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TEXAS PROPERTY CODE §42.0021 EXEMPTING CERTAIN RETIREMENT PLANS
By Noel C. Ice
ARTICLE 1 
Introduction

Texas has several statutes that exempt retirement plan benefits, including IRAs. The statutes are very broad, but not unlimited. The primary statute is Tex. Prop. Code §42.0021, but there are others, exempting insurance and annuities, which can apply to Individual Retirement Annuities, and nonqualified plans with annuity payment options. 

I have read, or at least glanced at, all of the Texas and Federal cases that cite the main Texas statute exempting IRAs and certain other retirement plans from creditor claims. The ones of importance are each discussed below. There are three important 5th Circuit cases
 that are worth discussing in some detail, and over three dozen bankruptcy court cases, the outcomes of which I found in most cases to be too predictable to brief herein. However, annuities are exempt in Texas,
 and one bankruptcy court case
 found that a nonqualified plan was exempt because it had an annuity payment option. There is a 5th Circuit case
 that held that even though a rollover from a disqualified Keogh plan into an IRA was not exempt under 42.0021 (because the IRA was not exempt), the cause of action against the Keogh sponsor for allowing the plan to become disqualified was exempt under 42.0021! That line of reasoning would never have occurred to me, so it just goes to show what creative lawyering can sometimes accomplish. 

The most important of the Texas cases deals with the issue of conflict of laws. This case will be important to all of us, no matter where we practice. Which law applies, when the IRA is in one state and the debtor is in another is a question I think extremely important. If I, as a Texas resident, have an IRA account with a Florida Bank, or vice-versa, and one state exempts my IRA and the other does not, which law governs? Read on, and look for Bergman v. Bergman
. 

Where it is clear that if ERISA
 applies to a plan, Texas law is obviously preempted. Since ERISA seldom applies to IRAs, we don’t have to worry much about the doctrine in that context. However, it has been argued that because the Texas statute mentions ERISA it is preempted even in those cases where ERISA no longer applies. That argument has proven unsuccessful.
 

Without going into detail here, I note in passing that there are many cases where Title I of ERISA does not apply, and so neither does the ERISA anti-alienation rule. But the rest of ERISA can still apply, including preemption. I have called this the worst of both worlds in my other materials on this subject. There are more than one case cited below where one would think that my “worst of both worlds” scenario would apply, but where ERISA was not mentioned at all. I can only speculate that ERISA either did not apply at all, or the issue was missed. 
ARTICLE 2 
The Statutes

2.1 Employee Death Benefits -Texas Property Code § 121.055.

The important exemption statute is Texas Property Code §42.0021, discussed in the next article; however, I would be remiss if I failed to mention that Texas Property Code §121.055 states that unless the trust document itself, or the decedent’s will, provides otherwise, a death benefit paid to a trustee (1) is not part of the deceased employee’s estate; (b) is not subject to the debts of the deceased employee; and (3) is not subject to the payment of taxes enforceable against the estate to a greater extent than if paid to an individual, free of trust. 
2.2 The Primary Texas Statute, Property Code §42.0021 (Its Own Self). 
As of April, 2003, the relevant Texas statute exempting IRAs is Texas Property Code §42.0021, which is reproduced below. It is found in Title 5 “Exempt Property and Liens,” Subtitle A, “Property Exempt From Creditor’s Claims,” Chapter 42, Personal Property. The emphasis (highlighting) is entirely my own.
§42.0021. Additional Exemption for Retirement Plan 

(a) In addition to the exemption prescribed by Section 42.001, a person's right to the assets held in or to receive payments, whether vested or not, under any stock bonus, pension, profit-sharing, or similar plan, including a retirement plan for self-employed individuals, and under any annuity or similar contract purchased with assets distributed from that type of plan, and under any retirement annuity or account described by Section 403(b) or 408A of the Internal Revenue Code of 1986, and under any individual retirement account or any individual retirement annuity, including a simplified employee pension plan, is exempt from attachment, execution, and seizure for the satisfaction of debts unless the plan, contract, or account does not qualify under the applicable provisions of the Internal Revenue Code of 1986. A person's right to the assets held in or to receive payments, whether vested or not, under a government or church plan or contract is also exempt unless the plan or contract does not qualify under the definition of a government or church plan under the applicable provisions of the federal Employee Retirement Income Security Act of 1974. If this subsection is held invalid or preempted by federal law in whole or in part or in certain circumstances, the subsection remains in effect in all other respects to the maximum extent permitted by law.

(b) Contributions to an individual retirement account, other than contributions to a Roth IRA described in Section 408A, Internal Revenue Code of 1986, or annuity that exceed the amounts deductible under the applicable provisions of the Internal Revenue Code of 1986 and any accrued earnings on such contributions are not exempt under this section unless otherwise exempt by law. Amounts qualifying as nontaxable rollover contributions under Section 402(a)(5), 403(a)(4), 403(b)(8), or 408(d)(3) of the Internal Revenue Code of 1986 before January 1, 1993, are treated as exempt amounts under Subsection (a). Amounts treated as qualified rollover contributions under Section 408A, Internal Revenue Code of 1986, are treated as exempt amounts under Subsection (a). In addition, amounts qualifying as nontaxable rollover contributions under Section 402(c), 402(e)(6), 402(f), 403(a)(4), 403(a)(5), 403(b)(8), 403(b)(10), 408(d)(3), or 408A of the Internal Revenue Code of 1986 on or after January 1, 1993, are treated as exempt amounts under Subsection (a).
(c) Amounts distributed from a plan or contract entitled to the exemption under Subsection (a) are not subject to seizure for a creditor's claim for 60 days after the date of distribution if the amounts qualify as a nontaxable rollover contribution under Subsection (b).

(d) A participant or beneficiary of a stock bonus, pension, profit-sharing, retirement plan, or government plan is not prohibited from granting a valid and enforceable security interest in the participant's or beneficiary's right to the assets held in or to receive payments under the plan to secure a loan to the participant or beneficiary from the plan, and the right to the assets held in or to receive payments from the plan is subject to attachment, execution, and seizure for the satisfaction of the security interest or lien granted by the participant or beneficiary to secure the loan.

(e) If Subsection (a) is declared invalid or preempted by federal law, in whole or in part or in certain circumstances, as applied to a person who has not brought a proceeding under Title 11, United States Code, the subsection remains in effect, to the maximum extent permitted by law, as to any person who has filed that type of proceeding.

(f) A reference in this section to a specific provision of the Internal Revenue Code of 1986 includes a subsequent amendment of the substance of that provision. 

2.3 Article 21.22 Of The Texas Insurance Code.

As we will see, when we come to the cases interpreting the Texas Exemption for retirement plans, the exemption for annuities under Tex. Ins. Code Art. 21.22, can apply to nonqualified plans, even if Tex. Prop. Code §42.0021 does not. So, for that reason, I discuss and reproduce it below.
2.3(a) The Statute Itself.

The exemption for life insurance and annuities in Texas could hardly be broader. It is found in the Insurance Code. The first broad exemption was added in 1987, but the courts limited its application. In 1991 the statute was amended again. The statute was further amended in 1993 to include individual annuities. The 1993 amendments are indicated in italics below. The pertinent provisions of the statute are set forth verbatim below: 

Art. 21.22.
Unlimited Exemption of Insurance Benefits and Certain Annuity Proceeds From Seizure Under Process

Sec. 1
Notwithstanding any provision of this code other than this article, all money or benefits of any kind, including policy proceeds and cash values, to be paid or rendered to the insured or any beneficiary under any policy of insurance or annuity contract issued by a life, health or accident insurance company, including mutual and fraternal insurance, or under any plan or program of annuities and benefits in use by any employer or individual, shall: 

(1)
inure exclusively to the benefit of the person for whose use and benefit the insurance or annuity is designated in the policy or contract;

(2)
be fully exempt from execution, attachment, garnishment or other process;

(3)
be fully exempt from being seized, taken or appropriated or applied by any legal or equitable process or operation of law to pay any debt or liability of the insured or of any beneficiary, either before or after said money or benefits is or are paid or rendered, and 

(4)
be fully exempt from all demands in any bankruptcy proceeding of the insured or beneficiary. 

Sec. 2
The exemptions provided by Section 1 of this article apply without regard to whether: 

(1)
the power to change the beneficiary is reserved to the insured; or

(2)
the insured or the insured’s estate is a contingent beneficiary. 

Sec. 3
The exemptions provided by Section 1 of this article do not apply to: 

(1)
premium payments made in fraud of creditors subject to the applicable statute of limitations for the recovery of the premium payments; or 

(2)
a debt of the insured or beneficiary secured by a pledge of the policy or its proceeds. 

Sec. 4
This article does not prevent the proper assignment of any money or benefits to be paid or rendered under an insurance policy or annuity contract to which this article applies, or any rights under the policy or contract, by the insured, owner, or annuitant in accordance with the terms of the policy or contract. 

Sec. 5
Wherever any policy of insurance, annuity contract, or plan or program of annuities and benefits mentioned in Section 1 of this article shall contain a provision against assignment or commutation by any beneficiary thereunder of the money or benefits to be paid or rendered thereunder, or any rights therein, any assignment or commutation or any attempted assignment or commutation by such beneficiary of such money or benefits or rights in violation of such provision shall be wholly void. [Emphasis added.] 

Sec. 6
For purposes of regulation under this code, an annuity contract issued by a life, health, or accident insurance company, including a mutual company or fraternal company, or under any plan or program of annuities or benefits in use by an employer or individual, shall be considered a policy or contract of insurance. 

2.3(b) Limitations on Application of Statute. 

It seems clear that the legislature intended by the amendment for the exemption to extend to the cash value of life insurance without a dollar limitation, in response to a case that had held that the prior version of the statute was limited by the overall exemption dollar limitation for personal property found in Property Code §42.001(a)(1). However, this question is still not free from doubt. 

Article 21.22 was amended in 1991. When Section 1 was added in 1987 there was doubt as to whether it would be literally construed. At least one bankruptcy case held that Section 1 of Article 21.22 was limited by Property Code §42.001 which limits the exemption for personal property to $60,000 in the case of a family and $30,000 in the case of a single individual.
 The 1991 amendment added the phrase “Notwithstanding any provision of this code other than this article” to the first sentence of section 1. My interpretation of this article is that it should not be read literally without limitation; however, in the context where the statute is found, the “code” is the Insurance Code and not the Property Code. Therefore, it is possible that contrary to the apparent intent of the legislature, a court may once again seek to limit the application of the statute. 

The Texas Attorney General considered this issue in Opinion No. DM-125, and concluded that “the total exemption provided for the cash value of a life insurance policy in article 21.22, section 1 of the Insurance Code to prevail over the limited exemption provided in sections 42.001 and 42.002 of the Property Code. Life insurance proceeds and cash values thus are wholly exempt from seizure under process.” 

A 1993 bankruptcy case recognized that there is no limitation on the amount of life insurance exempted under 21.22, but held that any exemption claimed under 21.22 will reduce the amount available under the personal property exemption found in the Property Code, which is limited to $60,000.
 

Note further that this exemption arguably does not apply to the owner as such, unless the owner is also the insured or a beneficiary. The exemption applies to “policy proceeds and cash values, to be paid or rendered to the insured or any beneficiary.” Cf. In re Gould (Gould v. Phillips, 457 F.2d 393 (5th Cir. 1972); Bartholow v. Garner, 43 Bankr. 463 (N.D. Tex. 1984). 

Private annuities were made exempt under the statute in 1993. The exemption for annuities was recognized by the 5th Circuit in a 1994 decision Walden v. McGinnes (5th Cir. 1994) Case No. 93-8207. 

Query: What is an annuity? Traditionally an annuity was thought of as the opposite of a life insurance contract. Under the terms of a true, traditional life contingency only annuity, the annuitant received annuity payments at regular fixed intervals and in fixed amounts. On the death of the annuitant the annuity payments ceased. If the annuitant outlives his life expectancy, the annuitant wins; if the annuitant does not outlive his life expectancy, the annuity company wins: the opposite of life insurance. A common variation on the traditional theme is to put a term certain feature in the contract, thereby limiting the risk of premature death to the annuitant. There is a price for this—the periodic payments will be reduced somewhat to reflect this additional obligation of the annuity company. An annuity contract for the life of the participant or for ten years, whichever is longer, is a common annuity feature. 

Modern annuity contracts, like life insurance contracts, are beginning to look more and more like investment contracts, little different from an investment in a mutual fund, in the case of certain variable contracts. The IRS has struggled with this issue for years, and periodically Congress responds with legislation such as that which we have seen in recent years under TEFRA and TRA ‘86 where restrictions have been placed on single premium deferred contracts, modified endowment contracts and the like. 

The question posed here is when is a contract that is defined as an “annuity” or “life insurance” under the contract what it purports to be under Art. 21.22. Perhaps the question could favorably be resolved by asking whether the contract is subject to regulation under the Insurance Code, which it probably is, in which case it ought to benefit from the exemption described by the Code. 

ARTICLE 3 
Under 42.0021, The Plan or IRA is Not Exempt “unless the plan, contract, or account does not qualify under the applicable provisions of the Internal Revenue Code of 1986”
3.1 Rollovers From Qualified Plans, Where the Creditor Argues that the Plan Was Not Qualified. 
As adumbrated by the heading, the exemption for IRAs and other plans does not apply “unless the plan, contract, or account does not qualify under the applicable provisions of the Internal Revenue Code of 1986.” This continues to be the subject of litigation. In Youngblood, William Jr. in re v. FDIC, 29 F3d 225 (5th Cir, 1994), 74 AFTR 2d 94-5910, a debtor rolled over a distribution from a qualified plan into an IRA, following the plan’s termination. The qualified plan received a determination letter from the IRS that the plan was qualified and that the termination of the plan did not affect its qualified status. The creditor argued that there had been some improper loans from the plan to the debtor, and thus, the plan was disqualified. Because the plan was not qualified, according to the creditor, the IRA did “not qualify under the applicable provisions of the Internal Revenue Code of 1986,” and thus was not exempt. The debtor was in bankruptcy, and the bankruptcy court bought this argument. We argued successfully that the bankruptcy judge should not be passing on the plan’s qualified status; that it was the province of the IRS to disqualify a plan, and that since the IRS had expressly found that the plan was qualified, the bankruptcy court had exceeded its authority in finding otherwise. The 5th Circuit agreed with us, holding: 

Because section 42.0021(b) provides that “[a]mounts qualifying as nontaxable rollover contributions ... are treated as exempt amounts,” the tax treatment of Mr. Youngblood's rollover from the YBI Plan to the IRA is the key to determining whether the IRA is exempt property in the present bankruptcy proceeding. The answer to that question depends on whether the YBI Plan was “qualified” when Mr. Youngblood's distribution from that plan was rolled over into the IRA. Mrs. Youngblood argues that because the IRS determined that the YBI Plan was qualified and did not tax Mr. Youngblood's distribution from the YBI Plan, the bankruptcy court should have deferred to that decision and granted the exemption. The FDIC, on the other hand, argues that the bankruptcy court has the authority to make its own determination as to whether the YBI Plan was qualified under the Internal Revenue Code. Thus, the resolution of this case turns on whether the bankruptcy court is required to defer to the IRS determination regarding the qualification of the YBI Plan, or whether the bankruptcy court has the authority to decide this question independently. We believe that the answer to this question ultimately depends on the intent of the Texas legislature in enacting section 42.0021. 
In analyzing the legislative intent, we first state the obvious: Texas has no statutory or administrative rules relating to federal taxation. As a practical matter, therefore, the legislature had to know that, in applying section 42.0021, its own state courts would be required to look to federal tax law to determine whether a plan was qualified under the Internal Revenue Code. The IRS, which has been entrusted with the task of implementing the Internal Revenue Code, has adopted extensive rules and regulations governing income tax in general, and the taxability of pension plans in particular. The IRS also has a wealth of experience in the practical application of the tax laws. With particular relevance to this case, the IRS has adopted guidelines for distinguishing between violations of section 401(a) justifying monetary sanctions and violations calling for disqualification. The question in this case therefore narrows to whether the Texas legislature contemplated that its courts would independently decide whether particular violations were sufficiently serious to merit the ultimate sanction of disqualification especially when the IRS has made a contrary determination. [pg. 94-5913] [Emphasis added.]
We answer this question in the negative. We are persuaded that the legislature intended for its own state courts (or bankruptcy courts applying Texas law) to defer to the IRS in determining whether a retirement plan is “qualified” under the Internal Revenue Code. We see no reason that the legislature would want its courts, which are inexperienced in federal tax matters, to second-guess the IRS in such a complex, specialized area. We find it much more reasonable to assume that the legislature contemplated creating an exemption from seizure for a debtor's retirement funds that could be simply and readily determined by referring to the federal tax treatment of those funds. Moreover, we do not believe that the legislature wanted to adopt a scheme that invites frequent, unseemly, conflicting decisions between the state court or bankruptcy court, and the IRS, such as occurred in this case. 

I note that Harris, Howard Morten in re, (1995, Bktcy Ct FL) 188 BR 444, seems to hold contrary to Youngblood. 
3.2 Self-Dealing With an IRA As Causing the Loss of the Exemption. 
This issue will be discussed again, in a separate article, but it is too important to postpone entirely until then. IRC §408(e)(2), in clear and unambiguous language provides: 

“If, during any taxable year of the individual for whose benefit any individual retirement account is established, that individual or his beneficiary engages in any transaction prohibited by section 4975 with respect to such account, such account ceases to be an individual retirement account as of the first day of such taxable year.” 

Since this portion of the outline so closely follows the discussion of Youngblood, this is perhaps the best time to explain why I believe that the debtor need not wait for the IRS to “disqualify” an IRA. 

Not every violation of ERISA, or of §4975, will disqualify an otherwise qualified plan. Acts of self-dealing, for example, though prohibited by ERISA §406, are proscriptive: “a fiduciary with respect to a plan shall not . . .” ERISA does not mandate that a plan be automatically disqualified if an act of self-dealing occurs. Instead, IRC §4975 imposes a 15% excise tax for violating most of what ERISA §406 also prohibits. A violation of §4975 does not result in the automatic disqualification of an otherwise qualified plan; rather, it imposes an automatic excise tax on the plan. Disqualification is the ultimate sanction, and can apply in a truly egregious case, but that determination is typically made by the IRS under §401, and the IRS in Youngblood, after considering the issue, did not choose disqualification as the appropriate remedy. Typically, the excise tax is penalty enough. In the case of an IRA, the excise tax does not even apply; instead, the IRA (so-called) simply ceases to be one. It is not a matter of IRS discretion. Thus, the principle holding in Youngblood is probably inapposite in a case involving an IRA. (Texas courts are not bound by federal decisions even if it were applicable, unless ERISA preemption were involved, and that would not be the case with an IRA.) 
IRC §4975(c)(3) provides: 
(3)
Special rule for individual retirement accounts. An individual for whose benefit an individual retirement account is established and his beneficiaries shall be exempt from the tax imposed by this section with respect to any transaction concerning such account (which would otherwise be taxable under this section) if, with respect to such transaction, the account ceases to be an individual retirement account by reason of the application of section 408(e)(2)(A) or if section 408(e)(4) applies to such account. 

408(e)(2)(A), in turn, provides:
(2)
Loss of exemption of account where employee engages in prohibited transaction. 

(A)
In general. If, during any taxable year of the individual for whose benefit any individual retirement account is established, that individual or his beneficiary engages in any transaction prohibited by section 4975 with respect to such account, such account ceases to be an individual retirement account as of the first day of such taxable year. For purposes of this paragraph – 

(i)
the individual for whose benefit any account was established is treated as the creator of such account, and 

(ii)
the separate account for any individual within an individual retirement account maintained by an employer or association of employees is treated as a separate individual retirement account. 

3.3 Preemption of the Issue of Qualification. 

It may well be that, even if Younglood
 was not explicit on the issue, if the question of the qualified status of the plan from which a rollover was made were before a state court, that court would be preempted under ERISA §514(a) from passing on the matter. That is clearly not the case with an IRA, since an IRA is only rarely subject to ERISA preemption.
 
3.4 Youngblood is Not Stare Decisis in State Courts, In the Case of an IRA. 
Note also, that if the case arises in state court, rather than in bankruptcy, the 5th Circuit decision in Youngblood is not stare decisis in state courts, unless ERISA preempts the field, which will seldom be the case if an IRA is involved. 
3.5 The Statute is “in addition to the exemptions prescribed by Section 42.001.” 
The statute states expressly that it is “[i]n addition to the exemption prescribed by Section 42.001.” 42.001 exempts personal property described in 42.002 within certain dollar amounts. It includes such quaint items as household pets, 120 fowl, “two horses, mules, or donkeys and a saddle, blanket, and bridle for each.” (This is Texas, after all.) One wonders whether the statute is also in addition to the all important exemption that Texas gives insurance and annuities, with almost no limit, under Article 21.22 of the Texas Insurance Code. My question: what if what would have been an individual retirement annuity ceases to be one as a result of a violation of §4975? 
ARTICLE 4 
Other Cases Construing the Texas Statute

In preparing this outline I ran a search for all Texas cases containing “42.0021.” I found, and then briefly scanned, 18. About half a dozen are worth mentioning, and so I mention them below. 
4.1 Is the Statute Preempted? No.

As far as I am concerned, the question of preemption was settled by the 5th Circuit, in Heitkamp v. Dyke
 which held: 
In 1987, the Texas legislature enacted a statute—now codified in section 42.0021(a) of the Texas Property Code—which exempts retirement benefits from the claims of creditors. In these consolidated cases, this Court must determine whether the Employee Retirement Income Security Act of 1974 (“ERISA”), which one court has described as a “quicksand [that] is fast swallowing up everything that steps in it or near it,” 1 preempts section 42.0021(a) of the Texas Property Code. We conclude that, in this situation, the ERISA quicksand does not run so deep: ERISA does not preempt section 42.0021(a).

4.2 Is the Statute Retroactive? No.

42.0021 was effective September 1, 1987. Steves & Sons, Inc. v. House of Doors, Inc., 749 S.W.2d 172 (Tex. App.- San Antonio1988) held that 42.0021 did not prevent the garnishment of a debtor’s IRA, where 42.0021 was not in effect at the time the lawsuit was filed or the judgment was signed.
 On the other hand, the turnover statute 31.002(f) (about which, more later), was enacted in 1989, but it is retroactive.
 

4.3 What is an Annuity?
I admit that this is a digression, but it is not totally off the subject, and it touches upon a matter of interest to me. Steves & Sons, Inc. v. House of Doors, Inc., 749 S.W.2d 172 (Tex. App.- San Antonio1988) is interesting for reasons other than its holding that 42.0021 is not retroactive. At that time, life insurance was an exempt asset, within limits. Now, Tex. Ins. Code Art. 21.22 exempts life insurance and annuities without limit. Traditionally, an annuity was simple enough to identify. It was a contract that paid a benefit for, say, life, and then terminated, perhaps with a term certain feature. I have always wondered whether some of the investments products being sold today, though called annuities, and presumably regulated as such, will necessarily qualify as annuities for purposes of the liberal Texas exemption statutes. Usually, mortality is involved, but it is buried so deeply in the contract that it is difficult to tell whether what you have is an annuity or some form of mutual fund. In Steves, the debtor owned an Individual Retirement Annuity. It was not exempt under 42.0021, because 42.0021 was not effective at the time the judgment against the debtor was obtained. So the debtor claimed it was exempt as life insurance. The court said: 

The Individual Retirement Annuity contract, at issue in this appeal, is a single payment annuity, whereby Wolma purchased the annuity which is to be paid to him as therein provided. In some respects it is similar to a life insurance policy. However, the annuity contract is an investment made primarily for the benefit of the annuitant, while a life insurance policy is primarily for the benefit of a third person (beneficiary). Rather than a death benefit paid to the beneficiary upon the death of the insured, the annuity contract provides for a series of monthly insurance payments to be paid to the annuitant for the remainder of his life, if living at the maturity date. If he is not living at the date of maturity, or if he dies prior to having received 120 such monthly benefits, then the beneficiary shall be paid the remaining benefits until a total of 120 payments in all shall have been paid under the contract. Those provisions clearly indicate that the contract was for the benefit of the annuitant, not the beneficiary. Nothing in the contract indicates that the annuitant intended to purchase insurance in which the risk contemplated and insured against is the death of the insured, which, when it occurs, provides for the payment of a benefit to the beneficiary.

We hold that the annuity contract is an investment; it is not a life insurance contract. See Daniel v. Life Ins. Co. of Virginia, 102 S.W.2d 256, 260 (Tex.Civ.App.--Austin 1937, no writ). It is not exempt under TEX.PROP.CODE ANN. §§ 42.001 and 42.002(7) (Vernon 1984).
 
4.4 Does the Statute Apply in Divorce Proceedings? Probably Not.

The answer to the question whether the statute applies to divorce proceedings is “probably not.”
 

4.5 Does the Statute Apply to Child Support? No.

Tex.Civ.Prac. & Rem.Code Ann. sec. 31.002(f), the Texas “turnover statute,” is the chief means for reaching a person’s IRA. Although the turnover statute expressly does not apply to property exempt under 42.0021,
 it explicitly does not prohibit the enforcement of a child support order against assets otherwise exempt under 42.0021: 

(f) A court may not enter or enforce an order under this section that requires the turnover of the proceeds of, or the disbursement of, property exempt under any statute, including Section 42.0021, Property Code. This subsection does not apply to the enforcement of a child support obligation or a judgment for past due child support.

Most of the Texas cases in which “42.0021” is found, only deal with this exception. 

4.6 Who Has the Burden to Prove Entitlement to the Exemption? The Debtor, Up to a Point.

“It is the burden of the party claiming the exemption to prove that he is entitled to it.”
 When, if ever, does the burden shift. If the debtor shows that an account purporting to be an IRA has been established, does the burden shift to the creditor to show that there has been a violation of IRC §408(e)(2) (a disqualifying act of self-dealing), for example. This is a tricky fact pattern. In Lozano v. Lozano, 975 S.W. 2d 63 (Tex. App. Houston [14th Dist] 1988) the debtor claimed that he had an IRA. In a manner reminiscent of Youngblood
 the creditor apparently claimed that the source of the IRA assets was a disqualified plan, but put on absolutely no evidence to support that claim. The Court of Appeals held that once the creditor had met the burden of showing that the account was an IRA, that the IRA would be exempt, “unless evidence is presented that the IRA does not qualify for such treatment under the IRC.” This is a tough call. I can see the court’s logic, but the question involves some begging. Perhaps, a good rule would be that once the creditor puts on evidence that the account is not an IRA, the burden then returns to the debtor to rebut. Lozano did not go that far, probably because it did not have to, since the creditor offered no evidence that the source of the IRA funds was a disqualified plan; and so perhaps the reasoning is sound. In any case, I am not sure that Lozano is the last word on the subject, and there was a strong (concurring) dissent. Here are some excerpts from the case in chief, and from the dissent. Draw your own conclusions.

It is the burden of the party claiming an exemption under section 42.0021 to prove that he is entitled to it. See Rucker v. Rucker, 810 S.W.2d 793, 795-96 (Tex.App.--Houston [14th Dist.] 1991, writ denied); see also Roosth v. Roosth, 889 S.W.2d 445, 459-60 (Tex.App.--Houston [14th Dist.] 1994, writ denied). However, Texas courts apply a liberal rule of construction to state exemption statutes. See In re Volpe, 943 F.2d 1451, 1453 (5th Cir.1991); see also Hickman v. Hickman, 149 Tex. 439, 234 S.W.2d 410, 414 (1950).

*
*
*
*

“[A] person's right to the assets held in or to receive payments ... under any ... individual retirement annuity ... is exempt from attachment, execution, and seizure for the satisfaction of debts unless the plan, contract, or account does not qualify under the applicable provisions of the Internal Revenue Code of 1986.” TEX. PROP.CODE ANN. § 42.0021(a) (Vernon Supp.1998) (emphasis added). By the plain meaning of this provision, evidence that an account is an individual retirement annuity is sufficient to establish that it is exempt unless evidence is presented that the IRA does not qualify for such treatment under the IRC. 
[footnote 4 reproduced below].

In this case, the evidence is uncontroverted, and appellees do not dispute, that Juan's account at Minnesota Mutual is an individual retirement annuity. Under section 42.0021(a), this fact is sufficient to establish that the account was exempt from execution unless any evidence showed that the IRA did not qualify under the IRC. Because we have not been cited, nor have we found, any evidence that the IRA failed to so qualify, we have no basis to affirm the trial court's conclusion that the individual retirement annuity was not exempt.

Deana asserts that the dispositive issue is whether appellants proved that the sources of the funds used to establish the IRA were exempt. That factor was pertinent to appellants' alternative claim under subsection 42.0021(b), concerning amounts qualifying as nontaxable rollover contributions under various sections of the IRC. However, because the IRA was shown to be exempt under subsection 42.0021(a), in which the source of the funds is not a factor, the source of the funds need not be addressed. Accordingly, appellants' first point of error is sustained.
 [Emphasis added.]

In other words, once the debtor showed that he had an IRA, the burden was on the creditor to show that the rollover to the IRA was not good. There was a vigorous (concurring) dissent on this burden shifting issue:

YATES, Justice, concurring and dissenting.

I respectfully dissent to the majority's resolution of appellant's first point of error. The exempt status of the Minnesota Mutual IRA is controlled by a prior decision of this court, Rucker v. Rucker, 810 S.W.2d 793, 795-96 (Tex.App.--Houston [14th Dist.] 1991, writ denied). In that case, this court interpreted Section 42.0021 of the Texas Property Code as requiring the debtor to introduce evidence showing qualification under the Internal Revenue Code of 1986. See id. at 796; TEX. PROP. CODE ANN. § 42.0021 (Vernon Supp.1998). Here, the majority holds the burden is on the debtor to show that the plan or account is of a type described in that section, and the burden is on the creditor to show that the plan or account does not qualify under the IRC. The majority relies on its own interpretation of the “plain meaning” of the statute and a commentator's analysis, instead of the holding in Rucker to reach its conclusions.

In doing so, it has ignored the fundamental principle of stare decisis that requires a continued adherence of a court to its previous decisions. “[I]n the area of statutory construction, the doctrine of stare decisis has its greatest force.” Marmon v. Mustang Aviation, Inc., 430 S.W.2d 182, 186 (Tex.1968). A court's adherence to its precedents promotes efficiency, fairness, and legitimacy and is the cornerstone of common law. See Weiner v. Wasson, 900 S.W.2d 316, 320 (Tex.1995). The majority increased the uncertainty of relying on judicial decisions by rejecting the general rule in Texas adhered to by this and other courts that a party claiming an asset has the burden to prove it is exempt. See Santibanez, M.D. v. Wier McMahon Co., 105 F.3d 234, 239 (5th Cir.1997) (citing Roosth v. Roosth, 889 S.W.2d 445, 459-60 (Tex.App.--Houston [14th Dist.] 1994, writ denied); Jacobs v. Adams, 874 S.W.2d 166, 167 (Tex.App.--Houston [14th Dist.] 1994, no writ); accord Dale v. Finance Am. Corp., 929 S.W.2d 495, 498-99 (Tex.App.--Texarkana 1996, writ denied).
 

4.7 What if the Debtor is in Texas, but the IRA is in Another State?

It is my humble opinion that the importance of conflict of laws doctrines in exempt property cases, particularly where IRAs are involved, cannot be overemphasized.  Bergman v. Bergman
 is in many respects the most interesting of the Texas cases applying 42.0021, because it deals with the conflict of laws issue, an issue not unique to Texas, and one which has puzzled me for many years. I have represented multi-state banks before, and have wondered whether a bank client would be better off establishing a rollover account in a jurisdiction other than the jurisdiction of domicile, if the former had a more hospitable state shield law. Bergman does not answer all of my questions, but at least the issue was raised and discussed, albeit in a rather unusual context. 
In Bergman¸ neither party was a resident of Texas. They got divorced in Connecticut. The divorce settlement agreement provided that Connecticut law was to govern agreement. Thereafter the husband moved to New Mexico and the wife moved to Florida. However the husband was receiving retirement benefits from American Airlines, and these benefits came from American Airlines' offices in Dallas, Texas. (Why ERISA did not apply here to preempt the whole field is not clear to me. The fact that it may have been nonqualified, and thus not subject to Title I or anti-alienation would not have meant that it was not subject to preemption, unless it was a pure Excess Benefit Plan, which is fairly rare.) The wife sued in El Paso, where she was able to catch the husband and serve him. The wife domesticated the Connecticut judgment of arrears for back alimony (not child support) in El Paso, obtaining in the process a ruling that “the Connecticut judgment of arrears be given full faith and credit.” Wife then applied for a turnover order which was granted. Husband appealed, citing Texas Property Code §42.0021. Wife claimed that the exemption Connecticut statute should apply, instead of the Texas exemption statute, because the Texas statute was broader in its protection.

I quote the following from the case. at length, because the citations are priceless. So that you won’t have to read quite so closely, I will tell you that the Texas court applied the Texas exemption statute (42.0021), and so the husband got to keep his American Airlines retirement.
 They did so on the basis of the “most significant relationship test” found in the RESTATEMENT (SECOND) OF CONFLICTS OF LAWS §§132 and 187 (1971). The court did notice that the parties had agreed in their divorce to apply Connecticut law, but refused to apply the Connecticut exemption statute, holding that the “the issue before us is the enforcement of a judgment, not the construction, interpretation, or enforcement of a contract.” Caution: as I read the case, if both debtor and creditor had lived in the same state, it is likely that the law of that state would have governed. Read on and draw your own conclusions. 
Appellant [Husband] directs us to Bell v. Indian Live-Stock Co., 11 S.W. 344, 345-46 (Tex.1889), Schultz v. 5th Judicial District Court of Appeals, 740 (Tex.1991), and Reynolds v. Kessler, 804, 805 (Tex.App.--El Paso 1984, no writ) for the proposition that a Texas court must apply the exemption laws of Texas when execution on a judgment is sought against property in Texas. The latter two cases deal with the procedural aspects of enforcing a judgment, however, and not with exemption from execution. Bell is applicable in that it held that the protection of Texas' constitutional and statutory exemptions for current wages applied to debtors which were residents of other states. Bell, 11 S.W. at 345. The Court in Bell found support for this proposition from the decisions of other states, and the fact that a previous Texas exemption statute applied only to residents of Texas. Id. at 345-46 .[Sounds like husband is winning so far.]
Of more guidance is Strawn Mercantile Co. v. First Nat. Bank of Strawn, 279 S.W. 473 (Tex. Civ. App.--Eastland 1925, no writ). There the Court announced the general rule that exemption laws have no extraterritorial effect. Strawn Mercantile Co., 279 S.W. at 474. Consequently, exemption laws of other states were inapplicable in a Texas garnishment proceeding. See id. In Strawn, the creditor sought garnishment of a Texas bank account containing the proceeds of an Illinois worker's compensation award. However, because the award in question was exempt in Illinois, and would have been exempt in Texas if it were an award of the Texas Industrial Accident Board, the Court held the Illinois exemption would apply under principles of comity. Id. at 474-75.

Also of note is Baumgardner v. Southern Pac. Co., 177 S.W.2d 317 (Tex. Civ. App.--El Paso 1943, no writ). In Baumgardner, an employee sought to recover wages due from the Southern Pacific Company, a Kentucky Corporation operating a rail line from El Paso westward. The company had been garnished for the employee's wages by a creditor in Arizona. The employee argued that the exempt status of those wages in Texas extended to the garnishment action in Arizona, and that the company wrongfully paid over his wages. This Court stated: “Exemption laws are local in their nature and have no extraterritorial force or operation. They relate to the remedy and depend upon the law of the forum.” Id. at 320 (citing Chicago, R.I. & P.R. Co. v. Sturm, 174 U.S. 710, 717-18, 19 S.Ct. 797, 800, 43 L.Ed. 1144 (1899)).

Since the decisions in Bell, Strawn, and Baumgardner were decided, however, Texas law has undergone a revolution of sorts, in that with the adoption of various sections of the Restatement (Second) of Conflicts of Laws, Texas courts are now often required to apply the law of other states in disputes where once Texas law would have applied. See generally James P. George, Choice of Law: A Guide for Texas Attorneys, 25 TEX.TECH L.REV. 833 (1994). It is therefore necessary to examine those cases adopting the Restatement rules to see if they have changed the result dictated by Bell, Strawn, and Baumgardner. [Now it sounds like the husband may be in trouble.]
In Gutierrez v. Collins (Tex.1979), the Supreme Court of Texas abolished the twin doctrines of lex loci delicti and dissimilarity. Id. at 318, 322. The lex loci delicti doctrine required the application of the law of the place of the wrong in cases sounding in tort. Id. at 313. The dissimilarity doctrine prevented the application of laws from other states and countries in Texas courts when those laws were different from the laws of Texas. Id. at 319-20. This doctrine was based upon notions of public policy, difficulties in translating foreign law, and practicality. Id. at 320. After abolishing these doctrines, the Supreme Court expressly adopted the most significant relationship test, as applied in Sections 6 and 145 of the Restatement (Second) of Conflict of Laws, to determine the applicable law for cases sounding in tort. Id. at 318. [It is looking as if the significant relationship test is going to supersede the blanket rule that a state applies its own exemption laws.]
In Robertson v. Estate of McKnight (Tex.1980), the Supreme Court was faced with another conflicts of law question, which it solved by adopting a Restatement provision. The Court adopted Section 169, which applied the most significant relationship test to determine what state's spousal immunity law applied in tort. Id. at 536.

In Duncan v. Cessna Aircraft. Co. (Tex.1984), the Supreme Court reaffirmed its commitment to the most significant relationship test and the Restatement (Second) of Conflict of Laws. Id. at 420-21. In Duncan, the conflicts issue facing the Court was whether Texas or New Mexico law applied in determining the effect of a release made in settlement of a tort case. Id. at 418. The Court abolished the doctrine of lex loci contractus, which required the application of the law of the place where the contract was made. Id. at 421. The Court applied the principles of Section 6 of the Restatement in determining that the facts presented a false conflict, and therefore Texas law applied. 1 Duncan, 665 S.W.2d at 422. The most recent foray by the Supreme Court of Texas into the realm of conflicts of law was DeSantis v. Wackenhut Corp., (Tex.1990). In DeSantis, the Court adopted Section 187 of the Restatement to govern those situations where the parties had chosen a forum's law by contract, and Section 188 of the Restatement to govern those situations where parties had not effectively chosen law in their contract. Id. at 677-78, 678 n. 2. The Court also cited Section 196 with approval with regards to personal services contracts. Id. at 679.

Further, we must note that the Restatement provides a rule to determine what property exemptions are applied. The Restatement provides:

§ 132. Exemptions

The local law of the forum determines what property of a debtor within the state is exempt from execution unless another state, by reason of such circumstances as the domicil [sic] of the creditor and the debtor within its territory, has the dominant interest in the question of exemption. In that event, the local law of the other state will be applied.

RESTATEMENT (SECOND) OF CONFLICTS OF LAWS § 132 (1971).

The comments to the section further state: “Even when the creditor and the debtor are not domiciled in the same state, a state to which they both have substantial relationships but which is not the state of the forum may be the state of dominant interest.” Id. [emphasis added]. This formulation appears to be the rule in a majority of jurisdictions. Sheldon R. Shapiro, Annotation, Choice of Law as to Exemption of Property From Execution, 100 A.L.R.3d 1235, 1238-39 (1980).

Finally, we take note of the substantial competing policies underlying this issue. Exemptions, by their nature, represent a balancing of the interests of a debtor and a creditor. See Bell, 11 S.W. at 346. Texas law arguably balances more toward the debtor than does the law of Connecticut. Compare TEX.PROP.CODE ANN. §42.0021(a) (Vernon Supp.1994) (providing that pension benefits are completely exempt) with CONN.GEN.STAT.ANN. §52-352b(m); id. §52-361a(f) (providing that pension benefits are only 75 percent exempt). The Texas exemptions are based upon the policy that a debtor should “not be forced into a condition of abject dependence and want.” Bell, 11 S.W. at 346; accord Caulley v. Caulley 152 (Tex. App.--Houston [14th Dist.] 1989) (Draughn, J., dissenting), rev'd in part and aff'd in part (Tex.1991). While balancing these interests of the debtor and creditor, we must still give full faith and credit to the judgment of the Connecticut court. U.S. CONST. art. IV, § 1.
 [Emphasis added.]
N.B.: But the parties agreed that Connecticut law would apply, and that was the state where the divorce was obtained. Well, that was not good enough. The opinion continues: 
Contractual Choice of Law

The judgment upon which Appellee seeks her turnover order is based upon an agreement which states that “construction and execution” of the agreement is governed by the law of Connecticut. She asserts that pursuant to the adoption of Section 187 of the Restatement by the Supreme Court of Texas in DeSantis v. Wackenhut Corp., 677 (Tex.1990), we must apply Connecticut's law of exemptions to the execution of her judgment in Texas. We disagree.

In DeSantis, Justice Hecht summarized the Appellant's position thus:

We begin with what Chief Justice Marshall referred to as a principle of 'universal law . . . that, in every forum, a contract is governed by the law with a view to which it was made.' Wayman v. Southard, 23 U.S. (10 Wheat.) 1, 48, 6 L.Ed. 253 (1825). This principle derives from the most basic policy of contract law, which is protection of the justified expectations of the parties . . . The parties' understanding of their respective contractual rights and obligations depends in part upon the certainty with which they may predict how the law will interpret and enforce their agreement.

DeSantis, (Citations omitted) [Emphasis added].

Section 187 of the Restatement also speaks to the point: “The law of the state chosen by the parties to govern their contractual rights and duties will be applied if the particular issue is one which the parties could have resolved by an explicit provision in their agreement directed to that issue.” RESTATEMENT (SECOND) OF CONFLICT OF LAWS § 187(1) (1971) [Emphasis added]. However, the issue before us is the enforcement of a judgment, not the construction, interpretation, or enforcement of a contract. Both DeSantis and the Restatement section it relied upon speak to determining the duties and rights produced by that contract, not the enforcement of a judgment arising from breach of that contract. The Appellee's justified expectation in a contract such as this is that a Court will interpret the duty imposed on Appellant in accordance with Connecticut's family law and contract law, and that on breach of that duty, she receive a judgment for damages stemming from that breach. The trial court's judgment domesticating the Connecticut judgment, and awarding damages for its further breach, has protected these justified expectations. It is another thing entirely to find that she has a justified expectation of satisfaction of that judgment. Parties, though they might win on the merits, face a separate hurdle in securing satisfaction of judgment. Presumably, all states have exemption laws that will often prevent satisfaction. Similarly, though property may not be exempt, creditors with priority will often exhaust a debtor's assets before judgment creditors can execute. Further, bankruptcy proceedings can also prevent satisfaction of judgment. 
We also feel the underlying policies behind exemptions do not favor extending the reach of contractual choice of law provisions to determining what exemptions apply. The long standing public policy of Texas has favored debtors over creditors. See Bell, 11 S.W. at 346. Extending the reach of choice of law clauses would, for example, subject thousands of Texans holding credit cards governed by agreements applying the laws of other states to the various exemptions of Utah, South Dakota, and other states favorable in their laws such that they attract the credit card subsidiaries of the large national banks. Based upon such a holding, it is clearly foreseeable that the large national banks operating in Texas would incorporate in their future Texas loan agreements choice of law clauses designating the law of states more favorable to creditors than debtors. Such a holding would clearly eviscerate long standing Texas public policy.

Finally, the Restatement itself contemplates a different choice of law method for determining property exemptions, which is contained in Section 132. Even accepting the Appellee's argument that the Agreement specifically dictates the use of Connecticut's laws regarding exemptions and enforcement of judgments, such a choice of law clause is not binding with regard to the question of what property exemptions are applied in an action to enforce a judgment.
Restatement Section 132. Section 132 of the Restatement applies the law of the forum in determining what property within that forum is exempt, unless some other state has a dominant interest. RESTATEMENT (SECOND) OF CONFLICT OF LAWS § 132 (1971). Usually, the state where the property is located will have the dominant interest in determining whether the property is exempt. Id. cmt. a. A second state has a dominant interest when both parties are domiciled in that second state. Id. A dominant interest can arise in favor of a second state when both parties have substantial relationships with that state. Id. cmt. a.

Because the Supreme Court of Texas has favored the formulations of Restatement (Second) of Conflict of Laws, and because we feel the rule of Section 132 embodies the holdings in Bell, Strawn and Baumgardner, we will apply the Restatement rule.
The rule creates a presumption that the local law, here the law of Texas, determines what property is exempt. This presumption can be overcome by a showing that a second state has a dominant interest in the application of its exemption laws. A showing that both parties are domiciled in a second state overcomes the presumption. The presumption can also be overcome when it is shown that both parties have substantial relationships with a second state. An examination of the record shows that: Appellee is a resident of Florida; Appellant is a resident of New Mexico; they were divorced in Connecticut in 1975; there are no minor children; Appellant was bound to pay Appellee alimony pursuant to a separation agreement executed December 9, 1975; judgment against Appellant in the amount of $18,450 was entered in Connecticut Superior Court on October 26, 1987, for breach of the separation agreement; and judgment was entered against Appellant in the amount of $99,700 in El Paso County Court at Law No. Two on April 25, 1991, on the Connecticut judgment with interest, further breach of the separation agreement, and attorney's fees. Based upon these facts, we conclude that Connecticut does not have a dominant interest in the question of exemption.2 Therefore, we hold that the Texas law of exemptions applies in this case. Appellant's Points of Error Nos. Two and Three are sustained.

Wow. If you can pick any state in which to set up an IRA, pick one with a liberal shield law, and hope that no matter where you are sued, that state will respect the shield law of the state where the IRA is located. But in most cases, the debtor and creditor are likely to be from the same state. According to the court: “The rule creates a presumption that the local law, here the law of Texas, determines what property is exempt. This presumption can be overcome by a showing that a second state has a dominant interest in the application of its exemption laws. A showing that both parties are domiciled in a second state overcomes the presumption.” 
4.8 Is a Nonqualified Plan of Deferred Compensation Exempt Either Under 42.0021, or as an Annuity Under Tex. Ins. Code Art. 21.22?

The debtor in the Standel
 case was the beneficiary of a nonqualified plan, which had an annuity payment option. (Once again, I do not know why ERISA was inapplicable, so I won’t speculate.) He tried to claim that the plan was exempt both under the general exemption for insurance and annuities under Tex. Ins. Code §21.22, and, failing that, under Tex. Prop. Code 42.0021. The court found that the plan was an annuity, entitled to the exemption under Art. 21.22, but not exempt under §42.0021.

4.8(a) Is a Nonqualified Plan With an Annuity Payout Option, Exempt Under The Insurance Code Exemption? Yes. 
The exemption for annuities saved the day for the debtor in Standel. In the words of the Court: 

[2] The Debtor first claims that Article 21.22 of the Texas Insurance Code provides an exemption for the Deferred Compensation Plan. Article 21.22 provides in relevant part, as follows: Sec. 1. [A]ll money or benefits of any kind, including policy proceeds and cash values, to be paid or rendered to the insured or any beneficiary under any policy of insurance or annuity contract issued by a life, health or accident insurance company, including mutual and fraternal insurance, or under any plan or program of annuities and benefits in use by any employer or individual, shall: 

(2) be fully exempt from execution, attachment, garnishment or other process; [and] 

(4) be fully exempt from all demands in any bankruptcy proceeding of the insured or beneficiary.” 

Tex.Ins.Code Ann. art. 21.22, § 1 (Vernon Supp.1995). The funds in the Deferred Compensation Plan are clearly money that is to be paid to the Debtor. The Deferred Compensation Plan does not involve an annuity contract issued by a life, health, or accident insurance company. Thus, the Plan can only be exempt if the Court finds that the Deferred Compensation Plan qualifies “as a plan or program of annuities and benefits in use by any employer....” Id. 

The Court does not find the RTC's arguments to be persuasive. The statute does not explicitly require the purchase of an annuity. The Texas Legislature does not define “annuity.” Black's Law Dictionary defines an annuity as “[a] right to receive fixed, periodic payments, either for life or for a term of years....” Black's Law Dictionary (6th ed. 1990); see also Young, 806 F.2d at 1306 (citing Black's Law Dictionary definition). In addition, the RTC's reading of the statute seems to render the second half of the statute, referring to employer plans or [*pg. 232] programs, to be superfluous. The first half of the statute, which refers to “annuity contract[s] issued by ... insurance compan[ies],” covers purchased annuity contracts. Tex.Ins.Code Ann. art. 21.22, §1. The second half of the statute refers to “all money or benefits of any kind ... to be paid ... under any plan or program of annuities and benefits in use by any employer....” Id. (emphasis added). If the Texas Legislature wanted to exempt only purchased annuity plans, there was no need to add the additional language about employer plans. The Court agrees with the RTC that there are no cases precisely on point, i.e. applying Article 21.22 to a plan that does not include a purchased annuity. Regardless, there is little case law at all on the exemption of annuities pursuant to Article 21.22, and the objective of this Court is to predict what a Texas court would hold on the issue in light of the statutory language, relevant case law, and state policy. 

. . . Therefore, installment payment of a debt, or payments of interest on a debt, do not constitute an annuity. 

*
*
*
*

. . . The Texas Legislature could have defined the term “annuity” to clarify what arrangements the term encompassed. The Texas Legislature did not do this, however. Rather, the relevant portion of Article 21.22—“any plan or program of annuities and benefits in use by any employer”—invites an expansive, rather than a restrictive reading of the term “annuity.” This Court finds no reason to scrutinize the Deferred Compensation Plan to determine whether it is an account receivable or a “true annuity.” Thus, as the Court finds that the Deferred Compensation Plan constitutes an annuity for purposes of Article 21.22, the only determination that remains is whether or not the Deferred Compensation Plan constitutes a plan or program, as required by the statute. 

A plan is a “method of design or action, procedure, or arrangement for accomplishment of a particular act or object.” Walden, 12 F.3d at 451 , quoting Black's Law Dictionary (6th ed. 1990). A program is “a plan or system under which action may be taken toward a goal.” Id., quoting Webster's Ninth [*pg. 233] New Collegiate Dictionary 940 (1990). The Walden court noted that “it is not necessary that the plan or program provide annuities for all employees, or that it be of long-standing duration, or that it be of a particular type (such as for retirement).” Id. (footnote and citations omitted). The Court finds that the Deferred Compensation Plan is a plan or program of annuities and benefits. NTI's goal in establishing the Deferred Compensation Plan is to provide its senior employees with a benefit—a means to defer income to a later date such as retirement and possibly receive a tax benefit by doing so. The Court finds that providing compensation and benefits to employees constitutes a sufficient objective for purposes of the Article 21.22 exemption statute. In addition, the Deferred Compensation Plan is a method to accomplish the objective such that the Plan qualifies for the exemption pursuant to Article 21.22.
 
4.8(b) Is a Nonqualified Plan Exempt Under 42.0021? No. 
The debtor in Standel claimed that his benefits under his nonqualified deferred compensation plan amounted to an annuity, and was therefore exempt under Tex. Ins. Code Art. 21.22. He prevailed on that argument. However, he also claimed that it was exempt under 42.0021. This argument was unavailing. In the words of the Court (which technically constitute dicta): 

Texas Property Code § 42.0021
[3] The Debtor also contends that his Deferred Compensation Plan is exempt pursuant to §42.0021 of the Texas Property Code. This section provides an exemption for a person's right to the assets held in or to receive payments, whether vested or not, under any stock bonus, pension, profit-sharing, or similar plan ... unless the plan, contract, or account does not qualify under the applicable provisions of the Internal Revenue Code of 1986. 

Tex. Prop. Code Ann. § 42.0021 (Vernon Supp.1995). The key issue before the Court is whether the Deferred Compensation Plan qualifies under the applicable provisions of the Internal Revenue Code of 1986. 

The Debtor argues that the Plan is “qualified” pursuant to 26 U.S.C. § 451 and the Treasury Regulations and Revenue Rulings corresponding to that statutory section.[fn] In short, the Debtor contends that the funds in the Plan are eligible for the exemption because the Plan “qualifies” for favorable tax treatment.[fn] The Court finds, however, that the term “qualify” as it concerns pension, profit-sharing, and stock bonus plans in the Internal Revenue Code has a very specific meaning. Section 401 of Title 26 of the United States Code (“Internal Revenue Code”) is specifically titled “Qualified pension, profit-sharing, and stock bonus plans.” For a plan to “qualify” under the provisions of the Internal Revenue Code, it must comply with the provisions of § 401. See, e.g., 26 U.S.C. § 401(a) (West Supp.1995) (“Requirements for qualification”); 26 U.S.C. § 401(k)(2) (West Supp.1995) (“Qualified cash or deferred arrangement”); see also Neal A. Mancoff & David M. Weiner, Nonqualified Deferred Compensation Arrangements § 2.01 (1993) (explaining that a plan is “qualified” under the Internal Revenue Code if it satisfies the requirements of 26 U.S.C. § 401(a)). Both §§ 401 and 451 are in the same chapter of the Internal Revenue Code. Section 401, however, is contained in a subchapter of the Internal Revenue Code called “Deferred Compensation, Etc.” It is also within a part of that subchapter called “Pension, Profit-Sharing, Stock Bonus Plans, Etc.” In contrast, § 451 is contained in an entirely different subchapter, “Accounting Periods and Methods of Accounting.” Section 451 does not discuss plans at all, but simply provides the general rule for determining the taxable year of items of gross income. Neither §451, nor the corresponding Treasury Regulation or Revenue Ruling cited by the Debtor,[fn] discusses any sort of qualified plan. The Court also finds that the phrase “qualify under the applicable provisions of the Internal Revenue Code” in §42.0021 of the Texas Property Code is ambiguous if the Court does not interpret the meaning of the word “qualify” in light of its use and meaning in the Internal Revenue Code. As the Debtor does not contend that the Plan qualifies under§ 401 of the Internal Revenue Code , the Plan is not exempt pursuant to § 42.0021 of the Texas Property Code.

4.8(c) Is a Cause of Action Against the Plan Trustee Exempt Under 42.0021, Where the IRA is Not Qualified Due to the Negligence of the Plan Trustee? Yes! 

In what might appear to many to be quite a stretch, the 5th Circuit has held in State Farm Ins. Co., Matter of State Farm Life Ins. Co. v. Swift
 that where an Keogh Plan was disqualified, and yet was rolled over, meaning that the IRA was not tax exempt, that the cause of action against the person who negligently caused the disqualification is exempt under 42.0021. Who would have guessed? In the words of the court:
When a retirement account that should have been exempt is lost, the cause of action to replace that account is exempt so that the injured party can be placed in a position that is as near as possible to his original or intended position. The fundamental purpose of a cause of action—to make an injured party whole—dictates this conclusion. State Farm maintains that Swift's causes of action are not exempt, however, because his IRA was defective at the time Swift's creditors objected to the exemption. State Farm's argument fails to account for one critical fact: Swift is seeking recovery for the original acts that made the account defective as well as the eventual loss of the bankruptcy exemption. State Farm cannot escape liability simply because its alleged actions resulted in damage at two separate stages. But for the actions of State Farm, or the failure to act by State Farm, Swift would have a valid, exempt IRA. Swift's causes of action against State Farm, then, are to replace what would have been a valid IRA, not the non-exempt account of which State Farm speaks. As a replacement for exempt property, we hold that Swift's causes of action are exempt property for purposes of his bankruptcy proceedings.

In conclusion, we find that Swift's causes of action against State Farm accrued before Swift filed his bankruptcy petition because he suffered actual damage before the filing. Those causes of action became the property of the bankruptcy estate under 11 U.S.C. § 541. But, they are exempt property under Texas Prop.Code § 42.0021. Swift has standing to pursue these causes of action against State Farm. 
ARTICLE 5 
Attacking The Exemption on the Grounds that the Account is not an IRA, due to the application of 408(e)
5.1 “Individual Retirement Accounts” are Exempt. 
Texas Property Code §42.0021(a) provides in pertinent part: 

Additional Exemption for Retirement Plan (a) In addition to the exemption prescribed by Section 42.001, a person's right to the assets held in . .  under any individual retirement account . . .  is exempt from attachment, execution, and seizure for the satisfaction of debts unless the plan, contract, or account does not qualify under the applicable provisions of the Internal Revenue Code of 1986. . . [Emphasis added.]
5.2 Definition of Individual Retirement Account. 
The applicable provisions of the Internal Revenue Code of 1986 define “individual retirement account” in §408. 

5.3 An Account is Not an Individual Retirement Account Under Tex. Prop. Code §42.0021(a) (or Otherwise), if the IRA Owner Engages in a Transaction Prohibited by IRC §4975. 
IRC §408(e)(2), in clear and unambiguous language provides: 

“If, during any taxable year of the individual for whose benefit any individual retirement account is established, that individual or his beneficiary engages in any transaction prohibited by section 4975 with respect to such account, such account ceases to be an individual retirement account as of the first day of such taxable year.” 

5.4 Definition of Prohibited Transaction Under IRC §4975. 
IRC §4975(c) provides:

(c) Prohibited transaction. 

(1) General rule. 

For purposes of this section, the term “prohibited transaction” means any direct or indirect— 

(A) sale or exchange, or leasing, of any property between a plan and a disqualified person; 

(B) lending of money or other extension of credit between a plan and a disqualified person; 

(C) furnishing of goods, services, or facilities between a plan and a disqualified person; 

(D) transfer to, or use by or for the benefit of, a disqualified person of the income or assets of a plan; 

(E) act by a disqualified person who is a fiduciary whereby he deals with the income or assets of a plan in his own interest or for his own account; or 

(F) receipt of any consideration for his own personal account by any disqualified person who is a fiduciary from any party dealing with the plan in connection with a transaction involving the income or assets of the plan. 

5.5 Definition of Disqualified Person. 

IRC §4975(e)(2) contains a lengthy definition of a broad list of people who are included within the definition of “disqualified persons.” For our purposes §4975(e)(2)(A) will do:

(2) Disqualified person. 

For purposes of this section, the term “disqualified person” means a person who is— 

(A) a fiduciary;

5.6 Is the IRA Owner a “Disqualified Person,” With Respect to His IRA, As a Matter of Law?

If the IRA is self-directed, I think it clear that the IRA owner is a fiduciary as a matter of law.
It is probably true that an IRA owner is always a “disqualified person,” at least in the view of the IRS; however, if the account is self-directed, there is no doubt about it. 
 §4975(e)(3) is fairly dispositive about this.

(3) Fiduciary. 

For purposes of this section, the term “fiduciary” means any person who— 

(A) exercises any discretionary authority or discretionary control respecting management of such plan or exercises any authority or control respecting management or disposition of its assets, 

*
*
*
*

(C) has any discretionary authority or discretionary responsibility in the administration of such plan. 

ARTICLE 6 
Conclusion

Although Tex. Prop. Code §42.0021 looks like a fairly straight forward statute, about which one would expect sparse litigation, this turns out not to be the case. As I hope the above treatment of the decided cases demonstrates, even though not thoroughly comprehensive, is that there are many issues to consider and variations in fact patterns, which can result in the application of the statute being anything but routine.

*
*
*
*

APPENDIX

The following is Chapter 5 of my Treatise on Estate Planning for IRA and Qualified Plan Distributions

ARTICLE 7 CAN CREDITORS REACH a Person’s INTEREST IN A Qualified Plan or a Retirement PLAN OR IRA That is Not Subject to Part 2 of Title I of ERISA? 

An interesting question is the extent to which creditors can reach non-probate assets. A deceased participant’s interest in a qualified plan or IRA, including an insured death benefit, is a dramatic species of non-probate asset. Just because an asset is a non-probate asset does not mean that it is automatically exempt from the decedent's debts, but in many instances this may be the result. Recall that there is at least one significant species of property that is a probate asset in the sense that it is subject to testamentary disposition, and yet is not subject to administration without the consent of the surviving spouse, viz., the decedent's interest in the surviving spouse's special community estate. 

The courts have long held qualified plan assets to be exempt from execution by creditors, if the debtor is not in bankruptcy.
 In the case of Patterson v. Shumate
 a unanimous United States Supreme Court held that a participant’s benefits under a qualified pension plan cannot be reached by creditors in a bankruptcy proceeding. Prior to this decision the courts were divided on this issue.
 

Since the issue has now been resolved, one may justifiably ask whether there is much point in understanding the issues that had formerly given the lower courts so much trouble. The answer is that the principles involved and their resolution have application in other contexts with which we still must be concerned. For example, there remain numerous retirement type arrangements that are not covered by the Shumate decision. Shumate only covers qualified pension plans subject to Part 2 of Title I of ERISA.
 As discussed in detail below, Shumate does not apply to welfare benefit plans, nonqualified plans or other plans that are not pension plans governed by Title I of ERISA. 

Perhaps the reason that the creditor claims issue had been vexing the lower courts for so long is that its resolution involves the interaction between Bankruptcy Code §541(c)(2) (the exclusion provisions), Bankruptcy Code §522 (the exemption provisions), ERISA §206(d) (the labor law anti alienation rule), ERISA §514(a) (the federal preemption provision), ERISA §514(d) (the federal non impairment provision), IRC
 §401(a)(13) (the income tax anti alienation rule), and state exemption laws, each of which has its own legislative history. It is easy to see how the thread that holds these statutes together could be lost in the skein. To an extent, the Supreme Court in Shumate made an end run around most of these statutes by simply finding that ERISA §206(d) (the anti alienation rule) was included in Bankruptcy Code §541(c)(2) (the exclusion provisions), thus obviating the need for further analysis. We will attempt to do more here in order to formulate principles of broader application. 

To understand the problem and its resolution, one must be familiar with at least six statutes. 

7.1 The Anti-Alienation Rule. 

7.1(a) ERISA §206(d)(1). 
We begin with ERISA §206(d)(1): “Each pension plan shall provide that benefits provided under the plan may not be assigned or alienated.” IRC §401(a)(13) is similar: “A trust shall not constitute a qualified trust under this section unless the plan of which such trust is a part provides that benefits provided under the plan may not be assigned or alienated.” The language required by ERISA §206(d)(1) and IRC §401(a)(13) is sometimes referred to as an “anti alienation clause.” Similar language found in most common law trusts is commonly known as a “spendthrift clause.” 

ERISA §206(d)(1) is found in Part 2 of Title I of ERISA. Note now for future reference that Part 2 does not apply to all employee benefit plans. For example, Part 2 does not apply to “employee welfare benefit plans,”
 nor does it apply to most nonqualified plans,
 government plans or most church plans.
 Nor does it apply to IRAs or SEPs.
 Whereas ERISA §206(d)(1) is mandatory (“each pension plan shall provide . . .”), IRC §401(a)(13) is proscriptive (“a trust shall not constitute a qualified trust . . . unless . . .). IRC §401(a)(13) does not mandate an anti alienation clause, but if a trust does not have one, it will not enjoy the tax benefits of a qualified plan. It follows that IRC §401(a)(13) simply has no application to nonqualified plans, IRAs, welfare benefit plans, or the like. 

Before proceeding further, it might be useful to discuss and dispose of two issues that do not appear to have bothered the courts, but that might confuse the reader if ignored altogether: (1) Does the fact that benefits may not be assigned or alienated (implying a voluntary act) mean that they are not subject to involuntary alienation? Stating the issue another way: by providing that benefits “may not be assigned or alienated” has the plan made it clear that benefits are not subject to attachment, garnishment, execution, etc., by creditors? The first case clearly denies anyone the power to directly alienate the property; the second means that the property is not even indirectly alienable. (2) One might also reasonably wonder whether a law that requires that a plan contain certain language necessarily means that the language is the law. In other words, if the law requires a plan to say that benefits may not be alienated, does it follow that the law will not allow the benefits to be alienated? 

At the risk of sounding nibbling, it would have been more reassuring on both points if ERISA had also provided that pension benefits “may not be anticipated, assigned (either at law or in equity), alienated or subject to attachment, garnishment, levy, execution or other legal or equitable process,” or something similar. The regulations to IRC §401(a)(13) attempt to fill this deficit, and the quoted language can in fact be found there.
 These regulations were cited with approval in Shumate
 and the two issues raised above, stated slightly differently, were effectively dismissed by the Court.
 Therefore, it is clear that if ERISA §206(d)(1) applies to the plan, the benefits under the plan are simply not alienable. 

7.1(b) Do Benefits That Were Exempt Under ERISA 206(d)(1) Continue to be So Following Distribution?

Although a state shield law may provided otherwise, ERISA certainly does not protect assets or benefits after they have been distributed, even if they were exempt while held in a qualified trust.  
In the Third Circuit, payouts from ERISA plans constitute a distribution, subject to the reach of creditors. In Velis v. Kardanis, 949 F.2d 78 (3d Cir.1991) (rehearing denied), the question was whether a debtor could exclude from the estate his interests in a pension plan, a Keogh plan, and an IRA. In that case the debtor had borrowed from the plans. The Court of Appeals for the Third Circuit stated: Even if pension plan assets in the hands of a [pension] trustee are beyond the reach of creditors because not a part of the debtor's estate under § 541(c)(2), distributions made from the plan to the debtor would not enjoy such protection, in the absence of exemption under § 522(d)(10)(E). 949 F.2d at 81-82.
 [Emphasis added.]
7.2 Bankruptcy Code §541. 

The real question in Shumate was whether ERISA §206(d)(1) applied in bankruptcy. The question was answered categorically in the affirmative. Why was this an issue and on what basis was it decided? We proceed to Bankruptcy Code §541. 

Bankruptcy Code §541(a)
 describes the property that comprises the bankruptcy estate. This list is generally very inclusive. For example, “except as provided in subsections (b) and (c)(2) of this section, [the property of the bankruptcy estate includes] all legal or equitable interests of the debtor in property as of the commencement of the case.”
 The (c)(2) referred to is Bankruptcy Code §541(c)(2), which states:

“a restriction on the transfer of a beneficial interest of the debtor in a trust that is enforceable under applicable nonbankruptcy law is enforceable in a case under this title.”
 

Is ERISA nonbankruptcy law? For reasons not apparent on the face of the statute and that would therefore be unclear to the uninitiated, many if not most courts had, prior to Shumate, held that ERISA is not applicable nonbankruptcy law and that applicable nonbankruptcy law means “State law,” or even more narrowly, “State spendthrift trust law.”
 The basis of the controversy is not found in the statutes, but in the legislative history to §541(c)(2):

“Paragraph (2) of subsection (c) . . preserves restrictions on transfer of a spendthrift trust to the extent that the restriction is enforceable under applicable nonbankruptcy law.”

An introduction to the House report states that the new Bankruptcy Code: 

“continues over the exclusion from property of the estate of the debtor’s interest in a spendthrift trust to the extent the trust is protected from creditors under applicable state law.”

The courts that had decided that ERISA was not “applicable nonbankruptcy law” based their opinions almost entirely on these “meager excerpts”
 from the legislative history. 
The Supreme Court in Shumate disposed of the legislative history argument by stating: 

“These meager excerpts reflect at best congressional intent to include state spendthrift trust law within the meaning of ‘applicable nonbankruptcy law.’ By no means do they provide a sufficient basis for concluding, in derogation of the statute’s clear language, that Congress intended to exclude other state and federal law from the provision’s scope.”

A short, but effective, concurring opinion by Justice Scalia rebuked the lower courts for having so muddled an issue that he believed should have been clear to all. “When the phrase ‘applicable nonbankruptcy law’ is considered in isolation, the phenomenon that three Courts of Appeals could have thought it a synonym for ‘State law’ is mystifying.”

Much more could be said on the subject of how and why prior to Shumate several courts had held that ERISA was not applicable nonbankruptcy law, but the main point is that the Supreme Court has now spoken: ERISA §206(d) (the anti alienation provision) is applicable nonbankruptcy law, and qualified plans governed by ERISA are therefore not subject to creditor claims. 

Shumate is interesting for other reasons having more to do with judicial philosophy than anything else. The case has already been cited several times, and more often than not it has been cited not for the ERISA bankruptcy holding but for the general proposition that courts should give a plain and natural reading to a statute and should not search out legislative history (particularly ambiguous legislative history) to twist that plain meaning. The opinion, which was unanimous, is straight forward and clear, in contrast, sorry to say, with the decisions of most of the lower courts that addressed the same issue. 

7.3 Bankruptcy Code §522. 

Since ERISA is now known to be applicable nonbankruptcy law,
 there is generally no necessity for proceeding to Bankruptcy Code §522.
 However, before this was revealed, Bankruptcy Code §522 was the next place to go once it was determined that state spendthrift law (and hence Bankruptcy Code §541(c)(2)) did not apply. 

Bankruptcy Code 11 USC §522(b) provides that “notwithstanding section 541 of this title, an individual may exempt from property of the estate the property listed in either paragraph (1) or, in the alternative, paragraph (2) of this subsection.” 

Paragraph (1) refers to a list found in §522(d). The exemptions listed under §522(d) are limited. §522(d)(10)(E) includes “a payment under a stock bonus, pension, profitsharing, annuity, or similar plan or contract on account of illness, disability, death, age, or length of service, to the extent reasonably necessary for the support of the debtor and any dependent of the debtor, unless . . .” It had been suggested that the existence of a limited exemption in §522 is inconsistent with a total exemption under Bankruptcy Code §541(c)(2) via ERISA §206(d)(1). However, as noted below in detail, and as also noted by the Shumate Court,
 there are many plans of deferred compensation that are not subject to ERISA §206(d)(1), and in those cases §522(d)(10)(E) would not be superfluous at all. 

§522(b)(2) exempts property that is exempt under state or local law. All but a handful of states have some sort of shield laws protecting, to a greater or lesser extent, a participant’s interest in an IRA and other retirement arrangements.
 State shield laws are to be distinguished from state spendthrift trust laws. Interestingly, because of the legislative history, the application of state spendthrift trust law was thought to be an issue solely under §541(c)(2), not under §522(b), and contrariwise, state shield laws, if applicable, were thought to apply solely under §522(b)(1) and not at all under §541(c)(2). That basis for the distinction, though well established, is not readily apparent by simply reading the statutes. 

7.4 Texas Property code §42.0021. 

Texas Property Code §42.0021 purports to exempt qualified plans and IRAs (including rollover IRAs) from execution by creditors. 

7.4(a) Texas Property code §42.0021. 

Texas Property code §42.0021 reads word for word as follows: 

“§42.0021.
Additional Exemption for Retirement Plan

“(a)
In addition to the exemption prescribed by Section 42.001, a person’s right to the assets held in or to receive payments, whether vested or not, under any stock bonus, pension, profit-sharing, or similar plan, including a retirement plan for self-employed individuals, an under any annuity or similar contract purchased with assets distributed from that type of plan, and under any retirement annuity or account described by Section 403(b) of the Internal Revenue Code of 1986,
 and under any individual retirement account or any individual retirement annuity, including a simplified employee pension plan, is exempt from attachment, execution, and seizure for the satisfaction of debts unless the plan, contract, or account does not qualify under the applicable provisions of the Internal Revenue Code of 1986.
 A person’s right to the assets held in or to receive payments, whether vested or not, under a government or church plan or contract is also exempt unless the plan or contract does not qualify under the definition of a government or church plan under the applicable provisions of the federal Employee Retirement Income Security Act of 1974.
 If this subsection is held invalid or preempted by federal law in whole or in part or in certain circumstances, the subsection remains in effect in all other respects to the maximum extent permitted by law. 

“(b)
Contributions to an individual retirement account or annuity that exceed the amounts deductible under the applicable provisions of the Internal Revenue Code of 1986 and any accrued earnings on such contributions are not exempt under this section unless otherwise exempt by law. Amounts qualifying as nontaxable rollover contributions under Section 402(a)(5), 403(a)(4), 403(b)(8), or 408(d)(3) of the Internal Revenue Code of 1986
 are treated as exempt amounts under Subsection (a). 

“(c)
Amounts distributed from a plan or contract entitled to the exemption under Subsection (a) are not subject to seizure for a creditor’s claim for 60 days after the date of distribution if the amounts qualify as a nontaxable rollover contribution under Section 402(a)(5), 403(a)(4), 403(b)(8), or 408(d)(3) of the Internal Revenue Code of 1986.
 

“(d)
A participant or beneficiary of a stock bonus, pension, profit-sharing, retirement plan, or government plan is not prohibited from granting a valid and enforceable security interest in the participant's or beneficiary’s right to the assets held in or to receive payments from the plan is subject to attachment, execution, and seizure for the satisfaction of the security interest or lien granted by the participant or beneficiary to secure the loan. 

“(e)
If subsection (a) is declared invalid or preempted by federal law, in whole or in part or in certain circumstances, as applied to a person who has not brought a proceeding under Title 11, United States Code, the subsection remains in effect, to the maximum extent permitted by law, as to any person who has filed that type of proceeding.” 

7.4(b) Youngblood v. FDIC. 

In Youngblood v. FDIC
 a bankruptcy creditor challenged the exemption claimed by the debtor for his rollover IRA. The reason for the challenge was the assertion by the creditor that the plan that was the source of the rollover was not qualified, despite IRS determinations that it was. The IRS had issued favorable determination letters in 1978 and again in 1987 shortly before it was terminated. Further, the plan underwent an audit near the time of its termination. During the course of the audit, the IRS uncovered two prohibited transactions, which were corrected and on which excise taxes were imposed and paid, and which were not sufficiently egregious in the eyes of the IRS to disqualify the plan. 

The creditor, however, convinced the bankruptcy court and the federal district court that, because of the two prohibited transactions, the plan was not “qualified,” and because the plan was not “qualified” it was not exempt under the Texas statute. The debtor argued and the 5th Circuit held that the federal bankruptcy and district courts were bound by the IRS determination of the issue of qualification, and that if the plan was qualified in the eyes of the IRS, it was qualified for purposes of the Texas statute. 

Note that a qualified plan is not automatically disqualified simply because of an isolated prohibited transaction. An IRA, on the other hand, ceases to be an IRA as of the first day of any year in which a transaction prohibited by §4975 occurs.

In determining whether the exemption applies, the Texas statute clearly looks to the tax treatment of the rollover. “Amounts qualifying as nontaxable rollover contributions under Section 402(a)(5), 403(a)(4), 403(b)(8), or 408(d)(3) of the Internal Revenue Code of 1986 are treated as exempt amounts under Subsection (a).” Read literally, the existence of the exemption depends upon the tax treatment of the rollover (the IRA is exempt if the rollover qualified as nontaxable). Although the tax treatment of the rollover depends upon the qualification of the plan, the IRS clearly has primary or core jurisdiction over that issue. And it was never seriously argued that a finding of the district court in a bankruptcy case can cause a plan that the IRS determines to be tax exempt to become taxable —i.e., “nonqualified” in fact— unless, at least, the IRS agrees. 

In reaching its decision, the 5th Circuit determined that (a) the intent of the statute is that the exemption is to be governed by the tax treatment, (b) the IRS is vested with the core jurisdiction to determine the tax treatment, and (c) any other rule would result in conflicting decisions among the various branches of government. 

“We are persuaded that the legislature intended for its own state courts (or bankruptcy courts applying Texas law) to defer to the IRS in determining whether a retirement plan is ‘qualified’ under the Internal Revenue Code. . . [And this can] be simply and readily determined by referring to the federal tax treatment of those funds. Moreover, we do not believe that the legislature wanted to adopt a scheme that invites frequent, unseemly, conflicting decisions between the state court or bankruptcy court, and the IRS, such as occurred in this case.”

7.5 IRAs Under State Shield Laws — IRC §408(c).

A state shield law, such as Tex. Prop. Code §42.0021 protecting IRAs, will be of no avail if the account ceases to qualify as an IRA because of an act of self-dealing:

IRC §408(e)(2) provides:

“If, during any taxable year of the individual for whose benefit any individual retirement account is established, that individual or his beneficiary engages in any transaction prohibited by section 4975 with respect to such account, such account ceases to be an individual retirement account as of the first day of such taxable year.”

As discussed elsewhere, IRC §4975(c)(1) provides:

(1)
General rule. For purposes of this section, the term “prohibited transaction” means any direct or indirect --

(A)
sale or exchange, or leasing, of any property between a plan and a disqualified person;

(B)
lending of money or other extension of credit between a plan and a disqualified person;

(C)
furnishing of goods, services, or facilities between a plan and a disqualified person;

(D)
transfer to, or use by or for the benefit of, a disqualified person of the income or assets of a plan;

(E) 
act by a disqualified person who is a fiduciary whereby he deals with the income or assets of a plan in his own interest or for his own account; or

(F) 
receipt of any consideration for his own personal account by any disqualified person who is a fiduciary from any party dealing with the plan in connection with a transaction involving the income or assets of the plan. [Emphasis added.]

The following is a partial list of other possibly relevant authorities: 
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Youngblood v. FDIC, 29 F.3d 225; 74 AFTR 2d  5910, (5th Cir. 1994). 

Gerald M. Harris, TC Memo 1994-22. 

In re Robert J. HIPPLE, Debtor. 225 BR 808, 08/30/1996

In re Robert J. HIPPLE, Debtor. --- B.R. ----, 1997 WL 1038201, 08/30/1996
Eisenberg v. Houck 181 BR 187, 33 CBC2d 734, 1995 WL 234714, 04/19/1995

ERISA Opinion Letter 82-24A , 06/04/1982 

Treas. Reg. §1.408-4(d). 

Treas. Reg. §1.408-1(c)(2)(i). 

Treas. Reg. §1.408-6(d)(4)(iii)(B)(1). 
Prohibited Transaction Class Exemptions (PTCE) 97-11, PTCE 93-33, and amendment to PTCE 97-11, 64 FR 1042; and Amendment to PTCE 93-33, 64 FR 1044. 

7.6 Employee Death Benefits Under State Law. 

Property Code §§121.051 and 121.055 exempts certain employer sponsored death benefits, including nonqualified salary continuation arrangements, from execution by creditors. Query whether this exemption is preempted by ERISA in those cases where the benefits are either an employee pension or a welfare benefit plan under ERISA.

7.7 Federal Preemption of State Law. 

§514(a) of ERISA (the preemption provision) provides, in part:

"Except as provided in subsection (b) of this section, the provisions of this title [title I] and title IV [PBGC] shall supersede any and all State laws insofar as they may now or hereafter relate to any employee benefit plan described in section 4(a) and not exempt under section 4(b)." (Emphasis added.)

ERISA §514(c)(1) provides, in part:

"The term 'State law' includes all laws, decisions, rules, regulations, or other State action having the effect of law, of any State." 

§514(d) of ERISA (the non impairment or savings provision) provides in part:

“Nothing in this title shall be construed to alter, amend, modify, invalidate, impair or supersede any law of the United States . . . or any rule or regulation issued under any such law.” 

As indicated above, prior to Shumate, the usual practice of the courts that did not consider ERISA §206(d) to be applicable nonbankruptcy law was to look solely to state spendthrift trust law for an exclusion via Bankruptcy Code §541(c)(2). Virtually every state gives spendthrift trust protection to trusts that contain anti alienation language, but no state grants unlimited spendthrift trust protection to self settled trusts (where the grantor is also a beneficiary). 

The courts were in agreement that if a qualified plan was a valid spendthrift trust under state law it would be protected in bankruptcy by §541(c)(2). However, if the participant controlled the plan or the employer in any fashion, then the courts were quick to find that state spendthrift trust law did not apply.
 Since a professional almost always has some control over either the plan or the employer, state spendthrift trust law was seldom of benefit to the professional participant. 

If state spendthrift law offered no protection under §541(c)(2), the courts were forced to examine state exemption statutes under §522(b)(2). Since state law was an issue in either case, the ERISA preemption issue had to be grappled, though for some reason that is far from clear the problem was thought to be more serious under §522 than under §541(c)(2). 

As one might imagine, a construction of the Bankruptcy Code that called for a reference to state law that might be preempted complicated the problem by several orders of magnitude. Like two mirrors facing each other with an endless series of reflections and counter reflections (reminiscent of the renvoir argument familiar to students of conflict of laws principles), the interaction of the preemption clause with two federal statutes said to incorporate state law made for a convoluted web, definitely not seamless. 

An important recent pre-Shumate case (Heitkamp v. Dyke (In re Dyke)) wrestled mightily with the preemption demon.
 The issue was whether the Texas shield law
 could be invoked via Bankruptcy Code §522(b)(2) to protect a debtor’s interest under a qualified plan. (The debtor was a physician, and his plan was not entitled to state spendthrift law protection under §541(c)(2).) After six pages of detailed discussion devoted entirely to preemption, the demon was finally vanquished and the debtor prevailed. After Shumate, this case is moot, but it may still be important to an understanding of when ERISA should preempt state law and when it should not.
 

Bear in mind that if a plan or arrangement is not subject to ERISA at all, then preemption simply isn’t an issue. However, the plan may be subject to Title I of ERISA, including the preemption rule, but not be subject to the anti alienation provision in Part 2 of Title I. This is the subject to be explored next. Title I is the heart of ERISA. The function of Title II is merely to amend the Internal Revenue Code. A point emphasized in this outline is that (1) a plan may be subject to Title II without being subject to Title I, and further, (2) a plan may be subject to the Title I preemption provision without being covered by the anti alienation provision in Part 2 of Title I. 

7.8 Plans Not Subject to Part 2 of ERISA. 

The anti-assignment rule, ERISA §206(d)(1) and its IRC counterpart §401(a)(13), do not apply to all retirement plans. ERISA §206(d)(1) is found in Part 2 of Title 1 of ERISA, and only applies to plans subject to that Part. Part 2 of Title 1 does not generally apply to nonqualified plans, government and church plans or IRAs. 

ERISA §4 provides: 

“(a) Except as provided in subsection (b) and in sections 201, 301, and 401, this title shall apply to any employee benefit plan if it is established or maintained-

“(1)
by any employer engaged in commerce or activity affecting commerce; or 

“(2)
by any employee organization or organizations representing employees engaged in commerce or in any industry or activity affecting commerce; or 

“(3)
by both. 

“(b) The provisions of this title shall not apply to any employee benefit plan if-

“(1)
such plan is a governmental plan (as defined in section 3(32)); 

“(2)
such plan is a church plan (as defined in section 3(33)) with respect to which no election has been made under section 410(d) of the Internal Revenue Code of 1986; 

“(3)
such plan is maintained solely for the purpose of complying with applicable workmen’s compensation laws or unemployment compensation or disability insurance laws; 

“(4)
such plan is maintained outside of the United States primarily for the benefit of persons substantially all of whom are nonresident aliens; or 

“(5)
such plan is an excess benefit plan (as defined in section 3(36)) and is unfunded.” 

In order for Shumate to be helpful, i.e., in order to reap the benefit of the ERISA §206(d) anti alienation rule, the plan must be subject to ERISA, or more specifically, to Part 2 of ERISA. Many plans are not. Excess only plans, most church plans, most IRAs and SEPs
, all government plans, a few §403(b) plans, and qualified plans without common law employees are entirely outside the purview of Title I.
 Other plans may be subject to Title I but not to Part 2 of ERISA, such as top hat plans, welfare benefit plans, and any IRA (including a SEP-IRA) that has enough employer involvement to elevate it to the status of a pension plan.
 Separate concerns apply to each category and these will be discussed below. These plans may not rely on the ERISA anti alienation rule for protection against creditor claims. On the other hand, if they are exempt from Title I altogether, they can rely on state shield laws without fear of preemption. 

A recent unpublished 7th Circuit opinion upheld the notion that a qualified plan covering only the owner was not subject to ERISA, and therefore, since the trust did not qualify as a spendthrift trust under state law, the profit sharing plan assets had to be delivered to the trustee in bankruptcy.

7.8(a) Welfare Benefit Plans

Welfare benefit plans are employee benefit plans that are not employee pension or profit sharing plans. The terms “employee welfare benefit plan” or “welfare plan,” as used in ERISA, mean any plan, fund, or program which provides, through the purchase of insurance or otherwise, medical, hospital, disability death or unemployment, vacation benefits, severance pay benefits, supplemental retirement benefits, etc.
 Welfare benefits, including severance pay, are not deferred compensation.
 

Welfare benefit plans are not pension plans, and the ERISA §206(d) anti alienation rule only covers pension plans.
 Further, ERISA §201(1) makes it clear that Part 2 does not apply to welfare plans in any event. However, welfare plans (if they cover common law employees) are subject to ERISA generally, including the preemption rule which in this context applies with a vengeance. 

In MacKey v. Lanier Collection Agency and Service, Inc., 486 U.S. 825 100 L. Ed.2d 836, 108 S. Ct. 2182, (1988), the United States Supreme Court held that Georgia was preempted from excluding ERISA welfare plans from the application of its own (Georgia's!) garnishment law. (Georgia was not, however, preempted from imposing its garnishment law (a law of general application) on ERISA welfare plans.) The court stated that any state statute that specifically singles out ERISA plans for special treatment will be struck down. What if the Georgia statute called welfare plans by another name, and did not refer to ERISA? What is the Georgia garnishment statute only applied to wages and not to other benefits? What if Georgia did not have a garnishment statute at all? Applying the preemption doctrine in any individual instance can defy prediction, if not analysis. 

7.8(b) Nonqualified Plans. 

Some nonqualified plans are not covered by ERISA at all (and thus are not subject to preemption) while others clearly are. However, those that are covered by ERISA preemption are usually not covered by the ERISA anti alienation rule. As indicated in MacKey, this is not the best of all possible categories in which to fall. 

Unfunded “excess benefit plans,”
 as well as all governmental and most church plans, are entirely exempt from Title I.
 An excess benefit plan is a plan, whether or not funded, that is maintained by an employer solely for the purpose of providing benefits for certain employees in excess of the limitation on contributions and benefits imposed by IRC §415. 

There is another type of nonqualified plan, sometimes called a “top hat plan,” which, although covered by ERISA, is exempt from most of the more burdensome provisions of Title I, such as funding, vesting and most reporting.
 These plans are not covered by Part 2 of ERISA and thus, are not covered by the ERISA §206(d) anti alienation rule; they are covered by the preemption rule however. 

Since the plan is unfunded, it is fair to ask what there is to attach. Presumably, a creditor could get an order similar to a garnishment order that would cause the benefits when paid to be paid to the creditor. 

An IRC §457 plan is a species of top hat plan. §457 limits the benefits which may be provided by a nonqualified unfunded plan established by a tax exempt organization for its highly compensated employees. In order to avoid the §457 limitations, the nonqualified plan must be subject to a substantial risk of forfeiture. 

If the plan is not an excess benefit plan and is not for a select group of management or highly compensated employees, then whether or not qualified, the funding and vesting rules must be met and Part 2 of ERISA (including the anti alienation rule) would also apply. 

7.8(c) Tax Sheltered Annuities (§403(b) Plans). 

Tax sheltered annuities (also known as §403(b) plans) are similar in operation to §401(k) plans, but they are only available to employees of school systems and §501(c)(3) charities. They are not “qualified plans” as such and are not directly covered by IRC §401(a). Most tax sheltered annuity plans these days have little to do with annuities and are instead maintained as custodian accounts under IRC §403(b)(7), investing participants’ individual accounts in regulated investment company stock. These plans are beginning to look and feel more and more like profit sharing plans every day, and it may be safe to assume that most are in fact subject to Title I. That is not to say that the matter is entirely free from doubt. According to Department of Labor regulations, whether or not a 403(b) plan is subject to Title I of ERISA is a function of the degree of employer involvement, including whether the employer is contributing to the plan.
 Thus if the 403(b) plan provides for employer discretionary or matching contributions, the plan is probably subject to ERISA Title I. Presumably, if a 403(b) plan is subject to Title I, it is also subject to Part 2 of ERISA, including the ERISA §206(d) anti alienation rule, even though it is not subject to the IRC anti alienation rule of §401(a)(13). 

7.8(d) IRAs And SEPs. 

7.8(d)(1) IRAs and SEPs Are Not Qualified Plans. 
An IRA (including a SEP-IRA) is not a qualified plan because it is not described in IRC §401(a). Taxation of IRAs is governed by IRC §408. 

7.8(d)(2) Are IRAs or SEPs Subject to ERISA?
An IRA is generally not subject to Title I because an IRA does not constitute an employee benefit plan.
 It has been successfully argued, however, that a SEP is an employee benefit plan, subject to certain parts of ERISA.
 There are good reasons for this. 

For one thing, SEPs are employer funded.
 Labor Reg. §2510.3-2(d) interprets ERISA as not covering IRAs if certain conditions are met, one of which is that “no contributions are made by the employer.” SEPs used to be structured so that contributions were treated as having been made by the employee; i.e., the employee reported the contribution as income and then took a deduction for it. The 1986 Tax Reform Act (P.L. 99-514) changed that. Now, the contribution is presumably to be made by the employer and excluded by the employee.
 According to the TRA ‘86 Blue Book, this was not meant to change prior law with respect to Title I coverage of SEPs, whatever that means.
 

IRC §408(k) describes SEPs (Simplified Employee Pensions) as a form of IRA: 

(k) Simplified employee pension defined. 

(1) In general. For purposes of this title, the term “simplified employee pension” means an individual retirement account or individual retirement annuity— 
(A)
with respect to which the requirements of paragraphs (2), (3), (4), and (5) of this subsection are met, and 

(B)
if such account or annuity is part of a top-heavy plan (as defined in section 416), with respect to which the requirements of section 416(c)(2) are met. 

(2) Participation requirements. 

*
*
*
*

(3) Contributions may not discriminate in favor of the highly compensated, etc. 

*
*
*
*

(4) Withdrawals must be permitted. A simplified employee pension meets the requirements of this paragraph only if— 
(A)
employer contributions thereto are not conditioned on the retention in such pension of any portion of the amount contributed, and 

(B)
there is no prohibition imposed by the employer on withdrawals from the simplified employee pension. 

(5) Contributions must be made under written allocation formula. 

*
*
*
*

7.8(d)(3) Can SEP Benefits be Distinguished From The SEP Plan?

Is it relevant to distinguish the “pension” from the “plan”? In the case of a qualified plan this would not be something one would be likely to get too hung up over. But here it is critical. The way SEPs work in operation (I think!) —though you cannot really discern this from reading 408(k) alone— is that the employer puts money into IRAs either established by the employer in the employee’s name or established by the employee, again in the employee’s name, who directs the employer where to send the check. I confess that I have always considered the IRA into which the check was deposited to be no different from any other IRA in any meaningful sense. 
Note that 408(k)(4) requires that a participant have an unlimited withdrawal right (a poor person’s 401(k) with no ADP test!). So even if a SEP-IRA is different from a regular or traditional IRA, the employee could have a standing instruction to transfer each deposit into an IRA that clearly was not a SEP-IRA. The fact that this seems to be such a silly exercise that it ought not to have profound consequences may or may not be a logical conclusion, but it is the one I would draw most naturally until told otherwise. 

7.8(d)(4) The Reason It is Important to Know Whether a SEP-IRA is Subject to ERISA is Because that Determines Whether State Shield Laws Apply. 
The reason that it is important to know whether the IRA (the pension benefit) is different from the “plan” is that the plan may very well be subject to ERISA —á lá Labor Reg. §2510.3-2(d)—, while the benefits (the IRAs), are not. If both the plan and the benefits (after the benefits have, in effect, been distributed under it
) are subject to ERISA, then we have the not very taxpayer friendly result that the ERISA anti-alienation provision does not apply, and that state shield laws are preempted. 
Like IRAs, SEPs and §403(b) plans are not qualified plans; nevertheless they do enjoy many of the tax benefits of qualified plans. However, since a SEP is a form of IRA, it ought to be able to enjoy the specific IRA exemption from Parts 2 (participation and vesting) and 3 (minimum funding) of ERISA.
 But since the anti-alienation rule is also found in Part 2,
 the exemption from Part 2 does have a down side. There is no specific exemption for IRAs and SEPs under the preemption provision of ERISA
 in the unusual case where the IRA or SEP was subject to Title I in the first place. 
One would hope that the SEP-IRA into which a contribution is made under the plan that funds the SEP —the IRA being the benefit provided by the plan— is not itself going to be subject to ERISA at all, even though the “Plan” probably is. If this is true, then unfortunately for the IRA owner, the ERISA anti alienation rule will not apply, but fortunately, neither will the preemption rule,
 and hopefully, state shield laws will apply, and most states have shield laws exempting IRAs from creditor claims to various extents.
 However, if the IRA itself, the pension benefit, is subject to ERISA in the same sense that the plan is subject to ERISA, this would be unfortunate, because IRAs are specifically exempt from Part 2 of ERISA,
 which is where the anti-alienation protection is found.
 In sum, if the SEP-IRA is itself an employee benefit plan —and therefore subject to Title I— it would be subject to the preemption
 but not to the anti-alienation provisions
 of ERISA, the worst of both worlds, so to speak. The result I would like to see is that the SEP itself is subject to ERISA, but not the IRA into which the contributions are shunted. 

7.8(d)(5) Lampkins v. Golden
The latest development in this area is Lampkins v. Golden.
Here are some remarks from this unpublished, 6th Circuit opinion. I will let you read them and draw your own conclusions. Note first, however, that this case was the subject of an excellent article that can be found in Trusts & Estates magazine, p. 51 et. seq., August 2002, Vol 141, No. 8, by Alvin J. Golden (no relation to the defendant). 
Defendant argues that if the RHG SEP qualifies under 26 U.S.C. §408, then it is exempt from garnishment under Michigan law. Specifically, Defendant claims that the RHG SEP is exempt from garnishment under Mich. Comp. Laws Ann. §600.6023(k), which provides that “[a]n individual retirement account or individual retirement annuity as defined in section 408 or 408(a) of the internal revenue code” is exempt from levy and sale under any execution. 

Plaintiff argues that the state exemption is preempted under ERISA, and that even if the state exemption was not preempted, it would only apply to the contributions made by Defendant which exceeded a certain amount. Because we agree with Defendant and the district court that the state exemption is preempted under ERISA, we will focus on that argument. 

C. Whether Mich. Comp. Laws Ann. 600.6023(1) is Preempted by ERISA.  

Based on the magistrate's report and recommendation, the district court found that under ERISA's section 1144(a), the Michigan statute was preempted. Section 1144(a) provides that Except as provided in subsection (b) of this section, the provisions of this subchapter and subchapter III of this chapter shall supersede any and all State laws insofar as they may now or hereafter relate to any employee benefit plan described in section 1003(a) of this title and not exempt under section 1003(b) of this title. 

29 U.S.C. §1144(a). In finding that this provision applied, the court relied upon Mackey v. Lanier Collection Agency & Serv., 486 U.S. 825, 829 (1988), wherein the Supreme Court explained that “[a] law 'relates to' an employee benefit plan, in the normal sense of the phrase, if it has a connection with or reference to such a plan.” The district then opined that because Mich. Comp. Laws Ann. §600.6023(1) exempts all §408 individual retirement pension plans from garnishment, while ERISA would allow garnishment of those funds, the Michigan statute clearly “relates to” or has a “connection with” the subject ERISA plan. The district court concluded that, as a result, the Michigan statute was preempted. 

On appeal, Defendant attempts to distinguish Mackey by claiming that the Georgia statute in question in that case expressly used the term “ERISA” in describing plans to which the state law purported to apply, while the Michigan statute in question does not expressly use the term “ERISA.” Defendant's argument is clearly without merit, where the Supreme Court has expressly rejected this contention. See Dist. of Columbia v. Wash. Bd. of Trade, 506 U.S. 125, 130-31 (1992) (holding a state law preempted because it “impos[ed] requirements by reference to [ERISA]”); see also Ky. Ass'n of Health Plans, Inc. v. Nichols, III, 227 F.3d 352, 358 (6th Cir.2000) (recognizing the holding and force of Wash. Bd. of Trade in this regard). In other words, the state statute need only impose requirements on ERISA plans to be preempted. See Wash. Bd. of Trade, 506 U.S. at 130-31. 

Defendant also seeks to interject an argument on appeal that he did not raise in the district court. Of course, we do not entertain such belated arguments on appeal. See White v. Anchor Motor Freight, Inc., 899 F.2d 555, 559 (6th Cir.1990). However, we note that Defendant now seems to argue, based upon his misrepresentation that the district quote misquoted §1144, that §1051(6) excepts Internal Revenue Code §408 [the IRA statute] from ERISA's preemption because ERISA's §1003(a) states that this title applies to benefit plans except as provided in §1051. As with his other allegations of error, Defendant's claim must fail based upon a plain reading of the ERISA statute. 
It is true that §1051 states that “this part” shall not apply to certain plans, including §408 plans as we saw with ERISA's anti-alienation provision; however, the “this part” to which the statute refers is part two which encompasses participation and vesting, not preemption. ERISA's preemption is set forth in part five, which does not exclude plans under §408 of the Internal Revenue Code. 
Therefore, in summary, the Michigan statute upon which Defendant relies is preempted under federal law, such that the RHG SEP is subject to garnishment. 

*
*
*
*

7.8(e) Plans Without Employees. 

There have recently been a spate of cases holding that plans covering only owners are not covered by Title I, and some stated that the rule applied even if nonowner employees were formerly covered.

Plans without common law employees can be qualified under IRC §401(a), but they are not “employee benefit plans” and thus, are not subject to Title I of ERISA.
 For this purpose, an individual and his or her spouse are not treated as employees of a business, whether or not incorporated, that is wholly owned by them,
 and a partner in a partnership and his or her spouse are likewise not treated as employees of the partnership.
 

7.8(f) DOL Reg. §2510.3-3 Employee benefit plan.—

(a)
General. This section clarifies the definition in section 3(3) of the term “employee benefit plan” for purposes of Title I of the Act and this chapter. It states a general principle which can be applied to a large class of plans to determine whether they constitute employee benefit plans within the meaning of section 3(3) of the Act. Under section 4(a) of the Act, only employee benefit plans within the meaning of section 3(3) are subject to Title I. 

(b)
Plans without employees. for purposes of Title I of the Act and this chapter, the term “employee benefit plan” shall not include any plan, fund or program, other than an apprenticeship or other training program, under which no employees are participants covered under the plan, as defined in paragraph (d) of this section. for example, a so-called “Keogh” or H. R. 10” plan under which only partners or only a sole proprietor are participants covered under the plan will not be covered under Title I. However, a Keogh plan under which one or more common law employees, in addition to the self-employed individuals are participants covered under the plan, will be covered under Title I. Similarly, partnership buyout agreements described in section 736 of the Internal Revenue Code of 1954 will not be subject to Title I. 

(c)
Employees. For purposes of this section: 

(1)
An individual and his or her spouse shall not be deemed to be employees with respect to a trade or business, whether incorporated or unincorporated, which is wholly owned by the individual or by the individual and his or her spouse, and 

(2)
A partner in a partnership and his or her spouse shall not be deemed to be employees with respect to the partnership.
 

Such a plan could be qualified under IRC §401(a), and thus tax exempt, without being subject to ERISA. The plan would not have the benefit of the ERISA anti alienation rule, but the IRC anti alienation rule of §401(a)(13) would still require that benefits not be alienable. This exception to Shumate has been recognized in several recent cases.
 

There should be agreement that a plan that covers only the owner and the owner’s spouse is not covered by ERISA. But a plan that covers the owner and the owner’s spouse and a common law employee ought to be covered by ERISA. Nevertheless, there are now a number of cases holding that in the latter instance, although the plan is covered by ERISA, the owner and spouse are not. The cases are hopelessly split. I think that the 5th Circuit has it right and the 1st, 3rd and 6th Circuits are mistaken.

The application of this principle poses some interesting unsolved issues. For example, what if, during some plan years, the only participants in the plan are either partners or the sole owner and her husband, but during other plan years there are common law employees? Does the plan come in and out of ERISA; or once in, does it stay in? Two bankruptcy case held that a plan can come in and out of ERISA coverage: in when employees are covered and out when only the owner is covered.
 On the other hand, as the Seventh Circuit noted in Jerome Baker,
 the bankrupt employee in the famous Shumate case
 was the sole owner and only covered employee left at the time of his bankruptcy. 

Consider that if a plan is subject to IRC §401(a)(13), but not to ERISA §206(d)(1), the plan (in order to be qualified) is required to state that “benefits may not be alienated,” but if state law is not preempted (because Title I is inapplicable), then this required language may be meaningless. Is it possible that if the required language is ineffective as a matter of state law that the plan cannot be qualified? Query whether IRC §401(a)(13), standing alone without the preemptive support of ERISA §206(d)(1), could be construed as “applicable nonbankruptcy law.” (For the reasons previously indicated, this seems doubtful,
 but the author believes that there are cases presently being litigated on this point.) 

A few years back, I came across a case involving a health plan funded with insurance, which, to my surprise, stood for the proposition (somewhat dubious to my mind) that even if the Plan is subject to Title I of ERISA because it covers some common law employees, Title I (and the preemption doctrine) does not apply to that part of the plan providing benefits to the sole owner and his dependents.
 If this is true, neither a sole proprietor nor a partner in a partnership can safely rely on the ERISA anti-alienation rule and the preemption provision, even if the plan covers other common law employees. Later, a federal district court case arising in the Fifth Circuit has held that a sole proprietor cannot be an employee, and therefore the owner could sue the insurance company under the Texas Deceptive Trade Practices-Consumer Protection Act, without fear of ERISA preemption, even though the policy was a group policy purchased by the employer and covering two nonowner employees.
 

To my amazement, there are now quite a few cases holding that a plan that covers employees is nevertheless not an ERISA plan with respect to the owner.
 On the other hand, the 5th Circuit, in an en bank decision appears to me to have gotten it right in Vega v Nat. Life Ins. Services, Inc. (1999, CA5) 1999 WL 680319, where the fact that the plan covered employees meant that the plan was subject to ERISA with respect to the owners too. 

If a participant in a plan without “employees” (as defined) faces bankruptcy, a real dilemma is posed unless the participant can get the benefit of a state shield law. As a general rule, “pension plans,”
 in order to be tax qualified, are supposed to provide benefits at retirement. For this reason a distribution to a participant who has not reached normal retirement age
 or separated from service can disqualify a pension plan.
 This rule does not apply with near the same severity to profit sharing plans.
 Therefore, if a participant in a pension plan (as that phrase is used in Treas. Reg. §1.401-1(b)(1)(i)) receives a distribution on account of bankruptcy while still in service and before normal retirement age, the plan could be disqualified. Even in the case of a profit sharing plan or stock bonus plan, where in service distributions may be allowed,
 a distribution directly to a creditor would still violate IRC §401(a)(13), despite the fact that a distribution to the participant would otherwise be permissible. 

For our purposes, a likely candidate for concern would be the sole owner or partner in a plan “without employees” in a state without a shield law. If a trustee in bankruptcy lays claim to the qualified plan interest of such a participant there will be an insurmountable conflict between the qualified plan rules of the Internal Revenue Code and the reach of the trustee’s grasp under the Bankruptcy Code. What happens to the hapless participant and his plan when one division of the government (the judiciary) insists (against the participant’s will) that his plan benefits are to be distributed to his creditors, while another branch (the IRS) insists that to do so is not permitted by the tax laws? Several private letter rulings have held that a distribution to a trustee in bankruptcy of a participant’s interest in a qualified plan will disqualify the plan.
 A better illustration of the terms (a) procrustean and (b) draconian would be difficult to come by. Do we deserve better from our government? The bankruptcy cases recognize the IRS position,
 but few if any cases have dealt squarely with the issue as a matter of tax law. A number of bankruptcy cases have indicated that the IRS position would not be sustainable.
 Unfortunately, these statements are largely dicta. 

7.9 Summary of Issue. 

Whether or not a participant’s or beneficiary’s interest in an IRA or other retirement arrangement is exempt from creditor claims depends on which of several laws applies to it. If the plan is a qualified pension plan subject to Part 2 of Title I of ERISA then the plan will have the protection of the anti alienation rule and will be free of creditor claims.
 If the Plan is not covered by Title I at all, as would normally be the case with an IRA or SEP, then whether or not the benefits are exempt will depend entirely on state law, and in particular, whether the state has an effective shield law. But if the Plan is covered by Title I of ERISA but not by Part 2 —such as a welfare plan or unfunded nonqualified top hat pension plan or perhaps, an IRA established and supervised by the Employer—the participant gets the worst of both worlds: the participant will not have the benefit of the anti alienation provision and any state law exempting benefits is likely to be preempted.
 

7.10 Application of ERISA to Rollover IRAs. 
Labor Reg. §2510.3-2(d) interprets ERISA as not covering IRAs if certain conditions are met, one of which is that “no contributions are made by the employer.” A rollover IRA consists of property that at one time was part of a qualified plan to which contributions were made by the employer. Despite this, it is believed that a rollover IRA is not subject to Title I and is not an employee benefit plan, although it cannot be guaranteed that a court that didn’t understand ERISA would reach the same conclusion, and court’s that don’t understand ERISA are no rarity. 

7.11 Employee Death Benefits. 

Texas Property Code §§121.051 and 121.055 exempts certain employer sponsored death benefits, including nonqualified salary continuation arrangements, from execution by creditors. 

� Youngblood, William Jr. in re v. FDIC, 29 F3d 225 (1994, CA5), 74 AFTR 2d 94-5910; Heitkamp v. Dyke, 943 F.2d 1435 (5th Cir. 1991); and State Farm Ins. Co., Matter of State Farm Life Ins. Co. v. Swift, 129 F3d 792 (5th Cir. 1997).


� Tex. Ins. Code Art. 21.22. 


� In re Richard R. Standel, Jr., Debtor., 08/07/1995 Docket: Bankruptcy No. 394-34693-HCA-11., 185 BR 227, 9 Tex Bankr Ct Rep 199 , 1995 WL 475959. 


� State Farm Ins. Co., Matter of State Farm Life Ins. Co. v. Swift, 129 F3d 792 (5th Cir. 1997), 12 Tex Bankr Ct Rep 22, CCH Bankr L Rptr ¶77572, 1997 WL 719112. 


� Bergman v. Bergman, 888 S.W.2d 580 (Tex. App. – El Paso 1994m rehearing overruled).


� The Employee Retirement Income Security Act of 1974, 29 U.S.C. §1001, et seq., as amended.


� Heitkamp v. Dyke, 943 F.2d 1435 (5th Cir. 1991), 60 USLW 2271, 22 BCD 223, 25 CBC2d 986, 14 EBC 2376, CCH Bankr L Rptr ¶74305, 1991 WL 190108. See also NCNB Texas Nat. Bank v. Volpe, 943 F2d 1451 (5th Cir. 1991), 25 CBC2d 1006, CCH Bankr L Rptr ¶74319, 1991 WL 190110. 


�In re Brothers, Bkrtcy. N.D. Tex., 1988, 94 B.R. 82. 


�In Re Bowes, Case No. 293-20135, Bkrtcy. N.D. Tex. (10/29/93). 


� Supra. 


� Simplified Employee Pension Plans (SEPs) may be subject to ERISA. Under a SEP, the employer contributes to an IRA established by or for the employee of the SEP sponsor. It ought to be the case that such an IRA would be outside the reach of ERISA, even though the SEP (the plan) itself might not be. I do not believe that this area is well understood, especially by the courts. For a case that appears to have missed this distinction see Deborah LAMPKINS, Plaintiff-Appellee, v. Robert H. GOLDEN, Trustee, Robert H. Golden P.C. Profit Sharing Trust, Defendant, Robert H. GOLDEN, Defendant-Appellant. (6th Cir. 2002). Slip Copy UNPUBLISHED DISPOSITION NOTICE: THIS IS AN UNPUBLISHED OPINION. Use FI CTA6 Rule 28 and FI CTA6 IOP 206 for rules regarding the citation of unpublished opinions. NOTE: THIS OPINION WILL NOT BE PUBLISHED IN A PRINTED VOLUME. THE DISPOSITION WILL APPEAR IN A REPORTER TABLE. , 01/17/2002. See “New Challenge: Federal Preemption of State Shield Laws Deck,” by Alvin J. Golden (no relation to the defendant, Al assures me). 


� Heitkamp v. Dyke, 943 F.2d 1435 (5th Cir. 1991), 60 USLW 2271, 22 BCD 223, 25 CBC2d 986, 14 EBC 2376, CCH Bankr L Rptr ¶74305, 1991 WL 190108. See also NCNB Texas Nat. Bank v. Volpe, 943 F2d 1451 (5th Cir. 1991), 25 CBC2d 1006, CCH Bankr L Rptr ¶74319, 1991 WL 190110. 


� See also Williams v. Texas Commerce Bank (Tex. App. – El Paso 1989).


� Acts 1989, 71st Leg., R.S., ch. 1015, § 2, 1989 Tex.Gen.Laws 4112; Caulley v. Caulley 806 S.W.2d 795 (Tex.1991, rehearing overruled).


� Steves & Sons, Inc. v. House of Doors, Inc., 749 S.W.2d 172, 175-176 (Tex. App.- San Antonio1988).


�See Rayborn v. Davis, 795 S.W.2d 716 (Tex 1990, per curium). 


� American Express Travel Related Services, Appellant, v. O.L. Harris, Appellee, 831 S.W.2d 531 (Tex. App. - Houston [14th Dist.] 1992).


� Cain v. Cain, 746 S.W.2d 861, at footnote 1 (Tex. App. – El Paso 1988).


� Rucker v. Rucker, 810 S.W.2d 793, 796 (Tex. App – Houston [14th Dist] 1991, rehearing overruled). 


� Supra. 


� The following is footnote 4 from the opinion. It discusses Rucker, supra. The dissent in Lorenzo found that Rucker required that the burden remain with person claiming the exemption, and took the majority to task over its interpretation of  Rucker.


In Rucker, the appellant challenged an order requiring him to turnover a portion of his monthly disability retirement payments because, among other reasons, they were exempt under section 42.0021(a) of the Property Code. See Rucker, 810 S.W.2d at 794-95. This court rejected that contention because appellant introduced no evidence showing the benefits to be qualified under the IRC. See id. at 795-96. However, section 42.0021 states that a plan or account described therein is exempt unless it does not qualify under the IRC. Therefore, contrary to Rucker, we believe that the plain meaning of this language imposes a burden upon the debtor to show only that the plan or account is of a type listed in that section but not to also affirmatively prove that it qualifies under the IRC. Instead, the burden is then on the creditor to show that the plan or account does not qualify under the IRC. One commentator has written that this interpretation is also consistent with the inequities which section 42.0021 was intended to address. See Katherine C. Hall, Retirement Benefits: Texas Property Code Amendment, 50 Tex. B.J. 993 (1987).


� Lozano v. Lozano, 975 S.W. 2d 63, 67-68 (Tex. App. Houston [14th Dist] 1988). 


� Lozano, id. at p. 70. 


� Bergman v. Bergman, 888 S.W.2d 580 (Tex. App. – El Paso 1994 rehearing overruled). 


� ERISA preemption was not mentioned, and I will refrain from speculating about why that was not a central issue. 


� Bergman v. Bergman, 888 S.W.2d 580, 583-584 (Tex. App. – El Paso 1994 rehearing overruled). 


� Bergman v. Bergman, 888 S.W.2d 580, 585-586 (Tex. App. – El Paso 1994 rehearing overruled).


� In re Richard R. Standel, Jr., Debtor., 08/07/1995 Docket: Bankruptcy No. 394-34693-HCA-11., 185 BR 227, 9 Tex Bankr Ct Rep 199 , 1995 WL 475959. 


� Standel, supra. 


� Standel, supra.


� State Farm Ins. Co., Matter of State Farm Life Ins. Co. v. Swift, 129 F3d 792 (5th Cir. 1997), 12 Tex Bankr Ct Rep 22, CCH Bankr L Rptr ¶77572, 1997 WL 719112. 


� “As trustees with investment discretion over the assets in your respective IRAs, you and Mr. Berbit would be fiduciaries and, therefore, disqualified persons under section 4975(e)(2) of the Code.” ERISA Opinion Letter 90-23A , 07/03/1990. 


See also, In re Robert J. HIPPLE, Debtor., 08/30/1996, No. A94-68866-SWC. , —- B.R. —— , 1997 WL 1038201, United States Bankruptcy Court, N.D. Georgia:


Under the instrument creating Debtor's SEP/IRA, he has the discretion to direct investments or to dispose of assets. The trustee, First Union, has discretionary authority or responsibility in management and administration of the plan. Therefore, both are fiduciaries. A fiduciary is defined as a person who: (A) exercises any discretionary authority or discretionary control respecting management of such plan or exercises any authority or control respecting management or disposition of its assets, ... (C) has any discretionary authority or discretionary responsibility in the administration of such plan. 26 U.S.C. § 4975(e)(3)(A) and (C). 


Section 4975(e)(1)(A) defines a “disqualified person” as a person who is, inter alia, a fiduciary. Therefore, Debtor and First Union are disqualified persons. Id. Under § 4975 a “disqualified person” is prohibited from engaging in certain “prohibited transactions” defined to include: any direct or indirect—lending of money or other extension of credit between a plan and a disqualified person; ... act by a disqualified person who is a fiduciary whereby he deals with the income or assets of a plan in his own interests or for his own account; and receipt of any consideration for his own personal account by any disqualified person who is a fiduciary from any party dealing with the plan in connection with a transaction involving the income or assets of the plan. 26 U.S.C. § 4975(c)(1)(B)(E) and (F). 


If the individual or his beneficiary engages in prohibited transactions, the SEP/IRA terminates. 26 U.S.C. § 408(e)(2). [Emphasis added.]


See also DOL Advisory Opinion 89-03A.


�Tenneco, Inc. v. First Virginia Bank (Tidewater), 698 F.2d 688 (4th Cir. 1983); Elise National Bank v. Irving Trust Co., 786 F.2d 466 (2d Cir. 1986). 


�Patterson v. Shumate, 112 S.Ct. 2242, 119 L.Ed. 519, 504 U.S.  (1992). 
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