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Unfortun -
ately for

debtors inheriting
funds such as
those at issue here,
I think the original
bankruptcy judge
and the 7th Circuit
got this one right
and that the
Supreme Court
will agree.”

Justices to decide if ‘retirement funds’ by
any other name would smell as sweet

The members of the
co u n t r y ’s bankruptcy
bar are certainly feel-
ing the love from the
U.S. Supreme Court

these days.
On the heels of the still hotly

debated 2011 decision in Stern v.
Ma r s h a l l and its widely anticipat-
ed 2012 ruling in RadLAX Gate-
way Hotel LLC v. Amalgamated
Bank, the court has just agreed to
take up yet another bankruptcy-
specific question — n a m e l y,
whether the funds in an inherited
Individual Retirement Account
are exempt property under Sec-
tion 522 of the Bankruptcy Code
and consequently unavailable to
satisfy that debtor’s creditors.

Providing an individual debtor a
“fresh start” is fostered by the
Bankruptcy Code’s exclusion of
certain property from that prop-
erty which must be turned over as
part of the bankruptcy filing and
used to satisfy that debtor’s cred-
i t o rs .

The Bankruptcy Code contains
a list of such so-called exemptions
at Section 522. Readers are prob-
ably aware that most states, in-
cluding Illinois, have similar lists
of property exempt from collec-
tion by a debtor’s creditors out-
side the bankruptcy process.

One extremely important cat-
egory of such property is retire-
ment funds. Section 522 (b)(3)(C)
and (d)(12) of the Bankruptcy
Code both exempt certain “retire -
ment funds” from creditors’
claims in bankruptcy. Illinois also
exempts certain retirement funds
from creditors’ claims through
735 ILCS 5/12-1006. But what ex-
actly constitutes “re t i re m e n t
funds” under the Bankruptcy
Code has created a circuit split
which the U.S. Supreme Court
has decided to remedy.

The 7th U.S. Circuit Court of
Appeals set up the impending
showdown in April when Judge
Frank H. Easterbrook, delivering
the opinion of the court, found
that funds in an inherited IRA

were not “retirement funds” at all
and were thus available to satisfy
a debtor’s creditors. In In re Clark,
Nos. 12-1241 and 12-1255, the 7th
Circuit concurred with a
bankruptcy judge who found that
money not used for an individual’s
retirement could not be classified
as “retirement funds” under sec-
tion 522.

In In re Clark, the debtors — a
couple forced to declare personal
bankruptcy after the failure of
their family business — at t e m p t e d
to exempt approximately
$300,000 in funds that Brandon
C l a rk ’s wife had received (in a tax-
exempt account) from her de-
ceased mother’s IRA — called an
inherited IRA.

However, under the Internal
Revenue Code relating to inher-
ited IRAs, recipients of such
funds are not allowed to maintain
the funds for their own retirement
(or even “roll over” the funds into
their own IRAs). Instead, the in-
herited IRA must begin distribu-
tions within a year of its original
ow n e r ’s death and a complete dis-
tribution of the assets of the in-
herited IRA must be achieved in
relatively short order thereafter.

As the 7th Circuit noted, “[a]n
inherited IRA is a time-limited
tax-deferral vehicle, but not a
place to hold wealth for use after
the new owner’s retirement.” Un -
der this definition, the 7th Circuit
stated, the funds in the inherited
IRA were not “retirement funds”
at all once they were bequeathed,
but rather were “an opportunity
for current consumption, not a
fund of retirement savings.”

Put more bluntly, “an inherited
IRA does not have the economic
attributes of a retirement vehicle,
because the money cannot be held
in the account until the current
ow n e r ’s retirement.”

In so finding, however, the 7th
Circuit put itself at direct odds
with decisions by the 5th, 8th and
9th circuits. All of those courts
have held that the plain language
of Section 522 dictates a contrary

circuit opinions, those circuits
would probably argue that the 7th
Circuit was ignoring the plain lan-
guage of the statute and inserting
judicially created elements to the
requirements of exemption under
the Bankruptcy Code.

Unfortunately for debtors inher-
iting funds such as those at issue
here, I think the original bankrupt-
cy judge and the 7th Circuit got
this one right and that the
Supreme Court will agree. The
5th, 8th and 9th circuits may have
been a bit too literal in their anal-
ysis. It is hard to rationalize how
funds that are no longer being
used to save for retirement could
be exempt under statutes designed
to protect an individual’s “retire -
ment funds” simply because they
were deemed “retirement funds”
when originally contributed.

If the retiree withdraws the
funds early, the funds are no
longer exempt. Perhaps more in-
structive, if the retiree withdraws
the funds upon retirement, the
withdrawn funds are no longer ex-
empt. In both cases, the originally
designated “retirement funds” a re
no longer being saved for retire-
ment, are being used and would
be available to satisfy creditors’
claims regardless of how they
were originally designated. The
same result is dictated here.

While the Supreme Court is set
to decide the inherited IRA issue
in terms of the Bankruptcy Code,
the issue may remain under the
Illinois exemption statute. The Illi-
nois exemption statute is similarly
silent as to its exact definition of
what is or is not a “re t i re m e n t
p l a n .”

If we see more as opposed to
less inherited IRAs in the future,
Illinois creditors’ attorneys may
do well to do a little further in-
vestigation into exactly what their
judgment debtors are calling “re -
tirement funds” — or Illinois
wealth transfer professionals may
do well to ensure the inherited
IRA issue does not arise in the
first place.

result. Both Sections 522(b)(3)(C)
and (d)(12) exempt “[ r ] e t i re m e n t
funds to the extent that those
funds are in a fund or account
that is exempt from taxation” un -
der certain sections of the Inter-
nal Revenue Code.

The 5th Circuit laid out in its
rationale in Chilton v. Moser, 674
F.3d 486 (5th Cir. 2012) that the
plain language of those sections
require only two things — t h at
the funds in the account represent
retirement funds when contribut-
ed and that the funds be trans-
ferred into a specified, tax-exempt
account at passing.

Although In re Clark was de-
cided after those 5th, 8th and 9th
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