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MEMORANDUMMEMORANDUM FORFOR W.W. VALVAL OVESONOVESON 
NATIONALNATIONAL TAXPAYERTAXPAYER ADVOCATEADVOCATE 
Attn:Attn: LetitiaLetitia ThomasThomas 

FROM:FROM: KirstenKirsten B.B. WielobobWielobob MM 
ActingActing CounselCounsel toto thethe NationalNational TaxpayerTaxpayer AdvocateAdvocate 

SUBJECT:SUBJECT: TaxpayerTaxpayer 
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ThisThis memo~memo~ youryour AprilApril 19,19, 19991999 requestrequest forfor legallegal assistance
assistance
 
concerningconcerning_claim_claim thatthat hehe isis notnot liableliable forfor aa 1010 percentpercent taxtax onon a
a
 
prematurepremature distributiondistribution fromfrom hishis IRA.
IRA.
 

ISSUESISSUES 

1.	1.	 WhetherWhether thethe disabilitydisability exceptionexception inin IRCIRC §§ 72(t)72(t) appliesapplies toto th"eth"e disabilitydisability ofof an
an
 
IRAIRA participant'sparticipant's spouse,spouse, therebythereby relievingrelieving himhim ofof liabilityliability forfor thethe 10%10% taxtax on
on
 
prematurepremature distributionsdistributions forfor thethe IRA.
IRA.
 

2.	2.	 WhetherWhether thethe taxpayertaxpayer cancan bebe exceptedexcepted fromfrom thethe 10%10% taxtax onon prematurepremature IRAIRA 
distributionsdistributions underunder anyany otherother provision.provision. 

CONCLUSIONSCONCLUSIONS 

1.	1.	 TheThe exceptionexception toto thethe 10%10% taxtax appliesapplies onlyonly toto thethe establishedestablished disabilitydisability ofof thethe 
ownerowner ofof thethe IRA.IRA. 

2.	2.	 ThereThere isis nono otherother provisionprovision thatthat wouldwould allowallow toto avoidavoid taxationtaxation onon 
thethe prematurepremature distributiondistribution ofof hishis IRA.IRA. 

FACTSFACTS 

InIn __ withdrewwithdrew fundsfunds fromfrom hishis individualindividual retirementretirement accountaccount 
("IRA")("IRA") andand divideddivided themthem withwith hishis wifewife whilewhile theythey werewere separating.separating. waswas 
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thethe solesole contributorcontributor andand thethe solesole ownerowner ofof thethe IRA.IRA. AtAt thethe timetime ofof thethe distribution,distribution, 
waswas lessless thanthan 59~59~ yearsyears old,old, gainfullygainfully employed.employed. andand diddid not
not
 

otherwiseotherwise qualifyqualify toto makemake anan earlyearly withdrawalwithdrawal fromfrom thethe IRAIRA withoutwithout incurringincurring the
the
 
10%10% taxtax underunder I.R.C.I.R.C. §§ 72(t).72(t). HeHe diddid notnot rollroll overover anyany partpart ofof thethe IRAIRA intointo another
another
 
IRA.IRA. TheThe taxpayertaxpayer agreesagrees thatthat hehe isis liableliable forfor incomeincome taxtax onon thethe withdrawn
withdrawn
 
amounts,amounts, butbut assertsasserts thatthat hehe isis exemptexempt fromfrom thethe 10%10% earlyearly withdrawalwithdrawal taxtax because
because
 
hishis ex-wifeex-wife waswas "hearing-impaired"hearing-impaired andand mentallymentally unstable"unstable" whenwhen thethe fundsfunds were
were
 
withdrawn.withdrawn. TheThe _divorce_divorce waswas finalizedfinalized in_
in_
 

DISCUSSIONDISCUSSION 

EmployeesEmployees andand self-employedself-employed individualsindividuals maymay contributecontribute upup toto $2000$2000 perper yearyear ofof 
theirtheir earnedearned incomeincome toto anan IRA.IRA. AnAn additionaladditional amountamount maymay bebe contributedcontributed toto aa 
separateseparate accountaccount ownedowned byby aa non-workingnon-working spouse.spouse. InIn addition,addition, individualsindividuals maymay rollroll 
overover certaincertain earlyearly distributionsdistributions fromfrom otherother retirementretirement accountsaccounts intointo IRAs.IRAs. IfIf aa 
taxpayertaxpayer isis belowbelow aa certaincertain incomeincome threshold,threshold, thethe taxpayertaxpayer maymay excludeexclude fromfrom 
incomeincome qualifyingqualifying contributionscontributions toto suchsuch accountsaccounts inin thethe yearyear ofof contribution.contribution. 
WhetherWhether oror notnot thethe contributioncontribution isis excludibleexcludible frQDLtaxfrQDLtax.... any_income..ear:ned-0A·these--·'any_income..ear:ned-0A·these--·' 
a'ccounfsa'ccounfs accruestax-1reeuntTIs-uch"accruestax-1reeuntTIs-uch" income'income' isis distributed.distributed. AsAs fundsfunds areare withdrawnwithdrawn 
fromfrom thethe IRA,IRA, anyany previouslypreviously untaxeduntaxed contributionscontributions andand anyany incomeincome thatthat accruedaccrued 
tax-freetax-free areare sUbjectsUbject toto tax.tax. Thus,Thus, IRAsIRAs provideprovide aa taxtax benefitbenefit byby allowingallowing aa deferraldeferral 
ofof taxtax liability.liability. 

1.1. DisabilityDisability ExceptionException toto TenTen PercentPercent Tax.Tax. 

Congress'sCongress's mainmain reasonreason forfor extendingextending favorablefavorable taxtax treatmenttreatment throughthrough IRAsIRAs isis toto 
encourageencourage retirementretirement savings.savings. ToTo discouragediscourage taxpayerstaxpayers fromfrom usingusing thesethese accountsaccounts 
asas tax-freetax-free savingssavings accountsaccounts forfor purposespurposes otherother thanthan retirement,retirement, however,however, I.R.C.I.R.C. §§ 
72(t)(1)72(t)(1) imposesimposes aa specialspecial 10%10% taxtax onon earlyearly distributionsdistributions fromfrom IRAsIRAs andand otherother tax­tax­
favoredfavored retirementretirement plans:plans: 

IfIf anyany taxpayertaxpayer receivesreceives anyany amountamount fromfrom aa qualifiedqualified retirementretirement planplan 
[defined[defined inin I.R.C.I.R.C. 4974(c)4974(c) toto includeinclude individualindividual retirementretirement accountsaccounts andand 
individualindividual retirementretirement annuities],annuities], thethe taxpayer'staxpayer's taxtax underunder thisthis chapterchapter 
forfor thethe taxabletaxable yearyear inin whichwhich suchsuch amountamount isis receivedreceived shaU-beshaU-be ­­
increasedincreased byby anan amountamount equalequal toto 1010 percentpercent ofof thethe portionportion ofof suchsuch 
amountamount whichwhich isis includibleincludible inin grossgross income.income. 

SectionSection 72(t)(2)72(t)(2) exceptsexcepts fromfrom thethe 10%10% taxtax distributionsdistributions mademade onon oror afterafter thethe 
participantparticipant reachesreaches ageage 59~,59~, dies,dies, oror becomesbecomes disabled.disabled. 

arguesargues thatthat hehe isis entitledentitled toto thethe disabilitydisability exceptionexception becausebecause hishis wifewife 
waswas "hearing"hearing impairedimpaired andand mentallymentally unstable.unstable. IfIf TheThe "disability"disability exception"exception" inin sectionsection 
72(t)(2)(A)(iii),72(t)(2)(A)(iii), however,however, appliesapplies onlyonly toto distributionsdistributions thatthat areare "attributable"attributable toto thethe 
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employee'semployee's beingbeing disableddisabled withinwithin thethe meaningmeaning ofof subsectionsubsection {m)(7)."{m)(7)." ThisThis means
means
 
thatthat thethe "employee~"employee~thethe retirementretirement planplan (in(in otherother words,
words,
 
mustmust bebe disabled.disabled. _does_does notnot contendcontend thatthat hehe waswas disabled.disabled. Second,
Second,
 
thethe disabilitydisability mustmust bebe oneone withinwithin thethe meaningmeaning ofof subsectionsubsection (m){7);(m){7); thatthat is:
is:
 

AnAn individualindividual shallshall bebe consideredconsidered toto bebe disableddisabled ifif hehe isis unableunable toto 
e.ngagee.ngage inin anyany substantialsubstantial gainfulgainful activityactivity byby reasonreason ofof anyany medicallymedically 
determinabledeterminable physicalphysical oror mentalmental impairmentimpairment whichwhich cancan bebe expectedexpected toto 
resultresult inin deathdeath oror toto bebe ofof aa long-conditionedlong-conditioned andand indefiniteindefinite duration.duration. 
AnAn individualindividual shallshall notnot bebe consideredconsidered disableddisabled unlessunless hehe furnishesfurnishes 
proofproof ofof thethe existenceexistence thereofthereof inin suchsuch formform andand mannermanner asas thethe 
SecretarySecretary maymay require.require. 

TheThe disabilitydisability mustmust precludepreclude thethe ownerowner ofof thethe IRAIRA accountaccount oror beneficiarybeneficiary ofof aa 
pensionpension planplan fromfrom earningearning income.income. doesdoes notnot claimclaim suchsuch aa disabilitydisability forfor 
himself.himself. Further,Further, eveneven ifif thethe disabilitydisability couldcould bebe appliedapplied toto hishis exwife,exwife, 
hashas notnot claimedclaimed oror furnishedfurnished proofproof thatthat herher allegedalleged physicalphysical andand mentalmental 
imp£ljrroents.imp£ljrroents. kept.beLfrom_engagio9-in.kept.beLfrom_engagio9-in. substantial-substantial- gaiRf~ac;;uvity~-gaiRf~ac;;uvity~---.---.-.. 
withdrewwithdrew hishis IRAIRA assetsassets inin orderorder toto separateseparate maritalmarital assetsassets inin aa separationseparation andand 
divorcedivorce fromfrom hishis wife.wife. BasedBased onon thethe factsfacts presented,presented, thethe disa~tiondisa~tion toto thethe 
10%10% taxtax onon prematurepremature IRAIRA distributionsdistributions doesdoes notnot applyapply toto thethe __ case.case. 

2.2. OtherOther PossiblePossible ExceptionsExceptions toto TenTen PercentPercent Tax.Tax. 

WhenWhen taxpayerstaxpayers divorce,divorce, CodeCode sectionsection 408(d){6)408(d){6) allowsallows oneone spousespouse toto transfertransfer allall 
oror partpart ofof anan IRAIRA toto thethe otherother spousespouse ("transferee("transferee spouse")spouse") underunder aa divorcedivorce oror 
separationseparation agreementagreement withoutwithout aa taxtax effecteffect onon thethe transfer.transfer. SuchSuch aa transfertransfer isis notnot aa 
distributiondistribution byby thethe ownerowner ofof thethe IRAIRA and,and, thereafter,thereafter, thethe transfereetransferee spousespouse isis treatedtreated 
asas thethe ownerowner ofof thethe IRA.IRA. TheThe basisbasis inin thethe IRAIRA (for(for anyany previouslypreviously taxedtaxed 
contributions)contributions) passespasses toto thethe transferee.transferee. Treas.Treas. Reg.Reg. §§ 1.408-4(g)(1).1.408-4(g)(1). WhenWhen thethe 
transferredtransferred IRAIRA isis laterlater distributed,distributed, thethe transfereetransferee spousespouse willwill bebe liableliable forfor anyany tax,tax, 
includingincluding thethe 10%10% taxtax underunder sectionsection 72(t)72(t) onon aa prematurepremature distribution,distribution, thatthat resultsresults 
fromfrom thethe distribution.distribution. PublicationPublication 590,590, "Individual"Individual RetirementRetirement Arrangements"Arrangements" 
explainsexplains howhow divorcingdivorcing spousesspouses cancan transfertransfer IRAsIRAs byby changingchanging thethe namename onon thethe 
IRA,IRA, byby havinghaving thethe IRAIRA trusteetrustee transfertransfer thethe assetsassets toto aa newnew IRA,IRA, oror byby withdrawingwithdrawing 
assetsassets andand rollingrolling themthem overover intointo aa newnew IRAIRA forfor thethe spouse.spouse. 

withdrawalwithdrawal ofof assetsassets wouldwould notnot qualifyqualify asas anan authorizedauthorized divisiondivision ofof 
thethe IRAIRA inin thatthat __ diddid notnot rollroll thethe fundsfunds intointo aa newnew IRAIRA forfor 
withinwithin thethe pres~eriod.pres~eriod. Instead,Instead, _caused_caused thethe IRAIRA toto bebe 
distributeddistributed andand thenthen divideddivided thethe IRAIRA assetsassets withwith __ forfor immediateimmediate use.use. 

WeWe alsoalso consideredconsidered whetherwhether couldcould havehave avoidedavoided thethe 10%10% taxtax onon thethe 
prematurepremature distributiondistribution byby requestingrequesting aa "qualified"qualified domesticdomestic relationsrelations order"order" 
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("QDRO("QDROltlt inin thethe divorcedivorce action.action. Generally,Generally, ifif aa QDROQDRO compelscompels aa distributiondistribution ofof),), 

fundsfunds fromfrom aa qualifiedqualified retirementretirement planplan toto aa spousespouse oror aa payeepayee otherother thanthan thethe 
coveredcovered employee,employee, I.R.C.I.R.C. §§ 72(t)(2)(C)72(t)(2)(C) exceptsexcepts thethe distributiondistribution fromfrom thethe 10%10% 
prematurepremature distributiondistribution tax.tax. SectionSection 72(t)(3)(A),72(t)(3)(A), however.however. precludesprecludes thethe QDROQDRO 
exceptionexception inin sectionsection 72(t)(2)(C)72(t)(2)(C) fromfrom applyi!:!.a...l2.JRAs.applyi!:!.a...l2.JRAs. Therefore,Therefore, aa QDROQDRO wouldwould 
notnot benefitbenefit withwith respectrespect toto the~istributionthe~istribution fromfrom hishis IRA:IRA: 

RECOMMENDATIONSRECOMMENDATIONS 

ItIt appears,appears, onon thethe factsfacts youyou havehave presented,presented, thatthat isis notnot exceptedexcepted fromfrom 
thethe 10%10% taxtax onon thethe prematurepremature distributiondistribution ofof fundsfunds fromfrom hishis IRAIRA in_in_ YouYou mightmight 
furtherfurther exploreexplore thethe factsfacts concerningconcerning thethe divisiondivision ofof thethe IRAIRA assetsassets duringduring thethe 
separationseparation andand divorcedivorce toto determinedetermine ifif thethe IRA,IRA, oror anyany partpart ofof it,it, waswas transferredtransferred toto 

beforebefore thethe distributiondistribution waswas made.made. IfIf so,so, ,, ratherrather thanthan 
,, wouldwould bebe liableliable forfor thethe incomeincome taxtax onon thethe distributiondistribution ofof assetsassets fromfrom 

herher IRA.IRA. HerHer healthhealth andand employmentemployment statusstatus couldcould thenthen bebe measuredmeasured againstagainst thethe 
criteriacriteria forfor thethe disabilitydisability exceptionexception toto determinedetermine whetherwhether thethe distributiondistribution toto herher waswas 

......exceptectexceptect from-ther1"O%from-ther1"O% tax--Anytax--Any amountSdamountSdIIstrit5Uteatostrit5Uteato however,however, 
areare bothboth taxabletaxable incomeincome andand subjectsubject toto thethe 10%10% tax.tax. 

IfIf youyou havehave furtherfurther questions,questions, callcall ArleneArlene BlumeBlume atat 202-622-3166.202-622-3166. 


