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Distributions from qualified plans, 403(b) annuities, SIMPLE plans and all IRAs may be 

subject to a 10% penalty tax if made prior to the participant reaching age 59½.  The 

penalty tax is waived if the distribution is rolled over (to an eligible recipient plan) or if 

the participant is totally disabled or dies.

1

  Since premature withdrawals are generally also 

subject to ordinary income tax, this additional penalty could make the total tax very 

burdensome.

 

 

There are several possible exceptions to this penalty rule.

 

·

 

For qualified employer plans, 403(b) annuities and SIMPLE 401(k) plans, for 

distributions to participants who have separated from employment

2

 after age 55.

 

·

 

When distributions are for deductible medical expenses or pursuant to a qualified 

domestic relations order, e.g., a divorce decree.

 

·

 

In certain situations, premature distributions from IRAs to pay health insurance 

premiums for unemployed individuals may also avoid the penalty tax.

 

·

 

For IRAs there are two other exceptions.

 

§

 

If the distribution is used to pay qualified education expenses for the individual, 

spouse, child or grandchild, then the penalty tax is not assessed.  This applies to 

expenses paid after 1997 for education (including graduate level) furnished in

 

academic periods beginning after 1997.

 

§

 

For a first time homebuyer, there is a lifetime exemption of $10,000 from the 

penalty tax.  The purchaser of the home may be the individual, spouse, child or 

grandchild.  A first time homebuyer is someone, or his or her spouse, who had no 

ownership in a principal residence during the preceding two years prior to the 

purchase of the new home.

 

·

 

One other exception, which is available to any qualified plan, SIMPLE, TSA 

(403(b) annuity) or IRA participant, is the substantially

-

equal

-

payments exception.
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 Distributions before age 59½ from SIMPLE IRA plans made within the first two years of participation are subject to a 

25% penalty, rather than a 10% penalty, subject to the exceptions discussed above.  If a premature distribution from a 

SIMPLE IRA is made after two years of participation, the 10% penalty applies, subject to the exceptions.  See IRC 

Sec. 

72(t)(6).
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 For the owner of a small business, it can be very difficult to separate from employment. 
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(Continued)

 

 

 

Substantially

-

Equal Payments

 

 

This exception applies when the distribution is part of a scheduled series of substantially

-

equal payments for the life expectancy of the participant (and when elected, his or her 

named beneficiary, e.g., spouse, child, etc.).  The IRS approves of three different methods 

of calculating the distribution.  See IRS notice 89

-

25 and 1989

-

1 CB 662 Q and A 12.

 

·

 

Single or joint life expectancy: 

Payments can be spread over the number of years 

set forth in Table V (for single persons) or Table VI (for joint recipients) found in 

Treasury Reg. Sec. 1.72

-

9.  This will provide the lowest payment in early years, 

because a 0% interest factor is used.

 

·

 

Amortization method: 

The payment under this method would be similar to the 

annual amount required to pay off a loan (equal to the amount in the plan) at a 

reasonable interest rate over the number of years of life expectancy; for example, 

33.1 years for a person aged 50.

 

·

 

Annuity method: 

Under this method, an annuity factor must be determined from a 

reasonable mortality table at an interest rate which is then reasonable for the age of 

the recipient of the distribution.  The amount in the plan is then divided by this 

factor to arrive at the amount of the distribution.

 

 

Comparing the Three Methods

 

 

Assumptions:

 

Amount in the plan or IRA: $100,000

 

Age of participant: 50

 

Table V life expectancy: 33.1 years

 

Reasonable interest rate: 8%

 

 

Method

 

Annual Withdrawal

 

1.

 

Single life expectancy

 

[$100,000 / 33.10]

1

 

$3,021

 

2.

 

Amortization method

2

 

$8,679

 

3.

 

Annuity method

2

 

[$100,000 / 11.109]

 

$9,002
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 Assumes a 0% discount rate.
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 Methods 2 and 3 are mathematically identical.  Method 2 uses a life expectancy of 33.1 years, taken from Table V.  

Method 3 uses a life expectancy of 28.53 years, taken from the UP

-

1984 Mortality Table (Unisex).  See Q. 12 of IRS 

Notice 89

-

25 and 1989

-

1 CB 662. 


