1. What kind of client might need to plan for IRAs or qualified plans?

Surprisingly, not all clients who have IRAs or qualified plans, we will refer to them both as IRAs for the remainder of this brochure, will need to adopt special estate planning techniques for them.  However, if the IRA is a significant amount of the total estate, there are some decisions that must be made by the clients before the estate planner can design the appropriate plan.  One major factor to consider is whether or not the spouses will need to consume the IRA for their life style.  If they are going to need the funds, the types of plans designed will need to take that into consideration.

2. What would an appropriate plan look like?

From a purely estate tax reduction point of view, it is important to understand who the typical plan is designed for.  If the first spouse to die simply leaves everything to the survivor, there are no estate taxes so that the survivor is protected from taxes.  That means that the planning is really done for the children.  Because the plan is for the children, there are some options.  Let’s look at two potential plans:

a. Parents survive their life expectancies:  IRAs are somewhat unique in that the rules require the parents to withdraw a certain amount each year after the owner attains age 70 ½.  The particular amount required to be withdrawn is based on the joint life expectancy of the parents.  If both parents are age 71, we need to simplify the calculations for purposes of brevity and avoiding confusion, their joint life expectancy is 20 years.  That means if the parents are both live to 91, there is nothing left in the IRA so the typical revocable trust plan will be used to ensure that (i) no estate taxes are paid at the first death and (ii) the first spouse to die’s tax exempt amount is protected from being taxed in the estate of the surviving spouse.  

b. The IRA account owner dies at age 75:  There is technique called a “stretch out” IRA that is frequently used when a surviving parent dies prior to the end of the joint life expectancy.  The technique consists of having the surviving spouse roll over the IRA so that the IRA now belongs to the survivor.  The survivor then names a child as the beneficiary of the IRA.  As with the spouse, that means the required payment period will be based on the joint life expectancy of the survivor and the child, who, we assume, is aged 45.  The rules only allow a child to be treated as ten years younger than the survivor for this purpose.  Therefore, the joint life expectancy of the survivor and child is approximately 22 years.  That means that if the survivor lives to age 97, there will be no funds in the IRA.  If the survivor died at 76, the remaining balance would be paid to the child over the child’s life expectancy, 37 years.  The payment stream is “stretched out” over the child’s life expectancy.

c. 
Parents will not need the IRA to live on, or at least not a great deal of it, and will have a taxable estate at the death of the survivor:  This situation provides some options.  Remember, we are planning for the children, so our goal should be to maximize what the children receive at the death of the survivor.  

d. Leave the IRA to the child in the typical “stretch out” format:  As with the above scenario, at the death of the survivor, the balance in the IRA is left to the child to be withdrawn over the child’s life expectancy.  However, depending upon the child’s total taxable income, the IRA will be subjected to two separate taxes.  The IRA balance at the death of the survivor will be subjected to estate taxes as high as 55% and income taxes as high as 40%.  It is true that the child is able to deduct a pro rata share of the estate taxes, but the overall tax can be more than 70%.

e. 
Make early withdrawals and purchase life insurance in an irrevocable trust for the benefit of the child:  Because the parents do not need the IRA funds, they might withdraw some of the income or principal and purchase life insurance, held in an irrevocable life insurance trust, that will be income and estate tax free.  While it is true that there will be income taxes generated earlier, the income taxes actually reduce the survivor’s estate taxes because the money which paid the taxes is out of the estate.  In essence, the decision is whether the parents want to leave the child income and estate taxable IRA funds or income and estate tax free life insurance proceeds.

3. What is the estate planner’s responsibility?

The estate planner needs to explain the options to the client to help the client decide on which type of planning they think best benefits their child.

4. What is the client’s responsibility.

Analyzing the various options available can be time consuming because of the need for mathematical comparisons.  The client needs to decide if they are willing to bear the cost of the comparative calculations.
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