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What’s Uncle Sam’s?
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We all know the importance of planning for retirement. We scrimp. We save. We cut back. Then, when
LWLVWLPHWRUHWLUHZKHQZHDUHÀQDOO\UHDG\WRUHDS
the rewards of all of the planning and contributions
that we have made throughout the course of our working lives, that money is all ours, right? Not so fast;
Uncle Sam has other plans.
As you might imagine, retirement money is taxDEOH5HWLUHPHQWPRQH\PD\EHWD[HGXSIURQW i.e.,
D5RWKFRQWULEXWLRQ RUXSRQGLVWULEXWLRQEXWUHJDUGless, retirement assets will be taxed. You might not
be aware that so-called “premature” distributions are
subject to a hefty penalty. Whether from a retirement
annuity1 D TXDOLÀHG SODQ2 D PRGLÀHG HQGRZPHQW
contract3 RU HYHQ DQ ,QGLYLGXDO 5HWLUHPHQW$FFRXQW
,5$ 4, withdrawals from retirement assets prior to
age 59 ½ are taxable at an additional 10% penalty.
 8QGHUWKH,QWHUQDO5HYHQXH&RGH´WKHWD[SD\HU·V
tax under this chapter for the taxable year in which
such amount is received shall be increased by an
DPRXQW HTXDO WR  SHUFHQW RI WKH SRUWLRQ RI VXFK
amount which is includible in gross income”5. To
DYRLGJHWWLQJZUDSSHGXSLQWKH,QWHUQDO5HYHQXH6HUvice’s overly technical language, here’s a (relatively)
VLPSOHGHPRQVWUDWLYHH[DPSOH
John is single and 50 years old. John earned
$100,000 in wages in 2018. John has no other
investment income, capital gains, etc. However, John took a $50,000 withdrawal from
his 401(k). For simplicity’s sake, all $50,000
is includable in his gross income. Therefore,
John’s gross income is $150,000 for 2018.
This level of income should place John in the
WD[EUDFNHW DVKHZLOOEHÀOLQJVHSDUDWHly) for 2018. Under normal circumstances,
John would owe $36,000 in taxes (24% of
$150,000). However, due to John’s “prema-

WXUHµZLWKGUDZDOIURPKLVTXDOLÀHGUHWLUHPHQW
plan, John’s taxes attributable to the $50,000
will be increased by 10% in 2018. This comSOLFDWHV KLV WD[ ÀOLQJ DQG GHFUHDVHV WKH QHW
funds John will have in his pocket.
 ,WLVDWWKLVSRLQWWKDWWKHDXWKRUIHHOVFRPSHOOHG
to inform his readers that he is not a tax attorney, nor
a tax professional. This article is intended to provide
an educated layperson’s overview of the 10% penalty
as well as ways in which those seeking to withdraw
retirement funds can get around this rule, including
when transferring retirement funds upon divorce.
Thankfully, although this 10% penalty is the rule,
there are a number of exceptions which allow us to
retain just a bit more of our hard-earned retirement
money. Although the penalties on premature withGUDZDOV IURP UHWLUHPHQW DQQXLWLHV DQG PRGLÀHG HQdowment contracts are also subject to a number of
exceptions, the remainder of this piece will focus on
ZLWKGUDZDOVIURP´TXDOLÀHGµSODQVDVZHOODV,5$V
$V D VLGH QRWH TXDOLÀHG SODQV XQGHU WKH (PSOR\HH
5HWLUHPHQW ,QFRPH 6HFXULW\$FW (5,6$  DUH WKRVH
described in 26 U.S.C. §401(a) and are retirement asVHWVUHFHLYHGDVWKHH[FOXVLYHEHQHÀWRIHPSOR\PHQW
7KH\PD\LQFOXGH N VVWRFNERQXVSODQVSURÀW
sharing plans, pensions, etc.
There are a number of itemized exceptions listed
LQ6HFWLRQ W RIWKH,QWHUQDO5HYHQXH&RGHZKHUH
this 10% penalty does not apply. For example, there
is no 10% penalty if the withdrawal is made after the
asset holder attains the age of 59 ½ as this would not
be considered to be a premature withdrawal.6 The
penalty also does not apply if the withdrawal is made
after the death of the asset holder.7 Further, the 10%
penalty does not apply if the distribution is incident to
WKHDVVHWKROGHUEHFRPLQJGLVDEOHG DVGHÀQHGXQGHU
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26 U.S.C. §72(m)(7))8 or to withdrawals which are
periodic payments (made at least annually) made for
WKHOLIHRUOLIHH[SHFWDQF\RIWKHKROGHUDQGRUWKHMRLQW
OLYHVRIWKHKROGHUDQGKLVKHUEHQHÀFLDU\9,QDGGLtion, the 10% penalty does not apply to withdrawals
XQGHUFHUWDLQVSHFLÀFSODQVDQQXLWLHVFRQWUDFWVDQG
trusts under the Code10QRULQRWKHUVSHFLÀFLQVWDQFHV
GHVFULEHGLQ86&SDUWRIWKH,QWHUQDO5HYHQXH
Code.
Similarly, exempted withdrawals from such plans
PD\EHPDGHLQIXUWKHUDQFHRIWKHSXUFKDVHRIDÀUVW
home (in an amount up to $10,000)11, to pay medical
expenses (in an amount not to exceed 10% of one’s
adjusted gross income)12 WR SD\ IRU FHUWDLQ ´TXDOLÀHGµ SRVWVHFRQGDU\ HGXFDWLRQ H[SHQVHV13, to those
individuals called to active duty (though those withdrawals must be repaid)14, and to those separating
from their service (employment) after attaining the
age of 5515.
 ,Q WKH FRQWH[W RI IDPLO\ ODZ KRZHYHU WKH PRVW
UHOHYDQWRIWKHVHUHPDLQLQJH[FHSWLRQVIRUTXDOLÀHG
SODQVDUH´>S@D\PHQWVWRDOWHUQDWHSD\HHVSXUVXDQWWR
TXDOLÀHG GRPHVWLF UHODWLRQV RUGHUV$Q\ GLVWULEXWLRQ
WRDQDOWHUQDWHSD\HHSXUVXDQWWRDTXDOLÀHGGRPHVWLFUHODWLRQVRUGHU ZLWKLQWKHPHDQLQJRI>86&
 S  @ µ16 ,Q RWKHU ZRUGV WUDQVIHUV IURP D
 N  RU RWKHU TXDOLÀHG SODQ DV GHVFULEHG DERYH 
pursuant to divorce, are exempt from the 10% penalty
rule. Further, thankfully, these transfers are not even
considered to be taxable events and no taxes must be
paid when such a transfer is made17.
 &XULRXVO\ LW DSSHDUV IURP WKH ,QWHUQDO 5HYHQXH
&RGHWKDWWKHUHLVDVSHFLÀFOLPLWDWLRQRQWKHDERYH
H[FHSWLRQLWGRHVQRWDSSO\WRWUDQVIHUVIURP,5$V18.
'RHV WKLV PHDQ WKHQ WKDW ,5$ WUDQVIHUV SXUVXDQW WR
divorce are subject to this harsh penalty? Are we to
lose a substantial amount of money in each post-sepaUDWLRQ,5$WUDQVDFWLRQ"7KDQNIXOO\WKHDQVZHULVQR
 $FFRUGLQJWRWKH,QWHUQDO5HYHQXH&RGH
The transfer of an individual’s interest in an
individual retirement account or an individual
retirement annuity to his spouse or former
spouse under a divorce or separation instrument described in subparagraph (A) of section 71(b)(2) is not to be considered a taxable

transfer made by such individual notwithstanding any other provision of this subtitle,
and such interest at the time of the transfer is
to be treated as an individual retirement account of such spouse, and not of such individual. Thereafter such account or annuity
for purposes of this subtitle is to be treated as
PDLQWDLQHGIRUWKHEHQHÀWRIVXFKVSRXVH19
Broken down again for those of us who are not
ÁXHQW LQ WKH ,QWHUQDO 5HYHQXH &RGH·V FRPSOH[ ODQguage, this provision states that, pursuant to divorce,
DWUDQVIHURIIXQGVIURPDQ,5$WRDQRWKHUUHWLUHPHQW
savings vehicle is not taxed. Once the transfer is
FRPSOHWHGWKHIXQGVDUHWUHDWHGDVDQ,5$IRUWKHUHFLSLHQWVSRXVHIRUWKHEHQHÀWRIWKHUHFLSLHQWVSRXVH
Why then, is there a limitation on the exception cited
DERYH"7KHUHDVRQLVWKDWWUDQVIHUVIURPDQ,5$XQOLNHWUDQVIHUVIURPD N RURWKHU´TXDOLÀHGµSODQ
XQGHU(5,6$DUHQRWVXEMHFWWRWKHUHTXLUHPHQWWKDW
VXFK WUDQVIHU EH SXUVXDQW WR D 4XDOLÀHG 'RPHVWLF
5HODWLRQV2UGHU4XDOLÀHG&RXUW2UGHU XVHGIRUWKH
GLYLVLRQRIPLOLWDU\UHWLUHPHQW 5HWLUHPHQW%HQHÀWV
Court Order (used for the division of government
Thrift Savings Plans), or other similar court order.
 ,QIDFWLQWKHFDVHRI,5$VPRVWFRPSDQLHVZLOO
DFFHSWDVLJQHGOHWWHUIURPERWKSDUWLHVFRQÀUPLQJWKH
transfer (along with copies of the Final Order of Divorce, Marital Settlement Agreement and any other
related documents or orders). Some companies, such
as Fidelity and John Hancock, even have forms they
DOORZSDUWLHVWRÀOORXWLQRUGHUWRHIIHFWXDWHWKHWUDQVfer without the need for any further formalities.
Be careful though; just because the transfer from
one spouse to the other is tax and penalty free does
not mean that you can withdraw those funds free and
clear. Here, it is important to note that there is a difference between a transfer and a withdrawal. A transfer
is the transition of retirement funds from one retirement vehicle to another. A withdrawal is the cashing
out of those funds. Unlike with transfers, withdrawing the funds, even upon divorce, would be subject
to taxes and the 10% penalty. That is, of course, unless the withdrawal is subject to one of the exceptions
GLVFXVVHGDERYH RUWKRVHRWKHUVOLVWHGLQWKH,QWHUQDO
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5HYHQXH&RGH 
 :KDW LW ERLOV GRZQ WR LV WKLV MXVW EHFDXVH \RX
have a certain balance in your retirement account does
not mean all that money is yours. Not only are you
on the hook for taxes (unless you paid those up front),
EXWXQOHVV\RXIDOOZLWKLQDVSHFLÀFDOO\LWHPL]HGH[FHSWLRQ\RXZLOOSD\DVLJQLÀFDQWSHQDOW\LI\RXGHcide to withdraw any of those funds prior to turning
59 ½. Although all funds will be maintained and will
not be taxed upon a transfer to a spouse or former
spouse pursuant to divorce, that does not mean that eiWKHUSDUW\FDQZLWKGUDZWKHIXQGVSHQDOW\IUHH,I\RX
do need (or want) to withdraw from your retirement
assets, be sure to discuss the potential impact with a
WD[SURIHVVLRQDODQGÀQDQFLDOSODQQHU:HZRXOGQRW
want you to give Uncle Sam any more money than
you have to. Y
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