
NDLifetimeDists2009-2.wpd 11/6/082/12/098/26/09

28: Lifetime Distrtbi;tien Strategies for
Your Client's Retirement Benefits

2009-2

Natalie B. Choate, Esq.
Nutter McClennen & Fish LLP

Boston, Massachusetts
ww.ataxplan.com

Contents
FRONT MATTER. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . ., . . . . . . . . . . . . . . . . . . . . . 28-3

1. About the author ............................. ." . . . . . . . . . . . . . . . . . . . . . . . 28-3
2. List of abbreviations and symbols used in ths outline ........................ 28-4

3. Resources: Where to read more . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .28-4
4. Introduction. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .28-5
5. What's the best financial plan for retiement? . . . . . . . . . . . . . '. . . . . . . . . . . . . . . . . . 28-5
6. Ba-Si-M-A-S-U-D: The key to retiement happiness ....................... 28-7

I. APPROACHlG RETIRMENT ............................................ 28-8
1. When should you tae that LSD? ........................................ 28-8

2.4.01 Introductionto lump sum distrbutions ..............................28-9

2.4.02 First hurdle: Type of plan ....................................... 28-10

2.4.03 Second hurdle: "Reason" for distrbution ........................... 28-10

2.4.04 Thd hurdle: Distrbution all in one taable year ..................... 28-11

2.4.05 Exceptions to the all-in-one-year rue ..............................28-14

2.5.01 NUA: Tax deferral and long-term capital gain .......................28-14

2.5.02 Determg the amount ofNUA . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 28-15
2.5.03 Distrbutionsafir the employee's death. . . . . . . . . . . . . . . . . . . . . . . . . . . . 28-15
2.5.04 Basis of stock distrbuted in life, held until death ..................... 28-15

2.5.05 Election to include NUA in income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 28-16
2.5.06 Should employee keep the LSD or roll it over? . . . . . . . . . . . . . . . . . . . . . . . 28-16
2.5.07 NUA and parl rollovers ....................................... 28-17

2.5.08 If the employee wants to sell the stock ...........................;. 28-18

7.6.04 Gift ofNUA stock. . . . .. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 28-19
2. Life insuce: The "rollout" at retiement ................................28-19

8.2.05 Curent Insurance Cost: Basis, MRs, 10% penalty. . . . . . . . . . . . . . . . . . . 28-19
8.3.01 Options for the policy when the parcipant retis ....................28-20

8.3.02 How to determe policy's FMV: Rev. Proc. 2005-25 ................. 28-20

8.3.03 Tax code effects of sale below maket value . . . . . . . . . . . . . . . . . . . . . . . . . 28-22
8.3.04 Plan sells the poHoy to the paicipant. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 28-22
8.3.05 Sale to parcipan Prohibited trana~tion issue ......................28-22

8.3.06 Plan sells polkÝ tp th beneficiar(ies) ... . . . . . . . . . . . . . . . . . . . . . . . . . . 28-23
8.3.07 Sale to beneficiary Prohibited tranossP.íion aspects ....................28-24

8.4.02 Avoiding estate tax inclusion and "transfer for value" .................28-24

3. Defied benefit plan decisions. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 28-25
10.1.04 Defied Benefit plan: What it is. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .28-25



28-5

~RA
In December 2008, the Wò'~~;1R_lr~:e,.1';rE1tplijl'er Recovery Act of 2008 added

.§ 40\læ)~9~) to the Tax Code. § 4M(ià)(9~.pÎ('Vrd~s"$rat, notwthstading aU the rest of § 401 (a).(9),
1na "nmniimwnl'equired distrbuton:" wr1~ò'eoFeauìredfr0m.',any JR ø'r õther de:Wed eontrbution

It.e~Ilt~an- forcth: year 2"Oli9! ''S~¡iløirgñô:ut-ih$'i'øml:ñe.,Teferenees to miimnrrequired
ißistnb~~~ø.lleraU:y dôJ1Qt aD1~l~ø:l'~the:~e-ar 2t)@.9.

4. Introduction

Ths outline offers information and suggestions regarding how to get money out of a retirement
pläì:r in later life. The 'gOal is to assist planners who' Îlé advising clients who are approaching retirement or

approaching (or past) age 70%. Thisöutlinedoes not discuss estatepianning, financial plarting, or
investment aspects ofrètiretlentplans;'It focuses on the income tax consequences of distrbution
dê'èÜ;ions. This outlnê does notaddresscohcerns of beneficiares, or of paricipants who are under age
59%.

The stIctle of the outline is to layout a: pärtcular question or decision or 
situation that faces

retiees, near-retiees, and other older partcipahts; then provide varous possible 
answers to the question

or planing ideas, for that person's situation, usually followed by detailed text explaining the ta rules.
Most of the text is taken' from two sources: Life and Death Plarinûigfor RetirementBenefits and The 194
Best & 'Worst 'Planning Ideasfor YottrClient's Retirement Benefits, both by the author; see "'Resources"

(above).
This outline is wrtten for experienced estate planners, finimciàl plamiers, iivestmênt advisers,

trst offcers, life insurance professionals, and others who advise individual clients regarding their

retirement benefits. The outline assumes that you are familiar with the income and estate tâ rules
applicable to retirement benefits.

5. What's the best financial plan for retirement?

Retirement means the end of compensation income. You are no longer supporting yourself
through curent work. You are supporting yourself, you hope, though pension and investment income
representing the frits of your prior work. The financial' element of planing for retiement tends to focus
onhaving a plan for generating a post-retirement stream ofpayients to yourselfthat will cover your
expenses while stil leaving enough for all your future years of life and your estate planing goals.

There always seems to hé lurking just beyond the horion the Grand Plan thät wil provide this
stream ôfpayients ard elimate all future worr and fussing about thë subject.

Onè Grand Plan 'is to live on the "income" (interest and dividènds) from your investtent-
portolio, preserving the "pricipal" to generate futUe iiicome, protect against inflation, and leave to your
heirs. But many people conclude do not have suffcient capital to live on the income 

alone in the style to

which they have becoiré accustomed~specially in an era of zero percentinterest rates! So some way to
tap the principal, without exhaustig it is required.

Another Grand Plan, the one most often recommended, is to have a diversified balanced
investment portfolio, which you rebala'ncepenodicaiiy, and withdraw 4.5% (or 3%, or some %) of 

the

value of that portolio the fit year; then in each succeeding year you withdraw the same amount
increased by a cost of living a.djustment (COLA). And your financial planer's Monte Carlo projections
show that you have a 90% chance of not outliving your money with ths approach. The trouble with this
Grand Plan is that it is too complicated and scar for most people. Waking up every day knowing that
there is a 10% chance you wil outlve your money does not make for a worr-free existence. Who can
close his eyes to the stock market roller coaster, knowing that every downtick could mean you can't
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afford to live as long? What happens to the projections the year you need to take out a few extra dollars to
replace the roof?

Another major flaw of ths partcular Grand Plan, iumy opinion, is that it requires every retiree tö
reserve enough capital to cover living expenses for his longest possible lifespan, even though only a small
percentage of retirees, sa,y 1 0%;, wilt actually live for that longest possible lifespan. Thus if everyone uses
ths plan either 90% of the retirees are preserving capital unnecessary to cover an extreme old age they

wil never reach (capitâlthey could have spent to improve their living standard now), or 10% of the
retirees wil ru out of money in extreme old age.

A Grand Plan that I am secretly drawn to is called the four legs of the table:

Leg 1 is income: YOl1arange for an anuity ora coll~ction of annuities (with a COLA) suffcient
to cover your basic living expenses. Social Securty plus your company pension plus a privately
purchased anuity contract, a,Cl you now don't have to worr about paymgthe utiHty and food bils, no
matter what the stock market does. Y our expenses include the insurance preinum involved in Legs, 2 and
3. Plus you now don't have to worr about íiving too long. If everyone bought this form of insurance
against living too long, the ri,sk of eKCess longevity would ,b,e pooled and assumed by insurance
compnies, andsprc:adover theentirepopulation, as it should be, and much of retirees' capital would be
freed up for other purases.

Leg 2.is, medical care: Get the best health insurance you can afford, plus a Health Savigs
Account, plus Medicare,pli.s long-:termcareinsurance. Also eat healthy, don't amoke, exercise regularly,
and that's the best you can do to corral that monster.

Leg 3 ,is your estate plan: Buy . life insurance to provIqe whatever you want to provide for your
heirs in excess of the estate ta exemption amount, if anythig (inside an irevocable trst of course).

Leg 4 is the emergency fud/inflation backstop/estate plan core. That would be assets (house(s)s
plus an investment fud) equal to the federal estate tax exemption amount. These equity investments
provide infation protection, plus can be tapped when your expenses exceed your annuity income, plus
provide an ineritace for your heirs. Ths money is available for fun if it gets to be wort more than the
estate tax exemption.

So what's wrong withthe Four Legs.ofthe Table Plan? The main sticking point is Leg J, buyig
an annuity, which has, two issues, only one of which is legitiate.

First, for some people, tuin over casI: to buy an anuity contract is too scar and unacceptable.
You are partg with capitaL. 0Ile day you have $500,000 aridthe next day you just have a life income of
$x. And if you die the day after that your heirs get nothing, your $500,000 was "wasted."

I agree you shouldn't put ALL your capital into an ailUty contrct. But the idea that the anuity
investment is "wasted" if you die ealy is false. This is liking sayi that your hornownr"s inurance
prernumis wasted if your housedoesn't burn down. You are buying the anuity to insure against livig
too long. Ifypu live too loiig it's avery good investment.

The most lielyscenaro is that you live to your life eKpectacy. If you don't buy an anuity, and
you live to your life expectacy you wjIl spend that $st)Q,(J on your living expenses, and your heirs
won't get it anyay. So we are NOT taEkg abGut th.e money-yousb-ould be lookig to leave to your
heirs. Th is the money you are going to &PEND. You have. other money for your heis.

What's really stupid is to buy an ,aiuity (insurance itainst living too long) then reduce your
anuity payments to provide a death pa~ent to your heirs..'The death. benefit under an anuity contrct is
subject to most unfavorable estate ta treatment. See Par 1(3), ir 10.3.01. 

If you want to provide for your
heirs buy a separate life insurce policy.

The second worr is more reaL. Viewed from one p€fspective, the anuity with a COLA is the
ideal way to provide retienintincome.From another perspeQtive, it's nothing more than an I.o.u. from
an insurance company. If AlG can go under, no insurance company is safe. There's no way to elimiate
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all nsk. Perhaps the best you can do is spread the nsk by buying smaller contracts from multiple insurers,
and if possible buy contracts that are withn the state guantees as a backup.


