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Retirement Benefits in the Context of Estate Planning—Part II:
Income Taxation of Retirement Benefits

Introduction

Generally

This is the second in a series of columns that address
retirement benefits in the estate planning context. The
first column in this series discussed the minimum
required distribution rules that apply to qualified
retirement plans and individual retirement accounts
(herein jointly referred to as “QRPs”).!

This column focuses on the income taxation of
QRP payments where the participant or account
owner has basis associated with his/her QRP inter-
est, which is important because of its economic
impact on the QRP beneficiary. Future columns will
discuss aspects of the income taxation of retirement
benefits that are not covered in this column, includ-
ing lump-sum distributions, qualified rollovers from
one plan to another and income in respect of a de-
cedent, as well as tax issues associated with naming
trusts as beneficiaries of QRPs, including both the
application of minimum required distribution rules
as they apply to trusts named as beneficiaries of
QRPs and the income taxation of trusts that receive
QRP benefits, and Roth IRAs.

Deferral of income taxation is the primary attrac-
tion for QRPs for most participants. As discussed in
more detail below, taxation of income earned by
QRP assets is generally deferred until such income
is distributed to the QRP beneficiaries. This deferral
benefits participants by allowing them to earn invest-
ment income on assets that would otherwise have
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on the income taxation of retirement benefits where
the QRP participant or IRA owner (hereinafter both
participants of QRPs and IRA account owners will
be referred to as “participants” for the purpose of
convenience, unless otherwise noted) has basis in
such QRP or IRA.

Income Taxation—Generally

QRP distributions are taxable as ordinary income
to participants or their beneficiaries under Code
Sec. 72.3 As a general matter, however, assets
must actually be distributed to the participant in
order to trigger income taxation. In other words,
the constructive receipt doctrine does not apply
to QRPs and, therefore, the unrestricted right to
withdraw assets from the QRP, by itself, will not
trigger income taxation.*

Notwithstanding the foregoing, under certain
circumstances a “deemed” distribution may occur,
which then triggers taxation of such deemed distribu-
tion. To illustrate, the following types of transactions
may trigger a taxable deemed distribution:

m Pledging an IRA as security for a loan?
Assignments, pledges or transfers of IRAs®
Certain prohibited transactions with an IRA’
IRA acquisitions of collectibles®

Certain deemed distributions arising out of loans
for QRPs, other than IRAs, to plan participants’
Converting a traditional IRA into a Roth [RA"

Example 1. Darwin dies in 2011 and his entire
estate consists of one IRA with a $10 million
balance at Darwin’s death. To pay the estate
tax of $1.75 million (i.e., $10,000,000 (gross
estate) — $5,000,000 (estate tax exemption) =
$5,000,000 (taxable estate) X 35% (tax rate) =
$1,750,000 (estate tax)), Darwin’s son, Einstein,
who is serving as personal representative of Dar-
win’s estate and is the beneficiary of Darwin’s
IRA, borrows $2 million from Big Bank, which
is secured by Einstein’s inherited IRA from
Darwin. Here, when Einstein pledges the IRA
to secure the loan with Big Bank, this triggers
a deemed distribution from the IRA.

3.8-Percent Medicare Surtax

To help finance the recent healthcare reform leg-
islation, Congress enacted Code Sec. 1411, which
imposes a 3.8-percent surtax on passive investment
income of certain taxpayers for tax years beginning
on or after January 1, 2013. Code Sec. 1411 applies

to net investment income of individuals when their
modified adjusted gross income exceeds certain
thresholds. These thresholds are $125,000 for a
married person filing separately, $200,000 for an
unmarried individual, or $250,000 for a married
couple filing jointly.

Although QRP distributions are not directly subject
to the 3.8-percent Medicare surtax, such distributions
may indirectly trigger taxation under Code Sec. 1411,
because they increase the participant’s modified
adjusted gross income.

Example 2. Julius and his wife, Cleopatra,
have modified adjusted gross income for 2013
of $220,000, including $150,000 of interest
and dividends. Here, Julius and Cleopatra
are not subject to the 3.8-percent Medicare
surtax because their modified adjusted gross
income is below the $250,000 threshold for
married couples.

Example 3. Same facts as Example 2, except
that Cleopatra also takes a $100,000 distribu-
tion from her IRA. Julius and Cleopatra are now
subject to the Medicare surtax because their
modified adjusted gross income now exceeds
the $250,000 threshold for married couples.
As a result, they will pay the 3.8-percent sur-
tax on the amount by which their $320,000
modified adjusted gross income exceeds the
$250,000 threshold, or $70,000 (i.e., $320,000
- $250,000). Therefore, their Medicare surtax
will equal $2,660.

Return of Basis: After-Tax Investment

Although QRPs distributions are generally tax-
able as ordinary income to the participant or to
the beneficiaries who receive the distribution,
such distributions are nontaxable to the extent
that they represent a recovery of the participant’s
“investment in the contract” or in other words, the
participant’s basis in the QRP account." For this
purpose, “investment in the contract” generally
constitutes the plan assets on which the partici-
pant has already paid income tax.' The purpose of
this rule is to avoid such assets being taxed more
than once.

Determination of Aggregate Basis Amount. Gen-
erally, participants will have a zero ($0.00) basis
in their QRP interests. However, under certain
circumstances, participants will have a positive
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basis. The following discussion describes how to

ascertain the basis amount for QRP interests and

IRA interests, which are determined using slightly

different methods.

Non-IRA QRPs. A participant’s investment in
a non-IRA QRP generally equals (a) total partici-
pant contributions to the plan, less (b) previous
nontaxable recoveries of such contributions." For
this purpose, participant contributions to the QRP
are generally those contributions previously taxed
to the participant or made from the participant’s
after tax income, and therefore generally include
participant contributions (1) included in taxable
compensation, (2) withheld from taxable com-
pensation, or (3) contributed to the plan from the
participant’s personal funds.'*

For non-IRA QRPs, a participant’s basis in his/her
QRP interest (i.e., investment in the contract) includes
the following:

m  Designated Employee Contributions. Amounts
the participant’s employer specifically designated
as employee contributions that are taxable to the
participant.’

m Contributions Elected by the Participant.
Contributions made at the participant’s elec-
tion, other than certain (1) nontaxable cash or
deferred contributions under 401(k) plans; (2)
certain employer matching contributions for
employees who are not self employed; and (3)
contributions under certain one-time irrevo-
cable elections.'

m Payments on Nonqualified QRP Loans. Payments
on plan loans that are not qualified residential
loans or qualified five-year loans."

m  Contributions of Nontaxable Income. Participant
contributions that would not have been taxable
to the participant if such payment had been paid
directly to the participant,' such as contributions
to nonresident aliens that are nontaxable because
such payments are for services performed outside
the United States."

m  Contributions to QRPs Providing Life Insurance.
Life insurance premiums paid by the QRP that are
included in the participant’s taxable compensa-
tion with certain exceptions. For this purpose,
a participant’s taxable compensation generally
includes premiums paid from funds contributed
by the employer or paid from funds earned by
the plan. Here, the participant must allocate this
deemed contribution amount to the plan program
providing the life insurance.?
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m Certain contributions of federal government
employees and certain retirement benefits from
the Railroad Retirement Board. [Code Secs. 72(r),
86(d)(4).]

m Rollovers. A participant investment rolled over
from another qualified plan in a trustee-to-trust-
ee transfer if the participant’s plan is a defined
contribution plan under Code Sec. 401(a).*

Caution. Certain amounts are generally not
treated as a participant’s investment in the
contract. These include certain employer
contributions that employees agree to not
take in cash and that are not taxable to the
participant,?> certain employer contribu-
tions made while the participant was an
expatriate that would have been nontaxable
foreign earned income if paid directly to the
participant,® and the participant’s own contri-
butions that the participant deducted on his/
her own tax return in certain years.*

Generally, for non-IRA QRPs and for purposes of
determining the investment in the contract, plan
programs within an employer-provided retire-
ment plan are separate programs of interrelated
contributions and benefits that are not interrelated
with contributions and benefits under any sepa-
rate program.* The importance of this distinction
is that participants will have a different basis for
different separate programs. Therefore, this allows
participants to pick and choose different separate
programs with different basis amounts when taking
QRP distributions.

Traditional IRAs. For traditional IRAs, the owner’s
basis includes the following:

m  Nondeductible IRA contributions?

m  Excess IRA contributions not returned by the due
date of the owner’s tax return”

m Certain contributions of qualified reservist dis-
tributions?

m Rollovers of after tax investments in the contract
from another QRP?

Planning Pointer. Participants must file Form
8606, Nondeductible IRAs, when they make
nondeductible contributions to an IRA, effec-
tuate a Roth IRA conversion, or receive any
distribution from an IRA in which the participant
has a positive basis in such IRA.* Therefore, to
determine a participant’s basis in his/her IRA,
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the participant may look at his most recent
Form 8606.

Inherited IRAs. For an inherited IRA, any basis
in the IRA due to nondeductible contributions
held by a decedent passes to the decedent’s
beneficiaries. However, unless the beneficiary
is the decedent’s spouse, the beneficiary cannot
combine this basis with any basis the beneficiary
has in his/her own traditional IRA or in other tra-
ditional IRAs inherited from other decedents.*' In
contrast, the decedent’s spouse may elect to treat
an IRA inherited from the deceased spouse as the
surviving spouse’s own IRA or roll it into his/her
own IRA. In this case, the surviving spouse just
adds the basis of the deceased spouse’s IRA to the
basis of his/her own IRA.

Caution. If a beneficiary takes a distribution
from both an inherited IRA with a basis and
his/her own traditional IRA with a basis, the
beneficiary must complete a separate Form
8606 to determine the taxable and nontaxable
portions of such distributions.*

Taxation of Distribution from Non-IRA QRP with
Basis—Generally. Generally, Code Sec. 72 provides
that distributions from non-IRA QRPs in which the
participant has basis are deemed to include propor-
tionate amounts of basis to the recipient as the total
basis (i.e., the investment in the contract) bears to the
total account balance.®

The specific rules that apply to calculate taxable
and nontaxable distributions exceed the scope of this
column. However, there are certain key facets of this
analysis that planners should be aware of, which are
discussed below.

Aggregation. Because there is no aggregation rule
as there is for IRAs, different non-IRA QRP plans are
treated as separate plans for purposes of the calcula-
tion of taxable income and nontaxable return of basis.
This differs from the IRA aggregation rule, which is
discussed below.

Split Distributions. Sometimes participants split
their distributions between rollovers and distribu-
tions outright to the participant. In such cases,
such split distributions are treated as two separate
distributions as opposed to a single distribution per
Notice 2009-68.3* However, it should be noticed
that this position conflicts with Reg. §31.3405(c)-1,
Q&A 6.

Example 4. David retires from Goliath Corpo-
ration. His 401(k) plan contains $1 million,
of which $200,000 represents David’s basis.
David rolls over $800,000 to the plan of
Samson Corporation, David’s new employer
and simultaneously withdraws the remaining
$200,000. If the rollover to the Samson plan
and the $200,000 distribution are considered
two distributions, then the distribution to Da-
vid of $200,000 only carries out $40,000 of
basis (i.e., $200,000/ $1,000,000 X $200,000
= $40,000), which is the position taken by
Notice 2009-68.3 However, if this transaction
is treated as one distribution, then David can
allocate $200,000 of basis to the $200,000
distribution to David, resulting in that pay-
ment being nontaxable while the rollover to
Samson’s plan defers the tax on the funds that
David has rolled over.*

Special Treatment of Employee Contributions.
Some QRPs maintain separate accounts for some
or all of the employee’s contributions and earnings
thereon. Such plans may allow or require the par-
ticipant to take distributions on only those separate
account balances. In such cases, the participant
may compute his/her investment in the account as
if it were a separate plan program even if it does
not technically qualify as a separate plan program.”’
Here, the participant may take an immediate distri-
bution of his/her contribution and related earnings,
which may consist primarily of nontaxable returns
of the participant’s investment in the plan and then
take out the remainder in the form of taxable an-
nuity payments in future years.

Planning Pointer. This provision is advantageous
to participants because they generally will have
a higher basis in their employee contribution ac-
count. Therefore, by drawing on such accounts
the participant can minimize the tax hit from a
plan distribution.

Partial Rollover. There are several different ways
in which a participant may take a partial rollover,
each with different tax consequences. This section
discusses some of these ways to illustrate the issues
involved.

Partial Direct Rollover and Partial Distribution
of Remainder. If a participant directs his/her plan
to roll over part of his/her account to a traditional
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IRA and distribute the re-
mainder then, as discussed
above, IRS Notice 2009-68
treats this transaction as
two separate distributions.
Each distribution then car-
ries out a proportionate
amount of basis.

Example 5. Ben has
$300,000 in the Franklin
Corporation QRP, of which
$100,000 represents Ben’s
investment in the plan. Ben
directs the QRP to distrib-
ute out $100,000 to him
and to roll over $200,000
to a traditional IRA. Here,
$66,6673 of the $100,000
distribution to Ben is tax-
able, and $33,333 is a
return of basis.

Distribution of Entire Ac-
count Followed by Partial
Rollover. If a participant
directs the QRP to distrib-
ute the entire plan balance
to him/her and then the
participant rolls over part of
that balance within 60 days
of the distribution, a special
rule applies. Here, Code
Sec. 402(c)(2) provides that
pretax assets are deemed
rolled over first.”

Therefore, this method
yields a different result than
if the participant directs a
partial direct rollover from
the QRP combined with a
partial distribution, which
is discussed above. Here,
the participant is able to
have basis distributed out

to him/her first and other QRP assets rolled over to

a traditional IRA.

Example 6. Same facts as Example 5 except
that Ben withdraws his entire QRP balance,
of $300,000, and then within 60 days of the
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Figure 1.
Step 1: Determine Total basis in traditional IRAs.
+  Total basis of owner in all traditional IRAs for at end of tax year.
+  Nondeductible contributions to traditional IRAs for current tax year.'
= Total basis in traditional IRAs of owner.
Step 2: Determine the value of all traditional IRAs as of December 31 of the tax
year (“Year End Account Value”).
+  Value of all traditional IRAs as of December 31 of tax year.?
+  Distributions from all traditional IRAs during tax year.
+  Amounts of Roth IRA conversions during the tax year.
= Adjusted value of all traditional IRAs as of December 31 of tax year.
Step 3: Determine basis percentage.
+ Product of Step 1: total basis in tradition IRAs of owner.
+ Product of Step 2: adjusted value of traditional IRAs as of December 31
of tax year.
= Basis percentage.
Step 4: Nontaxable portion of IRA distributions.
+  Product of Step 3: basis percentage.
x  Total IRAs distributions during tax year other than Roth IRA conversions.
= Nontaxable IRA distributions other than Roth IRA conversions.
Step 5: Nontaxable portion of IRA distributions.
+ Product of Step 3: basis percentage.
X Total amount of traditional IRAs converted into Roth IRAs.
= Nontaxable IRA distributions converted into Roth IRA.
Step 6: Nontaxable portion of IRA distributions.
+  Total IRA distributions including Roth IRA conversions.

Product of Step 4: Nontaxable IRA distributions other than Roth IRA conversions

Product of Step 5: Nontaxable IRA distributions converted into Roth IRA

Taxable IRA distributions including Roth IRA conversions.

! Form 8606 factors out any contribution made from January 1 through April 15 of the year

following the tax year, which may have been included in the basis numbers.

? Note that such distributions do not include distributions that are rolled over into
another traditional IRA because such rolled-over amounts are included in the year

end

balances.

distribution, rolls over $200,000 to a tradi-
tional IRA. Here, Code Sec. 402(c)(2) deems
all of the pre-tax assets to be rolled over to
the IRA and associates a return of basis of
$100,000 with Ben’s net distribution, causing
that distribution to be tax-free (i.e., $100,000
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(distribution) — $100,000 (return of basis) = $0
(taxable distribution)).

Taxation of Distributions from IRAs with Basis.
Similar to non-IRA QRPs, distributions from tradi-
tional IRAs are taxable only to the extent that they
exceed basis. However, distributions from IRAs are
different from non-IRA QRP distributions in that an
aggregation rule applies to IRA distributions. Spe-
cifically, owners of two or more IRAs must generally
aggregate the investments in all of their IRAs to de-
termine the taxable and nontaxable portions of their
IRA distributions.“ In addition, all distributions dur-
ing the year are treated as one single distribution.*
Also, because Roth IRA conversions are treated as
distributions of the rolled over traditional IRA, the
aggregation rules applicable to IRAs also apply to
any Roth IRA conversions during the tax year.

For purposes of the aggregation rules, the following
types of IRAs must be aggregated:*
m  Traditional IRAs
Individual retirement annuities
SEP IRAs
SIMPLE IRAs
However, the following types of IRAs are not
aggregated:
Inherited IRAs are only aggregated with other
inherited IRAs held as a beneficiary of the same
decedent
m Roth IRAs are not aggregated®
m IRAs of spouses are not aggregated with the other
spouse’s IRAs. In other words, each spouse only
aggregates his/her own IRAs
The formula used by Form 8606, Nondeductible
IRAs, for determining the taxable portion of IRA dis-
tributions is as outlined in Figure 1.
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