2005 Bankruptcy Act actually extends bankruptcy protection for 


debtors' retirement funds 

RIA Practice Alert 

The Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 ("the Act," P.L. 109-8 ), which was enacted to provide curbs to perceived bankruptcy abuses, in fact expands the bankruptcy protections previously available for a debtor's retirement funds. The Act adds this protection by providing a new federal exemption for retirement funds held in any of several types of tax-favored plans or accounts. This new exemption is tied to the plan's or account's Code qualification, but eliminates other 
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requirements and conditions that existed under pre-Act law. However, the Act does impose a $1 million (inflation-adjusted) cap on the exemption for IRAs and Roth IRAs. The Act generally takes effect on October 17, 2005 (180 days after the Act was signed into law), but does not apply for cases begun before that date. (Sec. 1501 of the Act) (P.L. 109-8; Bankruptcy Code §522(b)(3)(C), §522(b)(4); §522 (d)(l2); §522(n); §523(a)(18), i.e., 11 USCS 522 and 11 USCS 523 ) 

Background. In a bankruptcy proceeding, a bankruptcy estate is created to collect funds for the payment of the debtor's debts. The bankruptcy estate generally consists of all of the debtor's legal and equitable property interests as of the commencement of the case. (Bankruptcy Code §541(c)(1)) 

A debtor seeking bankruptcy protection from creditors' claims can seek to protect his retirement funds from creditors by claiming either an exclusion from the bankruptcy estate, or an exemption. If the retirement funds meet the requirements for the exclusion, then the funds are never brought into the bankruptcy estate and are not turned over to the bankruptcy trustee. Ifthe exclusion does not apply, the funds technically do become part of the debtor's bankruptcy estate, but they can be effectively shielded from creditor claims if an exemption applies. 

Bankruptcy exclusion. Under the bankruptcy scheme, which continues to apply after the Act, a debtor's interest in a plan that is covered by ERlSA and that meets ERlSA's requirements-especially the ERlSA § 206(d)(I) requirement that a plan contain an anti-alienation provision-is excluded from the debtor's bankruptcy estate, at least if the plan is a trust. (Patterson v. Shumate (1992, S Ct) 504 US 753.) But the bankruptcy exclusion generally doesn't apply to a debtor's interest in an IRA, a SEP-IRA, a 403(b) plan, a section 457 plan of a tax-exempt organization (and also of a state or local govermnent, unless the plan's anti-alienation clause is enforceable under state law). Also, plans that cover "working owners," i.e., generally, sole proprietors, partners, and sole shareholders of a business, and their spouses-but that don't cover any common law employees (non-working owners)-are not governed by ERlSA. Thus, a debtor's interest in a plan covering only working owners (and their spouses) is not excluded from his bankruptcy estate. 

Bankruptcy exemption. A debtor's retirement funds that don't qualify for exclusion may nevertheless qualify for a bankruptcy exemption. Under Bankruptcy Code §522(b )(1), a debtor generally has the choice of exemptions under §522(b)(3) or §522(d) of the Bankruptcy Code (see below), but states are authorized to foreclose the choice ("opt out") of §522(d). Of the states that have opted out of the federal exemption, many have adopted exemptions that mirror the federal exemption. These and other state law exemptions generally provide restrictions on the exemption. 

Under Bankruptcy Code §522( d)(1 O)(E) (which is unaffected by the Act), a federal exemption is provided generally for a debtor's right to receive funds held in a stock bonus, pension, profit-sharing, annuity, or similar plan or contract-but only ifthe payment is: (a) on account of illness, disability, death, age, or length of service, and (b) reasonably necessary for the support of the debtor or his dependents. Although the federal §522( d)(1 O)(E) exemption for retirement funds doesn't make tax qualification a requirement, it does impose the other restrictions mentioned. 

Before the Act, Bankruptcy Code §522( d)(1 O)(E) and state law were the only significant provisions under which a debtor's retirement funds could have been kept out of the reach of creditors through a bankruptcy exemption. 

RIA observation: In Rousey v. Jacoway (2005, S Ct) 95 AFTR 2d '1l2005-752 (see RlAPension and Benefits Week 4/11/2005), the Supreme Court held that funds in a traditional IRA satisfy the "on account of' requirement of the §522(d)(10)(E) exemption. However, some courts have 
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interpreted the remaining exemption requirement-that a plan payment must be reasonably necessary for the support of the debtor or his dependents-as requiring that the debtor must have an immediate and present right to receive a plan payment. A contrasting view expressed by other courts is that a debtor's future needs, as well as his current needs, must be taken into account in determining whether funds are reasonably necessary for his support. Under this view, the exemption may extend to funds that the debtor is not presently receiving. These contrasting arguments become moot after the Act, for debtors who qualify for the new exemption. The §522 (d)(IO)(E) exemption might still be relevant, e.g., for debtors with interests in funds or accounts that are not tax -qualified. 

RIA observation: Before the Act, in order to ensure the maximum bankruptcy protection for their clients' retirement funds, advisors would counsel their clients to leave their ERISA-qualified plan interests in their plans, and not to roll over plan interests into an IRA. That's because under pre​Act law, plan interests in an IRA are not excluded from the debtor's bankruptcy estate, and the exemption for IRA funds was subject to the restrictions in Bankruptcy Code §522( d)(l O)(E) or state law. Given the new exemption, a previously risky rollover to an IRA is now safe. 

New exemption for retirement funds. Under the Act, all debtors (see below) in bankruptcy can get an exemption for retirement funds to the extent that those funds are in a fund or account that is exempt from taxation under: 

a Code Sec. 401 , qualified defined benefit and defined contribution plans, including 401(k) 

plans; 

a Code Sec. 403 , including qualified annuity plans and tax-sheltered (403(b)) annuities; a Code Sec. 408 , including traditional lRAs, SEP-lRAs, and SIMPLE lRAs; 

· Code Sec. 408A , i.e., Roth lRAs; 

· Code Sec. 414, including qualified goverrnnental plans; 

· Code Sec. 457 , including deferred compensation plans of state or local goverrnnents or tax​exempt organizations; or 

· Code Sec. 501(a), which exempts specified types of organizations from federal income tax. (Bankruptcy Code §522(b)(3)(C); Bankruptcy Code §522(d)(12)) 

The fundamental requirement for an exemption for retirement funds is that the plan or account (listed above) be tax-qualified (if this is established as the Act requires, see below). Other than tax-qualification and the $1 million cap on the IRA exemption (see below), the new federal exemption is not subject to any other regular restrictions or conditions. (Other restrictions, e.g., rules against fraudulent transfers, continue to exist.) 

RIA observation: A debtor can still exclude pension interests in ERISA-qualified plans after the Act. But the new bankruptcy exclusion generally has no advantage over the new exemption for retirement funds. 

If the exclusion is unavailable and retirement funds are included in the debtor's bankruptcy estate, the new retirement funds exemption is available without regard to the following conditions (except as required for Code qualification of the fund or account in which the retirement funds are held): 

· plan payments must be available only on account of illness, age, disability, etc.; 

· plan payments must be reasonably necessary for support ofthe debtor or his dependents; 
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· the assets in a plan or account must be held in a trust; 

· the plan or account must have an anti-alienation provision that is enforceable under ERISA (or other nonbankruptcy law). 

RIA observation: A plan that covers only working owners, and no common law employees, qualifies for the new federal exemption, as long as the plan is tax-qualified. 

RIA observation: Under the new federal exemption, debtors can get the maximum bankruptcy protection for interests in 403(b) annuity plans, section 457 plans (whether of a state or local government or ofa tax-exempt organization), SEP-IRAs, SIMPLE IRAs, and (subject to the $1 million inflation-adjusted cap) IRAs and Roth IRAs-as well as Code Sec. 401(a) qualified plans. 

New exemption for all debtors. The new bankruptcy exemption, which applies to a wide range of tax​qualified retirement funds (see above), is provided in both Bankruptcy Code §522(b)(3) and Bankruptcy Code §522(d)(l2). Thus, the new exemption is available regardless of whether a debtor chooses: 

(1) the federal bankruptcy exemptions under Bankruptcy Code §522( d) (which is available unless the state has "opted out"); or (Bankruptcy Code §522(b)(2) 

(2) (a) the state law exemptions, (b) the exemption for property interests as a joint tenant or tenant by the entirety, and (c) the new exemption for retirement funds. (Bankruptcy Code §522(b)(3» 

RIA observation: Depending on the circumstances, either choice (1) or (2), above, could be preferable. Under the Act, the new federal exemption for retirement funds is available regqrdless of the choice the debtor makes. 

Also, the new federal exemption is available regardless of whether the debtor's home state has opted out of the federal exemptions under Bankruptcy Code §522( d)(l O)(E). As a result, the new exemption is available to all individual debtors (except those who violate other requirements of the Bankruptcy Code, such as the rules against fraudulent transfers). 

RIA observation: In choosing an exemption regime after the Act, a debtor no longer has to determine which option ensures that maximum exemption for retirement funds, because the Act's new retirement fund exemption is the same no matter what choice is made .. 

Meeting the exemption's tax qualification requirements. To qualiJY retirement funds for the new federal bankruptcy exemption, a debtor must establish that the retirement fund or account that holds the funds is exempt from taxation. The debtor's burden here is more easily met if the plan or account has received a favorable determination letter from IRS. 

If the debtor's retirement funds are in a retirement fund that has received a favorable determination letter under Code Sec. 7805 , and that determination is in effect as of the date of the filing ofthe bankruptcy petition, then those funds will be presumed to be exempt from the debtor's bankruptcy estate. (Bankruptcy Code §522(b)(4)(A» 

However, ifthe debtor's retirement funds are in a retirement fund that has not received a favorable determination letter under Code Sec. 7805 , then those funds are exempt from the debtor's bankruptcy estate if the debtor demonstrates that: 

(1) no prior unfavorable determination has been made by a court or by IRS; and 
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(2) either- 

(a) the retirement fund is in substantial compliance with the applicable Code requirements; or 

(b) the retirement fund is not in substantial compliance with the applicable Code requirements, but the debtor is not responsible for that failure. (Bankruptcy Code §522(b)(4)(B)) 

RIA observation: In a draft revenue procedure (provided in Ann. 2004-71, 2004-40 IRB 569, see RIA Pension and Benefits Week 9/20/2004), IRS said that it will establish a staggered system of five-year periods during which a favorable determination letter for individually-designed plans generally will be effective. Thus, presumably, a favorable determination letter will still be "in effect" during a five-year period, despite intervening disqualifYing provisions resulting from changes in the Code and certain other requirements. 

However, it isn't clear that a favorable determination letter would be considered still "in effect" if, for example, the plan is operated in violation of the Code qualification requirements-particularly if the Code requirements violated are among those that were addressed in the determination letter. 

RIA observation: Ordinarily, the scope of reliance that a taxpayer may have on a determination letter depends in part on the issues that the applicant included for IRS's review. The Act doesn't specify that a favorable determination letter that a plan has received from IRS must cover all qualification issues relevant to the plan in order for the debtor to be entitled to the presumption that the plan is tax-qualified. 

Rollovers under the new exemption. The Act preserves the retirement fund exemption for amounts that are transferred in a tax-free rollover, whether the transfer is a direct trustee-to-trustee transfer, or an eligible rollover distribution. 

A direct transfer under Code Sec. 401(a)(31) of retirement funds from one fund or account that is exempt from taxation under Code Sec. 401, Code Sec. 403, Code Sec. 408, Code Sec. 408A, Code Sec. 414, Code Sec. 457, or Code Sec. 501(a), or otherwise, won't prevent the retirement funds transferred from qualifYing for the new exemption. (Bankruptcy Code §522(b)(4)(C)) 

RIA observation: A Code Sec. 401(a)(31) trustee-to-trustee transfer must be made to an eligible retirement plan. Eligible retirement plans include Code Sec. 401(a) qualified plans, Code Sec. 403 (a) qualified armuities, 403(b) armuity contracts, IRAs (under Code Sec. 408), govemmental457 plans (and, for rollovers from post-2005 Code Sec. 402A designated Roth accounts, Roth IRAs under Code Sec. 408A). 

Any distribution that qualifies as an eligible rollover distribution under Code Sec. 402( c) won't disqualify the funds rolled over from the new federal exemption if: 

(I) the distribution is from a fund or account that is exempt from taxation under Code Sec. 40 I, Code Sec. 403, Code Sec. 408, Code Sec. 408A, Code Sec. 414, Code Sec. 457, or Code Sec. 501 (a); and 

(2) to the extent allowed by law, the rollover amounts are deposited in a tax-exempt fund or account that is described in item (I) above, not later than 60 days after the rollover distribution is made. (Bankruptcy Code §522(b)(4)(D)) 

RIA observation: Under the Act, a debtor/participant with funds in an ERISA-qualified plan that are excluded from the bankruptcy estate no longer has to keep his funds in the plan, rather than 
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"- 

rolling them over to an IRA (or another eligible retirement plan) in order to maintain the 

maximum bankruptcy protection. 

Dollar cap on exemption of lRAs and Roth lRAs. Under the Act, for assets in a traditional IRA or a Roth IRA, the aggregate value of the assets that may qualify for the new federal exemption cannot exceed $1 million for an individual debtor. 

The assets that are subject to the $1 million cap don't include amounts attributable to rollover contributions (nnder Code Sec. 402(c), Code Sec. 402(e)(6), Code Sec. 403(a)(4), Code Sec. 403(a)(5), and Code Sec. 403(b)(8)), or earnings on these rollover amounts. (Bankruptcy Code §522(n)) 

RIA observation: A debtor can't avoid the cap on amounts in an IRA by rolling over IRA proceeds from one IRA into a second IRA. That's because Code Sec. 408(d)(3) rollovers-i.e., rollovers from an IRA-are not listed in Bankruptcy Code §522(n) among the rollovers whose assets don't apply towards the $1 million cap. 

RIA observation: Under the new exemption, the funds rolled over into an IRA-to the extent less than the cap-would be protected from creditors to the same, full extent as they would be if they were in the transferor plan and had been excluded from the debtor's bankruptcy estate. 

The $1 million cap may be increased if the interests of justice so require. (Bankruptcy Code §522(n)) The $1 million cap will be adjusted for inflation. (Bankruptcy Code §104(b)(1) and (2)) 

Plan loans under exemption rules. The Act precludes the bankruptcy discharge of an individual from any debt owed to a pension, profit-sharing, stock bonus, or other plan established under Code Sec. 401, Code Sec. 403, Code Sec. 408, Code Sec. 408A, Code Sec. 414, Code Sec. 457, or Code Sec. 501(c) under: 

· a loan permitted under ERISA § 408(b)(1) (regarding a prohibited transaction exemption for plan loans that meet specified requirements), or subject to Code Sec. 72(p) (which treats plan loans as distributions, unless certain requirements are met); or 

· a loan from a thrift savings plan permitted under subchapter III of chapter 84 oftitle 5, that satisfies Sec. 8433(g) of that title. 

But this provision may not be construed to provide that any loan made under a Code Sec. 414( d) governmental plan, or a 403(b) contract, constitutes a claim or debt under the Bankruptcy Code. (Bankruptcy Code §523(a)(18)) 

RIA observation: The Act provides that a tax-exempt fund or account can recoup any plan loan amount owed by a debtor in bankruptcy. 

Source: RIA Pension and Benefits Week Newsletter, 05/0912005, Volume 11, No. 19 

