A Deeper Dive Into New Jersey Estate Planning and Estate and Gift Tax Update
Real Property Trust and Estate Law Track (Luna)

During this seminar, the presenters will provide a deeper dive into New Jersey estate
planning. The speakers will share sophisticated planning tools, offering practical insights to
maximize the utility of standard estate planning instruments while exploring innovative
approaches and drafting strategies for increased flexibility in an unpredictable
environment. Learn planning opportunities to adeptly customize plans to address the
unique situations and needs of clients. Key topics to be discussed: Practical insights to
maximize the utility of standard estate planning instruments, including revocable trusts
Sophisticated planning techniques — Innovative approaches and drafting strategies for
increased flexibility in an unpredictable environment - ILITs, SLATs, GST trusts, GRATS,
charitable trusts, intra-family loans, IDGTs Deeper understanding of controlling tax burdens
- planning for NJ inheritance tax, DSUE Learn to customize plans to adeptly address the
unique situations and needs of clients Description: The program will review recent
developments in the estate, gift and generation-skipping transfer tax arena that could have
a substantial impact on your clients’ estate plans. in addition to reviewing recent
developments, the panelists will address planning considerations and strategies. Finally,
the program will cover proposed and recent legislation including the Uniform Electronic
Wills Act.?
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INTRODUCTION AND HISTORICAL BACKGROUND

With the federal estate tax, if you have grey hair (or no hair!), you may recall that the estate
tax has seen a tremendous swing in its applicability over the last forty (40) years and even
in the last twenty (20) years since the start of the George W. Bush administration. It used
to be widely applicable to many, and now, as a result of a 2025 basic exemption amount,
it applies to nearly no one (except, as we know, our best clients).

Before 1981, the estate tax applied on estate values over a mere $60,000. The estate tax
exemption increase (then called “unified credit” amount) occurred as part of the Reagan tax
cuts of 1981, the Economic Recovery Tax Act, by increasing the threshold to $600,000,
which remained in effect until 1997. At the time, this was considered to be a massive tax
relief measure, excluding many at the time from the estate tax.

The exemptions were again increased by the Clinton administration in 1997 by the
Taxpayer Relief Act of 1997 so that the exemption would increase slowly to $1 million by
2006.

However, under the Economic Growth and Relief Reconciliation Act of 2001 (known as the
first Bush Tax Cuts) the estate tax was intended to be “repealed.” This “repeal” occurred by
increasing the exemption over the decade (as top marginal rates decreased) followed by
complete repeal for individuals that passed away in 2010. The exemption was increased
to $1 million immediately in 2002 and the chart on the following page shows how the
exemption increased over the years:



EGTRRA - 2001 PHASE OuT

Estate Gift Tax Highest Estate and
Calendar Year Tax Exemption Exemption Gift Tax Rates
2001 $675,000 $675,000 55%
2002 $1.0 million $1.0 million 50%
2003 $1.0 million $1.0 million 49%
2004 $1.5 million $1.0 million 48%
2005 $1.5 million $1.0 million 47%
2006 $2.0 million $1.0 million 46%
2007 $2.0 million $1.0 million 45%
2008 $2.0 million $1.0 million 45%
2009 $3.5 million $1.0 million 45%
2010 N/A (taxes $1.0 million Top Individual
repealed) Income Tax Rate
35%
(Gift Tax Only)
2011 previously Scheduled $1.0 million $1.0 million 55%

For fiscal and budgetary reasons, the law “sunset” at the end of a ten-year budget horizon.
Throughout the decade, nearly all estate planners anticipated and predicted that Congress
and the President would provide more stable tax policy by enacting either a “permanent”
structure or complete repeal of the estate tax. While nearly everyone thought the 2010
repeal would never actually occur, dysfunction in Washington prevented a more sensible
policy approach and the repeal existed for the year 2010. As history tells us, sanity just
never occurred.

As a complete surprise to planners, individuals who passed away in 2010 had no estate tax
imposed; however, just before the end of 2010, when the law was about to return to $1
million per person threshold, a temporary fix occurred. For 2010 decedents, the repeal was
coupled with complicated income tax rules that “repealed” a preferential tax benefit, the
“step up in income tax basis” (the step-up in income tax basis eliminates the gain on capital
assets if held at a decedent’s passing)!. Instead, decedents in 2010 had what is called
"modified carryover basis” which was difficult to administer. As a result of a compromise
between the Obama administration and a Republican majority in Congress, a two-year

1 See IRC 1014. Unless otherwise indicated, all references to “IRC,” “section” or “§” are to the Internal Revenue
Code of 1986, as amended by the Tax Cuts and Jobs Act (“TCJA”), and all references to “Treas. Reg. §,” “Temp.
Treas. Reg. §,” and “Prop. Treas. Reg. §,” are to the final, temporary, and proposed regulations, respectively,
promulgated thereunder (the “Regulations”), as in effect as of the date of 2018. All “Service” or “IRS” references
are to the Internal Revenue Service
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extension with a $5 million exemption was enacted. Throughout Obama’s presidency, the
Obama administration’s position and goal remained constant, to fix the estate tax
exemption at the sum of $3.5 million per individual, but that goal was never met.

Instead, two years later, the American Tax Relief Act of 2012 was enacted. One of the major
elements of the Act was the fact that it supposedly gave the estate and gift tax planning
community a “permanent’ law upon which taxpayers could rely. The 2012 law provided
that the estate tax would only apply to estates where the value of the estate was greater
than $5,000,000. Better yet, the $5,000,000 threshold was indexed for inflation (starting
in 2010) so that the federal estate tax would only apply to estates with a value in 2013
greater than $5,250,000. It was immediately recognized that “permanency,” would last
only if Congress does not change it.

The term “permanent” must mean five (5) years because the TCJA2 of 2017 “doubled” the
exemption to $11.18 million per person for 2018 decedents. The “doubled” exemption
sunsets on January 1, 2026. Such constant changes make planning quite difficult. No one
knows what the rules will be in 2023 or 2033 or 2043 when the client may pass away so
“permanency” will remain elusive. At this point the estate tax exemptions have been, and
are scheduled to be (see following page):

2 Tax Cut and Jobs Act of 2017.
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Estate Gift Tax
Calendar Year Tax Exemption Exemption
2010 $5,000,000 or SO $5,000,000 or SO
2011 $5,000,000 $5,000,000
2012 $5,120,000 $5,120,000
2013 $5,250,000 $5,250,000
2014 $5,340,000 $5,340,000
2015 $5,430,000 $5,430,000
2016 $5,450,000 $5,450,000
2017 $5,490,000 $5,490,000
2018 $11,180,000 $11,180,000
2019 $11,400,000 $11,400,000
2020 $11,580,000 $11,580,000
2021 $11,700,000 $11,700,000
2022 $12.060,000 $12.060,000
2023 $12,920,000 $12,920,000
2024 $13,610,000 $13,610,000
2025 $13,990,000 $13,990,000
2026 About S7M (Indexed) About S7M
(Indexed)

Taxes being imposed on wealth transfers at death have existed since ancient Egypt in 700
B.C. They were common in feudal Europe and in the United States. An estate tax was
included in the Stamp Tax Act of 1797, the Revenue Act of 1862 and the War Revenue Act
of 1898. The modern federal estate tax has a long history (not worth re-iterating here)
however, the tax has existed in its current form since 1916. The tax is imposed as a transfer
tax, combining both lifetime gift tax transfers and transfers at death. At a person’s death,
would compute the value of the “gross estate,” claim deductions, and add back lifetime
transfers (gifts made). From there the tax payable is imposed after a credit representing
the tax on the available exemption amount is applied. As a result the tax does not apply
unless the value exceeds a threshold amount.

In its current form the tax is imposed at a flat forty (40%) percent tax on the excess over
the available exemption amount, now called the “basic exclusion amount.” However, earlier
the tax had been imposed with graduated rates, some rates as high as sixty (60%) percent.
Even the name of the exemption has fluctuated. Prior to 1997, this exemption was called
the “unified credit amount.” In 1997, the name was changed to “applicable exemption
amount.” In 2010, the name was changed to “basic exclusion amount.” Nevertheless, the
concept remains the same: a tax is imposed on the excess above a certain threshold.
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Because the tax to be imposed is a changing threshold that will become fixed at an
uncertain date in the future (the client’s passing), it is difficult to plan.

2017 DRAMATIC CHANGE IN PLANNING

As noted, the headline of the TCJA for estate planning was the dramatic increase in the
federal estate, generation skipping, and gift tax exemptions from $5,600,000 per person
to $11.18 million per person in 2018 (with inflation adjustments). For 2025 decedents, the
exemption will be $13,990,000. The effect of such a dramatic increase is to render federal
estate and transfer taxes a complete non-factor for nearly all Americans. In fact, some
(mostly elderly) taxpayers have planned to “include” assets in their taxable estates in order
to obtain “step up” in income tax basis to minimize income tax to their heirs.

For the more affluent clients that have been seeking guidance from estate tax planning
professionals for decades, the question of “what to do now?” creates a difficult quandary
because, among other things, the changes are not permanent. Future laws may change or
eliminate the tax. What is an estate planning professional to recommend in light of these
recent developments? Should the potential for estate taxes be considered or ignored?

For starters, the dramatic rise in exemption has meant that there has been much more
focus on income tax “basis” planning. While traditional planning had centered on
maintaining estate tax “exclusion” of assets, the new construct has sought estate tax
“inclusion” Because of the income tax benefits. Remember that I.R.C. Section 1014 allows
a “step up” in income tax basis for assets that are held at death and generally “included” in
the estate tax base of a decedent. Thus, in some scenarios, planning may center on
suggesting that elderly clients retain assets in order to achieve an income tax benefit.
Moreover, some situations may require seeking to force assets into “taxable” estates.

2025-- WILL WE NEED TO CHANGE PLANNING

With the election of Donald Trump and with the Republicans retaining control of the House
of Representatives and gaining control of the Senate, presumably there will be significant
pressure to extend all of the TCJA tax cuts. The extension will likely include the increase or
doubled BEA exemption amount noted above. Reports have projected that the extension of
the TCJA expiring provisions will cost about $5.1 trillion over the next 10 years.3 With
several other proposed tax changes and a repeal of the Inflation Reduction Act green energy
tax credits, the proposed costs of the Trump tax plan is $6.8 trillion.# This begs an

3 Estimates from Tax Foundation report dated October 14, 2024.
41d.
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important question, will any proposed extensions be “permanent,” or will another sunset
be built in, like the 2001 changes and the 2017 changes?

Of course, if the TCJA does expire on December 31, 2025 some clients could be worse off.
Thus, unless the client is expected to pass before the TCJA is scheduled to expire, caution
will be needed. Moreover, with heightened press coverage of the fact that the estate tax
benefit creates a “tax break for the wealthy,” is a reduction in the exemption more likely at
some future date when the pendulum swings? The hard part with estate tax planning is that
it really doesn’t matter what the laws are now, it matters what the laws are when you D/E/
Again, presumably, there will be pressure for the TCJA thresholds to be extended, but for
how long?

An added complication with the current state of the estate tax changes is that the advice
being given may differ for young, intermediate and elderly clients. For the young clients
with substantial longevity, maybe there should be no consideration given to this temporary
doubling of the exemption. No one knows what the rules will be in the year 2040, 2050 or
2060. Yes, people should frequently review their planning, but many do not. For elderly/ill
clients expected not to survive until 2026, or until a reduction occurs, perhaps the estate
tax concerns could be disregarded. Finally, for intermediate age clients, all options need to
be addressed, perhaps lifetime gifting is appropriate, perhaps not. In any event, planners
need to give clients sufficient information to help craft a plan that the client believes will
be appropriate.

For those who remember the 2010 “repeal” of the estate tax created by the 2001 “Bush tax
cuts,” most, if not all, practitioners thought there would be an intermediate “fix” instead of
the “repeal/sunset” scenario which actually played out. Boy, were we wrong! Thus, it is the
client’s judgement concerning political tides that should be paramount, not the
professional.

Recent reports of proposed tax increases have resulted in some wealthy clients considering
whether tax law changes may create an increased tax burden for their families in the future.
Because the increased exemption amount under the TCJA was only made “temporary,” the
TCJA also introduced the concept of “clawback” protection which is a concept discussed in
greater detail below. As a result, some taxpayers have revisited the estate tax rules, the
fact that they are scheduled to change in 2026-or not- and considered whether planning
today might mitigate some of the future expenses. This article will address an estate tax
saving strategy that has become popular for married couples. Even for couples that choose
not to proceed, many have asked whether it is appropriate for them and how it would work.
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HOW THE ESTATE/GIFT TAX IS CALCULATED

By way of background, the Federal Estate tax and the Federal Gift tax are combined together
to result in a single “transfer” tax system. When an individual makes gifts during life, the
gifts consume the amount of the exemption from the testamentary federal estate tax
calculated at death. The tax is imposed only on the amount of assets above an “exemption,”
meaning it only applies to the “wealthy” and the exemption threshold indicates how the
federal government defines “wealthy” for this purpose.

The federal estate and gift tax exemption, called Basic Exclusion Amount (“BEA”), was
permanently set at $5,000,000 in 2010, indexed for inflation, and retained from expiring
in 2013. The 2017 Tax Cut and Jobs Act (“TCJA”) “doubled” the BEA - but only until January
1, 2026, resulting in a current 2024 exemption threshold of $13,610,000 (when
considering inflation adjustments). The BEA for 2025 is to be $13,990,000. Because of the
“sunset” reduction in the BEA in 2026, action today could result in long term savings.

In 2012, we faced a similar situation when the federal estate tax exemption threshold, then
$5,000,000, was potentially going to be reduced to $1,000,000 per individual. Some
families chose to take irrevocable steps to “lock in” the exemption before it expired. As it
turned out, the American Taxpayer Relief Act of 2012, enacted in 2013, maintained the
existing $5,000,000 exemption making the steps taken unnecessary.

In 2020 and continuing into 2021, the potential for future reduced exemptions had some
families consider whether they should use exemptions so they do not /ose exemptions. As
some may remember, on September 13, 2021, the Ways and Means Committee of the
United States House of Representatives (the principal tax writing committee) proposed
substantial tax changes as part of the “Build Back Better Act.” While changes were made to
the Build Back Better over time and it never was enacted, some of the key elements remain
a part of the Biden administration proposal known as the “Greenbook.” Several of the
provisions in the bill could have had a dramatic impact on estate tax planning and
commonly used planning techniques. The proposal already prompted some families to
consider planning.

Attention to the possible reduction in the BEA exclusion began in earnest when it was clear
that President Biden would be elected. Estate planners began to alert clients on the
assumption that changes could be forthcoming. The potential possibility for estate tax
change was not a new concept. Throughout President Obama’s term, the Obama
administration’s position remained constant, to fix the estate tax exemption at the sum of
$3.5 million per individual.
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That being said, the estate tax exemption has never gone down. In all of the hysteria that
the industry has undergone, perhaps no action is necessary as perhaps Congress (in its
infinite wisdom) would not take action to allow a reduction in the BEA.

POSSIBLE LEGISLATION

THE POTENTIAL 2025 OPTIONS

As noted, with the election of Donald Trump and with the Republicans in control of the
House of Representatives and Senate, presumably there will be significant pressure to
extend all of the TCJA tax cuts. However, there are several possible scenarios with respect
to how this extension may actually take form:

e Complete estate tax repeal, retain step up in income tax basis.
e Complete estate tax repeal, revert to modified carry over income tax basis.

e Extension of the doubled exemption “permanently” (until a later Congress changes
it).

e Extension of the doubled exemption for a term, maybe eight years? Maybe ten
years? Other terms?

e Extension of the doubled exemption for a term, followed by complete repeal for a
year (like 2001), with or without step up in income tax basis.

As you see, we just do not know how the legislation will play out, short term or long term.

THE FiscAL YEAR 2025 “GREENBOOK”2

Looking back, the most recent Biden Administration proposals would sharply raise taxes
on high income earners, although it promises not to raise taxes on households earning less
than $400,000. The following are select provisions from the proposals. For income tax
purposes, it would increase the top tax bracket from 37% to 39.6%. It would eliminate
preferential long term capital gain rate (and tax at ordinary rates) when income exceeds
$1,000,000. It would treat transfers of appreciated property by gift or at death as
realization events for income tax purposes (with $5,000,000 exclusion).

From an estate and gift tax standpoint, it would cap annual exclusion gifts at $50,000 per
donor per year. It would modify Estate Planning Techniques by:

5 United States Treasury “General Explanation of the Administrations Revenue Proposals” available at
www.Treasury.gov
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- Grantor Retained Annuity Trusts (GRATSs). It would require a ten (10) year
minimum term and it would eliminate the so called “zeroed out GRAT where only the
appreciation is transferred to the heirs by requiring that the remainder interest (e.g., the
amount of the gift) be 25% of the initial funding.

- Grantor Trusts. It would curb the use of Grantor Trusts (discussed below)
by treating the payment of income tax by grantor as a gift to trust beneficiaries and repeal
a long standing IRS pronouncement Rev. Rule 2004-64. It would also cause the grantor to
recognize gain on sale of appreciated assets to the grantor trust.

- Discounts. It would eliminate “discounts” for marketability and minority
interests when partial interests in closely held businesses (or LLCs) are transferred to family
members.

- Defined value clauses. It would eliminate the use of defined value formula
gifting that has been recognized in many instances by the courts.6

SENATOR WARREN’s AMERICAN HOUSING AND ECONOMIC MOBILITY
ACT OF 2024

In a celebrated bill introduced by Senator Warren on July 29, 2024 in order to pay for
housing programs, revenue would be generated by increased estate tax revenue. While no
official announcement by the Harris campaign, Forbes reported that it was endorsed by the
Vice President.” Many of these provisions are changes that President Biden proposed in
2020 but the bill was not successful. Note that the provisions would be independent and
would supersede the estate tax provisions scheduled to “sunset” in 2026. For example, the
estate and gift tax exemption are set to be reduced to about $7,000,000 on January 1,
2026. Under this proposal, it would be reduced to $3,500,000 (the 2009 level) upon
proposal of the Act. It could also:

e Increase the estate tax rates as follows:
o Taxable estate up to $13,000,000: 55%

o Taxable estate over $13,000,000 but not over $93,000,000: $7,150,000 +
60% of the excess of such amounts over $13,000,000.

6 Wandry, TC Memo 2012-88. Petter, TC Memo 2009-280 affd 653 F.3d1012 (9" Cir 2011). See also
Sorensen v. Commissioner, Tax Ct. Dkt. Nos. 24797-18, 24798-18, 20284-19, 20285-19 (decision entered Aug. 22,

2022).

7 See Erksine article on August 22, 2024.
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o Over $93,000,000: $55,150,000 + 65% of the excess of such amount over
$93,000,000.

o A 10% surtax on taxable estates in excess of one billion dollars.

Example. A family has total assets of $15,000,000. There would be no
estate tax under current law. Under the proposal, the tax would be
$4,400,000 (i.e., $15,000,000 - $7,000,000 x 55%).

Eliminate a step-up in basis for Grantor Trusts not included in the taxable estate.
The IRS’ position has been that assets in a Grantor Trust that are excluded from the
estate do not get a step-up in basis. See Rev. Rule 2023-2. The Bill codifies that
position. However, it does provide that the provisions would not apply to property
transfers before enactment.

Lower the annual limitation on exclusion gifts from $18,000 ($19,000 in 2015) to
$10,000 with a total limit of $20,000 per donor.

Grantor Retained Annuity Trust (“GRAT”) terms would be limited to 10 years or
longer, annual payments cannot decrease, and the remainder interest must be equal
to or greater than 10% of the fair market value of the property transferred to the
GRAT. This will likely be the end of GRATs for estate planning purposes.

Grantor Trusts would be included in the Grantor’s estates. Under the current law, a
trust established by the Grantor can be excluded from his estate even though all
trust income is taxable to him. This eliminates the use of Intentionally Defective
Grantor Trusts (“IDGT”) where the income tax burden associated with the gifts of
assets (such as interest and dividends) could be retained by the Grantor, therefore
enabling a payment of the taxes by the Grantor to result in tax-free gifts. If the
Grantor Trust is “turned off” and becomes a non-Grantor Trust after it was
established, it would be treated as a gift. These rules would not apply if a Trust was
created before enactment, but no additional gifts could be made to the Trust
without including some of the Trust assets in the grantor’s estate.8

It would limit the duration of trusts exempt from the generation skipping tax by
imposing the generation-skipping tax on transfers to a family member not born as
of the date the trust was formed.

8

This could eliminate the use of Spousal Lifetime Access Trusts (“SLAT”) noted below and it could create

major problems with funding life insurance trusts after enactment.
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e Lack of marketability and minority interest discounts for business interests would
be eliminated.

CLAWBACK AND GRANDFATHERING OF GIFTS MADE

If a taxpayer/donor is interested in making a gift to preserve the exemption, a problem
arises due to the manner in which the estate tax is calculated. A concept known as
“clawback” occurs when an estate tax exemption amount decreases. In 2017, when the
estate tax exemption was “doubled” by TCJA, Congress was aware that the tax calculation
contained a fatal flaw related to gifting plans. As noted, in 2012, there was also a concern
about “clawback” but there was no real solution. Thus, in 2017, as part of the TCJA,
Congress, being aware of the dilemma, directed the IRS to provide regulations to rectify the
calculation problem.

Here is the technical concern. The estate tax is calculated by combining the amount of
assets remaining in a decedent’s estate at death and the cumulative “adjusted taxable gifts”
made over the decedent’s lifetime. Adjusted taxable gifts include only gifts in excess of
the annual exclusion amount (now $18,000 per donee? in 2024 and scheduled to increase
to $19,000 per donee for 2025 gifts). In other words, gifts made by the decedent during
life are added back to the value of remaining assets in the estate at death and then that
sum is reduced by the BEA in the year of death. As such, any benefit to the irrevocable
transfer by gift during the year of the higher BEA period would be lost, or “clawed” back, if
a decedent passed away in a year with a lower BEA.

Pre 2017 Example

John Q Taxpayer has a $15 million estate and makes a $10 million gift in a year in
which the estate tax exemption is $10 million. The gift would be sheltered by the
exemption. Suppose he passes away any year in which the estate tax exemption has
dropped to $5 million. Suppose also that he still has the $5 million remaining in his
estate.

The tax calculation would add the value of assets in his estate ($5 million) to the
prior gifts ($10 million) resulting in a total “taxable estate” about $15 million. Since
the tax calculation would call for reduction of this “taxable estate” by the exemption
in the year of death, tax would still be due on $10 million ($15 million less the $5
million in the year of death) even though the $10 million gift was permitted to be
made tax free at the time.

9 I.R.C. Section 2503.
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As a result of TCJA, on November 22, 2019, the IRS issued Final Regulations under
“clawback” of estate tax exemption.'® The Final Regulations are generally “taxpayer
friendly.” However, before embarking on any complicated gifting strategies, taxpayers
should be warned to consider the impact of the regulations and their effect on any
contemplated transfer.

Several important takeaways can be discerned from these Final Regulations as noted below.

First, when an individual makes a gift, the gift will only be protected by these
clawback Regulations to the extent that the cumulative gift amount exceeds
the BEA in the year of the decedent’s death. For purposes of the examples
herein, we will refer to the “permanently” set $5,000,000 exemption as the
BEA and the excess (doubled) exemption as the “bonus” exemption. Under
the regulations, a gifting strategy to take advantage of the bonus exemption
will only help the taxpayer to the extent the gifts exceed the BEA.

o EXAMPLE 1- If an individual gifts $5,000,000 in an era when the
bonus exemption is $10,000,000 and passes away after the
expiration of the bonus exemption, the amount to be consumed or
added back at death would be the $5,000,000 and no portion of the
bonus would help reduce the estate tax because the taxpayer’s gifts
did not exceed the BEA in the year of death.

o EXAMPLE 2 - If an individual gives away $8,000,000 in an era when
the bonus exemption was applicable, and the BEA is $5,000,000 at
death, that decedent will have protection from an $8,000,000 gift
even after expiration of the bonus exemption. The exemption
amount to calculate the estate tax at death will be reduced by the
$8,000,000 used exemption and not by the $5,000,000 BEA
generally available for decedents that year. In other words, the
exemption for calculating estate tax is the higher of the gifts made
or the BEA in the year of death.

A second key element to the Final Regulations, which was not apparent from
previously Proposed Regulations,!! relates to the “Deceased Spouse’s
Unused Exemption” (“DSUE”). Since 2011, a surviving spouse can elect to
“port” the exemption amount of a predeceased spouse by filing an estate tax
return timely with the Internal Revenue Service. This means that the

10

11

229.

See 84 FR 64995, Treas. Reg. § 20.2010-1(c).
In November 2018, the IRS issued proposed regulations to address this concept, IRS Notice IR-2018-
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surviving spouse can, at death, utilize the sum of the deceased spouse’s
unused exemption and the surviving spouse’s unused exemption. The final
regulations make it clear that when a spouse passes away any DSUE, if
claimed by the survivor, must be used by the survivor before other gifts
reduce the BEA of the survivor.

o EXAMPLE 3 - If a spouse claims to “port” the unused exemption of a
spouse who has passed away during the bonus era, the amount
ported, $11,7000,000 for 2021 decedents assuming the entire
exemption is unused, will be available to the survivor
notwithstanding any future reductions in the estate tax exemption
threshold. With respect to the DSUE during the life of the survivor,
the regulations make clear that a surviving spouse making gifts must
use the DSUE before utilizing any of his/her remaining exemption
whether it is the BEA or any bonus exemption available.

The regulations are important not only for what they do say, but also for what they do not
say. Based upon the Regulations that had been proposed in 2018, there had been
speculation that several techniques could lock in an exemption, while preserving the benefit
of the assets for the surviving lifetime of a donor. These techniques would be made
through the implication of I.R.C. Sections 2701 or 2702 which both accelerate the gift tax
calculation on gifts made where certain interests are retained by the donor. The provisions
of I.LR.C. Sections 2701 and 2702 were enacted in 1990 in an effort to prevent an abuse of
several planning techniques which had been popular in the 1980s. While the regulations
do not deal with this issue, the preamble indicates that the IRS will issue guidance
attempting to outlaw planning mechanisms designed to use the provisions of the Code to
circumvent the means which they were originally intended.

Finally, there had been a concern about the use of the generation skipping tax
(“GST”) exemption. The GST exemption available under the Code has been matched to
mirror the amount of the estate tax BEA even though it is used on different types of
transfers and, therefore, consumed by taxpayers at different rates. Nevertheless, the
regulations do not clarify and provide guidance on the GST exemption.

INCOME TAX BASIS- THE “DOWNSIDE” TO GIFTING

One big “tax downside” to a lifetime gift is the loss of the “step up” in income tax basis that
occurs when an individual passes away owning an appreciated asset. There are other nontax
disadvantages, most notably, loss of use and control of the asset. There will be filing
obligations noted below and paperwork, but the biggest concern is often the loss of the
adjustment of basis under I.R.C. Section 1014.
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Generally, gain on the sale of an asset is calculated by using the seller’s cost “basis,” or, for
real estate, the depreciated “basis.” When a person passes away with an appreciated asset,
the basis of the asset is “stepped up” to the fair market value of the asset on the date of
the decedent’s death.'2 The estate of the decedent or beneficiary of the asset can then
calculate the gain on the sale of the asset based on that stepped-up basis, often resulting
in the elimination of any gain and thus any income tax. This is therefore a significant
exception to the normal “cost” basis rule of I.R.C. Section 1012 and imposition of capital
gains tax. This exception is lost, however, if the asset is gifted to the recipient during the
donor’s life rather than on death. In that case, the recipient will receive a “carryover” income
tax basis from the donor and lose the possible income tax benefit of the stepped-up
basis.'3 Thus, while a lifetime gift can preserve the current available estate/gift tax
exemption, such gift comes at the cost of losing the possible benefit of the step up in basis.

As a result of this significant issue, the assets that should be utilized in a gifting strategy
are usually assets that are not expected to be sold for a significant term. For example,
sometimes stock in a family business or a family vacation home will be expected to be held
for a significant period of time. These assets may be preferred for this technique. The gain
on sale will only occur if, and/or when, those assets are eventually sold. If it is clear that an
asset will be sold at, or shortly after, the passing of the donor, one must consider the fact
that there will be income tax, not only for federal purposes, but also for state purposes. If
the gain is capital gain, there may still be a benefit if the rate is lower than the forty (40%)
percent estate tax bracket. However, the potential for added taxes, such as an enhanced
capital gain rate, net investment income tax or even surcharges may make the use of such
an appreciated asset less desirable.

ISIT WORTH IT? IS THERE EVEN GOING TO BE AN ESTATE TAX SAVING?

Is estate tax planning even worthwhile? There has been a tremendous swing in applicability
of the federal estate tax over the last forty (40) years and even in the last twenty-five (25)
years since the start of the George W. Bush administration. One must always consider the
possibility that the estate tax may be repealed at the time a client passes, even if the repeal
is only temporary like it was in 2010.

A planner may need to analyze the loss of step up in basis on the gifted assets before
considering the estate tax benefits. For a mathematical analysis that compares basis and

12 See, I.R.C. Section 1014.

13 To make matters worse and more confusing, the plan proposed by President Biden through the
Treasury Department 2021 “Green book” wish list, would, except for limited exceptions, not only repeal the step
up in income tax basis at death but it would impose a recognition event on appreciated assets, like the
“Canadian” tax at death. Several prior proposals, one by Senator Sanders (I-VT) and one by Senator Van Hollen
(D-Md) would simply eliminate step up in basis.
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possible savings, see an October 28,2021 article by Michael A. Kulzer, Esquire “When gifting
to save estate taxes, it is essential to consider loss of step up in basis” available at
www.kulzerdipadova.com.

A factor that should also be considered is whether a ‘younger’ client’s exemption under
current law could increase to an amount in excess of the 2025 threshold with inflation
adjustments. For example, if a 60 year old client gifts to “preserve” a $14 million exemption
and then the client survives for 20 or 25 years, the BEA in the year of death, when factoring
in the indexing, will be higher than the current $14 million BEA.

RETROACTIVITY

Another concern is that change can be retroactively applied. Usually, the effective date for
a legislative tax law change is the date a bill is introduced into the Ways and Means
committee of the United States House of Representatives. If that bill eventually makes it all
the way through the process to become a law, the effective date is usually triggered to that
initial introduction date. Sometimes, in the legislative process, that effective date is
postponed; however, the goal of this approach is to prevent individuals from acting upon
the introduction of bills by taking corrective action. Because the effective date is usually
set, there is the threat that the time for corrective action has already passed. However,
many believe that Congress could enact a change to the estate/gift tax retroactively to, say,
January 1 of the year introduced.

In 1996, the United States Supreme Court addressed this issue in Carfton v. United States.'4
In that case, a law had been passed through the Tax Reform Act of 1986 to permit a fifty
(50%) percent exclusion of Employee Stock Ownership Plan (“‘ESOP”) assets from the estate
tax base. Under the law as passed, a decedent did not even need to own the ESOP assets
at death if held on the date the estate tax was due. Thus, a clever executor purchased ESOP
assets and claimed the exclusion when the estate tax return was filed, saving $2.5 million
in estate tax. This drafting oversight was corrected by Congress retroactively (and the ESOP
exclusion was also repealed). In Car/ton,'5 the Supreme Court unanimously upheld the
retroactive change. Perhaps there might be a different policy rule for a retroactive change
if someone had actually passed before the change, but that might not be as persuasive if
the individual had merely chosen to make a gift.

14 512 U.S. 26 (1996).
15 d.
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NEW JERSEY TAX CONSEQUENCES

One of the biggest developments in New Jersey estate planning in 2018 was the repeal of
the New Jersey estate tax effective for decedents dying after January 1, 2018. The repeal
was implemented as a part of the plan that increased gas taxes in 2016. Surprisingly, after
years of being told that there was no room in the budget to repeal the estate tax (or preserve
the loss of revenue), the 2018 budget in June did not reinstate the tax. Some (including
this author) thought that the tax would be reinstated at some level of exemption; however,
at this point the estate tax is gone. The repeal of the estate tax DOES NOT repeal the New
Jersey inheritance tax. The New Jersey inheritance tax continues, although the rate is 0%
for transfers to “Class A” beneficiaries. A Class A beneficiary is a spouse, child, grandchild,
ancestor, step-child (but not step grandchild). Thus, for many families, the inheritance tax
is not a concern. Transfers to siblings and children-in-law are “Class C” beneficiaries
(generally 11% on the amount over $25,000) and transfers to others, “Class D” beneficiaries,
are taxed generally at 15%. This is a significant trap for the unwary.

Nevertheless, because of the repeal of the New Jersey estate tax and the (currently) high
federal estate tax exemption amounts, we will invariably be inundated by clients with trusts
that were previously created for tax reasons. Many clients may be frustrated that the trust
still exists notwithstanding the current lack of utility. What options exist to address client’s
questions?

WHY GIFT NOW?

Because the estate and gift tax structures are unified into a single “transfer” tax, there are
two mechanisms to lock in the tax consequences— make an jrrevocable gift or pass away.
Obviously, passing away is neither favored, nor an option to plan for. A more palatable and
appealing option is for a client to make an irrevocable gift, in which case the current
available estate/gift tax BEA exemption can shelter the gift from tax. The normal
“downside” to a lifetime gift is the loss of the “step up” in income tax basis that occurs
when an individual passes away owning an appreciated asset.

If a gift is considered, the use of a trust is an age-old mechanism to separate control of the
gifted property from the benefits of the property. A trust can also be used to defer the
timing of receipt of the benefits of the gifted property. Thus, if the donor wanted to have
the property go to the heir after the donor has passed, the trustee can hold the funds until
passing (or sooner or later) to coordinate with the donor’s wishes.

In order to make a $13.99 million dollar gift, one needs to have $13.99 million. In addition,
one also needs to have additional funds to live on. More importantly, one needs to consider
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that certain assets cannot be gifted, such as a retirement account, a personal primary home
and other things that carry tax ramification on transfer. Thus, the process of creating a gift
or, in particular a gift to a trust is more involved than just the trust creation and operation,
it also involves extensive discussion with the clients about how the strategy will fit into
their overall lifestyle and long-term plan.

GIFTING USING A GRANTOR TRUST FOR INCOME TAX PURPOSES

It is possible to create a trust that is both excluded from the donors “estate” for estate tax
purposes (and treated as a “complete” gift) AND also treated as the alter ego of the Grantor
for income tax purposes (/.e., a “grantor trust”). Said another way, a person can gift to a
trust that achieves estate tax benefit even though the grantor must continue to pay income
tax on the earnings. This technique of using “Grantor Trusts” has shifted a statutory
structure designed to protect against an income tax planning device into a savings
mechanism to reduce “estate tax.” This occurs because the grantor’s estate will be reduced
by the income tax obligations after funding the trust. The payment of the income tax is not
a “gift” (even though it benefits the heirs), it is the legal obligation of the grantor.

BENEFITS

Why would an income tax problem create an estate tax benefit? Suppose T creates an
Irrevocable Trust funded by $5,000,000. Suppose further that the trust earns five (5%)
percent per annum, or $250,000. In the event that the trust was taxed on the earnings, the
ultimate benefit to the beneficiaries (in a thirty-three (33%) percent income tax bracket)
would be $168,000 after paying an income tax of $82,000. However, because of the advent
of the grantor trust rules, the $82,000 income tax obligation is not paid by the trust or by
the beneficiaries, but instead by the grantor. Thus, in a world where the grantor has a large
estate and is limited by $18,000 per annum in annual exclusion gifts, the benefit of paying
the income tax results in an estate tax tool. The estate of the grantor is reduced by the
$82,000 income tax payment, hence minimizing the ultimate estate tax bill to be paid, and
the assets of the trust to continue to grow for the beneficiaries.

Use of a grantor trust is further beneficial because of the generation skipping transfer tax
rules. Recall that an individual is permitted to make gifts of $18,000 per year per donee
where funds are gifted even to grandchildren (and younger) descendant beneficiaries. By
contrast, suppose T funded the trust by $5,000,000 in a “generation skipping exempt”16

16 A generation skipping exempt format can be established by creation of a trust for the child or children
where T allocates his/her generation skipping exemption (on IRS Form 709) against the transfer to the trust.
See |.R.C. Section 2631.
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format such that the benefits can inure to the taxpayer’s child (or children) and, ultimately,
pass to grandchildren. While T could not make transfers to benefit grandchildren without
either making direct gifts ($18,000 per year individual gifts) directly to grandchildren (the
I.R.C. Section 2642(c) benefit), the $82,000 income tax payment further increases the
benefit to the trust and its beneficiaries, including the grandchildren, on a more significant
basis, without using any additional gift or generation-skipping transfer tax exemption.

Rev. RuL. 2004-64

Before 2004, numerous IRS public announcements, culminating with Rev. Rul. 85-13,17
found that a “grantor trust” is no more than the alter ego of the donor. Thereafter, and
since 1985, it has been clear that the donor and the donor’s “grantor trust” are treated as
the same taxpayer and the grantor is deemed to own the assets of the “trust.” It should be
noted that, for state law property rights purposes, the trust terms define rights and
obligations irrespective of the tax treatment. In Rev. Rul. 2004-64,18 the service made it
clear that the grantor is obligated to pay income tax on all earnings of a grantor trust.
Thus, some families will establish “grantor trust” so that the grantor can pay the income
tax (even though the income remains with the trust beneficiaries) and the income tax paid
by the grantor will reduce the estate (for estate tax purposes) of the donor.

Generally

As often occurs in the tax law, one abuse perceived by Congress is rectified in a manner
that creates other planning opportunities. As noted above, the “grantor trust” rules were
originally established as a means of eliminating income shifting. This had much more
utility in a circumstance where the progressive tax rates of some taxpayers created a
significant desire to “move” income to a lower rate taxpayer. One primary means of
rectifying this concern began with the Tax Reform Act of 1986 by “flattening” rates. If all
taxpayers are in the same general rate bracket, the need and utility for shifting income to
a lower bracket taxpayer dissipates. However, since the creation of the rules, rates have
been becoming lower and more compressed in exchange for denial of income tax
deductions. The grantor trust statutes required that trusts, then a low-income tax bracket
taxpayer, would be taxed instead at the higher rate of the original, presumably high
bracket, taxpayer. As the decades have passed, income shifting needs have dissipated and
estate tax planning needs have risen. Thus, the use of a grantor trust is now a tax planning
tool designed to minimize the estate of the grantor by payment of an income tax liability
where the actual income and earnings inures to the benefit of the beneficiaries.

17 1985-1 CB 184.

18 2004-2 CB 7.
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While it had been long thought that the payment of the income tax liability noted above
was not a “gift” for gift tax purposes, this technique received added viability in Rev. Rul.
2004-64.1° In this ruling, the IRS provided three (3) hypothetical “situations” to enunciate
its position.

Situation One

In Situation One, the IRS reviews the facts noted in the example provided above. A trust is
established by T for the benefit of the beneficiaries and it is a grantor trust for income tax
purposes. The trust is an Irrevocable Trust intended to be excluded from the grantor’s
estate and the grantor pays income associated with income earned by the trust. In this
Situation, the IRS ratifies the premise that the payment of income tax liability made by T is
not a “gift” or gratuitous transfer because it represents the legal obligation of T.

Situation Two

In Situation Two of the Rev. Rul. 2004-64,2° the IRS modifies the facts to require that the
trustee reimburse the grantor T for payment of an income tax liability. The trust remains
a grantor trust for income tax purposes. However, because of the “retained” interest in the
income of the trust, the gift to the trust is not “complete” for estate tax purposes. Thus,
the trust would be included in the estate of the grantor upon the grantors passing.

Situation Three

In Situation Three, the IRS modifies the same facts above to indicate that the trustee is
permitted, either by the terms of the trust or by State law, to reimburse the grantor for
income tax costs. However, in Situation Three the trustee is not obligated to reimburse the
grantor like in Situation Two. Under the facts presented in Situation Three, the IRS
considered a case where the governing instrument of the trust provided the trustee with
discretion to reimburse the taxpayer from the trust assets to pay the tax. While the IRS
continues to agree that the trust is a grantor trust and the payment of the income tax
liability is not a gift by A if paid independently, a concern is raised by the Service. It finds
that the payment, as reimbursement by the trust to the taxpayer, was likewise not a gift by
trust beneficiaries back to the original grantor. However, unlike the mandatory payment
under Situation Two which caused estate tax inclusion in the taxpayer’s estate, the Service
found that the trustee’s discretion to satisfy the tax bill would not, by itself, cause inclusion
of the assets in an estate for federal estate tax purposes. Nevertheless, the Service
considered the fact that the discretion, combined with other factors such as an

19 2004-2 CB 7.
20 /d.
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understanding or prearrangement between the taxpayer and trustee or the taxpayer’s
ability to remove or replace trustee, could give rise to a circumstance where the trust could
be taxed as part of the taxpayer’s estate. If the repayment was understood, the trust would
be taxed to the grantor at death as an “implied” retained interest. In this Situation Three
holding, the IRS also considered whether applicable local state law could give the trustee
discretion to satisfy the payment. In such case, local law alone may cause inclusion of the
assets in the trust in A’s estate for federal estate tax purposes.

STATE LAW EFFORTS TO CORRECT

As a result of the ruling in Situation Three of Rev. Rul. 2004-64,2! the Real Property and
Trust Law Section of the New Jersey State Bar sought, and was eventually successful, in
revising New Jersey law to prevent New Jersey law from allowing mandated estate tax
inclusion for trusts which were intended to be excluded from the estate. Under New Jersey
law, NJ.S.A. 3B:11-1 provides that the “right of any creator of a trust to receive either the
income or the principal of the trust or any part of either thereof, presently or in the future,
shall be freely alienable and shall be subject to the claims of his creditors, notwithstanding
any provision to the contrary in the terms of the trust.” Thus, presumably the IRS, as a
creditor, could have access to trust assets in the event that the grantor were unable to
satisfy the tax liability. Accordingly, the law was modified by making the aforementioned
provision subparagraph (a) in 3B:11-1 and inserting a new statute 3B:11-1 (b) as follows:

“A trustee’s discretionary authority to pay trust income or principal to the creator of such
trust in an amount equal to the income taxes on any portion of the trust principal
chargeable to the creator shall not be considered a right of the trust creator to receive trust
income or principal within the meaning of subsection (a) of this Section. The trust creator
shall not be considered to have the right to receive income or principal of the trust solely
because the trustee is authorized under the trust instrument or other provision of law to
pay or reimburse the creator for any tax on trust income or trust principal that is payable
by the creator under the law imposing such tax or to pay any such tax directly to the taxing
authorities. No creditor of a trust creator shall be entitled to reach any trust property based
upon the discretionary powers described in this subsection.”

Accordingly, while there arguably may have been some concerns created due to the holding
in Situation Three, that seems to have been rectified for New Jersey trusts.

21 2004-2 CB 7.
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CHIEF COUNSEL ADVICE (“CCA”) 202352018

Chief Counsel Advice (“CCA”) 202352018, an internal legal advice memo from the IRS
National Office to field agents, released December 29, 2023, addressed the gift tax
consequences to the beneficiaries of modifying an irrevocable trust that is a “grantor trust”
under the tax code provisions of I.R.C. Sections 671 through 679.

As noted above, under Sections 671 through 679 of the I.R.C., the grantor of an irrevocable
trust will still be treated as if he or she owns the assets of the trust for income tax purposes,
despite no longer owning the assets he or she has gifted to the trust, if he or she has
retained certain powers under the trust. In other words, as was held in Revenue Ruling 85-
13, in these situations the assets in the trust are treated as the alter ego of the grantor,
and the trust is ignored for income tax purposes. Such trusts are known as “grantor trusts.”

Because the grantor of a “grantor trust” is still treated as owning the assets of the trust for
income tax purposes, the grantor is responsible for reporting on his or her own income tax
return all of the income of the trust and for paying the income tax liability. Some trusts will
provide in its terms that an independent trustee may, in the trustee’s sole discretion,
reimburse the grantor from the income and/or principal of the trust for the tax liability the
grantor must pay as a result of this grantor trust treatment. As we saw above, the IRS agreed
under Revenue Ruling 2004-64 that such clauses included in the trust document are
permissible and do not create a gift tax issue.

CCA 202352018 then addressed the gift tax consequences to the beneficiaries of a grantor
trust when a trust, which does not already contain such a tax reimbursement clause, is
modified by the trustee, with the beneficiaries’ consent, to include such a clause. In the
CCA, the IRS, to the surprise of many practitioners, held that the modification of the trust
to add a clause to allow the tax reimbursement will constitute a taxable gift by the trust
beneficiaries. It found that the addition of a discretionary power to distribute income and
principal to the grantor is a relinquishment of a portion of the beneficiaries’ interest in the
trust.

Under the facts of the CCA, the grantor established an irrevocable grantor trust for the
benefit of his child and the child’s descendants, naming an independent and unrelated
person as trustee. By the trust terms, the trust was a “grantor trust.” Also, under the terms
of the trust, the trustee had the absolute discretion to distribute income and principal to or
for the benefit of the child, and on the child’s death, the remainder of the trust was to be
distributed to the child’s descendants, per stirpes. Neither state law nor the governing
instrument provided authority to the trustee to distribute to the grantor amounts sufficient
to satisfy the grantor’s income tax liability attributable to the inclusion of the trust’s income
in the grantor’s taxable income.
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In a following year, when the child had no living grandchildren (or more remote
descendants), the trustee petitioned the state court to modify the terms of the trust, and
the child consented to the modification. The court granted the petition and issued an order
modifying the trust to provide the trustee with the discretionary power to reimburse the
grantor for income tax the grantor pays as a result of the inclusion of the trust’s income in
the grantor’s taxable income.

In addressing the gift tax consequences of the trust modification, the IRS explained that
the Code imposes a tax for each calendar year on the transfer of property by gift during
the calendar year by any individual, and that the Code also applies the gift tax whether the
transfer is in trust or otherwise, whether the gift is direct or indirect, and whether the
property is real or personal, tangible or intangible. Citing the Treasury Regulations, the IRS
noted that the gift tax applies to gifts indirectly made, and if a donor (in this example, the
child as trust beneficiary) transfers by gift less than their entire interest in the property, the
gift tax is applicable to the interest transferred. If the donor’s retained interest is not
susceptible of measurement on the basis of generally accepted valuation principles, the gift
tax is applicable to the entire value of the property subject to the gift. In addition, donative
intent on the part of the transferor is not required, and instead the application of the gift
tax is based on the objective facts of the transfer and the circumstances under which it is
made.

In analyzing the facts as compared to the law, the IRS found that the child and the child’s
issue each have an interest in the trust property. As a result of the trust modification, the
grantor would be acquiring a beneficial interest in the trust property due to possible
discretionary distributions of income or principal from the trust to reimburse the grantor
for any taxes grantor pays because of the trust’s income in the grantor’s gross taxable
income. The IRS held that, in substance, the modification constitutes a “transfer” by the
child and the child’s issue for the benefit of the grantor.

As a result of the trust modification, the IRS asserted that the child and the child’s issue
each made a gift of a portion of their respective interest in income and/or principal.
Although, in the facts of the CCA, the child consented to the modification, the IRS stated
that the result would be the same if the modification was pursuant to a state statute that
provides beneficiaries with a right to notice and a right to object to the modification, and
the beneficiary failed to exercise their right to object. The IRS distinguished the facts of the
CCA from the facts in Revenue Ruling 2004-64, because there, the trust agreement itself
initially provided for a discretionary right to reimburse the grantor for payment of the
income tax.

Lastly the IRS found that the gift from the beneficiaries should be valued in accordance with
the general rule for valuing interests. The IRS recognized that “although the determination
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of the values of the gifts requires complex calculations, [the beneficiaries] cannot escape
gift tax on the basis that the value of the gift is difficult to calculate.”

Tax advisors have been quick to criticize this new IRS tax provision. Notably, the IRS’s
holding in CCA 202352018 reverses its prior position in PLR 201647001, in which the IRS
concluded that the modification of a trust to add a discretionary trustee power to reimburse
the grantor for the income tax paid attributable to the trust income is administrative in
nature and does not result in a change of beneficial interests in the trust. In CCA
202352018 the IRS stated that its holding in PLR 201647001 “no longer reflects the position
of this office.”

The holding of CCA 202352018 is concerning, given the IRS’s aggressive position it is now
taking with respect to trust modifications, the reversal of its prior position, and the many
unanswered questions it leaves open. For example: (i) how can a beneficiary’s failure to
object to a modification (as opposed to his or her affirmative consent) be treated as the
beneficiary making a gift? (ii) what if an independent trustee (or other third party)
unilaterally has the power to modify the trust, and the beneficiary has no right to consent
or object to the modification? (iii) what if the trustee moves the governing law of the trust
from a state without a trust reimbursement statute, to a state with a trust reimbursement
statute? (iv) what is the value of the gift, since the trustee’s power to reimburse the grantor
is discretionary and the trustee may never exercise the power? (v) isn’t it an incomplete gift
until the trustee actually exercises the power to reimburse the grantor?

This new tax position could have significant implications on many other types of trust
modifications. Since the enactment of the Uniform Trust Code in many states, including
New Jersey and Pennsylvania, trustees and beneficiaries have been entering into
“nonjudicial settlement agreements” to modify various provisions of irrevocable trusts. The
ability to modify irrevocable trusts under these types of nonjudicial settlement agreements
has become an important and valuable tool for allowing flexibility to an irrevocable trust
document. Generally, before the enactment of the Uniform Trust Code, there were
questions of whether a trust could be modified without court intervention. Prior to entering
into these nonjudicial settlement agreements to modify trusts, the trustees and
beneficiaries must address whether any changes to the trust may create gift tax issues, and
now, even minor changes may have consequences.

The consensus amongst practitioners seems to be that the IRS has taken an overly
aggressive, and possibly incorrect, position under CCA 202352018. While CCAs are not
intended to be precedential or relied upon for future analysis, the IRS’s position is troubling.
At least until the IRS clarifies or reverses its holding under CCA 202352018, practitioners
should consider including discretionary tax reimbursement clauses in trust documents
from the outset, rather than later modifying a trust to include a discretionary tax
reimbursement clause. The IRS is continuing to adhere to its position under Revenue Ruling
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2004-64 (for now) that such clauses, if included in the trust document initially, do not
create a gift tax issue.

Further, with the currently increased exemption amounts many clients may be eager to
terminate trusts that were previously put in place for tax planning purposes, if they believe
the estate tax will no longer pose an issue. The CCA seems to be clear, for now, that any
modification to a trust could be considered a gift among the beneficiaries of the trust. While
this may not be an issue for some clients as the laws currently stand, clients should be
warned that, if the laws change in the future (i.e., if the exemptions are reduced), a gift
made as a result of terminating a trust could later on result in an estate tax problem.
Therefore given the IRS’s position in the CCA, caution should always be had before
modifying or terminating trusts.

THE SPOUSAL LIFETIME ACCESS TRUST (“SLAT”)

What is a SLAT? A SLAT is an irrevocable trust created by one spouse for the benefit of the
other spouse. It is structured as a gift to a trust under which the donor spouse has no legal
right to any benefit. During the life of the recipient spouse, the benefits of the trust could
be available to the family unit however, the donor spouse has no legal rights to the assets.
The recipient spouse can be a trustee, can receive income from the funds and can invade
the principal of the trust for “health, maintenance and support in reasonable comfort.”

Like all planning techniques, there are drawbacks.

e First, the donor spouse is not a beneficiary of the trust. If the
recipient spouse passes away, the benefits of the trust pass to the
remainder heirs (away from the donor). This can be mitigated in
some cases if the recipient spouse can obtain (or owns) a life
insurance death benefit that can provide for the donor spouse.
Similarly, if the spouses divorce, the benefits of the trust will not be
available to the donor spouse.

e Second, the trust for the spouse will almost always be a “grantor
trust” which, as noted below, can be a good thing. However, there
are certain situations where a donor spouse might want to cease
paying the income tax bills (for example, if the spouses divorce).
With such a SLAT trust, that is not possible without other legal
issues.

In many cases, clients are uncomfortable parting completely with significant funds and, as
such, many of these SLATs were established with either the obligation or right to make
distributions to the grantor’s spouse. When the income of the trust can be held or
accumulated for the benefit of a spouse, under I.R.C. Section 677, the trust is a “grantor
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trust” under I.R.C. Sections 671-679, et. seq. However, where both spouses are living, it is
also beneficial that distributions of principal can be made to satisfy any overbearing income
tax obligation. The distribution is made to the beneficiary spouse, not the original grantor.

A SLAT IS JUST A “CREDIT SHELTER” TRUST CREATED DURING LIFE

Traditional or historical testamentary planning for spousal estates involved each spouse
leaving assets in a trust for the survivor (or for the survivor and other family members) with
the thought that the trust assets would both, (i) be excluded from the estate of the survivor
and (ii) be “sheltered” by the estate tax exemption of the predeceasing spouse (i.e., a “Credit
Shelter Trust”). The creation of a SLAT is a way of making an irrevocable /ifetime gift to
“lock in” the use of the exemption available before it is reduced.

In other words, for decades with testamentary planning, the goal had always been to lock
in the exemption and then transfer to a surviving spouse (outright or in trust) the excess
in order to defer any tax until the death of the surviving spouse/surviving parent. This “tax
deferral” share could be outright or in a trust (sometimes called “Marital Trust”) for the
surviving spouse. Since the estate tax exemptions have been rising in the last twenty (20)
years, more and more, this share is zero. The amount of the exemption would pass in
another trust, sometimes called a “credit shelter” trust.22 If there was a Marital Trust
created, the “credit shelter” trust could have the same terms, similar terms or different
terms depending on the family situation.

This strategy had always been effective not only for federal estate tax planning, but also
for New Jersey estate tax planning. In light of the current high federal estate tax exemption
threshold and no New Jersey estate tax,23 the testamentary plan in many of our client’s
testamentary documents could place virtually all of their assets in the trust “sheltered” from
estate tax. In the event the surviving spouse is not comfortable with the disposition terms,
then the plan will not efficiently achieve its intended goal. More importantly, it may
preclude the opportunity to receive a “step up” in income tax basis brought about by I.R.C.
Section 1014 at the passing of the surviving spouse on the assets held by the trust.

The creation of a Spousal Lifetime Access Trust, or SLAT, is merely a “credit shelter” trust
that is funded during life. The gift must be structured as a gift to the trust under which the
donor spouse has no legal right to any benefit, but yet, during the life of the recipient

22 This trust has many names, By-Pass Trust, Family Trust, or Residuary Trust, but essentially, it is
excluded from the estate tax base of the surviving spouse. The term “credit shelter” is now ancient
nomenclature. Before twenty (20) years ago, a “unified credit” was permitted to reduce taxes. Now, modern
language uses the term applicable exemption amount or “basic exclusion amount.”

23 While the New Jersey Estate Tax may be reinstated in the future, it has been repealed for decedents
passing after December 31, 2017. The New Jersey Inheritance tax still exists.
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spouse, the benefits of the trust could be available to the family unit, including the donor
spouse if the recipient spouse chooses to use his or her distributions from the trust for the
benefit of the donor spouse. The recipient spouse can be a trustee, can receive income
from the funds and can invade the principal of the trust for “health, maintenance and
support in reasonable comfort.” Moreover, the surviving spouse can have a “power of
appointment” among the family, either during life or at death.

Since 2012, the use of “portability” of estate tax exemption can also be a mechanism to
avoid the creation of the “credit shelter” trust described above. The 2012 tax act solidified
I.R.C Section 2010(c)(4) which allows a surviving spouse to claim or “port” the tax exemption
of a deceased spouse to the survivor without the use of the “credit shelter” trust. Remember
that reliance on portability requires clients and their advisors to be mindful that when a
spouse passes away, there may be important decisions to be considered to implement a
plan. A “portability” election under I.R.C. Section 2010(c)(5)(A) must be made on a timely
filed return within nine (9) months of death.

Because so many taxpayers failed to keep the advice of the tax planners to timely elect
portability between 2012 and 2014, the IRS issued Rev. Proc. 2014-18.** In that
pronouncement, the IRS granted relief for taxpayers to make late portability elections until
December 31, 2014. Even still, after 2014 the barrage of Private Letter Ruling requests to
the IRS that asked for special relief because of missed portability elections, the IRS released
a second relief ruling, Rev. Proc. 2017-34,” once again granting relief for missed
opportunities. It provided an executor has two (2) years from the decedent’s death to make
the late election. In 2022, in Rev. Proc. 2022-32 the IRS again extended the relief and now
portability can be elected within FIVE years of the decedent’s passing.

e Trap for the unwary. Relief is only permitted where the estate of the decedent
spouse did not otherwise need to file an estate tax return, Form 706. A return is not
required when the value of the deceased spouse’s estate plus adjusted lifetime gifts
is less than the BEA in the year of death. If the value of the estate plus adjustment
lifetime gifts is MORE than the BEA, this relief is not available and an executor must
timely file an estate tax return by the due date of nine (9) months of death, even if
no tax would be due on the return.

24 2014-7 1.LR.B. 513, 2014 WL 289504.
25 2017-26 I.R.B. 1282, 2017 WL 2495419.
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I.R.C. SECTION 677 - SPOUSAL RIGHTS CREATE GRANTOR TRUST STATUS

Under the Grantor trust rules of the Code, there is a specific provision, I.R.C. Section 677,
that creates a grantor trust where a spouse is involved. These statutory provisions treat a
grantor as having retained powers causing grantor trust status where:

e the grantor or the grantor’s spouse can actually, or constructively, receive income.
However grantor trust status can be avoided if the right to income is only permitted
with the consent of an “adverse party” (defined in I.R.C. Section 672 to be a person
with a substantial beneficial interest). Note that if the Grantor has the right to
income from the trust for his or her lifetime, the estate tax benefit is not achieved
and the trust assets will be included in his or her estate under I.R.C. Section 2036

e If the income can be held or accumulated for the grantor’s spouse. Again grantor
trust status can be avoided if this is subject to the consent of an “adverse party.”

e If the income can be used to pay for life insurance on the grantor or spouse.

The IRS has ruled that grantor trust status for a “spouse” is measured at the date of creation
of the trust. Thus, if a spouse is a permissible discretionary beneficiary at the outset,
stopping grantor trust status is difficult in the future even if the parties later divorce.
Grantor trust status would be terminated at a spouse’s death which also makes for difficult
planning if the goal is to maintain grantor trust status for a longer term. If that is the goal,
other provisions should be included in the trust document to trigger grantor trust status
irrespective of the spouse’s interest in the trust.

CHANGE PROPOSED IN SEPTEMBER 2021

The September 13, 2021 House Ways and Means proposal for the Build Back Better Act
suggested a variety of significant changes to Grantor trust. That proposal, if it had been
enacted, would have repealed the estate and gift tax benefits of making gifts into a grantor
trust. The new law would not have affected (or “grandfather”) pre-existing trusts, but future
trusts and contributions to pre-existing trusts would no longer be permitted. The proposal
would have created two (2) new provisions in the tax code, I.R.C. Section 1062 and I.R.C.
Section 2901. Under Proposed I.R.C. Section 2901, the assets held in a grantor trust would
be “taxable” in the estate of the grantor. Under proposed I.R.C. Section 1062, transactions
with a grantor trust would be subject to income tax, unlike current law. Thus, an estate
tax would be imposed on some or all of the trust at the death of the donor which would
have otherwise been exempted under existing law. Also, on removal of grantor trust status,
the donor will be deemed to have made a gift for gift tax purposes.

The change to grantor trust status would have raised a variety of problems. A trust for a
spouse is almost always a “grantor trust.” As a result, the creation of a Spousal Lifetime
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Access Trust (“SLAT”) would no longer be permitted. The change would have changed the
taxation of trusts created as /rrevocabl/e trusts to hold life insurance (i.e., “ILITs”), as well
as the taxation of trusts known as a Grantor Retained Annuity Trust (“GRAT”) or Qualified
Personal Residence Trusts (“QPRT”) both allowed by existing I.R.C. Section 2702. Very
briefly, both of these techniques allowed a statutorily sanctioned approach to allow growth
in excess of a nominal sum to be passed to heirs on a tax-free basis. The new law would
have apparently prohibited this type of transaction because they are grantor trusts. Does
this indicate that a Grantor trust is a tax “loophole”? Perhaps.

WHAT HAPPENS WHEN THE GRANTOR PASSES?

Generation Skipping or Dynasty Trust

In addition to the protection of the estate tax BEA, there are other tax benefits that can be
factored into a SLAT as a part of the plan. If the family is interested, the gift to a trust can
be a mechanism to allocate exemption from generation skipping tax (“GST”), thereby
achieving a long-term intergenerational savings from the transfer tax.

Whether a trust is GST “exempt” over the long term depends on the terms of the trust. If
the child/beneficiary’s share of the trust at the passing of both spouses remains in trust
(rather than distributed outright), the trust can be removed from the tax base of the child
and thus, pass to, or for the benefit, of the next generation(s) free from the estate tax that
would have otherwise occurred due to the property being in the estate of the child
beneficiary. “GST” planning is very long in nature because it exists on an intergenerational
basis. However, if one assumes that an estate tax will be imposed, there can be significant
tax benefits achieved.

A trust can be broadly drafted for the benefit of a child/beneficiary such that they can serve
as a trustee, receive income, and receive principal under a tax based “ascertainable
standard” (“health, education, maintenance and support in reasonable comfort”). The child
can be given a fairly broad power to appoint among their heirs, provided that it does not
meet the definition of a “general power of appointment” pursuant to |.R.C. Section 2041. A
“general power of appointment” under I.R.C. Section 2041 is the power to leave assets to
yourself, your creditors, your estate, or the creditors of your estate. Thus, very long-term
benefits can be achieved without diminishing the flexibility and use of the assets to the
child/beneficiary. Since the repeal of the laws that prevented assets from being in trust
forever (until spent), called the “rule against perpetuities,”26 these trusts have sometimes
become known as “Dynasty” trusts.

26 In New Jersey the old common law restriction on perpetual trusts was eliminated by the Trust
Modernization Act of 1999, P.L. 1999, ch. 159.
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As noted above, the disadvantage to this type of planning would be the loss of the “step
up” in income tax basis which would exist if the assets were, in fact, included or “taxed” in
the estate of the child/beneficiary.

Income Taxes After the Grantor Passes

A trust can onlybe established as a “grantor” trust while a grantor is living. Once the Grantor
passes, it becomes a “non-grantor trust” in which income taxation as a separate legal entity
will apply. Trusts can either be a “Simple” trust (a trust that requires all income be
distributed) or a “Complex” trust (a trust that allows income to be accumulated.
Nevertheless, in either case, grantor trust status ends and assuming the trust continues,
the trust is a separate reporting entity that will file an IRS Form 1041.

RECIPROCAL SLATS

For some spouses, there might also be an opportunity for each spouse to create a trust for
the other spouse in order to capture not only one large exemption, but two. If so, the trusts
need to be different from one another to avoid the application of the “reciprocal trust”
doctrine. For example, in United States v. Grace,?” spouses created nearly identical trusts
for each other, and the IRS asserted that the trusts should be disregarded for tax purposes,
as if each spouse created the trust for his or her own benefit. The United States Supreme
Court agreed with the IRS, and any tax benefits from the creation of the trusts, including
the removal of the trust assets from the donors’ estates, were denied on the premise that
a person cannot retain an interest in a trust and receive the desired gift tax benefits.

Thus, where both spouses are creating the SLATSs, the trusts need to be sufficiently different
from one another in order to receive the tax benefit of utilizing the current gift tax
exemption and removing the assets transferred to the trust from the donor’s estate.28

An interesting issue related to gifting and funding a trust was raised in a United States Tax
Court decision several years ago. Often, married clients are confronted with assets being
held in a manner that is not conducive to the plan. For example, sometimes one spouse
may find that the assets they want to gift are held by the other spouse or that they are held
jointly. Advisors should take care to make sure that not only the form of the plan is
documented but also that the substance is carried out.

27 395 U.S. 316 (1969).

28 See Estate of Levy, 46 T.C. Memo 910 (1983), a New Jersey case where the trusts were found to be
sufficiently different because powers were granted to the wife in the trust created by the husband that were not
granted to the husband in the trust created by the wife.
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In that case, Smaldino v. Commissioner,?® Louis Smaldino, a successful CPA and very
wealthy man, created a trust for the benefit of his children from a prior marriage and funded
it with an eight (8%) percent interest in a family Limited Liability Company, Smaldino
Investments LLC that held underlying valuable real estate. That gift used up his remaining
BEA. He also made a gift to his wife (who was not the mother of the children) of forty-one
(41%) percent of the LLC. Mrs Smaldino received the gift and immediately (the same day)
transferred the forty-one (41%) percent LLC interest to the trust that her husband had
created. The gift to the trust was intended to be sheltered by Mrs Smaldino’s BEA. At issue
in the case was whether the transfer by Louis to his wife should be treated as a gift which
would qualify for the federal gift tax marital deduction or whether the gift should be treated
as a gift directly by Louis to the trust.

The court concluded that the gift to Mrs Smaldino should be disregarded because of the
substance of the transfer, not the form. Many advisors will recommend that when funding
trusts, assets be held in the name of the donor for a period of at least thirty (30) days,
although there is support for having the assets held by the donor for a shorter term. The
facts in Smaldino present a particularly bad scenario. Not only did the transfer take place
in a matter of a day, but also, the court thought there was a question (because of the way
matters were dated) of whether they were signed in August and back dated to April.
Moreover, Mrs Smaldino said that she had made a commitment and promise to gift the
shares to the trust before they were even transferred to her. Thus, the court found that she
was hever really an owner and could not have made the gift. (NOTE: the tax return for the
LLC did not even give her a K-1 for any share of the earnings during the year.)

One interesting aspect to this case is that Louis, as a CPA, should have known better. There
were many details that should have been correctly documented for the transactions to be
respected.

PLANNING FOR BASIS ISSUES

The use and creation of a grantor trust is prevalent in practice and in some circumstances
may require periodic attention. One tax provision that is typically used to create grantor
trust status without also calling for the trust to be taxable to the estate of the grantor at
death is I.R.C. Section 675(4)(c). It provides that a grantor can create grantor trust status
when the grantor reserves the right to substitute property of equivalent value. While this
is a good tax mechanism, it also provides substantive beneficial rights to the grantor. With
respect to income tax basis of the assets held, it opens the door to additional tax planning
for which advisors need to consider.

29 TC Memo 2021-127 (Nov. 10, 2021).
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For example, suppose that a trust appreciates in value and the “basis” of trust assets in the
hands of the trustee is low. Suppose further the grantor is elderly and has sufficient
resources. It may be beneficial to the family for the grantor to substitute “high basis”
appreciated assets into the trust in exchange for the low basis assets held by the trust.
After the exchange, there is the potential that the low basis assets could receive the “step
up” allowed by I.R.C. Section 1014 upon the passing of the grantor. Had the low basis
assets remained in the trust, no step up would be received. This is a factor that many
clients and advisors may lose sight of, particularly with an aging parent or other relative.
Thus, it may be incumbent upon planners to revisit this issue on occasion to insure that
the overall family objectives are met, particularly where tax planning is involved. In order
to effectuate such a change, the parties must be comfortable that the exchange occurs at
fair value. Itis not uncommon for grantor trusts to hold low basis assets, particularly when
those low basis assets are family business stock.

TAX REPORTING OF GRANTOR TRUSTS

The reporting requirements for trusts are contained in Treas. Reg. § 1.671-4 and reiterated
in the instructions to IRS Form 1041. Generally, a trust with income of $600 is to obtain a
tax identification number and file an annual income tax return within three and a half
months after the end of the taxable year. If only a portion of the trust is a grantor type
trust, both methods for reporting (grantor/non-grantor) can be reported and checked on
Section A Page 1 on the Form 1041. While a “wholly owned” grantor trust may report its
income on the same tax year as the grantor, that usually means that the grantor trust will
be obligated to file a calendar year return as required for individuals. In the event that a
grantor (such as a corporation) uses a fiscal year, then the grantor trust may file on that
fiscal year if it keeps its books and records on that basis. Sometimes this rule will apply to
a grantor trust reported for the year of the grantor’s passing.

FILING REQUIREMENTS

Grantor trusts are not taxable entities. If the grantor is not a trustee, the trustee should
file a trust return attaching a summary of the income and deductions, indicating that it is a
grantor trust and it need not complete page one of the IRS Form 1041 Fiduciary Income
Tax Reform (other than the headings). If the grantor /s a trustee, no reporting is necessary;
the trust should use the grantor’s social security number on all assets. The income and
expenses should be reflected on the grantor’s IRS Form 1040 Individual Income Tax Return.
For a SLAT, the grantor should notbe a trustee as that would negate the estate tax benefits,
and as such the SLAT will need to file a trust return.
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For all grantor trusts, all items of income, deduction, and credit must be reported on the
grantor’s personal income tax return. Examples of other grantor trusts include Revocable
Living Trusts, trusts that may make distributions to the grantor, the grantor’s spouse, or
to the grantor’s dependents in payment of the grantor’s support obligations. Life insurance
trusts are usually grantor trusts but typically have little or no income.

REPORTING FOR IRREVOCABLE TRUSTS

When filing a tax return for an irrevocable grantor trust where the grantor is not a trustee,
there are three options for reporting income, deduction and credit.

Option One, the Separate Statement Method

Where a trust is entirely a grantor trust, the trust income tax return (Form 1041) is
completed without any dollar amounts being included on the form itself. The first page
would only include the basic information such as name of the trustee, the trust, the
identification number and address. Under this reporting rule, the amounts of income,
deductions and credit reported are to be included on an attachment to the return. The
fiduciary must give the grantor a copy of this attachment to allow the grantor to properly
file his or her return. On the attachment, the fiduciary should note:

Name, identifying number and address of the person to whom the income is taxable;

The income of the trust that is taxable to the grantor in the same amount of detail as it
would be reported on the grantor’s return had it been received directly by the grantor; and

Any deductions or credit that apply to this income.

Once again, the trust does not report these transactions directly on the Form 1041, but it
merely shows all transactions including sales and exchanges on the attachment. Under the
grantor trust principles, the grantor is the “deemed owner” of all trust assets held by the
trustee. Thus, while the trust has separate and independent legal status and a beneficial
property right interest, for tax purposes (based upon the legal fiction), the grantor is
deemed owner of the assets.

Option Two - The W-9 Method

The regulations provide that the method above is the preferred reporting approach
pursuant to Treas. Reg. § 1.671-4(a). However, Treas. Reg. § 1.671-4(b) provides for two
additional alternate approaches. The second approach requires that the trustee furnish the
name and taxpayer identification number of the grantor (or other person treated as the
owner of the trust) and the address of the trust to all payers during the taxable year. Under
this method, unless a grantor is a trustee or co-trustee of the trust, the trustee must furnish
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the correct grantor/taxpayer with a statement indicating the income, deduction and credit
to the trust for the taxable year, the payer of each item and the information necessary to
take trust activity into account in preparation of the grantor’s personal tax return. This
statement must inform the grantor of all income, deductions and credits applicable and
under this method, the grantor must provide the trustee with a complete Form W-9 (or
acceptable substitute Form W-9) signed under penalties of perjury so that the income is
being properly reported to the correct source.30

Option Three - The 1099 Method

The third applicable means of reporting involves the obligation of the trustee to furnish the
name, TIN and address of the trust and comply with the additional requirements noted
below. Under this alternative, the trustee must file with the IRS Form 1099s to the grantor
showing the trust as payer and the grantor as the owner recipient of income for trust
purposes. The trustee would have the same obligations and filing requirements for filing
Form 1099s as would a payor making reportable payments except that the trustee must
report each type of income in the aggregate and each type of gross proceeds separately.

Once again, unless the grantor or other person is the trustee or co-trustee, the trustee
must also furnish a statement noted above that includes items of income, deduction and
credit for the taxable year and provides the grantor with the information necessary to
complete the grantor’s tax return. It must also inform the grantor of all items of income,
deduction and credit to be included in computing the taxable income of the grantor. In
other words, under this reporting requirement, the trust is treated as both recipient of
income and payer of income to the respective grantor. In practice, the author has seldom
seen this approach utilized.

NEW JERSEY CONSEQUENCES

New Jersey recognizes grantor trusts. In New Jersey, grantor trusts are required to file a
New Jersey Gross Income Tax Fiduciary Return, Form NJ-1041. The Division of Taxation
provides that if the grantor trust income is reportable by or taxable to the grantor for
federal income tax purposes, it is also taxable to the grantor for New Jersey income tax
purposes. Specifically, on Line 45 to the New Jersey Form NJ-1041 (2018), the State
provides:

“Enter the name and address, State of Residence and social security number of the
taxable grantor. In column A enters the trust’s gross income from 14. For a New
Jersey non-resident grantor, enter in column B the New Jersey source income from
the trust’s gross income. If the grantor is a New Jersey resident, the total on Line

30 See Treas. Reg. § 1.671-4(b)(ii).
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46(c) should be listed on Line 34(a) and one Line 34(c) and can be only refunded to
the non-resident trust.”

As a consequence, planning with grantor trusts in New Jersey is relatively easy.

CONCLUSION

‘Estate planning’ is the process of arranging your affairs to minimize costs and expenses.
One cost, that can sometimes be significant, is the estate tax cost. Unfortunately, there
are steps in the process where the client needs to speculate on the potential changes that
may occur over time. While income tax planning addresses a defined tax period, usually
ending on December 31st or a fiscal year end, transfer tax (estate, gift and generation
skipping) planning covers inter-generational transfers. Since we do not know when anyone
will pass away, what will be left after the lifetime of expenses and the earnings on the
estate, the planning is much more difficult. Thus, “estate tax planning” is much more of
an art than a science.

Making irrevocable plans like a SLAT to minimize tax, particularly taxes that will be due
after your demise, is always a difficult decision. However, some families may consider the
existing rules to be more advantageous than they might be in the future and, with that in
mind, may choose to embark on opportunities that exist today.

Invariably, in the course of estate tax planning, clients will choose strategies that may, or
most importantly, may not, achieve an intended goal. The goal of the advisor is to provide
the client with an understanding of the benefits and pitfalls of the strategy. Many clients
embarked on aggressive gifting strategies in 2012 when the possibility existed that the
estate and gift tax exemption could change from $5,000,000 to $1,000,000. It turned out
that Congress ended up retaining the $5,000,000 exemption so the strategy may not have
been needed. If a client went into the plan without a clear understanding of the pitfalls,
they may have been disgruntled by the advice. Thus, the key to any successful plan is to
try, if possible, to build in flexibility so that the plans adopted today can be modified, as
needed, to adapt to a changing world.

SUMMARY

Why consider all of this history? Clients need to be aware that planning for a moving target
is always problematic. Steps should only be taken if a client is comfortable with the plan.
For the more affluent clients that have been seeking guidance from estate tax planning
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professionals, the question of what to do creates a difficult quandary because, among other
things, the changes, even if declared to be “permanent,” are not permanent. Future laws
may change or eliminate the tax. Should the potential for estate taxes be considered or
ignored? Not many clients can afford to permanently relinquish the substantial sums that
need to be gifted in order to preserve this tax benefit; however, for some married spouses,
this alternate approach could be considered.
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INTENTIONALLY DEFECTIVE GRANTOR TRUSTS (“IDGTs”)

I. What is a Grantor Trust?

A. The IRS generally defines a grantor trust as “any trust over which the grantor
or other owner retains the power to control or direct the trust’s income or
assets. If a grantor retains certain powers over or benefits in a trust, the
income of the trust will be taxed to the grantor, rather than to the trust.”
Basically, the grantor or other person is treated as the owner and taxed as if
he or she received the item directly.

B. Unlike with non-grantor trusts, the Grantor is usually a trustee or beneficiary
of a grantor trust.

C. The grantor trust rules are found at §§ 671 — 679 of the Internal Revenue
Code.

D. Because the Grantor retains certain powers over the trust, the trust is taxable
to the Grantor at the Grantor’s personal income tax rate.

E. Depending on the powers retained by a Grantor, a trust can be considered a
grantor trust for income tax purposes, but can still be outside of the Grantor’s
estate for estate tax purposes. For this reason, grantor trusts are generally
declared on the grantor’s own income tax return so the trust does not need
its own Tax ID Number (TIN).

F. There are several retainable grantor “powers” that can result in a grantor trust
for income tax purposes, including:

1. A reversionary interest in the corpus or income of the trust.

2. The beneficial enjoyment of the trust’s corpus or income without
needing the permission or consent of an adverse party.

3. The power to deal with trust assets for less than full and adequate
consideration.

4. The power to borrow trust assets without adequate interest or
security.
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II. Purposes and Benefits of Grantor Trusts:

A.

B.

C.

Reduction of Tax Burdens:

1.

Grantor trusts allow the income earned by the trust to grow with
effectively no income tax burden because the income tax is paid by
the Grantor, but is not considered a gift to the trust.

Grantor trusts allow the Grantor to sell assets to the trust for fair
market value without the imposition of gift tax or income tax
burdens, even if the assets sold are appreciated.

A grantor trust permits the purchase or exchange of low basis assets
in exchange for higher basis assets (such as cash) by the grantor
shortly prior to death without the imposition of income tax.

Power in the Hands of the Grantor:

1.

As discussed above, Grantor trusts possess several modes of power
retainable by the Grantor, leaving them a significant amount of
control over the trust while they are living.

Ability to Pass on Wealth:

I11. Common Types of IDGTs

A.
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Spousal Lifetime Access Trusts (SLATS)

1.

One spouse creates a trust for the lifetime benefit of the other spouse
(and other beneficiaries, if desired), with the trust remainder upon
each beneficiary spouse’s death passing to beneficiaries agreed upon
by both spouses.

Provisions during the beneficiary spouse’s lifetime may vary:

The beneficiary spouse may be the sole beneficiary or one of a group
of beneficiaries.

The beneficiary spouse may or may not be entitled to trust income.

The beneficiary spouse may or may not be given a noncumulative
annual right to withdraw up to the greater of $5,000 or 5% of the
trust.

The beneficiary spouse may or may not be granted a special power
of appointment, during life or upon his/her death, to appoint trust
assets to certain beneficiaries, provided that such beneficiaries do not
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include the beneficiary spouse, his/her estate, his/her creditors or the
creditors of his/her estate.

Advantages:

(a) Provided the spouses remain married, both spouses
effectively enjoy the benefit of assets in both trusts.

(b) Each trust is generally a “grantor trust” for income tax
purposes under Section 677(a), because the income of each
trust can be distributed to the grantor’s spouse. Therefore, the
grantor spouses will pay the income taxes on income earned
by the trusts, effectively making a tax-free gift to the trusts’
remainder beneficiaries. = See Revenue Ruling 2004-64,
2004-1 C.B. 7.

Disadvantages:

(a) When the first spouse dies, the surviving spouse loses access
to the assets in the trust that the surviving spouse created.

(b) If the spouses divorce, each spouse loses access to the assets
in the trust that he/she created.

(©) If both spouses create SLATSs, beware of the “reciprocal trust
doctrine.”

Irrevocable Life Insurance Trusts (ILITs)

1.

An ILIT is a type of irrevocable trust that is specifically established
to own life insurance policies for the purpose of excluding the life
insurance policy from a Grantor’s taxable estate.

After the ILIT is set up, ownership of the Grantor’s life insurance
policy is transferred to it (or the trustees themselves purchase the life
insurance directly —avoiding the 3 year rule). The Grantor should not
serve as a trustee of the ILIT to avoid any incident of ownership over
the policy.

The ILIT is designated as the insurance policy’s primary owner and
beneficiary.

An ILIT can be “funded” or “unfunded”. A funded ILIT holds assets
in addition to the life insurance policy, from which the premium
payments can be made. An unfunded ILIT solely contains the policy
itself, and the trustee is responsible for the policy’s premiums. If the
trust is unfunded, the Grantor usually makes periodic gifts to the ILIT
so that the trustee can pay the premiums.



Purposes and Benefits of an ILIT

(a) Transfer / Estate Tax Savings:

(b) Provides beneficiaries with “tax-free” asset since life
insurance proceeds are not includible in a decedent’s taxable
estate.

(©) Can possibly have the proceeds skip a generation to take
advantage of the insured’s GST exemption and deferral of
future estate taxes. Can be ideal for grandchildren or more
remote descendants.

(d) Can benefit surviving spouse during lifetime without
inclusion in his or her taxable estate.

(e) Liquidity: The proceeds held in an ILIT can provide liquidity
to pay estate taxes and other debts and expenses upon the
Grantor’s death.

) Built-in asset protection for beneficiaries (depending on the
trust provisions).

V. Transfers to IDGTs

A.
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Gifts

1.

Potential valuation discounts for lack of marketability and/or control.
Closely-held business interests, fractional interests.

Crummey withdrawal powers.

A sale to a Grantor Trust is a flexible and often very favorable estate
planning technique. Under Revenue Ruling 85-13, any transactions
between a Grantor and his trust are disregarded. Therefore, the sale
of appreciated assets by the Grantor to his trust does not trigger
taxable gains. The Grantor is taxable on any income earned by the
trust assets, but is not taxable on any interest payments from the trust
to the Grantor.

The sale is generally for an installment promissory note (either
regular or self-cancelling) and the trust makes periodic payments of
interest and/or principal to the Grantor, based upon the value of the
property sold at the time of the sale. Thus, if there are valuation
discounts available for the property, the note obligation is in the



171161146.1

discounted amount. Also, if the property appreciates during the
course of the installment payments, the payments are fixed based on
the original value.

The trust should be funded by the Grantor with some assets prior to
the sale, so that the obligation of the purchasing trust is valid debt,
not equity. Generally, funding with at least 10% of the anticipated
purchase price is considered by practitioners to be sufficient. This
funding will be a taxable gift (unless special provisions are used to
render it an incomplete gift) and therefore the client’s available gift
tax exemption must be considered

Sale for Private Annuity.

(a) A private annuity sale is a transaction that allows a senior
family member to sell property to a younger family member,
and in exchange to receive a fixed amount periodically for the
rest of his life.

(b) Private annuity may still be a useful estate planning
technique, especially where Seller is not expected to live a
normal life expectancy, but is likely to survive more than one
year.

(©) Tax Consequences of private annuity sale.

(i) No estate tax inclusion, since the decedent has no
interest in the private annuity after his death.

(ii) No portion of a private annuity payment may be
deducted by the purchaser as interest on
indebtedness. Rye, 92-1 U.S.T.C. Par. 50,186 (C1.
Ct. 1992).

(iif) Generally, effective for transactions after
10/18/06, a seller must recognize immediate gain
equal to difference between value of annuity and
basis of property sold. Reg. 1.72-6 and 1.1001-1.

(iv) However, if the purchaser is an IDGT as to the
seller, then income tax consequences can be
avoided (Rev. Rul, 85-13).

(v) In such case, however, the purchaser’s basis in the
property is a carryover basis.

(d) There are generally no gift tax consequences attached to a
private annuity sale, as long as the present value of the private
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annuity is calculated properly in accordance with IRS tables
and the exhaustion test is met.

(i)

Exhaustion Test — The purchasing trust must have
sufficient assets to be able to satisfy the annuity
under the assumption that the seller lives to the
hypothetical age of 110. Reg. § 25.7520-3(b)(2)
Example 5 illustrates the application of the
exhaustion test.

(a)

In order to satisfy the exhaustion test, the
purchasing trust should either be
sufficiently  pre-funded, or viable
guarantees should be obtained, such that
the trust is not considered to be a limited
fund.



GRATs

L. A Grantor Retained Annuity Trust (“GRAT”), sanctioned by Section 2702, enables
a grantor to pass the future appreciation of investments, a business or real estate to
his heirs while (i) continuing to enjoy the cash flow from the transferred assets and
(i1) incurring minimal estate or gift tax consequences.

II. In order to qualify as a GRAT, a trust must provide for a “qualified annuity interest”
to be retained by the grantor. See Treas. Reg. Section 25.2702-3(b) (and discussion
below) for the requirements for a qualified annuity and the trust creating it.

III. By postponing the time at which the GRAT corpus passes to the donees, and
retaining a qualified interest, the value of the remainder (gift to heirs) is reduced.

A.
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Taxable Gift GRAT: The current value of the assets contributed to the
GRAT exceed the present value of the GRAT annuity. The excess is a
taxable gift by the grantor.

Zeroed-Out GRAT: Grantor transfers investments worth $10,000,000 to a
GRAT, reserving an annual annuity of 12.9502% or $1,295,021 for 10 years,
after which the GRAT corpus passes to the Grantor’s children. Assuming a
Section 7520 rate of 5%, the retained interest (value of annuity stream over
10 years) has a present value of $10,000,000, so the gifted remainder interest
has a value of $0, using none of the Grantor’s gift exemption. If the
investments generate an annual return higher than 5%, then the remainder
interest is undervalued and the remaindermen will acquire additional
property without tax; conversely if the return is less than the annuity
percentage, the remaindermen will acquire less property. For example, if the
above investments have an annual return of 7%, the remaindermen would
receive $1,778,500 after 10 years, with no use of the Grantor’s gift
exemption.

In Walton, 115 T.C. 589 (2000), the Tax Court held that if the grantor’s estate
is designated as the alternate payee of the retained annuity interest should the
grantor die during the term, then the remainder gift amount can be zero.
Essentially, the grantor and his estate are treated as one unit (the grantor
cannot make a gift to himself or to his estate). As such, the possibility of
death occurring within the trust term does not reduce the value of the retained
annuity interest (as an example in the Regulations had held). Although the
IRS initially opposed zeroed-out GRATS, the IRS has agreed to follow the
Walton decision [Notice 2003-72, 2003-2 CB 964], so that zeroed-out
GRATSs are now acceptable. Note that if a GRAT is to be zeroed out, the
GRAT corpus cannot immediately pass to the grantor’s estate on death. The
remaining annuity payments must first pass to the estate of the grantor for
the remaining specified term of the GRAT.



IV.  If the grantor does not survive the GRAT term, then some or all the GRAT assets
will generally be includible in the grantor’s taxable estate:

A. The current IRS view: Under Section 2036, only that portion of the GRAT
necessary to produce the specified annuity amount if the GRAT corpus were
invested at the required discount rate is includible. Reg. § 20.2036-1(c)(2).
Similarly, Rev. Rul. 82-105 (CLATSs) and Rev. Rul. 76-273 (CRUTsS) limit
the amount included to a capitalization of the annuity at the then-current
§7520 rate. However, the inclusion amount cannot exceed the value of the
GRAT at the time of death.

B. Long-Term GRAT
1. Due to the above-referenced method of estate inclusion when the

grantor dies during the GRAT term, the opportunity exists for

significant estate tax savings from a GRAT having a term that is

clearly longer than the grantor’s actuarial life expectancy. The

primary benefits of a long term GRAT in a low interest rate

environment are the following:

(a) The appreciation of the GRAT assets in excess of the Section
7520 rate is not included in the grantor’s gross estate; and

(b) The grantor will realize a further benefit if the Section 7520
rate is higher at date of death than date of funding because a
higher rate at death will result in a lower amount of principal
necessary to produce the decedent's retained annuity.

V. If the grantor dies during the GRAT term and leaves a surviving spouse, the goal is

generally to defer any estate tax by utilizing the marital deduction against estate tax.
In such a case, planning becomes more intricate. The remainder interest in the
GRAT should then pass to the surviving spouse, and not to the remaindermen
otherwise designated in the GRAT instrument.

A.
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If a married grantor is willing to have the remaining GRAT annuity payments
and GRAT remainder interest pass outright to the grantor’s spouse, then to
qualify the GRAT assets for the marital deduction:

1. GRAT Drafting: The remaining annuity payments can be directed to
pass to the grantor’s estate. The remainder interest in the GRAT can
be directed to pass to the surviving spouse (if the grantor does not
survive the trust term). Disposition of remainder interest to spouse
should not be conditioned on spouse surviving the trust term.
Therefore, remainder interest should pass to surviving spouse or to
the estate of the surviving spouse should she survive the GRAT, but
die before the trust terminates.




Will (or Codicil) Drafting: The remaining annuity payments paid to
the estate can be directed to pass to the surviving spouse, if the spouse
survives the grantor. Payment of each annuity payment should not
be conditioned on spouse’s survival. Therefore, if the spouse
survives the grantor but dies before the annuity payments would
otherwise cease, the remaining annuity payments must pass to the
surviving spouse’s estate.

If all payments (annuity and remainder interest) are directed to pass
to surviving spouse, there will be no nondeductible terminable
interest under 2056(b)(1) and the marital deduction should be
available.

If, instead of outright distributions to the grantor’s spouse, a QTIP
trust is desired, then the annuity payments, plus the income generated
from the GRAT (less income allocated to the annuity payments) can
be directed to be paid to a QTIP trust for the benefit of the surviving
spouse for the remainder of the annuity period, for the duration of the
spouse’s lifetime.

While the GRAT regulations allow the payment of a GRAT annuity
to be deferred for up to 105 days after the payment’s due date, the
QTIP marital deduction rules provide that trust income must be
distributed to the surviving spouse at least annually. The QTIP rule
must take priority over the GRAT rule in order to ensure that the
GRAT is eligible for the marital deduction.!

VI.  GRAT Governing Instrument Requirements (in Treasury Regulations)

A.

Annuity amount paid to Grantor must be fixed and irrevocable. § 25.2702-

3(b)(D()

The annuity payable for any one year can be up to 120% of the annuity
payable for the preceding year. If designed in this manner, the increased
annuity will favorably impact the value of the retained interest and reduce
the amount of the gift. § 25.2702-3(b)(1)(i1)

The annuity must be payable at least annually.

1.

Payment dates can be either on the anniversary date of the creation
of the GRAT or the taxable year of the GRAT. § 25.2702-3(b)(3).

If payment date is the anniversary date, the annuity can actually be
paid up to 105 days after the anniversary date. § 25.2702-3(b)(4)

I Id.

171161146.1



3. If payment date is the taxable year of the GRAT, then payment must
be made on or before due date of the return for the GRAT (without
regard to extension) Id.

If the annuity is stated as a fraction or percentage of initial fair market value,
the GRAT must provide for self-adjustments for incorrect valuations.
§ 25.2702-3(b)(2) and 1.6642(a)(1)(iii)

GRAT must prohibit additional contributions to the trust. § 25.2702-3(b)(5)

GRAT must prohibit distributions other than to the Grantor during the trust
term. § 25.2702-3(d)(3)

GRAT must prohibit commutation of donor’s interest. § 25.2702-3(d)(5)
GRAT must fix the term of the annuity interest to:

1. Life of the term holder,

2. Specified term of years, or

3. Shorter of life or specified term. § 25.2702-3(d)(4)

GRAT must prohibit use of promissory note, other debt instrument, option
or similar financial arrangement to satisfy Trustee’s obligation to Grantor.
§ 25.2702-3(d)(6)(1).

VII. GRATS can produce tax savings.

A.
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When §7520 rate is low (as currently is the case), if the net return of the
GRAT assets (appreciation and income) exceeds the §7520 rate, the tax
benefit can be enhanced.

If the GRAT is a limited partner in a Limited Partnership or minority
shareholder in an S Corporation, and the minority/marketability discounts
are factored in, the tax benefit can potentially be further enhanced.

Planning significance of a GRAT.

1. Short-term GRATs reduce mortality risk and potential defeat of
strategy.

2. Also, short-term GRATSs can capture increases in assets, without
offsetting decreases in assets, which would possibly occur during
longer term.

3. Marital deduction planning is important in the current tax

environment since deferral of the tax is an appropriate objective.



CHARITABLE SPLIT INTEREST TRUSTS

Charitable Lead Trusts (CLTSs).

1.

10.

11.

171161146.1

"Lead" interest is payable to charitable beneficiary; remainder is payable to
non-charitable beneficiaries. Converse of Charitable Remainder Trust
(CRT).

Payments made to charity for life of Grantor or other individual or for a pre-
determined number of years.

The payments made to charity can either be a fixed annuity (CLAT), or a
unitrust amount based upon the value of the trust each year (CLUT).

Reversionary interest can pass either back to the Grantor or to other family
members or other individuals.

Permits donor to obtain the effect of a full deduction for all income used to
make charitable payments provided he or she is not taxed on the trust income.

Transfer tax savings is achieved because the remainder interest is subjected
to gift tax at a reduced value.

The Grantor, his or her spouse, another family member or the trustee may be
given discretion to determine the charities to receive the lead payments. If
the grantor retains this power, the gift of the lead interest is incomplete for
gift tax purposes.

Excellent device to use where donor is contributing property subject to a
discount, such as an undivided interest in real estate or limited partnership
interest. For example, if the yield from the real estate is 10% and the discount
is 20%, the annuity interest can be set at 12.5% of the initial value and be
satisfied from cash flow.

Ifthe charitable lead trust directs payment to a private foundation, the grantor
should terminate any relationship with the foundation to avoid estate tax
inclusion under Code Section 2036(a)(2) due to retained control over the
disposition of the foundation's assets.

The income tax deduction for a gift to a CLT is subject to a 30% limitation
for income tax purposes. If the grantor dies during the term of the charitable
interest or otherwise ceases to be the owner of the trust, all or part of the
income tax charitable deduction is recaptured.

Grantor vs. Non-Grantor CLT
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(a)

(b)

(©)

Grantor CLT results in current deduction to donor based on value of
present interest passing to charity.

(1) Trust must be a grantor trust.
(i1) Grantor must be taxed on trust income.
(i11) Allows donor to advance into year of creation a deduction

for current value of future years charitable gifts.
Non-Grantor CLT
(1) No current income tax deduction for donor on Form 1040.

(i1) Effective 100% income tax deduction for trust on Form
1041 each year.

Examples

(1) Client is retired and owns municipal bonds worth
$1,000,000. Client also owns Treasury Bills worth
$1,000,000, which earn $70,000 per year. Client’s goal is
to make charitable gifts of $70,000 per year for the next 10
years, and to have the assets eventually pass to Client’s
heirs.

(a) Ifno CLT, then deduction is limited to
no more than 60% of client’s AGI, or $42,000

per year.

(b) With non-grantor CLT, deduction is
not limited, since entire $70,000 contribution
will offset Form 1041 income of $70,000.

(i1) Suppose Client tells you that he/she anticipates a one-time
bonus this year of $700,000. Assume same charitable
objectives as above.

(a) Consider grantor CLT, to obtain
benefit of immediate up-front charitable
deduction attributable to income interest
gifted to charity.

(b) AGTI equals:

Bonus $700,000
T Bill income 70,000
Total AGI $770,000



Deduction $478,296
Limitation (30%) (231.000)

Carry-forward $247,296
(Five Years)
B. Excess business holdings issue
1. If the trust is structured as a Grantor trust, and the up-front deduction exceeds
60% of the market value of the trust assets, the excess business holdings rule
will apply, with resulting excise tax and possible disqualification.
2. If more than 95% of the gross receipts of the trust are from passive-income
sources (interest and dividends), then the excise tax will be avoided.
C. Low IRS rates of interest produce better Charitable Lead Trust results.
1. Value of the remainder interest (gift) is reduced.
2. Value of the charitable gift (during the term) is increased.

Example: 10-year CLAT, $1,000,000 principal, 6% annuity.

Using 2.0% rate, remainder interest is $461,000.
Using 5.4% rate, remainder interest is $545,000.
Using 7.0% rate, remainder interest is $578,000.

Income Tax Considerations.

1.
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A non-grantor qualifying Charitable Lead Trust is a separate taxpayer taxed
as a complex trust.

Although not exempt from income tax, the Charitable Lead Trust is entitled
to an unlimited income tax deduction whose gross income is paid to charity
each year under the terms of the trust instrument.

Ordering of income:

(a) Unlike the Charitable Remainder Trust, the character of payments
made to charitable beneficiaries under lead trusts for income tax
purposes is not determined by a statutory tier system.

(b) In the absence of specific provisions in the governing instrument,
local law may characterize payments. If local law does not so
characterize, the payments made to charitable beneficiaries will be
considered on a pro rata basis of all items of the trust's income.

(c) To maximize the deductibility of payments made to charity, the trust
should specify that the following order will control:



(1) Ordinary income (including short-term gain).
(ii))  Long-term capital gain.

(ii1))  Unrelated business taxable income.

(iv)  Tax-exempt income.

v) Trust principal.

(d) IRS has proposed regulations that the ordering of income
distributions will not be given effect for income tax purposes unless
it has an economic effect on the distributions. However, since such
a provision will not disqualify a CLT, and at worst would be
disregarded, you may choose to include such a provision.

E. Charitable Lead Trust established by donor who is (say) age 60. Donor is not
expected to live his actuarial life expectancy, but is expected to live more than a one-
year period, which can be documented by his personal physician or other sources.

1.

Assume the Donor contributes $1,000,000 to a CLAT which produces
$60,000 of cash flow, payable to a charity.

If a Charitable Lead Trust is established for the life of a person age 60 under
these conditions, the actuarial value of the charitable interest is equal to
$840,000, and the value of the remainder interest will be $160,000. If the
donor dies in (say) two years, then $1,000,000 can pass to the children
without gift or estate tax consequences (assuming annual income and
appreciation equal the annuity payment)

II. Charitable Remainder Trusts

A.
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The IRS has issued acceptable forms of documents creating charitable
remainder trusts.

Basic Requirements:
1. Charitable Remainder Annuity Trust (CRAT)

(a) provides for a distribution at least annually of a "sum certain"
of not less than 5% of the initial fair market value of the trust
property to one or more beneficiaries, at least one of whom is
not a charitable organization described in Section 170(c) of
the Internal Revenue Code for a term measured by the life or
lives of such individuals or no more than 20 years from which
no amount other than the distributions described above may
be paid to or for the use of any person in which, following
termination of the distributions described above, an
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irrevocable remainder interest is transferred to an
organization described in Code Sec. 170(c).

Charitable Remainder Unitrust (CRUT)

1. Same definitions as a CRAT, except that the payment amount is a
fixed percentage not less than five (5%) percent of the fair market
value of the trust property, determined annually.

Net Income Charitable Remainder Unitrust (NIMCRUT).

1. Defined in the same manner as a CRUT, except that the payment
amount may equal the trust income, if such income is less than the
fixed percentage amount.

2. An annual makeup provision may be included to gross up the annual
payment to the recipient, if payments in prior years were less than the
aggregate percentage amounts.

Distributions to the non-charitable beneficiaries are taxed on a tier system
(based upon the trust’s ordinary income, capital gain, tax-exempt income and
return of capital).

Benefits of Charitable Remainder Trust.

1. Receipt of a charitable deduction for a portion of the assets
transferred to the trust (the charitable remainder value)

2. No capital gains tax when appreciated assets are sold within the trust
3. Receipt of increased income for life; and

4. Reduction of the size of the donor's taxable estate.
HYPOTHETICAL

1. Client would like to obtain a current income tax deduction and would

like to receive an increase in income. Client has a large portfolio of
low basis marketable securities ($1,000,000) given to him by client’s
mother many years ago. Annual rate of return is 5%. Advisor
suggests a charitable remainder unitrust, where Client, followed by
his spouse, would be recipients of the unitrust interest.

2. CHARITABLE REMAINDER UNITRUST
(a) Assumptions:

(1) $1,000,000 principal



(i1) For lives of 65 and 60 year old spouses

(iii)  7.6% Section 7520 Rate

10% 7% 5%
Annual payment $100,000 $ 70,000 $ 50,000
Charitable deduction 116,110 210,220 320,590

Based upon Client's desire to increase his income, Advisor will suggest the 7% unitrust
amount.

(b) NOTE:Once the appreciated securities are sold within the
CRUT and the proceeds invested in a diversified portfolio,
Client's yearly payment may increase, since client has chosen
the unitrust form and the corpus is revalued annually for
purposes of making the unitrust payment.
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QUALIFIED PERSONAL RESIDENCE TRUSTS

Section 2702 creates an exception to the valuation rules with respect to transfers in trust.

L The exception applies only to personal residences, as defined below.

I1. The exception, in effect, permits a discount (even though the residence is not an
income-producing asset) on gift tax transfers where the ultimate enjoyment of the
property for the remaindermen is postponed for a designated period.

I11. The statute permits the discount in the case of a trust holding only a personal
residence, and no other assets. The regulations describe this statutory exception as
a Personal Residence Trust ("PRT").

IV.  The regulations also allow a more flexible type of trust, one which may acquire
related assets in addition to one personal residence. This type of trust is known as a
Qualified Personal Residence Trust ("QPRT").

A. Definitions which apply to both a PRT and QPRT:

1.
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A personal residence includes the principal residence of the Grantor
and one other residence of the Grantor (or an undivided fractional
interest therein). Reg. Sec. 25.2702-5(b)(2)(1) and 25.2702-

5(0))().
(a) Thus, a vacation home will qualify.

(b) Letter Ruling 199925027 involved a Trust funded with
beneficial title to coop shares and lease pertaining to the coop
apartment which met the criteria for a qualified personal
residence trust.

(1) Taxpayer originally intended to transfer legal title to
the trust, but the coop association refused taxpayer's
request for the transfer.

(i1) Therefore, taxpayer transferred beneficial title to the
trust and continued to hold legal title as nominee.

A portion of the residence may be used exclusively on a regular basis
for business (under the home office rules). Reg. Sec. 25.2702-
5(b)(2)(iii) and 25.2702-5(c)(2)(iii).

When the Grantor is not occupying the residence and it is being held
for the Grantor's use, it cannot be occupied by any person other than
the Grantor's spouse or dependent, and must be available at all times
for the Grantor's use as a personal residence. Reg. Sec. 25.2702-

5(b)(1).
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(a) Note that this rule of the PRT regulations is not included in
the QPRT regulations; however, the same "use" requirement
applies to a QPRT because use by a person other than grantor,
spouse or dependent constitutes a "cessation" of use as a
personal residence under Reg. Sec. 25.2702-5(c)(7)(1).

(b) Under the literal reading of the regulations, a live-in
housekeeper, girlfriend or boyfriend, or non-dependent
relative cannot occupy the residence when it is not being used
by, but is held for the use of, the Grantor. But see Letter
Ruling 9249014, in which the IRS held that the fact that the
grantor allows a friend to reside with him does not conflict
with the regulation, because the friend remains only with the
grantor's permission and has no legal right to continue in
residence after that permission is withdrawn.

If the Grantor is forced to move to a nursing home during the trust
term, the residence continues to be held for the Grantor's use so long
as the residence is available at all times for the Grantor's use as a
residence during the term, without regard to the Grantor's ability to
actually use the residence. Reg. Sec. 25.2702-5(d), Ex. 5.

"Residence" may include "appurtenant structures used for residential
purposes and adjacent land not in excess of that which is reasonably
appropriate for residential purposes (taking into account the
residence's size and location)." Reg. Sec. 25.2702-5(b)(2)(ii) and
25.2702-5(c)(2)(i1). The IRS has generally been liberal in permitting
large properties with other related buildings to qualify.

"Residence" does not include any personal property such as
household furnishings. Reg. Sec. 25.2702-5(b)(2)(ii) and 25.2702-

5(c)(2)(ii).

An individual may hold term interests in no more than two trusts. Reg. Sec.
25.2702-5(a).

1.

Trusts holding fractional interests in the same residence are treated
as one trust. Reg. Sec. 25.2702-5(a).

Qualified Personal Residence Trust ("QPRT"): The following requirements
contained in the Regulations must be part of the trust's governing instrument:

1.

No distributions of principal may be made to any beneficiary other
than the term holder during the term of the trust. Reg. Sec. 25.2702-

S()&).

Any income must be distributed to the term holder at least annually.
Reg. Sec. 25.2702-5(c)(3).
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During the trust term, the trust may not hold any asset other than one
personal residence. Reg. Sec. 25.2702-5(c)(5)(1).

(a)

(b)

(c)

(d)

(e)

The trust may permit the holding, in a separate account, of
cash which does not exceed the amount required:

(1) For payment of trust expenses (including mortgage
payments) already incurred or reasonably expected to
be paid by the trust within six months from the date
the addition of cash is made.

(i1) For improvements to the residence to be paid by the
trust within six months from the date the addition of
cash is made.

(iii))  For purchase by the trust of the initial residence,
within three months of the date the trust is created,
provided that no addition of cash may be made for this
purpose, and the trust may not hold any such addition
of cash, unless the trustee has previously entered into
a contract to purchase the residence.

(iv)  For purchase by the trust of a residence to replace
another residence, provided that no addition of cash
may be made for this purpose, and the trust may not
hold any such addition of cash, unless the trustee has
previously entered into a contract to purchase the
residence. Reg. Sec. 25.2702-5(c)(5)(i1)(A)(1).

The trust may hold improvements to the residence. Reg. Sec.
25.2702-5(c)(5)(ii)(B).

The trust may hold proceeds from the sale of the residence
(and any income thereon). Reg. Sec. 25.2702-5(¢)(11)(C).

The trust may hold insurance policies and, in a separate
account, insurance proceeds paid as a result of damage to or
destruction of the personal residence. Reg. Sec. 25.2702-
5(c)(ii)(D). Presumably, income earned on these proceeds
may also be held.

(i) Amounts received by the trust as a result of the
involuntary conversion of the residence are treated as
proceeds of insurance.

All cash held by the trust in excess of the amounts permitted
in item a) above must be distributed at least quarterly to the
term holder. Upon termination of the trust term, any
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remaining cash in the trust held for payment of these expenses
must be distributed to the term holder. Reg. Sec. 25.2702-

S()G)AN(A)(2).

Commutation of the term holder's interest is prohibited. Reg. Sec.
25.2702-5(c)(6). Commutation is the payment of the actuarial value
of the income interest to the term holder at some point during the trust
term.

The trust will cease to be a qualified personal residence trust:

(a) If the residence ceases to be used or held for use as a personal
residence of the Grantor.

(b) With respect to all proceeds of sale held by the trust not later
than the earlier of:

(1) The date that is two (2) years after the date of sale;

(1))  The termination of the Grantor's interest in the trust;
or

(iii))  The date on which a new residence is acquired by the
trust.

(©) If damage or destruction renders the residence unusable as a
residence, on the date that is two (2) years after the date of
damage or destruction (or the date of termination of the
Grantor's interest in the trust, if earlier) unless, prior to such
date:

(1) Replacement of or repairs to the residence are
completed; or

(i1) A new residence is acquired by the trust.

(d) With respect to all proceeds of insurance received as a result
of damage to or destruction of the residence not later than the
earlier of:

(1) The date that is two (2) years after the date of damage
or destruction;

(11) The termination of the Grantor's interest in the trust;
or
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(ii1))  The date on which replacement of or repairs to the
residence are completed, or a new residence is
acquired by the trust.

Reg. Sec. 25.2702-5(c)(7).

If the trust, or any part of it, ceases to be a qualified personal
residence trust with respect to certain property (see 5. above):

(a)

(b)

(©)

(d)

The trust must distribute all such property to the term holder;
or

Such property must be held for the balance of the trust term
in a separate share of the trust and the term holder's interest
therein must be converted to a qualified annuity trust
(essentially a GRST).

The trustee (but not the term holder) has the discretion to
choose between (a) or (b).

The distribution or conversion must occur within 30 days of
the time when the trust ceases to be a QPRT. Reg. Sec.
25.2702-5(c)(8)(i).

When a QPRT is converted to a qualified annuity trust ("QAT"):

(a)

(b)

The right of the term holder to receive the annuity amount
begins on the date of sale of the residence, the date of damage
to or destruction of the residence, or the date on which the
residence ceases to be used or held for use as a personal
residence, as the case may be (the "cessation date"). Reg. Sec.
25.2702-5(c)(8)(ii).

(1) However, the trustee may defer payment of the
annuity amount until 30 days after conversion to a
QAT (the "conversion date"), subject to the payment
of interest, and subject to reduction by the amount of
income actually distributed by the trust to the term
holder during the deferral period.

A QAT must provide an annuity at least equal to:
(1) The lesser of:

(a) The value of all interests retained by the term
holder (as of the date of the original transfer),
or
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(b) The value of all trust assets as of the
conversion date;

(i1) Divided by an annuity factor determined:

(a) Using the Section 7520 rate in effect on the
original transfer date, and

(b) For the original term of the term holder's
interest.

Sale of the Personal Residence.

1.

During the QPRT term. During the term of a QPRT, the trust
instrument may permit the trust to sell the residence. However, Reg.
§ 25.2702-5(c)(9) prohibits such a sale to the grantor, the grantor’s
spouse or any person or entity controlled by same.

After the expiration of the QPRT term. If at the end of the QPRT
term the residence owned by the trust vests outright and free of trust
in the remaindermen, the sale of the residence will not qualify for the
income tax exclusion relating to gain on the sale of a principal
residence (except in the unusual case where the remaindermen have

been residing in the residence and satisfy all of the other requirements
of § 121).

Alternatively, if the QPRT is designed to provide that at the end of
the QPRT term the residence will be held in further trust for a period
of time, such an additional trust, if designed as a grantor trust, can
permit the sale of the residence to qualify for the § 121 exclusion,
assuming that the grantor will still be residing in the residence
pursuant to an appropriate lease agreement. For example, the trust
may provide that, after the initial term, the trustees of the subsequent
term trust for the children have the discretion to loan principal or
income to the grantor without adequate security, which gives grantor
trust status under § 675(1).
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Purchase of a New Residence.

1.

2.

Purchase of Residence With the Same Price. Provided that the one
residence per trust rule is not violated when the new residence is
purchased, the purchase of a replacement residence, if done within
two years of the sale of the first residence, does not require any
further action on the part of the trustee. E.g.: In year 1, QPRT sells
residence for $500,000. In year 2, replacement residence can be
purchased by QPRT for $500,000.

Residence with a lower price. Set up GRAT with excess.

Mortgages and QPRTs.

1.

QPRTs established with an existing mortgage. Reg. § 25.2702-
5(c)(ii) permits a QPRT to be established with a personal residence
which is encumbered with an existing mortgage. However, a QPRT
subject to a mortgage presents several problems:

(a) Payment of the principal portion by the grantor may be
considered a gift of a future interest.

(b) The gift will be reported dollar for dollar and cannot be
reduced to present value. Thus, grantor will be using more of
his exemption while paying the mortgage.

Therefore, to maximize the estate planning leverage obtained by a
QPRT, the grantor should consider satisfying the mortgage in full
prior to contribution to the QPRT

Obtaining a new mortgage after the establishment of the QPRT.
Code § 2702 and the Regulations do not expressly prohibit a QPRT
from obtaining a mortgage on the principal residence. The
Regulations provide that cash may be held by the trust for certain
limited purposes, see Section B.1.(a)., above. If the trust obtains a
mortgage, particular attention must be given to:

(a) the intended use of such funds (i.e. whether the trust’s
possession of such funds will be permissible under the
Regulations);

(b) the burdens placed upon the remaindermen of the trust;

() whether an institution will give a loan to the trust without
additional security.
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(d) whether the governing document contains any language
prohibiting the pledge or other use of the trust property for
security on any loan.

Leasing the Residence from the Remaindermen.

1.

If the grantor wishes to remain in the residence after the trust
terminates, the grantor must pay fair market value rent to the
remainderman.

The payment avoids the client from being deemed to retain an interest
in the transferred residence, which would cause inclusion of the trust
property in grantor's estate under Section 2036.

Taxable income can be avoided if the remaindermen's interest is held
in a continuing grantor trust, following the QPRT termination.
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Summary

On December 29, 2023, the IRS released an internal memo of the IRS Chief Counsel that
could indicate a significant change in its position. This IRS memo addressed the gift tax
consequences to the beneficiaries of an irrevocable grantor trust when the trustee of the trust
modifies the trust. The situation suggested that the beneficiaries’ mere consent, to add a “tax
reimbursement” clause, results in a gift by the trust beneficiary. A “tax reimbursement” clause
grants the trustee a discretionary power to make distributions from the trust in an amount sufficient
to reimburse the grantor for the income tax attributable to the inclusion of the trust’s income in the
grantor’s taxable income. To the surprise (and maybe shock) of many practitioners, the IRS memo
asserts that the modification of the trust will constitute a taxable gift by the trust beneficiaries,
whether or not they consent to the modification. The IRS holding in this new position, CCA
202352018, reverses its prior position in an earlier ruling (PLR 201647001), and could have
significant gift tax consequences for trust modifications going forward.

Article

Chief Counsel Advice (“CCA”) 202352018, an internal legal advice memo from the IRS
National Office to field agents, released December 29, 2023, addressed the gift tax consequences
to the beneficiaries of modifying an irrevocable trust that is a “grantor trust” under the tax code
provisions of Internal Revenue Code (“I.R.C.” or “Code”) 671 through 679. The “grantor trust”
tax rules require that in certain situations, the original grantor must pay the income tax on trust
earnings. This memo addressed the situation when the trustee of the trust modifies the trust, with
the beneficiaries’ consent. In the situation, the trustee wanted to add a tax reimbursement clause to
provide the trustee the discretionary power to make distributions of income or principal from the
trust in an amount sufficient to reimburse the grantor for the income tax attributable to the inclusion
of the trust’s income in the grantor’s taxable income. While it addressed facts that relate to one
type of trust modification, it could have broader implications to other trust modification. In fact,
the modification in question was a fairly innocuous change.

As background, under Sections 671 through 679 of the Code, the grantor of an irrevocable
trust will still be treated as if he or she owns the assets of the trust for income tax purposes, despite
no longer owning the assets he or she has gifted to the trust, if he or she has retained certain powers
under the trust. In other words, as was held in Revenue Ruling 85-13, in these situations the assets
in the trust are treated as the alter ego of the grantor, and the trust is ignored for income tax
purposes. Such trusts are known as “grantor trusts.”

Because the grantor of a “grantor trust” is still treated as owning the assets of the trust for
income tax purposes, the grantor is responsible for reporting on his or her own income tax return



all of the income of the trust and for paying the income tax liability. Some trusts will provide in its
terms that an independent trustee may, in the trustee’s sole discretion, reimburse the grantor from
the income and/or principal of the trust for the tax liability the grantor must pay as a result of this
grantor trust treatment. Certain states also have statutory law which allows for grantor trust tax
reimbursement (see, for example, N.J.S.A. 3B:11-1(b)). The IRS agreed under Revenue Ruling
2004-64 that such clauses included in the trust document are permissible and do not create a gift
tax issue.

Before the IRS issued Revenue Ruling 2004-64, there was a concern that this type of tax
reimbursement power could cause the assets of the trust to be included in the grantor’s estate for
estate tax purposes under Section 2036(a)(1) of the Code. The property in the trust could result in
estate tax inclusion at death because the power to reimburse the grantor from the trust assets could
be treated as if the grantor had retained possession or enjoyment of the trust. Despite the concern,
the IRS held that where the trust’s governing instrument (or applicable local law) gave the trustee
the discretion to reimburse the grantor for the income tax payable, the existence of that discretion,
by itself (whether or not exercised) will not cause the value of the trust’s assets to be includible in
the grantor’s gross estate. It is important to note that the trustee’s power must be discretionary, and
not mandatory, since the IRS held in that same ruling that a mandatory reimbursement provision
would cause the full value of the trust’s assets to be includible in the grantor’s gross estate at death.

CCA 202352018 then addressed the gift tax consequences to the beneficiaries of a grantor
trust when a trust, which does not already contain such a tax reimbursement clause, is modified by
the trustee, with the beneficiaries’ consent, to include such a clause. In the CCA, the IRS, to the
surprise of many practitioners, held that the modification of the trust to add a clause to allow the
tax reimbursement will constitute a taxable gift by the trust beneficiaries. It found that the addition
of a discretionary power to distribute income and principal to the grantor is a relinquishment of a
portion of the beneficiaries’ interest in the trust.

Under the facts of the CCA, the grantor established an irrevocable grantor trust for the
benefit of his child and the child’s descendants, naming an independent and unrelated person as
trustee. By the trust terms, the trust was a “grantor trust.” Also, under the terms of the trust, the
trustee had the absolute discretion to distribute income and principal to or for the benefit of the
child, and on the child’s death, the remainder of the trust was to be distributed to the child’s
descendants, per stirpes. Neither state law nor the governing instrument provided authority to the
trustee to distribute to the grantor amounts sufficient to satisfy the grantor’s income tax liability
attributable to the inclusion of the trust’s income in the grantor’s taxable income.

In a following year, when the child had no living grandchildren (or more remote
descendants), the trustee petitioned the state court to modify the terms of the trust, and the child
consented to the modification. The court granted the petition and issued an order modifying the
trust to provide the trustee with the discretionary power to reimburse the grantor for income tax
the grantor pays as a result of the inclusion of the trust’s income in the grantor’s taxable income.



In addressing the gift tax consequences of the trust modification, the IRS explained that
the Code' imposes a tax for each calendar year on the transfer of property by gift during the
calendar year by any individual, and that the Code? also applies the gift tax whether the transfer is
in trust or otherwise, whether the gift is direct or indirect, and whether the property is real or
personal, tangible or intangible. Citing the Treasury Regulations,® the IRS noted that the gift tax
applies to gifts indirectly made, and if a donor (in this example, the child as trust beneficiary)
transfers by gift less than their entire interest in the property, the gift tax is applicable to the interest
transferred. If the donor’s retained interest is not susceptible of measurement on the basis of
generally accepted valuation principles, the gift tax is applicable to the entire value of the property
subject to the gift.* In addition, donative intent on the part of the transferor is not required, and
instead the application of the gift tax is based on the objective facts of the transfer and the
circumstances under which it is made.’

In analyzing the facts as compared to the law, the IRS found that the child and the child’s
issue each have an interest in the trust property. As a result of the trust modification, the grantor
would be acquiring a beneficial interest in the trust property due to possible discretionary
distributions of income or principal from the trust to reimburse the grantor for any taxes grantor
pays because of the trust’s income in the grantor’s gross taxable income. The IRS held that, in
substance, the modification constitutes a “transfer” by the child and the child’s issue for the benefit
of the grantor.

As a result of the trust modification, the IRS asserted that the child and the child’s issue
each made a gift of a portion of their respective interest in income and/or principal. Although, in
the facts of the CCA, the child consented to the modification, the IRS stated that the result would
be the same if the modification was pursuant to a state statute that provides beneficiaries with a
right to notice and a right to object to the modification, and the beneficiary failed to exercise their
right to object. The IRS distinguished the facts of the CCA from the facts in Revenue Ruling 2004-
64, because there, the trust agreement itself initially provided for a discretionary right to reimburse
the grantor for payment of the income tax.

Lastly the IRS found that the gift from the beneficiaries should be valued in accordance
with the general rule for valuing interests.® The IRS recognized that “although the determination
of the values of the gifts requires complex calculations, [the beneficiaries] cannot escape gift tax
on the basis that the value of the gift is difficult to calculate.”

Tax advisors have been quick to criticize this new IRS tax provision. Notably, the IRS’s
holding in CCA 202352018 reverses its prior position in PLR 201647001, in which the IRS

'Section 2501(a)(1).

2 Section 2511(a).

3 Treas. Reg. 25.2511-1(c)(1), (e).

4 Treas. Reg. 25.2511-1(e).

S Treas. Reg. 25.2511-1(g)(1).

¢ See Section 2512 and the Treasury Regulations clarifying that statute.



concluded that the modification of a trust to add a discretionary trustee power to reimburse the
grantor for the income tax paid attributable to the trust income is administrative in nature and does
not result in a change of beneficial interests in the trust. In CCA 202352018 the IRS stated that its
holding in PLR 201647001 “no longer reflects the position of this office.”

The holding of CCA 202352018 is concerning, given the IRS’s aggressive position it is
now taking with respect to trust modifications, the reversal of its prior position, and the many
unanswered questions it leaves open. For example: (i) how can a beneficiary’s failure to object to
a modification (as opposed to his or her affirmative consent) be treated as the beneficiary making
a gift? (i1) what if an independent trustee (or other third party) unilaterally has the power to modify
the trust, and the beneficiary has no right to consent or object to the modification? (iii) what if the
trustee moves the governing law of the trust from a state without a trust reimbursement statute, to
a state with a trust reimbursement statute? (iv) what is the value of the gift, since the trustee’s
power to reimburse the grantor is discretionary and the trustee may never exercise the power? (v)
isn’t it an incomplete gift until the trustee actually exercises the power to reimburse the grantor?

This new tax position could have significant implications on many other types of trust
modifications. Since the enactment of the Uniform Trust Code in many states, including New
Jersey and Pennsylvania, trustees and beneficiaries have been entering into “nonjudicial settlement
agreements” to modify various provisions of irrevocable trusts. The ability to modify irrevocable
trusts under these types of nonjudicial settlement agreements has become an important and
valuable tool for allowing flexibility to an irrevocable trust document. Generally, before the
enactment of the Uniform Trust Code, there were questions of whether a trust could be modified
without court intervention. Prior to entering into these nonjudicial settlement agreements to modify
trusts, the trustees and beneficiaries must address whether any changes to the trust may create gift
tax issues, and now, even minor changes may have consequences.

The consensus amongst practitioners seems to be that the IRS has taken an overly
aggressive, and possibly incorrect, position under CCA 202352018. While CCAs are not intended
to be precedential or relied upon for future analysis, the IRS’s position is troubling. At least until
the IRS clarifies or reverses its holding under CCA 202352018, practitioners should consider
including discretionary tax reimbursement clauses in trust documents from the outset, rather than
later modifying a trust to include a discretionary tax reimbursement clause. The IRS is continuing
to adhere to its position under Revenue Ruling 2004-64 (for now) that such clauses, if included in
the trust document initially, do not create a gift tax issue.



UNIFORM ELECTRONIC WILLS ACT

drafted by the

NATIONAL CONFERENCE OF COMMISSIONERS
ON UNIFORM STATE LAWS

and by it

APPROVED AND RECOMMENDED FOR ENACTMENT
IN ALL THE STATES

at its

ANNUAL CONFERENCE
MEETING IN ITS ONE-HUNDRED-AND-TWENTY-EIGHTH YEAR
ANCHORAGE, ALASKA
JULY 12-18, 2019

WITH PREFATORY NOTE AND COMMENTS

Copyright © 2019
By
NATIONAL CONFERENCE OF COMMISSIONERS
ON UNIFORM STATE LAWS

February 1, 2021



ABOUT ULC

The Uniform Law Commission (ULC), also known as National Conference of Commissioners
on Uniform State Laws (NCCUSL), now in its 128th year, provides states with non-partisan,
well-conceived and well-drafted legislation that brings clarity and stability to critical areas of
state statutory law.

ULC members must be lawyers, qualified to practice law. They are practicing lawyers, judges,
legislators and legislative staff and law professors, who have been appointed by state
governments as well as the District of Columbia, Puerto Rico and the U.S. Virgin Islands to
research, draft and promote enactment of uniform state laws in areas of state law where
uniformity is desirable and practical.

ULC strengthens the federal system by providing rules and procedures that are consistent from
state to state but that also reflect the diverse experience of the states.

ULC statutes are representative of state experience, because the organization is made up of
representatives from each state, appointed by state government.

ULC keeps state law up-to-date by addressing important and timely legal issues.

ULC’s efforts reduce the need for individuals and businesses to deal with different laws as
they move and do business in different states.

ULC’s work facilitates economic development and provides a legal platform for foreign
entities to deal with U.S. citizens and businesses.

Uniform Law Commissioners donate thousands of hours of their time and legal and drafting
expertise every year as a public service, and receive no salary or compensation for their work.

ULC’s deliberative and uniquely open drafting process draws on the expertise of
commissioners, but also utilizes input from legal experts, and advisors and observers
representing the views of other legal organizations or interests that will be subject to the
proposed laws.

ULC is a state-supported organization that represents true value for the states, providing
services that most states could not otherwise afford or duplicate.



DRAFTING COMMITTEE ON UNIFORM ELECTRONIC WILLS ACT

The Committee appointed by and representing the National Conference of Commissioners on
Uniform State Laws in preparing this Act consists of the following individuals:

SUZANNE B. WALSH
TURNEY P. BERRY
VICTORIA BLACHLY
MICHAEL B. GETTY
BECKY HARRIS

JOHN H. LANGBEIN
ROBERT H. SITKOFF
SUSAN D. SNYDER
ANITA RAMASASTRY
MARY M. ACKERLY

SUSAN N. GARY

JOHN T. ROGERS
NATHANIEL STERLING
TIM SCHNABEL

Connecticut, Chair
Kentucky, Vice Chair
Oregon

Illinois

Nevada

Connecticut

Massachusetts

Illinois

Washington, President
Connecticut, Division Chair

OTHER PARTICIPANTS

Oregon, Reporter

California, American Bar Association Advisor
Indiana, Style Liaison

Illinois, Executive Director

Copies of this act may be obtained from:

NATIONAL CONFERENCE OF COMMISSIONERS
ON UNIFORM STATE LAWS
111 N. Wabash Ave., Suite 1010
Chicago, Illinois 60602
312/450-6600
www.uniformlaws.org


https://www.uniformlaws.org

UNIFORM ELECTRONIC WILLS ACT

TABLE OF CONTENTS

S (S) 110) 7 A0 USSP 1
SECTION 1. SHORT TITLE. ..ottt sttt sttt st 4
SECTION 2. DEFINITIONS. ...ttt ettt ettt st e seeseenee e 4
SECTION 3. LAW APPLICABLE TO ELECTRONIC WILL; PRINCIPLES OF ..................... 6
SECTION 4. CHOICE OF LAW REGARDING EXECUTION. .....cccccteiieiinieeeieeiieieee e 6
SECTION 5. EXECUTION OF ELECTRONIC WILL.....ccccciiiiiiiiinieieeienieeeeeeee e 8
[SECTION 6. HARMLESS ERRORL.] ....ccuiiiiiiiieiieeee ettt 12
SECTION 7. REVOCATION. ...c..eoiitiiiiieieeiteieete sttt sttt ettt sttt st enae s 13
SECTION 8. ELECTRONIC WILL ATTESTED AND MADE SELF-PROVING AT TIME

OF EXECUTION. .....tiitiiitiite ettt ettt sttt sttt et sae et s st be et nae e 16
SECTION 9. CERTIFICATION OF PAPER COPY. ...ccoiiiiiieiieieieeeceeieee e 19
SECTION 10. UNIFORMITY OF APPLICATION AND CONSTRUCTION........ccccecvrenneenne. 19
SECTION 11. TRANSITIONAL PROVISION ..ottt 19

SECTION 12. EFFECTIVE DATE. .....cccccoiiiiiiiiiiccecceseee e 19



UNIFORM ELECTRONIC WILLS ACT
Prefatory Note

Electronic Wills Under Existing Statutes. People increasingly turn to electronic tools
to accomplish life’s tasks, including legal tasks. They use computers, tablets, or smartphones to
execute electronically a variety of estate planning documents, including pay-on-death and
transfer-on-death beneficiary designations and powers of attorney. Some people assume that they
will be able to execute all their estate planning documents electronically, and they prefer to do so
for efficiency, cost savings, or other reasons. Indeed, a few cases involving wills executed on
electronic devices have already arisen.

An early case involved a testator’s signature typed in a word processing document, which
was then printed in hard copy. In Taylor v. Holt, 134 S.W.3d 830 (Tenn. 2003), the testator typed
his signature in a cursive font at the end of the electronic text of his will and then printed the
will. Two witnesses watched him type the signature on the will, and then they signed the printed
copy of the will. The court had no trouble concluding that the typed signature qualified as the
testator’s signature. The statute defined signature to include a “symbol or methodology executed
or adopted by a party with intention to authenticate a writing . . . .” TENN. CODE ANN. § 1-3-
105(27) (1999). In Taylor the will was not attested or stored electronically, but the case
illustrates a situation in which the substitution of electronic tools for traditional pen and paper
can lead to litigation.

In a more recent Ohio case, In re Estate of Javier Castro, Case No. 2013ES00140, Court
of Common Pleas Probate Division, Lorain County, Ohio (June 19, 2013), the testator dictated a
will to his brother, who wrote the will with a stylus on a Samsung Galaxy Tablet. The testator
then signed the will on the tablet, using the stylus, as did the two witnesses. The probate court
had to decide whether the electronic writing on the tablet met the statutory requirement that a
will be “in writing.” The court concluded that it did and admitted the will to probate. In Castro,
the testator and all witnesses were in the same room and signed using a stylus rather than typing
a signature. The Uniform Electronic Wills Act (“the E-Wills Act”) gives effect to such a will and
clarifies that the will meets the writing requirement. In Castro, the testator and witnesses had not
signed an affidavit, so the will was not self-proving. Under the E-Wills Act, if a notary is present
with the testator and witnesses, the will can be made self-proving. An alternative provided under
the E-Wills Act allows a notary present electronically to prepare the self-proving affidavit.

An even more recent case illustrates what may be anticipated to be the most common
electronic will scenario: that of a will prepared without witnesses and stored electronically.
Shortly before his death by suicide, Duane Horton (a 21-year-old man) handwrote a journal entry
stating that a document titled “Last Note” was on his phone. The journal entry provided
instructions for accessing the note, and he left the journal and phone in his room. The Last Note
included apologies and personal comments relating to his suicide as well as directions relating to
his property. Mr. Horton typed his name at the end of the document. After considering the text of
the document and the circumstances surrounding Mr. Horton’s death, the probate and appeals
court applied Michigan’s harmless error statute and concluded that the note was a document that
could be treated as executed in compliance with Michigan’s requirements for execution of a will.



In re Estate of Horton, 925 N.W. 2d 207 (Mich. 2018). Under the E-Wills Act, the note would be
considered a will only if the state had adopted the harmless error provision of Section 6 and a
court determined that the decedent intended the electronic writing to be the decedent’s will and
therefore excused the lack of witnesses.

Although existing statutes might validate wills like the ones in Castro and Taylor,
litigation may be necessary to resolve the question of validity. Further, the results will be
haphazard if no clear policy exists and given statutory variation across the states. States that
have adopted the harmless error rule for will execution could use that rule to validate an
electronic will, as the court did in /n re Horton. However, harmless error requires a judicial
decision based on clear and convincing evidence, so relying on harmless error could increase
costs for parties and courts. Further, in the United States, only 11 states have enacted harmless
error statutes. In a state that has not adopted a harmless error statute, a court might adopt the
doctrine judicially, as endorsed by RESTATEMENT (THIRD) OF PROPERTY: WILLS & DON. TRANS.
§ 3.2 (1999), or might use the doctrine of substantial compliance to validate a will that did not
comply with the execution formalities. See, e.g., In re Will of Ranney, 589 A.2d 1339 (N.J. 1991)
(adopting substantial compliance prior to New Jersey’s adoption of a harmless error statute).
However, courts are reluctant to adopt exceptions to statutory execution formalities. See, e.g.,
Litevich v. Probate Court, Dist. Of West Haven, 2013 WL 2945055 (Sup. Ct. Conn. 2013); Davis
v. Davis-Henriques, 135 A.3d 1247 (Conn. App. 2016) (rejecting arguments that the court apply
harmless error). As more people turn to electronic devices to conduct personal business, statutory
guidance on execution of electronic wills can streamline the process of validating those wills.

Goals of the E-Wills Act. Estate planning lawyers, notaries, and software providers are
among those interested in electronic wills. As of 2019, state legislatures in Arizona, California,
the District of Columbia, Florida, Indiana, New Hampshire, Texas, and Virginia have considered
bills authorizing electronic execution of wills. Arizona, Indiana, and Florida have adopted new
electronic wills legislation, and Nevada has revised its existing electronic wills statute.

Given the flurry of activity around this issue, the Uniform Law Commission became
concerned that inconsistency would follow if states modified their will execution statutes without
uniformity. The mobile population in the United States makes interstate recognition of wills
important, and if state law on this question is not uniform, that recognition will be a significant
issue. The E-Wills Act seeks:

e To allow a testator to execute a will electronically, while maintaining the safeguards wills
law provides for wills executed on something tangible (usually paper);

e To create execution requirements that, if followed, will result in a valid will without a
court hearing to determine validity, if no one contests the will; and

e To develop a process that would not enshrine a particular business model in the statutes.

The E-Wills Act seeks to preserve the four functions served by will formalities, as
described in John H. Langbein, Substantial Compliance with the Wills Act, 88 HARV. L. REV.
489 (1975) (citing Lon Fuller, Consideration and Form, 41 COL. L. REV. 799 (1941), which
discussed the channeling function in connection with contract law, and Ashbel G. Gulliver &
Catherine J. Tilson, Classification of Gratuitous Transfers, 51 YALE L.J. 1, 5-13 (1941), which



identified the other functions). Those four functions are:

e Evidentiary — the will provides permanent and reliable evidence of the testator’s
intent.

e Channeling — the testator’s intent is expressed in a way that is understood by those
who will interpret it so that the courts and personal representatives can process the
will efficiently and without litigation.

e Ritual (cautionary) — the testator has a serious intent to dispose of property in the way
indicated and the instrument is in final form and not a draft.

e Protective — the testator has capacity and is protected from undue influence, fraud,
delusion and coercion. The instrument is not the product of forgery or perjury.

Electronic Execution of Estate Planning Documents. In commercial and other
contexts not involving a will, the Uniform Electronic Transactions Act (1999) (UETA) validates
the use of electronic signatures. UETAS§ 7(a). However, UETA contains an express exception
for wills and testamentary trusts, making the E-Wills Act necessary if a legislature wants to
permit electronic wills. UETAS§ 3(b). As of 2019, all but three states have adopted UETA, with
most of the enactments occurring in 2000 and 2001. The federal Electronic Signatures in Global
and National Commerce Act (E-SIGN) includes a similar exception. 15 U.S.C. 7003(a)(1).

Many documents authorizing nonprobate transfers of property are already executed
electronically, and property owners have become accustomed to being able to use electronic
beneficiary designations in connection with various will substitutes. The idea of permitting an
electronic designation to control the transfer of property at death is already well accepted.



UNIFORM ELECTRONIC WILLS ACT

SECTION 1. SHORT TITLE. This [act] may be cited as the Uniform Electronic Wills
Act.

SECTION 2. DEFINITIONS. In this [act]:

(1) “Electronic” means relating to technology having electrical, digital, magnetic,
wireless, optical, electromagnetic, or similar capabilities.

[(2) “Electronic presence” means the relationship of two or more individuals in different
locations communicating in real time to the same extent as if the individuals were physically
present in the same location. ]

(3) “Electronic will” means a will executed electronically in compliance with Section
5(a).

(4) “Record” means information that is inscribed on a tangible medium or that is stored in
an electronic or other medium and is retrievable in perceivable form.

(5) “Sign” means, with present intent to authenticate or adopt a record:

(A) to execute or adopt a tangible symbol; or
(B) to affix to or logically associate with the record an electronic symbol or
process.

(6) “State” means a state of the United States, the District of Columbia, Puerto Rico, the
United States Virgin Islands, or any territory or insular possession subject to the jurisdiction of
the United States. The term includes a federally recognized Indian tribe.

(7) “Will” includes a codicil and any testamentary instrument that merely appoints an
executor, revokes or revises another will, nominates a guardian, or expressly excludes or limits

the right of an individual or class to succeed to property of the decedent passing by intestate



succession.

Legislative Note: A state that permits an electronic will only if executed with the witnesses in the
physical presence of the testator should omit paragraph (2) and renumber the remaining
paragraphs accordingly. See also the Legislative Note to Section 5.

Comment

Paragraph 2. Electronic Presence. An electronic will may be executed with the testator
and all of the necessary witnesses present in one physical location. In that case the state’s rules
concerning presence for non-electronic wills, which may require line-of-sight presence or
conscious presence, will apply. See Section 3. Because the E-Wills Act does not provide a
separate definition of physical presence, a state’s existing rules for presence will apply to
determine physical presence.

An electronic will is also valid if the witnesses are in the electronic presence of the
testator, see Section 5. This definition provides for the meaning of electronic presence.
Permitting electronic presence will make it easier for testators in remote locations and testators
with limited mobility to execute their wills. The witnesses and testator must be able to
communicate in “real time,” a term that means “the actual time during which something takes
place.” MERRIAM-WEBSTER DICTIONARY, https://www.merriam-
webster.com/dictionary/real%?20time (last visited Sept. 22, 2019). The term is used in connection
with electronic communication to mean that the people communicating do so without a delay in
the exchange of information. For statutes using the term “real-time,” see, e.g., CONN. GEN. STAT.
ANN. § 16A-47b (2019) (real-time energy reports); COLO. REV. STAT. ANN. § 24-33.5-2102
(2019) (“communicate in real-time during an incident”); FLA. STAT. ANN. § 117.201(2) (2019)
(in definition of “audio-visual communication technology’ for online notarizations); ILL. STAT.
ch. 220 § 5/16-107 (2019) (real-time pricing for utilities).

In the definition of electronic presence, “to the same extent” includes accommodations
for people who are differently-abled. The definition does not provide specific accommodations
due to the concern that any attempt at specificity would be too restrictive and to allow the
standards to keep current with future advances in technology.

Paragraph 5. Sign. The term “logically associated” is used in the definition of sign,
without further definition. Although Indiana has defined the term in its electronic wills statute,
IND. CODE § 29-1-21-3(13) (defining logically associated as meaning that documents are
“electronically connected, cross referenced, or linked in a reliable manner’), most statutes do not
define the term. Most notably, the Uniform Electronic Transactions Act and the Revised
Uniform Law on Notarial Acts (RULONA) use the term without defining it, due to the concern
that an attempt at definition would be over- or under-inclusive as technology develops. Although
often used in connection with a signature, the term is used in RULONA and in the E-Wills Act to
refer both to a document that may be logically associated with another document as well as to a
signature logically associated with a document. See also Electronic Signatures in Global and
National Commerce Act, 15 U.S.C. § 7001 et seq.


https://www.merriam-webster.com/dictionary/real%20time

Paragraph 7. Will. The E-Wills Act follows the Uniform Probate Code (UPC) in
providing that the term “will” includes instruments that may not involve the disposition of
property. The common law definition of “will” is well established, and a definition in the E-
Wills Act might result in inadvertent changes to the common law understanding.

SECTION 3. LAW APPLICABLE TO ELECTRONIC WILL; PRINCIPLES OF
EQUITY. An electronic will is a will for all purposes of the law of this state. The law of this
state applicable to wills and principles of equity apply to an electronic will, except as modified
by this [act].

Comment

The first sentence of this Section is didactic, and emphatically ensures that an electronic
will is treated as a traditional one for all purposes.

In this Section “law” means both common law and statutory law. Law other than the E-
Wills Act continues to supply rules related to wills, unless the E-Wills Act modifies a state’s
other law related to wills.

The common law requires that a testator intend that the writing be the testator’s will. The
Restatement explains, “To be a will, the document must be executed by the decedent with
testamentary intent, i.e., the decedent must intend the document to be a will or to become
operative at the decedent's death.” RESTATEMENT (THIRD) OF PROPERTY: WILLS & DON. TRANS.
§ 3.1, comment (g) (1999).

A number of protective doctrines attempt to ensure that a document being probated as a
will reflects the intent of the testator. Wills statutes typically include capacity requirements
related to mental capacity and age. A minor cannot execute a valid will. See RESTATEMENT
(THIRD) OF PROPERTY: WILLS & DON. TRANS. § 8.1 (mental capacity), § 8.2 (age) (2003). Other
requirements for validity may be left to the common law. A writing that appears to be a will may
be challenged based on allegations of undue influence, duress, or fraud. See RESTATEMENT
(THIRD) OF PROPERTY: WILLS & DON. TRANS. § 8.3 (Undue Influence, Duress, or Fraud) (2003).
The statutory and common law requirements that apply to wills in general also apply to
electronic wills.

Laws related to qualifications to serve as a witness also apply to electronic wills. For
some of those requirements see, e.g., UPC § 2-505.

SECTION 4. CHOICE OF LAW REGARDING EXECUTION. A will executed
electronically but not in compliance with Section 5(a) is an electronic will under this [act] if

executed in compliance with the law of the jurisdiction where the testator is:



(1) physically located when the will is signed; or
(2) domiciled or resides when the will is signed or when the testator dies.
Comment

Under the common law, the execution requirements for a will depended on the situs of
real property, as to the real property, and the domicile of the testator, for personal property. See
RESTATEMENT (SECOND) OF PROPERTY: WILLS & DON. TRANS. § 33.1, comment (b) (1992). The
statutes of many states now treat as valid a will that was validly executed under the law of the
state where the will was executed or where the testator was domiciled. For example, UPC § 2-
506 states that a will is validly executed if executed according to “the law at the time of
execution of the place where the will is executed, or of the place where at the time of execution
or at the time of death the testator is domiciled, has a place of abode, or is a national.” For a non-
electronic will, the testator will necessarily be in the state where the will is executed. Many state
statutes also permit the law of the testator’s domicile when the testator dies to apply. See
RESTATEMENT (THIRD) OF PROPERTY: WILLS & DON. TRANS. § 3.1, comment (e) (1999).

Some of the state statutes permitting electronic wills treat an electronic will as executed
in the state and valid under the state law even if the testator is not physically in the state at the
time of execution. See, e.g., NEV. REV. STAT. 133.088(1)(e) (2019) (stating that “the document
shall be deemed to be executed in this State” if certain requirements are met, even if the testator
is not within the state). Thus, someone domiciled and living outside Nevada could execute a
Nevada will without leaving home. The Uniform Law Commission concluded that a state should
not be required to accept an electronic will as valid if the state’s domiciliary executed the will
without being physically present in the state authorizing electronic wills.

Section 4 reflects the policy that a will valid where the testator was physically located
should be given effect using the law of the state where executed. The E-Wills Act does not
require a state to give effect to a will executed by a testator using the law of another state unless
the testator resides, is domiciled, or is physically present in the other state when the testator
executes the will.

Example: Gina lived in Connecticut and was domiciled there. During a trip to Nevada
Gina executes an electronic will, following the requirements of Nevada law. The will is valid in
Nevada and also in Connecticut, because Gina was physically present in a state that authorizes
electronic wills when she executed her will. Now assume that Gina never leaves the state of
Connecticut. While at home she goes online, prepares a will, and executes it electronically using
Nevada law. The will is valid in Nevada but not in Connecticut, unless Connecticut adopts the E-
Wills Act.

This rule is consistent with current law for non-electronic wills. The rule is necessary,
because otherwise someone living in a state that authorizes electronic wills might execute a will
there and then move to a state that does not authorize electronic wills and be forced to make a
new will or die intestate if unable or unwilling to execute another will. An electronic will
executed in compliance with the law of the state where the testator was physically located should



be given effect, even if the testator later moves to another state, just as a non-electronic will
would be given effect. A rule that would invalidate a will properly executed under the law of the
state where the testator was physically present at the time of execution, especially if the testator
was domiciled there, could trap an unwary testator and result in intestacy.

Example: Dennis lived in Nevada for 20 years. He met with a lawyer to have a will
prepared, and when the will was ready for execution his lawyer suggested executing the will
from his house, using the lawyer’s electronic platform. Dennis executed the will in compliance
with Nevada law in force at the time of execution, using the lawyer’s electronic platform and
providing the required identification. The lawyer had no concerns about Dennis’s capacity and
no worries that someone was unduly influencing him. Two years later Dennis moved to
Connecticut where his daughter lived. Dennis died in Connecticut, with the Nevada will as his
last valid will. Connecticut should give effect to Dennis’s will, regardless of whether its
execution would have otherwise been valid under Connecticut law.

SECTION 5. EXECUTION OF ELECTRONIC WILL.

(a) Subject to Section 8(d)[and except as provided in Section 6], an electronic will must
be:

(1) arecord that is readable as text at the time of signing under paragraph (2);
(2) signed by:

(A) the testator; or

(B) another individual in the testator’s name, in the testator’s physical
presence and by the testator’s direction; and

(3) [either:

(A)] signed in the physical [or electronic] presence of the testator by at
least two individuals[, each of whom is a resident of a state and physically located in a state at
the time of signing and] within a reasonable time after witnessing:

[(A)] [(1)] the signing of the will under paragraph (2); or

[(B)] [(i1)] the testator’s acknowledgment of the signing of the will under

paragraph (2) or acknowledgement of the will[; or

(B) acknowledged by the testator before and in the physical [or electronic]



presence of a notary public or other individual authorized by law to notarize records
electronically].

(b) Intent of a testator that the record under subsection (a)(1) be the testator’s electronic
will may be established by extrinsic evidence.
Legislative Note: A state should conform Section 5 to its will-execution statute.

A state that enacts Section 6 (harmless error) should include the bracketed language at the
beginning of subsection (a).

A state that permits an electronic will only when the testator and witnesses are in the same
physical location, and therefore prohibits remote attestation, should omit the bracketed words
“or electronic” from subsection (a)(3) and Section 8(c).

A state that has enacted Uniform Probate Code Section 2-502 or otherwise validates an
unattested but notarized will should include subsection (a)(3)(B).

Comment

The E-Wills Act does not duplicate all rules related to valid wills, and except as
otherwise provided in the E-Wills Act, a state’s existing requirements for valid wills will apply
to electronic wills. Section 5 follows the formalities required in UPC § 2-502. A state with
different formalities should modify this Section to conform to its requirements. Under Section 5
an electronic will can be valid if executed electronically, even if the testator and witnesses are in
different locations.

Some states allow a will to be self-proved if the testator and witnesses sign an affidavit
detailing the procedures followed in executing the will. The UPC treats the self-proving affidavit
as creating a conclusive presumption that the signature requirements were met and a rebuttable
presumption that other requirements for a valid will were met. See RESTATEMENT (THIRD) OF
PROPERTY: WILLS & DON. TRANS. § 3.1, comment (1) (1999). Rather than create extra
requirements to validate an electronic will, the E-Wills Act creates extra requirements to make
an electronic will self-proving when the testator and witnesses are in different locations. See
Section 8.

Requirement of a Writing. Statutes that apply to non-electronic wills require that a will
be “in writing.” The RESTATEMENT (THIRD) OF PROPERTY: WILLS & DON. TRANS. § 3.1,
comment 1 (1999), explains:

i. The writing requirement. All the statutes, including the original and revised
versions of the Uniform Probate Code, require a will to be in writing. The requirement of
a writing does not require that the will be written on sheets of paper, but it does require a
medium that allows the markings to be detected. A will, for example, scratched in the



paint on the fender of a car would be in writing, but one “written” by waving a finger in
the air would not be.

UPC § 2-502 requires that a will be “in writing” and the comment to that section says,
“Any reasonably permanent record is sufficient.” The E-Wills Act requires that the provisions of
an electronic will be readable as text (and not as computer code, for example) at the time the
testator executed the will. The E-Wills Act incorporates the requirement of writing by requiring
that an electronic will be readable as text.

One example of an electronic record readable as text is a will inscribed with a stylus on a
tablet. See In re Estate of Javier Castro, Case No. 2013ES00140, Court of Common Pleas
Probate Division, Lorain County, Ohio (June 19, 2013). An electronic will may also be a word
processing document that exists on a computer or a cell phone but has not been printed. Under
the E-Wills Act, the issue for these wills is not whether a writing exists but whether the testator
signed the will and the witnesses attested it.

The Uniform Law Commission decided to retain the requirement that a will be in
writing. Thus, the E-Wills Act does not permit an audio or audio-visual recording of an
individual describing the individual’s testamentary wishes to constitute a will. However, an
audio-visual recording of the execution of a will may provide valuable evidence concerning the
validity of the will.

The use of a voice activated computer program can create text that can meet the
requirements of a will. For example, a testator could dictate the will to a computer using voice
recognition software. If the computer converts the spoken words to text before the testator
executes the will, the will meets that requirement that it be a record readable as text at the time of
execution.

Electronic Signature. In Castro, the testator signed his name as an electronic image
using a stylus. A signature in this form is a signature for purposes of the E-Wills Act. The
definition of “sign” includes a “tangible symbol” or an “electronic symbol or process” made with
the intent to authenticate the record being signed. Thus, a typed signature would be sufficient if
typed with the intent that it be a signature. A signature typed in a cursive font or a pasted
electronic copy of a signature would also be sufficient, if made with the intent that it be a
signature. As e-signing develops, other types of symbols or processes may be used, with the
important element being that the testator intended the action taken to be a signature validating
the electronic will.

Requirement of Witnesses. Wills law includes a witness requirement for several
reasons: (1) evidentiary—to identify persons who can answer questions about the voluntariness
and coherence of the testator and whether undue influence played a role in the creation and
execution of the will, (2) cautionary—to signal to the testator that signing the document has
serious consequences, and (3) protective—to deter coercion, fraud, duress, and undue influence.
Section 5 requires witnesses for a validly executed will.
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Will substitutes—tools authorizing nonprobate transfers—typically do not require
witnesses, and a testator acting without legal assistance may not realize that witnesses are
necessary for an electronic will. The harmless error doctrine has been used to give effect to an
electronic will executed without witnesses when the testator’s intent was clear. In the electronic
will context these cases have typically involved suicides that occurred shortly after the creation
of the electronic document. See, e.g., In re Estate of Horton, 925 N.W. 2d 207, 325 Mich.App.
325 (2018). A state concerned that electronic wills will be invalidated due to lack of witnesses
should consider adopting the harmless error provision in Section 6 of the E-Wills Act, even if the
state has not adopted a similar provision for judicially correcting harmless error in execution.

Remote Witnesses. Because electronic wills may be executed via the internet, the
question arises whether the witnesses to the testator’s signature must be in the physical presence
of the testator or whether electronic presence such as via a webcam and microphone will suffice.
Some online providers of wills offer remote witnessing as a service. The E-Wills Act does not
include additional requirements for electronic wills executed with remote witnesses, but Section
8 imposes additional requirements before a will executed with remote witnesses can be
considered self-proving.

The usefulness of witnesses who can testify about the testator’s apparent state of mind if
a will is challenged for lack of capacity or undue influence may be limited, because a witness
who observes the testator sign the will may not have sufficient contact with the testator to have
knowledge of capacity or undue influence. This is true whether the witnesses are in the physical
or electronic presence of the testator. Nonetheless, the current legal standards and procedures
address the situation adequately and remote attestation should not create significant new
evidentiary burdens. The E-Wills Act errs on the side of not creating hurdles that result in
denying probate to wills that represent the intent of their testators.

Reasonable Time. The witnesses must sign within a reasonable time after witnessing the
testator sign or acknowledge the signing or the will. The Comment to UPC § 2-502 notes that the
statute does not require that the witness sign before the testator dies, but some cases have held
that signing after the testator’s death is not “within a reasonable time.” In Matter of Estate of
Royal, 826 P. 2d 1236 (1992), the Supreme Court of Colorado held that attestation must occur
before the testator’s death, citing cases in several states that had reached the same result. Other
cases have held a will valid even though a witness signed after the testator’s death. See, e.g., In
re Estate of Miller, 149 P.3d 840 (Idaho 2006). For electronic wills, a state’s rules applicable to
non-electronic wills apply.

Notarized Wills. A small number of states permit a notary public to validate the
execution of a will in lieu of witnesses. Paragraph (3)(b) follows UPC § 2-502(a)(3)(B) and
provides that a will can be validated if the testator acknowledges the will before a notary, even if
the will is not attested by two witnesses. Because remote online notarization includes protection
against tampering, other states may want to include the option for the benefit of additional
security.

11



[SECTION 6. HARMLESS ERROR.
Alternative A

A record readable as text not executed in compliance with Section 5(a) is deemed to
comply with Section 5(a) if the proponent of the record establishes by clear-and-convincing
evidence that the decedent intended the record to be:

(1) the decedent’s will;

(2) a partial or complete revocation of the decedent’s will;

(3) an addition to or modification of the decedent’s will; or

(4) a partial or complete revival of the decedent’s formerly revoked will or part of the
will.

Alternative B

[Cite to Section 2-503 of the Uniform Probate Code or comparable provision of the law

of this state] applies to a will executed electronically.
End of Alternatives]
Legislative Note: A state that has enacted Uniform Probate Code Section 2-503 or another
harmless error rule for a non-electronic will, should enact Alternative B. A state that has not
enacted a harmless error rule may not want to add a harmless error rule solely for an electronic
will, but if it does, it should enact Alternative A.
Comment

The harmless error doctrine was added to the UPC in 1990. Since then 11 states have
adopted the rule. The Comments to UPC § 2-503 describe the development of the doctrine in
Australia, Canada, and Israel, and cite to a number of studies and articles. See, also,
RESTATEMENT (THIRD) OF PROPERTY: WILLS & DON. TRANS § 3.3 (1999); John H. Langbein,
Absorbing South Australia’s Wills Act Dispensing Power in the United States: Emulation,
Resistance, Expansion 38 ADEL. L. REV. 1 (2017); John H. Langbein, Excusing Harmless Errors
in the Execution of Wills: A Report on Australia’s Tranquil Revolution in Probate Law, 87

CoLuM. L. REV. 1 (1987).

The focus of the harmless error doctrine is the testator’s intent. A court can excuse a
defect in the execution formalities if the proponent of the defective will can establish by clear
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and convincing evidence that the testator intended the writing to be the testator’s will. The will
formalities serve as proxies for testamentary intent, and harmless error doctrine replaces strict
compliance with the formalities with direct evidence of that intent.

The harmless error doctrine may be particularly important in connection with electronic
wills because a testator executing an electronic will without legal assistance may assume that an
electronic will is valid even if not witnessed. The high standard of proof that the testator intended
the writing to serve as a will should protect against abuse.

A number of cases both in the United States and in Australia have involved electronic
wills written shortly before the testator committed suicide. The circumstances surrounding the
writing have led the courts in those cases to use harmless error to validate the wills, despite the
lack of witnesses. See In re Estate of Horton, 925 N.W. 2d 207 (Mich. 2018) (involving an
electronic document titled “Last Note™); In re Yu, [2013] QSC 322 (Queensland Sup. Ct.)
(involving a document written on an iPhone and beginning, “This is the Last Will and
Testament...”).

Although in these cases the wills have been given effect, a will drafted in contemplation
of suicide may be subject to challenge based on concerns about capacity. Even if a state adopts
the harmless error doctrine, the other requirements for a valid will, including testamentary
capacity and a lack of undue influence, will apply.

SECTION 7. REVOCATION.

(a) An electronic will may revoke all or part of a previous will.

(b) All or part of an electronic will is revoked by:

(1) a subsequent will that revokes all or part of the electronic will expressly or by
inconsistency; or
(2) a physical act, if it is established by a preponderance of the evidence that the
testator, with the intent of revoking all or part of the will, performed the act or directed another
individual who performed the act in the testator’s physical presence.
Comment

Revocation by physical act is permitted for non-electronic wills. The difficulty with
physical revocation of an electronic will is that multiple copies of an electronic will may exist.
Although a subsequent will may revoke an electronic will, a testator may assume that a will may
be deleted by using a delete or trash function on a computer, as well as by other physical means.

Guided by the goal of giving effect to the intent of most testators, the E-Wills Act permits
revocation by physical act.
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Although a will may be revoked by physical act, revocation by subsequent will under
subsection (a)(1) is the preferred, and more reliable, method of revocation. The lack of a certain
outcome when revocation by physical act is used makes this form of revocation problematic.

Physical Act Revocation. The E-Wills Act does not define physical act, which could
include deleting a file with the click of a mouse or smashing a flash drive with a hammer. If an
electronic will is stored with a third party that provides a designated mechanism for revocation,
such as a delete button, and the testator intentionally pushes the button, the testator has used a
physical act. If a testator prints a copy of an electronic will, writing “revoked” on the copy would
be a physical act. Typing “revoked” on an electronic copy would also constitute a physical act, if
the electronic will had not been notarized in a manner that locked the document.

Sending an email that says, “I revoke my will,” is not a physical act performed on the
will itself because the email is separate from the will. The email could revoke the will under
subsection (a)(1) as a subsequent will, if the email met the formalities required under Section
5(a) or met the burden of proof under Section 6. Of course, if there were a separate physical act,
such as deleting an electronic will on an electronic device, such an email could be useful
evidence in interpreting the testator’s intent.

If a testator uses a physical act to revoke an electronic will, the party arguing that the
testator intended to revoke the will must prove the testator’s intent.

Multiple Originals. Although multiple copies of an electronic will may exist, a physical
act performed on one of them by the testator with the intent to revoke will be sufficient to revoke
the will. Traditional law applicable to duplicate originals supports this rule. RESTATEMENT
(THIRD) OF PROPERTY: WILLS & DON. TRANS. § 4.1, comment f, § 2 (1999) is illustrative:

If the testator executed more than one copy of the same will, each duplicate is considered
to be the testator’s will. The will is revoked if the testator, with intent to revoke, performs
a revocatory act on one of the duplicates. The testator need not perform a revocatory act
on all the duplicates.

Intent to Revoke. Revocation by physical act requires that the testator intend to revoke
the will. The E-Wills Act uses a preponderance of the evidence standard, which may be more
likely to give effect to the intent of testators with electronic wills than would a clear and
convincing evidence standard. A testator might assume that by deleting a document the testator
has revoked it, and a higher evidentiary standard could give effect to wills that testators intended
to revoke. The standard may increase the risk of a false positive but should decrease the risk of a
false negative. The preponderance of the evidence standard is consistent with the law for non-
electronic wills. RESTATEMENT (THIRD) OF PROPERTY: WILLS & DON. TRANS. § 4.1 (1999).

Example: Alejandro executes a will electronically, using a service that provides witnesses
and a notary. A year later Alejandro decides to revoke the will, but he is not ready to make a new
will. He goes to the website of the company that is storing his will, enters his login information,
and gets to a page that gives him the option to revoke the will by pressing a button labeled
revoke. He affirms the decision when a pop-up screen asks if he is certain he wants to revoke his
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will. When Alejandro dies, his sister (the beneficiary of the electronic will) produces a copy he
had sent her. The company provides information indicating that he had revoked the will,
following the company’s protocol to revoke a will. The evidence is sufficient to establish that
Alejandro intended to revoke his will, and under the E-Wills Act Alejandro’s compliance with
the company’s protocol would qualify as a physical act revocation. His sister will be
unsuccessful in her attempt to probate the copy she has.

Example: Yvette writes a will on her electronic tablet and executes it electronically, with
two neighbors serving as witnesses. She saves a copy on her home computer. The will gives her
estate to her nephew. Some years later Yvette decides she would prefer for her estate to be
divided by her two intestate heirs, the nephew and a niece. Yvette deletes the will file on her
computer, forgetting that she had given her tablet, which still has the will on it, to her nephew.
She deleted the file with the intent to revoke her will, and she tells one of the witnesses as well as
her niece that she has done so. When she dies her nephew produces the tablet and asserts that the
will is her valid will. Her niece and the witness can testify that Yvette intended to revoke her will
by the physical act of deleting the duplicate original on her computer. Under the E-Wills Act, a
court could reasonably conclude that a preponderance of the evidence supports a finding of a
physical act revocation. If the will on the computer had been deleted but the only person who
could testify about Yvette’s intent was the niece, the court might conclude that the niece’s self-
interest made her testimony less persuasive. The evidence in that case might not meet the
preponderance of the evidence standard, especially if the niece had access to Yvette’s computer.

Lost Wills. A testator’s accidental deletion of an electronic will should not be considered
revocation of the will. However, the common law “lost will” presumption may apply. Under the
common law, if a will last known to be in the possession of the testator cannot be found at the
testator’s death, a presumption of revocation may apply. The soft presumption is that the testator
destroyed the will with the intent to revoke it. RESTATEMENT (THIRD) OF PROPERTY: WILLS &
DoON. TRANS. § 4.1, comment j (1999). The presumption can be overcome with extrinsic
evidence that provides another explanation for the will’s disappearance. A house fire might have
destroyed the testator’s files. A testator may have misplaced or inadvertently discarded files; age
or poor health may make such inadvertence more likely. A person with motive to revoke and
access to the testator’s files might have destroyed the will. The presumption does not apply if the
will was in the possession of someone other than the testator.

If the document cannot be found and the presumption of revocation is overcome or does
not apply, the contents of the will can be proved through a copy or testimony of the person who
drafted the will.

Physical Act by Someone Other than Testator. A testator may direct someone else to
perform a physical act on a will for the purpose of revoking it. The testator must be in the
physical presence of the person performing the act, not merely in the person’s electronic
presence. The use of “physical presence” is intended to mean that the state’s rules on presence in
connection with wills apply—either line of sight or conscious presence. UPC § 2-507(a)(2)
relies on conscious presence.
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SECTION 8. ELECTRONIC WILL ATTESTED AND MADE SELF-PROVING
AT TIME OF EXECUTION.

(a) An electronic will may be simultaneously executed, attested, and made self-proving
by acknowledgment of the testator and affidavits of the witnesses.

(b) The acknowledgment and affidavits under subsection (a) must be:

(1) made before an officer authorized to administer oaths under law of the state in
which execution occurs [or, if fewer than two attesting witnesses are physically present in the
same location as the testator at the time of signing under Section 5(a)(2), before an officer
authorized under [cite to Revised Uniform Law on Notarial Acts Section 14A (2018) or
comparable provision of the law of this state]]; and

(2) evidenced by the officer’s certificate under official seal affixed to or logically
associated with the electronic will.

(c) The acknowledgment and affidavits under subsection (a) must be in substantially the
following form:

I, , the testator, and, being sworn, declare to the
(name)

undersigned officer that I sign this instrument as my electronic will, I willingly sign it or
willingly direct another individual to sign it for me, I execute it as my voluntary act for the
purposes expressed in this instrument, and I am [18] years of age or older, of sound mind, and

under no constraint or undue influence.

Testator

We, and ,
(name) (name)

witnesses, being sworn, declare to the undersigned officer that the testator signed this instrument
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as the testator’s electronic will, that the testator willingly signed it or willingly directed another
individual to sign for the testator, and that each of us, in the physical [or electronic] presence of
the testator, signs this instrument as witness to the testator’s signing, and to the best of our
knowledge the testator is [18] years of age or older, of sound mind, and under no constraint or

undue influence.

Witness

Witness
Certificate of officer:

State of

[County] of

Subscribed, sworn to, and acknowledged before me by

(name)
the testator, and subscribed and sworn to before me by and
(name)
, witnesses, this day of ,
(name)
(Seal)
(Signed)
(Capacity of officer)

(d) A signature physically or electronically affixed to an affidavit that is affixed to or
logically associated with an electronic will under this [act] is deemed a signature of the

electronic will under Section 5(a).
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Legislative Note: A state that has not enacted the Uniform Probate Code should conform Section
8 to its self-proving affidavit statute. The statements that the requirements for a valid will are
met and the language required for the notary’s certification should conform with the
requirements under state law.

A state that has authorized remote online notarization by enacting the 2018 version of the
Revised Uniform Law on Notarial Acts should cite to Section 14A of that act in subsection (b)(1).
A state that has adopted a non-uniform law allowing remote online notarization should cite to
the relevant section of state law in subsection (b)(1).

A state that does not permit an electronic will to be executed without all witnesses being
physically present should omit the bracketed language in subsection (b)(1) and the words “or
electronic” in subsection (c) and Section 5(a)(3).

Comment

If an officer authorized to administer oaths (a notary) is in a state that has adopted Section
14A of RULONA or a comparable statute, the notary need not be physically present. However, if
the state has not adopted a statute allowing remote online notarization, the notary must be
physically present in order to administer the oath under the law of that state.

Remote Online Notarization. Section 14A of RULONA provides additional protection
through a notarization process referred to as “remote online notarization.” In remote online
notarization, the person signing a document appears before a notary using audio-video
technology. Depending on state law, the document can be paper or digital, but the signer and the
notary are in two different places. Extra security measures are taken to establish the signer’s
identity.

The E-Wills Act requires additional steps to make an electronic will with remote
attestation self-proving. If the testator and necessary witnesses are in the same physical location,
the will can be made self-proving using a notary who can notarize an electronic document but
who is not authorized to use remote online notarization. However, if anyone necessary to the
execution of the will is not in the same physical location as the testator, the will can be made
self-proving only if remote online notarization is used.

Signatures on Affidavit Used to Execute Will. Subsection [(d)] addresses the problem
that arises when a testator and witnesses sign an affidavit, mistakenly thinking they are signing
the will itself. UPC § 2-504(c) incorporated this provision into the UPC in 1990 to counteract
judicial interpretations in some states that had invalidated wills where this mistake had occurred.

Time of Affidavit. Under the UPC a will may be made self-proving at a time later than
execution. The E-Wills Act does not permit the execution of a self-proving affidavit for an
electronic will other than at the time of execution of the electronic will. An electronic will has
metadata that will show the date of execution, and if an affidavit is logically associated with an
electronic will at a later date, the date of the electronic will and the protection provided by the
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self-proving affidavit may be uncertain. If a testator fails to make an electronic will self-proving
simultaneously with the will’s execution, the testator can later re-execute the electronic will. The
additional burden on the testator is justified given the possible confusion and loss of protection
that could result from a later completion of an affidavit.

SECTION 9. CERTIFICATION OF PAPER COPY. An individual may create a
certified paper copy of an electronic will by affirming under penalty of perjury that a paper copy
of the electronic will is a complete, true, and accurate copy of the electronic will. If the electronic
will is made self-proving, the certified paper copy of the will must include the self-proving

affidavits.

Legislative Note: A state may need to change its probate court rules to expand the definition of
what may be filed with the court to include electronic filings.

Court procedural rules may require that a certified paper copy be filed within a prescribed
number of days of the filing of the application for probate. A state may want to include
procedural rules specifically for electronic wills.

SECTION 10. UNIFORMITY OF APPLICATION AND CONSTRUCTION. In
applying and construing this uniform act, consideration must be given to the need to promote
uniformity of the law with respect to its subject matter among states that enact it.

SECTION 11. TRANSITIONAL PROVISION. This [act] applies to the will of a
decedent who dies on or after [the effective date of this [act]].

Comment

An electronic will may be valid even if executed before the effective date of the E-Wills
Act, if it meets the E-Wills Act’s requirements and the testator dies on or after the effective date.

SECTION 12. EFFECTIVE DATE. This [act] takes effect . . . .
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Chapter 5

CONNELLY V. UNITED STATES, TAX IMPACT OF
SHAREHOLDER “BUY SELL” AGREEMENTS

BACKGROUND

A subset of estate planning is “business succession” planning. Insofar as some of a client’s
wealth is tied up in closely held business entities, it is important to consider not only
general concepts of estate planning, but also business succession issues. This key issue
was presented in the recent United State Supreme Court case of Connelly v United States!
discussed below. It is very unusual to have the United States Supreme Court weigh in on a
tax case but in this year, the court decided both Connelly and Moore v United States? which
held that the government could tax unrepatriated and unrealized foreign income. The Court
sidestepped a larger issue for estate planers on the question of whether a wealth tax would
be constitutional. In a footnote, the majority opinion found that the court was not
addressing that issue.

Please note that the Connelly case has been discussed for several years as it made its way
through the court system. In 2021, it was decided at the trial level in the Eastern District
of Missouri, St. Louis. In 2023 when the decision of the Eighth Circuit3 was rendered,
Connelly received more attention as the Eighth Circuit was, in large part, contrary to the
Eleventh Circuit case of Estate of Blount v. Commissioner.* After the loss in the Eighth
Circuit, the Connelly family quickly filed an appeal to the United States Supreme Court.

BUY SELL AGREEMENTS GENERALLY

A common legal document entered into by co-owners of closely held business interests,
corporations and limited liability companies (LLCs), is the Shareholder Agreement or “Buy
and Sell” Agreement. For a corporation, these terms are set forth in a separate legal
document among shareholders. The provisions discussed below can also be incorporated
into an “Operating Agreement” which is the principal formation document for an LLC or

1 144 S. Ct. 1406 No. 23-146 (decided June 6, 2024).
2 144 S. Ct. 1680 (2024).
3 70 F.4th 412 (8th Cir. 2023).

4 T.C. Memo 004-116, aff’d in part rev’d in part 428 F.3d 338 (11th Cir. 2005).
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partnership.5 There may be other issues addressed in a Shareholder Agreement but at
issue here is the effect of the agreement on the passing of one of the shareholders, hence,
the impact for estate planning.

Typically, during the life of an owner/shareholder/member, the Shareholder Agreement will
contain restrictions on transfers outside of an immediate group. A closely held entity can
be viewed as a contractual arrangement (or “partnership”) where the owners want to deal
exclusively with individuals that they know and trust. However, ownership interests are
freely saleable to unrelated persons (or even attachable by creditors) unless further
restrictions are considered. These restrictions are typically incorporated into the
Shareholder Agreement.

Sometimes in addition to testamentary provisions, a Shareholder Agreement will
incorporate provisions concerning lifetime transfer restrictions. Sometimes, a buy-out can
be activated upon (i.e., “triggered upon”) other events such as disability of a shareholder or
even retirement, termination of employment, dissolution of a marriage of a shareholder or
bankruptcy of a shareholder. Sometimes a Shareholder Agreement can provide for other
business-related mandates. For example, sometimes the agreement can call for the need
for a supermajority on certain significant business transactions or it can contain an
obligation on the part of minority shareholders to sell out on comparable terms to a
majority shareholder, if the controlling party desired. These business-related terms can
be useful in the context of a Shareholder Agreement for defining rights and obligations.

Notwithstanding the lifetime provisions that can be very useful, the purpose of our
suggestion to consider a Shareholder Agreement as part of any estate plan is to establish
mandatory buy-out terms in the event of a death of a shareholder. From the standpoint of
a decedent’s estate, often the minority interest in a closely held entity has little or no value
to outside third parties. Even to the majority shareholder, the existence of minority
shareholders may diminish the value of the interest at the passing of the majority holder.
Thus, a well-executed and planned out buy-sell Shareholder Agreement can benefit both
sides, decedent and survivor(s).

For the minority owners, the terms can often serve as a means of providing liquidity to the
estate of a deceased participant. This is helpful because their family can be assured that
they receive cash proceeds from sale of the entity rather than holding a continued interest
with little value, no value or diminishing value. From the standpoint of the surviving
shareholders, the use of a Shareholder Agreement mandatory buy provision allows for

5 This paper uses the term “Shareholders Agreement” as a general term for description; however, the
provisions can be incorporated into a partnership agreement, Operating Agreement or other binding
agreement of the parties.
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continuing unfettered control over an interest in the closely held business without potential
adverse interferences from family members of the deceased shareholder. In other words,
the rights of the minority can only serve to create difficulty with the majority in the context
of continuing the business operations. Thus, the ability to acquire the interest upon the
passing of a shareholder provides the survivor with the assurance that they continue
operations without distractions from potential co-owners.

Typically, a Shareholder Agreement will incorporate terms for valuation of the interest
either through formula or by selecting an appraiser to perform this function. The buy-out
agreement can designate whether or not “discounts” as to the minority interest should be
applied or not. Further, the Shareholder Agreement can provide for payment terms,
whether requiring an immediate payment or whether payment could be made via
promissory note over an extended term. One usual concern of the surviving party would
be that the entire entity could be worthless if the payment terms create significant debt on
the entity making the cash flow obligation too onerous for the continuing operations. This
concern is particularly acute if the buy-out event occurs in an economic downturn.

Some Shareholder Agreements are funded by the acquisition of life insurance policies. In
other words, if two co-owners each owned a policy on their partner, they could use the
receipt of the death benefit as payment for the purchase price on the underlying investment
entity. The amount of the death benefit can be used as a floor for the valuation of the
interests (so that the deceased party’s family gets at least the insurance proceeds). Buy-
out terms can be established either as a “redemption” agreement (where the entity acquires
and extinguishes the interests of a deceased partner) or as a form of “cross purchase”
agreement where each shareholder owns policies on the other and independently acquires
the interest individually rather than through their interest in the corporation.

The use of a cross—purchase buyout agreement is often favored as it provides the surviving
shareholder with income tax “basis” in the entity thereby alleviating income tax obligations
upon the eventual sale to an outside third party. As is illustrated in Connelly,¢ a redemption
agreement can create significant issues related to the value of the interest in the hands of
the deceased shareholder.

I.R.C. SECTION 2703

I.R.C. Section 2703(a)7 is an estate tax provision addressing the means of valuing certain
assets (like a closely held entity) in the hands of a decedent. When the fair market value of

6 144 S. Ct. 1406 No. 23-146 (2024).

7 Unless otherwise indicated, all references to “section” or “§” are to the Internal Revenue Code of 1986,
as amended by the Tax Cuts and Jobs Act (“TCJA”), and all references to “Treas. Reg. §,” “Temp. Treas.

www.kulzerdipadova.com
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the interest in a company is among members of the same family, a contractual provision
such as a buy-sell agreement, will be disregarded in determining the estate or gift tax
value.

I.R.C. Section 2703(b) is an exception to the rule of I.R.C. Section 2703(a). I.R.C. Section
2703(a) provides that generally an option or agreement to acquire property is disregarded
if the price is below fair market value. However, I.R.C. Section 2703(b) allows the buy-sell
agreement to control the value for estate tax purposes if three standards are met. First,
the arrangement must be a bona fide business arrangement. Second, the arrangement
cannot be a device to transfer the property to members of the decedent’s family for less
than full and adequate consideration in money or money’s worth. Third, the agreement’s
terms need to be comparable to similar arrangements entered into by persons in an arms’
length transaction. Because of the second prong of I.R.C. Section 2703(b), these provisions
are limited to agreements among family members. For this purpose, applicable family
members include the descendants of parents of the party in question, or that of his/her
spouse or other natural objects of his/her bounty.

By contrast, for New Jersey inheritance tax purposes this Internal Revenue Code provision
does not apply. The New Jersey inheritance tax does not apply to transfers to descendants,
but it can create a tax cost if a buy-sell agreement sets the stock at less than market
because any excess value to an unrelated individual can be treated as a “transfer’ subject
to New Jersey inheritance tax.8

Remember that when the parties enter into a binding agreement, there are two key issues
that should be considered. First, the agreement is BINDING on the parties notwithstanding
the terms. In Estate of Cohen v Booth Computers,® the buy out was based on “book value”
and not fair market value. The seller argued that the terms were unconscionable and the
court held that:

Disparity in price between book value and fair market value, where a buyout
provision is clear, is not sufficient to "shock the judicial conscience" and to warrant
application of the doctrine of unconscionability. This view is consistent with the

Reg. §,” and “Prop. Treas. Reg. §,” are to the final, temporary, and proposed regulations, respectively,
promulgated thereunder (the “Regulations”), as in effect as of 2024. All “Service” or “IRS” references are
to the Internal Revenue Service.

8 See, NJ.S.A. 54:34-5; See Grell v. Kelly, 132 N.J. Eq. 593 (N.J. Prerog. 1944). See also, Schroeder v.
Zink, 4 N.J. 1 (1950).

9 Estate of Cohen v Booth Computers 421 N.J. Super. 134, 22 A.3d 991 (App Div. 2011).
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basic principle that where the terms of the contract are clear, it is not the court's
function to make a better contract for either of the parties.10

Thus, the parties may be restricted to the agreement. Moreover, while the parties together
can change the agreement as many times as they would like, no change can be made
unilaterally.

THE CONNELLY CASE- FACTS

In the Estate of Connelly v. United States,'' the United States Supreme Court affirmed both
the opinions of the United States District Court for the Eastern District of Missouri and the
Eighth Circuit Court of Appeals. The District Court found that a buy-sell agreement did not
set a value for the decedent’s interest in a closely held corporation and the insurance
proceeds of a life insurance policy held by the company to redeem the deceased’s shares
was to be included in the value of the company. The Eighth Circuit affirmed the District
Court and the taxpayer appealed.

Michael Connelly owned seventy-seven percent (77%) of Crown C Supply, Inc., a closely held
family business that sold roofing and siding materials. His brother Thomas owned the
other twenty-three percent (23%) and thus, they were the only two shareholders. The
brothers entered into a stock purchase agreement that gave a surviving brother the right
to purchase the stock from the estate of the deceased brother (a ‘cross purchase’
agreement). If the cross—purchase option was not exercised, the agreement required the
company to buy back the shares of the first brother to die (i.e., a redemption agreement). In
addition, the agreement required the brothers to negotiate an “Agreed Value” each year for
the purchase price and attach a certificate of value to the agreement each year. If they did
not, the agreement provided that purchase price would be decided by appraisal. The
company purchased a $3.5 million life insurance policy on each brother to ensure it had
enough funds to buy the shares in the event of either brother’s passing.

The brothers never created an “Agreed Value” so when Michael passed, there was no
executed certificate of agreed value to set the purchase price. Moreover, instead of
obtaining two or more appraisals, as called for in the agreement, the company and surviving
brother determined that the price should be $3 million to be paid to Michael’s estate for
his seventy-seven percent (77%) share (e.g., the operating value of the Company was

10 CSFB 2001 -CP-4 Princeton Park Corp. Ctr. v. SB Rental I, LLC, 410 N.J. Super.114, 120 (App. Div.
2009). See also G & S Invs., supra, 700 P.2d at 1368 (refusing to rewrite buyout provision "based upon
subjective notions of fairness arising long after the agreement was made or because the agreement did
not turn out to be an advantageous one").

" 144 S. Ct. 1406 No. 23-146 (2024)
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$3.89M and seventy-seven percent (77%) was therefore $3M) . The company redeemed the
shares and the excess $500,000 of life insurance was retained by the company.

THE DISTRICT COURT

Aside from the life insurance proceeds, the estate felt that the company was worth roughly
$3.89 million on Michael’s passing and that meant that his seventy-seven percent (77%)
interest had the value of $3.0 million. The estate (Thomas as executor) used that value for
the federal estate tax return. The position of the estate was that the estate received the
$3,000,000 that it was properly owed and that the life insurance death benefit would not
be a factor in the valuation. However, the estate believed that even if the life insurance was
included in the company value (increasing the value from $3.89M to $6.89M), there would
be an offset to the company value because of the purchase obligation created a “liability”
under the agreement and that purchase obligation offset the value of the life insurance,
returning the value to $3.89M.

The IRS disagreed with the estate position. According to the IRS the company was worth
$6.89 million because the IRS /nc/uded the life insurance death benefit in the calculation
(in other words, the IRS agreed to the $3.89M value for the actual operating company but
it added the $3.0M life insurance death benefit, a non-operating asset). Thus, the IRS
determined Michael’s seventy-seven percent (77%) interest was worth $5.2 million ($6.89M
times 77% owned by the estate) and assessed a $1 million estate tax.!2

The IRS argued that the stock purchase agreement was not a bona fide business
arrangement and that the brothers did not follow the agreement in good faith. The District
Court agreed with the IRS that I.R.C. Section 2703(b) was not satisfied because the
arrangement was a method to transfer wealth to the decedent’s sibling for less than full
and adequate consideration mainly because the methodologies for determining price as set
in the stock purchase agreement were not followed.

EIGHTH CIRCUIT APPEALS COURT

At the Circuit Court, the estate conceded that I.R.C. Section 2703(b) was not applicable
(because they did not follow the terms). However, they argued that the Eleventh Circuit case
of Blount v Commissioner'3 should control the terms of their buyout plan. The analysis of
that case found that the Shareholder’s agreement created a “redemption liability” to offset

12 Note that the issue might not have created an estate tax had Michael lived past 2017 since the estate
tax exemption thresholds have been increased. If there had been an $11M-$14M exemption, perhaps
the entire $5.2M value could have been sheltered by Michael’s Basic Exclusion Amount.

13 428 F. 3d 1338 (11t Cir 2005).
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the inclusion of the life insurance death benefit in the value of the company. The 8th Circuit
in Connelly'* disagreed with the taxpayer and found that the tax code required that the
non-operating asset, like the death benefit, would be included in the value of the company.
At the moment of Michael’s passing, the value of the asset he owned was seventy-seven
percent (77%) of an entity that was worth $6.89M which included the death benefit. Thus,
the Circuit court concluded that the life insurance proceeds received by the company on
the death of the first brother needed to be included in the value of the company when
determining the appraisal value and held for the IRS.

The court felt that an obligation to redeem shares at death is not to be treated as an
ordinary debt in the business sense. A buyer of the shares at Michael’s passing would
receive the benefit of that extra value. While the court considered whether I.R.C. Section
2042 (which includes life insurance death benefit in an estate) should also apply because
of Michael’s controlling interest, it found that this Code section did not control.

UNITED STATES SUPREME COURT

The Supreme Court unanimously affirmed the Eighth Circuit decision. Justice Thomas,
writing for the Court, felt that the value of the corporation that Michael owned, and hence
the amount his estate owned, was the value of the operating business p/us the life insurance
death benefit. The court rejected the estate’s argument that the “redemption liability”
created by the shareholder’s agreement should reduce the value and hence, the Court
overruled the 11t Circuit decision in Estate of Blount.

Interestingly, the Court described its decision as “narrow.” While this seems to be the last
word, it appears that the court determination means that the decision between a cross
purchase and redemption makes a substantive difference even though in effect there is
no reason that they should be treated differently. The Court reasoned that the
redemption price should be ignored because the result would be to shift value to the
surviving brother. The Court stated:

No willing buyer purchasing Michael’s shares would have treated Crown’s obligation
to redeem Michael’s shares at fair market value as a factor that reduced the value
of those shares. . . . Anyone purchasing Michael’s shares would acquire a 77.18
percent stake in a company worth $6.86 million, along with Crown’s obligation to
redeem those shares at fair market value. A buyer would therefore pay up to $5.3
million for Michael’s shares. . . . redemption obligations are not necessarily
liabilities that reduce a corporation’s value for purposes of the federal estate tax.

14 70 F.4th 412 (8th Cir. 2023).
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The Court used the following example to make its point. This was seemingly the rationale
for the Court holding.

An obligation to redeem shares at fair market value does not offset the value of life-
insurance proceeds set aside for the redemption because a share redemption at fair
market value does not affect any shareholder's economic interest. A simple example
proves the point. Consider a corporation with one asset—$10 million in cash—and
two shareholders, A and B, who own 80 and 20 shares respectively. Each individual
share is worth $100,000 ($10 million = 100 shares). So, A's shares are worth $8
million (80 shares x $100,000) and B's shares are worth $2 million (20 shares x
$100,000). To redeem B's shares at fair market value, the corporation would
thus have to pay B $2 million. After the redemption, A would be the sole shareholder
in a corporation worth $8 million and with 80 outstanding shares. A's shares would
still be worth $100,000 each ($8 million + 80 shares). Economically, the redemption
would have no impact on either shareholder. The value of the shareholders’
interests after the redemption—A's 80 shares and B's $2 million in cash—would be
equal to the value of their respective interests in the corporation before the
redemption. Thus, a corporation's contractual obligation to redeem shares at fair
market value does not reduce the value of those shares in and of itself.

As to the argument that the Court finding would make planning more difficult, the Court
dismissed the estate position stating:

He reasons that if life-insurance proceeds earmarked for a share redemption are a
net asset for estate-tax purposes, then “Crown would have needed an insurance
policy worth far more than $3 million in order to redeem Michael's shares at fair
market value.” Brief for Petitioner 33. True enough, but that is simply a consequence
of how the Connelly brothers chose to structure their agreement. There were other
options. For example, the brothers could have used a cross-purchase agreement—
an arrangement in which shareholders agree to purchase each other's shares at
death and purchase life-insurance policies on each other to fund the agreement.'>
A cross-purchase agreement would have allowed Thomas to purchase Michael's
shares and keep Crown in the family, while avoiding the risk that the insurance
proceeds would increase the value of Michael's shares. The proceeds would have
gone directly to Thomas—not to Crown. But, every arrangement has its own
drawbacks. A cross-purchase agreement would have required each brother to pay

15 See S. Pratt, Valuing a Business 821 (6th ed. 2022).
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the premiums for the insurance policy on the other brother, creating a risk that one
of them would be unable to do so. And, it would have had its own tax consequences.
By opting to have Crown purchase the life-insurance policies and pay the premiumes,
the Connelly brothers guaranteed that the policies would remain in force and that
the insurance proceeds would be available to fund the redemption. As we have
explained, however, this arrangement also meant that Crown would receive the
proceeds and thereby increase the value of Michael's shares. Thomas’ concerns
about the implications of how he and Michael structured their agreement are
therefore misplaced. (Emphasis supplied).

This issue seems to be more important for smaller and midsized company clients
since an insured buyout might be less cost effective for a $100M company or larger.
Having the company pay for premiums should not have allowed an income tax
deduction for the personal insurance.

LESSONS FROM CONNELLY

Connellyis an instructive case in practice and will upset many corporate shareholder estate
plans. It looks like, without legislation, this case will represent the final word. It provides a
refresher that should be considered when counseling owners of closely held companies.
For clients that hold Redemption agreements, a restructuring may be due.

Here are some key take aways:

USE A CROSS—PURCHASE WHEN POSSIBLE

First, consider use of a cross-purchase agreement rather than a redemption
agreement. If the cross—-purchase method is used, the other parties own the life
insurance death benefit and not the company. As the Court noted, this serves as a
means of protecting from that argument arising. It is true that the parties may not
keep the life insurance in place but a cross-purchase agreement could require that
the brothers inform each other at periodic intervals that the insurance is in-force or
even mandate that they provide proof from the Insurance carrier. It has been
suggested in the literature that it is possible to carefully draft a redemption
agreement to avoid the implications of Connelly. That approach may be risky for
some in light of a Supreme Court decision that is so closely related to the
redemption plan.

CROSS—PURCHASE PROVIDES INCOME TAX BENEFIT

A cross-purchase agreement is preferred for another income tax reason. With the
redemption, while the value of Thomas's interest in Crown C Supply has increased,
he has not received any additional income tax basis in his shares. In the event that

www.kulzerdipadova.com
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he had received the death benefit and purchased the shares from Michael's estate,
his continuing income tax basis in the company would be his purchase price, e.g.,
much higher. This can have a huge effect if the companies is ever sold. It can also
have a huge effect for limited liability companies and other pass-through entities.

Do NotT FORGET I.R.C. SECTION 2703

If clients have shareholder buy-sell agreements, determine if I.R.C. Section 2703
applies and care should be taken to follow the agreement terms. If agreed value is
to be set, the parties should be cognizant that it may not set value for estate tax.
For family agreements, a formula buyout approach is a preferred option but many
clients like the simplicity of setting the value. If the agreed value method is
contained in the agreement, the value should be based upon some formulaic
approach so the family can argue that it fits within the confines of I.R.C. Section
2703. While it is possible that the family may not care about estate tax issues due
to the currently high estate tax exemption thresholds,'¢ the operative terms may
not come to fruition for many years or decades. No one knows what the law will
provide at that time.

As importantly, if a shareholder passes away, look at the agreement and follow its
terms. Do not, as the Connelly’s did, make up their own rules.

REMEMBER THE NEW JERSEY INHERITANCE TAX

Next, insofar as the buy-sell terms will not apply for New Jersey inheritance tax
purposes, make sure that the agreement provides that the buyers pay the
inheritance tax, if any, that gets assessed. If the agreement is silent and the
decedents estate plan provides that taxes are paid by the “residue” of the estate,
the family may be burdened by additional unexpected and unwarranted tax bill.

DIFFICULTY WITH MULTIPLE PARTY AGREEMENTS

While it is relatively easy for have a cross-purchase agreement for two shareholders,
the maintenance of cross purchase agreements with multiple owners is problematic.
In this case, Michael could have owned a policy on Thomas and Thomas could have
owned a policy on Michael, two policies in total. Had there been a third brother, Joe,
each brother would have had to have owned two policies, one on the life of each
brother. Thus, there would be SIX policies in total. With four owners the problem

6 Under the 2017 Tax Cuts and Jobs Act of 2017, the 2025 basic exclusion amount is $13,990,000
indexed for inflation. While current law will cut that figure in half in 2026 and beyond, no one knows
what the future fate of the exemptions will be.
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multiplies. Each party needs to own three life insurance policies, one on each partner
and there would be TWELVE policies in total.

CROSS—PURCHASE OF MULTIPLE PARTIES

Use a cross-purchase agreement with multiple owners but have the non-insured
shareholders own the policy on the insured. For example, if there are three owners,
Michael, Thomas and Joe, Michael and Thomas could own the policy on Joe, Thomas
and Joe could own the policy on Michael and Michael and Joe could own the policy
on Thomas. Thus, rather than six polices (or more for more partners) there is only
one policy for each shareholder. See below for the possible ‘transfer for value issues’
raised and there might be difficulties getting multiple signatures on anything to do
with the policies due to multiple owners. Sometimes this is not a preferred approach
by the insurance agents.

REMEMBER THE ‘“TRANSFER FOR VALUE’ RULE

Under L.LR.C. Section 101(a)(1) the receipt of a life insurance death benefit is income
tax free. However, under L.R.C. Section 101(a)(2), if the policy was subject to a
‘transfer for valuable consideration,” the exclusion may not apply. Like many things
in the tax code, there are some exceptions to this exception in I.R.C. Section
101(a)(2) (A) and (B), like a gift where the recipient has the same income tax basis
and the transferor, where the insured receives the policy back or where the transfer
is to a partner or partnership in when the insured is a partner or to a corporation in
which the insured is a shareholder or officer. Thus, where new partners are
admitted, there can be a problem.

Example: Suppose in the corporation noted above where Thomas (T), Michael (M)
and Joseph (J) are shareholders and J decides to retire and sell his interest. He is
holding policies on T and M and suppose he is selling his interest to Doug (D). As
part of the sale, D acquires the policies on T and M. Unless there is a partnership
that includes all the parties, the acquisition by D could render the eventual receipt
of the death benefit into taxable income.

USE A SINGLE LLC TO OWN THE LIFE INSURANCE

Some planners utilize a single partnership (or LLC) to hold the life insurance policies.
This can be a useful approach for business reasons since the parties can be certain
that the policies stay in force. However, query, if the decedent owns an interest in
the partnership, doesn’t that increase the value of the estate? That would
presumably be invoked under the rationale in Connelly.

www.kulzerdipadova.com
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USE MULTIPLE LLCS FOR THE LIFE INSURANCE

Suppose the parties create a separate LLCs to own the policies. In the example where
Thomas (T), Michael (M) and Joseph (J) are shareholders, there could be

e an LLC held by M and ] that owns policies on T, (MJ LLC);
e an LLC held by T and J that owns policies on M (TJ LLC); and
e an LLC held by T and M that holds policies on J (TM LLC).

Are these really partnerships that qualify even though there is no real business
purpose?

Anyway, in this context, the transfer for value “problem” noted above by having
Doug (D) buy into J’s interest is solved because he would be buying into the MJ and
TJ LLCs and therefore, he is not “buying” the policy and the arrangement invokes
the “partner of the insured” exception to I.R.C. Section 101 (a)(2).

CONSIDER THE USE OF A TRUST ARRANGEMENT

Another alternative is to consider having the parties create an irrevocable trust or
escrow agreement to hold all of the policies, one policy on each of the owners. The
life insurance death benefit collected on the passing of any of the parties could be
used to effectuate the purchase the shares of the decedent. The trust could provide
that the purchased shares are to be distributed to the surviving shareholders, like a
cross-purchase. Query, has the decedent shareholder given up all interest in the
trust needed to keep it from his/her estate even if he/she could benefit if one of
the other parties predeceased? The agreement should be clear that the trustee is
holding policies on and insured shareholder for the benefit of the other non-insured
shareholders.

TRANSFER FOR VALUE IN THE TRUST SETTING

In these situations, one must be mindful of I.R.C. Section 101 rule which provides
that the receipt of a life insurance death benefit is usually not taxable income. There
is an exception to the rule if the policy has been subject to a “transfer for valuable
consideration.” If there is a ‘transfer for value,’ the death benefit received is taxable
income. Arguably, the deceased shareholder is selling the interest in the policies on
the other shareholders when he/she sells the shares. Does that invoke the transfer
for value rule? Planning can be done to avoid the ‘transfer for value’ by having each
of the parties also enter into a partnership. A transfer to a partner of an insured is
not subject to the transfer for value taxation rule under I.R.C. Section 101(a)(2)(B).
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CONSIDER INCOME TAX ISSUES

What are the income tax consequences to Michael’s estate on the sale of the shares?
Presumably, Michael’s estate received a step-up income tax basis to $5.2M under
the rationale of the case. Under contract law, the obligation to sell is binding
irrespective of the tax consequences.'” Thus, there would be a $2.2M loss to his
estate. Is that correct? Is it limited by I.R.C. Section 267 of the Internal Revenue Code
which limits the realization of certain losses on interfamily sales.

DOES THE REDEMPTION EVER DIMINISH THE VALUE OF THE CORPORATION

In footnote 2 of the Supreme Court decision, Justice Thomas says “[w]e do not hold
that a redemption agreement can neverdecrease a corporations value.” He suggests
that a redemption that forces sale of operating assets could reduce future earnings
capacity. Does this mean that “tax effecting” corporate stock would be permitted.
Some valuation experts (and case law) say that a buyer would take into account
income tax costs inside an entity in valuation. Perhaps this footnote helps that
argument?

17

See Estate of Cohen v Booth Computers 421 N.J. Super. 134, 22 A.3d 991 (App Div. 2011).
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