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Among the most complex and confusing rules are those
concerning distributions and beneficiaries—and they
involve irrevocable elections at age 70½.
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year in which Sam attains age 70½. The
actual distribution may be made from
one, several, or all of Sam’s various IRA
and qualified plan accounts, but the to-
tal amount distributed must equal or
exceed the calculated minimum required
distribution for all plans combined (in-
cluding all tax-deferred annuities that
have not yet been annuitized).

The first-year distribution, for the year
Sam turns 70½, may be made as late as
April 1 of the next year, but all future
annual distributions must be made by
December 31 of each year. So, if Sam
turned 70½ in June of 1996, his 1996
distribution could be taken by Decem-
ber 31, 1996, or deferred until April of
1997. However, he would still have to
take his 1997 distribution by December
31, 1997, resulting in two 1997 distribu-
tions. This could create a 15% excess
distribution tax problem in 1997, de-
pending on the size of Sam’s required
distributions.

A 50% penalty applies if the minimum
required amount is not distributed on a
timely basis. The penalty is 50% of the
difference between the actual amount
distributed and the amount that should
have been distributed, and it is in addi-
tion to the regular tax on the distribution.
The IRS can waive this penalty when the
failure to distribute is inadvertent and
steps are taken to immediately distrib-
ute required amounts.

Calculating Minimum Distributions

The amount of the required minimum
distribution depends on Sam’s age and
the age of the designated beneficiary, if
any, of each of his accounts. Life expect-
ancy tables for various ages can be found
in Table V of Income Tax Regulation 1.72-
9, or in Appendix E of IRS Publication 590,
available from local IRS offices. Sam’s
annual distribution for each year is his
IRA or qualified plan balance at Decem-
ber 31 of the prior year, divided by the
life expectancy factor (either single or
joint) for his current age.

The concept of a designated benefi-
ciary is important in calculating mini-
mum distributions during life because
distributions can be paid over the single
life expectancy of the plan participant or

throughout the article; his spouse will be
referred to as Louise.

In order to properly plan his retire-
ment distribution strategy, Sam must
understand several key concepts:
• The required beginning date for mini-

mum distributions under IRS rules,
• The methods that can be used to

calculate minimum distributions,
• The rules surrounding designated

beneficiaries and their life expectan-
cies, and

• The effect, if any, of penalty taxes
(primarily the 10% early distributions
and 15% excess distributions/accu-
mulations penalties discussed in prior
AAII Journal articles).

The Minimum Distribution Rules

Minimum distributions from IRAs and
qualified plans must begin no later than
the “required beginning date,” which is
(with some limited exceptions) April 1 of
the calendar year following the calendar

Over the past year, we have addressed
many of the more important rules relat-
ing to the taxation of IRAs and qualified
retirement plan assets, such as 401(k),
profit-sharing, and Keogh plans. These
rules can be complex and confusing, and
none are more difficult to understand
than those dealing with IRA beneficiary
designations and their impact on your
retirement and estate planning.

We will address this area in the next
two articles. This month’s article will lay
out some of the basic rules you should
know in planning for IRA and qualified
retirement plan distributions during life
and after death. Our next article will
focus on some of the many planning
opportunities to consider in applying
the rules.

The Basic Rules for Distribution

To simplify presentation of these com-
plex rules, we will designate Sam as the
IRA owner (or qualified plan participant)
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following death of the plan owner when
no designated beneficiary has been
named.)

A word of caution, however: Even
though it may make sense to recalculate
your life expectancy, you generally should
not recalculate your spouse’s life expect-
ancy, as it will accelerate the income tax
payable by your heirs at the death of you
and your spouse. Let’s say, for example,
Sam is age 75 and Louise is 67, and both
die in a common accident with $1,000,000
in Sam’s IRA. If both life expectancies
were being recalculated, the entire IRA
balance would have to be distributed to
their heirs before December 31 of the
year after their deaths. However, if Sam’s
life expectancy is recalculated but
Louise’s isn’t, then their heirs could con-
tinue to receive distributions over her
remaining life expectancy at death, which
is 22 years (that’s right, under tax law a
spouse would have a remaining life ex-
pectancy even though he or she died.)

Distributions After Death

All of the above concepts are critical in
determining whether distributions and
income taxes can be deferred beyond
Sam’s death, and if so, for how long. With
this in mind, we’ll contrast what happens
when Sam dies before and after the re-
quired beginning date described above.

Death before the required beginning date:
If Sam dies before the required begin-

ning date, in general, all IRA and quali-
fied plan proceeds would be distrib-
uted under the following rules:

1.) If Sam did not name a designated
beneficiary, the entire account must be
distributed to his heirs by December 31
of the fifth year following the year of his
death (the so-called Five-Year Rule).

2.) If Sam named a designated benefi-
ciary, the rules are different.

If Louise was the designated benefi-
ciary, she has the following options:
• Take distributions over her life ex-

pectancy, beginning prior to Decem-
ber 31 of the year following Sam’s
death.

• Delay distributions until no later than
December 31 of the year Sam would
have turned age 70½. Distributions

are then calculated based on Louise’s
life expectancy.

• Take Sam’s IRA and/or qualified plan
proceeds and roll them over into a
new IRA with new beneficiary desig-
nations. Louise could then wait until
her age 70½ to begin taking distribu-
tions.

• Elect to have the five-year rule apply,
and withdraw the funds by Decem-
ber 31 of the fifth year following the
year of his death.
If Sam designated a beneficiary other

than Louise (such as a child), then the
options are:
• Distribute the remaining balance over

the beneficiary’s life expectancy, but
distributions must begin before De-
cember 31 of the year following Sam’s
death.

• Elect to have the five-year rule ap-
ply, and withdraw the funds by De-
cember 31 of the fifth year following
the year of his death.

Death after the required beginning date:
If Sam dies after minimum distribu-

tions have begun, the tax consequences
depend on who was his designated ben-
eficiary and whether he recalculated his
life expectancy. Let’s look at three differ-
ent beneficiary options: (1) a spouse
beneficiary, (2) a non-spouse benefi-
ciary, such as a child or grandchild, and
(3) a qualified trust[s] beneficiary.

(1) The spouse as designated benefi-
ciary: If Louise is the designated ben-
eficiary, she can elect from the follow-
ing options at Sam’s death.
• She can continue to take minimum

distributions at least as rapidly as
under the method chosen by Sam. If
Sam had recalculated his life expect-
ancy, then Louise’s remaining life
expectancy alone (either recalcu-
lated or fixed) would be used to
determine her payments. If Sam did
not recalculate his life expectancy,
Louise could continue to take distri-
butions based on his and her com-
bined life expectancy even though
Sam is dead. As explained earlier, if
Louise’s life expectancy is being re-
calculated, then at her death, the
entire plan must be distributed prior

the joint life expectancy of the partici-
pant and a designated beneficiary. If a
designated beneficiary is named, the
required distributions can be spread
out over a greater number of years, since
the life expectancy of two individuals is
always greater than for one. Also, as ex-
plained later, at death it is possible to
further delay taxable distributions based
on the beneficiary chosen. A designated
beneficiary must be an individual (such
as a spouse or children), or a qualified
trust. A charity, estate or non-qualified
trust does not constitute a designated
beneficiary.

To further complicate matters, Sam
can choose to recalculate his life expect-
ancy, his spouse’s life expectancy, or
both. (However, the life expectancy of a
non-spouse beneficiary cannot be recal-
culated.) Under this method, a new life
expectancy is determined each year,
reflecting the fact that we don’t lose a
year of life expectancy for every year that
we age.

For example, if Sam uses a fixed life
approach and his single life expectancy,
each year’s distribution is based on his
life expectancy at the beginning distri-
bution date, less the number of years of
distributions taken. Thus, if 16 is his life
expectancy at age 70½, then the follow-
ing year 15 must be used, then 14, 13 and
so on until at age 86 the entire IRA bal-
ance is distributed. Conversely, under
the recalculation method, at age 71 Bill’s
life expectancy is 15.3 years, and it will
not run out until the table used for these
calculations ends—at age 115. Remember
that the election to use fixed-life or recalculate is
irrevocable as of the required beginning date.

The fixed-life approach will accelerate
the annual distributions and the result-
ing tax liability. Recalculation will pro-
vide an income tax benefit by allowing a
longer period of tax deferral during the
IRA owner’s lifetime. In addition, if a ben-
eficiary is named as of the required be-
ginning date, the balance can be paid
over the beneficiary’s life expectancy af-
ter the owner’s death. Otherwise, 100% of
the plan balance must be distributed
before December 31 of the year following
death. (Note: As explained below, prior to
age 70½, IRA proceeds must be distrib-
uted by December 31 of the fifth year
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ages 8, 10 and 12, as beneficiaries of her
IRAs. During Louise’s lifetime, minimum
IRA distributions are based on her life
expectancy and the life expectancy of
the oldest non-spouse beneficiary, but
not exceeding 10 years. If Louise dies at
age 80, the remaining IRA proceeds can
be distributed over the next 47.7 years
to the three grandchildren. This is calcu-
lated by taking the oldest child’s life ex-
pectancy at Louise’s age 70½, less the 10
years which have elapsed: at age 12, life
expectancy is 69.7 years of age, or 57.7
more years (69.7 less 12); since 10 years
have elapsed since distributions began,
this figure is reduced to 47.7 (57.7 less
10); thus, the proceeds are divided by
47.7 the first year; 46.7 the second year,
etc.

Warning: in this case, Louise skipped
a generation of estate tax payers (her
children). The IRS will tax amounts in
excess of $1,000,000, which skip a gen-
eration, at a rate of 55%. This generation-
skipping tax must be considered when
making grandchildren the beneficiaries
of IRAs.

(3) Qualified trusts as beneficiaries:
Trusts created to provide estate tax ben-
efits, such as unified credit trusts and
QTIP trusts, can be named as beneficia-
ries of IRA plans. [For more on this topic,
see “Should a Trust Be Beneficiary of
Your IRA?,” by Clark Blackman in the
October 1991 AAII Journal]. Generally, as
mentioned above, trusts are not consid-
ered designated beneficiaries and, there-
fore, plan proceeds would need to be
distributed within five years of the date
of death. However, if certain rules are
met, the beneficiaries of the trusts can be
treated as the designated beneficiaries
of the IRA or qualified plan. In general,
the trust must be valid under state law
and meet the following tests:
• It must be irrevocable as of the re-

quired beginning date (otherwise you
will not have a designated benefi-
ciary),

• The beneficiaries must be identifi-
able from the trust instrument, and

• A copy of the trust instrument must
be provided to the qualified plan or
IRA custodian.
If Sam names a qualified trust as ben-

eficiary, the above rules for designated
beneficiaries apply. However, Louise
cannot roll the IRA proceeds over to her
own account. Remember that the age of
Sam’s oldest trust beneficiary will deter-
mine the minimum size of his lifetime
distributions.

There are many issues to be consid-
ered when using qualified trusts and we
can only touch on several in this article.
The most important considerations are:

1.) Using the unified credit trust as ben-
eficiary means that Sam’s heirs may not
receive the full benefit of the $600,000
estate tax exemption. The reason is that
all IRA dollars distributed are fully tax-
able as ordinary income. Therefore, his
beneficiaries only get the remainder of
the proceeds after income taxes are paid.
Sam should only use the credit trust for
his IRAs if no other assets are available
for funding.

2.) By designating the QTIP trust as
beneficiary, Sam may create income tax
consequences that are not as favorable
as if Louise were named as beneficiary
directly. First, generally no rollover is
allowed, so Louise is limited as to distri-
bution options and at her death, the five-
year rule will typically apply. Second, all
income from the QTIP trust must be dis-
tributed each year, including income from
the IRA. Therefore, distributions in ex-
cess of the required minimum distribu-
tion amount may be necessary, thereby
accelerating the income tax conse-
quences and possibly triggering the 15%
excess distributions tax. It is also essen-
tial that the trust and plan documents
require all income be distributed annu-
ally.

If Beneficiary Dies First

After the required beginning date, Sam
cannot change his calculation options.
But, if his beneficiary dies, Sam has sev-
eral options depending on his relation-
ship to the beneficiary (spouse or non-
spouse) and their respective ages.

If Louise was Sam’s beneficiary, and he
elected to recalculate her life expect-
ancy, then his remaining distributions
will be based on his single life expect-
ancy, since Louise’s life expectancy is
reduced to zero. Otherwise, Sam’s distri-

to December 31 of the year following
date of death. If Louise’s life expect-
ancy is not being recalculated, then
her beneficiaries could continue to
receive distributions until the year
determined to be her life expect-
ancy, as of the date she died.

•  She can take Sam’s IRA and/or quali-
fied plan proceeds and roll the distri-
bution over to a new IRA. As owner of
the IRA, Louise can name her own
designated beneficiaries and take ap-
plicable minimum distributions
based on her own life expectancy
and, if desired, that of a designated
beneficiary. Upon Louise’s death, dis-
tributions could continue to benefi-
ciaries based on their life expectan-
cies.

(2) Non-spouse beneficiaries: Non-
spouse designated beneficiaries, such
as children or grandchildren, may begin
taking distributions the year following
the date of death. The life expectancy of
a non-spouse beneficiary cannot be re-
calculated, and it is based on the num-
ber of years of life expectancy as of the
year Sam turned 70½. For example, if the
beneficiary is age 16 when Sam turned
70½ and the life expectancy at age 16 is
age 65.8 (49.8 more years), then if Sam
dies at age 75, distributions would begin
the following year at a rate of 1/43.8 (49.8
minus 6 years). The following year distri-
bution rate would be 1/42.8, and so on.

Keep in mind, however, that while
post-death distributions can be paid to
beneficiaries based on their life expect-
ancies, Sam can’t reduce minimum dis-
tributions during his lifetime by naming
a very young grandchild, for example, as
his beneficiary for determining joint life
expectancy. A special rule requires that
a non-spouse beneficiary cannot be
treated as being more than 10 years
younger than the owner for purposes of
the owner’s minimum required distribu-
tions.

In addition to this rule, if there are
multiple non-spouse beneficiaries (three
children, for example), you must use the
life expectancy of the oldest beneficiary
in calculating distributions during life-
time. For example, assume that at age
70½, Louise named three grandchildren,
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butions will continue in the manner he
established before Louise died.

If, however, Sam named a contingent
beneficiary as of the required beginning
date who would be entitled to the ac-
count if Louise died, then his options
depend on whether the contingent ben-
eficiary had a shorter or longer life ex-
pectancy than Louise. If the new benefi-
ciary, a child for example, has a longer life
expectancy, then Sam would continue to
use Louise’s life expectancy along with
his own. If the contingent beneficiary has
a shorter life expectancy, such as an older
sister, Sam can use the new beneficiary’s
life expectancy in determining his distri-
butions, but must “look back,” i.e., as-

sume that his sister was his designated
beneficiary as of his required beginning
date. If he doesn’t elect this option, he
would use his single life expectancy as if
no contingent beneficiary were named.

Finally, if a child or other non-spouse
beneficiary died, in general Sam simply
continues to use the same distribution
pattern he established. Even if Sam names
a new beneficiary, as long as he is receiv-
ing minimum distributions, the new ben-
eficiary is ignored.

Know the Terms of Your Plan

It is important to understand that the
terms of your IRA or qualified plan may

limit your distribution options. For ex-
ample, some IRA agreements don’t per-
mit recalculation of life expectancies, and
some provide only for lump-sum distri-
butions after death. The tax law is much
more flexible than many IRA agreements,
so shop around and read the IRA agree-
ment carefully before you invest your
funds.

The foregoing presented the basic
rules for determining life expectancy and
minimum distributions. In the next col-
umn, we will discuss how to evaluate
which options make sense in given situ-
ations, and evaluate several others, such
as naming a charity or charitable trust as
beneficiary.

Interest Rate Uncertainty. . . .Risky Derivatives. . . . Mexican Peso Crisis . . .Money Market Fund Below $1 per Share

Financial stories such as these have increased investor fear and confusion of late. The antidote? A clear understanding of
investment risk and how you can balance it against return in a portfolio of mutual funds that meets your goals. Albert
Fredman, AAII’s mutual funds columnist, and Russ Wiles impart this crucial knowledge in their new book “Building Your
Mutual Fund Portfolio: A Passport to Low-Risk, High-Return Investing.”

Taking you on a journey through the mutual fund landscape, the authors focus on using asset allocation to achieve the
optimal portfolio mix between stocks, bonds, and cash for your chosen investment path. The various avenues explored
include growth investing, income investing, small-stock funds, international funds, and index funds. The hazards investors
face—inflation, taxes, high investment costs, and misleading advice—are explained with strategies for avoiding common
mistakes. The authors also teach you how to weather bear markets by understanding the pitfalls of market timing and
taking advantage of bargain hunting. The book includes sample portfolios, brief profiles of several portfolio managers, and
investment opportunities in the next decade. A list of 101 investment tips gives you a comprehensive and concise checklist
to direct your journey in the most profitable and cost-effective way.

AAII is pleased to offer this book to our members at a 20% discount from the retail price. AAII member price: $15.95. To
order, call AAII at (800) 428-2244 or (312) 280-0170 or send in the postpaid envelope in this issue. Orders can also be
taken by fax at (312) 280-9883 or E-mail at AAIIMembr@aol.com. Please specify the book title when ordering.

New Mutual Fund Book Sets You
on the Right Investment Path!

“Building Your Mutual Fund Portfolio”
by Albert J. Fredman and Russ Wiles

Published by Dearborn Financial Publishing



<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles false
  /AutoRotatePages /None
  /Binding /Left
  /CalGrayProfile (Gray Gamma 2.2)
  /CalRGBProfile (Apple RGB)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Error
  /CompatibilityLevel 1.3
  /CompressObjects /Off
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket true
  /DefaultRenderingIntent /Default
  /DetectBlends false
  /DetectCurves 0.1000
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize false
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Remove
  /UCRandBGInfo /Remove
  /UsePrologue false
  /ColorSettingsFile (Color Management Off)
  /AlwaysEmbed [ true
    /Symbol
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 150
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages false
  /ColorImageDownsampleType /Average
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages false
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 150
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages false
  /GrayImageDownsampleType /Average
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages false
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages false
  /MonoImageDownsampleType /Average
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly true
  /PDFXNoTrimBoxError false
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile (U.S. Web Coated \050SWOP\051 v2)
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName (http://www.color.org)
  /PDFXTrapped /False

  /SyntheticBoldness 1.000000
  /Description <<
    /DEU <>
    /FRA <>
    /JPN <>
    /PTB <>
    /DAN <>
    /NLD <>
    /ESP <>
    /SUO <>
    /ITA <>
    /NOR <>
    /SVE <>
    /ENU <>
  >>
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


