
 

 

 
Premier analysis of federal legislative and regulatory developments for the nation’s 2,000 most advanced 

life insurance planners, focusing on business, estate, qualified and nonqualified retirement planning. 
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AALU Bulletin No:  12-07 February 15, 2012 

Subject: General Estate and Gift Tax Developments: December 2011 
 

1. Court Rules That Inherited IRAs Are Exempt in Bankruptcy 

Major References:   In re Stephenson, Case No. 4:11-cv-10848 (E.D. Mich. Dec. 12, 2011) 

2. Private Foundation Set-Aside May Be Satisfied With Debt 

Major References: PLR 201152021 

 
SEE THE CIRCULAR 230 DISCLAIMERS APPENDED TO  

THE CONCLUSION OF THIS WASHINGTON REPORT. 

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 

December of 2011, and on which we have not previously reported in Bulletins on insurance-related 

estate and gift tax matters. 

 

Cases 

1. In re Stephenson, Case No. 4:11-cv-10848 (E.D. Mich. Dec. 12, 2011) 

On appeal from a final judgment of the United States Bankruptcy Court for the 

Eastern District of Michigan, a federal court determined that three individual retirement 

accounts (“IRAs”) that were classified as “inherited IRAs” are exempt from the 

bankruptcy estate under 11 U.S.C. § 552(d)(12), which provides exemptions for 

“retirement funds to the extent that those funds are in a fund or account that is exempt 

http://www.aalu.org/
http://www.aaluwr.org/majorrefs/Ref12-07A.pdf
http://www.aaluwr.org/majorrefs/Ref12-07B.pdf
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from taxation under section 401, 403, 408, 408A, 414, 457, or 501(a) of the Internal 

Revenue Code of 1986.”  

Daniel and Janet Stephenson jointly filed for Chapter 7 bankruptcy protection on August 23, 2010. 

In their bankruptcy disclosure, the Stephensons disclosed three individual retirement accounts inherited 

from Janet Stephenson’s mother upon her death in 2008 (the “inherited IRAs”). The Stephensons sought to 

exempt these accounts from the bankruptcy estate as tax exempt retirement funds pursuant to § 552(d)(12) 

of the federal Bankruptcy Code. 

On October 29, 2010, the bankruptcy trustee objected to the exemption, arguing that (i) the accounts 

in question are not “retirement funds” covered by § 552(d)(12), and (ii) the accounts are not “exempt from 

taxation” under the listed sections [§§ 401, 403, 408, 408A, 414, 457, or 501(a)] of the tax code. 

The Stephensons countered that a majority of the courts have held that inherited IRAs are exempt 

from the bankruptcy estate because funds from such accounts are tax exempt pursuant to Code § 408. 

The Bankruptcy Court agreed with the Trustee, but, on appeal, the U.S. District Court reversed. 

The Court noted that § 552(d)(12) requires a two-pronged analysis in determining whether an 

account contains exempt funds: “First, the Court must determine whether the funds are “retirement funds.” 

Second, if the funds are retirement funds, the Court must determine whether the funds are exempt from 

taxation under the applicable provisions of the Internal Revenue Code.”  Whether an inherited IRA satisfies 

these two prongs has been the subject of substantial litigation, and there is a split in the case law, with a 

majority of the courts holding that the exemption applies, and a small minority holding that they are not 

exempt. 

First Prong: Are Inherited IRAs “Retirement Funds” Within the Meaning of § 552(d)(12)?  The 

Court reasoned that, “[w]hile § 552(d)(12) only exempts ‘retirement funds,’ the statute does not require that 

the funds be the debtor’s retirement funds.”  Thus, the assets in the IRA need not have been contributed by 

the debtor in order for the account to be exempt.   

Second Prong: Are the Funds in an Inherited IRA Exempt From Taxation Under the Relevant 

Provisions of the Internal Revenue Code?  The Court concluded that, “[b]ecause a debtor is not taxed until 

funds are withdrawn from an inherited IRA, such funds must be considered tax exempt.”  The mere fact 

that inherited IRAs are subject to rules regarding distribution and contribution that are different from those 

that govern traditional IRAs is irrelevant, concluded the Court.  The language of Code § 408(e) exempts 

“any individual retirement account” from taxation and does not distinguish between different types of 

IRAs, even if they have dissimilar distribution requirements.  

“Accordingly, [the Court ruled] the retirement funds in an inherited IRA are considered tax exempt 

under § 408 of the IRC and thus qualify for the § 522(d)(12) bankruptcy exemption.” 

Private Letter Rulings 

2. PLR 201152021 

In PLR 201152021, the IRS ruled that a private foundation’s use of debt to 

satisfy payment of all or portion of “set aside” amounts would not cause those amounts 

to fail to be treated as “qualifying distributions” under the Internal Revenue Code and 

applicable Treasury regulations.   
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Section 4942(a)(1) of the Code imposes an excise tax on any private foundation, other than a 

private operating foundation, that does not make qualifying distributions for exempt purposes at least equal 

to its distributable amount (generally 5 percent of the average monthly fair market value of its assets) for its 

tax year.  However, § 4942(g)(2)(A) of the Code and Regs. § 53.4942(a)-3(b) permit an amount that is “set 

aside” for a specific project that furthers the foundation’s exempt purposes to be treated as a qualifying 

distribution if, at the time of the set aside, the set aside meets the certain requirements and the foundation 

applies to the IRS for approval of a set aside before the end of the taxable year in which the amount is set 

aside.   The se-aside amount generally must be used within 60 months of the date of the set aside. 

Applicable Treasury regulations and Rev. Rul. 78-148, 1978-1 C.B. 380, provide that a set aside 

need not be segregated into a separate account, nor need it reflect an accumulation of income, rather is only 

required to be evidenced by the entry of a dollar amount on the books and records of the private foundation 

as a pledge or obligation that will require funding by the end of the set aside period, which may not exceed 

60 months. 

In PLR 201152021, a private foundation owned and used a multiple building facility used to serve 

orphaned and underprivileged children in furtherance of its exempt purposes. In Year 1, its trustees 

approved the demolition of that facility and construction of a new larger facility, funded by operating cash 

already in existence and proceeds from selling certain real estate holdings. Its trustees also approved a set 

aside to pay the costs of the project, and made a timely request for approval by the IRS.  The IRS issued a 

favorable private letter ruling that the initial set aside amount would be treated as a qualifying distribution 

in Year 1, provided, in part, that such amount was paid for the project not later than 60 months after it is set 

aside.   

In Year 3, the foundation determined that the redevelopment would cost significantly more than the 

original estimates.  Accordingly, the trustees approved an additional set aside to pay the increased costs of 

the project, and made a timely application for approval.  The IRS issued a favorable private letter ruling 

that the additional set aside amount would be treated as qualifying distributions in Year 3, subject to the 

same provision that the amounts be paid not later than 60 months after the set aside. 

Thereafter, the trustees determined that utilizing debt to fund all or a portion of project costs was 

more prudent because of the economic downturn.  The foundation then requested an additional ruling from 

the IRS that the use of debt to satisfy all, or any portion, of the Year 1 and Year 3 set asides will not cause 

the amounts to fail to be qualified distributions. 

The IRS noted neither the statute nor the regulations specify or limit the source of the funds 

expected to be used for completion of a project, other than that the source must be disclosed at the time the 

foundation submits its written request for approval of the set aside. Furthermore, the IRS noted that 

Treasury regulations implicitly recognize that expenditures for qualifying distributions may be made out of 

borrowed funds. The IRS further stated that, since the use of borrowed funds was a permissible source of 

funds at the times of the two requests for approval of the set aside amounts, the substitution of debt as the 

source of funds for the expenditures contemplated by the set asides was not a material change in the facts 

upon which its prior rulings were based. Thus, the IRS ruled that the use of debt to pay the expenditures 

contemplated by the set asides will not cause the set aside amounts to fail to be treated as qualifying 

distributions, so long as they are paid by the end of the relevant set aside period.  

Any AALU member who wishes to obtain a copy of any of the items discussed in this bulletin 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 with your last name and birth date 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. 

 

 

http://www.aalu.org/
mailto:raglani@aalu.org
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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. 

http://www.aalu.org/

