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PART ONE
FEDERAL RECENT DEVELOPMENTS 2008
I.
TRANSFER TAX SYSTEM AND ADMINISTRATION
1.
Inflation Adjustments.

Rev. Proc. 2008-66, 2008-45 I.R.B. at 1107 (November 10, 2008) sets forth the inflation-adjusted figures for exclusions, deductions and credits for 2009.  In the estate and gift tax area these figures are the following:

· Annual Exclusion:





Increases to $13,000
· Foreign Spouse Annual Exclusion:
Increases to $133,000

· §2032A Aggregate Decrease:

Increases to $1,000,000

· §6601(j) 2% Amount:




Increases to $1,330,000

2.
Suspension of Minimum Required Distribtuions for 2009.

Section 201 of the Worker, Retiree, and Employer Recovery Act of 2008 excuses minimum required distributions for owners and beneficiaries of IRAs and other defined contribution plans for calendar year 2009.

Under the law, no minimum distribution is required for calendar year 2009 from individual retirement plans and employer-provided qualified retirement plans that are defined contribution plans (within the meaning of section 414(i)).  Thus any annual minimum distribution for 2009 from these plans required under current law, otherwise determined by dividing the account balance by a distribution period, is not required to be made.  The next required minimum distribution would be for calendar year 2010.  This relief applies to life-time distributions to employees and IRA owners and after-death distributions to beneficiaries.  

For example, if an individual attained age 70 1/2 in 2009 there will be no requirement to take a distribution for the 2009 year, even though the 2009 distribution could be delayed until April 1, 2010.  However, if the individual attained age 70 ½ in 2008, and delayed taking the 2008 distribution until 2009, the 2008 distribution must be taken on or before April 1, 2009.  

In the case of a deceased person’s account subject to the five-year rule, the five year period is determined without regard to calendar year 2009.  For example, if the participant died in 2007, the five-year period normally would end on December 31, 2012.  Due to the suspension of required distributions in 2009, however, the five-year period will now end on December 31, 2013.  

If all or a portion of a distribution during 2009 is an eligible rollover distribution because it is no longer a required minimum distribution, the distribution shall not be treated as an eligible rollover distribution for purposes of the direct rollover requirement and notice and written explanation of the direct rollover requirement, as well as the mandatory 20-percent income tax withholding for eligible rollover distributions, to the extent the distribution would have been a required minimum distribution for 2009 absent the new law.  Thus, for example, if an employer-provided qualified retirement plan distributes an amount to an individual during 2009 that is an eligible rollover distribution but would have been a required minimum distribution for 2009, the plan is permitted but not required to offer the employee a direct rollover of that amount and provide the employee with a written explanation of the requirement.  If the employee receives the distribution, the distribution is not subject to mandatory 20-percent income tax withholding, and the employee can roll over the distribution by contributing it to an eligible retirement plan within 60 days of the distribution. 

3.
Section 121 Exclusion for Spouses.
Section 121 was amended by the Mortgage Forgiveness Debt Relief Act of 2007 to provide that a surviving spouse may claim the $500,000 capital gains exclusion on the sale of a personal residence for up to two years after the first spouse’s death.   Prior law permitted the surviving spouse to claim the increased exemption only for sales occurring in the year of the first spouse’s death.  

4.
New Tax On Expatriation and Gifts by Expatriates.

Effective June 17, 2008, Section 877A was added to the Code by section 301(a) of Title III of the Heroes Earnings Assistance and Relief Tax Act of 2008.  The new section provides special rules for the treatment of property of certain individuals who cease to be treated as long-term residents or who relinquish their U.S. citizenship (expatriate). Pursuant to Section 877A(a)(1), covered expatriates, as defined in Section 877A(g)(1), are subject to income tax on the net unrealized gain in their property as if the property had been sold for its fair market value on the day before the expatriation date, as defined in Section 877A(g)(3).  Section 877A(a)(3) provides that the amount of gain includible in gross income under Section 877A(a)(1) is reduced (but not below zero) by $600,000.  For taxable years beginning in a calendar year after 2008, the $600,000 amount is adjusted for inflation. 

Under new chapter 15 of the Internal Revenue Code, a special transfer tax applies to certain “covered gifts or bequests” received by a U.S. citizen or resident.  A covered gift or bequest is any property acquired (1) by gift directly or indirectly from an individual who is a covered expatriate at the time of such acquisition, or (2) directly or indirectly by reason of the death of an individual who was a covered expatriate immediately before death.  A covered gift or bequest, however, does not include (a) any property shown as a taxable gift on a timely filed gift tax return by the covered expatriate, (b) any property included in the gross estate of the covered expatriate for estate tax purposes and shown on a timely filed estate tax return of the estate of the covered expatriate, and (c) any property with respect to which a deduction would be allowed as a charitable or marital deduction under section 2055, 2056, 2522 or 2523.

The tax is calculated as the product of (i) the highest marginal rate of tax specified in the table applicable to estate tax or, if greater, the highest marginal rate of tax specified in the table applicable to gift tax, both as in effect on the date of receipt of the covered gift or bequest; and (ii) the value of the covered gift or bequest.  The tax is imposed upon the recipient of the covered gift or bequest and is imposed on a calendar-year basis.  The tax applies to a recipient of a covered gift or bequest only to the extent that the total value of covered gifts and bequests received by such recipient during a calendar year exceeds the amount in effect under section 2503(b) for that calendar year ($13,000 for 2009).  The tax on covered gifts and bequests is reduced by the amount of any gift or estate tax paid to a foreign country with respect to such covered gift or bequest.

Special rules apply to the tax on covered gifts or bequests made to domestic or foreign trusts.  In the case of a covered gift or bequest made to a domestic trust, the tax applies as if the trust is a U.S. citizen, and the trust is required to pay the tax. In the case of a covered gift or bequest made to a foreign trust, the tax applies to any distribution from such trust (whether from income or corpus) attributable to such covered gift or bequest to a recipient that is a U.S. citizen or resident, in the same manner as if such distribution were a covered gift or bequest.  Such a recipient is entitled to deduct the amount of such tax for income tax purposes to the extent such tax is imposed on the portion of such distribution that is included in the gross income of the recipient.  For purposes of these rules, a foreign trust may elect to be treated as a domestic trust.  The election may not be revoked without the Secretary’s consent.

5.
2008 Priority Guidance Plan.
On September 10, 2008, Treasury and the Internal Revenue Service announced their joint priority guidance plan for 2008-2009.  The plan includes the following initiatives:

A.  Gifts, Estates and Trusts

1.
Regulations under §67 regarding miscellaneous itemized deductions of a trust or estate. Proposed regulations were published on July 27, 2007 but need to be revised in light of Knight v. Commissioner, 127 S. Ct. 3005, 168 L. Ed. 2d 725 (see Part VIII, 9 infra at page 60).
2.
Guidance under §529 regarding qualified tuition programs. An advance Notice of Proposed Rulemaking was published on January 18, 2008 (see Part VIII, 10, infra at page 60).

3.
Final regulations under §642(c) concerning the ordering rules for charitable payments made by a charitable lead trust. Proposed regulations were published on June 18, 2008 (see Part VII, 4, infra at page 47).
4.
Guidance under §643 regarding uniform basis rules for trusts.

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

6.
Revenue ruling regarding the consequences under various income, estate, gift, and generation-skipping transfer tax provisions of using a family owned company as a trustee of a trust. A proposed revenue ruling was published on August 4, 2008 (see Part VIII, 8, infra at page 58).

7.
Final regulations under Code Section 2032 regarding imposition of restrictions on estate assets during the six month alternate valuation period. Proposed regulations were published on April 25, 2008 (see Part III, 2, infra at page 30).

8.
Guidance under §2036 regarding graduated grantor retained annuity trusts (GRATs).

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

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

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

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

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

14. Final regulations under §7477 regarding declaratory judgment procedures relating to gift tax valuation issues. Proposed regulations were published on June 9, 2008 (see Part III, 3, infra at page 31). 

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

B.  Exempt Organizations

1.
Guidance on a voluntary compliance program for exempt organizations.

2.
Revenue procedure to modify Rev. Proc. 75-50 as to the publication requirement by a private school of its nondiscriminatory policy. 
3.
Proposed regulations under §§509 and 4943 regarding the new requirements for supporting organizations, as added by the Pension Protection Act of 2006.  The Service gave advance notice of what it intends to issue in Notice 2007-87, 2007-40 I.R.B. (October 1, 2007).
4.
 Final regulations under §§4965, 6011, and 6033 on excise taxes on prohibited tax shelter transactions and related disclosure requirements. Proposed regulations were published on August 20, 2007.
5.
Proposed regulations regarding the new excise taxes on donor advised funds, as added by the Pension Protection Act of 2006. 

6.
Regulations to implement Form 990 revisions.   These were published on September 9, 2008 as TD 9423. 

7.
Proposed regulations to update regulations under §6104(c) relating to disclosures to state charity agencies for changes made by the Pension Protection Act of 2006.

II.
PREPARER PENALTIES

Final Regulations have been published regarding the new penalty provisions for tax return preparers.  The Final Regulations reflect changes in the penalty provisions promulgated by Section 8246 of the Small Business and Work Opportunity Act of 2007 (the “2007 Act”), later amended by Section 506 of the Tax Extenders and Alternative Minimum Tax Relief Act of 2008 (the “2008 Act”).  Final regulations under Sections 6694 and 6694(a) and other affected Code Sections were published in TD 9436, 2009-3 I.R.B. 268 (January 21, 2009).

The effective date of the changes in the law is for tax returns and claims for refund prepared after May 25, 2007 (the effective date of the 2007 Act), except that the changes (discussed infra) regarding the standards applicable to tax shelters and reportable transactions are effective for tax returns and claims for refund prepared after October 3, 2008 (the effective date of the 2008 Act).  The final regulations apply to returns and claims for refund prepared after December 31, 2008.

1.  Statutory Changes.

Prior to the 2007 Act, Code Section 6694 provided that an income tax preparer could be subject to a penalty for understatement of tax if the position was not properly disclosed and there was no realistic possibility that the position would be sustained on the merits.  If the position was properly disclosed, the penalty would apply only if the position was frivolous.  The penalty was $250 under Section 6694(a), or $1,000 under Section 6694(b) in the case of willful or reckless conduct.
The 2007 and 2008 Acts modified these penalty provisions by expanding their scope, increasing the penalty amounts, and modifying the standard of conduct necessary to avoid the penalties.  The Section 6694 penalties now apply as follows:

· The penalties are no longer limited to income tax return preparers.  Prior to amendment by the 2007 Act, Code Section 7701(a)(36) defined an income tax return preparer as any person who prepared for compensation an income tax return or claim for refund, or a substantial portion of an income tax return or claim for refund.  As amended by the 2007 Act, Section 7701(a)(36) now defines a tax return preparer as any person who prepares for compensation a tax return or claim for refund, or a substantial portion of a tax return or claim for refund.  This expanded definition will cover preparers of all tax returns, amended returns and claims for refund, including estate and gift tax returns, generation-skipping transfer tax returns, employment tax returns, excise tax returns and returns of tax-exempt organizations.

· The penalty for an understatement under Section 6694(a) increased from $250 to the greater of $1,000 or 50% of the income derived (or to be derived) by the tax return preparer from the preparation of a return or claim with respect to which the penalty was imposed.  The 2007 Act increased the second-tier Section 6694(b) penalty for willful or reckless conduct from $1,000 to the greater of $5,000 or 50% of the income derived (or to be derived) by the tax return preparer.  

· The standards for the imposition of the penalties have been broadened.  Prior to the 2007 Act, the Section 6694(a) penalty applied to an undisclosed position that had no realistic possibility of being sustained on the merits and that was known or reasonably should have been known to the preparer.  If the position was disclosed, the penalty applied only if the position was frivolous.  The 2007 Act initially changed the standard for all positions (disclosed and undisclosed) to the much tougher standard of “more likely than not” to be sustained on the merits.  After public outcry that this standard was too strict and actually was more onerous than the standard applicable to taxpayers (as opposed to tax return preparers), the 2008 Act retroactively changed the standard to whether the tax return preparer had a “reasonable basis” if the position was disclosed, and whether the tax return preparer had “substantial authority” if the position was undisclosed.  However, the 2008 Act made a special exception for positions relating to tax shelters and reportable transactions as defined in Section 6622A.  In these situations, the return preparer can avoid the Section 6694 penalties only if it was reasonable to believe that the position would more likely than not be sustained on its merits.
The change in the 2008 Act that applies to tax shelters and reportable transactions affects returns and claims for refunds (and advice given) after October 3, 2008.  The change in the standard from more likely than not to either “reasonable basis” (disclosed positions) or “substantial authority” (undisclosed positions) for issues not involving tax shelters or reporatable transactions applies retroactively to returns and claims for refund prepared after the effective date of the 2007 Act (May 25, 2007).
The preparer can avoid a Section 6694(a) if it is shown that there is reasonable cause for the understatement and the tax return preparer acted in good faith.
The major changes effected by the 2007 Act, the 2008 Act, and the final regulations are summarized as follows:

Application of Penalty

	Prior Law
	
	Amended Law

	
	
	

	Income Tax Preparers
	
	All Preparers


Amount of Penalty

	Prior Law
	
	Amended Law

	
	
	

	$250;
	
	Greater of $1,000 or 50% of income derived or to be derived

	
	
	

	$1,000 if willful or reckless conduct
	
	Greater of $5,000 or 50% of income derived or to be derived if willful or reckless conduct


Standard

	Prior Law
	
	Amended Law

	
	
	

	Disclosed Positions
	
	Disclosed Positions*

	
	
	

	Position Not Frivolous
	
	Reasonable Basis

	
	
	

	Undisclosed Positions
	
	Undisclosed Positions*

	
	
	

	Realistic Possibility of Success
	
	Substantial Authority


* Other than positions with respect to tax shelters and reportable transactions to which Code §6622A applies, which require reasonable belief that the position would more likely than not be sustained on the merits.
2.
Final Regulations. 

The final regulations, like the proposed regulations, extend the preparer penalty regime to a wide range of activities performed by persons who do not sign the tax return or claim for refund, who may have no knowledge of how their work is ultimately reported on the tax return or claim for refund, or who may have no knowledge of the size or complexity of the schedule, entry, or other portion of a tax return or claim for refund relative to the entire tax return.  For example, the regulations broadly define the term “substantial portion” using a facts and circumstances test that compares the relative length, complexity, and tax liability of a particular schedule, entry, or other portion of a tax return or claim for refund to the length, complexity, and tax liability of the tax return or claim for refund as a whole.  Thus, tax return preparers must exercise greater care in the preparation of portions of a return.

The following summarizes some of the more important provisions of the final regulations.
A.
Definition of Tax Return Preparer.
The final regulations under Section 7701 distinguish between “signing tax return preparer” and “nonsigning tax return preparer.”  Treas. Reg. §301.7701-15(b)(1) provides that a signing tax return preparer is the individual tax return preparer who has the primary responsibility for the overall substantive accuracy of the preparation of the return or claim for refund.  Treas. Reg. §301.7701-15(b)(2) provides that a nonsigning tax return preparer is any tax return preparer who is not a signing tax return preparer but who prepares all or a substantial portion of a return or claim for refund within the meaning of §301.7701-15(b)(3) with respect to events that have occurred at the time the advice is rendered.

In determining whether an individual is a nonsigning tax return preparer, the final regulations allow a person to ignore any time spent on advice that is given with respect to events after they have occurred, if such time is less than 5 percent of the aggregate time incurred by the person with respect to the position(s) giving rise to the understatement.  This exception is meant to  encourage tax professionals who principally rendered advice regarding events that had not yet occurred to provide follow-up advice requested by a taxpayer without the concern that, by providing the follow-up advice, the advisor would thereby become a tax return preparer under Treas. Reg. §301.7701-15(b)(2) and (3).  However, the final regulations also contain an anti-abuse provision, where the return position was principally based on pre-transaction advice, the advice was given before the transaction, primarily to avoid treating the advisor as a tax return preparer, and the advice given before the transaction was confirmed after it occurred for purposes of preparing the return.  
B.  Substantial Portion.

A tax return preparer is a person who prepares all or a “substantial portion” of a tax return.  Consistent with the prior regulations and the legislative history of the 1976 Act, Treas. Reg. §301.7701-15(b)(3)(i) clarifies that whether a schedule, entry, or other portion of a return or claim for refund is a substantial portion is determined based upon all facts and circumstances, and a single tax entry may constitute a substantial portion of the tax required to be shown on a return.  The final regulations include additional factors to consider in determining whether a schedule, entry, or other portion of a return or claim for refund is a substantial portion, such as the size and complexity of the item relative to the taxpayer’s gross income and the size of the understatement attributable to the item compared to the taxpayer’s reported tax liability.

Treas. Reg. §301.7701-15(b)(3)(ii) increases the de minimis exception in determining a substantial portion of a return or claim for refund for nonsigning tax return preparers. Under the final regulations, the de minimis exception applies if the item giving rise to the understatement is (i) less than $10,000, or (ii) less than $400,000 if the item is also less than 20 percent of the taxpayer’s gross income (or, for an individual, the individual’s adjusted gross income) as shown on the return or claim for refund.  This de minimis rule does not apply for signing tax return preparers within the meaning of §301.7701-15(b)(1). This change to the regulations updates the current de minimis amounts to reflect the passage of time since those amounts were set in 1977.

Note that a person who prepares one return may be considered the preparer of another return if an entry on the first return is directly reflected on the second return and constitutes a substantial portion of the second return.  For example, the preparer of a partnership or S Corporation return who furnishes a Schedule K-1 to a taxpayer partner or shareholder may be considered a non-signing tax return preparer for the second return if the income reported on the Schedule K-1 constitutes a substantial portion of the partner’s or shareholder’s return.  See Treas. Reg. §301.7701-15(b)(3)(iii).
C.
Modification of “One Preparer Per Firm Rule”.
The final regulations modify the rule, in the prior regulations, that there is one preparer per firm.  The final regulations set forth a new test, that there be one preparer per position within a return.  Under Treas. Reg. §1.6694-1(b)(1), only one person within a firm will be considered primarily responsible for each position giving rise to an understatement and, accordingly, will be subject to the penalty. 

In the course of identifying the individual who is primarily responsible for the position, the IRS may advise multiple individuals within the firm that it may be concluded that they are the individual within the firm who is primarily responsible.  In some circumstances, there may be more than one tax return preparer that is primarily responsible for the position(s) giving rise to an understatement if multiple tax return preparers are employed by, or associated with, different firms.  Treas. Reg. §1.6694-1(b)(2) provides that the individual who signs the return or claim for refund as the tax return preparer will generally be considered the person who is primarily responsible for all of the positions on the return or claim for refund giving rise to an understatement.  However, under the final regulations the Service may conclude based upon information received from the signing tax return preparer (or other relevant information from a source other than the signing tax return preparer) that the signing tax return preparer was not primarily responsible for the position taken.  In this case a non-signing tax return preparer with the signing preparer’s firm will be considered the person primarily responsible for the understatement position.  In situations where either a signing or a non-signing tax return preparer could be subject to a penalty for a particular position, the Service can assess the penalty against either but not both.
D.
Good Faith Reliance.
Good faith reliance plays an important role in the penalty regime.  First, it may aid in showing that a position complied with the relevant standard under Section 6694(a).  Second, it may demonstrate reasonable cause and good faith as an exception to the penalty.  

Treas. Reg. §1.6694-1(e) expands the sources of information that the return preparer may rely on in good faith without verification.  Under the prior regulations the source of this information was limited to the taxpayer.  Under the final regulations the return preparer may rely, in addition, on other advisors, other return preparers, other parties, and tax returns filed by someone else.  In this regard, the person is not required to audit, examine or review books and records, business operations, documents or other evidence to independently verify the information provided.  The preparer may also rely on advice rendered by another advisor.  However, the tax return preparer may not ignore the implications of information furnished to, or actually known by, the tax return preparer, and must make reasonable inquiries if the information appears incorrect or incomplete.  In addition, if the Code or Regulations require that specific facts or circumstances must exist before a deduction or credit may be claimed, the tax return preparer must make appropriate inquiries to determine that the facts and circumstances existed.
The proposed regulations did not allow the tax return preparer to rely on legal conclusions on federal tax issues furnished by the taxpayer.  The final regulations have eliminated this restriction.  This aids preparers of corporate returns, who sometimes rely on legal advice furnished by in-house tax counsel.  Also, taxpayer information often includes mixed issues of law and fact, and in some cases it would be difficult to separate what is a legal conclusion from purely factual circumstances.  The preparer’s reliance on taxpayer furnished legal conclusions is subject to the good faith standards set forth in the preceding paragraph. 
E.
Reasonable to Believe Standard for Tax Shelters and Reportable Transactions.
To avoid penalties for understatements pertaining to tax shelters and reportable transactions under Section 6622A, the preparer must satisfy the standard that it was reasonable to believe that the position would more likely than not be sustained on the merits.  Treas. Reg. §1.6694-2(b)(1) provides that this standard will be satisfied if the tax return preparer analyzes the pertinent facts and authorities and, in reliance upon that analysis, reasonably concludes in good faith that the position has a greater than 50 percent likelihood of being sustained on its merits.  The possibility that the Service will not audit the return cannot be a factor (i.e., no weight accorded the “audit lottery”).  Whether a tax return preparer meets this standard will be determined based upon all facts and circumstances, including the tax return preparer’s due diligence.  In determining the level of diligence in a particular case, the Service will take into account the tax return preparer’s experience with the area of tax law and familiarity with the taxpayer’s affairs, as well as the complexity of the issues and facts in the case.  

The final regulations also provide that a tax return preparer may meet the “more likely than not” standard if a position is supported by a well-reasoned construction of the applicable statutory provision despite the absence of other types of authority, or if the tax return preparer relies on information or advice furnished by a taxpayer, advisor, another tax return preparer, or other party (even when the advisor or tax return preparer is within the tax return preparer’s same firm), as provided in regulation §1.6694-1(e).
Treas. Reg. §1.6694-2(b)(1) incorporates the provisions of Treas. Reg. §1.6694-2(e)(2), which provides that a tax return preparer may not rely on unreasonable assumptions.  Regulation §1.6694-2(b)(2) states that the authorities contained in §1.6662-4(d)(3)(iii) (or any successor provision) are to be considered in determining whether a position satisfies the “more likely than not” standard.  Treas. Reg. §1.6694-2(b)(4) provides examples that illustrate positions meeting the “reasonable belief that the position would more likely than not be sustained on its merits” standard.  

F.
Reasonable Basis.
Treas. Reg. §§1.6694-2(d)(1) and (2) establish that the “reasonable basis” standard that must be met for disclosed positions is the same standard as defined in §1.6662-3(b)(3) (or any successor provision).  As noted above at D, the final regulations also provide that, to meet the “reasonable basis” standard, a tax return preparer may rely in good faith, without verification, upon information furnished by a taxpayer, advisor, another tax return preparer, or other party (even when the advisor or tax return preparer is within the tax return preparer’s same firm), as provided in Treas. Reg. §1.6694-1(e) and 1.6694-2(e)(5).
G.
Disclosure.
For a signing tax return preparer within the meaning of §301.7701-15(b)(1), the final regulations provide that a position (other than a position with respect to a tax shelter or a reportable transaction) may be disclosed in one of three ways:

1. On a properly completed and filed Form 8275, Disclosure Statement, or Form 8275-R, Regulation Disclosure Statement, as appropriate, or on the tax return in accordance with the annual revenue procedure. See Revenue Procedure 2008-14 (2008-7 I.R.B. 435 (February 19, 2008)).

2. By the return preparer furnishing the taxpayer with a prepared tax return that includes the appropriate disclosures in accordance with Treas. Reg. §1.6662-4(f) (i.e., the return preparer gave the taxpayer a return that had the Form 8275, or Form 8275-R attached). 
3. For tax returns or claims for refund that are subject to penalties other than the accuracy-related penalty for substantial understatements under Sections 6662(b)(2) and (d), by the tax return preparer advising the taxpayer of the penalty standards applicable to the taxpayer under Section 6662. This rule is intended to address the situation when the penalty standard applicable to the taxpayer is based on compliance with requirements other than disclosure on the return (for example, Section 6662(e), dealing with substantial valuation misstatements for income tax).  In order to establish that the tax return preparer’s disclosure obligation was satisfied, the tax return preparer must document contemporaneously in the tax return preparer’s files that the information or advice required by the final regulations was provided.  

Adequate disclosure will not defeat a taxpayer penalty under Section 6662, but may prevent the tax return preparer from suffering a penalty.
In the case of a nonsigning tax return preparer within the meaning of §301.7701-15(b)(2), a position (other than a position with respect to a tax shelter or a reportable transaction) may be disclosed in one of three ways:

1. By a properly completed and filed Form 8275, “Disclosure Statement,” or Form 8275-R, “Regulation Disclosure Statement,” as appropriate, or on the tax return in accordance with the annual revenue procedure.

2. By advising the taxpayer of all opportunities to avoid penalties under Section 6662 that could apply to the position and advising the taxpayer of the standards for disclosure to the extent applicable.

3. By advising another tax return preparer that disclosure under Section 6694(a) may be required. The nonsigning tax return preparer must document contemporaneously in the tax return preparer’s files that this advice required by the final regulations was provided.

In order to satisfy the disclosure standards when the position is not disclosed on or with the return, each return position for which there is a “reasonable basis” but for which the tax return preparer does not have substantial authority must be addressed by the tax return preparer.  Thus, the advice to the taxpayer with respect to each position must be particular to the taxpayer and tailored to the taxpayer’s facts and circumstances.  No form of a general boilerplate disclaimer will satisfy these standards.  

H.
Reasonable Cause.
The preparer penalties will not apply if, considering all the facts and circumstances, the understatement resulted from reasonable cause and the return preparer acted in good faith.  Final regulation 1.6694-2(e) maintains the rules in the current regulations regarding this reasonable cause and good faith exception, but §1.6694-2(d)(6) is revised to provide that whether a position is supported by a generally accepted administrative or industry practice is an additional factor to consider in determining whether the tax return preparer acted with reasonable cause and good faith.  This provision is intended to address situations in the absence of published guidance when administrative or industry practice has developed that would not reasonably be subject to challenge by the IRS.  The reasonable cause factor regarding reliance on advice of another tax return preparer is also expanded to allow a tax return preparer to reasonably rely on information or advice furnished by a taxpayer, advisor, another tax return preparer, or other party (even when the advisor or tax return preparer is within the tax return preparer’s same firm), as provided in proposed §1.6694-1(e).

I.
Providing and Maintaining Copies of Returns and Lists of Return Preparers.

A person who is a signing tax return preparer of any return or claim for refund must furnish a completed copy of the return or claim for refund to the taxpayer (or non-taxable entity) no later than the time that the return or claim for refund is submitted for signature.  The copy can be furnished in any medium acceptable to both the taxpayer and the tax return preparer.
A person who is a signing tax return preparer for any return or claim for refund also must maintain information as follows:

1. Either retain a completed copy of the return or claim for refund; or retain a record, by list, card file, or otherwise of the name, taxpayer identification number, and taxable year of the taxpayer (or nontaxable entity) for whom the return or claim for refund was prepared, and the type of return or claim for refund prepared;

2. Retain a record, by retention of a copy of the return or claim for refund, maintenance of a list or card file, or otherwise, for each return or claim for refund presented to the taxpayer (or nontaxable entity), of the name of the individual tax return preparer required to sign the return or claim for refund pursuant to §1.6695-1(b); and

3. Make the copy or record of returns and claims for refund and record of the individuals required to sign available for inspection upon request by the Commissioner. 

The material described above must be retained and kept available for inspection for the 3-year period following the close of the return period during which the return or claim for refund was presented for signature to the taxpayer (or nontaxable entity).  Treas. Reg. §1.6107-1(a),(b).
J.
Firm Liability.
Treas. Reg. §§1.6694-2(a)(2)(iii) and 1.6694-3(a)(2)(iii) provide that in addition to liability imposed by existing regulations, a firm is also subject to the penalty if one or more of the principal management persons of the firm or a branch office participated in or knew of the conduct, or the entity failed to provide reasonable and appropriate procedures for review of the position, or when the firm’s review procedures were disregarded by the firm through willfulness, recklessness, or gross indifference (including ignoring facts that would lead a person of reasonable prudence and competence to investigate or ascertain).
III.
VALUATION

1.
Partnership Cases.

Family Limited Partnerships (“FLPs”) are subject to attack in a variety of ways.  If there is a relatively short period between the date of funding the FLP and the date of gifts, the Service has attacked the transfers as indirect gifts of the property underlying the partnership, sometimes on the basis of the step transaction doctrine.  To date these arguments have been unsuccessful, except in cases where the gift is indirect (i.e., the donor makes the gift by transferring property directly to the partnership, thereby increasing the donees’ capital accounts).  Also, in 2008 the Service successfully reduced discounts for a partnership by applying Section 2703 to buy-back restrictions in a partnership.

Perhaps the most dangerous argument the Service raises is whether Sections 2036 and 2038 apply to the FLP at the death of the person who formed it.  In general, a taxpayer has two arguments that these Code Sections do not apply.  The first argument is that the formation of the FLP was a transfer that constituted a bona fide sale for full and adequate consideration.  The language of the courts differs from case to case here, but the common thread is that the taxpayer will not meet the bona fide sale/adequate consideration test unless the partnership has a significant non-tax purpose.  Put into simple words, the Courts are not willing to believe that a person will voluntarily suffer a 30-40% discount in the value of his or her assets unless there is a very real non-tax reason for doing so.  

If the bona fide sale/adequate consideration exception cannot be met, all is not lost.  The Service still must demonstrate that the transferor has retained something that is “prohibited” under Sections 2036 and 2038.  Most of the partnership cases involve a prohibited retention of the enjoyment of the income or assets that constitute the partnership.  In these cases, the enjoyment of the assets is not retained via the terms of the documents themselves, but by the Courts finding that the taxpayer and family had an “implied agreement” regarding the enjoyment or retention of the income or property.  These are the “bad facts” partnerships, where the taxpayer did not leave outside of the partnership enough money to live on, or commingled personal or partnership assets, or engaged in other activity that was inconsistent with a true partnership relationship.

The legal relationship of the parties, under local law and the documents, can result in a retention of the right to designate who will enjoy the property under Sections 2036(a)(2) and 2038.  Typically this would be raised because the transferor has the right as general partner to control distributions from the partnership.  

Following are the main partnership valuation cases from 2008:

A. Mirowski v. Commissioner, T.C. Memo 2008-74 (Filed March 26, 2008).  
The decedent was the 73-year-old widow of a person who co-patented pacemakers and held a 75% interest in the licensing fees related to the patent.  The decedent was born in France and her husband was born in Poland.  They married in France and emigrated to Israel.  They eventually left Israel for the United States in 1968, in order for Dr. Mirowski to pursue funding for his concept of an implantable device to regulate the heartbeat.  During Dr. Mirowski’s lifetime the royalties were fairly modest; after his death they totaled millions of dollars.

The Mirowskis had three children, all daughters.  After they emigrated to the United States, the Mirowskis established a general practice of taking a one-week vacation with their daughters, and, after their daughters married, with their daughters’ families.   During these vacations family business was discussed and sometimes attorneys and accountants were invited to attend.  Dr. Mirowski died in 1990 and Ms. Mirowski died 11 years later, in 2001.  After Dr. Mirowski died, Ms. Mirowski continued a long pattern of making gifts to her daughters and grandchildren.  Whenever a gift tax was due, Ms. Mirowski paid the tax.

In 1992 Ms. Mirowski created an irrevocable spendthrift trust for each daughter.  She named the three daughters as co-trustees in order to encourage a close and continuous family relationship among her children.  In 1992 and in 1993 she assigned a total of approximately 7.30% of the patent license rights to each of the three trusts, reserving to herself the remaining 51.09% interest in the license.  

As a child in France Ms. Mirowski had worked in a family enterprise and she regretted having left this.  As early as 1999 Ms. Mirowski began to think of ways to treat her daughters and grandchildren equally, and to allow her daughters to work together, in addition to being co-trustees of the trusts she had created for them.

In May, 2000, the concept of a limited liability company was first proposed to Ms. Mirowski.  The concept was proposed at her daughter’s home but Ms. Mirowski then spoke to her own attorney about the idea. At the end of August, 2000, the attorney sent a letter to Ms. Mirowski, with a copy to each daughter, enclosing draft LLC articles of formation and a draft operating agreement. Ms. Mirowski often handled his type of arrangement at a family meeting but the next scheduled family meeting was in August, 2001.  The family decided to invite the attorney to that meeting to discuss the planning concept.  

Prior to the August, 2001 scheduled meeting, Ms. Mirowski developed a foot ulcer.  She had diabetes and the foot ulcer lead to complications that although serious were not believed to be life-threatening.  In March, 2001, and again in July, 2001, she signed agreements regarding retirement arrangements.  In addition, in 2001 Ms. Mirowski consolidated her investments with one investment house, Goldman Sachs.  Although the assets were held by Goldman Sachs, Ms. Mirowski continued to exercise control over the direction of the investment portfolio.

When the August, 2001 meeting came, Ms. Mirowski was unable to attend due to her health issues, but again her health issues were not believed to be life-threatening.  Her attorney appeared at the family meeting and explained the LLC arrangements to the daughters.  The Tax Court found that the potential tax benefits of the LLC were not the most significant factor that Ms. Mirowski had for the creation of the entity.  Rather, the Court found on the record before it that the following three factors were significant:

· Joint management of family assets by her daughters and, eventually, by her grandchildren.  The Tax Court found that this concern was rooted in Mrs. Mirowski’s childhood experience in France.

· Maintenance of the great majority of her family wealth in a single pool to allow for investment opportunities that would not be available if she made a separate gift to each trust.  The Tax Court found that a large pool of assets was needed for certain investment opportunities that were offered through Goldman Sachs.  

· Providing on an equal basis for her children and her grandchildren.  The Tax Court found that by providing a share of a single pool to each donee, Ms. Mirowski could assure that an equal amount of worth was transferred and held by each daughter or her trust.

The Tax Court also identified a legitimate but not significant fourth factor for the formation of the LLC.  This was creditor protection.  Although the trusts offered spendthrift protections, they were less effective than the LLC with regard to claims of divorcing spouses and child support.  In a footnote, the Court noted that no daughter had ever been married more than once, nor had any daughter ever separated from her spouse.  

Following the family meeting in August, 2001, Ms. Mirowski’s attorney on August 22, 2001 sent her final drafts of the formation documents.  She signed these on August 27, 2001 and the LLC (called “MFV”) was formed under Maryland law on August 30, 2001.  MFV was a manager-managed limited liability company with Ms. Mirowski as the sole member as well as the manager.  

The terms of the operating agreement permitted the manager, pursuant to fiduciary obligations, to determine needed reserves for the enterprise.  After reserves were determined, the net cash flow was to be distributed to the members within 75 days after the close of the taxable year.  Other provisions of the operating agreement provided as follows:

· The manager could not sell or dispose of assets outside of the ordinary course of business without the consent of all members;

· The manager could not liquidate or dissolve the entity without the consent of all the members; and

· The manager could not admit new members without the consent of all members.

On September 1, 2001, Ms. Mirowski transferred her 51.09% interest in the license rights to MFV in exchange for a 100% interest.  On September 5, 2001, she transferred $60,578,298.08 in her Goldman Sachs account to MFV.  On September 6 and 7 she transferred an additional $1,528,008.08 from her Goldman Sachs account to MFV.  On September 7, 2001, Ms. Mirowski transferred 16% of her LLC interest to each of the 1992 irrevocable trusts for her daughters.  Following these transfers, Ms. Mirowski was left with approximately $7,598,000 of personal assets, consisting of a house worth about $799,000, cash of $3,308,0000, chattel property (mostly art) worth approximately $1,892,000, approximately $636,500 in loans due from two of her daughters, and the balance of about $509,000 due in connection with her retirement living arrangements.  This amount by itself was not sufficient to pay the gift tax that would be due on the 48% LLC interest that she transferred.  The Tax Court found that there was never any discussion and no implied or express agreement regarding how Ms. Mirowski would discharge her gift tax liabilities or her eventual estate tax liability.  The Court also found that Ms. Mirowski never commingled her personal assets with the LLC assets.  She hardly had time to do this, for she unexpectedly died of complications from her foot ulcer on September 11, 2001.  

Ms. Mirowski’s estate extended the gift tax return and paid estimated gift tax of $11,750,623.  The estate also paid estimated estate tax of $14,119,863.13.  The payments of the estimated tax due were made with funds that MFV distributed to the Mirowski estate.  When these distributions were made, there were no corresponding distributions to the remaining partners of MFV.  The decision not to make distributions to the remaining members of MFV was made jointly by the three daughters, as co-trustees of the member trusts, with the knowledge and understanding that following the closing of the decedent’s estate the daughters or their trusts would collectively own 100% of MFV, in three equal shares.  When the estate filed the gift tax return, the tax due was shown as $9,729,280, which resulted in a credit to the decedent’s estate of $2,021,343.

In audit, the Service sought to increase the gross estate by $43,385,000, which was based on the total date-of-death value of all the assets Ms. Mirowski had transferred to the LLC.  The additional estate tax claimed by the Service was approximately $14,243,000.  

The Service attacked MVF on three grounds, under Sections 2035, 2036 and 2038.  The Section 2036 and 2038 arguments had two components.  First, the Service challenged the very formation of MVF – the transfer of property to the LLC in exchange for a membership interest.  Second, the Service challenged the gifts of the MVF interests to the daughters’ trusts.  

Judge Chiechi framed the 2036(a) issue as having three components:

1.  Did Ms. Mirowski make a transfer?
2. If she did make a transfer, was the transfer not a bona fide sale for an adequate and full consideration in money or money’s worth?
3. If Ms. Mirowski made a transfer which did not meet the bona fide sale/adequate consideration test, did Ms. Mirowski retain interests or powers under either Section 2036(a)(1) (relating to the possession or enjoyment of the inome from the transferred property) or Section 2036(a)(2) (relating to the right to designated the persons who shall possess or enjoy the property transferred of the income therefrom)?

Formation of LLC

The Court dealt with the attack on the formation of MVF first.  As to the first question, the Court found that the estate had acknowledged that Ms. Mirowski’s transfers of property to the LLC were “transfers” for estate tax purposes and held accordingly that Ms. Mirowski’s fundng of MFV was a transfer for purposes of Section 2036(a).

The second question involved the Tax Court’s analysis of the bona fide sale/adequate consideration test in Bongard v. Commissioner, 124 T.C. 95 (2005).  In Bongard, the Tax Court held that the bona fide sale/adequate consideration test could only be satisfied when the record established the existence of a legitimate and significant nontax reason for creating the family partnership, and the transferors received partnership interests proportionate to the value of the property transferred.  A purpose is significant only if it is an actual motivation, rather than a theoretical justification.

The Court then found that there were legitimate and significant non-tax reasons for the formation of the LLC.  These reasons were identified from the testimony of two of the decedent’s daughters, whom the Court found to be candid and persuasive.  The legitimate and significant reasons for the formation of MFV were as follows:

· Joint management by Ms. Mirowski’s daughters and eventually her grandchildren;
· Maintenance of the bulk of the family’s assets in a single pool of assets in order to allow for investment opportunities that would not be available if Ms. Mirowski made separate gifts of assets to her daughters or their trusts;
· Providing for each of her daughters and eventually each of her grandchildren on an equal basis.

The Court found that the desire for creditor protection was a legitimate nontax reason, but not significant.  In footnote 44, the Court observed that the desire for joint management, standing by itself, was sufficient to satisfy the nontax requirement.  The Court specifically identified Ms. Mirowski’s experiences in France, where she worked in a family business, as being the root of her desire to foster family cohesiveness throughout the joint management of a family venture.  

The Service raised a number of factors, familiar from other cases, as to why the bona fide sale/adequate consideration test could not be met.  In each case the Court found, on the evidence before it, that these factors did not overcome the Court’s conclusion that Section 2036 did not apply.  The following factors were raised by the Service and rejected in the Court’s opinion:

A. Ms. Mirowski failed to retain sufficient assets outside MFV to meet her anticipated financial obligations.  The Court first found that there was no discussion within the family as to the payment of any gift or estate taxes.   The Court then observed that Ms. Mirowski could have provided for the known gift tax liability by using a portion of the assets she retained, using what she legitimately expected to receive from the LLC as distributions, and borrowing the balance of funds either using her personal assets or her interest in MFV.  As to the insufficiency of funds to pay eventual estate tax liabilities, the Court found that Ms. Mirowski’s death was unanticipated and therefore there was no discussion whatsoever of the payment of estate taxes.

B. MFV lacked any valid business operation.  The Court found that MFV managed a valid functioning investment operation that included business matters relating to patents and the licensing agreement, including related litigation.  The Court went on to reject the Service’s contention that the activities of MFV had to rise to the level of a “business” under the Federal income tax laws in order for the estate to meet the bona fide sale/adequate consideration test.

C. MFV was essentially a death-bed creation – formed and funded a few days before Ms. Mirowski’s death.   The Court found that Ms. Mirowski’s death was unanticipated and the family had never discussed estate taxes.  In essence, the Court rejected the death-bed argument because the motivation for the formation of the LLC did not spring from estate tax/imminent death planning. 

D. Ms. Mirowski sat on both sides of the transaction.  The Court rejected the very idea that there must be some element of mutual bargaining in the formation of the entity.  First, the Court observed that the Service’s argument would render the bona fide sale/adequate consideration exception inapplicable to the formation of a single-member LLC.  Second, the Court stated that the Service’s contention here ignored the fact that neither the daughters nor their trusts contributed anything to the LLC.  How could Ms. Mirowski do anything but sit on “both sides” of the transaction when there was nobody to bargain with?

E. After Ms. Mirowski’s death, the partnership made disproportionate distributions to her estate.   The Court discounted this issue in two ways.  First, it pointed out that because Ms. Mirowski’s death was unanticipated, there was never any discussion about how to fund estate taxes.  Second, the Court rejected the Service’s suggestion that disproportionate distributions by themselves would cause the estate to flunk the bona fide sale/adequate consideration exception.

The Service also challenged the receipt of adequate consideration on the basis of a gift-on-formation issue.  The Service argued that Ms. Mirowski intended all along to make gifts, and that the substance of her transaction was that she contributed 100% of the assets to the LLC and obtained in return a 52% interest in MFV, after taking into account the three 16% gifts to the daughters’ trusts.  The Court rejected this, finding that the transfers into MFV were all made on or before September 7, 2001, and that Ms. Mirowski received 100% of the capital interests in MFV in return for those transfers.  The gift transfers were also made on September 7, 2001, and Ms. Mirowski received nothing in return for those transfers.  The Court also found that on the formation of the LLC, Ms. Mirowski’s capital account was correctly credited and she received interests proportional to her capital contributions.

Having found that Ms. Mirowski satisfied the bona fide sale/adequate consideration test, the Court was not required to, and did not, address the Section 2036(a)(1) and (a)(2) issues.   The Court therefore found that Section 2036(a) did not apply to the formation of MFV.

Gifts of LLC Interests

The Court then applied the Section 2036 analysis to Ms. Mirowski’s gifts of MFV interests to her daughters’ trusts.  The estate acknowledged that the gifts were transfers of property and were not bona fide sales for an adequate and full consideration.  The estate maintained, however, that Ms. Mirowski did not retain the possession or enjoyment of the transferred property, or the right to designate who would enjoy the property or its income.

The Service argued that the LLC operating agreement itself was an express retention under Section 2036(a)(1) and Section 2036(a)(2).  Ms. Mirowski was the sole general manager of the LLC, and could not be removed even by the collective votes of the other members (the decedent owned a 52% interest).  Therefore, the Service argued, her right to control the timing and amounts of distributions as conferred by the operating agreement was the express retention of the right to the possession or enjoyment of the income of the transferred property (Section 2036(a)(1)) and an express retention of the right to designate who would enjoy the income of the transferred property (Section 2036(a)(2)).

The Court rejected this argument.  The operating agreement contained the following provisions that were relevant to the Court’s determination:

· Section 4.5.1 stated that “except as otherwise provided in this Agreement,” the timing and amount of all distributions would be determined by members holding a majority of interests.  Thus, the right to control distributions did not reside in the general manager, but in the members themselves.  Furthermore, the Court pointed out, two sections of the operating agreement “otherwise provided” with respect to distributions.

· Section 4.1 mandated the distribution of “Cash Flow” within 75 days of the close of each taxable year.  “Cash Flow” was defined in the operating agreement as cash funds derived in the ordinary course of MVF’s operations.

· Section 4.2 concerned the distribution of “capital proceeds,” which the operating agreement defined as gross receipts from a capital transaction not in the ordinary course of business.  

The Service’s Section 2036(a)(1) argument was on shaky ground to begin with, because the operating agreement did not give Ms. Mirowski any right to the enjoyment of the income from the 16-percent interests that she transferred to her daughters’ trusts.  The record simply did not establish any retained enjoyment of the income from the transferred property.

The Service’s 2036(a)(2) argument, that Ms. Mirowski retained the right to designate who would enjoy the income from the transferred property, was defeated in large part by the mandatory distribution provisions of sections 4.1 and 4.2 of the operating agreement.  In effect Ms. Mirowski had no “right” under the operating agreement to determine distributions because they appeared to be mandated by the terms of the agreement.   

The Service argued that even if Sections 4.1 and 4.2 provided for an “automatic” distribution of cash flow and capital proceeds, nevertheless Ms. Mirowski, as general manager of the LLC, had authority under the operating agreement to establish reasonable reserves, which could affect what would be distributed under either section.  In footnote 62, the Court rejected this argument, for purposes of both 2036(a)(1) and 2036(a)(2), on the basis that Ms. Mirowski’s ability to determine reserves was subject to general fiduciary obligations under Maryland law.  The Court gave no legal citation to the legal principle that fiduciary obligations negate the application of the statute; rather, it found as a factual matter nothing in the record that the decedent intended to establish, or would have established, reserves in violation of her duties, and also found “on the record before us” that Ms. Mirowski’s authority to establish reserves did not give her an interest or right under Section 2036(a)(1) or (a)(2).

The Service apparently did not argue, and the opinion did not discuss, whether the ability of Ms. Mirowski to join with the other members to amend the operating agreement was a “right” under Section 2036(a)(2).

The Service next argued that even if there was no express retention, there was an implied retention.  It cited the same factual circumstances that it used in arguing that the estate flunked the bona fide sale/adequate consideration test.  Its emphatic argument was the disproportionate distribution, following the decedent’s death, of approximately $36 million to allow the estate to pay its gift and estate tax liabilities.  The Court again rejected this argument, specifically pointing out that  as to gift tax liabilities Ms. Mirowski could have provided for those through anticipated distributons, borrowings and her own assets, and as to estate tax liabilities, there was simply no evidence that anyone anticipated her death or even discussed estate tax issues.  With no evidence regarding estate tax payment, the Court could find nothing in the record to support an “implied agreement” that concerned those taxes. 

The Service also raised a Section 2038 argument, which on a factual basis was virtually identical to the Section 2036(a)(2) argument.  Whereas Section 2036(a)(2) requires a retention of a right that affects income, Section 2038 applies with respect to rights that do not have to be retained, and that do not necessarily affect income.  The Service raised Section 2038 as to both the formation of MVF and Ms. Mirowski’s gifts to the trusts.

The same bona fide sale/adequate consideration test applies that applies to Section 2036 applies to Section 2036, and the Court again ruled that the initial formation of the LLC satisfied this exception, rendering any further analysis under Section 2038 as to the formation moot.

As to the power to alter, amend or revoke under Section 2038, the Court indicated that the Service raised the same arguments under Section 2036(a)(2).  For the same reasons, the Court rejected those arguments.

Finally, having found that the decedent had no interest includible in her estate under Sections 2036 or 2038, the Court rejected the argument that there was any gift within three years of death of an interest otherwise includible under those sections.

COMMENT:  
The Court took great pains to express virtually all of its conclusions as factual, rather than legal, arguments.  In fact, there is a marked lack of citation to much of the case law that preceded Mirowski.  Nevertheless, the case involved several noteworthy principles:

1.  To satisfy the bona fide sale/adequate consideration test, the formation of the LLC did not require a strict “business” purpose.  The Court observed in footnote 44 that that the desire for joint management of family assets, rooted in the decedent’s formative years in France, by itself was a legitimate and significant nontax purpose.  Note, however, that in some respects the patent rights involved business issues, especially in relation to litigation to defend and protect the patent.

2. Fiduciary obligations imposed by state law negated what might otherwise have been impermissible retentions under Sections 2036 and 2038.  The Court, in footnote 62, found that the decedent’s right to determine reserves was not a right to determine the enjoyment of the transferred property.  The only factor it cited was that the right to determine reserves was limited by fiduciary obligations.

3. A post-death disproportionate distribution to permit the payment of estate taxes was not evidence of an implied agreement as to the retention of the transferred property.  In some respects this is the most surprising aspect of the case.  The Court repeatedly stated that there was no discussion of estate taxes or estate tax payments in connection with the formation of the LLC, and that nobody anticipated Ms. Mirowski’s death.  Can we really believe that the possible death of a 73-year-old woman, not in the best of health, was that far removed from everyone’s consciousness, and that estate tax issues for the person’s +$70 million estate were not considered?.  It is somewhat ironic that one of the big winners in the estate tax arena is a taxpayer who seemed – at least in the Court’s view -- to be blissfully ignorant of the tax issues at stake.

B.  Holman v. Commissioner, 2008 Tax Court Lexis #12 (2008).  
Holman involved gifts of limited partnership interests in a partnership that owned one asset – Dell stock.  The partnership was formed on November 2, 1999 and was designed to last for a term of 50 years.  Funding occurred on November 3, 1999.  The taxpayers made gifts of limited partnership interests 6 days after formation, on November 8, 1999.  The taxpayers subsequently made gifts in 2000 and 2001.  All of the gifts were subject to substantial discounts on account of the nature of the limited partnership units that were the subject of the gifts.  The Service audited the gift tax returns and assessed deficiencies.
The IRS raised a number of objections to the discounts, but by the time the case was tried there were three that the Tax Court considered:

1.
Under the reasoning of Shepherd v. Commissioner, 283 F.3d at 1261, and Senda v. Commissioner, 433 F.3d 1044 (8th Cir. 2006), the taxpayers made indirect gifts of stock rather than gifts of partnership interests for the 1999 tax year;

2.
Under the step transaction doctrine the taxpayers made indirect gifts of stock rather than gifts of partnership interests for the 1999 tax year;
3.
Section 2703 applied to the restrictions of the partnership agreement and therefore the gifts of partnership interests in 1999, 2000 and 2001 should be valued without any discount for restrictions on transfer under paragraphs 9.1, 9.2 and 9.3 of the partnership agreement.  
The Tax Court (Judge Halpern) found little difficulty in resolving the first issue in favor of the taxpayers.  In Shepherd the taxpayer made a gift to the partnership which had the effect of increasing the capital accounts of the donees.  In Senda the taxpayer formed the partnership and made gifts on the same day, in a simultaneous manner that had the effect of enhancing the capital accounts of the donees in a manner similar to the gifts in Shepherd.  In Holman the passage of 6 days made it clear that the gifts were of the partnership interests, not the stock itself.

The Tax Court also resolved the step transaction doctrine in favor of the taxpayer.  Courts have applied three different tests to find the existence of the step transaction: the “binding commitment” test, the “end result” test, and the “interdependence” test.  Under the "binding commitment" test, a series of transactions is collapsed if, at the time the first step is entered into, there was a binding commitment to undertake the later step. Under the "end result" test, the step transaction doctrine will be invoked if it appears that a series of formally separate steps are really prearranged parts of a single transaction intended from the outset to reach the ultimate result.  Finally, the "interdependence” test requires an inquiry as to whether on a reasonable interpretation of objective facts the steps were so interdependent that the legal relations created by one transaction would have been fruitless without a completion of the series.

In this case the Service did not explicitly state which test it was applying, but the Tax Court believed from the context of its arguments that it was the “interdependence” test.  In considering whether one step would have no significance unless the other step was completed, the Court found that the formation of the partnership had a significance that was independent of the gifts, notwithstanding the fact that the partnership was formed with the object of making the gifts.  The Court stated:

The nub of respondent's argument is that petitioners' formation and funding of the partnership should be treated as occurring simultaneously with their 1999 gift of LP units since the events were interdependent and the separation in time between the first two steps (formation and funding) and the third (the gift) served no purpose other than to avoid making an indirect gift under section 25.2511-1(h), Gift Tax Regs.  While we have no doubt that petitioners' purposes in forming the partnership included making gifts of LP units indirectly to the children, we cannot say that the legal relations created by the partnership agreement would have been fruitless had petitioners not also made the 1999 gift.  Indeed, respondent does not ask that we consider either the 2000 gift (made approximately 2 months after formation of the partnership) or the 2001 gift (made approximately 15 months after formation of the partnership) to be indirect gifts of Dell shares.  We must determine whether the fact that less than 1 week passed between petitioners' formation and funding of the partnership and the 1999 gift requires a different result.

Respondent relies heavily on the opinion of the Court of Appeals for the Eighth Circuit in Senda v. Comm'r, 433 F.3d 1044 (8th Cir. 2006).  In affirming our decision in the Senda case, the Court of Appeals concluded that we did not clearly err in finding that the taxpayers' transfers of shares of stock to two family limited partnerships, coupled with their transfers on the same days of limited partner interests to their children, were in each case integrated steps in a single transaction.  Id., at 1049.  The taxpayers argued that the order of transfers did not matter since, pursuant to the partnership agreements in question, their contributions of the shares of stock were credited to their partnership capital accounts before being credited to the children's accounts.  Id. at 1047.  Invoking the step transaction doctrine, the Court of Appeals rejected that step-dependent argument.  Id. at 1048.  It said: "In some situations, formally distinct steps are considered as an integrated whole, rather than in isolation, so federal tax liability is based on a realistic view of the entire transaction."  Id.

This case is distinguishable from Senda because petitioners did not contribute the Dell shares to the partnership on the same day they made the 1999 gift; indeed, almost 1 week passed between petitioners' formation and funding of the partnership and the 1999 gift.  Nevertheless, the Court of Appeals in Senda did not say that, under the step transaction doctrine, no indirect gift to a partner can occur unless, on the day property is transferred to the partnership, the partner is (or becomes) a member of the partnership.  As respondent's failure to argue indirect gifts on account of the 2000 and 2001 gifts suggests, however, the passage of time may be indicative of a change in circumstances that gives independent significance to a partner's transfer of property to a partnership and the subsequent gift of an interest in that partnership to another.

Here the value of an LP unit changed over time.  The parties have stipulated the high, low, average, and closing prices of a share of Dell stock on November 2, 1999, the date petitioners initially transferred Dell shares to the partnership's account, and the subsequent dates of the gifts, and we have found accordingly.  . . .
The value of an LP unit, based on its proportional share of the average value of the Dell shares held by the partnership, fell or rose between the dates indicated by the percentage indicated.  Respondent has proposed as a finding of fact, and we have found, that, at the time Tom decided to create the partnership, he had plans to make the 1999, 2000, and 2001 gifts.  Petitioners bore the risk that the value of an LP unit could change between the time they formed and funded the partnership and the times they chose to transfer LP units to Janelle.  Indeed, the absolute value of the rate of change in the value of an LP unit was greater from November 2 to November 8, 1999, than it was from November 2, 1999, to February 2, 2001.  Moreover, the partnership held only shares of Dell stock on both November 8, 1999 (the date of the 1999 gift), and January 4, 2000 (the date of the 2000 gift), and the partnership agreement was not changed in the interim.  Respondent apparently concedes that a 2-month separation is sufficient to give independent significance to the funding of the partnership and a subsequent gift of LP units.  We assume that concession to be on account of respondent's recognition of the economic risk of a change in value of the partnership that petitioners bore by delaying the 2000 gift for 2 months.  We draw no bright lines.  Given, however, that petitioners bore a real economic risk of a change in value of the partnership for the 6 days that separated the transfer of Dell shares to the partnership's account and the date of the 1999 gift, we shall treat the 1999 gift the same way respondent concedes the 2000 and 2001 gifts are to be treated; i.e., we shall not disregard the passage of time and treat the formation and funding of the partnership and the subsequent gifts as occurring simultaneously under the step transaction doctrine. Holman v. Commissioner, 2008 U.S. Tax Ct. LEXIS 12 (T.C. May 27, 2008) [footnotes omitted]

Having rejected the Service’s indirect gift arguments, the Tax Court then considered the 2703 argument.  The key provisions of the partnership were Paragraphs 9.1, 9.2 and 9.3, dealing with restrictions on transferability.  Paragraph 9.1 restricted a partner from transferring a partnership interest without the consent of the partners, except as provided in the agreement.  Paragraph 9.2 allowed transfers to certain “permitted transferees.”  Paragraph 9.3 provided that if a transfer was made in violation of the partnership agreement, the partnership would have the right, but not the obligation, to buy the partnership interest for its fair market value.  For purposes of the buy-back, fair market value was defined as the value of an assignee interest.  These provisions are not atypical for family limited partnerships. 
Section 2703 provides that for gift tax purposes the value of property transferred is determined without regard to any right or restriction on the property unless the restriction meets all three of the following requirements:

1. It is a bona fide business arrangement;

2. It is not a device to transfer the property to members of the person’s family for less than full and adequate consideration in money or money’s worth; and

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

The Tax Court found that the restrictions of paragraph 9 flunked the first two prongs of Section 2703.  The Court also anyalzed, at length the third prong, but ultimately issued no ruling regarding the comparability test.

As to the bona fide business arrangement, the Court observed:

Here, however, we do not have a closely held business.  From its formation through the date of the 2001 gift, the partnership carried on little activity other than holding shares of Dell stock.  Dell was not a closely held business either before or after petitioners contributed their Dell shares to the partnership.  While we grant that paragraphs 9.1 through 9.3 (and paragraph 9.3 in particular) aid in control of the transfer of LP units, the stated purposes of the partnership, viewed in the light of petitioners' testimony as to their reasons for forming the partnership and including paragraphs 9.1 through 9.3 in the partnership agreement, lead us to conclude that those paragraphs do not serve bona fide business purposes.

Regarding the device test, the Court observed:

The second requirement of section 2703(b) is that the restriction not be a device to transfer the encumbered property to members of the decedent's family for less than full and adequate consideration in money or money's worth (hereafter, simply adequate consideration).  Sec. 2703(b)(2).  The Secretary's regulations interpreting section 2703 substitute the term "the natural objects of the transferor's bounty" for the term "members of the decedent's family", apparently because he interprets section 2703 to apply to both transfers at death and inter vivos transfers.  Sec. 25.2703-1(b)(1)(ii), Gift Tax Regs.  Clearly, the gifts of the LP units were both (1) to natural objects of petitioners' bounty and (2) for less than adequate consideration. They were not, however, a "device" to transfer the LP units to the children for less than adequate consideration.  The question we must answer is whether paragraphs 9.1 through 9.3, which restrict the children's rights to enjoy the LP units, constitute such a device.  We believe that they do.  Those paragraphs serve the purposes of Tom and Kim to discourage the children from dissipating the wealth that Tom and Kim had transferred to them by way of the gifts.  They discourage dissipation by depriving a child desirous of making an impermissible transfer of the ability to realize the difference in value between the fair market value of his LP units and the units' proportionate share of the partnership's NAV.  If a child persists in making an impermissible transfer, paragraph 9.3 allows the general partners (currently Tom and Kim) to redistribute that difference among the remaining partners.  Thus, if the provisions of paragraph 9.3 are triggered and the partnership redeems the interest of an impermissible transferee for less than the share of the partnership's net asset value proportionate to the impermissible transferee's interest in the partnership (which is likely, given the agreement of the parties' valuation experts as to how the valuation discounts appropriate to an LP unit are applied; see infra section IV.A. of this report), the values of the remaining partners' interests in the partnership will increase on account of that redemption.  See infra note 17 and the accompanying paragraph. The partners benefiting from the redemption could (indeed, almost certainly, would) include one or more of the children, natural objects of petitioners' bounty.

The Court ultimately allowed minority and lack of marketability discounts, but no discount for the paragraph 9 restrictions.
COMMENT:  In rejecting the application of the step transaction doctrine, the Tax Court relied on the existence of market fluctuation to find that the partnership had independent significance.  What conclusion would a court reach if the assets of the partnership were less subject to market swings in a short period of time?  Indeed, Judge Halpern stated in footnote 7:
The real economic risk of a change in value arises from the nature of the Dell stock as a heavily traded, relatively volatile common stock.  We might view the impact of a 6-day hiatus differently in the case of another type of investment; e.g., a preferred stock or a long-term Government bond.

This comment serves as good warning that taxpayers should continue to be concerned about appropriate “cure periods” between the date of formation/funding, and the date of the gift.  The taxpayer has appealed the case to the Eighth Circuit.

After Holman was decided, Judge Halpern considered another step transaction argument in Gross v. Commissioner, T.C. Memo 2008-221; 2008 Tax Ct. Memo LEXIS 218 (2008).  In Gross there was an 11 day hiatus between the funding of the FLP (called “Dimar”) and the gifts of Dimar interests to the donor’s daughters.  Judge Halpern again rejected the step transaction doctrine, citing Holman for the proposition that the taxpayer bore a risk of value fluctuation during the period between funding and gift but repeated by footnote the prior warning in Holman:

We caution, however, in terms similar to those as we used in Holman v. Commissioner, 130 T.C. __, __ n.7, 2008 U.S. Tax Ct. LEXIS 12, 37-38 (2008): The real economic risk of a change in value arises from the nature of the Dimar securities as heavily traded, relatively volatile common stocks. We might view the impact of a 11-day hiatus differently in the case of another type of investment; e.g., a preferred stock or a long-term Government bond.

C.
Astleford v. Commissioner, T.C. Memo 2008-128 (May 5, 2008).  
Astleford involved gifts of limited partnership units in which “tiered” discounts were involved.  The donor’s husband had been a real estate developer and at the time of his death was a 50% general partner in a partnership with an unrelated business associate.  The partnership was called Pine Bend.  After the decedent’s death, his widow created a family limited partnership and conveyed to it (among other assets) the 50% general partnership interest in Pine Bend.  Pine Bend held 3,000 acres of Minnesota real estate, including a parcel of farm land consisting of 1,187 acres.  The widow made gifts of limited partnership interests in the FLP in 1996 when the FLP consisted of an interest in a nursing home facility.  In 1997 the widow conveyed the Pine Bend and other real estate interests to the FLP and made further gifts.
The Tax Court allowed tiered discounts on the FLP interests given by the widow to her children in 1997.  First, the Court allowed a “market absorption discount” on the value of the 1,187 parcel held in Pine Bend.  The market absorption discount posits that a sale of a large parcel of real estate over a short period of time tends to reduce the price for which real estate otherwise would sell.  The discount allowed was a little more than 20% of the value of the parcel. Second, the Court allowed a 30% discount on the Pine Bend interest itself.  One of the issues in the case was whether the Pine Bend interest would be valued as a general partner interest or as an assignee interest.  The Court valued it as a general partner interest but allowed a 30% discount for lack of marketability and lack of control.  Finally, the Court allowed a combined discount for lack of control and lack of marketability discounts for the limited partnership interests.  The combined discounts for the 1996 gifts were 33.97% and for the 1997 gifts were 35.63%.  The Court noted in a footnote that it had denied tiered discounts where the lower level interest constituted a significant portion of the parent entity’s assets, but that in this case before the 1997 gifts were made Pine Bend was 16% of the FLP’s net asset value and only 1 of 15 real estate investments held by the partnership.
D. Estate of Hurford v. Commissioner, T.C. Memo 2008-278 (2008).

Hurford was a “bad facts” partnership case wherein the Tax Court held that Sections 2035, 2036 and 2038 applied to include in the decedent’s estate the underlying value of limited partnership interests that were transferred in exchange for private annuities.  In this case the attorney seemed to do almost everything either incompletely, incorrectly, or late.  The Court first ruled that the transfer of FLP interests for annuity payments did not satisfy the bona fide sale/adequate consideration test, so that the annuity transaction did not remove the underlying assets from the estate.  Regarding adequate consideration, the Court found that the attorney valued the FLP interests by assuming that discounts of between 32 and 36% would apply, apparently in reliance on draft appraisals that were never finalized.  The Court characterized this as “conjuring” discounts out of thin air.  Regarding bona fide sale, the Court found that the transaction was really a disguised gift.  The decedent had three children and intended to sell the FLP interests to all three children in exchange for the annuity payments.  However, one of the children could not be trusted with the funds, so the transaction was papered for a transfer to the other two children with a hidden agreement that the third child would get his share when the parent died.  In addition to this factor, the Court found that the two children essentially paid back the decedent with bits and pieces of the very assets she transferred in exchange for the annuities.  Having found that the annuity transaction flunked the bona fide sale/adequate consideration test, the Court then considered whether the decedent retained an impermissible right or power under Sections 2036 or 2038.  In this case the “secret agreement” regarding the third child was evidence of the decedent’s retention of the right to designate the recipient of the property under Sections 2036 and 2036.


The focus then shifted to whether the FLPs themselves (there were three in this case, each designed to hold a different type of asset) would be respected.  Inclusion of the FLP assets would require the FLP interests themselves to be included in the estate.  The Court found that Section 2035 applied to cause the previously transferred FLP interests to be included.  Regarding whether the FLP interests would be respected, again the Court found that the taxpayer could not satisfy the bona fide sale/adequate consideration test.  The Court looked to typical factors of “bad facts” partnerships to determine whether the bona fide sale prong of the test could me met.  These factors included the following:

· The taxpayer's financial dependence on distributions from the partnership;

· Whether the taxpayer commingled her own funds with partnership funds;

· The taxpayer's delay or failure to transfer the property to the partnership;

· The taxpayer's old age or poor health when the FLP was formed; and

· Whether the FLP functioned as a business enterprise or otherwise engaged in any meaningful economic activity.

The Court found each of these factors present.  In fact, the Court could not identify any reason for the partnership structures other than the desire for a discount.

As to the adequate consideration test, the Court found that the contributions of the partners were not properly reflected in their capital accounts.  For example, it found that the taxpayer contributed a higher percentage of the fair market value of the assets than was reflected in her capital account.  Although each child owned a 1% limited partner interest in each partnership, there was no contribution from any of the children either in money, property, or services, nor were their partnership interests reported as gifts to them.

The Court recited the following factors as indicative of inclusion under Section 2036(a)(1):

· The decedent used FLP assets to pay personal expenses;

· The decedent transferred nearly all of her assets to the FLP; and

· The decedent's relationship to the assets remained the same before and after the transfer.

The Service sought to impose a negligence penalty on the taxpayer (in this case the estate, in the guise of one of the sons – Michael -- who was acting as executor).  The Court had little sympathy for the attorney (Garza) who did the planning here and charged the taxpayer some $300,000 for the mess that resulted.  Nor did it have much sympathy for the accountants (Turner & Stone).  However little sympathy the Court may have had for the advisors, it would not impose a penalty on the taxpayer, even though the executor was a well-educated person:
The negligence penalty can be rebutted by a showing of reasonable cause and good faith.  Sec. 6664(c).   And Michael points to his reliance on professional advice for proof.  We begin with the regulation, which somewhat unhelpfully states that reliance on professional advice is "reasonable cause and good faith if, under all the circumstances, such reliance was reasonable and the taxpayer acted in good faith."   Sec. 1.6664-4(b)(1), Income Tax Regs.   The case law more helpfully points to three factors to test whether the taxpayer -- and remember that in this case, that means Michael -- properly relied on professional advice.  Neonatology Assocs., P.A. v. Comm'r., 115 T.C. 43, 99 (2000), affd. 299 F.3d 221 (3d Cir. 2002).

· First, was the adviser a competent professional who had sufficient expertise to justify reliance?
· Second, did the taxpayer provide necessary and accurate information to the adviser?
· Third, did the taxpayer actually rely in good faith on the adviser's judgment? Id.

Both Garza and Turner & Stone were professionally licensed and would have appeared competent to a layman at the time they prepared the estate tax return.   Reliance on even these professionals appears more rational in light of [a prior attorney’s] prior recommendations.  Although nowhere nearly as aggressive, and certainly more competently drafted, [the prior attorney’s] advice contained strategies similar in name and purpose to Garza’s.  Garza was thus not the first to introduce Michael to the concept of family limited partnerships, and we do not find Michael to have unreasonably relied on Garza when pursuing tax-reduction strategies on behalf of his mother's estate.  See Melnik v. Comm'r., T.C. Memo 2006-25.  We find it more likely than not that Michael was reasonable in not knowing that Garza's particular method of estate planning was so far off the mark that it would lead him and his family into their present morass of litigation.  We find little indication that Michael knew or reasonably could have known that Garza's schemes were not within the realm of legitimate estate-planning practices or that Garza or Turner & Stone lacked sufficient competence in estate-tax law.   Sec. 1.6664-4(c), Income Tax Regs.

On the second point, we find that Michael provided both Garza and Turner & Stone with all the relevant financial data needed to assess the correct level of estate tax.  Sec. 1.6664-4(c)(1)(i), Income Tax Regs.

It's the third point -- did Michael reasonably and in good faith rely on Garza and Turner & Stone's professional advice -- that's the hardest to address.  Sec. 6664(c).  The regulations direct us to consider "all facts and circumstances" to decide whether Michael's reliance was reasonable and in good faith.  Sec. 1.6664-4(c)(1), Income Tax Regs.   Michael is a child psychiatrist of considerable education and experience in his field, but we find that he is not sophisticated in tax and business matters.   See Malone v. Comm'r, T.C. Memo 2005-69; cf. Estate of Holland, T.C. Memo. 1997-302 (imposing a negligence penalty on executor who was estate-planning and tax attorney).

Our review of Michelle's [Michael’s sister] notes of meetings and calls with her brother, Garza, and the accountants consistently show a family that wanted to do all it could to reduce or eliminate the tax bill they faced, but also show constant questioning of their advisors about what was going on and whether it would work. This makes us fall back on United States v. Boyle, 469 U.S. 241, 105 S. Ct. 687, 83 L. Ed. 2d 622 (1985), where the Court noted:

Most taxpayers are not competent to discern error in the substantive advice of an accountant or attorney. To require the taxpayer to challenge the attorney, to seek a "second opinion," or to try to monitor counsel on the provisions of the Code himself would nullify the very purpose of seeking the advice of a presumed expert in the first place. * * * "Ordinary business care and prudence" do not demand such actions.

Id. at 251; see also Chamberlain v. Commissioner, 66 F.3d 729, 733 (5th Cir. 1995), (quoting Boyle) affg. in part, revg. in part, T.C. Memo. 1994-228; Stanford v. Commissioner, 152 F.3d 450, 461-62 (5th Cir. 1998), (discussing the need for even an intelligent person to obtain expert advice) affg. in part and vacating in part, 108 T.C. 344 (1997).

We consider it well established that a taxpayer has the right to minimize his tax liability, and it was reasonable for Michael to have relied on professionals in the arcane and complex field of estate-tax law. That his and his family's choice of advisers proved so unsuitable has led them to their present situation -- unable to enjoy fully the estate built up by old Mr. Hurford, and seeking relief at court instead.  But we do find that Michael's reliance on the professionals he chose, however unsuitable they turned out to be, was nevertheless under the circumstances done reasonably and in good faith.  We therefore impose no penalty for negligence or disregard of the Code.

2.  Proposed Regulations Under Section 2032, 2008—21 I.R.B. 1021 (May 27, 2008).

Proposed regulations have been issued regarding post-death events that affect alternate valuation.  The changes are largely in response to Kohler v. Commissioner, 92 TCM 48 (2006).  In Kohler closely-held stock was valued at the alternate date.  Between the date of death and the alternate valuation date, the company underwent a reorganization whereby the decedent’s share of the stock in the company rose from 12.85% at the date of death to 14.45% at the alternate valuation date.  Despite this rise in percentage ownership, the estate successfully maintained that the attributes of the stock received in the reorganization resulted in the value of the stock declining from approximately $50 million at date of death to approximately $47 million at the alternate valuation date.  

The proposed regulations redesignate existing paragraphs 20.2032-1(f)(1) and (f)(2) as (f)(2)(i) and (f)(20(ii), respectively, and add new paragraphs 20.2032-1(f)(1) and f(3).  New paragraph (f)(1) states that the alternate valuation election is permitted to the extent that the change in value is the result of market conditions.  The term “market conditions” is defined as events outside of the control of the decedent (or the decedent’s executor or trustee) or other person whose property is being valued that affect the fair market value of the property being valued.  Changes in value due to mere lapse of time or to other post-death events other than market conditions will be ignored in determining the value of decedent’s gross estate under the alternate valuation method.

Proposed Reg. 20.2032-1(f)(3) provides that in order to eliminate changes in value due to post-death events other than market conditions, any interest or estate affected by post-death events other than market conditions is included in a decedent’s gross estate under the alternate valuation method at its value as of the date of the decedent’s death, with adjustment for any change in value that is due to market conditions. The term “post-death events” includes, but is not limited to, a reorganization of an entity in which the estate holds an interest, a distribution of cash or other property to the estate from such entity, or one or more distributions by the estate of a fractional interest in such entity.  Examples are given whereby a decline in value solely related to a reorganization, or a fractional interest distribution, or the formation of a discount entity (such as a family partnership) is disregarded for valuation purposes.  When adopted as final regulations, the new rules will be made applicable to estates of decedents dying on or after April 25, 2008.

COMMENT:  The issue of alternate valuation election was discussed during the Recent Developments session at this year’s Miami Institute.  The issue arose in two contexts:

First, there is uncertainty as to how to treat an IRA payable to a designated beneficiary who takes possession of the account during the alternate valuation period.  Section 2032(a)(1) provides that if an asset is “distributed, sold, exchanged or otherwise disposed of” then the date of that event will fix the alternate value.  Also, Treas. Reg. §20.2032-1(c)(2)(ii) states that property is considered “distributed” upon the “segregation, or separation of the property from the estate or trust so that it becomes unqualifiedly subject to the demand or disposition of a distribute.”  However, in Rev. Rul. 59-14, 1959-2 C.B. 244, the Service held that when a surviving joint tenant takes unilateral possession of a joint tenancy securities account and transfers it to her own revocable living trust, there is no disposition under Section 2032.  The reasoning is that the surviving tenant already had an unrestricted power of disposition, which she did not relinquish by transferring ownership of the account to a revocable trust.  This seems analogous to a person named as the beneficiary of an IRA who causes the account to be retitled.  Another IRA issue is whether one values the account as a whole or the individual components.  If individual securities held within the IRA are sold within the alternate valuation period, are these individual securities valued on the date of sale, or is the IRA account as a whole valued on the alternate date?  The instructions and regulations do not address these troublesome issues.
A second alternate value issue centered on the recent decline in the stock market.  Consider the case of a married person who dies with a “reduce to zero” marital deduction formula.  In the example discussed, the value of the estate was $10 million on date of death.  The estate plan requires a pecuniary marital deduction bequest to a QTIP marital trust, with the residuary passing to the credit shelter trust.  The result is a QTIP marital trust of $8 million and a credit shelter trust of $2 million.  Assume, however,  that the value of the estate has declined by 30% between the date of death and the alternate valuation date, so that only $7 million is left to fund the QTIP marital trust.  The pecuniary marital funding will wipe out the credit shelter trust.  Can anything be done?    One suggestion is that the estate could make a partial QTIP election to cause the estate to pay some estate tax.  Since the estate will now pay estate tax, the conditions of electing alternate value – decline in tax and decline in value – will be met.  This strategy will salvage a good portion of the credit shelter funding, although at the expense of some federal tax and depending on the state of residence, possibly some state death tax.

3.  Proposed Regulations Under Section 7477, 2008-25 I.R.B. 1170 (June 23, 2008).  
Proposed regulations have been issued under Code Section 7477, dealing with a taxpayer’s contest of a value of a gift when no tax is due or refund is available.

Section 7477 was enacted to provide a declaratory judgment procedure pursuant to which taxpayers may contest in the United States Tax Court an IRS determination regarding the value of a gift.  Absent Section 7477, without an actual gift tax deficiency, a taxpayer would be unable to petition the Tax Court to contest the determination or, without an overpayment of tax, file a claim for refund or bring suit for refund in Federal court.  This could occur, for example, if an increase in gift tax determined under Section 2502 is offset by the taxpayer’s applicable credit amount under Section 2505(a), so that no additional tax would be assessed as a result of the valuation increase.  Absent Section 7477, such a taxpayer would be left without any way to challenge the IRS determination, even though, upon the expiration of the statute of limitations, that determination would become binding for purposes of calculating the cumulative gift tax on all future gifts of that taxpayer, as well as the taxpayer’s estate tax liability.  

The first requirement for eligibility for relief under Section 7477 is that the transfer must be shown or disclosed “on the return of tax imposed by chapter 12,” that is, a Federal gift tax return, or on a statement attached to the return.  If the transfer is not shown or disclosed on the gift tax return, or on a statement attached to the return, a declaratory judgment under Section 7477 is not available.  If, however, a transfer is disclosed on the return or on a statement attached to the return, this eligibility requirement for the Section 7477 procedure is satisfied, even if the transfer is disclosed in a manner that does not satisfy the requirements of Section 6501(c)(9) and §301.6501(c)–1(e) or (f) pertaining to adequate disclosure sufficient to commence the running of the period of limitations on assessment.  

Section 7477 also requires an actual controversy with respect to a determination by the IRS of the value of the disclosed transfer.  Thus, the donor is not permitted to bypass the examination process and unilaterally seek a declaratory judgment.  The proposed regulations provide that, in order for the Sction 7477 declaratory judgment procedure to be available to a donor, the IRS must first make a determination regarding the gift tax treatment of the transfer that results in an actual controversy in a situation where the adjustments do not result in a gift tax deficiency or refund.  The Service begins this process by mailing a Letter 3569 to the donor, notifying the donor of the proposed adjustments.

Section 7477 also requires that the donor’s pleading seeking a declaratory judgment under Section 7477 must be filed with the Tax Court before the 91st day after the mailing of the Letter 3569 by the IRS. The pleading must be in the form of a petition subject to Tax Court Rule 211(d).

Finally, Section 7477(b)(2) provides that the Tax Court may not issue a declaratory judgment under Section 7477 unless it first determines that the donor has exhausted all administrative remedies available to the donor within the IRS with respect to the controversy.  Tax Court Rule 211(d) requires that the petition in an action under Section 7477 must contain a statement that the petitioner has exhausted all administrative remedies within the IRS.  See also Tax Court Rule 210(c)(4).  The proposed regulations set forth the administrative remedies available to the donor with respect to a determination by the IRS of the amount of a gift, and the circumstances in which the IRS will not contest the donor’s allegation that administrative remedies have been exhausted.  Specifically, the proposed regulations provide that the IRS will not contest the donor’s allegation that the donor’s administrative remedies have been exhausted if:  (1) the donor requests Appeals consideration in writing within 30 calendar days after the mailing date of a notice of preliminary determination of value (Preliminary Determination Letter) from the IRS, or by such later date for responding to the Preliminary Determination Letter as determined pursuant to IRS procedures; (2) the donor participates fully in the Appeals consideration process, including without limitation timely submitting all additional information related to the amount of the gift that is requested by the IRS in connection with (or as a follow-up to) the Appeals consideration process; and (3) the IRS mails to the donor the Letter 3569, which will notify the donor of the proposed adjustments and of the donor’s right to contest the determination by filing a petition for declaratory judgment with the Tax Court before the 91st day after the date of mailing the Letter 3569.  The Letter 3569 usually will be issued by the Appeals office.  However, because Section 7477 requires that the Tax Court, rather than the IRS, determine whether the donor has exhausted all administrative remedies, the donor generally will be sent a Letter 3569 in those situations where the donor does not respond to the Preliminary Determination Letter, or expressly declines to participate in the Appeals process.  If a donor does not respond to a Preliminary Determination Letter, or if a donor does not participate in the Appeals process, the IRS will consider the donor to have failed to exhaust administrative remedies.  In such cases, the IRS may challenge any allegation in the donor’s petition for a Section 7477 declaratory judgment that the donor has exhausted all administrative remedies. 

Public comments were solicited and a hearing was set for October 16, 2008.  The proposed regulations will become final when published in the Federal Register.

IV
GENERATION-SKIPPING TAX

5.
Proposed Regulations Under Section 2642(g) for Relief from Late Allocations and Elections.

The Service has issued proposed regulations under Section 2642(g) regarding extensions of time to make allocations of GST exemption or to make elections under various Code provisions.  2008-19 I.R.B. 920 (May 12, 2008).  The elections to which relief under Section 2642(g) pertains are the following:

•
Section 2632(b)(3) provides that an election may be made by or on behalf of a transferor not to have the transferor’s GST exemption automatically allocated under section 2632(b)(1) to a direct skip, as defined in section 2612(c), made by the transferor during life.

•
 Section 2632(c)(5)(A)(i) provides that an election may be made by or on behalf of a transferor not to have the transferor’s GST exemption automatically allocated under section 2632(c)(1) to an indirect skip, as defined in section 2632(c)(3)(A), or to any or all transfers made by such transferor to a particular trust. 

•
Section 2632(c)(5)(A)(ii) provides that an election may be made by or on behalf of a transferor to treat any trust as a GST trust, as defined in section 2632(c)(3)(B), for purposes of section 2632(c) with respect to any or all transfers made by that transferor to the trust.

Under the proposed regulations, requests for relief under Section 2642(g) will be granted if evidence is furnished to establish to the satisfaction of the IRS that the transferor or the executor of the transferor’s estate acted reasonably and in good faith, and that the relief will not prejudice the interests of the Government.  A detailed affidavit describing the events that led to the failure to timely make the allocation or election, and the events that led to the discovery of the failure, must be submitted.  If the transferor or the executor of the transferor’s estate relied on a tax professional for advice with respect to the allocation or election, the affidavit must describe (A) the scope of the engagement; (B) the responsibilities the transferor or the executor of the transferor’s estate believed the professional had assumed, if any; and (C) the extent to which the transferor or the executor of the transferor’s estate relied on the professional.  Attached to each affidavit must be copies of any writing (including, without limitation, notes and e-mails) and other contemporaneous documents within the possession of the affiant relevant to the transferor’s intent with regard to the application of GST tax to the transaction for which relief under is being requested.  Also, the affidavit must be accompanied by a dated declaration, signed by the transferor or the executor of the transferor’s estate that states: 

“Under penalties of perjury, I declare that I have examined this affidavit, including any attachments thereto, and to the best of my knowledge and belief, this affidavit, including any attachments thereto, is true, correct, and complete. In addition, under penalties of perjury, I declare that I have examined all the documents included as part of this request for relief, and, to the best of my knowledge and belief, these documents collectively contain all the relevant facts relating to the request for relief, and such facts are true, correct, and complete.” 

The proposed regulations provide the following factors regarding reasonableness and good faith:

1.
Evidence of the intent of the transferor to timely make an allocation or election.

2.
Intervening events beyond the control of the transferor or of the executor of the transferor’s estate that caused the failure to allocate or elect.

3.
Lack of awareness by the transferor or the executor of the transferor’s estate of the need to make the allocation or election, taking into account the experience of the transferor or the executor of the transferor’s estate and the complexity of the GST issue.

4.
Consistency by the transferor with regard to the allocation of the transferor’s GST exemption (for example, the transferor’s consistent allocation of GST exemption to transfers to skip persons or to a particular trust, or the transferor’s consistent election not to have the automatic allocation of GST exemption apply to transfers to one or more trusts or skip persons pursuant to section 2632(b)(3) or (c)(5)). Evidence of consistency may be less relevant if there has been a change of circumstances or change of trust beneficiaries that would otherwise explain a deviation from prior GST exemption allocation decisions.

5.
Reasonable reliance by the transferor or the executor of the transferor’s estate on the advice of a qualified tax professional retained or employed by one or both of them and, in reliance on or consistent with that advice, the failure of the transferor or the executor to make the allocation or election.  Reliance on a qualified tax professional will not be considered to have been reasonable if the transferor or the executor of the transferor’s estate knew or should have known that the professional either— 

(A)Was not competent to render advice on the GST exemption; or

(B) Was not aware of all relevant facts. 

The proposed regulations describe prejudice to the government as follows:

1.
The interests of the Government would be prejudiced to the extent to which the request for relief is an effort to benefit from hindsight.  The interests of the Government would be prejudiced if the IRS determines that the requested relief is an attempt to benefit from hindsight rather than to achieve the result the transferor or the executor of the transferor’s estate intended at the time when the transfer was made.  A factor relevant to this determination is whether the grant of the requested relief would permit an economic advantage or other benefit that would not have been available if the allocation or election had been timely made. Similarly, there would be prejudice if a grant of the requested relief would permit an economic advantage or other benefit that results from the selection of one out of a number of alternatives (other than whether or not to make an allocation or election) that were available at the time the allocation or election could have been timely made, if hindsight makes the selected alternative more beneficial than the other alternatives. Finally, in a situation where the only choices were whether or not to make a timely allocation or election, prejudice would exist if the transferor failed to make the allocation or election in order to wait to see (thus, with the benefit of hindsight) whether or not the making of the allocation of exemption or election would be more beneficial.

2.
The timing of the request for relief will be considered in determining whether the interests of the Government would be prejudiced by granting relief under this section.  The interests of the Government would be prejudiced if the transferor or the executor of the transferor’s estate delayed the filing of the request for relief with the intent to deprive the IRS of sufficient time to challenge the claimed identity of the transferor of the transferred property that is the subject of the request for relief, the value of that transferred property for Federal gift or estate tax purposes, or any other aspect of the transfer that is relevant for Federal gift or estate tax purposes.  The fact that any period of limitations on the assessment or collection of transfer taxes has expired prior to the filing of a request for relief under Section 2642(g), however, will not by itself prohibit a grant of relief. Similarly, the combination of the expiration of any such period of limitations with the fact that the asset or interest was valued for transfer tax purposes with the use of a valuation discount will not by itself prohibit a grant of relief under this section.

3.
The occurrence and effect of an intervening taxable termination or taxable distribution.  The impact of a grant of relief on (and the difficulty of adjusting) the GST tax consequences of an intervening termination or distribution will be considered in determining whether the occurrence of a taxable termination or taxable distribution constitutes prejudice. 

2.  PLR 200825112 considered the effect of a delay in funding a pecuniary GST trust.  The decedent’s death consisted mainly of closely-held securities.  As a result of lack of liquidity, debts and expenses could not be paid until long after the estate tax return was filed.  The estate plan required the creation of a pecuniary GST trust and a residuary trust.  By the time the debts and expenses were paid and the fiduciary was ready to fund, the value of the estate’s assets had increased substantially in value.  If the fiduciary was required to fund the GST trust with the original pecuniary amount, the appreciation would all flow to the non-GST trust.  The fiduciary believed that the long delay in funding, which was not the fault of the estate and therefore presumably reasonable, should result in the conversion of the GST allocation to a fractional formula.  

The Service ruled that under state law the instrument mandated a pecuniary funding, and that is what must occur even if there was a long delay between the date of death and the funding of the trusts.  Funding the GST trust with appreciated assets would give rise to capital gains tax.

3.
PLR 200901013 concerned the GST consequences of a non-qualified disclaimer.  Husband and wife had created an irrevocable trust for the benefit of their four children.  During the joint lives of the settlors the trustee could pay as much of the income and principal of the trust to the children as was necessary to support and maintain the children pursuant to a standard set forth in the instrument.  On the death of the survivor of the settlors the trustee was directed to make specific bequests to the grandchildren and then divide the trust property into equal shares for the children.  If a child predeceased the settlors the share that the deceased child otherwise would have received would pass as follows:

· If the child was survived by a spouse named in the trust , and by issue, in specified shares to the spouse and issue;
· If the child was survived only by issue, to the issue
· If the child was survived only by the named spouse, to the spouse;

Except that if the child and spouse divorced prior to the child’s death the named spouse would not receive anything.

Under the facts of the ruling the settlors made annual contributions to the trust, which were subject to rights of withdrawal by the “beneficiaries.”  The trustee had never distributed income or principal to the children.

The children and the named spouses executed non-qualified disclaimers of their interests in the trust.  The effect of non-qualified disclaimers was that the children and named spouses made gifts of their respective interests.  As a result of the disclaimers, a taxable termination occurred, but the value of the termination for GST purposes was limited to the value of the grandchildren’s interest in the trust immediately before the disclaimers.  Each child or named spouse was treated as the transferor for GST purposes as to the value of his or her disclaimed interest, and since the grandchildren were not skip persons as to the disclaimants, there was no GST tax imposed on the value of the disclaimed interests.  For gift tax purposes Section 2702 did not apply to the disclaimers because the transferors (the children and named spouses) retained no interest in the trust.
V
MARITAL DEDUCTION

1.
PLR 200846003 is a useful reminder of the care that must be exercised when planning disclaimers.  The decedent and his spouse had entered into a premarital agreement whereby on decedent’s death his IRA would be payable to a QTIP trust for the benefit of the surviving spouse.  On the termination of the QTIP trust, the remaining trust property would pass to a second trust for the benefit of the decedent’s four children.
During the decedent’s life, and after his marriage, he transferred his IRA to a new custodian and in connection therewith named his children as beneficiaries of the new IRA.  There were no contingent beneficiaries named, so that if the children all predeceased, the decedent’s estate would be the default beneficiary.  After the decedent’s death, the children all disclaimed their interests as beneficiaries of the IRA.  This caused the IRA to pass to the decedent’s estate and thence to the QTIP trust.  However, the children did not disclaim their interests in the second trust, which would take the QTIP remainder after the spouse’s death.  The ruling did not state why the children failed to disclaim the IRA-related interests in the second trust – perhaps they believed that when the spouse died the inclusion of the IRA in her estate would mean that their interests in the second trust would be derived from her estate, and not from their father’s, for disclaimer purposes.  
The Service ruled otherwise.  Because the children did not disclaim all of their interests in the IRA, under Treas. Reg. §25.2518-2(e)(3) the disclaimers were not qualified disclaimers.  The property did not “pass” from the decedent to the QTIP trust and thus no marital deduction was allowed.
2.
Estate of Lee v. Commissioner, T.C. Memo 2007-371 (December 20, 2007).  Husband died 46 days after his wife.  The husband’s estate claimed a marital deduction for property that was transferred to the wife as if she had survived.  The wife’s  will stated that her husband was deemed to have predeceased her for purposes of the wife’s will if the husband died within 6 months after the wife’s death.  Although not stated specifically in the husband’s will, the husband’s intention for purposes of his will was that his wife also was deemed to have survived him if he died within 6 months after his wife’s death.

Not surprisingly, the Tax Court ruled on a summary judgment motion that the husband’s testamentary intent that he be deemed to have predeceased his wife will not be recognized as qualifying the estate for the marital deduction for Federal estate tax purposes because Code Section  2056 requires that a spouse actually survive his or her spouse in order to be a "surviving spouse". 

3.  Funding With Minority Interests.
At this year’s Miami Institute there was a short discussion of a way to solve the problem of breaking up a majority interest in a closely-held business to fund a pecuniary bequest.  Suppose, for example, that the estate consists in large part of a controlling interest in a closely-held company, and that the executor is required to fund a pecuniary marital trust.  If the controlling interest must be broken up to fund both the marital trust and the credit shelter trust, it is possible that each trust will be funded with a minority interest.  In this case, discounts for lack of voting control may apply to each block of stock, resulting in an underfunding of one or both of the trusts.  One clever suggestion to avoid this situation is to subject the stock, prior to funding, to a voting agreement whereby the stock will be voted as a unitary block, so that neither trust will suffer from a lack of control issue.  A further thought is to give the marital trust “drag along” rights to ensure that it possesses all the attributes of a controlling shareholder.

VI
GRANTOR TRUSTS

1.
Rev. Rul. 2008-22, 2008-16 I.R.B. 796 (April 21, 2008).
In a long-awaited Revenue Ruling, the Service held that a grantor’s retained power to substitute assets of equivalent value under Code Section 675(4) does not cause inclusion in the gross estate under Sections 2036 and 2038.  The ruling is important because the Section 675(4) power has been commonly used in defective trust strategies, including installment sales to defective trusts.  Estate of Jordahl v. Commissioner, 63 T.C. 92 (1975), acq. In result, 1977-2 C.B. 1, had held that a reserved power to substitute assets, when circumscribed by fiduciary obligations, did not cause inclusion under Code Section 2038.   

Under the facts of the ruling, the grantor, a U.S. citizen, established an irrevocable trust with a third-party trustee.  The grantor retained no interest in the trust, which was for the benefit of his descendants.  Under the instrument the grantor retained the power, exercisable at any time, to acquire the trust property by substituting other property of equivalent value.  The power was exercisable by the grantor in a nonfiduciary capacity, without the approval or consent of anyone in a fiduciary capacity.

The Service noted in the ruling that under local law the trustee had a fiduciary obligation to ensure that the properties exchanged were of equivalent value.  In addition, the ruling states that under local law if the trust has more than one beneficiary, the trustee has a duty to act impartially in investing and managing the trust assets, taking into account any differing interests of the beneficiaries.  In its analysis, the Service made the following observation regarding the trustee’s duties:

In the instant case, unlike the situation presented in Estate of Jordahl, the trust instrument expressly prohibits D from serving as trustee and states that D's power to substitute assets of equivalent value is held in a nonfiduciary capacity.  Thus, D is not subject to the rigorous standards attendant to a power held in a fiduciary capacity. However, under the terms of the trust, the assets D transfers into the trust must be equivalent in value to the assets D receives in exchange.  In addition, T has a fiduciary obligation to ensure that the assets exchanged are of equivalent value.  Thus, D cannot exercise the power to substitute assets in a manner that will reduce the value of the trust corpus or increase D's net worth.  Further, in view of T's ability to reinvest the assets and T's duty of impartiality  regarding the trust beneficiaries, T must prevent any shifting of benefits between or among the beneficiaries that could otherwise result from a substitution of property by D.  Under these circumstances, D's retained power will not cause the value of the trust corpus to be included in D's gross estate under § 2036 or 2038.  

The ruling concludes as follows:

A grantor's retained power, exercisable in a nonfiduciary capacity, to acquire property held in trust by substituting property of equivalent value will not, by itself, cause the value of the trust corpus to be includible in the grantor's gross estate under § 2036 or 2038, provided the trustee has a fiduciary obligation (under local law or the trust instrument) to ensure the grantor's compliance with the terms of this power by satisfying itself that the properties acquired and substituted by the grantor are in fact of equivalent value, and further provided that the substitution power cannot be exercised in a manner that can shift benefits among the trust beneficiaries. A substitution power cannot be exercised in a manner that can shift benefits if: (a) the trustee has both the power (under local law or the trust instrument) to reinvest the trust corpus and a duty of impartiality with respect to the trust beneficiaries; or (b) the nature of the trust's investments or the level of income produced by any or all of the trust's investments does not impact the respective interests of the beneficiaries, such as when the trust is administered as a unitrust (under local law or the trust instrument) or when distributions from the trust are limited to discretionary distributions of principal and income.

COMMENT:  Rev. Rul. 2008-22 leaves several questions open.  What is the effect of a power to substitute when the corpus of the trust is voting stock (2036(b) issue?) or life insurance (2041 issue?).  The safe choice in these cases seems to be to avoid vesting the power to substitute in the Grantor.  Note that in its proposed language for Charitable Lead Unitrusts (Rev. Proc. 2008-45, below), the IRS continues to provide that a non-fiduciary power to “reacquire” assets, held by a party other than the grantor, is sufficient to invoke Section 675(4).

2.
PLR 200848015 concerned the modification of a trust to make it a grantor trust.  The trust, irrevocable, was to be modified under state law to provide that the grantor would have the power, exercisable solely in a non-fiduciary capacity, and without the approval of any person in a fiduciary capacity, to reacquire trust assets by substituting other assets of an equivalent value.  The Service concluded that “the circumstances surrounding the administration of Trust will determine whether the power of administration is exercisable in a fiduciary or non-fiduciary capacity.”  Since this is a question of fact, the Service said it could not grant the requested ruling (i.e., that the power of administration caused the grantor to be taxable on the trust’s income).  The ruling is very odd:  Why would the facts and circumstances determine whether the power is exercisable in a fiduciary or non-fiduciary capacity when the express terms of the trust provide for the non-fiduciary exercise?
3.
PLR 200846001 concerned the income tax treatment of a GRAT when the power to substitute assets was held in a fiduciary capacity.  The taxpayer sought rulings on a number of issues, including whether the power to substitute, if held in a fiduciary capacity, rendered the GRAT interest non-qualified.  The Service ruled that neither the existence of the power, nor its exercise, would disqualify the GRAT interest.
The taxpayer also sought rulings on how the power to substitute would be exercised.  The Service ruled that there would be no gift incurred in exercising a power to substitute stock as long as the total value of the interests transferred to the trust equals the total value of interests transferred from the trust and the taxpayer values the interests under the principles of Treas. Reg. §25.2512-2(b)(1) (generally requiring a valuation of the mean of the high and low trading values on the date of the substitution).  The ruling did not discuss whether there would be any adverse tax effect of substituting property having different basis for income tax purposes.
Because the power to substitute was held in a fiduciary capacity, it could not be the basis of grantor trust treatment.  For this treatment, the trust relied on the fact that the trustee was the grantor’s husband, and that under Section 674(a) if both the grantor and the husband survived to the end of the GRAT term the husband would have the power to distribute income or principal without the consent of an adverse party.  The Service conditioned its ruling, however, on there being a greater than 5% actuarial value assigned to the interest passing to the trust at the end of the term.
VII

CHARITABLE ISSUES

1.
Early Termination of Charitable Remainder Trusts.
The Service continues to issue rulings approving the early termination of charitable remainder trusts, either by commutation or the sale of the annuity or unitrust interest to the remainder interest.  In each case the transaction was approved by the local court, the parties were paid their actuarial interests at the time of termination, and the income beneficiary provided a medical opinion that he or she did not have a shortened life expectancy.  The main issues that the rulings dealt with are (1) whether the termination of the CRT is an act of self-dealing; and (2) the income tax consequences to the non-charitable lifetime interest.

The self-dealing rules for CRTs are implicated through Section 4947(a)(2).  This Section includes charitable split-interest trusts, and provides that with certain exceptions Code Sections 507, 508(e), 4941, 4943, 4944 and 4945 are applicable to those trusts as if they were private foundations.  The preceding sentence, however, does not apply to any amounts payable to an income beneficiary under a split-interest trust unless a charitable deduction was allowed with respect to the interest (e.g., a charitable lead interest).  See Code Section 4947(a)(2) and Treas. Reg. § 53.4947(c)(2(i).  The exception is necessary for charitable remainder trusts; otherwise the regular annuity or unitrust payments could be acts of self-dealing.

Section 4941(d)(1) provides in relevant part that an act of self dealing includes any sale or exchange between a disqualified person and a private foundation.  A disqualified person includes a substantial contributor (including the grantor of the trust) a member of the family of a substantial contributor, and a foundation manager (including a trustee).  However, under Treas. Reg. § 53.4946-1(a)(8), for purposes of Section 4941 only, the term “disqualified person” does not include a Section 501(c)(3) organization (other than a Section 509(a)(4) organization).  
Under Rev. Rul. 69-486, 1969-2 C.B. 159, the IRS treats a termination by commutation as a constructive sale between the annuity/unitrust beneficiaries and the charitable remaindermen.  If the charitable remainder beneficiary is a public charity, the self-dealing rules are not implicated for that deemed sale.  Thus, a commutation or termination payment to an income beneficiary does not involve self-dealing by reason of Code Section 4947(a)(2) and Treas. Reg. § 53.4947(c)(2(i), and any commutation or other termination payment to a public charity avoids self dealing under Treas. Reg. § 53.4946-1(a)(8).

A.
PLRs 200841040 and PLR 200846037.

These two rulings provided interesting aspects of the foregoing rules.  In PLR 200841040, the charitable trust was a net-income “make-up” trust, with a unitrust percentage of 6% payable to two individuals.  The CRT was eventually converted to a straight unitrust payout.  The charitable remainder beneficiary of the trust was a public charity (referred to as “D” in the ruling), but the two unitrust beneficiaries had the authority to amend the terms of the trust to provide for an alternate charitable recipient.  They amended the trust to provide that the sole charitable remainder beneficiary would be a supporting organization under Code Section 509(a)(3) which would exist to support D.  The two unitrust beneficiaries were also directors of the SO.  Although the two unitrust beneficiaries were disqualified persons with respect to the SO, there was no self-dealing because Section 4941 does not apply to supporting organizations.
B. PLR 200846037.

This ruling described a unitrust with successive life interests.  The termination occurred when both persons – the current unitrust recipient and the contingent successor recipient – were living.  The ruling recited the fact that the current beneficiary and his physician both certified that the beneficiary had no known condition that would result in a life expectancy that was shorter than average.  The facts of the ruling do not indicate whether the successor life beneficiary submitted similar evidence of life expectancy.  The ruling does state that the “income beneficiaries” (included in the term “all interested parties”) agreed to the termination and that the amounts distributable would be calculated in accordance with Treas. Reg. §1.664-4 using the Section 7520 rate in effect at the time of the termination.  Presumably the amount distributable to the income beneficiaries would be split between them according to actuarial calculations.  The ruling, however, only describes the exceptions to self-dealing in terms of the current beneficiary.
C. Notice 2008-99.

The Service  announced that certain terminations of charitable trusts that are intended to avoid paying gain on appreciated assets are “transactions of interest” for purposes of 1.6011-4(b)(6) of the Income Tax Regulations and §§ 6111 and 6112 of the Internal Revenue Code.
The notice describes one version of the transaction as the grantor contributing appreciated assets to a CRT which the trust then sells and reinvests in assets having a much higher basis.  The CRT is later terminated not by commutation, but by sale of the charitable and non-charitable interests in a transaction that the grantor claims is described in Section 1003(e), so that the grantor has basis for the sale of his interest.  In this transaction, there is no tax paid on the original appreciated assets contributed to the trust:  the trust paid no gain when it sold the assets, and the grantor receives basis in the newly purchased CRT assets under Section 1003(e).  The Notice describes variations of the transaction, including net-income make-up trusts, situations where the person did not contribute the assets to the trust, and situations where the trust has been in existence for a period of time prior to the transaction arising.  In particular, the Service is concerned with the taxpayer’s claim of an increased basis in the term interest of the trust coupled with the termination of the trust in a single, coordinated transaction under Section 1001(e) to avoid tax from gain on the sale of appreciated assets.
Transactions that are the same, or substantially similar to the transaction identified in the Notice are identified as transactions of interest under 1.6011-4(b)(6) and Sections 6111 and 6112 effective as of October 31, 2008 (the date the Notice was made public).  Persons entering into these transactions on or after November 2, 2006 must disclose these transactions as provided in 1.6011-4.

2.
Reformation of Defective Split Interest Trust.  


Tamulis v. Commissioner, 509 F.3d 343 (7th Circuit, 2007).  Anthony J. Tamulis died on November 23, 2000.  His estate plan created a trust which had multiple beneficiaries, and a charitable remainder.  The trust directed various payments, including the payment of real estate taxes, in a manner that could not possibly qualify as a guaranteed annuity or unitrust payment.  The remainder interest in the trust passed to charity.  Therefore, as written, no part of the trust would qualify for the estate tax charitable deduction.

Code Section 2055(e) provides for two methods of reforming a trust in order to gain an estate tax deduction.  One method allows a reformation at any time.  This method, however, cannot be used unless, before the remainder vests in possession, all payments to non-charitable persons are expressed either in specified dollar amounts or a fixed percentage of the fair market value of the property.  See Code Section 2055(e)(3)(C)(ii).  This method was not available to the taxpayer because all non-charitable interests could not meet the requirements of annuity or unitrust payments.

The second method of reformation allows the trust to be reformed regardless of whether the non-charitable interest is a unitrust or annuity interest, but only if the reformation is a judicial proceeding that is commenced not later than the 90th day following the due date (including extensions) of the estate tax return.  If there is no estate tax return that is required, the reformation must be commenced not later than the 90th day following the due date (including extensions) for filing the income tax return for the fist taxable year for which that return is required to be filed.  See Code Section 2055(e)(3)(C)(iii).

In this case the attorney for the estate prepared a draft petition for reformation but never filed it with any court.  In 2003 the attorney also attempted to amend the trust by consent but failed to obtain the signatures of all potential beneficiaries.  Section 1(2) of the Illinois Trust Conformance Act (760 ILCS 60/0.01 et seq.) allows a trustee of certain trusts created for charitable purposes to amend the trust in order to qualify as a split-interest trust, but only if all of the beneficiaries consent.  One of the beneficiaries refused to sign the “amendment.”

The estate filed an estate tax return in which a charitable deduction was claimed on the basis that the trust was a split-interest charitable remainder trust for which a deduction was allowable.  The estate stipulated that the trustee managed the trust in accordance with the requirements for a charitable remainder unitrust, since the total annual distributions to the non-charitable beneficiaries were equal to 5 percent of fair market value of the trust’s assets in each of the years 2001-2004

The taxpayer argued that its return position was an effective amendment of the trust, or in the alternative was equivalent to the commencement of a judicial proceeding.  At the trial level the Tax Court had little difficulty rejecting these arguments for the obvious reasons that the filing of a tax return is neither the amendment of a trust nor the initiation of a judicial proceeding.  The taxpayer also argued that as long as it managed the trust as if it were a charitable remainder unitrust, it satisfied the qualified reformation provisions of Code Section 2055(e)(3).  Again this argument failed because the express terms of the Internal Revenue Code require a reformation or valid amendment of the trust.  The taxpayer’s last argument – similarly rejected – was that the attorney’s 2003 “amendment” satisfied the requirements of Code Section 2055(e)(3).  The Tax Court observed that even if this “amendment” were valid (and it appeared ineffective under Illinois law since not all beneficiaries of the trust signed), it was not a judicial reformation commenced within the statutory time period. 

The taxpayer appealed to the Seventh Circuit, which affirmed the Tax Court decision.  In the appellate case, the taxpayer argued that the trustee had “substantially complied” with the Code requirements for a charitable deduction.  The Seventh Circuit disagreed, finding that although there probably was no federal forum available for a judicial reformation of the trust, Illinois courts were available and the trustee’s failure to bring a reformation suit within the necessary time period was, in a word, inexcusable.  The Court stated:

But Illinois law does authorize a judicial proceeding to reform a will, e.g., Bangert v. Northern Trust Co., 362 Ill. App. 3d 402, 839 N.E.2d 640, 646-47, 298 Ill. Dec. 317 (Ill. App. 2005); In re Estate of Bishop, supra, 468 N.E.2d at 506, as indeed, as far as we know, every other state does.  See Restatement (Second) of Trusts § 259 and comment a (1959).  So there was nothing to prevent the trustee from bringing the trust into compliance with the requirements of the Internal Revenue Code for obtaining the charitable remainder deduction -- except that, as we mentioned, Illinois does not allow a trust to be reformed for purposes of qualifying for the deduction unless all the beneficiaries of the trust consent.  This is a significant protection for trust beneficiaries (though it could give rise to high transaction costs, given the power of holdouts in any situation in which unanimity is required for action, not to mention complications introduced when beneficiaries are minors or unborn), especially in this case, where no judicial proceeding to reform the trust was instituted.  Neither the (federal) requirement of filing a state judicial proceeding if the state permits, nor the (state) requirement of unanimous consent of beneficiaries, can be deemed unimportant or unclear, and therefore the doctrine of substantial compliance cannot be used to excuse a failure to comply with them.

3.
Christiansen v. Commissioner, 130 T.C. 1 (January 24, 2008).
Christiansen, a full Tax Court opinion, considered the effect of a defined valued formula disclaimer by which any increase in the gross estate as the result of an estate tax audit would result in an increased charitable deduction.  The case has important implications because defined value formula clauses are frequently used in estate planning instruments, particularly with installment sales to intentionally defective trusts.

Helen Christiansen's will left everything to her only child, Christine Hamilton.  The will anticipated that Hamilton would disclaim a part of her inheritance, and directed that any disclaimed property would go 75% to a charitable lead annuity trust and 25% to a charitable foundation that Christiansen had established.  The trust would last for 20 years, and pay an annuity of 7 percent of the corpus's net fair market value at the time of Christiansen's death to the foundation.  At the end of the 20 years, if Hamilton were still alive, the property left in the trust would go to her.

Christine disclaimed a portion of her inheritance in a fractional formula which was supposedly controlled by a savings clause.  The fractional disclaimer and the savings clause provision read as follows:

A. Partial Disclaimer of the Gift: Intending to disclaim a fractional portion of the Gift, Christine Christiansen Hamilton hereby disclaims that portion of the Gift determined by reference to a fraction, the numerator of which is the fair market value of the Gift (before payment of debts, expenses and taxes) on April 17, 2001, [the decedent’s date of death] less Six Million Three Hundred Fifty Thousand and No/100 Dollars ($6,350,000.00) and the denominator of which is the fair market value of the Gift (before payment of debts, expenses and taxes) on April 17, 2001 ("the Disclaimed Portion").  For purposes of this paragraph, the fair market value of the Gift (before payment of debts, expenses and taxes) on April 17, 2001, shall be the price at which the Gift (before payment of debts, expenses and taxes) would have changed hands on April 17, 2001, between a hypothetical willing buyer and a hypothetical willing seller, neither being under any compulsion to buy or sell and both having reasonable knowledge of relevant facts for purposes of Chapter 11 of the [Internal Revenue] Code, as such value is finally determined for federal estate tax purposes.

* * * * * * * * *

 . . . to the extent that the disclaimer set forth above in this instrument is not effective to make it a qualified disclaimer, Christine Christiansen Hamilton hereby takes such actions to the extent necessary to make the disclaimer set forth above a qualified disclaimer within the meaning of Section 2518 of the Code.

As a result of the estate tax audit the parties stipulated to an increase in the gross estate of approximately $3,065,000.  Since Christine’s interest was fixed by the disclaimer, the estate sought an increased charitable deduction for the lead interest in the CLAT and the outright transfer to the charitable foundation.  The Service sought to deny both deductions.

The Tax Court agreed with the Service that there could be no deduction for the lead interest.  The problem with the disclaimer was that Christine, the disclaimant, retained her contingent remainder interest in the CLAT.   Code Section 2518(b)(4) provides that in order to constitute a “qualified” disclaimer, the disclaimed property must pass to someone other than the disclaiming party.  There is a limited exception for disclaimers by a surviving spouse, but Christine was a daughter, not a spouse.  Christine argued that the regulations permit the disclaimer of partial interests, and that the disclaimer in question was partial because she retained only her contingent remainder interest.  A majority of the Tax Court distinguished between so-called “vertical” and “horizontal” disclaimers.  A disclaimer of an entire slice of an interest – a so-called “vertical” disclaimer – is permitted. However, when the decedent had not transferred separate interests, the recipient could not divide the interests horizontally for the purpose of making a partial disclaimer.  Treas. Reg. §25.2518-2(2)(3) provides that when the disclaimer of an entire interest in property passes to a trust in which the disclaimant has a remainder interest, the disclaimant must also disclaim the remainder interest in order for the disclaimer to be qualified.  The Eighth Circuit had found to the same effect in Walshire v. United States, 288 F.3d 342 (8th Cir. 2002), which the majority found persuasive.

The taxpayer argued that if the Court found the disclaimer to be defective, the savings clause would operate to also cause Christine to have disclaimed her contingent remainder interest.  The Tax Court rejected this argument on a logical basis:

If read as a promise that, once we enter decision in this case, Hamilton will then disclaim her contingent remainder in some more of the property that her mother left her, it fails as a qualified disclaimer under Section 2518(b)(2) as one made more than nine months after her mother's death.  See sec. 25.2518-2(c)(3)(i), Gift Tax Regs.  If it's read as somehow meaning that Hamilton disclaimed the contingent remainder back when she signed the disclaimer, it fails for not identifying the property being disclaimed and not doing so unqualifiedly, see sec. 2518(b), because its effect depends on our decision.  Such contingent clauses--contingent because they depend for their effectiveness on a condition subsequent--are as ineffective as disclaimers as they are for revocable spousal interests, see Estate of Focardi v. Commissioner, T.C. Memo. 2006-56, and gift adjustment agreements, see Ward v. Commissioner, 87 T.C. 78, 110-11 (1986).

The focus then shifted to whether the deduction for the outright gift to the charitable foundation should be denied.  The Service advanced two arguments, first that under the regulations the amount of the gift was indeterminate at the date of death and therefore no deduction could be allowed, and second that under Proctor v. Commissioner the deduction should be denied as a policy matter because the formula clause operated to discourage enforcement of the tax laws.

The first argument is premised on Treas. Reg. §20.2055-2(b)(1), which states that as of the date of a decedent's death, if a transfer for charitable purposes is dependent upon the performance of some act or the happening of a precedent event in order that it might become effective, no deduction is allowable unless the possibility that the charitable transfer will not become effective is so remote as to be negligible.  The Service argued that two “precedent events” had to occur in order to make the charitable gift effective.  First, Christine had to disclaim.  Second, the Service had to audit the return and successfully increase the size of the gross estate.  Since the charitable gift was contingent on these events, the Service argued, it was contingent and should be disallowed.  The Court disagreed:

The first problem with this argument is that the transfer of property to the Foundation was not a "testamentary charitable contribution"--it was the result of a disclaimer.  And disclaimers are in a special category, governed not by Section 20.2055-2(b)(1), but by Section 20.2055-2(c).  All disclaimers are by definition executed after a decedent's death, but under Section 2518 the transfer that a qualified disclaimer triggers relates back to the date of death, and the interest disclaimed passes as if it had been a bequest in the decedent's will.  As we've already noted, , , , , the disclaimer regulation characterizes the property going directly to the Foundation as a qualified disclaimer of an "undivided portion of an interest" because Hamilton didn't keep any remainder interest.  See sec. 2518(c)(1); sec. 25.2518-3(b), Gift Tax Regs.

The Commissioner argues, however, that the increased charitable deduction like the one the estate is claiming here--for "such value [as has through settlement been] finally determined for federal estate tax purposes"--is contingent not just because it depended on a disclaimer, but because it occurred only because the IRS examined the estate's return and challenged the fair market value of its assets.  We disagree.  The regulation speaks of the contingency of "a transfer" of property passing to charity.  The transfer of property to the Foundation in this case is not contingent on any event that occurred after Christiansen's death (other than the execution of the disclaimer)--it remains 25 percent of the total estate in excess of $6,350,000.  That the estate and the IRS bickered about the value of the property being transferred doesn't mean the transfer itself was contingent in the sense of dependent for its occurrence on a future event.  Resolution of a dispute about the fair market value of assets on the date Christiansen died depends only on a settlement or final adjudication of a dispute about the past, not the happening of some event in the future.  Our Court is routinely called upon to decide the fair market value of property donated to charity--for gift, income, or estate tax purposes.  And the result can be an increase, a decrease, or no change in the IRS's initial  determination. [footnotes omitted]

The Court then addressed the Service’s public policy argument.  The Tax Court also rejected this argument, in words that seem to lend support to the use of defined value clauses:

The disclaimer in this case involves a fractional formula that increases the amount donated to charity should the value of the estate be increased.  We are hard pressed to find any fundamental public policy against making gifts to charity--if anything the opposite is true. Public policy encourages gifts to charity, and Congress allows charitable deductions to encourage charitable giving.  United States v. Benedict, 338 U.S. 692, 696-97, 70 S. Ct. 472, 94 L. Ed. 478, 115 Ct. Cl. 839, 1950-1 C.B. 70 (1950).

The Commissioner nevertheless analogizes the contested phrase to the one analyzed in Commissioner v. Procter, 142 F.2d 824 (4th Cir. 1944).  In Procter v. Commissioner, a Memorandum Opinion of this Court dated July 6, 1943 (1943 Tax Ct. Memo LEXIS 208, 1943 WL 9169), the Fourth Circuit was faced with a trust indenture clause specifying that a gift would be deemed to revert to the donor if it were held subject to gift tax.  Id. at 827.  The court voided the clause as contrary to public policy, citing three reasons: (1) The provision would discourage collection of tax, (2) it would render the court's own decision moot by undoing the gift being analyzed, and (3) it would upset a final judgment.

This case is not Procter. The contested phrase would not undo a transfer, but only reallocate the value of the property transferred among Hamilton, the Trust, and the Foundation.  If the fair market value of the estate assets is increased for tax purposes, then property must actually be reallocated among the three beneficiaries.  That would not make us opine on a moot issue, and wouldn't in any way upset the finality of our decision in this case.

We do recognize that the incentive to the IRS to audit returns affected by such disclaimer language will marginally decrease if we allow the increased deduction for property passing to the Foundation.  Lurking behind the Commissioner's argument is the intimation that this will increase the probability that people in Hamilton's situation will lowball the value of an estate to cheat charities.  There's no doubt that this is possible.  But IRS estate-tax audits are far from the only policing mechanism in place.  Executors and administrators of estates are fiduciaries, and owe a duty to settle and distribute an estate according to the terms of the will or law of intestacy.  See, e.g., S.D. Codified Laws sec. 29A-3-703(a) (2004).  Directors of foundations--remember that Hamilton is one of the directors of the Foundation that her mother created--are also fiduciaries.  See S.D. Codified Laws sec. 55-9-8 (2004).  In South Dakota, as in most states, the state attorney general has authority to enforce these fiduciary duties using the common law  doctrine of parens patriae.  Her fellow directors or beneficiaries of the Foundation or Trust can presumably enforce their observance through tort law as well.   And even the Commissioner himself has the power to go after fiduciaries whom is appropriate charitable assets.  The IRS, as the agency charged with ruling on requests for charitable exemptions, can discipline abuse by threatening to rescind an exemption. The famed case of Hawaii's Bishop Estate shows how effectively the IRS can use the threat of the loss of exempt status to curb breaches of fiduciary duty.  See Brody, "A Taxing Time for the Bishop Estate: What Is the I.R.S. Role in Charity Governance?", 21 U. Haw. L. Rev. 537 (1999).  The IRS also has the power to impose intermediate sanctions for breach of fiduciary duty or self-dealing. See sec. 4958.

Judge Swift and Judge Kroupa dissented from the portion of the ruling that denied a charitable deduction for the disclaimed property passing to the CLAT.  Both judges believed that the annuity interest was severable from the contingent remainder interest, and that under the regulations severable interests can be disclaimed.

4.
Guidance for Charitable Payment Ordering Rules.

On June 18, 2008, the Internal Revenue Service published guidance in the form of proposed amendments to existing regulations under Sections 642 and 643 regarding the effect of an “ordering rule” regarding payments from a trust or an estate to a charitable beneficiary.  Ordering rules were popular provisions in non-grantor charitable lead trusts in order to ensure that the highest-taxed class of income was distributed first to the charitable organization.  The ordering provision could arise from the terms of the will or trust, or from a provision of local law.  

The Proposed Regulations state that an ordering provision in the governing instrument or pursuant to a local law will control for Federal tax purposes to the extent the provision has economic effect independent of income tax consequences.  Prop. Reg. §1.642(c)-3(b)(2).  Absent an ordering provision that has independent economic effect, the amount to which Section 642(c) applies is deemed to consist of the same proportion of each class of the income of the estate or trust as the total of each class bears to the total of all classes.  The only example given in the Proposed Regulation is an ordering provision in the governing instrument of a charitable lead annuity trust that is required to pay a $10,000 annuity.  In the example, the Service repeats its long-standing position that such an ordering provision will not control because it has no economic effect independent of income tax consequence:

A charitable lead annuity trust has the calendar year as its taxable year, and is to pay an annuity of $10,000 annually to an organization described in section 170(c).  A provision in the trust governing instrument provides that the $10,000 annuity should be deemed to come first from ordinary income, second from short-term capital gain, third from fifty percent of the unrelated business taxable income, fourth from long-term capital gain, fifth from the balance of unrelated business taxable income, sixth from tax-exempt income, and seventh from principal.  This provision in the governing instrument does not have economic effect independent of tax consequences because the amount to be paid to charity is not dependent upon the type of income from which it is to be paid.  Accordingly, the amount to which section 642(c) applies is deemed to consist of the same proportion of each class of the items of income of the trust as the total of each class bears to the total of all classes.

The proposed amendments to the regulations would become effective as of the date final regulations are published in the federal register.  See 73 Fed. Reg. 34670, 34672.
5.
Uncontested Modification of Charitable Trust Does Not Support Income Tax Deduction.  
PLR 200848020 concerned the attempt to modify a trust in order qualify it under the “designated beneficiary” rules of Section 401(a)(9).  In this case the IRA was payable to a trust that had charitable and individual beneficiaries.  Since a trust with a beneficiary other than an individual cannot qualify as a designated beneficiary under the 401(a)(9) rules, the charities and the individuals went to court to modify the trust.  Under the modification, the charitable interests would be paid their actuarial value within the time permitted under the regulations to eliminate non-individual interests.  This would leave only individuals, and the trust would provide for six separate shares, one for each of the decedent’s six children.

The estate sought a ruling that the trust would be entitled to an income tax deduction under Section 642(c)(1) for the payments to the charities.  The Service denied the deduction, on the basis that the payment was not made pursuant to the terms of the governing instrument.  In this case, the Service reasoned, since there was no actual conflict among beneficiaries, the “modification” of the trust did not result in a governing instrument that supported a charitable deduction.  It cited no precedent for this result, other than by drawing negative inferences from a case (Emanuelson v. United States, 159 F.Supp. 34 (D.C. Conn., 1958)) and a ruling (Rev. Rul. 59-15, 1959-1 C.B. 164), which both held that a modification resulting from a genuine conflict will support a charitable deduction.
6.
Transfer Tax Deductions When Charity is Not 501(c)(3).

PLR 200901023 considered whether gifts to a charitable trust that had not qualified as a tax-exempt entity under Section 501(c)(3) would qualify for the gift tax deduction under Section 2522 and the estate tax deduction under Section 2055.  The charitable trust was formed to foster and develop the arts by sponsoring public exhibits of the artistic works of an artist who worked in the United States and a foreign country.  The trust would exhibit works anywhere, but principally in the United States and in the foreign country.  The trust did not intend to apply for tax-exempt recognition under 501(c)(3).  For income tax purposes the trust would be governed by Section 4947(a)(1) as a wholly charitable trust.


Both Section 2522 and Section 2055 deny a deduction to an organization described under Section 508(d)(2) or Section 4948(c)(4).  Section 508(d)(2) refers to two types of organizations:

· A private foundation or a trust described in Section 4947(a)(1) that fails to meet the requirements of Section 508(e), relating to the governing instrument requirements for the penalty tax provisions of Section 4942-4945; and
· Any organization in a period when it is not treated as an organization described in Section 501(c)(3) by reason of Section 508(a).  Section 508(a) provides that an organization that does not timely apply for tax-exempt recognition shall not be treated as a Section 501(c)(3) organization.

In this case, the charitable trust contained the governing instrument requirements of Section 508(e), so the first point was satisfied.  As to the second point, Section 4947(a)(1) and Treas. Reg. §1.508-2(b)(1)(viii) create an exception for a wholly charitable trust.  A 4947(a)(1) trust is not required to file for tax-exempt recognition under Section 501(c)(3), and therefore the provisions denying a deduction to an organization that fails to make a timely application do not apply to it.

7.
Final Regulations on UBTI of Charitable Trusts.

Final Regulations were published regarding the tax effect of unrelated business taxable income of charitable remainder trusts.  T.D. 9403, 2008-32 I.R.B. 285 (August 11, 2008).  Prior to 2007, if a charitable remainder trust had unrelated business taxable income, the trust was taxed under subchapter J as though it were a non-exempt complex trust.  The loss of tax-exempt status was particularly onerous if the charitable remainder trust had only a small amount of UBTI.  To alleviate the severity of this rule, Section 424 of the Tax Relief and Health Care Act of 2006 changed the law to provide that charitable remainder trusts that have UBTI remain exempt from federal income taxes, except there is a 100% tax imposed on the UBTI.  

The change in the law became effective for tax years ending after December 31, 2006.  Since the new law was signed and became effective on December 20, 2006, charitable remainder trusts with UBTI had only 11 days to make changes in their investments in response to the legislation.  The Final Regulations provide no transitional relief for trusts that were unable to respond to these changes.  The Final Regulations also confirm that the tax on UBTI is treated as paid from corpus, but the UBTI is considered part of the income of the trust for purposes of the tier rules.  Thus, if a trust that is required to pay an annuity of $100,000 has $44,000 of net ordinary income, consisting in part of $9,000 of UBTI, the distribution to the beneficiary will be treated as consisting in part of the full $44,000 of net ordinary income (including the $9,000 of net UBTI), and the $9,000 tax on the UBTI will be considered as paid from corpus.  Under these regulations, the UBTI is taxed twice – once to the charitable remainder trust at 100%, and a second time to the beneficiary under the tier rules.

8.
Sample CLUT Forms. 
The Service has published annotated sample declarations of trust and alternate provisions for inter vivos and testamentary charitable lead unitrusts.  The inter vivos forms were published in Rev. Proc. 2008-45, 2008-30 I.R.B. 224 (July 28, 2008) and the testamentary forms were published in Rev. Proc. 2008-46, 2008-45 I.R.B. 238 (July 28, 2008).

The sample inter vivos forms include alternate provisions for a retained right to substitute the charitable lead beneficiary, apportionment of the unitrust amount in the discretion of the trustee, and the designation of an alternate charitable beneficiary.  If the grantor serves as the trustee, the power to select charitable beneficiaries or apportion the payment among beneficiaries will make the gift incomplete and will cause the property to be includible in the grantor’s estate.  The trust property could also be includible in the grantor’s estate if the charitable beneficiary is a private foundation of which the grantor is an officer or director possessing certain decision-making authority.  In the sample forms the trustee is given a limited power to amend the trust to ensure that the lead interest qualifies for the gift and estate tax charitable deduction, and in the case of the non-grantor trust, that the payments to the charity qualify for the income tax charitable deduction. 

The sample form for the unitrust provides that only the donor or the donor’s estate may make an additional contribution to a CLUT.  The annotation to this provision states that this limitation is “for purposes of qualification under this revenue procedure.”  Finally, the grantor trust version of the lead trust relies on a Section 675(4) power to substitute assets in order to make the trust defective for income tax purposes.  The sample form vests this power in an individual other than the donor, the trustee or a disqualified person as defined in Section 4946(a)(1).  The annotation to this provision cautions that the exercise of a Section 675(4) power may result in an act of self-dealing under Section 4941.  The annotation also states that other powers or provisions may be used to make the trust defective, but advises that practitioners should be cautious when choosing a particular power or provision because certain methods of creating a grantor trust may have unforeseen tax consequences.

9.
Division of Charitable Remainder Trusts.
Rev. Rul. 2008-41, 2008-30 I.R.B. (July 28, 2008) provides guidance on the tax consequences of the division of a charitable remainder trust into two or more trusts.  The Revenue Ruling provides two situations.  In Situation 1, a charitable remainder trust is payable to two or more individuals for their joint lifetimes, and each person’s death augments the payment to the survivors.  The example given is a remainder trust that pays a 15% unitrust amount equally to three individuals.  The trust will be divided into separate trusts, one for each recipient.  Each recipient will receive 15% of his or her portion of the new trust.  Under the facts of the ruling, the division of assets will be on a pro-rata basis, and each trust on division (or later consolidation) will receive a pro-rata amount of the income in each tier described in Section 664(b).  Under the facts of the ruling the new trusts can have different trustees, but will have the same governing instrument provisions as the original trust, except that (a) immediately after the division of the original trust, each separate trust has only one recipient, and each recipient s the annuity or unitrust recipient of only one of the separate trusts, (b) each separate trust is administered and invested independently by its trustee(s), (c) on the death of the recipient, each asset of that recipient’s separate trust is to be divided on a pro-rata basis and transferred to the separate trusts of the surviving recipient(s), and the payment to the surviving recipient(s) is thereby increased by an equal share of the deceased recipient’s annuity or unitrust amount, and (d) on the death of the last recipient, the trust terminates and distributes to the charities.  Situation 2 involves a charitable remainder trust in which a married couple, now divorcing, share the annuity or unitrust payments.  The division of the trust is the same as described in Situation 1, except that each person irrevocably relinquishes all interests in the trust to which he or she would have been entitled by reason of having survived the other.  Thus, in Situation 2, when one person dies there is no consolidation with the other’s trust; rather, the trust of the deceased person distributes directly to charity.  The act of relinquishing survivor interests in the trust effectively increases the charitable remainder, but no additional charitable deduction is permitted.  Under the facts of the ruling, the non-charitable beneficiaries pay all of the costs of the division.

The IRS issued the following rulings on the basis of the factual situations:

1. The pro rata division of the trust into separate trusts does not cause the original trust or the separate trusts to fail to qualify as charitable remainder trusts.
2. The pro-rata division of the original trust into separate trusts is not a sale, exchange or other disposition producing gain or loss.  The basis of each separate trust’s share of each asset immediately after the division of the trust is the same share of the basis in the hands of the original trust immediately before the division, and there is no change to the holding period.  The same result applies on the consolidation of trusts in Situation 1, following the death of a recipient of a separate trust.
3. There is no termination of private foundation status under Section 507(a)(1) as a result of the division (or reconsolidation) of trusts.
4. The division/consolidation does not involve any act of self dealing because (a) the non-charitable recipients do not receive any additional interest in the trust, (b) the division of assets is not a sale or exchange, and (c) the cost of the division is paid by the recipients rather than the trust.
5. The transfer by the original charitable trust of its assets to two or more charitable trusts, regardless of whether the trustees are the same, is not a transfer that requires “expenditure responsibility” under Section 4945.

VIII
MISCELLANEOUS

1.
Restricted Management Agreements.

In Rev. Rul. 2008-35, 2008-29 I.R.B. 116 (July 21, 2008) the Internal Revenue Service ruled that no discount for gift or estate tax purposes would be allowed for the assets held in a restricted management account (“RMA”).  The RMA described in the ruling was for a term of 5 years, and provided that during the relevant time period no distributions could be made from the account to the client, and that if the client assigned any portion of the assets to a third party, the third party would have to be a “permitted transferee” and would also take subject to a restricted account set up by the asset manager.  Taxpayers who established RMAs believed that the restrictions inherent in the account (placed on the account for valid investment purposes – such as to guarantee a lower fee over a set period of time) should generate a discount for illiquidity/unmarketability, similar in concept to the discounts claimed in limited partnerships and limited liability companies that consist of marketable securities.

In denying the availability of discounts, the Service cited a number of Code provisions, and case law.  The ruling prominently cited Smith ex. rel. Estate of Smith v. United States, 391 F.3d 621, 628 (5th Cir. 2004) and Estate of Kahn v. Commissioner, 125 T.C. 227, 237-240 (2005), both dealing with retirement accounts.  In those cases the courts concluded that the inherent income tax liability of the recipient of a retirement account could not generate a discount under the willing seller/willing buyer test, because the buyer would purchase the assets, not the account itself (i.e., the income tax liability remains that of the “seller” and would not be a factor in an arm’s length sale).  The Service analogized the RMA to the two cases:

In substance, the RMA agreement is a management contract between the owner of property and the person agreeing to serve as the property manager.  Any restrictions imposed by the RMA agreement relate primarily to the performance of the management contract (e.g., by establishing and ensuring a long-term investment horizon to be pursued by the manager, and an appropriate fee in light of this circumstance), rather than to substantive restrictions on the underlying assets held in the RMA.  Any restrictions on the ability to withdraw assets, terminate the agreement, or transfer interests in the RMA do not impact the price at which those assets would change hands between a willing buyer and a willing seller and, thus, do not affect the value of the assets in the RMA.  In this regard, the RMA is comparable to the retirement fund and the individual retirement account at issue in the Smith and Kahn cases, above, in which the fair market value of assets within a particular type of account was held to not be affected by the value of those assets in the hands of the ultimate beneficiary.  Further, the situation presented with respect to A's RMA is similar to that presented where the owner of a parcel of rental real estate enters into a contract with a property manager relating to the management of that property.  The existence of the management contract has no effect on the fair market value of the real property subject to that contract.

The statement in the ruling that “any restrictions on the ability to withdraw assets, terminate the agreement, or transfer interests in the RMA do not impact the price at which those assets would change hands between a willing buyer and a willing seller” is clearly incorrect.  Actual restrictions on withdrawals, terminations and transfers would have a tangible effect on the market value of an asset.  The Service also cited Sections 2036 and 2703 to deny any discount.  At the 2009 Miami Institute Pam Schnieder thought that given the ruling RMAs were no longer viable.
2.
Application of Sections 2036 and 2039 to Grantor Retained Interest Trusts. 
The Service has issued final regulations dealing the inclusion of annuity and unitrust interests under the Code.  T.D. 9414, 1008-35 I.R.B. 454 (September 30, 2008).  The Service’s position means that the death of a grantor during the retained term of a GRAT may not result in full inclusion of the GRAT property.

The final regulations are effective as of July 14, 2008, and follow the 2007 proposed regulations, with a few modifications to correct inaccuracies and inconsistencies.  Under the final regulations, annuity and unitrust interests will be includible under Code Section 2036, not under Code Section 2039.  Accordingly, in addition to the new regulations under §2036, Treas Reg. §20.2039-1(b)(1) is amended by providing that Code Section 2039 shall not be applied to an annuity, unitrust or other payment retained by a deceased grantor in a charitable remainder trust or a grantor retained trust when §2036 applies to the same interest.  The Service has noted that the final regulations are not to be construed to foreclose the possibility that any applicable section of the Code (sections 2035 through 2039, or any other section) properly may be applied in the future by the IRS in appropriate circumstances beyond those described in the final regulations.  

The portion of the trust’s corpus includible in the decedent’s gross estate for Federal estate tax purposes is that portion of the trust corpus necessary to yield the decedent’s retained use or retained annuity, unitrust, other income payment as determined in accordance with §20.2031–7 (or §20.2031–7A, if applicable), and assuming that there is no need to reduce or invade principal.  The portion includible in the decedent’s estate cannot exceed the value of the corpus of the trust at the decedent’s date of death.
The regulations contain an example that deals with a transfer of a residence to a child with the retained right to use the residence for a term of years.  If the grantor dies during the term, the entire value of the residence is includible in the grantor’s estate under §2036.  Treas. Reg. §20.2036-1(c)(1)(ii), Example 2.  The final regulations also contain examples of inclusion when the trust is a charitable remainder annuity trust, a charitable remainder unitrust, a GRAT, and a grantor retained interest trust that is not for the benefit of family members.  The GRAT example is the following:
Example 2. (i) D transferred $100,000 to a GRAT in which D’s annuity is a qualified interest described in section 2702(b). The trust agreement provides for an annuity of $12,000 per year to be paid to D for a term of ten years or until D’s earlier death. The annuity amount is payable in twelve equal installments at the end of each month. At the expiration of the term of years or on D’s earlier death, the remainder is to be distributed to D’s child (C).  D dies prior to the expiration of the ten-year term. On the date of D’s death, the value of the trust assets is $300,000 and the section 7520 interest rate is 6 percent. D’s executor does not elect to use the alternate valuation date.

(ii) The amount of corpus with respect to which D retained the right to the income, and thus the amount includible in D’s gross estate under section 2036, is that amount of corpus necessary to yield the annual annuity payment to D (without reducing or invading principal). In this case, the formula for determining the amount of corpus necessary to yield the annual annuity payment to D is: annual annuity (adjusted for monthly payments) / section 7520 interest rate = amount includible under section 2036. The Table K adjustment factor for monthly annuity payments in this case is 1.0272. Thus, the amount of corpus necessary to yield the annual annuity is ($12,000 x 1.0272) / .06 = $205,440. Therefore, $205,440 is includible in D’s gross estate under section 2036(a)(1). If, instead, the trust agreement had provided that the annuity was t be paid to D during D’s life and to D’s estate for the blance of the 10-year term if D died during that term, then the portion of trust corpus includible in D’s gross estate would still be as calculated in this paragraph.  It is not material whether payments are made to D’s estate after D’s death.  Under the facts presented, section 2039 does not apply to include any amount in D’s gross estate by reason of this retained annuity. See §20.2039–1(e).

3.
Section 6166 Bond and Lien Issues.
In Roski v. Commissioner, 128 T.C. 113 (2007), the estate made an election to defer the estate tax attributable to a closely-held business under Code Section 6166.  When such an election is made, the Code allows the Commissioner to require a bond or a special lien agreement.  The bond provision is contained in Code Section 6165, which states:

In the event the Secretary grants any extension of time within which to pay any tax or any deficiency therein, the Secretary may require the taxpayer to furnish a bond in such amount (not exceeding double the amount with respect to which the extension is granted) conditioned upon the payment of the amount extended in accordance with the terms of such extension.

The special lien provision is contained in Code Section 6324A, which provides in relevant part:

(a) General Rule. -- In the case of any estate with respect to which an election has been made under Section 6166, if the executor makes an election under this Section (at such time and in such manner as the Secretary shall by regulations prescribe) and files the agreement referred to in subSection (c), the deferred amount (plus any interest, additional amount, addition to tax, assessable penalty, and costs attributable to the deferred amount) shall be a lien in favor of the United States on the Section 6166 lien property.

In 2002 the Commissioner adopted a position in the Internal Revenue Manual that it could (and would) require a bond or special lien agreement in every instance of a Section 6166 election:

The Service requires estates to furnish a surety bond as a prerequisite for granting the installment payment election. Instead of furnishing a surety bond, the estate may choose to elect the special lien provided for in IRC 6324A that requires the estate to have a lien placed on a specific property. This property must have a value equal to the total deferred tax plus four years of interest and must be expected to exist until the entire tax is paid. 

In this case the estate elected to defer tax under Section 6166 and the Service conditioned the election on the taxpayer furnishing a bond or agreeing to the special lien.  The cost of a bond proved excessively expensive and the lien would interfere with the ability of the closely-held business to operate, so the estate requested relief from either of these positions.  The Service denied the Section 6166 election on the basis that the estate’s failure to provide a bond or agree to the lien disqualified it from eligibity for deferral.  The estate brought a declaratory action under Section 7479.  The Service filed a motion for summary judgment and the estate filed a cross motion.

After deciding that it had jurisdiction to hear the case, the Tax Court denied the Service’s motion for summary judgment, and found that its adoption of a “bright-line” test requiring in every case either a bond or a special lien was an incorrect reading of the statutes.  The statutes clearly provide that the Commissioner “may” require a bond or a special lien agreement – in effect requiring the Commissioner to exercise discretion.  The adoption of a bright-line test was the refusal to exercise discretion.  The Court would not rule on the taxpayer’s motion for summary judgment, because the record before the Court contained only uncontested facts – in short, the Court believed that a ruling determining that the Commissioner’s determination was an abuse of discretion would be warranted only after the Service exercised the discretion contemplated by the statutory provisions.  

The Tax Court decision in Roski has led to a series of developments regarding bond and security issues under Section 6166.  First, the Service announced in Notice 2007-90, 2007-46 I.R.B. 1003 (October 29, 2007) that it would no longer automatically require a bond or special lien arrangement when a Section 6166 election is made.  The determination will now be made on a case-by-case basis, and the public was invited to submit comments on appropriate criteria for imposing bond or lien requirements.  Next, the service issued two Chief Counsel Advisory memoranda, one dealing with when the Service will accept stock of the closely-held business as collateral securing the special lien (CCA 200747109, November 23, 2007) , and another dealing with when the Service will accept an interest in a limited liability company as collateral securing the special lien (CCA 200803016, January 18, 2008).

4.
Rosen v. Commissioner, 131 T.C. No. 8 (2008). 
In Rosen the executor filed the decedent’s final 1040 in June, 2001, and then a month later filed the decedent’s federal estate tax return.  Both returns were subject to substantial additions to tax.

When the final 1040 was filed, the executor calculated the additions to tax for interest and paid this amount with the tax.  The interest was substantial -- $498,386.  The IRS received the payment and processed the return.  It assessed the tax, but failed to assess the interest as an addition to the tax.  This created a substantial overpayment, which the IRS refunded to the taxpayer.  On receiving the overpayment, the taxpayer voided the check and returned it to the IRS, noting that the refund was erroneous because the IRS had failed to add the interest to the tax. 
Around the same time that the taxpayer returned the voided check, the IRS assessed the estate tax against the decedent’s estate.  The assessment included additions to tax of $520,264 for failure to file and pay, and interest of $138,757.  When the voided check was received, the IRS treated the return of the check as an overpayment credit on the decedent’s 1040 file.  This occurred in September, 2001.  In June, 2002, the IRS office in Fresno, CA, applied the 1040 “overpayment” to the unpaid estate tax.  

In July, 2003, the IRS Service Center in Philadelphia tried to correct the payment situation.  It reversed the June, 2002 action of the Fresno office so that the taxpayer’s records showed a substantial overpayment (credit) on the 1040 file and a substantial balance due on the 706 file.  No correction was made to the 1040 assessment, however, so that the interest that should have been assessed as an addition to the income tax remained off the books.  In March, 2004, the Fresno office again transferred the “overpayment” credit on the 1040 file to the 706 deficiency.  No change to the original assessment of tax on the final 1040 was made, so that after the transfer of the overpayment credit the taxpayer’s 1040 file indicated that the decedent owed nothing in respect of the final income tax return.  The three-year statute of limitations for assessing the income tax expired on June 4, 2004.  

In November, 2005, more than 4 years after the initial 1040 assessment, the IRS finally caught on to the problem, and added $498,386 to the decedent’s 2000 income tax payments and subtracted $499,757 from the estate’s estate tax payments.  This action once again created an “overpayment” credit on the decedent’s 1040 file, but now the Service attempted to deal with this by assessing – On December 19, 2005 -- $498,386 of what it termed “restricted interest” as to the decedent’s 2000 federal income tax liability.  “Restricted interest” referred to interest that the Service could not calculate by its computer system.

The taxpayer argued that it was entitled to the credit of $499,757 on its estate tax return as a result of the Service’s earlier action.

The Service first tried to argue that the Tax Court lacked jurisdiction to decide the case, because the matter concerned the estate tax only.  The Service argued that if the Court were to characterize the disputed funds as a valid credit to estate tax it would necessarily be determining an income tax issue (that is, whether the decedent’s estate had overpaid the final 1040 liability).  The Court (Judge Laro) disagreed with this argument:  the sole issue before the Court was whether the disputed funds constituted a valid payment of estate tax.  The Court made no determination of the status of the decedent’s income tax or whether it had been paid in full.  The Tax Court also considered, sua sponte, whether it lacked jurisdiction under Section 6512(b)(4), which does not permit the Tax Court to restrain or review and credit or reduction made by the Secretary under Section 6402.  The Court ruled that it had jurisdiction because the “reversal” that occurred in 2005 was not made by the Service under Section 6402.
In this case the Court found that at the time that the 3-year statute of limitations on the income tax had expired, the IRS records reflected that the disputed funds were an estate tax payment.  The unilateral attempt by the Service to reverse its records after the limitations period had expired was ignored by the Court.  In reaching its decision, the Court distinguished several cases cited by the Service in a post-trial brief.  The cases – exemplified by Lewis v. Reynolds, 284 U.S. 281 (1932) and Bachner v. Commissioner, 109 T.C. 125 (1997) – require that a taxpayer’s claim for refund be reduced by the amount of the correct tax liability for the taxable year, regardless of the fact that the statute of limitations had run.  In this case, the Service argued that because its records currently listed the disputed funds as an income tax overpayment, there could be no “refund” that could be credited to the estate tax.  The Court disagreed with this position because it believed that the current characterization of the funds was as an estate tax payment, as properly (albeit erroneously) reflected on the Service’s records before the attempted “reversal” took place.
5.
QPRT Issues.  
PLRs 200823127, 200823129 and 200801019 dealt with similar QPRT issues.  In most situations we think of the grantor retaining a term interest in the residence, and the remainder passing to the children.  In these situations, Section 2702 provides that the special valuation rules that assign a zero value to a retained interest that is not a qualified interest will not apply to any transfer if the transfer involves the transfer of an interest in trust, all the property of which consists of a residence used as a personal residence by persons holding term interests in the trust.  

In each of these rulings a parent had created a QPRT and lived to the end of the term.  The trust provided that the residence would continue in trust and be owned by the children.  Normally the parent would pay rent, but for various reasons (unstated in the rulings) this apparently was not acceptable to the family.  The grantor and the remainder beneficiaries proposed instead to enter into a modification of the trust to provide that on the termination of the grantor’s retained interest, the trustee could either liquidate the trust by distributing it to the remainder persons, or create a term interest in a third party as directed by a majority of the remainder persons.  In these cases, on the termination of the grantor’s term interest, the children would convey their interests to a new trust they created, under which their parent (and in some cases his or her spouse) would enjoy a term interest.  

The gift would be limited to a term interest in any real property of the trust estate that will be occupied by the term interest holder (and in appropriate cases his or her spouse) as the holder’s principal residence.  Thus the modification set the stage for the QPRT that the remainder persons wanted to create to confer a term interest to their parents – a situation that may be more common given the recent precipitous decline in the stock market and home values.  The parents could serve as co-trustees of the new trust.  

Although the rulings did not address this point, the gift by the children of the term interest to their parents should qualify for the gift tax annual exclusion.  Also, absent an implied or express understanding regarding a retention, the parents’ interest in the property should not be subject to Section 2036, because they were not the transferors with respect to the property and did not retain anything.  The Service, however, stated that no opinion was expressed or implied as to whether the residence would be included in the gross estate of the parents  under Section 2036.

6.
Income Tax Issues on Vesting of Remainder Interest.

PLR 200901008 concerned the income tax consequences to the purchaser of a remainder interest when the remainder vests.  Under the facts of the ruling, the limited partnerships holding real property sold the property to Buyer 1 and Buyer 2.  Buyer 1 purchased a 50-year estate for years and Buyer 2 purchased the remainder.  Seller, Buyer 1 and Buyer 2 were unrelated parties.  The questions raised were whether Buyer 2’s holding period began on the date of purchase (it did) and whether when the lead interest terminated, Buyer 2 would recognize any income, gain or loss on account of the remainder interest becoming possessory (he would not).  The Service ruled that the passage of time would have no effect under Sections 61, 1001 and 1222.

7.
S Corps:  Family Shareholders, PCBs and Powers of Appointment. 
Final Regulations have been published for changes made to the rules governing S corporations under the American Jobs Creation Act of 2004 and the Gulf Opportunity one Act of 2005.  T.D. 9422, 2008-42 I.R.B. (October 20, 2008).  The Final Regulations substantially conform to proposed regulations previously issued.

Under the Code, stock owned by members of a family is treated as owned by one shareholder.  Members of a family include a common ancestor, any lineal descendant of the common ancestor (without any generational limit), and any spouse (or former spouse) of a common ancestor or of any lineal descendants of the common ancestor.  Under the Final Regulations, an individual shall not be considered to be a common ancestor if, on the applicable date, the individual is more than six generations removed from the youngest generation of shareholders who would be members of the family determined by deeming that individual as the common ancestor.  For purposes of this test, a spouse (or former spouse) is treated as being of the same generation as the individual to whom the spouse is or was married.  The test is applied once, on the latest of the date the election under Section 1362(a) is made for the corporation, the earliest date that a member of the family (determined by deeming that individual as the common ancestor) holds stock in the corporation, or October 22, 2004. Once the test has been applied, lineal descendants and their spouses who are more than six generations removed from the common ancestor, and who later acquire stock in the corporation, will be treated as members of the family.

The Final Regulations also contain rules regarding who may be considered a “potential current beneficiary” under a power of appointment.  A person to whom a distribution may be made during any period under a power of appointment is not considered a PCB unless the power is exercised in favor of that person during the period.  Thus, the mere existence of a power to appoint to a broad class, which may include persons who would not qualify as S shareholders, will not cause the S election to terminate unless the power is actually exercised in favor of an ineligible shareholder.  The term “power of appointment” includes a power, regardless of by whom held, to add a beneficiary or class of beneficiaries to the class of current beneficiaries, but generally does not include a power held by a fiduciary who is not also a beneficiary of the trust to spray or sprinkle trust distributions among beneficiaries.  It is immaterial whether the power of appointment is considered general or limited for tax purposes.

There is also a special rule when the trustee or other fiduciary has a power (that does not constitute a power of appointment) to make distributions to organizations described in Section 1361(c)(6).  These are generally charitable organizations.  If the power is to currently distribute to an organization is named in the instrument, the organization counts as a separate potential current beneficiary.  If the power is to make distributions to one or more members of a class of Section 1361(c)(6) organizations, the organizations collectively count as one potential current beneficiary, except that each organization receiving a distribution will be counted as a potential current beneficiary.

8.
Private Trust Companies. 
The Service has set forth the contents of a proposed revenue ruling concerning the income, estate, gift and generation-skipping transfer tax consequences in situations in which family members create a private trust company to serve as the trustee of trusts having family members as grantors and beneficiaries.  The proposed ruling provides two factual situations, one in which the private trust company is formed pursuant to a state statute, and the second where there is no state statute.  In both cases discretionary distributions from trusts are authorized through a “Discretionary Distribution Committee” (“DDC”).    In Situation 1, where the DDC is formed under a state law governing private trust companies, the state statute allows anyone to be a member of the DDC, but provides that no member of the DDC may participate in the activities of the DDC with regard to any trust of which that DDC member or his or her spouse is a beneficiary.  In addition, the state statute provides that a DDC member may not participate in the activities of the DDC with respect to any trust with a beneficiary to whom the DDC member or his or her spouse owes a legal obligation of support.  Further, the state statute provides that only officers and managers of the private trust company may participate in decisions regarding personnel of the private trust company (including the hiring, discharge, promotion and compensation of employees).  The state statute also provies that nothing in the statute or in the private trust company’s governing documents may override a more restrictive provision in the trust instrument of a trust of which the private trust company is acting as trustee.  Finally, the state statute also provides that no family member may enter into any reciprocal agreement, express or implied, regarding discretionary distributions from any trust for which the private trust company is acting as trustee.  

In Situation 2, the governing documents contain the identical provisions that the state statute imposes in Situation 1.  In addition, the governing documents also provide for the creation of an “Amendment Committee,” a majority of whose members must always be individuals who are neither family members nor persons related or subordinate (as defined in §672(c)) to any shareholder of the private trust company.  The Amendment Committee, by no less than majority vote, shall have the sole authority to make any changes to the private trust company’s governing instruments regarding the creation, function, or membership of the DDC or of the Amendment Committee itself, the provisions delegating exclusive authority regarding personnel decisions to the officers and managers, and the prohibition of reciprocal agreements between family members.  The vesting of these powers to the Amendment Committee must not be contrary to any applicable provisions of the state law that governs the private trust company.  The proposed ruling reaches the following conclusions, provided that the private trust company operates in a manner consistent with the requirements of state law (Situation 1) or its governing instrument (Situation 2):

A. A trust will not be includible in a family member’s estate under §§2036 or 2038 by reason of the private trust company serving as trustee;
B. No family member will have a general power of appointment under §2041 by reason of the private trust company serving as trustee, and no family member will have a power of appointment by reason of serving as a member of the Amendment Committee;
C. Distributions of income or principal from a trust of which a private trust company is the trustee will not be deemed to be a gift by any member of the DDC;
D. In view of the fact that there is no gift or estate tax consequence of the private trust company serving as trustee, the process by which the former trustee resigns and the private trust company becomes the new trustee is not a modification of a trust that results in the shifting of any beneficial interest.  Thus appointing the private trust company as the new trustee does not affect the inclusion ration of a trust for GST purposes.

E. Whether any grantor of a trust will be treated as the owner of a trust or any portion thereof under §674 will depend on the particular powers of the trustee and may depend on the proportion of the members of the DDC with authority to act with regard to the trust who are related or subordinate to the grantor within the meaning of Section 672(c).  To determine the proportion of people who are related or subordinate, one applies a “look-through” test in which each employee (if any) of the private trust company who is serving on the DDC is tested as if that employee was a trustee of the trust in his or her individual capacity, rather than as a member of a committee existing within and functioning on behalf of the private trust company.  However, for purposes of this determination, the ownership of voting stock of the private trust company shall be deemed to be not significant under Section 672(c).

COMMENT:
The proposed ruling, if issued in its present form will create a safe harbor that may be broader than actually needed.  For example, the proposed ruling provides that that no member of the DDC may participate in the activities of the DDC with regard to any trust of which that DDC member or his or her spouse is a beneficiary.  There is no general estate tax prohibition against a beneficiary’s spouse acting as trustee.  Other criticisms of the proposed ruling center on the failure of the proposed ruling to address possible powers to remove and replace trustees or DDC members.  See, e.g., Rev. Rul. 95-58, 1995-2 C.B. 191.

9.  Trustees’ Fees and Section 67.  
In early 2008, following the Supreme Court decision in Knight v. Commissioner, 127 S. Ct. 3005, 168 L. Ed. 2d 725, 2007 U.S. LEXIS 8325, the Service issued temporary guidance regarding deducting trustees’ fees.  Knight considered whether investment counseling fees incurred by a trustee are deductible in full or are subject to the 2% floor for miscellaneous itemized deductions.  Although affirming the Second Circuit as to the nondeductibilty of the fees, the Supreme Court rejected the rationale of the Second Circuit, which ruled that the plain meaning of the statute permits a trust to take a full deduction only for those costs that could not have been incurred by an individual property owner.  Under the Knight case, an expense that is not common or customary for an individual to incur should be deductible when incurred by a trustee, whereas an expense that is customarily or commonly incurred by individuals (such as investment counseling fees) should be subject to the 2% limitation.  This test differed from the Proposed Regulations that the Service had issued prior to the decision in Knight.  The Proposed Regulations followed the Second Circuit’s reasoning (rejected by the Supreme Court) that only costs that are unique to a fiduciary (i.e., cannot be incurred by individuals) are deductible in full.  As a result of Knight, the Service will have to revise the Proposed Regulations.  The new regulations, once issued, will address how a fiduciary’s fees will have to be “unbundled” to separate the portion of fees for services customarily incurred by individuals and those that are not.
Notice 2008-32, 2008-11 I.R.B. 593 (March 17, 2008) provided that for 2007 tax returns, taxpayers will not be required to unbundle a unitary fiduciary fee.  A fiduciary’s payment to a third party for expenses subject to the 2% limitation are specifically identifiable and will be subject to the 2% limitation.  Notice 2008-116, 52 I.R.B. 1372 (December 29, 2008) extended the interim guidance to tax years that begin before January 1, 2009.
10.

Abusive 529 Plans.  
Announcement 2008-17, an Advance Notice of Proposed Rulemaking, solicits comments in advance of the publication of regulations under Section 529, dealing with qualified state tuition programs.  The regulations will be promulgated pursuant to Section 529(f), which was added to the Code by the Pension Protection Act of 2006.  Section 529(f) allows the Secretary to publish such regulations as are necessary or appropriate to carry out the purposes of Section 529, including regulations under chapters 11, 12 and 13 of the Code to prevent abuses.

The Announcement identifies several situations in which taxpayers are using 529 plans to achieve estate planning goals that have little or nothing to do with providing for the education of designated beneficiaries under the plans.  In one version of an abusive situation, married clients wish to transfer $1,200,000 to a child free of the estate tax.  They have 10 grandchildren.  In a year when the present interest annual exclusion is $12,000, they establish 10 separate 529 plans, with the child as the “account owner” and each grandchild as a designated beneficiary of a separate account.  The total amount transferred without gift tax is $12,000 x 2 donors x 5 years x 10 accounts, or $1,200,000.  There is no gift or generation-skipping tax payable because the donors elected the 5-year spread rule of Section 529(c)(2)(B).  The earnings in the account will compound on a tax-deferred basis, and the account owner (the child) may make withdrawals at any time for his own benefit.  If the donors survive the creation of the accounts by 5 years, there is no add-back to their estates.  In other situations account owners transfer the accounts to others, or name themselves as beneficiaries.  The Announcement indicates that the new rules will target Section 529 plans where the funds are not used for the qualified higher education expenses of the designated beneficiaries.
It is expected that the new rules, when published, will provide that any gift or GST tax that becomes due because of the account owner’s change of designated beneficiary, will be assessed to the account owner rather than to the designated beneficiary, as is the case under current law.  The Service is also considering subjecting to tax all withdrawals by an account owner for his own benefit, except to the extent the account owner can substantiate his or her own contributions to the account.  Under current law only the earnings are taxed.  Other areas to be addressed are rules governing contributions to 529 plans by persons other than individuals, rules regarding the estate and income taxation of plans on the death of a designated beneficiary, rules regarding the treatment of the 5-year spread election under Section 529(c)(2)(B), and rules governing plans that are established by an account owner for his own benefit, including funds contributed by UTMA and UGMA accounts for the benefit of their minor beneficiaries.
IX.
Proposed Legislation of Note.

1.
Federal Issues.

On January 9, 2009, Rep. Pomeroy (D – North Dakota) introduced H.R. 436 which would, among other things, repeal the estate tax “repeal” and the estate tax sunset, make the $3,500,000 exemption permanent, eliminate discounts for interests in partnerships and LLCs that own “passive assets” (broadly defined with much discretion left to the Secretary of the Treasury to further define) and provide a 5% surtax on estates above $10,000,000, to recover the exemption equivalent amount and the effect of the graduated rates.  No one has any idea whether the legislation has broad support.  Among rumors circulating at the present time:

· Freezing exemption equivalent amount at $3,500,000;

· Eliminating discounts for family partnerships and LLC’s invested in passive assets;

· Eliminating Crummey withdrawal exclusions;

· Instituting portability of the exemption equivalent amount;

· Limiting the GST Exemption to something lesser than $3,500,000.

2.
Illinois Issues.

On January 20, 2009, H.B. 0255 was introduced by Rep. Elaine Nekritz (D – 57th District, Cook County). The bill would amend the Illinois Estate and Generation-Skipping Transfer Tax allowing a state-only QTIP election for estates of persons dying after December 31, 2005 and before December 31, 2009.  The bill would also provide that the trustee of a trust for which a state or federal QTIP election is made may not retain non-income producing assets for more than a reasonable amount of time without the consent of the surviving spouse.  On February 4, 2009 the bill was assigned to the Revenue and Finance Committee.
COMMENT:  The Illinois Estate and Generation-Skipping Tax Act provides that the “State tax credit” for estates of persons dying after December 31, 2009 shall be the credit for state tax “allowable” under Sections 2011 and 2604 of the Internal Revenue Code.  This definition dovetails with EGTRRA, which provided for no estate tax in 2010 and the reintroduction of the state death tax credit in 2011 as a result of the sunset provision.  If Congress makes the estate tax permanent but keeps the current system of a deduction for state death taxes rather than a credit (U.S. HB 436 proposes this), then there will be no state credit “allowable” in 2010 or thereafter.  Illinois will have to amend its estate tax law if it wants to continue to impose an estate tax.

Note also that HB 0330, introduced in the Illinois legislature on January 23, 2009, proposes to amend the Illinois estate tax, by providing that for estates of persons dying after June 30, 2007, the State credit tax is the credit “allowable.”  As noted above, keeping the concept of a credit “allowable” makes sense only if the federal credit comes back into the law.  Even if this occurs for 2010 and thereafter (and it seems unlikely at this point), Illinois HB 0330, if enacted, would repeal the Illinois tax for the estate of anyone who died after June 30, 2007 and before December 31, 2009, since no federal credit is “allowable” during this period.  HB 0330 was also assigned to the Revenue and Finance Committee on February 4, 2009.
PART TWO
SELECTED ILLINOIS RECENT DEVELOPMENTS

I.
Legislation.

1.
Public Act 95-0605 amends the Trusts and Trustees Act, effective as of June 1, 2008, to permit trusts (other than pet trusts) to be terminated if the value of the trust is less than $100,000 and the costs of continuing the trust will substantially impair accomplishment of the purposes of the trust.  A new Section 4.26 was added, as follows:

Sec. 4.26. Small trust termination. To terminate the trust and distribute the trust estate, including principal and accrued and undistributed income, if the trustee determines, in the trustee's sole discretion with the consent of the recipients, that the market value of a trust is less than $100,000 and that the costs of continuing the trust will substantially impair accomplishment of the purpose of the trust.

Distribution shall be made to the persons then entitled to receive or eligible to have the benefit of the income from the trust in the proportions in which they are entitled thereto, or if their interests are indefinite, to those persons per stirpes if they have a common ancestor, or if not, then in equal shares. The trustee shall give notice to the persons at least 30 days prior to the effective date of the termination.

If a particular trustee is an income beneficiary of the trust or is legally obligated to an income beneficiary, then that particular trustee may not participate as a trustee in the exercise of this termination power; provided, however, that if the trust has one or more co-trustees who are not so disqualified from participating, the co-trustee or co-trustees may exercise this power.  

This Section shall not apply to the extent that it would cause a trust otherwise qualifying for a federal or State tax benefit or other benefit not to so qualify, nor shall it apply to trusts for domestic or pet animals.

The provisions of this amendatory Act of the 95th General Assembly apply to all trusts created before, on, or after its effective date.

2.
Public Act 95-784 allows an owner of a vehicle to designate a beneficiary to whom title will pass on death.  The Illinois Vehicle Code is amended by adding the following to Section 3-104, dealing with application for a certificate of title, and Section 3-107, dealing with the certificate of title itself.

Addition to Section 3-104:

(a-5) The Secretary of State shall designate on the prescribed application form a space where the owner of a vehicle may designate a beneficiary, to whom ownership of the vehicle shall pass in the event of the owner's death.  

Addition to Section 3-107:

(b-5) The Secretary of State shall designate on a certificate of title a space where the owner of a vehicle may designate a beneficiary, to whom ownership of the vehicle shall pass in the event of the owner's death.  

The changes became effective on January 1, 2009.

II. Case Law.

1. Trust amendment held invalid under Consumer Protection Act because prepared by non-lawyer.

Landheer v. Landheer, 383 Ill. App. 3d 317; 891 N.E.2d 975 (Third District, 2008).

Herbert Landheer and his wife had three children.  In their joint trust, the husband and wife originally provided that on the death of the survivor, one of the children, Warren Landheer, the defendant in this action, would have the option of purchasing two family farms at values determined by appraisal.  The joint trust was amendable at any time by either of husband or wife.

Herbert’s wife predeceased him.  After his wife’s death, he conveyed the family farms to the joint trust.  On June 29, 2003, eight days before his death, Herbert executed an instrument styled a “Last Will and Testament.” The instrument reaffirmed Warren’s option to purchase the family farms, but abandoned the requirement of an appraisal and instead provided that the purchase price for both farms would be a set price of $675,000, meaning that if Warren exercised the option his two siblings would each receive no more than $225,000 for their respective shares.  The siblings believed that the farms were worth far in excess of $675,000 and brought a declaratory action to have the instrument set aside.  Warren counterclaimed to uphold the validity of the instrument, and the siblings filed a 2-619 motion to dismiss, alleging that the instrument was a void trust amendment because it was not prepared by a lawyer.

The trial court granted the motion to dismiss and Warren, the defendant, appealed.   The Third District described the circumstances of the execution of the instrument as follows:

Attached to some of the pleadings in the trial court were certain portions of defendant's deposition testimony regarding the matter.  In his deposition, relevant to the issue raised on appeal, defendant testified to the following.  Herbert told defendant that he had learned from an acquaintance that he did not have to set the value of the farms by an appraisal and that he could specify a value himself.  Herbert felt that he had paid too much for some property in the past because the value was set by an appraisal and wanted to avoid the use of an appraisal to value the farms.  Herbert did not want an appraiser getting involved in his business and did not want any haggling or squabbling.

Defendant took some notes of what Herbert wanted, took the notes home, and had his wife type up the disputed document.  Defendant and his wife did not use a form document to determine the appropriate wording for the disputed document.  Defendant decided to title the disputed document, "Last Will and Testament," because he did not know what else to put for the title, he did not have a copy of the trust, and he did not think of calling the disputed document an amendment to the trust.  Defendant did not recall why he put in the disputed document that he was to be the sole executor of the estate and did not remember Herbert telling him to do that.  Defendant did not wait for Herbert's attorney to take care of the matter because Herbert was concerned about his failing health and wanted the document done right away.  Defendant handled the matter as he was instructed to do by Herbert.  Herbert told defendant to get the disputed document prepared and signed and to then take the document to Herbert's attorney. Herbert came up with the $ 675,000 value for the farms based on what Herbert thought was a fair value for the land per acre.

The disputed document was signed on a Sunday morning a short time after Herbert had discussed the matter with defendant.  Defendant brought the document over to Herbert's house.  Defendant's brother, Mark (one of the plaintiffs), was there at the time and so was a person named Pat Wagenecht.  Defendant placed the disputed document in front of Herbert, told Herbert to look at it, and asked Herbert if that was what Herbert wanted defendant to do.  Defendant told Herbert that the disputed document contained what they had discussed regarding prices for the farms.  Herbert looked over the document and told defendant that the document was what he wanted. Herbert signed the disputed document. Defendant asked Mark and Pat Wagenecht to sign the document as well to verify Herbert's signature.  A few days later, at Herbert's direction, defendant took the document to Herbert's attorney and was told that the document was sufficient to amend the trust.

Section 2BB of the Consumer Fraud Act states in its entirety as follows:

The assembly, drafting, execution, and funding of a living trust document or any of those acts by a corporation or a nonlawyer is an unlawful practice within the meaning of this Act.  Any person who violates this Section is guilty of a Class A misdemeanor.  A person who is convicted of a second or subsequent violation of this Section is guilty of a Class 4 felony. 

This Section shall not apply to any State or national bank, State or federal savings and loan association, savings bank, trust company, or any other corporation that has received a certificate of authority authorizing the exercise of trust powers under the Illinois Corporate Fiduciary Act.

This Section shall not apply to any State or federal credit union, as defined in Section 1.1 of the Illinois Credit Union Act, or the ability of any such credit union to issue accounts under the Illinois Trusts and Payable Upon Death Accounts Act. 

Nothing in this Section shall authorize a person to engage in the unauthorized practice of law.

The Third District affirmed the trial court’s decision granting the motion to dismiss.  The defendant first argued that Section 2BB only prohibited the drafting of the trust, not the amendment of one. The Third District believed that the statutory language referring to a “living trust document” embraced both the original trust and any amendment.  The defendant next argued that he was merely the scrivener of the document, and therefore there was no violation of the statute by him.  The Third District found that his actions constituted more than mere copying of a third party’s directions: 

Defendant's assertion, however, that he was only a scrivener, is not supported by the record, even when viewed in the light most favorable to defendant.  Defendant's own deposition testimony established that defendant acted as much more than a scrivener of the disputed document.  Defendant listened to his father's concerns, decided upon the appropriate language to put into the disputed document, and even added provisions that defendant thought would be important, such as appointing himself sole executor  of the estate.  Defendant's assertion, that he was merely a scrivener, therefore, must be rejected. In addition, while it is true that the trust provided for amendments to be made by written instrument delivered to the trustee, the trust provisions still must comply with the laws of this state, including the provisions of section 2BB of the Act.

The disputed document was drafted by a nonlawyer for another person in violation of section 2BB of the Act and does not constitute a valid amendment to the trust.  The trial court, therefore, properly granted the section 2-619 motion to dismiss defendant's counterclaim.

COMMENT:  The Third District pointed out that Section 2BB would not prohibit the grantor from authoring his own amendment to the trust.  Section 2BB states that the violation of the Section is a misdemeanor; nowhere does the statute state that a document prepared by a non lawyer is void.  Would this extend to documents prepared by lawyers in other states who are not licensed to practice law in Illinois?  Such a person would technically be a lawyer although not licensed to practice in Illinois.
2. Trust provision treating beneficiaries as having predeceased if they marry outside of Jewish faith held void as against public policy.

In re Estate of Feinberg, 383 Ill. App. 3d 992, 891 N.E.2d 549 (First District, 2008).

Feinberg, a case of first impression in Illinois, was decided on the basis of Illinois “public policy.”  Max Feinberg died in 1986.   His widow, Erla Feinberg, died in 2003.  When Max died he created marital and residuary trusts, the beneficiaries of which were his two children, and five grandchildren.  Erla’s documents were similar.

The trusts created by Max contained the following provision, which the parties, and the Appellate Court, referred to as the “Jewish Clause”:

A descendant of mine other than a child of mine who marries outside the Jewish faith (unless the spouse of such descendant has converted or converts within one year of the marriage to the Jewish faith) and his or her descendants shall be deemed to be deceased for all purposes of this instrument as of the date of such marriage."

At the time of Erla’s death, only one of the five grandchildren had married within the Jewish faith.  After Erla died, Michelle, one of the grandchildren who had not married within the Jewish faith, brought an action against her father, and against her aunt and her aunt’s husband, accusing them of having looted Erla’s estate and Max’s trusts prior to Erla’s death.  Michelle’s case was eventually consolidated with the probate of Erla’s estate and a third action dealing with a citation proceeding brought on behalf of Max’s Trust.  The defendants moved to dismiss Michelle’s complaint due to her alleged lack of standing.  The defendants argued that by marrying outside of the Jewish faith Michelle had forfeited her interest in the Max and Erla’s estate plans, and therefore had no legal right to bring an action for an injury based on her rights as an alleged beneficiary.

The trial court held the Jewish Clause to be unenforceable as a violation of Illinois public policy.  The defendants appealed, and the First District, in a 2-1 decision, affirmed.

The majority opinion of the Appellate Court was written by Justice Cunningham, who relied on two Illinois Supreme Court decisions which held that will provisions encouraging divorce were void as against public policy.  The two cases were In re Estate of Gerbing, 61 Ill. 2d 503, 337 N.E.2d 29 ( 1975) and Winterland v. Winterland, 389 Ill. 384,  59 N.E.2d 661 (1945).  After noting that a number of decisions in other states have upheld restraints on marriage, the majority quoted Section 29 of the Third Restatement of Trusts, Comment j, which provides that a condition that a trust interest terminate if a beneficiary marries a person of a specified religion would be void as against public policy.  The majority then concluded:

We hold that under Illinois law and under the Restatement (Third) of Trusts, the provision in the case before us is invalid because it seriously interferes with and limits the right of individuals to marry a person of their own choosing.  We are not persuaded by the contention that this is a new rule which should only be applied prospectively.  As we have noted, similar holdings in which Illinois courts have found similar provisions to be against public policy date back to 1898.  Nor are we persuaded by the defendants' argument that the trust provision was to be applied at the time of Erla' s death and therefore did not affect future behavior.  The provision's clear intent was to influence the marriage decisions of Max's grandchildren based on a religious criterion and thus to discourage marriage by the grandchildren other than to those of the Jewish faith.  This provision violated public policy, as the circuit court correctly held.  As there is clearly a nonconstitutional basis on which to resolve this issue, we need not determine whether the provision is also a violation of the state and federal constitutions.  People v. Brown, 225 Ill. 2d 188, 200, 866 N.E.2d 1163, 1170, 310 Ill. Dec. 561 (2007).

Justice Quinn specially concurred in order to take issue with the dissent in the case.  Regarding the reliance on the Third Restatement, which departed fundamentally from the First and Second Restatements of Trust on the issue of restraint of marriage, Justice Quinn stated:

As quoted in the dissent, "It is generally held in this country that partial restraints on marriage are valid unless unreasonable ***.  Gordon v. Gordon, 332 Mass. at 206, 124 N.E.2d at 234." 332 Mass. at 206.  While the Restatement (First) and (Second) of Trusts explained that restraints such as the instant "Jewish Clause" were once considered reasonable, the Restatement (Third) of Trusts now provides that they are no longer reasonable.  While many jurists, notably the Justices of the United States Supreme Court who adhere to the principle of following the "original intent" of the framers of the constitution believe in a static jurisprudence, the authors of the Restatements do not.  I believe the Restatement (Third) of Trusts §29 (2003) is correct and I concur in affirming the circuit court's well-reasoned decision. 

Justice Greiman dissented.  The dissent distinguished the Illinois cases cited by the majority as ones that were “wholly inapposite to the case at bar.”  In those cases, the dissent argued, the testator was clearly attempting to induce someone to terminate an existing marriage.  

The dissent cited cases from a number of other states, and an ALR annotation, to the effect that partial restraints on marriage do not violate public policy.  Thus, the dissent argued, following the public policy rationale of the Third Restatement would put Illinois in the minority of states that have considered this issue.

COMMENT:  A Jewish Clause like that in the Feinberg case could have a haphazard and somewhat uncertain application.  The clause in Feinberg applied only to descendants other than the children.  In addition, the clause did not seem to contemplate that a person who married within the Jewish faith could divorce and remarry a Gentile, or that a person, having married a Gentile, could divorce and then marry within the Jewish faith (a condition referred to in the opinion, somewhat ironically it seems, as “resurrection.”).  Moreover, the clause does not disinherit a grandchild from converting to another religion – just for marrying outside of the Jewish faith.
Is it against public policy to disinherit a child because the testator does not approve of the marriage?  In this case there is no “restraint” on marriage, for the marriage has already taken place.  Would it matter whether the parent’s will describes the event that caused the disinheritance?  For example, a parent’s will could simply state that the parent intentionally leaves nothing to the child.  Or the will could say that the child is disinherited for having married outside the faith – which may give rise to a “public policy” argument a la Feinberg that marital choice cannot be a basis for disinheritance.  Or perhaps the will could say that the child is disinherited “for reasons well known to the child.”  In short, while it may be against public policy to encourage a divorce, or to restrain a marriage that has not yet taken place, it may not be against public policy for a parent to disinherit a child because the parent does not approve of the child’s spouse.  Except for spousal rights, the laws generally allow a testator to give his property to whomever he pleases, whether he is “playing nice” or not.
The freedom of a parent to include or disinherit descendants arbitrarily is what makes the “public policy” argument of Feinberg difficult to analyze.  If it’s not against public policy to disinherit a child because of whom they have married, why is it against public policy to disinherit grandchildren because of whom they might marry?  Is it against public policy to create a trust that provides increased benefits to a descendant who marries within a certain faith?  

No doubt many people have a strong intellectual and emotional reaction to how far the “cold, dead hand” can reach into the future.  Disinheritance directed against specific conduct already taken and known to the testator seems different in degree than disinheritance on account of potential future conduct which may be unknown to the testator, and which may be taken years after the testator has died.  How far into the future should the controlling hand of the dead man reach?

The issue is made even more complicated when one considers that Illinois allows testators to elect out of the Rule Against Perpetuities.  Thus, conditions requiring future generations to marry within a specified faith could involve the courts in, literally, hundreds of years of potential rulings on who is “in” and who is “out” depending on the selection of one’s life partner.

The Illinois Supreme Court has granted leave to hear the defendant’s appeal.  Stay tuned.
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