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  I.
Administration Expenses


A.
Administration expenses, such as attorney fees, executor's commissions, court costs, accountant's fees, filing fees, surety bond premiums, appraisal fees, travel expenses, storage and maintenance expenses, etc., are deductible from the gross estate under §2053(a)(2).  As to what constitutes administration expenses, see Reg. 20.2053-3 (estate tax) and Reg. 1.212-1(i) (income tax).


B.
Uninsured casualty losses incurred during the period of administration are deductible from the gross estate under §2054.


C.
Administration and casualty losses are deductible under §165, §212, and §641 in computing the taxable income of the estate for income tax purposes.


D.
§642(g) prohibits the "double deduction" of administration expenses and casualty losses by providing that the fiduciary may deduct them on either the estate tax return or the fiduciary income tax return, but not both.  This option also applies to amounts taken into account under (2621(a)(2) and (2622(b) in determining taxable amounts for taxable distributions and terminations for generation-skipping transfer tax purposes.



1.  
In other words, amounts allowable under §2053 or §2054 as deductions in computing the taxable estate of a decedent will not be allowed as deductions (or as offsets against the sales price of property in determining gain or loss) in computing the taxable income of the estate unless the estate files a waiver of its right to claim the expenses on the estate tax return.


E.
The §642(g) election is required only if the fiduciary deducts the expenses/losses on the estate income tax return.  In this event, the election is made by filing a statement, in duplicate, that the amounts deducted have not been claimed or allowed as deductions under §2053 or 2054 on the estate tax return and that all rights to have such items allowed at any time as deductions under §2053 or 2054 are waived.  Reg. 1.642(g)-1.  Note that no waiver is required if the expenses are taken as estate tax deductions.  Claiming the expenses on the estate tax return does not prevent the executor from later claiming them on the income tax return.  The deductions remain available for income tax purposes so long as they have not been “finally allowed” for estate tax purposes, which would occur when the assessment of a deficiency with respect to the estate tax is prohibited, whether by the statute of limitations, a closing agreement or any other reason. Reg. 1.642(g)-1; Rev. Rul. 58-484, 1958-2 C.B. 363.



1.
The regulations state that the statement should be filed with a return for the year for which the items are claimed as income tax deductions.  However, the regulations go on to state that the statement may be filed at any time before the expiration of the statutory period of limitations applicable to the taxable year for which the deduction is sought. Reg. 1.642(g)-1.



2.
Once the statement electing to claim administration expenses on the Form 1041 is filed, it is irrevocable. Reg. 1.642(g)-1.



3.
In actual practice, the statement electing to use the administration expenses on the fiduciary income tax return is rarely filed with the return.   Not filing the statement gives the executor added flexibility to shift administration expenses between the estate tax and the fiduciary income tax return at a later date.  The executor must make sure that the expenses have been paid (assuming a cash basis estate) within the taxable year in which they are to be deducted for income tax purposes.



4.
In Estate of Keitel v. Comm. 60 TCM 425 (1990), the court held that an estate is not required to file a waiver statement in order to claim an estate tax deduction under §2053.  The waiver is necessary only if the estate seeks an income tax deduction on Form 1041.


F.
The election to use administration expenses on either the estate tax return or the fiduciary income tax return is not an all or nothing situation.



1.
The executor may elect to take some of the administration expenses on the fiduciary income tax return and some of the expenses on the estate tax return.  Reg. 1.642(g)-2; Rev. Rul. 70-361, 1970-2 C.B. 133.  Note that this is different from medical expenses where the election to deduct on the decedent’s income tax return or estate tax return is an all or nothing election.



2.
The executor can elect to split one particular administration expense (e.g., the executor's fee) and claim part on the fiduciary income tax return and part on the estate tax return.


G.
In addition to administration expenses paid by an estate, expenses incurred in administering property not subject to claims is also deductible on either the estate tax return or the estate fiduciary income tax return.  (2053(b); Reg. 20.2053-8; Reg. 1.212-1(i).



1.
A typical example of expenses incurred in administering property not subject to claims would be expenses incurred in connection with the administration of a trust established by the decedent during his lifetime.  Another example is expenses incurred in connection with the collection of other assets or the transfer or clearing of title to other property included in a decedent’s gross estate for estate tax purposes but not included in his probate estate.  Also, property held by a custodian for a minor which is included in the decedent’s gross estate for estate tax purposes but is not included in his probate estate is an example of property not subject to claims, the expenses of which may be claimed as an administration expense.  Reg. 20.2053-8(a).



2.
To be deductible under §2053, expenses incurred in administering property not subject to claims must have been deductible if subject to claims and if paid within the statutory period for making estate tax assessments.  Reg. 20.2053-8(a).  For the statutory period for making estate tax assessments see §6501.


H.
Generally, administration expenses deducted on the fiduciary income tax return are not subject to the 2% floor on the "miscellaneous itemized deductions.”

1. §67(e) provides that "the deductions for costs which are paid or incurred in connection with the administration of the estate or trust and which would not have been incurred if the property were not held in such trust or estate…shall be treated as allowable in arriving at adjusted gross income."  In other words, expenses that are unique to the administration of an estate or trust are deductions in computing adjusted gross income.  Such expenses include executor’s and attorney’s fees, trustee’s fees, appraisal fees and probate filing fees. In Knight v. Commissioner, 552 U.S. ___ (2008) the United States Supreme Court held that investment advisory fees are subject to the 2% floor unless such expenses were uncommon (or unusual or unlikely) for an individual to incur.  Prior to the Knight decision this issue was in doubt.

a. By way of background, the court in O’Neill v. Comm. 994 F2d 302 (6th Cir. 1993) held that investment advisory fees paid by a trustee were not subject to the 2% floor.  The IRS did not agree with that decision.  See AOD CC-1994-006.  In Mellon Bank v. U.S., 265 F.3d 1275 (Fed. Cir. 2001) the trustee deducted fees paid by the trustees for two types of services: (1) investment strategy advice provided by private investment advisors and (2) accounting, tax preparation and management services provided by Richard K. Mellon & Sons.  The Federal Circuit affirmed the Federal Court of Claims holding that the trustee’s costs are subject to the 2% floor unless the costs occur only in the context of trust administration and are not routinely incurred by individual investors.  The court noted that investment advice and management fees are commonly incurred outside trusts and that individual investors not bound by fiduciary duties are likely to incur such costs when managing large sums.  See also Scott v. U.S. 328 F.3d 132 (4th Cir. 2003) and Rudkin Testamentary Trust v. Commissioner 124 T.C. 304 (2005) where the court decided the same issue in favor of the Service.  The Knight decision resolved the conflict between the circuits.
b. On June 27, 2007, prior to the issuance of the United State Supreme Court’s decision in Knight, the IRS issued proposed regulations under §67 providing guidance on which costs by estates and trusts are subject to the 2% floor.  The proposed regulations state that only costs that are “unique” (expenses that could not have been incurred by an individual) are not subject to the 2% floor.  The Knight case specifically disapproved of the “could not” language so the proposed regulations will have to be altered to conform to the Knight decision.  The proposed regulations state that the expenses subject to the 2% floor are to be determined by the type of services provided rather than on the taxpayer’s characterization or label of the services.  The proposed regulations would not allow taxpayers to circumvent the 2% floor by bundling investment advisory fees and trustee fees together.  If the expenses are bundled, the proposed regulations require the taxpayer to use a reasonable method to allocate a single fee between the two types of costs.  The proposed regulations provide a nonexclusive list of services that are exempt or nonexempt from the 2% floor.  

I.
Selling expenses.  Selling expenses necessarily incurred in estate administration (such as commissions on the sale of securities or real property where the sale is necessary to raise money for payment of estate taxes) may be deducted on either the fiduciary income tax return or the estate tax return, but not both.



1.  
Expenses for selling property of the estate are deductible if the sale is necessary in order to pay the decedent’s debts, expenses of administration, or taxes, to preserve the estate or to effect distribution.  The phrase “expenses for selling property” includes brokerage fees and other expenses attending the sale, such as the fees of an auctioneer if it is reasonably necessary to employ one.



2.
The IRS takes the position that selling expenses are deductible only if: (1) the sale is necessary to pay the decedent’s debts, expenses of administration or taxes, to preserve the estate or to effect distribution or (2) if the governing instrument requires the fiduciary to sell the assets.  Expenses incurred for the convenience of the beneficiaries are not deductible.




Example:  Decedent died leaving his tangible personal property to A.  The decedent’s estate had enough liquid assets to satisfy all debts, expenses and taxes.  The decedent’s tangible personal property consisted of 8 rooms of collectibles.  The beneficiary, A, lived in a one room public housing apartment.  The will did not direct the decedent’s executor to sell the tangibles.  The IRS disallowed the expenses of selling the tangibles (including the cost of the auctioneer retained to sell the tangibles at a private estate auction), contending the selling expenses were for the convenience of A.  See Streeter Estate v. Commissioner 491 F.2d 375 (3d Cir. 1974) where substantial expenses incurred by a trust in disposing of an American memorabilia collection were not deductible.


J.
Factors to consider in making the §642(g) election.



1.
Comparison of estate tax and fiduciary income tax brackets.




a.
It is generally more advantageous to deduct administration expenses on the estate tax return if a federal estate tax is due, since the federal estate tax rates are generally higher than the marginal fiduciary income tax rates.  This comparison only holds true if the income of the estate is accumulated by the estate and the income tax would be paid at the estate level.




b.
If distributions are made or contemplated being made from the estate in the same year as the deductible expenses are incurred, the executor should compare the estate tax bracket with the income tax bracket of the beneficiaries.  When distributions are made from an estate to the beneficiaries, the estate receives a deduction for the distributions to the beneficiaries and the beneficiaries report and pay tax on the income distributed from the estate.  In this situation a comparison of the estate tax bracket with the beneficiaries’ income tax bracket is warranted.




c.
The executor should avoid deducting administration expenses in excess of the taxable income of the estate in any year prior to the termination of the estate.  Expenses in excess of income of an estate in any year prior to termination of the estate are wasted.  Alternatively, in the year of termination of an estate or trust, expenses which exceed the income of the estate or trust (so called "excess deductions") can be passed out to the beneficiaries and used as miscellaneous itemized deductions on the beneficiaries’ own individual income tax return.  §642(h).




d.
If administration expenses are to be used for income tax purposes, the executor should decide whether to deduct them from the estate's income or make them available as deductions to the residuary beneficiaries on termination of the estate.





 i.
If the expenses are deducted in any year other than the year of termination they will serve only to reduce the estate's income.  They cannot be used to offset the beneficiary’s income in that year even though they exceed the income of the estate.





ii.
However, if administration expenses are deducted in the year the estate terminates and if the deductions exceed the income for that year, §642(h) permits the executor to pass the excess deduction out to the residuary beneficiaries.  The beneficiaries can use this "excess deduction" as a miscellaneous itemized deduction subject to the 2% floor on their own individual income tax return.  Reg. 1.642(h)-2(a).




e.
Since the income tax deduction is available only for the year in which the expense is paid (assuming the estate is on a cash basis), it is necessary for the executor to consider not only how to treat the payments for tax purposes (deduct on estate tax return or fiduciary income tax return) but when to make them.  For income tax purposes, the date the expense is paid determines in which year it may be deducted on the fiduciary income tax return.  If an income tax deduction is needed during the administration of the estate, the administration expenses would have to be paid during the year for which a deduction is sought.  If the intent is to pass out the administration expenses as "excess deductions" to the beneficiaries, the executor must pay that expense in the year the estate terminates.  




f.
If the expenses are to be deducted on the fiduciary income tax return and part of the estate income consists of tax exempt income, a pro rata portion of administration expenses will be nondeductible under §265(a)(1).





i.
In this event the nondeductible portion can be claimed as an estate tax deduction and therefore will not be wasted.  Rev. Rul. 59-32, 1959-1 C.B. 245 clarified by Rev. Rul. 63-27, 1963-1 C.B. 57.





ii.
A deduction can be taken for the entire amount of administration expenses if the estate or trust doesn’t have any tax-exempt income.  From a planning point of view, this can be accomplished by disposing of tax-exempt income in an estate or trust in the year before the administration expenses are incurred.



2.
If the estate's value does not exceed the amount sheltered by the applicable  credit amount, the executor should use the administration expenses on the fiduciary income tax return.




a.
Timing the payment of the expenses in this situation will depend upon the amount of estate income during administration.  If sufficient income is not available to be offset by administration expenses, consider paying the administration expenses in the year of termination of the estate to allow the "excess deductions" to be passed out to the residuary beneficiaries for use on their own individual income tax return.



3.
Optimum marital deduction estate plans.  




a.
Generally, administration expenses should be claimed as income tax deductions where the decedent's estate plan calls for the use of an optimum marital deduction.  Use of administration expenses as an estate tax deduction in this case will not save taxes if the optimum marital deduction formula bequest would eliminate all estate taxes anyway.  Using administration expenses as an estate tax deduction under §2053 will simply reduce the size of the marital bequest.  





Example: Assume a $3,950,000 gross estate paid $50,000 of administration expenses for a death in 2008.  Taking the expense on the estate tax return versus the fiduciary income tax return would yield the following result:





Deduct on 706

      Deduct on 1041
  



$3,950,000     Gross Estate      $3,950,000

 



    ( 50,000)    Admin. Exp.          
  0
  



$3,900,000

           $3,950,000

 



 (2,000,000)    Exmptn Equiv.  (2,000,000)
  



$1,900,000     Marital               $1,950,000





Notice how the use of administration expenses on the estate tax return or the fiduciary income tax return can affect the size of marital bequest.  In an optimum marital deduction plan, use of administration expenses on the estate tax return will reduce the marital bequest.  Alternatively, use of the administration expenses on the fiduciary income tax return will increase the marital bequest.




b.
In most cases involving an optimum marital deduction, the administration expenses are used on the fiduciary income tax return.  This allows the marital bequest to remain unreduced, but will result in the bypass trust not being as large due to the fact that the administration expenses will be charged against the bypass trust..





Example: Same facts as preceding example:





Deduct on 706


Deduct on 1041
  



$2,000,000        Exemptn Equiv.  $2,000,000





                0        Admin. Exp.
        ( 50,000)
  



$2,000,000        Bypass Trust
    $1,950,000




c.
If administration expenses are used on the fiduciary income tax return, the bypass trust will be reduced.  Using administration expenses on the fiduciary income tax return as opposed to the estate tax return can backfire in many larger estates.  This situation would arise where there is no bypass trust because the applicable credit amount was used to shelter gifts made during life, where the applicable credit amount was used to shelter testamentary gifts made to those other than the spouse or charity, or where the bypass trust was consumed by state taxes.  





i.
If no bypass trust exists, actual payment of administration expenses reduces the estate available for distribution to the spouse which in turn reduces the amount available for the marital deduction.  This will result in there being a taxable estate which will increase the estate taxes and further reduce the marital deduction and so on and so on.  The net result is that using administration expenses as a deduction on the fiduciary income tax return will result in the need to use a circular computation to determine the amount of estate taxes.





ii.
Alternatively, if the administration expenses are claimed as an estate tax deduction, the marital deduction will equal the fund that actually remains when administration is completed and there will be no additional estate tax.





iii.
Result:  In situations where there is no bypass trust because the applicable credit amount has sheltered gifts made during life or shelters gifts to those other than the spouse or charity or because the bypass trust is consumed by state taxes, use of administration expenses on the fiduciary income tax return will result in a taxable estate and the need for the use of a circular computation to determine the estate taxes.  Alternatively, use of the administration expenses as an estate tax deduction will avoid this result.  In these situations, it would be wise to use administration expenses as an estate tax deduction.



4.
If deductions are taken on the estate income tax return, the higher estate tax that will generally result may trigger other tax savings to the estate: e.g., increase of income tax deduction for estate tax paid on the items of income in respect of a decedent (IRD), increase in tax credit for taxes paid on prior transfers, increase in maximum allowable dividend-free redemption under §303, etc.


K.
Certain expenses are deductible on both estate and income tax returns.



1.
§642(g), which disallows some double deductions, does not apply to deductions allowed under §691(b). §642(g) specifically states that “this subsection shall not apply with respect to deductions allowed under Part II.” §691 is contained in Part II of Subchapter J.



2.
§691(b) specifically provides for the deduction by the estate of various items for which the decedent was liable prior to death but which were not deductible on his final income tax return.  These items are referred to as "deductions in respect of a decedent."



3.
Generally there are six types of deductions which are allowed under §691(b).  They are:




a.
ordinary and necessary expenses incurred in carrying on a trade or business allowed under §162;




b.
interest deductible under §163;




c.
taxes which the decedent could have deducted (real estate taxes, state and local income taxes, etc.) under §164;




d.
ordinary and necessary expenses incurred for the production and collection of income or for the management, conservation or maintenance of property held for the production of income deductible under §212;




e.
a credit for income taxes paid to a foreign government allowed under §27; and 




f.
the deduction allowed under §611 for expenses, interest, taxes and  depletion.



4.
To be deductible under §691(b), the deduction must fit into one of the six categories above.



5.
These expenses are true double deductions and are deductible as debts under §2053 for estate tax purposes and are deductible on the estate's income tax return by virtue of §691(b).



6.
In order to qualify as a deduction in respect of a decedent, the payment must be an item which would have been deductible by the decedent if he had paid it prior to death.  Reg. 1.642(g)-2: Rev. Rul. 71-422, 1971-2 C.B. 255; Rev. Rul. 76-498, 1976-2 C.B. 199.  The payment must also fall into one of the classes specified in §691(b).




i.
A distinction has to be made between administration expenses governed by §642(g) and §691(b).  §642(g) covers only administration expenses arising after the date of the decedent's death.  This 642(g) either/or election (either on the 706 or 1041) only covers administration expenses arising after the date of the decedent's death.  §691(b) is a true double deduction.  §691(b) relates to expense items which arise before the date of the decedent's death but were not deducted by the decedent on his final income tax return.  Since the decedent still owes the 691(b) expense at the date of his death, they are deductible as debts of the estate under §2053 on the estate tax return and are deductible under 691(b) on the income tax return of whoever pays them.


L.
The §642(g) election does not apply to expenses which are deductible only on the decedent's estate tax return (funeral expenses, claims against the estate representing nondeductible personal expenses of the decedent, federal income taxes owed by the decedent, gift taxes, or expenses incurred by the decedent relating to tax-exempt income).


M.
The §642(g) election does not apply to expenses which are deductible only on the fiduciary income tax return (state and local income taxes on estate income, real estate taxes not accrued prior to death, interest accruing after death on obligations incurred by the estate, and expenses not allowable as administration expenses under local law).


N.
Effect on beneficiaries.



1.
The §642(g) election to use administration expenses on either the estate tax return or on the fiduciary income tax return can alter the manner in which the estate is distributed.  It can also shift the tax burden from one class of beneficiaries to another.



2.
If the estate is to be held in trust rather than pass to beneficiaries outright, consideration must be given to the relationship between the income beneficiaries and the remaindermen.



3.
Shifting deductions to the income tax return will ordinarily reduce the tax burden on the income beneficiaries and increase the tax burden on the remaindermen.



4.
In this situation some courts have required that the remaindermen be compensated by the transfer from the income account to the principal account of an amount equal to the increase in estate taxes which result from the shifting of the deductions.




Example:  Decedent, a single individual, dies in 2008 with a gross estate of $3,950,000.  Administration expenses are $50,000.  The estate distributes to a trust, income for life to A, remainder to B.  The option to use administration expenses on either the estate tax return or fiduciary income tax return can alter the distribution of the estate.




Deduct on 706


Deduct on 1041
  


$3,950,000       Gross Estate   $3,950,000

  


    ( 50,000)       Admin. Exp.
                0
  


$3,900,000  


            $3,950,000

    


$   855,000        Estate Tax* 
     877,500





* After applicable credit amount




In this case, deducting the administration expenses on the fiduciary income tax return will result in additional estate taxes in the amount of $22,500.  Assuming that the estate taxes and the administration expenses are chargeable to principal of the residue of the estate, the remaindermen's interest will be reduced by the additional $22,500 in estate taxes as well as the $50,000 in administration expenses.  Assuming that the fiduciary income taxes are chargeable to income (i.e., no capital gains), use of administration expenses on the fiduciary income tax return will reduce the fiduciary income tax which is chargeable against income and increase the estate taxes which are chargeable against principal.  Thus, use of administration expenses on the fiduciary income tax return will benefit the income beneficiaries to the detriment of the remainderman.  In some states (most notably, New York and California), where the election is made to deduct administration expenses on the fiduciary income tax return so that the federal estate tax is increased, an equitable adjustment must be made to reimburse the remainderman for the additional estate tax.  This is usually accomplished by transferring the amount of the additional estate tax from the income account to the principal account.



5.
This issue can be avoided by providing in the will or trust instrument that shifts in beneficial interest which occur as a result of certain tax elections are not subject to an equitable adjustment between the income and principal accounts.


O.
Post-Death Interest Expense



1.
Historically, IRS disallowed estate tax deduction for post-death interest.




a.
Reason: It was deductible, if at all, only against post-death income.  Rev. Rul. 75-239, 1975-1 C.B. 304; Ballance v. U.S.; 347 F 2d 419 (7th Cir. 1965).



2.
In Bahr v. Comm, 68 TC 74 (1977), the Tax Court held that interest on taxes deferred under §6161 could be deducted on the estate tax return.  The IRS agreed.  Rev. Rul. 78-125, 1978-1 C.B. 292.




a.
Court held it was deductible as an administration expense under §2053(a)(2).  Thus, it may be deducted on either the estate tax return or the fiduciary income tax return.



3.
IRS agrees that interest on elective deferral under §6166 qualifies for estate tax deduction, if the executor so chooses, but only as interest actually accrued.




a.
There cannot be deducted, as of the time of death, an estimate of the interest that will become due in the future.  Rev. Rul. 80-250, 1980-2 C.B. 278.




b.
Rev. Proc. 81-27, 1981-2 C.B. 548 sets forth a procedure to claim refunds on account of an interest expense.




c. 
Note that the Tax Reform Act of 1997 has changed the rules for the deductibility of interest on the elective deferral under (6166 for estates of decedents dying after December 31, 1997.  See the discussion of the changes made to (6166 made by the Tax Reform Act of 1997 discussed infra in Section IX.  Generally, the Tax Reform Act of 1997 eliminated the estate tax as well as the income tax deduction for interest paid on a (6166 election.  The elimination of the interest expense deduction is a trade-off for a lower interest rate (equal to 45% of the underpayment rate) on the estate tax deferral on amounts above the first $1 million of value (adjusted for inflation) above the applicable exclusion amount.



4.
Interest, but not penalties, on deficiencies and late payments of income, gift and estate taxes by executors may qualify as estate tax deductions, provided they are allowable as expenses under local law.  Rev. Rul. 81-154, 1981-1 C.B. 470; Rev. Rul. 79-252, 1979-2 C.B. 330; Rev. Rul. 69-402  1969-2 C.B. 176.  It appears that interest paid on funds borrowed by the executor to avoid a forced sale of assets, including funds borrowed for the purpose of paying the federal estate tax, can be deducted if it qualifies as an administration expense under local law.  Rev. Rul. 84-75, 1984-1 C.B. 193.  See also Wetherington Estate v. Commissioner 108 T.C. 49 (1997) holding that an estate can deduct interest paid to the IRS pursuant to a (6161 extension of time to pay estate tax with the payments deducted as they accrue.  The same rule applies to interest paid on state and foreign death tax liabilities.  Rev. Rul. 81-256, 1981-2 C.B. 183; Rev. Rul. 83-24, 1983-1 C.B. 229.


P.  Trust expenses.



1.
Administration expenses of a trust includible in the gross estate which were incurred prior to death (e.g. accrued but unpaid trustee fees) probably can be deducted for estate tax purposes in determining the value of the trust and deducted by the trust for income tax purposes.  Such double benefit would not be barred by §642(g) because the administrative expenses are being deducted on the estate tax return as offsets in valuing the trust and not as administration expenses under §2053(b).


Q.
Payment of Administration Expenses from Income - The Hubert Case



1.
Considerable litigation has ensued recently regarding the effect that charging administration expenses to income (as opposed to principal) has on the marital and charitable deduction.  See Estate of Richardson v. Commissioner, 89 T.C. 1193 (1987); Estate of Allen v. Commissioner, 101 T.C. 351 (1993); Estate of Street v. Commissioner, 874 F.2d 723 (6th Cir. 1992); Burke v. United States, 994 F2d 1576 (Fed. Cir. 1993); Fisher v. U.S., 25 Fed. Cl. 28 (1993).



2. 
The issue came to  a head in Commissioner v. Hubert Estate, 117 S.Ct. 1124 (1997). The Supreme Court agreed with the Tax Court that the executor’s power to charge administration expenses to income was not a “material” limitation upon the spouse’s right to income from qualifying property under Reg. 20.2056(b)-4(a).  In other words, when income is used, consistent with state law and the will, to pay administration expenses, this does not require that the estate tax marital (or charitable) deduction be diminished.  Note that the Court approved charging administration expenses to income because these expenses were not a “material” limitation upon the spouse’s right to income from the marital share.  Whether the administration expenses were a “material” limitation is a factual issue which the IRS had the burden of proving.  In Hubert the IRS failed to sustain the burden of proof.  Since the IRS may be able to meet that burden in a different case, the Hubert case should be limited to its facts.  In addition, the IRS amended its regulations to define what does, in fact, constitute a “material” limitation upon the spouse’s right to income from the marital share.


R.  Waiver of Fiduciary Commissions



1.  
An executor who is related to the decedent may decide to take an executor’s fees or not depending on the tax consequences to him.  For example, if the decedent’s son were the executor of the decedent’s estate which is subject to estate tax, the decedent’s son may decide that, from a tax point of view, it is better for him to take the commission and be subject to income tax on the commission at a maximum 35% rate and have the commission qualify for an estate tax deduction at a maximum 45% rate (or whatever the marginal estate tax rate is for the year in question).  Alternatively, if the executor’s children are the beneficiaries of the estate, waiving the executor’s commission would enable the executor to shift the amount of the commission (after the estate tax) from him to his children. See Rev. Rul. 64-225, 1964-2 C.B. 15 and Rev. Rul. 66-167, 1966-1 C.B. 20 which discuss the tax rules applicable to this subject.   

II.
Alternate Valuation


A.
The executor may elect to have the assets included in a decedent's gross estate either as of the date of death or as of a date six months after the decedent's death (or, if the property is sold, distributed, exchanged or otherwise disposed of during such six month period, as of the date of sale, distribution, exchange or disposition).  §2032; Reg. 20.2032-1.


B.
The election cannot be made unless it will both decrease the value of the gross estate and the sum of the amount of federal estate tax (reduced by available credits) and the generation-skipping transfer tax.  §2032(c); Reg. 20.2032-1(b)(1).

1. The IRS issued proposed regulations on April 24, 2008 that would allow the use of the alternate valuation method only if the drop in value was due to market conditions and not due to other post-death events.  The proposed regulations are in response to the Tax Court’s decision in Kohler. Commissioner, TC No. 21-03 TC Memo 2006-152 where the court allowed Kohler Company to take into account valuation discounts from restrictions on closely held corporate stock after a post-death reorganization, an event not due to market conditions.


C.
The alternate valuation election is made by checking the appropriate box on the federal estate tax return. 

1. The box to make the election is located on Form 706, page 2, Part 3, line 1 (Sept. 2007 version).

2. The six month alternate valuation date is measured in months, not days.  Thus, the alternate valuation date for a decedent dying February 28 is August 28.  Where there is no day in the six month that corresponds numerically to the date of death, the last date of the sixth month is used.  Thus, the alternate valuation date for a decedent dying March 31 is September 30.  Rev. Rul. 74-260, 1974-1 C.B. 275.


D.
Once made, the election is irrevocable.  §2032(d)(1).  The election may be revoked on a subsequently filed return on or before the due date of the return, including extensions.  Reg. 20.2032-1(b)(1).


E.
The election can be made on the last estate tax return filed by the executor on or before the due date of the return, including extensions. §2032(d)(2); Reg. 20.2032-1(b)(1).  If a timely return is not filed, the election can be made on the first estate tax return filed by the executor after the due date as long as the return is filed no later than one year after the due date, including extensions. Reg. 20.2032-1(b)(1).  Thus, the alternate valuation election can be made up to 27 months after the date of death: 9 months after date of death filing requirement for federal estate tax return plus 6 month maximum extension plus 12 months. If an estate tax return is filed within one year after the due date of the return, including extensions, and no alternate valuation election was made, the executor can seek an extension of time to make the election under §§301.9100-1 and 3.   Reg. 20.2032-1(b)(3).  If the estate tax return is filed more than one year after the due date, including extensions, the alternate valuation election cannot be made, regardless of the reason for the late filing.

1. Protective election.  Although there is no statutory authority permitting a “protective” alternate valuation election, the Tax Court approved a protective election in K. Mapes Estate, 99 T.C. 511, Dec 48,609.  The final regulations (effective for decedents dying on or after January 4, 2005) now permit the use of a protective alternate valuation election. Reg. 20.2032-1(b)(2).

a. A protective election would be used in a situation where the use of the alternate valuation method would not result in a decrease in both the value of the gross estate and the total estate and generation-skipping transfer tax liability but it is subsequently determined that such a decrease would occur.  Reg. 20.2032-1(b)(2).  The protective election would be made on the estate tax return, would be irrevocable as of the due date of the return, including extensions, and becomes effective on the date that the use of the alternate valuation would result in a decrease in both the value of the gross estate and the total estate and generation-skipping transfer tax liability.  Reg. 20.2032-1(b)(2).


F.
If the election is made, it applies to all property included in the gross estate.  Reg. 20.2032-1(b)(1).  The election cannot be made on an asset-by-asset basis.


G.
Generally, the decision whether the alternate valuation date is to be used will simply involve calculating whether the alternate valuation date produces a lower gross estate and a lower federal estate tax (net of credits) than the date of death valuation.  Use of the alternate valuation will have income tax as well as estate tax consequences.  Use of the alternate valuation will reduce estate taxes but will also result in a lower basis for income tax purposes resulting in the possibility of higher capital gains and lower depreciation deductions.


H.
§2032(d)(1) provides that the election to use alternate valuation is to be made by the executor.  



1.
In making the alternate valuation election, the executor should be aware that the election will cover all property included in the gross estate.

I. Use of the alternate valuation date may affect the availability of the stock redemption election under §303 and the election under §6166 to extend the time for payment of the estate tax.  Both sections require, among other things, that the value of the included interest exceed 35% of the value of the adjusted gross estate.  The value of the business interest or stock may satisfy the 35% threshold on one valuation date but not on the other.  The alternate valuation election may also affect qualification for special use valuation under §2032A as the ability to elect special use valuation depends on the property subject to the special use valuation being either 25% or 50% of the adjusted value of the gross estate.

J. Unsuspected dispositions.  A trust included in the gross estate which is divided into separate shares at the date of the decedent's death is deemed distributed as of the date of division for alternate valuation purposes.  Rev. Rul. 73-97, 1973-1 C.B. 404.  Compare Rev. Rul. 57-495, 1957-2 C.B. 616 and Rev. Rul. 78-431, 1978-2 C.B. 230.  However, see Rev. Rul. 71-396, 1971-2 C.B. 328 where the IRS held that there was no disposition where an estate allocated assets to separate trusts but the executor retained control over the assets.



1.
A distribution from a trust included in the gross estate constitutes a "distribution" which will fix the alternate valuation date.  Reg. 20.2032-1(c)(2).

III.
Special Use Valuation.


A.
§2032A allows real property used as a farm or in a closely held business to be valued at its farm or business use (i.e. its actual use) rather than its "highest and best" use for estate tax purposes.  The real estate must pass from the decedent to a “qualified heir.”  The heir can either inherit it or buy it from the estate.  Qualified heirs include the decedent’s ancestors (parents, grandparents), spouse, and lineal descendants (children, grandchildren) as well as the lineal descendants of the decedent’s spouse or parents, and the spouses of the lineal descendants.


B.
The maximum reduction in fair market value is $750,000.  §2032A(a)(2).  As a result of the Tax Reform Act of 1997, the $750,000 amount is indexed for inflation for decedents dying after 1998.  The adjustment is rounded to the next lowest multiple of $10,000 if the inflation adjusted amount is not a multiple of $10,000.  The maximum reduction for 2008 is $960,000.


C.
The purpose of §2032A is to enable members of the decedent's family to continue operating the farm or business, rather than having to sell part or all of the property to pay federal estate tax.


D.
The price of the special treatment is that each "qualified heir" who has an interest in the property must consent to personal liability for additional estate tax under §2032A(c) if the heir, within 10 years after the decedent's death, ceases to use the property for its qualifying use or disposes of his interest in the property to a nonfamily member.


E.
Qualification.  For real property to qualify for §2032A special use valuation the following are required:



1.
Citizen or Resident.  The decedent must have been a citizen or resident of the United States at the time of death.



2.
Qualified Real Property.  The real property must be "qualified real property", which means the real property:




a.
is located in the United States,




b.
was "acquired from or passed from" the decedent to a "qualified heir", and




c.
was used for a "qualified use" at the time of death by the decedent or by a "member of the decedent's family". 



3.
Fifty Percent Test.  50% or more of the "adjusted value" of the decedent’s gross estate (determined without regard to special use valuation) must consist of the "adjusted value" of the real or personal property which was:




a.
Use for a qualified use by the decedent or a member of the decedent's family on the date of death, and 




b.
acquired from or passed from the decedent to a qualified heir.



4.
Twenty-Five Percent Test.  25% or more of the adjusted value of the gross estate (determined without regard to special use valuation) must consist of real property which was:




a.
acquired from or passed from the decedent to a qualified heir, and




b.
during 5 or more years of the eight year period prior to retirement, disability or death, there was a "material participation" by the decedent or a member of the decedent's family and for five or more years of the eight year period prior to the death there was a “qualified use” with a respect to the real property by the decedent or a member of the decedent's family.



5.
Five of Eight Years Qualified Use.  The real property for which an election is made must have been owned and used for a qualified use by the decedent or a member of the decedent's family for a period aggregating five years or more during the eight year period ending with the date of death.



6.
Five of Eight Years Material Participation.  The decedent or a member of the decedent's family must have materially participated with respect to the property for which an election is made for a period aggregating five years or more during the eight year period ending on the date of death.



7.
Present Interest.  A qualified heir must receive a present interest in the qualified real property.



8.
Executor Files Election.  The executor must file a notice of election for application of §2032A.



9.
Agreement Signed.  All persons with an interest in the qualified real property for which an election is made must sign an agreement.  Qualified heirs with an interest in the property must consent to personal liability for the additional estate tax imposed by §2032A(c).  Parties other than qualified heirs who have an interest must consent to the collection of the additional estate tax from the qualified real property.  


F.
The election and the agreement must be filed at the same time as the federal estate tax return.  §2032A(d)(1), (2).



1.
The election, once filed, is irrevocable.  §2032A(d)(1).



2.
If property does not qualify for special use valuation based upon values reported on the federal estate tax return, a protective election may be filed pending final determination of values.  Reg. 20.2032A-8(b).  See Reg. 20.2032A-8(b) for how to make the protective election and the time period within which an additional notice of election must be filed if it is found that the estate qualifies for special use valuation based on values finally determined.


G.
The election is made by completing the appropriate portions of the federal estate tax return and attaching a notice of election containing certain requested information.  Reg. 20.2032A-8(a)(3).  The agreement must be attached to the election.  Reg. 2032A-8(c).


H.
Under §2032A(d)(3), if the executor files the notice and agreement with a return and substantially complies with the regulations, but the notice or agreement is defective because information or signatures are missing, the executors will have a reasonable time not to exceed 90 days after notification of the defects to cure them.


I.
If §2032A valuation is elected, the basis to the qualified heir for income tax purposes is the lower special use valuation. §1014(a)(3).

J. §6324B imposes a lien on real property valued under §2032A.  This may be an important consideration if the heirs seek to obtain financing to run the farm or business.

K. As with §2032, the special use valuation election may affect the availability of the stock redemption election under §303 and the election under §6166 to extend the time for payment of the estate tax.  Both sections require, among other things, that the value of the included interest exceed 35% of the value of the adjusted gross estate.  The value of the business interest or stock may satisfy the 35% threshold under either date of death or special use valuation but not on the other.

L. It may be advantageous to elect special use valuation on the death of the first spouse to die even if there is an optimum marital deduction bequest to the surviving spouse resulting in no federal estate tax.  If the special use value is lower than the fair market value of the special use property, the special use valuation election will cause less value to be allocated to the marital trust and more of the value to be allocated to the credit shelter trust thereby reducing the estate tax on the surviving spouse’s death.  

IV.
Series E Bonds


A.
A taxpayer on the cash basis need not report interest (increase in redemption value) on Series E/EE Bonds (or a H/HH bond for which an E/EE bond has been exchanged) until the interest is actually received or until the bond matures. §454(c).  The taxpayer can, however, make an election on his income tax return to report all previously unreported Series E/EE Bond interest.  If the taxpayer elects to report the Series E/EE Bond interest currently, he must thereafter continue to report all Series E/EE Bond interest as though accrued annually.  §454(a).



1.
The election must be made on a timely filed income tax return.  The election is for all the bonds owned by the taxpayer.  The election can be made for any taxable year.  Reg. 1.454-1(a)(1); Rev. Rul. 55-655, 1955-2 C.B. 253.



2.
The executor may make the election on behalf of the decedent on the decedent's final income tax return.  Rev. Rul. 68-145, 1968-1 C.B. 203; TAM 9232006.

a. The executor may file the election to accrue interest on Series E/EE bonds held in a revocable trust at the time of the decedent’s death. Rev. Rul. 79-409, 1979-2 C.B. 208.  The trust assets are deemed to be owned by the decedent under §676 and §671.


B.
Thus, the executor may elect to report accrued savings bond interest (Series E/EE) on the decedent's final income tax return or on the estate's income tax return.  §454(a).



1.
The election is made by reporting the accrued interest on the decedent's final income tax return, or by reporting such amount on the estate's income tax return. Once made, the election is irrevocable as to that particular taxpayer.  Reg. 1.454-1(a).



2.
If the executor elects to report the interest on the decedent's final income tax return, the executor can obtain an estate tax deduction for the income taxes on such accrued income.  In addition, the executor can take advantage of available deductions, losses and exemptions which might otherwise be wasted, particularly where the decedent died early in the year and/or had little or no taxable income.



3.
If the executor does not make the election to report the Series E Bond interest on the decedent's final income tax return, the interest received by the estate will, to the extent it relates to the period before the decedent's death, constitute income in respect of a decedent (IRD).  Rev. Rul. 64-104, 1964-1 C.B. 223.  Notice that the interest accrued after the date of death is not IRD.  IRD is subject to income tax in the hands of the estate or the person who actually collects it.  §691(a)(1).  A deduction is allowed under §691(c) for any federal estate tax on such income.


C.
Once the election is made to report Series E bond interest, the taxpayer must report the annual accrued interest as taxable income.



1.
However, the election is not binding on the transferee of the taxpayer who made the election.  Reg. 1.454-1(a).  For example, the decedent has made the election to currently recognize the interest, the election is not binding on the decedent’s estate or the beneficiaries who receive the bonds – they  may defer the tax on the interest accrued to them until redemption.


D.
Series E Bonds were issued from 1941 through 1980.  They are issued at 75% of face value.  For example, a $100 Series E Bond is issued for $75.00.


E.
Series EE Bonds were issued in years after 1979.  Series EE Bonds are issued at 50% of face.  For example, a $100 Series EE Bond is issued for $50.00.


F.
Series E/EE Bonds may be exchanged for Series H/HH Bonds.  A taxpayer who has elected to defer the recognition of the accrued interest on Series E/EE Bonds may exchange the Series E/EE Bond for Series H/HH Bonds and continue to defer the recognition of the accrued income on the Series E/EE Bonds.



1.
Series H/HH Bonds pay interest semi-annually.



2.
Any deferred Series E/EE Bond interest "rolled over" into a Series H/HH Bond is recognized when the Series H/HH Bond is sold or matures.



3.
Fiduciaries should be aware of the fact that Series E/EE Bond accrued interest that is "rolled" into Series H/HH Bonds is noted on the face of the Series H/HH Bond.  Thus, a fiduciary should retain a photocopy of any Series H/HH Bond in order to determine the amount of accrued Series E/EE Bond interest that will have to be reported when the Series H/HH Bond is sold.

V.
QTIP Election


A.
The executor of a decedent who dies after December 31, 1981, may elect to claim the marital deduction with respect to "qualifying terminable interest property" (QTIP).  §2056(b)(7).


B.
To be eligible for the QTIP election:

1. The interest in the property must pass from the decedent to the surviving spouse who is a U. S. citizen.

a. Property is deemed to pass to the surviving spouse if it is acquired by inheritance, bequest or devise, joint ownership with right of survivorship, appointment or by beneficiary designation.  §2056(c).



2.
The surviving spouse must be entitled for life to all of the income from the property (or a portion thereof) payable annually or at more frequent intervals.

a. Where the instrument is silent as to the frequency of the payment of income, the requirement that the income be distributed at least annually will be deemed to be met under applicable state law unless such law specifically permits less frequent distributions.  Reg. 20.2056(b)-7(g).



3.
No person (including the spouse) may have a power exercisable during the spouse's life to appoint any part of the property to any person other than the spouse during the spouse's lifetime. (2056(b)(7)(B).

a.
The surviving spouse cannot have a lifetime power of appointment because that would be an impermissible power in a person to appoint property to someone other than the spouse.

a.      The spouse can have a lifetime power to appoint property to himself or herself.  If the power qualifies as a specific portion, then this portion will qualify for the marital deduction under §2056(b)(5) and no QTIP election is necessary.


C.
The QTIP election is made by the executor on the federal estate tax return.



1.
Once made, the election is irrevocable.  §2056(b)(7)(B)(v).


D.
An election can be made to claim the marital deduction with respect to only part of the property qualifying for the election.



1.
A partial election will be allowed only if the part represents a percentage of the total and such part shares in any increase or decrease in the whole.


E.
Types of "interest in property" which qualify for the QTIP election.



1.
Trusts.




a.
A trust in which the surviving spouse is entitled to all of the income for life, payable at least annually, will qualify for the QTIP election.





(i)
An interest for a term of years or a life interest subject to termination upon the occurrence (or nonoccurrence) of a specific event, such as remarriage does not qualify. Reg. 20.2056(b)-7(h), Example 5.





(ii)
The Service’s former position was that an interest that is contingent upon the executor's election to qualify the interest as QTIP did not qualify, whether or not the election is made. Reg. 20.2056(b)-7(d)(3); PLR 8611006.  The position of the Service was that if the gift to the spouse was contingent on there being a QTIP election and thus the Executor had the power to redirect property away from the surviving spouse, the gift would be deemed to be contingent and, therefore, would not qualify for QTIP treatment even if an election was made. TAM 8901003 and TAM 8916002.

(a) In Estate of Robertson v. Commissioner, 15 F.3d 779 (8th Cir. 1994), and Estate of Clayton v. Commissioner 976 F. 2d 1486 (5th Cir. 1992), and Estate of Spencer v. Commissioner, 43 F.2d 226 (6th Cir. 1995), the court held that transfers to trusts for the benefit of the respective surviving spouses constituted qualifying income interests for life notwithstanding the fact that if or to the extent the executors did not elect QTIP treatment, the assets would pass in such a way as to not qualify.  The Appeals Courts in Clayton held that the QTIP election relates back to the date of the decedent’s death so that, once the election is made and elected property is identified as remaining in the QTIP trust, nothing in the document diminishes the “all income” to surviving spouse requirement.  It is only the portion as to which the deduction is granted that must comply with the “all income” requirement. (The Tax Court in each of the cases found that the interests did not qualify because they were contingent upon the executor’s election and therefore could not be deemed to pass from the decedent).  Despite these Circuit Court decisions, the final regulations continued to provide that such contingent interests did not qualify.  See former Reg. 20.2056(b)-7(d)(3).  In Estate of Clack, 106 T.C. 131 (1996) the Tax Court decided not to follow its prior decisions in the above cases and decided to follow the decisions of the 5th, 6th and 8th Circuits.  The IRS issued Reg. 20.2056(b)-7(d)(3)(i) which purport to adopt the position taken in the Robertson, Spencer, Clayton and Clack cases.  The regulations appear to be somewhat narrower than what is permitted under the above cases. In Clayton, for example, the will provided 1) for a credit shelter trust and a QTIPable trust; 2) that to the extent that the QTIP election was not made, the property of the QTIPable trust would pass to and become part of the credit shelter trust and 3) a "savings" provision to the effect that the trustee of the QTIPable trust was not to have any power that might imperil the marital deduction.  The court rejected the IRS contention that the QTIP election is tantamount to a power of appointment if it redirects the property.  Rather, the property interest to be tested for QTIP eligibility is the portion of property for which the election was made.  The elected portion is treated as a "separate interest in property" for purposes of the test.  It is irrelevant where the terminable interest property for which the QTIP election is not made passes.  The regulations don’t go this far.

(b) Thus, it is now possible to have the non-elected portion of the QTIP trust added to a credit shelter trust.  The regulation states that “a qualifying income interest for life that is contingent upon the executor’s election under section 2056(b)(7)(B)(v) will not fail to be a qualifying income interest for life...”

(c) The ability to divert property for which the QTIP election is not made to another trust is a valuable planning technique. Such property can be distributed to a trust with terms and beneficiaries which are different than the QTIP trust.  This is different and can be more favorable than a partial QTIP election where the property for which a QTIP election is not made remains subject to the terms of the QTIP trust.  





(iii)
Where the instrument provides that income earned between the last distribution date and the date of the surviving spouse's death will be distributed to the next successor in interest in the trust, the trust qualifies for the QTIP election. Reg. 20.2056(b)-7(d)(4); Howard v. Commissioner, 910 F2d 633 (9th Cir. 1990).  Such income is included in the surviving spouse's gross estate, even if that income is payable to the successor beneficiary and not to the spouse or the spouse’s estate. Reg. 20.2044-1(d)(2).





(iv)
When an instrument provides that if the spouse becomes incompetent, the trustee can distribute to the spouse only such portion of the net income that they, in their discretion, think is necessary for the spouse's support, care, health and welfare, the trust does not qualify for the QTIP election.  PLR 8347090.  Compare, however, PLR 8706008 where trustee’s power to use income for the benefit of the spouse if the spouse became incompetent did not prevent the trust from qualifying for the QTIP election since under state law the trustee was required to use all the income for the spouse.  See also PLR 8503009 and Rev. Rul. 85-35, 1985-1 C.B. 328.




b.
The trust instrument may not allow invasions of principal for anyone other than the spouse.  The spouse may not have a special power to appoint during lifetime.





(i)
A direction by the decedent to pay taxes from the QTIP trust does not constitute a power to appoint property to someone other than the spouse but does reduce the size of the marital deduction.  PLR 8710013 and 8843004.





(ii)
Whether the power of a trustee constitutes a power to appoint property to someone other than the spouse may depend upon an interpretation of the governing instrument under state law.




c.
Remainder interest may pass on a spouse's death as the donor directs or subject to a special testamentary power of appointment in the spouse.



2.
Legal life estate.




a.
A legal life estate will qualify for the QTIP election if state law gives a spouse rights which are sufficient to satisfy the rules applicable to marital deduction trust.  Reg. 20.2056(b)-7(h), Example 1.  PLR 8351098, 8352062.



3.
Life estate in real estate.




a.
A legal life estate in real estate will qualify for the QTIP election if the spouse's right to income satisfies the rules for marital deduction trusts under Reg. 20.2056(b)-5(f).





(i)
Family Home.  The family home qualifies for the QTIP election if the spouse has the exclusive and unrestricted right to use the property, including the right to occupy it rent free or to rent it and receive the income. Reg. 20.2056(b)-7(h), Example 1; TAM 8948002, TAM 9040001, PLR 8908027; PLR 8352062; PLR 8351141; PLR 8351098; PLR 9126020.  In TAM 9033004 the IRS held that a surviving spouse’s right to occupy a residence for life did not constitute a qualifying income interest for life since the mere “right to occupy”, without the right to sell or lease, does not create a life estate.  Under the law of several states the term “use and occupancy” has been held to constitute a life estate since the term “use” confers on the recipient all the powers of a life estate, including the right to convey.  However, a provision allowing the spouse to occupy the family home "for as long as he desires" will not qualify for the QTIP election because the interest could terminate prior to the spouse's death.  PLR 8651002.  The spouse's use may be conditioned upon payment of expenses relating to the property as imposed by state law.  Novotny v. Commissioner 93 T.C. 12 (1989).  See PLR 9047051 where a life estate in a residence qualified as QTIP despite the requirements that the spouse pay certain expenses of maintaining the residence because these requirements were no greater than those imposed on life tenants under state law.  





(ii)
Unproductive property.  Unproductive property qualifies for the QTIP election as long as the spouse has the right to make the property income producing within a reasonable time under the instrument or state law. Reg. 20.2056(b)-5(f)(4). Reg. 20.2056(b)-7(h), Example 2.




b.
Qualification may depend upon state law.





(i)
M.G.L. Chapter 242 §1 provides that a life tenant (for example, the surviving spouse) may be liable for waste. P.L.R. 8351141 suggests that this may prevent the QTIP election.





(ii)
Eminent domain proceeds.  If the property is taken by eminent domain it will be important whether the proceeds are placed in a trust for the spouse's lifetime or whether they are divided between the spouse and the remaindermen according to the actuarial tables.  If the proceeds are placed in a trust for the spouse, the interest would qualify for the QTIP election.  If the proceeds were divided between the spouse and the remaindermen, it would not qualify for QTIP treatment.



4.
Annuities.




a.
Pursuant to (2056(b)(7)(B)(ii) (which was added by the Technical Corrections Act of 1982), to the extent provided in regulations, an annuity will be treated in a manner similar to an income interest (regardless of whether the property from which the annuity is payable can be separately identified).  However, (2056(b)(10) (which was added by the Energy Policy Act of 1992) provides that with respect to QTIP property, a qualifying income interest must relate to a specific portion determined on a fractional or percentage basis. (2056(b)(10)  generally applies to transfers after October 24, 1992.  Reg. 20.2056(b)-7(e) provides guidance for computing the value of a deductible annuity interest in the case of decedents dying on or before October 24, 1992, and certain decedents dying after such date if the property passes to the spouse pursuant to a will or revocable trust executed on or before October 24, 1992 and either (1) the decedent is incompetent from  October 24, 1992 until death, or (2) the decedent dies before October 24, 1995.  Thus, under a transitional rule, the deductible interest is “the specific portion of the property that, assuming the applicable interest rate for valuing annuities, would produce income equal to the minimum amount payable to the surviving spouse.”  For example, $200,000 of a $500,000 trust paying $20,000 a year to a surviving spouse for life is treated as a qualifying income interest assuming that the applicable interest rate is 10%.  Thus, the marital deduction is available for the amount of principal needed to produce the annual payment if the transfer was made before the October 25, 1992 effective date of §2056(b)(10).  Reg. 20.2056(b)-7(h), Example 11. (2056(b)(10) (as added by The Energy Policy Act of 1992) will be the subject of separate regulations.  The IRS has not yet issued regulations applicable to the treatment of annuities for decedents dying after October 24, 1992.  The IRS has asked for comments on the application of (2056(b)(10) to annuities.




b.
Periodic payments from pension plans.  

(i) IRA.  The regulations indicate that installment payments will qualify in situations where payments to the decedent started prior to death if each installment includes all the income earned on the principal remaining in the account plus a portion of the principal. Reg. 20.2056(b)-7(h), Example 10.  This added income distribution is not customary and the IRS has made clear that this method is not the only way for an IRA to qualify for the marital deduction.

a. Initially, Rev. Rul. 89-89, 1989-2 C.B. 231 and a number of private letter rulings set forth the requirements needed to qualify IRA payments for QTIP treatment.  See PLR 9043054, 9052015, 9317025 (which provides a virtual roadmap as to how to qualify an IRA for QTIP treatment) 9245023, 9229017, 9348025, 9038015, 9043054, 9416016, 9321035, 9321059, 9324024, 9418026, 9420034, 9450041, 9442032, 9704029, 9830004. For IRAs payable to QTIP which qualify as QDOTs, see PLR 9151043, 9321032, 9322005, 9544038, 9729040.  For example of an IRA beneficiary designation, see PLR 9245033.  For payment of an IRA to a family trust, see PLR 9320015 and 9723028.  For how not to QTIP an IRA, see TAM 9220007.  Rev. Rul. 89-89 involved a required distribution of an IRA to a QTIP trust in equal annual installments over the surviving spouse’s life expectancy and required income earned on the undistributed portion of the account balance to be distributed to the trust annually.  Generally, the letter rulings require that the greater of the minimum required distribution under Prop. Reg. 1.401(a)-9 or all the income earned by the IRA under applicable state law be paid to the QTIP and that all such distributions from the IRA be allocated to trust income to the extent of the decedent’s portion of the fiduciary accounting income of the plan.  The QTIP trust must then distribute all income, including that received from the IRA, to the spouse.  The IRS has taken the position in a number of private letter rulings that the QTIP election must be made for both the IRA and the trust.  Since the trust is the IRA beneficiary and the IRA is, in effect, an asset of the trust, it is questionable why the QTIP election must be made for both the IRA and the trust.  It would seem that making the QTIP election for the trust only would be sufficient. 

b. Rev. Rul. 2000-2, 2000-3 I.R.B. 305 superceded Rev. Rul. 89-89 and establishes the requirements to qualify an IRA as QTIP property.  Under Rev. Rul. 2000-2, an IRA payable to a trust will qualify for the marital deduction as QTIP property if the surviving spouse can compel the trustee to withdraw from the IRA an amount equal to all the income earned on the IRA assets at least annually and to distribute that amount to the spouse, and no person has a power to appoint any part of the trust property to any person other than the spouse.  Rev. Rul. 2000-2 says that a QTIP election must be made for both the IRA and the QTIP trust.  Rev. Rul. 2002-2 offers an alternative way to qualify an IRA payable to a QTIP trust for the marital deduction. Instead of giving the surviving spouse the power to demand that the trustee withdraw and distribute the income earned in the IRA, the trust instrument could simply require the trustee to withdraw from the IRA annually the income (over the amount otherwise distributed) and distribute that amount to the surviving spouse.  Rev. Rul. 2000-2 has itself been modified and superceded by Rev. Rul. 2006-26, 2006-22 I.R.B. 939.

c. Rev. Rul. 2006-26 clarifies when a surviving spouse is considered to have a qualifying income interest for life in an IRA (or amounts held in a defined contribution plan) if the marital trust is designated as the IRA beneficiary.  Rev. Rul. 2006-26 illustrates how to qualify an IRA payable to a QTIP for the marital deduction in 3 separate situations: (1) where the state has adopted the Uniform Principal and Income Act (UPIA) and the trustee is allowed to make adjustments between income and principal to fulfill the trustee’s duty of impartiality between the income and remainder beneficiaries, (2) where the state has adopted a unitrust statute which allows a fixed percentage of between 3 and 5% to be deemed to be the income of the trust and (3) where the state uses the traditional definition of trust accounting income.  The trust instrument in the ruling stated, among other things, that the spouse can require the trust and the IRA to invest in productive assets and that the spouse has the right to compel the trustee to withdraw the IRA income from the IRA each year and distribute that amount to the spouse.  This language is crucial to the qualification of the IRA for the marital deduction.  The ruling states that the trustee in the UPIA state must (1) determine the total return of the trust (exclusive of the IRA), allocate that amount between income and principal and distribute the amount allocated to income to the spouse and then (2) separately make a similar analysis for the IRA’s total return and if the spouse exercises her withdrawal power and the trustee distributes the income to her, the marital deduction will be allowed for the trust and the IRA.  The same result would occur if the trustee in the unitrust state determines the unitrust amount (exclusive of the IRA) for the trust, distributes that amount to the spouse each year and makes a similar determination for the IRA and, if the spouse exercises her withdrawal power, distributes that amount to the spouse.  Similarly, if the trustee in the state with the traditional definition of trust accounting income determines the income of the trust (exclusive of the IRA) and distributes that amount to the spouse and makes a similar determination for the IRA and, if the spouse exercises her withdrawal power, distributes that amount to the spouse, the marital deduction will be allowed.  The ruling states that the marital deduction would also be allowed if trust directed the trustee annually to withdraw all IRA income and distribute at least the IRA income to the spouse (rather than giving the spouse the power to compel the trustee to do so each year).  In addition, the ruling also provides that applicable state law can apply a unitrust definition to the IRA and a traditional income definition to the trust, or vice versa, without losing the marital deduction, as each interest, the IRA and the trust, must qualify and be elected for QTIP treatment separately.  Thus, the ruling sets forth how to qualify an IRA payable to the QTIP trust for the marital deduction regardless of whether the state has adopted the UPIA, a unitrust statute or uses the traditional definition of trust accounting income.  As under prior rulings, the IRS said that the QTIP election has to be made for both the trust and the IRA.





(ii)
Qualified plans.  The regulations do not indicate which payout options, if any, will qualify for the QTIP election.  However, various private letter rulings indicate how this can be done.  See, for example, PLR 9232036 which essentially required distribution of the same “greater of” the minimum required distribution amount or all income.




c.
Joint and Survivor Annuities.  §2056(b)(7)(C) provides that a donee spouse's interest in a joint and survivor annuity includible in the decedent’s gross estate under §2039 (where only the surviving spouse has the right to receive payments before his or her death) qualifies for the gift and estate tax marital deduction as QTIP and that a QTIP election will be deemed to be made unless the executor or donor elects out of QTIP treatment.  Once the executor “elects out” of QTIP treatment, the election is irrevocable.  Regulations governing the automatic election of joint and survivor annuities have yet to be issued.  Note that Reg.20.2056(b)-7(f) for joint and survivor annuities is designated “Reserved.”  



5.
Charitable remainder trusts.




a.
Annuity and unitrust interests qualify for the marital deduction under §2056(b)(8). Reg. 20.2056(b)-8.  Generally, under (2056(b)(8) a marital deduction will be allowed for a surviving spouse’s interest in a qualified charitable remainder trust if the spouse is the only noncharitable beneficiary (other than the donor in the case of a lifetime gift) of such trust.  The deduction allowed under (2056(b)(8) is limited to the actuarial value of the interest passing to the spouse.  The remaining value of the property transferred to the charitable remainder trust will be eligible for the estate tax charitable deduction under (2055 in the decedent’s estate.  The decedent’s estate will incur no tax on the total value of the trust and, because no QTIP election is involved, there will be no (2044 inclusion in the surviving spouse’s gross estate at death.  Reg. 20.2056(b)-8(a)(1) clarifies that if an annuity or unitrust interest in a qualified charitable remainder trust qualifies under (2056(b)(8), no election is available under (2056(b)(7). In other words, where both (2056(b)(8) and (2056(b)(7) apply, (2056(b)(8) overrides (2056(b)(7) and (2056(b)(8) applies to the exclusion of (2056(b)(7).  A charitable remainder deduction can be obtained through a normal QTIP trust.  For example, a trust which pays the income annually to the spouse for life with the remainder payable to charity will qualify for the marital deduction in the decedent’s estate if the QTIP election is made.  Upon the spouse’s death the trust will be included in the spouse’s estate under (2044 but, since the trust passes to charity, the spouse’s estate will qualify for a charitable deduction.  See PLR 9008017, PLR 9028031 and PLR 9043016 where the Service allowed a QTIP marital for the trust, included the property in the surviving spouse's estate under §2044 and allowed a §2055 charitable deduction in the surviving spouse's estate.  PLR 9036040 involved a QTIP marital deduction trust with a remainder that passed to charity.  The trust was not in qualified charitable remainder trust form and did not comply with §2056(b)(8).  The PLR held that the marital deduction was available under 2056(b)(7) for the full value of the trust.  At the surviving spouse's death, §2044(c) would permit a §2055 charitable deduction for the survivor's estate because the interest is deemed to pass to the charity from the surviving spouse in whose estate it is included.  See PLRs 9323039, 9144016, 9122029,9101010, 9047016, 9043016, 9036040 and 9008017.  The Service has indicated that where the spouse is not the only noncharitable beneficiary (except for the donor spouse with respect to lifetime transfers), the interest can qualify as QTIP property, subject to (2056(b)(10) regarding specific portions determined on a percentage or fractional share basis.  Reg. 20.2056(b)-8(b).  Generally, this rule only applies to estates of decedents dying on or before October 24, 1992 subject to certain transition rules.   The Treasury has requested comments regarding the qualification of annuity and unitrust interests in charitable remainder trusts under (2056(b)(7).  Thus, for decedents dying after October 24, 1992, it is uncertain whether any portion of a surviving spouse’s interest in a charitable remainder trust will qualify for the QTIP election under (2057(b)(7) (as opposed to (2056(b)(8)) where the spouse is not the only noncharitable beneficiary. 




b.
Pooled income fund interests (where the spouse is given an income interest in units of participation) qualify for the QTIP election.  Reg. 20.2056(b)-7(d)(5).  The committee reports indicate that the fact that the income payments from the fund will terminate on the last regular payment date before the surviving spouse’s death will not cause the interest to fail to so qualify.  Reg. 20.2056(b)-7(d)(4) and (h), Example 13 confirm this.  However, the estate of the first spouse to die cannot take a charitable deduction for the remainder interest.  If the charitable deduction was allowed, the combined marital and charitable deductions would exceed the value of the interest.  §2056(b)(9).


F.
How and when to make the election.



1.
The election is made on the last estate tax return filed on or before the due date of the return (including extensions) or, if a return is not timely filed, on the first estate tax return filed after the due date.  Reg. 20.2056(b)-7(b)(4).



2.
If the executor files a return before the due date but fails to make a QTIP election, an election can be made on an amended return as long as the amended return is filed on or before the due date.  PLR 8523006.  



3. 
Election on a late-filed return is invalid where no election was made on a previously filed timely return.  PLR 8501005 and PLR 8418005.  See also Estate of Higgins v. Commissioner, 897 F.2d 856 (6th Cir. 1990) where a QTIP election was not allowed on an amended return filed after the return due date even though the failure to make the election was inadvertent.




a.
Prior to the availability of Temp. Reg. 301.9100-1T (now Reg. 301.9100-1 of the Procedure and Administrative Regulations), QTIP treatment was routinely denied where the election was not properly made (e.g. by checking the wrong box or not answering a question concerning the election).





(i)
Relief for defective QTIP elections is now available under Reg. 310.9100-1 which gives the IRS discretionary authority to grant extensions of time for making or perfecting elections in the estate and gift tax areas if:






(a) 
the time for making such election or application is not expressly prescribed by statute;






(b)
a request for the extension is filed with the IRS before the time fixed for making such election or application has passed, or within such time thereafter as the IRS may consider reasonable under the circumstances; and






(c)
it is shown to the satisfaction of the IRS that the granting of the extension will not jeopardize the interests of the government.





(ii)
The National Office of the IRS has indicated that it will rule favorably where the request shows the (1) that the QTIP election was intended, (2) that the government will not be hurt since the taxes are being deferred, not avoided, and (3) that the taxpayer has shown “due diligence” in trying to correct the defective QTIP election.  See Rev. Proc. 92-85, 1992-2 C.B. 490.



4.
The election, once made, is irrevocable, unless it is on an estate tax return filed before the due date and is revoked or modified on a timely filed (including extensions) subsequent return.  Reg. 20.2056(b)-7(b)(4).  



5. 
The QTIP election is made by listing the qualified terminable interest property on Schedule M of the estate tax return and deducting the value. By listing and deducting, the executor is deemed to have made a QTIP election unless the executor specifically identifies property to be excluded from the election.  See instructions for Form 706, Schedule M (Sept. 2007).



6.
Since the QTIP election is irrevocable and since the value of the estate may change as a result of an estate tax audit, it may be wise to describe the QTIP election by formula.  The regulations permit formula elections.  Reg. 20.2056(b)-7(b)(2).  Note that the instructions to Form 706, Schedule M indicate that if less than the entire value of the trust (or other property) that the executor has included in the gross estate is entered as a deduction on Schedule M, the executor shall be considered to have made an election only as to a fraction of the trust (or other property).  The numerator of this fraction is equal to the amount of the trust (or other property) deducted on Schedule M.  The denominator is equal to the total value of the trust (or other property).



7.
A protective election is permissible pursuant to Reg. 20.2056(b)-7(c) for estate tax (but not gift tax) purposes if at the time the estate tax return is due there is a bona fide question as to (1) whether the asset is includible in the gross estate or (2) the amount or nature of the property the surviving spouse is to receive i.e. whether property that is includible is eligible for the QTIP election.  The protective election must identify the specific assets or trust to which it applies and the specific basis on which it is being made.  The protective election once made, is irrevocable i.e. if the facts on which it is based come true, it constitutes an irrevocable election.


G.
Who makes the election?



1.
The QTIP election is made by the executor.  "Executor" is defined by §2203 to be the executor or administrator of the decedent, or, if none, "any person in actual or constructive possession of any property of the decedent."




a.
Reg. 20.2056(b)-7(b)(3) clarifies that it is the executor who is appointed, qualified and acting in the United States who is responsible for making the election, even with respect to non-probate property, e.g. a lifetime revocable trust.



2.
If an executor or administrator is not appointed, a controversy may arise concerning who may make the election.  It may be wise to have an executor appointed if the QTIP election is a possibility or have all those who could qualify as "executor" join in the election.




a.
If no executor has been appointed, qualified and acting, any person in actual or constructive possession of property may make the election with respect to such property as well as with respect to property not in such possession, if the person in actual or constructive possession does not make the election.



3.
The trustee of a funded revocable trust can make the election where no executor is appointed.  PLR 8335033.


H.
Partial Elections.



1.
The executor may elect to qualify all or part of the QTIP. 



2.
Under (2056(b)(7)(B)(iv) a specific portion of property is treated as separate property for QTIP purposes.  The Energy Policy Act of 1992 added (2056(b)(10) which states that a specific portion can only be determined on a percentage or fractional basis.   Reg. 20.2056(b)-5(c)(2) states that a partial interest in property is treated as a specific portion of the entire interest if the spouse’s rights constitute a fractional or percentage share of the entire property interest, so that the surviving spouse’s interest reflects its proportionate share of the increase or decrease in the value of the entire property interest.  Reg. 20.2056(b)-7(d)(2) incorporates this into the QTIP regulations by reference.  This regulation applies to interests passing under wills and revocable trusts of decedents dying after October 24, 1992.  For transfers on or before October 24, 1992 see Reg. 20.2056(b)-5(c)(3).  See also Reg. 20.2056(b)-7(b)(2).




a.
The QTIP portion property subjected to a partial election must reflect its proportionate share of any increase or decline in value of the whole of the property. 




b.
The fraction or percentage share may be defined by a means of a formula and expressed in a manner necessary to reduce the decedent's federal estate tax liability to zero.  PLR 8337071, 8301050, 8318070 and Reg. 20.2056(b)-7(h), Examples 7 and 8.  Use of the formula to make the partial QTIP election is an important option since changes can be made on audit and an election once made is irrevocable.  Use of a formula protects against the use of a specific fraction or percentage if the values change on audit.  Thus, an executor is unable to make a post audit election to take full advantage of the unlimited marital deduction where the audit increases the taxable estate. For example, see PLR 8722010 where an executor was not permitted to modify a previously made formula election to take into account an additional lifetime gift and to thereby increase the applicable election percentage.  The formula election did not direct that prior gifts be taken into consideration in determining the applicable election percentage.  See also PLR 8728005.  The executor should use a self-adjusting fractional formula of which the numerator is the amount needed to reduce the estate taxes to the lowest possible amount and the denominator is the value of the fund against which the fraction is applied.  For examples of a formula that didn’t work, see PLR 9327005 and one that did, see PLR 9724016.




c.
A partial QTIP election can be a very useful post-mortem estate planning tool.  For example, it can allow the executor to equalize the estate of a husband and wife if the surviving spouse dies shortly after the decedent or it appears likely that the surviving spouse will die within a relatively short time thereafter.




d. 
If a partial QTIP election is made, the amount included in the estate of the surviving spouse is the fair market value at the date of death or alternate valuation date of the entire interest times the fractional or percentage share.  Reg. 20.2044-1(d)(1).




e.
The QTIP trust for which a partial election has been made may be divided into two separate trusts to reflect the partial election if authorized under the governing instrument or otherwise permissible under local law.  Reg. 20.2056(b)-7(b)(2)(ii).  If a QTIP deduction was taken only for a severed portion, only the severed portion is includible in the surviving spouse’s estate.  Reg. 20.2044-1(d)(4); Reg. 20.2056(b)-7(h), Example 9.  If the severance of the trust into separate trusts to reflect the QTIP election is not provided for in the governing instrument or otherwise allowed under local law, permission of the probate court may be necessary.





(i)
Any such division must be accomplished no later than the end of the period of estate administration. Reg. 20.2056(b)-7(b)(2)(ii).





(ii)
If, at the time of the filing of the estate tax return, the trust has not yet been divided, the intent to divide the trust must be unequivocally signified on the estate tax return.  Reg. 20.2056(b)-7(b)(2)(ii).





(iii)
The division of the trust must be done on a fractional or percentage basis to reflect the partial election.  However, the separate trusts do not have to be funded with a pro rata portion of each asset held by the undivided trust. Reg. 20.2056(b)-7(b)(2)(ii)(B).  Note that a trust may be divided only if the fiduciary is required, either by applicable local law or by the express or implied provisions of the governing instrument, to divide the trust on the basis of the fair market value of the assets of the trust at the time of the division. Reg. 20.2056(b)-7(b)(2)(ii)(C).




f.
It is generally advisable to sever the trust into the elected and non-elected portions.  It is generally not advisable to have a portion of one trust treated as QTIP instead of creating separate trusts, one of which is to be a QTIP in its entirety.





(i)
A single trust for which a partial QTIP election is made requires all of the income to be paid annually to the surviving spouse for life.  If the trust is severed into two separate trusts, one for the QTIP and one for the non-QTIP, the non-QTIP trust can provide that the income be accumulated and/or individuals other than the spouse could be named as beneficiaries, receiving income and/or principal.

(ii) The spouse may be entitled to receive principal from the QTIP.  If so, and if a partial election is made for one trust (as opposed to severing the trusts) under state law any distributions of principal may have to be made pro rata from the entire corpus of the single trust, as opposed to being made entirely from the segregated QTIP trust.  As a result, the spouse may end up with a larger estate than if separate trusts were used and the principal was paid from the QTIP trust.




g.
If separate trusts are not created but a partial election is made, Reg. 20.2044-1(d)(3) makes it clear that principal invasions can be made from the portion as to which the QTIP election was made, before any invasions are made from the nonelected share.  Generally, a taxpayer will want all distributions allocated against the portion for which the QTIP election was made.  Thus, property included in the surviving spouse’s estate is reduced by invasions from the QTIP trust as though no invasions were made from the nonelected portion and no distributions were made from the nonmarital trust. Reg. 20.2044-1(e), Example 4.

i. Sample language to obtain the above result might be as follows:  “If a valid election is made to treat only a fraction or percentage of the trust as qualifying for the federal estate tax marital deduction, all distributions of principal from the trust will first reduce that fraction or percentage of the trust that qualified for the federal estate tax marital deduction in my estate.”


I.
Result of the Election.



1.
The entire value of the property (not simply the income interest) qualifies for the marital deduction.



2.
To the extent not consumed or transferred, the property will be included in the surviving spouse's gross estate (assuming that (2519 did not apply to the interest).  §2044.




a.
There is a presumption that whenever a decedent possesses a qualifying income interest, a deduction was taken under §2056(b)(7) at the first spouse's death.  The executor has the burden of overcoming this presumption. Reg. 20.2044-1(c).  The executor can overcome the presumption by establishing that no deduction was taken under (2056(b)(7) (by producing a copy of the estate tax return of the estate of the first spouse to die), that no return was filed on the original transfer by the decedent because the value of the first spouse’s gross estate was below the (6018 filing requirement, or that the transfer creating the decedent’s qualifying income interest for life was made before the effective date of (2056(b)(7).




b.
There is an exception where a fractional election has been made or where the instrument requires that principal payments to the spouse be charged first to the QTIP share.




c.
Recordkeeping is extremely important to meet the executor's burden of proof.




d.
Undistributed income earned between the last distribution date and the date of death is included in the gross estate of the decedent who held the income interest even if the trust instrument gives the right to this accrued income to the successor beneficiary.  Reg. 20.2044-1(d)(2) and Reg. 20.2056(b)-7(d)(4). 



3.
The assets included in a QTIP receive a step up in basis at the death of both spouses.    §2044(c); Reg. 20.2044-1(b).  (2044 requires that QTIP property be included in the gross estate of a decedent.  (1014 provides that the basis of property acquired from a decedent will have a basis equal to the value of the property on the date of the decedent’s death (or its alternate valuation date).  (2044(c) provides that property included in a decedent’s gross estate under (2044(a) shall be treated as passing from the decedent and accordingly will receive a step-up in basis.



4.
If the surviving spouse transfers the income interest of the QTIP for less than adequate consideration, two separate transfers are deemed to have been made:




a.
A transfer of the income interest which is taxable under §2511.




b.
A transfer of all other interests in the property which is taxable under §2519.





Example: A spouse has a qualifying income interest in a $400,000 trust and the current value of the income interest is $100,000.  If the spouse transfers her income interest to her children, she is deemed to have made a gift of her income interest ($100,000) under §2511 and all of the other interests ($300,000) under §2519. Regs. 25.2519-1(g), Example 1.





Example:  Assume the same facts as in the previous example, except the spouse transfers 40% of her income interest to her children.  The spouse is deemed to have made a gift of 40% of her income interest ($40,000) and the entire remainder interest ($300,000).  In addition, a portion of the property is included in the spouse's estate under §2036; Reg. 25.2519-1(g), Example 4.



5.
Unless the surviving spouse's will provides otherwise, her estate can recover from the person receiving the property the federal estate tax paid (incremental amount) as a result of the inclusion of the value of the property in the spouse's gross estate.  When a trust is to continue following the death of a spouse, Reg. 20.2207A-1(d) makes the trustee the person receiving the property.  §2207A(a).  If the surviving spouse made a lifetime transfer, she has the right to recover the gift tax paid from the donee. §2207A(b).




a.
The failure of the spouse or her estate to pursue recovery (unless her will waives recovery) is a transfer, for gift tax purposes, of the unrecovered amount from the person who would have benefited from the recovery to the person for whom such recovery could have been obtained. Reg. 20.2207A-1(a)(2).  The transfer is considered made when the right of recovery is no longer enforceable under applicable local law. Reg. 20.2207A-1(a)(2).      This rule is inapplicable to the extent that the decedent's will provides that a recovery shall not be made or to the extent that that the beneficiaries cannot compel recovery. Reg. 20.2207A-1(a)(3).




b.
Delay in recovery in gift tax is an interest free loan with "the appropriate gift tax consequences". Reg. 25.2207A-1(a)(2).




c.
The Taxpayer Relief Act of 1997 amended (2207A for estates of decedent’s dying after August 5, 1997 to provide that the right of recovery under (2207A(a)(1) does not apply to the extent the decedent in “a will (or revocable trust) specifically indicates an intent to waive any right of recovery.” (2207A(a)(2) as amended by the Taxpayer Relief Act of 1997. Thus, after August 5, 1997 an “all tax from residue” clause will not waive the right of recovery.  It is still unclear what constitutes “specific indication” under the statute.  




d.
States may have statutes that prevent an inadvertent override of §2207A recovery by an “all taxes from residue” clause.  For example, M.G.L. Chapter 191 §1A subsection 6 prevents an inadvertent override of §2207A by a standard tax clause.  


J.
Post Mortem Tax Planning with the QTIP election.



1.
Unnecessary QTIP elections.  An executor may find that he had made a QTIP election that was not necessary to avoid estate tax i.e. where the estate does not require the QTIP election to reduce the estate tax to zero.  In Rev. Proc. 2001-38, 2001-24 I.R.B. 1335, the IRS provides relief for unnecessary QTIP elections.  If the estate complies with the procedures listed in Rev. Proc. 2001-38 the IRS will disregard the QTIP election, treating it as null and void for purposes of §§2044, 2056(b)(7), 2519(a) and 2652.

a.
Rev. Proc. 2001-38 is intended to address two situations:  (1) where a QTIP election is made for a marital trust and the taxable estate (without the marital deduction) is below the applicable exclusion amount under §2010(c) and (2) where a QTIP election is mistakenly made for a credit shelter trust that otherwise qualified as a QTIP trust.  In both situations, the QTIP election was not necessary because no estate tax would be payable whether or not the QTIP election was made for the trust at issue.  

b.  Treating the QTIP election as null and void means that (1) the value of the QTIP property will not be included in the gross estate of the surviving spouse under §2044, (2) the disposition of all or part of the QTIP property will not be treated as a transfer of all interests in the property other than the qualifying income interest under §2519 and (3) the surviving spouse will not be treated as the transferor of the property for generation-skipping purposes under §2652.



2.  
The QTIP election can be used to optimize an underfunded marital share.  




Example:  The decedent dies in 2008 leaving an estate of $5 million and a will executed in 1978 leaving his wife 1/2 of his estate outright and the residue of his estate to a trust which pays her the income for life and the remainder to his daughter.  Since the decedent's marital deduction is $2,500,000 under the 1978 will and the exemption equivalent of the "applicable credit amount” is $2,000,000, the decedent's estate will pay a federal estate tax on $500,000 (assuming no debts and expenses), unless the decedent's executor elects to have a fraction ($500,000 over $2,500,000) of the residue qualify as QTIP.



3. 
The QTIP election can also be utilized to take full advantage of the applicable credit amount (the current name for the old unified credit).




Example:  The decedent dies in 2008 leaving an estate of $5,000,000.  In his will he makes a cash gift of $50,000 to his son and leaves the residue in a trust for his wife.  The wife receives the income for life and on her death the principal is paid to the son.  The decedent's executor can eliminate the federal estate taxes by electing to qualify the entire trust as QTIP.  However, this will cause unnecessary tax at the surviving spouse's death.  Instead, the decedent's executor should elect QTIP treatment for the smallest fractional share of the trust necessary to eliminate the federal estate tax.  This way, the decedent's executor takes advantage of the applicable credit amount in the decedent's estate.



4.
The QTIP election can be used to maximize use of the generation-skipping exemption.

Example:  The decedent dies in 2008 leaving an estate of $5,000,000 that is divided into a $3,000,000 QTIP trust and a $2,000,000 credit shelter trust. The credit shelter trust will be distributed to his children but he wants the remainder of the marital trust to continue after his spouse’s death as a generation-skipping trust for the benefit of his issue.  The decedent’s executor elects to qualify the QTIP trust for the marital deduction.  In addition, the executor makes a reverse QTIP election for a portion of the QTIP trust so that the decedent is treated as the transferor of a portion of the QTIP trust and can assign his generation-skipping tax exemption to a segregated portion of the trust so that distributions to his issue from the trust are not subject to the generation skipping tax.  Absent the QTIP election, the decedent would not be treated as the transferor of the segregated portion of the QTIP, a reverse QTIP election could not be made and no part of the decedent’s generation-skipping tax exemption could be assigned to the segregated QTIP trust.



5.
Property for which the QTIP election is not made can be redirected away from the spouse.  Estate of Clayton v. Commissioner 976 F.2d 1486 (5th Cir.1992) gives an executor a valuable planning opportunity.  Pursuant to the Clayton case, the portion of a trust qualifying for the QTIP election for which the executor does not make a QTIP election can be redirected away from the spouse to other beneficiaries.  This gives the executor a post-mortem opportunity to look at the estate and determine how much to qualify for the marital deduction.  Unlike a partial QTIP election where the unelected portion must remain in the trust paying the net income to the surviving spouse, the Clayton case gives the executor the opportunity to not make a QTIP election for all or a portion of the trust and have the non-elected portion pass to other beneficiaries named in the trust document.  Obviously, when drafting the trust document the attorney should take the possibility of a Clayton “election” into consideration so that the document and the takers in default of a QTIP election can be planned for in advance.



6.
The QTIP election can be used to equalize the federal estate tax bracket of both spouses.  See the example in section K. 3. below.



7.
The value of the §2013 previously taxed property credit may be more valuable than the deferral provided by the marital deduction depending upon the life expectancy of the surviving spouse.


K.
Use of QTIP election to equalize estate tax bracket of both spouses.



1.
The lowest combined estate tax liability for a husband and wife's estates is realized if the estates were of equal size (not taking into account the time value of money).  In equalizing the estates of both spouses, the applicable credit amounts and lower tax brackets of each estate would be fully utilized.



2.
Post death equalization can be obtained only if the spouse with the larger estate dies first and the marital deduction is used.



3.
Usually, equalization involves not making full use of the marital deduction in the estate of the first spouse to die.




Example:  If the husband had an estate of $4,500,000 and the wife had an estate of $100,000 and the husband died first, equalization would involve a marital deduction bequest of $2,200,000 from the husband to the wife.  This could be accomplished by making a partial QTIP election. This would result in a $2,300,000 taxable estate for each of the husband and the wife.  This would result in an estate tax being payable on the husband's death.  Notice that this example does not take into consideration the time value of money.  Alternatively, an optimal marital deduction coupled with the applicable credit amount would eliminate estate tax in the husband's estate permitting estate tax deferral until the wife's subsequent death.




a.
If the surviving spouse is young and healthy, deferral would normally be preferred.




b.
If the surviving spouse is older or ill, it may be advisable to equalize the estates by paying some tax in the estate of the first to die.




c.
The estate tax savings accomplished by equalization of both spouse's estates is enhanced by the availability of the tax on prior transfers (TPT) credit allowed under §2013.  §2013 allows a credit against the surviving spouse's estate for taxes paid on prior transfers from the estate of the first to die if death occurs within 10 years.




d.
One problem with deciding to equalize the estates or to defer the estate tax is in estimating the value of the deferral.  To estimate the value of the deferral, take an assumed interest rate and multiply it by the amount of the deferred tax.  Compare the total accumulation during the deferral period with the amount of extra tax payable on the surviving spouse's estate.




e.
The purpose of equalization is to pay part of the estate tax when the first spouse dies so as to eliminate a portion of the first spouse's estate from tax when the surviving spouse dies.  Consideration must be given to the fact that the portion of the first spouse's estate which is not taxed in the surviving spouse's estate may grow during the deferral period.




f.
Equalization of the estate tax bracket will result in loss of the use of the tax dollars that must be paid on the first spouse's death.  Equalization may thus be disadvantageous if the surviving spouse lives for an extended period of time after the death of the first spouse.



4.
Practical application.




a.   
It will usually be advisable to forego the QTIP election to equalize the estate tax brackets where the surviving spouse dies within nine months (or within the period of any extension of any time to file the estate tax return), or where because of age or physical condition, the spouse is not expected to live very long.  In most other cases, defer taxes by making the QTIP election.


L.
Liability of Executor for QTIP Election.



1.
Generally, there should be no exposure to the executor if the executor is directed by the will to make the QTIP election or the will provides for exoneration of the executor if the QTIP election is made.



2.
If there is neither direction in a will nor a clause exonerating the executor for the QTIP election, are equitable adjustments necessary?


M.
If the deaths of the husband and the wife occur close together, the executors of both estates can determine to what extent the QTIP election should be used.



1.
In most cases, the election would not be made at all unless the estate of the spouse who died first was larger than the second spouse's estate.  In that case, the election would be used to equalize the estates to the extent possible.



2.
If the deaths of both spouses do not occur close in time or simultaneously, the executor of the estate of the spouse who died may have a difficult decision to make whether and to what extent the election should be exercised.  The executor should be aware that the time to make the election is extended if the time to file the estate tax return is extended under §6081(a).  The maximum extension allowable is six months.  Thus, the executor has a period of up to 15 months after the date of death during which to review the situation and to make a decision as to whether the QTIP election should be made.


N.
Use of the QTIP election versus a disclaimer as a post mortem planning device to prevent overqualification of the marital deduction.



1.
QTIP election is made by the executor.  The disclaimer is made by the spouse.  It may be difficult to convince a spouse to disclaim or to obtain court approval if the spouse is under conservatorship or dies.



2.
QTIP election can be made on the federal estate tax return, including extensions.  This allows the executor at least 15 months after death to decide whether to make a QTIP election.  Disclaimers must be made within 9 months of death.



3.
Whether or not the QTIP election is made, the spouse must receive all the trust income for life.  The portion of the trust for which the QTIP election is not made can be transferred to a spray trust.  Alternatively, property which is disclaimed by a spouse may fall into a separate trust which has provisions for the benefit of the surviving spouse.



4.
If a partial disclaimer is made, invasions of principal can be made from the marital share to reduce estate taxes on a surviving spouse's death.  If a partial QTIP election is made, invasions of principal may have to be made pro rata from the qualified share and the nonqualified share, unless the instrument authorizes payments from the qualified portion first.

VI.
Medical Expenses


A.
Medical expenses paid within one year after the decedent’s death may be claimed as deductions on either the decedent’s final income tax return (§213(d)(1)) or on the estate tax return (§2053), but not on both.


B.
A medical expense incurred by the decedent but not paid before his death is deductible under §2053(a) as a debt on the decedent's estate tax return.


C.  
Under §213(c), the executor may elect to deduct medical expenses on the decedent's income tax return for the year in which they were incurred, provided they are paid by the estate within one year after the decedent's death.



1.
To make the election, the executor must file, in duplicate:




a.
A statement that the amount has not been allowed as a deduction under §2053 in computing the taxable estate of the decedent; and




b.
a waiver of the right to have such amount allowed at any time as a deduction under §2053.  The statement and waiver must be filed with, or for association with, the return, amended return, or claim for a credit or refund for the decedent covering any taxable year for which a medical expense is claimed as a deduction.  Reg. 1.213-1(d)(2).



2.
The election can be made as to some or all of the qualifying expenses.  Rev. Rul. 77-357, 1977-2 C.B. 328.  The portion not allowed as a deduction for income tax purposes is not deductible on the estate tax return as a claim against the estate. Rev. Rul. 77-357, 1977-2 C.B. 328.

3.
The decision to take medical expenses as an income tax deduction or an estate tax deduction should keep in mind that:




a. 
Medical expenses are only deductible to the extent they exceed 7.5% of the decedent’s adjusted gross income.  Thus, a portion of the medical expenses taken on the decedent’s income tax return may not be deductible.        




b.
Medical expenses which are claimed as an estate tax deduction will increase the decedent’s income tax in the year of death but that any increased income tax will be deductible on the estate tax return as a debt of the decedent.



4. 
If the estate is entitled to an unlimited marital deduction, the deduction for medical expenses will be wasted if claimed as an estate tax deduction.



5.   
If the will contains a marital deduction formula, the use of the election (i.e., deducting medical expenses on the income tax return) could increase the marital bequest in two ways:

a. The election will reduce the liability for medical expenses deducted on the federal estate tax return; or

b. The use of the medical expenses as an income tax deduction will reduce the liability for income taxes, which are deductible on the federal estate tax return.  Both results will increase the adjusted gross estate and, hence, the marital deduction.

c. Consideration should also be given to who (or which share – the marital trust or the credit shelter trust) bears the burden of the payment of the medical expense.

VII.
Post Mortem Estate Planning on the Death of a Partner


A.
A partnership has its own basis for its assets and this basis is separate and distinct from the basis that each partner has for his partnership interest.

B.
A partner may sell his partnership interest without affecting the basis of the partnership's assets.  §743(a).


C.
Effect of a partner's death on his distributive share of partnership income for the year of death.



1.
Prior to the Tax Reform Act of 1997, the general rule was that the tax year of a partnership was closed with respect to a partner whose entire interest was sold, exchanged or liquidated, but did not terminate with respect to a partner upon the death of a partner.  Thus, generally a deceased partner’s share of partnership items for the partnership year in which he died was taxed to his successor in interest, rather than on the deceased partner’s final income tax return. 



2.
The Tax Reform Act of 1997 amended (706(c)(2)(A) effective for partnership tax years beginning after 1997 to provide that the partnership tax year closes with respect to the interest of a deceased partner (but not as to the other partners) whose interest terminates as a result of death.  Thus, under (706(c)(2)(A) as amended by the Tax Reform Act of 1997, the partnership year terminates with respect to a partner whose interest terminates by death, liquidation, or otherwise.




a.  
If the partnership taxable year is the same as the deceased partner’s taxable year, all the partnership income earned during the decedent’s final taxable year will be taxed on his final return.  Where the partnership tax year is not a calendar year, the closing of the partnership tax year with respect to the deceased partner may cause a “bunching” of income, i.e. the deceased partner’s final return will have to include more than one full year’s income. For example, if the partnership has a taxable year ending January 31 and a partner dies on December 31, it will be necessary to report 23 months of partnership income on the decedent’s final return. 




b.
In the case of a sale or exchange or a liquidation of a partner's entire interest, a partnership's taxable year closes with respect to the withdrawing partner.  The partner's distributive share of partnership income or loss is determined to the date of withdrawal and the income or loss is included in the partner's return for the year of withdrawal.  §706(c)(2)(A).




c.
As a result of the changes made by the Tax Reform Act of 1997, the transfer of a partner's interest at death now triggers the above result because death results in the termination of the partnership.  Thus, the partnership year ends as to the deceased partner on the date of the deceased partner’s death. The deceased partner's distributive share of partnership income or loss is determined to the date of death and the income or loss is included in the partner's final income tax return.  In other words, the deceased partner’s final return will include his distributive share of partnership income for the period beginning with the first day of the partnership taxable year and ending with the date of death.  This eliminates the possibility of any pre-death partnership income being taxed to the estate or successors in interest as income in respect of a decedent.     





(i)
The amended law is now consistent with §706(d)(1), which provides that when in any taxable year of a partnership there is a change in any partner's interest in the partnership, each partner's distributive share of partnership income is to be determined by taking into account the varying interests of the partner during the taxable year.  Thus, it appears that this provision requires a proration of the partnership income between the portion of the year during which the partner was alive and the portion of the year subsequent to his death.



3.
If the partnership terminates on the death of a partner, its taxable year closes as to all partners.  §706(c)(1).  A partnership is terminated if either:




a.
No part of the business continues to be carried on by any of its partners in the partnership or 




b.
Within a twelve month period there is a sale or exchange of 50% or more of the total interest in the partnership.



4.
The rule that the entire partnership income up to the date of death is taxable on the deceased partner's final income tax return applies whether or not the deceased partner made withdrawals prior to his death.  This may present a cash flow problem on the deceased partner’s final income tax return.  For example, a partner who has not taken any distributions of partnership income prior to his death, will have his share of the partnership income attributable to the period prior to his death included on his final income tax return but the person responsible for paying his final income tax may not have the cash available to pay the income tax on the deceased partner’s share of partnership income which is included in his final return.




a.
Notice that in the year of death a married deceased partner will be able to take advantage of the joint income tax rates for the deceased partner’s share of the partnership income.  This is because the final joint individual income tax return will include the deceased partner's share of partnership income i.e. the portion of the partnership income from the beginning of the partnership tax year through the partner’s date of death.



5. 
Alternatively, a deceased partner who withdrew his share of the partnership income prior to his death may leave the successor in interest of his partnership without sufficient cash to pay the tax on the successor partner’s share of the partnership income for the year of death i.e. the partnership income attributable to the day after the deceased partner’s death until the end of the partnership year which must be reported by the successor in interest.


D.
Planning to avoid the shift of income problem.



1.
Predeath planning.




a.
A partner who holds his partnership interest in joint tenancy with his spouse insures that the partnership interest will pass to his surviving spouse immediately upon his death.




b.
If a partner "designates a person to succeed to his interest in the partnership after his death," the person designated will be recognized as the partner's successor in interest for tax purposes.  Thus, the partner can designate his spouse as a successor in interest.  The spouse will then file a joint return for the year of death and include the partner's entire share of partnership income in the joint return.  Reg. 1.706-1(c)(3)(iii).





(i)
Maximum flexibility can be obtained if a trust is designated as a successor in interest under §663(b).  A trust has 65 days after the end of its taxable year to elect to have distributions made after the end of the year as having been made on the last day of the prior year.  If a partner dies late in the year, a calendar year trust may distribute its income until March 6 (March 5 if a leap year) of the following year and still have the income treated as distributed on December 31.



2.
Post Death Planning.




a.
Methods for having the partnership income for the year of death taxed to the surviving spouse on the final joint return.





(i)
If the deceased partner’s estate is the successor in interest of the decedent’s partnership interest and the estate’s fiscal year ends before December 31, the executor can distribute the entire partnership interest before the end of the year to the spouse, if applicable.  The spouse will be considered as the deceased partner's successor in interest.  Reg. 1.706-1(c)(3)(vi), Example 3.  If the distribution does not constitute a sale or exchange of the partnership interest, the entire distributive share of the deceased partner will be taxed to the distributee, assuming the distributee is the holder of the partnership interest on the last day of the partnership's taxable year.





(ii)
If the deceased partner’s estate is the successor in interest of the decedent’s partnership interest, the executor of the deceased partner can make a preliminary distribution of cash or other property which will carry out the estate's distributable net income.  This will cause the income of the estate to be taxed to the distributee, presumably, the surviving spouse on a joint return.  Here it is not necessary to distribute the partnership interest.  For this to be successful the estate's taxable year must end with or after the end of the partnership's taxable year.  The taxable year of the estate must end with or before the taxable year of the surviving spouse or other distributee.  Note also that the executor may not be willing to make a distribution pending the running of the applicable creditors' claims period.  The executor may have difficulty in making a distribution to one beneficiary to the exclusion of others.  




b.
If the deceased partner’s estate is the successor in interest of the decedent’s partnership interest, if there is no surviving spouse or if it is impossible to make an appropriate distribution to carry out the estate's distributable net income, the executor should make the estate's first fiscal year as long as possible.  The executor may then incur deductible expenses which will help shelter the partnership income taxable to the estate.


E.
§691 and partnership income.



1.
Prior to the Tax Reform Act of 1997, the share of the partnership income attributable to the portion of the year that the deceased partner was alive and was later distributed to the deceased partner’s successor in interest was income in respect of a decedent, assuming that the partnership agreement didn’t state that death resulted in the termination of the partnership or that there was not a binding agreement existing at the date of death that required the purchase of the deceased partner’s interest as of the date of death.  §753. See Reg. 1.706-1(c)(3).




a.
Under pre-Tax Reform Act of 1997 law, the successor in interest could take advantage of the 691(c) deduction for income attributable to the period prior to the partner's death.




b.
Pre-Tax Reform Act of 1997 law allowed the pro-ration of the partner's distributive share between the pre-death period and the post death period to be made in any fair and consistent manner.  For example, the partnership may have an interim closing of its books, it may prorate the income on a daily or monthly basis, or use any other reasonable method.



2.
Since the Tax Reform Act of 1997 now treats a partner’s death as closing the partnership year, the predeath portion of the partner's distributive share is taxed on the deceased partner's final income tax return and does not constitute income in respect of a decedent.  IRC 706(c)(2)(A)(i).

3. Under pre-Tax Reform Act of 1997 law, the predeath portion of a deceased partner's distributive share was income in respect of a decedent and as such, did not receive a new basis under §1014.  However, once the entire year's partnership income was taxed to the deceased partner's successor in interest, a new basis was obtained because the basis of the partnership in the hands of the estate was increased by the entire amount of the income that was recognized.  §705(a)(1)(A).



4. 
Partnership Interests.  If the decedent was a member of a partnership, IRD can arise in one of four ways:  (1) partnership income attributable to the period before the decedent’s death; (2) post-death collection of receivables owned by the partnership that would have been IRD receivables if owned by the decedent directly; (3) amounts received on account of the sale or exchange of the decedent’s partnership interest; and (4) amounts payable by the partnership in liquidation of the decedent’s partnership interest.




a.       Partnership income attributable to the period before the decedent’s death. For partnership tax years beginning after December 31, 1997, the taxable year of a partnership closes with respect to a partner whose entire interest in the partnership terminates, whether by death, liquidation or otherwise. Thus, a decedent’s entire share of income, gain, loss, deduction or credit for the partnership year in which death occurs is taxed to the decedent on his final individual income tax return.  Since the income for the period before death is reported on the partner’s final income tax return, there is no IRD.  The decedent’s estate or other successor in interest reports the income or loss for the portion of the partnership’s taxable year that occurs after the decedent’s death as a non-IRD item.




b.
Post-death collection of receivables owned by the partnership that would have been IRD receivables if owned by the decedent directly.  Two court decisions hold that the estate’s share of partnership items that would be IRD if held directly by the estate are IRD. George Edward Quick Trust v. Comm., 54 T.C. 1336, aff’d per curiam, 444 F2d 90 (8th Cir. 1971); Woodhall v. Comm. 454 F.2d 226 (9th Cir. 1972). See also Rev. Rul. 66-325, 1966-2 C.B. 249.  The court in these two cases held that the decedent’s partnership interest does not receive a basis step-up at death with respect to the decedent’s share of partnership receivables since these unrealized receivables would not receive a basis step-up if the receivables were owned by the decedent outside the partnership.  Thus, to the extent that the value of the decedent’s partnership interest is attributable to unrealized receivables, the post-death basis to the estate must be reduced by the value of the receivables because the receivables constitute IRD which is not entitled to a step-up in basis.




c.
Amounts received on account of the sale or exchange of the decedent’s partnership interest.  If the partnership’s interest consists of unrealized accounts receivable, the receivable component of the decedent’s partnership interest does not get a step-up in basis.  This causes the receivable component to be recognized as ordinary income upon the sale of the decedent’s partnership interest.




d.
Amounts payable by the partnership in liquidation of the decedent’s partnership interest. §753 expressly provides that a partnership’s right to receive payments described in §736(a) constitute IRD.  A partnership agreement may provide that when a partner dies, the decedent’s partnership interest will be liquidated through payments made over a number of years.  If the payments are treated as property distributions, they are not deductible by the partnership nor includable in the income of the recipient.  If the payments are treated as distributive shares of partnership income or guaranteed payments under §707, §736(a) (via §753) treats the payments as IRD when made to the recipient.  As a result, the recipient receives no step-up in basis and the payments are fully includable in gross income when received.


F.
Effect of Partner's Death on Partnership Basis.



1.  
A partner’s basis for his partnership interest is separate and distinct from the partnership’s own basis in the underlying assets of the partnership. (705.



2.
The basis of a deceased partner's partnership interest is its fair market value on the date of death or on the alternate valuation date.  §1014(a).  The basis of a partnership interest is increased by the estate's share of partnership liabilities as of the date of death or as of the alternate valuation date.  Reg. 1.742-1.  The basis is also reduced to the extent that such value is attributable to items constituting income in respect of a decedent (e.g., accounts receivable).



3.
The partnership does not receive a new basis for the partnership assets upon the death of the partner.  §743(a).




a.
Notice that there is a discrepancy between the estate's basis for its partnership interest (the estate gets a stepped up basis in the partner's interest in the partnership under §1014)) and the partnership's basis for the partnership property (the partnership retains the historical cost basis for the partnership assets under §743(a)).  The partnership may adjust the basis of its assets attributable to the interest of the deceased partner.  §743(b).  The partnership may make an adjustment to its basis in its assets by making a partnership election under §754.  The disparity is illustrated by the following example:





Example:  Assume that A and B form a partnership and each partner contributes $50,000 in cash.  The partnership purchases a parcel of land for $100,000.  When partner B dies, the fair market value of the land is $500,000.  B's basis in his partnership interest during his lifetime was $50,000; B's estate will be taxed on the partnership interest having a fair market value of $250,000 (1/2 of the $500,000 fair market value).  B's estate has a $250,000 basis for his partnership interest.  If the partnership sells the land for $500,000 following B's death, the partnership will realize a gain of $400,000 (selling price of $500,000 minus partnership's basis of $100,000).  A and the estate of B will each include $200,000 of this gain in gross income.  If B's estate had sold its interest in the partnership for $250,000, it would have no gain or loss on the sale.  (Selling price - $250,000 that goes to A less stepped-up basis - $250,000.)  Note that if B had owned his one-half interest in the property outright rather than in partnership form, his estate would have a basis in his one-half interest of $250,000 and a sale of his one-half interest for $250,000 would not cause his estate to realize any gain.




b.
Although the estate will benefit from the stepped-up basis when the partnership interest is sold, if the underlying assets are sold, a gain may be realized and the advantage of the stepped-up basis for the partnership interest may be lost or deferred.  The estate will be taxed on its share of the gain on the sale of the assets under (702(a) and will receive an upward adjustment of the basis of its partnership interest under (705(a)(1).



4.
Section 754 allows the partnership to make an election to adjust the basis of partnership property to eliminate the disparity illustrated above.  The election may be made in the manner provided in §743 whenever there is a transfer of a partnership interest by sale or exchange or by reason of death of a partner or in the manner provided in §734 whenever there is a distribution of property by the partnership to a partner,  If this election is in effect when the partner dies or is made on or before the due date for the partnership return for the year in which the partner dies, the basis of the partnership assets, as far as the partner’s estate is concerned, will be their estate tax value.  Regs. 1.743-1(b) and 1.754-1(b)(1).




a.  
The election is automatically effective if it was made before the partner’s death and was not revoked.  Reg. 1.754-1(b).



5.
The basis adjustment is available if the election is made under §754 for the taxable year for the partnership and in which death occurs.  §743(b), §754(a).  The election must be made by the partnership in a written statement filed with the partnership return for the taxable year in which a distribution or transfer takes place (the year in which the partner dies).  Reg. 1.754-1(b)(1).  The statement must (1) give the name and address of the partnership making the election; (2) declare that the partnership elects under §754 to apply the provisions of §734(b) and §743(b); and (3) be signed by any one of the partners.  Reg. 1.754-1(b)(1).




a.
Notice that the (754 election must be made by the partnership.  If the partnership is unwilling to make the election, the executor has little recourse.

b.
Once a §754 election is made it remains in affect for the entire term of the partnership and it applies to all distributions of property by the partnership and to all transfers of interests in the partnership during the taxable year for which such election was filed and all subsequent years until revoked. Thus, the §754 election may work to the other partners’ disadvantage because they will be bound by the election on their deaths and on sales or transfers of their interests.  The partnership may only revoke the election with the consent of the IRS by showing reasonable grounds for the revocation.  Reg. 1.754-1(c)(1).

(i) A §754 election may be a good idea at the death of one partner but may not be advisable as future partners die or sell their partnership interests.  If so, the partnership may want to seek to have its §754 election revoked before the occurrence of such events.  If the IRS will not consent to the revocation of a prior §754 election, the partnership should consider terminating the partnership under §708.  A sale of greater than 50% of the total interests in the partnership capital and profits within any 12-month period can cause a termination of the current partnership and the creation of a new partnership for Federal income tax purposes.  §708(b)(1)(B).  The new partnership will not be bound by the old §754 election.

(ii) The IRS has discretion to grant an extension of time to make the §754 election.

c. 
Caution should be exercised when making a §754 election for a limited partnership interest in a family limited partnership.  The valuation discount available for estate tax purposes for the family limited partnership interest may make a §754 election look like it will “step-up” the inside basis of the partnership’s assets when, in fact, the valuation discounts will cause the includible partnership interest to have declined in value.  See Steinberg & Hesch, “Death of a Partner and §754 Elections: Income Tax Traps,” 31 Tax Mgmt. Est. Gifts & Tr. J. 56 (Jan, 2006). In that case, a §754 election is not advisable.


d.
A partnership may revoke a §754 election with the approval of the IRS.  Reg. 1.754-1(c).  See Notice 2003-19 for the proper filing location for revocation applications.

e. A partnership may be reluctant to make a §754 election because of the increased administration and record-keeping required.  In some cases, an offer by the deceased partner’s estate to reimburse the partnership for these expenses may be enough to convince the partnership to make the §754 election.

f. §754 election by a partnership upon the death of a partner affects the transferee (deceased) partner only.

g. It should be noted that the American Jobs Creation Act of 2004 makes certain basis adjustments under §743 mandatory upon the transfer of partnership interests.  The Act modified §743 to provide that a basis adjustment is mandatory after the transfer (including a transfer at death) of a partnership interest if the partnership has a “substantial built-in loss” after the transfer.  A partnership has a substantial built-in loss if immediately after the transfer the partnership’s adjusted basis in its property exceeds its fair market value by more than $250,000.  Thus, even though the partnership does not have a §754 election in place and is not contemplating making the election, §743 now requires that the partnership make a negative basis adjustment in the transferee partner’s basis of the partnership assets.



6.  
If no election is made under (754, the estate is permitted to make a somewhat more limited election under (732(d) that does not affect the other partners.  That election is made by filing a schedule containing notification of such election with the tax return: (1) for the year of the distribution (if any property distributed is subject to depreciation, depletion or amortization); or (2) for the first year in which the basis of the distributed property is pertinent to determining his income tax.  Reg. 1.732-1(d)(2).  Under the (732(d) election, any property distributed to the estate within two years after the date of death of the partner will receive a basis equal to its estate tax value.  Thus, if a partnership is not willing to make a §754 election but is willing to make a distribution of partnership assets (other than cash) to the deceased partner’s estate within two years of the partner’s death, a result similar to the §754 election may be obtained.



7.
The election under (754, unlike that under (732(d), can be made only by the partnership and once made there is a mandatory basis adjustment for the remaining partnership assets whenever a distribution is made and a mandatory adjustment to the partnership assets whenever a partnership interest is transferred by sale or by death.

VIII. Stock in S Corporations


 1.
Only certain types of trusts are permissible S corporation shareholders.  Thus, the executor must exercise care in determining whether to distribute S corporation stock to a trust.



a.
The death of a shareholder does not terminate the corporation’s status as an S corporation.  A decedent’s estate is an eligible shareholder of an S corporation.  (1361(b)(1)(B).  There is no requirement that the personal representative of the estate file an election to continue the S election. Reg. 1.1362-6(b)(3).



b.  
Moreover, an estate may hold S stock indefinitely, subject only to the prolonged administration rules of Reg. 1.641(b)-3(a).




(i)
Note that this is different from the 2 year transitional period applicable to trusts discussed below.



c.  
The IRS has indicated that estates are permitted to elect S corporation status for corporations which were not operated as S corporations by the decedent prior to his death.  Rev. Rul. 92-83, 1992-2 C.B. 36.  Generally, an S election must be made during the prior year or on or before the 15th day of the third month of the current year.  (1362(b)(1).  Such an election requires the consent of all of the shareholders. (1362(a)(2).  The election, once made, applies to the year for which it is made and every subsequent year until the election is terminated. (1362(c).




(i)
If the decedent died within 2 1/2 months of the beginning of the C corporation’s taxable year, a retroactive S election can be made.  This would cause the decedent’s share of corporate income attributable to the pre-death portion of the year to be taxable on the decedent’s final 1040, with a corresponding estate tax deduction available for the taxes paid on such income.



d.          The estate rather than its beneficiaries is the S corporation shareholder during the administration of the estate.




(i)
Thus, disqualified beneficiaries which could not own S corporation stock, including nonresident aliens and trusts, complex sprinkle and spray trusts with multiple beneficiaries or charitable split interest trusts could all receive the benefit of S corporation status during the administration of the estate.  Thus, the executor may want to keep the stock in the estate and keep the estate open as long as possible if the stock would otherwise be distributed to one who is not a permitted shareholder.   If a (6166 election to defer the payment of estate tax was made, the estate could remain open until the estate completes the installment payment of federal estate taxes.  Rev. Rul. 76-23, 1976-1 C.B. 264.  A (6166 election could allow the estate to remain open in excess of 15 years.  Thus, probate avoidance may not be advantageous for beneficiaries who do not qualify as S corporation shareholders.



e.   
Consider the flexibility for estates that hold S corporation stock.  The estate fiscal year-end could be selected in a manner which would defer recognition of S corporation income.  For example, an estate with a November 30 fiscal year-end will not have to recognize the S corporation income for an S corporation whose fiscal year ends the following December 31.  In addition, the two year exemption of estates from the requirement for making estimated tax payments may be advantageous.




 2.
The types of trusts which can be shareholders in an S corporation under §1361(c)(2), (d) and (e) are the following:



a.
A trust all of which is deemed to belong to a United States person because of the grantor trust rules;



b.
A grantor trust which continues in trust on the death of the deemed owner, but only for two years from the date of death;



c.
A trust to which stock is transferred either by a §645 electing trust or by will (a testamentary trust), but only for two years following the date on which the stock is actually transferred to the trust;



d.
A voting trust;



e.
A "qualified subchapter S trust" (QSST);



f.  
An “electing small business trust” (ESBT) for taxable years beginning after December 31, 1996.


 3.
Continued eligibility for S corporation status will depend upon whether the S corporation stock is owned by an eligible shareholder.

a. 
If a particular trust is an ineligible shareholder, the trustee might want to consider exercising discretionary powers to distribute the stock outright to an eligible individual.

b.
A life estate/general power of appointment marital trust under §2056(b)(5) is an eligible S corporation shareholder because the trust is a grantor trust under §678 and does not have to make a QSST election.

c.
A QTIP trust under §2056(b)(7) is not an eligible shareholder unless a QSST election is made.

d.
A §2056A qualified domestic trust (QDOT) cannot qualify as a QSST unless the spouse beneficiary becomes a U.S. resident.

e.
A §2503 trust qualifies as a QSST as long as the trustee distributes, or is required to distribute, the income at least annually to the beneficiary.  The trust qualifies because it has only one income beneficiary, only the income beneficiary can get principal distributions during his or her lifetime and the trust assets are distributed to the income beneficiary upon termination of the trust.

f.
A charitable remainder annuity trust or unitrust cannot qualify as a QSST and vice versa.  Rev. Rul. 92-48, 1992-1 C.B. 301.  A charitable remainder trust treated as a QSST would be deemed to have two owners of S corporation stock – the income beneficiary who is entitled to the unitrust or annuity amount and the trust.  Although §1361(b)(1)(B) permits certain exempt organizations to be S corporation shareholders, it only includes organizations described in §401(a) or §501(c)(3).  Split interest trusts are not included.

g.
A grantor trust that continues in existence after the grantor’s death and a testamentary trust may only hold S corporation stock for two years.  §1363(c)(2)(A).  Reg. 1.1361-1(h)(3)(i)(B), (D) provide that such trusts may continue as eligible S corporation shareholders by electing to become either a QSST or an ESBT.


 4.
As stated above, a grantor trust is an eligible S corporation shareholder.   The deemed owner is treated as the shareholder for purposes of determining the number of shareholders.  Note that for this rule to apply, the person treated as the owner of the trust must be an individual who was a citizen or resident of the United States.



a.
When the deemed owner of a grantor trust dies, the trust loses its grantor trust status and its special status as an eligible S corporation shareholder.  The tax results depend upon whether the trust terminates at the deemed owner's death or, if the trust continues, the specific terms and provisions of the trust.




(i)

If the grantor trust terminates at the deemed owner's death, the distributees become the new S corporation shareholders.  If the distributees are individuals or other qualifying trusts, the S corporation status is unaffected, and the distributees are taxed under the subchapter S rules.  The S corporation is automatically terminated if one or more of the distributees are an ineligible shareholder (e.g., a corporation, a partnership, an ineligible trust, or a foreign individual, or if the increase in the number of shareholders of the S corporation will exceed 100).  §1361(b)(1).




(ii)

If the grantor trust continues after the deemed owner's death, the trust is an eligible shareholder for two years.  §1361(c)(2)(A)(ii).  Also, the trust would be an eligible shareholder if it qualified as a QSST or ESBT.



b.
The difference between the amount of cash or property received and the amount that a trust must include in its taxable income as an S corporation shareholder can have a significant tax impact on the trust.  The distributable net income of the trust is based on its taxable income as adjusted.  Thus, the share of the S corporation net profits allocable to the trust increases the trust's DNI.  Alternatively, a trust might not have enough accounting income to enable it to distribute all of its DNI.  This would cause the trustee who elects to distribute all accounting income to be taxed on the excess of its share of the S corporation net profits over its actual cash or property receipts.




Example:  S Corporation and trust are both on a calendar taxable year.  Corporation has $100,000 of net profits but pays cash dividends of only $50,000.  The trust is a 25% owner of corporation stock.  The trust is a revocable trust whose owner died on December 30, 2006.  The trust for its taxable year 2007 has a $25,000 share of corporation's profits which is includable in its DNI, but only a $12,500 share of its cash distributions, which is includable in its accounting income.  If the trust has no other income and no expenses, and if the trustee distributes all accounting income currently, it should distribute and the beneficiary should pay tax on $12,500.  The trust itself should be taxed on $12,500 of the S corporation earnings and profits.  In 2008, corporation has net profits of $400,000 and the corporation decides to distribute both its 2008 net profits and also $40,000 of its accumulated net profits.  The trust receives a distribution of $110,000 and is taxable on $100,000 of the corporation's net profits.  The trust has no other income or profits and now distributes all of its fiduciary accounting income, or $110,000.  This carries out $100,000 of 2008 DNI and $10,000 of 2007 undistributed net income (UNI).  The $10,000 UNI is not taxed due the repeal of the throwback rules by the Tax Reform Act of 1997.


 5.
A trust which receives S corporation stock pursuant to a deceased shareholder's will (testamentary trust) is an eligible S corporation shareholder for only two years after the decedent's death, assuming that it does not qualify as a grantor trust or as a qualified subchapter S trust.


 6.
A voting trust is an eligible S corporation shareholder if it is "created primarily to exercise the voting power of stock transferred to it."  §1361(c)(2)(A)(iv).



a.
The beneficiaries of a voting trust are treated as S corporation shareholders so each beneficiary must be a U.S. individual or eligible trust.  §1361(c)(2)(B)(iv).


 7.
Special rules are provided under §1361(d) for "Qualified Subchapter S Trusts" (QSST).

a. 
A QSST is an eligible shareholder of S corporation stock provided that the benefits of the S corporation stock are largely dedicated to one individual beneficiary and that the beneficiary agrees to be treated as the deemed owner of the trust.

(i) §1361(d)(3) (flush language) permits a share of a trust to be treated as a separate trust for QSST purposes if the share qualifies as a “substantially separate and independent share of a trust within the meaning of §663(c).”  This provision permits multiple beneficiaries without requiring multiple trusts.  Each separate share counts as one shareholder because each share is a separate trust.  The separate share rule may be applied even though separate and independent accounts are not maintained or required and no physical segregation of assets is maintained or required.



b.
The five requirements of a QSST under (1361(d)(3) are as follows:




(i)
The trust distributes or is required to distribute all of its income annually to one U.S. citizen or resident;




(ii)
The trust distributes no principal other than to the income beneficiary;




  (iii)

The income beneficiary's interest terminates at death or when the trust terminates, which ever occurs first;




(iv)
If the trust terminates when the income beneficiary is alive, the trust assets must be distributed to the income beneficiary; and




(v)
The income beneficiary must elect to be treated as the owner of that portion of the trust consisting of the S corporation stock.



c.
Note that a trust doesn’t qualify as a QSST if the trust may be terminated if it no longer holds S corporation stock during the current income beneficiary’s life and the principal distributed to persons other than the current income beneficiary.  Rev. Rul. 89-55, 1989-1 C.B. 268.



d.
A trust becomes a QSST only upon an affirmative election by the income beneficiary.




(i)
The election causes the income beneficiary to be treated as the owner of that portion of the trust consisting of the S corporation stock, as if the beneficiary owned the trust under §678.  §1361(d)(1)(B).




(ii)
The election must be made separately with respect to each S corporation whose stock is owned by the trust.  IRC §1361(d)(2).




   (iii)
The election must be filed within the time period described by Reg. 1.1361-1(j)(6)(iii), although relief is available for the inadvertent failure to file a timely election.  Rev. Proc. 2003-43, 2003-23 I.R.B. 998.  Generally, the election must be made within two months and 16 days after S corporation stock is transferred to the trust or, if the trust holds stock of a corporation that makes an S election, after the S election is effective.  Once made, the election is irrevocable.  §1361(d)(2)(C).




(iv)
The election is effective up to 15 days and 2 months before the date the election was made.  §1361(d)(2)(D).




(v)
Once the election is in effect, it is treated as being made for successive beneficiaries unless such a beneficiary affirmatively refuses to consent to the election within two months and 15 days of becoming the current income beneficiary.  §1361(d)(2)(B)(ii); Reg. 1.1361-1(j)(9), (10).  Thus, an income beneficiary of a QSST has a right that direct shareholders of an S corporation do not have i.e. to terminate the S election individually.




(vi)
A special QSST election procedure is available for an ESBT that converts to a QSST. Reg. 1.1361-1(m)(7).




(vii)
A trust ceases to be a QSST as of the date it no longer satisfies any of the QSST requirements. §1361(d)(4)(A); Reg. 1.1361-1(j)(5).


8.
Electing Small Business Trust. (1361(e).



a.
An ESBT is any trust other than a QSST, all the beneficiaries of which are U.S. individuals,  estates or certain charitable organizations eligible to be S corporation shareholders, no interest of which is acquired by purchase or other taxable transfer.



b.  
Charitable organizations may hold contingent remainder interests in an ESBT but cannot be an ESBT.  Thus, a charitable remainder trust cannot be an ESBT.



c.  
A trust is an ESBT only if the trustee elects to have it so treated by filing a statement with the IRS Service Center where the S corporation files its income tax return.  The election, once made, applies for the year it is made and all future years, unless revoked with IRS consent. §1361(e)(3).  The election is made by the trustee and consent by the beneficiaries is not needed.  Guidance on making the election is outlined in Reg. 1.1361-1(m)(2).



d.  
Unlike a QSST, an ESBT may have two or more beneficiaries, accumulate income and distribute both income and principal among the beneficiaries.  Each potential current beneficiary of an ESBT is counted as a shareholder for purposes of the 100 shareholder S corporation limitation.

(i) A “potential current beneficiary” is defined as any person who is currently entitled to receive or may, in the discretion of the trustee, receive a distribution from the income or principal of the trust.

(ii) For tax years after 2004, §1361(e)(2) provides that a potential current beneficiary is determined without regard to any power of appointment to the extent such power remains unexercised at the end of the period.



e.  
The law, anticipating that a trust may accumulate income, provides for the ESBT itself to be treated as the shareholder for purposes of the 100 shareholder limitation.



f.
The portion of an ESBT that consists of stock of an S corporation to which the ESBT election applies is a separate trust for income tax purposes. Reg. 1.641(c)-1(a), (b)(2).  The ESBT share trust is taxable on its share of S corporation income i.e. the normal rules of Subchapter J governing the income taxation of trusts and estates are ignored.  The ESBT is taxed at the highest trust income tax rate i.e. currently 35% on ordinary income and 15% on long-term gains. §641(c)(2)(A). The separate tax calculation applies not only to the items of S corporation income but also to all gains and losses from the sale of S corporation stock.





(i)
The income tax on an ESBT is computed without any deductions.  Thus, the ESBT does not receive an income distribution deduction as would a normal estate or trust.  Thus, the ordinary fiduciary income tax rules do not apply to an ESBT.  Along these lines, the income of an ESBT is not included in the trust’s distributable net income or in a beneficiary’s gross income. §641(c)(3). Thus, the non-ESBT share of a trust does not include the ESBT’s income in calculating the non-ESBT’s distributable net income or distribution deduction.  The normal fiduciary income tax rules apply to the non-ESBT share.



g.
ESBTs allow trusts which accumulate income or make discretionary distributions to hold S corporation stock.  The cost of this flexibility will often be a higher income tax on the S corporation’s net income for a trust that would normally distribute most of its income.

9. Under §1362(e)(2), the S corporation’s items of income, losses, deductions and credits are determined on a daily basis (using the entire year for determining on a daily average) and allocated to each shareholder on a per-day, per-share basis.  The decedent's final income tax return includes a pro rata share of the income, loss, and other items of the S corporation determined as of the date of death.  The estate recognizes a pro rata share through the end of the corporation's taxable year.  §1366(a)(1).  Since the deceased shareholder will report his pro rata share of the S corporation income up to his date of death on his final income tax return, there is no IRD.  Rev. Rul. 64-308, 1964-2 C.B. 176.

a. However, if the S corporation at the date of the deceased shareholder’s death had a right to an item of income that would have been IRD if held by the decedent directly, the deceased shareholder’s pro-rata share of that item is IRD to the recipient of the decedent’s stock.  §1367(b)(4)(A).  To the extent that any portion of the value of the stock is attributable to IRD, such portion is not entitled to a step-up in basis under §1014.  §1367(b)(4)(B).

b. Note that treatment of S corporation income is different from the treatment of partnership income in the year of death.

c. Under §1377(a)(2), if a shareholder “terminates his interest” in the S corporation during the year, the S corporation, with the consent of the affected shareholders, may elect to close the taxable year and treat the year as if it consisted of two taxable years, the first of which ends on the date of termination.




(i)
If the corporation's income, deductions and other items did not accrue ratably during the year, electing to determine the decedent's and estate's shares on this basis could be beneficial.  For example, if the decedent was in a high tax bracket because of income from other sources, but the corporation, although profitable for the year, suffered a loss during the period preceding the decedent's death, making the election could result in substantial tax savings.




(ii)
All shareholders must consent to the election.

IX.  Deferring tax payments


A.  
(6166 - When an estate includes an interest in a closely held business and the value of that interest exceeds 35% of the adjusted gross estate, (6166 allows the personal representative to elect to defer the payment of estate tax (and generation-skipping tax resulting from direct skips) attributable to the interest up to five years (and pay interest only during that time).  To qualify for the deferral, the business must be an active trade or business as opposed to a passive, investment type of business.  See, for example, Rev. Rul. 2006-34 which sets forth safe harbors and a non-exclusive list of factors used in determining if a decedent’s real estate activities were sufficiently active to qualify the real property interest as a closely-held business interest for purposes of §6166.  In addition, the decedent must be a citizen or resident of the United States at the time of death.



1.
The portion of the tax attributable to the closely held business is determined by the ratio which the value of the closely-held business interest bears to the adjusted gross estate.  (6166(a)(2).  The adjusted gross estate means the gross estate less deductions for expenses, debts, taxes and losses allowed under ((2053 and 2054.  (6166(b)(6).



2.
For purposes of determining whether the 35% test is met, the gross estate must be reduced by all expenses and losses, even though the estate elects to claim some or all of these items as deductions on its income tax return rather than on the federal estate tax return.  In addition, in computing the gross estate for the purpose of determining whether the 35% test is met, it is necessary to include gifts made within three years of death, even though such gifts are not otherwise includible.  (2035(c)(2).



3.
When the estate owner owns more than one business, the value of each business in which the decedent owns at least a 20% interest may be aggregated to satisfy the 35% rule.  (6166(c). 

a. To qualify as a closely-held business, the taxpayer must be:

i. A sole proprietor;

ii. A partner in a partnership with no more than 45 partners, or where at least 20% or more of the capital interest in the partnership is owned by the taxpayer; or

iii. A stockholder in a corporation with no more than 45 stockholders, or where 20% of the voting stock of the corporation is owned by the taxpayer. §6166(b)(1).



4.  
After the initial five-year period, the executor can pay the tax in equal installments over a period of up to ten years.  (6166(a).  The first installment of the tax deferred under §6166 is paid on the date selected by the executor that is not more than five years and nine months after the decedent’s death.  All future installments are due on the anniversary of the date of first payment selected by the executor.  §6166(a)(3).



5.  
Prior to the Tax Reform Act of 1997, a special interest rate of 4% applied to the tax attributable to the first $1 million of value in the closely held interest. (6601(j).  Under the Tax Reform Act of 1997, interest at the rate of 2% is imposed on the “2-percent portion” and interest on any portion of the deferred estate tax that exceeds the “2-percent portion” is imposed at a rate equal to 45% of the annual rate provided by (6621.  In return for the lower interest rate on the deferred estate tax that exceeds the “2-percent portion,” no estate tax or income tax deduction is allowed for any interest payable on any unpaid portion of the estate tax for the period of time during which an extension of time for payment of the tax is in effect under (6166.  ((2053(c)(1)(D) and 163(k).




a.
The term “2-percent portion” means the lesser of (1) the amount of the tentative tax that would be determined under the estate tax rate schedule if the amount on which the tentative tax is to be computed were the sum of $1 million (indexed for inflation for estate of decedents dying after 1998 – for 2008 the amount is $1,280,000) and the applicable exclusion amount provided by the unified credit reduced by the applicable credit amount of the unified credit or (2) the amount of the estate tax extended under (6166.  (6601(j)(2)(A)(ii).  In other words, interest at the rate of 2% is imposed on the amount of deferred estate tax attributable to the first $1 million in taxable value of the closely held business interest (i.e. the first $1 million in value in excess of the effective exemption provided by the unified credit and any other exemptions).




b.
Each tax payment will be deemed to reduce a portion of that tax subject to the 2% interest rate and portion subject to 45% of the normal §6621 interest rate.  The reduction is in proportion to the amount of tax owed under each rate. 

6.
Interest on the balance of the tax deferred is calculated and payable pursuant to (6621 – generally, a variable rate equal to 45% of the federal short-term rate plus 3%.  §6601(j)(1)(B).
7.
Deferred payments are accelerated and any unpaid taxes become due if principal or interest payments are late or if the reason for the deferral no longer exists.




a.  If 50% or more in value of the qualified interest is “distributed, sold, exchanged or otherwise disposed of,” the business interest is no longer an asset of the estate and the reason for deferral no longer exists. (6166(g)(1)(A)(i)(I).





(i) Shares redeemed under (303 are not deemed “distributed [or] disposed of” for purposes of this exception. (6166(g)(1)(B).



8.
The election to pay the tax in installments must be made within the time for filing the federal estate tax return i.e. nine months from the date of death, including any extension of time granted for the filing of the return. (6166(h).  If the election is not made in connection with the filing of the estate tax return, and a deficiency in estate tax is assessed, the election to pay the deficiency in installments may be made not later than 60 days after the issuance of notice and demand by the Treasury Department for payment of the deficiency.  (6166(h). 

9. The election to pay the tax in installments is terminated and the unpaid balance is payable immediately if more than 50% of the taxpayer’s interest in the closely-held business is disposed of or more than 50% of the value of the business is withdrawn in the form of a distribution of money or other assets.  §6166(g)(1)(A).  This eliminates the possibility of selling the business for a small down payment with the balance of the purchase price represented by a note as the estate will not have the cash available to pay the balance of the tax.

a.  
A distribution of the closely held business interest to any person who is entitled to such interest by reason of the decedent’s death will not trigger the acceleration, nor will any subsequent distribution to the brothers, sisters, spouse, ancestors or descendants of the transferor.  §6166(g)(1)(D).

10. The executor is personally liable for the estate tax for the full period of deferral.  31 U.S.C. §3713.  The executor may seek a discharge from personal liability under §2204 by posting a bond.  The executor may be discharged by having the distributees agree to a lien in accordance with §6324A.

a. 
The Tax Court held in Roski v. Commissioner, T.C. No. 5639-05, 128 T.C. No. 10, 4/12/07 that the IRS has no authority to require a bond or lien in every case in which an estate makes a §6166 election.  The IRS had contended that an estate would have to secure a bond equal to twice the amount of the estate tax it was seeking to defer or provide a lien under §6324A on the property subject to the §6166 election.  The IRS had recently made a bond or a special lien a prerequisite of the election in all cases.

11. The election is made by attaching to a timely filed estate tax return a notice of election setting forth the information required by the regulations.  §6166(d); Reg. 20.6166-1(b).  The notice of election should contain, among other things, the amount of tax to be paid in installments, the date selected for payment of the first installment and the number of installments in which the tax is to be paid.  Reg. 20.6166-1(b).  If the notice of election does not contain this information, the election is presumed to be for the maximum amount of tax qualifying for §6166 treatment and payable in 10 installments with the first payment due at the latest permissible date.

12. An executor may file a protective election with a timely filed estate tax return contingent on final values satisfying the requirements of §6166.

13. Late payment.  If the executor fails to pay any tax or interest payment on or before its due date, the unpaid portion of the tax is due upon notice and demand from the IRS.  No acceleration will occur if within six months from the date of notice and demand the executor pays the delinquent amount (computed without the benefit of the favorable 2% interest rate) and a penalty equal to 5% of the amount due for each month or part thereof after notice and demand.  §6166(g)(3).

14. Making gifts of non-business assets may enable the estate to meet the §6166 requirement that over 35% of the adjusted gross estate consist of an interest in a closely held business.  However, the decedent must survive at least three years from the date of the gift or the value of the gift will be considered part of the decedent’s adjusted gross estate for purposes of computing the 35% test. §2035(c).


B.
§6161(a)(1) allows the IRS to extend the time to pay the estate tax for a period not to exceed 12 months for reasonable cause.


        1.  Neither the Code nor the regulations define “reasonable cause,” but the regulations provide some examples that illustrate reasonable cause for granting an extension such as:




a.  
the difficulty of marshalling estate assets located in many jurisdictions;




b.  
the illiquidity of the estate because assets include rights to future payments (i.e. annuities, copyright royalties, contingent fees, or accounts receivable); or




c.  
substantial assets are uncollectible without litigation.  Reg. 20.6161-1(a).



2.  
The request can only be for the amount of the cash shortage and is filed on Form 4768, Application for Extension of Time to File a Return and/or Pay U.S. Estate and Generation-Skipping Transfer Taxes.  The request for extension of time to pay should be filed on or before the due date of the return and should be sent to the Internal Revenue Service Center, Cincinnati, Ohio.



3.
Interest for the period of deferral is at the rate established by (6621 for underpayment of taxes.  The interest rate is adjusted periodically by the IRS to reflect the then prevailing interest rates.


C.
(6161(a)(2) allows the IRS, in its discretion, to extend the time to pay estate tax for a “reasonable” time (not exceeding ten years) for “reasonable cause.”  It also allows for an extension of time to pay any installment due under §6166 for up to ten years or 12 months after the last installment is due, whichever is later.



1.  
Like the §6161(a)(1) 12 month extension, the request can only be for the amount of the cash shortage and is filed on Form 4768.

X.  (303 Stock Redemptions


A.
Most distributions from a corporation to a shareholder or his or her estate will, to the extent of the corporation’s earnings and profits, be taxable as a dividend.  ((301(c) and 316.


B.  
Sale or exchange treatment may be granted to a distribution of property in redemption of part or all of the stock of a closely held business which is included in the decedent’s estate.  Since the stock basis is the value of the stock on the decedent’s date of death or the alternate valuation date, the estate will not realize any gain unless the stock has appreciated from the valuation date.


C.  
Exchange treatment is limited to the total amount of (1) federal and state estate and inheritance tax, including the generation-skipping tax, imposed (including any interest collected as a part thereof) because of the shareholder’s death, and (2) the funeral and administrative expenses allowable as deductions to the decedent’s estate under (2053.



a.  
The redemption need not be made by the personal representative of the estate.  Under (303(b)(3) the shareholders whose stock is redeemed must bear at least a portion of the decedent’s death taxes and funeral or administration expenses.  Thus, the decedent should not have an “all tax is payable from residue” clause in his will.  Also, the stock should not be redeemed from the marital deduction trust that is not liable for the payment of taxes.



b.  
The value of the stock included in the decedent’s gross estate must exceed 35% of the decedent’s adjusted gross estate (gross estate less the deductions allowed under §§2053 and 2054. (303(b)(2)(A).  Gifts made within three years of death are included in the gross estate for purposes of determining whether the redemption qualifies under (303. 



c.  
If the decedent owned 20% or more of the outstanding stock in each of two corporations, the value of such stock can be combined for purposes of meeting the 35% test. (303(b)(2)(B).



d.  
Redemptions must occur within the period of limitations provided for the assessment of the federal estate tax under (6501 (i.e. three years after the due date) or within 90 days after the expiration of such period. (303(b)(1).  When the (303 redemption takes place more than four years after the decedent’s death, the distribution proceeds generally must not exceed the death taxes and funeral and administration expenses actually paid within one year after the redemption. (303(b)(4). 



e.  
Distribution of noncash assets by the corporation may trigger capital gain and/or depreciation recapture. (331(b), 336(b) 453(d), 1245 and 1250.



f.  
Assets distributed from the corporation generally can be used or disposed of as the redeeming shareholder sees fit.  There is no tracing requirement to show that funds from the redemption are in fact used to pay death taxes, funeral expenses and administrative expenses, except where (303 is used in conjunction with a (6166 election.  A §303 redemption is not considered a distribution of the interest in, or a withdrawal of property from, a closely held business for purposes of §6166 if the proceeds of the redemption are used to reduce the estate tax liability before the due date of the first installment.  §6166(g)(1)(B).



g.  
If a (6166 election to extend payment of estate tax is made, the time limitation for (303 stock redemption is extended to the time for payment of estate taxes.



h.
Giving away non-business assets may enable the estate to satisfy the 35% requirement.  However, gifts made within three years of death must be added back to the gross estate for purposes of satisfying this requirement.  Thus, the decedent would have to survive three years from the date of making such gifts in order for this planning strategy to work.

XI.  Election of fiscal year for estate.


A.  The personal representative of an estate may elect a fiscal year-end.



1.  
An estate’s tax year begins on the day after the decedent’s date of death and may end on December 31 of the same year or it may end on the last day of any other month as long as the first tax year does not exceed one year from the decedent’s date of death. (443; Reg. 1.441-1(c)(1) and §7701(a)(1), (14).



2.  
The election is made by filing the income tax return by the 15th day of the 4th month after the close of the tax year.  Reg. 1.6072-1(a)(1) and 1.441-1(c)(1).  The filing of a request for an automatic extension of time to file, a request on Form SS-4 for an employer identification number, or the payment of estimated tax does not establish a taxable year.




a.  
Note that the regulations do not require a timely filed return to adopt a fiscal year.  Thus, a fiscal year can be adopted on a late filed return.


B.  Reasons to elect a fiscal year other than a calendar year-end.

1. A fiscal year-end may allow the estate to defer payment of tax.




a.  
A personal representative who can time or anticipate the receipt of income can cut off the fiscal year of the estate just prior to the receipt of the income allowing the tax on the income to be deferred until the next taxable year.



2.  A fiscal year end may allow the beneficiary to defer payment of the tax.




a.  
Distributions from an estate are treated as made to the beneficiary on the last day of the estate’s taxable year regardless of the actual date of the distribution. §662(c). The beneficiary of an estate reports the income for the estate’s taxable year ending with or within the beneficiary’s year.  Reg.  1.662(c)-1.  In addition, the executor may elect to treat distributions made within 65 days after the close of the estate’s tax year as if they were made on the last day of the tax year.  §663(b).




b.  
Example:  A dies on February 13, 2007 and the personal representative elects a January 31 fiscal year end for the estate.  Distributions of taxable income to the beneficiary from the estate between February 13, 2007 and January 31, 2008 (the end of the fiscal year) will included in the beneficiary’s gross income in the beneficiary’s tax year ending December 31, 2008 (the year of the beneficiary in which or with which the estate’s tax year ends) regardless of when the distributions are actually made.




c.  
A fiscal year end may allow estate income to be spread over as many tax years as possible to make maximum use of exemptions and low tax brackets for each year.

(i) A personal representative considering early distributions to beneficiaries could use a short first fiscal year-end for the estate so that the estate would have little income that would flow to the beneficiaries as a result of the distribution.

XII.  Protecting the Fiduciary

A. Notice of Fiduciary Relationship



1.   Once a fiduciary of a trust or an estate has been appointed, he or she should notify the Internal Revenue Service of his or her appointment.  §6903.  Form 56 (Notice Concerning Fiduciary Relationship) is used for this purpose.  A fiduciary must submit, along with the Form 56, evidence of their authority to act, such as a certified copy of the appointment as executor or administrator or a certified copy of the trust instrument.



2. 
Once the fiduciary has given the IRS notice of his appointment, the fiduciary succeeds to all the rights, privileges and liabilities of the taxpayer. §6903.  This authority continues until the IRS is notified of the termination of the relationship.



3. 
Filing a notice of fiduciary relationship is not mandatory and there are no specific penalties for failing to file such a notice.  However, if the notice is not filed, the IRS will send its correspondence to the last known address of the entity and the fiduciary may be bound by notices not actually received.  In the absence of filing a Form 56, signing and filing the initial return of the estate or trust should be an effective way of informing the Internal Revenue Service of the fiduciary’s name and address.



4.   The notice should be filed with the District Director for the district where the decedent’s return is required to be filed.  Reg. 301.6903-1(b).  Since the residence of the fiduciary, rather than the residence of the decedent, determines the district in which the decedent’s return should be filed, notice is required to be filed with the District Director for the district where the fiduciary is domiciled.  §6091(b)(1)(A)(i); Reg. 301.6091-2(a); Reg. 301.6903-1(b).  The problem is that the Internal Revenue Service Restructuring and Reform Act of 1988 reorganized the Service, eliminating the district director.  See Notice 2003-19, 2003-14 I.R.B. 704 which indicates the new address to use in filing certain notices but does not mention where to file the Form 56, Notice of Fiduciary Relationship. The current (Dec. 2007) version of the Form 56 states that the form should be filed “where the person for whom you are acting is required to file tax returns.”



5.   Once a Notice of Fiduciary Relationship has been filed, the IRS will direct all correspondence to the fiduciary named in the Form 56.  This correspondence will include notices of proposed assessments and deficiencies.  If a Form 56 has not been filed, a Notice of Deficiency (90-day letter) may be sent to the wrong address and the period for petitioning the Tax Court may expire before the fiduciary receives a copy of the Notice of Deficiency.  §6212; Reg. 301.6903-1(c).



6.   Reg. 301.6903-1(b) provides a procedure for a fiduciary to notify the IRS that his authority to act on behalf of the trust or estate has terminated.  A Form 56 can be used for this purpose.  See Form 56, Part IV.

B.
Discharge from Personal Liability - §6905



1.   The fiduciary is personally liable for the decedent’s unpaid income and gift taxes if he satisfies other debts before paying taxes due as of the date of death.  §3466 of the Revised Statutes and §3467 of the Revised Statutes, now 31 USC §3713.



2.
Fiduciaries can protect themselves from personal liability for unpaid income and gift taxes of the decedent (for which returns have been filed), and from personal liability for unpaid estate taxes, by requesting in writing a discharge from personal liability from the Internal Revenue Service.  §6905, §2204.

a.   The application is filed with the District Director of the Service Center Director with whom the estate tax return is required to be filed.  Reg. 301.6905-1(a); Commissioner’s Delegation Order No. 134, April 20, 1973, 38 F.R. 10164.  If no estate tax return is required, the application should be filed in the District where the decedent’s final return is required to be filed.  Reg. 301.6905-1(a).  The problem is that the Internal Revenue Service Restructuring and Reform Act of 1988 reorganized the Service, eliminating the district director.  See Notice 2003-19, 2003-14 I.R.B. 704 which indicates the new address to use in filing certain notices but does not mention where to file the request for discharge for personal liability.  The request is made by filing Form 5495 with the Service where the decedent filed his income tax returns.



3.
The IRS has nine months to notify the executor of the amount of tax due.  If no notification is received within nine months, the executor is automatically discharged from personal liability.  Reg. 301.6905-1(a).

a. If the IRS notifies the executor of the amount of tax due, the executor is discharged from all personal liability upon payment of the amount due.

b. The discharge is effective only to the executor in his personal capacity and to his personal assets.  It does not apply to the executor’s liability in his fiduciary capacity to the extent of the estate’s assets in his possession or control.  Reg. 301.6905-1(a).  The discharge applies to all open returns of the decedent, except in years where no return was filed.



4.   A discharge from personal liability, if granted, will protect the fiduciary from personal liability for making distributions.  However, the discharge from personal liability does not protect the beneficiaries of the estate who receive the distributions from transferee liability.



5.   It is recommended that the request for a discharge from personal liability be sent by certified mail, return receipt requested.


C.
Request for Prompt Assessments - §6501(d)

1. A fiduciary who requests in writing a prompt assessment of the decedent’s income tax and gift tax liability and for the estate’s fiduciary income tax returns (for which returns have been filed) can protect both themselves and the transferees. §6501(d). The request for a prompt assessment shortens the normal three-year statute of limitations to a period ending eighteen months after the filing of the request for the prompt assessment or three years following the return date, if earlier.

i. The request for a prompt assessment does not shorten the statute of limitations on assessment if no return has been filed or if there was a substantial omission of income. §6501(c)(3), (e)(1).

a. The special 18 month period of limitations does not apply to any return filed after the request has been filed unless an additional request is filed.  Reg. 301.6501(d)-1(b).

b. The regulations require that the request must be a separate document and mailed in a separate envelope.  Rev. Rul. 57-319, 1957-2 C.B. 855.  In addition, it must set forth the classes of tax and the taxable periods and clearly indicate that it is a request for prompt assessment.

c. The request for prompt assessment can be made by filing a Form 4810 or by a separate letter requesting a prompt assessment under §6501(d).  Generally, the request for a prompt assessment should be sent to the district director of the Internal Revenue Service district in which the income or gift tax return was filed.  As mentioned above, the concept of a district director has been eliminated.  The current version of Form 4810 (Dec. 1999) states that the request should be sent “to the Internal Revenue Service office where you filed your returns” It should be sent by certified mail, return receipt requested.  Filing the request for prompt assessment by certified mail, return receipt requested, enables the fiduciary to prove the date when the 18-month period begins to run.

XIII.  §645 Election to Treat Trust as Part of Estate


A. 
§645, enacted in 1997, allows a fiduciary to elect to treat a “qualified revocable trust” as part of the decedent’s estate for Federal fiduciary income tax purposes rather than as a separate trust for income tax purposes.


B.
The election is made jointly by both the personal representative of the estate and the trustee of each revocable trust making the election (or by the trustee only if no executor is appointed) and is irrevocable.  §645(a); Reg. 1.645-1(c)(1).  Both the estate’s personal representative and the trustee must sign the election.  The election lasts for a limited period of time.

1.
The §645 election period begins on the date of the decedent’s death and ends on the earlier of the day on which both the electing trust and the estate, if any, have distributed all their assets or (1) if no federal estate tax return is required to be filed, the election continues for all taxable years of the estate before the second anniversary of the decedent’s death and (2) if an estate tax return is required to be filed, the election continues for the later of 2 years or all taxable years of the estate until 6 months after the date of the final determination of the estate tax liability. Reg. 1.645-1(f)(1), (2); §645(b)(2).  See Reg. 1.645-1(f)(2)(ii) which sets forth the five different possible dates for the final determination of the estate tax liability.


C. 
The IRS issued final regulations on this subject on December 23, 2002.  The final regulations deal with making and terminating the election and determining the tax treatment of the trust and the estate while the election is in effect.

1. The final regulations indicate that if an executor is appointed for the decedent’s estate, the executor and the trustee of the qualified revocable trust must file Form 8855, Election to Treat a Qualified Revocable Trust as Part of an Estate.

a. If the executor is appointed after the trustee has made a §645 election, the executor must consent to the trustee’s election and the IRS must be notified of the executor’s consent by filing a revised election form within 90 days of the executor’s appointment.  If the executor does not consent or if the revised election form is not timely filed, the election period terminates the day before the executor is appointed.  Reg. 1.645-1(g)(1).

2.  Prior to the issuance of final regulations, Rev. Proc. 98-13, 1998-4 I.R.B. 1 set forth the requirements for making the election. In Notice 2001-26, 2001-13 I.R.B. 942, the IRS stated that estates and qualified revocable trusts of decedents dying after December 31, 1999 and before the effective date of the final regulations may comply with either Rev. Proc.98-13 or the proposed regulations. Rev. Proc. 98-13 states that the election is made jointly by the personal representative of the estate and the trustee of the trust (or by the trustee if there is no probate estate.)

3.
The regulations permit an electing trust and estate to file a single Form 1041 combining the income of the electing trust and estate. However, the electing trust and estate are considered to be separate taxpayers for administration purposes.  The fiduciaries of the electing trust and estate have a responsibility to file returns and pay the tax due for their respective entity.  Reg. 1.645-1(c)(1)(ii), (2)(ii), (e)(4). The trustee and executor must allocate the tax burden of the combined return in a manner that reasonably reflects the respective tax obligations of the electing trust and estate.  Reg. 1.645-1(c)(1)(ii), (2)(ii).

4.
If the §645 election is made, the qualified revocable trust is treated as a separate share of the estate for purposes of computing the estate’s distributable net income (DNI) and for purposes of the distribution provisions of §§661 and 662.  Reg. 1.645-1(e)(2)(iii); Reg. 1.663(c)-4(a).  The share making the distribution reduces its DNI by the amount of the distribution deduction it would ordinarily receive and the share receiving the distribution increases its DNI by the amount received.  Reg. 1.645-1(e)(2)(iii)(B).

5.
The final regulations require that the trust obtain a new TIN after the decedent’s death, even if the trust elects to file with the estate under the estate’s TIN.  The trust must obtain a new TIN after the decedent’s death even if it had a separate TIN prior to the decedent’s death.  Reg. 301.6109-1(a)(3).

a. If there is no executor appointed, the trust will use its new TIN to file the fiduciary income tax return as an estate during the election period.  If there is no executor, at the termination of the election period the trust will continue as a new trust and must therefore obtain a new TIN.

b. If the §645 election is made, the trustee is not required to file a Form 1041 for the short taxable year of the qualified revocable trust from the date of the decedent’s death to December 31 of the year of death.  Reg. 1.645-1(d)(2).

6.
At the end to the election period the estate, or, if there is no estate, the electing trust, is deemed to distribute all its assets and liabilities attributable to the electing trust to a new trust.  Reg. 1.645-1(h)(1).  The distribution from the estate to the new trust is deemed to carry out DNI from the estate to the new trust. Reg. 1.645-1(h)(1).  The distribution would carry out any net capital gains attributable to the electing trust as if the estate were in the year of termination as to the assets attributable to the electing trust.  Reg. 1.645-1(h)(1).  The estate is entitled to a distribution deduction and the recipient trust reports the income under the normal distribution rules applicable to estates and trusts.  Reg. 1.645-1(h)(1).

7.
The election must be made no later than the due date of the fiduciary income tax return for the first taxable year of the estate (including extensions).  §645; Reg. 1.645-1(c)(1)(i), (2)(i).  Once made, the election is effective from the date of death and is irrevocable.

a.  
The election can only be made for a “qualified revocable trust.”  A “qualified revocable trust” is any trust (or portion thereof) that on the date of death of the decedent was treated as owned by the decedent under §676 by reason of a power held by the decedent and not by a power attributed to the decedent by reason of a power held by the decedent’s spouse.  Reg. 1.645-1(b)(1).  This includes a trust where the power is exercisable by the decedent only with the approval or consent of a nonadverse party or with the approval or consent of the decedent’s spouse.  Reg. 1.645-1(b)(1).  If the trust is treated as owned by the decedent under §676 solely by reason of a power held by a nonadverse party or the decedent’s spouse, it is not a “qualified revocable trust.”

8.
Making the §645 election has the following implications:

a. the income, deduction and credits of the trust and estate are combined and reported on the estate’s fiduciary income tax return;

b. 
the personal exemption is the one applicable to estates i.e. $600;

c. the income may be reported on a fiscal year basis (estates can elect a fiscal year whereas a trust must adopt a calendar year);

d. the estate fiduciary income tax charitable deduction is available if the amount is “set aside” under §642(c) (whereas the “set aside” rule does not apply to most trusts);

e. a trust could own S corporation stock for at least two years after the grantor’s death without having to meet the requirements of §1361.  An estate, but only certain trusts, may own S corporation stock.  A qualified revocable trust for which the election is made is treated as part of the estate for purposes of determining whether the trust can own S corporation stock even though the trust does not qualify as a S corporation shareholder under §1361(c).  Note, however, that a revocable trust treated as part of an estate pursuant to a §645 election would be so treated only until the “applicable date” (i.e. two years after the date of death if an estate tax return is not required to be filed, or six months after the final determination of the estate tax liability if an estate tax return is required to be filed).  Thereafter, the trustee must distribute the S corporation stock to an eligible S corporation shareholder or make a timely election to treat the trust as an ESBT or QSST prior to the applicable date;

f. the election does not affect the GST status of a trust.  A §645 election will not permit a trust to make distributions and treat them as direct skips from an estate which would be taxed more favorably than a taxable distribution or taxable distribution. The tax on a direct skip is based on the value of the property that the transferee receives, i.e. the tax is computed on a tax exclusive basis. §2623, §2621.  The tax on a distribution or termination, however, is based on the property the transferee receives plus the amount of GST paid, i.e. on a tax inclusive basis.  §2621, 2622.  Thus, with respect to the GST tax, a trust subject to a §645 election is treated as an estate only for purposes of the different transferor and separate share rules of §2654(b), i.e. the portions of a trust attributable to transfers from different transferors and substantially separate and independent shares of different beneficiaries in a trust are treated as separate trusts;

g. the $25,000 deduction for passive losses from real estate activities for each of the first two years of the estate or trust under §469(4)(i) is available i.e. the trust enjoys a waiver of the active participation requirements to this extent;

h. any depreciation deduction will be allocated to the beneficiary based upon the trust accounting income distributed to the beneficiary i.e. the terms of the trust instrument are ignored in allocating the depreciation deduction;

i. loss may be recognized under §267(b)(13) upon the satisfaction of a pecuniary bequest with assets whose fair market value is less than their basis;

j. an income tax deduction is allowed on the decedent’s income tax return under §213(c) in the year incurred for payment of the decedent’s medical expenses from the trust within a year of the decedent’s death.



9. 
Generally, an estate is not obligated to make estimated tax payments for any taxable year ending within 2 years of the decedent’s death. §6654(l)(2)(A).  A §645 election applies only to Subtitle A of the Internal Revenue Code which encompasses §§1 to 1563 but not §6654(l)(2)(A).  Thus, a §645 election will not allow a qualified revocable trust to avoid paying estimated tax payments for 2 years after the decedent’s death.  However, another code section may provide the same relief.  The penalty for underestimated taxes doesn’t apply to a trust for any taxable year that ends before the date that is two years after the date of the decedent’s death if (a) the entire trust was treated as owned by the decedent under the grantor trust rules and (2) either the residue of the decedent’s estate passes to the trust under the decedent’s will or if there is no will, the trust is primarily responsible form paying debts, taxes and expenses of administration. §6654(l)(2)(B).  Thus, in most cases a qualified revocable trust will fall under the same estimated tax requirements as an estate even though a §645 election was not made.

XIV. Generation Skipping Tax

A. Reverse QTIP election.

1. §2652(a)(3) allows an executor to treat QTIP property as if the QTIP election had not been made for GST purposes.  This has the effect of having the decedent treated as the transferor for GST purposes.  The election, known as a reverse QTIP election, must be made for all of the QTIP property i.e. a partial QTIP election is not permitted.  §2652(a)(3).  The reverse QTIP election is irrevocable.

a. Splitting a single QTIP trust into multiple trusts may facilitate making a reverse QTIP election on the amount required to fully utilize the GST exemption of the first spouse to die.

b. If the will or trust or applicable state law does not authorize the trustee to split the trust for purposes of the reverse QTIP election, the trustee should consider asking the applicable state court for permission to do so. 

c. Generally, “qualified severances” may be made at any time.

B.  Allocation of the GST Exemption

1. The GST exemption may be allocated at any time on or before the estate tax return is due, including extensions.  §2632(a)(1).

2. Some allocations of the GST exemption are automatic unless the transferor elects otherwise.  For example, any unused GST exemption will be automatically allocated to direct skips made during life, unless the transferor elects out of the automatic allocation rules on a timely-filed gift tax return.  Reg. 26.2632-1(b)(1).  As a result, an executor can only make this election if the decedent made direct skips in the year he died.

3. The GST exemption may also be automatically allocated to lifetime indirect skips unless elected otherwise.  (An indirect skip is any transfer that is not a direct skip which is subject to the gift tax that is made to a GST trust.)  If a person makes an indirect skip during life, any unused portion of that person’s GST exemption is allocated to the property transferred to the extent necessary to produce the lowest possible inclusion ratio. A transferor can elect out of the indirect skip automatic allocation rules by attaching a statement to a gift tax return within the time set forth in the regulations.  Reg. 26.2632-1(b)(2)(iii)(C).  An executor can elect out of the indirect skip automatic allocation rules if the time for filing the relevant gift tax return has not expired. 

4. Generally, the GST allocation rules contained in the Internal Revenue Code are favorable to the taxpayer.  To the extent that the executor fails to allocate a decedent’s unused GST exemption, §2632(e) provides that the GST exemption will be allocated first to testamentary direct skips and then to trusts from which a taxable distribution or taxable termination might be made at or after the death of the decedent.

5. The executor’s allocation of the GST exemption is effective if the notice of allocation clearly identifies the trust and the amount of the GST exemption allocated to it.

6. Allocations can be made by formula.  Reg. 26.2632-1(d)(1).

7. An allocation of GST exemption greater than the amount needed to have an exclusion ratio of zero is void.  Reg. 26.2632-1(b)(4)(i).

XV. Disclaimers

A. A disclaimer is an unequivocal refusal to accept an interest in, or power over, property to which the disclaimant is otherwise entitled by lifetime or death-time transfer or by operation of law.

B. A disclaimer that meets all of the requirements of a qualified disclaimer under §2518 is treated as if the property or interest being disclaimed had never been transferred to the disclaimant, but, instead, had been transferred to the successor in interest as if the disclaimant had predeceased the transferor.  Property passing as a result of a qualified disclaimer is not a taxable transfer by the disclaimant.




1.   Unlike most other elections which are made by the executor, a disclaimer is made by the intended recipient of the property.

C. Requirements of disclaimer of interests created after December 31, 1976 under §2518 of the Internal Revenue Code:

1. An irrevocable and unqualified refusal to accept the property;

2. The refusal is in writing which identifies the interest or property being disclaimed and is signed by the disclaimant or his legal representative;

3. The disclaimer must be delivered to the transferor within nine months of the transfer unless the disclaimant is under the age of 21 in which case the disclaimer must be received by the transferor within nine months of the day the recipient attains age 21;

4. The disclaimant must not have accepted the property or any of its benefits;

5. As a result of the disclaimer, the property must pass without any direction on the part of the disclaimant.

D.
The law relating to disclaimers for interests created before January 1, 1977 is summarized in Reg. 25.2511-1(c)(2).  Disclaimers of interests transferred before 1977 were considered to be effective if it was valid under the governing state law and was made within a reasonable time after the disclaimant learned of the attempted transfer to him or her.  The “transfer” referred to in Reg. 25.2511- 1(c)(2) (dealing with pre- January 1, 1977 disclaimers) occurs when the interest is created and not later when it vests or become possessory.  Jewett v. Commissioner, 455 U.S. 305 (1982).

E. 
§2518 also permits the disclaimer of an undivided interest in an asset and the disclaimer of a power of appointment – an “interest in property” is defined to include a power with respect to property. §2518(c)(1), (2).  As noted in the regulations, “a disclaimer of a power of appointment with respect to property is a qualified disclaimer only if the right to direct the beneficial enjoyment of the property which is retained by the disclaimant is limited by an ascertainable standard.”  In contrast, a disclaimer is ineffective if the disclaimant retains a discretionary power to allocate the property among the beneficiaries.  See Reg. 25.2518-3(a)(1)(iii).

F.
The remainderman of a trust created on the decedent’s death must disclaim within nine months from the decedent’s death, not nine months from the income beneficiary’s death. Reg. 25.2518-2(c)(5) Ex. 3.

G. A disclaimer may be made of an undivided portion of an asset and also of a separate interest in property.  Reg. 25.2518-3.  For example, one can disclaim a fractional portion of a bequest or, if left an income interest in property, one can disclaim all or a fractional portion of the income interest.  A person may also disclaim an interest in principal, such as a limited power to invade, without disclaiming the income interest.  Where an income interest in property is bequeathed to A for life, then to B for life, remainder to A’s estate, A may disclaim either the income interest, or the remainder interest, or an undivided portion of either.  Reg. 25.2518-3(a)(1)(i).  (Note, however, that the 8th Circuit held in Walshire v. U.S288 F.3d 342 (8th Cir.2002) that an individual who disclaimed a remainder interest, while retaining a life estate, in property he inherited from his brother, did not make a valid disclaimer under §2518.)  The regulations permit the disclaimer of severable property, such as the disclaimer of some of the shares of stock bequeathed to the disclaimant.  Reg. 25.2518-3(a)(1)(ii).  A specific asset in a trust may be disclaimed only if that asset is thereafter removed from the trust.  Reg. 25.2518-3(a)(2).  Similarly, a disclaimer of a pecuniary amount from a bequest is effective only if the disclaimed amount is segregated from the remaining portion of the bequest.  Reg. 25.2518-3(c).  The purpose of these requirements is to prevent the disclaiming party from receiving any benefit from the disclaimed interests.

1. One of the requirements of a valid disclaimer is that the disclaimed interest must pass to a person other than the disclaimant.  An important exception exists if the disclaiming party is the spouse of the decedent who is transferring the property.  The surviving spouse is permitted to disclaim an interest in property even though as a result of the disclaimer the property passes to a trust in which the spouse is a beneficiary.  For example, the surviving spouse could disclaim her interest in a marital trust which, as a result of the disclaimer, passes to the credit shelter trust in which the surviving spouse is a beneficiary.  However, the surviving spouse is not permitted to disclaim an interest in property that passes to a trust if, under the terms of the trust, the surviving spouse has the power to direct to whom the disclaimed property will pass.  For example, if the surviving spouse has a limited power of appointment over the credit shelter trust assets in the above example and the power is not limited to an ascertainable standard, the spouse will be deemed to have the power to direct the ultimate disposition of the assets and the disclaimer will not be a qualified disclaimer.

H.
A testamentary power of appointment is treated as a separate interest in property.  Thus, the power may be disclaimed even though the disclaiming party retains the additional right to invade principal under an ascertainable standard.  However, the disclaiming party must also disclaim any other power over principal which is not limited to an ascertainable standard, such as a lifetime power to make gifts to third persons. If the other unlimited powers are not disclaimed, the disclaimer of the general testamentary power will not be effective.  Reg. 25.2518-3(a)(iii).

I.
When is the Interest Created? Under the current regulations, a disclaimer must be made no later than nine months after the transfer creating the interest, or the day the disclaimant attains age 21.

1.    For inter vivos transfers, the “transfer” occurs when there is a completed gift for gift tax purposes.

2. For transfers by a decedent at death or that become irrevocable at the decedent’s death, the “transfer” occurs on the date of death of the decedent.  Reg. 25.2518-2(c)(i).

3. Under Reg. 25.2518-2(c)(3)(i) the date of transfer for various situations is as follows:

- inter vivos transfer included in the decedent’s gross estate – date of gift;

- the holder of a general power of appointment – date power is created;

- interest passing by exercise, release, or lapse of general power – date of exercise, release, or lapse;

- nongeneral power of appointment (as to holder, permissible appointees and takers in default) – date power is created;

- life estate and remainder interest, vested or contingent – date interest created;

- successors of a disclaimed interest – date interest was created in the preceding disclaimant (in other words, a person who receives an interest in property as the result of a qualified disclaimer of the interest must disclaim the previously disclaimed interest no later than 9 months after the date of the transfer creating the interest in the preceding disclaimant);

- remainder interest of QTIP – date creating the interest (as opposed to the date the interest is subject to tax under §2044 or §2519).  Thus, if the remainderman of a QTIP trust wishes to disclaim, they must do so within nine months of the creation of the trust, not nine months after the surviving spouse dies and the corpus of the trust is subject to taxation under §2044 or §2519; and

- recipients of interests under the age of 21 – date of 21st birthday. 

J.
Disclaimer of Joint Property. The regulations, with limited exceptions, treat the interest of a joint tenant as a completed irrevocable gift on the date the tenancy was created.  Reg. 25.2518-2(c)(4)(i).  Consequently, the surviving joint tenant must file a qualified disclaimer no later than nine months after the establishment of the joint tenancy, rather than nine months from the death of the deceased joint tenant.

1. 
Exception for joint bank accounts and brokerage accounts.  The surviving joint tenant on a bank account has nine months from the decedent’s death within which to disclaim that portion of the account attributable to the decedent’s contributions.  Reg. 25.2518-2(c)(5) Ex. 12.  Final regulations effective after December 30, 1997 indicate that if the co-tenant can withdraw his contributions to the account without the consent of the other co-tenant, the survivorship interest may be disclaimed nine months from the date of death of the first tenant to die.  The surviving co-tenant may not disclaim any consideration furnished by the surviving co-tenant. Reg. 25.2518-2(c)(4)(iii).  The regulations clarify that the disclaimed portion of the bank account loses its character as joint property and is includible in the decedent’s estate under §2033 while §2040 joint property rules continue to apply to the nondisclaimed portion.

2.
Exception for real estate that may be partitioned.  Under final regulations, the disclaimer of the interest the joint owner acquired upon creation of the tenancy must be made no later than nine months from the date the tenancy was created.  Disclaimer of the survivorship interest must be made no later than nine months from the date of death of the first joint owner to die.  This is so regardless of whether the interest can be unilaterally severed under local law.  The interest of the first joint owner to die is deemed to be one-half, regardless of the property attributable to the consideration furnished by the disclaimant and the portion of the property included in the decedent’s gross estate under §2040.  The only exception is in the limited case when the surviving joint owner is not a U.S. citizen and the interest was created on or after July 14, 1988 – in that case the survivorship interest that may be disclaimed is any interest includible in the gross estate of the first joint owner to die.  Reg. 25.2518-2(c)(4).

3.
Generally, when property is held in a joint tenancy which may be unilaterally severed by either tenant, the surviving joint tenant may disclaim the one-half interest in the property within nine months after the death of the first joint tenant to die, even if the surviving joint tenant provided all or some of the consideration.  The final regulations extend this treatment to tenancies by the entirely as well.

K.
Some reasons for a disclaimer

1. To avoid overfunding a marital deduction bequest;

Example:  Decedent leaves his entire estate in trust for the benefit of his surviving spouse.  The trust provides that any portion the spouse disclaims is distributable to a trust for the benefit of the decedent’s issue.  To take advantage of the decedent’s applicable exclusion amount, the spouse disclaims that portion of the bequest to her equal to the balance of the decedent’s applicable exclusion amount.  The disclaimed amount will fall into the trust for the benefit of the decedent’s issue.  Note that under an exception noted in Reg. 25.2518-2(e)(5), Examples 4-6, the surviving spouse could disclaim to a trust of which she is a beneficiary as long the spouse does not possess either a special or general power of appointment over the trust (because this would give the disclaimant the ability to direct the disposition of the disclaimed property).

2. To qualify for the marital deduction or a charitable deduction by causing property to pass to the surviving spouse or a qualified charity;

Example:  Decedent dies intestate and under the intestacy laws of the state one-half of the property goes to the decedent’s surviving spouse and the balance goes to the decedent’s children.  If there are no children, all passes to the surviving spouse.  If the children disclaim, the disclaimed portion passes to the surviving spouse and will qualify for the marital deduction.

Example:  Decedent’s IRA beneficiary designation form names his son as the primary beneficiary of the IRA and a charity as the continent beneficiary.  If the son disclaims, the charity becomes the beneficiary of the IRA and the amount of the IRA passing to charity will qualify for the estate tax charitable deduction.

3. To fully fund a credit shelter trust – see the example above dealing with a disclaimer to avoid overfunding a marital bequest.

4. To avoid inclusion of assets in beneficiary’s estate.

Example:  Decedent dies leaving his estate to his wealthy, unmarried, childless son.  The decedent’s will states that if the son predeceases him, his estate passes to his less than well-off daughter.  To avoid having the assets taxed in his estate, the wealthy son disclaims with the result that the decedent’s estate passes to his less than well-off daughter.

XV. Gift Splitting with the Surviving Spouse

A. The executor and the surviving spouse can consent to split gifts with respect to gifts made by the decedent and the spouse, or by either of them, to third parties.  Reg. 25.2513-2(c).  

1. To qualify, the gift-splitting requirements of §2513 must be satisfied.  Thus, the decedent and spouse must have been citizens or residents of the United States when the gifts were made and must have been married to each other at the time of the gift and the surviving spouse must not have remarried during the remainder of the year.  §2513(a)(1).

2. Consent given by the executor will not include gifts made by the surviving spouse after the decedent’s death.  Reg. 25.2513-1(b)(1).

3. Consent can be indicated on the first gift tax return filed, even it late.  However, if either spouse or the executor for the deceased spouse files a return without signifying consent to gift splitting, the consent cannot be given on a late-filed return.  §2513(b)(2)(A).

4. The gift tax liability is joint and several for split gifts.  §2513(d).  Thus, the executor should consider whether the surviving spouse has made any undisclosed gift resulting in an additional gift tax liability for which the decedent may be jointly and severally liable.

5. The gift tax resulting from gift-splitting which remains unpaid at the date of the decedent’s death and is attributable to the decedent is deductible as a debt for estate tax purposes under §2053. Reg. 20.2053-6(d).

6. Payment by one spouse of all or part of the gift tax liability as a result of gift-splitting is not treated as a transfer subject to gift tax.  Reg. 25.2511-1(d).

7. Generally, post-1976 taxable gifts are added to the estate so that gifts are, in effect, taxed at the decedent’s estate tax bracket.  If a gift is split, only one-half of the gift is added back for purposes of computing the estate tax.

8. A decision to split a gift for gift tax purposes will also be treated as a split gift for GST purposes.  §2652(a)(2).

