DEBBIE HANLEY

BY PAULA CALIMAFDE AND DEBORAH COHN

Y etirement plan assets can be the worst assets
win your client’s estate, or they can be the
best. Without proper planning, these assets might
be subject both to estate tax and to income tax,

so that heirs could receive as little as 25 percent

of the assets. With proper planning, these same
assets can multiply many times over and the
income tax due will be paid with dollars generated
by tax free compounding. The estate planner’s
challenge is to maximize tax free growth while
minimizing the tax bite.
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Contributions to a retirement account
(and the subsequent earnings on these
contributions) are not subject to income
tax until withdrawn. This allows retire-
ment plan assets (“plan” will include all
qualified retirement plans under IRC
§401(a), such as 401(k) plans and defined
benefit plans, 403(b) plans and IRAs, but
not Roth IRAs} to grow more quickly
than assets subject to current income
tax. Because the power of tax deferred
growth is so significant, the primary ob-
jective is to keep the plan assets in the tax
free environment for as long as legally
possible. Of course, if additional funds
are required by the client or the heirs, then
the assets can be removed sooner.

Ideally, one would remove funds from
the plan only when money is needed to
provide retirement income. Congress,
however, has determined that plan funds
must be withdrawn over a designated
time period once your client reaches his
or her required beginning date, which
is generally the April 1 of the calendar
year following the calendar year in which
the client reaches age 70%. It is anticipat-
ed that Congress will push the required
beginning date back to age 75 in the near
future.

Before jumping into the required min-
imum distribution rules, we take a step
back to understand the big picture. First,
look at a worst case scenario. Your client
has designated his or her child to receive
his plan assets in one lump sum upon his
death. Plan assets are taxable in the par-
ticipant’s gross estate for federal estate
tax purposes unless sheltered by the
marital or estate tax deduction. Because
the assets have never been subject to in-
come tax during the participant’s lifetime,
the assets will also be subject to immedi-
ate income taxation when distributed
from the plan. A lump sum distribution
to a descendant results in the largest pos-
sible income taxation. Depending on the
decedent’s income and estate tax brack-
ets, the tax bite at death could be quite sig-
nificant.

Now contrast that worst scenario with
the best — the IRA legacy (sometimes
called the multi-generational IRA or
Stretch IRA) which is designed to keep
plan assets in a tax free environment for
as long as possible. Your client has a care-
fully prepared beneficiary designation
naming his spouse as beneficiary. The
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spouse can roll over the funds to her or
his own IRA, disclaim some or all of the
assets into your client’s by-pass trust, or
retain the assets in the client’s IRA. (We
provide a written memo with our desig-
nations so that the client’s spouse, per-
haps many years later, will have some
guidance when deciding what to do.) If
there is no surviving spouse, then this best
case designation provides for separate
shares for the children and/or grand-
children.

Let us assume that the client leaves a
surviving spouse who is not young and
there are sufficient other assets to fund the
by-pass trust. The surviving spouse
should then decide to establish a rollover
IRA, designating the children as benefi-
ciaries. During the spouse’s lifetime, she
or he will be required to take out distrib-
utions based on her or his life expectancy
and that of a hypothetical beneficiary ten
years younger than the spouse.

Both life expectancies are recalculated
annually, thereby extending the measur-
ing period. After the death of the spouse,
withdrawals are based on the oldest
child’s life expectancy (unless the spouse
creates separate shares for each child). In-
come taxes are significantly deferred, thus
providing the opportunity for tax free
compounding on these assets.

Alternatively, assume that the surviv-
ing spouse was not yet 59)% and needed
money. This spouse could choose to keep
the decedent’s IRA as an inherited IRA
and begin receiving distributions imme-
diately without the 10 percent penal-
ty. Because the surviving spouse was
named the designated beneficiary, the es-
tate tax liability was postponed until her
death, due to the marital deduction. This
approach, however, sacrifices some in-
come tax deferral. During the spouse’s
lifetime, withdrawals are based on her or
his recalculated life expectancy. After the
death of the spouse, withdrawals are
based on her or his unrecalculated life ex-
pectancy applicable at the time of death.

In another IRA legacy variation, grand-
children are the designated beneficia-
ries. Because estate taxes on the IRA are
due when the client dies, this technique
works best when non-IRA assets pay the
estate taxes generated by the IRA, so that
the maximum amount of plan assets are
retained in a tax deferred environ-
ment. Upon the client’s death, the mea-
suring period for required minimum
distributions is the actual life expectancy
of the grandchildren. When using this
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variation, consider allocating the genera-
tion skipping transfer tax exemption to
these assets.

These numbers illustrate the impact of
tax-free compounding Assume the client
is 70% with $3,000,000 in the IRA, the IRA
appreciates at a steady 7 percent rate, the
client takes only required minimum dis-
tributions and the client has designated a
40 year old child as beneficiary. Assume
further that the client dies at age 904. At
that time, the value of the IRA would be
approximately $3,900,000. If the estate
does not use IRA assets to pay estate taxes
and the child receives required minimum
distributions for the balance of the child’s
life, the child could receive approximately
$8,000,000 from the IRA on an after-tax
basis, provided the child enjoys a simi-
larly long life.

The IRA legacy is extremely flexi-
ble. Your clients are not bound regarding
distributions. If they want to increase IRA
distributions beyond that required by the
minimum distribution rules in any year,
they are free to do so without
penalty. They simply lose the opportunity
for tax deferred growth on the incremen-
tal withdrawal and subject those assets to
income tax earlier than otherwise re-
quired.

Required minimum distributions
Rules. Distributions from qualified re-
tirement plans are governed by IRC
8401(2)9). IRC 8408(a)(6) applies the same
rules to [RAs. On April 17, 2002, the IRS
issued final regulations (“regs”) govern-
ing required minimum distributions. The
final regs apply to distributions made in
2003 or thereafter. For 2002, IRA owners
and plan participants may determine re-
quired minimum distributions under the
final regs, the 2001 Proposed Regulations,
or the 1987 Proposed Regulations. In most
situations, the final regs produce smaller
required minimum distributions than the
1987 Proposed Regulations. The terms of
a particular plan, however, may not per-
mit all of the options permitted by the
regs. In that event, the more restrictive
terms of the plan control.

The re-
quired beginning date is the date on
which distributions from a plan must be-
gin in order to avoid penalties. Distribu-
tions from an IRA or from a plan in which
the participant is a 5 percent (or more)
owner of the plan sponsor must begin no
later than April 1 of the calendar year fol-
lowing the calendar year in which the par-
ticipant or IRA owner reaches age

70%. Distributions from a plan in which
the participant is not a 5 percent (or more)
owner, however, may be delayed until
April 1 of the year Following the year in
which the participant retires, if that date
is later than the year in which the partic-
ipant reached age 70%.

» During a participant’s (“partic-
ipant” will include an IRA owner unless
otherwise specified) lifetime, required
minimum distributions are, in most situ-
ations, determined by using the IRS Uni-
form Lifetime Table (“Uniform Table”)
which is included in the regs. The re-
quired minimum distributions is deter-
mined by locating on the Uniform Table
the appropriate life expectancy factor
(called the “applicable distribution peri-
od”) which serves as a divisor for a per-
son of a given age.

The account balance as of the end of
one calendar year is divided by the divi-
sor to determine the required minimum
distributions for the subsequent calendar
year. The divisor represents the joint and
survivor life expectancies (based on IRS
life expectancy tables) of the participant
and a hypothetical individual who is ten
years younger than the participant, with
both life expectancies being recalculated
each year.

If a participant’s spouse is more than
ten years younger than the participant,
then the participant’s required minimum
distributions is deteymine by recalculat-
ing the actual joint and survivor life ex-
pectancies for the participant and the
spouse. In other words, the actual life ex-
pectancy of the younger spouse is taken
into account (this is sometimes referred
to as the “younger spouse” rule). Because
the required minimum distributions dur-
ing the participant’s lifetime are deter-
mined by the Uniform Table (or by the
younger spouse rule), the designation of
a beneficiary does not affect lifetime dis-
tributions to the participant.

Under the regs, the Designated Bene-
ficiary, the person who serves as a mea-
suring life for determining required
minimum distributions after the partici-
pant’s death, is no longer required to be
irrevocably determined when the partic-
ipant reaches age 70'4. Indeed, the bene-
ficiaries may be changed during the
participant’s lifetime without affecting
lifetime distributions. Designation of a
beneficiary is critical, however, in deter-
mining distributions after the participant’s
death.
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The key concept in determining
required minimum distributions after the
participant’s death is that of the Desig-
nated Beneficiary. Only an individual (as
in a person, a human being) may be a Des-
ignated Beneficiary. Although an estate,
charitable organization or trust may be
designated as a beneficiary, because none
of these has a life expectancy, none can
serve as a Designated Beneficiary. (The
beneficiaries of a trust may be used as
measuring lives if the trust satisfies the re-
quirements of a “look-through” trust, dis-
cussed below.)

Indeed, if an entity other than a person
or persons is designated as a beneficiary,
the participant will be treated as having
no Designated Beneficiary, even if there
are also individual persons named as ben-
eficiaries. This problem can be remedied
by removing the non-individual benefi-
ciary is before the time at which Desig-
nated Beneficiaries are determined, which
is the September 30th of the calendar year
following the calendar year in which the
participant dies. Reg. §1.401(a)(9)-4,
Q&A 3.

To be a Designated Beneficiary, the per-
son must be named as a beneficiary as
of the participant’s date of death. Bene-
ficiaries may be removed between the
date of death and the September 30 dead-
line, but new beneficiaries may not be
added during that period. A named ben-
eficiary can b e removed, if the beneficiary
properly disclaims his or her entitlement
before September 30 or if the beneficiary
receives, the entire benefit to which the
beneficiary is entitled before that dead-
line. Removal of a beneficiary can be im-
portant if a non-individual is named as a
beneficiary in addition to one or more in-
dividual beneficiaries. If the non-indi-
vidual is not eliminated, the individual
beneficiaries will not be able to stretch out
distributions over the life expectancy of
the oldest beneficiary. (Special rules for
creating separate shares are discussed
below.)

If a surviving spouse and children are
named as beneficiaries, it is generally ben-
eficial to distribute the spouse’s share out-
right so that the children can receive
distributions over their lifetimes. The sur-
viving spouse can roll over her interest to
an IRA. She will be deemed the owner
and can withdraw distributions under the
Uniform Table rather than over her life
expectancy. The surviving spouse can
name the children as beneficiaries of sep-
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arate shares of the rollover IRA, allowing
them to withdraw assets remaining upon
her death over their life expectancies. (This
is the IRA legacy concept discussed
above.)

Distributions to the surviving spouse
must begin by her required beginning
date: April 1 of the year following the year
in which she reaches age 70%. The rollover
creates a “fresh start” under which she
substitutes for the participant and can
name new beneficiaries. Note that if the
surviving spouse rolls over the account,
subsequently remarries, and predeceases
the new spouse, the new surviving spouse
may not further roll over the account and
obtain yet a new fresh start.

A participant would be considered as
having no Designated Beneficiary if, for
example, the participant designated a
charity as the beneficiary. This result also
occurs if the charity is one of several ben-
eficiaries, if the beneficiaries do not have
separate accounts as of the deadline for
determining Designated Beneficiaries,
and if the disqualifying interest has not
been commuted. Reg. §1.401(a)9)4, Q&A
3. If a participant fails to name a benefi-
ciary, the plan may have designated a
beneficiary in a default provision. The fact
that a participant’s interest in a plan passes
to a certain individual under state law
does not make that individual the Desig-
nated Beneficiary unless the individual is
designated as a beneficiary under the
plan. Reg. § 1.401(a)(9)-4, Q&A 1.

The rules govern-
ing required minimum distributions after
the participant’s death are controlled by
who or what is the Designated Beneficia-
ry. Several rules apply:

1. If an individual other than the par-
ticipant’s spouse is named the beneficiary,
withdrawals are based upon the Desig-
nated Beneficiary’s single life expectancy
with no recalculation of life expectan-
cy. (Note that the regs include a Single
Life Expectancy Table showing the life ex-
pectancy of an individual at a given
age.) Distributions must start no later than
December 31 of the year following the
year of the participant’s death.

2.1f the surviving spouse is the Desig-
nated Beneficiary and does not roll over
the account, she uses her single life ex-
pectancy with recalculation. If she is the
sole beneficiary, distributions must begin
by the later of December 3 of the year fol-
lowing the year of the participant’s death
or December 31 of the year in which the

participant would have reached 70%.

3. After the Designated Beneficiary’s
death, any remaining assets must at least
be withdrawn based upon the Designat-
ed Beneficiary’s life expectancy with no
recalculation or (if longer) the participant’s
life expectancy with no recalculation. Reg.
§1.401(a)(9)-5, Q&AS5. In other words, once
the participant dies and the Designated
Beneficiary is determined, then except for
a rollover situation with a surviving
spouse, the measuring life is irrevocably
determined. Although a surviving spouse
can recalculate his or her life expectancy,
any other Designated Beneficiary may not
recalculate his or her life expectancy, and
after the death of the Designated Benefi-
ciary (whether or not the surviving
spouse), the Designated Beneficiary’s life
expectancy continues to be used without
recalculation.

4.1f there is no Designated Beneficiary,
then the rule governing required mini-
mum distributions is determined by
whether or not the participant reached his
Required beginning date. If the partici-
pant reached the required beginning date,
then post-death distributions will be based
upon the participant’s life expectancy
without recalculation, using the partici-
pant’s age as of his birthday in the year of
death. If the participant died before reach-
ing his required beginning date, then
distributions must be completed by De-
cember 31 of the year which includes the
fifth anniversary of the participant’s death.
Reg. §1.401(a}(9)3, Q&A 2 and Q&A 4.

5. Upon the participant’s death, if dis-
tributions are based upon the Designated
Beneficiary’s age, that age is determined
as of the Designated Beneficiary’s birth-
day in the year following the year of the
participant’s death. Upon the Designated
Beneficiary’s death, distributions to the
remainder beneficiary are determined
based upon the Designated Beneficiary’s
age as of his birthday in the year of his
death.

If a designation
names several beneficiaries and does not
establish separate accounts (for defined
contribution plan or IRA) or segregated
shares (for defined benefit plans), then
distributions after the participant’s death
are measured using the life expectancy of
the oldest beneficiary, without recalcula-
tion. If the designation establishes separate
accounts, each Designated Beneficiary’s
life expectancy is used for his or her sep-
arate account, without recalculation (ex-
cept for spouses). For this reason,
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establishing separate accounts in the des-
ignation is generally preferable.

The regulations specify conditions
which must be fulfilled for separate ac-
counts to be recognized for required min-
imum distributions purposes. The
beneficiary of one account must differ
from the beneficiary of each other ac-
count. The separate accounts must be
“established” by December 31 of the year
following the year of the participant’s
death. Finally, the beneficiaries must
have separate interests as of the partici-
pant’s death. PLR 199903050 (Oct. 28,
1998).

After the participant’s death, until sep-
arate accounts are established, separate
accounting for each potential separate
account must be maintained. All post-
death investment gains and losses, con-
tributions and forfeitures must be
allocated during this interim period pro
rata among the separate accounts. The
separate accounting must also allocate
any post-death distributions to the sep-
arate account of the beneficiary receiv-
ing the distribution.

Because pecuniary bequests do not
generally share in profits and losses dur-
ing the period of administration, a share
of a plan account defined as a pecuniary
amount generally cannot qualify as a sep-
arate account. Therefore, any pecuniary
share should be removed (by disclaimer
or full distribution) before September 30
of the year following the year of the par-
ticipant’s death.

For many reasons, clients may
want plan assets distributed to trusts af-
ter the participant’s death. To calculate
required minimum distributions based
upon the life expectancies of the trust
beneficiaries (that is, to treat the trust as
a “see-through” trust), several require-
ments must be satisfied. The trust must
be valid under state law. Trust benefi-
ciaries must be identifiable from the trust
instrument (e.g., by clear description of
a class).

The trust must be irrevocable or must,
by its terms, become irrevocable upon
the participant’s death. Certain docu-
mentation must be provided to the plan
administrator or IRA Trustee and, to pre-
serve the option of using the life ex-
pectancy method of calculating required
minimum distributions, all trust benefi-
ciaries must be individuals (or all non-
individuals must be removed as
beneficiaries before September 30 of the
year following the year of the partici-
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pant’s death). Reg. §1.401(a)(9)-4, Q&A 5
and 6.

This requirement is intend-
ed to ensure that the oldest beneficiary
(the measuring life) can be determined as
of the participant’s death. If an older ben-
eficiary could possibly be added to the
class of trust beneficiaries, this require-
ment is not satisfied. Trustee sprinkle
powers and broad powers of appoint-
ment may violate this requirement. The
possibility that unidentifiable contingent
beneficiaries could be added in case of
premature death of a predecessor benefi-
ciary, can be ignored. Reg. §1.401(a)(9)-4,
Q&A

Gener-
ally, a copy of the trust agreement (or a
list of all trust beneficiaries) must be pro-
vided to the plan administrator by Oc-
tober 31 of the year following the year of
the participant’s death. Reg. §1.401(a)(9)-
4, Q&A 6(b). If a trust of which the spouse
is the sole beneficiary is named the plan
beneficiary, however, then for the spouse
to be treated as the sole Designated Ben-
eficiary, the participant must provide the
plan administrator with a copy of the trust
(or list of all trust beneficiaries), presum-
ably before the participant’s required be-
ginning date. Reg. §§1.401(a)(9)4,
Q&A 6(a).

When a trust
is a beneficiary, determining the measur-
ing life requires consideration of contin-
gent beneficiaries. Unless a contingent
beneficiary is strictly a successor to the in-
terest of a predecessor beneficiary based
solely on the predecessor beneficiary’s
death, the contingent beneficiary must be
taken into account for purposes of iden-
tifying the measuring life. Reg.
§1.401(a)(9)-5, Q&A 7(b). This death con-
tingency exception is narrowly construed;
if the “successor” beneficiary has any
rights other than being a potential suc-
cessor due to the death of another bene-
ficiary, then the “successor” must be taken
into account.

One safe harbor is a conduit trust in
which all distributions to the trust From
the plan must be distributed annually to
the beneficiary. Conduit trusts may be
particularly useful in QTIP situations. Re-
quiring that the QTIP trust distribute all
trust income to the spouse is not sufficient
to render the spouse the sole beneficiary,
because distributions from the plan to the
QTIP trust in excess of plan income could
be treated as principal, so possibly accu-

mulated for future distribution to contin-
gent beneficiaries. Reg. §1.401(a)(9)-5,
Q&A 7(c)(3), Examples 1 and 2. See also,
PLRs 9809059, 199903050.

Two issues should be consid-
ered. The first, just discussed, is whether
the spouse is the sole beneficiary, thus ob-
taining special advantages. The second is
whether the plan will qualify for the mar-
ital deduction. Rev. Rul. 2000-2, 2000-3
LR.B. 305, provides guidance. Assuming
the trust satisfies the usual QTIP require-
ments, then marital deduction treatment
is available if (i) the spouse has the power,
exercisable annually, to compel the trustee
to withdraw from the plan an amount
equal to income earned on plan assets dur-
ing the year and distribute that amount
through the trust to the spouse and if (ii)
the trust and plan do not prohibit the
trustee from withdrawing from the plan
amounts exceeding the required mini-
mum distributions.

This ruling is significant: it permits mar-
ital deduction treatment even if income in
excess of the required minimum distrib-
utions is retained in the plan as long as (i)
the spouse has the power to compel dis-
tribution to the QTIP trust and through
the trust to the spouse and (ii) the trust
agreement and beneficiary designation do
not prevent distributions of all plan in-
come where that income exceeds the re-
quired minimum distributions.

Generally, naming a QTIP as the bene-
ficiary will destroy the tax-free com-
pounding nature of the IRA legacy
technique. If the spouse demands with-
drawal of all income generated by the
plan, there is no growth upon which to
compound. The IRA legacy technique
works because the required minimum dis-
tributions for many years is generally less
than the income earned by the plan.

Caution is needed when using plan
assets to fund a Bypass Trust because
some or all of the estate tax exemption is
“wasted” if trust assets are used to pay in-
come taxes on plan distributions. When
plan assets represent large portions of a
client’s estate and as the estate tax ex-
emption increases, the pressure to use
these assets to fund the Bypass Trust in-
creases. In using plan assets to fund a By-
pass Trust, two issues should be kept in
mind.

First, the designation should indicate
expressly that plan assets should be dis-
tributed to the Bypass Trust over the
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longest period allowed by law, and the
trust agreement should expressly autho-
rize the trustee to withdraw assets from
the plan over that extended period. Sec-
ond, the trust terms and the selection of
beneficiaries should be monitored to en-
sure that the life expectancy of the income
beneficiary (rather than older contingent
beneficiaries) can be used to determine
required minimum distributions.

Some practitioners believe that the life
expectancy of the primary beneficiary
may be used as the measuring life, as long
as the trust requires distribution of all in-
come to the primary beneficiary, the con-
tingent beneficiaries are all younger than
the primary beneficiary and the contin-
gent beneficiaries receive their interest
outright (or if they predecease the pri-
mary beneficiary, then their share pass-
es to their estate).

Other commentators believe that the
primary beneficiary’s life expectancy can
be used even if the assets passing to re-
mainder beneficiaries are held in trust, as
long as these later trusts also do not per-
mit accumulation of income and the po-
tential beneficiaries of these later trusts
are all younger than the primary bene-
ficiary. Most clients will want a contin-

gent designation that benefits the child’s
siblings if the child has no then living de-
scendants, or possibly a contingent des-
ignation that benefits charitable
organizations.

Where the client prefers flexibility in
naming contingent beneficiaries, the
client may need(i) to create a special trust
for plan benefits in the trust document,
providing different terms for the plan
trust than for the regular Bypass Trust or
(ii) to create a stand-alone trust just for
plan assets. The plan trust would not pro-
vide for contingent beneficiaries who
might be older than the primary benefi-
ciary, but the remaining trust assets (e.g.,
the non-IRA assets funding a Bypass
Trust) would be permitted to pass to the
full range of potential contingent benefi-
ciaries. The drafting goal is to qualify for

The rule that members of a class are
treated as identifiable if one can identify
the class member with the shortest life
expectancy. Limited powers of appoint-
ment need to be carefully restricted to en-
sure that (i) no interest may be appointed
to a person older than the primary ben-
eficiary and (ii) if interests are appointed
in further trust, the same dispositive re-
strictions apply to the further trust.

Alternatively, the separate trust could
be designed as a conduit trust. While the
conduit trust does not provide the ad-
vantage of accumulating distributions
within the trust, it still offers spendthrift
protection and protects against the ben-
eficiary’s removing more than the re-
quired minimum distributions.

Qualified retirement assets often com-
prise a substantial share of an estate. The
beneficiary designation for this asset
should be given the same attention that
is given to the will and trust agree-
ments. A standard brokerage house form
will almost never suffice. In fact, a sep-
arate trust only for plan assets may be
the beneficiary of choice. A beneficiary
designation, as is the case with a will,
must deal with all contingencies, be-
cause distributions could extend over
several generations.

The designation must be drafted so
that the brokerage houses can adminis-
ter it over the years without resorting
to the courts for interpretation or deter-
mination of a beneficiary. With a prop-
erly designed beneficiary designation,
plan assets can become the most impor-
tant assets your clients will leave their
heirs.
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