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The Quick Overview: Everything but Roth IRAs andsigmated Roth Accounts

A. Minimum Distribution Rules Apply To Employer Spomed Tax-Favored
Retirement Plans And To Individual Retirement Agaments.

1. General rule: distributions must begin no latenttiee required beginning
date and a minimum amount must be distributed gaah For traditional
IRASs, the required beginning date is April 1 folliongy the calendar year in
which the IRA owner attains age 70%. For employsmsored tax-
favored retirement plans, the required beginnirtg flar a participant who
is not a 5 percent owner is April 1 after the latethe calendar year in
which the participant attains age 70% or retires.

B. Under a Defined Contribution Plan or IRA, the Minim Amount Required to be
Distributed is Based on the Joint Life Expectantthe Participant Or Employee and a
Designated Beneficiary (Who Is Generally Assumed&dlen Years Younger),
Calculated At The End Of Each Year.

C. Minimum Distribution Rules Also Apply To BalancegiRaining After A Plan
Participant or IRA Owner Has Died.

1. The after-death rules vary depending on (1) whedhgarticipant or IRA
owner dies on or after the required beginning dateefore the required
beginning date, and (2) whether there is an indaidlesignated as a
beneficiary under the plan. The rules also varyeddmg on whether the
participant’s or IRA owner’s spouse is the soleiglested beneficiary.

2. Spouse beneficiary:

a. Spouse receives distributions from the decedeis/IRA, based
on the spouse’s life expectancy, recalculated eyeay OR

b. Spouse elect to treat the decedent’s IRA as thesg® IRA or
spouse effects a transfer of the decedent’s baiartbe plan in
which the decedent participated or the balanckerdecedent’s
IRA to an IRA of the spouse. In either case, thausp disregards
the past history of the account.

3. Nonspouse beneficiary:
a. Death on or after the required beginning date:

I. If a plan participant or IRA owner dies on or aftiee
required beginning date and there is a nonspousédual
designated as beneficiary, the distribution peisaithe
beneficiary’s life expectancy, calculated in tharyafter
the year of death. The distribution period for latears is



determined by subtracting one year from the initial
distribution period for each year that elapses.

il If there is no individual designated as benefigiding
distribution period is equal to the expected rernmgjryears
of the participant’s or IRA owner’s life, calculdtas of the
year of death.

b. Death before the required beginning date:

I. If a participant or IRA owner dies before the reqdi
beginning date and any portion of the benefit igabée to
a non-spouse individual designated beneficiary,
distributions must either begin within one yeatled
participant’s or IRA owner’s death and be paid awer life
or life expectancy of the designated beneficiarp@paid
entirely by the end of the fifth year after the iyefdeath.

il. If a participant or IRA owner dies before the reqdi
beginning date and there is no individual desighate
beneficiary, then the entire remaining intereshef
participant or IRA owner must generally be disttdaiby
the end of the fifth year following the individuslteath.

D. What Happens if the Designated Beneficiary DiesoBethe IRA is Fully
Distributed?

1. If the designated beneficiary dies during the thstion period,
distributions continue to any subsequent benefesawver the remaining
years in the distribution period.

E. Roth IRAs and Required Distributions

1. The minimum distribution rules do not apply to RtRAs during the life
of the account owner, but do apply to balances m@natfter the death of
the owner.

F. Moving Assets From A Tax-Favored Employer Retiretriélan Or IRA To An
IRA Or “Eligible Retirement Plan” Without AdverseaX Consequences

1. A review of the meaning of key terms.

a. “Eligible rollover distributions” are the distributions which are
capable of being transferred from one tax-favoregstment
vehicle to another without recognizing income.

I. This is a term defined in the Internal Revenue QtRE
§402(c)(4):



Eligible rollover distribution For purposes of this subsection, the term
“eligible rollover distribution” means any distribon to an employee of all or any
portion of the balance to the credit of the empéoiyea qualified trust; except that
such term shall not include—

(A) any distribution which is one of a series obstantially equal
periodic payments (not less frequently than angualade—

(i) for the life (or life expectancy) of the empkxy or the
joint lives (or joint life expectancies) of the eloypee and the
employee's designated beneficiary, or

(ii) for a specified period of 10 years or more,

(B) any distribution to the extent such distribatis required
under section 401(a)(9),

(C) any distribution which is made upon hardshiphef employee.

b. “Eligible rollover distributions” come in two statrily “defined”
flavors: “direct transfers” of “eligible rolloveristributions,”
popularly known as (and so named in the Regulatishsdirect
rollovers”; and eligible rollover distributions” & take the form of
a distribution to the participant in the retiremptan or IRA and
which are then transferred to an “eligible retiretngan” -- so-
called “60-day rollovers.”

i. “Direct rollovers”

€)) Defined in IRC 8401(a)(31)(participants in
qualified plans must be given the option to have
their eligible rollover distributions transferred
directly from the qualified plan trust to the reeipt
eligible retirement plan.

(b) Reg. 81.403(b)-7(b): guidance concerning the
“direct rollover” requirements for distributionsofn
annuities described in section 403(b).

il. “60-day rollovers”™ a creature of Code 8402(c)(dyla
(c)(3) (for qualified plans) and Code 8408(d)(3)(lRAS):
if a plan participant or IRA owner receives thetidsition,
then the special exclusion from gross income treatm
applies if but only if (and, for qualified plans, the extent)
the amount received is transferred to an eligiteement
plan within 60 days.



C. “Eligible retirement plan” : the arrangement to which an “eligible
rollover distribution” must be transferred in orderqualify for
exclusion from gross income.

I. IRC 8402(c): distributions from qualified plans da&
excluded from gross income only if they are tramsf# to
an “eligible retirement plan” (among other requiestts).

(@) IRC 8402(c)(8)(B) defines, “eligible retirement
plan”: an IRA, a qualified trust; an IRC 8403(a)
(annuity) or (b) (custodial account) arrangement; a
IRC 8457(b) deferred compensation arrangement.

il. IRC 8408(d)(3): distributions from IRAs can be exded
from gross income only if they are transferredno a
“eligible retirement plan” (among other requirengnt

@) IRC 8408(d)(3): cross-reference to all but onehef t
components of the definition in IRC 8402(c)(8)(B)
(individual retirement annuities in IRC 8408(a) are
not included).

General rule: direct rollover of a distribution6@-day rollover (these two
are prescribed in the Internal Revenue Code), dRArtrustee-to-IRA
trustee transfer (this is a creature of IRS inventn Rev. Rul. 78-406,
1978-2 C.B. 157) do not result in income inclusionhe beneficiary.

a. IRC 8408(d)(3)(A)(i): any amount distributed from BRA will
not be included in the gross income of the distebuo the extent
the amount is paid into an IRA for the benefitlué tistributee no
later than 60 days after the distributee receikegistribution.

b. IRC 8408(d)(3)(B): an individual is permitted to kesonly one
rollover in any 1-year period.

i Here is the actual text of the statute:

“This paragraph [the exclusion of the distributfoom gross income] does
not apply to any amount described in subparagrapi feceived by an
individual from an individual retirement accountindividual retirement
annuity if at any time during the 1-year period iegdon the day of such
receipt such individual received any other amowsicdbed in that
subparagraph from an individual retirement accauran individual
retirement annuity which was not includible in gi®ss income because
of the application of this paragraph.”

C. Watch out: this does not mean what you (and mady IR
custodians and administrators -- and, for quithdeythe IRS --)



may think this means. See below for a discussichefngst
created by the U.S. Tax Court’s decisioBwbrow v.
Commissioneand the response crafted by the IRS for the future

3. Exception to the general rule: not all of thesehds are available with
respect to assets of a plan or IRA inherited bgaspouse beneficiary.

a. When a participant in a tax-favored employer reteat plan dies
before all assets in the plan have been distrihatédneficiary
who is a surviving spouse may roll over the assst®ither a
“direct rollover” or by a 60-day rollover, into dRA that is treated
either as a spousal inherited IRA (i.e., an IRAh@ name of the
decedent in which distributions are made basedhesurviving
spouse’s remaining life expectancy) or as the sungispouse’s
own IRA.

I. “Direct rollover”: this term is a term of art. Iteans a
direct transfer from a qualified plan, 8403(b) agament,
or a governmental 8457 plan to the custodian/teuste
traditional IRA, qualified plan, 8403(b) arrangerear a
governmental 8457 plan -- or a direct transfer faamRA
to the trustee/custodian of a qualified plan, 88D3(
arrangement, or a governmental 8457 plan. NB: &fcpaa
plan, 403(b) arrangement or 457 plan must be orobtiee
two ends of the transaction. Not the case? Themdt a
“direct rollover.”

il. 60-day rollover: the assets are distributed to the
owner/beneficiary, rather than to the trustee/aliato of
the receiving IRA, plan, or arrangement.

b. A beneficiary who is not a surviving spouse may ookr the
decedent’s interest in a tax-favored employeregtent plan into
an IRA that is a non-spousal inherited IRA onlyrbgans of a
direct rollover: a 60-day rollover is not availalidéea surviving
nonspouse beneficiafy.

C. A surviving non-spouse beneficiary may treat theetsof the
decedent’s IRA as a non-spousal inherited IRA, raag move the
assets to another non-spousal inherited IRA onlgnbgns of a
direct trustee-to-trustee transfer; rollovers fribma deceased

1 IRC §402(c)(11), which sanctions the direct roéigvand IRC §408(d)(3)(C), which prohibits non-sgeu
beneficiaries from using the 60-day rollover method



owner’s IRA to another IRA are not available fasltaviving non-
spouse beneficiary.

Il. Special Rule to Remember: When Can a Surviving Spdilect to Treat the Deceased
Spouse’s IRA as the Surviving Spouse’s IRA?

A. Reg. 81.408(a)-5, Q&A-5 Provides the General Rule

1. Which spouses are eligible to make the electionvemeh the election
must be made:

a. This election may be made at any time after thesiddal's date of
death.
b. “In order to make this election, the spouse mughbesole

beneficiary of the IRA and have an unlimited righwithdraw
amounts from the IRA. If a trust is named as benafy of the
IRA, this requirement is not satisfied even if g#pouse is the sole
beneficiary of the trust.” Reg. §1.408(a)-5, Q&Aah(

2. The two ways this election is effected:

a. An affirmative election by the eligible survivingause: the
surviving spouse redesignates the deceased spdRgeas an
IRA in the name of the surviving spouse as IRA ommather than
as beneficiary.

b. A deemed election: an eligible surviving spousgesmed to have
redesignated the deceased spouse’s IRA as theisigrgpouse’s
IRA in either of these two circumstances:

I. Distributions to the surviving spouse do not bdgyrthe
end of the year following the year of the deceagmalise’s
death; or

il. The surviving spouse makes a contribution to treedsed
spouse’s IRA after the death of the deceased spouse

B. The Preamble To The 2002 Final And Temporary Reiguiga Contains An
Important Exception To The Limit On Which Surviviggpouses May Make This
Election

1. What happens if the beneficiary of the IRA is tistage of the deceased
spouse or a trust for which the deceased spowsthes the sole
beneficiary or one of a number of beneficiaries@ $uarviving spouse

Z IRC §408(d)(3)(C) contains the prohibition; Rewl F78-406 sanctions the trustee-to-trustee transfe
methodology.



maynot make the election to treat the deceased spolR&’'si$ an IRA
owned by the surviving spouse.

But, we don’t care, for in these circumstances stiveiving spouse can
end up in the same place by effecting an “eligibléover distribution” of
the 60-day rollover variety.

Example: PLR 201612001-Surviving spouse who isdiaty and sole
beneficiary of estate which is the beneficiary e€elased spouse's IRA
may rollover IRA distribution within 60 days to siring spouse's own
IRA.

a. “The preamble to the regulations provides, in rafg\part, that a
surviving spouse who actually receives a distriiufrom a
deceased spouse's IRA is permitted to roll thatilligion over
into the spouse's own IRA even if the spouse igsh®tole
beneficiary of the decedent's IRA as long as thever is
accomplished within the requisite 60-day periodoover may
be accomplished even if IRA assets pass througleredt trust
and/or an estate.

b. The preamble discusses the ability of a survivipguse to treat an
inherited ira as the surviving spouse’s own IRAe fineamble
notes that the election is deemed to have been madesurviving
spouse - but only if “the spouse is the sole berafy of the
account and has an unlimited right to withdraw fribra account.
This requirement is not satisfied if a trust is eahas beneficiary
of the IRA, even if the spouse is the sole benaficof the trust.”
However, the preamble notedf the spouse actually receives a
distribution from the IRA, the spouse is permitiedoll that
distribution over within 60 days into an IRA in thgouse’s own
nameto the extent that the distribution is not a reegi
distribution,regardless of whether or not the spouse is the sole
beneficiary of the IRA ownerFurther, if the distribution is
received by the spouse before the year that thea®der would
have been 702, no portion of the distribution is a required
minimum distribution for purposes of determiningetiter it is
eligible to be rolled over by the surviving spotse.

NB: In the PLR, the surviving spouse was the sgkrator of the estate
and possessed the sole fiduciary power to caugstrdbdtion from the
deceased spouse’s IRA to the estate; and the sug\dpouse was the sole
beneficiary of the estate. Were those two faetgiired in order to enable
the surviving spouse to effect the rollov&G!



[l The Quick Overview: Roth IRAs, Designated Roth Agais, and Distributions and
Conversions of Traditional IRAs to Roth IRAs

A. Roth IRAS:

1.

All contributions are after-tax.

a.

Amounts held in a Roth IRA that are withdrawn agpalified
distribution are not includible in income or subject to the 10-
percent early withdrawal tax.

Qualified distribution: a distribution that (1) is made after the
five-taxable year period beginning with the firgxable year for
which the individual made a contribution to a RBRIA, and (2) is
made after attainment of age 59;bn account of death or
disability, or is made for first-time homebuyer exges of up to
$10,000.

Distributions from a Roth IRA that are not qualdfidistributions are
includible in income to the extent attributablesrnings.

a.

Special ordering rules: after-tax contributions r@@overed before
earnings rather than being recovered pro rataeathings.

The amount includible in income is also subjedh®10% early
withdrawal tax unless an exception applies.

B. Roth IRA Conversions

1.

Traditional IRA owners may convert amounts in @itranal IRA that are

eligible for rollover. A conversion may be acconspked by means of a
60-day rollover, trustee-to-trustee transfer, aoamnt redesignation.

Any amount converted from a traditional IRA to atRtRA is treated as

distributed from the traditional IRA and rolled a\te the Roth IRA. The

amount converted is includible in income as if ghdrawal had been

made, except that the 10% early withdrawal tax cae¢sapply.

a.

A special recapture rule applies for distributiomsde from a Roth
IRA within a specified five-year period after alooler.



C. Designated Roth Contributions, Designated Roth Ant®and Qualified Roth
Contribution Programs (Code §402A)

1.

Section 401(k) plans, section 403(b) plans, anc&gowental section
457(b) plans

a.

Qualified 401(k) plans and section 403(b) plans mailude a
gualified Roth contribution program: participantayrchoose to
make pretax elective contributions or make eleatmetributions
that are not excluded from income and are desidgresdroth
contributions.

Similar to distributions from Roth IRAs (but notitpithe same), if
certain requirements are satisfied, distributiohdesignated Roth
contributions and attributable earnings are exaudem gross
income.

Employer nonelective and matching contributions matybe
designated as Roth contributions and generallypatax
contributions.

Designated Roth accounts

a.

All designated Roth contributions made under tlas phust be
maintained in a separate account (a “designateld &mount”).

A qualified distributionfrom a designated Roth account is
excludable from gross income.

I. A qualified distribution: a distribution made after (1) an
employee’s completion of a specified five-year pdrand
(2) the employee’s attainment of age 3®-death, or
disability.

il. A distribution from a designated Roth account (othan a
qualified distribution) is included in the distritee’s gross
income to the extent allocable to income undeictiréract
and excluded from gross income to the extent dillece
investment in the contract (commonly referred tbass),
taking into account only the designated Roth cbatrons
as basisThis rule differs from the rule for Roth IRAs and
is not as favorable.

Eligible rollover distributions from designated R@tccounts may
only be rolled over to another designated Roth actor a Roth
IRA.



3. Rollovers from eligible employer plans (other tieom designated Roth
accounts)

a. Rollover to eligible retirement plan that is ndRath IRA or a
designated Roth account

I. An eligible rollover distribution from an eligiblemployer
plan that is not from a designated Roth account beay
rolled over to another such plan (other than tesighated
Roth account) or to a traditional IRA.

il. An eligible employer plan is a qualified retiremgtan, a
section 403(b) plan, and a governmental sectioi}57
plan.

iii. An eligible rollover distribution is any distribot from an
eligible employer plan with these exceptions: gerta
periodic payments; any distribution to the extéet t
distribution is a minimum required distribution;yan
distribution made on account of hardship of the leyge.

Iv. Only an employee, a surviving spouse, or certdarhte
payees are allowed to roll over an eligible rollove
distribution from an eligible employer plan to amet
eligible employer plan.

b. Rollover to a Roth IRA

I. A distribution from an eligible employer plan thatot
from a designated Roth account may be rolled avera
Roth IRA, subject to the rules that apply to cosians
from a traditional IRA into a Roth IRA.

il. Result: a rollover from an eligible employer plaioi a
Roth IRA is includible in gross income (excepthe t
extent it represents a return of after-tax contrdns), and
the 10% early distribution tax does not apply.

@) In the case of a distribution and rollover of pnape
the amount of the distribution for purposes of
determining the amount includable in gross income
is generally the fair market value of the propenty
the date of the distribution.

(b) The special recapture rule relating to the 10%
additional tax on early distributions applies for
distributions made from the Roth IRA within a
specified five-year period after the rollover.
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C. In-Plan Roth Rollovers

I. If a section 401(k) plan, section 403(b) plan, or
governmental section 457(b) plan has a qualifiethRo
contribution program, any amount eligible under plan
for distribution and rollover to another eligiblmployer
plan may be rolled over from an account under the that
is not a designated Roth account into a desigriaced
account under the plan for the individual (an fitan Roth
rollover”).

il. This rollover is treated in the same fashion as the
conversion of a traditional IRA to a Roth IRA: thmount
transferred is includible in gross income (excephi
extent it represents a return of after-tax contrdns), and
the 10% early distribution tax does not apply.

iii. An in-plan Roth rollover may be accomplished at the
election of the employee (or surviving spouse) tilgioa
direct rollover (operationally through a transféraesets
from the account that is not a designated Rothwatco
the designated Roth account) (an “in-plan Rotledir
rollover”), or by a distribution of funds to thadividual
who then rolls over the funds into his or her deatgd
Roth account in the plan within 60 days (an “implRoth
60-day rollover”).

iv. A plan that does not otherwise have a qualifiechRot
contribution program magot establish designated Roth
accounts solely to accept in-plan Roth rollover
contributions.

V. A section 401(k) plan, a section 403(b) plan or a
governmental section 457(b) plan that includesaifyed
Roth contribution program may allow participantslan
beneficiaries to elect an in-plan transfer of ampant,
even though it is not otherwise distributable undetthe
plan, from an account that is not a designated Rotbuatc
under the plan to a designated Roth account magdai
under the plan for the benefit of the individuaheTtransfer
is treated as an in-plan Roth direct rollover, etrerugh
the plan may not otherwise permit a distributicomirthe
plan of the amount transferred.

(@) An in-plan transfer is also permitted for an amount
that is not distributable for any other reason.

11



Vi.

Vii.

viii.

) Example: if an amount in a profit sharing
plan may not be distributed because the plan
requires that a specified number of years
must elapse to be eligible for a distribution,
the plan will not be treated as violating this
distribution limitation solely by reason of an
in-plan transfer.

Warning: the basic character of the amounts abeiog
distributable under the plan remains untouckeeh after
the in-plan transfer to the designated Roth account
occurs.

@) Example: an amount subject to a distribution
restriction in a section 401(k), section 403(b) or
governmental section 457(b) plan before an in-plan
transfer must remain subject to the distribution
restriction after the transfer.

(b) Example: an amount in a profit sharing retirement
plan that is not distributable because the reauisit
number of years has not elapsed continues to be
non-distributable out of the plan until the endlod
term.

A plan is not treated as violating the distribution
restrictions applicable to section 401(k), 403(hd a
governmental section 457(b) plans solely by reag@m
in-plan transfer.

Because an in-plan Roth direct rollover only chantte
account in a plan under which an amount is heldtaaedax
character of the amount, a distribution that isetbbver in
an in-plan direct rollover is not treated as ardistion for
certain purposes under the plan, including ceganposes
related to participant or spousal consent, plandpand
anti-cutback protections under the plan.

D. Removing the Mystery - and the Traps Involving atiR Door” Roth IRA

Contributions

1.

Limits on direct contributions to a Roth IRA. IRO&A(c)(2): the
maximum amount that an individual may contributemy a year to a
Roth IRA is equal to --

That year’s limit on deductible contributions ttraditional IRA as
described in IRC §219(b) ($5,500 for 2016 plus A8 catch up
contribution for individuals age 50 or oldemjnus

12



b. the aggregate contributions -- deductible and nedhadtible -- to
all other individual retirement plans;

But in any event not more than --

C. IRC 8408A(c)(3): the amount determined in “a” reeddy this
fraction:

i Joint return:

(@) Numerator: the amount by which the MAGI shown
on the joint return exceeds $184,000 in 2016

(b)  Denominator: $10,000.
il. Single or head of household:

(@) Numerator: the amount by which the MAGI shown
on the joint return exceeds $117,000 in 2016

(b)  Denominator: $15,000.

iii. Married filing separately:
(@) Numerator: the MAGI shown on the return
(b)  Denominator: $10,000

Result: as MAGI increases, the amount of the péeghicontribution
directly to a Roth IRA declines, and very quicklctines to zero:

a. Single filers: Up to $117,000 (to qualify for alfabntribution);
$117,000-$132,000 (to be eligible for a partialtcbation)

b. Joint filers: Up to $184,000 (to qualify for a fabntribution);
$184,000-$194,000 (to be eligible for a partialtcbation)

C. Married filing separately: $0 (to qualify for a Fdontribution);
$0-$10,000 (to be eligible for a partial contrilout).

But, the MAGI phase-out limit does NOT apply to R&RA conversions.
IRC 8408A(c)(6)(B): “A qualified rollover contribign [i.e., a compliant
Roth IRA conversion described in IRC 8408A(e)] shak be taken into

account for purposes of paragraph (2).”

a. Since the income phase-out described in IRC 840823)only
limits contributions described in and subject te limit in IRC
8408A(c)(2), and since a Roth conversion is nog¢takto account

13



for purposes of 8408A(c)(2), there is nothing taackitthe income
phase-out can apply.

Here, therefore, are the resulting rules:

a. Traditional IRA owners, and participants in a dasigd Roth
account in a qualified plan, may convert all or @oytion of those
arrangements to a Roth IRA (assuming all of thegtthat apply to
conversions are satisfied), regardless of the atnafuthe owner-
participant’s income.

b. If Client does not currently have a traditional IRAa qualified
plan designated Roth account:

I. Step One: establish a traditional IRA and makera no
deductible contribution to the traditional IRA

il. Step Two: perform a Roth IRA conversion.

The First Warning: if Client cannot make a deduetitontribution to a
traditional IRA (Client is an active participantanqualified plan, for
example), and does possess a traditional IRA,adsté making a
nondeductible contribution to the traditional IR&stablish a new IRA to
receive the nondeductible contribution.

a. Why? It avoids having to follow the IRC 8§72 rulegdgpro-rate
any withdrawal between nondeductible and deducébieunts,
thereby triggering an unnecessary taxable withdre®ee “V1,”
below.

b. But, watch out: this special relief will only apply in the case of a
an IRA trustee-to-IRA trustee transfer. It does NOTwork if
the Client receives cash/securities/anything elseom the IRA.

I. If that occurs, then the IRC 872 rulés apply: we must
aggregatall IRAs and then determine the percentage that
the after-tax contributions bear to the total aggte
balance of all IRAs; the amount distributed to R&
owner will consist of after-tax and pre-tax amountthat
proportion.

ii. Bad result.

The Second Warning: Not Everyone Agrees With Thaacusion.
Respectable advisors believe that a standard texie, the “step
transaction” doctrine should apply - and therebyadliésh the “backdoor
Roth” stratagem.

14



a. What is the “step transaction” doctrine? It is m@iple that the
IRS uses (but which taxpayers have had virtuallyuck asserting
when that principle might help them): if a taxpapesaks up a tax-
unfavorable transaction into two or more separtgess each of
which in isolation might not produce “bad” tax résdor the
taxpayer, then ignore the separate steps, mergeliaek together,
and look at the “true” end result.

b. "Backdoor Roths: Still the Standard of ‘Can | Geta With It™
(Harden and Upton, Tax Notes Today, 10-6-2016):

“The [backdoor Roth] strategy has become populaugh in
practice and among taxpayers who believe they ieedt they
have rationalized that it is a proper procedurenehiough at their
income level, a direct contribution is clearly leatby the statute.
The entire concept of the step transaction is éwgmt taxpayers
from doing an end run around something barred tiyrby the
statute. To say that it does not apply is frankigteonalization and
brings us back to the premise that the focus mahea has slipped
to a thought process of "Can we get away with ddiPigrather
than "Should we be doing it?"

“There is also the practical issue of how longisg enough for
the two steps in the transaction to be considezpdrate. In many
areas, the IRS likes to see two years of itemsgoegated a
specific way. For example, the assumption that soradas
acquired a profit interest with no immediate licatidn value in a
partnership turns on a two-year presumption. leio#ireas, such
as the stock wash sale rules, taxpayers must bef thee stock
effectively for one month out of the two-month wavad
surrounding the stock sale. So in the current oasiee backdoor
Roth contribution, is it a month, a quarter, a yearmat least one
statement period for the broker? That is uncedauhclearly an
area open to varying opinions.”

V. Traps for the Unwary Trustee or Advisor When Daglivith In-Plan Roth Rollovers

A. Notice 2013-74

1.

Notice 2013-74, 2013-52 IRA 819, Issued on Decenitief013,
contains a series of questions and answers. Theglra number of
potential traps --- areas where participants, beiagies and their advisors
may be easily fooled.
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B. Which Accounts Or Contribution Types Are EligiblerFAn In-Plan Roth

Rollover?

1.

3.

Q&A-2: These contribution&nd earnings)may now be rolled over to a
designated Roth account in the same plan, withegdrd to whether the
amounts satisfy the conditions for distributioreative deferrals in
8401(k) plans and 8403(b) plans; matching contidmstand nonelective
contributions, including qualified matching contrttons and qualified
nonelective contributions described in 81.401(kgu6d annual deferrals
made to governmental 8457(b) plans. (The fedenatigonent's Thrift
Savings Plan is treated as a 8401(k) plan forghipose.)

Point to remember: it's not just the contributiengarnings can also be
rolled over.

Can an employer’s nonelective contributions beetbthver? Yes.

C. Is An Amount Rolled Over To An Employee's Desigda®oth Account Pursuant
To 8402A(C)(4)(e) Subject To Any Distribution Restions After The In-Plan Roth

Rollover?

1.

Q&A-3: Yes.If an amount is rolled over to a designated Ratoant
pursuant to 8402A(c)(4)(E), then, notwithstandirey&ue Ruling 2004-
12,the amount rolled over and applicable earnings rema subject to
the distribution restrictions that were applicableto the amount before
the in-plan Roth rollover. Thus, for example, if a8401(k) plan
participant who has not had a severance from emplagent makes an
in-plan Roth rollover of an amount from the participant's pre-tax
elective deferral account prior to age 59-1/2, thaamount and
applicable earnings may not be distributed from theplan prior to
attainment of age 59-1/2 or the occurrence of anoghn event described
in 8401(k)(2)(B).

D. Is A Plan Permitted To Restrict The Type Of Conttibns Eligible For An In-
Plan Roth Rollover And The Frequency Of In-PlaniRRbllovers (Q-6)7?

1.

A-6. Yes. Subject to the nondiscrimination requiegns normally
applicable to plan benefits, rights, and featusegli as the right to make a
rollover), a plan may limit the type of contributions eligiblefor an in-
plan Roth rollover and the frequency of in-plan Roh rollovers. For
example, to simplify recordkeeping in a designd&eth account, a plan
could provide that only otherwise distributable amis are eligible for an
in-plan Roth rollover.

Moral: don’t trust what the participant tells you.
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V. A Handy Table (Direct From IRS Publication 590-A)ak Shows Which Rollovers are
Permitted Between Various Types of Plans or IRAs

Roll To
Roth IRA  |Traditional |SIMPLE SEP IRA Governme |Qualified |403(b) Plan |Designated
IRA IRA ntal 457(b) |Plan’ (pre-tax) Roth
Plan (pre-tax) Account
(401(k),
403(b) or
457(b))
Roth IRA |Yes?Z No No No Mo No MNo MNo
Traditional |Yes? Yes 2 Yes? 7, after [Yes? Yest Yes Yes No
IRA 2 years
SIMPLE Yes? after |Yes? after |Yes? Yes 2 after |Yes? after |Yes,after? |Yes, after?2 |No
IRA 2 years 2 years 2 years 2 years years years
3 2 27 2 4
SEP IRA Yes Yes Yeas=' after |Yes Yes Yes Yes No
2 years
Governme |Yes? Yes Yes’ after |Yes Yes Yes Yes Yes33
ntal 457(b) 2 years
Plan
Qualified |Yes® Yes Yes’ after |Yes Yest Yes Yes Yes 3
Roll 1
From Plan 2 years
(pre-tax)
403(b) Plan|Yes? Yes Yes’ after |[Yes Yes* Yes Yes Yes 33
(pre-tax) 2 years
Designated |Yes Mo Mo Mo Mo Mo No Yest
Roth
Account
(401(k),
403(b) or
457(b))

'Qualified plans include, for example, profit-sharid01(k), money purchase, and defined
benefit plans.

Only one rollover in any 12-month period.

3Must include in income.

*Must have separate accounts.

>Must be an in-plan rollover.

®Any nontaxable amounts distributed must be rolleer dy direct trustee-to-trustee transfer.
7Applies to rollover contributions after December 2815:

(i) During the first 2 years of participation irSdMPLE retirement account, the SIMPLE
retirement account owner may roll over amounts fooma SIMPLE retirement account into
another SIMPLE retirement account; and

(ii) After the first 2 years of participation in®IMPLE retirement account, the SIMPLE
retirement account owner may roll over amounts feoqualified retirement plan or an IRA into
the SIMPLE retirement account.
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V1.

Notice 2014-53and Reg. §1.402A-1, as Amended on May 18, 20N&w--and More
Favorable--Guidance on Handling Simultaneous istions from Qualified Plans that
Include Distributions from Designated Roth Accouausl Pre-Tax Accounts to Multiple
Destination3

1. Old principles that continue to apply:

a. When a retirement plan makes a distribution (othen a
distribution in the form of an annuity) from a pagpant’s account
that includesoth pre-tax and after-tax amounts, each distribution
includes a pro rata share of the pretax and adteaiounts.

b. A patrticipant’s after-tax voluntary employee cobitrions are
treated as a separate account (Internal Revenue $icalls
these “separate contracts”), if the plan separatetpunts for these
funds and their earnings. A participant’s desigdd&eth account
(the participant’s Roth deferrals, rollovers frother Roth plans,
and in-plan Roth rollovers, and the earnings osdremounts) is
also eligible for treatment as a separate contAdcplan accounts
(other than after-tax employee contributions areddésignated
Roth account) jointly comprise one other separatgract.

C. Distributions of after-tax funds are not taxabléstBbutions of
pre-tax funds are taxable, unless and to the e#terparticipant
effects a “eligible rollover distribution”-- the géecipant receives
the funds and rolls over the funds to an IRA witBthdays of the
distribution, and the original distribution satedithe once-per-year
rule.

d. If a participant receives a distribution which mgésboth pre-tax
and after-tax amounts in the form of an eligibléonger
distribution, the pre-tax amounts are rolled owest f

2. Prior guidance:

a. What if the participant effects a “direct rolloved distribution
directly from the qualified plan to one or more IR@esignated by
the plan participant--and an eligible rollover disaition? Or, a
direct rollover as well as a distribution to thetmapant?

b. Final designated Roth account regulations: “anywmepaid in a
direct rollover is treated as a separate distrdputiom any amount
paid directly to the employee.”

3 Available at http://www.irs.gov/pub/irs-drop/n-B4+.pdf.
*81 FR 31165
® Available at http://www.irs.gov/publ/irs-drop/n-B4+pdf.
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Result: a portion of the distribution received hg participant--
even if that distribution came from sources thatildatherwise
constitute nontaxable after-tax amounts--will bareleterized as
having come from the taxable source.

New rules in Notice 2014-54 and Reg. 81.402A-1:

a.

All distributions that are made at the same tineetegated as a
single distribution for purposes of allocating beém pretax and
after-tax, even if the participant directs that distributions go to
different destinations.

If the total amount of any direct rollovers excedus pretax funds
distributed, then the entire pretax amount is alled to the direct
rollover. If there is more than one direct rollover, the
participant can select how to allocate the amountdiween
them, but must inform the plan administrator of the allocation
prior to the distribution.

If the pretax amount distributed equals or excekdgotal amount
of direct rollovers, then the direct rollovers cshentirely of
pretax funds. But if the participant also make$aléy rollover
then:

I. If the pretax funds are more than the sum of &l th
rollovers (direct and 60-day), then the rolloveroamts
consist of the pretax amounts.

il. If the pretax funds are less than the sum of allrdtlovers
(direct and 60-day), then the direct rollovers csinsf
pretax funds and the remaining pretax funds aceaiéd
to the 60-day rollover. If there are multiple 60¢da
rollovers, then the participant may choose howlltxate
the remaining pre-tax funds.

Any remaining pretax funds distributed to the uapant are
subject to income tax, to withholding, and to applaable
premature distribution (before age 59-1/2) pentaky

The new guidance is effective for distributionseafbecember 31, 2014.
A plan can choose to operate under the new rutehéoold rules) for
periods before that date, but the new rules caapjply to distributions
from a designated Roth account before SeptembeQigl. The final
regulation deletes from the Roth 401(k) regulatithressentence requiring
separate distribution treatment.
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5. Don't forget: this special treatment applies omdistributions from
gualified retirement plans.

a. The rules for distributions from traditional IRAsan IRC §
408(d).
b. No pre-tax-first rule exists for traditional IRAgffibutions rolled

over to IRAs. Result: the rules in Notice 2014-24nbt apply to
distributions from traditional IRAs.

C. If an individual’s traditional IRAs, when combinethntain both
after-tax and pre-tax dollars, the rules treat @istribution as
consisting of a proportionate share of each. Imdials can roll
over (“convert”) any such distribution (except oty part that is a
required minimum distribution because the IRA owisef0-1/2 or
older) to a Roth IRA, but the pre-tax dollars ie tonversion must
be included in gross income.

VII. A Quick Overview: Recharacterizations of ConversiohNon-Roth Amounts to Roth
IRAs (IRC 8408A(d)(6) and IRS Reg. 81.480A-5)

A. What Does A “Recharacterization” Accomplish?

1. A recharacterization allows a Roth IRA owner todohor “reverse” a
rollover or conversion to a Roth IRA.

B. Which Conversions Can Be Recharacterized?

1. A conversion of a traditional IRA into a Roth IRArtbe recharacterized -
- reversed -- by transferring the Roth IRA bacla timaditional IRA.

2. Employer contributions (including elective defesjalnder a SIMPLE
IRA or a SEP IRAcannot be recharacterized as contributions to
another IRA. An amount converted from a SEP IRA or SIMPLE IRfa
Roth IRA may be recharacterized as a contributioa 8EP IRA or
SIMPLE IRA, including the original SEP IRA or SIMELIRA.

3. A distribution from an employer-sponsored retiretr@an that does not
consist of designated Roth accounts to a Roth I&Abe recharacterized.

C. Mechanics For Effecting A Recharacterization

1. An individual makes the election to recharactebyenotifying, on or
before the date of the transfer, both the trustébeoRoth IRA and the
trustee of the non-Roth IRA to which the Roth IRAds are going to be
transferred that the individual has elected tottiiea contribution as
having been made to the non-Roth IRA, instead ®Rbth IRA, for
Federal tax purposes.
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2.

The notification of the election must include tle#dwing information:

a. the type and amount of the contribution to the RBtA that is to
be recharacterized,;

b. the date on which the contribution was made tdRb#h IRA and
the year for which it was made;

(o} a direction to the trustee of the Roth IRA to tfansin a trustee-
to-trustee transfer, the amount of the contribuéind net income
allocable to the contribution to the trustee of hlo@-Roth IRA;

d. the name of the trustee of the Roth IRA and thstéei of the non-
Roth IRA and any additional information needed @kmthe
transfer.

D. Deadline For Making A Recharacterization

1.

The election and the trustee-to-trustee transfestimccur on or before the
due date (including extensions) for filing the widual's Federal income
tax return for the taxable year for which the reekterized contribution
was made to the Roth IRA, and the election canaatloked after the
transfer.

An individual who makes this election must repbsg techaracterization,
and must treat the contribution as having been n@at® non-Roth IRA,
instead of the Roth IRA, on the individual's Fetl@reome tax return for
the taxable year for which the recharacterizedrdaution was made to
the Roth IRA.

The election to recharacterize a contribution mayrade on behalf of a
deceased IRA owner by his or her executor, adnnatcst, or other person
responsible for filing the final Federal income takurn of the decedent
under IRC §6012(b)(1).

E. Minimum Waiting Period To Reconvert The Money TdrAth IRA Following A
Recharacterization

1.

If an individual recharacterizes all or part ofodlaver or conversion to a
Roth IRA, the individual cannot reconvert the amowcharacterized to
the same or another Roth IRA until the later of:

a. 30 days after the recharacterization, or

b. the year following the year of the rollover or cension.
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2.

The waiting period to convert applies only to amsuhat were
recharacterized. Result: individual can convert am® from a different
traditional IRA to a Roth IRA immediately

VIIl.  Tips and Best Practices: Treatment by the Qualfikoh of the Ability of Former
Participant to Remain a Participant and WillingnesAccept Direct Rollovers From
Other Qualified Plans

A. May Former Plan Participants Maintain Their Accauint Their Former
Employer’s Qualified Defined Contribution Plan?

1.

General rule: Not only may participants maintaieitlaccounts in their
former employer’s qualified defined contributiorap| but also the plan
must permit participants to do so as long as thggaant’s account
balance exceeds $5,000 (excluding any rolloverrimrttons into the
qualified plan).

Exception to the general rule: this right expirdgew the plan participant
attains the plan’s normal retirement age. From ploatt onward, the
participant’s ability to maintain their accountstiveir former employer’s
plan depends upon the terms of the plan.

a.

Recent literature: plan sponsors are awakeningealésirability
of allowing former plan participants to keep thalisn balances in
the plan: this boosts plan assets and generates fees for all
participants.

Plans increasing possess the ability (through fatform
providers) to allocate plan costs to participamoants. This
increases the advantages of eliminating barriefsrtoer
participants’ ability to continue to participatethreir former
employer’s plan.

Drawbacks

a.

Former participants are limited to the distributagstions
prescribed by the plan document. That documentlimatythe
distribution options to fixed and determinable atishent
payments or a lump sum, depriving the former pigdiat of
flexibility in determining the distributions the p&ipant desires
from time to time.

Former participants are limited to the investmegttans provided
by the plan.

22



4, Benefit

a. The plan may provide participants with the abityinvest in
mutual funds through institutional pricing.
B. May Former Plan Participants Rollover Their AccauiRtom Their Former

Employer’s Qualified Plan to Their New Employer'siified Plan?

1. In theory, yes: the former plan participant defdisgribution until securing
employment by the new employer and then requestitigect rollover
from the former employer’s plan to the new empl&yetan or by
distributing a check to the participant made pagabé new plan.

2. In practice:

a.

“401(k) plan processes for handling separatingigpents’
accounts create barriers for participants to hairtsavings to a
new plan, making IRA rollovers an easier and fasherice for
those who want to consolidate their savings inva aecount after
they separate from an employer. Currently, plang imaude
waiting periods before processing a new employexisver and
have long and complex processes for verifying #ixequalified
status of the savings to be rolled ovel01(k) Plans: Labor and
IRS Could Improve the Rollover Process for Paraois
Government Accountability Office, GAO 13-30, Mar2813
(http://www.gao.gov/assets/660/652881.pdf).

IX. How Does the New, Final, Investment Advice FidugiBule Affect Advice to Plan
Participants and IRA Owners--Including Advice on &ther to Rollover or Not?

A. Background

1. ERISA 83(21): there are three different ways todnee a fiduciary:

a.

b.

C.

Have or exercise discretion as to the managemehggiflan or
IRA

Have or exercise discretion as to the investmeptaf/IRA assets

Give investment advice for a fee or other compeoisat

2. The DOL “Investment Advice Fiduciary” final reguilan (issued on April
8, 2016 -- the “2016 Investment Advice Fiduciamdf Regulation” --,
along with a new “Best Interest Contract Exemptionly addresses the
third way to become a fiduciary.

a.

The 2016 Investment Advice Fiduciary Final Reguolatiestates
the prior version of the DOL Regulation that defirveho is an
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investment advice fiduciary, DOL Reg. § 2510.3-P1ie new
incarnation of that regulation --

I. Expands its application to those who give adviclR
owners (the “old” version of the regulation applmady to
those who provided advice to plans subject to ERISA
gualified retirement plans, primarily)

il Expands the circumstances that will trigger “invest
advice fiduciary” status.

(@  The “old” regulation only applied if all five of #se
elements existed:

i) Making investment recommendations
i) On regular basis

i) Mutual understanding

iv) Primary basis for plan’s decisions

V) Individualized to plan’s needs

(b)  The 2016 Investment Advice Fiduciary Final
Regulation effectively eliminates “ii,” “iv,” andv”

3. If we become a fiduciary, then we are forbiddemfn@ceiving
compensation from third parties in connection wigmsactions or advice
involving plan or IRA assets. Why? Because ERISA&H)(3) and IRC
84975(c)(1)(F) say so.

a. Result: if an investment advice fiduciary receigempensation
from anyone other than the plan participant/IRA ewithe
fiduciary needs an exemption.

b. The new “Best Interest Contract Exemption,” isstaggether with
the 2016 Investment Advice Final Regulation, redsithe
“Prohibited Transaction Exemptions” that formerhpyided the
necessary relief and introduces a new set of reoénts that
investment advice fiduciaries must satisfy in oriereceive the
exemption.
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B. The 2016 Investment Advice Final Regulation’s MatiWhat Conduct Will
Trigger “Investment Advice Fiduciary Status” -- awthat Conduct Will Not Trigger

That Status

1. General Rule: A person renders fiduciary investnagivice with respect
to ERISA plan assets or IRA assetallfthree of these conditions exist

a. Provide to a plan, plan fiduciary, plan participanbeneficiary, or
IRA or IRA ownerfor a fee or other compensation

b. arecommendationregarding:

The advisability of acquiring, holding, disposiniy or
exchanging securities or other investment propeirty;

how to invest the securities or other investmeapprty
once they have been rolled over, transferred, sdriduted
from the plan or IRApr

the management of securities or other investmegepty,
including:

€)) investment policies or strategies;
(b) portfolio composition;

(c) selection of other persons to provide investment
advice or management;

(d)  selection of investment account arrangements
(such as a brokerage account when compared to
an advisory account);

(e)  whether to engage in a rollover, transfer, or
distribution from a plan or IRA, including the
amount or form of any of these choices.

C. And the person--

represents or acknowledges that he or she is aasiag
fiduciary within the meaning of ERISA or the Code
regarding the advicar

renders investment advice pursuant to a writteredoal
agreement, arrangement or understanding that theeaid
based on the particular investment needs of theadv
recipient;or
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iii. directs the advice to a specific advice recipiegarding
the advisability of a particular investment or mgement
decision with respect to securities or other invesit
property of the plan or IRA.

2. If we don’t make a recommendation, then we avoiddpeharacterized as
an investment advice fiduciary. What is a recomnatind?

a.

DOL Reg. 82510.3-21(b)(1): “ ‘Recommendation’ means
communication that, based on its content, contexd, presentation
would reasonably be viewed as a suggestion thadiiee
recipient engage in or refrain from taking a paac course of
action.”

i Determination whether a “recommendation” has beadam
is an objective -- not a subjective -- inquiry.

il. “[T]he more individually tailored the communicatianto a
specific advice recipient or recipients about,dgample, a
security, investment property, or investment sgaté¢he
more likely the communication will be viewed as a
recommendation. Providing a selective list of skiesrto a
particular advice recipient as appropriate for thaestor
would be a recommendation as to the advisability of
acquiring securities even if no recommendation aslen
with respect to any one security.”

iii. Result: a “recommendation” is advice that would
reasonably be seen an encouragement to act. Geedral
suggestions without enough specific detail for someeto
execute a strategy should not constitute a recordatem.

3. What is guaranteedbot to be a “recommendation”? DOL Reg. §2510.3-
21(b)(2)(i)-(iv) list four activities which daot rise to the status of a
“recommendation”:

a.

Platform Marketing: Marketing and making availalieestment
platforms to plans without regard to individualizgdn/participant
needs, with appropriate disclosures.

I. NB: this special ruleloes not apply to marketing to IRA
owners.

Selection and Monitoring Assistance: Identifyingiops meeting
the plan fiduciary’s specifications in connectioithndeveloping
an investment platform, or responding to a plan R&R limited
basis with respect to investments available oratiggin, with
appropriate disclosures
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I. NB: this special ruleloes not apply to marketing to IRA
owners.

General Marketing Communications: Furnishing infation (to a
plan or IRA owner) that a reasonable person wouotdview as an
investment recommendation (for example, generaulation
newsletters, broadcast commentary, widely attesgedches,
general marketing data, or performance reports,).

Providing Investment Education: Making investmegiaited
education available to a plan, plan fiduciary, iggyaint,
beneficiary, or IRA owner, provided that the infaton and
materials do not include (standing alone or in coraton with
other materials) recommendations with respect ¢ézifp
investment products or specific plan or IRA alténes, or
recommendations with respect to investment or mamagt of a
particular security or securities or other investin@operty, if the
information does not include specific investment
recommendations.

I. Exceptions thatlo permit inclusion of specific products
or alternatives:

(@)  Asset allocation models: With specified disclaimers
listed in the 2016 Investment Advice Final
Regulation, asset allocation models may be
provided to plan participants and IRA owners as
long as they do not include or identify any specifi
investment product or investment alternative
available under the plan or IRAexcept that,
solely with respect to a qualified plan -- not an
IRA -- , asset allocation models may identify a
specific investment alternative available under
the plan if the alternative is a designated
investment alternative under the plan.

(b) Interactive investment materials: they may include
specific investment alternatives or distribution
options as long either they are specified by tla@ pl
participantor IRA owner and meet a variety of
disclosure requirements listed in the 2016
Investment Advice Final Regulation.
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C. “I Will be an Investment Advice Fiduciary. What Délave to Do In Order to
Continue to Provide Advice and Get Paid for Thavigd?

1. Investment Advice Fiduciaries owe two sets of diitie

a.

If an investment advice fiduciary provides advicatparticipant
in a qualified plan or plan subject to ERISA (baflic
arrangementsther than IRAS), the investment advice fiduciary
owes duties of --

Loyalty: act for the exclusive benefit of the peipgants and
beneficiaries, and to provide for plan benefits dattay
plan expenses

Prudence: behave like a prudent person similanhated
would behave

Follow the plan document and ERISA.

If an investment advice fiduciary provides adviceah ERISA
plan participanbr an IRA owner, then the investment advice
fiduciary must not engage in a prohibited transercta fiduciary
may not:

Deal with the assets of the plan in her own intepe$or
her own account;

Act in any transaction involving the plan on beldla
party, or represent a party, whose interests arera€ to
the plan or IRA or its participants, beneficiariespwners;
or

Receive any consideration for her own account faom
party dealing with the plan or IRA in connectiorthva
transaction involving the plan’s assets.

€)) This last requirement effectively prohibits recatyi
money from anyone else for something related to
the plan or IRA.

(b)  These prohibited third party payments include:
gross dealer concessions; revenue sharing; 12b-1
fees; distribution, solicitation, or referral fees;
volume-based fees; or fees for seminars and
educational programs.

2. Before we explore the Best Interest Contract Exemptvhich will
permit receipt of third party payments, note tifean advisor’s sole

28



compensation is on a level fee basis—either ddkabr a percentage of
plan assets--the advisor does not receive thiny payments and does not
need a prohibited transaction exemption.

a.

Longstanding DOL guidance: receipt by the fiduciafyhird

party payments is not a problem if they are usaedaoce the level
fee, so that the total amount received by the falyaemains the
same.

But, there is a problem.

I. A conflict of interest exists when a fee-level abrimakes
a recommendation to a retirement plan participant t
rollover her retirement plan accrued benefit teelbased
IRA account.

(@) The advisor will generate future, ongoing fees that
he or she would not otherwise receive if no rollove
occurs, even if the future fees do not vary with th
assets recommended or invested.

(b) Result: Prohibited transaction.

il. A conflict of interest exists if an advisor reconmds a
change from a low activity commission-based accoman
account that charges a fixed percentage of assdes u
management on an ongoing basis would result in a
prohibited transaction.

(@) Result: Prohibited transaction.

D. The Best Interest Contract Exemption Comes in Tlawdts: Regular and, for
Level-Fee Advisors, a Simplified Version

1. Terms of art

a.

“Retirement Plan Investor” or “Investor”: a parpeaint,
beneficiary, or IRA holder.

“Advisor”: an individual who is a plan fiduciary bause she is
giving investment advice to a plan or IRA and whalsso related
to a financial institution and is registered oehsed to give the
advice.

“Financial Institution”: an entity that employs otherwise retains
the advisor and is a registered investment advisork or similar
institution, an insurance company, broker-dealegroentity
described as a financial institution in a DOL indival exemption.
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d. “Affiliate”: a person or entity that controls, & controlled by, the
advisor or the financial institution; an officeryettor, partner,
employee, or relative of the advisor or financrtitution; or is a
company of which the advisor or financial institutiis an officer,
director, or partner.

e. “Related Entity”: an entity other than an Affiliaite which the
advisor or financial institution has an interestttbould affect the
exercise of her best judgment.

2. The “Regular” Best Interest Contract Exemption

a. Contractual Requirement.

Advisors and Financial institutions that are ficduas with
respect to plans subject to ERISA are subjectedtRISA
fiduciary duties and ERISA gives plan participaspecific
rights to pursue claims against fiduciaries in fatidistrict
courts. But, IRAs are not subject to ERISA, and the
prohibited transaction penalties that appear innternal
Revenue Code that apply to both plans and IRAsatio n
provide IRA owners with private rights of action.

Result: to take advantage of the Best Interesti@ont
Exemption, advisors and financial institutions thed
investment advice fiduciaries to IRA owners mugeen
into written contracts with IRA owners in which the
advisor and financial institution agree to compiytwthe
terms necessary to qualify for the Best Interesit2at
Exemption and must acknowledge that IRA owners may
sue in court for breach of contract.

The contract must be signed before or at the saneeds
the first recommended transaction to which the Best
Interest Contract Exemption will apply.

Any written agreement may not reduce or eliminhee t
advisor’s liability for violating the contract tesfor, for
ERISA plans, the fiduciary requirements of ERISA).

The contract may not require the plan or invesiorvaive
or qualify rights to participate in a class actioor may it
provide for liquidated damages for a breach ofdidry

duty or a Best Interest Contract Exemption violatibhe
contract may waive punitive damages or rescissgig,
and can require mediation or arbitration of claagsainst
the advisor, so long as the venue remains conveanzh
the rules for mediation or arbitration do not us@aably
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limit the plan’s or investor’s ability to asseraghs against
the advisor.

b. Fiduciary Acknowledgement Requirement

The financial institution must affirmatively ackntegge in
writing that the financial institution and the aslor are
acting as fiduciaries.

C. Impartial Conduct Standards Requirement

The investment advice given must be in the “bestrast”
of the investor.

(@  The advice meets ERISA’s prudence requirements:
the advisor must act with the same care, skill,
prudence, and diligence under the circumstances
then prevailing that a prudent person acting ikex |
capacity and familiar with these matters would use
in the conduct of an enterprise of like charactet a
with like aims;

(b) The advice is based on the investment objectives,
risk tolerance, financial circumstances, and neéds
the investor; and

(c) The advice is without regard for the financial
interests of the advisor, financial institution,
affiliates, related entities or any other party.

Compensation paid to the financial institution adsisor
in relation to the advice must be reasonable.

The advisor and the financial institution may natka
misleading statements about the investments.

Policies and Procedures Requirement

The financial institution must provide the invesiath a
warranty that the financial institution has adoppeticies
and procedures reasonably and prudently designed to
ensure that its advisors satisfy the Impartial Gand
Standards.

The policies and procedures must include:

(@ A specific identification and documentation of the
financial institution’s material conflicts of intest.
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(b) Measures reasonably and prudently designed to
prevent material conflicts of interest from causing
the advisor to violate the Impartial Conduct
Standards.

(© The designation of one or more persons (who can
be identified by name, function, or title) charged
with the responsibility of addressing material
conflicts of interest and monitoring Impartial
Conduct Standards adherence by advisors;

(d) Neither the financial institution nor any affiliabe
related entity may use or rely upon quotas,
appraisals, bonuses, contests, special awards,
differential compensation, or other actions or
incentives that are intended or reasonably expected
to cause advisors to give financial advice thatois
in the investor’s best interest.

That last requirement does not prohibit the use of
commissions or varying compensation depending upon
products sold. Advisors “may receive differential
compensation ... based on investment decisions msPla
participant or beneficiary accounts, or IRAs, te dxtent
that the financial institution’s policies and prdoees and
incentive practices, when viewed as a whole, are
reasonably and prudently designed to avoid
misalignment of the interests of Advisors with the
interests of the Retirement Investors they serve as
fiduciaries.”

iv. Result: variable compensation is permitted - ifdldeisor
can demonstrate that the possibility of variable
compensation did not cause the advisor to act agtia
investor’s best interest.

e. Disclosure Requirements

Written disclosureA written disclosure, separate or part of
the written contract, provided prior to the exeontof the
recommended transaction that clearly and promipentl

(@)  States the Best Interest standard of care and
describes whether the Investor will pay for the
services of the financial institution and advisor
directly or through third party payments.
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(b)

(€)

(d)

(€)

(f)

Describes material conflicts of interest, discloses
fees or charges imposed by the financial institutio
or advisor, and states the type of compensatian tha
the financial institution, advisor affiliates, and
related entities expect to receive from third perti

in relation to the recommended investments.

Tells the investor that she may obtain copies ef th
financial institution’s written description of thes
policies and procedures, as well as the specific
costs, fees, and compensation (including thirdypart
payments) in relation to the recommended
investments. The compensation may be described in
dollar amounts, percentages, formulas, or any other
means reasonably designed to present an accurate
disclosure of their scope, magnitude, and nature in
sufficient detail so as to permit the Investor taka

an informed judgment about the transaction costs
and the magnitude and severity of the material
conflicts of interest. This part of the disclosaiso
should tell the investor that this information nizey
requested and provided before the transaction is
entered into and that, if requested after the
transaction, must be provided within 30 days.

Includes a link to the financial institution’s wétes

The disclosure must also advise the Investor that
model contract disclosures that are on the website
are updated as needed on a quarterly basis and that
the description of the policies and procedures is
available free of charge on the website.

Discloses whether the financial institution offers
proprietary products or receives third party
payments with regard to the recommended
investments. If the advisor’'s recommendations are
limited, in whole or in part, to the proprietary
products or those that generate third party
payments, the Investor must be notified of those
limitations. A mere statement that the advisor
“may” limit investment recommendations to
proprietary or third-party-generating investmests i
not sufficient for this purpose.

Provides telephone and email contact information
for a representative of the financial institutitwat
may be contacted with any concerns about the
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advisor or service received and, if applicable, a
statement explaining that the investor may research
the financial institution and its advisors on fica
institution NRA'’s BrokerCheck database or the
Investment Advisor Registration Depository.

(9) Describes whether the financial institution and
advisor will monitor the investor’s investments and
if so, how often and reasons why the investor will
be alerted.

il. Website Disclosure. The financial institution morsintain
a website that is freely accessible to the pubiict @pdated
not less frequently than quarterly. The Best Irdere
Contract Exemption contains a laundry list of elatag¢hat
the website must display.

iii. DOL Notification. The financial institution mustsal notify
the DOL that it is using the Best Interest Contract
Exemption before it receives any compensationiigr a
recommended transactions for which it is relyinghoa
Best Interest Contract Exemption. The financiatitngon
need only accomplish this task once: the notifarati
remains in effect until the financial institutioevokes it in
writing.

Record Retention Policies

i. The financial institution must retain the recorégded to
demonstrate that it has complied with the Bestréaste
Contract Exemption for at least six years, and rhast
reasonably accessible for examination by the DOL,
investors and plan fiduciaries.

3. The Simplified Best Interest Contract Exemptionlievel Fee Advisors

a.

Fiduciary acknowledgement. Prior to, or at the twhéhe
transaction on which the advice is being provided,financial
institution must provide the Investor with a writstatement
acknowledging that it is a fiduciary.

Impartial Conduct Standards. Same as those fdir¢igelar”
version of the Best Interest Contract Exemptiore &sove.

If the prohibited transaction involves a rollovesrh a plan in
which the advisor is a fiduciary to an IRA, and trensaction will
result in additional compensation to the advidue, ddvisor
document (and retain the documentation):
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I. That the advisor considered:
(@  Other alternatives, including remaining in the plan

(b) The fees and expenses associated with the plan and
the IRA;

(© the employer pays some or all of the expensesein th
plan; and

(d) Differences in the levels of service being provided
in the plan vs. the IRA;

il. Why the new arrangement is in the Investor’s bastrest;
and

iii. If the transaction involves a switch from a comnass
based account to a level fee arrangement, why the
arrangement is in the Investor’s best interest.

E. Effective Date, Applicability Date; Transition Rgleand Grandfathering

1. The 2016 Investment Advice Fiduciary Final Reguolatis effective as of
June 7, 2016.
2. “Applicability Date”: The Best Interest Contract &xption applies to

“transactions occurring on or after April 10, 2017.

a. Investments made on or after April 10, 2017, orarralsystematic
purchase program established before that date loasadvice
given before that date, are grandfathered.

I. Result: receipt of compensation related to theaaia not
treated as a prohibited transaction.

b. Ongoing (advice to hold, for example) and new aglyiovided
under a grandfathered arrangement is subject toethve
requirements. Grandfather status also lapses pteple with the
expiration of the contract under which the granufa¢d advice is
being provided.

3. Additional relief between the Applicability Date |3l 10, 2017) and
January 1, 2018:

a. Financial institutions and advisors must adheriéampartial
conduct standards, provide notice to their retinrgnievestors that,
among other things, acknowledges their fiduciaayust and
describes their material conflicts of interest, dedignate a person
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4.

responsible for addressing material conflicts ¢érest and
monitoring advisor adherence to the impartial cadtandards.

Full compliance with the Best Interest Contract fapéon is required as
of January 1, 2018.

A Continuing Hot Topic: May a Surviving Spouse Effa Tax Free Rollover if the
Beneficiary of the Deceased Spouse’s IRA is thee@sed Spouse’s Estate or Trust?

A. Background

1.

IRC Section 408(d)(1): Except as otherwise provitie8ection 408(d),
any amount paid or distributed out of an IRA iduled in gross income
by the payee or distributee, as the case may hieimanner provided
under section 72.

a. That's bad: the distribution must be included ioggincome.

IRC Section 408(d)(3)(A): the bad general ruleRC18408(d)(1) does not
apply to any amount paid or distributed out of BA Ito the individual for
whose benefit the IRA is maintainedR: this is not limited to spouse-
beneficiaries)if the entire amount received (including moneyny other
property) is paid into an IRA or another eligibé&tirement plan for the
benefit of the individual not later than the 60#dydfter the day on which
the individual receives the payment or distribution

a. That's good: the distribution does not have torfmduded in gross
income.

IRC Section 408(d)(3)(C)(i): the rollover rulesswction 408(d)(3) do not
apply to inherited IRAs. IRC Section 408(d)(3)(Q)(the term "inherited
IRA" means an IRA obtained by an individual, ottiean IRA owner's
spouse, as a result of the death of the IRA owner.

a. That's bad for non-spouse beneficiaries -- but ta'rry: IRC
8408(d)(3)(C)(ii) exempts non-spouse beneficiaag$ong as the
recipient vehicle is an IRA

b. This is good for spouse-beneficiaries.

Reg. 8§1.408-8, Q&A-5: a surviving spouse of an I&#ner may elect to
treat the spouse's entire interest as a benefiofaay individual's IRA as
the spouse's own IRAn order to make this election, the spouse must be
the sole beneficiary of the IRA and have an unéichright to withdraw
amounts from the IRAL a trust is named as beneficiary of the IRA, this
requirement is not satisfied even if the spousé¢his sole beneficiary of
the trust.
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B.

5. If we stop here:

a. Surviving spouses may NOT effect 60 day rollovetribbutions
under IRC Section 408(d)(3)(C)(i) to an IRA for ithigenefit if
their deceased spouse’s IRA designated a trubeaddéceased
spouse’s estate as the beneficiary of the decepsrde’s IRA -
even if the surviving spouse is the sole benefyoidithe estate
(directly or indirectly) and is the sole fiducigogssessing
authority to effect distributions from the deceaspduse’s IRA.

PLR 201606032-Beneficiary of IRA Was Estate; EsRaeared Over to Trust;

Surviving Spouse Was Executor of Estate and TnudtSole Beneficiary of Trust-IRS
Says, Surviving Spouse is Eligible to Effect a Giy[Rollover to an IRA for the Benefit
of Surviving Spouse

C.

1. After reciting the general rules in “A,” the IRSeth concludes:

“Generally, if the proceeds of a decedent's IRApgable to a trust or estate (or
both), and are paid to the trustee of the trusg thlen pays them to the decedent's
surviving spouse as the beneficiary of the trdm,durviving spouse is treated as
having received the IRA proceeds from the trust motdrom the decedent.
Accordingly, such surviving spouse, in generahas eligible to roll over the
distributed IRA proceeds into her own IRA.

“However, the general rule will not apply where thesurviving spouse is the
sole trustee of the decedent's trust and has thels@uthority and discretion
under trust language to pay the IRA proceeds to heelf. The surviving
spouse may then receive the IRA proceeds and rolver the amounts into an
IRA set up and maintained in her name.

2. Result:

“In this case, Decedent B designated his estatieealseneficiary of his IRA, and
Taxpayer A was the executor of his estate, whids@a through to Trust D.
Taxpayer A was also the sole Trustee of Trust Draattlthe power to distribute
the assets of IRA C from Trust D to herself. Thiepayer A could have taken a
distribution from IRA C and rolled it over into &RA in her name.”

PLR 201612001-Surviving Spouse Who is Fiduciary ot Beneficiary of

Estate Which is the Beneficiary of Deceased SpgusA May Rollover IRA
Distribution Within 60 Days to Surviving Spouse’sv@® IRA-Ruling Cites Regulations
Preamble That Surviving Spouse May Roll Distribnt@ver Into The Spouse’'s Own
IRA Even If Spouse Is Not The Sole Beneficiary Gfdedent's IRA And Even If IRA
Assets Pass Through Either A Trust And/Or An Estate

1. Same basic fact pattern as PLR 201606032.
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2. Important new lesson: the surviving spodses not have to be the sole
executor and/or sole fiduciary of the trust in orde to effect a 60 day
rollover of an IRA whose beneficiary is an estaterdrust. PLR
201606032 says:

“Generally, if the proceeds of a decedent's IRAsghsough a third party, e.g. a
trust or an estate, and then are distributed tadoedent's surviving spouse, the
surviving spouse will be treated as having recethedRA proceeds from the
third party and not from the decedent's IRA. Thgenerally a surviving spouse
will not be eligible to roll over the distribute®A proceeds into her own IRA.
However, the general rule will not apply in a cagieere the IRA has not yet been
distributed and the surviving spouse, as fiducafrthe decedent's estate, has the
sole authority and discretion to pay the IRA pratet herselfln such a case,
when the surviving spouse actually receives the jiR#Fceeds, the surviving
spouse may roll over the amounts into an IRA sedngpmaintained in her own
name within 60 days.

The preamble to the regulations provides, in relavgart, that a surviving
spouse who actually receives a distribution frondeceased spouse's IRA is
permitted to roll that distribution over into thepeuse's own IRA even if the
spouse is not the sole beneficiary of the decedelRA as long as the rollover is
accomplished within the requisite 60-day periodréllover may be
accomplished even if IRA assets pass through eithe¢rust and/or an estate.

3. How did the IRS reach this conclusion? What doegptieamble say?

a. Preamble to the 2002 Final Regulations, 67 FR 188883992-
18993: The preamble discusses the ability of aigmy spouse to
treat an inherited ira as the surviving spouse’a tRA. The
preamble notes that the election is deemed to bege made by a
surviving spouse - but only if “the spouse is thie eneficiary of
the account and has an unlimited right to withdfiemn the
account. This requirement is not satisfied if &ttis named as
beneficiary of the IRA, even if the spouse is thke deneficiary of
the trust.”

b. However, the preamble notest the spouse actually receives a
distribution from the IRA, the spouse is permittéa roll that
distribution over within 60 days into an IRA in thepouse’s own
nameto the extent that the distribution is not a reegi
distribution,regardless of whether or not the spouse is the sole
beneficiary of the IRA owner

4, That’s great news!
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This PLR also contains another great rule:

“Further, if the distribution is received by theosise before the year that
the IRA owner would have been 7@;Ino portion of the distribution is a
required minimum distribution for purposes of detaring whether it is
eligible to be rolled over by the surviving spotse.

a. Result: the five year rule does not apply!.

XI. Errors Made in Effecting Rollovers From One ProvisléRA to Another Provider’s
IRA: Failure to Comply With the Statutory Limits @® Day Rollovers

A. Problems When the IRA Owner Receives the Distrdsutifwo Statutory Limits
Must Be Followed; Failure Produces an Excess Caution and Disqualifies the

Rollover IRA

1.

To avoid immediate taxation, the recipient mustowkr the distribution
to the new IRA not later than the 60th day afterdiay on which the
recipient received the distribution. Code 8408(HAX).

The tax-free treatment granted by Code 8408(d)(8))A subject tdwo

limits:

a. Limit on the number of times a 60 day rollover nieyeffected
during the course of a single one-year period.

b. Limit on the nature of the assets that may perimigsie
transferred to the receiving IRA.

B. Limit on the Number of 60-Day Rollovers in a 12 Miorfreriod

1.

Section 408(d)(3)(B): an individual is permittedniake only one tax-free
rollover (i.e., a distribution from an IRA to thésttibutee, who then
deposits the distribution in a new IRA or redepo#iie distribution in the
original IRA) in any one-year period.

Prior toBobrow,many taxpayers and the IRS thought the one-par-yea
rollover restriction applied separately to each IR&sult: a taxpayer with
more than one IRA could effect 60 day rolloversrirmultiple IRAs
during the same 12 consecutive month period.

Bobrow v. Commissiongf.C. Memo. 2014-21, Jan. 28, 2014: IRC
8408(d)(3)(B)’s one rollover per year rule is apdlion an aggregate basis
not on IRA-by-IRA basis.

Result: Regardless of how many IRAs he or she raiaista taxpayer may
make only one nontaxable rollover contribution witbach one-year
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period. The one year period begins on the datadf é&RA distribution to
the IRA owner/beneficiary.

C. Limit on the Assets That May Be Rolled Over to Recipient IRA as Part of a
60 Day Rollover

1. The limit appears in Code 8408(d)(3)(B):

“This paragraph [8408(d)(3), which excludes IRAtdiBItions from gross
income if the distributee rolls over the distrilmutito an IRA within 60 days] does
not apply to any amount described in subparagrapli feceived by an
individual from an individual retirement accountindividual retirement annuity
if at any time during the 1-year period ending loa tlay of such receipt such
individual received any other amount describedat subparagraph from an
individual retirement account or an individual rethent annuity which was not
includible in his gross income because of the appbn of this paragraph.”

2. Code 8402(c) and 408(d) can be read to requirdhleadssets deposited
into the recipient IRA must be the same as the mon@roperty the IRA
owner received from the distributing IFA.

3. IRS Publication 590: “The same property must beedobver. If property
is distributed to you from an IRA and you complgte rollover by
contributing property to an IRAjour rollover is tax free only if the
property you contribute is the same property that vas distributed to
you.”

©402(c)(1)“1f—

“ (A) any portion of the balance to the credit of@mployee in a qualified trust is paid to the esgpk in an
eligible rollover distribution,

“(B) the distributee transfers any portion of thegerty received in such distribution to an eligibl
retirement plan, and

“(C) in the case of a distribution of property atligan money, the amount so transferred consigtseof
property distributed,

“then such distribution (to the extent so trangfdjrshall not be includible in gross income for tdmeable year in
which paid.”

408(d)(3) Rollover contributiarfAn amount is described in this paragraph adlaver contribution if it meets
the requirements of subparagraphs (A) and (B) .

“(A) In general. Paragraph (1) [distributions aa&ed on receipt] does not apply to any amount paid
distributed out of an individual retirement accoantndividual retirement annuity to the individdalr whose
benefit the account or annuity is maintained if—

“(i) the entire amount received (including moneylany other property) is paid into an individual
retirement account or individual retirement anngdther than an endowment contract) for the bewéfuch
individual not later than the 60th day after thg da which he receives the payment or distributmm;

“(ii) the entire amount received (including moneydaany other property) is paid into an eligiblérezhent
plan for the benefit of such individual not lateah the 60th day after the date on which the payoren
distribution is received...”
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4.

The U.S. Tax Court has agreed with the IRS’s intgtion. Lemishow v.
Commissioner, 110 T.C. 110 (1998).

XIl.  Fixing a Failed Roth IRA Recharacterization

A. Typical Problems.

1.
2.
3.

Failure to complete the required steps

Failure to complete the steps in the correct order

Failure to transfer the Roth IRA assets to theitiatal IRA by the
required time.

B. What Is The Statutory Authority For Seeking An Epiten From the IRS?

1.

Code 8408A does not contain a provision grantiegShcretary the
authority to waive the requirements.

What to do? Use Reg. §8301.9100-1 through Treas. $391.9100-3.

a.

General Rule: Reg. 88301.9100-1, 301.9100-2, a®300-3
provide guidance concerning requests for reliehstted to the
Internal Service on or after December 31, 1997.

Reg. 8301.9100-1(c): the Commissioner of InterraldRue, in
his discretion, may grant a reasonable extensidgheofimefixed
by a regulation, a revenue ruling, a revenue procagde, a
notice, or an announcement published in the InterneRevenue
Bulletin for the making of an election or application for relief
in respect of tax under, among others, Subtitle Afahe Code.

Reg. 8301.9100-2 lists certain elections for wtaaktomatic
extensions of time to file are granted.

Reg. 8301.9100-3: provides guidance with respettiggranting
of relief with respect to those elections not refeed in Reg.
§301.9100-2. Applications for relief that fall with Reg.
§301.9100-3 will be granted when the taxpayer gresisufficient
evidence (including affidavits described in Reg083100-
3(e)(2)) to establish that (1) the taxpayer aceadonably and in
good faith, and (2) granting relief would not pige the interests
of the Government.

I. Reg. 8301.9100-3(b)(1): a taxpayer will be deenoeabive
acted reasonably and in good faith (i) if its resjifer Reg.
8301.9100-1 relief is filed before the failure take a
timely election is discovered by the Service;ifithe
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3. Result:

a.

taxpayer inadvertently failed to make the elechenause
of intervening events beyond the taxpayer's configlif
the taxpayer failed to make the election becauts, a
exercising reasonable diligence, the taxpayer wasvare
of the necessity for the election; (iv) the taxpaye
reasonably relied upon the written advice of thevige; or
(v) the taxpayer reasonably relied on a qualifeed t
professional, including a tax professional emploggdhe
taxpayer, and the tax professional failed to makedvise
the taxpayer to make, the election.

Reg. 8301.9100-3(c)(1)(ii): ordinarily, the intetesf the
Government will be treated as prejudiced and that
ordinarily the Service will not grant relief wheaixtyears
that would have been affected by the election haden
timely made are closed by the statute of limitaibefore
the taxpayer's receipt of a ruling granting relietler Reg.
8301.9100-3.

Relief is available under Reg. 88301.9100-1, 300092, and
301.9100-3 only if the failure involves a misseadlee and then
only if the deadline is prescribed in a regulatwrsubregulatory
guidance. If the deadline is prescribed by the Ctiten taxpayers
cannot use Reg. 88301.9100-1, 301.9100-2, and B0Q-3 to
secure an exception from the IRS.

What is the deadline for completing a Roth IRA#taditional IRA
recharacterization and where does it appear?

The deadline: the election and the trustee-to-¢ristansfer
must occur on or before the due date (includingresibns)
for filing the individual's Federal income tax ratdor the
taxable year for which the recharacterized contidnuwas
made to the Roth IRA.

This appears in Reg. 81.408A-5, A-6(b).
Does a deadline appear in IRC 8408A?
(@)  8408A(d)(6)(A):

(6) Taxpayer may make adjustments before due
date

(A) In general. Except as provided by the
Secretary, if, on or before the due date for any
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C.

taxable year, a taxpayer transfers in a trustee-to-
trustee transfer any contribution to an individual
retirement plan made during such taxable year from
such plan to any other individual retirement plan,
then, for purposes of this chapter, such contriouti
shall be treated as having been made to the
transferee plan (and not the transferor plan).

(b)  8408A(d)(7):

(7) Due date. For purposes of this subsection, the
due date for any taxable year is the date presthlgdaw
(including extensions of time) for filing the taxyma’s
return for such taxable year.

Result: a deadline does appear in the statutet 8408A(d)(6)
says that the Secretary may provide an exception.

C. PLR 201320022 (released on May 17, 2013 and dabdukry 19, 2013): An
Example of How the IRS May Choose to Exercise 33189100 Authority When a
Taxpayer Misses the Deadline for a Roth IRA Redttareation

1.

Facts:

a.

May 26 of Year 1: Taxpayer, after discussions Wittorney,
converts two traditional IRAs to Roth IRAs. Thatdton was
based on Attorney’s evaluation of Taxpayer’s basibe
traditional IRAs and the resulting income Taxpayeuld be
required to recognize as the result of the congarsiaxpayer was
informed that, due to substantial basis, the caorwould
generate very little taxable income.

In Year 2, during the tax preparation of Taxpay¥gar 1 income
tax return, Attorney acquired the Taxpayer's bimstike traditional
IRAs from Custodian. Custodian provided Attorneytwi
information showing the total cost basis as AmddnAttorney
included this amount in the Year 1 tax return a&satijusted basis
for the two traditional IRAs.

On June 1, Year 3, Attorney reviewed the Year brime tax return
in preparation for the filing of the Year 2 incomae return and
noticed that the adjusted basis reported on thedyetr's Form
8606 appeared to be unusually high. Attorney imiatety
contacted the Taxpayer about his concerns. Attocoeyacted
Custodian to discuss the irregularity in the basmunts and it
was ultimately determined that the cost basis m#iron received
by Custodian was the cost basis of the securigés by the
traditional IRAs and not Taxpayer’s adjusted basihe
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traditional IRAs. All parties agreed that the adipasbasis was
actually $0.

d. Attorney represented that he did not realize this “anistakenly
understood” that the unusually high figure receifrech
Custodian was not Taxpayer's adjusted basis Uutgil the
deadline for re-characterizing Taxpayer's Roth EAversions.

e. Taxpayer averred to the IRS in the ruling request, thad
Taxpayer been informed that his basis in the i@t IRAs was
$0 rather than Amount D before making the Roth IRA
conversions, Taxpayer would not have elected toentlad
conversions. Taxpayer also represented that hedwwae timely
recharacterized his Roth IRA if he had been advidete error
prior to the deadline for recharacterizing his R&A
conversions.

f. The statute of limitations on Taxpayer's Year ldfaldincome
Tax Return was still open at the time of the isseaof the ruling.

I. NB: We don’t know how much time had elapsed between
the date the request for the ruling was submittetithe
date the ruling was issued. That time period mast b
factored into the decision-making process, forif @nough
time is allotted, this crucial requirement will rime
satisfied and the ruling request will be denied.

2. IRS ruling:

“The information presented and documentation sutiechivy Taxpayer,
including an affidavit by Attorney admitting his error, is consistent with his
assertion that after excising reasonable diligehisefailure to elect to
recharacterize the Roth IRAs, (IRA'Y and IRA Y) anbefore the date
prescribed by law, including extensions, for filinig Federal Income Tax Return
for the year of contribution, was caused by hi& laicawareness of the necessity
of making an election as a result of relying upaeorrect information provided to
him by Attorney.

“Based on the above, Taxpayer meets the requirenaéisection
301.91003(b)(1) of the Regulations, clauses (i) @ndfor the Year 1 tax year.
In addition, since the statute of limitations il sjppen, under section 301.9100-
3(c)(1)(ii) of the Regulations, granting relief ot prejudice the interests of the
Government.

“Accordingly, Taxpayer is granted an extension of 60 dayss measured
from the date of the issuance of this ruling letterecharacterize Amount A and
Amount B contributions to traditional IRAS.”
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3. Note: The attorney had to submit an affidavit assgmesponsibility for
providing erroneous tax advice.

XIll.  Errors Made in Effecting Rollovers Between a QuadifPlan and an IRA: Not All
Qualified Plans Are Created Equal--Unique Requirgmé&or Transfers To The Federal
Civil Service Retirement System

A. Background

1. Federal statutes that prescribe the operationsSS&&%do not permptre-
tax employee contributions. An eligible employee ciimites portions of
his salary on an after-tax basis to CSRS; the eymgaagency withholds
the contributions from the employee's salary; tin@leying agency also
makes matching contributions to CSRS for the béonéthe employee. (5
USC 8§88331-8351)

2. The CSRS permits participants to make additionatrdautions to the
CSRS to purchase retirement benefits for periodenfice in which
otherwise required employee contributions werewititheld from the
employee’s compensation.

B. Recent Case lllustrates the Problem--Bohner v. Cissianer

1. Bohner v. Commissioner (143 T.C. No. 11, 10-23-30i# federal
employee withdrew funds from a traditional IRA ahdn contributed
cash to CSRS in an amount equal to the IRA didiobu

2. Was the IRA distribution an “eligible rollover digiution™? Tax Court:
no, it was not:

a. 5 USC 88334(c) does not sanction civil service @yges to remit
the deposit by means of a tax-free rollover contidn from an
IRA or another eligible retirement plan; regulasamder 5 USC
88334(c) do not require CSRS to accept tax-frdeveis as a
form of deposit.

b. Employee deposits are intended to mimic the rekattwould
have occurred if the employee contribution had keftected
through salary withholding: on an after-tax basis.

3. Result: CSRS accepted the cash as an after-tassitleldo exclusion from
gross income for the distribution from the IRA.
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XIV. Errors Made in Effecting Rollovers From One ProvisiéRA to Another Provider’s
IRA: Failure to Comply With the 60 Day Time Limihd@0 Day Rollovers

A. If This Failure Occurs, Is There a Way to Fix It@sy There Is: -- It's in Code
88402(c)(3)(B) and 408(d)(3)(l): The IRS May Waite 60 Day Requirement

1.

Code §8402(c)(3)(B) (exception for 60 day requirehfailures that
began with a distribution from a qualified plandad08(d)(3)(l)
(exception for 60 day requirement failures thataregith a distribution
from an IRA):

a. 8402(c)(3)(B): Hardship exceptionThe Secretary may waive the
60-day requirement ...where the failure to waive swcjuirement
would be against equity or good conscience, indgdiasualty,
disaster, or other events beyond the reasonabteotoithe
individual subject to such requirement.”

b. 8408(d)(3)(I): ‘Waiver of 60-day requirementhe Secretary may
waive the 60-day requirement under subparagraphar(é (D)
where the failure to waive such requirement wowddbainst
equity or good conscience, including casualty,stesa or other
events beyond the reasonable control of the indalidubject to
such requirement.”

Treas. Reg. §1.408A-4 Q&A 1(b) says that an owmertoaditional IRA
who wishes to convert the traditional IRA to a RiRA may achieve this
result by any of three methods. One of them: rexaidistribution from
the traditional IRA and transfer it to a Roth IRAtln the 60-day period
that applies under Section 408(d)(3) for traditid®eA rollover
distributions What happens if the IRA owner fails to transfer he
distribution within 60 days? Treas. Reg. §1.408-4 Q&A 3 provides
relief: pretend that the traditional IRA-to-RothARonversion was
completed within the 60 day period and then foltbe rules for
recharacterizing that conversion back to the statastraditional IRA, as
prescribed in Treas. Reg. §1.408-5 Q&A-6: tranttferfunds to a
traditional IRA before the due date (including edi®ns) for filing the
IRA owner’s Federal income tax return for the ywawhich the original
distribution from the traditional IRA occurred.

The legislative history to P.L. 107-16, §644(b),evhadded 8408(d)(3)(1)
to the Code, instructed the IRS to issue guidanaewould include
objective standards to determine whether a waiviébe granted. The
legislative history includes among its examplesaarer due to military
service in a combat zone or during a Presidentdslylared disaster, or for
a period during which the participant has receipagment in the form of
a check, but has not cashed the check, or forecanmitted by a
financial institution, or in cases of inability tomplete a rollover due to
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death, disability, hospitalization, incarceratiogstrictions imposed by a
foreign country, or postal error. H.R. Conf. Rep. 84, 107th Cong., 1st
Sess. 155 (2001).

a.

The IRS issued its guidance in Rev. Proc. 20032063-4 I.R.B.
359. To request a waiver, a taxpayer must subnatjaest for a
letter ruling under the procedures set forth inghaual revenue
procedure on matters under the jurisdiction ofGeenmissioner,
Tax Exempt and Government Entities Division (indhgd
submission of a user fee). 83.01 of Rev. Proc. 203

In determining whether to grant a waiver, Rev. PR03-16
states that the IRS will consider all relevant $zentd
circumstances, including: (1) errors committed gy financial
institution; (2) the inability to complete the raller due to death,
disability, hospitalization, incarceration, restions imposed by a
foreign country or postal error; (3) the use of éneount
distributed (for example, in the case of paymenthgck, whether
the check was cashed); and (4) the time elapsed te
distribution occurred. 83.02 of Rev. Proc. 2003-16.

83.03 of Rev. Proc. 2003-16 contains an exceptdhd need to
secure a letter ruling:

“3.03. Automatic approval. No application to the Service is
required if a financial institution receives furals behalf of a
taxpayer prior to the expiration of the 60-dayawér period, the
taxpayer follows all procedures required by thaficial institution
for depositing the funds into an eligible retirerhplan within the
60-day period (including giving instructions to @efi the funds
into an eligible retirement plan) and, solely doei error on the
part of the financial institution, the funds ard deposited into an
eligible retirement plan within the 60-day rolloyeeriod.
Automatic approval is granted only: (1) if the fisnare deposited
into an eligible retirement plan within 1 year frahe beginning of
the 60-day rollover period; and (2) if the finardrestitution had
deposited the funds as instructed, it would hawenlzevalid
rollover.”

B. Applying for a Private Letter Ruling May No Longee Cost Effective

1.

Prior to 2016, the user fees for a failed 60-ddlpver ranged from as
little as $500 to no more than $3,000. And the @serfor a failed Roth
IRA conversion was $4,000.

Beginning in 2016, the user fee for all of thosguests is $10,000.
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C. Good News: Rev. Proc. 2016-47 Now Provides a FndeEasy “Self-
Certification” Procedure

1.

Rev. Proc. 2016-47, published on August 24, 20déites a new taxpayer
self-certification process that should eliminate tieed to request a PLR
in many circumstances when a taxpayer fails to dete@ rollover of a
distribution from a plan or IRA within the requiré@ day period.

The laundry list of acceptable excuses which coesdlt in relief if a
taxpayer sought a PLR has been copied into Ree. R816-47. If one of
those events occurs, the taxpayer can now selfyggtovide a letter (the
text appears as an appendix to Rev. Proc. 20164#¥ administrator or
IRA trustee, and the rollover can be completed taxdree basis.

a. Warning: Rev. Proc. 2016-47 says, the taxpayer cwsiplete the
failed rollover as soon as reasonably possible #feeabatement
of the cause that triggered the failure; a taxpaykibe treated as
satisfying this request if the rollover is compteteithin 30 days
of abatement.

The list of the reasons that are covered by tHeceélification process:

a. An error was committed by the financial institutioaking the
distribution or receiving the contribution.

b. The distribution was in the form of a check andd¢heck was
misplaced and never cashed.

C. The distribution was deposited into and remaineanimccount
that the taxpayer mistakenly thought was a retirem&n or IRA.

d. The taxpayer’s principal residence was severelyadpu.

e. One of the taxpayer’s family members died.

f. The taxpayer or one of the taxpayer’s family meralveas
seriously ill.

g. The taxpayer was incarcerated.

h. Restrictions were imposed by a foreign country.

I. A postal error occurred.

J- The distribution was made on account of an IRS kwy the

proceeds of the levy have been returned the taxpaye
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k. The party making the distribution delayed providinfprmation
that the receiving plan or IRA required to complte rollover
despite the taxpayer’s reasonable efforts to oltkennformation.

How does this list compare to the list of factdrs tRS has considered
under Rev. Proc. 2003-16? Rev. Proc. 2003-16 #ag3$RS will consider
these factors:

a. errors committed by a financial institution, othiean as described
in Section 3.03 which permits self-certificationden Rev. Proc.
2003-16

b. inability to complete a rollover due to death, Oitity,

hospitalization, incarceration, restrictions impb$gy a foreign
country or postal error

C. the use of the amount distributed (for exampleéhencase of
payment by check, whether the check was cashed); an

d. the time elapsed since the distribution occurred.

As a practical matter, the factors that now appe&ev. Proc. 2016-47
are a rehash of the factors the IRS has used 30Q2

Good news if we fit into a category for which the IRS would rave
issued a favorable PLR under Rev. Proc. 2003-16, wien’t have to
apply for a PLR.

Bad news self-certification is not a blessing from the IR$he IRS can
still challenge the validity of a failed rollover.

Additional bad news IRS has not expanded the grounds for curing a
failed rollover: the list of reasons doesn’t expdmel factors or conditions
that the IRS has traditionally applied.

XV. Recent Examples That Show How the IRS Weighs thevaet Facts When a Taxpayer
Applies for a Letter Ruling Under Rev. Proc. 20@3-1

A. Owner Wishes to Invest in Nontraditional Assets Attémpts to Rollover Assets
from Unwilling IRA Provider to Willing IRA Provider- and Then Discovers that the
Willing IRA Provider Really is Not Interested

1.

When are we most likely to encounter this scendoioclients whose
IRAs have invested in non-publicly traded secusitie

a. Larger IRA custodians are increasingly reluctarddainister
IRAs that contain these assets.
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b. If that’s the case, why not simply effect a trustedrustee transfer
to an IRA custodian or IRA trustee who is willinghold the

asset?

That would be the perfect solution: it eliminateparting
(IRA custodians that initiate trustee-to-trustemgfers do
not issue Form 1099-R). And the recipient IRA woli&ve
been identified in advance.

Don’t count on this: those larger IRA custodiansiwio
keep their lives as simple as possible - and thevyitably
distribute the hot asset to our client. That plabesburden
on the client to find a successor IRA trustee @t@dian
and do so quickly - within 60 days.

The potential problem: client’s financial adviseegs that
the financial advisor’s organization will accepe thsset -
and only learns on the 55th day that the Compliaficeer
has rejected the transfer.

C. Does this scenario qualify for Rev. Proc. 2003-26ten 3.03
automatic approval? Let’s hope so, because if weaareach that
conclusion, the IRS may not be so generous.

PLR 201547010--IRA owner whose IRA custodian issaietieck to
acquire partnership interest but simultaneouslyadsa Form 1099-R to
treat the purchase as a distribution to the IRA@vand who failed to
complete a rollover within 60 daysnset entitled to relief. Instead, the
IRS treats the IRA owner as choosing to use thegads from the IRA To
fund a business venture rather than attempt tdahrelproceeds over into
an IRA for retirement purposes.

a. Facts:

Taxpayer maintained IRA #1 with Custodian D. Taxgray
wanted to purchase a partnership interest in RaheC.
Financial Advisor prepared the paperwork for Taxgrap
sign and on November 21, 2012, Custodian D issued a
check in Amount payable to Partnership C

Taxpayer: “l intended to have IRA #1 purchase the
partnership interest and hold the partnership éster

And that’'s what the Partnership’s records said: the
partnership agreement indicated that the interastiveld
by "Taxpayer A IRA".
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Iv. Unfortunately, the IRA #1 Custodian decided thatas
unable to hold the partnership interest and asultre
issued a Form 1099-R treating the distribution on
November 21, 2012, as a taxable distribution.

V. Taxpayer’s position in taxpayer’s request for agie letter
ruling to the IRS: Financial Advisor should havepared
paperwork to transfer cash from IRA #1 to Financial
Institution F, which would have held the partnepshi
interest on behalf of an IRA for Taxpayer.

The mistake was discovered in October, 2013, duhiag
preparation of Taxpayer A's 2012 tax return.

The IRS was not to have been impressed with theaiger’s
position. After citing the general requirement&iev. Proc. 2003-
16 for relief, which include errors committed bfirsancial
institution, death, hospitalization, postal eriacarceration, and/or
disability, the IRS concluded:

“In this instance, Taxpayer A chose to use the pr@ads from
IRA B to fund a business venture rather than attempto roll
the proceeds over into an IRA account for retiremen
purposes.

“Therefore, pursuant to section 408(d)(3)(l) of theCode,
Taxpayer A's request that the Service waive the 6Qay
rollover requirement with respect to the distribution of
Amount 1 is declined, and Amount 1 and any earningthereon
are therefore includible in Taxpayer A's gross incae for the
2012 taxable year.”

You May Do Better in Court: McGaugh v. CommissiofiEIC. Memo.
2016-28, 2-24-2016): IRA Owner Whose IRA Issuedige\Wransfer
From IRA to Corporation-Issuer and Whose IRA Reedithe Stock
From the Issuer More Than 60 Days After the Cheistribution Was a
Conduit and Did Not Receive a Taxable Distribution

a.

Raymond McGaugh maintained a self-directed IRA witktodian
Merrill Lynch, and the IRA held 10,000 shares afcstin First
Personal Financial Corp. (“FPFC”). Summer of 2041,
McGaugh requested that Merrill Lynch use funds flumIRA to
purchase an additional 7,500 shares of FPFC stock.

I. However, for reasons the record does not show,iMerr
Lynch would not purchase the shares directly on Mr.
McGaugh's behalf.
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Consequently, Mr. McGaugh requested that Merrithtly
initiate a wire transfer of $50,000 directly to RRFOn
October 7, 2011, Merrill Lynch initiated and FPFC
received the wire transfer. (There is no evideheg Mr.
McGaugh requested an IRA distribution to himsefr)
November 28, 2011, FPFC issued the stock cerifinat
in Mr. McGaugh's name but instead in the name of
“Raymond McGaugh IRA FBO Raymond McGaugh”, as
Mr. McGaugh had requested. FPFC claims that theksto
certificate was mailed to Merrill Lynch on or abdhbé
same day as the November 28, 2011, issuance d#be on
certificate; but because Merrill Lynch states titnat stock
certificate was not received until “early 2012 ¢ thax
Court treated the timing of the transmittal of gheck
certificate to Merrill Lynch as being in disputedaaaissume
it was in 2012--more than 60 days after the wiaagfer.

Believing the transaction to be subject to theonadl rules,
and believing the transfer to be outside the 60tuay,
Merrill Lynch reported the $50,000 transaction aaxable
distribution on Form 1099-R, “Distributions From
Pensions, Annuities, Retirement or Profit-SharitanB,
IRAS, Insurance Contracts, etc.” and refuses tt tiee
FPFC stock as an asset of the IRA. Mr. McGaughicoes
to object to the refusal.

IRS assesses a deficiency. McGaugh argues: | negeived
anything - the IRA made the investment; the cheak made
payable to FPFC, not me; the share certificateg esued in the
name of the IRA, not me. No distribution therefooeurred and
the 60 day time period therefore does not apptiieei

Tax Court:

There was no literal distribution of IRA funds taM
McGaugh.

McGaugh was, at most, a conduit of the IRA funds.

The Commissioner emphasizes that “[i]t appears that
petitioner is in possession of the purported stock
certificate.” Even if Mr. McGaugh had physical pession
of the stock certificate, he was not in construetigceipt of
the asset. The “essence [of constructive recesptjat
funds which are subject to a taxpayer's unfettecedmand
and which he is free to enjoy at his option are
constructively received by him whether he see®fénjoy
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4.

them or not.” Ancira v. Commissioner, 119 T.C. 381
(quoting Estate of Brooks v. Commissioner, 50 BE5,
592 (1968)). Here, the stock was issued not in Mr.
McGaugh's name but in the name “Raymond McGaugh
IRA FBO Raymond McGaugh”. Even with physical
possession of the stock certificate, Mr. McGaughiddmot
have realized any practical utility or benefit frone
certificate in the name of the IRA.”

Lesson to be learned:

a. Stick to the facts - facts which show an errorlom part of the
financial institution.

b. Don't create an inventive, hypothetical, unsubstaed alternate
world.

B. PLR 201606032-Spouse IRA Beneficiary’s Failure fie& Timely 60 Day IRA
Distribution Rollover Waived-Beneficiary of IRA Wdsstate; Estate Poured Over to
Trust; Spouse Was Executor of Estate and TrusSahel Beneficiary of Trust-Spouse
was Therefore Eligible to Rollover the Distributiand Failure Was due to Emotional

Stress

2.

“The information and documentation submitted by Jayer A are
consistent with her assertion that the failuredoomplish a rollover of
Amount 1 from IRA C into her own IRA within the Glay period
prescribed by 408(d)(3)(A) of the Code was duéntoamotional distress
following her husband's death and the stress ofradtaring his estate.”

Good news for the surviving spouse.

C. PLR 201542010-IRS Declines to Waive IRC 8408(dj@)Day Rollover
Requirement-Executor Failed to Produce Evidence Deaedent Withdrew Funds from
IRA Prior to Death With the Intent to Rollover tBéstribution to a New IRA-Death
Prior to End of 60 Day Period Was Not Sufficientthéut Evidence of Intent to Roll

Over

Decedent A was not happy with the rate of returnRk X and requested
a distribution of Amount D from IRA X to be wired his Bank C
checking account. That took place; however, befflieedent could take
any further action, Decedent died.

Time passes; surviving spouse -- Taxpayer B -pmated executor of
Decedent’s estate; the checking account is tramsféo an account in the
name of the estate.
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The following year, surviving spouse receives ar@099-R from the
custodian of IRA X - and realizes that no actiorswaken with respect to
the withdrawal from IRA X.

IRS response:

“Taxpayer B has not presented adequate evidenbe tService that
shows Decedent A's intent to roll over Amount DnfrtRA X into a
rollover IRA. The information presented and thewaentation Taxpayer
B has submitted is consistent with her assertiahErecedent A took a
distribution totaling Amount D from IRA X, but n@ltover IRA was
established and there was no documentation signé&skbedent A
showing his intent to establish a rollover IRA.

“Therefore, pursuant to section 408(d)(3)(I) of ®ede, the Service
hereby declines to waive the 60-day rollover regient with respect to
the distribution of Amount D from IRA X.”

D. Lessons to be Learned

1.

2.

Do not make IRA distributions to IRA owners or IRA beroédiries.

Instead, IRA owners and beneficiaries who have rtitae one IRA may
make multiple direct transfers from the trusteewstodian of one IRA to
the trustee or custodian of another IRA withowggering the IRC
8408(d)(3)(B) limitation. Rev. Rul. 78-406, 197828. 157:
trustee/custodian to trustee/custodian transfeemsferring does not
result in a “distribution” within the meaning of Gk8408(d)(3)(A).

XVI.  Watch Out for Unexpected Failures If a Client Hag&ged in a Prohibited Transaction
Involving the Client’s IRA

A. The issue

1.

IRC 84975 imposes an initial tax and an additidarlon each
“disqualified person” who patrticipates in a “proitdal transaction.

a. What is a “prohibited transaction”? IRC 84975(c)(Bny direct
or indirect—

(A) sale or exchange, or leasing, of any propeetyvieen a plan
and a disqualified person;

(B) lending of money or other extension of creditieen a plan
and a disqualified person;

(C) furnishing of goods, services, or facilitiesween a plan and a
disqualified person;
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(D) transfer to, or use by or for the benefit oflisqualified person
of the income or assets of a plan;

(E) act by a disqualified person who is a fiduciatyereby he
deals with the income or assets of a plan in his mterests or for his
own account; or

(F) receipt of any consideration for his own peeda@tcount by
any disqualified person who is a fiduciary from goayty dealing with the
plan in connection with a transaction involving theome or assets of the
plan.”

b. Who is a “disqualified person”? IRC 84975(e)(2p&ason who is-

(A) a fiduciary;
(B) a person providing services to the plan;
(C) an employer any of whose employees are cougydhde plan;

(D) an employee organization any of whose memhersavered
by the plan;

(E) an owner, direct or indirect, of 50 percentrmre of—

(i) the combined voting power of all classes ot&to
entitled to vote or the total value of shares btksses of stock of
a corporation,

(i) the capital interest or the profits intere$teo
partnership, or

(ii) the beneficial interest of a trust or uninporated
enterprise, which is an employer or an employearzgtion
described in subparagraph (C) or (D);

(F) a member of the family (as defined in paragréghof any
individual described in subparagraph (A), (B), (@)(E);

(G) a corporation, partnership, or trust or estétehich (or in
which) 50 percent or more of—

(i) the combined voting power of all classes ot&to

entitled to vote or the total value of shares bEksses of stock of
such corporation,
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(i) the capital interest or profits interest ofthu
partnership, or

(ii) the beneficial interest of such trust or ésta

is owned directly or indirectly, or held by persatescribed in
subparagraph (A), (B), (C), (D), or (E);

(H) an officer, director (or an individual havingwers or

responsibilities similar to those of officers oratitors), a 10 percent or
more shareholder, or a highly compensated empl@@aaing 10 percent
or more of the yearly wages of an employer) of s@e described in
subparagraph (C), (D), (E), or (G); or

(I) a 10 percent or more (in capital or profitsytpar or joint

venturer of a person described in subparagraph(ip3)(E), or (G).

C.

d.

IRC 84975(d) contains a laundry list of exemptions.

IRC 84975(a) imposes an initial tax equal to 15%hefamount
involved on each disqualified person who particdah a
prohibited transaction which does not qualify farexemption. If
the prohibited transaction is not corrected befbeelRS issues a
notice of deficiency or assesses the initial tagntiIRC 84975(b)
imposes an additional tax on each disqualifiedg@erequal to
100% of the amount involved.

There is one circumstance in which a prohibitedga&tion willnot
trigger the initial or the additional tax. It triggs something worse.

a.

Under Code Sec. 408(e)(1), an IRA is exempt frooomne tax.
However, Code Sec. 408(e)(2)(A) provides thatufjmg any tax
year an individual or his beneficiary engages iy mansaction
prohibited by Code Sec. 4975 with respect to his, fRe IRA will
cease to be an IRA as of the first day of the &aryCode Sec.
408(e)(2)(B) provides that in any case in whicHRA ceases to
be an IRA because of this rule, Code Sec. 408(d)f)ies as if
there were a distribution on the first day of tae year in an
amount equal to the fair market value (on that adygll assets in
the account.

Result: if an IRA owner or beneficiary engages moa-exempted
prohibited transaction, the entire value of the liRAnediately
becomes includible in gross income - and the assé¢te IRA will
not be eligible for the “federal” bankruptcy pratiea for
“retirement assets” (see below).
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B. How Might an IRA Owner Run Afoul of These Rules?

1. Code Sec. 4975(c)(1) lists transactions that ctutstprohibited
transactions, such as a transfer to, or use bgrahé benefit of, a
disqualified person of the income or assets oba.pgbpecifically, Code
Sec. 4975(c)(1)(B) prohibits “any direct or indite¢ending of money or
other extension of credit between a [retiremerdhmnd a disqualified
person.”

2. Under Code Sec. 4975(e)(2)(A), a “disqualified patds defined as a
fiduciary, i.e., any person who exercises any éiscnary authority or
discretionary control respecting management of gl@h or exercises any
authority or control respecting management or digjmm of its assets.

3. Result: IRA owners are fiduciaries and, therefasgjdalified persons. If
an IRA owner engages in a transaction that resulgy indirect loan
from the IRA to the IRA owner, or if the transactimvolving the IRA
has the effect of making more valuable other asseted by the IRA
owner, a prohibited transaction will occur for whithere is no exemption.

C. Rollover as Business Startup” (ROBS)
1. What is a ROBS?

a. Step #1: Aspiring Entrepreneur recently terminadted
employment with Public Corporation and possessasaningful
balance in the Public Corporation Retirement PAepiring
Entrepreneur effects a direct rollover of her baéaim the Public
Corporation Retirement Plan to a traditional IRAlletshe scouts
for a new business opportunity.

b. Step #2: Aspiring Entrepreneur creates a C corjmorat
(NewCorp), but does not immediately issue any @a@tion
stock.

C. Step #3: NewCorp-- which has no assets or liakditt adopts a
retirement plan that sanctions up to 100% of tla@ plssets
attributable to rollover contributions to be invegsin C
corporation employer securities (the “NewCorp Rr8haring
Plan”).

d. Step #4: Aspiring Entrepreneur transfers the baander
traditional IRA to the NewCorp Profit Sharing Play a direct
rollover (custodian to plan trustee transfer) omlyot-more-than
once-per-year compliant 60 day limit rollover. Tdistribution is
allocated to Aspiring Entrepreneur’s account inlesvCorp
Profit Sharing Plan.
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e. Step #5: Aspiring Entrepreneur causes NewCorpsieeisll of its
stock to its first shareholder, NewCorp Profit ShaiPlan, and in
exchange for the proceeds held in Aspiring Entregu€es account
in the NewCorp Profit Sharing Plan. The NewCorgkts
allocated to allocated to Aspiring Entrepreneucsaant in the
NewCorp Profit Sharing Plan.

f. Step #6: NewCorp now possesses liquid capitalgaterthe 9th
investment wonder of the world that Aspiring Entexeur has
envisioned. Because all of NewCorp’s stock has ladlenated to
Aspiring Entrepreneur’s account in the NewCorp RiSiaring
Plan, future participants in the NewCorp Profit g Plan will
not be able to invest in NewCorp stock.

g. Result: Aspiring Entrepreneur has used rolloveceeals to start
up or acquire a business and avoid tax on theraiigiistribution
of Aspiring Entrepreneur’s interest in the Publior@oration
Retirement Plan.

h. IRS has expressed concern about potential abusesisding
ROBS arrangements, and has completed a compliaopxpthat
investigated ROBS arrangements. http://www.irs.Betitement-
Plans/Employee-Plans-Compliance-Unit-(EPCU)---Caateal-
Projects---Project-with-Summary-Reports-%E2%80%93-
Rollovers-as-Business-Start-Ups-(ROBS). IRS hadipusly
issued examination guidelines for its employee glagcialists
when reviewing ROBS arrangements. http://www.irg/gob/irs-
tege/robs_guidelines.pdf

If a ROBS arrangement results in a prohibited tatisn, then bad things
will happen--Peek and Fleck v. Commissioner, 14D. No. 12 (May 9,
2013) --individuals' guarantees of loan to compawped by their IRAs
were prohibited transactions

a. In this case, the aspiring entrepreneur taxpayepogled a variant
of the prototypical ROBS arrangement upon whichlf has
frowned. Instead of causing NewCorp to create diftpch
retirement plan to which Aspiring Entrepreneur sfans the
proceeds of what began as the distribution fronPihielic
Corporation Retirement Plan, Aspiring Entreprersonply caused
Aspiring Entrepreneur’s traditional IRA to purchasewCorp’s
stock.

b. The rub: the distribution wasn’t sufficient to sd&yi NewCorp’s
cash needs. NewCorp borrowed money - and the agpiri
entrepreneur taxpayers guaranteed the loan.

58



C. Result: a prohibited transaction: the fiduciariegaged in an
extension of credit to or for the benefit of thAlR

D. Ellis v. Commissioner (8th Cir. June 5, 2015)-A Mat on the ROBS Produces
the Same Bad Result

1.

Ellis rolls over a distribution from his now-formemployer’s 401(k) plan
to a “self-directed IRA.” Ellis directs the IRA tavest in a newly created
limited liability company, CST Investments, LLC (83”); in exchange
for investing the entire $319,500 balance in tha,lRe IRA received a
98% interest in the limited liability company. Litad liability company
purchases a used car business and pays a saHliig tior his services as
the general manager.

Court: “By directing CST to pay him wages from fgritiat the company
received almost exclusively from his IRA, Mr. Elésgaged in the
indirect transfer of the income and assets of ¥ flor his own benefit
and indirectly dealt with such income and asseat$iown interest or his
own account.” That's a prohibited transaction.

Ellis argued, there is an exemption: 84975(d)(X¢)ueles from the list of
prohibited transactions the "receipt by a disqgieipperson of any
reasonable compensation for services renderedy tind reimbursement
of expenses properly and actually incurred, inpgormance of his
duties with the plan.” The 8th Circuit rejectedstargument: this
exemption applies only to compensation for servieeslered in the
performance of plan duties. CST compensated Hlifis services as
general manager of the company, not for any sesviglated to his IRA.
Result: IRC § 4975(d)(10) does not apply.

E. A Prohibited Transaction Involving an IRA Owner Thesults in the Loss of
Exempt Status for the IRA Also Exposes the IRA taifs of Creditors in Bankruptcy

1.

The Bankruptcy Abuse and Consumer Protection ARIDEB, signed into
law on April 20, 2005 and effective as of Octob@r 2005 (“BACPA”)
added a new provision to 8522(b)(3), which listsess of a debtor in
bankruptcy that are exempt from claims of creditbtise debtor elects to
use the federal exemptions rather than state exemspiThe new federal
exemption appears in 8522(b)(3)(C).

“(C) Retirement fundgo the extent that those funds are in a fund or
account that is exempt from taxation undersection401, 403408,
408A, 414, 457, or 501(a) of the Internal RevenodeCof 1986.”

In Re: Kellerman, (Bk Ct., E. AK, May 26, 2015)

a. IRA owner caused the IRA owner’s self-directed IRApurchase
four acres of land adjacent to property owned b¥la@ in which
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the IRA owner and his wife were the sole equal mensibThe
LLC owned 120 acres. The IRA then contributed #rallto a
partnership with the LLC to facilitate developmeiithe LLC’s

property.

b. Result: the transaction enabled the IRA ownerfidciary -- to
use the IRA’s assets for the personal benefit®fi®A owner (the
ability to develop the 120 acres owned by the Lhé&t the IRA
owner possessed that 50% membership interest).

C. That constituted a prohibited transaction that irdiawely
terminated the exempt status of the IRA. When & dwner
subsequently filed for bankruptcy protection, tRé lassets failed
to qualify for the federal exemption.

F. Thiessen v. Commissioner (U.S. Tax Court, 146 N@..7, 3-29-2016)-- IRA
Owners' Personal Guarantees of Loans to a Compamg®by Their IRA Constitute
Prohibited Transactions

1.

June, 2003: James and Judith Thiessen, who hatéjoghated their
employment with Dillon Cos. Inc. (an affiliate oféger Co.) wished to
purchase the assets of a metal fabrication busifmesgenerate the funds
necessary for the acquisition, they rolled oveirtbdlon Cos. Inc.
qualified retirement plan account balances (a wit$432,076.41) into
newly established IRAs. The Thiessens then incatpdrElsara, and the
new IRAs purchased stock in Elsara for a toté#481,500. Armed with
this cash, Elsara entered into an asset purchaseragnt with the owner
of the metal fabrication business to acquire thsesfor $601,977.50.
Since that cash was not sufficient to satisfy thi&e purchase price, the
seller agreed to provide seller financing: Elsasued a promissory note
to the seller for $200,000. The Thiessens perspgathranteed that loan.

The Thiessens excluded the rollover contributiemftheir gross income
on their 2003 income and did not disclose the Ipaarantee on their 2003
return.

Tax Court:

a. The Thiessens' IRAs constituted "plans,” as that is used in
IRC 84975. The Thiessens were "disqualified persdahsy
exercised discretionary authority or discretionamptrol over the
management of their IRAs, as well as over the mamagt and
disposition of the assets of their IRAs.

b. The loan guarantee constituted an indirect extensi@redit to the
IRAs and therefore constituted a prohibited tratisac
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Result: The Thiessens’ IRAs ceased to qualify assIBn account
of the guarantees as of the first day of the taxgbar in which the
prohibited transaction occurred and the Thiessengr@ated as
having received distributions as of that date etuéhe fair
market value of the assets in their IRAs.

Because the unreported gross income from the deemed
distributions exceeded 25 percent of gross incan&ak year
2003, the three year statute of limitations of ass®nt and
collections was extended by statute to six yedns. TTax Court
found that the Thiessens’ return disclosure ofrttlevers as tax-
free wasn't sufficient to put IRS on notice thatipieners had
engaged in the prohibited transactions.

XVII. Does the BACPA Federal Exemption Shield InheriRdd When the Beneficiary
Seeks (or is Involuntarily Forced into) Bankruptcy?

A. The Split in the Circuits

1.

Chilton v. Moser (In re Chilton74 F.3d 486 (5th Cir. 2012): inherited
IRAs are exempt from taxation under tax code Sacti@B(e) and
therefore satisfy the “retirement funds” bankrupkegteral exemption
requirement.

In re Clark 714 F.3d 559, 55 EBC 1756 (7th Cir. 2013): tHeCircuit
came to the opposite conclusion.

B. The Dispute Among The Circuits Is Resolved: U.Sr8me Court Rules That
Inherited IRAs Are Not “Retirement Funds” and aret Entitled to a Federal Exemption
from a Debtor’'s Bankruptcy Estate

1.

Clark v. Rameker, 134 S.Ct. 2242 (2014): Funds heidherited IRAs
are not “retirement funds” within the meaning o28®)(3)(C).

C. State Exemptions May Still Be Available to Shietdhérited IRAs from Claims of
Creditors of the Owner of the Inherited IRA

1.

The Supreme Court's decision was based solelyefetiteral exemptions
in the Bankruptcy Code. Debtors may elect to usedaw exemptions; a
number of states provide more generous exemptimhexclude inherited
IRAs from claims of creditors.

States with more generous exemptions include Alaskaona, Florida,
Missouri, North Carolina, Ohio, and Texas.

61



D. May a Plan Sponsor Use the Voluntary Correctiogifm to Retroactively Fix
a Retirement Plan So as to Qualify for the Fedexamption?

1.

Issue: if a debtor participates in a qualifiedreghent plan that had lost its
qualified status as of the date of the debtor’skBaptcy Court petition,
then the qualified plan benefit does not meet #fendion of “retirement
funds” in 522(b)(3)(C)-- the arrangement must benegt from tax.

In re: James Gilbraith (U.S. Bankruptcy Ct AZ 1224): although plan
failed to qualify due to a document failure, thétes adopted a new
prototype plan document and obtained retroactilrefarough EPCRS.
The relief re-qualified the plan, as of a date iptiothe date of the
Bankruptcy Court petition.

Held: as long as the correction is retroactive tiage prior to the petition
date, the qualified plan benefits do meet the dedimof “retirement
funds.”

E. Distribution From a Traditional IRA to Purchaseecton 408(b) Individual
Retirement Annuity: Does the Individual Retirem@ninuity Qualify for the
522(b)(3)(C) “Retirement Funds” Exemption?

1.

Issue: Although 522(b)(3)(C) specifically includ&C 8§408(b) individual
retirement annuities as vehicles that can constitetirement funds,” the
IRC definition of an “individual retirement annuitglaces a limit on the
size of the premiums that may be paid: (1) the reme may not be fixed;
and (2) the annual premium on behalf of any indigidnay not exceed
the IRC 8219(b)(1)(A) annual deductible contribatlonit for an IRA, or
(i) the individual's includible compensation ftretyear. IRC
8408(b)(2)(A) and (B).

Running v. Miller (8th Cir. 2-13-2015): prior tdifig for bankruptcy, the
debtor withdrew $267,300 from a traditional IRA amgkd the distribution
to purchase an individual retirement annuity.

Issue: was that transfer a “premium” that excedtledRC 8408(b) limits
and thereby disqualified the arrangement? Thatatuhe bankruptcy
trustee argued.

8th Circuit: No, eligible rollover distributions dwt constitute
“premiums” as that term is used in IRC 8408(b)(2).

62



XVIIl. How Do We Avoid the 50% Excise Tax for Failure tayé Received Minimur
Required Distributions?

A. Background.

1.

3.

Code 84974(a) imposes a 50% excise taxhe amount by which th
minimum required distribution exceeds the actuabam distributec
during the taxable ye:

Code 84974(d) provides that the IRS may waive arpaa of the excis
tax if the taxpayer can show that the shortfathi& distributioramount
was due to reasonable error and that approprieps stre being taken
remedy the shortfa

Use Form 5329 to report the tax on excess accuinng

B. Can We Avoid Paying the Excise Tax “Up Frot

1.

Yes. Here is an excerpt from IRS Publication “Individual Retiremen
Arrangements (IRAS)

“If the excess accumulation is due to reasonalla eand you have take
or are taking, steps to remedy the insufficientriigtion, you can reque
that the tax be waived. If you believe you qualdy this relief, attach .
statement of explanation and complete Form 5328saisicted unde
Waiver of tax in the Instructions for Form 5329a¢e 59.

Here is the text of the relevant portion of Forn2%:

L'l Additional Tax on Excess Accumulation in Qualified Retirement Plans (Including IRAs)
Complete this part if you did not receive the minimum required distribution from your qualified retirement plan.

50
51
52
53

Minimum required distribution for 2013 (see instructions) . . . . . . . . . . . . . . | 50 |
Amount actually distributed toyou in2013 . . . . . . . . . . . . . . . . . . . | 51 |
Subtract line 51 from line 50. If zero or less, enter-0- . . . . . . . . . . . . . . . | 52 |
Additional tax. Enter 50% (.50) of line 52. Include this amount on Form 1040, line 58, or Form 1040NR, line 56 | 53

1.

The instructions to Form 5329 s

Waiver of ta.. The IRS can waive part or all of this tax if yocan show
that any shortfall in the amount of distributionasadue to reasonat
error and you are taking reasonable steps to retmedshortfall. If you
believe you qualify for this relief, attach a ement of explanation ar
file Form 5329 as follow

1. Complete lines 50 and 51 as instruc

2. Enter “RC” and the amount you want waived ingpdineses on tr
dotted line next to line 52. Subtract this amouwaonf the total shortfa
you figured withot regard to the waiver, and enter the result on3ia
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3. Complete line 53 as instructed.

You must pay any tax due that is reported on liBeThe IRS will review
the information you provide and decide whetherremgyour request for a
waiver.

XIX.  Commonly Encountered Minimum Distribution IssuesyMack Clear Answers

A. A Frequently Encountered Issue: If a Trust is te@&iciary of an IRA, and the
Trust Has More Than One Beneficiary, How Do We Datee the Required Distribution
for Each Trust Beneficiary

1. The Problem

a. The “separate accounts” rule in Reg. §1.401(a)(9&A-2(a)(2)
(which also applies to distributions from IRAS) say

“If the employee's benefit in a defined contributjgan is divided into separate
accounts and the beneficiaries with respect toseparate account differ from the
beneficiaries with respect to the other separatewats of the employee under the plan,
for years subsequent to the calendar year contpthandate on which the separate
accounts were established, or date of death if, lateeh separate account under the plan
is not aggregated with the other separate accaunaksr the plan in order to determine
whether the distributions from such separate adcounder the plan satisfy section
401(a)(9) Instead, the rules in section 401(a)(9) separatapply to such separate
account under the planHowever, the applicable distribution period foclkeauch
separate account is determined disregarding thex bdmeficiaries of the employee's
benefit only if the separate account is establisired date no later than the last day of
the year following the calendar year of the empédyeeath.” (Emphasis added.)

b. If this rule applies, then each beneficiary of eseparate account
may use his or her life expectancy to determinehiser
applicable distribution period, and do so withoifiéeting any
other beneficiary of another separate account.

C. What, then is the problem? The separate accountings not
apply to trusts. Reg. 881.401(a)(9)-4, Q&A-5(c) dmi01(a)(9)-5,
Q&A-7 provide that we must use the age of the dltidssignated
beneficiary — i.e., the beneficiary with the shettéde expectancy.

2. How Does This Affect Trusts

a. IRA owners frequently designate a revocable traghe
beneficiary of the IRA. The trust provides that #ssets of the
trust will be divided into separate funds for eaemeficiary, in the
proportions specified in the trust, and then paidsually over an
extended period of time, which may vary with thgree of
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3.

4.

generational separation from the IRA owner (théhfer removed,
the longer the period of time assets are heldust)r

Result: a trust can have beneficiaries who varglyiin age: a
surviving spouse; an aged relative; children; arahdchildren.

If the required distribution must be calculated dtirbeneficiaries
based on the age of the oldest beneficiary--ratiear separately
for each beneficiary--, then distributions for fleingest
beneficiaries will be dramatically accelerated.

Pre-Mortem Planning Considerations

a.

The IRA owner and trust grantor may wish to consafsignating
the “old” beneficiaries of the trust as direct bieciaries of the
IRA instead of the trust.

I. Problem: they may not be competent to handle thesets.

il. Solution: an individually designed IRA that contin
language identical to that in the trust to regutedes and
when those IRA assets will be distributed.

Another solution: instead of designating the “Ttuas the
beneficiary of the IRA, designate each sub-trusatad under the
terms of the Trust for each of the individual beciafies.

I. We circumvent the prohibition on the use of theasafe
account rule.

il. See PLR 200528031: IRS agrees that designatingatepa
sub-trusts established under the terms of trushipethe
use of the “separate account” rule, but designdtiegrust
does not, even if trust assets are subsequenilyedivnto
sub-trusts.

iii. Problem: we lose flexibility in determining how nmugoes
to each share.

Post-Mortem Solutions

a.

The trustee of the Trust can effect IRA-to-IRA s#ars of each
Trust beneficiary’s interest in the Decedent’s IRAthe same
fashion as described for pre-mortem planning.

Accomplish this prior to September 30 of the cadngar
following Decedent IRA Owner’s death.
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C. Result? Arguably, use each trust beneficiary'sditpectancy to
determine the annual minimum required distributifsom his or
her transferee IRA.

d. The problem: the Final Regulations do not address this iskue.
the Private Letter Rulings issued to date, the estpurs asked for a
more conservative ruling from the IRS: use the @gée oldest
Trust beneficiary, regardless of when the trandfethe IRAs
occurred.

I. Point to consider: requestors may have acceddddo t
request only after requesting the more aggressisdipn
and being told by the IRS that it would not issue a
favorable ruling unless the requestors changed tbguest
to the more conservative position.

B. Who is a “Contingent Beneficiary” And Why Do We @arAnd Is the Term as
Broad as It Might Seem (and as Many of Us ThougRt)R 201633025 Provides
Surprisingly Favorable Guidance

1. The issue

a. Reg. §1.401(a)(9)-4, Q& A-3: only individuals mag tesignated
beneficiaries for purposes of 8401(a)(9).

I. A person who is not an individual, such as the
employee's/IRA owner’s estate, or a charity, matyteoa
designated beneficiary.

il. If a person other than an individual is designaea
beneficiary of plan/IRA, the participant/IRA owneill be
treated as having no designated beneficiary fopgaes of
section 401(a)(9), even if there are also indivisua
designated as beneficiaries.

iii. If this happens, then we must use the age of theaded
participant/IRA owner to determine the applicable
distribution period over which required minimum
distributions must be made. That could be a veoytsh
period of time -- a lot shorter than if we couletuke age
of the individuals who are also designated bereagfies.

b. If a trust is the designated beneficiary of a matRA, Reg.
81.401(a)(9)-4, Q& A-5 provides that beneficiardsa trust with
respect to the trust's interest in an employeeisfiigand not the
trust itself) will be treated as having been desigd as
beneficiaries for purposes of determining the ayablie
distribution period if certain requirements are nig.
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81.401(a)(9)-5, Q& A-7(a): if plan participant/IRéwner has
more than one individual that is a designated heiaey, the
designated beneficiary with the shortest life expecy will be the
designated beneficiary for purposes of determitinegapplicable
distribution period.

I. Result: one older beneficiary among a gaggle ohgeu
beneficiaries accelerates the distribution perard f
everyone.

Reg. 81.401(a)(9)-5, Q& A-7(b):@ntingent beneficiary (one
whose entitlement to an employee's benefit afer th
participant/IRA owner’s death is a contingent rjgbtconsidered a
beneficiary for purposes of determining the dedigthdoeneficiary
with the shortest life expectancy and whether aqgepther than
an individual is a beneficiary, except as provide&eg.
81.401(a)(9)-5, Q& A-7(c)(1).

Reg. §1.401(a)(9)-5, Q& A-7(c)(1): for purposedetermining
the beneficiary with the shortest life expectancybether a
person other than an individual is a beneficiangeeson willnot
be considered a beneficiary merely because thabpeould
become the successor to the interest of one @drtioyee’s
beneficiaries after that beneficiary's de&tbwever, this
exception does not applythat's bad news) to a person who has
any right (including a contingent right) to a plaarticipant’s/IRA
owner’s benefit beyond being a mere potential ssgmeto the
interest of one of the employee's beneficiarienupat
beneficiary's death.

I. Example: if the first beneficiary has a right tbiatome
with respect to an employee's individual accoumindu
that beneficiary's life and a second beneficiary haight
to the principal but only after the death of thrstfincome
beneficiary (any portion of the principal distribdtduring
the life of the first income beneficiary to be heidrust
until that first beneficiary's deatt)pth beneficiaries must
be taken into account in determining the beneficiay
with the shortest life expectancy and whether only
individuals are beneficiaries.

Now for the conundrum: we frequently encountertsus which
assets are held for a period of time, if not fa life of, the
primary beneficiaries of a trust, and, if a primagneficiary dies
before his or her trust assets are exhausted, #s3&ts go to
others. What if the others include an older gemanandividual or
a charity? If we have to count those individualafities among
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the class of “designated beneficiaries,” have vee guamatically
shortened the applicable distribution period arairdtically
accelerated the period of time over which IRA/plstributions
must be made to the primary beneficiaries?

2. PLR 201633025 Provides Surprisingly favorable guaga

a.

Terms of trust: pay net income to Child, plus rastee’s
discretion, distribute principal for health, educaf welfare and
general maintenance, until Child reaches age 3Dhildl is alive at
age 50, distribute remaining trust assets to CHildhild dies

prior to attaining age 50, trust will terminate amitl be distributed
to the Child’s children (hold in trust until a gdohild reaches age
21). If a child of Child dies before attaining &, beneficiary's
share is paid to the beneficiary's personal reptasiees. If Child
and all her issue die prior to final distributiohassets from Trust,
distribute the remaining assets to Child’s brotmedt sister; if they
are not alive at that time, distribute the remajragsets to various
charitable organizations.

Must the brother and sister and/or the charitiesaken into
account in determining the beneficiary with thersést life
expectancy and whether only individuals are bersfes? The
general rule on contingent beneficiaries, and #ueggtion which
forces us to include them, is not a model of ¢farit

PLR 201633025: No, we do not have to include tloghar or the
sister or the charities. We do have to include €aild Child’s
children - but not the more remote beneficiariebly®/

“Individual E [Child] is taken into account as asdgated
beneficiary because she is entitled to all netnmeof Trust while
she is alive and is entitled to a distributioniud entire trust if she
attains age 50. Individual F and Individual G [tieldren of
Child] are also taken into account as designateefi@aries
because the trustee has the discretion to makédisdns of
principal to them during Individual E's lifetimerftheir health,
education, support, or maintenance, in additiotiéar contingent
interest in the remainder of the Trust if Indivitiiadies before
receiving full distribution of the Trust at age 20l other potential
recipients of the funds in the Trust are mere susser
beneficiaries within the meaning of the regulatioris

Can you articulate the distinction?
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C. To Whom Should a Qualified Plan Distribution bed®@ueling Beneficiary
Scenarios

1. Mays-Williams v. Asa Williams, Jr. (9th Cir. 1-2&}t the decedent plan
participant notified the qualified plan administnabf the participant’s
wish to change beneficiaries (to remove an ex-gpans substitute a
child from a previous marriage) and gave the adstiator all of the
information to effect the change -- but never caetga the beneficiary
designation form that the administrator sent togtla@ participant. The
decedent was not married at the time of the ded¢sdéeath.

a. Since the governing qualified plan documents didfoomally
incorporate a requirement to submit a form spetifig the plan as
a condition to effecting a beneficiary designationchanging a
beneficiary designation, state law will govern wiegtthe actions
taken by the plan participant constituted a vaédddficiary
designation.

b. Xerox plan document: unmarried participants “sdaignate” a
beneficiary, and “may change [the] designationexidficiary from
time to time.” Summary plan description: a partaip“may visit
the Your Benefits Resources web site . . . ortballXerox
Benefits Center . . . to complete or change [hesidiiciary
designation at any time.” SPD says that, upon #galdof an
unmarried participant, “a valid beneficiary desityoia must be on
file with the Xerox Benefits Center prior to .death,” or Xerox
will disburse benefits to the participant’s estate.

C. ERISA 8404(a)(1)(D): ERISA fiduciaries must distrtb benefits
“in accordance with the documents and instrumeot®ining the
plan.” Issue: did the Xerox plan administrator’s benefigia
designation form rise to the level of “documentsd amstruments
governing the plan”?

d. 9th Circuit: No, the forms do not constitute “docamts and
instruments,” since neither the plan document hersummary
plan description formally incorporate them or reqsubmission
of a form to effect a beneficiary designation farummarried
participant.

I. The 9th Circuit noted that the phrase, “documents a
instruments governing the plan” also appears inS2RI
§404(a)(1)(D)’s prudent person standard of ¢dre.
Kennedy v. Plan Administrator for DuPont Savings &

"“[A] fiduciary shall discharge his duties with gect to a plan solely in the interest of the pigéints and
beneficiaries and...in accordance with the documamdsinstruments governing the plan...”
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Investment Plan, 555 U.S. 285 (2009), the U.S. &uapr
Court declined to decide whether the category of
“‘documents and instruments governing the plan” dlesd
in ERISA sec. 404(a)(1)(D) included beneficiary
designation forms in circumstances similar to thflaseng
the Xerox plan.

il. Only those documents that provide information as to
“where [the participant] stands with respect to phan,”
such as an SPD or trust agreement, could qualify as
governing documents with which a plan administratost
comply in awarding benefits under ERISA 8404 (aJd))(

iii. Because the beneficiary designation forms in tlesegmt
case don’t provide that information -- in this case
forms only confirm the participant’s attempt to nbe his
designated beneficiary — the forms are not “plan
documents” governing the administrator’'s awardlahp
benefits.

e. The 9th Circuit concludes that, since nothing i pihan
documents prohibits unmarried plan participantsifro
telephonically designating or changing beneficertbe trial court
must determine whether the decedent strictly ostsurially
complied with the governing plan documents -- whigtolves
around state law.

2. Lesson to be learned:

a. Avoid this problem: make sure that beneficiary geations on
forms completed in a manner acceptable to the IBActlian have
been filed in the manner specified in the IRA doeuts.

b. Don’t count on using this case: ERISA §8401 et. sety apply to
employer-sponsored employee benefit plans -- iddia
traditional IRAs are not subject to ERISA TitlePlart 4. State law

will apply.

C. Example: LeBlanc v. Wells Fargo, 134 Ohio St. 36,2910-
Ohio-5458 (November 28, 2012)

I. The IRA custodian’s beneficiary and change of biersfy
procedures must be followed in order to effectively
designate a beneficiary or change a beneficiary.

il However, the IRA custodian’s procedures are intdride
protect the IRA custodian. Therefore, the custodiay
waive its procedures if it chooses to do so. If¢hstodian
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elects to file an interpleader action to enableartcto
determine who is the beneficiary when two or maespns
allege that the IRA owner designated one of thetha&s
beneficiary, the IRA custodian waives its procedure

iii. If the custodian waives its procedures, then Géwo |
involving disputes among putative beneficiariesifef
insurance policies will apply to disputes amongptiue
beneficiaries of IRAs: the “clearly expressed itit¢est. If
the IRA owner’s intent to change beneficiaries wlaarly
communicated to the custodian, the proceeds witidie to
the newly designated beneficiary rather than tootinganal
beneficiary.

XX. It's OK to Be a Pig, But Don’t Be a Hog-Pigs Get;Hdogs Get Slaughtered.

A.

How to be a Hog: Claim Losses Incurred by an IRAYomir Individual Income

Tax Return -- Fish v. Commissioner, T.C., No. 10831 T.C. Memo 2015-176, 9-10-

2015

B.

Ronald Craig Fish, a semi-retired California patgtdrney, caused his
IRA to invest in interests in two pipeline and sige master limited
partnerships. For 2009, each MLP provided the IRth & K-1; one
reported a $66,000 loss and the other reporte@#8 loss. During that
same year, Fish received a $40,585 distributiom finis IRA and a Form
1099-R from the IRA custodian reporting that disition.

Fish reported the distribution as ordinary incoméehes 2009 Form 1040.
He also attached a Schedule E in which he repthetbsses on the two
K-1s.

IRS issued a notice of deficiency: only the IRA ntdgim the loss. Fish’s
argument: that's not fair! The loss isn’t worth #mgg to a tax-exempt
entity such as the IRA. The IRS also assessedRfBie86662(a) 20%
accuracy-related penalty

Tax Court: too bad: “While petitioner may not agrvgéh the way the law
is written and may have reasons he believes suppartging the law, we
cannot do that for him.” Both the addition to taxd interest) and the
assessment of the 20% accuracy related penaltysustained.

Powell v. U.S. (Ct. Fed. Claims 3-15-16)-A Tax-FRa@lover Requires a

Rollover to a Plan or IRA Expressed in the Forna &¥/ritten Document-Taxpayers
Never Formalized or Signed a Written IRA or Plastiament

James Clement Powell and Lucy Hamrick Powell wighnd$78,000 from
their IRAs in 2004 and excluded the distributioonfrincome, reporting
the $78,000 as having been rolled over to anofRAr |
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2. An audit occurs (this is what can happen when tsigilbluting IRA issues
a Form 1099-R, but no Form 5498 is filed by anwfficial institution for
that year to show a corresponding receipt by an)IRAe agent - and
later the IRS District Counsel before the U.S. Taurt, requested a copy
of the IRA document to which the funds were rolteer.

3. The Powells argued that their IRA distributions &vased “in something
called a BORSA, or "Business Owners Retirementr@svAccount,"”
which they claimed need not be reported until ta@ perminates due to
the small size of the rollover, under IRS Form 55@@cording to the
Tax Court opinion, “[a]pparently, BORSA is a traueme for a type of
vehicle the IRS calls "ROBS" or a "rollover as mess startup.”

4, “[T]he Powells did not have a written plan. And Vehit may be true that
one participant plans with less than $250,000 woftassets are not
required to file annual reports until their finaar of existence, see 29
U.S.C. § 1365, Pensions and Welfare Plans Reqtorede Annual
Report / Return, IRS, https://www.irs.gov/instrocts/i5500sflch01.html
(last visited March 15, 2016), to be plans in tingt pplace such entities
need trust instruments, see 26 U.S.C. § 401(a);addfinite written
program and arrangement,” 26 C.F.R. § 1.401-1(a){&h no written
plan in existence under which the IRA distributiovere reinvested, the
arrangement could not have employed a qualifiest trader 26 U.S.C.
8401.

5. An interesting side note: the Powells did not érepthe entity that would
operate the business they acquired (real estatié}hay commenced their
Tax Court proceeding, some eight years after thi@lilistribution.

C. Vandenbosch v. Commissioner, (T.C. Memo. 2016-284/26)-SEP-IRA Owner
Who Received Distribution and Loaned Money in Hi®rOName to Individual Who was
an Officer of a Company That Was the Intended WterRecipient Received a Taxable
Distribution-IRA Owner Had a Claim of Right, Was NoConduit and Cannot Ignore
the Form of the Transaction-Economic SubstanceribecCannot be Used

1. Dr. Vandenbosch is an anesthesiologist. His pradaascorporation
adopted a SEP.

2. Dr. Vandenbosch met John R. Carver in the operatiom in 1998 when
Mr. Carver was working as a licensed radiology tetbgist. Before
becoming a radiology technologist, Mr. Carver sgené working as a
stockbroker. They became friends; Carver sharegstmvent tips with Dr.
Vandenbosch, who “believed that Mr. Carver was gba@rrect in his
investment advice.”

3. Carver becomes vice president of marketing and $afeAltenesol,
which publicly traded as IAHL, and acquires an oghe interest in
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IAHL. IAHL was formed to develop a liquefied natugas plant in
Colombia. Mr. Carver told Dr. Vandenbosch that IARkeded capital for
its expenses and that any loan would be repaikiyuoecause IAHL
expected to receive funding from a large Colomlgiampany. Dr.
Vandenbosch explained that he had $125,000 avaiialilis SEP-IRA
that Mr. Carver could use for developing IAHL.

March 1, 2011, Dr. Vandenbosch and Mr. Carver etegta contract
memorializing an agreement to lend money to IAHhe hote was titled
“Corporate Loan Agreement/Promissory Note”, an@dited that it was
between “IAHL or John Carver” as the borrower aMhfk J.
Vandenbosch, SEP IRA” as the lender. Under theihgddled “Loan
Amount” the parties agreed to “$125,000.”

On the signature page Dr. Vandenbosch and Mr. €argeed the note in
their personal capacities. Dr. Vandenbosch sigieddme above the line
that read “Mark J. Vandenbosch” and that denoméhbim as lender. He
did not indicate that he was signing on behalfief$SEP-IRA. Likewise,
Mr. Carver signed his name on the line that reathfiJR. Carver” and that
denominated him as borrower. Mr. Carver did notdaté that he was
signing on behalf of IAHL.

“Although the note stated that IAHL or Mr. Carveasvthe borrower, Dr.
Vandenbosch and Mr. Carver believed that Mr. Camees the true
borrower. Mr. Carver testified that he included Ak the borrower's
name because he wanted Dr. Vandenbosch to knowh#h&ian was for
IAHL's expenses and advancing the project buthikatould be
responsible for repaying the loan. Likewise, Drndanbosch was (and
still is) looking to Mr. Carver for repayment.”

To fund the loan:

a. Dr. Vandenbosch signed a form titled “RetiremergtBbution or
Internal Transfer”. He requested that Edward Jangsibute
$125,000 from his SEP-IRA into his joint accounthwiirs.
Vandenbosch at Edward Jones. He did not electwe Raderal
and State income tax withheld. He checked a boicaticig “I am
under the age of 59 1/2. (IRS premature distriloutia X
APPLIES * * *)",

b. Edward Jones distributed $125,000 from Dr. Vandsobs SEP-
IRA into the Vandenbosches' joint account at Edwianaes.

C. Dr. Vandenbosch wired $125,000 from the joint actda his
personal account at BankFirst.
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10.
11.

d. Dr. Vandenbosch wired $125,000 from the BankFicsbant to
“John R. Carver” at a JPMorgan Chase Bank, N.Aag&eh
account.

In a separate transaction, Dr. Vandenbosch roNed funds from his
SEP-IRA to an IRA account with E*Trade Financialr@oE*Trade) and
caused that IRA (a Roth IRA) to purchase sharestauik of IAHL.

The $125,000 loan was reported on a Form 1099-& \(&as never
repaid); the Vandenboshes instructed their accatitbareport the
distribution as a rollover. “With their return, tMandenbosches included
a copy of a letter from Maizel & Maizel Accountamtbich stated that the
return preparer believed that the funds were dyectled over from the
SEP-IRA to IAHL's account or John R. Carver's actgu

The inevitable audit occurs and IRS assesses aealefy.
Vandenboshes argument and the Tax Court’s response:

a. “We never possessed a claim of right: Because Bndénbosch
had a prior obligation to provide funds to Mr. Camvhe was
acting as a conduit or an agent in arranging tester.

I. Vandenboshes cite Ancira v. Commissioner, 119 T3G.
(2002): the taxpayer requested the custodian cddifs
directed IRA to invest in stock that was not pulglicaded
but was available directly from the issuer. Thetadisn
drew a check on the taxpayer's IRA account, ardl at
times the check was payable to the issuing compEmsy.
custodian sent the check to the taxpayer, whorm tu
delivered it to the issuing company. After consatee
delay, the company issued a stock certificatergjahat the
taxpayer's IRA purchased the shares of stock. That
certificate was delivered to the taxpayer whouimt
delivered it to the custodian

il. Tax Court Ancirais distinguishable. “Dr. Vandenbosch
had unfettered control over the funds...Dr. Vandenbos
had access to the funds. He directed his SEP-IRA to
distribute the funds into his account. Afterwarlas,
transferred the funds between his accounts andwaign
to Mr. Carver. These actions show that he had terét
control over the funds. Accordingly, he was notraxas a
mere conduit or an agent when the funds were biged
to him.”

b. Substance over form: disregard the actual paperwodat the
transaction as one in which Dr. Vandenbosch reddive
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$125,000; treat the SEP-IRA as having signed tbenjgsory note;
treat Dr. Vandenbosch has having returned the $0P3p the
original SEP-IRA within 60 days together with th@missory
note; then treat the SEP-IRA as having disburse® 25,000 to
IAHL.

I. What law applies to determine whether a taxpayer ca
invoke substance over form?

(@  One possibility: Commissioner v. Danielson, 378
F.2d 771, 775 (3d Cir. 1967): a party may challenge
the tax consequences flowing from a written
agreement as construed by the Commissioner “only
by adducing proof which in an action between the
parties to the agreement would be admissible to
alter that construction or to show its
unenforceability because of mistake, undue
influence, fraud, duress, etc.”, vacating and
remanding 44 T.C. 549 (1965).

(b) A second possibility: the “strong proof rule,” in
Schulz v. Commissioner, 294 F.2d 52, 55 (9th Cir.
1961), among other 9th Circuit decisions, which
requires more than a preponderance of the evidence
that the terms of the written instrument do not
reflect the actual intentions of the contractingya
Major v. Commissioner, 76 T.C. 239, 247 (1981).

(c) Tax Court: the 9th Circuit, to which appeal lies in
this case, has not adopted the Danielson standard,
but has adopted the “strong proof” rule.

il. Result: “The Vandenbosches argue that becauseBRe S
IRA was funding its obligation under the note, the
distribution should be considered paid directlyvio
Carver. However, the substance of what occurredtisely
consistent with the form. Dr. Vandenbosch rece@ed
distribution, exercised control over the funds,reually
lent funds to IAHL, and personally has a rightépayment
on the note. We will not disregard the various agrents.
We hold that Dr. Vandenbosch received a taxable
distribution because he had a claim of right to the
withdrawal and the distribution was not a nontagabl
rollover.”
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XXI.  The PATH Act Permanently Enshrines Qualified Cladnlg Distributions from IRAs in
IRC 8408(d)(8)

A. Background

1.

3.

First included in the Pension Protection Act of 20@hich added IRC
8408(d)(8) to the Code on a temporary basis.

The Health, Retirement, and Fringe Benefits Prowisiin H.R. 2029,
which includes the Consolidated Appropriations &2€16 and the
Protecting Americans from Tax Hikes Act of 201%red into law on
December 18, 2015 -- IRC 8408(d)(8) is now permgreend retroactive
to January 1, 2015.

Qualified charitable distributions are excludedhirgross income.

B. Statutory Requirements for a Qualified Charitabistiibution from an IRA

1.

IRA Accounts Only. The qualified charitable distrtton must be made
from an IRA. Simplified Employee Plans (SEPs), &gsilncentive
Match Plans for Employees (SIMPLE plans), IRC 8§8pand 401(k)
plans, profit-sharing plans, and pension planfjatcatisfy this
requirement.

Eligible Recipients. The recipient must be desdilmelRC
8170(b)(1)(A),“public charities,” which includes wtthes, hospitals,
museums, and educational organizations. Donor-advisds operated
by public charities, and supporting organizatiai)ough included in
IRC 8170(b)(1)(A), are specifically excluded aglie recipients of IRA
gualified charitable distributions.

IRA Account Owner Must Be at Least Age 70-1/2. Hiribution must
be made on or after the date that the IRA accoolakeh attains age 70-
1/2.Note: This is more restrictive than the rules for equired
minimum distributions during the first distribution calendar year.

Distributions Must Be Made Directly to Charity

a. The distribution from the IRA to the charity must imade
“directly by the trustee”: the distribution must lmade payable
directly from the IRA to the charity. If a checknsade payable to
the IRA account owner and then endorsed over tahhety, it
does not qualify. If a check from an IRA is madgaiae to a
qualified charitable organization and deliveredhosy IRA owner
to the charity, the payment to the charitable oizgtion will be
treated as a direct payment by the IRA trustebeaharity.
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The Distribution to Charity Must Otherwise Be Fullgductible As a
Charitable Contribution. A distribution from an IR& a charity will
constitute a qualified charitable distributionsyoiflthe “entire
distribution would be allowable under section 1@8"a charitable
deduction.

a.

Any quid pro quo benefit received by the IRA owimeexchange
for the distribution, such as the FMV of a dinneother benefit
that is cannot be disregarded under IRC 8170, digs the
entire distribution, not just the quid quo pro pamt

Cannot use the IRA distribution to fund a poolecbime fund or a
charitable gift annuity.

IRC 8170(f)(8): no charitable deduction is allowiledany
contribution of $250 or more, unless the donor inista
contemporaneous written acknowledgement, which wiigstose
the value of any goods or services provided bycttaity in return
for the contribution. Result: the IRA owner mustaib a written
acknowledgement that says that no goods or serviees
received in return for the contribution.

Distribution Must Otherwise Be Includible in Grdssome.

a.

A distribution from an IRA to a qualifying charigonstitutes a
gualified charitable distribution to the extent thstribution would
have otherwise been included in the IRA owner’'sgriocome if
the distribution had been received by the IRA owner

I. Result: only the taxable portion of an IRA can Gyas a
gualified charitable distribution.

il Further result: A distribution from a Roth IRA th&buld
have been taxable because it is made within thee fiv
taxable-year period can constitute a qualified ithiale
distribution.
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