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Planning With Spendthrift Trusts

By Gideon Rothschild and Daniel S. Rubin

he management, preservation,

and distribution of wealth are

the primary goals of estate

planning. Since the 17th centu-
ry, trusts have been viewed primarily, if not
exclusively, for the purpose of tax mini-
mization. Trusts can provide additional sig-
nificant benefits, including the protection
from predators and creditors.

Today, spendthrift trusts, which are
practically universally accepted in the
United States, provide the basis for such
protection. Notwithstanding the general
acceptance of spendthrift trusts, public pol-
icy exceptions have developed. One such
exception relates to claims by a beneficia-
ry’s spouse or for child support. Another
exception relating to tort creditors was
recently addressed in Sighv. First

National Bank of Holmes County, 704 So.
2d 1020 (1999).

Sligh Litigation

On January 30, 1993, William B. Sigh
was serioudly injured in an automobile acci-
dent with GeneA. Lorance, an uninsured
motorist driving under the influence of aco-
hol. Mr. Lorance was without any assets of
his own but was a beneficiary of two spend-
thrift trusts established by his mother before
her degth earlier that year. It was aleged
that Mr. Lorance's mother knew that he was
a habitual drunkard who...

* Regularly drove while intoxicated,
» Had been involved in numerous

See Spendthrift Trusts on page 2 [

The Surviving Spouse's Tax:
Complications and Unfair ness
With Carryover Basis

By Keith Schiller

he Economic Growth and Tax
Relief Reconciliation Act of
2001 (the 2001 Act) establishes
modified carryover bas's, con-
current with the year 2010 elimination of the
edtate tax, repealing the “death-value’ basis
rule on property received from a decedent.
This article addresses the hidden complexi-
ties and implications that may |eave many
taxpayers preferring the estate tax system
that will bein effect in 2009 to the carryover
basis plan of 2010 and possibly beyond.
The carryover basis plan makes the new
transfer tax (capital gains tax from reduced

aspenpublishers.com

basi s adjustment) the problem of the sur-
viving spouse. Before, a husband and wife
could choose to defer estate tax until the
death of the surviving spouse — making
such tax the children’s problem.

In addition, the modified carryover
basis scheme will impose significant
recordkeeping burdens on taxpayers and
their estate planning team. Those burdens
aone may rekindle reminders of the
failed effort to impose carryover basis
with the 1976 Tax Act, which was

See Spouse’s Tax on page 12 [
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0 Spendthrift Trusts from page 1 “... intemperate, debauched, wanton
and depraved lifestyle while at the
same time shielding his beneficial
interest in the trusts from the claims of
hisinvoluntary tort creditors’ [Sigh v.
First Nat'l Bank, 704 So. 2d 1020
(1999).]

Notwithstanding that sympathetic
background, however, the trid court dis-

missed Mr. and Mrs. Sligh's complaint,

ruling that the assets of spendthrift
trusts may not be garnished to satisfy
the claims of tort judgment creditors.
The Mississippi Supreme Court, in a
split decision, reversed the trial court’s
hard-hearted but legally well-grounded
decision, holding that as a matter of
public policy, a beneficiary’s interest in
a spendthrift trust is not immune from
clamsarisng out of a beneficiary’s

automobile accidents, and
» Had been arrested and convicted

on numerous prior occasions for
driving under the influence.

It was further alleged that Mr.
Lorance' s mother established the two
trusts as part of an intentional plan to
enable her son to continue to lead his
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intentional or gross negligence [see
Gideon Rothschild, Danid S. Rubin,
and Jonathan G. Blattmachr, “ Sdlf-
Settled Spendthrift Trusts: Should a
Few Bad Apples Spoail the Bunch?’ 32
Vand. J. Transnat'| L. 763 (1999)].

Public Policy Exceptions

Restatement (Second) of Trusts
Section 157 (1959), which setsforth
the few exceptions that exist to spend-
thrift trust protections, contains no
express “public policy” exception.
Nevertheless, comment “a’ to Section
157 does provide that “[t]he enumera-
tion in this Section of situationsin
which the interest of the beneficiary of
a spendthrift trust ... can be reached is
not necessarily exclusive. The interest
of the beneficiary of a spendthrift trust
... may be reached in cases other than
those herein enumerated, if considera-
tions of public policy so require. Thus,
it is possible that a person who has a
claimin tort against the beneficiary of
a spendthrift trust may be able to reach
hisinterest under the trust.”

Asan aside, it is the authors fre-
quently stated contention that in the
area of asset protection planning, “pub-
lic policy” is often used to justify arul-
ing in favor of an emotionally com-
pelling fact pattern that is not other-
wise favored by the law.

Aftermath of the Sligh Case

Within six months of the decision,
the Mississippi legislature negated any
future implications from that decision
by passing the Family Trust
Preservation Act of 1998. The Sigh
case, when considered in conjunction
with its legidative aftermath, is legally
significant because it demonstrates
how deeply rooted spendthrift trust
protections are in the United States.
Although a majority of the Supreme
Court of Mississippi ultimately ruled
against the trustee in the Sigh case, it
would be almost impossible to con-
celve of a set of factsin which the
plaintiff was more worthy of our empa-
thy or the trust beneficiary more wor-
thy of our enmity.

Even so, the spendthrift trustsin
Sigh came within a hairsbreadth of
serving their intended purpose of pro-

tecting their assets from the beneficia-
ry’s creditors. Because of the
Mississippi legidature’ s swift and deci-
sive action, the next time the issue aris-
esin Mississippi, the spendthrift trust
will serveitsintended purpose of pro-
tecting its assets from the beneficiary’s
creditors. In most other states, the issue
would never even have been in doubt

in thefirst place.

In light of the almost absolute pro-
tections afforded by spendthrift trusts,
why are trusts frequently considered
solely as a device to minimize transfer
taxes? Arguably, our highly litigious
society requires every planner to con-
sider a beneficiary’s potential exposure
to creditor risk and, therefore, trusts
should almost always be employed.
The writers have seen al too many
instances when the contemplated trans-
fer of wealth is thwarted by the appear-
ance of creditors or ex-spouses. By
suggesting ways in which trusts can be
structured for maximum protection,
this article endeavors to promote trusts
for the purpose of wealth preservation.

Planning Considerations

The very essence of a“ spendthrift”
trust is the inalienability of its benefi-
cia interests; the inclusion of certain
provisions within the trust agreement
can maximize the protection afforded
by the trust. At the very least, for
example, ...

1. The trust should be Situated in a
jurisdiction that recognizes the validity
of spendthrift trusts without significant
quditative or quantitative exception, and

2. The trust agreement should actu-
aly include an express spendthrift
provision.

That expresstrust provision applies
irrespective of the fact that a spend-
thrift trust can be created by a mere
demonstration of the settlor’s intent
that the beneficiary’ strust interest
should not be subject to alienation. A
declaration in a trust instrument that
the interest of a beneficiary shall be
held subject to a “ spendthrift trust” is
sufficient to restrain voluntary or invol-
untary alienation of the interest by a
beneficiary to the maximum extent
permitted [see, e.g., Texas Property
Code, Title 9, Section 112.035 (2000)].
Those provisions apply even in those
jurisdictions where the spendthrift
nature of atrust is effected by default.

Asageneral matter, theright of a
beneficiary of an expresstrust to
receive the income from property and
apply the income to the use of any per-
son or pay the income to any person
may not be transferred by assignment
or otherwise. Nevertheless, the benefi-
ciary of an express trust may transfer
that right by assignment if that power
is conferred upon such beneficiary by
the instrument creating or declaring the
trust [see, e.g., New York Estates,
Powers and Trusts, § 7-1.5(a)(1)
(McKinney, 1999)]. Additional factors
can, however, enhance the spendthrift
protection. A discussion of but afew of
those additional factors follows.

Discretionary Versus
Vested Interests

Where a spendthrift trust provides
for the beneficiary’s interest to termi-
nate at a certain time, courts have held
such interest to be a property right that
is available to the beneficiary’s credi-
tors. Recently, in a divorce proceeding,
the Colorado Supreme Court held that a
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wife's remainder interest in afamily
trust condtituted “ property” and deter-
mined further that since her interest
became certain during the marriage,
subject only to the condition of surviv-
ing the income beneficiary, any appreci-
ation on her interest during the marriage
condtituted marital property. The court
distinguished such an interest from
interests in discretionary trusts in which
abeneficiary’s mere expectancy does
not rise to be a property interest [see In
re Marriage of Balanson, 25 P.3d 28
(Coalo. 2001)]. Accordingly, providing a
trustee with discretion to distribute
income and principd will provide Sg-
nificantly greater protection.

Independent Trustee

The trust should have &t |east one
objectively independent trustee whose
consent is required under the trust
agreement before distributions can be
made to the beneficiaries. That limita-
tion applies because a restraint on
alienation is ineffective where the
same person is given both the entire
legal and beneficia interest in the
property. A trust generally cannot exist
where there is no separation of the
legal and equitable interest in property
[see, eg., Austin W. Scott and William
F. Fratcher, The Law of Trusts, vol 2A,
4th ed (Boston: Little, Brown &
Company 1989) § 99].

Conversely, where the trustee is one
of several beneficiaries, avalid trust is
held to exist as to both the trustee’s
interest as well as the other beneficia-
ries interests. For example, if A holds
upon a spendthrift trust for A and B,
A'sinterest, being an interest under the
trust and not alegal interest, cannot be
assigned to A or reached by A's credi-
tors [see, e.g., Austin W. Scott and
William F. Fratcher, supra, § 99.3 at
57; seealso Averav. Avera, 253 Ga. 16
(1984)]. An independent trustee would,
nevertheless, remain advisable in order
to foreclose a creditor arguing that the
trust is somehow a “sham.”

Eliminating the Rule
Against Perpetuities

The trust agreement should provide
that the trust property remain in trust
for the longest possible period so as to

I Estate Tax Planning Advisor

continue the spendthrift trust protec- e Delaware

tions. Where an extended term is * Florida (allowing trusts created
desired, the settlor should create the after December 31. 2000. to con-
trust in ajurisdiction that allows the tinue for amaximum period of
perpetual existence of trusts. Fourteen

R 360 years)
domestic jurisdictions, to date, have
repealed the Rule Against Perpetuities * Idaho
asit appliesto trusts: « Illinois
* Alaska e Maine
e Arizona e Maryland

ﬁ

Spendthrift Trust Background Information

By Gideon Rothschild and Daniel S. Rubin
hat exactly is a spendthrift trust? The Restatement (Second) of Trusts
(1959) provides that a spendthrift trust is “[a] trust in which by the terms
of the trust or by statute a valid restraint on the voluntary and involuntary trans-
fer of the interest of the beneficiary isimposed” [Section 152(2)].

The maxim “cujus est dare, gus est disponere,” or “[w]hose it is to give, his
itisto dispose” is frequently cited as the underlying legal justification for
spendthrift trusts. In 1875, the U.S. Supreme Court, in establishing the modern
rule validating spendthrift trust protections, stated that “[w]e concede that there
are limitations which public policy or general statutes impose upon all disposi-
tions of property, such as those designed to prevent perpetuities and accumula-
tions of real estate .... We also admit that there is ajust and sound policy ... to
protect creditors against frauds upon their rights .... But the doctrine, that the
owner of property ... cannot so dispose of it, but that the object of his bounty ...
must hold it subject to the debts due his creditors ... is one which we are not
prepared to announce as the doctrine of this court” [Nicholsv. Eaton, 91 U.S.
716, 725 (1875); see dso, Sigh v. First National Bank of Holmes County, 704
So. 2d 1020 (1999) at 1028 (“Perhaps the most important policy consideration
in favor of enforcing spendthrift trust provisions is the right of donors to dispose
of their property asthey wish.”)].

Exceptions nevertheless do exist to the protections afforded by a spendthrift
trust. According to the Restatement (Second) of Trusts, for example, although a
trust is a spendthrift trust, the interest of the beneficiary can nevertheless be
reached in satisfaction of an enforceable claim against the beneficiary ...

1. By the wife or child of the beneficiary for support, or by the wife for
alimony;

2. For necessary services rendered to the beneficiary or necessary supplies
furnished to the beneficiary;

3. For services rendered and materials furnished which preserve or benefit
the interest of the beneficiary;

4. By the United States or a State to satisfy a claim against the beneficiary.
[Restatement (Second) of Trusts, Section 157 (1959)]

As agenera matter, however, those excepted creditor claims are usualy not
of significant concern to most clients.

Additionally, the self-settled trust rule, followed in all states except Alaska,
Deawvare, Nevada, and Rhode Idand, denies spendthrift protection where the sett-
lor retains abeneficial interest in the trust. A detailed discussion of self-settled
trustsis beyond the scope of this article and will be presented in a future issue. m
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* Virginia
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In that regard, it is notable that a
grantor’s designation of controlling law
will govern the administration of the
trust provided that certain minimum
contacts exist between the trust and the
designated jurisdiction. A settlor domi-
ciled in one state may creste an inter
Vivos trust by conveying property to a
trust company of another state astrustee
and delivering the property to the
trustee to be administered in that state
[see, eg., Austin W. Scott and William
F. Fratcher, supra, § 626 at 419; see
also Restatement (Second) of Conflict
of Law § 270]. In conjunction with con-
tinuing the trust for the maximum pos-
sible period, the trust agreement should
encourage the trustee to acquire assets
for the use of the beneficiary in lieu of
making distributions to the beneficiary.
Similarly, the trustee should be empow-
ered to make loans to the beneficiary
(whether those loans are secured or
unsecured) or equity investmentsin the
beneficiary’s business entities.

For some clients, it is not desirable
to continue the trust, in perpetuity or
otherwise. For example, the client may
wish to give the beneficiary theright to
withdraw principal upon attaining a cer-
tain age. Where the beneficiary alows
property to which the beneficiary is
entitled to remain in trugt, the beneficia
ry has most likely thereby created a
“self-settled” trust, which would be
ineffective to protect the beneficiary’s
beneficia interest from the beneficiary’s
creditors [see, eg., Inre Doris L.
Morris, 151 B.R. 900 (C.D. Ill. 1993);
Hartsfield v. Lescher, 721 F. Supp. 1052
(E.D. Ark. 1989)]. In that event, the
trustee or another independent party can
be granted the right to extend the term
of the trust where a creditor problem
exigts at atime the trust would other-
wise terminate. A slight variation on
that concept is a“hold back” provision,
alowing the trustee to withhold an oth-
erwise mandatory distribution in the

event that acreditor issue exists a the
time of distribution.

Termination

In more extreme cases, the trust
agreement can provide for the termina-
tion of the beneficiary’ strust interest
upon the occurrence of an event that
callsinto question the protection of the
trust fund. For example, the trust
agreement may provide that the benefi-
ciary’ sinterest terminatesin favor of
another beneficiary in the event that
thefirst beneficiary is at any time
deemed insolvent. The trust agreement
may provide that an attempted alien-
ation by the trust beneficiary or an
attempted attachment by the beneficia-
ry’s creditors will cause the beneficia-
ry’s beneficial trust interest to be for-
feited in favor of another beneficiary.

The Ninth Circuit has held such ater-
mination provision effective to withstand
even afedera tax clam on the basis that
such provision left no property interest
remaining that could be attached by the
beneficiary’s creditors[see Inre
Fitzsmmons, 896 F.2d 373 (Sth Cir.
1990)]. A less dragtic dternative might
involve the conversion of an absolute
spendthrift trust interest into a discre-
tionary trust interest. The court in Domo
V. McCarthy, 66 Ohio &. 3d 312, 317
(1993), determined, “It is obvious to us
that when appellant filed his origina
creditor’s bill in 1988, he triggered the
spendthrift provision, converting James,
Jr!sinterest from an absolute right in
income and principa to an interest in
which the trusee must administer the
trust as apurely discretionary trust for
James, J., James, Jr’s dependents, and
the settlor's lineal descendants. As such,
the newly created discretionary trust can-
not be reached by appellant as a creditor
of James, J.” Alternatively, the trustee
can be given the power to exclude bene-
ficiaries at the trusteg’s discretion by
revising the trust’s beneficid interests.

Finally, consideration might be given
to including the beneficiary’s spouse (or
significant other) as an additiona discre-
tionary beneficiary of thetrust. There
may exist a creditor issue that prevents
distributions from being made directly
to the benéficiary. In that event, distribu-

tions can ingtead be made to the benefi-
ciary’s spouse, which can benefit that
individual aswell asthe beneficiary
(e.g., the distributions can be used for a
family vacation or renta payments on
the family residence).

Where it may be dedrableto include
the beneficiary’s spouse as a beneficiary
of the trust, consider naming the benefi-
ciary’s spouse by reference to a defined
term rather than by name. For example,
“Spouse of the Settlor shall refer to the
person to whom the Settlor is married at
the time a distribution is made” In that
manner, the beneficiary’s spouse will be
automatically excluded as a beneficiary
upon a divorce, and the beneficiary’s
new spouse will be automatically includ-
ed upon the beneficiary’sremarriage.

Conclusion

For aslong as edtate plans are devel-
oped under aregime that imposes trans-
fer tax at rates as high as 50 or 55 per-
cent, the use of trusts to minimize those
taxes will remain undeniably important.
Those same estate plans are developed in
a society where the adage “love thy
neighbor” often seems to have been sup-
planted by the adage “ sue thy neighbor.”
The judicious use of those same trusts
must also look to first obtaining, and
then enhancing, the spendthrift trust pro-
tections that they can also provide. The
law surrounding spendthrift trust protec-
tionsis, however, an iceberg, and this
article exposes merely the tip. Therefore,
the diligent estate planner will dig further
to discover the myriad creative ways that
exist to protect his clients' interests
through the use of spendthrift trusts.

For more information, see Gideon
Rothschild's presentation to the 35th
Annual University of Miami Philip E.
Heckerling Ingtitute on Estate Planning,
Protecting the Estate From In-Laws and
Other Predators (Matthew Bender).

Gideon Rothschild isa partner in
the New York law firm of Moses &
Snger LLP and the Chair of the
Committee on Asset Protection
Planning of the American Bar
Association’s Real Property Probate
and Trust Section. Daniel S Rubinisa
partner at Moses & Singer LLP. m
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Charitable Giving

How to Accderate Charitable Remainder
Trusts Benefitsto Charity

By George B. Jewell

haritable remainder trust

(CRT) trustees and trust

beneficiaries are asking

about ways to accelerate
distributions of trust principal to chari-
table organizations as part of the wave
of philanthropy that is sweeping the
country after the terrorist attacks on
America. Many charitable organiza-
tions are looking for additional sources
of funding for capital programs, equip-
ment needs, and ongoing projects as
taxpayers are expending current dollars
for relief efforts and charitable causes
related to the September 11 terrorist
attacks.

In addition, recipients of annuity or
unitrust amounts who no longer need
the cash flow or who desire to support
aparticular program are asking how to
make gifts from their CRTs. Several
recent letter rulings provide solutions.
The circumstances surrounding the
essential facts of the rulings discussed
below arefictional.

Sale of a CRT Income Interest

Letter Ruling 200127023 discusses
the termination of a charitable remain-
der unitrust prior to the expiration of
the trust term by selling the income
interest to a charitable organization.
Jeff established a charitable remainder
unitrust for a 20-year term. If Jeff died
before the end of the 20-year trust
term, the unitrust amount was to be
paid to whomever Jeff appointed by his
Will. If he did not make such an
appointment, the unitrust amount
would be paid to Jeff’s estate for the
duration of the trust term.

The trust assets, along with some of
his other investments, had significantly
appreciated since Jeff established the
trust, and Jeff no longer needed the
unitrust amount. Jeff decided that he
would like to terminate the trust before
the end of the 20-year term and trans-
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fer the trust assets to his alma mater to
participate in a capital campaign to
build a new field house. He and the
university agreed to terminate the trust
by Jeff’s sale of hisincome interest to
the university.

Under the facts of the ruling, the
vaue of Jeff’s and the charity’s interests
were to be determined under the provi-
sions of Code Section 7520. Upon trust
termination, Jeff (astrustee of the trust)
was to distribute trust assets represent-
ing their respective interestsin the trust
to the university and to himself.

The IRS discussed in Letter Ruling
200127023 the proper characterization
of the cash and property that Jeff
would receive. Code Section 664(b)
provides that amounts distributed to the
beneficiary of the unitrust payment are
characterized in the hands of the recip-
ient in the following manner:

* First asordinary income

* Second as capital gain income

e Third as“other income” (e.g.,
tax-free income)

e Fourth astrust corpus

The ruling raised the question
whether those ordering rules applied to
the cash and property to be received by
Jeff upon early termination of the trust.
In response, the IRS addressed three
issues:

1. The receipt of cash and property

as adistribution amount

2. Jeff's basis in the unitrust interest
and the character of the gain

3. The question of self-dealing

Treatment of Cash and
Property Received

The IRS stated that cash and proper-
ty received upon early termination of
the trust did not r epresent a distribution
of an annual unitrust amount and that,
therefore, the transaction would be

governed by Code Section 1001. Citing
Rev. Rul. 72-243, the IRS ruled that
the sale of an income interest in a trust
isthe sale of a capital asset. The deter-
mination of whether the gain realized
on the sale of the asset would be long-
term or short-term gain would be
determined by the date on which Jeff
first held the unitrust interest. Based on
the facts of the case, the IRS concluded
that the gain that Jeff would realize
from the sale of his unitrust interest
would be long-term capital gain.

Basisin Unitrust Interest

The IRS discussed Jeff’sbasisin his
unitrust interest to determine whether
the full amount of the sale proceeds
should be considered long-term capital
gain. The IRS said that under Code
Section 1001(e)(1), the portion of the
adjusted uniform basis of the trust
assets assigned to Jeff’sinterest was to
be disregarded. For purposes of the
sale of Jeff’s unitrust interest, Jeff had
no basis in his unitrust interest.
Therefore, under Code Section
1001(c), the total amount of cash and
property Jeff wasto receive in the
transaction was to be recognized as
long-term capital gain income.

That finding as to capital gain
meant that Jeff would be subject to
capital gain tax on the full amount he
received from the transaction. Assume,
for example, that Jeff established the
trust 10 years ago by contributing
property worth $200,000. Also, assume
aunitrust amount of 5 percent of the
annual value of the trust assets and that
the assets were invested at a 2 percent
yield and 5 percent appreciation for a
total return of 7 percent.

Under those assumptions, the value
of the trust assets at the end of year 10
is $243,799. The value of Jeff’suni-
trust interest is $94,979, and the value
of the university’ s remainder interest is



$148,820. Since the full value of the
sale proceeds will be treated as long-
term capital gain taxed at 20 percent,
Jeff will be subject to capital gain tax
of $18,996 and will net $75,983 from
the transaction. The university will
receive a net benefit of $148,820 from
the transaction.

The Question of Self-Dealing

The IRS discussed whether Jeff’s
sale of his unitrust interest to the uni-
versity would constitute an act of self-
dealing under Code Section 4941. Jeff
was a disqualified party because he
was a*“substantial contributor” to the
trust under Code Section
4941(a)(1)(A). The IRS stated that
under an exception in Treas. Reg.
Section 53.4947-1(c)(2)(i), the annual
distribution of the unitrust amount to
Jeff is not an act of self-dealing.

The IRS then reasoned that the
amount of cash and property to be
received by Jeff upon early termination
of the trust was based upon the Code
Section 7520 value of Jeff’sinterest.
The amount of cash and property was
derived from Jeff’slegal right to the
unitrust amount under the terms of the
trust agreement. The IRS concluded,
therefore, that no act of self-dealing
resulted from the early termination of
the trust and the distribution of trust
assets to Jeff and to the charitable
remainderman.

Exchange of a Unitrust
Interest for a Gift Annuity

Letter Ruling 200152018 discusses
an interesting proposal that combines
both a gift and a sale through the
exchange of a unitrust interest for a
charitable gift annuity issued by a
charitable organization.

In that case, Ellen executed a trust
agreement establishing a charitable
remainder unitrust with a bank as
trustee. Under the terms of the trust
agreement, Ellen isto receive a5 per-
cent unitrust payment in quarterly
installments during her lifetime. At the
end of thetrust term, the trusteeisto
distribute the remaining trust assets to an
educational organization (“Academy”).

Academy launched a capital cam-

paign to obtain funds for a new acade-
mic building. Ellen wanted to partici -
pate and proposed to transfer her entire
unitrust interest to Academy. In consid-
eration for Ellen’ stransfer of her uni-
trust interest, Academy proposed to
pay Ellen an annuity for Ellen’slife. It
was represented to the IRS that the
annuity would be paid from
Academy’s general funds and not from
the specific property Academy would
receive due to Ellen’s transfer of her
unitrust interest.

Under the terms of the proposal, the
annuity would be either nonassignable
or assignable only to Academy. Ellen
would be the only annuitant. Ellen’s
right to receive annuity payments from
Academy would become effective on
the date that she transferred her unitrust
interest to Academy. It was represented
to the IRS by Ellen and Academy that
the annuity payable to Ellen would pro-
vide for a specified sum, payable not
less often than annually for Ellen’slife.
The annuity would terminate on Ellen’s
death, and no additional payments
would be due. The terms of the annuity
would prohibit any commutation, pre-
payment, or refund.

Ellen represented to the IRS that
she did not divide her interest in the
property transferred to the trust in
order to avoid the partial interest rule.

Amount of Charitable
Contribution Deduction

The IRS considered whether Ellen
would be entitled to a charitable con-
tribution deduction. In its discussion

of that issue, the IRS pointed out that
in the case of an annuity purchased
from a qualified charitable organiza-
tion, the donor was allowed a charita-
ble contribution deduction for the
amount by which the total value of
the property transferred to the organi-
zation exceeded the value of the annu-
ity at the time of the gift.
Accordingly, the IRS ruled that Ellen
would qualify for a charitable contri-
bution deduction for the amount by
which the value of Ellen’s unitrust
interest exceeded the value of the
annuity at the time of the gift.

Again, using the same assumptions
that were used for Jeff’s trust, the
value of Ellen’s 5 percent unitrust
interest is $94,979. If Ellen, assumed
age 72, transferred her entire unitrust
interest worth $94,979 to Academy in
exchange for a 7.4 percent gift annuity,
the value of the annuity would be
$56,730, and Ellen’s charitable contri-
bution deduction would be $38,249.
The IRS ruled that Ellen would be
entitled to a gift tax charitable contri-
bution deduction of the same amount.

Amount of Long-Term
Capital Gain Realized

Another question considered by the
IRS was the amount of long-term capi-
tal gain Ellen would realize as a result
of the transfer. Consistent with Letter
Ruling 200127023, the IRS ruled that
Ellen’ s unitrust interest was a capital
asset. For purposes of Ellen’stransfer
of her unitrust interest, she had no
basis in the unitrust interest.

Pretax Annuity Payments

Capital Tax-Free Ordinary Total Pretax
Gan Principal Income Annuity
Years Portion Portion Portion Payment
2001 $1,372.32 0 $1,091.45 $2,463.77
2002
to 2015 $3,914.85 $3,113.60 $7,028.45
2016 $ 549.79 $6,478.66 $7,028.45
2017
onward $ 000 0 $7,028.45 $7,028.45
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Accordingly, Ellen would have long-
term capital gain in an amount equal to
the total value of the annuity. Under
the assumptions above, therefore, Ellen
would have long-term capital gainin
the amount of $56,730.

The sale of aunitrust interest
would have required Ellen to pay tax
on long-term capital gain of $94,979
in the year of the sale. The tax at the
20 percent capital gain rate would be
$18,996. In contrast, under a gift
annuity Ellen is permitted to report
the gain ratably over the period of her
life expectancy of 14.5 years. Over
that 14.5-year period, each annuity
payment will comprise a portion of
capital gain and a portion of ordinary
income. Since Ellen had no basisin
the unitrust interest, no portion of the
annuity payment would comprise a
tax-free return of principal, asisthe
case in most gift annuities. If Ellen
lives longer than 14.5 years, each
annuity payment will comprise only
ordinary income.

Using the same assumptions that
were used for Ellen’strust, the table
entitled, “Pretax Annuity Payments”
(on page 7), shows how the capital
gain portion of each annual annuity
payment would be reported over
Ellen’ s life expectancy.

Assuming that the capita gain por-
tion of each annuity payment will be
taxed a the 20 percent capital gain tax
rate and that Ellenis in the 30 percent
income tax bracket for ordinary income,
she will realize an after-tax benefit of
approximately $5,358.The amount will
fluctuate due to the phased-in reduction
in the tax rate under the Economic
Growth and Tax Relief Reconciliation
Act of 2001 (EGTRRA) and the sunset
provision that restores preEGTRRA
rates beginning in 2011. Ignoring the
time vaue of money, the after-tax pay-
ments would total approximately
$77,691 at the end of 14.5 years. Since
Academy will have to make an annuity
payment of approximately $2,464 in the
year of the transaction, the net benefit
for Academy will be approximately
$241,335 in the year of the transaction
(again, making the same assumptions as
in the case of Jeff's trust).
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OQutright Gift of a
Unitrust Interest

Letter Ruling 7743027 discusses an
outright gift of a unitrust interest to a
charitable organization.

Under the facts of that ruling, the
income beneficiary (Scott) received a
lifetime unitrust interest in a testamen-
tary unitrust established under Article
IV of hisrich uncle’ sWill.

Scott did not need the cash flow
from the unitrust. He decided to termi-
nate the trust by giving his unitrust
interest to qualifying charitable organi-
zations that were to be named by the
trustee. Scott and the trustee agreed
that the next quarterly payment of the
unitrust amount to Scott would repre-
sent the final payment of any amount
due to him. Scott would consent to the
termination of his unitrust interest and
the transfer of all remaining trust
assets to qualified charitable organiza-
tions. The trustee would then distribute
all the remaining trust assets.

The IRS ruled that, since Scott pro-
posed to contribute his entire interest in
the charitable remainder unitrust to the
remaindermen, he would be entitled to
an income tax charitable contribution
deduction under Code Section 170 and
to agift tax charitable contribution
deduction under Code Section 2522.

Making the same assumptions about
Scott’ strust as we did about Jeff’s
trust, the value of the unitrust interest
that Scott plans to contribute to the
charitable remainder beneficiaries
would be $94,979. Assuming that Scott
isin the 30 percent income-tax brack-
et, Scott’sincome tax on that amount
would be $28,494. Because of his out-
right contribution of his unitrust inter-
est to charity, therefore, Scott would
receive an income tax deduction of
$94,979 and would realize income tax
savings of $28,494. The charity would
receive all of the trust assets, then val-
ued at $243,799.

Transfer of Trust Principal to
A Charitable Organization

Letter Ruling 9442017 discusses the
transfer of principal from a charitable
remainder unitrust to a charitable orga-

nization under provisionsin thetrust's
governing instrument that permitted
such atransfer.

Under the facts of that ruling, the
governing instrument of Vicki’'s charita-
ble remainder unitrust provided for the
distribution of trust assets at any time to
qualified charitable organizations. If
trust assets were distributed in kind, the
adjusted basis of that property was
required to be fairly representative of
the adjusted basis of al trust property
available for distribution at the time of
distribution. Vicki no longer needed the
unitrust payments and advised the
trustee that she would consent to the
trustee exercising its discretion to dis-
tribute the trust principd to alocal com-
munity foundation where Vicki had
established a donor-advised fund.

The IRS stated that those governing
instrument provisions comply with
Section 1.664-3(a)(4) of the Treasury
Regulations. The IRS ruled that the
additional requirement of the trust’s
governing instrument that any such
distribution could be made only with
Vicki’s consent was not in conflict
with those regulations. No income-tax
charitable contribution deduction is
permitted, however, for such adistribu-
tion of principal.

Under that plan, therefore, Vicki
received no economic benefit. She
received no income-tax deduction, and
received neither alump sum for the
vaue of her unitrust interest nor life-
time annuity payments. However, since
the trust assets were transferred to a
donor-advised fund, Vicki and other
family members who were fund advi-
sors (under the agreement with the
community foundation) would regularly
experience the joy of giving by making
grant recommendations to the founda-
tion’s governing board. Since Vicki did
not need an income-tax deduction, cash,
or lifetime annuity payments, the joy of
giving she experienced was more than a
sufficient reward.

Summary

Each of the options discussed in this
article presents arange of benefitsto
the donor (or seller) and the charitable
organization(s) involved. The best



option is the one that best balances
everyone's interests under all the cir-
cumstances surrounding the transaction:

« Jeff sold his unitrust interest for
$94,979 and netted $75,983 after pay-
ment of capital gain tax of $18,996.
The university received a net benefit of
$148,820.

« Ellen exchanged her unitrust inter-
est for an annuity that would pay
$7,028.45 per year for her life (after
the partial payment in the year of the
transaction). The total approximate
after-tax benefit she will receive over
her life expectancy of 14.5 years will
be $77,691. Academy received a net
benefit in the year of the transaction of
$241,335. Although Academy will be
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required to make annual annuity pay-
ments from its general funds, it will
benefit from the immediate use of
$241,335.

 Scott contributed his unitrust
interest valued at $94,979 to charity,
received an income tax deduction of
$94,979, and realized tax savings of
$28,494. The charitable remainder
beneficiaries received $243,799.

* Vicki asked the trustee of her chari-
table remainder unitrust to exercise its
discretion to make gifts of trust princi-
pal to qualified charitable organizations.
In its discretion, the trustee transferred
the trust assets to a community founda-
tion that managed a donor-advised fund
that Vicki had established.

Jeff, Ellen, Scott, and Vicki al bene-
fited, dthough in different ways, from
the options they selected. Also, in each
case, aqualified charitable organization
received a benefit earlier than expected,
thereby enabling it to make immediate
use of the funds for its exempt purpos-
es. The rulings cited provide arange of
solutions for your clients who want to
make immediate transfers of charitable
remainder trust assets to organizations
and causes they want to support.

George B. Jewell, JD, is an attorney
and a memeber of the Estate Tax
Planning Advisor editorial advisory
board. He can be contacted by tele-
phone at (317) 815-4984 or by e-mail
at ghjewell @JewellLaw.com. m

Procedure for Filing an Estate Tax Return

By Frank S. Berall

state tax practitioners ordi-
narily handle IRS audits of
estate returns only if they
prepared the return.
Occasionally, however, estate tax prac-
titioners may be retained to represent a
fiduciary in an audit of a Form 706 or
a Form 1041 that they did not prepare.
The malpractice risk of estate tax prac-
titioners increases when they become
involved in the audit process or in han-
dling other matters that may have
aready been mishandled.

The Engagement Letter

To minimize the risk of a malprac-
tice claim, the first thing to do in any
new matter isto send the client an
engagement letter. The engagement let-
ter should briefly describe the work for
which the practitioner is being retained
and should address any related issues
that may require attention, such as
income tax controversies and nontax
disputes. The letter should clearly set
forth al the following:

1. The party being represented
2. The scope of the engagement

3. An evaluation of the situation

4. What the practitioner hopesto
accomplish

5. Fee arrangements

The estate tax practitioner should
give no commitment about the results.

Many State Bar Associations
require attorneys to send each client
an engagement letter at the start of
any new representation. The attorney
might not be paid if a subsequent fee
dispute devel ops and there was no
such letter.

Due Date and Extensions
For Form 706

A federal estate tax return, together
with payment of estate and generation-
skipping transfer taxes, is due nine
months after the death of the decedent.
Where state law providesthat an
absentee is presumed dead if not heard
from after a specified time, the absen-
tee's date of death for estate tax filing
purposesis at the end of the state’'s
presumptive period, rather than any
date of death set by the state court
[Rev. Rul. 66-286, 1966-2 CB 485,

clarified and modified by Rev. Rul. 80-
347, 1980-2, CB 342; seealso PLR
8526007].

Automatic Six-Month Extension
Estate tax practitioners can secure
an automatic six-month extension for
filing Form 706 by filing Form 4768,
“Application for Extension of Time to
File a Return and/or Pay U.S. Estate
(and Generation-Skipping Transfer)
Taxes” (August 2001). Form 4768
must be filed with the Cincinnati
Service Center and postmarked on or
before the due date of Form 706
[Treas. Reg. § 20.6081-1(h), as amend-
ed by TD 8957 of July 24, 2001]. All
federal estate and gift tax returns,
extension requests, and related matters
have been handled by the Cincinnati
Service Center since January 1, 2002.

Discretionary Extensions

The IRS may give adiscretionary
filing extension in the following cir-
cumstances:

1. When afiduciary of the estate did
not request an automatic extension to
file Form 706 prior to its due date;
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2. When forms other than Form 706
arerequired; or

3. When the executor is abroad and
requests an additional extension of
time for six months.

Good and sufficient cause must be
shown to secure the discretionary
extension. Unless the executor is
abroad, the extension may not be for
more than six months.

A practitioner who desires to
secure a discretionary extension needs
to provide a detailed explanation of
why it isimpossible or impractical to
file a reasonably complete return by
the due date. The practitioner must
file that explanation sufficiently early
to permit the IRS time to consider the
matter and reply before what other-
wise would be the return’s due date.
Failure to file Form 4768 before that
date may indicate negligence on the
part of the practitioner and may con-
stitute sufficient cause for denial of
the extension.

If an estate did not request an auto-
matic extension, such an extension
may still be obtained from the IRS.
The executor must file Form 4768,
showing good and sufficient cause for
not having requested the extension on
time [Tress. Reg. § 20.6081-1(c), as
amended by TD 8957 of July 24,
2001]. That extension will be deter-
mined on a case-by-case basis and will
require the executor to submit a state-
ment of facts with the Form 4768.

Validity of Elections
On Late-Filed Returns

The following elections are valid on
late-filed returns:

1. Qualified terminable interest
property (QTIP)

2. Qualified domestic trust (QDOT)

3. Thedternate valuation date

4. Special usevauation

In contrast, the Section 6166
extended payout electionisvalid only
if that election is made on atimely
filed estate tax return, including a
timely filed estate tax return filed pur-
suant to an extension.

X Estate Tax Planning Advisor

Filing and Paying Extension
Requests Are Handled Separ ately
The fiduciary may request both a

filing extension and a paying exten-
sion. If so, separate Forms 4768 (filed
in duplicate) should be used for each
request. Filing both forms will expe-
dite the granting of the filing extension
even if the paying extension is delayed.

The paying extension can be either
for a hardship (under Section 6161) or
where the value of areversonary or a
remainder interest is involved (under
Section 6163). Both filing and paying
extension requests will be processed in
the Estate and Gift Tax Office of the
Cincinnati Service Center [§ 6163(2) and
Internal Revenue Manual (IRM) 4398.2
and IRM 5477.1 (October 13, 1993), as
updated verbally by the IRS]. The execu-
tor should request an extension to pay if
unsure of the exact amount of tax and
when the executor is dso requesting an
extension of time tofile.

The estate may be required to post a
bond because of the delay in payment.
That bond cannot exceed double the
amount for which the extension is
granted [IRM 4398.3(2), which cites
8§ 6165]. Estate and Gift Tax Office
personnel may investigate cases
involving requests for extensions of
time to pay and make appropriate rec-
ommendations to the Collections
Office [IRM 4398.3(3)]. However, for
initial requests that involve over
$500,000 in tax, recommendations
whether or not to grant an extension of
time to pay are not binding on the
Collections Office.

The maximum allowable paying
extension for hardship for estates with
certain closely held businessesis 12
months. Additional extensions can be
applied for and granted ayear at a
time, up to a maximum of 10 years, or
up to 4 years for a deficiency assess-
ment [IRM 5477.1(4)].

Reasonable Cause Statement

A request for an extension of timeto
pay must be timely filed on or before
the due date of the return, and the
request must be accompanied by a
check for the balance due [see Part V1 of
Form 4768]. The request must contain a

statement setting forth reasonable cause
[for examples of reasonable cause, see
IRM 5673.1, Collection of Estate Tax
(Form 706) Assessments] and give one
of the following four reasons:

1. While there are sufficient liquid
assets to pay the tax when otherwise
due, those liquid assets are located in
severa jurisdictions and are not imme-
diately subject to the executor’s con-
trol. Thus, liquid assets cannot readily
be marshalled by the executor, even
with the exercise of due diligence.

2. Substantial assets of the estate
consist of rights to receive future pay-
ments (i.e., annuities, copyright royal -
ties, or contingent fees for accounts
receivable) without present cash.
Borrowing against those assets can
only be done on terms that would
cause loss to the estate.

3. Thereisaclaim for substantial
assets, which cannot be collected with-
out litigation. Thus, the gross estate’s
sizeis not yet determined or ascertain-
able, nor can the tax be paid when due.

4. Insufficient funds exist with
which to pay the taxes when otherwise
due, to provide areasonable allowance
for the widow and dependent children,
and to satisfy claims.

The IRS does not expect the estate
to borrow at interest rates higher than
those generally available. Furthermore,
the executor should have made area-
sonable effort to convert assets into
cash. However, if aclosely held busi -
ness interest isinvolved, a Section
6166 extension can be obtained.

More Complex Issues
And Their Resolution

An incomplete extension request is
likely to lead to cor respondence
between the executor and the Estate
and Gift Tax Office of the Cincinnati
Service Center about the requirements
for completing the extension. If acom-
plete request meets the criteria of IRM
5477.23, the Cincinnati Collections
Office will handle the case.

IRM 5477.22 dedls with second and
subsequent extension requests. Those
requests involving amounts under
$500,000 will be handled by the



Cincinnati Estate and Gift Tax Office.
Larger amounts will go to the
Callections Office. All requests for
estate tax filing and paying extensions
will be processed in the Cincinnati
Service Center.

In view of the above-described pro-
cedure, a considerable delay will occur
in processing an extension to pay.
Furthermore, practitioners should keep
in mind that additional changes may be
made to some of the above procedures
during the current IRS reorgani zation.

Requests for extensions of time to
pay are to be approved for a period of
only 12 months and for the amount of
cash shortage in the estate. Apparently,
approval of that extension occurs after
the case has come back from the
Cincinnati Collections Office.

Denial of Requests

Following denid of arequest for an
extension to pay, IRM 5477.25(1)
requires that the IRS provide a reason for
the denid. The IRS mugt notify the tax-
payer that awritten appea may be made
to the Regional Commissioner within 15
days from the mailing of the denial.

Approval of Requests

The IRS approves extensionsto file
Form 706, other than automatically
granted requests that do not ask for
extensions to pay, only when the tax -
payer’s explanation shows good and
sufficient cause. As a practical matter,
as long as reasonably sound grounds
are given on afiling extension request
that cannot be automatically granted,
the IRS will grant the extension
reguest even if the latter is made on the
due date. But it would be unwise for
an executor to rely on that procedure if
the executor could have requested an
extension previously.

Since an audit is not more likely
where an extension has been requested,
whether or not the extension is auto-
matic and whether or not the extension
is granted, an extension should always
be requested. The beneficiaries may
have to be convinced of the wisdom of
requesting an extension to obtain an
extra six months to observe the surviv-
ing spouse’ s health or other devel op-

ments that might affect the desirability
and amount of the QTIP election or
could affect the handling of various
other items on the estate tax return.
The estate tax return can be filed
before the extension period ends.

Where and How to File
An Estate Tax Return

When the return is ready to be filed,
it should either be hand-carried to what
used to be the District Director’s of fice
or mailed to the Cincinnati Service
Center. The return should not be sent
to the Service Center for the state of
domicile [§ 6091(b)(3), Treas. Reg.

§ 20.6091-1(a) and Ann. 2001-74,
2001-28 IRB 40]. The latter’s Service
Center was the prescribed place to

mail estate tax returns until January 1,
2002. Nonresident citizen decedents’
estate tax returns should still be mailed
to the Philadel phia Service Center

[8§ 6091(b)(3), Treas. Reg. § 20.6091-
1(a) and Ann. 2001-74, 2001-28 IRB
40]. Thereturns for decedents domi -
ciled in American Samoa, Guam, the
U.S. Virgin Islands, Puerto Rico, and
those with a foreign address or with an
APO or FPO address should also be
mailed to Internal Revenue Service
Center, Philadelphia, PA 19255.

By Frank S. Berall

IRS' s loose documents procedure. m

Usethe Cincinnati
Service Center

Unless the estate tax return is hand-
carried, it should be sent to the
Cincinnati Service Center. Otherwise,
the return will not be considered asfiled
until the earliest date it could have been
received (viatransfer) by the Cincinnati
Service Center [Winette v. Commissioner,
96 TC 802 (1991)]. In practice, the trans-
fer may not necessarily occur.

Hand Filing

When hand filing an estate tax
return, obtain proof of filing and pay-
ment by requesting that the IRS stamp
the practitioner’s copy of the return,
“Received with remittance attached,”
with the date of receipt. If possible,
obtain areceipt for all pagesand
exhibits of the return. The receipt can
be made up in advance and given to
the IRS to stamp.

Filing by Mail

When filing an estate tax return by
mail, use registered or certified mail,
return receipt requested. Thefiler
should be sure the post office hand
stamps both the envelope and the reg-
istered or certified mail receipt with a
legible mailing date. The registration

What to Do When Not All Data I s Availableto

Complete a Return on Time

The fiduciary may have insufficient data available to file a complete return
by its prescribed or extended due date. In that situation, the fiduciary must file
as many of the schedules and attachments as possible, estimating unavailable
vaues. While filing only the first three pages (properly signed) using estimated
values on Form 706 may create problems, the IRS will probably accept the
return without imposing either a late or a nonfiling penalty.

However, if areturn is incomplete when filed, the preparer should include an
attached statement saying that the return will be supplemented when further
information, such asamissing appraisal, isavailable. At that time, supplemental
information should be mailed to the IRS, with a request that the new informa-
tion be associated with the return. In any case, the preparer should retain an
extra copy of whatever is sent so that in the event of an audit, the material can
be shown to the estate tax attorney, if the supplemental material has not yet
caught up with the return. Eventually, that material will catch up under the
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or certification number should be
copied onto the accompanying cover
|etter to the IRS. Then, the cover letter
should contain a request that the IRS
date stamp “Received with remittance.”
Alternatively, the cover |etter should
request that the IRS stamp the letter
“Received,” if no check is attached, on
an enclosed extra copy either of the
first page of the return, the cover |etter
itself, or both.

Proof of Filing

The reason for obtaining IRS
acknowledgment on a copy of the
cover |etter isthat if the return islost,
either by the Post Office or the
Cincinnati Service Center, aregistered
or certified mail receipt merely proves
that something was mailed, but it does
not prove the contents. Thus, the
receipt might not be acceptable evi-
dence, and the practitioner might have
to spend an inordinate amount of time
and effort making out affidavits that
the mailing contained a tax return, all
its attachments, and a check.

The need for obtaining clear proof of
timely filing isillustrated by Estate of
Leonard A. Wood v. Commissioner, 90-2
USTC 160,031 (8th Cir. 1990), which
held that an estate had timely filed a fed-
eral edtate tax return that the IRS aleged
it had never received. While the post
mistress testified that she had hand can-
celed the envel ope containing the return
on the date in quedtion, the IRS pro-
duced no evidence of its nonreceipt.

The court held that neither actual
delivery nor proof thereof by the taxpay-
er was required. But the presumption of
delivery, with the postmark date deemed
the date of delivery, can never be used to

satisfy the requirement of actua deliv-
ery. Thus, that presumption can be over-
come if the IRS can prove the return
was lost in the mail and never delivered.

Since proving a postmark without
either the document or areceipt isvery
difficult, when mailing an estate tax
return (or any document or payment to
the IRS), it is best to use certified or reg-
istered mail. Section 7502(c)(1) provides
that the date of registration is prima facie
evidence of the postmark date. Tress.
Reg. Section 301.7502-1(c)(2) provides
that the date on the sender’s receipt, post-
marked by the postal employee to whom
the document is presented, istrested as
the postmark date. However, no such pro-
vision exigs for a certificate of mailing.
That proof of mailing isinsufficent evi-
dence to rebut an untimely pogmark [see
D.A. Haaland v. Commissioner, which
involved alate-filed tax court petition, 48
TCM 378, TCM 1984-355 (1984), and
the Wood case].

Private Delivery Services
May Be Used

Section 7502(f) expands the timely
mailed, timely filed and paid rule to
designated private delivery services,
namely Airborne Express, DHL
Worldwide Express, Federal Express,
and United Parcel Service. For applica
ble criteria, see Rev. Proc. 97-19,
1997-1 CB 644, modified by Notices
97-26, 1997-1 CB 413; 97-50, 1997-2
CB 305; and 99-41, 1999 IRB 35, 325.
Notice 97-26, note 22, contains a
lengthy description of special rules for
determining the date treated as the
postmark date for purposes of the
Section 7502 timely filed rule when
private delivery services are used.

Registered mail and private delivery
services are the safest ways of sending
areturn since a signature is required of
everyone handling aregistered |etter,
thus enabling a tracing of the return if
the IRS claimsit has not arrived.
Private carriers have asimilar tracking
procedure, but certified mail requires
signing only upon delivery to and then
by the post office.

However, tracking procedures add a
new possible danger, namely that trac-
ing a missing estate tax return could
turn up evidence that it was transported
by an airplane that crashed with al the
mail destroyed. Thus, the IRS could
prove nonreceipt, overcoming the pre-
sumption of delivery. The taxpayer will
then be in the position of not having
timely filed the return.

Electronically Filed Returns

The timely mailing, timely filing
rule applicable to returnsis proven by
apostmark. Registered and certified
mail is considered postmarked on the
date of registration or certification.
Similar rules apply to returns filed by
designated private carriers. The IRS
may have to devise away of acknow!-
edging electronically the receipt of a
return filed in that manner immediately
upon receiving the return. The elec-
tronic acknowledgment will have to be
convertible to hard copy on the printer
of the taxpayer transmitting the return.

Frank S Berall isa partner with
Copp & Berall, LLP, 864 Wethersfield
Avenue, Hartford, CT 06114. He can
be contacted by telephone at (860)
249-5261 or by e-mail at
frank_berall @coppberall.com. m

0 Spouse's Tax from page 1

repealed retroactively with legislation
in 1980.

Internal Revenue Code Section
1022, effectivein 2010, provides gen-
eraly for the recipient’s basis to be the
lesser of the following:

1. The decedent’s adjusted basis, or

2. Thefair market value at the time
of the decedent’ s death.
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Basis Adjustment
Allowances

The Internal Revenue Code pro-
vides for amodified basis increase
(“aggregate basis increase”) in the sum
of $1.3 million plus the sum of any
capital loss carryover, net operating
loss carryover, and any losses allow-
able under Code Section 165. Those
provisions apply if the property
acquired from the decedent had been

sold at fair market value immediately
prior to death. An additional basis
increase of $3 million is alowed for
property acquired by asurviving
spouse. That raises the potential com-
bined basis adjustment total to $4.3
million for the surviving spouse (i.e.,
$3 million to the spouse plus $1.3 mil-
lion to the spouse or others). The
aggregate basis adjustment allowances
will receive Consumer Price Index
(CPI) increases after 2010.



Exclusion Amount

The edtate-tax applicable excluson
amount i ncreases to $3.5 million under
the 2001 Act, enabling married couples
to pass $7 million etate-tax-free with an
exemption/bypass trust. That tax-free
sum may be increased to $10.5 million
(assuming a modest 33.33 percent in val-
uation discounts), or more, with appro-
priate living trusts coupled with a family
limited partnership or limited liability
corporation (LLC), controlled by the
spouse or others, among other strategies
[see Estate of Bonner v. U.S, 84 F.3d
196, 198-199 (5th Cir. 1996); 1996 U.S.
Lexis 13493(e); Estate of Mellinger v.
Conr., 112 TC No. 4 (1999); Estate of
Nowell v. Con., TC Memo. 1999-15;
Estate of Lopes v. Con., 78 TCM 46
(1999); Edtate of Strangi v. Conr., 115
TC 35 (2000); Edtate of Dailey v. Conr.,
TC Memo. 2001-263].

Before and After Comparison

Two case examples are presented to
illustrate the following:

1. Income tax will arise in an estate-
tax-free estate of $3 million on the
death of the unmarried person.

2. The surviving spouse will pay
more income tax on the liquidation of a
family business with significant appreci-
ation under the carryover basis scheme.

Casel

Annadiesin 2009 leaving her estate
of $3 million, adjusted basis of $1.5
million, to her son, John. No estate tax
is payable as aresult of the $3.5 mil-
lion exemption allowance. However,
the adjusted basis allowance to Johnis
only $1.3 million, so histotal basis as
adjusted is then $2.8 million. That
leaves him with a capital gain tax of
$60,000 (30 percent of $200,000).

Case?2

A husband and wife own 100 percent
of the stock in ABC, Inc., which has a
100 percent entity value of $11 million,
but a minority-interest value of $6 mil-
lion. The basis adjustment on the hus-
band's degth to $6 million assumes that
the business was owned either as com-
munity property or that the sole owner is
the deceased spouse. Their basisis $1

million. The baance of the estate is
worth $2 million, consisting of a home
with avalue of $1 million [one half
interest, $400,000 net a 20 percent frac-
tional interest discount], basis $200,000,
and $1 million in other cash and bonds.

Scenario 1: The husband diesin
2009. His gross estate equals $3.9 mil -
lion, consisting of ...

* 50 percent of the stock ($3 mil-
lion value)

» One half of the home ($400,000)
« $500,000 in cash and bonds

The business plus $500,000 in other
assets is alocated to the exemption
trust, with $400,000 of remaining
value going to the qualified terminable
interest property (QTIP) trust. If the
estate tax is not repealed, the taxable
estate of the wife would be $4.3 mil-
lion (the wife's half of the estate [$3.9
million] plus the $400,000 QTIP trust),
leaving $800,000 subject to estate tax,
and an estate tax liability of $360,000
(at the 45 percent rate). Table 1,
“Before Estate Tax Repeal,” illustrates

the total income and estate taxes owed
under scenario 1.

Scenario 2: The husband dies after
estate tax repeal. His executor allocates
$4.3 million in basis adjustment ($1.3
million plus the spousal property
alowance of $3 million) to the closely
held business interest. The wife would
then have atotd basis of $5.3 million in
ABC, Inc., stock and $1.71 million cap-
ital gains tax on the sale of the business
for $11 million, asillustrated in Table 2,
“After Estate Tax Repeal”

Result: A total of $1.71 million in
tax is paid under the modified carry-
over basis scheme, versus $1,522,500
under the 2009 rules, or $187,500 of
additional tax liability. Moreover, the
increased capital gains tax arises dur-
ing the lifetime of the widow.

Planning Strategies

Estate planners possess an array of
strategiesto significantly reduce estate
taxes yet alow the surviving spouse or
other loved onesto retain control. Those
strategies (often based on valuation prin-

(%5.5 million less $3 million basis x 30%*)
Income tax to wife on sale

Total income tax:

Wife' s revised taxabl e estate:

Estate tax on wife' s death

Total income and estate tax:

alternative minimum tax (AMT), rounded.

Income tax on gain on husband’ s trusts

Proceeds of sale of business
Wife's carryover basis

($500,000 + $4.3 million)
Total basis
Gain on sale of business

Capital gains tax (30% of $5.7 million)

Before and After Estate Tax Repeal Tables

($4,300,000 - $750,000 [net capital gain tax paid])

$ 750,000
$ 750,000
$1,500,000
$3,550,000
$ 22500
$1,522,500

*The 30 percent rate assumes federal capital gainstax, Californiaincome tax, and possible

Wife's modified basis in husband's shares

$11,000,000
$ 500,000
$4,800,000
$ 5.300.000
$ 5,700,000
$ 1,710,000
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ciples, aswell as other discount and
planning approaches) and many planning
techniques are supported by cases cited
herein. Of course, the amount of dis-
counts should be supported by an
appraiser. Asafina point of referencein
the context of the highly appreciated
edtate, the phased-down estate-tax rate of
45 percent, when applied to an estate
that can achieve even a 33 percent vaua-
tion discount adjustment, amounts to an
overal transfer tax of 30 percent on the

Lifelnsurance

gppreciation. That rate compares closely
to the overd| capitd gainsrate when al
components of capitd gains taxes (tate,
federal, and dternative minimum tax
[AMT]) are considered.

Conclusion

The impact of carryover basison
the magjority of taxpayers may cause
Congress to reconsider estate-tax elim-
ination, whether because of budgetary
concerns, changesin the political cli-

mate, or heightened awareness that a
broad base of taxpayers will be worse
off under a carryover-basis scheme
when compared to an estate-tax system
with expanded tax-free allowances.

Mr. Schiller is an attorney with
Schofield & Schiller, a professional
law corporation (Walnut Creek, Calif.).
He can be contacted by telephone at
(925) 934-3600 or by e-mail at
K Schiller@Sch4law.com. m

|sLife Insurance Still lmportant?

By DenisA. Kleinfeld

ifeinsuranceisafavored
financial product for estate
planners. It is a unique
weadlth creation tool that isa
complex mixture of legd, tax, and eco-
nomic components. Historically, estate
planners have used life insurance to
solve a wide range of both persond and
business problems and circumstances.

A Typical Case

A typical case our office has just
handled involved a father who owns a
fairly substantid family-owned busi-
ness. During his life, he established sev-
era insurance plans as a means to pro-
vide liquidity in the event of his disabil-
ity or death. When the father was diag-
nosed with termina cancer, he under-
stood that the hopes and dreams that
had been his life would, because of the
insurance, continueto be areality.

The insurance that wasin place
would dlow for the transition of his pri-
vately held company to his children,
who are working in the business. The
insurance proceeds allowed the children
the financial wherewithd to pay off
exigting bank loans, provide capital so
that key employeeswould continue to
stay with the company, and provide
some funding for the business to grow.
In other words, for the smal amounts of
premium, a significant amount of finan-
cia assets were made available so that
the vision the father wanted to leave as
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his legacy would become the redlity.

The Effect of Recent
Tax Code Changes

Some tax planners and many people
outside the profession feel that,
because of recent changes in the tax
code, life insurance is no longer need-
ed. Those tax planners and lay people
forget that Congress giveth and
Congress taketh away. The repeal of
the estate tax will itself be terminated
in the year 2011, and the law will
return to its current levels. Most com-
mentators have expressed the view that
itislikely that Congresswill alow the
marginal rates to drop to 45 percent
and maintain the lifetime exemption at
$3.5 million, but the estate tax will not
be terminated when all is said and
done. The bottom line is that unless
clients plan to die in the year 2010,
they will have to continue doing estate
planning, which includes dealing with
nearly confiscatory levels of estate tax.

Benefits of Life Insurance

Lifeinsuranceis not just for paying
estate tax. Life insurance provides an
assured source of liquidity for awide
variety of financial needs. When the
income owner dies, then the source of
income generation terminates. The sur-
viving family members and other
dependents need to have a replacement
source of income. It sounds cold, but it

isafact of life. Life insurance serves
as that income replacement generator.

College Expenses

Likely the greatest legacy that a par-
ent can leave a child is the benefit of a
good education. These days, funding
college costs takes a greet deal of
money. A typical savings account is
subject to annual reduction because of
income taxes. Insurance, on the other
hand, can build up investment income
on atax-free basis. In that manner,
insurance has aways been a popular
financia investment vehicle to accumu-
late funds to pay for college education.

Some people even take advantage of
a technique called “ stuffing the policy”
to put even more money under the insur-
ance umbrella. Insurance, when used in
that form of planning, is generaly
through an educational trust structure.
During life, funds can be accessed for
college expenses through policy loans
from the cash surrender vaue. Inthe
event of the owner’s death, then the full
value of the palicy pays off into the trugt,
and the trustee can pay college expenses
accordingly. Should the child not go to
college but want to get involved in a
business, then the funds may be available
to help fund that activity instead.

Special Needs

Life insurance is the most effective
means of solving special financial
demands that arise because children



may be physically or mentally handi-
capped. By providing a separate insur-
ance trust for those children or other
dependents with physical or mental
limitations, the entire family can be
spared from being financially drained
into destitution. Much of that planning
takes the form of combining insurance
planning with the Medicaid laws.

Business Continuity

For business purposes, having life
insurance in place provides the ulti-
mate in safety and security. In a close-
ly held business where there are two,
three, or more “partners,” in the busi-
ness, it may be extraordinarily diffi-
cult, if not impossible, for the remain-
ing partners to actually buy out adis-
abled or deceased partner from
remaining cash flow. By funding a
buy/sell agreement, al the partners
are assured that the business will con-
tinue without being dramatically dis-
sipated by the need to buy out a part-
ner who dies or becomes disabled. It
is aimost a universal fact that busi-
nesses may have a significant value,
but the business does not have the
ability to develop extra cash flow out
of current earnings to pay off alarge
valuation of a deceased partner’s
share of the business.

A Key Employment Perk

A life insurance program is a key
employment perk. Most business
organi zations, whether large or small,
find that having a life insurance pro-
gram isakey element in the busi-
ness's ability to recruit, retain, and
reward key employees. Whileit is
always nice that employees feel psy-
chologically loyal to a business, it is
better to provide an effective means to
assure that the employees will stay

loyal.

Protection From Taxation
And Creditors

When properly planned, life insur-
ance proceeds will not be part of a pro-
bate estate. Essentially, there will be
no public record of the amount of the
death benefit or to whom it becomes
payable. If properly structured in alife
insurance trust, the death benefit pro-

ceeds are generally not subject to fed-
eral income taxes. During lif e, the
increase in cash surrender value under
the policy has the benefit of tax defer-
ral from federal income tax. Asagen-
erd rule, earnings on the policy cash
surrender values are not taxable unless
the policy is surrendered for cash.

Perhaps one of the most important
aspects of life insurance policies and the
cash surrender value is that under state
laws, they may be protected from credi-
tors. All states have some exemption
provison for life insurance, but the
amount of protection varies from state
to state. Florida, for example, alows an
unlimited amount of life insurance, cash
surrender value, and annuitiesto be
exempt from creditors. As aresult, if
the owner hasthe choice of investing in
afinancial product that earns a prudent
rate of return, then it only makes sense
to invest in the product that builds up on
atax-deferred basis and is protected
from creditors rather than investing in a
product that is subject to taxation and
exposed to creditor liability.

Conclusion

Whether or not the federal estate
tax law isrepealed or continued in
some form, the need for life insurance
can be expected to grow dramatically.
As the Baby Boomer generation
grows ol der, the need for insurance to
cover personal as well as business
contingencies will become all the
more important. Recently, one noted
estate planning expert, in observing
the need for insurance planning, stat-
ed, “Planning should continue as long
as there is somebody or something
you love” As has been widely
observed, life insurance isn’t for the
people who die but for the people
who continue living.

Denis A. Kleinfeld is a member of
the editorial advisory board of Estate
Tax Planning Advisor. Heis the princi -
pal of the Kleinfeld Law Firm, One
SE. Third Avenue, Miami, FL 33131.
Mr. Kleinfeld can by contacted by tele-
phone at 305-375-9515. m
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nnouncing New E-Mail Information Service on
Family Foundation M anagement

ould you like to recei ve information on family foundation management?

Then sign up for Family Foundation Flash, a free e-mail information ser-
vice from the editors of the new monthly newsletter Family Foundation Advisor.
You will receive a monthly e-mail letter that features timely information on such

topicsas...

 Tax law changes

« Foundation management
* Investment strategies

* Grant-making

» Helpful Web sites

* Research studies

« Board devel opment

* Family conflict resolution

« Trends and issues in the philanthropic community

Signing up for Family Foundation Flash is easy! Simply send a message to
familyfoundation-request@bbplists.com with the word subscribe in the subject
line and in the body of the message. You'll receive a welcome notice, and soon
afterward, your first installment of Family Foundation Flash will arrive. If you
have any questions, please send an e-mail to anna.trusky @aspenpubl.com. =
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S Corporations

S Corporation StatusAfter the Shareholder Dies

By Sydney S. Traum

he death of an S corporation
shareholder can present
challenges to the tax advisor
in attempting to retain the S
corporation status. The nature of the
problem depends on how the sharehold-
er ownsthe stock. A shareholder may
own S corporation stock directly or asa
beneficiary of atrust.

Type of Ownership

If the shareholder owns the stock
directly, then upon his or her death, the
stock would be owned by the deceased
person’s estate. A decedent’s estateisa
qualified shareholder. A problem can
arise, however, depending upon who is
the ultimate beneficiary of the estate. If
the beneficiary is a nonresident alien,
the S corporation status would be lost
upon distribution of the stock to such
beneficiary. If the beneficiary is atrust,
then there is a two-year grace period
when the trust will be qualified asan S
corporation shareholder. Prior to the
end of that grace period, it isincum-
bent upon the tax advisor to determine
what the trust must do to qualify as an

S corporation shareholder. Methods of
qualification are discussed below.

If the individual owned the S corpora-
tion stock through atrust prior to deeth,
then it will depend upon what kind of
trust owned the S corporation stock. A
trust that istrested entirely as owned by
an individud who is acitizen or resident
of the United Statesis caled a qualified
Subpart E trust and is a permitted share-
holder. When the deemed owner dies, the
trust also has atwo-year grace period
during which it will automatically qualify
asan S corporation shareholder.

Methods of Qualification

In either of the above situations, the
tax advisor should use the two-year
grace period to prepare for qualifying
thetrust as an S corporation shareholder.
If the trust provisions comply with Code
Section 1361(d)(3) relating to qudified
subchapter Strusts (QSSTs), the benefi-
ciary of the trust can make a QSST elec-
tion for the trust and be the deemed
owner of that portion of the trust that
consists of S corporation stock.

Alternatively, if the trust meets the

requirements of Code Section 1361(€)
relating to electing small business
trusts (ESBTSs), the trustee can make an
ESBT election to quaify the trust as an
S corporation shareholder.

Unplanned Termination of
S Corporation Status

Because S corporation status can be
lost if appropriate action is not taken, S
corporations should strongly consider
utilizing stockholder agreements or
buy-sell agreements to prevent the
unplanned termination of S corporation
status. However, if the S corporation
status is terminated inadvertently, the
corporation can apply to the IRS
nationa office in Washington for a pri-
vate letter ruling that would grant inad-
vertent termination status so that the
terminating event would be ignored.

Additional information about S corpo-
ration satus after the death of a share-
holder may be found in Panel Publishers
loose-leaf tax service entitled The S
Corporation Planning & Operation, writ-
ten by Sydney S Traum. m
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