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Introduction
Individuals in the “modest” wealth category face special hurdles in estate
planning, This article will assume that the “modest” wealth category includes individuals whose
net worth exceeds the amount of taxable gifts that may be protecied by the unified credit (ﬁ:g
 equivalent of $1,000,000 and herein referred fo as the “gift tax exemption”), but does not exceed
approximately $5 million.

- In general, people of modest wealth may not easily be able to afford to giveup - -
significant levels of their net worth during lifctimé to achieve estate planning goals. Hﬁwcvcr,
the lifetiﬁxe transfer of wealih is one of the most useful ways to reduce estate taxes. Unlike
individuals whose wealth is small enough that it most likely will be protec;,ted from tax by reason
of credits or exemptions (for 2006, for e'xample. the Federal estate tax exemption equivalent is
$2 million) or those whosc wealth is so large that an achievedl_lifestyie almost certainly will
continue regardless of how much is transferred during lifetime, individuals of modest wealth face
a real tension between opportunities to reduce taxes and protect assets from other claims which
may arise, on the one hand, and the need to preserve an adequate base of wealth to ensure the
maintenance of a current standard of living on the other. The advisor to these individuals should
carefully consider which p]énning steps are most appropriate and what level of transfers the
individua) reasonably can afford to make. Ccft;iiniy, different problems and potential solutions

- will arise fo.r each individual and the plan must be tailored to each person’s unique circumstancw

and goals. Nonetheless, such individuals need estate and financial planning as much as anyone
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else does, perhaps even more so. These individuals, in a real sense, cannot afford to “lose™ as
much of their wealth to taxes, professional fees, claims and costs of administration as more
wealthy people can. This article will focus on estate planning techniques which may be

particularly useful to individuals in the modest wealth category.

Assign Life Insurance and Other Non-Income Producing Assets

As noted above, a person of more modest wealth faces a tension between making
lifetime transfers of wealth which will reduce the taxes which will be imposed upon death and
his or her desire to maintain a chosen lifestyle. Nevertheless, many individuals even of
somewhat modest net worth consume their income but not their capital. This presents a planning
opportupity. However, giving away property while retaining the right o income usually does not
achieve any tax reduction or protection of assets from claims of creditors. See, e.g., LR.C.

§ 2036(a)(1); Restatement (3d) of Trusts, §§ 57 - 60; Stephanie J. Willbanks, Federal Taxation
of Wealth Transfers 241 (2004). On the other hand, many persons own assets that likely never
will produce income. A common example is a life insurance policy. Although life insurance in
certain circumstances can be made to bel an excellent income producing asset (where it has a cash

or investment component), most individuals do not “cash-in” on that feature of the policy.
Rather they allow the investment component to be maintained within the policy because most

policies are structured so that the investment component is constantly being substituted for an

ever-decreasing term insurance component.’ In such a case, an insurance policy may be an ideal

subject of a gift by the insured.”

! See “Some Advanced Considerations and Uses of Life Insurance in Estate Planning,” especislly Chart 3, The

Chase Review (Winter 1997).
% Eor a wealthier individual who is willing to make only a rather limited level of lifetime gifts, a gift of an asset

other than an insurance policy may be more appropriate for several reasans. First, often the policy lapses (e.g., is
..(continued)
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The pﬁrposcs for which t.he insurance is being maintained (such as to replace
'earningg lost upon the death of the insured, to pay a dehi which will become due or will be
payable upon the death of the insured, or to fund estate taxes) usually can be as readily achieved
if someone other than the insured owns the ‘poiicy. If the instred holds no “incident of
ownership” in the policy at or within three years of death, the procee&s should not be includible
in the insured’s estate for Federal estate tax purposes except to the .exte-:nt they are payable to the
‘estate of the insured. LR.C. §§ 2042, 2035(d)(2). However, if the insured doé_s hold any incident
of ownership at or within three years of deatﬁ, the proceeds--even if paid to someone other than
the insured’s estate -- may be subject to estate tax at rates of 50% or more, even if ihc total estate

does not exceed 35 million.

The most effective way to avoid having insurance proceeds included in the estété
of the insured is to have them acquired initially by someone qther than the insured (typicaily, a
trust). Alternately, if the. insured already holds an incident of ownershiﬁ (e.g., because he or she
currently owns the policy), it is generally most effective for the insured to assign :.111 incidents of
ownership to someéme else at least three years prior to death. ‘Usually, the simplest route is to
have the policy already owneﬂ or assigned to the individuals \;s/hom the insured wishes 1o benefit

from the proceeds, such as children or'grandchildren (or a trust for their benefit).

...{continued)

terminzated by failure to pay premiums) before the death of the insured. In such a case, there will be no reduction of
estate tax because the subject of the gift (i.e., the life insurance policy) will have lapsed prior to the death of the
insured donor. Second, as a general matter, it is preferable to give those assets which have the grestest potential for
growth. Many insurance policies are designed to crphasize preservation of value rather than high growth. These
are just two of many reasons why an asset other than a life insurance policy may be preferred subject of a gift by
an individual of more substantiai wealth, For a more detailed discussion of lifetime gifis of insurance policies and
other estate planning with insurance, see Jonathan G. Blattmachr, The Complete Guide to Wealth Preservation and
Estatc Plarning 545-621 (1999).
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A more effective strategy may be to sell life policies the insured owns to a trust
{hat would be excluded from his or her estaie. If the trust is a so-called “‘grantor trust” for
income tax purposes, if the insured’s death is not imminent and the policies are sold for their full '

fair market value, such a sale appears to avoid income tax recognition and the transfer-within-

the-three-years-of-death rule of LR.C. § 2035(a).’
' Having policies owned by one or more individuals may complicate matters in the
long run. That may occur, for example, when a child of the insufed who owns the policy dies
before the insured person. The child’é interest in the policy méyrpass to someone whom the
insured does not wish to own the policy, such as a former spouse of the predeceased é‘nild. The
solution to this problem is to have the policy owned by a trustee of a trust created by the insured.
If the ln.Jst is properly structured, the pb]i;y proceeds will be used for the purposes intended by
the insured and will not be included in his or her estate. Although there initially may be more
expense involved, trust ownership of the policy may be the more effective and, in the long run,
most efficient method to avoid estate taxes on the proceeds and to guarantee that the proceeds
will benefit only those selected by the insured. For example, trust ownership of the policy will

permit the use of a so-called “back-up” marital deduction provision. This provision will allow

the proceeds to qualify for the estatc tax marital deduction if the insured is survived by his or her

spouse and the proceeds are includible in insured’s estate (because, for example, the insured dies

within three years of assigning them).*

3 See, e.g., Mitchell M., Gans & Jonathan G. Blattmachr, "Life Insurance and Some Commeon 2035/2036 Problems:
A Suggested Remedy”, 139 Trusts & Estates 58 (May 2000). .

4 Usually, it will be best for the estate tax includible insurance proceeds to pass under the irrevocable life insurance
trust agreement into a trust which can qualify for the marital deduction, by clection under LR.C. § 2056(bX7), a3
qualified terminable interest property (QTIP). That way, the insured’s cxecutor can determine, by the election, how
much should be made to qualify for the marital deduction. See, generally, Jonathan G. Blattmachr & Georgisna J.

...(continued}
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On the other hand, it is appropriate to emphasize that unless the lif'e insurance is a
cash value policy that has been specifically acquired to fund estate taxes, it often lapses prior to
the death of the insured. If that occurs, the creation of the trust and the use of gift tax annual
exclusions with respect io the transfer of the policy to the trus; and payments of subsecjucnt
premiums would be “wasteful.” However, individuals of more modest wealth who have bomne
transaction costs of establishing such a trust may be vigilant in maintaiﬁing the policy so it does
not lapse. |

Arranging for another person or entity to own insurance almost certainly will
require the insured to make a taxable gift. Both the assignment of the ownership of 5 policy of
insurance to another and the payment of premiums on a policy owned by another conshtute grﬁs
for gift tax purposes As a general rule, these gifis can be made to qualify for the glﬂ tax annna]
exclusion if the policy is assigned to individuals or to a trust.’ Because many individuals of
modest wealth do not make si gnificant annual exclusion gifts because they feel they cannot
afford 10 give up ingome producing assets, contributions to a life insurance trust are an excellent
way of using annual exclusions if they will not be used other\_#ise.

Another category of assets ﬁhich may be apprc;pﬁate to give away under the
protection of the annual excilusion are ritems of tangible personal property that have sfgniﬁcsmt
intrinsic value and that the owner is willing to transfer before éeath., This may include, by way

of example, jewelry, works of art, antiques and collections. However, in order to remove the

{conhnued)
Slade "Building an Effective Llfe Insurance Trust,” 129 Trusis & Estates 29 (May 1990), In additicn, specul
considerations will arise if the surviving spouse is not a citizen of the United States, I.R.C. § 2056(d).
5 See “Building an Effective Life Insurance Trust,” supra note 4,
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items from the donor’s taxaﬁle estate, gifts need to be “complete” for estate tax pi.u'poses.6 For
example, the items should no longer be stored in the donor’s home or otherwise be under the
control of their former owner. Also, the new owner should acquire and pay for the insurance on |
those items. Certainly, if donor wants to continue to use certain objects (such as | ewary). the
donor should not given them away.

' Recreational real estate is another excellent example of the type of property which
could be the subject of a lifetime gift. Although the property may be 100 valuable to give away
al one time under the protqction of the annual exclusion under LR.C. § 2503, smaller gifts of
undivided interests in property can be made and, in fact, may be valued at a discount (i.e., the
value of the fractional interest is worth less than an aliquot share of tﬁe value of the whole).]
However, continued uée of the property should be consistent with the relative ownership of the
property. For example, if the original owner gives away an undivided 25% interest in the
property, the recipients of the 25% interest should pay for a quarter of the cost of malintaining the
property and should exercise ownership rights and use over a quarter of the property. In the case
of recreational property whéch constitutes a residence, use of a qualified personal residence trust

(discussed in more detail below) also should be considered.

Estate Building apnd Income Tax Sheltering with Life Insurance

Certain types of life insurance policies provide greater opportunities to build
wealth while sheltering income from taxation. Specifically, so-called “variable” insurance

contracts allow the policy owner to direct how the cash or investment value of the policy istobe

b A gift is complete when under the principles of Reg. § 25.231 1-2(c) the donor has given up dominion and control
of the property. Even if the gift is complete under those principles, the property nonetheless may be included in the
donor's gross estate at death on account of a retained interest or power. Sce IRC §§ 2036, 2037 and 2038,

* Cf. Lefrak v. Commissioner, T.C.M. 1993-526. :
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invested among a variety of mutual funds. The fund alternatives usually include a blue chip
éto(:k fund, a government bond fund, an international stock fund and so forth. In some cascs,
these funds may provide significantly better yields when compared to the yields in traditional
cﬁsh value policies. Yet as long as the policy is a life insurance contract under I._R’.C. § 7702, the
eamings will accumulate income tax-free. In addition, as long as the policy does not constitute a
wmodified endowment contract” under LR.C. § 7702A (essentially, a single premium or limited
premium payment policy), cash up to the extent of basis® may be withdrawn frep: of income tax’.
Even the income earned “inside” such a policy may be borrowed without income tax effect. In
essence, this allows the insured to access the Iincomc without paying any income tax. The
policy’s yield thereby increases and thereby providing the owner of the policy has additional
flexibility for estate and other financial planning. In addition, if an adequate é;nouﬁt of premiufh
is aljocated 1o the cash or- investment component, it is possiblcrto have future term pre)ﬁiuhas
paid with the income earned under the policy. Essentially, then the term premiums are paid with
pre-tax income that will never be subject 10 income tax, even if the policy is cancéled prior to
death.” |

Note that if th.e insured has access o the cash c;r investment component of the
policy, all of the proceeds paid upon death may be includible in the insured’s estate a.t death,
even if the insured only has an interest in the cash or investment component and someone clée

(such as the trustee of an jrrevocable life insurance trust) holds all incidents of ownership with

® Basis generally will equal the sum of premiums paid, including that portion used to pay for the term insurance
Erotection, reduced by amounts previously withdrawn,

Not all variable policies permit withdrawals, Universal type policies usually do. In any case, some insurance
companies impose charges (called wgurrender charges™) on amounts withdrawn. 1t is important to consider whether
conmmissions, premivm taxes and “management” fees are so significant that they offsite the benefits of the income
tax build-up “inside” the policy.

19 This technique is described in detail in the Winter 1957 issue of The Chase Review.
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respect to the term component of the policy. Rev. Rul. 82-165, 1982—1 C.B. 117. Itis possible,
howrever, to structure the ownership of a policy through a split-dollar arrangement so that the

insured may be able to benefit (at least indirectly) from the policy’s cash value without causing
the term insurance component to be includible in the insured’s tax estate. See, e.g., PLR |
9636033 (Mar. 12, 1996) (not precedent). Under a split-dollar mangemeﬁt, an irrevocable life
insurance trust “owns™ the term component and the insured’s spouse or an investment company
(such as a corporation) “owns” the cash (or investment) component. Upon the insured’s death,
the proceeds attributable to the term insurance component should not be includibie in the taxable
estate of the insured. The insured might own no more than 50% of the voting stock of the
carporate owner olf the policy’s cash value component (even if the insured holds more than 50%
of the toltal equity). In such a case, the inclidlents of ownership held by the corporation should not
be attributed to the insured sharcholder. Treas. Reg. § 20.2042-(c)(6). Alternatively, the cash
value owner might be a limited partnership of the insured is a limited partner. The incidents of
ownership held by the partnership (which may be structured be a disregarded entity for income
tax purpose) should not be attributed to the insured limited partner. Rev. Rul. 83-147, 1983-2
C.B. 158. Although the corporation or the partnership could make tax-free withdrawals or
borrowings from the cash value component of the policy (provided it was not a modified

endowment contract), the distributions to the insured as a shareholder or partner may be subjeét

to income tax."’

To avoid the taxation -of the tax-free Withdrawal, an Alaska or Delaware (or other

jurisdiction providing that self-setiled trusts may be free of the claims of the grantor’s creditors)

' If the parmership is an entity that is disregarded for Federal income tax purposes under Treas. Reg. 301.7701-3,
the withdrawal will not otherwise be subject 1o income tax.
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trust to could own the policy, including the cash value component. ﬁe trust should be
s.tructured so that no incidents of ownership held by the trust will be attributed to the insured
even if the insured grantor is eligible to receive distributions (which may include cash withdrawn'
bj the trustee from the p;:)licy) from the trust. ¢ PLR 9434028 (May 31, 1994) (not precedent)
(incidents of ownership held by trust not attributcd to beneficiary who was not a trustee but

whose life was insured under policy owned by the trust).

Qualified Personal Residence Trusts

As a general matter, under LR.C. § 2702, for purposes of determining the value of
a gift of a remainder in property {0 family members, the value of an income or use interest
retained in that property is treated as zero, causing the entire value of the property to be treated
as the gift. In other words, no reduction in value of the gifl is made on account of the interest
retained because the entire value is attributed to the remainder. Howeve_r, an exception is
provided where the remainder transferred is in a personal residence the use of which is retained.
LR.C. § 2702(a)(3)(A). This exception penmts by way of example, the owner of a personal
residence 1o give a remainder interest to take effect after a term of years expires and to value the
remainder based upon the normal actuaﬁal principles under LR.C. § 7520. Usually, the gift of
the remainaer is made by transferring the home to an jrrevocable trust under which the grantor
retains the right to the exclusive occupancy and use of the home as a personal residence for a
period of years, Such a trust is known as a personal residence trust or qualified personal
residence trust depending on its terms. See Treas. Reg. § 25.2702-5.

To illustrétc, assume that a 70-year old woman makes a gift to her child of a
remainder interest in her $1, 000 000 home. Assume also that the transfer is made through a-

qualified personal res:dence trust that takes effect in 10 years (i.e., the current owner retains the
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right to use the property as a personal residence for 10 years). The trust further provides that the
property will revert to the estate of the donor if the donor dies during the retained ten-year term,
If all of these conditions are met, the gift the property owner would be making upon the creation '
of the qualified personal residence trust would be $368,450, if the IRS interest rate used 10 |
determine the value of the interest of s|uch a trust (determined under LR.C. § 7520) were 6.0%, as
it was for September 2006. If the trust has been structured properly and the term-holder survives
the 10-year retained term, the property automatically will be transferred 1o or held in further trust
for the remainder beneficiaries withouf any additional gift tax and without any estate tax.

One “problem” with an cffective qualified personal residence trust is that the
grantor’s entitlement to use the property must end before the he or she dies. If death occurs
during the retained term, the trust is includible in the grantor’s estate under I.R;C. § 2056(a).

That means that the ransfer of the remainder will not be free from any additional tax Hability.
Also, the client must be aware that once the retained term ends, he or she no longer I';as any right
to occupy the property. The client must be in a position where he or she can afford at the end of
the fixed term to vacate the‘propcrty or rent it from the remainder beneficiaries at a fair market
value."?

Another possible application of the personal residence exception under LR.C
§ 27072(A), is a “split-purchase trust™M. This arrangement is a particular form of qualified
personal residence trust in-which parents typically purchase life estates in a new home (such as a

retirement home) and a generation—skipping trust that is a grantor trust with respect to one of the

parents purchases the remainder interest in the home. Under this arrangement, the parents have
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the use of the home for life, need not pay rent and, it seems, do not have to survive for any
particular time. Also, unlike a QPRT, a split-purchase trust arrangement can “leverage” the GST

exemption of the parents.”

Effective Use of the {Balance) of Annual Exclusions

The annual exclusion may not have an enormous impact on reducing taxes with
respect to a person of extraordinary wealth. In fact, for such an individual, other gifts t‘o family
members (such as automobiles, payment for vacations and similar transfers) often absorb the

' entire sum of annual exclusions available for them. In the case of a person of more modest
means, however, if the annual exclusion is being used for other transfers, such as the payment of
premiums on é life insurance contract owned by others, an unused portion of the amnual’
exclusion may femain. For instance, a married person with two children, each of whom is
married and has two children of their own, may give up to $160,000" to them each calendar year
under the protection of annual exclusions coupled with “gift splitting” undcr LR.C. § 2513 by the
spouse (that is to say $20,000 to each of these eight individuals). Overa five year term, such
transfers would remove from the client’s estate $800,000 and the subsequent income and growth
on the gifted property. If the property grew at 8% a year compounded annually, for example, 2
total of about $930,000 would be removed from the client’s taxable estate in just five years.

That could represent a large percentage of the client’s wealth. Hence, the use of annual

...(continued)

12 The IRS hes rules privately (not precedent pursuant to 1.R.C. § 6110(j)) that renting the home 10 the grantor after
the retained use period ends will not cause the value of the home to be includible in the grantor’s estate if the grantor
Pays full and adequate rent. PLR 9626041 {Apr. 2, 1996); PLR 9425028 (Mar. 28, 1994).

3 See, generally, J. Blattmachr, "Split-Purchase Trusts Vs. Qualified Personal Residence Trusts,” Trusts & Estates
(February 1999). : ‘

Nyas 4705705811




'

exclusions can produce exceptionally effective estate planning results for persons of modest
wealth.

On the other hand, that effectiveness highlights the tension that may arise when
the client may wish to ma_ke such maximum use of his or her annual exclusions, but the
individual does not own sufficient non-income producing prop'crtyrwith which to make the
t'ransfers. If that is the case, a client would have to make annual exclusion gifts of income-
producing assets. If the client does so, then neither the gified assets nor the income they
produced may be made av‘ailabk directly to the donor. The individual simply may not be able to
afford such a ioss _of income so gifts of income-producing property must be considered carefully.
However, the individual might be able to continue to benefit indirectiy from the income of the
gifted property without causing estate tax inclusion by transferring assets under the protection of
the annual exclusion to a trust, the income of which the trustee is permitted to distribute to the
grantor’s spouse. The spouse then in his or her discretion, could use the assets for tﬁe benefit of
the grantor. In fact, lheré is no reason that the grantor needs even to name the precise person
who is a beneficiary of the .trust. The grantor could define his or her spouse in such a trust “as

the person to whom the grantor is married at the time such distribution is made.”*

Although a spouse may not “gift-split” with respect to gifts made to himself,

herself or a trust of which he or she is a beneficiary, the non-donor spouse can gift-split transfers

..{continued)

4 Although the annual exclusion under LR.C. § 2503(b) is $12,000, the exclusion must cover not only what might
be called “estate planning” gifts but holiday, birthday and similar gifts. Hence, these examples assume only $10,000
is available for the estate planning gifts.

1 5o Rev, Rul. 80-255, 1980-2 C.B. 272; Estate of Tully v. United States, 78-1 U.S. Tax Cas. (CCH) 913,228 (Ct.
. CL. 1978). ‘
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to 2 Crummey trust“'r for the benefit of the gift-splitting spouse and others are beneficiaries (as
long as é Crummey power). Treas. Reg. § 25.2513-1, This is because the gift to the Crummeyr
trust is treate& for gifi tax purposes as made to the individuals who hold the power to withdraw
the sroperty transferred to the trus;(, rather than as 2 gift to the spouse, even though the spouse is
a beneficiary of the trust. Hence, the granto-r could continue to enjoy the trust property to the
extent it is made available to (and through) his or her spouse. Of course, when that spouse dies,
the property no longer would be available (via the spouse) for the grantor. |
While it is true that each spouse could create such a trust for the other, the trusts
should be structured so that the benefits and controls granted to the spouses are sufficiently
different in order to avoid application of the so-calted “reciprocal trust” doctrine."” Under that
doctrine, tI;e trusts may be *“uncrossed,” with the effect that each spouse is being treated as
thaugh he or she created the trust for his or her own benefit. This will cause estate tax inclusion
10 the extent that inclusion would have occurred if the spouse who is the trust bencficiary had
created that trust. U.S. v. Grace, 395 U.S. 316 (1969). With careful drafting, it islpossiblc to
structure the trusts éo that the benefits and controls granted to the spouses are suﬁicicntly
different so that the re(:ipro&:ﬂ trust doctrine will not apply. C_'f U.S. v. Green, KTC, 68 F.3d 151
(61k. Cir. 1995). Nevertheless, it does mean that upon the death of the first spouse to die only
one-half of the assets will remain in trust for the benefit of the surviving spouse, unless the trust
continues for the beneﬁt of the spouse who created that trust. However, that continuing benefit,

‘asa genera]' rule, will cause that trust to be includible in the estate of the grantor on account of

A trust, transfers to which qualify for the annual exclusion by reason of the power of the beneficiarics
immediately to withdraw the property wansferred, is often called a “Crummey trust” after the well known case of
Crummey v. Commissioner, 397 F.2d 82 (9th Cir. 1968). '

17 See, generally, Georgiana J. Slade. "The Evolution of the Reciprocal Trust Dectrine Since Grace and Its
Application in Current Estate Planning,” Tax Mgt Estates, Gifts & Trusts, (May 1992).
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the “creditors’ rights” doctrine. Generally speaking, the creditors of the grantor can attach trust
assets to the extent the trustee must or, in the exercise of discretion, may distribute them to the
grantor. See Restatemnent (3d} of Trusts, §§ 57-60. To that extent, the trust assets will be |

includible in the grantor’s estate. Rev. Rul. 77-384,1977-2 C.B. I98.

Self-Setiled Trust Options

' A few states including Alaska, Delawﬁe, Nevada, Oklahoma, Rhode Island,
South Dakota and Utah as well as several “offshore™ jurisdictions (subject to limitations in some
cases and soi-newhat differing rules), have adopted legislation that provides that a trust created
under that jurisdiction’s law is not subject to claims by creditors of the grantor, even if the
grantor is eligible, in the exercise of the discretion of another person acting as trustee, to receive
distributions from the trust, provided, however, that among other conditions, the transfer to the
trust must not have been for the purpose of defrauding creditors. Because the trust assels are not
subject to the claims of the grantor's creditors, an Alaska trust, for example, of which the grantor
is a discretionary beneficiary should not be includible in the grantor’s gross estate for Federal
estate tax purposes unless the grantor retains some other power tixat otherwise causes the trust to

be includible in his or her estate.'®

Under the laws of states thal permit these types of self-settled trusts, an individual
could make annual exclusion gifts to a discretionary trust for the benefit of family members and
himself or herself, and ycf still keep the assets out of his or her taxable estate. Note, however,

that estate lax inclusion can be triggered if the grantor receives all the income or if the trustee

makes regular distributions that are nearly equal to the trust’s income. In such cases, the Internal
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Revenue Service and the courts may find that there was an understanding between the grantor
and the trustee to pay income to the grantor and so the property will be included in the grantor’s

estate on the grounds that the grantor retained possession, income or enjoyment of the property

the rust.’”?

Potential Use of the Gift Tax Exemption and the GST Exemption

As indicated, many individuals of more modest wealth cannot afford t(; make
large gifts because they cannot afford to give up the income from the assets which would be
' given away. Yet a transferor can benefit indirectly (through 2 spouse) from the income from
property transferred to the trust (by using the self-settled trust option in a state suc'h as Aléska,
the transferor can remain eligible o receive dxsmbutlons from gifted property) and nonetheless.
exclude its value from his or her gross | estate. Hence the grantor could make gifts in excess of
the amount covered by the annual exclusion, such as the amount of any _remaamng pift tax
exemption, without Josing the benefit of that income. This opens up certz;in attractive estate
planning options.

For example, the final generation-skipping transfer tax regulations allow the
smmediate allocation of GST exemption 1o a lifetime QTIP trust described in LR.C. § 2523(¢),
even though no gift tax will be paid upon the transfer if the QTIP ¢lection is made on a timely-
filed gift tax return.2? '_I‘feas. Reg. § 26.2652-2. A QTIP trust that one spouse creates for the

other will not be includible in the estate of the grantor-spouse if the grantor-spouse retains a

..(continued)
» See Rev. Rul. 76-103, 1976-1 CB 293; E.ﬂale of Gemmn v, United States, 7 Ct. Cl. 641 (1985); Priv. Ltr. Rul
9837007 (not precedent).
1 See, eg., IRC § 2036(a)(1); see also Estare of Skinner v. U.S., 197 F. Supp. 726 (E.D. Pa, 1961).
2 However, if the donor’s spouse is not & U.S. citizen, the transfer cannot qualify for the gift tax marital deducnnn.
LR.C. § 2523(iX1).
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secondary income interest in the trust, unless the estate of the beneficiary spouse elects for any
continuing trust to qualify for QTIP treatment in his or her own estate (or unless the spouse
creating the trust otherwise held a general power of appointment described in LR.C. § 2041). '
The creation of such a lifetime QTIP trust will permit the effective use of the grantor’s GST |

exemption.

. Notwithstanding the GST benefits, creation and funding of a QTIP trust will not
permit the effective use of the grantor’s gift tax exemption (unified credit). Transfers to a QTIP
trust will qualify for the gilﬂ tax marital deduction, so will not make use of the grantor’s'uniﬁed
credit. In plaﬁning, use of the unified credit may be more important than the use of the GST
exemption.?! If 50, the property owner could create a trust for his or her spouse which
intentioﬁa_l]y does not qualify for the marital deduction but which will not generate gift tax on
account of the use of the unified credit. In this case, the grantor should not retain a secondary
income interest following the death of his or her spouse becaﬁsc the rctcntion of such an interest
will cause the trust to be includible in the grantor’s estate under LR.C. § 2036(a)(1), effectively
nutlifying the grantor’s use.of his or her unified credit. In fact, in virtually all American
jurisdictions (except those like Alaska, dilscussed above), the mere eligibility (as c')pposed to
entitlement) to receive distributions from the trust will cause estate tax inclusion on accbunt of
the creditors’ rights doctrine discussed earlier.

The potential estate tax inclusion again points to the self-settled trust option. A

property owner could transfer an amount equal to his or her unused gift tax exemption equivalent

2 The early use of the unified credit is important because it otherwise can be “Jost™ once total transfers exceed $10
million. See 1L.R.C. § 2001(c)2). Although that scems unlikely to occur for individuals of more modest wealth,
“inflation” or “appreciation” could cause that to occur. For example, $5 million will grow to more than $10 million .
in under 10 years at seven percent growth, Also, because the gencration-skipping trapsfer tax usually can be
...(continued)
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1o, for example, an Alaska or Delaware trust, remain cllglble in the discretion of the trustee to
receive distributions, and still make a completed transfer for estate and gift tax purposes. Rev.
Rul. 76-103, supra. Additionally, Alaska, Delaware and several other jurisdictions effectively
have repealed the rule aéainst perpetuities, thus permitting the trust to be unlimited in duration.
In Alaska and certain other states, the trust generally only will be subject to state income tax 1o
the extent the income is allocable either to a grantor who is subject to tilat tax (such as under the
grantor trust rules under LR.C. §§ 671 et seq.) or to a beneficiary who is subjéct to a state income

ax.2 Otherwise, the trust will not be subject to the state income tax. This can result on |

substantial savings over the term of the trust.

o Accessing Income Tax-Free States

Only seven states have no income tax: Alaska, Florida, Nevada, South Dakota,
Texas, Washington (State), and Wyommg Of course, an individual can move to one of those
states and avoid income taxation, but in many cases that may not be pracucable desirable or
even effective from a holistic perspecti\;c. If the individual’s children or other chosen objects of
bounty live in states (or Jocations) with income taxes, income generated on any property

transferred to them will be subject to the applicable state (and local) income tax. However, by
creating trusts under the laws of one of the seven listed states, it may be possible to avoid income
tax on trust income which is not currently distributed to such beneficiaries even if the

beneficiaries live in a state (or locality) with an income tax.

..(continued)
postponed for a much longer period of time than can gift and estate tax, use of the GST excmption may be viewed as
having less imunediate benefit than use of the unified credit. '
2 game states impose incomne tax on trust income if the grantor, trustee or beneficiary resides in that state. See,
e.g., New York Tax Law §605. Also, states with income taxes generally impose their income taxes on income
camned in that state.
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If a trust is created in a state with an income tax, careful planning may reduce or
minimize the trust’s and the beneficiaries’ state and local income tax liabilities, For example,
New York is effectively a state income tax haven for trusts created by individuals whe reside out !
of that state. Except for New York source income (essentially income derived by the qperation‘
of a business in New York), New York. imposes a tax on trust income only if the grantor was
dpmiciled in the state at the time the trust became irrevocable. N.Y. Tax Law §§ 601, 605(b)}(3).
New Jersey has a similar rule. N.J. Stat. Ann. §§54A:2-1. Delaware, in contrast, does not '
impose an income tax on incomé retained in 2 trust sited there unless the beneficiary is a
Delaware resident. Del. Code Ann. 30 § 1131 et. seq. Of course some states have far-reaching .
income tax rules that seek to tax trusts created in other jurisdictions. For example, California
imposes .income tax on a trust created by a non-resident if a trustee js a resident of that state. See,
e.g.. California Rev. & Tax Code § 17742. In fact, California attempts to impose its income tax
on the retained income of a trust created by a non-resident if any beneficiary is a rcsi;icnt of
California, even if none of the trustees are California residents, California Rev. & Tax Code §
17742, | |

Using a Charitable Remainder
Trust fo Build Wealth and Generate Income

In the case of clients who are charitably inclined, charitable remainder trusts
described in LR.C. § 664 may provide two benefits for individuals in the modest wealth
category. First, an income, gift, or estate tax deduction may be allowed for the actuarial value of
the remainder interest committed to charity. Second, and often more significant by, the trust is
exempt from income tax for any year in which it does not have unrelated business taxable

income. LR.C. § 664(c). This may, for example, allow for a grantor to contribute to a trust
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appreciated assets that the trustee later sells without imposition of income tax, prdvided that: (i)
no unrelated business taxable income is received in the year of sale by the trust and (ii) the gain
is not attributed to the grantor. See, e.g., PLR 9452026 (Sept. 29, 1994) (not precedent) (gain
recognized by the trust o-n appreciated assets cohtﬁbuted to thé trust will be attribu_ied to the
grantor only if the trustee legally is obligated to sell the transferred assets). Being able to sell
| assets without paying tax on the gain provides an enhanced base of wealth for the taxpayer. The
size of the annual payment from a charitable remainder unitrust to the desxgnated non-charitable |
|bencﬁciaries will be directly proportional to the value of the trust. Hence, by avoiding the
imposition of tax on gain recognized and retained by the trust, a larger base of wealth is available
to generate payments to the individual beneficiaries.

One common perception about charitable remainder trusts is that they may bencﬁt
only the grantor and, perhaps, the grantor’s spouse. The reason is that all (or a significant part)
of the trust will be mclud:ble in the estate of the grantor upon his or her death by reason of the
retentjon of the annuuy or unitrust payments. See, e.g.. Rev. Rul. 82-105, 1982-1 C B. 133
Also if the trust is only for the grantor or the grantor’s spouse, ‘then no gift tax will be owed with

respect to the initial transfer to the trust and no or estate tax wxll be owed with respect to assets

includible in the grantor’s estate al death.?? Yet just as a charitable remamdcrrtmsl can benefit
the grantor’s spouse after the death of the grantor, the trust may also be continued for the benefit
of the grantor’s dcscendants. If descendants are trust beneficiaries, it is necessary to structure the
trust so that the remainder interest for charity is at least equal to 10% of the initial net fair market

value of the property ptaced in the trust. IRC § 664(d)(2)(D). By retaining the power to

3 1R.C. § 2056(b)(8) and 2055(a). Special rules apply if the spousc is not a citizen of the United States, See LR.C.
§ 2056A.
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terminate the interests of all or zlmy of the grantor’s descendants by the grantor’s Will, no gift tax
will be payable upon the creation of the trust. Treas. Rég. §§ 1.664-2(a)(3), 25.2511-2(c). The -
trust, however, will be includible, in the gramor'_s estate. IRC § 2038. Where the grantor’s [
spouée and descendants or the grantor’s descendants alone are beneficiaries-of the trust, the
granior’s estate pays tax on the present value (calculated as of . . .) of the interest in the trust
committed to such successor individual beneficiaries. -

Whether grantor wil} want to continue the trust after his or her death for the
benefit of his or her descendants will d.epemi upon- a variety of factors, For example, if the
interest of the grantor’s spouse in the trust is anticipated on an actuarial basis to be minimal (e.g,,
the grantor’s spouse is older or the grantor is willing 10 make the graﬁtor’s SpOUSE a mere
discretic;nary beneficiary), continuing the trast for the benefit of the grantor’s descendants may
‘be advantageous from an economic perspective. A]though estate tax will be payable upon the
death of the grantor (because the successor interest of the grantor’s spouse and descelndants will
be fully subject to estate tax and no marital deduction will be available), the interest for the
benefit of the grantor’s desc;endants in the trust is likely to be substantial. Furthermore, ona
future-value basis, the descendants’ interest likely exceeds what the descendants would have
received if the value of tﬁe property had been bequeathed directly to them (after taking into
account the estate tax liability and the future income tax liability on earnings from thé transferred
property). However, if the grantor’s spouse’s interest in the trust is likely to be substantial (€.8.,
the grantor has given the spouse a fixed interest in the trust and the spouse is young), it may not
make econorhic sense to give the property directly to the grantor’s desccndanis. The present |

value of the successor beneficiaries’ interest in the trust property will be subject to estate tax, and

all the property received from the trust by the surviving spouse (to the extent not expended by
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him or her) will be included in the surviving spouse’s estate upon his or her subséquent death,
and likely will be subject to estate tax. In this scenario, the grantor’é descendants are unlikely to
receive a substantial benefit from the trust, especially, in light of the 10% minimum value of the
chén'table remainder reqﬁirement.l ‘

A net income charitable remainder unitrust (with or without *makeup” provisions)
that pays the lesser of the unitrust amount or trust income can provide an opportunity for taxable
income 1o accumaulate tax-free in effect, until such time as the trustee decides to invest the assels |

10 generate current trust income that can be distributed to the grantor or other trust

beneficiaries.?* The tax-free build-up may prc;vide an enhanced base of wealth for the grantor
(and, if apprqpriate, the grantor’s spouse and other family members), This enhancéd base of |
wealth cblui‘d provide the grantor with a degree of financial comfort that will rﬁake tlhc grantor

feel more financially secure in making gifts of other assets to remove them from his or her estate.

Medical Care and Tuition Payments

Direct payments to a health care provider for the medical care of another person
and direct payments of tuition to an educatit_mal institution for another person are not subject to
gift tax. LR.C. § 2503(¢). This means that a grandparent for example may pay the tuition for a

child, a grandchild or any other individual from nursery school to post-graduate education free of
gift tax. Combined with any annual exclusion gifts that such grandparent may make, these
transfers over time can remove sigryiﬁcant amounts from the donor’s estate tax base.
Furthermore, even though the payments for medical care and tuition must be made directly to the

health care provider or educational institution to fall under the exclusion, there are some
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convenient ways to effect such payments. For example, a property owner might open a joint
checking account with each of his or her adult children. The creation of such account is not
considered a gift to the child even though the account is in joint name. Treas. Reg. § 25.2511- '
1(h)(4).2> Only to the extent that the child draws on the account will the gift be complete. Ifth|e
child draws on the account only by wr.iting a check directly to the providcf of medical care or the
educational institution, the transfer should not be subject to gift tax under LR.C. § 2503(c). Any

amounts reimbursed, such as by medical insurance, could be contributed to that account and

withdrawn by the person who opened the account.

Limited Liability Entities for Asset Protection and Tax Planning

‘ A family holding company, whether in the form of a limited partnership, limited
liability company, business trust or other entity may provide asset protection and tax benefits for
the property owner and his or her family. Contribution of assets to such an entity changes the
nature of the assets. For example, the contribution of real estate 1o a limited partnership in
exchange for limited partnership units changes what is owned from real estate to limited

partnership units. As a general rule, such limited partnership units are less marketable than is the

underlying real estate. This reduction in marketability has two important effects,’
First, partnership assets of lesser value are less attractive. As a generajrulea

partnership agreement may provide that anyone who attaches a partnership interest does not

...{continued) ,
| a charitable remainder trust with a make up provision is chosen, then deficiencics are made up in subsequent
years in which trust income exceeds the unitrust amount.

5 1n those states where the opening of a joint account may be & completed gift, it might be appropriate to have the
joint tenants enter into an agreement that the non-contributing tenant may draw on the account only as an attorncy-
in-fact for the contributing tenant and only for purposes of paying medical care and taition payments under LR.C. §
2503(e). Accordingly, there will be no completed gift from the contributing tenant to the non-contributing tenant on

...(continved)

NYZ# 4705705v522




become substituted as a limited partner for purposes of voting and management decisions (to'the
extent they are granted to the limited pariners under the terms of the partnership ageerhent or
local law), but becomes instead a naked assignee of the economic interests that the units
represent. Such an assi gnee probably will be taxed on a pro rata portioﬁ of the partnership’s
income as though he or she were a partner. Evans v. Commissioner, 447 F.2d 547 (7th Cir.
1971); Rev. Rul. 77-137, 1977-1 C.B. 178, but see GCM 36960 .(Dec. 20, 1976) (distinguishing
Evans and suggesting that a transferee is treated as a tax partner only if the transferee has -

““dominion and control” over the transferred partnership interest). In a circumstance where
regular distributions are not made, the units c;.ould become a liability for the assi gnee (becase
income takes will be due on income attributed to the assignee without a correspon'ding receipt of
propenylfrltam the partnership to pay those taxes) with no corresponding economic -bcnefit. |
Creditors therefore tend to stay away from limited partnership i.ntcrests.

A second effect of the reduced marketability of paﬂnership interests (in
comparison with the underiying property) is an almost certain corresponding redﬁction in vﬁlue.
Lower valuation, as; a general rule, means lower gift, estate or gencration-skipping transfer
taxation. Unfortunately it usvl:ally also means a Jower incomt;, \tax-free step-up in basis under

LR.C. § 1014(a) upon the transfer at death because the basis of most inherited assets is equal to

their estate tax values.

...(continued) ‘ _
the opening of the account since withdrawals will only be for the benefit of the contributing tenant or will qualify for
the exclusion under LR.C. § 2503(e). : '
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Special Care ip Handling Interests
in Qualified Plans, IRAs and Other IRD

Despite the fact that the income tax basis of most property passing at death is
equal to its estate tax value, 2 number of exceptions exist. The most common is for “income in,
respect of a decedent,” typically referred to by its initials “IRD." See I.R.Cl. §§ 691(a), 1014(c).
IRD consists of income to which the decedent was entitled at death but which is not properly -
‘ncludible in the decedent’s pre-death income tax return. Accrued interest on 2 bond, certain
declared bﬁt unpaid dividends, the inherent profit in certain installment sale notes and dgferre.d :
compensation are common types of IRD. Interests in qualified plans and IRAs, which often
represent a significant portion of the worth of a person of modest wealth, almost always |
represent IRD. As a consequence, they could be exposed to estate tax and income tax as well as
other taxes. See, generally, I. Blattmachs & M. Gans, “Planning for IRD After Elimination of
the State Death Tax Credit,” 33 Estate Planning (March 2006) pg. 3. In many cases-from 75%
10 over 100% of the value in such qualified plans and IRAs may be crodeq by taxes.

Because of the significant income- tax exposure, persons of modest wealth should
consider the possibility of making qualiﬁed. plans and IRAs payainle upon the death of the
“owner” of a charitable remainder trust. Umfortunatelj for taxpayers this may effectively avoid
the income tax on the contributed property, but it will marginally reduce or have no impact on
the estate tax due to the inclusion the interest in the descendant’s estate, Hence, the ability to pay
those estate taxes, such as'with life insurance procecds, must exist if one makes the gualified
plan and IRA proceeds payable to a charitable remainder trust. Use of 2 chaﬁtable remair;der
trust can result in a subsfantial increase in the net value of the economic benefit in such plan and

ihus the interests to which the decedent’s beneficiaries will succeed.
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Conclusion

Estate planning for individuals of more modest wcalth is challenging because they

face significant estate taxes but they do not have such a large base of wealth that they can '

«afford” to make significant lifetime gifis or other transfers to reduce those estate taxes.

However, careful planning using any sumber of the techniques described herein ofien may help

to reduce these taxes.
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Thinking About the Impossible for 2010: No Estate Tax and Carryover“Basis
©2006. Jonathan G. Blattmachr & Michael L. Graham* '
All Rights Reserved. .

. Introduction

Under current law, the Federal estate tax will be eliminated for
the year 2010. The income tax “step-up” in basis rule for most property
included in a decedent’s estate also is eliminated for that year. Rather,
the decedent’s basis “carries over” to those who succeed to the property
subject to special rules. Although many if not most estate planners
thought the chance of zero estate tax with carryover basis for one year
was extremely unlikely—perhaps, even less likely than permanent
repeal and carryover basis—it may be that 2010 will be known as the
oné year without estate tax. ~

It seems appropriate to think about that possibility in planning
now. Perhaps certain clients (such as those who own property with
Jiabilities in excess of income tax basis or what is called “negative basis”
property) should be warned about the prospects of carryover basis. It
also seems sensible to consider the carryover basis issues for many
married clients who just might die in that year with a surviving spouse.
This article will focus on how certain estate planning documents (e.g.
Wills and revocable trusts) might be structured in light of the possibility
of a year withont estate tax. : ‘

How Big Is the Formula Marital Deduction If There s No Méritgl_ :
‘ ' Deduction? ' :

'Usually, the estate plan for a married person who wants to
maximize the use of his or her unified credit (or Federal estate tax
exémption) provides for his or her estate to be divided into two broad:

* Jonathan G. Blattmachr is a partner al Milbapk, Tweed, Hadley & McCloy LLP in New York, New York,
‘Michael L. Graham is the head of The Graham Law Firm in Dallas, Texas. They are co-developersof
- Wealth Transfer Planning, 8 computerized software system for lawyers offering specific client advice and
automated document production of Wills, trusts and other estate planning documents, which is published
by Interzctive Legal Systems LLC (www.ilsdocs.com). The sample language set forth in this article in
derived from Wealth Transfer Planniing end is reproduced here with the permission of ILS,
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shares: one equal to the amount of the Federal estate tax exemption and
the balance in a form qualifying for the estate tax marital deduction.
Generally, there are three broad ways to effect this division: (1) make
the amount of the Federal exemption a fixed sum of money; (2) make
the amount of the marital deduction a fixed sum of money; (3) make
cach a fractional share. But, in each case, a word formula will be used

to define at least one of them. Sometimes, it will define the Federal -
exemption—and although there are several variants, all essentially say
to determine the maximum taxable estate the married person could
have at death without paying Federal estate tax on account of the

unified credit (and, perhaps, other credits). Other times, it will define
the amount of the marital deduction. Again, there are several ways to .
phrase it but essentially it says to,determine the minimum amount '
necessary as the Federal estate tax marital deduction to reduce the
Federal estate tax to zero. Experience teaches that defining either the.
Federal exemption or the marital deduction that way works “just fine”
for estate tax purposes. S

~ But just what does either word formula produce if there is no
Federal estate tax in effect when someone dies? If there is no Federal
estate tax, what is the maximum taxable estate one can have without
increasing his or her Federal estate tax? The concept makes no sense -
because there will no longer be a concept of taxable estate.
Alternatively, what is the minimum marital deduction necessary {0
reduce the Federal estate tax to zero when there is no concept of the .
marital deduction or Federal estate tax? Again, the concept makes no
sense if there is no marital deduction. One can imagine, in a case where
the spouse of a second marriage succeeds to the marital deduction
amount and children from a prior marriage of the decedent succeed to
the exemption amount, that the widow(er) and the children would take
diametrically different positions as to what each receives. -

Even if there is no dispute among the surviving family members
(e.g, they all agree everything passes under the disposition of the
exemption share), the IRS may not agree. And it will have an interest in
the outcome in at Jeast two ways. First, it is likely that the exemption
share will pass into a trust and the income earned thereon will not

necessarily be taxed to the surviving spouse or to other family members. "

If the property passes to the surviving spouse (ortoa marital deduction
trust), the income will be taxed to the surviving spouse (except trust
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income allocated to corpus and not distributed). Second, the IRS will
have a keen interest in the surviving spouse receiving more because the
survivor likely will die in a Jater year when there is an estate tax.
Certainly, some practitioners will contend that whatever the result, it
can be resolved post-death by a disclaimer. For example, they will
contend that the whole estate can pass under the Federal éxemption
disposition by having the widow(er) disclaim any marital deduction
disposition under section 2518 of the Internal Revenue Code of 1986 as -
amended (“Code”). But if the proper construction is that there is no

* such disposition (that is, everything passes into the marital deduction
share if the decedent’s spouse survives and nothing passes as part of the
Federal exemption disposition), the disclaimer will not produce the .
desired result. In any case, experience indicates that many a surviving
spouse is reluctant to disclaim.

Perhaps, the judges who will decide this issue will be consistent.
But most would agree that a better choice is to let the clients decide.
There seem to be two broad choices. One choice is to provide that, in -
the event there is no Federal estate tax in effect when the first spouse
dies, the entire estate passes pursuant to the marital deduction N

disposition and rely on the surviving spouse disclaiming that disposition

if it “makes sense” to do so, But, as indicated above, and as Professor

Jeff Pennell has observed “among the world’s greatest lies are: (1) “The

check is in the mail’; (2) ‘I’m from the government and I want to help
you’; and (3) ‘Of course I’ll disclaim if it will save taxes’.” Tax Mgt
Portfolio No. 843-2™: Estate Tax Marital Deduction, at II.E.3, n. 55.

An alternative is to direct that the entire estate passes pursuant to
the disposition of the exemption amount. In such a case, it no doubt
makes sense to insure that the surviving spouse is a beneficiary of that
trust, either entitled to income or eligible to receive income and corpus.
The widow(er) might be given the right to demand property from that
trust for his or her health, education, maintenance and support
(although in some states this may subject to trust assets to the claims of
creditors of the surviving spouse. See Matter of Flood, New York Law
J, Vol. 219, No. 4, p. 32, col. 3, March 11, 1998, af’d, 26 AD 2d 643 (2d
Dept. 1999). In addition, the survivor conld be granted the right to
direct where the trust is to pass upon his or her death and the trustee. -
may be authorized to consider the needs of the surviving spouse as more
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'

important than those of other beneficiaries including remainder
beneficiaries. '

One more complication: the decedent’s estate may still be subject
. to state estate tax even if there is no Federal tax. Hence, the practitioner
must decide if the “traditional” division between an exemption share
and a marital deduction share should be used to take advantage of the
state exemption and to avoid state death tax (by also using the state
estate tax marital deduction), Some practitioners likely will decide that
it is preferable to pay a relatively small state estate tax (by having the
entire estate of the spouse dying in 2010 passing into an estatetax .
exemption or credit shelter trust) than potentially increasing the estate
of the surviving spouse who is likely to die after the Federal estate tax
has come back into effect. -

In any case, where the married client decides that his or her entire
estate (except for specific or dollar bequests, perhaps) should pass as '
would the Federal exemption {e.g., into a so-called “credit shelter” or -
“bypass” trust), the following language might be considered (adding the
first bracketed language in italics if expressed as a fractional share
rather than a sum and adding the other bracketed language in italics if
reference should be made to state estate tax if there is no Federal estate
tax in effect) : '

A, If my spouse survwes me, I give a sum/fractional share of

my estate as determmed after payment of transfer taxes, expensw

and any other preresiduary gift but before payment of this gift,
lthe numerator of which shall be equal to my Estate Tax Exemption
and the denominator of] which shall be equal to the value, as
finally determined for Federal estate tax purposes [(or, if there is
.no Federal estate tax in effect at the time of my death, as finally
determined for death tax purposes under the law of the state of my
domicile)] of my estate as so determined to the Trustee of the
Credit Shelter Trust under this Will, to be disposed of under the -

terms of t_hat trust.. This gift is intended to equal [zhe smaller of]
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my available Federal estate tax exemption [or my state estate tax
exemption under the laws of my domicilel. |
B. My "Estate Tax Exemption" means the Jargest amount
that can pass to the Credit Shelter Trist without.increasing the

" Federal estate tax [and without increasing the state death taxes due
by reason of my death, or, if I die when there is no Federal estate
tax, without increasing my state of domicile's death tax if my state of
domicile's death tax law permits an unlimited exemption -or
deduction for transfers to q surviving 5poﬁse.and an exemption or
credit against the state death tax regardless of the persan"to whom
property passes], and shall mean my entire estate, to the extent nof i
- effectively disposed of by the provisions of this Will preceding this
gift, if there is no Federal estate tax [and, under the law of the state
of my domicile, if there is no state death fax) in effect at the'time of

my death.

Carrvover Basis Matters

With respect to persons dying in 2010 (whether or not married),
some consideration ought to be given to the carryover basis rules.
Those rules are found in section 1022 of the Code, which is to become
effective if the currently enacted estate tax repeal rule is not.changed

before 2010.

Under section 1022, the basis of assets acquired from a decedent
will not equal their estate tax values for any year that there is no
Federal estate tax in effect. During that time, the decedent's basis will
"carry over" to those who succeed to the property upon the decedent's
death (although in no event can the basis exceed its fair market value at -
death). ‘ - '

There are exceptions and special rules. Under one of these, the
executor/personal representative may allocate up to $1.3 million to
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increase the basis of assets up to their fair market value. (The $1.3
million amount is increased by certain pre-death losses of the decedent.
Different thresholds apply for a non-citizen non-domiciliary of the -
United States.) For example, assume a decedent owns a piece of real
estate worth $5 million on her death with respect to which ber basis is
$800,000. Under section 1022, the decedent's $800,000 basis would
remain the basis in the real estate when she dies. The executor/personal
representative may increase the basis of the land to $2.2 million by
allocating the entire $1.3 million basis increase to that asset. |

Authorize Executor/PR to Allocate to Non-Probate Assets.
Because the executor is a fiduciary under the decedent’s Will and has no
direct authority or responsibility. with respect to non-probate assets, it
may be that a beneficiary under the Will would contend that the
executor must allocate, to the extent possible, the §1.3 million basis
increase to probate assets. In that event, the beneficiary would also
undoubtedly contend that an executor who allocates basis to property

“outside the probate estate, without specific authorization, would be
subject to removal, surcharge or loss of commissions. Hence, it may be
best to provide expressly in the client’s Will that the executor/personal
representative may allocate part or all of the $1.3 million basis increase
allowed under section 1022 to any asset or assets in the decedent's gross
estate including those passing outside of the Will. Of course, this
provision must be contained in the Will as it is the executor who makes
the allocation (and not, for example, the trustee of any revocable trust
created by the property owner, even if such as trust is the principal
estate planning document used to transmit wealth when the property
owner dies). The following is a sample provision that might be inserted
in Will so the executor/personal representative is expressly authorized -
allocate any basis increase (including the $3 million spousal basis
increase discussed below) to non-probate property.

-'Adjustments to Basis. 1 authorize my Executor/Personal
: Re;‘ifesentative, in the exelj(_:ise- of sole and absolute discretion, to |

make any adjustmént to bésis authorized by law, including but-

.not limited 'ta incréasing_ the basis of any propefty included in my -

estate, whether or not passing under my will, by alldcating any
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amount by which the basis of assets may be increased. My

Executor/Personal Representative shall be under no duty and |
shall not be required to allocate basis increase exclusively,
pi‘imarily or at all to assets passing under this instrument as
opposed to -other property included in my estate. Y waive any such
duty that otherwise would exist, Any such allocation shall not
cause my Executor/Personal Representative to be liable to any
person or to be subject to removal or forfeiture of commissio:ils or

other compensaﬁon.

Authorize Executor/PR to Allocate to Own Assets. Whether or
not the executor/personal representative is authorized to allocate the
$1.3 million basis increase allowed under Code Sec. 1022 to any asset or
assets in the decedent's gross estate including those passing outside of
the Will, the question arises as to whether the executor/personal
representative may allocate basis to property the fiduciary is
“inheriting” individually or as a trustee, as opposed to being required to
allocate all or a pro rata portion of the basis step up to property others
receive. Hence, it may be appropriate for the property owner’s Will to
provide expressly that the executor/personal representative may or may
not allocate that basis increase to assets that the executor/personal
representative is receiving. A sample provision permitting that might
be written as follows:. : :

My Executor méy elect, in the exercise of sole and absolute
discretion aiid without permission of any court or other authority,
to allocate basis increase to one or more of all assets that any
Executor receives or in which th‘e Executor have a personal L
interest to the partial or total exclusion of other assets with
respect to which the election could be made. Any such allacation . |

shall not cause my Executor to be liable to any peréon_or to be
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subject to removal or forfeiture of commissions or other

compensation.

An ancillary issue is that if, under the Will or gbverning law, the
executor has the discretion to allocate basis increase to assets he or she
is receiving, the fiduciary who does not do so might be treated as
making a taxable gift, bestowing tax benefit away from himself or’
herself to another, Of course, that issue arises with respect to other tax
options and elections as well. Sce, generally, J. Blattmachr, M. Gans &
S. Heilborn, “Gifts By Fiduciaries By Tax Options and Elections”, :
Probate & Property, November/December 2004, Vol. 18 No. 6;
republished in Digest of Tax Articles (March 2005). A sample provision
that might be inserted in an instrument to attempt to avoid havinga
fiduciary be deemed to have made a gift by the manner in which a tax
election or option is exercised (or not exercised) might read something
like the following: '
No individual fiduciary hereunder shall participate in any
decision with respect to any tax election or option, under Federal,
state or local law that-could enlarge, diminish or shift his or her
beneficial interest hereunder from or 'to the beneficial interest
hereunder of ‘another_ person. Any such tax election or option
" shall be made only by a fiduciary or fiduciaries that do not have a
beneficial interest hereunder or whose beneficial interest could
not be enlarged, diminished or shifted by the election or option. If
the only fiduciary or fiduciaries who otherwise could exercise
~ such tax élection or option hold beneficial interests hereunder that
could be so enlarged, diminishéd or shifted, another individual or
a bank or trust company (but not an individual, bank or trust
‘company that is related or Subordinate within the meaning of "

Code Sec. 672(c) to any acting fidﬁciary 'hereundér)‘ shall be

NY2:#47208B6v¢




appointed by the fiduciary or fiduciaries by an acknowledged
instrument delivered to the person so appointed and the fiduciary

so appointed shall alone exercise any such election or option.

Make Bequest to Use Spousal Basis Increase. In addition to
the $1.3 million basis increase the executor/personal representative may
allocate to assets, that fiduciary is authorized to allocate up to $3 million
. to increase the basis of assets that are received by the property owner’s:
surviving spouse or a QTIP (qualified terminable interest property)
trust. For example, assume that the decedent bequeaths a piece of real
estate worth $5 million to her husband. Also assume that her basisin
the property was $800,000, Under Code Sec. 1022, the decedent's
$800,000 basis would remain the basis in the real estate when she dies
and is inherited by her husband. However, the executor/personal
. representative may increase the basis of the land to $3.8 million, by

allocating the entire $3 million spousal property basis increase to that -

asset.

There is a “tie in” here between the estate tax repeal and
carryover basis that ought to be consider for several married persons
who might die in 2010. As indicated above, it may well be that'a Will or
revocable trust that provides for an “optimum™ marital deduction (that
is, the part of the estate equal to the Federal estate tax exemption passes
one way and the balance qualifies for the marital deduction) will be
construed as having all the property pass as part of the Federal
exemption share such as to a “credit shelter trust.” Unless that trust
just happens to be in the form of a QTIP trust, there may well be
insufficient assets in the decedent’s estate to be able fully to use the
special $3 million spousal property basis increase. And it is unlikely
that a disclaimer even by all the beneficiaries of the credit shelter trust
will “save” the day—the disclaimed assets may not pass to the marital
deduction disposition because that disposition never could come into
effect based upon the construction of the instrument. (Maybe, just
maybe, if the disclaimed property passes into intestacy and the
surviving spouse is the only heir-at-law or all other heirs disclaimer—a

complicated matter to say the least—it will pass to that spouse and there -

will be property to which the $3 million spousal property basis increase
may be allocated.) ' ' S ‘
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One simple way to insure there is enough property to which the
special $3 million spousal basis increase can be allocated is to bequeath
all assets to the surviving spouse. However, as indicated above, a
married property owner may not want to have his or her entire estate
pass to the surviving spouse for several reasons. One reason is that if
the estate tax is reenacted by the time the surviving spouse dies, assets
the survivor has inherited outright presumably would be included in the
survivor’s gross estate for Federal estate tax purposes. Hence, the
married property owner may want his or her entire estate to pass into a
trust which will not be included in the gross estate but from which the
surviving spouse may benefit. For several reasons (including creditor
protection for the surviving spouse and to permit maximum income
shifting among surviving family members), the married property owner
may want the assets placed in a trust from which the trustee may
distribute property to the surviving spouse or to the property owner’s
descendants. But such a trust is not the type to which any portion of the -
special spouse $3 million spousal property basis increase may be
allocated. Hence, either an outright bequest to the spouse or to a QTIP
trust (from which all income must be paid to the spouse for life) must be
created to be able to make that allocation.

Outright or QTIP Trust? An initial question is whether, in
making such a disposition te ensure use of the $3 million spousal basis
increase, the disposition should pass outright to the surviving spouse or
to a QTIP trust. It is at least arguable that a QTIP trust is preferable.
One reason relates to estate tax inclusion when the surviving spouse
dies. Certainly, anything he or she inherits will be in his or her estate
when he or she later dies (and the estate tax likely back in effect). But
the QTIP trust may not be so included. At least under current law, that
QTIP trust created by a married person while no Federal estate tax is in
effect would not be included in the estate of the surviving spouse.
Although a QTIP trust is included under section 2044 of the Code in the
estate of the spouse for whom it was created, that section applies only if
the spouse who created it got the benefit of an estate or gift tax marital
deduction. Since there would have been no estate tax in effect when it
was created, it should not be included in the estate of the surviving
spouse. Therefore, using a QTIP may be the better choice to take
advantage of the $3 million spousal property basis increase.
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How Much Must Pass to Use the $§3 Million Spousal Basis
Increase? The disposition to or for the spouse to which the
executor/personal representative is to allocate the 33 million spousal
property basis increase may be structured in several ways. Itis
important to realize that it is a $3 million increase in basis and not just
an allocation to $3 million worth of assets to which the allocation applies.
‘An example may help to illustrate this principle. Assume a married
woman dies in 2010 when there is no Federal estate tax bequeathing her
husband stock worth $3 million in which her basis was $1.4 million, a
piece of l1and worth $2 million in which her basis was $100,000, and a
painting worth $4 million of which her basis was $1 million. The
inberent gain in the assets are (1) $1.6 million in the stock, (2) §1.9 .
million in the 1and, and (3) $3 million in the painting. Suppose the
exécutor wants to increase the basis in the stock to its $3 million fair
market value. The executor would not allocate the entire $3 million
basis increase to the stock even though it is worth $3 million, but would
allocate only $1.6 million. The carryover basis of $1.4 million plus the
allocation of an additional $1.6 million of basis to the stock will increase
its basis to $3 million, its fair market value when the property owner
died. (Note again that the executor cannot allocate more to an asset
than will increase its basis to its fair market value at the decedent’s
death). The executor will allocate the balance of the $3 million spousal
basis increase (such balance being $1.4 million) to the other assets. For
example, the executor might allocate this balance to the painting,
bringing its basis up from $1 million to $2.4 million. Alternatively, the
executor might allocate the entire $3 million basis increase to the
painting, bringing its basis up from $1 million to its full fair market
value of $4 million. '

Ways to Structure the Marital Bequest. There seem to be two
principal ways to structure the bequest to the spouse or a QTIP trust.
One is to minimize the amount that will be transferred to the spouse or
the marital trust, The otlier is to maximize ihcome tax savings. Herels
an illustrative comparison. A married man dies with two assets. One is
a $4 million vacant parcel of land in which:bis basis is §1 million. The
inherent profit in the land is long-term capital gain. The other asset is
commercial building worth $10 million with a basis of $7 million with -

respect to which he has taken accelerated depreciation for tax purposes. .. |

A portion inherent profit in the inventory will be tax at higher than the
'15% long-term capital gains tax rate. Both assets have inherent.
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* untaxed profit of $3 million but the gain in the vacant land will face a
Jower tax than will the commercial building. So allocating the $3
million spousal basis increase to the commercial real estate will save
more income tax but it may put more in the spouse’s estate (although, as
mentioned, any asset given to a QTIP trust while the carryover basis
rules are in effect should not be included in the estate of the surviving
spouse at least as the law is now written). : '

Clients need decide whether their principal goal is to minimize
what the surviving spouse receives (or will be paid to 2 QTIP trust for
the survivor) while still being able to use the entire $3 million spousal
property basis increase, or to minimize potential income taxes even if it.
means the survivor (or the QTIP trust) will receive more. Hereis a
sample provision that might be considered to minimize what the
surviving spouse receives to fully use the basis increase allowed for
qualified spousal property: ’

Qualified Spousal Property Gift. If X die when there is no Feder’ai
estate tax in effect, I give to the Tr”ﬁ.stee of the QTIP trust
hereunder the lesser of (i) all carryover basis property passing .
hereundei' and not disposed of by the foregoing provisions of this
instrument, or (ii) those assets, not effqgiively disposed of by the
foregoing provisions of this instrument, having the lowest
combined value as of mﬁ date of death as finally determined for
Federal estate tax pﬁrposes. to which my Executor may allocate
the entire basis increase allowable, after ‘redu_cing such basis
increase '.ﬁllowable, as of my date of death under Code Sec.
: 1022(c), by the basis increase that could be allocated to any other
 assets otherwise constituting: qualified “spousal property and
otherwise passing to my Spbuse or a qualified terminable interest .
_property trust within the meaning of Code Sec. 1022(c), ‘whether
un('l'ér this instrument oi‘ o_therw_isé. .’lzf‘he purpose of this gift is to
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take maximum advaptage of the basis inc‘rease allowed under_
“Code Sec. 1022(c) if 1 die when the carryover basis rules are m
effect,- but minimize the amount of property passing to the
qualified 'ierminéb]e interest property trust and I direct that this '
~ provision be construed to achieve that result. For purposes of this
paragraph, the term “carryover basis prop'erty” means property
with respect to which the additional basis'inereasel under Code

Sec. 1022(c) could be made if it were acquired by my Spouse. |

And here is a sample provision that might be considered to
maximize income tax saving through the use of the basis increase
allowed for spousal property:

| Qualified Spousal Property Gift. If I die when there is no Federal

estate tax in effect, 1 give to the Trustee of the QTIP trust
_hereunder the lesser of (i) all carryover basis property passing
hereunder and not disposed of by the i'oregoing provisions of this
instrument, or (ii) those assets not effectively disposed of by the
foregomg provisions. of this instrument, having the lowest
- combined value as of my date of death as finally determined for
Federal tax purposes that would pi'oduce the greateet income tax
(taking into account the nature of the inherent gain) if sold for
such- value io whieh my Executor may allocate the entire basis
~ increase allowable, after reducing such basis increase allowable as -
of my date of death under Code Sec. 1022(c) by the amount that
could be allocated to any other assets otherwise consntuting.
" qualified spousal property and otherwise passing to my Spouse or. |

a qualified ferminable interest property trust within the meaning
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of Code Sec. 1022(c), The purpose of this gift is to reduce
potential income taxes attributahle'to inherent gain in carryover
basis property passing hereunder while attempting to minimize
the amount of property passing to tbe qualified terminable
interest property trust and I direct that this prﬁvision be
construed to achieve that result. For_putpoSes of this paragraph,
the term “cai'ryover basis property” means property with fespect
to which the add'itional basis increase under Code Sec. 10 22(¢)

could be made if it were acquired by my Spouse.

. Summary

While most would probably place the chances at less than fifty
percent that the year 2010 will bring a repeal of Federal estate tax and
its companion carryover basis, it is far from impossible. It seems
prudent to plan for repeal of Federal estate tax and carryover basis now
by having a decedent’s estate planning documents structured to
maximize flexibility and savings. Additionally, married clients need to
decide how much should pass inte a non-marital deduction trust and
how much, if any, should pass to (or in a QTIP trust for) the surviving
spouse. Although from an overall perspective it seems appropriate to
minimize what the sm_'vivor'inherits if there is no estate tax, the ‘
carryover basis provisions suggest that a sizable disposition to the
spouse (or, perhaps, better yet, to a QTIP trust) to take advantage of the
$3 million spousal increase in basis rule under section 1022, Also,
executors/personal representatives should be specifically autborized to
make such allocations of basis increase as they think best.
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/mm/ Estate 72&

By Mitchell M. Gans and Jonathan G. Blattmachr

nder the Intlemal Revenue
l ’ Code of 1986, taxpayers are

permitied a federal gifi tax
exemption and an estate tax exemp-
tion. Although technically not exemp-
tions but more in the nature of exemp-
tion “equivalents” that entitle taxpay-
ers to a credit, each is more easily
understood as an exemption. The gift
tax exemption, as so understood, is $1
million for each taxpayer and is not
scheduled 1o increase, The estate tax
exemption, as also so understood, is $1
million for 2005 and is scheduled to
become $2 million in 2006, 2007, and
2008 and reach $3.5 million in 2009.
There will be no estate tax for individu-
als dying in 2010. Beginning in 2011,
the estate tax exemption drops o the
gift tax exemption level of $1 million.

Tax Exemptions of
Married Persons }
As indicated, each individual has his or
her own gift and estate tax exemption.
1t is not portable: one taxpayer cannot

Mitchell M. Gans is 2 professor of law
at the Hofstra University School of
Law in Hempstead, New York.
Jonathan G. Blattmache is a partner at
Mitbank, Tweed, Hadley & McCloy
LLP in New York, New York, and a co-
chair of the Probate and Trust Division

" Insurance and Financial Planning
Committee.

ransfer his or her unused exemption to
another. Even though the Code can be
understood as treatmg married couples
as one ecanomic unit for certain trans-
fer-tax purposes, as per the one-eco-
nomic-unit theory, a surviving spouse’s
estate tnay not use the other spouse’s
unused exemnption. Nonetheless, in the
case of lifetime gifts, a couple may
share, at least to a imited degree,
exemptions by “gifl splitting” under
Code § 2513, which permits one

to consent 1o be treated as though he or
she made one-half of the gifts made by
the other spouse {except for gifts made
to or for the other spouse}. When this
section is operative, one conseguence is
that it permits the spouse making the
gift to apply the other spouse’s exemp-
tion. For example, a wife gives $2 mil-
lion to her child. Her husband, whether
or not he is the father of the child, may
consent under Code § 2513 1o be treat-
ed as though he made half of the gift
for federal gift tax purposes, If the elec-
tion is made, he will report the half
attributed to him on his own gift tax
return and will use any remaining por-

tion of his gift 1ax exemption. {In addi-

tion, if the gift could be subject to gen-

erat ipping transfer tax, such as a
gift to a grandchild, the gift-splitting
the husband in the foregoing

example—is also treated as the trans-

feror for generation-skipping transfer
tax purposes. That may have the effect

of permitting the spouse who made the
transfer also to use the GST exemption
of the other spouse.)

As suggested, sharing of unused
exemptions by spouses for estate tax
purposes is not permitted, although
such poriabxhl'y has been long pro-
posed. As a result, and to avoid
wasting the exemption, so-called
credit shelter trusts are commonly

" used. Such trusts are struchured to

use exactly the federal estate tax
exemption of the spouse dying; they
typically provide benefits for the sur-
viving spouse but are structured so
as nod to be included in the gross
estate for federal estate tax purposes
of the surviving spouse. These trusts
entail financial and psychological
costs, such as the cost of drafting and
administering the trust and the Joss
of control over the trusts’ assets by
the surviving spouse. A portable
exemption, under which the surviv-
ing spouse would be permitted to
enjoy his or her spouse’s unused
exemption, would obviate the need
for credit shelter trusts entirely
{although a trust might be used for
creditor protection and other rea-
sons). If, for example, under current
law, one spouse died and begueathed
the entire estate to the other spouse,
the exemption would be wasted. If

the Code permitted poriable exemp-
tions, howeves, the surviving
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spouse’s exemption would be - -
increased by the unused exemption
of the other spouse. An interesting
issue if such portability were allowed
is whether only the estate tax exemp-
tion of the surviving spouse would
be increased or also the gift tax
exemption of that spouse.

Although Congress has thus far
refused to address the issue, the IRS
has begun issuing private letter rul-
ings and national office technical
advice memorandums {which under
Code § 6110(k)(3) may not be cited or
used as precedent) that diminish the
planning problems some taxpayers
face because of the nonporiable
nature of the exemption. The princi-
pal focus of the rulings appears to be
the case in which a spouse dies with
insufficient assets t0 use his or her
estate tax exemption in full—a situa-
tion that becomnes more common as
the exemption increases. In such a
case, the unused exemption is wast-
ed, of course, even though the sur-
viving spouse may have wealth that
is greater than his or her exemption.
With proper planning, the waste of
the exemption could be avoided by
having the wealthier spouse make a
gift 10 the less wealthy spouse. This
could be accomplished either by an
outright gift or by creating a quali-
fied terminable interest property or
QTIP nrust described in Code _

§ 2523(f) for the benefit of the Jess
wealthy spouse. This kind of plan-
ning, however, may encounter objec-
tions from clients who are unwilling
10 relinquish control over assets {o
their spouses.

PLR Strategy: Creating &
General Power in the
Decesased Spouse
In the rulings, the IRS has approved
a plan that permits clients who have
such control concerns o avoid wast-
ing the exemption at the death of the

Jess wealthy spouse. See, e.g., PLR
200403094 (single grantor revocable
trust) and PLRs 200210051,
200103021 (joint grantor trust).
Under the plan, the wealthier spouse
creates a revocable trust that grants
the other spouse a testamentary gen-

eral power of appointment over suf-
ficient assets such that there will be
no waste of the exemption in the less
wealthy spouse’s estate. And because
the wealthier spouse is able to revoke
the trust at any time, the plan does
not entail any surrender of control.
To illustrate, assume the less wealthy
spouse died in 2005 with $500,000 in
assets and had a testamentary gener-
al power of appointment over $1 mil-
lion in assets under the other
spouse's revocable trust. The gross
estate, under the rulings, would be
$1.5 million. In other words, even
though the general power could
have been revoked by the cther

“—-—-——-—-—‘

Sharing of unused
exemptions by
spouses for estate tax
purposes is not
permitted, although
such portability has
been long proposed.

spouse, it is nonetheless a general
power within the meaning of Code
§ 2041, and the gross eslate is, there-
fore, $1.5 million.

If the less wealthy spouse exercises
the power of appointment in favor of
his or her estale and then directs in
the will thai it be placed in a credit
shelter trust for the benefit of the
wealthier spouse, the exemption is
not wasted. It is, of course, critical
that the surviving spouse not be
viewed as the transferor of the assets
passing into the credit shelter trust.
For if that were the case, there would
be two negative conseguences:

(1) the wealthier spouse could be
viewed as having made a taxable gift
to the other beneficiaries under the
credit shelter trust at the death of the
Jess wealthy spouse; and (2) the cor-
pus of the trust could be induded in
the wealthier spouse’s estate under
Code § 2036 or § 2038, depending on
the nature of the interests or powers

12 PROBATE & PROPERTY 5 Novemecn/Decemesn 2005

conferred on the surviving spouse.
Most critical, the rulings conclude
that the wealthier spouse should not
be viewed as the transferor. That
may seemn somewhat surprising.
After all, one could easily imagine
that the IRS would be inclined to
invoke the step-transaction doctrine

" and thereby treat the wealthiér

spouse as the true transferor-—or to
argue, similarly, that, under slate Jaw,
the wealthier spouse is considered
the transferor for purposes of analyz-
ing creditors’ rights and that Code

§ 2036 or § 2038 should therefore
apply at the wealthy spouse’s death.
See Griffin v. United Stafes, 42

F. Supp. 2d 700 (W.D. Tex. 1998);
Estate of Cidulka v. Commissioner, 71
T.CM. (CCH) 255 (1996); Heyen v.
United States, 945 F.2d 359, 363 (10th
Cir. 1991}; Paclozzi v. Commissioner, 23
T.C. 182 (1954); Estate of Paxton v.
Commissioner, 86 T.C. 785 (1986).
Presumably, because of a sensitivity
to the difficulties that nonportability
creates, the rulings do not take this
approach.

The rulings take a taxpayer-friend-
ly approech on another critical issue,
the gifi-tax marital deduction. For
the plan to work, the wealthy spouse
must not be viewed as having made
a taxable gift to the less wealthy
spouse. It is, of course, clear that no
completed gift occurs as Jong as the
trust yemains revocable. Treas. Reg.

§ 25.2511-2(c) {second senience). The
rulings acknowledge as much. But
the more controversial question is
whether a taxable gift occurs at the
death of the less wealthy spouse. The
rulings conclude that the marital
deduction applies and, therefore, no
taxable gift is made. As such, a gift
tax marital deduction is not perinit-
ted under Code § 2523(i) for a trans~
fer to a spouse who is not a U.S. citi-
zen, nor is an estate tax marital
deduction permitied under such cir-
cumstances unltess the transfer is in

* the form of a qualified domestic

trust, described in Code § 2056(d). To
be sure, the IRS might have taken a
less taxpayer-friendly position, It
could have denied the marital deduc-
tion on the ground that the gift does




not occur until the death of the less
wealthy spouse, reasoning that the
marital deduction contemplates a liv-
ing donee. Cf. Estate of Dave Gordon v.
Commissioner, 70 T.C. 404 (1978), acq-
1979-2 C.B. 1. Treas. Reg.

£§ 20.2056(b)-2 ex. 8 and 20.2056(b)-
4(e) support the position taken in the
rulings by indicating that payments

to the spouse’s estate qualify for the

marital deduction, but in each
instance the spouse survived. In con-
trast, Code § 2056(b)(3)}(A) permits a
marital deduction when the bequest
10 a spouse will terminate as a result
of the death of the “surviving”
spouse in a common disaster. The
IRS might also have taken the posi-
tion in the case in which the less
wealthy spouse allows the power to
Japse that the marital deduction
might possibly be denied on the

und that it constitutes a ter-
minable (nondeductible) interest
within the meaning of Code
§ 2523(b). But, here again, policy con-
cerns about nonportability likely
helped 1o drive the oulcome.

One fina) issue implicated in the
rulings is the question of income tax
basis. Under Code § 1034, it would
seem, 2t first blush, that the assets
passing into the credit shelter trust
should qualify for a change in basis:
Code § 1014(e), however, provides
that the section is inapplicable—no
change in basis is permitied—when
the asset is gifted to the decedent
- within one year of death and the
asset then passes back to the donor
at the death of the decedent. Relying
on Code § 1014(e), the rulings con-
cdlude that the assets in the revocable
trust will not qualify for a charige in
basis to the extent that the surviving
spouse receives property from the
decedent 35 a result of the exercise of
the power (o its Japse). In conclud-
ing that Code § 1034(e) is triggered,
the rulings take the view that the gift
is made 1o the deceased spouse at the
moment of death and, therefore, falls
within the provision’s one-year time
frame. In effect, the rulings analogize
to the gift-tax regulations. In other
words, just as the gift does not occur
for gift-tax purposes until the death

of the Jess wealthy spouse because
the wealthier spouse retains a revo-
cation power, 50, 100, the gift is not
deemed to occur for purposes of
Code § 1014(e). That kind of anelogy
seems 10 be a sensible one and could
cerainly be adopted in regulations.
At the present time, however, there is
no regulation under the section.

I the conclusion that the gift
occurs within the one-year time
frame i correct, the question
becomes how to compute basis.
Although the more recent rulings
give no guidance on this question, -
PLR 9323050 suggests that the deter-
mination be made by focusing on the
actuarial value of the wealthy
spouse’s interest in the trust. In other
words, if the wealthier spouse is
given an income interest in the trust
that has a value equal to, say, 40% of
the value of the trust’s assets, then
40% of the trust’s assets should not
be eligible for a change in basis
under Code § 1014 (the remaining
60% would be eligible). This
approach raises two questions:

(1) how to determine which assets in
the trust are eligible for a change in
basis and (2) how 1o value the
wealthy spouse’s interest in the trust
when it is discretionary. The first
guestion may arise, for instance,
when the revocable trust may have
more assets than the amount over
which the surviving spouse has the
general power of appointment. It
might be possible 10 specify the
order in which the assets in the revo-
cable trust will be used to satisfy the
general power property if the power
is exercised. But it seems likely that
there is some question about which
assets in the revocable trust are
inchided in the gross estate of the
deceased spouse on account of his or
her general power. In reference 1o the
second question, as 3 general rule, a
truly discretionary interest may have
no actuarial value, For example, the
standard Code § 7520 income factor
may not be used 1o value an income
interest in property when the gov-
emning instrament permits trust cor-
pus to be withdrawn for another per-
son's benefit, Treas. Reg.

§ 20.7520-3(b)(2)(ii)(B)(2). However
the calculation is made, it does seem
that taxpayers will be able to enjoy
some change in basis under the rul
ings—at least for the portion of the
trust deemed to pass to the benefici-
aries other than the surviving
spouse.

Other Applications
the PLR Strategy

_ Inappropriate Assels Available to

Fund the Credit Shelter Trust

There are two additional contexts in
which the new rulings may be useful
in planning. First, a spouse may have
sufficent assets to use the exemp-
tion, but the assets may ot be an
ideal candidate for a credit shelter
trust. For example, when 2 spouse
has pensjon or IRA assets that couid
be used 1o apply the exemption but
no other assets, or when the spouse
may have insufficient assets other

1f the credit-shelter
approach is used, |
there is an offsetting
income-tax
disadvantage.

than qualified (pension) plan or IRA
assets to use his or her exemption in
full, the couple must decide whether
to secure the estate tax advantage of
making it paysble to a credit shelter
trust to avoid wasting the exemption. -
1f the credit-shelter approach is used,
there is an offsetting income-tax dis-
advantage: the deferral period for -
reporting the distributions will be
shortened. See generally Natalie B.
Choate, Life and Death Planning Jor
Retiremeni Benefils (2003), at 14-26,
56-58, 144-53, for an excelent dis-
cussion of “fixed” versus “recalculat-
ed” life expectancy methods and
income tax free spousal “rollovers.”
In addition, if they opt for the credit-
shelter approach, the estate-tax out-
come is sub-optimal: when dealing
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with pension-type assets, which gen-
erally will represent the right to
income in respect of a decedent
(TRD), the surviving spouse’s estate
tax can be reduced by making the
benefit payable to the spouse, rather
than to the trust, The right to IRD is
not entitled to the change in basis
under Code § 1014{a). See Code

§ 1014(c). Deferred compensation,
such as interests in a qualified {pen-
sion) plan or individual retirement
account {IRA), represent the right to
IRD as a general yule. See Hess v.
Linited Staies, 271 F.2d 104 (3d Cir.
1959). The advantage, in other
words, that the credit shelter trust
offers, when the trust is funded with
the right to IRD, is eroded by the
‘income tax on the distributions that
the trust must bear. Whereas, if the
benefit is made payable directly to
the spouse, the income tax paid by
the spouse reduces the amount even-

»-'-—-—-———-*
The strategy
approved in the
rulings permits the
couple to use
as much of the
exemption of the first
of them to die as is
possible.

tually subject 10 estate tax at his or
her death. If, however, the plan

_ approved in the rulings is used, the

couple can avoid wasting the exemp-
tion without suffering that erosion
and without shorlening the deferral
period for income tax purposes.

To HHlustrate, assume that a wife
has $1.5 million in her IRA and no
other assets and that the husband
has $1.5 million in non-1IRD assets.
Ideally, these assets of the husband
would be of the type entitled to the
change in basis under Code
§ 1014(a). Assets other than the right
to IRD also may be denied a change
in basis under the section. E.g., Code

§ 1014(b)}(5) and (d). If the wife were
to die in 2005 survived by her hus-
band, she could direct that her IRA
pass into a credit shelter trust to
avoid wasting her $1.5 million
exemption. But this would, as indi-
cated, shorten the deferral period.
And, given the erosion resulting
from the trust’s income tax Bability, it
also would not be as estate-tax effec-
tive as making the benefit payable to
her husband. }f the approsch
approved in the rulings were adopt-
ed, however, an optimal cutcome
could be achieved: the wife would
simply make her husband the benefi-
ciary of the IRA, and he would trans-
fer his assets to a revocable trust
under which she was given a general
power of appointinent. Under this
arrangement, the husband’s non-IRD
assets would be used to fund the
credit sheltey trust created at the
wife’s death, and the IRA would pass
directly o the husband—thus pro-
ducing no waste of the exemption,
no shortening of the deferral period,
and no erosion. But it should be
noled that the advantage of using the
surviving spouse’s assets may be
eroded if Code § 1014(e) applies to
them, as suggested by the private let-
ter rulings. Nevertheless, as
explained, it seems that some change
in basis under Code § 1014(a) should
occur.

Insufficient Assels Available to
Fund Both Exemptions

The second context in which the rul-
ings could prove to be helphul is
when the couple wants to take full
advantage of their exemptions but
does not have sufficiend aggregate
wealth to secure this outcome. For

" example, assume that a couple has

an aggregate wealth of $2.5 million
and that they want to use available
exemptions fully because they
believe that they will eventually have
very substantial estates. In 2005, with
an exemption of $1.5 million, the
couple presumably would be
advised to title $1.5 million of their
assets in the name of the spouse with
the shorter life expectancy. But, of
course, the order of death typically is
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not easily forecast. And if the spouse
with the longer life expectancy were
to die imumediately with an estate of
$1 million, part of the exemption
{$500,000) would be wasted. Under
the rulings, that result can be avoid-
ed. If each spouse were o create a
revocable trust that conferred a gen-
eral power on the other, the entire
$1.5 million exemption would be
used irrespective of the order of their
deaths. It may be that the couple
together does not have enough com-
bined wealth even to use one exemnp-
tion fully. For example, the husband
has $500,000 and the wife has
$750,000, for combined wealthof |
$1.25 million, which is Jess than the
available exemption for the years
2005 through 2009. Nevertheless, the
strategy approved in the rulings per-
mits the couple to use as much of the
exemption of the first of them to die
as is possible. ‘

A Conservative Approach teo
Adopiing the PLR Strategy
In all of these cases, the mulings solve
the problems of nonportsbility. The

IRS obviously resalved all of the Jegal

uncertainties in the rulings in favor of
taxpayers to reach a salutary cuicome
in policy terms. And, although the IRS
should be applauded for taking this
policy-driven approach, taxpayers will
continue to entertain doubts about
relying an the rulings until published
guidance is provided.

Given the nonbinding nature of pri-
vate letter rulings and the difficulties
practitioners face, as 8 consequence, it
may be prudent to take a conservative
approach in terms of drafting and
planning to minimize the rick that the
IRS would succeed were it to disavow
the rulings. Practitioners who imple-
ment the approach approved in the
rulings, perhaps, should consider
adopting the three recommendations
that follow. -

First, the spouse who receives a
general power should exercise i,
rather than allowing jt to lapse.
Although the rulings do not require
this, it would seem that the IRS
could argue that a spouse who
receives a power of appointment and




allows it 10 Japse has received a fer-

minable interest that does not qualify

for the gift-tax marita] deduction. On

the other hand, if the power is exer-

cised, the terminable-interest argu-

- ment would appear to be foreclosed.
See Rev. Rul. 82-184, 1982-2 C.B. 215.

Second, the surviving spouse
should be given a special power of
appointment under the credit shelter
trust that is created through the exer-
cise of the other spouse’s general
power. The special power should be
exercisable during life and at death.
Under this strocture, it would seem
that the IRS could not argue that the
surviving spouse has made a faxable
gift of the remainder interest at the
other spouse’s death. For even if the
IRS changes its position and takes
the view that the surviving spouse is
the transferor, no taxable-gift argu-
ment can be made successfully when
the transferor has a special power
that is immediately exercisable,
because the gift of the remainder
would be incomplete, Treas. Reg.
§ 25.2511-2(c). This is Nustrated in
Goldstein v. Commissioner, 37 1.C. 897
(1962), in which the court intimated
that a taxable gift might occur if the
time for exercising the special power
is delayed. .
Third, the grantor of the revocable

trust should give the other spouse a
mandatory income interest that qual-
ifies the property over which the
deceased spouse has the general

_ power for QTIP treztment. The gen-
eral power granted 1o the first
spouse to die might cause the prop-
erty to qualify for the marital deduc-
tion under Code § 2523(e) {a general
power of appointment trust) rather
than Code § 2523(f) (a QTIP trust). -
But for the trust to qualify under
Code § 2523(e), the general power
must be exexcisable by the spouse
alone and in all events. Treas. Reg.
§ 25.2523(€)}-1(a)(4). Some condition
could be built in; for example, the
spouse can only exercise the power if
he or she is under the age of 115 at
the time of death. The built-in condi-
tion should prevent it from qualify-

_ ing for the marital deduction under

Code § 2523(e), 50 an election may be

made 1o have it qualify under Code
'§ 2523(f), in order that the trust will
not be included in the surviving
spouse’s estate under Code § 2036 or
§ 2038. In addition, the credit shelter
trust created for the benefit of the
grantor through the exercise of the
general power at the death of the
first spouse should limit the frusiee’s
discretion in terms of distributions to
the grantor (an asceriainable stan-
dard relating 10 health, education,

maintenance, and support should be

used). }f this suggestion is imple-
mented, it would seem that the IRS
would be precluded from including .
the trust in the estaie of the surviv-
ing spouse (the grantor of the revoca-
ble trust) on a credilors’ rights theo-
ry. See Paolozzi, 23 T.C. at 182; Paxion,
86 T.C. at 785. In other words, even
if, under siate law, creditors of a
transferor can reach trust assets
when the trustee has discretion to
make distributions 1o the transferor
and even if the grantor would be
viewed as the transferor of the credit
shelter trust—on the rationale that
the exercise of the general power by
the other spouse should be ignored
as a prearranged step designed to
give the transferor access to the
trust’s assets—inclusion in the
grantor’s estate would nonetheless
appear to be precluded, For, under
the QTIP regulations, once the QTP
beneficiary has died, nejther Code
§ 2036 nor § 2038 can apply af the

death of the spouse who created it
even if he or she has a beneficial
interest in the trust or a power over
it. See Treas. Reg. § 25.2523(f)-1{f) ex. 11.
And while Code § 2041 might inter-
act with a creditors’ rights theory
under state law to produce inclusion
in the surviving spouse’s estate, the
use of an ascertainable standard
should eliminate this possibility. In
summary, neither Code § 2036 nor

§ 2038 can apply even if the surviv-
ing spouse is treated as having creat-
ed the credit shelter trust because it
will have been treated as a QTP
trust for the spouse dying first. That
is s0 even if the so-called creditors’
rights theory of Paolozzi, 23 T.C. at
182, and similar precedent is
invoked—those cases cause Code

6§ 2036 and /o 2038 to apply—
because the QTIP regulation cited
above forecloses the application of
those sections. Moreover, a power
exercisable only under an ascertaina-
ble standard described in Code

§ 2041 forecloses the power from
being a general power of appoint-

* ment. Hence, the credit shelter trust

should not be included in the gross
estate for federal estate tax purposes
of the surviving spouse, despite the
interests and powers the survivor
will hold over the trust. Thus, even if
the IRS were to abandon its taxpay-
er-friendly epproach and invcke a
creditor’s rights theory, documents
drafted in the manner suggested
would likely produce a favorable
outcome.

Some Additional
Practical Points

The surviving spouse should file a
gift tax return and any applicable
state gift tax return, disclosing the
gift 10 the other spouse and claiming
QTIP marital-deduction treatmemt.
Assuming adequate disclosure under
Code § 6501(c)(9), the statute of limi-
tations for the IRS 1o challenge the
allowance of the marital deduction
will expire in three years when
there is not a greater than 25%
omission from the retumn. See Code
§ 6501{¢}{2). That means that, if no
timely and successful challenge to
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the allowance of the marital deduc-
tion is made by the IRS, the credit
shelter trust should be excluded from
the surviving spouse’s estate,

Conclusion

The recent rulings produce a taxpay-
er-friendly outcome in many cases in
which the nonportable nature of the
estate-tax exemptions makes plan-
ning and drafting difficult. But, until
published guidance is issued on
some of the complicated issues that
the rulings resolve in favor of tax-
payers, practitioners may find it pru-
dent 1o draft conservatively and,
therefore, implement some of the
suggestions made in this article.

 Implementing the Strategy

To implement the strategy approved in
the rulings, each spouse ceates a reve-

" cable trusi or the couple aeates a joint

revocable trust. The trusts or trust
must be funded with a sufficent
amount of property before either
spouse dies to ensure that the spouse
who dies first has a general power of
appmntmml {causing estate tax inclu-
sion under Code § 2041} over an ade-
quate level of property such 1hal his or
her exemption will be used

For example, if each spouse has §1 mi
Lon titled in his or her name and they
have an additional $500,000 in assets,
the $500,000 sum could be placed in
the revocable trust so the first to die
will have an estate for federal estate
tax purposes of §1.5 million. Of course,
the key is the amount of the taxable
estate of the spouse dying first, nol the
gross estate. Also, values in the trust
will vary over time and the federal

- estate tax exemption is scheduled to

increase over the years. Hence, it prob-
ably is preferable for the spouses to
transfer substantially mare to the revo-
cable trusi than the minimum expect-
ed to be needed 1o avoid wasting the
exemption in the estate of the first
spouse to die.

The provision that would be -

‘added to the revocable trust might be

simnilar to the following, which is
sample language derived from
Wealth Transfer Planning™, a com-
puter software system of which Mz,

Blattmachr and Michael L. Graham
are co-authors and that is published
by InterActive Legal Systems

{www ilsdocs.com), which has grant-
ed its penmission for the Janguage to
be reproduced here.

Grant of General Power of
Appointment. If the Grantor’s
husband /wife predeceases the
Grantor, then upon the death of
the Grantor’s husband /wife if the
Grantor’s husband /wife is then
under the age of 115 years, the
trustees acting hereunder shall
transfer the lesser of (a) all proper-
ty held hereunder at the time of
the death of the Grantor’s hus-
band/wife or (b) a [SUM\FRAC-
TIONAL SHARE] of all property
then held hereunder, which shall
be the amount, if any, by which
(i) the Unused Applicable
Exclusion Amount of the
Grantor’s husband /wife exceeds
(ii) the value of the taxable estate
of the Grantor’s husband /wife
(determined by excluding the
value of property subject to this
general power of appointment) to
such one or more persons (includ-
ing the estate of the Grantor’s hus-
band /wife) on such terms as the
Grantor’s husband /wife may
appoint by a Will specifically
referring 1o this power of appoint-
ment. {If the Jesser of “{a)” and
“(b)” is “(b)" and if the trustees
_hold property that would repre-

- sent the right to income in respect
of a decédent within the meaning
of Code Sec. 691 at the death of
the Grantor’s husband /wife, then
the power of appointment hereby
granted to the Grantor’s hus-
band/wife shall be applied first to
property that does not represent
the right to income in respect of
decedent and shall be exercisable
with respeci to property that does

_ represent the right to income in
respect of a decedent only 1o the
extent necessary 1o permit the
Grantor's husband /wife to be
able to exercise the power in full
1o the extent of the lesser of “(a)”
and “(b}".) The “Unused
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Applicable Exclusion Amount of
the Grantor’s husband /wife”
means the Jasgest taxable estate
the Grantor’s husband /wife coulé
have at the time of his/her death
without incurring any Federal
estate tax, To the extent this powe
of appointment is not effectually
exercised by the Grantor’s hus-
band/wife, the property subject to
the power shall be pajd over to
the Executor under the Will
[change 1o “personal represeniative of
the esiate” if appropriate] of the
Grantor’s husband /wife to
become part of his /her estate. 1f
the Grantor’s husband /wife (or .
the Executor of the Wili of the
Grantor ‘s husband /wife) dis-
claims the general power of
appointment granted under this
paragraph, that power shall be
expunged as of the date of death
of the Grantor’s husband /wife
and treated as though never
granted.

The language for a joint revocable
trust {that is, one created by both
spouses) might be similar to the
following:

Grant of General Power of
Appointment. Upon the death of
the First Decedent |many practi-
tioners, in drafting “joint” revocable
trusts, refer 1o the hushand and wife
as “Trustors” as they both create the
trusi. Others refer io the “husband
and wife,” the *Settlors,” the
“Grantors” or some other term. The
term in this provision should be modi-
fied in accordance with the “naming”
convention for the husband and wife
used in the joint revocable trust), the
trustee acting hereunder shall
transfer upon the death of the
First Decedent, if the First
Decedent is then under the age of
115 years, the lesser of (a) all prop-
erty held hereunder at the time of
the death of the First Decedent
consisting of the Surviving
Spouse’s separate property and
the Surviving Spouse’s one-half
interest in community property
[remove the reference to “community




property” if appropriate] or (b) a

{SUMNFRACTIONAL SHARE) of

the Surviving Spouse’s separate
property and the Surviving
Spouse’s one-half inlerest in com-
munity property then held here-
under equal to the amount, if any,
by which {i) the First Decedent’s
Applicable Exclusion Amount
exceeds (i) the value of the First
Decedent’s taxable estate (deter-
mined by excluding the value of
property subject to this power) to
such one or more persons (includ-
ing First Decedent’s estate) on
such terms as the First Decedent
may appoint by a Will specifically
referring to this power of appoint-
ment. (If the lesser of “(a)” and
“(b)” is “(b)” and if the trustees
hold property that would repre-
sent the right to income in respect
of a decedent within the meaning
of Code Sec. 691 at the death of
the First Decedent, then the power
of appointment hereby granted to

the First Decedent shall be applied
first 1o property that does not rep-
resent the right to income in
respect of decedent and shall be
exercisable with respect to proper-
ty that does represent the right to
income in respect of a decedent
only to the extent necessary to
permit the First Decedent to be
able to exercise the power in full
to the exient of the lesser of “{a)”
and “{b)”.) The First Decedent’s
“Unused Applicable Exclusion
Amount” means the Jargest tax-
able estate the First Decedent
could have at the time of the First
Decedent’s death without incur-
ring any Federal estate tax. To the
extent this power of appointment
is not effectually exercised by the
First Decedent, the property sub-
ject to the power shall be paid
over to the Executor under the
Will of the First Decedent to
become part of his or her estate, If
the First Decedent (or the

Executor of the Will of the First
Decedent) disclzims the general
power of appointment granted
under this paragraph, that power
shall be expunged as of the date of
death of the First Decedent and
treated as though never granted.

As mentioned above, it seems
preferable for the spouse dying first
to exercise the general power of
appointment. Here is a sample of

" how the exercise might be described

in that spouse’s will:

Exercise of Power of -
Appointment. Under [describe

" trust agreement}, ] may hold a
power to appoint cerfain property
held thereunder at the time of my
death. I hereby exercise that
power and direct that al] property
subject to that power of appoint-
ment be sdded 1o my estate to
become a part thereof. B
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Supercharged Credit Shelter Trust™

©2006 by Mitchell M: Gans, Jonathan G. Blattmachr & Diana 8. C. Zeydel.!
Al Rights Reserved ,

Introduction

Many married individuals adopt an estate plan designed to avoid estate tax upon
the death of the first spouse to die while taking maximum advantage of the so-called
“unified credit” (also known as the applicable exclusion amount). The plan typicaily
involves setting apart the amount sheltered by the unified credit (the "credit shelter”
amount) separately, and providing that only the portion of the estate in excess of the
credit shelter amount will pass in a manner that qualifies for the marital deduction.
Frequently, the credit shelter amount is set apart in trust so that the surviving spouse may
benefit from the property if needed without causing those assets to be included in the
surviving spouse's estate for estate tax purposes. A credit shelter trust not only preserves
the unified credit of the first spouse to die, but also provides an opportunity to Jeverage
the-unified credit of the first spouse to die during the lifetime of the surviving spouse: To
the extent there is appreciation and/or accumulated income in the trus, it passes upon the
surviving spouse's death free of estate tax (and free of generation-skipping transfer tax,
assuming an allocation of GST exemption to the trust). The amount in the trust passing
tax-free at the surviving spouse’s death is enhanced, of course, if trust distributions to the
surviving spouse are minimized. The amount in the trust would be further enhanced if
the credit shelter trust were the surviving spouse’s grantor trust: The surviving spouse’s
payment of tax on the trust’s income would permit the trust estate to grow income tax
free. The trust, in other words, would be supercharged. This article will suggest that a
lifetime QTIP trust should be used in order to supercharge the credit shelter trust. Given
the advantage offered by the Supercharged Credit Shelter Trust*™, practitioners may wish
to consider adopting this drafting approach in many cases.

Background

The unified credit is typically conceptualized as a Federal estate tax exemption or
exemption equivalent. The exemption has increased from $60,000 (when it was a true
exemption) for many years before 1977 to the current amount of $2 million (and it
increases in 2009 to $3.5 million). Under current law, there is no Federal estate tax in

! Mitchell M. Gans is 2 professor at Hofstra University Law School in Hempstead, New York. Jonsthan G.
Blattmachr is e partner in New York, New York, at Milbank, Tweed, Hadley & McCloy, LLP, Diana 8. C.
Zeydel is a sharcholder in Miami, Florida, of Greenberg Traurig; PA. Mr. Blattmachr is co-developer of
Wealth Transfer Planning, a computerized software system for lawyers offcring specific client advice and
document asserbly, which is published by Interactive Legal Systems, LLC (ILS). The sample language
contained in this article is derived from Wealth Transfer Planning and is published here with the permission
of ILS. “Supercharged Credit Shelter Trustsm” is a servicemark of Prof, Gans, Mr. Blattmachr and Ms.
Zeyde) who hereby grant permission for anyone to use it without charge provided appropriate attribution is
given to them for its use. '




2010 (so one could view the exemption as unlimited for that year). After 2010, the
exemption would revert to $1 million. See section 2010 of the Internal Revenue Code of
1986 as amended ("Code" or “"IRC").

In a conventional plan, the first spouse to die does not bequeath all of his or her
assets to the surviving spouse via a bequest or other disposition that qualifics for the
marital deduction. Were such an approach uscd, the first spouse’s exemption would be
wasted. Rather, the exemption amount is typically bequeathed in trust, with the surviving
spouse as a beneficiary. As long as the surviving spouse is not given & general power of
appointment, its assets will be excluded from the surviving spouse’s gross estate for.
Federal estate tax purposes. ‘

Credit Shelter Trusts

Typically, the plan fully to use the exemption of the first spouse to die is
implemented through a “formula” bequest, under which an amount equal to the spouse’s
unused Federal estate tax exemption is placed in a trust for the benefit of the surviving
spouse and descendants. The trust shelters the assets used to fund the exemption from
inclusion in the surviving spouse’s gross estate for Federal estate tax purposes: Neither
section 2036 nor 2038 of the Code can-apply because the surviving spouse makes no
transfer 10 the trust; and, if properly drafied, the surviving spouse does not have a general -
power of appointment over trust assets. Because the trust shelters the amount based upon
the unified credit (i.e., the unused exemption) from estate tax in this fashion, it is
commonly referred to as a "credit shelter trust.”

Structure and Benefits of the Credit Shelter Trust

Some clients may insist on mandating distributions of trust income to the
surviving spouse from the credit shelter trust. Although that may provide a sense of
psychological and economic security, it is incfficient from & tax viewpoint. Amounts
distributed to the surviving spouse, to the extent not expended, will have the effect of
increasing his or her gross estate, whereas amounts accumulated in the trust will pass, as
indicated, free of estate tax at the surviving spousc’s death. In addition, distributions to
the surviving spouse will have the effect of depleting a tax exempt trust when it might be
possible to provide for the spouse out of what would be estate taxable assets, Moreover,
during the surviving spouse’s lifetime, income could be distributed to descendants
without incurring gift tax. For example, if the trust mandated income distributions to the
surviving spouse and he or she then pifted the income received to a child, a taxable gift
would occur (to the extent not protected by the annual exclusion under section 2503 of
the Code). But, if authorized in the instrument, the income could be distributed by a
disinterested trustee directly to the child without generating a taxable gift. (An interested
trustee, that is one who is a beneficiary of the trust, could also make the distribution
without generating a taxable gifi if the trust instrument permits distributions to be made
in accordance with an ascertainable standard, such as health, maintenance, support and
education.) In addition, the income distribution to the child might produce an income tax
savings: the distribution should be taxable for income tax purposes to the child; and, if
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the child is in 2 lower income-tax bracket than the surviving spouse, the difference in
bracket will result in a savings. Even if the income is accumulated in the trust, a savings
may be achieved: Whereas a distribution to the spouse could generate state or Jocal
income tax, it is possible that the trust might not be subject to such a tax,

Where the surviving spouse has sufficient resources, he or she should not receive
distributions from the trust. In other words, in order to achieve an optimal tax ouicome
for the entire family, the surviving spouse should expend his o her own assets (or those
i the marital deduction trust) rather than receive distributions from the credit shelter
trust. To illustrate, assume that the surviving spouse has access to the following
categories of assets: assets held outright by the surviving spouse; assets held in the credit
shelter trust; and assets held in one or more marital deduction trusts. Because only the
assets held in the credit shelter trust will pass estate-tax free at the surviving spouse’s
death, it would be preferable to use principal in the marital deduction trust (asitis
generally the case that the marital deduction trust will mandate income distributions),
rather than principal or income in the credit shelter trust, to enable the surviving spouse to
maintain an appropriate standard of living. Under this approach, the assets in the marital
deduction trust {estate taxable when the surviving spouse dics) "vanish" while the assets
in the credit shelter trust (not estate taxable when the surviving spouse dies) grow. This
can be accomplished if the trustee is authorized to distribute principal from the marital
deduction trust(s) to the surviving spouse and to accumulate income in the credit shelter
trust (in addition, as suggested, it may be helpful from a planning perspective if the
trustee of the credit shelter trust were authorized to make distributions to descendants).
Where it is anticipated that the credit shelter and marital deduction trusts will be so
administered, it may be appropriate to provide detailed authorization to the trustees and,
indeed, to encourage them to use this approach. A sample provision might read -as
follows:

Estate Tax Efficient Shares

I have provided in this instrument, if my spouse survives me, Jor my estate to be
divided into what I perceive 1o be estate tax efficient shares for those who may succeed 10
property disposed of hereunder upon the death of my spouse. I understand that the
relative size of those shares is dependent upon the tax law in effect at the time of my
death and upon elections or other decisions made by my executors/personal
representatives. ] acknowledge that the inlerest of my spouse in the shares created
hereunder may nof be the same and that, if there is no death tax in effect at the time of my
death, no estate tax marital deduction share may be created for my spouse. Because
benefiting my spouse is one of my primary concerns, I request, but do not direct, that the
Trustees of any trust hereunder in which my spouse has an interest benefit my spouse
therefrom in @ manner that will eliminate or minimize the economic effect upon my
spouse of the division of property into separate shares; provided, however, that onlya
Trustee other than any Trustee who is or in the future may become a beneficiary of a
srust hereunder who is referred to herein as a "Interested Trustee” shall participate in
any such decision. Without limiting the discretion granted to the Trustees hereunder,
without granting my spouse any right to compel the Trustees to do so, and without
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imposing any obligation for the Trustees 10 do so, and solely by way of illustration and
not limitation, I authorize the Trustees (other than any Interested Trustee) to pay
principal to my spouse from any trust that qualifies for the Federal and/or state estate tax
marital deduction while accumulating income in any other trust in which my spouse may
have an interest in @ manner that the Trustees (other than any Interested Trustee)
determine may provide my spouse with approximately the same net benefit (taking into
account income taxes and any other factors the Trustees (other than any Interested
Trustee) deem appropriate) my spouse would have received had all incomeora
reasonable unitrust amount, as determined by the Trustees {other than any Interested
Trustee), from all trusts in which my spouse has an interest hereunder been paid 1o my
spouse. :

Supercharging the Credit Shelter Trust

As suggested, in a conventional plan, the credit shelter trust is created by bequest.
Under Subchapter ¥ of the income tax provisions of the Code, unless the trust is a grantor
trust under Subpart E of Part 1 of Subchapter J, the income taxation of trust’s income is
based on the concept of distributable net income (DNI). Under those DNI rules, the
trust’s income is 1axable to the beneficiaries or the trust depending on the amount of
Jistributions made each year. Sec sections 651-662. Thus, if income distributions to the
surviving spouse are mandated or made in the discretion of the trustee, they will be taxed
under the DNI rules 10 the spouse, as a general rule. If, on the other hand, the trust’s
income is either accumulated or distributed to descendants, it will, of course, not be taxed
to the spouse. Suppose, however, the DNI rules could be displaced with the grantor trust
rules so that the trust’s income, therefore, would be made taxable to the spouse even if no
distributions are made to the spouse. (Under the grantor trust rules, the income,
deductions and credits against tax of the trust are attributed directly to the grantor as
though the trust does not exist and the trust assets were owned dircctly by the grantor.) If
this could be accomplished, the trust would grow income tax free and thus, in effect,
would be enhanced by the spouse’s income-tax payments. And, assuming an allocation
of GST (generation-skipping tax) exemption were made to the trust, the enhancement
attributable to the spouse’s payment of the income tax could inure to the benefit of lower-
generation beneficiaries on a completely transfer-tax-free basis. The credit shelter trust
would thus become "supercharged.” '

How might one structure a credit shelter trust in order to supercharge it? At
bottom, the concept rests on Rev. Rul. 2004-64, 2004-2 CB. 7. Inthe ruling, the IRS
considered the gift tax implications of a grantor trust. In the case of a Grantor Trust, the
DNI rules do not apply. Instead, the trust is ignored for income tax purposes and its
income is taxed to the grantor. See Rev. Rul. 85-13, 1985-1 C.B. 184. In Rev. Rul.
2004-64, the IRS concluded that the grantor’s payment of the tax on the income of &
grantor trust does not constitute a taxable gift. For a discussion of the ruling, see M.
Gans, S. Heilborn & J. Blattmachr, “Some Good News About Grantor Trusts: Rev. Rul.
2004-64," Estate Planning, Vol. 31 No. 10, at 467 (October 2004), Thus, ifa credit
shelter trust could be structured so that it was the surviving spouse’s grantor trust for
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jncome tax purposes while still functioning as credit shelter trust for transfer-tax
purposes (no inclusion in the surviving spouse’s estate), it would be supercharged.

The difficulty, however, is that, under conventional planning, the surviving
spouse is not the grantor of the credit shelter trust. The trust is crcated by bequest under
the will {or revocable trust) of the first spouse to die and, therefore, cannot be viewed as
the surviving spouse’s grantor trust. Nonetheless, under section 678, the trust could
qualify as the surviving spouse's grantor trust if he or she were given the right to
withdraw the trust principal. While this would be effective in terms of making the trust’s
income taxable to the spouse, it would be ineffective in terms of the estate tax: Sucha
withdrawal power is a general power of appointment that would cause the trust’s assets to
be included in the surviving spouse’s gross estate under section 2041 (and a relcase or
lapse of the power during the surviving spouse’s life would trigger a taxable gift under
section 2514 to the extent not saved by the “five-and-five” exception in section 2514(e)).
The critical question, therefore, is how to make the credit shelter trust the surviving
spouse’s grantor trust without relying on section 678.

Lifetime QTIP Trust for the Spouse Dying First

_, “This can be achieved through the use of a lifetime QTIP trust. To illustrate,

. assume the wife creates a lifetime QTIP trust for her husband with sufficient assets to use
his entire estate tax exemption when he dies. She elects QTIP treatment for the trust on
her United States Gift (and Generation-Skipping Transfer) Tax Return (Form 709).
(Note that it will not quakify for the marital deduction if the spouse for whom the QTP is
created is not a U.S. citizen. Sec IRC § 2523(i).) Thus, no gift tax is payable when the
trust is created, and the entire trust will be included in the gross estate of the husband
when he dies under section 2044 of the Code. While both spouses are alive, the trust is
the wife’s grantor trust (assuming her husband is a beneficiary with respect to both trust
income and principal, the trust js deemed wholly owned by the wife). See IRC §§ 676,
677. Therefore, all of the trust’s income (whether aliocated to accounting income or to
principal) would be taxed to the wife without regard 10 the DNI rules.

Upon the husband’s death, as indicated, the assels in the lifetime QTIP trust
created by the wife for the husband are included in his gross estate under section 2044,
But estate tax will be avoided to the extent of his remaining Federal estate tax exemption
(and as 10 the entire trust if any assets in excess of the husband's remaining exemption
pass in a form that qualifies for the marital deduction for estate tax purposes in his
estate}. And, assuming the trust is properly drafied, its assets (to the extent of the
husband’s estate tax exemption) should not be included in the wife's gross estate at her
later death. Even though she may be a permissible (or even mandatory) beneficiary of
the credit shelter trust created from the lifetime QTIP trust, it will not be included in her
gross estate as long as she does not have a general power of appointment and as long as
the husband’s executor does not make a QTIP clection. While, under section 2036, trust
assets may ordinarily be included in the grantor's gross estate where the grantoris a
beneficiary, the QTIP regulations explicitly preclude the IRS from invoking section 2036
or section 2038 in the surviving spouse’s estate in the case of such a lifetime QTIP. See
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Reg. § 25.2523(H)-1(D, Example 11. Thus, even if the credit shelter trust is drafted to
permit distributions to the wife, it will not be included in her gross estate. In effect, the
\rust functions exactly as would a credit shelter trust formed from assets in the husband’s
own estate: A trust using his exemption would be excluded from the wife’s gross estate at
her later death. ‘

Nonetheless, for income tax purposes, the trust can continue to be treated as the
wife’s grantor trust afier the husband’s death, provided the trustee has discretion to make
distributions of income and principal to the wife. Regardless of the way in which the
wrustee in fact exercises this discretion, the trust’s taxable income will continue to be
attributed to the wife under the grantor trust rules by reason of the wife's discretionary
interest in trust income and principal. See sections 676, 677. Most critically, the wife is
viewed as remaining the grantor of the trust for income tax purposes — thus triggering
section 676 and/or 677 -- ¢ven though, at her husband’s death, it was included in his
gross estate under section 2044, See Reg. §1.671-2(e}(5) (no change in identity of the
grantor Unless Someone exercises general power of appointment over the trust). Asa
result, the wife’s payment of the tax on the trust’s income does not constitute a taxable
gift. Sec Rev. Rul. 2004-64, supra. Thus, even assuming the trustee accumulates the
income or distributes it to the descendants, the wife is required to pay the income tax and
is riot treated as making a taxable gift when she does so. In short, the credit shelter trust
is supercharged. And if GST exemption is allocated to the lifetime QTIP trust as is
permitted in Treas. Reg. §26.2632-1(c)(2)(ii)(C) and as explained in J. Blattmachr,
“Selected Planning and Drafting Aspects of Generation-Skipping Transfer Taxation,” The
Chase Review (Spring 1996), the transfer tax savings will be further enhanced (although
Rev. Rul. 2004-64 does not make explicit reference 1o the GST, its conclusion that no
taxable gifi occurs by reason of the grantor’s payment of the income tax should likewise
apply for GST purposcs, see Reg.§26.2652-1). ' ‘

Tt is appropriate parenthetically to discuss the allocation of GST exemption ina
bit more detail here. As explained in The Chase Review arlicle cited above, the spouse
who creates the lifetime QTIP trust may make the so-called “reverse QTIP” clection
under section 2652(e)(3) when the Tifetime QTIP trust is created. In other words, the .
GST exemption of the first spouse to die will not be allocated to the credit shelter trust
formed from that lifetime QTIP trust. Rather, the GST exemption of the spouse who
created it will be allocated and aliocated earlier in time than will estate tax exemption of
the spouse dying first. An exemple may help illustrate this concept. It is quile certain the
husband will die before the wife will. She creates a $2 million lifetime QTIP trust for
him. Although she makes the QTIP election to make the trust qualify for the gift tax
marita! deduction under section 2523(f) of the Code, she “reverses” that election under
section 2652{a)(3) for GST tax purposes. Hence, her GST exemption begins to “work”
as soon as she creates the trust. Assume that when the husband dies, the lifetime QTIP
wrust is worth $3 million, The first $2 million goes into a credit shelter trust for the
surviving spouse and is GST exempt by reason of her allocation of ker GST exemption t0
the trust. The extra $1 million in the lifetime QTIP trust the wife created for the husband.
goes into a QTIP trust for her which the husband’s executor will elect to qualify for the
estate tax marital deduction under section 2056(b}(7). And it too will be GST exempt,
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again by reason of the wife’s allocation of GST exemption to the lifetime QTIP trust
when she created it. The husband’s GST exemption will be allocated to other assets in
his estate—these other assets presumably will pass inio a so-called “reverse” QTIP trust
for the wife. Hence, this strategy not only supercharges the estate tax cxemption of the
spouse who dies first but, as explained in The Chase Review article, “extra” supercharges
the GST exemption of the surviving spouse. Of course, as ‘with all lifetime uses of tax
exemptions, there is a risk that exemption is wasted if the assets decline in value, If, in
the foregoing example, the assets decline to $1,5 million, the husband’s estate tax '
exemption will remain intact, but a portion of the wife’s GST exemption may be wasted.

Creditors' Righis Doctrine

Under the law of most, but not all, states, a grantor's creditors may attach assets in
a trust the grantor has created and from which he or she is entitled or eligible in the
discretion of a trustee to receive distributjons. See, e.g., New York Estates, Powers &
Trusts Law 7-3.1; Restatement (3d) Trusts, sections 57-60. The question becomes
whether estate tax inclusion in the estate of the spouse who created the QTIP that
becomes a credit shelter trust for that spouse might result if, under state law, her creditors
could reach the trust’s assets.

Because the wife in the above example is the grantor of the lifetime QTIP trust
and will also be a permissible beneficiary of the resulting credit shelter trust, it is at least
arguable that, under state law, her creditors could attach the trust’s assets. Ordinarily, the
ability of a grantor’s creditors to reach trust asscts triggers inclusion in the gross estate
under section 2036. See, ¢.g., Outwin v, Commissioner, 76 T.C. 153 (1981), acq., 1981-2
C.B. 1; Palozzi v. Commissioner, 23 T.C. 182 (1954), acq. 1962-1 C.B, 4; Estate of
Paxton v. Commissioner, 86 T.C. 785 (1986); Rev. Rul. 77-378, 1977-2 C.B. 348. As
indicated, however, the QTIP regulations explicitly preclude the IRS from invoking
section 2036 and 2038 in this context. Sec Reg. § 25.2523(1)-1(1), example 11
(foreclosing the application of sections 2036 and 2038 in the surviving spouse’s gross
estate with respect 1o a QTIP trust previously included in the other spouse’s gross estate
under section 2044). '

Is it nonetheless possible that the IRS could successfully argue that, because of
the right of the wife’s creditors to reach the trust’s assets, she has a general power of
appointment triggering inclusion in her estate under section 20417 While the QTIP
regulations render sections 2036 and 2038 inapplicable in the wife’s estate, they do not
rule out the possible application of section 2041, (See, also, Reg. § 20.2041-1(b)(2).)
Thus, if under applicable state law, the wife's creditors could reach the trust’s assets, the
possible resulting application of section 2041 in her estate would make this strategy
unworkable because it would cause the credit shelter trust to be included in her gross
estate. It is critical, in other words, that the plan be structured so that section 2041 cannot
apply in the wife’s estate with respect to the credit shelter trust for her benefit formed out
of the lifetime QTIP trust she created for her husband. . .
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This can be accomplished in one of two ways. First, section 2041 can be negated
through the use of an ascertainable standard relating to health, education, maintenance or
support. For example, if distributions from the credit shelter trust to the wife were
limited by such a standard, section 2041 could not apply in her estate even if her creditors
could access the trust’s assets under state law. In those states permitting creditors access,
the creditors can only reach the amount that the trustee could distribute to the grantor
under a maximum exercise of discretion. See, e.g., Vanderbilt Creditor Comp. v. Chase,
100 AD 2d 544, 437 NYS 24 242 (2d Dept. 1984); comment f to Restatement (3d)
Trusts, section 60, Thus, if the trustee may make distributions only to the extent
necessary for the grantor's health, education, maintenance and support, the grantor’s
creditors are similarly limited. They can only reach the trust’s assets to the extent the
trustee could properly make payments to the grantor for such purposes. And since
Section 2041 of the Code excludes from the definition of a general power of appointment
a right to property circumscribed by such a standard, including an appropriate standard in
the instrument would preclude the IRS from invoking section 2041 even if the trust were
located in a state permitting creditors access, (Further limitations might also be .
incorporated, such as requiring the trustee to consider other resources prior to making
distributions.)

Second, the trust could be formed under the Jaws of a state that does not permit
the grantor’s creditors to access trust assets. Where 1he law of such a state controls
(Alaska, Delaware, Nevada, Rhode Island, South Dakota, Utah and, to a limited extent,
Oklahoma), it will be respected for Federal estate tax purposes. See, e.g., Estate of
German v. United States, 7 Ct. Cl. 641 (1985) (no estate tax inclusion in estate of grantor
who was eligible to receive income and corpus from the trust because her creditors could
not attach the trust property under the Jaw under which the trust was created); sec also
Rev. Rul. 2004-64.

In sum, when using a Supercharged Credit Shelter Trust™, it is critical to (a)
include an appropriate standard in the instrument and/or (b) locate the trust in a state
where the grantor’s creditors cannot reach trust assets. Failure to do so.could potentially
result in inclusion of the trust in the surviving spouse’s estate. If the suggested approach
is used, the lifetime QTIP trust becomes a credit shelter trust with respect 1o the first
spouse to die for transfer tax purposes while remaining the surviving spouse’s grantor
wrust for income tax purposes, thereby permitting the credit shelter trust to appreciate on
an income tax free basis. Given the substantial amount of additional wealth that can be
wransferred tax-free with the supercharged version of the credit shelter trust (see the
accompanying illustration), practitioners should give the approach serious consideration
in all cases in which the spouses are willing to consider committing assets to a lifetime
trust arrangement.

Reciprocal Lifetime QTIP Trusts: Estate Tax
Under the proposal, instead of creating testamentary credit shelter trusts under the.

wills or revocable trusts of bath spouses, cach spouse creates 2 lifetime QTIP for the
benefit of the other, with sufficient assets in each trust fully to utilize the beneficiary-
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spouse’s exemption. This, of course, raises the question whether the "reciprocal trust
doctrine” will undermine the effectiveness of the strategy.

In United States v. Estate of Grace, 395 U.8. 316 (1 969), the Supreme Court
applied the doctrine to the following facts. A husband had created a trust under which
the wife was entitled to receive the income for life; the wife was given a special power of
appointment exercisable in favor of their descendants and the husband. Fifieen days
later, the wife created a similar trust containing the same dispositive provisions for the
benefit of the husband. Emphasizing the fact that the trusts were identical and created in
the same time-frame, the Court held that, at the husband’s death, the trust created bythe -
wife should be included in his gross estate under an earlier version of section 2036.
While 2 trust created for the benefit of the decedent by another party is not includible in
ihe decedent’s estale under section 2036, the Court nonetheless invoked the section on
the theory that, in substance, the husband was the grantor of the trust nominally created
by the wife. In other words, the husband, jn substance, created the trust under which he
was the income beneficiary. And, under section 2036(a)(1) of the Code, a trust is
included in the estate of the grantor if the grantor retained the right to the income for life.
1t is important o note that, had the Court respected the form of the transaction, neither
trust would have been subject to estate tax: the trust created by the husband could not be
included in his estate because he did not retain the right to jts income, and it could not be
included in the wife’s estate because, although she had the right to income, she was not
the grantor (under 2 parallel analysis, the trusts created by the wife would similarly be
excluded from both estates). For a further discussion of Grace and the reciprocal trust
doctrine, see G. Slade, “The Evolution of the Reciprocal Trust Doctrine Since Grace and
Jts Current Application in Estate Planning,” 17 Tax Mgmt Est. Gifts &Tr. J1(1 992).

Al first blush, it would seem that the reciprocal trust doctrine should apply where
husband and wife simultancously create lifetime QTIP trusts for each other. Indeed, the
case for applying section 2036 in this context may not even depend on the applicability of
the doctrine. For if the surviving spouse is entitled to receive income from the trust he or
she created after the death of the other spouse, the section applies without regard to the
doctrine. See Reg. § 20.2036-1 (applying the section where the grantor retains the right
10 the income afler the income interest given to another person terminates). On closer
analysis, however, section 2036 cannot apply in the QTIP context, whether based on the
reciprocal trust doctrine or otherwise. As indicated, the QTIP regulations preclude the
IRS from invoking section 2036 in the surviving spouse’s estate. See Reg. §25.2523(f)-
1(f), Example 11. Thus, the doctrine cannot be used for the purpose of including a QTIP
trust created by the surviving spouse in his or her estate. Indeed, given the QTIP
regulations, the doctrine is entirely irrelevant for transfer tax purposes inthe case of -
simultaneously created QTP trusts. It would appear, moreover, to be irrelevant in this
context for a second, independent reason: Whereas, in Grace, neither trust would have
been subject to eslate tax had the form been respected, section 2044 requires that each
QTIP trust be included in the estate of the beneficiary/spouse. Thus, unlike Grace, there
is no need 1o disregard the form in order to prevent a problematic estate-tax outcome.

For an argument that the doctrine cannot apply where the trust will otherwise be included
in one of the spouse’s cslates, sce R. Covey, Practical Drafting (October 1993) at 3402.
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There is at least one other reason why the reciprocal trust doctrine may not apply.
The “uncrossing” of the lifetime QTIP trusts is unimportant in and of itself as far as estate
1ax inclusion is concerned as one of those trusts will be included in the gross estate of the
first spouse to die (under section 2044 if the doctrine does not apply and under section
2036(a)(1) if it does) and the other in the estate of the surviving spouse (also under one of
those sections), as discussed above. The real issue is whether the application of the
doctrine would cause the credit shelter trust to be included in the gross estate of the
surviving spouse. As indicated, the doctrine applies only where there are two trusts
(which under the doctrine are “uncrossed”). But there wouid not be two credit shelter
trusts formed from the lifetime QTIP trusts, but only one. And this trust, at least under
general tax principles, is a separate trust from the lifetime QTIP trust that precedes it.
Because there is only one credit shelter trust, there is nothing for it to be reciprocal to.
Moreover, as explained above, the credit shelter trust, in fact, is created by the surviving
spouse, raising the possibility of estate tax inclusion under section 2041 on account of the
creditors’ rights doctrine (which is “blocked” by limiting distributions to that spouse
under an ascertainable standard). If the doctrine applies with respect to the lifetime QTIP
trusts and also fo the successor credit shelter trust from the lifetime QTIP trust, then
surviving spouse is not treated, for estaie tax purposes, as creating the credit shelter
srust—rather the credit shelter trust will be treated as created by the spouse dying first—
and that, of course, should totally foreclose the possibility of estate tax inclusion
(although, as discussed below, it could destroy the “supercharg " aspect of the
arrangement if the doctrine were applied for grantor trust purposes as well.)

Reciprocal Lifetime QTIP Trusts: Gift Tax

The gifi-tax analysis is, however, different. 1If the QTIP trusts are not drafted
properly, the reciprocal trust doctrine could present 8 significant gift tax risk. The IRS
could apply the doctrine for the purpose of arguing that the QTIP election is invalid.
Consider the QTIP created by the husband, which requires that income be paid to the
wife for life. If, as a matter of substance, the wife is viewed as the grantor of the trust,
the election would presumably be disregarded: Given the requirement that the grantor’s
spouse be entitled to the income for life, an election should not be available where the
income is payable to the grantor. See T, Herbst, “1.ifetime Funding of Reverse QTIP
Trusts Enhances GST Planning,” 32 Est. Plan. 28 (2005) (raising a question about the
applicability of the reciprocal trust doctrine in the context of lifetime QTIP trusts
simultancously created for the purpose of making an early allocation of GST exemption
via reverse QTP clections). And if the election is disregarded, a taxable gift equal to the
entire amount contributed to the trust could result. The reason is the potential application
of section 2702. That section provides, in general, that when a property owner creates a
trust in which he or she has retained the right to income, he or she is deemed to have
made a gift of the entire property contributed to the trust because the retention of an
income interest may not be subtracted from the value of the property transferred for gift
tax purposes. However, section 2702 does not apply if the transfer in trust is an
incomplete gift in its entirety for Federal gift tax purposes. Hence, to ensure that section
2702 cannot apply, the QTIP trusts should be drafted to give the beneficiary-spouse a
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special testamentary power of appointment. That will render both the income interest and
the remainder interest incomplete gifts. See Reg. §25.2511-2 (indicating that, where the
domor retains an income interest and such a special power, the gift is rendered
incomplete). And, most important, no adverse estate tax consequence would ensue: If the
reciprocal trust doctrine does not apply, then Example 11 to Treas. Reg. §25.2523(f)-1(f)
will foreclose the application of cither or both of sections 2036 and 2038; on the other
hand, if the QTIP election proves to be invalid on the basis of the reciprocal trust

-~ doctrine, the trust actually created by his wife but deemed under the reciprocal trust
doctrine as created by the husband for his own benefit would still be included in his estate
but under section 2036 and/or 2038 rather than under section 2044 (with the trust for the
benefit of the wife similarly included in her estate on the same rationale rather than under
section 2044) and it would still use his Federal estate tax exemption when he dies
survived by his wife. Thus, any gift-tax risk that the doctrine poses is easily negated by
the special power of appointment without a negative estate tax consequence.

Reciprocal Trust Doctrine and the Grantor Trust Rules

While, as suggested, the reciprocal trust doctrine should not create any estate or
gift tax threat, the question remains whether it could Jead 1o a problematic denial of
granor frust status, The key to the success of a Supercharged Credit Shelter Trust™ is

 that the QTIP created by the surviving spouse constitute that spouse’s grantor trust. Were
this to prove not to be the casc by reason of the doctrine, the trust would not be :
supercharged. The income of the credit shelter trust, in other words, would not be
atiributed to the surviving spouse under the grantor trust rules. If, for example, the wife
survived and the husband were viewed, in substance, as the grantor of the QTIP (and the
successor credit shelter trust) she had created, its income would not be attributed to her
under the grantor trust rules. As aresult, if she were 1o pay the tax generated by the
credit shelter rust’s income, the payment would constitute a taxable gift. Before tumning
1o the question whether the doctrine can be applied to deny.the surviving spouse the
desired grantor trust status, it is important to emphasize the absence of any downside risk:
If the surviving spouse cannot treat the trust as his or her grantor trust, the only adverse
consequence is that its income will remain subject o the DNI rules, which is of course
the way in which conventional credit shelter trusts are taxed. Thus, if the strategy works,
the trust is supercharged; and if it does not, it produces the same outcome as.a
conventional credit shelter trust. (If the surviving spouse pays the income tax on the trust
income because she believes it is a grantor trust with respect 1o her, but it turns out not to
be her grantor trust, Rev. Rul. 2004-64 would not apply to prevent thase tax payments
from being gifts to the trust. But if the surviving spouse’s powers over the trust nclude a
power to veto distributions 10 others during her lifetime and a testamentary special power
of appointment, those powers would render any gift incomplete although her powers
would cavse the portion of the trust attributable to those gifis made by her tax payments
1o be added back into her gross estate, which is the same result as if she had not made the
payments of income tax.) ' -

_ More important than the absence of downside risk, it would seem that the
reciprocal trust doctrine should not result in a failure in the desired grantor trust status.
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The doctrine has been applied in the context of the grantor trust rules. See Krausev,
Commissioner, 497 F.2d 1109 (6th Cir. 1974), aff'g, 57 T.C. 890 (1972); see also PLR
8813039 (not precedent), applying the reciprocal trust doctrine for grantor trust purposes
which caused the trusts created by a husband and by a wife for each other to be treated as
self-settled grantor trusts and thus qualified subchapter S shareholders. However, the
doctrine should not be problematic with respect to lifetime QTIP trusts for two reasons.
First, both QTIP trusts are grantor trusts; the onty question is whether the husband should
be treated as owning the trust he created or the one created by his wife (with a paratiel
question concerning the wife). This is to be distinguished from Krause, where, absent the
doctrine, the IRS would have been unable to characterize either trust as a grantor trust (in
Krause, the IRS sought to tax the trust’s income to one of the spouses). Second,
regulations issued in 2000 appear to have abandoned the doctrine for grantor trust
purposes. Reg. §1 671-2(e)(1) provides: A "person who funds a trust with an amount that
is directly reimbursed to such person within a reasonable period of time and who mekes
no other transfers to the trust that constitute gratuitous transfers is not treated as an owner
of any portion of the trust under” the grantor trust rules.” Under this regulation, the
person who makes the reimbursement is the trust's owner for grantor trust purposes. See
Reg. §1.671-2(e){(6), Example 3. Thus, unless the person who creates the trust receives a
“direct reimbursement,” the creator of the trust is treated as the grantor for grantor trust
purposes. In the case of simultancously created QTIP trusts, no such direet
reimbursement occurs, Assuming again that the husband is the surviving spouse, he is
ireated both before and afler his wife’s death, under the regulation, as the grantor of the
QTIP he had created for her benefit because she did not directly reimburse him. At
worst, she might could be viewed as having indirectly reimbursed him (by creating the
QTIP for his benefit). As a final observation about the regulation, the seeming decision
1o abandon the doctrine in this context -- and thereby narrow the number of cases in
which a trust is treated as a grantor trust -- is not surprising. After all, at the time this
regulation was promulgated, the IRS had already come to fully appreciate the fact that the
grantor trust provisions are more helpful than harmful to taxpayers. Lastly, even if the
QTIP trusts are deemed reciprocal, it does not necessarily follow that the doctrine applics
10 the credit shelter trust, Not only is the credit shelter trust a separate and distinct trust
created upon the death of the spouse first to die {and only one credit shelter trust is
created), but at that point, there is no other grantor trust that it could be reciprocal to
because the other grantor has died. Therefore, it seems impossible, even if the QTIP
trusts were treated as reciprocal for grantor trust purposes, to find that the credit shelter
trust is reciprocal, and thus not a grantor trust with respect to the surviving spouse who
created it o

Why Take Any Risk?

Alihough it seems reasonably clear that simultaneously created QTIP trusts can be
used to create a Supercharged Credit Shelter Trust®™ and that the reciprocal trust doctrine
does not pose any serious threat to this strategy, it is probably prudent to draft the
documents so that there is no risk of failure. This can be accomplished in one of two
ways, First, if the remainder interests are not identical, the doctrine may be rendered

inapplicable. In Levy v. Commissionet, TC Memo 1983-453, 2 husband and wife created

NY2:#4718575%3 12




trusts on the same day, giving each other an income interest. One trust gave the .
beneficiary/spouse a special power of appointment; and the other did not. As aresult of
this difference in the terms of the trusts, the reciprocal trust doctrine was not applied. In
reaching this result, the court referenced the following language in Gracg: “The
reciprocal trust doctrine does not purport to reach transfers in trust which create different
interests and which change the effective position of each party vis a vis the [transferred]
property ...," Indeed, perhaps, of even greater importance, the IRS had conceded that, if
valid, the special power of appointment in the wife prevented the two trusts from being
interrelated and, therefore, subject to the reciprocal trust doctrine. Although the IRS
contended that the provision creating the special power of appointment was invalid under
state law (New Jersey) or otherwise worthless, the court concluded otherwise. It should
be noted that the wife's power of appointment was currently exercisable, which is, of
course, not permitted in a QTIP trust. Nevertheless, Levy does endarse the proposition
that, where the trusts have different tenms, they are not interrelated and are, therefore, not -
subject to the reciprocal trust doctrine. And although it is arguable that the Tax Court in
Levy was wrong in insisting that, under the doctrine, the terms must be identical, see
Estate of Green v, U.S., 68 F.3d 151 (6™ Cir. 1995) (Jones, J., dissenting), the IRS has -
embraced Levy. See PLR 200426008 (not precedent). Second, even assuming that the
terms of the two trusts are identical, the doctrine should still not apply if they are not
created in the same time-frame. See Grace (emphasizing that the trusts were interrelated
because of the parallel terms and because created within a fifteen-day period),

Thus, in order to eliminate any risk that the strategy might fail, the trusts should
be created at two different points in time (separate by months, not by days as in Grace),
In addition, they could be drafied differently. So, for example, as in Levy, one trust
might contain a special power of appointment while the other would not (although, as
suggested, it may be preferable to include the power in both trusts in order to negate any
taxable gift should the IRS argue that the QTIP clection is invalid, but the power could be

 exercisable in favor of different classes of appointees and, perhaps, might be exercisable
only with the consent of a non-adverse party). One trust might provide that an invasion
could only be made afier the spouse’s other resources are taken into account, while the
other might direct that the existence of such resources is irrelevant. Other differences
might relate to the income interest. For example, one lifetime QTIP trust might
incorporate a unitrust approach while the other would preciude the trustee from using this
approach. Also, having different trustees under the two instruments may further help
block the application of the doctrine as may funding each trust with different assets and
with different values, Given Grace, and the Tax Court’s application of Grace in Levy, it
would seem that either a difference in timing or a difference in terms should suffice to
climinate the threat of the doctrine. Nonetheless, cautious practitioners may choose 10
vary both the timing and the terms. :

Summary aod Conclusions
Given the additional wealth the supercharged credit shelter provides for

descendants, as compared to the amount of wealth provided under a conventional credit
shelter trust, it probably should be considered in all cases where the spouses have
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sufficient net worth, Although the reciprocal trust doctrine may be perceived as posing a
threat to the viability of the strategy, with proper drafiing it does not create any additional
estate or gift tax risk, it poses no downside risk for income tax purposes, but most
importantly, the application of the doctrine may be effectively avoided by varying the
timing and provisions of the two trusts. Thus, the strategy provides a sound means
significantly to enhance the effectiveness of the Federal estate tax exemption of the
spouse dying first and, through reverse QTIP elections with respect to each lifetime QTIP
trust at the time each is created, the GST exemptions of both of spouses .
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Quadpartite Will:
Decoupling and the Next
Generation of Instruments

The svthors supgest & number of innnvalive plannlno strategies (such as an additiona} D'HP trust)
for mariled individusls domiciled in & state that has an estate tax exempiion

which is less than the federal exemption.

MITCHELL M. GANS AND JONATHAN G. BLATTMACHR, ATTORNEYS

s a result of the reduction

beginning in 2002 and com-

plete elimination, effective

beginning in 2008, of the s1ate
death 1ax credit allowed under IRC
Section 2011, the cost of estate or
inheritance tax imposed by many
states has increased. In fact, some
states, such as New York, that had
not imposed any effective estate 1ax
becsuse the state 1ax was made
equal to the amount that was
sllowed as such a credit, now
imposc an additional estate tax
because the state system imposes s
tax equal to the amount thst would
be sliowed as a credit if the credit
had not been reduced or eliminat-
ed. In other words, the state sys-
tem is no longer coupled exactly to
the amount of the credit scrually
allowsable but rather, to what was
allowable before the state death tax
¢redit began 1o be phased out under
the Economic Growth and Tax
Relief Reconcilistion Act of 2001
(“EGTRRA")?

That mezns the cost of dying
domiciled in such a state has
increased. In some cases, the addi-
tiona] s1ate death tax may more
than offset the reduction in feder-
al tax antributable 1o the Jowering
of the federal estate 1ax rates which

“have dropped from a top rate of
55% in 2000 10 47% now, and
the top rate is scheduled to drop o
45% beginning in 2007, Some
other states thet had not limited
their estate or inheritance taxes to
the state death tax credit smoumt
vnder JRC Section 2011 continue

MITCHELL M. GANS is a Protessor 51 Hotstra Uni-
versity School of Law in Hempstead, New York.
JONATHAN G, BLATTMACHR is 8 member of the law
firm of Mbank, Tweed, Hackey & McCioy, LLF, In the
New York City office. He is aiso 3 co-developer of
Wealth Transier Planning, 3 softwase system pub-
lished by interactive Lepsl Systems, LLC, which hes
rantad permission 1o putdish the ssmple tanguape
at the and of this articie. The authors have wiitien
a0 Sectured exiensively on estate planning. Copy-
1ipht © 2005, Mitchell M. Gans and Jonathan &,
Blattmachy,

- 1o impose sdditionsl vax burdens

on the estates of certain of their
domicilisries.

Furthermore, several states now
have a smaller estate tax exemp--
tion than that sllowed under fed-
eral law,? which has now risen to
$1.5 million® and is scheduled to
rise 10 $2 million in 2006 and to
$3.5 million for 2009.* That may
also increase the cost of dying
domiciled in such a stare {as com- -
pated to dying domiciled in a state
that allows the same level of exemp-
tion). Jt may mean, for example,
that the estate of an individual who -
dies with a taxable estate no greater
than the amount of his or her fed-
eral estate tax exemption may owe
state death tax,

The smaller state exemption
presents new challenges in plan-
ning for a married person who oth-
erwise would be inclined to divide
his or her estate between a socalled
optimum credit shelter {or federal
estate 1ax exemprion) share and 2




marita) deduction share. It even
prcstms problems for individuals
wholdie domiciled in a state that
imposes no state death tax or
allows a exemption equal 10 the
federa) exemption if that individ-
val owns real or tangible personal
property situated in a state with
state death tax andl/or s smaller
exemption than that allowed under
- the federal estate 1ax system.
This arvicle will explore some
planning steps thay may be con-
sidered for married individusls
domiciled in s state having an

exemption that is less then the fed-

eral exemprion. This problem may
*disappear” (o5 be reduced) in
2011, when the changes to the
Internal Revenue Code made by
EGTRRA *sunset” {i.c., st that
time, pre-EGTRRA provisions
become effective, resulting in the
restoration of the state death tax
credit and the reduction in the fed-
eral estate tax exemption to $1 mil-
lion). In other words, in many

. cases, the problems anributable to
the smaller s1ate estate tax exemp-
tion relative 10 the federal exemp-
tion are only temporary.

Marrisd parsens In states with
_swpllsr sxempiions

A5 a result of EGTRRA, in many
states, the feders] and siste estate
1ax exemprions sre no longer in
lockstep.® For example, in New
York, the exemption remains $1
million even though the federal
exemption is currently $1.5 million
and is scheduled 1o increasc over
the next five years.!

The resulting lack of parallclism
berween the two systems has com-
plicated estate planning for many
married couples. For instance, in
New York (or any state providing
an exemption that is Jess than the
federal exemption), 8 couple adopt-
ing an estate plan designed to min-
imize their federal estate tax lis-
bility must in effect agree

EETATE PLANNING

volintarily to pay 2 toll charge in
the form of a state estare 1ax at
the desth of the first spouse. And,
as the federal exemption increases,
the tol! charge will increase.

As a matter of conventional
planning, a marzicd person typi-
cally divides her estate into two
portions (more accurstely, three
portions in order to fully use the
generation-skipping  transfer
{*GST™) 1ax exemption). One por-
tion, consisting of the estate-1ax.
exemption amount, is placed in a
credit shelter trust, The sccond por-
tion, the balance of the estate, is
gifted 10 the spouse, either outright.
or in truss, in order to qualify for
the marital deduction.

Assume, for example, that 3 wife
has $2.5 million in assets and dies
in 2005. If the will divides her estate
in this fypical mannez, the husband
will receive a bequest of $1 million,
and the other $1.5 million in assets
wiil be placed in a credit shelter
trust. The plan accomplishes 1wo

_objectives. Jt prevents the $1.5 mil-

lion in assers contributed to the
credit shelter trust from being taxed
in 1be husband’s cstate on his larer
death, and it defers sthe estate 1ax
through the use of the marital
deduction on the remsining $1 mil-
lion until the husband’s subsequent

ArVER TR S T TS R R it el
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1 Se, penerally, Blsttmach sng Dewsl, “Esaie
Planning Changes in the 2001 Tax Aci—More
Than You Cen Count,” 95 J, Tax'n 74 (Aug-

- 2001). For a further discussion of these lssusd,

s#e Fox, Pomercy, ang Abbott, *Ramificstion
for Estate Planners of the Phase-Out of the
Federal Siate Daaih Tax Cradit: Boom, Bust
or Unknown?,* ACTEC J. {Summer 2003).

2 There la ne leoers! estae tax axemption. Thene
‘is 8 unilied crech (a/k/a applicable credit)
unoer Section 2010, The credit can be viewed,
In SOMe ways, S5 BN exemplion sGuiveient.
Howevar, i Coas not funclion 85 aN Examp-
tion. For exampie, ff the decedan! had made
cergin tsxable pilts #fier 1976, the credit
witi nol protect as much propenty rom sz 88
the eaamption eguivalent woukl ingicasw. The
reacon is thal the exsmption equivalent fep- -
rasants the amount that could be protecied
from s H no such laxabie gift had been male.
Als0. the unltied (or applicatie} credit iksallis
recuced It the cecedent made & gt batween
$/8{76 and 12/31/7€, and usad part o all of
the specilied giti tax exclusion then allowabie
uncer Section 2511, Section 2010(b).

31t it possibie that the exemplion equivalent

death. Most significantly, both
these objectives are accomplished
without paying any estate tax st
the death of the wife.

_ Ing state with an exemption that,
is Jess than the feders] exemption,
this plan would produce 3 state tax
at the wife's desth. }f §1.5 million
of the wife's assets is bequeathed

10 the credit shelier trust and the
" remaining §1 million is bequeathed

to the husband, in New York, s 1ax
of $64,400 would be paysble at the
wife’s death. The 1ax is produced .
by the disparity in state and fed-
eral exemptions {$1.5 million for
federa) purposes and $1 million for
New York state purposes). In other
words, to achieve the optimal out-
come for federsl tax purposes, the
wife’s exemption of §1.5 million
should be placed in the credit shel-
ser trust. Bur this produces s sub-
optimsal outcome for state pur-
poses. Given that the state
cxemption is only $1 million and
given ther assets bequesthec tothe
credit shelter trust will not quali-
fy for the marits) deduction, plac-
ing $1.5 million in a credir shelter
trust constitotes an “underurilize-
tion™ of the msrital deduction for
New York purposes and resulus in
the New York tax of $64,400. In
effect, she New York tax is a toll

————— e —

couid. in tect, be praster # cracis pthe! than
the nified (applicabie) crecit were aliowsd,
See. ¢.g., Section 2013 relating 10 & cragit
for-aslate W pald on properly previously
inchsded tn the gross astate of ancther pe-
son brom whom the decedent has inheried
proparty.

4 Under current law, e Tederal axiste tex
repaaied 100 2010, 1Lk to De res10re0 bagin-
ning in 2011 a8 % was prior 1w EGTRRA, but
with & §1 mlikon sxemption squivalers.

3 Al least the Joliowing stales are of appear i
Dbe "cecoupied”: Maine. Massachusetts, Mary-
gon. Tennessas, Minnesos {thiough 2007).
Ohic, Wisconsin, Binois (onfy in 2009) snd the

(Washingaon]. Oregon, Ohia,

ferrrit 8 “state-only” OTIP siection. The Suprerre '
Count of Washinglon Swie has heid that that
SIS a41a18 I it “couDied.” Extaie of Hermphll
v. Biute. 2005 Wash. LEXIE 85 {Wash., 2005).
Dochel 749744 (273/05). Lepisiation 1o aliow
» state-onty OTIP slection has baen inoduced
in &t least Maine ang New York,
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charge imposed on couples seeking
an optimal federal ouvtcome.

The wife’s will could be draft-
ed to defest the toll charge, but only
ot the cost of a greater federal tax,
at the husband’s death. To illus.
trate, the wife’s will could place
only $1 million in the credir shel-
ter trust, with the remaining assers
of $3.5 million bequeathed to the
husband in 2 form that would qual-
ify for the marital dedoction, While
this would defeat the 10ll charge,
the additional $500,000 bequest 1o
the husband would increase his
gross estate. Becsuse the federal

_and state tax strributable to the
inclusion of this additional amount
{rogether with any return it pro-
duces in his hands) in the hosband’s
estate will in sll likelihood signif-
icantly outweigh the estate 1ol
charge, many sdvisoss will rec-
ominend against this approach—
or will, mort likely, draft the wife's
will 10 pesrmit the decision about
paying the toll chirge 10 be made
sfter her death,

Somn spilens 19 sliminste 12K
whan the first spovse sles
Change of domicile before death.
Probably, the most certain way to
reduce the extrs state death 1ax bur-
den is for the individusl 1o change
domicile ta another jurisdiction that
has a lower or no state death 12x or
has a state death tax exemption equal
10 the federal exemption.t Changing
domicile, of course, may have other
far-reaching effects, including those
relating 10 income 1aXx, intangible
property 1ax, spousal snd possibly
other family rights both during life-
time {¢.g., in the event of divorce)
or st death, appointment of fiduci-
sries, and many others. But the most
important change typically caused
by a switch in domicile is one of
lifestyle. Almost centainly, the indi-
vidua) will have to spend more time
in the newly established domicile than
in the old one, Other steps, although

ESTATE PLANNING

perhaps not as life sliering, also
should be taken 10 establish that
domicile has been changed.? More-
over, there is 8 danges that the dece-
dent will have been found domiciled
inthe *cld” state as well as the “new”
one for siste death 1ax purposes.?

Change in domicile may produce
other benefits. For example, mov-
ing from a jurisdiction with state
and, perhaps, local income tax 10
one with no income 13x probably
would be viewed by most individ-
vals ss beneficisl. Cost-of-living
charges may slso be reduced. Even
if such beneficial changes occur, the
individus] presumably would have
already chahged domicile if, in
the sggregate, circumstances com-
pelled such a change. Perhaps, for
some individuals, the additional
state death tax their estates will face
wil] constitute the proverbisl
“straw that broke the camel’s back™
and cavse them to cffect 8 change
in domicile. Nevertheless, chang-
ing demicile is so life altering that
probably few individuals will vol-
untarily make such a chonge just
because of the additional state
death tax, especially if it is tem-
porary; es indicsted above, in many
states, the extrs siate death tax bur-
den will be eliminated or substan-
tially reduced in 2011 when the
state desth tax credit is restored
and the federal exemption drops
back to 51 million.

One case where the change of
domicile might be effected only on
sccount of the additional state estare
tax the individual’s estate would
face is where the individual is
incompetent and institutionalized
and will not understand that s life
alternating change has occusred.
Although an incompetent individ-
val msy not be able 1o form the req-
visite intent to change domicile, the
gusrdian of the incompetent or &
court having jurisdiction over the
individvual may order a change in
domicile, whick probably will be
binding on the state 1ax suthority
within that state.®

Pre-death gift. In some states, & pre-
death gift may eliminate the diffi-
cult choice a married person faces
of paying state death tax by vsing
the full federal estste tax exemp-
tion or avoiding both state and fed-
eral estate taxes st the death of
the first spouse to dig but expos-
ing considerably more property to
estate tax when the surviving spouse
dies. For instance, suppose that s
married New Yorker who bas never
used any of her federal exemption

makes a $500,000 gift 10 &n inter

vivos credit-shelier-rype trust, leav-
ing her estate in effect with & §1 mil-
Tion federal estate tax exemption.
It might seem thst, becavse the
semaining federal exemption is now

equal 10 the state exemption, she

# Also, any resl ot Isnpible personsl property
focsiad i the "oid® comiclie siate should be
“remaved” Deiore OEsth 83 & S1NiE MBY IMpobe
iis damih tsx on resl and wengitie parsonal
proparty located mare. See Curry v. McCan-
‘ass, 307 U.E. 357, 31 AFTR 837 {S.C1. 1W99).

Among other 1sctors thal mey be consigersd

in cetermining s individuals gomicile are -

where the individusl spends most of hat time,
whate her mote subsisntial home is thuated,
whather 8 home is ovned Of Inted, whare he
individunt Is regisiered 10 vOt2 Wng whether
she aciually voles there in person, whether
the individua! has d andlor kad
a deciatation of domiciie (M availabie), what
jocation the individuat has ceclared t0 8 can-
sus taker 10 be het principal residence. what
IRS sarvice certar the individus! has used to
Fiie har LS. income and it 16 relutnd, whate
she has Jiled resicent and nohresident income
193 returns (i any), whare her sunomobiles snd
oiher vehicles (e.0., bosts) are ragisiered, in

e
'wha! sista(s) sha holas resicent driving, ish-
ing and other licensas, whars the indiviciusl
has MaGe plans (o be buried, whars hat prin-

cipal place o businass Is loceted, the states

in which she holds any prolessional icenses
(.9., mudicing of law), whete het imnedisle
1amily members (¢.0.. SDOUSE BNG Mino: Chil-
cren) spand most of thair tima, where sny
minor childten po 1o school, and wha! a0omas
is used in har passpon shd aimils! COCUMENLS.

Sae, generaly, Restalement of Conticiol Laws

B LR

8 See in re Dorrence's Esiate, 195 N, Eq. 268,
170 Atl. ED1 (1934); #/'0 116 N.JL. 362, 184
All. 748 (1935}, corl. oen.: In 1e Dortance'’s
Estate, 300 Pa. 151, 163 Al 303 (18382).

¥ Seq, £.4., ' e Seyse, 353 N.J, Supar. 580,
809 A.2d £04 {2002); N.Y. Siate Tex Comm'n
Agvisory Cpinion T58-A-06(13)1, 1666 Wi
31398 (N.Y. Dept. Tax, Fin., 1986): First Trust
snd Deposit Co. v. Stata Tax Comm'n, IN.Y.
20 £Y0 {1957).

APRIL 7008 VOL 33/ NO 4

o v e e— na S—-




“could divide her estate into the
“classic™ rwo portions (a credit shel-
ter tryst, equal to her remaining $1
million federal exemption, and &
marital deduction portion equal
to the balance of her estate) with-

out paying any federal or New York,

estate tax. But New York estate tax
will s1ill be due, The reason is that
New York’s cstate tax is equal 10
the lesser of: (1) the pre-EGTRRA
state desth tax credit, and {2) the
federai estate 1ax that would be due
based on on assumed {contrary-
to-fact) federsl estate tax exemp-
tion of $1 million {computed based
on the sum of the 1axable estare and
sdjusted raxable gifis).

The state death tax credit on a
taxable estate of $1 million (the
amount passing to the credit shel-
ter trust at desth given the
$500,000 lifetime gift) vnder pre-
EGTRRA Section 2011 is equal
to $33,200.1 The actus) federal
estate tax due will be zero0 even

" though the federal estate tax wil)
be calcvlsted by imposing the 1ax
on the sum of the decedent’s $1 mil-
lion taxable estate (the amount
passing into the crediv shelter trust
st death) and the $500,000 adjust-
ed taxable gift that passed into
the lifetime credit shelter truse. 1
No 1ax is due becavse the federal
exemption is $1.5 million.

But, ss indicared, New York
requires thar, for purposes of com-

puting the New York estate tax, the
federal 1ax’on the $1.5 raxable
amount is computed on the assump-
tion that the federal exemption is
only §1 million. Under this assumed
calcolation, the federa! estate tax
would be $210,000. Becavse the
pre-EGTRRA Section 2011 credit
is only $33,200, that smaller
amount is paid to New York. Thus,
zlthough counterintuitive, the estare
must pay New York tax even
though the taxable estate is only §1
million; New York permits an
exemption of $1 million; and, under
pre-EGTRRA Section 2011, adjust..
ed taxable gifts are not considered
in determining the credit.

To eliminate the New York tax,
the 1axable estate would have to be
reduced rvo $100,000 (i.c., under
Section 2011, the credit on a tax-
able estate of this amount would
be zero), Given the current feder-
2l exemption of $1.5 million, a gift
of §1.4 million would be necessary
to reduce the taxable estste 1o
$100,000 (sssuming no prior
sdjusted waxable gifts). " And as the
scheduled increases in the federsl
exemption become cffective, redug-
ing the 1axable estate 10 $100,000
would require even prester inter
vivos gifts (e.g., in 2009, when
the feders] exempiion will be $3.5,
an inter vivos credit-sheleer gift of
$3.4 would be necessary 1o opti-
mally fund the credit shelter trost

0 The credlt under. Saction 2014 is computed
on the “scjusted 1axable estate.” which is
the iaxabie esisie less $60,000.

¥ Sge Saction 2001(D).

" Fon saample, § the inxpayer had previgusly
made adjusted texable g»it of 600,000,
she wouid need 10 make an sgcHiional axsbis
git ot SEDD,000 in order 10 reduce har taxabie
eswute to $100,000, As on aternative, she Could
incresse the AMOUNt DASEING UNOe! the plo-
1ection of the marits! deduction, but tha! would
"ovetuse’ the rmarital oecuction by undensi-
lizing the fedetal exemption.

19 %0 Sbaw. assume that B Qi of 57.4 mition
is made shortly belore desth in order to recuce
e tanabie oatale 1o 5 100,000. Buch a gift would
penerpie 3 teoety) g e lablity of $167.000.
Because the federsl gift tax llabilty exceetis
he slale tof charpe of $33.200 were & g of
11 million made inslend (which would gener-
sle no giit tax Nabiiity}, a gift in excess of §1

_APNIL 2008 VOL 32 7 ND 4

Milhon ket No sanse. And regducing the mar-
a) bequest 10 avolt wasting the gift tax pay-
ment would not be sfiectve inssmuch as this
would Couse 0 Increase in the taxabie asiale
and threiors an incraase in the New York tax.
Moraover, any federal i Dayment would then

be inchuded in the gross esisle unoer Section

2035 # death oceurs within thiee years, thets-
by cavsind an increase in the Laxabie extate
anct snincrease inthe New York estate lax. Pas-

enihatically, k is worth noling that & 18xpayer

whe has NOt mece sy prior scjusied taxsbie
it coultt penerale & federsl gitt tax by mek-
ing & pitt o only §1 mitlion, I the taxpeyer had
mace & 1axabie gih prior 10 1878, 3 currem
pift of $1 mitiion would penersie a lederal gt
) Hgbiy because the appiCable tax brathe
‘st on the current gitl is datermined by taking
0 sccount the prior gL

M Ser Saction 1014,

15 Ses Section 1018,

for federal purposes while not per-
mitting the taxable estate 1o exceed
$100,000). The difficulry, howev-
er, with making gifts in excess of
81 million is that they will gener-
ste federal (and, in some states,
staze) gift tax. Consequently, the
value of uiing inter vivos gifts in
order 10 reduce state tax Bsbility
is limited: gifts thar generate fed-
era) gift tax liability shovld not
be made for this purpose.

It is important 10 note that any
inter vives gift designed to reduce
the taxable estate covld create an
adverse income tax consequence.
The basis of property incloded ina
decedent’s estate generally is equal
to its estate 1ax value, The basis of
properry given sway during lifetime
is the donor's basis adjusted for fed-
eral gift tax paid on inherent appre-
cistion. " Hence, unless the indi-
vidua] has assets with which the gift
could be made that have no inher-
ent apprecistion thet would be elim-
inated on death on account of the
chsnge in basis to the estate 1ax
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value role, there may be an income
1ax cost of such a gift that probably
should be considesed in determin-
ing if svoiding the problem of the
smaller state death isx exemption
is worthwhile. It may turn out that
the individus) bolds property that
has an income tax basis greater than
its corrent fair market valoe. Life-
time gifts of such property may pre-
serve such higher basis (st Jeast for

" purposes of measuring gain).

_ 1f inherent gain that would be
climinsted for income tax purpos-
es by death is imbedded in the only
assets that are realistic gift cendi-

. dstes, the masried person could

borrow. But typicslly thet will
result in sdditional cost for inter-
est, advice, and other expenses.
Such borrowing, uniess it is from
a family member or entity, may not
be cost-efficient.

Waiting wntil death, Whether it
would be prefersble 10 limit the
credit shelter disposition to the less-
er of the {cderal and state estate t1ax

" exemptions and pay s larger tax

when the survivor dies, or to use
the full federal estate tax exemp-
1ion even though a state toll charge
would be due when the fisst spouse
dies, may depend on factors that

- will not be known until that spouse

dies, For example, if the surviving
spouse has an extremely shorn life
expectancy, it may be betier 10
use the full federa] esiate 1ax
excmption in the estaze of 1he
spoust dying first because that may
reduce overall taxes on the estates
of both spouses.® Generally, it may
be prefersble to wait until the first
spouse dies to make a decision 85
10 how much of the federal exemp-
tion to vse. Scvera} options are
availabie that may accomplish this.
. First, the credit sheler disposition
could be limited 1o the lesser of the
federal or state estate tax exemption,
with the balance passing in & form
that qualifies for the marital deduc-

ESTATE PLANNING

vion, The surviving spouse could make
a qualified disclaimer,” within nine
months of the death of the-spouse
dying first, of a sufficient amount of
the portion of the estate qualifying
for the maritsl deduction to make
fuller or complete use of the federsl
exemption. One limitation in using
such a strategy may be the reluctance
of the surviving spouse 1o disclaim
because of the reduction in tcononr-
ic benefits the surviving spouse would
otherwise enjoy.® '

An sltesnstive is 10 use 3 $0-
called Clayton QTIP.s Thisis a dis-
position that passes into 2 QTP
trust 10 the extent—but only to the
extent—that the executor clects
QTIP trestment under Section
2056(b){7), but passes otherwise
{such as 10 a credit-shelter-type
trust) to the extent QTIP is not
elected. The executor, by control-
ling how much qualifies for the
msrital deduction, controls how
much estate 1ax exemption (fed-
eral and state) is vsed.

Although a similas result can
be achieved by merely making s par-
1ia} QTIP election,, the Clayton
QTIP offers the “advaniage” thet
the portion with respect ro which
the QTIP election is not made may
pess into-a trust that may suthor-
ize distributions 1o descendants as
well as the surviving spouse, which
may provide oppertunitics to reduce
income taxes {such as by making
distributions of trust income 10
descendants) and to avoid gift tax

{as distributions from such a trust .

are not subject to gift tax bur dis-
wibutions to the surviving spouse,
followed by gifts of such distribu-
tions by the survivor 1o his or her
descendants, may be subject to such
tax). A disadvantage of the Clay-

ton QTIP, however, is that, if the

property not elected for QTIP ereat-
ment passes in & form over which
the surviving spouse does not have
an income interest, the eflective use
of the prior transfer credit under

Section 2013 may be diminished or
eliminated.®

AMsraative: Sspsrais QVIP trast

eavs! ts oxcess lederal sxemptlon
In any event, many msrried indi-
viduals who reside in states that
have smaller state death exemp-
tions than permitted for federsl
estate tax purposes will not be will-

_ ing to change domicile or ‘mske

such large gifts for s variety of rea-
sons. But the creation of a specisl
QTIP trust by them under their
estate planning documents may
provide spother way to avoid the
problems of the smaller stste death
tax exemprion. In othér words, they
conld create a QTIP trust equal
{subject to refinements discussed
below) to the excess of the federal
estate tax exemption availsble 1o
the decedent’s estate over the
smount that may pass free of both
federal and state death taxes by res-
son of the fcderal and state death
tax exemptions. Examples will help
illustrate the effect of this specisl
QTIP equsl to the “excess” feder-
al estate tax exemption,

Assume that s married New York-
¢1 dies in 2005 with an sdjusted gross *
estate of $2.5 million, never hav-

M

18 1 1act, ¥ i Is anticipsied that the surviving
spouse May cie soon shist the othat SpoUe,
K may ba pratersble 10 rmake the taxable esive
ol the $pouae dying tirst aven Gieater than
the tecieral asiatle an sxemption on sccount
ol the akowsncs of the prior anater cradh
uncer Section 2013,

17 op Sachion 2518, It the surviving spouss is
vnda! 808 21, !he nine-month perlod within
which e o she may discisT. commences
upon his or her 2181 birthdsy.

19 Professor Jefirey Pennadl Kats "Dariing, | prom-.
ise | wil gisciaim i ¥ will asve laxes” 88 One
of the thvee “Great” lies. Pennetl, 843-2nd TAL
IBI;:}. Estan Tax Marital Decuction, p. A-12,
n, 55.

0 Ry, 20.2058(b} HeLI).

20 Se¢ Heav. R, 67-53, 1957-1 CB 265.

2% The adjusiec Gross #atate was delined under
Saction 2056(c )2}, betore the eflactive o8
of the Economic Recovery Tax Act of 1981
which made the marital deguction *untimit-
«d.” 88 tha pross ¢31ale racuced by debis
snd scmdnisiration sxpanses that &re OeucH
&0 unger Section 2053, A slightly cifieremt

gelinfion Is 1l contained in Section .

€ 165{b)6). The acjusied pross esiam s used
in this article tesers to Hs masning undar

now repeslec Section 2056(¢K2).
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ing used any of her federal estate 1ax
exemption of $1.5 million. All estate
administration expenses are deduct-
- ¢d for federa) estate tax purposcs.®
Her adjusted gross estate is divided
.into three portions: a credit shelter
trust equal 10 the maximum amount
that can pass frec of tax without gen-
erating any federa] or state estate
tax, 3 QTIP trust equal 1o the excess

. of the federal exemption over the

state exemption, snd @ disposition
‘of the balance in 2 form so that it
will qualify for the federal and state
marits] deduction.

The smount passing to the QTIP

is the cxcess of the federal exemp-
tion of $1.5 million over the state
excmption of $1 million, or
$500,000. Assuming her executor
ciects for the QTIP wrust 1o quali-
fy for the marital deduction undes

_ IRC Section 2056(b}{7), her wax-

sble estate will equal the amount
of the s1a1¢e excmption, which is
assumed to be $3 million and which
is the amount passing to the cred-
it shelter trust. In other words,
sthe marital deduction will be $1.5
million, consisting of the $500,000
QTIP and the belance of her estate
{that is, that part of her adjusted
gross estate not passing into the §1
million csedit shelter trust or inte
the $500,000 QTIP) of $1 million.
Thus, with & marita] deduction of

1.5 million and a taxable estare

of $1 million, no federsl vax is due.

Nor is sny New York estate 1ax
due. The amount of state death tax
credit under IRC Section 2011 is
$33,200. But the federal estate tax
due on the $1 million taxsble
estate, based on an assumed fed-
eral exemption of $1 million, is
zero. Because the estate is required
to pay New York estate tax equa)
to the lesser of the state death 1ax
credit amount undes Section 2031
($33,200) or the amount of feder-
al tax due vsing only a $1 million
exemption {zcro), no New York
estate 1ax is due.

The problem, at least from s fed-
eral estate tax perspective, is the
underutilization of the federal
exemption or, conversely, the
overutilization of the marital
deduction. That, s explained
above, may have two adverse con-
sequences. First, if the full federal
estate 1ax exemption had been vsed,
sn additional $500,000 could have

beed added to the credit shelter

trust (which may permit distribu-
tions to beneficiaries other than, or
in sddition to, the spouse). That
could possibly reduce income taxes
{if such other beneficiaries are in
lowes income 1ax brackets thun the
surviving spouse or the trust} and
may reduce the level of taxable gifis
the surviving spoust makes: dis-
wibutions from the credit shelter
trust to beneficiaries other than the
spouse are not subject 1o gift tax.
If the $500,000 is in @ QTIP vrust,
the trustee may not make distri-
butions to anyone other than the
sugviving spouse. Although the
trustee may be permitted, under the
serms of the deceased spouse’s will,
10 distribute property to the spouse
who, in turn, could give it to the
beneficisrics of the credit shelter
srust, the surviving spouse would
be making gifts in doing so.

The second problem, mentioned
above, likely will srise when the sur-
viving spousc dies. Because prop-
erty thai quslifies for the marital
deduction in the estate of the first
spouse 1o di¢ is included in the gross

estate of the survivor, the survivor's
gross {and, perhaps, taxable) estate
will be incressed by the amount now
pessing to the QTIP sather than the
credit shelter trust, unless it is con-
sumed or dissipated by the survivor.
This tax could be significant. Ata
55% tax rate (the top bracket that
is 10 be restored beginning in 2011},
an additional §275,000 of tax
would be due.® '
. The sdditionsl marital deduction
wansfer of $500,000 in the fore-
going example need not have passed
into a QTIP trust. The same result
could be achieved by making a
transfer of that amount in any other
form that would qualify fos the mas-
ital deduction, such as an outright
bequest. But the use of 2 QTIP trust
may have ameliorated the prob-
jem of having to pay additional
estate tax on this marital deduction
amount when the surviving spouse
dies. At least some states (such ss
Massachusetts and Oregon) permit
an executor o make a state-only
QTIP election. In other words, the '
executor would not elect for the
$500,000 QTP trust 1o qualify for
the federal estate tax marital dedvoe-
tion under IRC Section 2056{b)(7).
The executor would elect for the
trust to. gualify for the marital
deduction only for state death tax
purposes. Under this approach, the
QTP rrust should not be incloded
in the surviving spouse’s estate for
federa] purposes, but only for state
purposes. ™

22 1 the e xpenEes are ROl deducied fof E31a1e tax
" purposas under Section 2053, they will “uss
up” pan ¢f the feceral estale tax exemption
uniass they constiuie cerlain *managemant”
expentes within the meaning of Reg.
20.2056(b)-4(0). Sax, generally, Gans,
Biatimacty, and McCaltray, *The Anti-Hubert
Regustions,” B7 Tax Notes 9ES (515/00). Alsa,
beginning this yeal, state oesthtsx paid i
Caduction tor Hdersl e5Uie lax PUIDOses LRGN
Section 2058, This tax may nct be oeoucied
for carain E1sle cesth ax pUIDOSES.
Of course. the OTIF 1tus! will not ety remain
31 $500.000 for the balance of the BUIVIVXE
" litetime. It may gecling cr grow in value.
Although the addisional $275,000 1 esiale thx
will not be due unili the Survivey dias. one May
view [his 5% the present valug cost (sbove the

W
siate dualh tex that would be dus it the
erhanced merital gecuction Iransier were NOL
made) It ohe axsumes that the OTIP trusl will
grow sttha sami 1aW as the discouni ek et
would be used 16 determine the plesent value
cost ol the sddiiional lax Tat wil be due when
the survivor dies.

26 peoparty that has qualilied tor the matitat
deduction by the OTIF sisction uncer Section
2056{bYT) Is Inchscied in the Qross esinia of
the surviving spouss unoer Seclion 2044. o
the GTIP slection under the tormar section ié
nol made, there will ba 7o pross sstate Inciu-
smm_hhﬂﬁm.lwnhm
cevable that ihe ust might be inciuded in the
SUPVIVO'S eS1a18 Dy tRASON OF the survivor hav-
ing bean gramed 8 genesl power of appoink-
mani cescribad in Section 2041,
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‘UnYortunately, most ststes thar
have limited the state death tax exemp-
tion dé not permit a state-only QTIP
election. But an opportuniry 1o effect
such's state-only elecrion may be
schieved under Rev. Proc. 2001-38.»
In fact, the use of this Revenue Pro-
cedure may produce a berter result for
the estate of the surviving spouse than
would a state-only QTIP election.

_ Not infrequently, apparently, the
execoror of 3 decedent™s will elects
for more property 10 qualify for the
estate tax marite] deduction than
is necessary 10 reduce the federal
estate taX to zero. For example,
assume 8 marricd man dicd in 2004
with a federz] adjusted gross estate
of $2.5 million, and gave all his

" property 10 3 trust that would qual-

ify as a QTIP. His executor makes
the QTIP election with respect to
the entire trust, even though & par-
tial election would have eliminar-
¢d the federal 1ax because of the
$1.5 million federal exemption.
As to his cstate’s federal estate
tax, the QTIP election for the entire
trust, 35 opposed to only the min-
imum amount necessary to reduce
his federal estate tax to zevo, is
unimportant. But it may have & dra-
matic estate tax consequence in the
wife’s estate. The entire trust will
be included in her estate under IRC
Section 2044, His executor need-
ed 10 make the QTIP clection for
only 40% (that is, $1 million) 1o
reduce his federal estate tax 10 2¢10;
and if such a partial election had

been made, only 40% of the trust

would be included in the wife’s

gross estate under Section 2044,
In Rev. Proc, 2001-38, the IRS

_granted relief where the executor of

the first spovse 10 die “over-clected™
QTIP treatment and thereby failed
to use the available federal estate tax
exemption of that spouse. Specifi-
cally, the Revenue Procedure allows
the executor of the surviving spouse
to request that the QTIP clection
made in the estate of the first spouse
10 dir be “*vndone™ 10 the extent
the estate would have been able to
avold paying any federal estate tax
by reason of the unused federal estare
1ax exemption of the first spoust to
dic. But that relief may not be request-
ed if the QTIP election was a par-
tial election, should have been a par-
tial election, was made pursuant to
a word formula {e.g., “the executor
hereby elects for that portion of the
trust equal 10 the decedent’s remain-
ing GST exemption to qualify for the
estate 1ax marital deduction pursuant
to Section 2056(b)(7) of the Internal
Revenue Code™), of was a protective
clection {for example, the executor
says the clection is being made if—
but only if—the property is includ-
cd in the decedent’s gross estate).
Consequently, in the example just
considered, where the executor clect-
¢d 10 have the entire $2.5 million rust
qualify for the marita] deduction, the
relief would not be granted because
s partia] clection should have been
made and relief is not made available

25 2007-1 CB 1335, )

4 Some might question whethier taxpayers may
rely on the Revenus Frocedure. 1, for exam-
pie. the QTIP elaction were made al the desth
of the first spouse, couid the Service refuse
to grani reliel st the death of the second
spouse and thereby include the QTIP in the
SOCONG RPOUSES JTOSE EELa1E TOr federal pur-
poses? Revenue Procedures that satfonth pro-
cedure! rules, rather than subsiantive inter-
pratations of the Code, are not binding on
the Service. See. 0.g.. Estaie of Shapiro, 111
F.8¢ 1010, 78 AFTR2d §7-2152(CA-2, 1597).

Where, howevet, the refusat 10 1ollow such 8
_ Revenue Procedure Constituies sn abuse of
discretion, the COUrts wili no1 permit the Sere
vice 1o oisavow i, See id. 1n o series ol recent
Cases, the courts have been unwiing to per-

o
mit the Service 1o disavow taxpayerinandly
published guidance, holging The povernment
bound without making an sbuse-ol-clacration
ingquiry. Se¢ Ravenhorst, 118 TC 157 {2002);
Dover Corp. and Sybsiciaries, 122 TC 324
(2004); Baker, 122 10 143 (2004}, Whether
this tine o1 cases could be invoked in the con-
text of p taxpayer-tiiencly Revenue Procedurs
selting fontn procedursl Tules remaing unclest.
in othaet words, Surther clarification iz required
regerding 1he extent to which the distinction
between procedural rules and substantive
imecpretations maoe in earlier ceses such
a5 Shapirohias been overiaken by hest more
recent Cases. In any evert, i would seem thet,

even i the Ruvenus Procecure is not binding, -

there is N reesen 10 believe that the Service
would withhold the reliat the Revenue Froce
cute Coniempistes.

in this context. Suppose, inncaci, that
the husband had divided his estate

_into two shares, one (the marital

bequest) equal 1o the minimum
amount necessary 1o reduce the fed-
eral estate tax o its minimum, and
the other share equal 10 the balance
of his estate, both shares passing into
a trust described in Section
2056(b)(7). Also assume that his
execotor had elecied for both shares

10 qualify for the matrital deduction

as QTIP trusts. In that case, relief.
would be granted under Rev. Proc,
2001-38 in the surviving spousc’s
estate 10 “undo” the election with

respect to the second share as it was

equal tothe remaining federst estate
exemption snd, therefore, its election
for QTIP trestrent was unnecessary

toseduce the federal estate tax to zevo. -
The Revenue Procedure seems to

provide an opporrunity to divide the
feders] estate tax exemption into Two
pans—one equal 10 the stare death
tax exemption, which will pass gs the
credit sheler portion, snd the bal-
ance of which will pass into s QTIP
trust. This second part is the excess
of the federal estate 1ax exemprtion
over the state exemption. A QTIP
election may be made for this second
part (equal to the excess federal estate
tax exemption) to qualify for the mar-
ita]l deduction under Section

2056(b){7). Even though the QTIP

clection for this second part was
unnecessary to reduce the federal
€Stale tax 10 2610, it Was necessary
to reduce the state estate tax 1O 2E70.
‘When the surviving spouse dies, the
executor of that spouse’s will may
request rekief under Rev. Proc. 2001-
38 {which should be granted) to
exclude the trust equal 1o the excess
federal exemption from the survivor’s
gross estate for federal estate tax pus-
poses because its election for QTIP
purposes in the estste of the first
spouse to die was entirely unneces-
sary 10 reduce the federal estate tax
1o zero {and it was not s partisl, pro-

sective, or word formula election).®

M
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' 1t also seems, at least in some
srrtts, that relief granted 1o exclude

e trust from the federal gross
estate of the surviving spouse may

.also resulyin its exclusion for state

death tax purposes. In New York,
for exsmple, Tax Law section 561
provides that & fina] federal deter-
mination a3 to the inclusion of
property in the gross estate con-
trols for state purposes unless it is
shown to be erroneous by @ pre-
pondersnce of the evidence. Cer~
tainly, the allowsnce of the mari-
ta] deduction for federal estote 1ax
purposes in the estate of the spouse
dying first for the amount equal to

the excess federal estate tox deduc-

tion is not incorzect. In facy, itvis
binding on the estate of both the
spouse who dies first as well as
the estate of the surviving spouse
vnless the survivor’s estate quali-
fies for and requests relief under
Rev. Proc. 2001-38. Similssly, its
exclusion from the federal gross
estate with respect to the surviving
spouse, if that relief is zequested
and granted under the Revenne
Procedure, is correct. Therefore, it
would seem controlling for New
_York estate 1ax purposes a5 well. o7

‘Row the sxcess 1sdaral o2iala tax -

sxemption stasid be Sescribed
Suppose that & married person, who
is domiciled in & state with d small-
er estate tax exemption than
allowed for federal estate tax pur-
poses, wishes 10 3void all estate tax
if his ot her spouse survives and
also wishes 1o minimize tax when
the survivor dies. In this sitva-
tion, the estate planning documents
could take one of two approach-
¢s. One spproach would provide
for the credit shelter disposition to
be a presesidusry bequest of 2 fixed
sum of money: (1) a credit shelter
disposition {such as a trust for the
spouse and descendants} equal to
the largest sum that can pass as such
disposition without causing sny

federal or state estate tax to be due,
{2) 8 QTIP equsl o the excess of
the federa) estate tax exemption,
over the sum so passing as the cred-
it sheleer disposition, and {3} a mar-
ital deductjon dispositien (such

a5 a second QTIP or an outright -

bequest to the spouse) of the bal-

ance of the estate, :
The alternative would provide

for the marits] deduction shares to

be s preresiduary bequest of a fixed

sum of money: (1) a disposition in
2 form isuch as cvtright) to or for
the surviving spouse thet will qual-
ify for the marital deduction equal
to the minimum sum necessary ss
the marital deduction to reduce the
federa) (but not necessarily the
state) estate 1ax 1o its minimum, (2)
s QTIP equal to the sum neces-
sary as the maritsl deduction 1o
seduce both the federal and the
state death taxes to their minimums
(t=king into account the first mar-
itai deduction disposition), and.{3)
a credit shelter disposition of the

balance of the estate. Anocher
option wounld be to make cach of
the three dispositions fractional
shares of the decedent’s estate.

In fact, it may be that there

should be a quadpartite will or rev-
ocsble trust: (1) 10 the credit shel-
rer disposition, the sum {(or frac-
tional
maximum that may pass as the
credit shelter disposition without
increasing the federal or the state
death 1axes, (2) vo the first QTIP,
the sum (or fractional share) equal
to the excess of the federsl] estate
tax exemption oves the amount of -
the credit shelter disposition, (3)
to a second QTIP,® 2 sum (of frac-
tional share) equsl to the excess
of the decedent's vnused GST
exemption under IRC Section
2652 over the sum of the amounts
disposed of under “{1)" and “(2),"

share} equal to the

and (4) 1o the spouse or to-a trust
in 2 form qualifying for the estate
tax marital deduction; the balance
of the estate. -

27 Ag ingicaled, once the Service prants ralie!
unoet the Revenue Proceture. tis
tor Naw Yotk purposes uniess 1he feceral
cetermination s shown 1o be incotrect by &
preponcerance of the evioance. This stancarn
¥npley a1 only quastions of facl carn be chak
enged once ¢ tecesl cetermination & made.
See Matier of Wesvers Estate, 210 N.Y.E.20

777, 410 N,Y.5.2d 777 (Sun. Rensaelnat Coun

Iy, 1978}, 8f1'd 74 A.D.2d §78. 424 N.Y.5.2¢
7E% (3rd Dept., 1980) {requiring the state ©
pressnt lactus! evidence, not legst argument,
in oroer 1o sailisfy the preponoetance stan-
aard in New York Tax Law section DE1). Thus,
I would saem that, H the Service conceces &
legal issue, New York is precluced Hom k.
ing & contrary view, See Marx v, Brapsiini, &
N.Y.2d 822 (1650} (prectiding 8 challenge by
the state atier emphasizing that the Service
had conceded the legal issue in 3 Revenve
Ruling—with this Cecision forming the bask
for ister gnactment of New York Tax Law sec-
sion B£1). Since the quesiion of whathet an
unnecesssry QTIP eieciion shouid be tasted
ss valid st the Cesth of the second spouse i
legsi, not taciual, the Sarvice's concession
shouid control. Thus, as long a8 the slatne
of imitations in New York i C0§¢d with respecl
10 the first eswse al the time of the second
spoust’s cesth, making the QTIP election and
- then seeking reliet under the Revanue Pro-
crgure Should be stiective. Angt while New
York might s7gue 1hat the second spoust’s
esiate should be eSICRPEC URCar 8 Ouly-Ok
consistency thecry rom Irealing ss 8 nullity
. 8 OTIP eleclion the state had accepied in
{he fiest spoust s estale, the Controdiing nature
of 1ha Service's resoiution undes the Rev-
enue Procedure shoulg be caterminstive. in
terms of the statyte of Smitations, 1o be sune,

PRSI
New York doss permil sn assessment aven il
the kmitstions petiod i exnerwise closed whane
» tateral change cccuty. See N.Y, Tax Law
§ § 979,990, and 683, Wnere, howavet, telie!
s scught undaer the Revenus Procedule, N0
fecueral change occurs in connection with
the marial ceduction claimad on the sariet
return, 3, in ether worcs, the leceral statuie of
mHatons is Closed with respect 10 the sari-
st return, Naw York couid not maieiain thal e
tepersl changse hao occurrad. Thus, the fed-
erakchange provisions in New York law would
SRPeT 10 De Wrelevant with respact (o the &b
lier raturn,

20 oy 3 genatal sule, the last Individuat who s

wesled s irsnslarning proparty for estale &or
pH tax purposas (thal k. the lasi person who
has maca 8 gitt for feceral Ot thx puIpOsEs OF
- in whoss Dross e51uie the property Iy includ
ed}is the "tanslersc” tor federal GST 1ax pur-
poses. Thal is the person whose GET exsmp-
tion uncet IRC Section 2652 may be aliocated
to the property, Ahough 1he Spouse who
creains 8 OTIF trust is the inite) rensieror of
the property in that tust, the other spouss
will become the transiaror whan thal spoute
mahas 8 git of the property during iletime oF
»l gesthwhan it ks incluciad in his or het ssle
unoer Ssction 2044, However, Section
2EE2{n)3) sllows tha spouse whi CIaates
the OTIF trust that is made to qusity jor the
mariis) ceduction by slection undet Section
2523(1) or 2056{bXT) 10 be 7eNc as the rank-
teror of tha proparnty for GST isx purposes by
“revarsing” that slection for such 153 purps-
5. Tha! parmiis that spouse s G5T examption
10 be aliccatac 1o tha OTIP rust. Ses, gener-
aliy, J. Blattmache, D. Hastings, and D.
Elstimache, “The Tripartize Wit A New Form of
Marital Deduction,” 127 Tr. & Est. 47 (Ape. 1988).
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For example, assume a married
New Yorker dies in 2005 with sn
estatl of $4 million, having made
£300,000 of taxable gifts afrer 1976
and having vsed no part of her GST
exemption. Her remaining federal
estate tax exemption is $1.2 million.
Her New York estete tax exemption
is $1 million, Now it might seem
that, if the credit shelter disposition

were $1 million, with s resulting’

1axable eszare of $1 million, there
colild be no federal or siate 1ax. But,
because of the prior 1sxable gift, »
taxable estate of $3 million would
produce a New York 1ax.

The reason, as explained above,
is that the federal estate tax is

imposed under IRC Section 2001 -

on the sum of the taxable cstate
plus the decedent’s adjusted tax-
able gifts, here, $1.3 million.
Although no federa) estate tax
would be due (because the federal
exemption is $1.5 million), @ state
death 1wx wonld be due. The rea-
son is that New York imposes a tax
equal 1o the Jesser of: (1) the state
death tax credit amount determined
vnder IRC Section 2011 (in this
case, $33,200, which is the amount
on a taxable estate of $1 million);
and {2} the federal csrate 1ax on
i

$1.3 million but on the assumption
that the federa) exemption is only
$1 million {which, in this case, is
$124,000). Accordingly, the estate
would owe $33,200 of New York
estale 18X,

To avoid the New York tax, the
credit shehter amount {which will
equal the 1axable estate) must be
reduced so that, when it is added
1o the adjusied taxsble gifis, no fed-
cral estate 1ax would be due even
if the federal exemprion were lim-
jted to the New York exemption of
$1 million. In this case, that would
be a credit shelter zmount (or tax-
able estate) of $700,000, When that
amount is added to the $300,000

of adjusted taxable gifts, the tax
base for federal estate 1ax calcula.”
tion purposes is $3 million, which-

is offset by the assumed $1 million
federal exemption.

Therefore, her $4 million sdjust-
¢d gross estate would be divided

into the following four parts: (1}

a credit shelter trust of $700,000;
(2) e fizst QTIP equal to the excess
of the remaining federal exemption
of $1.2 million allowable 1o the
estate over the credit sheleer
amount (that is, the smallest
smount that could pass to the cred-

it shelter trust withour increasing

the federal or the state death tax) -

of 700,000, or $§500,000 {i.e.,
$1.2 million minus $700,000]; (3)
a second or so-called reverse QTP
equal to the excess of the decedent’s
unused GST exemption of $1.5 mil
lion over the sum of the credit shel-
ter trust and the fisst QTIP of 51.2
million, or $300,000; and (4) a dis-
position (such as snother QTIP
trust} of the balance of the sdjust-
cd gross estate, or $2.5 million. Her
taxable estate, assuming her execu-
tor makes the appropriate QTIP
elections, would be $700,000, the

. amount of the crediy shelter dis-

position.

“To whick QTIF doas tha Rav. Pret.

oyt
As in the foregoing example, sn

- estate may have more than one

QTIP, raising the question which

QTIP is entitled to the relicf of Rev, -

Proc. 2001-38.In » sense, it seéms
thet each QTIP may have wasted
vse of the federal estate 1ax exemp-

-

vion of the spouse first 1o die. For- -

tunately, the Revenue Procedure
seems 1o allow the relief to be grant-

. ed 10 that QTIP which is equal to

the otherwise unused federal estate
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Practice Notes

‘When the surviving spovse diss, the
sxecvior of that spouse’s will may
requent refief under Rev. Proc. 2001-38
{which should be pranted) to exciude the
separsty OTIP trust equal to the sxcass
feteral sxemption from the survivors
gross ssists tor fegeral estate tax pur-
poss.

tax exemption even if there is more

than one QTIP.

Rev. Proc, 2001-38 states that,

in order 1o qualify for relief, it must
be established that: “the election
was not necessary 1o redoce the
‘estate tax Jiability to zero.” In the
sbove example, that would be the
clection for the first QTIP. That
conclusion is supported by a serics

" of private letter rulings.® For exam-

ple, in Lir. Rul. 200243030, the
first sponse 1o die created 3 credit
shelter trust that was in the form
of 3 QTIP trust equal to his unused
federal estate 18X excmprion, and
plsced the balance of his estate also
in 8 QTIP trust. His executor elect-
ed under Section 2056{b}(7) for
both trusts to qualify for the mar-
ita] deduciion. Relief under Rev.
Proc. 2001-38 was granted 1o the
surviving spouse™ estate 1o exclude
the credit shelter trust from her
BTOss estate.

Why the sarviver’s ssiste may
aet raganst 1hs Boy, Prac. relind
It might seem that the estate of
the surviving spouse would alwsys
want the *unnecessary™ QTIF not
to be included in his or her estate
under Section 2044, But that may
not be the case in ciscumstances
where the change in basis undes
Section 1014 is more "valuable”
than estate tax exclusion from the
survivor's estate, For example, the
assets in the unnecessary QTIP may

have inherent gain in them at the
time of the survivor’s desth but the

survivor’s estate, even including .

that QTIP, may be less than the sur-

. vivor’s estate tax exemption. In

such a case; theselief granted 1o the
survivor’s estate by Rev, Proc.
2001-38 presumably would be
adverse,

Specitic lanpyage

As mentioned sbove, specific lan-
guage 1o "dea)® effecrively with the
smaller state exemption, and 10

place the estate of the surviving -

spouse in a position to request relief
under the Rev. Proc., is necessary.
First, the “credit shelter™ or “estate
tax exemption™ must be limited to
no mose than the meximum that
will result in nejther federal nor
state death tax. Second, the excess
federa) exemption specia! QTIP
must equa) no more than the unused
federal exemptiion after taking inta
sccount the credit shelter or estate
1ax exemprion gift and all other fac-
tors, including adjusied 1axable gifis
or other transfers that reduced the
available federal exemption.® Here
are some sample provisions?;

Estote Tex Exempiion Gift. If
my Busband/Wife survives me,:
1 give a sum/fractions) share®
of my estate, 83 determined
after payment of transfer 1axes,
expenses and other preresid-
wary bequests made before this
bequest, equal 10 my Estate Tax
Exemption 1o the Trustee/s of
the trust under Article {pus in
number of the Article that con-
tains the * Credit Shelter™ Trust)
of this docoment to be disposed
of under the terms of that wrust.

My “Estate Tax Exemprion™
mesns the largest amount that
cen pass 10 the Trusteels of the

trust under Article [put in num-
ber of the Article that contains
the “Credit Skelter” Trust]
without incressing the Federal
estate tax-and without incress-
ing the state death 1ax due
under the law of the state of my
domicile by reason of my death.

Excess Federal Exemption
QTIP Gift. 1 my Huband/Wife
survives me, 1 give s sum/frac-
tional share® of my estate equal
to the excess, if any, of (i) my
Usnused Federal Estate Tax
Exemption over {ii) the Estate
Tax Exemption Gift to the
Trusteels of the QTIP Marital
Trust under Arsicle {pit in nams-
ber of the Article that contains
the QTIP Truis) of this docu-
ment, 16 be disposed of under
the terms of that trust and held
a3 » separate trust, "My Unused
Feders} Estate Tax Exemption™
means the largest smouny that
could pass to the Trustee/s of
the trust under Article [put in
number of the Article that con-
1ains the "Credis Shelttr™ Trusi]
of this document withourt
increasing the Federal estate tax
due by reason of my death. B

—

29 ynder Section 6110(k)3], nelther 8 privae
lstier ruling ngr & Mationa) Oltice wehnicsl
acvics MamMOTARGUM may be clied of vaed
a8 pracacent.

3¢ Bqcauss both feceral snd state ceath taxss
sre teOuCaE 10 2010, the gaguctibility of siale
oaeth ek under HAC Section 2058 ssems

acsdemic. Bul state ceathiax may be dueon

account ol resl or wngible propedty ocated
in snother silaw. The serple provisions have
paencrahiad 10 taka gvan thal possibiilty o
scoount.

9 These are derivad from Weslth Transte: Plar-
ning snd ere publishad hare with the per-
miksion of intaractive Legal System. See
wrw iSdOCS .o,

32 Some practitioners mey wish 10 provige for
s spacitic numeratos and denominetor of
the haction H & tractions! shars bequesl is
mace.

Nyg,
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Quadpartite Will Redux:
- Coping With the Effects of
Decoupling

The dispatity between feoeral anc stale death 12 exemplions presents additional challenges in
planning tor married persons. The aulhors supgest sample langrage that will be appropriate
even it the state exemption exceeds the tederal exemption.

MICHAEL L. GRAHAM, MITCHELL M. GANS, AND JONATHAN G. BLATTMACHR, ATTORNEYS

“« vadpartite Will: De-
coupling and the Next
Generation of Instro-
ments,” published in
the April 2005 issue of

ESTATE PLANNING,? suggested new
will and revocable trust drafting
techniques for married persons
domiciled in “decoupled™ states.
In this context, the word “decon-
pled” refers to a stare with a death
tax exemption which is different
from the federal estate 1ax exemp-
tion. The assumption for the April
article was that the state death
tax exemption would be smaller
than the federal exemprtion.
Married taxpayers in decoupled
states (with a smaller state exemp-
tion) face a dilemma in imple-
menting a traditionally “optimal™
estate plan—one that would fully
usc the federal estate rax exemp-
tion equivalent {*estate tax exemp-
tion™) of the first spouse to die (i.c.,
“the first decedent™) and leave
the balance of the first decedent’s
estate in a manner qualifying for

the federal estate tax marital deduc-
tion. Traditionally, such a structure
has been used to fully postpone fed-
cral estate tax until the death of the
surviving spouse.

In a decoupled state with a small-
er exemption, full use of the fed-
ers) estate 1ax exemption in the first
decedent’s estate will result in state
death tax being due upon the first
decedent’s death (2 result of the
smaller state exemption), Con-
versely, if use of the federal estate

MICHAEL L. GREHAM is 3 panner in the law firm of
Gianam & Smith, L.L.F. in Dellas, He is also 8 co-
developer of Weaht: Translez Planning®™, 2 sottware
system published by intersctive Legal Systems, LLC,
which has granted permission to publish the sam-
pie ianguage used inthis arkcie. MITCHELL M. GANS
is the Steven A, Horowitz Distinguishad Professor of
Tax Low at Hofstra University School of Lew in Hemp-
stead, New York. JONATHAN G, BLATTMACHR k &
membet of the 1aw firm of MAbank, Tweed, Hadley &
VicCloy, LLP, in the New York City office. He is alsoa
co-geveioper of the Wealth Transter Pisnning®™ soft-
ware system. The suthors have wiitten and leciured
extensively on estete planning. Copyright © 2005,
Michagl L. Graham, Mitzhelt M. Gans, and Jonathan
G. Blatimach:,
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tax exemption is limited in the first
decedent’s estate to the (smaller)
state exemption, then more feder-
al (if not state) estate tax will like-
ly be due upon the death of the sur-
viving spouse. Limiting use of the
exemption in the first estate will
increase the federal estate tax mar-
ital deduction for that decedent,
and property qualifying for 2 mar-
ital deduction in the first decedent’s
estate will usually be included in -
the federal taxable estate of the sur-
viving spouse.

The April article suggested cre-
ating a separate trust (called an
“Excess Exemption QTIP Trust”)
that could qualify (by election) for
the federal estate tax marital
deduction as qualified terminable
interest property (*QTIP"} under
IRC Section 2056({b}{7). Property
passing to the Excess Exemption
QTIP Trust would have a value
equal ro the amount by which the .
federal estate tax exemption
exceeded the state death rax
exemption.




\

For states (such as Rhode Island)
that permit an indcpendent mari-
tal ddduction election for sate pur-
poses, without regard 1o whether
a'federal mariral deduction elec-
tion has been made, the separate
state election would be made for
the Excess Exemption QTIP Trost.
For other states (such as New York)
that do not permit a state-only
QTIP election, it was recommend-
ed that the first decedent’s estare
elect QTIP treatment for the Excess
Exemption QTIP Trust for both

" federal and state death tax pur-

poses, but have the estate of the
surviving spouse seek relief from
'that election under Rev. Proc. 2001-
38.2 That Revenue Procedure
appears to permit the estate of the
surviving spouse tc have the QTIP
election made in the estate of the
first decedent “undone™ so that the
Excess Exemption QTIP Trust
would not be included in the estate
of the surviving spouse. The April
article included sample language
for wills and revocable trusts 10
implement either strategy.

Furthar reficemsnt far 8 YoPy
few stalas
The earlicr article was based on the
fact that, in most states which have
a death 1ax exemption different
from the federal estate tax exemp-
tion, the federal estate tax exemp-
tion is larger than the state death
tax exemption, That disparity will
grow as the federal exemption
increases from $1.5 million this
year to $2 million beginning in
2006 and then 1o $3.5 million for
2009. Although the federal exemp-
tion is scheduled to drop back to
$1 million beginning in 2011, it will
still exceed the exemption then
scheduled to be permitred in'some
states. {There is no federal estate
tax for those who die in 2010.)
However, in some states the
opposite can occur: the state
exemption can exceed the federal

ESTATE PFLANHING

. exemption. That would be the case

in Connecticut, for example, where
recent legislation establishes a state
death tax exemption of $2 million#
Another more common situation
in which the state death tax exemp-
tion will be larger than the federal
estare 12X exemption occurs where
the taxpayer makes lifetime gifts
using the fedceral gift tax exemp-
rion.4 For example, assume a mar-
ried Tennessean made a taxable gift
of $1 million in 2004, using up her
entire federal gift tax exemption.
The resulting adjusted taxable gift
means that if she were to die in
2008, a credit-sheher bequest in
excess of $500,000 would produce

a feders) estate tax.% In cffect, the
2004 gift reduced her remaining
federal exemption to $500,000. Yet
ber available state death 1ax exemp-
tion will be §950,000.% (Tennessee
does not impose any gift tax; life-
time transfers do not have any effect
on the amount of the optimal cred-
it~shelter bequest in rerms of the
stare tax.}

No federal estate tax or state
death rax will be due if our mar-
ried donor is the first decedent and
the credit-shelter bequest is limit-
ed 10 the effectively available fed-
eral exemption (§500,000). More-
over, no *unnecessary” federal
estare tax will be due when the sur-
viving spouse dics on account of
“overuse™ of the federal estate rax
marital deduction {the federa] estate
tax marital deduction having been
limited to the minimum amount
necessary to reduce to the federal

estate tax 1o zero). But when the
surviving spouse dies, state death -
tax may be due on account of the
“extra™ use of the marital deduc-
tion in terms of the state death
tax (the marital deducrion having
been in excess of the amount nec-
essary to eliminate the state estate
1ax). _

Applying numbers 10 the above
example, assume that the wife dies
in 2005, dividing her $4 million
estate (after debts and expenses)
into a merital portion and a cred-
it-shelter portion based on a for-
mula clause that is geared to her
federal estare tax profile, The mar-
ital bequest would equal
£3,500,000, and the credit-shel-
ter bequest would equal the bal-
ance of $500,000.

However, her $4 million estate
only needs a marital deduction
equal 1o $3,050,000 in order to
reduce her Tennessee estate tax to
zero. Assuming her husband
remsins a Tennesscan until his
death, his Tennessee raxable estate
likely will be larger than if the mar-
ital deduction had been so limited
for state purposes. However, if only
a $3,050,000 marital deduction
were used for both state and fed-
era} purposes, federal estate tax
would be due when the first spouse
died because, as stated, the avail-
able federal exemption was only
$500,000. i

This “overuse” of the marital
deduction for stare purposes may
be easily cured in those states that -

W LI VT T LT TG T e i T

1 Sge Gans and Blatimachr, “Quadpartile Will:
Decoupting and the Next Genelation of Instry
manis,” 32 ETPL 3 (Apr, 2005).

1 2001-1 CB 1335,

3 Public Agt 05251, House Bili 6540,

4 See Sections £505 and 2010 (providing the
federal unilied credit for lederal gttt and estsie
1RX PUIDOSOE, Tespectivaty}. :

# As discussad in the Apri aricle, cihet tag-
tots (such as taxable gifts in eacess of (he

Iggetsl Gilt 167 SAOMPURN & YiE O IS o™ . -

litetime gitt tax exemption with espect to GHIS
maoe between W8/76 snd 12/31/76) alsc may
teduce the pmouniof stiowabie leceral estsia
1ax examplion squivalent. :
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permit an independent QTIP elec-
tion (i.e., an election for state pur-
poses that does not mirror the fed-
eral election). In such a state, the
executor would make a federal but
not state QTIP election for a sep-
arate Excess Exemption QTIF
Trus:. .

That strategy will not work,
however, in those states (such as
New York) that do not permit an
independent QTIP election.? In
those statcs, the federal QTIP elec-
tion is binding for state purposes
as well.

Uncsrtaln which sxemptisn will bs
Isrgar?

Unless the state and federal exemp-
tion amounts are equal and the
estate tax effect of lifetime gifts is
the same for fedceral and state pur-
poses, difficulties will arise in deter-
mining the optimal marital and
credit-shelter bequests. In most
instances, it will not be possible
1o determine with any certzinty
whether the remaining federal
exemption or the state exemption
will be larger. .

To desl cffecrively with this
unceriainty, instruments should be
drafted using a formula that will
“work™ regardless of which exemp-
tion is larger {or if they are the
same). The following language,
which creates an optimal Excess
Exemption QTP Trust, is offered
to achieve that resuln:

Sample Disposition®
1f my Wife survives me, | give
a sum equsl 10 my Excess

o Ao

¢ Tann. Code Ann. § 67-8-318.

7 See. &.0.. N.Y. Tax Law § 952.

¢ This language is detived irom Wealih Trang.
fer Planning™ published by Inleractive Legal
Services (www.lisdocs.com) sng is repro-
duced here with ils permission.

* See, e.g., Saction 2056(b)(S). Such & TTust,
pevertheless, mighi heve provisions during
the surviving spouse’s lfetime that are iden-
tics! 1o those ol a OTIP trust, Hence, provic-
ing for such a trust 10 be mansged in soiido
with OTIF trusis under the same instrument
may be appropriste 1o consicer.

Exemption QTIP Gift to the
Trustee of the Masital Trost
under this Will, ro be disposed
of under the terms of that rust
and 10 be held as 3 separate
wrust. This separare trust shall
be called the Excess Exemprion
QTIP Trusz.

Accompanying Definitions

My “Excess Exemption QTIP
Gift™ means the smount, if any,
by which what my Optimum
Marital Deduction Gift would
have been if that term meant
the greater of (a) the minimom
amount necessary as the fed-
eral estate tax marital deduc-
tion in my estate o reduce the

- federal estate tax due by reason

of my death to the lowest pos-
sible amount {derermined with-
out regard to the Excess Exemp-
tion QTIP Gift) and (b) the
minimem amount necessary s
the marital deduction in my
estate under the death 12x laws
of the siate of my domicile to
reduce such siate death taxes
due by reason of my death 10
the lowest possible amount

" [derermined without regard to

the Excess Exemption QTIP
Gift), exceeds my Optimum
Marital Deduction, calculated
as provided below.

My =Optimum Marital Deduc-
tion™ means the lesser of (a) the
minimum amount necessary sk
the federal estate vax maritwl
deduction in my estaze 1o reduce
the federal estate tax due by rea-
son of my death 16 the lowest
possible amoum (derermined
without regard to the Excess
Exemption QTIP Gift) and (b)
the minimum amount necessary
as the marital deducrion in my
estate under the death tax laws
of the stete of my domicile to
reduce such state death tax due
by reason of my death 1o the

lowest possible amouis (dezer-
mined without regard to the
Excess Exemption QTIP Gifr).

Using the above formula requires
an independent state QTIP clection
if the state exemption is larger than
the federal exemption. According-
ly, if it is certain that the taxpayer

will die domiciled in a state that

does not permit an independent
QTIP election, then the foregoing
sample language need not be
included in the instrument. Rather,
the simpler language suggested in

sqiftshave S j., ”
_ﬂebtive!v%gﬁk’.‘%
Baois

L dhe >
Anemaining)yi; i,
Federal estaletaxh.
stateexemplion £7¢
IJnaAy FThe N
#ederalexemption®

the April article may be used. But
jt seems that there is “no harm”
in vsing the more complicated lan-
guage. Additionslly, because an
independent QTIP clection could
become avsilable in the future
(through a change of domicile or
change of state Jaw), the more com-
plicated language offers s poten-
tial upside.

cCaardination of distridutiens and

1f an Excess Exemption QTIP Trust
is created, there may be at least rwo,
if not three, virtually identical QTIP
trusts created under the decedent’s
will or revocable trust: The Excess
Exemption QTIP Trust, a Reverse
QTIP Trust (1o use up an otherwise
unused GST exemption of the first
decedent}, and another QTIP trust
for the balance of the estate.? If
there is, or may be, more than one

QTIP trust, it may be appropriate
to permit them to be managed

QUADFPARTITE WilLL
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toget'her (essentially, be managed
in soI’ia'o) although cach should
be ui ated as 2 separate trust. The
fourth trust for the spouse, to hold
the applicable cstatetax exemption
{taking into account both the fed-
eral and applicable state death tax
exemptions) must also be coordi-
nated with the {up t0) three QTIP
trusts.

In sddition, coordinarion of dis-
tribution provisions should be
addressed. For example, absent
other facors, any invasion of cor-
pus fram the QTIP trusts should be
made last from any QTIP trust with

 respect to which it is expecied that
relief will be requested under Rev.
Proc. 2001-38, because it is antic-
ipated that such trust will be
excluded from the gross estate of
the surviving spouse; and second
1o last from any QT3P trust that has
a lower inclusion ratio under Sec-
tion 2631 for gencration-skipping
transfer tax purposes (such asa
reverse QTIP trust may) than any
other QTIP trust.

Years after 2005

Beginning in 2006, the federal
estate 13X exemption is scheduled
to reach $2 million. Since the fed-

cral gift tax exemption remains at .

$1 million, will it be possible for
a state exemprion 1o exceed the fed-
¢ral exemption? Certainly it seems
that the minimum available feder-
al estate 1ax exemption would
always be at least $1 million. Thus,
unless the applicable state exemp-
tion is greater than §3 million (as
will be the case in Gonnecticut),
one might conclude that she state
exemption could nor exceed the
remaining federal estate tax exemp-
tion. But that is not necessarily
so. As in the case of the earlier
example involving a decedent who
died in 2004, liferime gifts made by
a decedent dying after 2005 may

cause the remaining estate 1ax
exemption to be Jess than the state
exemption (even where the state
exemption is $1 million).

An example may be helpful.
Assume that a raxpaycr made a
1axable gift in 1977 of $3 mil-
lion, and thereafter made no other
1axable gifts. Assume he dies in
2006, when the maximum federal
estate tax exemption is $2 million,
with a taxable estate of $2 million.
Although his taxable estate is the
same as the maximum federal
estate 1tax exemption for the year
of his death, federal estate tax will
still be due, This taxpayer’s fed-
eral estate tax is detcrmined by
adding the $3 million adjusted tax-
sble gift to his $2 million taxable
estate.’®

The net federal estate tax, after
the sllowance of the credit under
Section 2010 (and before any other
credit that might be allowed) and
the credit for the gift tax payable
with respect to the adjusted tax-
able gift, is $485,000. Hence, he
should not view his federal estate
1ax exemption as $2 million but
rather as $945,652.1 That is less
than the exemption permitted by
several states, including New York
and Tennessee {as well as Con-
necticut)."” Hence, for at least the
years 2005 through 2008, the
available state estate tax exemp-

Practice Notes

Creating 8 separate QTIP trust, equal to
the ditference between the feder! esiste
tax exemption and the state death tax

exemplion may be both appropriste and
stvantageous.,

tion may exceed the airailab!: fed-
eral exemption, suggesting that an
Excess Exemption QTIP Gift

* should be based on the principles

discussed above;

Cenclusion

‘The dispariry between federal and
state death tax exemptions pres-
ents additional challenges in plan-
ning for marri¢d persons. In many
ceses, the federal exemprion. will
cxceed the state exemption. But in
some situations, especially where
lifesime gifts have cffecrively
reduced the {remaining) federal
estate tax exemption, the state
exemption will exceed the feder-
al exemption. Creating a separate
QTIP 1rust, equal 1o the difference
between the federal estate tax
exemption and the state death tax
exemption may be both appro-
priate and advantageous. The
sample language set forth earlier
in this article provides for both
cventualities and should be con-

sidered. B

SIS

¥ See Saclion 2001(b}).

1 The maximum credil aliowed unger Section
2505 lor teceral gift 1ax putposes is 5345800
{essentially, the tax compuled on the titsl 31
million of taxable pifis). The maximum credit
1o¢ the years 2006 10 2008 allowed under Sec-
tige 2010 for lecaral extate tax puUrposes-is
£780.800 {essentially, the 1x compuied on
 laxsbie sstste of 52 million assuming No
adjusied taxabie glts were made). The excess
ol the tedieral exisie tax cradit of $780.800 for
2006 over the fecerst giltt tax credil of $345.800
is $435.000. Hence. adjusied taxable Qitis
may *use Up” up 10 $345,800 ol the fecersl
esiate tax credil. As & result, as litile 88
$435.000 of the ledaral estale lax credil may
be available 1o uss againsi the laasble estate.
tn such & case, the leceral estate exemption
{or, in other words, the maximum taxabie sl
the QECEDEN COUIK have withou! paying any

A 3
tecersl asiate tax by mason of the Credit under
Section 2010) is; theralore, delermined by
mulliplying the taxabie eswste (T} by 46% o0,
produce 8 Qross eatate 1ax of $435,000, or
4BT » $435,000: 50 T = SB45.652, See Sec- -
tion 2001(b). ‘ ’

4 |1 will nol matier 10 New York estate 1ax pur-
poses that the sisle exemption it greatsr than
the tadetsl sxemplion, To reducs his fedarsl
estale 1ax 10 its minimum, the 1axpaYer will
¥imit the credit shehies smount 16 the owet fed-
aral axemption and have the balance ol his o
her wslate Dass under the piotection of the
marital geduction. Whatever quakiies for tha

tecieral maritsl deguction will automaticatly -

quatity for the state rirital deduction, in stiect.
Tharaiore. thate I8 RO oppoitunity lor & M
ried New Yorker Lo use the Sirsiegy discuased
in this articie where the siaie exempiion is .
targar than the fedaral exampiion,

__—-#
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By Mitchell M. Gans and Jonathan G. Blattmachr

nder the Internal Revenue
UCode of 1986, taxpayers are

permitted a federa! gift tax
exemption and an estate tax exemp-
tion, Although technically not exemp-
tions but more in the nature of exemp-
tion “equivalents” that entitle taxpay-
ers to a aedit, each is more easily
understood as an exemption. The gift
tax exemption, as so understood, is-$1
million for each taxpayer and is not
scheduled to increase. The estate tax
exemption, as also so understood, is $1
million for 2005 and is scheduled to
become $2 million in 2006, 2007, and
2008 and reach $3.5 million in 2009.
There will be no estate tax for individu-
als dying in 2010, Beginning in 2031,
the estate tax exemption drops to the
gift tax exemption level of $1 million.

Tax Exemptions of
Married Persons

As indicated, each individual has his or
her own gift and estate tax exemption.
1t is not portable: one taxpayer carmot

Mitchell M. Gans is a professor of Jaw
at the Hofstra Unjversity School of
Law in Hempstead, New York.
Jonathan G. Blattmachr is 2 pariner at
Milbark, Tweed, Hadley & McCloy
LLP in New York, New York, and a co-
chair of the Probate and Trust Division
Insurance and Financia) Planning
Committee.

transfer his or her unused exemption to-

another. Even though the Code can be
understood as treating married couples
as one economic uni{ for certain trans-
fer-tax purposes, as per the cne-eco-
nomic-unit theory, a surviving spouse’s
estate may not use the other spouse’s
unused exemption. Nonetheless, in the
case of lifetime gifts, a couple may
share, at Jeast to a limited degree,
exemptions by “gift splitting” under
Code § 2513, which permits ane

to consent 10 be treated as though he or
she made one-half of the gifts made by
the other spouse (except for gifts made
to or for the other spouse). When this
section is operative, one cansequence is
that jt permits the spouse making the
gift to apply the other spouse’s exemp-
tion. For example, a wife gives $2 mil-
lion to her child. Her husband, whether
or not he is the father of the child, may
consent under Code § 2513 to be treat-
ed as though he made half of the gift
for federal gift tax purposes. If the elec-
tion is made, he will report the half
attributed to him on his own gift tax
return and will use any remaining por-

 tion of his gift tax exemption. (In addi-

tion, if the gift could be subject to gen-
eration-skipping transfer tax, such asa
gift to a grandchild, the gift-splitting
spouse—the husband in the foregoing
examnple—is also treated as the trans-
feror for generation-skipping transfer
tax purposes. That may have the effect

of permitting the spouse who made the
transfer also to use the GST exempton
of the other spouse.)

As suppested, sharing of unused
exemptions by spouses for estate tax .
purposes is not permitted, although
such portability has been long pro-
posed. As a result, and to avoid
wasting the exemption, so-called
credit shelter trusts are commonly
used. Such trusts are structured to
use exactly the federal estate tax
exemption of the spouse dying;: they .
typically provide benefits for the sur-
viving spouse but are structured so
as not io be included in the gross
estate for federal estate tax purposes
of the surviving spouse. These trusts
entail financial and psychological
costs, such as the cost of drafting and
administering the trust and the loss
of control over the trusts’ assets by
the surviving spouse. A portable
exemption, under which the surviv-
ing spouse would be permitted to
enjoy his or her spouse’s unused
exemption, would obviate the need
for credit shelter trusts entirely
(although a trust might be used for
creditor protection and other rea-
sons). If, for example, under current
law, one spouse died and bequeathed
the entire estate to the other spouse,
the exemption would be wasted. If
the Code permitted portable exemp-
tions, however, the surviving
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spouse’s exemption would be
increased by the unused exemption
of the other spouse. An interesting
issue if such portability were allowed
is whether only the estale tax exemp-
tion of the surviving spouse would
be increased or also the gift tax
exemption of that spouse.

Although Conggress has thus far
refused to address the issue, the IRS
has begun issuing private letter rul-
ings and national office technical
advice memorandums (which under
Code § 6110(k)(3) may not be cited or
used as precedent) that diminish the
planning problems some taxpayers
face because of the nonportable
nature of the exemption. The princi-
pal focus of the rulings appears to be
the case in which a spouse dies with
insufficient assets to use his or her
estate tax exemption in full—a situa-
tion that becomes more comumon as
the exemption increases. In such a
case, the unuseéd exemption is wast-
ed, of course, even though the sur-
viving spouse may have wealth that
is greater than his or her exemption.
With proper planning, the waste of
the exemption could be avoided by
having the wealthier spouse make a
gift to the Jess wealthy spouse. This
could be accomplished either by an
outright gift or by creating a quali-
fed terminable interest property or
QTIP trust described in Code
§ 2523(f) for the benefit of the Jess
wealthy spouse. This kind of plan-
ning, however, may encounter cbjec-
tions from clients whe are unwilling
to relinquish control over assets to
their spouses.

PLR Strategy: Creating a
General Power in the
Deceased Spousse

In the rulings, the JRS has approved
a plan that permits clients who have
such coniro] concerns to avoid wast-
ing the exemption at the death of the
less wealthy spouse. See, e.g., PLR
200403094 (single grantor revocable
trust) and PLRs 200210051,
200101021 (joint grantor trust),
Under the plan, the wealthier spouse
creates a revocable trust that grants
the other spouse a feslamentary gen-

eral power of appointment over suf-
ficient assets such that there will be
no waste of the exemption in the less
wealthy spouse’s estate. And because
the wealthier spouse is able to revoke
the trust at any time, the plan does
not entail any surrender of control.
To illustrate, assume the Jess wealthy

spouse died in 2005 with $500,000 in -

assets and had a testamentary gener-
al power of appointment over $] mil-
lion in assets under the other
spouse’s revocable trust. The gross
estate, under the rulings, would be
$1.5 million. In other words, even
though the general power could
have been revoked by the other
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Sharing of unused
exemptions by
spouses for estate tax
purposes is not
permitted, although
such portability has
been long proposed.

spouse, it is nonetheless a general
power within the meaning of Code
§ 2041, and the gross estate is, there-
fore, $1.5 million. .

i the less wealthy spouse exercises
the power of appointment in favor of
his or her estate and then directs in
the will that it be placed in a credit
shelter trust for the benefit of the
wealthier spouse, the exemption is
not wasted. It is, of course, critical
that the surviving spouse not be
viewed as the transferor of the assets
passing into the credit shelter trust.
For if that were the case, there would
be two negative consequences:

(1} the wealthier spouse could be
viewed as having made a taxable gift
to the other beneficiaries under the
credit shelter trust at the death of the
Jess wealthy spouse; and (2) the cor-
pus of the trust could be included in
the wealthier spouse’s estate under
Code § 2036 or § 2038, depending on
the nature of the interests or powers

1% PROBATE & PROPERTY « NovemecvDécoween 2005

conferred on the surviving spouse.
Most critical, the rulings conclude
that the wealthier spouse should not
be viewed as the transferor. That
may seem somewhat surprising.
After all, one could easily imagine
that the IRS would be inclined to
invoke the step-transaction doctrine
and thereby treat the wealthier
spouse as the true transferor—or to
argue, similarly, that, under state Jaw,
the wealthier spouse is considered
the transferor for purposes of analyz-
ing creditors’ rights and that Code
§ 2036 or § 2038 should therefore
apply at the wealthy spouse’s death..
See Griffin v. Uniled Stales, 42
F. Supp. 2d 700 (W.D. Tex. 1998);
Estate of Cidulka v. Commissioner, 71
T.CM. (CCH) 255 (1996); Heyen v.
United Siates, 945 F.2d 359, 363 (10th
Cir. 1991); Paclozzi v. Commissioner, 23
T.C. 182-(1954); Estate of Paxion v.
Commissioner, 86 T.C. 785 (1966).
Presumably, because of a sensitivity
to the difficulties that nonportability
creates, the rulings do not take this
approach. _
The rulings take a taxpayer-friend-
ly approach on another aitical issue,
the gift-tax marital deduction. For
the plan to work, the wealthy spouse
must not be viewed as having made
a taxable gift to the less wealthy
spouse. It is, of course, clear that no
completed gift ocours as long a5 the
trust remains revocable. Treas. Reg.
§ 25.2511-2(c) (second sentence). The
rulings acknowledge as much. But
the more controversial question is
whether a taxable gift occurs at the
death of the Jess wealthy spouse. The
rulings conclude that the marital
deduction applies and, therefore, no
taxable gift is made. As such, a gift
tax marital deduction is not permnii-
ted under Code § 2523(i) for a trans-
fer to a spouse who is not a U.S. citi-
2en, nor is an estate tax marita
deduction permitted under such cir-
cumstances unless the transfer is in
the form of a qualified domestic
trust, described in Code § 2056(d). To
be sure, the IRS might have taken a
less taxpayer-friendly position. It
could have denied the marital deduc-
tion on the ground that the gift does




not occur until the death of the less
wealthy spouse, reasoning that 1he
marital deduction contemplates a liv-
ing donee. Cf. Estate of Dave Gordon o
Commissioner, 70 T.C. 404 (1978), acq.
1979-2 C.B. 1. Treas. Reg.

£§ 20.2056(b)-2 ex. 8 and 20.2056(b)-
4(e) support the position taken in the
rulings by indicating that payments
to the spouse’s estate qualify for the
marital deduction, but in each
instance the spouse survived. In con-
trast, Code § 2056(b){3)(A) permits a
marital deduction when the bequest
to a spouse will terminate as a result
of the death of the “surviving”
spouse in a common disaster. The
IRS might also have taken the posi-
tion in the case in which the less |
wealthy spouse allows the power to
lapse that the marital deduction
might possibly be denied on the
ground that it constitutes a ter-
minable (nondeductible) interest
within the meaning of Code

§ 2523(b). But, here again, policy con-
cerns about nonportability likely
helped to drive the ouicome.

One fina) issue implicated in the
rulings is the question of income tax
basis. Under Code § 1014, it would
seem, at first blush, that the assets
passing into the credit shelter trust
should qualify for a change in basis.
Code § 1014(e), however, provides
that the section is inapplicable—no
change in basis is permitied—when
the asset is gifted to the decedent
within one year of death and the
asset then passes back to the donor
at the death of the decedent. Relying
on Code § 1014{e), the rulings con-
clude that the assets in the revocable
trust will not qualify for a change in
basis 1o the extent that the surviving
spouse receives property from the
decedent a5 a result of the exercise of
the power (or its Japse). In conclud-
ing that Code § 1014(e) is triggered,
the rulings take the view that the gift
is made to the deceased spouse at the
moment of death and, therefore, falls
within the provision's one-year time
frame. In effect, the rulings analogize
10 the gift-tax regulations. In other
words, just as the gift does not occur
for gift-tax purposes until the death

of the less wealthy spouse because

the wealthier spouse retains a revo-

cation power, 5o, 100, the gift is not
deemed to occur for purposes of
Code § 1014(e). That kind of analogy
seems to be a sensible one and could
certainly be adopted in regulations.
At the present time, however, there is
no regulation under the section.

If the conclusion that the gift
occurs within the one-year time
frame is correct, the question
becomes how to compute basis.
Although the more recent rulings
give no guidance on this question,
PLR 9321050 suggests that the deter-
mination be made by focusing on the
actuarial value of the wealthy
spouse’s interest in the trust. In other
words, if the wealthier spouse is
given an income interest in the trust
that has a value equal to, say, 40% of
the value of the trust’s assets, then
40% of the trust’s assets should not
be eligible for a change in basis
under Code § 1014 (ithe remaining
60% would be eligible). This
approach raises two questions:

(1) how to determine which assets in
the trust are eligible for a change in
basis and (2) how to value the
wealthy spouse’s interest in the trust
when it is discretionary. The first
question may arise, for instance,
when the revocable trust may have
more assets than the amount over
which the surviving spouse has the
general power of appointment. It
might be possible to specify the
order in which the assets in the revo-
cable trust will be used to satisfy the
general power property if the power
is exercised. But it seems likely that
there is some question about which.
assets in the revocable trust are
included in the gross estate of the
deceased spouse on account of his or
her general power. In reference to the
second question, as a general rule, a
truly discretionary interest may have
no actuarial value. For example, the
standard Code § 7520 income factor
may not be used 1o value an income
interest in property when the gov-
erning instrument permits trust cor-
pus to be withdrawn for another per-
son’s benefit. Treas. Reg.

§ 20.7520-3(b)(2)(ii}{B)(2). However
the calculation is made, it does seem
that taxpayers will be able to enjoy
some change in basis under the rul-
ings-—at least for the portion of the
trust deemed to pass to the benefid-
aries other than the surviving
spouse,

-Other Applications of
ihe PLR Sirategy

Inappropriale Assets Available to
Fund the Credit Shelter Trust

There are two additional contexts in
which the new rulings may be useful
in planning. First, a spouse may have
sufficient assets to use the exemp-
tion, but the assets. may not be an
ideal candidate for a credit shelter
trust. For example, when a spouse
has pension or IRA assets that could
be used to apply the exemption but
no other assets, or when the spouse
may have insufficient assets other

Ve T el gl
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If the credit-shelter
approach is used,
there is an offsetting
income-tax
disadvantage.

than qualified (pension) plan or IRA
assets to use his or her exemption in
ful), the couple must decide whether
10 secure the estate tax advantage of
making it payable to a credit shelter
trust to avoid wasting the exemption.
I the credit-shelter approach is used,
there is an offsetting income-tax dis-
advantage: the deferral period for
reporting the distributions will be
shortened. See generally Natalie B.
Choate, Life and Death Planning for
Retirement Benefits (2003), at 14-26,-
56~58, 144-53, for an excellent dis-
cussion of “fixed” versus “recalculat-
ed” life expectancy methods and
income tax free spousal “rollovers.”
In addition, if they opt for the credit-
shelter approach, the estate-tax Qut-
come is sub-optimal: when dealing
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with pension-type assets, which gen-

erally will represent the right to
income in respect of a decedent
{IRD), the surviving spouse’s estate

"tax can be reduced by making the

benefit payable to the spouse, rather
than to the trust. The right to IRD is
not entitled to the change in basis
under Code § 1014(a). See Code

§ 1014(c). Deferred compensation,
such as interests in a qualified (pen-
sion) plan or individual retirement
account (IRA), represent the right to
IRD as a general rule. See Hess v.
United States, 271 F2d 104 (3d Cis.
1959). The advantage, in other
words, that the credit shelter trust
offers, when the trust is funded with
the right to IRD, is eroded by the

. income tax on the distributions that

the trust must bear. Whereas, if the
benefit is made payable directly to
the spouse, the income tax paid by
the spouse reduces the amount even.

R———— -
The strategy
approved in the
rulings permits the
couple to use
as much of the
exemption of the first

of them to die as is
possible.

tually subject to estate tax at his or
her death. If, however, the plan
approved in the mlings is used, the
couple can avoid wasting the exemp-
tion without suffering that erosion
and without shortening the deferral
period for income tax purposes.

To ilustrate, assume that a wife
has $1.5 million in her IRA and no
other assets and. that the husband
has $1.5 million in non-IRD assets.
ldeally, these assets of the husband
would be of the type entitled to the
change in basis under Code
§ 1014(a). Assets other than the right
10 IRD also may be denied a change
in basis under the section. E.g., Code

§ 1014(b)(5) and (d). If the wife were
to die in 2005 survived by her hus-
band, she could direct that her IRA
pass into & credit shelter trust to
avoid wasting her $1.5 miltion
exemption. But this would, as indi-
cated, shorten the defersal period.
And, given the erosion resulting
from the trust’s income tax liability, it
also would not be as estate-tax effec-
tive as making the benefit payable to
her husband. If the approach
approved in the rulings were adopt-
ed, however, an optimal outcome
could be achieved: the wife would
simply make her husband the benefi-
ciary of the IRA, and he would trans-
fer his assets to a revocable trust
under which she was given a general
power of appointment. Under this
arrangement, the husband’s non-IRD
assets would be used to fund the
credit shelter trust created at the
wife's death, and the IRA would pass
directly to the husband~thus pro-
ducing no waste of the exemption,
no shortening of the deferral period,
and no erosion. But it should be
noted that the advantage of using the
surviving spouse’s assets may be
eroded if Code § 1014(e) applies to
them, as suggested by the private let-
ter rulings. Nevertheless, as
explained, it seems that some change
in basis under Code § 1014(a) should
occur.

lnsufficienl Assets Available to
Fund Both Exemptions

The second context in which the rul-
ings could prove to be helpful is
when the couple wants to take full
advantage of their exemptions but
does not have sufficient aggregate
wealth to secure this outcome. For
example, assume that a couple has
an aggregate wealth of $2.5 million
and that they want 10 use available
exemptions fully because they
believe that they will eventually have
very substantia) estates. In 2005, with
an exemption of $1.5 million, the
couple presumably would be
advised 1o title $1.5 million of their
assets in the name of the spouse with
the shorter life expectancy. But, of
course, the order of death typically is
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not easily forecast. And if the spouse
with the longer life expectancy were
to die immediately with an estate of
$1 million, part of the exemption
($500,000) would be wasted. Under
the rulings, that result can be avoid-
ed. If each spouse were to create a
revocable trust that conferred a gen-
eral power on the other, the entire
$1.5 million exemption would be
used irrespective of the order of their
deaths. It may be that the couple
together does not have encugh com-
bined wealth even to use one exemp-
tion fully. For example, the husband
has $500,000 and the wife has
$750,000, for combined wealth of
£1.25 mjllion, which is less than the
available exemption for the years
2005 through 2009. Nevertheless, the
strategy approved in the rulings per-
mits the couple to use as much of the
exemption of the first of them to die
as is possible,

A Conservative Approach to
Adopting the PLR Sirategy

In all of these cases, the rulings solve
the problems of nanportability. The
IRS obviously resolved all of the legal
uncertainties in the rulings in favor of
taxpayers to reach a salutary outcome
in policy terms, And, although the IRS
should be applauded for taking this
policy~driven approach, taxpayers wili
continue to entertain doubts about
relying on the rulings until published
guidance is provided.

Given the nonbinding nature of pri-
vate letter rulings and the difficulties
practitioners face, as a consequence, it

. may be prudent to take a conservative
approach in terms of drafting and
planning 1o minimize the risk that the
IRS would succeed were it to disavow
the rulings. Practitianers who imple-
ment the approach approved in the
rulings, perhaps, should consider
adopting the three recommendations
that follow. :

First, the spouse who receives a
general power should exercise i,
rather than allowing it to Japse.
Although the rulings do not require
this, it would seem that the IRS
could argue that a spouse who
receives a power of appointment and




allows it to lapse has received a ter-
minable interest that does not qualify
for the gift-tax marita} deduction. On
the other hand, if the power is exer-
cised, the terminable-interest argu-
ment would appear to be foreclosed.
See Rev. Rul. §2-184, 1982-2 C.B. 215.

Second, the surviving spouse
should be given a special power of
appointment under the credit shelter
trust that is created through the exer-
cise of the other spouse’s general
power. The special power should be
exercisable during life and at death,
Under this structure, it would seem
that the IRS could not argue that the
surviving spouse has made a taxable
gift of the remainder interest at the
other spouse’s death. For even if the
IRS changes its position and takes
the view that the surviving spouse is
the transferor, no taxable-gift argu-
ment can be made successfully when
the transferor has a special power
that is immediately exercisable,
because the gift of the remainder
would be incomplete. Treas. Reg.

§ 25.2511-2(c). This is ilustrated in
Goldstein v. Commissioner, 37 T.C. 897
{1962), in which the court intimated
that a taxable gift might occur if the
time for exercising the special power
is delayed.

Third, the grantor of the revocable
trust should give the other spouse a
mandalory income interest that qual-
ifies the property over which the
deceased spouse has the general
power for QTIP treatment. The gen-
eral power granied 10 the first
spouse to die might cause the prop-
erty to qualify for the marital deduc-
Hion under Code § 2523(¢) (a general
power of appointment trust) rather
than Code § 2523(f) (a QTIP trust).
But for the trust to qualify under
Code § 2523(e), the general power
must be exercisable by the spouse
alone and in all events. Treas. Reg.

§ 25.2523(e)-1(a)(4). Some condition
could be built in: for example, the
spouse can only exescise the power if
he or she js under the age of 115 at
the time of death. The buili-in condi-
tion should prevent it from qualify-
ing for the marital deduction under
Code § 2523(e), so an election may be

made 1o have it qualify under Code

' §2523(f), in order that the trust will
not be included in the surviving
spouse’s estate under Code § 2036 or
§ 2038. In addition, the credit shelter
trust created for the benefit of the
grantor through the exercise of the
general power at the death of the
first spouse should limit the trustee’s
discretion in terms of distribuiions to
the grantor {(an ascertainable stan-
dard relating to health, education,
mainténance, and support should be

used). If this suggestion is imple-
mented, it would seem that the IRS
would be precluded from including
the trust in the estate of the surviv-
ing spouse (the grantor of the revoca-
ble trust) on a creditors’ rights theo-
ry. See Paolozzi, 23 T.C. a1 182; Paxion,
86 T.C. at 785. In other words, even
if, under state law, creditors of a
transferor can reach trust assets
when the trustee has discretion to
make distributions 1o the transferor
and even if the grantor wouid be
viewed as the transferor of the credit
shelter trust—on the rationale that
the exercise of the general power by
the other spouse should be ignored
as a prearranged step designed to
give the transferor access to the
trust’s assets-—inclusion in the
grantor’s estate would nonetheless
appear to be precluded. For, under
the QTIP regulations, once the QTIP
beneficiary has died, neither Code
§ 2036 nor § 2038 can apply at the

death of the spouse who created it
even if he or she has a beneficial
interest in the trust or a power over
it. See Treas. Reg, § 25.2523(f)-1(f) ex. 1.
And while Code § 2041 might intes-
act with a creditors’ rights theory
under state law to produce in¢lusion
in the surviving spouse’s estate, the
use of an ascertainable standard
should eliminate this possibility. In
sunrunary, neither Code § 2036 nor

§ 2038 can apply even if the surviv-
ing spouse is treated as having creat-
ed the credit shelter trust because it
will have been treated as a QTIP
trust for the spouse dying first. That
is 50 even if the so-called creditors’
rights theory of Paolozzi, 23 T.C. at
182, and similar precedent is
invoked—those cases cause Code
§6 2036 and /or 2038 to apply—

. because the QTIP regulation cited

above forecloses the application of
those sections. Moreover, a power
exercisable only under an ascertaina-
ble standard described in Code

§ 2041 forecloses the power from
being a general power of appoint-
ment. Hence, the credit shelter trust
should not be included in the gross
estate for federal estate tax purposes
of the surviving spouse, despite the
interests and powers the surviver
will hold over the trust. Thus, even if
the IRS were to abandon its taxpay-
er-friendly approach and invoke a
creditor’s rights theory, documents
drafied in the manner suggested
would likely produce a favorable
outcome.

Some Additional
Practical Points

The surviving spouse should file a
gift tax retum and any applicable
state gift tax return, disclosing the
gift 1o the other spouse and claiming
QTTP marital-deduction treatment.
Assuming adequate disclosure under
Code § 6501(c)(9), the statute of limi-
tations for the IRS to challenge the
allowance of the maritaj deduction
will expire in three years when
there is not a greater than 25%
omission from the return. See Code
§ 6501(e)(2). That means that, if no
timely and successful challenge to
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the allowance of the marital deduc-
tion is made by the IRS, the credit
shelter trust should be excluded from
the surviving spouse’s estate.

Conclusion

The recent rulings produce a taxpay-
er-friendly outcome in many cases in
which the nonportable nature of the
estate-tax exemptions rhakes plan-
ning and drafting difficult. But, unti}
published guidance is issued on
some of the complicated jssues that
the rulings resolve in favor of tax-

payers, practitioners may find it pru- *

dent to draft conservatively and,
therefore, implement some of the
suggestions made in this article.

Implementing the Strategy

To implement the strategy approved in
the rulings, each spouse creates a revo-
cable trust or the couple creates a joint
revocable trust. The trusts or trust
must be funded with a sufficdent
amount of property before either
spouse dies to ensure that the spouse
who dies first has a general power of
appointment {causing estate tax inclu-
sion under Code § 2041) over an ade-
quate level of property such that his or
her exemption will be used optimally.
For example, if each spouse has $1 mil-
Lion titled in his or her name and they
have an additional $500,000 in assets,
the $500,000 sum could be placed in
the revocable trust so the first to die
will have an estate for federal estate
tax purposes of $1.5 million, Of course,
the key is the amount of the taxable
estate of the spouse dying first, not the
gross estate, Also, values in the trust
will vary over time and the federa)
estate tax exemption is scheduled to
increase over the years. Hence, it prob-
ably is preferable for the spouses to
transfer substantially more to the revo-
cable trust than the minimum expect-
ed to be needed 1o avoid wasting the
exemption in the estate of the first
spouse to die. :

The provision that would be
added to the revocable trust might be
similar 1o the following, which is
sample language derived from
Wealth Transfer Planning*, a com-
puter software system of which Mr.

Blattmachr and Michael L. Grzham
are co-authors and that is published
by InterActive Legal Systems
{(www.ilsdocs.com), which has grant-
ed its permission for the language to
be reproduced here.

Grant of General Power of
Appointment. If the Grantor's
husband/wife predeceases the
Grantor, then upon the death of
the Grantor's husband /wife if the
Grantor’s husband /wife is then
under the age of 115 years, the
trustees acting hereunder shall
transfer the lesser of {a) all proper-
ty held hereunder at the time of
the death of the Grantor’s hus-
band/wife or (b) a (SUM\FRAC-
TIONAL SHARE] of a1l property
then held hereunder, which shafl
be the amount, if any, by which
(i) the Unused Applicable
Exclusion Amount of the
Grantor’s husband /wife exceeds
(ii} the value of the taxable estate
of the Grantor’s husband /wife
(determined by excluding the
value of property subjed to this
general power of appointment) to
such one or more persons (includ-
ing the estate of the Grantor’s hus-
band/wife) on such terms as the
‘Grantor’s husband/wife may
appoint by a Will specifically
referring to this power of appoint-
mend. {If the Jesser of “(a)” and
“{b)" is "(b)" and if the trustees
hold property that would repre-
sent the right 10 income in respect
of a decedent within the meaning
of Code Sec. 691 at the death of
the Grantor’s husband /wife, then
the power of appointment hereby
granted to the Grantor’s hus-
band /wife shall be applied first to
property that does not represent
the right to income in respect of
decedent and shall be exercisable
with respect to property that does
represent the right to income in
respect of a decedent only to the
extent necessary to permit the
Grantor’s husband /wife 1o be
able 1o exercise the power in full
to the extent of the lesser of “(a)”
and “(b)".) The “Unused
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Applicable Exclusion Amount of
the Grantor’s husband /wife”
means the largest taxable estate
the Grantor’s husband/wife coul
have at the time of his/her death
without incurring any Federal
estate tax. To the extent this powe
of appointment is not effectually
exercised by the Grantor's hus-
band /wife, the property subject t«
the power shall be paid over to
the Executor under the Will
[change to “personal representative o
the estate” if appropriate] of the
Grantor's husband /wife to
become part of his/her estate. If

- the Grantor’s husband /wife {or

the Executor of the Will of the
Grantor's husband /wife) dis-
claims the general power of
appointment granted under this
paragraph, that power shall be
expunged as of the date of death
of the Grantor’s husband / wife
and treated as though never
granted.

The language for a joint revocable

trust {that is, one created by both
spouses} might be similar o the
following:

Grant of General Power of
Appointment. Upon the death of
the First Decedent [many pracii-
tioners, in drafling “joint” revocable
trusts, refer 1o the husband and wife

* as “Trustors” as they boih creaie the

trust. Others refer to the “husband
and wife,” the “Settlors,” the
“Grantors” or some other term. The
term in this provision should be modi-
fied in accordance with the “naming™
convention for the kusband and wife
used in the joint revocable trust), the
trustee acting hereunder shall
transfer upon the death of the
First Decedent, if the First
Decedent is then under the age of
115 years, the lesser of (a) all prop-
erty held hereunder at the time of
the death of the First Decedent
consisting of the Surviving
Spouse’s separate property and
the Surviving Spouse’s one-half
Interest in community property
Iremove the reference to “community




property” if appropriate] or (b) a

[SUM\FRACTIONAL SHARE} of '

the Surviving Spouse’s separate
property and the Surviving
Spouse’s one-half interesi in com-
munity property then held here-
under equal to the amount, if any,
by which (i) the First Decedent’s
Applicable Exclusion Amount
exceeds (ii) the value of the First
Decedent’s taxable estate (deter-
mined by excluding the value of
property subject to this power) to
such one or more persons {includ-
ing First Decedent’s estate) on
such terms as the First Decedent
may appoint by a Will specifically
referring to this power of appoint-
ment. (If the lesser of “(a)” and
“(b)” is “(b)” and if the trustees
hold property that would repre-
sent the right to income in respect
of a decedent within the meaning
of Code Sec. 691 al the death of
the First Decedent, then the power
of appointment hereby granted to
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the First Decedent shall be applied
first 10 property that does not rep-
resent the right to income in
respect of decedent and shall be
exercisable with respect to proper-
ty that does represent the right to
income in respect of a decedent
only to the extent necessary to
permit the First Decedent fo be
able to exercise the power in full
to the extert of the lesser of “(a)”
and “(b)".) The First Decedent’s
“Unused Applicable Exclusion
Amount” means the largest tax-
able estate the First Decedent
could have at the time of the First
Decedent’s death without incur-
ring any Federal estate tax. To the
extent this power of appointment
is not effectually exercised by the
First Decedent, the property sub-
ject to the power shall be paid
over to the Executor under the
Will of the First Decedent to
become part of his or her estate. If
the First Decedent (or the

Anytime...

Executor of the Will of the First
Decedent) disclaims the general
power of appointment granted
under this paragraph, that power
shall be expunged as of the date of
death of the First Decedent and
treated as though never granted.

As mentioned above, it seems
preferable for the spouse dying first
to exercise the general power of -
appeintment. Here is a sample of
how the exercise might be described
in that spouse’s will:

Exercise of Power of
Appointment. Under |describe
trust agreement),]1 may hold a
power to appoint certain property
held thereunder at the time of my
death. I hereby exercise that
power and direct that all property
subject to that power of appoint-
ment be added to my estate to
become a part thereof. B

...Anywhere.
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