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 AALU Bulletin No:  10-91 September 17, 2010 

Subject: General Estate and Gift Tax Developments: June 2010 
 

1. Reformation Won’t Save IRA Designated Beneficiary Status of Trust 

Major References:  PLR 201021038 

Prior AALU Washington Reports: 02-98 

2. Transfer of Qualified Replacement Property to Spouse in Divorce Is 
Nontaxable Gift 

Major References:    PLR 201024005 

MDRT Information Retrieval Index Nos.: 2500.00; 7400.021; 7400.022; 7400.024 

This Washington Report summarizes a few of the more important cases and rulings in the estate and gift 
tax areas which were decided or reported by the courts and the Internal Revenue Service in June of 2010, and on 
which we have not previously reported in Bulletins on insurance-related estate and gift tax matters. 
 

SEE THE CIRCULAR 230 DISCLAIMERS APPENDED TO 
THE CONCLUSION OF THIS WASHINGTON REPORT. 

Private Letter Rulings 

1. PLR 201021038 

In PLR 201021038, the Service ruled that the retroactive reformation of a 
testamentary trust would not be respected for purposes of determining the existence of a 
valid “designated beneficiary” of a decedent’s IRA.  The trust in question was reformed by 
state court order to remove potential charitable beneficiaries that could be added under a 
limited power of appointment granted to the decedent’s children.  As a result, the 

http://www.aalu.org/
http://www.aaluwr.org/majorrefs/Ref10-91A.pdf
http://www.aaluwr.org/majorrefs/Ref10-91B.pdf
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reformed trust was not treated as a “designated beneficiary trust,” and that the 
trust beneficiary’s life expectancy could not be used for determining required minimum 
distributions.  

Under the facts of the ruling, “Husband” and “Wife” created a joint revocable trust 
that divides upon the death of the first spouse into a Survivor’s Trust, a Marital (QTIP) 
Trust, and a Bypass (Credit Shelter) Trust.  Upon the death of the surviving spouse, the trust 
divides among various family members, and so-called “protective” trusts are created for the 
benefit of Child C and Child D (Husband and Wife’s children).  

The protective trusts provide that the trust beneficiary may appoint the trust assets to 
certain persons and entities, including charities.  This special power of appointment is 
exercisable during the beneficiary’s lifetime by a beneficiary who has reached a designated 
age, and also may be exercised in the beneficiary’s will. 

On “Date 3,” the joint revocable trust (“Restated Trust”) was amended to add the 
following language allowing for post-mortem trust reformations:   

“With respect to any IRA, 401K or other retirement plan payable to the trust on the death of either 
Trust Creator, it is the Trust Creators’ desire that the Trustee utilize the minimum distribution rules 
described in the Internal Revenue Code (“IRC”) and applicable regulations when making 
withdrawals from said retirement account . . . In particular, the trustee should be guided by the 
following; (a) The Trustee should first determine whether the custodian allows for long-term 
deferral of income taxes by the Trustee; . . . (c) the Trustee should determine what requirements 
exist, if any, in order to elect the longest tax-deferral period; (d) Having made the appropriate 
election in order to elect the longest tax-deferral period of time, the Trustee should withdraw funds 
from the retirement plan in the minimum amounts required under IRC and applicable regulations 
without penalty; additional amounts should be withdrawn only if the Trustee determines that a need 
exists; . . . (f) . . . The provisions of this instrument are intended to inform the Trustee of the Trust 
Creators’ desire that the rules commonly known as the “stretch IRA” rules should be applied to all 
retirement plans. It is the Trust Creators’ hope that the Trustee will use his or her best efforts to 
minimize income taxes on these assets for the maximum duration permitted by law . . . For purposes 
of qualifying as a Designated Beneficiary under IRC and applicable regulations, each Beneficiary 
may amend the terms of the trust which govern the distribution of his or her trust at death in the 
absence of a complete and effective exercise of any applicable power of appointment; . . .” 

Wife died on Date 4, 2003, and the Bypass, Marital and Survivor’s Trusts came into existence.  
During his life, Husband named the Trustee of the Bypass Trust as the beneficiary of his IRA (“IRA X”).  

Husband died on Date 5, 2008, after his “required beginning date” (i.e., age 70 ½) within the 
meaning of section 401(a)(9)(C) of the Internal Revenue Code. When Husband died, the Restated Trust and 
all the trusts administered under it became irrevocable.  

After the death of Husband, all the trusts administered under the Restated Trust instrument were 
consolidated and equally divided into two Protective Trusts created for the benefit of Child C and Child D. 
Child C and Child D were each individually appointed as Trustee of their respective Protective Trusts.  

On Date 6, 2008 Child C and Child D, acting as Trustees of the Bypass Trust, filed for a 
Declaratory Judgment in State Court, asking State Court to modify the Restated Trust to comply with 
certain requirements of the Income Tax Regulations.  
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On Date 7, 2008 State Court issued an order that modified the Restated Trust provided, in 

relevant part, as follows:  

(1) all amounts received from the custodian of IRA X are to be distributed to the beneficiaries of 
the Protective Trusts;  

(2) the Trustee is authorized to arrange direct distributions from the IRA to the beneficiary;  

(3) if a Special Independent Trustee is selected, distributions to descendents of beneficiaries 
born before 1955 are prohibited;  

(4) descendents of beneficiaries born before 1955, Contingent Beneficiaries and charities are 
removed as potential appointees of a beneficiary’s lifetime power of appointment;  

(5) any individual born before 1955 is removed as a potential appointee of a beneficiary’s 
testamentary power of appointment; [and] 

(6) Child C (the oldest lineal descendant of Husband) is named as the designated beneficiary 
under section 1.401(a)(9)-4, Q&A-4 of IRA X, and the trust is to be administered so that all beneficiaries 
following Child C and Child D are “successor beneficiaries,” as defined in Treas. Regs. § 1.401(a)(9)-5, A-
7(c)(1) . . .” 

By the foregoing reformation, the Trustee was attempting to qualify the Restated Trust as a “see-
through” trust.  (See, e.g., our Bulletin No. 02-98.) Under applicable Treasury Regulations (§ 1.401(a)(9)-4, 
Q&A-5), the beneficiaries of a see-through trust may be treated as designated beneficiaries if the following 
requirements are met: 

 The trust must be valid under state law; 

 The trust must become irrevocable upon the death of the participant; 

 The beneficiaries of the trust must be identifiable from the trust instrument; and 

 The trust indenture and other required documentation must be timely provided to the 
plan administrator. 

In general, under these regulations, the life expectancy of the oldest beneficiary (in this case, Child 
C) will be used to calculate the minimum required distributions from the IRA. 

The Trustee therefore requested that the Revenue Service rule: 

 That IRA X be distributed as though the beneficiaries of the Bypass Trust administered 
under the Restated Trust, as amended by the State Court order, were named beneficiaries of 
IRA X thereby satisfying the guidance set forth in the Treasury Regulations; 

 That Child C is the “designated beneficiary” of IRA X based on the judicial modification of 
the Restated Trust retroactively to Husband’s death; 

 Alternatively, that Child C is the “designated beneficiary” of IRA X as a result of removing 
certain discretionary distributees and potential objects of powers of appointment before 
September 30, 2009; [Note: Generally, an employee’s designated beneficiary will be 
determined based on the beneficiaries designated as of the date of death who remain 
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beneficiaries as of September 30 of the calendar year following the 
calendar year of the date of death]; and 

 That the applicable distribution period for the applicable calendar year (2009) is 30.5 years 
(reduced yearly), which is Child C’s life expectancy based upon her current year (2009) 
birthday. 

The Revenue Service refused to give effect to the retroactive reformation ordered by State Court.  
Charities were potential contingent beneficiaries of Restated Trust.  However, only individuals may be 
“designated beneficiaries” for purposes of satisfying the requirements of Code section 401(a)(9) and related 
Treasury Regulations.  As a result, IRA X was determined not to have a designated beneficiary, and post-
death distributions from IRA X must be made over Husband’s remaining life expectancy.   

The Service reasoned that: 

“Generally, the reformation of a trust instrument is not effective to change the tax consequences of a 
completed transaction. For example, in Estate of La Meres v. Commissioner, 98 T.C. 294 (1992), 
the trustees retroactively reformed a governing instrument solely for the purposes of qualifying the 
bequest for the estate tax charitable deduction. The Tax Court held that the retroactive reformation, 
undertaken solely for tax considerations, was not effective for federal tax purposes . . . While we 
will look to local law in order to determine the nature of the interests provided under a trust 
document, we are not bound to give effect to a local court order which modifies the dispositive 
provisions of the document after respondent has acquired rights to tax revenues under its terms.”  

We note that the Revenue Service’s interpretation in PLR 201021038 appears to be at odds with 
earlier rulings in PLRs 200235038 and 200620026.  In those rulings, the Service allowed a trust that was 
reformed after the IRA owner’s death to qualify as a designated beneficiary, in part because of the 
regulation that permits the beneficiary of an IRA to be determined by September 30 following the year of 
death, as opposed to the date of death. 

PLR 201021038 appears therefore to chart a new and more rigorous course for taxpayers seeking to 
correct technical deficiencies in the drafting of beneficiary designations. 

2. PLR 201024005 

PLR 201024005 treats the transfer by a taxpayer of qualified replacement property 
(obtained after the sale of stock to an ESOP) to a spouse through a divorce proceeding as 
a gift, thereby allowing the taxpayer to avoid the recapture rules of § 1042(e) of the 
Internal Revenue Code.  To so hold, the IRS had to rely on the legislative history of § 
1041. 

In the PLR, Taxpayer sold shares of stock in Company X to the Company’s ESOP and invested all 
of the proceeds in qualified replacement property (QRP) within the replacement period prescribed by § 
1042.  Taxpayer then made a timely election under § 1042(a) to recognize gain on the sale of the shares of 
Company X to the ESOP only to the extent the amount realized on the sale transaction exceeded the cost of 
the QRP, which in this case resulted in no gain recognition.  In a subsequent divorce proceeding, Taxpayer 
wanted to transfer all or a significant percentage of the QRP to his spouse.  Before doing so, he sought a 
ruling from the IRS on whether such a transfer of the QRP would trigger gain recapture under § 1042(e). 

Code section 1042(e)(1) requires that a taxpayer recapture any gain not previously recognized on 
the sale of shares to an ESOP if the taxpayer sells the QRP.  Section 1042(e)(3)(C), however, does not 
require recapture if the QRP is transferred by gift.  The question, then, was whether the transfer of property 
to the spouse through a divorce proceeding was considered a gift for § 1042(e) purposes.  
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Code section 1041(a) requires that no gain or loss be recognized on the transfer of property from 

an individual to a spouse, or to a former spouse if the transfer is incident to the couple’s divorce.  The 
transferee in such a transfer is treated as having acquired the property by gift under § 1042(b)(1); however, 
the statute is silent on whether the transferor is deemed to have made a gift.  The “gift” is not a taxable gift 
under the Gift Tax Rules, pursuant to Code section 2516, which treats transfers of property between 
spouses in a divorce as having been made for full and adequate consideration. 

The IRS, in the PLR, refers to the legislative history of § 1041, which provides that “transfer[s] will 
be treated, for income tax purposes, in the same manner as a gift.”  H.R. Rep. No. 432, 98th Cong., 2d Sess. 
1491, 1492 (1984).  The IRS reasoned that, because the transferee was treated as receiving a gift under 
§ 1041(b), it followed that the transferor should be treated as making a gift.  It thus concluded that treating 
Wife as having made a gift for purposes of § 1042(e)(3)(C) was consistent with § 1041 and its legislative 
history.  The ruling, therefore, concluded that Taxpayer will avoid recapturing gain under § 1042(e)(1) on 
the transfer of the QRP to his spouse in a marital property settlement. 

Any AALU member who wishes to obtain a copy of any of the items discussed in this Washington 
Report may do so through the following means: (1) use hyperlink above next to “Major References,” (2) log 
onto the AALU website at www.aalu.org and enter the Member Portal and select Current Washington Report 
for linkage to source material or (3) email Anthony Raglani at raglani@aalu.org and include a reference to this 
Washington Report. 

 
In order to comply with requirements imposed by the IRS which may apply to the Washington Report as 

distributed or as re-circulated by our members, please be advised of the following: 

THE ABOVE ADVICE WAS NOT INTENDED OR WRITTEN TO BE USED, AND IT CANNOT 
BE USED, BY YOU FOR THE PURPOSES OF AVOIDING ANY PENALTY THAT MAY BE 

IMPOSED BY THE INTERNAL REVENUE SERVICE. 

In the event that this Washington Report is also considered to be a “marketed opinion” within the meaning 
of the IRS guidance, then, as required by the IRS, please be further advised of the following: 

THE ABOVE ADVICE WAS NOT WRITTEN TO SUPPORT THE PROMOTIONS OR 
MARKETING OF THE TRANSACTIONS OR MATTERS ADDRESSED BY THE WRITTEN 
ADVICE, AND, BASED ON THE PARTICULAR CIRCUMSTANCES, YOU SHOULD SEEK 

ADVICE FROM AN INDEPENDENT TAX ADVISOR. 
 

 

                                                                             
The mission of AALU is to promote, preserve and protect advanced life insurance planning  

for the benefit of our members, their clients, the industry and the general public. 
 

For more information about how AALU’s advocacy efforts help protect your business and the 
advanced life insurance marketplace, visit our website at www.aalu.org, or  

call toll free 1-(888)-275-0092. 
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