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Federal law provides protection in indi-
vidual bankruptcy for most qualified
plans, including 401(k), pension and profit
sharing plans. But protections for individ-
ual retirement accounts (IRAs) are gener-
ally a matter of state law. Most states pro-
vide that IRAs are exempt. But there is a
growing body of case law questioning the
exemption of inherited IRAs. The recent
case of In re Chilton, 105 AFTR 2d. 2010-
XXXX (Bankr. E.D. Tex. 2010) highlights
this growing trend.

Comment: If a potential beneficiary of an
IRA has a creditor rights issue, then asset
protection approaches must be fully con-
sidered.

Facts: Prior to her death on November 28,
2007, Shirley was an owner of an IRA ac-
count and named her daughter, Janice as
her beneficiary. As Shirley’s beneficiary,
on January 21, 2008, Janice established an
IRA to receive the funds from Shirley’s
IRA. The account was titled “Janice Chil-
ton, Beneficiary, Shirley Heil, Decedent.”
The assets of her mother's IRA were trans-
ferred directly to Janice's account. None
of the funds or assets in the account was
the result of contributions made by Janice.
The inherited IRA requires that Janice,
who will be 52 years old in 2010 must be-
gin taking life-span measured distribu-
tions from the inherited IRA in 2010, or
she may choose to take the entire distribu-
tion in 2013 or earlier.

Janice filed for relief under Chapter 7 of

the Bankruptcy Code (liquidating bank-
ruptcy) on December 18, 2008 (although
the proceeding was later converted to a
Chapter 13 case (reorganization bank-
ruptcy)), and listed the inherited IRA on
her bankruptcy schedule. She elected the
federal exemption scheme under Texas
statute, and claimed that the inherited IRA
was property exempt from creditors under
Bankruptcy Code Section 522(d)(12). The
bankruptcy trustee objected to the exemp-
tion claim.

Law: Bankruptcy Code Section 522(d)(12)
provides for an exemption for retirement
funds to the extent that those funds are in
a fund or account that is exempt from
taxation under Sections 401, 403, 408,
408A, 414, 457, or 501(a) of the Internal
Revenue Code of 1986 (the “Code”). Thus,
to determine whether the funds are ex-
empt, the Court engaged in a two-part
test: (1) whether the funds
“retirement funds”; and (2) if they were
such, whether they were exempt from

were

taxation under the applicable Code provi-
sions. The two-part test:

Were the funds

(1)
Janice argued that the plain meaning of
“retirement funds logically means those
funds legally authorized to be in a tax ex-
empt account.”

The Court rejected this interpretation say-
ing that Janice’s argument violates a fun-
damental tenet of statutory construction —
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that all the words of a statute should be
given meaning. The Court explained that
the term “retirement” is generally under-
stood as “withdrawal from one’s position or
occupation or from active working life”.
The Court concluded that the funds con-
tained in an inherited IRA are not funds
intended for retirement purposes but, in-
stead, were distributed to the beneficiary of
the account without regard to the age or
retirement status.

The Court further explained that inherited
IRAs are not vehicles to defer taxation on
income in order to preserve money for re-
tirement but instead they are liquid assets
that the beneficiary may access at any time
without regard to retirement needs.

(2) Were the funds exempt from taxation?

Janice argued that the inherited IRA is an
eligible Code
402(c)(11) and therefore is exempt from
taxation. Janice alternatively asserted that
the transfer of funds from Shirley’s account
to Janice’s account was a trustee-to-trustee

rollover under Section

transfer protected by the Bankruptcy Code.

The Court again rejected this argument stat-
ing that Janice is intermingling two separate
concepts — the tax treatment of accounts and
the tax treatment of distributions. It rea-
soned that Code Section 408(d) deals spe-
cifically with the taxability of distributions
from an IRA, including rollovers, while
Code Section 408(e) governs the disqualifi-
cation and taxability of the fund itself. An
inherited IRA, which is a vehicle for receiv-
ing distributions from a tax exempt account,
does not fit within the definitional scope of
Code Section 408(e)(1).

Bankruptcy Court’s Conclusion: After ap-
plying the two-part test, the Court con-
cluded that funds in an inherited IRA are
not funds intended for retirement purposes
but, instead, are distributed to the benefici-

ary of the account without regard to age or
retirement status and therefore are not ex-
empt under
522(d)(12).

Bankruptcy Code Section

Comment: Assets in both an IRA and an
inherited IRA are not taxed until distrib-
uted. But the In re Chilton court noted that
whereas an IRA owner can be penalized
10%
owner turns age 59 1/2, federal law allows
heirs, regardless of their age, to take imme-
inherited IRAs
without paying the 10% penalty under Code
Section 402.

for certain withdrawals before the

diate distributions from

The In re Chilton court said that moving the
money to an inherited IRA amounted to the
creation of new unprotected-from-creditors
account. The Court cited several bank-
ruptcy court rulings from Wisconsin, Okla-
homa and its own southern district that dis-
allowed exemption claims for inherited
IRAs. However, it also ignored the several
states that specifically exempt other IRAs by
statute.

Similarly, in the California case of In re
Greenfield, 289 B.R. 146 (Bankr. S.D. Cal.
2006) a Bankruptcy Court denied exemption
for an IRA which debtor-wife inherited
from her father, and from which she was
currently receiving disbursements at age 41,
to provide for her and her husband’s current
support. The Court reasoned that to qualify
for an exemption, the IRA must be used for
“retirement needs”. However, the Court
left open whether an inherited IRA itself,
rather than the distributions, would receive
full exemption under California law.

As a result, if a potential beneficiary of an
IRA has a creditor rights issue, then asset
protection approaches must be fully consid-
ered.
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