SEPARATE ACCOUNT TREATMENT 

Sample language to ensure separate account treatment

Note: This is a supporting document written by Steven E. Trytten for his article “Got Stretch-Out” in the July 2009 Trusts & Estates

How much is at stake if “separate account” treatment is lost? If the difference in the ages of the various see-through trust beneficiaries is only a few years (for example, the traditional family with all of the children still living) the economic hit is not as much as one might think. But if there is a wide difference in age, the economic cost of losing “separate account” treatment is quite substantial. 


So how do we try to ensure separate account treatment when it matters? 


The 2002 final regulations under I.R.C. Section 401(a)(9) provide that “separate account” treatment is not allowed with respect to multiple beneficiaries of a see-through trust.
 When the final regulations were issued, most commentators generally believed that a death beneficiary designation that directed division of an IRA or retirement plan into separate accounts, with each designated to a separate see-through trust, still would qualify for separate account treatment, even if the separate trusts were subtrusts arising under a common trust instrument. 

In 2003, the Internal Revenue Service issued a group of private rulings that denied separate account treatment with respect to an IRA being distributed to three different subtrusts arising under a common trust instrument.
 The rulings provide limited factual background, but it appears that the IRA was designated something like this: “The IRA shall pass to the T Family Trust established [date], to be divided into three equal shares and allocated to the A subtrust, B subtrust, and C subtrust arising at the IRA Owner’s death thereunder.”

Such language probably does not create separate accounts. A different outcome might have occurred had the IRA designation read as: “The IRA shall be divided into three equal separate accounts that are hereby designated respectively to the A subtrust, B subtrust, and C subtrust arising at the IRA Owner’s death under the T Family Trust established [date].”

The difference between these two examples is subtle, but critical. Under the first designation, the entire plan goes to Trust T, and the division occurs afterwards. Under the second designation, the division into separate accounts clearly occurs pursuant to the Plan’s governing instrument (including the death beneficiary designation), and the plan interests pass directly to the respective subtrusts without passing through Trust T. 

My faith in this analysis was reinforced by Private Letter Ruling 2005-37-044, which analyzed an IRA death beneficiary designation similar to the second example above providing that the IRA was to be divided into nine shares for nine subtrusts arising under a common trust instrument. The IRS ruled that each subtrust was allowed to use the life expectancy of its respective primary beneficiary to calculate MRDs.

Other private letter rulings issued in recent years have denied separate account treatment when the death beneficiary language names the so-called “parent” trust without specifically calling for the plan interest to be divided into shares that are each designated to subtrusts.
 
Of course, private letter rulings cannot be cited as authority by any taxpayer other than the taxpayer who obtained the ruling. What planning options are available for those clients who are determined to accomplish separate account treatment for multiple subtrusts and are not comfortable relying on Priv. Ltr. Rul. 2005-37-044? 
· Fund Early; Fund Often. For additional safety, at least one commentator has suggested taking steps to ensure that the subtrusts to be designated are actually in existence at the plan owner’s death, presumably by contributing a modest, initial funding to each subtrust. Perhaps this suggestion arises from language in the 2003 rulings discussing the requirement under Reg. Section 1.401(a)(9)-4, Q&A-4 that an individual beneficiary must be designated as of the date of the plan owner’s death (the subtrusts in these rulings were created post-death by the Trustee pursuant to the trust instrument). Your author is not so sure that this is what the IRS was getting at in these sections of the ruling, but setting up the subtrusts early certainly will not do any harm (other than the extra cost and effort to do so).

· Create Multiple Trust Instruments Now. Another possible interpretation of these rulings is that the IRS truly intends never to allow separate account treatment when an entire plan interest is passing to subtrusts arising under a common trust or Will. Under this interpretation, if the trusts arise under a common instrument the advance funding may not work, and there is nothing that can be written into the death beneficiary designation to salvage separate account treatment. To overcome this point of view, one might need to implement a more extreme approach of drafting multiple trust instruments, one for each of the respective beneficiaries. This approach raises the bar considerably in terms of cost and effort, but may appeal to clients with large plan balances or who are particularly risk averse. Given the effort involved, it makes sense to fund each trust or subtrust during the plan owner’s lifetime as part of the effort.

Create Separate Accounts Now. A Participant may be able to circumvent this whole problem by dividing the plan into separate accounts during life. This approach may ring strangely familiar, since this type of approach was necessary to obtain separate account treatment under the 1987 proposed regulations, and was used commonly prior to the issuance of new proposed regulations in 2001. The disadvantages of this approach may include multiple annual fees, multiple statements, and logistical problems managing the investments of each account and the relative values of the accounts.
� Reg. § 1.401(a)(9)-4, A 5(c).


� Priv. Ltr. Rul. 2003-17-041, 043, and 044.


� Priv. Ltr. Rul. 2004-32-027 through 029; Priv. Ltr. Rul. 2006-08-032.





