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Tricks and Traps©
by Paul DeBast

1. Terms.

Employee Retirement Income Security Act of 1974 (“ERISA”) governs most employer sponsored retirement plans.  ERISA generally forbids alienation of retirement benefits.

Retirement Equity Act of 1984 (“REA”) was adopted to permit distribution of benefits in  ERISA controlled retirement plans upon dissolution of marriage.  REA added §414(p) to the Internal Revenue Code.  REA does not apply to IRAs.

IRC §414(p) permits the assignment of rights in most employer sponsored  retirement plans  through the use of a Qualified Domestic Relations Order (“QDRO”).

Individual Retirement Account (“IRA”) is a trust created for the benefit of an individual.  IRAs  are not subject to ERISA or REA.  IRAs come under the provisions of IRC §408.  A QDRO is not required to transfer IRA benefits incident to divorce.  All that is needed is a judgment of divorce plus written instructions directing the IRA custodian to implement the division. 

IRC §408 (d)(6) provides that the transfer of an interest in an IRA to a former spouse under a divorce judgment “. . . is not to be considered a taxable transfer . . . and such interest . . . is to be treated as an individual retirement account of such spouse, and not of such individual.”

2.  Protecting the Alternate Payee.

When a Domestic Relations Order is accepted by the plan administrator, it becomes a Qualified Domestic Relations Order (“QDRO”).  Only then is the alternate payee spouse assured that the transferred funds are secure.  Until then, it is possible that the participant spouse may separate from employment and seek a withdrawal of the entire account balance.  To avoid this the careful practitioner should always try to submit the DRO to the court for entry at the same time as the General Judgment of Dissolution.  

As an alternative, if the DRO cannot be submitted at the same time, the attorney should consider immediately sending the plan administrator a copy of the General Judgment along with a letter similar in form to the one appearing at page 4 of this material.  According to Trustees of Screen Actors Guild of America v. Tise, 234 F3d 415 (9th Circ 2000), this form of notice should offer some protection to the alternate payee while the DRO is being prepared.

3.  Tax Treatment of Retirement Account Transfers.

A. No Tax Until Withdrawal.  Transfers from one spouse to the other incident to divorce are exempt from tax if proper procedures are followed.  See IRC §408 (d)(6) and §414(p).  

Caution - avoid pitfalls! The transfer of IRA funds must be from the transferor’s IRA account to the transferee’s IRA account.  A transfer from an IRA directly to the other spouse will result in a tax on the transferor.  See for example,  Jones v. Commissioner, T.C. Memo 2000-219 where a husband had a check issued from his IRA and endorsed it over to his ex-wife. The tax court upheld the IRS position that the withdrawal did not fall under the narrow exception created by IRC §408(d)(6).

B. Ordinary Income Tax Treatment of Withdrawals.  Generally, the transferee spouse will pay ordinary income tax on distributions whether the funds received were from an employer sponsored plan (pursuant to a QDRO) or an IRA. See IRC §72.

C. Ten Percent Penalty on Early IRA Withdrawals.   If an IRA transferee withdraws funds from an IRA before attaining age 59½, a 10% penalty will apply. IRC §72(t).  Exceptions exist where the withdrawal is for: (a) higher education costs; (b) first time home  purchase; or (c) if the payment is part of a series of equal payments made over the life of the taxpayer. (IRC §72).  

D. Ten Percent Penalty Exception for Transferees of Qualified Plans The 10% early withdrawal penalty imposed on withdrawals from IRAs is not applicable to taxable distributions to an alternate payee made pursuant to a QDRO. IRC §72(t)(2)(C); however, if the alternate payee rolls any portion of the distribution over to an IRA, the 10% penalty applies upon subsequent withdrawal from the IRA prior to age 59½.

4.  Using a QDRO to Collect Alimony and Child Support. 

QDROs can be used to collect  alimony and child support obligations from a former spouse even after a divorce has been concluded.  

A. DRO Definition References Alimony and Child Support.  IRC §414(p)(1)(B) defines a domestic relations order as follows:

 “The term ‘domestic relations order’ means any judgment, decree, or order (including approval of a property settlement agreement) which:

(i) relates to the provision of child support, alimony payments, or marital property rights to a spouse, former spouse, child, or other dependent of a participant, and



(ii) is made pursuant to a State domestic relations law (including a community property law)."  [Emphasis added.]

B. Examples of State Court Cases Permitting Use of QDRO to collect Alimony and Child Support.

• Baird v. Baird, 843 SW 2d 388 (Mo. App. 1992), upheld an ex-wife’s right to obtain a QDRO to collect delinquent child support and alimony from a pension 12 years after the divorce was finalized.

• Bruns v. Iowa District Court, 535 NW 2d 157 (Iowa App. 1995), affirmed the issuance of a post-divorce QDRO to collect alimony arrearages.
• Stinner v. Stinner, 520 Pa. 374, 554 A 2d 45 (1989), held a former husband’s pension plan could be attached in order to enforce an alimony support obligation.

• Hogle v. Hogle, 732 NE 2d 1278 (Ind. App. 2000), affirmed entry of an Indiana  QDRO to collect +$375,0000 in alimony arrears accrued under a California divorce judgment.

CAVEAT: Not all plans recognize that child support payments made pursuant to a QDRO are taxed to the participant and not to the alternate payee.  
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