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Determining Taxpayer Investment
in Retirement Plans and IRAs

By Vorris J. Blankenship

Vorris Blankenship discusses the determination of the return of the

nontaxable taxpayer investment in retirement plans and IRAs.

contracts generally apply to benefits distributed

by employer retirement plans and IRAs.! Thus,
an employee or IRA owner does not pay tax on the
portion of the retirement plan or IRA distributions
representing recovery of his or her investment in “the
contract.”? Although employees and IRA owners use
different methods to determine the nontaxable por-
tions of distributions, an employee or owner must in
any event first determine his or her total investment
in the contract providing the distribution.’

The regulations provide that a single employer
retirement plan, whether qualified or nonqualified,
may consist of more than one contract.* Unfortu-
nately, however, use of the term “contract” can be
confusing in the context of a plan with two or more
contracts that are mere conceptual subdivisions of
the plan, with little independent legal significance.
For simplicity and logical clarity, this article will
refer to separate contracts in retirement plans as
“plan programs.”

The term “qualified plan” includes, of course, re-
tirement plans and annuities qualifying under Code
Secs. 401(a) and 403(a). However, as used in this
article, the term also includes tax-sheltered annui-
ties (TSAs) of tax-exempt organizations under Code
Sec. 403(b), since employees generally determine
their investment in TSAs in much the same way as
for qualified plans. The term “nonqualified plan” will
refer to plans funded by trusts or annuities that are not
qualified plans or eligible governmental plans under

The rules applicable to the taxation of annuity
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Code Sec. 457. The terms “employer retirement plan”
and “retirement plan” will include both qualified and
nonqualified plans.

Separate Programs
Within Retirement Plans

A plan program (a contract) within an employer

retirement plan is a separate program of interrelated

contributions and benefits that are not interrelated

with contributions and benefits under any other sepa-

rate program.® Plan programs include the following:

m  Separately determinable retirement benefits and
all interrelated contributions (i.e., there could be
two or more separate retirement benefit programs
in a single employer plan)®

m Definitely determinable pre-retirement disability
benefits and all interrelated contributions’

m  Accident and health insurance benefits and all
interrelated contributions®

m Life insurance benefits and all interrelated
contributions®

m Retirement income benefits under contracts with
insurers and all interrelated contributions'

m Endowment benefits under contracts with insur-
ers and all interrelated contributions'

m  Other benefits that include a life insurance ele-
ment and all interrelated contributions'

For example, an employer retirement plan might
require employees to make mandatory contributions
toward the purchase of a commercial annuity payable
at retirement. At the same time, the plan might allow
employees to make voluntary contributions that the
plan will hold until retirement and pay out in a lump
sum with related earnings. These two arrangements
are separate plan programs since contributions to

©2006 V.J. Blankenship

JOURNAL OF RETIREMENT PLANNING

17



18

Determining Taxpayer Investment in Retirement Plans and IRAs

each program are interrelated only with distributions
from that program.

Of course, many employer retirement plans have
only one plan program. In that case, the plan and
the plan program are the same, and this article may
use the terms interchangeably. For plans with more
than one plan program, the focus is normally on
each program.

Determining an employee’s investment in an em-
ployer retirement plan and its separate programs is
considerably more difficult than determining a tax-
payer’s investment in a personally purchased annuity
contract. The investment in a personally purchased
contract is usually just the consideration paid for it.
However, an employee’s investment in an employer
retirement plan includes different types of employee,
employer and plan payments—and excludes other
types of such payments. In addition, an employee’s
investment in the plan may include the value of cer-
tain unvested benefits as those benefits vest.

Employee Investment
in Qualified Plans

An employee’s investment in a plan program that
is part of a qualified plan generally equals (1) the
total employee contributions allocable to the pro-
gram, less (2) previous nontaxable recoveries of
those contributions.

Employee Contributions

Employee contributions to a qualified plan and its sep-
arate programs (in contrast to employer contributions)
are generally those contributions previously taxed to
the employee or made from the employee’s after-tax
income. Thus, employee contributions are generally
those (1) included in taxable compensation, (2) with-
held from taxable compensation, or (3) contributed to
the plan from the employee’s personal funds.™ In any
event, however, employee contributions specifically
include the items described immediately below.
Designated Employee Contributions. Employee
contributions include amounts the employer specifi-
cally designates as employee contributions taxable
to the employee. The employer may make the
designations in almost any manner.'* However, the
designations are not effective for TSAs' nor are they
effective for mandatory contributions to a qualified
governmental plan that the employer “picks up.” An
employer picks up a contribution to such a plan by
contributing an amount that the employee is oth-

erwise required to contribute—without giving the
employee an opportunity to take cash instead.'

Contributions Elected by Employee. Employee
contributions to qualified plans generally include
contributions made at the election of the employ-
ee'’—other than (1) nontaxable cash or deferred
contributions under TSAs and 401 (k) plans, (2) certain
employer matching contributions for employees not
self-employed, and (3) contributions under certain
unusual one-time irrevocable elections.'

Payments of Principal and Interest on Nonquali-
fied Plan Loans. Employee contributions include
payments of principal and interest on a plan loan that
is not a qualified residential loan or a qualified five-
year loan." For this purpose, a “qualified residential
loan” is a loan subject to strict limitations that the
employee uses to acquire a principal residence.?® A
“qualified five-year loan” is a loan repayable within
five years that satisfies the same requirements (except
for the acquisition of a residence).”

Contributions of Nontaxable Income. Employee
contributions generally include contributions by an
employer that would not have been taxable to the
employee if paid directly to him or her.? For example,
included are contributions for services not subject to
U.S. tax because the employee was (1) a nonresident
alien performing services outside the United States,*
or (2) an American Indian exercising fishing rights
under treaty.?*

Contributions of Federal Government Employees.
Qualified plans for civilian employees of the federal
government include the Civil Service Retirement
System (CSRS) and the Federal Employees’ Retirement
System (FERS).?> An employee’s investment in these
plans includes mandatory contributions deducted
from the employee’s salary checks. The investment
also includes any payments the employee made di-
rectly to the plan to cover service periods when the
government did not deduct mandatory contributions.
In addition, the investment includes repayments of
previous distributions from the plan (including repay-
ments of interest previously received).?®

Railroad Retirement Taxes. If an employee receives
retirement benefits from the Railroad Retirement
Board, the employee must treat a portion of the ben-
efits as if paid by a qualified plan. This portion (known
as tier two railroad retirement benefits) is equal to the
excess of total benefits over the portion of the benefits
taxable as Social Security payments.?” Consistent with
this scheme, railroad retirement taxes paid by an em-
ployee are separated into tier one and tier two portions.



The employee treats the tier two portion of the taxes as
employee contributions to a qualified plan.?®

Contributions Allocable to a Plan Program
Providing Life Insurance. If an employee is not a self-
employed individual, the employee’s contributions
include the amounts of life insurance premiums paid
by the plan that are included in the employee’s tax-
able compensation. For this purpose, an employee’s
taxable compensation includes premiums paid from
funds contributed by the employer or paid from funds
earned by the plan. The employee must allocate this
deemed contribution amount to the plan program
providing the life insurance.?

Items Not Considered
Employee Contributions

On the other hand, an employee may not treat the
following items as employee contributions:

Contributions to Code Sec. 401 (k) and Code Sec.
403(b) Plans. The employee’s contributions to a TSA
or a401(k) plan do not include certain amounts con-
tributed by the employer that the employee agreed
not to receive in cash and that were not taxable to
the employee—i.e., amounts contributed under a
qualified cash or deferred arrangement.*°

Contributions While an Expatriate. An employee’s
contributions generally do not include employer con-
tributions made while the employee was an expatriate
that would have been nontaxable foreign earned
income if paid directly to the employee—unless the
employee was a missionary.*!

DECs Not Included. An employee’s contributions
to a plan do not include amounts the employee
contributed to the plan and deducted on his or her
own tax returns (so-called “deductible employee
contributions,” or DECs, that were available to some
employees in calendar years 1982 through 1986).>

Contributions Allocable to Accident and Health
Benefits. The plan may have allocated some of the
employee’s contributions to a plan program providing
accident and health insurance benefits. The plan may
have made the allocation either (1) when the employee
contributed to the plan, or (2) later when the plan paid
the benefits. In no event are these contributions alloca-
ble to plan programs providing retirement benefits.*

Investment Rolled Over from
Another Qualified Plan

If the employee’s plan is a defined contribution plan
qualifying under Code Sec. 401(a), it may also have
received employee investment rolled over from an-
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other qualified plan in a trustee-to-trustee transfer. >
To qualify to receive the investment rollover, the plan
must have agreed to account separately for both (1)
the rolled-over investment, and (2) the amount rolled
over in excess of investment.*

Previous Recoveries
of Employee’s Investment

The employee must total (1) his contributions to the
plan program, and (2) the investment rolled over to
the program from other plans. From that total, the
employee must subtract the nontaxable portions of
any previous distributions representing a return of his
or her investment in the program.*® For example, the
plan may have made a nonannuity distribution to the
employee before or at retirement that was a partially
nontaxable recovery of the employee’s investment in
the program.’” Alternatively, the employee may have
received some annuity payments under the program
that were also in part a recovery of investment.

In addition, the employee must reduce investment in
the plan program by the amount of investment in the
program he or she previously rolled over to an IRA or to
another qualified plan.* If the investment rollover was
made to another qualified plan, it could have qualified
for rollover only if the rollover were a trustee-to-trustee
transfer to a defined contribution plan that qualified
under Code Sec. 401(a). The defined contribution
plan must also have agreed to account separately (1)
for the investment rollover, and (2) for the amount of
the rollover in excess of investment.*

Whether made to an IRA or to a defined contribu-
tion plan, the rollover of investment must also have
included the entire amount of the otherwise taxable
component of the eligible rollover distribution. Thus,
the amount of investment rolled over equals the total
amount of the rollover less the otherwise taxable
component of the distribution.*°

Investment in a Plan
or Plan Program Illustrated

The following example illustrates the determination
of an employee’s investment in a plan or one of its
separate programs.

Example. Assume that, during an employee’s
working years, his or her employer paid amounts
aggregating $75,000 into a plan account main-
tained for the employee under a qualified plan
program. Assume the employer withheld $25,000
of those contributions from the employee’s af-
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ter-tax compensation (i.e., from compensation
included in the employee’s gross income). As-
sume the employer did not designate any of the
remaining $50,000 as employee contributions
and that the $50,000 remainder was not other-
wise taxable to the employee.

Thus, of the $75,000 total amount paid into the
plan account, aggregate amounts of $25,000
are employee contributions (i.e., the employee’s
investment in the plan program) and aggregate
amounts of $50,000 are the employer’s contribu-
tions. Assume the first distribution under the plan
program is a $100,000 lump sum received before
the employee’s retirement—when the balance of
the plan account is $250,000.

After the lump sum distribution, the employee’s
investment in the program is $15,000—i.e., it
is equal to the employee’s total contributions
of $25,000 less the $10,000 partial recovery of
the employee’s investment from the lump sum
distribution. The $10,000 partial recovery of
investment is equal to the nontaxable portion of
the lump sum distribution.

(Briefly, the $10,000 nontaxable portion of the
distribution is equal to the $100,000 lump sum
multiplied by 10 percent. The percentage equals
the employee’s $25,000 contribution to the plan
program divided by the $250,000 balance of the
plan account.*)

Special Treatment of Distributions of
Employee Contributions

An employee’s qualified plan may maintain a separate
account for all or part of the employee’s contributions
and related earnings. If so, the plan may require or
allow the employee to take a distribution that draws
on only the separate account balance. In that case,
the employee may compute his or her investment
in the account as if it were a separate plan program
(even if the account does not technically qualify as
a separate plan program).*

Such separate program treatment for employee contri-
butions and related earnings, may allow the employee
to accelerate the receipt of nontaxable distributions.
That is, the employee may be able to take an immedi-
ate distribution of his or her contributions (and related
earnings) that consists primarily of a nontaxable return

of the employee’s investment in the plan. The employee
could then take the remainder of his or her benefit
(attributable primarily to employer contributions and
related earnings) in the form of annuity payments that,
though mostly taxable, are receivable in future years.
Alternatively, the employee may achieve a similar
result by rolling over plan earnings tax-free to another
qualified plan or IRA and personally retaining his or
her investment in the plan.#® Under neither of the
alternatives is the investment distributed by the plan
subject to the penalty tax on early distributions.*

Self-Employed Individual’s
Investment in a Plan or Plan Program

If an employee is a self-employed individual, the
employee’s investment in a qualified plan, or a plan
program, is generally determined in the same way
as for any other employee. However, the individual’s
investment in the plan or program does not include
any amounts used to pay premiums on life insurance
or other types of insurance.*

Investment Allocable to a Spouse
or Former Spouse Under a QDRO

The spouse or former spouse of an employee is gener-
ally taxable on a qualified plan payment the spouse
receives under a qualified domestic relations order
(QDRO) to the extent it is in excess of the spouse’s
recovery of investment in the plan.* For this purpose,
the spouse’s share of the investment in the plan is
equal to the employee’s total investment multiplied
by a fraction. The fraction is the present value of all
the benefits payable to the spouse divided by the
present value of the total benefits of the employee
and the spouse in the plan.

Investment Due to Plan’s Installment
Payments of Life Insurance Proceeds

A qualified plan that receives life insurance proceeds
on the death of an employee may be obligated to pay
the proceeds to plan beneficiaries.*® If so, and if the
plan satisfies its obligation by making installment
payments to the beneficiaries, the beneficiaries may
add the amount of the nontaxable insurance proceeds
to the investment in the plan program providing the
life insurance.*’

Investment Allocable to Distributed
Annuity or Life Insurance Contracts

Determination of an employee’s investment in an
annuity or life insurance contract distributed by a



qualified plan is a separate subject rife with uncer-
tainty. There does not appear to be, for example, any
direct authority or other guidance stating whether an
employee may allocate plan investment to a distrib-
uted nontransferable annuity contract. The author
intends to deal with this question and related ques-
tions in a separate article.

Employee Investment
in Nonqualified Plans

An employee generally determines his or her investment
in a nonqualified plan program by subtracting previous
nontaxable program distributions from the sum of (1)
the employee’s contributions to the program, (2) previ-
ously taxed employer contributions, and (3) previously
taxed program earnings. More specifically:

1. Value of Plan Interest
When First Taxed

The employee must generally determine the value of
his or her interest in the plan program when the interest
first became taxable.** That is, the employee must gen-
erally determine the value of the interest on the earliest
of (1) the date the employee received a vested interest,
(2) the date the employee received an unvested interest
if he or she elected to pay tax on it, or (3) the date the
interest became vested.”' Generally, the value of the
interest on that date is the same as the amount that
was taxable to the employee on that date.
Nevertheless, if the employee is a “highly compen-
sated employee” participating in a “discriminatory”
plan funded by a trust, the employee must generally
determine the value of his or her interest on the last
date it was taxable to him or her. That date would nor-
mally be December 31 of the preceding year. For this
purpose, a plan is “discriminatory” if it does not satisfy
the requirements of Code Sec. 401(a)(26) or 410(b).>
Whether an employee is a “highly compensated
employee” depends on the employee’s status (1)
when the employee received credit for service under
the plan, (2) during the employee’s working years
after age 55, or (3) when the employee terminated
employment.>® The employee is generally a highly
compensated employee if at any such time he or she
directly or indirectly owned more than five percent of
the employer. Alternatively, the employee is a highly
compensated employee if at any such time his or her
compensation exceeded a specific dollar threshold
and ranked the employee among the highest paid 20
percent of a specified group of employees.>*
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2. Value of Subsequent
Employer Contributions

The employee must then determine the value of each
subsequent employer contribution allocable to the
plan program on the date the contribution became
taxable to the employee.> That is, the employee must
determine the value of the contribution on the earliest
of (1) the date the plan received it if it was then vested,
(2) the date the plan received it if it was not vested but
the employee elected to pay tax on it, or (3) the date
the contribution became vested.*® Again, the value of
the contribution on that date is generally the amount
that was taxable to the employee on that date.

3. Employee Contributions
to the Plan

The employee must determine the total amount of
any contributions he or she made to the plan that
were allocable to the plan program.” For this pur-
pose, the employee’s contributions (except those of a
self-employed individual) include the amount of any
employer contributions allocated to life insurance
premiums and included in the employee’s taxable
compensation.®®

Plan Loans to the Employee. All loans to an em-
ployee by a nonqualified plan (other than a former
qualified plan or government plan) are taxable
as distributions.”> An assignment or pledge of an
employee’s interest in such a plan is also taxable as
a distribution.®® However, the taxable amount of the
loan, assignment or pledge increases the employee’s
investment in the plan (although the investment is
unaffected by the portion of the loan that is a nontax-
able return of investment). Repayments of the loan
have no impact on investment in the plan.*'

Contributions of Nontaxable Income. Employee con-
tributions to a nonqualified plan also generally include
contributions that would not have been taxable to the
employee if paid directly to him or her.®? Thus, similar
to qualified plans, employee contributions include con-
tributions for services not subject to U.S. tax because
the employee was (1) a nonresident alien performing
services outside the United States,® or (2) an American
Indian exercising fishing rights under treaty.*

Contributions Excluded from Investment. As with
qualified plans, an employee’s contributions to a
nonqualified plan generally do not include employer
contributions made while the employee was an
expatriate that would have been nontaxable foreign
earned income if paid directly to the employee—un-
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less the employee was a missionary.®> Furthermore,
an employee may not treat contributions properly
allocated to a separate program providing accident
and health insurance benefits (e.g., medical or dis-
ability benefits) as part of the employee’s investment
in retirement benefits.*

4. Additional Rules
for Former Qualified Employer Plan
or Government Plan

If the nonqualified plan was formerly a qualified
plan, the employee must use qualified plan rules to
determine his or her investment in the plan as of the
end of the employer’s last tax year that ends on or
before the first nonqualified plan year. Thereafter, the
employee must apply the nonqualified plan rules un-
der items 1 through 3 above to determine additional
investment in the plan (but in all events excluding
the amount of plan appreciation vested before the
plan’s disqualification).®”

In addition, employee contributions to former
qualified plans and nonqualified government plans
include all payments of principal and interest on a
plan loan that is not a qualified residential loan or
a qualified five-year loan.®® (Consequently, the em-
ployee does not increase his or her contributions by
the amount of the taxable loan proceeds received—as
for other nonqualified plans.)

5. Previous Return of Some or
All of the Employee’s Investment

From the sum of items 1 through 4 above, the employ-
ee must subtract the portion of previous distributions
representing a return of his or her investment in the
plan program.® For example, the plan may have made
a nonannuity distribution that involved a return of
some of the employee’s investment. Alternatively, the
employee may have received annuity payments that
were in part a return of his or her investment.

6. Guaranteed Annuity Payments

If a plan program provides an annuity with guar-
anteed payments (in the nature of a refund of the
amount paid for the annuity), the employee must
also subtract the value of the guaranteed payments
from the sum of 1 through 4 above. However, this
adjustment applies only in determining the nontax-
able portion of annuity payments.” It does not apply
in determining the nontaxable portion of a nonan-
nuity payment.”

Guaranteed payments are the minimum number
of payments required under a life annuity contract,
determined without regard to how long the employee
or his or her beneficiaries live.”> The employee
computes the value of the guaranteed payments by
multiplying (1) the smaller of (a) the total amount of
the guaranteed payments, or (b) the amount of the
employee’s investment in the plan program; by (2)
an actuarial percentage.”

The actuarial percentage depends on (1) the num-
ber of years the issuer guarantees the payments,
and (2) the age of the employee (and beneficiaries)
at the annuity starting date. The employee finds the
actuarial percentage for a single life annuity in Table
VII, Percent Value of Refund Feature, in the regula-
tions if the employee and employer contributed all
the funds to the plan program after June 30, 1986.
If the employee and employer contributed all the
funds for the annuity on or before June 30, 1986, the
employee finds the actuarial percentage in Table IlI,
Percent Value of Refund Feature.”

Otherwise, if the employee or employer contrib-
uted funds to the plan program both before and after
June 30, 1986, the employee may treat the entire in-
vestment as made after June 30, 1986. Alternatively,
for a single life annuity, the employee may make a
special computation using both Tables 11l and VII.
Under this computation, the value of the guaranteed
payments is the sum of (1) the amount computed by
applying the Table Ill percentage to the pre-July 1,
1986, investment, and (2) the amount computed by
applying the Table VII percentage to the post-June
30, 1986, investment.”

If an annuity with guaranteed payments is payable
over two or more lifetimes, the computation of the
value of the guaranteed payments must generally be
determined using the somewhat more complex math-
ematical formulas set forth in the regulations.”

Investment in a Plan
or Plan Program Illustrated

The following example illustrates the determination
of an employee’s investment in a nonqualified plan
that provides only a purchased lifetime annuity with
guaranteed payments.

Example 1. Assume that on July 1, 2004, an em-
ployer purchased a fully vested lifetime annuity
contract for an employee under a nonquali-
fied plan. The purchase price was $100,000
(taxable to the employee at the time of the



purchase). Assume the issuer began making
monthly payments of $500 when the employee
retired at age 65. Assume further that the issuer
guaranteed 60 monthly payments even if the
employee should die before he or she received
60 payments.

Then, for purposes of computing the nontaxable
portion of the employee’s annuity payments,
the investment in the annuity is $99,100. The
employee determines the $99,100 investment
by subtracting (1) the $900 amount attributable
to the 60 guaranteed payments, from (2) the
$100,000 cost of the annuity. The $900 amount
is equal to (1) the lesser of (a) the $30,000 total
amount of the 60 guaranteed payments, or (b) the
$100,000 cost of the annuity; multiplied by (2)
three percent. Table VII provides this percentage
for 60 monthly payments (five years of payments)
guaranteed to a person age 65.
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ployee before retirement when the balance of the
employee’s trust account was $250,000 and the
employee’s investment still equaled $150,000.

After the lump sum distribution, the employee’s
investment in the program is $125,000—i.e., it is
equal to the employee’s $150,000 original invest-
ment less the $25,000 partial recovery of his or
her investment from the lump sum distribution.
This $25,000 partial recovery of investment is
the same as the nontaxable portion of the lump
sum distribution.””

Trust Purchasing
and Distributing an Annuity

If a trust under a nonqualified plan purchases and
distributes an annuity contract, the employee’s initial
investment in the contract is equal to the value of the
contract on the date distributed.”® The employee must
then adjust the investment for subsequent premium

The following example illustrates how to determine
an employee’s investment in a nonqualified plan that
accumulates employer and employee contributions
in a trust.

payments and distributions. In addition, the invest-
ment recoverable from annuity payments must take
into account any guaranteed payments described in
item 6 above.

Example 2. Assume an employer made a
contribution of $90,000 into a trust account
maintained for a non-highly compensated
employee under a nonqualified plan program.
The contribution was forfeitable if the employee
did not complete two years of employment after
the date of contribution. When the employee
completed the two years of employment, the
total value of the funds in the trust account
had grown to $130,000. At that time, the
employee’s interest in the program vested and
the employee paid tax on the $130,000 value
of his or her interest.

Assume the employee contributed $20,000 to
the plan program from the employee’s own after-
tax income. Thus, the previously taxed portion
of the employee’s interest was $150,000 (the
employee’s $20,000 direct contribution plus the
$130,000 value when his or her interest vested).
This $150,000 amount, then, was the employee’s
investment in the program.

Assume the program subsequently made a
$125,000 lump sum distribution to the em-
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Example 3. Assume an employer made vested
contributions of $80,000 to an employee’s sepa-
rate trust account in a nonqualified plan program,
and that the account balance grew to $200,000
by the time the employee retired at age 65. As-
sume the program used the entire $200,000
balance to purchase and immediately distribute
an annuity contract payable for the employee’s
lifetime. (The $200,000 value of the annuity
contract, less the $80,000 previously taxed to
the employee, is taxable to the employee when
the plan distributes the contract.)

Assume further that the issuer began making
monthly payments of $1,000 to the employee
when he retired—with at least 60 payments
guaranteed. Then, for purposes of determin-
ing the nontaxable portion of the annuity
payments, the investment in the annuity is
$198,200. The employee determines the
$198,200 investment by subtracting (1) $1,800
attributable to the 60 guaranteed payments,
from (2) the $200,000 cost of the distributed
annuity. The $1,800 amount attributable to the
guaranteed payments is equal to the lesser of
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(1) the $60,000 total amount of the 60 guar-
anteed payments, or (2) the $200,000 cost of
the annuity—multiplied by three percent. Table
VIl provides this percentage for 60 monthly
payments (five years of payments) guaranteed
to a person age 65.

Investment Stated
in Foreign Currency

An employee must convert investment stated in
foreign currency to U.S. currency using the vari-
ous rates of exchange existing when the investment
originated. If those rates of exchange are unknown
and unascertainable, the employee may convert the
foreign currency at the rate of exchange in effect on
the employee’s annuity starting date.”

Investment of an IRA Owner

As with employer retirement plans, distributions from
traditional IRAs are generally taxable only to the
extent they are in excess of the recovery of the IRA
owner’s investment.®® However, an IRA owner with
two or more IRAs must generally aggregate invest-
ments in all of his or her IRAs to determine the taxable
and nontaxable portions of IRA distributions.?' The
owner aggregates these investments for a particular
tax year by subtracting the nontaxable portions of
distributions in previous tax years from the total of
the owner’s nondeductible (after-tax) contributions
for all years.

1. Aggregate
Nondeductible Contributions

The IRA owner must determine the total amount of
all nondeductible contributions to the owner’s IRAs
for the current tax year and all previous years.*
The owner will likely know which of his or her
contributions were deductible and which were
nondeductible—or he or she may determine the
deductible contributions (and thus the nondeductible
contributions) by examining prior year tax returns.®
If an employer makes a direct contribution to an
employee’s IRA, the tax law generally treats the con-
tribution as (1) received by the employee as taxable
income and then (2) contributed to the IRA by the
employee as either a deductible or a nondeductible
contribution.®* However, the tax law generally treats
contributions by an employer to a SEP or Simple IRA
as a deductible contribution.®

2. Investment Rolled Over
from Qualified Plan

If all or part of an IRA balance consists of funds rolled
over tax-free from a qualified plan, the rollover from
the plan may contain investment. To determine the
amount of investment rolled over from the plan, the
IRA owner must first compute the total amount of his
or her investment in the plan program providing the
rollover (as explained earlier in this article).

Then, the owner must determine how much of the
total investment in the plan program was properly
includible in his or her eligible rollover distribu-
tion from the plan. This investment component of
the distribution is generally equal to the amount of
the distribution multiplied by the plan program’s
exclusion percentage. The exclusion percentage is
generally the investment in the plan program divided
by the program’s nonforfeitable account balance.®

After determining the investment component of
the eligible rollover distribution from the qualified
plan, the IRA owner must determine the portion of
the investment component that he or she rolled over
to his or her IRA. In this connection, the rollover
must first include the entire amount of the otherwise
taxable component of the eligible distribution (i.e.,
the portion of the distribution in excess of the invest-
ment component) before including any portion of the
investment component. Consequently, the amount
of any investment rolled over necessarily equals the
total amount of the rollover less the otherwise taxable
component of the eligible rollover distribution.®”

3. Reduction for Prior Recovery
of Investment

From the sum of 1 and 2 above, the owner deducts
the portion of each prior year IRA distribution that
represented a nontaxable recovery of his or her in-
vestment.®® However, amounts transferred in tax-free
rollovers from one IRA to another IRA do not affect an
owner’s aggregate investment in his or her IRAs. First,
the rollover of the entire amount of a distribution from
one IRA to another IRA simply transfers investment
between IRAs without changing aggregate investment.
Second, if the owner rolls over to another IRA only a
portion of an IRA distribution, the portion of the dis-
tribution rolled over automatically carries with it the
appropriate pro rata part of aggregate investment.®
Nor do amounts rolled over tax-free from IRAs to
qualified plans directly affect the owner’s investment
in his IRAs. Such rollovers may not include invest-



ment.” However, the IRA distribution that is the
source of the rollover will normally contain an in-
vestment component that the owner must personally
retain.” Since the tax law requires an owner to treat
such a rollover distribution as separate from other
IRA distributions, the owner should immediately
reduce the aggregate investment in his or her IRAs
by the amount of the retained investment portion of
the rollover distribution.”

Investment in an IRA Illustrated

The following example illustrates the determination of
an owner’s total investment in all his or her IRAs.

Example. Assume an employee retired in July
2005, when she had an investment of $50,000
in her qualified plan. Assume that, in October
2005, she received a distribution of the entire
$400,000 balance in the plan (before reduction
by mandatory 20-percent income tax withhold-
ing®!), and she immediately rolled over $380,000
to a new IRA (a “rollover IRA”). Thus, she retained
$20,000 of the nontaxable recovery of investment
and transferred the remaining $30,000 of the
investment to her rollover IRA.

Assume further that, prior to retirement, the
employee had also made nondeductible con-
tributions of $10,000 directly to another IRA
(a “contributory IRA”). Assume she received a
$5,000 distribution from the contributory IRA in
2004 (i.e., in the prior year) and the nontaxable
recovery of investment included in the distribu-
tion was $2,000.

Then, the employee’s total investment in her IRAs
at December 31, 2005 was $38,000 ($30,000 in
the rollover IRA plus $10,000 in the contribu-
tory IRA less the $2,000 recovery of investment
in 2004).

Alternatively, the employee in the above example
could have chosen to roll over tax-free to the IRA an
amount exactly equal to the $350,000 portion of the
plan distribution that was otherwise taxable. Then the
employee could have retained tax-free the $50,000
remainder of the distribution (representing her entire
investment in the plan).” The employee could also
have accomplished the same thing in a trustee-to-
trustee transfer by directing the trustee to (1) transfer
to the IRA all funds in excess of her investment, and
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(2) as a part of the same transaction, distribute to her
the remaining funds representing her investment.”

Investment of a
Roth IRA Owner

If a Roth IRA makes only “qualified distributions” to
an owner or beneficiary, the distributions are entirely
nontaxable and the owner’s investment is largely
irrelevant.”” However, if a Roth IRA should make a
nonqualified distribution, it does become necessary
to determine the owner’s total investment and his or
her nontaxable recovery of that investment.”® Fortu-
nately, in those situations, the owner always recovers
all of his or her total investment in Roth IRAs tax-free
before the remaining portion of a nonqualified dis-
tribution becomes taxable.”

To some extent, an owner’s investment in a Roth
IRA is determined in the same way as an owner’s in-
vestment in a traditional IRA. Similar to a traditional
IRA owner, a Roth IRA owner must determine the
investment in all his or her Roth IRAs by aggregating
all the owner’s Roth IRA investments.'® However, un-
like the owner of a traditional IRA, a Roth IRA owner
generally may not make deductible contributions or
nontaxable rollovers to a Roth IRA (other than from
another Roth IRA).'" Thus, an owner’s investment in
his or her Roth IRAs generally equals the actual total
amount of (1) his or her nondeductible contributions,
and (2) all “qualified rollover contributions” from
traditional IRAs (i.e., taxable Roth conversions).

The tax law may impose the 10-percent penalty tax
for early distributions on all or part of a nonqualified
distribution by a Roth IRA—including all or part of
the nontaxable recovery of investment. To compute
the penalty (if it is applicable), the owner of a Roth
IRA must segregate contributions by year and type
of contribution. Thus, a Roth IRA owner potentially
subject to the penalty should maintain records that
show the amount and year of each of his or her
nondeductible contributions and the taxable and
nontaxable amounts of each prior year’s conversion
of a traditional IRA to a Roth [RA.™

Summary

The statutory scheme of treating distributions under
employer retirement plans as if they were distributions
under annuity contracts can be confusing. It is not
a perfect fit. An annuity contract is a self-contained
collection of interrelated legally enforceable rights
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and obligations generally satisfying the single pur-
pose of providing a stream of income. On the other
hand, an employer retirement plan may contain two
or more separate programs with little independent
legal significance, each satisfying a different purpose.
The drafters of the regulations tried to reconcile these
differences by analogizing separate plan programs
to separate annuity contracts. Thus, they created a
need to allocate an employee’s plan investment to
separate plan programs.

For qualified plan programs, an employee’s total
investment (before distributions) generally consists of
allocated plan contributions previously taxed to the
employee or made from the employee’s after-tax in-
come. For nonqualified plan programs, an employee’s
investment (before distributions) generally consists of
the sum of (1) the allocated employee contributions,
(2) previously taxed employer contributions allocated
to the program, and (3) any previously taxed program
earnings. Nevertheless, a number of special rules
applicable to qualified or nonqualified plans may
modify these general rules.

An IRA owner must aggregate the investment in
all his or her IRAs before using the total investment
to determine the nontaxable portions of IRA dis-
tributions. Investment included in the aggregation
generally consists of nondeductible IRA contributions
and investment rolled over from qualified plans. If an
owner does roll over funds from a qualified plan to his
or her IRA, the owner generally has the option of (1)
including his or her plan investment in the rollover,
or (2) personally retaining the investment tax-free.

“Qualified distributions” by Roth IRAs are nontaxable
without regard to investment. However, if a Roth IRA
makes a nonqualified distribution, the owner must de-
termine his or her total investment in all Roth IRAs and
the nontaxable recovery of that investment. Fortunately,
in those situations, the owner always recovers all of his
or her total investment in the Roth IRAs tax-free before
the remaining portion of the distribution becomes tax-
able. However, in some such cases, the tax law may
impose the 10-percent penalty tax for early distributions
on all or part of the distribution—including all or part
of the nontaxable recovery of investment.
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