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CHARGING FEES
FOR RECHAR-
ACTERIZATIONS

Some IRA custodians and
trustees, because of the labor
intensiveness and the substantial
paperwork required, are starting
to wonder if they should charge
a fee to perform a recharacteriza-
tion. Some IRA
custodians/trustees may even be
thinking—if we set our fee suffi-
ciently high, then no one will do
a recharacterization and then we
don’t have to deal with them.

This is a “be careful” and
“wait for additional gidance
from the IRS” situation. Why?

You may ask, “Many IRA cus-
todians have transfer fees, and
wouldn’t recharacterization fees
be very similar?”

Our answer is “no.” A rechar-
acterization is fundamentally dif-
ferent from a transfer. Whether
or not an IRA accountholder has
the right to transfer his or her
IRA funds is a contractual right.
Therefore it is clearly permissi-
ble to charge fees to assist with a
transfer. In contrast, the Internal
Revenue Code (i.e. the law) cre-
ates the legal right for each IRA
accountholder to recharacterize
his or her contribution(s).

As you know, recharacteriza-
tions are relatively new. The IRS
has not had much time to devel-
op policies and procedures
except as set forth in Regulation
1.408A. I don’t believe the IRS
has yet been presented with or
discussed to any extent whether

or not it is permissible to charge
a fee for a recharacterization.

We don’t believe the IRS will
allow an IRA custodian/trustee to
write an IRA plan agreement to
take away from an IRA accoun-
tholder the right to have a rechar-
acterization or to impose an
unreasonably high fee. In fact, if
forced to rule on this issue, the
IRS might rule that any fee for a
recharacterization would be
impermissible.

Until the IRS says more on this
subject, the most conservation
approach would be to not charge
fees for recharacterizations. But
this is probably more conserva-
tive than an IRA custodian or
trustee needs to be. The IRS most
likely would find a reasonable
fee acceptable.

The legal approach to fees as
adopted by the majority of IRA
custodians/trustees appears to
be—any fee is permissible as
long as the accountholder has
agreed to such fee (either at
establishment or by consenting to
a proposed amended fee sched-
ule) and as long as the fee is rea-
sonable. The reasonable require-
ment arises from the belief that
there may be some fiduciary lim-
its to fees. That is, they must be
reasonable or there may be a vio-
lation of a fiduciary duty owed to
the accountholder.

You will want to continue to
monitor this issue. 

FIRST-TIME 
HOME BUYER,
CODE 1 OR
CODE 2? 

It is the time of year when tax
preparers and IRA accounthold-
ers are asking IRA personnel to
correct the Form 1099-R they
received in January because they
believe you should have used a
“2” rather than a “1” in box 7 of
the Form 1099-R.

Most often such a correction
need not be made by the IRA
custodian/trustee because the
IRA accountholder and the tax
preparer have an incorrect under-
standing of the purposes of the
Form 1099-R and the related
Form 5329. Too many times they
do not understand how and when
the Form 5329 is completed to
claim exemption from the 10%
additional tax. One factor that
leads to many misunderstandings
is that the Form 1099-R and the
Form 5329 are NOT just used to
report distributions from IRAs;
they are also used to report distri-
butions from pension plans and
annuities other than IRAs. This

Continued on page 2
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applies. Therefore, use Code 1.
However, if an early distribution
is made from a qualified retire-
ment plan because of an IRS
levy under section 6331, use
Code 2.

Note the IRS does not mention
the first-time home buyer excep-
tion though it does mention the
medical and qualified higher
education expense exception.
The reason most likely is—the
financial institution serving as a
persons’ IRA custodian or trustee
MAY also be the financial insti-
tution serving as the mortgage
lender or originator for this per-
son’s loan. Because a determina-
tion would still need to be made
that the home purchase would
qualify as a first time home pur-
chase, a financial institution will
be supported if it decides to use
Code 1 to report the distribution
even if the customer tells you he
or she is using it for a first-time
home purchase. In this situation,
as discussed below, we suggest
you inform your customer how
he or she will need to complete
his or her tax return to claim the
first-time home buyer exception.
You may do so by making copies
of this article.

The IRS instructions for Code
2 are:

Code 2 is to be used for “Early
distribution, an exception
applies (as defined in section 72
(q), (t) or (v)). Use Code 2 if the
employee/taxpayer has not
reached age 59 1/2 to indicate
that an exception under section
72 (q), (t) or (v) applies.
However instead of Code 2, use
Code 3 or 4, whichever applies,
for an early distribution due to
disability or death. Also use
Code 2 for a Roth conversion
(an IRA converted to a Roth
IRA) or reconversion if the par-
ticipant is under 59 1/2 and for
an early distribution made from
a qualified retirement plan be-
cause of an IRS levy under sec-
tion 6331.

When is Code 2 used by an IRA
Custodian?

An IRA custodian should limit
its use of Code 2 to when it
knows the IRA accountholder has
established a substantially equal
periodic payment distribution
schedule, when it knows the IRA
accountholder has converted
funds from a traditional IRA to a
Roth IRA, and when the distribu-
tion has occurred because of an
IRS levy.

Purpose of Form 5329
The Form 5329 is titled,

“Additional Taxes Attributable to
IRAs, Other Qualified Retirement
Plans, Annuities, Modified
Endowment Contracts and
MSAs.” Form 5329 generally
must be completed by a taxpay-
er/IRA accountholder to set forth
the additional taxes which he or
she owes as follows: (1) 10% (or
25%) tax for not being 59 1/2; (2)
50% tax for not complying with
the required distribution rules; (3)
the 6% excise tax for excess con-
tributions; and (4) 10% tax for
certain withdrawals from an
Education IRA.

When Is Form 5329 Required to
Be Filed?

An IRA accountholder must
file a Form 5329 for a tax year if
any of the following apply:

(1) He or she did not receive a
minimum required  distribution
(RMD). Note that there is no
minimum amount specified. The
Form 5329 is required to be filed
no matter how small the missed
RMD was.

(2) He or she received a distri-
bution which is subject to the
additional tax, but the Form
1099-R was prepared incorrectly
because it did not have a Code 1
in box 7.

(3) He or she meets an excep-
tion to the 10% additional tax,
but an exception is not listed in
box 7. The fact that such a code

is not listed in box 7 does not
necessarily mean the IRA custo-
dian made an error. The IRA
custodian may have made an
error or the custodian may not
have had sufficient information
to know whether the accoun-
tholder met the exception’s
requirements. For example, it
would be extremely rare for an
IRA custodian to know if a tax-
payer met the requirements for
the medical expense exception or
the payment of health insurance
premiums.

(4) He or she received distrib-
utions from his or her education
IRAs in excess of his or her
qualified higher education
expenses.

(5) He or she made an excess
contribution to a traditional IRA,
Roth IRA, Educa-tion IRA or to
an MSA for the current year, or
an excess from a prior year still
exists.

Note that the requirement to
file the Form 5329 is not depen-
dent upon filing the standard
Form 1040, 1040A, etc. In the
above four situations, an IRA
accountholder must file the Form
5329 regardless of having to oth-
erwise file a tax return. The IRA
accountholder does so by com-
pleting it and filing it with the
IRS at the time and place he or
she would have been required to
file the Form 1040. The accoun-
tholder must be sure to include
his or her address on page 1 and
sign and date the form on page 2.
If the accountholder has realized
the return should have been filed
for a prior year, he or she must
use the Form 5329 for that year
(e.g. the 1998 Form 5329). An
accountholder is not required to
file a Form 1040X (Amended
U.S. Individual Income Tax
Return) if there are no other
changes to the tax return other

article is devoted to discussing
the IRA issues.

The Form 1099-R
The Form 1099-R is the form

used by an IRA custodian to
inform the IRS and the accoun-
tholder that there has been a
reportable distribution from an
IRA. Because of the nature of
IRA law (traditional, Roth and
Education), the IRA custodian
does not tell the IRS in most sit-
uations to what degree this dis-
tribution is taxable. The reason
is that the IRA custodian does
not have sufficient information.
The accountholder (or his or her
tax preparer) will need to indi-
cate the proper tax effect of this
distribution.

The IRA custodian or trustee
generally faces this same lack of
knowledge when it comes to
determining if the IRA accoun-
tholder qualifies for one of the
many exceptions of Code section
72 so that the 10% (or 25% in
the case of some SIMPLE-IRA
distributions) will not apply.
Thus, an IRA custodian will nor-
mally be able to code most pre-
59 1/2 distributions as a “1.”

The purpose of the Code 1 is
to inform the IRS and the recipi-
ent that most likely the 10%
additional tax of Code section 72
is owed on a particular distribu-
tion(s).

The IRS instructions for Code
1 are:

Code 1 is to be used for “Early
distribution, no known excep-
tion.” Use Code 1 only if the
employee/taxpayer has NOT
reached age 59 1/2, and if none
of the other exceptions under
section 72 (q), (t) or (v) are
known to apply. For example, if a
distribution is made for medical
or qualified higher education
expenses, you probably do not
know if any medical or qualified
higher education expense
exception under section 72(t) Continued on page 3

First-Time Home Buyer,
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than paying one or more addi-
tional taxes.

When Is Form 5329 NOT
Required to Be Filed?

Even if an accountholder
owes the 10% additional tax for
an early distribution, the accoun-
tholder is not required to file
Form 5329 if the distribution
Code 1 is correctly shown in
box 7 of the Form 1099-R.
Instead, the accountholder multi-
plies the taxable amount of the
distribution by 10% and enters
the result on line 53. The taxable
amount of the distribution is the
part of the distribution to be
reported on line 15b or line 16b
of Form 1040 or on Form 4972.
Also, the accountholder is to put
“No” next to line 53 to indicate
that he or she is not required to

file the Form 5329.

The Top Portion and Part I of
Form 5329 Reads as above.
Purpose of Part I and

Instructions to Complete
For the most part, the instruc-

tions are self-evident. The form
is to be used to calculate the
10% (or 25%) tax due because
an early distribution has been
received. 

However, the form is also used
to tell the IRS why the 10% tax
is not due even though it is an
early distribution.

The accountholder uses Part I
to indicate four things: (1) the
total of his or her early distribu-
tions; (2) the amount of such
early distributions which are not
subject to the additional tax; (3)
the amount of such early distrib-
utions which are subject to the
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additional tax; and (4) the tax
owing.

Note for line 2, the IRA
accountholder must furnish an
appropriate exception code as to
why the 10% tax is not owing.
The IRS has furnished the fol-
lowing exception codes. The
only way the IRS verifies
whether the accountholder is
correct will be if the IRS audits
that accountholder. The excep-
tions:

No. Exception

01 Distribution due to separation
from service after reaching age
55 (applies only to qualified
employee plans).

02 Distribution made as part of a
series of substantially equal
periodic payments (made at
least annually) for your life (or
life expectancy) or the joint
lives (or joint life expectancies)
of you and your designated
beneficiary (if from a qualified
employee plan, payments must

begin after separation from ser-
vice).

03 Distribution due to total and per-
manent disability.

04 Distribution due to death (does
not apply to modified endow-
ment contracts).

05 Distribution to the extent you
have deductible medical
expenses that can be claimed
on line 4 of Schedule A (Form
1040) (does not apply to annuity
or modified endowment con-
tracts).

06 Distributions made to an alter-
nate payee under a qualified
domestic relations order
(applies only to qualified
employee plans).

07 Distributions made to unem-
ployed individuals for health
insurance premiums (applies
only to IRAs).

08 Distributions made for higher
education expenses (applies
only to IRAs).

09 Distributions made for purchase

First-Time Home Buyer,
Continued from page 2

Continued on page 4
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regulation) created three new
types of IRA transfers for tradi-
tional and Roth IRAs. Transfers
with respect to SIMPLE-IRAs
and Education IRAs are not cov-
ered in this article.

Type #1: A transfer from a
Roth IRA to another Roth IRA.

Type #2: A transfer can now
be used to accomplish a conver-
sion contribution from a tradi-
tional IRA.

Type #3: A transfer can also
be used to recharacterize a con-
tribution to a traditional or Roth
IRA into a contribution to the
opposite type of IRA. That is,
one changes the type of contri-
bution (traditional to Roth or
Roth to traditional) by affecting
a recharacterization. Three types
of contributions are eligible to
be recharacterized: an annual
contribution, a rollover contribu-
tion, and a conversion contribu-
tion. As with a conversion con-
tribution, a recharacterized con-
tribution can be done with the
same custodian handling both
transactions (the deemed distrib-
ution and the deemed contribu-
tion) or it can be done with dif-
ferent IRA custodians. For

example, on 2-3-99 Josie
Hill contributed $2,000

to her Roth IRA with
IRA custodian #1. On

3-1-00 she decides to
recharacterize this

contribution to
be a traditional IRA
contribution with IRA

custodian #2. As has been illus-
trated in numerous newsletter
articles, there is much paperwork
to be done by both the IRA cus-
todian or custodians and the
accountholder—instruct to
recharacterize, prepare a Form
8606, and attach a written expla-
nation to the IRS to be attached
to one’s tax return. An accoun-
tholder will normally find he or
she benefits by recharacterizing
versus withdrawing an excess
contribution and then making a
contribution to the other type of
IRA, because the earnings are
allowed to be recharacterized as
well as the original contribution.

As much as we believe the
IRS’ decision to allow
“reportable” transfers was
unwise, the IRS has changed the
rules. We now believe it is time
to change existing administrative
approaches to acknowledge that
transfers may be made with
respect to conversion contribu-
tions and recharacterization con-
tributions. Why? People are defi-
nitely starting to transfer funds
from their traditional IRA funds
at Custodian #1 to a Roth IRA at
Custodian #2 or vice versa.

We have set forth two admin-
istrative forms you may consider
using: (1) Instruction &
Authorization to Transfer
Traditional IRA Funds to a Roth
IRA; (2) Notice of
Recharacterization of IRA
Contribution. 

of a first home, up to $10,000
(applies only to IRAs).

10 Distributions due to an IRS levy
of the qualified plan.

11 Other (see instructions below).

Note that Code 11 is used for
“other.” This is primarily used to
inform the IRS that the Form
1099-R was issued in error
because the accountholder was
over 59 1/2 at the time of the
distribution.

Conclusion. Many times
accountants and tax preparers
believe an IRA custodian should
have used a code 2 rather than a
code 1 on the Form 1099-R.
Sometimes they are right (i.e.
the accountholder did a Roth
conversion), and then the IRA
custodian must issue a corrected
Form 1099-R. However, an IRA
custodian need not issue a cor-
rected Form 1099-R just because
the accountant and tax preparer
believe they have met the med-
ical expense exception, the pay-
ment of health insurance premi-
ums, the qualified higher educa-
tion expense exception or the
first time home-buyer exception.
When such exceptions apply, it
is the job of the tax preparer and
the accountholder/taxpayer to
complete and file the Form
5329. 

First-Time Home Buyer,
Continued from page 3 TRANSFERS—WE MAY ALL LONG FOR THE GOOD OLD

DAYS, BUT NEW RULES MUST BE ACKNOWLEDGED
Until January 1, 1998, the

rules for an IRA transfer were
simple. The IRS’ longstanding
administrative rule was that a
transfer was not reportable on
the forms 1099-R and 5498
because the funds had moved
from one IRA (or plan) to the
same type of IRA (or plan) and
thus were not considered
received by the accountholder
for federal income tax purposes.
The preferred administrative
approach was to use an IRA
transfer form which was execut-
ed by three parties: the IRA cus-
todian which was to remit the
funds, the IRA custodian which
was to receive the funds, and the
IRA accountholder’s authoriza-
tion.

Rules have changed. There is
no longer just one type of IRA
transfer—the traditional IRA-to-
traditional IRA. The enactment
of the Roth IRA laws, effective
January 1, 1998, changed every-
thing because such laws (and
subsequent IRS rules made via

Forms on Pages 5 & 6
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FMV FOR 
IN-KIND
DISTRIBUTIONS
AND COST BASIS 

It is quite common for a self-
directed or trustee IRA to dis-
tribute an in-kind asset to the
IRA accountholder. For exam-
ple, an IRA accountholder’s IRA
holds 1,000 shares of Microsoft
stock, and her RMD for 2000 is
$4,000. If the stock has a value
of $80 per share, then the IRA
trustee may distribute 50 shares
to the IRA accountholder. 

What value does an IRA custo-
dian or trustee use as the distri-
bution value (for Form 1099-R
purposes) for an in-kind distribu-
tion?

You use the fair market value
of the asset as of the time of the
distribution. Special rules apply
if the property being distributed
is employer stock. These special
employer stock rules are not dis-
cussed in this article because an
IRA never holds employer stock,
as that term is defined in the
Internal Revenue Code.

Regulation 1.402(a)-1(a)(1) (iii)
is set forth below:

(iii) Except as provided in para-
graph (b) of this section, a distri-
bution of property by a trust
described in section 401(a) and
exempt under section 501(a)
shall be taken into account by
the distributee at its fair market
value. [Amended March 27,
1964, by T.D. 6717.]

This regulation should apply
to IRAs just as well as to quali-
fied plans. Note that it is the fair
market value as of the exact
time of day of the distribution
and not as of the day of distribu-
tion (since stock or other assets
may change value hourly or
even more frequently). One must
do the best job one can to deter-
mine this value.

Once the asset is distributed,
then what value is used as the
recipient’s basis so that future
capital gains or losses may be
determined?

The general rule is, you use
the fair market value of the dis-
tributed assets as of the time of
distribution. Special rules apply
if the property being distributed
is employer stock. The general
rule applies to all property other
than employer stock.

What “authority” exists for
using the fair market value as of
the time of distribution for both
taxation purposes and for subse-
quent basis determinations?

The standard capital gain rules
of the Internal Revenue Code
have little application to IRAs

and pension plans and to distrib-
utions from IRAs and pension
plans. This is true for at least
two reasons.

First, IRAs and qualified pen-
sion plan trusts have been given
the special tax treatment of not
being required to pay income
taxes on the earnings of the trust
as long as it is “qualified.” It
does not matter if an IRA makes
ordinary income, short term cap-
ital gains or long term capital
gains, because tax is not paid on
any of the income, let alone a
different rate for different types
of income (i.e. lower rate for
capital gains).

Second, the recipient of a dis-
tribution from a traditional IRA
will generally have to include
the entire amount distributed in
his or her income. The amount
being distributed is not charac-
terized for any purpose as being
contributions or earnings. Since
January 1, 1987, the concept of
basis has applied to traditional
IRAs. Basis exists to the extent
that a person has made nonde-
ductible contributions and has
not had those nondeductible
contributions returned to him or
her. Under section 72, a special
pro rata rule applies to deter-
mine the taxable and non-tax-
able portions (i.e. return of
basis) of a distribution.

A brief summary of the law fol-
lows:

The primary tax rule for IRA
distributions is found in Code

section 408(d)(1), “In general. –

Except as otherwise provided in this

subsection, any amount paid or dis-

tributed out of an individual retirement

plan shall be included in the gross

income by the payee or distributee,

as the case may be, in the manner

provided under section 72.”

The rule of Code section
408(d)(1) was written to follow
the rule which had been written
earlier in Code section 401(a)(1)
for distributions from qualified
plans. It reads, “Taxability of

Beneficiary of Exempt Trust. – Except

as otherwise provided in this section,

any amount actually distributed to

any distributee by an employee’s trust

described in section 401(a) which is

exempt from tax under section 501(a)

shall be taxable to the distributee, in

the taxable year of the distributee in

which distributed, under section 72

(relating to annuities).“

Code section 1012 provides the
general rule for determining basis
of property—the basis will be the
cost of such property. It is logical
that the fair market value of the
property distributed is considered
to be the equivalent of the cost so
that it becomes the basis of the
property for future calculations. 
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IS IT PERMISSIBLE FOR A CHILD TO ESTABLISH AND FUND A
ROTH IRA OR TO HAVE A ROTH IRA ESTABLISHED FOR
THEM?

Yes. Proper documentation should be used so that one can substanti-
ate that the child had the qualifying compensation.

IF A PERSON WHO QUALIFIES TO CONVERT HER TRADI-
TIONAL IRA HAS $40,000 IN SUCH IRA, IS THERE ANY TAX
RULE WHICH PREVENTS HER (IT IS ASSUMED SHE QUALI-
FIES TO DO THE CONVERSION) FROM CONVERTING
$12,000 IN 2000, $13,000 IN 2001 AND $15,000 IN 2002?

No. A person may convert any portion of his or her traditional IRA.
There is no minimum or maximum amount which may be converted.

IS IT POSSIBLE TO USE A ROTH IRA TO ACCUMULATE
FUNDS TO BE USED FOR A FIRST-TIME HOME PURCHASES? 

Yes. See the separate article in this newsletter discussing the various
tax attributes.

IS IT POSSIBLE TO USE A ROTH IRA TO ACCUMULATE
FUNDS TO BE USED TO PAY QUALIFYING EDUCATION
EXPENSES?

Yes, but a portion of such distributions from a Roth IRA will be
includible in income. Remember that distributions from a Roth IRA
come out in the following order: (1) annual contributions; (2) conver-
sions contributions; and (3) the income.

The annual contributions and the conversion contributions have
already been taxed so they are not included in income. They certain-
ly may be withdrawn and are a source to pay education expenses.

The income will not be taxable when the five-year holding require-
ment has been met and the distribution is on account of being age 59
1/2 or older, the disability of the accountholder, the use of the funds
for a first-time home purchase or the death of the accountholder.
Thus, withdrawing the income from a Roth IRA to pay education
expenses will need to be included in income unless the accountholder
is over 59 1/2 or disabled. However, the 10% additional tax will not
be assessed. 

MY SPOUSE IS AN ACTIVE PARTICIPANT IN HIS EMPLOYER’S
401(k) PLAN. DOES THIS MAKE ME INELIGIBLE TO MAKE A
CONTRIBUTION TO A ROTH IRA?

No. Although your spouse being an active participant may affect
how much of your traditional IRA contribution is deductible, your
spouse’s participation in his or her employer’s 401(k) plan has no
such adverse effect.

I AM A PARTICIPANT IN MY EMPLOYER’S 401(k) PLAN. DOES
THIS MAKE ME INELIGIBLE TO MAKE A CONTRIBUTION TO
A ROTH IRA?

No.

IF I WOULD SET UP MY ROTH IRA ON 4-17-00 AND DESIG-
NATE THE CONTRIBUTION FOR TAX YEAR 1999, WHEN IS
THE FIVE-YEAR PERIOD CONSIDERED TO HAVE STARTED
FOR PURPOSES OF DETERMINING IF A DISTRIBUTION
FROM MY ROTH IRA IS A QUALIFIED DISTRIBUTION?

The starting period is January 1, 1999. There is only another 3 3/4
years remaining to satisfy the five-year period requirement.

WILL A CONTRIBUTION OF A NOMINAL AMOUNT SUCH
AS $25 ON 4-17-00 START THE FIVE-YEAR PERIOD RUN-
NING JUST AS WELL AS A CONTRIBUTION OF $2,000?

Yes.

IS IT PERMISSIBLE FOR THOSE INDIVIDUALS WHO CAN NO
LONGER MAKE A CONTRIBUTION TO A TRADITIONAL IRA
BECAUSE THEY ARE 70 1/2 OR OLDER TO MAKE A CONTRI-
BUTION TO A ROTH IRA?

Yes. However, such an individual must have qualifying compensa-
tion and his or her modified adjusted gross income must be less than
$160,000 for married filing jointly, $10,000 for married filing sepa-
rately, and $110,000 for single and head of household filers. 

Qualifying compensation is wages, salaries, tips, professional fees,
bonuses and other amounts received for personal services. It also
includes commissions, self-employment income and taxable alimony
and separate maintenance payments.

QUESTIONS ABOUT ROTH IRASAQ


