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^ What Value-
Maintaining 
Separate Roth IRAs! 

Wlwt reasons, if any, are there to keep 
Roth conversion contributions separate in one 
Roth IRA and annual Roth contributions in a 
second Roth IRA? Does the fact that the 
accountholder has or has not attained the age 
of 59 1/2 affect the ansiuer in any way? 

His tor ica l B a c k g r o u n d 

T h e o r i g i n a l R o t h l a w p r o v i d e d that 
each c o n v e r s i o n c o n t r i b u t i o n w a s subject 
to a f i v e - y e a r h o l d i n g r e q u i r e m e n t to 
d e t e r m i n e if a d i s t r i b u t i o n w a s q u a l i f i e d 
o r n o n - q u a l i f i e d for i n c o m e t a x a t i o n p u r 
poses . T h i s f i v e - y e a r p e r i o d c o u l d be d i f 
ferent t h a n that w h i c h a p p l i e d to a n n u a l 
c o n t r i b u t i o n s o r o ther c o n v e r s i o n c o n t r i 
b u t i o n s m a d e d u r i n g a d i f f e r e n t c a l e n d a r 
year . T h u s , the IRS w r o t e its m o d e l R o t h 
I R A f o r m s a n d s t r o n g l y s u g g e s t e d that a 
separate R o t h I R A (i.e. a C o n v e r s i o n R o t h 
I R A ) be e s t a b l i s h e d for R o t h c o n v e r s i o n 
c o n t r i b u t i o n s so that i t w o u l d be easier to 
d e t e r m i n e if the f i v e - y e a r r e q u i r e m e n t 
h a d b e e n m e t or not met , so that one 
c o u l d d e t e r m i n e the p o r t i o n of a n y d i s t r i 
b u t i o n w h i c h w o u l d be r e q u i r e d to be 
i n c l u d e d i n i n c o m e a n d subject to b e i n g 
taxed . It s h o u l d be n o t e d that e v e n u n d e r 
the e x i s t i n g m o d e l R o t h I R A agreements , 
it w a s a n d is p o s s i b l e to c o m b i n e c o n v e r 
s i o n a n d a n n u a l c o n t r i b u t i o n s . 

T h e technica l c o r r e c t i o n s b i l l enacted i n 
J u l y of 1998 c h a n g e d the l a w so that for 
i n c l u s i o n i n i n c o m e p u r p o s e s , the t a x p a y 
er needs to ca l cu la te o n l y one f i v e - y e a r 
p e r i o d for b o t h a n n u a l a n d c o n v e r s i o n 
c o n t r i b u t i o n s . T h i s t echnica l c o r r e c t i o n s 
b i l l , h o w e v e r , c rea ted a n e w 10% recap
ture tax to be assessed a g a i n s t c e r t a i n 
p e o p l e w h o a v o i d e d the 10% a d d i t i o n a l 
tax w h e n they c o n v e r t e d their t r a d i t i o n a l 
I R A to a R o t h I R A . T h i s 10% a d d i t i o n a l 
tax a p p l i e d to each separate c o n v e r s i o n 
a m o u n t . T h e 10% a d d i t i o n a l tax is to be 

assessed if there is a s u b s e q u e n t d i s t r i b u 
t i o n of c o n v e r t e d f u n d s before a f i v e - y e a r 
h o l d i n g r e q u i r e m e n t has b e e n met . 
H o w e v e r , th is 10% a d d i t i o n a l tax is n o t 
assessed if, at the t i m e of the s u b s e q u e n t 
d i s t r i b u t i o n , o n e of the e x c e p t i o n s of sec
t i o n 72(t) a p p l i e s . T h u s , if a n a c c o u n t h o l d 
er s u b s e q u e n t l y a t ta ins age 59 1/2 a n d 
then takes a d i s t r i b u t i o n (but before the 
f i v e - y e a r r e q u i r e m e n t is met) , the 10% 
a d d i t i o n a l tax is n o t assessed o r o w e d . 
D o e s the e x i s t e n c e of this n e w 1 0 % 
r e c a p t u r e t a x m e a n the Roth 
a c c o u n t h o l d e r s h o u l d e s t a b l i s h a n d 
m a i n t a i n s e p a r a t e Roth IRAs? 

A t f irst w e at C W F t h o u g h t it d i d , b u t 
for the reasons d i s c u s s e d i n this a r t i c le , w e 
n o l o n g e r d o . In m o s t s i t u a t i o n s , w e see n o 
r e a s o n w h y a p e r s o n s h o u l d m a i n t a i n sep
arate R o t h I R A s — o n e for a c o n v e r s i o n 
a n d o n e for a n n u a l c o n t r i b u t i o n s — 
because the l a w m a n d a t e s the a g g r e g a t i o n 
of separate I R A s to d e t e r m i n e the tax c o n 
sequences of a n y d i s t r i b u t i o n . S ince the 
l a w m a n d a t e s the a g g r e g a t i o n of a l l R o t h 
I R A s , a p e r s o n is n o w o r s e off if he o r she 
c o m b i n e s w i t h i n o n e R o t h I R A b o t h c o n 
v e r s i o n a n d a n n u a l c o n t r i b u t i o n s . 
A g e n e r a l d i s c u s s i o n of these s u b 
jects f o l l o w s a l o n g w i t h s o m e i l lus
t ra t ions . 

F o r i n c l u s i o n i n i n c o m e p u r p o s e s , a l l 
R o t h I R A s are a g g r e g a t e d a n d t h e n there 
are o r d e r i n g ru les to d e t e r m i n e if the 
a m o u n t d i s t r i b u t e d is r e q u i r e d to be 
i n c l u d e d i n i n c o m e to a n y extent. T h e l a w 
m a n d a t e s that d i s t r i b u t i o n s are d e e m e d 
m a d e f r o m the f o l l o w i n g s o u r c e s a n d i n 
the f o l l o w i n g o r d e r : (1) a n n u a l c o n t r i b u 
t ions; (2) c o n v e r s i o n c o n t r i b u t i o n s o n a 
f i r s t - i n - f i r s t - o u t bas is , a n d (3) e a r n i n g s . 

F o r p u r p o s e s of assess ing the 10% a d d i -

Con tin lied on page 2 

Paying the 
Wrong 
Beneficiary? 

It m a y n o t be a h a p p y t h o u g h t , b u t at 
t i m e s a n I R A c u s t o d i a n / t r u s t e e m a y n e e d 
to seek to r e c o v e r a n i m p r o p e r p a y m e n t . 

T h e M i n n e s o t a C o u r t of A p p e a l s i n the 
case of G r e a t W e s t e r n B a n k v . W y m o n 
H e n d e r s o n , N o . C6-97-2151, recent ly 
r u l e d that the I R A trustee w a s e n t i t l e d to 
r e c o v e r the e r r o n e o u s p a y m e n t o n theo
ries of un jus t e n r i c h m e n t , m i s t a k e a n d 
r e s t i t u t i o n . 

T h e s i t u a t i o n . A n I R A a c c o u n t h o l d e r 
h a d d e s i g n a t e d h i s s o n as h i s p r i m a r y 
b e n e f i c i a r y . A f e w w e e k s before h i s d e a t h , 
he h a d c h a n g e d his p r i m a r y b e n e f i c i a r y to 
his s ister . T h e I R A trustee w a s s l o w to 
process the c h a n g e in benef i c ia ry . It p a i d 
the .son. 

T h e I R A trustee h a d to w o r k h a r d e r 
t h a n it p r o b a b l y w a n t e d to recover these 
f u n d s . T h e c o u r t c o m m e n c e d a l a w sui t i n 
a state c o u r t i n M i n n e s o t a . T h i s state c o u r t 
case w a s s t a y e d as the I R A trustee c o m 
m e n c e d a n i n t e r p l e a d e r a c t i o n i n F l o r i d a 
f e d e r a l cour t . H o w e v e r , the f e d e r a l c o u r t 
r u l e d that the i n t e r p l e a d e r a c t i o n w a s not 
a v a i l a b l e because the I R A trustee n o 
l o n g e r h a d a n interest i n the I R A f u n d s 
because they h a d been d i s t r i b u t e d . T h e 
state c o u r t then r u l e d aga ins t the trustee 
because it a d o p t e d the p o s i t i o n of the f e d 
e r a l c o u r t . T h e M i n n e s o t a A p p e l l a t e C o u r t 
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t i o n a l tax i n a r e c a p t u r e s i t u a t i o n (i.e. a 
w i t h d r a w a l b y a p e r s o n after a c o n v e r 
s i o n w h i c h o c c u r s w i t h i n f i v e y e a r s after 
the c o n v e r s i o n ) , there is a separate f i v e -
year r e q u i r e m e n t for each c o n v e r s i o n 
c o n t r i b u t i o n . T h e f i v e - y e a r p e r i o d for the 
p u r p o s e of this a d d i t i o n a l 1 0 % tax n e e d 
not be the s a m e p e r i o d as the f i v e - y e a r 
p e r i o d u s e d to d e t e r m i n e if the d i s t r i b u 
t i o n is a q u a l i f i e d d i s t r i b u t i o n f o r p u r p o s 
es of d e t e r m i n i n g if the i n c o m e w i l l not 
be taxed. 

Hypor ineHcal S i t u a t i o n . Pat D r e s s e l 
is age 53 i n 1998. H e r date of b i r t h is 
3-13-45. A s of 12-31-97, she m a i n t a i n e d 
three d i f f e r e n t t r a d i t i o n a l I R A s as f o l l o w s : 

I R A #1 $60,000 at I n s t i t u t i o n A B C 

I R A #2 $12,000 at I n s t i t u t i o n D E F 

I R A #3 $18,000 at I n s t i t u t i o n G H I 

O n 1-3-98, she c o n v e r t e d the $60,000 of 
I R A #1 i n t o R o t h I R A #1. She e l e c t e d to 
i n c l u d e the $60,000 i n gross i n c o m e for 
1998. T h i s R o t h I R A #1 has the f o l l o w i n g 
fair m a r k e t v a l u e s . T h e s e v a l u e s h a v e not 
b e e n ad jus ted for a n y h y p o t h e t i c a l d i s t r i 
b u t i o n s . 

12-31-98 $65,000 
12-31-99 $70,000 
12.31--Q0 $80,000 
12-31-01 $75,000 
12-31-02 $82,000 
12-31-03 $88,000 
12-31-04 $100,000 
12-31-05 $94,000 
12-31-06 $110,000 
12-314)7 $115,000 
12-31-08 $100,000 
12-31-09 $107,000 

O n 1-2-98, she c o n t r i b u t e d $2,000 to 
R o t h I R A #2. A n d she m a k e s a n n u a l c o n 
t r i b u t i o n s of $2,000 o n each s u b s e q u e n t 
J a n u a r y 2 for the next 10 years , to R o t h 
I R A #2. It a c c u m u l a t e s as f o l l o w s : 

12-31-98 $2,140 
12-31-99 $2,430 
12-31-00 $6,880 
12-31-01 $9,501 
12-31-02 $12,307 
12-31-03 $15,308 
12-31-04 $16,594 
12-31-05 $19,895 
12-31-06 $23,428 
12-31-07 $27,208 
12-31-08 $31,252 

On 1-3-01, she c p n y e r t s J R A #2 i n t o 
R o t h I R A #3 w h e n it has a v a l u e of 
$20,000. It a c c u m u l a t e s as f o l l o w s : 

12-31-01 
12-31-02 
12-31-03 

$22,000 
$24,000 
$36,000 

12-31-04 
12-31-05 
12-31-06 
12-31-07 

$28,000 
$33,000 
$36,000 
$42,000 

O n 1-3-04, she c o n v e r t s I R A #3 i n t o 
R o t h I R A #4 w h e n it h a s a v a l u e of 
$36,000. It a c c u m u l a t e s as f o l l o w s : 

12-31-04 
12-31-05 
12-31-06 
12-31-07 

$40,000 
$41,000 
$42,000 
$45,000 

W h a t are the tax resul t s if the f o l l o w i n g 
d i s t r i b u t i o n s take p lace? E a c h d i s t r i b u t i o n 
s c e n a r i o a s s u m e s the p r i o r d i s t r i b u t i o n s 
d i d not take p lace . 

1. $5,000 is w i t h d r a w n f r o m R o t h I R A #1 
on2- ia '01 . 

D i s c u s s i o n . S h e h a s m a d e $8,000 of 
a n n u a l c o n t r i b u t i o n s . T h e s e c o n t r i b u t i o n s 
a c t u a l l y w e n t i n t o R o t h I R A #2. She has 
w i t h d r a w n $5,000 f r o m R o t h I R A #1. A t 
the t i m e of d i s t r i b u t i o n she is age 55. F o r 
a p p l i c a t i o n of the i n c o m e t a x a t i o n ru les , 
a l l R o t h I R A s m u s t be a g g r e g a t e d . 
Because a n n u a l c o n t r i b u t i o n s are d e e m e d 
d i s t r i b u t e d f irst , n o p o r t i o n of the $5,000 
w i t h d r a w a l is i n c l u d e d i n i n c o m e . A n d 
the 10% a d d i t i o n a l tax w i l l n o t a p p l y e v e n 
t h o u g h there has b e e n a w i t h d r a w a l f r o m 
R o t h I R A #1 b e f o r e the f i v e - y e a r p e r i o d 
has e x p i r e d because the d i s t r i b u t i o n is 
d e e m e d to h a v e c o m e f r o m R o t h I R A #2. 
She w i l l n o w h a v e a n " a n n u a l c o n t r i b u 
t i o n b a s i s " of $3,000 ra ther t h a n $8,000. 

2. S a m e s i t u a t i o n as #1 except the $5,000 
is w i t h d r a w n f r o m R o t h I R A #2. 

D i s c u s s i o n . S a m e a n a l y s i s as w a s g i v e n 
for #1 a p p l i e s . Because of the o r d e r i n g 
r u l e s , it m a k e s n o d i f f e r e n c e , fo r d e t e r m i 
n a t i o n of i n c o m e tax c o n s e q u e n c e s , f r o m 
w h i c h R o t h I R A the a c t u a l d i s t r i b u t i o n 
takes place . 

3. $9,000 is w i t h d r a w n f r o m R o t h I R A 
#2 o n 4-5-01. 

D i s c u s s i o n . S h e w i t h d r a w s $9,000 w h e n 
her a n n u a l c o n t r i b u t i o n b a s i s is o n l y 
$8,000. T h i s m e a n s she is d e e m e d to h a v e 
w i t h d r a w n $1,000 f r o m h e r f irst c o n v e r 
s i o n c o n t r i b u t i o n . T h i s $1,000 is not s u b 
ject to b e i n g i n c l u d e d i n i n c o m e , b u t it is 
subject to the 10% a d d i t i o n a l tax (10% x 
$1,000) or $100. A t the t i m e of d i s t r i b u t i o n , 
she is age 56. N o t e that she has a c t u a l l y 
w i t h d r a w n " e a r n i n g s " f r o m this R o t h I R A 
#2, b u t u n d e r the o r d e r i n g r u l e s , e a r n i n g s 
are d e e m e d d i s t r i b u t e d last. 

4. $80,000 i s w i t h d r a w n f r o m R o t h U L 4 
#1 o n 4-5-03. 

D i s c u s s i o n . H e r a n n u a l c o n t r i b u t i o n 
bas is is $12,000, a n d this is d e e m e d to be 
d i s t r i b u t e d first. T h e n c o n v e r s i o n 
a m o u n t s are d e e m e d d i s t r i b u t e d i n o r d e r 

of w h e n c o n v e r t e d . T h u s , the f irst c o n v e r 
s i o n a m o u n t of $60,000 is d e e m e d d i s t r i b 
u t e d . Because the f i v e - y e a r p e r i o d for this 
c o n v e r s i o n h a s e x p i r e d , the 10% a d d i t i o n 
a l tax d o e s n o t a p p l y . T h e r e m a i n i n g 
$8,000 is d e e m e d to h a v e c o m e f r o m the 
s e c o n d c o n v e r s i o n w h i c h o c c u r r e d o n 
1-3-01. T h e 10% a d d i h o n a l tax d o e s a p p l y 
to this $8,000, so $800 w i l l be o w i n g . A t 
the t i m e of d i s t r i b u t i o n she is not yet age 
59 1/2; she is 58 p l u s . N o t e that she has 
a c t u a l l y - w i t h d r a w n " e a r n i n g s " f r o m th is 
R o t h I R A #2 of $20,000, b u t u n d e r the 
o r d e r i n g r u l e s , e a r n i n g s are d e e m e d d i s 
t r i b u t e d last. 

5. $ 14,000 is w i t h d r a w n f r o m R o t h I R A 
#3 o n 8-5-03. 

D i s c u s s i o n , H e r a n n u a l c o n t r i b u t i o n 
b a s i s is $12,000, a n d this is d e e m e d to be 
d i s t r i b u t e d f irst . T h e n c o n v e r s i o n 
a m o u n t s are d e e m e d d i s t r i b u t e d i n o r d e r 
of w h e n c o n v e r t e d . T h u s , $ 2,000 of the 
f irst c o n v e r s i o n a m o u n t of $60,000 is 
d e e m e d d i s t r i b u t e d . Because the f i v e - y e a r 
p e r i o d f o r th i s x:ony£rsion has c x p i r j s d , the 
10% a d d i t i o n a l tax d o e s n o t a p p l y . 

6. O n 3-13-04, $100,000 is w i t h d r a w n 
f r o m R o t h I R A #1, a n d $7,000 f r o m R o t h 
I R A #3, 

D i s c u s s i o n . H e r a n n u a l c o n t r i b u t i o n 
b a s i s is $14,000, a n d th is is d e e m e d to be 
d i s t r i b u t e d f irst . T h e n c o n v e r s i o n 
a m o u n t s are d e e m e d d i s t r i b u t e d i n o r d e r 
of w h e n c o n v e r t e d . T h e first c o n v e r s i o n 
a m o u n t of $60,000 is d e e m e d d i s t r i b u t e d . 
Because the f i v e - y e a r p e r i o d for this c o n 
v e r s i o n has e x p i r e d , the 10% a d d i t i o n a l 
tax does n o t a p p l y . T h e s e c o n d c o n v e r s i o n 
a m o u n t of $20,000 is d e e m e d d i s t r i b u t e d . 
A t the t i m e of d i s t r i b u t i o n she is n o t yet 
age 59 1/2; she is o n l y 59. Because the 
f i v e - y e a r p e r i o d for th i s c o n v e r s i o n has 
not e x p i r e d a n d b e c a u s e she is not age 
59 1 /2 o r o l d e r , the 10% a d d i t i o n a l tax 
w i l l a p p l y so that $2,000 w i l l be o w e d 
($20,000 x 10%). T h e t h i r d c o n v e r s i o n 
a m o u n t of $36,000 is d e e m e d d i s t r i b u t e d 
to the extent of $13,000. Because the f i v e -
y e a r p e r i o d for th i s c o n v e r s i o n has not 
e x p i r e d a n d because she is n o t yet age 59 
1 / 2 , the 10% a d d i t i o n a l tax w i l l a p p l y so 
J:hat a n a d d i t i o n a l $1,300 w i l l he o w e d 
($13,000 X 10%). 

7. S a m e s i t u a t i o n as i n #6 except the 
d i s t r i b u t i o n takes p l a c e a y e a r la ter o n 
3-13-05 w h e n she is age 60. 

D i s c u s s i o n . I n s i t u a t i o n #6, the 10% 
a d d i t i o n a l r e c a p t u r e tax a p p l i e d to the 
w i t h d r a w a l a m o u n t s that w e r e a l l o c a t e d 
to c o n v e r s i o n #2 a n d c o n v e r s i o n #3, 
because she w a s n o t yet age 59 1 /2 . She is 
n o w age 60 a n d the 1 0 % a d d i t i o n a l tax 
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w i l l not be o w e d e v e n if the f i v e - y e a r 
r e q u i r e m e n t has not b e e n m e t w i t h 
respect to c o n v e r s i o n s #2 a n d #3. 

S u m m a r y . T h e ex is tence of the aggre 
g a t i o n r u l e , the o r d e r i n g r u l e a n d the fact 
there are n o l o n g e r separate f i v e - y e a r 
r e q u i r e m e n t s for i n c l u s i o n i n i n c o m e p u r 
poses leads to the resul t that there is n o 
l o n g e r a n y reason to k e e p separate R o t h 
I R A s — o n e for c o n v e r s i o n c o n t r i b u t i o n s 
a n d a n o t h e r for a n n u a l c o n t r i b u t i o n s . 
T h i s is true e v e n t h o u g h there is a s p e c i a l 
r u l e w h i c h p r o v i d e s for the r e c a p t u r e of 
the 10% a d d i t i o n a l tax i n the case of cer
t a i n " e a r l y " d i s t r i b u t i o n s f r o m a c o n v e r 
s i o n a m o u n t . T h e r e c a p t u r e r u l e p r o v i d e s 
that the r u l e s of C o d e sec t ion 72(t) are to 
be a p p l i e d if a n y p o r t i o n of a d i s t r i b u t i o n 
f r o m a R o t h I R A (even t h o u g h it w o u l d 
not n o r m a l l y be taxable because it is a 
r e t u r n of basis) d e r i v e s f r o m a c o n v e r s i o n 
a n d s u c h d i s t r i b u t i o n o c c u r s w i t h i n the 
f i v e - y e a r taxable p e r i o d g e n e r a l l y b e g i n 
n i n g J a n u a r y 1 of the year of the c o n v e r 
s i o n unless the a c c o u n t h o l d e r is n o w age 
59 1 / 2 or o l d e r . 

L i k e it o r not , the R o t h I R A a c c o u n 
t h o l d e r (or h is or h e r tax p r e p a r e r ) is 
g o i n g to be r e q u i r e d to k e e p d e t a i l e d 
a c c o u n t i n g r e c o r d s (ie. F o r m 8606) for 
m a n y years to keep track of the bas is of 
h i s or her a n n u a l c o n t r i b u t i o n s , the bas is 
of h i s o r her c o n v e r s i o n a m o u n t s , h i s o r 
her e a r n i n g s , a n d the effect of a n y d i s t r i b 
u t i o n o n these bas is a m o u n t s . 

T h e IRS has i n d i c a t e d that they m o s t 
l i k e l y w i l l be d e l e t i n g the b o x ( R o t h 
C o n v . ) i n b o x 6 of the F o r m 5498 w h i c h 
w a s u s e d to i n d i c a t e if the I R A w a s a 
R o t h C o n v e r s i o n I R A . W e expect that 
they w i l l a l so delete the c o n c e p t of the 
R o t h C o n v e r s i o n I R A f r o m the m o d e l 
R o t h I R A p l a n a g r e e m e n t f o r m s i n the 
near f u t u r e , [ Q 

Does the 10% 
Additional Tax 
Apply to NUA? 

A p e r s o n w h o is not yet age 59 1 / 2 is 
c o n s i d e r i n g h a v i n g h i s or h e r d i s t r i b u t i o n 
f r o m a q u a l i f i e d p l a n taxed u n d e r C o d e 
s e c t i o n 402(e)—specia l r u l e s w i t h respect 
to net u n r e a l i z e d a p p r e c i a t i o n ( N U A ) of 
e m p l o y e r stock. T h e r e are c e r t a i n r u l e s 
for a l u m p - s u m d i s t r i b u t i o n a n d o t h e r 
r u l e s for a d i s t r i b u t i o n other t h a n a l u m p 
s u m d i s t r i b u t i o n . A t the e n d of th is ar t ic le 
is a s u m m a r y w h i c h the I R S has w r i t t e n 
i n P u b l i c a t i o n 575 a b o u t the t a x a t i o n of 

net u n r e a l i z e d a p p r e c i a t i o n i n e m p l o y e r 
secur i t ies (Footnote " A " ) . T h e g e n e r a l 
concept i s — a p e n s i o n p a r t i c i p a n t w h o is 
d i s t r i b u t e d e m p l o y e r secur i t i es (versus 
cash) is n o t p r e s e n t l y taxed o n the u n r e a l 
i z e d a p p r e c i a t i o n of s u c h secur i t ies . T a x 
w i l l be o w e d w h e n the secur i t i es are s o l d . 

C o d e s e c t i o n 72(t) a u t h o r i z e s the i m p o 

s i t i o n of a 10% a d d i t i o n a l tax o n e a r l y d i s 

t r i b u t i o n s f r o m q u a l i f i e d re t i rement p l a n s . 

W h a t is a q u a l i f i e d re t i rement p l a n ? 

C o d e .section 4974(c) sets f o r t h the d e f i 

n i t i o n - cites p l a n s o r a n n u i t i e s in 401(a), 

403(a), 403(b), 408(a) a n d 408(b). 

W h a t is a n e a r l y d i s t r i b u t i o n ? 

A c t u a l l y , the use of the t e r m " e a r l y d i s 
t r i b u t i o n " is a m i s n o m e r , b u t this is the 
te rm u s e d i n the t i t le of the statute. T h e 
actual s t a t u t o r y l a n g u a g e p r o v i d e s that 
E V E R Y d i s t r i b u t i o n w i l l be subject to an 
a d d i t i o n a l 10% tax except for c e r t a i n 
d e f i n e d d i s t r i b u t i o n s . T h e r e are n u m e r o u s 
d e f i n e d e x c e p t i o n s — s o m e a p p l y o n l y for 
I R A s , s o m e o n l y for Q P s a n d s o m e for 
b o t h . T h e I R S has p r o v i d e d a d e t a i l e d l is t 
i n g of these e x c e p t i o n s i n P u b l i c a t i o n 575; 
they are f o u n d at the e n d of th is ar t ic le 
(Footnote " B " ) . 

N o t e that C o d e s e c t i o n 72(t) does not 
e x p r e s s l y p r o v i d e that the net u n r e a l i z e d 
a p p r e c i a t i o n w i l l n o t be subject to the 10% 
a d d i t i o n a l tax. 

If the net u n r e a l i z e d a p p r e c i a t i o n is not 
subject to the 10% a d d i t i o n a l tax, it w i l l be 
because of s u b s e c t i o n (t)( l ) w h i c h reads as 
f o l l o w s : 

"If any taxpayer receives any amount from a 
qualified retirement plan (as defined in sec
tion 4974(c)), the taxpayer's tax under this 
chapter for the taxable year in which such 
amount is received shall be increased by an 
amount equal to 10 percent of the portion of 
such amount which is includible in income." 
It is th is s u b s e c t i o n w h i c h p r o v i d e s the 

a u t h o r i t y for the fact that n o n d e d u c t i b l e 
e m p l o y e e c o n t r i b u t i o n s a n d d i s t r i b u t i o n s 
w h i c h are r o l l e d o v e r are n o t subject to 
the 10% a d d i t i o n a l tax. 

T h e 10% a d d i t i o n a l tax w i l l a p p l y to the 
cost bas is of the e m p l o y e r s tock because 
that a m o u n t is c l e a r l y i n c l u d a b l e i n 
i n c o m e for the y e a r of d i s t r i b u t i o n . 

It is n o t so c lear w h e t h e r o r not the 10% 
a d d i h o n a l tax a p p l i e s to the net u n r e a l 
i z e d a p p r e c i a t i o n i n the e m p l o y e r stock. 

If the s tock is not s o l d i n the yea r of 
receipt , t h e n s u b s e c t i o n (t)(l) c l e a r l y p r o 
v i d e s that the u n r e a l i z e d a p p r e c i a t i o n w i l l 
n o t be subject to the 10% a d d i t i o n a l tax 
for that year . 

It is not so c lear if the 10% a d d i t i o n a l 
tax is o w i n g " f o r the y e a r of r e c e i p t " (i.e. 

r e t r o a c t i v e l y ) if the stock is s o l d i n a y e a r 
after the year of rece ipt ( a n d no o t h e r 
e x c e p t i o n s of C o d e sect ion 72(t) w o u l d 
a p p l y ) because s u c h sale m o s t l i k e l y w i l l 
resul t i n g a i n s v%'hich w i l l be i n c l u d a b l e i n 
i n c o m e at that t i m e . N o n e of the research 
m a t e r i a l s or b o o k s I h a v e seen a d d r e s s 
this i ssue . T h e y are a l l s i l ent o n the i ssue . I 
t e n d to b e c o m e n e r v o u s w h e n the IRS 
d o e s not a d d r e s s a n issue . T h e fact that 
the IRS does n o t e x p r e s s l y a d d r e s s a n 
i ssue d o e s not n e c e s s a r i l y m e a n that the 
IRS is u n a w a r e of or has not a d o p t e d a 
p o s i t i o n o n a n i ssue . 

Set f o r t h b e l o w is a h y p o t h e t i c a l s i t u a 
t i o n w h i c h i l lus t ra tes w h y 1 a m n e r v o u s 
a b o u t a c o n c l u s i o n that the 10% a d d i t i o n 
al tax w o u l d n e v e r a p p l y . T h e lost tax r e v 
enues c o u l d be s u b s t a n t i a l a n d conse
q u e n t l y , the I R S w o u l d be m o t i v a t e d to 
p u r s u e s u c h r e v e n u e s . 

M a r y H i l l r e c e i v e d a d i s t r i b u t i o n of 
1,000 shares of G G G , Inc. s tock o n 
12-10-98. T h i s w a s e m p l o y e r s tock. T h e 
cost bas is i n th i s s tock w a s $50,000. T h e 
fa i r m a r k e t v a l u e of this s tock w a s 
$5,000,000. M a r y is age 48. She d e c i d e s to 
se l l the s tock o n 1-3-00 (or a l t e r n a t i v e l y o n 
1-3-99). 

She w i l l o w e the 10% a d d i t i o n a l tax o n 
the bas is of $50,000. D o e s she a v o i d p a y 
i n g the 10% excise tax o n $4,950,000 (or 
$495,000) o n a n y sale w h i c h o c c u r s after 
12-31-98, b u t d u r i n g a y e a r w h e n she is 
not yet age 59 1 /2? 

S u m m a r y . T h e l a w is u n c l e a r o n this 
subject . A n y p e r s o n w i l l n e e d to c o n s u l t 
w i t h h i s or h e r tax a d v i s o r o n this i ssue . I 
d o n ' t b e l i e v e the i s sue has b e e n se t t led b y 
the IRS. A f i n a n c i a l i n s t i t u t i o n w o u l d 
h a v e a h a r d d e c i s i o n : D o e s it c o d e the d i s 
t r i b u t i o n as a " l " ( p r e m a t u r e a n d n o 
k n o w n e x c e p t i o n ) , or a "1" ( p r e m a t u r e , 
b u t a n e x c e p h o n k n o w n ) ? T h e b a n k m a y 
w e l l w a n t ( a n d n e e d ) to ask the I R S for its 
p o s i t i o n o n this i s sue . T h e c l i en t m a y w e l l 
w i s h to .seek a p r i v a t e letter r u l i n g . 

T h e p u r p o s e of th is ar t i c le w a s to p r o 
v i d e s o m e bas i c i n f o r m a t i o n of th is in te r 
e s t i n g i ssue . 

F o o t n o t e " A " - IRS S u m m a r y of 
D i s t r i b u t i o n s of e m p l o y e r secur i t ies : 

Distributions of employer securities. If 
your distributions includes securities in the 
employer's corporation, these securities may 
have increased in value while they were in 
the trust. "Securities" Includes stocks, bonds, 
registered debentures, and debentures with 
interest coupons attached. This increase in 
value is called "net unrealized appreciation" 
(NUA). 

If the distribution is a lump sum, you are 
not taxed on the NUA when you get the 

Continued on page 4 
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securities, unless you elect to Include It in 
your gross Income in the year received. 
If tlie distribution is not a lump sum, tr^ls 
tax deferral applies only to ttie extent trie 
N U A in employer securi t ies results from 
employee contributions. This treatment does 
not app ly to a d is t r ibut ion based on 
deductible voluntary employee contributions 
(defined earlier). The NUA on which tax is 
deferred should be shown In box 6 of the 
Form 1099-R you receive from the payer of 
the distribution. 

You can choose to be taxed on the NUA 
before you sell the securi t ies. Make this 
choice on the tax return on which you have 
to include the distribution if you choose to be 
taxed on the NUA and there is an amount in 
box 3 of the Form 1099-R, part of the NUA 
will qualify for capital gain treatment. See the 
instructions for Form 4972. 

When you sell or exchange employer securi
ties with untaxed NUA, any gain is long-
term capital gain up to the amount of the 
NUA. Any gain that is more than the NUA is 
a long-term or short- term capi ta l ga in , 
depending on how long you held the securi
ties after the distribution. 
Holding period for long-term capital gain 
treatment. If a NUA distribution is made: 
• After May 6, 1997 (and before January 1, 
1998), the NUA is treated as long-term capi
tal gain regardless of the actual period that 
an _emp,lQyer security was held by the quali
f ied p lan . Howeve r , when you sel l or 
exchange the securities after the distribution, 
the 20% rate applies to any additional appre
ciation only if you held the securit ies for 
more than 18 months after the distribution. 
On or after January 1,1998, the 20% long-
term rate applies to assets held more than 
one year. Before May 7, 1997, any gain on 
assets held for more than one year was con
sidered long-term capital gain. 
Losses. If all you receive are worttiless 
securities, you can claim a loss of the plan 
participant's total contributions to the plan. 
To do so, you must itemize your deductions 
on Schedule A (Form ia4Q) and claim the 
loss as a miscellaneous deduction (subject 
to the 2%-of-adjusted-gross-income limit). 
You cannot claim a loss if all you receive is 
stock with a fair market value that is less 
than the plan participant's total contributions 
to the plan. You can claim a loss only if you 
sell or exchange the stock for less than the 
plan participant's contributions. 

F o o t n o t e "B" -

Except ions to tax. The eariy distribution tax 
does not apply to distributions that are: 

1) Made to you on or after the date on which 
you reach age 59 1/2, 

2) Made to a beneficiary or to the estate of 
the plan participant or annuity holder on or 
after his or her death, 

3) Made because you are totally and perma
nently disabled. 

4) Made as part of a series of substantially 
equal periodic (at least annual) payments 
over your life (or life expectancy) or the joint 
lives (or joint life expectancies) of you and 
your beneficiary (if from a qualified employ
ee plan, payments must begin after separa
tion from service), 

5) Made to pay for qualified higher education 
expenses for yourself, your spouse, your 
children, or grandchildren to the extent that 
the distribution does not exceed the qualified 
higher education expenses for the taxable 
year, 

6) Made to pay for a first-time home for your
self, your spouse, your children, your grand
children, or your ancestors to the extent that 
the distribution is used by you within 120 
days from the date of the distribution, 

7) Made to you after you separated from ser
vice with your employer if the separation 
occurred during or after the calendar year in 
which you reached age 55, 

8) P a i d to you to the extent you have 
deductible medical expenses (the amount of 
medical expenses that exceeds 7.5% of your 
adjusted gross income), whether or not you 
Itemize deductions for the tax year, 

9) Paid to alternate payers under qualified 
domestic relations orders (QDROs), 

10) Made to you if, as of March 1, 1986, you 
separated from service and began receiving 
benefits from the qualified plan under a writ
ten election that provides a specific schedule 
of benefit payments, 

11) Made to correct e x c e s s defer ra ls , 
excess contributions, or excess aggregate 
contributions, 

12) Al locable to investment in a deferred 
annuity contract before August 14, 1982, 

13) From an annuity contract under a quali
fied personal injury seftjerpent, 

14) Made under an immediate annuity con
tract, or 

15) Made under a deferred annuity contract 
purchased by your employer upon the termi
nation of a qualified employee retirement 
plan or qualified annuity and that is held by 
your employer until you separate from the 
service of the employer. 

Only except ions (1) through (6) and (8) 
apply to distributions from IRAs. Exceptions 
(7), (9) through (11) apply only to distribu
t ions from qua l i f ied emp loyee p lans . 
Exceptions (12) through (15) apply only to 
deferred annuity contracts not purchased by 
qualified employer plans, fjj 

Wrong Beneficiary—Continued from page 1 

r e v e r s e d ; u n d e r M i n n e s o t a trust lavv, the 
I R A trustee m a i n t a i n e d a n interest i n the 
I R A f u n d s e v e n t h o u g h they h a d been d i s 
t r i b u t e d because they h a d been d i s t r i b 
u t e d to the w r o n g p a r t y . W e w o u l d h o p e 
a l l cour ts w i l l a d o p t this a p p r o a c h . I Q 

• Check It Out 
Question #1. Is each beneficiaiy 

required to take a required m i n i m u m 
distribution? 

P a u l a M y l a n d i e d at age 74 w i t h a t r a 
d i t i o n a l I R A ba lance of $45,000. H e r t w o 
c h i l d r e n , D o n a l d a n d M a r i a , w e r e h e r 
b e n e f i c i a r i e s . E a c h i n h e r i t e d a 5 0 % share . 
H e r r e q u i r e d m i n i m u m d i s t r i b u t i o n 
( R M D ) a m o u n t for 1998 w a s $3,000 a n d 
w a s n o t d i s t r i b u t e d p r i o r to h e r d e a t h . If 
D o n a l d w i s h e s to w i t h d r a w h i s e n t i r e 
$22,500, c a n M a r i a s k i p t a k i n g h e r share 
of the R M D ($1500) because D o n a l d t o o k 
m u c h m o r e t h a n w a s r e q u i r e d ? O r , is 
each b e n e f i c i a r y r e q u i r e d to take a 
r e q u i r e d m i n i m u m d i s t r i b u t i o n ? 

/ A n s w e r . E a c h b e n e f i c i a r y is 
r e q u i r e d to rece ive a r e q u i r e d d i s t r i b u 
t i o n . W e b e l i e v e that there is a p r o rata 
a l l o c a t i o n of a l l " tax i n c i d e n t s " to a n I R A 
b e n e f i c i a r y of a t r a d i t i o n a l 1R,A. — p r o 
rata share of n o n d e d u c t i b l e / b a s i s / tax
able r a t i o s , p r o rata share of a n y 
r e q u i r e d m i n i m u m d i s t r i b u t i o n a n d p r o 
rata share of a n y o t h e r tax i n c i d e n t . T h e 
IRS h a s c e r t a i n l y a d o p t e d this ap iproach 
w i t h respect to the R o t h I R A i n the R o t h 
I R A r e g u l a t i o n s . 

Y o u a s k e d for the a u t h o r i t y for th is 
c o n c l u s i o n . I a d m i t w h a t I h a v e is s o m e 
w h a t l i m i t e d , b u t here it is. W h e n a n I R A 
a c c o u n t h o l d e r d ies , it is clear that a n 
i d e n t i f i a b l e " i n h e r i t e d " I R A n e e d s to be 
e s t a b l i s h e d for e a c h b e n e f i c i a r y , at least 
f r o m a n a c c o u n t i n g s t a n d p o i n t . 
A l t h o u g h the p r o p o s e d r e g u l a t i o n d o e s 
n o t a d d r e s s th is subject , the i n s t r u c t i o n s 
for the F o r m 5498 d o . T h e I R S ' i n s t r u c 
t ions for the F o r m 5498 state that a n I R A 
trustee m u s t p r e p a r e a " s e p a r a t e " F o r m 
5498 for e a c h b e n e f i c i a r y . T h e r e g u l a t i o n 
d o e s r e c o g n i z e the r i g h t of m u l t i p l e ' b e n -
e f i c ia r ies to each m a k e their o w n d i s t r i b 
u t i o n e l e c t i o n if the I R A a c c o u n t h o l d e r 
d i e s be fore h i s or h e r r e q u i r e d b e g i n n i n g 
date . T h a t i s , o n e b e n e f i c i a r y m a y elect 
the f i v e - y e a r r u l e w h e r e a s a d i f f e r e n t 
b e n e f i c i a r y m a y elect the l i f e - d i s t r i b u 
t i o n r u l e . R e g u l a t i o n 1.401(a)(9)-IC-
4(2)(c) e x p r e s s l y a l l o w s a p l a n to g i v e 
b e n e f i c i a r i e s the r i g h t to elect o n a n i n d i -
v i d u i i l b a s i s b e t w e e n the f i v e - y e a r r u l e 
a n d the l i f e - d i s t r i b u t i o n r u l e (i.e. the 
e x c e p t i o n to the f i v e - y e a r ru le ) . T h i s sec
t i o n is e n c l o s e d . A l s o , see H - 2 as 
e n c l o s e d . I Q 

The Pension Digest invites your questions 
and comments. Please address to "Check It 
Out," Collin W. Frit: & Associates, Ltd., 
P.O. Box 426, Brninerd, MN 56401. 
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