GIFT & ESTATE TAX

GIFT TAX

CHAPTER 1 – ORIENTATION

· an inheritance tax is an excise tax

· it is imposed on the act of passing property at death

· is not a direct tax

· excise tax – tax on the manufacture, sale, or use of goods, or on an occupation or activity

· Death Tax in 2001 – Economic Growth & Tax Relief Reconciliation Act of 2001 

· calls for repeal of estate tax for those dying after 12/31/2009

· calls for repeal of generation skipping tax,

· other changes

· max rates for estate, gift, & generation skipping transfers are to be reduced to 50% & phased down over the remaining life of the estate tax
· lifetime exclusion for the estate tax to $1,000,000 & phased up to 3.5 million by 2009
· credit for state death tax against fed. death tax to be repealed by 2005
Federal Taxes on Transfers of Wealth

Estate Tax – Sec. 2001 – 2057

· estate tax must be filed with 9 months after death for person / decedent whose estate tax exceeds exclusion amount….ie 1,000,000 in 2002

· estate tax consists of several elements, prinicipally the decendent’s gross estate & the taxable gifts 

· property is included:

· at its FMV on the date of death as to property included in the gross estate &

· at its FMV as of the date of the gift

· estate tax is calculated after deducting the decedent’s debts & mortgages, expenses of est. adm., funeral exspenses, losses incurred during adm., gifts to spouse, & gifts to charity & certain interests in closely held family business

Gift Tax – Sec. 2501-2524

· gift tax returns must be filed annually 

· gift tax return must be filed whenever total gifts to the same donee is the same year exceeds annual exclusion of $11,000

· while a gift tax return is required whenever gifts to a single donee in the same year exceeds annual per donee exclusion, the donar will not pay any gift tax until the donor’s lifetime total of gifts exceeds 1,000,000

· gifts to donor’s spouse are tax free if made in qualifying way, same for charity

Other Features of the Taxes

· estate & gift taxes are imposed upon the exercise of the privilege of gratuitously transferring property

· Unified Credit – Sec. 2010 & 2505

· Gift Tax - in 2002 & thereafter, the unified credit was frozen at $345,800, which is = to $1,000,000 exclusion
· Estate Tax – 2001 Act provided the exclusion & its unified credit equivalent is to be increased by:

· Year

Exclusion

Unified Credit
· 2002-03
1 million

$345,800

· 2004-05
1.5 million

$555,800
· 2006,07,08
2 million

780,800

· 2009

3.5 million

1,455,800

· Annual Exclusion – Sec. 2503(b)

· the gift tax, not the estate tax, provides for an inflation of $11,000 annual exclusion

· means a person could make the annual exclusion amount each year to every person in the country without gift tax consequences & w/o having to file a gift tax return

· Adjusted Taxable Gifts – Sec. 2001(b)

Generation – Skipping Tax (2601-2663)

· GST is a flat-rate tax that generally applies to transfers by individuals or distributions from trusts that skip generations

· purpose is to backstop the estate tax

Trust & Estate Income (641-678)

· trusts & estates enjoy a deduction for certain distributions made to the beneficiary of the trust or estate

Income From Decedents (691)

· income from decedents include:

· commissions paid a salesman after his death which are attributable to sales made before death

· such commissions are subject to both federal estate tax & income tax when received

Class Notes:

· estate tax rates – the least amount you pay is 45% for estate tax

· constitutional issues – there is no way to show tax is unconstitutional

· Gift Tax – not a direct tax….what is the tax on?

· it’s a % tax based on value of property that is gratuitously transferred at life or upon death other than some other ways

· it is subject to a tax based on value of which it transfer

· ERTA – 3 major things happen in 1981

· an increase in unified credit…$600,000 by 1987

· an increase in the per donee per annual gift tax exclusion from 3,000 to 10,000

· an unlimited marital deduction so that the party w/o monetary limits can pass from spouse to the other w/o being subject to federal tax

· in year 2010, the 1.5 million dollar estate tax exemption will go away

· then, you can die w/ unlimited estate and not pay estate tax

· the gift tax exemption remains at 1,000,000

· you have to die to give away tax-free

· Estate Tax Sections (2001-2057)

· Estate Tax Returns (called Form 706)…if it is required to be filed, it must be filed 9 months to the day of the death of the individual

· as long as the tax base exceeds exclusion amount, then tax base is the value of what person died w/ at the time of their death, but also taxable gifts they have made during their life time if they have paid taxes

· FMV of all the things a person dies with is all added to what’s called a Gross Estate

· from there, we get deductions, you don’t pay tax on all of the gross estate

· 4 Types of Deductions:

· debts & expense

· cost of administration of estate ….example: funeral

· qualifying gifts to charities

· qualifying gifts to a surviving spouse

· estate tax used to be progressive…45%-50%

· 2006 – 46%

· under current law, we are getting a 45% flat, not progressive tax

· Gift Tax Section (2501 – 2524)

· Gift Tax ….Form 709

· has to be filed annually with your income tax return

· this is so govt. can keep up w/ the erosion of the 1 million dollar amount used over your lifetime

· currently, there is a $11,000 annual gift exclusion

· if you give $12,000 in a year, then you have used $1,000 of your unified credit (lifetime credit)

· law requires you to file Form 709, but you do not pay any tax out of pocket…the extra comes off the lifetime exemption

· Example:  Dad writes check for $21,000 to 3 kids in one year….that’s $10,000 over annual exemption for each kid….total of $30, 000 that is (-) from Dad’s lifetime credit

· kids have no tax consequences

· Dad doesn’t have to pay taxes either…he is just eroding his credit

CHAPTER 2 – INTRODUCTION / GIFT TAX

· 2501 – gift tax is imposed on the transfer of property by gift…by any individual

· one advantage of a lifetime gift: 

· gift tax is “tax exclusive” b/c the tax is imposed only on the amount subjected to tax

· the amount used to pay the gift tax is not subjected to tax

· estate tax is “tax inclusive” b/c the tax is imposed not only on the property the beneficiaries will receive, but also on the money that will be used to pay the tax

· by making the transfer during life rather than at death, the donar has increased the after-tax amount received 

· 3 factors – in addition to the general disadvantages of gifts – offset the benefit of a lifetime gift:

· the lifetime gift requires payment on April 15th of the year the gift is made – perhaps many years before the donar’s death…family therefore lose the value of that money for the period between gift & donar’s death

· if the transferred property declines in value between gift & donar’s death, transfer tax will have been paid on a higher value than if taxed at donar’s death

· if donar dies w/in 3 years after the gift, the gift tax is added back to donar’s estate for estate tax purposes

Mechanics of the Gift Tax:  Procedure To Determine Gift / Estate Tax

· Intitial Step: is imposition of a gift tax on transfers during the donor’s lifetime:

· tax is imposed on all taxable gifts in each calender year

· (a) 1st – a tentative gift is determined under 2001(c) schedule on the total of all taxable gifts, including the calender year in question

· (b) from the tentative tax determined in (a), there is subtracted (-) another tentative tax under 2001(c)

· (c) the excess of the (a) tentative tax (the tax on all gifts) over the (b) tentative tax (the tax on all gifts prior to the year in question) is the gift tax imposed on the taxable gifts made during the year

· (d) the unified credit specified in 2505(a) & 2010(c), less the amount of credit previously used, is then available to offset the gift tax imposed.

· the tax payable is the gift tax, if any, in excess of the credit

· W/ respect to gifts in later years, the computions is 1 are repeated each year a gift is made, with the effect of putting subsequent gifts in progressively higher tax brackets

· Final step in the unified tax system is determination of the individual’s estate tax 

· (a) all taxable gifts made by the decedent after ’76 are added to taxable estate  for the purpose of determining a tentative estate tax using the 2001(c) schedule

· (b) from the tentative estate tax determined in (a) there is (-) the total gift taxes that were payable 

· (c) the unified credit amount specified in 2010 (c) is allowed against the estate tax in (b)

Class Notes:

· advantage of gift tax – it is tax exclusive

· the transfer of gift is looked at…you pay tax on the property that has not been taxed

· Govt. realized this & thought it would spur deathbed transfers

· they say if you die w/in 3 years of a gift…they will include it in the estate

· any gift tax, not gift that you paid is pulled back into estate on a tax exclusive basis

· Disadvantages to Gifts:

· you get a carry-over basis or FMV basis when you make gifts of property

· whereas, if it is included for estate tax basis

· 2009 gift tax changes drastically

· Mechanics of the Gift Tax / year 2003:

· begin w/ total taxable gifts made by individual in a calendar year

· 1st, look at total gifts made by individual over a life time

· Year #1:

· $50,000 gift / calculate tax (look at Sec. 2001)

· tax on $50,000 is $8,200 (+) 24% of the excess over $40,000….tax is $8200 (+) $2400 = $10,600

· then look at credit – the unified credit is $345,000…so the $10,600 is covered by unified credit…..& he does not have to send govt. anything at this point

· Year #2:

· donor makes another $50,000 gift…you have to look at tax

· $50,000 gift = $8200 (+) $2400 = $10,600

· $23,800 / 10,600 / $3,000

· assume gifts up until 2003 up to $1 million dollars, then the tax on 1 million = 345,800 (-) 345,800 = 0 …unified credit in 2003 is net zero

· in 2004, he makes a gift of $100,000, so he now has a tax of $345,800 on the million dollars, & then 41% of the excess, so it is: 345,800 (+) 41,000 = 386,800 (-) 345,000 = 41,000 tax

· it will be due April 15 of the following year…so its due on April 15, 2005

Chapter 3 – What Constitutes A Gift

· Section 2511(a) provides that the gift tax is to apply….whether the transfer is in trust or otherwise, whether the gift if direct or indirect, and whether the property is real or personal, tangible or intangible…

· donative intent on the part of the transferor is not an essential element in the application of the gift tax to the transfer

· transfers reached by the gift tax embrace sales, exchanges, and other dispositions of property for a consideration to the extent that the value of the property transferred by the donor exceeds the value in money or money’s worth of the consideration given thereof

Interest Free & Low-Interest Loans

· Section 7872 addresses both the gift * tax aspects of interest free or low interest loans

· Dickman Case – Sec. 7872 – Congress considers imputed estate & gift tax consequences 

· ex: Dad loans $1 million to Jr. w/o any interest….Jr. pays back at end of year

· has there been a gift?  

· Sec. 7872 – govt. will impute (attribute) a % rate & direct Jr. to pay 7% interest ($70,000) to dad

· consequently, this is interpreted as Dad earning $70,000 & gifting it back to Jr.

· imputed income to Dad = ordinary income

· imputed gift - $70,000 less $11,000 exclusion = $59,000 gift to Jr….eroding $59,000 of Dad’s lifetime exclusion

· Diminimus rules apply

· the practical effect of Sectio 7872 is to largely eliminate the tax advantage of interest-free or low-interest loans, making such loans attractive only under limited circumstances

Gifts of Services

· Section 2501 states that the gift tax is to be imposed on the “transfer of property by gift”

· “property” does not include personal services

· a gift of a right to income is clearly taxable as a gift, making the timing of a gift of services crucial

· if the taxpayer waits until after the services have been performed to manifest donative intent, the services may have already earned him a right to income, and a transfer of that right will be subject to the gift tax

· an executor of an estate, who decides that it is preferable to forego the fee must be sure to avoid being treated as having made a gift to the benefieciaries in the amount of the executor’s entitlement  to compensation

Indirect Gifts

· look at substance vs. form

· a gift can occur w/o a direct transaction between donor & donee

· ex: if Mother provides all the capital for a newly formed corporation but takes only part of the stock herself & causes the remainder of the stock to be issued to Daughter, there will be a taxable gift by Mother to Daughter

· for both income & gift tax purposes, the transaction will be analyzed as if the entirety of the stock had been first issued to Mother, followed by a gratuitous transfer of part of the stock by Mother to Daughter

· if a contribution, redemption, recapitalization or other change in the capital structure of a corporation or partnership had the effect of giving one family member liquidation or distribution rights different from those held by other family members, the transaction may be treated as a gift – Section 2701(e)

· indirect gifts can occur by inaction

· if one s/h gratuitously waives or fails to exercise legal rights in such a way as to benefit other s/h’s, a gift may occur

· where a corp. is involved in a gift, the gift tax is applied by looking through the corp. & treating the s/h’s as the real parties in interest.

· if a corp. makes a gift, the gift is treated as if made by s/h’s

· likewise, if a gift is made to a corp., the gift is treated as if made to the s/h’s & the gift will be treated as a future interest

· an indirect transfer will not constitute a gift unless the transferor receives less than adequate & full consideration in money or money’s worth from the person receiving the benefit

Consideration

· principal function of the gift tax is to backstop the estate tax by levying a toll on lifetime transfers that would not otherwise be taxed

· therefore, concept of consideration plays an important role in gift tax

· if the transfer is made for full consideration, the transferor is not making herself poorer by the transfer

· consideration -  something of value (such as an act, a forbearance, or a return promise) received by the promisor from a promisee 

· no tax is being avoided, b/c her estate, by reason of the consideration received, is just as large as before the transfer

· therefore, lack of full consideration becomes the acid test in determining whether a “gift” is present for gift tax purposes

Divorce Transfers

· application of the consideration rule to divorce transfers is controlled by Section 2516

· as long as a transfer is pursuant to a divorce decree, then they avoid the gift tax

· must occur w/in 3 year period beginning one year before the date of the agreement or ending 2 years after the agreement

Discharge of Support Obligations
· parents funding higher education for kids could be seen as making a gift

· there are 2 exceptions:

· 2503(b) annual per donee exclusion, which permits husband & wife to collectively make annual transfers of $20,000 or more to each donee entirely free of the gift tax

· 2503(e) exclusion for tution & medical expenses, which permits tax-free direct payment of tution, over & above 2503(b) exclusion, w/o limit as to amount

· ex: grandmother makes a gift to granddaughter, which dad uses to pay for braces, etc…viewed as putting money in dad’s pocket b/c he used it to pay a legal obligation

Payment of Gift Tax as Consideration

· sometimes a donor is willing to make a gift if the donee agrees to pay the gift tax

· b/c primary obligation to pay gift tax is imposed on the donor by 2502(c), the donee’s payment of the tax must be viewed as offsetting benefit to the donor

· therefore, the “net gift” that is taxable is the difference between the value of the property transferred & the amount of the donor’s gift tax obligation discharged by the donee

· the “net gift” rule

Political Contributions:
· Sec. 2501(a)(5) – provides any transfer to a “political org.” is excluded from taxable gifts

CHAPTER 4 – WHEN A GIFT OCCURS

CHECKS

· Reg. 25.2511(b) – a gift is complete only when the donor has put the property beyond the donor’s “dominion & control”

· occurs when check is actually accepted & paid for by drawee bank

· if the check is transferred to a charity, the gift is treated as relating back to the time the charity receives the check, even though the check may not be accepted & paid until after the donor’s death

· if the check is transferred to a noncharitable donee, the time of completion depends on several factors

· if the check is transferred to a charity, the gift is treated as relating back to the time the charity receives the check

· if the check is transferred to a noncharitable donee, the time of completion depends on several factors:

· Metzger Case – ct held the gift relates back to the delivery of the check to the donee if / if the donor remains alive until the check is paid by the drawee bnak, the time of the gift may relate back to the transfer of the check to the donee if certain conditions are met (calculated at the time check is given to donee):

1) there is an unconditional delivery to the donee

2) the check is deposited in the donee’s bank account w/in a reasonable time

3) the donor’s account has a sufficient balance to permit payment when the check is delivered to the donee, &

4) the check is ultimately paid by the drawee bank

CO-OWNERSHIP

· if the title to property is conveyed to the transferor & another person as co-owners, treatment of the transfer under the gift tax depends on both the nature of the ownership & the type of property involved

· if the transfer is to tenancy in common, there is a completed gift of ½ of the property

· the donee co-owner has an immediate right to dispose of the ½ of the property as she wishes

· therefore, the donor has surrendered all dominion & control over that ½  of the property, & treatment as a completed gift is consistent w/ the “dominion & control” test

· the result is the same for a transfer to joint tenancy if the property is something other than a bank account or a US savings bond 

· tenancy in common vs. joint tenancy

· tenancy – possession or occupancy of land by right or title

· tenancy in common -  tenancy by 2 or more persons, in equal or unequal individed shares, who each have an equal right to possess the whole property but no right of survivorship

· joint tenancy – tenancy w/ 2 or more co-owners who take identical interests simultaneously by the same instrument & w/ the same right of possession….differs from in common b/c joint tenants each have a right of survivorship to the other’s share

· ex: grandma takes daughter & puts her name on bank account instead of husband…grandma still has control therefore she has not made a gift?  NO

· what if Salley goes & gets money w/o grandma’s consent, has grandma made a gift?  YES

· she will not have to pay tax & Sally will not have to pay

· Grandma will have to file a gift tax return

· example of signing the deed to grandson & grandma

· this put grandson in joint right of survivorship

· house is worth $127,000

· grandma has made ½ of the value of house to grandson

· she’s made a present gift value of the property 

· value = is ultimately someone’s opinion

· Tenancy in common = ½ completed gift

· how to calculate ½ interest in value of transferred property? it is subject to expert / professional opionons

Gifts By Contract

· dad promises to give son $10,000 after college

· ct told dad to pay up

· the question was when did the gift occur

· the ct said when Jr. graduated from college

· dad then owed him the $10,000….that’s when gift occurred

· a promise to make a gift b/comes taxable in the year in which the obligation becomes binding & not when the discharging payments are made

· therefore, when one promises to transfer property in the future, the gift tax consequences of the promise are judged as of the 1st date on which it is possible to determine the transfer must be made & that the transfer will be a determinable amount

Joint & Mutual Wills

· not applicable b/c spouses have unlimited marital deductions

Installment Transfers

· installment transfers by gift: you can give offering by installments or pieces w/o any problems

· installment sales technique in which a portion of the property equaling the annual exclusion is transferred every year is OK

Effect of a Reversion

· the gift tax can be imposed only on the property actually transferred by the donor

· if the donor gives only a life estate to the donee, & the remainder is to revert to the donor, the taxable gift consists only of he life estate

CHAPTER 5 – POWERS OF APPOINTMENT

· it is a power to affect the transfer of property interest

· power to direct the transfer of property from one place to another

· found commonly in trust…they are given control of money

· 2 Types of Power of Appointment:

· general powers

· limited or special

· general power – any power that permits the property to be appointed to any one or more of the following: 

· the powerholder

· the powerholder’s creditors

· the powerholder’s estate

· creditors of the powerholder’s estate

· a taxpayer who holds a general pwer is viewed as having rights essentially equivalent to full ownership

· therefore, if the taxpayer exercises such a power by appointing the property to another, the exercise is taxable to the same extent as if the taxpayer has transferred property owned outright

· if the taxpayer holds such a general power, but releases it or permits it to lapse, a taxable transfer occurs, subject to certain exceptions
· taxpayer is viewed as having effectively dictated the disposition of the property by releasing the power or by permitting it to lapse
· by voluntarily forgoing exercise of the power, the taxpayer has caused the property to go to others
· if the power is exercised or released, the amount of the gift is the value of the property subject to the power

· a special rule applies to lapses – “5 and 5 Power”
· a lapse is treated as a taxable transfer only to the extent that the value of the property subject to the lapse exceeds the greater of $5000 or 5% of the aggregate value of the property out of which the power could have been satisfied – Sec. 2514
· if power of appointment is limited to no more than greater of 5% or $5000 each calendar year, then the lapse of that gift is not treated as a gift

· nongeneral powers escape taxation entirely, even if exercised

CHAPTER 6 – DISCLAIMERS

· disclaimer – a renunciation of one’s own legal right or claim / repudiation of another’s legal right or claim

· at common law, an intestate taker was prohibited from disclaiming 

· an heir who renounced her interest was treated as having received the property immediately upon her ancestor’s death & as having then made a gift to the person who took the property as a result of the heir’s relinquishment of her interest

· general rule is that the title of the property of intestate passes by force of rules of law & those so entitled by law have no power to prevent the vesting of the title in themselves

· if the disclaimer qualifies under Sec. 2518, the interest disclaimed is treated as though it had never been transferred to the individual making the disclaimer

· therefore, the transfer of property that occurs by virtue of the disclaimer is not treated as a gift for purposes of the gift tax

· a valid disclaimer will invalidate a transfer for gift purposes

· to qualify as a valid disclaimer under Sec. 2518, the disclaimer must be irrevocable & unconditional, plus:

· must be in writing

· must be received by the transferor or the holder of title of the property not later than 9 months after the transfer that creates the interest in the disclaimant

· the disclaimant must not have accepted any interest or benefit w/ respect to the property disclaimed

· interest disclaimed must pass to another person w/o any direction or control by the disclaimant

· regulations on disclaimers construe the requirements of Sec. 2518 very strictly

· Sec. 2518 is only applicable on transfers made after 1976

CHAPTER 7 – UNIFIED CREDIT, EXCLUSIONS & DEDUCTIONS

Unified Credit

· Sec. 2505 provides a credit against the gift tax

· in 2002, credit amount reached $345,800 = to the tax imposed on taxable gifts totaling $1 million

· the practical effect is to shelter the first $1 million of taxable gifts from tax

· the $1 million “applicable exclusion amount” for gift tax purposes remains permanently capped at $1 million 

· annual per donee exclusion is currently $11,000

· the credit is referred to as “unified” b/c it is available only once at each taxpayer & applies to both inter-vivos transfers & transfers at death

· exceptions – you don’t have to keep up w/ all gifts made, b/c you can transfer up to $11,000 & have it ignored for gift tax purposes

Annual Per Donee Exclusion

· Sec. 2503(b) provides an annual per donee exclusion

· exclusion is annual b/c gifts of the specified amount to each & every donee, w/o limitation as to number, may be excluded by a single donor

· ex: parents have 3 children & 7 grandchildren & the exclusion is $10,000….the husband & wife together may give $20,000 to each donee each year tax free

· results in a tax-free transfer of $200,000 annually 

· continued gifting in this manner over 10 years would permit tax-free transfer of $2,000,000

· no gift tax return will be required for any of the gift

· the same no-return result can be achieved even if only one spouse will provide the gift property

· if the spouse from whose assets the gifts are to be made transfers only ½ of the intended gift property outright to the other spouse, followed by independent gifts of that amount by the transferee spouse, no return is necessary

· if the one gifting spouse is unwilling to make an outright transfer to the other spouse, can still enjoy tax-free exclusion through Sec. 2513 – gift splitting

Present Interest Requirement

· annual exclusion does not apply to future interests

· a gift of a future interest is fully subject to tax except to the extent sheltered by deductions or the unified credit

· you have to give something that they can enjoy now

· college gift or future interest in property will not qualify under 2503(b)

· if trust provides that they can get income now, then it is a present interest

· present interest is an unrestricted right to the immediate use, possession, or enjoyment or property or the income from property (such as a life estate or term certain)

· an unrestricted gift of an immediate income interest in a trust is a gift of a present interest for which an exclusion is available to the extent of the actuarial value of the income interest

· if an income interest is given, the exclusion is available only if the donor transfers the unrestricted right to receive all or some identifiable part of the income, beginning immediately

· if the beneficiary’s right to income is restricted or deferred in any way, the income right is a future interest & does not qualify for the exclusion

· Trutsts: Requirements of Income-Producing Property – if property is transferred outright, the transfer constitutes a present interest whether or not property produces income

· if property is transferred in trust, the income producing capacity of the property has a direct bearing on availability of the annual per donee exclusion for an income interest

Gifts To Minors

· the present interest requirement of the annual exception impairs the practical utility of the exclusion if the gifts are to be made to a minor

· so, how do you make a gift to a minor

· give under Uniform Transfers to Minor Act (UTMA)

· you would be giving it to a custodian

· a gift being given to the well being of a minor

· create a trust specially designed in gifts to minor – Sec. 2503(c)(3)

· an unqualified & unrestricted gift to a minor, w/ or w/o the appointment of a legal guardian, is a gift of a present interest

· Sec. 2503(e) – make a transfer for benefit of anyone in the nature of tuition payments as long as it is to the service providers

Crummey Trusts:

· Crummey case provides the technique that assures availability of the annual per donee exclusion while miniminzing the minor’s access to the funds

· Crummey Trusts:

· “Crummey w/drawl right” has become an accepted & frequently used method of making gifts to minors in such a way as to qualify for the annual per donee exclusion

· this approach allows greater flexibility 

· must have notice

· beneficiary must have at least 30 days to w/draw money

Qualified Tutition Programs:

· qualified tutition programs are authorized by Sec. 529 

· referred to as “529 Plans”

Exclusion For Educational & Medical Expenses

· Sec. 2503(e) provides an exclusion provided for direct payment of certain educational & medical expenses

· the exclusion is unlimited in amount & available over & above the annual per donee exclusion

· for the educational exclusion – only applies for tutution

· payments must be made directly to educational institutue or medical provider

Marital Deduction

· Sec. 2503 (a) provides an unlimited deduction for transfers between spouses during their lives

· spouse must control & enjoy

· gift ends up in spouse’s estate

Charitable Deduction

· covered by Sec. 2522(a)

· the deductions for gifts to charity under the 2 transfer taxes are unlimited

· if property is given outright to charity, the gift tax chariable deduction is allowed for the entire value of the property

· must be a qualified charity

· no split interest gifts to charity

CHAPTER 8 -GIFT TAX RETURNS & ADMINSTRATIVE REQUIREMENTS

Return Requirements

· gift tax is imposed on a calendar-year basis

· return must be filed by April 15 of the calendar year after the year in which a gift occurs, & the tax must be paid in full w/ the return

· general rule – a return must be filed if any “transfer by gift” is made during the calendar year

· 4 broad exceptions: no return is required if all transfers fall w/in 1 or more of the following:

· annual per donee exclusion gifts

· educational & medical expense gifts

· transfers for which marital deduction is allowed

· certain transfers for charitable deductions

Spousal Gift Splitting

· Sec. 2513 permits spouses to treat gifts by one spouse as if made ½ by each spouse

· this permits spouses to take full advantage of the annual per donee exclusions & unified credits available to each of them, although only 1 spouse makes gifts

· gift-splitting & filing of a return may be avoided if one spouse makes an outright transfer of money or property to the other spouse, followed by the donee spouse’s transfer of the money or property to another person

· if the donee spouse has unrestricted dominion over the property & the donee spouse’s transfer to a 3rd party is in fact independent of the transfer from the donor spouse, each spouse can use the annual per donee exclusion to shelter the transfer

· the unlimited gift tax marital deduction prevents any tax liability w/ respect to the gift between the spouses

· gift-splitting is not w/o cost

· a nontransferring spouse who consents to split gifts undertakes joint & several liability for the entire gift tax liability of the transferring spouse for the year as to which gifts are split

Statute of Limitations

· general statute of limitations requires the US to assess additional gift tax w/in 3 years after return is filed

· tax may be assessed at any time if:

· no return is filed

· the return is false or fraudulent w/ intent to evade tax

· there is a willful attempt to defeat or evade tax

· if a gift required to be shown on a return is not shown, gift tax may be imposed at any time

VALUATION

CHAPTER 9 – GENERAL PRINCIPLES OF VALUATION

Introduction & Definition

· valuation is the process of determining the value of the property transferred that is subject to the tax rates imposed by the three taxes; gift, estate & generation-skipping

· the test for valuation – equates the “value” to “FMV” 

· FMV is the price at which the property would change hands between a willing buyer & a willing seller, neither being under any compulsion to buy or to sell and both having reasonable knowledge of relevant facts

· the “willing buyer” is assumed to have full knowledge of the relevant facts, which may increase or decrease the FMV

· the “willing buyer – willing seller” rule has the effect of giving value for gift or estate tax purposes to rights that have accrued but are not yet realized

Valuation Date

· for gift tax – the valuation date is the date of transfer w/o any exceptions 

· for estate tax – all property is valued at the date of death, unless the alternate valuation date is elected

· Ithaca Trust vs. Morrissey, Scull, & Gettysburg

· in Ithaca, an independent & unforeseen event changed the value of the life estate

· in Morrissey, the post-death sales were not events that changed the value of the assests….the sales were simply evidence of value

Alternate Valuation Date

· w/ estate tax, Sec. 2032 permits election of an alternative valuation date

· provision permits the executor to elect on the original estate tax return to value the gross estate assets as of the date exactly 6 months after the date of death

· alternate date election is limited to circumstances in which the election produces a decrease in both the value of the gross estate & the amount of estate tax payable

· the alternate date election, if made, applies to all assets of the estate:

· one cannot “pick & choose” the assets to be valued on the alternative date

· if the election is made, property sold, distributed, or otherwise disposed of prior to the alternate valuation date is valued as of the date of sale, distribution, or other disposition

CHAPTER 10 – ACTURIAL VALUATION

· many property rights must be valued by use of acturial principles

· ex: if a donor transfers a remainder that will become possessory upon the death of a person whose age is 74, the value of the remainder depends on the probable longevity of the life tenant

· the general rule is that the probable longevity of the life tenant is determined actuarially

· i.e., by reference to the average longevity of all persons age 74, rather than by reference to the health or circumstances of the life tenant individually

· once the probable longevity of the life tenant is determined, discounting principles must be used to determine the value of the remainder interest

· ex: if the age of the life tenant is 74 & a discount rate of 10% per annum is assumed, the present value of the remainder interest is .40479 of the FMV of the entire property

· if the entire property is worth $100,000, the remainder interest is valued at $40,479

CHAPTER 11 – CLOSELY HELD BUSINESSES 

· closely held businessess raise difficult valuation issues b/c interests in such businessess are not regularly traded

· the willing buyer – willing seller analysis is essentially hypothetical in its application to nontraded business interests

· the starting point for valuing a closely held business is Sec. 2031(b), which dictates:

· nontraded stock & securities be valued by reference to the actual market valuation of similar enterprises, the stock & securities of which are actually traded

· Factors to consider in the valuation of stock of a closely held corp’s

· the nature of the business & history of the enterprise from its inception

· the economic outlook in general & the condition & outlook of the specific industry in particular

· the book value of the stock & the financial condition of the business

· the earning capacity of the company

· the dividend-paying capacity

· whether or not the enterprise has goodwill or other intangible value

· sales of the stock & the size of the block of stock to be valued

· the market price of stocks of corps. engaged in the same or a similar line of business having their stocks actively traded in a free & open market, either on an exchange or over-the-counter

CHAPTER 12 – RETAINED INTERESTS & VALUE FREEZES

· special valuation problems are created if a donor transfers to a donee only a portion of the donor’s interest in property

· Section 2701 Valuation Rules:

· starting point is the general rule that any interest transferred will be valued according to the usual FMV standard (willing buyer – willing seller)

· special valuation rules of 2701 apply only if:

· the transferor tranfers an interest in a corp. or partnership to a member of his family, and

· the transferor or an applicable family member retains an interest in the same corp. or partnership

· if 2701 applies, one or both of 2 special valuation rules must be used to value the transfer for gift tax purposes:

· mimimum value rule for transferred interests

· if common stock is transferred, all issued common stock, including that transferred, must be assigned a value equal to at least 10% of the total enterprise value

· zero value rule for retained interests

· this second rule mandates a zero value for the transferor’s retained interest if certain conditions are present

· if the transferor’s retained interest is assigned a zero value, & the transferor holds all interests in the enterprise before the transfer, the result is to assign the entire value of the enterprise to the transferred interest

CHAPTER 13 – SPECIAL USE VALUATION

· the general rule is that FMV is determined by the “highest & best use” to which property can be put, rather than the actual use at the time of valuation

· Sec. 2032A – permitts valuation of farmland by reference to its income potential rather than its hypothetical sale value

· under 2032A, the value for estate tax purposes is a reasonable multple of hypothetical farm earnings, not the higher price the farm land might actually bring on the market

CHAPTER 14 – OTHER VALUATION MATTERS

Penalty For Undervaluation

· Sec. 6662 deters undervaluation by imposing a penalty of 20% of the underpayment if the understatement of value is substantial

· the penalty does not apply unless the value stated on the return is ½ or less of the value finally determined

· if the reported value is 25% or less of that finally determined, the penalty is 40% of the tax deficinecy attributable to the undervaluation

· the penalty does not apply if there is reasonable cause for the underpayment & the taxpayer acted in good faith

Penalty For Overvaluation

· there are situations in which overvaluation on the federal estate tax return may lead to impostion of 6662(e) penalty for overstatement of value w/ respect to the income tax

· adoption by a legatee of the value used for federal estate tax purposes as the basis for property received at death is not a defense to imposition of the 6662(e) penalty if the estate tax value is unreasonably high

· overvaluation poses such a proble in circumstances in which most or all of the estate is sheltered from tax by the marital deduction & unified credit, so that the legatees have an incentive to assign high values to estate preoperty, thereby increasing the 1014 basis for the property upon subsequent sale

ESTATE TAX

CHAPTER 15 – PROPERTY OWNED

· Estate Tax Breakdown:

· FMV in Gross Estate (what we own)

· (-) gifts to surviving spouse / marital deductions
· (-) qualified charitable deductions
· (-) debts / cost of adm. 

=  Taxable Estate

· (-) any credits remaining

=  45% tax rate payable by estate 9 moths after death
________________________________________________________________________

Intergration of Gift Tax w/ Estate Tax

· upon the death of an individual, the taxable estate is determined under Sec. 2051 by including:

· all property owned at death (2033), &

· not subject to an exclusion from the estate tax [2031(c) & 2032A], &

· certain additional property transferred during life under testamentary circumstances (2035 & 2042), &

· subtracting certain deductions for adm. expenses & debts, causalty losses, charitable gifts, marital bequests, & family owned business interests

· plus, 4 additional steps are then undertaken to determine actual $ amount of the tax due from the estate:

· the taxable estate is then aggregated w/ all the taxable gifts made during the individual’s lifetime since the effective date of the integration

· a tentative estate tax is computed on the aggregate amount in step #1 above, using the uniform rate schedule provided in 2001(c)

· from the tentative tax determined under step #2, above, there is subtracted the total amount of gift tax payable at the time of decedent’s death

· the excess of the tentative estate tax computed as in step #2, above, over the total amount of gift tax computed in step #3, above, is the estate tax imposed on the estate

· 3 circumstances where gift taxes paid will not be available in full as a credit against estate tax

· 1st, where death occurs after repeal of the estate tax, there will be no opportunity to use any gift tax paid as a credit against the estate tax as none will be due

· 2nd, where the taxpayer dies w/ sufficient assets in his estate to enable the full amount of the gift tax paid to act as an offset agasint the estate tax, full potential use of the credit for gift taxes will not be made

· 3rd, when gifts were taxed at higher rate than they would have been taxed in the year of death had they been made then, full use of gift taxes paid as a credit may not occur

· Estate tax is based on calculation: FMV of everything in gross estate

· which is reduced by:

· gifts to surviving spouse

· things given to qualified charities

· decedents debts & cost of adm.

· what we have left is what we pay taxes on

· how much credit we have left will make a difference w/ how much tax we pay

· the estate tax is payable 9 months after the death

· things that make up gross estate – FMV of everything you own

· Sec. 2033 – assets would normally pass through a will or testate session

· 2033 is simple – if you own it, it is in your gross estate

· 401K accounts are part of gross estate claims under wrongful death statutes & are not part of gross estate b/c deceased has no control over who they go to

· community property – Al. does not have these laws….if the property is moved to Al., will retain its common property characteristics

· typically, ½ the estate would pass to the spouse & the other ½ is subject to testamentary disposition

· Sec. 2033 – covers things we have legal title for

Introductory Background

· excise taxes are taxes on specified privileged activities that are made subject to taxation

· the estate tax is a tax levied on the privilege of being able to transfer gratuitously title to property at death, &, as such, is classified as an excise tax

Interests At Death

· 2001 & 2033 conclude that one who dies holding only a life estate would not be subject to estate tax under these sections

· this is so b/c decedent die possessing no interest which he could transfer

· life estate – estate held only for the duration of a specified person’s life

· generation skipping transfers are now subject to special supplementary tax

Contingent Interests

· under Sec. 6163, the executor may elect to postpone the portion of the estate tax generated by inclusion in the gross estate of “a reversionary or remainder interest” until 6 months after the termination of the precedent interest

· the Comminsioner can extend the date up to 3 years for undue hardship reasons

Employee Death Benefits

· employee death benefits (those an employer pays to the estate or survivors of an employee) 

· payable to the decedent’s estate under an existing plan that had granted these rights to the employee before his / her death, 

· or which, rather than being payable to his / her estate, are payable to individuals designated by the employee, 

· are includable in the taxable estate of the deceased

· where an inclusion is appropriate w/ respect to a death benefit b/c, for example, the benefit was payable to the employee’s estate or the employee had the right to designate beneficiaries, the issue still remains as to the amount properly includable

· tax is measured by the value of assets transferred by reason of death, at the time of death

Claims Under Wrongful Death & Survival Statutes

· the IRS indicated that damages under a pure wrongful death statute were not includible in the estate of the deceased

· reasoning is the decedent never posses any interest in the property at question transferred at his death

CHAPTER 16 – JOINT TENANCIES

· 1 Rule w/ 3 exceptions:

· General Rule – 100% of the FMV of survivorship property is included in the gross estate of the decedent:

· example: 2 brothers own joint tenancy in property, one dies, then property is treated as 100% of the person that dies

1) Joint Tenancy between Husband & Spouse (& no one else) – includes only 50% of the FMV in the gross estate of the decedent….& only ½ of house will get a stepped up basis

2) Where You Can Prove Who Provided Consideration for the Acquition of the Property – ie., the decedent didn’t acquire the property w/ 100% of his assets

3) Where All Joint Tenants Acquire Property by Gift or Inheritance – example is where you & brother acquire gift from grandmother…brother dies, then the brother has to pay for entire estate…but b/c all joint tenants acquire it by gift, then nothing is included in decedents estate

Introduction

· joint tenancies & tenancies by the entirety have as their distinguishing feature the right of survivorship;

· upon the death of the joint tenanat or tenant by the entirety, the individual’s right to share in the possession & enjoyment of the property terminates

· nothing passes to the heirs or devisees of the joint tenant or tenant by the entirety, but the interest in the property continues on w/ the surviving tenant

· the last survivor winds up w/ the full possession & ownership in the entire property

Statutory Provisions of Sec. 2040

· Sec. 2040 – only ½ a spousal joint tenancy is includible in the estate - & even that ½ is subject to the new unlimited marital deduction under 2056

· result is the value of ½ of the spousal joint tenancy is includible in the estate of the 1st spouse who dies

· but, that value, b/c it passes to a surviving spouse, then qualifies for the marital deduction in figuring the taxable estate

· Sec. 2040 provides basic rules for 3 types of situations under which joint tenancies are found:

· where the interest in the tenancy property has been acquired by the decedent & other tenant(s) by gift, bequest, devise, or inheritance….the value of the property will be includible in the deceased tenant’s gross estate to the extent fo the deceased’s fractional share

· in all other cases, except joint tenancies between spouses, the entire value of the tenancy property will be includible in the deceased tenant’s gross estate, except such portion thereof as is allocable to the part of the consideration furnished by the other tenant(s) for the acquisition of the property

· for joint tenancies between spouses only, 2040(b) provides that for such spousal joint tenancies, ½ of the value of the joint tenancy property is includible in the estate of the deceased spouse

· the rule of ½ includibility of 2040(b) supercedes the consideration furnished rule of 2040(a) 

· one consequence of the spousal joint tenancy rule is that only ½ of such joint tenancy property will qualify for a step-up in basis (1014)

· stepped-up basis – the basis of property transferred by inheritance;

· equals the FMV of property on the date of the decedent’s death

Contributions & Changing Values

· Sec. 2040(a) permits exclusion from the gross estate of such part of the value of the joint tenancy property “as in proportionate to the consequences furnished” by the surviving joint tenant

· this exclusion contemplates the determination of a ratio or fraction by reference to the total consideration furnished & the portions thereof contributed by the joint tenants, all at values at the time of acquision

Problems

· 5 years ago, husband & wife, purchased a lot as tenants by the entireties w/ rights of survivorship, w/ husband providing the full $50,000 purchase price…husband dies 4 years later & the lot was worth $80,000…what value is included in husband’s estate & what is wife’s adjusted basis in the lot after husband’s death?

· $80,000 would be intestate (husband’s estate), but w/ wife, husband’s gross estate would be $40,000

· wife’s estate has $25,000, ½ of purchase

· $65,000 basis in property

· $40,000 is in husband’s gross estate

· What is the answer to the above problem if husband & wife were not married, but were brother & sister & the property was held by them as a joint tenancy w/ rights of survivorship?

· if brother dies, then the full $80,000 would be in brother’s gross estate

CHAPTER 17 – LIFE INSURANCE

Introduction

· Sec. 2042 – proceeds of a policy are includible in the estate of the insured decedent if:

· payable to the decedent’s executor; or

· payable to others if the decedent retained any incidents of ownership

· ie., could designate the beneficicary, surrender the policy, borrow $ on the policy, etc

· Sec. 2035 – covers transfers w/in 3 years of death

· if the decedent transferred the incidents of ownership in a policy on his life to other parties & died w/in 3 years of the transfer, there would be an inclusion under 2035 in the decedent’s estate of the amount paid to beneficiaries under the policy

· this is a string policy

· Sec. 2206 – Liability of life insurance beneficiaries – the executor is entitled to collect from the beneficiaries of taxable life insurance on the life of decedent such portion of the total tax paid as the proceeds of such policies bear to the taxable estate

· life insurance proceeds are exempt from income tax, but not estate tax

· estate tax liability is prorated

· have an apportionment clause – allow executor to seek compensation proportionate to the cause

Avoiding Possession of the Incidents of Ownership

· an insured who wishes to avoid proceeds of a policy on her life include in her estate has 2 options:

· avoid purchasing a policy on her life & leave that to others, making sure the policy acquired vests her w/ no incidents of ownership

· assign to others all incidents of ownership held by her in policies on her life & hope to live 3 additional years thereafter

Example From Notes:

· Dad leaves $1 million to wife, $1 million to son & daughter, & $2 million to Bubbles

· Dad has $4 million estate

· he can exclude $1 million to wife w/ marital deduction, which leaves him w/ $3 million estate

· Dad then takes $1.5 million life time credit if he hasn’t taken any tax, which then leaves him w/ $1.5 million he has to be taxed on 

· Dad therefore has $700,000 tax

· means Bubbles would have to pay 2/3 of taxes

CHAPTER 18 – RETAINED LIFE ESTATES

Background & General Application

· Sec. 2036 includes w/in the estate 2 types of transfers:

· those under which the transferor retains income from property for life; &

· those under which the transferor retains the right for life to designate the persons who are to enjoy the transferred property or the income from it

· under 2036, you must give away total use & enjoyment

· otherwise, 2036 will put it back into your estate at 100%

· at least there will be a full step up in basis

· example: trust w retained income – at death, the trust disappears & 100% of the stock in corpus is included in the estate

Contingent Retained Life Estates – Sec. 2036(a)

· where a donor has retained a contingent life estate in property, the estate is to included the full value of the property in question (-) only the value of an income interest which proceeds that of the donor & which is actually being enjoyed

The Decedent – Transferor

· Sec. 2036 includes w/in the estate only property that was the object of a “retained” life estate or power & does not include life estates given to the taxpayer by 3rd parties

Amount Includible

· the question here is what amount to include in the estate where an income interest was retained by the donor

· as a general rule, the entire corpus of a trust subject to a retained life interest is to be included in the estate at its date of death value

· some exceptions to the rule include:

· where the donor retained an income interest in only a portion of an asset (1/3 interest) just that portion of the trust corpus will be included in decedent’s estate

· if the decedent retained only a contingent life estate following upon the life estate of another, which life estate was presentely being enjoyed, the estate would include the full value of the trust (-) the value of the life estate being enjoyed at the decedent’s death
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