
Avoiding the 10% Early 
Distribution Penalty for Spouse 
Beneficiaries of IRAs and 
Employer Plans 
By Denise Appleby, APA, CISP, CRC, CRPS, CRSP

A spouse beneficiary of a tax-deferred retirement account must take
precautions to avoid the 10% early distribution penalty if they are 
under age 59½.

Distributions from an IRA or employer-sponsored
retirement plan (employer plan) are subject to a
10% additional tax (early distribution penalty) if
taken before the owner reaches age 59½. This
penalty is waived if the distribution qualifies for an
exception. One of these exceptions is the death
exception, which applies to distributions taken
from beneficiary accounts. However, spouse
beneficiaries often lose qualification for this
exception because they make wrong elections for
the retirement accounts, they inherit.

Some background

When a spouse inherits a retirement account, they have the option of keeping those 
assets in a beneficiary account or moving the assets to their own retirement account. A 
beneficiary account is a retirement account that identifies, tracks, and reports the 
amount as inherited assets. Assets that are moved to a spouse beneficiary’s own account 
shed the “inherited” characteristics and all rules apply as they would to accounts funded 
with non-inherited amounts.

A spouse beneficiary who is under age 59½ and wants to retain the death 
exception to the 10% early distribution penalty must keep the inherited 
amount in a beneficiary account.

A spouse beneficiary can move a beneficiary account to another retirement account, 
providing the receiving account is eligible to accept the assets. Generally, this movement
can be done as a transfer or a rollover. Except for direct rollovers of employer plan 
assets, using the rollover method takes away the option of keeping the assets in a 
beneficiary account. Therefore—except for direct rollovers from employer plans—the 



rollover method must not be used if the spouse beneficiary is under age 59½ and wants 
to avoid the 10% early distribution penalty.

The following discussion covers these and other key considerations for avoiding the 10%
early distribution penalty.

Spouse beneficiary should not choose ‘own’ option before 
59½

The spouse beneficiary of an IRA may treat the IRA as their own by (1) moving it to their
own IRA or (2) by not taking the beneficiary’s required minimum distributions from the 
amount.

Assets inherited under an employer plan can be moved to the spouse beneficiary’s own 
retirement account under an employer plan in which they are participating or to their 
own IRA. Moving it to their own retirement account will result in the 10% early 
distribution penalty applying to any distributions taken before age 59½ unless the 
amounts qualify for an exception.

Example

Forty-five-year-old Janet inherits an IRA from her husband Tim. Janet plans to take a 
distribution of $100,000 immediately to cover Tim’s funeral expenses and pay off some 
debts.

Scenario 1: Janet transfers the inherited IRA to a beneficiary IRA and then withdraws 
the $100,000 from the beneficiary IRA. When reporting the distribution, the IRA 
custodian inputs Code 4 in Box 7 of Form 1099-R, which lets the IRS and the tax 
preparer know that the $100,000 is a death distribution and therefore exempted from 
the 10% early distribution penalty.

Scenario 2: The facts are the same as above, except that Janet transfers the amount to 
her own (non-beneficiary) IRA. Distributions from that IRA do not qualify for the death 
exception. When reporting the distribution, the custodian inputs Code 1 in Box 7 of 
Form 1099-R, which lets the IRS and the tax preparer know that the amount might be 
subject to the 10% early distribution penalty. If Janet does not qualify for an exception, 
she will owe the IRS an early distribution penalty of $10,000.

Rollover should not be used to move inherited IRAs

A spouse who inherits an IRA and wants to move it to another IRA within the same 
financial institution or to another financial institution has two options to do so: (1) a 
transfer, or (2) a rollover. The transfer method must be used to retain the beneficiary 
IRA status.

With the transfer, the assets are paid by the delivering custodian to the receiving 
custodian for the benefit of the IRA. With a rollover, the spouse takes a distribution and 



subsequently rolls over the amount to the receiving IRA. Generally, this rollover must be
done within 60 days of receipt and is subject to other restrictions.

A distribution to the account owner cannot be rolled over to a beneficiary IRA and must 
instead be rolled over to the spouse beneficiary’s own IRA. Therefore, using the rollover 
method will result in a loss of the death exception.

Example 1

Forty-two-year-old Carrie inherited a traditional IRA valued at $1 million from her 
husband Larry. When Carrie claimed the IRA, she instructed the custodian that held 
Larry’s IRA (ABC custodian) to transfer it to a beneficiary IRA that she established with 
them.

Carrie then wanted to move the assets to a different financial institution (XYZ 
custodian). To ensure that the death exception is maintained, Carrie must establish a 
beneficiary IRA with XYZ custodian and coordinate a trustee-to-trustee transfer with 
the custodians.

Any distribution from the beneficiary IRA at XYZ custodian will be reported as death 
distributions (Code 4 in Box 7 of Form 1099-R) and automatically exempted from the 
10% early distribution penalty.

Example 2

The facts are the same as in Example 1, except that Carrie instructed custodian ABC to 
process the $1 million as a distribution to her. Carrie intended to deposit the amount to 
the beneficiary IRA she held with XYZ custodian. However, XYZ custodian refused to 
deposit the amount to the beneficiary IRA because the tax code prohibits such rollover 
contributions to beneficiary IRAs.

Carrie had no choice but to establish an IRA that was not a beneficiary IRA to which she 
rolled over the $1 million. Distributions from this IRA would not qualify for the death 
exception. Any distribution that she takes from this IRA before she reaches age 59½ 
would be reported with a Code 1 in Box 7 of Form 1099-R and subject to a 10% early 
distribution penalty unless she qualifies for an exception.

Indirect rollover should not be used to move employer plan 
assets

A spouse who inherits assets under an employer plan may be able to keep the funds in a 
beneficiary account under the plan. In that case, the distributions will always be 
reported as death distributions.

The spouse beneficiary may also roll over the assets to their own account under an 
employer plan or roll over the assets to an IRA. Any rollover of the inherited amount to 
an IRA may be done as a direct rollover where the assets are paid to the receiving 



custodian for the benefit of the IRA, or as an indirect rollover where the assets are paid 
to the beneficiary who then has 60 days to roll over the amount to the IRA.

To maintain the death exception, the amount must be moved to a beneficiary IRA as a 
direct rollover.

Example

Forty-eight-year-old Larry inherited a 401(k) from his wife. Larry wanted to roll over the
401(k) account to his IRA. If Larry wants to continue qualifying for the death exception. 
Larry must ensure that:

 The IRA that he sets up to receive the rollover is a beneficiary IRA.

 The amount is paid to the IRA custodian for benefit of the beneficiary IRA.

If the amount is paid to Larry, the payor must withhold 20% for federal income tax from
any taxable portion of the distribution. And, when rolling over any portion of the 
amount, the rollover cannot be made to a beneficiary IRA and must instead be made to 
Larry’s own IRA.

Roth IRAs less susceptible to the penalty

Generally, Roth IRAs are funded with amounts on which income tax has already been 
paid. These amounts are tax-free when distributed. Further, the 10% early distribution 
penalty on pre-age 59½ distributions would apply only if the amount were from a Roth 
conversion that has not been in the Roth IRA for at least five years and does not qualify 
for an exception.

The earnings portion of a Roth IRA balance will be tax-free if the distribution meets 
certain requirements that make it qualified. The good news for nonqualified Roth IRA 
distributions is that the earnings portion is deemed distributed only after other amounts
have been distributed. This provides opportunities for penalty-free distributions for 
beneficiaries who do not withdraw the earnings portion until they are eligible for 
qualified distributions. For more about this, see “5 Facts About the Beneficiary 5-Year 
Rule for IRAs and Employer Plans” and “How the 2 Roth IRA 5-Year Rules Work.”

A switch is permitted: ‘beneficiary’ to ‘own’

A spouse beneficiary who moves an inherited retirement account to their own IRA may 
not change that election. However, a spouse beneficiary may move assets from a 
beneficiary IRA to their own IRA at any time. This allows the spouse beneficiary to keep 
the assets in a beneficiary IRA while under age 59½ and then move it to their own IRA 
when it is tax-savvy to do so.

Start the conversation with beneficiary IRAs now

http://www.horsesmouth.com/5-facts-about-the-beneficiary-5year-rule-for-iras-and-employer-plans
http://www.horsesmouth.com/5-facts-about-the-beneficiary-5year-rule-for-iras-and-employer-plans
http://www.horsesmouth.com/how-the-2-roth-ira-5year-rules-work


Avoiding the 10% early distribution penalty is only one of the tax considerations for 
inherited retirement accounts. A tax-efficient approach would help to minimize income 
tax and maximize tax-deferred growth. Advisors can help to put effective strategies in 
place for IRA owners and their beneficiaries. The best time to do so is before the 
beneficiaries take possession of the inherited accounts, so as to help ensure that they 
make tax-efficient elections.

I trust you have found this review to be educational and helpful. If you have any 
questions or concerns, I would love the opportunity to meet with you to discuss your 
retirement and investment goals. 

Kind Regards, 

Randy H. Packett
President & CEO Chesapeake Capital Management
2943 Emmorton Road
Abingdon, MD 21009
410-671-2260

Chesapeake Capital Management is neither an attorney nor an accountant, and no portion of this 
content should be interpreted as legal, accounting or tax advice.

This letter is not intended to be relied upon as forecast, research or investment advice, and is not a 
recommendation, offer or solicitation to buy or sell any securities or to adopt any investment strategy. 
The opinions expressed are as of the date noted and may change as subsequent conditions vary. The 
information and opinions contained in this letter are derived from proprietary and nonproprietary 
sources deemed by Chesapeake Capital Management to be reliable. Please consult with Chesapeake 
Capital Management financial advisor to ensure that any contemplated transaction in any securities or 
investment strategy mentioned in this letter align with your overall investment goals, objectives, and 
tolerance for risk. 

Additional information about Chesapeake Capital Management is available in its current disclosure 
documents, Form ADV and Form ADV Part 2A Brochure, which are accessible online via the SEC’s 
investment Adviser Public Disclosure (IAPD) database at www.adviserinfo.sec.gov, using CRD # 
270014.
 
Investment Advisory Services offered through Chesapeake Capital Management, LLC, a Registered 
Investment Advisor. Securities offered through TD Ameritrade Institutional, located at 7801 Mesquite 
Bend Drive, Suite 112, Irving, TX 75063-6043, (800) 431-3500. Chesapeake Capital Management, LLC 
is neither an affiliate nor subsidiary of TD Ameritrade Institutional and does not provide tax or legal 
services. 

http://www.adviserinfo.sec.gov/
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