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The Retirement Asset Swap

Retirement account assets can
be converted into life insurance
that will pass tax free

state plannes are confrortedwith

uniquechallengesvhendevebp-

ing strategiesfor clientsto gift
their IRA accountsand/or retrement
plan accownts, such as pension,profit
sharng and401(k) plans.Becausepar
ticipans are unableto changeheowner
of theseaccountsandwithdrawalsfrom
IRA and retirementaccountsresut in
income taxes and potential penaties,
thes assetsare typically the lastassets
estaé plamers look at to reducethe
estae tax valueof aclient’s estaé. This
article examinesa strategytha effec
tively corverts retirement account
asets — which would be subgct to
income and estatetaxes — into life
insurance that will passincome and
estae tax freeto a participant’'sbeneft
ciaries.

Assumea client hasa $1 million
IRA, isin thehighestincometax brack
et andhasataxableestatelf the client
doesno planningwith his IRA, the per
centigeof the IRA thatwill ultimately
pass to the client’s beneficiariesis
appoximately 30 percentThisis based
on the fact that the IRA assetswill be
included in the client’s taxabk estae
and subjectto federaland stae estae

taxesat a rate of approxmately 50 per

cent The distributions that are made
from the IRA to the client’s benefcia-

riesalso will besubgcttoincometax at
a rate of approximately 40 percent
(assuming the client reddes in a state
with a state incometax, suchas New
Jersey or New York). While the benef-

ciaries will receive an income tax
deducion for the eshtetax atiributable
to the IRA, thebottom lineis thatthere

will be a significant depktion of the
IRA.

To avoid this depleton, the client
can take an informal route to convet
the assets to an income and edate tax-
free asset (propety owned life insur-
ance) or a more formal appioachto do
the same thing. The informal appioach
first begns with the IRA paticipant
taking distributions annudly penaty
free after attaining age 59-1/2, and
usngthenetaftertax proceedso gift to
an irrevocablelife insulancetrug that
will acqure,ownandbethebenefciary
of a$1 million life insuancepolicy on
theclient’s life. Thelife insurancetrugt
is stuctured in a manner such that
annualgifts to the trustwill qualify for
the clients gift tax annwal excluson
(curently $12,000per yea to any per
son) solong asthe benefciaries of the
insurancetrug havea preentinteresin
the gifts. If the beneftialies receive
notice of their right to withdraw their
pro-rata porton of the amount con
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tributed by the clienteachyear,the gift
will qudify for the client’s anrud
exclusion. Thus, there will no gift tax
congquencesin connetion with the
client's gifts to theirrevocablerust
Generdly speakig, life insurance
is a favord as®t for estak planning
purmposes becaus insurance proceeds
can be kept out of the insured’sestte.
So long asthe insuredis not the owner
of the policy and his estag is not the
benefciary of the policy on hislife, the
lifeinsuanceproceedwil | notbetaxed
in his edate. For a married client, the
insuancealso will not be taxedin the
surviving spoue’s edate becausethe
trug will bedraftedin a mannersothat
thespougtechntaly will nothavesuf
ficientcontol to cau® the assetdo be
includedin the spous’s esate. Thus,
the insurance proceedswill passtax-
freeto theclients children.
Eachyearthereater, the clientwill
take a distribution from his IRA, and
contibute the net after tax proceedgo
thetrud so thatthetrustcanpaythepre-
mium on the $1 million policy. At the
clients deah, the insurancetrust will
collect the $1 million death benefit
incomeandedatetax freeandhold the
proceedsfor the benetft of the clients
suviving spouse and other family
membes. The remaining IRA proceeds
will pas to his beneiciaries after fac-
toring in egateandincone taxes.
Doing nothing, the clients family
would receve appioximatly $300,00;
by enploying the swap straegy, the
client pases $1 million of insurance
proceeddo his famly, plusthe remain-
ing balanceof his IRA subjectto taxes.
Themore formal apgroachcould be
consdered for clients who do not nec

This article is reprinted with permission from the JANUARY 28, 2008 issue of the New Jersey Law Journal. ©2008 ALM Properties, Inc. Further duplication without permission is prohibited. All rights reserved.



NEW JERSEY LAW JOURNAL, JANUARY 28, 2008

191N.J.L.J.286

esailly need their IRA or retirement
accouns during their lives. Rather than
theclientself-annuitizehis IRA, asisthe
cas alove,with a portionof theclient’s
IRA, theclientwill investall of his IRA

in asinglelife insuancecompanyannu

ity contactand useall of the net after

tax distributions from the single life

annuity to gift to his irrevocable life

insurancetrug, which will acqure alife

insurancepolicy ontheclient’slife. The
client'sageandhealthwill deteminethe
amountof the annuitypaid by the annu

ity contractandtheamountof life insur

ancethatcanbeacquired.

At the client’s death, the IRA will
haveno valuebecaus it wasinvesedin
a single life annuity and purswant to its
terms, no more paymentsare madeafter
the client’s death,andthe life insurance
trugt will collect on the policy it owns
income and estatetax free. If the client
pasesaway18 monhsafterimplement
ing this strategy while the single life
annuity purchaged in the IRA would
have been a terrible investment it is
more than coveed by the replacenent
insurance acquiredby the client in the
insurancetrust, which turns out to be a
temific invegment. Essentially the IRA
ast hasbeenmovedfrom onetaxabk
podket to another nontaxable pocket,
suffering only the income tax on the
annuity distributions while providing a
significantly largeramounto theclient’s
beneficaries.

A mariied client can employ this
strategyaswell. Ratherthanpurchasea

single life amuity, the client would
investin anannuty contract which pays
until thelastto die of thelRA ownerand
his spowse. The client would then take
his after-tax annuty distributions and
gift themto anirrevocablesurvivorship
trug, whichwill acquie alife insuiance
policy on the lives of bath the IRA
ownerandthe IRA owner’s spouse This
type of insurancepaysa deah beneit on
the deathof the second spous and is
typically muchcheapethanasingledife
policy becaus its paysoff after the sec
ondspousto die,andnotthe first. From
an eshte tax perspecive, this type of
insurance may be more worthwhile
becaus it payswhenthe estate tax lia-
bility will beincured(i.e.,atthe surviv-
ing spouses death), and if properly
owned in an irrevocable survivorship
insulancetrug, it will not be taxablein
either edate, but the proceedswill be
avaliable to help payfor deah taxesand
administrative expenss.

At the IRA owner’'s dedh, the
spous can either continueto takedistri-
butions from the deceasd spouses IRA
asaninheited IRA or rollover the IRA
to hisor herownIRA. In eithercasethe
IRA would siill beinvesedin theannu
ity contract, and the surviving spous
would continue taking the net after tax
annuty distributions, and gift them to
the suwvivorship life insurancetrug to
enabe the trustto pay the prenmiums on
the survivorship life insuancepolicy. At
the deathof the secondspous, the trugt
will collect the insurance proceeals

income and esate tax free while the
incomeand edate taxespayabe in the
IRAwill bezer becausthevalueof the
IRA assetsis zel.

There are a coupk of pointsto con
sider. This strategy is not for evay
client First, the clientneedgo beinsur
able in order to aoquire insurace.
Second,the client would needto dedr
cake a significant portion of his retire-
ment assets during life to acquie the
replacenentlifeinsurance andtheclient
may needthe retirement assetto main-
tain his lifegyle. In this situaion, while
an all or nothing appioach may not be
warrankd, to the extent the client can
use anyportion of theretirementasseto
swap, it may be a worthwhile endeavor
to explore.Finally, theclient's othergifts
and existing insuranceneedto be ana
lyzed.If theclientis otherwseusing his
amud exclusion gifts in connedion
with otherassets or hasotherlife insur
ance this strategy may needto be scakd
down. In the ca® wher the client is
usng his annualexclusions elsewhere,
the client could use a portion of his $1
millionlifetime gift exclusionto applyto
the gifts to the insurancetrust

Thetoll of incone tax andpotential
IRS penaltes (for premature distribu-
tions for IRAs and other retirement
asetsgeneally resutsin estateplanners
being very reluctantto reconmendgift-
ing strategies for them Even after fac
toring in these traps theretirementasset
swap could be a strategy that could be
very beneftial to a clients family. B



