The Stretch IRA

The concept of a “stretch” Individual Retirement Account (IRA) has been around for years, but to take full advantage of its tax savings benefits requires some careful planning. Planning is even more important in light of the changes made under the so-called Pension Protection Act (PPA) passed in August 2006.

What Is a Stretch IRA?

A stretch IRA is a way to leave the assets in your retirement account(s) to your heirs without them having to pay the deferred taxes up front. In the case of a spouse, the stretch IRA has always been a good deal, but it took the newly enacted PPA to make the stretch IRA an equally good deal for non-spouse heirs.

The Pension Protection Act Has Changed Things

You have always been able to leave your IRA and 401(k) money to your spouse and to other family members, or to anyone else, for that matter, but the tax consequences for anyone other than your spouse were not very pretty. But starting January 1, 2007, a non-spouse beneficiary (such as your children or grandchildren) who inherits your 401(k) or other qualified company retirement plan assets can transfer that plan balance to a properly set-up stretch IRA that can be paid out, or “stretched,” over the beneficiary’s lifetime. This also applies when trusts are named as the qualified company retirement plan beneficiary. The transfer of these plan assets must be done as a direct rollover (trustee-to-trustee transfer) from the company’s plan to a properly set-up IRA. 

Prior to the passing of the PPA, a non-spouse beneficiary who inherited the assets in a company retirement plan would usually have to pay income tax on the inherited funds over a very short time period—generally five years—effectively eliminating most of the value of the stretch IRA concept. For non-spouse beneficiaries, the changes the PPA has made to stretch IRAs are a major benefit. This one provision of the PPA will have a huge financial effect on non-spouse plan beneficiaries, since they can reduce the tax consequences by stretching inherited company plan funds using a stretch IRA to pay income over their lifetimes.
Note that the IRS issued several important clarifications in early 2007 related to non-spouse beneficiaries (for people dying in 2006 or later):

· The deceased spouse’s plan must allow the direct transfer—and many plans do not.

· The rollover must occur by the end of the year following the year of death.

· The first withdrawal under the stretch IRA must also occur by the end of the year following the death.
Transferring the Plan Assets to a Stretch IRA

Great as this benefit is, you still need to be very careful with the way the IRA account you set up is handled. If this account is not set up properly, or if the account trustee does not handle stretch IRAs, you may have to pay all the deferred taxes immediately. In addition, you cannot roll over the funds—you can’t take possession—the assets must be directly transferred to the stretch IRA. 
In order for a non-spouse beneficiary to take full advantage of the provisions of the PPA and the stretch IRA, the following steps must be taken:

· The beneficiary must verify that the deceased’s company retirement plan allows the direct transfer to a non-spouse.

· The beneficiary must verify that the potential trustee (the bank, mutual fund company, stock brokerage, financial firm, insurance company, or other trustee) will actually handle stretch IRAs. This is very important. Many custodians will not handle stretch IRAs.

· Set up the stretch IRA.

· Arrange for the inherited plan assets to be transferred directly from the current custodian (the company retirement plan) to the stretch IRA custodian no later than the end of the year following the person’s death.

Never, ever take possession of the funds at any step along the way. Once the funds are in place with the stretch IRA custodian, you can begin to receive the required income payments, based on your life expectancy and the value of the IRA, each year. You must then pay the taxes due on the money you receive. You must begin taking payments no later than the end of the year following the death of the original owner.
Since many investment firms and banks are reluctant to handle stretch IRAs, an insurance company can be a very good choice for your stretch IRA. Why? Because insurance companies are willing to handle the ongoing payments associated with a stretch IRA—other financial firms are less willing to do so. Insurance companies are specialists in the annual, quarterly, and monthly payment process since one of their mainstays is annuities. This expertise, combined with the desire many of my older clients have for income guarantees and security of principal for the money they will use for retirement, can make a fixed annuity or equity indexed annuity (EIA) an excellent stretch IRA option.
Avoiding Possession

If a check is issued directly to the non-spouse, the funds will be considered a rollover and the entire amount of the distribution will be immediately taxable. This happens because a non-spouse beneficiary cannot do an IRA rollover with inherited funds. The transfer must go directly from the 401(k) or other plan to the properly titled stretch IRA. Note—if the funds are titled to the stretch IRA custodian, “IRA Custodian FBO Deceased’s IRA,” then you may be able to receive and deposit the check. This sort of check can’t be cashed, so it is normally still considered a direct transfer. 

The inherited funds cannot go into the non-spouse beneficiary’s own IRA or to a non-IRA. If this happens, the funds are considered a taxable distribution and are immediately taxable. Even the provisions of the PPA will not help you if this sort of mistake is made. The direct transfer must go to a properly titled inherited stretch IRA.  For example, “John M. Smith IRA (Deceased May 10, 2007) FBO, Michael M. Smith, son.”

Complicated—yes and no. I can assist you with the proper set up of a stretch IRA if you are the beneficiary of someone’s company retirement assets.  Give me a call so we can go through your options.
Although the creation of a stretch IRA involves some additional effort, missteps can be costly.  Therefore, a little planning goes a long way.
Securities and investment advisory services offered solely through Ameritas Investment Corp. (AIC), member FINRA/SIPC.  AIC and The Advisors Group of Pittsburgh are not affiliated.

