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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
SWFT, Judge: The issue for decision is whether petitioner
is |iable under section 72(t) for a 10-percent additional tax on
$15,422 that was distributed early frompetitioner’s retirenent
annui ty accounts.
Unl ess otherwi se indicated, all section references are to

the Internal Revenue Code in effect for the year in issue, and
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all Rule references are to the Tax Court Rules of Practice and

Pr ocedur e.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.

At the tinme the petition was filed, petitioner resided in
Sacranento, California.

From 1984 to 2001, petitioner was enployed as an attorney
w th various section 501(c)(3) organizations, which organi zations
made contributions on petitioner’s behalf to four separate
section 403(b) tax-deferred annuity accounts and to one tax-
deferred sinplified enployee plan/individual retirenment account
( SEP- | RA) .

The enpl oyer contributions nmade to petitioner’s annuity and
SEP-1 RA accounts were nmade with funds which were not included in
petitioner’s taxable incone.

On February 28, 2001, petitioner’s then-current enployer
went out of business, and petitioner was laid off. As a result
of being laid off, in the spring of 2001 petitioner applied for
and recei ved unenpl oynent benefits fromthe State of California.

In June of 2001, petitioner began practicing |aw as a
partner in her own | aw partnership, which partnership struggl ed

financially throughout 2001.
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At various tines in 2001, due to her financial difficulties,
petitioner requested and received $17,422 in early distributions

fromher four annuity and SEP-IRA accounts, as follows:

Annuity and SEP Dat e of Amount of
Account s Di stribution Di stribution
First 06/ 22/ 01 $ 3,000
Second 06/ 22/ 01 6, 000
Third 06/ 22/ 01 5, 000
Fourth 10/ 01/ 01 1,422
SEP- | RA -—/--/01 2,000

Total distributions $17, 422

As of the end of 2001, petitioner had not attained the age
of 59-1/2.

During 2001, petitioner paid a total of $1,809 in
unr ei nbursed nedi cal expenses, and petitioner’s |aw partnership
paid on petitioner’s behalf health insurance premuns in the
amount of $3, 209.

On August 15, 2002, petitioner tinely filed her 2001
i ndi vi dual Federal inconme tax return on which return petitioner
reported the total $17,422 in early distributions petitioner
received during 2001 from her annuity and SEP-1RA accounts as
t axabl e i ncone.

Petitioner, however, on her 2001 individual Federal incone
tax return failed to report, and petitioner failed to pay with

the filing of her return, a section 72(t) 10-percent additi onal
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tax on the $17,422 in early distributions petitioner received
fromher annuity and SEP-1RA accounts.

Al so, on her 2001 tax return petitioner clainmed a section
162(1) ordinary deduction of $1,925, the anount all owabl e under
section 162(1)(1)(B), relating to the $3,209 in health insurance
prem uns paid by petitioner’s |aw partnership on petitioner’s
behal f .

On January 23, 2004, respondent nmailed to petitioner a
notice of deficiency with respect to petitioner’s 2001 i ndi vi dual
Federal inconme tax in which respondent determ ned that petitioner
was |iable for the section 72(t) 10-percent additional tax in the
amount of $1,742 on the total $17,422 in early distributions
petitioner received in 2001 fromher annuity and her SEP-IRA
accounts.

At trial, petitioner stipulated the applicability of the
section 72(t) 10-percent additional tax on the $2,000 early
di stribution fromher SEP-1RA account.

Petitioner disputes the applicability of the section 72(t)
10- percent additional tax only on the $15,422 in early

di stributions petitioner received fromher annuity accounts.

OPI NI ON
Ceneral ly, under the flush | anguage of section 403(b)
anounts contributed to retirenment annuity accounts by tax-exenpt

section 501(c)(3) organi zations on behalf of their enpl oyees are
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not, at the tinme of the contributions, treated as taxable incone
to the enpl oyees.

However, distributions fromthe annuity accounts to the
enpl oyees are treated as taxable incone to the enployees in the
year of the distributions. Sec. 403(b)(1) (flush | anguage);
sec. 72(a).

As indicated, respondent takes the position that the $15, 422
petitioner received fromher annuity accounts prior to petitioner
attaining the age of 59-1/2 is al so subject under section 72(t)
to a 10-percent additional tax.

Petitioner argues that the distributions she received from
her annuity accounts are governed not by section 72(t) but by
section 72(q), under the latter of which no 10-percent penalty or
additional tax would apply to the early distributions petitioner
received.?!

However, as a result of the section 72(t)(1) cross-reference
to section 4974(c), annuity accounts established and funded by
section 501(c)(3) organizations are explicitly covered by section
72(t), and early distributions fromsuch annuity accounts are

generally subject to a 10-percent additional tax. Inits

1 Under the sec. 72(q)(2)(E) cross reference to subsec.
72(e)(5) (D), early distributions fromannuity accounts
established and funded by sec. 501(c)(3) organizations are
excepted fromthe application of the sec. 72(q) 10-percent
penalty provided therein on early distributions. See sec.

72(€) (B) (D) (ii)(I11).
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definition of “qualified retirement plans” (to which section
72(t) literally applies) the referenced section 4974(c) incl udes,
anong ot her things, enployee annuity accounts established by
section 501(c)(3) organi zations.

Excepted fromthe above section 72(t) 10-percent additional
tax on early distributions are certain distributions relating to
medi cal expenses and health insurance prem uns. See sec.
72(t)(2)(B). The section 72(t) 10-percent additional tax wll
not apply to the extent that the early distributions are equal in
anmount to unrei nbursed nedi cal expenses including health
i nsurance prem uns which the enpl oyees who received the
distributions paid during the year and to the extent that the
medi cal expenses including health insurance prem uns woul d be
al | owabl e as tax deductions under section 213. 1d.

The | anguage of section 72(t)(2)(B) provides as
fol |l ows:

Medi cal expenses. Distributions nmade to the enpl oyee

* * * to the extent such distributions do not exceed the

anount al |l owabl e as a deduction under section 213 to the

enpl oyee for anobunts paid during the taxable year for

medi cal care (determ ned wi thout regard to whether the

enpl oyee item zes deductions for such taxable year).

Al t hough in 2001 petitioner’s |aw partnership paid a total
of $3,209 in health insurance prem unms, because petitioner

cl ai med $1, 925 thereof as an ordi nary deduction, under section

162(1) only the $1, 284 bal ance of the health insurance prem uns



- 7 -
woul d have been allowable to petitioner for a tax deduction under
section 213. Sec. 162(1)(3). Therefore, the section 72(t) 10-
percent additional tax on petitioner’s early distributions from
her annuity accounts will not apply to the extent that
petitioner’s $1,809 in nedical expenses and the $1, 284 bal ance in
petitioner’s health insurance prem uns not already deducted under
section 162(1) would potentially be allowable to petitioner as a
deduction under section 213; nanely, to the extent of $3,093.

A further Iimtation however, under section 213 nust al so be
consi dered. Medical expenses and health insurance premuns are
al l owabl e as a deduction fromincone under section 213 only to
the extent that they exceed a floor of 7.5 percent of an
i ndi vidual’s adjusted gross inconme. See sec. 213(a).

Applying to petitioner the above section 213(a) 7.5-percent
floor, petitioner herein is permtted to except only $267 from
application of the section 72(t)(2)(B) 10-percent additional
tax.?2 On brief, respondent already has allowed petitioner to
reduce the anmount of her early annuity account distributions to
whi ch the section 72(t) 10-percent additional tax is applicable

by this $267.

2 Petitioner’s taxable incone of $37,685 tinmes 7.5 equals a
fl oor of $2,826; petitioner’s adjusted total nedical expenses and
heal th i nsurance prem uns of $3,093 |l ess the $2,826 floor equals
$267.
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Petitioner counters that an additional exception under
section 72(t)(2)(D) should apply to the full extent of the $3, 209
in health insurance prem uns that petitioner’s |aw partnership
paid in 2001 on petitioner’s behalf. However, this |imted
exception that petitioner relies on relating to health insurance
prem uns applies only to early distributions fromindividual
retirement accounts such as the early distributions from
petitioner’s SEP-1RA, not to early distributions fromannuity
accounts and carries with it many other Iimtations not satisfied
by the evidence herein. See sec. 72(t)(2)(D)

As indicated, petitioner has conceded that the $2,000 early
distribution fromher SEP-IRA does not qualify for an exception
to the section 72(t) 10-percent additional tax.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




