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I. Introduction.

It has been estimated that more than one-third of the wealth in this country is tied up in
qualified retirement plans and IRAs.  To be sure, retirement benefits increasingly constitute one of
the most significant assets of our clients.  

Often, however, retirement benefits are given inadequate attention in the planning process.
Clients frequently go to great lengths to prepare sophisticated wills and trusts but casually fill out
qualified plan and IRA beneficiary designations in a manner that is inconsistent with their general
estate plans.  For example:

� Children are named as the outright beneficiaries of an IRA when the client’s estate planning
documents place other assets into a trust for them.

� The dispositive scheme in the IRA beneficiary designation is different than that under the
estate planning documents.  For example, the client’s will leaves a predeceased child’s share
of the client’s probate assets to the child’s children, but the IRA beneficiary designation gives
the IRA to the client’s surviving children.

� The client has included a unified credit shelter trust in her will, but the IRA beneficiary
designation leaves the IRA to her spouse even though she doesn’t have enough other assets
in her name to fund the credit shelter.

It is critical that tax practitioners focus on retirement benefits and understand the special rules
that apply to retirement benefits in the context of tax, financial, and estate planning.  Contrary to
what some may assume, one does not need to be an ERISA expert to work competently in this area.
However, special study in this area is essential for any professional engaged in personal planning for
clients.

Subject to certain exceptions, the same tax rules apply to the distribution of qualified plan
benefits and IRA benefits.  Thus, except where a distinction must be drawn, the term "retirement
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benefits" in this manuscript refers to both qualified plan benefits and IRA benefits.  Also, the term
"participant" in this manuscript refers to an individual who has an interest in a qualified plan or an
IRA.

II. Basic Tax Framework – Estate Taxes.

A. General Rule. The value of a decedent's accrued retirement benefits in qualified plans
and IRAs as of the date of death generally is fully includable in his or her gross
estate. IRC 2039(a),(b).

B. Exceptions.

1. For participants dying prior to 1983, retirement benefits were fully excludible
from the gross estate.  For participants dying after 1982 but prior to 1985, the
first $100,000 of retirement benefits was excludible from the gross estate, but
amounts in excess of $100,000 were includable. TEFRA 245(a); DEFRA
525(a).

2. Under a transition rule, an unlimited exclusion of retirement benefits in a
qualified plan is still permitted to the estate of a participant who separated
from service prior to January 1, 1983, as long as the participant did not
change the form of benefit prior to death.  TEFRA 245(c); TRA 86
1852(e)(3).  Similarly, a $100,000 exclusion of benefits in a qualified plan is
still permitted to the estate of a participant who separated from service after
1982 but before January 1, 1985, as long as the participant did not change the
form of benefit prior to death. DEFRA 525(b); TRA 86 1852(e)(3).

3. An unlimited exclusion of retirement benefits in an IRA is still permitted to
the estate of a participant whose benefits were in pay status as of December
31, 1982 and who had irrevocably elected the form of benefit before January
1, 1983. TEFRA 245(c).  A $100,000 exclusion of benefits in an IRA is still
permitted to the estate of a participant whose benefits were in pay status as
of December 31, 1984 and who had irrevocably elected the form of benefit
before July 18, 1984.  DEFRA 525(b).  See also Rev. Rul. 92-22 and TAM
9144046, which limited the application of Section 1852(e)(3) of TRA 86 to
qualified plans.

4. A participant was in pay status on the applicable date if the benefit form had
been elected on or before such date and the participant had received, on or
before such date, at least one payment under that benefit form.  An election
was irrevocable as of a particular date if it was a written irrevocable election
that, with respect to all payments to be received after such date, specified the
form of distribution and the period over which the distribution would be paid.
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Temp. Reg. 20.2039-1T.

C. Marital Deduction.

1. An outright distribution of a participant's retirement benefits directly to the
participant’s spouse will qualify for the estate tax marital deduction, whether
or not the spouse makes a spousal rollover. IRC 2056.

2. If the surviving spouse has the right to withdraw the entire balance of the
retirement benefits in a particular plan or IRA, then the retirement benefits
should qualify for the marital deduction even if the spouse leaves the benefits
in that plan or IRA.  Rev. Rul. 82-184; Reg. 20.2056(b)-5(f)(6).

3. Retirement benefits paid to the surviving spouse in the form of a survivor
annuity are treated as QTIP property, unless the executor affirmatively elects
out of QTIP treatment. TAMRA 6152(c); IRC 2056(b)(7)(C).

4. A lump sum distribution to a marital deduction trust (i.e., a general power of
appointment trust or a QTIP trust) will qualify for the marital deduction. IRC
2056.  Also, installment distributions to a marital deduction trust will qualify
for the deduction, if properly structured. 

D. Charitable Deduction.  A charitable deduction from the gross estate is permitted
when a qualifying charitable institution is designated as the beneficiary of a
participant's retirement benefits. 

E. Tax Clause Allocations.

1. An advisor who is planning an estate that includes substantial retirement
benefits should give careful attention to the tax clause in the client's will,
especially where the beneficiary of the retirement benefits differs from the
beneficiaries under the will.  Under the North Carolina apportionment statute
(NCGS 28A-27-2), estate taxes are, as a general rule, apportioned among
persons interested in the estate in proportion to the value of the decedent's
property received by them.  However, if the decedent's will contains a
provision specifying that all estate taxes are to be paid from the residuary
estate under the will, then that provision will control.  NCGS 28A-27-2(b).

2. The statute further provides that a direction in the will that death taxes will
be paid from the residuary estate will not apply to assets includable in the
gross estate under Sections 2041 (power of appointment), 2042 (life
insurance), or 2044 (lifetime interest in QTIP trust) unless the will expressly
provides otherwise.  The statute does not draw a similar distinction for
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retirement benefits.  

3. Therefore, if the decedent's will contains a general direction that death taxes
be paid from the residuary estate without carving out a specific exception for
retirement benefits, and if the decedent designated a beneficiary of his or her
retirement plan or IRA who is different from the beneficiaries under the will,
then the beneficiaries under the will may be burdened with the estate tax
liability on the retirement benefits, and the beneficiary of the retirement
benefits will receive these benefits free and clear of estate taxes.

F. Disclaimers of Interests in Retirement Benefits.  A beneficiary of retirement benefits
in a qualified plan or IRA may disclaim all or part of such benefits by making a
qualified disclaimer under IRC 2518(b) and state law.  A qualified disclaimer of
retirement benefits will not result in a prohibited assignment or alienation under IRC
401(a)(13) or an assignment of income.  GCM 39858, PLR 9037048, PLR 9016026,
PLR 9723028, PLR 9710034, PLR 9752072, PLR 9615043, PLR 9450041, PLR
9551015, PLR 9820010.   See also PLR 200521033, in which the IRS approved a
disclaimer of an IRA by a spouse and by the trustee of a marital trust, causing the
IRA to pass to a family credit shelter trust.

G. Pecuniary Bequests and Retirement Benefits.  The taxable amount of retirement
benefits constitutes income in respect of a decedent ("IRD") under IRC 691.  If the
decedent’s estate is the beneficiary of the retirement benefits, the estate reports the
taxable amount as income as and when distributions are received unless there has
been a previous taxable disposition of the right to receive the benefits.  If there is
such a taxable disposition, the estate recognizes income equal to the present value of
the benefits, and the transferee has a basis equal to the amount of income recognized
by the estate.  IRC 691(a)(2).  Accordingly, the right to receive retirement benefits
should not be used to satisfy a pecuniary bequest, including a pecuniary bequest
under a marital deduction formula.  Otherwise, the estate will recognize current
income when the right to receive the benefits is transferred to the beneficiary in
satisfaction of the bequest, even though the beneficiary may choose to receive
distributions over a period of years.  IRC 691(a)(2), Reg. 1.661(a)-2(f)(1).  The use
of a fractional share formula will avoid the acceleration of income.  Rev. Rul. 55-
117.

III. Basic Tax Framework – Income Taxes.

A. General Rule.  Generally, a distribution of retirement benefits from a qualified plan
or IRA, whether in a lump sum or in installments (including payments under an
annuity issued as part of a distribution), will be subject to income tax at the
recipient's ordinary income tax rate in the year the distribution is received.  IRC
61(a), IRC 402(a), IRC 72(a).



5

B. Exceptions.

1. Investment in Contract.  If part of a distribution is attributable to the
recipient's own after-tax investment, that part is recovered tax-free.  The
after-tax investment generally will be attributable to after-tax contributions
or, in the case of a qualified plan, P.S. 58 costs attributable to life insurance
allocated to the participant's account in the plan.  Special rules for
determining the part of a distribution represented by the participant's after-tax
investment are set forth in IRC 72.  Generally, the amount of a distribution
from a particular account that is tax-free is determined on a pro rata basis.

2. Employer Securities. Taxation is deferred on the unrealized appreciation in
employer securities that are distributed as part of a lump sum distribution.
IRC 402(e)(4)(B).

3. Life Insurance Proceeds.  If a beneficiary receives proceeds from a life
insurance policy held under a qualified plan, the portion of the proceeds in
excess of the cash surrender value immediately before death is excluded from
gross income.  See IRC 101(a) and Reg. 1.72-16(c)(2)(ii).

4. Roth IRAs and Roth 401(k)s.  Distributions from a Roth IRA or Roth 401(k)
are exempt from income taxation if they are made at least five years after the
account is established and they are made (a) after the participant reaches age
59 ½, (b) after the death of the participant, (c) on account of the participant’s
disability, or (d) in the case of a Roth IRA, for a "qualified special purpose
distribution" (i.e., first time home buyer expenses under IRC 72(t)(2)(F)).
IRC 408A, IRC 402A.

5. Special Income Averaging.  Under a transition rule, a participant who reached
age 50 before January 1, 1986 may choose one of the following methods for
taxing a lump sum distribution:

a. Ten year averaging using 1986 income tax rates, plus long term
capital gain treatment on the portion of the distribution accrued before
1974 at a 20% maximum rate.

b. Ten year averaging on the entire distribution using 1986 income tax
rates.

Section 1401 of the 1996 tax act repealed five year averaging effective for tax
years beginning after December 31, 1999, but the transition rule for ten year
averaging/capital gains will continue to be available to qualifying participants
even after the effective date of the repeal of five year averaging.  Section
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1401(c) of the 1996 tax act.

6. Rollovers.

a. Income taxation (including the 10% penalty tax on premature
distributions) is deferred on the part of an eligible distribution that is
rolled over into a qualified plan or an IRA.  IRC 402(c).  

b. Prior to the Economic Growth and Tax Relief Act of 2001
("EGTRRA"), there were many outdated rules restricting a
participant’s ability to move money from one type of retirement plan
to another.  EGTRRA significantly broadened those rules, allowing
almost complete portability for eligible rollover distributions from
qualified plans, 403(b) annuities, and IRAs.  Eligible distributions
from any of these plans may be rolled over to any other qualified plan
or IRA.

c. A distribution is eligible for rollover if it is not (i) a minimum
required distribution under IRC 401(a)(9), (ii) a hardship distribution,
(iii) in most cases, after-tax contributions or other amounts not
included in income, or (iv) a distribution that is one of a series of
substantially equal payments payable (x) for a period of ten years or
more, or (y) for the life or life expectancy of the participant or the
participant and a designated beneficiary.  IRC 402(c)(8)(B).

d. A rollover must be completed no later than the 60  day after theth

distribution is made.  IRC 402(c).  The IRS can waive the 60-day
requirement if the failure to make the waver would be "against equity
or good conscience, including casualty, disaster, or other events
beyond the reasonable control" of the participant.  IRC 402(c)(3),
408(d)(3).

e. In Rev. Proc. 2003-16, the IRS stated that, in determining whether to
grant a waiver, it will consider relevant facts including (i) errors
committed by a financial institution, and (ii) inability to rollover due
to death, disability, hospitalization, incarceration, restrictions
imposed by a foreign country, or postal error.  In addition, an
automatic waver is available in many cases where a financial
institution receives the funds within the 60-day period, the participant
follows its procedures, but the financial institution fails to complete
the rollover within 60 days solely due to its own error.

f. Since publishing Rev. Proc. 2003-16, the IRS has issued dozens of
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private letter rulings that grant wavers to participants who made
mistakes in meeting the 60-day requirement.

i. PLR 200401020.  The bank mistakenly satisfied a withdrawal
request to buy a home from the participant’s IRA.

ii. PLR 200401023.  The bank opened a non-retirement CD
contrary to the participant’s instructions.

iii. PLR 200410024.  The participant missed the 60-day deadline
after being admitted to an alcohol and mental illness clinic.

iv. PLR 200410025. A participant with Alzheimer’s
inadvertently made a series of IRA withdrawals even though
other funds were available.

v. PLR 200402028.  An investment advisor mistakenly
deposited the participant’s rollover into a regular brokerage
account instead of an IRA.

7. Trustee-to-Trustee Transfers.  It is important to distinguish a rollover from
a trustee-to-trustee transfer, even though sometimes it is hard to do so.  In a
typical rollover, the participant receives a distribution check made out to the
participant, the participant deposits the check into his non-IRA bank account,
and then the participant writes a check to the IRA or qualified plan receiving
the rollover within 60 days of receiving the distribution.  However,  qualified
plans are required to comply with direct rollover rules, requiring the plan to
make distributions, at the election of the participant, directly to the
participant’s IRA or to another qualified plan in which the participant
participates (in which case the distribution check is made out to the IRA
custodian or plan trustee).  IRC 402(c).  A rollover, whether a traditional
rollover or a direct rollover, can only be made by a participant or the
participant’s spouse.  A non-spouse beneficiary is not eligible to rollover a
plan or IRA distribution that is payable as a result of the participant’s death.

In a trustee-to-trustee transfer,  the participant’s account is transferred directly
by an IRA to another IRA established in the name of the participant.  A
trustee-to-trustee transfer can be accomplished during the participant’s life or
after the participant’s death.  In the case of a transfer after the participant’s
death, the beneficiary (either the spouse or a non-spouse beneficiary) directs
the financial institution to transfer the IRA to another IRA in the name of the
participant, even though the receiving IRA may not be established until after



8

the participant’s death and even though it may be at another financial
institution.  Rev. Rul. 78-406, PLR 9802046, PLR 9704031, PLR 9737030,
PLR 9608042, PLR 9504045, PLRs 9623037 to 040, PLR 9106045, PLR
9106044, PLR 200027064, PLR 200028040.  In the event of such a transfer,
the new IRA should be set up as follows:

[Decedent’s name] Inherited IRA f/b/o [Beneficiary’s Name]

For example, in PLR 9623037, four sisters were named as equal beneficiaries
of their deceased mother’s IRA.  The IRS ruled that this inherited IRA could
be divided into four separate IRAs in the mother’s name with each daughter
being the beneficiary of one of them, and that the taxpayer in question (one
of the sisters) could do a trustee-to-trustee transfer of "her" new IRA to
another financial institution and then receive installment distributions over
the oldest sister’s life expectancy. See also PLR 9641031 and PLR 9810031-
33.

The IRS has also approved a trustee-to-trustee transfer by a beneficiary after
the participant’s death from a qualified plan to an IRA set up in the
participant’s name.  See PLR 9418034.

IV. Premature Distribution Tax.

A. 10% Penalty Tax.  Section 72(t) of the Internal Revenue Code imposes a 10% penalty
tax on qualified plan and IRA distributions that are received prior to age 59½ to the
extent such distributions are includable in income.  Some of the more important
exceptions to the 10% penalty tax are:

1. Distributions made to a beneficiary on account of death.

2. Distributions attributable to disability.

3. Distributions from a qualified plan (not an IRA) to an employee who has
separated from service after attaining age 55.

4. Distributions to the extent of a participant's deductible medical expenses,
whether or not the participant itemizes.

5. Distributions from an IRA (not a qualified plan) for the first $10,000 of
qualified first-time home buyer expenses. 

6. Distributions from an IRA (not a qualified plan) for qualified higher
education expenses.
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7. Distributions which are part of a series of substantially equal periodic
payments (not less frequently than annually) made for the life (or life
expectancy) of the taxpayer or the joint lives (or joint life expectancies) of the
taxpayer and his or her designated beneficiary. IRC 72(t)(2)(A)(iv)  This
exception applies to a distribution from a qualified plan only if the participant
has separated from service when the distribution is received.  However, if the
equal payments are substantially modified (other than by reason of death or
disability) before the later of (a) the close of the five-year period beginning
with the date of the first payment, or (b) the date the taxpayer attains age
59½, the 10% penalty applies retroactively to earlier distributions. IRC
72(t)(4)(A).

B. IRS Notice 89-25.  In 1989, the IRS issued Notice 89-25 and set forth three methods
(annuitization method, amortization method, and minimum required distribution
method) that could be used to determine substantially equal payments that would
qualify for the exception. The first two of those methods result in a fixed amount that
is required to be distributed each period and could result in the premature depletion
of the taxpayer's account in the event that the value of the assets in the account
suffers a decline in market value.  The third method calculates the distribution in the
same manner that a minimum required distribution ("MRD") is calculated under
Section 401(a)(9).  Because this calculation is based on each year’s account balance,
the amount of the distribution varies from year to year.

C. Rev. Rul. 2002-62. Rev. Rul. 2002-62 provides new guidance on how the three
methods work and provides relief to taxpayers who selected the annuitization or
amortization methods by permitting them to change to the MRD method. The
guidance in Rev. Rul. 2002-62 replaces the guidance in Notice 89-25 for any series
of payments commencing on or after January 1, 2003, and may be used for
distributions commencing in 2002. If a series of payments that satisfied Notice 89-25
commenced in a year before 2003, the method of calculating the payments in the
series may be changed at any time to the MRD method explained below, including
use of a different life expectancy table.

D. General Rule under Rev. Rul. 2002-62. Payments are considered to be substantially
equal periodic payments if they are made in accordance with one of the three
following calculations:

 
1. MRD Method. Under this method, the annual payment for each year is

determined by dividing the account balance for that year by the number from
the chosen life expectancy table for that year. The account balance, the factor
from the chosen life expectancy table, and the resulting annual payments are
recalculated each year. If this method is chosen, there will not be deemed to
be a modification in the series of substantially equal periodic payments, even
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if the amount of payments changes from year to year, provided there is no
change to another method of determining the payments.

 
2. Fixed Amortization Method. Under this method, the annual payment for each

year is determined by amortizing the account balance in level amounts over
a specified number of years determined using the chosen life expectancy table
and the chosen interest rate.  The account balance, the number from the
chosen life expectancy table, and the resulting annual payment are determined
once for the first distribution year, and the annual payment is the same
amount in each succeeding year. 

3. Fixed Annuitization Method. Under this method, the annual payment for each
year is determined by dividing the account balance by an annuity factor that
is the present value of an annuity of $1 per year beginning at the taxpayer's
age and continuing for his or her life (or the joint lives of the individual and
beneficiary). The annuity factor is derived using the mortality table in
Appendix B of Rev Rul 2002-62 and using the chosen interest rate. Under
this method, the account balance, the annuity factor, the chosen interest rate,
and the resulting annual payment are determined once for the first distribution
year, and the annual payment is the same amount in each succeeding year.

E. Life Expectancy Tables. The life expectancy tables that can be used to determine
distribution periods are: 

1. The uniform lifetime table in Appendix A of Rev. Rul. 2002-62;
 

2. The single life expectancy table in Reg. §1.401(a)(9)-9,Q&A-1; or 

3. The joint and last survivor table in Reg. §1.401(a)(9)-9, Q&A-3.

The number that is used for a distribution year is the number shown from the table
for the taxpayer’s age on his or her birthday in that year. If the joint and survivor
table is being used, the age of the beneficiary on the beneficiary's birthday in that year
is also used. For the MRD method, the same life expectancy table that is used for the
first distribution year must be used in each following year. 

If the joint life and last survivor table is used, the survivor must be the actual
beneficiary of the taxpayer for the year of the distribution. If there is more than one
beneficiary, the identity and age of the beneficiary are determined under the rules for
determining the designated beneficiary for purposes of the MRD rules of IRC
401(a)(9) . The beneficiary is determined for a year as of January 1 of that year,
without regard to changes in the beneficiary in that year or beneficiary determinations
in prior years.
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F. Interest Rates. The interest rate that may be used is any interest rate that is not more
than 120% of the federal mid-term rate (determined in accordance with Code
§1274(d) ) for either of the two months immediately preceding the month in which
the distribution begins. 

 
G. Account Balance. The account balance that is used to determine payments must be

determined in a reasonable manner based on the facts and circumstances. For
example, for an IRA with daily valuations that makes its first distribution on July 15,
2003, Rev. Rul. 2002-62, §2.02(d) says “it would be reasonable to determine the
yearly account balance when using the required minimum distribution method based
on the value of the IRA from December 31, 2002 to July 15, 2003” (presumably, this
means that the IRA owner can use the value on any day between December 31, 2002
and July 15, 2003.)  Rev. Rul. 2002-62 goes on to state that, for subsequent years,
under that method, “it would be reasonable to use the value either on the December
31 of the prior year or on a date within a reasonable period before that year's
distribution.” 

Under all three methods, substantially equal periodic payments are calculated for an
account balance as of the first valuation date selected as explained above. Thus, a
modification to the series of payments will be necessary if, after that date, there is (i)
any addition to the account balance other than gains or losses, (ii) any nontaxable
transfer of a portion of the account balance to another retirement plan, or (iii) a
rollover by the taxpayer of the amount received resulting in such amount not being
taxable.

If, as a result of following an acceptable method of determining substantially equal
periodic payments, a taxpayer’s account is exhausted, the taxpayer will not  be
subject to the 10% penalty tax as a result of not receiving substantially equal periodic
payments, and the resulting cessation of payments won't be treated as a modification
of the series of payments.

H. One-Time Change to MRD Method. A taxpayer who begins distributions in a year
using either the fixed amortization method or the fixed annuitization method may in
any subsequent year switch to the MRD method to determine the payment for the
year of the switch and all subsequent years, and the change in method will not be
treated as a modification under Code §72(t) . Once a change is made under this rule,
the MRD method must be followed in all subsequent years. Any subsequent change
will be a modification for purposes of Code §72(t)(4).

The opportunity to switch can prevent an account that has substantially declined in
value from the time the individual started taking early distributions under the
annuitization or amortization methods, which require level payments regardless of
changes in account value, from being wiped out prematurely as a result of a market
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downturn. On the other hand, once the switch is made, if the account recovers
spectacularly, the result could be higher payments in some later years than would
have been required under the original method.

I. New Guidance Offers More Flexibility. The new IRS guidance offers individuals
wide latitude in tailoring payments to qualify for the exception to the penalty and at
the same time to meet their individual needs. The ability to switch offers the
opportunity for those choosing fixed payments to reduce or increase their payments
if investment experience causes their account values to later decrease or increase.

J. Example.  If a 52 year old participant has $1,000,000 in his IRA and desires to
receive distributions under the substantially equal period payment exception, the
annual distributions will be in the following amount depending on the method of
distribution elected:

1. Fixed Amortization. $57,704 fixed every year for at least 8 years.

2. Fixed Annuitization. $57,222 fixed every year for at least 8 years.

3. MRD Uniform Table. $22,422 to start off, varying each year thereafter based
on each December 31 account balance.

4. MRD Single Life Table. $30,960 to start off, varying each year thereafter
based on each December 31 account balance.

Further flexibility is available by dividing an IRA into two IRAs prior to making the
election to receive substantially equal period payments from one of them.

V.  Required Minimum Distributions under IRC 401(a)(9).

A. 50% Penalty Tax.  A 50% penalty tax is imposed on the amount of a minimum
required distribution ("MRD") that, under IRC 401(a)(9), is required to be
distributed but is not.  The IRS has authority to waive the tax if the shortfall is due
to reasonable error.  IRC 4974(a),(d).

1. Under the Employee Plans Compliance Resolution System, if a plan sponsor
voluntarily discloses to the IRS that it failed to make MRDs, catches up the
MRDs to all affected participants (there must be fewer than 50 affected
participants), and pays a $500.00 compliance fee to the IRS, then the IRS will
waive the 50% penalty tax.
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B. Minimum Lifetime Distributions.

1. Required Beginning Date.  A participant's retirement benefits in a qualified
plan or IRA must be distributed in a lump sum, or commence to be
distributed in installments, no later than his or her "required beginning date"
( "RBD").  IRC 401(a)(9), IRC 408(a)(6), IRC 408(b)(3).

a. The RBD with respect to an IRA participant or a 5% owner of the
employer sponsoring a qualified plan is April 1 of the year following
the year in which the participant reaches age 70 ½, even though the
participant has not retired.  IRC 401(a)(9)(C).

i. A 5% owner is (a) if the employer is a corporation, anyone
who owns (actually or constructively) more than 5% of the
outstanding stock or stock possessing more than 5% of the
total combined voting power of all stock of the corporation,
or (b) if the employer is not a corporation, anyone who owns
more than 5% of the capital or profits interest in the employer.
IRC 416(i)(1)(B).

b. The RBD with respect to a qualified plan participant other than a 5%
owner is April 1 of the year following the year in which the
participant (a) reaches age 70 ½, or (b) retires, whichever occurs last.
IRC 401(a)(9)(C).

c. A Roth IRA is not subject to the MRD rules during the participant’s
life.  IRC 408A(c)(5). At the participant’s death, the participant’s
benefits will be subject to the post-death MRD rules discussed below
as though the participant had died before his or her RBD.  A Roth
401(k) is subject to the MRD rules during the participant’s life.  IRC
402A.  To avoid the lifetime MRD rules, a Roth 401(k) participant
simply can roll over his or her benefits to a Roth IRA before the
RBD.

2. Individual Account Rules vs. Annuity Rules.  The regulations under IRC
401(a)(9) divide the rules for calculating MRDs into two categories:
individual account distributions (principally dealing with non-annuity
installment distributions) and annuity distributions.  This manuscript
emphasizes the rules for individual account distributions, since the individual
account rules (generally applying to IRAs, profit sharing plans, money
purchase plans, 401(k) plans, and non-annuity distributions from defined
benefit plans) are most commonly encountered by tax practitioners.
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3. Commencement of MRDs.  While the RBD is April 1 of the year following
the year in which the participant attained age 70½, the first year for which a
distribution must be taken is the year in which the participant attained age
70½.  The distribution which must be taken by April 1 is actually the MRD
for the prior year.  The participant will still have to take the MRD for what
is the second distribution year by December 31.  Therefore, electing to
postpone the first distribution until April 1 will result in two MRDs being
taken, and taxed, in the same year.  Reg. 1.401(a)(9)-5, Q-1.

a. For example, assume the participant’s  birthday is January 1.  He
attains age 70½ on July 1 of Year One, which is the first distribution
year.  The participant must take a MRD for Year One by April 1 of
Year Two, which is the second distribution year.  He then must also
take the MRD for Year 2 by December 31 of Year Two.

4. Amount of Required Lifetime Distributions.  During a participant's lifetime,
MRDs are generally based upon the life expectancy of the participant and a
hypothetical beneficiary who is ten years younger than participant.  The life
expectancy factors are set forth in the IRS Uniform Lifetime Table, which
runs to age 115.  The MRD is generally calculated by dividing the prior year-
end value of the participant's account by the life expectancy factor that
corresponds to the participant's age.  During lifetime, participants get to
recalculate their life expectancy annually, which means that for each year's
distribution, they go back to the table and find the life expectancy factor that
corresponds to their current age.  Because the decrease in this "recalculated"
life expectancy is less than one from one year to the next, this is more
beneficial than the "fixed term method", under which the life expectancy
factor is taken from the appropriate table in the first year, and reduced by one
each year thereafter. The fixed term method is the method primarily used by
beneficiaries after the death of the participant. Reg. 1.401(a)(9)-5, Q-1
through Q-4.

a. For example, the participant has an IRA and was born January 1,
1935.  She attains age 70½ on July 1, 2005.  Her required beginning
date is April 1, 2006.  The distribution that she must take by that date
is the MRD for the 2005 distribution year.  Using her attained age as
of her birthday in 2005 (70), the Uniform Table provides a divisor of
27.4.  The participant divides her IRA balance as of  December 31,
2004 (assume $1,000,000) by 27.4, for a MRD of $36,496 for 2005.
To determine her MRD for the 2006 distribution year, she goes back
to the Uniform Table to find a divisor of 26.5 for age 71 (her attained
age as of her birthday in 2006).  She would then divide her account
balance as of year-end 2005, less the $36,496 distribution for 2005 (if



15

taken in 2006) by 26.5 to find her MRD for 2006.  The 2006
distribution must be taken by December 31, 2006.

5. Alternative Method of Calculating Payments if Spouse is more than Ten Year
Younger.  If the participant's sole designated beneficiary is his or her spouse,
and that spouse is more than ten years younger than the participant, then the
participant can base MRDs upon their actual joint life expectancy.  The life
expectancy factors would then be taken from the IRS Joint & Last Survivor
Table, rather than the Uniform Lifetime Table.  The participant would still
recalculate life expectancy by returning to the table each year. Reg.
1.401(a)(9)-5, Q-4.

Uniform Lifetime Table
                                                Life                         Life                         Life

Age Expectancy Age Expectancy Age Expectancy Age Expectancy
70 27.4 82 17.1 94 9.1 106 4.2
71 26.5 83 16.3 95 8.6 107 3.9
72 25.6 84 15.5 96 8.1 108 3.7
73 24.7 85 14.8 97 7.6 109 3.4
74 23.8 86 14.1 98 7.1 110 3.1
75 22.9 87 13.4 99 6.7 111 2.9
76 22.0 88 12.7 100 6.3 112 2.6
77 21.2 89 12.0 101 5.9 113 2.4
78 20.3 90 11.4 102 5.5 114 2.1
79 19.5 91 10.8 103 5.2 115+ 1.9
80 18.7 92 10.2 104 4.9
81 17.9 93 9.6 105 4.5

C. Distributions after Death of Participant. While the MRD rules for lifetime
distributions are fairly simple, things get more complicated after the death of the
participant.  At this point, multiple variables come into play in determining the
MRDs.  The rules vary based upon whether the participant died before or after his
RBD, whether or not he had a "designated beneficiary", and, if so, whether that
designated beneficiary was a spouse, or whether there were multiple designated
beneficiaries.

1. Death Before Required Beginning Date.  

a. Death without Designated Beneficiary.  If the participant dies prior to
his RBD, and does not have a designated beneficiary, the participant's
entire account balance must be distributed by December 31st of the
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year that contains the fifth anniversary of the participant's death.  This
is often referred to as the "5-year rule".  During this 5-year period,
there are no MRDs.  The funds may be distributed at any time and in
any amount, as long as the account is fully distributed by the end of
the fifth year.  Reg. 1.401(a)(9)-5, Q-5; Reg. 1.401(a)(9)-3, Q-4.

i. For example, the participant had an IRA, and was born
October 10, 1939.  He died August 5, 2004, at age 64, without
having named a designated beneficiary for his IRA.  The
entire balance in his IRA must be distributed by December
31, 2009.

b. Death with Non-Spouse Beneficiary.  If the participant died before his
RBD, had a non-spouse designated beneficiary, and distributions
begin by December 31 of the year following the year of death, then
distributions may be spread over the life expectancy of the designated
beneficiary.  The beneficiary's life expectancy is found in the IRS
Single Life Table.  The beneficiary's life expectancy is calculated
under the "fixed term" method, meaning that the Single Life Table is
used to determine the beneficiary's life expectancy for the first
distribution year after death, and life expectancy is reduced by one for
each subsequent year. Unlike the participant during life, the
beneficiary may not recalculate life expectancy each year.  If there are
multiple designated beneficiaries, MRDs are based upon the life
expectancy of the oldest.  Reg. 1.401(a)(9)-5, Q-5 through Q-7.

i. For example, assume the same facts as in the previous
example, except that the participant’s son is the designated
beneficiary of the IRA.  The son was born July 8, 1975.  He
can stretch distributions out over his lifetime, provided
distributions begin by December 31, 2005.  The son looks to
the Single Life Table, to find that a divisor of 53.3 applies to
his attained age of 30 in 2005 (the first distribution year).  His
2005 MRD is calculated by dividing the 2004 year-end
account balance (assume $500,000) by 53.3.  His 2005 MRD
is therefore $9,381.  In subsequent years, he will reduce the
applicable divisor by one each year (52.3 for 2006, 51.3 for
2007, and so on).
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Single Life Table
                                                Life                         Life                         Life

Age Expectancy Age Expectancy Age Expectancy Age Expectancy
0 82.4 28 55.3 56 28.7 84 8.1
1 81.6 29 54.3 57 27.9 85 7.6
2 80.6 30 53.3 58 27.0 86 7.1
3 79.7 31 52.4 59 26.1 87 6.7
4 78.7 32 51.4 60 25.2 88 6.3
5 77.7 33 50.4 61 24.4 89 5.9
6 76.7 34 49.4 62 23.5 90 5.5
7 75.8 35 48.5 63 22.7 91 5.2
8 74.8 36 47.5 64 21.8 92 4.9
9 73.8 37 46.5 65 21.0 93 4.6
10 72.8 38 45.6 66 20.2 94 4.3
11 71.8 39 44.6 67 19.4 95 4.1
12 70.8 40 43.6 68 18.6 96 3.8
13 69.9 41 42.7 69 17.8 97 3.6
14 68.9 42 41.7 70 17.0 98 3.4
15 67.9 43 40.7 71 16.3 99 3.1
16 66.9 44 39.9 72 15.5 100 2.9
17 66.0 45 38.8 73 14.8 101 2.7
18 65.0 46 37.9 74 14.1 102 2.5
19 64.0 47 37.0 75 13.4 103 2.3
20 63.0 48 36.0 76 12.7 104 2.1
21 62.1 49 35.1 77 12.1 105 1.9
22 61.1 50 34.2 78 11.4 106 1.7
23 60.1 51 33.3 79 10.8 107 1.5
24 59.1 52 32.3 80 10.2 108 1.4
25 58.2 53 31.4 81 9.7 109 1.2
26 57.2 54 30.5 82 9.1 110 1.1
27 56.2 55 29.6 83 8.6 111+ 1.0

c. Death with Spouse as Beneficiary.  If the participant dies before his
RBD, and his surviving spouse is his sole beneficiary, the spouse may
elect to delay distributions until the later of:

i. The year following the year in which the participant died; or

ii. The year following the year in which the participant would
have attained age 70½ had he lived. Reg. 1.401(a)(9)-3, Q-3.
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When the spouse then begins to take MRDs, his or her life
expectancy is based upon the Single Life Table.  However, unlike a
non-spouse designated beneficiary, the life expectancy of a spouse as
sole designated beneficiary is recalculated annually.

A spouse as designated beneficiary has an additional option, which is
to make a "spousal rollover."  This is discussed further in Section H
below, and allows a spouse as designated beneficiary to roll over the
participant's account balance to his or her own qualified plan or IRA
if certain requirements are met.

2. Death On or After Required Beginning Date.

a. Payment of MRD Due to Participant.  The first order of business
when a participant dies on or after his required beginning date is to
determine whether or not he has already taken his MRD  for the year
of death.  To the extent not already taken by the participant, the MRD
for the year of death must be taken by the beneficiary, based upon the
method being used by the participant during his life (i.e. either the
Uniform Lifetime Table or the Joint & Last Survivor Table).  This
distribution must be taken by December 31st of the year of death.
Reg. 1.401(a)(9)-5, Q-4.

i. For example, assume the participant had an IRA and was born
April 15, 1931.  He died May 12, 2005, at the age of 74.  His
IRA balance as of year-end 2004 was $850,000, and, at the
time of his death, he had not yet taken his MRD for 2005.
Using the participant’s attained age as of his birthday in 2005
(74), the applicable divisor from the Uniform Lifetime Table
is 23.8.  His 2005 MRD of $35,714 ($850,000 divided by
23.8) must be taken by the beneficiary by December 31, 2005.

b. Death without Designated Beneficiary. If the participant dies on or
after his RBD with no designated beneficiary, MRDs are based upon
the participant's remaining life expectancy, had he lived, using the
Single Life Table and fixed term method.  The Single Life Table is
used to find the participant's life expectancy for the age he had
attained, or would have attained, in the year of death, and life
expectancy is reduced by one for each subsequent year.  Reg.
1.401(a)(9)-5, Q-5.

i. For example, assume in the previous example that the
participant did not have a designated beneficiary at the time
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of his death in 2005.  Looking to the Single Life Table, the
divisor for his attained age of 74 in the year of death is 14.1.
This divisor is reduced by one for subsequent years.  Thus, the
MRD for 2006 would be the 2005 year-end account balance
divided by 13.1  Assuming the IRA earned an annual return
of 6%, the 2005 year-end balance would be $865,286 (the
$850,000 2004 year-end balance, plus $51,000 (6%), less the
2005 MRD of $35,714, taken on December 31, 2005).  The
MRD for 2006 would therefore be $66,052.

c. Death with Non-Spouse Beneficiary.  If the participant dies on or
after his RBD and has a non-spouse designated beneficiary, MRDs
are based upon the longer of:

i. the beneficiary's life expectancy, or

ii. the participant's remaining life expectancy, had he lived.  Reg.
1.401(a)(9)-5, Q-5.

The Single Life Table is used to find the beneficiary's life expectancy
in the first distribution year (the year after the year of the participant's
death) and life expectancy is reduced by one for each subsequent year.
The participant's remaining life expectancy is determined in the same
way as when there is no designated beneficiary.

i. For example, assume the same facts as in the previous
example, except that the participant’s son was designated
beneficiary of his IRA.  The son was born September 16,
1960.  He looks to the Single Life Table and finds that a
divisor of 37.9 applies to his attained age of 46 in 2006.  The
son would therefore use his own life expectancy to determine
MRDs, as it is longer than the participant’s remaining life
expectancy of 13.1.  The son’s MRD for 2006 would be
$22,831 ($865,286 divided by 37.9).  His life expectancy
divisor would decrease by one each year for all subsequent
years.

d. Death with Spouse as Beneficiary.  If the participant dies on or after
his RBD, and his spouse is the sole designated beneficiary, the
distributions are the same as for a non-spouse beneficiary, unless the
spouse elects to make a spousal rollover.  That is, distributions are
based upon the longer of:
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i. the spouse’s life expectancy; or

ii. the participant's remaining life expectancy.

However, unlike a non-spouse beneficiary, who must use the fixed-
term method of determining life expectancy, a spousal beneficiary
uses the recalculation method in determining his or her life
expectancy.  The participant's remaining life expectancy is still
calculated using the fixed term method.  Because the fixed term
method results in a decrease in life expectancy of one from year to
year, while the decrease under the recalculation method is something
less than one, this can lead to a spousal beneficiary actually using a
combination of life expectancy calculations over time.  For example,
the participant's remaining life expectancy may initially be longer
than the surviving spouse's life expectancy, yet at some point in the
future, due to the differences in the fixed term vs. recalculation
methods, the spouse's life expectancy may become the longer of the
two.  Thus, the surviving spouse may start out taking MRDs based
upon the participant's remaining life expectancy, and then switch to
taking distributions based upon the spouse’s own life expectancy.

i. For example, assume the same facts as in the previous
example, except that the participant’s surviving spouse was
the designated beneficiary of his IRA.  She was born October
21, 1929.  Her life expectancy for 2006, based upon the
Single Life Table, is 12.1.  Because this is shorter than the
participant’s remaining life expectancy of 13.1, she would
initially base her MRDs on his remaining life expectancy.
However, due to the differences between the recalculation and
fixed term methods of determining life expectancy, her life
expectancy will become the longer of the two (10.2 vs. 10.1)
in 2010.  At that point, she will begin using her own life
expectancy to calculate MRDs.

D. Designated Beneficiary.   

1. The calculation of MRDs after the participant's death and, in some situations,
even during the participant's lifetime, depends upon whether or not the
participant had a "designated beneficiary" and, if so, who that is.  The term
"designated beneficiary" has a specialized meaning for MRD purposes.  If a
named beneficiary does not meet certain requirements, the participant will be
treated as having no designated beneficiary, and certain favorable distribution
options will be lost.
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2. Only individuals and certain trusts qualify as designated beneficiaries.  An
estate does not qualify, nor does a charity.  In order to qualify as a designated
beneficiary, the beneficiary must be designated either by the terms of the plan
or by the participant.  If there are multiple beneficiaries, all must be
individuals or qualifying trusts, and it must be possible to identify the oldest
member of the group.  Reg. 1.401(a)(9)-4.

E. Multiple Beneficiaries and the Separate Share Rules.  

1. If the participant names multiple beneficiaries, all beneficiaries must be
individuals or qualifying trusts, or the participant will be treated as having no
designated beneficiary.  Assuming that all beneficiaries qualify, generally the
life expectancy of the oldest beneficiary will be used to calculate MRDs for
all beneficiaries.  Reg. 1.401(a)(9)-5, Q-7.

2. Under the separate share rules, if the participant's account is left to multiple
beneficiaries, and "separate accounts" are properly established for the
beneficiaries, then each beneficiary can use his or her own life expectancy to
calculate MRDs for his or her own account.  In order to establish separate
shares, each beneficiary's interest in the plan must be a fractional or
percentage interest in the benefit, as of the date of death.  A pecuniary gift
(i.e. a specific dollar amount) will not qualify under these rules.  All post-
death gains, losses, contributions, and forfeitures must be allocated to the
separate shares on a pro rata basis from the date of the participant's death
until the date of establishment of separate accounts.  Additionally, the
percentage or fractional shares to which each beneficiary is entitled must be
clear from the beneficiary designation itself.  Reg. 1.401(a)(9)-8, Q-2 and Q-
3.

3. In order for each beneficiary to use his or her own life expectancy in
calculating MRDs, the separate accounts must be established by December
31 of the year following the year of the participant's death.  After that date,
multiple beneficiaries who have fractional or percentage interest can still
establish separate accounts for their respective shares of the benefit, but
MRDs will continue to be calculated based upon the life expectancy of the
oldest beneficiary.  However, this life expectancy factor will be applied to
each beneficiary's own account balance separately.

F. Trusts as Designated Beneficiaries.  

1. If a trust qualifies as a designated beneficiary, the so-called "look through
rule" will apply.  This rule allows us to look through the qualifying trust, and
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treat the trust beneficiaries as the designated beneficiaries of the qualified
plan.  Then, under the multiple beneficiary rules discussed above, the life
expectancy of the oldest trust beneficiary must then be used to calculate
MRDs.  Reg. 1.401(a)(9)-4, Q-5.

2. In order for a trust to qualify as a designated beneficiary, the following
requirements must be met:

a. The trust must be valid under state law;

b. The trust must be irrevocable, or it must become irrevocable upon
death;

c. All beneficiaries must be clearly identifiable from the trust documents;

d. All beneficiaries must be individuals; and

e. A copy of the trust document must be provided to the plan
administrator by October 31st of the year following the year of death.

3. There are three potentially troublesome issues that frequently must be dealt
with when a trust is designated as the beneficiary:

a. It is apparently the view of the IRS that, with very limited exceptions
involving "conduit" trusts that require the plan or IRA distribution to
the trust to be immediately distributed by the trust to the current
beneficiary(ies), all remainder beneficiaries of a trust must be counted
as beneficiaries for purposes of the multiple beneficiary rules.  Also,
if a beneficiary of the trust has a power of appointment over the trust
property, anyone to whom the beneficiary could potentially appoint
the property must be counted.  

i. In PLR 200228025, a grandmother created a trust for her
young grandsons and designated it as the beneficiary of a
large IRA.  The trust was a typical accumulation trust, and the
trustee had the power to accumulate IRA distributions inside
the trust. Once each grandchild reached age 30, the
grandchild’s share was to distributed to him.  If a grandchild
died before reaching age 30, the other grandchild received the
deceased grandchild’s share.  If both grandchildren died
before age 30 (a very remote contingency), the grandmother’s
67 year old brother would receive the balance of the trust. 
The IRS ruled that the ages of all trust beneficiaries, including
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the brother, had to be considered in determining the payout of
MRDs.  As a result, the brother’s life expectancy of 19.4
years (instead of the 76.7 year life expectancy of the oldest
grandchild) had to be used.  If the trust had required the
trustee to distribute all MRDs to the beneficiaries in the year
received, the brother’s shorter life expectancy could have
been ignored.

b. The IRS takes the position that, to take advantage of the separate
account rules discussed above, the separate accounts must be
established in the beneficiary designation itself.  Thus, according to
the IRS, separate trust shares established for the beneficiaries of a
trust that is named as designated beneficiary do not count as separate
accounts under the MRD rules, and the age of the oldest trust
beneficiary must be used in calculating MRDs.  See PLRs
200317041, 200317043, and 200317044, and Reg. 1.401(a)(9)-4, A-
5(c).

i. In the foregoing letter rulings, the IRA owner listed a
revocable trust as beneficiary of a single IRA.  Both the trust
and the beneficiary designation form authorized the trustee to
create a separate trust for each of the three individual trust
beneficiaries.  Following the owner’s death, the trustee
divided the IRA accounts, one for each of the trust
beneficiaries, and also divided the trust into three sub-trusts.
The IRS ruled that the division of the IRA into three separate
IRAs was valid, as was the creation of three sub-trusts
following the owner’s death.  The sub-trusts, however, would
not qualify for the separate account treatment for payout
purposes. Accordingly, the life expectancy of the oldest
beneficiary would be used as a measuring life for all three
separate accounts.  Based on these rulings, a practitioner has
the following options for an IRA to benefit multiple trust
beneficiaries who are not close in ages:

(1) Divide the single IRA into separate IRA accounts
during the owner’s life, with each account designating
a separate trust beneficiary; or

(2) Create separate trusts during the owner’s life,  with
one trust for each beneficiary.  The IRA form still
must provide for separate shares.
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c. The IRS takes the position that if a trust is named as the designated
beneficiary and the trust provides that it is subject to the payment of
the deceased participant’s expenses, debts, and estate taxes, the
participant’s estate is a beneficiary of the trust.  As discussed above,
a participant’s estate does not qualify as a "designated beneficiary" for
purposes of the MRD rules.

i. Therefore, in naming a trust as beneficiary of a plan or IRA,
it is important to provide that the plan or IRA benefits cannot
be used to pay the deceased participant’s expenses, debts, and
estate taxes.

ii. If there are not enough other assets to pay these costs, then it
should be permissible to use the September 30 "designation
date" (discussed in Section G below) in order to allow these
costs to be paid from the plan or IRA benefits without the
estate being deemed a beneficiary.  To do so, one simply
would provide that, after September 29 of the year following
the year of death, plan or IRA benefits cannot be used to pay
the deceased participant’s expenses, debts, and estate taxes.
Any payments made toward these costs before that date would
be disregarded.

G. The Designation Date.  

1. The designation date is the date on which the existence and identity of the
designated beneficiary or beneficiaries is determined for MRD purposes.
Under the regulations, the designation date is September 30 of the year
following the year of the participant's death.  Reg. 1.401(a)(9)-4, Q-4.  Prior
to this date, it may be possible to eliminate beneficiaries who are undesirable
for MRD purposes, by paying out their benefits.  Once a beneficiary has
received the full benefit due to him, he will no longer be considered a
designated beneficiary for purposes of any remaining account balance.  This
can allow a beneficiary designation to be "fixed" by eliminating beneficiaries
who do not qualify as designated beneficiaries, beneficiaries who do not
qualify for separate share treatment, or non-spouse beneficiaries, in order to
allow use of more favorable distribution options.

2. A beneficiary who chooses to disclaim his benefit prior to the designation
date can similarly be disregarded for purposes of any remaining benefit.
However, it is important to keep in mind that in order for a disclaimer to be
a "qualified disclaimer" for gift tax purposes, it must be made within nine
months of the date of the participant's death, which may occur well before the
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designation date.

H. Spousal Rollovers.  

1. In addition to the ability to take distributions over life expectancy, a surviving
spouse as designated beneficiary has the option of rolling inherited benefits
over to the spouse’s own IRA or qualified plan, or the spouse may elect to
treat the decedent's IRA as her or her own IRA.  If the surviving spouse elects
to take advantage of this option, the spouse becomes the participant with
respect to the benefits, and any future distributions are determined
accordingly.  There is no deadline for making a spousal rollover of an
inherited account, although any amounts actually distributed to the surviving
spouse are subject to the usual 60-day deadline for qualified rollovers.

2. In the vast majority of cases where the surviving spouse is the sole
beneficiary, the best option is to elect a spousal rollover.  There are several
advantages in electing to make a spousal rollover:  

a. First of all, a spouse who is under the age of 70½ can postpone
MRDs until the spouse’s own RBD.

  
b. Secondly, the rollover will result in smaller MRDs to the surviving

spouse, because they will be based upon the Uniform Lifetime Table,
which is used by participants, versus the Single Life Table, which is
used by beneficiaries.  

c. Lastly (and most importantly), the surviving spouse, as the new
participant, can name his or her own designated beneficiary, and
distributions after the spouse’s death will be based upon that
beneficiary's life expectancy.

VI. Beneficiary Designation Planning.

A. Introduction.  Even though IRAs and qualified plans are excellent shelters in which
to incubate a retirement nest egg, they can be very inefficient vehicles for passing
wealth from one generation to the next.  When a participant dies, his or her
retirement benefits may be subject to federal and state income and estate taxes.   An
account can lose 70% or more of its value to these taxes.  How much is lost depends
on (a) to whom the retirement benefits pass at the participant’s death (i.e., surviving
spouse, children, trust, or charity), and (b) how the retirement benefits pass (i.e., in
a lump sum, or over a period measured by someone’s life expectancy).  Proper
planning, therefore, requires careful consideration of the beneficiary designation for
the retirement benefits, so that the participant’s personal estate planning goals are
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accomplished in the most financially efficient manner.  With proper planning and
deferral, an untaxed dollar in a qualified plan or IRA at death will, in many cases, be
worth more to the decedent’s heirs than a previously taxed dollar held outside of a
plan or IRA.

B. Spouse as Designated Beneficiary.

1. Greater Flexibility.  As a general rule, in cases where the participant and his
or her spouse have a solid marriage and no unusual circumstances are present,
the spouse should always be the designated beneficiary of retirement benefits
in a qualified plan or IRA.  The spouse has far more flexibility as a
designated beneficiary than does any other beneficiary.

a. When the participant's death occurs prior to the RBD, the spouse may
defer the receipt of distributions until the participant would have
reached age 70½.  Payments to a non-spouse beneficiary must
commence by December 31 of the year following death.

b. Upon the participant's death, the spouse may roll over the participant's
benefits into the spouse's own IRA or may elect to treat the
participant's IRA as the spouse's own IRA.  The spouse then may
designate the spouse's own beneficiary and may calculate required
withdrawals with respect to the life expectancies of the spouse and
the spouse's beneficiary.  This flexibility is not available to a non-
spouse beneficiary.

2. Qualifying As A "Spouse".  Generally, to qualify for the additional flexibility
afforded a spouse, the spouse must be specifically designated as the primary
beneficiary on the beneficiary designation form.  However, if a trust or an
estate is the designated beneficiary and either (a) the spouse is the
trustee/executor and/or the sole beneficiary or (b) in the case of a trust, the
spouse has the unilateral right to withdraw the benefits from the trust at any
time, then in certain cases the IRS may permit the spouse to receive the
benefits and roll them over to the spouse's own IRA, resulting in the same
flexibility that would have existed had the spouse been specifically
designated as the primary beneficiary.

The ability of the spouse to effect a rollover in this situation can help cure an
inadvisable beneficiary designation that is not discovered until after the death
of the participant.  For example, if the estate is the designated beneficiary
(either expressly or by default under the terms of the plan or IRA) and the
participant dies before his or her RBD, then the estate normally would be
required to receive all of the participant's retirement benefits under the five
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year rule.  However, if the spouse is a primary beneficiary of the estate, then
the spouse may be able to receive the benefits and roll them over into the
spouse's own IRA, which will result in deferral period of fifty years or more.

The Internal Revenue Service has issued quite a few private letter rulings
regarding the ability of a spouse, as an indirect beneficiary of retirement
benefits through an estate or trust, to rollover such retirement benefits.  The
following rules of thumb can be derived from these rulings.

a. If the spouse is sole beneficiary of a participant's estate and the estate
is designated as beneficiary, then the spouse can receive the
retirement benefits as beneficiary of the estate and, within 60 days
from the time the benefits are received by the estate, rollover the
benefits to the spouse's IRA.  PLR 8649037, PLR 8925048, PLR
9229022, PLR 9402023, PLR 9450042, PLR 9703036.

b. If the spouse is the executor of the participant's estate and is a residual
beneficiary of the estate, and if the estate is designated as beneficiary,
then the spouse (in the capacity as executor) may cause the retirement
benefits to be distributed to the spouse as beneficiary and, within 60
days from the time the benefits are received by the estate, rollover the
benefits to the spouse's IRA.  PLR 9351040, PLR 9808043, PLR
9801051.

c. If a trust is designated as beneficiary of a participant's retirement
benefits and the spouse, as sole beneficiary of the trust, has the right
to withdraw these benefits, then the spouse may withdraw the benefits
and, within 60 days from the time the benefits are received by the
trust, rollover the benefits to the spouse's IRA.  PLR 8920045, PLR
8920060, PLR 9350040, PLR 9416039, PLR 9423039, PLR 9426049,
PLR 9427035, PLR 9509028, PLR 9510049, PLR 9608036, PLR
9721028, PLR 9649045, PLR 9623056, PLR 9611057, PLR 9811008,
PLR 200245055, PLR 200304037.

d. If the spouse is the trustee of a trust formed by the participant and is
a beneficiary of the trust, and if the trust is designated as beneficiary,
then the spouse (in the capacity as trustee) may receive the benefits
into the trust, cause them to be distributed to the spouse and, within
60 days from the time the benefits are received by the trust, rollover
the benefits to the spouse's IRA.  PLR 9016067, PLR 9302022, PLR
9450041, PLR 9451059, PLR 9611057, PLR 9747038, PLR
200245055, PLR 200304037.  But see Reg. 1.408-8, Q-5.
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e. If a trust is the designated beneficiary of retirement benefits and the
trust has a non-spouse trustee who has discretion to allocate the
benefits to a beneficiary other than the spouse, then even if the
benefits are in fact allocated to the spouse, the spouse may not receive
them and roll them over.  PLR 9145041, PLR 9416045.  This is so
even though the spouse has the right to withdraw the benefits once
they are allocated to the spouse's share.  PLR 9303031, PLR 9445029.
But see PLR 9502042.

f. If a state court construes an ambiguous IRA beneficiary designation
as requiring payment to the spouse, the spouse may receive the
benefits directly from the IRA and roll them over.  In PLR 9620038,
the designated beneficiary was listed as "as per estate".  The will
contained a unified credit shelter trust with the balance passing to the
spouse.  A state court ordered payment of the IRA directly to the
spouse.  The IRS ruled that the spouse could rollover the benefits
directly to her own IRA.  The state court order was essential to the
ruling.

It should be noted that if, under the above rules, the spouse is not able to
receive the retirement benefits and roll them over to the spouse's IRA, it is
possible that this result can be obtained nevertheless by use of a qualified
disclaimer by the executor/trustee.  Such a disclaimer will accomplish the
desired result if (a) the spouse has been designated as the contingent
beneficiary of the retirement benefits, or (b) the participant has not designated
a contingent beneficiary and the spouse is the default beneficiary under the
governing documents.  See PLR 9450041.

3. Greater Deferral of Withdrawals; Stretch IRA.  As a result of the spouse's
greater flexibility, the designation of the spouse as beneficiary frequently
results in better opportunities for deferral through what is sometimes called
a "stretch IRA".

a. Example. 

i. Phase 1  Life of the Participant (Uniform Table) 

Assume the participant is age 71 and the spouse is 67 at the
RBD.  The IRA account balance of the RBD is $2,000,000.
Their child is age 37.  The uniform distribution table life
expectancy starts at 26.5 years.  Assume the participant dies in
six years at age 77.  The account value subject to spousal
rollover has grown to $2,510,161.
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Phase 1 8% Growth Rate      Beginning Balance $2,000,000

Year
Age
Client

Age
Spouse

Table
LX

Account
Earnings

Minimum
Distributions

Account
Balance

2005 71 67 26.5 160,000 75,471 2,084,528

2006 72 68 25.6 166,762 81,426 2,169,863

2007 73 69 24.7 173,589 87,848 2,255,604

2008 74 70 23.8 180,448 94,773 2,341,279

2009 75 71 22.9 187,302 102,239 2,426,342

2010 76 72 22 194,107 110,288 2,510,161

ii.  Phase 2  Remaining Lifetime of Surviving Spouse Participant
(Uniform Table)

The participant dies at age 77 and the spouse, age 73,
completes a spousal rollover of the $2,510,161 account.  The
child, now age 43, is named as the new designated beneficiary.
The uniform distribution table life expectancy is now 24.7
years based on the surviving spouse’s age at rollover.  Assume
the spouse dies at age 79, six years later.  The account value
inherited by the child has grown to $3,091,351.

Phase 2 8% Growth Rate      Rollover  Balance $2,510,161

Year
Age
Client

Table
LX

Account
Earnings

Minimum
Distributions

Account
Balance

2011 73 24.7 200,812 101,625 2,609,348

2012 74 23.8 208,747 109,636 2,708,459

2013 75 22.9 216,676 118,273 2,806,862

2014 76 22 224,549 127,584 2,903,827

2015 77 21.2 232,306 136,972 2,999,160

2016 78 20.3 239,932 147,741 3,091,351

iii. Phase 3  Remaining Life Expectancy of Child (Single Life
Table)
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The child now has the legal status as beneficiary of an
inherited IRA account of $3,091,351.  This status will remain
with the child until the account is fully distributed.  The single
life distribution table life expectancy of the child is 35.1 years,
reduced by one for each year the child lives.  If desired, the
remaining account value may be distributed over 35.1 years to
the child.  Distributions must begin no later than December 31
of the year following the spouse’s death.  The account value
grows to well over $6,000,000 before being rapidly depleted
as the child nears life expectancy. 

Phase 3 8% Growth Rate      Inherited Balance $3,091,351

Year
Age
Child

Table
LX

Account
Earnings

Minimum
Distributions

Account
Balance

2017 49 35.1 247,308     88,072  3,250,586

2018 50 34.1 260,046     95,325  3,415,308

2019 51 33.1 273,224    103,181  3,585,351

2020 52 32.1 286,828    111,693  3,760,486

2021 53 31.1 300,838    120,915  3,940,409

2022 54 30.1 315,232    130,910  4,124,731

2023 55 29.1 329,978    141,743  4,312,967

2024 56 28.1 345,037    153,486  4,504,518

2025 57 27.1 360,361    166,218  4,698,661

2026 58 26.1 375,892    180,025  4,894,528

2027 59 25.1 391,562    195,001  5,091,089

2028 60 24.1 407,287    211,248  5,287,128

2029 61 23.1 422,970    228,880  5,481,218

2030 62 22.1 438,497    248,018  5,671,697

2031 63 21.1 453,735    268,800  5,856,632

2032 64 20.1 468,530    291,374  6,033,788

2033 65 19.1 482,703    315,905  6,200,586
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2034 66 18.1 496,046    342,573  6,354,059

2035 67 17.1 508,324    371,582  6,490,801

2036 68 16.1 519,264    403,155  6,606,910

2037 69 15.1 528,552   437,543  6,697,919

2038 70 14.1 535,833    475,029  6,758,723

2039 71 13.1 540,697    515,933  6,783,487

2040 72 12.1 542,679    560,618  6,765,548

2041 73 11.1 541,243    609,508  6,697,283

2042 74 10.1 535,782    663,097  6,569,968

2043 75 9.1 525,597    721,974  6,373,591

2044 76 8.1 509,887    786,863  6,096,615

2045 77 7.1 487,729    858,678  5,725,666

2046 78 6.1 458,053    938,633  5,245,086

2047 79 5.1 419,606 1,028,448  4,636,244

2048 80 4.1 370,899 1,130,791  3,876,352

2049 81 3.1 310,108 1,250,436  2,936,024

2050 82 2.1 234,881 1,398,106  1,772,799

2051 83 1.1 141,823 1,611,636     302,987

2052 84 0.1   24,239    327,226               0

4. To Defer or Not to Defer?

a. Benefits of Tax-Deferred Compounding.  The benefits of tax-deferred
compounding in a qualified plan or IRA should not be underestimated.

i. By deferring a distribution as long as possible, the amount that
would have been paid in income tax on the distribution will
continue to be invested.
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ii. The income tax on the earnings in the plan or IRA also will be
deferred, causing the balance in the plan or IRA to increase
more rapidly.

Notwithstanding the clear advantages of tax-deferred growth, there is
often debate about whether significant retirement benefits should be
allowed to accumulate in a qualified plan or IRA environment in light
to the double hit of estate taxes and income taxes.  Reasonable
arguments can be made on both sides, but most financial advisors still
recommend that their clients take full advantage of qualified plan and
IRA contributions.

b. Formulating a Distribution Plan.  Developing a distribution plan for a
client with significant retirement benefits involves more than obtaining
the age of the client and his or her spouse and the amount of the
client's benefits.  In addition to this and other information, the
following information is needed:

i. The nature of the client's other assets, and the client's
anticipated future income from other sources.

ii. Whether the client will need or desire to consume part of the
retirement benefits, or whether the client will be able to afford
to allow them to accumulate.

iii. The client's marital status and the quality of the marriage.

iv. The health history and expectations of future health of the
client and the spouse.

v. The client's sophistication as an investor, and the
corresponding opportunities for investments outside of the
plan or IRA.

vi. The actual and contingent liabilities of the client, and the
possibility that the client someday could be subject to claims
of creditors (since assets held outside of a qualified plan or
IRA likely would be subject to creditor claims).

vii. The long term dispositive objectives of the client and the
spouse.
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Once the foregoing information is obtained, it is necessary to prepare
distribution projections based on various alternatives appropriate to the
client.  With the aid of the projections, the advisor and the client can
make an informed decision on a suitable distribution plan.

c. General Observations.

i. In most cases, the accumulation of retirement benefits in a
qualified plan or IRA over as long a period as possible will
result in a much greater after-tax amount than will accelerating
withdrawals and investing the proceeds outside of the plan or
IRA.

(1) Again, the benefits of tax-deferred compounding
should not be underestimated.

(2) Although much concern is expressed about the "double
hit" of estate taxes and income taxes on retirement
benefits at death, with proper planning the income tax
can be deferred for many years beyond death.

(3) Even if distributions cannot be deferred for many years
after death, the deduction for the estate tax attributable
to the IRD amount under IRC 691 will reduce the
overall tax bite.

ii. By the same token, in appropriate cases there may be valid
reasons to pull benefits out of a qualified plan or IRA.

(1) Increasingly, clients have a substantial part, if not a
majority, of their investment assets in qualified plans
and IRAs.  In certain cases, it may be prudent to shift
assets to other investment vehicles in the interest of
diversifying investments.

(2) Assets inside a qualified plan or IRA do not receive a
step up in basis at death.  A client who has the ability
or opportunity to invest outside of a retirement plan or
IRA in an appreciating capital asset can achieve the
same tax-deferred compounding (since unrealized
appreciation is not taxed) and also can avoid IRD
treatment and receive a step up in basis at death,
thereby avoiding tax on the appreciation altogether.
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(3) Retirement benefits cannot be used for lifetime gifts,
since an interest in a qualified plan or IRA cannot be
assigned. In appropriate cases, accelerating
distributions from a plan or IRA can free up money for
gift tax planning, with a better after-tax result than
would have occurred by allowing the money to
accumulate.

iii. Participants and beneficiaries who are in an occupation or
situation where there is a realistic potential for creditor claims
have significant protection against such claims by leaving
retirement benefits inside a qualified plan or IRA.  Under the
Bankruptcy Abuse Prevention and Consumer Protection Act of
2005, all accrued benefits in qualified retirement plans, 403(b)
annuities, SEPs, and SIMPLE IRAs, all rollover contributions
to traditional and Roth IRAs, and the first $1,000,000 of a
traditional IRA or Roth IRA attributable to regular annual
contributions are exempted from a debtor’s bankruptcy estate.
In addition, qualified plan benefits are exempt from the claims
of general creditors under federal law, and (with respect to a
North Carolina resident) IRAs of all types are fully exempt
from general creditor claims under North Carolina law.

C. Credit Shelter Trust as Designated Beneficiary.

1. Appropriateness of Designation.  A unified credit shelter trust may be a
designated beneficiary of a qualified plan or IRA. Such a designation is
appropriate in two situations:

a. Designation of a credit shelter trust may be appropriate where there are
not sufficient assets other than qualified plan benefits and IRAs to
fund the trust.  If there are other assets that do not constitute IRD
which can be transferred to the credit shelter trust, then more wealth
will escape estate taxation in the surviving spouse's estate by allocating
plan benefits and IRAs to the spouse (or a marital trust for the spouse)
since the spouse will be paying the income tax on the distributions
(thus reducing the spouse’s taxable estate), instead of having these
taxes paid out of the unified credit share.

b. Designation of a credit shelter trust may be appropriate in the case of
a Roth IRA, since qualifying distributions from a Roth IRA are tax-
free and will not carry out IRD that would consume part of the credit.
A client who wants to designate a credit shelter trust as beneficiary of
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a traditional IRA and who is eligible to convert the traditional IRA to
a Roth IRA should be advised to consider such conversion, so that the
income taxes on the conversion can be paid on a tax-exclusive basis.

2. Partial Designations.  In more and more estate planning engagements,
retirement benefits are the single largest asset of a client, and it is necessary
to allocate a portion of the retirement benefits to the credit shelter trust in
order to fully fund the credit shelter amount.  In other cases, it will not be clear
whether the client will have sufficient assets other than retirement benefits to
take full advantage of the credit shelter or, in turn, whether a portion of the
participant's retirement benefits should be designated to pass to a credit shelter
trust. 

There are three methods of addressing these issues in naming a credit shelter
trust as the beneficiary of a qualified plan or IRA: (a) the disclaimer method,
(b) the trust beneficiary method, and (c) the split designation method.  Each
method has its own advantages and disadvantages.

3. Disclaimer Method.

a. One of the most common methods of making retirement benefits
available to a credit shelter trust is the disclaimer method.  Under the
disclaimer method, the participant’s spouse is designated as the
primary beneficiary of the plan or IRA and the participant’s credit
shelter trust (created under a will or revocable trust agreement) is
designated as the contingent beneficiary.  At the participant’s death,
the spouse executes a qualified disclaimer under which the appropriate
amount of retirement benefits is disclaimed into the credit shelter trust.

b. The advantages of the disclaimer method are as follows:

i. This method is simple and understandable.  The spouse is
usually already designated as primary beneficiary, and it is
only necessary to add the credit shelter trust as the contingent
beneficiary.  

ii. The underlying marital deduction formula in the client’s estate
planning documents is irrelevant to the effectiveness of the
disclaimer.  A pecuniary formula can be used without
accelerating the income taxes attributable to the plan or IRA.
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iii. The portion of the plan or IRA not disclaimed by the spouse
can be rolled over into the spouse’s own IRA, achieving all of
the flexibility and deferral discussed in Section B above.

d. The disadvantages of the disclaimer method are as follows:

i. Someone must be awake at the switch at the participant’s
death.  If the surviving spouse neglects to sign the disclaimer
within the nine-month election period, the opportunity is lost
and the credit shelter trust may not be fully funded.

ii. The surviving spouse may balk at disclaiming out of concern
for his or her financial security and/or "distrust of trusts".

iii. A disclaimer by a spouse into a credit shelter trust over which
the spouse has an inter vivos or testamentary special power of
appointment is an invalid disclaimer unless the spouse also
disclaims the power of appointment with respect to the
disclaimed property.  Treas. Reg. 25.2518-2(e).  Thus, a
surviving spouse cannot have a special power of appointment
over retirement benefits that are disclaimed into a credit shelter
trust.  The surviving spouse may have a "5 and 5 power" over
retirement benefits disclaimed into the trust.  Treas. Reg.
25.2518-2(e)(5), Example 7.  It is prudent to include a
provision in standard trust documents stating that property
disclaimed into the trust will be held as a separate trust share
to which the power of appointment does not apply.

4. Trust Beneficiary Method.

a. Under the trust beneficiary method of passing retirement benefits to a
credit shelter trust, the credit shelter trust is designated as the primary
beneficiary of the retirement benefits and the spouse is designated as
the contingent beneficiary.  At the participant’s death, the trustee
disclaims the portion of the retirement benefits in excess of what is
needed to fully fund the credit shelter trust.  As a result of the
disclaimer, the spouse becomes the designated beneficiary of the
excess, and the spouse can rollover the excess into the spouse’s IRA.

b. The advantages of the trust beneficiary method are as follows:

i. It is more certain under this method that the exemption
equivalent will not be wasted.  The surviving spouse will not
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have the ability, by neglect or intent, to cause the credit shelter
trust to be inadequately funded.

ii. Unlike the disclaimer method, the ability to give the surviving
spouse a special power of appointment is preserved.

c. The disadvantages of the trust beneficiary method are as follows:

i. This method is more difficult to explain to client.  Some
clients will be skeptical about naming a trust as beneficiary.
This method involves more planning, and there is greater room
for error.

ii. The trust must contain special language giving the trustee the
right to disclaim all or a portion of the retirement benefits.
Under Section 31B-1A of the North Carolina General Statutes,
a fiduciary may not renounce the rights of beneficiaries of a
trust unless the trust instrument expressly authorizes the
renunciation, and under Rev. Rul. 90-110, a trustee’s
disclaimer that is ineffective under state law does not
constitute a qualified disclaimer under the Internal Revenue
Code. The language in the trust authorizing the disclaimer
should state how the disclaimer is to be used for overall family
tax and financial planning objectives in order to provide
comfort to the trustee about possible fiduciary exposure that
may arise out of the fact that previously designated retirement
benefits are being directed away from the ultimate non-spouse
beneficiaries of the trust.

5. Split Designation Method.

a. Under the split designation method, the beneficiary designation for a
participant’s retirement benefits contains a formula designating a
credit shelter trust as the beneficiary of a portion of the benefits and
the surviving spouse as the beneficiary of the balance.

b. The advantages of the split designation method are as follows:

i. The spouse’s share can be rolled over to his or her IRA.

ii. There is certainty under this method that the exemption
equivalent will not be wasted.  Unlike the disclaimer method,
the surviving spouse will not have the ability, by neglect or
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intent, to cause the credit shelter trust to be inadequately
funded.

iii. Unlike the disclaimer method, the ability to give the surviving
spouse a special power of appointment under the credit shelter
trust is preserved.

iv. The underlying marital deduction formula in the client’s estate
planning documents is irrelevant.  A pecuniary formula can be
used in the estate planning documents without accelerating the
income taxes attributable to the retirement benefits.

v. The trust instrument will not have to contain special disclaimer
language, since a disclaimer is not involved in this technique.

c. The disadvantages of the split designation method are as follows:

i. If the beneficiary designation provides for a specific dollar
amount that passes to the credit shelter trust, the amount
designated may not keep up with the needs of the client over
time.  The beneficiary designation must be amended
periodically to "tweak" the estate plan and assure that the
credit shelter trust will not be over-funded or over-weighted
with retirement benefits.

ii. If the intent is to provide a formula beneficiary designation
similar to an "A-B" marital/credit shelter formula, it is difficult
to draft such a formula in the context of a beneficiary
designation and more difficult to coordinate this formula with
its counterpart in the client’s estate planning documents.  Also,
the sponsor of the plan or IRA may be unwilling to accept a
formula where the amount to be paid is to be determined from
an outside source and is not apparent on the face of the
beneficiary designation.

D. QTIP Trust as Designated Beneficiary.  

1. Requirements of QTIP Trust.  Only certain kinds of trusts can qualify for a
marital deduction for estate tax purposes.  The most frequently used marital
deduction trust is the QTIP trust.  To qualify as a QTIP trust, (a) the surviving
spouse must be entitled to receive all of the income of the trust payable at least
annually during the spouse’s lifetime, (b) only the surviving spouse may
receive distributions of principal from the trust during the spouse’s lifetime,
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and (c) a proper election must be made on the federal estate tax return.  IRC
2056(b)(7).

2. Designating QTIP Trust as Retirement Plan Beneficiary.

a. A participant may, for personal reasons, not want to designate a spouse
as the beneficiary of the participant's retirement benefits,
notwithstanding the increased flexibility obtained through such a
designation.  For example, the participant may want to assure that,
ultimately, the retirement benefits will pass to the participant's children
from a prior marriage, or the spouse may not be financially competent
to handle a large retirement account.  In such cases, the participant
may desire to designate a QTIP marital trust as beneficiary.

b. If a QTIP trust is designated as the beneficiary of retirement benefits
and these benefits are payable to the trust in a lump sum at the
participant's death, then the retirement benefits will qualify for the
estate tax marital deduction, but unfortunately the income tax on these
benefits will be accelerated and will become payable in the year of
distribution.  In most situations, the participant's beneficiaries will be
far better off if the retirement benefits are paid to the QTIP trust in
periodic installments.  By minimizing the installments, greater benefit
will be derived as a result of the continued tax-deferred accumulation
inside of the qualified plan or IRA.  However, special care must be
taken to assure that the arrangement continues to qualify for the
marital deduction.

3. Rev. Rul. 2000-2.  Rev. Rul. 2000-2 expressly obsoleted Rev. Rul. 89-89 and
its progeny and adopted a flexible approach to naming a QTIP trust as the
beneficiary of a qualified plan or IRA.  A discussion of Rev. Rul. 2000-2
follows.

a. In Rev. Rul. 2000-2, the participant died in 1999 at age 55, survived
by a spouse, age 50, and children.  The participant designated a
testamentary trust created under his will as the beneficiary of his IRA.
The IRS noted that a copy of the trust was provided to the IRA
custodian within 9 months after death and that, as of the date of death,
the trust became irrevocable and was a valid trust under state law
(thereby meeting the requirements of a "designated beneficiary" under
IRC 401(a)(9)).

b. The testamentary trust qualified as a QTIP trust, since the participant’s
wife was entitled to all of the income annually and no one other than
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the wife could receive distributions from the trust during the wife’s
life.

c. The trust contained a special provision granting the wife the power,
exercisable annually, to compel the trustee to withdraw from the IRA
an amount equal to the income earned on the IRA assets during the
year and to distribute that amount through the trust to the wife.

d. The IRS noted that the IRA document contained no prohibition on
withdrawal from the IRA of amounts in excess of the required
minimum distributions.

e. The IRS ruled that the wife’s right to compel the trustee to withdraw
the income of the IRA and distribute it to the wife was sufficient to
qualify the IRA as QTIP property under the QTIP regulations, even
though the trustee was not required to withdraw all of the income from
the IRA absent a direction by the wife.  The IRS noted, however, that
the result would be the same if the trust, in fact, did require the trustee
to withdraw all of the IRA income and distribute it to the wife.

4. Regulations.  The final regulations under IRC401(a)(9) adopt the position set
forth in Rev. Rul.  2002-2.  Reg. 1.401(a)(9)-5, A-7(c)(3), Examples 1 and 2.

E. Charitable Beneficiaries.

1. Estate and Income Tax Exclusion.

a. The ability of a participant with charitable inclinations to designate a
charity as the beneficiary of his or her retirement benefits should not
be overlooked.  The retirement benefits passing to the charity will
qualify for the estate tax charitable deduction under IRC 2055(a).  In
addition, the accrued income tax liability on the benefits will constitute
IRD of the charity, with the result that no income taxes will be paid
with respect to such benefits.  See IRC 691(a)(3), PLR 9341008, and
PLR 9818009.

b. For example, if a participant has a $400,000 IRA and desires to leave
$100,000 to a charity, the participant will be far better off to designate
the charity as the beneficiary of $100,000 of the IRA instead of
designating his or her estate as the sole beneficiary and providing for
a $100,000 bequest to the charity under his or her will.  If the charity
is a beneficiary of the IRA, $100,000 can pass to the charity free from
estate and income tax, leaving $300,000 for other beneficiaries.  If the
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estate is the designated beneficiary, then the estate and income tax cost
quite possibly could total $300,000, with the result that the entire
$400,000 IRA has to be applied, on an after-tax basis, to fund the
$100,000 charitable bequest.

2. Private Foundation as Beneficiary.

a. Instead of designating a specific charitable organization as beneficiary
of a large IRA or qualified plan balance, a participant may desire to
provide for greater post-mortem flexibility through the use of a private
foundation.  By naming a private foundation created by the participant
as beneficiary, the surviving family members of the participant (or
others designated by the participant) may select the charities that will
receive the participant's retirement benefits after his or her death.

b. In PLR 9341008, the taxpayer owned several IRAs.  The taxpayer
desired to create a private foundation and to designate the foundation
as the beneficiary of the IRAs.  The IRS ruled that:

i. The transfer of the taxpayer's IRA benefits to the foundation at
death would be eligible for the estate tax charitable deduction
under IRC 2055.

ii. The IRA proceeds would constitute income in respect of a
decedent to the foundation, and not to the taxpayer's estate or
the other beneficiaries of the taxpayer's estate (with the result
that the income would not be taxed).

iii. The foundation would not be subject to the 2% excise tax on
net investment income under IRC 4940(a) when the IRAs pass
to the foundation.

c. The IRS ruled similarly in PLR 9633006, except that under the
circumstances the IRS determined that a portion of the retirement
benefits transferred to the foundation would be subject to the 2%
excise tax on net investment income.  See also PLR 9818009.

3. Charitable Remainder Trust as Beneficiary.

a. The advisor should consider possible planning opportunities involving
the designation of a charitable remainder trust as the beneficiary of a
participant's retirement benefits. 



42

For example, if a participant establishes a charitable remainder unitrust
naming the participant's spouse as recipient of the unitrust amount and
a charity as the beneficiary of the remainder, and the unitrust is
designated as the beneficiary of the participant's IRA, then upon the
participant's death:

i. The participant's estate will receive an estate tax marital
deduction under IRC 2056(b)(8) and an estate tax charitable
deduction under IRC 2523(g).  

ii. The income tax on the IRD is eliminated because the unitrust
is an entity that does not pay tax and IRD is not recognized as
a taxable event.  

iii. The unitrust amounts that are distributed to the spouse will be
taxable for income tax purposes as and when distributions are
made, but the balance of the trust at the spouse's death will be
excluded from the spouse's estate.

b. In PLR 9237020, the taxpayer proposed to create a charitable
remainder unitrust that would serve as the designated beneficiary of
the taxpayer's IRA.  The recipient of the unitrust amount was to be the
taxpayer's son and the son's estate if the son died during the 20 year
trust term.  The IRS ruled that:

i. The value of the remainder interest passing to the charity
would qualify for the estate tax charitable deduction.

ii. Because the IRA proceeds would constitute IRD to the trust
under IRC 691(a)(3), the IRA proceeds would not be taxable
to the trust for income tax purposes upon receipt of such
proceeds by the trust (pursuant to IRC 664(c)).  The son (or his
estate) would be taxed on actual distributions of the unitrust
amount under IRC 664(b), as typically would be the case.

c. The IRS has issued another ruling to the same effect in PLR 9634019.
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