Karem v. Commissioner, 102 T. C. 429 (1994)

Community property laws do not affect the taxation of lump-sum distributions from
qualified pension plans under section 402(e) of the Internal Revenue Code.

Summary

In Karem v. Commissioner, the Tax Court ruled that Robert L. Karem could not
exclude half of a lump-sum pension distribution from his taxable income, despite a
Louisiana court’s consent judgment partitioning the distribution as community
property. The court held that under section 402(e)(4)(G) of the IRC, community
property laws are ignored for the purpose of calculating the separate tax on lump-
sum distributions. The court also determined that the consent judgment did not
qualify as a Qualified Domestic Relations Order (QDRO), and thus could not affect
the distribution’s tax treatment. This decision underscores the primacy of federal tax
law over state community property laws in the context of pension distributions.

Facts

Robert L. Karem received a lump-sum distribution of $98,253. 52 from the D. H.
Holmes, Inc. Pension Plan in 1987. He was divorced from Barbara Wiechman Karem
in 1985, but their community property was not partitioned until 1988. A consent
judgment in 1988 directed that half of the distribution be paid to Barbara. Karem
reported only half of the distribution as taxable income on his 1987 tax return,
arguing that the other half belonged to Barbara under Louisiana community
property law. The IRS determined a deficiency and sought to tax the full amount of
the distribution.

Procedural History

The case was assigned to a Special Trial Judge, whose opinion was adopted by the
Tax Court. The IRS issued a notice of deficiency, and Karem challenged this
determination in the Tax Court. The court’s decision was rendered in 1994.

Issue(s)

1. Whether Karem could exclude half of the lump-sum distribution from his taxable
income under Louisiana community property law.

2. Whether the consent judgment partitioning the community property was a
Qualified Domestic Relations Order (QDRO) under section 414(p) of the IRC.

Holding

1. No, because section 402(e)(4)(G) of the IRC mandates that community property
laws be ignored when calculating the tax on lump-sum distributions.

2. No, because the consent judgment did not meet the statutory requirements of a
QDRO, as it was rendered after the distribution and did not direct the plan
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administrator to make payments to Barbara.
Court’s Reasoning

The court applied section 402(e)(4)(G) of the IRC, which states that community
property laws are to be disregarded when calculating the tax on lump-sum
distributions. The legislative history of ERISA supported this interpretation,
emphasizing equal treatment of all distributees regardless of state law. The court
also determined that the consent judgment did not qualify as a QDRO because it was
rendered after the distribution and did not direct the plan administrator to pay
Barbara directly. The court cited Ablamis v. Roper and Darby v. Commissioner to
support its conclusion that without a valid QDRO, state community property laws
cannot affect the taxation of pension distributions. The court concluded that Karem
was the sole distributee of the lump-sum distribution and thus liable for the tax on
the full amount.

Practical Implications

This decision clarifies that state community property laws do not affect the federal
taxation of lump-sum distributions from qualified pension plans. Practitioners must
ensure that any division of pension benefits intended to impact tax liability is
executed through a valid QDRO before the distribution is made. This ruling impacts
how attorneys handle divorce settlements involving pension plans in community
property states, emphasizing the need for QDROs to effectuate tax benefits.
Subsequent cases have followed this precedent, reinforcing the importance of
federal law in pension distribution taxation.
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