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ARTICLE 10 In Service Distributions.

10.1 The Prohibition Against In Service Distributions. 

10.1(a) In Service Distributions Will Disqualify a Pension Plan. 

As a general rule “pension plans” are supposed to provide benefits at retirement. For this reason a distribution to a participant who has not reached normal retirement age
 or separated from service
 can disqualify a pension plan.
 

However, Rev. Rul. 78-120
 states, more or less unequivocally, that in light of §411(a)(8), any age may be stated in the plan as the normal retirement age, provided only, that if the age stated is less than 55, an adjustment will have to be made under §415(b)(2)(C). Rev. Rul. 78-120, modified Rev. Rul. 71-147 and was eventually superseded by Rev. Rul. 80-276, 1980-2 CB 131. 

Rev. Rul. 71-147 required that any retirement age less than 65 “represent the age at which employees customarily retire in the particular company or industry and is not a device to accelerate funding.” This language was quoted in Rev. Rul. 78-120,
 but Rev. Rul. 78-120 seems to be saying that the 71-147 requirement is no longer applicable in light of §411(a)(8) if the §415(b)(2)(C) adjustment is made.
 

10.1(b) In Service Distributions Are Often Permissible in a Profit Sharing Plan. 

On the other hand, Treas. Reg. §1.401-1(b)(ii) recognizes that a profit sharing plan may provide for distributions after a fixed period of years or other stated event. Moreover, Rev. Rul. 68-24 and Rev. Rul. 71-295 clearly allow in service distributions from profit sharing plans after a specified number of years, not less than two; however, if the profit sharing plan is integrated with social security, the excess portion used to be subject to the same restrictions applicable to pension plans.
 Under the new disparity rules, however, the fact that the plan is integrated should no longer make a difference.
 

10.1(c) IRC §401(k) Plans Have special Rules Prohibiting In Service Distributions. 

IRC §401(k) plans must prohibit distributions prior to the any of the occurrence of any of the events listed in §401(k)(2)(B)(i), to wit: 

“(I)
separation from service, death, or disability, 

“(II)
an event described in paragraph (10), 

“(III)
in the case of a profit-sharing or stock bonus plan, the attainment of age 59 1/2, or 

“(IV)
in the case of contributions to a profit-sharing or stock bonus plan to which section 402(a)(8) applies, upon hardship of the employee.

The events “described in paragraph (10)” are:

“(10)
Distributions upon Termination of Plan or Disposition of Assets or Subsidiary.-

“(A)
In General.-The following events are described in this paragraph: 

“(i)
Termination.-The termination of the plan without establishment or maintenance of another defined contribution plan (other than an employee stock ownership plan as defined in section 4975(e)(7)). 

“(ii)
Disposition of Assets.-The disposition by a corporation of substantially all of the assets (within the meaning of section 409(d)(2)) used by such corporation in a trade or business of such corporation, but only with respect to an employee who continues employment with the corporation acquiring such assets. 

“(iii)
Disposition of Subsidiary.-The disposition by a corporation of such corporation’s interest in a subsidiary (within the meaning of section 409(d)(3)), but only with respect to an employee who continues employment with such subsidiary. 

“(B)
Distributions Must be Lump Sum Distribution.-

“(i)
In General.-An event shall not be treated as described in subparagraph (A) with respect to any employee unless the employee receives a lump sum distribution by reason of the event. 

“(ii)
Lump Sum Distribution.-For purposes of this subparagraph, the term “lump sum distribution” has the meaning given such term by section 402(e)(4), without regard to clauses (i), (ii), (iii), and (iv) of subparagraph (A), subparagraph (B), or subparagraph (H) thereof. 

“(C)
Transferor Corporation Must Maintain Plan.-An event shall not be treated as described in clause (ii) or (iii) of subparagraph (A) unless the transferor corporation continues to maintain the plan after the disposition.”
 

Further amounts may “not be distributable merely by reason of the completion of a stated period of participation or the lapse of a fixed number of years.”
 

10.1(d) It Is Easier To Separate From service For Pension Plan Qualification Purposes Than For Lump Sum Averaging Purposes . 

A self-employed individual cannot separate from service for purposes of the lump sum averaging rules of §402(d)(4)(A).
 

Further, it has long been the position of the IRS that an employee who continues in the same job has not “separated from service” under IRC §402(d)(4)(A)(iii) (and hence is not entitled to lump sum averaging as a result of that triggering event), even though the employee technically works for a different employer as a result of a merger, liquidation or other reorganization.
 This is sometimes referred to as the “same desk rule.” 

This rule does not apply with the same rigor, however, if the only question is whether or not the change in ownership is a separation from service that will permit a distribution from a pension plan without disqualifying it. If an employee continues to work for a new employer in much the same capacity as before the ownership changed, but the acquiring company (1) is not related to the old employer under the single employer rules of IRC §414(b), (c) or (m), (2) does not continue to maintain the old employer’s plan, and (3) does not allow the old plan assets to be transferred to a plan of the new employer, then it may be permissible to distribute the old pension plan benefits to the employees of the new employer, even though the old plan has not terminated.

10.2 Hardship Distributions. 

A participant has no right to a hardship distribution absent a plan provision allowing such distributions. A non-401(k) profit sharing plan could presumably allow hardship distributions as a permissible “stated event” under Treas. Reg. §1.401-1(b)(ii). In service distributions are generally prohibited in the case of a pension plan, and “hardship” is not a recognized exception. Although in-service distributions are ordinarily prohibited under a §401(k) plan prior to age 591/2, IRC §§401(k)(2)(B)(i)(IV) permits distributions out of a profit-sharing or stock bonus 401(k) plan “upon hardship of the employee.” 

10.2(a) Hardship Means Immediate and Heavy financial need. 

The final §401(k) regulations define “hardship” as “an immediate and heavy financial need” and the distribution “must be necessary to satisfy the financial need.”
 

10.2(b) Plan Must Contain Nondiscriminatory and Objective Standards to Determine hardship. 

“The determination of the existence of an immediate and heavy financial need and of the amount necessary to meet the need must be made in accordance with nondiscriminatory and objective standards set forth in the plan. See section 411(d)(6) and the regulations thereunder.”

10.2(c) General hardship Distribution Standards. 

The regulations set forth a general facts and circumstances test —illustrated with examples— for determining what does and what does not constitute a hardship for purposes of the rule.
 The need to pay funeral expenses would qualify, whereas a distribution to buy a boat or television would not.
 

10.2(c)(1) The Financial Need May Qualify Even Though Foreseeable. 

The regulations note that “a financial need may be immediate and heavy even if it was reasonably foreseeable or voluntarily incurred by the employee.”

10.2(c)(2) Participant Must Exhaust Other Sources Reasonably Available. 

“A distribution is not treated as necessary to satisfy an immediate and heavy financial need of an employee to the extent the amount of the distribution is in excess of the amount required to relieve the financial need or to the extent the need may be satisfied from other resources that are reasonably available to the employee. This determination generally is to be made on the basis of all relevant facts and circumstances. For purposes of this paragraph, the employee's resources are deemed to include those assets of the employee's spouse and minor children that are reasonably available to the employee. Thus, for example, a vacation home owned by the employee and the employee's spouse, whether as community property, joint tenants, tenants by the entirety, or tenants in common, generally will be deemed a resource of the employee.”
 

10.2(c)(3) The Effect of Taxes on the Distribution May Properly Be Considered. 

“The amount of an immediate and heavy financial need may include any amounts necessary to pay any federal, state, or local income taxes or penalties reasonably anticipated to result from the distribution.”
 

10.2(c)(4) Employer May Rely on Written Statement From Employee. 

The regulations provide that the employer may rely upon the employee's written representation of financial need, unless the employer has actual knowledge that the hardship could be reasonably relieved by such things as insurance, liquidation of the employee’s assets, borrowing (including borrowing from the plan), etc.

10.2(d) Deemed hardship Distribution Standards—Safe Harbor. 

10.2(d)(1) Examples of Need. 

The regulations contain a number of examples that are “deemed” to be on account of an immediate and heavy financial need, including

•
Expenses for medical care for the employee or her family, described in IRC §213(d);

•
Costs directly related to the purchase of a principal residence (excluding mortgage payments);

•
Tuition and related educational fees for the next 12 months of post-secondary education for the employee, or his immediate family; and

•
Payments necessary to prevent foreclosure on the mortgage on the employee’s principal residence.
 

10.2(d)(2) Distribution Not Necessary To Satisfy Need Unless Certain Requirements Satisfied. 

A distribution will not be deemed necessary to satisfy a need unless all of the following requirements are satisfied:

•
The distribution is not in excess of the amount of the immediate and heavy financial need of the employee. 

•
The employee has obtained all distributions, other than hardship distributions, and all nontaxable loans currently available under all plans maintained by the employer. 

•
The plan and all other plans maintained by the employer limit the employee's elective contributions for the next taxable year to the applicable limit under section 402(g) for that year minus the employee's elective contributions for the year of the hardship distribution. 

•
The employee is prohibited, under the terms of the plan or an otherwise legally enforceable agreement, from making elective contributions and employee contributions to the plan and all other plans (including nonqualified plans) maintained by the employer for at least 12 months after receipt of the hardship distribution. 

10.2(e) Hardship distribution is subject to mandatory withholding. 

A hardship distribution, like most others, is subject to mandatory 20% income tax withholding unless it is directly rolled over.
 Interestingly, there is no prohibition against a direct rollover of a hardship distribution. One may wonder how an immediate and heavy the financial burden would permit the participant this luxury. The answer is that the making of a direct rollover is not inconsistent with need, if it is followed by an immediate withdrawal. In fact, this technique puts more money in the hands of the participant, since the mandatory withholding rules do not apply to IRAs. 

10.2(f) The Right to a Hardship Distribution is not a Protected Benefit. 
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