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March 2005 

 
Dear Reader, 
 

The process has moved slowly, as expected, in the important reforms to Social Security and the tax code. 
Priorities will be set, and we expect significant debate over many of the specifics outlined in the President’s 
State of the Union address. The Congressional Joint Committee on Taxation recently prepared a 435-page 
report outlining proposals to improve tax compliance and close perceived loopholes. This type of report is not 
unusual, and many items are often viewed as wish-list proposals that aren’t ultimately enacted into law. 
However, any tax proposals that raise revenue bear watching at this time because of the current federal deficit 
combined with targeted tax relief that the President has made a priority. 

 
We would like to discuss some proposals that affect estate and gift taxation. First, there is a recommendation to 
limit transfers to perpetual “dynasty” trusts. Some states now permit trusts to last forever. The Committee 
would limit the use of the generation-skipping transfer tax (GSTT) exemption ($1.5 million for 2005) to 
shelter only one skipped generation from this tax. Thus, a trust would be limited to provide exemption from 
GSTT for distributions to children and grandchildren.  

 

Second, a proposal would limit the use of estate and gift tax valuation discounts for family limited partnerships 
(FLPs) or other family entities. There are two parts to the proposal. An “aggregation” rule would cause each 
interest valued for estate or gift tax purposes to equal the pro rata value of the entire entity. Thus, there would 
be no “minority” discount for a percentage ownership interest that is not a controlling interest. A 
“lookthrough” rule would eliminate the “marketability” discount to the extent the FLP owns marketable assets 
such as cash, CDs, government bonds, and publicly traded securities. 

 
A third proposal would limit annual gift tax exclusions ($11,000 per beneficiary in 2005) for transfers to a trust  
in which the beneficiaries have a temporary right to withdraw the gift. The proposal contains three different 
options for Congress to consider to limit these gifts. Some components included in these options would 
effectively reverse over 35 years of federal court decisions interpreting the applicability of annual gift tax 
exclusions for gifts made in trust. There will have to be careful consideration by Congress to take this step, and 
it would be appropriate to exempt prior transfers from such limitations. 

 

 

Albert E. Gibbons, CLU, ChFC, AEP 
President, AEG Financial Services 
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 TAKING DISTRIBUTIONS FROM 
QUALIFIED RETIREMENT PLANS AND IRAs 

 
OPPORTUNITIES AND PITFALLS 

    Decisions concerning retirement are complex and are certainly not all economic. However, many of us will have 
important economic choices with respect to taking the benefits from our qualified retirement plans and IRAs. The 
choices involve tax rules that penalize taking too much too early and too little too late. What’s more, tax rules will 
continue to restrict the flexibility for our heirs if we leave benefits from a retirement plan or IRA to   them. These 
rules were made somewhat less complicated by regulations issued a few years ago, but they still retain enough 
complexity to indicate the need for professional help in planning to take distributions at retirement. This report gives 
some general guidelines, but it cannot provide every detail that might affect specific planning situations. 
 
 

THINGS TO KEEP IN MIND ABOUT RETIREMENT PLAN DISTRIBUTIONS 
 
 The personal needs of the participant and his or her family will dictate the timing and amount of each 
distribution from a qualified retirement plan or IRA. However, there are certain legal constraints that also have to be 
kept in mind when   considering a distribution from a plan:  
 

 The terms of the qualified plan or IRA must be examined carefully. Distributions can be taken only 
according to the terms of the plan or IRA documents.  

 The rules provide for minimum required distributions (MRDs) each and every year once a participant 
attains “the required beginning date” (generally age 70 1/2). A 50 percent excise tax applies for the 
failure to withdraw the MRD. MRDs are generally required after the participant dies as well.  

 A 10 percent penalty tax is generally applicable to distributions prior to age 59 1/2, with certain 
exceptions. 

 A beneficiary (and a contingent beneficiary) should always be designated for a qualified retirement 
plan or IRA. As we will discuss below, this will increase flexibility and income tax deferral potential 
at the time of the participant’s death. 

 
 

RESTRICTIONS ON EARLY DISTRIBUTIONS 
 

 Internal Revenue Code Section 72(t) generally provides that distributions from a qualified plan or IRA are 
subject to a penalty equal to 10 percent of the amount of the taxable portion of the distribution. Generally, the whole 
distribution is subject to taxation unless the participant made after-tax contributions or was previously taxed on 
money in the plan. There are some notable exceptions to the 10 percent penalty. Exceptions that apply to both 
qualified plans and IRAs include distributions 
 

 made to a beneficiary after the death of the participant 
 made after the participant’s disability 
 as part of a series of substantially equal periodic payments (not less frequently than annually) made 

for the life (or life expectancy) of the participant or the joint lives (or joint life expectancies) of that 
participant and a designated beneficiary 

 made for the payment of qualified medical expenses 
 
 Exceptions that apply only to IRAs include distributions 
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 made for the qualified higher educational expense of the participant, his or her spouse, a child, or a 

grandchild 
 made for the purchase of a principal residence of a first-time homebuyer (generally limited to a 

$10,000 distribution) 
 made to pay health insurance premiums for an individual who is collecting unemployment insurance 

 
 Finally, distributions from qualified plans made to an employee after separation from service after age 55 are 
exempt from the penalty tax.  

 
 

DISTRIBUTIONS AT THE REQUIRED BEGINNING DATE 
 

 With an IRA, a minimum required distribution must be made for the calendar year in which the participant 
attains age 70 1/2 and for each subsequent year. The first year’s distribution can be delayed until the required 
beginning date, which is April 1 of the following year, but the distribution for the second year and all subsequent 
distributions must be made by the end of each calendar year. For a qualified plan, if an individual (who is not a 5% 
owner) works past 70 1/2, the required beginning date is April 1 following the calendar year of retirement. MRDs 
are calculated using a uniform distribution table that assumes a payout over the joint life expectancy of the 
participant and a beneficiary 10 years younger. However, if the beneficiary is the participant’s spouse, and the 
spouse is more than 10 years younger than the participant, the minimum distribution can be based on the actual 
joint life expectancy of the participant and the younger spouse. The regulations indicate that marital status is 
determined at the beginning of the year for this purpose. 
 
 The life expectancy calculation is recomputed each year, which means that the rules  permit a long income tax 
deferral period for monies in a retirement plan. Even for participants who reach age 115, the MRD will be less 
than the remaining account balance. Thus, estate planning and preservation should be considered for retirement 
plans because the participant who merely takes the MRD is expected to have something to leave to heirs from the 
plan, regardless of the time of his or her death. 
 
 As an example, suppose we have an owner of an IRA with $1 million in her account when she reaches age 70 
1/2 this year. Using the uniform table, her MRD would be $37,736. By taking only the MRD each year and 
receiving a reasonable rate of return on the account, she will have a significant balance for many years to come. 

 
 

POSTDEATH DISTRIBUTION RULES 
 

 The regulations also require distributions after the participant dies for each year over a fixed “applicable 
distribution period.” Again, the heirs will generally be able to take the account balance faster than this minimum 
required payout. After death, the choice of beneficiary has a significant impact on the remaining distribution 
period. With a nonspousal beneficiary (who is a person, not an entity), the applicable distribution period is the 
fixed life expectancy based on the age of the beneficiary at the end of the year following the participant’s death. If 
the spouse is the beneficiary, the spouse is allowed to roll over the account to the survivor’s IRA. If the spouse is 
not yet age 70 1/2, distributions may stop until that time. When the spouse is 70 1/2, the MRD is calculated using 
the uniform table just as when the participant was alive. After the spouse dies, the applicable distribution period 
becomes fixed based on the age of the spouse’s beneficiary. For a group of beneficiaries, the payout is based on 
the life expectancy of the oldest beneficiary unless separate accounts are created for individual beneficiaries. 
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Generally, the most unfavorable outcome (i.e., distributions have to be taken faster for income tax purposes) is to 
have the participant’s estate as the designated beneficiary.  
 
 Of course, we often recommend marital and family trusts as part of an estate plan. A trust is treated no more 
favorably than the estate as a beneficiary unless the trust meets certain qualification requirements. The trust must 
be a valid trust under state law, be irrevocable at the participant’s death or earlier, name identifiable beneficiaries, 
and provide certain information to the plan’s administrator. If the trust qualifies, then the applicable distribution 
period is based on the life expectancy of the oldest beneficiary of the trust. According to the regulations, separate 
accounts cannot be created for multiple trust beneficiaries to use the separate ages of each beneficiary to determine 
the applicable distribution period. Beneficiary information for the trust must be provided to the plan administrator 
or the trustee or custodian of the IRA by October 31 of the year following the year of the participant’s death. 
Choosing a trust does mean that a rollover by the surviving spouse will not be permitted even if a marital trust 
provides for the spouse and the trust qualifies for the federal estate tax marital deduction. 
 
 For purposes of calculating the length of the remaining distribution period after the death of the participant, the 
beneficiary does not have to be determined until September 30 of the year following the year of the decedent’s 
death. Because the choice of beneficiary has an impact on the length of the remaining distribution period, it is 
appropriate for the participant to select the appropriate beneficiaries and contingent beneficiaries carefully. The 
participant can change beneficiaries at any time. Choosing appropriate contingent beneficiaries allows for 
postmortem planning as well. The chosen beneficiary can be changed by the primary beneficiary’s use of a 
disclaimer or by early distribution of one or more beneficiaries’ share of the account. 

 
 

This letter prepared, with the help of a nationally recognized tax authority, intends to promote interest in more comprehensive tax and estate planning. References are 
intentionally brief. If a topic interests you, you should investigate it more thoroughly with your qualified tax advisor. Effective tax and estate planning should involve 
competent advisors in relevant law, accounting, trusts, life insurance and investments. The knowledge and experience of each in their specialties can make the difference 
between a wealth transfer that works as intended and one that does not. Please seek competent counsel to determine and satisfy your individual needs. 

Albert E. Gibbons, CLU, ChFC, AEP 
AEG FINANCIAL SERVICES 
1288 Valley Forge Road, #53 
Phoenixville, PA  19460 
Tel.  (610) 917-8940 
Fax. (610) 917-8962 
Email. algibbons@algibbons.com 
Web. www.algibbons.com 
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