
© 2025 SCOTUSreports.com. All rights reserved. | 1

Aronson v. Commissioner, 104 T. C. 1 (1995)

Distributions from Individual Retirement Accounts (IRAs) remain taxable even when
received due to the insolvency of the financial institution holding the account.

Summary

In Aronson v. Commissioner, the Tax Court ruled that funds distributed from IRAs
due to the insolvency of First Maryland Savings & Loan remain taxable distributions
under Section 408(d) of the Internal Revenue Code. The petitioners received checks
from the Maryland Deposit Insurance Fund (MDIF) after the bank’s failure, which
they did not roll over into new IRAs within 60 days. The court held these funds were
taxable IRA distributions and subject to the 10% additional tax on early withdrawals
under Section 408(f), as the involuntary nature of the distribution did not exempt it
from taxation. The decision emphasizes that the character of IRA funds does not
change due to the financial institution’s insolvency, and underscores the importance
of timely rollovers to avoid tax consequences.

Facts

Alan and Diane Aronson invested in IRAs at First Maryland Savings & Loan with an
11. 5% interest rate. Following the bank’s conservatorship in December 1985, the
interest rate dropped to 5. 5%. By July 1986, the bank entered receivership, and the
Maryland Deposit  Insurance Fund (MDIF)  took control,  ceasing interest  on the
accounts.  The  Aronsons  received  checks  from MDIF  in  1986  totaling  the  IRA
balances  but  did  not  roll  these  funds  into  new  IRAs  within  60  days,  instead
depositing them into a  savings account.  They did not  report  these amounts  as
income on their 1986 tax return.

Procedural History

The IRS issued a notice of deficiency in March 1990, determining a $5,028 tax
deficiency  for  1986,  asserting  the  MDIF checks  were  taxable  IRA distributions
subject to the 10% additional tax for early withdrawal. The Aronsons petitioned the
Tax Court, which heard the case before Special Trial Judge Peter J. Panuthos. The
Tax Court agreed with and adopted the Special Trial Judge’s opinion, sustaining the
IRS’s determination.

Issue(s)

1.  Whether  the  funds  received  by  the  Aronsons  from MDIF  constitute  taxable
distributions from their IRAs under Section 408(d) of the Internal Revenue Code?
2. If the funds are taxable distributions, whether the Aronsons are liable for the
additional 10% tax on early withdrawals under Section 408(f)?

Holding
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1. Yes, because the funds received from MDIF were payments in satisfaction of the
IRA balances, and neither Maryland nor Federal law changed the character of the
IRA deposits due to the bank’s insolvency.
2. Yes, because the involuntary nature of the distribution did not exempt it from the
additional tax, and the Aronsons did not roll over the funds into a new IRA within 60
days, contravening the purpose of encouraging retirement savings.

Court’s Reasoning

The court applied Section 408(d), which mandates that IRA distributions are taxable
income unless rolled over into another IRA within 60 days. The court rejected the
Aronsons’ argument that the funds were not IRA distributions because they were
paid by MDIF, not the bank, and that the involuntary nature of the distribution
should exempt it from taxation. The court emphasized that neither Maryland nor
Federal law altered the character of the IRA deposits due to the bank’s insolvency.
The court also analyzed Section 408(f), which imposes a 10% additional tax on early
IRA distributions, finding that the legislative intent was to encourage retirement
savings and that the involuntary nature of the distribution did not exempt it from the
tax. The court distinguished this case from Larotonda v. Commissioner, where the
funds were directly levied by the IRS, noting that the Aronsons had the opportunity
to roll over the funds but did not do so.

Practical Implications

This decision clarifies that IRA distributions remain taxable, even if received due to
a financial institution’s insolvency, unless rolled over within the statutory period. It
underscores the importance of timely rollovers to avoid tax consequences, including
the 10% additional  tax  on early  withdrawals.  Legal  practitioners  should  advise
clients to act quickly to roll over IRA funds received from failed institutions. The
ruling also has implications for state insurance funds and receivers, as it establishes
that such entities do not change the tax treatment of IRA distributions. Subsequent
cases, such as Kochell v. United States, have followed this reasoning, applying the
additional tax to IRA withdrawals by bankruptcy trustees.


