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The IRS has issued final regs on converting a non-Roth IRA annuity to a Roth IRA. The final regs generally reflect the proposed regs. However, in an important change, the final regs provide for three different methods of determining the fair market value of the annuities.


CCH Take Away: The impact of these regs increase tremendously as tax planners prepare for 2010. For tax years beginning after December 31, 2009, a taxpayer can convert a traditional IRA to a Roth IRA without regard to the taxpayer's income. Taxpayers who convert in 2010 can elect to recognize the conversion income in 2010 or average it over the next two years. In deciding whether to convert a traditional IRA to a Roth IRA, a key factor is whether the taxpayer anticipates being in a higher or lower tax bracket after retirement.

Roth IRA conversions

A traditional IRA allows for a deduction from income of the contributed amount, allowing for a pre-tax contribution, whereas a Roth IRA allows only after-tax contributions. Consequently, distributions from traditional IRAs are taxed while distributions from Roth IRAs are tax-free. In Rev. Proc. 2006-13, the IRS provided safe harbor methods for determining fair market value of annuity contracts when calculating the amount includible in gross income resulting from a conversion from a traditional IRA to a Roth IRA.


Distribution value

The final regs maintain the IRS's position on valuing the required taxable distribution. During a Roth IRA conversion, the taxpayer must recognize the fair market value of the annuity on the date of conversion as a distribution from the traditional IRA and include this amount in gross income.


• Comment.  The IRS clarified the tax result when a taxpayer surrenders an annuity without retaining or transferring rights to the instrument. The final regs clarify that, should the taxpayer surrender the annuity for its cash value and reinvest the cash proceeds into a Roth IRA, the taxpayer will only have to recognize this cash value in gross income, rather than the fair market value of the annuity.


Fair market value calculation

The proposed regs used a method of determining the fair market value of an annuity similar to that found in gift tax regs. It was based on comparable contracts issued by the same company at or around the same time. Commentators recommended that the IRS clarify the methodology. The final regs include the gift tax method based on comparable contracts and two other methods:

· 
An approximation method where there are no comparable contracts; and

· An accumulation of premiums method based on Rev. Proc. 2006-13 and similar to a valuation method for qualified pension plans under Reg. §1.401(a)(9)-6.


• Comment.  The final regs apply to any Roth IRA conversion where an annuity contract is distributed or treated as distributed from a traditional IRA on or after August 19, 2005.


References: FED ¶(to be reported); TRC RETIRE: 66,760.10.
2.)
CCH Federal Tax Weekly,¶5IRS Explains New Election And Notice Requirements For Qualified Plans, (Oct. 16, 2008) © 2008, CCH INCORPORATED. All Rights Reserved. A WoltersKluwer Company

NPRM REG-107318-08 

Proposed regs explain revised requirements for elections and notices provided to participants of qualified retirement plans before the participants receive distributions from a plan. Additionally, the regs describe the consequences of not deferring distributions from the plan and increasing the period from 90 days to 180 days before the distribution date or the annuity starting date for the plan to give participants notice of distribution options, including the right (of married participants) to take or waive a joint and survivor annuity.

CCH Take Away: Congress made these changes in the Pension


 Protection Act of 2006 (PPA) to ensure that participants had a fuller explanation of their distribution options and sufficient time and notice to make any elections regarding their distributions.


Failing to defer

If the present value of a participant's benefit exceeds $5,000, a qualified retirement plan cannot distribute the benefit without the participant's consent (Code Sec. 411(a)(11)). Consent is required if the benefit is immediately distributable, which occurs at the later of the participant's attaining age 62 or normal retirement age.

The plan must inform the participant of the optional forms of benefits available plus any right to defer the distribution of benefits. The PPA requires that the participant also be informed of the consequences of failing to defer the distribution.

The regs require information on any additional plan provision that could affect the decision, such as eligibility for retiree health benefits. For a defined contribution plan, the notice must indicate that some plan investment options may not be available on the same terms or costs outside the plan.


402(f) notice

Many distributions from a qualified plan can be rolled over tax-free within 60 days to a similar account or to an 


individual retirement account. Participants must be given an explanation of the direct rollover rules, mandatory withholding on distributions not directly rolled over, and the taxation of distributions not rolled over. The plan must give notice 180 days before the potential commencement of benefits and must allow 180 days for any participant election. Again, this is an increase from 90 days.


Effective date

The regs are proposed to apply to notices and election periods provided on or after the first day of the first plan year beginning on or after January 1, 2010. Plans may rely on the proposed regs for notices and elections for plan years beginning on or after January 1, 2007. Plans giving notice of the effect of not deferring benefits may rely on the proposed regs, on Notice 2007-7 (Q&A-32 and 33) or on a reasonable effort to comply.


References: FED ¶49,836; TRC RETIRE: 42,210. 

3.)
Federal Tax Day,L.6Code Sec. 401 Taxpayer Did Not Qualify as a Designated Beneficiary of IRA (LTR 200846028), (Nov. 17, 2008) © 2008, CCH INCORPORATED. All Rights Reserved. A WoltersKluwer Company

An IRA beneficiary form which did not list any identifiable beneficiaries and, instead, only pointed to the decedent’s will, did not adequately identify the beneficiaries of the IRA on the face of the form. Decedent had established a trust that would accept decedent’s residuary property, including the IRA, upon decedent’s death. Taxpayer was one of eight residuary beneficiaries listed under the terms of the trust. However, decedent’s only designation of the IRA beneficiaries on the beneficiary form was the phrase: "as stated in wills." Although, the taxpayer was listed as one of eight residuary beneficiaries under the terms of the trust, that list was insufficient to identify the beneficiary within the meaning of Code Sec. 401(a)(9)(E). Thus, the taxpayer did not qualify as a "designated beneficiary" of decedent’s IRA.

IRS Letter Ruling 200846028 

Other References:

· Code Sec. 401 

· CCH Reference - 2008FED ¶ 17,511.15 

· CCH Reference - 2008FED ¶ 17,511.68 

· Tax Research Consultant

· CCH Reference – TRC PLANRET: 9,052.30 

· CCH Reference – TRC RETIRE: 42,164.20 


UIL No. 0401.06-01 Qualified pension, profit-sharing, and stock bonus plan; Required distributions; In general. IRS Letter Ruling 200846028 (Aug. 20, 2006), Internal Revenue Service, (Aug. 20, 2006)
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Symbol: Not Given

Uniform Issue List No. 0401.06-01
[Code Sec. 401]

Qualified pension, profit-sharing, and stock bonus plan; Required distributions; In general.
This is in response to the January 31, 2006 correspondence submitted by your authorized representative on your behalf, as supplemented by correspondence dated May 4, 2007, December 6, 2007, January 4, 2008, May 14, 2008 and June 13, 2008 in which your authorized representative requests a series of letter rulings under sections 401(a)(9) and 408(a)(6) of the Internal Revenue Code (“Code”). The following facts and representations support your ruling request.

Taxpayer A, whose date of birth was Date 1, 1939, died on Date 2, 2004 at age 65 not having attained his “required beginning date” as that term is defined in Code section 401(a)(9)(C). At his death, Taxpayer A owned an individual retirement account (IRA X) with Company U, from which he had not commenced taking minimum required distributions. Taxpayer A was a resident of State W at the time of his death.

On Date 3, 1997, Taxpayer A executed both his Last Will and Testament and Trust T. Also dated the same date is an IRA X Account Application executed by Taxpayer A. Under Section 7 of that Application, entitled “IRA Beneficiary Designation,” Taxpayer A designated as his primary beneficiary the following: “as stated in wills.” No contingent or other beneficiaries are listed on the form.

Article II of Taxpayer A's Last Will and Testament provides that the Will is intended to direct the disposition of property over which Taxpayer A has the power of testamentary disposition at his death. Article IV of the Will states that Taxpayer A may leave a memorandum identifying individual bequests of automobiles, jewelry, or other personal property and further states that the Executor, Will beneficiaries, and heirs “shall be bound by the provisions of any such letter as if the provisions thereof were set out in this Will.” Article V of the Will states that all remaining property (the residuary estate) is bequeathed to the Trustee of Trust T.

Article II(D) of Trust T provides that Trust T is irrevocable after the death of Taxpayer A. Article VII of Trust T describes the division of trust assets after Taxpayer A's death. Under Article VII(A), the Trustee of Trust T is directed to distribute certain State Y real estate, including the contents of the home, to Taxpayer B. Under Article VII(B), the Trustee is directed to distribute to another beneficiary the proceeds of the sale of certain State W real estate. Article VII(C) provides for distribution of the remainder of the Trust assets to eight named individuals in specified percentages.

Taxpayer B is one of eight residuary beneficiaries listed under Trust T. Taxpayer B was alive as of the date of this ruling request.

On Date 4, 2005, Taxpayer A's Personal Representative initiated Case D in which he petitioned Court C, County V. State W, which is represented to be a court of competent jurisdiction, to issue an order that the phrase “as stated in wills” in the above-referenced IRA X beneficiary designation is a specification of Trust T as beneficiary of IRA X, and specifically that the eight named beneficiaries of the residual assets under Trust T be treated as the designated beneficiaries of IRA X. On Date 5, 2005, Court C issued an order adopting the request. Although the petition and order issued by Court C in Case D provide that the rules regarding designation of beneficiaries under IRAs and distributions from those IRAs are principally governed by the Code and Income Tax Regulations (“Regulations”), Court C's order is made solely under the laws of State W.

IRA X's value as of Taxpayer A's death was Amount 1.

Based on the above facts and representations, you, through your authorized representative, request the following letter rulings:

1. Because the IRA X beneficiary designation, as interpreted under state law by Court C resulted in the eight individuals named in Trust T being treated as directly-named beneficiaries under IRA X's beneficiary designation, Taxpayer B qualifies as a “designated beneficiary” pursuant to Code section 401(a)(9)(E) and section 1.401(a)(9)-4, Question and Answer-3 of the Regulations.

2. That pursuant to Code Section 401(a)(9)(E), the eight individuals named in Trust T are the designated beneficiaries of IRA X.

3. That the separate account rules under section 1.401(a)(9)-8, Q&A-2 of the Regulations, are applicable for purposes of determining minimum required distributions from Taxpayer A's IRA X.

4. That as a designated beneficiary, Taxpayer B is entitled to take minimum required distributions from his respective share of the inherited IRA X under the life expectancy rule of Code section 401(a)(9)(B)(iii) based on his life expectancy without regard to the life expectancies of the other individuals mentioned in Article VII(C) of Trust T.

With respect to your letter ruling requests, Code section 408(a)(6) provides that, under regulations prescribed by the Secretary, rules similar to the rules of section 401(a)(9) and the incidental death benefit requirements of section 401(a) shall apply to the distribution of the entire interest of an individual for whose benefit the trust is maintained.

Code section 401(a)(9)(A) provides, in general, that a trust will not be considered qualified unless the plan provides that the entire interest of each employee—

(i) will be distributed to such employee not later than the required beginning date, or

(ii) will be distributed, beginning not later than the required beginning date, over the life of such employee or over the lives of such employee and a designated beneficiary or over a period not extending beyond the life expectancy of such employee or the life expectancy of such employee and a designated beneficiary.

Code section 401(a)(9)(E) defines “designated beneficiary” as any individual designated as a beneficiary by the employee (IRA holder).

Section 1.401(a)(9)-4 of the Regulations, Q&A-1, provides, in relevant part, that a designated beneficiary is an individual who is designated as a beneficiary under the plan. An individual may be designated as a beneficiary under the plan either by the terms of the plan or, if the plan so provides, by an affirmative election by the employee (or the employee's surviving spouse) specifying the beneficiary. Under these Regulations, a designated beneficiary need not be specified by name in the plan or by the employee to the plan in order to be a designated beneficiary so long as the individual who is to be the beneficiary is identifiable under the plan. The members of a class of beneficiaries capable of expansion or contraction will be treated as being identifiable if it is possible to identify the class member with the shortest life expectancy. Q&A-1 further provides that the passing of an employee's interest to an individual under a will or otherwise under applicable state law will not make that individual a designated beneficiary under section 401(a)(9)(E) of the Code unless that individual is designated as a beneficiary under the plan.

Section 1.401(a)(9)-4 of the Regulations, Q&A-3, provides, in relevant part, that only individuals may be designated beneficiaries for purposes of section 401(a)(9) of the Code. A person who is not an individual, such as the employee's estate, may not be a designated beneficiary. Under Q&A-3 of section 1.401(a)(9)-4 of the Regulations, if a person other than an individual is designated as a beneficiary, the employee will be treated as having no designated beneficiary for purposes of section 401(a)(9) of the Code. However, under section 1.401(a)(9)-4, Q&A-5, if a trust is named as beneficiary of an employee or IRA owner, the beneficiaries of the trust will be treated as having been designated as beneficiaries provided certain requirements are satisfied that are outlined in section 1.401(a)(9)-4, Q&A-5(b). Those requirements are met if (1) the trust is a valid trust under state law, or would be but for the fact that there is no corpus, (2) the trust is irrevocable or will, by its terms, become irrevocable upon the death of the employee, (3) the beneficiaries of the trust who are beneficiaries with respect to the trust's interest in the employee's benefit are identifiable, within the meaning of section 1.401(a)(9)-4, Q&A-1, from the trust instrument, and (4) the trust documentation is provided to the plan administrator as provided in section 1.401(a)(9)-4, Q&A-6. If those requirements are met, the beneficiaries of the trust, with respect to the trust's interest in the IRA, may be considered designated beneficiaries for purposes of determining the distribution period for payment of benefits from the IRA under section 401(a)(9).

Section 1.401(a)(9)-4 of the Regulations, Q&A-4(a), provides, in relevant part, that in order to be a designated beneficiary, an individual must be a beneficiary as of the date of the employee's death. Generally, an employee's designated beneficiary will be determined based on the beneficiaries designated as of the date of death who remain beneficiaries as of September 30 of the calendar year following the calendar year of death.

With respect to your ruling requests, Taxpayer B seeks a ruling that the language “as stated in wills” in the IRA beneficiary designation form should be treated as a designation of Trust T as the beneficiary of IRA X and the beneficiaries of the residual assets under Trust T should be treated as the “designated beneficiaries” for purposes of section 401(a)(9).

Section 1.401(a)(9)-4, Q&A-1 of the Regulations, provides that a designated beneficiary is an individual who is designated as a beneficiary under the plan. An individual may be designated as a beneficiary under the plan either by the terms of the plan or, if the plan so provides, by an affirmative election by the employee (or the employee's surviving spouse) specifying the beneficiary. Under these regulations, a designated beneficiary need not be specified by name in the plan or by the employee to the plan in order to be a designated beneficiary so long as the individual who is to be the beneficiary is identifiable under the plan. Thus, the beneficiary designation need not identify a beneficiary by name, as was the case here, as long as the beneficiary is identifiable under the plan.1   In this case, we do not believe that the beneficiaries of the IRA are identifiable from the language on the form “as stated in wills.” This language names no one and otherwise provides insufficient information to identify the IRA beneficiaries from the face of the form.

Taxpayer B argues that the language “as stated in wills” should be read as a designation of Trust T as beneficiary and, under section 1.401(a)(9)-4, Q&A-5, that the beneficiaries of Trust T are “designated beneficiaries” for purposes of section 401(a)(9). However, we believe this argument fails under the facts of this case. The beneficiary designation form makes no mention of Trust T. Thus, we do not believe that Trust T can be said to be “named as a beneficiary of the employee” as required by section 1.401(a)(9)-4, Q&A-5.

As IRA X had no designated beneficiary at Taxpayer A's death on Date 2, 2004, Taxpayer A's estate was the beneficiary of Taxpayer A's IRA X at the time of his death. Except for certain exceptions not applicable here, section 1.401(a)(9)-4, Q&A-3 of the Regulations, provides that where an estate is designated beneficiary, the decedent will be treated as having no designated beneficiary. For purposes of section 401 (a)(9) of the Code and the Regulations thereunder, providing the language “as stated in wills” on an IRA beneficiary designation form is substantively equivalent to specifying the estate as the beneficiary. Pursuant to section 1.401(a)(9)-4. Q&A-1, the fact that an employee's interest under the plan passes to a certain individual under a will or otherwise under applicable law does not make that individual a designated beneficiary under section 401(a)(9), unless the individual is designated as a beneficiary under the plan. Accordingly, under the foregoing rules, Taxpayer A must be treated as having no designated beneficiary as of his death for purposes of determining distributions in accordance with section 401(a)(9) and the underlying Regulations.

As discussed above we do not believe that there was a designated beneficiary of IRA X for section 401 (a)(9) purposes at the time of Taxpayer A's death. However, to fully address the issues raised in the first ruling request, it is also necessary to address the Court C Order referenced herein.

Taxpayer B, through his authorized representative, asserts that the Court C Order, referenced above, naming him as a beneficiary of IRA X should be given effect for purposes of allowing him to qualify as a designated beneficiary within the meaning of section 401(a)(9)(E) of the Code. We believe that the Code and Regulations are clear as to the requirements of naming a designated beneficiary and the timing of the beneficiary designation and do not permit the exception sought here. Section 1.401(a)(9)-4, Q&A-1 of the Regulations, provides that a designated beneficiary is an individual designated as a beneficiary under the terms of the IRA or by an affirmative election of the IRA owner. Under Q&A-4 of section 1.401(a)(9)-4 of the Regulations, only individuals who are beneficiaries under the IRA on the IRA owner's death, and who remain beneficiaries as of September 30 of the following calendar year, can be treated as “designated beneficiaries” for purposes of section 401(a)(9). As described in the Preamble to these Regulations, “[t]he period between death and the beneficiary determination date is a period during which beneficiaries can be eliminated but not replaced with a beneficiary not designated under the [IRA] as of the date of death”. Preamble to section 1.401(a)(9) of the Regulations, T.D. 8987 (04/16/2002) (“Determination of the Designated Beneficiary”).

The Court C Order provides that under State W law the phrase “as stated in wills” in the IRA Beneficiary designation is a specification of Trust T as designated beneficiary of IRA X and that the eight individuals who are beneficiaries of the residue of Trust T, including Taxpayer B, are the designated beneficiaries of Taxpayer A's IRA X. However, to accept the Court C Order for purposes of section 401(a)(9) would, in effect, create or add designated beneficiaries by treating these individuals, including Taxpayer B, as designated beneficiaries even though they were not designated as such by Taxpayer A at his death. To give such Order retroactive effect for purposes of section 401(a)(9) would be inconsistent with the requirements of section 401(a)(9) and the “Final” Regulations promulgated thereunder. As a result, the Court C Order cannot be given effect for purposes of Code section 401(a)(9). and, irrespective of said Order, we will not treat Taxpayer A as having named, or designated, Taxpayer B as a beneficiary of his IRA X.

Thus, with respect to your first ruling request, the Internal Revenue Service concludes that the language “as stated in wills” did not result in the eight individuals named in Article VII(C) of Trust T being treated as directly-named beneficiaries under IRA X's beneficiary designation. Therefore, pursuant to section 401(a)(9)(E) of the Code and section 1.401(a)(9)-4, Q&A-3 of the Regulations, Taxpayer B does not qualify as a “designated beneficiary” of said IRA X. This conclusion is not changed by the Court C Order referenced above.

Our conclusion with respect to your first ruling request is dispositive of the remaining three ruling requests.

This ruling letter is based on the assumption that IRA X either has met, is meeting, or will meet the requirements of Code section 408(a) at all times relevant thereto.

No opinion is expressed as to the tax treatment of the transaction described herein under the provisions of any other section of either the Code or Regulations, which may be applicable thereto.

This letter is directed only to the taxpayer who requested it. Section 6110(k)(3) of the Code provides that it may not be used or cited as precedent.

A copy of this letter ruling has been sent to your authorized representative in accordance with a power of attorney on file in this office.

If you wish to inquire about this ruling, please contact *****, (ID: *****) at either ***** (Phone) or ***** (FAX). Please address all correspondence to SE:T:EP:RA:T3.

Sincerely yours, *****, Employee Plans Technical Group 3.

Footnotes
1 
Note that the regulations do not provide that the beneficiary be “reasonably identifiable” or “identifiable with reasonable certainty” or other qualifying language. Rather, the person who is beneficiary must be “identifiable,” without qualification.

4.)
Federal Tax Day,L.4Code Sec. 219: Compensatory Settlement Proceeds Treated as Restorative Payments to IRA (LTR 200850054), (Dec. 15, 2008)  © 2008, CCH INCORPORATED. All Rights Reserved. A WoltersKluwer Company
A portion of settlement proceeds received by a taxpayer were treated as restorative payments to the taxpayer's individual retirement account (IRA); therefore, they did not constitute contributions to the IRA subject to the limitations of Code Secs. 219 and 408. The taxpayer's investment advisor had incurred extensive losses on the account by day trading in volatile and speculative securities without the taxpayer's knowledge or permission. An arbitration panel awarded the taxpayer compensatory and punitive damages, costs of litigation and attorney's fees. Of these amounts, only the compensatory damages qualified for treatment as restorative payments. In addition, a pro-rata portion of the compensatory damages were retained by the taxpayer's legal council as a portion of their fees; consequently, they were a part of the taxpayer's costs of recovery and were not available as any part of the replacement payment.

IRS Letter Ruling 200850054 

Other References:

· Code Sec. 219 

· CCH Reference - 2008FED ¶12,662.01 

· Code Sec. 408 

· CCH Reference - 2008FED ¶18,922.1065 

· Tax Research Consultant

· CCH Reference – TRC RETIRE: 66,202CCH Reference – TRC RETIRE: 66,202.05 


UIL No. 0408.03-00 Individual retirement accounts; Rollover contributions. IRS Letter Ruling 200850054 (Sep. 18, 2008), Internal Revenue Service, (Sep. 18, 2008)
http://prod.resource.cch.com/resource/scion/document/default/%28%40%40LTR02+LTR200850054%2909013e2c84b0ced9
LTR 200850054, September 18, 2008

Symbol: Not Given


Uniform Issue List No. 0408.03-00

[Code Sec. 408]

Individual retirement accounts; Rollover contributions.
This is in response to your letters dated July 10, 2007, January 2, 2008, April 8, 2008, September 4, 2008, and September 11, 2008, submitted by your authorized representative, concerning the status of a contribution to your individual retirement account (IRA).

The following facts and representations have been submitted under penalties of perjury in support of your request.

Taxpayer A established an individual retirement arrangement, IRA X, with Company S, a member of Association M, on Date 1, 1998. Individual A relied upon investment advice built upon a long term relationship with Investment Advisor G. Investment Advisor G was associated with Company S and was named as one of the respondents in the Date 2, 2004 filing by Taxpayer A of Case Number D before Association M for damages (the Arbitration).

The Arbitration asserted causes of action including: breach of fiduciary duty; negligence; breach of contract; common law fraud; misrepresentation; violation of the State Z Securities Laws; violation of the State Z Deceptive Trade Practices Act; violation of the State Z ***** Code; and control person liability for Company G and Company S. Each of the causes of action related to the recommendation and purchase of certain index-based mutual funds with high fees and trading costs. Specifically, the Statement of Claim in the Arbitration alleged that Respondents G, through the actions of Investment Advisor G, arbitrarily changed the IRA X account investment objective from moderate to aggressive while acting with full investment discretion. The Statement of Claim alleged that under the asset management of Respondents G, the IRA X retirement asset mix of long held retirement mutual funds evolved over a five year period to an asset mix made up of index based leveraged mutual funds of the type associated with high fees and trading costs which the Statement of Claim alleged were recognized in the investment world as some of the most volatile and speculative securities created. In addition, the Statement of Claim alleged that Respondents, after incurring large losses of approximately 50%, began day trading of index based mutual funds in an attempt to reverse the portfolio losses.

On Date 3, 2006, an Association M arbitration panel issued Award N which awarded compensatory damages of Amount A, punitive damages of Amount B, costs of litigation of Amount C and attorney's fees of Amount D to Taxpayer A. Actual attorney fees and costs exceeded Amounts D and C by Amount E.

The entire amount awarded under Award N was received by Taxpayer A's attorney, Attorney H. Attorney H's firm then distributed Amount F representing the amounts awarded under Award N net of attorneys fees and costs including Amount E to Taxpayer A.

Taxpayer A received Amount F from Attorney H which he deposited into IRA X within 60 days of receipt.

Taxpayer A has stated that he will remove from IRA X all amounts in excess of Amount A-1, which represents the original contribution of Amount F attributable to the award of compensatory damages less the pro-rata portion of the difference between the actual and awarded attorneys fees and costs attributable thereto plus income thereon.

Based upon the foregoing, you request the following ruling:

That the amount paid by Respondents G and remitted to Taxpayer A representing net compensatory damages in Case Number D before Association M, Amount A-1. which was paid over and contributed by Taxpayer A to IRA X was contributed as a replacement payment to IRA X. As such, said Amount A-1 did not constitute an ordinary contribution to IRA X subject to the limitations of Code sections 219 and 408.

With respect to the requested ruling, Code sections 219 and 408 govern the timing and amount of contributions to Individual Retirement Arrangements (see e.g., Code section 219(b)(1), 219(b)(5), 219(f)(3) and 408(d)(4)).

Code section 408(d)(1) provides, generally, that, except as otherwise provided in this subsection, any amount paid or distributed out of an individual retirement plan shall be included in gross income of the payee or distributee in the manner provided under section 72.

Code section 408(d)(4)(A) provides, in summary, that paragraph (1) does not apply to any distribution of any amount contributed to an IRA during a taxable year if (A) said distribution is made on or before the due date of the return for the taxable year (including extensions), (B) no deduction is taken for said amount under Code section 219, and (C) interest attributable to said amount accompanies the distribution.

The issue in this case is whether the Internal Revenue Service should treat Amount A-1 received by Taxpayer A, and contributed to his IRA X, as an amount that replaces losses suffered by Taxpayer A's IRA X and, as a result, not treat the contribution of Amount A-1 to IRA X as an ordinary contribution subject to the limitations of Code sections 219 and 408.

It has been represented that Taxpayer A initiated an arbitration action against Respondents G relating to significant losses in value of various assets of IRA X set up and maintained in the name of Taxpayer A. It has been represented, and documentation submitted in conjunction with this ruling request supports the representation, that the arbitration action was settled “in good faith”. Pursuant to the settlement, Taxpayer A was awarded Award N which consisted of Amount A (compensatory damages), Amount B (punitive damages), Amount C (costs of litigation), and Amount D (attorney's fees). Actual attorney fees and costs exceeded Amounts D and C

A determination of whether settlement proceeds should be treated as replacement payment, rather than an ordinary contribution, must be based on all the relevant facts and circumstances surrounding the payment of the settlement proceeds (see Revenue Ruling 2002-45, 2002-2 C.B.116, which applies a facts and circumstances test to determine whether a payment to a qualified plan under Code section 401(a) is a restorative payment to a plan as opposed to a plan contribution). We believe that it is appropriate to apply the reasoning of Rev. Rul. 2002-45 to payments made to IRAs.

As a general rule, payment to an IRA are restorative payments only if the payments are made in order to restore some or all of the IRA losses resulting from breach of fiduciary duty, fraud, or federal or state securities violations (such as payments made pursuant to a court-approved settlement or independent third-party arbitration or mediation award). In contrast, payments made to an IRA to make up for losses due to market fluctuations or poor investment returns are generally treated as contributions and not as restorative payments.

In the instant case, Taxpayer A instituted an Association M Arbitration proceeding, Case Number D, against Respondents G. The Statement of Claim in Case Number D contained factual allegations to the effect that Respondents G made multiple unauthorized transactions in Taxpayer A's IRA, such as changing the investments from long standing conservative mutual funds to trading on a nearly daily basis in volatile speculative leveraged index-based funds. It was also alleged that actions of Respondents G were the proximate cause of the loss suffered by IRA X. As noted above, the claim in Case Number D was settled in “good faith”.

Accordingly, from the facts presented in this case, the payment from Respondents G to Taxpayer A was the result of an arm's length settlement of a good faith claim of liability. As a result, certain portions of Award N may be eligible to be contributed to IRA X as a replacement payment.

Award N consisted of compensatory damages, punitive damages, recovery of costs, and attorney fees. Of said payment types, only compensatory damages are eligible to be treated as replacement payments. However, a pro-rata portion of the compensatory damages awarded in this case was retained by Taxpayer A's counsel as a portion of their fees and as a portion of Taxpayer A's costs in bringing Case Number D. Such pro-rata portion is part of Taxpayer A's costs of recovery, and, as such, may not be contributed to IRA X as a replacement payment.

As a result of the above, the portion of Amount A that may be treated as a replacement payment to IRA X is the difference between Amount A and the pro-rata portion of Taxpayer A's costs and fees. Such amount is Amount A-1. Thus, Amount A-1 represents Taxpayer A's permissible replacement payment. Therefore, Taxpayer A's contribution of Amount A-1 to IRA X constituted a replacement payment not subject to the limits on contributions to an IRA found in Code sections 219 and 408.

Additionally, any amounts awarded to Taxpayer A pursuant to Award N and contributed by Taxpayer A to his IRA X, to the extent said contributed amounts exceeded Amount A-1, constituted amounts subject to the limitations of Code sections 219 and 408 and, potentially, excess contributions to said IRA X. If excess contributions, any corrective distribution thereof must include income attributable thereto.

Finally, with respect to your ruling request, we conclude as follows:

That the amount paid by Respondents G and remitted to Taxpayer A representing net compensatory damages in Case Number D before Association M, Amount A-1, which was contributed by Taxpayer A to IRA X was contributed as a replacement payment to IRA X. As such, said Amount A-1 did not constitute an ordinary contribution to IRA X subject to the limitations of Code sections 219 and 408.

Please note that income attributable to Amount A-1 may be retained in IRA X. Said income does not constitute a contribution thereto.

No opinion is expressed as to the tax treatment of the transactions described herein under the provisions of any other section of either the Code or regulations, which may be applicable thereto.

This ruling is directed only to the taxpayer that requested it. Section 6110(k)(3) of the Code provides that it may not be used or cited by others as precedent.

A copy of this letter is being sent to your authorized representative in accordance with a Power of Attorney (Form 2848) on file in this office.

If you wish to inquire about this ruling, please contact ***** Please address all correspondence to SE:T:EP:RA:T3.

Sincerely yours, Frances V. Sloan, Manager, Employee Plans Technical Group 3.
5.)
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Worker, Retiree, and Employer Recovery Act (H.R. 7327) - Signed by President Bush on December 23, 2008
http://prod.resource.cch.com/resource/scion/document/default/%28%40%40CTW01+P1%2909013e2c84b63a4f

President Bush is expected to soon sign what is likely the last-major tax bill of the 110th Congress: the  Worker, Retiree, and Employer Recovery Act of 2008 (H.R. 7327). Congress passed the package of pension provisions just hours before adjourning and after having failed to reach agreement on a rescue plan for the nation’s automakers. H.R. 7327 suspends required minimum distributions (RMDs) from qualified retirement accounts for 2009, clarifies Roth IRA rollovers, mandates non-spouse rollovers, provides funding relief for defined benefit plans, and includes many other pension provisions, along with raising some IRS failure-to-file penalties.

CCH Take Away. H.R. 7327 does not suspend RMDs for 2008. Treasury officials have told CCH that they are aware of the RMD issue for 2008 but have repeatedly declined to indicate if the government is planning any specific relief. Because of the drop in the markets, many individuals required to take distributions are forced to sell low this year, Frank Todisco, senior pension fellow, American Academy of Actuaries, Washington, D.C., told CCH. In addition, the amount of the distribution is determined by looking back, Todisco noted. For 2008, individuals must look back to December 31, 2007, when market values would have been much higher than on December 31, 2008.

• Comment.  Earlier versions of the Worker, Retiree, and Employer Recovery Act would have extended bonus depreciation and increased Code Sec. 179 expensing under the Economic Stimulus Act of 2008 into 2009. The final version does not include these incentives; however, they are expected to be renewed in January.

RMDs

Individuals who have reached age 70 1/2 must generally begin to withdraw funds from their IRAs or defined contribution retirement plans, including 401(k), 403(b), and 457 plans. The withdrawals must begin by April 1 of the year following the year in which an individual attains age 70 1/2. Amounts not distributed are subject to an excise tax of 50 percent. The recipient is also liable for federal income tax. H.R. 7327 suspends RMDs from qualified retirement accounts for 2009.

•Comment  If the participant dies before RMDs begin, and the entire remaining interest must be distributed within five years of the participant's death, 2009 will be excluded from the five-year period under the new law.

Roth IRAs

Beginning January 1, 2008, taxpayers can directly roll over distributions from tax-qualified retirement plans, tax-sheltered annuities and Code Sec. 457 plans into a Roth IRA. H.R. 7327 clarifies that a qualified rollover contribution to a Roth IRA from another Roth IRA or a designated Roth account is not subject to the gross income inclusion, adjusted gross income limit, and filing status requirements that apply to rollovers from non-Roth eligible plans.

Non-spouse beneficiaries

The Pension Protection Act of 2006 (PPA) authorized non-spouse beneficiaries to roll over, in a direct trustee-to-trustee transfer, distributions from an eligible retirement plan of a deceased employee to an IRA. H.R. 7327 clarifies that plans must permit non-spouse rollovers.

• Comment.  In Notice 2007-7, the IRS indicated that non-spouse rollovers were not mandatory under the PPA.H.R. 7327 reverses this position.

Plan funding

Because of the economic slowdown, many plans are unable to meet funding requirements established by the PPA.H.R. 7327 provides temporary funding relief and clarifies the use of smoothing to allow the recognition of unexpected asset gains and losses over a 24-month period. Additionally, multi-employer plans may elect to freeze their current funding certification based on the previous year's level.

For further details, see the CCH Tax Briefing and CCH's Law, Explanation and Analysis of the Worker, Retiree, and Employer Recovery Act on the CCH Tax Research Network
6.)
Federal Tax Day,M.2RMD Suspension Creates Planning Opportunities; Hope Dims for Retroactive 2008 Relief, (Jan. 9, 2009) © 2009, CCH INCORPORATED. All Rights Reserved. A WoltersKluwer Company

Congress’s recent suspension of required minimum distributions (RMDs) from IRAs, Code Sec. 401(k) plans and similar arrangements creates new planning opportunities for 2009, Robert S. Keebler, CPA, partner, Virchow, Krause & Company, LLP, Appleton, Wis., said on January 8 during an audio seminar sponsored by CCH, a Wolters Kluwer business. "We do not have to take money out of a plan…it’s as simple as that," Keebler said, summing up the one-time suspension of RMDs in the Worker, Retiree and Employer Recovery Act of 2008 (P.L. 110-458). Keebler highlighted several planning strategies, such as harvesting losses, Roth IRA conversions and other techniques to maximize the benefits of suspending RMDs for 2009.

CCH Comment. Despite calls from lawmakers for the Treasury Department to retroactively suspend RMDS for 2008, no relief appears likely in the waning days of the Bush administration (TAXDAY, 2008/12/21, C.1). A spokesperson for the House Education and Labor Committee told CCH that the committee, which had prodded the Treasury Department to provide relief for 2008, has heard nothing more from the Treasury Department or the administration. During the campaign, President-elect Obama urged the Treasury Department to suspend RMDs for 2008. Obama could take executive action after January 20.


Suspension

Generally, RMDs are calculated by dividing the prior December 31 balance of the 

IRA

 or retirement plan account by a life expectancy factor provided by the IRS. "One year deferral out of an IRA is powerful," Keebler said. Deferral generates a variety of planning opportunities; however, most appear to be relevant for affluent individuals who do not need to take RMDs for daily living expenses, he indicated. "Keeping the money deferred will create and generate more wealth." 

Individuals, including beneficiaries, who are not required to take RMDs in 2009 should consider their investment and retirement goals, their marginal tax rates and their age when contemplating a strategy, Keebler said. He reminded practitioners that the new law suspends RMDs not only for seniors but also for beneficiaries in certain situations.


Opportunities

Keebler predicted that many individuals will have loss carryforwards in 2009. The suspension of RMDs could help them realize "plenty of cash flow but no income for tax purposes." 

Suspension of RMDs also invites individuals to consider the advantages of a Roth IRA, Keebler said. "In 2010, the $100,000 limitation disappears. Every single client you represent will be eligible for a Roth conversion." 

Individuals also may have passive activity losses they cannot deduct because of their RMDs, Keebler observed. "If the RMD never occurs, we may be able to free up some of those passive losses." 


Excise Tax

Individuals who do not take an RMD are subject to a 50-percent excise tax. Keebler called the excise tax "a paper tiger." According to Keebler, "We always get it (the excise tax) waived by the IRS." 


Important Related Change

The Worker, Retiree and Employer Recovery Act also makes another very significant change related to plans and plan beneficiaries, Todd Solomon, partner, McDermott, Will & Emery, LLP, Chicago, told CCH. "The new law makes the nonspouse rollover provision mandatory." 

"This is a key benefit and provides an important tax deferral opportunity for domestic partners as well as other nonspouse beneficiaries," Solomon explained. "Although many employers have been allowing nonspouse beneficiary rollovers beginning in 2007, many had not focused on this change given all of the other plan administration changes that resulted from the 

Pension Protection Act [P.L. 109-280]." 

By George L. Yaksick, Jr., CCH News Staff
7.)
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Code Sec. 72 

The entirety of an individual's IRA distribution for a particular year was subject to the additional ten-percent tax under Code Sec. 72(t) because the terms of the periodic distribution were modified. The individual had increased the amounts received under her IRA to ostensibly pay for the education costs of her son. However, the increased distribution amounts did not qualify for the exception from the tax for educational expenses under Code Sec. 72(t)(2)(E) because she failed to substantiate that her son used the funds to pay school expenses. The modification to the terms of the distribution, increasing the distribution amounts from a series of substantially equal payments that would have been entitled to an exception from the ten-percent tax by Code Sec. 72(t)(2)(A)(iv), triggered the recapture provision of Code Sec. 72(t)(4), which applies the ten-percent tax to all distributions in a year in which a modification occurs. Back reference: 2009FED ¶6140.775.

N. Garza-Martinez, TC Summary Opinion 2009-38 

· Tax Research Consultant

· CCH Reference – TRC RETIRE: 42,554.20 

Nancy Garza-Martinez v. Commissioner., U.S. Tax Court, T.C. Summary Opinion 2009-38, (Mar. 23, 2009)

http://prod.resource.cch.com/resource/scion/document/default/%28%40%40TCS01+TCSO2009-38%2909013e2c8531de3e

Nancy Garza-Martinez, pro se. Sheila R. Pattison, for respondent.


Docket No. 4390-07S. Filed March 23, 2009.


[Code Sec. 72]

Tax Court: Summary opinion: Individuals: Annuities: Additional tax: Education expenses: Substantially equal payments: Modification: Recapture.–
The entirety of an individual's IRA distribution for a particular year was subject to the additional ten-percent tax under Code Sec. 72(t) because the terms of the periodic distribution were modified. The individual had increased the amounts received under her IRA to ostensibly pay for the education costs of her son. However, the increased distribution amounts did not qualify for the exception from the tax for educational expenses under Code Sec. 72(t)(2)(E) because she failed to substantiate that her son used the funds to pay school expenses. The modification to the terms of the distribution, increasing the distribution amounts from a series of substantially equal payments that would have been entitled to an exception from the ten-percent tax by Code Sec. 72(t)(2)(A)(iv), triggered the recapture provision of Code Sec. 72(t)(4), which applies the ten-percent tax to all distributions in a year in which a modification occurs.—CCH.

PURSUANT TO INTERNAL REVENUE CODE SECTION 7463(b), THIS OPINION MAY NOT BE TREATED AS PRECEDENT FOR ANY OTHER CASE.

Nancy Garza-Martinez, pro se. Sheila R. Pattison, for respondent.

JACOBS, Judge: This case was heard pursuant to the provisions of section 7463 of the Internal Revenue Code in effect when the petition was filed. Pursuant to section 7463(b), the decision to be entered is not reviewable by any other court, and this opinion shall not be treated as precedent for any other case. All subsequent section references are to the Internal Revenue Code in effect for the year in issue, and all Rule references are to the Tax Court Rules of Practice and Procedure.

Respondent determined a $1,845 deficiency in petitioner's Federal income tax for 2004. The deficiency arises from the imposition of the 10-percent additional tax mandated by section 72(t)(1) on early distributions from a qualified retirement plan. Respondent contends that the 10-percent additional tax was triggered by an impermissible modification to a “series of substantially equal periodic payments” (the additional distributions) petitioner had been receiving from her individual retirement account (IRA) pursuant to section 72(t)(2)(iv). Petitioner asserts that these additional distributions did not trigger the 10-percent additional tax because they were used for “qualified higher educational expenses” and therefore were excepted from the 10-percent additional tax pursuant to section 72(t)(2)(E). Thus, the issues for decision are: (1) Whether petitioner is liable for the section 72(t)(1) 10-percent additional tax on early distributions from a qualified retirement plan; and, if so, (2) the amount ($18,450, as respondent asserts or $4,050, as petitioner maintains) of the distributions that is subject to the 10-percent additional tax.

Background
Some of the facts have been stipulated, and they are so found. We incorporate by reference the parties' stipulations of facts and accompanying exhibits. At the time she filed her petition, petitioner resided in Texas.

Petitioner worked for Southwestern Bell for more than 20 years before 2001. In 2001, at age 48, she took early retirement. At the end of 2000 petitioner rolled the amount in her Southwestern Bell retirement plan account into an IRA with Merrill Lynch and thereafter elected to receive monthly distributions of $1,200 (the periodic payment distributions) from her IRA, beginning February 1, 2001, and ending on February 18, 2012.

Petitioner began receiving her periodic payment distributions as scheduled. However, during each of years 2001 to 2004 she received additional distributions from her IRA. In 2001 she received distributions from her IRA totaling $33,266. Petitioner took the additional distributions in 2001 because she had overcontributed to her IRA and took the additional distributions in order to be in compliance with IRA contribution rules. In 2002 petitioner received distributions totaling $46,331, taking the additional distributions in 2002 because the value of the investments that made up her IRA was plummeting and she wanted to withdraw money from the stock market. In 2003 petitioner received distributions totaling $25,145. The additional distributions were made pursuant to a qualified domestic relations order arising from her divorce.

In 2004, when petitioner was 52 years old, she received (in addition to her periodic payment distributions of $1,200) $4,050 of additional distributions as follows:

	
	Date
	Amount
	
	

	
	Jan. 9
	$1,800
	
	

	
	Mar. 30
	800
	
	

	
	May 24
	500
	
	

	
	July 19
	400
	
	

	
	Oct. 25
	400
	
	

	
	Nov. 30
	150
	
	


Thus, in 2004 petitioner received distributions totaling $18,450. The $4,050 of additional distributions was used to pay her son's higher education expenses. 1   However, she did not know specifically how her son spent the money she gave him, although she believed that he used most of the money for college books and supplies. When her son requested money, petitioner would make withdrawals from her IRA and give him cash or transfer money to his bank account. Petitioner did not provide documentation to corroborate her assertion that she gave the money to her son or that her son used the money for college tuition, books, and/or supplies.

Petitioner reported the following amounts as being subject to the section 72(t)(1) additional tax as a consequence of the additional distributions she received in 2001, 2002, and 2003:

	
	Date
	Amount
	
	

	
	2001
	$11,331
	
	

	
	2002
	31,931
	
	

	
	2003
	1,938
	
	


She did not report any amount as being subject to the section 72(t)(1) additional tax for 2004.

Discussion
Section 72(t)(1) imposes a 10-percent additional tax on the amount of any distribution from a qualified retirement plan (such as an IRA) that fails to satisfy one of the statutory exceptions in section 72(t)(2). 2   One exception, found in section 72(t)(2)(A)(iv), relates to periodic payments that are substantially equal in amount:

(2) Subsection not to apply to certain distributions.—Except as provided in paragraphs (3) and (4), paragraph (1) shall not apply to any of the following distributions:

(A) In general.—Distributions which are—

* * * * * * *

(iv) part of a series of substantially equal periodic payments (not less frequently than annually) made for the life (or life expectancy) of the employee or the joint lives (or joint life expectancies) of such employee and his designated beneficiary,

Petitioner asserts that distributions of $14,440 that she received from her IRA plan during 2004 were designed to qualify as substantially equal periodic payments under section 72(t)(2)(A)(iv) and thus are not subject to the 10-percent additional tax. Petitioner readily admits, however, that she received distributions during 2004 (and in previous years) in addition to the $1,200 monthly payment.

Assuming arguendo that the series of $1,200 monthly payments originally complied with section 72(t)(2)(A)(iv), petitioner ran afoul of the recapture provision of section 72(t)(4). 3  Section 72(t)(4)4   provides that the exception found in section 72(t)(2)(A)(iv) is not applicable if the series of substantially equal periodic payments is subsequently modified (other than by reason of death or disability) before the employee attains age 59-1/2. However, respondent is not seeking the 10-percent additional tax for 2001, 2002, or 2003 in an amount greater than reported on petitioner's income tax return as a consequence of the section 72(t)(4) recapture provision.

Petitioner maintains that she should not be subject to the 10-percent additional tax under section 72(t)(1) for 2004 because, as noted supra, she received those additional distributions in order to pay her son's higher education expenses. Petitioner introduced no documentation such as bills or receipts to substantiate her claim. Petitioner initially testified that all of the additional amounts in 2004 were for her son's educational expenses. But under cross-examination, petitioner testified that 90 percent of the 2004 distributions were for her son's educational expenses. Moreover, when asked how she knew how her son used the money given to him, petitioner admitted that once she gave the money to her son, he did not give her any receipts. She testified: “I knew he had things due at school * * * [b]ut I took his word, because they [sic] told me, because once they're [sic] in college, they [sic] don't allow you to look at their [sic] records and stuff.”

To assist petitioner, we held the record open for 30 days after trial to allow her to submit documentation showing how the 2004 additional distributions were used. Petitioner failed to submit such documentation.

It is well established that the taxpayer has the burden of proving the applicability of the exception found in section 72(t)(2)(E). Lodder-Beckert v. Commissioner, T.C. Memo. 2005-162; see Matthews v. Commissioner, 92 T.C. 351, 361-362 (1989) (exemptions and exclusions from taxable income should be construed narrowly, and the taxpayers must bring themselves within the clear scope of the exclusions), affd. 907 F.2d 1173 (D.C. Cir. 1990). And we have rejected a taxpayer's claim for the exception under section 72(t)(2) where the taxpayer failed to provide the substantiating evidence. See Nolan v. Commissioner, T.C. Memo. 2007-306 (taxpayer failed to provide evidence of medical expenses and therefore could not claim an exception to the additional tax under the medical expense exception of section 72(t)(2)(B)). Because petitioner failed to present documentation to corroborate the alleged higher education expense use of the additional distributions, we hold that petitioner is not entitled to the claimed exception. See Rule 142(a).

Finally, petitioner argues that should we conclude that she is liable for the section 72(t)(1) additional tax, the 10-percent additional tax should be imposed only with respect to the $4,050 in additional distributions she received in 2004. Respondent disagrees and asserts that the 10-percent additional tax should be imposed on the entire $18,450 of the distributions petitioner received in 2004. We agree with respondent.

Section 72(t)(4) provides that if a series of substantially equal payments (which otherwise is excepted from the 10-percent additional tax) is modified (other than by reason of death or disability) before the employee reaches 59-1/2 years of age, beginning on the date of the first distribution, then the taxpayer's tax for the first taxable year in which such modification occurs is to be increased by an amount equal to the tax which (but for section 72(t)(2)(A)(iv)) would have been imposed, plus interest. Thus paragraph (4) makes clear that the 10-percent additional tax is imposed on the full distribution for the year. See Arnold v. Commissioner, 111 T.C. 250, 255-256 (1998); Notice 89-25, Q&A-12, 1989-1 C.B. 662, 666. Moreover, the conference report accompanying the Tax Reform Act of 1986, Pub. L. 99-514, 100 Stat. 2085, includes the following example regarding the imposition of the tax:

if, at age 50, a participant begins receiving payments under a distribution method which provides for substantially equal payments over the individual's life expectancy, and, at age 58, the individual elects to receive the remaining benefits in a lump sum, the additional tax will apply to the lump sum and to amounts previously distributed.

H. Conf. Rept. 99-841 (Vol. II), at II-457 (1986), 1986-3 C.B. (Vol. 4) 1, 457.

Accordingly, we hold that the 10-percent additional tax applies to the entire $18,450 distributed to petitioner from her IRA in 2004, as respondent maintains.

To give effect to respondent's statement in his post trial brief,

Decision will be entered under Rule 155.

Footnotes
1 
In 2004 petitioner's son was 23. He lived off and on with his girlfriend and at times with petitioner. For 2001-2004 petitioner claimed her son as a dependent. On her 2001 tax return she claimed an education credit of $1,500; on her 2002 tax return she claimed a tuition and fees deduction of $3,000; and on her 2003 tax return she claimed an education credit of $2,000. She did not claim an education credit or a deduction (with respect to her son) on her 2004 tax return.

2 
Petitioner did not argue that the burden of proof should be shifted to respondent pursuant to sec. 7491. Regardless of whether the sec. 72(t) additional tax is a “penalty, addition to tax, or additional amount imposed by this title” for which respondent would have the burden of production pursuant to sec. 7491(c), we find that respondent has met that burden. See Milner v. Commissioner, T.C. Memo. 2004-111 n.2.

3 
Although sec. 72(t)(2)(A)(iv) requires that the series of payments be made for the life or life expectancy of the employee, petitioner elected to receive monthly distributions from her IRA from February 2001 through February 2012. We need not and do not decide whether these payments were to be made for her life or life expectancy. See Rev. Rul. 2002-62, 2002-2 C.B. 710; Notice 89-25, Q&A-12, 1989-1 C.B. 662, 666.

4 
Sec. 72(t)(4) provides in pertinent part:

(4) Change in substantially equal payments.—

(A) In general.—If—

(i) paragraph (1) does not apply to a distribution by reason of paragraph (2)(A)(iv), and

(ii) the series of payments under such paragraph are subsequently modified (other than by reason of death or disability)—

(I) before the close of the 5-year period beginning with the date of the first payment and after the employee attains age 59-1/2, or

(II) before the employee attains age 59-1/2,

the taxpayer's tax for the 1st taxable year in which such modification occurs shall be increased by an amount, determined under regulations, equal to the tax which (but for paragraph (2)(A)(iv)) would have been imposed, plus interest for the deferral period.

8. )
Federal Tax Day,J.1IRA Distribution for Higher Education Expenses Not Modification of Substantially Equal Periodic Payment Election (Benz, TC), (May. 12, 2009) © 2009, CCH INCORPORATED. All Rights Reserved. A WoltersKluwer Company
Distributions from a wife's individual retirement account (IRA) that satisfied the statutory exception for higher education expenses were not a modification of her election to receive a series of substantially equal periodic payments and did not trigger the recapture tax under Code Sec. 72(t)(4). Although the additional distributions for higher education expenses were made within five years of the first annual periodic payment and before the wife had attained age 59-1/2, they did not result in a change in the method of calculating the annual periodic payments. Thus, the five-year rule prohibiting modifications was not violated and the substantially equal periodic payment exception continued to apply.

G.T. Benz, 132 TC No. 15, Dec. 57,810 

Other References:

· Code Sec. 72 
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Gregory T. and Kim D. Benz v. Commissioner., U.S. Tax Court, CCH Dec. 57,810, 132 T.C. No. 15, (May 11, 2009)
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Howard S. Levy, for petitioners; Richard J. Hassebrock, for respondent.


U.S. Tax Court, Dkt. No. 15867-07, 132 TC —, No. 15, May 11, 2009.


[Appealable, barring stipulation to the contrary, to CA-6.—CCH.]


[Code Sec. 72]


Early IRA distributions: Additional tax: Substantially equal periodic payment exception: Qualified higher education expense exception.–
Distributions from a wife's individual retirement account (IRA) that satisfied the statutory exception for higher education expenses were not a modification of her election to receive a series of substantially equal periodic payments and did not trigger the recapture tax under Code Sec. 72(t)(4). Although the additional distributions for higher education expenses were made within five years of the first annual periodic payment and before the wife had attained age 59-1/2, they did not result in a change in the method of calculating the annual periodic payments. Thus, the five-year rule prohibiting modifications was not violated and the substantially equal periodic payment exception continued to apply.—CCH.

Howard S. Levy, for petitioners; Richard J. Hassebrock, for respondent.

In 2002 P-W elected to receive a series of substantially equal periodic payments from her individual retirement account (IRA) that qualified for a statutory exception to the 10-percent additional tax imposed on early distributions pursuant to sec. 72(t)(2)(A)(iv), I.R.C. Sec. 72(t)(4), I.R.C., provides that an employee who modifies a series of periodic payments within the first 5 years (other than by reason of the employee's death or disability) is liable for the 10-percent additional tax. In 2004 P-W received distributions from her IRA for higher education expenses pursuant to sec. 72(t)(2)(E), I.R.C., in addition to the elected periodic payment that qualified for a statutory exception to the 10-percent additional tax. R determined that P-W no longer qualifies for the periodic payment exception for 2004 because the distribution for higher education expenses is an impermissible modification of her election to receive a series of substantially equal periodic payments.

Held: A distribution for higher education expenses is not a modification of P-W's election to receive a series of substantially equal periodic payments.

OPINION
GOEKE, Judge: Respondent determined a Federal income tax deficiency of $8,959 for 2004. The deficiency results from the imposition of the 10-percent additional tax under section 72(t) on early distributions from an individual retirement account (IRA). 1   The sole issue for decision is whether a distribution for qualified higher education expenses is an impermissible modification of a series of substantially equal periodic payments. We hold that a distribution for qualified higher education expenses is not a modification of a series of substantially equal periodic payments.

Background
This case was submitted to the Court fully stipulated pursuant to Rule 122. The stipulation of facts and the attached exhibits are incorporated herein by this reference. Petitioners resided in Ohio at the time the petition was filed.

While employed by Proctor & Gamble, petitioner wife maintained an IRA. In January 2002 after separating from her employment with Proctor & Gamble, petitioner wife made an election to receive distributions from her IRA in a series of substantially equal periodic payments. This election included an annual fixed distribution of $102,311.50 to be made on January 15 each year for a period based on petitioner wife's life expectancy. On or before January 15, 2004, petitioner wife received a $102,311.50 distribution from her IRA in accordance with her election to receive a series of substantially equal periodic payments. During 2004 petitioner wife received two additional distributions from the IRA: A $20,000 distribution in January 2004 and a $2,500 distribution in December 2004. Petitioner wife had not attained age 59-1/2 when she received these additional distributions. Petitioner wife used the $20,000 and $2,500 distributions for qualified higher education expenses as defined in section 72(t)(7) relating to her son's college expenses. For 2004 petitioners spent $35,221.50 in qualified higher education expenses for their son.

Petitioners timely filed Form 1040, U.S. Individual Income Tax Return, for 2004, reporting the $124,811.50 in distributions from petitioner wife's IRA during 2004. Petitioners did not report the 10-percent additional tax for an early withdrawal from an IRA pursuant to section 72(t) with respect to any portion of the distributions. Petitioners attached Form 5329, Additional Taxes on Qualified Plans (Including IRAs) and Other Tax-Favored Accounts, to their return and reported that the withdrawals were not subject to any additional tax under section 72(t)(2).

On June 22, 2007, respondent issued a notice of deficiency to petitioners for 2004, determining a Federal income tax deficiency of $8,959. Respondent determined that $89,590 of the $124,811.50 distributed from petitioner wife's IRA was subject to the 10-percent additional tax imposed by section 72(t)(1) on early distributions. Respondent determined that the exception for qualified higher education expenses under section 72(t)(2)(E) applied to the remaining $35,221.50.

Discussion
In general, amounts distributed from an IRA are includable in gross income as provided in section 72. Sec. 408(d)(1). Section 72(t) provides for a 10-percent additional tax on early distributions from qualified retirement plans, unless the distribution falls within a statutory exception. Sec. 72(t)(1) and (2). Section 72(t)(2)(A)(iv) provides an exception from the 10-percent additional tax for distributions that are “part of a series of substantially equal periodic payments (not less frequently than annually) made for the life (or life expectancy) of the employee or the joint lives (or joint life expectancies) of such employee and his designated beneficiary”. 2   If the series of substantially equal periodic payments is modified within 5 years of the date of the first distribution (other than by reason of death or disability), then the 10-percent additional tax will be imposed retroactively on prior distributions made before the taxpayer attains age 59-1/2 (referred to as the recapture tax), plus interest. Sec. 72(t)(4)(A)(ii)(I). The recapture tax also applies when a modification occurs after the initial 5-year period but before the employee has attained age 59-1/2. Sec. 72(t)(4)(A)(ii)(II).

Independent from the equal periodic payment exception, section 72(t)(2)(E) provides an exception from the 10-percent additional tax for distributions for qualified higher education expenses. Section 72(t)(2)(E) provides:

Distributions from individual retirement plans for higher education expenses.—Distributions to an individual from an individual retirement plan to the extent such distributions do not exceed the qualified higher education expenses (as defined in paragraph (7)) of the taxpayer for the taxable year. Distributions shall not be taken into account under the preceding sentence if such distributions are described in subparagraph (A), (C), or (D) or to the extent paragraph (1) does not apply to such distributions by reason of subparagraph (B).

By specifically creating an exception for distributions used for higher education expenses, Congress recognized “it is appropriate and important to allow individuals to withdraw amounts from their IRAs for purposes of paying higher education expenses without incurring an additional 10-percent early withdrawal tax.” H. Rept. 105-148, at 330 (1997), 1997-4 (Vol. 1) C.B. 319, 652. Distributions for qualified higher education expenses serve one of numerous purposes Congress identified as deserving special treatment. Those purposes include paying a tax levy, paying for medical care, paying for health insurance during periods of unemployment, and purchasing a first home. Sec. 72(t)(2)(A)(vii), (B), (C), (D), and (F).

Petitioner wife's two additional distributions for qualified higher education expenses were made within 5 years of the first annual periodic payment and before petitioner wife had attained age 59-1/2. Respondent maintains that the two additional distributions constitute an impermissible modification to the periodic payment election under section 72(t)(4). According to respondent, the substantially equal periodic payment exception is no longer effective for the 2004 distribution. Respondent concedes that $35,221.50 of the total 2004 distributions satisfied the exception for qualified higher education expenses under section 72(t)(2)(E) and is not subject to the 10-percent additional tax.

The sole issue for decision is whether a distribution that qualifies for a statutory exception to the 10-percent additional tax under section 72(t)(1) constitutes a modification of a series of substantially equal periodic payments triggering the recapture tax under section 72(t)(4). Respondent argues that an employee who elects a series of substantially equal periodic payments is not allowed any further distributions within the first 5 years of the election irrespective of whether the distribution would qualify for another statutory exception to the section 72(t) tax unless the employee dies or becomes disabled. Petitioners argue that a distribution used for a purpose that qualifies for a statutory exception is not a modification of a series of substantially equal periodic payments that triggers the recapture tax under section 72(t)(4). In Arnold v. Commissioner [Dec. 52,888], 111 T.C. 250, 255-256 (1998), the Court held that an additional distribution that did not qualify for a statutory exception was an impermissible modification to a series of substantially equal periodic payments. In Arnold, we stated: “In order to avoid the section 72(t) tax, petitioners must show that the November 1993 distribution falls within one of the exceptions provided under section 72(t)(2)(A). They have not done so.” Id. at 255. Today we also recognize that distributions under section 72(t)(2)(E), enacted in 1997 and after the year in issue in Arnold, do not trigger the section 72(t) additional tax where the taxpayer receives the distribution within 5 years after the taxpayer begins receiving distributions under a series of substantially equal periodic payments.

The last sentence of section 72(t)(2)(E) recognizes that an employee may qualify for more than one statutory exception to the 10-percent additional tax. It provides that the amount of distributions attributable to higher education expenses does not take into account distributions described in subparagraph (A), (B), (C), or (D). Sec. 72(t)(2)(E). If a distribution qualifies for more than one statutory exception, the employee is exempt from the 10-percent additional tax on the basis of the applicable exception under subparagraph (A), (B), (C), or (D) and need only rely on the higher education expense exception for the additional amount of the distribution. Subparagraph (A) includes the periodic payments exception. Similar language is included in subparagraphs (B) (relating to distributions for medical expenses) and (F) (relating to distributions for first home purchases). Sec. 72(t)(2)(B) and (F). A modification occurs for purposes of section 72(t)(4) when the method of determining the periodic payments changes to a method that no longer qualifies for the exception. The legislative history explains the 5-year prohibition of modifications to a series of substantially equal periodic payments as follows:

if distributions to an individual are not subject to the tax because of application of the substantially equal payment exception, the tax will nevertheless be imposed if the individual changes the distribution method prior to age 59 1/2 to a method which does not qualify for the exception. * * * For example, if, at age 50, a participant begins receiving payments under a distribution method which provides for substantially equal payments over the individual's life expectancy, and, at age 58, the individual elects to receive the remaining benefits in a lump sum, the additional tax will apply to the lump sum and to amounts previously distributed.

In addition, the recapture tax will apply if an individual does not receive payments under a method that qualifies for the exception for at least 5 years, even if the method of distribution is modified after the individual attains age 59 1/2. Thus, for example, if an individual begins receiving payments in substantially equal installments at age 56, and alters the distribution method to a form that does not qualify for the exception prior to attainment of age 61, the additional tax will be imposed on amounts distributed prior to age 59 1/2 as if the exception had not applied.

H. Conf. Rept. 99-841 (Vol. II), at II-457 (1986), 1986-3 C.B. (Vol. 4) 1, 457 (emphasis added). The method of calculating petitioner wife's annual periodic payments will not change as a result of the additional distributions for higher education expenses. Congress enacted the recapture tax under section 72(t)(4) to apply to prior distributions received under a series of periodic payments where the employee fails to adhere to the payment schedule elected for at least 5 years. There is no indication that Congress intended to disallow all additional distributions within the first 5 years of the election to receive periodic payments.

The legislative purpose of the 10-percent additional tax under section 72(t) is that “Premature distributions from IRAs frustrate the intention of saving for retirement, and section 72(t) discourages this from happening.” Dwyer v. Commissioner [Dec. 51,340], 106 T.C. 337, 340 (1996) (citing S. Rept. 93-383, at 134 (1973), 1974-3 C.B. (Supp.) 80, 213). This legislative purpose is not frustrated where an employee receives distributions for more than one of the purposes that Congress has recognized as deserving special treatment.

We hold that a distribution that satisfies the statutory exception for higher education expenses is not a modification of a series of substantially equal periodic payments. Because we find that a distribution for higher education expenses is not a modification, the 5-year rule prohibiting modifications except in the case of death or disability is not violated.

To reflect the foregoing,

Decision will be entered for petitioners.

Footnotes

1 
Unless otherwise indicated, all section references are to the Internal Revenue Code, and all Rule references are to the Tax Court Rules of Practice and Procedure.

2 
The Internal Revenue Service has provided three examples of methods to determine a series of substantially equal periodic payments for purposes of sec. 72(t)(2)(A)(iv). See Notice 89-25, Q&A-12, 1989-1 C.B. 662, 666, modified by Rev. Rul. 2002-62, sec. 2.01, 2002-2 C.B. 710. Rev. Rul. 2002-62, sec. 2.02(e), 2002-2 C.B. at 711, provides specific instances that would cause a modification to occur. They focus on tax-free additions to or distributions from the account and are not applicable here.
9.)
Federal Tax Day,J.1Supreme Court Resolves Split over Waiver of Pension Benefits by Ex-Spouses (Kennedy, SCt), (May. 18, 2009)  © 2009, CCH INCORPORATED. All Rights Reserved. A WoltersKluwer Company
The Supreme Court has resolved a split among the circuit courts of appeal over a divorced spouse's ability to waive pension plan benefits through a divorce decree not amounting to a qualified domestic relations order (QDRO). An ERISA plan's beneficiary's waiver of her benefits was not a prohibited assignment or alienation. The Court, among other things, looked to IRS regulations to conclude that a benefit in certain circumstances can be disclaimed and disclaimer would not constitute an assignment or alienation.


Designated Beneficiary

In 1974, a participant in an employer-sponsored retirement savings plan designated his wife as the beneficiary. The participant and his wife divorced in 1994. The divorce decree stated that the wife agreed to forfeit all rights to her ex-husband's retirement plan assets. However, the decedent never replaced his ex-wife as his sole beneficiary. After the participant's death, the plan distributed his retirement savings to the ex-wife pursuant to her designation as beneficiary.

The decedent's daughter, as executor of her father's estate, asked the ex-wife to forfeit her rights to the funds. The daughter claimed that the ex-wife had waived her rights under the divorce decree. The trial court agreed with the daughter but the Fifth Circuit Court of Appeals reversed. The Fifth Circuit found that because no QDRO mechanism was invoked, the ex-wife did not waive her interest. According to the Fifth Circuit, a QDRO supplies the sole exception to the anti-alienation provisions of ERISA in the marital dissolution context.


Supreme Court's Analysis

Justice David Souter delivered the opinion for a unanimous Supreme Court. The Court affirmed the Fifth Circuit but on different reasoning. The Court observed that, not only were the circuit courts of appeal split on whether a divorce decree not amounting to a QDRO could waive [image: image7.png]




 rights, the circuit courts also disagreed as to whether a beneficiary's common law waiver of plan benefits would be effective if the waiver is inconsistent with plan documents.



pension
The Court looked to IRS regulations for guidance on whether the ex-wife's purported waiver violated ERISA's anti-alienation provision. Reg. §1.401(a)-13(c)(1)(ii) defines an "assignment or alienation" to include "any direct or indirect arrangement…whereby a party acquires from a participant or beneficiary a right or interest enforceable against the plan in, or to, all or any part of a plan benefit payment which is, or may become, payable to the participant or beneficiary." "The Treasury reads its own regulation to mean that the anti-alientation provision is not violated by a beneficiary's waiver where the beneficiary does not attempt to direct her interest in pension benefits to another person," the Court observed.

The Court also looked to the law of trusts for guidance. "Although the beneficiary of a spendthrift trust traditionally lacked the means to transfer his beneficial interest to anyone else, he did have the power to disclaim prior to accepting it." When the ex-wife agreed to the waiver, she did not assign or alienate anything to her ex-husband or his estate.


QDRO

The Court also disagreed with the Fifth Circuit's finding that a QDRO is the sole exception to the anti-alienation provisions of ERISA. A beneficiary seeking only to relinquish her right to benefits cannot do this by a QDRO, for a QDRO, by definition, requires that it be the creation, or recognition of, an alternate payee's right to, or assignment to an alternate payee of the right to, receive all or a portion of the benefits payable with respect to a participant under a plan. Therefore the ex-wife's waiver was not nullified by 29 U.S.C. §1056(d), as the Fifth Circuit had found. Instead, the plan documents controlled.


Plan Documents Control

The Court concluded that the plan properly distributed the assets to the ex-wife. The plan documents provided that the plan administrator would pay benefits to a participant's designated beneficiary. Designations and changes had to be made in a particular way. The decedent followed the requirements and designated his ex-wife as beneficiary during the marriage. He neither changed the designated beneficiary nor added a contingent beneficiary after the divorce. "The plan administrator did exactly what [the law] required and paid [the ex-wife] the benefits." 

Despite the fact that the ex-wife's waiver was not rendered a nullity under §1056(d), the plan administrator was still obligated to distribute the benefits to her because the administrator was required to follow the terms of the plan documents, which provided no alternative. Between the waiver (which was not made in a manner required by the terms of the plan) and the beneficiary designation (which was made in the manner prescribed by the plan), the administrator was required by 29 U.S.C. §1104(a)(1)(D) to follow the terms specified in the plan documents.


Open Questions

The Court left for another day the situation in which plan documents provide no means for a beneficiary to renounce an interest in benefits. The Court also did not address the question of whether requiring a plan to distribute benefits in conformity with plan documents would allow a beneficiary who murders a participant to obtain benefits.

Affirming an unreported CA-5 decision.

Kennedy v. Plan Administrator for DuPont Savings and Investment Plan, SCt, 2009-1 USTC ¶50,383 

Other References:

· Code Sec. 401 

· CCH Reference - 2009FED ¶17,733.021 

· CCH Reference - 2009FED ¶17,733.24 

· Tax Research Consultant

· CCH Reference – TRC RETIRE: 9,304 
10.)
Federal Tax Day,L.2Code Sec. 72: Trustee to Trustee Transfer Triggered Additional Tax (LTR 200925044), (Jun. 22, 2009) © 2009, CCH INCORPORATED. All Rights Reserved. A WoltersKluwer Company
An individual who was receiving substantially equal periodic payments from an IRA ("IRA 1"), as described in Code Sec. 72(t)(2)(A)(iv), could not, without triggering the 10 percent additional tax, make a trustee-to-trustee transfer of the balance of such IRA, together with a transfer of the balance of another IRA ("IRA 2"), into a third IRA ("IRA 3"). The individual wanted to convert the equity securities held by IRA1, together with the balance in IRA 2, to a certificate of deposit, an investment not offered by the company maintaining IRA1 and IRA 2. The transfer triggered a modification to the series of substantially equal payments that the taxpayer was receiving from IRA 1, even if the portion of IRA 3.that came from IRA 2 was restored to IRA 2.

IRS Letter Ruling 200925044 

Other References:

· Code Sec. 72 

· CCH Reference - 2009FED ¶6140.0686 

· Tax Research Consultant

· CCH Reference – TRC RETIRE: 66,454.15

UIL No. 0072.00-00 Annuities: endowment and life insurance (Included v. not included in gross income). UIL No. 0072.20-00 Annuities: endowment and life insurance (Included v. not included in gross income); Tax on early distributions from qualified retirement plans. UIL No. 0072.20-04 Annuities: endowment and life insurance (Included v. not included in gross income); Tax on early distributions from qualified retirement plans; Substantially equal payments. IRS Letter Ruling 200925044 (Mar. 23, 2009), Internal Revenue Service, (Mar. 23, 2009)

http://prod.resource.cch.com/resource/scion/document/default/%28%40%40LTR03+LTR200925044%2909013e2c857825ce

LTR 200925044, March 23, 2009


Symbol: SE:T:EP:RA:T4


Uniform Issue List Nos. 0072.00-00, 0072.20-00, 0072.20-04

[Code Sec. 72]

Annuities: endowment and life insurance (Included v. not included in gross income); Annuities: endowment and life insurance (Included v. not included in gross income); Tax on early distributions from qualified retirement plans; Annuities: endowment and life insurance (Included v. not included in gross income); Tax on early distributions from qualified retirement plans; Substantially equal payments.

This is in response to the letter dated August 1, 2008, submitted on your behalf by your authorized representative, in which you request a ruling that the distribution from your individual retirement arrangement (IRA) described in your letter ruling request did not result in a modification to a series of substantially equal periodic payments and, therefore, is not subject to the additional 10 percent income tax imposed on premature distributions under section 72(t) of the Internal Revenue Code (the “Code”).

Under penalty of perjury, the following facts and representations have been submitted in support of the ruling request:

Taxpayer A, age 56, maintained IRA X with Company M. Taxpayer A also maintained IRA Y with Company M. On Date 1, Taxpayer A began receiving distributions from IRA X in the annual amount of Amount 1, which amount was calculated using the fixed amortization method described in Notice 89-25, 1989-1 C.B. 662., and was intended to be a series of substantially equal periodic payments as described in section 72(t)(2)(A)(iv) of the Code. It has been represented that Taxpayer A received an annual distribution of Amount 1 from IRA X each calendar year from 2002 to 2008.
Taxpayer A represents that beginning in early January of Year 1 she consulted with her financial advisor as to whether she could convert a portion of her equities in IRA X into cash due to market downturns. While her financial advisor stated that she could convert a portion of IRA X into cash without sustaining penalties for the conversion, he also indicated that Company M did not offer a CD investment in certificates of deposit and suggested that Taxpayer A transfer the amount to an IRA at another financial institution. Based upon this advice, on Date 2, Taxpayer A transferred Amount 2 from IRA X, as well as the entire amount of IRA Y, by means of a trustee-to-trustee transfer, to IRA Z which is maintained by Company N.

Taxpayer A represents further that in May of Year 1, pursuant to discussions with representatives of Company O about transferring the remaining assets of IRA X from Company M to an IRA at Company O, she was informed that the partial transfer of Amount 2 from IRA X to IRA Z caused a modification of a series of substantially equal periodic payments. During a subsequent conversation with her financial advisor, she was also informed that the transfer of Amount 1 would result in a 10 percent additional tax plus interest on all amounts that had been distributed from IRA X. This request for a letter ruling followed shortly thereafter.

Based on these facts and representations, the following rulings are requested:

1. That, the partial transfer of IRA X, being combined with IRA Y into the new IRA Z, not be considered a modification to the series of substantially equal periodic payments under section 72(t)(4), that will result in the imposition of the 10% additional tax under section 72(t)(1) of the Code, and

2. That, a proposed corrective action to transfer back the partial transfer held in IRA Z, along with the related earnings, to IRA X not be considered a modification to the series of substantially equal periodic payments under section 72(t)(4) of the Code that will result in the imposition of the 10% additional tax under section 72(t)(1) of the Code.

With respect to your ruling requests, section 408(d)(1) of the Code provides that, except as otherwise provided in section 408(d), any amount paid or distributed out of an IRA shall be included in gross income by the payee or distributee, as the case may be, in the manner provided under section 72 of the Code.

Section 72 of the Code provides rules for determining how amounts received as annuities, endowments, or life insurance contracts and distributions from qualified plans are to be taxed.

Section 72(t)(1) provides for the imposition of an additional 10 percent tax on early distributions from qualified plans, including IRAs. The additional tax is imposed on that portion of the distribution that is includible in gross income.

Section 72(t)(2)(A)(iv) of the Code provides that section 72(t)(1) shall not apply to distributions that are part of a series of substantially equal periodic payments (not less frequently than annually) made for the life (or life expectancy) of the employee or joint lives (or joint life expectancies) of such employee and his designated beneficiary.

Section 72(t)(4) of the Code imposes the additional limitation on distributions excepted from the 10 percent tax by section 72(t)(2)(A)(iv) that, if the series of payments is subsequently modified (other than by reason of death or disability) before the later of the employee's attainment of age 591/2, or the close of the 5-year period beginning with the date of the first payment and after the employee attains age 59 1/2, then the taxpayer's tax for the first taxable year in which such modification occurs shall be increased by an amount, determined under regulations, equal to the tax that would have been imposed except for the section 72(t)(2)(A)(iv) exception, plus interest for the deferral period.

Notice 89-25 was published on March 20, 1989, and provided guidance, in the form of questions and answers, on certain provisions of the Tax Reform Act of 1986 (TRA '86). In the absence of regulations on section 72(t) of the Code, this notice provides guidance with respect to the exception to the tax on premature distributions provided under section 72(t)(2)(A)(iv). Q&A-12 of Notice 89-25 provides three methods of determining substantially equal periodic payments for purposes of section 72(t)(2)(A)(iv) of the Code.
Revenue Ruling 2002-62, 2002-2 C.B. 710, modified Q&A-12 of Notice 89-25. Rev. Rul. 2002-62 provides, among other things, that payments are considered to be substantially equal periodic payments within the meaning of section 72(t)(2)(A)(iv) if they are made in accordance with the required minimum distribution method, the fixed amortization method or the fixed annuitization method (the three methods described in Q&A-12 of Notice 89-25).

Section 2.02(e) of Revenue Ruling 2002-62 further provides that under all three methods, substantially equal periodic payments are calculated with respect to an account balance as of the first valuation date selected. Thus, a modification to the series of payments will occur, if after such date, there is (i) any addition to the account balance other than gains or losses, (ii) any nontaxable transfer of a portion of the account balance to another retirement plan, or (iii) a rollover by the taxpayer of the amount received resulting in such amount not being taxable.

In this case, on Date 1, Taxpayer A began receiving payments from her IRA X in the amount of Amount 1 calculated using the fixed amortization method described in Notice 89-25. On Date 2, Taxpayer A transferred Amount 2 by means of a trustee-to-trustee transfer from IRA X to IRA Z. The transfer on Date 2 occurred prior to the end of the period described in Code section 72(t)(4), and was a nontaxable transfer of a portion of the account balance in IRA X.

Based on the above facts and representations, pursuant to section 2.02(e) of Rev. Rul. 2002-62, we determine that the Date 2 transfer from IRA X to IRA Z constituted a modification to the series of substantially equal payments which Taxpayer A began to receive from her IRA X on Date 1.

Thus, as a result, we conclude with respect to your ruling requests that the transaction described above, consisting of the Date 2 transfer from IRA X to IRA Z, constituted a modification to a series of substantially equal periodic payments as described in Code section 72(t)(4). We further conclude that this cannot be corrected by transferring Amount 2 back to IRA Y.

No opinion is expressed as to the tax treatment of the transaction described herein under the provisions of any other section of either the Code or regulations which may be applicable thereto.

This letter is directed only to the taxpayer who requested it. Section 6110(k)(3) of the Code provides that it may not be used or cited as precedent.

A copy of this letter has been sent to your authorized representative in accordance with a power of attorney on file in this office.

If you wish to inquire about this ruling, please contact *****, I.D. No. *****, at (202) *****. Please address all correspondence to SE:T:EP:RA:T4, *****

Sincerely yours, Donzell H. Littlejohn, Manager, Employee Plans, Technical Group 4.

cc: *****

11.)
CCH Federal Tax Weekly,¶2SIMPLE IRAs Can Only Be Ended Prospectively On Annual Basis, IRS Reminds Employers, (Jul. 9, 2009) © 2009, CCH INCORPORATED. All Rights Reserved. A WoltersKluwer Company
IRS Employee Plan News, Summer 2009 

Employers with SIMPLE IRA plans cannot unilaterally stop, in mid-year, nonelective contributions they had previously promised to employees, the IRS recently cautioned. Furthermore, an employer cannot avoid the obligation to make contributions by terminating the plan before the end of the year.

CCH Take Away. SIMPLE IRA stands for Savings Incentive Match Plan for Employees. Employers make contributions to traditional individual retirement accounts (IRAs) for each employee. They are a simpler, less expensive plan for small employers (employers with fewer than 100 employees).


SIMPLE IRA 

Under a SIMPLE IRA plan, employers may make either a three-percent matching contribution or a two-percent nonelective contribution. Employees are fully vested in all amounts in their IRAs. An employer with a SIMPLE IRA generally cannot sponsor any other retirement plan. The employer may be able to claim a tax credit for part of the ordinary and necessary costs of starting a SIMPLE IRA plan.

Employers may reduce the amount of the matching contribution to no lower than one-percent and for no more than two calendar years in the five-year period ending with the calendar year the reduction is effective. Employers must notify employees of the reduced contribution.


Termination

In the example used by the IRS, an employer notified its employees in 2008 that they would receive a two-percent nonelective contribution in 2009. The owner is considering not making the non-elective contribution or terminating the SIMPLE IRA before the end of 2009.

A SIMPLE IRA plan can only be terminated prospectively, beginning no earlier than the next calendar year, the IRS explained. Contributions must continue until then, the IRS advised. The employer in the example must make the two-percent nonelective contribution. However, the employer would have until the filing deadline of its return, including extensions, to deposit the non-elective contributions into its employees' SIMPLE IRAs.

Additionally, employees must be notified within a reasonable time before their 60-day election period that the SIMPLE 


IRA plan will be discontinued. Employers do not need to notify the IRS of their decision to terminate a SIMPLE IRA.

Reference: TRC RETIRE: 100. 

12.)
Federal Tax Day,L.2Code Sec. 72: Makeup Distribution from IRA Was Not Modification Subject to Additional 10-Percent Tax (LTR 200930053), (Jul. 27, 2009) 

The failure by a custodian to distribute the entire required annual payment from an IRA for a calendar year and the subsequent makeup distribution in a following calendar year was not considered a modification of a series of substantially equal periodic payments under Code Sec. 72(t)(2)(A)(iv) and was not subject to the 10-percent additional tax on premature distributions under Code Sec. 72(t)(1). The custodian had failed to make a distribution from the IRA to pay the state taxes due on the annual distribution. The taxpayer did not find out about the error until he received his 1099-R in the following year. Upon discovery, the taxpayer paid the state tax due from his own non-IRA funds and proposed to receive a makeup distribution.

IRS Letter Ruling 200930053 

Other References:

· Code Sec. 72 

· CCH Reference - 2009FED ¶6140.775 

· Tax Research Consultant

· CCH Reference – TRC RETIRE: 42,170 

UIL No. 0408.03-00 Individual retirement accounts; Rollover contributions. IRS Letter Ruling 200930053 (Apr. 27, 2009), Internal Revenue Service, (Apr. 27, 2009)
http://prod.resource.cch.com/resource/scion/document/default/%28%40%40LTR03+LTR200930053%2909013e2c85884abc

LTR 200930053, April 27, 2009

Symbol: SE:T:EP:RA:T3

Uniform Issue List No. 0408.03-00

[Code Sec. 408]

Individual retirement accounts; Rollover contributions.
This is in response to letters dated June 10, 2008, November 24, 2008, and January 30, 2009, submitted on your behalf by your authorized representative in which you request a ruling that the failure to distribute the entire required distribution amount for the calendar year 2007, and a proposed makeup distribution for the 2008 calendar year will not be considered a modification of a series of substantially equal period payments and will not be subject to the 10 percent additional tax imposed on premature distributions under Code section 72(t)(1).

The following facts and representations have been submitted under penalty of perjury in support of the ruling requested:

Taxpayer A, under age 59 1/2, owns IRA X. In 2003 Taxpayer A established an arrangement with Custodian J, the custodian holding IRA X under which Taxpayer A would receive annual IRA X distributions in the form of substantially equal periodic payments under the fixed amortization method using an interest rate that was not more than 120 percent of an applicable federal mid-term rate for Month 1 and using the single life expectancy table in section 1.401(a)(9)-9, Q&A-1 of the Income Tax Regulations. Under Taxpayer A's arrangement with Custodian J, the custodian would withhold an appropriate amount to pay State O and federal taxes due on the gross distribution from IRA X.

Based on these factors. Taxpayer A's annual distribution from his IRA X beginning in 2003 was Amount A from which Federal and State taxes would be withheld. This arrangement was continued for years ***** and *****

In 2006, Custodian M, a successor custodian of IRA X, continued Taxpayer A's arrangement and continued to pay all federal and state taxes due on the annual distributions. However, in year 2007, Custodian M erroneously failed to make a distribution of Amount B to pay the State O taxes due on the annual distribution. Taxpayer A was unaware that Amount B had not been distributed for year until he received his 1099-R from Custodian M in 2008.

Taxpayer A contacted Custodian M about the distribution error and as a result Custodian M issued a letter dated Date 1. The Date 1 letter states that Custodian M, due to its administrative error, did not pay the State O taxes due on the 2007 annual IRA X distributions.

Taxpayer A chose to pay the State O taxes due for ***** from his own non-IRA X funds instead of allowing IRA X to pay the ***** State O taxes pending guidance from the Internal Revenue Service.

Based on the foregoing, Taxpayer A requests a ruling that the failure to distribute the entire required distribution amount for the calendar year *****, and a proposed makeup distribution for the ***** calendar year will not be considered a modification of a series of substantially equal period payments under Code section 72(t)(2)(A)(iv) and will not result in the imposition of the 10 percent additional tax under section 72(t)(1).

Section 408(d)(1) of the Code provides that, except as otherwise provided in section 408(d), any amount paid or distributed out of an IRA shall be included in gross income by the payee or distrbutee, as the case may be, in the manner provided under section 72.

Code section 72 provides rules for determining how amounts received as annuities, endowments, or life insurance contracts and distributions from qualified plans are to be taxed.

Code section 72(t)(1) provides for the imposition of an additional 10 percent tax on early distributions from qualified plans, including IRAs. The additional tax is imposed on that portion of the distribution that is includible in gross income.

Code section 72(t)(2)(A)(iv) provides that section 72(t)(1) shall not apply to distributions that are part of a series of substantially equal periodic payments (not less frequently than annually) made for the life (or life expectancy) of the employee or joint lives (or joint life expectancies) of such employee and his designated beneficiary.

Code section 72(t)(4) imposes the additional limitation on distributions excepted from the 10 percent tax by section 72(t)(2)(A)(iv) that, if the series of payments is subsequently modified (other than by reason of death or disability) before the employee's attainment of age 59 1/2, then the taxpayers tax for the first taxable year in which such modification occurs shall be increased by an amount determined under regulations, equal to the tax that would have been imposed except for the section 72 (t)(2)(A)(iv) exception, plus interest for the deferral period.

Section 1.401(a)(9)-9 of the regulations provides tables that are to be used in connection with computations under section 72 and the regulations thereunder. Included in this section are tables giving life expectancies for one life (Q&A-1) and joint life and last survivor expectancies for two lives (Q&A-3).

Notice 89-25 was published on March 20, 1989, and provided guidance, in the form of questions and answers, on certain provisions of the Tax Reform Act of 1986 (“TRA '86”). In absence of regulations on Code section 72(t), this notice provides guidance with respect to the exception to the tax on premature distributions provided under section 72(t)(2)(A)(iv). Q&A-12 of Notice 89-25 provides three methods of determining substantially equal periodic payments for purposes of section 72(t)(2)(A)(iv).

Revenue Ruling 2002-62, 2002-42 I.R.B. 710, which was published on October 21, 2002, modifies Q&A-12 of Notice 89-25. Rev. Rul. 2002-62 provides, among other things, that payments are considered to be substantially equal periodic payments within the meaning of Code section 72(t)(2)(A)(iv) if they are made in accordance with the required minimum distribution method, the fixed amortization method or the fixed annuitization method (the three methods described in Q&A-12 of Notice 89-25). The fixed amortization method provides that the annual payment for each year is determined by amortizing in level amounts the account balance over a specified number of years determined using the chosen life expectancy table and the chosen interest rate. Under this method, the account balance, the number from the chosen life expectancy table and the resulting annual payment are determined once for the first distribution year and the annual payment is the same amount in each succeeding year.

Taxpayer A represents that Custodian M failed to make the scheduled payment of the State O taxes due on the annual distributions and caused him to receive a distribution from IRA X for distribution year 2007 that was less than the amount determined under the method he chose to commence receiving payments from IRA X. Taxpayer A further represents that the error was not detected until he received his 1099-R from Custodian M in 2008. Taxpayer A proposes to receive a “makeup” distribution in 2009 of Amount B that would satisfy his annual payment distribution requirement for 2007 as determined under the fixed amortization method. When this amount is added to the amount calculated for *****, Taxpayer A will receive an amount for calendar year ***** that will be more than the annual payment determined under the fixed amortization method. Other than this “make-up” distribution which will be made in *****, Taxpayer A will continue to use the fixed amortization method for calculating the annual payments from his IRAs.

Based on the foregoing we conclude that the failure to distribute the entire required annual payment from IRA X for the ***** calendar year and the subsequent “make-up” distribution for the year that will be made in calendar year ***** will not be considered a modification of a series of substantially equal periodic payments under Code section 72(t)(2)(A)(iv) and, therefore will not be subject to the 10 percent additional tax under on premature distributions under section 72(t)(1).

This ruling assumes that IRA X is an IRA within the meaning of Code section 408 at all relevant times.

No opinion is expressed as to the tax treatment of the transaction described herein under the provisions of any other section of either the Code or regulations, which may be applicable thereto.

Pursuant to a power of attorney on file with this office, a copy of this letter ruling is being sent to your authorized representative.

This letter is directed only to the taxpayer who requested it. Section 6110(k)(3) of the Code provides that it may not be used or cited as precedent.

If you wish to inquire about this ruling, please contact *****

Sincerely yours, Frances V. Sloan, Manager, Employee Plans Technical Group 3.
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