AVOID ESTATE ATTACK

Suggestions on how to avoid having the IRS attack a participant’s estate as a see-through trust beneficiary 
Note: This is a supporting document written by Steven E. Trytten for his article “Got Stretch-Out” in the July 2009 Trusts & Estates

The Internal Revenue Service has hinted that the participant’s estate might be viewed as a see-through trust beneficiary if the see-through trust requires or allows plan assets to be applied to satisfy general debts, expenses and tax obligations arising at the participant’s death.
 Proactive drafting can go a long way to reduce the risk of this attack, but special care is always advisable when coordinating a special rule for plan assets with general language apportioning debts, expenses, and taxes. 
I suggest an approach that incorporates the post-mortem planning rules by requiring amounts that are properly chargeable to plan assets to be paid prior to the September 30 determination date provided in the regulations. Of course, it may not be possible to determine all such amounts with certainty by the determination date, and the clause will need to provide guidance on how these amounts are to be handled.

The following clause illustrates this type of approach. The sample form uses a defined term, “Stretch-Out Retirement Account,” to narrow its application to those retirement plan interests that have the potential to provide stretched out distributions—a benefit that might be lost if the estate were included as a see-through trust beneficiary. 

The sample form also addresses how “outside” assets are to be addressed (for example, annuity arrangements, which can present difficult tax apportionment issues when not properly addressed in the governing documents). The bold headings referring to “September 30” may be helpful in alerting the casual reader of the instrument of an unexpected deadline for determining and paying debts, expenses, and taxes.
9.3
“Stretch-Out Retirement Accounts” Passing Under Trust Instrument. The Trustee shall not apply Stretch-Out Retirement Account assets passing under any trust hereunder to pay any portion of a debt of the Settlor, expense of administration, or Death Tax arising by reason of the Settlor’s death, except as follows:

(a)
Payment Prior to September 30 Determination Date. If the Trustee determines, prior to the Determination Date, that all or any portion of a debt of the Settlor, expense of administration, or Death Tax is properly chargeable by reason of the Settlor’s death to a beneficiary’s interest in a Stretch-Out Retirement Account passing under any trust hereunder, the Trustee shall pay said amount prior to the Determination Date by applying the following assets in any combination the Trustee determines in its sole discretion (and such payment shall be credited against the amount chargeable to said Stretch-Out Retirement Account interest): (i) assets from said Stretch-Out Retirement Account interest; (ii) assets the beneficiary offers to provide for this purpose; or (iii) assets the Trustee selects for this purpose (other than assets qualifying for the charitable or marital deductions from federal estate tax in the Settlor’s estate) from assets passing under any one or more trusts hereunder to or for the benefit of the beneficiary as determined by the Trustee in its sole discretion. The Settlor requests, but does not require, that the Trustee apply assets other than Stretch-Out Retirement Account assets to pay said amount when doing so reduces the need to take a distribution from the Stretch-Out Retirement Account earlier than would otherwise be necessary, thus enhancing the beneficiary’s ability to benefit from income tax deferred compounding.


(b)
Amounts Determined On or After September 30 Determination Date. If the Trustee determines, on or after the Determination Date, that all or any portion of a debt of the Settlor, expense of administration, or any Death Tax would be properly chargeable by reason of the Settlor’s death, but for the operation of this Section 9.3(b), to a beneficiary’s interest in one or more Stretch-Out Retirement Account interests passing under any trust hereunder, the Trustee shall pay said amount by first applying the following assets in any combination the Trustee determines in its sole discretion: (i) assets the beneficiary offers to provide for this purpose; or (ii) assets the Trustee selects for this purpose (other than Stretch-Out Retirement Account assets or assets qualifying for the charitable or marital deductions from federal estate tax in the Settlor’s estate) from assets passing under any one or more trusts hereunder to or for the benefit of the beneficiary as determined by the Trustee in its sole discretion; and the Trustee shall apply assets from said Stretch-Out Retirement Account interests to pay said amount only to the extent that said other assets are insufficient to do so.

9.4
Tax-Advantaged Accounts or Other Assets Passing Outside Trust. If the Trustee determines that all or any portion of a debt of the Settlor, expense of administration, or Death Tax is properly chargeable, by reason of the Settlor’s death, to a beneficiary’s interest in property not passing under any trust hereunder (including by way of example and not limitation a Tax-Advantaged Account), the Trustee may in its sole discretion pay (or not pay) all or part of said amount by applying any combination the Trustee determines in its sole discretion of the following assets (and any such payment shall be credited against the amount chargeable to said interest in property not passing under any trust hereunder): (i) assets the beneficiary offers to provide for this purpose; or (ii) assets the Trustee selects for this purpose (other than assets qualifying for the charitable or marital deductions from federal estate tax in the Settlor’s estate) from assets passing under any one or more trusts hereunder to or for the benefit of the beneficiary as determined by the Trustee in its sole discretion. The Settlor requests, but does not require, that the Trustee apply assets other than Tax-Advantaged Account assets to pay said amount when doing so reduces the need to take a distribution from a Tax-Advantaged Account earlier than would otherwise be necessary, thus enhancing the beneficiary’s ability to benefit from income tax deferred compounding. The Trustee’s powers provided under this Section 9.4 are in addition to, and not in place of, other powers provided the Trustee under this or other instruments, or under applicable law. 

11.
Powers and Administrative Provisions. (The following clause is suggested for inclusion in the “boilerplate” of most trusts. However, some of the sample trusts illustrated in these materials address specific retirement plan related issues in the body of the dispositive language, which may require some adjustment to provisions that would otherwise appear in the “boilerplate” section.)

11.15
Trust as Beneficiary of Retirement Account. The Settlor intends that each trust hereunder that owns an interest in a Retirement Account enjoy the longest possible deferral period under the Minimum Distribution Rules. Accordingly, the following shall apply:


(a)
The Trustee of a trust so designated shall, within the time limit prescribed under the Minimum Distribution Rules, deliver documentation required under said rules to the respective administrators and custodians of each Retirement Account.


(b)
For purposes of this instrument, when the Trustee is directed to “distribute” an interest in a Retirement Account to an individual or another trust, the Trustee is to assign all of the Trustee’s interests in and powers over said Retirement Account interest (e.g., to direct investments and withdrawals) to said individual or to the trustee of said other trust, and such direction shall not be interpreted as requiring the Trustee to arrange for the assets held in the Retirement Account to be withdrawn from said Retirement Account. The Settlor specifically intends that any such “distribution” of a Retirement Account shall be handled in a manner that results in zero, or the minimum possible amount of income tax payable by either the trust, said individual, or said other trust.


(c)
The administrators, custodians, or other fiduciaries of the respective Retirement Accounts shall incur no liability to the trust or to any of its beneficiaries for acting upon the written instruction of the Trustee pursuant to this Section 11.15.

12.
Definitions. (The following are selected definitions relating to retirement plan issues. The term “Stretch-Out Retirement Beneficiary” will be important in drafting the conduit trust provisions discussed further below.)
12.5 
Determination Date. The term “Determination Date” refers, with respect to the death of the Settlor (or the death of another, if the context specifically indicates) the thirtieth day of September of the calendar year following the calendar year of the death of said Settlor or other individual, or such other date as may be provided under Treasury Regulation Section 1.401(a)(9)-4 for determining post-death designated beneficiaries under the Minimum Distribution Rules.

12.8
Minimum Distribution Rules. The term “Minimum Distribution Rules” refers to the rules of IRC Section 401(a)(9).

12.10
Retirement Account. The term “Retirement Account” refers to a Tax-Advantaged Account that is subject to the Minimum Distribution Rules. [correct formatting on 12.16]

12.16
Stretch-Out Retirement Account. The term “Stretch-Out Retirement Account” refers, with respect to a trust hereunder, to an interest in a Retirement Account that satisfies the following conditions: (i) the interest in the Retirement Account (or a successor Retirement Account, e.g. an inherited IRA that receives a rollover from a qualified retirement plan) became part of the trust by reason of the Settlor’s death (or the death of another, depending on the context); and (ii) the provisions governing the Retirement Account permit the Trustee of the trust to take distributions following the year of death of the balance of the interest over the life expectancy of a trust beneficiary (or the oldest member of a group of individuals determined under the Minimum Distribution Rules to which a trust beneficiary belongs), assuming said trust otherwise qualifies to do so under the Minimum Distribution Rules. 

12.17
Stretch-Out Retirement Beneficiary. The term “Stretch-Out Retirement Beneficiary” refers, with respect to a trust hereunder that owns an interest in a “Stretch-Out Retirement Account,” to the trust beneficiary whose life expectancy is or will be used in determining the timing and amount of post-death distributions (or whose life expectancy would have been so used if he or she was the oldest member of the group of individuals determined under the Minimum Distribution Rules to which he or she belongs).
12.12
Tax-Advantaged Account. The term “Tax-Advantaged Account” refers to any plan, contract, or other arrangement (other than a life insurance contract) that is allowed under the Internal Revenue Code to accumulate any part of its income in a tax-advantaged manner (e.g., income tax-deferred or income tax free) for the benefit of an owner, beneficiary, or successor, and includes, by way of example and not limitation, a qualified or non-qualified annuity, a deferred compensation plan, or a retirement or individual retirement account arrangement established under IRC Sections 401, 403, 408, 408A, or 457. A plan account or arrangement that is otherwise a “Tax-Advantaged Account” and that owns one or more life insurance contracts among its assets is a “Tax-Advantaged Account.” A plan, contract, or other arrangement that is reasonably believed to qualify for tax-advantaged treatment under the Internal Revenue Code is a “Tax-Advantaged Account” even if it is subsequently determined it did not so qualify. 
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