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The IRS surprised everyone
by making sweeping changes
to the retirement plan
age 7072 required
distribution rules.
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For over 13 years, practitioners have struggled through a labyrinth of decision
points faced by individuals who have reached their “required beginning date,” the

date the tax laws require retirement fund participants to begin withdrawing their
money from individual retirement accounts (IRAs), tax-deferred accounts under
code section 403(b), and other employer-sponsored qualified retirement plans. Fail-
ure to properly navigate these rules resulted in a 50 percent excise tax on the erro-
neously undistributed portion. A number of irrevocable decisions had to be cast in
stone at that date, including choice of beneficiary, whether to base distributions on

i |
joint or single life expectancies, and whether to annually recalculate life expectan-
: cies. The rules filled 60 pages of proposed regulations originally issued in 1987.
‘ In a bold and refreshing move, in January 2001 the Internal Revenue Service
proposed greatly simplified rules under IRC 401(a)(9) for determining the tim-
|
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ing and amount of minimum required distributions from IRAs and employer-

sponsored retirement plans. With one exception, distributions made while the
participant is alive will now be based on one life expectancy table without regard
to the identity or age of the beneficiary, leaving the participant free to change
beneficiaries up to the date of death (subject to ERISA spousal rights). The table
designated for this purpose is the most liberal of all the variations available be-
fore the change, allowing everyone the same opportunity for maximum defer-
ral of taxation. A harsh rule that sometimes required complete distribution of
all funds by the end of the year following death has been eliminated. New
opportunities have been provided for post-mortem actions that might further
lengthen the deferral period. Although the potential for excise tax remains,
the revised syster makes it much less likely to be assessed.

This article provides a general overview of the proposed regulations. After
the general rules for lifetime distributions and distributions after death are
discussed, the special options available to surviving spouses are explored,

along with the new timing rules for determining the beneficiary.

THE SIMPLE LIFETIME DISTRIBUTION

The most significant change from the old rules is the adoption of
what was formerly referred to as the “MDIB table” as the universal table
of divisors for determining required minimum distributions for a living
account owner who has reached the required beginning date. This table
is now in Prop. Reg. Section 1.401(a)(9)-5, A-4 (the Uniform Table). The
Uniform Table applies only while the account owner is alive. After
death, Table V of Reg. Section 1.72-9 is used.
With one exception, the minimum distribution for a distribution
year is calculated by dividing the account balance on the account valu-
ation date by the number of years (divisor) shown in the Uniform
Table for the account owner’s age in the distribution year. The table lists life ex-
pectancies equivalent to the joint life expectancies of the account owner and a person
10 years younger than the account owner. It also recalculates the life expectancy each
year, reflecting the actuarial principle that each year a person survives, their statistical
life expectancy decreases less than a year. Using this larger number as the divisor for
determining the required distribution means that smaller withdrawals are required for
each year, so more money can stay inside the tax-deferred account longer.
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Because the lifetime distribution is stan-
dardized for almost everyone, the IRS will
soon require IRA trustees to report to the ac-
count owner and the IRS the amount of the
distribution required by the Uniform Table for
each account. IRA and 403(b) account distri-
butions for all accounts owned by an individ-
ual can still be taken from one account. Pre-
sumably, the IRS will calculate the total that
should be distributed based on the new re-
porting and attempt to match that with 1040
and 1099-R information.

The one exception to use of the Uniform
Table is the ability to use a longer distribution
period for married couples when a spouse
more than 10 years younger than the account
owner is the sole designated beneficiary of
the account.l As under the prior rules, IRS
Table VI under Treas. Reg. Section 1.72-9 is
used to determine the joint life expectancy in
this case. The table is consulted each year the
calculation is done, providing the benefits of
lower minimum distributions as a result of
recalculated life expectancies. (The old rule
that required distribution of the entire re-
maining balance after death when both life
expectancies were recalculated no longer ap-
plies. Instead, the spouse’s recalculated life
expectancy applies after the death of the ac-
count owner, as discussed below.) This rule is
available for any year in which the younger
spouse is the sole beneficiary for the entire
year, so a newlywed account owner can switch
to this method in the year after marriage. If
the spouse ceases to be the sole beneficiary
any time during a distribution year, the calcu-
lation reverts back to the Uniform Table for
that year. For example, if the more-than-10-
years-younger spouse dies before the account
owner, the account owner reverts to the Uni-
form Table.2

The degree of simplification for lifetime
distributions cannot be overstated. Except for
the younger spouse situation, elections and
beneficiary designations are totally ignored for
lifetime minimum distribution purposes. They
are still important after death, however, and
the lack of a complicated decision at age 70%
may have the unintended result of procrasti-
nation or neglect of beneficiary designation
decisions. Estate planners in particular should
be alert to the need for proper planning for
any account owner approaching this point.

e

These basic concepts are central to understanding the rules:
Age 70%2: The date six calendar months after the 70th birthday.1

Required Beginning Date: For an IRA owner or an owner of more than five
percent of a business,2 April 1 of the year after the year age 70%2 is reached.
For an employee in an employment-related retirement plan who is not a five
percent owner, April 1 of the year after the later of the year age 70%2 is
reached or the year the employee retires from the business through which
contributions are made. A plan can be written to ignore the retirement rule
and make age 70%2 the trigger for all employees.3

Designated Beneficiary: An individual designated as a beneficiary under the
plan, either by specific affirmative designation or under a plan default
provision, and who is identifiable and has not received complete distribution
by December 31 of the year after the account owner’s death. An entity other
than an individual, such as a charity, a trust, or the decedent’s estate, cannot
be a designated beneficiary, but the beneficiaries of a trust can be treated as
designated beneficiaries if certain requirements are met.4

Plan: Individual retirement accounts (IRAs), IRC Section 403(a) annuity
contracts, IRC Section 403(b) annuity or custodial accounts, stock bonus,
pension, and profit sharing retirement plans qualified under IRC Section
401(a), and Section 457 government and exempt organization deferred
compensation plans are subject to these rules.5 All are referred to in this
article as “plans.”

Account: Although the rules apply to certain annuity contracts and
distributions from retirement plans in the form of an annuity, most of the
focus of this article is on the distribution of an IRA account, 403(b) custodial
account, employer-sponsored defined contribution plan account (401(k)
plan, profit sharing plan, money purchase pension plan, stock bonus plan,
or ESOP), or defined benefit pension plan accrued benefit distributed in a
form other than an annuity. In reality an extremely small percentage of
retirees elect annuity distributions. All such benefits are called “accounts”
in this article.

Account owner: The IRA owner, annuity owner, or participant in an
employer-sponsored plan.

Distribution year: The calendar for which distribution is being made. The first
distribution year is the year containing the event that triggers the required
beginning date (the year age 70%2 is attained or retirement occurs).6

Account valuation date: For an IRA or 403(b) account, the December 31
before the distribution year.” For any other plan, the last valuation date in
the calendar year before the distribution year.8

Footnotes

. Proposed Treasury Regulation (Prop. Reg.) § 1.401(a)(9)-2, A-3.
. IRC 8 416(i); Treas. Reg. § 1.416-1, T-17.

Prop. Reg. § 1.401(a)(9)-2, A-2 and A-2(e).

Prop. Reg. § 1.401(a)(9)-1, A-1, A-3, A-5, and A-6.

Prop. Reg. § 1.401 (a)(9)-1, A-1.

Prop. Reg. § 1.401(a)(9)-5, A-1.

Prop. Reg. § 1.408-8, A-6; Prop. Reg. § 1.403(b)-2, A-1.

Prop. Reg. § 1.401(a)(9)-5, A-3.
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REQUIRED DISTRIBUTIONS
AFTER DEATH: NON-SPOUSES

Required distributions after death have
also been simplified, but not always in favor
of longer deferral. Setting aside the surviving
spouse situation for a moment, the general
rules can be summarized fairly simply, de-
pending on whether death occurs before or
after the lifetime minimum required distribu-
tions have begun.

If death occurs after the required begin-
ning date, the Table V3 remaining life ex-
pectancy will be used. If there is a designated
beneficiary, the beneficiary’s life expectancy in
the year following the year of death is used,
reduced by one each year. This pattern con-
tinues after the beneficiary’s death to any
contingent beneficiary, based on the primary
beneficiary’s annually reduced remaining life
expectancy.4 If there is no designated benefi-
ciary, the remaining life expectancy of the de-
cedent as of the year of death is used, reduced
by one each year.

The required use of the Table V single life
expectancy is the only case where the deferral
period has been shortened for many bene-
ficiaries. Under the old rules, when life ex-
pectancy was not being recalculated, the joint
life expectancy continued to be used after the
account owner’s death, reduced by one for
each year since the required beginning date.5
Under the new rules, the joint life expectancy
is replaced by the single life expectancy of the
beneficiary after death. This will be most sig-
nificant when a significantly older surviving
beneficiary’s single life expectancy is much
shorter than the joint life expectancy with a
much younger deceased account owner. For
example, an 85-year-old survivor of a 71-year-
old account owner using the joint/no recalcu-
lation method under the old rules will have
their divisor drop from 16 to 6.9 and will have

to take more than double the distribution re-
quired under the old rules.

If death occurs before the required begin-
ning date, the distribution period depends on
whether there is a designated beneficiary.6 If
there is a designated beneficiary, the beneficia-
ry’s life expectancy based on the age at the end
of the year following the year of death is used,
reduced by one each year.” If there is no desig-
nated beneficiary or an entity other than a
qualifying trust is a beneficiary, then the “five-
year rule” applies. Under this rule, the entire
account must be distributed by the end of the
calendar year containing the fifth anniversary
of the account owner’s death.8 The five-year
rule applies in this situation even if distribu-
tions have started before the required begin-
ning date. This is the case even if the account
owner took the first distribution year’s mini-
mum distribution before the April 1 required
beginning date.®

SPECIAL RULES FOR SPOUSES

If the surviving spouse is the sole desig-
nated beneficiary, special rules apply. The regu-
lations recognize that a surviving spouse is
likely to be depending on the retirement funds
for support, and allow spouses more flexibility
than other beneficiaries, presumably to help
ensure that the funds will be available when
needed. The special rules include the right to
delay distributions until the deceased account
owner’s age 70% year; the annual recalculation
of the spouse’s remaining life expectancy dur-
ing the spouse’s life; and the right to treat the
account as the spouse’s own account for mini-
mum distribution purposes. A former spouse
who is an alternate payee under a qualified do-
mestic relations order is treated as a surviving
spouse for minimum distribution purposes
with respect to the portion of the account
assigned to the former spouse, regardless of

whether the order treats the ex-spouse as the
employee’s spouse.10

The spouse is the sole beneficiary for this
purpose if no other person can receive any
part of the spouse’s minimum required distri-
butions payable while the spouse is alive. The
Proposed Regulations state that the spouse is
not the sole beneficiary when a spouse trust
beneficiary could allow part of the minimum
distributions to accumulate in the trust and
eventually pass to remaindermen. If the trust
requires all minimum required distributions
to be distributed while the spouse is alive, the
spouse is considered the sole beneficiary.11

Spouse as Beneficiary

The account is distributed over the spouse’s
life expectancy similar to any other designated
beneficiary, but with some modifications.
Non-spouse beneficiaries have their starting
life expectancy reduced by one each year, but
a surviving spouse’s life expectancy is recalcu-
lated each year by looking up the new divisor
from Table V based on the spouse’s birthday in
the distribution year. This enables the spouse
to stretch the account over the spouse’s re-
maining lifetime, while a non-spouse benefi-
ciary is required to exhaust the account over a
fixed period. For example, a 70-year-old non-
spouse is required to drain the account com-
pletely by age 86 (16 years), while a spouse still
has a remaining life expectancy of 6.5 years at
age 86 under Table V.

If the spouse dies after distributions were
required to begin to the spouse, the recalcula-
tion ends at the spouse’s death. Minimum re-
quired distributions from any remaining ac-
count balance at the spouse’s death are based
on the Table V divisor for the spouse’s birth-
day in the year of death, reduced by one each
subsequent year.12

The surviving spouse also can delay distri-
bution until the end of “e calendar year in
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Failure to properly navigate
these rules resulted in a

percent excise tax

on the erroneously
undistributed portion.

which the account owner would have attained
age 70%, if that date is later than the end of
the calendar year after the account owner’s
death.13 This rule applies even if the surviving
spouse is well past age 70%, and this is one cir-
cumstance where not electing to treat the ac-
count as the spouse’s own account may be
advantageous.

If the surviving spouse dies before distri-
butions are required to begin, the account is
treated as if it were owned by the spouse, and
the spouse, as account owner, died before the
required beginning date (even if distribu-
tions have, in fact, begun).4 This means that
whether the five-year rule applies is based on
whether the spouse has a designated benefi-
ciary. If the spouse has a designated benefi-
ciary, the spouse’s designated beneficiary’s
life expectancy under Table V is used to de-
termine minimum required distributions.
When the spouse has remarried, the spouse’s
surviving spouse does not get the benefit of
the special spouse rules.

Election to Treat
as Spouse’s IRA

If the spouse is the sole beneficiary of the ac-
count and has the unlimited right to withdraw
the entire account, another special opportu-
nity is available. Instead of being treated as a
beneficiary of the account owner under the
special rules already described, the surviving
spouse can elect to treat the account owner’s
IRA as his or her account for purposes of all
the minimum distribution rules.15 This is
often referred to as a “spousal rollover,” since
it achieves the same result as if the spouse
took a complete distribution and rolled over
the proceeds into his or her IRA. This election
may be made only after the required distribu-
tion for the year of death occurs. The election
is made by either redesignating the surviving
spouse as owner of the account rather than

e

beneficiary, by failing to take a required distri-
bution that would be required if the spouse
were beneficiary rather than owner of the
account, or by contributing new funds or
rolling over funds from the spouse’s own ac-
count to the IRA. Until the election is made in
one of these ways, the IRA is treated as the de-
ceased account owner’s IRA for minimum dis-
tribution purposes and the “spouse as benefi-
ciary” rules apply. Once the election is made,
the surviving spouse is treated as the account
owner for minimum distribution purposes.

The election can have unintended conse-
quences. Once the election is made, if the
spouse is less than 59% years old and with-
draws money from the account, the 10 percent
excise tax under IRC 72(t) applies because the
distributions are not treated as made to a ben-
eficiary after death. The tax would not apply
if the spouse did not make the election and
instead took distributions as the designated
beneficiary. He or she also could use the sub-
stantially equal periodic payments exception
under IRC 72(t)(2)(iv), but that rule does not
allow increases in withdrawal amounts unless
they are built into the payment method at the
start of the series.16 For a spouse who needs
the income and doesn’t want to use the sub-
stantially equal payment exception, minimum
(or greater) distributions can be taken as a ben-
eficiary, based on the spouse’s life expectancy
until he or she is age 59% or older, at which
point he or she can become the account owner
and have more flexibility until he or she
reaches age 70%. Care should be taken to avoid
unintentional elections in these circumstances.
For example, minimum distributions based on
the spouse’s life expectancy should be taken
each year if required, and no funds should be
added to the decedent’s IRA.

The new rules go further than the old rules
and specifically state that the requirement that
the spouse be the sole beneficiary of the IRA is

not met (for spousal rollover purposes) if a
trust is named as beneficiary of the IRA, even
if the spouse is the sole beneficiary of the trust.
It is not clear if this is intended to signal a
change from prior private letter rulings that al-
lowed rollovers into surviving spouse-owned
IRAs to occur when a trust or estate was bene-
ficiary and the surviving spouse was sole ben-
eficiary with the right to revoke the trust, or
where nobody other than the spouse had dis-
cretion to direct the funds away from the
spouse.1” These rulings centered more on
whether the rollover was valid, since only the
surviving spouse can roll over a death benefit
distribution,® but sometimes cited the mini-
mum distribution rules in the analysis. On
the surface, it appears that these rulings no
longer represent the official IRS position. Per-
haps future guidance will clarify this issue.

The surviving spouse can also roll over a
distribution from a qualified plan or 403(b)
account into an IRA and treat it as his or her
IRA for purposes of all the minimum distribu-
tion rules.19

All of these rules continue the preferen-
tial treatment of the spouse under the old
rules and make it likely that the spouse will
continue to be the primary beneficiary of
choice for most married account owners.
This is particularly true when the new flexi-
bility in the rules for determining the desig-
nated beneficiary are considered. Dependent
partners in non-marital relationships need to
consider the unavailability of these advan-
tages in their planning.

WHO IS THE DESIGNATED
BENEFICIARY, AND WHEN?

Proper designation of a beneficiary is still
crucial for several reasons. A common ele-
ment, regardless of when the account owner
dies, is the ability to extend distribution over
the beneficiary’s remaining life expectancy if a



proper ‘“designated beneficiary” exists on De-
cember 31 of the year following death. If not,
and death occurs before the required begin-
ning date, then the five-year rule applies and
the opportunity for extended tax deferral is
lost. Finally, if the spouse is not properly des-
ignated as the sole beneficiary, all the special
surviving spouse advantages are lost.

The new rules maintain the position that if
non-individuals (such as estates or charities)
are named as beneficiaries, the account owner
has no designated beneficiary. The rules also
maintain the position that if there are multi-
ple beneficiaries of a single account, the oldest
beneficiary’s life expectancy will be used for
all remaining minimum distributions. Bene-
ficiaries whose rights are contingent on the
death of someone else are ignored.20

The good news in this regard is that the
new rules set December 31st of the calendar
year following the calendar year of death (the
beneficiary date) as the date on which the des-
ignated beneficiary is determined. The rules
specifically acknowledge that payment of a
beneficiary’s benefit, disclaimer by a benefi-
ciary, or other actions that eliminate benefi-
ciary status before the beneficiary date neu-
tralize that person or entity for purposes of
determining the designated beneficiary. Em-
phasis is placed on the plan as the ultimate de-
terminant of beneficiary status.2! The regula-
tion appears to be open-ended enough to allow
court orders or contrdctual settlements that ter-
minate beneficiary status and are recognized by
the plan before the beneficiary date to have the
same effect. Estates may be able to distribute to
estate beneficiaries the right to receive distribu-
tions from a plan or IRA, although this will re-
quire development of new plan language rec-
ognizing such assignments as valid.

This rule provides plenty of room to avoid
undesired application of the five-year rule or
short life expectancies of the oldest of a
group of beneficiaries. As long as the entity
(probate estate or charity) or older beneficiary
is out of the picture by the beneficiary date,
the five-year rule will not apply and the old-
est remaining beneficiary’s life expectancy
will be used. Likewise, if other beneficiaries
can be eliminated before the beneficiary date
so the surviving spouse is the sole beneficiary
on that date, the special spouse rules should
become available.

This also creates new administrdtive com-
plexities for plan administrdtors who must
make distributions by the same date as when
the measuring life becomes fixed.

SEPARATE ACCOUNTS

It appears that if separdte accounts can be
established prior to the beneficiary date, each
separdte account’s minimum distribution will
be based on the life expectancy of that ac-
count’s beneficiary. A separdte account is de-
fined as a portion determined by an accept-
able separdte accounting including allocating
investment gains and losses, contributions,
and forfeitures, on a pro rdta basis in a reason-
able and consistent manner (a standard simi-
lar to the Reg. Section 1.663(c) rules for sepa-
rate share accounting for trusts and estates).22

Again, IRA and retirement plan drafters
should consider adding language allowing
the establishment of such separdte accounts
within the year after the account owner’s
death when multiple beneficiaries are named.

DESIGNATING TRUSTS
AS BENEFICIARIES

Although trusts cannot be designated ben-
eficiaries, the beneficiaries of trusts can be
treated as designated beneficiaries if the trust
is valid under state law, irrevocable at death
of the account owner, has identifiable benefi-
ciaries at the beneficiary date, and documen-
tation requirements are met. Documentation
requirements for post-death distributions are
met if a copy of the trust or certificdtion of
beneficiaries meeting the regulation’s require-
ments are provided by the beneficiary date.23
Documentation requirements for lifetime dis-
tributions are also listed in the regulation.
These seem to apply only to the more-than-
10-years-younger spouse situation, since ben-
eficiaries are irrelevant to all other lifetime
distributions.

EFFECTIVE DATE

The rules are proposed to become effective
for required minimum distributions for calen-
dar years beginning on or after January 1,
2002. They can be relied upon until then.
Qualified retirement plans must adopt a
model amendment set forth in the regulation
if distributions will be based on the new
rules,24 but the IRS has clarified that all recipi-

ents can rely on the new rules to determine
the amount that can be treated as a “required”
distribution and the amount that is eligible
for rollover to an IRA.25 IRA sponsors can fol-
low the old or new rules and are instructed
not to amend their documents.

Unless the rules are modified before they
become final, beneficiaries who are currently
using the joint life expectancy without recalcu-
lation method will have to start taking larger
distributions beginning in 2002. For most oth-
ers, the new rules appear simpler to navigate,
more flexible and liberal, and are a late, but
welcome sign of a more practical and sensitive
regulatory approach to this area of law. &

1983, and is a long-time member of the Employee
Benefits Committee of the Taxation Section.
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