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LEGISLATION

1. Senate Hearings Keep Estate Tax Reform Hopes Alive

Senate Finance Committee hearings affirm the interest of some Senators in estate tax reform
Since November 2007, the Senate Finance Committee has held three hearings on estate tax reform.

The first hearing was on November 14, 2007.  A manufacturer from Iowa and a rancher from Nevada advocated repeal of the estate tax or at least a substantial increase in the exemption.  Warren Buffett of Berkshire Hathaway supported a progressive, higher estate tax (with an exemption of perhaps $4 million) as necessary to prevent “plutocracy.”  Conrad Teitell, a well known estate planner and lecturer pointed out the caprice of current law and the complexities and uncertainties faced in estate planning.  Both Chairman Baucus and Ranking Member Grassley complained about the estate tax, expressed their preference for repeal, but offered a commitment to serious reform as an achievable alternative.  Chairman Baucus promised more extensive hearings in 2008, but he pointed to action in the 111th Congress (2009-2010) as the goal.

The second hearing was held on March 12, 2008.  Three professors discussed alternatives to the estate tax system, largely donee-based taxes such as inheritance taxes and inclusion of inheritances in income, as well as income taxes on gains at the donor level.  It was clear that the Senators in attendance (three Democrats and three Republicans at various times) were not inclined to replace the estate tax with another regime, although they obviously were aware of the coming anomaly in 2010 and 2011 and seemed interested in finding some way to avoid it.  Both Democrats and Republicans expressed concern for the liquidity problems of family-owned farms and businesses.

The third hearing was held on April 3, 2008.  The witness panel included ACTEC President-Elect Dennis Belcher and Transfer Tax Study Committee Chair Shirley Kovar.  Belcher had chaired the multi-organization Task Force on Federal Wealth Transfer Taxes, which in 2004 had published a 200-page report identifying issues presented by current law (including 2010), analyzing various options for addressing those issues, and evaluating alternative approaches to the taxation of wealth transfers.  Belcher had been invited to show the Committee the need to clarify, modernize, simplify, and otherwise improve the rules for deferred payment of estate tax under section 6166.

Kovar had been invited to talk to the Committee about the “portability” of transfer tax exemptions (and exemption equivalents represented by the unified credit) from deceased spouses to surviving spouses, a concept that has been viewed favorably for a long time.  The practical issues presented by the portability concept were addressed in chapter 17 of the Task Force’s 2004 report, and portability was given an important boost by its inclusion in the “Permanent Estate Tax Relief Act of 2006” (H.R. 5638) and the “Estate Tax and Extension of Tax Relief Act of 2006” (H.R. 5970), which had been passed by the House of Representatives for Senate consideration in the summer of 2006.

2. H.R. 436 – Certain Estate Tax Relief Act of 2009 (January 9, 2009) 

Representative Pomeroy of North Dakota introduces estate tax relief legislation
A development that has received a great deal of attention is the introduction of H.R. 436 on January 9, 2009 by Rep. Earl Pomeroy (D-ND).  The attention is probably overdone (not surprising in today’s atmosphere of anticipation).  Rep. Pomeroy is the tenth most senior Democrat on the Ways and Means Committee.  There is no indication that this bill reflects much input or participation, if any, from the Ways and Means Committee staff.  It is not even featured on Rep. Pomeroy’s own website.  Introduced bills are generally numbered sequentially, and it is telling that there were 436 bills introduced by the fourth day of the new Congress.  Not all of them will become flagship legislation.

Not surprisingly, H.R. 436 would freeze 2009 estate tax law – a $3.5 million exemption equivalent and a 45 percent rate.  An interesting gloss, which has not been the focus of most of the attention, is a proposed revival, effective January 1, 2010, of the 5 percent surtax as a “phase-out of graduated rates and unified credit.”  This concept was present in pre-2002 law, affecting the marginal rate for taxable estates between $10,000,000 and $17,184,000.  Because of the increase in the unified credit to match a $3.5 million exemption, the surtax under H.R. 436 would apply to taxable estates from $10 million all the way up to $41.5 million.  In other words, the marginal rate between $10 million and $41.5 million would be 50 percent (45 percent plus 5 percent), and the ultimate tax on a taxable estate of $41.5 million, calculated with the current unified credit of $1,455,800, plus the 5 percent surtax on $31.5 million (the excess over $10 million), would be $18,675,000 – exactly 45 percent of $41.5 million.

At least the old 5 percent surtax used to work that way when there was a federal credit and no deduction for state death taxes.  Today, it would still work that way in “coupled” states where in effect there is no state death tax.  Once again, the repeal of the state death tax credit makes the math more complicated in “decoupled” states that impose their own tax.  In those states, the actual numbers will depend on the structure of the state tax, but in general the combined federal and state marginal rates for taxable estates between $10.1 million and $41.5 million will be 56.9 percent in states that conform to the federal deduction for their own state taxes and 58 percent in states that have decoupled even from that federal deduction.

If a surtax like this were enacted, it would be one more reason to be careful in providing blanket general powers of appointment in trusts subject to the GST tax, because at least the GST tax is imposed at a flat 45 percent rate.

The focus of the attention H.R. 436 has attracted has been its imposition of special rules for entity-based valuation discounts – a subject about which there seems to be as much nervousness in the estate planning community as we have ever witnessed about anything.  H.R. 436 would add a new Section 2031(d), generally valuing transfers of nontradeable interests in entities holding nonbusiness assets as if the transferor had transferred a proportionate share of the assets themselves.  If the entity holds both business and non-business assets, the non-business assets would be valued under this special rule and would not be taken into account in valuing the transferred interest in the entity.  Meanwhile, new Section 2031(e) would deny a minority discount (or discount for lack of control) in the case of any nontradeable entity controlled by the transferor and the transferor’s ancestors, spouse, descendants, descendants of a spouse or parent, and spouses of any such descendants.  These rules would apply for both gift and estate tax purposes and would be effective on the date of enactment.

Some kind of “crackdown” on entity-based valuation discounts has seemed imminent for a long time, if not by legislation then by regulations under Section 2704(b)(4) (which has now been on the Treasury-IRS priority guidance list for six years).  Even if new rules are harsh, they could be a welcome improvement over the chaos of the current ad hoc, case-by-case approach.

H.R. 436 is a dust-off of the proposal to “eliminate non-business valuation discounts” in the Clinton Administration’s budget proposals for fiscal 1999, 2000, and 2001, which itself was basically a repackaging of a similar proposal in “Tax Reform for Fairness, Simplicity, and Economic Growth” (popularly called “Treasury I”), published by the Treasury Department on November 27, 1984, just weeks after President Reagan’s reelection.

3. S. 722 - Taxpayer Certainty and Relief Act of 2009 (March 26, 2009)

Chair of Senate Finance Committee introduces estate tax legislation

On March 26, 2009, Senator Max Baucus (D-MT), the Chairman of the Senate Finance Committee, introduced the Taxpayer Certainty and Relief Act of 2009 (S. 722).  Senators Jay Rockefeller (D-WV) and Charles Schumer (D-NY), both Finance Committee members, were cosponsors.  Title III of S. 722 is captioned “Permanent Estate Tax Relief,” and it is significant.  If enacted, it would make the 2009 estate tax law permanent, reconform the gift tax to the estate tax, provide a simplified way for a surviving spouse to use the unused estate tax exemption of the first spouse to die, and expand the “special use valuation” benefits for owners of farms and businesses.

Beginning this year, by operation of a “unified credit” based on an “applicable exclusion amount,” the federal estate tax provides what is equivalent to an exemption of $3.5 million per person, or $7 million for a married couple if each spouse has sufficient property and an estate plan that makes full use of the exemption.  For gift tax purposes, however, the exemption for lifetime gifts is only $1 million.  Over $1 million, the gift tax rate begins at 41% and reaches the top rate of 45% at a level of $1.5 million.

Under legislation enacted in 2001, the estate tax (as well as the generation-skipping tax), but not the gift tax, is scheduled to be repealed in 2010, and it returns in 2011 with an exemption of only $1 million and rates of 55% and higher.

Earlier this year, the Obama Administration’s budget proposals included a proposal to make the $3.5 million estate tax exemption permanent, and also to retain the current estate tax rate of 45%.

S. 722, like the Administration proposal, would make the $3.5 million estate tax exemption and 45% estate tax rate permanent.  In addition, it would fully unify the gift tax with the estate tax by making the lifetime gift tax exemption $3.5 million too.  Beginning in 2011, it would index the exemption for inflation.  

S. 722 would also provide for the long-awaited “portability” of the unused gift and estate tax exemptions of a deceased spouse to the surviving spouse and the surviving spouse’s estate.  For example, if Husband 1 dies after 2009 without using his full exemption, perhaps because he leaves everything to Wife and it qualifies for the marital deduction, Wife may use the unused portion of Husband 1’s exemption for her own lifetime gifts, and her estate may use it at her death to augment her own estate tax exemption.

If Wife marries Husband 2, who then also dies, she may use the unused exemptions of both Husband 1 and Husband 2, subject to an overall limitation that the survivor’s exemption can be no more than doubled.  But if Husband 2 dies before Wife, he can use Wife’s own unused exemption but he cannot use any of Husband 1’s unused exemption transmitted through Wife’s estate.

To take advantage of this new portability, a federal estate tax return would have to be filed when the first spouse dies, and portability would have to be elected on that return.

Even if S. 722 or some other form of portability legislation is enacted, many married individuals will forgo portability and continue to use credit shelter trusts (sometimes called bypass trusts), in order to exclude the intervening appreciation in value from estate tax at the surviving spouse’s death, or, if appropriate, to allocate GST exemption, which is not covered by S. 722 and might not be covered by any final portability legislation.

The estate tax is generally imposed on the fair market value of property, which is its “highest and best use” value.  In the case of real estate like farmland, its highest and best use value might be its value for development, and that might be considerably more than its value as a farm.

Special valuation rules in the estate tax law permit real estate used as a family farm or used in another family business to be valued at its farm or business use, not its highest and best use, if it comprises a large enough share of the estate and meets other requirements for qualification.  The overall amount by which the estate tax value may be less than the highest and best use value is limited.  This year that limitation is $1 million.  It is increased from year to year with reference to inflation indices.

S. 722 would make that limitation equal to the estate tax exemption.  Thus, for 2010, the limitation would increase from $1 million to $3.5 million, and then would be indexed for inflation after 2010.  At a 45% rate, that increase would save $1,125,000 in tax for an estate containing the right mix of farm or other business property.  In some states with their own estate tax, the savings could be higher.  In effect, that estate would have a double exemption.

S. 722 would address the individual alternative minimum tax, the regular and capital gains tax rates for lower- and middle-income taxpayers, the child tax credit, marriage penalty relief, the dependent care credit, the adoption credit and adoption assistance programs, and the earned income tax credit.  That grouping of hot topics, plus the support from the Chairman and two other members of the Finance Committee, make S. 722 a serious legislative proposal.

4. The Administration’s Revenue Proposals (May 11, 2009)

Administration’s Revenue Proposals contain three provisions affecting the estate and gift taxes

The Obama Administration issued proposals for increasing revenue on May 11, 2009.  Three of these proposals would affect the estate and gift taxes.

The first proposal is to “Require Consistency in Value for Transfer and Income Tax Purposes.”  This proposal would require recipients of property that was stepped up in value upon a decedent’s death pursuant to Section 1014 to use that stepped up value as the basis for the property when the recipients later sell the property.   Under this proposal,  “the basis of the property in the hands of the recipient [could] be no greater than the value of that property as determined for estate or gift [sic] tax purposes.”  This proposal is estimated to raise $1.87 billion over 10 years.  (The similar JCT proposal in 2005 was estimated to raise less than $50 million over 10 years).

 The second proposal is to “Modify Rules on Valuation Discounts.” Under Section 2704(b)(4), the Treasury Department has the authority to “provide that other restrictions shall be disregarded in determining the value of the transfer of any interest in a corporation or partnership to a member of the transferor’s family if such restriction has the effect of reducing the value of the transferred interest for purposes of this subtitle but does not ultimately reduce the value of such interest to the transferee.”  The Obama Administration believes that “judicial decisions and the enactment of new statutes in most states have, in effect, made Section 2704(b) inapplicable in many situations."  In addition, the Service has identified additional arrangements designed to circumvent the application of Section 2704.

New “disregarded restrictions” would “include” restrictions on liquidation of an interest that are measured against standards prescribed in Treasury regulations, not against default state law.  (Compare the famous disclaimer in the 1990 conference report that “[t]hese rules do not affect minority discounts or other discounts available under [former] law.”  H.R. Rep. No. 101-964, 101st Cong., 2d Sess. 1137 (1990)).  Disregarded restrictions would also include limitations on a transferee’s ability to be admitted as a full partner or other holder of an equity interest, thus apparently overriding any disposition to value a transferred interest as an “assignee” interest.  The Treasury Department would be empowered by regulations to ignore the ownership of certain interests by charities, treating those interests as held by the family.  Regulations could “create safe harbors to permit taxpayers to draft the governing documents of a family-controlled entity so as to avoid the application of Section 2704 if certain standards are met.”

This proposal would make conforming clarifications with regard to the interaction of this proposal with the transfer tax marital and charitable deductions.”  This could override the harsh “reverse-Chenoweth” result.

This proposal would apply to transfers after the date of enactment of property subject to restrictions created after October 8, 1990.  This second proposal is estimated to raise revenue by $19.038 billion over 10 years.

The third proposal is to “Require Minimum Term for Grantor Retained Annuity Trusts (GRATs).”  According to the Obama Administration, “Taxpayers have become more adept at maximizing the benefit of this technique, often by minimizing the term of the GRAT (thus reducing the risk of the grantor’s death during the term), in many cases to 2 years, and by retaining annuity interests significant enough to reduce the gift tax value of the remainder interest to zero or to a number small enough to generate only a minimal gift tax liability.” This third proposal is estimated to raise revenue by $3.25 billion over 10 years, including $29 million for fiscal 2010 and $61 million for fiscal 2011, which ends September 30, 2011.

5. The Heroes Earnings Assistance and Relief Tax Act of 2008 (“HEART Legislation”) (June 17, 2008)

HEART Legislation causes immediate income, gift, and estate tax consequences for expatriates

The HEART Legislation, which President Bush signed on June 17, 2008, has possible income, gift, and estate tax consequences for United States citizens who expatriate and fall within the definition of a “Covered Expatriate.”  A covered expatriate is a United States citizen who expatriates and who at the time of expatriation has a net worth of at least $2 million or has had an average annual net income for the five years prior to expatriation of greater than $139,000.  The legislation exempts two types of U.S. Citizens who expatriate from these rules.  The first is individuals who became dual citizens at birth.  The second are children who expatriate before attaining the age of 18½ years.  Expatriation only occurs when the individual renounces his or her U.S. citizenship or the State Department otherwise approves the loss of U.S. citizenship.

The HEART Legislation, which is effective June 18, 2008, subjects covered expatriates to essentially an exit tax on the net unrealized gain in appreciated property by stating that any appreciated property is deemed sold on the day before expatriation to the extent that the gain exceeds $600,000.  The same rules apply to appreciated property held in any grantor trust of which the covered expatriate is deemed to be the owner.  Covered expatriates are also deemed to receive a distribution of their entire tax exempt retirement accounts and IRAs on the day before expatriation.  However, no early distribution penalty tax applies to the deemed distribution of tax exempt retirement accounts and IRAs.  The property owned by a covered expatriate that is subject to the expatriation tax receives a step up in basis.  There are also provisions that permit a covered expatriate to defer payment of the exit tax on appreciated property until actual sale.  In order for this exception to apply, security satisfactory to the Internal Revenue Service must be provided.  

The HEART Legislation also enacts a new Section 2801 that applies to “covered gifts” and “covered bequests” made by covered expatriates.  The covered gifts and bequests are property acquired directly or indirectly from a covered expatriate by a United States recipient.  The tax is equal to the highest estate or gift tax at the time of the receipt of the gift or the bequest.  Interestingly, the rules apply not only to U.S. property, but also to foreign property.  A charitable deduction and marital deduction are provided for covered gifts and bequests.  The U.S. recipient of the gift or bequest has to pay the tax unless the covered expatriate files a gift tax return or an estate tax return.  

6. Emergency Economic Stabilization Act of 2008, Energy Improvement and Extension Act of 2008, Tax Extenders and Alternative Minimum Tax Relief Act of 2008  (October 3, 2008)

Congress passes bailout and tax extenders bill

This bailout and tax extenders bill was signed by the President on October 3, 2009.  The comprehensive legislation includes several divisions that cover the following principal areas:

· Economic Bailout of Bad Debt.  There is initial authority for Treasury to spend $100 billion to purchase at discount the subprime debt securities of banks and major financial institutions.  The authority may be increased up to a total of $700 billion.  This section also includes a limit of $500,000 on deductible executive salary and increases the FDIC insurance on bank deposits from $100,000 to $250,000 per account.

· Tax Extenders.  The tax extenders section includes popular provisions that extend the sales tax deduction, the teacher's expense deduction, the research and development credit, favorable depreciation for restaurants, and the IRA charitable rollover.

· The IRA rollover permits IRA owners over age 70 1/2 to transfer up to $100,000 per year to public charities tax free.  It is available for both 2008 and 2009.

· The Act amends the tax return preparer penalty rules by revising the definition of an “unreasonable position” and changing the standards for imposition of the penalty.  The preparer standard for undisclosed positions is reduced to “substantial authority,” which conforms to the taxpayer standard.  The preparer standard for disclosed positions is set at “reasonable basis.”  The preparer standard for reportable transactions, to which section 6662A applies (i.e., listed transactions and reportable transactions with significant avoidance or evasion purposes), remains unchanged.

· Energy Incentives.  The act adds incentives for solar, wind, and other renewable energy methods.  There also are provisions that will increase the use of oil shale and “clean” coal.

· Mental Health.  The Mental Health Parity Bill provisions are intended to expand coverage of mental health conditions by placing them on the same level as other types of illness.
7. The Worker, Retiree, and Employer Recovery Act of 2008 (H.R. 7327) (December 23, 2008)
President Bush signs Pension Funding Relief and Technical Corrections Bill
President Bush, on December 23, 2008, signed into law the Worker, Retiree, and Employer Recovery Act of 2008.  The new law makes technical corrections to the Pension Protection Act of 2006 and also adds new provisions and responses to the current economic down turn and the effect of the economic down turn on some pension plans.  One important provision of this Act was waiving the requirement for individuals over age 70 ½ to take required minimum distributions in 2009.  As a result, individuals over age 70 ½ will not have to take money out of pension plans or IRAs whose value may have decreased because of the economic down turn in 2008. 

MARITAL DEDUCTION PLANNING
8. Letter Ruling 200844010 (October 31, 2008)

IRS rules on impact of Section 2519 on termination of surviving spouse’s interest in a QTIP marital deduction trust as part of settlement

This letter ruling involves a QTIP marital deduction trust in which the spouse had the income interest for life and five children were the remainder beneficiaries.  The marital trust had the spouse, a third party, and a bank as the three co-trustees.  The marital trust was funded with marketable securities.  However, because of different investment philosophies and risk tolerances, the trustees and the children disagreed about the investment and management of the marital trust assets.  One of the five children sued the three co-trustees and the other children with respect to the investment and management of the trust assets.

A settlement agreement was reached under which the marital trust was to be divided into five equal trusts.  There would be four surviving settlement trusts for each of the other four children.  There would also be a separate settlement trust for the suing child.  Pursuant to state law, each of the five trusts would be treated as a separate trust for all purposes as of the date of the severance.  After the division, with respect to the surviving trusts, the spouse would have a qualifying income interest for life and each child would be the sole remainder beneficiary of his or trust.  The suing child’s settlement trust would be terminated.  Upon termination, a portion of the suing child’s settlement trust would be distributed to the spouse in satisfaction of her life estate and the balance would be distributed outright to the suing child.

Court approval of this settlement agreement was contingent on the issuance of a private letter ruling to the effect that the termination and distribution of the suing child’s  settlement trust would not trigger Section 2519 to cause gift tax liability with respect to any property of, or interest in, any of the surviving settlement trusts.  Section 2519 provides that any disposition of a marital trust be treated as a transfer of all interest in the property other than the qualifying income interest.

The IRS concluded that the termination of the suing child’s settlement trust would be treated as a gift under Section 2519 of the fair market value of the entire corpus of suing child’s settlement trust less the value of the spouse’s qualifying income interest in that trust.  Spouse would also exercise the right of recovery under Section 2207A to recover any gift tax attributable to the transfer of the suing child’s settlement trust to the suing child.  As a result, the amount of the gift made by the spouse under Section 2519 would be equal to the fair market value of the entire corpus of suing child’s settlement trust less the value of spouse’s qualifying income interest in the trust reduced by the amount of any gift tax paid by the suing child. 
9. Letter Ruling 200832011 (August 8, 2008)

IRS permits recalculation of the amount for which a QTIP election was made

Upon decedent’s death, the residue of the estate passed into a separate trust for the benefit of the surviving spouse.  During the surviving spouse’s life, the spouse would receive all the income from the trust.  Upon the surviving spouse’s death, the property remaining in the trust was to be distributed equally to the decedent’s children.  It was recognized that a QTIP election would be made for the portion of the trust that would not be sheltered from tax by decedent’s applicable exclusion amount.

A lawyer was hired to prepare the federal estate tax return and intended to make a QTIP election on the federal estate tax return in the amount necessary to reduce decedent’s estate tax to zero after taking full advantage of decedent’s applicable exclusion amount.  The lawyer made a mistake in determining which applicable exclusion amount should be used and assumed that the amount of the applicable exclusion was greater than what it actually was.  The decedent died in a year in which the applicable exclusion amount was a certain amount.  The lawyer prepared the estate tax return in the following year when the applicable exclusion amount had increased and mistakenly used the higher applicable exclusion amount available in the year following the year of the decedent’s death.  As a result, the QTIP election was insufficient to reduce the estate tax to zero.  

For example, decedent dies in 2005 when the applicable exclusion amount was $ 1.5 million.  Decedent’s estate is $5 million and passes to a trust providing mandatory income payments to the surviving spouse.  Lawyer prepares the federal estate tax return in 2006 when the applicable exclusion amount increased to $2 million.  On the federal estate tax return, lawyer elects QTIP treatment for $3 million, assuming that the applicable exclusion amount would shelter the other $2 million.  Because the applicable exclusion amount is actually $1.5 million, a QTIP election of $3 million subjects $500,000 to tax.  The QTIP election should have been $3.5 million in order to fully reduce the federal estate tax to zero.

When the mistake was discovered, the estate filed a supplemental federal estate tax return which corrected the amount of the applicable exclusion and elected QTIP treatment for a sufficient amount of property in the trust to reduce the estate tax liability to zero.  The IRS approved the estate’s request that the marital deduction would be allowable with respect to the amount (as re-computed) necessary to reduce the decedent’s estate tax liability to zero based on the correct applicable exclusion amount.

10. Alan Baer Revocable Trust v. United States, 2009 WL 1451577 (D. Neb. 2009)

District Court denies government's motion for summary judgment regarding valuation of contingent bequests that would reduce marital deduction

When Alan Baer died in 2002, he owned stock in the privately held ComoreTel Limited through two partnerships.  Baer's revocable trust provided for certain specific bequests of cash to individuals contingent on the eventual sale of the ComoreTel stock at a profit.  Essentially, if Baer's interest in ComoreTel was sold and a profit realized, the trustee of his revocable trust was to distribute outright specified amounts to individuals who were set forth in order of priority.  If the bequests were not funded prior to the death of Baer's spouse, they were to automatically lapse.  The total amount of the contingent bequests was $1,346,000.  The balance of Baer's estate of almost $62 million went to fund certain specific bequests to the surviving spouse and to a QTIP marital deduction trust which, according to the federal estate tax return, was to be funded with almost $57 million.  The estate valued the contingent specific bequests at $997,763. The estate used a discounted value because it determined that the contingent specific bequests would not be paid, if at all, for six years.  The IRS asserted that a non-discounted value of $1,346,000 should be used.  If this approach was adopted, the value of the marital deduction would be reduced.  Along with other adjustments that the estate did not dispute, the IRS increased the value of the taxable estate from the $245,155 reported on the return to $824,139.  

The estate paid the additional tax and filed a claim for refund.  The IRS moved for summary judgment because the possibility that the bequests would be paid to someone other than the surviving spouse meant that the bequests should  be subtracted from the amount qualifying for the marital deduction.  The estate on the other hand argued that the bequests had no value because the estate did not believe that the ComoreTel stock could be sold and a profit realized.  

The court rejected the IRS’s summary judgment claim and noted that the estate did not argue that the contingent bequests qualified for the marital deduction.  Instead, the estate presented evidence that the date of death value of the ComoreTel stock was speculative and overstated.  The IRS examiner had acknowledged that the appraisal submitted in connection with the estate tax return was "incomprehensible."  As a result, the government was not entitled to judgment as a matter of law.  Instead, the value of the ComoreTel stock would have to be determined.

11. Letter Ruling 200919003 (May 8, 2009)

IRS permits QTIP trust to be reformed to meet requirements of estate tax marital deduction

The requirements for a QTIP marital deduction trust are clearly stated in Section 2056(b)(7) of the Internal Revenue Code.  The surviving spouse must be entitled to all of the income for life, payable at least annually; the surviving spouse is the only permissible beneficiary of the QTIP trust during life; and an election must be made on the federal estate tax return.    Unlike the common practice of giving the surviving spouse a testamentary special or limited power of appointment in a QTIP marital deduction trust to provide flexibility to meet changed circumstances after the death of the first spouse, a spouse may not be given a lifetime special power of appointment over the assets in the QTIP trust because the spouse is the only permissible beneficiary of a QTIP trust during life.  

In this letter ruling, decedent executed a revocable trust which created a QTIP trust for the surviving spouse.  Because his spouse died before he did, decedent amended the revocable trust to omit the QTIP provisions.  At a later date, as the decedent contemplated remarriage, decedent’s attorney prepared an amendment to the trust to incorporate QTIP provisions for a possible surviving spouse. The final version of the amended revocable trust included a limited power of appointment in the surviving spouse as well as specific guidance on the manner in which the power was to be exercised through a will of the surviving spouse admitted to probate.  Although the language of the revocable trust provided specific instructions relating solely to the excise of a testamentary power, the amendment provided the special power was exercisable “during life" or by will.  

After decedent's death, the attorney who drafted the trust became aware of the presence of the lifetime power when it was brought to his attention more than nine months after decedent's death by a beneficiary.  Because more than nine months had elapsed, a qualified disclaimer under Section 2518 by the surviving spouse of the lifetime power could not be made. As a result, a reformation action was brought to strike the phrase "during lifetime" from the trust.  

The IRS accepted the reformation and stated that the trust would qualify as QTIP trust.  The IRS noted that none of the prior versions of the revocable trust gave the surviving spouse a special lifetime power of appointment.  Moreover, the attorney provided the probate court with an affidavit in which the attorney stated that he had never discussed the possibility of a lifetime special power with decedent and was unaware of the inclusion of a lifetime power until nearly a year after the decedent's death.  The attorney admitted that the inclusion of the language was a mistake on his part in drafting the instrument.  Finally, the trust included specific language on a testamentary exercise of the power, but no language on a lifetime exercise of the power.

While the taxpayer was successful in this ruling, this ruling points out the need to be very careful in drafting a trust that is intended to qualify for QTIP treatment.  Failure to meet the three basic requirements of a QTIP trust can cause disqualification of the trust for the marital deduction with the attending adverse estate tax results.
ESTATE INCLUSION

12. Letter Ruling 200832015 (August 8, 2008)

Power of appointment held by beneficiary of trust is not a taxable general power of appointment

In order for a power of appointment to cause inclusion of the property subject to the power in a decedent’s gross estate, the power must be a general power of appointment, which means that the holder of the power can appoint the property to himself or herself or to his or her estate or to the creditors of either, in addition to whatever other classes of individuals and organizations are specified in the power.  If the power of appointment is limited to a specified class of individuals that does not include the decedent, his or her estate, or the creditors of either (a special or limited power of appointment), then the property will not be included in the decedent’s gross estate.

In this letter ruling, an irrevocable trust was created for the benefit of a child and his descendants prior to October 21, 1942.  The trust gave the child a special power of appointment to “members of the family”.  “Members of the family” was defined to include the child’s spouse, the child’s children or other descendants, and the children of the grantor of the trust and their descendants.  Pre October 21, 1942 powers of appointment are taxable only if they are exercised.  The child requested a ruling that the power of appointment was not a general power of appointment and that the exercise of the power would not cause inclusion in the child’s gross estate

The IRS found that because the permissible appointees of the power did not include the decedent, his estate, his creditors, or the creditors of the estate, the power would not be considered a general power of appointment.  It recognized that permissible appointees included the descendants of the grantor (which would include the child).  The child, however, only had a testamentary power of appointment and therefore the child could not appoint to himself.  Because the child could not appoint the property to himself, his estate, or the creditors of either, the power was not considered a taxable general power of appointment.

13. Technical Advice Memorandum 200847015 (November 21, 2008)

Powers held by wife as trustee to distribute income and principal to herself did not constitute taxable general power of appointment

Husband’s will  named wife as trustee and beneficiary of a trust and provided that the trustee was to pay to wife as much of the net income as the trustee deemed necessary and appropriate to provide for the health, support, and maintenance of wife in the manner to which she was accustomed at the time of husband’s death.  Principal could be distributed, to the extent that income was insufficient, to maintain and support wife in the station in life to which wife was accustomed.  However, the spendthrift provision stated that if the trustee ever deemed it appropriate to do so, the trustee could spend amounts for a beneficiary’s support, comfort, happiness and welfare, if this was necessary to carry out the spirit and purpose of the spendthrift provision.

While the first powers held by the spouse as trustee would be considered  ascertainable standards and thereby would not cause wife to have a taxable general power of appointment, the powers in the spendthrift provision were non ascertainable and if exercisable by wife would cause her to have a taxable general power of appointment.  

The IRS held that the decedent did not have a taxable general power of appointment because there was no indication that, at the time of wife’s death, she met any of the criteria that would trigger the spendthrift provision and the ability to exercise the non-ascertainable powers.  At the time of her death, decedent’s exercise of the powers in the spendthrift provision was conditioned on the occurrence of events or contingencies that were not in existence on the date of her death.  In accordance with Treas. Reg. § 20.2041-3(b), the powers in the  spendthrift provision, which by its terms were exercisable only upon the occurrence during the decedent’s lifetime of an event which did not in fact take place, was not a power in existence at wife’s death.  Thus, wife did not posses a general power of appointment at her death.

14. Barnett v. United States, 2009 WL 1930192 (W.D. Pa 2009)

District Court adopts magistrate's recommendation that the IRS be granted summary judgment with respect to inclusion of lifetime gifts made by check in donor’s estate, but not with respect to whether separate transfer to son was a loan or a gift

The IRS sought summary judgment on two issues with respect to the estate tax return of Willis R. Barnett, who died on October 13, 2003.  The district court adopted the magistrate’s opinion on both issues.  The first issue involved whether Barnett's son, Elton, had the authority as agent under a durable power of attorney to make seventeen gifts on behalf of Barnett between July 31, 2003 and October 13, 2003.  Elton, apparently, issued the seventeen checks as a way of making $11,000 annual exclusion gifts to family members.  Five of the checks were dated and cashed by the recipients prior to decedent's death.  The remaining twelve checks were issued by Elton, as agent under power of attorney, and dated October 10, 2003, three days before Barnett’s death.  These twelve checks were cashed sometime after Barnett's death on October 13, 2003.  

The court looked at Pennsylvania law regarding whether Elton had the ability to make a gift as agent under a power of attorney.  The court determined that Pennsylvania law only permits an agent to make a gift if there is specific language permitting the making of gifts or other language showing a similar intent to empower the agent to make a gift.  The magistrate said that Pennsylvania had interpreted this statute narrowly and stated that Elton, as agent under the power of attorney, lacked the authority to make the gifts.

Because the magistrate concluded that Elton lacked the power to make the gifts, it did not look at the issue of whether the twelve gifts made shortly before Barnett’s death, if Elton could make them as agent, would have been timely made since the checks were not cashed until after Barnett’s death on October 13, 2003.

Even if the agent has the power to make gifts, gifts by check will usually be included in a decedent's estate if the checks have not cleared by the time of decedent's death. For example, in Estate of Newman v. Commissioner, 111 T.C. No. 3 (1998), the value of outstanding checks prepared by decedent's attorney-in-fact prior to the decedent's death, but paid after death, were includible in the decedent's gross estate.  Prior to the decedent's death, the decedent's son, acting under a durable power of attorney, drew six checks on the decedent's checking account payable to family members and other individuals to make annual exclusion gifts.  The drawee bank neither accepted nor paid the checks until after the decedent's death.  The Tax Court rejected the estate's arguments that the checks constituted non-taxable completed gifts that should be excluded from the gross estate.

The estate argued that the checks should be excluded from the decedent's estate based on Metzger v. Commissioner. 38 F.3d 118 (4th Cir. 1994).  In Metzger, a son, pursuant to a power of attorney given by his father, made $10,000 gifts to himself and his wife in December 1985.  The son and his wife deposited the checks on December 31, 1985, but the checks did not clear until January 2, 1986.  The son made additional $10,000 gifts on behalf of his father to himself and his wife in 1986.  These checks both were deposited and cleared in 1986.  There was a question of whether the checks written in 1985 were to be treated as made in 1985 or 1986 for annual exclusion gift purposes.  The Fourth Circuit in Metzger held that since the checks were unconditionally delivered, properly presented for payment and duly paid upon presentment, the payment of the checks related back to the date of delivery and were treated as being made in 1985.  Prior to Metzger, the relation back doctrine had not applied to noncharitable donees.

The court in Newman distinguished Metzger and refused to apply the relation back doctrine.  Unlike the situation in Metzger, the decedent in Newman died before the checks were presented and paid by the drawee bank.  Also, under local law, the checks were considered a conditional payment until accepted by the drawee bank.  Since the decedent maintained dominion and control over the checking account funds until her death and could have revoked the checks until the drawee bank accepted or paid them, the court found that the gifts should be included in her estate.

In Revenue Ruling 96-56, 1996-2 C. B. 161, the IRS partially reconsidered its position with respect to non-charitable donees in light of Metzger.  Under this revenue ruling, a gift by check would be deemed complete on the date on which the donee deposits the checks, cashes the check against the available funds of the donee, or presents the check for payment, if five requirements were met.  The five requirements were:

1. the check was paid by the donor's bank when first presented for payment;

2. the donor was alive when the check was paid by the donor's bank;

3. the donor intended to make the gift;

4. the donor's delivery of the check to the donee was unconditional; and

5. the check was deposited, cashed or presented for payment within the calendar year for which completed gift treatment is sought and within a reasonable time for issuance.

This ruling did not help the taxpayers in Newman since the donor died before the checks were paid.  This still will be treated as an incomplete gift, unless local law provides otherwise.

The second issue in Barnett was whether Barnett, when he issued a check in 2001 to Elton made a gift of $350,000 or repaid a loan that Elton made to him.  Apparently, between 1988 and 1997, Elton advanced $312,490 to Barnett.  On January 9, 2001, Barnett incorporated his business, Barnett Garage, as Barnett Auto Sales and Services (‘BASS”) and contributed $305,000 to BASS’s bank account in return for 300,000 shares.  On January 26, 2001, Barnett issued a check from the garage's bank account to pay $350,000 to Elton.  On January 29, 2001, Elton paid $300,000 to BASS and received 300,000 shares in BASS.  The estate treated the payment from the Barnett Garage account as a loan.  The IRS treated the payment as a gift and adjusted the estate tax return by adding $340,000 for adjusted taxable gifts. 

 The estate provided evidence including the manner in which the amounts were recorded on the books, the testimony of Elton and others, and the testimony of the accountant that indicated that Barnett did treat the payment to Elton as repayment of a loan.  The magistrate found that the evidence, viewed in the light most favorable to the estate since this was presented on a motion for summary judgment, was sufficient to raise genuine issues of fact although it noted that the evidence was not overwhelming.  As a result, the IRS's motion for summary judgment was denied with respect to the loan.

SPLIT INTEREST GIFTS

15. Letter Ruling 200840038 (October 3, 2008)

IRS partially approves sale of remainder interest transaction for residential property

The exception under Section 2702 for a transfer in trust involving a personal residence is not limited to gifts to qualified personal residence trust.  Under Section 2702(c), an individual may sell a remainder interest in a personal residence or an individual and a child may jointly purchase a personal residence and the transaction should be treated like a pre-Chapter 14 sale of remainder or  joint purchase transaction.  An individual may prefer to do a sale of remainder interest or joint purchase with a residence, rather than creating a qualified personal residence trust, because he can retain use of the residence rent free for life.  

In this letter ruling, husband and wife owned a vacation home.  They proposed to create a trust which would meet the requirements for a qualified personal residence trust.  Husband was to be the trustee of the trust.  The terms of the trust provided that the trustee would hold the property for the exclusive, rent free use by husband and wife during their joint lives.  Also, although the terms and the beneficiaries of the trust are unclear from the ruling, a purchasing trust was created to purchase the remainder.

 Upon the death of the survivor of husband and wife, the trustee of the trust would distribute the remaining assets to the trustee of the purchasing trust to be added to the principal of the purchasing trust.  During the joint lives of the husband and wife and the life of the survivor, all expenses with respect to the property were to be paid by husband and wife and the purchasing trust in the same manner in which the expenses are borne by the holders of legal life estates and remainder interest under the law of the state in which the vacation home is located.  The purchasing trust would transfer to husband and wife cash and marketable securities with an aggregate fair market value equal to the value of the remainder interest in the trust based upon the fair market value of the property, which would be determined by an independent appraiser and the use of general actuarial principals of Section 7520.  

The ruling first holds that the vacation home meets the requirements for a “qualified residence” since the property was similar in size to neighboring properties.  The ruling then holds that the sale of the remainder interest to the purchasing trust qualifies for the qualified personal residence trust exception to the special valuation rule of Section 2702(a)(2).  Consequently, the remainder interest may be valued for federal transfer tax purposes by using the Section 7520 valuation tables.  The ruling finally states that the sale of the remainder interest will constitute a sale for adequate and full consideration and will not constitute a gift for federal gift tax purposes.  The ruling specifically does not rule on the qualification of the trust as a qualified personal residence trust or on whether the property would be included in the estate of husband or wife under Section 2036 or any other section.

16. Letter Ruling 200919002 (May 8, 2009)

Sale of remainder interest in a personal residence meets Section 2702 requirements for a qualified personal residence trust

Husband and Wife created an irrevocable trust for the benefit of their descendants.  The irrevocable trust was funded with cash and marketable securities and called the “Purchasing Trust.”  Husband and Wife proposed to transfer a residence to a new trust, which would meet the requirements of the Internal Revenue Code for a qualified personal residence trust (“QPRT”).  Under the terms of the QPRT, Husband would be trustee and the trustee would hold the property for the exclusive, rent-free use by Husband and Wife during their joint lives and thereafter for the benefit of the survivor until his or her death.  Upon the death of the survivor, the trustee of the QPRT was to distribute the remaining assets to the trustee of the Purchasing Trust.  After executing the QPRT, Husband and Wife proposed to sell the remainder interest in the QPRT to the Purchasing Trust for the fair market value of the remainder interest as determined under the Section 7520 valuation tables.

Husband and Wife requested the following rulings:


1.
The residence to be contributed to the QPRT constituted a "personal residence" for purposes of the QPRT rules.


2.
The value of the remainder interest in the QPRT to be sold to the purchasing trust could be determined using the Section 7520 valuation tables.


3.
The sale would constitute a sale for full and adequate consideration and therefore would have no gift or estate tax consequences to Husband or Wife.

The IRS found that because the size of the residence and its lot was comparable to neighboring properties, it met the definition of a personal residence  While the ruling then holds that the sale of remainder interest at the value of the remainder interest determined under the Section 7520 tables will constitute a sale for adequate and full consideration, the ruling expresses no opinion as to whether the trust holding the residence qualifies as a QPRT or on the includability of the residence in Husband or Wife's estate under Section 2036 or any other code section.

17. Patenting of Tax Strategies

Financial institutions and attorneys may be at risk if participating in patented tax reduction techniques

Financial institutions now face a new risk -- patent infringement for suggesting or participating in a tax reduction strategy.  Since a federal appeals court ruled in 1998 that business methods can be patented, the U. S. Patent and Trademark Office has granted 48 patents classified as tax methods, techniques and strategies and 81 patent applications are pending.  In response to this development, the House Ways and Means Subcommittee on Select Revenue Measures held a hearing on July 13, 2006 on issues relating to the patenting of tax advice.  In announcing the hearing, Committee Chairman Dave Camp stated that a number of patents have been issued for tax reduction strategies, particularly in the area of estate and gift taxation, and the Committee wanted to explore the issues relating to these types of patents.  The Committee invited five individuals to testify: the Commissioner of Internal Revenue, the General Counsel of the United States Patent and Trademark Office, academicians Ellen Aprill and Richard S. Gruner, and practitioner Dennis I. Belcher, a McGuireWoods LLP partner.  The statements of the witnesses are on the House Ways and Means Committee website.

During the Congressional hearing, Belcher testified that a patent of one transfer tax reduction technique in particular, the SOGRAT patent, is presenting significant problems to many taxpayers and their advisers.  Belcher recommend that if the U. S. Patent and Trademark Office could not prohibit the patenting of tax reduction strategies, then Congress should do so, before the patenting of this type of strategy becomes more widespread and affects more taxpayers. 

The witnesses described the history of tax reduction patents.  Until 2003, few estate planning advisers considered patents when advising clients about estate planning.  That view changed in 2003 when an individual was awarded a patent for an estate planning technique that the patent holder called a “SOGRAT” (Patent No. 6,567,790, Establishing and Managing Grantor Retained Annuity Trusts Funded by Nonqualified Stock Options).  According to the patent, a SOGRAT involves a grantor retained annuity trust funded with nonqualified stock options.  When word of this patent spread through the estate planning community, most estate planning professionals were shocked to learn that it was possible to patent a common estate planning technique used in connection with a specific asset, the purpose of which is to allow taxpayers to minimize their federal estate and gift tax liability, particularly a technique (such as a GRAT) authorized under the Regulations issued by the Treasury Department and approved in many Internal Revenue Service rulings. 

The existence of the SOGRAT patent is preventing taxpayers from using a government authorized estate and gift tax reduction technique, thereby presenting problems to taxpayers in planning their affairs.  As reported at the July 8, 2006, meeting of the Estate and Gift Tax Committee of the American College of Trust and Estate Counsel (ACTEC), the holder of an estate planning patent had recently contacted an estate planning adviser employed by a financial institution and informed the adviser that the patent holder was the owner of the estate planning technique suggested by the adviser in a newsletter to clients.  The adviser sought legal guidance on the proper course of action.  Notwithstanding that the adviser’s lawyer believed the patent may be invalid, the lawyer recommended that the adviser not risk using the patented technique without permission of the patent holder.  The lawyer gave this advice presumably because of the high cost of defending a patent infringement law suit or prosecuting a suit to invalidate the patent.  After discussions, the adviser agreed not to suggest the use of the legally authorized estate planning technique in connection with a particular type of asset without informing clients and their lawyers of the existence of the patent so that the client and lawyer would be responsible to make their own judgments about the validity of the patent and the degree to which it should be honored. 

On January 6, 2006, the SOGRAT patent holder filed suit in the Connecticut United States Federal District Court for infringement of the SOGRAT patent.  The defendant in the lawsuit was Dr. John W. Rowe, the Executive Chairman of Aetna, Inc.  The lawsuit was subsequently settled. 

Section 303 of the Stop Tax Haven Abuse Act, S.681, which was introduced in the Senate on February 17, 2007, by Senators Levin, Coleman and Obama, would prevent the granting of patents, after the date of enactment, for any technique designed to “minimize, avoid, defer, or otherwise affect the liability for Federal, State, local, or foreign tax.  If this bill is enacted as currently written, its protection would only apply to future patents and it does not address what would happen with respect to existing patents of tax techniques. 

On July 18, 2007, the U.S. House Judiciary Committee approved an amendment to the Patent Reform Act of 2007 offered by Representative Rick Boucher of Virginia that would eliminate the patenting of tax planning methods.  The amendment provides that a “patent may not be obtained for a tax planning method”.  A tax planning method is a plan, strategy, technique or scheme that is designed to reduce, minimize, or defer taxes, but does not include tax preparation software or other tools related to the calculation of tax or preparation of returns.  The restriction would apply to patent applications filed after the date of enactment, or filed before the date of enactment if the patent has not been issued.  The restriction would not apply to patents issued prior to the date of enactment.

On September 7, 2007, the House of Representatives passed the Patent Reform Act with the tax strategy patent ban in place and sent it to the Senate.  The Senate Finance Committee is now considering a ban on tax strategy patents, and the Bush administration has signaled that it understands the concern about tax strategy patents and is willing to work with Congress on the issue.

Because of a concern that a patent could be viewed as a governmental endorsement of another abusive tax strategy, on September 25, 2007, the IRS issued proposed regulations adding patented tax strategy to its list of reportable transactions.  However, on September 26, 2007, John Cross, III, Associate Tax Legislative Counsel for the Treasury Department, said that the Treasury Department prefers that Congress statutorily ban tax strategy patents, rather than the issue being handed through regulations.

Also, in the case, In re Comiskey, 449 F.3d 1365 (Fed. Cir. 2007), the court rejected a patent for a method and system for “mandatory arbitration involving legal documents, such as wills or contracts” and upheld the position of the examiner at the Patent and Trademark Office that the claims were unpatentable.  The basis for denying the patent was 35 U.S.C. § 103(a) which provides that a patent cannot be obtained where the invention “would have been obvious at the time the invention was made to a person having ordinary skills in the art to which said subject matter pertains.”  The Court reasoned that a patent cannot be issued for a business system, such as the particular type of arbitration proposed here, which depends entirely on the use of mental processes.

Financial institutions and practitioners need to be aware that there are patents of tax reduction techniques.  Otherwise, a financial institution or practitioner will risk recommending an estate planning technique that has been patented or participating as a fiduciary in such a technique and becoming embroiled in expensive litigation.
PARTNERSHIPS AND LIMITED LIABILITY COMPANIES

18. Estate of Anna Mirowski, T.C. Memo 2008-74 (March 26, 2008)
Tax Court rejects Sections 2036, 2038, and 2035 arguments of IRS with respect to inclusion of assets in limited liability company at full value in decedent’s estate

There have been a series of cases in which family limited partnerships or limited liability companies were established by family members for elderly decedents (often shortly before their deaths) and the assets in those family limited partnerships or limited liability companies were included in the decedents’ estates at full fair market value.  These cases include Estate of Lillie Rosen v. Commissioner, T.C. Memo 2006-115, Estate of Erickson v. Commissioner, T.C. Memo 2007-107, Estate of Bigelow v. Commissioner, 503 F.3d 955 (9th Cir. 2007), and Estate of Rector v. Commissioner, T.C. Memo 2007-1367.  Mirowski might initially seem to be similar to those earlier cases because it s a case in which a decedent died immediately after funding a limited liability company and then giving interests in the limited liability company to trusts for family members; however, Mirowski is factually distinguishable from the earlier cases and for that reason, the Tax Court permitted the discounts.  

Anna Mirowski’s husband, Dr. Michael Mirowski, was the inventor of the automatic implantable cardioverter defibrillator (“ICD”) which is implanted in humans to monitor and correct abnormal heart rhythms.  Dr. Mirowski was a Holocaust survivor who came to the United States and invented the ICD after his mentor in Israel died of a heart condition. Dr. Mirowski died in 1990.  Pursuant to his will, the ICD patents, his interest under the ICD patent license agreement, and the remainder of his assets, other than $600,000 which passed apparently to a credit shelter trust, passed to Anna.  In 1992, Anna created irrevocable spendthrift trusts for each of her three daughters and their issue.  The three daughters were co-trustees of each trust.  By the time Anna completed funding the three trusts, each trust had a 7.2616% interest in the royalties under the ICD patent license agreement and Anna had a 51.09% interest in the royalties under that agreement.  A third party had the remainder.  

After Dr. Mirowski’s death in 1990, the royalties under the ICD patent license agreement grew from thousands of dollars a year to millions of dollars a year.  Anna paid close attention to her investments, but also enlisted the help of her three daughters.  In 1998, Anna met with representatives from Goldman Sachs and established an account at Goldman Sachs several months later.  In early 2001, Anna decided to consolidate all investments into one account at Goldman Sachs.  In May 2000, Anna met with representatives of US Trust and at that time was introduced to the concept of a limited liability company for both the management of the family assets and the availability of discounts.  After the meeting, Anna began discussions with her attorney about the possibility of forming an LLC.  Draft documents to create LLC were sent to Anna in August 2000.  An LLC, named Mirowski Family Ventures (“MFV”), was formed in August 2001 after the family had the opportunity had to consider the advantages and disadvantages of a limited liability company.  It was initially established as a single member LLC of which Anna was the sole member.  Anna was also the manager.  Unlike some LLCs, the operating agreement required that the net cash flow be distributed each year to the members.

Anna was a diabetic and since early January 2001 had suffered from a foot ulcer which was the result of wearing shoes that were too tight on a trip to Europe.  On August 31, 2001, shortly after the creation of the LLC, Anna was admitted to the hospital for treatment of the ulcer.  On September 1, she transferred to the LLC, the ICD patents and her 51.09% interest under the ICD patents license agreement.  She received in exchange a 100% interest in MFV.  On September 5, 2001, Anna transferred securities with an aggregate value of $60,578,298.08.  Additional smaller transfers were made on September 6 and 7, 2001.  On September 7, Anna gave a 16% interest in MFV to each of the three separate trusts for her daughters.  The court noted the gifts were an essential part of Anna’s plan in forming MFV and then transferring the bulk of her assets to MFV.  After the transfers to MFV, Anna retained in her name assets valued at approximately $7,600,000.  The court noted that these were sufficient to meet her living expenses, but not sufficient to pay the gift tax with respect the gifts of the 16% interest in MFV to the three trusts for the daughters.  On September 10, 2001, Ann’s condition unexpected deteriorated significantly and she died on September 11, 2001 at about 9:00 am.  The court noted that at no time before September 10, 2001, was there any expectation that she would pass away.  Her estate in 2002 paid gift tax of $9,729,280 on the 2001 gifts.  It also paid estate tax of $14,119,863.14.

The IRS believed that the assets transferred to MFV should be included in Anna’s estate at full fair market value and determined an estate tax deficiency of $14,243,208.37.  It did this by increasing the value of Anna’s estate from $27,768,000 to $71,153,000.  The issues, according to the court, were whether any of the assets owned by MFV were includable in Anna’s estate under any of Sections 2036(a)(1) or (a)(2), 2038, or 2035.

The Tax Court engaged in a two step analysis in which it first applied each section to Anna’s transfers to MFV and then applied each section to the gifts of 16% interests in MFV to the separate trusts for the daughters.  In each of these analyses, the Tax Court followed the three part test laid down in cases such as Estate of Bongard v. Commission, 124 T.C. 95 (2005):

1. Was there a transfer of property? 

2. Was the transfer other than a bona fide sale for adequate and full consideration in money or money’s worth? and

3. If it was not a bona fide sale for adequate and full consideration, did the Section apply?

The Tax Court first acknowledged that Anna transferred property to MFV in early September 2001.  The court then held that the transfers of the patents, the royalty interests, and the securities to MFV were bona fide sales for full and adequate consideration.  The court found that Anna received an interest in MFV proportionate to the value of the assets that she transferred to it, that her capital account was properly credited with those assets, and that in the event of liquidation or dissolution, Anna had a right to the distribution of property from MFV in accordance with her capital account.  The court also found that there were legitimate significant non-tax reasons for the formation of MFV and the transfer of assets to it.  These included:  

1. Joint management of family assets by Anna, the daughters, and eventually her grandchildren.

2. Maintenance of the bulk of the family’s assets in a single pool of assets to allow for investment opportunities that would be unavailable if separate gifts were made to each daughter or to each of the trusts.

The court also found that Anna retain sufficient assets outside of MFV for anticipated financial obligations and rejected the IRS’s claim that she could not pay the gift tax that would be owed.  It noted that Anna could have used a portion of the $7.5 million dollars of personal assets that she retained, and could also have used a portion of the distributions that she would receive as a member having a 52% interest.  The LLC would make distributions because of the royalty payments that the LLC would receive.  Finally, Anna could have borrowed against the personal assets and her interest in MFV.  

The court also noted that MFV had a valid business purpose in managing both the marketable securities and the ICD patents including litigation. Thus, there was legitimate non-tax purpose for the creation of MFV.  The court rejected the IRS’s assertions that this was a deathbed transfer since there was no expectation until after the transfers had been made that Anna might pass away. Because the transfers were bona fide transfers for full and adequate consideration, neither Sections 2036(a)(1) nor (a)(2) applied to the transfers by Anna to MFV.

The IRS also raised a gift on formation argument and alleged that because Anna did not at anytime contemplate forming and funding MFV without making respective gifts of the 16% interests in MFV to the trusts for her daughters, she, in substance, received only a 52% interest in MFV in exchange for the transfers of 100% of its assets.  It alleged that this constituted inadequate consideration.  The court rejected this noting that these were two separate albeit inter-related transfers.  

The next item addressed was whether Section 2036 applied to the gifts of the 16% interest.  The court noted that there was a transfer and it also noted that since these were gifts, the gifts would not be considered a bona fide sale for adequate and full consideration. The IRS primarily based its arguments for inclusion under both Sections 2036(a)(1) and (a)(2) on the fact that Anna was the general manager of MFV at the time of the formation until her death.  As a result, she retained the right to control the possession or enjoyment of the income both for herself and for the 16% interests that she gave to each daughter’s trust.   The Tax Court disagreed.  It noted that the Operating Agreement mandated the distribution of the MFV cash flow to the members no later than 75 days after the end of the taxable year.  In addition, it stated that Anna had no authority as either the manager or as the majority percentage member to determine the distributions of MFV’s capital proceeds.  Instead a section of the Operating Agreement had mandatory distribution and application provisions for capital proceeds.  The court rejected the IRS’s argument that the ability to delay distribution of cash flow until 75 days into the next taxable year was the power to control the use and enjoyment.  Consequently there was no express agreement for retention of the income or the ability to determine the use of enjoyment by others.  

The court also rejected the IRS’s assertion that there was an implied agreement that the assets would be available to Anna because a distribution was made from the LLC to pay the estate tax.  It noted that the only significant obligation Anna had when she formed and funded MFV was the gift tax for which she would be liable the next year.  There was no understanding or agreement to distribute MFV assets to pay the gift tax liability and, because no one expected Anna to die, there was no understanding on the estate tax.

The court used similar reasoning to reject both the Section 2038 claims. With no respect to Section 2035, Section 2035 could only apply if Section 2036 and 2038 had applied to Anna’s transfers to MFV.  Because they did not apply, Section 2035 could not apply.

19. Estate of Thelma G. Hurford, T.C. Memo 2008-278 (December 11, 2008)

Property transferred to family limited partnerships included at undiscounted value in decedent’s estate
This is another case involving family limited partnerships with terrible facts.  One realizes that the judge may be tilting toward the Internal Revenue Service with the very first line of the case that reads, “it is a truth universally acknowledged that a recently widowed woman in possession of a good fortune must be in want of an estate planner.”  Husband died in 1999, a resident of Texas, leaving assets valued at approximately $14, 250,000.  This included real estate, marketable securities, life insurance, and phantom stock in Hunt Oil, which had been Husband’s employer.  

The court noted that while Husband was working, Hunt Oil paid KPMG to prepare Husband’s tax returns.  Hunt also paid for a respected estate planner in Texas to do the estate planning for Husband and Wife.  The estate planner prepared a conservative estate plan for Husband and Wife.  The conservative estate planning was the choice of Husband as the estate planner had suggested more aggressive techniques such as an irrevocable life insurance trust, grantor retained annuity trust, and family limited partnership.  Instead, Husband did a standard A/B Plan, dividing the assets between a by-pass trust and a QTIP marital deduction trust.  Upon Husband’s death, the by-pass trust was funded with $650,000, the exemption from estate tax at the time of Husband’s death.  The balance of the estate went into the QTIP marital deduction trust.  Wife was appointed executor of the estate and trustee of both the by-pass trust and the marital trust.  Wife was unfamiliar with managing a large estate, as were her children.  Wife sought the advice of the estate planning attorney who recommended making gifts to her three children that would fully utilize her then $675,000 gift tax exemption amount.  She did this.  He also recommended the creation of one family limited partnership to hold the farm and ranch properties and a second family limited partnership to hold Wife’s financial assets.  Wife also rolled Husband’s retirement assets into an IRA in her own name.

In 2000, Wife was diagnosed with Stage 3 cancer.  At the same time, the family became dissatisfied with the work of the estate planner because of the cost, the belief that the work on the Wife’s estate planning and the administration of Husband’s estate was proceeding too slowly, and a perceived arrogance on the part of the estate planning attorney.  A friend of the family recommended another attorney named Joe Garza.  Garza proposed creating several family limited partnerships, each to receive a different type of asset.  Each family limited partnership would have as partners, Wife, Husband’s trusts, and the three children.  In addition, Garza proposed that Wife sell her interest and the estate’s interest in each family limited partnership to the three children through a private annuity plan.  Interestingly, Garza created the limited partnership interests prior to the funding of each partnership.  This meant that each of the three children contributed nothing to the partnerships so although each child held a 1% interest in each partnership, each child had a capital account balance of $0.   With respect to discounts for the interests in the family limited partnerships, Garza chose not to use an appraiser, but came up on his own with discounts ranging between 25% and 42% which were then used in determining the appropriate price for the private annuities.  

Wife died in 2001.  There was also some evidence that both the by-pass trust and marital trust had been terminated in 2000 when the property was transferred to the family limited partnerships.  However, the records on funding the family limited partnerships and the subsequent sale by Wife of her limited partnership interests in exchange for the private annuities were confusing and contradictory.

The court, with respect to the sale of her family limited partnerships in return for a private annuity, found that Wife did not receive adequate consideration in a bona fide sale for the transfer of the property for the annuity.  She received $80,000 for the first monthly payment.  Unfortunately, the children could not afford to pay $80,000 a month and instead, they continue to hold the assets in the exact same form that they were in the private annuity and then slowly transfer bits and pieces back to Wife, planning to divide what was left over after she died.  As the court noted, this made the private annuity look much more like a testamentary substitute.  

The court then examined whether Section 2036 would apply to cause the assets in the family limited partnership to be valued in Wife’s estate on an undiscounted basis.  First, it found that the sale of the assets to the partnership was not a bona fide sale for full and adequate consideration.  The primary motivation for the creation of the family limited partnership was the availability of discounts.  To have adequate consideration in an intra-family transaction involving family limited partnership interests, there must be a significant non-tax reason.   The court found that none of the non-tax reasons listed for the creation of the family limited partnerships, such as dispute resolution, centralization of control, creditor protection, or maintaining family ownership, were significant. 

The court then looked to see if Wife retained the use and enjoyment of the property after the transfer of the property to the family limited partnership. The court  found that the partnership formalities were not observed.  Wife co-mingled her own funds with the partnerships funds.  Property that was not supposed to be in the partnership was transferred into the partnership.  The court also found that Wife contributed far more assets to each partnership on a proportionate basis than the value of the interests she received back.  

In determining whether Section 2036 applied and if Wife retained an interest in the transferred assets, the court noted that Wife used the family limited partnership assets to pay personal expenses and transferred nearly all of her assets to the family limited partnership.  This showed that Wife had, in effect, retained the use and enjoyment of the assets in the partnerships.  Consequently, Section 2036 did apply and no discounts would be allowed.

In addition, the IRS had challenged the estate’s deduction of $45,000 for attorney fees paid to Garza to administer the estate.  Garza had charged the Hurfords over $300,000 in connection with all of his work.  Although the evidence was unclear as to how much Garza spent on administration, the court allowed the $45,000 deduction.  

The court also declined to impose a negligence penalty under Section 6662.  Although the court felt that Garza’s advice was “far off the mark”, it found that the family could reasonably rely upon that advice.  Consequently, no negligence penalty was imposed.

20. Estate of Jorgensen v. Commissioner, T.C. Memo. 2009-66 (March 26, 2009)

Tax Court denies discounts for family limited partnership interests held by decedent but permits equitable recoupment for income taxes paid

This is another case in which the failure to follow the formalities in administering two family limited partnerships caused the Tax Court to ignore valuation discounts.  In 1995, Colonel Jorgensen, a retired Air Force officer, and his wife, upon the advice of their estate planning lawyer, contributed marketable securities to a family limited partnership.  Each received 50% limited partnership interests.  Colonel Jorgensen and the couple’s two children, Gerald and Jerry Lou, were the general partners.  Gerald, Jerry Lou, and Colonel and Mrs. Jorgensen’s six grandchildren were listed as limited partners and received their initial interest by gift.  While alive, Colonel Jorgensen made all decisions with respect to the family limited partnership.  

Colonel Jorgensen died in 1996.  On Colonel Jorgensen’s federal estate tax return, on which no estate tax was owed because an A-B plan was used, the estate claimed a 35% discount on his interests in the family limited partnership.  The family limited partnership interests passed to the credit shelter trust while the marital gift passed outright to Mrs. Jorgensen.

In 1997, a second family limited partnership was formed to hold Mrs. Jorgensen’s assets and assets in Colonel Jorgensen’s estate.  After the contributions by Mrs. Jorgensen and Colonel Jorgensen’s estate, Mrs. Jorgensen had approximately an 80% interest in the second partnership and the estate had a 20% interest in the partnership.  Again, although the children and grandchildren did not contribute to the second partnership, Gerald and Jerry Lou were the general partners, and each child and grandchild were listed as limited partners.  Gerald, Jerry Lou, and their children received their interests by gift from Mrs. Jorgensen.  Although the value of the interests transferred to the children and grandchildren exceeded the $10,000 gift tax annual exclusion amount, gift tax returns were not filed.  

The court noted that the two partnerships held passive investments only, primarily consisting of marketable securities.  Neither partnership maintained formal records or books.  Moreover, Mrs. Jorgensen, although not a general partner, wrote checks on the checking accounts of both partnerships.  This included writing checks for $48,500 to each of Gerald and Jerry Lou as gifts.  The partnership accounts were used to pay Mrs. Jorgensen’s federal and state income taxes.  Gerald also borrowed $125,000 from one partnership.   Mrs. Jorgensen died in 2002 and apparently a 35% discount was taken in valuing the limited partnership interests in her estate.

From 2003 through 2006, the partnerships sold certain assets using Mrs. Jorgensen’s original cost basis in the assets as opposed to the step up in basis equal to the fair market value of the assets on Mrs. Jorgensen’s date of death.

The Tax Court applied the same analysis that was applied in the Estate of Bongard v. Commissioner, 124 T.C. 95 (2005), to see if Section 2036, as the Service alleged, applied:


a.
The decedent made an inter vivos transfer of property;


b.
The decedent’s transfer was not a bona fide sale for adequate and 



full consideration; and

c.
The decedent retained the use and enjoyment of the property or control over the property sufficient to cause inclusion under Section 2036.

On the question of a transfer, the court summarily rejected the estate’s claim that the transfers of the securities to the partnerships were not “transfers” within the meaning of Section 2036.  It stated that for purposes of Section 2036(a), a “transfer” includes any inter vivos voluntary act of transferring property.

With respect to the bona fide sale for full and adequate consideration test, the IRS conceded that the decedent received full and adequate consideration.  However, the court agreed with the Service that the transfers to the partnerships failed to meet the bona fide sale test because there was no legitimate non-tax reason for the sale. The Service refused to accept any of the non-tax reasons for the partnership offered by the estate.  It rejected the concept of management succession because the assets in the partnership were primarily marketable securities and were passively managed.  It also rejected arguments involving the financial education of family members and the promotion of family unity, motivating the children and grandchildren to be involved in the partnership, the pooling of assets, spendthrift concerns, and providing for children and grandchildren equally.  It also noted the disregard of the partnership formalities in administering the partnerships and concluded that the transfers to the partnerships were not bona fide sales.  

The court then looked to see if Mrs. Jorgensen retained possession or enjoyment of the property sufficient to cause inclusion under Section 2036(a).  It noted that although Mrs. Jorgensen retained sufficient assets outside the partnership for her day-to-day expenses, she lacked the funds to satisfy her desire to make significant cash gifts to family members, which gifts she did make.  Consequently, the assets were included in the estate at fair market value and the 35% discount was disallowed.

The children and grandchildren, as the remaining partners in the partnership, filed their 2003 income tax returns, which included income passed through from the partnerships, on or about April 15, 2004.  They filed protective claims for refunds for the years 2003 through 2006.  The IRS rejected the 2003 claims as untimely.  The 2003 claims for refunds were submitted between April 6 and 9, 2008.  The court then looked to see whether the doctrine of equitable recoupment should be permitted.  The doctrine permits a refund to the taxpayer if a windfall to the government would otherwise result from the inconsistent tax treatment of a single transaction, item, or event affecting sufficiently related taxpayers.  The court permitted the doctrine of equitable recoupment to apply here since it concluded that it would be inequitable for the assets to be included at a higher value in Mrs. Jorgensen’s gross estate under Section 2036 on the one hand, and on the other hand, for the estate not to recoup the income taxes that the children and grandchildren overpaid on their sale of the very same assets when they assumed that the basis was lower.
21. Estate of Miller v. Commissioner, T.C. Memo 2009-119

Tax Court holds that amounts for which a QTIP election was made on Husband's estate tax return must be included in the Wife's estate.  Discounts on Wife’s estate tax return for amounts transferred to a family limited partnership by wife in April 2002 were allowed but discounts for amounts transferred to a family limited partnership in May 2003 were disallowed

Husband after his retirement at age 60 devoted his time to researching and investing in securities until his death at age 86 in 2000.  Husband employed the time consuming methodology of charting stocks in managing the family's investments which involves daily analyzing the highs and lows of each stock in a portfolio.

Upon Husband’s death in 2000, the gross estate was valued at $7,668,000 of which 99.6% consisted of securities. Approximately $3.6 million passed outright to Wife and was transferred to Wife’s revocable trust.  A QTIP marital deduction of $1,060,000 was claimed for the assets funding the QTIP trust.   One son was trustee of QTIP trust.  Until her death in May 2003, Wife received no distributions of income from the QTIP trust and the income was reported on a non-grantor fiduciary income tax trust return.  

In 2001, when Wife was 86, the Miller Family Limited Partnership was formed by Husband and Wife’s four children with one child as general partner and all four children as limited partners.  Wife made her first contribution to the partnership in April 2002 by transferring securities to the partnership.  The transfers constituted about 77% of Wife's net assets.  Wife made additional contributions to the partnership in May 2003.  Wife owned 920 limited partnership units.  One child owned 10 general and 10 limited units and the other three children owned 20 limited units.  The children received all their units by gift from Wife.

The court also noted that Wife had engaged in estate planning prior to the formation of the partnership including (i) making annual exclusion gifts to children, spouses of children, and grandchildren since 1994; (ii) creating an irrevocable life insurance trust in 1994; and (iii) entering into a gift annuity agreement with the National Heritage Foundation in 1999.

In April 2003, Wife suffered a fall and broke her hip.  Thereafter, her health deteriorated rapidly.  She was diagnosed with heart problems while being treated for the broken hip.  On May 19th, it was discovered that Wife had a traumatic brain injury.  On May 28th, Wife died.  After breaking her hip but before her brain injury was discovered, Wife signed a letter requesting that all of her assets except for cash in a money market account be transferred to the partnership.  In January 2004, the partnership made a pro-rata cash distribution to its partners, including Wife's estate.  The estate’s portion of the $1.1 million distribution was used to pay estate tax liabilities. 

The Tax Court considered two issues in this case:

1.
Should the QTIP Trust escape being taxed in Wife’s estate since she never received any income from it? 

2.
Was the Wife’s estate entitled to discounts for the limited partnership interests included in her estate or should Section 2036 apply to include the value of the underlying assets in the partnership?

With respect to whether the property in the QTIP Trust should be included in Wife's estate, the court held that even though Wife had not received income from the trust, the relevant question was  whether the trust qualified for treatment as a QTIP trust, basically whether Wife was entitled to all the income from the property and whether any person had a power to appoint any part of the property to any other person during Wife’s life.  Because Wife was entitled to all the income and was the sole permissible beneficiary of the QTIP Trust, the QTIP Trust was taxable in Wife’s estate even though Wife never received any income from the QTIP Trust.

The court then split on whether discounts would be available for the assets transferred to the partnership in April 2002 and May 2003.  On the federal estate tax returns, the estate claimed a 35% discount for the partnership units held by Wife. 

Section 2036 applies only to the extent that the transfer is for less than full and adequate consideration.  If the transfer is among family members, the transfer must also be a bona fide transfer which has been defined to mean that the transfer serves a substantial non-tax purpose in cases such as Kimbell v. United States, 371 F.3d. 257 (5th Cir. 2004) and Strangi v. Commissioner, 415 F.3d 468 (5th Cir. 2005).  The court found that the transfers in April 2002 met the requirements for a bona fide sale for full and adequate consideration.  Consequently, Section 2036 would not apply.  This was because Wife had a legitimate and a substantial non-tax reason for forming the partnership and for contributing securities to it -- so that her assets could be managed according to Husband's somewhat complex investment charting strategy.  The son who was the general partner testified that he spent about 40 hours per week managing the assets of the partnership.  The court focused on the fact that the assets in the partnership were actively managed which was not the situation in other family limited partnership discount cases such as Estate of Thompson v. Commissioner, 382 F.3d 367 (3d Cir. 2004) and Estate of Rosen v. Commissioner, T.C. Memo 2006-115, in which the assets were passively managed and discounts were denied.

However, the court disallowed the discounts for the May 2003 contributions because it found that Wife lacked a legitimate or substantial non-tax reason for the 2003 transfers.  The record indicated that the driving force behind the 2003 transfers was the precipitous decline of Wife’s health in the weeks before the transfers and the desire of the family to reduce Wife's taxable estate. Here the Tax Court analogized the situation to Estate of Erickson v. Commissioner, T.C. Memo 2007-107, in which transfers were made only after Mrs. Erickson was admitted to the hospital with pneumonia and two days before she died, and Estate of Rosen in which decedent was 88 years old and in failing health at the times the transfers were made.  

Miller represents a split decision   With respect to the availability of discounts for family limited partnership or limited liability company interests, Miller shows a way in which one can justify a substantial non-tax purpose and avoid the application of Section 2036 provided that assets are transferred to the partnership or limited liability company well before a decedent's decline into life-threatening poor health.
22. Keller v. United States, 2009 WL 2601611 (S.D. Tex. 2009) 
Court permits 47.5% discount for family limited partnership interests for federal estate tax purposes in estate of wealthy Texas widow
In 1998, Maude and Roger Williams, of Victoria, Texas, executed a joint trust which they then funded with approximately $300 million in cash, certificates of deposit, and bonds.  Both Maude and Roger were 88 years old at the time the joint trust was executed.  The trust did not hold the Williams' considerable land and mineral holdings.  Upon the first spouse's death, Share M would be funded with the first spouse's separate property and one half of the community property.  Share A would hold the balance of the trust assets which would be comprised of the surviving spouse's separate property and one half of the community property.  At the second spouse's death, the property would pass into trust for the benefit of the Williams' grandchildren.  

Roger Williams died on January 5, 1999.  The property in the trust was divided into Trust M and Trust A and Maude became the trustee of both.  After Roger's death, Maude began a series of discussions with her long time advisors regarding various estate planning options.  The long time advisers included her accountants, who essentially ran the family office, and one of her grandchildren.  Interestingly, one of the accountants was a former Internal Revenue Service estate tax examining agent.

The testimony of one of the accountants, according to the court, painted a credible portrait of an impeccably shrewd business woman and frugal heiress - with annual living expenses of about $60,000 - who was singularly dedicated to safeguarding the family's fortune for the benefit of would be heirs.  According to the court, very few, if any, of the details of the complicated and ever shifting posture of her fortune escaped her.  Maude was particularly concerned to protect the family property interests in the event of the divorce of any of her children and grandchildren.  One daughter's divorce had been quite lengthy and expensive.  For that reason, Maude wanted to use techniques to protect the family interests as much as possible.

The discussions after Roger's death in 1999 centered on the possibility of forming a series of family limited partnerships for the purpose of holding some or all of the real estate, mineral interests, and investment assets held in Trust A and Trust M.  The court stated that it was clear that the primary purpose of the partnerships were to consolidate and protect family assets for management purposes and make it easier for these assets to pass from generation to generation.  Any estate tax savings resulting from the partnerships were, according to the court, "merely incidental."  In establishing the partnerships, the two limited partners were to be Trust M and Trust A.  The general partner of the investment partnerships was to be a limited liability company that would be formed concurrently with the partnership.  Maude would initially own all the interests in the general partner LLC, but was to transfer or sell interests to other family members who would jointly control the LLC after her death.  Under the governing documents of the partnership, each of Trust A and Trust M would hold a 49.5% limited partnership interest and the general partner would hold a 1% general interest.

Maude’s health was declining during this period but was not failing.  She was legally blind, but was described as cogent and able to see well enough to read with some difficulty and to sign her name.  

After lengthy discussions, Maude decided to fund the partnership with approximately $125 million in bonds and other liquid investments from Trust M and $125 million in bonds and other liquid investments from Trust A.  Maude then directed her advisors to take the steps necessary to form of the partnership.  At that point, Santo Bisignano, the family’s estate planning attorney in Dallas, was contacted to draft the necessary papers.  Bisignano finished the first draft of the partnership by the end of September 1999.  The final draft was completed in January 2000.  

The anticipation was that the LLC that would act as the general partner would be funded by Maude with $300,000 in cash, but then all the interests in the LLC general partner would be sold to one of her children and two of her grandchildren.  After transfer of the assets to the investment partnership, Maude would have assets totaling in excess of $110 million outside of the investment partnership.

In March 2000, the family advisors learned that Maude had been diagnosed with cancer.  However, her doctors did not believe that her death was imminent.  On May 9, 2000, her grandson, Michael Anderson, picked up the papers to create and fund the partnership from Bisignano’s office in Dallas, flew to Victoria, went to Maude’s hospital room, and reviewed the partnership documents with Maude and one of the accountants in her hospital room for two hours.  After reviewing the partnership agreement, and discussing it with her grandson and her accountant, Maude signed the documents necessary to create the partnership and to form the LLC that was intended to be the general partner and to transfer assets to the partnership.  She also signed a number of other papers for the corporate general partner and the papers for the investment partnership required to be filed with the Texas Secretary of State.  The dollar amounts on the initial capital contribution were left blank because the accountant did not have the firm market value of the bonds to be contributed to the partnership at that time.  

On May 10, 2000, the accountant applied for taxpayer identification numbers and spoke with representatives of the Vanguard Group about creating new accounts to serve as repositories for the partnership assets.  He also cut a check for $300,000 for Maude to sign to create the LLC general partner.  This check was never signed by Maude.  On May 11, 2000, Articles of Incorporation for the LLC general partner were filed with the Texas Secretary of State and the certificate of limited partnership was also filed with the Texas Secretary of State.  

Maude died shortly thereafter on May 15, 2000 before receipt of the taxpayer identification numbers and before the new Vanguard accounts were opened.  After Maude's death, those working on the partnership essentially stood down because they did not feel that the partnership had been properly formed.  On February 12, 2001, Maude's estate paid $147,800,245 in estimated federal estate tax.  

The period of inactivity concerning the partnership lasted until May 17, 2001.  Then one of  the accountants attended an estate planning seminar and learned about the earlier opinion in Church v. United States, 2000 WL 206374 (W.D. Tex.. 2000), which had dealt with the availability of discounts for a family limited partnership that was not funded until after the death of the creator.  As a result, the accountants and others took the steps to fund the partnership. The estate valued the partnership interests using a 47.5% discount for lack of marketability and lack of control and claimed a refund of approximately $40 million from the estimated tax that it paid.

The court found that the partnership was established as of the date of death and was a valid limited partnership.  It appeared to believe that partnership was funded in a reasonable time period after the establishment.    Consequently, the partnership interests should be valued at a discount.  The court also rejected the IRS’s assertions that both Section 2036 and Section 2038 should apply.  It found that the transfer of assets to the partnership was a bona fide sale for adequate and full consideration in money and money’s worth.  First, the partnership transaction was real, actual, genuine, and not feigned.  Second, the primary purpose of the partnership was to protect the family assets from depletion from ex-spouses through divorce proceedings.  Third, Maude's collection of assets outside of the partnership was worth well over $100 million and would provide for her support.    

The court went to great lengths to distinguish this case from Strangi v. Commissioner, 417 F.3d 468 (5th Cir. 2005).  The Strangi court concluded that an implied agreement existed between Strangi and his son-in-law and that Strangi would retain possession or enjoyment of the property in the partnership.  This was because Strangi transferred almost his entire accumulated wealth to the partnership, relied on partnership funds to satisfy his post transfer financial needs, and continued to live at the residence that comprised a portion of the partnership’s assets.  In the current case, Maude withheld significant funds with which to comfortably live the remainder of her life.  

In examining the value of the partnership interests, the court accepted the findings of Maude's experts and with little explanation found that the government's expert violated several requirements of the hypothetical buyer and seller standard, including considering the true identity of the buyer and seller, speculating as to events occurring after the valuation date, and aggregating the interests of different owners.  The court permitted the discount of approximately 47.5% claimed by the estate. 

The estate had also borrowed approximately $114 million from the partnership at 5.07% interest to pay the estate tax.  The court found that the interest payments of approximately $30 million made by the estate were deductible as being necessary for the administration of the estate.  It noted that the interest was treated as income by the partnership.  It also noted that Maude’s estate lacked sufficient assets to pay the necessary taxes and obligations without forcing the sale of its illiquid property.  For that reason, the estate had to borrow money from the partnership and the interest expense was deductible.

Keller is interesting for several reasons.  The first is the format of the opinion.  It consists of 96 numbered findings of fact, 32 numbered conclusions of law, and one concluding paragraph.   The second is the length of time between the four day hearing and the issuance of the opinion.  It took two and one-half years for the court to issue its opinion.  The third is the court’s acceptance of asset protection as legitimate non-tax reason to support the bona fide sale test.  Other courts have rejected this.  The fourth is the court’s willingness to overlook the one year period between Maude’s death and the actual funding of the partnership and find that the partnership was funded within a reasonable time after creation.  The fifth is the court’s blanket and cursory rejection of the opinion of the IRS’s valuation expert and complete acceptance of the 47.5% discount for a partnership funded with marketable bonds given by the estate’s expert. The Service may appeal this case to the Fifth Circuit in the hope of getting a more favorable result at the appellate level. 

23. Malkin v. Commissioner, T.C. Memo 2009-212 (Sept. 16, 2009) 

Tax Court denies discounts for family limited partnership interests for both estate and gift tax purposes

The Service asserted deficiencies in excess of $11 million in federal gift tax and $6 million in federal estate tax against the estate of Rodger Malkin. During his life, Mr. Malkin created two FLPs and four trusts to benefit his two children. One FLP (MFLP) was funded with Mr. Malkin's company stock, while the other FLP (CRFLP) was funded with company stock and interests in four LLCs that he owned with his son. 

The court considered whether Mr. Malkin retained possession and enjoyment of the stock transferred to the FLPs under section 2036(a), thereby causing the value of the stock to be included in his gross estate. Additionally, the court considered whether he made indirect lifetime gifts to his children of the FLPs' underlying assets. The court also considered whether he made various other direct and indirect gifts to his children during the last three years of his life. 

In 1998, Mr. Malkin created two trusts, one to benefit each of his children. Each trust was funded with cash. Following the registration of MFLP in Mississippi on Aug. 31, 1998, Mr. Malkin funded it with nearly $17 million in stock in one company called Delta & Pine Land of which Mr. Malkin was the CEO and chairman for twenty years. The trustees of the children's trusts entered into contracts to purchase certain units of MFLP for each trust with a combination of a cash down payment and a nine-year self-canceling installment note. Over a year after MFLP was created and the trusts were funded, the trustees of the children's trusts authorized Mr. Malkin to pledge MFLP's assets in order to secure two of Mr. Malkin's personal debt obligations. The collateral used to secure each debt obligation was equal to nearly all of MFLP's underlying assets. 

In May 1999, Mr. Malkin was diagnosed with pancreatic cancer. Several months later he organized the second FLP, CRFLP. On Feb. 29, 2000, CRFLP was funded with Mr. Malkin's interests in four LLCs. The next day Mr. Malkin executed documents to establish two additional trusts, one for each of his children, to hold interests in CRFLP. The trustees of these trusts entered into contracts to purchase interests in CRFLP through a combination of a cash down payment and a nine-year promissory note. Additionally, in November 2000, Mr. Malkin funded CRFLP with certain shares of stock that he had previously used as collateral for another personal debt obligation. The stock remained collateral for the debt following the transfer to CRFLP. The trustees never made interest payments on the promissory notes to CRFLP before or after Mr. Malkin's death on Nov. 22, 2000. 

Prior to his death, from 1998-2000, Mr. Malkin also: (i) made direct transfers of several hundred thousand dollars to his children; (ii) paid several million dollars of the outstanding debts of the LLCs he co-owned with his son; and (iii) assigned a $1 million promissory note to one of the LLCs. 

In considering whether Mr. Malkin retained the use and enjoyment of the property transferred to the FLPs, the Service asserted that both an express and implied agreement existed between Mr. Malkin and the trustees of the children's trusts to permit him to retain the present economic benefits of the stock that he used to fund the two FLPs. The executors of Mr. Malkin's estate contended that no agreement existed to permit Mr. Malkin to retain the economic benefits of the property used to fund the FLPs. Additionally, the executors argued that the trustees' ratification of Mr. Malkin's pledge of the FLP shares for his personal debt obligations was an investment decision that was made at arm's length and was otherwise in the best interests of MFLP. 

Although the court found that Mr. Malkin did not retain the economic benefit of the LLC interests used to fund CRFLP, the court agreed with the Service as to Mr. Malkin's retained benefit and use of the stock used to fund both FLPs. Citing section 20.2036-1(b)(2) of the Estate Tax Regulations, the court stated that the retained use and enjoyment of transferred property includes property used to discharge a legal obligation. Accordingly, the court found that the stock Mr. Malkin used to fund the FLPs was applied toward discharging his debt obligations. 

The court further found insufficient evidence to support the executors' argument that the trustees' approval of Mr. Malkin's pledge of the FLP's underlying assets was in fact a business decision made at arm's length or that it was otherwise in the best interests of MFLP. Likewise, the court found no business reason for CRFLP to hold shares pledged to secure Mr. Malkin's personal debt. The court determined that Mr. Malkin's unrestricted use of the shares used to fund the FLPs suggested an implied agreement that the shares were available for his use and enjoyment. Therefore, Mr. Malkin retained the possession and enjoyment of the shares within the meaning of section 2036(a)(1). 

Because Mr. Malkin had retained the use and the enjoyment of the transferred property, the court next considered whether his transfer of stock to the FLPs fell within the section 2036(a) exception for "bona fide sales" for "adequate and full consideration in money or money's worth." The court held that the exception did not apply because Mr. Malkin had no legitimate and significant non-tax reason for creating the FLPs. It specifically rejected the three non-tax reasons offered by the estate: (i) providing for children by having the appreciation pass to the children and not to the decedent; (ii) protecting the Delta Pine & Land stock from a sale; and (iii) centralizing management of the family's wealth. Since Mr. Malkin's transfers did not qualify for the bona fide sales exception under section 2036(a), the value of the stock held by the FLPs was includable in his gross estate. 

The court next considered whether Mr. Malkin made indirect gifts to his children when he funded CRFLP with his LLC interests, then made gifts of interests in CRFLP to his children's trusts. The court found that the transfers were analogous to the transfers in Shepherd v. Commissioner, 283 F.3d 1258 (11th Cir. 2002), finding that Mr. Malkin created CRFLP, funded it with LLC interests, and then assigned CRFLP interests to each child's trust the next day. The court rejected the executors' reliance on the purported sale of CRFLP interests to the trusts, finding it to be a sham. The court noted that Mr. Malkin was terminally ill at the time the trusts were alleged to have purchased the interests from CRFLP. 

Additionally, the court found that Mr. Malkin provided the cash for the down payments, even though each child individually had millions of dollars of assets to make the payments. The court found that the promissory notes were the only consideration the trusts gave to Mr. Malkin, but that there was no evidence to support the conclusion that either Mr. Malkin or his children expected the notes would be paid. Holding that the purported sale by CRFLP to the trusts was a sham, the court determined that Mr. Malkin made indirect gifts to his children of his interests in the LLCs.

With respect to certain cash transfers Mr. Malkin made to his children from 1998-2000, the court found that the promissory notes which attempted to disguise the direct gifts as loans were not assets of the gross estate. The court determined that Mr. Malkin made direct cash gifts to his children, and that the transfers should be reported on Mr. Malkin's gift tax returns. The court further concluded that Mr. Malkin made additional indirect gifts to his children when he paid the debts of the LLCs used to fund the FLPs. He also made indirect gifts to his children when he transferred cash and a promissory note to one of the LLCs. 

Lastly, the court rejected a deduction claimed by the estate for non-recourse debt of Mr. Malkin's to the extent that the estate's claimed deduction exceeded the value of the property securing the debt. The court disallowed an additional $2 million deduction the estate claimed as Mr. Malkin's debt. With respect to this debt, the court determined that Mr. Malkin did not have a contractual obligation to purchase units in an LLC of which he was not a member at the time of his death. The court further disallowed deductions for executors' commissions, attorneys' fees, and accounting fees as the executors presented no evidence that the amounts were paid and that the estate was otherwise entitled to claim the deductions.
24. Murphy vs. United States, No. 07-CV-1013 (W.D. Ark. October 2, 2009)

District Court permits substantial discounts for family limited partnership interests

This is the latest federal district court case with favorable results for an estate holding family limited partnership interests and followed soon on the heels of Keller v. United States, 2009 WL 2601611 (S.D. Tex. 2009). In this case, the IRS asserted a federal estate tax deficiency of $34,051,539 in the estate of Charles H. Murphy, a wealthy Arkansas businessman.  The court reviewed five issues: 

1.  Were the assets held in the Charles H. Murphy Family Investments Limited Partnership (“MFLP”) and the Murphy Family Management, LLC (“LLC”) includable in the gross estate at full fair market value under Sections 2036(a)(1) and 2036(a)(2)?

2.  The fair market value of Mr. Murphy’s 95.25365% limited partnership interest in MFLP.

3.  The fair market value of Mr. Murphy’s 49% member interest in the LLC.

4.  The fair market value of four works of art held in the estate.

5.  Whether the estate could properly deduct the interest which had been paid and would be paid on two loans from MFLP to provide the cash to pay the federal estate tax?

The decision was issued after a five day trial from September 15 through 19, 2008. 

The court went through a long discussion of the facts and its analysis, almost always in a manner favorable to the estate.  Mr. Murphy’s family had substantial banking, timber, and oil and gas businesses.  The first major holding was the Murphy Oil Corporation, which became a publicly traded corporation in 1956, and of which the extended Murphy family controlled about 25% of the outstanding stock and Mr. Murphy and his descendants controlled approximately 9.6% of the stock.  The second was the Deltic Timber Corporation which owned timber land and engaged in the lumber manufacturing business.  Deltic became a publicly traded corporation in 1996 when it was spun off from Murphy Oil.  As with Murphy Oil, the Murphy family controlled approximately 25% of the outstanding stock of Deltic and Mr. Murphy and his descendants controlled approximately 9.6% of the stock.  Mr. Murphy and his descendants also controlled 4% of the stock of First United Bancshares, which merged with Bancorp South, Inc. in 2000.  Mr. Murphy considered the Murphy Oil, Deltic, and First United holdings to be “legacy assets” that should be held and preserved for his family. Mr. Murphy also held a substantial number of shares in First Commercial Corporation which later merged with Regions Bank.  The First Commercial shares were not considered legacy assets.

During his lifetime, Mr. Murphy created several trusts for the benefit of each of his four children, Mike, Martha, Chip, and Madison.  These trusts were usually funded with shares of Murphy Oil stock or stock in its predecessor.  Mr. Murphy also made annual exclusion gifts to his children that were usually in the form of Murphy Oil or First Commercial stock.

Mr. Murphy, by the 1980’s, began to turn over management of the family assets to the next generation.  He came to realize that, unlike him, Mike and Chip did not want to retain the family’s "legacy assets" long term.  Mike and Chip had also developed financial problems.  As a result, Mike and Chip had sold or pledged as collateral much of the stock given to them by their father as gifts.  Chip also had a failed marriage in which he had to give up a large amount of Murphy Oil stock as part of the divorce settlement.  The other two children shared Mr. Murphy’s investment philosophy of retaining the legacy assets.  

In 1996, when he was well into his retirement, Mr. Murphy, his wife, and Madison met with a Little Rock estate planner to discuss estate planning.  The attorney recommended the use of a family limited partnership to accomplish the goal of pooling the family’s legacy assets under centralized management and to help protect those assets from dissipation.  It was decided that a limited liability company would be the general partner.  As a result, MFLP was formed in 1997 with LLC to serve as the general partner.  By this time, Mrs. Murphy unexpectedly died.  

Mr. Murphy made total contributions of legacy assets with a value of $88,992,087 to MFLP.  This was approximately 41% of the value of his total assets at the time.  He also contributed approximately $1,021,311 of legacy assets to LLC.  LLC had a 2.25% general partnership interest in the MFLP.  After making the contributions, Mr. Murphy had a 49% member interest in LLC and a 96.75% limited partnership interest in MFLP.  Madison and Martha contributed legacy assets to LLC so that each had a 25.5% interest (and control of LLC).  A portion of Mr. Murphy’s contribution was allocated to a college as a charitable gift.  After the transfers, Mr. Murphy still had $130 million in non-legacy assets outside the trust.  The court noted that these non-legacy assets were adequate to pay Mr. Murphy’s living expenses while he lived and the estate taxes when he passed away.

In 1998, upon the advice of the Little Rock attorney, Mr. Murphy transferred part of his First Commercial shares to a frozen retained income trust (“FRIT”) under which he would receive all the income.  The purpose was to freeze the value of the stock for estate tax purposes.  Mr. Murphy transferred about $72 million of stock to the FRIT.  He still had approximately $50 million of First Commercial stock outside the FRIT.  Mr. Murphy paid approximately $25.6 million in gift tax on the transfer.  Mr. Murphy also made annual exclusion gifts of interests in MFLP to his children, their spouses, and grandchildren which continued until his death in 2002.  

MFLP did not solely hold legacy assets.  It also purchased farmland that Deltic was planning to dispose of as part of its exit from the farming business.  This was done through Epps Plantation LLC, which was wholly owned by MFLP.  

MFLP made two distributions during Mr. Murphy’s life.  The first was a pro rata cash distribution to all partners to cover federal taxes attributable to 1998 income.  The second was a distribution made to Mr. Murphy of shares of stock in a timber company in order for it to convert from a C corporation to an S corporation.  

The court noted that at the time MFLP was formed, Mr. Murphy was 77 years old.  He had no life threatening illnesses and was in good health.  In fact, he traveled extensively including making both Trans Atlantic and Trans Pacific voyages on his yacht.  Mr. Murphy’s death was fairly quick. He developed a staph infection after quintuple heart bypass surgery in December 2001 which lead to his death on March 20, 2002.

The estate paid $46,265,434 in federal and state estate taxes using the alternate valuation date.  The estate raised the cash to pay the estate taxes from several sources.  The estate sold its shares of Regions Bank stock.  However, these were at the time insufficient to pay the tax.  It also borrowed money from different sources including $11 million from MFLP.  This loan was done through a Graegin note.  The IRS audited the estate and issued a notice of deficiency to the estate in the amount of $34,051,539.  It stated that Mr. Murphy’s interest in MFLP was worth $131,541,819, an increase of $57,459,819 over the value on the return.  The IRS valued his 49% interest in LLC at $1,903,000, an increase of $1,197,000. In addition, the value of four works of art was increased $233,000 over the value on the return.

After the audit, the estate, using a note with a floating rate of interest which could be repaid, borrowed more funds to pay the additional tax and accrued interest, and filed its claim for refund. 

The IRS argued that the value of the property in MFLP and LLC should be included in Mr. Murphy’s gross estate under Sections 2036 (a) 1) and (2) at full fair market value.  The court, however, accepted the estate’s argument that Section 2036 did not apply to the transfer because the transfers to MFLP and LLC were bona fide sales for adequate and full consideration using the test in Kimbell v. Unites States, 371 F. 3d 257 (5th Cir. 2004) that a partnership or limited liability company is ignored if the transfer is motivated solely by tax savings.  It also noted that transfers met the test for a bona fide sale for full and adequate consideration if the transfers were made in good faith with “some potential benefit other than the potential estate tax advantages that might result from holding assets in the partnership form,” citing Estate of Korby v. Commissioner, 471 F.3d 848 (5th Cir. 2006) and Estate of Thompson v. Commissioner, 382 F.3d 367 (3d Cir. 2004).  The court noted that one major non-tax purposes for creating MFLP was pooling the legacy assets into one entity to be centrally managed in a manner consistent with Mr. Murphy’s long-term business and investment philosophy.  The purchase of property, such as the Epps Plantation, was consistent with the philosophy of acquiring and maintaining historical family assets. 

The court rejected other arguments made by the IRS.  The court noted that Mr. Murphy retained approximately $130 million outside the partnership and was not dependent on distributions from the partnership to maintain his lifestyle.  Two of the children took an active role in the formation of MFLP and one child was represented by her own attorney.  Thus, Mr. Murphy did not stand on both sides of the transaction.  The court rejected the IRS’s assertion that the formation of an entity that owned marketable securities is not a legitimate non-tax purpose since the stocks were not being actively managed.  The court pointed out that one son took an active role in the management of each of the three companies by serving on the Board of Directors.  As a result, MFLP and LLC were entitled to discounts. 

The court went through an extensive discussion of the valuation of the assets in MFLP and the appropriate discounts.  The appraiser for the estate was Howard Frazier Barker Elliott.  The appraiser for the IRS was Francis Burns of CRA International.  The court essentially accepted the valuation of the estate’s appraiser with respect to the Rule 144 and blockage discounts for the Murphy Oil, Deltic, and Bancorp South stock in the partnership.  One place in which the court accepted the IRS’s assessment was in the valuation of the timber land on the Epps farm. The court also essentially accepted the lack of control and lack of marketability discounts put forward by the estate and permitted a 41% combined discount.

With respect to the four works of art, the court disagreed with the approach of the appraiser hired by the IRS.  It noted that the appraisers hired by the estate had valued the four works of art at $292,000 and $330,000 respectively.  The IRS Art Advisory Panel valued the works of art at $525,000 and the IRS’s expert valued the four works of art at $1,625,000.  The court went through an extensive discussion of why the IRS’s expert was incorrect in valuing the four works at such high values and essentially accepted the valuations offered by the estate.

The court permitted the estate to deduct the total amount of interest on the loan from MFLP ($3,172.050), citing Estate of Graegin v. Commissioner, 56 T.C.M. (CCH) 387 (1988) since it could be determined.  It also permitted the estate to deduct the interest paid to date on the second loan that had a floating rate of interest and which could be paid off early.

25. Holman v. Commissioner, 130 T.C. No. 12 (May 27, 2008) 

Tax Court limits the amount of the discount available for lifetime transfers of family limited partnership interests

Tom Holman was employed by Dell Computer Corporation for 13 years.  During his employment, Tom received substantial stock options, some of which he exercised.   Tom and his wife, Kim, also purchased additional shares of Dell Stock.  Tom and Kim had four minor children.  As their net worth increased because of the increase of the value of Dell stock, Tom and Kim became concerned as to how their wealth might affect their children.  

Tom and Kim made annual gifts of Dell stock to custodial accounts for each of their then three daughters through early 1999.  In 1997, the family moved from Texas to Minnesota and met with a Minnesota estate planning attorney to discuss estate planning and wealth management issues.  Tom and Kim recognized the extent of their wealth and they understood that, when they passed away, substantial wealth would be transferred to their children.  Tom and Kim wanted to make the children feel responsible for the wealth that they would receive.  As part of their estate planning, Tom and Kim discussed with their estate planning attorney the benefits of a family limited partnership.  Tom stated in his testimony at trial that he had four reasons for forming a family limited partnership:

· Very long term growth;

· Asset preservation;

· Asset protection; and

· Education.

Tom and Kim also understood the tax savings associated with making gifts of limited partnership interests.  

As part of their planning, on November 2, 1999, a family limited partnership was formed.  That same day, Tom and Kim contributed 70,000 jointly owned shares in Dell to the partnership.  An irrevocable trust formed by Tom and Kim for the benefit of their now four children and previously funded with a small amount of Dell shares contributed 10 Dell shares to the partnership.  Tom and Kim received general partnership interests representing 1.8% of the total number of partnership units.  They each received 49% of the limited interests and the irrevocable trust received .14% of the limited interests.  On November 8, 1999, six days after the formation and funding of the family limited partnership, Tom and Kim each gave 35% of their limited partnership interests to the Irrevocable Trust and 7% of their limited partnership interests to a custodial account for one of their children.  On December 4, 1999, custodial accounts for Tom and Kim’s children contributed 30,000 additional Dell shares to the family limited partnership and received limited partnership interests that were proportionate to the contributions.  

On January 4, 2000, Tom and Kim made small gifts of limited partnership interests to the custodial accounts for the children to utilize their gift tax annual exclusion.  A year later, on January 5, 2001, Tom and Kim contributed another 5,440 Dell shares for partnership interests.  On February 2, 2001, Tom and Kim again made small annual exclusion gifts of limited partnership interests to the custodial accounts for their children.  At the time each gift was made, Tom and Kim claimed a combined 49.25% discount for lack of marketability and minority interest.

The Tax Court looked at three separate issues:  

(1) Could the gifts of the family limited partnership interests made six days after the formation of the family limited partnership be viewed as an indirect gift of the underlying shares contributed to the family limited partnership and thus not be entitled to discounts or as a step transaction that could be collapsed;

(2) Could certain transfer restrictions in the partnership agreement, which would affect the amount of the discount, be disregarded for valuation purposes under Section 2703 of the Internal Revenue Code; and 

(3) The amount of the discounts.

The IRS, taking advantage of the language of Treas. Reg. Section 25-2511-1(h)(1) which describes a form of indirect gift, tried to apply Shepherd v. Commissioner, 115 T.C. 376 (2000), aff’d 283 F.3d 1258 (11 Cir. 2002) and Senda v. Commissioner, T.C. Memo 2004 – 160, aff’d 433 F.3d 1044 (8th Cir. 2006) to the Holmans’ gift of limited partnership interests to the irrevocable trusts on November 8, 2006.  In Shepherd, the taxpayer transferred assets to a newly formed family limited partnership in which he was a 50% owner and his two sons were each a  25% owner.  Pursuant to the partnership agreement, the contributions were allocated pro-rata to the capital accounts of each partner, rather than being allocated totally to the capital account of the father as the contributing partner.  As a result, the contributions were treated as indirect gifts to each of the two sons of an undivided 25% interest in the assets.  In Senda, contributions to the partnership and gifts of limited partnership interests were made on the same day.  The Senda court noted that the transactions were integrated and, in effect, simultaneous.  

The Holman court declined to apply Shepherd and Senda because Holmans’ situation was factually distinguishable.  Here the contributions to the partnership were clearly made six days before the transfer of the limited partnership interests.  This could be distinguished from Shepherd where the limited partnership units were transferred to the sons before the contributions to the partnership and Senda where the contributions to the limited partnership and the transfer of the limited partnership interests were made the same day.  The court also declined to view the 1999 transfers as a step transaction that could be collapsed.

The next issue was whether certain of the transfer restrictions in the partnership agreement could be disregarded under Section 2703.  Tom and Kim Holman were very concerned about the impact of the wealth that their children might receive.  Consequently, in the limited partnership agreement, they provided in two provisions that all partners had to approve any assignment of an interest in the partnership, except transfers to a revocable trust established by a family member, to a family member, to custodians for family members, or to trustees for family members.  A third provision gave the partnership the right to purchase family limited partnership interests transferred to outsiders on an installment basis with interest at the applicable federal rate.  

Section 2703(a) states that the value of property transferred is determined without regard to any right or restriction related to the property subject to the exception in Section 2703(b).  The court found that the exception in Section 2703(b) did not apply.  Section 2703(b) states that the restrictions can be applied if (1) it is a bona fide business arrangement; (2) it is not a device to transfer to property to members of the decedent’s family for less than full and adequate consideration; and (3) the terms are comparable to third party arrangements. The Tax Court found that the Holmans’ family limited partnership did not meet the bona fide business arrangement requirement because the stated purposes of the partnership, as well as the Holmans’ testimony that they were setting up the partnership to protect their children from the impact of wealth, showed that those restrictions did not serve bona fide business purposes.

The IRS could not use a Section 2036 retained interest argument in this case because it did not involve a transfer at death.  Holman undoubtedly will encourage the IRS to use a Section 2703 argument, when Section 2036 is unavailable, to reduce the discounts for lifetime transfers of family limited partnership or limited liability company interests.

With respect to the amount of the discounts, the court reduced the discounts claimed by the Holmans considerably.  It allowed the following combined discounts for lack of marketability and minority interests.





1999


22.41%





2000


25.05%





2001


16.5%

The reason for the small discounts was that the court found that the lack of control discounts for the 1999, 2000 and 2001 gifts were 11.32%, 14.34% and 4.63% respectively.  This was based on the average discounts for general equity closed-end funds.  The court also allowed a lack of marketability discount of 12.5%.  

Holman, while the taxpayer was successful in avoiding the indirect gift argument, is a case in which the Tax Court used Section 2703 successfully for one of the first times involving family limited partnerships to reduce the amount of the discounts claimed by taxpayers considerably as well as an analysis of the methodology of the appraisals to reduce the discounts considerably.

26. Gross v. Commissioner, T.C. Memo. 2008-221

Transfer of partnership interests by mother to daughters within a few weeks after creation of the partnership was not a step transaction and a discount for the transferred partnership interests was permitted for gift tax purposes

Mother and her two daughters formed a partnership with nominal dollars.  Eleven days later, Mother transferred over $2 million in securities to the partnership and then gave 45% of the partnership interests to her two daughters and claimed a 35 percent discount.  The Internal Revenue Service argued that this was a step transaction and that the gift should be treated as an indirect gift of the underlying publicly traded securities at their undiscounted value.  The court reached the same conclusion it did in Holman and found for the taxpayer, stating:  “We reach the same result here, where (1) 11 days passed between petitioner's conclusion of her transfer of the Dimar securities to the partnership and her gifts of interests in the partnership to her daughters, and (2) the Dimar securities were mostly, if not all, common shares of well-known companies.  The step transaction doctrine does not cause us to change the actual order of the transactions before us and conclude that petitioner made indirect gifts of 22.25 percent of the value of the Dimar securities to each of her daughters.  The form of the transactions here in question accords with their substance.”  The IRS and the taxpayer had stipulated to the 35 percent discount.

27. Linton v. United States, 638 F.Supp.2d 1277 (W.D. Wash. 2009)

District Court finds that transfer of assets to LLC and subsequent transfer of LLC interests to trusts for children was an indirect transfer of underlying assets to trusts for children at full fair market value

Linton, which was issued on July 1, 2009, is another case in which a court has reviewed the transfer of assets to a family limited partnership or limited liability company and the subsequent transfer of interests in the family limited partnership or limited liability company to others to determine if these were transfers of the underlying assets at the full fair market value of the underlying assets or transfers of the partnership or LLC interests at a discounted value.  In Linton, the court decided that the transfers were of the underlying assets at full fair market value.  This case was decided when on a motion for summary judgment which means that the court found that no genuine issue of material fact existed and the government was entitled to judgment as a matter of law even when the facts were viewed in the light most favorable to the taxpayer.  

William Linton formed WLFB Investments, LLC ("WLFB LLC") in November 2002.  On January 22, 2003, Linton transferred 50% of his interest in WLFB LLC to his wife, Stacy.  Also, on January 22, 2003, Linton executed and dated the following documents which enabled the contribution of property to WLFB LLC:

· Letters authorizing transfers of securities, real estate, municipal bonds, and cash;

· Assignment of assets.

In addition, on January 22, 2003, William and Stacy Linton signed the following documents, which they left undated:

· Separate trust agreements for each of their four children of which William Linton's brother, James Linton, was trustee;

· Assignment of 11.25%  interests in WLFB Investments by  Linton to each of the four trusts;

· Assignment of 11.25% interests in WLFB Investments by Stacy Linton to each of the four trusts (the assignments by Linton and Stacy effectively transferred 90% of the interests in the WLFB Investments, LLC to the four trusts for the children).

The attorney who prepared the documents testified that a few months later, when he was preparing  the minute book for WLFB LLC, he mistakenly inserted the date of January 22, 2003, but he believed that the correct date for the creation of the children’s trusts and the transfer of the LLC interests to the children’s trusts should have been January 31, 2003.  The attorney's testimony was supported by an individual who provided estate planning and tax compliance services to the Lintons.  

The court focused on the testimony of William Linton as to how he decided on the amount of assets that he would transfer to WLFB LLC:

Well, it started out that Stacy and I were using our lifetime exemptions, and somewhere along the way, with my team of experts, they came up with this thing that people do in my situation and they discount it because as managers, we control it, and what willing buyer will pay to willing seller, who is going to buy a 100% of someone's share if they can't touch it or feel it or control it, so there is some proven way that they go out and they discount this stuff.  Well, it was news to me . . . they said somewhere between 40 and 49% discounting based on the blend of assets that you're proposing.  Therefore, based on that, I just did some back math to figure out how much money to put into the LLC.

In 2003, the Lintons reported taxable gifts of approximately $1,450,000 using discounts of about 50%.  The Service concluded that the Lintons had made taxable gifts of approximately $3,000,000 without discounts.  

In analyzing this case, the court decided that it was similar to Shepherd v. Commissioner, 115 T.C. 376 (2000).  In Shepherd, a taxpayer and his wife executed deeds purporting to transfer certain land to a partnership, the partnership agreement for which the taxpayer signed on the same day.  The following day, the taxpayer's two adult sons executed the partnership agreement.  On a subsequent day, the taxpayer contributed bank stock to the partnership.  The tax court held that the taxpayer's transfers of the land and bank stock represented indirect gifts of the land and the stock at full fair market value rather than gifts of partnership interests at a discount.  

The court also felt that this case was similar to Senda v. Commissioner, 432 F.3d 1044 (8th Cir. 2006), in which the taxpayers failed to present reliable evidence that they contributed stock to partnerships before they transferred the partnership interests to trusts for their children.  

The court rejected the government's contention that it should not listen to the oral testimony of the taxpayer and his advisors.  The court then found that the oral testimony failed to prove the sequence of events that the taxpayer has alleged.  Instead, the court found that the trust agreements and gift documents were effective as of the date they were signed, even though they initially were not dated and subsequently were dated January 22, 2003 by mistake.  Consequently, the court found that because the four trusts were created and gifts of LLC interest were made to the trust on January 22 2003, either before or simultaneously with the contribution of property to WLFB LLC, these were indirect gifts to the trust of the underlying assets conveyed to the LLC at full fair market value. 

The court distinguished Linton from Estate of Jones, 116 T. C. 121 (2001) in which a decedent and the children contributed property to several limited partnerships.  Each individual’s contributions were credited to his or her capital account.  Later, the same day, decedent transferred limited partnership interests to her children.  The court in Jones stated that the allocation of contributions to the capital accounts before the transfer of limited partnership interests by decedent to the children showed that these were not indirect transfers of the underlying assets to the children but actual transfers of partnership interests.  A similar trail did not exist in Linton.

Even though the court had already accepted the Service’s position that this was an indirect gift, it also accepted the government's alternative step transaction theory.  The court noted that courts have used three different tests to determine whether a transaction is a step transaction:

· The "Binding Commitment Test";

· The "End Result Test"; and

· The "Interdependence Test".

The Binding Commitment Test collapses a series of transactions into one "if at the time the first step is entered into, there was a binding commitment to take the later step."  Penrod v. Commissioner, 88 T.C. 1415, 1429 (1987).  The End Result Test asks whether the "series of formally separate steps are really prearranged parts of a single transaction intended from the outset to reach the ultimate result."  The Interdependence Test requires a decision as to whether "on a reasonable interpretation of objective facts," the steps were "so interdependent that the legal relations created by one transaction would have been fruitless without a completion of the series" of transactions.  The court found that the transfers in this situation met each of these three tests.  The Binding Commitment Test was met because the Lintons executed binding trust agreements and gift documents at the same time they took the first step of contributing property to the LLC.  The End Result Test was satisfied because the Lintons had a subjective intent to convey as much property as possible while minimizing their gift tax liability and crafted a scheme consisting of prearranged parts of a single transaction.  The Interdependence Test was met because the Lintons would not have undertaken one or more of the steps absent the contemplation of the other integrating acts. But for the anticipated 40 – 49% discount in calculating gift tax, the Taxpayers would not have contributed the assets to LLC.

The court distinguished this case from two other cases in which the Tax Court concluded that the gifts to the children were of limited partnership interests at a discounted value, Holman v. Commissioner, 130 T.C. 170 (2008) (6 days between the transfers) and Gross v. Commissioner, T.C. Memo 2008-221 (11 days between the transfers).  In each of these two cases, there was a sufficient passage of time between the transfer of property to the limited partnership and the subsequent transfer of family limited partnership interests to the children so that there was an economic risk of a change in value during the intervening periods.  

Linton is another example of why care must be taken in funding family limited partnerships and limited liability companies and subsequently transferring the interests to children or other recipients if one wants to make sure that the transfers are actually of family limited partnership or LLC interests and not of the underlying assets.  Also, practitioners need to monitor the future development of the step transaction theory as it applies to contributions to family limited partnerships and LLCs.  For example, the court’s description of the interdependence test could be read as applying to a transfer of partnership or LLC interests to children or other family members many years after the initial transfer of property to the family limited partnership or LLC if the purpose was to obtain discounts in subsequently transferring the partnership or LLC interests.

28. Heckerman v. United States, __ F. Supp.2d __,  2009 WL 2240326  (W.D. Wash. 2009)

District Court holds that transfers of property to LLCs and subsequent transfer of LLC interests to trusts for family members were indirect gifts of underlying assets to family members and step transactions

This is the second case dealing with indirect gifts of the underlying assets in partnerships or LLCs rather than gifts of partnership or LLC interests at a discount to come out of the Western District of Washington in a one month span.  The first was Linton v. United States, ___ F.Supp.2d ___ (W.D. Wash. 2009) which was issued on July 1, 2009.  This decision was issued on July 27, 2009.

David Heckerman sought the advice of several legal and financial planning advisors to develop a plan for passing property to his two minor children that would make his children "work for their money" and "not trigger a gift tax."  The advisors proposed a plan consisting of the creation of a limited liability company, the transfer by David and his wife of property and cash to the LLC, and then the transfer of minority interests in the LLC to trusts for the children.

Pursuant to the plan, on November 28, 2001, the Heckermans established trusts for their children.  That same day, the Heckermans formed three LLCs:  the Investments LLC, the Real Estate LLC, and the Family LLC.  The Family LLC was an umbrella LLC that solely owned Investments LLC and Real Estate LLC.  The Heckermans subsequently funded the LLCs.  On December 28, 2001, a $2.05 million beach house in Malibu, California was transferred first to Family LLC and then from Family LLC to Real Estate LLC.  

The transaction under review occurred in early 2002. On January 11, 2002, the Heckermans transferred $2.85 million in mutual funds to Investments LLC.  The Heckermans also transferred interests in the Family LLC to each of the children's trusts.  The signed transfer documents stated that the assignments were "effective on January 11, 2002."  The transfer documents also stated that the assignments were executed on January 11, 2002.  David Heckerman had received the unsigned gift documents from his attorney on January 11, 2002 at 8:51 a.m. by an attachment to an email.  There was also a document entitled "Admission to Heckerman Family Limited Liability Company as a Substituted Member," which stated that the children's trusts were admitted to membership effective January 11, 2002.  This showed that the two children's trusts each owned minority interests of just under 50% in Family LLC.  

On the gift tax returns, each of the Heckermans reported gifts of LLC interests worth $1,022,000 by applying a 58% discount. No gift tax was owed since the gifts apparently escaped gift tax because of the use of the lifetime $1 million applicable exclusion amount or the annual exclusion. The IRS believed that the total value of each gift was approximately $2 million which would result in each of the Heckermans owing about $551,000 of gift tax.

In their depositions, the Heckermans contended that the gifts of LLC units to the children’s trusts were "subsequent" to the cash transfer to Investments LLC on January 11, 2002.  This matter was brought to the court on the Service’s Motion for Summary Judgment.  The court found that the Heckermans were not entitled to a discount because the January transfers were transfers of the underlying mutual funds at their fair market value and not transfers of LLC interests at a discount.  The court, in rendering its decision, followed the holdings on indirect gifts in Shepherd v. Commissioner, 283 F.3d 1258 (11th Cir. 2002) and Senda v. Commissioner, 433 F.3d 1044 (8th Cir. 2006).

The court rejected the Heckermans’ claims that they transferred LLC units to the children after January 11, 2002.  The assignment documents, which both Mr. and Mrs. Heckerman signed, specifically stated that the assignments were to be effective on January 11, 2002.  The Admission to the Limited Liability Company, which both Mr. and Mrs. Heckerman signed, stated that the children's trusts were admitted as substitute members of the limited liability company effective January 11, 2002.  The gift tax returns signed by each of Mr. and Mrs. Heckerman, stated that the date of gifts was January 11, 2002.  The appraisal report used January 11, 2002 as the valuation date for the draft appraisal. Neither Mr. nor Mrs. Heckerman could recall exactly when they signed the documents.  The court further stated that even if the plaintiffs signed the documents after January 11, 2002, they expressly made them effective as of the date.  

The court also noted that the Heckermans could not establish that their capital accounts were increased by the amount of their contributions to Investments LLC at the time of the transfer, thus entitling them to recoup the same amount upon liquidation of the entity.  The Heckermans argued that their accountant had stated that at the time the 2002 tax returns were prepared, their capital accounts were adjusted to reflect the activity that occurred during the year.  The court rejected this saying that such a statement did nothing to show that at the time of the transfers, the Heckermans capital accounts reflected their contributions and that the transfer did not enhance the value of the children's capital accounts.  The court thus rejected the position of Estate of Jones v. Commissioner, 116 T.C. 21 (2001) where the taxpayers contributed property to family partnerships that were completely reflected in the capital accounts of the taxpayers and therefore "the value of the other partners interest was not enhanced by the contributions."  

The court also accepted the IRS's argument that this was a step transaction and that similarly to Senda, the transfer of cash to Investments LLC and the subsequent gifting of the LLC interests to the children's trusts, were at best, integrated and, in effect, simultaneous.  It accepted two of the three tests for a step transaction that had been accepted in Linton, which was issued a month earlier by Judge Zilly of the same court.  Here the End Result Test and the Interdependence Test were met.  The Binding Commitment Test was not met.  The End Result Test was met because the Heckermans had a subjective intent to convey property to their children while minimizing their tax liability and created a plan consisting of "prearranged parts of a single transaction."  The Interdependence Test was met because it was clear from the record that but for the anticipated discount in calculating gift tax, the Heckermans would not have transferred the mutual funds into Investments LLC.  The court did not find that the transaction met the Binding Commitment Test which collapses a series of transactions into one, if, at the time the first step is entered into, there is a binding commitment to undertake the later steps.  

The indirect gift argument can be avoided if the transfers of property to the LLC and the subsequent gifts of LLC units to the children or others are sufficiently spaced out in time.  The more troubling argument is the step transaction doctrine.  It would seem that this could be applied to any gift of LLC units to family members, no matter when the transfer of property to LLC occurred, if it can be shown that the intention of the parties when the LLC was created and funded was to make subsequent gifts to family members.  The court distinguished this case from Holman v. Commissioner, 130 T.C. 12 (2008) and Gross v. Commissioner, T.C. Memo 2008-221.  In those cases, six days and eleven days, respectively, passed between the transfer of securities to partnerships and the gifting of the partnership interests.  The court found that during those time intervals, the taxpayers faced an economic risk in that the value of partnership units could change given the volatile nature of the underlying securities  Here there was no affirmative decision to delay the gifts for some period of time after funding and the Heckermans did not establish that they bore any real economic risk that the LLC units would change in value between the funding of the LLCs and the gifts given the nature of the assets (mutual funds) transferred to Investments LLC.

29. Pierre v. Commissioner, 133 T.C. No. 2 (August 24, 2009) 
For gift tax purposes, transfers of interests in a single member LLC will be valued as a transfer of LLC interests and the LLC will not be disregarded under the “check the box” regulations

The issue in this case was whether certain transfers of LLC interests in a single member LLC that was treated as a disregarded entity for purposes of the “check the box” regulations were to be valued as transfers of proportionate shares of the underlying assets owned by the LLC or were instead to be valued as transfers of interests in the LLC and subject to valuation discounts for lack of marketability and control.  The court noted that it was only looking at the “check the box” issue and not at whether the transfers would be subject to the application of the step transfer doctrine or the amount of the appropriate valuation discount.

Taxpayer received a $10 million cash gift from a wealthy friend in 2000 and wanted to provide for her son and granddaughter.  The taxpayer was also concerned about keeping the wealth intact.  To accomplish this goal, taxpayer organized a single member LLC in accordance with New York law.   Under the check the box regulations, taxpayer did not elect to treat the LLC as a corporation for federal tax purposes and filed no corporate tax returns for the LLC.  Instead, it was treated as a disregarded entity.  

The single member LLC was formed on July 13, 2000.  On July 24, 2000, taxpayer created separate trusts for her son and grandchild.  On September 15, 2000, taxpayer transferred $4.2 million in cash and marketable securities to the LLC.  Then on September 27, 2000, taxpayer transferred her entire interest in the LLC to the trusts.  She gave 9.5% of the membership interests to each of the trusts using a portion of her lifetime gift tax applicable exclusion amount and her GST exemption.  She then sold each of the trusts 40.5% membership interests in exchange for secured promissory notes.  An appraiser provided a discount of 30%.  However the taxpayer, because of an error in valuing the underlying assets, used a 36.55% discount.

The IRS in examining the gift tax returns felt that the transfers should be treated not as transfers of LLC interests but as transfers of the underlying assets.  The IRS argued that because the LLC was a single member LLC and treated as a disregarded entity under the “check the box” regulations, the LLC itself could be disregarded and taxpayer's transfers should be treated as transfers of the underlying assets of the LLC.

The taxpayer argued that for federal gift tax valuation purposes, state law determines the nature of the taxpayer’s interest in the property transferred.  The taxpayer relied, in part, upon Morgan v. Commissioner, 309 U.S. 78 (1940), which states that a fundamental premise of transfer taxation is that state law creates property rights and federal tax law then defines the tax treatment of those property rights.

The court first determined that pursuant to the historical federal gift tax valuation regime, taxpayer's gift tax liability is determined by the value of the LLC interests and not by a hypothetical transfer of the underlying assets.  The court then looked to see whether the check the box regulations altered this conclusion.  In an extensive review of the check the box regulations, the court found that the purpose of the check the box regulations was to cover the classification of an entity for federal tax purposes and to avoid many difficult problems associated with the classification of an entity as either a partnership or corporation.

The court rejected the IRS's reliance on Shepherd v. Commissioner, 283 F.3d 1258 (11th Cir. 2002) and Senda v. Commissioner, 433 F.3d 1044 (8th Cir. 2006).  In Shepherd, father transferred timberland to a partnership on August 1, 1991.  At the time, the partnership agreement showed father owning 50% of the interests and his two sons each owning 25%.  The sons signed the partnership agreement August 2.  The court found that father had made indirect gifts of the land to the sons that should be valued as if the sons had received the property and contributed it to the partnership.  In Senda, the mother and father were unable to establish whether they had transferred partnership interests to the children before or after they contributed stock to the partnership.  

In this case, the taxpayer contributed the cash and securities to the LLC before the transfers to the trusts were made.  Then the trusts became members of the LLC.  The court noted that it only needed to accept the check the box regulations as to how a single member LLC will be taxed for federal tax purposes, either as an association taxed as a corporation or a disregarded entity.  The check the box regulations do not determine how a donor will be taxed under the federal gift tax provisions on the transfer of an ownership interest in the LLC.  The sole purpose of the check the box regulations is to classify the LLC for tax purposes. To accept the position of the IRS would be to go far beyond the type of classification for which the check the box regulations were intended.  As noted above, the court reserved judgment on related valuation issues and application of the step transaction doctrine for a later opinion.

30. Revenue Ruling 2008-35, 2008-29 I.R.B. 116 (July 18, 2008)

IRS rules that restricted management accounts do not provide valuation discounts

In this Revenue Ruling, the Internal Revenue Service for the first time addresses the availability of discounts for interests held in a Restricted Management Account or “RMA” and rules that discounts will not be allowed for estate and gift tax purposes.  

An RMA is an agreement between a depositor and an investment manager (often a bank or a brokerage firm).  Pursuant to the terms of the RMA agreement, the depositor agrees to relinquish control of the assets placed in the account for a selected term of years and gives the investment manager the sole and absolute right to manage the account during that the term.  The term usually can be extended by the depositor.  During the term of the RMA, the depositor cannot make withdrawals from the RMA.  Instead, any income earned during the term is retained and reinvested.  The RMA agreement usually limits the permissible recipients of interests in the RMA to family members of the depositor or related entities such as revocable trusts for the benefit of family members.

Proponents of RMAs believe that the restrictions on the access of the depositor to the assets in the RMA entitle the depositor to valuation discounts on both gifts of RMA interests during life and in the depositor’s estate at death.  The longer the term and the greater the restrictions, the larger the discounts that proponents believe should be available.  

Because of their simpler structure, RMAs have been promoted as cost-effective and more easily understood and managed alternatives to family limited partnerships and limited liability companies when individuals are seeking techniques to obtain valuation discounts.  Proponents also have asserted that RMAs are less susceptible to challenges by the IRS.  Because an RMA is not a corporation or partnership, proponents argue that sections 2701 (stock and partnership freezes), 2702 (gifts of interests in trusts in which the grantor retains certain interests and gives away other interests), and 2704 (ignoring certain restrictions in a corporation or partnership when valuing interests in the corporation or partnership) are inapplicable.  Proponents also contend that section 2703 (disregarding certain rights and restrictions in intra family transactions such as buy-sell agreements) will not apply because an RMA is an agreement between the depositor and a third party and the RMA has significant non-tax benefits and thus cannot be considered a device the primary purpose of which is to transfer assets to others for less than full and adequate consideration.

The Service in Revenue Ruling 2008-35 completely disagrees with the positions taken by the proponents of RMAs and essentially treats an RMA like any other bank or brokerage account in which the value for transfer tax purposes is the value of the underlying assets.  It notes in the ruling that the “interposition of the RMA agreement to manage [the depositor’s] assets, reduces neither the fair market value of the transferred property for gift tax purposes nor the fair market value of the property included in [the depositor’s] gross estate for estate tax purposes.”  The Service appears to distinguish interests in RMAs from family limited partnership interests or limited liability company interests by noting that under state property laws, the depositor is the sole and outright owner of the assets in the RMA and the income from the assets.  This is different from a family limited partnership or limited liability company in which the partner or member owns only partnership or member interests and has no direct ownership of the underlying assets.

The Service analogizes the RMA to a management contract between the owner of property and a property manager.  Any restrictions in the Service’s view relate to performance of the duties of the manager under the contract and are not substantive restrictions on the underlying assets held in the RMA.  The Service also analogizes the valuation of RMAs to the valuation of retirement accounts citing Smith ex. rel. Estate of Smith v. United States, 391 F.3d 621 (5th Cir. 2004) and Estate of Kahn v. Commissioner, 125 T.C. 227 (2005) for the long held policy of valuing retirement accounts, despite the restrictions on them, at the fair market value of the assets held in the retirement accounts.  The Service, without any analysis or discussion, states that section 2036 will apply to a depositor’s retained interest in an RMA at death and section 2703 will apply to disregard transfer restrictions in an RMA for valuation purposes.  As a last shot, the Service notes that to the extent that a depositor has the ability to terminate the RMA under state agency law principles, no discounts will be allowed.

Whether one agrees or disagrees with Service, this Revenue Ruling makes the use of RMAs as a substitute for family limited partnerships or limited liability companies far less attractive to customers and clients because of the Service’s repudiation of RMAs as a technique to obtain valuation discounts.  Individuals who have been considering RMAs will now want to consider family limited partnerships and limited liability companies. Despite the attacks made by the Service on family limited partnerships and limited liability companies in the last several years, many family limited partnerships and limited liability companies have withstood attacks by the Service.  Thus, family limited partnerships and limited liability companies continue to be viable techniques for obtaining valuation discounts if they are established and managed appropriately.  Individuals currently holding RMAs will now want to pursue other techniques.  Of course, if the term of the RMA cannot be shortened, using the assets in the RMA in other techniques may be impossible before the end of the term.  

Banks and other investment managers that have existing RMA relationships should review each relationship to see what steps, if any, can and should be taken in light of this Revenue Ruling and be ready to discuss the possible steps with the clients and customers who have RMAs.

VALUATION

31. Anthony v. United States, 520 F.3d 374 (5th Cir. 2008)

Estate required to use Government valuation tables in valuing non-marketable annuities  

In recent years there have been several cases on whether the Government’s valuation tables in Section 7520 need to be used to value non-marketable annuities.  One area in which this has arisen has been the valuation of lottery payments.  The Ninth and Second Circuits have concluded that the Section 7520 annuity tables do not reflect the fair market value of future lottery payments because the tables failed to account for the lack of marketability. Shackleford v. United States, 262 F.3d 1028 (9th Cir. 2001) and Gribauskas v. Commissioner, 342 F.3d 850 (2nd Cir. 2003).  The Fifth Circuit concluded that lottery annuity payments are properly valued using the Section 7520 tables. Cook v. Commissioner, 349 F.3d 850 (5th Cir. 2003).  This case was also brought in the Fifth Circuit which, in Cook, had determined that the Section 7520 tables needed to be used in the valuation of annuities.  This case also held that the 7520 tables should be used.  

This case did not involve lottery payments.  Instead, the decedent sustained injuries in an automobile accident.  In a structured settlement of his claims, he became the beneficiary of three annuities.  The payments under two of the annuities specifically could not anticipated, sold, assigned or encumbered.  The third annuity provided the payments were non-assignable.  The decedent died six years after the settlement was entered into.  At the time of his death, the decedent was scheduled to receive ten more years of guaranteed payments.  The estate initially estimated the value of the annuities at $2,371,409 using the Section 7520 tables.  The Internal Revenue Services audited the estate and imposed an additional tax of $142,605.  The estate paid the total tax liability and filed for a refund.  The estate believed that the non-marketability of the annuities should preclude the use of the Section 7520 tables.

In Cook, the Fifth Circuit had recognized that when the use of the 7520 tables results in an unrealistic and unreasonable value, other valuation methods should be employed.  In addition, effective for decedents who died after December 13, 1995, the Treasury Department issued regulations that provided an exception to the use of the tables for “restricted beneficial interests.” Treas. Reg. § 20.7520–3(b)(ii).  The Cook case had involved the valuation of annuity payments prior to the issuance of the new regulation.  The estate believed that this should make a difference.

The court first noted that in Cook, it had rejected a non-marketability exception to the use of the annuity tables.  It then looked to see whether the new Treasury Regulation changed its view.  The court found that the definition of a restricted beneficial interest for which the tables would not be applicable should be read quite narrowly.  The Fifth Circuit decided that a restricted beneficial interest related to situations where the annuity is expected to exhaust the fund before the last possible payment, where trust corpus could be invaded without the beneficiary’s consent, or where an individual who is the measuring life is terminally ill.   The non-marketability of an annuity did not fit within any of these exceptions.  Consequently, the new Treasury Regulation did not change the court’s view from what it had reached in Cook.

32. Negron v. United States, 553 F.3d 1013 (6th Cir. 2009)

The Sixth Circuit holds that IRS annuity tables do not produce an “unrealistic and unreasonable” value of decedent’s lottery annuity as to warrant departure from the tables  

As a result of the Sixth Circuit’s decision in Negron, the disagreement between the Circuits on the valuation of lottery payments at a decedent’s death continues.

One issue on which there has been a split in the federal circuits is whether in valuing the remaining payments due to a deceased winner of a lottery, the IRS’s valuation tables must be used.  This case was an appeal from a district court order that the departure from the Section 7520 annuity tables would be warranted when a decedent’s estate could show that the value determined under the tables is “unrealistic and unreasonable” and there was a more reasonable and realistic means by which to determine the fair market value.  

In this case, two decedents, together with a third party, jointly won an Ohio lottery prize of $20 million.  Each winner was entitled to receive 26 annual payments of $256,000 for a total payment of approximately $6,667,000.  When each of the two decedents died, each had received 11 lottery payments and had 15 more payments remaining.  These payments were not assignable and could not be used as collateral for a loan.  Each decedent’s estate reported the value as $2,275,867 based upon the amount that each received from the Ohio Lottery Commission as a lump sum distribution.  The Ohio Lottery Commission had determined the present value of the remaining payments using a 9% discount rate.  The IRS determined that the value of the remaining payments were $2,775,209 for one decedent and $2,668,118 for the second decedent based upon the Section 7520 tables.

The IRS appealed the district court’s determination that a departure from the annuity tables would be warranted if the tables created “unreasonable and unrealistic results.”  There is a split in the circuits on this issue.  The Second and Ninth Circuits have held that the IRS’s valuation tables produce unreasonable and unrealistic results because they do not take into account the restrictions on marketability placed on the annuities given lottery winners.  Shackelford v. United States, 262 F.3d. 1028 (9th Cir. 2001); Estate of Gribauskas v. Commissioner, 347 F.3d. 85 (2d Cir. 2003).  The Fifth Circuit has held that the valuation tables produce reasonable and realistic results.  Anthony v. United States, 520 F.3d. 374 (5th Cir. 2008).  

The basic issue on which the courts have disagreed is whether the Section 7520 annuity tables produce an unrealistic and unreasonable result when valuing lottery payments with marketability restrictions.  Also, since 1995, in order to depart from the valuation tables, the courts have looked at whether the payments being valued qualified for the “restricted beneficial interest” exception in Treas. Reg. § 20.7520-3(b).  In Anthony, the Fifth Circuit found that annuities paid in structured settlements were not “restricted beneficial interests” under the Treasury Regulations and that the tables produced realistic results.  The Sixth Circuit in Negron agreed with the Fifth Circuit in Anthony and found that the IRS annuity tables produce realistic and reasonable results.  Disagreeing with the Second and Ninth Circuits, the Sixth Circuit agreed with the Fifth Circuit in Anthony that the nonmarketability feature of annuities is an assumption that is taken into account in the Section 7520 tables.  It also felt that a marketability factor is unnecessary to determine the value of a guaranteed income strain.   

33. White House Hotel Limited Partnership v. Commissioner, 131 T.C. No. 10 (October 30, 2008)

Tax Court finds that taxpayer greatly overvalued facade conservation easement and assesses a gross overvaluation penalty

The White House Hotel Limited Partnership was created in December 1995.  One week after its creation, it acquired part of a block near the French Quarter in New Orleans, which included the Maison Blanche building.  The partnership purchased the properties for $6 million.  It also spent $3.3 million to purchase the remainder of a lease on the property.  The total cost to acquire the property ended up being $11 million.  The partnership then developed a Ritz Carlton hotel on the property.  

In 1997, the partnership transferred a façade easement to the Preservation Resource Center of New Orleans and claimed a $7.445 million income tax charitable deduction for the gift of the façade easement.  At trial, the IRS claimed that the easement had no value.  The appraiser for the partnership used a cost and income approach to determine that the building was worth $41 million dollars at the time of the gift of the façade easement and that the value of the charitable gift was $10 million dollars.  The partnership’s appraiser did not provide any comparables from New Orleans.  The IRS offered an appraisal from a person who had appraised numerous properties in the French Quarter and  who determined that the easement caused no reduction in the value of the property.  The Court looked at comparable sales offered by both appraisers.  Using the four comparables it deemed best,  the Tax Court determined that the value of the property before the gift of the façade easement was $12 million and after the gift was $10.3 million.  As a result, the court permitted a charitable income tax deduction of $1,792,000 rather than the $7,445,000 initially taken by the taxpayer.  Because the claimed deduction was four times greater than the actual value of the deduction, the 40% gross overvaluation penalty applied.  More importantly, the reasonable cause exception to the imposition of the gross overvaluation penalty was inapplicable because the partnership failed to make any sufficient inquiry into comparables in order to determine the value of the façade easement.
34. Estate of Jelke v. Commissioner, 507 F.3d 1317 (11th Cir. 2007), cert. denied ___, U.S. ___ (October 6, 2008)

Reduction for built-in capital gain as of the date of death allowed in valuing appreciated C corporation securities

In this case, the Eleventh Circuit reversed the decision of the Tax Court in Estate of Jelke v. Commissioner, T.C. Memo 2005-151, that  built-in capital gains should be taken account of in valuing appreciated C corporation securities in a decedent’s estate, but that the reduction would be limited to the present value of the gain based on assumed future sales.

Mr. Jelke died in 1999 owning a 6.44% interest in Commercial Chemical Co., a holding company, the principal assets of which were a diversified portfolio of publicly traded stock managed by a bank trust department.  In valuing the stock, both the estate’s appraiser and the IRS’s appraiser used an asset-based approach to determine the fair market value of the assets.  The estate’s appraiser reduced the net asset value of the holding company by $51 million for the built-in capital gain by assuming that the portfolio was sold as of the date of death.  The IRS’s expert opined that the discount for the gain should be determined over a 16.8 year period based on the historical turnover in the portfolio.  The IRS’s appraiser used a 13.2% discount rated to determine the present value of the gain based on the average annual rate of return for large-cap stocks from 1926 to 1998. The IRS compared its approach to the need to discount net operating loss carry forwards since they cannot be used until years after the valuation year.

The Tax Court accepted the IRS’s position and allowed a $21 million reduction for the built-in capital gain.  The Tax Court differentiated this case from Dunn v. Commissioner, 301 F.3d 339 (5th Cir. 2002), by noting that Dunn involved a majority interest and rejecting the estate’s argument that the holding company’s relatively low earnings and dividends would have caused a hypothetical buyer to prefer liquidation.  Instead, it compared the holding company to a mutual fund in which the holder of a minority interest cannot cause the liquidation of the underlying securities.  Then, although valuation is supposed to be based on what hypothetical third party buyers and sellers would do, the court noted that the record contained no indication that the family shareholders (or their trusts) of the holding company would want to liquidate.

The Eleventh Circuit, unlike the Tax Court, accepted the Fifth Circuit’s analysis in Dunn that the valuation must be based on an assumption that the corporation will be immediately liquidated thereby incurring an immediate capital gains tax.  Therefore, there should be an immediate dollar-for-dollar reduction to take account of the built-in capital gains. 

35. Litchfield v. Commissioner, T.C. Memo 2009-21 (January 29, 2009)

Tax Court issues favorable decision on valuation discounts for decedent’s interests in two closely held companies

This case involved the valuation at the surviving spouse’s death of minority interests in two closely held family owned corporations that were held in a marital deduction trust which had been established at husband’s death in 1984.  The first company was Litchfield Realty Company (LRC) and the second company was Litchfield Securities Company (LSC).  LRC converted on January 1, 2000 from a C Corporation to an S Corporation.  If LRC sold assets that it owned before the S election on January 1, 2000, LRC would incur corporate level tax on the sale of those assets under Section 1374.  LRC’s assets consisted largely of farmland and marketable securities as well as a subsidiary that operated a public grain elevator and sold crop insurance and other services to farmers.  

LSC was a C Corporation formed by family members in 1924 to invest in marketable securities.  On the valuation date, LSC’s assets included blue chip marketable securities as well partnership and other equity investments.

On the valuation date of October 17, 2001 (the alternate valuation date), LRC had a total value of $33,174,196 and LSC had a total value of $52,824,413.  The estate’s valuation expert discounted the estate’s 43.1% interest in LRC as follows:


17.4% for built in capital gains taxes;


14.8% for lack of control; and


36% for lack of marketability.

The estate’s value for its interests in  LRC was $6,475,000.  

The estate’s expert gave the following discounts for the estate’s 22.96% interest in LSC:


23.5% for built in capital gains taxes;


11.9% for lack of control; and


29.7% for lack of marketability.

The estate valued the decedent’s interest in LSC at $5,748,000. 

 At the conclusion of the audit on June 14, 2005, the IRS valued the estate’s interest in LRC at $10,300,207 ($3,825,207 more than the estate’s valuation) and the estate’s interest in LSC at $8,762,783 ($3,014,783 more than reported by the estate).

Before getting into a discussion of the valuation issues, the Court dealt with which party was responsible for the burden of proof.  There was a dispute between the estate and the IRS as to whether financial information and other documents were made available.  At the initial audit meeting in 2003, the IRS examiner requested that the estate make available for review detailed information on LRC and LSC.  The IRS agent requested that copies be sent to him.  Although one of the estate’s representatives had serious medical problems and could not supervise the preparation of the requested documents, other representatives stepped in and mailed copies of the documents to the IRS.  

Shortly before the start of the trial in 2007, the IRS informed the estate for the first time that it believed it had never received delivery from the estate of copies of the financial documents on LRC and LSC that it had requested at the initial meeting.  The estate said that it had sent the documents.  The court looked at Section 7491(a) under which the burden of proof may shift from a taxpayer to the IRS when a taxpayer complied with substantiation requirements, maintained records, cooperated with the IRS’s request for witnesses, information, documents, meetings, and interviews, and introduced credible evidence of doing so.  The Court found that the IRS had been sent the documents in 2003 in a timely manner and noted the IRS’s dilatory actions shifted the burden of proof as to the appropriate discounts for built in capital gains taxes, lack of control, and lack of marketability.  

The Court then looked at the assumptions made by both the estate and the IRS.  In looking at the discount for built in capital gains tax, the Court noted that for LRC, the estate projected an average asset holding period of five years.  For LSC, the estate projected a holding period of eight years and capital gains taxes of almost $33 million.   Neither the IRS nor the estate took account of the decision in Estate of Jelke v. Commissioner, 507 F.3d 1317 (11th Cir. 2007), cert. denied ___, U.S. ___ (October 6, 2008) in which the Eleventh Circuit held that an estate could assume that all of the appreciated assets would be sold on the date of death in determining the discount for built-in capital gains rather than determining a holding period.

The estate also thought that a 33.1% owner would have some ability to force liquidation and to change LRC’s policies and operation.  The estate considered that a 22.9% holder in LSC would not have the ability to force liquidation or change policies in operations.  The estate also considered that restrictions on LRC’s transferability would result in a higher discount for lack of marketability.  

In looking at the testimony of the IRS’s expert, the court noted that the IRS did not talk to the management of either LRC or LSC and used a longer turnover rate for the stock.

The Court in looking at the factors determined the following:


1.  
The estate’s discounts of 17.4% and 23.6% for built in capital gains tax, 


LRC and LSC were appropriate.

2.
The estate’s 14.8% lack of control discount for LRC and 11.9% lack of control discount for LSC were appropriate.  

In looking at the lack of marketability discounts for both LRC and LSC, the Court thought it was appropriate to discount the assets by class.  It felt that the estate’s respective 36% and 29.7% lack of marketability discounts were too high.  The court believed that the estate’s expert used some outdated data relating to restricted stock discounts in determining the discounts.  It also noted that in March 2000 with respect to gift tax valuation, the discount for lack of marketability for LSC stock was 21.4% rather than the 29.7% discount taken on the estate tax return.

The Court then, with no discussion, concluded that a lack of marketability discount of 25% should apply to LRC (rather than 36%) and 20% should apply to LSC (rather than 29.7%).

This meant that the estate’s interest in LRC had a fair market value of $7,546,725 and that the estate’s interest in LSC had a fair market value of $6,530,790.  The following chart shows the estate’s valuation, the IRS’s valuation, and the court’s valuation.




Estate


IRS


Court

LRC


$6,475,000

$10,300,207

$7,546,725

LSC


  5,748,000

    8,762,783

  6,530,790

Total


12,223,000

  19,062,990

14,077,515

The court’s valuation was $1,854,515 more than the estate’s valuation, but was $4,985,475 less than the IRS’s valuation.  Consequently, Litchfield should be viewed as a victory for the taxpayer.
36. T.D. 9414  - Final Rules on Grantor Retained Interest Trusts (July 11, 2008)

Internal Revenue Service issues final regulations on the portion of a trust that is properly includable in a grantor’s gross estate when the grantor dies while still receiving an annuity, unitrust, or other income payment 

These final regulations provide guidance on which of Sections 2036 or 2039 is to be used in circumstances when each of those sections applies to the valuation of a grantor’s retained interest when a grantor dies holding an annuity, income or unitrust interest.  They finalize proposed regulations that were issued on June 7, 2007 These regulations would affect charitable remainder annuity trusts, charitable remainder unitrusts, grantor retained annuity trusts, grantor retained unitrusts, and grantor retained income trusts (such as qualified person residence trusts).  In these final regulations, the IRS has concluded that Section 2036 and not Section 2039 will apply to these interests.

Under Section 2036(a), a decedent’s gross estate includes the value of any interest in property transferred by the decedent where the decedent retains for life either the “possession or enjoyment of property, or the right to income from the property, or the right to designate the people who might have those rights.”  The proposed regulations state that if a decedent transfers property during life to a charitable remainder trust or a grantor remainder trust and retains the right to the payments, the decedent has retained the right to income from all or specific portion of the property transferred.

The IRS stated that the specific portion of “corpus” includable in the gross estate is properly determined as of the decedent’s death, and the appropriate valuation interest rate of the remainder interest is the Section 7520 rate in effect on the date the decedent died.  The IRS did not choose Section 2039 because that section is intended to address annuities purchased by or on behalf of the decedent and annuities provided by the decedent’s employers and is not applicable to situations in which a grantor retains an income, annuity, or unitrust interest.  

If an individual retains an annuity large enough to encompass all the income from a grantor retained annuity trust, then the entire value of the trust would be included.  However, if the grantor retains an annuity of a smaller amount, only a portion of the trust should be includable.  Commentators have noted that the final regulations will be particularly useful where the grantor retains an interest in a grantor retained annuity trust which has explosive post gift growth.  However, applying the formula for inclusion to zeroed-out GRATs will in most cases result in inclusion of the entire trust.

In looking at GRATs, the theory seems to be that if the annuity is equal to or greater than the Section 7520 interest rate on the date of the grantor’s death, then the entire value of the trust will be included in the grantor’s estate.  If the annuity is less than the Section 7520 rate on the date of the grantor’s death, then not all the trust property is necessary to support the annuity and, consequently, only part of the trust will be included in the grantor’s estate.

37. REG-112196-02 (April 24, 2008 )

IRS issues proposed regulations on the availability of the alternate valuation date that reject the Tax Court’s decision in Kohler
Section 2032 provides an alternate valuation date for determining the value of property held in a decedent’s gross estate.  If the executor elects, all of the property included in a decedent’s gross estate, except for property that is distributed, sold, exchanged or otherwise disposed of within six months after the date of the decedent’s death, is valued not on the date of death, but on the date that is six months after death.  One requirement for the use of the alternate valuation date is that the use of the alternate valuation date results both in a lower value for the gross estate and less estate tax for the estate. 

 In Kohler v. Commissioner, T.C. Memo. 2006-152, the Kohler Corporation in which the decedent held a substantial minority interest, underwent a recapitalization two months after the decedent’s death.  The executor received new shares that were subject to transfer restrictions.  In valuing the estate, the executor elected the alternate valuation date and took into account discounts that were available because of the new restrictions on the stock.  The Tax Court in Kohler accepted the executor’s position and held that valuation discounts attributable to restrictions imposed on closely held stock pursuant to a post death reorganization should be taken into account in valuing the stock on the alternate evaluation date.  The IRS non-acquiesced in Kohler.  It has now issued these proposed regulations under Section 2032 that essentially provide that the alternate valuation date can only be used if the property held by the estate changes in value due only to a result of market conditions.  

The term “market conditions” is defined as events outside the control of the decedent (or the decedent’s executor) that affect the fair market value of the property being valued.  Changes in value due to lapse of time or to post death events other than market conditions will be ignored.  Post death events that are to be ignored include a reorganization of an entity in which the estate holds an interest, a distribution of cash or other property to the estate from such entity and one or more distributions by the estate of a fractional interest in the property.  The proposed regulations are aimed specifically at the type of restriction that the Tax Court permitted to be taken into account in valuing the stock in Kohler.

38. Letter Ruling 200821003 (May 23, 2008) 

IRS grants extension of time to make alternate valuation date election
In this letter ruling, the executor of the decedent’s estate hired an attorney to prepare the federal estate tax return.  The attorney in preparing the return did not take into account the alternate valuation date.  The attorney filed the return within the time for which the alternate valuation date election must be made which is within one year after the due (including extensions) for filing the federal estate tax return.  Subsequently, the executor filed supplemental information on the federal estate tax return to make the alternate valuation date election.

The IRS examined the provisions of Treas. Reg. §§ 301.9100-1 and 301.9100-3 which provide that a reasonable extension of time may be made if the taxpayer demonstrates that the taxpayer acted reasonably and in good faith and granting the relief will not prejudice the interests of the government.  Treas. Reg. § 301.9100-3 provides that a taxpayer is deemed to act reasonably and in good faith, if the taxpayer relied on a qualified tax professional and the tax professional failed to make or advise the taxpayer to make the election.  Here the IRS concluded that the standards for granting relief under the Treasury Regulations were satisfied.  In addition, the federal estate tax return initially was filed within one year of the due date of the return.  Section 2032 (d)(2) provides that no alternate valuation date election may be made if the federal estate tax return is filed more than one year after the due date.  

Even though the executor was able to make the alternate valuation date election, this ruling points out, once again, the need to consider the alternate valuation date in those situations in which the value of the assets of the estate have declined between the date of death and the date that is six months after the date of death and the use of the alternate valuation date will reduce both the value of the assets in the estate and the amount of tax to be paid.

39. Notice 2009-18, 2009-10 IRB (February 11, 2009)

IRS supplements Code Section 7520 so that actuarial tables reflect interest rates below 2.2%

Prior to this year, the valuation tables prescribed under § 7520 did not reflect interest rates below 2.2%.  These tables, in light of the recent dramatic decline in interest rates, now provide tables for interest rate assumptions as low as 20 basis points.

40. Letter Ruling 200852029 (December 26, 2008)

Section 2703 does not apply to the valuation of an interest in a joint venture transferred to a trust when the taxpayer and two unrelated individuals were the three joint venturers

Section 2703 provides that, in general, the value of property for transfer tax purposes is determined without regard to any option, agreement, or other right to acquire or use the property at less than fair market value, or any restriction on the right to sell or use the property, including restrictions under a buy-sell agreement.  The rule applies to agreements entered into after October 8, 1990, and those that are substantially modified after that date.  However, this rule can be avoided, and the value specified in the agreement may be recognized for estate tax purposes, if the following requirements are met:

· The agreement is a bona fide business arrangement;

· The agreement is not a device to transfer the business to members of the owner’s family for less than full and adequate consideration; and

· The terms of the agreement are comparable to similar arrangements entered into by persons in an arm’s-length transaction.  

The following regulatory and case law requirements must also be met:

· The agreement must contain restrictions on the owner’s lifetime disposition of the business;

· The agreement must obligate the decedent’s estate or beneficiaries to sell the interest either without any choice or at the option of the other parties to the agreement; and

· The price must be determinable under the terms of the agreement.

In this ruling, the taxpayer and two unrelated individuals entered into a joint venture to acquire, hold, lease, and sell real property.  The three individuals entered into two buy-sell agreements before October 8, 1990.  Thus, the agreements were grandfathered from the impact of Section 2703 if not substantially modified.  The first agreement provided that each joint venturer could sell, assign, transfer, and pledge his interest in the joint venture.  The transfer of less than the entire interest of the joint venture could only be made with the unanimous written consent of all joint venturers.  The second buy-sell agreement provided that upon the death of each joint venturer, the joint venturer would purchase and the estate of the deceased joint venturer would sell all of its interest to the other joint venturers at a price equal to the deceased joint venturer’s share of the book value of the joint venture as of the end of the most fiscal quarter.  At the time that this letter ruling was requested, the actual fair market value of the assets exceeded the book value.

Taxpayer intended to sell his interest in the joint venture to an irrevocable trust to benefit his children.  The taxpayer’s life would continue to be the measuring life for purposes of the second agreement.  

The taxpayer asked whether the exception under Treas. Reg. § 25.2703-1(b)(3) would apply.  This section states that Section 2703 can be ignored if 50% by value of the property subject to right of restriction is owned directly or indirectly by individuals who are not members of the transferor’s family.  Because the two other joint venturers owned more than 50% of the value of the joint venture, it was determined that Section 2703 did not apply to the valuation of the taxpayer’s interest on the date of transfer.

41. Stone v. United States, 2007 WL 2318974 (N.D. Cal. August 10, 2007), affirmed 2009 WL 766497 (9th Cir. 2009)

Court permits 5% fractional interest discount for 50% interest in nineteen works of art

The estate of Lois Stone included an undivided 50% interest in nineteen works of art.  Sotheby’s valued a 100% interest in the collection at $5,085,000 and then the estate applied a 44% fractional interest discount based upon an appraisal from FMV Opinions, Inc, for a value of $1,420,000 reported on the federal estate tax return.  The IRS, upon audit of the estate tax return, rejected both the valuation of the works of art by Sotheby’s believing that two paintings by Pissaro were undervalued and the use of a fractional interest discount and determined that the value of the 50% interest in the works of art should be $2,766,250 or $1,346,250 more than the estate’s valuation.

The district court first adopted the IRS’s valuation of the two paintings by Pissaro which had been determined by the IRS Art Advisory Panel.  It found the panel’s valuations based on comparable sales of similar paintings near the date of valuation “to be extremely credible as well as unbiased.”  It noted that members of the panel are not paid and do not know if  a work of art is being submitted for purposes of a charitable deduction, the estate tax or the gift tax.  The court also stated that Sotheby’s had failed to provide any basis for its valuation.  Apparently, the court did not permit the estate to introduce the Sotheby’s appraisal into evidence, but if it had it would have found the Sotheby’s report “unpersuasive.”  The estate argued that the IRS had accepted the values of the works of art in the prior audit of the estate of Lois Stone’s husband, James Ralph Stone.  The IRS rebutted this by stating that it closed James Ralph Stone’s estate because the statute of limitations was expiring, it had not accepted the Sotheby’s appraisal in that estate, and the IRS planned to revisit both the value of the art collection and the value of each estate’s fractional interest when subsequently auditing Lois Stone’s estate.

The court, as one would expect, used the hypothetical willing buyer-willing seller rules of Treas. Reg. § 20.2031-1(b) as the basis for its opinion.  This regulation is the basic summary of the rules for valuation for estate and gift tax purposes and reads that:

The fair market value is the price at which the property would change hands between a willing buyer and a willing seller, neither being under any compulsion to buy or sell and both having knowledge of relevant facts.  The fair market value of a particular item of property includible in the decedent’s gross estate is not to be determined by a forced sale price.  Nor is the fair market value of an item of property to be determined by the sale price of the item in a market other than that in which such item is most commonly sold to the public, taking into account the location of the item wherever appropriate.

FMV Opinions, because there was not data on comparable sales of fractional interests in works of art, used comparable sales for undivided interests in real estate and partnerships.  The court noted that the appraiser from FMV had no experience in the art world.  The IRS argued that the art market was different from the real estate and partnership markets.  The court concluded that a hypothetical willing seller of an undivided interest would likely seek to sell the entire work of art and split the proceeds rather than seeking to sell his or her fractional interest at a discount.  At a minimum, the hypothetical willing seller would seek to partition his interest and would not accept any less for his or her undivided interest than could be obtained via partition.

The estate argued that the cost-to-partition discount should be 51%.  The IRS argued that case law supported its position that that fractional discounts only apply to real property and not to personal property relying on Estate of Pillsbury v. Commissioner, 64 T.C.M. (CCH) 284 (1992).  The court rejected this assertion noting that the Pillsbury court held that a fractional discount cannot be upheld on a “bare assertion that a discount is appropriate….with no evidence to support it” (emphasis added).  The court also cited Propstra v. United States, 680 F.2d 1248 (9th Cir. 1982)  in which the Ninth Circuit stated that “the holder of a undivided interest in property would have to secure the consent of the owner or owners of the remaining interests in property before being able to sell as a unit.  This factor alone could affect the valuation regardless of whether real or personal property is involved” (emphasis added).  Moreover, Karen Carolan, the head of the Art Advisory Panel testified that a 2% discount was warranted for the costs of sale.  This contradicted that IRS’s assertion that no discount should be allowed for the costs of partition.

The court stated that, based on the evidence presented by the parties, it was difficult to determine what an appropriate discount should be but it rejected the approach of both the IRS and the estate.  Thus, while the court stated that it was capable of determining the appropriate discount, it directed the IRS and the estate to enter into settlement negotiations.  One must question, however, whether the court was correct in stating that in the context of valuing a fractional interest in works of art, the owner would force the other owners to sell the works and then split the proceeds.  If the parties fail to reach agreement in the settlement negotiations and the case is appealed, it will be interesting to see if the district court’s position on this will be upheld.

On June 14, 2007, the parties informed the court that they were unable to reach agreement.  While the taxpayer was willing to engage in additional settlement discussion with the magistrate, the government was unwilling to do so.  As a result, the parties were ordered to file simultaneous supplemental briefs and reply briefs.  In the supplemental briefs, the taxpayer asserted that a total discount of at least 35% would be appropriate while the government argued that no discount was appropriate, but agreed to a 5% discount in the spirit of compromise.  The court basically held in favor of the government.  It stated that the taxpayer had not persuaded the court that a hypothetical buyer would refuse to buy the estate’s interest in a collection unless the discount was greater than 5%.

The Ninth Circuit on March 24, 2009 accepted the District Court’s reasoning.

42. Hughes v. Commissioner, T.C. Memo 2009- 94.

Tax Court upholds reduction in claimed $3.1 million charitable contribution deduction for conservation easement

In 2000, Nick R. Hughes granted a conservation easement on two large parcels of land in rural Colorado and claimed a $3.1 million charitable contribution deduction.  In 2006, the IRS disallowed $1,108,000 of the deduction which resulted in an additional income tax of $437,000 for Mr. Hughes.

Both Hughes and the government produced expert witnesses.  The court found fundamental problems with each expert.  Hughes' expert concluded that the conservation easement reduced the value of the property by 70% by assuming the highest and best use of the property was residential development.  However, the property was in a rural area in which there was little, if any, residential development and the court found that the highest and best use of the parcels was agricultural and recreation.  Consequently, the restrictions on development from the imposition of the conservation easement would have much less effect on the  use of the parcels and  would not warrant a 70% diminution in value.  

The court also disagreed with the opinion of the government's expert that the conservation easement would have no or only a nominal impact on the fair market values of the two parcels.  It felt that a purchaser of an almost 1600 acre parcel of land would have considered the restrictions in determining the price that he or she would pay.  The government's expert also disregarded the impact of the Colorado State Income Tax credit in granting a conservation easement; Hughes precluded any future purchaser from granting a conservation easement and thus receiving the benefit of the tax credits.  The government's expert also neglected the possibility that there might be some residential development.

The court then found that the amount of the charitable deduction already permitted by the government was sufficient and permitted no addition charitable deduction for Hughes.

43. TD 9468 (October 20, 2009)

Treasury Department issues Final Regulations on the impact of  post-death events on the valuation of claims under Section 2053
The IRS has often expressed concern that claims which are difficult to value as of the date of death are deducted on federal estate tax returns at  values much higher than those at which they are later resolved.  This permits estates to save more estate taxes than they would if the actual value of the claims had been known at the date of death.  

The amount that an estate may claim as a deduction under Section 2053 for a claim has been a highly litigious issue.  Some courts believe that post-death events may not be considered in determining the amount deductible for a claim.  Instead, claims must be valued using only the facts known as of the date of death.  Other courts have held that post-death events could be taken into account or only claims actually paid could be deducted as claims against the estate.  The IRS issued proposed regulations to address its concerns in this area on April 23, 2007.  

The IRS has now issued final regulations in this area after taking account of the views of several commentators.  It essentially takes the position that an estate should only be able to deduct claims that are actually paid.  The IRS draws a distinction with Section 2031 (dealing with the valuation of assets) to note that Section 2053 does not contain a specific direction to value a deductible claim at its value at the time of the decedent's death.  The IRS notes that Section 2053 specifically contemplates the deduction of expenses such as funeral and administration expenses which are only determinable after a decedent's death.  The general rule adopted under these final regulations is that a deduction for any claim or expense described in Section 2053 is, with some exceptions, limited to "the amount actually paid in settlement or satisfaction of the claim or expense."  The regulations include exceptions for claims against the estate with regard to which there is a claim or asset includable in the gross estate that is "substantially related to the claim against the estate" and for claims against the estate that do not exceed $500,000 in the aggregate.  Although both exceptions allow the deduction at the time the Form 706 is filed, the amount of the deduction in each case is subject to adjustment to reflect post-death events.

The final regulations permit the consideration of events occurring after the decedent's death in determining the amount that is deductible.  Final court decisions as to the amount and the enforceability of the claim or expense will be accepted in determining the amount deductible if the courts pass upon the facts upon which deductibility depends.  A protective claim for refund may be filed before the expiration of the period of limitations for claims for refund under Section 6511(a) in order to preserve the right of the estate to claim a refund if the amount of the claim will not be ascertainable by the expiration of the period of limitations for claims and refunds.  The regulations provide that no deduction may be taken on estate tax returns for a claim that is potential, unmatured, or contested at the time the return is filed.

The requirements for the $500,000 exception found in Treas. Reg. § 20.2053-4 (c) are:  




1.
Each claim must satisfy the other requirements for deductibility.



2.
Each claim against the estate represents a personal obligation of the decedent as of the date of the decedent's death.



3.
Each claim is enforceable against the decedent's estate.



4. 
The value of each claim against the estate is determined from a "qualified appraisal" performed by a "qualified appraiser" within the meaning of Section 170.  



5.
The total amount deducted by the estate for claims does not exceed $500,000.



6.
The full value of each claim, rather than just a portion of that amount, must be deductible.  



7.
The value of each claim is subject to adjustment for post-death benefits.

These final regulations will make the resolution and payment of claims, in many estates, more complex.  This is because of the need, in many instances, to file a protective claim for refund long after the estate tax is paid and may result in unnecessary estate tax having to be paid to the government initially since the amount of the claim may not be deducted until much later when the actual amount is finally determined.

44. IRS Notice 2009-84, 2009-44 I.R.B. ____ (October 16, 2009)

IRS states that it will only be entitled to a limited re-examination of an estate tax return with respect to reviewing protective Section 2053 claims for refund

The new final regulations with respect to the deductibility of claims state that, with several exceptions, the amount of the claim is limited to the amount actually paid to satisfy a claim or expense.  Under the final regulations, if a claim or expense is not fully deductible within the period of limitations prescribed in Section 6511(a), the estate may file a protective claim for a refund to preserve the estate's right to claim a refund of tax attributable to the deduction of such claim or expense in the event it becomes deductible after the expiration of the statutory period.  Upon payment of the claim or expense, the executor may notify the IRS that the decedent's estate is ready to pursue the claim for refund.  Commentators, in responding to the proposed regulations on the deductibility of claims that were issued on April 23, 2007, expressed concern that if an estate had to file a protective claim for refund in order to claim a deduction for a claim or expense under Section 2053, the executor would be unable to rely on an estate tax closing letter because the IRS would have the ability to examine the entire Form 706 when the claim for refund was ready for consideration by the IRS.  

This notice states that if the period of limitation on assessment has expired and the IRS is notified that the timely filed protective claim for refund of tax has ripened and is ready for consideration, the IRS generally will refrain from exercising its authority to examine each item on the estate tax return to determine if there is an overpayment of tax.  Instead, the IRS will limit its examination of the estate tax return to the evidence related to the deduction under Section 2053 that was the subject of the protective claim.  To the extent that the IRS determines that the deduction under Section 2053 is allowable, the IRS will recompute the estate tax liability of the estate by allowing the deduction.

CHARITABLE PLANNING

45. Settlement of the Robertson Foundation Litigation (December 9, 2008)

Princeton University and Robertson family settle litigation over donor intent with respect to foundation’s purposes

This case, which lasted six years, was one of the most important cases dealing with the issue of “donor intent.”  Charles and Marie Robertson funded the Robertson Foundation in 1961 with $35 million of A&P stock.  The purpose of the foundation was to fund programs at the Woodrow Wilson School of Public and International Affairs at Princeton University.  The Robertson Foundation was established as a Section 509(a)(3) supporting organization.  The board of trustees consisted of representatives from Princeton and the Robertson family; however, Princeton had the majority representation on the board.

Members of the Robertson family sued Princeton in 2002 arguing that the funds of the Foundation were not being used in accordance with the purposes of the Foundation enumerated by Charles Robertson.  Mr. Robertson’s hope was that the Foundation would be used to “strengthen the government of the United States and, in doing so, assist people everywhere who sought freedom with justice.”  According to the Robertson family, the mission of the Foundation was to train government workers with particular emphasis on international affairs.  The Robertsons noted that the number of Wilson School graduates going into government service had, in fact, declined over the years.  The Robertson family also accused Princeton of wrongly spending $100 million to support various university programs outside the scope of the mission of the Robertson Foundation.  This included using Foundation funds to construct a new building.

The case settled on the eve of trial.  Under the settlement agreement, the Robertson Foundation was to be dissolved and Princeton was granted complete control of the funds.  Those funds will be used as an endowment to support graduate programs of the Wilson School.  In return, Princeton agreed to pay out of the funds of the Robertson Foundation $50 million to a new foundation controlled by the Robertson family to support organizations or academic programs that prepare graduate students for public service and $40 million to reimburse the Robertson family for the amount it spent on legal fees in the case.  The funds to be received by Princeton may currently be worth between $600 and $700 million.  In addition, Princeton is estimated to have incurred between $20 and $40 million in legal fees in defending the case.

46. T.D. 9403 (June 24, 2008) 

IRS issues final rules on the effect of unrelated business taxable income on charitable remainder trusts

The Tax Relief and Health Care Act of 2006, which President Bush signed into law on December 20, 2006, changed one unfavorable rule for charitable remainder trusts.  Prior to 2007, if a charitable remainder trust had any unrelated business taxable income (“UBTI”) in a given year, the charitable remainder trust lost its tax exempt status and all of the income of the charitable remainder trust was taxable that year.  The Act provided that for 2007 and thereafter, the charitable remainder trust would, instead, be subject to a 100% excise tax on any UBTI generated by the trust in the given year; however, none of the other income of the trust in that year will be subject to income tax.  Because the penalty for UBTI in a charitable remainder trust is still high, the charitable remainder trust should continue to avoid UBTI.  

In the final regulations, the IRS stated that the UBTI of the charitable remainder trust is considered to be income of the trust in determining the character of the income distributions under the tier system.  The IRS stated that the income is allocated among the trust income categories without regard to whether any part of that income constitutes UBTI.  In addition, the excise tax imposed upon a charitable remainder trust with UBTI is treated as paid from corpus.

47. Letter Ruling 200832003 (August 8, 2008)

IRS permits testamentary trust to be reformed into a valid charitable remainder unitrust

The federal estate tax charitable deduction is available for outright gifts to charities and for split interest gifts that are in the form of a charitable remainder trust, a charitable lead trust, or a pooled income fund.  If a split interest charitable gift fails to fall into one of these three categories, no federal estate tax charitable deduction is available.

In this letter ruling, the decedent at death established a trust for the benefit of his brother and sister.  During the lifetimes of the brother and the sister, the brother and the sister were to receive all of the income from the trust.  After the death of the brother and the sister, the remaining property was to be distributed to three charities in equal shares.  The remainder interest in the trust failed to qualify for the federal estate tax charitable deduction because the trust was not a charitable remainder trust.  Within the required period (by the ninetieth day after the due date of the federal estate tax return), the executor instituted proceedings to reform the trust under Section 2055(e)(3) so as to qualify the trust as a charitable remainder unitrust. The local court permitted the requested reformation.

The IRS, not surprisingly, concluded that the reformation of the trust was a qualified reformation since the reformation was effective under local law and the trust, as reformed, met the requirements for a charitable remainder unitrust.  As a result, an estate tax charitable deduction was permitted for the present value of the remainder interest as determined under the IRS valuation tables.

48. Revenue Procedures 2008-45 and 2008-46, 2008-30 I.R.B. 224 (July 25, 2008)

IRS releases sample charitable lead unitrust provisions

The IRS released Revenue Procedures 2007-45 and 2007-46 providing sample forms, annotations, and alternate provisions for inter vivos and testamentary charitable lead unitrusts (“CLUTs”).

The suggested language is similar in many respects to that previously provided by the IRS for charitable lead annuity trusts in 2007 in Revenue Procedures 2007-45, 2007-29 I.R.B. 89, and 2007-46, 2007-29 I.R.B. 102 (June 22, 2007) and to the form language already being used by most practitioners.

Sample forms are provided for both grantor and nongrantor CLUTs and for a lead period measured by one or more lives as well as a term of years.

49. Revenue Ruling 2008-41, 2008-30 I. R. B. 170 (July 8, 2008)

IRS permits pro rata division of charitable remainder trusts into two or more separate trusts

In this revenue ruling, the IRS examined the following five issues:

1. Does the pro rata division of a charitable remainder trust into two or more separate trusts cause the original trust or the resulting trusts to fail to qualify as  valid charitable remainder trusts?  

2. Upon the pro rata division of a charitable remainder trust into two or more separate trusts, what is the basis of each separate trust’s share of each asset and does the holding period of the original trust extend to the holding periods of the new trusts?

3. Do the private foundation excise taxes apply to the pro rata division of a charitable remainder trust?

4. Is the pro rata division of a charitable remainder trust an act of self dealing under the private foundation rules?

5. Is the pro rata division of a charitable remainder trust a taxable expenditure under the private foundation rules?

Two fact situations are presented in this revenue ruling.  In the first fact situation, two or more individuals are entitled to an equal share of the annuity or unitrust amount.  Upon the death of one recipient, each surviving recipient becomes entitled to an equal share of the deceased recipient’s annuity or unitrust amount.  Only at the death of the last private beneficiary does the property pass to the charities.  The state court having jurisdiction over the charitable remainder trust approves a pro rata division of the trust into separate and equal trusts with one trust for each recipient then living.  The separate trusts may have different trustees.  Each asset of the charitable remainder trust is divided equally among and transferred to the separate trusts.  The governing provisions of each trust are the same except that after the division of the trust, each separate trust has only one recipient, each separate trust is administered and invested independently by its trustees, upon the death of the recipient, if the other trusts have living recipients, the property is transferred to them, and upon the death of the last surviving recipient, that recipient’s trust passes to the remainder beneficiaries.

In the second situation, the charitable remainder trust has two recipients who are obtaining a divorce.  Each separate trust in the second situation provides that upon the death of the recipient, the recipient’s separate trust terminates and the assets pass to the charitable remaindermen.

The IRS found that the division of the original charitable remainder trust into new separate trusts will not cause the original charitable remainder trust to fail to qualify as a charitable remainder trust.  Because of the pro rata division, the total annuity amount or unitrust percentage paid after the division will be the same as under the original charitable remainder trust.  As a result, each private recipient and the remainder beneficiary will have the same beneficial interests before the division and after.

Interestingly with respect to the first situation, the transfer of assets among the separate trusts at the death of a recipient is not treated as a transferred remainder interest with gift tax consequences or a prohibited additional contribution to a charitable remainder annuity trust (a charitable remainder annuity trust will fail if additional contributions can be made after the initial contribution; a charitable remainder unitrust can receive additional contributions.  

With respect to the second issue, Section 1015 will cause the basis of the appreciated property transferred to new trusts to be the same as the basis of the property in the original trust.  Moreover, under Section 1223(2), the holding period of the original donor to the trust will be included in the holding period of the transferee.

With respect to the third issue, the IRS found that the transfer of assets from the original trust to a separate trust will not terminate the trust’s private foundation status upon the division into two trusts because the beneficiaries would have the same interests before and after the division and consequently no notice of termination would be filed.  With respect to the fourth issue which concerns self dealing, even if the recipients were disqualified persons under the private foundation rules, there is no self dealing because the recipients only have the right to annuity or unitrust payments and as a result of the pro rata distributions from the original trust to the new separate trusts, they do not receive any additional interest in the assets of the trust.  Consequently, there is no transaction that would be subject to the self dealing rules under Section 4941.  Finally, the pro rata division into two or more separate trusts is not considered a taxable expenditure under Section 4945.

50. Technical Advice Memorandum 200840008 (October 3, 2008)

Non-judicial reformation of trust fails to qualify trust as charitable remainder trust  

Decedent’s will provided that 25% of the net income of his estate was to be paid annually to beneficiary A during her life and 25% was to be paid to beneficiary B during her life.  The rest of the income was to be distributed annually in the discretion of the trustees to charities.  Upon the death of both A and B, the trust was to terminate and the remaining assets were to be distributed to a charity or charities selected by the trustees. 

Because this trust failed to meet the requirements for a valid charitable remainder trust under Section 2055(e)(2), the executors filed with the local court a document entitled “Notice of Proposed Division of Trust.”  The notice stated that the trust did not meet the requirements for a valid charitable remainder trust and therefore the interest passing to charity would not qualify for the estate tax charitable deduction.  Under the notice, the executors intended to split the trust assets into two separate equal trusts. The first trust would provide that all of the income be distributed to qualified charities.  The second trust would distribute 50% of the income to A for life and 50% to B for life.  After each of A and B’s deaths, the remaining property would be distributed to charities.

The IRS noted that the proposed reformation did not meet the requirements of Section 2055(e) for two reasons.  First, the reformation was not commenced within the time period required by Section 2055 (e)(3) (within ninety days after the due date for the estate tax return, including extensions).  Second, even after the reformation, the part of the trust passing for the benefit of A and B was not converted into a charitable remainder annuity trust or unitrust.  Instead, A and B were entitled to all of the income from their respective portions of the trust.

51. ESB Financial v. United States , 2008 WL 4758665 (D. Kan. 2008)

Non-qualifying charitable remainder trust denied estate tax charitable deduction

Upon Virginia Briggs' death on January 26, 2002, a portion of her estate funded a charitable remainder trust.  The charitable remainder trust provided that all of the net income be paid to Virginia’s daughter, otherwise to her nephew.  Upon the death of both of the daughter and the nephew, the remaining balance was to be distributed to a charity to be determined by the trustee.  The estate was granted an extension of time to file the federal estate tax return.  It filed the estate tax return on April 26, 2003 and claimed an estate tax charitable deduction of $328,316.  This represented the present value of the remainder interest passing to the charitable remainder trust.  

On April 8, 2004, ESB Financial filed a petition to retroactively modify the terms of the charitable trust to conform the trust to the requirements of Section 2055 for a valid charitable remainder trust.  The modification was approved by the District Court of Lyon County, Kansas on May 11, 2004. 

 The IRS disallowed the estate tax charitable deduction and argued that the estate tax charitable deduction should be disallowed because the executor failed to commence an action for reformation of the original instrument until nearly a year after the date for doing so that is required by Section 2055(e)(3).  This section requires that the reformation action be started not later than the ninetieth day after:

· If an estate tax return is required to be filed, the last day (including extensions) for filing such return; or 

· If no estate tax, return is required to be filed, the last day (including extensions) for filing the income tax return for the first taxable year for which such a return is required to be filed by the trust.

The court was convinced that the 90-day requirement was binding and had to be strictly construed.  As a result, the estate tax charitable deduction was denied.

52. Sklar v. Commissioner, 549 F.3d 1252 (9th Cir. 2008)

Tuition payments to Orthodox Jewish day schools are not deductible as charitable contributions

The Ninth Circuit Court of Appeals upheld the decision of the Tax Court to deny income tax charitable deductions to parents who paid tuition to two Jewish day schools for both the religious and secular education of their five children and who claimed income tax charitable deductions for a portion of the tuition payments.  The parents claimed, and the schools affirmed, that 55% of the educational program was devoted to Jewish traditions and religion and 45% was devoted to secular subjects.  

The Tax Court determined that payments for both secular and religious education were not charitable gifts, as there was not an exclusively charitable purpose for the transfer.  In addition, the tuition rates at the two Jewish day schools were roughly comparable to the rates at Los Angeles area private schools that did not provide religious education.  Consequently, there was no proof that the payment was a charitable gift for an excess benefit. 

 This case, as well as previous cases brought by the Sklars, resulted from a confidential closing agreement between the Internal Revenue Service and the Church of Scientology that purportedly allowed deductions for certain religious educational services, including auditing and training.  The Sklars had learned of the confidential ruling and had amended earlier tax returns and filed a return for 1993 including new deductions for a portion of the tuition they had paid to their children’s schools.  The IRS allowed these deductions; apparently, under the impression the Sklars were Scientologists.  The Sklars claimed similar deductions in 1994 and later, but these were disallowed.

53. Letter Ruling 200920031 (May 15, 2009)

Transfer of appreciated securities from charitable lead annuity trust to private foundation will cause grantor to recognize gain

In a charitable lead trust, the charitable beneficiaries receive a stated amount (either an annuity or unitrust amount) each year for a specified term of the years and at the end of the term, the remaining corpus is distributed to or in trust for the grantor's descendants or other non-charitable beneficiaries.  Generally, when the grantor creates the trust, the grantor will not receive an income tax charitable deduction.  One exception is where the charitable lead trust is a grantor trust for fiduciary income tax purposes.  In this event, the grantor is entitled to claim an income tax charitable deduction in the taxable year in which the trust is created for the present value of the annuity interest. However, the income of the trust in the years after its creation will be taxable to the grantor with no further charitable deduction allowed, even though the trust actually distributes the income to charity. 

In this letter ruling, the charitable lead annuity trust was a grantor trust for income tax purposes and was required to make the set annuity payments to a private foundation each year for a term of 20 years.  The trustee now wished to distribute appreciated securities to the private foundation rather than cash.  The IRS relied upon Revenue Procedure 2007-45, 2007-2 C.B. 89, which provides guidelines for creating charitable lead annuity trusts and which states that if the trustee of a charitable lead annuity trust distributes appreciated property in satisfaction of the required annuity payment, the donor realizes capital gain on the assets that were distributed to satisfy part or all of the annuity payment.  The trustee had cited Revenue Ruling 55-410 which states that the satisfaction of a mere pledge to a charity with appreciated property does not give rise to capital gains.  The IRS stated that Revenue Ruling 55-410 does not apply to the situation in this letter ruling.  Here the trust was required to make the annuity payments to the private foundation and the charity has a claim against the assets of the charitable lead annuity trust which would be satisfied by the transfer of the appreciated securities.  Consequently, the donor would recognize the gain because the distributions from the charitable lead annuity trust are in satisfaction of an obligation and not a mere pledge to pay a fixed sum. 

54. Letter Ruling 200932020 (August 7, 2009)

IRS permits reformation of charitable remainder trust to include a private foundation as permissible beneficiary
This letter ruling is a good reminder of some of the considerations that must be taken into account in drafting a charitable remainder trust.  Here, Husband and Wife created a private foundation.  Subsequently, Husband and Wife created a charitable remainder unitrust to pay the unitrust amount annually to Son during his lifetime.  Upon Son's death, the property remaining in the charitable remainder unitrust was to be paid to the private foundation.

The first issue was whether the trust could be reformed to permit private foundations to be permissible remaindermen of the trust.  In administering Husband's estate, Son became aware that the definition of permissible charitable beneficiaries would not permit private foundations to be remaindermen.   Son, as trustee of the charitable remainder trust, filed a petition to reform the trust to permit private foundations to be permissible remaindermen.  The attorney who drafted the charitable remainder trust submitted a declaration that the clear intention of Husband and Wife was to permit private foundations to be the remainder beneficiaries.  

The IRS concluded that the reformation of the charitable remainder trust would not adversely affect the qualification of the trust as a charitable remainder unitrust.  This was because, among other things, the attorney who drafted the charitable remainder unitrust had used his standard form which did not permit private foundations to be remainder beneficiaries and failed to modify the language from the form.   

The second issue involved the impact of the retention by the Husband of the right to substitute charitable beneficiaries of the trust on the amount of the property in the charitable remainder trust to be included in Husband’s estate under Section 2036.  With respect to this issue, the Service concluded that only the value of the charitable remainder interest, as of the date of Husband's death, would be included in Husband's estate under Section 2036.  Moreover, Husband's estate would qualify for an estate tax deduction under Section 2055 for the amount of the property of the charitable remainder trust included in Husband's gross estate.  The end result was a wash for federal estate tax purposes.

55. Estate of Christiansen v. United States, ____ F.3d. ____, 2009 WL 3789903 (8th Cir. 2009)

Partial disclaimer of amount determined by formula to private foundation was valid

This was an appeal of one issue that arose in Christiansen v. Commissioner, 130 T.C. 1 (January 24, 2008), in which the Tax Court denied the validity of  a disclaimer of property to a charitable lead annuity trust, but permitted a  disclaimer using a defined value formula to a private foundation.

Mother and Daughter lived in South Dakota where both operated their own farming and ranching operations.  Both Mother and Daughter were deeply involved in their community and both served on the boards of many charitable organizations.  They wanted some way to permanently fund projects in education and economic development.  To do so, on the advice of a local law firm, they established a charitable foundation as part of Mother’s estate plan.  The Foundation was intended to fund charitable causes at a rate of about $15,000 annually.  The initial funding was $50,000 and it was expected that a testamentary charitable lead annuity trust to be established in Mother’s will would provide $12,500 a year for twenty years.  At the end of the twenty year period, any property remaining in the charitable lead annuity trust would pass to Daughter.

The issues in the case at the Tax Court level arose from some “complex wrinkles” in Mother’s estate planning.  The first wrinkle was the organization of Mother’s farming and ranching operations, which were previously run as sole proprietorships, into family limited partnerships.  Mother kept 99% limited partnership interests.  Daughter and her husband were the two members of the limited liability company that was the 1% general partner of each of the two family limited partnerships.

The second wrinkle was that Mother left all her property to Daughter rather than dividing it between Daughter, the foundation, and the charitable lead annuity trust.  Mother’s will provided that if Daughter disclaimed any part of Mother’s estate, 75% of the disclaimed part would go to the charitable lead annuity trust and 25% would go to the foundation.

After Mother’s death in April 2001, the value of the estate was determined to be $6,500,000 after taking account of the discounts for the family limited partnership interests. Daughter then executed a partial disclaimer, the intention of which was to disclaim that amount of the estate exceeding $6,350,000.  This figure was the amount that Daughter believed would allow the continuation of the family businesses and would provide for Daughter and her family in the future.  In drafting the disclaimer a defined value fractional formula was used so that if the value of the estate was increased for federal estate tax purposes, the excess would go to the charitable lead annuity trust and the foundation.  Much of any excess would escape federal estate tax because of the estate tax charitable deduction.  The disclaimer also contained a savings clause.

Upon audit, the value of the estate was increased from $6,500,000 to almost $9,580,000.  If the formula disclaimer worked as intended, $2,422,000 would pass to the charitable lead annuity trust and $807,000 would pass to the foundation.  The IRS asserted that the disclaimer was not qualified and therefore property disclaimed failed to qualify for the estate tax charitable deduction.  The Tax Court held that Daughter’s disclaimer of 75% of the property to the charitable lead annuity trust was invalid because Daughter was the remainder beneficiary of the charitable lead annuity trust.  For a disclaimer to be effective under Section 2518, the disclaimed property must pass to some one other that than the disclaimant (subject to the exception for surviving spouses).

With respect the disclaimer to the foundation, the IRS argued that the use of the defined value formula made the disclaimer ineffective.  The IRS stated that any increase in the amount disclaimed was contingent on a condition subsequent and that the use of the phrase “as finally determined for federal estate tax purposes” for determining the amount of disclaimed property was void as contrary to public policy.  According to the IRS, the use of such a formula would discourage the IRS from examining estate tax returns because any deficiency would be offset by an equivalent charitable deduction.

To qualify for the estate tax charitable deduction, the amount passing to charity must be ascertainable as of the date of the decedent’s death.  The IRS felt that is requirement was not met.  The Tax Court disagreed, noting that the value of property passing to charity is routinely increased or decreased on audit without affecting the charitable deduction.  The Tax Court also disagreed with the analogy made by the IRS to the phrase used in Commissioner v. Procter, 142 F.2d 824 (4th Cir. 1944).  In Procter, the Court held that a clause requiring a gift to revert to the donor if it was subject to gift tax was an illegal condition subsequent.  The Tax Court distinguished this situation from that in  Procter by saying that the fractional disclaimer to the foundation would not undo a transfer, but merely reallocate the property among Daughter, the charitable lead annuity trust, and the foundation.  Thus, the Tax Court found a situation in which a defined value clause would work to prevent the imposition of additional estate tax.

The only issue before the Eighth Circuit was the validity of the disclaimer of 25% of the property over $6,350,000 as adjusted for federal estate tax purposes to the private foundation.   The Service made the same two legal arguments that it made at the Tax Court level.  First, the Service argued that because the overall value of Mother’s estate was not finally determined until after the conclusion of the Service’s successful challenge of the valuation of the family limited partnerships, a transfer based upon the value “as finally determined for federal estate tax purposes” was dependent upon a “precedent event” contrary to the provisions of Treas. Reg. § 20.2055-2(b)(1).  Second, the Service contended that permitting partial disclaimers of property over a fixed amount would act as a disincentive for the Service to audit estates in which the formula disclaimers were made since no additional tax revenue would be realized if such estates were audited.  Because of this disincentivising effect, the Service said that such disclaimers were contrary to public policy. 

The Eighth Circuit rejected the first argument by noting that the Service failed to distinguish between those post-death events that actually change the value of an asset or estate after the death of a decedent and those post-death events that are “merely part of the legal or accounting process of determining value at the time of death.” The Court looked at cases in which, for example, the gift to charity was dependent upon the testator’s daughter dying without descendants, Commissioner v. Sternberger’s Estate, 348 U.S. 187 (1955), or where the gift to the charity was one of the remainder of the trust and the trust’s primary beneficiary could invade the principal, Henslee v. Union Planters, 335 U.S. 595 (1949).  The Eighth Circuit also cited Treas. Reg. § 20.2055-2(e)(2)(vi)(a) in which the Service recognized that references to values as finally determined for federal estate tax purposes are sufficient for the value of a guaranteed annuity interest  to be determinable as of the date of death or creation.

The Court also rejected the Service’s second argument that the Court should interpret the statutes and regulations to maximize the incentive of the Service to challenge and audit returns.  First, the role of the IRS is to enforce the tax laws, not to increase the amount of revenue.  Second, there was no evidence of a clear Congressional policy to maximize the incentives for the IRS to audit returns.  Instead, the purpose of the charitable deduction is to encourage taxpayers to make charitable gifts.  Third, the Service was wrong in its belief that a policy of not encouraging audits would encourage executors and administrators to understate the value of assets.  Instead, they are bound by state law to perform their responsibilities or otherwise face criminal or civil penalties.  Moreover, charitable beneficiaries in a situation such as this would want to see the values maintained since that would give them more.  The Court believed that there are sufficient mechanisms in place to ensure the accurate valuation of assets.

Thus, the Court found a situation in which a defined value clause would work to prevent the imposition of additional estate tax.  This case can serve as a model for the use of defined value formulas in other contexts as well.

GENERATION SKIPPING

56. Regulation 14775-06 (April 16, 2008)

IRS issues proposed regulations on Generation Skipping Transfer Tax filing extensions
Section 2642(g)(1), when enacted in 2001, directed the Treasury Department to issue regulations describing the circumstances and procedures under which an extension of time would be granted for:


1.
The allocation of GST exemption;

2.
The election not to have a deemed allocation of GST exemption apply to a direct skip;

3.
The election not to have the deemed allocation of GST exemption apply to an indirect skip; and

4.
The election to treat any trust as a GST Trust to which GST Exemption would be allocated for purposes of the automatic allocation rules.

In Notice 2001-50, 2001-2 C.B 189, the IRS provided a way in which an extension of time to make an allocation, of GST exemption could be granted.  Notice 2001-50 provided that relief would be granted under Treas. Reg. § 301.9100-3 if a taxpayer satisfied the requirements of those regulations and established that the taxpayer acted reasonably and in good faith and that a grant of the requested relief would not prejudice the interests of the government.  If relief was granted, the allocation was to be made based on the value of the property as of the date of the original transfer and the allocation would be effective as of the date of the original transfer.  

On August 2, 2004, IRS issued Revenue Procedure 2004-46, 2004-2 C.B. 142, which provided a simplified method to obtain an extension of time in which to allocate GST exemption in certain limited situations.  This Revenue Procedure applied with regard to an inter vivos transfer to a trust if the following requirements were met.


1.
The transfer qualified for the gift tax annual exclusion;

2.
The sum of the amount of the transfer and all other gifts by the transferor to the donee in the same year did not exceed the applicable annual exclusion amount for that year;


3.
No GST exemption was allocated in the transfer;


4.
The taxpayer had unused GST exemption to allocate to the transfers; and

5.
No taxable terminations had occurred as of the filing of the request for relief.  

The IRS has also issued numerous private letter rulings under Treas. Reg. § 301.9100-3 with respect to an extension of time to timely allocate GST exemption in which transferors failed to allocate GST exemption to a trust on a timely filed gift or estate tax return.  The IRS issued these proposed regulations with the intent to replace Treas. Reg. § 301.9100-3.  Under the proposed regulations, requests for relief under Section 2642 (g)(1) will be granted when the taxpayer establishes that the taxpayer acted reasonably and in good faith and that the grant or relief will not prejudice the interest of the government.  Factors demonstrating that a transferor or his or her representatives acted reasonably and in good faith include:


1.
The intent to timely allocate GST exemption;

2.
The occurrence of intervening events beyond the control of the transferor that caused the failure to allocate GST exemption;

3.
The lack of awareness by the transferor or his or her representative of the need to allocate GST exemption to the transfer.  In this situation the transferor or his or her representative must have exercised reasonable diligence taking into account the experience of the transferor or the representative and the complexity of the GST issue;

4.
Evidence of consistency by the transferor in allocating GST exemption; and

5.
Reasonable reliance by the transferor or the executor on the advice of a qualified tax professional.

Factors that will be used to determine if the interest of the government would be prejudiced include:

1.
Would the grant of the requested relief permit the use of hindsight to produce an economic advantage to the transferor or his or her beneficiaries;

2.
Did the transferor or the representative delay filing the request for relief with the intent to deprive the IRS of sufficient time to challenge the transfer;

3.
A determination that granting relief would be unreasonably destructive or make it difficult to adjust the GST tax consequences of a taxable termination for distribution. 

It is unclear that these proposed regulations will make the procedure for requesting an extension of time to make a timely allocation of GST exemption less cumbersome than it currently is.  

57. Letter Ruling 200821013 (May 23, 2008) 

IRS rules on estate tax and generation skipping tax consequences of exercise of power of appointment

This letter ruling does not present any unique issues.  However, it does provide a good discussion of the rules governing taxable general powers of appointment and avoiding the loss of grandfathered status for trusts created prior to September 25, 1985 through the exercise of a limited power of appointment.
This letter ruling concerns two irrevocable trusts that were created prior to September 25, 1985, and consequently were grandfathered from the generation skipping tax.  Under the terms of the first trust, Trust A, the taxpayer received net income for life.  After the taxpayer’s death, the trust income was to be paid to the taxpayer’s spouse if then living.  The taxpayer was also entitled to discretionary distributions of principal for support, care, health and maintenance.  The taxpayer was given an annual 5 by 5 power over the trust corpus.  The taxpayer also had a testamentary power of appointment to his spouse and issue.  The taxpayer wished to execute the power of appointment so that any portion of Trust A included in his estate would be distributed to a separate nonexempt trust for the benefit of the spouse that would avoid adverse estate tax consequences by qualifying for the marital deduction.  The balance would be distributed either outright or in trust for children of the taxpayer.  

The first issue addressed by the IRS whether the exercise by the taxpayer of the limited power of appointment would cause property to be included in the taxpayer’s estate.  The Service stated that the exercise by the taxpayer of the limited power of appointment would not cause inclusion of the property of the trust in the taxpayer’s estate because the power to appoint was not exercisable is favor of the taxpayer, his estate, or the creditors of his estate (the common definition of a taxable general power of appointment under Section 2041).  Also, the taxpayer’s discretionary power to distribute corpus to himself was limited to an ascertainable standard and therefore would not be taxed as a general power of appointment.  The IRS noted that property subject to the non-cumulative 5 by 5 power in the year of the taxpayer’s death would be included in the taxpayer’s estate.  

The second issue was whether the proposed exercise of the limited power would cause any of the property of the trust to lose its exemption from generation skipping tax.  The IRS stated that because the power was a limited power of appointment and not a general power of appointment and because the proposed exercise by the taxpayer would not postpone or suspend the vesting beyond the rule of against perpetuities period as determined from the creation of the trust; Trust A would not lose its grandfathered status.  However, property subject to the 5 by 5 power in the year of the taxpayer’s death would lose its exemption from generation skipping tax.

58. Letter Ruling 200908003 (February 20, 2009)

Distributions from GST exempt trusts were not subject to GST Tax 

Upon settlor’s death prior to September 25, 1985, two trusts were established.  The first was a marital trust and the second was a residuary trust.  As was typical at the death of the first spouse before 1982 (when the unlimited marital deduction became effective), the marital trust was equal to one-half of settlor’s gross estate and the residuary trust received the balance.  Under the terms of the marital trust, the trustee was to pay all of the net income to the spouse at least quarterly and to distribute principal under a non-ascertainable standard.  The surviving spouse was given a general power of appointment over the assets in the marital trust.  Spouse never exercised the general power of appointment.  When the spouse died, all the property in the residuary trust and the marital trust was divided into separate trusts for Son 1 and Son 2.  The residuary trust was exempt from GST Tax because it was grandfathered.  With respect to the marital trust, the spouse’s estate allocated all of spouse’s GST exemption to the trust and, as a result, the marital trust had an inclusion ratio of zero and was thus completely exempt from GST Tax.

Son 1 petitioned the court to terminate his trust.  The court permitted the termination of son 1’s trust subject to the trustee receiving a favorable ruling that the termination would not result in adverse GST Tax consequences.  Because the residuary trust was grandfathered and because the spouse allocated exemption to the marital trust to completely exempt it, it was determined that the termination of  Son 1’s trust would not be subject to GST tax.

59. Letter Ruling 200906017 (February 6, 2009)

Executor given extension of time to elect out of the automatic allocation rules for GST exemption

In this letter ruling, an individual created a split-interest trust.  The estate tax inclusion period (ETIP) ended.  The attorney advised the taxpayer both upon the creation of the trust and again when the trust ended and taxpayer decided not to allocate any GST exemption to the transfer of the trust property when the ETIP period ended.  A gift tax return was filed for the year in which the split-interest trust was created.  However, the attorney failed to advise the taxpayer that a gift tax return would have to be filed for the year in which the ETIP period ended in order to elect out of the rules for the automatic allocation of GST exemption.  Treas. Reg. § 26.2632-1(c)(2)(ii) provides that the election to opt out of the automatic allocation rules for GST exemption at the end of the ETIP period must be filed even if a gift tax return is not otherwise required to be filed for that year. 

Under Treas. Reg. § 301.9100-3, a taxpayer can be permitted to make a late election if the taxpayer is deemed to have acted reasonably and in good faith and that granting relief will not prejudice the interests of the government.  A. taxpayer is deemed to have acted reasonably and in good faith if the taxpayer reasonably relies on a qualified tax professional and the tax professional failed to make or advise the taxpayer to make the election.

Because the taxpayer in this situation had relied upon the attorney with respect to whether he would have to file a second gift tax return to opt out of the automatic allocation rules, an extension of time to file the necessary gift tax return to opt out of the automatic allocation rules was permitted.

60. Letter Rulings 200902008, 200902009, and 200902010 (January 9, 2009)

Letter Rulings address the gift and generation-skipping transfer tax consequences of the investment in limited partnerships by generation-skipping transfer (“GST”) tax grandfathered trusts

In each of these three letter rulings, husband and wife had, prior to September 25, 1985, created an irrevocable trust for the benefit of a grandson.  The grandson was the sole beneficiary of his trust during his lifetime.  The trustees of the trusts were a bank and two individuals.

The governing state law gave trustees discretion to invest and reinvest trust property, as they consider proper.  State law also provided that a trustee may exercise any powers necessary or appropriate to carry out the purposes of the trust.  These powers were similar to those granted to a trustee under the Uniform Trust Code.

Each grandson was also the sole beneficiary of a number of other trusts.  The trustees of each grandson’s other trusts placed the marketable securities held in these trusts in a custodian account with Financial Services Corporation (“FSC”) in order to have integrated reporting of asset performance, both individually for each trust and in the aggregate for all of the grandson’s trusts.

The trustees desired to include the marketable securities of the trusts in this integrated reporting.  However, legal counsel for the corporate trustee advised that the Comptroller of the Currency requires the trustee to maintain custody of the trust assets.  In order to allow the trust assets to be included in the FSC reporting, the trustees formed a wholly owned LLC.  The trustees contributed the trust’s marketable securities to a newly formed limited partnership in exchange for a 99.9% limited partner interest.  The LLC owned a 0.1% general partner interest in the partnership.  The partnership then placed its assets in a custody account with FSC.

The rulings specified that the Partnership Agreement and the LLC Agreement will be amended to require the partnership to distribute (1) the “net cash from operations” and (2) amounts sufficient to allow any partner that is a trust to make any distributions required by the applicable trust instrument of such trust.  Net cash from operations would be treated as being equivalent to net income under state law.

The parties requested rulings that the formation of the partnership would not be a taxable gift for gift tax purposes and would not cause the trust to be subject to GST tax.

The IRS granted each of the requested rulings and concluded that the operation and management of the trust assets would not result in a shift of any beneficial interest 

in the trust to any beneficiary who occupies a generation lower than the persons holding the beneficial interests prior to the distribution and would not extend the time for vesting of any beneficial interest in the trusts beyond the period provided for in the trust agreements.  The IRS further concluded that the operation and management of the trust assets would not cause the trusts to lose their exempt status for GST tax purposes, and the receipt of partnership interests by the trusts would not be treated as additions to the trusts for GST tax purposes.

Finally, the IRS concluded that the operation and management of the trust assets would not cause any beneficiary of the trusts to have made a taxable gift for federal gift tax purposes under Section 2501.

The IRS has in the past issued similar rulings on the effect of a trust’s investment in a partnership or LLC.  In Letter Ruling 200346008, the IRS ruled that the investment of trust assets in an LLC would not cause the trusts to lose their GST tax-exempt status.  The LLC Operating Agreement in Letter Ruling 200346008, similar to the Partnership and LLC Agreements in the three rulings described above, also required that the LLC distribute at least all of the net income of the LLC, such amount to be determined as though the LLC were a trust.  The rulings do not explain the inclusion of these LLC or partnership distribution requirements.  The trustees may have required them in order to avoid a later claim that they invested in entities that could trap income and prevent the trust beneficiaries from receiving the income to which they otherwise would have been entitled.  Alternatively, in discussions with the taxpayers, the IRS may have required such distribution provisions in order to issue the ruling.  Similar distribution requirements can also be found in Letter Rulings 200531008, 200531009 and 200531010.  In planning, careful attention should always be given to distribution provisions and the definition of income.

61. Letter Ruling 200839025 (September 26, 2008)

Proposed modifications to GST exempt irrevocable trust will not cause trust to lose GST exemption  

This is one of three identical letter rulings that were issued with respect to GST exempt trusts.  The trust in this ruling was created for a grand niece.  The trusts were exempt from GST tax because of the allocation of GST exemption by the grantor upon the creation of the trust.

Each trust provided that the trustee could distribute income and principal for support and for medical, dental, hospital, and nursing expenses.  The aggregate distributions each year to the grand niece and her descendants could not exceed 1% of the value of the trust assets determined on an annual basis.  The trustee had moved the situs of the trust to another state.  In addition, because of ambiguities in the distribution standards and the responsibilities of different trustees, the grantor wanted to modify the trust as follows:

· The grantor wanted to increase the discretionary distributions of trust assets to the grand niece and the descendants of the grand niece by removing the limitations on the amount of discretionary distributions; and

· The grantor wanted to increase the number of trustees so that the trust powers could be segregated to provide a clear delineation of responsibility between an investment trustee, a benefits trustee, and an administrative trustee.  

The ruling holds that the proposed modification to remove the 1% limitation on discretionary distributions that could be made to the beneficiaries as a group would not shift a beneficial interest in the trust to any beneficiary who occupied a lower generation than the person who held the beneficial interest prior to the modification and would not extend the time for vesting any beneficial interest beyond the period provided for in the original trust.  It noted that a change that would not affect the GST status of a trust that was grandfathered from GST tax on September 25, 1985 should similarly not affect the exempt status of this trust which was exempted from GST tax through the allocation of exemption.

The change of situs was not an issue because neither the former state nor the current state had a rule against perpetuities.  Moreover, the changes in the responsibilities and the number of trustees were not issues because they related to the administration of the trust and not to the rights of the beneficiaries.  Consequently, the proposed modifications would not cause the trust to lose its GST exemption or cause distributions to be subject to GST tax.  

62. Letter Ruling 200838022 (September 19, 2008)

Allocation of decedent’s GST exemption was void and ineffective because decedent’s child possessed general power of appointment over the trust

Decedent left his stock in a closely held Subchapter S Corporation to an irrevocable trust that decedent established during his life.  The trust was apparently drafted to meet the requirements for a Qualified Subchapter S Trust (“QSST”) under Section 1361(d)(3). Under the terms of the trust, the income was to be paid to decedent’s daughter until the daughter reached age 21.  All of the net income was to be paid to daughter after obtaining age 21 and principal could be distributed in the trustee’s discretion.  Daughter was to receive 1/3d of the principal of the trust at age 25, 1/3d at age 30 and the balance at age 35.  The daughter was given a testamentary general power of appointment if she died before receiving the entire principal.  If the daughter failed to exercise the power of appointment, the property would be distributed, per stirpes, to her descendants.  

On decedent’s federal estate tax return, the executor allocated decedent's entire GST exemption to the trust.  Daughter died after reaching age 25 but before obtaining age 30.  During the administration of daughter’s estate, it was determined that decedent’s executor had erroneously allocated GST exemption to the trust on decedent’s federal estate tax return.  This because the property in the trust either was subject to complete distribution to the daughter if she survived until age 35 or was subject to daughter’s testamentary power of appointment if she died prior to age 35.   As a result, daughter was the “transferor” for GST tax purposes of the trust pursuant to Section 2652(a).  Because only “transferors” can allocate GST exemption, decedent’s allocation of GST exemption of the trust was void and of no effect.  

The Service concluded that decedent’s GST exemption was automatically allocated under Section 2632 (e) to other dispositions that he made in his will.

63. Letter Ruling 200910004 (March 6, 2009)

Allocation of GST exemption with respect to exempt marital trust in excess of stated amount was void

Husband predeceased wife.  Husband’s estate plan created a credit shelter trust, an exempt QTIP marital trust, and a non-exempt QTIP marital trust.  Wife died subsequently.  In preparing the federal estate tax return for the wife, the attorney discovered that in reporting the QTIP election and the reverse QTIP election on husband’s federal estate tax return, the value of the property passing to the exempt marital trust had been incorrectly listed.  As a result, an excessive amount of GST exemption had been incorrectly allocated to the exempt marital trust.  

The ruling held that any allocation of GST exemption to the exempt marital trust over the amount with which the exempt marital trust was actually funded was void as provided in Treas. Reg. § 26.2632-1(b)(4)(i).  Moreover, the excess GST exemption was automatically allocated to the family trust as of the date of husband’s death.

64. Letter Rulings 200919008, 200919009 and 200919010 (May 8, 2009)

Changes in administrative provisions of three irrevocable trusts will not have adverse estate or generation skipping tax consequences to grantor of trust

Each of these three letter rulings deals with the same fact situation.  After September 25, 1985, donor established an irrevocable children's trust for the primary benefit of his children, an irrevocable niece and nephew trust for the primary benefit of the children of each brother of donor's spouse, and with his spouse, created a family endowment trust for the primary benefit of his descendants.  GST exemption was allocated to the family endowment trust.  Each trust contained provisions for both a trustee and a trust protector.  Donor sought to amend and supplement administrative provisions in each of the three trusts.  The modifications requested by the donor included:

1.
Limiting a trustee or protector’s liability only to those acts or failures to act when the trustee or protector acted in good faith.


2.
Revising the guidelines for determining reasonable compensation;

3.
Requiring any trustee or protector to provide a HIPAA Authorization.  This would assist in determining a trustee or trust protector's ability to act under the instrument.

4.
Adding a provision encouraging the trustees to establish guidelines for morally responsible investment of the trust assets.

5.
Requiring the majority of the individual trustees to be members of a specified religion.

6.
Changing the provision slightly to define the trustees' investment to record with the provision of prudent investor act of the government state law.

7.
Adding a provision authorizing the trustees to delegate investment and management functions in accordance with the prudent investor act of state laws.

8.
Adding a provision clarifying that no trustee or protector can be separately compensated for investment management or advisory services.  

The donor and each beneficiary agreed to these changes.  Minor beneficiaries were represented by a guardian ad litem who agreed to the changes.  

The taxpayer requested the Service to rule on whether the proposed administrative changes would have any adverse estate tax consequences to donor or donor's spouse or would cause the family endowment trust to lose its current exemption from GST tax.  

With respect to the estate tax issues, the Service said that none of Sections 2035 -2038 should apply.  The Service noted that the amendment of the trust did not occur due to any power retained by donor over the trust, but through a state statute that required the consent of all the respective trust beneficiaries.  Moreover, the modifications were purely administrative in nature and did not change any beneficial interest in the trust or extend the duration of the trust.

With respect to the GST exempt status of the family endowment trust, the Service concluded that the modifications would not result in any shift of a beneficial interest or shift any beneficiary in a lower generation to another generation and would not extend the time for vesting any beneficial interest beyond the period then provided in the family endowment trust.  Noting that the family endowment trust was not a grandfathered trust but exempt because of the application of GST exemption, the Service stated that since such modifications would not affect the exempt status of a grandfathered trust, similarly they would not affect the exempt status of the family endowment trust.  The Service looked specifically at Treas. Reg. § 26.2601-1(b)(4)(i)(E), example 10.  In this example, grantor established an irrevocable trust in 1980 for the benefit of grantor’s issue and named a bank and five other individuals as trustees.  In 2002, the court approved modifications of the trust and reduced the number of trustees and consequently reduced the administrative costs.  The modifications did not shift a beneficial interest to a person in a lower generation nor did they extend the time for vesting of any beneficial interest beyond the period provided for in the original trust.  Because these were changes only in the administrative provisions, the trust in the example would retain its GST exempt status.

Because the changes to the terms of the trusts in this letter ruling were only administrative changes and did not shift any beneficial interests to a lower generation and did not extent the length of the trusts, no adverse GST consequences would arise.

65. Letter Ruling 200944004 (October 30, 2009)

IRS permits extension of time to allocate GST exemption

This letter ruling discusses a somewhat common situation.  Husband and Wife created a trust for the benefit of their child and the child's issue and submitted gift tax returns for both Husband and Wife to reflect the gift on a timely basis.  However, the accountant who prepared the returns failed to allocate each donor's GST exemption to the transfer to the trust.  Moreover, the automatic allocation rules did not apply to the transfers to the trust.  

The IRS permitted an extension of time to make a timely allocation pursuant to Treas. Reg. § 301.9100-3(b)(1) which permits the granting of relief if a taxpayer reasonably relied on a qualified tax professional and the tax professional failed to make, or advise the taxpayer to make, the election.  The IRS ruled that the facts in this letter ruling fell within the parameters of the Treasury Regulations and permitted a sixty day extension of time to make the allocation of GST exemption to the trust.

66. Letter Ruling 200944013 (October 30, 2009)

IRS finds that modifications to grandfathered GST trust will not cause a trust to lose its grandfathered status

The grandfathered trust in this letter ruling was established pursuant to a decedent's will for the benefit of decedent's spouse, children, and grandchildren.  The beneficiaries of the trust proposed to add provisions regarding the identity and selection of trustees and to modify the trustee's powers and duties with respect to a large number of shares of closely held stock held in the trust.  The changes included permitting the individual co-trustees to direct the corporate trustee as to the investment of the closely held stock and to direct the corporate trustee with respect to voting the closely held stock.  The IRS found that these modifications would not revoke the GST exempt status of the trust because it would not result in a shift of any beneficial interest in the trust to any beneficiary in a lower generation and would not extend the time for vesting of any beneficial interest beyond the period provided for under the trust.  Moreover, the modifications did not cause any exercise, release or lapse of any powers of appointment with respect to the trust and did not cause any actual additions to the trust.  

In making its ruling, the Service followed Treas. Reg. § 26.2601-1(b)(4)(i)(D) which provides that a modification of the governing instrument of an exempt trust by judicial reformation, or non judicial reformation that is valid under applicable state law, will not cause an exempt trust to be subject to GST tax if the modification does not shift a beneficial interest in the trust to a beneficiary in a lower generation and the modification does not extend the time for vesting of any beneficial interest in the trust beyond the original period for the duration of the trust.

ASSET PROTECTION

67. United States v. Grant, Case No. 00-08986-CIV-Jordan (S.D. Fl. 2008)

Court declines to impose contempt penalty for failure to repatriate assets from offshore asset protection trust

Mr. and Mrs. Grant established offshore trusts in Jersey and Bermuda.  The Federal Government sought to recover millions of dollars in back taxes owned by Mr. and Mrs. Grant.  In 2003, a final judgment in the amount of $36,280,939.43 was entered.  To help pay the back taxes, the government obtained an order for repatriation of the assets held in the Jersey and Bermuda trusts. Subsequently, Mr. Grant passed away.

In the court’s opinion, was that “significant” efforts were made by Mrs. Grant to repatriate the funds to the United States.  Less than one month after the issuance of the repatriation order, Mrs. Grant sent a letter to the trustee in Jersey enclosing the repatriation order and seeking information about the procedure to repatriate funds.  The lawyers for the Jersey trustee replied that any petition for repatriation of the funds would be futile.  Mrs. Grant also contacted the trustee for the Bermuda trust and met with a similar response.  Likewise Mrs. Grant sent letters to various financial institutions asking them to serve as transferee trustees.  These institutions declined because of the potential legal fees that would be incurred in terms of defending the IRS and requesting a full accounting from prior trustees.  

The government argued that Mrs. Grant failed to comply with the repatriation order.  While recognizing that more than two years had elapsed since the issuance of the repatriation order, the court found that the failure was not for lack of effort on Mrs. Grant’s part.  The court felt that Mrs. Grant sufficiently established her inability to repatriate the offshore funds and therefore denied the government’s motion that she be held in contempt.

68. Letter Ruling 200944002 (October 30, 2009)

IRS rules that transfer to domestic asset protection trust is a completed gift for gift tax purposes, but declines to rule on estate tax consequences

Currently, ten states permit domestic asset protection trusts that provide spendthrift protection to creators of trusts.  Most commentators take the position that if creditors cannot reach the property in a domestic asset protection trust, the trust property will not be includable in the creator's gross estate even though the creator is a discretionary beneficiary of the trust.  Instead, a completed gift will occur upon the transfer of the property to the domestic asset protection trust.  The result is a freeze transaction.  The creator will incur gift tax upon the funding of the trust and would continue to enjoy the property as a discretionary beneficiary of the trust.  However, gift tax can be avoided or minimized through the use of the creator's $1 million lifetime exemption.  Moreover, because creditors cannot reach the property, the trust will escape estate taxation under Sections 2036 and 2038 since the inability of creditors to reach the property in the trust removes the Section 2036 or 2038 taint.  

In this letter ruling, a grantor created a domestic asset protection trust to benefit himself, his spouse, and his descendants.  The trustee had the ability to make discretionary distributions of income and principal in its sole and absolute discretion.  Upon the death of grantor and grantor's spouse, the trust would be distributed to separate trusts for the grantor's descendants.  The trust specifically prohibited the grantor, the grantor's spouse, any beneficiary and any spouse or former spouse of the beneficiary, and any related or subordinate party from being a trustee.  Grantor was given the ability in a non-fiduciary capacity to reacquire property in the trust by substituting property of equivalent value.  

The taxpayer first requested a ruling that a completed taxable gift occurred when grantor contributed property to the trust.  In examining Section 2511, the IRS held that because grantor retained no power to revest beneficial title or reserved any interest to name new beneficiaries or change the interests of beneficiaries, the gift was complete under Section 2511.  In doing so, the Service followed past rulings.  For example, the Service took similar positions in Letter Ruling 93320065 with respect to a foreign irrevocable self-settled trust that creditors could not reach and in Letter Ruling 9837007 in 1998 with respect to a domestic asset protection trust. 

However, the IRS refused to rule on whether the property in the trust would be included in the grantor's estate upon his death under Section 2036.  The Service did state, based on Revenue Ruling 2008-16, 2008 I.R.B. 796, that the grantor's retention of the power to acquire property held in the trust by substituting other property of equivalent value would not by itself cause the value of the trust corpus to be includable in the grantor's gross estate upon the grantor’s death  That ruling provides that the retained power will not cause adverse estate tax consequences if the trustee has a fiduciary obligation under local law to ensure the grantor's compliance with the terms of power of substitution by satisfying itself that the properties acquired and substituted are, in fact, of equivalent value.  The trust specifically gave the trustee such a fiduciary obligation.  

This IRS noted that because the trustee was prohibited from paying any income or principal of the trust in discharge of any income tax liability, the grantor had not retained a right for reimbursement of income taxes that would cause trust property to be included in the grantor's gross estate under Section 2036. Thus, based upon Revenue Ruling 2004-64, 2004-2 C.B. 7, no Section 2036 issue arose in this respect.  However, the IRS seems to have added an additional requirement in this letter ruling.  The IRS indicated that there was no Section 2036 issue because the trustee could reimburse neither the grantor nor the grantor’s estate for income taxes attributable to assets in the trust.  In drafting provisions in a grantor trust for income tax purpose to prohibit the reimbursement of income taxes paid by the grantor on income attributable to the trust, draftspersons, in light of this letter ruling, may want to extend the prohibition to the grantor’s estate, executors, or personal representatives.  The IRS also noted that a trustee’s discretionary authority to distribute income and/or principal to the grantor would not, by itself, cause trust property to be includable in the grantor's gross estate under Section 2036.  

Despite its favorable conclusions on the Section 2036 inclusion issue, the IRS would not rule on whether the trustee's discretion to distribute income and principal of the trust combined with other facts, such as an understanding or pre-existing arrangement between the grantor and trustee regarding the exercise of its discretion, might cause inclusion of the trust assets in the grantor's gross estate under Section 2036.

Most commentators believe that if a completed gift occurs when a domestic asset protection trust is created and the grantor retains no powers or rights that would otherwise cause inclusion under Section 2036 upon the grantor’s death, the property in the domestic asset protection trust will escape estate taxation at the grantor’s death.  In this letter ruling, the IRS takes the first step by acknowledging that the gift is complete but refuses to take the second step of stating that the assets in a domestic asset protection trust will escape estate taxation at the grantor's death because the transfer of property to the domestic asset protection trust is a completed gift for gift tax purposes.

FIDUCIARY RISK

69. JP Morgan Chase Bank v. Longmeyer, 2005 SC 000313 DG (Kentucky Supreme Court 2009)

Can a trustee get in trouble for reporting undue influence?

In 1984, Ms. Ollie Skonberg hired an attorney to prepare a will and revocable trust, and engaged the same attorney 3 years later to revise her estate plan to establish a large trust for several charities and name Bank One, a corporate predecessor to JP Morgan Chase Bank as trustee.  She paid the attorney $100 for preparing this multi-million dollar estate plan.

Ten years later when Ms. Skonberg was 93, bedridden, and needing full-time home care, Ms. Skonberg’s caretaker, Vicki Smothers, contacted a different attorney, John Longmeyer, to revise the estate plan.  Longmeyer met with Ms. Skonberg and the caretaker, and prepared a drastically different new estate plan for Ms. Skonberg based on a handwritten outline provided by the caretaker.  The new estate plan removed all of the charitable beneficiaries, increased the bequest to the caretaker from $20,000 to $500,000, removed Bank One as trustee, and installed Longmeyer as trustee.  As trustee, Longmeyer received annual compensation of $100,000.  For drafting the new estate plan, the caretaker paid Longmeyer $25,000 even though he delegated the actual drafting to his son-in-law who was an out-of-state attorney not licensed to practice law in Kentucky.  During the time of the drafting of the new estate plan, the only doctor to see Ms. Skonberg was Longmeyer’s brother-in-law.  The witnesses to the signing of the new estate plan were Longmeyer, his wife, and his secretary.

Upon being informed of its removal as trustee, Bank One entered into an investment agency agreement with Longmeyer as successor trustee by which Longmeyer delegated the investment management of the trust to Bank One.  Ms. Skonberg died 6 weeks later, and Longmeyer terminated the agency agreement one month later.

Shortly thereafter, Bank One, on the advice of outside counsel, informed the charities that were beneficiaries under Ms. Skonberg’s prior revocable trust that they had been removed as beneficiaries (unknown to Bank One, one of the charities had already learned of this).  The charities brought a contest to the new estate plan against Longmeyer as executor, which Longmeyer settled on the eve of trial, paying $1.875 million to the charities.

Longmeyer then sued Bank One to recover the $1.875 million the estate paid in the settlement on the basis that Bank One breached its duty by disclosing information to the former beneficiaries.  The circuit court granted summary judgment in favor of Bank One, the Court of Appeals reversed and remanded, and the Kentucky Supreme Court granted a discretionary appeal.

On appeal, the Kentucky Supreme Court (with one dissent) held that the Kentucky trust statutes impose a duty to keep beneficiaries reasonably informed of the material facts affecting their interests, and do not limit those duties only to irrevocable trusts.  The court noted that its statutes may be inconsistent with modern trust law in other jurisdictions with respect to only owing duties to the settler of a revocable trust, but stated that it was not the task of the Court to rewrite the statutes.  The Supreme Court rejected Longmeyer’s argument that Bank One’s delay in giving notice was bad faith where notice was given only after Longmeyer removed the assets from the bank (which the Supreme Court called mere “sour grapes”).  Ultimately, the Court concluded that Bank One was obligated to give the charities the information.  In a lengthy footnote, the Court brushed aside the common law of trusts principle that while a settler is competent and has the power to revoke, the trustee owes its duties solely to the settler.

The Supreme Court reversed the Court of Appeals, rejecting its position that because Bank One accepted its removal and surrendered the trust assets, it had forfeited the right to challenge the revocation or inform the beneficiaries.  The Court also rejected Longmeyer’s argument that Bank One owed duties under the agency agreement.  The Court reinstated the final judgment of the trial court in favor of Bank One.

70. Estate of Lewis Elkin, 2008 Phila. Ct. Com. Pl., Lexis 172 (2008)

What is fair compensation for a corporate trustee?

Lewis Elkin died in 1901.  Under his will, Mr. Elkin established a perpetual charitable trust for the benefit of five Philadelphia area charities.  Wachovia Bank (or its corporate predecessor) has served as trustee of the trust at least since 1949. 

In the present action, the trustee filed an accounting for the time period from 1949 until 2005 as the basis for filing a claim for additional compensation for ordinary trustee services for that 56-year period in a total amount of $1.25 million.  (None of the trustee’s corporate predecessors received commissions on trust principal during that time period).  The trustee also sought to remove the investment restrictions under the will.  Objections to the accounting and the request for additional back compensation were filed by the charities and the Pennsylvania Attorney General.

At the trial, the trustee offered the testimony of two trust officers and introduced minimal documentary evidence in support of its claim, and did not introduce copies of statements, fee schedules, or proof of market rates for fiduciary compensation.  The charities put on testimony and extensive documentary evidence into the record.

The trial court reviewed the entire history of Pennsylvania law on fiduciary compensation from 1864 to the present, and rejected the trustee’s theory of certain deemed unitrust elections under state law because the trustee was asserting the deemed elections for the sole purpose of justifying additional compensation, the elections had not actually been made, and the unitrust under the election would be incompatible with the payout requirements for the trust which is treated as a private foundation for federal income tax purposes.

In their objections to the accounting, the charities charged the trustee with breach of fiduciary duty with respect to distributions required due to the trust’s status as a private foundation.  Because one of the charitable beneficiaries was itself characterized as a private foundation for tax purposes, under federal tax rules the distributions from the trust to that charity, the Merchants Fund, are not counted in determining whether the trust met its required annual payout under the private foundation rules (roughly equal to a 5 percent unitrust amount) unless the Merchants Fund makes certain uses of the distributions within 2 years of each distributions.  If the Merchant Fund does not use the distributions as required, the trust must make additional qualifying distributions to the other charities (which are public charities) to avoid escalating and very significant federal taxes and penalties.

The testimony at trial was that the under-distributions amounted to approximately $1.6 million.  The trustee asserted the position at trial that the responsibility to use the distributed funds and provide information to the trustee was the Merchants Fund’s.  Prior to the trial, the trustee had made the additional distribution to the other charities after the issue was raised with the trustee by counsel for one of the charities.  The evidence at trial was that although the trustee (and its corporate predecessors) knew the Merchants Fund was a private foundation, the tax returns for the Fund for the more recent years incorrectly identifies the Fund as a public charity.  When a new trust officer took over the account in 2000, the trust officer did not contact the trustee’s tax department or the Fund to confirm the tax status of the Fund.  Documentary evidence presented by the charities included a 1978 letter from a trust officer to the Fund seeking information so that it could meets its tax obligations, a 1986 letter from the IRS to the trustee warning of the imposition of taxes if the trust fails to meet is reporting requirements concerning the Fund, an internal memo reminding an employee to contact the Fund to obtain the information necessary to meet the reporting requirements and avoid penalties, and a 1995 letter from the trustee to the Fund requesting information.

Noting the higher standard of care for corporate fiduciaries, the Philadelphia Court of Common Pleas found that due to the under-distribution, the trustee breached its fiduciary duty continuously for 34 years and exposed the trust to a risk of high taxes and penalties and that the breach deprived the public charity beneficiaries of the use of funds for 34 years.

The court denied the trustee’s request for significant additional compensation on the basis of the breach of duty and also due to a lack of an adequate factual record supporting the claim.  The court refused to surcharge the trustee with the beneficiaries’ attorneys’ fees and refused to award the charities interest on the under-distribution due to the lack of proof of the amount of the interest.  The court did surcharge the trustee for its own attorneys fees for lack of proof of the validity of the fees (in part because the documentation of the fees was not timely produced in discovery) and surcharged the trustee for tax service fees and certain other items on the accounting for lack of proof of the validity of the charges, in a total amount of approximately $170,000.

Due to the objections of the beneficiaries, the court also refused to lift the investment restrictions under the will, and rejected the trustee’s argument that the trust investments should be brought in line with its internal policies including total return investing and diversification.

71. McLean v. Davis, SD28613 (Missouri Court of Appeals 2009)

What liabilities do trust protectors face?

In 1996, Robert McLean was injured in a car accident that left him a quadriplegic.  Robert hired J. Michael Ponder to represent him in the personal injury suit, and the case settled for a large sum of money.  Robert’s grandmother set up a special needs trust (a trust designed to supplement governmental assistance benefits) and the trust received the settlement proceeds.  Merrill Lynch Trust Company and David Potashnick were named as initial trustees.

Ponder was named as trust protector of the trust, with the powers in a fiduciary capacity to remove trustees, appoint successor trustees, release the powers, resign as trust protector, and appoint a successor trust protector.  The trust terms provide that the trust protector would not be liable for actions taken in good faith.

When the original trustees resigned, Ponder exercised his power as trust protector to name as successor trustees the lawyers that had referred the personal injury case to Ponder (the “Davis Trustees”).  The Davis Trustees allegedly referred numerous matters to Ponder previously and had shared in the fees.  In 2000, Robert informed Ponder that the Davis Trustees were wasting trust funds.  Thereafter, the Davis Trustees resigned and Ponder resigned as trust protector, but not before naming another successor trustee and a successor trust protector.  The next year, that successor trustee also resigned and Robert’s mother was appointed as trustee.  Robert’s mother as trustee then sued the Davis Trustees and Ponder and his successor in their capacities as trust protectors.

Robert’s mother claimed that Ponder had breached his fiduciary duty and shown bad faith by failing to monitor the actions of the David Trustees, failing to act when the Davis Trustees were acting against Robert’s interests as beneficiary, and giving his loyalty to the Davis Trustees rather than to Robert as beneficiary of the trust.

The trial court granted summary judgment in Ponder’s favor and dismissed all claims against Ponder on the basis of its conclusion that Ponder as trust protector had no duty to supervise the trustees.  All of the other defendants settled their claims.  Robert’s mother appealed the summary judgment dismissing the claims against Ponder.

On appeal, Ponder asserted that summary judgment was proper because Robert’s mother could not establish two required elements of her claim – causation and duty.

Ponder asserted that causation could not be established because Robert had the right to sue the trustees directly.  The Court of Appeals held that Ponder had failed to supply biding legal authority or uncontroverted facts in support of his position, and had therefore failed to carry his burden on this element.

With respect to duty, Ponder argued that Missouri law (Missouri has adopted a version of the Uniform Trust Code) does not impose any specific duties on trust protectors, he only had those duties specifically set forth in the trust agreement, and the trust agreement did not impose upon him a duty to supervise or direct the actions of the trustees.

The Court of Appeals held that since the trust agreement granted authority to the trust protector in a fiduciary capacity, the trust protector owed at least the basis fiduciary duties of undivided loyalty and confidentiality.  In addition, the Court of Appeals held that the limitation of liability in the trust agreement implies the existence of a duty of care and liability for actions taken in bad faith.  The Court of Appeals held that summary judgment was not appropriate because there were several questions of material fact – whether the trust protector’s duties are owed to the beneficiary or to the trust itself, whether the trust protector has a duty to protect the trust from foreseeable injury, whether the grantor intended the trust protector to exercise supervisory authority over the trustees.  Because the construction of the trust agreement and the grantor’s intend are significant contested issues of material fact, the Court of Appeals reversed the summary judgment.

Two judges issued concurring opinions, one registering his desire to discourage the use of trust protectors and the other to object to the majority creating legal duties for trust protectors “out of whole cloth” rather than as deciding the case strictly as a matter of construing the trust instrument.

72. In re Stuart Cochran Irrevocable Trust, 901 N.E.2d 1128 (Ind. Ct. App.  2009)

New guidance for trustees of irrevocable life insurance trusts

A recent Indiana case has shed some light on the duties and liabilities of a trustee of an irrevocable life insurance trust (“ILIT”).  Such case appears to offer some reassurance that if a trustee of an ILIT acts appropriately with respect to reviewing the policies held in the ILIT, beneficiaries will be unsuccessful in challenging a trustee’s decision to change the type of policies held in the ILIT, even if that decision ultimately works to the disadvantage of the beneficiaries.

The ILIT has been a popular estate planning tool for many years.  The possibility of large amounts of life insurance proceeds passing to beneficiaries free of estate taxes can make ILITs very attractive to estate planners and clients alike.  However, with the recent economic downturn, the fiduciary duty of a trustee with respect to the management of the investments of an ILIT may begin to face additional scrutiny.  Because the assets of an ILIT are often limited to life insurance policies, the management of trust assets can be difficult, particularly in these challenging times when insurance companies may not be as financially sound as they once were thought to be.

The majority of states have adopted some version of the Uniform Prudent Investor Act (the “Act”).  The Act imposes certain requirements on fiduciaries with respect to the management and investment of trust assets.  Generally, the Act applies to the trustees of ILITs in exactly the same way it applies to trustees of other types of trusts.  Recognizing that the trustee of an ILIT may be in a more difficult position with respect to the management of investments, a small number of states have enacted laws to provide different standards for trustees of ILITs, including Delaware, North Dakota, Pennsylvania, West Virginia, and Wyoming. 

For trustees in the vast majority of states that have not adopted laws providing different investment management standards for trustees of ILITs, their duties (and liabilities) are not as clear.  These trustees are faced with concerns regarding their duties and liabilities with respect to the holding of life insurance policies and the continued monitoring of such policies to ascertain their appropriateness as investments.  In what appears to be among the first cases addressing these issues, the Indiana Court of Appeals in Cochran reviewed a claim for breach of fiduciary duties against the corporate trustee of an ILIT. 

In Cochran, the Grantor created an ILIT for the benefit of his two daughters (the “Trust”).  The Trust was funded with life insurance policies insuring the life of the Grantor.  In 1999, KeyBank began serving as successor trustee of the Trust.  At that time, the assets of the Trust consisted of three life insurance policies and one annuity, with a collective death benefit of approximately $4.8 million.  At the request of the Grantor, KeyBank exchanged these policies for two new variable universal life policies with a combined death benefit of $8 million (the “VUL Policies”).  The death benefit of the VUL Policies was not guaranteed. 
In 2001 and 2002, the downturn in the market adversely affected the investments contained in the VUL Policies.  In 2003, KeyBank retained an insurance consultant to audit the VUL Policies.  The insurance consultant determined that, based on the Grantor’s life expectancy, it was likely that the VUL Policies would lapse prior to the Grantor’s death.  In light of the audit, KeyBank decided to exchange the VUL Policies for a life insurance policy with a death benefit of approximately $2.8 million guaranteed until age 100 (the “John Hancock Policy”).  In January 2004, the Grantor died unexpectedly at age 53 and the Trust received the guaranteed death benefit of the John Hancock Policy.  Obviously, such death benefit was far less than the death benefit that the trust would have received if the Grantor had died at age 53 with the VUL policies in place.

Soon after the Grantor’s death, the beneficiaries of the Trust filed a surcharge claim against KeyBank arguing, in part, that KeyBank had breached its fiduciary duties with respect to the management of the Trust assets.  The trial court ruled in favor of KeyBank finding that KeyBank had “acted in good faith to protect the interests of the Beneficiaries.”  

In addressing the issue, the Court of Appeals of Indiana noted that the Indiana Uniform Prudent Investor Act provides that “compliance with the prudent investor rule is determined in light of the facts and circumstances existing at the time of a trustee’s decision or action and not by hindsight.”  The Court further reasoned that “although it is tempting to analyze these cases with the benefit of hindsight, we are not permitted to do so, nor should we.”    The Court held that KeyBank’s actions in exchanging the VUL Policies for the John Hancock Policy were “eminently prudent, reduction in death benefit notwithstanding.”  

As mentioned above, the management of trust assets within an ILIT can be especially challenging for a trustee.  Because there appears to be little judicial guidance concerning the fiduciary duties of a trustee of an ILIT with respect to the management of trust assets, Cochran is a case with which every corporate fiduciary should be familiar.   In this case, KeyBank was able to protect itself by engaging an outside consultant to review the VUL policies to help determine if the policies remained appropriate investments for the ILIT.

73. SunTrust Bank v. Farrar, 277 Va. 546 (April 17, 2009)

The Virginia Supreme Court reversed a surcharge award against SunTrust Bank for $2.5 million for failure to sell a coal mine held in a trust on the grounds that the beneficiaries failed to produce evidence of a willing buyer for the property

Charles Wilson (“Mr. Wilson”) died in 1921, survived by his wife and two sons.  Under his will, Mr. Wilson established a trust to hold a coal mine located in Harlan County, Kentucky.  Mr. Wilson named a corporate predecessor to SunTrust Bank as co-trustee.  Mr. Wilson’s wife served as co-trustee until her death in 1976.  The trust provided for distributions among Mr. Wilson’s wife and descendants and, upon termination (20 years after the death of his wife and children), for outright distributions to Mr. Wilson’s heirs at law.  Under his will, Mr. Wilson directed that the trustees hold the coal mine “unless conditions undergo a very radical change from what they are at present”.

Upon the death of Mr. Wilson’s last surviving child in 1984, SunTrust petitioned the circuit court for authority to sell the coal mine due to a rapid decline in the income produced by the coal mine.  In 1987, the circuit court granted SunTrust the authority to sell the property.  In connection with the possible sale, SunTrust hired an appraiser who valued the property at $1.1 million.  By the end of the 80s, the bottom fell out of the coal market.  An offer was made for the coal mine in 1992 for only $75,000.  Later offers were made in the amount of $281,190 (1996), $25,000 (1996), and $100,000 (1997).  SunTrust eventually sold the coal mine in 1997 for $350,000.

The trust terminated in 2004, and the remainder beneficiaries of the trust sued SunTrust alleging breach of fiduciary duty for failure to sell the coal mine for the appraised value of $1.1 million and seeking compensatory and punitive damages.  In support of their claim, the beneficiaries only offered the testimony of an expert in economics who determined, based on a series of assumptions, that if the property had been sold for $1.1 million on September 1, 1987 and invested in a mix of 65% stocks and 35% bonds, the trust distributions would have been $1,761,000 and the remaining trust assets would contain $3,709,000 in assets.  The economics expert acknowledged he could not testify that there was a buyer on the date willing to pay $1.1 million for the coal mine.  The appraiser also testified that the property did not sell in 1987 because no one was interested in it.

The circuit court found that SunTrust failed to properly market the property and allowed the coal mine to become unproductive and a wasting asset, and awarded the beneficiaries judgment in the amount of $2.4 million.  In a separate action on SunTrust’s accountings, the circuit court also ordered SunTrust to reimburse the beneficiaries for $89,000 paid out of the trust, plus interest, for costs of maintaining the property.

On appeal, the Virginia Supreme Court reversed the trial court and dismissed the beneficiaries’ claims because (1) they failed to meet their burden of proving damages, (2) the beneficiaries had the burden of proving damages with reasonable certainty, and (3) the circuit court could not rely on speculation and conjecture. The Court noted that the beneficiaries’ claims were premised on the assumption that the property could have been sold for $1.1 million in 1987, and the beneficiaries presented no evidence of a willing buyer at any time whatsoever, while SunTrust presented evidence that no one was interested in the property at that time.  The Court noted that “a trustee who retains a trust asset during a precipitous decline in the market, when there was no market for the asset, cannot be held to account so long as the trustee acted as a reasonable and prudent person would act in light of then existing conditions”.  The Court also noted problems with the appraised value of the coal mine.

The Virginia Supreme Court reversed the surcharge award and the award for reimbursement of the property costs, and entered final judgment in favor of SunTrust.

74. Keener v. Keener, Record No. 082280 (Virginia Supreme Court, September 18, 2009)

In a case of first impression, the Virginia Supreme Court upheld the validity of a no-contest clause in a revocable trust, but construed the clause narrowly to reverse the trial court’s finding that the no-contest clause had been violated

In 2003, Hollis Keener (“Mr. Keener”) executed a pour over will and a revocable trust prepared by his estate planning attorney.  His trust, which was intended to be the primary vehicle for carrying out his estate plan, provided for the distribution of his assets after his death in equal shares to his seven children.  At the same time that he executed his will and trust, Mr. Keener executed four addenda to his trust addressing trustee powers, the transfer of property to the trust, a gift of a car to one child, and the retention of the shares for two of his children in lifetime trusts.  In 2005, Mr. Keener executed a fifth addendum providing that the shares for certain of his children would be applied first to the repayment of certain loans.

In March 2007, Mr. Keener’s oldest son, Hollis, visited his father who was at that time residing with his daughter Brenda and her husband.  When Hollis arrived, another of Mr. Keeners’ daughters, Debra, was examining Mr. Keener’s estate planning documents and arguing with Brenda.  Debra took the papers from the house, made copies, and then returned the papers.  Thereafter, Debra was on speaking terms with only one of her siblings.  A few weeks after this incident, Mr. Keener executed a final addendum to his trust adding a no-contest clause to the trust.  Mr. Keener did not add a no-contest clause to his will.

Mr. Keener died in August of 2007.  Hollis had possession of the original will, but did not offer it for probate because he believed everything was handled under the trust.  Hollis told his siblings that “there really was no will” and that the will “referred everything to the trust”.  Debra checked the court records for the probated will, and, finding none, unsuccessfully attempted to probate a copy of the will.  In October of 2007, Debra applied for and was appointed administratrix of her father’s estate, and represented under oath that her father died intestate.  Shortly thereafter, Hollis, as successor trustee of his father’s trust, made partial distributions out of the trust to his siblings, but stopped payment on the check to Debra on the grounds that Debra had violated the no-contest clause in the trust by qualifying as administratrix.

Hollis, joined by two other siblings, petitioned the circuit court seeking probate of the original will, removal of Debra as administratrix, and appointment of Hollis as personal representative.  In the petition, Hollis alleged that Debra’s actions amounted to a contest of the trust.  Debra filed an answer and a counterclaim alleging multiple counts of breach of fiduciary duty.  Debra amended her counterclaim seeking to remove the trustees or subject them to the supervision of the Commissioner of Accounts.  Hollis and the other petitioners answered accusing Debra of fraud, perjury, unclean hands, and estoppel.

The circuit court admitted the will to probate and terminated Debra’s authority as administratrix, but denied Hollis’s request for attorneys’ fees.  The circuit court also ruled that Debra’s action in qualifying as administratrix was a contest of the trust because, had she been successful, she would have distributed all of Mr. Keener’s assets to his intestate heirs rather than to the trust, and held that she forfeited her interest under the trust and had no standing to bring claims against the trustees.

On appeal, the Virginia Supreme Court held, as a matter of first impression in Virginia, that the Court would give full effect to no-contest provisions in trusts for the same reasons that support the enforcement of those provisions in wills where, as here, the testator relied on the trust as part of the testamentary estate plan (the will was a “pour-over” will) and the testator relied on the trust for the disposition of his property.  The Court noted that the compelling reasons for strictly enforcing no-contest clauses are the protection of a testator’s right to dispose of his property as he sees fit and the societal benefit of deterring the bitter family disputes frequently engendered by will contests.

The Court observed that no-contest clauses in Virginia are strictly construed for two reasons:  (1) the testator or a skilled draftsman at his direction has the opportunity to select the language to best carry out a testator’s intent and (2) forfeitures are not favored in the law and are only enforced on their clear terms.

Applying these principles, the Virginia Supreme Court concluded that Debra’s actions failed to violate the no-contest clause in the trust because her action, if successful, would have thwarted the pour-over provision in the will, and not the trust, and the will did not contain a no-contest clause.  Accordingly, the Court reversed the circuit court and remanded the case.

The Virginia Supreme Court observed twice in its opinion that Debra’s demand for removal of the trustees amounted to a contest, but that issue was not before the Court because it was not raised at trial or presented on appeal.

75. Taylor v. Feinberg, Docket No. 106982 (Illinois Supreme Court, September 24, 2009)

The Supreme Court of Illinois upheld the validity of an exercise of a power of appointment to direct trust distributions to grandchildren conditioned on marrying within the Jewish faith

Max Feinberg died in 1986, leaving a pour-over will and a revocable trust.  Under his trust, Mr. Feinberg established trusts called Trust A and Trust B, both for the lifetime benefit of his wife Erla Feinberg.  Mr. Feinberg also granted his wife lifetime and testamentary limited powers of appointment over the trust assets.  To the extent his wife did not exercise her powers of appointment, Mr. Feinberg directed the distribution of the trust assets to his descendants, but subject to what the court called a “beneficiary restriction clause”.  The beneficiary restriction clause directed that 50% of the trust assets be held in separate trusts for Mr. Feinberg’s grandchildren, but provided that any descendant who married outside the Jewish faith or whose non-Jewish spouse did not convert to Judaism within one year of marriage would be deemed deceased and lose their share of the trust, with any forfeited share paid to Mr. Feinberg’s children.

Mrs. Feinberg exercised her lifetime power of appointment to direct the distribution at her death of $250,000 outright and free of trust to each child and grandchild who would not be deemed deceased under Mr. Feinberg’s beneficiary restriction clause.  At the time of Mrs. Feinberg’s death in 2003, all five of the grandchildren had been married for more than one year, but only one of the grandchildren met the conditions of the beneficiary restriction clause and was entitled to receive $250,000.  One of the disinherited grandchildren sued Mr. Feinberg’s children (including her father) as co-executors challenging the validity of the beneficiary restriction clause.

The trial court invalidated the beneficiary restriction clause on public policy grounds for interfering with the right to marry a person of one’s own choosing, and the court of appeals affirmed relying on prior decisions of the Illinois Supreme Court and the Restatement (Third) of Trusts.  The Illinois Supreme Court granted an appeal, and received amicus curiae briefs from Agudath Israel of America, the National Council of Young Israel, and the Union of Orthodox Jewish Congregations of America.

The Illinois Supreme Court refused to consider whether Mr. Feinberg’s original disposition under his will violated public policy and dismissed arguments that related to the continuing trusts provided for under the will.  Because Mrs. Feinberg exercised her power of appointment to provide outright distributions, the Illinois Supreme Court only considered whether her exercise of the power of appointment violated public policy by disqualifying any descendant who married outside the Jewish faith from receiving a $250,000 distribution.  The Court held that determinations of public policy are conclusions of law and reviewed the decisions of the trial court and the court of appeals de novo.

The Illinois Supreme Court reviewed the state’s public policy in support of broad testamentary freedom, observing that state law only placed two limits on a testator’s freedom to leave property as he or she desired--the spouse’s ability to renounce and protections for pretermitted heirs.  The Court noted that there is no forced heirship for descendants.  In support of this policy, the Court noted the broad purposes for trusts under state trust statutes, the repeal of the common law rule against perpetuities and the Rule in Shelley’s Case, and the focus in case law on determining the intent of the testator.  The factual record indicated Mr. Feinberg’s intent to benefit those of his descendants who furthered his commitment to Judaism by marrying within the faith and his concern with the dilution of the Jewish people by intermarriage.  The Court observed that Mr. Feinberg would be free during his lifetime to attempt to influence his grandchildren to marry within the faith, even by financial incentives.

The Court acknowledged the long-standing rule that trust provisions that encourage divorce violate public policy.  The Court, however, distinguished its prior decisions on the grounds that (1) because of Mrs. Feinberg’s power of appointment, the grandchildren never received a vested interest in the trust upon Mr. Feinberg’s death, (2) because they had no vested interest that could be divested by noncompliance with the condition precedent, the grandchildren were not entitled to notice of the existence of the beneficiary restriction clause, and (3) the grandchildren, since they were not heirs at law, had at most a mere expectancy that failed to materialize.  The Court refused to consider whether to adopt the rule of the Restatement (Third) of Trusts on the basis that exercise of the power of appointment was not in trust and was in the manner of a testamentary disposition.

The Court held that Mrs. Feinber’s distribution scheme did not operate prospectively to encourage the grandchildren to make choices about marriage, since the condition precedent (marriage within the faith) was either met or not met at the moment of Mrs. Feinberg’s death, and observed the distinction between conditions precedent (which might be effective even if a complete restraint on marriage) and conditions subsequent (which may not).  The Court observed that because there were no continuing trusts under Mrs. Feinberg’s distribution scheme, there was no “dead hand control” or attempt to control the future conduct of the beneficiaries, and therefore no violation of public policy.  Accordingly, the Court reversed the court of appeals and the trial court.

The Illinois Supreme Court rejected the grandchild’s other arguments, including her claim that the beneficiary restriction clause violated the constitutional right to marry because of the absence of a governmental actor.  The Court summarized its holding as follows:  “Although those plans might be offensive to individual family members or to outside observers, Max and Erla were free to distribute their bounty as they saw fit and to favor grandchildren of whose life choices they approved over other grandchildren who made choices of which they disapproved, so long as they did not convey a vested interest that was subject to divestment by a condition subsequent that tended to unreasonably restrict marriage or encourage divorce.”

76. Merrill Lynch Trust Company v. Campbell, 2009 Del. Ch. LEXIS 160 (September 2, 2009)

The Delaware Chancery Court rejected surcharge claims against Merrill Lynch as trustee arising out of the formation of an unusual charitable remainder unitrust and subsequent severe investment losses despite improper actions by an affiliated broker
In 1996, Mary Campbell (“Mary”), who was then age 74, met with a broker at Merrill Lynch, Pierce, Fenner & Smith, Inc. (“Pierce”).  Mary met with Pierce on instructions from her husband,  who was no longer able to manage the family’s finances due to illness.  Mary and her husband’s primary assets supporting their retirement were 10,000 shares of Exxon stock that Mary’s husband had acquired as an employee of the company.  Although the stock had greatly appreciated over the years, the stock paid only modest dividends.

The Pierce broker persuaded Mary to place the stock in a charitable remainder unitrust with Merrill Lynch Trust Company as trustee (Pierce was an affiliate of Merrill Lynch Trust Company).  At the time of the formation of the trust, the stock had a market value of $840,000.  The trust provided for an annual payout to Mary of a 10% unitrust amount during her lifetime, then to her husband during his lifetime, and then among Mary’s children during their lifetimes.  At the death of the last surviving child, the trust would terminate and the remainder would be distributed in equal shares to five charities.  The expected duration of the trust was 48 to 50 years.

Shortly after forming the trust, Mary’s financial needs increased due to her husband’s poor health, an ill sister, and a child in need of assistance.  Mary called the Pierce broker, who communicated Mary’s need for more income to Merrill Lynch.  Merrill Lynch changed the investment strategy for the trust to “growth” (from “growth and income”) and increased the equities in the trust portfolio from 60% to as high as 99%, with a corresponding increase in the market risk.  Mary was unaware that her request for income would affect the investment strategy and incur higher risk.  Merrill Lynch sent Mary a letter to sign approving the change, and on instructions from the Pierce broker Mary signed the letter.  By the end of 2002, the value of the trust assets dropped from $840,000 to $356,000.

The severe loss in value also reduced the unitrust payments to Mary, which aggravated the strain on Mary from the death of her husband, reduction in her pension payments, and being diagnosed with cancer.  Mary called the Pierce broker about her concerns, but did not receive a satisfactory answer.  Mary then called a friend’s son who also worked as a Pierce broker, who opined that the trust was too heavily invested in equities.  Mary, with the help of her children, commenced arbitration proceedings against Pierce.  Merrill Lynch, although not a party to the arbitration, joined with its affiliate Pierce in seeking to enjoin the arbitration.  Merrill Lynch was dismissed from the arbitration and no injunction issued.

Mary, when she did not prevail in the arbitration, sought to replace Merrill Lynch as trustee.  Merrill Lynch refused to resign and transfer the trust assets unless Mary released both Merrill Lynch and its affiliates, including Pierce.  Mary refused, and Merrill Lynch sued Mary and the other beneficiaries of the trust to approve its accountings and obtain a declaratory judgment approving its actions as trustee.

Mary counterclaimed seeking refund of all trustee, brokerage, investment, and advisory fees, refund of legal fees taken by Merrill Lynch from the trust, delivery of the trust assets to a successor trustee, and other damages and costs.

In Count I, Mary alleged that she was induced to enter into the trust by misleading representations by Pierce and Merrill Lynch.  Because the alleged misrepresentations occurred and her cause of action arose in 1996, the court dismissed this count as barred by the applicable three-year statute of limitations.  In Count II, Mary challenged the investment strategy for the trust.  In Count III, Mary challenged Merrill Lynch’s involvement in the arbitration and the filing of the accounting action.

The Delaware Chancery Court observed that Pierce and Merrill Lynch failed to adequately inform Mary about the trust and the investment risks, and expressed doubt that a CRUT with a 10% payout was a good investment choice for Mary, noting that the trust only provided Mary with a $6,237 charitable deduction.  The Court observed that a trust with a 10% annual payout and a term of 50 years was highly unusual, and that this was never conveyed to Mary.  Pierce, in contrast, counseled Mary that trusts with 10% payouts were common and acceptable and projected annual investment returns as high as 12%.

Although the court found the facts surrounding the formation of the trust “distasteful”, the court refused to charge Merrill Lynch with responsibility for the actions concerning the trust formation because Pierce and Merrill Lynch are separate legal entities and there was no evidence that the relationship between the two entities was improper or misrepresented.   The court also found that Mary’s claims concerning the formation of the trust were time-barred.

In considering Mary’s claims concerning the investment losses, the court observed (based on expert testimony at trial) that the unusual terms of the trust (with a high unitrust payout and long duration) required an equity mix above 50% in order to have any chance of lasting until its projected termination date.  The court rejected the suggestion that Merrill Lynch should have recognized the impairment of the remainder interest form the outset and focused on Mary’s needs on the basis of the duty owed to all classes of beneficiaries.  In light of the unusual circumstances of the trust, the court found Merrill Lynch’s heavy investment in equities to be reasonable.

The court also rejected Mary’s claim that the investment mix was changed solely due to her request and without a deliberative process.  The court acknowledged that had Merrill Lynch acted solely on Mary’s request, Merrill Lynch’s failure to exercise any judgment would have been an abuse of discretion.  However, the court held that although the record was thin, it did indicate that Merrill Lynch had standard practices concerning investment changes and there was no evidence that those processes were not followed.  The court also observed that the unusual nature of the trust supported Merrill Lynch’s investment decisions, even though those decisions would not have been appropriate in a more conventional trust or a trust with a lower payout requirement or shorter term.

The court approved the payment of Merrill Lynch’s attorneys’ fees for the accounting action out of the trust because of language in the trust instrument specifically approving the fees (and observed that in the absence of such language Merrill Lynch might be required to pay those fees directly because the action was brought for its own benefit).  However, the court ordered Merrill Lynch to reimburse the trust for the attorneys’ fees incurred in connection with the arbitration, with interest, because those fees were for the protection of its affiliate Pierce, and not for the trust or its beneficiaries.  The court also required Mary to bear her own attorneys’ fees.

77. Estate of Fridenberg, 2009 WL 2581731 (Pennsylvania Superior Court, August 24, 2009)

The Pennsylvania Superior Court reversed the Orphan’s Court decision, on objections filed by the state attorney general, denying Wachovia Bank principal commissions as trustee of a charitable trust on the basis of multiple statutory changes to trust law since the issuance of the decision relied upon by the attorney general

Anna Fridenberg died in 1940, leaving a will under which she established a perpetual charitable trust that ultimately provided for the distribution of net income for the support of a surgical floor at the Albert Einstein Medical Center.  A corporate predecessor to Wachovia Bank served as executor under the will, and Wachovia served first as co-trustee and eventually sole trustee of the charitable trust.

After the death of the individual co-trustee in 2005, Wachovia filed an accounting for 1978 through 2005 seeking commissions from principal for the time period from 1998 through 2005.  The state attorney general filed twelve objections to the accounting, but eventually withdrew all of the objections other than the objection to the additional commissions on the market value of the trust paid out of the trust principal.  The attorney general’s objection was based on a 1917 statute, in effect at the time of Ms. Fridenberg’s death, that prohibited a trustee from receiving a second commission for trust services if the trustee received compensation for services as executor under the will that also established the trust.  The attorney general relied on the decision of the Pennsylvania Supreme Court in In re Williamson’s Estate holding that the repeal of the 1917 statute was not to be applied retroactively.  The Orphan’s Court sustained the attorney general’s objection based on the Williamson case.

On appeal, the Superior Court reversed on the basis that (1) the Pennsylvania legislature amended the law in 1953, 1972, 1982, 1984, and 2006 so as to permit compensation based on market value of the trust assets regardless of when the trust was created and (2) subsequent cases had effectively ended the precedential authority of Williamson.  

The Court refused to address Wachovia’s assertion that the attorney general was improperly challenging, rather than enforcing, state statutes because the court found that Wachovia had failed to raise the issue with the trial court or preserve it for appellate review.  The Court noted that the attorney general expressly refrained from challenging the facial constitutionality of the state statutes, and that it was the prerogative of the legislature to amend the trust laws to respond to significant historical changes in the nature of trust administration and investment, including the development of total return investing.

The Court reversed the Orphan’s Court, approved the additional fees, and remanded the case for further proceedings.

78. Cundall v. U.S. Bank, 122 Ohio St. 3d 188 (June 4, 2009)

The Ohio Supreme Court dismissed surcharge claims against U.S. Bank and other fiduciaries arising out of the alleged discounted sale by a trustee of a closely held business interest on the basis that the statute of limitations began running at the time of the sale and not when the trustee died several years later

In 1976, John Koons and his wife, Ethel, created a trust for their children and funded the trust with thousands of shares of stock in their family company, Central Investment Corporation (“CIC”), which owned a brewery and bottling companies.  The Koonses appointed their son, Bud, as trustee.  Bud also served as President and CEO of CIC.  The trust was divided into two separate trusts, one for Bud’s children called Share A, and one for the children of Bud’s sister, Betty Cundall, called Share B.

The next year, Betty created her own trust for the benefit of herself, her spouse, and her children, and funded her trust with stock in a family holding company that held only CIC stock.  Betty named a predecessor to U.S. Bank as trustee.  U.S. Bank served as trustee until 1996, and was also the commercial banker for CIC.

In 1983, Bud offered to buy all of the family’s shares in CIC, including the shares held in Share B and the Cundall trust, at $155 per share, which the family refused.  Around the same time, CIC purchased its own stock from another shareholder for $328 per share.  Eventually, Bud purchased the CIC shares from Share B and the Cundall trust for $210 per share.  The Cundall family members, as beneficiaries of Share B and the Cundall trust, signed releases at the time of the sale releasing Bud and U.S. Bank from any and all liability in connection with the sale.

Bud died in 2005.  One of Betty Cundall’s children, Michael, alleged that after Bud’s death he discovered for the first time that CIC was sold for $400 million and as a result of Trust B having sold its CIC stock for a low price, Trust B was worth only $800,000 while Trust A (which was for the benefit of Bud’s family) was worth more than $30 million.

Michael was appointed as successor trustee of Trust B in November 2005, and four months later sued Bud’s estate, U.S. Bank, other trustees of related trusts, and more than 20 members of Bud’s family and the Cundall family.  Michael’s claims were based on the allegations that (1) Bud breached his fiduciary duties as trustee by acquiring CIC shares through intimidation, coercion, and misrepresentation about the value of the shares and (2) U.S. Bank breached its fiduciary duties by enabling the sale and knowingly concealing the value of the CIC shares.

All of the defendants moved to dismiss the claims.  U.S. Bank moved to dismiss based on the statute of limitations and the releases, and other defendants moved to dismiss on lack of jurisdiction and failure to tender back the consideration received in the sale before filing suits.  The trial court granted the motions to dismiss.

On appeal, the First District Court of Appeals affirmed the dismissal of U.S. Bank on statute of limitations grounds, but rejected the application of the tender offer rule in a fiduciary context.  The First District also found the releases “highly suspect” and concluded that in order for the releases to be valid the trustees had to meet the burden of showing that the trustees acted “with the utmost good faith and exercised the most scrupulous honesty toward the beneficiaries, placed the beneficiaries’ interests before their own, did not use the advantage of their trustee positions to gain any benefit at the beneficiaries’ expense, and did not place themselves in a position in which their interests might have conflicted with their fiduciary obligations”.  The First District found that the claims against Bud and the other trustees were not barred by the statute of limitations.

On appeal, the Ohio Supreme Court found that all of the claims were barred by the statute of limitations because (1) the rule that the statute of limitations does not run until the trustee repudiates the trust only applies where the trustee’s action is “surreptitious or obscured and remains so until the trustee’s death or removal” and (2) where the beneficiary knows about the breach of duty, or by the exercise of reasonable skill could have learned of it, the statute of limitations begins to run at the time of the breach.  The Court found that the beneficiaries knew or should have known about the alleged fraud and wrongdoing at the time of the sale of the CIC stock in 1984, and therefore the statute of limitations began to run at that time.  Consequently, the Court held that all of the claims were time-barred.

79. MacIntyre v. Wedell, 12 So. 3d 273 (Florida District Court of Appeals, May 20, 2009)

The Florida Court of Appeals affirmed the dismissal of a suit brought after the death of the settlor, challenging the withdrawal of assets from a revocable trust by the settlor on grounds of undue influence

Helen Wedrall executed and transferred her assets to a revocable trust during her lifetime.  The trust provided for the distribution of the trust assets after Ms. Wedrall’s death among her three sisters.  After Ms. Wedrall’s death, one of her sisters, Liz, as trustee of the trust, filed suit against another sister, Agnes, alleging that weeks prior to her death, as a result of undue influence by Agnes, Ms. Wedrall removed assets from the trust and transferred them to Agnes or accounts in Agnes’s name.  The trial court dismissed the claim on the basis that the decision of the Florida Supreme Court in Florida National Bank of Palm Beach County v. Genova barred an undue influence challenge to a settlor’s removal of funds from her revocable trust.

On appeal, the Court of Appeals affirmed the dismissal of the claims, noting that a settlor, prior to her death, has the right to revoke the trust in the absence of a judicial determination or medical certification of her physical and mental incapacity.  The Court also noted that revocable trusts are unique types of transfers where the settlor retains the right to regain absolute ownership of the trust property, which is distinguishable from other types of conveyances where claims for undue influence might apply, such as gifts, deeds, wills, and contracts.  The Court also noted that the courts “have no place in trying to save persons…from what may or may not be her own imprudence”.  The Court affirmed the trial court’s holding that “even after the settlor’s death, the settlor’s revocation of her revocable trust during her lifetime is not subject to challenge on the ground that the revocation was the product of undue influence”.

fiduciary income tax

80. Proposed Regulation Section 1.67-4 (July 26, 2007) and Notice 2008-32, 2008-11 I.R.B. 593 (February 27, 2008)

IRS publishes Proposed Regulations on deductibility of fiduciary expenses

On July 26, 2007, the Internal Revenue Service released proposed regulations governing the deductibility for income tax purposes of the expenses of estates and irrevocable trusts.  The proposed regulations (Proposed Reg. § 1.67-4) address the extent to which otherwise deductible expenses are subject to the “2% floor” on miscellaneous itemized deductions under Section 67 of the Internal Revenue Code.  This is the issue involved in the Rudkin-Knight case in which the U. S. Supreme Court upheld the Second Circuit on January 16, 2008.

As proposed, these regulations would go much further than any of the court cases to date.  Not being restricted by any particular facts, as the court cases are, the Service is proposing to take the harshest approach possible.  Basically, the proposed regulations would apply the 2% floor to all expenses of an estate or trust except expenses that are “unique” to an estate or trust.  An expense is considered “unique” only if “an individual could not have incurred that cost in connection with property not held in an estate or trust.”

As “unique” fiduciary activities, the cost of which is fully deductible, the proposed regulations cite fiduciary accountings, required judicial filings, fiduciary income tax returns, estate tax returns, distributions and communications to beneficiaries, will or trust contests or constructions, and fiduciary bonds.  

As examples of services that are not “unique” to a trust or estate, the costs of which are subject to the 2% floor, the proposed regulations cite the custody and management of property, investment advice, preparation of gift tax returns, defense of claims by creditors of the grantor or decedent, and the purchase, sale, maintenance, repair, insurance, or management of property not used in a trade or business.

Most fiduciaries do not charge separately for their activities.  For example, most trustees’ bundle their services and charge a fee based on a percentage of the value of the trust assets.  This bundled fee represents compensation for all fiduciary services, including acting as a custodian for the trust assets, investing the trust assets, filing income tax returns, communicating with beneficiaries, and handling any necessary court filings.  The proposed regulations require the “unbundling” of such fiduciary fees or commissions, so as to identify the portions attributable to activities and services that are not “unique” and are therefore subject to the 2% floor.

For example, under this proposed approach, if 30% of a trustee’s fee is allocable to fiduciary bonds and accountings, fiduciary income tax returns, and distributions and communications to beneficiaries, while 70% of the fee is allocable to custody, management, and investment advice, then only 30% of the fee will be fully deductible as an “above-the-line” expense, and the other 70% will be deductible only to the extent it exceeds 2% of the trust’s equivalent of “adjusted gross income.”  Under Section 67(e), the “adjusted gross income” of a trust is calculated after allowable charitable deductions, distribution deductions, and the above-the-line deductions of any “unique” expenses.  In many instances, fiduciary fees subject to the 2% floor will not be deductible, and that will effectively increase the cost of these fiduciary services.

The Internal Revenue Service received written comments about the proposed regulations until October 25, 2007, and held a public hearing on the regulations on November 14, 2007.  The regulations are proposed to apply to payments made after the date the final regulations are published in the Federal Register.

There is no doubt that the proposed regulations will be very controversial.  Although Congress’s purpose in enacting Section 67(e) was apparently to prevent individuals from using trusts to avoid the 2% floor they would otherwise face, the proposed regulations, if finalized, will have the effect of making the administration of trusts more expensive on an after-tax basis, without a clearly articulated justification in public policy or congressional intent.  This burden will be felt even by long-term trusts long after the grantor is dead.

The approach to the regulations that many would welcome would take note of the following considerations:

· The reasons for the rule of Section 67 (alleviating a record-keeping burden and removing the temptation to deduct personal expenses) generally do not apply to fiduciaries.

· The “which would not have been incurred if the property were not held in such trust or estate” clause in Section 67(e)(1) has been overstated by parties and courts as a “second prong” of the statutory test.  In the acknowledged absence of any authoritative articulation of congressional intent, there is no reason to view it as anything more than a completion of the overall thought of a relationship to estate or trust administration.

· To the extent that the test of Section 67(e)(1) nevertheless suggests elements of both context (“in connection with”) and motivation or occasion (“would not have been incurred”), the best interests of tax administration demand the simplifying objective assumption that a fiduciary’s actions are always informed by the unique standard of fiduciary duty.

· Even if it is thought necessary to give greater independent effect to the “would not have been incurred” “second prong” of the Section 67(e)(1) test, then that effect should reflect the reference in the statute to “property,” suggesting that it is the nature of the property that is critical, not the circumstances of the holder, and that therefore an appropriate carve-out would be limited to incremental “in rem” expenses that run with the property.

· Administration of a test such as those reflected in the Federal, Fourth, and Second Circuit opinions and in the proposed regulations would require disproportionate expenditure of compliance and audit resources and would inevitably lead to widely divergent results, especially in the complex task of reflecting an overall correct approach in the fiduciary’s K-1s and the beneficiaries’ individual returns – just the opposite of the simplification Congress intended.

· Unitary or “bundled” fees are welcomed by most grantors and beneficiaries and reflect not only à la carte services but also the fiduciary’s availability, reputation, big-picture judgment, and assumption of risk.  While “unbundling” fees is a superficially appropriate way to encourage similar treatment of similar taxpayers, it would operate imperfectly in the marketplace of negotiated fee structures (which could include negotiated unbundling methods), and it would represent one more administrative burden that Congress would not have welcomed.

All these considerations suggest that, as a matter of sound tax policy and old-fashioned self-restraint, the regulations should affirm that most fiduciary expenses, including the costs of investment advice in trusts with more than one beneficiary, will not be subject to the 2% floor.

As proposed, the regulations would apply to “payments made after the date final regulations are published in the Federal Register.”  It might be fairer to postpone implementation until at least the following taxable year (which for trusts is generally the calendar year), but there can be no assurance of that.  Thus, fiduciaries should begin to think about how to allocate services and expenses among categories they might not be accustomed to using.  Although the proposed regulations can provide some guidance in this effort, the final regulations might be different, so it is important to anticipate compliance with the regulations in strategic and general terms and not waste effort in devising a detailed response to rules that are only proposed and not yet effective.  The same is true of any unbundling of unitary fees that might be mandated to emulate or reflect the required allocations.

Even though a trust-by-trust review solely for the purpose of analyzing categories the regulations have not yet finalized may be wasteful, if there are other natural occasions for surveying and categorizing trusts, the potential impact of any new regulations should be kept in mind.  For example, as new fiduciary accounts are opened, intake information might be tailored to accommodate application of rules distinguishing various types of investment advice.  Similarly, where periodic reviews are already in place for other management reasons, information that might prove useful can be updated.  The periodic review and updating of investment policies and instructions to investment advisors is a good idea for many reasons, and that kind of review can also be used to identify types of trusts or even strengthen the ability of a trust to invoke any provisions of the regulations that might be desirable.

Generalizing from the proposed regulations, the most important question to ask about a trust is whether the administration of the trust is governed by a strict dichotomy between income and principal, including whether the trustee has discretion to invade principal for income beneficiaries, to accumulate income, or to make equitable allocations between principal and income.  Another question is whether there is anything at all about a trust that justifies special instructions or requests to the investment professionals involved.  In addition, the final regulations might make or permit distinctions among trusts for a single beneficiary, trusts for a single generation of beneficiaries, trusts that have run for several generations, and trusts that have more than one generation yet to serve.  Again generalizing from the proposed regulations, it might be appropriate to identify any references to “total return” in investment files, and, where those references are legitimately outdated or otherwise potentially misleading, they might, as appropriate, be revised.

Finally, consideration should be given to advising beneficiaries of the new challenges 2008 will bring.  It is usually a good idea to prevent surprise, although this needs to be balanced with the reluctance to alarm beneficiaries over something that might not come to pass.  In many cases, though, a communication that advises beneficiaries of the pending developments will provide an opportunity to demonstrate the fiduciary’s awareness of the tax climate in a proactive context that can appropriately remind beneficiaries of the many advantages of professional trust management.

While this burden will be substantial and undoubtedly confusing and challenging for volunteer or other non-professional trustees who contract individually for all services, it will be especially severe for the full-service institutional trustee that will now be required to “unbundle” its fee.  Most clients and customers view it as convenient, professional, and appropriate when a fiduciary charges a single fee for all services reasonably necessary to the effective administration of the trust, not to mention the fiduciary’s availability, big-picture judgment, and assumption of risk.  Under the proposed regulations, that holistic and professional approach will now be met with an intrusive and burdensome requirement to allocate the fee among “unique” and “non-unique” categories prescribed by a single rule written for all trusts.

But controversy does not guarantee that the final regulations will be significantly moderated, although they might be.  The only thing guaranteed is that this is a development that fiduciaries must watch very closely.

On February 27, 2008, the Internal Revenue Service issued Notice 2008-32 in which it announced that the unbundling of fees would not be applicable until the 2008 tax year.  Also, it requested comments on possible safe harbors for determining the fees attributable for unique and non-unique items. 

81. Notice 2008-116, 2008-52 I.R.B. 1372 (December 11, 2008)

Extension of interim guidance on deductibility of investment advisory fees by trusts
Earlier in 2008, the Internal Revenue Service released Notice 2008-32, reacting to the Supreme Court’s unanimous holding in Michael J. Knight, Trustee v. Commissioner, 552 U.S. _____ (No. 06-1286, January 16, 2008), that trust investment advisory fees are subject to the “2% floor” of section 67(a) of the Internal Revenue Code.  That Notice confirmed that fiduciaries preparing 2007 income tax returns would not be required to “unbundle” a unitary fiduciary fee to separately state the components of the fee that are subject to the 2% floor.

Notice 2008-116 modifies Notice 2008-32 and further relieves trustees of the need to unbundle their fees for 2008 returns.  Trusts may deduct the full amount of the bundled fiduciary fees for 2008 without regard to the 2% floor, but payments by trustees to third parties for expenses subject to the 2% floor are readily identifiable and must be treated separately from the otherwise bundled fiduciary fees.  

82. Letter Ruling 200842007 (October 17, 2008)

Exercise by grantor of power to substitute trust assets will not constitute a gift to the trust provided that the fair market value of the assets transferred to and from the trust is equal  

A grantor executed an irrevocable trust to provide for the grantor’s spouse and issue.  The spouse was given a lifetime special power of appointment to issue and a broad special power of appointment at death.  The spouse was also given a Crummey power limited to the greater of 5% of the trust property or $5,000.  

The grantor also had the power to acquire any or all of the property constituting the trust principal by substituting other property of equivalent value, is determined at the time of substitution.  Under Section 675(4)(C), this power would make the trust a grantor trust for income tax purposes.  The grantor’s power to acquire trust property could only be exercised in a fiduciary capacity.  This was defined to mean an action that is undertaken in good faith and in the best interests of the trust and its beneficiaries subject to the fiduciary standards imposed under state law.  By treating the trust as a grantor trust, the grantor would make an indirect non-taxable gift to the beneficiaries each time the grantor paid income taxes.  Also, any exchange or property would avoid capital gains tax consequences.

The grantor proposed to exercise the power by transferring shares of stock in one company in exchange for shares held in a second company.  Cash or cash equivalents would also be transferred to make up any difference in the value of the shares being exchanged.  

Citing Jordahl v. Commissioner, 65 T.C. 92 (1975), acq. 1971 C.B. 1, the letter ruling holds that the retention by the grantor of the power of substitution will not cause the trust property to be included in the grantor’s estate under Sections 2033, 2036(a), 2038, or 2039.  Moreover, the exercise by the grantor of the power will not constitute a gift to the trust for gift tax purposes if the total fair market value of assets transferred to the trust equals the fair market value of assets transferred from the trust.

83. Letter Ruling 200846001 (November 14, 2008)

Existence or exercise of power of substitution does not disqualify grantor retained annuity trust.  In addition, the exercise of the power is not a gift to the trust for gift tax purposes if total fair market value of assets transferred to the trust equals the fair market value of assets transferred from the trust

Grantor established a grantor retained annuity trust of which the husband was the initial trustee of the trust and would also serve as the initial trustee of the family trust created at the end of the annuity term.  The trust provided that the grantor could acquire any or all of the property constituting the trust principal by substituting other property of equivalent value. The power to substitute trust property could only be exercised in a fiduciary capacity, which meant that it must be undertaken in good faith and in the best interest of the trust and its beneficiaries and was subject to fiduciary standards imposed under applicable state law.  

The grantor intended to initially fund the trust with shares of stock in two publicly traded companies.  Grantor proposed to exercise the power of substitution from time-to-time by transferring additional shares of Company 1 in exchange for shares of Company 2 or vice versa.  With respect to the family trust created after the end of the annuity term, the husband was given a general power of appointment.  It was also stated that the fair market value of the remainder exceeded 10% of the initial fair market value of property transferred to the trust.

The Service first held that the power to reacquire trust property by substituting property of equivalent value was sufficient to make the trust a grantor trust under Section 675(4)(C).  The ruling also stated that the exercise of the power would not be a gift for gift tax purposes if the total fair market value of the assets transferred to the trust equals the total fair market value of the assets transferred from the trust.  The ruling concluded that the grantor retained annuity trust and the family trust each would be a grantor trust.  The family trust would be a grantor trust because of husband’s power as trustee to distribute income and principal among grantor’s issue. Finally, the exercise of power to substitute assets would not result in the recognition of any gain or loss by the grantor, the grantor retained annuity trust, or the family trust for income tax purposes since for income tax purposes none was a separate entity.

OTHER AREAS OF INTEREST

84. Treasury Department and IRS’s 2008-09 Priority Guidance Plan (September 10, 2008)

Treasury Department and IRS announce several projects for estates, gifts, and trusts

With respect to estates, gifts and trusts, the Treasury Department and the IRS expect to undertake the following projects in 2008-2009:

1.
Regulations under Section 67 regarding miscellaneous itemized deductions of a trust or estate. Proposed regulations were published on July 27, 2007. 

2.
Guidance under Section 529 regarding qualified tuition programs. An advance Notice of Proposed Rulemaking (ANPRM) was published on January 18, 2008. 

3. 
Final regulations under Section 642(c) concerning the ordering rules for charitable payments made by a charitable lead trust. Proposed regulations were published on June 18, 2008. 

4.
 Guidance under Section 643 regarding uniform basis rules for trusts. 

5. 
Adjustments to sample charitable trust forms under Section 664. 

6. 
Revenue ruling regarding the consequences under various income, estate, gift, and generation-skipping transfer tax provisions of using a family owned company as a trustee of a trust. Notice 2008-63 was published on August 4, 2008. 

7. 
Final regulations under Section 2032(a) regarding imposition of restrictions on estate assets during the six month alternate valuation period. Proposed regulations were published on April 25, 2008. 

8.
 Guidance under Section 2036 regarding graduated grantor retained annuity trusts.

9. 
Guidance providing procedures for filing and perfecting protective claims for refunds for amounts deductible under Section 2053. 

10. 
Guidance under Section 2053 regarding personal guarantees and the application of present value concepts in determining the deductible amount of administration expenses and claims against the estate. 

11. 
Final regulations under Section 2053 regarding the extent to which post-death events may be considered in determining the deductible amount of a claim against the estate. Proposed regulations were published on April 23, 2007. 

12.
 Final regulations under Section 2642(g) regarding extensions of time to make allocations of the generation-skipping transfer tax exemption. Proposed regulations were published on April 17, 2008. 

13. 
Guidance under Section 2704 regarding restrictions on the liquidation of an interest in a corporation or partnership. 

14.
 Final regulations under Section 7477 regarding declaratory judgment procedures relating to gift tax valuation issues. Proposed regulations were published on June 9, 2008. 

15. 
Guidance under Section 7520 updating the mortality based actuarial tables to reflect data compiled from the 2000 census.

85. Notice 2008-63, 2008-31 I.R.B. 261 (July 11, 2008)

IRS notice outlines proposed guidance on the tax consequences when private trust companies created by family members serve as trustee of trust having family members as grantors and beneficiaries

The increased use of family-owned trust companies as alternatives to either individual trustees or publicly-owned institutional fiduciaries has for many years been an important development in the stewardship of family wealth.  The tax consequences of creating trusts with a private trust company as a trustee, or of replacing trustees of existing trusts with a private trust company, have been a topic of great interest, especially in the very common circumstance of independent trustees with broad discretion over distributions of income and principal that could create unwelcome tax consequences if imputed to the grantor or beneficiaries.  That interest reached a crescendo when the IRS first issued private letter rulings on the subject in 1998 but has been pent up since 2004 when this project first appeared on the Priority Guidance Plan and the IRS has been unwilling to issue rulings while that guidance was pending.
This notice contains a proposed revenue ruling concerning the tax consequences of situations in which family members create a private trust company to serve as the trustee of a trust having family members as grantors and beneficiaries.  The proposed revenue ruling looks at a fact situation in which a husband and wife have three children, each of whom is married and each of whom has his or her own children.  The husband and wife have established separate irrevocable trusts for each of their children and grandchildren.  In addition, each child has established irrevocable trusts for their respective descendants.  Each trust gives the trustee discretionary authority to distribute income and principal to the primary beneficiary of the trust during the primary beneficiary’s lifetime.  The primary beneficiary has a limited testamentary power to appoint property to family members and charitable organizations.  The grantor, otherwise the primary beneficiary, may appoint a successor trustee other than himself or herself.  Each trust is designed to last for the common law rule against perpetuities period. 

The ruling looks at two situations.  The first is when the private trust company is formed under the laws of a state that has enacted a private trust company statute.  The second situation is when the private trust company is formed in a state without a statute governing private trust companies.  

The ruling discusses the following five issues:

1. Will the value of the trust assets be included in the grantor’s gross estate under Sections 2036(a) or 2038(a) if a private trust company acts as trustee?

2. Will the value of the trust assets be included in a beneficiary’s gross estate because the beneficiary is deemed to have a testamentary general power of appointment under Section 2041?

3. Will transfers by the grantor to the trust be considered a completed gift?

4. Does the appointment of a private trust company as trustee of a trust affect the exempt status of a trust for generation skipping tax purposes?

5. Does the appointment of a private trust company cause the grantor or a beneficiary of the trust to be treated as the owner of any portion of the trust under the grantor trust rules for fiduciary income tax purposes?

The IRS assumes that all distribution decisions are made by a discretionary distribution committee and no family member serving on this discretionary distribution committee can participate in making discretionary distribution decisions with respect to any trust of which that person or his or her spouse is either a grantor or a beneficiary or with respect to any beneficiary is a person to whom the family member or spouse owes an obligation of support.  State law also prohibits shareholders of the private trust company from changing the governing provisions on the discretionary distributions.

With regard to fact patterns, the proposed revenue ruling helpfully posits not one but several trusts, illustrating both the creation of new trusts and the introduction of a private trust company as a trustee of an old trust.  Each trust instrument posited in the proposed revenue ruling provides for complete discretionary authority over distributions of both income and principal, thus precluding speculation about any difference between the two.  Likewise, each trust instrument provides each successive primary beneficiary with a reasonably broad testamentary power of appointment (although not as broad as everyone except the beneficiary’s estate and creditors).  And each trust instrument provides for the grantor’s or primary beneficiary’s unilateral appointment (but not removal) of trustees, with no restrictions other than on the ability to appoint oneself.  Finally, the proposed revenue ruling defines discretionary distributions as any permissible distributions that are not mandated in the trust instrument or by applicable law.

Additional flexibility is built into the proposed revenue ruling by the provision of two scenarios – one in which the private trust company is formed under a state statute with certain limitations and one in which the private trust company is formed in a state without such a statute but comparable limitations are included in the governing documents of the private trust company itself, thus removing one potential concern for unfair discrimination between otherwise similar private trust companies.
With respect to each issue, the proposed revenue ruling appears to say that if family members cannot participate in decisions with respect to trusts of which they are a grantor or beneficiary and they do not have the power under either state law or under the governing instruments to amend or change the rules governing the private trust company or to make personnel decisions, there will be no adverse estate, gift, generation skipping or income tax consequences.  Thus, in general, the proposed ruling is good news for families that establish private trust companies.

To paraphrase, the only reason why the IRS and Treasury should care about a private trust company is that it could provide a pretense of theoretical independence but in practice could be exploited by family member-owners to indirectly exercise control over a trust that would trigger time-honored tax rules, largely dating from the 1930s and 1940s, if such control were held by family members directly.  Notice 2008-63 therefore looks to those time-honored rules and strives to come up with rules for a private trust company that are no more onerous.  A more onerous rule could bar the private trust company from roles that an individual family member could fill directly.  That would push the tax rules beyond what is needed to simply prevent family members from using a private trust company to do indirectly what they could not do directly, which is the reason for having any such rules in the first place.  In other words, Notice 2008-63 identifies the reason for the rule and uses that as the standard for crafting the rule.

86. Letter Ruling 200825011 (June 20, 2008)

Split dollar funding arrangement will not cause adverse estate tax consequences to insureds when policy owned by irrevocable life insurance trust

Split dollar is not a type of insurance.  Instead, it is a way of financing the purchase of insurance.  While it most typically takes the form of an arrangement between a closely held business and an owner/employee, or between a public corporation and its executives, in which the employer and employee agree to split the payment of premiums on the policy, it can also be used between insureds and an irrevocable life insurance trust.  That was the situation in this letter ruling.

Husband and wife established an irrevocable life insurance trust for the benefit of their descendants which was intended to hold a second to die policy.  Under the terms of the irrevocable life insurance trust, separate trusts were set up for each of the husband and wife’s three children.  The trustee had discretion to distribute income and principal to descendants.  

The trust purchased and paid the initial premiums on the second to die policy and was designated as the owner and beneficiary of the policy.  Husband and wife and trustee plan to enter into a split dollar arrangement.  Husband and wife would contribute 100% of the annual premium amounts to the irrevocable life insurance trust.  The irrevocable life insurance trust would make the premium payment to the insurance company.  Upon the death of the survivor of husband and wife, the survivor’s estate would be entitled to receive the greater of the cash surrender value of the policy prior to termination or an amount equal to all premiums paid by husband and wife.  The irrevocable life insurance trust would receive the balance of the insurance proceeds.  The agreement could be terminated at will by either husband or wife or by the trustee of the trust.  If the agreement terminated, the trust was required to pay the husband and wife an amount equal to the greater of the cash surrender value or the premiums paid by husband and wife.  The trustee would execute a collateral assignment pursuant to which the policy would be assigned to husband and wife.  Under the terms of the collateral assignment, the trustee specifically retained all rights of ownership in the policy.  

The IRS was asked to rule on the following issues:


1.
Are husband and wife the deemed owners of the policy?


2.
Does a taxable gift occur upon each payment of a premium by husband 


and wife?


3.
Does the value of the annual gifts made by husband and wife equal the 


cost of the current life insurance protection provided to the trust?


4.
Whether the insurance proceeds will be included in the gross estate of the 


survivor of husband and wife.

The IRS held that under Section 61 of the Code, husband and wife would be treated as the owners of the policy.  This is because under Treas. Reg. § 1.61-22 (c)(1)(ii)(A)(2), a donor is treated as the owner of the life insurance contract in a split dollar life insurance arrangement that is entered into between a donor and a life insurance trust, if, at all times, the only economic benefit that is provided under the arrangement is current life insurance protection.  Since the trust is not going to provide any consideration towards the purchase of the life insurance, the amount of husband and wife’s annual gift is the full cost of the current life insurance protection provided to the trust.  

The IRS declined to express any opinion on the federal gift tax consequences of the arrangement.

The IRS specifically stated that because neither husband nor wife will hold any incidents of ownership in the policy and all incidents of ownership were vested in the trust, the proceeds of the policy payable to the trust will escape estate taxation at the death of the second to die of husband and wife.  The portion of the proceeds payable pursuant to the split dollar arrangement to the survivor of husband and wife would be includable.

In 2001, the IRS announced its intent in Notice 2001-10, 2001 C.B. 459, to change its past favorable tax treatment of split dollar arrangements.  On September 17, 2003, it issued final regulations with a new taxation scheme that effectively eliminated a significant amount of the use of split dollar arrangements for estate tax purposes.

87. Final Regulations on Section 6694 (December 15, 2008)

Treasury Department provides guidance on return preparer penalties as revised 

A largely ignored penalty provision of the Internal Revenue Code until 2007, Section 6694 now imposes large monetary penalties on a variety of often unsuspecting tax advisors.  Even if a tax advisor never signs a client’s tax return, even if a tax advisor never looks at a client’s tax return, and even if a tax advisor never answers a specific tax-return related question, the IRS may treat the tax advisor as a tax return preparer subject to these rules.  Although these rules apply to both returns and claims for refund, for ease of nomenclature, this outline will only refer to returns.  However, references to returns should be deemed to mean returns and claims for refund.  

Prior to 2007, Section 6694 imposed a monetary penalty on income tax return preparers in certain circumstances.  However, the penalty was minimal, so the provision rarely received any attention from practitioners or the IRS.  Congress significantly revised Section 6694 by enacting Section 8246 of the Small Business and Work Opportunity Tax Act of 2007, Public Law No. 110-28 (formerly H.R. 2206).  This law became effective on May 25, 2007.  It was one of the methods by which Congress raised revenue to pay for the Iraq war-funding bill.  Generally speaking, the new law:
1. Extended the application of the penalties to all taxes; 

2. Extended the application of the penalties to all tax return preparers; 

3. Altered the standards of conduct that tax return preparers must meet in order to avoid penalties under Section 6694; and

4. Increased the penalties for violations of Section 6694

Congress revised Section 6694 again by enacting Section 506 of the Emergency Economic Stabilization Act of 2008, H.R. 1424, on October 3, 2008.  This law is retroactively effective for returns prepared after May 25, 2007.  It was one of the provisions in the financial services bailout/rescue bill.   The bill reduces the standards for imposition of the tax return preparer penalty for undisclosed positions to “substantial authority,” while maintaining the preparer standard for disclosed positions at “reasonable basis.”   Assuming the other elements are met, the IRS can impose the penalty if the understatement is due to a position for which the tax return preparer does not have “substantial authority.”  A position has “substantial authority” if a reasonable and well-informed analysis by a person knowledgeable in the tax law would lead that person to conclude that the position has at least a 40% chance of being sustained on the merits.  This is higher than the pre-2007 requirement that the income tax return preparer have a reasonable belief that the position had a realistic possibility of success, which required a 33% chance of success, but lower than the 2007 change to the law requiring that the tax return preparer have a reasonable belief that the position would more likely than not be sustained on its merits, which required a 50% chance of success.  The penalty can be imposed on both signing and non-signing tax return preparers.

The IRS issued Proposed Regulations on June 17, 2008.  By their terms, the Proposed Regulations are effective for returns filed and advice provided after the publication of the Final Regulations in the Federal Register.  The Final Regulations, by their terms, were scheduled to be published in the Federal Register on December 22, 2008.  Therefore, the Proposed Regulations are technically effective on December 22, 2008 (and no rules are in effect for the early part of 2007) although, since the Final Regulations are effective the same date, they are effectively mooted.  Thus, it is unlikely the IRS will look to apply the revised statutory provision for returns filed or advice given during 2008.

On December 15, 2008, the IRS issued final regulations, interim guidance relating to tax shelters and reportable transactions, and a revenue procedure identifying the returns to which the Section 6694 penalty applies.  The Final Regulations are effective December 22, 2008 and apply to returns filed and advice provided after December 31, 2008.

A tax return preparer can avoid the Section 6694 penalty when he has a reasonable basis for a position but lacks substantial authority for the position.

Signing Tax Return Preparers.  Treas. Reg. § 1.6694-2(d)(3)(i).  A signing tax return preparer meets the disclosure requirements for a position that has a reasonable basis for a position but lacks substantial authority for the position if the signing tax return preparer discloses the position in any one of the following three ways:

Actual Disclosure.  Treas. Reg. § 1.6694-2(d)(3)(i)(A).  The position is disclosed on a properly completed and filed Form 8275, Disclosure Statement, a properly completed and filed Form 8275-R, Regulation Disclosure Statement, or on the tax return.

Provide the Taxpayer with Ability to Make Actual Disclosure.  Treas. Reg. § 1.6694-2(d)(3)(i)(B).  The signing tax return preparer provides the taxpayer with a prepared tax return that includes a disclosure of the position.

Advise the Taxpayer of Penalty Standards.  Treas. Reg.  § 1.6694-2(c)(3)(i)(C).  For returns subject to accuracy related penalties under Section 6662 other than the substantial understatement penalty, the signing tax return preparer may advise the taxpayer of all the Section 6662 penalty standards to which the taxpayer may be subject.  The signing tax return preparer must also contemporaneously document this advice in his own files.
Nonsigning Tax Return Preparers.  Treas. Reg. § 1.6694-2(d)(3)(ii).  A nonsigning tax return preparer meets the disclosure requirements for a position that has a reasonable basis but for which the nonsigning tax return preparer lacks substantial authority if the nonsigning tax return preparer discloses the position in any one of the following three ways.

Actual Disclosure.  Treas. Reg. § 1.6694-2(d)(3)(ii).  The position is disclosed on a properly completed and filed Form 8275, Disclosure Statement, a properly completed and filed Form 8275-R, Regulation Disclosure Statement, or on the tax return.

Advise the Taxpayer of Penalty Standards.  Treas. Reg.  § 1.6694-2(d)(3)(ii)(A).  The nonsigning tax return preparer advises the taxpayer of any opportunity to avoid the Section 6662 penalties to which the taxpayer may be subject and the standards for such disclosures.  The nonsigning tax return preparer must also contemporaneously document this advice in his own files.  The contemporaneous documentation should reflect that the affected taxpayer has been advised by a tax return preparer in the firm of the potential penalties and the opportunity to avoid penalty through disclosure. 
Advising Another Tax Return Preparer.  Treas. Reg. § 1.6694-2(d)(3)(ii)(B).  The nonsigning tax return preparer advises another tax return preparer with respect to the position that disclosure under Section 6694 may be required.  The nonsigning tax return preparer must also contemporaneously document this advice in his own files.  The contemporaneous documentation should reflect that a tax return preparer outside the firm has been advised that disclosure may be required.  If the advice is to another nonsigning tax return preparer within the same firm, contemporaneous documentation is satisfied if there is a single instance of contemporaneous documentation within the firm.
Just like the prior version of Section 6694, revised Section 6694 includes an exception to the Section 6694 penalty if the tax return preparer acted with reasonable cause and in good faith.  The IRS will consider the following factors when determining whether reasonable cause and good faith exist: 
The Nature of the Error Causing the Understatement.  Treas. Reg. § 1.6694-2(e)(1).  If the error causing the understatement results from a provision of law that was so complex, uncommon, or highly technical that a competent tax return preparer reasonably could have made the error, there may be reasonable cause and good faith.  However, reasonable cause and good faith do not exist if the error causing the understatement is apparent from a general review of the return.

Frequency of Errors.  Treas. Reg. § 1.6694-2(e)(2).  If the error causing the understatement is an isolated error (such as an inadvertent mathematical or clerical error) rather than a number of errors, there may be reasonable cause and good faith.  However, even if the error is an isolated error, reasonable cause and good faith do not exist if the error is so obvious, flagrant, or material that it should have been discovered during a review of the return.  In addition, reasonable cause and good faith do not exist if there is a pattern of errors on the return, even if any one of the errors, in isolation, would have constituted reasonable cause and good faith.

Materiality of Errors.  Treas. Reg. § 1.6694-2(e)(3).  If the error is of a relatively immaterial amount, there may be reasonable cause and good faith.  However, even if the error is of a relatively immaterial amount, reasonable cause and good faith do not exist if the error or errors creating the understatement are obvious or numerous.

Normal Office Practice.  Treas. Reg. § 1.6694-2(e)(4).  Reasonable cause and good faith may exist if the tax return preparer’s normal office practice, when considered together with other facts and circumstances, such as the knowledge of the tax return preparer, indicates that the error resulting in the understatement would rarely occur and the normal office practice was followed in preparing the return or claim in question.  Normal office practices means a system for promoting accuracy and consistency in the preparation of returns or claims.  It must generally include, in the case of a signing tax return preparer, checklists, methods for obtaining necessary information from the taxpayer, a review of the prior year’s return, and review procedures.  However, reasonable cause and good faith do not exist if there is a flagrant error on the return, a pattern of errors on the return, or a repetition of the same or similar errors on numerous returns or claims.

Reliance on Third Party Information.  Treas. Reg. § 1.6694-2(e)(5).  A tax return preparer may establish reasonable cause and good faith by relying, without verification, on the advice and information furnished by the taxpayer or other parties.  For a more complete discussion of the allowable types of reliance, please see Part VI.I of this outline, below.
Industry Practice.  Treas. Reg. § 1.6694-2(e)(6).  Reasonable cause and good faith may exist if the error is the result of reasonable reliance on generally accepted administrative or industry practice in taking the position that resulted in the understatement.  Good faith reliance does not exist if the tax return preparer knew or should have known, at the time the return was prepared, that the administrative or industry practice was no longer reliable due to developments in the law or IRS administrative practice since the time the practice was developed.  An accepted administrative or industry practice is based upon all facts and circumstances.

The penalty for violating Section 6694 is based on the income derived, or to be derived, by the tax return preparer with respect to the tax return.

88. Letter Ruling 200832018 (August 8, 2008)

IRS issues ruling on effect of wife’s disclaimer of different interests in husband’s estate

A disclaimer is a denial or disavowal of any interest in or claim to the subject of the action, such as the renunciation of any title, claim, interest, estate, or trust.  In this letter ruling, a surviving spouse planned to make three disclaimers with respect to property interests created for her benefit upon the death of husband.

Under Section 2518, four requirements are necessary for a valid disclaimer.

· The disclaimer must be in writing;

· The disclaimer must be made within nine months of the decedent’s death or the creation of the interest if created during life;

· The disclaimant must not have accepted any interest in the property being disclaimed; and

· As a result of the disclaimer, the property passes to somebody other than the disclaimant (unless the disclaimant is the surviving spouse).

The wife first proposed to disclaim a testamentary special power of appointment over each of the marital trust and the family trust.  Treas. Reg. § 25.2518-3(a)(1)(iii) provides that power of appointment is treated as a separate interest in property and a power of appointment may be disclaimed independently from other interests.  For that reason, the disclaimer of the testamentary special power of appointment would meet the requirements of a qualified disclaimer.

The second request related to a brokerage account that was held in joint tenancy between the husband and the wife.  Upon the husband’s death, the brokerage account was closed by the brokerage company as a result of husband’s death and a new account was established for wife.  Wife also received distributions from the new account that she deposited in a money market account.  These distributions to the wife equaled a specific amount.

The IRS, because husband was the sole contributor to the account while he was alive, found that the gifts were incomplete since husband could unilaterally withdraw the contributions any time prior to death.  The IRS said the wife could disclaim all property in this brokerage account except for the amount that had actually been distributed to her and she had then placed in her money market account.

The second joint tenancy account was one to which both husband and wife had contributed amounts during life.  Here the wife proposed to disclaim her survivorship interest in husband’s share of the account. The IRS noted that after the date of death, a municipal bond had been redeemed and securities and cash had been received.  Pursuant to Treas. Reg. § 25.2518-2(e)(1), because wife accepted the proceeds of the redeemed bond and securities, she was deemed to have accepted the benefits of husband’s one-half share of the proceeds of the redemption of the municipal bond.  However, the wife would be permitted to make a disclaimer of husband’s one-half interest in the other assets, after deducting the amount of the interest in the new securities.

89. Letter Ruling 200839030 (September 26, 2008)

IRS approves use of disclaimers to pass retirement plan benefits to children rather than the surviving spouse who was the designated beneficiary

Decedent owned two retirement plans upon his death.  The first was an IRA and the second was a 401(k).  The decedent named the spouse as the beneficiary of both the IRAs and the 401(k).  No contingent or successor beneficiary was named with respect to either retirement plan.  Decedent was survived by spouse and three children.  The residue of decedent’s estate, pursuant to decedent’s will, passed to the spouse, otherwise to decedent’s children.  Within nine months of the date of decedent’s death, the spouse executed written disclaimers disclaiming her interest in both the IRA and the 401(k) as well as her interest in decedent’s residuary estate attributable to both the IRA and the 401(k).  

The IRS found that this was a valid disclaimer because it met the requirements of Section 2518.  These requirements are:

· The disclaimer must be in writing.

· The disclaimer must be made within nine months of the date of decedent’s death.

· The disclaimant  has not accepted any interest in or benefits of the property; and 

· The interest passes either to the spouse of the decedent or to some person other than the disclaimant. 

The Service found  that because the requirements for a valid disclaimer were met, the  spouse had effectively disclaimed her interest as the designated beneficiary of each of the IRAs and the Plan and as a residuary beneficiary under decedent’s will with respect to the IRA and the 401(k).  As a result, the spouse’s interest in the IRA and the 401(k) would pass to the three children without any adverse gift tax consequences to the spouse.

However, the need for the disclaimers of the spouse’s interest in the residuary estate would have been avoided if the decedent had named contingent beneficiaries for the IRA and the 401(k) plan.

90. Letter Ruling 200910002 (March 6, 2009)

Payment of premiums for second to die life insurance policy owned by trust which is entering into a split-dollar arrangement will not result in gift by either husband or wife

This ruling addresses the gift and estate tax consequences of a private split-dollar insurance arrangement.  Husband and wife created an irrevocable life insurance trust to hold a second to die policy.  The terms of the trust specifically precluded either husband or wife from acting as trustee.  Neither husband nor wife retained any powers or authority over the trust, the property in the trust, or the administration of the trust.  The trustees proposed to enter into a private split-dollar life insurance agreement with husband and wife.  Under the agreement, the trust would own the policy and pay annual premiums equal to the insurance company’s currently published rate for annual renewable term insurance generally available for standard risk.  Husband and wife would pay the balance of the premiums.

The trust intended to collaterally assign the following rights to husband and wife:

· If the split-dollar agreement terminated on the death of the survivor of husband and wife, the survivor’s estate would receive the greater of the cash surrender value of the policy or the cumulative premiums paid by husband and wife.

· If the split-dollar agreement terminated during the lifetime of husband and wife, then husband and wife were entitled to an amount equal to the greater of the cash surrender value of the policy or the premiums paid to date.

All incidents of ownership over the policy were held by the trust.

The IRS first concluded that the payment of the premiums by husband and wife would not result in a gift by husband and wife if the amounts paid by the trust for the life insurance benefit that the trust received is equal to the amount provided in Notice 2001-10, 2001-1 C.B. 549.  This is because husband and wife would be entitled to receive an amount equal to the greater of the cash surrender value or premiums paid.  The Service also ruled that because neither husband nor wife had any incidents of ownership, the policy proceeds payable to the trust would not be included in the estate of the second to die.  However, the portion of the proceeds payable to the estate of the survivor of husband and wife would be included.

91. Revenue Rulings 2009-13 (May 1, 2009) and 2009-14 (May 1, 2009)


Service addresses income tax treatment on surrender or sale of life insurance policies
Life settlements (sales by the owners of life insurance policies) to third parties have become popular as a way to dispose of unneeded policies for amounts greater than cash surrender value.  Such transactions are sometimes known as “senior settlements” or “stranger-owned insurance” and can be very attractive to investors in many cases.  Much confusion has existed surrounding the income tax consequences of policy surrenders and life settlements.

On May 1, 2009 the Internal Revenue Service issued two revenue rulings to clarify the proper income tax treatment relating to the surrender, sale, and purchase of life insurance policies.  In particular, the rulings address the determination of the owner’s basis in a policy and whether any part of the gain on a surrender or sale of the policy is a capital gain.  The rulings analyze the applicability of various Internal Revenue Code provisions, court cases, and previous IRS rulings to a few basic fact patterns but do not provide guidance for all situations that may arise.

The first ruling, Revenue Ruling 2009-13, discusses three scenarios regarding the surrender or sale of a policy by the owner/insured and states that Situations 2 and 3 will not be applied adversely to sales occurring before August 26, 2009.

Situation 1.  The owner/insured surrendered a whole life policy to the insurance company for its cash surrender value.  The ruling holds that the owner/insured recognizes ordinary income to the extent the surrender value exceeds the aggregate premiums paid on the policy.

Situation 2.  The owner/insured sold the whole life policy to an unrelated third party investor for an amount in excess of its surrender value.  As in Situation 1, the ruling holds that the owner/insured recognizes ordinary income to the extent the surrender value exceeds the aggregate premiums paid on the policy.  However, the portion of the sales price in excess of the surrender value is treated as a long-term capital gain by the owner/insured.

Situation 3.  The owner/insured sold a level term policy to the unrelated third party investor.  Because the term premiums equal the cost of the insurance protection received by the owner/insured, and the policy has no surrender value, the entire sales price will be long-term capital gain to the extent it exceeds the nominal basis in the policy resulting from a prepaid portion of the premium for the month of sale.

The second ruling, Revenue Ruling 2009-14, provides guidance to investors who purchase life insurance contracts under three fact patterns.

Situation 1.  The facts are the same as in Situation 3 in Revenue Ruling 2009-13 above involving term insurance, and upon the insured death the entire gain upon receipt of the proceeds is taxed to the investor as ordinary income.  Although the policy is a capital asset in the hands of the investor, amounts received upon surrender or as death benefits from the insurer do not produce a capital gain.

Situation 2.  In this fact pattern, the investor sold the term policy to another unrelated person instead of holding it to maturity.  The investor’s gain is taxed as long-term capital gain.  In calculating basis, the full premiums paid by the investor are added to basis without reduction for the cost of insurance protection.

Situation 3.  The facts are the same as in Situation 1 of this ruling, except that the investor is a foreign corporation that is not engaged in a trade or business within the United States (including the trade or business of purchasing, or taking assignments of, life insurance contracts).  Nevertheless, the ruling holds that the foreign investor’s gain is ordinary income from sources within the United States, as the insured is a United States citizen residing in the United States and the insurer is a domestic corporation.

Because the various situations discussed in these rulings are quite basic, some uncertainty will continue with more complex fact patterns.  However, the detailed analysis found in the rulings will serve as helpful guidelines in determining the proper tax treatment in those more complex situations.

92. McCoy v. Commissioner, T.C. Memo. 2009-61

Tax Court finds that estate taxes should be allocated under Utah’s equitable apportionment law and therefore marital deduction is not reduced  

Decedent died leaving a will and trust agreement.  The will was not updated to reflect the remarriage of the decedent.  Decedent, without telling his new wife, amended the original trust agreement.  The restated trust agreement was complex and ambiguous in some respects. Decedent’s will provided that tangible personal property, with certain exceptions, would pass to his wife and the residue to his restated trust where it would be held for the benefit of the wife.  The original trust agreement provided that if decedent was survived by his wife, estate taxes and other debts and expenses were to be charged to the non-marital share of the trust.  The restated trust agreement was not as clear.  Utah has a statute directing the equitable apportionment of taxes.  Equitable apportionment in Utah provides that estate taxes should be charged only to property that generates or creates a tax liability absent a contrary intent expressed by the testator or settlor.  The estate argued that equitable apportionment applied.

The IRS argued that the equitable apportionment statute did not apply to the tax apportionment provisions. The decedent’s restated trust agreement directed that the residue of the trust estate, which was created solely for the benefit of the surviving wife, should bear the burden of the estate taxes.  The estate had claimed a marital deduction of $3,933,727.  The IRS reduced the amount of the marital deduction by $837,399 which resulted in additional estate tax of $412,330. The court disagreed with Service.  It said that there was a strong policy in Utah in favor of equitable apportionment and that a direction to the contrary in a will or trust must be expressed in specific and clear terms and not be susceptible of a reasonable and contrary interpretation.  Because the provisions of the restated trust were not clear and specific, equitable apportionment would apply in this case.  For example, it was unclear if the reference to “residue of the estate” in the restated trust agreement as the source for the payment of taxes referred to the residue of the testamentary estate or the residue of the trust.

93. Paternoster v. United States, 640 F.Supp. 2d 983 (S.D. Ohio 2009)

Federal income tax lien survived death of first joint tenant

In 1995, Mary Paternoster conveyed Ohio real estate that she owned outright to her husband, Michael Paternoster, and herself as joint tenants.  In November 2003, Michael was individually assessed a Trust Fund Recovery Penalty pursuant to Section 6672 for five quarterly tax periods in 2002 and 2003 for failing to withhold taxes.  On January 21, 2004, the IRS filed a tax lien against Michael which caused Michael’s one-half share of the real estate to be encumbered.  Michael died on January 24, 2004.  Additional Trust Fund Recovery Penalties were assessed against Michael in June 2004.  

Mary sought a determination in 2007 that the lien was extinguished upon Michael’s death and no longer attached to the real estate.  Mary sold the real estate in the fall of 2007.  As a result of the IRS’s lien, $42,000 of the sale proceeds were escrowed pending a resolution of the validity of the lien.  When Mary could not reach an agreement with the IRS, she brought an action in state court which was subsequently moved to federal court.  Both parties moved for summary judgment.  The court examined Section 6321 which imposes liens on the property of individuals who fail to pay federal estate tax and Section 6322 which states that a lien imposed by Section 6322 arises at the time the assessment is made and continues until it is satisfied or becomes unenforceable by reason of a lapse of time.  The district court relied upon United States v. Craft, 535 U.S. 284 (2002), to hold that the lien against Michael was not extinguished upon his death since while state law determines what rights Michael would have in the property, federal law determines whether those rights constitute “rights in property” to which the lien attached under Section 6321.  Under Ohio law, Michael had an equal right to share in the use, occupancy, and profits of the real estate.  This was sufficient of Section 6321 to apply.

The district court rejected Mary’s reliance on both Notice 2003-60, 2003-2 C.B. 643 (September 29, 2003) and the Internal Revenue Manual which seem to state that if a taxpayer’s interest in the entireties property is extinguished by operation of law at death, the surviving non-liable tenant took the property unencumbered by the federal tax lien.   The Manual also notes that there are a minority of states in which this is not the rule.   The district court said that it was not necessary to see if Ohio was one of the states that did not follow the rule.  Instead, the district court relied on Craft which stated that once the taxpayer had sufficient rights in the real estate for Section 6321 to apply, the lien would not be extinguished upon the death of the joint tenant.
94. Brooker v. Madigan, 1-07-1876 (Ill. App. Ct., February 17, 2009)

Illinois estate taxes are due even if the estate chooses not to claim a credit for state death taxes under Section 2011 on the federal estate tax return

Nancy Neumann Brooker passed away on August 31, 2003.  Her estate, of which her husband was executor, filed federal and state estate tax returns on November 30, 2004.  The estate’s Illinois estate tax return reported no Illinois estate tax liability.  The estate’s federal return reported a tentative estate tax of $12,581,225.  The estate reduced this amount by the maximum unified credit of $345,800.  It then claimed a prior transfer credit of $9,205,862 for federal estate taxes paid on Mrs. Brooker’s parents’ estates, each of whom predeceased her in quick succession.  The executor stated that the estate did not claim a Section 2011 credit for state death taxes on the federal estate tax return because the $9,205,862 in prior transfer tax credits almost entirely offset the federal estate tax liability.  The net estate tax liability reported on the federal return was $3,029,563.  

Upon audit, the Illinois Attorney General concluded the estate was liable for Illinois estate taxes of $3,530,940.  Because of the phase-out of the state death tax credit in effect in 2003 (when the amount of the phase out was 50%), the estate saved approximately $1,765,000 by not claiming the state death tax credit.

At the trial court level, the estate argued that the language of the Illinois estate tax, which reads “[t]he estate’s state death tax credit equals the amount of IRC Section 2011 credit for state death taxes actually allowed under IRC Section 2011, as in effect on December 31, 2001 on the estate’s federal estate tax return” means that if no credit is taken under Section 2011, no Illinois estate tax is payable.  The trial court agreed with the executor’s position.

The appellate court disagreed.  It stated that an estate may not avoid the imposition of the Illinois estate tax by merely electing to forego a credit for state death taxes under Section 2011 on the federal estate tax return.  It noted that the plain language of the statute, read in light of the legislative purpose to decouple the state estate tax from federal estate tax, requires the estate to pay state estate taxes.

95. The Current Status of State Death Taxes

The laws governing state death taxes continue to change

The phase-out of the state death credit is one of the enduring legacies of the Economic Growth and Tax Relief Reconciliation Act of 2001 (“2001 Tax Act”) that has profoundly affected estate planning.  Beginning in 2002, the federal state death tax credit, which was previously allowed with respect to estate, inheritance, legacy, or succession taxes paid to any state or the District of Columba, was reduced incrementally from 2002 to 2004 and then eliminated for decedents dying after December 31, 2004.  As a result, a form of revenue sharing between the federal government and the states was eliminated.  Since January 1, 2005, IRC § 2058 has instead permitted a deduction for the full amount of state death taxes paid.

Before the 2001 Tax Act became effective in 2002, almost every state imposed a state death tax equal to the now-expired federal state death tax credit.  For states that tied their state death taxes solely to the current version of the federal estate tax, the elimination of the federal state death tax credit in 2005 meant the elimination of those states’ state death taxes.  During the phase out of the state death tax credit, the federal share of estate tax revenue grew, while a state’s share of this revenue fell dramatically from 16% in 2001 to zero in 2005.  During and following the phase out of the state death tax credit, states faced an estimated loss of $100 billion in death tax revenue from 2002-2011.
 

After the elimination of the state death tax credit in 2005, approximately one-half of the states retained some form of a state death tax.  The responses of those states retaining a death tax varied from state to state.  Some states, such as New York, Oregon and the District of Columbia, prior to the enactment of the 2001 Tax Act, had tied their state death taxes to the federal state death tax credit as it existed in a year prior to 2002.  Accordingly, these states’ death taxes automatically remained in effect.  Other states retroactively tied their state death taxes to pre-2001 Tax Act state death tax credits, or they simply decoupled from the federal system altogether in order to prevent revenue loss.  Some states, such as Connecticut, Washington, and Kansas, implemented independent state estate tax regimes that are unconnected to the state death tax credit.  Still other states such as Indiana, Iowa, Kentucky and Tennessee lost their estate taxes after the state death tax credit was eliminated, but continued to maintain a state inheritance tax.  Still, other states that had a separate state death tax have repealed their tax, such as Virginia, or allowed it to expire, such as Wisconsin.

One challenging aspect of the change was that many states had thresholds for their respective state death taxes that were lower than the federal applicable exclusion amount.  For some states, such as New Jersey and Rhode Island, the state threshold of $675,000 was lower than the $1,000,000 federal applicable exclusion amount starting in 2002.  For other states, such as Massachusetts and New York, the federal and state amounts were equal at $1,000,000 in 2002 to 2003, but then separated in 2005 when the federal applicable exclusion amount increased to $1,500,000.  Illinois has a $2,000,000 threshold so its threshold was equal to the federal threshold until 2009.

For reference purposes, the table below lists the states that currently impose a state estate tax and that have a threshold less than the current $3.5 million federal applicable exclusion amount 

	State
	State Exclusion Amount

	Connecticut*
	$2,000,000

	District of Columbia
	$1,000,000

	Illinois
	$2,000,000

	Kansas*
	$1,000,000

	Maine
	$1,000,000

	Maryland
	$1,000,000

	Massachusetts
	$1,000,000

	Minnesota
	$1,000,000

	New Jersey
	$675,000

	New York
	$1,000,000

	Ohio*
	$338,333

	Oklahoma*
	$3,000,000

	Oregon
	$1,000,000

	Rhode Island
	$675,000

	Vermont
	$2,000,000

	Washington*
	$2,000,000

	* = independent state estate tax

Italics = pick-up tax tied to prior federal state death tax credit
	


This table does not include states with an inheritance tax

The table below lists the states that currently permit, or have legislation pending that would permit, a separate QTIP election for state estate tax or inheritance tax purposes:

	State

	Illinois

	Indiana

	Kentucky

	Maine

	Maryland

	Massachusetts

	Ohio

	Oregon

	Pennsylvania

	Rhode Island

	Tennessee

	Washington


For both nonmarried individuals and surviving spouses, the payment of state estate taxes will result in a federal estate tax deduction under IRC § 2058.  In most states this deduction will result in a smaller state estate tax than would be due at the first death of a married couple in an estate of equal size.    There has been some talk on Capitol Hill of eliminating the IRC § 2058 deduction.  If that occurs, it will make the combined federal and state tax rates in states that have a separate state death tax tied to a previous version of the federal state death tax credit higher than the 55% tax rate in place prior to the 2001 Tax Act.  

Another possible way to reduce the amount of state estate taxes owed by an individual living in a decoupled state is to establish domicile in a state where the state death tax has been eliminated.  Many factors such as an individual’s willingness to move, the size of the estate, and existing contacts with the prospective state are some of the natural considerations to take into account when changing one’s state of domicile to avoid state estate taxes.

One development may impact the death tax regimes of the different states in the future.  The current economic challenges facing the country with the resulting large budget deficits for most states may encourage states that have a state death tax to look at increasing the taxes and may encourage states that do not have a state death tax to look at reintroducing a state death tax.  

Five states made changes in their death taxes this year. In Vermont, the state legislature on June 2, 2009 overrode the governor’s veto of H. 442, which reduced the threshold for Vermont’s estate tax to $2 million, retroactively to January 1, 2009.  Previously, the threshold for the Vermont estate tax tracked the federal applicable exclusion amount which increased to $3.5 million on January 1, 2009.   

In a surprising and quick development, and in an apparent response to budgetary concerns, the Delaware Legislature passed and the Governor signed legislation reinstating the Delaware Estate Tax for decedents dying on or after July 1, 2009.  Delaware has not had a separate state death tax since the phase-out of the federal state death tax credit in 2005.  The new Delaware Estate Tax is tied to the federal state death tax credit as it existed on January 1, 2001 and, apparently, will apply to estates of $3.5 million or more.  Non-residents will be taxed on the pro-rata portion of their estates that are subject to tax in Delaware. The legislation also provides that the IRC § 2058 deduction for state death taxes will not be taken into account in calculating the Delaware Estate Tax, which has the effect of increasing the amount of the Delaware tax.  The legislation, H.B. 291, was introduced in the Delaware House of Representatives on June 29 and passed the same day by a vote of 25 to 16.  The legislation passed the Senate the next day by a vote of 14 to 6 and was signed by the Governor on July 1, 2009.  

Rhode Island's Governor signed into law on June 30, 2009, effective for deaths occurring on or after January 1, 2010, an increase in the amount exempt from Rhode Island estate tax from $675,000, to $850,000, with annual adjustments beginning for deaths occurring on or after January 1, 2011 based on "the percentage of increase in the Consumer Price Index for all Urban Consumers (CPI-U). . . . rounded up to the nearest five dollar ($5.00) increment." HB 5983.

As part of the two year budget which became law on September 8, 2009, Connecticut increased the exemption for the independent estate and gift taxes to $3.5 million from $2 million, effective January 1, 2010, the tax rates and the floor amounts have been reduced, and effective for estate taxes due on or after July 1, 2009, the Connecticut tax is due six months after the date of death.

In Illinois, the Illinois House and Senate on June 24, 2009 passed SB 2115 which permits a state only QTIP election. Governor Quinn signed the legislation on September 8, 2009, effective immediately.
Other states looked at possible changes in their state death taxes, but did not make them.  For example, this year in Virginia, three bills were introduced to create a new death tax, exempting the estates of families and businesses valued at under $5 million, while imposing a tax as high as 16% on estates valued over that amount. This was estimated to generate over $100 million per year in new revenue for the Virginia government.  These three bills all failed in committee either in the House of Delegates or the Senate so neither the full House nor full Senate considered these pieces of legislation. It is worth noting that at the time these bills were introduced, it had become evident to Virginia policy makers that the federal infusion of revenue would reduce the need to enhance revenues in the current biennial budget.

In Kansas, H.B. 2047 was introduced on January 21, 2009 to permanently extend the stand alone Kansas Estate Tax which is scheduled to expire as of January 1, 2010.  This was apparently viewed as a way to increase state revenue in a time of declining revenue.

In New Hampshire, two bills were introduced in 2009.  House Bill 543 would have established an inheritance tax on collateral heirs while House Bill 691 would have created an 8% estate tax and a threshold for New Hampshire estate tax of $2 million.  The Georgia Budget and Policy Institute, an Atlanta budget think tank, recommended in 2009 that the Georgia legislature, among other tax increases, consider reinstating an estate tax.  Proposals have been advanced in Michigan to reinstate its estate tax.

Many states have seen their current budget problems temporarily solved or delayed by the anticipated infusion of federal stimulus money.  However, when the federal stimulus funds are no longer available and if the states face new budget shortfalls at that time, the states may once again look at a state death tax as a means to increase revenue.  As a result, the area of state death taxes, which has been subject to considerable changes since 2002, will likely continue to see more changes.

2009 State Death Tax Chart (Revised September 19, 2009)

	State
	Type of Tax
	Effect of EGTRRA on Pick-up Tax and Size of Gross Estate
	 Legislation 

Affecting State Death Tax
	2009 State Death Tax Threshold

	Alabama
	None
	Tax was tied to federal state death tax credit.

AL ST § 40-15-2.

Although law is ambiguous, there is probably no state death tax and this is the position taken by the Alabama Department of Revenue
	
	

	Alaska
	None
	Tax was tied to federal state death tax credit.

AK ST § 43.31.011.
	
	

	Arizona
	None
	Tax was tied to federal state death tax credit.

AZ ST §§ 42-4051; 42-4001(2), (12).

On May 8, 2006, Governor Napolitano signed SB 1170 which permanently repeals Arizona’s state estate tax.
	
	

	Arkansas
	None
	Tax was tied to federal state death tax credit.

AR ST § 26-59-103; 26-59-106; 26-59-109, as amended March, 2003.
	
	

	California
	None
	Tax was tied to federal state death tax credit. CA  REV & TAX §§ 13302; 13411.
	
	

	Colorado
	None
	Tax was tied to federal state death tax credit.  CO ST §§ 39-23.5-103; 39-23.5-102.
	
	

	Connecticut
	Separate Estate Tax
	Retroactive to January 1, 2005, Connecticut has a new independent estate tax with a $2 million exemption and rates ranging from 5% to 16%.  The old gift tax was repealed, replaced by an integrated gift tax that resembles the Internal Revenue Code prior to 2001. CT ST § 12-391(e).


	As part of the two year budget which became law on September 8, 2009, the exemption for the independent estate and gift taxes was increased to $3.5 million, effective January 1, 2010, the tax rates and the floor amounts have been reduced, and effective for estate taxes due on or after July 1, 2009, the Connecticut tax is due six months after the date of death.
	$2,000,000

	Delaware
	Pick up Only


	Tax tied to federal state death tax credit in effect on January 1, 2001 for decedents dying after June 30, 2009.

DE ST TI 30 §§ 1502(c).

The federal deduction for state death taxes is not taken into account in calculating the state tax.

DE ST TI 30 §§ 1502(c)(2).


	On July 1, 2009, the Governor signed HB 291 which reinstates the Delaware estate tax effective July 1, 2009, apparently with a $3.5 million threshold.  The legislation also states that the Delaware tax shall be computed without regard to the federal deduction for state death taxes.
	$3,500,000

	District of Columbia
	Pick-up Only
	Tax frozen at federal state death tax credit in effect on January 1, 2001.

In 2003, tax imposed only on estates exceeding EGTRRA applicable exclusion amount. Thereafter, tax imposed on estates exceeding $1 million.

DC CODE §§ 47-3702; 47-3701; approved by Mayor on June 20, 2003; effective retroactively to death occurring on and after January 1, 2003.

No separate state QTIP election.
	
	$1,000,000

	Florida
	None
	Tax was tied to federal state death tax credit.

FL ST § 198.02; FL CONST. Art. VII, Sec. 5
	
	

	Georgia
	None
	Tax was tied to federal state death tax credit.

GA ST § 48-12-2.
	
	

	Hawaii
	None
	Tax was tied to federal state death tax credit.

HI ST §§ 236D-3; 236D-2
	
	

	Idaho
	None
	Tax was tied to federal state death tax credit.

ID ST §§ 14-403; 14-402; 63-3004 (as amended Mar. 2002).
	
	

	Illinois
	Pick-up Only
	Pick-up tax frozen at federal state death tax credit in effect on December 31, 2001 for decedents dying between January 1, 2003, and December 31, 2009. 

Tax imposed only on estates exceeding EGTRRA applicable exclusion amount, except that for decedents dying in 2009, tax imposed on estates exceeding $2 million (EGTRRA applicable exclusion amount for 2009 is $3.5 million). For decedents dying after December 31, 2009, Tax was tied to federal state death tax credit.

35 ILCS 405/2 (as amended by P.A. 93-0030, SB 1725, passed 5/30/03; Signed by Governor 6/20/03); 35 ILCS 405/3.

Illinois permits a separate state QTIP election, effective September 8, 2009.
	Illinois House and Senate on June 24, 2009 passed SB 2115 which permits a state only QTIP election. Governor Quinn signed the legislation on September 8, 2009, effective immediately.
H.B. 330 

introduced in January 2009 to amend 35 ILCS 405/2 to recouple state death tax to federal state death tax credit for decedents dying after June 30, 2007.
	$2,000,000

	Indiana
	Inheritance tax
	Pick-up tax was tied to federal state death tax credit. 

IN ST §§ 6-4.1-11-2; 6-4.1-1-4. 

Indiana has not decoupled but has a separate inheritance tax and recognizes by administrative pronouncement a separate state QTIP election.
	
	$100,000

	Iowa
	Inheritance tax
	Pick-up tax tied to federal state death tax credit. IA ST § 451.2; 451.13.

Iowa has separate inheritance tax.
	
	

	Kansas
	Pick-up plus succession tax on transfers to non-family members;

Stand alone estate tax effective January 1, 2007 through December 31, 2009.
	Pick-up tax frozen at federal state death tax credit in effect on December 31, 1997.

Pick-up tax imposed on estates exceeding applicable exclusion amount in effect on December 31, 1997 (including scheduled increases under pre-EGTRRA law), even if that amount is below EGTRRA applicable exclusion amount.

KS ST §§ 79-15, 101(a); 79-15, 102; KS Dept. of Rev. Public Notice 02-01; dated June 26, 2002.

For decedents dying on or after January 1, 2007 and through December 31, 2009, Kansas has enacted a separate stand alone estate tax. §79-15, 203 
	H.B. 2047 

Introduced in January 2009 to amend KS ST § 79-15,203 by freezing the existing 2008 state death tax rates and maintain the current $1,000,000 exemption for tax year 2008 and all years thereafter.
	$1,000,000

	Kentucky
	Inheritance
	Pick-up tax was tied to federal state death tax credit.

KT ST § 140.130.  

Kentucky has not decoupled but has a separate inheritance tax and recognizes by administrative pronouncement a separate state QTIP election.
	
	

	Louisiana
	None
	Pick-up tax was tied to federal state death tax credit.

LA R.S. §§ 47:2431; 47:2432; 47:2434.


	
	

	Maine
	Pick-up Only
	For decedents dying after December 31, 2002, pick-up tax is frozen at pre-EGTRRA federal state death tax credit, and imposed on estates exceeding applicable exclusion amount in effect on December 31, 2000 (including scheduled increases under pre-EGTRRA law) (L.D. 1319; March 27, 2003).

For estates of decedents dying after December 31, 2002, Sec. 2058 deduction is ignored in computing Maine tax and a separate state QTIP election is permitted.  M.R.S. Title 36, Sec. 4062.

Maine also subjects real or tangible property located in Maine that is transferred to a trust, limited liability company or other pass-through entity to tax in a non resident’s estate.  M.R.S. Title 36, Sec. 4064.
	
	$1,000,000

	Maryland
	Pick-up Plus Inheritance


	Tax frozen at pre-EGTRRA federal state death tax credit.

Effective January 1, 2004, the threshold for Maryland tax is capped at $1 million. Senate Bill 508 signed by Governor Erhlich on May 26, 2004.

Effective January 1, 2005, federal deduction for state death taxes under Sec. 2058 is ignored in computing Maryland estate tax, thus eliminating a circular computation. Senate Bill 508 signed by Governor Erhlich on May 26, 2004.

MD TAX GENERAL §§ 7-304; 7-309, amended May 2004.

On May 2, 2006, Governor Erhlich signed S.B. 2 which limits the amount of the federal credit used to calculate the Maryland estate tax to 16% of the amount by which the decedent’s taxable estate exceeds $1,000,000, unless the Section 2011 federal state death tax credit is then in effect.  It also permits a state QTIP election.  MD TAX GENERAL § 7-309
	
	$1,000,000

	Massachusetts
	Pick-up Only
	For decedents dying in 2002, pick-up tax is tied to federal state death tax credit.

MA ST 65C §§ 2A.


For decedents dying on or after January 1, 2003, pick-up tax is frozen at federal state death tax credit in effect on December 31, 2000. MA ST 65C §§ 2A(a), as amended July 2002. 

Tax imposed on estates exceeding applicable exclusion amount in effect on December 31, 2000 (including scheduled increases under pre-EGTRRA law), even if that amount is below EGTRRA applicable exclusion amount.

See, Taxpayer Advisory Bulletin (Dec. 2002), DOR Directive 03-02, Mass. Guide to Estate Taxes (2003) and TIR 02-18 published by Mass. Dept. of Rev. 

Massachusetts Department of Revenue has issued directive, pursuant to which separate Massachusetts QTIP election can be made when applying state’s new estate tax based upon pre-EGTRRA federal state death tax credit.
	
	$1,000,000

	Michigan
	None
	Tax was tied to federal state death tax credit.

MI ST §§ 205.232; 205.256
	
	

	Minnesota
	Pick-up Only
	Tax frozen at federal state death tax credit in effect on December 31, 2000, clarifying statute passed May 2002.

Tax imposed on estates exceeding federal applicable exclusion amount in effect on December 31, 2000 (including scheduled increases under pre-EGTRRA law), even if that amount is below EGTRRA applicable exclusion amount.

MN ST §§ 291.005; 291.03; instructions for MS Estate Tax Return; MN Revenue Notice 02-16.

No separate state QTIP election permitted.
	
	$1,000,000

	Mississippi
	None
	Tax was tied to federal state death tax credit.

MS ST § 27-9-5.  

Although law is ambiguous, there is probably no state death tax.
	
	

	Missouri
	None
	Tax was tied to federal state death tax credit.

MO ST §§ 145.011; 145.091.


	
	

	Montana
	None
	Tax was tied to federal state death tax credit.

MT St § 72-16-904; 72-16-905.


	
	

	Nebraska
	County Inheritance Tax


	Nebraska through 2006 imposed a pick-up tax at the state level. Counties impose and collect a separate inheritance tax.

NEB REV ST. § 77-2101.01(1).
	Nebraska’s Unicameral Legislature on May 16, 2007 passed a repeal of the Nebraska estate and generation-skipping taxes, effective January 1, 2007.  
	

	Nevada
	None
	Tax was tied to federal state death tax credit.

NV ST §§ 375A.025; 375A.100.
	
	

	New Hampshire
	None
	Pick-up tax was tied to federal state death tax credit.

NH ST §§ 87:1; 87:7.
	In New Hampshire, two bills were introduced in 2009.  House Bill 543 would have established an inheritance tax on collateral heirs while House Bill 691 would have created an 8% estate tax and a threshold for New Hampshire estate tax of $2 million.  Neither bill made it out of committee.


	

	New Jersey
	Pick-up Plus Inheritance


	For decedents dying after December 31, 2002, pick-up tax frozen at federal state death tax credit in effect on December 31, 2001. 

Pick-up tax imposed on estates exceeding federal applicable exclusion amount in effect December 31, 2001 ($675,000), not including scheduled increases under pre-EGTRRA law, even though that amount is below the lowest EGTRRA applicable exclusion amount. 

The executor has the option of paying the above pick-up tax or a similar tax prescribed by the NJ Dir. Of Div. of Taxn. NJ St §§ 54:38-1; approved on July 1, 2002.

In Oberhand v. Director, Div. of Tax, 193 N.J. 558 (2008), the retroactive application of New Jersey's decoupled estate tax to the estate of a decedent dying prior to the enactment of the tax was declared "manifestly unjust", where the will included marital formula provisions.

In Estate of Stevenson v. Director, 008300-07 (N.J.Tax 2-19-2008) the NJ Tax Court held that in calculating the New Jersey estate tax where a marital disposition was burdened with estate tax, creating an interrelated computation, the marital deduction must be reduced not only by the actual NJ estate tax, but also by the hypothetical federal estate tax that would have been payable if the decedent had died in 2001.

 A QTIP election for NJ estate tax purposes is only allowed to the extent permitted to reduce federal estate tax.


	
	$675,000

	New Mexico
	None
	Tax was tied to federal state death tax credit.

NM ST §§ 7-7-2; 7-7-3.
	
	

	New York
	Pick-up Only
	Tax frozen at federal state death tax credit in effect on July 22, 1998.  

NY TAX § 951.

In 2002 and 2003, tax imposed only on estates exceeding EGTRRA applicable exclusion amount. Thereafter, tax imposed on estates exceeding $1 million.

NY TAX §§ 952; 951; Instructions for NY Estate Tax Return.

Governor signed S. 6060 in 2004 which applies New York Estate Tax on a pro rata basis to non-resident decedents with property subject to New York Estate Tax.

No separate state QTIP election permitted.

Advisory Opinion (TSB-A-08(1)M (October 24, 2008) provides that an interest in an S Corporation owned by a non-resident and containing a condominium in New York is an intangible asset as long as the S Corporation has a real business purpose. If the S Corporation has no business purpose, it appears that New York would look through the S Corporation and subject the condominium to New York estate tax in the estate of the non-resident.  There would likely be no business purpose if the sole reason for forming the S Corporation was to own assets.
	
	$1,000,000

	North Carolina
	Pick-up Only
	Tax frozen at federal state death tax credit in effect on January 1, 2001.

Tax imposed only on estates exceeding EGTRRA applicable exclusion amount.

2005 budget bill continues the North Carolina estate tax until 2010, when the estate tax is repealed.

On August 2, 2004, Governor Easley signed Session Law 04-170, which adds to the tax base the amount of the federal deduction for taxes paid under § 2058. This eliminates an interrelated calculation of the North Carolina estate tax.

NC ST §§ 105-32.2; 105-32.1; 105-228.90.

No separate state QTIP election permitted.
	
	$3,500,000

	North Dakota
	None
	Tax was tied to federal state death tax credit.

ND ST § 57-37.1-04
	
	

	Ohio
	Separate state tax
	Governor Taft signed the budget bill, 2005 HB 66, repealing the Ohio estate (sponge) tax prospectively and granting credit for it retroactively. This was effective June 30, 2005 and killed the sponge tax.

Separate state estate tax rates may be found at OH ST § 5731.02.

Ohio permits a separate QTIP for its state tax.  OH ST § 5731.15(B)  
	HB 61 introduced in March 2009 would reduce the Ohio estate tax by increasing the allowable credit. It.also provides for a local option to repeal the estate tax.
	$338,333

	Oklahoma
	Separate estate tax
	Pick-up tax was tied to federal state death tax credit.

OK ST T.68 § 804.

On June 23, 2006, the Oklahoma House and Senate approved H.B. 1172 to phase out Oklahoma’s separate estate tax over a three year period.  The governor subsequently signed the bill.

The tax will be phased out as of January 1, 2010.  Separate state estate tax exemption amounts may be found at OK ST T.68 § 809.  
	. 


	$3,000,000

	Oregon
	Pick-up Only
	Tax frozen at the federal state death tax credit in effect December 31, 2001, pursuant to HB 3072, enacted on September 24, 2003.

For 2002, tax imposed only on estates exceeding EGTRRA applicable exclusion amount.

For decedents dying on or after January 1, 2003, tax imposed on estates exceeding applicable exclusion amount in effect on December 31, 2000 (including scheduled increases under pre-EGTRRA law) even if that amount is below EGTRRA applicable exclusion amount.

The new law permits a separate QTIP election for state purposes.

OR ST § 118.010; Oregon Inheritance Tax Return; Inheritance Tax Advisory as of 11/4/03 from OR Dept. of Revenue.

On July 31, 2004, Oregon Department of Revenue adopted rule amendments with respect to the calculation of the tax.

Oregon also permits a separate state marital election for a trust of which the surviving spouse is the sole discretionary beneficiary.  This is referred to as special marital property. OR. ST. §§ 118.005 to 118.840
	
	$1,000,000

	Pennsylvania
	Inheritance


	Tax was tied to federal state death tax credit.

PA ST T. 72 P.S. §9117 amended December 23, 2003.

Pennsylvania had decoupled its pick-up tax in 2002, but has now recoupled retroactively. The recoupling does not affect the Pennsylvania inheritance tax which is independent of the federal state death tax credit. 

Pennsylvania recognizes a state QTIP election.
	
	

	Rhode Island
	Pick-up Only
	Tax frozen at federal state death tax credit in effect on January 1, 2001.

Tax imposed on estates exceeding applicable exclusion amount in effect on January 1, 2001 ($675,000), without regard to scheduled increases under pre-EGTRRA law, even though that

amount is below lowest EGTRRA  applicable exclusion amount.

RI ST § 44-22-1.1, amended in 2002.

Rhode Island recognized a separate state QTIP election in the State’s Tax Division Ruling Request No. 2003-03.
	Rhode Island's Governor signed into law on June 30, 2009, effective for deaths occurring on or after January 1, 2010, an increase in the amount exempt from Rhode Island estate tax from $675,000, to $850,000, with annual adjustments beginning for deaths occurring on or after January 1, 2011 based on "the percentage of increase in the Consumer Price Index for all Urban Consumers (CPI-U). . . . rounded up to the nearest five dollar ($5.00) increment." HB 5983.

	$675,000 (will increase in 2010 to $850,000, adjusted for inflation).

	South Carolina
	None
	Tax was tied to federal state death tax credit.

SC ST §§ 12-16-510; 12-16-20 and 12-6-40, amended in 2002.
	
	

	South Dakota
	None
	Tax was tied to federal state death tax credit.

SD ST §§ 10-40A-3; 10-40A-1 (as amended Feb. 2002).
	
	

	Tennessee
	Inheritance


	Pick-up tax was tied to federal state death tax credit.

TN ST §§ 67-8-202; 67-8-203. 

Tennessee has not decoupled, but has a separate inheritance tax and recognizes by administrative pronouncement a separate state QTIP election.


	
	$1,000,000

	Texas
	None
	Tax was tied to federal state death tax credit.

TX TAX §§ 211.001; 211.003; 211.051
	
	

	Utah
	None
	Tax was tied to federal state death tax credit.

UT ST § 59-11-102; 59-11-103.
	
	

	Vermont
	Pick-up Only
	Tax frozen at federal state death tax credit in effect on January 1, 2001. VT ST T. 32 §§ 7402(8), 7442a, 7475, amended on June 21, 2002.

HB 706 was approved in 2006 to provide that the Vermont tax is calculated without taking the federal deduction for state death taxes into account.

No separate state QTIP election permitted.
	Legislature on June 2, 2009 overrode Governor’s veto of H. 442 which reduces the threshold for Vermont’s tax to $2,000,000.  
	$2,000,000

	Virginia
	Pick-up Only (repealed, effective July 1, 2007)
	Tax frozen at federal state death tax credit in effect on January 1, 1978.

Tax imposed only on estates exceeding EGTRRA federal applicable exclusion amount. VA ST §§ 58.1-901; 58.1-902.

The Virginia tax is repealed effective July 1, 2007.
	Three bills were introduced in 2009 to create a new death tax, exempting the estates of families and businesses valued at under $5 million, while imposing a tax as high as 16% on estates valued over that amount. This would have generated over $100 million in new revenue for Virginia government.  None made it out of committee.


	 

	Washington
	Separate Estate Tax
	On February 3, 2005, Washington State Supreme Court unanimously held that Washington’s state death tax was unconstitutional. Tax was tied to the current federal state death tax credit, thus reducing the tax for the years 2002 - 2004 and eliminating it for the years 2005 - 2010. Hemphill v. State Department of Revenue 2005 WL 240940 (Wash. 2005).

In response to Hemphill, the Washington State Senate on April 19 and the Washington House on April 22, 20, by narrow majorities, passed a stand-alone state estate tax with rates ranging from 10% to 19%, a $1.5 million exemption in 2005 and $2 million thereafter, and a deduction for farms for which a Sec. 2032A election could have been taken (regardless of whether the election is made). The Governor signed the legislation.  

WA ST §§ 83.100.040; 83.100.020.

Washington voters defeated a referendum to repeal the Washington estate tax in the November 2006 elections.
	
	$2,000,000

	West Virginia
	None
	Tax was tied to federal state death tax credit.

WV § 11-11-3.
	
	

	Wisconsin
	None
	As of January 1, 2008, tax is tied to current federal state death tax credit. WI ST § 72.01(11m). Thus, there currently is no tax.

For deaths occurring after September 30, 2002, and before January 1, 2008, tax was frozen at federal state death tax credit in effect on December 31, 2000 and was imposed on estates exceeding federal applicable exclusion amount in effect on December 31, 2000 ($675,000), not including scheduled increases under pre-EGTRRA law, even though that amount is below the lowest EGTRRA applicable exclusion amount. Thereafter, tax imposed only on estates exceeding EGTRRA federal applicable exclusion amount.

WI ST §§ 72.01; 72.02, amended in 2001; WI Dept. of Revenue website.

On April 15, 2004, the Wisconsin governor signed 2003 Wis. Act 258, which provides that Wisconsin will not impose an estate tax with respect to the intangible personal property of a non-resident decedent that has a taxable situs in Wisconsin even if the non-resident’s state of domicile does not impose a death tax. Previously, Wisconsin would impose an estate tax with respect to the intangible personal property of a non-resident decedent that had a taxable situs in Wisconsin if the state of domicile of the non-resident had no state death tax.
	
	

	Wyoming
	None
	Tax tied to federal state death tax credit.

WY ST §§ 39-19-103; 39-19-104.
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