Case Study—Retirement Accounts
The rules governing inherited IRAs can be confusing to even the most financially knowledgeable client, and when a client inherits an IRA that has already been treated as an inherited IRA, determining distribution requirements can become even more difficult if the client is unfamiliar with the rules.  

Your client, Janice, inherited an IRA from her recently deceased husband, David.  In looking through David’s files, Janice has discovered that David had inherited that IRA from his mother, and has been taking distributions from the account based upon his life expectancy.  Janice contributes to her own IRA, but is not yet required to take distributions from her account and would like to consolidate her accounts to the extent possible.  She has read that a spouse may be entitled to treat a deceased spouse’s IRA as his or her own, and would like to consider consolidating David’s inherited IRA with her traditional IRA.  How do you advise?
Expert Analysis Using Tax Facts Online
Inheriting an IRA creates a complicated set of issues that may be difficult for even the financially astute taxpayer to work through—the number of beneficiaries, timing of the owner’s death and relationship of the beneficiaries are all issues that interact to create a maze when determining an inherited IRA’s future.  These complications are magnified dramatically upon inheriting someone else’s inherited IRA.  Inheriting an inherited IRA presents a situation that doesn’t currently receive much attention, though taxpayers are increasingly likely to face these issues given the vast amount of wealth now stored in retirement accounts.
As a first step, Janice should first re-register inherited, inherited IRA in her name (i.e, the name of the deceased beneficiary’s beneficiary (the “successor beneficiary”)) in order for her, as the successor beneficiary, to take required minimum distributions (RMDs) from the account in the future.  Determining how these RMDs are calculated is where the rules become complicated, however.  

Tax Facts Online can help sort out these complex rules.  Tax Facts Online Question 3634 discusses the RMD requirements for IRAs generally, and Tax Facts Online Questions 3637 and 3638 outline the requirements for lifetime and after-death distributions, respectively.  Question 3641 explains the special rules that apply to allow a surviving spouse to treat the IRA as his or her own account.
As a spousal successor beneficiary, however, Janice is unfortunately not entitled to use the special rules that typically apply to allow the surviving spouse to treat the IRA as his or her own account—based upon the logic that Janice, as the surviving spouse-successor beneficiary, was not the spouse of David’s mother, the original account owner.  Instead, Janice (regardless of whether she was surviving spouse or non-spousal beneficiary) is required to take RMDs from the account based upon whatever method David, as the original beneficiary, had been using upon his death.

As a result, in this case, as in many cases, the inherited, inherited IRA will be distributed to the successor beneficiary based upon the life expectancy of the deceased original beneficiary, David.  The options that David, as the original beneficiary, could have chosen are discussed in the paragraphs below.

Most taxpayers know that the rules governing inherited IRAs generally allow taxpayers to “stretch” the tax-deferral associated with these accounts by providing for distribution of the account value over a period of years following the original account owner’s death.  However, there are several options that the beneficiary can choose from in taking his or her RMDs from the inherited IRA. 

If the original account owner died after he or she began taking RMDs, a non-spousal account beneficiary must either take distributions based upon his or her own life expectancy or based upon the original account owner’s life expectancy—whichever is longer.  If the owner died before he or she began taking RMDs, a non-spousal account beneficiary must either take distributions based upon his or her life expectancy or exhaust the account funds within five years of the original owner’s death.

An original spousal beneficiary has the additional option of rolling the inherited IRA funds into his or her own IRA and treating them as if they were traditional, non-inherited IRA funds.

The option chosen by the original beneficiary of an inherited IRA is the option that the successor beneficiary to that inherited IRA will be required to use in order to exhaust the account funds—the successor beneficiary’s own life expectancy is not a factor.

The rules governing inherited IRAs are complicated enough, and when faced with an inherited, inherited IRA, many advisors simply aren’t certain as to how to proceed.  Knowing the rules in this thorny area can help the advisor establish his or her value to the taxpayer in handling this type of difficult situation.

Thumbs up/Thumbs down

What are your thoughts on:

1. The potential impact of the resolution of the fiduciary v. suitability issue for financial producers if the Supreme Court decides in favor of a fiduciary standard?  
a. Bloink: In terms of liability exposure, this would be a major transition in the industry—instead of focusing on whether the arrangement is suitable for the client, the fiduciary-advisor must act in the client’s best interests, and the fiduciary standard brings with it a long line of settled law governing the liability of advisors who fail to act in this manner.  I don’t think a fiduciary standard is a negative, and with the regulatory community behind it, it’s coming--but I do think this expansion could limit the availability of financial advice for the middle class, at least until advisors become more comfortable in their new roles. THUMBS UP
b. Byrnes: Applying a fiduciary standard to financial producers would require an adjustment period, but we have to consider that more and more middle class clients are relying on these producers’ advice as they make decisions that will determine their future financial security.  The importance of this advice cannot be overlooked, and I think we need a correspondingly strict standard of responsibility. THUMBS UP
2. The problems surrounding the implementation of the ACA premium tax credit?
a. Bloink: Administration of the premium tax credit has obviously proven complicated, but it was one provision of the ACA that probably couldn’t have been postponed if the law was going to accomplish its goal of making health coverage affordable for lower income taxpayers.  The IRS has done what it can to mitigate the impact for taxpayers who received incorrect reporting information, but holding on to these taxpayers’ returns while awaiting correct information is one step that only exacerbates the problem. THUMBS DOWN
b. Byrnes: The whole concept of paying the premium tax credit in advance to the insurer is supposed to help lower income taxpayers avoid out-of-pocket up-front costs—which recognizes that they can’t afford those costs to begin with.  Regardless of how complicated administration of the advanced payment system has been, proposals to eliminate it can’t be implemented without imposing a serious hardship on lower income taxpayers. THUMBS UP
3. A recently introduced proposal that would allow taxpayers to transfer their retirement account RMDs to health savings accounts (HSAs), tax-free?
a. Bloink: Whether or not this proposal will become reality, I don’t know—but postretirement health expenses are some of the largest costs that retirees will face after they start taking distributions from retirement accounts, and anything we can do to encourage proper planning for those expenses is going to help in the long run. THUMBS UP
b. Byrnes: When retirees can’t afford the cost of their health care—whether because of high deductibles or prescription expenses that may not be covered by a traditional Medicare plan—the government could eventually end up with the tab if Medicaid kicks in.  Forgoing the tax revenue derived from RMDs and allowing retirees to take care of their own expenses using a tax-free HSA seems like a smart move to me. THUMBS UP
