PART I. INTRODUCTION TO FEDERAL TRANSFER TAX SYSTEM

Chapter 1. Orientation 

A. Constitutional Issues 

1. Not a Direct Tax 

2. The Modern Estate and Gift Taxes

B. Legislative History 

1. Federal Estate and Gift Taxation Before 1976

2. Restructuring Beginning in 1976 

3. Death and Resurrection of the Death Tax in 2001 

C. Federal Taxes on Transfers of Wealth 

1. Estate Tax (Sections 2001-2057) 

2. Gift Tax (Sections 2501-2524) 

3. Other Features of the Taxes 

a. Relationship of Estate and Gift Taxes 

b. Unified Credit (Sections 2010 and 2505)

c. Annual Exclusion (Section 2503(b))

d. Adjusted Taxable Gifts (Section 2001(b))

D. Generation-Skipping Tax (Sections 2601-2663) 

NOTE: Transfer MUST BE of Property – NOT transfer of services that helped to build wealth of another

E. Basic Computational Model 

1. Integration of Estate and Gift Taxes 

2. The Tax-Exclusive Gift Tax and the Tax-Inclusive Estate Tax 

3. Unified Credit Substituted for Exemption (Sections 2010 and 2505) 

4. Credit or Deduction for State Death Taxes Paid (Section 2011) 

5. State Death Tax Systems 

F. Determining Transfers and Ownership of Property- The Applicability of State Law 

· Commissioner v. Estate of Bosch 387 US 456 (1967)

· ISSUE: State Probate Court allowed outrageously high Executor Fees, thus reducing the  Taxable Estate for Fed'l purposes.  

· HELD: where Fed'l Estate tax liability turns on character of a property interest held and transferred by D under state law, ONLY the holding of the State's highest Court is binding upon Fed'l authorities 

· Fed'l Courts are not conclusively bound by determination made of such property interest by a lower state trial court in proceeding in which the United States is not a party.

G. Some Statistical Information on the Reach of the Transfer Taxes 

1. Estate and Gift Taxes 

2. Personal Wealth 

H. The Case for and Against Estate and Gift Taxation 

1. Comparative Data

2. To Tax or Not to Tax Note 

I. Trust and Estate Income (Sections 641-678) 

J. Income From Decedents (Section 691) 

K. Tax Compliance and Controversies 

L. On to Substance 

PART II. GIFT TAX (CHAPTER 12 OF THE INTERNAL REVENUE CODE)

Chapter 2. Introduction 

A. Evolution of the Gift Tax 

· Gift Tax Exclusion frozen at $1M (even though Estate tax Exclusion increases to $3.5M)

· Gift Tax is “Tax Excusive” 

· Estate Tax is “Tax Inclusive”

B. The Gift Tax After 2009 

C. Mechanics of the Gift Tax 

Chapter 3. What Constitutes a Gift 

A. Is Donative Intent Necessary?

· Commr v. Wemyss 324 US 303 (1945)  
· HELD: In determining whether transfer of assets by taxpayer to his fiancee pursuant to written pre-marriage contract for purpose of compensating fiancee for loss of life income under an existing trust which would terminate upon her marriage and thereafter be payable to her son by prior marriage was subject to gift tax, Tax Court properly noted that the inducement was marriage and properly took account of discrepancy between what fiancee got and what she gave up, and also of benefit that her marriage settlement brought to her son  
· KEY: If what has been received is LESS than what's given up, it’s a Gift for Gift Tax purposes.

· Donative Intent is NOT necessary.
B. Interest-Free and Low-Interest Loans 

1. Judicial Response 

· Dickman v. Commissioner 465 US 330 (1984)  Codified in IRC 7872
· ISSUE: Petition for writ of certiorari was filed seeking review of a decision of the United States Court of Appeals for the Eleventh Circuit which reversed a determination of the United States Tax Court which concluded that intrafamily, interest free demand loans did not result in taxable gifts.
· HELD: Interest-free demand loans made by taxpayers to their son and a closely held family corporation resulted in Taxable Gifts of the reasonable value of the use of the money lent, (which May or May Not be exempted by the $11K per year per Donee Exclusion).
· In addition Donor recognizes Taxable Income and Borrower gets Deduction for the Imputed Interest. 
2. Statutory Response Problems 

a. Deminimus exceptions to 

(1) If Interest Free or Below Market Loan is < $10K AND No Tax Avoidance (of Investment Income) = Ignored for purposes of 7872

· Dad loans kid $5K and charges no Interest – money is used by kid to pay college tuition. Ignore 7872
· Dad loans kid $5K and charges no Interest– money is put into a CD and the interest therefrom is used to pay college tuition. Falls under 7872, since Investment Income was generated by Donee.

(2) Loans up to $100K – IF Loan Arrangements do NOT have as 1 of its Principle Purposes the Avoidance of any Fed'l tax – Amount of Imputed Interest is Limited to Borrower's Net Investment Income from ALL Sources
· NOTE: ONLY Applies to Imputed Interest NOT to Imputed Gift

· Dad loans kid $150K to buy house and charges 2% Interest when the AFR is 6%. Since over $10K, 7872 applies to entire Loan. Since Below Market Interest is being charged, the difference twix AFR of 6% and Interest charged of 2%, or 4% is Gift.

C. Gifts of Services 

1. In General – not Taxable Gift, since Gift of Property is Taxable Gift but Services are NOT
· Revenue Ruling 66-167 

2. Investment Counsel, Business Opportunities, and Loan Guarantees 

3. Use of Property – i.e - Parent letting their kid use Beach house for week without charging them.

· Although technically a Gift, IRS has not yet attacked such an arrangement – would be troublesome for IRS to catch and value.

4. Discharge of Parental Legal Obligation for Support of minor - IRS ignores.

· Obligation stops upon child's Majority (19 years in Ala) UNLESS pursuant to a Court Ordered obligation  (i.e. - Divorce Decree).

D. Gifts by Agents 

· Estate of Casey v. Commissioner 948 F 2d 895 (4th Circ 1991) 
· ISSUE: Estate filed petition to challenge deficiency assessment voiding attorney-in- fact's gifts and including the property in principal's estate. The United States Tax Court determined that gifts were authorized by power of attorney and were not includable in gross estate. Commissioner of Internal Revenue appealed. 
· HELD: Gifts were revocable under Virginia law at time of principal's death and, therefore, were includable in principal's gross estate.
E. Indirect Gifts – 

1. i.e Where Pop forms Corp and contributes all of the capital required for formation; Son gets 40% of stock, Pops gets 60% of stock. 

· Treated as issuance of ALL stock to Pops and a subsequent Gift to Son of 40% of stock

F. Gifts by Trustees 

G. Lapsing Rights 

H. Consideration Per 2512(b): “Where Property is transferred for less than an Adeqaute and Full Consideration in Money’s Worth, then the amount by which the value of the Property exceeded the value of the property exceeded the value of the consideration received shall be deemed a Gift…”

1. What Constitutes Consideration? 

· Merrill v. Fahs 

2. Divorce Transfers 

3. Discharge of Support Obligations

4. Adequacy of Consideration

5. Payment of Gift Tax by Donee as Consideration 

· The Net Gift is a Taxable  Gift – value of the Property Transferred LESS amount of Donor's Gift Tax paid by Donee

6. Gifts of Encumbered Property

7. Political Contributions – specifically EXCLUDED from Taxable Gift 

Chapter 4. When a Gift Occurs 

A. Introduction – MUST BE Transfer and Delivery
B. Retained Control 

1. The Control Concept -Codified in Reg 25-2511-2(c)
· Estate Of Sanford v. Commissioner  308 US 39 (1939)
· The essence of a "Transfer" as respects taxation is the Passage of Control over the Economic Benefits of property rather than any technical changes in title.
· KEY: "..A Retention of Control over the disposition of the Trust Property, whether f/b/o the Donor or Others renders the Gift Incomplete UNTIL the Power is Relinquished…"
· NOTE: Transfer to Irrevocable Trust is Completed Gift EVEN WHERE Gr’or has Discretion as to whom to Distribute among a set class…

2. The Substantial Adverse Interest Concept  - Gift is NOT Complete where Donor has Retained a Power over the Property EITHER Alone OR in Conjunction with Any Other Person. 

· NOTE: Exception for Gift Tax purposes ONLY – Gift will be considered complete IF Person holding power jointly with the D’or has a “Substantial Adverse Interest in the disposition on the Transferred property OR the Income therefrom.” 

· Commissioner v. Prouty 115 F 2d 331 (1st Circ, 1940)
3. Informal Reservations

4. Retention of Power to Change the Trustee 

· Problems – Determine whether Completed Gift and what constitutes a Gift

(1) D places $100K in Tr for 11 Yrs, income to A, Remainder to Donor.

· Completed Gift of the PV of 11 years worth of Income.

(2) D places $100K in Tr for 11 Yrs, income to A and B in portions as Tr'ee designates, remainder to Donor.

· Completed Gift of the PV of 11 years worth of Income.

(3) D places $100K in Tr for 11 Yrs, Donor is Tr'ee, Income to A, Remainder to C.

· Completed Gift of the PV of 11 years worth of Income; Completed Gift of PV of Remainder.

(4) D places $100K in Tr for 11 Yrs, Donor is Tr'ee, income to A and B in portions as Tr'ee designates, remainder to C.

· No Completed Gift per Sanford. When money actually goes to A or B, it’s a Gift at that time.

(5) D places $100K in Tr for 11 Yrs, Donor and E are Tr'ees, income to A and B in portions as Tr'ee designates, Remainder to C.

· No Completed Gift since E has No Adverse Interest.

(6) D places $100K in Tr for 11 Yrs, Donor is Tr'ee, income to A, remainder to C. Donor reserves the right to Revoke the Tr during the first 5 years.

· No Completed Gift, analyzed as follows. During first 5 years, per Sanford, when money actually goes to A or B, it’s a Gift at that time. After Right to Revoke Lapses, Gift of PV of  6 years worth of Income; Completed Gift of PV of Remainder.

(7) D places $100K in Tr for 11 Yrs, income to A, who is also the Remainderman. Donor reserves power to require that income be accumulated and added to principal during the 11 years.

· Completed Gift of Income and Corpus, since only the timing of the transfer can be held.

C. Promissory Notes 

1. Revenue Ruling 84-25 - The gratuitous transfer of a legally binding promissory note is a completed gift under Sec 2511 of the Code. If the note has not been satisfied at the Promisor's death, no deduction is allowable under section 2053(a)(3) for the Promisee's claim with respect to the note. The completed gift is not treated as an adjusted taxable gift in computing the tentative estate tax under section 2001(b)(1).
D. Gift of Checks – When is Gift Completed when it is via a Check
1. Estate of Metzger 100 TC 204 (1993)

2.  IRS Acquiesced to Metzger in Rev Rul 96-56 
a. Check to Charitable Donee – Gift treated as Relating Back to the Time the Charity received the Check 

b. Check to Non Charitable Donee – Delivery of Check will be Deemed a Completed Gift on EARLIER of:

(1) Date on which the Donor has so parted with Dominion and Control under local law as to leave the Donor No Power to change its disposition; OR

(2) Date on which Donee Deposits the Check (or Cashes it against available funds) or presents it for payment IF it is established that:

(i) Check was paid when first presented to the drawee bank for payment;

(ii) Donor was alive when Check was paid by drawee bank;

(iii) Donor INTENDED to make a Gift;

(iv) Delivery of Check by Donor was Unconditional; and

(v) Check was Deposited, Cashed or Presented in the Calendar year for which Completed Gift treatment is sought AND within a reasonable time of issuance.

E. Co-Ownership – 

1. JTWRS in Bank Account/Brokerage Accounts: 

a. Where money Funded ALL by one party  - NOT Completed Gift until the non-funded party actually withdraws money from acct for their own benefit (reason is that funding party can withdraw all of money themselves)

b. Where money Funded partially by each  party - NOT Completed Gift until the non-funded party actually withdraws money from acct for their own benefit – Tracing based upon ratio of money funded by each party

2. JTWRS in Other Property – Completed Gift of Interest to Other Party – up to ½ if Party funded nothing; difference twix ½ Interest and partial funding by party that funds less than ½ of acquisition price.

F. Gifts by Contract 

1. Revenue Ruling 79-384 The donor, A, made a Gift of $10,000 on the day B graduated from college, the date when A's promise became Enforceable and Determinable in value, notwithstanding the fact that A did not actually make the payment of $10,000 until a later date when judgment was rendered against A.
· KEY: Gift occurs NOT when Promise or Contract entered into, BUT WHEN Promise or Contract became Enforceable and Determinable – i.e the conditions of the Promise or Contract have been satisfied.

G. Joint and Mutual Wills 

H. Installment Transfers 

1. Haygood v. Commissioner 42 TC 936 (1964)

· The existence of the vendor's lien notes and deeds of trust would not cause the transfer to be so incomplete as not to be a consummated gift at the time of the transfer to the extent the value of the property exceeded the value of the consideration received therefore

2. Revenue Ruling 77-299  - Thus, in the instant case, whether the transfer of property was a Sale or a Gift depends upon whether, as part of a prearranged plan, G intended to forgive the notes that were received when G transferred the property.It should be noted that the intent to forgive notes is to be distinguished from donative intent. In the instant case, the facts clearly indicate that G, as part of a prearranged plan, intended to forgive the notes that were received in return for the transfer of G's land. Therefore, the transaction was merely a disguised gift rather than a bona fide sale.
3. Revenue Ruling 83-180  - Where a donor transfers, on an annual basis, a specified portion of real property, the Donor has made a completed Gift each year of the portion transferred, and each Gift qualifies for the annual exclusion under sec 2503 of the Code. It is NOT relevant that the value of each portion transferred equals the annual gift tax exclusion in effect for the year of the transfer.
I. Effect of a Reversion 

Chapter 5. Powers of Appointment (Section 2514) 

Power of Appointment is not a Transfer of Property, but the Right to Transfer Property.

A. General Powers of Appointment – Power where the Appointee has the Right to Appoint to Himself OR His Estate OR his Creditors. 
· For Gift Tax purposes treated the same as an outright Gift from Donor to Appointee.

· i.e Where Power states that Appointee can appoint to "any descendant of appointee's mother" – since that group includes the Appointee himself, it is a General Power of Appointment .

1. Lapses of Powers of Appointment – Treated as a taxable Gift ONLY to the extent that the General Power that Lapsed EXCEEDS the Greater of (a) $5,000 or (b) 5% of the FMV of the property from which the General Power c/h/b satisfied.

· Problems – Determine whether Completed Gift and what constitutes a Gift
(1) A died; estate of $1M was left in trust with 10th Nat'l Bank as Tr'ee. Will gives income for life to D's Wife, S and Principal to kids. Will also provides that S has Power to appoint max of $40 each year to herself or her kids; if Power not exercised, it Lapses. If S did not exercise her invasion Power, what effect?

· Since S has General Power, look to $5K / 5% test to determine Gift, if any. Since the Trust's assets FMV were $1M, 5% of that = $50K. Since S's Lapsed Power was $40K, No Taxable Gift.
(2) T died; estate of $700K was left in trust with 7th Nat'l Bank as Tr'ee. Will gives income for life to T's Son, D and Principal to D's kids. Will also provides that D has Power during the first 10 years to appoint ALL or Part of the Trust property to anyone, including himself.

· If in year 2 D appoints the entire property to his son.

· Gift by D to his son of $700K in year 2.

· If in year 8 D Irrevocably Releases to Power.

· Gift by D to his kids (Release of Power benefited his kids) of $700K in yr 8.

· Power Lapses at end of 10 year period.

· Look to $5K / 5% Test; Gift of EXCESS of ($700K over (5% * $700K))

(3) Presumes same facts as 2, except Power permits D to appoint the property only to his wife and kids.

· Since NOT a General Power of Appointment, NO GIFT in any of the above circumstances.

B. Non-General Powers

· Self v. United States  142 F Supp 939 (Ct Claims 1956)
· Suit to recover gift taxes paid. Court held that when donee exercised his limited power, to appoint by deed to his descendants all or part of trust property, the corpus of which consisted of common stock, he did not make taxable gift, even as to value of right to receive trust income for life, which donor had also given to him. Judgment for plaintiff.
· NOTE: IRS is unwilling to follow Self – see Revenue Ruling 79-327.
Chapter 6. Disclaimers (Section 2518) 

A. Requirements per 2518 

1. Disclaimers MUST BE In Writing
2. Disclaimers MUST BE Rec’d not later than 9 months after the transfer

· If Disclaimer is < 21 years old, 9 months after turning 21

3. 
Disclaimant must NOT have accepted ANY interest or Benefit w/r/t Property Disclaimed

· Be careful w/r/t interest and dividend checks of D, where Disclaimant and D shared a joint checking account. If, after D's death, Disclaimant deposits these checks into the same account that they have always been deposited, since Disclaimant is the only owner of the acct, the Disclaimant has technically taken a benefit.

4. 
The Interest Disclaimed MUST pass to another person WITHOUT direction or control by Disclaimant

B. Special Rules

1. For Joint Property (other than Bank Accts, Brokerage Accts)

2. For Joint Property in Bank Accts and Brokerage Accounts

Chapter 7. Unified Credit, Exclusions and Deductions 

A. Unified Credit – Exclusion Eqvlnt is $1M in 2002 and thereafter for Gifts ($345,800 Credit)

B. Annual Per Donee Exclusion - 2503(b)

1. In General - Effective 2002 is $11,000 per Donee per calendar year
2. Present Interest Requirement – per 25.2503-3(b) defined as the "Unrestricted Right to the Immediate Use Possession, or Enjoyment of Property OR the Income from the property."

a. Limitation on Annual Exclusion  - N/A to Future Interests in Property - Future Interests include Reversions, Remainders or Other Interest which are Limited to Commence in Use, Possession or Enjoyment at Some Future Date or Time.

b. Trusts: Requirement of Income-Producing Property 

· Stark v. United States 477 F 2d 131 (8th Circ 1973)

· Action was brought for refund of Gift taxes. Court entered judgment for the United States, and the taxpayers appealed. The Court of Appeals held that where there was litle possibility any income would be forthcoming to beneficiaries from trusts, the corpus of which consisted of stock on which no dividends had been paid since 1950, the income interests had no "ascertainable value" and taxpayers could not be allowed to assert values for the income interests, so as to be entitled to $3,000 gift tax exclusions, simply by using actuarial tables contained in Treasury Regulation. Affirmed.
2. Gifts to Minors 

a. Outright Gifts

· Revenue Ruling 54-400 - In view of the foregoing, it is held that a gift of the type involved herein to a minor is a gift of a present interest unless the use and enjoyment of the property is in some manner limited or restricted by the terms of the donor's conveyance. The exclusion authorized by section 1003(b) of the Internal Revenue Code of 1939 may be applied against such gift.

b. Trust Gifts in General 

c. Crummey Trusts: General Rule 

· Crummey v. Commissioner  397 F 2d 82 (9th Circ 1968)

· Petition for review of decisions of Tax Court involving exclusions under gift tax law. Court held that, under trust instrument providing that, if beneficiary was minor at time of gift, beneficiary's guardian might each year make demand on behalf of child for amount up to $4,000 transferred from each donor that year, annual exclusion for gift to each beneficiary's trust was not precluded on theory that minor beneficiaries had nothing more than paper rights because they lacked capacity to enforce demand for payment and therefore gifts were of a future interest. Decision of Tax Court denying taxpayers' exclusions on gifts to two beneficiaries reversed and decision of Tax Court allowing taxpayers' exclusions on one gift to another beneficiary affirmed.
· Typical situation is Life Insurance Trust (utilizing whole life insurance) on Parents with kids as Beneficiaries, where major Estate asset of parents is small business (illiquid asset). The Insurance policy would pay upon the last to die of the 2 parents. Language included in Irrevocable Trust document that says Trustee, f/b/o minor child, can make a demand within 30 days after contribution to the Trust of the money to fund the insurance premium. That makes the contribution to the Trust a Present Interest.
· Since Irrevocable Trust, it would pass OUTSIDE of the Estate
· When Trustee does NOT make demand, it is a Lapse of a Power.
· Private Letter Ruling 8004172  

d. Crummey Trusts: Contingent Beneficiaries 

· Estate Of Cristofani v. Commissioner 97 TC 74 (1991)

· D created an irrevocable inter vivos trust to which she contributed property during each of the two years preceding her death. The value of each contribution was $70,000. The primary beneficiaries of the trust were D's two children. D's five minor grandchildren had contingent remainder interests in the trust. In addition, the trust provided that D's two children and five grandchildren each had the unrestricted right to withdraw an amount not to exceed the amount of annual gift tax exclusion under sec. 2503(b) ($10,000), within 15 days following each of D's contributions to the trust. 
· As discussed in Crummey, the likelihood that the beneficiary will actually receive present enjoyment of the property is not the test for determining whether a present interest was received. Rather, we must examine the ability of the Beneficiaries, in a Legal sense, to Exercise their Right to Withdraw Trust Corpus, and the Trustee's Right to Legally Resist a Beneficiary's Demand for payment.
· CAN"T give Power to withdraw to entire population in city, in an attempt to get multiple Annual Gift Exclusions. Beneficiary MUST have a Real, Not Illusory Interest in the Trust for the Annual Gift Tax Exclusion to apply.

· Technical Advice Memorandum 9731004

e. Crummey Trusts

f. § 2503(c) Trusts 

· Heidrich v. Commissioner 

g. Uniform Gifts to Minors Act and Uniform Transfers to Minors Act 

· Revenue Ruling 59-357

3. Qualified Tuition Programs – "529 Plans"

a. Amount contributed f/b/o another Qualifies for $11K Annual Gift Tax Exclusion
b. If Donor dies while 529 Plan still in existence, Plan Assets Excluded from Donor's Estate

c. Neither Donor nor Benef'ys are taxed on income during life of Plan (until withdrawn)

d. Donor can determine amount, timing and purpose of Distributions from Plan.

e. Donor has ability  to change Benef'y to another of original Benefy's family members without any Tax consequences, as long as new Benef'y is NOT a generation below original Benef'y.

4. Reciprocal and Sham Transfers 

· Sather v. Commissioner 251 F 3d 1168 (8th Circ 2001)

· IRS imposed gift tax deficiencies and accuracy- related penalties on brothers and their wives related to gifts of stock in family business made by each of them to trusts created for benefit of each others' children, and assessed transferee liability for gift tax deficiencies and penalties against trusts related to gifts received by trusts from donors. Tax Court, found that transactions involved cross-gifts, denied claimed annual exclusions, and upheld tax deficiencies and portion of penalties. Aff’d
· Reciprocal Gift Doctrine applied. Per Grace's Estate 395 US 316,  Reciprocal Gift Doctrine applies to multiple transactions when the transactions are interrelated and "to the extent of Mutual Value, leave the Settlors  in approximately the same economic position as they would have been  in had they created Trusts naming themselves as Benef'ys." Substance over Form
C. Exclusion for Educational and Medical Expenses per 2503(e)

1. Can be made f/b/o Anyone, NOT just Donor's Family

2. Unlimited in Amount and is In Addition To Annual Gift Tax Exclusion

3. Payment MUST BE Directly by Donor to the Educational Institution or Medical Care Provider
4. For Educational Expenses – Exclusion available ONLY for Tuition
a. Per IRS, applies to payments made to Prepaid Affordable College Tuition programs

D. Marital Deduction per 2523(a)

1. Generally Unlimited

2. EXCEPTION to Unlimited – Terminable Interests do NOT Qualify for Unlimited Exclusion

a. Exceptions to the Nondeductibility Rule Exception

(1) Life Estate with Power of Appointment and 

(2) QTIPS

E. Charitable Deduction 

Chapter 8. Gift Tax Returns and Administrative Requirements
A. Return Requirements  -- Same as Form 1040

1. If ANY Gift during year is a Taxable Gift (i.e. above the Annual $11K Exclusion amount) ALL Gifts made during the year must be shown on the Gift Tax Return (even though all other Gifts will be shown as Excluded by the Spousal, Charitable or $11K Ann'l Exclusions)

B. Spousal Gift Splitting – MUST File Gift Tax Return in order to Elect to Split Gifts

1. Can Use for Annual $11K Gift Tax Exclusion purposes

2. ALSO can use for purposes of using up the Non-Donee Spouse's Unified Gift Tax Credit

C. Statute of Limitations – just like Form 1040

Chapter 9. General Principles of Valuation 

A. Introduction and Definition 

1. Defn of Value/FMV – "the price at which the property would change hands between a willing Buyer and a willing Seller, neither being under any compulsion to buy or sell and both having reasonable knowledge of relevant facts."

2. Rule for Publicly Traded Securities – FMV is AVG of High and Low quoted prices for valuation Date (either D of D or 6 mths later, if Alternative Date for Valuation elected.)

B. Valuation Date (p 166)

1. Gift – date of Transfer

2. Estate – Date of Death (subject to C, below)

C. Alternate Valuation Date (p 168) – 6 months after Date of Death

1. Requires that Estate Tax be paid  - can’t use if No Estate Tax is owed.

· Can’t Use just to Increase Basis in Assets without any Estate Tax liability

2. Applies to ALL Estate Assets – can’t pick and choose Assets to which to  apply election

3. Don’t adjust Valuation for Mere Lapse of Time (wasting assets)

Chapter 10. Actuarial Valuation 

A. General Principles 

B. Exceptions  - Shackleford v. Unites States 

Chapter 11. Closely Held Businesses and Other Assets 

A. General Principles 

· Revenue Ruling 59-60 - Methods and Factors to be considered in Valuing Closely Held Entities

· SEC. 4. FACTORS TO CONSIDER.
.01 It is advisable to emphasize that in the valuation of the stock of closely held corporations or the stock of corporations where market quotations are either lacking or too scarce to be recognized, all available financial data, as well as all relevant factors affecting the fair market value, should be considered. The following factors, although not all-inclusive are fundamental and require careful analysis in each case: 
(a) The nature of the business and the history of the enterprise from its inception. 
(b) The economic outlook in general and the condition and outlook of the specific industry in particular. 
(c) The book value of the stock and the financial condition of the business. 
(d) The earning capacity of the company. 
(e) The dividend-paying capacity. 
(f) Whether or not the enterprise has goodwill or other intangible value. 
(g) Sales of the stock and the size of the block of stock to be valued. 
(h) The market price of stocks of corporations engaged in the same or a similar line of business having their stocks actively traded in a free and open market, either on an exchange or over-the-counter.
B. Premium for Control 

· Estate of Chenoweth v. Commissioner 

C. Minority Discounts 

· Estate of Bright v. United States 658 F 2d 999 (5th Circ 1981)

· HELD: Family Attribution should NOT apply to lump a D's stock with that of related parties for Estate tax purposes and thus defeat the determination of a Minority ownership Discount. "…rather the stock is deemed to be held by a hypothetical seller who is related to no one."

· Revenue Ruling 93-12 

· Technical Advice Memorandum 9436005 

D. Marketability Discounts

E. Portfolio Discounts 

F. Absorption Discounts – used where D own 1M share of stock that typically trades only 40K shares per day.

G. Discounts for Prospective Tax Liability Note 

H. Fractional Interest Discounts – even where TIC has > 50% ownership, can still get a Fractional Interest Discount b/c they don’t own it entirely. Theory is that Full Value can be realized ONLY with proper disposition and development of the entire property. 
I. Restrictive Agreements – where SH has entered into a Restrictive Agreement that limits the price at which he can sell his ownership interest, either to Insiders or Outsiders.

1. IRC 2703(a) states that all such Restrictive Agreements are to be DISREGARDED in determining the Valuation of the Restricted Property.

2. EXCEPTION: Restriction will be Given Effect IF:
a. Restriction MUST BE a Bona Fide Business Arrangement;
b. Restriction MUST NOT BE a Device to Transfer such Property to members of the D’s Family for less than Full and Adequate Consideration; and 
c. Terms of the Restriction MUST BE Comparable to Similar Arrangements entered into by persons in an Arm’s Length Transaction.
J. Lapsing Rights 

K. Restrictions on Liquidation 

L. Family Limited Partnerships

· Example: Mom Dad own business. They recapitalize such that they now own a 1% GP and 99% LP interest (still own 100%). Mom and Dan each give small % of LP interest to each of their two kids, such that the value, AFTER Minority and Marketability Discounts equals the $11K Ann’l Exclusion amount.  

· Note that even upon Mom and Dad’s death, since they own less than 100% of their business, their Estate would  take Minority and Control Discounts, etc.

· Knight v. Commissioner 

Chapter 12. Retained Interests and Value Freezes (Sec 2701 and 2702) 

A. Introduction 

B. Responses by the Commissioner and Congress 

1. Litigation and Revenue Ruling 83-120 

2. Section 2036{C) 3. Sections 2701 and 2702

C. Section 2701 Valuation Rules – mandates that Special Valuation rules apply to transfers of Interests in Corporations or Partnerships. Special Rules Applies ONLY IF (a) Tr’or transfers an Interest in a Corp or PS or a member of his Family , and (b) Tr’or OR an applicable Family Member Retains an Interest in the same Corp or PS.
1. Minimum Value Rule for Transferred Interests 

2. Zero Value Rule for Retained Interests – (b), above, results in a Zero Value for the Tr’or’s Retained Interest IF Certain Conditions are present. Situation where this may apply is illustrated by the following 
· Example: Envision that a Business is like a Carrot Cake. If Father takes a slice of the Cake and gives the rest of the Cake to his son, the Father has Retained an Interest similar to what the Son has. Therefore regular Valuation Rules apply to value the Transferred Interest.
· However, if Father scrapes off the top icing and gives the rest of the cake to Son, sans icing, the Father and Son have different ownership Interests. 
D. Other Effects of the Section 2701 Valuation Rules 

E. Practical Effects of the Section 2701 Valuation Rules 

F. Transactions Not Subject to the Section 2701 Valuation Rules – Zero Value Rule for Retained Interests does NOT Apply if any one of the following circumstances is present:

1. Corp has issued 1 Class of Stock

2. Corp has > 1 Class of Stock, BUT the ONLY difference twix the classes are Voting Rights

3. Corp has > 1 Class of Stock, BUT all Interests transferred by Donor are in the Same Proportion as the Donor’s Retained Interest.

4. Market Quotations are readily available for the Retained Interest

5. Market Quotations are readily available for the Transferred Interest

G. Partnerships 

H. Corporation and Partnership Retained Interest Problems 

I. Trusts 

1. General Principles: Grits, Grats, and Gruts 

2. Qualified Personal Residence Trusts – Exception to Valuation Rule of Section 2702:  IF the Sole Trust Property is an Interest in a Personal Residence that is occupied by the Holder of a Term Interest in the Trust
a. In practice, the Trust Instrument often includes a provision requiring a Reversion of the Entire Property to Donor/Life Tenant if they die within 10 years. 

b. Also – after the Term is up, the Donor/Tenant no longer owns the House and MUST begin to pay market rent to the new owners of the Property.

· If, at the end of the term, Donor/Tenant does not pay rent, you wind up with a section 2036 retained Life Interest problem upon death of Donor/Tenant, resulting in FMV of house being included in Donor’s Estate.

c. NOTE: A QPRT may be used for Two Residences, so that a vacation home may also be included. 

3. Practical Effect of Section 2702 

4. Zeroed-Out Grats and Grots 

J. Interests in Other Property Problems

Chapter 13. Special Use Valuation (Section 2032a) 

Chapter 14. Other Valuation Matters 

A. Blockage – Example: Where D held 100K shares of stock which had an average daily trading of 20K shares.  

B. Partial Interests 

· Robinette v. Helvering  

· Lockard v. Commissioner 

C. Discovery of Commissioner's Valuation Method 

D. Burden of Proof Section 7491 Requirements:

1. T must present Credible E for the T's position;

2. T MUST COMPLY WITH ALL Substantial Requirements; and

3. T must comply with all "Reasonable" IRS requirements for Documents, Witnesses.

E. Declaratory Judgment by the Tax Court 

F. Penalty for Undervaluation Problems Sec 6662 Imposes:
1. Penalty of 20% of Underpayment IF Understatement of value stated on the Return is one-half or less of the value finally determined.

2. Penalty of 40% of Underpayment IF Understatement of value stated on the Return is 25% or less of the value finally determined.

NOTE: Valuation Penalty does NOT apply if there is Reasonable Cause for underpayment and T acted in Good Faith (i.e. having an expert value the asset).

G. Penalty for Overvaluation 

PART IV. ESTATE TAX (CHAPTER 11 OF THE IRC)

Chapter 15. Property Owned (Sections 2033 and 2034) 

A. Integration of Gift Tax With Estate Tax 

1. Computation of Gross Estate:
· Gross Estate (per sec. 2033)

· Less: Marital Deduction

· Less: Charitable Contribution

· Less: Debts and Expenses of Estate

· =Taxable Estate

· Plus: Adjusted Taxable Gifts made during Lifetime of D

· = Total Subject to Taxes 

· Tentative Taxes on Total Subject to Taxes 

· Less: Tentative taxes on Adjusted Taxable Gifts

· Less: Unused portion of Unified Exemption

· Estate Taxes Due

B. Introductory Background: 

· Gross Estate equals ALL Property D owned with Legal OR Beneficial Title.

· Helvering v. Safe Deposit and Trust Co. of Baltimore

· First Victoria National Bank v. United States 
· Technical Advice Memorandum 9152005

C. Interests at Death 

2. Generation Skipping 

3. Effect of Death on Interests Held 

· Estate of Moss v. Commissioner

3. Lapsing Rights in Family Controlled Businesses (Section 2704) 

D. Contingent Interests 

· In Re Estate of Hill 

E. Employee Death Benefits

1. 
Issue of Inclusion 

· Estate of Tully 

2. Amount Includible 

· Goodman v. Granger 

F. Claims Under Wrongful Death and Survival Statutes 

· Connecticut Bank and Trust Co. v. United States 

G. Community Property in Gross Estate 

· Revenue Ruling 54-89

Chapter 16. Joint Tenancies (Section 2040) 

A. Introduction 
B. Statutory Provisions of Section 2040 General Rule: If D holds property as JTWRS and dies, 100% of the FMV of Property INCLUDED in D’s Estate.  Three EXCEPTIONS to General Rule:

1. If JTs are Husband and Wife – ONLY 50% of FMV of Property included in D’s Estate; (D’s Estate will get Marital Deduction since goes to SS)

       Surviving Spouse gets step up in Basis for D’s Half

2. Where Surviving JT Contributed money to the Acquisition of the Property; and      

       EXCLUDIBLE Portion = FMV Property * (Survivor’s Contrib/Total Cost)
3. Where JTs Acquired all of Property by Gift or Inheritance. 
        i.e. Granny dies and wills her house to her 3 kids as JTWRS; upon death of 1                   

       kid, only that kid’s 1/3 portion is Included in kid’s Estate.

C. Section 2040(a) 

1. History 

2. Services as Consideration

3. Income and Profits on Gift Property

4. Estate of Goldsborough v. Commr
D. Contributions and Changing Values 

E. Mortgages and Contributions 

F. Simultaneous Deaths of Joint Tenants

G. Unscrambling the Joint Tenancy Omelet

H. Community Property

· Where JTWRS causes property to be Includible in D’s Estate, yet the property is now owned by the other JTWRS, where does the D’s Estate come up with the money to pay the Estate taxes on the Trust assets?

· NO PROVISION for new owner of property to be required to foot the Estate Tax Bill for D’s Estate taxes.
P 310 - Problems  

(1) H and W purchased a lot as JTWRS with H providing the entire $50K of purchase price. At H’s death 4 years later, the property is worth $80K. What value is included in H’s Estate and what is W’s basis in the lot after H’s death?

· Since H and W, falls under the first exception to the General Rule; therefore, ONLY ½ of FMV D of D included in H’s Estate. 

· W’s basis is $65K, calculated as follows: $25K (her original basis in her ½ PLUS $40K (step up for H’s ½ of the property)

(2) 
What if H and W instead were Bro and Sis (Bro furnished entire consideration)?

· Does NOT fall under any of the three Exceptions to the General Rule; therefore, Entire $80K is included in Bro’s estate.

· W’s basis is $80K, full step-up to FMV since Entire property was included in Bro’s Estate.

(3) 
B purchased $20K of Stock with his own funds. Put stock as JTWRS with his wife, A and kid Gabby. Two years later when stock was worth $30K, B died.

· Does NOT fall under any of the three Exceptions to the General Rule, since NOT JTWRS with just H and W – kid taints this. therefore, Entire $30K is included in B’s Estate.

Chapter 17. Life Insurance (Section 2042)
A.
Introduction 1. Incidents Of Ownership 2. Application Of Other Code Sections

3. Liability For Tax On Life Insurance 

B. 
Life Insurance Broadly Defined -  Revenue Ruling 83-44

C. 
Possession of the Incidents of Ownership – if D retained, the Life Insurance will be Includible in his Estate. Examples of Incidents of Ownership are: 
· Right to Surrender the Policy

· Right to Borrow Against Cash Value

· Right to Designate or Change Death Beneficiary 

            BUT:  Payment of Insurance Premium is NOT an Incident of Ownership

(i.e. where Dad pays Premium on Policy that son took out on Dad’s life)

· Where Life Insurance Proceeds are Includible in D’s Estate per IRC 2042, yet the money is paid out to the actual Beneficiary, where does the D’s Estate come up with the money to pay the Estate taxes on the Life Insurance?

· IRC 2206 states that unless D directs otherwise in his Will [language: pay all of my Estate Taxes out of the Residue of my Estate”] if Life Insurance is Includible in D’s Estate by reason of 2042, and the proceeds are receivable by a Beneficiary other than D’s Executor is entitled to recover from the Beneficiary the Pro-Rata share of the Estate’s taxes attributable to the Life Insurance proceeds calculated as follows:

         [(FMV Life Insurance Included / Taxable Estate)*Total Estate tax Due].

* United States v. Rhode Island Hospital Trust Co.
* Morton v. United States
D. 
Avoiding Possession of the Incidents of Ownership 

1.
 Introduction 

2. 
Possession Of Unretained Incidents Held As A Fiduciary 

* Revenue Ruling 84-179  

3. 
Irrevocable Life Insurance Trusts – Control over Premium Payment and Ultimate Death Benefits Proceeds are the key.


* Revenue Ruling 79-129

4. 
Assigning Group Term Life Insurance

* Revenue Ruling 84-130

E. 
The Uniform Simultaneous Death Act -  Revenue Ruling 77-181

F. 
Attribution of Incidents of Ownership to Shareholders and Partners 

G. 
Buy-Sell Agreements Funded With Life Insurance

​H. 
Insurance Purchased With Community Funds 

IRC 2035(d)(2) Adjustment for Gifts made within 3 Years D of D
For D’s dieing after 1981, Gross Estate INCLUDES “…a transfer of an interest in property which is included in the value of the gross estate under section 2036 (Transfer with a Retained Life Interest), 2037 (Transfer Taking Effect at Death), 2038 (Revocable transfers) or 2042 (Proceeds of Life Insurance) or would have been included under any of such sections if such interest had been retained by the decedent.” 

Life Insurance Policy transferred by D within 3 years of D of D IS INCLUDED in D’s Estate.
Chapter 18. Retained Life Estates (Section 2036)
A. 
Background and General Application 

· Section 2036 Generally Includes in the D’s Estate 2 types of transfers: 

(1) Those under which the Transferor Retains Income from Property for Life; 

· “For Life” defined as period NOT Ascertainable without reference to a person’s Life – therefore, even if “Life Interest” by terms of the Trust ends 2 weeks before person’s death, it is still a Life Interest.

· “For Life” also includes a QPRT where Donor does NOT last to the end of the required QPRT term [see p 16 of thee notes]

(2) 
Those under which the Transferor Retains for Life the Right to Designate the persons who are to enjoy the Transferred Property or the Income from it.

Classic Sec 2036 situation:
Dad transfers a Remainder Interest in Real Property to Son, Retaining a Life Estate for himself

· For Gift Tax purposes, Dad’s Retained Interest is valued at $0 per 2701 (See Chpt 12 C, above) since the Retained Interest is different form what was given to the Son.

· BUT at Dad’s death, since Retained Life Estate, the Property is also INCLUDED in Dad’s Estate (since retained life interest is similar to a retained income interest).

· EVEN IF Dad deeded the property outright to Son, but continued to live on the property, farm the crops, keep the profit (essentially Retain the Incidents of Ownership) – IRS would treat as a diisgused Transfer with a Retained Life Estate.

          Look to IRC 2035(d)(2)  for Inclusiuon
B. 
Informal Reservations – Estate of Maxwell v. Commissioner  ​

C. 
Contingent Retained Life Estates-Section 2036(a)(1) 

D. 
Interrelationship of Transferred Property and Retention of Income

1. 
Private Annuities  Ray v. United States 

2. 
Annuity-Life Insurance Combinations

E. The Decedent-Transferor

1.
General Issue  In Re Estate of Pyle 

2. Reciprocal Trusts 

· United States v. Estate of Grace 395 US 316 
· HELD: Corpus of Trust created by wife in husband's favor was Includible in husband's gross estate under Reciprocal Trusts doctrine where it was related to substantially identical trust created by husband for wife at approximately same time and as part of single transaction designed and carried out by decedent and transfer left each party, to extent of mutual value, in same objective economic position as before, although transferred properties were different in character, regardless of 
F. 
Support of Dependents and Other Beneficial Retentions

1. 
Basic Parameters of the Problem

2. 
Support of Dependents – Trust that provides for payments to be used for Support of D’s Minor Child(ren) results in the Trust being Included in D’s Estate   2036(a)(2) 

· To avoid this, Trust should have an “Upjohn Clause” whereby Trustee is NOT permitted to make a distribution to any Beneficiary that would Discharge a Legal Obligation of the Grantor – i.e. Language that Distribution may be made to ADULT CHILD of the Gr’or (since Adult kid, no legal obligation to support).

* Estate of Chrysler v. Commissioner 

* Estate of Gokey v. Commissioner 

3. 
Support of Spouse


* Private Letter Ruling 9235032 

G.
Retention of Control- results in the Trust being Included in D’s Estate   2036(a)(2)

· If Gr’or Retained Power (with no restrictions) to Replace and Substitute Tr’ee, the Gr’or could appoint himself; that would result in the Inclusion of the Trust in Gr’ors Estate EVEN IF Gr’or did not exercise this Power.

· Way to do this is to have the Power to Replace LIMITED where it would be For Cause, or where they could NOT themselves be the Tr’ee, or where the replacement Tr’ee was limited to be a Corp Tr’ee or non-family member, etc.

1. 
Control Over Timing of Enjoyment

* 
Struthers v. Kelm ​

2. 
Contingent Retained Powers to Determine Enjoyment

* 
Estate of Farrel v. United States 

* 
Estate of Wall v. Commissioner 

3.
 Reciprocal Transfers- 
Estate of Green v. United States 


4. 
Retained Power Subject to Standard

* 
Old Colony Trust Co. v. United States 

* 
United States v. Byrum ​

H. 
Amount Includible 

I. 
Relinquishment of Retained Income Interest Within Three Years of Death 

* 
United States v. Allen 

J.
Adequate and Full Consideration 

· Where Retained Life Interest causes Trust assets to be Includible in D’s Estate per 2036, yet the money is paid out to the actual Beneficiary, where does the D’s Estate come up with the money to pay the Estate taxes on the Trust assets?

· IRC 2207B states that unless D directs otherwise in his Will [i.e. using language such as   “ pay all of my Estate Taxes out of the Residue of my Estate”] if 2036 comes into play, D’s Executor is entitled to recover from the recipient of the property the Estate taxes created as a result of the inclusion of the property in D’s Estate, on a Pro-Rata basis calculated as follows: [(FMV Retained Life Interest / Taxable Estate) * Total Estate tax Due].

Chptr 19. Powers to Alter, Amend, Revoke, or Terminate (Sec 2038)
· Includes Transfers where Gr’or has Right to Amend, Revoke or Terminate the Trust, WHETHER OR NOT the Gr’or actually does. 

· If Gr’or takes a Revocable Trust and makes it Irrevocable, there is a 3-year period AFTER making Revocable trust Irrevocable that the Gr’or must survive, or the Trust is still Included in Gr’ors Estate.

A.
Historical Introduction

B.
Breadth of Power

* 
Lober v. United States 

C.
Joint Powers

1. 
Basic Parameters Of The Problem

* 
Helvering v. City Bank Farmers Trust Co.

2. 
Employee Death Benefits ​

* 
Estate Of Tully 

D.
Reciprocal Trusts ​

E. 
Incompetency

* 
Round v. Commissioner ​

F. 
Power Subject to Standard

* 
Jennings v. Smith 

G. 
Uniform Transfers to Minors 

H. 
Power to Substitute Trustee 

I.
Overlap of Sections 2038 and 2036(a)(2) 

J.  
Revocable Trusts 

* 
Private Letter Ruling 200101021-

K. 
Power Released Within Three Years of Death 

L. 
Community Property and Powers 

* 
Katz v. United ​

Chapter 20. Transfers Geared to Grantor's Life (Section 2037) - OMIT
A.
Introduction


B. 
Remote and Unintended Reversions

C. 
Valuing the Reversion 

1. 
Actuarial Values and Condition of Health

2. 
Other Factors 

* 
Estate of Cardeza v. United States ​

D. 
Determination of Amount Includible 

* 
Revenue Ruling 76-178 

Chapter 21. Annuities and Retirement Benefits (Section 2039) 

A. 
The Nature and Importance of Annuities 

· When D dies and has a Retirement Benefits paid out over his and his spouse’s lifetime, at his death the PV of the benefits to be paid to his SS (based upon her expected lifetime) are Includable in his Estate;

· A Marital Deduction is allowed for the amount of Payments Included in his Estate, therefore netting out to $0.

· BUT if Annuity is joint for life of D and a person other than his spouse, there will be no offsetting Marital Deduction to offset the Inclusion of the PV of the Expected future benefits.

B. 
General Taxation Principles 

* ​Excerpts From Senate Committee Report on the Revenue Act of 1954 

C. 
Valuation 

D. 
Combining Annuities With Other Benefits

* 
Estate of Bahen v. United States
* 
Estate of Schelberg v. Commissioner 

E. 
Income Taxation of Tax Qualified Retirement Plans and IRA's 

Chapter 22. Powers of Appointment (Section 2041) 

​A.
Introduction – If D owned a General Power of Appointment over property, at his death the property will be Included in General Power holder’s Estate.

B. 
What is a Power of Appointment?

* Keeter v. United States
* Connecticut Bank and Trust Co. v. United States ​

D. Distinguishing General and Special Power

· General Power of Appointment – the Right to transfer the principal of the Trust to himself, his Estate, his Creditors or the Creditors of his Estate – WHETHER OR NOT this Power is actually utilized.

· Example of Special Power (NOT General Power): Dad sets up $5M Tr; Son is Tr’ee; Trust gives Son Power to Invade the principal of the trust f/b/o Son’s Adult kids or Adult kids of Son’s brother. The Trust is NOT Includable in Son’s Estate at his death, since: (1) Son doesn’t have A General Power of Appointment; or  (2) NO Retained Life Estate per 2036, since Tr assets won’t be used for Son’s obligation of Dependents (invasion allowed for Adult kids, not Minor kids)

*  
Private Letter Ruling 7903055

* 
Revenue Ruling 69-342​

E. Invasion Powers * Revenue Ruling 76-368 

​

F. Power Limited by an Ascertainable Standard – Power to Invade Corpus is NOT regarded as General Power IFF it is limited by an Ascertainable Standard relating to Donee’s Health, Maintenance, Support or Education. 

· Revenue Ruling 77-60​

· Estate of Sowell v. Commissioner
G.
Competency of Holder of Power

* Estate of Alperstein v. Commissioner ​

H. 
Release and Disclaimer

​I. 
Lapse

1.
Introduction

2. 
Five-and-Five Powers – if someone DIES during the year that they had a “5 and 5 Power” but had not yet exercised or renounced it, the amount of the Invasion IS Included in that person’s Estate – but NOT the value Trust itself.

3.
Tax Shelter

* 
Fish v. United States ​

I. Joint Powers

· Estate of Towle v. Commissioner

· Where Power of Appointment causes Trust assets to be Includible in D’s Estate per 2041, yet the money is paid out to the actual Beneficiary, where does the D’s Estate come up with the money to pay the Estate taxes on the Trust assets?

· IRC 2207 states that unless D directs otherwise in his Will [i.e. where language in Will says “pay all of my Estate Taxes out of the Residue of my Estate”] if 2041 comes into play, D’s Executor is entitled to recover from the recipient of the property the Estate taxes created as a result of the inclusion of the property in D’s Estate on a Pro-Rata basis calculated as follows: [(FMV Power of Appointment Assets / Taxable Estate) * Total Estate tax Due].

Chapter 23. Transfers Within Three Years of Death (Section 2035)​
IRC 2035(d)(2) Adjustment for Gifts made within 3 Years D of D
For D’s dieing after 1981, Gross Estate INCLUDES “…a transfer of an interest in property which is included in the value of the gross estate under section 2036 (Transfer with a Retained Life Interest), 2037 (Transfer Taking Effect at Death), 2038 (Revocable transfers) or 2042 (Proceeds of Life Insurance) or would have been included under any of such sections if such interest had been retained by the decedent.” 

Also Gift Taxes paid on Gifts made within 3 years of D of D are pulled back into D’s Estate.

A.
Introduction

1.
Section 2035 Before 1976 

2. 
The 1976 Act Changes

3. 
The 1981 Act and the 1997 Act Changes

B. 
"Grossing Up"


C. 
Life Insurance Transfers Within Three Years of Death 

1. 
Pre 1982 Deaths

2. 
Post 1981 Deaths

* 
Technical Advice Memorandum 9323002.

D.
Remaining Issues Under Section 2035(a)

1. 
Indirect Transfers

2. 
Amount Included

* 
Estate of Humphrey v. Commissioner

* 
Commissioner v. Estate of Gidwitz ​

E.
 Revocable Trusts 

a. 
The Parameters of the Problem

b.
 The Statutory Solution

F.
Section 1014(e)-An Income Tax Wrinkle 

Chapter 24. Consideration in Money or Money's Worth - OMIT


A.
Introduction


B.
Consideration Received



Estate of Frothingham v. Commissioner

C. Child Support as Consideration 


Estate of Mcdonald v. Commissioner


D.
Sales of Remainder Interests



Estate of D'ambrosio v. Commissioner


E. Inadequate Consideration-Amount Included

Chpt 25. Exp, Debts, Claims, & State Death Taxes (Sec 2053 & 2058) 

A.
Deductions:

1. Four Classes of Deductions per 2053
a. Funeral Expenses

b. Administration Expenses

c. Claims Against the Estate

d. Unpaid Mortgages encumbering property Included in the Gross Estate – 

      * NOTE: A Note that D signed as Accommodation (Co-Sign or Guaranty) would   

       NOT be allowed as Deduction, since the underlying property would NOT be 

       Included in the Gross Estate

2. Limitations/Restrictions on Deductibility of the Above Four Categories

a. Adequate and Full Consideration  - 

· i.e. Promise by D to pay son $5,000 at D’s death would NOT be allowed as a Claim against D’s Gross Estate, since NO Consideration given by Son

b. Allowable under Local Laws
· i.e. Flowers purchased for funeral are NOT considered under Local Law as a Funeral Expense; therefore NOT Deductible from Gross Estate

· i.e. D’s Credit Card bill that is paid PRIOR to the Credit Card company filing a claim in Probate Court is NOT Deductible from Gross Estate, because it is not properly considered a Claim against the Estate UNTIL filing in Probate Court

c. Limited to Value of PROBATE Estate (NOT Gross Estate)
· i.e. D purchases car and puts title as JTWRS with girlfriend (who provided no consideration for its purchase); debt for car purchase is in D’s name only. Even though at D’s death the car would be included in his Gross Estate (per 2036), it is NOT included in the Probate Estate (since owned as JTWRS, it goes directly to girlfriend). Therefore (presuming no other assets in D’s Estate) the debt related to car is NOT Deductible from Gross Estate

B. 
Administration Expenses 

1. 
Allowability Under Local Law  * Hibernia Bank v. United States

2. 
Prohibition Against Double Deduction – 

· Take Deduction on EITHER D’s last Income Tax Return OR on D’s Estate Return, based upon whichever has the Higher Marginal Tax rate

· Look not at Gross Estate, but the Taxable Estate (Marital/Charitable deduction may take a Gross Estate down to $0)

C.
Unenforceable Claims * Revenue Ruling 78-271 

D.
Consideration and Debts * Estate of Flandreau v. Commissioner 

E. 
Unfiled Claims * Revenue Ruling 75-24


F. 
Valuation of Claims * Estate of Van Horne v. Commissioner 

Chapter 26. Qualified Family Owned Business Deduction (Sec 2057) 

A.
Introduction – 

1. N/A for Ds dieing after 12/31/03, since Estate Tax Exclusion amount will be $1.5M, whereas 2057 is $1.3M

2. Sec 6166 Permits delayed payment of Estate Taxes at favorable rates WHERE an Ownership Interest in a Closely Held Business EXCEEDS 35% of the Adjusted gross estate

B. 
The Principal Features 

1. 
The $1,300,000 Cap

2. 
Qualified Family Owned Business Interests (QFOBI)

3. 
The Fifty Percent Threshold

4. 
Material Participation – Both Pre AND Post Death Material Participation is required in order to get benefits of section 6166 or section 2057.

a. 
If fail to meet the Material Participation, the deferred Estate Tax is accelerated

5. 
Recapture Provisions – if disposition of QFOBI occurs within 10 years

C.
Sections 2032A and 2057 

Chapter 27. Charitable Bequests (Section 2055)
A. "Sweet Charity"

B.
Charitable? * 
Dulles v. Johnson * 
Child v. United States 

C.
Whose Charitable Transfer? * Estate of Pickard v. Commissioner 

D. Split Gifts –
1. The Basic Statutory Solution General rule per 2055(e): When interests in the same property pass to both a Private party and a Charity, No Charitable Deduction will be allowed UNLESS the Gift is in one of the Forms prescribed below:

a. 
Charitable Remainder Annuity Trust (CRAT)
· Private Person receives a sum of money 

· at least once per year

· of not less than 5% nor more than 50% of INITIAL VALUE of Trust assets

· Payments may extend for Life of Individual(s) OR Set Term nor over 20 years

· Following termination of these payments, Remainder MUST BE transferred OR Held in Trust for Charity

· Amount so transferred to Charity MUST BE EQUAL TO OR GREATER THAN 10% of INITIAL VALUE of Trust assets.
b. Charitable Remainder Unitrust (CRUT) – Same as CRAT, but the sum of money is based upon the YEARLY END OF YEAR VALUE of Trust assets

c. Pooled Income Trust
d. Remainder Interest in Farm OR Personal Residence – where Remainder Interest in Property DEEDED Directly to Charity (not through a Trust).

2. 
The Exclusion for Qualified Conservation Easements 

E. 
Unascertainability of Identity of Charity or Amount of Charitable Gift; and Conditional Gifts


1. 
Failure to Identify Charity * Revenue Ruling 69-285 00  * ​Revenue Ruling 78-101

​2. 
Unascertainability of Amount

· Estate of Marine v. Commissioner 990 F 2d 136 (4th Circ 1993)

· FACTS: Personal representatives of state filed petition challenging determination of Commissioner of Internal Revenue disallowing deduction for charitable bequest. The United States Tax Court affirmed, and state appealed. 
· HELD: Discretion vested in testator's personal representatives by codicil to make posthumous gifts to certain individuals who contributed to testator's well-being or were helpful to him (were Unascertainable), and made the Charitable Remainder Unascertainable and therefore not deductible as charitable gift. Affirmed.
​3. 
Conditional Gifts * Revenue Ruling 71-442


​ ​

Chapter 28. Marital Deduction (Section 2056)


A.
Introduction


1. 
Historical Perspective 

2.
Limited Marital Deduction Beginning in 1948 

3. 
Unlimited Marital Deduction After 1981 

4. 
Interim Changes to Marital Deduction

B.
 Requirements for Marital Deduction-available ONLY for Property passing to the D’s SS  AND passing in such a way that it will be Included in the SS’s Estate unless the SS has disposed of the Property prior to death.  

​

C. 
Citizenship Requirement – D’s SS MUST be (with limited exceptions) a US Citizen (such that the Property will be taxed by the US at SS’s death

D. 
Property MUST be Part of D’s Gross Estate 

E. 
Surviving Spouse

1. 
Legal Status –arises from the termination of a Lawful Marital Union by the death of the other mate.

· NOTE: Alabama recognizes Common Law Marriage

2. 
Validity of Divorce With Respect to Status as Spouse

​3. 
Close Order of Deaths and Presumptions of Survivorship – Don’t forget Alabama’s 5-day requirement to survivor D in order to inherit (unless D’s Will states otherwise).

F. 
Passing to Surviving Spouse – Property MUST pass from D to SS 

· Can’t be from Disclaimer of other Beneficiaries, to SS

1. 
Post Mortem Surrender of Joint Property, Survivor's Statutory ​ * Schroeder v. US 

​2. 
Interests Acquired Post Mortem Require Enforceable Rights Sur​render

3. 
Marital Deduction Property Not Distributed to Spouse 

G. 
Nondeductible Terminable Interests – Per 2056(b)(1), Property Interest going to the SS CANNOT be one which may Terminate or fail on the Lapse of Time OR on the Occurrence or Nonoccurrence of an Event or contingency.

· Thus a Life Estate, A Term for Years would be a Nondeductible Terminable Interest and would NOT Qualify for Marital Deduction.

1. 
Spousal Award 

* 
Jackson v. United States 

2. 
Estate Trust – is NOT a Nondeductible Terminable Interest

· Example: F’s Will creates a Tr for his wife, M, for life. All distributions of Income and Principal to M are at the discretion of the Tr’ee. The Tr terminates at M’s death, at which time all undistributed Tr property are to be paid to M’s Estate for distribution under her Will. 

3. 
Settlement Options Available for Life Insurance Proceeds 

​

H. 
Exceptions to Nondeductible Terminable Interest Rule 

1. 
Survivorship


2. 
Life Estate With General Power of Appointment 

a. 
The "Income" Requirement
* Wisely v. United States  * TAM # 9147065

b. 
The "Specific Portion" Possibility 

c. 
The "Payable Annually" Requirement


d. 
The "Power of Appointment" Requirement

e. 
The "All Events" Requirement

f.
Forbidden Powers 

3. 
Life Insurance Settlement Options

4. 
Qualified Terminable Interest Property (QTIP) per 2056(b)(7), Marital Deduction Allowed for Property that passed from D to SS as long as:

(1) LL Income generated by the Property is Payable at least annually to the SS FOR LIFE (even if SS remarries); and
(2) Distribution of Part or All of the Property to anyone Other Than the SS is BARRED during the Lifetime of the SS; and
(3) D’s Executor claims the Marital Deduction on D’s Timely Filed (including extensions) Estate Tax Return.

(4) QTIP Property (the remaining Corpus) at Death of SS is INCLUDED in her Gross Estate

a. 
The "Income" Requirement *  Estate of Nicholson v. Commissioner

b. 
The Distribution Limitation 
* Technical Advice Memorandum 8943005 

c. 
QTIP Election 

d. 
QTIP Compared to Life Estate/Power of Appointment 

e. Partial QTIP Elections – where SS Disclaims a portion of the Marital Deduction Property and “throws” it back into D’s Estate. 

· Would want to consider this where SS’s death closely follows D’s death, in order to create two Taxable Estates that would be taxed a lower rates, than one larger Taxable Estate - Remember, have until 15 months AFTER D’s death to elect QTIP (9 months after D of D for due date of Estate Tax Return, plus 6 month Extension of Due Date).

* 
Private Letter Ruling 8301050


f. 
Spousal Gifts Contingent on QTIP Election ; g. Postmortem Rehabilitation 

h. 
Valuation Discounts * Action On Decision 1999-006 

i.
Retirement Plan Benefits  * 
Revenue Ruling 2000-2


5. 
Split Gifts

I.
Bargained Bequests * 
United States v. Stapf
​

J.
Joint and Mutual Wills​

1. 
Probate Property  * Estate of Abruzzino v. Commissioner 

2. 
Nonprobate Property * Estate of Awtry v. Commr

K. 
Planning for Marital Deduction 

1. Overmaritalization ​

2. 
Formula Marital Deduction Clauses and Related Provisions


a. 
Use of the Bypass Trust



b. 
Division of Estate Before Death​


c. 
Estate Equalization 


d. 
Transition to Unlimited Marital Deduction 


3. Equalization Clauses


4. Funding the Marital Bequest


a.
Fractional Formula Clauses


b. Pecuniary Formula Clauses


c.
Rev. Proc. 64-19


d. Upfront Credit Shelter Clauses

L.
Disclaimers


​

· Where Marital Deduction causes Trust assets to be Includible in D’s Estate per 2056, yet the money is paid out to the actual Beneficiary, where does the D’s Estate come up with the money to pay the Estate taxes on the Trust assets?

· IRC 2207A states that unless D directs otherwise in his Will [i.e. where language in Will says “pay all of my Estate Taxes out of the Residue of my Estate”] if 2044 comes into play, D’s Executor is entitled to recover from the recipient of the property the Estate taxes created as a result of the inclusion of the property in D’s Estate on an Incremental Tax basis calculated as follows: [(Calculate D’s Estate Tax WITH the QTIP assets); subtract from this (the D’s Estate Tax WITHOUT the QTIP assets.) The difference is the Incremental Taxes].

Chpt 29. Estate Tax Credits, Returns, Payment, &Apportionment 

A.
Credits

1. 
Unified Credit – 

	Year
	Exclusion Amount Equivalent
	Credit Equivalent

	2003
	$1.0 million
	$    345,800

	2004-2005
	$1.5 million
	$    555,800

	2006-2008
	$2.0 million
	$      80,800

	2009
	$3.5 million
	$ 1,455,800


2. 
Credit for State Death Taxes
· Alabama allows as a state tax credit the Max amount under IRC 2011 

· Was $99,600 goes to $0 in 2005; phase-out of 25% per year beginning 1/1/02

3. 
Credit for Gift Tax

4. 
Credit for Tax on Prior Transfers (p 706) - where death of D is closely followed or preceded by the death of a recipient of the D’s Estate.

· Credit for payment of D’s Estate taxes allowed on a sliding scale for the two years preceding D’s death to up to 10 years after D’s death.

D. When a Return is Required -  Form 706 – for US Citizen or Resident whose Gross Estate exceeds the Applicable Exclusion Amount (even if Taxable Estate is $0)

· Gross Estate, NOT Taxable Estate.

· INCLUDES Prior Adjusted Taxable Gifts


C. 
Who Must Pay and When – due by UNEXTENDED Due Date of Form 706

D. 
Extensions of Time for Payment – at IRS discretion, up to 12 months


E. 
Payment Through Stock Redemptions

F. 
Noncompliance With Filing and Payment Obligations

1. 
Penalties-

a.

Failure to File and Failure to Pay Tax 

b. 
Negligence and the Wages of Fraud - Heavier Penalties

2.
Interest 

3. 
Liens

G. Personal Liability of Executor 
H. Apportionment: Who Bears the Estate Tax Burden where D’s Will is Silent as to from where Estate Tax is paid

1. 
From Non-Probate Assets (where Assets are Included in D’s Estate, but pass outside of Estate)

a. Life Insurance Included  - per IRC 2206, Prorata share of Taxes recoverable from Beneficiary of the Life Insurance proceeds

b. General Power of Appointment in Trust Assets Included - per IRC 2207, Prorata share of Taxes recoverable from Beneficiary of the Trust

c. Retention of Retained Interest in Trust Assets Included - per IRC 2207B, Prorata share of Taxes recoverable from Beneficiary of the Trust

d. QTIP Assets Included - per IRC 2207A, Incremental calculation of Taxes recoverable from Beneficiary of the Trust

2.
From Probate Assets of the Estate
a. Alabama law requires that Estate Taxes are paid from the Residue of the Estate (unless the Residue goes to SS).

* ​First Nat'l Bank of Atlanta v. United States ​

PART V. GENERATION-SKIPPING TAX (CHAPTER 13 OF THE INTERNAL REVENUE CODE)

Chapter 30. Generation-Skipping Transfer Tax (Sections 2601 - 2663)


A.
Introduction

B. General Description of the Generation-Skipping Tax

1. 
Taxable Events – 3 Types

a. Direct Skip – Transfer subject to Estate or Gift Tax where Skip Person gets Interest in transferred property.

b. Taxable Termination of Trust – Termination of Interest in Trust where Skip Person receives Interest in the Trust property

c. Taxable Distribution from Trust – Distribution of income or Principal from Trust to Skip Person other than by Termination of the Trust

2.
 Generation Assignment – GST is N/A UNLESS Property goes to a Skip Person, defined as a Beneficiary who is 2 or more generations YOUNGER than the Transferor

a. 
If NOT Related by blood, 37 ½ years is 2 Generations YOUNGER
b. If Related by blood, do Lineal Chart, regardless of ages.

· NOTE: If, AT TIME INTEREST IS CREATED, a grandchild’s parents are already dead, the Grandchild steps up a generation and therefore are NOT a Skip Person.

3.
 Amount Subject to Tax

4. 
Nontaxable Gifts – GST is N/A to:

a. 
2503(b) Yearly $11K Exemption; and 

b.
2503(e) Medical or educational expenses paid directly, 

But GST DOES Apply to a Crummey transfers.

5.
GST Exemption – Rate Schedule:

	
Year
	GST Exclusion Amount 

	2003
	$1.1 million

	2004-2005
	$1.5 million

	2006-2008
	$2.0 million

	2009
	$3.5 million


6.
Allocation of Exemption to Spouse's Transfers 

7. 
Significance of the Exemption

a. 
Inclusion Ratio – where property is transferred to trust, and amount of property transferred is GREATER THAN the GST Exemption amount, need to allocate the GST to any later transfers (Taxable Termination, Taxable Distribution) out of Trust to a Skip Person. Ratio is calculated at time Property transferred into Trust.


EXAMPLE:  Gramps puts $3.3M into Trust. His kids have Life Interest in Income, with ability to get at Corpus for their Health, Support, Education or Maintenance (ascertainable  standards). Remainder goes to Grandchildren. 



Inclusion Ratio (amount of transfer subject to GST) = 

1  MINUS  THE Fraction: ($1.1M [GST Amount in year of Gift] 

    DIVIDED BY $3.3M [Value of Property placed in Trust, regardless of the 

    property’s value when it is actually Transferred to Skip Person]   = 

1 – 1/3  = 2/3. Therefore, 2/3 of any amount paid from Trust to Skip Person is subject to the GST.

NOTE: If instead, Gramps set up 2 Trusts, the first at $2.2M with his kids having Life Interest in Income, with ability to get at Corpus for their Health, Support, Education or Maintenance (Ascertainable Standards), remainder goes to Grandchildren. The second Trust at $1.1M, similar powers by his kids and grandkids. The $1.1M would be designated as the GST Trust, the Inclusion Ratio for that Trust would be 0%; the $2.2M Trust Inclusion ratio would be 100%, Key would be to have no income distributions coming from the GST Trust – drain the $2.2M Trust for income distributions to Gramps kids (no GST). At death of Kids, Trusts would pay less in total GST when Termination or Distributions made to grandkids. 

8. 
Computation of the Tax
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