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States May Escheat IRAs But Who Gets The Tax Bill? 

By Mark Smith, Carol Tello and Laura Taylor (August 22, 2018, 2:59 PM EDT) 

As state unclaimed property administrators have become more aggressive in recent 
years, the tax treatment of escheated property has become more consequential. 
Individual retirement accounts are a particularly good example of this 
development. 
 
Over the past few years, unclaimed property administrators have initiated 
numerous IRA-focused, multistate audits of banks, broker-dealers, life insurers and 
other financial institutions. Under the statutes of most states, traditional IRAs are 
presumed abandoned — and therefore due for escheat to the state — if there is no 
owner-generated activity in the account for three to five years after the date for 
required minimum distributions, i.e., age 70 1/2. These standards vary by state and 
several states purport to count the period backwards, presuming that an account is 
abandoned at age 70½ if there has been no activity within the prior three to five 
years. Pennsylvania recently went so far as to amend its unclaimed property law to 
eliminate the requirement that the IRA owner has reached age 70½, based in part 
on a stated expectation that this change would not create adverse tax 
consequences for IRA owners.[1] 
 
The death of an IRA account owner is also a potential trigger for escheat. Some 
unclaimed property administrators are using the Social Security Death Master File, 
or DMF, as an audit tool to identify IRA accountholders who may be deceased and 
thereby identify accounts supposedly overdue to the states as unclaimed property 
on the presumed death of the IRA owner and/or to trigger or accelerate dormancy 
periods for IRAs. This technique has been controversial in unclaimed property 
audits but shows no signs of abatement. 
 
Accordingly, the publication in June by the Internal Revenue Service of a revenue 
ruling addressing the timing of federal income tax withholding and reporting 
treatment for funds escheated from traditional IRAs, which IRA providers had 
requested, was timely. As a matter of substance, or of tax and unclaimed property 
administration, however, the ruling is already proving problematic. 
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In Revenue Ruling 2018-17, 2018-25 IRB 753, the IRS ruled that the escheat of a traditional individual 
retirement account or annuity over to a state unclaimed property fund will now be subject to federal tax 
withholding and reporting. Escheat will be treated as a “designated distribution” to the IRA owner 
subject to withholding as a nonperiodic distribution at a 10 percent rate absent a withholding election 
by the IRA owner, and reporting on Form 1099-R. 

• The ruling is framed as an application of IRC Section 3405, which provides for withholding on 
“designated distributions” from IRAs, qualified retirement plans and commercial annuities, and 
Section 408(i) authorizing the IRS to require annual reporting for IRAs, which is implemented 
through Forms 1099-R and 5498. 

• Section 3405(e)(1) generally defines “designated distribution” as “any distribution or payment 
from or under” one of the specified arrangements, other than, inter alia, “… a distribution or 
payment which it is reasonable to believe is not includible in taxable income.” 

• In the only case considering the tax treatment of escheated property, Mudd v. Commissioner — 
which actually happened to involve an IRA — the tax court held in a nonprecedential opinion 
that an IRA distribution escheated to a state unclaimed property fund was not then taxable to 
the IRA owner because he was not in actual or constructive receipt of those monies.[2] (Under 
section 408(d), of course, IRA owners are taxed at the time of a distribution or payment from or 
under the IRA, which is understood to be an actual receipt rule of taxation.) 

• The outcome and reasoning in Mudd is consistent with private rulings in which the IRS 
concluded that demutualization or insurance company liquidation proceeds owed to missing 
policyholders were not taxable upon escheat.[3] 

• Indeed, while the form in which the property is held changes on escheat, the property is paid 
over to the state as a custodian (albeit not an IRA custodian) for the property owner and states 
are generally “exempt recipients” for tax reporting and withholding purposes.[4] 

• On the strength of the above authority, the payment of unclaimed property over to a state is 
generally considered not to trigger a taxable event. Under this usual view, a taxable event 
occurs only if and when the unclaimed property is returned by the state to the property owner. 

 
Section 3405(e)(1)(B), however, includes a specific sentence that “any distribution or payment from or 
under an individual retirement plan (other than a Roth IRA) shall be treated as includible in gross 
income” for withholding purposes. 

• Apparently the legislative premise for this language, initially adopted in 1986, is that all 
distributions from IRAs are taxable. 

• Even leaving aside escheat, not every IRA distribution in 2018 is a taxable distribution. The 
reference to Roth IRAs was added to section 3405(e)(1)(B) in 2000, and distributions of 
nondeductible IRA contributions and qualified charitable distributions have yet to be addressed 
in the statute. 

 
In Revenue Ruling 2018-17, the IRS effectively argued that the transfer of unclaimed IRA funds to a state 



 

 

was described literally in this sentence in Section 3405(e)(1)(B) and thus constituted a designated 
distribution subject to withholding. Form 1099-R reporting followed from the Section 3405 result. 

• The ruling by its terms is inapplicable to Roth IRAs, simplified employee pensions (SEPs), SIMPLE-
IRAs and deemed IRAs. 

• Although not discussed in the ruling, the Section 3405(e)(1)(B) language on which it relies is 
inapplicable to qualified plans or commercial annuities. 

Substantive Merits 
 
At least on the face of the ruling, none of the authorities noted above figured in the outcome in 
Revenue Ruling 2018-17, other than the Section 3405(e)(1)(B) language. It can be inferred from the 
ruling that the IRS concluded the statutory direction from Congress was sufficiently clear to compel this 
outcome, although it certainly can be argued that escheat to the state is not a “distribution or payment” 
within the intendment of that language even when preceded by “any.” The ruling may also suggest that 
the IRS does not accept the result in Mudd and believes that IRA owners should be taxed at the time 
their funds in form “leave IRA solution,” even if paid over to the state, which presumably would be 
viewed as a proxy for actual receipt by the IRA owner. 

• Rul. 2018-17 does not reach the income taxation question, although PLR 201611028 (discussed 
below) may provide additional foreshadowing of the IRS’s views on this point. 

• Section 408(d)(1) generally provides that “ ... any amount paid or distributed out of an individual 
retirement plan shall be included in gross income by the payee or distributee.” 

• Particularly if the IRS insists on a literal application of the code in this area, it is entirely 
debatable whether the transfer of unclaimed IRA funds to the state, as custodian for the benefit 
of the IRA owner on behalf of the IRA provider, is an amount taxable to the IRA owner under 
Section 408(d)(1). 

In all events, these are points on which different conclusions can and have been reasonably drawn from 
the code and existing authority, as evidenced by the transition provision in Revenue Ruling 2018-17. In 
the ruling, the IRS provides transition relief until the earlier of Jan. 1, 2019, or the date it becomes 
reasonably practicable for the IRA provider to comply with the IRS’s withholding and reporting positions. 
The inference is that providers already observing the interpretation adopted in the ruling (if any) must 
continue to do so, and providers with a different view must revise their withholding and reporting 
practices no later than for funds escheated from IRAs in 2019. 
 
Administrative Matters 
 
As to matters of tax and unclaimed property administration, Revenue Ruling 2018-17 may have at least 
two beneficial effects. 

• While some states file Forms 1099 when escheated property is claimed by its owner, many 
states do not, and much unclaimed property is never returned to its owner. Accordingly, there is 
a risk that taxable income embedded in unclaimed property may escape the federal tax system 
if the property holder does not withhold on and report that taxable income at the time of 
escheat. This is a systemic concern in the administration of unclaimed property laws. It would be 



 

 

odd to have a solution for that tax concern unique and limited to traditional IRAs, but that may 
be an effect of Revenue Ruling 2018-17. 

• Through the IRS processing of and data matching between the IRA owner’s Form 1040 and the 
Form 1099-R filed by the IRA provider, there may be a greater likelihood that the IRA owner will 
be apprised of the escheat and will be able to recover the unclaimed IRA property, although 
there is some dated indication that the IRS’s processes may not be entirely effective in this 
respect due to resource constraints.[5] 

On the other hand, a series of administrative complications will arise from Revenue Ruling 2018-17, 
including the following: 

• Most immediately, the systems that most if not all IRA providers have in place for IRA escheat 
do not accommodate tax withholding. Each state has a developed process for the IRA provider 
to transfer in kind the mutual fund shares or other property held for the IRA to the state 
unclaimed property division. The transfer in kind is intended to facilitate the recovery by the IRA 
owner of his or her property. The state holds the property in kind for a period of time (which 
varies by state), then ultimately liquidates the property if it remains unclaimed. Accordingly, 
unless the IRA happens to be at least 10 percent invested in cash, the escheat process, as it 
stands, does not generate cash from which the IRA provider can effectuate federal tax 
withholding. Under the tax rules, however, these circumstances do not relieve the IRA provider 
of its withholding obligation. When a designated distribution consists only of property, the 
Section 3405 regulations provide that the property is be valued as of the last preceding 
valuation date before the date of distribution, and that the payor must meet its withholding 
obligation, even if it must sell all or part of the property.[6] As always, it will not be an overnight 
fix for IRA providers to make the substantial changes to their systems and procedures required 
by Revenue Ruling 2018-17. Even with unreasonable business efforts, some providers may not 
be able to comply by Jan. 1, 2019. 

• There also may be complications when IRA providers remit unclaimed property to the state net 
of the 10 percent income tax withholding. The reporting protocols adopted by the National 
Association of Unclaimed Property Administrators do make provision for income tax 
withholding, but state laws for permissible deductions from unclaimed property remittances are 
not altogether uniform. 

• The manner in which IRA providers are to complete Form 1099-R was not clarified in Revenue 
Ruling 2018-17 or in the recently released revisions to that form. Absent more specific 
instructions, providers will likely report the fair market value of the IRA at the time of escheat in 
Box 1 as the total distribution, report the taxable amount in Box 2 as either $0 in reasonable 
reliance on the analysis in Mudd and other authorities, or as undetermined, and in the absence 
of a better alternative, include in Box 7 the reporting code that would have applied had the 
distribution been made directly to the IRA owner. 

• Because neither the IRA owner nor the IRS Service Center will have complete or perfect 
information about the escheat, it is entirely predictable that there will be confusion and 
inefficiencies on both ends in resolving the IRA owner’s tax situation whenever the Forms 1040 
and 1099-R become linked. 

• State unclaimed property administrators may not be in a position to obtain or capture tax 
reporting information when unclaimed IRA funds are transferred to them. Consequently, any tax 



 

 

reporting provided by the state at the time those funds are returned to the IRA owner may be 
inaccurate (e.g., if the IRA held after-tax amounts) and could potentially result in double 
taxation of those funds. Properly, the IRA owner would have either “investment in the contract” 
or a tax basis, as applicable, to the extent of amounts previously taxed. This is another juncture 
where IRS processing of returns could lead to confusion and inefficiencies. 

• The treatment of escheated IRA property under the tax rules for premature distributions and 
required minimum distributions, including the penalty taxes associated with those rules, has yet 
to be addressed. 

• Importantly, the opportunity for the IRA owner to return escheated property to an IRA is not 
clear. If the IRS position is that the Section 408(d) distribution and start of the 60-day rollover 
period occurs at escheat, then as a practical matter there never will be a case when an IRA 
owner reclaims the escheated property in time to roll it back to an IRA, absent a waiver of the 
60-day period from IRS. While escheat is not currently included in the IRS procedure for self-
certified waivers[7] the IRS has in at least one private ruling provided such a waiver when an IRA 
owner was unaware of the escheat.[8] If the taxable distribution instead is not triggered until 
the IRA owner claims the escheated IRA property from the state, rollover back to an IRA within 
60 days becomes more feasible. (An IRA owner would be well advised to time the claiming of 
that property to be more than one year after any other IRA rollover the owner had happened to 
execute.) In either case, to fully restore the funds held in the IRA, the IRA owner would need to 
replace the 10 percent withholding amount remitted to the IRS by the original IRA provider. For 
rollover purposes, the status of any interest added by the state to the escheated IRA funds is 
uncertain. 

• At least the Form 5498 obligation seems relatively straightforward. If the value of the unclaimed 
IRA is transferred to the state unclaimed property fund during the tax year, and (as would seem 
always to be the case, by definition) no new IRA contributions had been received during that 
year prior to escheat, then the Form 5498 instructions provide that the form need not be filed 
simply to report a fair market value of $0 on Dec. 31. 

 
Inevitably, to the extent the incidence of escheat from IRAs continues to increase, these issues will 
require further attention from the IRS, IRA providers and IRA owners. 
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