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Steve Leimberg's Estate Planning Email Newsletter - Archive Message #1563

Date: 17-Dec-09
From: Steve Leimberg's Estate Planning Newsletter
Subject: Nothing Quite As Sure As Change: 2010 - The Year Without Estate Tax

As this week comes to a close, estate planners throughout the country
have been buzzing about an event that many thought was highly
unlikely to happen. Namely, that for all or a portion of 2010, we will see
the elimination of the estate and GST taxes, coupled with the
introduction of a carryover basis for those dying in 2010.

At this point in the legislative session, it appears to many pundits that Congress
may have simply run out of options and time for crafting a compromise to fix
the estate tax. Not helping matters is the fact that the House's holiday recess is
scheduled to start Friday, December 18th, and the Senate is laser-like focused
on passing healthcare reform legislation before year-end.

As many news outlets have reported, a defense appropriations bill was viewed
by many as the perfect vehicle to attach an estate tax compromise provision to,
but at this late hour, it appears as if those efforts may have fallen through.
Although the House passed a permanent extension of 2009 estate tax law on
December 3rd, pending a last-minute agreement in the Senate, Congress will
likely run out of options for handling the estate tax before it adjourns for the
year.
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As these events began to sink in this week, planners everywhere started asking
the types of questions one might expect: "What will 2010 look like?" "Will
Congress pass some kind of retroactive bill in the next session?" and most
importantly "What should I tell my clients?"

In their commentary, Carlyn S. McCaffrey and Jonathan G.
Blattmachr provide LISI members with their insights into an
extraordinary event that looks like it is about to occur: the repeal of
estate and generation-skipping taxes and the adoption of a carryover
basis regime for inherited property for individuals who die in 2010.

Jonathan and Mike Graham of Dallas, Texas, once wrote about this topic
in an article published in the May/June 2007 issue of Probate &
Property, entitled "Thinking About the Impossible for 2010: A Year
Without Estate Tax and Carryover Basis." Members may want to get a
copy because, as Jonathan and Carlyn explain, for most people, it is
still not too late to take this extraordinary event into account. They also
educate members on some of the planning opportunities and potential
pitfalls that will arise next year.

Jonathan G. Blattmachr is the author of five books and hundreds of
article. Jonathan's first book, written with Tom McGrath, "Carryover
Basis Under the 1976 Tax Reform Act" was published in 1977 by the
Journal of Taxation. Although the 1976 version of carryover basis has
been repealed, the book contains several insights about such a regime
which will be appropriate to consider next year.

Carlyn S. McCaffrey is a partner and head of the estate planning group
at Weil, Gotshal & Manges in New York, a past president of the
American College of Trust & Estate Counsel (ACTEC), an adjunct
professor at the New York University School of Law and the Miami
University Law School and a prolific author and frequent lecturer.

Here is their most timely and important commentary:

EXECUTIVE SUMMARY:

In the 2001 Tax Act known as EGTRRA, many changes were made to
the transfer tax system including increasing the estate and generation-
skipping transfer (GST) exemptions for this year to $3.5 million,
lowering the top rate for all three transfer tax systems to 45%,
eliminating the state death tax credit and repealing the estate and GST
taxes (but not the gift tax), dropping the top gift tax rate to 35%, and the
elimination of the "step up" in basis under section 1014(a) of the Internal
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Revenue Code so the decedent's basis will "carryover" to those who
inherit his or her property.

The 2001 Act, however, also included a "sunset" provision that
eliminates all of the changes the Act made (including the transfer tax
changes) at the end of 2010. Unless the Code is changed, beginning in
2011, the estate tax exemption will drop to $1 million, the top estate, gift
and GST tax rate will become 55% as it was before the 2001 Act (and it
can be 60% for some estate and gift tax transfers), the estate and gift tax
system will again be "unified," the state death tax credit under section
2011 will be restored and several other important provisions will again
be as they were before EGTRRA.

These fundamental changes in the transfer tax law present an
extraordinary opportunity for advisors and their clients, along with
significant potential dangers. Because of the possibility of retroactive
legislation that reinstates the transfer tax system as it exists in 2009,
there is risk that any action taken on the premise that the estate and GST
taxes are gone for the year and that the gift tax rate will be only 35%
could produce unexpected transfer taxes.

COMMENT:

Complications for Formula Gifts

Many gifts under wills and trusts are defined in terms of tax concepts.
For example, many married people divide their estates into two broad
portions: one portion equal to the unused estate tax exemption (typically
passing into a non-marital deduction trust often called the "credit shelter
trust" for the benefit of the surviving spouse and descendants) and the
other portion passing outright to a spouse or to a marital deduction trust
for the spouse's benefit. In some cases, the bequest intended to qualify
for the marital deduction is phrase as "the lesser of the maximum marital
deduction allowable in my estate or minimum amount necessary to
reduce my Federal estate tax to zero."

In other cases, an individual, whether or not married, will have a portion
of his or her estate equal to his or her "unused GST exemption" pass in a
way different from the balance of his or her estate, such as to a trust for
the benefit of his or her grandchildren and more remote descendants.

These formulas are used because they produce what appears to be the
optimal division or disposition of a decedent's property. But they have
no meaning if the concepts used to define them are no longer part of the
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tax law.
For example:

e What is the "minimum amount necessary to reduce my Federal
estate tax to zero" if there is no Federal estate tax or Federal estate
tax marital deduction?

e Similarly, if the estate tax exemption is defined as "applicable
credit amount within the meaning of section 2010 of the Internal
Revenue Code," how much is that if there is no such applicable
credit in effect in 20107

e And, if the estate tax exemption is defined as "the largest taxable
estate I can have for Federal estate tax purposes without my estate
paying any Federal estate tax," how large in that amount in a year
in which there is no estate tax?

Some existing wills and trusts reflect the possibility of there being no
estate tax. But there are many that do not because, at least until very
recently, most estate planners did not believe the estate tax would be
repealed.

Further complications arise for individuals who die with estates that are
subject to a state death tax. Approximately a dozen states have
"independent" death tax systems. These will not be automatically
repealed simply because there is no Federal estate tax.

Again, perhaps, in an ideal situation, wills and trusts will have made an
explicit provision for the disposition of someone's estate if there were no
Federal estate tax but there were a state death tax. But virtually none
have.

Estate planners should begin a review of their clients' wills and
revocable trust agreements as soon as possible in order to determine
which, if any, of those documents need to be changed to reflect the
likely repeal of the Federal estate and GST tax.

Eliminate Most Outright Bequests to Surviving Spouses

In addition to clarifying formula bequest, consideration should be given
to changing all bequests to spouses to transfers in trust, which, with an
exception for the amounts that receive special treatment under the
carryover basis rules of section 1022, do not require any fixed pattern of
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distributions. Such trusts should provide the maximum creditor and
estate tax protection for assets that could pass to family members at the
death of the surviving spouse at a time when the estate tax may be back
in effect.

Carryover Basis Considerations

Under Section 1022, the income tax bases of assets acquired from an
individual who dies in 2010 will not equal their estate tax values.
Instead, the bases of his or her assets will "carryover" to those who
inherit the property. There are two "exceptions" to the carryover basis
rule, which will provide some relief to the beneficiaries who receive
these assets.

The first exception permits the decedent's executor (or personal
representative) to allocate up to $1,300,000 to increase the bases of
assets. This increase, however, may not increase the basis above the fair
market value of the asset on the date of death. In addition to the
$1,300,000 step-up in basis, the decedent's executor (or personal
representative) can also allocate up to $3,000,000 to increase the bases
of assets that the surviving spouse receives outright or through a QTIP
trust (called "qualified spousal property").

Clients' wills (and it must be the will because it is the executor who gets
to allocate the basis increases) should have language to authorize the
executor (or personal representative) to allocate the basis increase, in the
executor's sole and absolute discretion. Wills or will substitutes (such
as a revocable trust) of married clients should be revised to make a
special bequest to the spouse or a QTIP trust to permit the use of the $3
million basis increase for "qualified spouse property.

Making this special bequest is complicated because it is not $3 million
worth of property that need to pass outright to the surviving spouse or a
QTIP type trust but property having unrealized gain of $3 million.
Sample language and advice is contained in the Blattmachr/Graham
article mentioned above.

Year-End Action or Inaction?

Many estate planners have been urging their clients to take action before
the end of this year in light of the possibility of enactment of adverse
changes to the estate and gift tax system, such as the elimination of
grantor retained annuity trusts (GRATS), qualified personal residence
trusts (QPRTs) and discounts in valuation. In light of the likelihood
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that gift tax rates will drop to 35% in 2010, an important question is
presented: is it better to wait?

Any gift a taxpayer might make in creating a GRAT in 2011 would be
exposed to a potentially lower gift tax (maximum 35%) than if created in
2010 (45%). The same is for a QPRT. In fact, this is true for any
potential gift which might occur, such as by an installment sale to a
grantor trust.

On the other hand, if the amount of the potential gift is small, action this
year may be preferable to protect any transfers against adverse changes
in the transfer tax law that may take place retroactively at the beginning
of 2010.

Individuals who have not used their entire $3,500,000 GST exemption
should consider doing so before the end of 2009. This may be advisable
because under the current Code there will be no GST exemption
available in 2010 and when the GST tax is restored in 2011, the amount
of available GST exemption will be substantially smaller, $1 million
adjusted for inflation.

There are at least two ways to use GST exemption without the
imposition of gift tax. First, married individuals can fund QTIP trusts
with an amount equal to their unused GST exemptions and make
"reverse" QTIP elections for GST tax purposes (provided their spouses
are US citizens). Second, individuals who have funded existing trust to
which GST exemption has not been allocated can make late allocations
before the end of this year.

Other Planning Action for 2010

Is it better to wait until next year to avoid GST tax? Almost any transfer
to a so-called "skip person," such as grandchild or a trust for
grandchildren or more remote descendants, is subject to GST tax this
year if the transfer is in excess of the GST exemption (limited to $3.5
million). Next year, there may be no GST tax. If that is the case,
taxpayers will not need to limit such transfers to $3.5 million (or
whatever their remaining GST exemption is) to avoid the GST tax.

It may be possible for a married person to avoid the GST tax forever
(even after 2010) on transfers made next year through the use of QTIP
trusts. For example, a married woman might transfer substantial
property to a so-called "qualified terminable interest property" or
"QTIP" trust for her husband, if he is a US citizen, without paying any
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gift tax.

Although the trust property will be included in his estate when he dies
under section 2044, it may be that this QTIP will be "grandparented”
from the GST if the tax is reinstated in 2011. That planning option was
available for QTIP trusts created before the effective date of the 1986
version of the GST tax. In any event, there seems to be little risk in
trying that, as long as the spouse creating the QTIP for his or her
husband and wife is comfortable in doing so.

It may be possible to make outright gifts to grandchildren in 2010 when
there will be no GST tax. For clients with unused GST exemption, the
risk of GST tax exposure, if Congress retroactively reinstates the GST
tax back to the beginning of 2010 would seem to be minimal if the
amount of the transfer is within the available exemption.

This is so because any reinstated GST tax is like to have the same
amount of exemption as existing law and the exemption would
automatically apply to the transfer.

It also may be appropriate to have trusts make what otherwise would be
"taxable terminations" and "taxable distributions" in early 2010.
Although under current law, these transfers would be subject to GST tax,
there will be no such tax next year. The risk of course is that Congress
will reinstate that tax retroactively.

It seems, however, politically unlikely that it would not grant some relief
to those who took action based on the law at the time of the transfer—
that is, that there was no GST tax. Perhaps, someone will figure out a
way to "recall" the transfer if the tax is reinstated retroactively.

Carryover Basis Records

As Jonathan and Tom McGrath detailed in their book on carryover basis,
there are ways to run down what the decedent's basis was in his or her
assets at death. Jonathan reports that the bids on eBay for copies of that
monograph are soaring!

The best solution is to get the information from clients now. So, contact
your clients sooner than later to gather that important information.

Other Matters

As mentioned above, the entire pre-EGTRRA estate tax system,
including the special exclusion rule for certain conservation easements
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under section 2031(c) and the QFOBI provisions under section 2057 will
come back into the law in 2011. Also, the rules for extension of estate
tax payments with respect to closely held business interests will change
and some are adverse (e.g., reducing the number of owners to make it
closely held from 45 to 15). See, Jonathan Blattmachr & Elisabeth
(Lisi) Madden (now Mullen), "Untangling Installment Payments of
Estate Tax under Section 6166," 36 Estate Planning 3 (July 2009).

In addition, practitioners must be aware that new section 2511(c) will be
effective next year. It provides that a transfer in trust is treated as a
transfer of property by gift unless the trust is treated in its entirety as a
grantor trust with respect to the donor or the donor's spouse. Planners
need to focus on these changes well before the end of next year.

Conclusion

The end of 2009 and the beginning of 2010 are likely to be enormously
busy times for estate planners. The elimination of the estate and GST
taxes coupled with the introduction of a carryover basis for those dying
in 2010 is an extraordinary event.

This development opens tremendous but temporary planning
opportunities and creates many risks. The real dangers are inaction by
practitioners and political risk. Will Congress retroactively reintroduce
these taxes? What will happen in 20117

While it is impossible to be at all certain about these matters, how we
advise and counsel our clients now is extremely important. And most
important of all, estate planners need to counsel their clients right away.

EDITOR'S NOTE:

If history offers any lessons, reports of the demise of the estate tax may
be entirely premature. In an election year, with hardly a Representative
or Senator up for re-election wanting to go on record as having voted to
re-institute a tax, some think the ultimate irony would be if Congress
were to do nothing, and allowed the estate tax to automatically come
back with a vengeance in 2010 with a top rate of 60% in some cases and
a $1 million exemption. Although not addressed by our esteemed
commentators, life insurance often is an integral part of a well-planned
estate, and clients who read headlines proclaiming "Estate Tax
Repealed" may be tempted into precipitous actions regarding their
existing life insurance, or prospective acquisitions. With crushing
deficits in need of revenue, clients who act precipitously may do so at
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their peril.

HOPE THIS HELPS YOU HELP OTHERS MAKE A
POSITIVE DIFFERENCE!

Carlyn McCaffrey
Jonathow Blattmachwr

CITE AS:

LISI Estate Planning Newsletter #1563 (December 17, 2009)
at http://www.leimbergservices.com.(LISI). Reproduction in
Any Form or Forwarding to Any Person Prohibited — Without
Express Permission.

© Jonathan G. Blattmachr & Carlyn S. McCaffrey. All Rights
Reserved.

Copyright © 2010 Leimberg Information Services Inc.
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Steve Leimberg's Estate Planning Email Newsletter - Archive Message #1570

Date: 31-Dec-09
From: Steve Leimberg's Estate Planning Newsletter
. .. FLASH - Problems for Married Persons Who Die in 2010 in States with Independent
Subject:
Death Taxes

In their important and timely commentary, Jonathan Blattmachr,

Michael Graham and Mitchell Gans provide LISI members with
insights into a most extraordinary side effect to next year's repeal of the
Federal estate tax and the adoption of a carryover basis regime for
inherited property: namely, their impact on state death tax systems, as
well as their impact on the estates of married persons. This commentary
is a "must read" for anyone who practices in a state with an independent
state death tax system.

Jonathan G. Blattmachr and Michael L. Graham are co-authors and
developers of Wealth Transfer Planning, a software system that provides
specific client advice about estate planning matters and automatically
prepares client documents, such as wills, revocable trusts, GRATSs and
much more. Many of the suggestions for coping with the extraordinary
circumstances of 2010 repeal of estate and generation skipping transfer
(GST) tax, along with the probable attempt by Congress to retroactively
reinstate those taxes and the certain return of estate and GST tax in
2011, are derived from their work and strategy embodied in Wealth
Transfer Planning. You can learn about Wealth Transfer Planning at
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www.interactivelegal.com.

Jonathan G. Blattmachr is the author of five books and hundreds of
articles. Michael L. Graham is the founder of the Graham Law Firm of
Dallas, Texas and a frequent national speaker and writer on various
estate planning matters.

Professor Mitchell M. Gans teaches at Hofstra Law School in
Hempstead, New York, co-authors a book with Jonathan and is author or
co-author of dozens upon dozens of articles.

Here is their commentary:

EXECUTIVE SUMMARY:

For the first time since 1915, the United States has no Federal estate tax.
This amazing situation is scheduled to last only for 2010.

After that year, the Federal estate, gift and GST tax system will revert to
previous law, as set forth in the Internal Revenue Code prior to the
enactment of the Economic Growth and Tax Relief Reconciliation Act
0of 2001 (EGTRRA). Estate planners and their clients need to take the
current no estate tax/no GST tax situation into account.

A further complication for practitioners and their clients is that, during
the period that the estate tax is repealed, the income tax bases of assets
acquired from or passing from a decedent, including most but not all
assets included in the decedent's gross estate, will not be made to be
equal to their estate tax values. Rather, the decedent's basis in those
assets will "carry over."

For those who represent married individuals domiciled in states with
independent state death tax systems, complications compound. Without
careful planning, an inadvertent state death tax may well be imposed
upon the death of the first to die of the spouses. To put this issue into
context, it is first necessary to consider the Federal estate tax regime for
2010.

COMMENT:

Complications for Word Formula Dispositions.

As is widely known, many dispositions under wills and trusts are
phrased in terms of tax concepts. For example, many married people
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have directed the division of their estates into two broad portions: one
portion equal to the unused estate tax exemption (typically passing into a
non-marital deduction trust, often called the "credit shelter trust," for the
benefit of the surviving spouse and descendants) and the other portion,
equal to the "optimum" marital deduction amount, often expressed as the
"minimum amount necessary as the Federal estate tax marital deduction
to reduce my Federal estate tax to its minimum."

Additionally, or alternatively, it is sometimes true that an individual,
whether or not married, will have a portion of his or her estate equal to
his or her "unused GST exemption" pass in a way different (such as to a
trust for the benefit of his or her grandchildren and more remote
descendants) than the balance of his or her estate.

These word formulas are used because they produce what has been the
optimal division or disposition of a decedent's property. But do these
formulas have meaning, and what is that meaning, if the concepts used
to define the formula clauses are repealed.

An imperfect, but somewhat similar analogy is as if a man said in his
will, "I give to my daughter Laura an amount equal to the property tax
exemption provided at the time of my death under the law of the Soviet
Union." At the date of his death, there is no Soviet Union and, therefore,
no exemption under that law.

Perhaps, in that case, the amount passing to the daughter is zero. Would
the result would be different if the bequest were phrased as "the largest
amount of my estate that can pass to my daughter without generating
any property tax under the laws of the Soviet Union in effect at my
death"?

Arguably, with such wording, Laura receives her father's entire estate
because even if she does receive it all there will be no property tax under
Soviet Union law. But uncertainty exists if there is no property tax
under Soviet Union law and the bequest is premised on there being such
law in effect at the decedent's death.

The uncertainty of what passes pursuant to word formulas under United
States tax law would seem to have the same difficulties. For example,
what is the "minimum amount necessary as the Federal estate tax marital
deduction to reduce my Federal estate tax to its minimum" if there is no
Federal estate tax or Federal estate tax marital deduction? It might be
argued that nothing passes under such a formula because no marital
deduction is needed to reduce the Federal estate tax to zero and all
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property disposed of under the instrument, therefore, passes into the
credit shelter trust.

Similarly, if the bequest of the estate tax exemption is defined as
"applicable exclusion within the meaning of section 2010(c) of the
Internal Revenue Code," what amount is that if there is no applicable
exclusion in effect in 2010? Alternatively, if the amount passing into the
credit shelter trust is defined as "the largest taxable estate I can have for
Federal estate tax purposes without increasing the Federal estate tax in
my estate,”" how large is that amount if there is no taxable estate and no
Federal estate tax in the law for that year? While the initial reaction may
be that all property passes to the credit shelter trust, an alternative
construction might be that everything passes as part of the marital
deduction share if there is no such thing as a "taxable estate."

There are at least two caveats that need to be mentioned. First, all of
these formula clauses are designed to accomplish the same goals: (i)
minimize (to zero if possible) the amount of estate tax that will be paid
when the first spouse dies, (ii) minimize the amount of estate tax that
will be paid when the surviving spouse dies with respect to property
passing to or for the surviving spouse from the first spouse to die, and
(ii1) provide for all of the property to be available to benefit the
surviving spouse.

It would be odd, since the goals are the same whether the document
defines the credit shelter amount or defines the marital deduction
amount, that the result would be different—that is, in one case, the
instrument is construed as having all the property pass into the credit
shelter trust and another having it all pass into the marital deduction
share. We know that the intent of the testator must control, and we
know that there will be declaratory judgment actions and expert
testimony on many of these matters in an environment that, even as
recently as the beginning of December of 2009, no one expected to
exist.

The second caveat is that neither the IRS nor the Federal courts will be
bound by a local court construction of the instrument under the rational
of Commissioner v. Bosch, 387 US 456 (2d. Cir. 1967). Hence, even if
a local court determines that the entire estate passes into a credit shelter
trust, the IRS may take the position that property instead passed to the
surviving spouse, if the marital deduction bequest is outright, and that
either the surviving spouse made a gift by permitting that to occur and/or
the credit shelter trust is included in the gross estate of the surviving
spouse, assuming the surviving spouse dies in 2011 or later, when the
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estate tax is reinstituted.
Further Complication: Carryover Basis Increases.

Under Section 1022, the income tax bases of assets acquired from
someone who dies in 2010 will not be equal their estate tax values;
rather the bases of his or her assets will "carryover" to those who inherit
the property. To complicate matters, the Code provides certain basis
increases for carryover basis property. One is that the decedent's
executor may allocate up to $1,300,000 to increase the basis of
property. This allocation, however, may not increase the basis of an
asset above its fair market value as of the decedent's date of death.

Note that the allocation of increased basis provision is not to increase the
basis of property worth $1,300,000 to $1,300,000 but rather to increase
basis by $1,300,000. For example, a child of the decedent inherits land
worth $5 million in which the decedent's basis at death was $1,500,000.

The executor may elect to increase the basis of the land to $2,800,000.
[f the land were worth only $2,300,000 when the decedent died, the
executor could increase the land's basis from $1,500,000 by $800,000 to
$2,300,000 (and no higher) and could allocate the remaining $700,000
of basis increase to other appreciated property (limited, again, to the fair
market value of such asset at the decedent's death).

In addition to the $1,300,000 increase in basis, if the decedent is
married, the decedent's executor can also allocate up to $3,000,000 to
increase the basis of assets that the surviving spouse receives outright or
through a QTIP trust (called "Qualified Spousal Property"). A QTIP
trust qualifies for the estate tax marital deduction, when there is an estate
tax, only to the extent the executor elects under section 2056(b)(7) for it
to so qualify. However, no such election is necessary for a trust
otherwise described in that section to constitute Qualified Spousal
Property to which the $3 million basis increase may be allocated by the
executor.

Before turning to other matters relating to the carryover basis rules, it is
appropriate to go back and explain how they complicate the division of
the estate of a married person who dies in 2010.

Married Persons: No Estate Tax Plus Carryover Basis.

For a married person who had directed his or her estate to be divided
into two shares if his or her spouse survives, that is, into an amount

Page 5 of 16



Leimberg Information Systems Page 6 of 16

2/22/2010

equal to his or her unused estate tax exemption equivalent and the
balance in a form that may qualify for the estate tax marital deduction, it
may seem that he or she would want to have his or her estate pass
entirely into the estate tax exemption equivalent share, usually, in the
form of a credit shelter trust that benefits the surviving spouse and
descendants.

Such as person would have provided for a constantly increasing amount
to pass into the credit shelter trust: $675,000 before EGTRRA and then
$1,000,000, then $1,500,000, then $2,000,000 and then $3,500,000.
This suggests that if the exemption were to increase, for example, to
$5,000,000, which was proposed several times in Congress in recent
times, the married person would want the first $5,000,000 to pass into
the credit shelter trust.

And now, of course, without any estate tax, his or her entire estate
(whether $5 million or $500 million) may pass estate tax free into the
credit shelter trust. And perhaps that is how an instrument making the
credit shelter trust/optimum marital deduction division will be
construed—that is, the whole estate passes into the credit shelter trust.
Of course, if the surviving spouse cannot benefit from the credit shelter
trust (e.g., it is exclusively for the benefit of the decedent's descendants
from a prior union), the result seems harsh at least from the view of the
widow or widower.

But assuming that it would occur and even assuming it is exactly what
all surviving family members want or assuming the estate planning
documents are revised to expressly provide for that result, there is a
potentially important additional tax issue. Unless the credit shelter trust
is in the form of a QTIP type trust (e.g., all income paid at least annually
to the surviving spouse with no ability to pay any part of the trust to
anyone else during the survivor's lifetime), there may be insufficient
Qualified Spousal Property against which the executor may allocate the
$3 million basis increase. See, generally, Blattmachr & Graham,
"Thinking About the Impossible for 2010," 21 Probate & Property 12
(May/June 2007).

On the other hand, if the instrument is construed so that (or it is revised
to provide expressly that) the entire estate is to pass into a QTIP trust if
there is no estate tax, then there presumably will be the maximum
amount of property to which the executor may allocate the $3 million
basis increase. As mentioned above, a QTIP trust is a form of Qualified
Spousal Property.
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At the same time, using a QTIP trust limits some other planning
opportunities such transferring property to children free of gift tax or
"splitting" income with the trust and/or descendants which normally
would be available if the trustee of the credit shelter trust holds the
discretion either to accumulate all income or to pay income or corpus to
descendants as well as the spouse. Perhaps, any part of the QTIP trust
disclaimed by the spouse under section 2518 would pass over to such a
discretionary credit shelter trust. And, even though the gift tax remains
in effect in 2010, the spouse can make a qualified disclaimer under
section 2518 and remain a beneficiary of any trust to which the
disclaimed property passes by reason of the renunciation without being
deemed to have made a taxable gift.

Revising Existing Documents for Married Persons.

In a more perfect world, wills and trusts will have taken into account the
possibility of there being no estate tax and there being a carryover basis
system. But it is known that most such documents do not cover those
possibilities because almost everyone thought it was impossible that it
could happen. In any case, it may well be appropriate for practitioners
to contact married clients and ask how they want their property disposed
of if they die when there is no estate tax.

Although there are many options, two planning options seem essentially
likely to be used, at least if the situation is not complicated by a state
death tax, which is discussed below. First, the married property owner
could leave his or her estate to a QTIP trust, described in section 2056(b)
(7), which qualifies for the estate tax marital deduction only to the extent
the executor elects.

Of course, qualification as such for the estate tax marital deduction
seems to be of no importance if there is no estate tax. But as explained
above, such a QTIP trust is Qualified Spousal Property and, therefore,
the executor may allocate the $3 million basis increase to it. And, as
also mentioned, above, if the instrument is so structured, the spouse may
make a formula disclaimer of the entire QTIP trust above the amount
needed to allocate that basis increase and have the disclaimed assets pass
into a credit shelter trust which may provide more flexibility than that of
a QTIP trust.

Regardless of how much remains in the QTIP trust, no portion should be
included in the gross estate of the surviving spouse even if he or she dies
when the estate tax is back into effect. Although section 2044 puts a
QTIP trust into the gross estate of the spouse for whom the trust was
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created, the section only applies if the spouse who created the trust
avoided estate or gift tax by reason of the gift or estate tax marital
deduction.

For the married person who dies in 2010, there will be no estate tax on
the trust, not by reason of the marital deduction but because there is no
estate tax in effect. Of course, if the estate tax is retroactively reinstated,
then presumably the executor of the spouse first to die may elect QTIP
treatment under section 2056(b)(7) and avoid estate tax and, to the
extent the executor so elects, the QTIP will be included in the gross
estate of the surviving spouse when he or she later dies.

The second approach is to provide that, if there is no estate tax, then the
entire estate, other than a separate formula bequest to fully use the basis
increase for Qualified Spousal Property, should pass into the credit
shelter trust. That way, there is no reliance on a disclaimer by the
spouse. Professor Jeffrey Pennell has observed, at fn 85 in BNA Tax
Magt. Portfolio No. 843-2nd, that one of the three great lies is "Of course
I'll disclaim if it will save taxes." This second approach avoids any
concern about the disclaimer.

Other Drafting Considerations.

Without regard to the marital status of a client, there are other revisions
to documents that could be made to take into account the no
tax/carryover basis regime of 2010. First, the client's will (and it must
be the will because it is the executor who gets to allocate the basis
increases) could have language to authorize the executor to allocate the
basis increase, in his or her sole and absolute discretion.

Under section 2203, the executor is the person who is the executor or
administrator of the decedent but "if there is no executor or
administrator appointed, qualified and acting with the United States,
then any person in actual or constructive possession of any property of
the decedent." There may be many of those persons.

And, if there is no executor, there may be disagreement among these
many persons about which one gets to exercise options and elections,
such as the allocation of the $1,300,000 and $3,000,000 basis increases
under section 1022. Hence, it seems appropriate to make sure there is a
will that is admitted to probate so an executor (or administrator) will be
acting to make the allocation as the executor determines.

Second, when possible, it may be appropriate to provide expressly in the
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will that only an executor who is not a beneficiary should be authorized
to allocate the basis increase. Otherwise, there may be conflicts of
interest and a question of whether an executor who is a beneficiary may
allocate basis increase to himself or herself under local law and, if he or
she may do so, the potential gift tax consequences of not doing so. See,
generally, Gans, Blattmachr & Heilborn, "Gifts By Fiduciaries By Tax
Options and Elections", 18 Probate & Property (November/December
2004); republished in Digest of Tax Articles (March 2005).

Third, whether or not an individual is married, some thought should be
given to the interpretation of an instrument that makes a bequest or gift
equal to the individual's unused GST exemption at death. As mentioned
above, there is no GST tax for 2010 and, therefore, the meaning of such
a bequest or gift may be uncertain. For example, a wealthy woman
makes a bequest in her will equal to "the maximum amount I may
transfer free of generation-skipping transfer tax to a skip person" to a
perpetual trust for her grandchildren and more remote descendants,
leaving the balance of her estate to or in trust for her children (or, if she
is married, to or for her husband).

If she dies in 2010, it may be that the instrument would be construed so
nothing passes to or for her children (or her husband). Hence, again, it
may be appropriate to contact clients who have instruments containing
such dispositions to determine their wishes and, if changes should be
made, to implement them soon.

Potential Effects in States with an Independent Estate Tax.

Prior the enactment of EGTRRA, the vast majority of states imposed a
state estate tax equal to the amount of Federal credit allowable against
Federal estate tax otherwise owed to the Federal government, sometimes
called a "sponge tax." That Federal credit for state death taxes was
allowable under section 2011 for state death tax paid. EGTRRA
eliminated the credit (although it allowed a deduction under section
2058 for such state death tax paid) which meant that a number of states
no longer had an estate tax of any kind.

Many states, however, have retained state death tax systems which were
either in lieu of, or in addition to, the state's so called sponge tax. These
include Connecticut, Illinois, Indiana, lowa, Kentucky, Maine,
Maryland, Massachusetts, Minnesota, New Jersey, New York, Ohio,
Oregon, Pennsylvania, Rhode Island, Tennessee and Washington
(state).
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It does not appear that the independent death tax systems of states have
automatically been repealed by the repeal of the Federal estate tax for
2010. Hence, there may still be a state death tax and it may present a
significant issue for individuals who die domiciled in or who own real or
tangible person property in such states. As a general rule, a decedent's
domicile state may impose a death tax on all of the decedent's property
at death other than real or tangible personal property actually situated in
another state, which other state may impose its death tax on the real or
tangible personal property actually situated there.

For example, suppose a married New Yorker died with a $25,000,000
estate in 2009 and her estate planning documents provided for an
amount equal to her Federal estate tax exemption (which we will assume
is $3,500,000) to pass into a credit shelter trust for the benefit of her
husband and descendants and for the balance of her estate to pass in a
form that qualifies for the Federal and New York marital deduction. The
tax will be equal to the amount of credit that would have been allowable
under section 2011.

Her taxable estate is $3,500,000, and her estate would owe $229,200 of
New York estate tax. This represents an effective New York estate tax
rate of about 6.5%--that is, a $229,200 tax on $3.5 million. And a New
Yorker might well decide that paying that tax when he or she dies is
very worthwhile because it removed an "extra" $2.5 million from the
gross estate of the surviving spouse. New York, in effect, only permits a
$1 million estate tax exemption.

But the result in 2010 could be very different. For example, if the
married New Yorker died in 2010 with an estate (after estate tax
deductible expenses and debts) of $25,000,000, all of which passed into
a credit shelter trust, then her estate would owe $3,466,800 in New York
estate tax, which represents an effective New York estate tax rate of
nearly 14%.

Both the amount of tax due and the effective rate of tax are much higher
than for the smaller estate. Although it should mean that $24,000,000
(plus its growth or minus its decline in value) will be excluded from the
gross estate of the surviving spouse when he later dies (assuming there is
an estate tax in effect at that time) and, at a 45% bracket, would avoid
$10,800,000 in Federal estate tax, which is more than three times the
amount that had to be paid to New York to achieve that result, some
married New Yorkers might well decide it is just too high a price to be
paid when they die.
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Further Complications Without a State-Only QTIP Election.

And this "awkward" situation may arise even if the instrument is
construed (or is revised to state expressly) so that the entire estate passes
into a QTIP trust, if the individual resides in a state (or owns real or
tangible personal property actually situated in a state) that does not
permit a state-only QTIP election. Some jurisdictions, such as New
York, New Jersey, Minnesota, Vermont, Jowa, and North Carolina, do
not permit state only QTIP elections.

In other words, in those states, the marital deduction for a QTIP trust is
permitted for state death tax purposes only if the QTIP election is made
for Federal purposes. For someone dying in 2010, it seems no such
Federal QTIP election may be made as there is no Federal estate tax and
no Federal QTIP election, therefore, is available. Hence, for those
individuals domiciled in or owning real or tangible personal property
actually situated in a state that does not permit a state-only QTIP
election, the form of marital deduction essentially would need to be
changed to some other qualifying form, such as an outright disposition, a
general power of appointment trust described in section 2056(b)(5) or an
estate trust (where the trust terminates in favor of the surviving spouse's
own probate estate).

It is certain that the outright bequest will constitute Qualified Spousal
Property but it is not certain a general power of appointment marital
deduction trust or estate trust would. Hence, if the married person
decides to use a general power of appointment marital deduction trust or
estate trust, he or she probably should have a formula bequest outright to
the surviving spouse to ensure full use of the $3 million additional basis
increase for Qualified Spousal Property. Although as mentioned above,
a QTIP trust is treated as Qualified Spousal Property, it will not qualify
for the marital deduction for state death tax purposes, unless the state
permits state only QTIP elections.

Arguably, the best course of action for a married person domiciled in
New York and who might die in 2010 is to change his or her domicile to
a state without an estate tax or at least a state that permits state only
QTIP elections. That, of course, may be life altering in some ways. But
the additional price of dying in a state that has an independent estate tax
and that does not permit state-only QTIP elections may be more than
enough incentive.

And although, as mentioned above, the individual may bequeath his or
her entire estate, above the state estate tax exemption, to a general power
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of appointment trust or outright to his or her spouse, that property will
be included in the gross estate of the surviving spouse, assuming he or
she dies when the estate tax is back in effect. In addition to that
unpalatable result, the individual may not wish his or her spouse to have
the power to control the disposition of the individual's wealth which
would be granted with an outright bequest or general power of
appointment.

More Complications for States with Death Taxes.

There may be additional hurdle for those who die in 2010 domiciled, or
owning real or tangible person property, in a state with an independent
state death tax, and especially in those states not permitting a state-only
QTIP election. That complication arises where property is already in an
irrevocable trust which provides for the creation of a QTIP trust for the
surviving spouse if the trust is included in the estate of the spouse first to
die.

For example, a woman created a grantor retained annuity trust (GRAT)
in June 2008 which is to terminate in June 2010. If she dies before the
annuity term ends, all or a portion of the trust may be included in her
gross estate under section 2036(a).

On account of that possibility, the trust agreement provides that, if the
grantor of the GRAT dies before the annuity term ends, the trust
property, other than any annuity due the grantor or the grantor's estate is
to pass into a QTIP trust for the grantor's spouse if then living. If she
dies in 2010 and before the GRAT ends, there would have been estate
tax inclusion and that will trigger state death tax if the grantor was
domiciled in a state with a state death tax. If there is a state only QTIP
permitted, then the estate can make that election and avoid the state
death tax. But in those states that do not seem to permit that election,
there will be state death tax.

In fact, there could be a tax in a state that does permit a state only QTIP
trust with respect to such a GRAT because of the way the disposition in
favor of the QTIP trust is sometimes designed. Amazingly, there could
even be a state death tax if the grantor provides for the trust to be paid
outright to his or her surviving spouse, a disposition which would
otherwise qualify for the marital deduction, unless the surviving spouse
is not a US citizen and the state allows a marital deduction only if the
transfer is to a QDOT.

The marital deduction may be lost if the GRAT provides that the amount
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passing into the QTIP is limited to a portion of the trust "to the extent
included in the grantor's gross estate for Federal estate tax purposes."”
Because in 2010 there is no estate tax, there would be nothing included
in the grantor's gross estate for Federal estate tax purposes and,
therefore, nothing would pass into the QTIP or outright to the surviving
spouse.

A similar result could arise with respect to irrevocable life insurance
trusts, which often have such "contingent" marital deduction provisions
in the event part or all of the proceeds under the policy or policies
owned by the trust are included in the insured's gross estate.

And the same result may arise if one spouse has created a lifetime QTIP
trust for his or her spouse. Although if the beneficiary spouse dies in
2010, the QTIP will not be included in his or her Federal gross estate (as
there is no estate tax), a state death tax could apply.

Not infrequently, a lifetime QTIP trust will "automatically" provide that,
if the grantor spouse survives the beneficiary spouse, the trust property
will be put in a QTIP trust for the grantor spouse. If so, a state only
QTIP election, if permitted, could be made to avoid state death tax on
the amount in the trust. But if a state only QTIP election is not
permitted, the property presumably would be subject to state death tax.

It may be that the best course of action for such cases is to have the trust
reformed by a court or, if permitted, "decanted" which is the act of
paying the trust assets to a "new trust." See Zeydel & Blattmachr, "Tax
Effects of Decanting—Obtaining and Preserving the Benefits," 111 J1 of
Taxn 288 (Nov. 2009). About a dozen states have statutes that permit
decanting. But many of the states that have independent state death tax
systems do not have decanting statutes.

In that event, one option is to use the Alaska decanting statute. AS
13.36.157 provides, in part, that if an Alaska resident or Alaska bank or
trust company is appointed a co-trustee and the trustees agree that
Alaska will be the primary place of trust administration, the trustees will
have the Alaska decanting powers.

The Alaska statute is consistent with the law that a trustee derives its
fiduciary powers from the place of administration. See Uniform Trust
Code sec. 108 and Scott on Trusts sec. 615. In any case, the decanted
trust would provide the appropriate provision such as an outright
payment to the surviving spouse if the deceased spouse dies domiciled in
a state with an independent state death tax and no state only QTIP and it
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would not otherwise qualify for the state death tax marital deduction.
Suggestions for Action Steps.

Looking forward, the first step for practitioners, who do not wish to
continue to put faith in Congress' ability to solve this issue (and it has
now been unable to do so for nine years), is to contact clients about the
2010 law changes. A "generic" memorandum or an individually
addressed letter or memo to each client might be used.

It may be appropriate to invite clients to contact the firm to make an
appointment to determine what, if any, steps should be taken. As
mentioned above, for clients using word formulas, it seems appropriate
to determine explicitly how they want their property to be disposed of if
they die when there is no Federal estate tax and no GST tax and there is
carryover basis. For those living in state death tax states, other factors
probably also should be discussed including the possibility of changing
domicile.

It may be appropriate for lawyers to prepare documents to effect any
changes the client may wish implemented. For example, married clients
could explicitly state how their estates are to pass if they die when there
is no estate tax.

As mentioned above, this might be a direction for the entire estate to
pass into a credit shelter trust, except for a bequest to take full advantage
of the $3 million increase in basis permitted for Qualified Spousal
Property. Moreover, any married client living in a state with an
independent estate tax likely should consider whether he or she wishes:

1) To have state death tax paid at his or her death and avoid both
Federal and state estate tax when the surviving spouse dies; or

2)  To avoid both Federal and state death tax when the first spouse
dies even if it means considerably more tax when the surviving
spouse dies.

That will be easier if the state permits a state only QTIP election and the
"optimum" marital deduction share passes into a QTIP trust. In that
event, the decision of whether to pay state death tax if the first spouse
dies when there is no Federal estate tax may be postponed until the state
death tax return is filed and the election may be made or not.

For those living in a state with an independent state death tax, a decision
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likely should be made now as to whether state death tax will or will not
be paid if the first spouse to die passes on when there is no estate tax.
But there is a strategy in which this decision also can be postponed until
after the first spouse dies. If the estate planning documents provide for
the amount passing to the credit shelter trust to be equal to the state
death tax exemption and for the marital deduction share to pass either
outright to the surviving spouse or to a general power of appointment
marital deduction trust, there will be no state death tax due but the
surviving spouse may change that outcome by making a qualified
disclaimer within nine months of the death of the first spouse to die.

For those who prefer for the marital deduction share to pass into a QTIP
trust but who live in a state with an independent state death tax and no
state only QTIP, the following language might be used in such person's
will or revocable trust used as a will substitute:

"If there is no Federal estate tax in effect at my death (including no
retroactive reenactment of such tax) and if the state of my domicile
imposes a state death tax at my death but does not permit my estate to
make an election to treat any property that would be described in section
2056(b)(7) of the Internal Revenue Code of 1986, as amended, to qualify
for the marital deduction for purposes of the state death tax, I hereby
grant my husband/wife a power to appoint at his/her death by his/her
Will by specific reference to this general power of appointment the
property in any trust that is so described to his/her estate so that the trust
will be described in section 2056(b)(5)."

Conclusion.

The elimination of the estate and GST taxes and introduction of
carryover basis for those dying in 2010 represents an extraordinary event
for estate planners and their clients. In many ways, it opens tremendous
planning opportunities. But as explained, it also poses dangers.

Practitioners can find a sample letter to clients about this at the home
page of www.interactivelegal.com which can be downloaded in word
format and modified. As that letter indicates, married clients need to
decide on the disposition of their wealth if they die this year. That
decision is complex, and will be more complex if they live in a state
with an independent death tax system.

Action needs to be taken. The real dangers are inaction by practitioners
and political risk. Will Congress retroactively reintroduce these taxes?
What will happen in 2011? While it is impossible to be at all certain
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about these matters, advice and counsel to clients now is extremely
important.
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THE IMPOSSIBLE HAS
HAPPENED: NO FEDERAL

ESTATE TAX, NO GST

TAX, AND CARRYOVER
BASIS FOR 2010

BY JONATHAN G. BLATTMACHR, MITCHELL M. GANS,
HOWARD M. ZARITSKY, AND DIANA S.C. ZEYDEL

As of January 1, 2010, the U.S.
. has no federal estate tax for the

first time since 1915. This also
is the first year since 1976 that there is
no federal generation-skipping transfer
(GST) tax. The top gift tax rate of 35%
this year is the lowest in decades. This
extraordinary situation is scheduled to
last only during 2010. Beginning in
2011, the federal estate, gift, and GST
tax systems will revert to their forms
prior to the enactment of the Economic
Growth and Tax Relief Reconciliation
Act of 2001 (EGTRRA; P.L. 107-16,
6/7/01). Although the Code has provid-
ed that there would be no estate or GST
tax for 2010 since the passage of EGTR-
RA, few thought it could happen. In-
deed, many persons forecast nearly until
the end of 2009 that last year’s estate and
GST tax parameters (a $3.5 million ex-
emption and top rate of 45%) would be
extended into 2010, but that did not
happen.

Congress could adopt legislation
retroactively reinstating the estate and
GST taxes to the beginning of 2010, de-
spite some question about the constitu-
tionality of doing so. Nevertheless, es-
tate planners and their clients need to
take the current situation into account
as well as the possibility the estate and
GST taxes will be imposed retroactively
to the beginning of this year.

A further complicating factor for
practitioners and their clients is that,

during the period that the estate tax is
repealed, the income tax bases of assets
acquired from or passing from a dece-
dent, including most but not all assets
acquired from a decedent, will not be
made to be equal to their FMV at the
date of death. With some exceptions, the
decedent’s basis in those assets will car-
ry over to the recipient.

EGTRRA

EGTRRA made many changes to the es-
tate, gift, and GST transfer tax systems.
These included increasing the estate and
GST exemptions, culminating in 2009
exemptions of $3.5 million, and de-
creasing the top rate for all three tax sys-
tems to 45%. It also replaced the state
death tax credit with a state death tax
deduction. The culmination of the
EGTRRA changes was to eliminate the
federal estate and GST taxes for 2010.
The sunset provision,! however, means
that all of the changes EGTRRA made
(including such income tax changes as
reducing the top income tax bracket
from 39.6% to 35% and reducing the
top bracket for long-term capital gains
and dividends to 15%) will expire at the
end of 2010. Unless the law is changed
in the future, therefore, the following
will occur on January 1,2011:

* The estate tax exemption will drop
to $1 million.

JOURNAL OF TAXATION

FEBRUARY 2010



ESTATES, TRUSTS, & GIFTS

+ The GST exemption will drop to
an inflation-adjusted $1 million
(it is likely this amount will be at
least $1,340,000).

+ The top estate, gift,and GST tax
rate will increase to 55% (60%
for estate and gift tax transfers
between $10 million and
$17,184,000).

+ The estate and gift tax system
will again be unified.

+ The state death tax credit under
Section 2011 will be restored.

+ Several other important provi-
sions, such as the qualified fami-
ly-owned business interest (QFO-
BI) rules under Section 2057, will
return to the way they were before
EGTRRA.

As noted above, most practition-
ers anticipated that this would never
happen; almost no one thought that
Congress would allow the estates of
decedents who die in 2010 to escape
federal estate tax.

Congress could reinstate the
estate and GST taxes retroactive
to the beginning of 2010, despite
some question about the
constitutionality of doing so.

The current situation presents
more problems than opportunities
for estate planners and their clients.
For example, the possibility of retro-
active restoration of the estate and
GST taxes presents a risk in taking
any action at all on the premise that
the estate and GST taxes are gone for
the year and that the gift tax rate will
be only 35%. Even those individuals
who die this year, while the estate
and GST taxes are not applicable,
will leave estates facing potentially
serious problems that must be ad-
dressed promptly.

Scope of the Sunset Provision

Although the major focus of this ar-
ticle is on the estate, gift, and GST
tax provisions for 2010 (or the lack
thereof) and what may be viewed as
related income tax provisions that

are in effect for this year, application
of these provisions in future years
also needs to be considered.

1.Planners must take into ac-
count what the law likely will be in
the future. For example, the will of
an individual who will probably not
die very soon should take into ac-
count not just what tax law provi-
sions will apply if he or she dies this
year but what rules may apply if he
or she dies in a future year.

2. As will be discussed later in
this article, some transactions (such
as the creation of a trust by a dece-
dent who dies this year for his or her
grandchild) may be treated differ-
ently in a subsequent tax year be-
cause EGTRRA expires by its terms
on 12/31/10.

3. As strange as this may initially
seem, some of the words used to ef-
fect the sunset of EGTRRA may
mean that certain transactions are,
in effect, treated for years after 2010
as having happened before EGTRRA
even if the transfer occurred while
EGTRRA was in effect.

These factors are interrelated in
many ways and in order to set a
more complete framework of look-
ing at the estate tax and related laws
for 2010, this article discusses the
third factor (the EGTRRA expira-
tion provisions) first.

Construing statutes. Before turn-
ing to the provision by which EGTR-
RA “expires,” it seems appropriate to
briefly discuss statutory construc-
tion. EGTRRA was pushed through
the legislative process with haste. It
was signed into law on 6/7/01, which
historically is very early in a calen-
dar year for the enactment of a ma-
jor tax bill. Many of its provisions
are unclear. The meaning and scope
of the expiration provision, as will
be discussed below, seem quite un-
certain. Lawyers and courts are sad-
dled with the written words of a
statute, but a literal construction of a
statute that produces an absurd re-
sult generally will not be adopted.2
Words are also an imperfect
means of communicating. Viewing
words from different perspectives or
at different times may suggest signif-
icantly different meanings for them.

These general principles should be
kept in mind when reading the dis-
cussion of the expiration provision
of EGTRRA.

Background of expiration. In or-
der to help understand what the ex-
piration provisions of EGTRRA
mean, an awareness of why EGTR-
RA had to expire is important. Al-
though certain provisions of the
Code have expired in the past,3 there
has been no general sunset provision
in other tax legislation.4

EGTRRA includes such a provi-
sion to ensure compliance with the
Congressional Budget Act of 1974.
That Act contains rules to enforce
the scope of items permitted to be
considered by the Congress under
the budget reconciliation process
(that is, in adopting a federal bud-
get). One of these rules, known as
the “Byrd rule” after its sponsor, Sen-
ator Robert C. Byrd (D-W.Va.), pro-
hibits legislators from enacting tax
provisions with respect to a budget
reconciliation that would reduce
revenues after the years covered by
the reconciliation. Sixty votes are re-
quired in the Senate to override the
Byrd rule. Because fewer than 60
senators voted to enact EGTRRA, all
of its changes to the Code expire, as
a general rule, after 2010 so that its
provisions would not increase feder-
al deficits after 2010. The expiration
provisions of EGTRRA, therefore,
probably should be read consistently

1 See PL. 107-16, section 901.

2 See Nixon v. Missouri Municipal League, 541
U.S. 125 (2004) (indicating that courts should
avoid a construction that would lead to an
absurd or futile result).

3 For example, Section 68, relating to the over-
all limitation on itemized deductions, was
originally scheduled to expire on 12/31/95;
see former Section 68(f), deleted by RRA '93
(PL. 103-66, 8/10/93), section 13204.

4 See Staff of the Joint Committee on Taxation,
General Explanation of Tax Legislation En-
acted in the 107th Congress (2003) (here-
after, “Blue Book"), page 171. The Blue Book
is not, strictly speaking, legislative history,
but the courts routinely use it as an important
reference to the legislative intent behind tax
statutes. See, e.g., United Dominion In-
dustries, Inc., 532 U.S. 822, 87 AFTR2d 2001-
2377 (2001); Amerada Hess Corp. v. Director,
Div. of Tax'n, N.J., 490 U.S. 66 {1989); and
Ptasynski, 462 U.S. 74, 52 AFTR2d 83-6495
{1983).
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with its goal—to not produce defi-
cits after this year—in mind.

The expiration provisions. The
“repeal” of the estate tax and GST
tax, as well as all other changes made
by EGTRRA, expire or “sunset” at
the end of 2010. EGTRRA section
901(a) states:

“IN GENERAL. All provisions of,
and amendments made by, this Act
shall not apply—

“(1) to taxable, plan, or limitation
years beginning after December 31,
2010, 0or

“(2) in the case of title V, to es-
tates of decedents dying, gifts made,
or generation skipping transfers, af-
ter December 31,2010

Title V of EGTRRA deals with the
estate, gift, GST taxes, and related in-
come tax provisions (such as provid-
ing for the basis of inherited proper-
ty to be equal to the lesser of its
value on the decedent’s date of death
or the decedent’s adjusted basis (the
carryover basis rule)). If the sunset
provision that relates to Title V end-
ed with subsection (a), it would sim-
ply mean that the estate, gift, GST
taxes and related income tax changes
made by EGTRRA no longer applied
after 2010. Nevertheless, section 901
(b) seems to provide an additional
rule. It states:

“(b) APPLICATION OF CERTAIN LAWS.
The Internal Revenue Code of 1986
... shall be applied and administered
to years, estates, gifts, and transfers
described in subsection (a) as if the
provisions and amendments de-
scribed in subsection (a) had never
been enacted.”s

5 For simplicity, the phrase “and the Employee
Retirement Income Security Act of 1974,
which appears after “The Internal Revenue
Code of 1986" and before “shall be applied,”
has been omitted.

6 But see Flores-Figueroa v. U.S., 129 S.Ct.
1886 (2009) findicating that a construction
under which language in a statute is treated
as surplus should be avoided).

7 Essentially, and as is discussed in more detail
later in this article, Section 2511(c) provides
that an individual will be treated as making a
completed gift for federal gift tax purposes if
the individual transfers property in 2010 to a
trust that is not a grantor trust in its entirety
even if the individual retains such dominion
and control over the transferred property that
the gift would be considered incomplete
under Reg. 25.2611-2.

It may be reasonable to construe
section 901(b) as simply reinforcing
the meaning of section 901(a). Con-
struing subsection (b) as requiring
the Code to be applied to gifts made
after 2010 as though the EGTRRA
gift tax provisions had never been
enacted reinforces or restates the gift
tax portion of subsection (a), and
would imply an application only to
future gifts.6

On the other hand, suppose an
individual, who creates a trust in
2010 that is not treated as a grantor
trust in its entirety, is treated as
making a taxable gift by reason of
Section 2511(c) (but otherwise un-
der the law prior to EGTRRA the gift
would be treated as incomplete).?
Section 2511(c) expires and is of no
effect after 2010. In determining gift
tax due on future gifts, how should
the 2010 gift be treated? Should it be
considered as being complete under
EGTRRA, or possibly as incomplete
under post-EGTRRA law?

Section 2502(a) directs that, in
computing the gift tax, prior taxable
gifts must taken into account. One
literal reading of EGTRRA section
901(b) is that the existence of the
2010 gift, which was deemed com-
plete and therefore constituted a tax-
able gift in 2010, is ignored because
the calculation of gift tax after 2010
is determined as though EGTRRA
“had never been enacted.” This read-
ing also would lead to the conclusion
that the taxpayer could be subject to
a second tax on the same gift if the
power he or she retained that caused
the gift to be incomplete lapses be-
fore his or her death.

There will be other possible read-
ings of section 901(b) in such a con-
text. In any event, such an applica-
tion of subsection (b) would actually
seem contrary to the Byrd rule. The
reason is that ignoring the taxable
gift treated as made in 2010 by rea-
son of Section 2511(c) could reduce
federal gift tax collected after that
year.

That, in turn, raises the question
of whether in applying the Code “to
years, estates, gifts, and transfers” af-
ter 2010, only those provisions of
EGTRRA that would reduce tax col-
lections (thereby increasing the

deficit) are treated as never having
been enacted. Because the Byrd rule
has never been applied to tax reduc-
tion provisions of a budget reconcil-
iation act, it is very difficult to reach
a conclusion about this.

Carryover or stepped-up basis. The
issue also arises with regard to a
death in 2010. Throughout the bal-
ance of 2010, under Section 1022 the
legatee would have a carryover basis
in assets received from the decedent.
But if the legatee sells the asset in
2011, a literal application of section
901(b) appears to permit the lega-
tee’s basis to be determined under
Section 1014 so that basis would be
equal to the date of death (or alter-
nate valuation date) value.

The current situation presents
more problems than opportunities
for estate plannei’s and their
clients.

At first blush, EGTRRA section
901(b) does appear to provide that
the Code should be administered in
post-2010 years as if EGTRRA had
never been enacted, thus suggesting
that basis should be determined in
2011 under Section 1014. Nonethe-
less, it is difficult to imagine that
Congress contemplated such an out-
come for assets received from an es-
tate that was not subject to estate
tax. And it is certainly possible to
read section 901 as consistent with
Congress’s purpose to link estate-
tax-free treatment with carryover
basis even if the asset is sold in a
post-2010 year. EGTRRA section
901(a)(2), in dealing with Title V of
the statute, focuses on the date of the
transfer (the date of death, the date
of the gift, or the date of the genera-
tion-skipping transfer). This should
be contrasted with section 901(a)
(1), which focuses instead on the tax
year (i.e., EGTRRA does not apply
to tax years after 2010). Thus, in
terms of Section 1022, which was
enacted as part of Title V of EGTR-
RA, it will no longer apply in post-
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2010 years if the transfer (i.e., death)
occurs after 2010. Thus, where death
does occur in 2010, Section 1022
should, under this reading, remain
applicable even if the asset is sold in
2011. Nevertheless, if the application
of the Byrd rule is to make the tax
revenue impact the same for years
after 2010 (when Section 1014(a) is
back in effect) as it would have been
before the enactment of EGTRRA, it
is arguable that the potential step-up
in basis is not inconsistent with the
purpose of the Byrd rule.

GST tax. There is even more ambi-
guity in the language of the sunset
provision with respect to the GST
tax provisions, primarily because a
transfer in trust can lead to genera-
tion-skipping transfers that occur in
more than one year.

Suppose a grandmother creates a
trust in 2010 for the current benefit
of her grandson. Her transfer to the
trust would be a direct skip, a type of
generation-skipping transfer, and
would produce a GST tax except for
the fact that under Section 2664 the
GST tax provisions do not apply in
2010 to any generation-skipping
transfer occurring that year. Yet,
when distributions are made after
2010 to the grandson from the trust,
another type of generation-skipping
transfer—a taxable distribution—
may be deemed to occur.

Had the trust been created before
2010, Section 2653(a) (discussed in
more detail below) would have pre-
cluded the later distribution from be-
ing a generation-skipping transfer.
But it remains unclear (as also dis-
cussed below) whether Section 2653
(a) can apply to a transfer made in
2010. Yet, the sunset provision might
be construed to provide that, with re-
spect to any transfer after 2010, Sec-
tion 2653(a) will be deemed to have
applied in 2010 because Section 2664
(which arguably blocked the applica-
tion of Section 2653(a)) itself is ig-
nored after 2010 because it became
part of the Code by the enactment of
EGTRRA.

Impact. All these possible readings
create great uncertainty for taxpay-
ers and practitioners. It seems that

one logical approach would be to
construe the sunset provisions as
simply confining the tax benefits of
EGTRRA to the years that EGTRRA
was in effect. Another would be to
conclude that the tax benefits com-
prise not only the benefits achieved
while EGTRRA was in effect but also
all tax benefits that derive therefrom
in later tax years.

In determining gift tax due on
future gifts, how sheuld a 2010

- gift be treated? s it complete

* under EGTRRA, or possibly

. incomplete under post-EGTRRA
law?

To find the latter construction
consistent with the Byrd rule, one
would have to conclude that the re-
sulting increase in the deficit would
be deemed attributable to the years
EGTRRA was in effect, not to the
subsequent years in which the con-
tinuing tax benefits apply. Under
that construction, if a taxpayer con-
tributed $3.5 million to a trust and
allocated his or her $3.5 million GST
exemption to the trust in 2009, that
trust would remain wholly exempt
from GST tax, even though if EGTR-
RA had never been enacted the tax-
payer would never have had a $3.5
million exemption. The tax benefit
ini future years perhaps would attrib-
uted to the years EGTRRA was in ef-
fect.

Suppose a taxpayer dies in 2010,
establishing a testamentary trust for
grandchildren and more remote de-
scendants. Similarly, that trust might
not be subject to GST at any time: in
2010 the GST tax was not applicable

to the direct skip to the trust,and in
subsequent years the trust might
possibly remain exempt because in
the year it was established there was
no estate tax, and thus no transferor
within the meaning of Section 2652
(a)(1)(A), and so no person could
be defined as a skip person under
Section 2613.

The same trust created inter vivos
in 2010 is more difficult to analyze.
Clearly, no GST is due on formation.
In 2011, the trust may once again be
subject to tax. The trust does have a
transferor, and perhaps in this situa-
tion the rule of Section 2653(a)
would apply as if EGTRRA had nev-
er been enacted, so that distribu-
tions to grandchildren do not trigger
tax but distributions to great-grand-
children do. Again, this requires the
Byrd rule to be construed as set
forth above.

The only thing that is clear is that
we will not know the scope of
EGTRRA’s sunset provisions until
Congress, a court, or perhaps Trea-
sury through the issuance of Regula-
tions, clarifies it.

COMPLICATIONS—WAORD FORMULAS
Many dispositions under wills and
trusts are phrased in terms of tax
concepts. This may lead to addition-
al complications for married persons
and others using word formulas to
accomplish their estate planning
goals.

Division Into Estate Tax Exemption

and Marital Deduction Shares

Many married people have directed
the division of their estates into two
broad portions: one portion equal to
the unused estate tax exemption®
(usually passing into a nonmarital
deduction trust, often called the

8 The term “estate tax exemption” is currently
a fmisnomer, but one with a valid historical
basis. Until 1977, the Code contained a true
estate tax exemption ($60,000 for persons
dying in 1976). It functioned as a deduction
that was subtracted, doltar for dollar, from
what otherwise would have been the dece-
dent’s taxable estate on which the estate tax
was imposed. Starting in 1977 however, a
credit (called initially the "unified credit” and
now sometimes referred to as the “applica-
ble credit”) is allowed under Section 2010

instead of an exemption. The unified credit
reduces the amount of tax due on the tax-
able estate, dollar for dollar. The credit, how-
ever, also may be viewed as an “"exemption
equivalent,” which is the maximum taxable
estate of a decedent without owing any
estate tax by reason of the credit, assuming
he or she had not used any portion of the
credit by making certain lifetime gifts.
Throughout this article, this exemption equiv-
alent will be referred to as the estate tax
exemption.
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credit-shelter trust,® usually held for
the benefit of the surviving spouse
and descendants),10 and the other
portion equal to the “optimum” mar-
ital deduction amount, typically ex-
pressed as the minimum amount
necessary to qualify for the federal
estate tax marital deduction to re-
duce the federal estate tax to zero or,
if reduction to zero is not possible,
to its minimum. 1

Based on the literal language of
these bequests, the results could be
radically different if the property
owner dies in 2010. There is no fed-
eral estate tax for 2010, so a bequest
of the maximum amount that passes
free of that tax could be a bequest of
the entire estate. Similarly, there is
no unified credit, and a bequest of
the maximum that can pass under
such credit would be zero.

Arguably, these bequests (one
based on the maximum that can
pass free of federal estate tax and the
other based on the estate tax exemp-
tion) may produce wildly different
results if there is no estate tax when
the individual dies, but they are al-
most certainly intended to produce
the same result. The usual purpose
of a will or trust construction (inter-
pretation) proceeding is to ascertain
the individual’s intent and construe
(interpret) the document to carry
out that intent.12 But such proceed-
ings usually seek to ascertain only
that intent expressed by the terms
used in the instrument, and extrinsic
evidence often is not admissible un-

less the court determines that the
ambiguity in the governing instru-
ment is a latent one that cannot be
shown to exist without such infor-
mation.13

Division Into GST Tax Exempt

and GST Tax Non-Exempt Shares

An individual, whether or not mar-
ried, will sometimes have a portion
of his or her estate equal to his or her
unused GST exemption!4 passina
way (such as to a trust for the benefit
of his or her grandchildren and
more remote descendants) different-
ly from the balance of his or her es-
tate, which might be to or for his or
her spouse or children. An unmar-
ried person, for instance, might di-
rect “I bequeath to the trustee of the
trust hereunder for my grandchil-
dren and more remote descendants
an amount equal to the maximum
amount that may be transferred to a
skip person without the imposition
of generation-skipping transfer tax”
or “I bequeath to the trustee of the
trust hereunder for my grandchil-
dren and more remote descendants
an amount equal to my unused GST
exemption.”

Based on the literal language of
these bequests, the results could be
radically different if the property
owner dies in 2010. There seems to
be no GST exemption amount for
2010, so a bequest of that amount
would seem to be zero. Alternatively,
the maximum such a person could
transfer without the imposition of

9 So called because its size is determined by
the federal estate. tax that is avoided ("shel-
tered”) by the unified credit.

10 A credit-shelter trust may be structured as a
QTIP trust, although that has led certain
estates inadvertently to elect for the trust to
qualify for the estate tax marital deduction.
See Rev. Proc. 2001-38, 2001-1 CB 1335.

11 Some individuals provide for the credit shel-
ter share to pass outright or in trust for
descendants to the exclusion of the surviv-
ing spouse even if the individual is married at
death.

12 Sge, e.g., Matter of Fabbri, 2 N.Y.2d 236, 140
N.E.2d 269, 159 N.Y.S.2d 184 (N.Y,, 1957).

13 See, e.g., Restatement (Third) of Property
(Wills & Don. Trans.) § 11.1 {2003); Uniform
Prob. Code section 2-603 {“The intention of a
testator as expressed in his will controls”); In
re Estate of Stiefel, 24 A.D.3d 994, 807
N.Y.S.2d 159 (App. Div.,, 3d Dept., 2005);
Matter of Estate of Campbell, 171 Misc. 2d
892, 655 N.Y.S.2d 913 (N.Y. Surr., 1997); In re

Hyde's Will, 122 N.Y.S.2d 304 (N.Y. Surr.,
1953), affd 282 A.D. 1100, 126 N.Y.S.2d 468
{App. Div., 3d Dept., 1953).

14 The GST exemption, described in Section
2631(a), is not a true exemption. It is a rate
reducer: to the extent that GST exemption
has been aliocated to a transfer, the rate of
GST tax is reduced; see Sections 2641 and
2642. For example, if $1 million of GST
exemption is allocated to a $4 million trans-
fer, the effective rate of tax is reduced by
25%. If the amount of GST exemption allo-
cated is equal to the amount transferred, the
effective GST tax rate is reduced to zero. In
that instance, the GST exemption acts as a
true exemption.

15 See generally Blattmachr, Hastings, and
Blattmachr, “The Tripartite Will: A New Form
of Marital Deduction,” 127 Trusts & Estates
47 (April 1988); Gans and Blattmachr,
“Quadpartite Will: Decoupling and the Next
Generation of instruments,” 32 Est, Plan. No.
4 (April 2005), page 3.

GST tax this year apparently is un-
limited.

As with the marital deduction
formula clause, it is arguable that
these GST-tax-based bequests (one
based on the amount of GST exemp-
tion and the other on the amount
that may be transferred without GST
tax) may produce different results if
there is no GST tax when the indi-
vidual dies, but they are almost cer-
tainly intended to produce the same
result.

Tripartite and Quadripartite Documents
Married persons often have three- or
four-part wills or revocable trusts.
One portion of the estate is equal to
the estate tax exemption. A second
portion is equal to the optimum
marital deduction amount. A third
portion is, in essence, a part of the
optimum marital deduction amount,
equal to the married decedent’s un-
used GST exemption, and passes to a
QTIP trust with respect to which the
decedent’s executor makes a “reverse
QTIP” election—that is, although the
executor elects under Section 2057
(b){(7) to cause the trust to qualify
for the estate tax marital deduction,
which in turn would cause it to be in-
cluded in the gross estate of the sur-
viving spouse under Section 2044,
thus making that spouse the trans-
feror for GST tax purposes, the ex-
ecutor reverses the QTIP election for
GST tax purposes under Section
2652(a)(3) so that the decedent,
rather than the surviving spouse, re-
mains the transferor. This reverse
QTIP election permits the executor
to allocate any balance of the dece-
dent’s GST exemption to the reverse
QTIP trust.15

The reverse QTIP portion of the
estate is usually described as the dif-
ference between the decedent’s avail-
able GST exemption and the amount
of the nonmarital share. As the
amount of the nonmarital share may
be difficult to ascertain because of
the formula issues described above,
and because there is no available
GST exemption in 2010, the size of
the reverse QTIP trust portion of the
estate may not be clear if the dece-
dent dies in 2010. Depending on
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how one construes the various com-
ponents, the reverse QTIP portion
could consist of the entire estate, the
entire optimum marital deduction
portion of the estate, or nothing.
This is particularly problematic if
the married decedent has directed
that, on the death of the surviving
spouse, the property in the reverse
QTIP trust will pass in a manner
(such as in further trust for grand-
children and more remote descen-
dants) different from how any other
trust for the surviving spouse is to
pass (such as to or for the decedent’s
children).

A quadripartite document also
creates a separate QTIP trust equal
to the difference between the federal
estate tax exemption and the state
estate tax exemption if the decedent
lives or has assets in a state with a
state estate tax. As is discussed be-
low, this formula may create even
more construction problems than
those creating the first three por-
tions of the estate.

Back to Word Formulas
Word formulas based on federal es-
tate tax provisions are used because
it is believed that they will produce,
at least while there was a federal es-
tate tax and GST tax, what appears
to be the optimal tax division or dis-
position of a decedent’s property.
The formulas, however, have no
meaning if the concepts used to de-
fine them are not part of the law on
the date of the decedent’s death.
What is the “minimum amount nec-
essary as the federal estate tax mari-
tal deduction to reduce my federal
estate tax to its minimum” if there is
no federal estate tax or federal estate
tax marital deduction? It might be
argued that nothing passes under
the bequest because no marital de-
duction is needed to reduce the fed-
eral estate tax to zero and all proper-
ty disposed of under the instrument
passes into the credit-shelter trust,
but because there is neither a con-
cept of federal estate tax nor a con-
cept of a federal marital deduction, it
just is not clear.

Similarly, if the bequest of the es-
tate tax exemption amount is de-

fined as “applicable exclusion within
the meaning of Section 2010(c),”
how much is that when there is no
applicable exclusion in effect on the
date of death? Alternatively, if the
amount passing into the credit-shel-
ter trust is defined as “the largest
taxable estate I can have for federal
estate tax purposes without increas-
ing the federal estate tax in my es-
tate,” how large is that amount if
there is no concept of a taxable es-
tate and no federal estate tax in the
law? In that situation, the construc-
tion might be that everything passes
as part of the marital deduction
share.

There are at least two caveats that
need to be mentioned. First, all of
these marital division formula claus-
es are designed to accomplish the
same goal: minimize (actually to
zero if possible) the estate tax that
will be paid when the first spouse
dies, minimize the estate tax that will
be paid when the surviving spouse
dies with respect to property passing
to or for the surviving spouse from
the first spouse to die, and provide
for all of the property to be available
to benefit the surviving spouse. It
would be odd, since the goal is the
same whether the document defines
the credit-shelter amount or defines
the marital deduction amount, that
the results would be so different—
that is, in one instance the instru-
ment is construed as having all the
property pass into the credit-shelter
trust and in the other having it all
pass into the marital deduction
share,

As mentioned above, the purpose
in construing or interpreting an in-
strument is to ascertain the individ-
ual’s intent as expressed in the gov-
erning instrument, and then to
construe the instrument to carry out
that intent, including adding or
eliminating provisions, changing
negatives to affirmatives and the re-
verse, etc.16 It should be possible to
argue that any ambiguity caused by
the lack of an estate tax or GST tax
on the date of death is a latent ambi-
guity that can be cleared up by testi-
mony of the drafter as to the goals
the clause was intended to meet. But
it also could be argued that the

clause is not ambiguous, and thata
clause that leaves the children the
maximum amount of the estate tax
exemption is designed to leave them
nothing if there is no such exemp-
tion, while a clause that leaves the
spouse the minimum amount re-
quired to reduce the estate tax to
zero is intended to disinherit the
spouse if possible, if that will still re-
duce the estate tax to zero.

Are only those provisions of
EGTRRA that would reduce tax

- collections (thereby increasing
the deficit) treated as never
having been enacted?

The second caveat is that neither
the IRS nor the federal courts will be
bound by a local court’s construc-
tion of the instrument.t? The Service
may take the position, even if a local
court determines that the entire es-
tate passes into a credit-shelter trust,
that for tax purposes it has passed to
the surviving spouse (if the marital
deduction bequest is outright) and
that the surviving spouse made a gift
by permitting the property to go
into the trust and/or that the credit-
shelter trust is included in the gross
estate of the surviving spouse.18

Gifts to Spouse Likely to Die Soon

It seems appropriate for one spouse
to transfer virtually all of his or her
wealth to his or her spouse (al-
though not more than the gift tax
annual exclusion if the donee spouse
is not a U.S. citizen) if the donee
spouse is expected to die this year
and the donor spouse is expected to
survive past the end of the year. If
the donee spouse does die this year
and there is no retroactive reinstate-
ment of the federal estate tax that

18 See, e.g., Matter of Fabbri, supra note 12.

17 Estate of Bosch, 387 U.S. 456, 19 AFTR2d
1891 (1967).

18 Cf, e.g., Rev. Rul. 84-105, 1984-2 CB 197, but
see Harris, 340 U.S. 106, 39 AFTR 1002
(1950); Estate of DiMarco, 87 TC 653 (1986),
acq. in result only.
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will apply to the estate of the spouse
who dies this year, the couple will be
able to protect their entire wealth
from estate tax. If instead the federal
estate tax is retroactively reinstated
to apply to the estate of the spouse
who dies this year, the property re-
ceived by gift, as well as all other
property of the donee spouse, may
be transferred free of federal estate
to the surviving spouse using a com-
bination of the federal estate tax ex-
emption and the federal estate tax
marital deduction.

In fact, if the federal estate tax is
reinstated, it is at least arguable that
at least a portion of the assets given
to the deceased spouse before death
by his or her spouse will be entitled
to the step-up in basis under Section
1014(a) notwithstanding Section
1014(e), which essentially provides
that there is no step-up in basis with
respect to any property received by
the decedent within cone year of
death that is transferred back at the
donee’s death to the donor. Section
1014(e), by its terms, applies only to
the extent the gift “property is ac-
quired from the decedent by (or
passes from the decedent to) the
donor of such property.” If the gift
property is placed in trust for the
donor, then the section may not ap-

ply.1®

FURTHER COMPLICATIONS:

CARRYOVER BASIS INCREASES

Under Section 1022, the income tax
bases of assets acquired from some-
one who dies in 2010 will not equal
their estate tax values; rather the
bases of the decedent’s appreciated
assets will carry over to those who
inherit the property.20 This section,
however, provides certain basis in-
creases for carryover basis property,
to relieve small- and moderate-sized

estates from the need to maintain
detailed records of basis.

Itis arguable that the potential
 step-up in basis after 2010 is not
' inconsistent with the purpose of
“the Byrd rule.

The executor may allocate up to
$1.3 million to increase the basis of
property. This allocation, however,
may not increase the basis of an as-
set above its FMV as of the dece-
dent’s date of death. This allocation
does not increase the basis of prop-
erty worth $1.3 million to $1.3 mil-
lion, but rather increases its basis by
$1.3 million. Therefore, a relatively
large estate may end up with a full
date-of-death value basis, if the
property held by the decedent has
no significant appreciation. This is
likely to be the case for many estates
in light of recent stock market de-
clines.

EXAMPLE: A child of the decedent
inherits land worth $5 million in
which the decedent’s basis at death
was $1.5 million. The executor may
elect to increase the basis of the land
to $2.8 million. If instead the land
was worth only $2.3 million when
the decedent died, the executor
could increase the land’s basis from
$1.5 million by $800,000 to $2.3 mil-
lion (and no higher), and could allo-
cate the remaining $700,000 of basis
increase to other appreciated prop-
erty (limited, again, to the FMV of
such property at the decedent’s
death). If instead the land was worth
$10 million and its basis was $8.7
million, the executor could allocate
all of the $1.3 million basis adjust-
ment to the land and bring its basis
up to $10 million.

19 1 Ltr. Ruls. 9321050 and 9026036, the IRS
held that Section 1014(e) applied only to the
extent of the actuarial (tax) value of the
income interest of the donor spouse in a
trust created for that spouse by the donee
spouse of the gift property.

20 Under TRA '76, a carryover basis regime was
adopted with respect to property included in
the gross estates of individuals dying after

1976. See Section 1023 before its repeal by
the Crude Oil Windfall Profits Tax Act of 1980
(PL. 96-223, section 401). The regime was
retroactively repealed, although estates of
individuals who died before the repeal could
elect to have the carryover basis rules apply.
21 Section 1022(c) contains a definition of QTIP
almost identical to that in Section 2056(b)(7),
without the requirement of an election.

A decedent’s executor also can al-
locate up to $3 million to increase
the basis of assets (but, again, not to
an amount greater than the FMV of
the assets at death) that the surviv-
ing spouse receives outright or
through a QTIP trust2! (“qualified
spousal property™). This is in addi-
tion to the $1.3 million general in-
crease in basis.

A QTIP trust qualifies for the fed-
eral estate tax marital deduction,
when there is an estate tax, only to
the extent the executor elects under
Section 2056(b)(7) for it to so quali-
fy. No such election is necessary for
a trust otherwise described in that
section to be qualified spousal prop-
erty, so that the executor may allo-
cate all or part of the $3 million basis
increase to its assets. No qualified
domestic trust (QDOT) election un-
der Section 2056A is required either,
and it does not seem that the basis
increase provision is limited to a
surviving spouse who is a U.S. citi-
zen.

Married Persons: No Estate Tax

Plus Carryover Basis

Before turning to other important
matters relating to the carryover ba-
sis rules, it is appropriate to explain
how they complicate the division of
the estate of a married person who
dies in 2010.

A married person, who had di-
rected that his or her estate be divid-
ed into two shares if his or her
spouse survives (that is, an amount
equal to his or her unused estate tax
exemption to pass to a nonmarital
share gift or trust, and the balance to
pass in a form that may qualify for
the estate tax marital deduction),
may want to have his or her estate
pass entirely into the estate tax ex-
emption equivalent share to be held
in the form of a credit-shelter trust
that benefits the surviving spouse
and descendants. Such a person, who
may have had his or her estate plan-
ning documents in effect for some
time, would have provided for a con-
stantly increasing amount passing
into the credit-shelter trust: $675,000
before EGTRRA and then $1 million
in 2001 and 2002, $1.5 million in
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2004 and 2005, $2 million in 2006,
2007, and 2008, and $3.5 million in
2009.22 This suggests that if the ex-
emption were increased, for example,
to $5 million,23 the decedent would
have wanted the first $5 million to
pass to the credit-shelter trust. And
now, of course, without any estate
tax, his or her entire estate (whether
$5 million or $500 million) may pass
federal estate tax free to the credit-
shelter trust. That may be how an in-
strument making the credit-shelter
trust/optimum marital deduction di-
vision will be construed. Of course, if
the surviving spouse cannot benefit
from the credit-shelter share (e.g., it
is exclusively for the benefit of the
decedent’s descendants from a prior
marriage), the result no doubt would
seem harsh from the viewpoint of
the widow or widower.24

Assuming that, if there is no fed-
eral estate tax applicable at death,
the instrument explicitly directs or is
construed so that the estate of the
married person is to be transferred
exclusively into a credit-shelter trust,
there is another potentially impoz-
tant tax issue. Unless the credit-shel-
ter trust is in the form of a QTIP
type trust (e.g., all income paid at
least annually to the surviving
spouse with no ability to pay any
part of the trust to anyone else dur-
ing the survivor’s lifetime),25 there
may be insufficient qualified spousal
property against which the executor
may allocate the $3 million basis in-
crease.26

If, however, the instrument were
construed so that the entire estate
passes to a QTIP trust if there is no
estate tax, or if the instrument so di-
rects expressly, there could be the
maximum amount of property to
which the executor may allocate the
$3 million basis increase, because
the QTIP trust is qualified spousal
property. In addition, the $1.3 mil-
lion basis increase also could be allo-
cated to the QTIP. Of course, using a
QTIP trust limits some other plan-
ning opportunities, such as being
able to transfer property to children
without making a taxable gift or
splitting income with the trust
and/or descendants, which normally
would be available if the trustee of

the credit-shelter trust has the dis-
cretion to accumulate or distribute
all income and corpus among de-
scendants and the spouse. An instru-
ment might provide that any part of
the QTIP trust disclaimed by the
spouse under Section 2518 would
pass over to such a discretionary
credit-shelter trust, affording the
surviving spouse the option of tak-
ing advantage of such additional tax
planning opportunities. The gift tax
remains in effect in 2010, and the
spouse can make a qualified dis-
claimer under Section 2518 and re-
main a beneficiary of any trust to
which the disclaimed property pass-
es by reason of the renunciation
without being deemed to have made
a taxable gift.

Revising Existing
Documents for Married Persons
In a more perfect world, existing
wills and trusts would have taken
into account the no-estate-tax and
carryover-basis possibilities.2” Most
such documents, however, do not
cover those possibilities, because al-
most everyone thought it was im-
possible that repeal of the estate and
GST taxes for 2010 would happen.
Practitioners, therefore, should con-
tact married clients to discuss how
they want their property disposed of
if they die when there is no estate
tax. Although there are many op-
tions, two seem most likely to be
used, at least if the situation is not
complicated by a state death tax, as
discussed below.

First, the married property owner
could leave his or her estate to a

QTIP trust that qualifies for the es-
tate tax marital deduction to the ex-
tent the executor so elects. That
seems to be of no importance if the
property owner dies when there is
no estate tax, but as explained above,
such a QTIP trust is also qualified
spousal property, and therefore the
executor may allocate the $3 million
basis increase to it. Also as discussed
above, if the instrument is struc-
tured to allow for it, the spouse may
make a formula disclaimer of the en-
tire QTIP trust above the amount
needed to allocate that basis increase
and have the disclaimed assets pass
into a credit-shelter trust that may
provide more flexibility with respect
to distributions than a QTIP trust
does. The surviving spouse also
should be able to disclaim specific
assets, which may enhance the after-
tax benefits of the disclaimer.
Regardless of how much remains
in the QTIP trust, no portion should
be included in the gross estate of the
surviving spouse even if the estate
tax is back in effect when he or she
dies. Section 2044 includes the assets
of a QTIP trust in the gross estate of
the surviving spouse, but applies
only if an election is made to obtain
a marital deduction for the trust so
that the spouse who created the trust
avoids estate or gift tax by reason of
the deduction. For the married per-
son who dies in 2010, there will be
no election to deduct the QTIP trust
and no estate tax on the trust, be-
cause there is no estate tax applica-
ble. Of course, if the estate tax is
retroactively reinstated, then pre-
sumably the executor of the first
spouse to die may elect QTIP treat-

22 g5ee Section 2010.

23 A level that was proposed several times in
Congress in recent years; see, e.g., H.R.
498, 111th Cong., 1st Sess. (1/19/09); H.R.
2658, 111th Cong., 1st Sess. (6/2/09); H.R.
3841, 111th Cong., 1st Sess. (10/15/09}; and
H.R. 3905, 111th Cong., 1st Sess. (10/23/09).

24 Some individuals, even though they are mar-
ried and wish the optimum tax division of
their estate, direct that the estate tax exemp-
tion {or credit-shelter} share pass exclusively
to or for descendants to the exclusion of the
surviving spouse, figuring that the exemption
amount is such a small part of their total
wealth that the surviving spouse will be well
taken care of. Under an interpretation of their
estate planning documents that passes the
entire estate to or in trust for descendants,

this objective will be compietely frustrated. It
has been suggested that tax formula divi-
sions should never be used if the shares do
not pass essentially the same way. See, e.g.,
Blattmachr, “Don't Be Driven by Tax Driven
Formula Clauses,” 5 Probate & Property 34
{September/October 1991).

25 |n some instances, the credit-shelter trust
will be in the form of a QTIP trust. See, e.g.,
Rev. Proc. 2001-38, supra note 10.

26 See generally Blattmachr and Graham,
“Thinking About the Impossible for 2010," 21
Probate & Property 12 (May/June 2007).

27 See Zaritsky, Waiting Out EGTRRAs Sunset
Period: Practical Planning While Congress
Debates Estate Tax Repeal (Thomson
Reuters/WG&L, 2004), 1 3.02.

JOURNAL OF TAXATION B FEBRUARY 2010

H 75




ESTATES, TRUSTS, & GIFTS

ment under Section 2056(b)(7) and
avoid estate tax. To the extent the ex-
ecutor so elects, the QTIP will be in-
cluded in the gross estate of the sur-
viving spouse when or she later dies.

_‘ Bécause of formula issues, and

 because there is no available

GST eXell_'ilpt'_i'nn‘ in 2010, the size
ofa reversé.QTlP trust portion
may not he clear if the decedent
dies in 2010."

It is possible that Congress, even
if it does not retroactively reinstate
the estate tax, could decide to cause
QTIP trusts created by the first
spouse to die in 2010 to be included
in the gross estate of the surviving
spouse. It seems difficult to imagine
that Congress would single out
QTIP trusts for this treatment—as
opposed, for example, to a credit-
shelter trust created by a married
person who dies in 2010, especially if
the credit-shelter trust is in a form
that could constitute a QTIP trust.
Nevertheless, with political matters
there is no certainty.28

The second approach is to pro-
vide that, if there is no estate tax,
then the entire estate (other than a
separate formula bequest to take full
advantage of the basis increase for
qualified spousal property) should

pass into the credit-shelter trust.2e
Professor Jeffrey Pennell has ob-
served that one of the three great lies
is “of course I’ll disclaim if it will
save taxes.”30 This second approach
avoids any concern about the ulti-
mate execution of a disclaimer by
the surviving spouse. But there may
be another factor in favor of provid-
ing for the entire estate of an indi-
vidual who may die in 2010 to use a
QTIP rather than a credit-shelter
trust.

Using a QTIP Trust in All Events?

There may be one additional factor
in favor of a married person’s leaving
his or her entire estate to a QTIP
trust whether or not there is estate
tax. If there is no estate tax applica-
ble at the individual’s death but there
is a possibility of the retroactive
reenactment of the tax, then the ex-
ecutor can wait until 15 months (as-
suming an extension to file is ob-
tained) after death to determine to
what degree a QTIP election should
be made.31 Or, instead, the surviving
spouse could make a qualified dis-
claimer of all or a portion of the
QTIP trust and have it pass over to a
credit-shelter trust (or other alterna-
tive disposition). Whether there is
an estate tax at the individual’s
death, whether one is retroactively
reenacted, or whether there is no es-
tate tax that applies to the estate, the
disposition in favor of the spouse
does not change (other than by the

28 Exhibit 1 for this proposition is the repeal of
the estate and GST taxes for 2010.

29 Conditioning the disposition of property on
“if | die when there is no federal estate tax
applicable to my estate” may not be clear as
to whether that condition applies if there is
no federal estate tax applicable at the time of
death but is retroactively reenacted to apply
to the decedent’s estate. Therefore, some
consideration also may be given to condition-
ing the disposition on “and no retroactive
reinstatement of that tax” Of course, in the-
ory, that could occur decades from now.
Therefore, it also may make sense to state
the condition as only being for the current
year, such as “if | die in 2010 when there is
no federal estate tax applicable to my estate
{including any retroactive reinstatement of
such tax in 2010).”

30 pennell, 843-2nd TM. (BNA), Estate Tax
Marital Deduction, fn. 85.

31 f there is no estate tax in effect when the
individual dies, there is no duty to file a Form
706. If the tax is retroactively reinstated, it

seems very likely estates of decedents who
died before such legislation was enacted
would have at least nine months from that
time to file the return. Even if the return is
required to be filed nine months after death,
an extension for an additional six months can
be obtained, so the executor would have at
least into 2011 to file the return and make the
QTIP election to the extent the executor
determines appropriate. It seems unlikely
that the 112th Congress, which will be sworn
in at the beginning of 2011, would retroac-
tively reimpose the estate tax on those who
died in 2010.

32 The IRS might make its argument under the
doctrine set forth in Procter, 142 F.2d 824, 32
AFTR 750 (CA-4, 1944), cert. den., discussed
in more detail below. Nevertheless, the pred-
icate in the Fourth Circuit’s application of the
doctrine was that the taxpayer was “trifling”
with the audit and judicial processes. That
would not seem to apply where the resutlt is
based on the action of Congress and the
President.

execution of a disclaimer by the sur-
viving spouse).
The spouse’s interest will vary if

‘the will (or trust used as a will sub-

stitute) provides for the entire estate
to pass into a credit-shelter trust if
there is no estate tax or substantially
into a QTIP trust (or other form of
marital deduction) if there is an es-
tate tax. Although that would not
seem to affect the allowance of the
marital deduction if there were an
estate tax applicable when the indi-
vidual dies, as it is not changed by
any post-death event (other than a
disclaimer by the surviving spouse),
it could vary by post-death events if
the disposition of the estate to the
credit-shelter trust or to the marital
deduction disposition does not just
depend on there being an estate tax
applicable when the individual died
but on the retroactive reinstatement
of the estate tax.

For example, suppose there is no
estate tax when the individual dies in
2010, so the entire estate is to pass
into a credit-shelter trust. But if the
estate tax is retroactively reenacted
so that it does apply to the individ-
ual’s estate, the estate does not pass
to the credit-shelter trust as would
occur as of the moment of death
when no estate tax existed, the dis-
position is “switched” to pass sub-
stantially to the surviving spouse in
some form that qualifies for the fed-
eral estate tax marital deduction.
That raises the question of whether
such a post-death transfer to the sur-
viving spouse will qualify for the
marital deduction. Although, as of
the reenactment of the tax, the estate
would pass in a form that would
qualify for the estate tax marital de-
duction, it is not absolutely certain
that the IRS would not contend that,
because the marital deduction dis-
position was not actually in effect
when the decedent died, the marital
deduction should not be allowed. It
does seem that result is unlikely to
occur but there is no guarantee it
will not happen.32

Thus, a case can be made that
providing for the entire estate to be
transferred to a QTIP trust is a
“safer” choice, at least until the law is
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clarified as to whether the estate tax
might be retroactively reinstated.

Some Other Drafting Considerations
Regardless of whether a client is
married, there are other revisions to
documents that should be consid-
ered to address the no estate or GST
tax/carryover basis regime of 2010.

First, the client’s will (and it
should be the will because it is the
executor who gets to allocate the ba-
sis increases) should include express
authority for the executor to allocate
the basis increases, in the executor’s
sole and absolute discretion. Under
Section 7701(a)(47), the executor is
the person who is the executor or ad-
ministrator of the decedent’s estate. If
there is no executor or administrator
appointed, qualified and acting with-
in the U.S., any person in actual or
constructive possession of any prop-
erty of the decedent is the executor
for tax purposes. There may be many
such persons, however, and there
may be disagreement among them
concerning who may exercise op-
tions and elections, such as the allo-
cation of the $1.3 million and $3 mil-
lion basis increases under Section
1022. Such disputes would be re-
solved if the decedent has a will ad-
mitted to probate so that an executor
(or administrator) is appointed.

Second, it may be appropriate to
provide expressly in the will that
only an executor who is not a benefi-
ciary is authorized to allocate the
basis increase. Otherwise, there may
be conflicts of interest and a ques-
tion may exist whether an executor
who is a beneficiary may allocate ba-
sis increase to himself or herself un-
der local law without incurring per-
sonal liability and surcharge. If the
executor who is also a beneficiary
may allocate basis increase to him-
self or herself under state law, there
may be potential gift tax conse-
quences for failing to do s0.33

Third, whether or not an individ-
ual is married, some thought should
be given to the interpretation of an
instrument that makes a bequest or
gift equal to the individual’s unused
GST exemption at death, as dis-
cussed above, because the absence of

a GST tax for 2010 may render the
meaning of such a bequest or gift
uncertain.

STATES WITH AN

INDEPENDENT ESTATE TAX

Prior the enactment of EGTRRA,
the vast majority of states imposed
an estate tax equal to the credit al-
lowable under Section 2011 for state
death taxes paid. EGTRRA repealed
this credit and substituted a deduc-
tion under Section 2058. The repeal
of the state death tax credit meant
that many states no longer had an
estate tax of any kind.

: Certain basis increases for

,' ‘carryover basis property are
 provided, to relieve small- and

' moderate-sized estates from the
' need to maintain detailed

- records of basis.

Some jurisdictions, such as Con-
necticut, the District of Columbia,
Illinois, Indiana, Iowa, Kentucky,
Maine, Maryland, Massachusetts,
Minnesota, New Jersey, New York,
Ohio, Oregon, Pennsylvania, Rhode
Island, Tennessee, and Washington,
have instituted stand-alone state es-
tate taxes. It does not appear that all

of the independent state estate tax
systems were eliminated by the re-
peal of the federal estate tax for
2010, although, no doubt, some may
argue that at least some of them have
been.34 There still may be a state
death tax and it may present a signif-
icant issue for individuals who die
domiciled in or who own real or tan-
gible personal property in such
states.35

ExampLE: A married New Yorkeg
died in 2009 with an adjusted gros

estate of $25 million (the total estate,
less expenses and debts deductible
on the estate tax return). The dece-
dent’s estate planning documents
provided for an amount equal to her
unused federal estate tax exemption
to pass to a credit-shelter trust for
the benefit of her husband and de-
scendants; the balance of her estate
passes to her husband in a form that
qualifies for the estate tax marital
deduction. The decedent’s federal es-
tate tax exemption for 2009 was $3.5
million,38 which also would be the
amount of her taxable estate for fed-
eral and New York estate tax purpos-
es. The applicable credit under Sec-
tion 2010 will protect the estate from
any federal estate tax, but because
the New York estate tax exemption is
effectively limited to $1 million, New
York will impose an estate tax equal
to the amount of credit that would
have been allowable under Section
2011 on $3.5 million, which would

33 See generally Gans, Blattmachr, and Heil-
born, "Gifts by Fiduciaries by Tax Options and
Elections” 18 Probate & Property 39
{Nov./Dec. 2004), republished in Digest of Tax
Articles (March 2005).

34 One of the more interesting series of events
involving the repeal of the state death tax
credit occurred in the state of Washington.
When EGTRRA was enacted, Washington
had an estate tax. A 1981 initiative had
expressly limited the Washington estate tax
to "an amount equal to the federal credit”
Rev. Codes Wash. section 83.100.030(1). In
2001, the legislature enacted an amendment
that stated that references to the Internal
Revenue Code were to "the United States
Internal Revenue Code of 1986, as amended
or renumbered as of January 1, 2001" Rev.
Codes Wash. section 83.100.020(15). Several
executors sued to contest the validity of this
provision, and the state supreme court held in
Estate of Hemphill v. Washington, 153 Wash.
2d 544, 105 R3d 391 (Wash., 2005), that the
repeal of the federal credit for state death
taxes automatically repealed the state estate

tax, notwithstanding the actions of the legis-
lature. The state then adopted an indepen-
dent Washington estate tax. Rev. Codes
Wash. sections 83.100.010-83.100.906. See
Mumford, “Up and Down and Back Again:
Troubled Childhood Notwithstanding, Wash-
ington’s Stand Alone Estate Tax Deserves to
be Defended,” 29 Seattle U.L. Rev. 687
{Spring 2006).

35 As a general rule, a decedent's state of domi-
cile may impose a death tax on all of the
decedent’s property at death other than real
or tangible personal property actually situat-
ed in another state; that other state may
impose its death tax on the real or tangible
personal property actually situated there. See
Blodgett v. Silberman, 277 U.S. 1, 8 AFTR
10243 (1928). See also Hellerstein and Heller
stein, State Taxation, Third Edition (Thomson
Reuters/ WG&L, 2009}, § 21.03.

36 Certain lifetime gifts reduce the amount of
estate tax exemption that wilt be effectively
available to the individual's estate for federal
estate tax purposes. See, e.g., Section
2001 (b).
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be $229,200.37 This represents an ef-
fective New York estate tax rate of
about 6.5% ($229,200/$3,500,000).
A New Yorker might well decide that
paying such a tax when he or she
dies is worthwhile, because it re-
moves an exjra $2.5 million from the
federal gross estate of the surviving
spouse.

In 2010, however, the result could
be very different, If the married New
Yorker died jn 2010 and her will (or
revocable truist) leaves her entire es-
tate to a credit-shelter trust that
does not qualify for the New York
marital deduction, her New York
taxable estate, on which a tax deter-
mined under the rates set forth in
Section 2011 will be imposed, will
be $25 million. The New York estate
tax would pbe $3,466,800, which
represents an effective New York es-
tate tax rate of nearly 14%. Both
the amount of tax due and the effec-
tive rate of tax are much higher for
this decedent than for a decedent
dying in 2009, because the latter
would have|a much smaller New
York taxable estate. This arrange-
ment should also mean that $24
million (plus any growth or minus
any decline in value and consump-
tion) will be excluded from the fed-
eral gross estate of the surviving

spouse at his later death (assuming
there is a federal estate tax applica-
ble at that time). At a 45% estate tax
bracket, this would avoid $10.8 mil-
lion in federal estate tax in the estate
of the surviving spouse—more than
three times the amount that had to
be paid to New York to achieve that
result. Some married New Yorkers
might well decide, however, that it is
just too high a price to be paid when
they die.

This awkward situation may
arise, even if the decedent’s govern-
ing instrument leaves the entire es-
tate to a QTIP trust (other than, per-
haps, an amount equal to the state
estate tax exemption that might
pass, for example, into a credit-shel-
ter trust), if the individual dies
domiciled in (or owns real or tangi-
ble personal property situated in)
one of the states that imposes an
independent estate tax and does not
allow a state-only QTIP election.38
Some jurisdictions, such as New
York,3® New Jersey,4® Minnesota,
Vermont, Iowa, North Carolina, and
the District of Columbia, appear
not to permit state-only QTIP elec-
tions.41 A distinction may be made,
however, in those states between dis-
allowing state-only QTIP elections
where an inconsistent election is

37 See New York Tax Law (McKinney's), sections
961-961. Actuglly, the caiculation of the New
York estate tax is more complicated. it is the
lesser of (1) lwhat the federal estate tax
would be on the taxable estate if the federal
exemption wefe only $1 million (not $3.5 mil-
lion) and (2) what the state death tax credit
would be undgr Section 2011. The state death
tax credit was determined based on the
decedent's federal taxable estate reduced by
$60,000. That| is, in computing the state
death tax credit, the amount is not reduced
by $1 million. There is some question as to
whether therel is any New York estate tax
exemption in 2010, which is an issue beyond
the scope of this article.

38 Some states |expressly prohibit state-only
QTIP elections. See lowa Code section
450.3; Minn. Regs., Revenue Notice 06-04
(5/8/08).

38 |t is possible|that these jurisdictions will
allow a state-gnly QTIP election while there
is no federal gstate tax. For example, New
York has ruled that an estate that is not
required to file|a federal Form 706 may elect
to use alternate valuation even though, under
Section 2032, Ino election is permitted for
federal estatel tax purposes because the
amount of federal estate tax will not decline
by reason of the election. See N.Y. Comm'r
of Tax'n and Finance Advisory Opinion TSB-A-
09(2)M, Pet. NF. MO90420A (9/22/09), 2009

WL 3253934. This opinion could indicate that
New York will permit the alternate valuation
for New York estate tax purposes during 2010
and will permit the equivalent of a state-only
QTIP election.

40 See N.J. Admin. Code sections 18:26-
3A.8(d); 18:26-11.13 (7/21/08). This regulation
has been reported as having been repealed,
but the effect of repeal seems to be uncer-
tain. See Practical Drafting at 9464 {October
2008). It is, therefore, possible that a New
Jersey state-only QTIP election will be
allowed.

41|t appears that a dozen states do permit
state-only QTIP elections: Conn. Gen. Stat.
section 12-391; 45 Ind. Admin. Code, rule
4.1-3-B(c); Ky. Rev. Stat. section 140.080(1)
{a); 36 Me. Rev. Stat. section 4062 {2-B); Md.
Code, Tax-General, section 7-309(b)(5)(ii); 830
Mass. Admin. Code section 65C.1.1; Ohio
Stat. section 5731.15(B); Ore. Admin. Regs.
section 150-118.010(7); 72 Pa. Stat. Ann. sec-
tion 9113(a); R.l. Tax Division Ruling Request
No. 2003-03; Tenn. Code section 67-8-315(a}
(6); Rev. Codes Wash. section 11.108.025(4);
Wash. Excise Tax Advisory No. 2013.57015
(5/19/03).

42 See note 35, supra.

43 An estate trust is one that is transferred on
the surviving spouse’s death to his or her
probate estate. Rev. Rul. 68-554, 1968-2 CB
412.

made for federal estate tax purposes
and allowing or disallowing a state-
only QTIP election when the federal
estate tax is not applicable. It would
appear to be improper for a state
that bases its estate tax on the federal
estate tax law to disallow a marital
deduction allowed by the “old” fed-
eral estate tax regime that it is fol-
lowing. Nevertheless, there is a risk
that a decedent who dies in 2010 will
not be allowed a QTIP election for
state death tax purposes.

- In a more perfect world, existing

: wills and trusts would have

taken into account the no-estate-
tax and carryover-basis

" possihilities.

A married individual domiciled
in or owning real or tangible per-
sonal property situated in a state42
that does not permit a state-only
QTIP election may have to make
sure that the marital share is left in
a form other than a QTIP, such as an
outright disposition, a general pow-
er of appointment trust described
in Section 2056(b)(5), or an estate
trust,43 assuming that such forms
qualify for the estate tax marital de-
duction under the state death tax
system in question, to avoid a signif-
icant state death tax to be paid if he
or she dies in 2010. The most signif-
icant potential downside of this ap-
proach is that if the federal estate
tax is reinstated, as it is currently
scheduled to be in 2011, the other
forms of bequest will be subject
to estate tax when the surviving
spouse later dies. In all, potential
payment of state estate tax may be a
small price to pay to obtain federal
estate tax exclusion.

This change in form, however,
must be undertaken with considera-
tion of the carryover basis rules. It is
clear that the outright bequest to a
spouse of nonterminable interest
property constitutes qualified spous-
al property to which the $3 million
basis increase under Section 1022(c)

I
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may be allocated.44 A general power
of appointment marital deduction
trust4s would constitute qualified
spousal property provided that the
spouse has a qualifying income inter-
est for life and no person has a power
to appoint the assets to anyone other
than the spouse. It seems highly un-
likely, however, that an estate trust
would qualify.46 A married person
who decides to use a general power of
appointment marital deduction trust
that includes an inter vivos power or
an estate trust, therefore, should con-
sider making a formula bequest out-
right to the surviving spouse to en-
sure full use of the $3 million
additional basis increase for qualified
spousal property.

A case can be made that
transferring the entire estate to a
QTIP trust is ‘safer,” at least until
clarification as to whether
reinstatement might be
retroactive.

The best course of action for a
married person domiciled in a state
that has a state death tax but that
does not permit a state-only QTIP
election and who is likely to die in
2010 may be to change domicile to a
state without an estate tax, or at least
a state that permits state-only QTIP
elections. That, of course, may be life
altering in many ways, but the addi-
tional price of dying in a state that
has an independent estate tax and
that does not permit state-only
QTIP elections may be more than
the individual (particularly if he or
she is highly tax-adverse) is willing
to undertake.4?

An unusual situation in New Jer-
sey brings to light one more point
worth discussing with respect to dis-
positions to a surviving spouse in
2010. New Jersey revoked its regula-
tion that had provided that it would
not recognize an unnecessary feder-
al QTIP election. It has been sug-
gested that this revocation reflects a
concern that the state would lose the

ability to impose its estate tax when
the surviving spouse died, if the sur-
viving spouse’s executor, relying on
Rev. Proc. 2001-38,2001-1 CB 1335,
treated the election as not having
been made. Regardless of the pur-
pose of the revocation, it reinforces
the important point that many states
impose their state death taxes on the
amount of the decedent’s taxable es-
tate as determined for federal estate
tax purposes. A QTIP created by a
decedent who dies in 2010 would
not be included in the gross estate of
the surviving spouse for federal es-
tate tax purposes when he or she lat-
er dies and would not be subject to
state death taxation when the sur-
vivor dies if the state imposes its
death tax based solely on the dece-
dent’s federal gross estate. Therefore,
any such state may be reluctant to
permit a state-only QTIP election
because it would not be able to tax
the QTIP property when the surviv-
ing spouse dies (as it would not be in
the survivor’s gross estate for either
federal or state death tax purposes)
and would have the opportunity to
tax the property only when the first
spouse dies.

More Complications for

States With Death Taxes

There may be additional hurdles for
those who die in 2010 domiciled (or
owning real or tangible person prop-
erty situated) in a state with an inde-
pendent state death tax, especially if
that state tax does not permit a state-
only QTIP election. That complica-
tion arises where property is already
in an irrevocable trust, such as a

grantor retained annuity trust
(GRAT) or qualified personal resi-
dence trust (QPRT), which provides
for the creation of a QTIP trust for
the surviving spouse to the extent
the trust otherwise is included in the
grantor’s gross estate for federal es-
tate tax purposes.

EXAMPLE: A grantor created a GRAT
in October 2008 which is to termi-
nate in October 2010. If she dies be-
fore the annuity term ends, all or a
portion of the trust may be included
in her gross estate under Section
2036(a).*8 On account of that possi-
bility, the trust agreement provides
that, if the grantor dies before the
annuity term ends, the trust proper-
ty (other than any annuity due the
grantor or the grantor’s estate) pass-
es to a QTIP trust for the grantor’s
spouse, if then living. If the grantor
dies in 2010 and before the GRAT
term ends, there would have been es-
tate tax inclusion that will cause a
state death tax to be imposed, if the
grantor was domiciled in a state with
a state death tax and no state-only
QTIP is permitted. There is no state
estate tax if a state-only QTIP is per-
mitted, assuming the grantor’s estate
can and does make the state-only
QTIP election and avoids the state
death tax. In those states that impose
a state estate tax but that do not per-
mit a state-only QTIP election, a
state death tax may be imposed.

There might be a state death tax
even in a state that permits a state-
only QTIP election with respect to
such an irrevocable trust, because of
the way the disposition in favor of

44 The statute makes it clear that a usufruct
interest qualifies, but does not say whether
the analogous and more typical legal life
estate also qualifies,

45 A QTIP trust described in Section 2056(b)(7)
is similar to a general power of appointment
trust described in Section 2056(b)(5). But a
trust granting the spouse the power to with-
draw all property from the trust for his or her
own benefit and also to appoint it during his
or her lifetime to someone else likely would
not be qualified spousal property.

46 An estate trust described in Rev. Rul. 68-554,
supra note 43, is not required to pay all of its
income at least annually to the surviving
spouse, although a trust that has such direc-
tion and otherwise meets the requirements
of the Regulations would seem to be

described in Section 2056(b}7), and there-
fore would be a QTIP trust.

47 One changing domicile should be careful to
make the change completely, or not at all.
States can reach inconsistent conclusions
regarding residency and the U.S. Constitu-
tion affords no protection against the same
decedent being subjected to estate or inher-
itance taxes as a resident of more than one
state. See Dorrance v. Martin, 12 F. Supp. 746
(DC N.J., 1935), affd sub nom. Hill v. Martin,
296 U.S. 393 (1935}, Texas v. Florida, 306
U.S. 398 (1938); and the discussion in Heller
stein and Hellerstein, supra note 35, { 21.09.

48 Reg, 20.2036-1(c). See generally Blattmachr,
Zeydel, and Gans, "Final Regulations on
Estate Tax Inclusion for GRATs and Similar
Arrangements Leave Open Issues” 109
JTAX 217 (October 2008).
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the QTIP trust is designed. In fact,
there also could be a state death tax,
even if the grantor provides for the
trust to be paid outright to his or her
surviving spouse, which would qual-
ify for the marital deduction because
the property passes outright (unless
the surviving spouse is not a U.S. cit-
izen and the state allows a marital
deduction only if the transferis to a
QDOT). The marital deduction may
be lost because, sometimes, the
GRAT will provide that the amount
passing into the QTIP is limited to
the portion of the trust included in
the grantor’s gross estate for federal
estate tax purposes. In 2010 there is
no federal estate tax, and there
would be nothing included in the
grantor’s gross estate for federal es-
tate tax purposes. Nothing would,
therefore, pass into the QTIP orto a
surviving spouse.

It may be appropriate to provide
expressly in the will that only an
executor who is not a heneficiary
is authorized to allocate the basis
increase.

A similar result could arise with
respect to irrevocable life insurance
trusts, which often have such contin-
gent marital deduction provisions in
the event part or all of the proceeds
under policies owned by the trust
are included in the insured’s gross

estate.48 Such inclusion is common if
the insured transfers an existing pol-
icy to the trust and dies within three
years of the date of the transfer.50

The same result may also arise if
one spouse has created a lifetime
QTIP trust for the other. Such a
QTIP will not be included in the
donee spouse’s gross estate if he or
she dies in 2010, because there is no
estate tax, but a state death tax could
apply. The QTIP trust would be in-
cluded under Section 2044 in the
gross estate of the donee spouse for
whom it was created, but many life-
time QTIP trusts automatically pro-
vide that, if the donor spouse sur-
vives the donee spouse, the trust
property will be held in a QTIP trust
for the donor spouse. A state-only
QTIP election, if permitted, could be
made to avoid state death tax on the
assets in such a trust, but if a state-
only QTIP election is not permitted
the property presumably would be
subject to state death tax. If the
spouse who is the beneficiary of the
inter vivos QTIP trust has a power of
appointment, perhaps consideration
should be given to exercising the
power if such exercise may correct
the problem.

Alternatively, the best course of
action where property is held in an
irrevocable trust with a contingent
QTIP provision is to have the trust
reformed by a court or by action of
the beneficiaries and the grantor, if
permitted by state law, prior to the
death of the donee spouse.5! Anoth-
er option is to reform the trust by

49 See Zaritsky and Leimberg, Tax Planning
With Life Insurance: Analysis With Forms,
Second Edition (Thomson Reuters/WG&L,
2009), 1 5.0318](b); Zeydel, “A Complete Tax
Guide for Irrevocable Life Insurance Trusts,”
34 Estate Planning No. 7 (July 2007), page
13.

Section 2035(a).

Uniform Trust Code section 411 permits the
grantor and all beneficiaries of a trust to mod-
ify or terminate the trust “even if the modifi-
cation or termination is inconsistent with a
material purpose of the trust”” Court approval
would not be required under the U.T.C. gen-
erally, but a variation in Alabama, Maine,
Nebraska, New Mexico, Ohio, and Virginia
requires that the modification agreement be
submitted to a court to assure that the
grantor and the beneficiaries did all agree to
the proposed madification. These versions of
the U.T.C. do not, however, require that the

5
5

- o

court determine the appropriateness or
desirability of the proposed modification.
See Ala. Code section 19-3B-411; 18-B Me.
Rev. Stat. section 411; Neb. Rev. Stat. sec-
tion 30-3837; N.M. Stat. Ann. section 46A-4-
411, Ohio Rev. Code section 5804-11; Va.
Code section 55-544.11.

52 See Zeydel and Blattmachr, “Tax Effects of
Decanting—Obtaining and Preserving the
Benefits,” 111 JTAX 288 (November 2009).

53 Alaska Stat. section 13.36.157 The Alaska
statute is consistent with the legal principle
that a trustee derives its fiduciary powers
from the place of administration. See U.T.C.
section 108 (principal place of administra-
tion); 5A Scott on Trusts (4th ed., W. Fratcher
1987), § 615.

54 practitioners can find a sample letter to
clients about this at the home page of www.
interactivelegal.com.

decanting, which is the act of paying
the trust assets to a new trust.52
About a dozen states have statutes
that permit decanting of the assets of
one trust to another trust to be held
on terms different from those of the
transferring trust. Many states that
have independent state death tax
systems do not permit decanting.
One option is to use the Alaska de-
canting statute, which provides, in
part, that if an Alaska resident or
Alaska bank or trust company is ap-
pointed as co-trustee, and if the
trustees agree that Alaska will be the
primary place of trust administra-
tion, the trustees will have decanting
powers under Alaska law.53 In any
event, the decanted trust would pro-
vide the appropriate provision such
as an outright payment to the sur-
viving spouse if the deceased spouse
dies domiciled in a state with an in-
dependent state death tax and it
would not otherwise qualify for the
state death tax marital deduction.

SUGGESTED ACTION STEPS
Looking forward, the first step for
practitioners who do not wish to
continue to put faith exclusively in
Congress’s ability to solve these
complex issues—which it has been
unable to do for eight years—is to
contact clients about the 2010 law
changes. A generic memorandum or
an individually addressed letter or
memo to each client might be used.

A practitioner may wish to con-
sider inviting clients to contact his
or her firm to make an appointment
to determine what, if any, steps
should be taken.54 As mentioned
above, it seems appropriate to deter-
mine explicitly how clients whose
documents contain word formulas
actually wish to dispose of their
property if they die when there is no
federal estate tax and no GST tax,
but there is carryover basis. For
those living in state death tax states,
other factors probably also should
be discussed, including the possibili-
ty of changing domicile.

Lawyers will almost certainly be
preparing many documents in 2010
to cover this situation. For example,

80 N
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married clients could explicitly state
how their estates are to pass if they
die when there is no estate tax. As
mentioned above, this might be a di-
rection for the entire estate (other
than, perhaps, small pre-residuary
bequests) to pass into a credit-shel-
ter trust if there is no federal estate
tax applicable when the married
person dies, except for a bequest to
take full advantage of the $3 million
increase in basis permitted for quali-
fied spousal property. Alternatively,
the documents might provide for the
entire estate (other than, perhaps,
small pre-residuary bequests) to
pass into a QTIP trust.

It does not appear that all of the
inde state estate tax

liminated by the
ederal estate tax

Furthermore, a client who wishes
to allocate to a spouse that amount of
property sufficient to take advantage
of the $3 million spousal basis ad-
justment will need to decide whether
this gift should involve selecting as-
sets whose value is the smallest pos-
sible amount that will absorb the en-
tire $3 million adjustment, the largest
possible amount that will absorb this
adjustment, or an amount that fairly
reflects the appreciation and depreci-
ation in the estate assets generally.

Moreover, any married client liv-
ing in a state with an independent
estate tax likely should consider
whether he or she wishes (1) to have
state death tax paid at his or her
death and avoid both federal and
state estate tax when the surviving
spouse dies, or (2) to avoid both fed-
eral and state death tax when the
first spouse dies even if it means
considerably more tax when the sur-
viving spouse dies. That decision
likely will be easier to make if the
state permits a state-only QTIP elec-
tion and the “optimum” state marital
deduction share passes into a QTIP
trust.

If the state permits a state-only
QTIP election and the “optimum”
state marital deduction passes to a
QTIP trust, the decision of whether
to pay state death tax if the first
spouse dies when there is no federal
estate tax may be postponed until
the state death tax return is filed and
the election to elect or not elect
QTIP trust treatment must be made.
Alternatively, if the married person
lives in a state with a state death tax
that does not permit a state-only
QTIP trust, the document might
provide for the entire estate (other
than, perhaps, pre-residuary be-
quests and one equal to the state
death tax exemption) to passinto a
general power of appointment mari-
tal deduction trust (assuming such a
trust would qualify for the state mar-
ital deduction or exemption). That,
of course, will mean that the trust
automatically will qualify for the
state death tax marital deduction
and could be included in the gross
estate of the surviving spouse for
federal estate tax purposes under
Section 2041. The surviving spouse
would have the option of making a
qualified disclaimer pursuant to Sec-
tion 2518 of the general power of ap-
pointment, converting that trust into
a QTIP trust and thereby preventing
the trust from being included in his
or her gross estate for federal estate
tax purposes, thereby also potential-
ly forgoing the state law marital de-
duction.

Another consideration, as men-
tioned above, for any person resid-
ing in a jurisdiction with an inde-
pendent state death tax, is the
possibility of changing domicile to a
state that has none. For those who
own real or tangible personal prop-
erty actually situated in a state with
an independent state death tax, some
consideration should be given to
eliminating that property from tax.
That, of course, is a matter that indi-
viduals have had to consider since
EGTRRA eliminated the state death
tax credit, which resulted in elimi-
nating state death tax systems in a
majority of states. Such action may
include selling such assets, giving
them away prior to death (although
that could produce a gift tax liabili-

ty), and converting such property
into an intangible. It might be appro-
priate, for example, for someone
who is likely to die in 2010 to give
such property to his or her spouse
under the protection of the gift tax
marital deduction if the spouse is
expected to survive this year.s5

A decision likely should be made
now as to whether state death tax
will or will not be paid if the first
spouse to die passes when there is no
estate tax, for clients living in a state
with an independent state death
tax. This decision also can be post-
poned until after the first spouse
dies, however, if the client’s estate
planning documents provide for the
amount passing to the credit-shelter
trust to be equal to the state death
tax exemption and for the marital
deduction share to pass either out-
right to the surviving spouse or to a
general power of appointment mari-
tal deduction trust. In such a situa-
tion, there will be no state death tax
due, and the surviving spouse may
change that outcome by making a
qualified disclaimer within nine
months of the death of the first
spouse to die.

The following language might be
used in the will or revocable trust of
a married person who prefers for the
marital deduction share to pass into
a QTIP trust but who lives in a state
with an independent state death tax
and no state-only QTIP:

If there is no federal estate tax ap-
plicable to my estate at my death (in-
cluding no retroactive reenactment of
such tax enacted by the end of the
calendar year of my death making it
applicable to my estate) and if the
state of my domicile imposes a state
death tax at my death but does not
permit my estate to make an election
to treat any property that would be
described in Section 2056(b)(7) of
the Internal Revenue Code of 1986,
as amended (the “Code”), to qualify
for the marital deduction or exemp-
tion for purposes of the state death
tax, | hereby grant my husband/wife a
power to appoint at his/her death by
hisfher Will by specific reference to
this general power of appointment

55 The gift tax marital deduction is not allowed
for transfer to or for a spouse who is not a
U.S. citizen. See Section 2523(i). Neverthe-
less, the annual exclusion for 2010 for trans-
fers to a non-U.S. citizen spouse is $130,000.
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the property in any trust that is so de-
scribed to his/her estate so that the
trust will be described in Section
2056(b)(5) of the Code.

In some respects, a plan that
forces all property into a QTIP trust
in the event the federal estate tax is
not applicable at the decedent’s death
(at least in states with a state-only
QTIP) might be safest for the follow-
ing reasons. At the present time, no
one can predict whether the federal
estate and GST taxes will be retroac-
tively reinstated, and whether any
such retroactive reinstatement will
ultimately be upheld against possible
constitutional challenge. It is not en-
tirely certain whether formulas pro-
viding for property to pass to a trust
that qualifies for the marital deduc-
tion only if the tax is applicable or if
the tax is retroactively reinstated
would qualify for a marital deduc-
tion.

: rih'"'a_t bases its estate
deral estate tax law
arital deduction

We .e'-'bld' federal
estate tax regime that it is
following? -

The problem is that qualification
for a marital deduction generally re-
quires property to pass to or for the
benefit of the surviving spouse at the
date of the decedent’s death. If at the
date of death the tax is repealed, and

56 There are exceptions to the rule under
Section 1014(a) that the basis of an asset
acquired from or passing from a decedent is
equal to its date of death value. If alternate
valuation is elected pursuant to Section 2032,
the basis is the value on such alternate valua-
tion date. There are other exceptions as well.

57 According to a New York Times editorial enti-
tled "An Estate Tax Mess” (12/27/09), the
number of estates affected by carryover
basis will be 70,000, compared to 5,500 that
would have been affected had the estate tax
been retained with the 2009 parameters.

58 See McGrath and Blattmachr, Carryover
Basis under the 1976 Tax Reform Act {(Journal
of Taxation, 1977). Although there are many
technical distinctions between the 1976 and
2010 carryover basis rules, a great many of
the planning implications and solutions are
the same.

thus the formula causes nothing to
pass to or for the benefit of the sur-
viving spouse (except possibly suffi-
cient property to absorb the $3 mil-
lion basis adjustment for qualified
spousal property), would the shift in
the estate plan after the fact,on a
possible retroactive reinstatement of
the tax, be effective to obtain a mari-
tal deduction? No one can predict
the answer. It may seem obvious to
some what the “fair” answer would
be, but as we all know life under the
tax law is not always fair. Should tax-
payers take that risk vs. the risk that
a spouse who receives the entire es-
tate in a QTIP would not disclaim if
the tax is in fact not in effect? These
are, of course, client calls.

In fact, perhaps, the simplest plan
of all for a married person is to have
his or her entire estate (other than
small pre-residuary bequests) pass
into a QTIP trust and take advantage
of any federal or state death tax ex-
emption by a disclaimer made by the
surviving spouse of his or her inter-
est in the QTIP trust or by a partial
QTIP election by the executor. That
is, the bequest of the entire estate to
the QTIP trust (and none to the “by-
pass” trust) would not be condi-
tioned on there being a federal or
state death tax (retroactive or other-
wise) in effect at the decedent’s
death. It would instead provide for
the entire residuary estate to pass to
a QTIP trust in all events, with an
express provision that if the surviv-
ing spouse disclaims any portion of
his or her interest in the QTIP trust,
the disclaimed portion would pass
to a bypass trust.

If the decedent is domiciled in a
state that may not permit a state-only
QTIP election, the QTIP trust also
should grant the surviving spouse a
general power to appoint the trust to
his or her estate at death so that the
trust will qualify for the state estate
tax marital deduction. The surviving
spouse could disclaim the general
power to avoid inclusion in his or her
gross estate for federal estate tax pur-
poses if the first decedent dies when
there is no federal estate tax in effect
(including no retroactive reenact-
ment of the tax). The only limitation
is that any disclaimer by the surviv-

ing spouse (unless he or she is under
the age of 21 years) must be made
within nine months of the death of
the first spouse to die in order for the
disclaimer to be qualified under Sec-
tion 2518.

MORE ON CARRYOVER BASIS

As indicated above, the basis of an
asset acquired from a decedent or
from whom the property passed by
reason of death in 2010 generally
will not be equal to the asset’s value
on the decedent’s date of death un-
der Section 1014(a).56 Instead, the
decedent’s adjusted basis will carry
over to those who acquire the prop-
erty.

There will be no income-tax-free
step-up in basis at death, but there
may be a “step down” in basis if the
decedent’s adjusted basis is greater
than the asset’s FMV. Section 1022
(a) states that the income tax basis of
carryover basis property is the lesser
of (1) the decedent’s adjusted basis
in the property or (2) the FMV of
the property at the date of the dece-
dent’s death.

As the country’s prior experience
with a carryover basis regime dem-
onstrated, it is a complicated tax sys-
tem. Some practitioners will be-
moan the fact that there will be no
federal estate tax return prepared for
any individual dying in 2010, but re-
turns and reports are still required
for carryover basis property. The
number of decedents’ estates affect-
ed by carryover basis will, in fact, be
many times the number that were af-
fected by the federal estate tax last
year.57 Individuals will need signifi-
cant professional advice and guid-
ance, as occurs in all circumstances
involving a new tax system. As a re-
sult, it should be a good year for
those who administer decedents’ es-
tates and those who advise them.

An entire book could be written
about the current carryover basis
regime, as was done under the prior
carryover basis rules.58 This regime
is virtually certain to be short term,
however, so that may not occur
again. Nonetheless, professionals
need to become familiar with the
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rules, including filing requirements,
and the planning opportunities and
dangers they present. The impact of
the carryover basis regime will be
felt for quite some time and well be-
yond 2010, as property is sold, ex-
changed, depreciated, or otherwise
dealt with for income tax purpos-
es.59 This article will not attempt to
discuss these rules in complete de-
tail, but it will highlight certain criti-
cal parts of these rules and also dis-
cuss how basis information of a
decedent’s property may be ob-
tained.

Section 1022: A Synopsis
Significant aspects-of the carryover
basis rules are as follows.

No automatic long-term holding
period. Basis will not be deter-
mined pursuant to Section 1014(a),
so the automatic long-term capital
gains holding period provided un-
der Section 1223(9) will no longer
apply. The decedent’s holding period
may be added (or tacked) to that of
the estate or inheritor, but only if the
basis is determined, in whole or in
part, from the decedent’s basis. An
estate’s or inheritor’s basis would not
be determined even in part by the
decedent’s basis if the decedent’s ba-
sis was greater than the property’s
FMYV at death, and these assets will
not immediately after death be treat-
ed as long-term capital gain proper-
ty.80 This may suggest that these as-
sets should be sold immediately
prior to death if the decedent is like-
ly to die this year.

Increases in basis. As noted above,
under Section 1022(b) the executor
may increase the bases of property
“owned by the decedent” and “ac-
quired from a decedent” by $1.3 mil-
lion. Additional increases are allowed
for the sum of capital loss carryovers
of the decedent under Section 1212
(b) and NOL carryovers under Sec-
tion 172, plus the sum of any losses
that would have been allowable under
Section 165 if the property had been
sold before death for its FMV. Such
increases cannot exceed an asset’s
EMYV at death. For property acquired
by a decedent who was at death a

non-U.S.-domiciliary alien,5? the ba-
sis increase under Section 1022(b) is
limited to $60,000. :

As mentioned above, the dece-
dent’s executor may increase the ba-
sis of qualified spousal property (but
not above the FMV of any asset at
death) by an additional $3 million.
Qualified spousal property does not
include any terminable interest.62
The estate tax marital deduction un-
der Section 2056(a) is allowed for a
transfer to a non-U.S.-citizen sur-
viving spouse only if it is in the form
of a QDOT described in Section
2056A, but qualified spousal proper-
ty need not be transferred to a
QDOT even if the surviving spouse
is not a U.S. citizen. Therefore, a
QDOT is not required with respect
to a decedent dying in 2010 when
leaving property to a surviving
spouse who is not a U.S. citizen. This
too represents an additional chal-
lenge in drafting a will (or a revoca-
ble trust used as a will substitute) for
a married person whose spouse is
not a U.S. citizen.

Property to which the basis in-
creases apply. The basis increase
rules apply only to property owned
by and acquired from the decedent
(“basis adjustment property”),
which includes property in a revoca-
ble trust with respect to which the
election to treat it as part of the
decedent’s probate estate for post-
death income tax purposes under
Section 645 could be made (a “quali-
fied revocable trust”).s3 One-half of
property owned jointly with rights

of survivorship between the dece-
dent and his or her spouse is treated
as basis adjustment property.64

Only that portion of property
jointly owned by the decedent and
someone other than his or her sur-
viving spouse that would have been
included in the decedent’s gross es-
tate under the estate tax rules is
treated as basis adjustment property.
Thus, for property owned jointly
with a right of survivorship between
the decedent and someone other
than his or her spouse, and in which
the decedent furnished considera-
tion for the acquisition of the prop-
erty, the decedent will be treated as
the owner to the extent of the part of
the property that is proportionate to
such consideration; that portion of
the property will be basis adjust-
ment property.65

Furthermore, property owned
jointly with a right of survivorship
between the decedent and someone
other than his or her spouse in
which the property has been ac-
quired by gift, bequest, devise, or in-
heritance by the decedent and such
other person and in which their in-
terests are not otherwise specified or
fixed by law, the decedent will be
treated as the owner to the extent of
the value of a fractional part to be
determined by dividing the value of
the property by the number of joint
tenants with right of survivorship;
that portion will be basis adjustment
property.sé

The surviving spouse’s half of
community property owned togeth-
er with the decedent, as well as the

59 See Berall, Harrison, Blattmachr, and Detzel,
“Planning for Carryover Basis That Can
Be/Should Be/Must Be Done Now, 29
Estate Planning 99 (March 2002)—in all like-
lihood, the most comprehensive discussion
of the carryover basis rules applicable in
2010. This article should be studied by every
professional who intends to be involved in
the administration of estates of individuals
who die this year.

60 it has been suggested that if the property is
sold after Section 1014{a) becomes effective
again, it may be that basis is restored. See
Berall et al., supra note 59, pages 99-100.

61 Section 1022(b)(3) uses the phrase “nonresi-
dent not a citizen,” which appears to have
been taken from Section 2101. For estate tax
purposes, “resident” means an individual
who has his or her “domicile” in the U.S. {a
subjective intent test); see Reg. 20.0-1(b).

That phrase should be distinguished from
"nonresident alien” defined in Section 7701
(b), used for income tax purposes, which
relates to physical presence in the U.S.

62 See Section 1022(c){4)(B). The rules for not
applying the basis adjustment for qualified
spousal property seem to be nearly identical
to those for not allowing the estate tax mari-
tal deduction under Section 2056(b).

63 A QTIP trust that had been created by the
decedent’s spouse and which would have
been included in the gross estate of the
decedent under Section 2044 if the dece-
dent had died when the federal estate tax
was in effect will not be basis adjustment
property because it will not be “owned by
the decedent”

64 Section 1022(d){1)(B}i)()).

65 Section 1022(dN1)(B))I).

66 Section 1022(d)(1)(BiNIII).
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decedent’s half of such property, is
treated as basis adjustment proper-
ty.67 Property over which the dece-
dent held any power of appoint-
ment, however, is not basis ad-
justment property.68 The statute
does not distinguish between a gen-
eral or a limited power of appoint-
ment for this purpose.s®

A plan that forces all property
_into a QTIP trust if the federal
estate tax does not apply (at
ith a state-only
' afést for several

."QTIP) might b
: reasons.

An individual who holds a power
to withdraw appreciated property
from a trust (that is, to appoint such
property to himself or herself)
should consider exercising the pow-
er in favor of himself or herself, if the
individual is very likely to die in
2010. This would be appropriate, of
course, only to the extent that the
property will not pass to charity at
the individual’s death, and that the
individual’s executor could allocate
some of the individual’s $1.3 million
aggregate basis increase or, if the in-
dividual is married and the property
would pass to his or her spouse or a
QTIP trust, some of the individual’s
$3 million spousal basis adjustment,
to these assets.

An individual who holds a testa-
mentary power of appointment over
property that may be appointed to

67 Section 1022(d)(1}{B)(iv). This rule is similar to
the concept used in Section 1014(b)(6), which
provides for the bases of both spouses’
halves of community property to be stepped
up when the first spouse dies, in most in-
stances.

68 Section 1022(d)1)(B)iii).

69 /d.

70 Section 2041(a).

71 See, by analogy, Procter, supra note 32, in
which the court held that a clause that re-
turned property to a transferor if it was deter-
mined to be a taxable gift was not effective
because it interfered with the proper adminis-
tration of the tax law.

72 Section 1022(d)(1)(C){i).

73 Section 1022(d)(1)(C)(ii).

his or her estate might choose to ex-
ercise it pursuant to a word formula
that would appoint only the amount
to which available basis adjustment
could be allocated. Such a formula
would be particularly complicated,
for three reasons:

1. It may be uncertain how much
inherent gain will be present in the
assets when the individual dies, as
the assets may increase or decrease
in value between the date on which
the exercising instrument is execut-
ed and the date of death.

2.The individual (and his or her
advisors) must determine whether
to minimize the amount over which
the power should be exercised or
maximize the potential tax savings,
as discussed in greater detail below.

3.1t is not certain that property
appointed at death to the individ-
ual’s estate will be treated as “owned
by the decedent” and “passing from
the decedent,” which are general pre-
requisites for the basis adjustments
under Section 1022 to apply.

There are other potential prob-
lems that can arise when exercising a
power of appointraent over appreci-
ated property. Assets so appointed,
to the extent that the power of ap-
pointment is exercised in favor of
the individual’s estate, or if held by
the decedent’s estate to the extent
withdrawn prior to death, will be-
come subject to the claims of the
decedent’s creditors and may be tak-
en into account in determining the
assets on which the executor’s com-
missions (or attorneys’ fees) are
based. Moreover, property subject to
a general power of appointment cre-
ated before 10/22/42 is included in
the powerholder’s gross estate for
federal estate tax purposes only to
the extent it is exercised; it is not in-
cluded merely because it lapses.70

It may, therefore, be best to pro-
vide that a general power is exer-
cised only if no federal estate tax (in-
cluding no retroactive reenactment
of the tax) would be imposed on ac-
count of the exercise, and if no state
estate tax based on the federal gross
or taxable estate is thereby in-
creased. The IRS might argue that
providing for an exercise of a power

of appointment to be effective only if
there is no retroactive reenactment
of the federal estate tax somehow vi-
olates public policy and should be
ignored so the power should be
treated as exercised, which would re-
sult in the inclusion of the property
subject to the power (to the extent of
the deemed exercise) in the power-
holder’s gross estate.”t Such an argu-
ment, however, should be rejected,
because the condition has been
made necessary by an unusual state
of the law, and is required to address
the inequities inherent in retroactive
tax law.

A trustee also might consider dis-
tributing appreciated property to a
distributee who is expected to die in
2010, if that distributee lacks suffi-
cient appreciated property to take
full advantage of both the $1.3 mil-
lion aggregate basis adjustment and,
if applicable, the $3 million spousal
basis adjustment. Such a distribu-
tion, however, is somewhat of a risk,
because Congress could retroactive-
ly reinstate the estate tax and cause
the distributee’s estate to become li-
able for a higher estate tax than oth-
erwise. Thus, consideration also
might be given to the size of the dis-
tributee’s estate, so that the ideal dis-
tributee would have both unused ag-
gregate basis adjustment and unused
estate tax exemption, or would plan
to leave property to a surviving
spouse (or a QTIP for such a spouse)
and have both unused spousal basis
adjustment and have a spouse with
unused estate tax exemption.

A gift of appreciated property to a
donee (other than a spouse) who is
expected to die in 2010 will not be
effective; property acquired by the
decedent by gift for less than ade-
quate and full consideration within
the three-year period ending with
the date of death is not basis adjust-
ment property.72 An exception to this
three-year rule is made for property
acquired by the decedent as a gift
from his or her spouse, and such
property still is not basis adjustment
property if the donor spouse ac-
quired the property in whole or in
part by gift or by inter vivos transfer
for less than adequate and full con-
sideration.?3 Thus, a client should

84 N
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consider giving property to his or
her spouse, if the donee is signifi-
cantly more likely to die this year
than the donor, to the extent that the
donee spouse does not already hold
assets with sufficient appreciation to
take advantage of both the $1.3 mil-
lion aggregate basis adjustment and
the $3 million spousal basis adjust-
ment.

Property acquired by bequest, de-
vise or inheritance, or by the dece-
dent’s estate from the decedent,
property transferred by the decedent
during life to a qualified revocable
trust or any other trust with respect
to which the decedent reserved the
right to make any change in the en-
joyment thereof through the exercise
of a power to alter, amend, or termi-
nate the trust, and any property
passing from the decedent by reason
of death to the extent that such
property passed without considera-
tion, is basis adjustment property
unless otherwise expressly exclud-
ed.74 Expressly excluded are stock or
securities of a foreign personal hold-
ing company, stock of a DISC or for-
mer DISC, stock of a passive foreign
investment company unless such
company is a qualified electing fund
(as defined in Section 1295) with re-
spect to the decedent, and the right
to income in respect of a decedent.?s

Other rules. Gain will be recog-
nized in satisfying a pecuniary be-
quest (a fixed sum of money) with
carryover basis property, but only to
the extent the property on the date
of such satisfaction exceeds the as-
set’s value on the decedent’s date of
death.76 The recipient’s basis is the
asset’s carryover basis determined
under Section 1022, increased by
any gain recognized by such distrib-
ution.??

One who acquires the decedent’s
principal residence as carryover basis
property also can use the decedent’s
unused $250,000 gain exclusion un-
der Section 121. The inheritor’s use of
the property as his or her principal
residence may be combined with that
of the decedent for purposes of satis-
fying the two-of-five-year occupancy
test for the exclusion under that sec-
tion to apply.78

Negative basis property. Many in-
dividuals own commercial real es-
tate or other property with liabilities
in excess of the property’s adjusted
income tax basis. Gain is recognized
on any lifetime transfer of such “neg-
ative basis property,” at least to the
extent such liability exceeds the ba-
sis, even if transferred without con-
sideration.”®

No such gain is recognized, how-
ever, by a transfer occurring at death.
That rule is respected under the car-
ryover basis rules, unless the proper-
ty is transferred at death to a “tax-ex-
empt beneficiary.” Section 1022(g)
(2) defines a tax-exempt beneficiary
as “(A) the United States, any State or
political subdivision thereof, any
possession of the United States, any
Indian tribal government (within the
meaning of section 7871), or any
agency or instrumentality of any of
the foregoing, (B) an organization
(other than a cooperative described
in section 521) which is exempt from
tax imposed by chapter 1, (C) any
foreign person or entity (within the
meaning of section 168(h)(2)), and
(D) to the extent provided in regula-
tions, any person to whom property
is transferred for the principal pur-
pose of tax avoidance.”

It is not entirely clear what enti-
ties are included as tax exempt un-
der this rule. A charitable remainder
trust is exempt from tax under Sec-
tion 664(c), but it may not clearly
fall within the definition of a “tax-
exempt beneficiary” under Section
1022(g)(2). Moreover, a charitable
remainder trust funded from an es-
tate that was not subject to estate tax
appears not to satisfy the definition
of a charitable remainder trust that
would be tax exempt. Regulations
provide that a trust is not exempt
unless a tax deduction was allowed
for transfers to the trust, and no es-
tate tax deduction would apply when
the trust was funded from a dece-
dent’s estate if the estate tax was not
then in effect.80

A potential way to defeat the car-
ryover basis rule with respect to neg-
ative basis property is to borrow
heavily against a highly appreciated
asset and bequeath the asset (which
would then have a negative basis) to

an individual or non-exempt entity
for whom the decedent wishes to
create a tax problem. There would
presumably be no gain when the in-
dividual dies and the negative basis
property would be inherited by the
named individual or non-exempt
entity.8! This is why Treasury has
regulatory authority to impose gain
on the estate—see “D” above—but
of course there are no Regulations at
this time. The cash so borrowed
would be bequeathed to the chosen
objects of the borrower’s bounty and
the income tax basis of the cash, of
course, would equal its face amount.

 As the country’s prior.

- experience with a‘carryover

. basis regime qeiﬁbggtfated, it is
‘a compl_icatedf’ta‘x',_'s'.y's;t‘ém.
_Returns and reports are still

" required for such property.

An inheritor should be able to
disclaim a negative basis asset, but it
is uncertain if that would prevent the
disclaimant from being treated as
transferring the negative basis asset
and recognizing the inherent gain.
The disclaimer rules of Section 2518
generally apply for gift, estate and
GST tax purposes, but not for in-
come tax purposes.82 Moreover, the
disclaimer under Section 2518 must
usually be made within nine months

74 gection 1022(e).

75 Sections 1022(d)(1)(D) and 1022(f).

76 Sections 1040(a) and (b).

77 Section 1040(c).

78 Section 121(d)(11).

78 See, generally, Blattmachr, Gans, and
Jacobson, “Income Tax Effects of Termination
of Grantor Trust Status by Reason of the
Grantor's Death," 97 JTAX 149 (September
2002).

80 Reg. 1.664-1(a)(1)(iii}a).

81 The purpose of leaving a negative basis asset
to one's enemy, for example, would not
seem to be for a tax-avoidance purpose but
rather to cause distress to an individual by
having the tax imposed on him or her.

82 See GCM 39858, 9/23/91 (applying Section
2518 disclaimer rules te income tax treat-
ment with respect to a disclaimer of retire-
ment plan benefits). See also Rev. Rul. 66-
167, 1966-1 CB 20.
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of the decedent’s death, and the in-
heritor may not even be aware of the
bequest of the negative basis proper-
ty until after that time.83

More generally, Treasury also is
given authority to issue Regulations
“as may be necessary to carry out
the purposes of” the carryover basis
rules.84 As noted above, no such
Regulations have been issued.

In any event, practitioners proba-
bly need to reconsider the estate
plan of any individual who holds
significant negative basis property.

Certain transfers to foreign trusts.
Section 684 treats a transfer to a for-
eign trust or estate as a sale or ex-
change. Before 2010, Section 684 ap-
plied only to transfers to a foreign
trust or estate, but for 2010 it also
applies to a transfer to a nonresident
alien individual.8s

This deemed sale or exchange
treatment does not apply to a trans-
fer to a foreign trust that is a grantor
trust, to the extent that the trust is
deemed owned by a U.S. person.8&
Grantor trust status ceases on the
death of the grantor, which causes
the transferor to then be treated as
having sold or exchanged the trans-
ferred assets to the trust.8? The gen-
eral rule of gain recognition does
not apply by reason of the death of
the U.S. transferor, if the basis of the
property in the hands of the foreign
trust is adjusted to the date-of-death
value under Section 1014(a).88

NOTES

83 For other ways in which the carryover basis
rules might be defeated, see Sheppard,
“News Analysis—Debt in Contemplation of
Death,” 2001 TNT 136-6 (7/16/01).

84 Section 1022(h).

85 Section 684/(a).

86 Section 684{b)(1).

87 Reg. 1.684-2(e).

88 Reg. 1.684-3(c).

89 See Section 7701(a)(30)(E).

80 See Berall et al., supra note 59, page 100.

91 Section 6018(a). If the decedent is a nonresi-
dent alien, Section 6018(b}{3) makes the filing
requirements applicable if the value of tangi-
ble property in the U.S. and any other prop-
erty acquired from the decedent by a U.S.
person exceeds $60,000.

92 gection B018(b)(2).
93 Section 6075.

94 See Section 6018 as in effect before 2010,
and Section 2002.

To the extent the assets are includ-
ed in the grantor’s gross estate for
federal estate tax purposes, therefore,
no deemed sale or exchange would
occur under this rule, but if basis is
not so determined (e.g., for life in-
surance proceeds, stock in a DISC
defined in Section 992(a), and the
right to income in respect of a dece-
dent primarily dealt with under Sec-
tion 691), there would be no excep-
tion when the transferor dies and the
trust loses its grantor trust status.

If the transferor to a foreign
grantor trust owned by a U.S. person
dies in 2010, of course, no trust as-
sets can take a basis under Section
1014(a), and therefore a sale or ex-
change would be deemed to occur
on the grantor’s death. This suggests
that some consideration be given to
converting a foreign grantor trust
into a domestic trust, at least until
the end of 2010, which can often be
accomplished by removing foreign
trustees.8? Moreover, it is not at all
certain that the increases in basis
permitted under the carryover basis
rules will apply to the assets in such
a foreign trust.90

Carryover basis reporting require-
ments. The executor, if a decedent
dies in 2010 with carryover basis
property (other than cash) in excess
of the $1.3 million aggregate basis
adjustment under Section 1022(b),
must file a return with the IRS to fa-
cilitate enforcement of these rules.9!
No such return form has yet been
published.

It seems likely that the $1.3 mil-
lion threshold of Section 1022(b) is
used to establish the filing obligation
under Section 6018 because, regard-
less of what the carryover basis of
the property is, it will be increased
to at least $1.3 million (or the FMV
of the property on the date of death,
if lower), under Section 1022(b).
The executor, apparently, need not
make an affirmative allocation if the
FMV at death for carryover basis
property does not exceed $1.3 mil-
lion, and no return would be re-
quired.

The executor also must report
any property acquired by the dece-
dent within three years of death that

is not treated as carryover basis
property (e.g., was not acquired by
his or her surviving spouse), and
which was not reported on a Form
709 gift and GST tax return.92

The form is to be filed with the
decedent’s income tax return for the
year of death.®3 If a person dies at or
near the end of a calendar year, this
does not provide much time to col-
lect the required information.

The duty to file a decedent’s U.S.
estate tax return, including reporting
and paying estate tax on all property
included in the decedent’s gross es-
tate, falls on the decedent’s executor
even with respect to assets not under
the fiduciary’s control.94 Section
6018(b)(4), however, now provides
that an executor who is unable to
make a complete carryover basis re-
turn still must file a return that in-
cludes a description of such proper-
ty and the name of every person
holding a legal or beneficial interest
therein. On notice from the IRS,
each such person must submit a re-
turn to the Service. The executor
logically can report only property of
which the executor has knowledge,
as was required of an executor filing
an estate tax return under Section
6018 before 2010.

Section 6018(c) specifies the in-
formation that must be included in
the return, including:

1. The name and TIN of the re-
cipient of such property.

2.An accurate description of
such property.

3.The adjusted basis of such
property in the hands of the dece-
dent and its FMV at the time of
death.

4. The decedent’s holding period
for such property.

5. Sufficient information to deter-
mine whether any gain on the sale of
the property would be treated as or-
dinary income.

6.The amount of aggregate or
spousal basis increase allocated to
the property.

7. Such other information as may
be required by Regulations.

Instructions for the form will
likely enumerate all of the informa-
tion required to be included.
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The executor also is required to
furnish to each person whose name
is required to be set forth on the car-
ryover basis return (other than the
executor) a written statement show-
ing both:

* The name, address, and phone
number of the person required to
make such return.

The information provided to the
IRS with respect to property ac-
quired from, or passing from, the
decedent to the person required
to receive such statement.95

 The impact of the carryover
 basis regime will be felt for

. quite some tlme and well beyond
© 2010, as property is sold,

: exchangéd,'dgpi'eciated, or
otherwiso deatt with,

A $10,000 penalty is imposed on
an executor who fails to file the car-
ryover basis return on time.% This
return is due when the decedent’s fi-
nal income tax return is due to be
filed, including extensions.?®” Addi-
tional penalties are imposed for an
intentional failure to supply the re-
quired information and for failure to
supply the information to those who
have acquired the property that is
required to be disclosed on the re-
turn,98

How to acquire basis information.
The following sources of informa-
tion may prove useful:

* The decedent’s own personal
records.

+ The decedent’s U.S,, state, or lo-
cal income tax returns (which
may be obtainable from his or
her return preparer, or from the
IRS or other taxing authority).

* The decedent’s family members,
friends, and business associates.

* The decedent’s brokerage ac-
count statements.

+ The decedent’s investment advi-
sors.

* Death tax returns of family
members who have predeceased

the decedent and from whom the
decedent may have acquired
property.

+ Personal property tax returns.

+ Trust accounts.

+ Those who have acted as a
guardian or conservator for the
decedent and their (or court)
records.

* Insurance companies.

* Deeds and other public records.

* The decedent’s professionals
(such as his or her accountant or
business lawyer).

+ Government records.

The best source of information,
of course, is likely to be the individ-
ual. Asking clients to put records to-
gether “just in case” is more than
merely appropriate. Clients who live
past 2010 will not be disadvantaged
from having assembled this infor-
mation.9?

Planning—overview. Clearly, try-
ing to have property owners make
records of their bases in assets is ex-
tremely important. This likely will
be especially important for individu-
als owning collections, such as works
of art.100

A review of the client’s assets and
testamentary instruments should be
undertaken to determine the conse-
quences of bequests (including for-
mula bequests) that will be made at
death if there is no step-up in basis
permitted. This may be somewhat
similar to considerations for a per-
son whose estate will include signifi-
cant rights to income in respect of a
decedent.

As indicated at the beginning of
this article, some consideration must
be given to ensuring that the $3 mil-
lion basis increase for qualified
spousal property will be available to
its maximum extent, assuming it is
otherwise compatible with the
client’s goals.

GST transfers at death. Under Sec-
tion 2654(b), the basis of property
transferred in a taxable termination
at death is to be adjusted in a man-
ner similar to the manner provided
under Section 1014(a). Section 2654
(b) does not apply in 2010 with re-

spect to generation-skipping trans-
fers that occur in 2010,101

The lack of a GST tax in 2010
suggests that trusts that are not ex-
empt from GST tax should be re-
structured so that a taxable termina-
tion or distribution occurs in 2010,
rather than thereafter, as long as the
trustee and beneficiaries are willing
to assume the risk of the retroactive
reenactment of the GST tax.

NEW LIMITED GIFT TAX RULE

New Section 2511(c), effective 1/1/10,
states that “[n]otwithstanding any
other provision of this section and
except as provided in regulations, a
transfer in trust shall be treated as
a transfer of property by gift, unless
the trust is treated as wholly owned by
the donor or the donor’s spouse un-
der subpart E of part 1 of subchapter
1 of chapter 1

The legislative history makes it
clear that the purpose of the subsec-
tion is to provide that a transfer to a
trust will be treated as a completed
gift, regardless of the dominion and
control that the donor retains, to the
extent property is transferred to a
trust that is not a grantor trust in its
entirety.102 This should be of little
concern as it is virtually impossible
to make a transfer to a U.S. (domes-
tic) trust that is not a grantor trust
and prevent the gift from being
complete.

The powers that the grantor
would have to retain to prevent the
transfer from being complete for
federal gift tax purposes are set forth

95 Section 6018(e).

96 Section 6716. Section 6019, which imposes
the duty to file Form 709, is changed for 2010
as well. The donor must not only file the
return but supply certain information about
the gifts to the donees. Penalties under
Section 6716 now apply to such gift tax
reporting information.

97 Sections 6075(a) and 6075(b)(3).

98 Sections 6716(b) and 6716(d).

99 For extensive advice about how to attempt to
acquire information about the decedent's
basis in assets, see McGrath and Blattmachr,
supra note 58.

100 /4.

101 Saction 2664.

102 See the Biue Book, supra note 4, pages
249-250.
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in Reg. 25.2511-2. Virtually all of the
powers that render the gift incom-
plete would cause the trust to be a
grantor trust, The IRS has, however,
issued several private letter rulings
holding that the transfer to a specifi-
cally designed trust was incomplete
but the trust is not a grantor trust,13
A transfer to such a trust would,
therefore, be a completed gift under
Section 2511(c).

"AnIRS 'argghiient that
condiﬁn‘r ing exercise of a power
_ on no retroactive reenactment of
the estate tai‘vsomehow violates
public ﬁblicv'shduld be rejected.

There have been discussions
among practitioners, based on sus-
picions and concerns, rather than
legislative history or Treasury decla-
rations, that Section 2511(c) means
that any transfer to a trust that is a
wholly grantor trust is not subject to
gift tax because transfers to it would
be treated as incomplete by reason of
Section 2511(c). That is not what
Section 2511(c) provides, and is
completely inconsistent with the leg-
islative history. Some practitioners
incorrectly contend that, because
Section 2511(c) states that any gift to
a trust other than a wholly grantor
trust is a completed gift, then any
gift to a wholly grantor trust must
not be a completed gift. This appears
to be an incorrect reading of the sec-
tion. It is preposterous to think that
the Congress wanted to repeal the
gift tax on all transfers to grantor
trusts (even where the trust would

not be included in the grantor’s
gross estate should the grantor die
after 2010).

Asserting that a transfer to a
grantor trust is not a completed gift
could have consequences more ad-
verse to the taxpayer than treating
the initial transfer as a completed
gift. The IRS could contend with
some confidence, for example, that
because the gift to the trust was in-
complete, it must be included in the
grantor’s gross estate when he or she
dies,194 or that it becomes a com-
pleted gift when transfers from the
trust are made to others during the
grantor’s lifetime.

Practitioners are cautioned not to
take action on the premise that Sec-
tion 2511(c) prevents any lifetime
transfer to a wholly grantor trust
from being a completed gift.

GST TAX MATTERS FOR 2010

Although EGTRRA is described as
repealing the GST tax for 2010, the
method by which that has occurred
may produce a result far different
than if Chapter 13 (comprising all
the GST tax provisions) had in fact
been repealed. The provision of the
law that effects the GST tax “repeal”
is Section 2664, which states: “This
chapter shall not apply to genera-
tion-skipping transfers after Decem-
ber 31, 2009.” That is, no GST tax is
imposed on any generation-skipping
transfer that occurs in 2010. To in-
terpret Section 2664, however, at
least the provisions defining a “gen-
eration-skipping transfer” must re-
main in effect. And other provisions
may remain in effect as well, which
will have implications for the appli-
cation of the GST tax in 2011, in-

103 See, e.g., Lir. Ruls. 200502014, 200612002,
200637025, 200647001, 200715005,
200729005, and 200731009. See also IR-
2007-123, 7/9/07, stating that the Service
was considering withdrawing these rulings
because of inconsistency with Rev. Rul. 76-
503, 1976-2 CB 275, and Rev. Rul. 77-168,
1977-1 CB 285. In Rev. Rul. 76-503, a trust
was created by three siblings, each of
whom named an adult child as one of the
three trustees who, acting unanimously,
had complete discretionary power over the
assets of the trust, and who individually had
the right to name a relative as successor. A
trustee would be replaced on death or res-

ignation by a successor trustee. The Service
stated that the surviving trustees were in
no better position to exercise the power
after a decedent-trustee’s death than before
the death, and that the interests of the co-
trustees were not adverse to exercise of
the power in favor of the decedent-trustee.
The IRS stated that one third of the trust
fund was includable in a decedent-trustee’s
estate as property subject to a general
power of appointment under Section 2041.

104 Such a contention would, however, be
inconsistent with Estate of DiMarco, supra
note 18.

cluding to GST transfers made in
2010.

The meaning of Section 2664. Ab-
sent Section 2664, Section 2601 im-
poses a tax “on every generation-
skipping transfer.” Section 2611(a)
states that “the term ‘generation-
skipping transfer’ means-—(1) a tax-
able distribution, (2) a taxable ter-
mination, and (3) a direct skip.”
Those terms are defined in Section
2612 and generally turn on whether
a transfer is being made to or for a
“skip person” as defined in Section
2613.

Section 2664 results in no tax be-
ing imposed in 2010 on a genera-
tion-skipping transfer that occurs in
2010. But Section 2664 is broader—
it says Chapter 13 does not apply to
any generation-skipping transfer
that occurs in 2010. Accordingly, it
seems, although it is not certain, that
in addition to the tax being inapplic-
able, none of the collateral provi-
sions in Chapter 13 (other than ap-
parently Section 2664 itself) apply to
a generation-skipping transfer that
occurs in 2010.

Consequently, any rule in Chap-
ter 13 that is directed to or involved
with a generation-skipping transfer
also does not apply in 2010. If that is
correct, then some of the provisions
that avoid double GST tax may not
apply, as described more fully below,
reducing the potential to avoid GST
tax over the long term by making
generation-skipping transfers in
2010 (except perhaps some outright
GSTs), although there still may be
opportunities for planning this year.

GST-tax-free taxable distributions
and terminations. Unless the feder-
al government retroactively rein-
states the GST tax, any taxable dis-
tribution, taxable termination, or
direct skip made in 2010 is not sub-
ject to GST tax. As a result, it may be
appropriate to consider making such
a transfer this year.

For example, the trustee of a trust
that is not exempt from the tax by
reason of “grandparenting” or prior
allocation of GST exemption (a
“GST non-exempt trust”) might
make a taxable distribution or tax-
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able termination this year without
any GST tax being imposed. Thus,
the trustee could make a distribu-
tion to the transferor’s grandchild
from a GST non-exempt trust with-
out GST tax this year. The problem is
the specter of retroactive reinstate-
ment of the tax.

What about distributions to skip-
person trusts? Similarly, the trust-
ee, if authorized under local law or
the terms of the governing instru-
ment, might make a distribution to
another trust, transfers to which
constitute a taxable distribution
from or taxable termination of the
original trust.

For instance, the trustee of a GST
non-exempt trust created for a child
that permits distributions to more
remote descendants might make a
distribution in 2010 to a trust exclu-
sively for grandchildren. Such a trust
would be treated as a skip-person
trust under Section 2613. Unless the
tax is retroactively reinstated, that
distribution would seem not to be
subject to GST tax.

What about future GSTs from the
same trust? Prior to 2010, under Sec-
tion 2653(a), someone in the genera-
tion of the grantor’s children would
be treated as the transferor of the
trust for GST tax purposes under the
“change-transferor rule.” That rule
provides that subsequent distribu-
tions to grandchildren would not be
subject to GST tax because the
transferor to the trust is deemed to
have moved down to the generation
immediately above the highest gen-
eration of any person who has an in-
terest in the trust.

Section 2653(a) applies, however,
only “if ... there is a generation-skip-
ping transfer of any property.” Cer-
tainly, the distribution from the
non-GST-exempt trust to the trust
for grandchildren is a generation-
skipping transfer (a taxable distribu-
tion if less than all of the trust prop-
erty is distributed, or a taxable
termination if it all is distributed).
The question is then whether Sec-
tion 2664 forecloses the application
of Section 2653 (a), which provides
the beneficial rule of moving the
generation of the transferor down

one or more generations, because
Section 2653(a) applies only when
there is a generation-skipping trans-
fer and Section 2664, by its terms,
forecloses the application of any part
of the GST tax chapter (presumably
including Section 2653(a)) to any
generation-skipping transfer.

Arguably, it does foreclose the ap-
plication of Section 2653(a), at least
during 2010. Conversely, one might
maintain that the rule of Section
2664 was meant only to capture tax-
able events and nothing else, or, al-
ternatively, that in 2011 Section
2653(a) applies as if Section 2664
had never been enacted.

What difference does it make?
Suppose a grandmother creates a
trust in 2010 for her ten-year-old
grandson, to be paid to him when he
reaches age 25. The transfer of prop-
erty by her to that trust is, of course,
a direct skip defined in Section 2613,
and therefore a generation-skipping
transfer under Section 2612. Because
Chapter 13 does not apply to any
generation-skipping transfer in
2010, there is no GST tax imposed.
And distributions from the trust to
the grandson in 2010 also would not
be subject to GST tax even if the rule
of Section 2653(a) does not apply,
because they would then be taxable
distributions, another type of gener-
ation-skipping transfer with respect
to which, in 2010, no tax is imposed.

But unless the change-transferor
rule applies in the future, the distrib-

-ution from the trust to the grandson

at 25, when under current law the
GST tax will have been restored,
would be a taxable termination and
subject to GST tax. Such a construc-
tion would make taxpayers who
make GSTs in trust in 2010 worse off
than they were in 2009, except for the
one year without GST tax. This then
raises the question of the meaning of
the EGTRRA section 901(b) sunset
provision, which states that the Code
is to be applied after 2010 as if the
provisions of EGTRRA “had never
been enacted.” That language can
possibly be construed to mean that
the change-transferor rule applies in
2011 and going forward, because it
certainly would have applied to a di-

rect skip in trust if EGTRRA had
never been enacted.

So, in addition to the risk of a
retroactive reinstatement of the GST
tax, there is a risk if a taxable distrib-
ution or taxable termination is made
in a later year. If, however, one be-
lieves that Section 2653(a) would ap-
ply in 2011 and thereafter, then it
would be preferable to make the dis-
tribution to a trust for the most re-
mote generation of living descen-
dants, such as great-grandchildren.
In fact, if the only beneficiaries of the
trust to which the distribution may
be made are great-grandchildren for
at least some period, then potentially
children and grandchildren could
later become trust beneficiaries with-
out changing the fact that someone
in the grandchildren’s generation is
treated as the transferor.

. The executor, app.a,repily, need

,nbt make an .aﬂijﬁétive

- allocation or fivle._:éjtligtljrn if the

- FMV at death for carr

 property does not exceed $1.3
million. .~ .,

rryover hasis

The reason that appears to occur
is the definition of skip person un-
der Section 2613, which includes a
trust if all interests in the trust are
held by skip persons, and under Sec-
tion 2652(c) an interest in a trust
generally requires a present interest,
even though discretionary. By defin-
ition, only great-grandchildren
would have an “interest” in the trust
at the time of creation, causing the
“transferor” of the trust to move
down to the level of a grandchild.
Subsequent reintroduction of high-
er-generation beneficiaries would
not seem to change that result, with
the consequence that distributions
to great-grandchildren and any
more senior skip generation would
never become subject to GST tax.

It seems the “risk” with respect to
the retroactive reintroduction of
GST tax is no greater if the distribu-
tion is made to a trust for great-
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grandchildren rather than grand-
children. In either event, only one
GST tax would be imposed if the
pre-2010 GST tax system were
retroactively adopted.

GST-tax-free gifts to skip persons.
Another possibility is for an individ-
ual to make gifts in 2010 to descen-
dants more remote than children.
Under Section 2664, these direct
skips are not subject to GST tax al-
though they would be subject to gift
tax. These transfers may perhaps
suffer less from the prospect of po-
tential retroactive reinstatement of
the tax. But that risk is likely too
much for most clients to accept—es-
pecially because if transfer taxes
were retroactively applied, the total
tax could exceed 110% of the trans-
fer,i.e.,a 45% GST tax and a 45%
gift tax on both the gift and the GST
tax under Section 2515.

Lifetime “reverse” QTIP trusts. A
“relatively safe” step for an individ-
ual who is married may be to create
a lifetime QTIP trust in 2010 for his
or her spouse who is a U.S. citizen.
By making the election under Sec-
tion 2523(f), transfers to the trust
will qualify for the gift tax marital
deduction and not be subject to gift
tax. Of course, such a trust, if the
beneficiary spouse dies when the es-
tate tax is back in effect, will be in-
cluded in his or her gross estate for
federal estate tax purposes under
Section 2044. Because the trust
would be included in his or her es-
tate, the beneficiary spouse would be
treated as the transferor of the trust
property for GST tax purposes,
which could result in a GST tax if the
GST tax is back in effect when the
beneficiary spouse dies.10s

But the beneficiary spouse will
not be treated as the transferor for
GST tax purposes if the grantor
spouse makes the reverse QTIP elec-
tion for GST tax purposes pursuant

105 See Section 2652.

106 See  generally Blattmachr, “Selected
Planning and Drafting Aspects of Genera-
tion-Skipping Transfer Taxation,” The Chase
Review (Spring 1996).

107 See Reg. 26.2632-1(b)(4)i)(A).

108 See Sections 2631 and 2642.

to Section 2652(a)(3).198 It seems
that such a reverse election may be
made in 2010 because, as mentioned
above, Chapter 13 is not repealed for
2010—it is just made inapplicable to
any generation-skipping transfer
this year, and neither the transfer to
the QTIP trust nor the making of
the reverse QTIP election constitutes
or involves a generation-skipping
transfer as defined in Section 2612.

Practmoners are Gg.uiféined not
: a'lie action on the premise
ction 2511(c) prevents any
ansfer to a wholly
trust from being a
ted gift.

If it develops that the reverse
QTIP election may not be made or
that, even if made, the QTIP trust is
not exempt from the GST tax, there
seems to be little downside as long as
the spouse creating the lifetime
QTIP trust is “comfortable” in creat-
ing such a trust for his or her spouse.
And if the election is permitted and
Chapter 13 is restored, it seems the
grantor spouse would be able to
make a late allocation of GST ex-
emption, which may restore some of
the GST benefits.107

Is there any GST exemption this
year? Itis not clear whether a trust
created in 2010, such as a QTIP trust
even if the transferor makes the re-
verse QTIP election, would be ex-
empt from GST tax. Although the
ability to create a lifetime QTIP trust
for one’s spouse and make the re-
verse QTIP election has been avail-
able since 1986 when the current
Chapter 13 became effective, it
avoided GST tax only if the grantor
spouse also allocated GST exemp-
tion to the trust. And, it seems that
in 2010 the grantor spouse has no
GST exemption to allocate because
Section 2631(a) cross-references
Section 2010(c) and there is no
amount for the year 2010 in Section
2010(c).

This, in turn, raises the question
of whether an individual could cre-
ate a generation-skipping trust this
year for his or her family and make
it exempt from GST tax. For exam-
ple, an individual might create a
long-term trust for his or her spouse
and/or for more remote descen-
dants. Such a trust might be subject
to gift tax but arguably would be ex-
empt from GST tax. Prior to 2010, an
individual could create such a GST-
tax-exempt trust by allocating suffi-
cient GST exemption to it (up to
$3.5 million in 2009).19% No one
would appear to have any GST ex-
emption in 2010, however. Under
Section 2631(c), the GST exemption
amount for any year is equal to the
applicable exclusion amount for es-
tate tax purposes under Section
2010(c). And there is no applicable
exclusion amount for the year 2010
under Section 2010(c), so it seems
the GST exemption for 2010 has fall-
en to zero. It seems unfair to prevent
individuals from creating GST-tax-
exempt trusts in 2010 when they
could be created in prior years and
presumably in 2011 and thereafter.

Substantial uncertainty. Unfortu-
nately, and especially taking into ac-
count that the GST tax might be re-
instated retroactive to the beginning
of 2010, it appears that there is sig-
nificant uncertainty as to whether or
how the GST tax rules will apply, es-
pecially for years after 2010. It may
be “safer” to wait until Congress ad-
journs in 2010 and see what (if any-
thing) has been done. If Congress
has not reinstated the GST tax, ac-
tion might be taken—such as mak-
ing taxable distributions or taxable
terminations—with the expectation
that a new Congress would not likely
enact a law after 2010 that would re-
instate the tax for transfers in 2010.
That possibly still could happen,
however. In addition, it may be that
Congress will reintroduce the tax in
2010 retroactive to the date a bill to
do so was introduced, rather than to
January 1. If clients delay taking ac-
tion while waiting to see what Con-
gress would do, the opportunity to
make tax-free transfers might disap-
pear.
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Conditional or formula distribu-
tions? Perhaps a trustee making a
taxable distribution or taxable termi-
nation could make it “conditional” so
it would be “recalled” if it would be
subject to tax by a retroactive reen-
actment of the GST tax. The IRS,
however, might contend that the ef-
fect of the condition (e.g., having the
distributed property returned to the
trust if the distribution would be sub-
ject to GST tax) should be ignored as
a condition subsequent under the
doctrine of Procter, 142 F.2d 824, 32
AFTR 750 (CA-4, 1944), cert. den.,
thereby rendering the condition void
as against public policy. Although the
Tax Court in Estate of Petter, TCM
2009-280, seems to have limited the
application of Procter, it is uncertain
whether Procter would apply with re-
spect to a retroactive reenactment of
the GST tax. Nevertheless, in the cir-
cumstance where formulas are neces-
sitated by the uncertain state of the
tax law, the use of a formula would
not appear to constitute “trifling with
the judicial process” as proscribed by
Procter.

Alternatively, the trustee or an in-
dividual could make a “formula” dis-
tribution or gift such as the follow-
ing:

The trustee/l hereby distribute
from this trust/give to [the skip-person
beneficiary] the lesser of (1) {amount
desired to be distributed] or (2) that
fractional share of the trust estate/my
interest in XYZ the numerator of
which is the largest amount that can
be distributed/given to the beneficiary
without the imposition of any federal
generation-skipping transfer tax (in-
cluding without the imposition of any
federal generation-skipping transfer
tax that is retroactively reinstated to
apply to this distribution/gift), and the
denominator of which is equal to the
fair market value as finally determined
for federal tax purposes of the trust
estate/my interest in XYZ.

Nevertheless, it seems likely the
IRS might contend nothing was dis-
tributed or, alternatively, the Procter
doctrine has been violated.

Do ETIPs end? Under Section 2642
(f), known as the “estate tax inclusion
period” (ETIP) rules, an allocation of
GST exemption is “suspended” dur-
ing any period that the value of the
property transferred during lifetime

would be included in the transferor’s
federal gross estate (other than by
reason of Section 2035). Because the
federal estate tax is not applicable to
decedents dying in 2010, it is possible
that the ETIP period for any lifetime
transfer before 2010 has now closed
and any previous allocation of the ex-
emption is effective.

It would seem, however, that no
automatic allocation could take ef-
fect in 2010 because no GST exemp-
tion appears to be available in 2010.
Therefore, since it is unlikely that an
individual would have affirmatively
allocated GST exemption to a trust
with an ETIP, perhaps the close of
the ETIP period in 2010 has no
practical consequence. Nevertheless,
that result is uncertain, as many
matters with respect to the GST tax
currently are.

What about transfers to Section
2642(c) trusts? Under the law be-
fore 2010, Section 2642(c) permitted
certain transfers of property that
qualified for the gift tax annual ex-
clusion under Section 2503(b) to
satisfy the definition of a nontaxable
gift, with the result that the transfer
has a zero inclusion ratio for GST
tax purposes. If certain additional
requirements were met, transfers in
trust could qualify for this special
treatment.

The problem now is that to quali-
fy, the transfer must be a direct skip,
which is a type of generation-skip-
ping transfer. It would appear that
because Section 2642(c) applies to a
generation-skipping transfer, and
Section 2664 says that Chapter 13
does not apply to generation-skip-
ping transfers after 2009, the zero-in-
clusion-ratio rule also does not ap-
ply. This could be problematic even
for transfers to existing Section
2642(c) trusts, not because the trans-
fer would be taxable (because in 2010
the GST tax does not apply) but be-
cause in 2011 and thereafter it is not
clear that the change-transferor rule
of Section 2653(a) would apply.

The consequence, if Section 2653
(a) does not apply, is that distribu-
tions to the skip-person beneficiary
of the trust would be taxable. The
transfer is in effect caught in the

Practice Notes

The first step for practitioners
who do not wish to continue
to put faith exclusively in
Congress’s ability to solve the
complex issues arising from
the EGTRRA sunset provi-
sions—which it has been un-
able to do for eight years—is
to contact clients about the
2010 law changes. A generic
memorandum or an individu-
ally addressed letter or memo
to each client might be used.

A practitioner may wish to
consider inviting clients to
contact his or her firm to make
an appointment to determine
what, if any, steps should be
taken. It seems appropriate
to determine explicitly how
clients whose documents con-
tain word formulas actually
wish to dispose of their prop-
erty if they die when there is
no federal estate tax and no
GST tax, but there is carryover
basis. For those living in state
death tax states, other factors
probably also should be dis-
cussed, including the possibili-
ty of changing domicile.

middle—no zero-inclusion-ratio
rule, and possibly no change-trans-
feror rule. This would appear to be
an unduly harsh result, and perhaps
future legislation or interpretation of
Section 2664 and the sunset provi-
sions will clarify the result. It is a
trap for the unwary, as many clients
may continue to make transfers to
such trusts that were created in prior
years. The safer route would be to
make an outright annual exclusion
gift to the grandchild if that were ap-
propriate under the facts.

What happens in 2011? Several
provisions in Chapter 13 were added
by EGTRRA. As things now stand, in
2011 the provisions under Section
2631(c) dealing with increasing
amounts of GST exemption, Section
2632(c) dealing with deemed alloca-
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tions of GST exemption, Section 2631
(d) dealing with retroactive alloca-
tions of GST exemption, Section 2642
(2)(3) dealing with qualified sever-
ances, and Section 2642(g) providing
relief from late allocations, will sunset
as if never enacted. If no legislative fix
is forthcoming, taxpayers will have to
pay close attention to the need to
make affirmative allocations of GST
exemption in order to obtain the
benefits of any restoration of the GST
exemptionin 2011.

If the sunset takes place and is in-
terpreted to mean that benefits con-
ferred while EGTRRA was in effect
are ignored after 2010, then genera-
tion-skipping trusts created prior to
2010 would have different inclusion
ratios in 2011 than in the years dur-
ing which EGTRRA was in effect by
virtue of the provisions of EGTRRA
providing for (1) deemed allocations
to GST trusts, (2) affirmative alloca-
tions of GST exemption in excess of
$1 million indexed for inflation, (3)
qualified severances, (4) relief under
Section 2642(g), and (5) retroactive
allocations under Section 2632(d).

Potential Planning Opportunities
Notwithstanding the uncertainties,
the possibility that a transfer in trust
in 2010 may avoid the application of
GST tax for all time is enticing.

The best way to take advantage of
that opportunity would appear to be
through the use of formula transfers.
For example, a donor might make a
formula gift to an irrevocable trust
that provides that the amount that
will not be subject to GST tax, cur-
rently or at any time in the future,
will pass to a dynasty trust for de-
scendants and the balance will pass

to the donor’s spouse, a general pow-
er of appointment trust for the
spouse (which will not require an
election as a QTIP would), or chari-
ty. Of course, to the extent the trans-
fer exceeds the donor’s gift tax ex-
emption, the transfer may attract gift
tax, but perhaps only at a 35% rate.

Another alternative would be to
establish a GRAT that provides a
similar formula at the end of the
GRAT term between a dynasty trust
and a distribution outright to the
donor’s children. A “zeroed-out”
charitable lead trust with a similar
formula at the end of the lead term
also might be considered. Of course,
any transfer that does not involve a
GST in 2010 is potentially less effec-
tive than one that does.

One also might consider a gift to
an irrevocable trust that explicitly
permits the trustees or certain adult
beneficiaries to disclaim with the re-
sult that the gift property returns to
the transferor.10® Unfortunately, a
qualified disclaimer under Section
2518 must be made within nine
months of the gift, and we may not
have clarification of the law by that
time.

OTHER CHANGES AND RULES FOR 2010

The legislative history states that
EGTRRA distinguishes between the
imposition of the estate tax on a
decedent dying after 2009 and the
imposition of a special recapture tax
after that date with respect to the es-
tate of a decedent who dies before
2010. The Conference Report states
that the disposition after 2009 of
property for which the estate of a
decedent who died before 2010 was

109 See Rev. Rul. 90-110, 1990-2 CB 209 (hold-
ing a disclaimer by trustees ineffective only
because it was ineffective under state law).
See also Estate of Christiansen, 130 TC 1
(2008), affd 586 F3d 1061, 104 AFTR2d
2008-7352 {CA-8, 2009) (holding a formuia
disclaimer by the beneficiary under a will to
be effective to obtain a charitable deduction
for property devised to charity as a result of
express provisions in the will setting forth
the disposition in the event of a disclaimer),

110 See M. Rep't No. 107-84, 107th Cong., st
Sess., (2001), 147 Cong. Rec. H2773-H2774
(5/25/01).

111 Section 2210(b); EGTRRA section 501(a). On
the rules for QDOTs, see generally Bittker

and Lokken, Federal Taxation of Income,
Estates, & Gifts (Thomson Reuters/VG&L,
2009), 1 129.2.5; Henkel, Estate Planning
and Wealth Preservation: Strategies and
Solutions (Thomson Reuters/WG&L, 2009),
11 62.11; Peschel and Spurgeon, Federal
Taxation of Trusts, Grantors and Beneficiaries
(Thomson Reuters/WG&L, 2009), § 7.10;
Stephens, Maxfield, Lind, Calfee, and Smith,
Federal Estate and Gift Taxation, Eighth
Edition (Thomson Reuters/WG&L, 2009),
1 5.08A; Spieiman, U.S. International Estate
Planning (Thomson Reuters/WG&L, 2009),
11 10.04; Westfall and Mair, Estate Planning
Law and Taxation, Fourth Edition {Thomson
Reuters/WG&L, 2009), § 16.01.

allowed the tax benefits of special-
use valuation (Section 2032A), the
deduction for interests in qualified
family-owned businesses (Section
2057), or deferral of estate taxes at-
tributable to a business interest (Sec-
tion 6166), still will result in the re-
capture of the previous estate tax
benefits, to the extent provided un-
der pre-EGTRRA law.110 The repeal
of the estate tax will not prevent the
imposition of these recapture taxes.

It seems the 'ris f
retroactive return _
. no greater if the distribution is

. made to a trust for great-
. grandchildren rather than
grandchildren. :

For example, assume that a dece-
dent died on 1/2/07 and that an in-
terest in real estate she owned and
used as part of her farm was valued
by her estate under the special-use
valuation rules of Section 2032A.
Under that section, if the property
ceases to be used as a family farm or
business within ten years after the
decedent’s death, an additional estate
tax will be imposed, to recapture the
estate taxes saved by the special-use
valuation election. The decedent’s
family ceases to use the farm as a
family farm in 2010, three years after
the decedent’s death. The recapture
tax is imposed with respect to the
decedent’s estate, even though the
cessation of the use of the property
as a family farm or business oc-
curred in 2010.

The estate tax also will continue
to be imposed after 2009 in certain
instances with respect to QDOTs
created for the benefit of a nonciti-
zen surviving spouse, where the
spouse whose will or trust created
the QDOT died before 2010.111 The
estate tax will be imposed with re-
spect to an estate of a decedent dy-
ing after 2009 in the following two
situations:

1. On any distribution after 2009
and before 2021, from a QDOT, be-
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fore the date of the death of the
noncitizen surviving spouse.

2.0n the value of the property
remaining in a QDOT on the date of
death of the noncitizen surviving
spouse if such surviving spouse dies
before 2010.

ESTATE ADMINISTRATION
FOR 2010 DECEDENTS

The regime of no estate or GST tax
and carryover basis presents new
challenges in administering the es-
tates of those who die in 2010. It may
involve construction of instruments
and certainly will mean new chal-
lenges in finding information about
the adjusted basis of the decedent’s
assets.

The threat that the estate tax
might be retroactively reinstated
also complicates the administration.
For example, under the 2009 rules,
the executor or trustee might have
decided to sell assets soon after
death to ensure adequate cash to pay
estate tax, debts, and expenses—es-
pecially if the estate or trust held
highly volatile assets. Now, an execu-
tor or trustee who needs or desires
to liquidate some or all of the dece-
dent’s low-basis assets soon after the
decedent’s death, in order to effect a
diversification of the estate or trust
investments or to raise cash to pay
expenses and state or foreign death
taxes or to facilitate distribution, will
need to consider the recognition of
capital gains because of a low carry-
over basis. Some fiduciaries may de-
cide to buy a collar to protect the
value of significant blocks of stock,
while they wait to see if the estate tax
is going to be reinstated. Other as-
sets, such as works of art and real es-
tate, cannot be so easily protected.

In almost all estates, considera-
tion of disclaimers may make good
sense in 2010. For example, if the
will or revocable trust is construed
to mean the entire estate passes to
the surviving spouse, it may be best
for the spouse to disclaim all or a
portion of the property, particularly
if the disclaimed assets will pass to a
credit-shelter trust of which he or
she is a beneficiary. Such a dis-

claimer will not cause the credit-
shelter trust to be included in the
spouse’s gross estate when the feder-
al estate tax is back in effect. Such a
disclaimer would likely also make
good sense even if there is no federal
estate tax in effect, as long as the
spouse continues to receive enough
assets to take full advantage of the
spousal basis adjustment in the
decedent’s estate. Because Congress
may retroactively reinstate the estate
tax, however, the disclaimer should
not be of so large an amount that it
would cause the estate to be subject
to tax.

: Any transfer that does not involve
-aGSTin 2010 is potentially less
“effective than one that does.

The need for and utility of any
disclaimer by a spouse or by other
beneficiaries will depend on the
proper construction of the formula
clauses in the decedent’s will or
trust. The fiduciary should bring a
suit to construe the will or trust
promptly after the decedent’s death,
if there is any question whatsoever
regarding the meaning of the formu-
la clause in light of the absence of
the estate or GST tax. A local court’s
determination of the meaning of the
instrument will not be binding on
the IRS or the federal courts, as not-
ed earlier, unless it is the highest
court of the state, but such lower
court holdings are given due regard.
Thus, if the opinions of the trial
court are consistent with (or at least
not inconsistent with) applicable
state law, they generally should be
followed by the Service.112

A disclaimer also could be draft-
ed to disclaim “the largest amount
that would pass free of federal estate
tax with respect to the decedent’s es-
tate (whether applicable on the date
of death or enacted after the date of
death and applying retroactively to
the decedent’s estate).” Such a dis-
claimer should be qualified, al-
though it raises a problem for the
fiduciary who needs to distribute the

assets, because the application of any
retroactive statute may be uncertain
for several years while the issues are
litigated.

RETROACTIVE REINSTATEMENT
The Democratic leadership in both
the House and the Senate have ex-
pressed a desire to reinstate the es-
tate and GST taxes early in 2010, and
to do so retroactively, to eliminate a
period of effective repeal. Retroac-
tive reimposition of these taxes will
face legal challenges based on claims
of unconstitutionality, but ultimately
retroactivity should be permitted.

The Supreme Court has repeated-
ly upheld retroactive changes in the
tax laws, where such retroactivity is
“confined to short and limited peri-
ods required by the practicalities of
producing national legislation.”113
Generally, due process permits retro-
active tax legislation if the retroactiv-
ity serves a “rational legislative pur-
pose.”114

In Carlton, 512 U.S. 26, 73
AFTR2d 94-2198 (1994), rev’g 972
E2d 1051,70 AFTR2d 92-6199 (CA-
9,1992), the Supreme Court rejected
a due process challenge to a retroac-
tive elimination of an unintended
loophole. TRA ’86, enacted 10/22/86,
included an estate tax deduction for
one-half the proceeds of “any sale of
employer securities by the executor of
an estate” to an ESOP. On 12/10/86,

112 Some state legislatures are likely to pass
laws stating how to construe a will or trust
formula clause in 2010, and such laws
almost always will be binding on the IRS and
the federal courts. Not many states are like-
ly to accomplish that this year, however.

113 Carlton, §12 U.S. 26, 73 AFTR2d 94-2198
{1994); see also Hemme, 476 U.S. 558, 58
AFTR2d 86-6320 (1986); Darusmont, 449
U.S. 292, 47 AFTR2d 81-519 {1981); Welch v.
Henry, 305 U.S. 134, 21 AFTR 973 (1938);
Hudson, 299 U.S. 498, 18 AFTR 628 (1937);
Milliken, 283 U.S. 15, 9 AFTR 993 (1931);
and Cooper, 280 U.S. 409, 8 AFTR 10270
(1930). See also similar opinions from lower
courts in NationsBank of Texas, 84 AFTR2d
99-5001 (Fed. Cl. Ct., 1999); Kane, 942 F
Supp. 233, 78 AFTR2d 96-6400 (DC Pa,,
1996), affd 118 F3d 1576, 80 AFTR2d 97-
5141 (CA-3, 1997); Quarty, 170 F.3d 961, 83
AFTR2d 99-1562 (CA-9, 1999). See also dis-
cussions in Stephens, Maxfield, Lind, Calfee
and Smith, supra note 111, 1 2.01(3];
Westfall and Mair, supra note 111, { 9.02.

114 Carlton, supra note 113.
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Carlton, as executor, bought for the
estate 1.5 million shares of MCI
Communications for $11,206,000,
and two days later sold the stock (at a
loss of 42¢ per share) to the MCI
ESOP, deducting $5,287,000 (one-
half of the sales price) on the dece-
dent’s estate tax return.

On 12/22/87, Congress retroac-
tively amended the Code to limit the
deduction to securities that were “di-
rectly owned” by the decedent “im-
mediately before death.” The amend-
ment applied retroactively, as if it
were incorporated in the original
TRA ’86 provision.

Carlton challenged the amend-
ment on the grounds that its retro-
activity violated the Due Process
Clause. The district court granted
summary judgment for the IRS, but
a divided Ninth Circuit reversed,
holding that such application was
rendered unduly harsh and oppres-
sive, and therefore unconstitutional,
The Ninth Circuit stressed Carlton’s
lack of notice that the rule would be
retroactively amended and his rea-
sonable and detrimental reliance on
the pre-amendment law.

The Supreme Court reversed and
upheld the statute, without dissent
(although with two concurring
opinions reflecting the views of
three justices). The Court stated that
a retroactive law is constitutionally
valid if (a) the government shows
that the statute has a rational legisla-
tive purpose and is not arbitrary and
irrational, and (b) the period of
retroactivity is “modest.”

The Court held that the amend-
ment’s retroactive application was
rationally related to the legitimate
legislative purpose of closing an un-
intended loophole that would result
in revenue losses, and that the peri-
od of retroactivity (14 months) was
modest and consistent with the time
requirements inherent in enacting
national tax legislation.

Justice Scalia wrote a concurring
opinion, in which Justice Thomas
joined, agreeing that the statute

NOTES

115 Quarty, supra note 113, quoting Darusmont,
supra note 113 (itself quoting Cohan, 39 F2d
540, 8 AFTR 10552 (CA-2, 1930) (Learned
Hand, J.)).

should be sustained, notwithstand-
ing its retroactivity, but strongly
criticizing the analysis that the ma-
jority had used. Justice Scalia started
strongly, stating:

“If I thought that ‘substantive due
process’ were a constitutional right
rather than an oxymoron, I would
think it violated by bait-and-switch
taxation. Although there is not much
precision in the concept ““harsh and
oppressive,” which is what the Court
has adopted as its test of substantive
due process unconstitutionality in
the field of retroactive tax legislation,
... surely it would cover a retroactive
amendment that cost a taxpayer who
relied on the original statute’s clear
meaning over $600,000.... [H]ere the
amendment “without notice, ... gives
a different and more oppressive legal
effect to conduct undertaken before
enactment of the statute.” (Citations
omitted.)

Justice Scalia was not impressed
(at least not favorably) by the major-
ity’s characterization of the estate
tax amendment as merely “a curative
measure,” nor was he inclined to ac-
cept the “post-legislation legislative
history (another oxymoron) to show
that, despite the uncontested plain
meaning of the statute, Congress
never meant it to apply to stock that
was not owned by the decedent at
the time of death.” He believed that,
whether Congress had treated a citi-
zen oppressively should not depend
on whether the oppression was, after
all, only a “curing” of an earlier error.

More important, Justice Scalia re-
jected the majority’s distinguishing
of the earlier cases on retroactivity
based on the fact that they involved
the imposition of new taxes, rather
than a change in tax rates. He char-
acterized the elimination of a specif-
ically promised tax break that was to
have been a reward for costly action,
after the action has been taken, as
being more harsh and oppressive
than merely imposing a new tax on
past actions. He then stated that:

“The reasoning the Court applies
to uphold the statute in this case
guarantees that all retroactive tax
laws will henceforth be valid. To pass
constitutional muster the retroactive
aspects of the statute need only be

‘rationally related to a legitimate leg-
islative purpose. ... Revenue raising
is certainly a legitimate legislative
purpose, see U.S. Const., Art. I, sec-
tion 8, cl. 1, and any law that retroac-
tively adds a tax, removes a deduc-
tion, or increases a rate rationally
furthers that goal. I welcome this
recognition that the Due Process
Clause does not prevent retroactive
taxes, since I believe that the Due
Process Clause guarantees no sub-
stantive rights, but only (as it says)
process....” (Citations omitted; em-
Pphasis in original.)

Carlton, even considering Justice
Scalia’s scathing concurring opinion,
strongly suggests that any challenge
to a 2010 retroactive reinstatement of
the estate and GST taxes would be
unsuccessful, but there is one area in
which the reinstatement of the estate
and GST taxes differs from the cura-
tive provision at issue in Carlton. The
Ninth Circuit’s decision in Carlton
relied in part on two older Supreme
Court decisions— Blodgett v. Holden,
275 U.S. 142,6 AFTR 8003 (1927),
and Untermyer v. Anderson, 276 U.S.
440, 6 AFTR 7789 (1928)—which
had rejected retroactive imposition
of the first federal gift tax. The
Supreme Court rejected the rele-
vance of these cases, stating that they
“were decided during an era charac-
terized by exacting review of eco-
nomic legislation under an approach
that ‘has long since been discarded.”

More important, the Court in
Carlton also stated that “Blodgett
and Untermyer, which involved the
Nation’s first gift tax, essentially have
been limited to situations involving
‘the creation of a wholly new tax,
and their ‘authority is of limited val-
ue in assessing the constitutionality
of subsequent amendments that
bring about certain changes in oper-
ation of the tax laws.” (Citations
omitted.)

As the Ninth Circuit stated in a
later case, the law distinguishes be-
tween the imposition of a wholly new
tax and changes in an extant tax, be-
cause the Constitution does not ap-
prove of the imposition of a new tax
when the taxpayer has “no reason to
suppose that any transactions of the
sort will be taxed at all.”115
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Reasonable minds may differ on
whether the re-adoption of the es-
tate and GST taxes constitutes the
“creation of a wholly new tax.” The
government would certainly argue
that reenacting an estate tax that
dates to the First World War and a
GST tax that has been in place for
over 30 years should be distin-
guished from enacting the nation’s
first tax on lifetime donative trans-
fers. Nonetheless, a reasonable argu-
ment can be made that the critical
issue is the imposition of a new tax
on a closed transaction, and that
there are few ways to close a transac-
tion more firmly than death.116

There are, however, serious ques-
tions of fairness in such a retroactive
reinstatement, which could temper
the legislative desire to avoid having
any period in which there was no es-
tate or GST tax. For example, the
trustee of a trust that is not exempt
from GST tax might make a distrib-
ution to a skip person in 2010 when
Section 2664 states that there will be
no such tax in effect. That affirma-
tive action in reliance on the law as it
existed when the distribution was
made makes a retroactive reintro-
duction of the GST tax seem unfair
and harsh. Congress, to eliminate
such a politically unfavorable ap-
pearance of unfairness, might per-
mit the trustee to reacquire the dis-
tributed property and thereby avoid
the retroactively imposed tax. A sim-
ilar relief was afforded under Section
2055(e)(3)(]), where the grantor of a
charitable remainder trust may de-
clare it null and void ab initio if it
fails to provide for the value of the
remainder to be at least 10% of the
value of the property contributed to
the trust, even though such a decla-
ration presumably would cause the
charity to lose what would be a vest-
ed property interest in the remain-
der in the trust.

Often, when Congress plans to
retroactively change the tax law, the
chairs of the tax-writing committees
issue a statement warning taxpayers
not to rely on the current state of the
law. Congressional staff members
from the House Ways and Means
Committee and the Senate Finance
Committee confirmed on 12/31/09

that no joint letter of this nature was
forthcoming, because the lawmakers
could not agree on how best to pro-
ceed with the estate and GST tax-
es. 117

Practitioners should caution their
clients about the chance of retroac-
tive reimposition of an estate and
GST taxes, but they also should con-
sider taking advantage of planning
opportunities that may exist during
the hiatus, particularly where there
would be limited downside risk
from doing so.

Some practitioners recognized
the possibility that a client might die
in a year without federal estate tax
and addressed this in the client’s
documents, but it is unlikely that
anyone anticipated a year both with-
out estate tax and with the possibili-
ty that the federal government might
retroactively reinstate the tax. A will
or revocable trust of a married indi-
vidual, who otherwise would have
divided his or her residuary estate
into credit-shelter and optimum
marital deduction portions, might
have stated, “If I die when there is no
federal estate tax applicable to my
estate, I give my residuary estate to
the Trustee of Credit-Shelter Trust
hereunder” If he or she died today,
there would be no federal estate tax
applicable and so the residuary es-
tate would pass to the credit-shelter
trust. It is unclear, however, what will
happen if Congress retroactively re-
instates the tax so the estate is sub-
ject to estate tax.

The correct construction of such
a will or revocable trust may be that
the residuary estate passes into the
credit-shelter trust, and the entire
estate will be subject to federal estate
tax unless that trust is in a form that
qualifies for the marital deduction.
The better construction is that the
phrase “if I die when there is no fed-
eral estate tax applicable” means “if I
die when there is no federal estate
tax applicable including no retroac-
tive reenactment of such tax.” In
preparing new or amending existing
wills and trusts, that probably
should be expressly stated.

Alternatively, the will or revoca-
ble trust could state that if the feder-
al estate tax is not applicable at

death, all property passes to a QTIP
trust for the surviving spouse with
an express provision that a dis-
claimer by the surviving spouse will
fund the credit-shelter trust (but
eliminating any power of appoint-
ment over the credit-shelter trust as
to the disclaimed property). The risk
of this approach is that the most effi-
cient tax disposition, if repeal re-
mains in effect, will require a spousal
disclaimer. If the estate tax is retro-
actively reinstated, however, then ei-
ther the formula would fund the
credit-shelter trust retroactively in
the usual fashion, or it could be
funded by disclaimer, but there is no
risk that the disposition would pro-
duce an inadvertent estate tax on a
retroactive reinstatement of the es-
tate tax due to a failed qualification
for a marital deduction.

CONCLUSION

It is amazing to think that we can re-
main certain only about death but
not taxes. Still, the public perception
of a windfall is widely overstated. In-
stead, we seem to have many more
pitfalls for taxpayers and practition-
ers than planning opportunities.
This result occurs primarily because
of the hasty penning of the sunset
provisions of EGTRRA that appear
to say “as you were” but not quite.
The married taxpayer may have the
greatest flexibility to plan for the un-
certainty created by a year of trans-
fer tax law with which no one ever
expected to contend. The ability to
put in place a spousal QTIP trust
that may qualify for a marital deduc-
tion by an election that will not need
to be made until 2011 permits a
married taxpayer to put off the need
to determine whether the trust will
or will not produce a gift or estate
tax until such time that taxpayers
should know what the state of the
law in fact is. Estate planners are liv-
ing in a most interesting time. W

116 For further discussion of this issue see
Gans, "Retroactive Estate Tax: Can it Be
Made Constitutional?,” 2010 TNT 7-8
{1/11/10).

117 BNA Daily Tax Report, 1/5/09, page G-1.
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IRS Rules Self-Settlied
Alaska Trust Will Not Be in
Grantor’s Estate

A significant new letter ruling, Ltr. Rul. 200944002, enables planners to
provide clients with a strategy that offers not only asset protection,
but significant potential estate tax savings and other advantages.

GIDEON ROTHSCHILD, DOUGLAS J. BLATTMACHR,
MITCHELL M. GANS, AND JONATHAN G. BLATTMACHR

ntil 1997, it appeared that,

under the law of all American

states, any trust an individual

created or “settled” for him-
self or herself (a so-called self-set-
tled trust) was permanently sub-
ject to the claims of creditors of
the grantor regardless of the moti-
vation for creating the trust and even
if the grantor was merely eligible
and not entitled to receive distri-
butions from the trust in the dis-
cretion of an independent trustee.!
For example, section 58 of the
Restatement (Third) of Trusts pro-
vides that a self-settled trust is per-
manently subject to the claims of
the grantor’s creditors.2 On
4/1/1997, Alaska adopted a statute
(AS 34.40.110) which provides that,
if a trust contains a transfer restric-
tion, it is not subject to the claims
of the grantor’s creditors unless
(1) the grantor may revoke or ter-
minate the trust, (2) the grantor
intends when the transfer of prop-
erty is made to the trust to defraud
a creditor, (3) the grantor is in

default of child support payments
by 30 or more days, or (4) the trust
requires that income or corpus be
distributed to the grantor.

IRC Section 2036(a)(1) has pro-
vided since 1931 that a decedent’s
gross estate includes property he
or she has transferred in trust or
otherwise during liferime other than
for full and adequate consideration
in money or money’s worth if the
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of, among other publications, Asset Protection Plan-
ning, BNA Tax Mgmt. Portfolio 810-2d. DOUGLAS J.
BLATTMACHR is Chairperson and CEQ of the Alaska
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estate planning topics. MITCHELL M. GANS is a
professor at Hofstra Law School in Hempstead, New
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co-author with Jonathan Blattmachr of The Circular
230 Deskbook published by the Practising Law Insti-
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Alaska Trust Act and co-developer of Wealth Trans-
fer Planning, a computer system for lawyers. Copy-
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decedent retained the right to the
income from that property. The
right to the income need not be
express but may be implied and
need not be legally enforceable.s
For example, if there is an implied
understanding between the grantor
and the trustee that the trustee will
distribute property to the grantor,
the trust will be included in the
grantor’s estate.

The tax law follows creditors’
rights with respect to the gift and
estate taxation of a self-settled trust.
In other words, if an individual cre-
ates a self-settled trust in a juris-
diction where his or her creditors
may attach the trust assets, the trans-
fer to the trust is an incomplete
gift (and, therefore, not subject to
gift tax) and the trust is included
in his or her estate, even if the set-
tlor did not retain the right to the
income and did not have an under-
standing that he or she would receive
distributions from the trust.s Thus,
the mere fact that the grantor’s cred-
itors may attach the trust assets is




sufficient to cause the trust to be
included in his or her estate.s

A transfer is incomplete for fed-
eral gift tax purposes if the grantor
retains sufficient “dominion and
control™ over the property within
the meaning of Reg. 25.2511-2(b).7
As discussed in more detail below,
the power conferred under local law
upon the grantor to be able to rel-
egate his or her creditors to the
assets of the trust prevents the trans-
fer to the trust from being complete
because the grantor has retained
sufficient dominion and control
over the transferred property.

Among other IRC provisions,
property transferred during life may
also be included in the transferor’s
estate if the grantor at death holds
the power (i.e., a legally enforceable
right) to control the beneficial enjoy-
ment of the trust property.t Both
Sections 2038(a) and 2036(a) have
been used to cause a self-settled trust
whose assets are subject to the claims
of the grantor’s creditors to be
included in the grantor’s estate.

Creditors’ claims

Aren’t all transfers potentially sub-
ject to creditors’ claims? Any trans-
fer made by an individual with
actual intent to delay, hinder or
defraud creditors (a so-called fraud-
ulent transfer) is subject to the
claims of his or her existing or rea-
sonably foreseeable future credi-
tors, whether the transfer is in trust
or outright.1e Hence, if an indi-
vidual transfers property directly
to his or her spouse or child with
such an intent, the transferor’s cred-
itors may attach the property to
pay their claims.

Whenever an individual transfers
property, it may subsequently be
determined to be a fraudulent trans-
fer. Because the property so fraud-
ulently transferred is subject to the
claims of the transferor’s creditors,
it might be argued that it is not sub-

ject to gift tax. Indeed, whenever a
transfer during life is made, it is pos-
sible that some creditor will be able
to prove in some court having juris-
diction over the property and/or the
transferor that it was a fraudulent
transfer. In some cases, the statute
of limitations against a claim of a
fraudulent transfer does not begin
to run until the transfer is discov-
ered by the creditor.’* That means
that any lifetime transfer is poten-
tially subject to the claims of the
transferor’s creditors at any time.
But that mere possibility is insuffi-
cient to render the transfer incom-
plete for gift tax purposes or to cause
the property to be included in the
transferor’s estate.

Ltr. Rul.
200944002

seems completely
consistent with
the official
position of the IRS.

IRS test: Ability to relegate credi-
tors to the trust assets. The IRS
appears to have developed a test to
determine if a transfer is incomplete
for federal estate and gift tax pur-
poses. With respect to transfers to
trusts, the IRS has officially ruled
that the transfer is incomplete (and,
therefore, not subject to gift tax) if
the law governing the trust provides

that the creditors of the grantor may
° HIRAYRL B g R S T MR T M et S e
1 Almost all states contain exceptions. For
instance, under the law of almost all but not
all states. individual retirement accounts
("IRAs") are exempt ‘rom claims of creditors
of the-owner even if ir the form of a trust. See,
e.g.. New York Estates, Powers & Trusts Law
7-3.1 (complete protection): cf. Cal. Civ. Proc.
Code § 704.115 (protection limited to the
extent reasonably necessary for support).
Virtually the identical rule was contained in
the Restatement (Second) of Trusts § 156.
3 See, e.g., Reg. 20.2036-1(c)(1)(i).

See, e.g., Estate of Skinner, 316 F.2d 517,
11 AFTR2d 1855 (CA-3, 1963).

Rev. Rul. 76-103, 1976-1 CB 293.

See, e.g., Paolozzi, 23 TC 182 (1954), acq.
1962-1 CB 4 (transfer to the trust incom-
plete because grantor’s creditors could attach
the trust property), and Estate of Paxton, 86
TC 785, 818 (1986) (value of corpus of self-
settled trust included in grantor's estate
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attach the trust property. For exam-
ple, in Rev. Rul. 76-103,12 the IRS
stated with respect to a self-settled
trust under which the trustee could,
but was not required to, distribute
income and principal to the grantor:

The trust was created in State X
and has been administered under
the laws of that State from the date
of the transfer.* ** Under the law
of State X, the trust is a “discre-
tionary trust” and the entire prop-
erty of the trust may be subjected
to the claims of the grantor’s cred-
itors, whenever such claims may
arise.*** in the instant case, the
grantor’s transfer of property to
the trust does not constitute a com-
pleted gift for Federal gift tax pur-
poses. *** If and when the grantor’s
dominion and control of the trust
assets ceases, such as by the trustee’s
decision to move the situs of the
trust to a State where the grantor’s
creditors cannot reach the trust
assets, then the gift is complete for
Federal gift tax purposes under the
rules set forth in section 25.2511-
2 of the regulations....Furthermore,
if the grantor dies before the gift
becomes complete, the date of
death value of the trust corpus will
be includible in the grantor’s gross
estate, for Federal estare tax pur-
poses, under section 2038 of the
Code because of the grantor’s
retained power to, in effect, ter-
minate the trust by relegating the
grantor’s creditors to the entire
property of the trust. The reason
the transfer is regarded as incom-
plete is because the grantor, in such
a case, may “relegate” his or her
creditors to the assets of the trust.
(Emphasis added.)

AR “ it

because the grantor's creditors could reach

the income and corpus of the trust).
This Reg. states, "As to any property, or
part thereof or interest therein, of which the
donor has so parted with dominion and con-
trol as to leave in him no power to change its
disposition, whether for his own benefit or
far the benefit of another, the gift is com-
plete.”

See Section 2036(a)(2); Section 2038.

See, e.g., Rev. Rul. 76-103, supra note 5 (last

senterice); Estate of Paxton, 86 TC at 818.

¢ See, e.g., Unitorm Fraudulent Transfer Act
§ 4(a)(1).

"1 See, e.g., Fla. Stat. 726.110, providing that
a creditor can challenge as fraudulent an asset
transfer to avoid pre-existing creditors for one
year after the transfer was or could reason-
ably have been discovered by the creditor
under certain conditions.

12 1976-1 CB 293.
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However, if the grantor has a
mere expectancy that he or she might
receive distributions from the trust,
then the gift is complete, In Rev. Rul.
77-378,13 the IRS stated, again with
respect to a self-settled trust:

[Ujnder the applicable state law
the trustee’s decision whether to
distribute trust assets to the grantor
is entirely voluntary. The grantor
cannot require that any of the
trust’s assets be distributed to the
grantor nor can the creditors of the
grantor reach any of the trust’s
assets. *** |I|f the grantor
retains...a mere expectancy that
the trustee will distribute trust
assets to the grantor rather than
an enforceable interest in the trust,
the expectancy does not prevent
the completion or reduce the value
of the gift. *** Although the
trustee has an unrestricted power
to pay trust assets to the grantor,
the grantor cannot require that any
of the trust’s assets be distributed
to the grantor nor can the grantor
utilize the assets by going into debt
and relegating the grantor’s cred-
itors to the trust. *** Whether the
grantor would enjoy any of the
trust’s assets is dependent entire-
N AN L W e W i L AR 1 A T
1977-2 CB 347.

14 See Estate of Sanford, 308 U.S. 39, 44, 23
AFTR 756 (1939).

15 See Reg. 20.2036-1(a); Estate of Skinner,
supranote 4.
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ly on the uncontrolled discretion
of the trustee. Such a hope or pas-
sive expectancy does not lessen the
value of the property transferred.
Accordingly, the Federal gift tax is
applicable to the entire value of the
property transferred to the trust
by the grantor. (Emphasis added.)
Hence, it seems virtually certain
that whether a transfer to a self-set-
tled trust, under which the grantor is
not entitled but only eligible in the dis-
cretion of the trustee (other than the
grantor) to receive distributions from
the trust, is a completed gift turns on
whether, under the local law that gov-
erns the trust and under which it is
administered, the grantor’s creditors
can attach the assets of the trust. In
other words, if under the local law
that governs the trust and under which
itis administered, the grantor can rel-
egate his or her creditors to the trust
assets, the gift is incomplete. If the
grantor cannot so relegate the credi-
tors, the gift is complete.

Does it fallow the trust is
not in the gross estate?

Estate and gift tax provisions are
to be construed in pari materia or,
in other words, consistently.14 Does
it, therefore, follow that if a self-

settled trust is governed by and
administered in a state where the
grantor’s creditors cannot attach
the trust assets that the trust is
excluded from the grantor’s estate
(assuming it is not included for some
other reason, such as the grantor’s
retention of a power to change the
timing of when beneficiaries of
the trust, other than himself or her-
self, will receive trust property)?
In most cases, a transfer that is
a completed gift in its entirety is not
in the transferor’s estate. But there
are circumstances where estate tax
inclusion will occur even with
respect to property that has been the
subject of a gift completed during
lifetime. For example, a transferor
almost certainly would not retain
sufficient dominion and control over
property to render the gift incom-
plete if the grantor transferred it
to another with an implied under-
standing that the transferor could
continue to use the property unless
the creditors of the grantor could
attach the transferred asset by rea-
son of that understanding. Yet, that
implied understanding is sufficient
to cause the transferred property to
be included in the grantor’s estate.1s
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There is at least one other cir-
cumstance where a transfer of prop-
erty during life is a completed gift but
nonetheless will be in the transfer-
or’s estate. Reg. 25.251 1-2(d) states:

A gift is not considered incom-

plete, however, merely because the

donor reserves the power to
change the manner or time of
enjoyment. Thus, the creation of

a trust the income of which is to

be paid annually to the donee for

a period of years, the corpus being

distributable to him at the end of

the period, and the power reserved

by the donor being limited to a

right to require that, instead of the

income being so payable, it should

be accumulated and distributed

with the corpus to the donee at the

termination of the period, con-
stitutes a completed gift.

Yet, a power to determine the
timing of distributions from a trust
causes the property to be included
in the grantor’s estate. Reg.
20.2038-1(a) provides, in part:

[Sjection 2038 is applicable to a

power reserved by the grantor

of a trust to accumulate income
or distribute it to A, and to dis-
tribute corpus to A, even though
the remainder is vested in A or his
estate, and no other person has
any beneficial interest in the trust.

Despite the fact that, in some
cases, property that has been the sub-
ject of a completed gift during life-
time may also be included in the
transferor’s estate, there is no law to
suggest it would occur with respect
to a self-settled trust governed by the
laws of, and administered in, a state
where the grantor’s creditors cannot
reach the trust assets and the grantor
retained no other interest or power
that would render the gift incom-
plete or cause it to be included in the
grantor’s estate. In fact, the law seems
virtually certain that there is no estate
tax inclusion.

Case law and private
letter rulings

In Estate of Ubl,'6 the Seventh Cir-
cuit Court of Appeals held that the

portion of the trust the decedent
created during lifetime and from
which he had not retained the right
to the income but from which the
trustee could pay him the income
was not included in his estate
because, under Indiana law, which
governed the trust, his creditors
could not attach the trust assets
because the Seventh Circuit con-
cluded that he had not retained the
benefit of the property within the
meaning of Indiana’s fraudulent
conveyance statute.

Perhaps, the case that deals most
explicitly with the issue of creditors’
rights and estate tax inclusion of a
self-settled trust is Estate of Ger-
man. 7 In that case, Mrs. German,
a Florida domiciliary, created a trust
under Maryland law. Mrs. Ger-
man was not a trustee, but her son
was one of the trustees and lived in
Maryland. The trustees were author-
ized, in their discretion, to distrib-
ute income and corpus of the trust
to her, although only with the con-
sent of an adverse party (that is,
another beneficiary). In holding that
the trust was not included in her
estate, the court stated in part:

The question presented is

whether the decedent divested

herself of her interest in proper-

ty in 1969 when she transferred

such property to a trust with a

proviso that the trustees might,

in their absolute discretion, pay

any or all of the income or prin-

cipal to decedent at any time dut-
ing her lifetime, if they received
the written consent of the person
who was entitled to receive the
principal and accumulated
income of the trust after her
death, or whether she contin-
ued to enjoy the right to the
income or principal of the trust
up to date of her death, because
under Maryland law if she chose

to incur any debts her creditors

could still ateach or levy upon the

trust assets to collect them. ***

[Tlhe narrow issue to be decid-

ed herein is as to the extent of

decedent’s creditors’ rights with
respect to the trust income and

assets under Maryland law. ***

Defendant [IRS] has not estab-

lished that under Maryland law

creditors of the settlor could have
reached the trust income or prin-
cipal of her discretionary trusts
up to the time of her death,

(Emphasis added.)

[t seems apparent that the fact
that the trustees could make distri-
butions to Mrs. German only with
the consent of an adverse party had
no impact on the court’s test that
inclusion turned on whether her
creditors could attach the trust assets
under Maryland law. It seems to
have had something to do with the
court’s conclusion that the IRS had
“not established thar under Mary-
land law creditors of the settlor
could have reached the trust income
or principal of her discretionary
trusts up to the time of her death.”
But, again, it seems to have nothing
to do with the tax issue which the
court phrased as “the narrow issue
to be decided herein is as to the
extent of decedent’s creditors’ rights
with respect to the trust income and
assets under Maryland law.”

The IRS has previously issued
two private letter rulings (which
under IRC Section 6110(k)(3) may
not be cited or used as precedent)
in which it concluded that a self-
settled trust, created under the law
of a jurisdiction where the grantor’s
creditors could not attach the trust
assets, was not included in the
estate of the grantor.

In Ltr. Rul. 9332006 (not prece-
dent), two siblings, who were U.S.
citizens, created an irrevocable trust
in a foreign country, which pro-
vided that interests in self-settled
trusts were not subject to the claims
of the grantor’s creditors. The ben-
eficiaries of the trust in the ruling
included the siblings, a living par-
ent, and their future heirs.

e S T L L E e e A

16 241 F.2d 867, 50 AFTR 1746 (CA-7, 1957).

17 7 Ct. Cl. 841, 55 AFTR2d 85-1577 (Ct. CI.,
1985).
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The laws of the country allowed
a protector of the trust who held
certain powers over the trust,
including the power to appoint new
or additional trustees. The pro-
tector also was a U.S. citizen, and
the trust provided that neither the
protector nor his estate could be a
beneficiary. The trust further pro-
vided that the protector was nei-
ther a person nor entity related to
or under the control of the grantors.
The beneficiaries could not compel
distributions from the trust. The
trust was determined to be a for-
eign trust for purposes of Section
7701(a)(31).18 The siblings funded
the trust with fractions of directly
held partnership interests.

The IRS ruled that the partner-
ship interests transferred to the
trust were completed gifts and,
therefore subject to gift tax, find-
ing that the grantors had parted
with dominion and control of the
property on the transfer. The Serv-
ice further ruled that the partner-
ship interests would not be includ-
able in the grantors’ estates, finding
that the trustee’s discretion to make
distributions to the grantors was
not a retained interest or power.

Ltr. Rul. 8037116 (not precedent)
involved a self-settled trust governed
by the law of New York. The ruling
relies on Herzog,'® a decision by the
judicial panel of Judges Learned
Hand, Augustus Hand and Chase
of the Second Circuit Court of
Appeals, which concluded that the
self-settled trust was not subject to
the claims of the grantor’s creditors
and, therefore, the transfer to it con-
stituted a completed gift for feder-
al gift tax purpose. Ltr. Rul.
8037116 states, in part:

NGRS TIPS IR Sl

18 The definition of “foreign trust” has since been
revised. See IRC Sections 7701(a)(30) and
7701(a)(31).

19 116 F.2d 591, 26 AFTR 169 (CA-2, 1941).

20 473 N.Y.S. 2d 242 (N.Y. App. Div., 1984).

21 EPTL 7-3.1; CPLR 5205.

22 See Reg. 1.6662-4(d)(3)(jii).
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In this case, the decedent did not

retain the right to possess, enjoy,

or receive income from the prop-

erty, but he did retain the oppor-

tunity to enjoy it. However, in
the same jurisdiction, the {Sec-
ond Circuit| Circuit Court of

Appeals has characterized such

a beneficiary status as a hope or

passive expectancy rather than a

right to enjoyment of the prop-

erty, with the result that the prop-
erty was not includible in the
gross estate. Herzog v. Comm.,

116 F 2d 591, 593 (2nd Cir.

1941). We conclude that the abil-

ity of this decedent to receive

income and principal under the
terms of the trust he created is
not sufficient to require inclusion

of the property under section

2036(a)(1) of the Code. (Empha-

sis added.)

It may be of interest to note that
the decision of the Second Circuit
in Herzog that the self-settled trust
was not subject to the grantor’s cred-
itors under New York law may have
been incorrect. In Vanderbilt Cred-
it Corp. v. Chase Manhattan Bank 2
an intermediate court of New York
state held that a self-settled trust is
subject to the claims of the grantor’s
creditors. Indeed, in two separate
statutes, New York law provides
that a self-settled trust is void with
respect to the grantor’s creditors.2

But the Second Circuit did not
explicitly hold that under New York
law, the creditors of the grantor could
not attach the trust assets but rather
New York law was not sufficiently
certain that they could attach the trust
property to render the gift incom-
plete. Nevertheless, the fact that the
Second Circuit may have incorrect-
ly construed New York law does not
change the fact that it developed
the test that whether a self-settled
trust is included in the grantor’s estate
turns on whether creditors of the
grantor may attach the trust assets.
And, in any case, it appears the IRS
has fully adopted that test.

Perhaps, of greater interest is the
characterization by the IRS in Ltr.
Rul. 8037116 of the Second Circuit’s

holding. The ruling, as quoted above,
says, in part, “has characterized such
a beneficiary status as a hope or pas-
sive expectancy rather than a right
to enjoyment of the property, with
the result that the property was not
includible in the gross estate.”
(Emphasis added.) In fact, the court
did not, as the letter ruling incorrectly
states, hold the property was not
included in the grantor’s estate but
rather that the grantor’s lifetime
transfer to the trust was complete for
gift tax purposes. But, it seems that
the IRS has concluded that it means
also that the trust property would
not be included in the grantor’s estate
if creditors could not attach it.

IRS official position on estate tax
inclusion of self-settied trusts

Of course, private letter rulings, such
as Ltr. Ruls. 9332006 and 8037116,
may not be cited or used as prece-
dent, although they may be used to
establish substantial authority in
some cases to avoid the imposition
of the penalty under IRC Section
6662 for the substantial underpay-
ment of income tax.22 In any event,
the letter rulings are consistent in
holding that a self-settled trust is
not included in the grantor’s estate
if the grantor’s creditors cannot
attach the trust assets (unless some
other factor, such as the retention
of the right to income, is present).

More important is that the offi-
cial position of the IRS is also con-
sistent with that holding. In Rev.
Rul. 76-103, the IRS stated, “Fur-
thermore, if the grantor dies before
the gift becomes complete, the date
of death value of the trust corpus
will be includible in the grantor’s
gross estate, for Federal estate tax
purposes, under section 2038 of the
Code because of the grantor’s
retained power to, in effect, termi-
nate the trust by relegating the
grantor’s creditors to the entire prop-
erty of the trust.” Because inclusion
in the grantor’s estate was premised
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on the grantor’s power to relegate
his or her creditors to the assets of
the trust, it seems to follow logically
that if the grantor dies after the
gift becomes complete, the trust cor-
pus will not be includable in the
grantor’s estate, for federal estate
tax purposes, because the grantor
would not have retained a power to,
in effect, terminate the trust by rel-
egating the grantor’s creditors to the
entire property of the trust.

Nonetheless, the culmination of
the IRS acceptance of the test that
inclusion of a self-settled trust in the
grantor’s estate turns on whether
the grantor’s creditors can attach
the assets of the trust seems to be set
forth in Rev. Rul. 2004-64.23 The
trust involved in that Ruling was a
grantor trust—that is, one that
under IRC Section 671 had its
income attributed to the grantor
so the grantor had to include the
trust’s income in his or her gross
income. The Ruling is best known
for its holding that the grantor
would not be treated as making a
gift by paying the income tax on the
trust’s income that was attributed
to the grantor under Section 671.24

But Rev. Rul. 2004-64 also deals
with an aspect of the tax effects of
a self-sertled trust. The Ruling states,
“If, pursuant to the trust’s govern-
ing instrument or applicable local
law, the grantor must be reimbursed
by the trust for the income tax
payable by the grantor that is attrib-
utable to the trust’s income, the full
value of the trust’s assets is includi-
ble in the grantor’s gross estate under
§ 2036(a)(1). If, however, the trust’s
governing instrument or applicable
local law gives the trustee the dis-
cretion to reimburse the grantor for
that portion of the grantor’s income
tax liability, the existence of that
discretion, by itself (whether or not
exercised) will not cause the value
of the trust’s assets to be includible
in the grantor’s gross estate.”
(Emphasis added.)

Nonetheless, the Ruling also states,
“However, such discretion [to reim-
burse the grantor for such income tax|
combined with other facts (including
but not limited to: an understanding
or pre-existing arrangement between
A and the trustee regarding the
trustee’s exercise of this discretion; a
power retained by A to remove the
trustee and name A as successor
trustee; or applicable local law sub-
jecting the trust assets to the claims
of A’ creditors) may cause inclusion
of Trust’s assets in A’s gross estate for
federal estate tax purposes.” (Empha-

sis added.)

New letter ruling
involving Alaska law

Before discussing the new letter rul-
ing, it seems appropriate to discuss
Ler. Rul. 9837007, In that ruling,
an Alaska resident proposed to cre-
ate a self-settled trust for the bene-
fit of herself and her descendants
under which the trustee (which was
other than herself) could, but was
not required to, accumulate all
income or pay income and/or cor-
pus to one or more of the benefici-
aries. The ruling recites that, under
the law of the state (which clearly
was Alaska) that governs the trust,
because the trust contains certain
language specified in the statute, a
creditor of the grantor will be pre-
cluded from satisfying claims out of
the grantor’s interest in the trust.
The letter ruling relies primari-
ly on Rev. Rul. 77-378 and holds,
“Based on the representarion that
there is no express or implied agree-
ment between the Donor and the
Trustee as to how Trustee will exer-
cise its sole and absolute discretion
to pay income and principal among
the beneficiaries, we conclude that
the proposed transfer by Donor
of property to Trustee to be held
under the Trust agreement will be
a completed gift for federal gift tax
purposes.” However, Ltr. Rul.
9837007 also states, “We are

expressly not ruling on whether the
assets held under the Trust agree-
ment at the time of Donor’s death
will be includible in Donor’s gross
estate for federal estate tax pur-
poses.” Ltr. Rul. 200944002 ex-
pressly answers the issue not
addressed in Ltr. Rul. 9837007.

In the new letter ruling (Ltr. Rul.
200944002), the grantor proposed
to create a trust for the benefit of
himself, his wife, and his descen-
dants. Under the terms of the trust,
the trustee could, but was not
required to, accumulate all income
or pay income and/or corpus to one
or more of the beneficiaries. Upon
the grantor’s death, the trust would
be divided into per stirpital shares
for his descendants and held in fur-
ther trust for them or, if no descen-
dant is then living, to charity. The
trustee was neither a related nor
subordinate party within the mean-
ing of IRC Section 672(c¢) with
respect to the grantor. The grantor
and certain others are prohibited
from being a trustee.

The ruling recites the grantor is
a resident of the state under which
the trust is created. From the facts
recited about local law, the state
is Alaska. The ruling correctly
recites that, under state law, if the
trust contains a transfer restriction
(which the trust does), it is not sub-
ject to the claims of the grantor’s
creditors unless (1) the grantor may
revoke or terminate the trust,
(2) the grantor is intending when
the transfer of property is made
to the trust to defraud a creditor,
(3) the grantor is in default of child
support payments by 30 days, or
(4) the trust requires that income
or corpus be distributed to the
grantor, Representations were made
that none of those four conditions
existed. In addition, the trustee

23 2004-2CB 7.

24 See, e g.. Gans, Heilborn, and Blattmachr,
"Some Good News About Grantor Trusts: Rev.
Rul. 2004-64," 31 ETPL 467 (Oct. 2004).
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would be prohibited, under the
terms of the trust, from reimburs-
ing the grantor for income tax
imposed on the grantor on trust
income attributed to the grantor
under IRC Section 671,

Based primarily on Rev. Rul.
2004-64, the IRS concluded,
“because the trustee is prohibited
from reimbursing Grantor for taxes
Grantor paid, the Grantor has not
retained a reimbursement right that
would cause Trust corpus to be
includible in Grantor’s gross estate
under § 2036. See Rev. Rul. 2004-
64. In addition, the trustee’s dis-
cretionary authority to distribute
income and/or principal to Grantor,
does not, by itself, cause Trust cor-
pus to be includible in Grantor’s
gross estate under § 2036.”
(Emphasis added.) But the IRS
added, “We are specifically not rul-
ing on whether Trustee’s discretion
to distribute income and princi-
pal of Trust to Grantor combined
with other facts (such as, but not
limited to, an understanding or pre-
existing arrangement between
Grantor and trustee regarding the
exercise of this discretion) may
cause inclusion of Trust’s assets in
Grantor’s gross estate for federal
estate tax purposes under § 2036.”

Ltr. Rul. 200944002 seems com-
pletely consistent with the official
position of the IRS. Although this
letter ruling cannot be cited or used
as precedent, taxpayers may rely on
Revenue Rulings.zs And the result
reached in Ltr. Rul. 200944002 is
essentially the same as that reached
in Rev. Rul. 2004-64.

Consequently, it seems that if a
taxpayer creates a self-sectled
spendthrift Alaska trust, rhe trust
will not be included in the grantor’s

estate unless the grantor retains
25 Rauenhorst, 119 TC 157 (2002).
% 11 US.C §548.

27 See, generally, Rothschild, “Did Bankruptcy
Reform Act Close the "Loophole’ for the
Wealthy?,” Tax Notes (Apr. 2005).
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some power or interest (such as the
right to the income or the power to
control where the property will pass
when the grantor dies) to cause it
to be included. Nevertheless, there
are four important issues that

should be addressed:

1. Although the IRS ruled in
both Ltr. Rul. 200944002 and
Rev. Rul. 2004-64 that the
trust would not be included in
the grantor’s estate under Sec-
tion 2036, could a self-sertled
trust be included under Sec-
tion 2038 even if the grantor’s
creditor could not attach the
trust assets?

2. Does the Bankruptcy Abuse
Prevention and Consumer Pro-
tection Act of 2005 (“2005
Bankruptcy Act”) affect the
question of whether a self-set-
tled trust is included in the
grantor’s estate?

3. Would the result reached in the
letter ruling be the same if the
grantor were not an Alaskan?

4. Would the result reached in
the letter ruling be the same if
the law governing the trust
was not that of Alaska but of
some other state which pro-
vides creditor protection for
self-settled trusts?

Section 2038 and self-settled trusts.
Rev. Rul. 76-103 held that, if the
grantor died before the gift to the
self-settled trust became complete
by changing the situs of the trust
from one state where it was subject
to the claims of the grantor’s cred-
itors to another state where it was
not subject to such claims, the trust
would be includable in the grantor’s
estate, for federal estate tax pur-
poses, under IRC Section 2038
because of the grantor’s retained
power to, in effect, terminate the
trust by relegating the grantor’s
creditors to the entire property of
the trust. But, if the grantor could

not so relegate his or her creditors
to the trust, it should not be includ-
ed in the grantor’s estate. Because
under the new letter ruling the
grantor’s creditors may not attach
the assets of the self-settled trust,
Section 2038 should not apply.

2005 Bankruptcy Act and estate tax
inclusion. The 2005 Bankruptcy Act
made many changes to the bank-
ruptcy laws of the United States. One
may have a direct impact on the effi-
cacy of self-settled trusts with respect
to asset protection. Section 548 of
the Bankruptcy Code2s (which was
adopted by the 2005 Bankruptcy Act)
provides that the trustee in bank-
ruptcy may avoid any transfer of an
interest of the debtor that was made
on or within ten years before the
filing of the bankruptcy petition if,
among other conditions, the trans-
fer is made to a “self-settled trust or
similar device™ and the debtor made
the transfer with the “actual” intent
to hinder, delay or defraud any enti-
ty to which the debtor was or became,
on or after the date the transfer was
made, indebted.

The scope of the new section is
uncertain.?” Nevertheless, even if it
means that the trustee in bankrupt-
¢y can attach the assets in a self-set-
tled trust, it does not give the grantor
the power to simply relegate his or
her creditors to the assets of the trust.
At the time of the transfer, presum-
ably, the grantor will not be in bank-
ruptcy, which is a necessary condi-
tion for the new bankruptcy rule to
apply. Moreover, a finding by the
bankruptcy court of the actual intent
to defraud, etc. would have to be
made. Those events are so remote that
it seems quite certain that the Act has
no impact on whether the transfer is
complete or the property involved is
included in the grantor’s estate.

Importance of the grantor’s domi-
cile. In both Ltr. Ruls. 9837007 and
200944002, the grantor was an

ALASKA TRUSTS
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Alaskan. However, it does not seem
that the conclusions reached would
be different if the grantor were domi-
ciled in another state. In fact, in Ltr.
Rul. 9332006, the grantors were
Americans who created the self-set-
tled trusts under a foreign country’s
laws which protected the trusts from
claims of the grantors’ creditors. Yet
the IRS concluded that the trusts
would not be included in the
grantors’ estates without discussing
the rights of creditors under the law
of the domicile of the grantors.
Estate of German seems on
point. The grantor in that case was
a Floridian, but the trust was cre-
ated and administered under the
laws of Maryland, where one of the
trustees resided. The court makes
it clear that the question of whether
the trust would be included in Mrs.
German’s estate turned on “the
extent of decedent’s creditors’ rights
with respect to the trust income and
assets under Maryland law,” not
Florida law. (Emphasis added.)
There are some cases which sug-
gest that courts may attempt to
apply the laws of the grantor’s
domicile to determine whether a
self-settled trust created and admin-
istered under the laws of a juris-
diction other than that domicile is
subject to the claims of the grantor’s
creditors. Examples include In re
Portnoy and In re Brooks.» The
correctness of those decisions has
been questioned.s But, perhaps,
the cases are correct. Both Portnoy
and Brooks involved foreign self-
settled trusts, and the courts refused
to grant the grantor a discharge
in bankruptcy by holding that the
trusts were part of the bankrupt-
cy estate of the grantor but were
not available to the grantor’s cred-
itors. Nevertheless, it seems certain
that the grantor could not, under
the foreign laws under which the
trusts were formed and were
administered, relegate his or her
creditors to the assets of the trust.

Fooi At b anmgng

The key in determining whether
a transfer to a self-settled trust is
a completed gift and whether it is
in the grantor’s estate turns on
whether the grantor may relegate
his or her creditors to the trust
assets. Certainly, if an individual
not domiciled in Alaska creates a
self-settled trust which is governed
by the laws of and is administered
in Alaska, the individual may not
simply relegate his or her creditors
to the trust assets.

The fact that someday some
court might somehow conclude that
the grantor’s creditors could attach
the trust assets certainly seems
insufficient to render the gift incom-
plete or to cause the trust to be
included in his or her estate. Indeed,
under the law of Florida, it seems
nearly certain that Mrs. German’s
creditors could have attached the
assets in the self-settled trust she
created.? As impliedly recognized
by the definition of spendthrift
trusts set forth in Croom,s2 Flori-
da law will not protect assets con-
tained in a spendthrift trust to the
extent the settlor creates the trust
for his or her benefit, rather than
for the benefit of another.

Moreover, the grantor of the
trust in Ltr. Rul. 200944002 might
move to another state which allows
a grantor’s creditors access to the
assets of a self-settled trust. Per-
haps, a court in the grantor’s new
domicile would conclude that under
its law, the assets in the Alaska trust
are subject to his creditors. Noth-
ing in the law seems to absolutely
preclude such a conclusion. And,
of course, courts make mistakes in
applying the law but, even if they
do, the parties will be bound by
their erroneous decisions unless
they successfully are able to over-
turn them by some appeal or other
process. But, any lifetime trans-
fer, whether in a self-settled trust
or otherwise, is potentially subject
to the claims of a transferor’s cred-

itors, as reflected by the 2005 Bank-
ruptcy Act. However, it seems vir-
tually certain that such a mere pos-
sibility of creditor attachment
someday alone is insufficient to pre-
vent the transfer from being a com-
pleted gift or to cause it to be
included in the grantor’s estate.

It is also appropriate to mention
that, in any case where the grantor’s
ability to extract a benefit from the
trust is dependent upon a court’s
willingness to apply the law of the
grantor’s domicile instead of the
law of the state designated in the
trust instrument, it is difficult to
view the grantor as having retained
the right to relegate his/her credi-
tors to the assets of the trust. The
concept of relegation, the touch-
stone of the analysis in Rev. Rul.
76-103, is not an insignificant
aspect of Section 2036. It contem-
plates that one or more of the
grantor’s creditors must have unfet-
tered access to the trust’s assets.

Nor is the concept without foun-
dation in the Section 2036 jurispru-
dence. Indeed, it can be traced back
to the notion in Byrum3 that Sec-
tion 2036(a)(1) does not apply
where the grantor retains something
that is merely speculative and/or
contingent. This seems similar to the
phrase in Rev. Rul. 77-378 of “a
hope or passive expectancy™ where
the grantor is a mere discretionary
beneficiary and the trust is governed
by the law of a state where his or
her creditors cannot attach the trust
assets to pay the grantor’s debts, and

201 BR 685 (Bankr. S.D. N.Y., 1996).

29 217 BR98 (Bankr. D. Ct., 1998).

30 See, e.g., Rothschild, Rubin, and Blattmachr,

"Selt-Settled Spendthrift Trusts: Should a Few

Bad Apples Spoil the Bunch?,” 9 J. Bankr. L.

& Prac. 59 (Nov./Dec. 1999).

InFlorida, at the time of the German decision,

trusts containing valid spendthrift provi-

sions were “"those trusts that are created with

a view of providing a fund for the maintenance

of another” Croom v. Ocala Plumbing & Elec.

Co.. B2 Fla. 460, 57 So. 243, 244-45 (191 1).

(Emphasis added.)

32 Croom v. Ocala Plumbing & Elec. Co.. 62 Fla.
460, 57 So. 243, 244-45 (1911).

33 408U.S. 125, 150, 30 AFTR2d 72-5811 (1972).
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that phrase is in turn derived from
Herzog, which seems to be the first
case involving the gift tax effects
of transferring property to a self-
settled trust, where the court stated
that “a hope or passive expectancy
is not a right.” Thus, if the grantor
cannot unqualifiedly assure his/her
creditors at inception that they can
reach the trust’s assets to satisfy their
claims, Section 2036 should not
apply. (Based on this reasoning, any
creditor’s right to set aside the trust
on fraudulent conveyance grounds
should similarly be irrelevant to the
Section 2036 analysis.)

Laws of other self-settled trust
states. The culmination of the rea-
soning of the IRS as to its official
position with respect to the gift
completeness and estate tax inclu-
sion of a self-settled spendthrift
trust seems to be reflected most
recently in Rev. Rul. 2004-64 upon
which Ltr. Rul. 200944002 is
based. The conclusion, as stated
in the letter ruling, is “[T]he
trustee’s discretionary authority to
distribute income and/or principal
to Grantor, does not, by itself, cause
the Trust corpus to be includible in
Grantor’s gross estate under
§ 2036, although the letter ruling
adds that it is specifically not rul-
ing on whether the trustee’s dis-
cretion to distribute income and
principal of the trust to the grantor
combined with other facts (such as,
but not limited to, an understand-
ing or pre-existing arrangement
between grantor and trustee regard-
ing the exercise of this discretion)
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34 41 BTA 509, 510 (1940), aff'd 116 F.2d 591,
26 AFTR 169 (CA-2, 1941).

35 The creditor claims issue is not mentioned
in Ltr. Rul. 200944002 because the trust instru-
ment prohibited the trustee trom reimbursing
the grantor for the income tax due on the trust
income attributed to the grantor.

36 Utah Code Ann. § 25-6-14(1)(c)(viii).

37 See, e.g.. Estate of Lee, 33 TC 1064 (1960);
Dwight's Estate, 205 F.2d 298, 44 AFTR 48
(CA-2, 1953): Richards, 375 F.2d 997. 19
AFTR2d 1856 (CA-10, 1967).

38 Utah Code Ann. § 25-6-14(1)(c)(viii).

TANTIARY 2ah10 AR ENCIFEAN NED R |

L S EEE——

may cause inclusion of the trust’s
assets in the grantor’s estate for fed-
eral estate tax purposes.

Rev. Rul. 2004-64, in dealing
with “Situation 3,” where the trustee
may but is not required to reimburse
the grantor for the income taxes the
grantor owes on the income imput-
ed to the grantor under IRC Section
671, states, in part:

[A]ssuming there is no under-

standing, express or implied,

between [the grantor| and the
trustee regarding the trustee’s
exercise of discretion, the
trustee’s discretion to satisfy [the
grantor’s] obligation [to pay the
income tax} would not alone
cause the inclusion of the trust

in [the grantor’s] gross estate for

federal estate tax purposes. This

is the case regardless of whether

or not the trustee actually reim-

burses [the grantor| from Trust

assets for the amount of income
tax [the grantor] pays that

is attributable to Trust’s in-

come.”™**However, such discre-

tion combined with other facts

(including...applicable local law

subjecting the trust assets to the

claims of [the grantor’s| credi-
tors) may cause inclusion of

Trust’s assets in [the grantor’s]

gross estate for federal estate tax

purposes.”35 (Emphasis added.)

Rev. Rul. 2004-64 seems to indi-
cate that, if any creditor of the
grantor may reach the trust assets,
the trust will be included in the
grantor’s estate. By way of exam-
ple, the Utah self-settled spendthrift
trust statute allows the State of Utah
to attach the trust assets if the
grantor ever becomes indebted to
the state, such as it seems for income
tax on income attributed to the
grantor from a grantor trust.s
Therefore, it seems likely that a Utah
self-settled trust would be includ-
ed in the grantor’s estate under the
reasoning of Rev. Rul. 2004-64.

In the trust described in Situation
3 of the Revenue Ruling, the only
interest the grantor had was the eli-
gibility to receive distributions from
the trust to reimburse the grantor

for income tax the grantor had to
pay on the trust income imputed
to the grantor under Section 671.
Although Rev. Rul. 2004-64 does
not state that estate tax inclusion
would occur even if only a tax
authority could attach the trust
assets by reason of the eligibility
of the grantor to be reimbursed for
income tax, the Ruling would seem
to require inclusion in that situa-
tion. Under Reg. 20.2036-1(b),
inclusion occurs “to the extent that
the use, possession, right to the
income or other enjoyment [from
the trust] is to be applied toward the
discharge of a legal obligation of the
decedent or otherwise for his pecu-
niary benefit.” Under this Regula-
tion, if any creditor of the grantor
is able to reach trust assets to sat-
isfy that creditor’s claim, it seems
inclusion is required.

For example, if the decedent’s
spouse or minor child could reach
the assets in satisfaction of the dece-
dent’s duty of support, Section 2036
would apply.37 The last sentence of
Reg. 20.2036-1(b)(2) explicitly con-
templates this result: “The term
‘legal obligation’ includes a legal
obligation to support a dependent
during the decedent’s lifetime.”
Thus, even if no other creditor of
the grantor could reach the trust
assets, inclusion in the estate is
required if only one creditor (e.g.,
the grantor’s spouse or minor child)
can reach the trust assets. In other
words, because the grantor remains
able to extract pecuniary benefit
from the trust, by having the trust
discharge his or her obligation to
his or her dependent, the corpus of
the trust is included in the estate
even if no other creditor has access.

It seems that all other states that
have self-settled trust legislation,
other than Alaska or Nevada, allow
certain creditors access to the trust.
In fact, in Utah, among other types
of claimants who may attach assets
in a Utah self-settled spendthrift
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trust, is a claimant of “a tax or
other amount owed by the settlor
to any governmental entity. 38
Many other self-sertled spend-
thrift trust states have exceptions
for certain *family™ claims.s Is it,
therefore, certain that a self-set-
tled trust created under the law of
a state that permits attachment for
family claims will be included, with
certainty, in the grantor’s estate? It
does not seem so. [t may well be that
such family claims are too remote
to be considered as causing the
grantor to have retained a power to
relegate such creditors to the trust.
Perhaps, the answer will turn on
whether the grantor at the time the
trust is created is under some type
of family obligation (such as to
pay alimony or child support).
But, in any case, it does seem that
it would be more prudent, until the
law with respect to other states is
clarified, to use self-settled trusts
created only in Alaska or Nevada
if the goal is to prevent the trust
property from being included in the
grantor’s estate. It might be appro-
priate to create the trust initially
under Alaska or Nevada law and
to have the initial trust situs be there
but to allow the trustee to change
the situs and governing law. When
and if the law of another state is
claritied so its creditors’ rights pro-
visions will not cause estate rax
inclusion, the trust could be relo-
cated (as occurred in Rev. Rul.
76-103) and the governing law
changed to such other state.

Structuring and administering
the trust

Trust property may be included in
the estate of a transferor if there
was an express or implied under-
standing the transferor will bene-
fit from the property. In virtually
all cases where there was no express
retention of an interest, the courts
have found an implied one only if
the transferor has received benefits

from the property (such as receiv-
ing distributions from the trust or
other entity to which the property
was transferred.s) However, in
Estate of Bongard,» the court
found an understanding, even
though the transferor had not ben-
efited from the property after its
lifetime transfer, that he had
retained “the enjoyment of the
property held by™ the partnership
because he could control when cer-
tain partnership property would be
redeemed. Therefore, the court con-
cluded that partnership property
was included in his estate under
Section 2036(a)(1).

Hence, it seems that it may be
best if the grantor of the self-set-
tled trust retains no power over the
trust or its assets.

The trust should be structured
to be one from which no person
has any entitlement to distributions
during the grantor’s lifetime but
only eligibility. That is, the trustee
should be given express authority
to accumulate all income and not
to make any distributions (at least
until the grantor dies). Neverthe-
less, it would not seem harmful
to the goal of preventing the trust
from being included in the
grantor’s estate to give some other
trust beneficiary (perhaps, the
grantor’s spouse or one or more
descendants) the power to with-
draw property from the trust under
39 See, £.g9., 12 Del, Code § 3573 ("on account

of an agreement or order ot court for payment
of support or alimony in favor of such transfer-
or's spouse. former spouse or children, or for
a division or distribution of property in favor of
such transferor's spouse or former spouse,
but only to the extent of such debt"). § 456.5-
503.2 R.S. Mo. (child and spousal claims and
“a claim of this stale or the United States 1o the
extent a statute of this state or federal law so
provides”): N. H, RSA 564-D:15 (similar to
Delaware): Rl Gen Laws§ 18-9.2-5 (similar to
Detaware): S.0. Codified Laws § 55-16-15 (sim-
ilar to Delaware); § 456.5-503.1 R.S. Mo {sim-
ilar to Delaware); Tenn. Code Ann. § 35-16-
104(i)(D) (allowing claims based upon "A written
agreement, judgment or order of a court for divi-
sion of marital property of a spouse or a for-
mer spouse, but only to the extent of such debt.
legally mandated interests and the reason-
able costof collection”); Wyo. Stat. § 4-10-520(a)

(similar to Delaware as well as a creditor where
the trust property is listed on an application or

an ascertainable standard relating
to health, education, maintenance,
and support. Such a withdrawal
power does not constitute a gen-
eral (that is, estate and gift taxable)
power of appointment under IRC
Section 204 1(b). Accordingly, the
power would not cause the trust
to be included in the powerhold-
er’s gross estate.

Such a power, however, could
make the trust assets subject to the
claims of the powerholder’s credi-
tors under the law of some states.s2
However, if the law governing the
trust would not permit the power-
holder’s creditors to attach the prop-
erty by reason of the power, the trust
should not be subject to the pow-
erholder’s creditors even if the law
ot the powerholder’s domicile would
permit such attachment.ss Under
Alaska law, for example, a power
to withdraw property from a trust
for the powerholder’s health, edu-
cation, maintenance, and support
does not subject the trust to claims
of the powerholder’s creditors. s

Even though the IRS acknowl-
edges in Rev. Rul. 2004-64 that
“assuming there is no understand-
ing, express or implied, between A
and the trustec regarding the trustee’s
exercise of discretion, the trustee’s
discretion to satisfy A*s obligation
would not alone cause the inclusion
of the trust in A‘s gross estate for
federal estate tax purposes*** and

financial statement used to obtain or maintain
credit other than for the benefit of the trust).

40 See, e.g.. Estate of Skinner, supranote 4, and

Rosen, TCM 2006-115,

124 TC 8 (2005).

%2 See. e.g., In re Marcia Flood. N.Y. L. J.
(3/11/1998) (New York law but overruled by
statute).

43 See Restatement (Second) of Conflict of Laws,
§ 273. Restatement (Second) af Conflict of
Laws. § 273(b) states, in part, "Whether the
interest of a beneficiary of a trust of movables
is assignable by him and ¢an be reached by
his creditors is determined. ..in the case of an
inter vivos trust, by the Iocal law of the state,
if any, in which the settlor has manifested an
intention that the trust is to be administered
and otherwise by the local law of the state to
which the administration of the trust is most
substantially related.”

44 See AS 34.40.110(b)(3)(F).
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that [t]his is the case regardless of
whether or not the trustee actually
reimburses [the grantor] from Trust
assets,” it also seems appropriate for
the grantor not to seek any distri-
bution from the trust except as a
financial “last resort.” If the grantor
never receives a distribution and has
no power over the trust assets (unlike
the individual in Bongard), the risk
of the IRS successfully arguing there
was an implied understanding that
the grantor would benefit from the
trust seems remote.

In addition, it may be preferable
to have an independent trustee who
controls distributions and who has
not advised the grantor about the
“benefits” of creating a trust from
which he or she could receive dis-
tributions. It may be best to use a
corporate fiduciary with whom the
grantor has no significant relation-
ship. The attorney to the grantor
may wish to have an express agree-
ment with the trustee that there is
no agreement as to how the trust will
be administered or if or when dis-
tributions will be made to any ben-
eficiary. It may be appropriate to
document that the trustee was
expressly advised that it is solely
tts responsibility and liability for the
administration of the trust and that
there is no understanding that dis-
tributions will, in fact, be made to
the grantor or any other beneficiary.

Although the law now seems vir-
tually certain that a self-settled trust
governed under the laws of and
administered in a state that prevents
all creditors of the grantor from
attaching the trust assets will not be
included in the grantor’s estate
(assuming the grantor has no other
interest or power in the trust), there
are additional steps that may be
taken to more greatly ensure that

FEFS Y et R e WAL 1 LSBT L e s v i

45 86 TC 785, 818 (1986).

6 See Rev. Rul. 80-255, 1980-2 CB 272, and
Estate of Tully. 528 F.2d 1401, 37 AFTR2d 76.
1529 (Ct. CI., 1976).

47 See Sections 2035(a) and 2038(a)(1).
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result. One is to permit distributions
to the grantor’s spouse (defined, per-
haps, as the person to whom the
grantor is married and living with
from time to time) and to permit dis-
tributions to the grantor only at such
time or times, if any, that the grantor
is not married to and living with
another as husband and wife. As
long as the grantor is happily mar-
ried, any distribution to his or her
spouse likely may be about as sat-
isfactory in benefiting the grantor
as would distributions to him or her.

If and when the grantor and his
or her spouse separate or the spouse
dies, the spouse would no longer be
eligible to receive distributions but
the grantor would then be eligible
but not entitled to receive them. If
the grantor is married at death, it
seems creditors would be foreclosed
at that time from attaching the trust
assets under the law of all states,
thereby preventing the inclusion of
the trust in the grantor’s gross estate
under the reasoning of Rev. Rul. 76-
103 and Estate of Paxton.ss As dis-
cussed below, even if the grantor
married within three years of his
or her death, there should be no
estate tax inclusion under any trans-
fer-within-three-years-of-death rule
by reason of the grantor having
become not married within three
years of death. Also, the grantor’s
ability to eliminate his or her spouse
as a beneficiary and to become one
himself or herself would not seem
to cause the trust to be included in
the grantor’s estate.6

A further step would be to permit
someone other than the grantor to
eliminate the grantor as a benefici-
ary of the trust. Both IRC Sections
2036(a) and 2038 apply as of the
moment of the transferor’s death, not
before, unless the grantor has made
a transfer with respect to that retained
interest or power or relinquished it
within three years of death.4” Even if
the grantor is expunged as a benefi-
ciary within three years of death by

Practice Notes

It seems that if a taxpayer creates a
self-settled spendthrift Alaska trust,
the trust will not be included in the
grantor’s estate unless the grantor
retains some power or interest to
cause it to be included.

the action of another, it seems that
the transfer-within-three-years-of-
death rules cannot apply because the
grantor will not have made a trans-
fer or relinquishment with respect to
the trust by reason of being elimi-
nated as a beneficiary, which are pre-
requisites for Section 2035(a) or
2038(a)(1) to apply. But see TAM
199935003.

Conclusions

Though many, if not most, self-set-
tled trusts are intended to be incom-
plete gift transfers (and thus includ-
able in the settlor’s estate), Ltr. Rul.
200944002 provides planners with
the opportunity to provide clients
who have been hesitant to make
large gifts (for fear of future needs)
with a strategy that offers not only
asset protection, but significant
potential estate tax savings while at
the same time the comfort of know-
ing that if the settlor requires some
portion of the funds transferred, a
trustee can provide for them.

It has been 12 years since Alaska
adopted the first self-settled spend-
thrift trust legislation. Based on the
law as it existed at that time, it seemed
that a self-sertled Alaska trust, under
which the trustee other than the
grantor could but was not required
to distribute trust property to the
grantor, would not be included in the
grantor’s estate for federal estate tax
purposes unless the grantor held some
other interest or power over the trust.
Developments since that time,
such as Rev. Rul. 2004-64, have rein-
forced that conclusion. And Ltr. Rul.
200944002 seems now to be direct-
ly on point. R




FSB version: BERALLNEWCOBARTICLE

CARRYOVER BASIS: A “DISCREDITED” CONCEPT
By

Frank S. Berall
Jonathan G. Blattmachr

Lauren Y. Detzel

Ellen K. Harrison
The 1976 Tax Reform Act' introduced the controversial concept of carryover
basis. This replaced “stepping up” or down the adjusted basis of property to its date of
death or alternate valuation date value. A fresh start rule exempted prior appreciation,
“changing” the basis of inherited property to its December 31, 1976 value. The concept
was so complicated that Jonathan Blattmachr, a co-author of this article, wrote a book

about it.?

A. The 1976-1980 Carryover Basis Controversy

Tax professionals soon realized that carryover basis created new complexity to
estate administration. A storm of protest arose by many professional groups. The Carter
Administration and various “liberal” organizations tried to defend this significant change,
proposing a 1978 moratorium and a “fix up.” But the rapidly strengthening opposition’s

refusal to compromise and insistence on repeal was overwhelming.

Copyright © 2010 by Frank S. Berall, Jonathan G. Blattmachr, Lauren Y. Detzel and Ellen K.
Harrison. All rights reserved.

' p.L.94-455.

2 McGrath & Blattmachr, Carryover Basis Under the 1976 Tax Reform Act (Journal of Taxation
1977).



During a dialogue between panelists® and committee members at a 1979 House
Ways and Means Committee hearing, it was apparent that those strongly favoring repeal;
namely, Republicans led by senior minority member, Barber Conable, and conservative
Democrats, including Sam Gibbons, were far more articulate and convincing than
Committee Chair, Al Ullman, and the handful of liberal Democrats favoring fix up.
Retroactive repeal was enacted, but the President threatened a veto. However, an oil
supply crisis, causing skyrocketing gasoline prices, made a crude oil windfall profits tax a
very important Administration priority.  Carryover basis opponents attached its
retroactive repeal to this veto-proof bill.

B. A Resurrected Carryvover Basis Applies to 2010 Decedents

The Economic Growth and Tax Relief Reconciliation Act of 2001 (EGTRRA)"
enacted a modified carryover basis provisions for 2010 deaths, while gradually phasing
out the estate and GST taxes, repealing them for 2010 deaths. In 2011, all prior tax law
provisions5 will apply as if EGTRRA had never been enacted.®

Unlike the 1976 carryover basis legislation, EGTRRA does not have a fresh start
basis rule. Appreciation that accrued prior to enactment of EGTRRA will be exposed to
tax. The absence of a fresh start basis rule makes the determination of basis more

difficult.

> Among proponents were former Commissioner of Internal Revenue, Donald C. Alexander,
former Deputy Assistant Secretary of the Treasury, John Nolan, and distinguished tax attorney, James
Lewis, who had previously served as a somewhat lower level in the Treasury. All three were former chairs
of the American Bar Association’s Tax Section. Among opponents, representing the American College of
Probate Counsel (now the American College of Trust and Estate Counsel) as a Regent and its Estate and
Gift Tax Committee Chair, was Frank S. Berall (a co-author of this article).

* Enacted June 7, 2001.
3 Section 901(a)}(2) of EGTRRA.

6 Section 902(b) of EGTRRA.



Section 1014(f)’ makes section 1014(a)’s adjustment to basis, to the value at
death or alternate valuation date, inapplicable to 2010 decedents’ estates. However,
persons who die after 2010, when EGTRRA will have expired, will be entitled to the
basis adjustment previously allowed by section 1014 as though EGTRRA had never been
enacted.

Section 1022 treats property acquired from a 2010 decedent as if transferred by
gift, thus carrying over its basis. Although the legislative history of the EGTRRA
indicates that the nature of any gain or loss that would have been realized by the
decedent’s sale of inherited property also carries over to the decedent’s estate, it is not
clear that the statute supports this conclusion. The fact that the property is treated as
received by gift does not determine the character of the donee’s property or the character
of the donee’s gain. For example, property that was inventory in the hands of the donor
may be a capital asset in the hands of the donee. Section 1221 does address the question
of whether a work of art or literary composition acquired upon the death of the artist or
author in 2010 is a capital asset in the hands of the transferee. Subsection (a)(3)(C) of
section 1221 provides that if the basis of the property is the same in whole or in part, as
the transferor’s basis, determined without regard to section 1022, then the asset is not a
capital asset. Section 6018 (c)(5) requires that executors of decedents who die in 2010
file a return disclosing whether the gain on the sale of the property would be treated as
ordinary income. However, except for these provisions, the statute does not support the

carryover of the character of property to the decedent’s estate or beneficiaries.

7 Added by EGTRRA, § 542.



Section 1221(11) treats gain on the sale of assets that acquired a new basis under
section 1014 as long-term gain. During 2010, since section 1014 is not in effect, gains
realized within 12 months of a decedent’s death will be short term unless a decedent’s
holding period is “tacked” to the holding period of his estate or other recipient and is
treated as being held for at least a year. Tacking is allowed when a person’s basis is the
same (in whole or in part) as the basis of the person from whom the asset was acquired.
If the limited basis adjustments allowed by EGTRRA are not allocated to an asset or not
allocated in an amount sufficient to increase the basis of an asset to fair market value on
the date of the decedent’s death, tacking should be allowed because the basis will be the
same (in whole or in part) as the decedent’s basis. If the limited basis adjustments are
allocated to increase the basis of an inherited asset to full fair market value, it is not clear
whether tacking will be allowed.

Unless EGTRRA is extended after 2010, a basis adjustment may be available,
even for property acquired from a 2010 decedent’s estate, if the asset is sold after 2010.
Section 902(b) of EGTRRA provides that the Internal Revenue Code shall be applied and
administered to years, estates, gifts and transfers described in subsection (a) of Section
902 as if the provisions and amendments described in subsection (a) had never been
enacted. Subsection (a) of section 902 provides that EGTRRA shall not apply to estates
of decedents dying, gifts made, or generation skipping transfers after December 31, 2010.
If the Code is applied to “years after 2010” as if EGTRRA had never been enacted, then
assets acquired from the estate of a decedent who died in 2010 would have acquired a
date of death basis under section 1014. On the other hand, if the Code is applied to

“estates of decedents dying after 2010” as of EGTRRA had never been enacted, the basis



of assets inherited in 2010 would continue to be determined under the carryover basis
rules of EGTRRA.

C. The $1.3 Million Basis Increase

To ease the application of the modified carryover basis system to small and
medium-size estates, a “basic” basis increase of $1.3 million is allowed for the estate of
any U.S. citizen or resident, up to fair market value.® This adjustment is augmented by
the sum of section 1212(b) capital losses and section 172 net operating loss carryovers.
The net operating loss carryforward is the same amount that would have been carried
over from the decedent’s last taxable year to a later one, had he lived. The section 165
“built in” losses are calculated as if the decedent had sold the property at fair market
value immediately before death. The additional adjustment for the decedent’s “built-in
losses” makes it unnecessary in most cases actually to sell assets to realize losses (in
order to preserve them for the modified carryover basis system) prior to death.

Non-resident alien decedents are not treated as generously. Their initial basis
increase will be limited to $60,000 and no additional adjustment will be allowed for
unused built-in losses or loss carryovers.9 Hence, American taxpayers (and others) who
inherit property from a foreign decedent will face more income tax, on average, on the
disposition of that property than for inheritances from American decedents. Under prior
law, the basis of property acquired from a foreign decedent, even though not subject to
United States estate tax, was equal to its estate tax valuation date fair market value, as a

general rule.

® Section 1022(b)(2)(B).

? Section 1022(b)(3).



These basis adjustments cannot cause an inherited asset’s basis to exceed its date
of death fair market value.

The rule treating transfers by a U.S. person to a foreign trust or estate as a sale or
exchange is expanded to include transfers by a U.S. person or U.S. estate to a non-
resident alien individual. The transferor’s gain to be recognized is the excess of the
transferred property’s fair market value over its adjusted basis in his hands. The deemed
sale does not apply to lifetime transfers to nonresident alien individuals.

Clarification is needed as to whether section’s 1022 basis adjustments will be
allowed to reduce gain, particularly where a sale or other taxable transfer occurs before

allocations to basis adjustments have been made.

D. The $3 Million Spousal Basis Increase

Qualified spousal property receives a $3 million basis increase (but not above date
of death fair market value).'® Qualified spousal property includes an outright transfer to a
surviving spouse unless it is a terminable interest. However, interests terminating
because the spouses may die in a common disaster are not considered to be terminable

interests if the spouses in fact do not die in a common disaster.

Qualified spousal property also includes qualified terminable interest property
(QTIP).!" This is defined identically to section 2056(b)(7)’s QTIP definition; namely,
property “which passes from the decedent, and . . . in which the surviving spouse has a

qualifying income interest for life . . . [being] entitled to all the income . . . [at least]

10 Section 1022(c).

" Section 1022(c)(5).



annually . . . and no person has a power to appoint any part of the property to any person
other than the surviving spouse.”* For Louisiana, Puerto Rico and other decedents in
civil law jurisdictions, a usufruct for life will qualify.”> However, unlike the federal
estate tax requirement, no QTIP election is required for property to become qualified

spousal property.

Nor does the latter include a charitable remainder trust, of which the spouse is the
only non-charitable beneficiary, because she is not entitled to all its income. The L.R.S.’s

regulatory authority could treat both an annuity and such a trust as qualified spousal

property.

Certain interests for which an estate tax marital deduction was available under
prior law are not considered qualified spousal property eligible for a section 1022(c) $3
million spousal basis step up. For example, a section 2056(b)(5) general testamentary
power of appointment marital deduction trust will not qualify if the spouse has a lifetime
general power of appointment which may be exercised in favor of anyone other than the
surviving spouse. Similarly, an “estate trust,” whose remainder goes to the spouse’s

estate, without requiring any income payment to her would not be qualified spousal

property.

Other than QTIPs, terminable interests such as life estates, term of year legacies,

annuities (except as provided in regulations), patents and copyrights will probably not

12 Section 1022(c)(5)(D) treats a specific portion as separate property, limiting that former term to
a portion determined on a fractional or percentage basis.

13 Section 1022(c)(5)(B)().



qualify for the $3 million spousal property basis increase.'* But, a bond, note or similar
contractual obligation, the discharge of which would not have the effect of an annuity for

life or term of years, will qualify."

E. QTIP Trusts

While allocation of the $3 million basis increase can be made to property received
by a surviving spouse or QTIP trust, how can these assets be identified if the estate is still
open and not all assets that could be distributed to the surviving spouse or QTIP trust
have been distributed? For example, if the executor allocates the basis increase to $4
million in stock with a $1 million basis and the QTIP’s share is at least equal to $4
million, if the executor allocates the $3 million basis adjustment to the stock and sells the
stock before funding the QTIP, must the sales proceeds be allocated to the QTIP?
Suppose there is cash that could be distributed in satisfaction of the QTIP instead of the
assets that have been sold and with respect to which all or part of the $3 million basis
increase has been or it is claimed will be allocated? A similar problem was discovered in
the 1976 version of carryover basis by Jonathan Blattmachr (one of this article’s authors).
He could never figure out a perfect way to solve the issue. Repeal of the 1976 carryover

basis made it unnecessary for the L.R.S. to address it. However, it may be necessary now.

While there can be a total $4.3 million (plus unused losses) increase in the basis
of the property transferred to a surviving spouse, neither the $1.3 million aggregate basis

increase (including unused losses) nor the $3 million spousal basis increase can raise the

" Section 1022(c)(4)(B).
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basis of any property above its fair market value at death. Thus, the executor must
determine which assets to use and to what extent to give each a basis increase. With

insufficient appreciation to use these adjustments, the excess is lost.

F. Jointly Held Property

Property owned by a decedent includes jointly owned property, 50% of that held
in joint tenancy if the surviving spouse is the only other joint tenant.'® Where there are
additional tenants and the decedent furnished consideration, he will be treated as owner to
the extent of his proportion in it.'7” Where the decedent and someone not his spouse
acquired property by gift, bequest, devise or inheritance as joint tenants with right of
survivorship, the decedent will be treated as owner to the extent of his fractional
interest’s value.!®> Where the decedent’s interest in jointly held property was received by
him as a gift, while the surviving joint tenant purchased his interest, there may be
difficulties in proving contribution of the purchased property, as well as determining the

contribution ratio for the joint property."®

G. Effects on Foreign Spouses

The $3 million spousal basis increase applies to non-resident aliens and non-U.S.

citizen surviving spouses’ estates, regardless of the surviving spouse’s citizenship or

¢ Section 1022(d)(1)(B)(i)(D).

7 Section 1022(d)(1)(B)(i)(ID).

8 Section 1022(d)(1)(B)()(III).

19 ld



residency.”’ Unlike the estate tax law, where the estate tax marital deduction is permitted
only for property passing to a qualified domestic trust or QDOT described in section
2056A, a non-U.S. citizen surviving spouse may enjoy the basis increases under the

modified carryover basis rules that a U.S. surviving spouse may enjoy.

H. Inflation Adjustments While EGTRRA expires on December 31, 2010,

there is a remote possibility that Congress might extend its carryover basis provisions. If
s0, and the latter do not expire as scheduled, there will be post-2010 inflation adjustments
for the $1.3 million basic basis step up, the $3 million spousal basis increase and the
$60,000 non-resident alien decedent’s step up.?' But, inflation adjustments to the $1.3
aggregate increase from the 2009 base year will only be in $100,000 multiples.
However, aggregate spousal basis increases of $3 million will be increased for inflation
in $250,000 multiples. The $60,000 non-resident aliens’ aggregate basis increase will be
increased for inflation in $5,000 multiples, but cannot be increased by unused loss

carryovers or built-in losses.”

I. Other Problems

(D) The “Owned by” Requirement

For property to receive a basis adjustment, it must be both owned by and acquired

from the decedent. The “acquired from” requirement is broadly construed. It includes

2 Kaufman, The Estate and Gift Tax: Implications of the 2001 Tax Act, Tax Analysts Special
Report, Tax Notes, P. 949, 952, August 13, 2001.

21 H.R. 107-37. See also §§ 1022(b)(3) and (d)(4). This adjustment for inflation seems
irrelevant, since carryover basis expires December 31, 2010.

2 Sections 1022(b)(3) and (d)(4).
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acquisitions by bequest, devise and inheritance, as well as property passing to his estate,
from his revocable trust or any other trust he had the power to alter, amend or terminate
and any other property passing from him because of his death, to the extent it passed

23 However, the “owned by” requirement is given a narrower

without consideration.
meaning. Assets held by a trust will satisfy the “owned by” requirement only if the trust
is a qualified trust under section 645(b)(1) so it may, by election, be treated as part of the
decedent’s probate estate for income tax purposes. Property over which a decedent had a
general power of appointment is not treated as his; thus if he has the right to withdraw
assets from a trust established by someone else, he will not be treated as owning them for
section 1022 purposes. It is at least arguable that assets owned in a trust that is treated as
a grantor trust for income tax purpose of which the decedent was the grantor will qualify
for a basis adjustment because it is the official position of the L.R.S. that such as trust
does not exist for income tax purposes but it treated as owned by the grantor.”*. But the
specific reference to section 645 trusts as meeting the “owned by” requirement implies
that other grantor trusts do not meet the “owned by” requirement. This uncertainly may

create some pressure for trustees to make distributions to terminally ill beneficiaries, or to

exercise withdrawal rights.

The surviving spouse’s half share of community property is considered as having
been owned by and acquired from the decedent if at least half of the community interest

is treated as owned by and acquired from the decedent, without regard to this provision.

2 H.R. 107-37 and §§ 1041(b)(2) and (3).

2 Rev. Rul. 85-13, 1985-1 C.B. 142.
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This rule is consistent with the benefit community property has enjoyed over jointly held

property in determining the basis of assets acquired from a decedent under section 1014.

2) Negative Basis Property.

Liabilities exceeding basis will be disregarded in determining a transferee’s
adjusted basis and whether gain is realized at death by the decedent or in a transfer to his
estate or to any beneficiary other than a “tax exempt” one.”® A beneficiary inheriting
carryover basis property subject to a liability exceeding basis may incur tax on its
subsequent disposition in an amount that could exceed its value. Thus, he should

consider disclaiming it.*®

If property subject to liabilities in excess of basis is left to a charity, a foreigner
or, to the extent provided by regulations, to any other person for a tax avoidance purpose,
gain is realized by either the decedent at death or by the estate when it distributes the
property. A deduction for the distribution would only shield the tax liability to the extent
of the value of the property distributed. However, if such property passes to a domestic
trust that has no other assets, the collectability of the tax on the eventual sale of the asset

subject to liabilities in excess of basis is doubtful.
3) Property Received Within Three Years of Death

In general, property given to a decedent within three years of death will not

qualify for a basis adjustment. However, transfers within three years of death from a

2 Section 1022(g).

% As a general rule, disclaimed property passes to alternate takers, which may eventually mean
those who take under the intestate laws of the decedent’s domicile and, if all individual takers disclaim, to
the state of the decedent’s domicile which would be a tax exempt entity which would cause the decedent to
recognize the gain as of time of his death.
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spouse do qualify for a basis adjustment unless the donor spouse acquired the property by

gift from another person within the 3 year period.

(4) Income in Respect of a Decedent

As under section 1014, no adjustment to basis is allowed for income in respect of
a decedent (“IRD”) principally dealt with under section 691 including traditional IRAs,

section 401(k)s and similar tax deferred retirement plans.

(5) Satisfying Pecuniary Bequests with Carryover Basis Assets

Section 1040 provides that only post-death appreciation is recognized by an estate
if a pecuniary bequest is satisfied with appreciated carryover basis property. To the
extent provided in regulations, a similar rule will apply to trusts. Until then, revocable
trusts should make a section 645 election to be treated and taxed as an estate, which will
permit the trust to avoid gain recognition pursuant to section 1040 while the election is
effect. Section 1040 seems to exempt IRD from being recognized when satisfying a
pecuniary bequest, unless there has been an increase in value since death. This is based
on a literal reading and may have been unintentional. A beneficiary’s basis will be the
transferor’s basis immediately prior to transfer, plus the gain recognized by the estate or
trust on the transfer. Thus, selection of assets to fund pecuniary bequests will
significantly affect the beneficiary’s future income tax liability, potentially resulting in a
significant gain at a later sale or other taxable disposition. A “boilerplate” provision
allowing pecuniary bequests to be paid in cash or in kind and without regard to basis in

the discretion of the executor could, under a carryover basis regime, distort a decedent’s
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estate plan, such as where the decedent bequeathed a specific sum to an individual and

intended the legatee to receive that amount without any inherent income tax liability.
(6) Principal Residences

The $250,000 exclusion under section 121 on the sale of a principal residence will
be extended to estates and heirs, if the residence was used by the decedent as such for two
or more years during the five years before its sale. There can be tacking of the decedent’s
occupancy period to that of the individual beneficiary’s in determining if the two-year
rule is fulfilled, even if the residence was owned by a trust during the decedent’s
occupancy.27 However, this exclusion is allowed only to an estate or an individual
beneficiary and not to a trust. Therefore, sales should be made before funding a
testamentary trust. A revocable trust making a section 645 election to be taxed as an

estate should also be able to use this exclusion while the election is in effect.
(7)  No basis adjustment or credit is allowed for state and foreign death taxes.

This is a particularly harsh consequence for U.S. citizens residing abroad. Not
only may assets have to be sold to pay foreign death taxes without an income tax “credit”

for the foreign death tax, but state death taxes may present the same problem.

J. Information Returns, Other Estate Administration Problems and Risks to

Executors

7 Conference Committee Report (H.R. CONF. REP. No. 107-84), hereafter H.R. 107-84. The
report refers to the beneficiary as an “heir,” which could be limited to an intestate beneficiary, but this was
probably not the intent.
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An as yet not designed information return, in lieu of a United States estate tax
return, is required to report large transfers at death.®® All property (other than cash)
acquired from a decedent with a fair market value at death exceeding the $1.3 aggregate
basis increase (without increase for unused built-in losses and loss carryovers) will
require the executor to file such a return reporting large transfers at death.®® This filing
requirement also applies to appreciated property acquired by the decedent within three
years of death, for which the donor was required to file a gift tax return.’’ Basis increase
allocations must be made by the executor on an asset by asset basis, on that return, for
2010 deaths. Allocation can be made to one or more shares or to an entire block of stock,

but an asset’s basis cannot be adjusted above its fair market value on date of death.

The return must report, to both the LR.S. and the beneficiaries, the recipient’s
name and tax identification number (TIN), the property’s accurate description, its
adjusted basis in the decedent’s hands, its fair market value at his death, his holding
period, sufficient information to determine whether any gain on its sale is ordinary
income, the amount of basis increase allocated to the property and any other information

prescribed by not yet proposed regulations.

The return must be filed if the aggregate value of these assets (excluding cash)

exceeds $1,300,000. If the executor cannot make a complete return, then every person

[

holding any legal or beneficial interest in the property must file one.>' For non-resident

2 See section 6018.
¥ As specified in § 6018(c).
30 Section 6018(b)(2).

31 Section 6018(b)(4).
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aliens’ estates, the return requirement applies only to tangibles situated in the United

States and other property acquired from that decedent by a U.S. person.

All return preparers must furnish a written statement to each beneficiary with the
name, address and phone number of the person required to make the return and the
information called for about the decedent’s property passing to that person, no later than
30 days after the return is filed.** These returns are required when the federal income tax
return for the decedent’s last taxable year is due to be filed. This would be April 15,
2011 or as late as October 15, 2011, if extensions to file are requested. (Thus, the I.LR.S.
has a long time before it must release form return.) There is a $10,000 late filing penalty
against the executor and a $500 penalty for each failure to furnish the section 6018(b)(2)
information concerning certain gifts received by a decedent within three years of death.
Furthermore, a $50 penalty will be imposed for failure to furnish statements to the
recipients.>> A reasonable cause exception exists for failure to comply with these

requirements.

Administration of 2010 decedents’ estates will be complicated by allocation of
basis adjustments. Determining optimum allocation may not be the fairest way of doing
that under general fiduciary principles. The fairness of an allocation will probably be
disputed and possibly litigated between beneficiaries. Even relatively small estates will

have to appraise hard-to-value and not readily marketable assets.

The lack of a decedent’s records will require extra time to reconstruct basis,

particularly for jewelry, collectibles and similar items of tangible personal property

32 Section 6018(e).

¥ Sections 6716(b) and 6019(b).
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purchased in small quantities over a lifetime. The reporting requirements and dealing
with disputes between beneficiaries over exemption allocations may increase the risk of
surcharge actions, malpractice suits against attorneys for alleged mishandling of
allocations or violations of fiduciary duties in making them. An executor who is also a
beneficiary will have conflicts of interests in allocating potential basis increases and may

be accused of violating his duty of loyalty to the estate.

It is likely that the 1.R.S. will have enforcement problems. It is unclear if and
when the as yet to be designed return, upon which basis allocations and other information
must be reported, will be audited or what penalties will apply in the event of a valuation
dispute. If sales occur decades after a 2010 death, can the seller rely on the return’s data?
Until statutes of limitations run on income tax returns on which beneficiaries report the
sale or other taxable disposition of property acquired from a decedent, the disclosures on
the executor’s information return can apparently be questioned by the I.R.S., even many
years after the estate was closed and the executor discharged or died or if a bank that was

executor is no longer in business.

K. Planning

While carryover basis will only have an impact on decedents dying in 2010,
unless Congress extends it, the impact of it on estate planning must nonetheless be

considered.

One solution for clients with assets without a readily ascertainable basis would be
to estimate basis and sell them while alive. Then, in a possible audit, it might be easier

for the taxpayer than for his executor to negotiate a favorable settlement. Another
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advantage of selling assets while alive would be to eliminate costly difficulties for the
executor and the accompanying uncertainty beneficiaries may experience while the basis
issue is disputed with the LR.S. Another solution for a client concerned about dying
during 2010 with an asset without basis records would be to give it to a charity for its

charitable purposes.

Provisions to protect executors should be drafted into the instruments to exonerate
them from liability for asset allocation. Naming a corporate executor, or even co-
executor, if the latter is solely responsible for the allocations, should reduce accusations

of conflicts of interest.

Engagement and advice letters should alert clients to carryover basis problems
that their estates will face if they die this year or if carryover basis is extended beyond
2010. They should be advised to determine the basis of existing property to the extent
possible and urge maintenance of proper records of all future acquisitions and additions,
as well as request the client’s permission to review instruments to deal with possible his
death in 2010. Some attorneys may wish to ask the client to sign and return the letter to

establish that the attorney gave this advice.

L. Unresolved Questions

1. Will the basis of assets inherited in 2010 be adjusted to date of death fair
market value when EGTRRA expires and the Code is applied to years after 2010 as if
EGTRRA had never been enacted, i.e., as if section 1014 had never ceased to apply? If

so, where possible, sales of assets in these estates should be delayed until after 2010. s.
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2. Is the nature of a decedent’s gain (e.g., ordinary income or capital gain)
carried over?  If the decedent was a dealer, will the estate have to treat the property as
inventory rather than a capital asset? There is no definitive rule contained in section
1022 that says that the nature of the gain will remain the same in the hands of the

inheritor as it was in the decedent’s hands.

3. It should be noted that the legislative history of EGTRRA indicates that
the character of the income to the decedent determines the character of the income to the
estate or beneficiary who inherits the asset from the decedent.  Specifically, “[t]he
character of any gain or loss on the sale of an asset is also carried over with its basis. For
example, depreciated real estate, which would have been subject to ‘recapture’ tax had it
bee sold by the decedent, will be subject to such recapture if sold by his estate.”*The
statute, however, as mentioned, does not appear to include language that requires this
result. For example, if the decedent was a dealer, is the inventory later sold by the
decedent’s estate ordinary income to the estate, as it would be to the decedent? Nothing

in the statute mandates that result.

4, While it does not appear to have been intended, it seems that section 1040
excuses recognition of income as IRD, if used to satisfy a pecuniary bequest. Will this be

allowed?

M. Possible Congressional Action

Senate Majority Leader Harry Reed and Minority Leader Mitch McConnell have

discussed trading Republican votes for a jobs bill for Democratic votes to restore the

3 H.R.107.37.
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2009 estate tax rates of 45% on estates over $3.5 million along with reinstating the estate
tax retroactive to January 1, 2010. Retroactive legislation may lead to litigation by
estates challenging the constitutionality of apply the reinstated tax to the estates of
decedents who died prior to enactment. Unfortunately, however, there is yet no

indication whether carryover basis will also be retroactively repealed.

N. Conclusion

However Congress deals with the absence of estate and GST taxes for 2010
decedents, it may once again consider the retroactive repeal of carryover basis. The cost
of administering the carryover basis rules both to the I.R.S. and taxpayers may exceed its
revenues. Because many more people will be affected by the carryover basis provisions
than would be affected by an estate tax with a $3.5 million exemption, Congress might be
able to curry political favor by retroactively reenacting the estate tax with such an

exemption and repealing the carryover basis provisions.
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Steve Leimberg's Estate Planning Email Newsletter - Archive Message #1659

Date: 10-Dec-09
From: Steve Leimberg's Estate Planning Newsletter
Subject: PLR 200949012 - Beneficiary Defective Trust(sm) Private Letter Ruling

"Private letter ruling 200949012 sets forth what appears to be a certain and correct way to allow one person
(such as a parent) to create a trust for another (such as a child) in a manner to make the trust a grantor trust
with respect to such other (such as the child), even after the power to withdraw all property without
restriction lapses because the beneficiary's power to withdraw for health, education, maintenance and
support does not lapse. That will permit this Beneficiary Defective T rustM to grow free of income tax and
without causing the beneficiary to be deemed to be making a gift by paying the income tax on the income
imputed to him or her under Code Sec. 671 and 678. It also permits the beneficiary to sell assets to the trust
without gain, under Rev. Rul. 85-13, while being able to benefit from and to maintain control over the assets
sold without gross estate inclusion, if the sale is for full and adequate consideration in money or money's
worth."

Trusts that are defective with respect to their grantors have long been popular with clients and their advisors.
Trusts that are defective with respect to their beneficiaries are a relatively new development, and have
become quite popular because of their creditor protection and estate exclusion features. As they draft these
specialized trusts, a question some advisors have wrestled with is the extent to which a "lapse" will be treated
as a "release"” for section 678 purposes.

In their commentary, Jonathan G. Blattmachr and Diana S. C. Zeydel inform LIST members about a
recent development that illustrates how to more assuredly create a trust that remains a section 678 trust, or a

Beneficiary Defective TrustM, even after the power to withdraw all property from the trust lapses. They
also explain why this produces an important planning option for clients.

Jonathan G. Blattmachr is the author of five books and hundreds of articles and co-developer with Michael

L. Graham, Esq., of Dallas, Texas, of Wealth Transfer PlanningSM a software system for lawyers.
Jonathan also was the principal drafter of the request for ruling that resulted in the issuance of PLR
200949012 which is the subject of this important LISI commentary.

Diana S. C. Zeydel is a shareholder of Greenberg Traurig, P.A. in Miami, and is a frequent lecturer and
author.

Here is their commentary:
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EXECUTIVE SUMMARY:

The IRS has just issued Private Letter Ruling 200949012. Although it may not, under section 6110(k)(3) of
the Code, be cited or used as precedent, it appears correctly to conclude that a trust that is not a grantor trust
with respect to its creator will be a grantor trust with respect to its beneficiary if the beneficiary is granted
unilateral right to withdraw all trust corpus for any reason (or no reason at all) which lapses.

In the ruling, following the lapse, the beneficiary continues to have the right to withdraw all the trust property
for his or her health, education, maintenance and support (HEMS). The HEMS power is used in the ruling to
ensure that the power to withdraw is not treated as having been entirely released but only partially released
consistent with the precise wording of Code Sec. 678(a)(2). The ruling was not predicated on the power to
withdraw for HEMS being a Code Sec. 678(a)(1) power.

It is the authors' view that this represents the first such private letter ruling dealing with this issue.

FACTS:

Background

A grantor trust is one whose income, deductions and credits against tax are attributed under Code Sec. 671
to the grantor. The attribution of income, deductions and credits will occur with respect to the grantor if any
of the conditions described in Code Sec. 673 to 677 or Code Sec. 679 is present.

Where those provisions apply, the grantor is treated as the "owner," in the parlance used in the Code and
regulations, of the trust, for income tax purposes. In fact, such trusts are sometimes called "substantial owner
trusts." Grantor trusts (also known as "defective trusts") are often the estate planner's best friend.

For example, one of the most powerful factors in financial planning, of which estate planning is a subset, is
the income tax free compounding of wealth. Because the income of a grantor trust is received by the trust
but is taxed for income tax purposes to the grantor, the trust grows on an income tax free basis.

In Rev. Rul. 2004-64, 2004-2 CB 7, the Internal Revenue Service acknowledged that a grantor did not make

a gift by paying income tax on the trust's income attributed to the grantor under the grantor trust rules. Some

commentators have concluded, based upon "Monte Carlo" simulations, that such a tax free compounded for a

grantor trust is a more significant wealth tax reduction strategy than a grantor retained annuity trust (GRAT),

an installment sale for a grantor trust (ISGT) or even a 30% discount in value of assets being transferred out
[l

of the property owner's estate is likely to be.

In fact, a GRAT is an effective strategy in significant measure, in many cases, because the trust is a grantor
trust. The GRAT can distribute appreciated assets back to the grantor in satisfaction of the grantor's right to
[ii]

the annuity payments without triggering gain for income tax purposes to the trust or to the grantor.

If the trust were not a grantor trust, the distribution of non-cash assets in satisfaction of the annuity (a

pecuniary sum) would cause the trust potentially to recognize gain if the assets distributed in satisfaction of
iii

the annuity have a basis less than their fair market value. In PLR 200846001 (not precedent), the IRS
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ruled that the exercise of a power of substitution with respect to a GRAT does not have gift or income tax
consequences.

[iv]
An installment sale to a grantor trust also may be an especially effective wealth tax reduction strategy
v
The IRS has ruled that the existence of a grantor trust is ignored for Federal income tax purposes.
Hence, the sale of appreciated assets to a grantor trust does not cause realization of gain or other income, nor
does the payment of interest to the grantor by the trust cause the receipt of gross income if the assets were
[vi]

sold to the trust for a note.
Estate Tax "Problems' with Traditional Grantor Trusts

Because a grantor trust permits its beneficiaries to experience tax free compounding of wealth a grantor trust
should be considered for all wealth transfer strategies at least for as long as the grantor can endure paying tax
on the wealth held in trust for the beneficiaries. This would include using a grantor trust to hold the
remainder in a GRAT after the annuity term ends, after the retained use term in a qualified personal residence
trust (QPRT) expires, and after indebtedness arising from an ISGT is paid in full.

Indeed, the grantor rarely will be a beneficiary of the grantor trust (other than, for example, during the

annuity term of a GRAT but not thereafter). If the grantor remains a beneficiary of the trust, there may be a

risk that the trust will be included in the grantor's gross estate for Federal estate tax purposes, thwarting the

estate tax planning effectiveness of the arrangement. Such estate tax inclusion will occur if the grantor

retains the right to the income of the trust or it is found that there was an implied understanding between the
vii

trustee and the grantor that is would be distributed to the grantor.

Even if there is no implied understanding, estate tax inclusion nonetheless will occur if the grantor's creditors
can attach the assets in the trust. Under the law of most states, a trust an individual creates or "settles"
and from which distributions may be made to himself or herself (a so-called "self-settled trust") is void with
respect to his or her creditors and, therefore, is permanently subject to the claims of his or her creditors
regardless of the motive for creating the trust and regardless of whether the claim arose before or after the

[ix]

trust was formed.

Nonetheless, the trust could be created in a jurisdiction (such as Alaska or Nevada) where such a "self
settled" trust is not subject to the claims of the grantor's creditors as long as, among other conditions, the
grantor was not trying to defraud his or her creditors when creating the trust. Cf., e.g., Estate of German v.
United States, 7 Cl. Ct. 641 (1985) (self-settled trust not included in the gross estate of the Florida decedent
because the IRS could not establish that the trust was subject to the claims of her creditors under Maryland
law which governed the trust). See, also, PLR 200944002 (not precedent), which held that a self-settled
spendthrift trust created under Alaska law would not be included in the grantor's gross estate unless some
other factor, such as an implied understanding between the trustee and the grantor that the grantor would
benefit from the trust, were present.

Although creating the trust in a jurisdiction that does not permit the grantor's creditors access to the trust may

prevent the property from being included in the grantor's gross estate, the grantor's access to the trust must be
very limited as a practical matter. If, for example, the trustee makes regular distributions to the grantor, it is
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x]
almost certain it will be found there was an implied understanding, causing gross estate inclusion. In
addition, the grantor may neither retain nor hold at or within three years of death any control over the
beneficial enjoyment of the trust property--otherwise the trust may be included in the grantor's gross estate
under Code Sec. 2036(a)(2) and/or 2038.

What would be preferable is if the trust could be a grantor trust without concerns of creditor attachment or
estate tax inclusion. For some, there is a way: a Beneficiary Defective TrustSM, which is a special trust

described in Code Sec. 678 that was the subject of new private letter ruling (PLR) 200949012.

Beneficiary Defective TrustSM

Under Code Sec. 678, a beneficiary who is not the actual grantor nonetheless is treated as the trust's owner,
causing the income deductions and credits against tax of the trust to be attributed to him or her, if the
beneficiary holds the unilateral right to withdraw the property from the trust. In other words, such a trust is
treated as substantially owned by the beneficiary so the grantor trust rule of attributing the income,
deductions and creditors of the trust to beneficiary occurs under Code Sec. 671. Beneficiaries are often given
such a right unilaterally to withdraw the trust assets in so-called Crummey trusts, named after the famous

case of Crummey v. Commissioner, 397 F.2d 82 (9th Cir. 1968), in order to qualify transfers to the trust for
[xi]

the gift tax annual exclusion.

The beneficiary's power of withdrawal not only causes the beneficiary to be treated as the trust's owner for
income tax purposes but it also causes him or her to be treated as holding a general power of appointment
within the meaning of Code Sec. 2514 and 2041. And that, of course, means that the property over which the
beneficiary holds the general power will be included in the beneficiary's gross estate.

In addition, the law provides that if the beneficiary releases or exercises the power, the beneficiary will be

treated as making a gift (to the extent the power is exercised in favor or someone other than the beneficiary)

and/or treated as a transfer for estate tax purposes (such as where the beneficiary exercises it in further trust
xii

from which the beneficiary is entitled to income for life). Hence, from an estate tax perspective, such a

beneficiary seems no better off than the grantor who creates a self-settled trust: in each case, entitlement to

income or a power of control causes estate tax inclusion.

But Code Sec. 2514(e) and 2041(b)(2) provide that if the power of withdrawal lapses, it is not a gift (or a
transfer for estate tax purposes) except to the extent the power lapses in excess of the greater of $5,000 or 5%
of the value of the property over which the power is exercisable in a given calendar year. Hence, and as is
well known, the power granted in a "Crummey trust" (which allows the property transferred to the trust to
qualify for the gift tax annual exclusion under Code Sec. 2503) is made to lapse at a rate of the greater of
$5,000 or 5% a year.

Over time, the beneficiary gradually will lose the power of withdrawal by reason of the "5 and 5" lapse,
except to the extent additional property is transferred to the trust which is subject to the withdrawal power.
The question is whether that lapse causes the beneficiary to lose the status as the trust's owner—that is, does
the trust stop being a defective trust with respect to the beneficiary?

Code Sec. 678(a)(2) provides that the beneficiary remains the owner where the power of withdraw is
"partially released or otherwise modified" by the beneficiary and the trust would be a grantor trust if the
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beneficiary had been the true grantor (e.g., the beneficiary is eligible to receive trust distributions from the
trustee). Several private letter rulings (not precedent under Code Sec. 6110(k)(3)) indicate that the IRS may
view a complete lapse (under the Code Sec. 2514(e) and 2041(b)(2) "5 and 5" limitation) as a partial release.

[xiii]

However, such a conclusion does not seem to be able to be reconciled with the language of Code Sec. 678 or
its regulations. It is hard if not impossible to see how a complete lapse is a "partial release" or "other
modification" of the power of withdrawal. First, it is unclear whether a "lapse” (which apparently is the
disappearance or elimination of the power without any action by the powerholder) is a "release”. Code Sec.
2514(e) and 2041(b)(2) provide that a lapse is a release for purposes of those sections although only to the
extent the lapse exceeds the "S and 5" level mentioned above.

This begs the question of whether a lapse is a release for purposes of section 678. Even assuming it is, it is
hard to see how the complete lapse is a "partial release of other modification" of the power of withdrawal.
Nevertheless, the new private letter ruling suggests there is a way in which lapse is treated as a partial release
and the trust could remain "defective" for income tax purposes with respect to its beneficiary.

Coupling a Unilateral Power of Withdrawal with a HEMS Power

In private letter ruling 200949012, a trust was created for a beneficiary by someone else. The trust granted

the beneficiary (a) the unilateral right to withdraw all contributions made to the trust (1) for any reason (or no

reason at all) and (2) for the beneficiary's health, education, maintenance and support (HEMS), and (b) a

testamentary special (non-general) power of appointment. A unilateral power to withdraw the property for
Xiv

any reason is a general power of appointment but a power to withdraw under HEMS is not.

The IRS expressly notes that "This power [to withdraw under the HEMS standard] will not lapse." But the
IRS also expressly notes that the unilateral "power [to withdraw for any reason] will lapse each calendar year
in an amount equal to the greater of $z and y% of the value of the Trust." (it seems clear "$z" means
"$5,000" and "y%" means "5%.")

Even if the grantor contributed $1,000,000 to the trust, the power to withdraw for any reason would lapse at
least after 20 years—as 5% of $1 million is $50,000. If the trust grew in value, the power would lapse even
faster because it would lapse at an annual rate of 5% of a greater sum than $1 million. But the power of
withdraw would have disappeared only in part. That is, the lapse would have been partial only: the power to
withdraw for HEMS would remain.

Indeed, private letter ruling 200949012, the IRS concludes the "Beneficiary will be treated as the owner of
Trust for federal income tax purposes under §§ 671 and 678 before and after the lapse of Beneficiary's power
of withdrawal with regard to any transfer to Trust." This statement suggests that the IRS does equal "lapse”
with "release" for purposes of section 678 and that, on account of the continuous non-lapsing power to
withdraw to HEMS, it is a partial release.

A Little More Analysis
As explained in detail in Gans, Blattmachr & Lo, "A Beneficiary as Trust Owner: Decoding Section 678,"
35 ACTEC Journal 106 (Fall 2009), it appears that a trust will not be a section 678 trust if the beneficiary's

power to withdraw is limited to a standard such as HEMS. In other words, for the trust to be a section 678
trust, the beneficiary must be given the unilateral right to withdraw all income or corpus from the trust.
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Yes, a trust may be defective in part but our goal is to make the trust a section 678 trust in its entirety. And,
yes, "income" under the grantor trust rules, unlike the "normal" rules relating to the income taxation of
estates, trusts and their beneficiaries, means income for tax purposes (including capital gains), not fiduciary
accounting income. See Reg. §1.671-2(b). And it is possible that if the beneficiary was given only a power
to withdraw all tax income from the trust, and no power over corpus, and that power never lapsed, only the
unwithdrawn tax income would be included in the powerholder's gross estate under section 2041.

But see Rev. Rul. 66-161, 1966-1 C.B. 164 dealing with a power to withdraw capital gains for grantor trust
purposes which holds that capital gains lose their character as such after the year they are earned and become
merged into corpus such that in the subsequent year a fraction of the trust appears to become a grantor trust
relating to the amount of capital gains subject to withdrawal in the prior year divided by the fair market value
of the trust at the beginning of the following year. But it would be preferable, in many cases, to prevent any
portion of the trust to be included in the beneficiary's gross estate.

But giving the beneficiary a unilateral right to withdraw gives the beneficiary a general power of
appointment for estate and gift tax purposes. So, to begin, granting the beneficiary a unilateral right to
withdraw makes the trust a section 678 trust but it will cause estate and/or gift tax issues for the beneficiary.
Now that power may be made to lapse at a calendar year annual rate of 5% or $5,000 without, perhaps,
adverse estate and gift tax purposes. But that seems to terminate section 678 status when the power has
lapsed in its entirety.

In other words, once the power to withdraw lapses in full, it does not seem to be a "partial release or other
modification" of the power. And Code Sec. 678(a)(2) states that a trust remains a section 678 trust if (1) the
power is partially release or otherwise modified and (2) it would be a grantor trust with respect to the real
grantor if the real grantor had retained an interest or power described in any of sections 673, 674, 675, 676,
677 or 679. So, by way of example, if the beneficiary has partially released or otherwise modified the power
and if any of the conditions set forth in sections 673-677 or 679 are present (e.g., the trustee may distribute
the corpus to the beneficiary), the trust remains a section 678 trust.

For example, let's suppose the trust gave the beneficiary a unilateral right to withdraw all trust corpus and it
provided that the beneficiary could release the power in whole or in part. Let's assume the beneficiary
released the power so he or she could only withdraw the property for his or her health, education,
maintenance and support. That would certainly seem to be a "partial” release. Because a trust from which
the real grantor could withdraw property for such reasons would be a grantor trust under Code Sec. 676, the
trust for the beneficiary with respect to which he or she had made such a partial release would remain a
section 678 trust.

But that affirmative release would not expunge the estate and gift tax general power of appointment problem
the beneficiary had at the beginning. The only way "out" of a general power of appointment (other than by a
disclaimer pursuant to section 2518) is to let it lapse under the 5%/$5,000 rule mentioned above.

And, in the example above, it is a true release not a lapse. And that is true even though a power to withdraw

for HEMS is not a general power of appointment for estate and gift tax purposes. The reason is that the

beneficiary either made a gift by reason of partial release or is deemed to have retained sufficient power to
(xv]

continue to cause estate tax inclusion under section 2041.

The bottom line is that in PLR 200949012 the unilateral power is allowed to lapse, thereby avoiding section
2041, but for such lapse to be treated only as a partial release for purposes of section 678 so defective trust
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status for the beneficiary continues. Again, the private letter ruling expressly states,

"Beneficiary will be treated as the owner of Trust for federal income tax purposes under §§ 671 and
678 before and after the lapse of Beneficiary's power of withdrawal with regard to any transfer to
Trust.”

Thus, the ruling, at least, seems to accept a "lapse” as a "release" so that the lapse to a HEMS standard falls
within Code Sec. 678(a)(2) as a "partial release" even though as to the unilateral right to withdraw there is a
lapse not a release.

A Comment about the Portion Rule

Howard Zaritsky has raised an additional issue not analyzed in the ruling, Reg. § 1.671-3(a)(3)deals with
the issue of when only a portion of a trust is treated as owned by the grantor or another person. If a portion
of a trust treated as owned by the grantor or another person consists of an undivided fractional interest in the
trust, or a interest represented by a dollar amount, only a pro rata share of each time of income, deduction
and credit is normally allocated to the portion.

Where the portion owned consists of an interest in or a right to an amount of corpus only, a fraction of each
item (including items allocated to corpus such as capital gain) is attributed to the portion.

"The numerator of this fraction is the amount which is subject to the control of the grantor or other
person and the denominator is normally the fair market value of the trust corpus at the beginning of
the taxable year in question.”

How would this regulation affect the analysis? If the beneficiary had a right to withdraw 100% of the trust
corpus at the time the trust is funded (there being no income) and 100% lapsed, it would seem the beneficiary
should be treated as owning 100% of the trust for income tax purposes.

But in the facts of the ruling only the greater of $5,000 and 5% lapses and the balance would continue to be
subject to withdrawal in the following year. In that case, it would seem that if 5% lapses, the beneficiary is
the owner of 5% of the trust going forward.

But what about the unlapsed portion? It seems possible that the beneficiary would be treated as owning a
fraction of the trust the numerator of which is the amount currently subject to withdrawal and denominator of
which is the fair market value of the trust. That fraction would seem to be added to the 5% owned by reason
of the lapse. If the trust estate appreciates, this means that in the second year less than the entire trust will be
treated as owned by the beneficiary.

If the foregoing analysis is correct, the trust would be wholly grantor at least by the 20th year of
administration (5% X 20 = 100%).

Alternatively, if the power of withdrawal were as to a fraction, and were to hang as to a fraction, then the two
fractions would always add up to 100%. So in year 1 the beneficiary may withdraw 100% which lapses as to
5% and continues as to 95%. In that way, if the trust appreciates, the entire trust would remain a wholly
grantor trust as to the beneficiary.

A negative is that this could cause a greater portion of the trust to be included in the beneficiary's gross estate
for a longer period of time, assuming appreciation, because as the trust appreciates, so would the power of
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withdrawal or the unlapsed portion.

As previously indicated, the ruling does not analyze the cited regulation. The ruling appears to conclude that
if at any time the beneficiary had the power to withdraw 100% of the trust, then the beneficiary owns 100%
of the trust thereafter for income tax purposes.

Additionally, the power of withdrawal in the ruling was not limited to corpus, and a power limited to corpus
is what literally invokes the fraction analysis under the regulation. However, grantor trust status is a year in
year out determination. And by the second year the determination of grantor trust status appears to be a two
part analysis: part one relates to the power of withdrawal that was partially released, which invokes at least a
5% fraction under Code Sec.678(a)(2), and part two relates to the unlapsed power of withdrawal under Code
Sec. 678(a)(1), possibly invoking the fraction analysis because the remaining amount subject to withdrawal is

[xvi]
pecuniary.

COMMENT:

Enhancing Estate Planning for the Powerholder Beneficiary

As mentioned above, grantor trust status provides significant opportunities for estate planning for the grantor
such as by allowing the trust to grow on an income tax free basis and permitting the grantor to sell assets to
the trust without gain and in exchange for low (Applicable Federal Rate) interest charge. By making the
trust a grantor trust with respect to the trust beneficiary under Code Sec. 678 provides that beneficiary with
similar and, to some degree, even enhanced estate planning opportunities.

For example, a grantor cannot be a beneficiary of the trust unless the trust is created in a jurisdiction (such as
Alaska or Nevada) where the grantor's creditors are not given access to the trust property. Even ifit is
created and administered in such a jurisdiction, the grantor cannot retain the right to trust distributions or
have any control over the beneficial enjoyment of the trust property or the trust will be included in his or her
estate under Code Sec. 2036 and/or 2038.

But with a Beneficiary Grantor Trust(sm) or BGT(sm), the Beneficiary can hold both interests and powers
without gross estate inclusion because the Beneficiary is not the person who transferred property to the trust.
Of course, to the extent the Beneficiary's power of withdrawal has not lapse by his or her death, the trust
property will be included in his or her gross estate under Code Sec. 2041.

Because the Beneficiary may be able to hold powers over the trust without causing estate tax inclusion, this
provides an opportunity of the Beneficiary inadvertently making a gift when selling property to the trust
(whether or not for a note). As explained in detail in the ILS Newsletter "Safety Nets for Installment Sales
to Grantor Trusts," which can be downloaded on the Home Page at www.interactivelegal.com, if a
beneficiary holds the power to veto distributions to trust property to others and holds a special power of
appointment at death, any gift made to the trust (by sale for less than full and adequate consideration or
otherwise) will be incomplete, thereby foreclosing the possibility of gift tax being imposed on it.

Although any gift element transferred to the trust by the beneficiary (such as a sale for less than full value)
could result in a portion of the trust being included in the beneficiary's estate, the beneficiary may report the
sale on his or her own gift tax return (Form 709) and take the position the sale was for full value. As long as
full disclosure set forth in Reg. § 301.6501-1(f)(3) is made on the gift tax return, any transfer reported as a
full value sale can only be challenged by the IRS within, as a general rule, within three years of the filing of
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the return.

If the IRS does not make a successful challenge, it not only will be unable to later claim that the sale was, in
whole or in part, a taxable gift, but also will be foreclosed from contending the property is included in the
selling-beneficiary's gross estate (except to the extent the beneficiary holds a general power of appointment
over the trust property) and from contending that the amount of the property exempted from generation-
skipping transfer tax by allocation of GST exemption is incorrect.

More on Creditor Rights and Beneficiary Rights of Withdrawal

Whether or not a trust remains one that is treated as substantially owned by the beneficiary after the right to
withdraw property from the trust lapses, it may remain subject to the claims of creditors of the beneficiary.
Not only may that be adverse if a creditor holds a claim against the beneficiary that may be satisfied with
trust assets, it also may cause the trust assets to be included in the beneficiary's gross estate under Code Sec.
2041. The reason is that a general power of appointment under that section includes one that the beneficiary
can appoint to his or her creditors. Code Sec. 2041(b)(1).

To the extent the beneficiary has allowed his or her power of withdrawal to lapse, the beneficiary may be
treated as the trust's grantor triggering the self-settled trust rules under state law. In other words, it may be
that, under state law, the beneficiary who allows his or her withdrawal power to lapse may be treated as the
trust's grantor because he or she has, in effect, turned his or her back to the property. And, if that is the case,
the beneficiary is now treated as the "settlor” who has created (to the extent of the lapse) a "self-settled
trust.”

As mentioned above, a self-settled trust under the law of most states, is void with respect to the grantor's
[xvii]
creditors—that is, the "settlor's" creditors can attach the trust property. Hence, the beneficiary would
hold the power, under state law, to relegate his or her creditors to the assets of the trust, thereby making it a
general power of appointment—because, as mentioned above, a general power of appointment for tax
purposes includes one where the powerholder may appoint the property "in favor of the decedent([*s]
[xwviii]

creditors.”

Even if one may conclude, which seems difficult, that the powerholder has not made a contribution to a self-
settled trust by allowing his or her withdrawal power of the trust assets to lapse, the trust likely would be
considered self-settled to the extent the powerholder makes a sale of property to the trust for less than fair
value. As mentioned above, a beneficiary may sell an asset to the trust, for cash, for a low AFR interest note
or for some other asset.

Even if the IRS does not successfully challenge that the sale was for less than full and adequate consideration
in money or money's worth, a state court may conclude that the sale was for less than full value and, to that
extent, the beneficiary has made a transfer to a self-settled trust. As mentioned above, that may cause estate
tax inclusion under Code Sec. 2041 because the beneficiary may relegate his or her creditors to the trust.

The IRS may be foreclosed from attempting to include the property in the beneficiary's gross estate under
Code Sec. 2036 or 2038 (because the IRS did not challenge that the sale was for full value) but it will not be
foreclosed from arguing that the beneficiary holds a general power of appointment because he or she, under
applicable local law, may relegate his or her creditors to the trust assets which, as explained above, will cause
the beneficiary to hold a general power of appointment under Code Sec. 2041.
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As explained in Gans, Blattmachr & Zeydel, "Supercharged Credit Shelter Trust>M," Probate & Property,
July/August 2007, pg. 52, there are two potential solutions to block that general power of appointment
problem from arising. First, the trust could be created in a jurisdiction (again, such as Alaska or Nevada)
which would foreclose the creditors of the selling-beneficiary from attaching the trust property even if it is
sold to the trust for less than its full value. Second, distributions to the selling-beneficiary could be limited
to an ascertainable standard relating to health, education, maintenance and support. Distributions pursuant to
Xix
that standard, even if held by the beneficiary, are not a general power of appointment. In fact, it may
be best to use a "belt and suspenders" approach by using both solutions.

Summary

Private letter ruling 200949012 sets forth what appears to be a certain and correct way to allow one person
(such as a parent) to create a trust for another (such as a child) in a manner to make the trust a grantor trust
with respect to such other (such as the child), even after the power to withdraw all property without
restriction lapses because the beneficiary's power to withdraw for health, education, maintenance and support
does not lapse.

That will permit this Beneficiary Defective TrusttM to grow free of income tax and without causing the
beneficiary to be deemed to be making a gift by paying the income tax on the income imputed to him or her
under Code Sec. 671 and 678.

It also permits the beneficiary to sell assets to the trust without gain, under Rev. Rul. 85-13; while being able
to benefit from and to maintain control over the assets sold without gross estate inclusion (if the sale is for
full and adequate consideration in money or money's worth).

In order to ensure the beneficiary will not be treated as having made a gift by such a sale, the beneficiary
should hold a power to veto distributions to others and to appoint the property at death to persons other than
himself or herself, his or her creditors or estate or creditors of his or her estate.

However, the trust likely should be created under the law of a state that denies creditors access to a self-
settled trust and, perhaps, distributions, even in the discretion of a trustee other than the beneficiary, should
be permitted to be made to the beneficiary only under an ascertainable standard relating to health, education,
maintenance and support.

HOPE THIS HELPS YOU HELP OTHERS MAKE A POSITIVE DIFFERENCE!

Jonathan Blattmachwr
Dianav Zeydel

CITE AS:

LISI Estate Planning Newsletter #1559 (December 10, 2009) at http://www.leimbergservices.com.(LISI).
Reproduction in Any Form or Forwarding to Any Person Prohibited — Without Express Permission. © 2009
by Jonathan G. Blattmachr & Diana S. C. Zeydel. All Rights Reserved.
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