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TAX AND ESTATE PLANNING UPDATE 

I. Portability and the Increased Exclusion 

A. The Tax Relief, Unemployment Insurance Reauthorization, and Job 

Creation Act of 2010 and the American Taxpayer Relief Act of 2012 

changed the dynamics of transfer tax planning for the vast majority of 

wealthy taxpayers.  The Acts increased the exemption amount for estate, 

gift and generation-skipping tax purposes to $5,000,000, indexed for 

inflation, and then made the increase permanent.  They also added 

portability of the exclusion, providing a way to transfer unused gift and 

estate tax exclusion to the surviving spouse.   

B. Basic Portability Provision and Scope 

1. Section 2010 of the Code, as amended by Sections 302(a)(1) and 

303(a) of the Tax Relief Act of 2010, creates portability by introducing 

the concept of "deceased spousal unused exclusion amount" ("DSUE 

amount").
1
  Section 2010(c)(2) defines the applicable exclusion 

amount as "the sum of  (A) the basic exclusion amount, and (B) in the 

case of a surviving spouse, the deceased spousal unused exclusion 

amount." 

2. Portability is available without regard to the size of the estate of the 

decedent or the reason for the decedent having unused exclusion 

amount. 

a. A 2014 decedent with a $2 million estate, all left in taxable 

form, leaves $3.34 million of DSUE amount (exclusion that is 

portable). 

b. A 2014 decedent with an $18 million estate, who leaves $2 

million to his children and $16 million to his spouse and 

charity, also leaves $3.34 million of DSUE amount. 

3. The definition of applicable exclusion amount also applies for gift tax 

purposes.  The 2010 Act amended Code Section 2505 (Unified Credit 

Against Gift Tax) to define the credit for gift tax purposes by reference 

to "the applicable credit amount in effect under section 2010(c) which 

would apply if the decedent died as of the end of the calendar year."  

                                                 
1
 In temporary regulations published on June 18, 2012 (T.D. 9593), the IRS chose to use the term 

"DSUE amount."  The temporary regulations are effective June 15, 2012.  See Temp. Reg. §§20.2010-1T to -

3T; 25.2505-1T to -2T. 
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Thus, a surviving spouse may use his or her enhanced applicable 

exclusion amount for gifts. 

4. Portability does not apply to the GST exemption.  Section 2631(c), as 

amended by the 2010 Act, defines the GST exemption amount as equal 

to "the basic exclusion amount under section 2010(c)." 

5. The basic exclusion amount of $5,000,000 is adjusted for inflation 

beginning in 2012.  IRC § 2010(c)(3).  The basic exclusion amount in 

2014 is $5,340,000.   

C. Deceased Spousal Unused Exclusion Amount 

1. Section 2010(c)(4) defines the deceased spousal unused exclusion 

amount as the lesser of (i) the basic exclusion amount, and (ii) the 

unused portion of the basic exclusion amount of the last deceased 

spouse of such surviving spouse. 

2. Once transferred to the surviving spouse, the DSUE amount is not 

adjusted for inflation.   

3. The statute limits the surviving spouse to use of the unused exclusion 

of his or her last deceased spouse.  This limitation applies regardless of 

whether the last deceased spouse has any unused exclusion or whether 

the last deceased spouse's executor makes or fails to make a timely 

election.  

D. Election 

1. The surviving spouse may use the unused exclusion amount of a 

deceased spouse only if the executor of the deceased spouse timely 

files a Form 706 for the deceased spouse and elects to make that 

spouse's unused exclusion portable.  IRC § 2010(c)(5); Temp. Reg. § 

20.2010-2T(a)(2).  The regulations make clear that the return must be 

filed by the nine month due date unless an extension request is timely 

made.  Temp. Reg. §20.2010-2T(a)(1). 

2. The last timely-filed return is determinative of whether the election is 

made and that election is irrevocable.  The regulations do not currently 

provide a procedure for relief to make a late election.  Nor do they 

provide a procedure for a protective election. 

a. Section 2010(c)(5) states "No election may be made under this 

subparagraph if such return is filed after the time prescribed by 

law (including extensions) for such return." 
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b. The Internal Revenue Code does not prescribe a time for filing 

a return for an estate that is below the threshold for filing an 

estate tax return, because there is no filing requirement.  The 

regulations issued under Section 2010 fill this gap.  Temp. Reg. 

§ 20.2010-2T(a)(1). 

c. Because the filing deadline for estates under the filing 

threshold arguably is imposed by the regulations, not statute, 

estates under the threshold should be able to apply for relief for 

a missed election under Treas. Reg. §301.9100-3.  The IRS 

confirmed this interpretation in Rev. Proc. 2014-18 (issued 

January 27, 2014).  Relief under § 301.9100-3 requires a 

private letter ruling request.  Rev. Proc. 2014-18 provides a 

temporary simplified procedure for seeking relief.  The relief is 

available only for estates of decedents who died after 

December 31, 2010 and before December 31, 2013.  To obtain 

relief under the Revenue Procedure, the executor must file an 

estate tax return by December 31, 2014. 

d. Letter Ruling 201407002 (Nov. 4, 2013) illustrates the use of 

§ 301.9100-3 to obtain relief for a missed portability election.  

The decedent's estate was less than the basic exclusion amount, 

so the estate was not required to file an estate tax return under 

Code Section 6018.  The estate failed to file the return in a 

timely manner to elect portability and now was asking for an 

extension of time to make the portability election.  The IRS 

granted an extension of time to file the Form 706.  

e. Similar relief is not available for an estate over the filing 

threshold.  Of course, unless the taxpayer missed the filing of 

the Form 706 entirely, the only relief sought in most cases 

would be to elect out of portability.  The filing of the return 

constitutes an election to make the DSUE amount portable. 

3. The Act provides that, if the portability election is made, there is no 

statute of limitations for examining the predeceased spouse's Form 

706.  The waiver of the statute is limited to determining the amount of 

unused exemption available to the surviving spouse. IRC § 

2010(c)(5)(B).  Thus, if the normal statute of limitations under Code 

Section 6501 has expired, the IRS will not be able to adjust the 

deceased spouse's return and increase the tax due.  It could, however, 

make adjustments to the return, such as by modifying the amount of 

adjusted taxable gifts, including additional assets or changing the 

valuation of certain assets, for the purpose of reducing the DSUE 

amount. 
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E. The Framework for Analysis of the Use of Portability 

1. It is important to analyze portability in the context of the current tax 

environment and the non-tax factors that impact all estate planning. 

2. The single biggest development impacting planning with portability, in 

fact all estate planning, is the increase in the applicable exclusion 

amount to $5,000,000 indexed. 

a. As a result of the $5,000,000 exclusion, a significant portion of 

the "millionaire population" that traditionally were subject to 

estate tax no longer have to worry about the tax. 

b. That portion will increase with the inflation adjustment to the 

exclusion.  Many retired couples with medium sized estates 

eventually move into a consumption mode, where their 

inflation-adjusted, if not their real, net worth starts to go down.  

Meanwhile, the exclusion amount will increase, by $75,000 to 

$150,000 per year given current inflation rates. 

c. The following table shows the projected applicable exclusion 

amount at low, average and high inflation rates, starting with 

the 2014 base of $5,340,000 

Year 1.5% 3% 5% 

2014 5,340,000 5,340,000 5,340,000 

2020 5,820,000 6,340,000 7,120,000 

2025 6,240,000 7,330,000 9,070,000 

2030 6,690,000 8,460,000 11,550,000 

 

3. Combined with portability, the increasing applicable exclusion amount 

means that many married couples will stay safely under the threshold 

for paying federal estate tax. 

4. The spread between estate tax rates and capital gains tax rates has 

dropped significantly.  This clearly had changed the analysis in 

lifetime gift planning. 

EXAMPLE:  Jason makes a gift of a $500,000 asset.  His basis in the 

asset is $300,000.  The asset appreciates to $800,000 by the time Jason 

dies in 2000.  The $300,000 of appreciation escapes estate tax, saving 

$165,000 (55% of $300,000).  However Jason's family receives the 

asset without a step-up in basis.  The cost of the lost step-up is 

$100,000 (20% of $500,000 of unrealized gain). 
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EXAMPLE:  Jason makes the same gift of the same asset and it is 

valued at $800,000 when he dies in 2013.  The estate tax savings is 

$120,000 (40% of $300,000).  The cost of the lost step-up in basis is 

$119,000 (23.8% of $500,000 of unrealized gain). 

a. In the second example, ignoring issues of timing and 

opportunities to avoid the capital gain, the transaction is 

essentially a wash.  When state taxes are considered, Jason's 

family could be worse off because of the gift.  In California, for 

example, the combined estate tax rate is 40% but the combined 

capital gains tax rate for a taxpayer in the highest bracket is 

37.1%.  The cost of the lost step-up in basis for a California 

family is $185,500. 

b. The differential between estate tax rates and income tax rates is 

less than 10% in 5 states, and between 10% and 15% in another 

20 states.  See Lee, Paul S., "Paradigm Shift:  The ATRA-

Math," presentation by Bernstein Global Wealth Management 

(2013). 

5. For estate tax purposes, every asset will receive at least one basis step-

up.  Thus, the impact of capital gains tax is different than the impact in 

gift planning.  Unrealized gain and sheltered appreciation are being 

measured over the same period, the time between the first death and 

the surviving spouse's death. 

a. Since capital gains tax rates (23.8% top rate federal) still are 

not as high as estate tax rates (40%), some argue that estate tax 

reduction is still most important. 

b. Of course, if the estates of the couple are less than twice the 

exclusion amount, and who do not live in a state with a death 

tax, the only tax to plan for is income tax. 

c. Moreover, in some states, the gap is much narrower when state 

taxes are taken into account.  In New York, the effective estate 

tax rate is 49.6% and the top LTCG rate is 36.5%  In 

California, the estate tax rate is 40% and the top LTCG rate is 

37.1% 

6. The life expectancy of the surviving spouse will be a factor in the 

analysis of estate tax versus capital gains tax.  Looking at the different 

mortality tables used by the IRS under Section 7520 and Treas. Reg. 

Section 1.401(a)(9), the life expectancy of the surviving spouse after 

the first spouse's death is 14.2 to 17 years at age 70, 8.4 to 10.2 years 

at age 80, and 4.4 to 5.5 years at age 90. 
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7. The nature and mix of the couple's assets also are a factor. 

a. Marketable securities may appreciate significantly after the 

first spouse's death, but if it is a managed portfolio, it is likely 

that some gain will be realized on a regular basis as part of the 

investment strategy. 

b. A concentrated stock position in one public stock is less likely 

to have regular turnover if the family has a close connection to 

the company.  However, if it was the decedent who has insisted 

on retaining the stock, and a professional trustee is now 

involved, it is likely that the position will not be maintained. 

c. Commercial real estate, oil and gas interests, or timber interests 

actually may have a declining basis and may be subject in part 

to higher capital gains rates.  Likewise, appreciated tangible 

personal property, such as artwork or collectibles, is subject to 

a higher capital gains tax rate (28%).  Intellectual property 

rights such as copyrights or patents are usually subject to 

ordinary income tax rates during the life of the inventor.   

d. In larger estates, the special tax attributes of specific assets 

traditionally are dealt with during post-death funding.  The 

trustee would allocate securities or other assets to the credit 

shelter trust, and assets that are potentially taxed at higher rates 

or which will have a lower basis to the marital bequest. 

8. Throughout the analysis, it is important to keep paramount certain 

general estate planning principles. 

a. The estate plan must be a plan that will work well if death 

occurs the day after it was signed, but also must have sufficient 

flexibility to continue to function even as circumstances 

change. 

b. The client will be less inclined toward lifetime transfers of 

property than the estate planning attorney.  Many clients will 

not part with control of, or access to, assets even when it makes 

complete sense to do so from a tax standpoint. 

F. Advantages of Portability 

1. Simplicity.  As previously discussed, the main advantage of portability 

is simplicity.  It allows a married couple to prepare a simple estate plan 

that leaves all property to the surviving spouse (in trust or outright), 
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while still preserving the deceased spouse's applicable exclusion 

amount. 

a. This is an advantage in particular for couples whose combined 

estates are under the applicable exclusion amount.  The couple 

also can avoid the administrative inconvenience of dividing 

assets between them, and retitling assets in order to preserve 

use of the exclusion amount. 

b. Many couples whose estates are under twice the exclusion 

amount also will want to take advantage of this simplicity.  

There is the risk of losing the DSUE amount and incurring 

some estate tax if the surviving spouse remarries and the 

second spouse also predeceases him or her, but for many 

clients this risk is minimal. 

2. Additional Basis Step-Up.  The primary tax benefit of portability is 

that assets passing to the surviving spouse will receive another step-up 

in basis at the surviving spouse's death, something not available for 

assets in a credit shelter trust. 

a. In estates of couples that clearly will be less than twice the 

applicable exclusion amount, assuming the DSUE amount is 

not lost due to the last deceased spouse rule, there is no 

competing tax benefit and the basis step-up is a clear 

advantage. 

EXAMPLE:  John and Janet each have estates of $3,000,000.  

If John dies and leaves his $3,000,000 in a credit shelter trust 

for Jane, the trust assets will not receive a step-up in basis at 

Jane's death.  Assume the assets grow to $5,000,000 and there 

is $1,400,000 of unrealized gain.  Instead, if John left the 

$3,000,000 directly to Janet, and his executor elected 

portability the assets would be included in Janet's estate.  All 

unrealized gain on the assets would be eliminated at Jane's 

death, avoiding potential capital gains tax of over $330,000. 

b. In estates that are near or above twice the applicable exclusion 

amount, there may be a trade-off of income tax savings versus 

estate tax savings. 

3. Use With Depreciating Assets.  If the decedent's estate contains assets 

that likely will depreciate in value, such as promissory notes with 

imbedded income in respect of a decedent ("IRD"), then passing those 

assets to the surviving spouse may be preferable to using them to fund 
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a credit shelter trust.  If most of the decedent's estate consists of these 

assets, then portability may be a good option. 

4. Retirement Accounts. 

a. In many estates, a high proportion of the wealth is in retirement 

accounts.  Because the assets are IRD, they will shrink by the 

income taxes incurred as distributed.  In addition, the minimum 

distribution rules for retirement accounts are less favorable 

when the account is allocated to a trust.  The account likely 

will need to be distributed more rapidly if allocated to a credit 

shelter trust. 

b. The preferred disposition for many married couples is to leave 

retirement assets to the surviving spouse.  In the past, a typical 

beneficiary designation named the spouse as primary 

beneficiary and the participant's revocable trust as contingent 

beneficiary.  The spouse then could disclaim a portion of the 

retirement assets if they were needed to fund the credit shelter 

trust and the spouse and his or her advisors decided that 

increasing the funding was worth foregoing the income 

advantages of rollover by the spouse. 

c. With portability, the surviving spouse can avoid the choice 

between maximizing estate tax benefits and maximizing 

income tax benefits. 

EXAMPLE:  John has a $5,000,000 estate, with $3,000,000 

consisting of several rollover IRA accounts.  John designates 

Janet as beneficiary of the IRA accounts.  At his death in 2012, 

$2,000,000 passes to a credit shelter trust, and the remaining 

$3,000,000 of IRA accounts to Janet.  John's executor elects 

portability for his $3,000,000 of unused exclusion.  Janet dies 

with a separate estate of $6,000,000, including $2,500,000 

remaining in the IRAs (a decrease due to minimum 

distributions and income tax on those distributions).  She has 

applicable exclusion of $8,340,000 consisting of her 

$5,340,000 and $3,000,000 of DSUE amount from John. 
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5. Residence.  

a. A residence, particularly the primary residence, is another asset 

that may represent a substantial portion of the couple's wealth 

but that is often a poor candidate for use to fund a credit shelter 

trust. 

b. For example, the client may want to continue to take 

deductions generated by the real estate taxes and the home 

mortgage on her personal income tax return.   

c. If there is a mortgage, there may not be any cash in the trust 

with which to make the mortgage payments, and asking the 

beneficiary to pay those expenses may raise issues about 

whether the beneficiary has become a grantor of the trust by 

making principal payments on the mortgage.   

d. If the house is owned in part by the credit shelter trust and in 

part by the surviving spouse, keeping track of each payment 

and the allocation of every expense will be bothersome and can 

be expensive. 

e. If it is necessary to transfer the home to one spouse or the other  

to be sure that spouse has sufficient assets to fund a credit 

shelter trust and the "wrong" one dies first, there is not any 

adjustment in the basis of the residence if the surviving spouse 

would like to sell the property. 

f. Ownership of the house in a trust might impact the availability 

of the homestead exemption or other tax benefits. 

G. Advantages of Credit Shelter Trust Planning 

1. Shelter of Appreciation and Income.  The DSUE amount is not 

indexed for inflation.  A credit shelter trust creates the opportunity for 

future appreciation and income to increase the value of assets outside 

the estate. 

EXAMPLE:  Wife dies in 2013 with assets of $4,000,000, all of 

which are left to Husband.  As Wife's executor, Husband elects 

portability and receives $5,250,000 of DSUE amount.  Husband had 

$3,000,000 of assets of his own, so he has a total of $7,000,000 of 

assets and $10,500,000 of applicable exclusion amount.  Husband 

invests half the assets in a new business.  Ten years later it is worth 

$15,000,000.  His other assets have appreciated to $5,000,000 so his 

total estate is $20,000,000.  Assume that Husband's basic exclusion 
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amount is now $7,000,000 due to inflation adjustments.  With the 

DSUE amount, which is not inflation adjusted, he can shelter 

$12,250,000 from  estate tax. 

If Wife had created a credit shelter trust with her $4,000,000 and 

Husband had used those funds for the business investment, all 

$15,000,000 would be sheltered from estate tax. 

a. The additional shelter of a credit shelter trust is not likely to be 

a significant issue where the clients' net worth is modest.  

However, with younger couples it is hard to predict what their 

wealth will be many years in the future. 

b. In addition, one should not completely ignore the possibility 

that Congress could lower the applicable exclusion in the 

future.  It would be unfortunate if a couple with an estate 

slightly under twice the exclusion amount decided to rely on 

portability and the survivor dies when the basic exclusion 

amount is back to $1,000,000. 

2. Generation-Skipping Tax Planning.  There is no portability of GST 

exemption.  A couple who wants to maximize the amount of property 

held in long-term trusts for descendants will want to use credit shelter 

planning. 

a. Assuming the decedent's remaining applicable exclusion 

amount is being transferred to the surviving spouse through a 

portability election, the only way the decedent can take 

advantage of her remaining GST exemption is to use a reverse 

QTIP trust.  IRC § 2642(a)(3). 

b. All of the income of the QTIP trust is required to be 

distributed, so the value of the assets in the trust may not 

increase as rapidly as in a trust that can accumulate income. 

c. In addition, if the reverse QTIP is the only QTIP created in the 

estate of the first spouse to die, or if the regular QTIP trust is 

not large or has been depleted, or, in worst case, if the regular 

QTIP trust is not obligated to pay the estate tax due on the 

reverse QTIP trust, the estate tax due at the death of the 

surviving spouse might have to be paid from the GST tax 

exempt assets in the trust. This will clearly reduce the 

effectiveness of the GST exemption allocation. 

3. Impact of Remarriage.  A risk with portability is that the surviving 

spouse will lose some or all of the DSUE amount if he or she remarries 
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and the second spouse also predeceases him or her.  In addition, DSUE 

amount is not cumulative.  By contrast, the surviving spouse's 

remarriage does not impact the benefits of a credit shelter trust and the 

surviving spouse can accumulate multiple credit shelter trusts. 

EXAMPLE:  John has survived Janet and is now a beneficiary with 

his children of a credit shelter trust holding $3,000,000.  He also has 

$2,000,000 of DSUE amount from Janet.  John marries Mary.  Mary 

also predeceases John and leaves her entire $5,340,000 estate to a trust 

for her family.  John's DSUE amount becomes -0-.  The credit shelter 

trust is unaffected. 

EXAMPLE:  Same facts as the preceding example except that Mary 

leaves her $5,340,000 to a credit shelter trust for John and his children.  

John and his children are now beneficiaries of two credit shelter trusts 

funded initially with $8,340,000. 

4. Protective Benefits of a Trust.  A trust of course provides all the 

spendthrift protections that are at the core of estate planning.  The trust 

assets are insulated from claims of creditors, are more protected if the 

surviving spouse remarries, and are better protected from misuse or 

misappropriation by the children. 

a. A decedent can achieve the same protective benefits by 

creating a marital trust for the surviving spouse, who still can 

claim DSUE amount. 

b. Because a QTIP trust is always an option in the planning, 

portability should not be viewed as directly inimical to the use 

of trusts. 

c. A credit shelter trust can benefit both spouse and descendants, 

and does provide greater flexibility regarding use of the trust 

property. 

5. Avoiding Potential Audit Issues. 

a. If the credit shelter trust is funded with non-publicly traded 

assets that are difficult to value, the family can avoid risk of 

audit with respect to those assets at the second death.   

b. The credit shelter trust also allows a family that owns a 

closely-held business to isolate voting control outside the 

estate, or divide a controlling interest so voting control does 

not end up in the hands of the surviving spouse.   
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EXAMPLE:  John owns a business that continues to do well 

and increase in value.  Several years ago, John recapitalized the 

business and created classes of voting stock and nonvoting 

stock.  He transferred 20% of the voting stock to an irrevocable 

trust and 40% to Janet.  Janet dies.  Her estate plan leaves her 

voting stock to a credit shelter trust, of which John is trustee.  

At John's death, he is not considered to have voting control for 

estate tax purposes. 

H. Considerations with Non-standard Families 

1. Estate planners should be cautious about relying on portability for 

married couples where there are children from a prior marriage, or 

other non-standard family situations.  The estate planning attorney 

needs to consider whether leaving an executor with discretion to use 

portability is even appropriate, and if it is, who the executor should be 

and how the estate tax burden should be allocated.   

2. The problem with portability in non-standard families is that it allows 

the surviving spouse to use the DSUE amount personally, rather than 

for the beneficiaries of the first spouse to die.  In effect, electing 

portability is like leaving assets outright to the spouse. 

3. The temporary regulations provide that, for a testate decedent, only the 

executor can make the portability election.  Temp. Reg. § 20.2010-

2T(a)(6).  In these situations, the executor probably should not be a 

beneficiary under the estate plan, and/or should be directed as to a 

portability election. 

a. For example, if the estate is not large enough to independently 

require the filing of an estate tax return, an executor who is a 

child of a prior marriage may choose not to incur the expense 

of filing an estate tax return solely to make the portability 

election for the second spouse.   

b. Rather than have the parties disagree over the need for a return, 

or over covering the cost of its preparation, it is better to have 

the estate plan direct whether an estate tax return should be 

filed to elect portability, and, if so, who is responsible for the 

cost of the preparation and filing. 

4. Often, in a complex family structure where a client has children from a 

prior marriage, a QTIP trust is used for the surviving spouse, with the 

trust assets eventually passing to the client's descendants.  However, 

when a QTIP trust is combined with portability, the client's estate plan 

may not operate as intended. 
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EXAMPLE:  John marries Mary several years after his wife, Janet 

dies.  John has three children from his marriage to Janet.  John 

bequeaths most of his estate to a QTIP trust for Mary, remainder to his 

children.  He names Mary as executor.  Mary elects QTIP treatment 

for the trust and portability.  She then makes gifts to her family using 

John's DSUE amount.  Mary dies with an estate equal to her basic 

exclusion amount, which she also leaves to her family.  The QTIP trust 

pays estate tax, and John's children receive no benefit from his 

exclusion amount. 

a. Even if Mary did not make gifts to her family, assuming that 

her estate was large enough to absorb most of her applicable 

exclusion amount (including the DSUE amount), the QTIP 

trust would have to contribute to cover the taxes attributed to it, 

unless the estate plan waives reimbursement.  

b. Code Section 2207A requires reimbursement on a marginal not 

proportionate basis.  Thus, the QTIP trust could bear most or 

all of the estate tax at the second spouse's death, while the 

second spouse's personal assets are sheltered in part by the 

deceased spouse's DSUE amount. 

5. In cases such as these, the more prudent course of action may be to use 

traditional credit shelter/marital deduction planning.  If there is DSUE 

amount available, then estate plan should direct whether it will be used 

and how the tax burden on the QTIP trust is handled. 

6. These issues also could be addressed in a prenuptial or postnuptial 

agreement.  For example, the parties could agree to permit the 

surviving spouse to have the use of any DSUE amount of the first 

spouse to die in return for an agreement that the surviving spouse 

would waive the right of reimbursement for tax due as a result of the 

inclusion of the QTIP trust in the surviving spouse's estate (or at least 

for that portion of the QTIP trust equal to the DSUE amount). 

I. Impact of State Estate Tax  

1. States that have a separate death tax or state estate tax tied to the old 

federal state death tax credit have not enacted portability for state tax 

purposes.  Delaware appears to be the one exception; it defines its 

exemption amount by reference to the applicable exclusion amount 

under Section 2010(c). 

2. A couple will forego use of the sheltering benefit of the state exclusion 

at the first death if they are relying entirely on portability.  This could 

result in more state estate tax at the second death. 
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EXAMPLE:  John and Janet are Illinois residents.  Illinois has a 

$4,000,000 exclusion amount.  John has $6,000,000 of assets and Janet 

has $3,000,000 of assets.  They want their estate plan to be as simple 

as possible.  Pursuant to their estate plan, all of John's assets pass to 

Janet at his death in 2013.  His executor elects portability and passes 

John's $5,250,000 DSUE amount to Janet.  At Janet's death, assume 

her estate is $9,000,000.  It is sheltered from federal estate tax by her 

$10,500,000 applicable exclusion amount.  However, Janet's estate is 

subject to Illinois estate tax of $801,049. 

Assume John's estate plan instead creates a $4,000,000 credit shelter 

trust, and leaves $2,000,000 outright to Janet.  Janet elects portability 

for the remaining $1,250,000 of John's exclusion.  At Janet's 

subsequent death, her estate consists of the $2,000,000 from John and 

her separate $3,000,000.  This is sheltered by her applicable exclusion 

amount and she owes no federal estate taxes.  Her Illinois taxable 

estate is $5,000,000.  The Illinois estate tax at her death is $285,714. 

3. By contrast, portability may provide a benefit in some estates by 

allowing the couple to avoid estate tax at the first death while still 

preserving the decedent's full exclusion amount.   

a. Before portability, a couple living in a state with a lower state 

estate tax threshold who are using a typical marital/nonmarital 

estate plan and who wanted to avoid all estate tax at the first 

death would use a formula that funds the credit shelter trust 

with the largest amount that can pass free of federal and estate 

state tax. 

b. In Illinois, the estate plan could allocate $4 million to the 

nonmarital trust.  In New York or Minnesota, only $1 million 

would be allocated to the nonmarital trust.  The remaining 

assets, if any, would pass to a marital trust or the spouse. 

c. In states with a state only QTIP election, a QTIP trust could be 

used to preserve the federal exclusion.  In states that do not 

allow a state only QTIP, like New York, the couple had to 

either under-utilize the federal exclusion or pay New York 

estate tax at the first death (about $420,000 on an estate of 

$5,250,000). 

d. Couples now can rely on portability at least to the extent of 

amounts greater than the state estate tax threshold. They still 

may owe state estate tax at the survivor's death, but all other 

things being equal, it is best to defer payment.  And, if the 

surviving spouse moves to North Carolina, Florida or one of 
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the many other states with no state death tax, he or she will 

avoid state estate tax entirely. 

4. The possibility of a change of residence is a factor to consider with all 

clients.  Assume a couple is living in a state that does not impose a 

state estate tax and they rely on portability at the death of the first 

spouse to die.  However, several years later, the surviving spouse 

moves nearer to grandchildren in a state that does impose an estate tax.  

The assets that could have been protected from state estate tax in a 

credit shelter trust established at the death of the first spouse to die will 

be subject to state estate tax at the death of the surviving spouse. 

J. Flexibility Planning Options 

In creating an estate plan that defers the decision on portability, there are three 

primary options to choose among: 

1. Disclaimer plan.  The estate plan leaves the assets of the first spouse to 

die outright or in a marital trust to the surviving spouse, but provides 

that if the surviving spouse disclaims, the assets will pass to a credit 

shelter trust.  The credit shelter trust could be for the sole benefit of the 

surviving spouse or for spouse and descendants.   

a. The danger with this option is that the surviving spouse fails to 

disclaim, even when it would be advantageous to do so. 

b. The surviving spouse also could be disabled.  An agent under a 

power of attorney, assuming he or she has the authority to 

disclaim on behalf of the spouse, may be reluctant to do so. 

c. The attorney also needs to make sure the spouse does not take 

actions post-mortem that constitute acceptance of the 

decedent's property. 

2. Single Fund QTIP.  The plan leaves all the assets to a QTIP trust for 

the surviving spouse.  The executor for the deceased spouse then can 

choose to elect the marital deduction for the trust and rely on 

portability, or not to make the QTIP election for all or a portion of the 

trust.   

a. The trustee of the QTIP trust usually is given the power to 

sever the trust into elected and non-elected portions. 

b. This plan puts the decision in the hands of the executor, who 

may be best suited to make the decision.  It allows for the 

decision to be made up to 15 months after the date of death, 

rather than nine months with a disclaimer. 
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c. Some practitioners have expressed concern that the QTIP 

option may not be available due to Rev. Proc. 2001-38, 2001-1 

C.B. 1335, which allows a taxpayer to ask to treat a QTIP 

election as null and void if unnecessary to reduce estate tax.  

The service has indicated informally that it will not use Rev. 

Proc. 2001-38 against taxpayers. 

3. Clayton QTIP.  This option is an add-on to the single fund QTIP.  In 

addition to the QTIP trust, the estate plan can contain provisions for a 

credit shelter trust.  If there is a non-elected portion of the QTIP trust, 

the trustee can elect to allocate it to the credit shelter trust, thereby 

creating a trust for spouse and descendants.   

a. This option is superior to the disclaimer approach in that the 

surviving spouse can retain powers of appointment over the 

credit shelter trust.  He or she cannot do that in a credit shelter 

trust funded by a disclaimer. 

b. The decision to make the non-elected portion of the QTIP 

should not be made by the surviving spouse.  If the spouse is 

executor or trustee, there should be provisions to allow an 

independent co-fiduciary to make the decision. 

4. Variations.  There are any number variations on these options that can 

be implemented.  For example, for a couple that wants the survivor to 

have the option of receiving the property outright, the plan could 

provide that the property passes to Marital Trust A, but if any portion 

not elected for marital deduction, it goes to the Family Trust up to the 

exemption, otherwise to Marital Trust B.   

a. Marital Trust A is a normal QTIP marital trust, but says that 2 

weeks after the estate tax return is filed, the assets are 

distributed to the surviving spouse.  Marital Trust B is a normal 

QTIP marital trust.   

b. All the property thus goes to a marital trust for the spouse that 

will pass outright 9-15 months later (after FET filed).  If the 

survivor decides it is beneficial to use the estate tax exemption 

rather than relying on portability and to use the GST 

exemption, the QTIP election will not be made for part or all of 

Marital Trust A.  The nonelected portion then flows into a 

standard A-B formula:  to standard credit shelter trust up to the 

exemption and marital trust for the balance. 
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II. The 3.8% Net Investment Income Tax 

A. Explanation of the Tax 

1. The Health Care and Education Reconciliation Act of 2010 added 

Section 1411 to the Code, effective December 31, 2012.  Section 1411 

imposes a nondeductible 3.8% tax on the net investment income of 

certain individuals, estates and trusts with income above specified 

thresholds. 

a. The thresholds are $250,000 for married filing jointly 

taxpayers, $125,000 for married filing separately and $200,000 

for single filers. 

b. The threshold for estates and trusts in 2014 is $12,150. 

2. The additional tax raises the maximum combined federal rate for 

ordinary income to 43.4% and for qualified dividends and capital gains 

to 23.8% 

3. The IRS released the final regulations under Code Section 1411 on 

November 26, 2013.   

4. The tax must be taken into account in estimated tax payments. 

5. The tax works as a separately computed tax regime (think AMT). 

B. Net Investment Income.  

1. There are three major categories of income, which are offset by 

various allowed deductions, to determine NII. A common theme of all 

three categories is that if an item of income is not treated as income for 

regular tax purposes, it will not be NII for surtax purposes. The income 

items are— 

2. Category 1. Gross income from interest, dividends, annuities, 

royalties, and rent (but not including those items that are income 

derived in the ordinary course of a non-passive business, such as rents, 

discussed below).  

a. Any of these items that are not in regular income are not in 

NII—for example, municipal bond interest income is not 

included in NII.  

b. Rents are generally passive for purposes of the IRC §1411 tax. 

There is an exception for real estate professionals that devote 

500 hours annually to working in the real estate business. Reg. 

http://www.ofr.gov/OFRUpload/OFRData/2013-28410_PI.pdf
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§ 1.1411-4(g)(7). Otherwise, taxpayers must meet two tests  for 

rent to be excepted from being net investment income: (i) 

material participation and (ii) the rental income activity is a 

trade or business. 

3. Category 2. Gross income that is from (1) a passive activity or (2) a 

trade or business of trading in financial instruments or commodities is 

NII. (Rents would generally be considered passive income, but they 

are included in Category 1.) To determine whether an activity is 

―passive,‖ the passive activity loss rules of IRC §469 apply. This 

category includes business income if the taxpayer does not materially 

participate in the business. Passive loss carryovers apply for NII 

purposes to offset passive NII (even passive loss carryover from years 

prior to 2013 can offset passive NII income).  

a. Under the IRC § 469 passive loss rules, activities may be 

―grouped‖; an individual‘s activities in several businesses that 

are grouped may rise to the level of being material 

participation, even though the individual would not meet the 

material participation for any separate activity. Regrouping is 

generally not permitted under IRC § 469, but a one-time 

regrouping is allowed (which will apply for both regular and 

surtax purposes) on the return for the first year the individual 

would be subject to the surtax. Reg. §1.469-11(b)(3)(iv). 

b. Working interests in oil and gas property are treated as active, 

not passive activities. This applies whether the taxpayer owns 

the working interest directly or in an entity—except that if the 

interest is owned in an entity that limits the liability of the 

taxpayer, the interest will be deemed to be a passive activity. 

§469(c)(3)(A).  

4. Category 3. Net gain that is included in taxable income (this would 

include capital gains). Examples of gains that are not included in 

taxable income (and therefore are not NII) include gain that is 

excluded from gross income on the sale of a principal residence, 

Qualified Small Business Stock, ESOP stock, build-up in value of life 

insurance policies, and tax-free like-kind exchanges and tax-free 

exchanges of life insurance policies.  

a. Gain on the sale of business assets used in an active business is 

not included in NII. Gains attributable to goodwill in the sale of 

an active business‘s are not NII. (The 2012 proposed 

regulations include this statement about goodwill, Prop. Reg. § 

1.1411-7(c)(5)(ii)(B); the final regulations do not specifically 

address goodwill. 
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b. Net gain includes ―recapture‖ income that is often recognized 

on the sale of investment real estate. Reg. § 1.1411-4(d), Ex. 2.  

c. Capital losses can offset gains (indeed, ―net gain‖ is what is 

included as NII in Category 3), but capital losses can offset 

income in Categories 1 or 2 only up to $3,000 per year.  

d. Gain from the sale of S corporation or partnership interests is 

subject to special rules designed to be taxpayer friendly. The 

seller can exclude from NII the amount of gain that would have 

been excluded from NII (i.e., the gain attributable to active 

trade or business assets) if the entity had sold its assets 

immediately before the taxpayer‘s sale of its interest in the 

entity. IRC §1411(c)(4). The 2012 proposed regulations had a 

complicated 4-step process, but the final regulations withdrew 

the 2012 prior regulations and new proposed regulations were 

issued adopting commentators‘ suggestions to simplify the 

reporting process. Prop. Reg.§1.1411-7. 

5. Excluded Income Items. Several types of income are specifically 

excluded from NII, including (i) distributions from IRAs and qualified 

plans, (ii) non-passive trade or business income, (iii) tax-exempt 

income and tax-exempt annuities, and (iv) income subject to self-

employment tax. As discussed above, certain gains from the 

disposition of interests in partnerships and S corporations are 

excluded. The final regulations specifically address various other 

exclusions covered by non-recognition provisions (such as IRC 

§1031), income covered by various exclusion provisions (such as IRC 

§ 103, or IRC §121), wages, compensation, unemployment 

compensation, Social Security benefits, and alimony. 

6. ―Maybe‖ items  

a. PFICs with QEF elections and CFCs - One of the key 

differences for investors between the regular income tax and 

the NIIT is with respect to investments in Passive Foreign 

Investment Companies (―PFICs‖), with Qualified Electing 

Fund (―QEF‖) elections in place, and Controlled Foreign 

Corporations (CFCs). QEF inclusions from a PFIC and Subpart 

F inclusions from a CFC are subject to the regular income tax 

when earned, even if the cash has not been distributed. 

Similarly, QEF /Subpart F inclusions of income from 

QEFs/CFCs are subject to NIIT when earned, if the QEF/CFC 

is held through a trader fund. However, the same QEF/Subpart 

F inclusions of income would not be subject to NIIT if the 

QEF/CFC is held through an investor fund or if it is held 
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directly by an individual. Instead, the income would only be 

subject to NIIT at the time the cash is actually distributed. 

Consequently, investment in a QEF/CFC directly or through an 

investor fund can create a timing difference between the 

regular income tax and the NIIT. While this timing difference 

requires taxpayers to keep a separate set of records to track the 

basis and income inclusion for both regular and NIIT purposes, 

it also creates an opportunity to defer the 3.8% tax. 

b. There is a conformity election (―G election‖) that eliminates 

the timing differences between NIIT and regular income tax 

inclusions. Domestic pass-through entities are allowed to make 

a binding G election at the entity level. However, for the 2013 

tax year only, pass-through entities are only able to make the G 

election if all of the partners consent. Many asset management 

funds did not get consent for the 2013 year and will be 

providing their investors with the information to make the 

decision at the individual level. In order for an investor to do 

this analysis, it must weigh the additional cost and burden of 

not making the G Election with the potential savings from NIIT 

deferral. The magnitude or materiality of the investment, as 

well as how frequently the CFC/QEF makes distributions, 

should all be factored into the decision.  While this decision 

will need to be made by investors in a partnership that invest in 

PFICs and CFCs, it also provides a planning opportunity for 

individuals to start investing directly into offshore funds 

instead of through partnerships. The direct investment in an 

offshore fund would typically be deemed an investment in a 

PFIC and, absent a G Election, investors can get a deferral on 

3.8 percent of the earnings in a PFIC that is not available if 

invested in a partnership and taxed at the time of income 

allocation. By investing directly in a PFIC that would 

otherwise be an investor fund, investors also get the benefit of 

expense deductions that would otherwise be disallowed. 

Further, there are state and local benefits to PFIC investing 

because it eliminates some of the limitations set on interest and 

investment deductions in certain states. It will be interesting to 

see if a trend develops toward US investors directly investing 

in offshore investor funds instead of the onshore funds for 

these reasons. 

c. Notional principal contracts.  Under the 2012 proposed 

regulations, Notional Principal Contract (―NPC‖) or swap 

income is NII for trader funds but not for investor funds. 

Capital gain or loss from the sale of swaps is NII to both 

investor and trader funds. While the 2013 proposed regulations 
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eliminate this disparate treatment for the most part, they are not 

effective until tax years beginning after December 31, 2013. 

This is important to taxpayers invested in investor funds that 

own swaps because they may opt to follow the 2012 proposed 

regulations for the 2013 tax year and not pay NII tax on any 

swap income, other than the capital gain (loss) on disposition. 

7. Foreign tax credits.  Another difference between regular taxable 

income and NII has to do with foreign taxes. Foreign taxes reduce NII 

only to the extent a taxpayer is using them as a deduction for regular 

income tax purposes, but not if the taxpayer is using them as a credit. 

While many comments were made requesting excess foreign tax 

credits to be used to offset NII tax liability, IRS did not change its 

position in the final regulations. 

8. Deductions.  The final regulations added a wide variety of deductions 

―properly allocable to such gross income or gain‖ that can be 

subtracted in determining the ―net‖ investment income. Reg. §1.1411-

4(f). For trusts, the final regulations added that trustee fees can be 

deducted for purposes of the surtax, and planning opportunities are 

available in allocating trustee fees against certain types of income (see 

below) 

C. Business Income and Material Participation – Individuals.  The non-passive 

trade or business income exception requires  (1) that there be an activity 

that involves a trade or business (within the meaning of IRC §162) and (2) 

that it is a non-passive activity within the meaning of IRC §469, which 

requires material participation by the taxpayer. Reg. §1.1411-5(a-b). (There 

is no exception for business income from trading financial instruments or 

commodities, whether or not the activity is passive.) Thus, generally there 

must be both (1) a trade or business and (2) material participation by the 

taxpayer. As an example, if real estate that is used in a business is held in a 

separate entity from the operating company, such rental income will not be 

trade or business income (unless the real estate company is in the trade or 

business of leasing multiple similar real properties). Also, generally any 

interest, dividends, capital gains, etc. earned on investment assets held by 

the business will constitute NII, no matter how strong the business purpose 

is for holding the investment assets and no matter if there is material 

participation so that the business is an active activity. Reg. §1.1411-6.   

1. The material participation requirements under the IRC §469 passive 

loss rules are used for determining whether an activity is passive for 

purposes of the exception from the surtax for business income. 

§1411(c)(2)(A). Section 469(h)(1) defines material participation as an 

activity in which the taxpayer participates on a ―regular, continuous, 

and substantial basis.‖  
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2. Individuals can use one of seven tests (one of them being the 500-hour 

rule) to establish material participation to avoid passive income 

treatment. Reg. §1.469-5T(a). In addition, there is a separate exception 

for real estate professionals (if the taxpayer performs more than 750 

hours in real property trades or businesses). IRC §469(c)(7)(B). The 

rules are not as clear regarding material participation by trusts or 

estates.  

D. Business Income and Material Participation – Trusts and Estates.  There is 

no guidance regarding how a trust or estate ―materially participates‖ in a 

trade or business, under either the IRC §469 or §1411 regulations. The IRC 

§1411 final regulations declined to provide any guidance regarding this 

issue, despite the fact that it is now of much greater importance than for 

just the passive activity loss rules. The Preamble to the final regulations 

points out that ―the issue of material participation of estates and trusts is 

currently under study by the Treasury Department and the IRS and may be 

addressed in a separate guidance project issued under section 469 at a later 

date.‖ The IRS requested comments, including ―recommendations on the 

scope of any such guidance and on specific approaches to the issue.‖ For a 

detailed discussion of the application of the non-passive trade or business 

income exception from the §1411 tax to trusts, see Richard Dees, 20 

Questions (and 20 Answers!) On the New 3.8 Percent Tax, Part 1, TAX 

NOTES 683, at 688-700 (Aug. 12, 2013) and Richard Dees, 20 Questions 

(and 20 Answers!) On the New 3.8 Percent Tax, Part 2, TAX NOTES 785 

(Aug. 19, 2013).  

1. Regulations addressing passive activity rules for trusts and estates 

have never been written. The IRS position is that trusts and estates are 

not treated as individuals for this purpose (so, for example, the 500-

hour rule does not apply), and that the real estate professional 

exception does not apply to trusts. (The Richard Dees article cites ECC 

201244017, an emailed advice, stating the IRS Office of Chief 

Counsel view that the real estate professional exception applies to 

individuals and C corporations but not trusts.) The IRS position is that 

the trustee must be involved directly in the operations of the business 

on a ―regular, continuous, and substantial‖ basis. The IRS points to the 

legislative history of IRC §469, which states very simply:  ―Special 

rules apply in the case of taxable entities that are subject to the passive 

loss rule. An estate or trust is treated as materially participating in an 

activity if an executor or fiduciary, in his capacity as such, is so 

participating.‖ S. Rep. No. 99-313, at 735. 

2. In the Mattie Carter case, the trust operated active ranch operations, 

and the trustee hired a ranch manager (who was not a trustee). The IRS 

maintained that was not material participation for the trust because the 

trustee individually did not materially participate. The taxpayer 
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maintained that, analogous to a closely held C corporation (see 

footnote 3 of the opinion), it could only participate in an activity 

through its fiduciaries, agents, and employees and that the activities of 

employees and agents of the trust should be included.  

a. The District Court sided with the taxpayer, concluding that 

material participation should be determined by reference to all 

persons who conducted the business on the trust‘s behalf, 

including employees as well as the trustee.  

b. The court reasoned that measuring the trust‘s participation by 

reference only to the trustee ―finds no support within the plain 

meaning of the statue. Such a contention is arbitrary, subverts 

common sense, and attempts to create ambiguity where there is 

none.‖ The court observed that no regulations are on point, but 

―the absence of regulations and case law does not manufacture 

statutory ambiguity.‖  

c. The court acknowledged that it had studied the ―snippet of 

legislative history IRS supplied‖ (including the Senate Finance 

Committee Report) as well as a footnote in the Joint 

Committee on Taxation‘s General Explanation of the Tax 

Reform Act of 1986, at 242 n.33, but the opinion concludes 

that ―the court only resorts to legislative history were the 

statutory language is unclear, … which, … is not the case 

here.‖ Mattie K. Carter Trust v. United States, 256 F. Supp.2d 

536 (N.D. Tex. 2003).  

3. Technical Advice Memorandum 200733023 provides that merely 

labeling a person involved in the business as a ―special trustee‖ will 

not suffice. The determining factor is whether the special trustee had 

powers that could be exercised solely without the approval of another 

trustee. If so, material participation of the special trustee would 

suffice. 

4. Private Letter ruling 201029014 reiterates the general IRS position that 

a trust materially participates in business activities only if the trustee is 

involved in the operations of the entity‘s activities on a regular, 

continuous, and substantial basis. It did not mention the Mattie K. 

Carter case and did not address the issue of participation as a trustee 

rather than participation as an individual.  

5. If a trust owns an interest in an active trade or business operation, a 

planning consideration will be whether to name some individual who 

is actively involved in the business as a co-trustee. 
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a. The IRS questioned that strategy in Technical Advice 

Memorandum 201317010 (released April 26, 2013). The trust 

in that TAM had owned stock in an S corporation. The trust 

had a trustee and a ―Special Trustee.‖ The trustee ―did not 

participate in the day-to-day operations of the relevant 

activities‖ of the company. The individual who was the Special 

Trustee was also the president of a qualified Subchapter S 

subsidiary of the S corporation. The trust instrument limited the 

Special Trustee‘s authority in selling or voting the S 

corporation stock.  

b. The IRS concluded that the trust did not materially participate 

in the activities of the company for purposes of the IRC §469 

passive loss rules. The ruling highlights two issues: (1) the 

Special Trustee‘s authority was limited to voting and selling 

the S corporation stock; and (2) the Special Trustee‘s activities 

as president were not in the role as fiduciary.  

c. As to the first issue, the ruling concluded that time spent 

serving as Special Trustee voting the stock of the company or 

considering sales of stock would count for purposes of 

determining the trust‘s material participation in the business, 

but the ―time spent performing those specific functions does 

not rise to the level of being ‗regular, continuous, and 

substantial.‘‖  

d. As to the second issue, the ruling stated in its recitation of facts 

that the individual serving as president and Special Trustee ―is 

unable to differentiate time spent‖ as president, as Special 

Trustee, and as a shareholder. The ruling reasoned that under 

IRC §469 the owner of a business may not look to the activities 

of the owner‘s employees to satisfy the material participation 

requirement, or else an owner would invariably be treated as 

materially participating because most businesses involve 

employees or agents.  

e. The ruling concluded that the work of the individual serving as 

Special Trustee and president ―was as an employee of 

Company Y and not in A‘s role as a fiduciary‖ of the trust and 

therefore ―does not count for purposes of determining whether 

[the trust] materially participated in the trade of business 

activities‖ of the company. TAM 201317010 creates a 

significant distinction in the treatment of individuals vs. trusts 

with respect to the ―employee‖ issue.  
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f. For individual taxpayers, their activities as employees of a 

business will be considered for purposes of determining their 

material participation in the business. For trust taxpayers, the 

IRS position is that the activities of a trustee as an employee of 

the business cannot be considered to determine the trust‘s 

material participation in the business.  

g. Comments to the proposed regulations under IRC §1411 by the 

American Bar Association Tax Section submitted on April 5, 

2013 recommend that the IRS issue new proposed regulations 

regarding material participation for a trust or estate for 

purposes of IRC §1411. The Tax Section Comments propose 

that such regulations recognize material participation by an 

estate or trust under any of three tests, one of which is that 

―[t]he fiduciary participates in the activity on a regular, 

continuous, and substantial basis, either directly or through 

employees or contractors whose services are directly related to 

the conduct of the activity.‖ 

6. In addition to recognizing actions through employees or contractors, 

material participation of a trust could be based on direct participation 

of the fiduciary, and in that context, the Tax Section Comments reason 

that any time spent working on the activity should be considered 

towards meeting the material participation requirements regardless of 

whether the fiduciary is working on the activity as a fiduciary or in 

another role, for instance as an officer or an individual investor. If 

there are multiple fiduciaries, time spent by the fiduciaries could be 

aggregated for purposes of determining material participation.  In light 

of the paucity of authority, ―it is difficult to establish a framework for 

material participation by a trust (or an estate).‖ Jonathan Blattmachr, 

Mitchell Gans & Diana Zeydel, Imposition of the 3.8% Medicare Tax 

on Estates and Trusts, 40 EST. PL. 3, at 9 (April 2013). Despite the 

Mattie K. Carter case, the IRS is continuing to press the issue and 

could issue a regulation adopting the position taken by the IRS in the 

private rulings. Id.  

7. A new case before the Tax Court regarding the requirements for 

material participation by a trustee for purposes of the passive loss rules 

came out taxpayer favorable.  Frank Aragona Trust v. Commissioner, 

142 T.C. No. 9.  (March 27, 2014). This case involves other issues as 

well,  but it is the first time that the Tax Court had addressed this issue 

and the case is quite significant with respect to this matter.  

E. NIIT – Applicability to trusts and expense allocation.  



  2014 Financial Executives Forum 

 

-26- 

1. The following approach is used to determine a trust‘s undistributed net 

investment income.  

a. Determine the trust‘s distributable net income (DNI) and the 

items of income that comprise its DNI 

b. Determine the items of income that comprise the trust‘s NII 

(including making subtractions as appropriate for items that are 

deductible in determining NII; expenses must generally be 

allocated between NII and non-NII items on a reasonable basis, 

such as proportionate to the amounts of gross income). 

c. Items of income that are deemed to be distributed under the 

normal DNI distributions rules (or under IRC §642 for 

charitable deductions) and that also are items of NII will be 

deemed to be distributed NII. 

d. NII that is so determined to be distributed is taxed as NII to the 

recipient beneficiaries (based on their individual threshold 

levels). 

e. NII that is not distributed is taxed at the trust level (with its 

very low threshold ($12,150 in 2014)). 

2. DNI Results Dictate the NII Distribution Amounts. Items of income 

that both (i) are distributions of DNI under the normal DNI rules, and 

(ii) are items of NII, will be considered distributions of NII. An 

example in the regulations is helpful is illustrating how this works. 

Reg. §1.1411-3(e), Ex. 1 is summarized below. 

Assume a trust with the following income (and no expenses) makes a 

$10,000 distribution to Beneficiary A in 2013:  

 Dividends   $ 15,000 

Taxable interest  $ 10,000 

Capital gain   $   5,000 

IRA distribution  $ 75,000 

Total    $105,000 

a. DNI: All of the income except capital gain is in DNI. (See 

Subparagraph 6 below regarding whether capital gain is 
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included in DNI. For this example, assume that capital gains 

are not in DNI.) Therefore the DNI is $100,000.  

b. NII: All of the income except the IRA distributions is in NII. 

Therefore, there is $30,000 of NII. 

c. Distributed DNI: The $10,000 distribution is (10,000/100,000), 

or 10% of the DNI. Accordingly, 10% of each income item 

included in DNI is deemed distributed under the normal DNI 

rules. Therefore, A receives $1,500 of dividends, $1,000 of 

interest, and $7,500 of IRA proceeds. 

d. Distributed NII: Only items that are distributed under the DNI 

rules will be deemed distributed under the NII rules, and only 

those items of DNI that are distributed that constitute NII will 

be treated as distributions of NII. While $7,500 of IRA 

proceeds are distributed under the DNI rules, they are not NII. 

So the only items of NII distributed are $1,500 of dividends 

and $1,000 of interest. (These items are NII of Beneficiary A. 

If Beneficiary A has other income that, combined with this 

income, results in A having adjusted gross income in excess of 

the individual threshold, A will be subject to the 3.8% tax.) 

e. Undistributed NII: The remaining NII ($30,000-1,500-

1,000=$27,500) is undistributed NII taxed to the trust.  

f. Trust Surtax: The trust surtax is 3.8% times the lesser of (1) the 

AGI threshold ($105,000 [gross income]-10,000 [distribution]-

11,950 [highest bracket threshold]) =$93,050), or (2) the 

undistributed NII ($27,500). The lesser amount is $27,500, so 

the surtax is 3.8% x $27,500 = $1,045. 

g. The regulations contain another example that describes the 

similar calculation process with distributions to three separate 

beneficiaries and a charity. Reg. §1.1411-3(e)(5), Ex. 2.  

3. Impact of Charitable Distributions. Charitable distributions that are 

deductible under IRC §642(c) will shift both regular taxable income 

and NII to the charity, where it will not be subject to either tax. Section 

642(c) allows a charitable deduction for any amount of gross income 

(including gross income from prior years) that pursuant to the terms of 

the governing instrument is paid or permanently set aside during the 

tax year for a charitable purpose specified in IRC §170(c).  

a. The trust agreement does not have to mandate distributions to 

charity; distributions of income to charities as discretionary 
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permissible beneficiaries qualify for the IRC §642(c) 

deduction. Old Colony Trust Company v. United States, 301 

U.S. 379 (1937).   

b. A summary by Turney Berry, Stephanie Casteel and Martin 

describe the procedure for applying the IRC §642(c) deduction 

for purposes of the NII surtax.  The starting point is the special 

rule in IRC §662(b) for characterizing income distributed to 

individual beneficiaries when a charitable contribution is made 

from the trust. Under that rule, the charitable contribution 

deduction is allocated proportionately among the classes of 

income entering into the computation of trust income before 

individual distributions are characterized. Consequently, the 

charitable distribution is treated as paid off the top, reducing 

DNI and the amount of taxable income in the various classes 

that individuals must report.  

c. However, in the case of individual beneficiaries to whom 

income is required to be distributed currently, the character of 

their distributions is determined by disregarding the charitable 

contribution deduction ―to the extent that it [the deduction] 

exceeds the income of the trust for the taxable year reduced by 

amounts for the taxable year required to be distributed 

currently.‖ Treas. Reg. §1.662(b)-2. As a result, the §642(c) 

deduction does not affect the DNI computation and 

characterization for purposes of determining the items of 

income distributed under a mandatory provision to an 

individual beneficiary. 

EXAMPLE:  A trust provides that income, including accumulated 

income, may be distributed to A, an individual, and/or XYZ Charity. 

In the current tax year, the trust has $40,000 of taxable interest and 

$10,000 of tax exempt interest, and DNI of $50,000. The trustee 

distributes $50,000 to XYZ Charity and $10,000 to A. In determining 

the amount that A is required to take into income, the entire charitable 

contribution deduction is taken into account. Since the deduction 

equals DNI, A has no amount that is included in her gross income. 

Assume the same facts, except that the trust is also required to make an 

income distribution to B of $30,000. For purposes of determining the 

character of the distribution to B, DNI is $30,000. The charitable 

contribution deduction only reduces DNI by $20,000, the difference 

between the total income of the trust ($50,000) and the amount 

required to be distributed ($30,000). The charitable contribution is 

allocated proportionately to the income items ($16,000 to taxable 
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interest and $4,000 to tax-exempt interest). B‘s distribution is then 

characterized as $24,000 of taxable interest and $6,000 of tax-exempt 

interest. B receives no income tax benefit as a result of the charitable 

distribution. In determining the amount that is included in the gross 

income of A, however, the entire charitable contribution can still be 

taken into account, with the result that for A‘s purposes there is no 

DNI and therefore no amount that A has to take into income 

d. Comparable rules apply for determining NII in the hands of 

individual beneficiaries. Prop. Reg. §1.1411-3(e)(4). In the 

examples above, A would have no NII as a result of the trust 

distribution; B would have $24,000 of NII, since the tax-

exempt interest portion of her distribution would constitute 

excluded income. Berry, Casteel, Hall, Charitable Planning 

Today, 48
TH

 ANN. HECKERLING INST. ON EST. PL., AT IV-A-115 

(2014). 

e. The final regulations contain a detailed example that includes 

distributions to individuals and distributions to a charity that 

are deductible under §642. Reg. §1.1411-3(e)(5), Ex. 2. 

4. Allocation and Deduction of Expenses. Expenses are first allocated 

directly to the income item that gave rise to the expense. For example, 

expenses attributable to rental property must be allocated against rental 

income. For indirect expenses, however, the regulations under IRC 

§652 allow the fiduciary to allocate them any way desired (except that 

they must be allocated proportionately to tax-exempt income [for 

which the taxpayer receives no benefit]). Accordingly, indirect 

expenses can be allocated against income that would otherwise be 

subject to the highest rate. (Tax preparation software will not do this 

typically. The preparer will need to override the software output to 

make such special allocations of indirect expenses.) 

5. Approach for Calculating NII Distribution With Allocated Expenses.  

a. Expenses that are not directly attributed to an income item may 

be deducted against any item(s) of DNI. That will impact 

which of those items that also happen to be NII that may 

possibly be treated as distributed.  

b. Separately, the expenses must be allocated between NII and 

non-NII items in a reasonable manner (generally based on the 

relative amounts of gross income).  

c. Distributed NII is the lesser of the amounts of NII from Step 2 

that are also deemed distributed under Step (1). (Unfortunately, 
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there are no examples in the regulations for determining NII 

that is distributed, taking into consideration the deductions of 

expenses properly allocable to NII.) 

EXAMPLE:  Assume the following: 

IRA distribution (in DNI, not in NII)  $20,000 

Capital gain (not in DNI, in NII)  $20,000 

Taxable interest (in both DNI and NII) $20,000 

Trustee fees     $10,000 

Discretionary distribution to A  $10,000 

Trustee fee allocation: The trustee fee is allocated to 

the IRA distribution (which is in DNI but happens to be 

non-NII); this should result in more NII assets being 

deemed distributed. 

DNI: After subtracting the $10,000 trustee fee from the 

IRA distribution, the DNI is: 

IRA net after deduction   $10,000 

Interest     $20,000 

TOTAL     $30,000 

Distributed DNI: The $10,000 distribution is 

(10,000/30,000), or 33.3% of the DNI. 33% of each income 

item included in DNI is deemed distributed under the normal 

DNI rules. Therefore, A receives $3,333 of IRA proceeds, and 

$6,667 of interest.  

NII, after subtracting deductible expenses: The $10,000 

trustee fee must be allocated between the NII items (capital 

gain and interest-total gross income of $40,000) and non-NII 

item (IRA-gross income of $20,000). Therefore, 2/3 

(40,000/60,000) of the $10,000 trustee fee is allocated against 

the $40,000 of NII items, leaving $40,000 – 6,667 = 33,333 of 
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NII items after the deductions. The regulations are not clear as 

to how the expenses must be allocated among just the NII 

items; conceivably they must be allocated on a gross income 

pro rata approach as well, meaning that the trustee fee is 

allocated on a pro rata gross income basis among all items of 

income merely for purposes of determining the ―net‖ income 

(after deductions) of each item of NII. This means that the 

$10,000 of trustee fees is allocated $3,000 to the IRA (non-

NII), $3,333 to the capital gain, and $3,333 to the interest. 

Therefore, the NII items, after subtracting allocable deductions 

on a gross income-pro rata basis of all gross income are: 

Capital gain  $20,000 - $3,333 = $16,667 

Interest  $20,000 - $3,333 = $16,667 

Distributed NII: There is $16,667 of capital gain after 

deduction of allocable expenses, but it was not deemed distributed 

under the DNI rules so it is not distributed NII. There is $16,667 of 

interest after deduction of allocable expenses, and there is $6,667 

of interest in DNI that is deemed distributed. Therefore, $6,667 of 

NII is distributed, leaving $26,667 of NIII after allocable expenses 

that is not distributed ($16,667 of capital gain and [$16,667 – 

6,667, or $10,000] of interest).  

d. Observation - Only one type of NII in DNI. In this most 

simplified example, only one type of NII is also in DNI (the 

interest). If there had also been dividends, which for regular tax 

purposes would be taxed at a lower rate than the interest, the 

trustee would also have to take into consideration the effect of 

different tax rates applicable to the various classes of income. 

6. Capital Gains in DNI. Capital gains are an item of net investment 

income. While distributions reduce both AGI and net investment 

income, capital gains cannot be distributed without authority in the 

trust instrument or state law for doing so. Trust instruments can either 

mandate how distributions are allocated against various types of 

taxable income, or can give the trustee discretion to allocate capital 

gains to income that is distributed. For an excellent discussion of 

various alternatives see Morrow, Avoid the 3.8 Percent Medicare 

Surtax, TR. & ESTS. 32, 35-37 (Dec. 2012). 

a. Capital gains ordinarily are excluded from DNI. Reg. 

§1.643(a)-3(a). However, the regulations provide the capital 

gains will be included in DNI if they are, (1) ―pursuant to the 
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terms of the governing instrument and applicable law‖ or (2) 

―pursuant to a reasonable and impartial exercise of discretion 

by the fiduciary (in accordance with a power granted to the 

fiduciary by applicable local law or by the governing 

instrument if not prohibited by applicable local law)‖: 

(1) Allocated to income (but if income under the state 

statute is defined as, or consists of, a unitrust amount, a 

discretionary power to allocate gains to income must 

also be exercised consistently and the amount so 

allocated may not be greater than the excess of the 

unitrust amount over the amount of distributable net 

income determined without regard to this subparagraph 

§ 1.643(a)-3(b)); 

(2) Allocated to corpus but treated consistently by the 

fiduciary on the trust‘s books, records, and tax returns 

as part of a distribution to a beneficiary; or 

(3) Allocated to corpus but actually distributed to the 

beneficiary or utilized by the fiduciary in determining 

the amount that is distributed or required to be 

distributed to a beneficiary. Reg. §1.643(a)-3(b). 

b. Planning possibilities using each of these three exceptions are 

summarized below.  

(1) Exception (1). One possible approach is to provide in 

the trust agreement that capital gain is allocated to 

income (except for mandatory income trusts—so that 

the capital gains would not have to be distributed). If 

the distribution standard allows discretionary 

distributions of income or principal to all of the current 

beneficiaries, this would not seem to have any 

economic impact. The ―consistently exercised‖ 

requirement does not apply under the § 1.643(a)-3(b)(1) 

regulation in which gain is allocated to income if there 

is no unitrust provision. Example 4 of Reg. §1.643(a)-

3(e) confirms this result. 

(2) Income From Flow-Through Entities. Another possible 

approach is to hold assets in a partnership or LLC. 

Under most state laws, distributions from the entity will 

be treated as fiduciary accounting income rather than 

principal unless the distribution is part of a liquidating 

distribution. The entity may have capital gains that will 
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be reported out to the partners or owners; the entity may 

make distributions, but those distributions will be 

fiduciary accounting income—so the capital gains 

would be included in DNI. This planning is based on a 

special rule for capital gains from pass-through entities 

that is helpful in carrying out capital gains to 

beneficiaries. Capital gain that is distributed in the 

ordinary course of partnership operations and that is 

allocated to the trust on the Schedule K-1 of a 

partnership or LLC is permitted to pass through to the 

beneficiaries. Crisp v. United States, 34 Fed. Cl. 112 

(1995); see Carol Cantrell, Income Tax Problems When 

the Estate of Trust is a Partner, ALI-CLE PLANNING 

TECHNIQUES FOR LARGE ESTATES 1375, 1446-47 (April 

2013). Furthermore, under the Uniform Principal and 

Income Act (UPAIA) cash distributions from an entity 

are generally allocated to fiduciary accounting income 

unless one of several exceptions applies (the primary 

exception being if cash is distributed in total or partial 

liquidation of the entity). Therefore, under UPAIA cash 

distributions from a flow-through entity with capital 

gains that are reported to the trust are treated as being 

allocated to income and  meet exception (1) so that the 

capital gain from the entity would be included in DNI. 

(If the entity distributes less than all of its taxable 

income, the result may not be clear as to whether the 

capital gain is distributed.)  

(3) Exception (2). Another approach is to give the trustee 

the authority to treat principal distributions as 

consisting of capital gains realized during the year. This 

is sometimes referred to as a ―deeming‖ rule. Example 

(1) of Reg. §1.643(a)-3(e) refers to a trust in which the 

trustee ―is given discretionary powers to invade 

principal for A‘s benefit and to deem discretionary 

distributions to be made from capital gains realized 

during the year.‖ In that example, ―Trustee does not 

exercise the discretionary power to deem the 

discretionary distributions of principal as being paid 

from capital gains realized during the year. Therefore 

the capital gains realized during the year are not 

included in distributable net income and the $10,000 of 

capital gains tax to the trust. In future years, Trustee 

must treat all discretionary distributions as not being 

made from any realized capital gains.‖ In Example (2) 
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the trustee elects ―to follow a regular practice of 

treating discretionary distributions of principal as being 

paid first from any net capital gains realized by Trust 

during the year,‖ and in Example (3) the trustee 

―intends to follow a regular practice of treating 

discretionary distributions of principal is being paid 

from any net capital gains realized by Trust during the 

year from the sale of certain specified assets or a 

particular class of assets.‖ In each example, this 

treatment of capital gains is ―a reasonable exercise of 

Trustee‘s discretion.‖ In Examples (2) and (3) capital 

gains are included in DNI. 

Trust agreements may specifically grant the trustee to 

allocate all or part of realized gains from the sale or 

exchange of trust assets to income or to principal 

(within the meaning of Reg. §1.643-3(b)), or to deem 

any discretionary distribution of principal as being 

made from capital gains realized during the year (within 

the meaning of Reg. §1.643(a)-3(e)). See generally 

Blattmachr & Gans, The Final “Income” Regulations: 

Their Meaning and Importance, 103 TAX NOTES 891 

(2004). 

(4) The ―treated consistently‖ requirement applies to 

exception (2) (i.e., capital gain that is allocated to 

corpus but treated as part of a distribution). This is easy 

to meet if the issue arises in the trust‘s first year or 

perhaps if the §1411 final regulations allow a fresh start 

in light of the significant tax law changes in ATRA. 

Otherwise, how a trust changes its position to start 

deeming that capital gains are included in distributions 

is not clear. (Historically, capital gains typically have 

not been treated by trustees as being included in 

distributions to cause them to be included in DNI.) 

(5) Exception (3). Some commentators suggest that an 

allocation of capital gains to corpus under Reg. 

§1.643(a)-3(b)(3) when ―utilized by the fiduciary in 

determining the amount that is to be distributed‖ does 

not have to be exercised consistently from year to year. 

One commentator acknowledges that the IRS has not 

provided further guidance regarding the meaning of 

revised subsection (b)(3), but that subsection (b)(3) 

―should be applicable when the fiduciary varies the 

amount of a principal distribution based upon the 
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amount of the trust‘s or estate‘s capital gains for the 

year,‖ and suggests, as a practical matter, that a trustee 

allocating capital gains to principal under subsection 

(b)(3) ―make a record, before the distribution if 

possible, of the decision to do so.‖ Frederick Sembler, 

Including Capital Gains in Trust or Estate 

Distributions After ATRA, TRUSTS & ESTATES 23 

(March 2013). As an example, a trustee may study the 

trust income and income tax brackets of the trust and 

beneficiaries in making a decision about what 

distributions to make, and the trustee might specifically 

acknowledge that in determining the amount of 

distributions it has considered the trust income tax 

situation and the capital gains of the trust. Arguably the 

capital gains have been ―utilized by the fiduciary in 

determining the amount that is distributed‖ thus 

satisfying exception (3). This rationale extends beyond 

the examples in the regulations for exception (3). Those 

examples include: (i) a trust that is directed to hold an 

assets for 10 years and then sell it and distribute the 

proceeds (Ex.6); (ii) amounts distributed in a year the 

trust terminates when all income and principal is 

required to be distributed (Ex.7), and (iii) a trust 

requiring that one-half of the principal be distributed at 

a particular age, at which time the trustee sells one-half 

the securities and distributes the proceeds (Ex.9). 

However, the suggested scenario seems to meet the 

literal requirements stated in exception (3) because the 

capital gains have been ―utilized by the fiduciary in 

determining the amount that is distributed.‖ 

7. Distributions. Distributions from an estate or trust may reduce the income 

subject to the top 39.6%/20% rates on ordinary and capital gains income, 

respectively, as well as reducing the income subject to the 3.8% tax on net 

investment income. See Morrow, Avoid the 3.8 Percent Medicare Surtax, 

TR. & ESTS. 32 (Dec. 2012). Thus, distributions to beneficiaries can save 

4.6% or 5% of income tax, depending on whether the income is ordinary 

income or capital gain, if the individual beneficiary is not in the top tax 

bracket ($450,000/$400,000 in 2013, $457,600/$406,750 in 2014). In 

addition, distributions can save the 3.8% tax on net investment income if 

the beneficiary does not have AGI exceeding the $250,000/$200,000 

threshold. The total tax savings could be 8.4%-8.8%, and the savings may 

be even greater if there are state income taxes. 

a. In making decisions about the tax impact of distributions, keep in 

mind that if the trust is in a state that does not have a state income 
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tax on the trust, making the distribution to a beneficiary who lives 

in a state with a state income tax may generate enough state 

income tax to the beneficiary to more than offset the federal 

income tax savings to the trust by making the distribution.  

b. This may present additional pressure on fiduciaries to make 

distributions. Of course, the fiduciary must look to the distribution 

standards in the trust agreement to determine the extent to which 

these tax considerations come into play. If the distribution is based 

solely on the health, education, support, and maintenance of the 

beneficiary, the trustee may not have the authority to take into 

consideration tax effects of distributions. Drafting Tip: Giving a 

non-beneficiary trustee the authority to consider tax implications 

may broaden the ability of the fiduciary to consider these tax 

implications of distributions. Even so, the fiduciary would 

generally treat taxes as merely one factor to be considered in the 

overall factors that the fiduciary considers in determining the 

appropriateness of distributions. 

c. These additional income tax implications may also factor into the 

trustee‘s investment decisions—for example, whether to include 

allocation to tax-exempt investments. 

III. Final Regulations Under Code Section 67(e)    

A. Background 

1. Before any IRS  guidance on  the treatment of IRC §67 deductions in a 

trust or estate, there were a couple  U.S. court of Appeals that ruled on 

this issue – both with differing outcomes.  The  6
th

  circuit ruled that 

investment advisory fees fully deductible.  The 4
th

 circuit ruled that 

investment advisory fees are subject to 2% limitation. 

2. In July 2007, regulations were proposed under section 67(e) to clarify 

which costs are unique to an estate or a non-grantor trust and are 

therefore not subject to the 2% floor for miscellaneous itemized 

deductions. The 2007 proposed regulations included a nonexclusive 

list of services or products for which the costs would be unique (and 

therefore fully deductible such as fiduciary fees) and, conversely, a 

nonexclusive list of services or products (including investment 

advisory fees) that would be subject to the 2% floor. 

3. In early 2008, the U.S. Supreme Court held that fees paid to an 

investment advisor by a non-grantor trust or estate generally are 

subject to the 2% floor for miscellaneous itemized deductions under 
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section 67(a)— Michael J. Knight, Trustee of the William L. Rudkin 

Testamentary Trust v. Commissioner, 552 U.S. 181 (2008). 

4. The Supreme Court held that the proper reading of the language in 

section 67(e)—which asks whether the expense ―would not have been 

incurred if the property were not held in such trust or estate‖—requires 

an inquiry into whether a hypothetical individual who held the same 

property outside of a trust ―customarily‖ or ―commonly‖ would incur 

such expenses. Thus, expenses that are ―customarily‖ or ―commonly‖ 

incurred by individuals would be subject to the 2% floor. 

5. Following the Supreme Court‘s decision in Knight, the IRS issued 

Notice 2008-32 as interim guidance on the treatment of ―bundled 

fiduciary fees.‖ Notice 2008-32 and then subsequent notices 

eventually provided that taxpayers are not required to determine the 

portion of a bundled fiduciary fee that is subject to the 2% floor under 

section 67 for any tax year beginning before before the publication of 

final regulations in the Federal Register. 

6. In September 2011, Treasury and the IRS released proposed 

regulations. In those regulations, the IRS and Treasury found that the 

Supreme Court in Knight had held that the deductibility of an expense 

under section 67(e)(1) depends upon whether the cost is ―commonly‖ 

or ―customarily‖ incurred when the property is held instead by an 

individual. In other words, as the Court restated its holding, section 

67(e)(1) excepts from the 2% floor ―…only those costs that it would 

be uncommon (or unusual, or unlikely) for such a hypothetical 

individual...‖ holding the same property to incur (emphasis in 

original). 

7. In applying this interpretation to investment advisory fees incurred by 

a trust, the 2011 proposed regulations explained that the Supreme 

Court found that such fees generally are not uncommonly incurred by 

individual investors and thus are subject to the 2% floor. 

B. Commentary on final vs. proposed regulations found in the preamble to the 

final regulations:   

1. The final regulations were issued in May of 2014 and are very similar 

(with only a few minor modifications) to the proposed regulations. The  

regulations provide that a bundled fee (generally, a fee for both costs 

that are subject to the 2-percent floor and costs that are not) must be 

allocated between those two categories of costs. However, the  

regulations provide an exception to this allocation requirement for a 

bundled fee that is not computed on an hourly basis. Specifically, for 

such a fee, only the portion attributable to investment advice 
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(including any related services that would be provided to any 

individual investor as part of the investment advisory fee) will be 

subject to the 2-percent floor. Notwithstanding this exception, 

payments made to third parties out of the bundled fee that would have 

been subject to the 2-percent floor if they had been paid directly by the 

estate or nongrantor trust, and any payments for expenses separately 

assessed by the fiduciary or other service provider that are commonly 

or customarily incurred by an individual owner of such property will 

be subject to the 2-percent floor.  

2. The proposed regulations contained an example to illustrate a type of 

expense that is separately assessed: an additional fee charged by the 

fiduciary for managing rental real estate owned by the estate or non-

grantor trust. Several commentators correctly noted that the expense in 

this example is not a miscellaneous itemized deduction, but is instead 

fully deductible. See sections 62(a)(4), 212, and 611. Therefore, the 

final regulations delete this example.  

3. Most commentators objected to the requirement that a fiduciary 

commission be unbundled. They recommended that a single fiduciary 

commission that is not computed on an hourly basis, or otherwise 

separately stated, be entirely exempt from the 2-percent floor. The 

primary reason that commentators gave for this recommendation is the 

administrative difficulty and burden of the required calculations and 

recordkeeping. At least one commentator, however, acknowledged that 

unbundling a fiduciary commission is appropriate to provide the same 

tax treatment to the same expenses, regardless of how those expenses 

are billed.  

4. Commentators also challenged the regulatory authority to require this 

unbundling, arguing that there is no statutory ambiguity with regard to 

a fiduciary commission and thus no authority to apply the 2-percent 

floor to any portion of that commission.  The Treasury Department and 

IRS believe the authority to unbundle rests with the authority to define 

expenses that ―would not have been incurred if the property were not 

held in such trust or estate.‖  

5. Consistent with the Knight decision, the final regulations interpret this 

statutory exception to the 2-percent floor to capture those expenses 

that would not commonly or customarily be incurred by an individual. 

In identifying these expenses, the Court in Knight  specifically 

recognized that unbundling may be required in the case of investment 

advisory fees, the costs of which exceed the costs charged to an 

individual investor and which are incurred either because the 

investment advice is being rendered to a fiduciary or because of an 

unusual investment objective or the need for a specialized balancing of 
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interests of various parties. The final regulations adopt this reasoning 

and, consistent with the Knight decision, provide that the portion of 

such a fee in excess of what would have been charged to an individual 

investor may be exempt from the 2-percent floor. Based upon the 

Knight decision and the authority to promulgate interpretative 

regulations, the Treasury Department and IRS believe that the final 

regulations are within the scope of regulatory authority.  

6. The Treasury Department and IRS also believe that retaining the 

unbundling requirement in the final regulations is appropriate because 

it provides equitable tax treatment to similarly situated taxpayers. 

Taxpayers that pay investment fees to a third-party investment advisor 

and those that pay investment fees as part of a bundled fee should 

receive similar tax treatment. The Treasury Department and IRS also 

believe that the limitations to the unbundling requirement reduce 

administrative burdens. For example, a fiduciary fee, an attorney's fee, 

or an accountant's fee that is not computed on an hourly basis is fully 

deductible except for (i) amounts allocable to investment advice; (ii) 

amounts paid out of the bundled fee by the fiduciary to third parties if 

those amounts would have been subject to the 2-percent floor if they 

had been paid directly by the non-grantor estate or trust; and (iii) 

amounts that are separately assessed (in addition to the usual or basic 

fiduciary fee or commission) by the fiduciary or other service provider 

that are commonly or customarily incurred by an individual owner of 

such property. Because the latter two categories relate to amounts that 

are traceable to separate payments, the Treasury Department and IRS 

believe that the administrative burden associated with subjecting these 

amounts to the 2-percent floor is insubstantial. 

7. Furthermore, where amounts are allocable to investment advice but are 

not traceable to separate payments, the final regulations retain the 

flexibility of allowing the use of any reasonable method to make the 

allocation to investment advice. The Treasury Department and the IRS 

believe that the availability of any reasonable method mitigates 

administrative burden. However, to provide additional guidance, these 

final regulations provide non-exclusive factors to further reduce 

administrative burden for both taxpayers and the IRS. In the preamble 

to the proposed regulations, the Treasury Department and the IRS 

requested comments on the types of methods for making a reasonable 

allocation to investment advice, including possible factors on which a 

reasonable allocation is most likely to be based, and on the related 

substantiation needed to satisfy the reasonable method standard. The 

Treasury Department and the IRS received only one comment in 

response to this request, which explained that there is no single 

standard that could be applied to multiple trusts or even to the same 

trust in different years. 
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8. In finalizing these regulations, the Treasury Department and the IRS 

reconsidered comments received in response to Notice 2008-32. 

Although some comments supported a percentage safe harbor, the 

percentages suggested assumed that all fees that are customarily 

incurred by individuals (and not just investment advisory fees) would 

be required to be unbundled. For this reason, the percentages that were 

suggested are not readily applied to the framework of the final 

regulations. The final regulations, however, permit the Treasury 

Department and the IRS to provide safe harbors in future published 

guidance. 

C. The final regulations, provide specific examples of costs subject and not 

subject to the 2% floor.   

1. The following costs would be subject to the 2% floor: 

 Costs that are commonly or customarily incurred by a hypothetical 

individual owning the same property 

 Costs incurred merely because the trust or estate is the owner of an 

asset (including partnership costs passed through on a Schedule K-1) 

 Investment advisory fees are generally subject to the 2% floor except to 

the extent the fee exceeds the fee generally charged to an individual 

investor and such excess is attributable to some identifiable aspect of 

the service unique to the trust or estate 

2. Conversely, the following costs would not be subject to the 2% floor: 

 Tax return preparation costs for estate and generation-skipping transfer 

tax returns, fiduciary income tax returns, and the decedent‘s final 

individual income tax return, but all other tax returns including gift tax 

returns are subject to the 2% floor 

 Appraisal costs for determining date of death value, for valuation of 

distributions, or as otherwise required for preparing the estate‘s or 

trust‘s tax returns 

 Certain fiduciary expenses such as probate fees, fiduciary bond 

premiums, legal publication costs, costs of certified copies of death 

certificates, and costs related to fiduciary accounts 

D. Bundled fees that are charged by a trustee or executor on an hourly basis 

must be allocated between those services subject to the 2% floor and those 

that are not. For bundled fees that are charged other than on an hourly 

basis, ―only that portion of that fee that is attributable to investment advice 

is subject to the 2% floor.‖ The final regulations provide that any 

reasonable method may be used to allocate such a bundled fee. Facts that 

may be considered in determining whether an allocation is reasonable 
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include, but are not limited to: the percentage of the value of the corpus 

subject to investment advice; whether a third-party advisor would have 

charged a comparable fee for similar advisory services; and the amount of 

the fiduciary‘s attention to the trust or estate that is devoted to investment 

advice as compared to dealings with beneficiaries and distribution 

decisions and other fiduciary functions. 

E. Out-of-pocket expenses billed separately from the bundled fee are 

considered a separate cost subject to its own analysis. Charges paid to third 

parties from the bundled fee that would have been subject to the 2% floor 

had they been paid directly from trust or estate funds must be separated 

from the bundled fee and are subject to the 2% floor. And, finally, separate 

fees levied by the executor or trustee in addition to the normal bundled fee 

are treated as separate costs subject to their own analysis. 

IV. Hot Button Issues in Estate and Gift Tax Audits 

A. Estate of Wimmer v. Commissioner, T.C. Memo 2012-157 

1. In Wimmer, the court bucked the trend of recent cases and concluded 

that gifts of limited partnership interests met the requirements for 

present interests and qualified for the gift tax annual exclusion. 

2. George and Ilse Wimmer created a limited partnership which restricted 

the transfer of the partnership interests and limited the instances in 

which a transferee could become a substitute limited partner.  The 

transfer of limited partnership interests required the prior written 

consent of the general partners and seventy percent in interest of the 

limited partners.  A transferee would not become a substitute limited 

partner until several requirements were met, including being accepted 

as a substitute limited partner by the unanimous written consent of the 

general partners and the limited partners.   

3. There was an exception for the transfer of partnership interests by gift 

or as the result of a partner's death if the transfers were to or for the 

benefit of an incumbent partner or any related party.  Related parties 

were descendants and ancestors of a partner or an estate or trust, the 

sole beneficiaries of which were descendants or ancestors of a partner.   

4. The taxpayers made transfers to irrevocable trusts for grandchildren 

and other relatives, using Crummey powers.  The assets of the 

partnership consisted primarily of publicly traded dividend paying 

stock. 

5. In prior cases, such as Hackl v. Commissioner, 335 F.3d 664 (7th Cir. 

2003), Price v. Commissioner, T.C. Memo 2012, and Fisher v. United 
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States, 105 A.F.T.R. 2d 2010-1347 (S. D. Ind. 2010), the courts held 

that gifts of limited partnership or limited liability company interests 

were not present interests, because of various restrictions on them. 

6. Here the court did not focus on the transfer restrictions but on whether 

rights to income satisfied the criteria for a present interest.  It put forth 

a three part test, based upon Calder v. Commissioner, 85 T.C. 713 

(1985).  Under this three prong test, the taxpayer would have to prove 

that: 

a. The partnership would generate income; 

b. Some portion of that income would flow steadily to the donee; 

and 

c. That portion of the income flowing to the donee could be 

readily ascertained. 

7. The court focused on the facts that the partnership consisted of 

marketable securities that would generate regular income and that it 

would be necessary for the general partners to distribute some income 

to satisfy the annual federal income tax liabilities of the partners, one 

of which was a trust with no other assets.  The necessity of a 

partnership distribution in these circumstances was within the purview 

of the fiduciary duties imposed on the general partners.  As a result, 

the gifts of the limited partnership interest qualified as present 

interests. 

B. Estate of Richmond v. Comm'r, T.C. Memo 2014-26 

1. On her death, Helen owned a 23.44% interest in Pearson Holding 

Company (PHC), a family owned company which owned primarily 

publicly traded stock.  The stated purpose of PHC was to preserve 

capital and maximize dividend income.  When preparing the Form 

706, Helen‘s estate relied on a draft valuation report prepared by an 

accountant.  Using the capitalization of dividends method, the 

accountant valued Helen‘s stock at $3,149,767. 

2. The IRS issued a notice of deficiency, valuing the stock at more than 

$9 million. The estate filed a petition with the Tax Court, but the 

expert for the estate conceded that the value of the stock exceeded 

what had been declared on the return.  He valued the stock using the 

same capitalization of dividends method, this time arriving at a value 

of approximately $5.046 million and, alternatively, by using the net 

asset value method, concluding a value of about $4.721 million. 
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3. First, the Court held that the stock should be valued using the net asset 

value method.  It explained that the net asset value approach is more 

appropriate because the assets of PHC were easily-valued public 

stocks.  According to the Court, the capitalization of dividends method 

introduced too many uncertainties about general future economic 

performance that were unnecessary in this instance.  

4. Next, the Court agreed that the built-in capital gains attributable  to the 

company‘s stock holdings (estimated to be approximately $18 million) 

needed to be taken into account, but held that the estate was not 

entitled to a dollar for dollar discount for the tax liability.  Instead, the 

tax liability should be discounted to its present value based on a 

reasonable holding period.  When the Court calculated the present 

values using a few holding periods and discount rates, it found that the 

IRS discount of $7.8 million was reasonable, and upheld the IRS 

discount.  The Court acknowledged that other Circuits (notably the 

11
th

 and 5
th

) have determined that a dollar for dollar discount is 

appropriate.  However, it reasoned that in a case where a hypothetical 

buyer of an interest in the company would probably retain the stock 

held in the company for at least some time, it was not likely that the 

capital gains would be triggered immediately and therefor a dollar for 

dollar discount was inappropriate. 

 

5. The Court also approved a minority discount of 7.75% and a lack of 

marketability discount of 32.1%. In the end, after discounting the net 

asset value of the company for the built in capital gains and 

discounting the interest for its lack of control and marketability, the 

Court determined the value of Helen‘s interest was $6.503 million.  

Since the value reported on the estate tax return was less than 65% of 

the value determined by the court, the estate was subject to accuracy-

related penalties unless it could prove that it acted with reasonable 

cause and good faith.  The Court was not convinced by the estate‘s 

arguments on this point and held that using an unsigned draft report of 

an accountant who was not a certified appraiser did not qualify as 

reasonable cause or good faith. The fact that the estate itself adjusted 

the value of the interest with a new expert without explaining the 

accountant‘s valuation on the Form 706 was particularly hard to 

overcome. 

C. Estate of Kite v. Commissioner, T.C. Memo 2013-43 

1. The court ruled that the transfer of partnership interests to the  

decedent's children in exchange for a private annuity was not a 

disguised gift, but that the transfer of assets in two QTIP trusts in 
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connection with termination of those trusts constituted a taxable gift of 

the remainder interests under Section 2519 

2. The decedent, Virginia Kite, was the income beneficiary of two 

qualified terminable interest property (QTIP) marital deduction trusts, 

one life estate/power of appointment marital deduction trust, and one 

revocable trust.  In 2001, the QTIP trusts and the life estate/power of 

appointment marital deduction trust were liquidated and the trust 

assets, which consisted entirely of family partnership interests, were 

transferred to Mrs. Kite's revocable trust.  The family partnership 

interests held by the revocable trust were then transferred to Mrs. 

Kite's children in exchange for 10-year deferred private annuities.  

After Mrs. Kite's death, the IRS issued notices of deficiency of 

$6,573,752 in federal gift tax and $5,100,493 in federal estate tax.  The 

IRS challenged both the validity of the private annuity transactions and 

the tax effect of termination of the marital trusts. 

3. The first issue reviewed by the court was whether the transfer of the 

partnership assets in exchange for a private annuity was a gift or a sale.  

Mrs. Kite, as trustee of her revocable trust, sold her interests in the 

family limited partnership to her children for three private annuity 

agreements with the first payments deferred for 10 years.  Mrs. Kite 

agreed to the terms of the annuity transaction after consulting with her 

children, the family lawyer, and her trust officer and after being 

assured that she could continue to maintain her lifestyle without the 

income from the family limited partnership interests.  Mrs. Kite also 

consulted her physician who sent a letter attesting to her longevity and 

good health.  The parties valued the annuity agreements under the 

Section 7520 regulations and actuarial tables.  The children did not 

make any annuity payments to Mrs. Kite before she died in 2004.  The 

court determined "based on unique circumstances of this case and, in 

particular, Mrs. Kite's position of independent wealth and 

sophisticated business acumen, that the annuity transaction was a 

bona-fide sale for full and adequate consideration and not a gift." 

4. The next issue was whether the liquidation of the two QTIP trusts 

before the private annuity transaction was a gift under Section 2519.  

Two days prior to entering into the private annuity agreement, the Kite 

children, who had immediately prior to this replaced their mother as 

the trustees of the two QTIP trusts, terminated the QTIP trusts and 

transferred the  family limited partnership interests in the trusts to Mrs. 

Kite's revocable trust.  

a. In previous cases, the IRS had tried to invalidate such transfers 

on the grounds that they exceeded the distribution standards 

under the trust.  Here, the Service treated the distribution in 
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termination of the trusts followed immediately by the private 

annuity transaction as a disposition of the qualifying income 

interest for life and a taxable gift under Section 2519.   

b. The court found that the sale of Mrs. Kite's interests in the 

family limited partnership which could be traced to the QTIP 

trust was subject to gift tax under Section 2519 to the extent of 

the fair market value of the entire property subject to Mrs. 

Kite's qualifying income interest less the value of her income 

interest.  Because Mrs. Kite received adequate and full 

consideration for her income interest in the family limited 

partnership, she did not make a gift of her qualifying income 

interest under Section 2511. 

5. The IRS also tried to apply the gift theory to the remainder 

beneficiaries with the termination of the life estate/power of 

appointment marital trust.  The court found that the transfer of the trust 

assets to Mrs. Kite's revocable trust was not a transfer of property for 

gift purposes because Mrs. Kite did not transfer an interest in the 

property to another.  Thus, the court applied a step transaction theory 

to the QTIP trusts to invoke Section 2519, but not to the power of 

appointment marital trust. 

D. Chief Counsel Advisory 20130033 (July 26, 2013) 

1. In this Advisory Opinion, the Chief Counsel found that a gift occurred 

when stock was sold to a grantor trust for a self-cancelling installment 

note and that the value of self-cancelling installment note should be 

included in seller's estate.  The matter is now docketed in the Tax 

Court as Estate of Davidson v. Comm‘r, Tax Court Docket No. 13748-

13 (filed June 14, 2013) 

2. Prior to his death, the decedent had created a series of grantor trusts for 

the benefit of family members, and then sold stock in a closely held 

corporation to the grantor trusts.  In some of the sales, the decedent 

received a regular promissory note.  In other sales, the decedent 

received a self-cancelling installment note. 

3. Shortly after these transactions, the decedent was diagnosed with what 

turned out to be a fatal disease and survived less than six months.  The 

Chief Counsel was asked for advice on three issues involving the self-

cancelling installment notes. 

a. Does any portion of the transfers of stock from the decedent to 

the grantor trust in exchange for the self-cancelling notes 

constitute a gift? 
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b. How should the fair market value of the self-cancelling 

installment notes be determined? 

c. If the transfers do not constitute a gift, what are the estate tax 

consequences of the cancellation of the notes upon the 

decedent's death. 

4. With respect to the first two issues, the Chief Counsel noted that the 

exchange of property for promissory notes will not be treated as a gift 

if the value of the property transferred is substantially equal to the 

value of the notes.  The Chief Counsel then distinguished the current 

situation from Estate of Costanza v. Commissioner, 320 F.3d 595 (6th 

Cir. 2003), where the court found the taxpayer had rebutted the 

presumption that an inter-family sale for a self-cancelling installment 

note is gratuitous. 

5. In this situation, unlike Constanza, the Chief Counsel noted that the 

decedent structured the note so that the payments consisted of only 

interest with a large balloon payment of principal on the last day of the 

note.  It said that this indicated that a steady stream of income was not 

contemplated.  In addition, because the decedent had substantial assets 

and did not require the income to cover his daily expenses, this 

showed that the arrangement was nothing more than an estate planning 

technique to transfer stock to family members at less than fair market 

value.   

6. The Chief Counsel also noted that the value of the notes was based 

upon the Section 7520 valuation tables, with a higher interest rate 

charged to account for the higher risk that pertained to the self-

cancelling feature.  The Chief Counsel stated its belief that the Section 

7520 tables did not apply to value the notes in this situation.  It stated 

that, by its terms, Section 7520 applies only to value an annuity, an 

interest for life or for a term of years, or any remainder interest 

following those interests.  Instead, the self-cancelling installment note 

should be valued based on a method that takes into account the willing 

buyer willing seller standard and this would include taking into 

account the decedent's life expectancy and the decedent's medical 

history on the date of the gift.  Thus, the IRS tried to make the 

presumptions in the regulations about life expectancy and use of the 

tables irrelevant. 

7. With respect to the third issue, the Chief Counsel found that this 

situation was unlike the situation of Estate of Moss v. Commissioner, 

74 T.C. 1239 (1980), in which the Tax Court respected the self-

cancelling feature of a note and held it would not be included in 

decedent's estate.  In this matter, the Chief Counsel asserted that there 
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was no bona fide reason, such as need for enhanced cash flow, for 

adding the self-cancelling feature to the note.  The only purpose of the 

feature was estate planning.  In addition, the Chief Counsel questioned 

whether there was legitimate intent that the note be paid.  Based on 

Estate of Musgrove v. United States, 33 Fed. Claims 657 (1995), the 

Chief Counsel concluded the note should be included in the decedent's 

estate.  This analysis introduces an element of non-tax business 

purpose that is new to the analysis of self-cancelling notes. 

E. Koons v. Commissioner, T.C. Memo 2013-94 

1. The Tax Court in Koons denied a deduction for the interest on a 

Graegin loan and accepted the discount proposed by the IRS for LLC 

interests in the estate. 

2. At John Koons' death in 2005, his revocable trust had a 46.94% voting 

interest and a 51.59% non-voting interest in CI LLC.  These two 

interests represented 50.5% of CI LLC.  The net asset value of CI LLC 

on the date of Koons' death was $317,909,786.  CI LLC was funded 

from the proceeds of the sale of the family's Pepsi distributorship 

business in Cincinnati.  The other owners of CI LLC on the date of 

Koons' death were family members or trusts for their benefit. 

3. On the federal and state estate tax returns, the estate reported the fair 

market value of its interest in CI LLC at $117,197,443.  This value 

was based on a report prepared by Mukesh Bajaj, and included a 

marketability discount of 31.7%.  At trial, the estate lowered the value 

of the revocable trust's interest in CI LLC to $109,651,854. 

4. In February, 2006, CI LLC lent the revocable trust $10.75 million in 

exchange for a Graegin note to assist in the payment of the federal and 

state estate taxes.  The promissory note for the loan bore interest at 

9.5% rate, with repayment deferred for eighteen years and then 

payment in 14 semi-annual installments of $5.9 million between 

August 31, 2024, and February 28, 2031.  The terms of the loan 

prohibited pre-payment.  As a result of these terms, the total interest on 

the loan was $71,419,497.  The estate deducted the interest amount on 

the federal estate tax return as a Section 2053 administration expense. 

5. The court determined that the revocable trust did not need to borrow 

the $10.75 million from CI LLC in order to pay the federal tax 

liability.  It concluded that there were significant liquid assets in the 

estate, more than $19 million worth.  It noted that when it borrowed 

the money in February, 2006, because of redemptions of some of the 

other parties' shares, the estate had 70.42% voting control of CI LLC 

and the LLC had over $200 million dollars in highly liquid assets.  As 
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a result, the revocable trust had the power to force CI LLC to make a 

pro rata distribution to its members that could then be used to pay the 

taxes.  This ability to force CI LLC to distribute assets made the 

borrowing of the $10.75 million unnecessary.  The tax court based its 

determination on the decisions in Estate of Black v. Commissioner, 

133 T.C. 340 (2009), and Estate of Stick v. Commissioner, T.C. 

Memo. (2010-192). 

6. The court also rejected the analysis of Mukesh Bajaj, an appraiser 

often used by the IRS, and one whose work is frequently discredited.  

The court accepted the IRS valuation of the 50.5% interest in CI LLC 

as being $148,503,609, using a 7.5% discount. 

V. Other Recent Cases and Rulings of Note 

A. Trombetta v. Comm'r, T.C. Memo 2013-234. 

1. This case provides a textbook illustration of how not to administer a 

GRAT and QPRT.  The grantor and trustees of the trusts failed 

repeatedly to respect the statutory requirements for the trusts.  Both 

trusts were included in the decedents' estate. 

2. In 1993, the taxpayer had created a 15 year GRAT and transferred two 

commercial rental properties to it.  She also created a 15-year QPRT 

with her personal residence. 

3. The taxpayer died in 2006, before the end of the trust terms.  This in 

itself would have caused inclusion of the trusts in her estate. 

4. Nevertheless, the court focused on administration of the trusts. 

a. The taxpayer did not receive the annuity payments from the 

GRAT on a regular basis.  The trustees modified the payments 

when the grantor wanted the amounts changed.  The grantor 

also used the GRAT properties as security for a personal loan. 

b. When it was clear the grantor was dying, the trustees and the 

grantor agreed to reduce the annuity term, in an effort to avoid 

inclusion of the GRAT in her estate. 

c. The trustees also attempted to terminate the QPRT early.  

Before doing so, the trustees created a charitable remainder 

trust and transferred the residence to that trust. 

B. Rachal v. Reitz, 403 S.W. 3d 840 (Tex. 2013) 
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1. The Supreme Court of Texas held that an arbitration clause in a trust 

agreement was valid and enforceable against the beneficiaries. 

2. One of the settlor's sons, a beneficiary of the trust in question, brought 

a suit against the trustee alleging that the trustee had misappropriated 

trust assets and failed to provide an accounting.  The beneficiary 

sought removal of the trustee, an injunction and damages. 

3. The trustee invoked the arbitration clause.  The trial court and 

appellate court denied the trustee's motion to compel arbitration.  The 

court of appeals concluded that an arbitration provision is binding only 

if it is part of an enforceable contract between the parties.  The court 

reasoned that a trust is not a contract.  There is no consideration, and 

the beneficiaries do not bargain for the trust terms. 

4. The Texas Supreme Court reversed, based in part on the trust principle 

that a settlor's intent, as expressed in the trust agreement, is to be 

enforced whenever possible.  The court also noted that the Texas 

statutes on arbitration refer to an agreement, and are not limited to 

contracts.  The court further stated that a beneficiary can "agree" to the 

trust terms by accepting the benefits of the trust.  Having done so, the 

beneficiaries were estopped from objecting to the clause. 

C. Steinberg v. Comm'r.  141 T.C. No. 8 (2013) 

1. In this case, a divided Tax Court raised the possibility that taxpayers 

who engaged in a net gift transaction might be able to take into 

account potential estate tax liability in valuing the gift, in addition to 

the gift tax liability assumed by the donees.  The opinion was issued in 

denying an IRS motion for summary judgment on the issue, so it is 

premature to label this a clear planning opportunity yet.  But it is an 

interesting development. 

2. The net gift transaction is a familiar one in which the donee agrees to 

pay any gift tax that the donor otherwise would be required to pay.  

When the donor makes a gift subject to this condition, the amount of 

the gift is reduced by the amount of the gift tax. 

3. One benefit not available with a net gift is the donor avoiding Section 

2035(b) inclusion for gift tax paid if the donor dies within three years 

of the gift.  The IRS has ruled on several occasions that the donor's 

estate is grossed up by the gift tax paid, even if it is paid by someone 

other than the donor. 

4. In Steinberg, the donees, daughters of Mrs. Steinberg, agreed to a net 

gift in which they were obligated to pay the gift tax liability and also 
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any additional estate tax liability imposed by reason of Section 

2035(b) applying.  Mrs. Steinberg reported the gift with a reduction (in 

the form of a discount) for an amount representing the potential 

Section 2035(b) obligation.  The IRS denied this adjustment. 

5. The Tax Court held that the value of the Section 2035(b) obligation 

was not barred a matter of law from being treated as part of the 

consideration provided by the daughters.  In doing so, the Court 

acknowledged it was not following its holding in McCord v. Comm'r., 

120 T.C. 358 (2003), rev. and remanded, 461 F. 3d 614 (5th Cir. 

2006). 

a. The Court rejected the IRS position that any such transfer 

agreement is presumptively gratuitous.  It did state, however, 

that such agreements among family members are subject to 

special scrutiny. 

b. The Court also stated that the donee's assumption of potential 

estate tax liability could be quantified and reduced to a 

monetary value. 

D. Linn v. Department of Revenue, 2013 Ill. App. (4th) 121055, 2 N.E.3d 

1203 (4
th

 Dist. 2013)  

1. An Illinois Appellate Court held that a trust was not subject to Illinois 

income tax under the due process clause.  The trust at issue had been 

created when the trustees of an irrevocable inter vivos trust exercised 

their power to distribute trust property to a new trust.  The original 

trust had been established in 1961 by A.N. Pritzker, when he was an 

Illinois resident and the original  trust was subject to Illinois law by its 

terms.  The trustees and beneficiaries of the original trust were also 

Illinois residents.  However, the trustees exercised their power to 

transfer assets to or in trust for the beneficiaries to establish a new 

trust.   

2. The new trust stated that it was to be construed and regulated under 

Texas law, except for the interpretation of the terms ―income‖, 

―principal‖ and ―power of appointment‖, and the provisions relating to 

such terms.  Later, the trustees obtained an order from the Texas 

probate court reforming the trust to be subject to Texas law in all 

respects, as long as the reformation did not jeopardize the generation-

skipping transfer tax status of the trust.  

3. The trustee of the new trust resided in Texas and the new trust was 

administered in Texas.  None of the beneficiaries of the new trust were 

Illinois residents and the new trust had no assets in Illinois.  In 2006, 
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the trustee filed a nonresident Illinois income tax return, reporting no 

income from Illinois sources and no Illinois tax.  However, the 

Department of Revenue reclassified the trust as an Illinois trust and 

taxed 100% of its income.  The trustee appealed. 

4. The trial court held for the Department of Revenue that the new trust 

was subject to Illinois law under the trust agreement of the original 

trust from which it was created and that being subject to Illinois law 

was a sufficient contact to allow Illinois to tax the trust under the due 

process and commerce clauses of the United States Constitution.  The 

trustee appealed again. 

5. A trust is subject to Illinois tax if the grantor was domiciled in Illinois 

when the trust becomes irrevocable (the Illinois statute says a trust is 

considered irrevocable to the extent that the grantor is not treated as 

the owner of the trust under Code Sections 671 through 678).  On 

appeal, the parties agreed that the A.N. Pritzker, the grantor of the 

original trust, is considered to be the grantor of the new trust as well.  

The main issue, therefore, was a constitutional one:  Could Illinois tax 

the new trust if the only contact with the state was the resident grantor 

of the original trust? 

6. The Illinois Court of Appeals held that Illinois could not tax the trust.  

The due process clause requires there to be minimum contacts between 

the state and the person or property it taxes.  The Department of 

Revenue argued that even though the trustee, beneficiary, trust 

protector and assets were all outside of Illinois, the new trust owed its 

existence to Illinois law and that Illinois provided legal benefits and 

opportunities to the trust.  However, the Court disagreed and held that 

the residence of the grantor alone was insufficient to establish a 

minimum connection that would permit Illinois to tax the trust under 

the due process clause.  The Court reasoned that the trust owed its 

existence to the exercise of a power of appointment under the original 

trust agreement, but not to Illinois law.  It also noted that for the tax 

year in question, the new trust was subject to Texas law exclusively 

and would receive benefits and protections of Texas law, but not 

Illinois law. 

7. The case is interesting as decanting and exercises of powers of 

appointment become more common for income tax planning.  The 

Court noted that the new trust was created by the trustees using a 

provision of the original trust, not by the Illinois decanting statute.  It 

is therefore not clear if the result would be the same if the trustees had 

relied on a state statute to decant the trust. 

E. McNeil v. Commonwealth of Pennsylvania, 67 A.3d 185 (May 24, 2013) 
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1. The court considered the ability of the Commonwealth of 

Pennsylvania to tax a trust created by a Pennsylvania resident, but 

governed by Delaware law, with a Delaware administrative trustee and 

with three other trustees residing outside of Pennsylvania. The trust 

had no Pennsylvania assets or income, but all of the trust‘s 

discretionary beneficiaries resided in the state. All trust distributions 

were discretionary.  

2. Under Pennsylvania statute, the income of any ―resident trust‖ is 

taxed. A resident trust is (1) a trust created by the will of an individual 

who at the time of his death was a resident of Pennsylvania, or (2) a 

trust created by a person who at the time of the creation was a resident. 

Because the settlor was a resident of Pennsylvania when the trust was 

created in 1959, all trust income was taxable under Pennsylvania 

statute, and the Pennsylvania Department of Taxation assessed taxes, 

interest and penalties accordingly.  

3. However, the Commonwealth Court held that the application of the 

state income tax to the trust violated the Commerce Clause of the U.S. 

Constitution because:  

a. The trust lacked a substantial nexus with the state. Although 

the beneficiaries reside in Pennsylvania, they had only a 

discretionary interest and therefore no current or future right to 

the trust assets. The settlor‘s residence in Pennsylvania in 1959 

when the trusts were created likewise was not enough to 

establish substantial nexus. 

b. The settlor, a Pennsylvania resident, had not retained powers 

over the trust. 

c. The imposition of the tax fails the ―fair apportionment test,‖ 

which allows taxation of only the portion of taxable activity 

that occurs within the state imposing the tax.  The trust did not 

derive any income from Pennsylvania and did not have any 

assets or interests in the state. Therefore imposing tax on all of 

the trust‘s income was ―plainly out of all proportion‖ to the 

trust‘s business activities in the state (one of the Pennsylvania 

Supreme Court‘s standards for the fair apportionment test). 

d. The taxes were not fairly related to Pennsylvania because the 

trust had no physical presence in the state, had no in-state 

assets or income, was governed under Delaware law and did 

not benefit from the state‘s roadways, bridges, police, fire 

protection, economic markets, workforce, courts or laws. 
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F. Adler v. Greenfield, 2013 Ill. App. (1st) 121066, 990 N.E.2d 1219 (1st 

Dist. 2013) 

1. An estate-planning attorney was sued for failing to include a clause 

exercising of a power of appointment in the will of his client, Muriel 

Perry. During the course of that litigation, the court directed the parties 

to seek information from the Mrs. Perry‘s financial advisor, JPMorgan. 

JPMorgan objected to the production of communications JPMorgan 

had with Mrs. Perry‘s counsel about the estate plan during her lifetime 

on the grounds of attorney-client privilege. The trial court overruled 

objections to production, holding that the communications were not 

privileged, and ordered the issuance of a subpoena to JPMorgan. 

JPMorgan still did not produce the communications, and the trial court 

found JPMorgan in contempt, imposing a sanction of $100 to enable 

appellate review of the privilege issue.  

2. The Illinois Appellate Division reversed the trial court and held that 

communications between JPMorgan and Mrs. Perry‘s counsel during 

her life were protected by the attorney-client privilege because 

JPMorgan was acting as Mrs. Perry‘s agent, and communications 

between an agent and the principal‘s counsel during the principal‘s 

lifetime are privileged as though the communications were directly 

between the principal and counsel.  The Appellate Division concluded 

that JPMorgan was acting as Mrs. Perry‘s agent based on several 

letters from JPMorgan to the estate-planning attorney in which 

JPMorgan communicated specific changes requested by Mrs. Perry to 

her estate plan. 

G. Estate of Giovacchini, T.C. Memo 2013-27 

1. The court determined that a sale of the subject property 16 months 

after the decedent's death was the best evidence of value for both the 

estate and a prior gift by the decedent. 

2. Shirley C. Giovacchini died on October 8, 2001.  Shirley had owned a 

unique piece of real estate near Lake Tahoe, California called High 

Meadows.  High Meadows covered approximately 2,350 to 2,500 

acres and parts of it were quite mountainous and difficult to accurately 

survey or measure. 

3. In 1999, Shirley transferred ownership of High Meadows to herself 

and her daughter, Lisa Lekumberry, as trustees of the Giovacchini 

Family 1989 Trust.  On June 27, 2000, the trust sold a 50 percent 

interest in High Meadows to High Meadows Six LLC, which was an 

entity controlled by Shirley's three daughters and their spouses.  High 

Meadows Six LLC paid $2.5 million for its 50 percent interest.  No 
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appraisal was done with respect to the sale of the 50 percent interest.  

The sale price was determined by the family and by the family's CPA 

using the value determined by the appraisal for the estate of Shirley's 

husband, Roy Giovacchini, who died in 1997, plus an annual increase 

for inflation based upon the consumer price index. 

4. At Shirley's death, Shirley owned one-half of High Meadows and High 

Meadows Six LLC owned the other one-half.  The estate argued that 

the value of the entire High Meadows property was $7.4 million in 

2000 and $8 million in 2001.  (The parties agreed that depending upon 

the value, the sale of a 50 percent interest to High Meadows Six LLC 

in 2000 was a part sale and part gift.)  The IRS argued that the values 

were $25 million in 2000 and $36 million in 2001, respectively, based 

upon a subsequent sale of a large part of the High Meadows property 

to the U.S. Forest Service that occurred in 2003.  The $29,500,000 

price paid for the large part of High Meadows was based upon a 

December 2002 appraisal. 

5. In determining that the January 31, 2003 sale of High Meadows was 

the best evidence of the value of High Meadows for both estate and 

gift tax purposes, the court acknowledged that subsequent events are 

generally irrelevant and therefore inadmissible in determining the fair 

market value of property as of a relevant valuation date.  But it said 

that the guideline is generally inapplicable when the subsequent event 

is a sale of the subject property itself within a reasonable time of the 

relevant valuation date, and there were no "material changes in 

circumstances occur between the valuation date and the date of sale."   

6. The court then engaged in a long analysis of the impact of the passage 

of time since the date of death, and of the different appraisals offered 

by the estate and the IRS.  It determined that the value of High 

Meadows for estate tax purposes was $21,300,000 as of October 8, 

2001.  It determined that the value of High Meadows for gift tax 

purposes in 2000 was $18,500,000. 

H. Private Letter Ruling 201310002 (Nov. 7, 2012) 

1. The IRS ruled on the income and gift tax consequences of a trust 

intended to be an incomplete gift, non-grantor trust.  (A trust of this 

nature is commonly referred to as a Delaware incomplete gift non-

grantor trust or ―DING,‖ if created under Delaware law, or a Nevada 

incomplete gift non-grantor trust or ―NING,‖ if created under Nevada 

law.)  As its name implies, a DING or a NING is structured to be a 

non-grantor trust for income tax purposes that is funded by transfers 

from the grantor that are incomplete gifts for gift tax purposes.  

Assuming the trust is established in a state that doesn‘t tax the income 



  2014 Financial Executives Forum 

 

-55- 

accumulated in the trust (like Delaware or Nevada), the trust will avoid 

state income taxes as long as the state of residence of the grantor or 

beneficiaries doesn‘t subject the trust‘s income (or accumulated 

income) to tax.  Moreover, if structured and administered properly, the 

trust property should be protected from the grantor‘s creditors.  The 

DING or the NING allows a grantor to achieve both of these benefits 

while still being able to receive discretionary distributions of trust 

property and without paying gift tax (or using any gift tax exemption) 

on the transfer of property to the trust.  A gift from the grantor will be 

complete upon a subsequent distribution from the trust to a beneficiary 

other than the grantor, and whatever property remains in the trust will 

be subject to estate tax at the grantor‘s death. 

2. In Private Letter Ruling 201310002, the grantor established an 

irrevocable trust for the benefit of himself and his issue, with a 

corporate trustee as the sole trustee.  During the grantor‘s lifetime, the 

trustee could distribute trust income and principal only as follows: 

a. to the grantor or his issue as directed by a majority of the 

―Distribution Committee‖ members with the grantor‘s written 

consent (―Grantor‘s Consent Power‖); and 

b. to the grantor or his issue as directed by all of the Distribution 

Committee members other than the grantor (―Unanimous 

Member Power‖). 

3. The grantor and his four sons were the initial members of the 

Distribution Committee.  The trust provided that the Distribution 

Committee would cease to exist any time less than two ―Eligible 

Individuals‖ (i.e., adult issue of the grantor or the parent or guardian of 

minor issue of the grantor) were members of the Distribution 

Committee.  The ruling indicates that the trust required that any 

vacancy in the Distribution Committee be filled by an Eligible 

Individual in the manner indicated in the trust; however, the attorney 

who sought this ruling has since clarified to us that a vacancy in the 

Distribution Committee was only required to be filled by an Eligible 

Individual if the Distribution Committee would otherwise be 

comprised of less than two members.  The Distribution Committee 

would permanently cease to exist upon the grantor‘s death. 

4. The grantor (acting in a non-fiduciary capacity) could distribute 

principal to his issue for their health, education, support and 

maintenance under a lifetime power of appointment (―Grantor‘s Sole 

Power‖).  The grantor also had a limited testamentary power of 

appointment, which allowed him to direct the trustee to distribute trust 

property to any person or entity other than himself, his estate, his 
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creditors or the creditors of his estate (―Grantor‘s Testamentary 

POA‖).  On the grantor‘s death, in default of the exercise of the 

Grantor‘s Testamentary POA, the trust property was to be distributed 

among separate trusts for the benefit of the grantor‘s issue. 

5. The IRS first ruled that the trust wouldn‘t be a grantor trust to the 

grantor while the Distribution Committee was serving. In support of 

this conclusion, the IRS stated only that an examination of the trust 

revealed no circumstances that would cause the grantor to be treated as 

the owner of any portion of the trust under IRC Sections 673-677, 

inclusive.  

6. IRC Section 674(a) provides that a grantor is treated as the owner of 

any portion of a trust in respect of which the beneficial enjoyment is 

subject to a power of disposition exercisable by the grantor or a non-

adverse party, or both, without the approval or consent of any adverse 

party.  However, under IRC Section 674(b)(5), this rule does not apply 

to a power to distribute corpus to or for a beneficiary or beneficiaries 

that is limited by a reasonably definite standard that is set forth in the 

trust instrument.   

7. For purposes of the grantor trust rules, ―adverse party‖ is defined in 

IRC Section 672(a) as any person having a substantial beneficial 

interest in the trust which would be adversely affected by the exercise 

or nonexercise of the power at issue.  The grantor‘s descendants in this 

ruling were all ―adverse parties‖ for purposes of the grantor trust rules 

because they were all beneficiaries of the trust and as such, their 

interests could be adversely affected by the grantor‘s (or their fellow 

beneficiaries‘) exercise or nonexercise of their powers of disposition 

with respect to the trust property.  As the Distribution Committee 

would always be comprised entirely of the grantor‘s descendants (or 

their legal guardians), the Distribution Committee would always be 

comprised entirely of adverse parties.    

8. Applying the foregoing, one can determine how the IRS reached its 

conclusion that the trust wouldn‘t be a grantor trust to the grantor 

while the Distribution Committee was serving.  The Grantor‘s Consent 

Power did not give the grantor alone the power to dictate whether a 

distribution of trust property would be made -- the consent and 

direction of adverse parties (i.e., a majority of the members of the 

Distribution Committee) was also required.  Moreover, the Unanimous 

Member Power ensured that the grantor alone did not have the power 

to withhold all distributions from the trust by virtue of his non-exercise 

of the Grantor‘s Consent Power.  Finally, the Grantor‘s Sole Power did 

not cause the trust to be treated as a grantor trust because it was a 

power to distribute only corpus to the trust beneficiaries that was 
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limited to a reasonably definite standard (health, education, support 

and maintenance).      

9. Although the trust‘s governing law was not disclosed in this ruling, 

only Nevada law at the time allowed a grantor to retain a lifetime 

power of appointment over a trust he creates without subjecting the 

trust assets to the claims of his creditors.  A trust that is reachable by a 

grantor‘s creditors would likely be deemed a grantor trust as to the 

grantor under IRC Section 677 (see Treasury Regulations Section 

1.677(a)-1(d)).  Accordingly, because the trust in this ruling was 

determined to be a non-grantor trust even though the grantor retained 

the Grantor‘s Sole Power, the trust must have been a Nevada trust.  

Other states have since enacted statutes allowing a grantor to retain a 

lifetime power of appointment over a trust without subjecting the trust 

assets to the claims of his creditors. 

10. The IRS next ruled that the contribution of property to the trust by the 

grantor would not be a completed gift because the grantor retained the 

Grantor‘s Consent Power and the Grantor‘s Sole Power.   

11. Under Section 25.2511-2(c) of the Treasury Regulations, a gift is 

incomplete if and to the extent that a reserved power gives the donor 

the power to name new beneficiaries or to change the interests of the 

beneficiaries as between themselves unless the power is a fiduciary 

power limited by a fixed or ascertainable standard.  Thus, the 

Grantor‘s Sole Power rendered the grantor‘s gifts to the trust wholly 

incomplete because it gave the grantor the power, acting in a non-

fiduciary capacity, to change the interests of the beneficiaries of the 

trust.  (The IRS also concluded that the Grantor‘s Testamentary Power 

rendered the grantor‘s gifts to the trust incomplete with respect to the 

remainder interest in the trust.)    

12. The IRS also concluded that the Grantor‘s Consent Power rendered the 

grantor‘s gifts to the trust wholly incomplete.  Under Section 25.2511-

2(e) of the Treasury Regulations, a donor is considered as himself 

having a power if it is exercisable by him in conjunction with any 

person not having a ―substantial adverse interest‖ in the disposition of 

the transferred property or the income therefrom.  Accordingly, the 

Grantor‘s Consent Power would render gifts by the grantor to the trust 

incomplete unless the Distribution Committee members had 

―substantial adverse interests‖ in the disposition of the trust property.  

Although ―substantial adverse interest‖ is not defined in Section 

25.2511-2(e), the IRS looked to the Treasury Regulations under IRC 

Section 2514 (regarding Powers of Appointment) which provide (1) 

that a taker in default of appointment under a power has an interest 

that is adverse to an exercise of the power, and (2) that a co-holder of a 
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power does not have an adverse interest merely because of his joint 

possession of the power or because he is a permissible appointee under 

the power, but the co-holder does have an adverse interest where he 

may possess the power after the possessor‘s death and may exercise it 

at that time in favor of himself, his estate, his creditors, or the creditors 

of his estate (Treas. Reg. § 25.2514-3(b)(2)).  With respect to the 

Grantor‘s Consent Power, the IRS stated that the Distribution 

Committee members were not takers in default.  This makes sense 

because trust property would not automatically be distributed to the 

Distribution Committee members (or any other trust beneficiary) upon 

a non-exercise of the Grantor‘s Consent Power.  Rather, the IRS 

concluded that the Distribution Committee members were co-holders 

of the Grantor‘s Consent Power.  However, as the Distribution 

Committee ceases to exist after the grantor‘s death, the Distribution 

Committee members could not exercise the Grantor‘s Consent Power 

after the grantor‘s death in favor of anyone, much less themselves, 

their estates, their creditors or the creditors of their estates.  

Accordingly, even though the Distribution Committee members were 

―adverse parties‖ for purposes of the grantor trust rules, the IRS 

concluded that they did not have ―substantial adverse interests‖ to the 

grantor for purposes of Section 25.2511-2(e) of the Treasury 

Regulations.  As a result, the grantor‘s retention of the Grantor‘s 

Consent Power rendered his gifts to the trust incomplete. 

13. Because the grantor‘s contributions of property to the trust were not 

completed gifts, the IRS reasoned that any distribution from the trust 

to the grantor was ―merely a return of [the grantor‘s] property.‖  

Accordingly, the IRS ruled that any such distributions to the grantor 

would not be completed gifts by any member of the Distribution 

Committee.   

14. Finally, the IRS ruled that no distribution of trust property by the 

Distribution Committee to any beneficiary other than the grantor 

would be a completed gift by any member of the Distribution 

Committee.  In other words, the Distribution Committee members‘ 

powers pursuant to the Grantor‘s Consent Power and the Unanimous 

Member Power did not qualify as general powers of appointment 

under IRC Section 2514, as explained below.    

15. Under IRC Section 2514(c)(3)(A), a power that is exercisable only in 

conjunction with the creator of the power will not be deemed a general 

power of appointment.  Because the Grantor‘s Consent Power only 

allowed the Distribution Committee members to distribute trust 

property to themselves (or to any other beneficiary) with the consent 

of the creator of this power (i.e., the grantor), the IRS concluded that 

none of the Distribution Committee members had a general power of 
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appointment over the trust property by virtue of the Grantor‘s Consent 

Power.  

16. Moreover, the IRS concluded that none of the Distribution Committee 

members had a general power of appointment over the trust property 

by virtue of the Unanimous Member Power.  Under IRC Section 

2514(c)(3)(B), if a power is exercisable by the possessor only in 

conjunction with a person having a substantial interest in the property 

subject to the power which is adverse to the exercise of the power in 

favor of the possessor, the power will not be deemed a general power 

of appointment.  So, if the Distribution Committee members‘ interests 

in the trust property were deemed ―adverse‖ to each other under IRC 

Section 2514, the members‘ power to make distributions to themselves 

pursuant to the Unanimous Member Power would not be a general 

power of appointment.   

17. As noted above, co-holders of a power are not adverse solely because 

of their joint possession of the power or because either or both of them 

are permissible appointees under the power; however, co-holders do 

have adverse interests where one may possess the power after the 

other‘s death and may exercise it at that time in favor of himself, his 

estate, his creditors, or the creditors of his estate.  The IRS likened the 

situation at hand to the example in Section 25.2514-3(b)(2) of the 

Treasury Regulations in which three persons (X, Y and Z) hold a joint 

power to appoint among a group of persons which includes 

themselves.  If on X‘s death the power will pass to Y and Z jointly, 

then Y and Z are considered to have interests adverse to the exercise of 

the power in favor of X.  If on Y‘s death the power will pass to Z, then 

Z is considered to have an interest adverse to the exercise of the power 

in favor of Y.  The IRS stated that as in this example, ―the Distribution 

Committee members have substantial adverse interests in the property‖ 

subject to the Unanimous Member Power such that they did not have 

general powers of appointment over the trust property by virtue of the 

Unanimous Member Power.   

18. So, the Distribution Committee members were determined not to have 

―substantial adverse interests‖ to the grantor in regards to the Grantor‘s 

Consent Power because they would not be able to exercise the 

Grantor‘s Consent Power after the grantor‘s death.  However, the 

Distribution Committee members were determined to have 

―substantial adverse interests‖ to each other in regards to the 

Unanimous Member Power because a deceased member‘s power 

would pass to the surviving members upon the deceased member‘s 

death. 
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19. Although it is not addressed in the Regulations, when Z in the example 

set forth above is the sole remaining powerholder, he presumably will 

have a general power of appointment.  Similarly, if the Distribution 

Committee in the ruling were ever reduced to one member, that 

member would presumably be deemed to have a general power of 

appointment over the trust property.  The trust sought to address this 

problem by providing that the Committee would cease to exist if it 

were ever comprised of less than two members.  However, if the 

Committee would disband when its membership became less than two 

persons as provided in the trust, then arguably the Committee 

members‘ interests would cease to be adverse when only two 

Committee members are left because the survivor of the two members 

would not inherit the deceased member‘s power upon the deceased 

member‘s death.  To illustrate using the example in the Regulations, 

assume the trust creating the power at issue provides that the power 

evaporates when two of the three powerholders die.  In that case, Y 

and Z will no longer have adverse interests after X dies because the 

power will evaporate (rather than pass to Z) upon Y‘s death.  

Moreover, this problem cannot be solved by simply increasing the 

minimum number of powerholders that are required for the power to 

remain in existence--the problem will always rear its head when it‘s 

down to the minimum required number of powerholders, regardless of 

what that minimum number may be.   

20. Although the IRS did not address the foregoing wrinkle in the ruling, 

its conclusion that the Distribution Committee members did not have 

general powers of appointment over the trust property (such that 

distributions from the Committee would not constitute gifts from any 

Committee member), was logical and consistent with its determination 

that the grantor‘s contributions to the trust were incomplete gifts.  

Otherwise, what would be the effect of a distribution from the trust to 

the grantor?  Would it be ―merely a return of [the grantor‘s] property‖ 

or would it be a gift from the Distribution Committee members?  

Reason dictates that it couldn‘t be both.  Moreover, what would be the 

effect of a distribution to a beneficiary other than the grantor?   Would 

it be a completed gift from the grantor or a completed gift from the 

Distribution Committee members?  Perhaps it would be deemed a 

completed gift from the grantor to the trust followed by a completed 

gift from the Distribution Committee members to the trust beneficiary 

(i.e., two gifts), but that would be a harsh and somewhat illogical 

result. 

21. Despite these unanswered questions, this ruling demonstrates that the 

incomplete gift non-grantor trust is alive and well. 

I. Letter Ruling 201332001 (May 10, 2013) 
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1. A taxpayer and his wife established a trust that purchased a joint and 

survivor insurance policy on their lives. Upon the death of the survivor 

of the taxpayer and his wife, the trust provided that the trustees were to 

distribute the trust property outright to the couple‘s four children. The 

couple‘s daughter was subsequently diagnosed with a disability that 

would limit her ability to manage her affairs. To protect the trust 

property and his daughter, the taxpayer established a second trust that 

was a grantor trust to the taxpayer and that had the same beneficiaries 

and trustee as the first trust, but included special needs provisions for 

his daughter‘s share.  The taxpayer and his wife also established a 

partnership that held several investment properties.  The second trust 

intended to purchase the joint and survivor insurance policy from the 

first trust.  

2. In general, amounts received under a life insurance policy upon the 

death of the insured are excluded from gross income under IRC 

Section 101(a)(1).  However, the transfer-for-value rule in IRC Section 

101(a)(2) provides that if a life insurance policy is transferred for 

valuable consideration, the amounts later received under the policy by 

the purchaser in excess of the consideration and premiums paid aren‘t 

excluded from gross income.  An exception to the transfer-for-value 

rule is found in IRC Section 101(a)(2)(B) which provides that the rule 

doesn‘t apply if the transfer is to the insured, to a partner of the 

insured, to a partnership in which the insured is a partner, or to a 

corporation in which the insured is a shareholder or officer. 

3. Because the second trust planned to purchase the joint and survivor 

life insurance policy from the first trust, the transfer-for-value rule was 

implicated in this Ruling.  However, the IRS concluded that this 

purchase would fall within the exception to the transfer-for-value rule 

found in IRC Section 101(a)(2)(B).  As the second trust was a grantor 

trust to the taxpayer, the taxpayer and the second trust were treated as 

one for federal income tax purposes.  Accordingly, to the extent the 

policy insured the taxpayer‘s life, the transfer to the second trust was a 

transfer ―to the insured.‖  Moreover, to the extent the policy insured 

the life of the taxpayer‘s wife, the transfer to the second trust was a 

transfer to a ―partner of the insured‖ by virtue of the taxpayer‘s and his 

wife‘s partnership.  

4. It is not uncommon for a joint and survivor life insurance policy to be 

owned by a trust that is a grantor trust as to only one of the insureds.  

If the joint and survivor policy is to be transferred to the trust for 

valuable consideration, this ruling illustrates that the transfer will not 

fully escape the transfer-for-value rule unless the insured who is not 

the grantor of the trust is a partner of the insured who is the grantor of 

the trust. 
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J. Letter Ruling 201330011 (July 26, 2013) 

1. The IRS confirmed that amounts of income in respect of decedent 

from IRAs assigned and transferred to charities pursuant to decedent's 

estate plan will only be included in the income of the two charities 

2. The estate plan of the decedent in this case consisted of a pour over 

will and to a revocable trust.  The residuary provision of the revocable 

trust provided that upon the decedent's death, two charities would 

share in the residue of the estate.  A bank was both the personal 

representative of the decedent's estate and the trustee of the trust.  The 

bank as personal representative and trustee intended to assign and 

transfer all of the decedent's IRAs to the two charities in accordance 

with the residuary provisions of the trust. 

3. The issue here was whether a transfer had occurred under Section 

69l(a)(2), which provides generally that the transfer of IRD by an 

estate causes the IRD to be included in the gross income of the estate.  

Under Section 691(a)(2), a transfer does not include the transmission 

upon death to the estate of the decedent or to a person entitled thereto 

by bequest or devise.  The IRS looked to Treas. Reg. 1.691(a)-4(b)(2), 

which provides that, if a right to IRD is transferred by an estate to a 

specific or residuary legatee, only the legatee must include the IRD in 

income.  Many IRA custodians do not understand this rule, and will 

insist on issuing a Form 1099 to the estate when the transfer is made. 

VI. Conclusion 

Ben Franklin provided the estate planning industry with one of its favorite quotes ("..in this 

world nothing can be said to be certain, except death and taxes").  It seems there are two 

additional certainties in our industry:  that the tax rules will continue to change, and that 

planning will continue to change and evolve in response.  As trusts and estates professionals, 

we must be ready to adapt to the changing rules and to draft flexible trusts, as it is likely that 

future developments or changes in the law may make it desirable to change the trust in ways 

not anticipated in the governing instrument.   
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