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"To take from one, because it is thought that his own industry and that of his fathers has acquired too much, in order to spare others, who, or whose fathers have not exercised equal industry and skill is to violate arbitrarily the first principle of association, 'the guarantee to ever of a free exercise of his industry, and the fruits acquired by it." ---Thomas Jefferson 
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Starting 2002, annual gift tax exclusion has been indexed up to 11k from 10k per year per donor. 

Introduction:

EGTRRA --> Economic Growth and Tax Relief Reconcilliation act of 2001

Kicks in 2002

Purposes:

Revenue collection

Prevent the accumultion of wealth

Raise very little revenue in reality

Purpose of Generation Skipping Tax:

Backstop to estate tax, a preventitive measure to prevent people from avoiding tax. 

Some states have eliminated part of the rule of perpetuities in order to avoid transfer tax.

Generation skipping tax levies a tax to account for avoided transfer tax for each generation skipped.

EGTRRA 2001:

Originally sold to public as a repeal of the transfer tax.

-Raised unified credited to $1 million from 675k. professor says, "I can live with this, it's not that big a change." considers it a disaster though. (liberal wacko) 

-Decreased marginal tax rate. 

maximum was 55%

Will drop to 45% in 2007-2009

-Estate tax and generation skipping tax is repealed in 2010

HOWEVER, in 2011, the repealed taxes come back and the whole system goes back to pre-EGTRRA

-Gift tax is NOT getting repealed

Basis: 

Right now, step-up basis to FMV at time of death. Section 1014

When estate and transfer tax are repealed, Basis will become carryover basis. Will have significant impact on tax planning.

--------

Most basic outside source for tax purposes are the reporters: ex. CCH

Reporter designed to be useful for day-to-day practice

-Reporter contains:

Statute, excerpts from leg history, treasury regs, editorial explanations, annotations to cases, rulings

Weekly updates 

-Treatises: Murten's, bidker(excellent), johnson's sucks., RIA Tax Coordinator (practice oriented)

-Tax Coordinator has a great index

-BNA Tax management portfolios:

Each one outlines an area of law. Estate and Gift tax is very extensive. Also gives copies of very useful information, treaties, draft agreements, practice documents, and an extensive bibliography. 

-Daily Tax report put out by BNA..current cases and legislation

-Tax Notes--> Weekly publication. Widely read and very good. Letters written in response by readers besides tons of info. Congress relied on Tax Notes in drafting EGTRRA

SOURCES OF TAX LAW:

-Constitution: not many Constitutional issues anymore, lost all the court cases.

-IRC 

-Legislative History-report from ways and means committee, which is responsible for tax. In Senate, the Senate Finance Committee is responsible. Sometimes in Congressional Record.

-Blue Books--> reports from the staff on the joint committee on taxation, which explain the law. The joint committee on taxation is a bipartisan committee that is responsible for writing all tax laws. The legislators go to the committee and draft the legislation with the committee.

Most material in the bluebook is in other committee reports, but bluebook is not legislative history, but judge may consider it authoritative.

US tax treaties- have a status equal to that of legislation. Extensive network of treaties designed at avoiding double-taxation and reduce taxes on estate and gift taxes.

ADMINISTRATIVE MATERIALS:

-Treasury Regulations--generally prospective. IRC 7805 addresses regulations. If reg is inconsistent with statute, then it may be stricken. Most authoritative administrative materials.

Rev-Rulings-->

Public vs. Private

Cannot rely on private rulings unless addressed to you..Can't use as authority in court unless addressed to you.

When enough people write and ask for the same ruling, then they issue the ruling to the public. Anyone can rely on a public ruling. --very authoritative.

Acquiescence Program---> When IRS loses in tax court, it can issue an acquiescence or non-acquiescence...Either way no legal binding standard..just a guideline to determine whether IRS will challenge you. Not strong authority.

General counsel memos, field service. IRS had some shady dealings. Refused to issue docs under freedom of info. Would change names...

TRIAL COURTS- JUDICIAL SYSTEM:

1. Tax court

2. District court

3. Court of federal claims

4. Bankruptcy Court

Tax Court: 1 judge, no jury.

Based in DC, ride circuit throughout the US. 14 or 17 judges..

ONLY court where don't have to pay taxes first to get into court. 

Jurisdictional condition precedent is a 90-day notice of deficiency letter from IRS saying you owe money. If you lose, must pay interest. Can deposit to prevent interest.

Small claims procedure, but no appeal. Threshold for small claims is 50k.

Types of opinions:

Memo opinions--> routine case, tend to be more factual, not officially reported, but reported unofficially.

Reviewed by the court opinions--> if a very important matter, the single judge hearing the case will recommend to chief judge that all judges collectively hear the case. 

District Court:

Since IRC is US code, fed courts have jurisdiction. Entitled to a jury trial. Must first pay tax, then file refund with IRS, and then sue if denied or ignored for 6 months.

Court of Claims: jurisdiction limited to cases where sueing the US for money damages. If claim entitled to a refund, can sue. Trial judge, no jury. Expertise in the middle, judges hear a lot of tax, but not solely..not as specialized as tax court. Fed court has no areas of expertise.

Burdens of Proof:

Burden is the same is all three courts. Burden is always on the Plaintiff, and in tax court the burden is on the taxpayer.

In 1998, Section 7491 added to IRC--> shifted burden of proof to government. Applies in litigastion, and says that once taxpayer submits credible evidence on the facts, then the burden shifts to the government, but only shifts if the TP adequately substantiantiated the tax issue, and the TP makes all documents and people available to IRS for questioning. 

Appelate Review:

At least one review as of right from any trial court..

District---Ct of Appeals for circuit

Tax ct--Ct of appeals of the TP or place of biz of corp.

Ct of cliams--Ct of appeals for DC circuit.

Different cir.s rule differently. Best way to get to US Supreme when conflict among the circuits. 

HSTORIC OVERVIEW OF ESTATE & GIFT:

Originally enacted in 1916. Basic deduction provisions very close to the original version. Estate tax upheld to Constitutional challenge. 

Soon after estate tax, became obvious that could avoid the tax by gift.

Hece, enacted a gift tax similar to current one around 1932.

Pre-1976 schemes:

Not unified, graduted tax..the higher the estate, the higher the rate of tax. From 3% to 77% ..very few deductions:

Basic deductions are for funeral abnd administration, charitible contributions, and bequests to spouses.

Gift tax also is graduated, and is cumulative, small 3,000 exclusion. now idexed up to 11k. 

Gift tax rates set at 3/4 of the estate tax rates.

Basic problems:

Wealthy were in a much better position. People were able to avoid the tax. 

1976--

The two taxes were unified: both used the same tax rates, and only one progressive set of rates instead of two different ones. Unfied credit or exemption equivalent. 

Unified credit started out low and was tremendously accelerated in 1981. In late 80's 600k exemption amount.

Exemption amount is the amount that can be transerred free of tax. The credit is the tax that would be due. 

Unified Credit: Section 2010

Applicable credit amount

In 1998 credit was 600k

in 2002 it is $1 million

By 2007 up to 3.5 million

Also, in 1976 a generation skipping transfer tax was enacted to cover people who were avoiding tax by creating trusts. 

2001 change: repeal in 2010, only for estate tax, not for gift tax. 

2 major strutural changes:

1. Gift tax uncoupled from estate tax

---gift tax exclusion will remain at $1 million while estate tax exclusion increases and is abolised

The reason for the uncoupling, is to prevent income tax avoidence..the gift tax will backstop the income tax. 

2. Carry-Over basis instead of stepup basis once tax is abolished. Prof. Guesses that carry over provision will be scrapped.

OVERVIEW OF THE COURSE

Gift Tax

Exclusions and gift splitting

Estate Tax

Backstop/ quasi-testamentary trasfers

Maritial Deductions

Other deductions

Geration skipping transfer tax

Interaction of Estate & Gift and IncomeTax

-----

Gift Tax: Sections 2501, 2502

1. First determine the gifts made after the anual exclusion--current gifts

2. Plus prior taxable gifts

3. Apply appropriate rate

4. Now you have a tentative tax.

5. Sutract out the tax paid on prior gifts. Subtract the tax out the CURRENT RATE, not necessarily the amout actually paid, use table on the amount on the prior gift. 

6. Now you have the current gift tax

7. Subtract the unified credit to the extent it hasn't been used. 

----

Estate Tax: 

1. Gross Estate

2. Minus deductions

3. now you have taxale estate

4. Add prior gifts made (adjusted taxable gifts), because it is a unified system.

5. Now you have Tax Base

6. Multiply by the rate

7. Now you have tenative rate

8. Subtract out tax attributable to prior gifts, use current rate schedual to prior gifts.

9. Now you have your estate tax 

10. Subtract unified credit to extent it hasn't been used. To get tax payable.

-----

Until 2002, there was a surcharge in addition to the tax rates. If tax base exceeded $10 million, had to pay 5% on top of rate schedual for amounts over 10 million to $21 million. Has been repealed in 2002.

NY Trust v Eisner----current form of tax was upheld as an excise tax so it didn't have to be apportioned according to population.

Carlton case---retroactive tax increase. --Plaintiff was subject to retroactive tax with no notice...rational basis standard 

2505--unified gift tax credit

2505(a)--there "shall" be allowed as a credit...

Rev ruling: 79-398

-"shall" means that you have to take the unified credit as soon as you are able to. NOT AN OPTION.

Problem I 

#1. 

155,800 Tax due before credit

-192,800 pre-1998 credit amout

-------

0 tax due

A. Donor is liable for gift-2502(c),  If donor doesn't pay, then doneee is liable to pay---301.6324-1b

B. 2513--gift treated as though 1/2 by each spouse:

255k - 10k exclusion = lower bracket = 69200 tax, times 2 = 138,400 in taxes vs. 155,800 in taxes if gift is treated as 1/2 from each couple.

IRS wants seperate tax returns and then each signing the other's return agreeing to gift splitting.

#2. 

1,011,000

-11k

+ prior gift of 500k

---------------

1.5 million tax base

------

555,800 tentative tax

-155,800 prior tax

------

400,000 tax before credit

Current credit =345,800

-155,800 used last year

--------

400,000

-190,000 credit remaining

 -------

210,000 tax due

#3

Minnie:

3,000,000 gross estate

-0 deductions

------

3 million taxable estate

------

1,275,800 tax

-345,800   unified credit of 

-----

930,000 tax

Marvin:

3 million

1.5 prior gifts

-----

4.5 base tax

----

2,025,800 tentative tax

-555,800  prior tentative tax due before credits

------------

1,470,000 tax due

-OR-

2,025,800 tentative tax

-210,000 tax actually paid

-345,800 unified credit 

-----------

1,470,000 tax due

-latter method is more correct because 2010 (a) contemplates the estate tax credit of the credit amount, i.e. One credit. The tax credit says that you get a credit minus the credit amount already used. 

p 2-04 to 2-05 and pp1-27 to 1-28, and 94 tax ct 872--court uses the latter computation.

#4

15 million taxable estate

7,275,800 tentative tax

-345,800 unified credit

---------

6,930,000 tax due

After 2001 a surtax has been eliminated. Before 2002 estates above 10 million owed an additional surcharge of 5% of base over $ 10 million until $17,184,000.

#5

Mother gives blackacre worth 100,000 to daughter. Mother's basis is 10,000.

-no income tax consequences to donor or donee by virtue of gift.

A. With appreciated property Daughter takes mother's basis plus gift tax paid in a ratio = appreciation over amount of gift.

GTx NA/ amount of Gift

10 k x 100k -10k / 100,000 = 9,000

Hence, mother's basis plus 9k

1223(2)--  Holding period is tacked for purposes of capital gains

1015--Basis rule with real prop

#6 

(i)

A/B = 150,000

FMV = 100,000

A/R= 200,000

A/B= donor's basis

Gain = 50,000

(ii)

A/B = 150,000

FMV=100,000

A/R= 50,000

A/B= FMV because sold at loss

Loss = 50,000

(iii)

A/B= 50,000

FMV= 100,000

A/R= 125,000

A/B= If you sell at a price between A/B and FMV, then neither gain nor loss---Reg. 1.1015-1a2 

#7

-- no income tax on inheritance-102

--Basis is FMV at time of death---1014

--no tacked holding period cause no transferred basis. 

--1223(11)--always treated as long term on gain or loss of inherited property. 

A. No adjustment to basis for estate tax paid. 

#8 

15,000 GI, no exclusion for income from inherited property although inherited property is excluded.--102

#9

No, b/c if grandpa dies within 3 years of making the gift, then it will be included in gross estate at death, and gift tax paid will be added to taxable value---2035

Also, if grandson takes greenacre as a gift, he will take the donor's basis of 10k, however if he receives as a devise under a will, then grandson takes a basis equal to FMV at death.

PROBLEM 2:

No comprehensive definition of "gift"

2512(b)-"where property is transferred for less than adequate consideration, then the amount of the value of te property that exceeds the value of the consideration shall be deemed a gift."

25.2512-8--Transfers reached by the gift tax are not limited to common law definition of gift. 

Question is whether you need intent to make a gift? Answer is not clear.

#1

 Donative intent is not required--reg 25.2511-1G1

Weymus Case:

Widow refuses to marry unless suitor will create a trust for her to replace income she's losing by marrying him. 

Marriage is a consideration NOT reducible to a money value, as love and affection, promise of marriage, etc., is to be wholly disregarded, and the entire value of the property transferred constitutes the amount of the gift.----

Although valid at common law, not contract for tax purposes. 

Further, no donative intent, was an arm's length transaction.

Court holds that donative intent is not necessary, only an objective test of whether property was transferred for less than an adequate and full consideration in money or money's worth.

These rules don't apply in bona fide business transactions. 

Pascarelli--tax ct.

Slut shacking up with business man. She acted as hostess at his parties. He gave her money and claimed that it was for throwing parties and entertaining his guests, but she used most of it for other purposes.

"For federal tax purposes, a gift must proceed from a disinterested and detached generosity, motivated by affection, respect, admiration, charity, or the like, with the most critical factor being the transferor's dominant intention."

This case seems to contradict the supreme court in Weymus because the tax court here is looking at intent.

REG says: when transferring strict legal title, but not beneficial ownership of property, then not a gift.

This also seems to require an analysis of intent. 

Thus, we still have the question of whether we should look at intent or not.  

----

Missed class

-----

Prob 2 

q--gift

R. --gift

2501(a)(1)--definition of a gift. Involves "transfer"

S. --gift- letting the statute of lims run so that a debt becomes unenforceable, then it is a gift 81-264...must look at intent or accidental.

Any transfer, no matter how effectuated may constitute a gift. 

T- snyder v commish, 93 tc 529. —gift on top of estate taxes. 

2518--qualified disclaimer--disclaimer that can avoid transfer tax. Must e unequivocal, in writing, without accepting any benefits of interest being disclaimed, and must occur within 9 months after transfer of interest being disclaimed.

Crummy power--arises in connection with annual exclusion...has to be a gift  of a present interest in property. Where someone has a right to demand immediately. The non-exercise of crummy power.

Consideration: 2512(b)--gift is a transfer of property for less that adequate consideration in money or money's worth...hence, local contract law becomes irrelevant. 

#3

A. 50k gift, partial consideration, partial gift.25.2512(a)

B. 75k gift , promise to marry is not consideration because not "in money or money's worth" 

C. 150k gift, merrill case--not "in money or money's worth"

Farrid es sultana v commish 160 f2d 812—(2d cir. 1947)--treat transfer differently for income tax than for gift tax provisions.

D. Support rights are good consideration. 10.02[5] in text.

2053(a)(3)-recognizes the deductibility of support payments, which raises the question how to determine the existence or scope of support rights?--look to local law..

E. 2516--if incident to a divorce, will be deemed adequate consideration if meet the requirements:

1. Written agreement

2. Relative to marital and property rights

3. Divorce occurs within 3 year period starting 1 year before agreement is entered into.

4. Transfer of property is to a spouse in settlement of marital property rights or is to provide a reasonable allowance for support of the issue of the marriage during minority. 

10.06[2]--Transfer in trust will qualify

Divorce is necessary, not just separation. Other decree besides divorce is adequate to avoid gift designation because it is a court-ordered payment, but 2516 does not apply.

-2516 is not exclusive, can use other means to avoid gift tax and transfer tax...see text 10.06

2523 has a deduction for gifts between spouses. 

F. Today there is a deduction for a gift to a spouse. But see 10.02[5], family obligations.

Bidtker Treatise(we don't have): Issue will not be raised where it is a consumption type of item: clothing, dinners, vacations, etc. Cash is not a consumption item.

G. Same issue--consumption type of item

H. Question of whether there is an obligation to support your parents under local law.

I. Rev rule 84-25. 

J. Not a voluntary transfer, obligation imposed by law. 

Bitker and Laterker 121.4.4--

4. Value of gift is reduced by the amount of tax paid on the grounds that the donor retained an interest or received consideration. --Stephens & Lind 10.02[6][d]

5. Gift of services is not within the statute 2501--which covers transfers of property, hence a gratuitous transfer of services is not covered by gift tax.

5a. If an individual has earned a right to compensation for services but directs that it e paid to another, there is no question that the individual has made a gift to the ultimate recipient.--S&L 10.01[2][g]

6. Rev Rul 66-67, 1966-1 CB 20.--The waiver of commissions within a reasonable time by a fiduciary, and continues to offer services, it is NOT a taxable gift. 

Rev Rul. 70-237, 1970-1 CB 13-- if waive fee increase in the beginning, then that is not a taxable gift either. 

-See also qualified disclaimer under 2518 and S&L 10.07 

--Sometimes very difficult to distinguish services from property. 

Examples:

Painting a portrait.

Computer programming.

7. Loan at the federal interest rate. Section 7872. Imputes interest rate, rate depends on whether an term loan or demand loan.

7a. Value is being transferred to the tenant, is a taxable gift.

2 basic types of incomplete gift:

1. Where donor can still get gift back

2. Where donor can decide who gets the gift 

-where there is a legally determinable standard limiting the donor's discretion, then must analyze to see if gift.

-If donor still has some strings on gift, the gift is not complete, but if later those strings are released, then gift becomes complete when the strings are severed.

-Where donor shares discretion with another party, where there is a joint power arrangement, the question becomes whether the person who power is being shared with has a substantial adverse interest from the donor, then the law just ignores the third party. If X does have a substantially adverse interest, i.e. Something to lose, then existence of X is taken into account.

8.a. Gift on jan 3 -- rev rul. 96-56- when gift becomes irrevocable is when the gift occurs. In this case, it is when the check is cashed or negotiated.

Relation back doctrine-- don't have to wait until check clears, but rather when the check is deposited. IF:

Donor is alive when check clears.

2001-1 ustc 60000-401---Rosato--

Checks written by decedent to friends and relatives and are cashed after he dies are not gifts, but are includable in the decedent’s gross estate. Because decedent did not part with dominion and control, 

8b.--becomes a  gift once the holder negotiates it to a 3rd party, because donee cannot stop payment anymore under local law.

8c.--4 gifts, 1 each year, an unenforceable promise to make a gift is not a gift.

8d.-- must discount to the value of future money. The total value will be less than one hundred thousand dollars. Due when the gift becomes complete.

8e. Gift of 25k on 1/10 when he withdraws. 

8f. Income from the trust in irrevocably transferred for 10 years is a completed gift. Must be discounted income flow for 10 years. After 10 years gift becomes complete upon payment. Reg 25.2511-2c

8g. Control over timing and enjoyment of property, small enough that it could be ignored under 25.2511-2d. Result same as above. 

8h. Gift is incomplete until payment. 25.2511-2c..but would be complete gift if legally definable standard limiting discretion.

8i. Not a completed gift...25.2511-2(f)--did not part with dominion and control..too many strings. 

8i(a)--once P resigns as trustee, he no longer has the power to decide who gets the gift and the gift becomes complete.

Sometimes where some interest is retained, it is impossible to value the reversionary interest. Authority that if interest retain can't be valued, then you just ignore it and make believe it doesn't exist.--robinette v. Helvering 318 US 184; Reg 25.2511-1(e)

Presumably, if what is given away can't be valued, there is also no gift.

-------

PROBLEM 3: EXCLUSION, GIFT SPLITTING

Exclusion is unavailable for future interests. It is an annual exclusion per donee, no upper limit on number of donees. When unable to identify the donees and the amount of the gift you won't get the exclusion. 

Valuation gets difficult when you get discretionary powers. 

1.

A. 11k exclusion each under 2503(b)--exclusion is per donee regardless of the number of donees.

B. Same result, exclusion is annual.

C. 11k of A is excluded, all 7k of B is excluded. Can't carry over from one donee to another or from one year to another..11k per donee per year, that's it.

D. 11k exclusion each. Gift to a trust is treated as a gift to each beneficiary not a gift to trustee. Look to beneficial owner. .reg. 25.2511-2a... Helvering v. Hutchings, 312 US 393, also Calder.

E. Can't multiply exclusions by giving some directly and some in trust.

F. Gift to a corporation, it is treated as gifts to the individual shareholders. 25.2511-1(h)(1). Question is whether it is a transfer of a future interest or present interest. If corp. gives a dividend immediately to shareholders or if corp. liquidates then they get immediate benefit, otherwise not a present interest and therefore no exclusion for gift tax. --STINSON Case

What if corp is wholly owned? Prof. Says it still would be a future interest and exclusion is inapplicable. 

Wooley v US 90-1USTC P60,000-013

Gift of Capital interest in partnership. Court held it was a present interest and therefore eligible for exclusion because under the uniform partnership act, each partner can demand immediate payment of his capital interest. 

keep both in mind: wholly-owned and partnership.

G. D gives 10k to A and 10k to F, who is required to give the 10k to A.

-2 gifts to A one direct and one indirect and only one exclusion for 11k. -25.2511-1(h)(3)

Prof's hypo:

A sets up a trust for Ajr. 

B sets up a trust for Bjr.

A gives 11k to Ajr. and 11k to Bjr.

B gives 11k to Bjr. and 11k to Bjr.

Reciprocal Trust doctrine. Courts will look through this. 

 Schultz v. US 493 F2d 1225 (4th Cir. 1974); Estate of Grace

2. Donor can transfer the property in sections, X acres each year valued at 11k or less for the parcel, and get the exclusion each year.

Rev. Ruling 83-180

Where donor transfers, on an annual basis, a specified portion of a real property, the donor has made a completed gift each year of the portion transferred, and each gift qualifies for the annual exclusion

Other option is to use an installment sale where sale of property in 11k installments and then forgive each note. --77-299 this type of transaction is a disguised gift rather than a bona fide sale, and Service will not look at the forgiveness of the notes as present interests, but will look at the intent to forgive the note as showing that there is no consideration and it is a gift at the outset. IRS will not follow Estate of Kelly case.

Estate of Kelly 63 TC 321 (1974)--sale for remainder interests of land. Secured with purchase money mortgage (aka vendor's lien). Notes were forgiven within the annual exclusion every year. Tax court held that because notes were legally enforceable then gifts were made as the notes were forgiven. IRS says will not follow. Greedy gov't..

Wilson.. 64 TC 583...tax court again affirmed estate of kelly case even though IRS won't follow. 

Still disagreement between tax court and IRS. If don't want any problems with the IRS, then follow 83-180 above, i.e. Give a little piece of property worth exclusion amount each year. Also, don't have to divide property by acreage because you can give an interest in the property worth exclusion amount.

If structure as a sale there is a problem because then you are dealing with gain and the purchaser's basis becomes a cost basis IRC 1012.. If a gift, then basis is donor's basis.

453B(a)- if an installment note is disposed of, including by gift, then you have to pay tax as though the note was sold at FMV. Thus, the installment-sale method where you forgive the notes will generate income tax.

Professor's Caveat: Beware of 453(e)- if there is an installment sale to a related party, and the related party sells the property within 2 years, then you trigger immediate gain recognition to the original seller. Reason for this provision: assume seller is sitting on property that is worth 1,000 and originally cost $10, seller will have to pay tax on 990 gain. If seller uses installment sale, then at risk of nonpayment.. So seller sells to relative on installment plant, and then "real" buyer pays relative full amount. So Congress held that if seller sells to a related party and related party sells within 2 years, then original seller has to immediately pay the tax on the gain of the total sale. 

Future Interests:

Reg 25.2503-3

(A) whether vested or contingent, and whether or not supported by a particular interest or estate, which are limited to commence in use, possession, or enjoyment at some future date or time. 

Present Interest: An unrestricted right to the immediate use, possession, enjoyment of property or the income from property--25.2503-3(b)

Professor's hypo: 

Income producing property that has no current income--substance v, form are concerns

Problem 3:

A. Present interest to A, future interest to B.

B. It is not enough that a donee receives a vested right to the property, even if an interest that can be sold. See text p 9-17 citing Schuhmacher v. Comm'r, 8 TC 453 (1947); Howze v. Comm'r 2 TC 1254 (1943).

C. Future interest- 25.2503-3(c)(example 1) and Calder case- A future interest is created when the trust had income, but limitations were placed on its disbursement. Discretionary power of trustee to withhold payment, then there is no immediate unrestricted right to use and enjoyment. Also, interest is no longer capable of being valued because there is no steady flow of income. 

Prof's hypo: trustee's discretion was tied into some standard, ex: trustee has some discretion, but necessity. 

would still be problematic. 

D. Future interest- 25.25-03(c)(example3)-once trustee has discretion, it is no longer possible to ascertain the value of the income. 

Professor: exception 

Life estate to A for life, remainder to B

-trustee can invade corpus and give it to A. 

-is the income interest to A eligible for exclusion? yes, 25.2503-03(c)(example4)

A will always have an income interest, trustee only has the ability to add to the interest, not diminish it. 

2503(b)- "where there has been a transfer to any person of a present interest n property, the possibility that such interest may be diminished by the exercise of a power shall be disregarded in applying this subsection, if no part of such interest will at any time pass to any other person.

E. If at least 1/4 of the income is equal to 11l per year, then entitled to the exclusion. The minimum amount is a 25% interest. Since each have a guaranteed right in a quarter of the income, then there is at least a present interest to that extent and the exclusion is available for 25% of the interest. Can claim exclusion on the minimum ascertainable amount  --Rev Ruls. 55-678 and 55-679, 1955-2 CB 389, 390

Hypo: what if upon the death of sister, all of sister's children become equal beneficiaries? -if cannot nail down some minimum guaranteed amount, then no exclusion. 

F. Present interest--crummy power- kohlstat case- the right to demand the money creates a present interest in that money. Even though a future interest, but beneficiary has the power to make a demand, then that power to demand is a present interest. Today, a power to demand up to 11k will entitle the transferor to an annual exclusion. Prof. says that power is not usually exercised. Conceptual power because you can give away tons of money free of transfer tax without burning up credit.

Three requirements that it is real, and not illusory:

1) beneficiary knows of right's existence

2) reasonable time to exercise

3) trustee cannot have discretion  

Auth: Rev rul 81-7 1981-1 CB 474

And text at 9-25 note 81

General issue: Colestat Case-Naked Crummy Power--if money is transferred to a trust and I am the ultimate beneficiary, and there is a crummy power, economically, i wouldn't exercise crummy power, but if no ultimate interest, and fail to exercise the crummy power, then IRS will claim that it is fraud, but IRS has been losing.

Or- what if beneficiary has a contingent interest? 

Prof. says beware, because if drafting crummy powers and give crummy power to people who have no other interest, the IRS will challenge.

Also, problem with the interaction of crummy powers and 2514 (e) & (d?b) -powers of appointment.

Normally crummy power is not exercised. 

Crummy power is a general power of appointment. Definition in 2514(c).

2514(b)-the exercise or release of a general power of appointment shall be deemed as a transfer by the individual releasing it. 

When a crummy power is not exercised, then it is the release of a power of appointment. 

The release of a crummy power is not eligible for exclusion because a future interest.

2414(e)--what about the 5 and 5 power --if the general release of power of appointment does not exceed the greater of 5 thousand or 5%....

So problem is created where multiple beneficiaries and crummy power exceeds 5k or 5%. So basically, you need corpus of 220k to maximize the exclusion.

Also, make sure that crummy power can demand from corpus, not just the amount contributed by donor that year.

Where the corpus amount is not big enough to fit in the deminimus exception, and you have multiple beneficiaries, then you use hanging power: power to demand remains in abeyance, and the powers accumulate, and you let the trust accumulate and hope that 5% reaches the maximum exclusion amount eventually. 

G.  Not ascertainable unless painting sold because although there is an income interest, there is no income unless painting is sold. --Calder Case

Disston test in Calder:

1. Trust receives income

2. Some portion will flow steadily

3. Portion to beneficiary can be ascertained,  i.e. Valued.

--The possibility that you can sell the paintings and produce income cannot be valued, and is impossible to determine to what extent they would sell some paintings, and there was no direction in the trust to sell the property, ad the trustees were not showing any inclination to convert the property.

Once something qualifies as an income interest, we can use the regs to value the income interest.

H. Same as above--calder--no income. Maryland bank v. US, 609 f2d 1078 (4t Cir. 1979)--no exclusion for an income interest in real estate because the real estate had a history of continual losses even though it looks as though it would be eventually very valuable.

I. Present interest even though a minor and limited by laws of minority. 2503(c)-safe harbor for setting up a trust for minors: is met if the property and the income may be expended for the benefit of the minor before the minor attains age 21, and to the extend that these moneys are not expended, that the minor receive them by age 21, or that they pass to his estate if he is deceased, or if he has a power of appointment.

 There must be complete discretion of the trustee 25.2503-4(b)(1)  

Case held that where trust provided that money must be spent for the education of minor was held to not qualify under 2503

25.2503-4(b)(2)--minor can extend trust after attaining age 21.

Or if minor does not claim money then the trust is deemed to have been extended. ---rev rule 74-43, 1974-1 CB 285

General power of appointment is defied to exist when property can be appointed to oneself, one's estate, one's creditors, or the creditors of your estate.

Trust can provide for the disposition in default of the general power of appointment and it will not disqualify under 2503---reg 25.2503-4(b)(3)

Where income requirement is met, but principal corpus requirement is not met, then regs say can still take exclusion for income portion--25.2503-4(c)

Gifts to minors under "gifts to minors act" and gifts of securities to minors will fit under 2503 exclusion.

2503(e)-- in addition to the annual exclusion, any qualified transfer shall not be treated as a transfer of property by gift for purposes of this chapter. 

"qualified transfer"--tuition for education or to medical provider.

NOTE: must pay directly to school or medical provider. 

--education applies to full or part time, and doesn't have to be for a degree. Exclusion applies only to tuition, not to room and board, books, supplies, etc.  25.2503-6(b)(2)

--Medicals must meet income tax definition 213(d), drs, hospitals, any surgery, eyeglasses, dentist, etc. 

-when there is reimbursement from insurance then the exclusion doesn't apply--25.2503-6(b)(3).

When reimbursement comes in 2 possibilities: 

If paid to donor, then no gift cause donor was reimbursed.

If not paid to donor, then still a gift but not eligible for med/edu exclusion. Still can get the annual exclusion if available. 

4. Didn't pay to directly to doctors so no med exclusion, so 4,000. 

5. Qualifies under 2503(e) exclusion. 

A. amount reimbursed does not qualify under 2503(e), and amount reimbursed must be paid directly to donor to avoid gift. If paid directly to sister, then D's contribution is a gift, must use annual exclusion.

6. 2513-- Split gifts from spouses:

Elective, treated as though gift was made 1/2 from each spouse.

-each spouse must be a citizen of the US, and must be married and not remarried to someone else within the calendar year.

-spouse must not have a general power of appointment (prof says this part is dumb and unnecessary). 

-must signify consent on each other's tax return or on their own tax returns. 

Time limitations: April 15 to show consent, but if not shown then you can elect a gift split until one spouse files a return. Can't wait until notice of deficiency to show consent. 

If election is made, then tax liability is joint and several. 

ELECTION MUST APPLY TO ALL GIFTS MADE THAT YEAR BY THE SPOUSES. Can't pick and choose. 25.25-1(b)(5)

If you can't value it, then you can't split it. 25.2513-1(b)(4).

State law limitations on spouses (dower curtesy, prenups) are irrelevant to gift splitting. Rev Rul. 55-241, 1955-1 CB 470. 

See 25.2513-1(b)(5).

A. 2523--prof warns that IRS may get pissed. 

Property given to spouse in deductible in full. --2523.  

2522--outright gift to charity is deductible. When you give less that the total value of the property then you have to follow the statutory formula. See regs. Very complex.

---

PROBLEM 4 --ESTATE TAX

2031(a)-basic provision for determining gross estate:

All property real personal tangible, intangible.

Exceptions 2032A, 2701-2-3-4

--valuation is generally made at time of death--2031(a0

-election of alternate valuation date that is generally 6 months after death with many exceptions--2032

2033-2043--give guidelines and provisions of what is to be included in gross estate. Most broad is 2033--'all property owned by decedent at death" The rest all focus on specific items. 

The value of gross estate shall include the value of all property to te extent of the interest therein of the decedent at the time of his death. 

Two related analytical issues that need to be kept separate and distinct:

1. Issue of what is in and what's out of gross estate; and

2. Valuation issue.

#1.

A.  Yes, 100k,  section 2031(a); 2033

B. Same 

C.  No interest in the house, not included in gross estate.

D. 2033-- part of gross estate.

E. Had an interest, an enforceable right at time of death--2033 regs 20.2033-1(a) & (b)

for income tax capital asset, the right to collect income is not property. The right to interest, and the right to rent are not property for income tax---These cases do not apply for estate tax purposes.

Also see 691--whenever a decedent is entitled to income, but was not received as of date of death, it is treated as income in respect of a decedent and whoever receives this income must report it on income tax return despite that it is reported as income for income tax purposes.

F. Not property because he was not entitled to it. Text 4.05[4]; rev rule 65-217; 1965-2 CB 214.

If decedent has no enforceable right to bonus but there is a certain course of conduct by the employer, then it may be included as income in respect of a decedent --rolert trust

---

Missed class—need 1G through 4C

-----

4D. Includable up to D's interest since they are tenants in common.

E. Interest terminates at death under joint tenancy and therefore there is no interest to transfer. 

F. D's income interest terminated at his death, so there is no interest to be transferred.

G. Remainder interest is not terminated therefore the interest continues into D's estate. Use a rate schedule (actuarial tables) based on A's life expectancy to value the interest.

H. No more includable under Section 2033 than if it were a life interest or contingent remainder includable under 2033 than if it were a life interest or contingent remainder cut off by his death.

I. vested interest, subject to complete defeasance, condition subsequent. Hard to value, but it is an interest nonetheless. ---rev  rule 67-370, 1967-2CB 324; and p 4-113 of text.

J. Contingent remainder, didn't meet the contingency. Not includable. D could also use qualified disclaimer under 2518.

K. Unpaid portion is a contingent interest and death terminates the interest. However, must show compensation for the contingency and not just a testamentary substitute. See estate of moss, and see estate of frayn, 98 TC 341.

L. Includable. Bequest of 500K.

5. No, wrongful death stat applies to interests of relatives. Decedent has no interest. Survival statute doesn't apply because interest is not at the time of death. It is after death. Connecticut bank and trust case.  

---miss---

PROBLEM 4

2040(a)

 missed first 10 mins

2040(a) applies to property held as joint tenants with right of survivorship or as tenants in the entirety. Or joint bank accounts. Any property co-owned w/ right of survivorship. Does not apply to tenants in common.

Most issue is figuring out contribution exclusion.

Exclusion = FMV DOD X survivor's consideration / total consideration (+ capital improvements)

Burden is on executor to prove that survivor contributed an exact amount. Prof. says that even where the court knows a survivor contributed, if executor can't meet burden of proof, they will include the entire gross estate, Estate of Van Tine v. Commish, 76 TCM 530 (1998).

2040(b) --husband and wife who have a qualified joint interest  will split it 1/2 of value in gross estate. To qualify, Husband and wife must be the only joint owners.

Under 1014 only property that is included is going to get a step up in basis. Where only 1/2 of the property is included, then 1/2 of the property will get a step-up in basis.

1. 300 k includable 2040(b)

A. Entire amount 2040(a)

2. Under 1 you'd have the same amount, under 1(a) there would be 0 contributed because D paid for it all. But burden of proof would be on D's executor.

3. Each owns 1/2 in tenancy in common so 1/2 would be includable. 

4. joint bank accounts are includable, professor's question is whether a brokerage account also applies. Stat applies to "deposits with someone carrying on the banking business." Under banking laws, finance companies and credit unions are not banks. Very little authority, but prof says not clear in the brokerage situation. However, regs expand statute by stating, "deposit of money, or a bond or other instrument." Prof says open-ended and unclear. Bidker and Lakin state that it is virtually certain that the statute reaches all joint accounts with commodities, brokerage houses, credit unions, etc. Only authority is Rev Rul. 69-148, 1969-1 CB 226.

Professor says that probably can't get out of 2040.

5. Not a qualified joint interest because there is a third party. 2040(b)

6. split it down the middle. can change form of ownership then out of 2040. Sometimes may matter as a planning device. Estate of sullivan, 175 f2d 657.

7. Reg 20.2040-1(c)--Example 7. If inherent property into joint ownership, then it's just pro-rata.

8.a. If d provides the entire purchase price, then the entire amount is included in the gross estate.

B. (50/150) X 600 = (1/3) X 600

C. 20.2040-1(c) example (4)--can't use this as a method to avoid the tax.  

Prof says, what if C and D had checking account, D put money in the checking account, and then C used it to contribute. Major tracking problem. The theory in example 4 is simple, but in the real world it is difficult to track money.

D. Example 5 -- If C saves income, then it is C's contribution even though the stock originally came from D.

E. 2040-1(c) example 4--the fact that it is appreciated property doesn't change anything.

F. If C sells it,then his proceeds are income and what e contributes from it is C's contribution. Professor says this raises issues, ex. Is the contribution 45k or 50k? Rev-Rul. 79-372 1979-2 CB 330 p. 4-243

Endicott trust v. US 305 Fsupp 43..big issue (check it out)

G. 

(50/150) X 80 = exclusion

Inclusion = 160

Professor says this is not fair because the formula does not take inflation into account or te time-value of money due to the ability to collect interest.

--

2038: Revocable transfers

2038, 2036, 2037: all go together.

Includes gratuitous lifetime transfers, but with some control by grantor at the time of death in the gross estate. Meant to cover testamentary substitutes and quasi-testamentary powers. 

-not necessary that decedent can get property back, just that decedent could decide who would enjoy the property and when.

Requirements:

2038(A)(1)- includes that value of any property which the decedent made a gratuitous transfer

And where the enjoyment thereof was subject at date of death to any change through the exercise of a power by decedent or other person in conjunction therewith,  to alter, amend, or revoke or terminate, or where any such power is relinquished within 3 years prior to decedents death.

Only the portion of the property over which the decedent has power, is what is included in the gross estate. 

2038(a)(1)--applies to any transfer, whether by trust or otherwise, that was not the result of a bona fide adequate sale

Typically you do not see consideration in these situations, because who is going to pay for an interest that can be taken away.

Other arrangements still within 2038:

-gifts to minors

-promise to perform as employee where part of consideration is a death benefit. 

-if proceeds of life insurance is left with company as part of a settlement where remainder will be designated to beneficiaries-- Morton's Estate, 12 TC 380 (1940).

For 2038 to apply, the property involved must be transferred by the decedent.

Prof's hypo:

D transfers prop to A.

Then after, A transfers property to a trust, and appoints D as trustee, and powers o trust are within 2038.

Assume that transfer was bona fide, not within 2038 for D's estate. 

Estate Reed v. Commish, 75-1 USTC 1303 (1975); estate of Skifter, 468 F2d 699 (2d Cir 1972); Rev. Rul 84-179.

Enjoyment of property at date of death:

Even if decedent has 2038 power, nothing gets pulled into the estate unless enjoyment of the property is involved. For example, decedent reserves the power to change the lawfirm for the trust. Closely related issue: What if power is phrased as an administrative power, and looks like an administrative power, then you must still do analysis, because if affects the enjoyment, then it is within 2038.

Existence of power at date of death. Prof says this is avoidable if make power contingent on 30 day notice or something, and when decedent dies without giving notice, can make the argument that waiting period or notice requirement can defeat the existence of power at the date of death.

2038(b) says that you can't get around the requirement via a waiting period or notice requirement. However, in valuing the amount to be included under 2038, if there was a waiting period, then it can be used to discount the value of the property included in the gross estate.

The owner is considered regardless of when or from what source power was acquired, regardless of whether you exercise the power jointly or alone, regardless of whether it was reserved at the time of the transfer. If power is given to trustee solely, and decedent doesn't have it, the trustee dies, and decedent is appointed trustee as a matter of law, then 2038 will apply again.

If decedent power is subject to "judicially enforceable external standards" then the question becomes whether the decedent was actually given totally discretionary power over enjoyment, or if all powers are regulated by court, then no 2038 power.

If D's power comes into existence upon some contingency beyond D's control, then if contingency did not occur by D's death the no 2038 problem. 

If decedent has power that is exercisable together with another person, then the power is deemed to exist even if other person has a substantial adverse interest. 

Ex. Power exercisable only by D and A together, even if A would never agree because it would e taking something away from A, still deemed to e an exercisable 2038 power by D. --Reg. 20.2038-1(a)(2)(i)

Once power exists, it's release within 3 years of death nevertheless result in its inclusion in the gross estate. 

Prof says: reg involving transfers in contemplation of death and adequate ad full consideration is outdated.

PROBLEM 6:

1. A.- all is included because the entire trust property is revocable.

B.  Only the remainder interest is includable in gross estate, the income interest to A is not included.

-non beneficial power- D cannot get the property for his personal benefit. Also, can only be exercised in favor of one of 4 siblings. Nevertheless, that is enough under 2038.

C. Income interest included in gross estate, but not B's remainder interest.

D. control over the entire property and eliminate either A's interest or B's interest, so the entire property is included.

E. Only altering the remainder interest. Very complicated: exact example on p 4-199. Unclear how this is not a "time or manner" . Professor says "that's just the way it is." Fine be me since it is beneficial to TP's.

F. settlor maintains control over time for enjoyment which is enough for 2038 to apply even though beneficiary s not affected. 20.2038-1(a)

2. A. Changing only the remainder interest, same as problem 1e, so only remainder interest would be included and the actuarial value of the life interest would be excludible.

Prof. Side question: for estate and gift tax purposes, does the tax law treat an individual as the same purpose as his estate, or as separate tax payers like the income tax does? He will write an article

B. Reg says that the income interest is included in the gross estate, and the remainder is not included. Really same as 1f. --20.2038-1(a) 

3. It doesn't matter what the source of te power is, whether revocable by accident or mistake doesn't matter.

4. No, 20.2038-1(a)(3)-- it doesn't matter what capacity D holds the power. If he holds a discretionary power as trustee, then it is still includable.

5. A. No, The trustee's discretion to allocate income or principal should not be regarded as changing beneficial interests, generally, but it may be a 2038 power if it is too substantive. 

B. depends if the power is validly expressed in such a way to foreclose restraint by a court of equity.

6. A. Not within 2038 because power is not discretionary because it's up to the court.

Jennings Case--> 2 powers given to trustee:

1. Power over income for benefit, maintenance, support of the individual. Essentially absolute discretion. Power was exorcised in favor of one of the sons.

2. Power to invade corpus if one of the beneficiaries has prolonged sickness,  injury, or extraordinary financial hardship if trustees deem it as an emergency.

Re: power to invade corpus--> trustees had no discretion to act because the power doesn't exist because it was subject to a contingency that never arose. If the contingency does arise, then the power exists and 2038 applies.

Re: power over income: court held that the power was based on determinable standards that could be enforced. It was not truly discretionary because the court could order the trustee to distribute the income based on those standards. Hence, if the trustee must make the distribution, then not discretionary.

Maintenance, education, support, Health (MESH powers) are typically deemed to be determinable and therefore not 2038 powers. Even within power deemed to be determinable.

25.2511-1(g)(2)-- gift tax regs that that give examples of determinable standards.

B. within "best interests" is totally subjective and therefore discretion.  

--Hurd, 160 f2d 110, ascertainable may vary between the jurisdictions.

C. Within 2038 because it applies even if the power is exercisable with another person. 

D. 2038 does not apply if decedent’s power can be exercised with the consent of all parties. 20.2038-1(a)(2)-- and if it adds nothing to local law. Hence, this power exists at local law anyway, so writing it in the trust is just spelling out a power that already exists at local law. However, if this power doesn't exist under local law then it does fall under 2038.

7. 20.2028-1(a)(3) and 2038(b)--exact situation under 2038(b). Corollary is that although this is included in 2038, in determining how much is determined in the gross estate, the notice requirement is taken into consideration for valuation purposes. If one years notice is required, then it is actuarially discounted for one year. 

A. If within three years, then it is in contemplation of death and therefore is included under 2038(a)(1).

B. 2038 not applicable because the contingency did not occur before death. 

8. Not included if power is held solely by someone else then not icluded because of 20.2038-1(a)(3)- HOWEVER, if D can remove the trustee and replace himself as trustee, then it is considered an exercisable power. 

---

2036-

Gross estate shall include value of all property to the extent of an interest therein of which decedent makes a transfers and to the extent that the decedent keeps a specified interest for any of the specified time periods.

Specified interests:

1. Possession or enjoyment of property or the right to income from the property. (beneficial interest) or (interest in property)

2. The right to designate who shall possess or enjoy the property or who gets te right to designate who gets. (non beneficial interest) or (power over property)

Specified Time periods:

1. D's life

2. Any period not ascertainable without reference to d's death.

3. Any time period that in fact does not end before d's death.

Amount includable in 2036 is the entire property in decedent had an proscribed interest in the entire property. 20.2036-1(a)

D --> T --(life)-> X -(rem.)->Y estate

If decedent has power over income for  entire property, then it is all included in gross estate, if only power over % of income, then only that % of income is included. (Confused, choking on pretzel)

Do not include the value of any outstanding income interest which: 

1. is not subject to D's interest or power, and

2. is actually being enjoyed by beneficiary t the time of D's death

Prof says that if power is expressed in a $ amount then you must convert into %.

Estate of UHL, 241 f2d 867 (7 cir. 1957)

-2036 applies to any gratuitous transfer whether or trust or otherwise, same as 2038.

Under the regs 20.2036-1(a)--interest is deemed as being retained by D if at the time of transfer there was an understanding that the right would be conferred later on, then gets pulled into gross estate.

2036(a)(1)--includes right to posses or enjoy property. Includes non-income producing property, i.e. Work of art, residence. Includes a right even if never exercised. Satisfied when income from property is used to discharge D's obligation. Typically arises when income is used to support D's dependent. Basic approach is that 2036 is triggered only if income is used for support. Estate SCHEIDE, 6 TCM 1271 (1947). If independent trustee who has discretion as to whether or not income goes to the support of D's dependent is outside of 2036(a)(1), if not mandatory to be used for D's obligation, then not within 2036.

If obligation for support doesn't exist at the time of D's death even if existed at creation of trust, then out of 2036(a)(1)-- PARDEE v. Commish, 49 TC 140.

If in excess of amount needed for support, then not considered support and outside of 2036(a)(1).

If trust set up for alimony, and trust set up to pay D's obligation of alimony then you have a 2036 problem, but if you discharge the support obligation in exchange for a trust with income payable to ex wife  the you are OK.

The right to vote stock is considered "enjoyment" of the property---

---

2036 (con't)

2036(a)(2)- power over property where right to designate who posses or enjoys the property, or who gets income. Also applies to non-income producing property. Does not distinguish between broad or narrow powers. Applies where the choice is between paying an income interest to a child or accumulating it until child is 21, O'Connor, 54 TC 969. Also see text at 4-158-159 where authors are critical of cases that hold that timing constitutes a 2036 power. Also see Industrial Trust, 165 F2d 142. Not all courts accept the timing approach.

Applies even though subject to a contingency beyond the decedent’s control which did not occur before D's death 20.2036-1(b)(3). 

Under 2038 if contingency did not occur, then not included in gross estate. 2036, however, ignores this distinction.

2036(a)(2)--Applies even though power is exercisable only with another person with an adverse interest. 20.2036-1(b)(3).

Applies also if exercisable only in a fiduciary duty. 20.2036-1(b)(3)

Where there is an external judicially enforceable standard, then the trustee is deemed not to have discretion.

Where only exercisable by a third party, then donor is not deemed to have the power. However, where donor can appoint himself  trustee in the case that the current trustee becomes incapacitated, then the contingency will be deemed to have happened and donor has power. Likewise if donor can appoint trustee, then donor has the power. 

However, if donor can remove trustee, and appoint new trustee, but can't appoint himself trustee then no power for 2036 purposes .Rev. Rul. 95-58

Time periods:

Three time periods:

1. Life interest-

2. Period not ascertainable without reference to decedent’s death. Ex. Where donor has life estate, but is not entitled to income for the quarter in which he dies. 20.2036-1(b)(1)(i)

-Life state to x and upon x's death, a life estate to B. 20.2036-1(b)(1)(ii)

-Income interest to D for life then to X.

3. Period which does not in fact end before D's death. 

PROBLEM 7

1. D--> Trust--(income)-->A or B--(remainder)-->C

This is a power under 2036(a)(2).

2. --doesn't get picked up under statute. If a 3rd party has the powers then it is not a problem. 

2a. In this case D would be deemed to have all the powers for 2036. 20.2036-1b3

2b. Reciprocal Trust Doctrine--estate of grace. This scam doesn't work anymore...too bad.

But if the numbers don't match up or different types of assets, then it becomes difficult for IRS to trace it.

3. House would be included in the gross estate. Rev Rul. 71-55:

The retained interest need not be legally enforceable, it can be express or implied.

Rev Rul 78-409:

Even if transferee lives there too, is the absolute owner under state law, and pays all expenses, if D lives there rent free, then he has full use and enjoyment and entire house will be included in gross estate. 

However, implication that if enjoyment can be proven that it was limited to a specific portion, then only that portion would be included in gross estate. Not proven yet.

Does not apply between spouses Rev Rul 70-155

Sometimes you want to trigger 2036. To get Medicaid they need to get rid if their assets. They give the house away. If outright gift they get no basis step up but have huge capital gains problem looming. If retain a 2036 power and property gets pulled into estate, then you get step up in basis. 

Maxwell case:

Sale by mother to kid of mortgaged house. Kid paid mortgage interest and kid leased back to mother and rent payments equaled the mortgage payments. Court held that is was included in gross estate. 2nd circuit case and it sux.

Professor says this result is lame. 

3b. Retention of the premises, but comes via a lease agreement. Professor is not so sure that this constitutes a 2046 problem. Court considered the situation in the Maxwell case a sham. But professor says that you need some place to live. So what's the problem with renting your old premises assuming it is at FMV. Professor says Maxwell may be distinguishable. Just keep in mind that this situation raises issues in medicaid planning.

4. no gift element here. Need a gratuitous transfer to trigger 2036.

4a. Not necessarily, you have to look to see if there is a gift element. Will look suspicious. Courts will look for 2036 problems. Lazarus, 513 f2d 824 (9th cir); Bigsby, 58 TC 757.

However, private annuity allowable if:

1. Not dependant on earning from property transferred

2. Not secured by property transferred

3. Personal obligation. 

Becklenberg, 273 f2d 297 (7th Cir. 1959).

5. Retained use or enjoyment

6.A. Within 2036 gratuitous transfer. Under 2036 the entire amount is included in gross estate. Under 2038, only the amount of the interest is included.

B. Same result as A.

C. Support may be an obligation and thus to the extent it is an obligation, it is included. In real life, this will be a problem. You will have to show that it goes beyond the duty to support to get out of 2036.

D. Not a 2036 problem unless there is a support obligation. No benefit to D, and therefore no retained power by D. The fact tat it can be used for support, or even if it is used for support, it is irrelevant because it must be designated in the trust document as support for the 2036 problem, Shyde, 6 TCM 1271

E. not used to satisfy a mandatory obligation of D, so not included in gross estate.

7. see book p4-157.

Book says this is a timing issue and should not be within 2036, instead should be in 2038. But cases hold otherwise, Struthers, 218 F2d 810; Alexander 81 TC 757,763. If third party has a remainder interest, then clearly a 2036 issue.

8.A. clearly 2036, but the amount included is the corpus minus the life income interest that is presently being enjoyed over which D has no control. 20.2036-1(a)

B. No difference 20.2036-1(b)(3)(ii)

C. No difference 20.2036-1(b)(3)(i)

D. No difference 20.2036-1(b)(3)(iii)

E. No discretion here. Purely administrative action by trustee, and therefore no 2036 problem because D can be forced by court of equity.  Jennings v. Smith (supra).

9. 2036(b)-anti-Byrum provision. Byrum case held that retention of voting power of stock is not within 2036, and congress amended statute to include if stock meets one of two requirements within 3 years of decedent’s death:

1. If stock represents possession of 20% of the total combined voting power of all classes of stock, or

2. If D had the right to vote alone or in conjunction with someone the same amount of stock.

Ownership is determined by section 318 which is a constructive ownership provision. Sometimes treated as owning stock owned by spouse parent, child, grandchild. Or pro-rata share of what partnership owned, pro-rata share of what estate owned that you are a beneficiary in, or share of stock that a corporation owns if you own 50% of the corporation. 318 applies only to determine of corporation is a "controlled corporation", it does not determine valuation of stock given away. If D gives away 5% of stock but is imputed to own 20% under 318, only 5% is included in the gross estate. If the right to vote is relinquished or terminates within 3 years of decedent’s death, it still falls under 2036.

10. A. Lifetime-yes

B. ascertainable without reference to D's death. No problem.

(i) Does not end before D's Death, so it is included.

(ii) Not ascertainable without reference to D's death.

C. Included

D. Not ascertainable without reference to D's death...Included.

---

Ambrosio, Wheeler, and Magnin: Cases assigned for 2036--

As long as you get the full value of what you are selling, then you can avoid 2036. TC may not follow these in the future. (check this out for final).

---

Estate Freezes: Chapter 14 of IRC: 2701,2701,2703...

See text chapter 19:

Ex. 

$1,000,000 biz. In corp form.

To achieve estate freeze, then you should issue preferred stock in addition to common stock. Make the preferred equal to the current value of the company: give it lots of rights and options. 

Make preferred = 990,000

Common = 10,000

However, when biz grows, the preferred doesn't grow with it because it is fixed. So when company grows to 10million, the preferred is still 990,000, and common is worth 9,010,000. Thus, when give or sell the common stock, really only giving away a future interest. 

However, things got changed.

Where you split ownership into static and growth areas, any interest that is contingent or has to be enforced is worth $0, only get interests that are paid out. Thus, the value of the preferred will be treated as 0 and the common will be treated as 100. Likely to have a full gift if you try this. 

----

2037- 

Prof says it is the least satisfactory and is difficult to grasp. Not very concrete.

Aimed at including quasi-testamentary interests in the estate. Directed primarily at situation  where decedent has retained more than a minimal reversionary interest in the property. AND there is so interest that ca be obtained only by surviving the decedent.

Elements:

1. Included in GE is the value of all property gratuitously transferred, in trust or otherwise, if possession or enjoyment of property can be obtained only by surviving the decedent AND 

2. Decedent retained a reversionary interest in property whose value is greater than 5% of the total value of the property. 

2037(b)--exception: despite the above, there is no inclusion in the GE if any beneficiary could have obtained possession or enjoyment of the property through the exercise of a general power of appoint, if that power was exercisable immediately before death

The amount included in 20379a) is the amount that is dependant on surviving the decedent.

Ex. Property by D to trust. Income to W for life. Remainder to D, if alive, if not, then to child and child’s estate. 

In this case, because child can only get by surviving D, and D has a reversionary interest. So the value included will be the value of the interest that can be obtained by C for surviving the decedent. Not the full amount. 20.2037-1(e)(example 3).

Ownership of interest--language used to clarify that only applies to interest that is contingent on surviving the decedent...... Not applying to any other way of getting the property, e.x. Inheritance, etc. 

"only" in 2037(a)--if there is another way of getting the property besides surviving the decedent (alternative conditions), then 2037 does not apply. 

However, if the even is "unreal" based on facts and circumstances, and decedent actually dies before the event, then you are still in 2037.

If there is a dual condition, where one of the conditions is surviving the decedent, 2037 still applies because can't get the property unless you survive D.    

Even if surviving D is not an express requirement in the instrument, but if it is actually a requirement by the facts and circumstances, then you may e within 2037. 20.2037-1(b); text 4-185.

A reversionary interest: either the property may come back to D or D will get some power of disposition. However, income, or the power over income is not included as a reversionary interest. 

If D is able to enforce rights and trustee must act in D's favor, then the power is included. If trustee has total discretion, then not included.

Gap: power over the property, but can only be exercised in conjunction with someone else. No authority, unclear what would happen.

Valuation:20.2037-1(c)(3): 2037 applies only if value of D's reversionary interest exceeds 5% of the value of the entire property. 

Values for 2037 are always at the moment of death, even if executor elects alternate valuation. If the reversion applies to only a portion of the property, only the portion will be included. If the issue is the D has power over the property, rather than a beneficial interest, you still value as though D had a beneficial interest. 

When valuing D's reversionary interest, ignore the fact of D's imminent death, health and medical condition. Look at actuarial tables. 20.2037-1(c)(3) and text at 4-190.

If reversion in only a fraction of the property, than you value whether that fraction is worth more than 5% of a proportional fraction of the property.

See also 4-184 n. 12 : beneficiary doesn't really mean beneficiary.

----

Missed class 3/28

---

4/2- buy/sell agreements:

Different variations but usually an agreement to buy partner or other shareholders out when one dies.

-the agreement may be between the shareholders, or may be a redemption to corporation, or may be sold to third party (children).

-it assures an available buyer of closely held entity and biz continues, it also sets forth a fair pricing mechanism. 

Different types of buy/sell agreements:

One type: mandatory on both sides. Estate must sell, ad the other party to the agreement must buy.

Less rigid arrangement: estate gets option to keep the stock or to force the other party to buy, i.e. A "put".

Another variation: the right of first refusal. Estate can keep stock but if sells then the other party gets right of first refusal.

2703: governs agreements options rights restrictions entered into after 10/1990--

2703(a)- property is to be valued for estate gift and generation skipping without regard to any option agreement or right to use the property at a price at less than FMV or without regard to any restriction on the right to sell or use the property. Essentially, it gets valued at FMV regardless.

2703(b)- major exception to 2703(a):

Will not apply to bona fide biz arrangement

-Not a device to transfer to family members at less than FMV

- terms comparable to similar arrangement entered into at arm's length transactions

25.2703-1b(3): Safe Harbor in regs.

2 conditions:

1. More than half the value of the property subject to right or restriction is owned by non-family member of transferor.

2. The property owned by the non-family member must be subject to the right or restrictions to the same extent as the transferor.

 20.2031-2h-old rules that apply to pre 1990 agreements. --buy sell agreements are enforceable and either determine value for estate tax purposes if:

1. Decedent was restricted on lifetime disposition of the property, and

2. Estate was obligated to sell, and

3. Bona fide biz reason for agreement not a testamentary device, and

4. Agreement must set a reasonable price or reasonable method for determining the price, and

5. Must be valid under local law.

Mutual Funds, 2 types:

1. Open end mutual fund, typical fund.

-willing always to redeem shares at asset value and to sell shares at asset value. Valuation method is just the going price the fund is paying to redeem shares--20.2031-1(d?)

2. Closed end fund-- corporation or trust that raises capital by selling stock ad then invests the capital in a market portfolio. The assets of the closed end fund is the stocks and securities of other companies. The entity doesn't redeem and sell shares, but is offers them like stock and then the shares trade on the market or are closely held. Value is resale value.

Life insurance or annuity on the life of someone else--20.2031-8a &b

-If dealing with commercial contract that is fully paid up, the valuation process is to find what this company would charge for a similar paid up policy, e.g if the decedent owned the fully paid up policy on the life of spouse then the value would be what the company would charge for a similar policy on the life of a spouse. 

When the policy is not paid up then you value on the "interpolated terminal reserve value". Ask the insurance company and they will give you the appropriate numbers, they are geared for it. Don't try and figure it yourself.

Life estate remainders and other annuities: 20.2031-7

-regs get updated from time to time and the latest update is as of 5/1/99

The earlier numbers for the earlier time periods is 20.2030-7 which gives you the numbers for the past years. 

2032A (don't need to know)-special valuation for real estate used for farm or for other commercial uses. Instead of determining an objective FMV for that type of real estate, you can value it at its current use. 

Chapter 14: special valuation rules 

2057- special break for qualified family owned business practices. Deduction that lets you value the biz by an amount less than the FMV of the biz, permits you to exclude part of the valuation. Schedualed to phase out by 2003. 

2031(c)-qualified conservation easements- can get a value lower than FMV if you have certain animals or something, so that you don't raze the property.

2032- alternate valuation date--main purpose was to permit alternate valuation date when the value of the property declines sharply immediately after the date of death. Goes back to great depression. 

2032(a) executor can elect to value property at alternate dates rather tan the date of death. There are multiple dates depending on whether property is disposed of in the 6month period. If disposed of then you use value of the date of disposition otherwise you use the value 6 months later. 

Major focus is that this is just a valuation provision to reflect changes in FMV. It does NOT affect what is the gross estate and what is outside the Gross estate. Similarly if certain property declines in value over time, this provision was not designed to give you a break for that type of property, e.g patents about to expire.

-it eliminates changes of value that occur due to mere lapses of time.

Third big thread is that it is possible that sometimes the use of the alternate valuation date will duplicate a reductions for which a deduction was available under some other provision, ex. Casualty loss under 2054, ..et a casualty loss, but if you elect alternate valuation date then you are also getting reduction in value so 2032(b) says you can't "double up" if you already get the benefit of casualty loss then you can't use the alternate valuation date of 6 months later.

2032 is elective, not mandatory, the election must be made on the tax return and is irrevocable once made. No election may be made if the tax return is more than one year late. Election must be made with respect to all property in the gross estate. It is not a selective election. The election can not be made unless it results in a decrease in the value of the gross estate. Cannot use as a step up in basis to step up value.

Where property is owned 6 months past the date of death then 6 months becomes the alternate valuation date 2032(a)(2)

If property is distributed, sold, exchanged or otherwise disposed of within 6 months from the date of death, then alternate valuation date will be the date the property is disposed of. Example: the estate owns 100 shares of stock 25 shares are sold 45 days after date of death, with respect to those 25 shares will be their value 45 days after death, if the remainder is sold 50 days later, then the value of those shares will be the value 50 days later.

20.2032-1(C)(1)- disposition is broadly construed to include any way the property ceases to be part of the gross estate.

-caveat- some tax free exchanges where there is a fiction that the old investment is continuing on even though there has been a change in form. Ex. Somebody transfers property to their corporation in exchange for stock and you own that biz section 351..treated as a non-recognition event. Same as other stock for stock exchange. When you have one of these changes in form do not count as disposition and the new form will continue to be part of the gross estate. 

Property is deemed distributed on the earliest of one of three time periods:

1. The entry of an order or decree of distribution that later becomes final,

2. Segregation or separation of property so that it becomes unqualifiedly subject to the demand of the distributee, ex. If executor can divide the property and determine who gets what, and distributee can demand payment.

3. The actual payment or turning over the property to the distributee.

-20.2032-1(c)(2)

When property is disposed of by contract:

-deemed to be disposed of when the contract is entered into unless the contract is not later carried out substantially in accordance with its terms or unless there is express provision in the contract that explicitly states a time period that will govern. 20.2032-1(c)(3)

-on income tax side the rule is different: not when contract is entered into, but when the benefits and burdens of ownership have been transferred. --very difficult 

Rules different for income tax and estate tax--

Whoever owns the property included in the gross estate is the person we look to determine when the property is sold or otherwise disposed of. Usually the executor or trustee. 

Conceivably if an heir gets property directly under local law, then the property is included in the gross estate and when the heir sells it will be the date of disposition. Same with joint tenant who take under right of survivorship, when joint tenant disposes of it. 

Included and excluded property:

The alternate valuation date does not affect whether property is included or exclude, just affects the VALUE of included property--20.2032-1(c)

Income earned after the date of death is not included in the gross estate and will not be considered in the valuation 6 months later.

Types of property:

Interest bearing obligations(debts)--principal amount of the debt is included and interest accrued up to the date of death. Interest accrued after date of death is post-death income. If interest is paid back to principal after date of death value would e reduced so you include that payment in gross estate to keep value the same.

if pre-payment of interest that goes beyond the alternate valuation date, then anyone who buys property will get interest for next year, so value of property is reduced by pre-paid interest. Property will still be included in gross estate at value before pre-payment 20.2032-1(d)(1) 

Rental : 2032-1(d)(2)

Non interest bearing:

Only accrue discount up to date of death. No additional discount for 6 month period alternate reg. 20.2032-1(d)(3)

Stock 20.2032-1(

-record date of the dividend governs if the record date is before date of death it is included in gross estate, if record date is after the date of death not included, record date determine when holder is entitled to the dividend.

Exception: Extraordinary dividends: will be included in the gross estate if the effect of the dividend changes the nature of the underlying shares, except to the extent that the extraordinary dividend is paid out of post-date of death earnings. 

20.2032-1d4

Ex. Partial liquidation, you can distribute proceeds and redeem shares, the there is no question that it is a disposition of property. But if you don't give back stock to company, and decedent’s 100 shares reflect a biz that sold a whole third of it's biz. Now shares are only worth 2/3 of the biz, so the shares reflect an extraordinary distribution that is included in the gross estate UNLESS that distribution came from solely post date of death earnings at the corporate level (prof says not likely to happen)

Valuation changes due to a mere lapse of time- any interest affected by mere lapse of time is included at date of death value. Life estates that reduce n value as time elapses or a value of a patent, etc. 20.2032-1(f)

Example with patent. Use remaining life as it were still the date of death, do the same with annuity actors life estate etc.

Normal assets that depreciate are ignored. 

Special rules:

Don't get deduction if alternate valuation date takes into account additional loss in value deduction (ex. Casualty loss) 

For charitable and marriage deduction the property is valued at date of death , with alternate election possible, but don't take into account change of value due to the occurrence or non occurrence of a contingency. 2032(b)(1)&(2) 

PROBLEM 10 

1. Yes, 2032(a). Issues as to whether it will decrease estate tax since there will be no estate tax under 1 million exclusion. There is a requirement that it reduces estate tax.

Just because one of the assets has appreciated is irrelevant, only look at overall estate.

B. No, 20.2032-1(b)(2)- election is all or nothing, can't pick and choose assets.

C. No, 2032(c) states that the total value of the entire estate must be less at alternate valuation date than at the date of death in order to be able to elect.

D. Would be valued at 150K under 2032(a)(1)- if property is disposed of during the 6 month period, the date of disposition is used in valuation under alternate valuation election.

E. Conversion of an asset to cash forecloses any further concern about market fluctuations, and the original property ceases to be part of the gross estate at the date of the disposition.

F. Value at the date of distribution- 20.2032-1 (c)(2)(iii).

2. A.- general rule for dividends is that the record date governs. In this case 1/31. Thus, since record date is after date of death so nothing is included in gross estate. With a preferred shareholder, who is entitled to dividends it is still not automatic and these still has to be a declaration because it is not automatic unless you have creditor status.

Exception: if this were an extraordinary dividend, that impacts upon the value of the underlying shares (ex. Partial liquidation type transaction), then must escape tax if they are paid out of earnings accrued after the date of death. 

B. The principal of the bond itself and the interest accrued as of January first 20.2032-1(d)(1)

C. Excluded property 20.2032-1(d)(2)

D. Included and valued at date of payment. 20.2032-1(d)(2); 20.2032-1(d)(1), makes sense because it decreases the resale value of the property, i.e., the right to collect rent no longer exists for a year and the property is worth less.

E. Valued at 15k, increase due to premium payments or interest is not included--Rev-Rul. 55-379 see text 4-41. This makes sense because just an increase in investment.

F. Full value included because an external event occurred that increased value to face value. See text at 4-41.

G. Use the .160 figure because don't reflect change in value due to a mere lapse in time. Of course it will change over 6 months time. So you use the factor for 50 years old.

20.2032-1(f)

And the obligation itself is to be valued at the subsequent valuation date without regard to further increase to amortized discount. Hence, you would use the 800k amount also.

MARITAL DEDUCTION:

2056: very important

Originally came into code in 1948 to roughly equalize the treatment of people in non community property states with community property states. In community property states, on the death of a spouse, only half the property was included in the gross estate. 

Marital deduction where people i non community property states the marital deduction was 1/2 of the gross estate to equal community property states.

Then a minimum was thrown in:

The greater of 250k or 1/2 the GE.

So small estates had no estate tax.

New system, Unlimited marital deduction, no tax on the death of the first spouse, and the gov't would get its money on death of second spouse. 

Terminable interest rule: unlimited deduction only works if there is something to tax on death of second spouse. To insure the government that when the survivor dies the gov't will get its money, it created the terminable interest rule...

When people die in 2010, when estate tax lapses, any surviving spouse who dies in that year will escape tax completely. But carry over basis so you will get hit with income tax rather than estate tax.

2056(a): deduction in determining the taxable estate:

Allowed for the value of any interest in property that passes or has passed from the decedent to the surviving spouse but only to extent that the interest in included in the gross estate.

2056(b): two general types of restrictions:

1. No deduction available for certain terminable interests. There are exceptions.

2. "belt and suspenders" - were an interest passing to the surviving spouse may be satisfied by a pool of assets and included in the pool is a non-deductible terminable interest "bad assets", the amount of the deduction is reduced by the amount of the bad assets. 

Ex. -5 million in cash in pool

     -100,000 in terminable interest assets.

If 1 million is to go to the spouse, even if all of it will come out of the good assets, the marital deduction is reduced by 100,000.

2056(b)(4)- valuation- use date of death or alternate valuation date for valuing the property when it gets transferred. 20.2056b-4a.

In determining the deduction, any interest going to surviving spouse must be reduced by any taxes, encumbrances or obligations to which the property is subject.

With respect to taxes that reduce marital deduction, the rule is that the marital deduction gets reduced if the taxes and other amounts are chargeable against the marital property regardless of whether such property is actually used to satisfy the estate tax. The bottom line is that when drafting wills, must be very careful that taxes and other charges come out of non-marital property. If possibly chargeable against the marital property then the marital deduction will be reduced.

Can't lose sight of main obligation: if property has increased in value after drafting the will  and a huge estate accrues on death, you may have wiped out the kids' inheritances if they are responsible for the tax bill.

Under regs: if property subject to mortgage is left to surviving spouse, and the property is left to the spouse, the property transferred to the spouse will be treated as the net value (minus the mortgage) ad the payment of the mortgage by the estate will be treated as an additional bequest.  202056b-4b 

There is a circularity since the marital deduction is based on estate taxes due and the estate taxes due are based on the amount of the marital deduction. Text pages 5-87 through 5-89, shows how to deal with the problem of circularity with a mathematical formula.

"interest in property" not going to deal with it.

"passing requirement"- which passes or has passed from decedent to surviving spouse.

-purpose of requirement is to ensure that there is a direct route from decedent to surviving spouse, if property is left to child and child doesn't want it and it goes to spouse,  then not in marital deduction. However, there is flexibility because child can make a qualified disclaimer that will bring it back into the martial deduction. 

---

Claims against decedent’s estate 20.2056

Qualified disclaimer: 2518--

As if the person exclaiming never existed. If you have an heir who disclaims then goes to surviving spouse. Also works in reverse, if the surviving spouse disclaims then the deduction is lost 20.2056d-2a

Sometimes you don't want the marital deduction because the ideal approach is to leave outright o other heirs property equal to the exclusion amount and leave the balance to the surviving spouse. The fact that the surviving spouse can disclaim is helpful because you can leave entire estate to her and she can disclaim an amount equal to exemption.

Surviving spouse: definitional issue.

Most of the time not an issue, but when you have many divorces there may be an issue as to whether the parties are married or not. No federal law on marital status, up to state law. 

Last requirement: that property is transferred by decedent to surviving spouse, but only to the extent that such property is included in the gross estate.

Purpose that it must be included in the gross estate is because the passing requirement would pick up property tat was transferred from decedent to surviving spouse at any time, this provision only included that amount which is included in the gross estate. Joint interest are treated as 1/2 by decedent 1/2 by surviving spouse, ten only 1/2 is included in gross estate so deduction is available for only 1/2 of the property. 

Terminable interests:

Basic definition is in 2056(b)(1) is an interest which will terminate or fail on the lapse of time or an occurrence or failure to occur of some contingency.

Ex. Life estate, terms for years, annuities , patents, copyrights, etc. 

Not intended to pick up contractual rights: i.e. Bonds notes etc, that are intended to mature in a set amount of years doesn't become a terminable interest. 20.2056b-1b

Problem is that not all terminable interests are non-deductible (bad terminal interests)

2 types o situations where term interests are not deductible:

1. 2056(a+b)

2. 2056(b)(1)(c)

1. Here there are 2 requirements:

(b)(1)(a) -no deduction where the interest in property passes gratuitously from the decedent to someone other than the surviving spouse or her estate, AND

(b)(1)(b)- the other person MAY posses or enjoy any part of the property after the surviving spouses interest end.

Example: life estate to spouse remainder to kids. Not deductible.

2. 2056b1c is non deductible where such interest is to be acquired by the surviving spouses pursuant to the direction of the decedent. There must be a direction or order, not merely an authorization, for it to be non-deductible. 20.2056b-1f

More stringent than type 1 above. Here, all terminable interests are disqualified

Observations:

-If the decedent only owns a terminable interest in the property and the decedent leaves the entire interest to a surviving spouse, then the deduction IS available.

-if the decedent sells for FMV the other interest, then the deduction is available because no gratuitous transfer to another. 

-to be disqualified, the 3rd person's interest must follow the surviving spouses interest. If it's simultaneous or precedes the surviving spouses interest, then it is deductible. Ex. Patent is left to surviving spouse and 3rd party as tenants in common, or leave to child for life then remainder to spouse. 

- to be disqualified it is necessary the decedent created the terminable interest and gave it gratuitously.

Ex. A creates a trust, income to B or B's estate for 30 years, remainder to C. If B leaves his life interest to his wife, it will not be disqualified because B did not create it. 

Major litigation areas:

Support allowances for surviving spouse during the administration of the estate.

Jackson case: have to analyze what surviving spouse gets under local law, and if it fits the definition of terminable interest then it is not deductible. State by state issue. If the support allowance terminates if wife remarries or it goes to a 3rd person, etc.

-post mortem elections: if the surviving spouse must elect what would otherwise be a valid inheritance, then you have a potential problem because the surviving spouse gets subject to a contingency, i.e. The election. some case law says that the election is just a formality then won't disqualify ad make a terminable interest. If it involves onerous requirements which involves giving up something for it then it may be: see estate of edmond, 72 TC 970, 995(1975).

[image: image1.wmf]-conditional bequests- receipt of the bequest is contingent on the occurrence of the bequest. Ex. D left entire estate to surviving spouse on condition that surviving spouse signs an agreement to leave her entire estate to D's children, non deductible terminable interest, Allen v. US 359 F2d 151 (2nd Cir 1966) 

Joint and mutual wills:

Concept is usually there is a quid pro quo. If you leave to child A then I'll leave to child A. The problem is that they are like conditional bequests. An be very problematic, but some local laws will view these as jointly owned property so tat the survivor becomes an outright owner with contractual limitations. Then Ok. Rev Rul. 71-51, 1971-1 CB 274.  

Right to use or consume--sloppy will drafting, question as to whether this is a life estate, because if it is, then it is a non deductible terminable interest. 

Insurance policy existed on decedent’s life, under the policy the surviving spouse was to get 600 per month for life and the other beneficiary would get 300 per month for a period of years subject to age restriction. This could create a problem because there is a chance that the other interest will exists after the spouse's interest terminates. The rev ruling says that it will treat as separate interests, rev rul. 77-130, 1977-1 CB 289. 

---

Punitive measures for bad assets. If bad assets are in a pool, the entire pool will not be deductible, and the marital deduction will be reduced by the amount of the entire pool. 

Series of exceptions to terminable interest rule:

2056(b)(3): 6 month survivorship and common disasters.

-a deduction is nevertheless available for an interest that will terminates on the death of the surviving spouse if the spouse dies within 6 months of the first spouse. 

-or if there is a common disaster and the second spouse dies after 6 months. Can cite it prior to 6 months though.

Major practical problem: surviving spouse is in coma and not clear if she will die. 20.2056b-3(c)

2056(b)(5): life estate with power of appointment is deductible if all requirements are met:

1. Surviving spouse is entitled for life to all of the income for the entire property or a specific portion of the property.

2. It's payable annually or at more frequent intervals

3. Either entire interest or specific portion is exercisable in favor of surviving spouse or her estate.

4. Must e no power in any other person to appoint any part of this interest to anyone other than surviving spouse.

5. Power of appointment must be exercisable in will or in life under any circumstances.

20.2056b-5: must provide a definition of income, the administrative powers cannot allow the holder of the administrative powers to take away the right of income from the surviving spouse. Surviving spouse must be entitled to the income. 

Income must be payable annually, currently. Hence, if this year's income is payable next year, then the deduction is not available. Rev-rul 72-383, 1972-1 CB 311.

Power of appt: we look to the substance of the surviving spouse's right. Don't have to use the actual words "power of appt." to get deduction. Ex. An unlimited power to invade. Joint tenant in property give the right to sever and take 1/2 so can get deduction for 1/2 property. 20.2056b-5(g)(2).

Specific portion of property:

The power must exist in entire property or some specific portion.

2056(b)(10)- specific portion must be expressed as a fractional or percentage portion. Some old cases said you could use dollar amount that could be converted into fraction to say it represents a specific amount...that doesn't work anymore because of b10.

2056(B)(6): insurance policy or annuity plus power of appointment. The rules treat it the same way as a life estate with power of appt.

-proceeds are left w insurance company.

-pays interest or principal annually.

2056(b)(7): QTIP: qualified terminable interest property. Allows decedents to get marital deduction and control who ultimately gets the property after the surviving spouse. The requirement is that:

-the property must pass from decedent

-surviving spouse gets qualified income interest payable annually for life.

-gets a fraction of the property.

-interest must be for life and cannot be cut off. 

-during surviving spouses life only she can have power of appointment, but someone can have it after her death.

-the decedent’s executor must elect QTIP treatment on estate tax return and once election is made the election is irrevocable. 

Since surviving spouse is entitled to income for life, there is an issue where and annuity that pays principle in addition to income is OK. 2056(b)(7)(b)(2)(i).

Can salvage deduction for remaining portion if the trustee has the power to invade a certain portion.

If QTIP election is made, the value of the entire property will qualify not just the value of the life estate interest that goes to the surviving spouse. 

Under 2519(gifts) and 2044(death of surviving spouse): If surviving spouse tries to give away or dispose of her income interest, then she will be taxed on the entire amount of the QTIP interest, not just the value of the income interest.

2056(b)(8): charitable remainder trust: not really getting into in this class, but:

Problem if less than the entire property goes to the charity then no deduction is available, so the only time you can get the deduction is if you follow some prescribed formats. This is one of them.

Other alternative that has a basis in statute: The estate trust:

Used in lieu of life estate with power o appointment, and is used in lieu of QTIP, but is different because QTIP gives decedent power to designate beneficiaries, in this one the corpus of the property and the entire income are left to the surviving spouse's estate, not to the spouse herself. In this case, it is not a terminable interest because nothing passes to the decedent to anyone other than the surviving spouse or her estate. Also, there is not interest that terminates upon a lapse of time or the occurrence or non occurrence of a contingency, but the decedent loses the power to control who ultimately gets.  

PROBLEM 11 

--

1a. Qualifies

B. Passes because 2056(c)(4) passing requirement is met because it picks up property transferred  at any time, but no marital deduction because property has to be included in gross estate. 

C. Meets passing requirement under 2056(c)(5)-right of survivorship. Under 2040 jointly owned property is included 1/2 in the GE thus only 1/2 included.

D. Meets passing requirement because of 20.2056d-2b(1)&(2): qualified disclaimer allows this scenario, and property is treated as passing directly from decedent to surviving spouse.

E. 2518 treats as qualified disclaimer and same regs as above. Property is treated has having not passed to surviving spouse.

F. Passes under 2056(c)(3)-picks up statutory dower or courtesy right. Passing requirement met and deduction will be available.

G. Passes under intestacy so it can be picked up under (c)(2). Also gets picked up by regs 20.2056c-2d2. Assumption is that goes on to judgment then there is no problem assuming no collusion.

H. 20.2056c-2d2- as long a there is a bona fide claim, then the agreement is accepted if it can be shown to be legitimate and not collusive. IRS reserves the right to not recognize the agreement.

2.  

A. Is a terminable interest, no certainty that this condition will take less than 6 months so, no exception, not deductible. It will be deductible if condition is met. 

B. Terminable interest, may or may not be deductible depending on circumstances.

C. Not a terminable interest 20.2056b-1b and 2056(b)(1)- statutory exception for contractual obligations.

3.

A. Not a terminable interest

B. Bad terminable interest, classic example. However, can create a QTIP exception.

C. 20.2056b-1e3: trying to fix it later on by re-arranging the interest doesn't matter.

D. Not a terminable interest. Spouse gets the whole thing.

E. The issue here is that local law determines whether this interest terminates. Jackson case is an example where it doesn't work. Also see  20.2056b-1g.

F. Not a gratuitous transfer under 2056(b)(1)(a)&(b). Spouse is getting a terminable interest, but does not fit within 2056.

G. Patent is a terminable interest, but X does not get an interest after souse's ownership. Doesn't fit within (B)(1)(a)&(b), and 20.2056b1g example 6.

H. Good interest: Nobody other than surviving spouse or surviving spouse's estate who gets. "estate trust". Deduction available.

I. This drops down to b1c: example where executor is directed to obtain a terminable interest. Not deductible. 2056(b)(1)(c). The executor-purchaser deduction. Text 5.06[7][d] p 5-105

4. Yes, 2056(b)(5): Life estate with general power of appointment.

A. in this case ok because specific portion with general power of appointment...didn't understand b5

B. 2056(b)(10): dollar amount does not constitute a specific portion.

5. Not qualified under b5 because someone other than the spouse appoints, but can be salvaged with a QTIP election by executor.

One caveat: with QTIP:

D------> SS 

D's estate gets full marital deduction even though SS only has income interest ad remainder to someone lese. On SS's death, under 2044, even though SS only has an income interest, the full value of the property is includable in SS's Gross Estate.

2207A(a)- normally SS's estate can collect additional estate tax from remaindermen of the property. SS can waive it, bot otherwise ultimate beneficiaries must pay the additional estate tax for the inclusion for the entire value in SS's gross estate.

Summary of other deductions:

2053: basic deduction which allows deduction for funeral expenses, administration expenses, claims against the estate, and unpaid mortgages and other debt claims against, as long as it is deductible under local law as well.

20.2053-3 Administration expenses:

Atty fees, executor fees, filing fees, expenses of selling property, i.e. Brokers.

Interest accrued on estate taxes owed is deductible if deductible under state law Rev Rul. 81-256, 1981-2 CB 183.

Claims against estate:

Taxes owed by decedent, tort liability, contract liability, etc. If dealing with claims based on promise or agreement, the consideration must have been adequate in money or money's worth. If settlements, settlements are ok if boa fide 20.2053-1(b)(2).

If you have unpaid mortgages and other debts, if a decedent was personally liable and now estate is, then you included the full value in the gross estate and then the amount of the mortgage becomes a deduction. If there was no personal liability then no deduction for the debt, and you then only include the net value of the property in the GE (the prop minus value of mortgage)-- 20.2053-7

Estate of Smith 510 F2d 479--Federal court may decide what is deductible under local law.

2053(b)- expenses of property in the gross estate but not in the probate estate. Basically you pay tax on it, but does not pass in probate, ex. Jointly owned property, trusts, etc. Not deductible under local law because not in probate. Statute allows deduction if claims against the  property and the claims were actually paid.

2054- casualty and theft losses during the settlement of the estate assuming you don't elect the alternate valuation date.

205?- charitable deduction. Where outright to charity than no problem. If mixed, then you must follow the statutory formats.

Credits available:

-unified credit: 1 mill this year. 

2011- credit for state death taxes. The credit is scheduled to phase out, only 75% this year then 50% then 25%, then credit disappears and becomes a deduction.

-gift taxes paid before 1977

2013- credit for tax on a prior transfer. If property has run through another estate in the prior 10 years, then you can get a credit for some portion of the tax paid previously.

2014- credit for foreign estate taxes paid. very similar to 2013.

2057: 1997 version and 1998 version:

In 1997: congress was going to give a break that excluded 1.3 million between the unified credit and qualified family owned biz credit. Between the two of them, as the unified increased, the quakified family owned biz interest decreased.  

1n 1998: made it a deduction instead of a credit. 

After 12/31/2003 the qualified family owned biz provision will be eliminated. 

2032A- special valuation for farms and family owned biz interests. Qualified biz interest has to e a substantial portion of GE. Depends on how much of the biz was owned. Biz may not be publicly traded. Must be a active trade or biz carried on in the US for 5 of the 8 years preceding the decedent’s death. Heirs must continue qualified use of the biz for 10 years following decedent’s death.  Must be elected by the executor and a agreement must be filed by the heirs promising to pay back the savings if they no longer qualified use before 10 years.

Examples: 2057(e):

Interest as proprietor

Corporation (50% must be owned by decedent or decedent’s family, or 70% by two families, or 90% of three families)

-must own 30% directly.

Can sell to family members within the 10years.

----

Generation skipping transfer tax is to prevent people from avoiding transfer taxes by skipping generations.

Ex. 

1mill --(tax 50%)--> 500,000 --(tax 50%)---> 250,000

Leave it to grandchild and skip the middle layer of tax.

Congress decided that it should prevent you from leaving to your grandchildren directly.

2601- imposes a tax on every generation skipping transfer.

2602- the amount of the tax is the taxable amount times the applicable rate. Ex.

TA * AR

2641: AR has 2 parts:

1. Maximum estate tax (55%)

2. Inclusion ratio

AR= max estate tax * inclusion ratio

Skip person-- person who is two generations (3rd generation) or more below the transferor, i.e. Grandchild.

-2613(a)

Non relative skip person-- person who is at least 37.5 years younger than transferor.

It is possible that a trust is a skip person if the beneficiaries are skip persons.

Nonskip person- anyone not a skip person.

2651- rules for determining generations:

Count generations starting with transferor's grandparent's generation.

-transferor's spouse is always in transferor's generation. 

-Anyone in the family who is married to a lineal descendant of transferor's grandparents is deemed in the same generation as spouse.

-anyone born less than 12.5 years from transferor is in transferor's generation. Anyone born in next 25 years (more than 12.5, but less than 37.5)

2611--3 types of transfers that trigger GST:

1. Direct skip

2. Taxable distribution

3. Taxable termination

2611(b)(1)--GST does not include any transfer within 2503(e)--medical or educational expenses.

2642(c)--Annual exclusion is also excluded for purposes of direct skips.

Crummy type exclusions are not excluded for purposes of GST.

Direct Skip: transfer to skip person that is subject to gift tax or estate tax. Intervivos- gift tax

Testamentary- estate tax.

Special rule that if a parent of someone is deceased, then we move the generation up. So transfer from grandparent to grandchild where parent is predeceased is not subject to GST.

2612(b)--Taxable distribution: any distribution from a trust to a skip person other than a taxable termination other than a taxable termination or direct skip. This applies to trusts that have both skip-person and nonskip-person beneficiaries:

Ex. Trust income to children, remainder to grandchild, and the trustee makes payment to grandchildren within discretion. Payment is a taxable distribution.

2612-- taxable termination: any termination of an interest held in trust where a skip person receives an interest in the property. Ex. Trust income to child, remainder to grandchild. When remainder accelerates or the last of the non-skip beneficiaries is out of te picture, it becomes a taxable termination.

Ignore exemption with inclusion and exclusion ratio.

Basic tax computation ignoring the above:

TA*AR= GST

AR= (max ET)*(IR)

TA= differs for three different types of transfers.

2623--Direct skip TA = value of property received y transferee. Tax exclusive.

2621- taxable distribution TA--amount of the property received by the transferee minus any expenses in connection with termination collection or refund of generation skipping transfer tax, plus the amount of tax paid by a trust, the amount of the tax paid is included in the taxable amount.

262? --taxable termination- the value of the property with respect to which there was a taxable termination minus applicable section 2053 expenses (admin expenses, debts, and taxes) with respect to the terminated property. 

2603:

In direct skip, other than a direct skip from a trust, the tax is imposed on transferor. 

In taxable distribution, the tax is imposed on the transferee

In taxable termination, including direct skips from a trust, the tax is imposed on the trustee.

Tax will be charged on the property transferred unless explicitly stated otherwise in the transferring instrument expressly referring to the GST.

Examples:

1. Gift made in direct skip:

Grandpa wants to create 3 million trust to benefit grandchildren. 

Gift: if you want ti leave a 3 mill

GST tax: 50% = 1.5 million

Gift tax: (imposed on gift and GST tax payment)-- 50% * 4.5 million = 2.25 million.

2.25*3mill is 6.75

-need 6.75 million to leave 3 million to kids.

Example 2: testamentary direct tax.

GP leaves 3mill to GC

ET = 50% = 1.5 mil

GST= 1 + .5 = 500k

Rate of tax (50%) divided by 1 + rate of tax (50%). 

Tax exclusive. 

1.5 - 500k = 1mil

Net = 1mill

Example 3:

Taxable termination:

GP leaves 3 mill in trust remainder to GC, income to children. Now children all die.

Trust = 3mil

ET= 1.5 mil

Trust - ET = 1.5 

GST tax inclusive = 50% of 1.5 = 750k

Net = 750k 

Example 4 Taxable distribution:

works same way as taxable termination.

Exemption:

Originally, everyone had a lifetime exemption of 1mill to be allocated however you want.

The million was indexed for inflation, now 1.06 mill. when unified credit increases in 2004, then exemption will mirror at 1.5

2006,7,8 = 2 million

2009 = 3.5 million

2010= unlimited

2011= back to 1.06

Can allocate exemption however you want.

Key to exemption is that the amount needed depends on the FMV of property at the time the allocation is made. Once allocation is made, the exclusion ratio never changes regardless of changes in value of property. This means you will try to isolate appreciable assets in a trust and then allocate exclusion, then when assets appreciate, they are still excluded. Ex. Put 1mil in pool. Use exclusion amount of 1 mil and now the exclusion ratio is 0. Even if the assets become much more valuable, the exclusion ratio is 0. Life insurance is an asset that greatly appreciates. 

Make the full amount of the premiums excluded to an exclusion ratio of 0. Then when the policy matures on death, it is completely excluded. 

If the exclusion covers only 50% of the assets in the trust, then the exclusion ratio will remain 50% and 50% of the value of the trust will be subject to tax. 

-can utilize gift splitting in this area.

2652(a)(3)- reverse QTIP election: 

Normal QTIP: first spouse to die gets a deduction for the property transferred to the second spouse. In reality the tax is just shifted from first spouse to second spouse.

For GST tax: the reverse QTIP means that you can utilize the first spouse's GST tax exclusion, and the second spouse won't use up the exemption. 

Ex. Put 1mil in QTIP, and then take reverse QTIP, and use first spouse's 1million GST exemption, the property will never be subject to GST tax, second spouse keeps her exclusion amount. 

Inclusion ratio is (1- the amount excluded)

Example:

3 mil trust: entire 1 mil exclusion used: hence 1/3 exclusion ration 2/3 inclusion ration.

When 3 mil grows to 10 mil, then you only tax 2/3 of it. 

The End.

