RECENT DEVELOPMENTS 2007:
SELECTED FEDERAL AND ILLINOIS

CASES, RULINGS AND STATUTES

Chicago Estate Planning Council

February 13, 2008

Robert E. Hamilton

Hamilton Thies Lorch & Hagnell, LLP

200 South Wacker Drive, Suite 3800

Chicago, Illinois 60606

SELECTED FEDERAL DEVELOPMENTS
REPEAL/PLANNING

There was a short discussion at this year’s Miami Institute regarding the possible repeal or reform of the federal estate tax, and what effect the prospects for repeal or reform may have on planning.  The prospects for permanent repeal of the transfer tax regime appear to be near zero.  With respect to reform, the general belief is that there may be hearings in 2008, but that any changes to the law will occur after this year, and probably in 2009.  The general thought is that Congress will probably act either to freeze the exemption, permanently, at $3.5 million, or phase in an increased exemption somewhere between $3.5 million and $5 million.  No one can predict whether the gift exemption will change.  The other possible issues are that the marginal rates will decrease, at least for estates below a certain value, and Congress may permit the exemptions to be portable between married persons.  A current concern is that rate decrease and portability may require a trade-off – that is, Congress is unlikely to permit both, so that if one is granted, the other will not be.

In terms of planning, since there is widespread thinking that the transfer tax system will not be repealed, clients are more willing to make lifetime gifts that involve the payment of significant tax.  The advantage of lifetime gifts, in addition to the obvious benefits of removing future income and appreciation from the estate tax base, are (1) the current depressed real estate and stock markets make gifts more attractive; (2) if the clients survive the gift by three years the tax paid is removed from the estate; and (3) many states do not require an add-back of adjusted taxable gifts in computing the state estate tax.
In addition to lifetime gifts, clients appear to be considering voluntarily declaring dividends from “C” corporations to take advantage of the favorable 15% tax rates, which may not be further extended after the next election.

TRANSFER TAX ADMINISTRATION

Tax Technical Corrections Act of 2007.  Technical corrections have been made to the Pension Protection Act of 2006.  See Public Law 110-172, signed into law by President Bush on December 29, 2007.  Two technical changes are noteworthy in the estate and gift area:

1.  Gifts to Charity of Partial Interests in Tangible Personal Property.  PPA 2006 introduced a new rule for fractional gifts of tangible personal property to charity.  The rules provide that any deduction for income, gift or estate tax purposes is available only when the all interests in the property are owned by the donor and the donee, except in cases when multiple owners make proportional contributions of the entire interest in the property.  For income and gift tax purposes, any tax benefit will be recaptured unless the retained fractional interests are conveyed to the same charity before the earlier to occur of 10 years or the death of the client.  In addition, recapture can occur if during the period beginning with the initial fractional gift and ending with the event described in the preceding sentence, the charity has not had substantial physical possession of the property, and has not used the property in a use related to a purpose or function constituting the basis for the organizations’ exemption under section 501.  

Read literally, the statutes requires recapture if the taxpayer retains a fractional interest and dies within 10 years of the initial fractional gift, because the disposition of the remaining interest must occur “before” death.  Technical corrections did not fix this glitch.  Technical corrections, however, eliminated the valuation rule under Sections 2055 and 2025 that limited the deduction for the subsequent gift to charity to a fraction of the lesser of (a) the fair market value of the property at that time, or (b) the value of the property at the time the first fractional gift was made.  This could have created difficult problems, for example, if the value of the property increased significantly from the date of the first fractional gift to the date of the remaining fractional gift.  The gift on the second date under gift and estate tax principles would be its fractional portion of the increased value, but the limitation of the deduction could produce a tax.  The 2007 Act eliminates the limitation on the deduction for the subsequent gift.  

2. Appraiser Penalties.  The second technical correction clarified that the penalties that apply to appraisers for valuation misstatements apply to substantial estate and gift tax valuation understatements under Code Section 6662(g) as well as to gross valuation misstatements under Code Section 6662(h).  PPA 2006 inadvertently had omitted the reference to the valuation misstatements under 6662(g). 

Rev. Proc. 2007-66 sets forth the inflation-adjusted figures for exclusions, deductions and credits for 2008.  In the estate and gift tax area these figures are the following:

· Annual Exclusion:





Remains $12,000

· Foreign Spouse Annual Exclusion:
Increases to $128,000

· §2032A Aggregate Decrease:

Increases to $960,000

· §6601(j) 2% Portion:




Increases to $1,280,000

2008 Priority Guidance Plan.  On August 13, 2007, Treasury and the Internal Revenue Service announced their joint priority guidance plan for 2008.  The plan includes the following initiatives:

Gifts, Estates and Trusts

1. 
Final regulations under section 67 regarding miscellaneous itemized deductions of a trust or estate. Proposed regulations were published on July 27, 2007.  See infra for discussion of proposed regulations and the recent Knight/Rudkin case.

2. 
Guidance under section 642(c) concerning the ordering rules for charitable payments made by a charitable lead trust.

3. 
Revenue ruling on the division of charitable remainder trusts under section 664.

4. 
Proposed regulations under section 664(c) to reflect the 2006 Tax Relief Act amendment concerning the effect of UBIT on charitable remainder trusts.

5.
Proposed regulations under section 2032(a) regarding the imposition of restrictions on estate assets during the 6 month alternate valuation period.  This initiative is probably in reaction to the result in Kohler v. Commissioner, 92 TCM 48 (2006) which involved the estate tax value of stock in Kohler Co.  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 maintained that the stock declined from a value of approximately $50 million at date of death to approximately $47 million at the alternate valuation date.  The Service believed that the reorganization was an event that fixed the alternate value.  The Tax Court disagreed, principally due to the tax-free nature of a reorganization.  It appears that the Service is concerned that this case could support the strategy of forming a post-death FLP so as to value illiquid partnership assets at the alternate value date rather than the assets that existed on the date of death.
6. 
Guidance regarding the consequences under various estate, gift and generation-skipping transfer tax provisions of using a family-owned trust company as the trustee of a trust. 

7.
Guidance under section 2036 regarding the tax consequences of a retained power to substitute assets in a trust.

8. 
Final regulations under sections 2036 and 2039 regarding the portion of a split-interest trust that is includible in a grantor’s gross estate in certain circumstances in which the grantor retains an annuity or other payment for life. Proposed Regulations were published July 9, 2007 in 2007-28 IRB at 74.  See infra for discussion of the Proposed Regulations.
9. 
Final regulations providing guidance under section 2053 regarding the extent to which post-death events may be considered in determining the value of the taxable estate.  Proposed Regulations were published May 21, 2007 in 2007-21 IRB at 1292.  See infra for discussion of Proposed Regulations.
10.
Revenue Procedure under section 2522 containing sample inter vivos Charitable Lead Unitrusts.

11.
Guidance under section 2642(g) regarding extensions of time to make allocations of the generation-skipping transfer tax exemption.

12.
Guidance under section 2703 regarding the gift and estate tax consequences of the transfer of assets to investment accounts that are restricted.

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

Exempt Organizations

1.
Revenue procedure updating Rev. Proc. 90-27 on processing exemption applications.  Published 7/23/2007 in IRB 2007-30 as Rev. Proc. 2007-52 (released 7/9/2007).

2.
Regulations under sections 501(c)(3) and 4958 on revocation standards. Proposed regulations were published on September 9, 2005.

3. Proposed regulations regarding the new requirements for supporting organizations, as added by the Pension Protection Act of 2006.

4. 
Regulations under section 529 regarding qualified tuition programs.

5. 
Final regulations on excise taxes on prohibited tax shelter transactions and related disclosure requirements.

6. 
Proposed regulations regarding the new excise taxes on donor advised funds, as added by the Pension Protection Act of 2006.

7. 
Regulations under section 6033, as amended by the Pension Protection Act of 2006, on notification requirement for entities currently not required to file.

8. 
Regulations to implement Form 990 revisions.

VALUATION

Partnership Cases.


The government continues its success using Section 2036 to include the undiscounted value of property held in family limited partnerships.  In 2007 all of the cases involved “bad facts” partnerships that involved an implied understanding of retention of the income or the use or possession of the property within the meaning of Section 2036(a)(1).  

A family limited partnership may avoid Section 2036 under either of two arguments.  First, the statute is not implicated unless the decedent has made a transfer in which he has retained either (A) the income from the property, or the use or possession of the transferred property (Section 2036(a)(1)) or (B) the right to control the transferred property (Section 2036(a)(2)).  All of the 2007 cases concerned an implied agreement in which the decedent was found to have retained the income, or the use or possession of the property, within the meaning of Section 2036(a)(1).

The second method of avoiding Section 2036 is to establish that the formation of the partnership was a “bona fide sale for an adequate and full consideration in money or money’s worth.”  In the 2007 cases the courts uniformly found that this exception could not be met.  The language of the courts differs from case to case here, but the common thread is that the formation of the partnership, whereby FMV property is exchanged for discounted partnership interests, is not a bona fide sale because the partnership lacks a significant non-tax purpose.

1.  Korby v. Commissioner, 471 F. 3d 848 (8th Cir. 2007).  The Eighth Circuit affirmed the Tax Court in Estate of Korby v. Commissioner, T.C. Memo 2005-102.  In Korby elderly clients transferred the vast majority of their assets to a partnership.  In a memorandum decision, the Tax Court found the existence of an agreement for the retention of the income from the transferred property.  At the time of the transfer of property to the partnership, the transferors reasonably expected to incur significant future medical expenses.  These expenses far exceeded the social security income retained by the transferors.  In addition, the partnership paid the personal housing expenses of the transferors directly.  During the several years prior to the death of the transferors (the husband and wife both died in the same year), payments from the partnership totaled at least 52.6% of the transferors’ income.  The Court rejected the estate’s argument that the payments to the Korbys were in the nature of fees for management services provided by Mr. Korby, rather than partnership payments.  Among the facts found by the Court was the absence of an executed management agreement and the failure of Mr. Korby, while alive, to report the payments as income from self employment.  All of these facts tended to support the existence of an implied agreement to retain the income of the partnership under Section 2036(a)(1).  The Eighth Circuit agreed that these factors supported an implied agreement to the retention of the income.

The Eighth Circuit then discussed whether the bona fide sale/adequate consideration exception applied.  In the Tax Court opinion, Judge Goeke indicated that the exception will apply where the record establishes the existence of a legitimate and significant nontax reason for the transfer, and the transferors receive partnership interests proportionate to the value of the property transferred.  Judge Goeke identified four factors that support a finding that a sale is not bona fide:  

1.  The taxpayer’s standing on both sides of the transaction (i.e., not an arm’s length transaction);

2. The taxpayer’s financial dependence on distributions from the partnership;

3.  The partners’ commingling of partnership funds with their own; and

4. The taxpayer’s failure to actually transfer the property to the partnership.

Judge Goeke discussed the first two points but did not address the latter two.  On appeal, the Eighth Circuit affirmed the finding that the exception did not apply.  The Court stated:

We also find no clear error in the tax court's finding that the KPLP transfer did not satisfy the § 2036(a) exception for bona fide sales for adequate consideration. Section 2036 of the Internal Revenue Code contains an exception for excluding from the gross estate transfers a decedent makes prior to his or her death if the transfer is "a bona fide sale for an adequate and full consideration in money or money's worth." 26 U.S.C. § 2036(a). A transfer is typically not considered a bona fide sale when the taxpayer stands on both sides of the transaction. See Estate of Bongard, 124 T.C. 95, 118 (2005). The transaction must "be made in good faith" which requires an examination as to whether there was "some potential for benefit other than the potential estate tax advantages that might result from holding assets in the partnership form." Thompson, 382 F.3d at 383. "If there is no discernable purpose or benefit for the transfer other than estate tax savings, the sale is not 'bona fide' within the meaning of §2036." Id.; see also Strangi, 417 F.3d at 479 ("[A] sale is 'bona fide' if, as an objective matter, it serves a 'substantial business [or] other non-tax' purpose." (quoting Kimbell v. United States, 371 F.3d 257, 267 (5th Cir. 2004))).

Austin formed KPLP with the help of his estate lawyer and without the involvement of his sons, who testified they were unfamiliar with the terms of the KPLP agreement. Austin alone decided which assets would be included in funding the partnership. As a consequence, the tax court found Austin "essentially stood on all sides of the partnership's formation and approved the provisions of the KPLP agreement without negotiation or input from the limited partners." The tax court also rejected the Korbys' claim KPLP was created to protect the family from commercial and personal injury liability arising from their bridge-building business, as well as liability from divorce, stating "the estate has not shown that the terms of the KPLP agreement would prevent a creditor of a partner from obtaining that partner's KPLP interest in an involuntary transfer." The tax court found "Austin and Edna formed KPLP in order to make a testamentary transfer of their assets to their sons at a discounted value while still having access to the income from those assets for their lifetime." Based on the facts present in this case, we find no basis for concluding that the tax court's factual determinations are clearly erroneous. [Footnotes omitted}
2. Bigelow v. Commissioner, 503 F. 3d 955 (9th Cir. 2007).  The Ninth Circuit affirmed the Tax Court in Estate of Bigelow v. Commissioner, T.C. Memo 2005-65 (March 30, 2005), another memorandum decision involving a “bad facts” partnership.  The decedent, at age 85, formed a partnership and contributed income producing property to it, taking back virtually 99% of the interests as limited partner.  Her sole motivations were to facilitate gift giving and to reduce estate taxes.  The property secured two debts on which the decedent was personally liable, but these debts were not conveyed to the partnership.  The transfer left the decedent with income insufficient to meet current expenses, and the partnership used the income from the transferred property to service the debts for which the decedent remained personally liable.  In addition, in the 2 ½ year period before the decedent’s death, the partnership distributed funds to the decedent on a non-pro-rata basis approximately 40 times.  The decedent’s revocable trust was the sole general partner of the partnership.  The decedent made a series of gifts in 1994-1997 by which approximately 43% of the limited partner units were given to her family.  The decedent died on August 8, 1997 and by December 31, 1998 the family had terminated the partnership and distributed all of its assets.  Under these facts, the Tax Court found the existence of an implied agreement for the decedent’s retention of the income from, and the possession and enjoyment of, the transferred property.  The Ninth Circuit reviewed these factors and agreed that they supported the conclusion that there was an implied agreement.

The Court then considered whether the statute could be avoided because the formation of the partnership met the bona fide sale/adequate consideration exception.  The Court concluded that the partnership lacked a business purpose, but its discussion indicated that it did not agree with the Fifth Circuit analysis that the exception involves two discrete tests:

We agree with the Third and Fifth Circuits and the Tax Court that an inter vivos transfer of real property to a family limited partnership, which inherently reduces the fair market price of the resultant partnership interests, does not per se disqualify the transfer from falling under §2036(a)'s exception. As the qualifying language in all the cases suggests, however, the Estate must demonstrate more than a proportional exchange between $1,450,000 fair market value and 14,500 B Units valued at $100. To avoid the reach of § 2036(a), the Estate must also show the "genuine" pooling of assets, see Harper v. Comm'r, T.C. Memo 2002-121, 83 T.C.M. (CCH) 1641, 1654 (2002), and a " 'potential [for] intangibles stemming from pooling for joint enterprise,' " Thompson, 382 F.3d at 381 (alteration in original) (quoting Harper, 83 T.C.M. at 1654). The validity of the adequate and full consideration prong cannot be gauged independently of the non-tax-related business purposes involved in making the bona fide transfer inquiry.

In this context, we consider the "bona fide sale" and "adequate  and full consideration" elements as interrelated criteria. See Estate of Bongard v. Comm'r, 124 T.C. 95, 118-19 (2005) ("In the context of family limited partnerships, the bona fide sale for adequate and full consideration exception is met where the record establishes the existence of a legitimate and significant nontax reason for creating the family limited partnership, and the transferors received partnership interests proportionate to the value of the property transferred."). But see Strangi, 417 F.3d at 478 (treating § 2036(a) exception as having two "discrete requirements").

In Estate of Bongard, the Tax Court explained that a "bona fide" transfer is "applicable only where there was an arm's-length transaction." 124 T.C. at 122. Although intra-family transfers are permitted under section §2036(a), they are subject to "heightened scrutiny." See Kimbell, 371 F.3d at 263. Courts look to whether the "terms of the transaction differed from those of two unrelated parties negotiating at arm's length." Bongard, 124 T.C. at 123. The crux of the bona fide transfer inquiry is whether the taxpayer can demonstrate that the transfer had "legitimate and significant nontax reasons." Id.; see also Kimbell, 371 F.3d at 267. Courts that have considered this issue hold uniformly that an objective standard is applied to determine whether the decedent's inter vivos sale of assets to an FLP was bona fide.  See Korby, 471 F.3d at 854 ("'[A] sale is bona fide if, as an objective matter, it serves a substantial business [or] other non-tax purpose.'") (quoting Strangi, 417 F.3d at 479; Kimbell, 371 F.3d at 262-63) (internal quotation marks and citation omitted; alteration in original); Thompson, 382 F.3d at 383 ("[O]bjective indicia that the partnership operates a legitimate business may provide a sufficient factual basis for finding a good faith transfer."); Kimbell, 371 F.3d at 265 (applying objective criteria to distinguish the legitimate transfer from the "sham transaction or disguised gift"); Bongard, 124 T.C. at 118  ("The objective evidence must indicate that the nontax reason was a significant factor that motivated the partnership's creation."). [Footnotes omitted]
The Ninth Circuit agreed with the Tax Court that none of the reasons proffered for a legitimate nontax purpose, which included liability protection and protection from a partition sale, had any real justification based on the facts of the case.  

3. Erickson v. Commissioner, T.C. Memo 2007-107.  In Erickson, the decedent was 88 years old, and had been diagnosed with Alzheimer’s disease, when the partnership was formed.  The idea of a partnership originated with one of the decedent’s two daughters, in conversations with her attorney regarding her financial planning.  The partnership was signed in May, 2001.  The decedent’s daughter, Karen, acted for herself and for her mother under a power of attorney.  The same law firm represented all of the parties to the limited partnership agreement.  The decedent’s two daughters were the sole general partners, and also were limited partners.  The remaining limited partners were the decedent, Karen’s husband, and a credit shelter trust created by the decedent’s late husband.  The decedent contributed securities and real estate worth approximately $2.1 million in exchange for an 86.25% limited partnership interest.  

The transfer of property to the partnership did not occur simultaneously with the creation of the partnership, and did not occur at the same time with respect to all of the partners.  About 2 months after the partnership was formed, approximately $500,000 of the decedent’s assets were transferred.  In late September, 2001, about 4 months after the initial transfer of property to the partnership, Karen learned that her mother’s health was slipping, and she “scrambled” to make additional transfers.  She executed a deed for her mother’s contribution of real estate, and executed a deed for the real estate contribution of the credit shelter trust.  She transferred approximately $2 million of her mother’s assets to the partnership and also executed assignments of partnership interests to grandchildren, thereby reducing the decedent’s 86.25% interest to 24.18%.  Mrs. Erickson died on September 30, 2001. 

After the formation of the partnership, the same onsite management companies that arranged to lease the real estate condominiums continued these functions, and the investment managers who managed the marketable securities also continued these functions.  The partnership purchased the decedent’s home after her death and distributed to the decedent’s estate $104,000, which the partnership characterized as a “redemption.”

On audit the Service asserted that the assets transferred to the partnership were includible in the estate under Section 2036.  Tax Court first considered whether the taxpayer, or the Service, had the burden of proof.  The Commissioner’s determinations are generally presumed to be correct, and the taxpayer has the burden of proving that the determinations are in error.  However, under Code Section 7491, the burden can shift to the Service if the taxpayer introduces credible evidence with respect to an issue and meets other requirements of the statute.  In this case the taxpayer’s only witnesses were the decedent’s two daughters.  Although much of the daughters’ testimony was uncontradicted,  the Court found that their testimony was self serving and not credible, particularly regarding the rationale for the partnership and the timelines of the transfers.  The Court described the testimony as an “after-the-fact rationalization rather than a candid recollection of the facts and circumstances surrounding the transaction at issue.”

The Tax Court found that there was an implied agreement for the decedent’s retention of the use or possession of the assets of the partnership.  It was troubled by the delay in transferring assets to the partnership, which it thought suggested that the parties did not respect the formalities of the partnership.  This was especially so since many of the transfers occurred only 2 days before the decedent’s death.  The Court characterized the delay in funding as reflecting that the partners “were in no hurry to alter their relationship to their assets until the decedent’s death was imminent.”

Other factors the Court identified, besides the delay in funding, were that the partnership had to provide the estate with funds to meet its liabilities, and the fact that the partnership had little practical effect during the decedent’s lifetime.   The “redemption” by the estate was important in the Court’s view for two reasons.  First, it believed that disbursing funds to the estate was tantamount to making funds available to the decedent.  Second, it characterized the “redemption” as a distribution that was made to the estate alone, with no corresponding distribution to other partners.  In sum, the Court characterized the arrangement as representing the “decedent’s daughters’ last-minute efforts to reduce their mother’s estate’s tax liability while retaining for the decedent the ability to use the assets if she needed them.”

The Court also found that the bona fide sale/adequate consideration test exception was not met.  It analyzed the transaction to determine whether a “legitimate and significant nontax reason” existed for the formation of the partnership.  It could find none in this case.  Centralized management of assets could not be a realistic objective because Karen already exercised this through her role as attorney-in-fact and co-trustee of the credit shelter trust.  Gift-giving is a testamentary objective.  Finally, creditor protection could not be an objective because the partnership would have a significant asset base from which a creditor could recover (the Court did not so state, but it seems apparent that there was no realistic creditor threat to the decedent’ in the later years of her life).  

The Court said that while it is undisputed that each partner contributed assets of value to the partnership in exchange for his or her partnership interests, the existence of these “legitimate transfers of value does not mandate that the bona fide sale exception is met.”

4. Gore v. Commissioner, T.C. Memo 2007-169 (2007).  The partnership was created about 6 months before the decedent’s death.  The idea for the partnership originated in discussions among the lawyer for the decedent and her two children.  Although the decedent was consulted about the partnership, she did not participate in its formation.  The sole general partners were the son and daughter.  The schedule attached to the partnership did not list any limited partners.  The schedule listed the contributions of the general partners as $500 each, but neither made a contribution at the time the partnership agreement was executed.

The decedent’s contribution to the partnership was purportedly effected by an assignment of assets she was to receive from her late husband’s estate.  The husband’s assets were to be divided between marital and family trusts.  The decedent held a power of withdrawal over the marital trust.  On December 30, 1996, 11 days after the partnership certificate was filed and 4 days after the son and daughter signed the partnership agreement, the local court entered an order of partial distribution in the husband’s estate, directing that certain assets be distributed to the husband’s living trust.  The order did not specify how the assets would be allocated between the martial trust and the family trust, although the allocation of assets could be determined by reference to the husband’s federal estate tax return.  The probate court’s final order of distribution was not entered until October 8, 1997, 2 ½ months after the decedent’s death.  Meanwhile, on January 8, 1997, the decedent executed written documents indicating that she withdrew all those assets “received or to be received” by the marital trust and assigned them as follows:

· $100,000 to an irrevocable trust for her daughter;

· $100,000 to an irrevocable trust for her son;

· The remainder to the partnership, to be allocated 1/3 to the capital account of her revocable trust, 1/3 to the capital account of the irrevocable trust for her son, and 1/3 to the capital account of the irrevocable trust for her daughter.

The assignment did not identify or describe any specific assets to which it was to apply, and the Court noted that it was unlikely that decedent knew when she signed the assignment the specific assets that her husband or his trust owned.  The decedent authorized her daughter, as agent under a durable power of attorney, to act on her behalf for purposes of exercising the withdrawal from the marital trust and carrying out the assignment.  

From its formation to the decedent’s date of death on June 12, 1997, the partnership did not operate a business or engage in any business or investment activity.  During the same period, the partnership did not hold legal title to any marital trust assets other than a bank account opened in February, 1997.  The daughter delivered property registered in her late father’s name to the bank which acted as trustee of the two irrevocable trusts, and which was retained as investment manager of the partnership, but she did not give the bank any instructions to reregister the shares in the name of the partnership.  The son and daughter made their $500 contributions to the partnership with funds given to them by the decedent.  The son contributed his $500 on February 24, 1997, about two months after signing the partnership agreement, and the daughter contributed her $500 on March 1, 1997.  The decedent issued a $1,000 check on February 25, 1997 to the bank, directing that this contribution was to be divided equally between the two irrevocable trusts and used as the capital contributions for those trusts.  In early March, 1997, the $2,000 (representing the four $500 contributions) was deposited to the partnership bank account.  Prior to this deposit, the daughter had deposited $24,168.10, and after this deposit additional deposits of $226,456.76 were made.  On March 7, 1997 the partnership wired $134,000 to the decedent’s son to enable him to purchase a home.  Title to the home was transferred to the partnership but the son made no cash payments for rent.  The daughter maintained accounting records which deducted rent from partnership distributions made to the partners.  The registration of assets to the partnership never completely occurred during the decedent’s lifetime, although some assets were reregistered in late may and early June, 1997, shortly before the decedent’s death.  During 1997 the daughter deposited some but not all of the dividend checks on assets paid to the marital trust.

The Tax Court recognized the legal effect of the decedent’s withdrawal of assets from the marital trust, but also found that there was no evidence of a completed transfer of those assets to the partnership.  It therefore found that the assets were includible in the decedent’s estate under Section 2033.  Furthermore, the Court concluded that if the withdrawal were not given effect, the assets would be includible in the decedent’s estate under Section 2041.

The Court then went a step further, stating that even if the contribution of assets to the partnership were found to be effective under local (Oklahoma) law, the assets of the partnership would be includible in the decedent’s estate under Section 2036(a).  The Court’s conclusion that an implied agreement existed with respect to the decedent’s retention of the use or possession of the assets was amply supported by the facts.  In concluding that the bona fide sale/adequate consideration exception did not apply, the Court stated:

Decedent's transfer of Marital Fund assets to GFLP also does not qualify for the bona fide sale exception  contained in section 2036(a). Decedent's transfer did not occur through an arm's-length transaction because decedent essentially acquired her interest from herself. See Estate of Harper v. Commissioner, T.C. Memo. 2002-121. Decedent stood on both sides of the transaction, and the partnership was formed without any bargaining or negotiating because the seller and the purchaser were the same person. Cf. Estate of Stone v. Commissioner, supra (transfers to family partnerships were arm's-length transactions because each member of family was represented by independent counsel and transfers were motivated primarily by investment and business concerns).

Decedent's transfer also was not made for full and adequate consideration. Decedent's receipt of a partnership interest is not full and adequate consideration within the meaning of section 2036 because decedent used GFLP merely as a vehicle for changing the form in which she held her interest in the Marital Fund assets. See Estate of Thompson v. Commissioner, T.C. Memo. 2002-246. Decedent's transfer represents a circuitous "recycling of value" because no change was made to the underlying pool of assets; no one other than decedent made contributions  of property or services in the interest of true joint ownership or enterprise. See Estate of Harper v. Commissioner, supra. The value of decedent's interest in GFLP is derived exclusively from the assets that decedent allegedly contributed to GFLP. Under these facts, decedent did not engage in any bona fide transaction for consideration upon the creation and funding of GFLP. Accordingly, petitioner is not entitled to rely on the exception under section 2036(a).

E. Rector v. Commissioner, T.C. Memo 2007-36.  The decedent was a widow with two sons, John and Fred.  In 1991, when the widow was 85 years old, she created a revocable trust and appointed herself and her son John as the co-trustees.  In 1998, at age 92, the decedent moved to a convalescent hospital.

The idea for the partnership came from the decedent’s attorney, who first discussed the idea not with the decedent but with John, the decedent’s son.  The attorney advised that the partnership would facilitate a gift program to the sons and to grandchildren, would protect assets from creditors, and would reduce the gross estate by reason of discounts.  John discussed the idea with his mother and brother and in December 1998 the partnership was formed.  Decedent was a 2% general partner and her revocable trust was a 98% limited partner.  The agreement also listed John as a general partner with a 0% interest, but a footnote in the opinion states that John was not a general partner.  The partnership was funded in March, 1999 with virtually all of the decedent’s assets.  The decedent in March, 1999 gave each of her two sons an 11.11% limited partner interest and 2 years later assigned her 2% general partner interest to her revocable trust.  She also made gifts in early 2002 to the sons, so that when she died in January, 2002, her estate included a 70.272% limited partner interest and a 2% general partner interest.  

The partnership operated without a business plan or investment strategy, and issued no balance sheets, income statements or financial statements.  Many of the decedent’s expenses were paid directly from the partnership.  The decedent’s only source of income or support apart from the partnership was income from her late husband’s Trust B, but in the years after the formation of the partnership the income from Trust B was woefully short of providing for the decedent’s living expenses.

The Tax Court had ample cause to find the application of Section 2036.  The opinion discussed aspects of control that are commonly associated with Section 2036(a)(2), but its conclusion was that there was an implied agreement regarding the retention of income.  The Court stated:

The RLP agreement reflects an understanding among decedent and her sons that decedent would retain her interest in the transferred assets by virtue of her ability to control those assets, including the management and disposition thereof. Initially, as the direct general partner of RLP, decedent was given the right by the RLP partnership agreement to cause a distribution of RLP's net cash flow to RLP's partners in proportion to their partnership interests, and she was given the power "to do anything reasonably connected" with RLP's assets. Later, as an indirect (through the 1991 revocable trust) general partner of RLP, decedent continued to retain that right and power directly in that she was a cotrustee of the 1991 revocable trust and, most importantly, she had the absolute power to revoke the trust as if it had never been created in the first place. Thus, at all relevant times, decedent held both a majority interest in RLP and the powers incident to serving as RLP's general partner.

We also find as a fact that decedent and her sons agreed impliedly that the transferred assets and the income earned therefrom would continue to be used for decedent's pecuniary benefit. The transfer of practically all of decedent's wealth to RLP left decedent with insufficient liquid assets with which to pay her living expenses. The estate asserts that decedent's assets were sufficient because Trust B had a corpus of $ 2.5 million at the time of the transfer and decedent's sons, as cotrustees, could distribute Trust B's corpus to pay decedent's expenses. The estate's argument is unavailing. When RLP was formed, decedent and her sons knew that decedent's annual income from Trust B, which for 1998 was $ 44,481, would be insufficient to cover decedent's annual expenses of approximately three times as much. Decedent had just become a full-time resident at the Hospital, where her residence resulted in medical costs totaling $ 71,788 for 1999, $ 78,114 for 2000, and $ 94,822 for 2001. Decedent and John Rector also directly drew over $ 77,000 in funds from RLP during 1999 to pay decedent's personal expenses. The estate attempts to downplay the significance of the direct use of RLP funds to pay decedent's personal expenses by attributing that use to "errors". In the light of John Rector's extensive financial expertise and his testimony that it never occurred to him that RLP should be reimbursed for such "errors" after they were discovered, we find that this argument lacks credibility.

* * * * * * *

In sum, we conclude that decedent impliedly retained enjoyment of and the right to income from the assets that she transferred to RLP. Decedent derived economic benefit from using RLP's assets to pay her living expenses, to meet her tax obligations, and to make gifts to her family members. Such use of RLP's assets shows an agreement among decedent and her sons that decedent would retain the enjoyment of and the right to income from the transferred assets by withdrawing those assets and/or income from RLP at will.

The opinion also concluded that the bona fide sale exception did not apply.  The Court first observed that the formation of the partnership entailed no change in the underlying pool of assets or the likelihood of profit, and concluded that without such a change or potential for profit, decedent’s receipt of the partnership interests does not constitute the receipt of full and adequate consideration.  Note that this test closely follows Bigelow and differs from the “capital account” analysis of the Fifth Circuit in Kimball and Strangi II.  The Court also found that the formation was not bona fide, since the partnership lacked a legitimate and significant nontax business purpose.  The taxpayer argued that a business purpose could be found through the decedent’s desire for a gift program, creditor protection, diversification of assets, and estate tax savings.  The Court found that the record established no credible evidence that creditor protection was a legitimate concern.  Diversification was rejected since the record established that the partnership held the assets that had been transferred to it.  Gifting and estate tax savings are testamentary purposes that have nothing to do with nontax business purposes.

Built-In Capital Gains

The Eleventh Circuit reversed the Tax Court decision in Estate of Jelke v. Commissioner, 2005 T.C. Memo 131 (2005).  The Eleventh Circuit described the issue as follows:

The issue is whether or not the Tax Court used the appropriate valuation methodology in computing the net asset value of CCC to determine the value of Jelke's interest in CCC for estate tax purposes on the date of death. The Tax Court, adopting the Commissioner's expert witness appraiser's approach, allowed the estate only a partial $ 21 million discount for CCC's built-in capital gains tax liability, indexed to reflect present value on the date of Jelke's death, using projections based upon the court's findings as to when the assets would likely be sold and when the tax liability would likely be incurred, i.e., in this case, over a sixteen-year period. Using what could be termed an economic market reality theory, the estate argued, under the rationale set forth by the Fifth Circuit Court of Appeals in Estate of Dunn v. Comm'r, 301 F.3d 339 (5th Cir. 2002), that a 100% dollar-for-dollar discount was mandated for CCC's entire contingent $ 51 million capital gains tax liability. Under this theory, it is assumed that CCC is liquidated on the date of Jelke's death, the valuation date, and all assets of CCC are sold, regardless of the parties' intent to liquidate or not, or restrictions on CCC's liquidation in general.

The Eleventh Circuit reviewed the built-in gains cases that have arisen since the repeal of the General Utilities doctrine by the Tax Reform Act of 1986.  In this case the company assets consisted entirely of investment assets (i.e., there was no operating company) and therefore the Court believed that the net asset approach to valuation was the only realistic method.  Citing the Fifth Circuit’s opinion in Estate of Dunn v. United States, 301 F. 3d 339 (5th Cir. 2002), the Court allowed a dollar-for-dollar discount in arriving at net asset value based in large part on pragmatic reasoning:
The Fifth Circuit preempted its critics by stating: "As the methodology we employ today may well be viewed by some (valuation) professionals as unsophisticated, dogmatic, overly simplistic, or just plain wrong, we consciously assume the risk of incurring such criticism from the business appraisal community. . . In this regard, we observe that on the end of the methodology spectrum opposite oversimplification lies over-engineering." Estate of Dunn, 301 F.3d at 358 n.36 (emphasis in original).

This type of "economic reality approach" mimics the marketplace and places a practical, transactional overlay upon the proverbial willing buyer-willing seller analysis. It allows the issue to conform to the reality of the depressing economic effect that the lurking taxes have on the market selling price. The hypothetical willing buyer is a rational, economic actor. Common sense tells us that he or she would not pay the same price for identical blocks of stock, one purchased outright in the marketplace with no tax consequences, and one acquired through the purchase of shares in a closely-held corporation, with significant, built-in tax consequences.

This 100% approach settles the issue as a matter of law, and provides certainty that is typically missing in the valuation arena. We thereby follow the rationale of the Fifth Circuit in the Estate of Dunn, that allows a dollar-for-dollar, $ 51 million discount for contingent capital gains taxes in valuing CCC on the date of Jelke's death, and his 6.44% interest therein. This result prevents grossly inequitable results from occurring and also prevents us, the federal judiciary, from assuming the role of arbitrary business consultants. [footnote omitted]
Although Jelke is a wonderful result for the taxpayer, it may be a difficult case to rely on for planning, because a dollar-for-dollar reduction for capital gains tax may not be realistic in the world of buyers and sellers, who would assume some discount but probably not the dollar-for-dollar amount the taxpayer obtained in this case.  Note that the liquidation approach was used even though the taxpayer owned less than a 7% interest.

Fractional Gift  

Stone v. United States, 2007 U.S. Dist. Lexis 38332 (N.D. CA. 2007), involved the taxpayer’s attempt to claim a large fractional discount for partial ownership in a collection of 19 works of art.  The art collection collectively was valued for estate tax purposes at $5,085,000 by Sotheby’s.  The estate multiplied this figure by its 50% interest in the collection, and then took a 44% discount for fractional interest.  On audit the Service sought to (a) increase the value of two Pissarro paintings, (b) reduce to zero a painting found not to be genuine, and (c) disallow in full the fractional discount.  The taxpayer agreed to the reduction of the one painting, paid the additional tax, and filed a claim for refund on the issue of the valuation of the Pissarro paintings and the fractional interest discount.

The District Court sided with the IRS art panel on the value of the paintings.  The Court then considered the fractional discount.  After describing the polar positions of the parties (IRS alleging no discount whatsoever; the taxpayer alleging a 44% discount), the Court stated:

After carefully considering all of the evidence presented at trial, the Court concludes that a hypothetical seller who is under no compulsion to sell would not accept the 44% discount proposed by Plaintiffs. Both of the government's experts -- Michael Findlay and Karen Carolan -- testified that, while they were aware of sales of undivided interests in art occurring, none of these had ever occurred at a discount. Given Findlay's long history in buying, selling, and appraising art and Carolan's experience in working with art experts on art appraisals for more than thirty years, this is persuasive evidence that a hypothetical willing seller would not sell a fractional interest in art at a discount. 

Plaintiffs' expert, Carsten Hoffman, also testified that he could find no data regarding sales of undivided interests in art. He therefore based his valuation of the Estate's interest in the collection in part on sales data for undivided interests in real estate and limited partnerships holding real property. As the government's experts persuasively testified, however, the art market differs from the real estate or business market. Art is simply not fungible. For instance, an investor in or collector of art may not prefer to own one painting of lesser value in its entirety rather than only a fractional interest of another painting of greater value if, for example, the aesthetics of the higher-valued painting were more appealing to the investor or collector. That is, while it can be said that it would be preferable to own 100% of painting X rather than 50% of painting X, it cannot be said that it would be preferable to own 100% of painting X rather than 50% of a higher-valued painting Y, despite the lack of control and, perhaps, marketability that would accompany shared ownership of Painting Y. More importantly, although there is evidence that partial interests in real estate have been sold at a discount, there is no evidence that similar sales have also occurred in the art market. Consequently, the Court rejects as unpersuasive the portions of Hoffmann's report that are based on undivided real estate interest transactions and limited partnership transactions. Based on the evidence in this case, the Court instead concludes that a hypothetical willing seller of an undivided fractional interest in art would likely seek to sell the entire work of art and split the proceeds, rather than seeking to sell his or her fractional interest at a discount. At a minimum, because an undivided interest holder has the right to partition, a hypothetical seller under no compulsion to sell would not accept any less for his or her undivided interest than could be obtained by splitting proceeds in this manner.

This conclusion is not contrary to the authorities relied on by Plaintiffs. The Court does not, for example, violate the Supreme Court's holding that "the absence of market price is no barrier to valuation," Guggenheim v. Rasquin, 312 U. S. 254, 258, 61 S. Ct. 507, 85 L. Ed. 813, 1941-1 C.B. 445 (1941), because the Court does not hold that the lack of a market for undivided interests in art means that such interests either have no value or cannot be valued. Plaintiffs' reliance on Bank of California v. Commissioner of Internal Revenue, 133 F.2d 428 (9th Cir. 1943), and Shackleford v. United States, 262 F.3d 1028 (9th Cir. 2001), is similarly misplaced. In those cases, the Ninth Circuit explained that courts must assume a willing buyer and willing seller, even if none existed, and also assume that the property would change hands even though the property in question in those cases could not, in fact, be sold. Bank of Cal., 133 F.2d at 433 (explaining that non-assignable property has a fair market value for estate tax purposes); Shackleford, 262 F.3d at 1033 (holding that the district court properly assumed a hypothetical market to value a non-assignable lottery prize for estate tax purposes). Here, it is undisputed that undivided interests in art are assignable and that, therefore, they may be sold. The Court finds, however, that the holder of such an interest who, as dictated by the governing regulation, is under no compulsion to sell would either seek to sell the entire work of art -- with the consent of other co-owners or via an action to partition -- and take his or her appropriate share of the proceeds, or sell the partial interest at a price equivalent to his or her fair share of the proceeds of such a sale. The hypothetical willing seller would know that he or she had the right to partition and would therefore not accept any less for his or her undivided interest than could be obtained via partition.

* * * * * * * * *

In sum, the Court finds that a hypothetical willing seller who is under no compulsion to sell would seek to gain consent from other co-owners to sell the collection and divide the proceeds or, barring such consent, would bring a legal action to partition. At the very least, a hypothetical seller would consider the potential proceeds from the partition process before agreeing to accept any fractional interest discount when selling his or her partial interest. Because the Court cannot consider whether other co-owners would consent to a sale, a small discount is appropriate to account for legal fees required to enforce the hypothetical seller's right to partition. No discount is required to account for appraisal fees, but the government's expert agrees that a 2% discount is appropriate to account for the actual costs of selling the art by an auction house. Finally, some discount is appropriate to account for the uncertainties involved in waiting to sell the art until after the partition action is resolved.

Based on the evidence presented by the parties, it is difficult to discern precisely what the appropriate discount for such uncertainties should be. While this Court is capable of determining a discount if necessary, it finds it preferable to allow the parties an opportunity to further meet and confer on this issue now that the Court has resolved all of the parties' other disputes. When meeting and conferring on the appropriate discount, the parties shall keep in mind that the Court rejects many of the assumptions underlying Plaintiffs' expert's report, but it also finds that the government's experts have failed to address the valuation of the Estate's undivided interest properly.

COMMENT:  The parties were unable to agree on the value and the Court eventually allowed a 5% discount.  2007 U.S. Dist. Lexis 58611 (N.D. CA. 2007).  Stone should not be read as applicable to all fractional interest gifts, especially fractional interests in land.  See, for example, Estates of John L. Baird and Sarah W. Baird, 82 TCM 666 (2001), which awarded significant discounts, in excess of 50%, for fractional interests in Louisiana timberland, and Estate of Amlie, 91 TCM 1017 (2006), which allowed fractional interests in farmland of about 15%.  The Pension Protection Act of 2006, as modified by the Tax Technical Corrections Act of 2007 (see above) imposes limitations on the claiming of a charitable deduction for fractional gifts of tangible personal property to charity, including provisions that recapture the tax benefit if the object is not fully donated to charity within a specified time period.

Lottery Payments.  Negron v. Commissioner, 502 F. Supp. 2d 682 (N.D. OH 2007) involved two estates with a common executor.  Both decedents had won an Ohio Super Lotto jackpot prize, and at the time of death there were 15 annual payments remaining on the prize.  After each decedent died, the estate exercised an election to take a lump sum in lieu of the remaining payments.  The Ohio lottery commission calculated the lump sum using a 9% discount rate.  This resulted in a much lower figure than if the remaining payments were valued using the Section 7520 annuity tables.  The taxpayers filed their estate tax returns valuing the remaining payments under the Ohio method; the IRS on audit assessed the tax on the basis of the 7520 tables.  The taxpayers paid the additional tax and filed a suit for refund.  Both the government and the taxpayers filed cross motions for summary judgment.  The Court denied the government’s motion and granted the taxpayer’s motion in part.  The Court agreed with the Second Circuit (Gribauskas v. Commissioner, 342 F. 3d 85 (2003)) and the Ninth Circuit (Shackleford v. United States, (262 F. 3d 1028 (2001)) that the Section 7520 annuity tables fail to account for the annuities’ lack of marketability.  This is contrary to the Fifth Circuit’s opinion in Cook v. Commissioner, 349 F. 3d 850 (2003).  The Court noted, however, that when departing from the annuity tables, the taxpayer bears a substantial burden of demonstrating that the value ascribed by the tables is unrealistic and unreasonable, and that there is a more realistic and reasonable means by which to determine its fair market value.  While the Court agreed that the non-transferable nature of the annuity affects its fair market value such that applying the 7520 tables would be unrealistic and unreasonable, it had not yet heard evidence on whether a more reasonable means existed to value the payments.  The Court instructed the parties to confer and submit a joint  position statement regarding deadlines for expert discover, dispositive motion deadlines, and new backup trial date.

In Davis v. United States, 491 F. Supp. 2d 192 (D. N.H., 2007), the District Court of New Hampshire upheld the valuation of non-assignable lottery payments under the 7520 tables because the taxpayer could not establish a more reasonable way to value the payments.  Regarding the non-assignable feature of the lottery payments (Massachusetts lottery winnings), the Court believed that the taxpayer had focused on the wrong factors.  The taxpayer argued that a discount was appropriate because a hypothetical buyer would pay less than full value to purchase non-assignable payments, on account of the risk that the estate would become insolvent or for some other reason fail to turn over payment from the lottery commission as received.  The Court believed that the proper analysis was to assume that a buyer would stand in the shoes of the estate – that is, that the buyer would enjoy all of the same rights of the estate to receive a risk-free, but non-assignable, annual payment.

GENERATION-SKIPPING TAX

GST Effective Date Rule.  In Gerson v. Commissioner, 127 T.C. 139 (2006), the Tax Court held that the exercise of a power of appointment under a trust irrevocable on September 25, 1985 was subject to the tax.  Gerson was the first case that tested the 1999 change to the grandfather provisions of the Regulations.  Some background is necessary to this complicated area.

Code Section 2006(c)(2)(A) provides that the GST tax shall not apply to:

. . . any generation-skipping transfer under a trust which was irrevocable on September 25, 1985, but only to the extent that such transfer is not made out of corpus added to the trust after September 25, 1985 (or out of income attributable to corpus so added).

The regulations first promulgated under Code Section 2601 contained a constructive addition rule that addresses powers of appointment.  The regulations provide that where any portion of a trust remains in the trust after the exercise, release or lapse of a power of appointment over that portion of the trust, and the release, exercise or lapse is treated to any extent as a taxable transfer for estate or gift tax purposes, the value of the trust subject to the power is treated as an addition to the trust.

How does the statute apply to a 2056(b)(5) marital trust that was irrevocable on September 25, 1985?  The first case to consider the issue was Peterson Marital Trust v. Commissioner, 78 F.3d 795 (2d Cir. 1996), which concerned the GST consequences of a marital trust where, after the lapse of the power of appointment, the corpus remained in trust for the benefit of grandchildren.  The taxpayer argued that the clear wording of the statute provided grandfather protection to the trust since it was an irrevocable trust on September 25, 1985.  The Second Circuit affirmed the Tax Court decision that because the property “remained” in the trust after the lapse of the power, the situation fit squarely within the (then temporary) regulation regarding constructive additions, and that the constructive addition regulation was a reasonable interpretation of the statute.

Two cases then arose wherein powers of appointment were exercised, so that, at least in the view of the courts, the property did not “remain” in the trust following the exercise of the powers.  Simpson v. United States, 183 F.3d 812 (8th Cir. 1999), Bacheler v. United States, 281 F.3d 1078 (9th Cir. 2002).  Absent property remaining in the trust, the exercise of the power could not result in a “constructive addition” to the trust.  The Courts then observed that the “plain meaning” of Code Section 2006(c)(2)(A) compelled the conclusion that the GST tax could not apply, since the trusts were irrevocable on September 25, 1985, and no property was added to them.
The result, although beneficial to the taxpayers in Simpson and Bacheler, makes little sense for transfer tax purposes.  There is no good rationale to treat the GST consequences of the exercise of a general power of appointment differently than the lapse of a general power.  Treasury sought to change this result by amending the regulations.  However, instead of amending the constructive addition rule, it amended the regulations dealing with the general exception to the application of the tax.  The change, which was effective as of November 18, 1999, adds the following language to Treas. Reg. §26.2601-1(b)(1)(i):

Further, the rule in the first sentence of this paragraph (b)(1)(i) [the rule providing that the tax does not apply to transfers under a trust that was irrevocable on September 25, 1985] does not apply to a transfer of property pursuant to the exercise, release or lapse of a general power of appointment that is treated as a taxable transfer under chapter 11 or chapter 12.  The transfer is made by the person holding the power at the time the exercise, release or lapse of the power become effective, and is not considered a transfer under a trust that was irrevocable on September 25, 1985.  See paragraph (b)(1)(v)(B) of this section regarding the treatment of the release, exercise or lapse of a power of appointment that will result in a constructive addition to a trust. See §26.2652-1(a) for the definition of a transfer.

In short, the regulation purports to interpret what the Eighth and Ninth Circuits already had said was the plain meaning of the statute.  

Gerson, a full Tax Court decision, concerned the exercise of a power where the surviving spouse died after the effective date of the new regulation.  The majority decided not to follow the precedent in the Eighth and Ninth Circuits, and held that the issuance of the regulations in 1999 was a reasonable interpretation of the law.  Five justices of the Tax Court dissented from the majority opinion.

The Sixth Circuit affirmed in Estate of Gerson v. United States, 597 F. 3d 435 (2007).  The Sixth Circuit decided that notwithstanding the holdings in Simpson and Bachler, the statute did not have a plain meaning.  The Sixth Circuit focused on what it means to have a transfer “under” a trust, and decided that it was reasonable to interpret a transfer pursuant to a general power of appointment as not being made “under” the trust:

We agree with the Simpson and Bachler courts that the effective date provision breeds "under" cases and "added" cases, but we disagree that exercise and lapse come to different ends. In the exercise of a power of appointment, two transfers occur. In the first transfer, the appointment power holder becomes the owner of the trust assets for tax purposes. See I.R.C. § 2041(a)(2) (including assets over which a decedent has a power of appointment in the decedent's taxable estate). In the second transfer, the holder transfers the assets to a skip person. If the second transfer occurs after the GST tax became effective, tax liability ensues. By contrast, in the lapse of a power of appointment, three transfers occur. The creation of the power of appointment again amounts to a first transfer, but because the holder of the power of appointment never uses the power, the assets flow back through the trust as a second transfer, reaching the skip person in the third transfer from the trust. See 26 C.F.R. § 26.2601-1(b)(1)(v)(A) ("[T]he value of the entire portion of the trust subject to the power that was released, exercised, or lapsed is treated as if that portion had been withdrawn and immediately retransferred to the trust at the time of the release, exercise, or lapse."). If the lapse occurs after 1985, liability results because assets were added to the trust corpus after September 25, 1985, per the second clause of the effective date provision. Tax Reform Act of 1986 § 1433(b)(2)(A).

This is an "under" case because Eleanor exercised her power of appointment. The ambiguity of this term--a common word without further definition in the GST scheme--results from the conflict between the Estate's reading that "under"  merely implies that the trust instrument is the root of the skip power and the Commissioner's reading that the transfer was not under a trust irrevocable before 1985, but under Eleanor's will. We disagree with the Estate that the statute has a plain meaning, as both parties offer plausible, contrary interpretations.

The result, seemingly, is a mess.  The analysis of the Sixth Circuit and the Tax Court conflicts with the views of the Eighth and Ninth Circuit that the grandfather provision does plainly exempt the exercise of a general power of appointment under pre September 25, 1985 trusts.  If a new case arises in the Eighth or Ninth Circuits, it would seem that those courts would not have to give deference to a regulation that purports to “interpret” what the Circuit courts already decided had a plain meaning.  Those Circuits may hold the 1999 regulation to be invalid, unless the courts decide to take a second look at their prior opinions.  In new cases that may be appealed to other Circuits the Tax Court can be expected to hold similarly to Gerson, but on appeal a Circuit Court (other than the Sixth) will have to decide whether the grandfather provision of the statute has a plain meaning that precludes an “interpretation” that imposes GST tax on trusts, irrevocable on or before September 25, 1985, where after the exercise of a general power of appointment no property remains in the trust.  If the Circuit Courts agree that the grandfather provision leaves room for interpretation, the courts will be required to give some degree of deference to the 1999 regulation.  Since the 1999 regulation is “interpretative” rather than mandated, it probably will be upheld as long as it constitutes a reasonable interpretation of the law. 

Qualified Severances.  Final regulations have been issued under Code Section 2642.  The proposed regulations were first published in 2004, in response to the enactment of the “downstream severance” rule contained in EGTRRA.  The downstream severance rule was enacted to specifically give authority to a trustee to split a trust into GST and non-GST portions, typically after the trust had been in existence for some time.  Treasury apparently did not understand the area completely, because the proposed regulations indicated that Treas. Reg. §26.2654-1(b) would be repealed.  Treas. Reg. §26.2654-1(b) also contains a severance rule, but it applies to trusts includible in the gross estate, provides that the severance will be retroactive to date of death, and permits fractional and pecuniary severances.  The proposed regulations under Section 2542 provide that severance must be effected on a fractional basis and will be effective on a prospective, not retroactive, basis.  The proposal to repeal Reg. §26.2654-1(b) was met with a storm of criticism, since the downstream split was meant to supplement, not replace, the authority of a trustee to sever a trust “as of” the date of death into GST and non-GST portions.

The final regulations recognize the mistake and now provide that the downstream split regulations supplement the regulations under §2654, which remain in effect.  Thus, the regulations under §2642 will govern severances effective prospectively, while the regulations under §2654 will govern mandatory and discretionary severances that are effective retroactively to the transferor’s date of death.  

Code Section 2642 requires the single trust to be divided on a fractional basis.  The Final Regulations do not require each and every asset to be fractionalized, as long as each portion receives its over-all pro-rata share of the fair market value of the single trust on the date of severance.  Regulation Section 26.2642-6(d)(3) provides that the date of severance is either the date selected by the trustee as of which the trust assets are to be valued in order to determine the funding, or the court-imposed date of funding in the case of an order of a local court with jurisdiction.  For a date to satisfy these requirements, the funding must be commenced “immediately upon” the selected date, and must be completed within a reasonable time, but in any case no later than 90 days after the selected date.
Would a non pro-rata funding of a fractional severance result in a deemed sale?  No, as long as (1) an applicable state statute or the governing instrument authorizes or directs the trustee to sever the trust, and (2) any non-pro rata funding of the separate trusts resulting from the severance (including non-pro rata funding as described in §26.2642-6(d)(4) or §2654-1(b)(1)(ii)(C)), whether mandatory or in the discretion of the trustee, is authorized by an applicable state statute or the governing instrument.  

Treasury also published proposed regulations on the treatment of a severance that is effected pursuant to a state statute or the terms of the governing instrument, but which does not meet the requirements of a qualified severance.  Provided that under local law the resulting trusts are recognized as separate trusts, each resulting trust will have the same inclusion ratio immediately after the severance as the original trust had before the severance.  GST exemption that is allocated after the severance, however, may be allocated to one or more of the resulting trusts, and the trusts will be otherwise treated as separate trusts for GST tax purposes.  The proposed regulations also provide requirements for severances that result in more than two trusts, and they prohibit fractional interest discounts and other reductions in value when the resulting trusts are funded on a non pro-rata basis.
MARITAL DEDUCTION

What type of interest can the donor spouse safely retain in a lifetime QTIP, after the donee spouse has died?  The most common interest that the donor spouse may want to retain is an income interest after the donee spouse’s death, and the right to receive principal either under an ascertainable standard, or under a standard that is not ascertainable but is exercised by a third-party trustee.  

Under the general scheme of 2523, the “retention” of the interests referred to above has no effect for estate tax purposes.  If the donor spouse dies first, the retained interest is not taxable by reason of Code Section 2523(f)(5)(A), which provides that QTIP property will not be includible in the estate of the donor spouse.  If the donee spouse dies first, the regulations provide that for purposes of Code Sections 2036 and 2038, the donee spouse is treated as the transferor of the property.  Thus, any interest enjoyed by the donor spouse after his or her spouse’s death is considered, for estate tax purposes, as having been created by the spouse.  See Treas. Reg. §25.2523(f)-1(f), Example 11.   

The potential problem, if one exists, concerns the retention of a power of appointment after the donee spouse’s death.  This could arise either in the context of a 5 by 5 power, or a non-general power of appointment.  The general terminable interest rule is contained in Code Section 2523(b).  Subsection 2523(b)(1) disallows a gift tax marital deduction for terminable interests where the donor retains in himself (or transfers to a third party) an interest in property that may be enjoyed after the termination of the spouse’s interest.  Subsection 2523(b)(2) disallows the marital deduction for terminable interests where the donor retains a power to appoint an interest which can be exercised after the termination of the spouse’s interest.

Code Section 2523(f)(1)(A) provides the general exception that a lifetime QTIP trust will be treated as a transfer to the donee spouse.  Code Section 2523(f)(1)(B) then states that for purposes of 2523(b)(1), no part of such property shall be considered as retained in the donor or transferred to any person other than to the donee spouse.  No mention is made of (b)(2).  Moreover, Treas. Reg. §25.2523(f)-1 provides that terminable interests that are described in Code Section 2523(b)(2) cannot qualify as terminable interest property, and if the donor spouse retains a power described in 2523(b)(2) to appoint an interest in qualified terminable interest property, no deduction is allowable.  Thus, the Code and the regulations seem to disqualify from lifetime QTIP treatment any trust in which the donor spouse retains a power of appointment.  Letter Rulings 9437032 and 200406004 held that as long as the donor spouse made a valid QTIP election, a power of appointment in the donor spouse would not prevent the trust property from qualifying under QTIP.

Does this mean that the donor spouse cannot retain any power to appoint property, after the death of the donee spouse?   The answer depends on how one defines a “power of appointment.”  The regulations under Code Section 2041 provide that the term “power of appointment” does not include powers reserved by the decedent to himself within the concept of Code Sections 2036 and 2038.  Treas. Reg. §20.2041-1(b)(2).  The gift tax regulations, under Treas. Reg. § 25.2514-1(b)(2), state that the term “power of appointment” does not include powers reserved by a donor to himself.  Thus, the Code draws a distinction between powers the donor reserves to himself, and those granted to the holder by a third party.  If this distinction carries through to the lifetime QTIP trust, then a retained 5 by 5 power, or a retained power to appoint property, should not be considered a “power of appointment” under the Code, and thus the retention of either or both would not violate the general prohibition under Code Section 2523(b)(2) of retained powers of appointment.  The cautious draftsman might consider requesting a letter ruling, or perhaps awaiting some further guidance from the Service, before providing the donor spouse with a retained power of appointment in a lifetime QTIP.  In the 2008 Miami Institute, Jeffrey Pennell opined that one should be wary of an ascertainable standard for principal distributions where the donor spouse becomes the trustee after the donee spouse’s death.  
SECTION 2053 DEDUCTIONS

Proposed Regulations.  The Service has published proposed regulations that seek to reverse a trend that had been emerging in the circuits regarding valuation of claims.  Three circuit courts had held that post-death events could not be considered in valuing claims. See O’Neal v. United States, 258 F 3rd 1265 (11th Cir. 2001), McMorris v. Commissioner, 243 F 3rd 1254 (10th Cir. 2001), and Estate of Smith v. Commissioner 198 F 3rd 515 (5th Cir. 1999).

The proposed regulations provide that with limited exceptions, only amounts actually paid as of the date of filing the federal estate tax return may be deducted.  The proposed regulations have generated much criticism because they depart from the well-established concept that the gross estate should be valued as of the date of death.  In particular, the proposed regulations create significant problems when there is a contested or unmatured claim in an estate that otherwise would incur no tax due to the marital or charitable deduction.

Section 2053(a) allows a deduction for four separate categories of expenses:  funeral expenses, administration expenses, claims against the estate, and unpaid mortgages or other indebtedness in respect of property included in the gross estate.  The proposed regulations affect all four categories, not just claims.  The following language is added to the end of Treas. Reg. § 20.2053-1(b)(1), which sets forth provisions applicable to expenses deductible as claims and those deductible from non-probate property:

. . . In order to properly take into account events occurring after the date of a decedent’s death when determining the amount deductible against a decedent’s estate, the deduction for any item described in paragraph (a) of this section is limited to the total amount actually paid (subject to any time requirement under paragraph (a) of this section) in settlement or satisfaction of that item. (See however, §20.2053-1(b)(4) for a special rule for deducting certain estimated amounts.)

As noted in the parenthetical, there is an exception for estimated amounts.  This exception will most likely occur when deducting executor, trustee and attorney fees.  The proposed regulations describe the deduction for estimated fees as follows:

A deduction will be allowed for a claim that satisfies all applicable requirements even though its exact amount is not then known, provided that the amount is ascertainable with reasonable certainty, and will be paid. Under this exception to the rule set forth in paragraph (b)(1) of this section, no deduction may be taken upon the basis of a vague or uncertain estimate. If a deduction is allowed in advance of payment and the payment is thereafter waived or otherwise left unpaid, it shall be the duty of the executor to notify the Commissioner and to pay the resulting tax, together with interest. To the extent that the amount of a liability otherwise deductible under section 2053 is not ascertainable with reasonable certainty at the time of examination of the return by the Commissioner, or to the extent that it is not then clear that the amount will be paid, that amount will not be allowed as a deduction by the Commissioner. If the deduction is disallowed in whole or in part on examination of the return and the amount of the liability is subsequently ascertained and paid, relief may be sought by a timely claim for refund as provided by section 6511.  Prop. Reg. § 20.2053-1(b)(4) (emphasis added).

The italicized language appears to create a duty to file a supplemental return (there is no amended return for a Form 706) which otherwise does not exist.  The proposed regulations also state that if a claim for refund cannot be filed before the statute of limitations has run (because, for example, the claim has not been determined and paid), then the estate may file a protective claim for refund, but the protective claim “must identify the outstanding liability or claim that would have been deductible under section 2053(a) had it already been paid” and must also describe the reasons and contingencies delaying the terminations of the liability or the actual payment of the claim.

The proposed regulations set forth different standards for deduction depending on whether the expense is approved in a court decree, is the subject of a consent decree, or represents a settlement.  The proposed regulations treat these categories as follows:

Court Decree:  If the court with appropriate jurisdiction over the administration of the estate reviews and approves expenditures for funeral expenses, administration expenses, claims against the estate, or unpaid mortgages as allowable estate expenditures under local law, the executor may rely on the final judicial decision in that matter to determine the amount deductible for estate tax purposes if the following conditions are satisfied: the expenditures are otherwise deductible under section 2053 and the corresponding regulations; the expenditures have been paid by the estate or meet the requirements for estimated expenses; the court reviewed the facts relating to the expenditures; and the court’s decision is consistent with local law.

Consent Decree:  An executor may rely on a local court decree rendered by consent to establish the amount deductible under section 2053 for amounts paid (or meeting the requirements for estimated expenses) if the consent was a bona fide recognition of the validity of the claim and was accepted by the court as satisfactory evidence upon the merits. Consent given by all parties having interests adverse to that of the claimant will be presumed to be recognition of the claim’s validity. 

Settlements: An executor may rely on a settlement to establish the amount deductible under section 2053 for amounts paid (or meeting the requirements for estimated expenses) (subject to any applicable time limitation under Treas. Reg. § 20.2053-1(a)) if the following conditions are satisfied: the settlement resolves a bona fide issue in an active and genuine contest; the settlement is the product of arm’s length negotiations by parties having adverse interests with respect to the claim; and the settlement is within the range of reasonable outcomes under applicable state law governing the issues resolved by the settlement. A settlement that results in a compromise between the positions of such adverse parties and reflects the parties’ assessments of the relative strengths of their respective positions is a settlement that is within the range of reasonable outcomes. However, a deduction for amounts paid in settlement of a claim against the decedent’s estate will not be allowed if the terms of the settlement are inconsistent with applicable local law. No deduction will be allowed for amounts paid in settlement of an unenforceable claim.

Deductions for claims are the subject of Treas. Reg. § 20.2053-4, which has been substantially rewritten.  The proposed regulation now provides that a deduction for claims against the estate are limited to amounts for legitimate and bona fide claims that:

(1) Represent personal obligations of the decedent existing at the time of the decedent’s death;

(2) Are enforceable against the decedent’s estate at the time of payment; and

(3) Are actually paid by the estate in settlement of the claim.

The proposed regulations expressly state that events occurring after the date of a decedent’s death shall be considered when determining the amount that is deductible.  

A claim that is unmatured on the date of death may be deducted if it later matures and is paid, but no deduction can be taken on the return for an unpaid amount of an unmatured claim.  Similarly, no deduction can be taken on the return for a contested claim, unless a portion of the claim falls into the exception for estimated claims.

A claim held by a family member is presumed to be invalid.  Prop. Reg. § 20.2053-4(b)(4) provides the following wholly new rule for family claims:

(4) Claims by family members, related entities, or beneficiaries. Relationships with and among a decedent and the decedent’s family members, related entities, and beneficiaries may create the potential for collusion in asserting invalid or exaggerated claims in order to reduce the decedent’s taxable estate. Thus, notwithstanding §20.2053-1 and paragraph (a) of this section, there will be a rebuttable presumption that claims by a family member of the decedent, a related entity, or a beneficiary of the decedent’s estate or revocable trust are not legitimate and bona fide and therefore are not deductible. Evidence sufficient to rebut the presumption may include evidence that the claim arises from circumstances that would reasonably support a similar claim by unrelated persons or non-beneficiaries. Similarly, a settlement between a decedent’s estate or revocable trust and a family member, a related entity, or a beneficiary of the decedent’s estate or revocable trust will be presumed to not be deductible absent evidence of the legitimacy and bona fide nature of the claim. For purposes of this section, family members include the spouse of the decedent; the grandparents, parents, siblings, and lineal descendants of the decedent or of the decedent’s spouse; and the spouse and lineal descendants of any such grandparent, parent, and sibling. Family members include adopted individuals. For purposes of this section, a related entity is an entity in which the decedent, either directly or indirectly, had a beneficial ownership interest at the time of the decedent’s death or at any time during the three-year period ending on the decedent’s date of death. Such an entity, however, shall not include a publicly-traded entity nor shall it include a closely-held entity in which the combined beneficial interest, either direct or indirect, of the decedent and the decedent’s family members, collectively, is less than thirty percent of the beneficial ownership interests (whether voting or non-voting).

A special rule governs recurring payments.  If an obligation involving a recurring obligation is an enforceable and certain claim, but the decedent’s obligation is subject to a contingency, the deduction is limited to amounts actually paid by the estate in satisfaction of the claim.  If, on the other hand, there is no contingency but the payments will continue for a period beyond the final determination of the estate tax liability, the obligation may be estimated but the deduction is limited to the present value of the payments determined as of the decedent’s death.  The examples in the proposed regulations illustrate the recurring payment obligation in the context of payments under a divorce decree.  Where the decedent’s payments to his former spouse do not cease on her death or remarriage, when the decedent dies the estate may deduct the present value of the remaining payments.  Where the decedent’s payments would cease on death or remarriage, the estate may only deduct payments as they are made, and will have to file a protective claim for refund if the statute of limitations would otherwise run prior to the last payment.

There are also special rules for claims enforceable against multiple parties.  If the decedent or the decedent’s estate is one of two or more parties against whom the claim is being asserted, the estate may only deduct the portion of the total claim due from and paid by the estate, reduced by the total of any reimbursement received from another party, insurance or otherwise.  If the estate could have collected from a third party, but fails to do so, it must reduce its claim by the amount it could have, but failed to collect, unless it establishes that the burden of collecting would have outweighed the benefit from those efforts.  

The proposed regulations would cause difficult problems in estates where tax otherwise would not be payable.  Consider, for example, an estate of a married person in which the exemption equivalent passes to a credit shelter trust and the balance of the estate passes in a manner that qualifies for the marital or charitable deduction.  Under prior law, regardless of the amount of any claim, the estate would not involve payment of the estate tax.  

Under the proposed regulations, if there is a claim that is contested or is subject to a contingency, it cannot be deducted for estate tax purposes.  How must the federal estate tax return be filed?  It would seem that the marital deduction would have to be valued on the basis of what actually will pass to the spouse or to the marital trust; if this is net of the claim then the estate will have to pay tax, file a claim for refund, and recover the tax after the claim is actually resolved.  Perhaps this can be solved by a rule that allows the marital or charitable deduction to be computed on a “grossed-up” basis, assuming that the non-deductible portion of the claim increases the marital or charitable deduction until it is paid.  

Family Related Claim.  Estate of Hicks, 94 TCM 43 (2007) concerned the deductibility of a loan amid allegations by the Service that the loan transaction was tax motivated in order to generate a deduction that would not otherwise exist.  Kimberly Hicks, while a minor, was disabled in an accident at a railroad crossing.  Her mother and sister also were injured.  The family settled with the railroad and pursuant to the settlement $100,000 was allocated to Kimberly’s mother and sister, $1,450,000 was allocated to Kimberly, and $1,415,000 was allocated to Kimberly’s father, Clyde.  Two trusts were created to hold Kimberly’s settlement.  The first was a Medicaid pay-back trust, which held $1,000,000 of her settlement.  The second was a “Management Trust” that would provide support, maintenance, health and education to Kimberly and was funded with $450,000.  The first trust would not be counted for Kimberly’s Medicaid eligibility; the second would.  Kimberly was covered by her parents’ medical insurance plan and thus would not have to qualify for Medicaid unless and until she was no longer covered by the insurance plan.  The settlement required Kimberly’s father to loan $1,000,000 to the second trust in exchange for an interest-bearing promissory note.  The note was callable on Kimberly’s death or her inability to obtain reasonable medical coverage once she attained age eighteen.  Kimberly died at age 11, and before any part of the $1,000,000 loan proceeds needed to be expended for her benefit.  Her estate claimed a deduction under Section 2053 for the $1,000,000 loan.  The Service sought to deny the deduction.

In discussing the settlement that gave rise to the allocation of proceeds among the family members, the Tax Court noted:

The Commissioner does make a good point by noting that the Probate Court specifically mentioned at the settlement hearing only $ 415,000 as compensation to Clyde. He concludes from this that the extra $ 1 million allocated to Clyde in the papers approved by the Probate Court transformed the allocation into nothing more than an "uncontested, nonadversarial, and entirely tax-motivated" proceeding of the sort we condemned in Robinson v. Commissioner, 102 T.C. 116, 129 (1994), affd. in part and revd. in part 70 F.3d 34 (5th Cir. 1995). In the Commissioner's view, the Probate Court's review is colored by the undisputed fact the Hickses themselves proposed the allocations, and Kimberly and her father did not have adverse interests in how the settlement proceeds were distributed. The Commissioner reasonably suspects that this might mean the form of the allocations has little relation to economic reality, and that the disputed $ 1 million was Kimberly's at all times. 

The Court, however, found that there was real economic substance to the loan transaction.  Kimberly’s father was a real lender, and the trust was a real borrower.  Moreover, had Kimberly’s father died first, the loan would have been includible in his estate at a substantial value.  The Court went on to state:

This strongly suggests that there was real economic substance here even if we look at the entirety of the allocation, including the loan. We do agree with the Commissioner that it's reasonable to assume that Kimberly's injuries would shorten her life, but we find as a fact she was in no danger of imminent death at the time of the settlement, and so do not see the loan as an attempt to dodge the imminent imposition of the estate tax. Cf. Robinson, 102 T.C. at 129 (even State-court-approved allocations are disregarded if done "solely with a view to Federal income taxes").

We also find that Clyde had plenty of motivation to seek a large portion of the settlement for himself. Remember that under Ohio law parents have a statutory obligation to provide continuing support to their minor children. Ohio Rev. Code Ann. sec. 3103.03(A) (Anderson 2003). And medical care for Kimberly was expected to cost around $ 30,000 a month. Given Clyde's obligation to support Kimberly until she was an adult, and in the face of Kimberly's enormously expensive round-the-clock care, it seems quite reasonable for Clyde to have sought a large payout and then to have provided part of it as a loan to a trust to ensure money would be available. The allocation-plus-loan of $ 1 million can be seen as fulfillment of the parental duty that he owed his daughter. Should the Hicks lose their health insurance, or if Kimberly turned out not to qualify for Medicaid coverage, the trusts and the Hickses would shoulder the financial burden. But the Hickses' lawyers foresaw a sea of troubles if that happened. If there was too much money in the Management Trust, Medicaid might swallow it all before Kimberly would become eligible; but if too much money went to Clyde, it might end up with unforeseen future creditors of his own if he met with bad luck. The loan was a way to tack between these two dangers. It ensured that the money would be there during Kimberly's minority, but with a towline attached so that if Kimberly were ever forced to rely on Medicaid, the money could be taken out of the Management Trust and she could qualify after spending down only $ 450,000 rather than nearly $ 1.5 million. Her parents would then have the resources from which they could continue to meet her needs that were unmet by Medicaid.

The Court upheld the settlement and allowed the deduction for the value of the claim.  Note that the proposed regulations under Section 2053 would presume that the claim is not legitimate and bona fide, because held by a family member.  The estate would have the burden of proving the legitimacy of the claim.  The proposed regulations state that evidence sufficient to rebut the presumption “may include evidence that the claim arises from circumstances that would reasonably support a similar claim by unrelated persons or non-beneficiaries.”  If this language is broad enough to allow the court to consider the legitimacy of the settlement that produced the allocation giving rise to the loan, then the result might be different.  In Hicks the Tax Court believed that it was limited to examining the bona fide nature of the loan itself, and had no authority under the statute to determine whether the settlement behind the loan was bona fide.  

2% FLOOR ON MISCELLANEOUS ITEMIZED DEDUCTIONS

Knight (Rudkin).  The Supreme Court, in a 9-0 decision, has affirmed the Second Circuit’s decision in Rudkin v. Commissioner, 467 F.3d 149 (2nd Cir., 2006).  Knight v. Commissioner, _____ U.S. ____, ___ L. Ed. _____, ___ S. Ct. ____ (2008).  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.  The Tax Court decision, which was a fully reviewed decision, held that these fees were subject to the 2% floor, agreeing with the results reached in 2005 by the Fourth Circuit in Scott v. United States, 328 F.3d 132, and with the 2001 Federal Circuit decision in Mellon Bank, N.A. v. United States, 265 F.3d 1275 (Fed. Cir. 2001), on the same issue.  Contrary to this line of cases was the Sixth Circuit’s decision in O'Neill v. Commissioner, 994 F.2d 302 (6th Cir. 1993).  

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.  Chief Justice Roberts, writing for the Court, stated:

In applying the statute, the Court of Appeals below asked whether the cost at issue could have been incurred by an individual.  This approach flies in the face of the statutory language. The provision at issue asks whether the costs “would not have been incurred if the property were not held” in trust, ibid., not, as the Court of Appeals would have it, whether the costs “could not have been incurred” in such a case, 467 F. 3d, at 156. The fact that an individual could not do something is one reason he would not, but not the only possible reason. If Congress had intended the Court of Appeals’ reading, it easily could have replaced “would” in the statute with “could,” and presumably would have. The fact that it did not adopt this readily available and apparent alternative strongly supports rejecting the Court of Appeals’ reading. 

Moreover, if the Court of Appeals’ reading were correct, it is not clear why Congress would have included in the statute the first clause of §67(e)(1). If the only costs that are fully deductible are those that could not be incurred outside the trust context—that is, that could only be incurred by trusts—then there would be no reason to place the further condition on full deductibility that the costs be “paid or incurred in connection with the administration of the . . . trust,” §67(e)(1). We can think of no expense that could be incurred exclusively by a trust but would nevertheless not be “paid or incurred in connection with” its administration. (footnotes omitted).

The Court agreed with the approach of the Fourth Circuit in Scott and the Federal Circuit in Mellon Bank that only those trust-related expenses that are not commonly or customarily incurred by individuals are deductible without regard to the 2% floor.  The Court stated:

The question whether a trust-related expense is fully deductible turns on a prediction about what would happen if a fact were changed—specifically, if the property were held by an individual rather than by a trust. In the context of making such a prediction, when there is uncertainty about the answer, the word “would” is best read as “express[ing] concepts such as custom, habit, natural disposition, or probability.” Scott, supra, at 139. See Webster’s Third New International Dictionary 2637–2638(1993); American Heritage Dictionary 2042, 2059 (3d ed.1996). The Trustee objects that the statutory text “does not ask whether expenses are ‘customarily’ incurred outside of trusts,” Reply Brief for Petitioner 15, but that is the direct import of the language in context. The text requires determining what would happen if a fact were changed; such an exercise necessarily entails a prediction; and predictions are based on what would customarily or commonly occur. Thus, in asking whether a particular type of cost “would not have been incurred” if the property were held by an individual, §67(e)(1) excepts from the 2% floor only those costs that it would be uncommon (or unusual, or unlikely) for such a hypothetical individual to incur.

* * * * * * * * * * *

Indeed, the essential point of the Trustee’s argument is that he engaged an investment adviser because of his fiduciary duties under Connecticut’s Uniform Prudent Investor Act, Conn. Gen. Stat. §45a–541a(a) (2007). The Act eponymously requires trustees to follow the “prudent investor rule.” See n. 2, supra. To satisfy this standard, a trustee must “invest and manage trust assets as a prudent investor would, by considering the purposes, terms, distribution requirements and other circumstances of the trust.”§45a–541b(a) (emphasis added). The prudent investor standard plainly does not refer to a prudent trustee; it would not be very helpful to explain that a trustee should act as a prudent trustee would. Rather, the standard looks to what a prudent investor with the same investment objectives handling his own affairs would do—i.e., a prudent individual investor. See Restatement (Third) of Trusts (Prudent Investor Rule) Reporter’s Notes on §227, p. 58 (1990) (“The prudent investor rule of this Section has its origins in the dictum of Harvard College v. Amory, 9 Pick. (26 Mass.) 446, 461 (1830), stating that trustees must ‘observe how men of prudence, discretion, and intelligence manage their own affairs, not in regard to speculation, but in regard to the permanent disposition of their funds, considering the probable income, as well as the probable safety of the capital to be invested’”). See also, e.g., In re Musser’s Estate, 341 Pa. 1, 9–10, 17 A. 2d 411, 415 (1941) (noting the “general rule” that “a trustee must exercise such prudence and diligence in conducting the affairs of the trust as men of average diligence and discretion would employ in their own affairs”). And we have no reason to doubt the Trustee’s claim that a hypothetical prudent investor in his position would have solicited investment advice, just as he did. Having accepted all this, it is quite difficult to say that investment advisory fees “would not have been incurred”—that is, that it would be unusual or uncommon for such fees to have been incurred—if the property were held by an individual investor with the same objectives as the Trust in handling his own affairs.

The Court left the door slightly ajar for situations where investment counseling fees are truly unique to the trust administration:

As the Solicitor General concedes, some trust-related investment advisory fees may be fully deductible “if an investment advisor were to impose a special, additional charge applicable only to its fiduciary accounts.” Brief for Respondent 25. There is nothing in the record, however, to suggest that Warfield charged the Trustee anything extra, or treated the Trust any differently than it would have treated an individual with similar objectives, because of the Trustee’s fiduciary obligations. See App. 24–27. It is conceivable, moreover, that a trust may have an unusual investment objective, or may require a specialized balancing of the interests of various parties, such that a reasonable comparison with individual investors would be improper. In such a case, the incremental cost of expert advice beyond what would normally be required for the ordinary taxpayer would not be subject to the 2% floor. Here, however, the Trust has not asserted that its investment objective or its requisite balancing of competing interests was distinctive. Accordingly, we conclude that the investment advisory fees incurred by the Trust are subject to the 2% floor. 

Proposed Regulations.  The Service also published proposed regulations under Section 67, immediately after the Supreme Court granted certiorari to hear Knight.  The proposed regulations purport to establish a test of whether the expense is “unique” to the trust or estate.  The proposed regulations define a “unique” expense as follows:

(b) Unique. For purposes of this section, a cost is unique to an estate or a non-grantor trust if an individual could not have incurred that cost in connection with property not held in an estate or trust. In making this determination, it is the type of product or service rendered to the estate or trust, rather than the characterization of the cost of that product or service, that is relevant. A non-exclusive list of products or services that are unique to an estate or trust includes those rendered in connection with: fiduciary accountings; judicial or quasi-judicial filings required as part of the administration of the estate or trust; fiduciary income tax and estate tax returns; the division or distribution of income or corpus to or among beneficiaries; trust or will contest or construction; fiduciary bond premiums; and communications with beneficiaries regarding estate or trust matters. A non-exclusive list of products or services that are not unique to an estate or trust, and therefore are subject to the 2-percent floor, includes those rendered in connection with: custody or management of property; advice on investing for total return; gift tax returns; the defense of claims by creditors of the decedent or grantor; and the purchase, sale, maintenance, repair, insurance or management of non-trade or business property. (emphasis added).

The italicized reference to expenses that could not have been incurred by an individual is the same test of the Second Circuit that the Supreme Court rejected because it “flies in the face of the statutory language.”  The Service will undoubtedly modify the regulations so that they do not constitute an unreasonable interpretation of the statute.

The proposed regulations also would require a fiduciary to unbundle its fees.  Prop. Reg. § 1.67-4(c) states:

(c) “Bundled fees”. If an estate or a non-grantor trust pays a single fee, commission or other expense for both costs that are unique to estates and trusts and costs that are not, then the estate or non-grantor trust must identify the portion (if any) of the legal, accounting, investment advisory, appraisal or other fee, commission or expense that is unique to estates and trusts and is thus not subject to the 2-percent floor. The taxpayer must use any reasonable method to allocate the single fee, commission or expense between the costs unique to estates and trusts and other costs. 

Presumably final regulations will require fees to be unbundled so as to distinguish between expenses that are not commonly or customarily incurred by individuals and those that are.

GRANTOR TRUSTS

The Service has announced that it is reconsidering an aspect of several rulings dealing with trusts in which the grantor remains a potential beneficiary of a trust which for income tax purposes is not characterized as a grantor trust.  The purpose of these trusts is to shift income to lower brackets.  PLR 200731019 describes a fact pattern which is common to these trusts:

. . . A, a resident of State 1, proposes to form Trust, which will be governed by the laws of State 2. A State 2 corporate trustee will be appointed as trustee.

Article Second, Paragraph 2.1 of Trust provides that during the lifetime of A, any property that is directed to be held in accordance with the terms and conditions set forth in Article Second shall be held by the Trustee, in trust, nevertheless, in a separate trust for the following uses and purposes: To manage, invest and reinvest the same,  to collect the income thereof, and to pay over or apply the net income and principal thereof to such extent, if any, including the whole thereof, and in such amounts and proportions, including all to one to the exclusion of the others, and at such time or times as (a) the Power of Appointment Committee, by unanimous agreement, shall appoint, or (b) A and one member of the Power of Appointment Committee by unanimous agreement shall appoint, to or for the benefit of such one or more members of the class consisting of A, A's spouse, A's descendants, B, and C, until the death of A. Any net income (which may be the whole of such income) not so paid over or applied shall be accumulated and added to the principal of the trust at least annually and thereafter shall be held, administered, and disposed of as a part thereof.

Under the common facts, A retained a testamentary power of appointment exercisable in favor of persons other than himself, his estate, his creditors or the creditors of his estate.  If a member of the distribution committee at any time ceases to act, a successor will be appointed from the permissible beneficiaries.

PLR 200731019 and other similar rulings have held that the trust is not a grantor trust because the provisions of 673-677 do not apply to the grantor.  This is so because of the presence of adverse interests and the fact that the grantor’s power of appointment is testamentary.  Presumably the trust is established in a jurisdiction that precludes creditors from reaching a self-settled trust, although the facts of the rulings do not expressly discuss this.  Because the trust is not a grantor trust, income that is paid to third-party beneficiaries is not taxed to the grantor.  

The rulings also have held that the grantor’s gift to the trust is incomplete on account of the retained power of appointment.  In discussing the completed gift doctrine, the ruling states:

Section 25.2511-2(b) of the Gift Tax Regulations provides that a gift is complete as to any property  with respect to which the donor so parted with dominion and control as to the leave the donor with no power to change the disposition of the property, whether for the donor's own benefit, or for the benefit of another. But if upon a transfer of property (whether in trust or otherwise) the donor reserves any power over its disposition, the gift may be wholly incomplete, or may be partially complete and partially incomplete, depending upon all the facts in the particular case. Accordingly, in every case of a transfer of property subject to a reserved power, the terms of the power must be examined and its scope determined.

Section 25.2511-2(b) provides an example where the donor transfers property in trust to pay the income to the donor, or accumulate it in the discretion of the trustee, and the donor retains a testamentary power to appoint the remainder among the donor's descendants. The regulation concludes that no portion of the transfer is a completed gift. However, if the donor had not retained a testamentary power of appointment, but had instead provided that the remainder should go to X or his heirs, the entire transfer would be a completed gift.

Note that in the ruling’s facts, the grantor has relinquished to the committee the complete power to dispose of all income and principal to third parties during the grantor’s lifetime.  All of these parties hold interests adverse to those of the grantor.  It would seem that the absence of any interest in the grantor would distinguish the case from the example set forth in the regulations.  Nevertheless, the Service has found no completed gift.

Another key issue is whether the members of the distribution committee are making a gift when they direct a distribution from the trust.  The rulings concluded no, due to the adverse nature of the interests:

In addition, B and C, as members of the Power of Appointment Committee, have the power to distribute Trust income and corpus to themselves. However, B's power can only be exercised with the consent of C, or with the consent of A, and C's power can only be exercised with the consent of B, or with the consent of A. Further, on the death of either B or C, the deceased's power will devolve to the surviving committee member and A jointly (and a new committee member will be appointed). Therefore, B and C will not have a general power of appointment by reason of the joint distribution power. See § 25.2514-3(b)(2). Accordingly, during the period the Power of Appointment Committee consists of B and C, neither B nor C will be treated as making a taxable gift if Trust income or corpus is distributed to A under the terms of Trust.

In Notice 2007-127 the Service announced that its decision in PLR 200731019 and similar situations is being reconsidered, and that comments on whether the distribution committee members hold general powers are requested.  See also PLR 200748008, discussed infra, ruling that the reciprocal trust doctrine does not apply to powers of appointment.
CHARITABLE ISSUES

Rev. Procs. 2007-45 and 2007-46, 2007 I.R.B. 29 (July 16, 2007). Rev. Proc. 2007-45 contains annotated sample declarations of trust and alternative provisions that meet the requirements for an inter vivos charitable lead annuity trust providing for annuity payments payable to one or more charitable beneficiaries.  Rev. Proc. 2007-46 contains sample language for a testamentary CLAT.

Sample provisions are provided for both a grantor CLAT and a non-grantor CLAT.  The Revenue Procedure states that if a trust (1) is substantially similar to the sample form or properly integrates one or more alternative provisions into a document substantially similar to the sample form, (2) is a valid trust under state law, and (3) operates in a manner consistent with the terms of the instrument, and if “all other deductibility requirements are satisfied,” the value of the charitable lead interest will be deductible for gift and or estate tax purposes and payments of the annuity amount from a non-grantor trust will be deductible for income tax purposes under Section 642.  Although the sample forms provide for an outright distribution when the charitable lead interest terminates, the rulings state that an alternative disposition of the trust assets on termination will qualify if the trust satisfies all of the preceding requirements.

The basic sample forms include the power of the trustee, acting alone, to amend the trust for the sole purposes of ensuring that the annuity interest passing to the charitable beneficiaries is a guaranteed  annuity interest for gift and estate tax purposes and, in the case of non-grantor trust, is deductible under Code Section 642(c).  The sample form permits the donor to be an individual or a husband and a wife.  If the term of the charitable interest is someone’s life, rather than a term of years, the measuring life must be the life of the donor, the donor’s spouse, or an individual who, with respect to all remainder beneficiaries (other than a charitable organization) is either a lineal ancestor or the spouse of a lineal ancestor of those beneficiaries.  Prepayment, or commutation of the charitable lead interest, is prohibited.  This rule differs from the rules that govern charitable remainder trusts.  

The annotations to the form include a statement that the annuity amount can be initially stated as either a fixed dollar amount, or a fixed percentage of the trust assets, and then may increase during the annuity period, provided that the annuity amount is ascertainable at the time the trust is funded.  Annuity payments may be made in cash or in kind, but distributions in kind of appreciated property to satisfy an annuity obligation will give rise to capital gain.  Under Rev. Rul. 83-75, 1983-1 C.B. 114, the trust will be allowed a deduction under Code Section 642(c) for capital gains that are distributed in satisfaction of an annuity payment.

The grantor version of the charitable lead annuity trust is income-tax “defective” on account of a Section 675(4) power to substitute assets, but the sample form vests this power not in the grantor, but in an individual other than the donor, the trustee, or a disqualified person as defined in Code Section 4946(a)(1).  The annotation to this provision states as follows:

The donor of a CLAT may claim an income tax charitable deduction under § 170(a) if the donor is treated as the owner of the entire CLAT under the provisions of subpart E, part I, subchapter J, chapter 1, subtitle A of the Code.  Paragraph 11, Retained Powers and Interests, of the sample trust in section 7 creates a grantor CLAT through the use of a power to substitute trust assets under   § 675(4) that is held by a person other than the donor, the trustee, or a disqualified person as defined in § 4946(a)(1), and is exercisable only in a nonfiduciary capacity.  The circumstances surrounding the administration of a CLAT will determine whether a § 675(4) substitution power is exercised in a fiduciary or non-fiduciary capacity.  This is a question of fact.  Note, that the exercise of a § 675(4) power may result in an act of self-dealing under § 4941.

The Revenue Procedure specifically permits the trust instrument to use provisions other than § 675(4) to create a grantor trust, but recommends that practitioners should “exercise caution when choosing a particular power or provision because certain methods of creating a grantor trust may have unforeseen tax consequences.”

The Revenue Procedure does not contain an “ordering rule” with respect to payment of the annuity amounts and the Service remains opposed to an attempt to include one.  Letter Ruling 200648025 provided that an ordering rule that would allocate ordinary taxable income (including short-term capital gains) first, other capital gains second, unrelated business income third, tax exempt income fourth, and principal fifth would not be given effect for federal income tax purposes “because the ordering provision has no economic effect on the distributions independent of tax consequences.”  The ruling states that the payment of the annuity to charity will consist of the same proportion of each class of the items of income that the total of each class bears to the total of all classes.  Note also that under the 2008 Priority Guidance Plan discussed above, the Service expects to issue guidance on ordering rules under Section 642(c).  The Service’s aversion to the ordering procedure can be partially overcome by an in-kind distribution of appreciated property in satisfaction of the charitable payment from a non-grantor trust.  The capital gain will be realized, and the trust will be able to claim a 642(c) deduction for the payment.
Reformation of Split-Interest Trust.  PLR 200726005 concerned the reformation of a charitable trust.  On the death of the decedent, the residue of the decedent’s estate passed to a trust that provided for an annuity payment of $x to an individual for the lesser of 5 years of her life.  At her death the trust assets would pass to charity.  Although the ruling did not expressly state this, it appeared that the reason that the trust did not qualify as a charitable remainder trust under Section 664 was that the annuity of $x was less than 5% of the initial fair market value of the assets of the trust.


The proposed reformation would direct the trustee to pay out an annuity equal to 5% of the initial fair market value of the assets.  The annuity would be paid in part to the individual, and in part to three charitable organizations.  The Service ruled that the reformation would be permitted, provided that the trust constituted a valid trust under state law, otherwise met the requirements of Code Sections 664(d)(1)(A)-(D), and provided that all taxes and expenses payable by the estate were paid out of the residue prior to the funding of the trust.

Early Termination of Charitable Remainder Trusts.  A number of rulings concerned the early termination of a charitable remainder trust, either by commutation or the sale of the income 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.  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 charitable organization avoids self dealing under Treas. Reg. § 53.4946-1(a)(8).

The income tax consequences of an early termination are governed by Code Section 1001(e).  First, a termination payment is not considered a regular annuity trust or unitrust payment under Code Section 664 and therefore the “tier” rules do not apply to the payment.  Code Section 1001(e)(1) provides that in determining gain or loss from the sale or other disposition of a term interest in property, that portion of the adjusted basis of such interest which is determined pursuant to Section 1014, 1015, or 1041 (to the extent that such adjusted basis is a portion of the entire adjusted basis of the property) shall be disregarded.

Code Section 1001(e)(3) in turn provides that paragraph (1) shall not apply to a sale or other disposition which is a part of a transaction in which the entire interest in property is transferred to any person or persons.  A commutation, however, is treated as a deemed sale in which the entire interest is not disposed of to a third party.  See Treas. Reg. §1.1001-1 (f) (3), which provides as follows:

Paragraph (1) of Section 1001 (e) and subparagraph (1) of this paragraph shall not apply to a sale or other disposition of a term interest in property as a part of a single transaction in which the entire interest in the property is transferred from a third person or to two or more other persons, including persons who acquire such interest as joint tenants, tenants by the entirety, or tenants in common.  See 1.1014-5 for computation of gain or loss upon such sale or other disposition where the property has been acquired from a decedent or by gift or transfer in trust.  For examples illustrating the application of this paragraph, see paragraph (c) of 1.1014-5.

Therefore, when an early termination occurs by commutation or sale to the charitable remainder interest, the income beneficiary is deemed to have sold his interest.  The amount realized is the value received (the actuarial value of the interest) and the basis of the term interest is zero.  The entire proceeds represent long-term capital gain.  See PLRs 200725044; 200727013; 200733014; and 200739004.

Split Interest Trust (Galloway v. United States, 492 F. 3d 219 (3rd Cir. 2007)). James D. Galloway (the “Decedent”) expressed his estate plan through a revocable living trust.  He amended the trust several times.  When he died the trust became irrevocable, and was held for the collective benefit of two individuals (his son and granddaughter) and two charitable organizations.  Each of the four beneficiaries was to receive an equal one quarter distribution from the trust.  However, the distribution was not outright.  Rather, the property was retained in trust, with each beneficiary to receive half of its one-quarter share on January 1, 2006, and the other half 10 years later, on January 1, 2016.  If an individual died prior to the distribution, his or her share would proportionally increase the shares of the others.  Thus, the charitable organizations enjoyed the certainty of receiving at a minimum their one-quarter shares, subject, of course, to market fluctuations during before distribution.

The estate claimed a federal estate tax charitable deduction for the actuarial value of the charitable interest.  On audit, the Service disallowed the deduction, on the basis that the trust was a “split interest” trust and under Code Section 2055(e)(2) the trust did not qualify as a charitable remainder trust or a pooled income fund.  The trust paid the additional tax assessed by the Service and filed a refund suit in District Court for the Western District of Pennsylvania.  The parties filed cross motions for summary judgment, and the District Court granted the motion filed by the government.  The taxpayer appealed to the Third Circuit.

The taxpayer argued that the language of Code Section 2055(e)(2) is inherently ambiguous because the term “split interest” trust is not properly defined in the Code.  Under Code Section 2055(e)(2) a charitable gift will be disallowed if charitable and non-charitable beneficiaries have an interest in the “same property,” unless the trust is a charitable trust under Code Section 664 or a pooled income fund.  A typical life estate/remainder arrangement clearly would involve multiple beneficiaries having an interest in the same property.  Here, however, the individual and charitable beneficiaries did not hold life estate/remainder interests; each was entitled to a separate portion of the trust.  In short, the division here was vertical rather than horizontal.  The taxpayer argued that this was not a true “split interest” trust under the statute (i.e., the respective interests were not in the “same property”) and therefore the Court was required to examine the legislative history of the Tax Reform Act of 1969 to determine whether these types of arrangements were intended to be prohibited.

The Third Circuit affirmed the trial court’s order granting summary judgment to the government.  The Court rejected the taxpayer’s argument that the “same property” reference in the statute was limited to life estate/remainder arrangements:

The trust divides a single property between charitable and non-charitable beneficiaries, falling directly within the language of   § 2055(e).  The trust documents create a single trust, the James D. Galloway Revocable Living Trust.  Article III, which delineates the powers of the trustee, refers to the Trust in the singular, as does each of the three amendments to the Trust.  The Trust property remains single and undivided until the two distributions in 2006 and 2016.  In short, two charitable and two non-charitable beneficiaries have interests in the same property – the Trust – bringing the Trust within the meaning of § 2055(e).  Therefore, the IRS properly disallowed the deduction.

The Third Circuit conceded that the legislative history suggests that Congress was concerned mainly about life estate/remainder arrangements; however, the statute, as enacted, did not make this distinction.  The Court would not resort to legislative history to “muddy the waters of an otherwise clear statute.”  This was so even though the Court conceded that in this case there was little chance of abuse, since the charitable and non-charitable beneficiaries would equally share in the risk of loss and the benefit of good investing.

Reformation of Defective Split Interest Trust.  Estate of Tamulis, T.C. Memo 2006-183 (2006) concerned a split-interest trust that by its terms did not qualify for the charitable deduction. The estate attempted to claim a deduction based on attempts to amend the trust and also based on the administration of a trust as if it were a proper split interest trust. 

Anthony J. Tamulis died on November 23, 2000.  His estate plan created a trust which had multiple beneficiaries.  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.

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.  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 statute 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 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. 

MISCELLANEOUS

Reciprocal Trust Doctrine.  PLR 200748008 concerned the possible application of the reciprocal trust doctrine in a situation where an irrevocable trust was terminated by distributing its assets to another irrevocable trust.  In this case, the settlors, husband and wife, created a trust (“Old Trust”) under which three sons and a daughter were the primary beneficiaries.  The three sons were also the trustees.  Some time later husband and wife created a second trust (“New Trust”) for the benefit of the three sons and daughter.  The trustee of New Trust was a corporate institution.  The co-trustees of Old Trust proposed to terminate it by distributing its assets to New Trust.  They requested a ruling that the reciprocal trust doctrine would not apply, that the beneficiaries did not hold general powers of appointment, that the transfer would not be a taxable gift, and that there would be no GST tax imposed on account of the transfer.

In ruling that the reciprocal trust doctrine would not apply, the Service stated:

In United States v. Estate of Grace, 395 U.S. 316, 324, 89 S. Ct. 1730, 23 L. Ed. 2d 332 (1969), the U.S. Supreme Court held that where donors create reciprocal trusts which do not change the economic position of each donor with respect to the property, while avoiding the literal terms of the predecessor to § 2036(a)(1), the trust will be includible in that donor's gross estate at death. In Grace, the donor created a trust providing for payment of income to his spouse for her life and payment of principal at the discretion of the trustees. The spouse was granted a testamentary special power to appoint the property to the donor and their children. Shortly thereafter, the spouse created a virtually identical trust naming the donor as life beneficiary. The Court held that the trusts were interrelated since they were substantially identical and were part of a single transaction designed by the donor. The transfers left each party in the same effective economic position as if they had created trusts naming themselves as life beneficiaries. The Court stated that, "application of the reciprocal trust doctrine is not dependent on a finding that each trust was created as a quid pro quo for the other." Estate of Grace, supra at 324. See also Lehman v. Commissioner, 109 F.2d 99 (2d Cir. 1940), cert. denied, 310 U.S. 637, 60 S. Ct. 1080, 84 L. Ed. 1406 (1940).

In Estate of Bischoff v. Commissioner, 69 T.C. 32 (1977), the Tax Court held that the Supreme Court's decision in Grace did not limit the application of the reciprocal trust doctrine to situations where there exists the crossing of substantial economic interests, and held that the doctrine also applies to the crossing of powers. In Bischoff, each spouse, within a very short time period, created identical trusts for their grandchildren, naming each other as trustee. The court uncrossed the trust powers and held that the value of the property held in the trust created by each spouse was includible in his or her respective gross estate under § 2036(a)(2) and § 2038 (a)(1). Contra, Estate of Green v. United States, 68 F.3d 151 (6th Cir. 1995) (settler/trustee retained fiduciary powers to reinvest income and to time income and corpus distributions did not constitute retained economic benefit).

Generally, the reciprocal trust doctrine applies to a situation in which X and Y each establish a trust. X creates X Trust to benefit Y and Y's children; Y creates Y Trust to benefit X and X's children. Even though X and Y have not retained a life interest in the trust each established, X and Y are still in the same economic position as if they had created trusts naming themselves as life beneficiaries. The courts have applied the reciprocal trust doctrine to this situation. This doctrine is also applied where the settlors hold trustee powers. See Bischoff.

The instant case is distinguishable from these situations. In this case, the Settlors established one trust, Old Trust, for the benefit of their issue. Settlors did not retain any life interest in Old Trust. Accordingly, the situation in Grace is not present. Further, the Settlors do not hold trustee powers in Old Trust. Accordingly, the situation in Bischoff is not present. The reciprocal trust doctrine applies under §§ 2036 and 2038. In order for those sections to apply, the transferors, in this case, the Settlors, would have had to retain some interest in Old Trust. In this case, the Settlors did not retain any interest in Old Trust as Settlors or trustees, with or without application of the reciprocal trust doctrine. Therefore, based on the facts submitted and the representations made, we conclude that the reciprocal trust doctrine does not apply to Old Trust.

The ruling comes close, but does not expressly hold, that the reciprocal trust doctrine cannot apply outside of Sections 2036 and 2038.

Grantor Trusts and Transfer for Value Rule.  Rev. Rul. 2007-13, 2007-11 IRB 684 concerns the application of the transfer for value rule of Code Section 101 to grantor trusts.  Code Section 101(a)(1) generally excludes death proceeds payable on a life insurance policy from gross income.  Section 101(a)(2) provides an exception to this exclusion if the policy was transferred for a valuable consideration.  There are, in turn, exceptions to the exception, including a transfer for a valuable consideration to the insured.  See Code Section 101(a)(2)(B).

The Revenue Ruling posed two factual situations.  In situation one, Trust # 1 transfers cash to Trust # 2 in exchange for a policy of life insurance owned by Trust # 2 on the grantor’s life.  In this situation, both trusts are grantor trusts.  The ruling states that the transfer for value rule does not apply, because no transfer for federal income tax purposes has taken place:  the grantor is treated as the owner of the assets of both trusts both before and after each transfer.

In situation two, Trust # 1 is a grantor trust, but Trust # 2 is not.  In this situation there is a transfer for income tax purposes, but because after the transfer the grantor is considered the owner of the policy held by Trust #1, the exception of 101(a)(2)(B), for transfers to the insured, applies. Thus there is no transfer for value within the meaning of Section 101.

Passive Activity Loss Rules
Activities of Trustee’s Agent Not Material Participation.  TAM 200733023 concerned whether for purposes of the Section 469 passive activity loss limitations, a trust could satisfy the material participation requirements through the activities of agents.  In this situation the trustee appointed “special trustees” with whom it entered into a contractual relationship with the intent that the activities of the special trustees would satisfy the material participation requirements.  

The Service did not believe that the “special trustees” were fiduciaries for purposes of Section 469, especially since the principal trustees retained final decision making authority.  The Service ruled that the “sole means” for the trust to establish material participation is if its fiduciaries are involved in the operations of the business on a regular, continuous and substantial basis.  The Service declined to follow Matttie K. Carter Trust v. United States, 256 F.Supp. 536 (N.D. Tex. 2003), which held that the activities of the trust’s employees should be included in determining whether the trust’s participation is regular, continuous and substantial.  

Death of QSST Beneficiary.  In this year’s Question & Answer session at the Miami Institute, a question was asked if the death of a beneficiary of a QSST would cause suspended losses to become available.  The answer was no, because the death of the QSST beneficiary is not a taxable event that would cause suspended losses to be taken.

GRATS

The Service has issued proposed regulations dealing the inclusion of annuity and unitrust interests under the Code.  Under the proposed regulations, annuity and unitrust interests will be includible under Code Section 2036, not under Code Section 2039.  The Service continues to believe that either Code Section could govern includibility, but has published the proposed regulations “in the interest of ensuring similar tax treatment for similarly situated taxpayers.”  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.  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 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).

The proposed regulations contain the following example.

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 at the end of each month in twelve equal installments. At the expiration of the term of years or on D’s earlier death, the remainder is to be distributed to C, D’s child. No additional contributions were made to the trust after D’s transfer at the creation of the trust. D dies prior to the expiration of the ten-year term. On the date of D’s death, the value of the trust assets was $300,000 and the section 7520 interest rate was 6 percent. D’s executor did 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. 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). Under the facts presented, the IRS will not seek (and the estate will not be permitted) to include under section 2039 any amount in D’s gross estate by reason of this retained annuity. See §20.2039–1(e).

The Proposed Regulations do not mention the effect of Section 2207B, which would allow tax reimbursement from property includible in the gross estate as a retained interest.  The draftsperson should consider whether this provision should be waived with respect to a GRAT interest that is includible in the gross estate.  The Proposed Regulations also do not discuss whether there should be an offset for the value of the retained interest under Section 2043, due to inclusion of the property under Section 2036.

SECTION 6166 INTEREST AND HUBERT REGULATIONS.
Interest imposed on deferred tax under Section 6166 is not allowed as an estate tax deduction or as an income tax deduction.  See Code Section 2053(c)(1)(D) (estate tax) and Section 163(k) (income tax).  Rather, Section 6166 interest is imposed at special rates which in effect recognize the effect of a deduction.  The interest on the tax attributable to the “2% Portion” is imposed at a 2% rate, and the tax imposed on the remaining Section 6166 interest is imposed at 45% of the Section 6601(a) rate.
If tax is deferred under Section 6166, when there is a charitable or marital deduction involved, must the charitable or marital deduction be reduced on account of the interest that is paid?  

The regulations under Section 2055 and 2056 that divide estate administration expenses into “estate management expenses” and “estate transmission expenses” characterize interest as an estate management expense.  In general, an estate management expense will not cause the marital or charitable deduction to be reduced.  There are two exceptions to this general rule:

1. If the estate management expense that is attributable to the marital or charitable share is deducted under Section 2053, then the allowable marital or charitable deduction must be reduced by the amount of such 2053 deduction.  As previously stated, since this exception cannot apply to Section 6166 interest because it cannot be deducted under Section 2053.

2. If the estate management expense is not attributable to the marital or charitable share, then any estate management expense that is charged to the marital or charitable share must reduce the deduction.  

When there is a charitable deduction involved in an estate transfer that will involve tax payment and deferral under Section 6166, the Recent Developments material at the 2008 Miami Institute recommends an approach which provides a pecuniary gift that qualifies for the charitable deduction, with the residue passing to descendants, and all expenses and taxes, including interest, being paid from the residue.  This scheme avoids the argument that the charitable deduction must be reduced on account of the payment of Section 6166 interest from the residue (since no part of the interest is chargeable to the charitable share) and allows all appreciation during the Section 6166 period of deferral to accrue to the benefit of the family.  Further, the Recent Developments material believes that under Reg. Section 20.2056(b)-4(d)(5), Example 7, if the state does not require interest to be paid on an outright bequest, failure to pay interest should not result in a reduction of the charitable deduction.  In states that require interest, the Recent Developments material suggests that a direction to pay a lower amount of interest than may be required under state law similarly should not cause a reduction in the charitable deduction.
POSTHUMOUSLY CONCEIVED CHILDREN

In the Matter of Martin B, a New York case, portends what may be a less-than-rare issue in trust law in the coming years.  The grantor established a series of family trusts for his descendants in 1969.  One of his sons, James, died in 2001.  James was married but had no children.  Before he died, James donated his semen to a laboratory with instructions that it by cryopreserved and that after his death it would be subject to the direction of his widow.  Three years after James died, the widow underwent in vitro fertilization and subsequently gave birth to a son.  Two years later, after undergoing the same procedure, she gave birth to a second son.  Were these children, who were not only born but conceived after the death of their father, considered descendants under the terms of the trusts?  One trust was governed by New York law and the other by District of Columbia law.  Both states provided that posthumously born children were to be treated as any others, but the Court conceded that the state law was enacted at a time when no one was contemplating the idea of posthumously conceived children.  After reviewing the laws of several states that have tried to deal with this issue, the New York court turned its attention to the trust instruments in question:

Finally, we turn to the instruments presently before the court.  Although it cannot be said that in 1969 the Grantor contemplated that his "issue" or "descendants" would include children who were conceived after his son's death, the absence of specific intent should not necessarily preclude a determination that such children are members of the class of issue.  Indeed, it is noted that the Restatement of Property suggests that "[u]nless the language or circumstances indicate that the transferor had a different intention, a child of assisted reproduction [be] treated for class-gift purposes as a child of a person who consented to function as a parent to the child and who functioned in that capacity or was prevented from doing so by an event such as death or incapacity"  (Restatement [Third] of Property [Wills and Other Donative Transfers] 14.8 [Tentative Draft No. 4 204]).

The rationale of the Restatement, Matter of Anonymous and section 73 of the Domestic Relations Law should be applied here, namely, if an individual considers a child to be his or her own, society through its laws should do so as well.  It is noted that a similar rationale was endorsed by our State's highest court with respect to the beneficial interests of adopted children (Matter of Park, 15 N.Y.2d 413, 207 N.E.2d 859, 260 N.Y.S.2d 169).  Accordingly, in the instant case, these post-conceived infants should be treated as part of their father's family for all purposes.  Simply put, where a governing instrument is silent, children born of this new biotechnology with the consent of their parent are entitled to the same rights "for all purposes as those of a natural child" (id., at 418).

Although James probably assumed that any children born as a result of the use of his preserved semen would share in his family's trusts, his intention is not controlling here.  For purposes of determining the beneficiaries of these trusts, the controlling factor is the Grantor's intent as gleaned from a reading of the trust agreements (see, Matter of Fabbri, 2 N.Y.2d 236, 140 N.E.2d 269, 159 N.Y.S.2d 184; Matter of Larkin, 9 N.Y.2d 88, 172 N.E.2d 555, 211 N.Y.S.2d 175; Jewell v Graham, 24 F.2d 257, 57 App D.C. 391; O'Connell v Riggs National Bank, 475 A.2d 405).  Such instruments provide that, upon the death of the Grantor's wife, the trust fund would benefit his sons and their families equally.  In view of such overall dispositive scheme, a sympathetic reading of these instruments warrants the conclusion that the Grantor intended all members of his bloodline to receive their share.

QUESTIONS AND ANSWERS AT MIAMI INSTITUTE
The following are some of the interesting comments to questions posed to the Q & A panel at this year’s Miami Institute:

Prohibited Addition to CRUT.  The tax laws permit additional contributions to be made to a CRUT, but suppose the CRUT document, for some reason, prohibits such contributions.  Is it OK to make them?  There is no guidance on this, but it was thought even if the consent of everyone involved was obtained, it is not wise to contravene the express provisions of the document.  Better to create a new CRUT for the additional contribution.
Timing of Claim for Refund.  Suppose an estate believed that an asset was incorrectly valued, and would like to file a claim for refund after having received a closing letter.  It does not want the IRS to be able to conduct a general audit with respect to the estate’s other assets.  The recommendation is for the executor to file a timely claim for refund shortly before the statute of limitations runs.  As long as the claim for refund is timely filed, it is unlikely that the Service would be able to act on it before the expiration of the statute of limitations.  The IRS, however, would have two possible remedies to this situation (assuming it agrees that the asset was overvalued).  The first is that although the estate cannot be reopened, the IRS could claim that other assets were incorrectly undervalued and then offset the refund (but not collect additional taxes).with tax on assets that it believes were undervalued.  The second is that the Service could assert transferee liability against the transferees of the estate assets.  Under Code Section 6901, the period for assessment against an initial transferee expires 1 year after the period of assessment expires for the transferor.  Note, however, that if the estate can delay the distribution to the beneficiaries until after the 3-year statute has run, there can be no transferee liability.  Beneficiaries of a decedent's estate cannot be liable as transferees when estate assets were distributed to the beneficiaries after the period for assessing deficiency against the estate had expired. Illinois Masonic Home v Commissioner, 93 TC 145 (1989).
Adequate Disclosure Without Appraisal.  If the taxpayer files a gift tax return without an appraisal, and instead attaches an Excel spreadsheet showing how the final value of the gift was arrived at, including the disclosure that discounts were taken, will this be sufficient to begin the running of the statute of limitations under Section 6501?  The answer may be “yes,” provided that the information that is presented in the return corresponds to what is required under the regulations when a proper appraisal is not included.  The regulations require the following information regarding the method of valuation:
. . . .a detailed description of the method used to determine the fair market value of property transferred, including any financial data (for example, balance sheets, etc. with explanations of any adjustments) that were utilized in determining the value of the interest, any restrictions on the transferred property that were considered in determining the fair market value of the property, and a description of any discounts, such as discounts for blockage, minority or fractional interests, and lack of marketability, claimed in valuing the property. In the case of a transfer of an interest that is actively traded on an established exchange, such as the New York Stock Exchange, the American Stock Exchange, the NASDAQ National Market, or a regional exchange in which quotations are published on a daily basis, including recognized foreign exchanges, recitation of the exchange where the interest is listed, the CUSIP number of the security, and the mean between the highest and lowest quoted selling prices on the applicable valuation date will satisfy all of the requirements of this paragraph (f)(2)(iv). In the case of the transfer of an interest in an entity (for example, a corporation or partnership) that is not actively traded, a description must be provided of any discount claimed in valuing the interests in the entity or any assets owned by such entity. In addition, if the value of the entity or of the interests in the entity is properly determined based on the net value of the assets held by the entity, a statement must be provided regarding the fair market value of 100 percent of the entity (determined without regard to any discounts in valuing the entity or any assets owned by the entity), the pro rata portion of the entity subject to the transfer, and the fair market value of the transferred interest as reported on the return. If 100 percent of the value of the entity is not disclosed, the taxpayer bears the burden of demonstrating that the fair market value of the entity is properly determined by a method other than a method based on the net value of the assets held by the entity. If the entity that is the subject of the transfer owns an interest in another non-actively traded entity (either directly or through ownership of an entity), the information required in this paragraph (f)(2)(iv) must be provided for each entity if the information is relevant and material in determining the value of the interest;

Carried Interests and Section 2701.  Many hedge fund managers own general partner interests in the hedge fund and also enjoy a so-called “carried interest,” whereby a percentage of the profits of the fund, above a certain benchmark, are awarded to the manager for superior investment performance.  In the start-up period of the fund, the carried interest may have limited value, but with enormous upside.  The manager may wish to gift the interest or sell it to a grantor trust.  Caution should be exercised in these situations to make sure that the transaction is not subject to Code Section 2701.

Spouse Residing in U.S. Possession.  The estate tax is imposed on U.S. citizens and residents of the United States.  Code Section 2209 provides that if a U.S. citizen is residing in a U.S. Possession, and the person is considered a U.S. citizen solely because of his or her status as a citizen of the possession or his or her birth or residence within such possession, then for purposes of the estate tax such person will be considered a non-resident who is not a citizen of the United States.  Suppose then, that U.S. citizen “A” marries a person “B” who is a resident of a U.S. Possession, and they live in the United States.  The U.S. citizen “A” dies and leaves his entire estate to B.  There is no estate tax due to the unlimited marital deduction; nor is there a need for a QDOT since B is also a U.S. citizen.  B then moves back to the U.S. Possession with all of the assets, where B will not be subject to the U.S. estate tax.
SELECTED ILLINOIS DEVELOPMENTS

Public Act 94-938 amended Section 2-9 and Section 3-4(b) of the Illinois Power of Attorney Act to clarify the duty of the agent with regard to Totten Trusts, Payable on Death Accounts and similar trust arrangements.  Section 2-9 imposes a duty on the agent to take the principal’s estate plan into account as far as it is known to the agent and to attempt to preserve the plan.  Section 3-4(b) is the statutory power governing financial institution transactions.

Under Section 2-9, the agent’s general duty to take into account the principal’s estate plan and attempt to preserve it is modified by the addition of the following language at the end of the Section:

This Section shall not apply to any Totten Trust, Payable on Death Account, or comparable trust account arrangement where the terms of such trust are contained entirely on the financial institution's signature card insofar as an agent acting under a power of attorney executed in accordance with this Act shall be permitted to withdraw income or principal from such account if the power of attorney grants the agent authority to conduct financial institution transactions on the principal's behalf and the agent's authority to access such account is not expressly limited or withheld in the agency.

Section 3-4(b), in turn, is modified by the addition of the following language at the end of the paragraph:

This authorization shall also apply to any Totten Trust, Payable on Death Account, or comparable trust account arrangement where the terms of such trust are contained entirely on the financial institution's signature card, insofar as an agent shall be permitted to withdraw income or principal from such account, unless this authorization is expressly limited or withheld under paragraph 2 of the form prescribed under Section 3-3. This authorization shall not apply to accounts titled in the name of any trust subject to the provisions of the Trusts and Trustees Act, for which specific reference to the trust and a specific grant of authority to the agent to withdraw income or principal from such trust is required pursuant to Section 2-9 of the Illinois Power of Attorney Act and subsection (n) of this Section.

The changes became effective as of January 1, 2007
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.

Public Act 95-0315, effective as of January 1, 2008, increases the statutory custodial claim of Section 18-1 of the Probate Act to the following amounts (prior amounts are interlined):

100% Disability:

$100,000
$180,000

75%  Disability:

$ 75,000
$135,000

50%  Disability:

$ 50,000
$ 90,000

25%  Disability:

$ 25,000
$ 45,000


However, the Act also permits the foregoing amounts to be reduced.  The following language was added to Section 18-1:

Notwithstanding the statutory claim amounts stated in this Section, a court may reduce an amount to the extent that the living arrangements were intended to and did in fact also provide a physical or financial benefit to the claimant. The factors a court may consider in determining whether to reduce a statutory custodial claim amount may include but are not limited to: (i) the free or low cost of housing provided to the claimant; (ii) the alleviation of the need for the claimant to be employed full time; (iii) any financial benefit provided to the claimant; (iv) the personal care received by the claimant from the decedent or others; and (v) the proximity of the care provided by the claimant to the decedent to the time of the decedent's death.

Sathoff v. Sutterer, 373 Ill. App. 3d 795, 869 N.E. 2d 354 (Fifth District, 2007).

In 1981 property was conveyed to Roger, Paul and Melba as joint tenants with right of survivorship.  Paul and Melba were husband and wife.  Fifteen years later, in 1996, Paul and Melba deeded their interests in the property to themselves as joint tenants with right of survivorship.  Paul died first, then Melba died.  Roger claimed that he was now the owner of the entire property.  Melba’s executor claimed that Roger owned an undivided 1/3 interest as tenant in common, and the Melba’s estate owned an undivided two-thirds interest as tenant in common.

At the common law, a survivorship joint tenancy interest employed the fiction that the owners simultaneously owned the whole of the property.  Thus, on the death of a joint tenant, there was no property that “passed” to the survivors, for they already owned the entire interest.  In order to properly create a joint tenancy, the conveyance needed to confer on the joint owners four “unities” – time, title, possession and interest.  If this matter were decided under the common law, the 1981 conveyance would have created a valid joint tenancy because all the unities were then present.  Further, a joint tenant may destroy these unities – that is, sever the joint tenancy – at any time by conveying his or her interest to a third party.  Once any one of the four unities is destroyed, the right of survivorship is extinguished and the remaining tenants hold the property as tenants in common with the third party.

At the common law, a person could not create a joint tenancy by conveyance to himself.  This is because one of the unities – time – requires that the all of the owners acquire their interests at the same time.  Under the common law, an owner wishing to create a joint tenancy in himself would first have to deed to a third party “straw man” so that the deed back would create the four unities.  Section 1b of the Joint Tenancy Act (765 ILCS 1005/1b) has changed some of the common law rules regarding the creation of joint tenancies, by allowing a joint tenancy to be created “notwithstanding the fact that the grantor is or the grantors are also named as a grantee or as grantees in said instrument of grant or conveyance.”

Roger filed a quiet title action in the trial court, arguing that the Joint Tenancy Act allows an existing owner to be “a grantee” but does not allow the owner to be the sole grantee.  Thus, according to Roger, Paul and Mabel’s attempt to create a joint tenancy by conveyance to themselves as sole grantees failed, and the parties continued to own the property in joint tenancy.  The trial court granted a motion to dismiss Roger’s action and entered judgment for the estate; Roger appealed.

The Fifth District affirmed the trial court, observing that the change to the common law effected by the Joint Tenancy Act means that the courts are to adopt a more liberal and practical view of these types of transactions.  The Court agreed with the trial court that the 1996 deed was an effective severance of the existing joint tenancy and also created a joint tenancy in Paul and Melba as to an undivided two-thirds interests in the land.  Roger continued to own his undivided one-third interest as tenant in common.

In re Estate of Phelan, 375 Ill. App. 3d 875, 874 N.E. 2d 185 (First District, 2007).

Phelan was married several times.  He established an irrevocable insurance trust to provide for his children, including the adult daughters of prior marriages.  He later instructed his attorney to prepare a revocable trust and pour-over will to provide for the minor children of his current marriage.  The evidence clearly indicated that the revocable trust and will were signed on the same day, but that that the will was signed first and the trust second.

The irrevocable insurance trust provided that if he died within three years of transferring insurance policies to the trust, then the corpus of the trust would pass to the personal representative of his probate estate.  Phelan died within three years of transferring policies to the trust, and therefore the proceeds of the insurance was paid to his executor, thereby effectively disinheriting his adult daughters.  One of the daughters brought an action (1) seeking reformation of the insurance trust and the revocable trust, and (2) seeking to hold the pour-over bequest to the revocable trust ineffective because the trust, being executed after the will, was not “in existence” for purposes of the doctrine of incorporation by reference.

At the close of the plaintiff’s case, the trial court directed a verdict in favor of the executor, finding that there could be no reformation of either the irrevocable insurance trust or the revocable trust.  The trial court also found that the revocable trust was not “in existence” when the will was executed, and therefore the residuary pour-over bequest failed, resulting in intestacy.  The adult daughter appealed the dismissal of the reformation actions, and the executor appealed the trial court’s ruling as to the residuary pour-over.

The First District affirmed the dismissal of the reformation actions.  As to the irrevocable insurance trust, the First District affirmed the trial court’s finding that there can be no reformation of a trust that has no corpus.  As to the revocable trust, the First District agreed with the trial court that there was no “mistake” that warranted a reformation of the document.  The daughter had argued that the revocable trust was signed only because Phelan thought that he had provided for his adult daughters in the irrevocable trust.  The evidence indicated that Phelan knew when he signed the revocable trust that the adult daughters would not be provided for if the insurance trust failed, and the plaintiff did not present any evidence to show otherwise.
The Court then reversed the trial court on the issue of the residuary pour-over.  It rejected the argument that in order for a trust to be incorporated by reference into the terms of a will, the trust must first be validly created to be “in existence.”  The Court found that the case did not turn on “the perceived statutory requirement that a written trust must be signed to be valid.”  Rather, the case turned on the requirements of incorporation by reference, which only required the instrument to be in existence, regardless of whether it had been signed prior to the will.  The Court stated:
. . . . The test for determining whether an extrinsic document may be taken as part of the will has been settled since 1912 when Keeler was decided.  The test stems "'[f]rom the proposition that a will may be written upon different pieces of paper *** [so] that a will may by reference incorporate into itself, as completely as if copied in full, some other paper which in itself is not a will for lack of execution.'"  Keeler, 253 Ill. at 535, quoting W. Page, Page on Wills, §§162, 163, at 183 (1901).  The requirement that such a "paper" be in existence at the time of the execution of the will is also explained: "'If this were not the rule, testator could, by executing a will and incorporating therein a document to be executed in the future, create for himself a power to dispose of his property in a testamentary manner by an instrument not executed in accordance with the Statute  [*886]  of Wills.'"  Keeler, 253 Ill. at 536, quoting W. Page, Page on Wills, §§162, 163, at 184 (1901).  Based on this long-established authority, our inquiry is limited to whether the test for incorporation of an extrinsic document into a will has been met here. If so, then the extrinsic document, the Revocable Trust in this case, is incorporated into the will "as if copied in full."

The plaintiff's argument that the Revocable Trust was not "in existence" because it was not signed when the will was executed is premised upon her challenge to the Revocable Trust's validity as a trust.  Yet, no authority is presented for the contention that the validity of the trust must be established for it to be "in existence" for incorporation purposes, and our research has discovered none.  Why the phrase "in existence" should be construed to mean something beyond its ordinary common meaning is unstated by the plaintiff.  Certainly, the Revocable Trust had to be "in existence" in a literal sense before it could be signed.  Why the Revocable Trust's existence for incorporation purposes should only begin with the testator's signature is unclear; we can think of no good reason and the plaintiff has offered none.

The two testamentary documents were sent to the testator in a simultaneous manner; he treated each as part of his total estate plan; each was notarized by the same attorney on the same date, so that each, the Revocable Trust and the pourover will, was signed contemporaneously with each other.  Under these facts we find that the Revocable Trust was in existence at the time the pourover will was executed.  While the plaintiff contends that the two documents were not signed contemporaneously, she points to no evidence to the contrary.  Nor did the trial court find that the documents were not signed contemporaneously. The trial court relied only on the sequence of the signing, that the will was signed before the Revocable Trust was signed, as the basis for its ruling.  The law does not require the trust be signed before the will, where each is signed contemporaneously with the other, in order for the trust to be "in existence" for incorporation purposes.  See Eschmann v. Cawi, 357 Ill. 379, 382, 192 N.E. 226 (1934) (for incorporation purposes, "[i]t makes no difference that the instrument *** has been defectively executed and not attested, if the [will] itself has been executed and attested according to law and contains proper reference to the other instrument").  It was mere happenstance that the will was signed before the Revocable Trust.  Such happenstance is not enough to undo the estate plan Phelan so carefully devised to provide for his sons and wife where the long-established test for incorporation of an extrinsic writing into a will has been satisfied.  The test itself is a demanding one that must be satisfied completely in order to make out a case for incorporation.  See Clauson, 399 Ill. 403, 78 N.E.2d 203 (1948) (extrinsic document bore a later date than will); Bottrell v. Spengler, 343 Ill. 476, 175 N.E. 781 (1931) (no showing that deeds conveying real estate were intended to be part of will); Meskimen, 39 Ill. 2d at 417-18 (inter vivos trust independently significant so as not to be incorporated in will although referenced).  We are aware of no authority requiring that the requisites for incorporation of a trust in a will be expanded to include an examination as to the trust's validity, as the plaintiff urges, under the Trust Act.
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