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he tax law imposes a 10% penalty on early distributions from retire-

ment plans, individual retirement arrangements (IRAs), and annui-

ties. Congress designed the penalty as a disincentive for early retirement

and pre-retirement withdrawals. There are, however, numerous excep-

tions to the penalty, some age related and some not.

The penalty applies to distributions
from qualified plans, tax-sheltered annui-
ties (TSAs), eligible state or local govern-
ment plans, IRAs, Roth IRAs, designated
Roth accounts, nonqualified plans funded
by trusts or annuities, and personally pur-

chased annuities.' The penalty does not
apply to distributions from eligible tax-
exempt organization plans or nonquali-
fied plans not funded by a trust or an-
nuity.? Note that the term “taxpayer” as
used in this article means any participant

in an employer retirement plan (other
than a beneficiary) or the owner of an
IRA, Roth IRA, or annuity.

The early distribution penalty applies
only to amounts that are includible in
gross income. Thus, for example, it does
not apply to the nontaxable portion of
any distribution, nor does it apply to the
portion of a distribution rolled over tax
free from one plan or IRA to another plan
or IRA or from one Roth IRA to another
Roth IRA.?Furthermore, the penalty does
not apply to qualified rollover contribu-
tions from a plan or arrangement to a
Roth IRA or designated Roth account,
even if the rollover is taxable.*

Congress has provided many other
exceptions to the penalty, exceptions that
may vary somewhat with the type of plan
or entity making a distribution. This ar-
ticle first addresses those exceptions that
are common to all plans and annuities and
then discusses exceptions peculiar to spe-
cific types of plans or annuities. (Note that
the IRS has not issued any final or pro-
posed regulations dealing with the penalty
and its exceptions, and the IRS abandoned
a previous regulation project.”)

Common Exceptions

TheAge and Death Exceptions
Under the most significant generally

applicable exception, the 10% penalty

1 Secs.72(t)(1) and 4974(c).

2 Secs. 457 and 409A. These plans are not included in Sec. 4974(c).

4 Secs. 402A(c)(4)(A)(ii) and 408A(d)(3)(A) (ii).

3 Secs. 72(q)(1) and (t)(1); Regs. Sec. 1.402(c)-2, Q&A-11.

1

5 Notice 92-12, 1992-1 C.B. 500.
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tax will not apply to any distributions on
or after the date the taxpayer reaches age
59%. It does not matter whether the tax-
payer is then retired.® The penalty tax also
does not apply to distributions to benefi-
ciaries or to a taxpayer’s estate after the
death of the taxpayer.’

The Disability Exception
The penalty does not apply to distri-

butions to a taxpayer after he or she is

disabled.®! However, the disability of a

spouse will not qualify a taxpayer for the

exception, even in a community property
state.’ A taxpayer is disabled if he or she
cannot do substantial work because of

a physical or mental medical condition

that will last for a long and indefinite

period or from which the taxpayer will
probably die.?°

For this purpose, a taxpayer can do

substantial work if the taxpayer is capa-
ble of working at his or her pre-disability
or pre-retirement occupation, or a com-
parable occupation, with appropriate
remediable treatment. Determination of
the taxpayer’s capability must take into
account the taxpayer’s education, train-
ing, and work experience but most im-
portantly the nature and severity of the
impairment. Thus, the regulations pro-
vide that a taxpayer “ordinarily” cannot
perform substantial work if the taxpayer
suffers from one of the following specific
impairments:

1. Loss of use of two limbs or physical
loss or atrophy of a limb due to certain
progressive diseases.

2. Heart, lung, or blood disease causing
breathlessness, pain, or fatigue on slight
exertion.

3. Inoperable and progressive cancer or
other terminalillness.

4. Severe loss of judgment, intellect, ori-
entation, or memory due to brain dam-
age or abnormality.

5. Mental disease requiring continued insti-
tutionalization or constant supervision.

6. Severe loss or diminution of vision,
permanent and total loss of speech, or
total uncorrectable deafness.*

The courts tend to apply these regula-
tory standards narrowly. For example, the
Tax Court has held that a taxpayer suffer-
ing from clinical depression did not qual-
ify for the disability exception because he
continued to trade stocks for himself and
others. The court said the taxpayer was
engaged in gainful activity because he
intended to make a profit from his trad-
ing, even though his efforts yielded an
overall loss. (The court did not consider
the possibility that the taxpayer’s condi-
tion may have diminished his ability to
make a profit.) The court also found that
the taxpayer’s periodic consultation with
psychiatrists did not rise to the level of in-
stitutionalization or constant supervision
(item 5 above).'?

In another case, the Tax Court held
that a taxpayer did not qualify for the dis-
ability exception because he did not show
that his clinical depression was irremedia-
ble. The court stated that an impairment is
remediable if reasonable treatment would
allow gainful activity. In this case, the
taxpayer actually continued to engage in
gainful activity.”® By contrast, a taxpayer
did qualify for the disability exception
after contracting AIDS and then suffering
a nervous breakdown,**as did a taxpayer
suffering from multiple sclerosis.'®

Unfortunately, the courts frequently
find that taxpayers have offered inade-
quate evidence of disability. For example,
the receipt of private disability insurance
payments and the taxpayer’s uncorrobo-
rated testimony were insufficient to sup-
port the disability exception.'® The Tax
Court also denied the exception to a
Christian Scientist whose religious beliefs
prevented him from obtaining and offer-
ing a medical diagnosis of his condition.””
Similarly, the court held that evidence of
disability was insufficient even though the
taxpayer (1) had lost custody of a child

6 Secs. 72(q)(2)(A) and (t)(2)(A)(i); IRS Letter
Ruling200420030(5/14/04).
7 Secs.72(q)(2)(B) and (t)(2)(A)(ii).
8 Secs. 72(q)(2)(C) and (t)(2)(A)(iii).
9  Barkley, T.C. Memo. 2004-287.
10 Sec. 72(m)(7).
11 Regs. Sec. 1.72-17A(f).

12 Dwyer, 106 T.C. 337 (1996).

13 Kovacevic, T.C. Memo. 1992-609. See also
Dollander, T.C. Memo. 2009-187.

14 Meyer, T.C. Memo. 2003-12.

15 IRS Letter Ruling 201011036 (3/19/10).

16 Kowsh, T.C. Memo. 2008-204.

17 Fohrmeister, T.C. Memo. 1997-159.

EXECUTIVE
SUMMARY

* Ingeneral, a penalty applies
toearlydistributionsfrom
retirement plans, individual
retirement arrangements
(IRAs), and annuities. How-
ever, there are many excep-
tionstothis penalty. The
application of the penalty
andthe exceptionstoitvary
amongthedifferenttypes
of plans, accounts, and
annuities.

» The penalty exclusions that
mostcommonlyapplyarethe
age-related exceptionand
theexceptionfordistribu-
tionsto beneficiaries after
the death of a plan or ac-
countowner.However, there
arenumerous other excep-
tions based on a taxpayer’s
specific situation—for
example, a disability excep-
tionand an exception for
distributionsused to payfor
certain medical care.

* Anexceptiontothe penalty
is allowed where a tax-
payer receives a series of
substantially equal periodic
payments. A taxpayer has a
great deal of flexibility in set-
ting up a qualifying series of
periodicpayments, butonce
started the taxpayer gener-
ally must continue receiving
the payments without modi-
fyingtheiramountorthe
payments will be subject to
the penalty.
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he was unable to nurture and (2) actually
qualified for Social Security disability in a
subsequent tax year.!®

The Substantially Equal

Payment Exception
The 10% penalty tax will generally

not apply to a series of substantially equal

periodic payments received annually or
more frequently.” The periodic payments
must start after retirement for qualified
plans, TSAs, and eligible state or local
plans. However, they may start either be-
fore or after retirement for IRAs, Roth

IRAs, some funded nonqualified plans,

and personally purchased annuities.?

A taxpayer or beneficiary must receive
the substantially equal payments over
the taxpayer’s lifetime, the joint lifetimes
of the taxpayer and beneficiary, a period
equal to the taxpayer’s life expectancy,
or a period equal to the joint and survi-
vor life expectancy of the taxpayer and
beneficiary.

Of course, annuity payments of equal
amount over the specified periods will
generally qualify as substantially equal.??
For nonannuity payments, a taxpayer
may choose any one of the following three
methods to compute the amount of the
payments:#

1. Fixed amortization method: Under
this method, the taxpayer determines
the annual payment by amortizing
the initial account balance in equal
amounts over the taxpayer’s life expec-
tancy (or the joint life expectancies of
the taxpayer and beneficiary).

2. Fixed annuitization method: The tax-
payer determines equal annual pay-
ments by dividing the initial account
balance by an annuity factor. The an-
nuity factor is the presentvalue of an
annuity of $1 per year for the life ex-
pectancy of the taxpayer (or thejoint

life expectancies of the taxpayer and

beneficiary).

3. Required minimum distribution
method: The taxpayer redetermines
the annual payment for each distri-
bution year by dividing that year’s
account balance by the taxpayer’s
life expectancy for the distribution
year (or the joint life expectancies of
the taxpayer and beneficiary). A tax-
payer may permanently switch to
this method from methods 1 and 2
for any year after commencement of
payments.?*

Some deviations from the safe-harbor
methods may be possible. For example,
the IRS has allowed taxpayers who
adopt methods 1 and 2 above to alter
those methods by recalculating distribu-
tions each year using current account
balances, life expectancies, and interest
rates.”” However, a taxpayer generally
may not change to or from any such al-
tered method after initial adoption of a
method.?

Furthermore, the IRS is unyielding in
requiring taxpayers to adopt methods
using life expectancies derived from the
minimum distribution regulations and in-
terest rates no greater than 120% of the
federal mid-term rate.” Significantly, the
Tax Court, in holding that a taxpayer’s
payments were not substantially equal
lifetime payments, noted that the pay-
ments were greatly in excess of IRS safe-
harbor amounts.?®

A taxpayer may take a lump-sum dis-
tribution from a plan or an IRA (or trans-
fer the amount tax free to another plan
or IRA) before commencing substantially
equal payments from the remaining ac-
count balance. In the case of a qualified
plan, TSA, or eligible state or local plan,
the distribution or transfer need only be
in connection with the commencement of

substantially equal payments.” Neverthe-
less, if not rolled over, the lump-sum pay-
ment itself will generally be a taxable dis-
tribution and will be subject to the penalty
unless an exception applies.

A taxpayer with several IRAs may
compute substantially equal payments for
two or more of them in the aggregate and
may make the aggregate payments from
any one or more of the covered IRAs*’A
taxpayer may adopt at various times sepa-
rate streams of substantially equal pay-
ments from different IRAs, using different
safe-harbor methods of computation.®

The IRS may also provide relief for
payment methods that it ultimately de-
termines do not qualify as substantially
equal lifetime payments. In one private
letter ruling*the IRS allowed a taxpayer
to restore without penalty certain excess
distributions resulting from a series of
payments that the IRS ultimately ruled
did not qualify. The IRS apparently be-
lieved that the taxpayer acted in good
faith and thus treated the restoration as a
rollover of the excess distributions, even
waiving the 60-day requirement normally
applicable to rollovers.

In any event, the penalty tax will retro-
actively apply to substantially equal pay-
ments (with interest) if the arrangement
is modified before the later of (1) the date
the taxpayer reaches age 59% or (2) the
date that is five years after the first pay-
ment.** Any distribution prior to either
of those dates that is not a substantially
equal payment will trigger the retroactive
penalty, unless the additional distribution
itself qualifies for certain other specific
penalty exceptions discussed below.**

Modifications upon death or disability
do not trigger the retroactive penalty.®
In addition, the IRS has ruled that an
incorrect payment or failure to make a
payment does not constitute a forbidden

18 Kane, T.C. Memo. 1992-218.

19 Secs. 72(q)(2)(D) and (t)(2)(A)(iv).
20 Secs. 72(t)(3)(B) and (t)(9).

21 Secs.72(q)(2)(D) and (t)(2)(A)(iv).

22 Cf. Regs. Secs. 1.402(c)-2, Q&A-5, and 1.409A-2(b)(2)(ii) (for a discussion 30

27 Rev.Rul. 2002-62; IRS Letter Ruling 200437038 (9/10/04).
28 Prough, T.C. Memo. 2010-20.
29 Notice 89-25; IRS Letter Rulings 200550039 (12/16/05) and 200214029

(4/5/02).

IRS Letter Ruling 200131035 (8/6/01).

of substantially equal payments in similar contexts). 31 IRS Letter Rulings 200309028 (2/28/03) and 200119060 (5/14/01).
23 Rev.Rul. 2002-62, 2002-2 C.B. 710; Notice 89-25, 1989-1 C.B. 662. 32 1IRS Letter Ruling 200442033 (10/15/04).
24 1d. 33 Secs. 72(q)(3) and (t)(4)(A).
25 IRSLetterRulings200616045 (4/21/06),200601044 (1/6/06),and 200551033 34 Arnold, 111 T.C. 250 (1998); Benz, 132 T.C. 330 (2009).
(12/23/05). 35 Secs. 72(q)(3) and (t)(4)(A); IRS Letter Ruling 200126037 (7/2/01).

26 IRS Letter Ruling 200716032 (4/20/07).
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modification when the failure is due en-
tirely to trustee error.*

Contributions or rollovers into a plan
or IRA after it starts substantially equal
payments will constitute a modification
that triggers the penalty tax. Similarly,
a transfer or rollover to another plan or
IRA of part of the
account balance
used to compute the
substantially equal
payments will con-
stitute a forbidden
modification, even if the taxpayer sub-
sequently rolls the amount back into the
original plan or IRA.¥

However, the IRS apparently allows a
trustee-to-trustee transfer of the entire ac-
count balance of an IRA to another IRA
if the recipient IRA continues to make the
substantially equal payments.*® The IRS
also allows a qualified rollover contribu-
tion of the account balance of an IRA to
a Roth IRA if the Roth IRA continues to
make the payments.*’It is unclear, how-
ever, whether there is a forbidden modi-
fication if the recipient IRA or Roth IRA
holds unrelated funds.

It is also unclear under what circum-
stances a forbidden modification occurs
when a taxpayer transfers the account
balance of a qualified plan, TSA, or eli-
gible state or local plan making substan-
tially equal payments. However, the IRS
has ruled that a taxpayer did not modify
a payment arrangement when his IRA
continued substantially equal payments
after receiving a rollover from a terminat-
ing qualified plan.*®

The IRS has ruled that transfer of a
portion of the account balance of a plan
or IRA to a spouse in a divorce proceed-
ing is not a modification of substantially
equal payments that will trigger the retro-
active penalty. However, the transferring
taxpayer must reduce his or her payments

to take into account the reduced account
balance.*

Additional Exceptions for
Qualified Plans

Certain other exceptions to the early dis-
tribution penalty apply to distributions

from qualified plans and TSAs (in addi-
tion to the generally applicable exceptions
discussedabove).

The Retirement Age Exception

The 10% penalty tax generally does
not apply to post-retirement distributions
received by a taxpayer from a qualified
plan or TSA. To qualify for this excep-
tion, the taxpayer must generally be at
least age 55 during the calendar year of
retirement.*> However, the triggering age
is 50 for distributions from a defined
benefit plan to qualified public safety em-
ployees of states or their subdivisions.*
Qualified public safety employees include
police officers, firefighters, and medical
emergency workers.*

The QDROPaymentsException

The penalty tax does not apply to pay-
ments to a spouse, former spouse, child,
or other dependent under a qualified do-
mestic relations order (QDRO). A QDRO
is a court order normally issued in con-
nection with divorce or legal separation.
It establishes or recognizes the right of a
spouse, former spouse, child, or other
dependent to receive specified payments
from a qualified plan or TSA.*

A QDRO must satisfy certain stan-
dards and requirements that vary de-
pending on the type of employer and the

type of retirement plan. For example,
less stringent qualification requirements
apply to qualified governmental plans
and qualified church plans. In any event,
though, a QDRO payment will qualify
for the exception to the penalty only if
the QDRO rigidly complies with the rel-

The early distribution penalty appliesonly to
amountsthatareincludibleingrossincome.

evant substantive requirements and sub-
stantially complies with the procedural
requirements.*

Domestic relations orders not qualify-
ing as QDROs are generally not enforce-
able. However, despite this general rule,
nonqualifying orders are enforceable
with respect to qualified government
plans, qualified church plans, and certain
TSAs (those with minimal employer in-
volvement).”” Unfortunately, though, the
early distribution penalty may still apply
to payments under such nonqualifying
orders if none of the other penalty excep-
tions applies.

Exception for Cost of Life
Insurance

The proceeds from a life insurance
contract owned by a qualified retirement
plan or TSA may be payable to a partici-
pant’s beneficiary, either directly or indi-
rectly. If so, the participant may have to
include a portion of the cost of the insur-
ance in his or her gross income. More spe-
cifically, the participant must include the
portion of the insurance cost paid from
funds contributed by the employer or paid
from funds earned by the plan.*®

Fortunately, inclusion in a partici-
pant’s gross income of life insurance
costs paid by a qualified plan will not
trigger the penalty tax on early distri-

36 IRS Letter Rulings 200835033 (8/29/08), 200930053 (7/24/09), and 43

200631025 (8/4/06).

37 Rev. Rul. 2002-62; IRS Letter Rulings 200925044 (6/19/09) and 200720023 45

(5/18/07).
38 IRS Letter Ruling 200616046 (4/21/06).
39 Regs. Sec. 1.408A-4, Q&A-12.

40 IRS Letter Ruling 9221052 (2/26/92).

41 IRS Letter Rulings 200717026 (4/27/07) and 200214034 (4/5/02).

Sec. 72(t)(10)(A).
44 Sec.72(t)(10)(B).

Secs. 72(t)(2)(C) and 414(p).

46 Sec. 414(p); Bougas, T.C. Memo. 2003-194.

47 Secs. 401(a) (last sentence), 401(a)(13), 411(e)(1), 414(d), 414(e), and
414(p)(9); 29 U.S.C. §§1003(b)(1)-(2); 29 CF.R.§2510.3-2(f).

48 Secs.72(m)(3)(B) and 404(a)(8)(C); Regs. Secs. 1.72-16(b)(2) and 1.403(b)-

42 Sec. 72(t)(2)(A)(v); Notice 87-13, 1987-1 C.B. 432, Q&A-20.
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butions. It is also unlikely that the IRS
would apply the penalty tax to TSA costs
since the IRS determines the includible
life insurance costs for TSAs by analogy
to qualified plans.*

DistributionsNotExceeding
Itemized Medical Deductions

The penalty does not apply to dis-
tribution amounts that are less than or
equal to a taxpayer’s allowable itemized
medical deductions (whether the tax-
payer actually itemizes deductions), if the
distributions are used to pay for medical
care during the tax year. Because of con-
straints on itemized medical deductions,
this exception is limited to the amount
of medical expenses exceeding 7.5% of
adjusted gross income.*’In addition, this
exception does not apply to distribution
amounts covered by any of the other stat-
utory exceptions.*!

The taxpayer uses the qualifying
medical deductions against (and thus
eliminates the penalty on) only the gross
income portion of a distribution. That
is, the tax law does not require the tax-
payer to deplete the medical exception
by using it against the portion of a dis-
tribution representing tax-free recovery
of investment.>* Note also that the medi-
cal deduction exception does not include
medical insurance premiums deductible
by self-employed individuals as business
expenses.*

The exception for itemized medical
deductions applies even if the taxpayer is
also receiving substantially equal periodic
payments. That is, the additional distribu-
tion for medical expense deductions does
not constitute a forbidden modification of
the substantially equal payments.>*

Distributions to Military
Reservists

The penalty does not apply to a dis-
tribution of elective deferrals from a Sec.
401(k) plan or TSA to a qualifying mili-
tary reservist. At the time of the distribu-
tion, the military reservist must be on ac-
tive duty for a period of 179 days or for
an indefinite period. Within a two-year
period after completion of active duty, the
reservist may make voluntary nondeduct-
ible contributions to an IRA or Roth IRA
in an aggregate amount not exceeding the
active-duty distributions. Note that the
distribution restrictions generally appli-
cable to qualified plans and TSAs do not
apply to qualified reservist distributions.*

Other Specific Exceptions
Other qualified plan and TSA distribu-

tions not subject to the 10% penalty tax

include:

1. Payments to the federal government
due to lien, levy, garnishment, or sei-
zure.’® However, the mere threat of
such government action is not enough
to avoid the penalty.”

2. Payments of dividends on employer
stock held by an employee stock own-
ership plan (unless the plan previously
invested the dividends in employer
stock).*®

3. Certain distributions to victims of the
2005 hurricanes Katrina, Rita, and
Wilma* and victims of the 2008 mid-
western area storms, tornados, and
flooding.*

Plan Loansto Taxpayersor
Beneficiaries

Loans to a taxpayer or beneficiary
from a qualified plan or TSA are generally

taxable as distributions unless they satisfy
the statutory requirements for qualified
residential loans or qualified five-year
term loans. Thus, nonqualified loans are
subject to the penalty tax if none of the
other statutory exceptions applies.®* Simi-
larly, the portion of a plan interest that the
taxpayer or beneficiary assigns or pledges
as security for a nonqualified loan is gen-
erally subject to the penalty,*?as are non-
qualified loans, assignments, or pledges
under annuities purchased by the plan.®®

5% Owners

Certain 5% owners must pay a sepa-
rate and additional 10% penalty tax on
the portion of distributions in excess
of amounts allowable under the plan’s
terms.®* A 5% owner, for these purposes,
is anyone who during the five plan years
preceding the year the amount was re-
ceived was a 5% owner under the Sec.
416 rules for top-heavy plans.*

Additional Exceptions

for Eligible State or Local
Government Plans

The 10% penalty on early distributions has
limited applicability to an eligible state or
local government plan. The penalty applies
only to distributions from funds previously
rolled over to the eligible state/local govern-
ment plan from a qualified plan, TSA, or
IRA,**and then only if an exception does
not apply.*’ In addition to the generally
applicable exceptions discussed initially in
this article, the following exceptions spe-
cifically apply to such distributions.

The Retirement Age Exception
The penalty tax will not apply to
plan distributions after retirement if the

49 Notice 89-25, Q&A-11; Prop. Regs. Sec. 1.403(b)-6(g).

50 Secs. 72(t)(2)(B) and 213(a). The threshold permanently increases to 10%
after 2012 but remains at 7.5% for taxpayers aged 65 and older for tax 60
years through 2016 (Patient Protection and Affordable Care Act of 2010,

PL. 111-148, §9013).
51 Sec. 72(t)(2)(B); Benz, 132 T.C. 330 (2009).
52 Argyle, T.C. Memo. 2009-218.
53 Sec. 162(1); Mitchell, T.C. Memo. 2006-101.
54 Benz, 132 T.C. 330 (2009).

55 Sec.72(t)(2)(G); Notice 2010-15,2010-6 L.R.B. 390.
56 Sec. 72(t)(2)(A)(vii); Hosking, 567 F.3d 329 (7th Cir. 2009); Murillo, T.C.
Memo. 1998-13, acg., 1999-1 C.B. 332; IRS Letter Ruling 200426027

(6/25/04).
57 Willhite, T.C. Memo. 2009-263.
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8 Sec. 72(t)(2)(A)(vi); Notice 2002-2, 2002-1 C.B. 285, Q&A-7.

9 Sec. 1400Q(a); Notice 2005-92, 2005-2 C.B. 1165.

Sec. 1400Q(c), as modified by the Heartland Disaster Tax Relief Act of
2008, P.L. 110-343, §702.

Secs. 72(p)(1)(A) and (t)(1); Regs. Sec. 1.72(p)-1, Q&A-1(a).

Sec. 72(p)(1)(B); Regs. Sec. 1.72(p)-1, Q&A-1(b).

Sec. 72(m)(5)(C). These include any person who owns more than 5% of
the outstanding stock of a corporation or possesses stock with more than
5% of the combined voting power or who owns more than a 5% capital

Secs. 72(t)(9) and 457(a)(2).



taxpayer is at least age 55 during the
calendar year of retirement.’® However,
as with qualified plans, the triggering
age under a defined benefit plan is 50
for qualified public safety employees of
a state or local government.®” As noted
above, qualified public safety employees
include police officers, firefighters, and
medical emergency workers.”

The QDRO PaymentException
The penalty does not apply to pay-
ments to a spouse, former spouse,
child, or other dependent under a
QDRO.”* Note that QDROs under
eligible state or local plans are sub-
ject to the less stringent qualification
requirements applicable to qualified
government plans. Nevertheless, if
a domestic relations order still does
not qualify, payments under the order
will be subject to the early distribu-
tion penalty if no other exception
applies.”

Other Specific Exceptions
Other plan payments and distribu-

tions not subject to the early distribu-

tion penalty tax include:

e Payments to the federal govern-
ment due to lien, levy, garnishment, or
seizure.”®

e Certain distributions to victims of the
2005 hurricanes Katrina, Rita, and
Wilma’and victims of the 2008 mid-
western area storms, tornados, and
flooding.”

e Distributions not exceeding the al-
lowable amount of a retiree’s itemized
medical deductions for the tax year of
the distributions (whether or not the
retireeactually itemizes deductions).”

Generally, the three exceptions listed

above are subject to the same rules as the

similar exceptions discussed above for
qualified plans.

68  Sec. 72(t)(2)(A)(v); Notice 87-13, Q&A-20.
69 Sec. 72(t)(10)(A).
70 Sec. 72(t)(10)(B).
71 Sec. 72(t)(2)(C).

72 Secs. 414(p)(11) and (p)(1)(A)(i); 29 U.S.C. §§1003(b)(1)-(2).

Plan LoanstoTaxpayersor
Beneficiaries

As with qualified plans, loans to a tax-
payer or beneficiary from an eligible state
or local plan are generally taxable as dis-
tributions unless they satisfy the statutory
requirements for qualified residential
loans or qualified five-year term loans.
Thus, nonqualified loans are subject to

the penalty tax on premature distribu-
tions if none of the usual statutory excep-

tions applies.” The other rules applicable
to loans and assignment under qualified
plans also generally apply to eligible state
or local plans.

Additional Exceptions for IRAs
The following exceptions to the early dis-
tribution penalty apply specifically to IRA
distributions (in addition to the general
exceptions initially discussed above).

Exception for First-Time
Homebuyers

The penalty does not apply to cer-
tain qualified distributions to a taxpayer
for the benefit of a first-time homebuyer.

However, the tax law allows the taxpayer
no more than $10,000 of such homebuyer
distributions during his or her lifetime.
The taxpayer’s spouse is also entitled to
$10,000 of such penalty-free distributions
from his or her own IRAs. The tax law
applies this exception after applying all
other exceptions.”

To qualify, the taxpayer has 120 days
after the distribution to pay the distrib-
uted funds for the purchase or construc-
tion of the homebuyer’s principal resi-
dence (closing costs included). Upon
cancellation or delay of the purchase

or construction, the taxpayer may
roll over the distribution tax free to
an IRA, provided he or she completes
the rollover within the same 120-day
period.”

The first-time homebuyer can be
the taxpayer, his or her spouse, or the
child, grandchild, or ancestor of the
taxpayer or spouse. To qualify, the
homebuyer (and his or her spouse)
must not have had an ownership inter-
est in a principal residence during the
two years immediately preceding the
date of a binding purchase contract
or the start of construction. Note,
though, that a homebuyer might not
qualify if he or she is in the U.S. military,
or living outside the United States, on the
day before the taxpayer applies the distri-
bution to the purchase or construction.®

ExceptionforHigherEducation
Expenses

The penalty does not apply to distri-
bution amounts not exceeding payments
by the taxpayer for qualified education
expenses at an eligible education institu-
tion. The expenses must be those of the
taxpayer, his or her spouse, or their chil-
dren or grandchildren.®! This exception
applies only to the extent of qualified
education expenses for the year of the

75 Sec. 1400Q(c), as modified by the Heartland Disaster Tax Relief Act of

2008 §702.
76 Sec.72(t)(2)(B).

77 Secs. 72(p)(1)(A), (P)(2), (P)(4)(A)(iD), (p)(4)(B), and (t)(1); Regs. Sec.

1.72(p)-1, Q&A-11(b).

73 Sec. 72(t)(2)(A)(vii); Hosking, 567 F.3d 329 (7th Cir. 2009); Murillo, T.C. 78 Secs. 72(t)(2)(F) and (1)(8); Notice 98-49, 1998-2 C.B 365, Q&A C-2.

Memo. 1998-13, acq., 1999-1 C.B. 332; IRS Letter Ruling 200426027 79

(6/25/04).
74 Sec. 1400Q(a).

Sec. 72(t)(8).

80 Secs. 72(t)(8)(A) and (D).
81 Secs. 72(t)(2)(E) and (t)(7).
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distribution and not to such expenses for
other years.*

Observation: It is unclear whether a
taxpayer must use the cash basis or the
accrual basis to determine the year of an
educational expense (or whether the tax-
payer may choose the method to use).

Qualified education expenses gener-
ally include tuition, fees, books, supplies,
equipment, and, in most cases, room and
board—reduced for certain scholarships,
allowances, and nontaxable payments.®®
Eligible education institutions include col-
leges and universities but do not include
elementary or secondary schools.?* The
tax law applies the education expense ex-
ception after all exceptions other than the
first-time homebuyer exception discussed
immediately above.

Exception for Medical Insurance
Premiums of an Unemployed
Taxpayer

The penalty generally does not apply
to IRA distributions to a taxpayer who re-
ceives unemployment compensation, but
only to the extent the distributions do not
exceed medical insurance premiums paid
during the year. The medical insurance
may not cover anyone other than the tax-
payer, the taxpayer’s spouse, and certain
dependents.®

To qualify for the exception, the tax-
payer must receive the unemployment
compensation for 12 consecutive weeks.
In addition, the taxpayer must receive the
distributions in the same tax year that he
or she receives unemployment compensa-
tion, or the following year. However, the
taxpayer cannot receive the distributions
later than 60 days after reemployment.®

A self-employed individual may
qualify for the exception if he or she re-
ceives unemployment compensation,
or would have hypothetically received

unemployment compensation if not
self-employed.?’

DistributionsNotExceeding
Itemized Medical Deductions

The penalty tax does not apply to dis-
tributions that do not exceed a taxpayer’s
allowable itemized medical deductions for
the tax year of the distributions (whether
or not the taxpayer itemizes deductions).®®
This exception is generally subject to the
same restrictions applicable to the similar
exception discussed above for employer
retirementplans.

However, the tax law applies the medi-
cal expense exception to IRA distribu-
tions before the first-time homebuyer and
education exceptions. Note that unlike the
medical exception, the latter two excep-
tions are not available for employer retire-
ment plans. Thus, in some circumstances a
taxpayer may wish to use the medical ex-
pense exception first against distributions
from employer retirement plans, in order
to use more of the homebuyer and educa-
tion exceptions against IRA distributions.
Unfortunately, it is not clear whether the
taxpayer has such discretion.

Other Specific Exceptions
Other IRA distributions not subject to

the penalty tax include:

e Payments to the federal governmentdue
to lien, levy, garnishment, or seizure;*

e Distributions to certain military reserv-
ists called to active duty;*® and

e Certain distributions to victims of the
2005 hurricanes Katrina, Rita, and
Wilma®!and victims of the 2008 mid-
western area storms, tornados, and
floods.**

These three exceptions generally are sub-

ject to the same restrictions as the similar

exceptions discussed above for qualified

plans.

Other Attributes of the
Homebuyer, Education, and
Medical Expense Exceptions

A taxpayer may receive a distribu-
tion qualifying for the homebuyer, edu-
cational, or medical expense exceptions
even though the taxpayer is also receiving
substantially equal periodic payments.
In such a case, the additional distribu-
tion does not constitute a modification
of the substantially equal payments that
will trigger a retroactive early distribu-
tion penalty.” Furthermore, a taxpayer
need not waste these qualifying expenses
by offsetting them against the portion of
a distribution constituting tax-free recov-
ery of investment.’*

Rollovers of Decedent’'s IRA or
PlanFunds

A beneficiary who is a surviving spouse
may roll over funds to his or her own IRA
from the deceased spouse’s qualified plan,
TSA, eligible state or local plan, or IRA. If
the surviving spouse does so, the tax law
treats the surviving spouse as the recipient
IRA’s owner for purposes of applying the
early distribution penalty (and exceptions)
to distributions from the recipient IRA.*

Alternatively, the surviving spouse may
roll the funds over to a new IRA in the de-
cedent’s name. Similarly, a nonspouse ben-
eficiary may authorize a trustee-to-trustee
transfer to a new IRA in the decedent’s
name. In either such case, the early distri-
bution penalty does not apply since the ex-
ception for the death of an owner protects
distributions by the recipient IRA.”

InvestmentsinCollectiblesby
IRAs

The acquisition of a so-called collect-
ible by an IRA is subject to harsh treat-
ment for tax purposes. A taxpayer or
beneficiary must treat the cost or value

82  Lodder-Beckert, T.C. Memo. 2005-162; Duronio, T.C. Memo. 2007-90. 90
83 Secs. 25A(g)(2) and 529(e)(3); Nolan, T.C. Memo. 2007-306. 91

84 Sec.529(e)(5); Nolan, T.C. Memo. 2007-306.
85 Sec. 72(t)(2)(D).

86 Id.

87 Sec. 72(t)(2)(D)(iii).

88 Sec. 72(t)(2)(B).

8

O

Sec. 72(t)(2)(G).

Sec. 1400Q(a); Notice 2005-92.

92 Sec. 1400Q(a), as modified by the Heartland Disaster Tax Relief Act of

2008 §702.

93 Secs. 72(t)(2)(B) and (E); Benz, 132 T.C. 330 (2009).
94  Argyle, T.C. Memo. 2009-218.
95 Regs. Sec. 1.408-8, Q&A-5; Gee, 127 T.C.1 (2006).

Memo. 1998-13, acqg., 1999-1 C.B. 332; IRS Letter Ruling 200426027

(6/25/04).
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of the collectible as an immediate taxable
distribution.”” Thus, the distribution may
be subject to the 10% penalty tax on pre-
mature distributions if an exception to the
penalty does not apply. Collectibles gener-
ally include works of art, rugs, antiques,
gems, stamps, alcoholic beverages, coins,
metals, and other types of property desig-
nated by the IRS.”®

Prohibited Transactions with
IRAS

The tax law prohibits certain transac-
tions between (1) a taxpayer or his or her
beneficiaries and (2) the taxpayer’s IRAs.
An individual retirement account will ter-
minate when such a prohibited transac-
tion occurs. The tax law then treats the
taxpayer or beneficiary as if he or she
had received a taxable distribution of all
the assets in that account. Fortunately,
the prohibited transaction does not affect
other of the taxpayer’s untainted IRAs.”

In any event, the penalty for premature
distributions may apply to the deemed dis-
tribution from the individual retirement
account in the absence of an exception. On
the other hand, prohibited transactions in-
volving an individual retirement annuity
are generally subject to a separate 15%
penalty applicable to such transactions.!®

IRALoansandPledges

A taxpayer may be able to pledge his
or her interest in an individual retirement
account for a loan that is not a prohibited
transaction. If so, the taxpayer is sub-
ject to tax only on the amount pledged,
as if the account had distributed that
amount.'® On the other hand, if a tax-
payer borrows money under an individual
retirement annuity or pledges a portion as
security for a loan, the taxpayer must in-
clude in gross income the annuity’s entire
fair market value.'® In either such case,
the 10% penalty for premature distribu-
tions may apply to the taxable amount, in
the absence of an exception.!®

Harsher Penalty for Simple IRAs
A 25% early distribution penalty (in
lieu of the 10% penalty) may apply to the
taxable portions of distributions from a
simple IRA. The greater penalty applies to
distributions during the two-year period
following a taxpayer’s first participation
in the simple IRA, unless one of the ex-
ceptions discussed above applies. For this
purpose, a retiree begins participation in
a simple IRA on the day the sponsoring
employer makes the first contribution.’®

Additional Exceptions for Roth
IRAs

The penalty on premature distributions
does not apply to a qualified distribution
from a Roth IRA. To qualify, a distribu-
tion must generally satisfy two basic con-
ditions. First, the Roth IRA must make
the distribution after the taxpayer reaches
age 59%, dies, or is disabled. Second, it
must make the distribution after a five-
year period beginning with the year of the
taxpayer’s first Roth IRA contribution.

On the other hand, the penalty may
apply to all or a portion of a nonquali-
fied distribution. That is, the penalty may
apply to the portion of a nonqualified dis-
tribution paid from funds attributable to
previously taxed components of qualified
rollover contributions. The penalty may
also apply to the portion of a nonqualified
distribution paid from Roth IRA income
and other accretions.'® Nevertheless, the
taxpayer or beneficiary will not be subject
to the penalty tax if a statutory exception
applies. For this purpose, the exceptions
discussed above for IRA distributions also
generally apply to nonqualified distribu-
tions from Roth IRAs.

In addition, a special exception to the
penalty tax may apply to the portion of a
nonqualified distribution that a Roth IRA
pays from the previously taxed compo-
nent of a qualified rollover contribution.
This component will not be subject to the
penalty if enough time has elapsed since

the original qualified rollover contribu-
tion. The elapsed time is sufficient if the
Roth IRA made its nonqualified distribu-
tion after the five-year period beginning
with the first day of the tax year of the
qualified rollover contribution.!®

The five-year period discussed in the
preceding paragraph is separately de-
termined, and may be different, for each
previous qualified rollover contribution.
Furthermore, these five-year periods are
not necessarily the same as the five-year
period taken into account in determin-
ing whether a Roth IRA distribution is a
qualified distribution.

Additional Exceptions for
Designated Roth Accounts

The early distribution penalty does not
apply to a qualified distribution from a
designated Roth account. For this pur-
pose, the tax law defines a qualified dis-
tribution from a designated Roth account
somewhat similarly to a qualified distri-
bution from a Roth IRA. The penalty also
does not apply to a taxpayer’s tax-free
transfer of funds from a designated Roth
account to a Roth IRA or to another des-
ignated Roth account.’””

On the other hand, the penalty may
apply to a nonqualified distribution that
is not transferred to a Roth IRA or an-
other designated Roth account.!®® For
such a distribution, the amount of the
penalty and the availability of exceptions
are determined under the rules generally
applicable to distributions from qualified
plans and TSAs. However, the taxpayer
must compute the penalty separately for
the distribution, as if the designated Roth
account were a separate plan.'”

Additional Exceptions for
Funded Nonqualified Plans
Penalty exceptions available for distribu-
tions from a funded nonqualified plan
differ depending on whether the plan was
formerly a qualified plan, TSA, or eligible

97 Secs. 408(m)(1), 408(d)(1), and 72(e).
98 Secs. 408(m)(2) and (3).

99 Secs.72(t),408(e)(2),and 4975(c)(3); IRS Letter Ruling 9725029 (6/20/97).
100 Secs. 72(t), 408(e)(2)(B), and 4975(a), (c), and (e).

101 Sec. 408(e)(4).
102 Sec. 408(e)(3); Regs. Sec. 1.408-3(c).
103 Sec. 72(t).

104 Sec. 72(t)(6); Notice 98-4, 1998-1 C.B. 269.

105
106

Secs. 72(t)(1) and 408A(d); Regs. Sec. 1.408A-6, Q&A-5.
Sec. 408A(d)(3)(F); Regs. Sec. 1.408A-6, Q&A-5.

107 Secs. 72(t)(1) and 402A(c)(3)(A); Regs. Sec. 1.402A-1, Q&A-5.

108 Sec. 72(t)(1).
109

Regs. Sec. 1.402A, Q&A-3.
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state or local plan. If the plan was for-
merly such a plan, the penalty and the ex-
ceptions to the penalty apply as if the plan

Contributions or

plans, TSAs, and eligible state/local plans.
However, it is arguable that the exception
should be available for payments under

rollovers into a plan
or IRA after it starts substantially equal
paymentswill constitute a modification

thattriggers the penalty tax.

were now a qualified plan (but not a TSA
oreligible state/local plan).

ExceptionsforFormerly
QualifiedPlans
In addition to the more generally ap-
plicable exceptions initially discussed in
this article, the penalty does not apply
to the following distributions from plans
that were formerly qualified plans, TSAs,
or eligible state or local plans:!*°
e Distributions after retirement if the
taxpayer is at least age 55 during the
calendar year of retirement, or age 50
for a public safety employee participat-
ing in a defined benefit plan of a state
or local government;'*
e Payments to the federal government due
to lien, levy, garnishment, or seizure;"*? or
e Distributions not exceeding the allow-
able amount of a taxpayer’s itemized
medical deductions for the tax year of
the distributions (whether or not the
taxpayer itemizes deductions)."
Generally, the exceptions listed above are
subject to the same rules as the similar ex-
ceptions discussed above for qualified plans.
Observation: The exception to the
early distribution penalty for QDROs
does not appear to apply to formerly qual-
ified plans, TSAs, or eligible state or local
plans. The tax definition of QDROs ap-
pears to limit their use to existing qualified

a QDRO properly established before the
disqualification of a plan.'*

Funded Nonqualified Plans from

Inception
The generally applicable exceptions

initially discussed above also apply to

plans funded by trusts or annuities that

have been nonqualified plans from their

inception. In addition, the following spe-

cific exceptions apply to such plans:!*®

e Payments under an annuity contract
(1) purchased with a single premium,
(2) providing for substantially equal
annuity payments, and (3) with an an-
nuity starting date no later than one
year after purchase.''¢

e Payments allocable to the taxpayer’s
investment in the plan before August
14, 1982, including any income ac-
cumulated on the investment. The tax
law allocates payments to pre-August
14, 1982, investment before allocat-
ing them to post-August 13, 1982,
investment.'"”

PlanLoansto Taxpayersor
Beneficiaries

Loans made from a plan that was for-
merly a qualified plan, TSA, or eligible
state or local plan are not subject to the
penalty if they are qualified residential
loans or qualified five-year term loans.

Other loans to a taxpayer or beneficiary
from a funded nonqualified plan are gen-
erally taxable as distributions (regard-
less of the plan’s former status).
Thus, nonqualified loans are
subject to the penalty tax on
premature distributions if none
of the usual statutory excep-
tions applies.'*®

Similarly, the portion of a
plan interest the taxpayer or
beneficiary assigns or pledges as
security for a nonqualified loan
is subject to penalty,'*? as are nonqualified
loans, assignments, or pledges under an-
nuities purchased by the plan.!?

Additional Exceptions for
Personally Purchased Annuities
In addition to the generally applicable ex-
ceptions initially discussed above, the fol-
lowing specific exceptions to the penalty
apply to distributions under personally
purchasedannuities:'?!

e Payments under an annuity contract
(1) purchased with a single premium,
(2) providing for substantially equal
annuity payments, and (3) with an an-
nuity starting date no later than one
year after purchase.??

e Payments under certain annuity con-
tracts funding personal injury judg-
ments or settlements.'

e Paymentsallocable to investmentin the
contract before August 14, 1982, in-
cluding any income accumulated on the
investment. The tax law allocates pay-
ments to pre-August 14, 1982, invest-
ment before allocating them to post-
August 13, 1982, investment.'**

Tax-Free Exchange of Annuities

A taxpayer may exchange all or part
of his or her personally purchased annu-
ity contract for a new annuity contract
without incurring tax on the exchange,

110
111
112

(6/25/04).
113 Sec. 72(t)(2)(B).
114
115

116
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if certain conditions are satisfied.'?®
However, if the taxpayer receives cash or
other property in addition to the new an-
nuity contract, gain on the old annuity
contract is taxable to the extent of the
cash and the value of the other property
received.'? The taxable gain may then
be subject to the penalty tax on early dis-
tributions if none of the usual exceptions
applies.

Other Generally Applicable
Considerations

As more fully discussed below, the early
distribution penalty generally applies
to distributions of rollover funds, in-
voluntary distributions, distributions
for financial hardship, and deemed
distributions.

Rollover FundsinaRecipient
Planor IRA

The penalty rules and exceptions ap-
plicable to a particular plan or IRA also
generally apply to distributions by the
plan or IRA of funds previously rolled
over to it. Thus, for example, distribu-
tions by a qualified plan of funds previ-
ously rolled over from an IRA are gen-
erally subject to the penalty rules and
exceptions applicable to qualified plans,
and not those applicable to IRAs.'?” (Take
note, though, of the different rule dis-
cussed above applicable to funds rolled
over to an eligible state or local govern-
ment plan.)

InvoluntaryDistributions

Except for certain federal government
liens, levies, garnishments, and seizures
discussed above, the early distribution
penalty applies without regard to whether
a distribution is voluntary or involuntary.
For example, IRA funds distributed to a
taxpayer in liquidation of an insolvent
financial institution were subject to the
penalty when the taxpayer failed to roll
them over to another IRA. Similarly, the
Tax Court has imposed the penalty on a
distribution taken by a divorced taxpayer

to gain his release from prison (by using
the distribution to pay delinquent alimony
and child support).!®

Personal or Financial Hardship

A mere claim of personal or financial
hardship will not eliminate the penalty,
regardless of the severity of the hardship.
For example, the Tax Court applied the
penalty to distributions necessary for the
“subsistence” of the taxpayer and her
family. The Tax Court similarly applied
the penalty to distributions for the sup-
port of a husband and wife who both had
unexpectedly lost their jobs.'*

Deemed Distributions

Deemed distributions include non-
qualifying plan loans, terminations of
IRAs due to prohibited transactions, im-
permissible employee stock ownership
plan (ESOP) accruals and allocations,
etc. In many ways, the tax law treats a
deemed distribution as an actual distri-
bution. For example, the distribution is
taxable to the extent it exceeds the recov-
ery of taxpayer investment. In addition,
the early distribution penalty applies to
the taxable portion, in the absence of an
exception.’®

Deemed distributions do not include
a plan’s payments of the cost of life in-
surance. Those payments are simply in-
cluded in a participant’s gross income
without any tax-free recovery of invest-
ment.’*! As discussed above, the early
distribution penalty does not apply to
such payments.

Conclusionand Planning

In summary, then, the 10% penalty tax
may apply to distributions that a qualified
plan, TSA, or designated Roth account
makes to a taxpayer before retirement or
after early retirement. More specifically,
the penalty may apply to the taxable por-
tions of such distributions if a taxpayer
is under age 59% and is still employed or
had previously retired before the year he
or she attained age 55.

The same general rule applies to dis-
tributions received from funds previ-
ously rolled over to an eligible state or
local plan from a qualified plan, TSA,
or IRA. Furthermore, this treatment ap-
plies to distributions received from cer-
tain funded nonqualified plans that were
formerly qualified plans, TSAs, or eligible
state or local plans. If the taxpayer is
under age 59% (whether or not retired),
the penalty tax will also potentially apply
to the taxable portions of distributions
from other types of employer retirement
plans, IRAs, Roth IRAs, and personally
purchased annuities.

Nevertheless, a number of exceptions
to the penalty tax may be available, even
if the taxpayer is under the ages speci-
fied above. For example, the penalty
tax does not apply to distributions after
a taxpayer’s death or disability, regard-
less of the taxpayer’s age. Nor does the
penalty apply to tax-free rollovers from
one tax-favored employer retirement
plan or IRA to another such plan or
IRA. Other exceptions potentially apply
to (1) QDRO payments, (2) federal gov-
ernment levies, (3) military reservist
distributions, (4) ESOP dividend distri-
butions, and (5) medical, education, or
homebuyer payments.

Avoiding the Penalty Using
Substantially Equal Periodic
Payments
If other exceptions are not available,
a taxpayer might nevertheless avoid the
penalty by arranging to receive substan-
tially equal periodic payments annually
or more frequently. The taxpayer and his
or her beneficiary must receive the pay-
mentsover:
e The taxpayer’s lifetime;
e The joint lifetimes of the taxpayer and
the beneficiary;
e A period equal to the taxpayer’s life ex-
pectancy; or
e A period equal to the joint life ex-
pectancies of the taxpayer and the
beneficiary.

125 Sec. 1035(a)(3); Regs. Sec. 1.1035-1.
126 Sec. 1031(b).
127 Rev.Rul. 2004-12, 2004-1 C.B. 478.

128 Aronson, 98 T.C. 283 (1992); Baas, T.C. Memo. 2002-130. 131

129 Milner, T.C. Memo. 2004-111; Robertson, T.C. Memo. 2000-100.
130 Regs. Secs. 1.72(p)-1, Q&A-11, and 1.409(p)-1(b)(2); IRS Letter Ruling

9725029 (6/20/97).
Regs. Sec. 1.72-16(b)(2).
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A taxpayer has almost complete con-
trol of the amount of funds used to com-
pute the substantially equal payments.
For example, a taxpayer may transfer a
portion of plan funds or IRA funds tax
free to another plan or IRA before com-
mencing such payments from the remain-
ing account balance. In the case of a quali-
fied plan, TSA, or eligible state or local
plan, the outbound transfer need only be
in connection with the commencement of
payments.

A taxpayer also has considerable flex-
ibility in combining and separating sub-
stantially equal IRA payments. A tax-
payer with several IRAs may compute
such payments for two or more of them
in the aggregate, and may make the ag-
gregate payments from any one or more
of the covered IRAs. Or a taxpayer may
adopt at various times separate streams
of payments from differ-
ent IRAs, using different
safe-harbor methods of
computation.

Of course, as more
fully discussed above,
the penalty tax generally
will apply retroactively
if the taxpayer modifies
the arrangement within
five years after the first
payment or before he
or she reaches age 59%,
whichever is later. Note,
though, that the IRS has
ruled that transfer of a portion of the
account balance of a plan or IRA to a
spouse in a divorce proceeding will not
constitute a modification. However, the
transferring taxpayer must reduce his or
her payments to take into account the re-
duced account balance.

Avoiding the Penalty by
Purchasing a Single-Premium
Immediate Annuity

In the absence of other exceptions, a
taxpayer may still avoid the penalty on
a personally purchased annuity contract
if it contains certain provisions. The

contract must require a single premium
payment, provide for substantially equal
annuity payments, and begin within one
year of purchase. Thus, the taxpayer may
receive penalty-free annuity payments for
initial early retirement years (i.e., before
reaching age 59%) if he or she purchases
an annuity contract with these features
within the one-year period preceding
retirement.

IRAFunds Transferredto an
Employer Plan to Avoid the
Penalty

If a taxpayer retires when he or she
is under age 59% but over age 55, the
taxpayer might be able to avoid the pen-
alty tax on distribution of IRA funds by
transferring the funds tax free to a quali-
fied plan, TSA, or eligible state or local
plan and by taking distributions from
the plan.’*? Of course, the
taxpayer would have to
be a participant in a plan
willing to accept transfers
from IRAs.

Observation: In addi-
tion, the taxpayer should
carefully consider poten-
tial application of the step-
transaction or economic
substance doctrines.’® For
example, the IRS would
likely disregard a tax-
payer’s transfer of funds
from an IRA to a quali-
fied plan if the qualified plan immediately
distributed all the transferred funds to the
taxpayer.

IRAConversionWhileReceiving
Substantially Equal Periodic
Payments

A taxpayer receiving substantially
equal periodic payments from an IRA to
avoid the penalty tax must necessarily be
careful about modifications that could
trigger retroactive penalties and interest.
Fortunately, though, conversion of the
entire IRA to a Roth IRA (as a qualified
rollover contribution) will not trigger

retroactive penalties, provided the Roth
IRA continues to make the substantially
equal payments.

Thus, an IRA’s substantially equal
payments should not adversely affect
a decision to convert an IRA to a Roth
IRA, provided the conversion otherwise
makes sense. It is true that some of the
substantially equal payments made by the
Roth IRA after the conversion may be in-
cludible in gross income, at least until the
taxpayer reaches age 59% and perhaps
for a few years after that. However, the
includible amount should be smaller than
before the conversion.

Observation: It is unclear, however,
whether the IRA conversion constitutes
a forbidden modification if the recipi-
ent Roth IRA holds unrelated funds. It is
also unclear under what circumstances a
taxpayer may make a qualified rollover
contribution to a Roth IRA from a quali-
fied plan, TSA, or eligible state or local
plan without triggering the retroactive

penalty.

Retention or Transfer of
InvestmentinthePlan

When a taxpayer rolls over to an IRA
a distribution of the entire balance in a
qualified plan, the taxpayer may person-
ally retain the portion of the distribution
that is a recovery of his or her invest-
ment. Neither the amount rolled over
nor the retained investment is subject to
tax or to the penalty on early distribu-
tions. The taxpayer may accomplish the
same thing in a trustee-to-trustee transfer
by directing the trustee to transfer to the
IRA all funds in excess of the taxpayer’s
investment and distribute to the tax-
payer the remaining funds equal to the
investment.’**

Young Surviving Spouse

A surviving spouse may roll over his
or her interest in a qualified plan to an
IRA either in the spouse’s name as owner
or in the name of the decedent. However,
the surviving spouse generally should
not roll over the plan interest to an IRA

132 Rev. Rul. 2004-12; IRS Letter Ruling 200453026 (12/31/04).
133 Minn Tea Co. v. Helvering, 302 U.S. 609 (1938); Penrod, 88 T.C. 1415

(1987); Health Care and Education Reconciliation Act of 2010, P.L.
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in his or her own name if the spouse is
under age 59% and is likely to need
funds for personal use before age 59%. If
the surviving spouse transfers the funds
to his or her own IRA in these situations,
distributions before he or she reaches
age 59% will be subject to the early dis-
tribution penalty, unless one or more ex-
ceptions apply.

On the other hand, the penalty tax will
not apply if the surviving spouse rolls over
his or her interest in a qualified plan to
an IRA in the name of the decedent (with
the spouse as a mere beneficiary). In that
case, IRA distributions are excepted from
the penalty by reason of the death of the
plan participant.’*® Of course, the surviv-
ing spouse may always choose to assume
ownership of the IRA later, after reaching
age 59%,.1%

Retention of Documents and
Other Evidence

It is important to retain all documents
supporting an exception to the penalty.
Unfortunately, the courts frequently find
that taxpayers have offered inadequate
evidence to prove the applicability of an
exception to the penalty.”®” For example,
the receipt of private disability insurance
payments and the uncorroborated testi-
mony of the taxpayer have been insuffi-
cient to support application of the disabil-
ity exception.!®

tta

EditorNotes

Vorris Blankenship is a retired
CPA and attorney in Placerville,
CA. He is the author of Tax
Planning for Retirees, pub-
lished by LexisNexis. For more
information about this article,
contact Mr. Blankenship at
vblankenship@yahoo.com.

135 Sec. 72(t)(2)(A)(ii); IRS Letter Ruling 200450057
(12/10/04).

136 Regs. Sec. 1.408-8, Q&A-5(a); IRS Letter Rul-
ing 200940031 (10/2/09).

137 Hughes, T.C. Memo. 2008-249; Banister, T.C.
Memo. 2008-201; Cabirac, T.C. Memo. 2008-142.

138 Kowsh, T.C. Memo. 2008-204.
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