IRA Mistakes 2018 TOC.wpd 3/29/18.

IAA IRA MISTAKES
&
HOW TO FIX THEM

March 2018

By: Natalie B. Choate, Esq.
Nutter McClennen & Fish LLP/ Boston, MA
www.ataxplan.com

All rights reserved

SUMMARY CONTENTS
INTRODUCTION: CHUTES AND LADDERS .. ... ... ... . i 7
I MISTAKES YOU CANMAKE WITHANIRA. ... ... ... ... . ... .. . ... 7
I1. THE CHUTES: THE TAX CODE’S PUNISHMENTS .. ..................... 21
III. THE LADDERS: WAYS TO FIX THINGS . ..... ... ... ... . ... . . . ... 33
IV.  THINGS YOU NEED TO KNOW TO APPLY THE PRECEDING PARTS. .. ... 78
APPENDIX A: THE HARDSHIP WAIVER PLRs REPORT ... ..................... 83

Some material in this Seminar Outline is excerpted from the 7" ed. (2011) of the book Life and
Death Planning for Retirement Benefits as well as the forthcoming 8" ed. (Ataxplan Publications)
by Natalie B. Choate. The book is published in a paperback edition (which may be ordered by
calling 800-247-6553, or on line at www.ataxplan.com, for $89.95 plus shipping) and in an
electronic edition by subscription ($9/month, cancel any time; visit
www.retirementbenefitsplanning.com). All rights reserved. The text contains cross references to
portions of the book (indicated by the “9”” symbol) that are not reproduced in this Outline and that
may provide further explanation of topics that are touched on in this Outline.



http://www.ataxplan.com
http://www.retirementbenefitsplanning.com

2

Detailed Table of Contents

INTRODUCTION: CHUTES AND LADDERS . ....... ... ... .. . .. 7
L. MISTAKES YOU CANMAKE WITHANIRA .. ... ... .. ... .. ... .. ... 7
‘®l.1 Attempted Rollover or Roth Conversion of the RMD .. .................... 7
‘®1.2  Other Ineligible Purported Roth Conversions. . ........... ... ... .. ...... 8
‘®1.3 Problems in Recharacterizing a Roth IRA Conversion ..................... 9
A. The Roth converter dies after the conversion. . ..................... 9

B. Transferring the wrong amount. . . ......... ... ... .. ... .. ...... 10

C. Transferring to the wrongplan . . ....... ... ... .. ... ... ... .... 10

D. Using 60-day rollover instead of trustee-to-trustee transfer........... 10

®1.4 Transferring Funds from a Roth IRAtoaNonlRAPlan ................... 11
®1.5 Missing the 60-day Rollover Deadline . .............. ... .. ... ....... 12
2.7.01 Computationofthe 60days ............... ... ... . i, 12

2.7.02 Does the 60-day deadline apply to direct transfers? ... .............. 13

2.7.03 How does the 60-day deadline apply to lost checks? .. .............. 13

2.7.04 Non-hardship exceptions to the 60-day deadline . .................. 14

A. First-time homebuyer .. ........ ... ... ... ... ... ...... 14

B. Disaster-based extensions. .. ............ i, 14

C. Qualified reservist distribution . . .. ....................... 14

‘®1.6 Rolling over the Wrong Asset. . . ... 15
®1.7 IRA-to-IRA Rollovers: One-Per-12-MonthsRule .. ...................... 15
‘®1.8 Nonspouse Beneficiary Rollover Mistakes with Inherited Benefits. .......... 18
A. Attempted 60-day rollover . ....... ... ... ... ... . ... 18

B. Direct transfer to inherited IRA by ineligible beneficiary. . ........... 19

C. “Roth conversion” of inherited [IRA .. ........ ... .. ... ... .. .... 19

D. Direct transfer into beneficiary’sown IRA. . ...................... 19

®1.9 Missing the required minimum distribution (RMD). . ..................... 20
®1.10 Investment Mistakes and Problems. . ............ ... .. .. .. ... .. .. ... 20
A. Direct ownership of “IRA” assets (no custodian). . ................. 21

B. Unrelated Business Taxable Income. .. .......................... 21

IL. THE CHUTES: THE TAX CODE’S PUNISHMENTS ....................... 21
‘®2.1 Failed Roth Conversions. .. ...........o i, 22
‘®2.2 Penalty for Excess IRA Contributions . .......... ... ..., 23
®2.3 Deemed Distributions . . . . ... 24
A. Pledging an IRA as security foraloan .. ............ ... ... .. .... 25

B. Other assignments, pledges, or transfers. . ........................ 25

C. IRA acquires collectible . .. ....... ... ... . . 26

®2.4 Plan Loan Problems . ... ... ... ... . 26
A. Deemed distribution caused by “flunking” § 72(p) ................. 26

B. Plan loan offset distributions .. ... ... ... 27



I11.

3

Who gets the “offset” when participant dies?. .. ........... ... ... ... .. i, 28
‘®2.5 Other “Unintended Distributions™ . .......... ... . .o .. 28
‘®2.6 Punishment for Failure to Distribute the RMD. . ......................... 29
‘®2.7 10 Percent Penalty for Early Distribution [not covered in this Outline]. . . .. ... 30
‘®2.8 Prohibited TransactionwithanIRA . ......... .. ... ... ... .. ... ....... 30
A. The punishment for an IRA prohibited transaction. ................ 31

B. Transactions that are prohibited . .. ............ ... ... ... ... .... 31

C. Who are disqualified persons? ............ .. ... ... ... ... .. ... 32

D. EXemptions . .. ... 32

E. Enforcement of the prohibited transactionrules. ................... 32

F. Recommendations for advisors. . .......... .. ... ... ... 32

THE LADDERS: WAYS TO FIX THINGS . ... ... . ... . .. . .. 33
‘®3.1 IRA Contributions Returned Before Tax Return Due Date . ................ 34
A. Deadline for a corrective IRA distribution . . ...................... 34

B. Income attributable to returned IRA contribution. . ................. 35

C. Nodeductiontaken. ......... ... 35

D. Income tax treatment. . .. ... ... ... 35

E. 10 percent penalty treatment. .. ........... ... . .. 35

F. Effect on six percentpenalty. . .......... ... ... .. ... .. .. .. ... 36

G. Corrective distribution example . .. ............ ... ... .. 36

‘®3.2 Quasi-Corrective Distributions. ... .......... ... ... . i 37
‘®3.3 Excess IRA Contributions, cont.: Late return or “Absorption” .............. 37
A. Income tax effect, withexample. ... ............................ 37

B. Effecton 6% penalty. . ... ... . . 38

C. Absorption of excess IRA contribution; examples.................. 39

D. Fixing excess IRA contribution: Bill example .. ................... 39

‘®3.4 Rollovers: The Miracle Cleanup Machine .............................. 41
A. Inherited plans. . ....... ... ... . 43

B. Required minimum distributions . ........................ 43

C. Series payments. . . ... .o it 43

D. Corrective and deemed distributions ...................... 43

E. Hardship distributions. . .. ........ ... .. .. i 43

F. Once-in-12-months limit on IRA-to-IRA rollovers ........... 43

G. Planloans .. ....... .. 43

H. After-taXx MONCY . .. ..ottt 43

‘®3.5 Hardship Waiver of the 60-day Rollover Deadline. . . ..................... 44
2.7.05 Hardship waivers of 60-day rollover deadline: General . .. ........... 44

A. Background: Law and IRS Pronouncements ................ 44

B. Problems with a Late Rollover Even When Waiver Is Obtained . 44

C. Late Rollover in Year for Which an RMD Would Be Due. . . . .. 45

D. Qualified Airline Employee Rollovers..................... 46

2.7.06 Hardship waiver, method #1: Self-certification .. .................. 46



IVv.

4

A. Requirements for Self-certification, Including 11 Reasons . . . .. 46

B. How the IRS Will Police Self-certification. .. ............... 47

C. Hardships Not Included in the Menuof 11.................. 47

2.7.07 Hardship waiver, method #2: Apply for IRSPLR .................. 48

A. Rev. Proc. 2003-16: Getting your hardship waiver PLR . ... ... 48

B. Husband and Wife Get Single Waiver for Both . ............. 49

C. Evolving and inconsistent IRS standards .. ................. 49

D. Erroneous tax advice. . . ... i 49

E. Waiver denied: Taxpayer’s ownmistake .. ................. 50

F. What “hardship” means to the IRS; “short term loans™ . .. ... .. 50

G. Hardship Waiver Cures SOSEPP Modification? ............. 51

‘®3.6 Recharacterization of an IRA Contribution . .......... .. .. ... ... ....... 52
5.6.01 Recharacterization: Introduction and overview .................... 52

5.6.02 IRA contributions that may be recharacterized (ornot) . ............. 53

5.6.03 How to recharacterize an IRA contribution . ...................... 54

5.6.05 Partial recharacterizations. . .. .. .........o it 55

5.6.08 TCJA bans recharacterization of Roth conversions. . ................ 56

5.6.09 Using § 408A(d)(6) to fix mistakes ............................. 57

‘®3.7 Missing the Recharacterization Deadline: 9100 Relief. ... ................. 59
‘®3.8 Getting out from under the Penalty for Missed RMD. .. ................... 63
A. Nonspouse beneficiary complies with 5-yearrule .................. 63

B. Deemed election by spouse to treat inherited IRA as spouse’s own . ... 63

C. Request waiver of the penalty: RoadMap ........................ 64

D. What constitutes “reasonable error?” ... ... ... ... . oL 66

E. How to “remedy the shortfall” ............ ... ... ... ........... 66

F. Request waiver of the penalty: Example. .. ....................... 67

G. Waiver of the penalty: Ask the “gurus” ......... ... ... ... .. .... 68

®3.9 Undistributing: The Law of the 1099-R . . ...... .. ... ... .. ... .. ..... 69
©3.10 Dealing with a plan overpayment . ............ .. .. .. ... 72
‘®3.11 Procedural matters . . . . ... 74
A. Statute of limitations for IRA “penalties”. . ....................... 74

B. What is the “return” you have to file? ............... ... ... .. ... 74

C. How to avoid the six-yearstatute . . . ............................ 75

D. Taxpayer has burden of proof regarding IRA mistakes .............. 76

®3.12 Suesomebody! .. ... 77
THINGS YOU NEED TO KNOW TO APPLY THE PRECEDING PARTS. .. ... 78
‘®4.1 Recharacterization Deadline: Due Date Including Extensions............... 78
‘®4.2 How to Compute Earnings on Returned or Recharacterized Contributions. . . . . 79
‘®4.3  “Regular Contribution” Versus “Rollover Contribution”. . ................. 81

‘®4.4 “60-day Rollover” Versus “Trustee-to-trustee Transfer” ... ................ 81



5

APPENDIX : THE HARDSHIP WAIVER REPORT. .. ...... ... ... .. ... ....... 83
A. WAIVER REQUESTS BASED ONTHE 11 REASONS .. .............. 83
1. An error was committed by the financial institution receiving the
contribution or making the distribution to which the contribution relates.83
(a) Financial institution error—processing error . . . .. ........... 84
(b) Financial institution error—FI provides erroneous info or advice 86
(c) Financial institution provides NO information/advice . ... ... .. 87
2. The distribution was made in the form of a check which was misplaced
andnevercashed. ......... ... ... ... . 88
3. The distribution was deposited into and remained in an account that
the taxpayer mistakenly thought was an eligible retirement plan. . . . ... 88
4. The taxpayer’s principal residence was severely damaged. .. ......... 88
5. A member of the taxpayer’s family died. . ............... ... ..... 88
6. The taxpayer or a member of the taxpayer’s family was seriously ill. . . . 88
7. The taxpayer was incarcerated .. .......... .. .. .. .. ..., 89
8. Restrictions imposed by a foreigncountry . ....................... &9
9. Postal error . .. ... .o &9
10. The distribution was made on account of an IRS levy under § 6331
and the proceeds of the levy have been returned to the taxpayer . . .. ... 89
11. The party making the distribution delayed providing information
that the receiving plan or IRA required to complete the rollover
despite the taxpayer’s reasonable efforts to obtain the information. . . . . 90
B. WAIVER REQUESTS FOR REASONS NOT ON THE LISTOF 11 . .. .. 90
1. Death of taxpayer . ...t 90
2. Error by a financial advisor not part of a “financial institution™. . . .. ... 90
3. Taxpayer did not know distribution occurred: Fraud cases ........... 92
4. Taxpayer did not know distribution occurred: Lack of mental capacity. . 94
5. Emotional distress/family turmoil. . . ......... ... ... ... ... ..... 94
6. Rollover deadline occurred on weekend/holiday .. ................. 94
7. Taxpayer’s mistake; no professional advisor; waiver usually denied. . . . 94
C. FACTORS THAT SUPPORT OR IMPAIR HARDSHIP WAIVER

CLAIM. . 97
1. Taxpayer did or did not spend the money. . ....................... 97
2. How much time has passed since the distribution occurred? . ......... 97
3. Taxpayer’s original intent regarding the distribution . . .............. 97



