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As things stand at the time of publication,
the estate tax and generation-skipping tax
have been repealed for 2010 but will return
in 2011 in the form they took before EGTR-
RA was enacted in 2001. In addition, assets
passing from a decedent will no longer take
a stepped-up basis. This situation may or
may not continue. As a result, estate plan-
ners must consider myriad factors in coping
with the dangers posed by existing docu-
ments and acting to take advantage of sev-
eral new opportunities that may have a lim-
ited window:
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THE IMPOSSIBLE HAS
HAPPENED: NO FEDERAL
ESTATE Tax, NO GST
TAX, AND CARRYOVER
BASiS FOR 2010

By JONATHAN G. BLATTMACHR, MITCHELL M, GANS,
HowarD M. ZARITSKY, AND Diana §.C. ZEYDEL

As of January 1, 2010, the U.S.
has no federal estate tax for the
first time since 1915, This alse
is the first year since 1976 that there is
no federal generation-skipping transfer
(GST) tax. The top gift tax rate of 35%
this year is the lowest in decades. This
extraordinary situation is scheduled to
last only during 2010. Beginning in
2011, the federal estate, gift, and GST
tax systems will revert to their forms
prior to the enactment of the Economic
Growth and Tax Relief Reconciliation
Act of 2001 (EGTRRA; P.L. 107-16,
6/7/01). Although the Code has provid-
ed that there would be no estate or GST
tax for 2010 since the passage of EGTR-
RA, few thought it could happen. In-
deed, many persons forecast nearly until
the end of 2009 that last year’s estate and
GST tax parameters (a $3.5 million ex-
emption and top rate of 45%} would be
extended into 2010, but that did not
happen.

Congress could. adopt legislation
retroactively reinstating the estate and
GST taxes to the beginning of 2010, de-
spite some question about the constitu-
tionality of doing so. Nevertheless, es-
tate planners and their clients need to
take the current situation into account
as well as the possibility the estate and
GST taxes will be imposed retroactively
to the beginning of this year.

A further complicating factor for
practitioners and their clients is that,

during the period that the estate tax is
repealed, the income tax bases of assets
acquired from or passing from a dece-
dent, including most but not all assets
acquired from a decedent, will not be
made to be equal to their FMV at the
date of death. With some exceptions, the
decedent’s basis in those assets will car-
ry over to the recipient.

EGTRRA

EGTRRA made many changes to the es-
tate, gift, and GST transfer tax systems.
These included increasing the estate and
GST exemptions, culminating in 2009
exemptions of $3.5 million, and de-
creasing the top rate for all three tax sys-
tems to 45%. It also replaced the state
death tax credit with a state death tax
deduction. The culmination of the
EGTRRA changes was to eliminate the
federal estate and GST taxes for 2010.
The sunset provision,’ however, means
that all of the changes EGTRRA made
{including such income tax changes as
reducing the top income tax bracket
from 39.6% to 35% and reducing the
top bracket for long-term capital gains
and dividends to 15%) will expire at the
end of 2010, Unless the law is changed
in the future, therefore, the following
will occur on January 1, 2011:

- The estate tax exemption will drop

to $1 million.
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+ The GST exemption will drop to
an inflation-adjusted $1 million
(it is likely this amount will be at
least $1,340,000).

+ The top estate, gift, and GST tax
rate will tncrease to 55% (60%
for estate and gift tax transfers
between $10 million and
$17.184,000}).

+ The estate and gift tax system
will again be unified.

s The state death tax credit under
Section 2011 will be restored.

- Several other important provi-
sions, such as the qualified fami-
ly-owned business interest {QFO-
BI) rules under Section 2057, will
return to the way they were before
EGTRRA.

As noted above, most practition-
ers anticipated that this would never
happen; almost no one thought that
Congress would allow the estates of
decedents who die in 2010 to escape
federal estate tax.

The current situation presents
more problems than opportunities
for estate planners and their clients.
For example, the possibility of retro-
active restoration of the estate and
GST taxes presents a risk in taking
any action at all on the premise that
the estate and GST taxes are gone for
the year and that the gift tax rate will
be only 35%. Even those individuals
who die this year, while the estate
and GST taxes are not applicable,
will leave estates facing potentially
serious problems that must be ad-
dressed promptly.

Scope of the Sunset Provision

Although the major focus of this ar-
ticle is on the estate, gift, and GST
tax provisions for 2010 (or the lack
thereof) and what may be viewed as
related income tax provisions that

_are in effect for this year, application
of these provisions in future years
. also needs to be considered.

1. Planners must take into ac-
count what the law likely will be in
the future. For example, the will of

- an individual who will probably not

die very soon should take into ac-
count not just what tax law provi-
sions will apply if he or she dies this
vear but what rules may apply if he
or she dies in a future year.

2. As will be discussed later in
this article, some transactions (such
as the creation of a trust by a dece-
dent who dies this year for his or her
grandchild) may be treated differ-
ently in a subsequent tax year be-
cause EGTRRA expires by its terms
on 12/31/10.

3. As strange as this may initially
seem, some of the words used to ef-
fect the sunset of EGTRRA may
mean that certain transactions are,

in effect, treated for years after 2010

as having happened before EGTRRA
even if the transfer occurred while
EGTRRA was in effect.

These factors are interrelated in
many ways and in order to set a
more complete framework of look-
ing at the estate tax and related laws
for 2010, this article discusses the
third factor (the EGTRRA expira-
tion provisions} first.

Construing statutes, Before turn-
ing to the provision by which EGTR-
RA “expires,’ it seems appropriate to
briefly discuss statutory construc-
tion. EGTRRA was pushed through
the legislative process with haste. It
was signed into law on 6/7/01, which

“historically is very early in a calen-

dar year for the enactment of a ma-
jor tax bill. Many of its provisions
are unclear. The meaning and scope
of the expiration provision, as will
be discussed below, seem quite un-
certain. Lawyers and courts are sad-
dled with the written words of a
statute, but a literal construction of a
statute that produces an absurd re-
sult generally will not be adopted.?
Words are also an imperfect
means of communicating. Viewing
words from different perspectives or
at different times may suggest signif-
icantly different meanings for them.

These general principles should be
kept in mind when reading the dis-
cussion of the expiration provision
of EGTRRA.

Background of expiration. In or-
der to help understand what the ex-
piration provisions of EGTRRA
mean, an awareness of why EGTR-
RA had to expire is important. Al-
though certain provisions of the
Code have expired in the past,3 there
has been no general sunset provision
in other tax legislation.4

EGTRRA includes such a provi-
sion to ensure compliance with the
Congressional Budget Act of 1974,
That Act contains rules to enforce
the scope of items permitted to be
considered by the Congress under
the budget reconciliation process
{(that is, in adopting a federal bud-
get). One of these rules, known as
the “Byrd rule” after its sponsor, Sen-
ator Robert C. Byrd (D-W.Va.), pro-
hibits legislators from enacting tax
provisions with respect to a budget
reconciliation that would reduce
revenues after the years covered by
the reconciliation. Sixty votes are re-
quired in the Senate to override the
Byrd rule. Because fewer than 60
senators voted to enact EGTRRA, all
of its changes to the Code expire, as
a general rule, after 2010 so that its
provisions would not increase feder-
al deficits after 2010. The expiration
provisions of EGTRRA, therefore,
probably should be read consistently

S NOTES %

1 Sge PL. 107-16, saction 901.

2 See Nixon v, Missouri Municipal League, 541
U.S. 125 (2004} lindicating that courts sheuld
avoid a construction that weuld lead to an
absurd or futile resuith.

3 For exarmpie, Section 68, relating to the over-
all limitation on itemized deductions, was
criginally scheduled to expire on 12/31/95;
see former Section 68(f), deleted by RRA ‘83
{PL. 103-66, B/10/93), section 13204.

4 Spe Staff of the Joint Committee on Taxation,
General Explanation of Tax Legislation En-
acted in the 107th Congress (2003} there-
atter, "Blue Bock"), page 171. The Biue Book
is not, strictly speaking, legislative histary,
but the courts routinely use it as an important
reference to the legislative intent behind tax
statutes. See, e.g.. United Dominion In-
dustries, Inc., 532 U.S. 822, 87 AFTR2d 2001-
2377 {2001}; Amerada Hess Corp. v. Director,
Div. of Tax'n, N.J., 490 U.5. 66 (1989} and
Piasynski, 462 U.S. 7, 52 AFTR2d £3-6485
(1983},
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with its goal—to not produce defi-
cits after this year—in mind.

The expiration provisions. The
“repeal” of the estate tax and GST
tax, as well as all other changes made
by EGTRRA, expire or “sunset” at
the end of 2010, EGTRRA section
901(a) states:

“IN GENERAL. All provisions of,
and amendments made by, this Act
shall not apply—

“(1) to taxable, plan, or limitation
years beginning after December 31,
2010, 0r

“(2) in the case of title V, to es-
tates of decedents dying, gifts made,
or generation skipping transfers, af-
ter December 31,2010

Title V of EGTRRA deals with the
estate, gift, GST taxes, and related in-
come tax provisions (such as provid-
ing for the basis of inherited proper-
ty to be equal to the lesser of its
value on the decedent’s date of death
or the decedent’s adjusted basis (the
carryover basis rule)). If the sunset
provision that relates to Title V end-
ed with subsection (a), it would sim-
ply mean that the estate, gift, GST
taxes and related income tax changes
made by EGTRRA no longer applied
after 2010, Nevertheless, section 901
(b} seems to provide an additional
rule. It states:

“(b) APPLICATION OF CERTAIN LAWS.
The Internal Revenue Code of 1986
... shall be applied and administered
to years, estates, gifts, and transfers
described in subsection (a) as if the
provisions and amendments de-
scribed in subsection {a} had never
been enacted .

5 For simplicity, the phrase "and the Employee
Retirement Income Security Act of 1974
which appears after “The Internal Revenue
Code of 1986" and before “shall be applied,”
has been omitted.

€ But see Flores-Figueroa v. U.S.. 129 S5.Ct.
1886 (2009 (indicating that a construction
under which language in a statute is treated
as surplus should be avoided).

7 Essentially, and as is discussed in more detail
later in this article, Section 2511(c) provides
that an individual will be treated as making a
completed gift for federal gift tax purposes if
the individual transfers property in 2010 10 a
trust that is not a grantor trust in its entirety
even if the individual retains such dominion
and control over the transferred property that
the gift would be considered incomplete
under Reg. 25.2511-2.

It may be reasonable to construe
section 901(b) as simply reinforcing
the meaning of section 901(a). Con-
struing subsection (b) as requiring
the Code to be applied to gifts made
after 2010 as though the EGTRRA
gift tax provisions had never been
enacted reinforces or restates the gift
tax portion of subsection (a), and
would imply an application only to
future gifts.®

On the other hand, suppose an
individual, who creates a trust in
2010 that is not treated as a grantor
trust in its entirety, is treated as
making a taxable gift by reason of
Section 2511(c) (but otherwise un-
der the law prior to EGTRRA the gift
would be treated as incomplete).?
Section 2511(c) expires and is of no
effect after 2010. In determining gift
tax due on future gifts, how should
the 2010 gift be treated? Should it be
considered as being complete under
EGTRRA, or possibly as incomplete
under post-EGTRRA law?

Section 2502(a) directs that, in
computing the gift tax, prior taxable
gifts must taken into account. One
literal reading of EGTRRA section
901(b) is that the existence of the
2010 gift, which was deemed com-
plete and therefore constituted a tax-
able gift in 2010, is ignored because
the calculation of gift tax after 2010
is determined as though EGTRRA
“had never been enacted.” This read-
ing also would lead to the conclusion
that the taxpayer could be subject to
a second tax on the same gift if the
power he or she retained that caused
the gift to be incomplete lapses be-
fore his or her death.

There will be other possible read-
ings of section 901(b) in such a con-
text. In any event, such an applica-
tion of subsection (b) would actually
seem contrary to the Byrd rule. The
reason is that ignoring the taxable
gift treated as made in 2010 by rea-

son of Section 2511(c) could reduce.

federal gift tax collected after that
year.

That, in turn, raises the question -

of whether in applying the Code “to
years, estates, gifts, and transfers” af-
ter 2010, only those provisions of
EGTRRA that would reduce tax col-
lections (thereby increasing the

deficit) are treated as never having
been enacted. Because the Byrd rule
has never been applied to tax reduc-
tion provisions of a budget reconcil-
iation act, it is very difficult to reach
a conclusion about this.

Carryover or stepped-up basis. The
issue also arises with regard to a
death in 2010. Throughout the bal-
ance of 2010, under Section 1022 the
legatee would have a carryover basis
in assets received from the decedent.
But if the legatee sells the asset in
2011, a literal application of section
901(b) appears to permit the lega-
tee’s basis to be determined under
Section 1014 so that basis would be
equal to the date of death (or alter-
nate valuation date) value.

PR
situation presents
i s
ms han opportunities
A .
ners and their

7

At first blush, EGTRRA section
901(b) does appear to provide that
the Code should be administered in
post-2010 years as if EGTRRA had
never been enacted, thus suggesting
that basis should be determined in
2011 under Section 1014, Nonethe-
less, it is difficult to imagine that
Congress contemplated such an out-
come for assets received from an es-
tate that was not subject to estate
tax. And it is certainly possible to
read section 901 as consistent with
Congress’s purpose to link estate-
tax-free treatment with carryover
basis even if the asset is sold in a
post-2010 year. EGTRRA section
901(a)(2), in dealing with Title V of
the statute, focuses on the date of the
transfer (the date of death, the date
of the gift, or the date of the genera-
tion-skipping transfer}. This should
be contrasted with section 901(a)
(1), which focuses instead on the tax
year (i.e., EGTRRA does not apply
to tax years after 2010). Thus, in
terms of Section 1022, which was
enacted as part of Title V of EGTR-
RA, it will no longer apply in post-
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2010 years if the transfer (i.c., death)
occurs after 2010. Thus, where death
does occur in 2010, Section 1022
should, under this reading, remain
applicable even if the asset is sold in
2011, Nevertheless, if the application
of the Byrd rule is to make the tax
revenue impact the same for years
after 2010 {when Section 1014{a) is
back in effect) as it would have been
before the enactment of EGTRRA, it
is arguable that the potential step-up
in basis is not inconsistent with the
purpose of the Byrd rule.

GST tax. There is even more ambi-
guity in the language of the sunset
provision with respect to the GST
tax provisions, primarily because a
transfer in trust can lead to genera-
tion-skipping transfers that occur in
more than one year.

" Suppose a grandmother creates a
trust in 2010 for the current benefit
of her grandson, Her transfer to the
trust would be a direct skip, a type of
generation-skipping transfer, and
would produce a GST tax except for
the fact that under Section 2664 the
GST tax provisions do not apply in
2010 te any generation-skipping
transfer occurring that year. Yet,
when distributions are made after
2010 to the grandson from the trust,
another type of generation-skipping
transfer--a taxable distribution—
may be deemed to occur.

Had the trust been created before
2010, Section 2653(a) (discussed in
more detail below) would have pre-
cluded the later distribution from be-
ing a generation-skipping transfer.
But it remains unclear (as also dis-

. cussed below) whether Section 2653
(a) can apply to a transfer made in
2010. Yet, the sunset provision might
be construed to provide that, with re-
spect to any transfer after 2010, Sec-
tion 2653(a) will be deemed to have
applied in 2010 because Section 2664
{(which arguably blocked the applica-
tion of Section 2653(a)) itself is ig-
nored after 2010 because it became
part of the Code by the enactrnent of
EGTRRA.

Impact. All these possible readings
create great uncertainty for taxpay-
ers and practitioners. It seems that

one logical approach would be to
construe the sunset provisions as
simply confining the tax benefits of
EGTRRA to the years that EGTRRA
was in effect. Another would be to
conclude that the tax benefits com-
prise not only the benefits achieved
while EGTRRA was in effect but also
all tax benefits that derive therefrom
in later tax years.

To find the latter construction
consistent with the Byrd rule, one
would have to conclude that the re-
sulting increase in the deficit would
be deemed attributable to the years
EGTRRA was in effect, not to the
subsequent years in which the con-
tinuing tax benefits apply. Under
that construction, if a taxpayer con-
tributed $3.5 million to a trust and
allocated his or her $3.5 million GST
exemption to the trust in 2009, that
trust would remain wholly exempt
from GST tax, even though if EGTR-
RA had never been enacted the tax-
payet would never have had a $3.5
million exemption. The tax benefit
in future years perhaps would attrib-
uted to the years EGTRRA was in ef-
fect,

Suppose a taxpayer dies in 2010,
establishing a testamentary trust for
grandchildren and more remote de-
scendants. Similarly, that trust might
not be subject to GST at any time: in
2010 the GST tax was not applicable

to the direct skip to the trust,and in
subsequent years the trust might
possibly remain exempt because in
the year it was established there was
no estate tax, and thus no transferor
within the meaning of Section 2652
(a}(1}{(A), and so no person could
be defined as a skip person under
Section 2613,

The same trust created inter vivos
in 2010 is more difficult to analyze.
Clearly, no GST is due on formation.
In 2011, the trust may once again be
subject to tax. The trust does have a
transferor, and perhaps in this situa-
tion the rule of Section 2653(a)
would apply as if EGTRRA had nev-
er been enacted, so that distribu-
tions to grandchildren do not trigger
tax but distributions to great-grand-
children do. Again, this requires the
Byrd rule to be construed as set
forth above,

The only thing that is clear is that
we will not know the scope of
EGTRRA’s sunset provisions until
Congress, a court, or perhaps Trea-
sury through the issuance of Regula-
tions, clarifies it.

COMPLICATIONS—WORD FORMULAS

Many dispositions under wills and
trusts are phrased in terms of tax
concepts. This may lead to addition-
al complications for married persons
and others using word formulas to
accomplish their estate planning
goals.

Division Into Estate Tax Exemption

and Marital Deduction Shares

Many married people have directed
the division of their estates into two
broad portions: one portion equal to
the unused estate tax exemption?®
{usually passing into a nonmarital
deduction trust, often called the

8 The term “estate tax exemption” is currently
a misnomer, but one with a valig historicat
basis. Untit 1977, the Cecde contained a true
astate tax exemption ($60,000 for perscns
dying in 1976). 1t functioned as a deduction
that was subtracted, dollar for dollar, from
what otherwise would have been the dece-
dent’s taxable estate on which the estate tax
was imposed. Starting in 1977 however, a
credit {called initially the “unified credit” and
now sometimes referred to as the “applica-
ble credit”) is allowed under Section 2010

instead of an exemption, The unified credit
reduces the amount of tax due on the tax-
able estate, dollar for dollar. The credit, how-
ever, also may be viewed as an "exemption
equivalent” which is the maximum taxable
estate of a decedent without owing any
eslate tax by reason of the credit, assuming
he or she had not used any portion of the
credit by making certain lifetime gifts.
Throughout this article, this exemgption equiv-
alent will be referred to as the estate tax
exemption.
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credit-shelter trust,? usually held for
the benefit of the surviving spouse
and descendants),’® and the other
portion equal to the “optimum” mar-
ital deduction amount, typically ex-
pressed as the minimum amount
necessary to qualify for the federal
estate tax marital deduction to re-
duce the federal estate tax to zero or,
if reduction to zero is not possible,
to its minimum. "

Based on the literal language of
these bequests, the results could be
radically different if the property
owner dies in 2010. There is no fed-
eral estate tax for 2010, so a bequest
of the maximum amount that passes
free of that tax could be a bequest of
the entire estate. Similarly, there is
no unified credit, and a bequest of
the maximum that can pass under
such credit would be zero.

Arguably, these bequests (one
based on the maximum that can
pass free of federal estate tax and the
other based on the estate tax exemp-
tion) may produce wildly different
results if there is no estate tax when
the individual dies, but they are al-
most certainly intended to produce
the same result. The usual purpose
of a will or trust construction {inter-
pretation) proceeding is to ascertain
the individual’s intent and construe
{interpret) the document to carry
out that intent.12 But such proceed-
ings usually seek to ascertain only
that intent expressed by the terms
used in the instrument, and extrinsic
evidence often is not admissible un-

less the court determines that the
ambiguity in the governing instru-
ment is a latent one that cannot be
shown to exist without such infor-
matjon.13

Division Into GST Tax Exempt
and GST Tax Non-Exempt Shares

An individual, whether or not mar-
ried, will sometimes have a portion
of his or her estate equal to his or her
unused GST exemption' passina
way (such as to a trust for the benefit
of his or her grandchildren and
more remote descendants) different-
ly from the balance of his or her es-
tate, which might be to or for his or
her spouse or children. An unmar-
ried person, for instance, might di-
rect “I bequeath to the trustee of the
trust hereunder for my grandchil-
dren and more remote descendants
an amount equal to the maximum
amount that may be transferred to a
skip person without the imposition
of generation-skipping transfer tax”
or “I bequeath to the trustee of the
trust hereunder for my grandchil-
dren and more remote descendants
an amount equal to my unused GST
exemnption.”

Based on the literal language of
these bequests, the results could be
radically different if the property
owner dies in 2010, There seems to
be no GST exemption amount for
2010, so a bequest of that amount
would seem to be zero, Alternatively,
the maximum such a person could
transfer without the imposition of

9 So called because its size is determined by
the federal estate tax that is avoided ("shel-
tered”} by the unified credit.

10 A creditshelter trust may be structured as a
QTIP trust, although that has led certain
estates inadvertently 10 etect for the trust 10
qualify for the estate tax marital deduction.
See Rev. Proc. 2001-38, 2001-1 CB 1335.

11 Some individuals provide for the credit shal-
ter share 1o pass outright or in trust for
descendants to the exclusion of the surviv-
ing spouse even if the individual is married at
death,

12 Sep, e.9., Matter of Fabbri, 2 N.Y.2d 236, 140
N E.Zd 269, 159 N.Y.5.2d 184 (N.Y.,, 1857).

13 See, e.g. Restatement (Third) of Property
iWills & Don. Trans.) § 11.1 {2003); Uniferm
Prob. Code section 2-603 {"The intenticn of a
testator as expressed in his will controls”); In
re Estate of Stiefal, 24 A.D.3d 994, 807
N.¥.8.2d 1569 {App. Div., 3d Dept., 2005);
Matter of Estate of Campbell, 171 Misc. 2d
892, 655 N.Y.5.2d 913 (N.Y. Surr., 1997}; in re

Hyde's Will, 122 N.Y.8.2d 304 {N.Y. Surr,
1953), affd 282 A.D. 1100, 126 N.Y.5.2d 468
{App. Div., 3d Dept,, 1953).

14 The GST exemption, described in Section
2631{a), is not a true exemption. I is a rate
reducer: to the extent that GST exemption
has been allocated to a transfer, the rate of
GST tax is reduced; see Sections 2641 and
2642, For exampie, if $1 million of GST
exgrnption is allocated to a $4 million trans-
fer, the effective rate of tax is reduced by
25%. 'f the amount of GST exemption allo-
cated is equal 10 the amount transfeired, the
effective GST tax rate is reduced to zero. In
that instance, the GST exemption acts as a
true exemption.

18 5ee generally Blattmachr, Hastings, and
Blattmachr, “The Tripartite Will: A New Form
of Marital Deduction,” 127 Trusts & Estates
47 ({April 1988); Gans and Blattmachr,
"Quadpartite Will: Decoupling and the MNext
Generation of Instruments,” 32 Est. Plan. No.
4 (April 2005), page 3.

GST tax this year apparently is un-
limited.

As with the marital deduction
formula clause, it is arguable that
these GST-tax-based bequests (one
based on the amount of GST exemp-
tion and the other on the amount
that may be transferred without GST
tax) may produce different results if
there is no’GST tax when the indi-
vidual dies, but they are aimost cer-
tainly intended to produce the same
result.

Tripartite and Quadsipastite Documents

Married persons often have three- or
four-part wills or revocable trusts,
One portion of the estate is equal to
the estate tax exemption. A second
portion is equal to the optimum
marital deduction amount. A third
portion is, in essence, a part of the
optimum marital deduction amount,
equal to the married decedent’s un-
used GST exemption, and passes to a
QTIP trust with respect to which the

* decedent’s executor makes a “reverse

QTIP” election—that is, although the
executor elects under Section 2057
(b)(7) to cause the trust to qualify
for the estate tax marital deduction,
which in turn would cause it to be in-
cluded in the gross estate of the sur-
viving spouse under Section 2044,
thus making that spouse the trans-
feror for GST tax purposes, the ex-
ecutor reverses the QTIP election for
GST tax purposes under Section

:2652{a)(3) so that the decedent,

rather than the surviving spouse, re-

"mains the transferor. This reverse

QTIP election permits the executor
to allocate any balance of the dece-
dent’s GST exemption to the reverse
QTIP trust.1s

The reverse QTIP portion of the
estate is usually described as the dif-
ference between the decedent’s avail-
able GST exemption and the amount
of the nonmarital share. As the
amount of the nonmarital share may
be difficult to ascertain because of

‘the formula issues described above,

and because there is no available

' GST exemption in 2010, the size of °

the reverse QTP trust portion of the
estate may not be clear if the dece-
dent dies in 2010. Depending on
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how one construes the various com-
ponents, the reverse QTIP portion
could consist of the entire estate, the
entire optimum marital deduction
portion of the estate, or nothing.
This is particularly problematic if

the married decedent has directed-

that, on the death of the surviving
spouse, the property in the reverse
QTIP trust will pass in a manner

(such as in further trust for grand- .

children and more remote descen-

dants) different from how any other

trust for the surviving spouse is to
pass (such as to or for the decedent’s
children).

A guadripartite document also
creates a separate QTIP trust equal
to the difference between the federal
estate tax exemption and the state
estate tax exemption if the decedent
lives or has assets in a state with a
state estate tax. As is discussed be-
low, this formula may create even
more construction problems than
those creating the first three por-
tions of the estate.

Back to Word Formulas

Word formulas based on federal es-
tate tax provisions are used because
it is believed that they will produce,
at least while there was a federal es-
* tate tax and GST tax, what appears
to be the optimal tax division or dis-
position of a decedent’s property.
The formulas, however, have no
meaning if the concepts used to de-
fine them are not part of the law on

the date of the decedent’s death.

What is the “minimum amount nec-
essary as the federal estate tax mari-
tal deduction to reduce my federal
estate tax to its minimum” if there is
no federal estate tax or federal estate
tax marital deduction? It might be
argued that nothing passes under
the bequest because no marital de-
duction is needed to reduce the fed-
eral estate tax to zero and all proper-
ty disposed of under the instrument
passes into the credit-shelter trust,
but because there is neither a con-

cept of federal estate tax nora con-

cept of a federal marital deduction, it
just is not clear.

Similarly, if the bequest of the es-
tate tax exemption amount is de-

fined as “applicable exclusion within
the meaning of Section 2010(c),
how much is that when there is no
applicable exclusion in effect on the
date of death? Alternatively, if the
amount passing into the credit-shel-
ter trust is defined as “the largest
taxable estate [ can have for federal
estate tax purposes without increas-
ing the federal estate tax in my es-
tate,” how large is that amount if
there is no concept of a taxable es-
tate and no federal estate tax in the
law? In that situation, the construc-
tion might be that everything passes
as part of the marital deduction
share.

There are at least two caveats that
need to be mentioned. First, all of
these marital division formula claus-
es are designed to accomplish the
same goal: minimize {(actually to
zero if possible) the estate tax that
will be paid when the first spouse
dies, minimize the estate tax that will
be paid when the surviving spouse
dies with respect to property passing
to or for the surviving spouse from
the first spouse to die, and provide
for all of the property to be available
to benefit the surviving spouse. [t
would be odd, since the goal is the
same whether the document defines
the credit-shelter amount or defines
the marital deduction amount, that
the results would be so different—
that is, in one instance the instru-
ment is construed as having all the
property pass into the credit-shelter
trust and in the other having it all
pass into the marital deduction
share.

As mentioned above, the purpose
in construing or interpreting an in-
strument is to ascertain the individ-
ual’s intent as expressed in the gov-
erning instrument, and then to
construe the instrument to carry out
that intent, including adding or
eliminating provisions, changing
negatives to affirmatives and the re-
verse, etc.18 It should be possible to
argue that any ambiguity caused by
the lack of an estate tax or GST tax
on the date of death is a latent ambi-
guity that can be cleared up by testi-
mony of the drafter as to the goals
the clause was intended to meet. But
it also could be argued that the

clause is not ambiguous, and that a
clause that leaves the children the
maximum amount of the estate tax
exemption is designed to leave them
nothing if there is no such exemp-
tion, while a clause that leaves the
spouse the minimum amount re-
quired to reduce the estate tax to
zero is intended to disinherit the
spouse if possible, if that will still re-
duce the estate tax to zero.

The second caveat is that neither
the IRS nor the federal courts will be
bound by a local court’s construc-
tion of the instrument.’” The Service
may take the position, even if a focal
court determines that the entire es-
tate passes into a credit-shelter trust,
that for tax purposes it has passed to
the surviving spouse (if the marital
deduction bequest is outright) and
that the surviving spouse made a gift
by permitting the property to go
into the trust and/or that the credit-
shelter trust is included in the gross
estate of the surviving spouse.18

Gifts to Spouse Likely to Die Soon

It seems appropriate for one spouse
to transfer virtually all of his or her
wealth to his or her spouse (al-
though not more than the gift tax
annual exclusion if the donee spouse
is not a U.S. citizen) if the donee
spouse is expected to die this year
and the donor spouse is expected to
survive past the end of the year. If
the donee spouse does die this year
and there is no retroactive reinstate-
ment of the federal estate tax that

16 See, e.g., Matter of Fabbri, supra note 12.

17 Estate of Bosch, 387 U.S. 456, 19 AFTR2d
1891 (1967).

18 ¢f eg. Rev. Rul 84-105, 1984-2 CB 197 but
see Harris, 340 U.S. 106, 39 AFTR 1002
{1950); Estate of DiMarco, 87 TC 653 (1986),
acqg. in resuit only.
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will apply to the estate of the spouse
who dies this year, the couple wili be
able to protect their entire wealth
from estate tax. If instead the federal
estate tax is retroactively reinstated
to apply to the estate of the spouse
who dies this year, the property re-
ceived by gift, as well as all other
property of the donee spouse, may
be transferred free of federal estate
to the surviving spouse using a com-
bination of the federal estate tax ex-
emption and the federal estate tax
marital deduction,

In fact, if the federal estate tax is
reinstated, it is at least arguable that
at least a portion of the assets given
to the deceased spouse before death
by his or her spouse will be entitled
to the step-up in basis under Section
1014(a) notwithstanding Section
1014(e), which essentially provides
that there is no step-up in basis with
respect to any property received by
the decedent within one year of
death that is transferred back at the
donee’s death to the donor. Section
1014{e), by its terms, applies only to
the extent the gift “property is ac-
quired from the decedent by (or
passes from the decedent to} the
donor of such property.” If the gift
property is placed in trust for the
donor, then the section may not ap-

ply_19

FURTHER COMPLICATIONS:
CARRYOVER BASIS INCREASES

Under Section 1022, the income tax
bases of assets acquired from some-
one who dies in 2010 will not equal
their estate tax values; rather the
bases of the decedent’s appreciated
assets will carry over to those who
inherit the property.2¢ This section,
however, provides certain basis in-
creases for carryover basis property,
to relieve small- and moderate-sized

19 |n Ltr. Ruls. 9321050 and 90260386, the RS
held that Section 1014{e} applied only to the
extent of the actuarial (tax} value of the
income interest of the donor spouse in a
trust created for that spouse by the donee
spouse of the gift property.

20 Under TRA '76, a carryover basis regime was
adopted with respect to property inctuded in
the gross estates of individuals dying after

estates from the need to maintain
detailed records of basis,

AT TR

rguable.that the potential
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é&glﬁthe purpose of

The executor may allocate up to
$1.3 million to increase the basis of
property. This allocation, however,
may not increase the basis of an as-
set above its FMV as of the dece-
dent’s date of death. This allocation
does not increase the basis of prop-
erty worth $1.3 million to $1.3 mil-
lion, but rather increases its basis by
$1.3 million. Therefore, a relatively
large estate may end up with a full
date-of-death value basis, if the
property held by the decedent has
no significant appreciation. This is
likely to be the case for many estates
in light of recent stock market de-
clines.

ExampLE: A child of the decedent
inherits land worth $5 million in
which the decedent’s basis at death
was $1.5 million. The executor may
elect to increase the basis of the land
to $2.8 million. If instead the land
was worth only $2.3 million when
the decedent died, the executor
could increase the land’s basis from
$1.5 million by $800,000 to $2.3 mil-
lion (and no higher}, and could allo-
cate the remaining $700,000 of basis
increase to other appreciated prop-
erty (limited, again, to the FMV of
such property at the decedent’s
death). If instead the land was worth
$10 million and its basis was $8.7
million, the executor could allocate
all of the $1.3 million basis adjust-
ment to the land and bring its basis
up to $10 million.

1976. See Section 1023 before its repeal by
the Crude Oil Windfalf Profits Tax Act of 1980
{PL. 96-223, section 401}. The regime was
retroactively repealed, although estates of
individuals who died befere the repeal could
elect to have the carryover basis rules apply.
21 gegtion 1022(c) contains a definition of QTIP
almost identical to that in Secticn 20861b1{7),
without the requirement of an election.

A decedent’s executor also can al-
locate up to $3 million to increase
the basis of assets (but, again, not to
an amount greater than the FMV of
the assets at death) that the surviv-
ing spouse receives outright or
through a QTIP trust! (“qualified
spousal property”). This is in addi-
tion to the $1.3 million general in-
crease in basis.

A QTIP trust qualifies for the fed-
eral estate tax marital deduction,
when there is an estate tax, only to
the extent the executor elects under
Section 2056(h)(7) for it to so quali-
fy. No such election is necessary for
a trust otherwise described in that
section to be qualified spousal prop-
erty, so that the executor may allo-
cate all or part of the $3 million basis
increase to its assets. No qualified
domestic trust (QDOT) election un-
der Section 2056A is required either,
and it does not seem that the basis
increase provision is limited to a
surviving spouse who is a U.5. citi-
zen.

Married Persons: No Estate Tax

Plus Carryover Basis

Before turning to other important
matters relating to the carryover ba-
sis rules, it is appropriate to explain
how they complicate the division of
the estate of a married person who
dies in 2010. ‘

A married person, who had di-
rected that his or her estate be divid-
ed into two shares if his or her
spouse survives (that is, an amount
equal to his or her unused estate tax
exemption to pass to a nonmarital
share gift or trust, and the balance to
pass in a form that may qualify for
the estate tax marital deduction),
may want to have his or her estate
pass entirely into the estate tax ex-
emption equivalent share to be held
in the form of a credit-shelter trust
that benefits the surviving spouse
and descendants. Such a person, who
may have had his or her estate plan-
ning documents in effect for some
time, would have provided for a con-
stantly increasing amount passing
into the credit-shelter trust: $675,000
before EGTRRA and then $1 million
in 2001 and 2002, $1.5 millien in
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2004 and 2005, $2 million in 2006,
2007, and 2008, and $3.5 million in
2009.22 This suggests that if the ex-
emption were increased, for example,
to $5 million,2? the decedent would
have wanted the first $5 million to
pass to the credit-shelter trust. And
now, of course, without any estate
tax, his or her entire estate (whether
$5 million or $500 million) may pass
federal estate tax free to the credit-
shelter trust. That may be how an in-
strument making the credit-shelter
trust/optimum marital deduction di-
vision will be construed. Of course, if
the surviving spouse cannot benefit
from the credit-shelter share (e.g., it
is exclusively for the benefit of the
decedent’s descendants from a prior
marriage), the result no doubt would
seem harsh from the viewpoint of
the widow or widower.2¢

Assuming that, if there is no fed-
eral estate tax applicable at death,
the instrument explicitly directs or is
construed so that the estate of the
married person is to be transferred
exclusively into a credit-shelter trust,
there is another potentially impor-
tant tax issue. Unless the credit-shel-
ter trust is in the form of a QTIP
type trust (e.g., all income paid at
least annually to the surviving
spouse with no ability to pay any
part of the trust to anyone else dur-
ing the survivor’s lifetime),25 there
may be insufficient qualified spousal
property against which the executor
may allocate the $3 million basis in-
crease,

If, however, the instrument were
construed so that the entire estate
passes to a QTIP trust if there is no
estate tax, or if the instrument so di-
rects expressly, there could be the
maximum amount of property to
which the executor may allocate the
$3 million basis increase, because
the QTIP trust is qualified spousal
property. In addition, the $1.3 mil-
lion basis increase also could be allo-
cated to the QTIP. Of course, using a
QTIP trust limits some other plan-
ning opportunities, such as being
able to transfer property to children
without making a taxable gift or
splitting income with the trust
and/or descendants, which normally
would be available if the trustee of

the credit-shelter trust has the dis-
cretion to accumulate or distribute
all income and corpus among de-
scendants and the spouse. An instru-
ment might provide that any part of
the QTIP trust disclaimed by the
spouse under Section 2518 would
pass over to such a discretionary
credit-shelter trust, affording the
surviving spouse the option of tak-
ing advantage of such additional tax
planning oppertunities. The gift tax
remains in effect in 2010, and the
spouse can make a qualified dis-
claimer under Section 2518 and re-
main a beneficiary of any trust to
which the disclaimed property pass-
es by reason of the renunciation
without being deemed to have made
a taxable gift.

Revising Existing
Documents for Married Persans
In a more perfect world, existing
wills and trusts would have taken
into account the no-estate-tax and
carryover-basis possibilities.27 Most
such documents, however, do not
cover those possibilities, because al-
most everyone thought it was im-
possible that repeal of the estate and
GST taxes for 2010 would happen.
Practitioners, therefore, should con-
tact married clients to discuss how
they want their property disposed of
if they die when there is no estate
tax. Although there are many op-
tions, two seem most likely to be
used, at least if the situation is not
complicated by a state death tax, as
discussed below,

First, the married property owner
could leave his or her estate to a

22 See Section 2010

23 A level that was proposed several times in
Congress in recent years; see, e.g.. H.R
498, 111th Cong., 1st Sess. (1/19/09); H.R.
2658, 111th Cong., 1st Sess. (6/2/09); H.R.
3841, 1M1th Cong., 1st Sess. (10/15/09); and
H.R. 3805, 111th Cong , 1st Sess. {10/23/09).

24 Some individuals, even though they are mar-
ried and wish the optimum tax division of
their estate, direct that the estate tax exemp-
tion (or credit-shelter} share pass exclusively
to or for descandants to the exclusion of the
surviving spouse, figuring that the exemption
amount is such a smafi part of their toal
wealth that the surviving spouse will be well
taken care of. Under an interpretation of their
estate planning documents that passes the
entire estate to or in trust for descendants,

QTIP trust that qualifies for the es-
tate tax marital deduction to the ex-
tent the executor so elects. That
seems to be of no importance if the
property owner dies when there is
no estate tax, but as explained above,
such a QTIP trust is also qualified
spousal property, and therefore the
executor may allocate the $3 million
basis increase to it. Also as discussed
above, if the instrument is struc-
tured to allow for it, the spouse may
make a formula disclaimer of the en-
tire QTIP trust above the amount
needed to allocate that basis increase
and have the disclaimed assets pass
into a credit-shelter trust that may
provide more flexibility with respect
to distributions than a QTIP trust
does. The surviving spouse also
should be able to disclaim specific
assets, which may enhance the after-
tax benefits of the disclaimer.
Regardiess of how much remains
in the QTIP trust, no portion should
be included in the gross estate of the
surviving spouse even if the estate
tax is back in effect when he or she
dies. Section 2044 includes the assets
of a QTIP trust in the gross estate of
the surviving spouse, but applies
only if an election is made to obtain
a marital deduction for the trust so
that the spouse who created the trust
avoids estate or gift tax by reason of
the deduction. For the married per-
son who dies in 2010, there will be
no election to deduct the QTIP trust
and no estate tax on.the trust, be-
cause there is no estate tax applica-
ble. Of course, if the estate tax is
retroactively reinstated, then pre-
sumably the executor of the first
spouse to die may elect QTIP treat-

this objective will be completely frustrated. It
has been suggested that tax formula divi-
sions should never be used if the shares do
not pass essentially the same way. See, e.g..
8lattachr, “"Dont Be Driven by Tax Driven
Formula Clauses” 5 Probate & Property 34
{September/October 1891).

25 |n some instances, the credit-shelter trust
will be in the form of 2 QTIP trust. See, e.g.,
Rev. Proc. 2001-38, supra note 10

26 Sge geperally Blattmachr and Graham,
“Thinking About the Impossible for 2010 21
Probate & Property 12 {May/June 2007).

27 See Zaritsky, Waiting Qut EGTRRA's Sunset
Period: Practical Planning Whiie Congress
Debates Estata Tax Repeai {Thomson
Reuters/WGR&L, 2004), 7] 3.02.
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ment under Sectien 2056(b)(7) and
avoid estate tax. To the extent the ex-
ecutor so elects, the QTIP will be in-
cluded in the gross estate of the sur-
viving spouse when or she later dies.

It is possible that Congress, even
if it does not retroactively reinstate
the estate tax, could decide to cause
QTIP trusts created by the first
spouse to die in 2010 to be included
in the gross estate of the surviving
spouse. It seems difficult to imagine
that Congress would single out
QTIP trusts for this treatment—as
opposed, for example, to a credit-
shelter trust created by a married
person who dies in 2010, especially if
the credit-shelter trust is in a form
that could constitute a QTIP trust.
Nevertheless, with political matters
there is no certainty.?®

The second approach is to pro-
vide that, if there is no estate tax,
then the entire estate (other than a
separate formula bequest to take full
advantage of the basis increase for
qualified spousal property) should

pass into the credit-shelter trust.2®
Professor Jeffrey Pennell has ob-
served that one of the three great lies
is “of course I'll disclaim if it will
save taxes.”30 This second approach
avoids any concern about the ulti-
mate execution of a disclaimer by
the surviving spouse. But there may
be another factor in favor of provid-
ing for the entire estate of an indi-
vidual who may die in 2010 to use a
QTIP rather than a credit-shelter
trust.

Using a OTIP Trust in All Events?

There may be one additional factor
in favor of a married person’s leaving
his or her entire estate to a QTIP
trust whether or not there is estate
tax. If there is no estate tax applica-
ble at the individual’s death but there
is a possibility of the retroactive
reenactment of the tax, then the ex-
ecutor can wait until 15 months (as-
suming an extension to file is ob-
tained) after death to determine to
what degree a QT1P election should
be made.3 Or, instead, the surviving
spouse could make a qualified dis-
claimer of all or a portion of the
QTIP trust and have it pass overtoa
credit-sheiter trust (or other alterna-
tive disposition). Whether there is
an estate tax at the individual's
death, whether one is retroactively
reenacted, or whether there is no es-
tate tax that applies to the estate, the
disposition in favor of the spouse
does not change {other than by the

28 Exhibit 1 for this proposition is the repeal of
the estate and GST taxes for 2010.

29 Conditioning the disposition of property on
“if I die when there is no federal estate tax
applicable to my estate” may not be clear as
10 whether that condition applies it there is
no federal estate tax applicable at the time of
death but is retroactively reenacted to apply
to the decedent’s estate. Therefore, some
consideration also may be given to condition-
ing the disposition on "and no retroactive
reinstaternent of that 1ax” Of course, in the-
ary, that could occur decades from now.
Therefore, it 8lso may make sense 10 state
the condition as enly being for the current
vear, such as “if | die in 2010 when there is
no federal estate tax applicable 1o my estate
lincluding any retroactive reinstatement of
such tax in 2010}

30 Pennell, 843-2nd TM. (BNA), Estate Tax
Marital Deduction, fr. 85,

31 1t there is no estate tax in effect when the
individual dies, there is no duty to file a Form
706. It the tax is retroactively reinstated, it

seems very likely estates of decedents who
died befere such legislation was enacted
would hava at lgast nine months from that
time 1o file the return. Even it the return is
required to be filed nine months after death,
an extension for an additional six months can
be obtained, so the executor would have at
leastinto 2011 10 file the return and make the
QTIP election to the extent the executor
determines appropriate. It seems uniikely
that the 112th Congress, which will be sworn
in at the beginning of 2011. would retroac-
tively reimpose the estate tax on those who
died in 2010.

32 The IRS might make its argurment under the
doctring set forth in Procter, 142 F.2d 824, 32
AFTR 750 {CA-4, 1944), cert. dan., discussed
in more detail below. Nevertheless, the pred-
icate in the Fourth Circuit's application of the
doctrine was that the taxpayer was “trifling”
with the audit and judicial processes. That
would not seem to apply where the result is
based on the action of Congress and the
President.

execution of a disclaimer by the sur-
viving spouse). :

The spouse’s interest will vary if
the will (or trust used as a will sub-
stitute} provides for the entire estate
to pass into a credit-shelter trust if
there is no estate tax or substantially
into a QTIP trust (or other form of
marital deduction) if there is an es-
tate tax. Althoygh that would not
seem to affect the allowance of the
marital deduction if there were an
estate tax applicable when the indi-
vidual dies, as it is not changed by
any post-death event (other thana
disclaimer by the surviving spouse),
it could vary by post-death events if
the disposition of the estate to the
credit-shelter trust or to the marital
deduction disposition does not just
depend on there being an éstate tax
applicable when the individual died
but on the retroactive reinstatement
of the estate tax.

For example, suppose there is no
estate tax when the individual dies in
2010, so the entire estate is to pass
into a credit-shelter trust. But if the
estate tax is retroactively reenacted
so that it does apply to the individ-
ual’s estate, the estate does not pass
to the credit-shelter trust as would
occur as of the moment of death
when no estate tax existed, the dis-
position is “switched” to pass sub-
stantially to the surviving spouse in
some form that qualifies for the fed-
eral estate tax marital deduction.
That raises the question of whether
such a post-death transfer to the sur-
viving spouse will qualify for the
marital deduction. Although, as of
the reenactment of the tax, the estate
would pass in a form that would
qualify for the estate tax marital de-
duction, it is not absolutely certain
that the IRS would not contend that,
because the marital deduction dis-
position was not actually in effect
when the decedent died, the marital
deduction should not be allowed. It
does seem that result is unlikely to
occur but there is no guarantee it
will not happen.32

Thus, a case can be made that
providing for the entire estate to be
transferred to a QTIP trust is a
“safer” choice, at least until the law is
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clarified as to whether the estate tax
might be retroactively reinstated.

Some Other Drafting Considerations
Regardless of whether a client is
married, there are other revisions to
documents that should be consid-
ered to address the no estate or GST
tax/carryover basis regime of 2010,

First, the client’s will (and it
should be the will because it is the
executor who gets to allocate the ba-
sis increases) should include express
authority for the executor to allocate
the basis increases, in the executor’s
sole and absolute discretion. Under
Section 7701{a)(47), the executor is
the person who is the executor or ad-
ministrator of the decedent’s estate. If
there is no executor or administrator
appointed, qualified and acting with-
in the U.S., any person in actual or
constructive possession of any prop-
erty of the decedent is the executor
for tax purposes. There may be many
such persons, however, and there
may be disagreement among them
concerning who may exercise op-
tions and elections, such as the allo-
cation of the $1.3 million and $3 mil-
lion basis increases under Section
1022. Such disputes would be re-
solved if the decedent has a will ad-
mitted to probate so that an executor
(or administrator} is appointed.

Second, it may be appropriate to
provide expressly in the will that
only an executor who is not a benefi-
ciary is authorized to allocate the
basis increase. Otherwise, there may
be conflicts of interest and a ques-
tion may exist whether an executor
who is a beneficiary may allocate ba-
sis increase to himself or herself un-
der local law without incurring per-
sonal liability and surcharge. If the
executor who is also a beneficiary
may allocate basis increase to him-
self or herself under state [aw, there
may be potential gift tax conse-
quences for failing to do 50,32

Third, whether or not an individ-
ual is married, some thought should
be given to the interpretation of an
instrument that makes a bequest or
gift equal to the individual’s unused
GST exemption at death, as dis-
cussed above, because the absence of

a GST tax for 2010 may render the
meaning of such a bequest or gift
uncertain.

STATES WITH AN

INDEPENDENT ESTATE TAX

Prior the enactment of EGTRRA,
the vast majority of states imposed
an estate tax equal to the credit al-
lowable under Section 2011 for state
death taxes paid. EGTRRA repealed
this credit and substituted a deduc-
tion under Section 2058. The repeal
of the state death tax credit meant
that many states no longer had an
estate tax of any kind.

Some jurisdictions, such as Con-
necticut, the District of Columbia,
Illinois, Indiana, lowa, Kentucky,
Maine, Maryland, Massachusetts,
Minnesota, New Jersey, New York,
Ohio, Oregon, Pennsylvania, Rhode
Island, Tennessee, and Washington,
have instituted stand-alone state es-
tate taxes. It does not appear that all

of the independent state estate tax
systems were eliminated by the re-
peal of the federal estate tax for
2010, although, no doubt, some may
argue that at least some of them have
been.? There still may be a state
death tax and it may present a signif-
icant issue for individuals who die
domiciled in or who own real or tan-
gible personal property in such
states.3s

ExampPLE: A married New Yorker
died in 2009 with an adjusted gross
estate of $25 million (the total estate,
less expenses and debts deductible
on the estate tax return). The dece-
dent’s estate planning documents
provided for an amount equal to her
unused federal estate tax exemption
1o pass to a credit-shelter trust for
the benefit of her husband and de-
scendants; the balance of her estate
passes to her husband in a form that
qualifies for the estate tax marital
deduction. The decedent’s federal es-
tate tax exemption for 2009 was $3.5
million,?¢ which also would be the
amount of her taxable estate for fed-
eral and New York estate tax purpos-
es. The applicable credit under Sec-
tion 2010 will protect the estate from
any federal estate tax, but because
the New York estate tax exemption is
effectively limited to $t million, New
York will impose an estate tax equal
to the amount of credit that would
have been allowable under Section
2011 on $3.5 millien, which would

33 See generally Gans, Blattmachr, and Hail-
born, " Gifts by Fiduciaries by Tax Options and
Elections,” 18 Probate & Property 39
{Nov./Dac. 2004), repubhished in Digest of Tax
Articles {March 2005).

34 One of the more interesting series of events
involving the repeal of the state death tax
credit occurred in the state of Washington.
When EGTRRA was enacted, Washington
had an estate tax. A 1981 initiative had
expressly limited the Washington estate tax
to "an amocunt equal to the federal credit”
Rev. Codes Wash. section 83.100.030{1). In
2001, the legislature enacted an amendment
that stated that references to the Internal
Revenue Code were to "the United States
Internal Revenue Code of 1986, as amended
or renumbered as of January 1, 2001” Rev.
Codes Wash. section 83.100.020(15}), Several
execulors sued te contest the validity of this
prevision, and the state supreme court held in
Estate of Hemphill v. Washington, 153 Wash.
2d 544, 106 P3d 391 (Wash., 2005}, that the
repeal of the federal credit for state death
taxes awtomatically repealed the state astate

tax, notwithstanding the actions of the legis-
lature. The state then adopted an indepen-
dent Washington estate tax. Rev. Codes
Wash. sections 83 100.010-83.100.906. See
Mumtord, “Up and Down and Back Agan:
Troubled Childhoed Notwithstanding, Wash-
ington’s Stand Alone Estate Tax Deserves to
be Defended” 29 Seattle U.L. Rev. 687
{Spring 2006).

35 As a general rule, a decedent’s state of domi-
cile may impose a death tax on all of the
decedent’s property at death other than real
or tangible personai property actually situat-
ed in another state; that other state may
impase its death tax on the real or tangible
personal property actually situated there. See
Blodgett v. Silberman, 277 .5 1, 8 AFTR
10243 (1928). See also Hellerstein and Heller-
stein, State Taxation, Third Edition {Thomson
ReutersANG&L, 2009). 1§ 21.03.

36 Certain tifetime gifts reduce the amount of
estate tax exemption that will be etfectively
available to the individual's estate for federal
estate 1ax purposes. See, e.g., Section
2001 (b).
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made for federal estate tax purposes
and allowing or disallowing a state-
only QTIP election when the federal
estate tax is not applicable. It would
appear to be improper for a state
that bases its estate tax on the federal
estate tax law to disallow a marital
deduction allowed by the “old” fed-
eral estate tax regime that it is fol-
lowing. Nevertheless, there is a risk
that a decedent who dies in 2010 will
not be allowed a QTIP election for
state death tax purposes.

be $229,200.37 This represents an ef-
fective New York estate tax rate of
about 6.5% ($229,200/$3,500,000).
A New Yorker might well decide that
paying such a tax when he or she
dies is worthwhile, because it re-
moves an extra $2.5 million from the
federal gross estate of the surviving
spouse.

In 2010, however, the result could
be very different. If the married New
Yorker died in 2010 and her will (or
revocable trust) leaves her entire es-
tate to a credit-shelter trust that
does not qualify for the New York

spouse at his later death (assuming
there is a federal estate tax applica-
ble at that time). At a 45% estate tax
bracket, this would avoid $10.8 mil-
lion in federal estate tax in the estate
of the surviving spouse—more than
three times the amount that had to
be paid to New York to achieve that
result. Some married New Yorkers
might well decide, however, that it is
just too high a price to be paid when
they die.

This awkward situation may
arise, even if the decedent’s govern-
ing instrument leaves the entire es-

marital deduction, her New York tate to a QTIP trust (other than, per- %@ﬁg @"ﬂrld, existing
taxable estate, on which a tax deter-  haps, an amount equal to the state i l’llssi,qu d have
mined under the rates set forth in  estate tax exemption that might R g,’@éé%ﬁh{ 6 no-estate-
Section 2011 will be imposed, will  pass, for example, into a credit-shel- g ‘r%égggj i

be $25 million. The New York estate  ter trust), if the individual dies ! S8

tax would be $3,466,800, which
represents an effective New York es-
tate tax rate of nearly 14%. Both
the amount of tax due and the effec-
tive rate of tax are much higher for
this decedent than for a decedent
dying in 2009, because the latter
would have a much smaller New
York taxable estate. This arrange-
ment should also mean that $24
million {plus any growth or minus
any decline in value and consump-
tion) will be excluded from the fed-
eral gross estate of the surviving

domiciled in (or owns real or tangi-
ble personal property situated in)
one of the states that imposes an
independent estate tax and does not
allow a state-only QTIP election.3®
Some jurisdictions, such as New
York,3® New Jersey,*® Minnesota,
Vermont, lowa, North Carolina, and
the District of Columbia, appear
not to permit state-only QTIP elec-
tions.41 A distinction may be made,
however, in those states between dis-
allowing state-only QTIP elections
where an inconsistent election is

A married individual domiciled
in or owning real or tangible per-
sonal property situated in a state®?
that does not permit a state-only
QTIP election may have to make
sure that the marital share is left in
a form other than a QTIP, such as an
outright disposition, a general pow-
er of appointment trust described
in Section 2056(b){5), or an estate
trust,43 assuming that such forms
qualify for the estate tax marital de-

37 See New York Tax Law (McKinney’s), sections
951-961. Actually, the calculation of the New
York estate tax is more complicated. it is the
lesser of {1) what the federal estate tax
would be on the taxable estate if the federal
exemption were only $1 million {not $3.5 mil-
lion} and (2) what the state death tax credit
would be under Section 2011, The state death
tax credit was determined based on the
decedent’s federal taxable estate reduced by
$60,000. That is, in computing the state
death tax credit, the amount is not reduced
by $1 million. There is some question as to
whether there is any New York estate tax
exemption in 2010, which is an issue beyond
the scope of this article.

38 Some states expressly prohibit state-only
QTIP elections. See lowa Code section
450.3; Minn, Regs.. Revenue Notice 06-04
{5/2/06).

39 )t i5 possible that these jurisdictions will
allow a state-only QTIP election while there
is no federal estate tax. For example, New
York has ruled that an estate that 1s not
required to file a federa! Form 706 may elect
to use alternate valuation even though, under
Section 2032, no election is permitted for
federal estate tax purposes because the
amount of federal estate tax will not decling
by reason of the election. See N.Y. Comm'r
of Tax'n and Finance Advisory Opinion TSB-A-
OHZIM, Pet. No. M0904204 (9/22/09), 2009

WL 3263934, This opinion could indicate that
MNew York will permit the alternate valuation
tor New York estate tax purposes during 2010
and will permit the equivalent cf a state-only
QTIP election,

40 See N.J. Admin. Code sections 18:26-

41

42

3A.8(d); 18:26-11.13 {7/21/08). This regulation
has baen reparted as having been repealed,
but the effact of repeal seems to be uncer-
tain. See Practical Drafting at 9484 {Cctober
2008} It is, therefore, possible that 2 New
Jersey statg-only QTIP election will be
allowed.

It appears that a dozen states do permit
state-only QTIP slections: Conn. Gen. Stat.
section 12-391; 4% Ind. Admin. Code, rule
4.1-3-b(ch; Ky. Rev. Stat. section 140 08B0
(a); 36 Me. Rev. Stat. section 4062 (2-B); Md.
Code, Tax-General, section 7-308(bK5)ii); 830
Mass. Admin. Code section 65C.1.1; Chio
Stat. section 5731.15(B); Ore. Admin. Regs.
section 150-118.010(7); 72 Pa. Stat. Ann. sec-
tion 9113(a); R.). Tax Division Ruling Request
No. 2003-03; Tenn. Code section 67-8-315(a)
(6); Rev. Codes Wash. section 11.108.025{4);
Wash. Excise Tax Advisory No. 2013.57015
(5/15/03}.

See note 35, supra.

43 An estate trust is one that is transferred on

the surviving spouse’s death to his or her
probate estate. Rev. Rul, 68-554, 1968-2 CB
412,

duction under the state death tax
system in question, to avoid a signif-
icant state death tax to be paid if he
or she dies in 2010. The most signif-
icant potential downside of this ap-
proach is that if the federal estate
tax is reinstated, as it is currently
scheduled to be in 2011, the other
forms of bequest will be subject
to estate tax when the surviving
spouse later dies. In all, potential
payment of state estate tax may be a
small price to pay to obtain federal
‘estate tax exclusion.

This change in form, however,
must be undertaken with considera-
tion of the carryover basis rules. It is
clear that the outright bequest to a
spouse of nonterminable interest
property constitutes qualified spous-
al property to which the $3 million
basis increase under Section 1022{c)
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may be allocated.* A general power .

of appointment marital deduction
trust*s would constitute qualified.
spousal property provided that the
spouse has a qualifying income inter-
est for life and no person has a power
to appoint the assets to anyone other
than the spouse. It seems highly un-
likely, however, that an estate trust
would qualify.4® A married person
who decides to use a general power of
appointment marital deduction trust
that includes an inter vivos power or
an estate trust, therefore, should con-
sider making a formula bequest out-
right to the surviving spouse to en-

5

sure full use of the $3 million;

additional basis increase for qualified
spousal property.

T T
iog dé tha

casercambamade that
"r_;insiqrir%!ng?- gientire/estate to a

'fﬁ_l;?ast until

The best course of action for a
married person domiciled in a state
that has a state death tax but that
does not permit a state-only QTIP
election and who is likely to die in
2010 may be to change domicile to a
state without an estate tax, or at least
a state that permits state-only QTIP
elections. That, of course, may be life
altering in many ways, but the addi-
tional price of dying in a state that
has an independent estate tax and
that does not permit state-only
QTIP elections may be more than
the individual (particularly if he or
she is highly tax-adverse) is willing
to undertake.4?

An unusual situation in New Jer-
sey brings to light one more point
worth discussing with respect to dis-
positions to a surviving spouse in
2010. New Jersey revoked its regula-
tion that had provided that it would
not recognize an unnecessary feder-
al QTIP eiection. It has been sug-
gested that this revocation reflects a
concern that the state would lose the

ability to impose its estate tax when
the surviving spouse died, if the sur-
viving spouse’s executor, relying on
Rev. Proc. 2001-38,2001-1 CR 1335,
treated the election as not having
been made. Regardless of the pur-
pose of the revocation, it reinforces
the important point that many states
impose their state death taxes on the
amount of the decedent’s taxable es-
tate as determined for federal estate
tax purposes. A QTTP created by a
decedent who dies in 2010 would
not be included in the gross estate of
the surviving spouse for federal es-
tate tax purposes when he or she lat-
er dies and would not be subject to
state death taxation when the sur-
vivor dies if the state imposes its
death tax based solely on the dece-
dent’s federal gross estate. Therefore,
any such state may be reluctant to
permit a state-only QTIP election
because it would not be able to tax
the QTIP property when the surviv-
ing spouse dies {as it would not be in
the survivor's gross estate for either
federal or state death tax purposes)
and would have the opportunity to
tax the property only when the first
spouse dies.

Mare Complications for

States With Death Taxes

There may be additional hurdles for
those who die in 2010 domiciled (or
owning real or tangible person prop-
erty situated} in a state with an inde-
pendent state death tax, especially if
that state tax does not permit a state-
only QTIP election. That complica-
tion arises where property is already
in an irrevocable trust, such as a

44 The statute makes it clear that a usufruct
interest qualities, but does not say whether
the analogous and more typical legal life
estate also gualifies.

45 A QTIP trust described in Section 2056{bK7)
is similar o a general power of appointment
trust described in Section 2056(L)(5). But a
trust granting the spouse the power to with-
draw all property from the trust for his ar her
own benetit and alsc to appeint it during his
or her lifetime to someone else likely would
not be qualified spousal property.

48 An pstate trust described in Rev. Rul. 68-554,
supra note 43, is not required to pay all of its
income at least annually 0 the surviving
spouse, although a trust that has such direc-
tion and otherwise meets the reguirements
of the Regulations would seem to be

grantor retained annuity trust
(GRAT) or qualified personal resi-
dence trust (QPRT), which provides
for the creation of a QTIP trust for
the surviving spouse to the extent
the trust otherwise is included in the
grantor’s gross estate for federal es-
tate tax purposes.

EXAMPLE: A grantor created a GRAT
in October 2008 which is to termi-
nate in October 2010. If she dies be-
fore the annuity term ends, all or a
portion of the trust may be included
in her gross estate under Section
2036(a).#® On account of that possi-
bility, the trust agreement provides
that, if the grantor dies before the
annuity term ends, the trust proper-
ty (other than any annuity due the
grantor or the grantor’s estate) pass-
es to a QTIP trust for the grantor’s
spouse, if then living. If the grantor
dies in 2010 and before the GRAT
term ends, there would have been es-
tate tax inclusion that will cause a
state death tax to be imposed, if the
grantor was domiciled in a state with

. a state death tax and no state-only

QTIP is permitted. There is no state
estate tax if a state-only QTIP is per-
mitted, assuming the grantor’s estate
can and does make the state-only
QTIP election and avoids the state
death tax. In those states that impose
a state estate tax but that do not per-
mit a state-only QTIP election, a
state death tax may be imposed.

There might be a state death tax
even in a state that permits a state-
only QTIP election with respect to
such an irrevocable trust, because of
the way the disposition in favor of

dascribed in Section 2086(b){7), and there-
fore would be a QTIP trust.

47 One changing domicile should be careful to
make the change completely, or not at all.
States can reach incorsistent conclusions
regarding residency and the LS. Constitu-
tion affords no protection against the same
decedent being subjected to estate or inher-
itance taxes as a resident of mere than one
state. See Dorrance v. Martin, 12 F Supp. 746
(DC N.J., 193B). affd sub nom. Hill v. Martin,
296 U.S. 393 (1935); Texas v. Florida, 306
U.5. 398 (1938); and the discussion in Heller-
stein and Hellerstein, supra note 35, 1 21.09.
Reg. 20.20:36-11c). See generally Blattmachr,
Zeydel, and Gans, "Final Regulations on
Estate Tax Inclusion for GRATs and Similar
Arrangements Leave Open l!ssues” 109
JTAX 217 (October 2008),

48
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the QTIP trust is designed. In fact,
there also could be a state death tax,
even if the grantor provides for the
trust to be paid outright to his or her
surviving spouse, which would qual-
_ ify for the marital deduction because
the property passes outright (unless
the surviving spouse is not a U.5. cit-
izen and the state allows a marital
deduction only if the transfer is to a
QDOT). The marital deduction may
be iost because, sometimes, the
GRAT will provide that the amount
passing into the QT1P is limited to
the portion of the trust included in
the grantor’s gross estate for federal
estate tax purposes. In 2010 there is
no federal estate tax, and there
would be nothing included in the
grantor’s gross estate for tederal es-
tate tax purposes. Nothing would,
therefore, pass into the QTIPor to a
surviving spouse.

te to provide

u%ﬁlhat only an

f{tg 'Ilii’iza'a!e the basis
el

A similar result could arise with
respect to irrevocable life insurance
trusts, which often have such contin-
gent marital deduction provisions in
the event part or all of the proceeds
under policies owned by the trust
are included in the insured’s gross

49 See Zaritsky and Leimberg, Tax Planning
With Life Insurance: Analysis With Forms,
Second Edition {Thomson Reuters/AWGAL,
20081, 1 5.03(5]lbl: Zeydel, "A Complete Tax
Guide for Irrevocable Life Insurance Trusts,”
34 Estate Planning No. 7 (uly 20071, page
13.

50 Saction 20354a).

51 Uniform Trust Code section 411 permits the
granior and all beneficiaries of a trust to mod-
ify or terrinate the trust "even if the moditi-
cation or terminaticn is inconsistent with a
material purpose of the 1rust” Court approval
waould not be required under the U TC. gen-
erally, but a variation in Alabama, Maine,
Nebraska, New Mexico, Ohia, and Virginia
requires that the modification agreement be
submitted to a court to assure that the
grantor and the beneficiaries did ali agree to
the proposed modification. These versions of
the U TC. do not, however, require that the

estate.49 Such inclusion is common if
the insured transfers an existing pol-
icy to the trust and dies within three
years of the date of the transfer.5®

The same result may also arise if
one spouse has created a lifetime
QTIP trust for the other. Such a
QTIP will not be included in the
donee spouse’s gross estate if he or
she dies in 20190, because there is no
estate tax, but a state death tax could
apply. The QTIP trust would be in-
cluded under Section 2044 in the
gross estate of the donee spouse for
whom it was created, but many life-
time QTIP trusts automatically pro-
vide that, if the donor spouse sur-
vives the donee spouse, the trust
property will be held in a QTIP trust
for the donor spouse. A state-only
QTIP election, if permitted, could be
made to avoid state death tax on the
assets in such a trust, but if a state-
only QTIP election is not permitted
the property presumably would be
subject to state death tax. If the
spouse who is the beneficiary of the
inter vivos QTIP trust has a power of
appointment, perhaps consideration
should be given to exercising the
power if such exercise may correct
the problem.

Alternatively, the best course of
action where property is held in an
irrevocable trust with a contingent
QTIP provision is to have the trust
reformed by a court or by action of
the beneficiaries and the grantor, if
permitted by state law, prior to the
death of the donee spouse.51 Anoth-
¢r option is to reform the trust by

court determine the appropriateness or
desirability of the proposed modification.
See Ala. Code section 19-3B-411; 18-B Me.
Rev. Stat. section 411; Neb. Rev. Stat. sec-
tion 30-3837; N.M. Stat. Ann. section 46A-4-
411; Ohio Rev. Code section 5804-11; Va.
Code section 55-544.11.

52 See Zeydel and Blattmachr, "Tax Effects of
Decanting—0Obtaining and Preserving the
Benefits,” 111 JTAX 288 {November 2009).

53 plaska Stat. section 13.36.157 The Alaska
statute is consistent with the legal principle
that a trustee derives its fiduciary powers
fram the place of administration. See U.TC.
section 108 (principal place of administra-
tion); B4 Scott on Trusts (4th ed., W, Fratcher
19871, 5§ B15.

54 Practitioners can find a sample letter to
clients about this at the home page of www.
interactivelegal.com,

decanting, which is the act of paying
the trust assets to a new trust.s2
About a dozen states have statutes
that permit decanting of the assets of
one trust to another trust to be held
on terms different from those of the
transferring trust. Many states that
have independent state death tax
systems do not permit decanting.
One option is to use the Alaska de-
canting statute, which provides, in
part, that if an Alaska resident or
Alaska bank or trust company is ap-
pointed as co-trustee, and if the
trustees agree that Alaska will be the
primary place of trust administra-
tion, the trustees will have decanting
powers under Alaska law.52 In any
event, the decanted trust would pro-
vide the appropriate provision such
as an culright payment to the sur-
viving spouse if the deceased spouse
dies domiciled in a state with an in-
dependent state death tax and it
would not otherwise qualify for the
state death tax marital deduction.

SUGGESTED ACTION STEPS

Looking forward, the first step for
practitioners who do not wish to
continue to put faith exclusively in
Congress's ability to solve these
complex issues—which it has been
unable to do for eight years—is to
contact clients about the 2010 law
changes. A generic memorandum or
an individually addressed letter or
memo to each client might be used,
A practitioner may wish to con-
sider inviting clients to contact his
or her firm to make an appointment
to determine what, if any, steps
should be taken.54 As mentioned
above, it seems appropriate to deter-
mine explicitly how clients whose
documents contain word formulas
actually wish to dispose of their
property it they die when there is no
federal estate tax and no GST tax,

‘but there is carryover basis. For

those living in state death tax states,

“other factors probably also should

be discussed, including the possibili-
ty of changing domicile.

Lawyers will almost certainly be
preparing many documents in 2010
to cover this situation. For example,
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married clients could explicitly state
how their estates are to pass if they
die when there is no estate tax. As
mentioned above, this might be a di-
rection for the entire estate (other
than, perhaps, small pre-residuary

bequests) to pass into a credit-shel--

ter trust if there is no federal estate
tax applicable when the married
person dies, except for a bequest to
take full advantage of the $3 million
increase in basis permitted for quali-
fied spousal property. Alternatively,
the documents might provide for the
entire estate {other than, perhaps,
small pre-residuary bequests) to
pass into a QTIP trust.

's.cnoii%bﬁh, é&t at all of the

i &;&k?%ﬁ%% %t%%&e' tate tax

" l.

ml ated hy the
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vl estate tax

Furthermore, a client who wishes
to allocate to a spouse that amount of
property sufficient to take advantage
of the $3 million spousal basis ad-
justment will need to decide whether
+ this gift should involve selecting as-
sets whose value is the smallest pos-
sible amount that will absorb the en-
tire $3 million adjustment, the largest
possible amount that will absorb this
adjustment, or an amount that fairly
reflects the appreciation and depreci-
ation in the estate assets generally.

Moreover, any married client liv-
ing in a state with an independent
estate tax likely should consider
whether he or she wishes (1) to have
state death tax paid at his or her
death and avoid both federal and
state estate tax when the surviving
spouse dies, or (2) to av01d both fed-
eral and state death tax when the
first spouse dies even if it means
considerably more tax when the sur-
viving spouse dies. That decision
likely will be easier to make if the
state permits a state-only QTIP elec-
tion and the “optimum?” state marital
deduction share passes into a QTIP
trust.

If the state permits a state-only
QTIP election and the “optimum”
state marital deduction passes to a
QTIP trust, the decision of whether
to pay state death tax if the first
spouse dies when there is no federal
estate tax may be postponed until
the state death tax return is filed and
the election to elect or not elect
QTIP trust treatment must be made.
Alternatively, if the married person
lives in a state with a state death tax
that does not permit a state-only
QTIP trust, the document might
provide for the entire estate {other
than, perhaps, pre-residuary be-
quests and one equal to the state
death tax exemption) to pass into a
general power of appointment mari-
tal deduction trust (assuming such a
trust would qualify for the state mar-
ital deduction or exemption). That,
of course, will mean that the trust
automatically will qualify for the
state death tax marital deduction
and could be included in the gross
estate of the surviving spouse for
federal estate tax purposes under
Section 2041. The surviving spouse
would have the option of making a
qualified disclaimer pursuant to Sec-
tion 2518 of the general power of ap-
pointment, converting that trust into
a QTIP trust and thereby preventing
the trust from being included in his
or her gross estate for federal estate
tax purposes, thereby also potential-
ly forgoing the state law marital de-
duction.

Another consideration, as men-
tioned above, for any person resid-
ing in a jurisdiction with an inde-
pendent state death tax, is the
possibility of changing domicile to a
state that has none, For those who
own real or tangible personal prop-
erty actually situated in a state with
an independent state death tax, some
consideration should be given to
eliminating that property from tax.
That, of course, is a matter that indi-
viduals have had to consider since
EGTRRA eliminated the state death
tax credit, which resulted in elimi-
nating state death tax systemsina
majority of states. Such action may
include selling such assets, giving
them away prior to death (although
that could produce a gift tax liabili-

ty), and converting such property
into an intangible. It might be appro-
priate, for example, for someone
who is likely to die in 2010 to give
such property to his or her spouse
under the protection of the gift tax
marital deduction if the spouse is
expected to survive this year.5s

A decision likely should be made
now as to whether state death tax
will or will not be paid if the first
spouse to die passes when there is no
estate tax, for clients living in a state
with an independent state death
tax. This decision also can be post-
poned until after the first spouse
dies, however, if the client’s estate
planning documents provide for the
amount passing to the credit-shelter
trust to be equal to the state death
tax exemption and for the marital
deduction share to pass either out-
right to the surviving spouse or to a
general power of appointment mari-
tal deduction trust. In such a situa-
tion, there will be no state death tax
due, and the surviving spouse may
change that outcome by making a
qualified disclaimer within nine
months of the death of the first
spouse to die.

The following language might be
used in the will or revocable trust of
a married person who prefers for the
marital deduction share to pass into
a QTIP trust but who lives in a state
with an independent state death tax
and no state-only QTIP:

If there is no federal estate tax ap-
plicabie to my estate at my death (in-
cluding no retroactive reenactment of
such tax enacted by the end of the
calendar year of my death making it
applicable to my estate} and if the
state of my domicile imposes a state
death tax at my death but does not
permit my estate to make an election
to treat any property that would be
described in Section 20566(b)(7) of
the internal Revenue Code of 1986,
as amended (the "Code"), to qualify
for the marital deduction or exemp-
tion for purposes of the state death
tax, | hereby grant my husband/wife a
power to appoint at hisfher death by
his/her Will by specific reference to
this general power of appointment

55 The gift tax marital deduction is not allowed
for rransfer to or for a spouse who is not a
U.S. citizen. See Section 2523(i). Neverthe-
less, the annual exclusion for 2010 for trans-
fers to a non-L.S. citizen spouse is $130,000.
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the property in any trust that is so de-
scribed to his/her estate so that the
trust will be described in Section
2056(b}(5) of the Code.

In some respects, a plan that
forces all property into a QTIP trust
in the event the federal estate tax is
not applicable at the decedent’s death
(at least in states with a state-only
QTIP) might be safest for the follow-
ing reasons. At the present time, no
one can predict whether the federal
estate and GST taxes will be retroac-
tively reinstated, and whether any
sich retroactive reinstaternent will
ultimately be upheld against possible
constitutional challenge. It is not en-
tirely certain whether formulas pro-
viding for property to pass to a trust
that qualifies for the marital deduc-
tion only if the tax is applicable or if
the tax is retroactively reinstated
would qualify for a marital deduc-
tion.

The problem is that qualification
for a marital deduction generally re-
quires property to pass te or for the
benefit of the surviving spouse at the
date of the decedent’s death. If at the
date of death the tax is repealed, and

56 There are exceptions to the rule under
Section 1014{a) that the basis of an asset
acquired from or passing from a decedent is
equal to its date of death value. If atternate
valuation is elected pursuant to Section 2032,
the basis is the value on such alternate valua-
tion date. There are other exceptions as well.

57 According to a New York Times editorial enti-
tled "An Estate Tax Mess” (12/27/09), the
number of estates affected by carryover
basis will be 70,000, compared to 5,500 that
would have been affected had Lhe eslate tax
been retained with the 2009 parameters.

58 See McGrath and Blattmachr, Carryover
Basis under the 1976 Tax Reform Act {Journal
of Taxation, 1977). Although there are many
technical distinctions between the 1876 and
2010 carryover basis rules, a great many of
the planning implications and solutions are
the same.

thus the formula causes nothing to
pass to or for the benefit of the sur-
viving spouse {except possibly suffi-
cient property to absorb the $3 mil-
lion basis adjustment for qualified
spousal property), would the shift in
the estate plan after the fact,on a
possible retroactive reinstatement of
the tax, be effective to obtain a mari-
tal deduction? No one can predict
the answer. [t may seem obvious to
some what the “fair” answer would
be, but as we all know life under the
tax law is not always fair. Should tax-
payers take that risk vs. the risk that
a spouse who receives the entire es-
tate in a QTIP would not disclaim if
the tax is in fact not in effect? These
are, of course, client calls.

In fact, perhaps, the simplest plan
of all for a married person is to have
his or her entire estate (other than
small pre-residuary bequests) pass
into a QTIP trust and take advantage
of any federal or state death tax ex-
emption by a disclaimer made by the
surviving spouse of his or her inter-
est in the QTIP trust or by a partial
QTIP election by the executor. That
is, the bequest of the entire estate to
the QTIP trust (and none to the “by-
pass” trust) would not be condi-
tioned on there being a federal or
state death tax {retroactive or other-

~wise) in effect at the decedent’s

death. It would instead provide for
the entire residuary estate to pass to
a QTIP trust in all events, with an
express provision that if the surviv-
ing spouse disclaims any portion of
his or her interest in the QTIP trust,
the disclaimed portion would pass
to a bypass trust.

If the decedent is domiciled in a
state that may not permit a state-only
QTIP election, the QTIP trust also
should grant the surviving spouse a
general power to appoint the trust to
his or her estate at death so that the
trust will qualify for the state estate
tax marital deduction. The surviving
spouse could disclaim the general
power to avoid inclusion in his or her
gross estate for federal estate tax pur-
poses if the first decedent dies when
there is no federal estate tax in effect
{including no retroactive reenact-
ment of the tax). The only limitation
is that any disclaimer by the surviv-

ing spouse (unless he or she is under
the age of 21 years) must be made
within nine months of the death of
the first spouse to die in order for the
disclaimer to be qualified under Sec-
tion 2518,

MORE ON CARRYOVER BASIS

As indicated above, the basis of an
asset acquired from a decedent or
from whom the property passed by
reason of death in 2010 generally
will not be equal to the asset’s value
on the decedent’s date of death un-
der Section 1014(a).56 Instead, the
decedent’s adjusted basis will carry
over to thase who acquire the prop-
erty.

There will be no income-tax-free
step-up in basis at death, but there
may be a “step down” in basis if the
decedent’s adjusted basis is greater
than the asset’s FMV. Section 1022
{a) states that the income tax basis of
carryover basis property is the lesser
of (1) the decedent’s adjusted basis
in the property or (2) the FMV of
the property at the date of the dece-
dent’s death.

As the country’s prior experience
with a carryover basis regime dem-
onstrated, it is a complicated tax sys-
temn. Some practitioners will be-
moan the fact that there will be no
federal estate tax return prepared for
any individual dying in 2010, but re-
turns and reports are still required
for carryover basis property. The
number of decedents’ estates affect-

“ed by carryover basis will, in fact, be

many times the number that were af-
fected by the federal estate tax last
year.57 Individuals will need signifi-
cant professional advice and guid-
ance, as occurs in all circumstances
involving a new tax system. As a re-
sult, it should be a good year for
those who administer decedents’ es-
tates and those who advise them.
An entire book could be written
about the current carryover basis
regime, as was done under the prior
carryover basis rules.58 This regime

“is virtually certain to be short term,

however, so that may not occur

again. Nonetheless, professionals

need to become familiar with the
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rules, including filing requirements,
and the planning opportunities and
dangers they present, The impact of
the carryover basis regime wiil be
felt for quite some time and well be-
yond 2010, as property is sold, ex-
changed, depreciated, or otherwise
dealt with for income tax purpos-

discuss these rules in complete de-
tail, but it will highlight certain criti-
cal parts of these rules and also dis-
cuss how basis information of a
decedent’s property may be ob-
tained.

Section 1022; A Synopsis
Significant aspects of the carryover
basis rules are as follows.

No automatic long-term helding
period. Basis will not be deter-

mined pursuant to Section 1014(a), -

so the automatic long-term capital
gains holding period provided un-
der Section 1223(9) will no longer
apply. The decedent’s holding period
may be added (or tacked) to that of
the estate or inheritor, but only if the
basis is determined, in whole or in
part, from the decedent’s basis. An
estate’s or inheritor’s basis would not
be determined even in part by the
_ decedent’s basis if the decedent’s ba-
sis was greater than the property’s

FMYV at death, and these assets will -

not immediately after death be treat-
ed as long-term capital gain proper-
ty.8% This may suggest that these as-
sets should be sold immediately
prior to death if the decedentis like-
ly to die this year.

Increases in basis. As noted above,
under Section 1022(b) the executor
may increase the bases of property
“owned by the decedent” and “ac-
quired from a decedent” by $1.3 mil-
lion. Additional increases are allowed
for the sum of capital loss carryovers

of the decedent under Séction 1212 .

(b) and NOL carryovers under Sec-
tion 172, plus the sum of any losses
that would have been allowable under
Section 165 if the property had been
sold before death for its FMV. Such
increases cannot exceed an asset’s
FMYV at death. For property acquired
by a decedent who was at death a

non-U.S.-domiciliary alien,s! the ba-
sis increase under Section 1022(b) is
limited to $60,000.

As mentioned above, the dece-
dent’s executor may increase the ba-
sis of qualified spousal property (but
not above the FMV of any asset at

~ death) by an additional $3 million.
5.5% This article will not attempt to -

Qualified spousal property does not
include any terminable interest.82
The estate tax marital deduction un-
der Section 2056(a} is allowed for a
transfer to a non-U.S.-citizen sur-
viving spouse only if it is in the form
of a QDOT described in Section
2036A, but qualified spousal proper-
ty need not be transferred to a
QDOT even if the surviving spouse
is not a U.S. citizen. Therefore, a
QDOT is not required with respect
to a decedent dying in 2010 when
leaving property to a surviving
spouse who is not a U.S. citizen. This
too represents an additional chal-
lenge in drafting a will {or a revoca-
ble trust used as a will substitute) for
a married person whose spouse is
not a U.S. citizen.

Property to which the basis in-
creases apply. The basis increase
rules apply only to property owned
by and acquired from the decedent
(“basis adjustment property™},
which includes property in a revoca-
ble trust with respect to which the
election to treat it as part of the
decedent’s probate estate for post-
death income tax purposes under
Section 645 could be made {a“quali-
fied revocable trust”).s2 One-half of
property owned jointly with rights

of survivorship between the dece-
dent and his or her spouse is treated
as basis adjustment property.s

Only that portien of property
jointly owned by the decedent and
someone other than his or her sur-
viving spouse that would have been
included in the decedent’s gross es-
tate under the estate tax rules is
treated as basis adjustment property.
Thus, for property ewned jointly
with a right of survivorship between
the decedent and someone other
than his or her spouse, and in which
the decedent furnished considera-
tion for the acquisition of the prop-
erty, the decedent will be treated as
the owner to the extent of the part of
the property that is proportionate to
such consideration; that portion of
the property will be basis adjust-
ment property.8s

Furthermore, property owned
jointly with a right of survivorship
between the decedent and someone
other than his or her spouse in
which the property has been ac-
quired by gift, bequest, devise, or in-
heritance by the decedent and such
other person and in which their in-
terests are not otherwise specified or
fixed by law, the decedent will be
treated as the owner to the extent of
the value of a fractional part to be
determined by dividing the value of
the property by the number of joint
tenants with right of survivorship;
that portion will be basis adjustment
property.s8

The surviving spouse’s half of
community property owned togeth-
er with the decedent, as well as the

59 See Berall, Harrison, Blattmachr, and Detzel,
“Planning for Carryover Basis That Can
Be/Should Be/Must Be Done Now" 29
Estate Flanning 99 (March 2002)—in all like-
lihood, the most comprenensive discussion
of the carryover basis rules applicable in
2010, This article should be studied by every
professional who intends to be involved in
the administration of estates of individuals
who die this yaar.

80 |1 has been suggested that if the property is
sold atter Section 1014(a) becomes effective
apain, it may be that basis is restored. See
Berall et al., supra note 59, pages 99-100.

61 Section 1022(b)(3} uses the phrase “nonresi-
dent not a citizen,” which appears to have
been taken from Section 2101. For estate tax
purposes, “resident” means an individual
who has his or her “domicile” in the U.S, {a
subjective intent test): see Reg. 20.0-1ib

That phrase should be distinguished from
“nonresident alien” defined in Section 7701
b}, used for inceme tax purposes, which
relates to physical presence in the U.S,

62 See Section 1022(cH4NBI. The rules for not
applying the basis adjustment for qualitied
spousal property seem to be nearly identical
to those for not allowing the estate tax mari-
tal deduction under Section 2056(b).

&3 A QTIP trust that had been created by the
decedent’'s spouse and which would have
been included in the gross estale of the
decedent under Section 2044 if the dece-
dent had died when the federal estate tax
was in effect will not be basis adjustment
property because it will not be “owned by
the decedent”

63 Section 1022(d){1)(BIYLMIL

85 Section 1622{dK 1HBIIN.

86 Section 102201 UBMII).
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decedent’s half of such property, is
treated as basis adjustment proper-
ty.s7 Property over which the dece-
dent held any power of appoint-
ment, however, is not basis ad-
justment property.®8 The statute
does not distinguish between a gen-
eral or a limited power of appoint-
ment for this purpose.®?

An individual who holds a power
to withdraw appreciated property
from a trust (that is, to appoint such
property to himself or herself)
should consider exercising the pow-
er in favor of himself or herself, if the
individual is very likely to die in
2010. This would be appropriate, of
course, anly to the extent that the
property will not pass to charity at
the individual’s death, and that the
individual’s executor could allocate
some of the individual’s $1.3 million
aggregate basis increase or, if the in-
dividual is married and the property
would pass to his or her spouse or a
QTIP trust, some of the individual’s
$3 million spousal basis adjustment,
to these assets.

An individual who holds a testa-
mentary power of appointment over
property that may be appointed to

67 Section 1022(d){1)B)iv). This rule is similar to
the concept used in Section 1014(h)(6}, which
provides for the bases of both spouses’
halves of community property to be stepped
up when the first spouse dies, in maost in-
stances.

B8 Section 1022(d)(1 HBYii).

B9 1.

70 Section 2041{a),

7 Seg, by analogy, Procter, supra note 32, in
which the court held that a clause that re-
turned property 10 a transferor if it was deter-
mined 1o be a laxable gift was not effective
because it interfered with the proper adminis-
tration of the tax law.

T2 Section 10224d){1)(CHi}.

73 Section 10221 N

his or her estate might choose to ex-
ercise it pursuant to a word formula
that would appoint only the amount
to which available basis adjustment
could be allocated, Such a formula
would be particularly complicated,
for three reasons:

1. It may be uncertain how much
inherent gain will be present in the
assets when the individual dies, as
the assets may increase or decrease
in value between the date on which
the exercising instrument is execut-
ed and the date of death.

2. The individual (and his or her
advisors) must determine whether
to minimize the amount over which
the power should be exercised or
maximize the potential tax savings,
as discussed in greater detail below.

3.1t is not certain that property
appointed at death to the individ-
ual’s estate will be treated as “owned
by the decedent” and “passing from
the decedent,” which are general pre-
requisites for the basis adjustments
under Section 1022 to apply.

There are other potential prob-
lerns that can arise when exercising a
power of appointment over appreci-
ated property. Assets so appointed,
to the extent that the power of ap-
pointment is exercised in favor of
the individual’s estate, or if held by
the decedent’s estate to the extent
withdrawn prior to death, will be-
come subject to the claims of the
decedent’s creditors and may be tak-
en into account in determining the
assets on which the executor’s com-
missions (or attorneys’ fees) are
based. Moreover, property subject to
a general power of appointment cre-
ated before 10/22/42 is included in
the powerholder’s gross estate for
federal estate tax purposes only to
the extent it is exercised; it is not in-
cluded merely because it lapses. 70

It may, therefore, be best to pro-
vide that a general power is exer-
cised only if no federal estate tax {in-
cluding no retroactive reenactment
of the tax) would be imposed on ac-
count of the exercise, and if no state
estate tax based on the federal gross
or taxable estate is thereby in-
creased. The IRS might argue that
providing for an exercise of a power

of appointment to be effective only if
there is no retroactive reenactment
of the federal estate tax somehow vi-
olates public policy and should be
iznored so the power should be
treated as exercised, which would re-
sult in the inclusion of the property
subject to the power (to the extent of
the deemed exercise) in the power-
holder’s gross,estate.?! Such an argu-
ment, however, should be rejected,
because the condition has been
made necessary by an unusual state
of the law, and is required to address
the inequities inherent in retroactive
tax law.

A trustee also might consider dis-
tributing appreciated property to a
distributee who is expected to die in
2010, if that distributee lacks suffi-
cient appreciated property to take
full advantage of both the $1.3 mil-
lion aggregate basis adjustment and,
if applicable, the $3 million spousal
basis adjustment. Such a distribu-
tion, however, is somewhat of a risk,
because Congress could retroactive-
ly reinstate the estate tax and cause
the distributee’s estate to become li-
able for a higher estate tax than oth-
erwise. Thus, consideration also
might be given to the size of the dis-
tributee’s estate, so that the ideal dis-
tributee would have both unused ag-
gregate basis adjustment and unused
estate tax exemption, or would plan
to leave property to a surviving
spouse (or a QT1IP for such a spouse)
and have both unused spousal basis
adjustment and have a spouse with
unused estate tax exemption.

A gift of appreciated property to a
donee (other than a spouse) who is
expected to die in 2010 will not be
effective; property acquired by the
decedent by gift for less than ade-
quate and full consideration within
the three-year period ending with
the date of death is not basis adjust-
ment property.”2 An exception to this
three-year rule is made for property
acquired by the decedent as a gift
from his or her spouse, and such
property still is not basis adjustment
property if the donor spouse ac-
quired the property in whole or in
part by gift or by inter vivos transfer
for less than adequate and full con-
stderation.” Thus, a client should

84 B
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consider giving property to his or
her spouse, if the donee is signifi-
cantly more likely to die this year
than the donor, to the extent that the
donee spouse does not already hold
assets with sufficient appreciation to
take advantage of both the $1.3 mil-
lion aggregate basis adjustment and
the $3 million spousal basis adjust-
ment,

Property acquired by bequest, de-
vise or inheritance, or by the dece-
dent’s estate from the decedent,
property transferred by the decedent
during life to a qualified revocable
trust or any other trust with respect
to which the decedent reserved the
right to make any change in the en-
joyment thereof through the exercise
of a power to alter, amend, or termi-
nate the trust, and any property
passing from the decedent by reason
of death to the extent that such
property passed without considera-
tion, is basis adjustment property
unless otherwise expressly exclud-
ed.? Expressly excluded are stock or
securities of a foreign personal hold-
ing company, stock of a DISC or for-
mer DISC, stock of a passive foreign
investment company unless such
company is a qualified electing fund
{as defined in Section 1295) with re-
spect to the decedent, and the right
to income in respect of a decedent.

Other rules. Gain will be recog-
nized in satisfying a pecuniary be-
quest (a fixed sum of money) with
carryover basis property, but only to
the extent the property on the date
of such satisfaction exceeds the as-
set’s value on the decedent’s date of
death.?8 The recipient’s basis is the
asset’s carryover basis determined
under Section 1022, increased by
any gain recognized by such distrib-
ution.??

Oune who acquires the decedent’s
principal residence as carryover basis
property also can use the decedent’s
unused $250,000 gain exclusion un-
der Section 121. The inheritor’s use of
the property as his or her principal
residence may be combined with that
of the decedent for purposes of satis-
fying the two-of-five-year occupancy
test for the exclusion under that sec-
tion to apply.7®

Negative basis property. Many in-
dividuals own commercial real es-
tate or other property with liabilities
in excess of the property’s adjusted
income tax basis. Gain is recognized
on any lifetime transfer of such “neg-
ative basis property,” at least to the
extent such liability exceeds the ba-
sis, even if transferred without con-
sideration.”

No such gain is recognized, how-
ever, by a transfer occurring at death.
That rule is respected under the car-
ryover basis rules, unless the proper-
ty is transferred at death to a “tax-ex-
empt beneficiary.” Section 1022{g)
(2) defines a tax-exempt beneficiary
as“( A} the United States, any State or
political subdivision thereof, any
possession of the United States, any
Indian tribal government (within the
meaning of section 7871), or any
agency or instrumentality of any of
the foregoing, (B) an organization
{other than a cooperative described
in section 521} which is exempt from
tax imposed by chapter 1, {C) any
toreign person or entity (within the
meaning of section 168(h}(2}), and
(ID) to the extent provided in regula-
tions, any person to whom property
is transferred for the principal pur-
pose of tax avoidance.”

It is not entirely clear what enti-
ties are included as tax exempt un-
der this rule. A charitable remainder
trust is exempt from tax under Sec-
tion 664(c), but it may not clearly
fall within the definition of a “tax-
exempt beneficiary” under Section
1622(g)(2). Moreover, a charitable
remainder trust funded from an es-
tate that was not subject to estate tax
appears not to satisfy the definition
of a charitable remainder trust that
would be tax exempt. Regulations
provide that a trust is not exempt
unless a tax deduction was allowed
for transfers to the trust, and no es-
tate tax deduction would apply when
the trust was funded from a dece-
dent’s estate if the estate tax was not
then in effect.8o

A potential way to defeat the car-
ryover basis rule with respect to neg-
ative basis property is to borrow
heavily against a highly appreciated
asset and bequeath the asset (which
would then have a negative basis) to

an individual or non-exempt entity
for whom the decedent wishes to
create a tax problem. There would
presumably be no gain when the in-
dividual dies and the negative basis
property would be inherited by the
named individual or non-exempt
entity.8t This is why Treasury has
regulatory authority to impose gain
on the estate—see “D” above—but
of course there are no Regulations at
this time. The cash so borrowed
would be bequeathed to the chosen
objects of the borrower’s bounty and
the income tax basis of the cash, of
course, would equal its face amount.

i
48 3
e
TR
me:del

An inheritor should be able to
disclaim a negative basis asset, but it
is uncertain if that would prevent the
disclaimant from being treated as
transferring the negative basis asset
and recognizing the inherent gain.
The disclaimer rules of Section 2518
generally apply for gift, estate and
GST tax purposes, but not for in-
come tax purposes.82 Moreover, the
disclaimer under Section 2518 must
usually be made within nine months

74 Section 1022(e).

75 Sections 1022{dH11D) and 1022(f}.
78 Sections 1040(a} and (b).

77 Section 1040(c).

78 Section 1271(dH11).

79 Sze, generally, Blattmachr, Gans, and
Jacobson, "Income Tax Effects of Termination
of Granter Trust Status by Beascn of the
Grantor's Death,” 97 JTAX 149 {September
2002).

80 Rag. 1.664-1(a)1)iiNa).

81 The purpose of leaving a negative basis asset
to one's enemy for example, would not
seern to be for a tax-avoidance purpose but
rather to cause distress to an individual by
having the tax imposed on him or her.

82 Spe GCM 39858, 9/23/31 (2pplying Section
2518 disclaimer rules 0 income tax treat-
ment with respect to a disclaimer of retire-
ment plan benefits}]. See also Rev. Rul. 66-
167 1966-1 CB 20.
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of the decedent’s death, and the in-
heritor may not even be aware of the
bequest of the negative basis proper-
ty until after that time.83

Mare generally, Treasury also is
given authority to issue Regulations
“as may be necessary to carry out
the purposes of” the carryover basis
rules.8 As noted above, no such
Regulations have been issued.

In any event, practitioners proba-
bly need to reconsider the estate
plan of any individual who holds
significant negative basis property.

Certain transfers to foreign trusts.
Section 684 treats a transfer to a for-
eign trust or estate as a sale or ex-
change. Before 2010, Section 684 ap-
plied only to transfers to a foreign
trust or estate, but for 2010 it also
applies to a transfer to a nonresident
alien individual 35

This deemed sale or exchange
treatment does not apply to a trans-
fer to a foreign trust that is a grantor
trust, to the extent that the trust is
deemed owned by a U.S. person 86
Grantor trust status ceases on the
death of the grantor, which causes
the transferor to then be treated as
having sold or exchanged the trans-
ferred assets to the trust.#? The gen-
eral rule of gain recognition does
not apply by reason of the death of
the U.S. transferor, if the basis of the
property in the hands of the foreign
trust is adjusted to the date-of-death
vaiue under Section i014(a).68

83 For other ways in which the carryover basis
rules might be defeated, see Sheppard,
"News Analysis—Debt in Contermplation of
Death,” 2001 TNT 136-6 (7/16/01).

84 gection 1022(h).

85 Section 684(al.

96 Section 684D,

87 Reg. 1.684-2(a).

88 Reg. 1684-3(c).

89 See Section 7701(a}(30)E).

90 See Berall et al.. supra note 59, page 100.

91 Saction 6018(a). If the decedent is a nonresi-
dent alien, Section B018{bI(3) makes the filing
requirements applicable if the value of tangi-
ble property in the U.S. and any other prop-
erty acquired from the decedent by a U.S.
person exceeds $60,000.

92 Section 6018(BN2).

83 Seation 6075.

9 5ee Section 6018 as in effect befare 2010,
and Section 2002.

To the extent the assets are includ-
ed in the grantor’s gross estate for
federal estate tax purposes, therefore,
no deemed sale or exchange would
occur under this rule, but if basis is
not so determined (e.g., for life in-
surance proceeds, stock in a DISC
defined in Section 992(a), and the
right to income in respect of a dece-
dent primarily dealt with under Sec-
tion 691), there would be no excep-
tion when the transferor dies and the
trust loses its grantor trust status.

If the transferor to a foreign
grantor trust owned by a U.S. person
dies in 2010, of course, no trust as-
sets can take a basis under Section
1014{a), and therefore a sale or ex-
change would be deemed to occur
on the grantor’s death. This suggests
that some consideration be given to
converting a foreign grantor trust
into a domestic trust, at least unti!
the end of 2010, which can often be
accomplished by removing foreign
trustees.8® Moreover, it is not at all
certain that the increases in basis
permitted under the carryover basis
rules will apply to the assets in such
a foreign trust.s0

Carryover basis reporting require-
ments. The executor, if a decedent
dies in 2010 with carryover basis
property (other than cash) in excess
of the $1.3 million aggregate basis
adjustment under Section 1022(b),
must file a return with the IRS to fa-
cilitate enforcement of these rules.#1
No such return form has yet been
published.

It seems likely that the $1.3 mil-
lion threshold of Section 1022(b) is
used to establish the filing obligation
under Section 6018 because, regard-
less of what the carryover basis of
the property is, it will be increased
to at least $1.3 million {or the FMV
of the property on the date of death,
if lower), under Section 1022(b).
The executor, apparently, need not
make an affirmative allocation if the
FMV at death for carryover basis
property does not exceed $1.3 mil-
lion, and no return would be re-
quired.

The executor also must report
any property acquired by the dece-
dent within three years of death that

is not treated as carryover basis
property (e.g., was not acquired by
his or her surviving spouse), and
which was not reported on a Form
709 gift and GST tax return.%?

The form is to be filed with the
decedent's income tax return for the
year of death.93 [f a person dies at or
near the end of a calendar year, this
does not provide much time to col-
lect the required information.

The duty to file a decedent’s U.S.
estate tax return, including reporting
and paying estate tax on all property
included in the decedent’s gross es-
tate, falls on the decedent’s executor
even with respect to assets not under
the fiduciary’s control.? Section
6018(b}{4), however, now provides
that an executor who is unable to
make a complete carryover basis re-
turn still must file a return that in-
cludes a description of such proper-
ty and the name of every person
holding a legal or beneficial interest
therein. On notice from the IRS;
each such person must submit a re-
turn to the Service. The executor
logically can report only property of
which the executor has knowledge,
as was required of an executor filing
an estate tax return under Section
6018 before 2010.

Section 6018(c) specifies the in-
formation that must be included in
the return, including:

1. The name and TIN of the re-
cipient of such property,

2.An accurate description of
such property.

3. The adjusted basis of such
property in the hands of the dece-
dent and its FMV at the time of
death.

4. The decedent’s holding period
for such property.

5. Sufficient information to deter-
mine whether any gain on the sale of
the property would be treated as or-
dinary income.

6. The amount of aggregate or
spousal basis increase allocated to
the property.

7.5uch other information as may
be required by Regulations.

Instructions for the form will
likely enumerate all of the informa-
tion required to be included.
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The executor also is required to
furnish to each person whose name
is required to be set forth on the car-
ryover basis return (other than the
executor) a written statement show-
ing both:

+ The name, address, and phone
number of the person required to
make such return.

» The information provided to the
IRS with respect to property ac-
quired from, or passing from, the
decedent to the person required
to receive such staternent.9s

e -aﬁiiz’.i&éu beyond
I

A $10,000 penalty is imposed on
an executor who fails to file the car-
ryover basis return on time.% This
return is due when the decedent’s fi-
nal income tax return is due to be
filed, including extensions. %7 Addi-
tional penalties are imposed for an
intentional failure to supply the re-
quired information and for failure to
supply the information to those who
have acquired the property that is
required to be disclosed on the re-
turn.%8

How to acquire basis information.
The following sources of informa-
tion may prove useful:

+ The decedent’s own personal
records.

+ The decedent’s U.S., state, or lo-
cal income tax returns {which
may be obtainable from his or
her return preparer, or from the
IRS or other taxing authority).

+ The decedent’s family members,
friends, and business associates.

+ The decedent’s brokerage ac-
count statements.

* The decedent’s investment advi-
SOTs.

+ Death tax returns of family
members who have predeceased

the decedent and from whom the
decedent may have acquired
property.

+ Personal property tax returns.

= Trust accounts.

* Those who have acted as a
guardian or conservator for the
decedent and their {or court)
records.

* [nsurance companies.

* Deeds and other public records.

+ The decedent’s professionals
(such as his or her accountant or
business lawyer).

+ Government records.

The best source of information,
of course, is likely to be the individ-
ual. Asking clients to put records to-
gether “just in case” is more than
merely appropriate. Clients who live
past 2010 will not be disadvantaged
from having assembled this infor-
mation,98

Planning—overview. Clearly, try-
ing to have property owners make
records of their bases in assets is ex-
tremely important. This likely will
be especially important for individu-
als owning collections, such as works
of art.100

A review of the client’s assets and
testamentary instruments should be
undertaken to determine the conse-
quences of bequests (including far-
mula bequests) that will be made at
death if there is no step-up in basis
permitted. This may be somewhat
similar to considerations for a per-
son whose estate will include signifi-
cant rights to income in respect of a
decedent.

As indicated at the beginning of
this article, some consideration must
be given to ensuring that the $3 mil-
lion basis increase for qualified
spousal property will be available to
its maximum extent, assuming it is
otherwise compatible with the
client’s goals.

GST transfers at death, Under Sec-
tion 2654(b), the basis of property
transferred in a taxable termination
at death is to be adjusted in a man-
ner similar to the manner provided
under Section 1014(a). Section 2654
(b) does not apply in 2010 with re-

spect to generation-skipping trans-
fers that occur in 2010.191

The lack of a GST tax in 2010
suggests that trusts that are not ex-
empt from GST tax should be re-
structured so that a taxable termina-
tion or distribution occurs in 2010,
rather than thereafter, as long as the
trustee and beneficiaries are willing
to assume the risk of the retroactive
reenactment of the GST tax.

NEW LIMITED GIFT TAX RULE

New Section 2511(c), effective 1/1/10,
states that “[n]otwithstanding any
other provision of this section and
except as provided in regulations, a
transfer in trust shall be treated as
a transfer of property by gift, unless
the trust is treated as wholly owned by
the donor or the donor’s spouse un-
der subpart E of part 1 of subchapter
! of chapter 1.

The legislative history makes it
clear that the purpose of the subsec-
tion is to provide that a transfer to a
trust will be treated as a completed
gift, regardless of the dominion and
control that the donor retains, to the
extent property is transferred to a
trust that is not a grantor trust in its
entirety.192 This should be of little
concern as it is virtually impossible
to make a transfer to a U.S. (domes-
tic) trust that is not a grantor trust
and prevent the gift from being
complete.

The powers that the grantor
would have to retain to prevent the
transfer from being complete for
federal gift tax purposes are set forth

95 Section 6018le).

96 Section 6716. Section 6019, which imposes
the duty to file Form 709, is changed fer 2010
as weil. The donor must not only file the
return but supply certain information about
the gifts tc the donees. Penalties under
Section 6716 now apply to such gift tax
reporting information.

97 Sections 6075(a) 2nd BO7SIbII).

98 Sections 67716(b) and 6716(d).

99 For extensive advice about how 16 attempt to
acquire information about the decedent’s
basis in assets, see McGrath and Blattmachr,
supra note 58,

100 (4.

101 Section 2664,

102 See the Blue Book, supra note 4, pages
249-250.
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ESTATES, TRUSTS, & GIFTS

in Reg. 25.2511-2. Virtually all of the
powers that render the gift incom-
plete would cause the trustto be a
grantor trust. The IRS has, however,
issued several private letter rulings
holding that the transfer to a specifi-
cally designed trust was incomplete
but the trust is not a grantor trust. 103
A transfer to such a trust would,
therefore, be a completed gift under
Section 2511(c).

There have been discussions
among practitioners, based on sus-
picions and concerns, rather than
legislative history or Treasury decla-
rations, that Section 2511(c) means
that any transfer to a trust that isa
wholly grantor trust is not subject to
gift tax because transfers to it would
be treated as incomplete by reason of
Section 2511(c¢). That is not what
Section 2511{c} provides, and is
completely inconsistent with the leg-
islative history. Some practitioners
incorrectly contend that, because
Section 2511(c) states that any gift to
a trust other than a wholly grantor
trust is a completed gift, then any
gift to a wholly grantor trust must
not be a completed gift. This appears
to be an incorrect reading of the sec-
tion. It is preposterous to think that
the Congress wanted to repeal the
gift tax on all transfers to grantor
trusts (even where the trust would

103 See, e.g., Lir. Ruls. 200502014, 200612002,

200637025, 200647001, 2007150085,
200729005, and 200731008. See also IR-
2007-123, 7/9/07 steting that the Service
was considering withdrawing these rulings

because of inconsistency with Rev. Rul. 76- -

503, 1976-2 CB 275, and Rev. Rul. 77-158,
1977-1 CB 285. In Rev. Rul. 76-503, a trust
was created by three siblings, each of
whom named an adult child as one of the
three trustees who, acting unanimously,
had complete discretionary power over the
assets of the trust, and who individually had
the right to name a relative as successor. A
trustee would be replaced on death or res-

not be included in the grantor’s
gross estate should the grantor die
after 2010).

Asserting that a transfer to a
grantor trust is not a completed gift
could have consequences more ad-
verse to the taxpayer than treating
the initial transfer as a completed
gift. The IRS could contend with
some confidence, for example, that
because the gift to the trust was in-
complete, it must be included in the
grantor’s gross estate when he or she
dies, 14 or that it becomes a com-
pleted gift when transfers from the
trust are made to others during the
grantor’s lifetime.

Practitioners are cautioned not to
take action on the premise that Sec-
tion 2511(c) prevents any lifetime
transfer to a wholly grantor trust
from being a completed gift.

GST TAX MATTERS FOR 2010

Although EGTRRA is described as
repealing the GST tax for 2010, the
method by which that has occurred
may produce a result far different
than if Chapter 13 (comprising all
the GST tax provisions) had in fact
been repealed. The provision of the
law that effects the GST tax “repeal”
is Section 2664, which states: “This
chapter shall not apply to genera-
tion-skipping transfers after Decem-
ber 31, 2009." That is, no GST tax is
imposed on any generation-skipping
transfer that occurs in 2010. To in-
terpret Section 2664, however, at
least the provisions defining a “gen-
eration-skipping transfer” must re-
main in effect. And other provisions
may remain in effect as well, which
will have implications for the appli-
cation of the GS7 tax in 2011, in-

ignation by a successor trustee. The Service
stated that the surviving trustees were in
no better position to exercise the power
after a decedent-trustee’s death than befare
the death, and that the interests of the co-
trustees were not adverse to exercise of
the power in favor of the decedent-trustee.
The IRS stated that one third of the trust
fund was includable in 2 decedent-trustee’s
estale as property subject to a general
powver of appeintment under Section 2041

104 5uch & contention would, however, be
inconsistent with Estate of DiMarco, supra
note 18,

cluding to GST transfers made in
2010.

The meaning of Section 2664. Ab-
sent Section 2664, Section 2601 1m-
poses a tax “on every generation-
skipping transfer.” Section 2611(a)
states that “the term ‘generation-
skipping transfer’ means—(1) a tax-
able distribution, {2) a taxable ter-
mination, and (3) a direct skip”
Those terms are defined in Section
2612 and generally turn on whether
a transfer is being made to or for a
“skip person” as defined in Section
2613,

Section 2664 results in no tax be-
ing imposed in 2010 on a genera-
tion-skipping transfer that occurs in
2010. But Section 2664 is broader—
it says Chapter 13 does not apply to
any generation-skipping transfer
that occurs in 2010. Accordingly, it
seems, although it is not certain, that
in addition to the tax being inapplic-
able, none of the collateral provi-

- sions in Chapter 13 {other than ap-

parently Section 2664 itself) apply to
a generation-skipping transfer that
occurs in 2010.

Consequently, any rule in Chap-
ter 13 that is directed to or involved
with a generation-skipping transfer
also does not apply in 2010. If that is
correct, then some of the provisions
that avoid double GST tax may not
apply, as described more fully below,
reducing the potential to avoid G§T
tax over the long term by making
generation-skipping transfers in
2010 (except perhaps some outright
GSTs), although there still may be
opportunities for planning this year.

GST-tax-free taxable distributions
and terminations. Unless the feder-
al government retroactively rein-
states the GST tax, any taxable dis-
tribution, taxable termination, or
direct skip made in 2010 is not sub-
ject to GST tax. As a result, it may be
appropriate to consider making such
a transfer this year.

For example, the trustee of a trust
that is not exempt from the tax by
reason of “grandparenting” or prior
allocation of GST exemption (a
“GST non-exempt trust”) might
make a taxable distribution or tax-

JOURNAL OF TAXATION 8

FEBRUARY 2010







