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. RETIREMENT PLANNING

The 800-Ib. Gorilla

IRS statistics confirm what estate planners have been seeing: Retirement accounts are
becoming a bigger chunk of more estates. Learn how to handle the resulting tax problems.

By Christopher R. Hoyt, professor,

University of Missouri-Kansas City School of Law, Kansas City, Mo.

o you feel that you are

seeing IRA and retire-

ment accounts increase
both in frequency and size in
the estates of your clients?
Recent statistics from the
Internal Revenue Service con-
firm your experiences.

Just 15 vyears ago, individual
retirement accounts, retirement plans
and annuities appeared on only 25
percent of federal estate tax returns,
and represented just 2.3 percent of
the assets reported on those returns.
For returns filed in the year 2000,

they appeared on 53 percent of all
returns and comprised 8 percent of
reported assets (see “The People’s
Choice,” page 17). In estates under
$2.5 million they made an even big-
ger showing: 12 percent of reported
assets (see “Who Likes Them Best”

below). These are, of course,
just the averages. Every estate
planner has met individuals
who are even more heavily
invested in retirement plan
accounts, some with a majori-
ty of their wealth in them.
Why the dramatic growth?
It is due in large part to the fact that
IRAs, 401(k) plans and other quali-
fied retirement plan accounts are
creatures of the 1980s. It was in
1981 that Congress permitted any-
body who worked to contribute
$2,000 to an IRA. Although this pro-

WHO LIKES THEM BEST

All figures are estimates based on samples.

It was, at last count, the people with gross estates of $1 million-55 million
who were relying most heavily on retirement plans, IRAs and annuities.

Number
Of Returns

Total Tax Returns for 2000 108,322

$1 million to under $2.5 million 45,248

S5 million to to under $10 million

§20 million or more 696

Source: Internal Revenue Service

Gross Estate

$217,402.426 56,921 53%

23,286,561 1,649

39233112 320 46

Retirement Plans, IRAs anmm}iﬁés

Total Assets Number | Percent Estate Amount | Percent | Average Amount
(in thousands) 0Of Returns | Of Returns | (in thousands) | Of Estate | (in thousands)

17,410,160
66,946,098 25,519 57 7,808,143 12
1,124,415

313934 1

8%
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THE PEOPLE'S CHOICE

The percentage of income tax returns in which retirement accounts appeared more than
doubled-and annuities almost quadrupled-from 1986 to 2000.

Federal Estate Tax Returns
Retirement Plans Assets and Annuities

Totals Retirement Plans and Annuities
| Year Number Gross Number | Percent | Value Percent
| Filed Of Returns | Estates Of Returns | Of Returns | (in millions) | Of Value
‘l (in millions)
|

162.251

‘ 1992 59176 98,850

45125 59,805

| . 198

Source: Internal Revenue Service

vided an opportunity for younger
workers, it was too late for retirees
to take advantage of the option.
Consequently, the estate tax returns
filed in the 1980s and early 1990s
reflected the fact that most of the
individuals who died during those

41788
2277138 38 4,095 41

11,244 25 1350 23

accounts appeared on only 43 per-
cent of returns filed. But for men
under 65, that number was a whop-
ping 63 percent (see “Variations by
Age and Gender,” page 18).

There is also a notable disparity
based on gender. The frequency and

years were ineligible to establish
these types of accounts.

The situation is changing. Dealing
with these accounts is destined to
become an even bigger issue for
estate planners in the coming years.
IRS statistics give us an idea of
what's in store.

In 1998, retirement accounts and
annuities appeared on 47 percent of
all federal estate tax returns filed for
males. But break those numbers
down and we see that for male dece-
dents over the age of 65, these

size of retirement accounts in estates
of decedents under age 50 is about
the same for men and women. But,
over the age of 65, men tend to have
retirement assets more frequently.
Such numbers reflect the important
changes in the nation’s work force
during the past 30 years—and sug-
gest the shape of things to come.

Integrated Planning

Planning for retirement accounts is,
therefore, a growth industry for
estate planners. The challenge,
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An Essential Tool for
Everyone who Advises
Foundations and

" Trusts...

Foundation ”
ina BOX A

“Unprecedented in scope,

authority and ease-of-use.
It should be on the desk of
everyone who advises
foundations, trusts and
wealthy individuals.”

Tom Blaney, CPA and Foundation Trustee

# A one-stop resource from more
than 140 expert contributors,

# Macerials from the Council on
Foundartions, National Center for
Family Philanthropy, BoardSource,
Philanthropy Roundtable, AIMR
and leading tax, legal and
management firms,

# Print and online versions are
indexed and keyword searchable,
with regular updares.

& Over 1,800 pages on 35 topics
including tax & legal compliance,
managing investments, developing
grant programs, board leadership,
plus office and staff management.

# Tips, worksheers, articles, book
excerpts, quick evaluation forms.

# Produced by ASF whose 2,800
foundations manage $so billion in
assets and give $2.2 billion
annually to 130,000 grantees.

Association of Small Foundations
4905 Del Ray Avenue, Suite 308
Bethesda, MD 20814
Phone: 888-212-9922 Fax: 301-907-0980




They say
you can’t buy happiness.
We beg to differ.

You can buy it for your lifetime.
And hers.

Find out how rewarding it is to bring
happiness to a child: make a bequest to
The Childrens Aid Society and make the
future brighter for generations to come.

The first bequest to Children’s Aid was
made in 1857. Since then, the planned
giving of many others, making deferred
gifts large and small. has ensured the
continuance and relevance of the Society’s
services, [rom adoption and foster care,
health care, social services, education and
camps, to emergeney food and shelter,
for over 120,000 children and families
each year.

For informatum about the Society’s giff,
ansnuaty and beqiest programs, contact;
Cathy White () Rourke,
Assocucate Director of Devedopment & Derector of Planned Gring,
The Childdrens Aid Society,
1005 East 22nd Street, Room 504
New York, NY 10010,
Telephone: (212) 994937
Fax: (212) 4773705
wunchildrensaidsacioty.ong

VARIATIONS BY AGE AND GENDER

Younger men show the greatest concentration of retirement accounts. This phenomenon is likely
the result of these accounts only becoming an option in the 1980s, and women entering the work

force in great numbers in the 1970s.

1998 Estate Tax Returns: Retirement Plans, IRAs and Annuities

Male Female
Percent of Percent of Percent of Percent of
Returns with All Assets All Returns with | All Assets
Retirement Retirement
Assets Assets

Ages 50 to 65

All Returns

55,495 $h24
(in

48,487 $83190

millions) - {in millinns)

Source: Barry Johnson and Jacob Mikow, "Federal Estate Tax Returns, 1998-2000," Figures F and G

- S50

though, is that it is harder to plan
for retirement accounts than for vir-
tually any other asset in an estate.
The planner needs to understand
not just the estate tax laws, but also
income tax laws and ERISA manda-

tory distributions laws—and how
they all interact.

This is not something that plan-
ners are likely to have learmned in
school. While most schools teach
separate courses on transfer taxes
and income taxes, retirement
accounts are the pinnacle of integrat-
ed tax planning. These accounts can
trigger both significant income taxes
and estate taxes.

Except for Roth IRAs, distributions
from a retirement account are usual-
ly taxed in full as ordinary income—
during the employee’s lifetime to the

employee, then after death to the
beneficiaries. These accounts are
wonderful for deferring income tax.
But they can be an estate planning
nightmare. Barring a divorce, they
are virtually impossible to give away

during a person’s lifetime because of
anti-alienation laws. A lifetime trans-
fer or pledge of the account can be
treated as a taxable distribution.’

At death, these accounts often
magnify the size of the estate tax lia-
bility. Estate taxes must be paid on
the entire retirement account bal-
ance—including the portion of the
account that represents deferred
income taxes. When the maximum
income and estate tax rates reach
their lowest point, in 2007, (35 per-
cent income tax rate and 45 percent
estate tax rate), a distribution from a
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MAKING ESTATE TAX LIABILITY WORSE
The following hypothetical demonstrates the impact of retirement accounts on estate taxes:

Assumptions

- This is the combination of estate and income taxes on income in respect of a decedent

for years 2007 through 2009.

- The mother's total taxable estate is $4 million.

- All of the mother’s estate will be transferred to her sole heir, her daughter.

- The probate estate will pay the entire estate tax regardless of how the daughter
acquired the assets (for example, joint tenancy, etc.).

Result

If $100,000 in an IRA is immediately distributed to the daughter and if the daughter is ina
35 percent marginal income tax bracket, then the combined estate and income taxes on

the §100,000 of IRA assets would be $64,250.

The amount is calculated as follows:

Total estate tax
State tax credit*

Net taxable income ***

Minus; total estate tax paid by the probate estate

Reduced by §691(c) deduction for federal estate tax

Net income tax on income in respect of decedent

$45,000
Zero

$55,000

| * Treas. Reg. Section 1.691(c)-1(a) limits the deduction to federal estate tax. The 2001 Tax Act provides that the Sectio

| 2011 state tax credit will be fully repealed by the year 2007 so there is no state tax adjustment.

** The deduction is an itemized deduction on Schedule & that is claimed on the last line of the form ("other miscel-
laneous deductions"), It is not subject to the 2 percent-of-adjusted-gross-income ("AGI") limitation that most miscel-

' laneous deductions are subject to. Sec. 67(b)(7).

*** The net taxable income from the IRD will actually be greater than this amount The IRD will increase the recipi-
| ent's AGI by $100,000 which will decrease the recipient's itemized deductions by 3%, which would be $3,000 in this

example. Sec. 68. The 3 percent reduction was omitted from this calculation in order to simplify the computation.

retirement account will be subject to
a combined estate and income tax
rate of over 64 percent (see above,
“Making Estate Tax Liability Worse”).
In 2001, the comparable rate was
over 76 percent! These are the effec-
tive tax rates in states that have no
state income tax. An even higher rate
applies to beneficiaries who live in
states with a state income tax.

It is, therefore, no wonder that
many estate planners suggest charita-
ble dispositions of these assets for
people whose estates are overloaded
with retirement accounts. There is

increasing activity in this area.

Looking Ahead

Retirement accounts are destined to
appear in more than two-thirds of
the estates of the nation’s more
affluent citizens. In order to give the
best advice, estate planners must
learn all of the applicable fields of
law that affect these. Estates over-
loaded with these assets will likely
feel the pain of tax rates of 64 per-
cent or more. A charitable bequest
may be the choice that brings the
parties the greatest satisfaction, 4
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by Roy M. Adams
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In Volume I: _

[* Detailed analysis of the estate

- and gift tax laws

e+ Numerous planning strategies

o Many examples and planning
points

_ In Volume II:
» Review of recent developments:
» Ethical considerations for
estate planners

'+ Useful annotated forms and
clauses for practitioners

s A CD ROM disc that contains
the forms from the book

in Microsoft Word” format

To review the Table of Contents
- or to sample text, go to:
http://www.cannonfinancial.com/
ep/index.html

TO ORDER:
1) Call Cannon at (706) 353-3346
2) Visit www.cannonfinancial.com

f CANNON

FINANCIAL INSTITUTE

Investin
The Power of Learning™






