Mortgage Relief Government Style
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ABSTRACT

A recent Tax Court Summary Opinion (not citable as precedent)—Michael and Karin Tilley v. Comm.—involves a near perfect storm of poor planning, silly negligence, and bad luck.  Failing to payoff a $31,177 plan loan, to rollover $76,850, and to report the $108,027 from Form 1099R, all due to a job termination, resulted in income tax of $25,579, early withdrawal penalties of $10,803 (estimate), and accuracy related penalties of $3,556—totaling nearly $40,000—a seemingly very harsh result.  This analysis reviews each of the court’s findings and how they can be integrated into tax research and policy course materials. 

Introduction and Overview

Karin Tilley terminated employment with American City Business Journals, Inc. at a time when she owed $31,777 on a loan from her §401(k) account.  Since she did not pay the loan within the allowable 90 days, the loan balance was deemed to have been distributed at the end of that period.  The remaining balance was $76,850.  Since the taxpayer did not direct the plan sponsor to roll over the balance, the sponsor distributed the balance after withholding of $15,370—a net check of $61,480.  When she failed to rollover the $76,850 within 60 days that amount became taxable as a distribution.  The total taxable distribution ended up being $108,027.  The resulting tax, early withdrawal penalties, and accuracy related penalties cumulatively reached seemingly implausible levels.  This analysis separately considers the tax, the penalties, and the applicable policies at play.

Estimated Effects of Deemed Distribution and Failed Rollover         

	Deemed Distribution from Loan
	31,177

	Early Withdrawal
	76,850

	Includable in Gross Income
	108,027

	Estimated Income Tax Rate*
	28%

	Estimated Regular Tax
	30,248

	Additional 10% Tax
	10,803

	Total Tax Due
	41,051

	20% Underpayment Penalty*
	8,210

	Total Amount Due
	49,261


*
The Summary Decision does not provide adequate information to calculate the exact figures.  The authors have used a conservative estimate of the marginal tax rate and assumed that no other taxes were withheld to reduce the underpayment penalty.  This is almost certainly not the case.

It is clear that the appeal to the Tax Court was an ill advised (the taxpayers were without counsel) final plea for mercy—to reduce penalties and have the distributions treated as received in two years, rather than all in one year, to avoid the effects of progressive tax rates.  The Tax Court applied the law literally, as they must do, and were unwilling to apply unwarranted leniency.  However, what lessons can be derived from the Tilley’s misfortune and negligence. 

Tax deferral

The traditional retirement account—including the traditional IRA and §401(k) arrangement—is a tax deferral.  Therefore, a current exclusion or deduction upon contribution is accompanied by ordinary income treatment at the time distribution.  This ordinary income, as we see in the case at hand is recognized whether the distribution is a cash or a deemed distribution.  In fact, the distributions are ordinary even if received by an heir or an estate (income in respect).  Any perceived hardship is simply unfounded, as the terms are known at the time of funding.

deemed distribution of loan balance

The taxpayers in the present case either were unable to pay-off their loan or chose not to do so.  Once they defaulted, the amount needed to satisfy the loan was deemed distributed.  This amount was, therefore treated as ordinary income.  In analyzing the situation, it is easy to surmise that the taxpayers should have undertaken herculean efforts to pay the loan.  Nevertheless, could they?  In current credit environment, it is easy to imagine that the money, in many instances, simply was not available.  Taxpayers who contemplate participant loans must be certain that they will be able to make arrangements to satisfy the loans when due.

Sixty-day rule with no hardship exception

In order to avoid the inclusion of distributions from a §401(k) account in gross income, the distribution can be rolled over within sixty days of receipt [1].  However, the IRS is granted the authority to waive the 60-day requirement where “the failure to waive such requirement would be against equity or good conscience, including casualty, disaster, or other events beyond the reasonable control of the individual [2].”  Revenue Procedure 2003-16 [3] provides guidance to taxpayers on the process by which to request a hardship exception to the 60-day rollover requirement.  Using Congressional Committee reports, the IRS indicates situations that may justify the hardship exception include the use of the amount distributed (for example, was the check ever cashed), the time elapsed since the distribution, an error committed by a financial institution, or cases where the inability to complete the rollover was due to death, disability, hospitalization, incarceration, restrictions imposed by a foreign jurisdiction or postal error.  Additional relief may be granted in the event of military service in a combat zone, terroristic or military action, or in the case of a presidentially declared disaster.

In the case of a financial institution error, if all other rollover procedures were followed, an automatic approval is granted if the rollover would have been valid and the funds are deposited within one year.  Thus direct trustee-to-trustee rollovers offer the safest procedure since the taxpayer would likely qualify for an automatic hardship exception approval.  

The service has issued a number of private letter rulings granting hardship exceptions.  For example, a number of exemptions have been granted where the distributee was found to be unable to make reasonable decisions due to mental illness, Alzheimer’s disease, or mental impairment.  Another common approval of exemptions relates to financial institutions failure to follow instruction as to the rollover (e.g., placed in funds in a typical savings or brokerage account).  A taxpayer was denied a hardship exemption in a case where the funds were withdrawn by the taxpayer to buy a new home.  The taxpayer intended to use a home equity line of credit to redeposit the funds within the 60-day window; however, due to a hurricane, the bank was unable to process the loan until after the 60 days.  The IRS concluded that using rollover distributions as a short-term loan was not consistent with Congressional intent. [4]
Ten-percent penalty with no hardship exception

Under §72(t), early withdrawals from a qualified retirement plan, such as a §401(k) plan, are subject to an additional 10% tax.  Unlike §402, §72 contains no hardship-type exemptions from the 10% tax.  Instead, §72(t) contains a number of statutory exemptions from the additional 10% tax, such as distributions due to: a death beneficiary; disability; medical expenses; a QDRO; health insurance premiums for unemployed; higher education expenses, etc.  The exemptions have appeared in §72(t) over time and thus use of one of these exemptions for a prior distribution requires a careful reading of the code history.

The statutory language of §72(t) lacks the granting of any exemption power to the IRS and the courts and both parties have been wont to exercise any such power as a result.  In three such court cases, in all instances, the courts, citing U.S. v. Wells Fargo [5] have held that “exemptions from taxation are not implied; they must be ambiguously proved.”  In Panos, [6] the taxpayer became caught in the transitional rules just subsequent to the enactment of §72(t).  The court stated, “We sympathize with the petitioner’s plight.  However, we are not a court of equality, and we cannot extend the time period Congress explicitly set forth in the transitional rules as an exception to section 72(t).”  In Shimota [7] and Boulden [7], the court also failed to provide any taxpayer relief for an exemption from the 10% additional tax for any reasons other than those enumerated with §72(t).  Thus, it would appear that unless the early withdrawal meets one of the statutory exemptions under §72(t), only by a grant of relief under 402(c)(3) would a taxpayer escape the additional 10% tax.

Possible learning outcomes

Tax professionals must learn to respect due dates and deadlines and appreciate their professional responsibility and potential liability.  They must also consider these in their own tax compliance.  A set of questions regarding the compliance requirements will be developed.  A second set of questions will investigate the fairness aspect.  Students will be asked to evaluate the fairness of each aspect of the case, including penalties, and then consider the overall fairness.  They will be directed to the Tax Court’s statement to the effect that the court considered neither fairness nor conscience in their deliberations.
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