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etirement savings comprise a
large portion of many clients'
wealth. Thus, estate planners
should keep abreast of the lat­

est tax developments affecting tax
qualified retirement plans, includ­
ing IRAs. The discussion that fol­
lows addresses three such recent
developments affecting estate plan­
ning for IRAs and pension plans
that arise from the 2010 Tax Act,
a private letter ruling, or a Tax
Court decision.

Spousal exclusion
amount portability
Many in the estate planning com­
munity had been urging Congress
for years to pass legislation that
would allow the estate of the sur­
viving spouse of a married couple
to use any of the applicable exclu­
sion amount that was not used on
the death of the first spouse. The
concept is that the unused exclu­
sion amount should be transfer­
able, or portable, to the estate of
the surviving spouse so that it can

be appropriate1y used regardless of
the quaiity or effectiveness of the
couples' estate plan.

Under the Tax Relief, Unem­
ployment Insurance Reauthoriza­
tion, and Job Creation Act of 2010
("2010 Tax Act"), Congress has
now provided for such transfer­
ability, often referred to as "porta­
bility. " The estate tax provisions
of the 2010 Tax Act, including
"portability," however, will termi­
nate on 12/31/2012 uniess Congress
formally acts to extend them. Con­
sequently, for good reason, most
advisors are not generally includ­
ing, nor re1ying on, portability as a
specific component of their c1ients'
estate plans. Furthermore, while the
unused exclusion amount can be
transferred, the unused generation­
skipping transfer (GST) exemp­
tion of the deceased spouse cannot.
AIso, the remarriage of a surviving
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spouse is likely to terminate the
portability of the exc1usion amount
of the deceased first spouse.

Even so, when analyzing estates
with significant IRAs or qualified
plan assets, incorporating porta­
bility strategically into the estate
plan may well generate significant
benefits even with the risk of a short
time horizon for its availability.

Before expanded Roth conversion
rules. In prior years, when a cou­
ple's IRAs and pension plans com­
prised a large part of the estate, a
true conundrum existed. How do
we maximize the use of the dece­
dent's exclusion amount and yet
obtain the maximum "stretchout"
of the IRA and pension plan funds?
An analysis would first involve con­
sidering the estate tax benefits of
naming the credit shelter trust
(CST) as the "designated benefi­
ciary" of an IRA. This analysis
might have been refined if other
assets were like1y to be available to
fund the CST.
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By so naming the eST, the IRA

funds could be used, at least in part,
to fund the eST and thereby use the
decedent's exemption amount. Fur­
ther analysis, however, showed that
this goal of fully using the exemp­
tion amount was not likely to be
achieved because the distributions
to the eST would be taxable income
to the eST. Thus, the eST would
have to use part of the distribu­
tion to pay the income tax. This
problem was amplified by the fact
that the "compressed" income tax
rates of such trusts likely resulted
in higher taxes than if a tax rate
schedule for individuals applied.
This negative aspect could be mit­
igated with the eST having appro­
priate distribution provisions result­
ing in the beneficiary of the eST
paying the income tax. In either
event, however, the result was that
each dollar of the exemption
amount was not fully used because
some of the IRA funds were "lost"
in the payment of the income taxes.

The second problem involved the
limitation of the "stretch out" peri­
od. Typically the couple would want
the surviving spouse to benefit from
the decedent's IRA and also from
the eST. eonsequently, the sur­
viving spouse would be named the
primary beneficiary of the eST, with
the intent that all income and prin­
cipal distributions would be paid
to the surviving spouse for the
remainder of his or her life. Yet, the
terms affecting the distributions
from the eST to the surviving
spouse can vary significantly; the
consequences of such terms would
vary significantly as well.

By having the surviving spouse
named as the primary beneficiary of

1 See Ur. Ruls. 200950053 and 200935045.
2 See Section 2041(b).

3 See Ur. Ruls. 200618030 and 200944059.
4 Reg. 1.401(a)(9)-9, Q&A-2.
5 Reg. 1.401(a)(9)-9, Q&A-1.

6 Reg. 1.401(a)(9)-5, Q&A-7(c)(2).
7 Reg. 1.401(a)(9)-8 Q&A-2.
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the eST, and not of the IRA, two
things conspired to potentially limit
the distribution period. First, the
surviving spouse, by not being
named personally as the primary
beneficiary of the IRA, may not have
had the ability to roll over the IRA
funds into his or her own IRA.
Importantly, severalletter rulings
have allowed a surviving spouse to
do a rollover when a trust has been
named as the beneficiary of the IRA
and the surviving spouse has the
power to demand a complete dis­
tribution of the assets from the trust.1

For the arrangement to obtain
the benefits of a eST (i.e., use the
decedent's exemption amount and
keep the assets out of the surviving
spouse's estate), the distributions
to the surviving spouse need to be
limited and must be subject to an
"ascertainable standard." Some­
times a trust would have the ascer­
tainable standard applied to both
income distributions as weIl as prin­
cipal distributions.2 These restric­
tions or limitations on access to the
funds by the surviving spouse or in
distributions of the funds to the sur­
viving spouse resulted in the IRS
ruling that the surviving spouse did
not have the ability to do a rollover.
This result has been reflected in a
couple of letter rulings. 3 eonse­
quently, when a eST was involved,
it was reasonable to conc1ude, as a
result of these rulings, that the sur­
viving spouse, as the beneficiary of
the eST, could not do a rollover
into his or her own IRA.

With no rollover possible, the
surviving spouse could not defer
until his or her reaching age 70.5
(assuming that, at the decedent's
death, the surviving spouse was
younger than 70.5) the com­
mencement of the required mini­
mum distributions (RMDs). Rather,
the distributions to the eST from
the deceased spouse's IRA would
have to begin in the calenclar year
immediately after the year of the
decedent's death. Moreover, as the
owner of the IRA, the surviving
spouse could have used the Uni­
form Lifetime Table to calculate the
RMDs once reaching the required
distribution age. The Uniform Life­
time Table, by assuming a benefi­
ciary ten years younger than the
IRA owner, requires significantly
lower distributions. 4 In contrast,
with the eST being the beneficiary
of the IRA, such distributions
would have to be calculated using
the Single Lifetime table, which
results in much larger required dis­
tributions than those determined
under the Uniform Lifetime Table.5

Finally, with the eST being the
beneficiary of the IRA and the sur­
viving spouse being the primary
beneficiary of the eST, the life
expectancy of only the surviving
spouse could be used to determine
the required distributions. This
would be true even if the surviving
spouse died prematurely and the
successor beneficiaries of the eST
were the couple's children.GIf, how­
ever, the surviving spouse had been
able to roll over the IRA, the chil­
dren would likely have been named
as the beneficiaries of that IRA, and
distributions after the death of
the surviving spouse could be based
on the life expectancy of each child
(assuming the "separate account­
ing" rules in the Regulations under
Section 401 (a)(9) were followed),7

The above factors involve the
analysis from an "income tax" per­
spective and thus generate an ini-
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10- tial negative response to naming a
eST, for example, as the primary
beneficiary of an IRA. The primary
goal of the above strategy, how­
ever, was to maximize the use of
the decedent's exemption amount.
In certain scenarios, the estate tax
savings from maximizing the use
of the decedent's exemption
amount would offset the negative
"income tax" consequences.

Planning option with Roth con­
version. Beginning in 2010, the
law e1iminated the prior $100,000
adjusted gross income limit as to
whom could convert to a Roth
IRA.8 Thus, under the new law,
individuals could convert their tra­
ditionalIRA to a Roth IRA, with­
out regard to income level or
tax-filing status. This presents
another reason to give serious con­
sideration to naming the eST as
the primary beneficiary of the IRA
(and not the surviving spouse)
if other assets are insufficient in
amount to take full advantage
of an IRA owner's exemption
amount.

Inc1uding in a long-term plan­
ning arrangement the near-term
conversion of a traditionallRA to
a Roth lRA often can mitigate much
of the adverse "income tax" con­
sequences noted above. With the
distributions to the eST now com­
ing from a Roth IRA, no income
taxes would have to be paid by
the eST or beneficiary. Instead,
each dollar in the Roth IRA would
effective1y use up a dollar of the
exemption amount. This full
exploitation of the exemption
amount could significantly increase
the projected estate tax savings
when compared to the scenario
involving a traditionallRA.

Of course to achieve this result,
the IRA owner really had to have
sufficient funds outside the tradi­
tional IRA to pay the tax result­
ing from the conversion. For many
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individuals, the recent "great reces­
sion" was a significant deterrent to
using other "investable funds" to
pay the current tax that would be
due from a Roth IRA conversion,
regardless of the size of the estate
tax savings projected to be realized
on the second death. 9

Portability. The 2010 Tax Act has
revised the definition of "applicable
exc1usion amount" as found in Sec­
tion 2010(c). Now the applicable
exc1usion amount is the sum of
the "basic exc1usion amount" and,
in the case of a surviving spouse, the
"deceased spousal unused exc1usion
amount."10 The "basic exc1usion
amount" is $5 million. 11 The term
"deceased spousal unused exc1u­
sion amount" means the lesser of:
"(A) the basic exc1usion amount, or
(B) the excess of (i) the basic exc1u­
sion amount of the last such deceased
spouse of such surviving spouse, over
(ii) the amount with respect to which
the tentative tax is determined under
section 2001(b)(1) on the estate of
such deceased spouse. "12

Thus the unused portion of the
basic exc1usion amount is not "ter­
minable" but is "portable" to the
estate of the surviving spouse. But
this "portability" does not happen
automatically, nor can it be invoked
sole1y by the executor of the estate
of the surviving spouse. Alas, Sec­
tion 2010(c)(5) indicates that an
election at the time of the death
of the decedent must be made:

A deceased spousal unused exclu­
sion amount may not be taken into
account by a surviving spouse ...
uniess the executor of the estate of
the deceased spouse files an estate
tax return on which such amount
is computed and makes an election
on such return that such amount
may be so taken into account [by
the estate of the surviving spouse].

For c1ients with smaller estates
(e.g., $1 million to $2 million), the
idea of incurring the cost to file an
estate tax return on the first death
in order to "preserve" the unused
exemption amount of the deceased
spouse may not be compelling. In
contrast, as the magnitude of the
spouses' assets increases to the
point where the estate of the sur­
viving spouse is like1y to incur an
estate tax absent the use of the
portability provision, the possible
role of portability warrants greater
attention. This focus on porta­
bility will especially increase if a
significant part of the estate of one
or both spouses is an IRA.

With the a vailability of a
"portable" exemption amount, the
attention will now be on:

1. The benefits of naming the
surviving spouse as the pri­
mary beneficiary of the lRA.

2. The ability of that surviving
spouse to roll over the IRA
into his or her own IRA.

3. The opportunity for convert­
ing that traditionallRA to a
Roth IRA.

4. Extending the time before the
required minimum distribu­
tion (RMD) rules kick in (i.e.,

8 Section 408A(d)(3)(B).

9 Even so, the number of Roth conversions
increased very significantly since the con­
version rule change in 2010. For example,
Fidelity Investments announced on 4/14/2011
that it experienced a fourfold increase in con­
versions in 2010 (see http://www.fidelity.com/
inside-fidelity/individual-investing/fidelity­
investments-experiences-fourfold-increase­
in-roth-ira-convers ions-in-tirst-quarter-ot­
2010).

10 Section 2010(c)(2).

11 Section 2010(c)(3)(A).
12 Section 2010(c)(4).
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11-because of the younger surviv­
ing spouse or the Roth conver­
sion resulting in no RMDs).

5. Naming the children as the
primary beneficiaries of the
surviving spouse's IRA.

6. The benefits of tax-deferred (or
possibly tax-free) growth over
the life expectancy of each of
the children as determined
under the Single Life Table13

and the "separate account"
rules mentioned above.

Now all of these "income tax"
benefits can be realized, and the
unused exemption amount of the
deceased spouse will not be lost.

Consequently, "portability,"
while not necessarily very attractive
in other scenarios, may weIl be
planned for and relied on when IRAs
are a large part of one or both spous­
es' estates. Moreover by using
"portability" and naming the sur­
viving spouse as the beneficiary of
the deceased spouse's IRA, one can
avoid the drafting "traps" and in­
depth analysis required when a CST
is the beneficiary. The discussion
below of a recent private letter rul­
ing points out such drafting "traps"
and the need for an in-depth analy­
sis of virtually all provisions of the
related trust in order to be confident
that the planned for "stretch-out"
will be achieved.

Revocable trusts and IRAs:
symbiotic or toxic?
Naming the family revocable trust
as the beneficiary of one's IRA often
seems the most practicable and log­
ical alternative. The client may weIl
have spent significant time and
effort (not to mention fees) evalu­
ating the various alternatives for

13 Reg. 1.401 (a)(9)-9, O&A-1.

14 Regs. 1.401(a)(9)-4, O&A-5 and 1.401(a)(9)-
5,O&A-5.

15 Reg. 1.401(a)(9)-5, O&A-7(b).
16 Reg. 1.401(a)(9)-5, O&A-7(c).

17 Reg. 1.401(a)(9)-4, O&A-3.
18 Reg. 1.401(a)(9)-4, O&A-4(a).
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transferring family assets to the
children in order to identify the
most tax efficient way.

Ltr. Rul. 201021038 provides an
excellent example of the various
traps when a family revocable trust
(or one of the subtrusts formed on
the first death) is listed as the IRA
beneficiary. This ruling underscores
the differences between "conduit"14
provisions and "accumulation" pro­
visions, and between "contingent
beneficiary"15 and "successor ben­
eficiary. "16 It demonstrates how the
commonly used "power of appoint­
ment" results in having to consid­
er a broader swath of beneficiaries
for IRA distribution purposes than
might have been intended, especially
if one such beneficiary does not qual­
ify as a "designated beneficiary."17

The ruling strongly expresses the
IRS view that the requirement spec­
ified in the Regulations that a "des­
ignated beneficiary" must be so list­
ed on the beneficiary form as of the
date of death of the IRA owner can­
not be altered.18 Finally, the rul­
ing points out the case law prece­
dents that the IRS relied on to
ignore and disregard a state court
order that attempted to retroac­
tively name a "designated benefi­
ciary" (and remove all "undesir­
able" beneficiaries) effective as of
the date of death.

Facts of the ruling. Dad and Mom
created a revocable trust as part of
their estate plan and restated it at
some later date ("restated trust").
The restated trust had fairly typi­
cal provisions in that on the first
death, the trust would divide into
these traditional types of trusts:

1. Survivor's trust.
2. Bypass trust.
3. Marital deduction trust.
4. Disclaimed property trust.

The key subtrust of this ruling
was the bypass trust. Under its
terms, the trustee was required to

distribute income from the bypass
trust in installments, at least quar­
terly, for the health care, mainte­
nance, support, and welfare of the
beneficiary of the bypass trust but
only if other resources are clearly
inadequate. The primary benefici­
ary of the bypass trust (i.e., the sur­
viving spouse) possessed the power
to aIlocate principal from the
bypass trust to the "secondary ben­
eficiaries" of the bypass trust and
their descendants as long as the sur­
viving spouse remained competent.
The balance of the bypass trust not
so appointed or allocated would be
disposed of under Article X of the
restated trust on the death of the
surviving spouse/grantor.

Article X first provided for spe­
cific bequests and an amount, deter­
mined by a formula, to be distrib­
uted outright to the grandchildren
of Mom and Dad.

Protective trusts. In addition, Arti­
cle X created and provided for the
administration of two separate "pro­
tective trusts," one for each of the
two children of Mom and Dad. The
provisions of these protective trusts
became the focus of the ruling.

Under the restated trust, the
trustee of each protective trust was
to distribute "appropriate amounts
of income and principal for the
health care, maintenance, support
and education" to the beneficiary
of each such protective trust. Nei­
ther the distribution of the income
nor the principal was mandatory;
thus the income as wel1 as the prin­
cipal (and distributions from the
IRA to the protective trust) could
be retained and thus "accumulat­
ed" within the protective trust
potential1y for the benefit of a ben­
eficiary other than one of the chil­
dren of Mom and Dad.

As a result, the protective trusts
were not "conduit" trusts" since
the trustee was not obligated to dis­
tribute to the primary beneficiary

IRAS AND PENSION PLANS
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the required distribution received
each year from the IRA. Conse­
quently, the "investigation" of
whether there was a "designated
beneficiary" could not stop after
determining that a child was the
"primary beneficiary" of each pro­
tective trust.

In addition, each of the benefi­
ciaries of the protective trusts who
attained a "designated age" had a
lifetime power of appointment over
the assets in her protective trust,
and such power extended to char­
ities. In the ruling, each child had
attained the" designated age."

Moreover, each beneficiary of
a protective trust, on attaining
the designated age, also had a tes­
tamentary power of appointment
and thus could select who would
receive the assets of the protective
trust after such child's death. The
potential" appointees" included
certain persons and entities, includ­
ing charities, with certain specified
exceptions.

Article XI of the Restated Trust
provided for the distribution of
assets not disposed of under Arti­
cle X. This Article XI provided
for specific bequests to persons
named in Schedule H. In addition,
this Article provided that any
residue would be divided among
the persons named or described in
Schedule I. While a charity or other
non-natural person was eligible
to be a contingent beneficiary, none
was listed on Schedule I.

lRA beneficiary designation. At
some later date, Dad and Mom
apparently discussed with their
advisor the possibility of naming
either the restated trust or one of
the subtrusts formed on the first
death as the designated beneficiary
of his or her IRA. The advisor
apparently drafted an amendment
to the restated trust that was
approved by Dad and Mom.

ESTATE PLANNING

Because of its importance to the
ruling, it is fully quoted below:

With respect to any IRA, 401K or
other retirement plan payable to
the trust on the death of either Trust
Creator, it is the Trust Creators'
desire that the Trustee utilize the
mllllmum distribution rules
described in the Internai Revenue
Code ("IRC") and applicable reg­
ulations when making withdrawals
from said retirement account ....
In particular, the trustee should
be guided by the fol1owing: (a) The
Trustee should first determine
whether the custodian allows for
long-term deferral of income taxes
by the Trustee; ... (c) the Trustee
should determine what require­
ments exist, if any, in order to elect
the longest tax-deferral period; (d)
Having made the appropriate elec­
tion in order to elect the longest
tax-deferral period of time, the
Trustee should withdraw funds
from the retirement plan in the min­
imum amounts required under IRC
and applicable regu1ations without
penalty; additional amounts should
be withdrawn only if the Trustee
determines that a need exists; ...
(f) .... The provisions ofthis instru­
ment are intended to inform the
Trustee of the Trust Creators' desire
that the rules commonly known
as the "stretch IRA" rules should
be applied to all retirement plans.
It is the Trust Creators' hope that
the Trustee will use his or her best
efforts to minimize income taxes
on these assets for the maximum
duration permitted by law.... For
purposes of qualifying as a Desig­
nated Beneficiary under IRC and
applicable regulations, each Bene­
ficiary may amend the terms of the
trust which govern the distribution
of his or her trust at death in the
absence of a complete and effective
exercise of any applicable power of
appointment; ...

Stretching lRA distributions. This
amendment seems to reflect a sense
that a trustee, once instructed by
the trust grantors, had the power
and authority to interpret and apply
the rules affecting RMDs from the
lRA in such a way as to exploit and
maximize the "stretch IRA" rules
to the extent desired.

But such an objective cannot be
realized without also understand-

ing the significance of the other very
relevant provisions of the restated
trust (i.e., the powers of appoint­
ment and the potential "appoint­
ees") in determining who (or what)
would be the beneficiary and whose
life expectancy (if any) would deter­
rnine the required distributions (i.e.,
who are the "primary beneficiar­
ies," the"contingent beneficiaries,"
or the "successor beneficiaries").
The differences in consequences
depending on whether the protec­
tive trust contains "conduit' pro­
visions (i.e., mandatory distribu­

tion to the beneficiary of the re­
quired distributions from the IRA)
versus "accumulation" provisions
(i. e., trustee has discretion as to
whether to make the distributions
of the funds from the IRA or retain
(and accumulate) them) must also

be understood.
Finally, the need to be aware of,

and to satisfy, the four requirements
that allow the beneficiaries of a
trust to be treated as the benefici­
aries of the IRA even though it was
the trust that is named as the ben­
eficiary on the beneficiary desig­
nation statement appears lacking
in the terms of the amendment.

The four req uirements are as
follows:

1. The trust is a valid trust under
state law, or would be but for
the fact that there is no corpus.

2. The trust is irrevocable or will,
by its terms, become irrevoca­
ble on the death of the IRA
owner.

3. The beneficiaries of the trust
who are beneficiaries with
respect to the trust's interest in
the IRA are identifiable under
the terms of the trust instrument.

4. Certain documentation re­
garding the trust are provided
to the plan administrator or
IRA custodian. 19
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13-Death oftrust grantars. Subsequent

to the adoption of the above
amendment, Mom dies. Dad then
becomes the sole trustee of the var­
ious subtrusts referenced above.
Dad decides to name his two adult
daughters (hereafter Taxpayer C
and Taxpayer D) as the co-trustees
of the bypass trust. At some point
before his death, Dad had named
the trustees of the bypass trust (i.e.,
his two daughters) as the benefi­
ciary of his IRA.

After Dad's death, pursuant to
Article X of the restated trust, all the
subtrusts that had been created on
the death of Mom were consoli­
dated and equally divided into the
above-described two protective
trusts, one for each daughter. In addi­
tion, they each became the trustee
of her respective protective trust.

At this point the two daughters
apparently sought the advice of a
different advisor. The daughters,
acting as trustees of the bypass
trust, filed for a declaratory judg­
ment in the local state court. The
daughters asked the state court to
modify the restated trust in order
to comply with certain require­
ments under Reg. 1.401(a)(9). The
court issued an order modifying the
restated trust retroactively to the
date of Dad's death, apparently as
requested.

Modification of trust. The court
order modified the restated trust,
in relevant part, as follows:

1. All amounts received from the
custodian of the IRA are to be
distributed to the beneficiaries
of the protective trusts. (This
changes the protective trusts
from "accumulation" trusts to
"conduit" trusts. This suggests
the new advisor was aware of
the potential problems if such

19 Reg. 1.401(a)(9)-4, Q&A-5(b).
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trusts were left as "accumula­
tion" trusts.)

2. The trustee is authorized to
arrange direct distributions to
the beneficiary. (The observa­
tions in the parenthetical
in #1 apply here as well.)

3. If a special independent trustee
is selected, distributions to
descendants of beneficiaries
born before 1955 are prohibit­
ed. (This suggests that the old­
est daughter was born in 1955,
and, thus, it is desirable not to
have any beneficiary older
than the oldest daughter.)

4. Descendants of beneficiaries
born before 1955, contingent
beneficiaries, and charities
are removed as potential
appointees of a beneficiary's
lifetime power of appointment.
(This reflects awareness that
charities cannot be "designated
beneficiaries." With the cutoff
year of 1955, this, as described
above, likely eliminates any
beneficiary who is older than
the oldest daughter.)

5. Any individual born before
1955 is removed as a potential
appointee of a beneficiary's tes­
tamentary power of appoint­
ment. (As noted above, this
apparently eliminates from
consideration any person older
than the oldest daughter.)

6. Taxpayer C (the oldest lineal
descendant of Dad) is named

as the designated beneficiary
under Reg. 1.401(a)(9)-4,
Q&A-4, and the restated trust
is to be administered so that
all beneficiaries following the
two daughters are "successor
beneficiaries," as defined in
Reg. 1.401(a)(9)-5, A-7(c)(1).
(This attempts to have the
oldest daughter treated as
the "designated beneficiary"
for determining which life
expectancy is to be used in
calculating the RMDs. It also
attempts to eliminate the prob­
lems associated with having
"contingent" beneficiaries.)

7. The trustee is directed to use
IRA proceeds to pay debts,
administration expenses, or
taxes of Dad's estate only after
other assets are exhausted,
and is prohibited from using
any IRA proceeds to make
such payments after a speci­
fied date. (This "prohibition"
on using IRA funds to pay
expenses associated with Dad's
estate is likely an attempt to
avoid having Dad's estate
viewed as a "beneficiary" of
the IRA, which would result in
there being no "designated
beneficiary" because only indi­
viduals can be "designated
beneficiaries. ")

Requested rulings. Based on the
above, the daughters requested
the following letter rulings from
the IRS:

1. That the IRA be distributed as
though the beneficiaries of the
bypass trust administered
under the restated trust, as
amended by the court order,
were named beneficiaries of
the IRA, thereby satisfying
the guidance set forth in Regs.
1.401(a)(9)-4, Q&As 4 and 5.

2. That Taxpayer C, the oldest
daughter, is the "designated

IRAS AND PENSION PLANS



14-
beneficiary," as that term is
used in Section 401(a)(9)(A)(ii),
of Dad's IRA based on the
judicial modification of the
restated trust retroactively to
Dad's date of death, which
modification is valid under
State S's Revised Code.20

3. Alternatively, that Taxpayer
C, the oldest daughter, is the
"designated beneficiary," of
the IRA as a result of remov­
ing certain discretionary dis­
tributees and potential objects
of appointment before a speci­
fied date in 2009 through the
judicial modification of the
restated trust under State S's
Revised Code. 21

4. That the applicable distri­
bution period as used in
Reg. 1.401(a)(9)-5, A-5(c)(1)
for the applicable calendar
year (2009) is 30.5 years
(reduced yearly), which is
Taxpayer C's life expectancy
based on her current year
(2009) birthday.22

IRS analysis. The IRS starts its
analysis by citing and summariz­
ing provisions in the Regulations
that address the definitions of a
"designated beneficiary," "contin­
gent beneficiary," and"successor
beneficiary." It is instructive to see
how the IRS analyzed the issues and
which IRC sections and Regula­
tions it emphasized in its analysis.
Thus, the following highlights those
provisions referenced by the IRS in
the ruling with respect to the dif­
ferent issues and concepts.

Designated beneficiary. Section
401(a)(9)(E) states that the term
"designated beneficiary" means any
individual designated as a benefi­
ciary by the employee.

Reg. 1.401(a)(9)-4, Q&A A-l
provides, in part, that a "designated
beneficiary" is an individual who
is designated as a beneficiary under
the plan. Thus an individual may

ESTATE PLANNING

be designated as a beneficiary under
the plan either by (1) the terms of
the plan, or, (2) if the plan so pro­
vides, by an affirmative election by
the employee (or the employee's
surviving spouse) specifying the
beneficiary. Under these Regula­
tions, a designated beneficiary need
not be specified by the plan in order
to be a "designated beneficiary" so
long as such individual is identifi­
able under the plan. In addition,
even a member of a class of bene­
ficiaries capable of contraction or
expansion will be treated as being
identifiable if it is possible to iden­
tify the class member with the
shortest life expectancy. It is also
noted that under these Regulations,
the passing of an employee's inter­
est to an individual under a will
or otherwise under applicable state
law does not make that individual
a designated beneficiary uniess that
individual is designated as a bene­
ficiary under the plan.

Reg. 1.401(a)(9)-4, Q&A-3
emphasizes again that only indi­
viduals may be "designated bene­
ficiaries." A person who is not an
individual, such as an estate or a
charitable organization may not be
a designated beneficiary. Indeed, if
a person other than an individual
is designated as a beneficiary, then
the employee will be treated as not
having a beneficiary for purposes
of Section 401(a)(9), even if there

20 This presents the issue of whether a state
court can retroactively designate a benefici­
arv of an IRA despite the requirement in the
Regulations that a beneficiary must be named
on the beneficiary form as of the date of death
of the IRA owner. Reg. 1.401 (a)(9)-4, Q&A­
4(a).

21 Under the above Regulation, a beneficiary not
only must be named as of the date of death
of the IRA owner but also remain a benefici­
arv as of September 30 of the calendar year
following the year of the IRA owner's death.
This ruling request seems to be asking con­
currence that the state court had the author­
ity to remove the "discretionary distributees"
and potential objects of the powers of appoint­
ment as beneficiaries before the September
30 cutoff date. This essentially acknowledges
that some "unfavorable" beneficiaries were
effectively named under the terms of the pro­
tective trusts as of the date of death.

are also individuals designated as
beneficiaries.23

Reg. 1.401(a)(9)-4, Q&A-4 pro­
vides, in relevant part, that in order
to be a designated beneficiary, an
individual must be a beneficiary as
of the date of the employee's death.
Thus, designated beneficiaries gen­
erally are determined based on
those designated as beneficiaries as
of the date of death and who remain
beneficiaries as of September 30 of
the year following the calendar year
of the date of death.24

Contingent beneficiary vs. suc­
cessor beneficiary. The IRS then ref­
erences the regulations that de­
fine a "contingent beneficiary" and
a "successor beneficiary" and the
very important significance of dis­
tinguishing between the two.

Reg. 1.401(a)(9)-5, Q&A-7(b)
provides, in essence, that if a ben­
eficiary's entitlement to an employ­
ee's benefit after the employee's
death is a "contingent right," the
"contingent beneficiary" is never­
theless considered to be a benefi­
ciary for purposes of determining
who, if anyone, is the designated
beneficiary.

In contrast to a "contingent ben­
eficiary," a "successor beneficiary"
is not considered when determin­
ing who is the beneficiary with
the shortest life expectancy. A "suc­
cessor beneficiary" is defined as a
person who could become the suc-

22 If the IRS agrees that the order of the state
court effectively removed all of the "unfavor­
able" beneficiaries, then Taxpayer C can be
treated as the "designated beneficiary" whose
life expectancy will be used to determine
the RMDs.

23 This is likely the basis for the petition to the
state court to amend the protective trusts to
remove certain discretionary distributees and
potential appointees under the powers of
appointment that included charities.

24 This is the basis for the position that to be con­
sidered as a beneficiary one must be named
as such as of the date of death. Bu!, impor­
tantly, all such named beneficiaries (and all
those who can be determined to be such as
of the date of death) are considered in deter­
mining whether there is actually a "desig­
nated beneficiary" whose life expectancy can
be used to determine the RMDs
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cessor to the interest of one of the
employee's beneficiaries only after
that beneficiary's death.25 (Note: It
is the interest arising after the death
of the employee's (designated) ben­
eficiary, not after the death of the
employee him or herself.)

Trust reformation and potential
tax consequences. The IRS then
states that a reformation of a trust
instrument is not effective to change
the tax consequences of a com­
pleted transaction. The IRS refer­
ences Estate of La Meres,26 where
the trustees retroactively reformed
a goveming instrument solely for
the purpose of qualifying the
bequest for the estate tax charita­
ble deduction. In that case, the Tax
Court held that the retroactive ref­
ormation, undertaken solely for tax
consequences, was not effective for
federal tax purposes:

This and other courts have gener­
ally disregarded the retroactive effect
of State court decrees for Federal tax
purposes. [Citations omitted.]

The IRS then states that while it
will look to locallaw in order to
determine the nature of the inter­
ests provided under the trust doc­
ument, it does not feel bound to
give effect to a local court order
that modifies the dispositive pro­
visions of the document after
respondent has acquired rights to
tax revenues under its terms.

The IRS further states that it will
treat a state court order as con­
trolling with respect to a reforma­
tion if the reformation is specifi­
cally authorized by the Code, such
as under Section 2055 (e)(3), which
allows for the reformation of split­
interest charitable trust in order for
the charitable interest to qualify for
the charitable deduction as author­
ized under that statute.

The IRS then determined, how­
ever, that no applicable federal

25 Reg. 1.401(a)(9)-5, Q&A-7(c).
26 98 Te 294 (1992).
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statute authorizes, in this instance,
the daughters' retroactive refor­
mation of the restated trust. As a
result, the IRS conc1uded, the sub­
ject modification of the resta ted
trust is not recognized for federal
tax purposes:

In this instance, the efforts under­
taken to modify the terms of the
Restated Trust will not be given
retroactive effect for federal tax
purposes and the designated ben­
eficiary of IRA X must be deter­
mined under the terms of the
Restated Trust as it existed at the
time ofTaxpayer B (Dad's) death.
[Emphasis added.]

Bypass trust as beneficiary of the
lRA. The analysis then tums to the
bypass trust created under the

restated trust since it was named as
the beneficiary of Dad's IRA.

The IRS states that, provided the
restated trust meets the require­
ments for a "see through" trust as
set forth in Reg. 1.401 (a)(9)-4,
Q&A-5, it is then permissible to
"look through" the trust in order
to determine who, if anyone, is the
designated beneficiary. But after
doing the "look through," the IRS
conc1udes that there was no iden­
tifiable beneficiary of the IRA at
the time of Dad's death.

How did the IRS reach this con­
c1usion? First, the IRS points out
that the relevant terms of the restat­
ed trust, and specifically the terms
of the bypass and the protective

trusts, do not require or authorize
either of the daughters under their
respective protective trusts to
receive all amounts that are dis­
tributed from the IRA. Rather, the
terms of the restated trust makes
all distributions of either income
or principal subject to a standard,
essentially the typical "ascertain­
able standard."

Moreover, the relevant restated
trust terms do not req uire that
amounts distributed from the IRA,
even if based on Taxpayer C's life
expectancy, be paid either to Tax­
payer C or Taxpayer D"or any other
natural person (human being)." In
essence, the IRS is pointing out that
there were no "conduit provisions"
mandating that all IRA distributions
be, in turn, distributed from the
respective "Protective Trusts" to the
daughters. The result? Such distri­
butions from the IRA could be
"accumulated" by the trustee.

This, in turn, means that such
accumulated IRA distributions
could be the subject of the powers
of appointment granted to the
daughters. But these powers of
appointment could be exercised not
only in favor of individuals but also
charities:

Because the terms of the Restated
Trust allow for the accumulation
of amounts distributed from the
fRA X, the remainder beneficiar­
ies must be considered beneficiar­
ies of fRA X. Charitable organi­
zations are clearly authorized to be
potentiallcontingent beneficiaries
under the relevant provisions of
the Restated Trust. However, only
individuals may be designated ben­
eficiaries for purposes of satisfy­
ing the requirements of Code sec­
tion 401(a)(9) and related Income
Tax Regulations. As a resu1t, Tax­
payer B (i.e. Dad) is treated as hav­
ing no beneficiary of his IRA for
purposes of section 401(a)(9) of
the Code. [Emphasis added.]

The IRS then repeats the rules
for the proper timing for desig­
nating a beneficiary. First it is
noted, as above, that "potential
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16- beneficiaries" may be eliminated
after the death of an IRA owner
and prior to September 30 of the
year following the IRA owner's
death for purposes of determining
who is the" designated benefici­
ary." But, in contrast, while "ben­
eficiaries" may be e1iminated,27
"beneficiaries" cannot be added
during this period. Furthermore, a
"designated beneficiary" must be
in existence as of the IRA owner's
death:

A designated beneficiary cannot be
created after the date of death by
means of a State Court Order, even
if said Order is valid under State
Law.

The IRS concludes by empha­
sizing the importance of the terms
of the restated trust:

In this case, due to the language of
relevant terms of the controlling
Restated Trust document there is
no designated beneficiary for pur­
poses of section 401(a)(9) analy­
sis. Subsequent efforts to obtain a
post-mortem judicial modification
had the effect of creating a desig­
nated beneficiary after the death
of the taxpayer. Said efforts will
not be given effect for purposes
of Code section 401(a)(9). [Empha­
sis added.]

The IRS then provides its spe­
cific response to each of the rul­
ing requests.

As to the first requested ruling,
as noted above, the IRA will have
to be distributed as if the IRA had
no designated beneficiary. The rea­
son for this is that entities ineligi­
ble to be treated as "designated
beneficiaries" were, in fact, eligi­
ble to receive amounts from the
IRA. Consequently, those entities
(i.e., the charities) had to be con­
sidered "contingent beneficiaries."
Thus, the IRA has to be treated as
having no "designated beneficiary."

As to the second ruling request,
the IRS stated that no response
could be provided because of the
response to the first ruling request.

ESTATE PLANNING

As to the third ruling request,
Taxpayer C cannot be trea ted as
the "designated beneficiary" of the
IRA simply because of the above­
described court order because that
order created a "designated bene­
ficiary" of the IRA where none
existed prior to the entry of the
court order. Such "creation of a des­
ignated beneficiary after the death
of the IRA owner" does not com­
ply with the requirements of Sec­
tion 401(a)(9).

As to the fourth ruling request,
it was noted that Dad had attained
the "required beginning date" prior
to his death. Consequently, the

applicable required distribution
period is Dad's remaining life
expectancy in accordance with the
relevant regulations. 28

Observations. This ruling pres­
ents an excellent list of typical pro­
visions of a family revocable trust
that must be considered, and poten­
tially revised, before such a trust (or
any of its subtrusts) is designated as
a beneficiary of an IRA. Moreover,
the ruling underscores how pow­
ers of appointment, typically insert­
ed intentionally to provide flexi­
bility, may weIl eviscerate all the
benefits that could have been real­
ized by the proper designation of
beneficiaries. Indeed, the ruling may
appropriately guide advisors away
from naming the family revocable
trust as the IRA beneficiary and
toward using what is often referred

to as the"standalone IRA trust," a
trust where certainty over flexibil­
ity is the desired objective.

Who pays the estate tax?
The above discussions revolve
around how best to transfer IRA
funds from one spouse to another
and then onto the children. One
objective of such planning is to
make sure the lRA funds are avail­
able to the surviving spouse if need­
ed. A second objective is often to
pass on a significant financial lega­
cy to the children to the extent such
funds have not been needed by the
surviving spouse. The transfer of
the IRAs to the children typically
occurs only on the death of the sur­
viving spouse. But important issues
must be analyzed and planned
for if it is likely that there will be
a taxable estate on the surviving
spouse's death.

If a taxable estate will result at
that time, the source of the funds
to pay the estate tax should be
addressed. Often the "family rev­
ocable trust" will state that any
taxes and expenses should be paid
from the "residue" of the assets
held in the trust after the distribu­
tion or transfer of specifically
described bequests. As IRAs have
become alarger percentage of indi­
viduals' estates, however, more con­
sideration is being given to stat­
ing that any such taxes and
expenses are to be paid pro rata
from all the beneficiaries of the
estate-including the designated
beneficiaries of the decedent's lRAs.

Whether this result is intended or
not, when a provision is included
indicating that the taxes must be paid
from the "residue," the beneficiar­
ies of the IRAs-which may be sub­
stantial-avoid "losing" any of their
IRA funds in the payment of such

27 E.g., by qualified disclaimers. Reg.
1.401 (a)(9)-4, Q&A-4(a).

28 Reg. 1.401(a)(9)-5, Q&A-5(a)(2).
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taxes. Or do they? A recent case sug­
gests that may not be the result.

Estate of Mangiardi29 demon­
strates the need for designing, and
ultimately implementing, a plan that
designates the source of funds for
the payment of any estate taxes, espe­
cially if the intent is to avoid the loss
of IRA funds through the benefici­
aries being forced to take taxable
distributions to pay the estate tax.

Facts of the case. The decedent,
Joseph L. Mangiardi, died on
4/5/2000. The trustee of decedent's
revocable trust and "statutory
executor" filed the estate tax return
on 7/5/2001 that showed an estate
tax liability of $2,621,810. The
return stated that the value of the
gross estate was $8,050,042, most
of which was not subject to probate.
The non-probate assets included the
assets in the decedent's revocable
trust valued as of the alternate val­
uation date at $4,577,360 and IRAs
totaling $3,433,007, of which the
decedent's nine children were the
named beneficiaries.30

Unfortunately, the decision does
not state whether the revocable
trust had a provision directing the
source (or sources) from which any
estate tax should be paid. Ulti­
mately, however, such a provision
was not relevant to the issue before
the court.

IRS grants extensions to pay. The
trustee req uested, and the IRS
granted, a total of six extensions

29 TCM 2011-24.
30 An amended return was fi/ed on 12/28/2001,

but with seemingly no consequence. Indeed,
the return was selected for examination but
no additional assessment was made. Instead,
an abatement of tax of $143,152 was made
in 12/22/2003.

31 Reg.20.6161-1(a)(2.)
32 Reg. 20.6161-1(a)(1).
33 Form 12153, Request for a Collection Due

Process Hearing.
34 This period of limitation is generally one

year alter expiration of the period of limitation
for assessment against the transferor. Sec­
tion 6901(c).
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to pay the estate tax. In the last
request for an extension, the trustee
requested an additional12 months
"to pay estate taxes under the hard­
ship provisions31 ... or in the alter­
native, request is made under the
reasonable cause provisions .... "32

To support the request, the trustee
claimed that "the assets in the gross
estate which must be liquidated to
pay the estate tax can only be sold
at a sacrifice price or in a depressed
market, if the tax is to be paid on
the" prior extended due date.

The trustee also stated that
the unliquidated value of the
trust account as of 5/31/2004 was

approximately $542,713. This clear­
ly is a dramatic reduction in value
from the originally stated value of
trust assets, namely $4,577,360. The
trustee did provide a detailed
description of the events that had
led to the devaluation of the assets

in the trust account.
A description of the trust assets

was not provided in the opinion,
which might help in understanding
why there was such a dramatic
reduction in value of the trust

assets. Interestingly, the value of
the IRA assets was not mentioned.
One might reasonably assume from

this omission that the trustee was
thinking, or trying to convince
the IRS, that only the trust assets

were available to pay the estate tax.

In September 2004, the Service
advised the trustee it was approving
the request for additional time to pay
the estate tax but only until
12/5/2004. The Service also advised
the trustee that no further extensions
to pay the estate tax would be grant­
ed. In the Service's letter it warned:

The extension to pay is only being
allowed until12/S12004 because, if
the liability is not paid in full by that
date, the IRS will begin making
transferee assessments against the
heirs of the estate that received
assets and have not paid to the IRS
their portion of the estate tax and
interest owed. [Emphasis added.]

Collection actions. With the estate
tax still unpaid, the Service sent the
trustee, on 7/13/2006, a notice of
intent to levy under Section 6330.
In response to the levy notice, the
trustee requested a collection due
process (CDP) hearing.33

At the CDP hearing, the trustee
claimed that the IRS was preclud­
ed from collecting the tax from the
IRA beneficiaries because the time
for making a transferee assessment
under Section 6901 had expired. 34

The trustee requested that the estate
tax liability be resolved through an
offer-in-compromise in which the
trustee would offer a reduced
amount based on doubt as to col­
lectability of the remaining assets
in the trust.

Thus, at least at this juncture,
the trustee appears to feel that the
beneficiaries of the IRAs (and the
IRA funds) were now no longer
subject to the IRS levy for the estate
tax because of Section 6901 and its
"period of limitation."

The IRS Settlement Officer
sought legal advice from the Ser­
vice's counsel as to whether the
unpaid estate tax liability could be
collected. Counsel advised that the
estate tax liability could be col­
lected either from the execu­
tor/personal representative or from
the IRA beneficiaries by enforc-
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18- ing the estate tax lien under Sec­
tion 6324(a)(2) without the need
for a prior assessment against the
beneficiaries under Section 6901.

Based on the above advice, the
Appeals Settlement Officer sus­
tained the proposed levy. The
trustee responded by filing a peti­
tion in the Tax Court for judicial
review of the Notice of Determi­
nation Concerning Collection
Action. The court ruled in favor of
the Service and stated:

Both (the trustee's) and the (Ser­
vice's) arguments turn on whether
a section 6901 assessment is
required before the initiation of
collection action under section
6324(a)(2). Few courts have con­
sidered this issue directly; howev­
er, the Courts of Appeal for the
Third Circuit and the Tenth Cir­
cuit have held that respondent may
collect estate tax from a transfer­
ee pursuant to section 6324(a)(2)
without a prior assessment against
the transferee under section 6901.
United States v. Geniviva, 16 E3d
522,525 (3d Cir. 1994); United
States v. Russel!, 461 E2d 605, 607
(10th Cir. 1972).

This Court has found those cases
to be persuasive and weil reasoned.
Ripley v. Commissioner, 102 T.C.
654, 659 (1994). In its holding in
United States v. Geniviva, supra at
525, the Court of Appeals for the
Third Circuit noted "a certain sor­
row that what seems inherently
unfair is also quite in accordance
with the law." We also sympathize
with the beneficiaries of decedent's
estate in that years later they find
themselves at risk of forfeiting their
inheritance without prior notice,
especially after respondent had
ample opportunity to make assess­
ments against them. Nevertheless,
as discussed above it has previously
been determined that a section
6901 assessment is not required
before initiation of collection
action under section 6324(a)(2).

Consequently, the court upheld
the Appeal Settlement Officer's
denial of the trustee's offer in com­
promise of the remaining assets in
the estate (approximate1y only
$700,000). Under Section 7122(a),
the Service is authorized to com-
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promise a liability on the basis of
doubt as to col1ectability, which
"exists in any case where the tax­
payer's assets and income are less
than the full amount of the liabil­
ity."35 Thus the Service will gener­
ally compromise a liability due to
doubt as to collectability only if the
liability exceeds the taxpayer's rea­
sonable collection potential.

The trustee continued to argue
that the reasonable collection
potential should not include any
amount that could be collected
from the beneficiaries of the IRAs
through an action in equity under
Section 6324(a)(2). The court, how­
ever, rejected this argument based
on its holding that the Service is not
required to make a Section 6901
assessment before initiating col­
lection action under Section
6324(a)(2). Thus the court con­
cluded that "anyamount of the
unpaid estate tax liability that
respondent could col1ect from the
beneficiaries should be included in
petitioner's reasonable collection
potential; i.e. the amount of the
IRA distributions."

The court noted that the trustee
offered the remaining assets in the
estate (approximate1y $700,000)
as an offer-in-compromise; how­
ever, the IRS determined that the
trustee's reasonable collection
potential was at least $3 million,
given that the beneficiaries received
$3,433,007 in IRA distributions.
Because the trustee had not offered
an "acceptable amount," the court
held that the IRS had not abused
i ts discretion in rej ecting the
trustee's offer-in-compromise.

Observations. Without knowing
the types of assets held in the trust,
it is not clear why the trustee had
made no attempt to pay any part
of the estate tax. It may be the
unfortunate result of the trustee

thinking that the value of the assets

would at some point bounce back

after declining very significantly.

Also, without knowing if the trust

had contained a provision direct­

ing how and from what assets any

estate tax would be paid, it is uncer­

tain whether the IRA beneficiar­

ies were re1ying on the trustee to

pay any estate tax solely from the

trust assets. Finally, the decision

suggests that the beneficiaries had

completely withdrawn all of the $3

million from the IRAs. It would be

interesting to know if the benefi­

ciaries had attempted to apply, and

to what extent, the deduction under

Section 691(c) (i.e., the "income in

respect of decedent" deduction) for

a pro rata portion of the estate tax.

Conclusion
The above discussion attempts to

demonstrate the potential bene­

fits that "portability" mayachieve

when applied in connection with

estates containing large pension

and IRA assets, the need for care­

ful analysis of the terms and pro­

visions of a family revocable trust

(and its subtrusts) when it is being

considered as the "designated ben­

eficiary" of an IRA, and the risks

of losing the lRA as a financial lega­

cy if the trust itself or its adminis­

tration have not adequately pro­

vided for the payment of any estate

tax liability. The new "portabili­

ty" provision in the 2010 Tax Act,

the recent letter ruling, and the

recent Tax Court case discussed

above, all present interesting issues

and challenges as we advisors work

with clients who have significant

IRAs in their estates.•

35 Reg. 301.7122-1(b)(2).
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