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A.
UNCERTAINTY UNDER CURRENT LAW

1.
Transfer Taxes in 2010

The federal estate tax does not apply to the estates of decedents dying in 2010.  Section 2210(a), Internal Revenue Code of 1986, as amended (the “IRC”).  Likewise, the generation-skipping transfer (GST) tax doe not apply to GSTs made in 2010.  IRC § 2664.  The gift tax laws remain in place with a $1,000,000 exemption and 35% maximum tax rate.  IRC § 2502(a).


2.
Carryover Basis


Prior to 2010, the basis of property transferred by reason of an individual’s death was “stepped up” to the fair market value on the decedent’s date of death or the fair market value six months afterwards if the alternate valuation date was elected.  IRC § 1014.



In 2010, each decedent’s estate is allowed a general basis increase of $1,300,000, which the executor may allocate to any assets.  IRC § 1022(a)(2).  In addition, each decedent’s estate is entitled to a spousal basis increase of $3,000,000, which the executor may allocate to any assets passing to a surviving spouse either outright or in a qualified trust.  IRC § 1022(c).  Otherwise, the basis of assets passing at a decedent’s death will be the lesser of either (i) the decedent’s adjusted basis or (ii) the fair market value of the property on the date of the decedent’s death  IRC § 1014(f).  There can be basis step-down, but not basis step-up.


3.
2010 Drafting Issues


In 2010, there are a myriad of defined terms commonly used in wills and trusts to divide assets among beneficiaries that may not work, including “estate tax exemption amount,” “GST exemption,” “applicable exclusion amount,” and “credit shelter amount.”



a.
Problems with Certain Formula Bequests




i.
Marital Deduction or Unified Credit References


Many wills and revocable trusts direct that assets in excess of the decedent’s remaining estate tax exemption pass to a marital deduction trust or outright to the surviving spouse.  The exemption amount then passes either outright to the decedent’s descendants, or more likely to a “credit shelter trust” of which the surviving spouse may or may not be a beneficiary.



Many documents drafted after 2001 do not provide for the 2010 repeal of the estate tax and GST tax.  The foregoing formula would result in all of the assets passing to the marital trust since the estate tax provisions do not apply.



Undesirable in a second marriage situation where the surviving spouse is not the parent of the decedent’s children.



Provisions that allocate to a credit shelter trust the “maximum amount that can pass to the trust free of estate tax” could result in the entire estate passing to the credit shelter trust, which may not be the settler’s intent.



ii.
GST references


If a trust includes a bequest to the settlor’s grandchildren of an amount “equal to the settlor’s remaining GST exemption amount,” if the settlor dies in 2010 while the GST tax is inapplicable, the grandchildren will receive nothing under the trust because there is no GST exemption.



iii.
Other formula bequests


Formula provisions used to fund charitable bequests may also go unfunded if they use a formula tied to the federal estate tax or GST tax.



iv.
Impact of state inheritance taxes


EGTRRA phased out the federal state death tax credit until it was eliminated in 2005 and replaced with a deduction.  The state death tax was eliminated in states that tied their tax to the federal state death tax credit.  While the executor may be unable to make a QTIP election for federal tax purposes, he may be able to make an election to prevent the imposition of state inheritance tax.

b.
Options for Addressing Formula Issues



i.
Interpret formulas based on 2009 exemption amounts



Amend estate planning documents to provide that during 2010 while the estate tax is not applicable, references to estate and GST tax terms will be interpreted as if the decedent died in 2009.  The formula would then be interpreted to leave $3,500,000 to the credit shelter trust.




This option is appropriate for married persons with estates large enough to use the first-to-die spouse’s entire $3,000,000 spousal basis increase after allocating $3,500,000 to the credit shelter trust.  This option may also be appropriate in a second marriage situation.




ii.
Allocate assets to the marital share



Another option is to amend documents to include a formula provision that would allocate all of the assets of the first-to-die spouse to a qualified terminable interest trust (QTIP Trust).  This would enable the surviving spouse to use the entire $4,300,000 basis adjustment – basis considerations are significant.




There is no federal estate tax in effect at the death of the first-to-die spouse or retroactively enacted, then no QTIP election need (or perhaps even could) be made and the marital trust should not be taxed as a part of the surviving spouse’s estate, even if the federal estate tax is later reinstated in future years before the surviving spouse’s death.  If desired, the surviving spouse could disclaim a portion of the assets to the credit shelter trust to benefit descendants.




However, if the federal estate tax is reinstated on or before the death of the first-to-die spouse, a QTIP election can be made to avoid federal estate tax (though the trust will be taxed as part of the surviving spouse’s estate when he or she dies).




iii.
Formula allocation for basis planning



Allocate to the credit shelter trust the lesser of (1) the amount of property sufficient to maximize the basis increase or (2) the amount that would pass free of estate tax.  Any remaining assets would pass to a marital trust.




Option may be appropriate for a person who has a gross estate of $4,300,000 or less and has significant low basis assets.




iv.
Other provisions



Testamentary powers of appointment and special trustee or trust protector provisions may provide some flexibility to address these issues.  A testamentary power of appointment would provide a decedent’s beneficiaries with flexibility to incorporate provisions to retain property in trust for other changes in the law.



A special trustee or trust protector could amend documents to adjust for changes in the tax laws.




v.
Give the executor flexibility to allocate basis



Include a provision allowing the personal representative or executor the sole and absolute discretion to allocate the decedent’s basis increase among the decedent’s property.


4.
Addressing Problems Resulting From 2010 Law


If a person dies in 2010 without amending his estate planning documents to address the current transfer tax situation and has a formula clause in his will or trust which has no effect, there are a couple of options to bring the disposition more “in line” with the decedent’s intent.


a.
Fiduciaries should provide detailed notice to every interested beneficiary who may be impacted if this issue arises with an estate or trust administration and try to obtain written agreement of such beneficiaries to the disposition of the assets.  Any settlement agreement should be approved by the probate court.



b.
If the beneficiaries reach an agreement on how to interpret the formula and enter into a settlement agreement to resolve issues, they may want to ask the probate court to approve the agreement.  But will the IRS be bound by the Court’s order and judgment?  If a beneficiary gives up assets as part of a settlement, is he or she making a gift to other beneficiaries?



c.
Delay funding/distributing assets as long as possible.


5.
Will Congress Act in 2010?



As summer draws to a close, there is still nothing concrete to report.


6.
Transfer Taxes in 2011


If Congress fails to take action before the end of this year, the estate tax, gift tax and GST tax will be reinstated in 2011 as they existed before 2002.  Under current law, an individual will have a $1,000,000 exemption for lifetime and testamentary transfers and a $1,340,000 exemption from GST tax, as indexed for inflation (or slightly more, see Rev. Proc. 2009-50, 2009-45 I.R.B. 617).  Transfers in excess of the applicable estate tax exemption amount will be taxed at a 55% rate (with a 5% surcharge on estates or cumulative gifts between $10,000,000 and $17,184,000).  Likewise, under IRC § 2641, the tax rate on GSTs in excess of the exemption amount will be 55%.



In addition, the deduction for state death taxes will revert to a credit against estate taxes owed under IRC § 2011 (i.e., the lesser of the death taxes actually paid or an amount derived from the tables under § 2011(b)).



Absent action by Congress, trusts will look much like they did in 2001.  For even more flexibility until there is some certainty in the law, consider the following:

· Include a provision that would enable the first spouse to die to exercise a testamentary power of appointment over the assets of the survivor’s trust equal to the estate tax exemption amount less the first spouse to die’s assets.  See PLR 20060428.

· If basis considerations are significant, give the surviving spouse a testamentary conditional power of appointment over the credit shelter trust provided the power does not result in estate tax.

B.
ISSUES ARISING FROM ONE-YEAR SUSPENSION OF GST TAX

1.
Administering Existing Trusts in 2010



a.
Distributions from Non-GST Exempt Trusts that Benefit Skip Persons




Under pre-2010 law, as long as at least one of the settlor’s children was alive, distributions to a child were not subject to GST tax.  However, distributions to skip persons such as grandchildren or more remote descendants were taxable distributions subject to GST tax.  Moreover, the death of the survivor of the settlor’s children would be a taxable termination, and would subject all of the assets of the trust estate to GST tax.




Donative transfers in 2010 to skip persons or to trusts for the benefit of skip persons will not be subject to GST tax.  Absent retroactive change in the law, during 2010 trustees can distribute assets from a non-GST exempt trust to skip persons and such distributions will not be subject to GST tax.  Likewise, taxable terminations will not be subject to GST tax.  Accordingly, 2010 provides an excellent opportunity for a Trustee to make distributions to skip persons from a non-GST exempt trust without incurring GST tax.




Importantly, before making significant distributions to skip persons, a Trustee should weigh the tax savings if the assets are distributed against the loss of protection from creditor and spousal claims that would otherwise be afforded by the trust.



b.
Transfers to GST Exempt Trusts



If a settlor wishes to make a transfer in 2010 to a trust to which GST exemption was previously allocated, the settlor will need to take certain steps to ensure that the trust remains GST exempt since the settlor cannot timely allocate GST exemption to a transfer in trust.  For example, a settlor may have created an irrevocable life insurance trust (“ILIT”) prior to 2010, to which he would make annual gifts to pay premiums and would allocate GST exemption to the gifts.




i.
Loan to Trust.



One alternative to avoid the GST tax issue is to lend the premium amount to the trust in 2010.  To prevent the loan from being treated as a gift, the loan much be formalized and bear interest at a market rate.  See IRC § 7872.  Assuming the only trust asset is an insurance policy, there will be no source of repayment for the loan.




There are a couple of ways to address this issue.  First, if the GST tax is reinstated in 2010 and the loan is less than the total gift tax annual exclusions available in 2010, the settlor can make a gift to the trust in 2010 that qualifies for the gift tax annual exclusion and the trust can use this amount to pay off the loan.




Second, if the GST tax is reinstated and the total gift tax annual exclusions are insufficient to pay the annual premiums on the policy and the loan payments, the settlor could make a taxable gift to the trust in a subsequent year, or the trust could borrow against the life insurance policy.



The IRS may argue that it was really a gift at the time it was made because the settlor intends to forgive the loan.  See Miller v. Comm’r, T.C. Memo 1996-3.




In Miller, the court listed factors to consider when determining if a loan should be treated as a gift for tax purposes.  The factors include whether interest was charged, whether there was a fixed maturity date, and the transferee’s ability to repay the loan.  If a loan is made to an ILIT in 2010, every effort should be made to ensure the loan is well documented.




ii.
Late Allocation of GST.




Generally, the GST exemption with regard to a transfer to a trust is allocated on a timely filed IRS Form 709.  See IRC § 2642(b)(1).  However, an allocation may also be made at a later date provided that the value of the property is the value on the later allocation date (not the original date of the transfer).  See IRC § 2642(b)(3) (see also Treas. Reg. § 26.2642-2(a)(2)).  Thus, if the GST tax is reinstated after 2010, the settlor may file a late allocation based on the value of the trust property on the date of the allocation.  If the trust owns a policy of term life insurance, a late allocation of the GST exemption to the trust could be made the day before the next premium payment on the policy is due.



If the settlor is in poor health, late allocation may not be an option.  For example, if the settlor dies in 2010, GST cannot be allocated to the trust in 2011.


2.
Creating New Trusts in 2010



Opportunities to benefit skip persons



Settlor may consider creating a trust for the benefit of skip persons.  If a trust that benefits skip persons is created and funded in 2010, the transfers to such trust (absent retroactive reinstatement of the tax) will not be subject to GST tax in 2010.  See IRC §§ 2010(c) and 2631(c).  If  the GST tax is reinstated in 2011, then distributions from the trust and terminations will be taxed as they were prior to 2010.




Under pre-2010 law, a trust created and funded for the sole benefit of skip persons would be subject to GST tax.  In 2010, no GST tax would be imposed on the transfer of assets to such a trust.  Likewise, during 2010, distributions to a skip person would not be subject to GST.




If the GST tax is reinstated in 2011, then in general, distributions from the trust for the benefit of the skip person would be subject to GST tax.  However, if the distributions are made directly to a school for a beneficiary’s tuition expense or to a health care provider on behalf of the beneficiary, such distributions will never be subject to GST tax.  See IRC § 2611(b)(1).



Some individuals may be reluctant to make gifts to a trust as such gifts use the settlor’s lifetime gift tax exemption or even result in imposition of gift tax.  They may also be reluctant to make gifts out of concern that the GST tax will be retroactively reinstated.




As discussed above, during 2010 GST exemption cannot be allocated to an irrevocable trust.  To avoid having an inclusion ratio of greater than zero when the tax is reinstated, a settlor may wish to lend money to a new irrevocable trust created in 2010 to ensure GST exempt status in the future.  It may be necessary for the trust beneficiaries to guarantee the loan and receive a small guarantee fee to show that the trust has corpus.




When the GST tax is reinstated, the settlor would then make a gift to the trust and allocate GST exemption, which the trust could use to repay the loan.  Again, the risk associated wit his approach is that the IRS could argue that the loan was really a gift because the settlor intended to forgive the loan.




Alternatively, the settlor can make a late allocation in 2011 when the GST tax is reinstated with the assets valued on the allocation date, though this planning may not be appropriate for a settlor who is in poor health.




If a  person dies in 2010 and the estate tax does not apply, there is no transfer for GST tax purposes.  IRC § 2652(a) defines the transferor for GST tax purposes as the decedent or settlor with respect to whom the property transferred in trust is subject to estate or gift tax.  If no estate tax applies, then there is no transferor under IRC § 2652(a).  Moreover, if death occurs in 2010, there can never be a transferor under § 2652(a).  Of there is no transferor for GST tax purposes, then there are no skip persons since no person can ever be assigned to a generation below the transferor.


3.
Other GST Issues



a.
Outright Gifts



For high net worth individuals, 2010 provides an excellent opportunity to make lifetime gifts to reduce estate taxes in the future.  If a person has not used much of his lifetime gift tax exemption amount and GST exemption, he may consider making a significant gift to skip persons using his or her remaining lifetime exemption.  Because the GST exemption would be a minimum of $1,340,000 if pre-EGTRRA law is reinstated, the person would not be impacted by retroactive reinstatement of the GST tax in 2010.



b.
GST Issues After 2010



Beginning in 2011, Chapter 13 is to be applied in 2011 as if EGTRRA had never been enacted.

C.
TAX FILING REQUIREMENTS FOR DECEDENTS DYING IN 2010.

1.
What Estates are Subject to Return Filing Requirements?  IRC § 6018



a.
For decedents dying before 01/01/2010 and after 12/31/2010:  US Estate Tax Return (Form 706) required for decedents with gross estates exceeding the applicable exclusion (2009:  $3,500,000; 2011: $1,000,000).



b.
For decedents dying in calendar year 2010:  A return is required for “Large Transfers at Death.”



c.
Large Transfers: Transfers at death (excluding cash) exceeding the dollar amount applicable under 1022(b)(2)(B) or $1.3 million.
· Not adjusted for the increase in basis allowed for capital loss and NOL loss carryovers (discussed).

· Indexed for inflation.  IRC § 1022(d)(4).


2.
Who is Responsible for Filing the “Large Transfer” Return?



a.
Executor:
IRC § 6018(a)



b.
Trustees and Beneficiaries:
Executor cannot make a complete return to any property, then Executor is required to describe the property and name all persons holding a legal or beneficial interest in the subject property.  The Service will then notify those persons of their duty to file a return.  (IRC § 6018(b)(4)).

3.
What Information is Required to be Reported on Return?  IRC § 6018(c)


a.
Name/TIN of Recipients



b.
Property Description



c.
Decedent’s adjusted basis at death


d.
FMV at death



e.
Decedent’s Holding Period



f.
Information necessary to determine if any gain would be Ordinary Gain



g.
Allocation of Basis Increase



h.
“Such other information as the Secretary may by regulations prescribe.”


4.
Return Filed on Form ????


5.
Return Filer(s) are Required to Furnish statement to Each Recipient.

· Must furnish within thirty (30) days of filing the Large Transfer Return

6.
When is Large Transfer Return Due?  IRC § 6075(a)

· Death in 2010:  Filed with decedent’s last income tax return or such later date specified in regulations.

· Extensions:  Six (6) month.  IRC § 6081(a)


7.
What are Penalties for Late or Non-Filing?  IRC § 6716

· $10,000 Penalty for Large Transfers “for each such failure”
· $500 Penalty for Appreciated Gifts “for each such failure”
· $50 Penalty “for each such failure” to Provide Required Statement to Beneficiaries

· Applies to Large Transfer Return and Gift Tax Return Statements Intentional Disregard:  5% of FMV of Property

· Reasonable Cause Exception

8.
General Aggregate Basis Increase.  IRC § 1022(b)


a.
Base Amount:  $1,300,000


b.
Increased by: 

· Outright transfers to spouse
· QTIP transfers to spouse


c.
Layered Allocations Permitted:  Spousal basis increase can be allocated to property on top of the General basis increase allocation.

9.
No Basis Step-up Permitted for Gifts Within 3 Years of Death.  IRC § 1022(D)(1)(C)


a.
General Rule:  No General or Spousal basis increase permitted for property decedent received within 3 years of death by gift or by inter vivos transfer for less than adequate consideration.



b.
Exception for Transfers from Spouse:  General and Spousal basis increases are permitted for transfers decedent receives from Spouse, unless the decedent’s spouse received the property during the 3-year period by gift or inter vivos transfer for less than adequate consideration.

10.
Miscellaneous Allocation Rules


a.
Allocation Limitation IRC § 1022(d)(2):  Total increase limited so as to not increase the basis in the property to amount greater than FMV of property at death.



b.
Allocation made to specific property:  The executor allocates the aggregate basis step-up to specific property, not the “estate.”



c.
Step-up is to Basis not FMV:  Large Return filing requirement is based upon FMV of property acquired from decedent (return required if FMV of all property (excluding cash) is greater than $1.3 million) but step-up allocation is to the basis of the property.
Example:
	Assets




Dec’d Basis



FMV at DOD
Residence



$   400,000



$   600,000

Brokerage Account

$2,000,000



$2,500,000

Vacation Home

$   800,000



$1,200,000

Retirement Account

$              0



$3,000,000

· Return required because FMV of property is greater than $1.3 million.

· General Aggregate Basis Step-Up Allocation:

Residence


$200,000

Brokerage Account

$500,000

Vacation Home

$400,000




         $1,100,000
· $200,000 of General Basis Step-UP not used.

· No allocation permitted to the Retirement Account (IRD property).
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Exemptions and Rates Summary
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· Grantor vs. Non-Grantor

· Qualified vs. Non-Qualified
SO WHAT DO WE DO NOW?!




The Charitable Lead Trust





“Wealth Transfer Arrangements”





Definition: reverse the interests of the charitable remainder trust


Charity has current income interest


Trust creator or designed beneficiaries have remainder interest


Planning considerations





C.L.A.T. – fixed payments


C.L.U.T. – variable payments


not tax exempt


useful as wealth transfer plans


more likely a testamentary plan


may be attractive in a low interest rate environment





2000 		2001		2002		2004		2006-2010


10.0%     	10.0%		10.0%		10.0%


15.0%		15.0%		15.0%		15.0%		15.0%


28.0%		27.5%		27.0%		26.0%		25.0%


31.0%		30.5%		30.0%		29.0%		28.0%


36.0%		35.5%		35.0%		34.0%		33.0%


39.6%		39.1%		38.6%		35.0%		35.0%








15% Tax Rate for Qualifying Dividends and Certain Long Term Capital Gains





Charitable Lead Trust








					Qualified			Qualified	 		Non-Qualified		Non-Qualified


					Grantor			Non-Grantor		Grantor			Non-Grantor  





Income Tax Deduction			Yes – 20% limit		No			No			No





Grantor taxable on income		Yes			No			Yes – Income given	No


											to charity would be


											deductible


	


Gift Tax Deduction			Yes			Yes			No – Except for annual	No – Except for 											exclusion		annual exclusion





Included in estate if no reversion	No			No			No			No


 or power of appointment





Included in Estate if Reversion		Yes			Yes			Yes			Yes





Charitable Estate Tax Deduction		Yes			Yes			No			No





Additional Contributions 		Yes-Unitrust Only		No			No			No


 Including Tax Deduction





Deduction for Excess Income		Yes			Yes			No			No


Paid to Charity





Private Foundation Requirements	Yes			Yes			No			No
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