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NOTABLE DEVELOPMENTS OF INTEREST TO ESTATE PLANNERS

PART 1 – PLANNING FOR 2014 AND BEYOND
I.

WHERE WE ARE TODAY
A.

The Traditional Rule: Make Gifts; Basis Concerns Secondary
1.

The year 2013, with the enactment of the American Taxpayer Relief Act of 2012

(“ATRA”) and the imposition of the 3.8% Medicare contribution tax on unearned passive income that was enacted
as part of the Patient Protection and Affordable Care Act (“PPACA”), marked a significant change in perspective for
estate planners.
2.

For years, estate planning entailed aggressively transferring assets out of the estate of

high-net-worth individuals during their lifetimes to avoid the imposition of estate taxes at their deaths. Inter-vivos
transfers obviously precluded the decedent’s estate from being entitled to a “step-up” in basis adjustment under
section 1014 of the Internal Revenue Code of 1986, as amended (the “Code”). Because the estate tax rates were
significantly greater than the income tax rates, the avoidance of estate taxes (typically to the exclusion of any
potential income tax savings from the “step-up” in basis) was the primary focus of tax-based estate planning for
wealthy individuals.
B.

The New Tax Landscape
1.

Generally
a.

The new tax landscape for estate planners has been transformed by increased

income tax rates, and the falling transfer tax liability, at both the Federal and state level. On the Federal side, the
income and transfer tax provisions that became effective January 1, 2013, were enacted as part of ATRA and
PPACA. In the states, many states increased their income tax rates, and a number of states continued the trend of
repealing their state death tax (estate and inheritance tax).
(1)

Summary of the Pertinent Transfer Tax Provisions
(a)

The top federal estate, gift, and GST tax rate is 40%.

(b)

The basic applicable exclusion amount (sometimes referred to
as the “Applicable Exclusion Amount” or the “Applicable
Exclusion”) for each individual is $5 million, indexed for
inflation after 2011 ($5.25 million for 2013).
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(2)

2.

(c)

Reunification of the estate, gift and GST tax system (providing
a GST exemption amount equal to the basic Applicable
Exclusion Amount under § 2010(c) of the Code).

(d)

Permanent instatement of the “portability” of a deceased
spouse’s unused exclusion amount (“DSUEA”).

(e)

Repeal of the “sunset” provision with respect the foregoing
transfer tax provisions.

Pertinent Income Tax Provisions
(a)

Increase of the highest Federal ordinary income tax bracket to
39.6%.

(b)

Increase of the highest Federal long-term capital gain bracket to
20%.

(c)

Increase of the highest Federal “qualified dividend income” rate
to 20%.

The 3.8% Medicare Tax on Net Investment Income
a.

Section 1411 of the Affordable Care Act (technically two acts - - the Health

Care and Education Reconciliation Act of 2010 and the Patient Protection and Affordable Care Act) imposes a
surtax of 3.8% on the unearned income of individuals, estates, and trusts for taxable years beginning after December
31, 2012. In common parlance this is called the Medicare Tax (or sometimes the Obamacare Tax). This is a new
tax, not simply an increase in tax rates. The IRS has issued final regulation (T.D. 9644) and proposed regulation
(REG-130843-13) covering various issues.
For individuals, the tax is 3.8% of the lesser of (a) the individual’s modified adjusted gross income in
excess of a threshold amount ($200,000 for individuals and $250,000 for couples), and (b) the individual’s net
investment income.
For estates and trusts, the tax is 3.8% of the lesser of (a) the estate or trust’s adjusted gross income (under
§67(e)) in excess of the highest income tax bracket threshold ($12,150 for 2014), or (b) the estate or trust’s
undistributed net investment income.
Interestingly, the threshold for individuals is not indexed but for estates and trusts it is the dollar value for
the highest income tax bracket for estates and trusts, which is indexed. Of course, the threshold is very low.
Section 643(f) prevents the use of multiple identical trusts to lower the tax.

2

b.

The effect of the Medicare Tax is to increase the tax rate on trusts. To the extent

that beneficiaries are in a lower income tax rate, there is an incentive to make trust distributions that must be
balanced against the tax and non-tax reasons for retaining distributions in trust.
If distributions may be made to charity that may be helpful, assuming the relevant beneficiary or
beneficiaries are charitably inclined. The trust may be amended or Revenue Ruling 2004-5 may be used if the trust
lacks charitable distribution provisions.
Gifts by partnerships or LLCs are deductible proportionately by the partners or members. IRC § 702(a)(4).
Rev. Rul. 96-11, 1996-1 C.B. 140, holds that when a partnership makes a charitable contribution of property, the
basis of each partner’s interest in the partnership should be decreased, but not below zero, by the partner’s share of
the partnership’s basis in the property contributed. Similarly, a partner’s charitable deduction for the contribution of
appreciated property by the partnership does not seem to be limited to her share of the partnership’s basis in the
assets. See Private Letter Ruling 8405084. Thus, contributions of appreciated property by partnerships preserve the
tax benefit of receiving a deduction at fair market value for the contribution of appreciated property; the unrealized
appreciation is not transferred to the partner’s interest in the partnership.
Rev. Rul. 2004-05, 2004-3 IRB 295, provides that a trust which is a partner will benefit from a charitable
contribution made by the partnership even if the trust itself has no charitable beneficiaries. The Ruling does not
state how the trust came to be a partner. May a trust with no charitable beneficiaries become a partner in a
partnership which allows charitable contributions without the consent of the trust partner? Presumably the answer is
yes so long as the beneficiaries are agreeable. PLR 201225004 involved a trust claiming the section 642(c)
deduction for income distributed to charity and the requirement that the income be distributed “pursuant to the terms
of the governing instrument.” Here, the distribution was directed by a beneficiary’s exercise of a lifetime special
power of appointment and the IRS determined that satisfied the “pursuant to” requirement even though the
governing instrument did not specify a charitable bequest. It only authorized exercise of the power in favor of
charity. See also Private Letter Ruling 200208019, in which the IRS considered whether the members of a
partnership were entitled to a charitable deduction on account of the partnership’s grant of a conservation easement
to a charitable organization. The IRS concluded that each partner was entitled to a charitable deduction equal to
each partner’s distributive share of the gift. A trust could not benefit from that deduction because §642(c) allows
only deductions for income.
c.

The Medicare Tax is not imposed on grantor trusts, but items of income,

deduction or credit are treated as if they had been received or paid directly by the grantor for purposes of calculating
that person’s individual net investment income. Prop. Reg. §1.1411-3(b)(5). The Medicare Tax increases the
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benefits of grantor trusts and consideration should be given to having trust income made taxable, at least in part, to
beneficiaries by giving them powers of withdrawal.
d.

Trusts and estates are exempt from the Medicare Tax to the extent interests are

wholly charitable. Treas. Reg. § 1.1411-3(b)(1). Pooled income funds are subject to the Medicare Tax. Charitable
remainder trusts have a special method, now tied to the four tier tax system for such trusts. The Preamble to the
final regulations explain:
ANII [accumulated net investment income] is defined as the total amount of net
investment income received by a charitable remainder trust for all taxable years
beginning after December 31, 2012, less the total amount of net investment
income distributed for all prior taxable years beginning after December 31,
2012. The final regulations apply the section 664 category and class system to
ANII by providing that the Federal income tax rate applicable to an item of
ANII, for purposes of allocating that item of ANII to the appropriate class within
a category of income as described in §1.664-1(d)(1), is the sum of the income
tax rate imposed on that item under chapter 1 and the rate of the tax imposed
under section 1411. Thus, if a charitable remainder trust has both excluded
income (such as income received by the trust prior to January 1, 2013, or other
income received after December 31, 2012, but excluded from net investment
income) and ANII in an income category, such excluded income and ANII will
constitute separate classes of income for purposes of §1.664-1(d)(1)(i)(b).
e.

Net investment income includes income from interest, dividends, rents,

royalties, annuities, gains, income from passive activities, reduced by all “properly allocable” expenses. Net
investment income specifically does not include (a) distributions from IRAs in qualified plans, (b) active trade or
business income, (c) tax-exempt income and tax-exempt annuities, and (d) guaranteed payments from partnerships.
Note that gain upon the funding of pecuniary bequests will be subject to the Medicare Tax.
f.

To be an active trade or business for Medicare Tax purposes requires that (a)

there be an activity that involves a trade or business (within the meaning of §162) and (b) is a passive activity within
the meaning of §469, which requires material participation by the taxpayer. There is no separate definition of a
“trade or business” for the Medicare Tax. Generally, most of the income of estates and trusts will be net investment
income unless the trust is carrying on an active trade or business. The IRS has not issued regulations on what
“active” means for a trust or estate. In its discussion of the passive activity rules for small businesses the IRS
describes the seven tests for material participation as follows:
A trade or businesses is a passive activity if the taxpayer does not materially
participate. The taxpayer materially participates if and only if he or she meets
one of the following seven tests provided in Reg. § 1.469-5T(a):
The taxpayer works 500 hours or more during the year in the activity.
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The taxpayer does substantially all the work in the activity.
The taxpayer works more than 100 hours in the activity during the year and no
one else works more than the taxpayer.
The activity is a significant participation activity (SPA), and the sum of SPAs in
which the taxpayer works 100-500 hours exceeds 500 hours for the year.
The taxpayer materially participated in the activity in any 5 of the prior 10 years.
The activity is a personal service activity and the taxpayer materially
participated in that activity in any 3 prior years.
Based on all of the facts and circumstances, the taxpayer participates in the
activity on a regular, continuous, and substantial basis during such
year. However, this test only applies if the taxpayer works at least 100 hours in
the activity, no one else works more hours than the taxpayer in the activity, and
no one else receives compensation for managing the activity.
Note: The first four tests look to a set number of hours of participation in the tax
year. The next two tests look to material participation in prior tax years. The
final test looks to the facts and circumstances, but is highly restrictive.
The application of the tax to trusts that own closely-held business interests is uncertain and controversial.
In Mattie K. Carter Trust v. U.S., 256 F. Supp.2d 536 (N.D.Tex. 2003) the court held that in determining material
participation for trusts the activities of the trust’s fiduciaries, employees, and agents should be considered. The
government argued that only the participation of the fiduciary ought to be considered but the court rejected that
argument.
The IRS ruling position is that only the fiduciary’s activities are relevant. The IRS reaffirmed this ruling
position in TAM 201317010. The ruling explains the IRS rationale as follows:
The focus on a trustee's activities for purposes of § 469(h) is consistent with the
general policy rationale underlying the passive loss regime. As a general matter,
the owner of a business may not look to the activities of the owner's employee's
to satisfy the material participation requirement. See S. Rep. No. 99-313, at 735
(1986) ("the activities of [employees] . . . are not attributed to the taxpayer.").
Indeed, because an owner's trade or business will generally involve employees
or agents, a contrary approach would result in an owner invariably being treated
as materially participating in the trade or business activity. A trust should be
treated no differently. A trustee performs its duties on behalf of the beneficial
owners. Consistent with the treatment of business owners, therefore, it is
appropriate in the trust context to look only to the activities of the trustee to
determine whether the trust materially participated in the activity. An
interpretation that renders part of a statute inoperative or superfluous should be
avoided. Mountain States Tel. & Tel. Co. v. Pueblo of Santa Ana, 472 U.S. 237,
249 (1985).
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At issue in the ruling were the activities of “special trustees” who did the day to day operations and
management of the companies in question but lacked any authority over the trust itself. The ruling states:
The work performed by A was as an employee of Company Y and not in A's
role as a fiduciary of Trust A or Trust B and, therefore, does not count for
purposes of determining whether Trust A and Trust B materially participated in
the trade or business activities of Company X and Company Y under § 469(h).
A's time spent serving as Special Trustee voting the stock of Company X or
Company Y or considering sales of stock in either company would count for
purposes of determining the Trusts' material participation. However, in this case,
A's time spent performing those specific functions does not rise to the level of
being "regular, continuous, and substantial" within the meaning of § 469(h)(1).
Trust A and Trust B represent that B, acting as Trustee, did not participate in the
day-to-day operations of the relevant activities of Company X or Company Y.
Accordingly, we conclude that Trust A and Trust B did not materially
participate in the relevant activities of Company X or Company Y within the
meaning of § 469(h) for purposes of § 56(b)(2)(D) for the tax years at issue
The need for a trustee to be active may affect the organization of business entities held in trust. For
instance, a member-managed LLC may be more efficient than a manager-managed LLC unless a fiduciary is the
manager.
The Tax Court disagreed with the IRS in Frank Aragona Trust v. Commissioner, 142 T. C. No. 9 (2014).
The issue there was §469 and the passive activity loss rules. The court held that the trust could qualify for the real
estate professional exception if the trustees are individuals because the work of the trustees, in that instance, could
be work performed by an individual which is required for the §469(c)(7) exception. In addition, the court held that
the trust materially participated (one of the requirements for the exception) in the real estate business because the
activities of the trustees, including as members of LLCs, counted when determining material participation. The
opinion describes the trust and trustees as follows:
Frank Aragona died in 1981. He was succeeded as trustee by six trustees. One of
the six trustees was an independent trustee.3 The other five trustees were Frank
Aragona's five children, including Paul V. Aragona, the executive trustee.4
Although the trustees formally delegated their powers to the executive trustee
(in order to facilitate daily business operations), the trustees acted as a
management board for the trust and made all major decisions regarding the
trust's property. During 2005 and 2006 the board met every few months to
discuss the trust's business. Each of the six trustees was paid a fee directly by the
trust (referred to here as a "trustee fee" or collectively as "trustee fees") in part
for the trustee's attending board meetings. Three of the children -- Paul V.
Aragona, Frank S. Aragona, and Annette Aragona Moran -- worked full time for
Holiday Enterprises, LLC, a Michigan limited liability company that is wholly
owned by the trust. Holiday Enterprises, LLC, is a disregarded entity for federal
income tax purposes. Holiday Enterprises, LLC, managed most of the trust's
rental real-estate properties. It employed several people in addition to Paul V.
Aragona, Frank S. Aragona, and Annette Aragona Moran, including a controller,
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leasing agents, maintenance workers, accounts payable clerks, and accounts
receivable clerks. In addition to receiving a trustee fee, Paul V. Aragona, Frank
S. Aragona, and Annette Aragona Moran each received wages from Holiday
Enterprises, LLC.
The trust conducted some of its rental real-estate activities directly, some
through wholly owned entities, and the rest through entities in which it owned
majority interests and in which Paul V. and Frank S. Aragona owned minority
interests. It conducted its real-estate holding and real-estate development
operations through entities in which it owned majority or minority interests and
in which Paul V. and Frank S. Aragona owned minority interests.
The court skirted the direct issue presented by the IRS’ refusal to accede to the Mattie Carter decision and
did not decide whether the non-trustee employees (see footnote 15 below). But the court counted the activities of
the trustee/employees resulting in a clear win for the taxpayer. The opinion states:
The IRS argues that in determining whether a trust is materially participating in
an activity, only the activities of the trustees can be considered and the activities
of that trust’s employees must be disregarded. In support, the IRS cites S. Rept.
No. 99-313, at 735 (1986), 1986-3 C.B. (Vol. 3) 1, 735, which states that a trust
"is treated as materially participating in an activity * * * if an executor or
fiduciary, in his capacity as such, is so participating." The Senate committee
report also stated that "the activities of * * * [employees] are not attributed to
the taxpayer".13
13The Senate committee report stated:
The fact that a taxpayer utilizes employees or contract services to
perform daily functions in running the business does not prevent such
taxpayer from qualifying as materially participating. However, the
activities of such agents are not attributed to the taxpayer, and the
taxpayer must still personally perform sufficient services to establish
material participation.
S. Rept. No. 99-313, at 735 (1986), 1986-3 C.B. (Vol. 3) 1, 735.
On the basis of these legal principles, the IRS would have us ignore the
activities of the trust’s non-trustee employees.14 Additionally, the IRS would
have us ignore the activities of the three trustees who are employees of Holiday
Enterprises, LLC. It reasons that the activities of these three trustees should be
considered the activities of employees and not fiduciaries because (1) the
trustees performed their activities as employees of Holiday Enterprises, LLC,
and (2) it is impossible to disaggregate the activities they performed as
employees of Holiday Enterprises, LLC, and the activities they performed as
trustees.
14The IRS disagrees with Carter Trust v. United States, 256 F. Supp.
2d 536, 541 (N.D. Tex. 2003), which held that the activities of the
trust’s non-trustee employees (and of the trustee) are considered in
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determining whether the trust materially participated in ranching
activity.
If the Court adopts all these arguments made by the IRS, then it should ignore
the activities of the 20 or so non-trustee employees and the 3 trustee employees
(Paul V. Aragona, Frank S. Aragona, and Annette Aragona Moran). This would
leave only the relatively insignificant activities of the trustees who are not
employees (Salvatore S. Aragona, a dentist, Anthony F. Aragona, who is
disabled and unable to work, and Charles E. Turnbull, an outside attorney who is
the independent trustee).
Even if the activities of the trust’s non-trustee employees should be disregarded,
the activities of the 15 e trustees--including their activities as employees of
Holiday Enterprises, LLC--should be considered in determining whether the
trust materially participated in its real-estate operations. The trustees were
required by Michigan statutory law to administer the trust solely in the interests
of the trust beneficiaries, because trustees have a duty to act as a prudent person
would in dealing with the property of another, i.e., a beneficiary. Mich. Comp.
Laws sec. 700.7302 (2001) (before amendment by 2009 Mich. Pub. Acts No.
46); see also In re Estate of Butterfield, 341 N.W.2d 453, 459 (Mich. 1983)
(construing Mich. Comp. Laws sec. 700.813 (1979), a statute in effect from
1979 to 2000 that was a similarly-worded predecessor to Mich. Comp. Laws
sec. 700.7302). Trustees are not relieved of their duties of loyalty to
beneficiaries by conducting activities through a corporation wholly owned by
the trust. Cf. In re Estate of Butterfield, 341 N.W.2d at 457 (“Trustees who also
happen to be directors of the corporation which is owned or controlled by the
trust cannot insulate themselves from probate scrutiny [i.e., duties imposed on
trustees by Michigan courts] under the guise of calling themselves corporate
directors who are exercising their business judgment concerning matters of
corporate policy.”). Therefore their activities as employees of Holiday
Enterprises, LLC, should be considered in determining whether the trust
materially participated in its real-estate operations.16
15 We need not and do not decide whether the activities of the trust’s
nontrustee employees should be disregarded.
One of the reasons the IRS was grumpy was because the entities owned by the trusts were minority
positions. The court rejected that distinction stating:
The IRS argues that because Paul V. Aragona and Frank S. Aragona had
minority ownership interests in all of the entities through which the trust
operated real-estate holding and real-estate development projects and because
they had minority interests in some of the entities through which the trust
operated its rental real-estate business, some of these two trustees’ efforts in
managing the jointly held entities are attributable to their personal portions of
the businesses, not the trust’s portion. Despite two of the trustees’ holding
ownership interests, we are convinced that the trust materially participated in the
trust’s real-estate operations. First, Frank S. and Paul V. Aragona’s combined
ownership interest in each entity was not a majority interest--for no entity did
their combined ownership interest exceed 50%. Second, Frank S. and Paul V.
Aragona’s combined ownership interest in each entity was never greater than the

8

trust’s ownership interest. Third, Frank S. and Paul V. Aragona’s interests as
owners were generally compatible with the trust’s goals--they and the trust
wanted the jointly held enterprises to succeed. Fourth, Frank S. and Paul V.
Aragona were involved in managing the day-to-day operations of the trust’s
various real-estate businesses.
g.

Rental income is generally passive except for real estate professionals who

devote 750 hours to working in the real estate business, or those who really do materially participate. An important
issue to be aware of is that where real estate is rented to a closely held business, for income tax purposes the rental
income may be active, but for Medicare Tax purposes it is likely passive and thus subject to the new 3.8% tax.
Where planning involves separating a business and real estate, for instance, giving real estate to one beneficiary and
business assets to another, the added tax burden ought to be considered.
h.

Expense allocations may be helpful. Where expenses are directly attributable to

an item that generated the income - - e.g. real estate expenses and rental real estate - - they are directly allocated, but
general expenses appear to be allocable against different classes of income as desired under §652.
i.

Capital gains are included in net investment income and may only be allocated

out to beneficiaries in certain circumstances as set forth in Treas. Reg. §1.643(a)-3.
j.

The so-called kiddie tax creates special consideration. The unearned income

over $2000 of a person under age 19 (or a full-time student under age 24) is taxed at the parent’s tax rate. A child’s
adjusted gross income is looked at separately from a parent’s for purposes of the Medicare Tax. This will often be
helpful. To benefit, the child ought to file a separate income tax return rather than having the child’s unearned
income included on the parent’s return.
k.

S corporations require special analysis. Where S corp stock is held in a grantor

trust, if the grantor materially participates in the S corp, then income from the S corp should not be passive activity
as to the grantor and would avoid the Medicare Tax. As an example, compare the treatment of S corp stock
transferred directly to non-participating children, and to grantor trusts for the children; which is better depends in
significant part on the amount of income of the S corp and whether it exceeds the Medicare Tax threshold of the
children. On the other hand, a qualified subchapter S trust pays all of its income each year to the sole beneficiary of
the trust and has neither income taxed in the trust or Medicare Tax. Thus, the Medicare Tax threshold of the
beneficiary is key. Finally, an electing small business trust is not particularly efficient unless the trust actively
participates in the S corp’s business. See Treas. Reg. §§1.1411-3(c), 1.1411-3(c)(3) for special rules (and an
example).

9

C.

New Planning Approaches
1.

Given how large the Applicable Exclusion Amount now is, it becomes clear that

increasingly the focus of estate planning will move away from avoiding the transfer tax, and more focused on the
income tax. Much of the estate planning analysis will be about measuring the transfer tax cost against the income
tax savings of allowing the assets to be subject to Federal and state transfer taxes.
2.

A new approach to estate planning will look like this.
a.

Estate planning will be more complicated and nuanced than in the past. Paul S.

Lee of Bernstein Global Wealth Management identifies these variables to consider:

b.

(1)

Time horizon of the client (typically measured with reference to life
expectancy).

(2)

Spending and lifestyle of the client, including charitable giving.

(3)

Size of the gross estate.

(4)

Future return of the assets.

(5)

Tax nature of the types of assets (for example, to what extent will a
“step-up” in basis benefit the client and other beneficiaries?).

(6)

Expected income tax realization of the assets (for example, when is it
likely that the asset will be subject to a taxable disposition?)

(7)

State of residence of the client.

(8)

State of residence and marginal income tax bracket of the likely
beneficiaries.

(9)

Expectations about future inflation.

Estate planners may seek to use as little of a client’s Applicable Exclusion

Amount as possible during lifetime because it will represent an ever-growing amount that will be available at death
to provide a “step-up” in basis with little or no transfer tax cost. This assumes that “zeroed-out” estate planning
techniques like installment sales to grantor trusts and/or grantor-retained annuity trusts (“GRATs”) remain available
to effectively accomplish sufficient wealth transfer requiring the use of a significant portion of a client’s Applicable
Exclusion Amount. Attacks on sales to grantor trusts and potential minimum and maximum terms for GRATs may
change the environment. Wealth transfer is not accomplished when a taxpayer makes a gift and uses his or her
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Applicable Exclusion Amount toward that gift, unless the gift is of discounted assets, and there too the future might
be cloudy.
Estate planners will focus more of the tax planning for clients on the income tax, rather than the transfer
taxes. In particular, it is likely estate planning will focus on tax basis planning and maximizing the “step-up” in
basis at death.
c.

Because the “step-up” in basis may come at little or no transfer tax cost, estate

planners will seek to force estate tax inclusion in the future.
d.

The state of residence of the client and his or her beneficiaries will greatly affect

the estate plan. In other words, if a client is domiciled in California, and his or her beneficiaries living in California,
then dying with the assets may be the extent of the tax planning. On the other hand, if the beneficiaries live in a
state like Texas that has no state income tax, then transferring the assets out of the estate during the lifetime of the
client may be warranted. As a result, estate planners will need to ask clients two questions that, in the past, did not
significantly matter:

D.

(1)

Where are you likely to be domiciled at your death?

(2)

Naturally, at your death, your children, grandchildren, and other
beneficiaries will be lovingly at your bedside, but where are they likely
to be domiciled then?

Portability as a New Feature of Planning
1.

The newest feature on the estate planning landscape is portability. Portability, at least in

theory, can provide additional capacity for the surviving spouse’s estate to benefit from a “step-up” in basis with
little or no transfer tax costs.
2.

In traditional by-pass trust planning, upon the death an individual who has a surviving

spouse, assets of the estate equal in value to the decedent’s unused Applicable Exclusion Amount fund a trust
(typically for the benefit of the surviving spouse and, perhaps, descendants). The trust is structured to avoid estate
tax inclusion at the surviving spouse’s estate. The marital deduction portion is funded with any assets in excess of
the unused Applicable Exclusion Amount. The by-pass trust avoids estate tax inclusion at the surviving spouse’s
estate. From an income tax standpoint, however, the assets in the by-pass trust do not receive a “step-up” in basis
upon the death of the surviving spouse. Furthermore, while the assets remain in the by-pass trust, any undistributed
taxable income above minimal amounts will be subject to the highest income tax rates at the trust level.
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3.

In portability planning, the decedent’s estate would typically pass to the surviving spouse

under the marital deduction, and the DSUE Amount would be added to the surviving spouse’s Applicable Exclusion
Amount. Because all of the assets passing from the decedent to the surviving spouse in addition to the spouse’s own
asset will be subject to estate taxes at his or her death, the assets will receive a “step-up” in basis. Additional
income tax benefits might be achieved if the assets that would otherwise have funded the by-pass trust are taxed to
the surviving spouse, possibly benefiting from being taxed a lower marginal income tax bracket. In addition, if the
by-pass trust would have been subject to a high state income tax burden, having the assets taxed to a surviving
spouse who moves to a low or no income tax state would provide additional income tax savings over traditional bypass trust planning.
4.

Of course, there are other considerations, including creditor protection, “next spouse”

issues and potential “Medicaid” planning, which would favor by-pass trust planning. From a tax standpoint, the
trade-off is the potential estate tax savings of traditional by-pass trust planning against the potential income tax
savings of portability planning. Because the DSUE Amount does not grow with the cost-of-living index, very large
estates will benefit more with traditional by-pass trust planning because all of the assets, including any appreciation
after the decedent’s death, will pass free of transfer taxes. On the other hand, smaller but still significant estates
should consider portability as an option because the combined exclusions -- the DSUE Amount frozen but the
surviving spouse’s Applicable Exclusion Amount growing with the cost-of-living index -- is likely to allow the
assets to pass at the surviving spouse’s death with a full step-up in basis with little or no transfer tax costs (unless the
assets are subject to significant state death taxes at that time). Estates where a surviving spouse may need to qualify
for government assistance should consider a modified by-pass trust type planning; the trust for the surviving spouse
is designed specifically with governmental assistance in mind. For example, perhaps a child or other person should
be allowed to terminate the spouse’s interest in the trust (or otherwise modify it). Consider a trust “for” the
surviving spouse in which the descendants are beneficiaries. A trusted child or other person could have a lifetime
special power of appointment in favor of anyone; that power would be exercised every month, quarter, or year in
favor of the spouse until that was inappropriate. The spouse would say accurately that no trusts were for his or her
benefit.
5.

In evaluating the income tax savings of portability planning, planners will want to

consider that even for very large estates, the surviving spouse has the option of using the DSUE Amount by making
a taxable gift to a grantor trust. The DSUE Amount is applied against a surviving spouse’s taxable gift first before
reducing the surviving spouse’s Applicable Exclusion Amount (referred to as the basic exclusion amount). The
grantor trust would provide the same estate tax benefits as the by-pass trust, but the assets would be taxed to the
surviving spouse as a grantor trust thus allowing the trust assets to appreciate out of the surviving spouse’s estate
without being burdened by income taxes. If the assets appreciate, then this essentially solves the problem of the
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DSUE Amount being frozen in value. Moreover, the grantor trust likely provides for a power to exchange assets of
equivalent value with the surviving spouse who can exchange high basis assets for low basis assets of the grantor
trust prior to death and essentially effectuate a “step-up” in basis for the assets in the grantor trust.
6.

Although a “step-up” in basis is great in theory, no tax will be saved if there is a loss at

the time of death resulting in a “step-down” in basis or the asset is income in respect of a decedent (IRD).
Furthermore, even if the assets will benefit from a significant “step-up” in basis, will anyone benefit? Many assets,
like family-owned businesses, may never be sold or may be sold so far in the future that the benefit of a step-up is
attenuated. On the other hand, if the asset that receives a “step-up” in basis is either depreciable or depletable under
the Code, the deductions that arise do result in tax benefits to the owners of that asset. Similarly, an increase in the
tax basis of an interest in a partnership or in S corporation shares may not provide immediate tax benefits, but they
do allow additional capacity of the partner or shareholder to receive tax free distributions from the entity. These
concepts and how certain assets benefit or don’t benefit from the basis adjustment at death are discussed in more
detail below.
7.

Portability planning is slightly less appealing to couples in community property states

because, as discussed below, all community property gets a “step-up” in basis on the first spouse’s death. Thus, the
need for additional transfer tax exclusion in order to benefit from a subsequent “step-up” in basis is less crucial.
This is not true, however, for assets that are depreciable (commercial real property) or depletable (mineral interests).
As discussed below, these types of assets will receive a “step-up” in basis but over time, the basis of the asset will be
reduced by the ongoing depreciation deductions. As such, even in community property states, if there are significant
depreciable or depletable assets, portability should be considered.
8.

The nature of the assets a decedent owns matter greatly. Obviously, certain assets like

highly-appreciated assets will benefit more from the “step-up” in basis at death than cash (which has a basis equal to
its face value which is equal to its fair market value) or property at a loss (a “step-down” in basis). Moreover,
appreciated assets like gold that are considered “collectibles” under the Code benefit more from a step-up in basis
than other appreciated capital assets because the federal long-term capital gain tax rate for collectibles is 28%, rather
than 20%. Paul Lee provides this list of asset categories or types, starting with those that benefit the most from the
“step-up” in basis and ending with those that benefit the least (or actually suffer a “step-down” in basis), it might
look as follows:
(1)

Creator-owned intellectual property (copyrights,
trademarks), intangible assets, and artwork;

(2)

“Negative basis” commercial real property limited partnership interests;

(3)

Investor/collector-owned artwork, gold, and other collectibles;
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patents,

and

II.

(4)

Low basis stock or other capital asset;

(5)

Roth IRA assets;

(6)

High basis stock;

(7)

Cash;

(8)

Stock or other capital asset that is at a loss;

(9)

Variable annuities; and

(10)

Traditional IRA and qualified plan assets.

OBTAINING AND RETAINING BASIS
A.

Generally
1.

As discussed above, estate planning will increasingly focus on the income tax savings

resulting from the “step-up” in basis. Estate planners will seek to maximizing the “step-up” up in basis by ensuring
that the assets that are includible in the estate of a decedent are the type of assets that will:
a.

Benefit from a “step-up” (avoiding the inclusion cash or property that has a

basis greater than fair market value)
b.

Benefit the most from the “step-up” (for example, very low basis assets,

collectibles, and “negative basis” assets); and
c.

Provide significant income tax benefits to the beneficiaries (assets are likely to

be sold in a taxable transaction after “step-up” or depreciable/depletable assets giving rise to ongoing income tax
deductions).
2.

In addition to the foregoing, estate planners will increasingly seek to:
a.

Maximize the value of certain assets because the step-up” in basis is based on

fair market value (rather than trying to reduce the value for transfer tax purposes); and
b.

Intentionally create estate tax inclusion, especially if the decedent lives in a state

with no state death tax and if the decedent has significant unused Available Exclusion Amount above his or her
assets.
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B.

Swapping Assets with Existing Grantor Trusts
1.

Many individuals made significant taxable gifts, using all or a significant portion of their

Available Exclusion Amounts, and/or Crummey gifts. If the given assets are held in a grantor trust then significant
planning opportunities may exist.
2.

A common power used to achieve grantor trust status for the grantor trust is one

described under section 675(4)(C), namely giving the grantor, the power, in a non-fiduciary capacity, to reacquire
the trust corpus by substituting other property of an equivalent value. For income tax purposes, transactions
between the grantor and the grantor trust will be disregarded. As such, grantors may exercise the power to swap
high basis assets for low basis assets without jeopardizing the estate tax includibility of the assets and without
having a taxable transaction for income tax purposes.
3.

To maximize the benefits of the swap power, it must be exercised as assets appreciate or

are sold over time. When exercised properly, this can ensure that only those assets that benefit the most from the
step-up will be subject to estate inclusion.
a.

If grantor does not have sufficient other assets, repurchase will be difficult -

although the donor could borrow cash from a third party. What are the results if cash is borrowed by the grantor, the
grantor buys assets from the trust, the trust loans the cash back to the grantor, the grantor pays back the third party
lender and, at death, the grantor’s estate satisfies the note to the trust with appreciated assets?
b.

The income tax consequences if a note is used to repurchase property are

uncertain because the trust’s basis in note may equal grantor’s original carryover basis in the asset given to the trust
and now reacquired so paying off the note may generate gain). In other words, if grantor trust status terminates
because the grantor dies, and the trust owns a note from the grantor – now the grantor’s estate – the note likely does
not receive a step-up in basis so when the estate pays it off the trust will have gain.
c.

Because the sudden or unexpected death of the grantor may make a repurchase

difficult or impossible, estate planners may want to consider drafting “standby” purchase instruments to facilitate
fast implementation of repurchase.
C.

Should Valuation Discounts Be Undone?
1.

Where assets or interests in assets have been divided among generations to create

discounts, consideration should be given to undoing those arrangements if the effect is to depress the value of an
estate below the amount of Available Exemption Amount in order to increase the income tax basis of the assets.
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2.

Discount entities could be dissolved or restated to allow the parties to the entity to

withdraw.
a.

An option could be given to a parent allowing the sale of the parent’s interest to

a child or children for undiscounted fair market value at death. Giving such an option to a parent would be a gift
unless accompanied by adequate and full consideration.
b.

If undivided interests in property are owned, agreements could be entered into

that require all generations to consent to the sale of the property as one tract if any one owner wanted to sell. Quite
obviously such agreements may be contrary to other estate planning or ownership goals of the family.
c.

The ability of the IRS to ignore provisions of an agreement that increase the

value of assets in the hands of a parent, but not in the hands of a child, is uncertain. By its literal terms, section 2703
of the Code applies only to provisions that reduce value and to restrictions on the right to sell or use property. To
illustrate, in Estate of James A. Elkins, Jr., et al. v. Commissioner, 140 T.C. No. 5 (2013), the Tax Court applied
section 2703 to ignore a family co-tenancy agreement requiring all owners of fractional interests in art to agree
before the art could be sold. The purpose of that agreement was to limit the marketability of a fractional interest.
But what might the effect on value be of an agreement which provided, instead, that any fractional owner
could compel the sale of the entire asset? Similarly, a provision that allowed a shareholder in business to put stock
to the business at death for fair market value would seem to be outside the scope of the section. In many instances,
amending old agreements to include such provisions will be more likely to create gift from the younger owners to
the older than would terminating an old agreement and creating a new one.
D.

Powers of Appointment
1.

Generally
a.

A general power of appointment, as defined in §§ 2041(b)(1) and 2514(c) of the

Code, is a power exercisable in favor of: (i) the powerholder, (ii) his or her estate, (iii) his or her creditors, or (iv)
creditors of his or her estate. From a transfer tax standpoint, the mere existence of an exercisable general power of
appointment at the death (a testamentary general power) of the powerholder will cause assets subject to the power to
be includible in the powerholder’s estate. Moreover, the lack of knowledge of the existence of a general power of
appointment will not exclude the property subject to the power from being included in the estate of the deceased
powerholder, as determined in Freeman Estate v. Commissioner, 67 T.C. 202 (1976). This is not unfair; section
2207 apportions the Federal estate tax attributable to the property subject to the power to such property. Section
2041(b)(2) provides that there will be estate tax inclusion if a general power lapses, if the powerholder has other
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rights in the property that would cause estate tax inclusion (e.g. a right to income under §2036). Such a lapsing
power may be a safer choice for inclusion than a continuous power.
b.

Whether or not the holder of the power exercises a testamentary general power,

the property passing under the power is deemed to have passed from the deceased power holder without full and
adequate consideration, and the property will get a “step-up” in basis under Treas. Reg. § 1.1014-2(a)(4). Treas.
Reg. §1.1014-2(b)(2).
c.

Given the potential income tax savings from the “step-up” in basis and growing

Applicable Exclusion Amounts in the future, estate planners will need to consider how, under what circumstances
and to what extent a testamentary general power of appointment should be granted to future trust beneficiaries, even
if the assets have been transferred into a vehicle (like a dynasty trust) that is structured to avoid estate tax inclusion
at every generation. So-called limited general powers may be helpful in this respect. For example, a power to
appoint only to the creditors of the powerholder’s estate may be less susceptible to undesirable appointment than a
power to appoint more broadly (who are the “creditors of an estate?”). Further, the exercise of a power may be
subject to the consent of another person so long as the person does not have a substantial interest adverse to the
exercise of the power in favor of the decedent, her estate, her creditors, or the creditors of her estate. Treas. Reg. §
20.2041-3(c)(2).
d.

The rights of creditors to property over which a powerholder has a testamentary

general power is worth considering. The majority view at common law is that the powerholder of a power,
conferred on the powerholder by another, is treated as the beneficial owner of the appointive property for purposes
of creditors’ rights only if (1) the power is general and (2) the powerholder exercises the power. No distinction is
made between a testamentary and a presently exercisable power. Creditors of a powerholder of a nongeneral power,
on the other hand, cannot reach the appointive assets even if the power was effectively exercised. The theory is that
the donor who creates a nongeneral power did not intend to benefit the powerholder.
Explaining the distinction between the exercise and non-exercise of a general power for purposes of
creditor access, Univ. Nat’l Bank v. Rhoadarmer, 827 P.2d 561 (Colo. App. 1991) noted:
When a donor gives to another the power of appointment over property, the
[powerholder]... does not thereby become the owner of the property. Rather, the
appointee of the power [meaning, the powerholder], in its exercise, acts as a
“mere conduit or agent for the donor.” The [powerholder], having received from
the owner of the property instructions as to how the power may be utilized,
possesses nothing but the authority to do an act which the owner might lawfully
perform.
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When the powerholder of a general power exercises the power by will, the view that the appointed property
is treated as if it were owned by the powerholder means that the creditors of the powerholder’s estate can reach the
appointed property for the payment of their claims. See, e.g., Clapp v. Ingraham, 126 Mass. 200 (1879). The rule
prevails even if this is contrary to the expressed wishes of the donor of the power. See, e.g., State Street Trust Co. v.
Kissel, 19 N.E.2d 25 (Mass. 1939).
The exercise of the power by will does not confer actual beneficial ownership of the appointive assets on
the powerholder for all purposes. The assets do not ordinarily become part of the powerholder’s probate estate.
Thus, in terms of priority, the powerholder’s own estate assets are ordinarily used first to pay estate debts, so that the
appointive assets are used only to the extent the powerholder’s probate estate is insufficient.
Under the majority view at common law, the powerholder’s creditors can reach the appointive assets only
to the extent the powerholder’s exercise was an effective exercise. A few states, however, follow the view that even
an ineffective exercise entitles the powerholder’s creditors to reach the appointive assets. See, e.g., Estate of Breault,
211 N.E.2d 424 (Ill. App. Ct. 1965). Moreover, even in states adhering to the majority view, an ineffective exercise
can sometimes “capture” the appointive assets for the powerholder’s estate, in which case the appointive assets
become part of the powerholder’s probate estate for all purposes, including creditors’ rights.
When the powerholder of a general power makes an inter vivos appointment, treating the appointed assets
as if they were owned by the powerholder does not automatically mean that the powerholder’s creditors can subject
the appointed assets to the payment of their claims. If the appointment is in favor of a creditor, the powerholder’s
other, unsatisfied creditors can reach the appointed assets only by having the appointment avoided as a “preference”
in bankruptcy proceedings. Apart from bankruptcy, the powerholder can choose to pay one creditor rather than
another with his or her owned assets, and the same is true with respect to appointive assets. If the appointment is in
favor of a volunteer (i.e., the appointment is gratuitous), the powerholder’s creditors can reach the appointed assets
only if the transfer is the equivalent of a fraudulent transfer under applicable state law.
In a minority of jurisdictions, the powerholder of a general power, conferred on him or her by another, is
not treated as the owner of the appointive property even if the power is exercised. See, e.g., St. Matthews Bank v.
DeCharette, 83 S.W.2d 471 (Ky. 1935). Of course, if the powerholder exercises the power in favor of himself or
herself or his or her estate, the appointed property becomes owned in the technical sense, and creditors even in states
adhering to the minority view would be able to subject the assets to the payment of their claims to the same extent as
other property owned beneficially by the powerholder. A minority of states has enacted legislation that affects the
rights of the powerholder’s creditors. The legislation is not uniform. Some of the legislation expands the rights of
the powerholder’s creditors and some contracts them. The following is a sampling of the legislation.
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Michigan legislation expands the rights of the creditors of the powerholder of an
unexercised general power. During the powerholder’s lifetime, the
powerholder’s creditors can subject the appointive property to the payment of
their claims if the power is presently exercisable. (If the powerholder has
actually made an inter vivos exercise of the power, the rules explained above
with respect to inter vivos exercises presumably would be applied.) At the
powerholder’s death, the powerholder’s creditors can subject the appointive
property to the payment of their claims. In both instances, however, the
appointive property is available only to the extent that the powerholder ’s owned
property is insufficient to meet the debts. See Mich. Comp. Laws §556.123.
New York legislation expands the rights of the powerholder’s creditors in some
particulars but restricts them in others. The legislation adopts the same rules as
the Michigan legislation, but limits their application to general powers presently
exercisable. As to general testamentary powers, the powerholder’s estate
creditors can subject the appointive property to the payment of their claims only
if the powerholder, as donor, reserved the power in himself or herself; as to
general testamentary powers conferred on the powerholder by another, the
powerholder’s estate creditors cannot reach the appointive property even when
the powerholder’s will exercises the power. See N.Y. Est. Powers & Trusts Law
§§10-7.1 et seq.
The Uniform Powers of Appointment Act takes the following position. If the power is conferred by
another, the rights of the powerholder’s creditors depend on whether the power is general or nongeneral. If the
power is general, the appointive property is subject to a claim of (1) a creditor of the powerholder, to the extent the
powerholder’s property is insufficient, if the power is presently exercisable (whether or not actually exercised), and
(2) a creditor of the powerholder’s estate, to the extent the estate is insufficient, subject to the right of a decedent to
direct the source from which liabilities are paid. See Uniform Act §502. If the power is nongeneral, the general rule
is that creditors have no rights in the appointive property. See Uniform Act §504(a).
2.

Formula

A testamentary general power of appointment may be created by a formula that absorbs any unused portion
of a beneficiary’s unused Applicable Exclusion Amount (including any DSUEA). This would provide a “step-up”
in basis to those assets subject to the power without causing any Federal estate tax liability. In theory, this formula
can be drafted with great precision, but would consider various factors.
First, a formula that determines the size or amount of the general power of appointment. The starting
amount of the formula is the Applicable Exclusion Amount as defined in section 2010(c)(2) of the Code, which
would include the Basic Exclusion Amount under section 2010(c)(3)(A) of the Code, including any increases due to
the cost-of-living increase, and any DSUEA. But the starting amount would then need to be reduced by any
reductions due to taxable gifts that reduced the Applicable Exclusion Amount prior to death and any testamentary
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transfers that would not otherwise be deductible for federal estate tax purposes (marital transfers under section 2056
of the Code and charitable transfers under section 2055 of the Code).
Second, once the size of the power of appointment has been determined, the formula would provide that the
power is not simply exercisable against all of the assets in trust, but rather only against those assets in the trust that
would benefit the most from a “step-up” in basis, given the tax nature of the asset (as discussed above).

For

example, if the trust only held publicly-traded assets, the formula would want to ensure that the power is exercisable
against the lowest basis lots of securities, not against the securities that have unrealized losses or the cash. The
formula would likely need to determine the total income tax cost (including state income taxes) to the trust in a
constructive liquidation of the assets in a taxable transaction for fair market value and then segregate those assets or
portion of assets (like a separate lot of stock) that have the highest relative income tax cost compared to fair market
value (the highest “effective” income tax cost). Without this refinement, the basis adjustment under section 1014(a)
of the Code will be applied across all of the assets whether they benefit from the “step-up” in basis or not, and if the
total value of the assets exceed the size of the general power of appointment, no asset will get a full “step-up” in
basis. The formula might also distinguish between assets that are and are not likely to be sold or redeemed in a
taxable transfer (for example, closely-held C corporation shares in a family-owned business) and those assets that
are not likely to be sold but provide some ongoing income tax benefits by virtue of the “step-up” in basis (for
example, depreciable and depletable assets).
Third, the formula might reference state taxes. The formula could reduce the original size of the power of
appointment to take into account any state death tax costs (if the beneficiary dies in a state with a state death tax)
that would result from the existence of the general power of appointment. Most states with a death tax have an
exemption that is smaller than the federal Applicable Exclusion Amount, and no state provides for “portability” of a
deceased spouse’s unused state death tax exemption. As such, the formula would need to take into account the
“effective” state death tax cost (in comparison to the fair market value of the asset) and compare that to the income
tax savings from the “step-up” in basis for the assets with the highest “effective” income tax cost on the date of
death. The formula might then reduce the size of the general power of appointment to so that at the very least the
“effective” state death tax cost equals (but likely is less than) the “effective” income tax cost of those assets that
would be subject to the power of appointment.
Finally, in determining the size of the general power of appointment, the formula could consider
differences between the Applicable Exclusion Amount and the any remaining GST exemption the beneficiary may
have at the time of death. If, for example, the Applicable Exclusion Amount is greater than the beneficiary’s GST
exemption, should the general power of appointment be reduced to the lesser of the two amounts thereby foregoing
some portion of the available “free” step-up in basis? Or should the general power of appointment be the greater of
the two amounts but provide a different disposition of those assets depending on whether GST exemption is applied
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to such “transfer” (even if the failure to exercise the power of appointment)? In other words, assets receiving both a
“step-up” in basis and application of the beneficiary’s GST exemption would continue to stay in the dynasty trust,
for example, and assets that only receive “step-up” in basis would be held in a separate “non-exempt” GST trust.
Might a formula be successfully challenged by the IRS? The argument might be that the extent of the
power is indeterminable at the powerholder’s death. This risk is greater where there may be marital or charitable
deductions that depend on post-mortem actions – disclaiming or QTIP elections, for instance. The IRS’s argument
might be that despite the crux of the Fifth Circuit’s ruling in Clayton v. Commissioner that a QTIP election relates
back to the date of death and the same could be said about qualified disclaimers, these actions do not relate to a
general power of appointment under section 2041 of the Code. The election and disclaimer do, however, affect the
size of the general power of appointment. As such, they are similar to a contingency that has not yet occurred on the
date of death. In PLR 8516011, the IRS ruled that a marital bequest that was conditioned upon the surviving
spouse’s survival of the decedent’s admission to probate would not be included in the surviving spouse’s estate
because the spouse died prior to the will being admitted to probate. In the ruling, the IRS stated that even though the
spouse had the power to admit the will to probate and thus had a power of appointment, this power of appointment
was subject to the formal admission to probate, which in turn requires a substantive determination by the court
regarding the validity of the will. As such, the general power of appointment was deemed not to exist for estate tax
purposes.
E.

Forcing Estate Tax Inclusion
1.

Different Strategies for Causing Estate Tax Inclusion
a.

Give someone - - trustee, advisory committee, or trust protector - - the discretion

to grant a general power of appointment or to expand a special power of appointment so that it becomes general. The
power could be granted shortly before death if the step up in basis is desirable given the tax rates in effect at that
time (considering, of course, that when a potential power holder is “shortly before” death may not always be easy to
determine). Should the person with the power to grant or expand the power be a fiduciary? Should protection be
given for a decision to grant or not to grant the power of appointment? Should the general power be able to be
rescinded or modified by the person granting the power?
Where the circumstances are clearly defined, a formula grant of a general power may be easier, and more
successful, that a broadly applicable formula. Again, the general power may lapse and still cause inclusion
depending on the trust terms and whether the powerholder is a beneficiary.
Some commentators have asked whether someone having the ability to give a person a general power
actually creates a general power in the person. The “alone or with anyone else” language of section 2041 could be
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read as being the person who can be given the power along with the person who can give the power. This issue was
first discussed after the 1986 GST enactment. There was no authority for the concern then and there remains none.
b.

Terminate the trust and distribute the assets to one or more beneficiaries. If a

beneficiary does not have a taxable estate, then there may be no transfer tax reason to maintain the trust and there
may be a negative income tax consequence to such maintenance. Quite obviously, there may be non-tax detriments
to a beneficiary having outright ownership of such assets. In such instances, transferring assets from a trust that is
not includible in the beneficiary’s estate into a new trust over which the beneficiary has a general power of
appointment – perhaps one exercisable only with the consent of a non-adverse party to the creditors of the
beneficiary’s estate - - may produce a step-up with minimal risk of asset diversion or dissipation.
c.

Include a formula in the trust agreement which would cause estate tax inclusion

if appreciation is not sufficient for estate tax benefits to outweigh income tax benefits of a step up
(1)

Example: I make a gift of $5 million of stock with a basis of 0 to a

trust for my children. The trust agreement provides that on my death, if 40% of the excess of the date of death value
of any asset over the date of gift value of the asset is less than 23.8% of the excess of the date of death value of the
asset over the basis of the asset, the asset is distributable to my estate. The formula could be written as follows if
(E)*(D-G) < (I)(D-B), asset is distributable, where E=estate tax rate, I=income tax rate, D=date of death value,
G=date of gift value, B=basis. If the value of the stock is $7.5 million at my death, the stock would be distributed to
my estate so that I get the income tax benefit of the step up, which exceeds my transfer tax savings.
(2)

The formula creates an “estate tax inclusion period” (“ETIP”) so GST

exemption cannot be allocated to the trust.
d.

Appoint the donor as trustee, although many trust agreements provide that the

donor may never be named as trustee. In many trusts, the trust terms would cause inclusion (but note that in many
states there are “savings” statutes which limit a trustee/beneficiary to distributions for ascertainable standards).
e.

Move the trust from an asset protection jurisdiction to a jurisdiction where

donor’s creditors can reach the assets. This would also require that the donor have some beneficial interest in the
trust that would cause it to be a self-settled trust.
f.

Estate could take the position that there was an implied agreement of retained

enjoyment under section 2036(a)(1) of the Code. For example, donor begins living in a home gifted to the trust
(perhaps pursuant to a qualified residence trust) without paying rent and takes the position that there was an implied
agreement at the outset that the donor would be able to do so.
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g.

Use a freeze partnership so that grantor’s retained preferred interest gets a basis

adjustment at death.
(1)

Transfers cash flow and appreciation in excess of the donor’s preferred

(2)

Section 754 election (discussed below) would allow a corresponding

return and liquidation preference

step up to partnership’s inside basis.
(3)

Requires payment of a preferred return to donor, which may be difficult

if yield on underlying assets is not sufficient
(4)

Preferred interest valued at zero unless an exception to section 2701

exists or if an exemption to the zero valuation rule exists (for example, a qualified payment interest)
(5)

Even if the section 2701 requirements are not met and preferred interest

has a zero value (e.g. because non-cumulative) so that the value of the gift equals the donor’s entire interest in the
partnership, at donor’s death the value of preferred is includible in gross estate (put right can ensure that the value at
least equals liquidation preference) and there is no transfer tax on the income and appreciation to the extent it
exceeds the donor’s preferred return
2.

Tax consequences of estate tax inclusion
a.

Value of property at death is includible in gross estate.

b.

Section 2001(b) of the Code provides that adjusted taxable gifts do not include

gifts that are includible in the gross estate. Thus, there is a distinction between including assets in the estate of a
beneficiary and including gifted assets in the estate of the donor.
c.

There is no reduction available for gifts treated as having been made by spouse

because of a split gift election, so estate tax inclusion generally should not be used for property for which a split gift
election was made.
d.

Question of how much is excluded from adjusted taxable gifts where less than

all of the gifted property is includible in the estate (e.g. because of distributions of income or distributions of
appreciation)? The issue does not seem to be addressed sections 2001, 2701 and 2702 of the Code and the Treasury
Regulations. Ought the Code distinguish between these two situations:
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Suppose I make a completed gift of $5 million of stock with a zero basis to a trust for my children. During
my lifetime any income and appreciation in excess of $5 million is distributed to my children free from transfer tax.
On my death, the remaining $5 million of stock is not includible in my gross estate and is included in my adjusted
taxable gifts. The basis in the stock will not be stepped up to the value on the date of death.
Same as the previous example except that I retain the right to receive trust income during my lifetime. My
income interest does not reduce the value of the gift because it does not meet the requirements of section 2702 of the
Code. All appreciation is distributed to my children during my lifetime. On my death, the value of the trust assets
are included in my estate - - $5,000,000 - - and receive a basis step-up. Are my adjusted taxable gifts reduced by my
$5,000,000 gift, or only by the value of my income interest (which was what I retained)?
F.

“Reverse” Estate Planning: Turning your Poorer Ancestor into an Asset
1.

Generally
a.

Many clients who have taxable estates also have a surviving parent or parents

(or grandparent) who lack a taxable estate. A child of a parent whose taxable estate is less than the parent’s
Applicable Exclusion Amount may make use of the excess to save income, estate, and generation skipping taxes if
the child can transfer assets upstream, from child to parent, in such a way that the assets are included in the parent’s
estate with little likelihood that the parent will divert the transferred assets away from the child or child’s
descendants.
b.

Although the benefits of such planning have always existed, the permanent

increase in the Applicable Exclusion Amount has enhanced the benefits of such planning.
2.

Estate and Generation Skipping Tax Benefits.
a.

To the extent a child transfers assets to an ancestor, the ancestor will include

those assets in the ancestor’s estate and may shelter those assets with the ancestor’s estate and GST tax exemptions.
Transfers can be made without using the child’s Applicable Exclusion Amount:
(1)

Annual exclusion gifts may be made to the ancestors. The gifts may be

made outright or in trust depending on circumstances (e.g. ancestors may be given Crummey withdrawal rights).
Discounted gifts may be made although doing so will add benefits to the transaction only if the discount is unlocked
prior to the ancestor’s death. The benefits of annual exclusion gifts may be significant. To illustrate, $13,000 per
year for 10 years at 5% equals $163,000. If child is married and there are even two living parents, then $52,000 for
10 years at 5% exceeds $652,000.
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(2)

Child could make adjusted taxable gifts to the ancestor. Although it

may appear that such would be a wasted use of the child’s gift tax exemption, if the ancestor is able to leave the
$1,000,000 to child and child’s descendants without estate or generation-skipping tax then the only waste would be
opportunity cost to the extent that other methods could be found to transfer assets to a parent without making a gift.
(3)

May child loan securities to an ancestor under section 1058 and have

the parent’s estate return those same securities, only now with a new basis? Treas. Reg. §1.1058-1(c)(1) states that
“the lender’s basis in the identical securities returned by the borrower shall be the same as the lender’s basis in the
securities lent to the borrower.” Arguably the “securities lent to the borrower” now have a new basis because the
borrower died but there appears to be no authority directly on point. Certainly this is not the sort of transaction
contemplated by section 1058.
(4)

Child may create a GRAT that has a vested remainder in ancestor.

That is, the GRAT assets, after the annuity term ends, will be paid to ancestor or to ancestor’s estate. The value of
the remainder will be included in the ancestor’s estate and will pass in accordance with the ancestor’s estate plan.
The ancestor’s executor may allocate generation-skipping tax exemption to the remainder interest without
regard to any ETIP under section 2642(f) of the Code because the ancestor has not made an inter vivos transfer of
property that would be included in the estate immediately after the transfer. The amount allocated would be equal to
the fair market value of the remainder interest. Where the GRAT term is 10 years (or longer), and is back-weighted,
the remainder value will remain a comparatively small percentage of the GRAT for the first several years of the
term. Upstream GRATs will, in general, have longer terms that GRATs that are designed to transfer assets
immediately to children. Commentators have speculated that a GRAT may be created with a vested interest in a
child, with that child immediately transferring the remainder interest to that child’s children and allocating that
child’s GST exemption at the time of transfer. There is no authority on whether such a transaction achieves the
intended result. PLR 200107015 ruled negatively on the assignment of a remainder interest in a charitable lead
annuity trust primarily on the grounds that section 2642(e) of the Code is specifically designed to limit the ability to
leverage generation skipping tax exemption by using a charitable lead annuity trust. Here the GRAT remainder is
not being transferred at the time of its creation, but rather at its fair market value at a later time (the death of the
parent owner), which is arguably not abusive.
Use of an Upstream GRAT presents several advantages compared with a child’s assignment of a remainder
interest to grandchildren. Because GST exemption that would otherwise be wasted is being used there is no, or
certainly less, pressure to keep the remainder interest in parent’s estate at zero or a de minimis value and the value
changes depending on when parent dies (a date that in almost all instances will be uncertain). If a concern is that the
value of the remainder interest could exceed the threshold beyond which parent’s estate would be required to pay
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Federal estate tax (or file an estate tax return), then the amount vested in parent could be fixed by a formula tied to
the remaining assets in parent’s estate. Suppose a 10 year GRAT is funded with $1,000,000 with annual payments
that increase at 20% per year is created in a month when the section 7520 rate is 2.0%. The annual payments
required to zero-out the GRAT are $44,125. Further, suppose that parent dies at the end of year 5 when the section
7520 rate is 5.0% and the value of the trust assets have grown at 6% per year. The value of the GRAT will be
$975,740 with five years of payments remaining and the value of the remainder will be about $403,000.
(5)

Upstream Sale to a Power of Appointment Trust (UPSPAT). Suppose

a child creates a grantor trust, sells assets to the trust for a note, gives the child’s parent a testamentary general
power of appointment over the trust assets so that the assets will be included in the parent’s estate at the parent’s
death and receive new basis, and then the trust (which remains a grantor trust with respect to the child ever after the
parent’s death) uses the assets to pay off the note. The net effect is that the parent’s net estate is increased by zero or
a small amount yet the child receives new basis.
Because the contemplated transaction is not designed to remove assets from the child’s estate for estate tax
purposes, the section 2036 issues that require that the grantor trust be seeded would not apply. However, a sale to an
unseeded trust could result in a note having a value less than its stated face value, thus causing child to make a gift.
Parent’s guarantee of the note could reduce that risk if the parent’s assets are commensurate with the amount of the
note.
Does the existence of the parent’s general power cause the assets to be stepped up to full fair market value,
or will the value of the note reduce the amount of the step-up? Section 2053(a)(4) provides that the value of the
taxable estate will be reduced by indebtedness in respect of property included in a decedent’s estate. Treas. Reg. §
20.2053-7 provides in relevant part:
A deduction is allowed from a decedent’s gross estate of the full unpaid amount
of a mortgage upon, or of any other indebtedness in respect of, any property of
the gross estate, including interest which had accrued thereon to the date of
death, provided the value of the property, undiminished by the amount of the
mortgage or indebtedness, is included in the value of the gross estate. If the
decedent’s estate is liable for the amount of the mortgage or indebtedness, the
full value of the property subject to the mortgage or indebtedness must be
included as part of the value of the gross estate; the amount of the mortgage or
indebtedness being in such case allowed as a deduction. But if the decedent’s
estate is not so liable, only the value of the equity of redemption (or the value of
the property, less the mortgage or indebtedness) need be retuned as part of the
value of the gross estate. In no case may the deduction on account of the
mortgage or indebtedness exceed the liability therefor contracted bona fide and
for an adequate and full consideration in money or money’s worth.
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Thus the net increase to parent’s estate would seem to be zero. If parent guaranteed the obligation then this
concern would be reduced.

Arguably such a step is unnecessary because the regulations may be read as

discretionary or optional. Further, outside the trust context, Crane v. CIR, 331 US 1 (1947) suggests that the basis
increase is based on the fair market value of the property regardless of the associated debt.
In thinking about this issue consider a QTIP or general power of appointment marital trust with $3,000,000
is non-divided paying Berkshire-Hathaway stock as assets. Suppose the trust borrows $100,000 and distributes the
cash to spouse because spouse is not receiving any dividends. This might be an alternative to selling $100,000
worth of stock and incurring gain. At spouse’s death the trust is worth $2,900,000 -- $3,000,000 less the $100,000
loan. Spouse is not personally liable for the $100,000 loan. Does the Berkshire-Hathaway stock receive a basis, in
total, of $2,000,000 or $2,9000,000? On the other hand, consider the child’s grantor trust. Suppose parent actually
appointed the assets to the parent’s estate. Now the parent’s estate has the trust assets, and the trust continues to owe
the debt. If the debt is severable from the assets, has child made a child when the general power springs into
existence? Again, the parent’s guarantee is helpful.
If the amount over which parent has a testamentary general power of appointment is limited by formula to
an amount that would not increase parent’s taxable estate to more than the federal estate tax exclusion taking into
consideration parent’s other assets, then a basis adjustment can be obtained for that amount because there is no need
for the debt to offset the assets included in parent’s estate. The trust ought provide that it is for the benefit of the
child’s descendants, not the child, to avoid the one year prohibition of section 1014(e).
Might the IRS argue that payment on the note is an indirect return of assets to the child? To the extent the
note is not for fair market value that would be a direct return of assets. Suppose the terms of the trust and the sale
provided that no assets could be used to pay off the note beyond those required to satisfy the fair market value of the
note as determined for federal gift tax purposes. The hoped for result would be that the amount of child’s gift would
be trapped in the trust and pass other than to a child.
Supposed child “sells” cash to the trust for a note.

Section 1014(e) applied by its terms only to

“appreciated property” acquired by the decedent by gift within one year prior to the decedent’s death. If the cash in
the grantor trust is later swapped for child’s appreciated property that would not be appreciated property acquired by
gift. The cash might have acquired in part by gift – if the note were not valued at par – but not the appreciated
property. Is this extra step valuable in minimizing a challenge?
Does the death of parent terminate the grantor trust status of the trust? If yes, that would cause the sale to
be recognized by child as of that moment, thus undoing the benefits of the transaction. (Unlike a sale to a grantor
trust where grantor trust status terminates because the grantor dies; there the policy appears to be that death cannot,
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or ought not, trigger a taxable transaction.) Treas. Reg. §1.671-2(e)(1) provides that a grantor includes any person to
the extent such person either creates a trust, or directly or indirectly makes a gratuitous transfer – defined as any
transfer other than one for fair market value – of property to s trust. Section 678 by its terms confers grantor trust
status (or status that is substantially similar to grantor trust status) only in situations involving inter vivos general
powers. The IRS ruling position is that an inter vivos right to withdraw makes the powerholder a grantor under
section 678 but not replacing the true grantor if one still exists. What is the effect of parent’s testamentary general
power of appointment? Treas. Reg. §1.671-2(e)(6) contains two examples that are close but not directly on point:
Example 4. A creates and funds a trust, T. A does not retain any power or
interest in T that would cause A to be treated as an owner of any portion of the
trust under sections 671 through 677. B holds an unrestricted power, exercisable
solely by B, to withdraw certain amounts contributed to the trust before the end
of the calendar year and to vest those amounts in B. B is treated as an owner of
the portion of T that is subject to the withdrawal power under section 678(a)(1).
However, B is not a grantor of T under paragraph (e)(1) of this section because
B neither created T nor made a gratuitous transfer to T.
Example 8. G creates and funds a trust, T1, for the benefit of B. G retains a
power to revest the assets of T1 in G within the meaning of section 676. Under
the trust agreement, B is given a general power of appointment over the assets of
T1. B exercises the general power of appointment with respect to one-half of
the corpus of T1 in favor of a trust, T2, that is for the benefit of C, B’s child.
Under paragraph (e)(1) of this section, G is the grantor of T1, and under
paragraphs (e)(1) and (5) of this section, B is the grantor of T2.
Note that this is the same issue which exists with respect to creating a lifetime QTIP trust that is a grantor
trust with respect to the creating spouse. After the beneficiary spouse dies, the property may remain in trust for the
benefit of the creating spouse and the couple’s descendants becoming, essentially, a credit-shelter trust. However, if
the creator spouse remains the grantor of the trust for income tax purposes that will produce a substantial additional
transfer tax benefit.
3.

Income Tax Benefits
a.

Assets included in a parent’s estate for estate tax purposes obtain a new income

tax basis under section 1014(b)(9) but not if assets acquired by the parent from a child by gift within one year of the
parent’s death pass back to the child or the child’s spouse (§1014(e)). Suppose that the assets pay into a trust for
descendants only but a third party has a power of appointment to add beneficiaries to the trust?
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4.

Creditor Protection for Child
a.

Assets that a parent transfers in trust to a child may be insulated from the child’s

creditors so long as the child’s rights in the trust are properly limited. The sine qua non is that parent must make the
transfer into the trust for state law purposes.
b.

The lapse of a Crummey withdrawal right may be a state law transfer, although

most practitioners and trustees do not treat it as such, except in those states which provide specifically to the
contrary (such as under the Uniform Trust Code). A safer approach would be to have parent exercise parent’s power
of appointment in favor of a new trust for the benefit of child. If the power is general the parent should become the
grantor of the trust for state law purposes.
5.

Limiting Parent’s Ability to Divert Assets
a.

The strategies called for require that parent have a testamentary general power

of appointment. A power limited to the appointment of assets to the creditors of a parent’s estate will be a general
power under section 2041(b)(1). If it is desirable that a parent have additional discretion the parent could be given a
power to appoint to descendants, with or without charities, and such additional powers could be conditioned on the
consent of child or others because all that is required in order to capture the tax benefits is the limited testamentary
general power.
b.

If a child desires to receive an interest in the assets transferred to parent back

from parent (e.g. parent transfers the assets into a trust for child and child’s descendants that is not available to
child’s creditors), then giving parent a power that is broader than a power to appoint to the creditors of parent’s
estate may be desirable. For example, a parent could be given a power to appoint to parent’s children and the
creditors of parent’s estate. Child could ensure that assets were not diverted to a sibling by purchasing from the
siblings an assignment of any rights the siblings receive in assets appointed by parent that originated with child. The
assignment would be independent of parent but would limit the ability of a creditor (or the government) to argue that
the child transferred the assets to parent in a manner that did not give parent any true control. The ability to reach
such an agreement with minors is limited.
6.

Parent’s Creditors.
a.

A parent who has or is likely to have creditors will not be a good candidate for

these sorts of transactions. Creditors could include health-care providers or Medicaid, tort victims (for example, if
parent is still driving), and beneficiaries of legally binding charitable pledges.
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b.

In addition, by definition, a parent who is married to someone who is not also

child’s parent has a potential creditor at death although in limited instances marriage agreements coupled with state
law limitations on the rights of a surviving spouse to take property over which a decedent has a testamentary general
power of appointment may make these transactions feasible.
PART 2 – FEDERAL RULINGS, CASES AND OTHER DEVELOPMENTS
A.

INCOME TAX MATTERS
1.

Duty of Consistency. In Van Alen v. Commissioner, T.C. Memo. 2013-235, siblings inherited

a cattle ranch from their father in 1994 which was valued under section 2032A. Their step-mother was the father’s
executor. In 2007, the siblings sold a conservation easement on the property with the result that they recognized
capital gain, at which point they argued that the estate had undervalued the property and their basis ought to be
significantly higher than what was reported on the estate tax return. The court rejected the siblings argument,
holding that the general rule of section 1014(a)(1) did not apply but rather 1014(a)(3) applied. This was important
because 1014(a)(1) provides that basis is the fair market value of the property at the date of the decedent’s death
whereas 1014(a)(3) provides that the basis for property valued under section 2032A is the value as determined under
that section. The court also noted that the special use valuation agreement had been signed by the siblings, although
one, who was then a minor, by his mother as his guardian ad litem. Finally, the court invoked the duty of
consistency, which is usually thought to apply only when the executor and the beneficiary claiming a higher basis
are identical, because the siblings benefitted from the lower value of section 2032A and had some involvement in
the estate and audit, primarily by executing the special use valuation agreement.
H.R. 3236, Surface Transportation and Veterans Health Care Choice Improvement Act of 2015 (P.L. 11441), signed on July 31, 2015, enacted section 1014(f) and 6035. Section 1014(f) provides rules requiring that the
basis of certain property acquired from a decedent, as determined under section 1014, may not exceed the value of
that property as finally determined for federal estate tax purposes, or if not finally determined, the value of that
property as reported on a statement made under section 6035. Section 6035 imposes new reporting requirements
with regard to the value of property included in a decedent’s gross estate for federal estate tax purposes.
Section 6035(a)(1) provides that the executor of any estate required to file a return under section 6018(a)
must furnish a statement identifying the value of each interest in such property as reported on such return and such
other information with respect to such interest as the IRS sets forth in regulations to both the IRS and the person
acquiring any interest in property included in the decedent’s gross estate for federal estate tax purposes. Section
6035(a)(2) provides that each person required to file a return under section 6018(b) must furnish, both to the IRS
and each other person who holds a legal or beneficial interest in the property to which such return relates, a
statement identifying the information described in section 6035(a)(1).
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The effective date of these new provisions is August 1, 2015. In Notice 2015-57 the IRS delayed all new
reporting until February 29, 2016. The Notice states:
This delay is to allow the Treasury Department and IRS to issue guidance
implementing the reporting requirements of section 6035. Executors and other
persons required to file or furnish a statement under section 6035(a)(1) or (a)(2)
should not do so until the issuance of forms or further guidance by the Treasury
Department and the IRS addressing the requirements of section 6035.
With the higher exclusion and portability this issue varies more often, particularly with second marriages.
2.

State Fiduciary Income Tax. McNeil v. Commonwealth of Pennsylvania, 2013 Pa. Commw.

LEXIS 168 (2013) is an important state income tax opinion holding that the imposition of state income tax on trust
created state domiciliary, but that is administered outside state, violates the Commerce Clause of the U.S.
Constitution.
In 1959, Robert McNeil, while domiciled in Pennsylvania, created an irrevocable trusts to be governed by
Delaware law, with Wilmington Trust Company as administrative trustee and with three general trustees residing
outside of Pennsylvania. For 2007 (the tax year in question in the case), the trusts did not have Pennsylvania assets
or income, but all of the trust’s discretionary beneficiaries resided in the state. The trusts did not provide for
mandatory distributions to any beneficiary.
For 2007, the Pennsylvania Department of Taxation assessed taxes, interest, and penalties on the trusts for
all of the trust’s income, on the grounds that the trusts were resident trusts because the settlor resided in the state
when the trusts were created.

The trustees filed an unsuccessful administrative appeal, and then appealed to the

Commonwealth Court.
On appeal, the Commonwealth Court held that the application of the state income tax to the trust violated
the Commerce Clause of the U.S. Constitution on the grounds that: (1) the trust lack the physical presence in the
state to establish a nexus with the state, and the residency of the settlor and beneficiaries is not enough to create that
nexus where the beneficiaries have only a discretionary interest and the settlor did not retain powers over the trust;
(2) the imposition of the tax on all trust income would be out of proportion to the trusts’ business activities in the
state , thereby failing the fair apportionment test under the Commerce Clause; (3) the taxes are not fairly related to
the state because the trusts have no physical presence in the state, have no in-state assets or income, are governed
under Delaware law, and do no benefit from the state’s roadways, bridges, police, fire protection, economic markets,
workforce, courts, or laws.
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Similarly, in Kassner v. Division of Taxation, 2013 N.J. Tax LEXIS 1 (January 3, 2013), the court held that
the undistributed income of a trust created under will of New Jersey domiciliary, but that has an out of state trustee
and is administered out of state, is not subject to New Jersey income taxation for out of state income.
Fred Kassner, a New Jersey domiciliary, died in 1998 and created trust under his will. In 2006, the trust
had a New York trustee and was administered exclusively outside New Jersey. In that year, the trust owned stock in
four S corporations. The S corporations owned New Jersey assets and conducted part of their business in New
Jersey. The trust did not make distributions to beneficiaries in 2006.
The trust filed a 2006 New Jersey fiduciary income tax return, and paid tax on the portion of S corporation
income allocated to New Jersey, but not on the balance of the S corporation income.
The state Director of the Division of Taxation noticed a deficiency of $192,370 along with interest and
penalties, claiming that the trust was taxable on 100% of its undistributed income. The trustee filed a notice of
protest, but the Director’s final determination imposed the tax on all income on the grounds that the trust held assets
in New Jersey (i.e. because the trust held S corporation stock and the S corporations held New Jersey assets). The
trustee appealed to the New Jersey Tax Court.
Relying on its prior decision in Pennoyer v. Taxation Div. Dir., 5 N.J. Tax 386 (1983), the Tax Court
granted summary judgment for the trustee, and held that New Jersey could not impose the tax in this case, on the
grounds that: (1) the U.S. Constitution bars New Jersey from taxing the undistributed income of a trust if the
trustee, assets, and beneficiaries are located outside New Jersey; (2) simply (and incorrectly) using a New Jersey
address on a state tax return does not created sufficient contacts with the state for taxation purposes; (3) the creation
of the trust in New Jersey and the resultant jurisdiction of the New Jersey courts does not create sufficient contacts
for taxation; (4) the trust was not administered in New Jersey and the trustee is out of state, and therefore New
Jersey can only tax undistributed trust income if the trust owned New Jersey assets; (5) owning stock in an S
corporation does not mean the trust owns the assets of the S corporation for the purposes of determining contacts
with the state, and it is not proper to conflate pass-through taxation with ownership of underlying assets; and (6)
there are not sufficient constitutional due process contacts with the state to subject the trust to taxation on its out of
state income.
In Linn v. Department of Revenue, 2013 WL 6662888 (Ill. App. 4 Dist.), the court held that Illinois could
not tax an inter vivos trust created by an Illinois resident where the trust assets were moved via power of
appointment to a Texas trust with a Texas trustee and no trust beneficiaries were in Illinois.
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The opinion sets forth a good statement of the law in the area, stating:
For a tax to comply with the due process clause, (1) a minimum connection must
exist between the state and the person, property, or transaction it seeks to tax,
and (2) “the income attributed to the State for tax purposes must be rationally
related to values connected with the taxing State.” (Internal quotation marks
omitted.) Quill Corp. v. North Dakota, 504 U.S. 298, 306, 112 S.Ct. 1904, 119
L.Ed.2d 91 (1992) (quoting Moorman Manufacturing Co. v. Bair, 437 U.S. 267,
273, 98 S.Ct. 2340, 57 L.Ed.2d 197 (1978)). In Quill Corp., 504 U.S. at 307–08,
112 S.Ct. 1904, the Supreme Court equated that analysis with the determination
of whether a state has personal jurisdiction over a given entity. After analyzing
the case law regarding personal jurisdiction, the Quill Corp. Court held the due
process clause did not require physical presence in a state for the collection of a
use tax. Quill Corp., 504 U.S. at 308, 112 S.Ct. 1904. There, the company's
ongoing solicitation of business in North Dakota was more than enough to
subject it to North Dakota's use tax. Quill Corp., 504 U.S. at 308, 112 S.Ct.
1904.
***
Both parties cite the Connecticut Supreme Court's decision in Chase Manhattan
Bank v. Gavin, 249 Conn. 172, 733 A.2d 782 (1999), which was decided after
the United States Supreme Court's Quill Corp. decision. There, the plaintiffs
asserted Connecticut's income taxation on the undistributed taxable income of
four **928 *1209 testamentary trusts and one inter vivos trust was
unconstitutional because it violated the due process and commerce clauses.
Gavin, 733 A.2d at 785–86. Since the case before us involves an inter vivos
trust, we focus on the facts and analysis related to the inter vivos trust. Under
Connecticut law, a resident inter vivos trust is “ ‘a trust, or a portion of a trust,
consisting of the property of (i) a person who was a resident of this state at the
time the property was transferred to the trust if the trust was then irrevocable.’ ”
Gavin, 733 A.2d at 789 (quoting Conn. Gen.Stat. § 12–701(a)(4)(D) (1993)).
However, with an inter vivos trust, taxable income is then modifiable under a
formula that takes into account whether the trust has any resident, noncontingent
beneficiaries. Gavin, 733 A.2d at 790. Thus, Connecticut taxes only that portion
of the inter vivo trust's undistributed income that corresponds to the number of
noncontingent beneficiaries that live in Connecticut. Gavin, 733 A.2d at 790.
Accordingly, in Gavin, 733 A.2d at 790, the taxability of the inter vivos trust's
income was based on the facts the trust's settlor was a Connecticut resident when
he established the trust and the trust's beneficiary was a Connecticut resident.
Regarding due process, the Connecticut Supreme Court found the critical link
between Connecticut and the undistributed income sought to be taxed was the
fact the inter vivos trust's noncontingent beneficiary was a Connecticut resident
during the tax year in question. Gavin, 733 A.2d at 802. It explained that, as a
Connecticut resident, the noncontingent beneficiary's rights to the eventual
receipt and enjoyment of the accumulated income were protected by
Connecticut law so long as the beneficiary remained a resident of the state.
Gavin, 733 A.2d at 802. The Gavin court recognized the connection was “more
attenuated” than in the case of a testamentary trust but still found the connection
was sufficient to satisfy due process. Gavin, 733 A.2d at 802.
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In support of its conclusion, the Gavin court noted the United State Supreme
Court had held a state may tax the undistributed income of a trust based on the
presence of the trustee in the state because it gave the trustee the protection and
benefits of its laws ( Greenough v. Tax Assessors, 331 U.S. 486, 496, 67 S.Ct.
1400, 91 L.Ed. 1621 (1947)), which are the same benefits and protections
provided a resident, noncontingent beneficiary. Gavin, 733 A.2d at 802. The
Gavin court also noted its conclusion was consistent with the California
Supreme Court's decision in McCulloch v. Franchise Tax Board, 61 Cal.2d 186,
37 Cal.Rptr. 636, 390 P.2d 412 (1964). Gavin, 733 A.2d at 802. There, the
California Supreme Court did not find a due-process violation where California
taxed the undistributed income of an out-of-state testamentary trust based solely
on the California residence of the trust's beneficiary. McCulloch, 37 Cal.Rptr.
636, 390 P.2d at 418. It reasoned California law provided benefit and protection
to the resident beneficiary. McCulloch, 37 Cal.Rptr. 636, 390 P.2d at 418–19.
That there were no connections with Illinois was decisive for the court:
Here, in 2006, the Autonomy Trust 3 had nothing in and sought nothing from
Illinois. As plaintiff notes, all of the trust's business was conducted in Texas; the
trustee, protector, and the noncontingent beneficiary resided outside Illinois; and
none of the trust's property was in Illinois. Moreover, the Autonomy Trust 3
meets none of the following factors that would give Illinois personal jurisdiction
over the trust in a litigation: “the provisions of the trust instrument, the residence
of the trustees, the residence of its beneficiaries, the location of the trust assets,
and the location where the business of the trust is to be conducted.” Sullivan v.
Kodsi, 359 Ill.App.3d 1005, 1011, 296 Ill. Dec. 710, 836 N.E.2d 125, 131
(2005) (citing People v. First National Bank of Chicago, 364 Ill. 262, 268, 4
N.E.2d 378, 380 (1936)). Accordingly, we find insufficient contacts exist
between Illinois and the Autonomy Trust 3 to satisfy the due process clause, and
thus the income tax imposed on the Autonomy Trust 3 for the tax year 2006 was
unconstitutional. Thus, summary judgment should have been granted in
plaintiff's favor.
In The Kimberley Rice Kaestner 1992 Family Trust f. North Carolina Department of Revenue, 777 S.E.2d
61 (N.C. 2015), the North Carolina Supreme Court invalidated North Carolina trust taxation on the basis of
beneficiary residence. The statute at issue was quoted by the court:
In this lawsuit, Plaintiff challenges the Department's authority to impose income
taxes on the Trust during the years 2005–2008 pursuant to G.S. § 105–160.2.
For purposes of context, G.S. § 105–160.2 provides, in pertinent part, as
follows:
The tax imposed by this part applies to the taxable income of estates
and trusts as determined under the provisions of the Code.... The tax is
computed on the amount of the taxable income of the estate or trust that
is for the benefit of a resident of this State, or for the benefit of a
nonresident to the extent that the income (i) is derived from North
Carolina sources and is attributable to the ownership of any interest in
real or tangible personal property in this State or (ii) is derived from a
business, trade, profession, or occupation carried on in this State.... The
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fiduciary responsible for administering the estate or trust shall pay the
tax computed under the provisions of this Part.
In actuality, the only part of G.S. § 105–160.2 that is at issue in this action is the
clause of the above-quoted language that provides for a trust to pay taxes on
income “that is for the benefit of a resident of this State.”
Facts pertinent to the decision were:
In 1992, the Joseph Lee Rice, III Family 1992 Trust (“Family Trust”) was
created for the benefit of the children of Joseph Lee Rice, III (“Settlor”) under a
trust agreement between Settlor and the initial trustee, William B. Matteson.FN1
In 2005, Matteson resigned as trustee of the Family Trust, and David Bernstein
(“Bernstein”), a Connecticut resident and domiciliary, was appointed
trustee.FN2 Bernstein was the trustee of the Family Trust at all times relevant to
this action.
The Family Trust was created in New York and is governed by New York Law.
At the time the Family Trust was created, Settlor and the initial trustee were
residents and domiciliaries of New York. At the time of its creation, no primary
or contingent beneficiary was a resident or domiciliary of North Carolina. In
1997, Kimberley Rice Kaestner (“Kaestner”), a daughter of the Settlor and a
primary beneficiary of the Family Trust, relocated to North Carolina.
On December 30, 2002, by operation of the trust agreement, the Family Trust
was divided into separate share trusts for each of the Settlor's three children,
including Kaestner. In 2006, Bernstein “physically divided” the share trusts into
three trusts. Plaintiff is the separate share trust formed for the benefit of
Kaestner. The current beneficiaries of Plaintiff are Kaestner and her three
children, all of whom were residents and domiciliaries of North Carolina in the
tax years at issue. The contingent remainder beneficiaries of Plaintiff are the
Settlor's remaining children, the Settlor's spouse, and the Settlor's sister, none of
whom are, or were, residents or domiciliaries of North Carolina.
***
During the tax years at issue in this case, the assets held by Plaintiff consisted of
various financial investments including equities, mutual funds, and investments
in partnerships. The custodian of Plaintiff's assets was located in Boston,
Massachusetts. Other documents related to the Trust, including ownership
documents of some assets of Plaintiff, financial books and records, and legal
records, were all kept in New York. Additionally, all tax returns and Trust
accountings have been prepared in New York.
The court first concluded that the taxation scheme violated the due process clause of the U.S. Constitution:
When a state seeks to impose a tax, the Due Process Clause requires: (1) “some
definite link, some minimum connection, between a state and a person, property
or transaction it seeks to tax;” and (2) “that the income attributed to the State for
tax purposes ... be rationally related to values connected with the taxing state.”
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Quill v. North Dakota, 504 U.S. 298, 306 (1992). Under the first requirement,
courts consider whether a taxed entity's “connections with a State are substantial
enough to legitimate the State's exercise of power over” it. Id. at 312. Where the
taxed entity has no physical presence in a state, the entity must “purposefully
avail itself of the benefits of an economic market in the forum state.” Id. at 307.
This requirement ensures that the taxed entity is given “fair warning that its
activity may subject it to the jurisdiction of a foreign sovereign.” Id. at 308
(emphasis added). Under the second requirement, courts analyze “whether the
taxing power exerted by the state bears fiscal relation to protection,
opportunities and benefits given by the state.” J.C. Penney Co., 311 U.S. at 444.
***
Turning to Plaintiff's contacts with the State of North Carolina, nothing in the
record indicates, and Defendant does not argue, that Plaintiff maintained any
physical presence in North Carolina during the tax years at issue. The
undisputed evidence in this matter shows that Plaintiff never held real property
located in North Carolina, never owned personal property located in North
Carolina, and never invested directly in any North Carolina based investments.
The record also indicates that no trust records were kept or created in North
Carolina, or that the trust could be, in any other manner, said to have a physical
presence in the State. Moreover, because the trustee's usual place of business
where trust records were kept was outside the State, it is clear from the record
that Plaintiff's principal place of administration was not North Carolina.
***
Since Plaintiff has no physical presence in the State, the Court must determine
whether Plaintiff has “purposefully availed” itself of the benefits, economic and
otherwise, and laws of North Carolina. As noted above, it is the taxed entity that
must direct its actions towards the taxing state. Such actions could include “the
keeping of tangible or intangible personality within a state,” “the use and sale of
property,” and incorporation in, or permission to conduct business granted by, a
state. Miller Brothers Co. v. Maryland, 347 U.S. 340, 345 (1954). More specific
to a trust, the maintenance of offices, the ownership of assets, or the transaction
of business in a state might provide sufficient minimum connection to tax the
trust. Hanson, 357 U.S. at 251.
Defendant concedes that the only “connection between the [Plaintiff] Trust and
North Carolina in the case at hand is the residence of the beneficiaries.”
Defendant contends, however, that Kaestner and her three children have “made
North Carolina their home, residence and domicile” since 1997 and that “all of
the income earned by the Trust in the years at issue was for the benefit of Ms.
Kaestner and her three children.” Defendant argues that because the
beneficiaries had an equitable interest in Plaintiff's assets, and could potentially
have received future distributions, the Trust should be taxable in North Carolina
based on their residence in the State. The Court finds Defendant's position
unpersuasive for two reasons.
First, Defendant's position conflates the beneficiaries' contact with North
Carolina with that of the Trust. As noted above, trusts and their beneficiaries are
separate legal entities. See Anderson, 289 U.S. at 27 (recognizing that, for
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income tax purposes, trusts are a “separate existence”). Accordingly, Plaintiff's
contacts with North Carolina are relevant here, but not those of its beneficiaries.
Nothing in the record indicates that Plaintiff itself ever engaged in the sort of
“purposeful availment” that would subject it to taxation in North Carolina. See
Miller Brothers Co., 347 U.S. at 345 (recognizing actions that would constitute
sufficient contact to permit taxation by the State of Maryland).
Second, Defendant's position ignores the undisputed facts that Kaestner and her
children had no control over Plaintiff's assets or ability to generate income from
those assets, and had no authority to compel Plaintiff to distribute income earned
by the Trust. In North Carolina, the beneficiaries of a trust have no legal interest
in the trust's current or future income unless and until they are distributed.
Sabine v. Gill, 229 N.C. 599, 605 (1948) (trust income “is an intangible which
belongs to the trust estate and becomes [the beneficiary's] only by distribution”).
Accordingly, the Court concludes that even if the beneficiaries' interest in the
Trust's income and assets constitutes an “equitable interest,” as Defendant
contends, such a remote interest does not provide a sufficient nexus between the
Trust and the State of North Carolina such that the latter can tax the income of
the former.
***
Plaintiff also has established that the tax levied on the Trust fails to satisfy the
second requirement of the due process analysis because the income attributed to
North Carolina for tax purposes is not rationally related to values connected with
North Carolina. See Quill, 504 U.S. at 306. Under this prong, courts must
analyze “whether the taxing power exerted by the state bears fiscal relation to
protection, opportunities and benefits given by the state.” J.C. Penney, 311 U.S.
at 444. The Supreme Court distilled the analysis even further: “The simple but
controlling question is whether the state has given anything for which it can ask
return.” Id. As discussed above, the undisputed evidence shows that Plaintiff, as
a taxed entity distinct from its beneficiaries, has not done anything to seek out
the protection, opportunities, and benefits conferred by North Carolina, and
North Carolina has not provided anything to the Trust for which it can ask
return.
The court refused to follow two earlier cases:
Defendant relies heavily on two decisions from other states, McCulloch v.
Franchise Tax Board, 390 P.2d 412 (Cal.1964), and Chase Manhattan Bank v.
Gavin, 733 A.2d 782 (Conn.1999). In McCulloch, a beneficiary residing in
California received a terminal distribution in 1951 from a non-resident trust. The
distribution included the trust assets and the income earned and accumulated in
the trust during the years 1946–1950. Id. at 415. California taxed the beneficiary
for the income earned by the trust during the five years prior to the distribution
and for which the trust had not paid taxes to California. Id. The beneficiary
challenged the assessment of the tax on the income earned by the trust on due
process grounds. The Supreme Court of California held that the tax met due
process requirements because it concluded that the beneficiary's “residence [in
California] confers the essential ‘minimum connection’ necessary for due
process of law.” Id. at 419. The Court reasoned that “the beneficiary's state of
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residence may properly tax the trust on income which is payable in the future to
the beneficiary, although it is actually retained by the trust, since that state
renders to the beneficiary that protection incident to his eventual enjoyment of
the accumulated income.” Id.
As a preliminary matter, the McCulloch case has features which distinguish it
from this case. In McCulloch, the taxed beneficiary was also a trustee of the
trust. While not the basis for its holding, the Court explained that “[n]o possible
doubt attaches to California's constitutional power to tax plaintiff as a trustee.
His secondary role as trustee reinforces the independent basis of taxing plaintiff
as beneficiary.” Id. at 421. Ms. Kaestner and her children are not trustees of the
Trust.
In addition, the precise question before the court in McCulloch was California's
right to tax the beneficiary for the trust's accumulated income upon a
distribution, not the direct taxation of the trust itself. McCulloch, 390 P.2d. at
414–15, 419, 421. The court stated:
[T]o hold that California could not levy this tax upon the beneficiary
when the trust is distributed to him would expose this state to serious
impediments in the collection of its taxes. The purpose of section
18106 of the Revenue and Taxation Code in imposing upon the
beneficiary at the time of the trust distribution his personal obligation to
pay taxes due, but unpaid, by the trust is to avoid the difficulties which
the state might otherwise encounter in attempting to enforce tax
collection directly against foreign trustees.
Id. at 420. Here, of course, the tax is not being assessed against Kaestner or her
children, and is not being collected upon a distribution.
Ultimately, however, this Court simply does not find McCulloch persuasive and
reaches a different result. The Court concludes that the beneficiary's residence in
North Carolina, standing alone, is not a sufficient contact by the Trust with this
State to support the imposition of the tax at issue, and that the benefits enjoyed
by Ms. Kaestner and her children as residents of North Carolina are not
“protection, opportunities, and benefits” conferred upon the Trust. J.C. Penney,
311 U.S. at 444.
In Gavin, the Supreme Court of Connecticut reached a similar result to
McCulloch, concluding “just as the state may tax the undistributed income of a
trust based on the presence of the trustee in the state because it gives the trustee
the protection and benefits of its laws ... it may tax the same income based on
the domicile of the sole non-contingent beneficiary because it gives her the same
protections and benefits.” Gavin, 733 A.2d at 802. Like McCulloch, the facts of
Gavin provide grounds for distinguishing it from this matter. In Gavin, the
settlor of the trust was also a Connecticut domiciliary when he created the trust
and, accordingly, the trust was a Connecticut “resident inter vivos trust.” Id. at
787, 789. In this case, the Settlor of the Trust was a resident of New York, and
there is no North Carolina statute making the Kaestner Trust a resident trust of
this State.
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In reaching its conclusion, the court in Gavin also stated that it was “not
persuaded that ... Safe Deposit & Trust Co. v. Virginia ... is still good law”
because the holding was based, in part, on the potential that the trust could be
subjected to “double taxation,” that is, taxation in more than one state. Id. at
802. First, Safe Deposit & Trust Co. v. Virginia has not been expressly
overruled. Second, a close reading of Safe Deposit & Trust Co. v. Virginia
demonstrates that the Court considered many of the same factors present in this
case in reaching its holding. Central to the analysis in Safe Deposit & Trust Co.,
the Court noted that, as is the case here, the possessor of the legal title to the
securities held in trust in that case resided outside of the state imposing the tax
on those assets, and the beneficiaries had no “present right to their enjoyment or
power to remove them.” Safe Deposit & Trust Co., 280 U.S. at 92. Accordingly,
the Court does not agree that Safe Deposit & Trust Co. is no longer “good law,”
as characterized by the Gavin court, but remains, at a minimum, instructive as to
the due process implications of taxing a trust with such bare connections to the
taxing State.
Just to nail the state further, the court also held that the commerce clause was violated:
Plaintiff also challenges the constitutionality of G.S. § 105–160.2 under the
Commerce Clause of the United States Constitution. Contained in Article 1,
Section 8, that clause provides Congress with the authority to “regulate
Commerce ... among the several States.” As the Supreme Court of the United
States has recognized, that Clause “ ‘by its own force’ prohibits certain state
actions that interfere with interstate commerce.” Quill v. N. Dakota, 504 U.S.
298, 309 (1992) (quoting S. Carolina State Highway Dept. v. Barnwell Bros.,
Inc., 303 U.S. 177, 185 (1938)). This “negative sweep” of the Commerce
Clause, or dormant Commerce Clause, has been interpreted to place specific
limitations on the ability of states to levy taxes on interstate commerce and
activity. Quill, 504 U.S. at 309.
In Complete Auto Transit, Inc. v. Brady, the Supreme Court articulated the now
well-established four prong analysis for determining the constitutionality of a
tax under the Commerce Clause. 430 U.S. 274, 279 (1977); see also Goldberg v.
Sweet, 488 U.S. 252, 259–260 (1989); Quill, 504 U.S. at 311. A state tax
withstands scrutiny under the Commerce Clause if: (1) it is applied to an activity
with a substantial nexus to the taxing state; (2) it is fairly apportioned so as to
tax only the activities connected to the taxing state; (3) it does not discriminate
against interstate commerce; and (4) it is fairly related to services provided by
the state. “To pass constitutional muster, all four prongs must be satisfied and
the failure to meet any one of these requirements renders the tax
unconstitutional.” McNeil v. Commonwealth of Pa., 67 A.3d 185, 192
(Pa.Commw.Ct.2013) (citing Complete Auto Transit, Inc., 430 U.S. at 279)
(emphasis in original). Because the Court, largely for reasons already discussed
above, finds that the application of G.S. § 105–160.2 to Plaintiff fails to satisfy
the first and fourth prongs of Complete Auto, the Court need not address prongs
two and three of that test.
The Complete Auto test first requires that the activity taxed have a “substantial
nexus” to the taxing State. The Supreme Court has explained that, although
similar to the minimum contacts required under a due process analysis, the
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“substantial nexus” required under the Commerce Clause reflects a concern over
the impact of State regulation on the national economy and, therefore, requires
more than “minimum contacts” with the taxing State. Quill v. N. Dakota, 504
U.S. 298, 312–13 (1992). Additionally, the Supreme Court has specifically
noted that an entity “may have the ‘minimum contacts' with a taxing State as
required by the Due Process Clause, and yet lack the ‘substantial nexus' with
that State as required by the Commerce Clause.” Id. at 313.
***
Additionally, the fourth prong of the Complete Auto test requires that the tax
imposed be fairly related to services provided by the State. This prong ensures
that “a State's tax burden is not placed upon persons who do not benefit from
services provided by the State.” Goldberg, 488 U.S. at 266–67 (1989). For this
reason, the focus of this prong is on “the presence and activities of the taxpayer
within the State.” Id. at 266 (emphasis added). Here, as noted above, Plaintiff
had no presence in North Carolina.FN51 Plaintiff engaged in no activity in the
State of North Carolina; it did not make investments in North Carolina, it made
no distributions to North Carolina residents, and it did not maintain any records
in North Carolina.FN52
On this point, the recent decision of the Commonwealth Court of Pennsylvania
in McNeil v. Commonwealth, a case factually similar to the present case, is
instructive. In McNeil, Pennsylvania “assessed Pennsylvania income Tax and
interest on all of the income of two inter vivos trusts which are located in,
administered in, and governed by, the law of Delaware and which had no
Pennsylvania income or assets” on the basis that the trusts' discretionary
beneficiaries and settlor were Pennsylvania residents. 67 A.3d at 187–88. The
trusts had no obligation to pay any distributions to the beneficiaries and the
beneficiaries had no current or future right to the income or assets of the trusts.
See id. at 194. Pennsylvania law classified the trusts as resident trusts based on
the residency of the settlor and taxed the trusts on all of their income. Id. at 187,
190. The Court concluded that the tax violated three prongs of the Complete
Auto test because (a) the residency of the beneficiaries and settlor did not
establish a substantial nexus between Pennsylvania and trusts, (b) the tax was
not fairly apportioned as the trust had no Pennsylvania income or assets and the
trustees had no presence in Pennsylvania, and (c) the tax was not fairly related to
services provided by Pennsylvania as the trusts had no physical presence in
Pennsylvania, none of their income was derived from Pennsylvania sources,
none of their assets or interests were located in Pennsylvania, and they were
established under and were governed by Delaware law. Id. at 192–97. To be
sure, the beneficiaries themselves, as residents of Pennsylvania, received
benefits from Pennsylvania; nonetheless, the McNeil court made clear that it was
the trust that was subject to taxation, not the beneficiaries themselves. Id. at 198
(noting the beneficiaries will pay Pennsylvania tax on any distributions they
receive from the trusts). Ultimately, the court in McNeil recognized that,
although the beneficiaries were provided a benefit from the Commonwealth of
Pennsylvania, because the plaintiff trusts themselves “d[id] not benefit from
Pennsylvania's ... economic markets, ... courts, and laws,” the fourth prong of
Complete Auto was not satisfied. Id. at 197–98.
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The holding here is similar to that of Residuary Trust A v. Director, 27 N.J. Tax 68 (N.J. Tax Ct. 2013)
where the court held that under New Jersey law a trust could not be taxed by New Jersey only because a beneficiary
resided there.
In Comptroller of the Treasury of Maryland v. Wynne, 1355 S.Ct. 1787 (S. Ct. 2015). the Court struck
down what the majority described as a “peculiar feature” of Maryland income tax law. Justice Alitos’ majority
opinion (joined by Roberts, Kennedy, Breyer, and Sotomayer) begins:
This case involves the constitutionality of an unusual feature of Maryland’s
personal income tax scheme. Like many other States, Maryland taxes the
income its residents earn both within and outside the State, as well as the income
that nonresidents earn from sources within Maryland. But unlike most other
States, Maryland does not offer its residents a full credit against the income
taxes that they pay to other States. The effect of this scheme is that some of the
income earned by Maryland residents outside the State is taxed twice.
Maryland’s scheme creates an incentive for taxpayers to opt for intrastate rather
than interstate economic activity.
We have long held that States cannot subject corporate income to tax schemes
similar to Maryland’s, and we see no reason why income earned by individuals
should be treated less favorably. Maryland admits that its law has the same
economic effect as a state tariff, the quintessential evil targeted by the dormant
Commerce Clause. We therefore affirm the decision of Maryland’s highest court
and hold that this feature of the State’s tax scheme violates the Federal
Constitution.
Maryland’s personal income tax on state residents consists of a “state” income tax, and a “county” income
tax. Residents who pay income tax to another jurisdiction for income earned in that other jurisdiction are allowed a
credit against the “state” tax but not the “county” tax. Nonresidents who earn income from sources within Maryland
must pay the “state” income tax, and nonresidents not subject to the county tax must pay a “special nonresident tax”
in lieu of the “county” tax. Here, the Wynne’s were Maryland residents with S corporation earnings derived from
several states. They were not allowed a credit for the county tax.
The majority held that the Maryland scheme clearly violated the so-called document commerce clause.
The opinion states:
Our existing dormant Commerce Clause cases all but dictate the result reached
in this case by Maryland’s highest court. Three cases involving the taxation of
the income of domestic corporations are particularly instructive.
In J. D. Adams Mfg. Co. v. Storen, 304 U. S. 307 (1938),Indiana taxed the
income of every Indiana resident (including individuals) and the income that
every nonresident derived from sources within Indiana. Id., at 308. The State
levied the tax on income earned by the plaintiff Indiana corporation on sales
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made out of the State. Id., at 309. Holding that this scheme violated the dormant
Commerce Clause, we explained that the “vice of the statute” was that it taxed,
“without apportionment, receipts derived from activities in interstate
commerce.” Id., at 311. If these receipts were also taxed by the States in which
the sales occurred, we warned, interstate commerce would be subjected “to the
risk of a double tax burden to which intrastate commerce is not exposed, and
which the commerce clause forbids.” Ibid.
The next year, in Gwin, White & Prince, Inc. v. Henneford, 305 U. S. 434
(1939), we reached a similar result. In that case, the State of Washington taxed
all the income of persons doing business in the State. Id., at 435. Washington
levied that tax on income that the plaintiff Washington corporation earned in
shipping fruit from Washington to other States and foreign countries. Id., at
436–437. This tax, we wrote, “discriminates against interstate commerce, since
it imposes upon it, merely because interstate commerce is being done, the risk of
a multiple burden to which local commerce is not exposed.” Id., at 439.
In the third of these cases involving the taxation of a domestic corporation,
Central Greyhound Lines, Inc. v. Mealey, 334 U. S. 653 (1948), New York
sought to tax the portion of a domiciliary bus company’s gross receipts that were
derived from services provided in neighboring States. Id., at 660; see also id., at
665 (Murphy, J., dissenting) (stating that the plaintiff was a New York
corporation). Noting that these other States might also attempt to tax this portion
of the company’s gross receipts, the Court held that the New York scheme
violated the dormant Commerce Clause because it imposed an “unfair burden”
on interstate commerce. Id., at 662 (majority opinion).
In all three of these cases, the Court struck down a state tax scheme that might
have resulted in the double taxation of income earned out of the State and that
discriminated in favor of intrastate over interstate economic activity.
The majority rejected any distribution between personal income and gross receipts or between corporations
and individuals. The opinion notes a distinction between what a state may do without violating due process but that
still violates the commerce clause:
In attempting to justify Maryland’s unusual tax scheme, the principal dissent
argues that the Commerce Clause imposes no limit on Maryland’s ability to tax
the income of its residents, no matter where that income is earned. It argues that
Maryland has the sovereign power to tax all of the income of its residents,
wherever earned, and it therefore reasons that the dormant Commerce Clause
cannot constrain Maryland’s ability to expose its residents (and nonresidents) to
the threat of double taxation.
This argument confuses what a State may do without violating the Due Process
Clause of the Fourteenth Amendment with what it may do without violating the
Commerce Clause. The Due Process Clause allows a State to tax “all the income
of its residents, even income earned outside the taxing jurisdiction.” Oklahoma
Tax Comm’n v. Chickasaw Nation, 515 U. S. 450, 462–463 (1995). But “while a
State may, consistent with the Due Process Clause, have the authority to tax a
particular taxpayer, imposition of the tax may nonetheless violate the Commerce
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Clause.” Quill Corp. v. North Dakota, 504 U. S. 298, 305 (1992) (rejecting a
due process challenge to a tax before sustaining a Commerce Clause challenge
to that tax).
Our decision in Camps Newfound illustrates the point. There, we held that the
Commerce Clause prohibited Maine from granting more favorable tax treatment
to charities that operated principally for the benefit of Maine residents. 520 U.
S., at 580–583. Because the plaintiff charity in that case was a Maine nonprofit
corporation, there is no question that Maine had the raw jurisdictional power to
tax the charity. See Chickasaw Nation, supra, at 462–463. Nonetheless, the tax
failed scrutiny under the Commerce Clause. Camps Newfound, supra, at 580–
581. Similarly, Maryland’s raw power to tax its residents’ out-of-state income
does not insulate its tax scheme from scrutiny under the dormant Commerce
Clause.
Although the principal dissent claims the mantle of precedent, it is unable to
identify a single case that endorses its essential premise, namely, that the
Commerce Clause places no constraint on a State’s power to tax the income of
its residents wherever earned. This is unsurprising. As cases like Quill Corp. and
Camps Newfound recognize, the fact that a State has the jurisdictional power to
impose a tax says nothing about whether that tax violates the Commerce Clause.
See also, e.g., Barclays Bank PLC v. Franchise Tax Bd. of Cal., 512 U. S. 298
(1994) (separately addressing due process and Commerce Clause challenges to a
tax); Moorman, 437 U. S. 267 (same); Standard Pressed Steel Co. v.
Department of Revenue of Wash., 419 U. S. 560 (1975) (same); Lawrence v.
State Tax Comm’n of Miss., 286 U. S. 276 (1932) (separately addressing due
process and equal protection challenges to a tax); Travis v. Yale & Towne Mfg.
Co., 252 U. S. 60 (1920) (separately addressing due process and privileges and
immunities challenges to a tax).
Further, Maryland’s income tax scheme discriminates against interstate commerce. Courts employ an
“internal consistency” test to determine tax schemes that discriminate against interstate commerce. The test assumes
that every State has the same tax structure. Maryland’s income tax scheme fails the internal consistency test because
if every State adopted Maryland’s tax structure, interstate commerce would be taxed at a higher rate than intrastate
commerce. Maryland’s tax scheme is inherently discriminatory and operates as a tariff, which is fatal because tariffs
are the paradigmatic example of laws discriminating against interstate commerce.
Alito, J., delivered the opinion of the Court, in which Roberts, C. J., and Kennedy, Breyer, and Sotomayor,
JJ., joined. Scalia, J., filed a dissenting opinion, in which Thomas, J., joined as to Parts I and II. Thomas, J., filed a
dissenting opinion, in which Scalia, J., joined except as to the first paragraph. Ginsburg, J., filed a dissenting
opinion, in which Scalia and Kagan, JJ., joined.
Justices Scalia and Thomas dissented because they don’t think the Constitution contains a dormant
commerce clause, also called the negative commerce clause. Justice Scalia explains:
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The fundamental problem with our negative Commerce Clause cases is that the
Constitution does not contain a negative Commerce Clause. It contains only a
Commerce Clause. Unlike the negative Commerce Clause adopted by the
judges, the real Commerce Clause adopted by the People merely empowers
Congress to “regulate Commerce with foreign Nations, and among the several
States, and with the Indian Tribes.” Art. I, §8, cl. 3. The Clause says nothing
about prohibiting state laws that burden commerce. Much less does it say
anything about authorizing judges to set aside state laws they believe burden
commerce. The clearest sign that the negative Commerce Clause is a judicial
fraud is the utterly illogical holding that congressional consent enables States to
enact laws that would otherwise constitute impermissible burdens upon
interstate commerce.
***
The failings of negative Commerce Clause doctrine go beyond its lack of a
constitutional foundation, as today’s decision well illustrates.
1. One glaring defect of the negative Commerce Clauses its lack of governing
principle. Neither the Constitution nor our legal traditions offer guidance about
how to separate improper state interference with commerce from permissible
state taxation or regulation of commerce. So we must make the rules up as we
go along. That is how we ended up with the bestiary of ad hoc tests and ad hoc
exceptions that we apply nowadays, including the substantial nexus test, the fair
apportionment test, and the fair relation test, Complete Auto Transit, Inc. v.
Brady, 430 U. S. 274, 279 (1977), the interest-on-state-bonds exception,
Department of Revenue of Ky. v. Davis, 553 U. S. 328, 353–356 (2008), and the
sales-taxes-on-mail-orders exception, Quill Corp., supra, at 314–319.
The internal consistency rule invoked by the Court nicely showcases our ad
hocery. Under this rule, a tax violates the Constitution if its hypothetical
adoption by all States would interfere with interstate commerce. Ante, at 19.
How did this exercise in counterfactuals find its way into our basic charter? The
test, it is true, bears some resemblance to Kant’s first formulation of the
categorical imperative: “Act only according to that maxim whereby you can at
the same time will that it should become a universal law” without contradiction.
Grounding for the Metaphysics of Morals 30 (J. Ellington transl. 3d ed.1993). It
bears no resemblance, however, to anything in the text or structure of the
Constitution. Nor can one discern an obligation of internal consistency from our
legal traditions, which show that States have been imposing internally
inconsistent taxes for quite a while—until recently with our approval.
***
2. Another conspicuous feature of the negative Commerce Clause is its
instability. Because no principle anchors our development of this doctrine—and
because the line between wise regulation and burdensome interference changes
from age to economic age—one can never tell when the Court will make up a
new rule or throw away an old one. “Change is almost [the doctrine’s] natural
state, as it is the natural state of legislation in a constantly changing national
economy.” Ibid.
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Today’s decision continues in this proud tradition. Consider a few ways in
which it contradicts earlier decisions:
• In an earlier case, the Court conceded that a trucking tax “fail[ed] the ‘internal
consistency’ test,” but upheld the tax anyway. American Trucking Assns., Inc. v.
Michigan Pub. Serv. Comm’n, 545 U. S. 429, 437 (2005). Now, the Court
proclaims that an income tax “fails the internal consistency test,” and for that
reason strikes it down. Ante, at 21.
• In an earlier case, the Court concluded that “[i]t is not a purpose of the
Commerce Clause to protect state residents from their own state taxes” and that
residents could “complain about and change the tax through the [State’s]
political process.” Goldberg v. Sweet, 488 U. S. 252, 266 (1989). Now, the
Court concludes that the negative Commerce Clause operates “regardless of
whether the plaintiff is a resident . . . or nonresident” and that “the notion that
[residents]have a complete remedy at the polls is fanciful.” Ante, at 11, 12.
• In an earlier case, the Court said that “[t]he difference in effect between a tax
measured by gross receipts and one measured by net income . . . is manifest and
substantial.” United States Glue Co. v. Town of Oak Creek, 247 U. S. 321, 328
(1918). Now, the Court says that the “formal distinction” between taxes on net
and gross income “should [not] matter.” Ante, at 7.
• In an earlier case, the Court upheld a tax despite its economic similarity to the
gross-receipts tax struck down in Central Greyhound Lines, Inc. v. Mealey, 334
U. S. 653 (1948). Oklahoma Tax Comm’n v. Jefferson Lines, Inc., 514 U. S.
175, 190–191 (1995). The Court explained that “economic equivalence alone
has . . . not been (and should not be) the touchstone of Commerce Clause
jurisprudence.” Id., at 196–197, n. 7. Now, the Court strikes down a tax in part
because of its economic similarity to the gross-receipts tax struck down in
Central Greyhound. Ante, at 7. The Court explains that “we must consider ‘not
the formal language of the tax statute but rather its practical effect.’” Ante, at 7–
8.
So much for internal consistency.
Justices Ginsberg, writing for herself and Justice Kagan, finds the majority conclusion unsupportable by
prior decision:
Today’s decision veers from a principle of interstate and international taxation
repeatedly acknowledged by this Court: A nation or State “may tax all the
income of its residents, even income earned outside the taxing jurisdiction.”
Oklahoma Tax Comm’n v. Chickasaw Nation, 515 U. S. 450, 462–463 (1995).
In accord with this principle, the Court has regularly rejected claims that taxes
on a resident’s out-of-state income violate the Due Process Clause for lack of a
sufficient “connection” to the taxing State. Quill Corp. v. North Dakota, 504 U.
S. 298, 306 (1992) (internal quotation marks omitted); see, e.g., Lawrence v.
State Tax Comm’n of Miss., 286 U. S. 276, 281 (1932). But under dormant
Commerce Clause jurisprudence, the Court decides, a State is not really
empowered to tax a resident’s income from whatever source derived. In taxing
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personal income, the Court holds, source-based authority, i.e., authority to tax
commerce conducted within a State’s territory, boxes in the taxing authority of a
taxpayer’s domicile.
As I see it, nothing in the Constitution or in prior decisions of this Court dictates
that one of two States, the domiciliary State or the source State, must recede
simply because both have lawful tax regimes reaching the same income. See
Moorman Mfg. Co. v. Bair, 437 U. S. 267, 277, n. 12 (1978) (finding no
“discriminat[ion] against interstate commerce” where alleged taxation
disparities were “the consequence of the combined effect” of two otherwise
lawful income-tax schemes). True, Maryland elected to deny a credit for income
taxes paid to other States in computing a resident’s county tax liability. It is
equally true, however, that the other States that taxed the Wynnes’ income
elected not to offer them a credit for their Maryland county income taxes. In this
situation, the Constitution does not prefer one lawful basis for state taxation of a
person’s income over the other. Nor does it require one State, in this case
Maryland, to limit its residence-based taxation, should the State also choose to
exercise, to the full extent, its source-based authority. States often offer their
residents credits for income taxes paid to other States, as Maryland does for state
income tax purposes. States do so, however, as a matter of tax “policy,”
Chickasaw Nation, 515 U. S., at 463, n. 12 (internal quotation marks omitted),
not because the Constitution compels that course.
***
States deciding whether to tax residents’ entire worldwide income must choose
between legitimate but competing tax policy objectives. A State might prioritize
obtaining equal contributions from those who benefit from the State’s protection
in roughly similar ways. Or a State might prioritize ensuring that its taxpayers
are not subject to double taxation. A State cannot, however, accomplish both
objectives at once.
To illustrate, consider the Wynnes. Under the tax scheme in place in 2006, other
Howard County residents who earned their income in-state but who otherwise
had the same tax profile as the Wynnes (e.g., $2.67 million in taxable net
income) owed the same amount of taxes to Maryland as the Wynnes. See App.
to Pet. for Cert. A–56. The scheme thus ensured that all residents with similar
access to the State’s protection and benefits and similar ability to pay made
equal contributions to the State to defray the costs of those benefits. Maryland
could not achieve that objective, however, without exposing the Wynnes to a
risk of double taxation. Conversely, the Court prioritizes reducing the risk that
the Wynnes’ income will be taxed twice by two different States. But that choice
comes at a cost: The Wynnes enjoyed equal access to the State’s services but
will have paid $25,000 less to cover the costs of those services than similarly
situated neighbors who earned their income entirely within the State. See Pet.
for Cert. 15.
States confront the same trade-off when deciding whether to tax nonresidents’
entire in-state income. A State can require all residents and nonresidents who
work within the State under its protection to contribute equally to the cost of that
protection. Or the State can seek to avoid exposing its workers to any risk of
double taxation. But it cannot achieve both objectives.
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For at least a century, responsibility for striking the right balance between these
two policy objectives has belonged to the States (and Congress), not this Court.
Some States have chosen the same balance the Court embraces today. See ante,
at 17. But since almost the dawn of the modern era of state income taxation,
other States have taken the same approach as Maryland does now, taxing
residents’ entire income, wherever earned, while at the same time taxing
nonresidents’ entire in-state income. And recognizing that “[p]rotection, benefit,
and power over [a taxpayer’s income] are not confined to either” the State of
residence or the State in which income is earned, this Court has long afforded
States that flexibility. Curry v. McCanless, 307 U. S. 357, 368 (1939). This
history of States imposing and this Court upholding income tax schemes
materially identical to the one the Court confronts here should be the beginning
and end of this case.
***
Abandoning principles and precedent sustaining simultaneous residence- and
source-based income taxation, the Court offers two reasons for striking down
Maryland’s county income tax: (1) the tax creates a risk of double taxation, ante,
at 7, 18; and (2) the Court deems Maryland’s income tax “scheme” “inherently
discriminatory”—by which the Court means, the scheme fails the so-called
“internal consistency” test, ante, at 21–22. The first objection is overwhelmed
by the history, recounted above, of States imposing and this Court upholding
income taxes that carried a similar risk of double taxation. See supra, at 6–12.
The Court’s reliance on the internal consistency test is no more compelling.
This Court has not rigidly required States to maintain internally consistent tax
regimes. Before today, for two decades, the Court has not insisted that a tax
under review pass the internal consistency test, see Oklahoma Tax Comm’n v.
Jefferson Lines, Inc., 514 U. S. 175, 185 (1995),and has not struck down a state
tax for failing the test in nearly 30 years, see American Trucking Assns., Inc. v.
Scheiner, 483 U. S. 266, 284–287 (1987) (ATA I); Tyler Pipe Industries, Inc. v.
Washington State Dept. of Revenue, 483 U. S. 232, 247–248 (1987). Moreover,
the Court has rejected challenges to taxes that flunk the test. The Oklahoma tax
“scheme” upheld under the dormant Commerce Clause in Shaffer, for example,
is materially indistinguishable from—therefore as internally inconsistent as—
Maryland’s scheme. 252 U. S., at 57. And more recently, in American Trucking
Assns., Inc. v. Michigan Pub. Serv. Comm’n, the Court upheld a “concede[dly]”
internally inconsistent state tax. 545 U. S. 429, 438 (2005) (ATA II). The Court
did so, satisfied that there was a sufficiently close connection between the tax at
issue and the local conduct that triggered the tax. See ibid.
The logic of ATA II, counsel for the Wynnes appeared to recognize, see Tr. of
Oral Arg. 46–47, would permit a State to impose a head tax—i.e., a flat charge
imposed on every resident in the State—even if that tax were part of an
internally inconsistent tax scheme. Such a tax would rest on purely local
conduct: the taxpayer’s residence in the taxing State. And the taxes paid would
defray costs closely connected to that local conduct—the services used by the
taxpayer while living in the State.
I see no reason why the Constitution requires us to disarm States from using a
progressive tax, rather than a flat toll, to cover the costs of local services all
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residents enjoy. A head tax and a residence-based income tax differ, do they not,
only in that the latter is measured by each taxpayer’s ability to pay. Like the
head tax, however, a residence-based income tax is triggered by the purely local
conduct of residing in the State. And also like the head tax, a residence-based
income tax covers costs closely connected to that residence: It finances services
used by those living in the State. If a head tax qualifies for ATA II’s reprieve
from internal consistency, then so too must a residence-based income tax.
3.

Income Tax Consequences of Trust Termination. At issue in PLR 201422005 was the

termination of a GST grandfathered trust. Among the facts recited were:
Decedent died on Date 1, a date prior to September 25, 1985. Decedent's Will
established a testamentary trust (Trust) for the benefit of Decedent's relatives,
spouse and issue. Trust was originally funded primarily with stock of Company.
Individual Trustees and Bank serve as trustees (Trustees).
The terms of Will are as follows:
Paragraph 24 provides that the residue of Decedent's estate is to be held
in Trust.
Paragraph 28 provides that at the death of Decedent's spouse, the net
income from Trust will be divided and paid in equal portions to each of
Decedent's children, or to the surviving issue of any deceased child,
during the lifetime of the longest lived of said children.
Paragraph 30 provides that at the death of the last survivor of
Decedent's children and spouse, the trust will terminate and the
principal will be divided, distributed and paid, share and share alike, to
all of Decedent's grandchildren then living.
Currently, Child, the last surviving child of Decedent, eleven Grandchildren and
thirteen Great-grandchildren are the qualified beneficiaries of Trust. Qualified
beneficiary is defined under State Statute.
***
On Date 4, Court determined that the purpose of Trust had been fulfilled and
that Court may terminate Trust upon agreement of all of the qualified
beneficiaries (as defined in State Statute) of Trust and entered an order to that
effect. See, Citation. The negotiations among Trust beneficiaries led to a
settlement agreement (Settlement Agreement) signed by all of Trust's qualified
beneficiaries on Date 5. Court entered Court Order terminating Trust in
accordance with the Settlement Agreement on Date 6.
The terms of Settlement Agreement are as follows:
Trust will terminate and each income beneficiary who is not also a
remainder beneficiary will receive a distribution representing the
actuarial value of such income beneficiary's interest in Trust.
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Until the termination date, Trustees will make distributions to Trust
beneficiaries in accordance with the terms of Trust.
Upon Trust termination, Trustees will make cash distributions to
certain beneficiaries of Trust as prescribed in Settlement Agreement.
Following the cash distributions, Trustees of Trust will distribute the
shares of stock of Company and any other property in-kind in equal
shares to other beneficiaries.
The IRS refused to rule that the distributions to the grandchildren would not cause them to recognize
income except to the extent of Trust DNI, nor that each recipient of a termination distribution would recognize
capital gain. The IRS did give favorable gift and GST rulings because the settlement was reasonable and armslength. But see PLR 201519012 later in these materials where a favorable income tax ruling was issued.
B.
CHARITABLE AND TAX-EXEMPT MATTERS - Sections 170, 642, 664, 501, 509, 2055, 2522, and
4940-4947
1.

Conservation Easement Not Saved By Savings Clause. Section 170(h) allows income tax

deductions for conservation easements but the contributed property must be a qualified real property interest.
Section 170(h)(2)(C) provides that a “qualified real property interest” must have a perpetual conservation easement.
In B.V. Belk, Jr. et ux. v. Commissioner, 774 F.3d 221 (4th. Cir. 2014), affirming the Tax Court (140 T.C. No. 1
(2013)), the contribution was made by Old Sycamore, LLC and contained a substitution clause described by the
court as follows:
One such reserved right, central to this appeal, permits Olde Sycamore to
"substitute an area of land owned by [it] which is contiguous to the Conservation
Area for an equal or lesser area of land comprising a portion of the Conservation
Area." Olde Sycamore's substitution right is conditioned upon the Trust's
agreement that "the substitute property is of the same or better ecological
stability," that "the substitution shall have no adverse effect on the conservation
purposes," and that the fair market value of the substituted property is at least
equal to that of the property originally subject to the Easement. The substitution
provision thus permits Olde Sycamore, if the Trust agrees (and it cannot
unreasonably withhold agreement), to swap land in and out of the Easement. In
doing so, Olde Sycamore can shift the use restriction from one parcel to another,
provided the Easement continues to cover at least 184 acres and to advance its
stated conservation purpose. Such a substitution becomes final when reflected in
a formal amendment to the Easement recorded in the relevant county or
counties.
Such a provision invalidates the easement, held the court:
The Easement at issue here fails to meet this requirement because the real
property contributed to the Trust is not subject to a use restriction in perpetuity.
The Easement purports to restrict development rights in perpetuity for a defined
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parcel of land, but upon satisfying the conditions in the substitution provision,
the taxpayers may remove land from that defined parcel and substitute other
land. Thus, while the restriction may be perpetual, the restriction on "the real
property" is not. For this reason, the Easement does not constitute a "qualified
conservation contribution" under § 170(h) and the Belks were not entitled to
claim a deduction for the contribution.
But wait. The easement also contained a savings clause:
The Easement contains a savings clause, also of relevance here, which
circumscribes the Trust's ability to agree to such amendments. This clause
provides that the Trust "shall have no right or power to agree to any amendments
. . . that would result in this Conservation Easement failing to qualify . . . as a
qualified conservation contribution under Section 170(h) of the Internal
Revenue Code and applicable regulations." Section 170(h) details the
circumstances under which the grant of a conservation easement may be claimed
as a charitable contribution deduction. See 26 U.S.C. § 170(h) (2012).
Commissioner v. Procter was decided by the Florida Circuit in 1942, refusing to give affect to a savings
clause that provided if an amount purportedly given exceeded the amount of the then annual exclusion then the
excess would not have actually been given. That was a “condition subsequent” savings clause. Here, the Belks
argued the savings clause was a condition precedent. The court disagreed:
So it is here. The Belks' Easement, by its terms, conveys an interest in real
property to the Trust. The savings clause attempts to alter that interest in the
future if the Easement should "fail[ ] to qualify as a . . . qualified conservation
contribution under Section 170(h)." In seeking to invoke the savings clause, the
Belks, like the taxpayer in Procter, ask us to "void" the offending substitution
provision to rescue their tax benefit.
The Belks' attempt to distinguish Procter fails. They find significant the fact that
the savings clause there altered the conveyance "following an adverse IRS
determination or court judgment," while the savings clause here does not
expressly invoke the IRS or a court. Appellants' Br. 39. This is a distinction
without a difference. Though not couched in terms of an "adverse
determination" by the IRS or a court, the Belks' savings clause operates in
precisely the same manner as that in Procter. The Easement plainly permits
substitutions unless and until those substitutions "would result" in the
Easement's "failing to qualify . . . under Section 170(h) of the Internal Revenue
Code," a determination that can only be made by either the IRS or a court.
Indeed, relying on Procter, the IRS has found a clause void as a condition
subsequent notwithstanding its failure to reference determination by a court. See
Rev. Rul. 65-144, 1965-1 C.B. 442, 1965 WL 12880. The Belks do not suggest
that the IRS erred in so concluding, nor do they attempt to distinguish that
clause from their own.
They do contend, however, that their savings clause is simply "an interpretive
clause" meant to ensure the "overriding intention" of the parties that the
Easement qualify as a charitable deduction. Appellants' Br. 39. We are not
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persuaded. When a clause has been recognized as an "interpretive" tool, it is
because it simply "help[ed] illustrate the decedent's intent" and was not
"dependent for [its] operation upon some subsequent adverse action by the
Internal Revenue Service." I.R.S. Tech. Adv. Mem. 79-16-006 (1979)
(distinguishing Procter); see also Estate of Cline v. Commissioner, 43 T.C.M.
(CCH) 607 (T.C. 1982) (clause valid to interpret "ambiguous . . . language in a
poorly drafted . . . agreement," but not to "change the property interests
otherwise created"); Rev. Rul. 75-440, 1975-2 C.B. 372, 1975 WL 34994 at *2
(clause "relevant . . . only because it helps indicate the testator's intent not to
give . . . a disqualifying power" (emphasis added)).
In contrast to those situations, the Belks' intent to retain "a disqualifying power"
is clear from the face of the Easement. There is no open interpretive question for
the savings clause to "help" clarify. If the Belks' "overriding intent[ ]" had been,
as they suggest, merely for the Easement to qualify for a tax deduction under §
170(h), they would not have included a provision so clearly at odds with the
language of § 170(h)(2)(C). In fact, the Easement reflects the Belks' "overriding
intent[ ]" to create an easement that permitted substitution of the parcel -- in
violation of § 170(h)(2)(C) -- and to jettison the substitution provision only if it
subsequently caused the donation to "fail[ ] to qualify . . . as a qualified
conservation contribution under Section 170(h)." Thus, the Belks ask us to
employ their savings clause not to "aid in determining [their] intent," Rev. Rul.
75-440, but to rewrite their Easement in response to our holding. This we will
not do.3
Indeed, we note that were we to apply the savings clause as the Belks suggest,
we would be providing an opinion sanctioning the very same "trifling with the
judicial process" we condemned in Procter. 142 F.2d at 827. Moreover,
providing such an opinion would dramatically hamper the Commissioner's
enforcement power. If every taxpayer could rely on a savings clause to void,
after the fact, a disqualifying deduction (or credit), enforcement of the Internal
Revenue Code would grind to a halt.
Whether the holding is right is questionable. If the power of substitution would disqualify the easement
then it could not be exercised.
In Balsam Mountain Investments, LLC v. Commissioner, T.C. Memo. 2015-43, an LLC retained the right
for five years to redraw the boundaries of the easement so long as it remained 22 acres and at least 95% of the
original 22 acres remained within the restricted area. The Tax court held that the restriction did not create a
“qualified real property interest” for purposes of Section 170(h)(2)(C). The opinion relies on Belk.
Balsam Management contends that Belk v. Commissioner, 140 T.C. at 3-5, is
distinguishable because the easement agreement in Belk allowed the donor to
substitute other land for all of the land initially subject to the easement. By
contrast, the easement granted by Balsam Investments allowed substitution for
only 5% of the land initially subject to the easement. This makes the easement
different from the one in Belk, but the difference does not matter. The easement
granted by Balsam Investments in 2003 was not an interest in an identifiable,
specific piece of real property. For five years after 2003 Balsam Investments
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could change the boundaries of the "Conservation Area" burdened by the [*9]
easement. As of 2003 the easement did not constitute a "qualified real property
interest" of the type described in section 170(h)(2)(C).
Alternatively, Balsam Management argues that we should overrule Belk. We
decline to do so.
2.

Rules Distributing Shares to Charity to Avoid Excess Business Holdings.

In PLR

201414031 the IRS approved a private foundation making distributions of closely-held stock to various charities to
avoid an excess business holding. The restrictions imposed on the distributions were not material restrictions. The
PLR states:
You propose to correct your excess business holdings by donating the number of
shares necessary to bring your portion of the shares to less than two percent of
the overall shares to public charities exempt from tax and recognized as
described in § 501(c)(3). One of the proposed donees of your shares is Charity.
One of your founders serves as one of sixteen directors of Charity, while the
other founder serves as one of twelve advisory board members for Charity. Also,
one of your advisory board members serves as a non-voting secretary for the
board of Charity.
Charity provides scholarships to students who have attended a state public
school for the four years immediately prior to high school graduation, who attain
a cumulative GPA or 2.0 or higher, and who are eligible for Federal Financial
aid and demonstrate need. Your shares that are given to Charity would go
toward providing for a scholarship fund for a student that not only met the
criteria above, but who also meet the criteria for "deferred action status" as used
by the Secretary of Homeland Security in her June 15, 2012 memorandum
regarding the exercise of prosecutorial discretion with respect to individuals who
came to the United States as children. These criteria require that the applicant
(1) not currently have legal status in the United States; (2) have arrived in the
United States before they attained sixteen years of age; (3) had five years of
continuous residency in the United States prior to June 15, 2012; (4) were
present in the United States on June 15, 2012; (5) are currently in school, have
graduated from high school, have obtained a general equivalence degree, or are
honorable discharged veterans of the Coast Guard or Armed Forces of the
United States; (6) have no felony convictions; and (7) have not attained thirty
years of age. The board of Charity will exercise ultimate control over which
applicant meeting those criteria is selected for the scholarship and it will have
ultimate control over the sell or investment of the shares donated to it.
3.

Note Owned by LLC Owned By a Private Foundation Will Be Neither Self-Dealing Nor

Excess Business Holding. In PLR 201407021 the IRS approved a transaction in which a note could be held by a
family foundation. The facts are important:
You are a private foundation founded by Founder. After the death of the later to
survive of Founder or Founder's wife, his estate plan stipulates that an
ownership interest in LLC will go to you, as discussed below.
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Founder made capital contributions to and currently owns all of the membership
units, voting and nonvoting, of LLC, a Limited Liability Company, which is a
disregarded entity for federal income tax purposes. LLC is managed by the
members owning voting units (Managing Members). A Managing Member's
signature is sufficient to bind LLC. Managing Members are authorized to invest
or reinvest available funds in investments consistent with the purposes of LLC,
to vote any stock or other voting security, to exercise the rights of a general
partner, to expend LLC funds to borrow as they deem appropriate, to collect
obligations payable to LLC, and to generally perform the duties of running LLC.
Managing Members will also make distributions from time to time in such
amounts as they decide after considering the needs of LLC and their fiduciary
obligations to all members. All distributions will be made to all unit holders,
voting and nonvoting, ratably in proportion to ownership of units. These rights
and responsibilities are designated solely to the Managing Members. LLC may
only be dissolved with the written approval of members holding at least fifty
percent of the units in each member class, voting and nonvoting.
The sole asset of LLC is a note from Founder's daughter. The only income
derived by LLC will be income from the note. Taxpayer represents that LLC is
engaged solely in passive investment activities and does not engage in, and will
not be engaged in, the operation of any business enterprise. The promissory note
from Founder's daughter bears interest at the long-term federal rate determined
under § 1274(d) in effect at the time Founder and Founder's daughter entered
into the agreement. The principal of the note is due at the end of the note's term.
This note will continue to be an asset of LLC, and the interest therefrom will be
LLC's sole income. Founder proposes to transfer at death a non-voting interest
of LLC to you, but not a voting interest, through either Founder's or Founder's
wife's estate. LLC will have multiple owners and will not be a disregarded
entity.
With respect to the self-dealing issue, the ruling states:
If the option holders fail to exercise their option after your death, LLC will
retain ownership of the note payable by Founder's daughter, and you will own
nonvoting units in LLC. Both LLC and Founder's daughter are disqualified
persons as to you. Section 4946(a)(1). Your retention of a nonvoting interest in
the LLC and your receipt of passive income from LLC, however, will not
constitute any of the acts of self-dealing described in § 4941(d)(1) or §
53.4941(d)-2. The arrangement between the LLC and you will neither be a loan
nor an extension of credit. Section 53.4941(d)-2(c). You would acquire
nonvoting units in LLC by gift, rather than through a self-dealing transaction. As
a holder of nonvoting units, you will have a right to receive distributions only if
LLC dissolves or it chooses to make current distributions, but the timing and
amount of such distributions would be uncertain, and could not be compelled by
you. The Managing Members, holders of voting units, are given sole power to
manage the affairs of LLC and determine the timing and amount of
distributions. Additionally, you cannot compel dissolution of LLC since it
requires the vote of a holder of fifty percent of the voting units in addition to
your own.
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You will not have "control" over LLC (as defined in section 53.4941(d)-1(b)(5)
of the regulations) due to the lack of voting power to manage or operate LLC.
We do not consider the power associated with the non-voting interest in LLC as
a necessary party to vote on the liquidation of the LLC to be the equivalent of a
"veto power" within the meaning of section 53.4941(d)-1(b)(5) in that the other
attributes of that interest lack any other powers with respect to operation and
management. Furthermore, the liquidation of LLC in this context could result in
a self-dealing problem for Foundation. Therefore, the retention by LLC of
Founder's daughter's note following Founder's death would not be an act of
direct or indirect self-dealing between you and one or more disqualified persons
under § 53.4941(d)-(1) or § 4941. Therefore, the retention by LLC of the note
following Founder's death would not be an act of indirect self-dealing between
you and one or more disqualified persons under § 53.4941(d)-(1) or § 4941.
If a corporation redeems its stock for a note, the technique illustrated in this ruling offers an apparently safe
way for the note to be held by the stock owner’s foundation. The transaction is easiest if planned for but may also
be accomplished via the probate exception. PLR 9831026 approved a limited partnership owned by a foundation.
4.

Apartment Complex Held By Private Foundation. In PLR 201422027 the IRS determined

that a private foundation could own an apartment complex without violating the excess business holdings rules, and
without unrelated business income, because the rental income is passive. The ruling states:
Section 4943 imposes a tax on the excess business holdings of any private
foundation in a business enterprise. Subsequent to the transfer of the Apartment
complex from Grantor/Trustee to you, you plan to hold the entire incomeproducing property as a sole proprietorship. A private foundation generally
cannot operate a business enterprise, other than a functionally-related enterprise
or a business otherwise exempt, as a sole proprietorship, because such a holding,
by definition, entails a 100 percent ownership precluded by the private
foundation rules. § 4943(c)(3)(B); § 53.4943-3(c)(3). This would constitute
excess business holdings subject to § 4943 excise tax if the Apartment complex
were a business enterprise.
The term "business enterprise" in § 4943(d)(3) is defined by § 53.4943-10(a)(1)
to include the active conduct of a trade or business, including any activity which
is regularly carried on for the production of income from the sale of goods or the
performance of services and which constitutes an unrelated trade or business
under § 513. However, the Internal Revenue Code carves out an exception for
enterprises that generate passive income. § 4943(d)(3)(B), § 53.4943-10(c)(1).
The term "business enterprises" does not include a trade or business that derives
at least 95 percent of its gross income from passive sources. Rents from real
property and incidental rents from personal property leased with the real
property, are identified as "passive sources." § 53.4943-10(c)(2).
Your operation of Apartment complex will not constitute the operation of a
business enterprise subject to the excess business holdings limitations of § 4943
if at least 95 percent of its gross income is passive. Whether a particular item of
income falls within the modifications of § 512(b), such as rents from real
property, or incidental rents from personal property leased with the real
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property, described in § 512(b)(3), depends on all of the facts and circumstances
of the particular case. § 1.512(b)-1.
The Apartment complex provides some utilities in the basic monthly rent,
including cable TV and internet. Including utilities in rent is a common practice
in apartment complexes, where individual metering for water, gas, or electricity,
and wiring for individual cable may not be available. Apartment complex
supplies washers and dryers in most apartments, an example of incidental
personal property leased with the real property.
The complex also provides a small number of coin-operated machines on-site
for use by tenants without in-apartment units. You have stated that the income
from the coin laundry averages 0.16% of gross income per year over a threeyear period.
City ordinances require Apartment complex to provide at least two off-street
parking spaces for each rental unit. The complex provides off-street parking for
all x rental units. Covered parking comes with y units, for which there is a small
additional charge in the rent. Surface parking is supplied to the other units at no
additional charge. No parking spaces are available for rent to the general public.
You have stated that the income from carport parking averages 0.14% of gross
income per year over a three-year period.
Whether income from the coin laundry or the upcharge for carport parking is
unrelated taxable income will be discussed below. For purposes of § 4943
defining excess business holdings, even if we deem laundry and carport
revenues not to be rents from real property, Apartment complex still generates
more than 95% of its gross income from rents from real property, because you
have stated that the revenue from the laundry and carport together only comprise
0.30% of the gross income from the Apartment complex. Therefore, Apartment
complex is not a business enterprise pursuant to § 4943(d)(3)(B). Income from
the operation of Apartment complex will not be subject to tax on excess
business holdings under § 4943.
***
You have stated that you will hold and operate the Apartment complex
indefinitely. Your request for ruling assumes that operating an apartment
complex is an ordinary trade or business, as it is an activity carried on for the
production of income from the performance of services, here leasing residential
space, and that the activity will be regularly carried on. You do not assert that
the activity is related to your exempt purpose, except for the revenue that it
contributes to the scholarships you grant. You state that the issue is whether the
revenue from this enterprise is rent from real property, excluded from the tax on
unrelated business income by § 512(b)(3).
Income from rental of real property is excluded from the tax on unrelated
business income by § 512(b)(3), unless the real property is subject to debt
financing. §§ 514 and 512(b)(4). Here, the Grantor/Trustee is donating the
property to you free and clear of any indebtedness. Because the Apartment
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complex is not subject to debt financing, income generated by rental of the
Apartment complex itself will not be UBTI subject to tax by § 512(b)(4).
Whether income from the coin laundry or the apartment rental upcharge for
carport parking is unrelated taxable income is a separate discussion.
The income from parking was not unrelated business income but the coin laundry income was.
5.

Multiple Pledges Did Not Create Self-Dealing. Some donors or donor families have multiple

sources for charitable gifts including private foundations, donor advised funds, and charitable lead trusts. In PLRs
201421023-024, husband (H) and wife (W) made pledges of foundation and CLAT funds:
Various members of H and W's extended family, including siblings and
children, agreed to donate monies to support the development of a new hospital
facility. In recognition, the hospital facility will be named for the extended
family. Members of the extended family entered into a multi-part Fund
Agreement with several charities ("Fund Agreement") in various capacities,
either personally or as trustees of different charitable foundations. The
obligation of each party is set forth separately and described in the Fund
Agreement.
The Fund Agreement specifies that the Foundation will donate a total of $f made
up of ten equal annual installments of $g beginning on date1 and continuing
until date2. Separately, and in addition, H agreed to contribute an additional $y
under the Fund Agreement by funding, during his lifetime or as part of his
estate, an irrevocable CLAT in an amount calculated to provide lead annuity
payments to hospital facility of $h each year for eight years, payable in equal
annual installments beginning on or before the first anniversary of the death of
H. The Fund Agreement states that the funding by H of the CLAT will satisfy
his entire obligation to contribute the additional $y under the Fund Agreement.
In a Confirmatory Endowment Gift and Donor Intent Agreement ("Museum
Agreement"), H and W, as co-trustees of the Foundation, and W, as trustee of
the W Trust, agreed to donate certain sums to a museum. In honor of the
generosity of these gifts, museum will name a staff position for H and W. The
Foundation committed to give museum a total of $f. Foundation will make ten
annual installments of $g beginning no later than date3. Separately, the W Trust
will make a gift of a total of $f through an irrevocable testamentary CLAT
created and funded upon W's death. W represents that the testamentary CLAT is
described in Rev. Proc. 2007-46. The CLAT will make equal annual payments
of $i to museum, in cash or marketable securities, over a period of five years,
with the first annual installment to be made no later than twelve months after the
death of W.
The ruling is favorable. The key element is the lack of obligation of husband and wife. The ruling states:
The Fund Agreement is between the Foundation and the hospital. H and W were
acting in their capacities as trustees in entering into the Fund Agreement. This
obligation runs from the Foundation to the hospital. It does not personally
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obligate H or W. Therefore, payment of this obligation does not constitute selfdealing.
The second issue concerns the obligation to fund a CLAT to make specified
payments to the hospital for a term of years. The Fund Agreement describes the
requirements of the CLAT and the H Trust provided for such a CLAT from that
time until the death of H. The documentation submitted establishes that this
portion of the obligation runs from the CLAT to the hospital through the trustees
of the H Trust. It does not personally obligate H or W. Therefore, payment does
not constitute self-dealing by H or W.
Naming rights are not a problem as the ruling notes:
In addition to specifying the financial obligations of the Foundation and a
CLAT, Fund Agreement also provides that the hospital will be named for the
extended family of H and W. Section 53.4941(d)-2(f)(2) provides that the fact
that a disqualified person receives an incidental or tenuous benefit from the use
by a foundation of its income or assets will not, by itself, make such use an act
of self-dealing. Thus, the public recognition a person may receive, arising from
the charitable activities of a private foundation to which such person is a
substantial contributor, does not in itself result in an act of self-dealing, since
generally the benefit is incidental and tenuous. Rev. Rul. 73-407, 1973-2 C.B.
383, further interprets the regulation to exclude from self-dealing naming rights
by a disqualified person in conjunction with a contribution from a private
foundation to a charity as merely an incidental or tenuous benefit to the
disqualified person. Therefore, the naming rights are merely incidental or
tenuous benefits to disqualified persons and do not constitute acts of self-dealing
by H or W under § 4941(a)(1).
6.

Improperly Administered Charitable Trust Allowed to Correct. The circumstances in TAM

201423035 are likely not unique. Decedent created a testamentary trust that had all charitable beneficiaries. Thus it
was described in section 4947 (a)(1) and should have been administered as a private foundation. Instead, the trustee,
an elderly cousin of the decedent, and his accountant administered the trust as a complex trust taking a charitable
deduction for the income distributions. Eventually the 24 charitable beneficiaries sued for an accounting whereupon
the trustee hired a new accountant who spotted the problem. The trustee filed the part due 990’s and made catch-up
distributions. The IRS declined to apply a penalty stating:
Trust became aware that it was an § 4947(a)(1) nonexempt charitable trust
treated as a private foundation. Subsequently and immediately after the
discovery, Trust filed Forms 990-PF for the years at issue and remitted the §
4940 excise tax on net investment income and penalty for underpayment of
estimated tax for each of these years. Trust also computed the distributable
amount for each year, undistributed income for each year and from prior years,
and qualifying distributions for each year. Trust filed Forms 4720 reporting the
applicable taxes for the years at issue. As indicated above, no statutory notice of
deficiency has been issued. Based on the information provided, Trust corrected
the taxable events within the correction period for the specified years at issue by
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making qualifying distributions to reduce to zero the amount of undistributed
income for those years.
***
"Willful" is defined in several places, for example, in Treas. Reg. § 53.49451(a)(2)(iv), as "voluntary, conscious, and intentional," and in § 1.507-1(c)(5),
which provides that no motive to avoid the foundation restrictions is necessary
to make an act or failure to act willful, but that an act or failure to act is not
willful if the foundation does not know that it is an act to which the foundation
rules apply.
***
We have no evidence that the taxable events occurred due to a voluntary,
conscious, and intentional failure on the part of Trust and trustee to exercise the
care that a reasonable person would observe. Trustee engaged an accountant,
who held himself out as qualified in tax matters as an enrolled agent, because
she was unfamiliar with the tax law issues related to her responsibilities as
trustee. We find no willful neglect that would preclude abatement of the first-tier
tax.
***
Trustee was not a sophisticated investor. She retained accounting and legal
professionals to handle the estate and Trust matters after the settlor passed away.
The original accountant was an enrolled agent able to practice before the
Internal Revenue Service who held himself out as a tax expert. The accountant
prepared the Form 706, Estate Tax Return, and the Forms 1041 income tax
returns for the Trust as a "complex trust" after the death of the settlor. The
trustee relied on the accountant to prepare the proper tax forms for her to sign
and file. She also followed the instructions of the Trust document itself and its
Restatement to "distribute income to the stated beneficiaries" in the percentages
stated. The accountant characterized these distributions as donations and listed
them as charitable deductions on the Forms 1041. The language of the Trust and
Restatement did not expressly indicate it was an § 4947(a)(1) nonexempt
charitable trust to be treated as a private foundation. In fact, when the IRS
conducted a correspondence audit and reviewed Trust's governing document, it
did not recognize Trust as a § 4947(a)(1) non-exempt charitable trust that should
be following the requirements of Chapter 42 and filing Form 990-PF.
Based on the facts provided, the trustee relied in good faith on the advice of the
accountant. Further, the trustee relied in good faith on the findings of the audit
when it was issued a "no change" letter. The trustee had no reason to question
the advice of the accountant until she consulted a new accountant and tax
counsel. Therefore, we find the taxable event[s] were due to reasonable cause.
The TAM does not comment on a fact that likely helped the IRS reach its conclusion; the IRS had audited
the trust’s Form 1041 for a previous year and issued a no–change letter.
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7.

No Self-Dealing In Collective Sale Situation. PLR 201510050 considered an interesting

situation described as follows:
You are exempt under § 501(c)(3), and you are characterized as a private
foundation under § 509(a). You own a 49.9 percent income interest in
Partnership, which owns nearly 6,000 acres of farmland and wetland, almost
entirely consisting of wetlands. The other partners in Partnership with you
include a disqualified person (DP), owning .1 percent of the partnership, who is
a substantial contributor to you; Sister, owning 3.56 percent of the partnership,
who is the sister of DP; and Foundation, owning 46.44 percent of the
partnership, to which Sister is a substantial contributor. Both you and
Foundation were founded by DP's and Sister's mother, who is a substantial
contributor to both foundations.
DP and Sister are also partners in several other partnerships all owning a total of
approximately 16,000 acres of land, including the land discussed above. DP and
Sister have been unable to determine the appropriate use of the land held by
these partnerships for a number of years. The inability to agree led to years of
contentious court battles over the appropriate use and disposition of the land
held by these partnerships. After years of litigation, the court issued an order
that all the partnerships are to be liquidated and all of the land held by them is to
be sold as one unit. The proceeds from such a sale will be divided among the
partners in accordance with their income share and total acreage owned by their
particular partnership. The appointed Special Master has determined that these
lands will be sold in a public auction after Date. The auction will be conducted
by the local county where the land is located.
DP proposes to bid in the public auction in an attempt to buy the full amount of
the land, including the 6,000 acres owned by Partnership. Should DP have the
highest bid he will purchase the land from Partnership with proceeds going to
both you and Foundation in proportion to the foundations' income interests in
the land.
The IRS concluded that the purchase of the property by the disqualified person (DP), would not be selfdealing. The sale would not be direct self-dealing because it was owned by a partnership. It would not be indirect
self-dealing because the foundation did not control the partnership:
Here, you have demonstrated that you do not control the partnership owning the
land in the ways defined under § 53.4941(d)-1(b)(5). First, you do not control
the partnership on your own as you do not own over fifty percent of the voting
stock of the partnership. Second, there is no foundation manager that owns a
voting interest in the partnership in their capacity as a foundation manager so
you cannot aggregate your shares with any such disqualified person. See Rev.
Rul. 76-158, supra. This fact means that you do not meet any of the others of
these four tests.
Section 53.4941(d)-1(b)(5) also provides that an organization is controlled by a
private foundation in the case of such a transaction between the organization and
a disqualified person, if such disqualified person, together with one or more
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persons who are disqualified persons by reason of such a person's relationship
(within the meaning of section 4946(a)(1)(C) through (G)) to such disqualified
person, may, only by aggregating their votes or positions of authority with that
of the foundation, require the organization to engage in such a transaction. Here,
you do not meet this test either since such test only includes the shares of DP
and not those of Sister since sister is not a covered relationship status under §§
4946(a)(1)(C) thought (G). By combining your voting interest with that of DP
you and DP control exactly half of the voting interest of the partnership. Given
that the other fifty percent is held by Sister and Foundation, it can be shown
through repeated disputes between Sister and DP over the direction of the
partnership and the land it owns that neither Foundation and Sister on the one
hand or you and DP on the other hand exercises control over the organization.
Additionally, you have many factors on your side to indicate that the sale of
property is not controlled by you, and that such sale is done in an arm's length
manner. The sale of the property is a result of a court order by an impartial court
after years of contested litigation. These proceedings make clear that Sister, who
controls the other half of the partnership and receives the other half of the
income created from the sale, is seeking the highest price and greatest return
from the sale. The sale will be conducted by a third party government official
through an auction format, which will result in the highest market price given
that only the highest bid will win. These factors all indicate that the transaction
will occur at arm's length and in the absence of control by one of the parties.
Given that you do not control the partnership within the meaning of §
53.4941(d)-1(b)(5), there can be no indirect self-dealing. And since you are not
disposing of the property yourself there is no direct self-dealing.
8.

Potential Litigation Costs Must Reduce §642(c) Set-Aside Deduction. At issue in Estate of

Belmont v. Commissioner, 144 T.C. No. 6 (2015), was whether claims by the decedent’s brother to a condominium
owned by decedent and left to charity would cause the estate to spend funds that it claimed had been permanently
set-aside for charity. The opinion states:
Thus, for an estate to properly claim a charitable contribution deduction
pursuant to section 642(c)(2), three criteria must be met: (1) the charitable
contribution must be an amount from the estate's gross income; (2) the charitable
contribution must be made pursuant to the terms of a governing instrument; and
(3) the charitable contribution must be permanently set aside for purposes
specified in section 642(c)(2). Respondent does not dispute that the $219,580
distribution was to be from the estate's gross income (i.e., income in respect of a
decedent) or that the money was designated for the foundation pursuant to the
terms of a governing instrument (i.e., decedent's will). The parties agree that in
order for an amount to be "permanently set aside" for a charitable purpose, the
estate must be able to establish that "under the terms of the governing instrument
and the circumstances of the particular case the possibility that the amount set
aside, or to be used, will not be devoted to such purpose or use is so remote as to
be negligible." Sec. 1.642(c)-2(d), Income Tax Regs. The parties are in
disagreement over whether this standard was met.
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The estate argues that there was no "reasonably foreseeable possibility" that it
would incur "unanticipated costs associated with litigating * * * [David]'s claims
on the California condominium". Respondent argues that "there was a
substantial possibility of a prolonged and expensive legal fight which would
have required the estate to dip into the funds it allegedly "set aside" for charity
in order to not only pay for the litigation, but to also pay additional
administrative costs for the estate as the probate proceedings dragged on for
years and years." Respondent concludes that "the [e]state was clearly on notice
that a prolonged legal fight was more than just a remote possibility at the time
they claimed the charitable deduction and it should have known that there was
more than a 'negligible chance' that it would have to apply some of the funds
received from the STR[PF] [State Teachers Retirement Pension Fund]* * * in
order to cover the administrative costs of the estate as the probate proceedings
continued."
With respect to the estate reasonably believing that the litigation costs would be negligible, the court noted
certain key facts:
The facts and circumstances known to the estate when it filed its Form 1041 on
July 17, 2008, were sufficient to put the estate on notice that the possibility of an
extended and expensive legal fight -- and consequently the dissipation of funds
set aside for the foundation -- was more than "so remote as to be negligible". To
begin with, the estate was aware of its financial situation. As of March 31, 2008,
after subtracting the funds that had been ostensibly set aside for the foundation,
there was "approximately $65,000" remaining in the estate's residue to cover the
remaining expenses associated with the estate administration. When the estate
filed its Form 1041 on July 17, 2008, there were no income-producing assets
remaining in the estate. From the amount remaining in its residue, the estate was
responsible for various expenses. First, the estate was responsible for paying
homeowners association fees and property taxes associated with the Santa
Monica condo. Second, because the estate administration in Ohio could not be
closed until the ancillary proceeding in California was concluded, the estate was
responsible for attorney's fees to Mr. Flaherty. The attorney's fees paid to Mr.
Flaherty for his work on the Ohio estate administration were not insignificant.
For example, from April 1, 2008, to March 23, 2009, the estate paid Mr.
Flaherty $29,548.15. Finally, the estate was responsible for attorney's fees to
Hoffman, Sabban & Watenmaker for the administration of the ancillary estate in
California. These fees included an upfront fee of $13,000 and approximately
$350 to $450 per hour for any extra legal services related to potential litigation
or an appeal.
The estate faced the possibility that David would engage in prolonged and
expensive litigation over his interest in the Santa Monica condo. David's actions
leading up to the estate filing its Form 1041 on July 17, 2008, provided
information indicating that he would put up a litigious fight. First, David did not
vacate the Santa Monica condo and did not agree to the request made in Ms.
Sater's letter dated February 14, 2008, to vacate the Santa Monica condo in
exchange for a "$10,000 stipend". Second, on April 2, 2008, David filed a
creditor's claim with the Los Angeles County Probate Court asserting
information supporting his claim to a life tenancy interest in the Santa Monica
condo. Third, on April 24, 2008, David filed a lis pendens action with the
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California Recorder's Office and the Los Angeles County Probate Court. Fourth,
David filed an 850 petition with the Los Angeles County Probate Court on May
30, 2008, asserting the basis for his claims. The estate was aware of these claims
and filed its objections. Finally, David retained a prominent California attorney,
pro bono, to represent his interests in the Santa Monica condo. All of these
events occurred and were known to the estate before July 17, 2008, when the
estate claimed a $219,580 charitable contribution deduction on its Form 1041.
These facts and circumstances provided an indication to the estate that the
possibility of David litigating his alleged interest in the Santa Monica condo was
more than negligible.
In Estate of DiMarco v. Commissioner, T.C. Memo. 2015-184, the decedent’s estate was bequeathed to the
church regularly attended by the decedent at his death. The decedent had no descendants nor spouse but various
cousins threatened to challenge the will. In addition the decedent regularly attended two churches at his death.
Eventually all of that was settled and the estate claimed that the income went with the residue and should be
deductible. The IRS disagreed as did Judge Laro. The opinion states:
For the estate to claim the charitable contribution deduction pursuant to section
642(c)(2), it must meet three requirements: (1) the charitable contribution must
be an amount from the estate's gross income;4 (2) the governing instrument's
terms made the charitable contribution; and (3) the charitable contribution was
permanently set aside for a charitable purpose as defined under section 170(c).
See Estate of Belmont v. Commissioner, 144 T.C. 84, 90–91(2015).
Respondent does not argue that the estate failed to meet the first two
requirements of section 642(c)(2) and did not discuss those issues on brief.
Accordingly, we find the estate satisfies the first two requirements under section
642(c)(2).
We now discuss whether the residue designated by the will as a charitable gift
qualifies as a charitable contribution permanently set aside for charitable
purposes as defined under section 642(c)(2) and further defined by section
1.642(c)–2(d), Income Tax Regs. The regulations require the estate to prove that
the possibility that the amount set aside for the charitable beneficiaries would go
to noncharitable beneficiaries was so remote as to be negligible. Sec. 1.642(c)–
2(d), Income Tax Regs. The resolution of this issue will depend on whether the
undeterminable legal expenses, administrative expenses, and beneficial interests
of the estate met the so remote as to be negligible standard. We find that during
the year at issue the estate was in the midst of an ongoing legal controversy that
was not fully resolved at the time the estate filed its tax return. The ongoing
undetermined expenses and the chance that amount might go to the intervenors
made the possibility not so remote as to be negligible that the amount set aside
for the two churches would go to noncharitable beneficiaries.
***
We now turn to the estate's argument that the settlement meeting on March 22,
2012, is evidence that a prolonged legal controversy was unlikely and by that
time the estate had determined and accounted for all of the administrative
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expenses. The estate points out that the settlement negotiations took less than
three months, from January 2 to March 12, 2012, after the surrogate's court
obtained jurisdiction and determined that the current litigants were all the
necessary parties. The estate contends that this period was insufficient to
constitute a legal controversy.
The estate untimely filed its income tax return on April 19, 2012, before the
surrogate's court approved the first settlement on April 26, 2012. Decedent's will
could always be challenged until the surrogate's court validated the will or
approved a settlement that overrode the will and finalized probate. On February
23 and June 1, 2011, the surrogate's court had attempted to validate the will,
without resolution. The parties also made discovery and demand requests in the
course of these proceedings. Thus, the estate continued to incur legal fees and
coexecutors' commissions regarding the legal controversy. On April 26, 2012,
the parties went on record with the surrogate's court to finalize the first
settlement. When the surrogate's court approved the first settlement, it overrode
the will and the first settlement became the new governing instrument that
controlled the disposition of the estate's assets.
The parties' first settlement allocated the beneficial interests in the estate. This
first settlement, however, still did not make the possibility so remote as to be
negligible that the two churches' respective shares would go to noncharitable
beneficiaries because the issue of legal fees and coexecutors' commissions
remained unsettled. This issue remained unresolved until over eight months later
when on or about January 28, 2013, the surrogate's court accepted the parties'
second settlement with respect to the attorney's fees and coexecutors'
commissions. Nevertheless, the estate claims that it accounted for the
coexecutors' commissions and attorney's fees in a proposed distribution
schedule. The proposed distribution schedule's title indicates however, that the
schedule was merely proposed and therefore not final. In any event, the
distribution schedule in fact omitted possible future fees for the estate's own
attorney Mr. Brockbank and the NYSAAG. Those omissions suggest that the fee
schedule did not account for the final administrative expenses.
At the time the estate filed its income tax return, it was not known how long it
would take to validate the will, reach a settlement, or conduct probate. Only
after the surrogate's court approved the second settlement on or about January
28, 2013, were the estate's funds finally dedicated to the respective parties,
thereby eliminating any opportunity to challenge the will. Genesee Merchants
Bank & Trust Co., 37 A.F.T.R.2d (RIA) 76–747. By virtue of the fact that the
settlements pertaining to designation of the beneficiaries and consequential legal
and administrative expenses were not finalized until after the year at issue and
the estate filed its income tax return, we find that the possibility that the funds
would go exclusively to noncharitable beneficiaries was not so remote as to be
negligible.
The general rule is that if there is litigation there is no set-aside deductions. The court describes Belmont:
As discussed recently in Estate of Belmont v. Commissioner, 144 T.C. at 92, and
885 Inv. Co. v. Commissioner, 95 T.C. 156, 161 (1990) (quoting United States v.
Dean, 224 F.2d 26, 29 (1st Cir.1955)), “we defined ‘so remote as to be
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negligible’ to mean ‘a chance which persons generally would disregard as so
highly improbable that it might be ignored with reasonable safety in undertaking
a serious business transaction” ’. “It is likewise a chance which every dictate of
reason would justify an intelligent person in disregarding as so highly
improbable and remote as to be lacking in reason and substance.” Briggs v.
Commissioner, 72 T.C. 646, 657 (1979), aff'd without published opinion, 665
F.2d 1051 (9th Cir.1981).
9.

Easement Deduction Disallowance Gives Rise to Penalty.

Gordon Kaufman et ux. v.

st

Commissioner, (1 Cir. 2015) is the latest loss by taxpayers who claimed a historic preservation easement on their
home. The court described the procedural history thus far:
The Kaufmans claimed a charitable deduction of $220,800 on their 2003 and
2004 returns. The deduction corresponded to the purported value of a historic
preservation facade easement on their Boston home, which they donated to the
National Architectural Trust, since renamed the Trust for Architectural
Easements ("the Trust"). The Commissioner of Internal Revenue disallowed the
deduction and assessed deficiencies and accuracy-related penalties for both tax
years in question.
The Tax Court affirmed the disallowance of the deduction on a motion for
summary judgment, holding that the charitable deduction was invalid as a matter
of law, see Kaufman v. Comm'r, 134 T.C. 182 (2010) [hereinafter "Kaufman I"],
and it reaffirmed this ruling after holding a trial on the remaining issues in the
case, see Kaufman v. Comm'r, 136 T.C. 294 (2011) [hereinafter "Kaufman II"].
The Kaufmans appealed to this court, and we vacated the Tax Court's decision
and remanded for further proceedings. See Kaufman v. Shulman, 687 F.3d 21,
33 (1st Cir. 2012) [hereinafter "Kaufman III"]. On remand, the Tax Court found
that the value of the easement was zero and that the Kaufmans were liable under
applicable IRS regulations for a 40% accuracy-related penalty for making a
gross valuation misstatement. Kaufman v. Comm'r, 107 T.C.M. (CCH) 1262
(2014) [hereinafter "Kaufman IV"].
Section 6664(c) allows a reasonable cause exception for underpayment penalties, but subsection 6664(c)(2)
specifically provides that the exception will not apply for charitable deduction property unless the claimed value was
based on a qualified appraisal by a qualified appraiser and “in addition to obtaining such appraisal, the taxpayer
made a good faith investigation of the value of the contributed property.” Here, the Tax Court found and the First
Circuit agreed that the taxpayers’ had a qualified appraisal by a qualified appraiser, but did not make a good faith
investigation:
After a careful review of the record, we cannot say that the Tax Court's finding
that the Kaufmans failed to make a good faith investigation into the value of the
easement was clearly erroneous. Indeed, the conclusion was well supported by
the evidence. Specifically, it was clearly reasonable for the court to conclude
that events after the Kaufmans' receipt of Hanlon's appraisal would have put a
reasonable person on notice that further investigation was required to verify the
purported value of the donated easement. After receiving Hanlon's appraisal,
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Gordon, expressly concerned that the donation of the easement to the Trust
might hurt the market value of the house, e-mailed Bahar [a representative of the
recipient charity] for reassurance, and Bahar unequivocally told him that he did
not expect the donation to decrease the value of the residence at all. This should
have immediately raised red flags as to whether the value of the easement was
zero. Yet the evidence shows Gordon made an immediate decision to press
ahead with the donation after Bahar's reassurance that it would not hurt the value
of the residence. Moreover, the Kaufmans had signed a letter stating that the
restrictions imposed by the PRA were the same as those already in place on the
residence by virtue of the South End zoning restrictions.
The Tax Court was entitled to reject as not credible Gordon's testimony that he
did not put much stock in Bahar's assessment of the effect of the easement
donation on the value of the property.8 It was also entitled to reject the
Kaufmans' testimony that they did not notice the language about the easement
restrictions in the letter they sent to Washington Mutual. And, even accepting
that testimony, it was within the Tax Court's purview to find that the Kaufmans
should have done further investigation and that they failed to do so.
The Kaufmans' protestations that they were unable to critically evaluate the
Hanlon appraisal because they were not experts in easement valuation are beside
the point. The Tax Court did not suggest that the Kaufmans should have been
able to critique the Hanlon appraisal in a vacuum, or that they should have
known from the outset that the value of the easement was zero. Rather, the court
found that the Kaufmans should have recognized obvious warning signs
indicating that the appraisal's validity was subject to serious question, and
should have undertaken further analysis in response.
Importantly, the court noted that obtaining a qualified appraisal does not automatically constitute a good
faith investigation:
Simply obtaining an appraisal is not the same as reasonably relying on that
appraisal. The Kaufmans concede as much in their reply brief, acknowledging
that "'obtaining' a qualified appraisal alone will not satisfy the good-faith
investigation requirement, nor will 'unreasonable' reliance." There may well be
situations in which the taxpayer need do little more than read an appraisal and
note that there is no other evidence that reasonably casts doubt on the accuracy
of the appraisal. Here, however, the Tax Court supportably found that the
Kaufmans obtained a qualified appraisal from a qualified appraiser, but that
other facts available to the Kaufmans should have alerted them that it was not
reasonable to rely on that appraisal.
10.

Non-Contemporaneous Mortgage Subordination Fatal to Easement Deduction. In Ramona

L. Mitchell v. Commissioner (10th Cir. 2015) the taxpayers bought property for a note secured by a mortgage. Five
years later, the property, subject to the mortgage, was subjected to a conservation easement. Two years after the
easement, the mortgage holder agreed to subordinate. The opinion states:
Ms. Mitchell advances an interpretation of the mortgage subordination provision
that would allow her to claim the deduction for the 2003 tax year, despite the
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fact the mortgage was not subordinated until 2005. In support, she notes the
mortgage subordination provision contains no express timing requirement.
Ms. Mitchell's interpretation is foreclosed by the plain language of the
regulation. Although she is correct the provision contains no explicit reference
to the time at which subordination must occur, the provision expressly provides
that subordination is a prerequisite to allowing a deduction. The provision states
"no deduction will be permitted under this section for an interest in property
which is subject to a mortgage unless the mortgagee subordinates its rights in
the property." 26 C.F.R. § 1.170A-14(g)(2) (emphasis added). It is undisputed
that in 2003, when the Mitchells requested a charitable deduction for the
donation of the easement to the Conservancy, the Lone Canyon Ranch was
subject to Mr. Sheek's unsubordinated mortgage. As a result, she was not
entitled to a deduction under the plain language of the regulation.
Even if we were to view the regulation as ambiguous with respect to timing, the
result would be no different because we must defer to the Commissioner's
reasonable interpretation on this point.4 The Commissioner's interpretation -that to be entitled to a deduction, a mortgage must be subordinated at the time of
the donation -- is not plainly erroneous or inconsistent with the mortgage
subordination provision's plain language. Rather, it represents a reasonable
interpretation of the provision's mandate that no deduction will be permitted for
an interest in property that is subject to a mortgage unless the mortgage is
subordinated. See id.
***
Having determined the Mitchells' donation did not strictly comply with the
mortgage subordination provision, we turn our attention to Ms. Mitchell's
alternate argument that she is entitled to the deduction, despite technical
noncompliance with the mortgage subordination provision. In support of this
interpretation, Ms. Mitchell asserts strict compliance was unnecessary due to
provisions in the Deed that allegedly protect the conservation purpose in
perpetuity, and because the risk of foreclosure here was so remote as to be
negligible. We disagree with Ms. Mitchell's interpretation of the regulations and
conclude the Commissioner is entitled to demand strict compliance with the
mortgage subordination provision, irrespective of the likelihood of foreclosure
in any particular case.
a. Subordination was required despite any alleged alternative safeguards
contained in the Deed.
The plain language of the mortgage subordination provision requires us to reject
Ms. Mitchell's claim that she was entitled to the deduction in the absence of Mr.
Sheek's subordination. As explained, the provision plainly states, "no deduction
will be permitted under this section for an interest in property which is subject to
a mortgage unless the mortgagee subordinates its rights in the property." 26
C.F.R. § 1.170A-14(g)(2) (emphasis added). The provision provides for one
narrow exception to this unambiguous requirement, for donations occurring
prior to 1986. In the case of such a donation, a taxpayer may be entitled to a
deduction without subordination if the donor can demonstrate the conservation
purpose is otherwise protected in perpetuity. Id. But the negative implication of
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the express, time-limited exception is that no alternative to subordination will
suffice for post-1986 donations, such as the Mitchells'. We therefore decline Ms.
Mitchell's invitation to adopt a functional subordination rule for donations
occurring after 1986, where neither the Legislature nor the Commissioner has
done so.
***
Here, the existence of the subordination requirement is evidence that in
promulgating the rules, the Commissioner specifically considered the risk of
mortgage foreclosure to be neither remote nor negligible, and therefore chose to
target the accompanying risk of extinguishment of the conservation easement by
strictly requiring mortgage subordination. See Kaufman v. Comm'r, 136 T.C.
294, 307 (2011), vacated in part on other grounds by Kaufman v. Shulman, 687
F.3d 21 (1st Cir. 2012). As the Tax Court reasoned, "The drafters . . . saw
taxpayers defaulting on their mortgages as more than a remote possibility.
Therefore[,] they drafted a specific provision which would absolutely prevent a
default from destroying a conservation easement's grant in perpetuity." Mitchell
v. Comm'r, 138 T.C. 324, 327 (2012), vacated by Mitchell v. Comm'r, 106
T.C.M. 215 (2013) (memorandum opinion) (vacating the opinion to consider the
motion to reconsider but ultimately denying the motion to reconsider).
Accordingly, even if the use of the phrase "this section" in the remote future
event provision could suggest general application to the mortgage subordination
provision, we cannot apply it in a manner that would render meaningless the
more specific subordination mandate.
11.

Failed Easement Gave Rise to Penalties.. In David C. Costello v. Commissioner, T.C. Memo.

2015-87, the Tax Court found that an appraisal of a purported conservation easement was defective and that the
grant of the easement was a quid pro quo for a grant of development rights anyway, the court upheld accuracyrelated penalties.
12.

Bargain Sale to Charity Allowed.

A bargain sale was at issue in Bob R. Davis v.

Commissioner, T.C. Memo. 2015-88. The taxpayer sold property they believed to be worth $4.1 million to a charity
for $2 million. The Tax Court reduced the amount of the deduction finding the property was not worth $4.1 million.
However, the IRS had argued for no deduction because the bargain sale element vitiated charitable intent. That
argument the court rejected stating:
Respondent argues that Mr. Davis lacked any charitable intent when he sold the
subject land to the Foundation. Respondent notes that Mr. Davis negotiated with
Mr. Perry [representative of the charity] over the price at which he would sell
the land to the Foundation and that Mr. Davis structured the transaction as a
contribution in part only after Mr. Perry informed Mr. Davis of the concept of a
bargain sale. Respondent also argues that Mr. Davis lacked a charitable intent
because he desired the tax benefits flowing from a charitable contribution.
Respondent also argues that Mr. Davis lacked a charitable intent because he
received sufficient consideration for the subject land in the form of $2 million
plus other items consisting of the proposed residency benefits, an easement over
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part of the land, the right to compel the Foundation to pay for the construction of
a road and to compel the Foundation to support zoning changes to Mr. Davis'
nearby property, and the right in certain cases to a termination payment. The
Court disagrees with respondent's arguments.
The Court finds that as of the time of the sale Mr. Davis believed that he was
selling the subject land to the Foundation for less than its fair market value and
that he intended to transfer the excess value to the Foundation as a charitable
contribution. See A m. Bar Endowment, 477 U.S. at 118 ("[The] sine qua non of
a charitable contribution is a transfer of money or property without adequate
consideration."); see also Hernandez v. Commissioner, 490 U.S. at 690-691
(noting that the expectation of a quid pro quo is typically viewed through the
external features of the transaction at hand, rather than through the subjective
motivations of the parties thereto). The mere fact that Mr. Perry suggested
conveying the subject land to the Foundation in part as a charitable contribution
does not mean, as respondent contends, that Mr. Davis lacked a charitable intent
as of the time of the sale. A finding of such an intent rests not on events that
may have occurred before the sale but on Mr. Davis' intent at the time of the
sale. The Court finds in the record that Mr. Davis appreciated and believed in
SMRS' mission and activities, and in the benefit of having the second retirement
community in the Waco area. To be sure, Mr. Davis even went so far as to
transfer the subject land to the Foundation although he learned at the closing that
the residency and certain other benefits which he desired be included in the
transaction would not be included (as discussed below). As Mr. Davis explained
at trial, the failure to agree on those benefits did not justify thwarting the
transaction, given the value of the transaction to SMRS and to the Waco
community.
***
Nor does the Court agree with respondent's assertion that Mr. Davis lacked a
charitable intent because, as respondent states, Mr. Davis received significant
benefits in addition to the $2 million in consideration. First, as mentioned above,
Mr. Davis never received (or was entitled to receive) the residency benefits.
Second, respondent is incorrect to assert that Mr. Davis received an easement;
Mr. Davis retained an easement in the land and thus that property interest never
passed to the Foundation. See Stark v. Commissioner, 86 T.C. 243 (1986).
Moreover, the 12-foot easement was insignificant in the overall scheme of the
transaction in that Mr. Davis' use of the 12-foot easement along the river's edge
would not defeat or otherwise interfere with the Foundation's use of the subject
land. See id. at 252-253 (charitable contribution deduction allowed as to a
bargain sale of property where the taxpayer retained insubstantial mineral
interests in the property). Third, the Foundation's obligation to pay for the
construction of the road and the Foundation's agreement to support the zoning
changes suffer from a similar infirmity. The construction of the public road was
a joint project under which Mr. Davis would donate a significant tract of the
land across his property necessary to build the road for the retirement
community to have access to Old Lorena Road to the west of the subject
property, and the Foundation would build (or provide the funds for) that road.
Mr. Davis also agreed to limit the use of his property that was the subject of the
zoning change in concert with the Foundation's agreeing to support the zoning
change. Moreover, as to the construction of the public road and the support of
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the zoning change, any theoretical benefit that passed to petitioners over and
above the benefit to the Foundation was incidental and insignificant to the
benefit to the community and to the transaction as a whole. McLennan v. United
States, 23 Cl. Ct. 99 (1991), further proceedings, 24 Cl. Ct. 102 (1991), aff'd,
994 F.2d 839 (Fed. Cir. 1993); cf. Citizens & S. Nat'l Bank of S.C. v. United
States, 243 F. Supp. 900 (W.D. S.C. 1965). Fourth, any speculative increase in
the value of Mr. Davis' nearby property fails to vitiate or otherwise erode his
charitable [*37] intent in that he could not compel the construction of the
retirement community. In addition, any such future increase in the value of Mr.
Davis' nearby property would not be a direct product of the contribution but
would be more appropriately tied to the operation of the real estate market in
Waco.
13.

CRT Charitable Remainder Calculated Using Stated Percentages. Estate of Arthur E.

Schaefer v. Commissioner, 145 T.C. No. 4 (2015), involved two charitable remainder trusts, each paying the lesser
of net income or a stated percentage, 10% and 11% respectively. In valuing the remainder interests, should the
payments be assumed to be 10% and 11%, or should the net income be assumed to be the section 7520 rate and that
lesser amount be used? The answer given by the Tax Court was the fixed percentage. The opinion states:
We find that the text of section 664(e) is ambiguous. Section 664(d)(1) and (2)
defines both charitable remainder annuity trusts (CRATs) and CRUTs. In the
case of a CRAT, the trust must distribute “a sum certain” that is not less than 5%
and not more than 50% of the initial net fair market value of the property placed
in the trust. Sec. 664(d)(1)(A). In contrast, a CRUT must distribute a “fixed
percentage” of at least 5% but not more than 50% of the net fair market value of
its assets, valued annually. Sec. 664(d)(2)(A). Although these rules set forth
different ways of expressing the distribution (sum certain and fixed percentage),
section 664(e) provides instructions regarding how to calculate the remainder
interest in either a CRAT or a CRUT. And in describing the distribution to be
taken into account for valuation purposes, it does not expressly use the words
“sum certain” or “fixed percentage”. Instead section 664(e) provides that a
distribution rate “equal to 5 percent of the net fair market value of its assets (or a
greater amount, if required under the terms of the trust instrument)” is to be
used. We are unable to determine on its face whether this provision means the
sum certain (in the case of a CRAT) or the fixed percentage (in the case of a
CRUT) or whether it means something different. To help resolve this ambiguity,
we look to the legislative history.
Section 664(e), which governs valuing a remainder interest in a CRAT or a
CRUT, was enacted as part of TRA ‘69. The underlying House bill containing
the provisions for CRATs and CRUTs did not include a provision allowing for
distributions to be limited to net income. H.R. 13270, 91st Cong., sec. 201
(1969) (as passed by the House, Aug. 7, 1969). A Senate amendment included
both section 664(d)(3), which allowed for distributions to be limited to net
income, and subsection (e), which provided for valuing the remainder interest of
the trust. Although the statutory text may be ambiguous as to how to value the
remainder interest in a CRUT with a net income provision, the Senate report,
describing the Senate amendment, could not be clearer.
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A second modification of the annuity trust and unitrust rules made by the
committee provides that the charitable remainder trust must be required by the
trust instrument to distribute each year 5 percent of the net fair market value of
its assets (valued annually in the case of a unitrust and valued at the time of the
contribution in the case of an annuity trust) or the amount of the trust income,
whichever is lower. In valuing the amount of a charitable contributions
deduction in the case of a remainder interest given to charity in the form of an
annuity trust or a unitrust, it is to be computed on the basis that the income
beneficiary of the trust will receive each year the higher of 5 percent of the net
fair market value of the trust assets or the payment provided for in the trust
instrument. * * *
S. Rept. No. 91-552, supra at 89-90, 1969-3 C.B. at 481 (emphasis added). The
Senate report makes clear that where there is a net income provision, the
distribution amount or rate set forth in the trust instrument is to be used for
valuation purposes even though distributions may be limited by net income.
The regulations are less clear. The regulation addressing how to value the
remainder interest in a CRUT, section 1.664-4(a)(3), Income Tax Regs.,
contains an explicit cross-reference to distributions determined under section
1.664- 3(a)(1)(i)(a), Income Tax Regs. But NIMCRUT distributions are
described under an exception to that regulation. Id. subdiv. (i)(b). Given the
ambiguity of the regulation, we turn to other administrative guidance.
The IRS’ administrative guidance is wholly consistent with this legislative
history. The IRS has issued both a revenue ruling and a revenue procedure
describing how to value the remainder interest in a CRUT with a net income
provision. Rev. Rul. 72-395, sec. 7.01, 1972-2 C.B. at 349-350, provides a
sample trust provision that is very similar to the provisions before us, in that it
provides that the trustee shall pay the lesser of the trust income from the taxable
year or a fixed percentage of the net fair market value of the trust assets. The
sample provision also allows the trustee to make catchup distributions for past
years when the trust income was less than the fixed percentage. Id. The revenue
ruling goes on to explain that “notwithstanding the * * * [net income makeup
provision], the computation of the charitable deduction will be determined on
the basis that the regular unitrust amount will be distributed in each taxable year
of the trust.” Id. at 350. Similarly, Rev. Proc. 2005-54, sec. 6.09, 2005-2 C.B. at
363, states: “For purposes of determining the amount of the charitable
contribution, the remainder interest is computed on the basis that an amount
equal to the fixed percentage unitrust amount is to be distributed each year,
without regard to the possibility that a smaller or larger amount of trust income
may be the amount distributed.”
***
Particularly in the light of the legislative history previously discussed, we find
the Commissioner's guidance to be persuasive. Both pieces of guidance are
thoroughly reasoned, providing examples and explanations based on the
applicable provisions. Additionally, the guidance has withstood the test of time.
Rev. Rul. 72-395, supra, has been in effect for over four decades without any
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change to the provision before us. Further, Rev. Proc. 2005-54, supra,
reaffirmed that reasoning when it was published some 30 years later. The
Commissioner's position also has remained consistent and has been the subject
of little litigation.
14.

Contemporaneous Written Acknowledgement Requirement Satisfied by a Donee;

Proposed Regulations. Section 170(f)(8) was enacted in 1993. Its operation is simple and described by the
Preamble to Proposed Regulation, REG-138344-13 (September 17, 2015), as follows:
Section 170(f)(8)(A) requires a taxpayer who claims a charitable contribution
deduction for any contribution of $250 or more to obtain substantiation in the
form of a contemporaneous written acknowledgment (CWA) from the donee
organization. Under section 170(f)(8)(B), while the CWA need not be in any
particular form, it must contain the following information: (previous hit1next
hit) the amount of cash and a description of any property other than cash
contributed; (2) whether any goods and services were provided by the donee
organization in consideration for the contribution; and (3) a description and
good faith estimate of the value of any goods and services provided by the donee
organization or a statement that such goods and services consist solely of
intangible religious benefits.
The CWA must also be contemporaneous. Under sections 170(f)(8)(C) and
1.170A-13(f)(3), a CWA is contemporaneous if it is obtained by the taxpayer on
or before the earlier of the date the taxpayer files an original return for the
taxable year in which the contribution was made or the due date (including
extensions) for filing the taxpayer's original return for that year. In the preamble
to TD 8690, the Treasury Department and the IRS further emphasized this
requirement, noting that “[a] written acknowledgment obtained after a taxpayer
files the original return for the year of the contribution is not contemporaneous
within the meaning of the statute.” TD 8690 (19971 CB 68).
So what prompted a regulatory project? The Preamble goes on to explain:
Section 170(f)(8)(D) provides an exception to the CWA requirement. Under the
exception, a CWA is not required if the donee organization files a return, on
such form and in accordance with such regulations as the Secretary may
prescribe, that includes the information described in section 170(f)(8)(B). When
issuing TD 8690 in 1997, the Treasury Department and the IRS specifically
declined to issue regulations under section 170(f)(8)(D) to effectuate donee
reporting. The present CWA system works effectively, with minimal burden on
donors and donees, and the Treasury Department and the IRS have received few
requests since the issuance of TD 8690 to implement a donee reporting system.
In recent years, some taxpayers under examination for their claimed charitable
contribution deductions have argued that a failure to comply with the CWA
requirements of section 170(f)(8)(A) may be cured if the donee organization
files an amended Form 990, “Return of Organization Exempt From Income
Tax,” that includes the information described in section 170(f)(8)(B) for the
contribution at issue. These taxpayers argue that an amended Form 990
constitutes permissible donee reporting within the meaning of section
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170(f)(8)(D), even if the amended Form 990 is submitted to the IRS many years
after the purported charitable contribution was made. The IRS has consistently
maintained that the section 170(f)(8)(D) exception is not available unless and
until the Treasury Department and the IRS issue final regulations prescribing the
method by which donee reporting may be accomplished. Moreover, the Treasury
Department and the IRS have concluded that the Form 990 is unsuitable for
donee reporting.
The Proposed Regulations provide that if a “return” is filed by February 28 of the year following the year
of a contribution, and also by February 28 the donor gets a copy of the “return,” then no contemporaneous written
acknowledgement is required. The “return” has specific requirements:
(ii) Content of return. A document will not qualify as a return for purposes of
section 170(f)(8)(D) unless it contains all of the following information:
(A) The name and address of the donee;
(B) The name and address of the donor;
(C) The taxpayer identification number of the donor;
(D) The amount of cash and a description (but not necessarily the value) of any
property other than cash contributed by the donor to the donee;
(E) Whether any goods and services were provided by the donee organization in
consideration, in whole or in part, for the contribution by the donor; and
(F) A description and good faith estimate of the value of any goods and services
provided by the donee organization or a statement that such goods and services
consist solely of intangible religious benefits.
A donee organization need not file such a return. Presumably such returns will not become “industry”
standard.
C.

SECTION 408 — IRAs AND RETIREMENT PLANS.

D.

SECTIONS 671-678 -- GRANTOR TRUST RULES
1.

DING Trusts. State income tax may be avoided if assets may be transferred into a non-grantor

trust in such a way as to avoid the transferor making a gift. The typical acronym for such trusts is a DING Trust, for
Delaware Incomplete Non-Grantor Trusts, but there is nothing magical about Delaware as the state in which the
trust ought be created.
Typically, the grantor of the trust wants to be a beneficiary. Thus, in order to avoid grantor trust status the
grantor may receive distributions only at the direction of adverse parties.
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Generally, some of the grantor's

descendants are beneficiaries of the trust and are thus thought to be adverse for income tax purposes, and thus are
empowered to make distributions to the grantor.
The grantor also wants the transfer to be incomplete for gift tax purposes. In a string of rulings beginning
in 2001 the IRS determined that a testamentary power of appointment in the grantor made the gift incomplete. See
e.g. 200148028, 200715005, and others in between. In CCA 201208026 the IRS reversed that position, concluding
that the testamentary power of appointment would only affect the remainder interest not the income or present
interest. So, the trick is to give the grantor some power that will make the gift incomplete but that will not cause the
trust to be a grantor trust for income tax purposes.
One such power is the grantor's power to make distributions in a non-fiduciary capacity pursuant to a fixed
and ascertainable standard under Reg. §2511-2 so long as retention of such power does not cause the assets of the
trust to be subject to the grantor's creditors (because that would cause the trust to be a grantor trust for income tax
purposes, per Rev. Rul. 54-516). Delaware, Ohio, Nevada and Wyoming protect trusts where the donor retains this
power.
Another potential power would be to require the grantor's consent before distributions were made to others.
This power would pass muster in many of the asset protection states, including Delaware.
In IR-2007-127 (July 9, 2007) the IRS announced it was reconsidering its position on the gift tax
consequences to the beneficiaries on the distribution committees. The IRS was likely spooked by comments from a
professional group about the tax consequences of DINGs and the government's arguably incoherent ruling position.
However, without comment on what learning has been achieved, the IRS began issuing rulings in this area, on
March 8, 2013 issuing PLRs 20131002 - 006. There the grantor had to give consent if a majority of the distribution
committee wanted to make a distribution, but a unanimous committee could distribute regardless, and the grantor
could distribute assets among the grantor's issue for health, education, maintenance and support in a non-fiduciary
the capacity. The IRS determined that the transfer was incomplete, the trust was not a grantor trust, the distribution
of assets to the grantor was not a gift by the committee, and a direction by the committee to distribute to others is not
a gift by the committee (although it would be by the grantor at that point). On the latter issue, the key structural
issue would seem to be ensuring that the distribution committee members are adverse to one another. If a member is
not replaced when failing or ceasing to serve, then the increasing control of surviving members appears to generate
the necessary adversity. Subsequent rulings to the same effect are 201410001-010. PLR 201426014 set forth these
provisions of the trust:
The information submitted states that Settlor proposes to create an irrevocable
trust (Trust) for the benefit of himself, his daughters, his daughters' issue, and
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six individuals A through F. Corporate Trustee is a trust company located in
State.
Trust provides that during Settlor's lifetime, the Corporate Trustee shall
distribute as much of the net income and/or principal as Distribution Committee
may at any time and from time to time determine, to members of a class
consisting of the Settlor and the Distribution Committee members, in such
amounts or proportions as the Distribution Committee members may, acting by
unanimity, select, for any purpose (Unanimous Member Power). The Corporate
Trustee shall also distribute as much of the net income and/or principal as the
majority of the Distribution Committee members (excluding, however, any
Distribution Committee Member who, if he or she were a trustee, would be
considered an interested trustee or an insured trustee) may at any time and from
time to time determine, to the Settlor and/or any one or more of the Settlor's
lineal descendants, if such determination is consented to, in writing, by the
Settlor (Settlor's Consent Power). Further, the Corporate Trustee shall distribute
as much of the principal to any one or more of the lineal descendants of the
Settlor, as the Settlor, in a non-fiduciary capacity, determines is for the health,
education, maintenance, and support of any such lineal descendant (Settlor's
Sole Power). The Settlor is not required to exercise the Settlor's Sole Power.
Any net income not distributed by the Corporate Trustee will be accumulated
and added to principal.
Trust further provides that upon Settlor's death, the Trust property will be
distributed to such one or more persons (other than the Settlor, the Settlor's
estate, the Settlor's creditors, and the creditors of the Settlor's estate) as the
Settlor may appoint by a Will specifically referring to this power of appointment
(Settlor's Testamentary Power). In default of appointment, the Trust property
shall be set aside into per stirpital shares for the Settlor's then living descendants,
and each share so set aside for a descendant will be distributed to the trustees of
a Descendant's Separate Trust to be held as a separate trust and to be disposed of
under the terms of such trust.
Trust further provides that Child 1, Child 2, and individuals A through F, are
designated as the Distribution Committee members. If any Distribution
Committee members are unable to serve for any reason, he or she shall not be
replaced and the remaining Distribution Committee members shall continue to
serve and act with full authority. Trust terminates at the death of Settlor, thus the
Distribution Committee ceases to exist.
Finally, Trust provides that if both Child 1 and Child 2 are no longer serving as
Distribution Committee members, or if there are fewer than two serving
Distribution Committee members, the Trust property will be distributed to the
Settlor and Trust shall terminate.
PLR 201510006 (part of a series) is illustrative of the current state of DING, NING and similar rulings.
The IRS refused to provide a definitive ruling on grantor trust status because the circumstances of how the trust
operates are a question of fact. All other rulings were favorable. The facts were:
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A Trust provides that, during Grantor's lifetime, Co-Trustees must distribute
such amounts of net income and principal as directed by the Power of
Appointment Committee ("Committee") and/or Grantor as follows:
(1) At any time, the Co-Trustees, pursuant to the direction of the
majority of the Committee members, with the written consent of
Grantor, shall distribute to Grantor or Beneficiaries such amounts of the
net income or principal as directed by Committee (Grantor's Consent
Power);
(2) At any time, Co-Trustees pursuant to the direction of all of the
Committee members other than the Grantor, shall distribute to Grantor
or Beneficiaries such amounts of the net income or principal as directed
by the Committee (Unanimous Consent Power); and
(3) Grantor has the power in a nonfiduciary capacity, at any time, to
appoint to any one or more of Beneficiaries such amounts of the
principal (including the whole thereof) as Grantor deems advisable to
provide for such Beneficiary's health maintenance, support and
education (Grantor's Sole Power).
Further, upon Grantor's death, the remaining balance of Trust shall be
distributed to such person or persons or entity or entities, other than Grantor, his
estate, his creditors, or the creditors of his estate, as Grantor may appoint by will
(Grantor's Testamentary Power of Appointment). In default of the exercise of
this limited power of appointment, the balance of Trust will be divided into as
many equal parts as are necessary to satisfy certain dispositions either outright
or in trust for Grantor's then living issue, Individual 1, Individual 2, and
Individual 3.
The rulings were:
1. So long as the Power of Appointment Committee is serving, no
portion of the items of income, deductions, and credits against tax of
Trust shall be included in computing under § 671 the taxable income,
deductions, and credits of Grantor or any members of the Power of
Appointment Committee;
2. The contribution of property to Trust by Grantor will not be a
completed gift for federal gift tax purposes;
3. Any distribution of property by Committee from Trust to Grantor
will not be a completed gift, subject to federal gift tax, by any member
of Committee;
4. Any distribution, of property by Committee from Trust to any
Beneficiary, other than Grantor, will not be a completed gift, subject to
federal gift tax, by any member of Committee, other than Grantor; and
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5. Committee members do not possess a general power of appointment
within the meaning of § 2041 and, accordingly, Trust will not be
includible in any Committee member's gross estate under § 2041.
With respect to the general power issue, the ruling states:
The powers held by the Committee members under the Grantor's Consent Power
are powers that are exercisable only in conjunction with the creator, Grantor.
Accordingly, under §§ 2514(b) and 2041(a)(2), the Committee members do not
possess general powers of appointment by virtue of possessing this power.
Further, the powers held by the Committee members under the Unanimous
Member Powers are not general powers of appointment for purposes of §§
2514(b) and 2041(a)(2). As in the examples in §§ 25.2514-3(b)(2) and 20.20413(c)(2), the Committee members have substantial adverse interests in the
property subject to this power. Accordingly, any distribution made from Trust to
a beneficiary, other than Grantor, pursuant to the exercise of these powers, the
Grantor's Consent Power and the Unanimous Member Powers, are not gifts by
the Committee members. Instead, such distributions are gifts by Grantor.
In PLR 201507008 (part of a series) the IRS concluded that the trust was a grantor trust but that the gifts to
the trust would be incomplete. The grantor – referred to as the “Trustor” – could borrow trust assets:
During Trustor's lifetime, Trustor may at any time and from time to time borrow
any part of the accumulated net income and principal of the Trust ("Borrowing
Power"). If the Trustor does so, Trustee (who is also an Independent Trustee)
shall determine the rate of interest to be charged, which rate shall not be less
than a reasonable market rate of interest at the time the loan is made, and shall
determine whether or not the loan should be secured. Trustor may release this
Borrowing Power, in whole or in part. Trustee (who is also an Independent
Trustee) may also make loans (with adequate collateral and interest) to any
person.
With respect to the incomplete gift, the ruling states:
In Estate of Sanford v. Commissioner, 308 U.S. 39 (1939), the taxpayer created
a trust for the benefit of named beneficiaries and reserved the power to revoke
the trust in whole or in part, and to designate new beneficiaries other than
himself. Six years later, in 1919, the taxpayer relinquished the power to revoke
the trust, but retained the right to change the beneficiaries. In 1924, the taxpayer
relinquished the right to change the beneficiaries. The Court stated that the
taxpayer's gift is not complete, for purposes of the gift tax, when the donor has
reserved the power to determine those others who would ultimately receive the
property. Accordingly, the Court held that the taxpayer's gift was complete in
1924, when he relinquished his right to change the beneficiaries of the trust. A
grantor's retention of a power to change the beneficial interests in a trust causes
the transfer to the trust to be incomplete for gift tax purposes, even though the
power may be defeated by the actions of third parties. Goldstein v.
Commissioner, 37 T.C. 897 (1962). See also Estate of Goelet v. Commissioner,
51 T.C. 352 (1968).
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In this case, Trustor retained the Trustor's Consent Power over the income and
principal of Trust. Under § 25.2511-2(e), a donor is considered as himself
having a power if it is exercisable by him in conjunction with any person not
having a substantial adverse interest in the disposition of the transferred property
or the income therefrom. The Distribution Adviser may not have any beneficial
interest in Trust or in any trust created under Trust, and the Distribution Adviser
is not a taker in default for purposes of § 25.2514-3(b)(2). Therefore, the
Distribution Adviser has no substantial adverse interest in the disposition of the
assets of Trust. The Distribution Adviser is merely a coholder of the Trustor's
Consent Power. Trust provides that, in the event no Distribution Adviser is
serving, Trustee (who is also an Independent Trustee) shall hold and exercise
full power to make discretionary distributions of net income and principal of any
trust (pursuant to the same standards as were applied to the Distribution
Adviser). Under § 25.2511-2(e), a trustee, as such, is not a person having an
adverse interest in the disposition of the trust property or its income. Further,
Trustee (who is also an Independent Trustee) has no beneficial interest in Trust
and is not a taker in default for purposes of § 25.2514-3(b)(2). Accordingly,
Trustee (who is also an Independent Trustee) has no substantial adverse interest
in Trust. Therefore, Trustor is considered as possessing the power to distribute
income and principal to his issue because he retained the Trustor's Consent
Power. The retention of this power causes the transfer of property to Trust to be
wholly incomplete for federal gift tax purposes.
Trustor also retained a Lifetime Limited Power of Appointment to appoint
income and principal to the issue of Trustor's father or Foundation. Trustor's
Lifetime Limited Power of Appointment can only be exercised in conjunction
with the Trust Protector. Under §§ 25.2511-2(e) and 25.2514-3(b)(2), Trustor is
considered to solely possess the power to exercise Trustor's Lifetime Limited
Power of Appointment because the Trust Protector (who is merely a coholder of
Trustor's Lifetime Limited Power of Appointment) has no substantial adverse
interest in the disposition of the assets transferred by the Trustor to Trust
because (i) the Trust Protector may not have any beneficial interest in any trust
(whether before or after the Trustor's death), (ii) the Trust Protector is not a
permissible appointee of the Trustor's Lifetime Limited Power of Appointment,
and (iii) the Trust Protector is not a taker in default of the exercise of the
Trustor's Lifetime Limited Power of Appointment.
Under § 25.2511-2(c), a gift is incomplete if and to the extent that a reserved
power gives the donor the power to name new beneficiaries or to change the
interests of the beneficiaries. In this case, Trustor's Lifetime Limited Power of
Appointment gives Trustor the power to change the interests of the beneficiaries.
Accordingly, the retention of Trustor's Lifetime Limited Power of Appointment
causes the transfer of property to Trust to be wholly incomplete for federal gift
tax purposes. See Sanford v. Commissioner.
Finally, Trustor retained the Testamentary Limited Power of Appointment to
appoint Trust property to issue of Trustor's father or Foundation, other than to
Trustor's estate, Trustor's creditors, or the creditors of Trustor's estate. Under §
25.2511-2(b) the retention of a testamentary power to appoint the remainder of a
trust is considered a retention of dominion and control over the remainder.
Accordingly, the retention of this power causes the transfer of property to Trust
to be incomplete with respect to Trust remainder for federal gift tax purposes.
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Trustor retains dominion and control over the income and principal of Trust
until the Distribution Advisor (or Trustee (who is also an Independent Trustee)
if there is no Distribution Advisor) exercises his distribution power. Trustor's
Powers over the income and principal are presently exercisable and not subject
to a condition precedent. Therefore, consistent with Goldstein v. Commissioner
and Goelet v. Commissioner, even if third party actions (i.e., distributions by the
Distribution Adviser and/or the Trustee (who is also an Independent Trustee) to
the Trustor) may defeat the Trustor's ability to change beneficial interests, the
transfer of assets by the Trustor to Trust is wholly incomplete for gift tax
purposes.
New York has enacted new legislation providing that DINGs are subject to New York income tax if created
by a New York domiciliary even if not a grantor trust for federal income tax purposes. Other states may adopt
similar legislation.
2.

Goodwyn vs Wyly. In the 1970s two cases dealing with the Goodwyn family established the

principle that if a trust agreement prohibited the grantor from acting as de facto trustee the mere fact that the grantor
did in fact act as de facto trustee would not established a retained interest under section 2036, Estate of Goodwyn, T.
C. Memo. 1973-153, nor a power for the grantor trust provisions of sections 671ff, Estate of Goodwyn v.
Commissioner, T.C. Memo. 1976-238. In the 1973 opinion the court stated:
Under the terms of the deeds creating these trusts, the trustees were granted
broad discretionary powers with respect to both the distribution of income to the
beneficiaries and the investment and management of the corpus of the trusts.
Notwithstanding the designation of Richards and Russell as trustees, it further
appears that at all times from the establishment of the trusts until his last illness,
the decedent exercised complete control with respect to the purchase and sale of
trust assets, investment of any proceeds, and the determination of the amounts, if
any, to be distributed to the respective beneficiaries.
The assets of the various trusts, together with other trusts, as well as property
owned by the decedent, were accounted for by a single set of records maintained
in the offices of the decedent. Except for the Federal income tax returns
prepared and filed by the decedent on behalf of the various trusts, no separate
records were maintained showing the assets and income of any of these trusts.
The respondent argues that the decedent should be treated as trustee, in fact,
possessing such rights and powers as to cause the inclusion of the assets thereof
in his gross estate, relying on sections 2033, 2036 (a)(2), and 2038. Section 2033
requires a finding that the decedent had an interest in the assets of the trusts at
3
the time of his death. There is no basis for such a finding. Section 2038(a)(1)
relates to "a power" exercisable by the decedent "to alter, amend, revoke, or
terminate," the trusts.4 No such power was reserved by the decedent.
Accordingly, in the final analysis the respondent's position is predicated on the
determination that by reason of the de facto control exercised by the decedent
the trusts are includable in his estate pursuant to section 2036(a)(2).5 It is clear
that the powers granted to the trustees would, if reserved by the decedent, be
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such as to require the inclusion of the assets of the trusts in the estate of the
decedent. United States v. O'Malley [66-1 USTC ¶ 12,388], 383 U.S. 627 (1966).
Does the fact that the decedent was able to exercise such powers through the
cooperation of unrelated trustees require a different result? The question thus
presented for decision is whether the value of such trusts is includable in the
estate of the decedent by reason of the de facto control over the trusts exercised
by the decedent, notwithstanding that no power to exercise such control was
reserved to or by the decedent once he resigned his duties as trustee of certain of
these trusts.
In the course of the trial of this case, and in his briefs, respondent made no secret
of the fact that support for respondent's position was to come from the decision
of the U.S. Supreme Court in the case of United States v. Byrum then pending on
writ of certiorari from the U.S. Circuit Court of Appeals for the Sixth Circuit
([71-1 USTC ¶ 12,763] 440 F.2d 949). The Supreme Court has since rendered its
decision in that case. [72-2 USTC ¶ 12,859] 408 U.S. 125 (1972). By that
decision, the Supreme Court has rejected the position of the respondent in the
instant case that the de facto exercise of control over the management and
investment of the trust res is within the ambit of section 2036.
In distinguishing United States v. O'Malley, supra, the Supreme Court in
the Byrum case said:
In our view, and for the purposes of this case, O'Malley adds nothing to the
statute itself. The facts in that case were clearly within the ambit of what is now
§ 2036(a)(2). That section requires that the settlor must have "retained for his
life * * * the right * * * to designate the persons who shall possess or enjoy the
property or the income therefrom." O'Malley was covered precisely by the
statute for two reasons: (1) there the settlor had reserved a legal right, set forth in
the trust instrument; and (2) this right expressly authorized the settlor, "in
conjunction" with others, to accumulate income and thereby "to designate" the
persons to enjoy it.
It must be conceded that Byrum reserved no such "right" in the trust instrument
or otherwise. The term "right," certainly when used in a tax statute, must be
given its normal and customary meaning. It connotes an ascertainable and
legally enforceable power, such as that involved in O'Malley. Here, the right
ascribed to Byrum was the power to use his majority position and influence over
the corporate directors to "regulate the flow of dividends" to the trust. That
"right" was neither ascertainable nor legally enforceable and hence was not a
right in any normal sense of that term.
The right or power upon which the tax is predicated must thus be a legal right
reserved in the trust instrument, or at least by some form of agreement between
the trustees and the settlor. Admittedly, such a right did not exist in the case of
the Richards and Russell Trusts. To hold otherwise would not only be contrary
to the reasoning of the Supreme Court in the Byrum case but would present the
insuperable problem of determining to what degree compliance on the part of
unrelated trustees with the wishes of the grantor would be sufficient to constitute
requisite control over the trust res within the meaning of section 2036.
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It would indeed be an unusual situation for a grantor to appoint trustees, whether
corporate or otherwise, in the expectation that such trustees would, where given
a choice, act contrary to the wishes and intent of the grantor. Notwithstanding
that Richards and Russell permitted the decedent full discretion in the
management of these trusts, as a matter of law the trustees were responsible and
answerable for the decedent's acts on their behalf. See 2 Scott, Trusts 1388 (3d
ed., 1967); 3 Scott, Trusts 1794 (3d ed., 1967). Had they so elected, Richards
and Russell could have taken control of the trust res at any time.
The 1977 opinion renders an identical holding, bolstered by certain legislative history:
There is nothing in the record to show that the trustees could not have
undertaken exclusive control of the trust res if they had elected to do so.
Whatever power Goodwyn exercised over the trust assets, administration or
distribution, he did so on the trustee's behalf and not in his own right.
Because of Goodwyn's failure to have a legally enforceable right, we have
already held, following Byrum, that the assets of these trusts were not includable
in the decedent's estate under 2036(a)(2). Since a similar legal right or power is
a prerequisite under section 674(a), consistency appears to require the same
decision with respect to the applicability of this section. We see no other
possible decision.
Section 671 precludes attributing the income to Goodwyn on any other theory of
dominion and control under the definition of gross income, including
the Clifford doctrine. We interpret this limitation to mean that if Goodwyn
cannot be considered as a trustee, in fact, under the statutory provisions of
subpart E, he cannot be considered as such by virtue of the judicial doctrines
arising from the Clifford case which Congress intended to limit through the
enactment of subpart E. But the protection of section 671, as explained in the
House Ways and Means Committee Report, cited supra, does not extend to
situations involving the assignments of future income.
With respect to the legislative history of the 1954 Code, the 1977 opinion states:
While the record indicates that the legal formalities have been complied with, it
also indicates that the designated "independent" trustees, whether by agreement
or otherwise, entrusted the management of the trusts' assets and the distribution
of income therefrom to the sole discretion of the decedent. The decedent kept all
the records, made all of the investments and decided the amount to be
distributed to beneficiaries. The trustees merely acquiesced in these actions.
On the basis of these facts, the judicial decisions following the Supreme Court's
decision in Helvering v. Clifford [40-1 USTC ¶ 9265], 309 U.S. 331 (1940), and
the later so-called Clifford regulations might well warrant the attribution of the
income from these trusts to the decedent. However, to the extent these previous
principles are not embodied in the present statutory provisions of the Code, they
must be considered no longer applicable. Section 671 provides that subpart E
represents the sole criterion of dominion and control under section 61 (relating
to the definition of gross income) and thereby also under the Clifford doctrine.
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The Report of the Committee on Ways and Means on the Internal Revenue Code
of 1954 explains clearly that this exclusivity was the intent of Congress:
It is also provided in this section [671] that no items of a trust shall be included
in computing the income or credits of the grantor (or another person) solely on
the grounds of his dominion and control over the trust under the provisions of
section 61 (corresponding to sec. 22(a) of existing law). The effect of this
provision is to insure that taxability of Clifford type trusts shall be governed
solely by this subpart. However, this provision does not affect the principles
governing the taxability of income to a grantor or assignor other than by reason
of his dominion and control over the trust. Thus, this subpart has no application
in situations involving assignments of future income to the assignor, as in Lucas
v. Earl [2 USTC ¶ 496] (281 U.S. 111), Harrison v. Schaffner [41-1 USTC ¶
9355] (312 U.S. 579),and Helvering v. Horst [40-2 USTC ¶ 9787] (311 U.S.
112), whether or not the assignment is to a trust; nor are the rules as to family
partnerships affected by this subpart.4
Consequently, in order for a grantor to be held taxable pursuant to subpart E on
the income of a trust which he has established, he must have one of the powers
or retained interests proscribed by subpart E.
So, that’s where the law has stood for many years. Along comes a bad facts makes bad law case, that of
Securities and Exchange Commission v. Wyly, 2014 WL 4792229 (S.D.N.Y. Sept. 25, 2014). The issue there was
whether certain trusts should be considered grantor trusts for income tax purposes, thus causing the grantors to owe
income tax, or whether the trusts were properly considered to be offshore, managed by an Isle of Man trustee. The
opinion states:
Section 674(a) provides that: “[t]he grantor shall be treated as the owner of any
portion of a trust in respect of which the beneficial enjoyment of the corpus or
the income therefrom is subject to a power of disposition, exercisable by the
grantor or a nonadverse party, or both, without the approval or consent of any
adverse party.” 1 Quoting a prominent tax treatise, defendants concede that the
“power of disposition” includes “powers to ‘effect such major changes in the
enjoyment of a trust's income and corpus as the addition and elimination of
beneficiaries' as well as ‘minor and customary power[s]’ over income and
corpus distribution.” 2 Because a non-beneficiary trustee is considered a nonadverse party under the statute, “[s]ection 674(a) captures virtually every trust,
including the [IOM] trusts.” 3 Thus, defendants concede that “[u]ltimate liability
under [s]ection 674[] … turns on whether any of the statutory exceptions
apply.” 4 In his treatise, defendants' expert confirms that the Wylys' had a power
of disposition under this statute. See Robert T. Danforth, Norman H. Lane, and
Howard M. Zaritsky, Federal Income Taxation of Estates and Trusts §9.04[1]
(“A right to use trust funds without adequate compensation also affects
1

2
3
4

26 U.S.C. §674(a) (emphasis added).
Def. Mem. at 8 (quoting Boris I. Bittker & Lawrence Lokken, Federal Taxation of Income, Estates and Gifts §80.6.1).
Id.
Def. Mem. at 9.
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beneficial enjoyment, because the holder can reduce the assets from which the
named beneficiaries can benefit. Thus, a grantor's right to live rent-free in a
house owned by the trust is a power of disposition under Section 674(a).”).
According to defendants, the Bulldog Trusts are not grantor trusts because they
fall under the section 674(c) exemption. Under that exemption, section 674(a)
does not apply to “certain powers that are exercisable by independent trustees.” 5
According to the corresponding IRS regulation, which summarizes the statute,
[t]he powers to which section 674(c) apply are powers (a) to distribute,
apportion, or accumulate income to or for a beneficiary or beneficiaries, or to,
for, or within a class of beneficiaries, or (b) to pay out corpus to or for a
beneficiary or beneficiaries or to or for a class of beneficiaries (whether or not
income beneficiaries). In order for such a power to fall within the exception of
section 674(c) it must be exercisable solely (without the approval or consent of
any other person) by a trustee or trustees none of whom is the grantor and no
more than half of whom are related or subordinate parties who are subservient to
the wishes of the grantor. 6 To determine whether the Bulldog Trusts are
covered by this exception, it is necessary to answer three questions: 1) Did the
IOM trustees have the power to “distribute, apportion, or accumulate income” or
“pay out corpus” to or for a beneficiary or beneficiaries?; 2) Were the IOM
trustees a) the grantor, or b) a “related or subordinate” party as defined by the
statute?; and 3) Were the trustees able to “exercis[e] [those powers] solely
(without the approval or consent of any other person)”?
The first two questions are straightforward. First, the IOM trustees certainly had
the power, as set out in the trust deeds, to “distribute, apportion, or accumulate
income” or “pay out corpus” to or for a beneficiary. Second, the IOM trustees
were neither the grantor, nor one of the individuals on the exclusive list of
“related or subordinate” parties defined by the statute. 7 The only remaining
question is whether the IOM trustees were able to exercise those powers
“solely” or “without the approval or consent of any other person.”
Defendants argue, citing a 1976 Tax Court case, that a grantor may only be
taxed on “a power reserved by instrument or contract creating an ascertainable
and legally enforceable right, not merely the persuasive control which he might
exercise over an independent trustee who is receptive to his wishes.” 8 As such,
defendants contend that the Wylys did not share in the power to distribute,
apportion, or allocate income, or to pay out corpus, because the trust deeds
allocated those powers solely to the IOM trustees. Thus, the Bulldog Trusts fall
within the shelter of 674(c)’s “independent trustees exception.”
I disagree. “Such a rigid construction is unwarranted. It cannot be squared with
the black-letter principle that ‘tax law deals in economic realities, not legal
5
6

26 C.F.R. §1.674(c)-1.
Id.

7

See 26 U.S.C. §672(c) (defining “related or subordinate party” as “the grantor's spouse, if living with grantor,” or “the grantor's father, mother,
issue, brother or sister; an employee of the grantor; a corporation or any employee of a corporation in which the stock holdings of the grantor and
the trust are significant from the viewpoint of voting control; [or] a subordinate employee of a corporation in which the grantor is an executive”).
8
Estate of Goodwyn v. C.I.R., T.C.M. 1976-238, 1976 WL 3423 (July 29, 1976).
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abstractions.’” 9 As Professor Robert Danforth, the defendants' own expert,
writes in his treatise, “[i]t would certainly violate the purpose of the independent
trustee rule to require an independent trustee to act with the consent of the
grantor or a related or subordinate person.” 10 The Wylys, through the trust
protectors who were all loyal Wyly agents, retained the ability to terminate and
replace trustees. The Wylys expected that the trustees would execute their every
order, and that is exactly what the trustees did.
The evidence amply shows that the IOM trustees followed every Wyly
recommendation, whether it pertained to transactions in the Issuer securities,
making unsecured loans to Wyly enterprises, or purchases of real estate,
artwork, collectibles, and other personal items for the Wylys and their children.
The trustees made no meaningful decisions about the trust income or corpus
other than at the behest of the Wylys. On certain occasions, such as the
establishment of the Bessie Trusts, the IOM trustees actively participated in
fraudulent activity along with the Wylys. The Wylys freely directed the
distribution of trust assets for personal purchases and personal use. Because the
Wylys and their family members were beneficiaries, the IOM trustees were thus
“distributing” income for a beneficiary at the direction of the grantors—the
Wylys. 11
The issue that arises after Wyly is what to do. The Goodwyn rule was clear, but if you believe Wyly then
in many trusts we would likely discover that the grantor or beneficiaries were “pulling the strings” although they had
no legal right to do so.
E.

SECTION 1361 – S CORPORATIONS.

F.

SECTIONS 2031 and 2512 – VALUATION
1.

Valuation of Art; §2703 Application to Family Agreement. Estate of James A. Elkins, Jr., et

al. v. Commissioner, 140 T.C. No. 5 (2013) involved the valuation for estate tax purposes of 64 fractional interests
in art, with Mr. Elkins’ children owning the other interests. The art was subject to a co-tenancy agreement and lease
and the estate’s appraiser applied a 44.75% discount.
Judge Halpern ignored the co-tenancy and lease agreement under §2703 and held that a 10% discount was
appropriate. The co-tenancy agreement provided:
9

216 PPL Corp. v. C.I.R., 133 S.Ct. 1897, 1905 (2013) (quoting CIR v. Southwest Exploration Co., 350 U.S. 308, 315 (1956)).
Danforth, et al., Federal Income Taxation of Estates and Trusts §9.04[3][a].
11
Because I conclude that both the Bulldog and Bessie Trusts were grantor trusts under Section 674, I need not reach the issue of whether they
were also grantor trusts under Section 679. Although the SEC contends that the trading profits on sales of Issuer securities should be taxed at the
ordinary income rate, I decline to do so. Rather, I will approximate unpaid taxes by applying the rate the Wylys would have had to pay if they
owned the shares personally, which requires applying the ordinary income or capital gains rate for the taxable year. Thus, the “reasonable
approximation” of disgorgement is $111,988,622.76 for Sam Wyly and $58,896,281.97 for Charles Wyly when using the lower capital gains
rate. See JX 9904A and JX 9904B (“Calculations Using the Ordinary and Capital Gains Tax Rates for All Transactions in Registered Securities
Attributable to Sam and Charles Wyly”).
10
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1. Beginning on the date of this Agreement, each Cotenant shall have the right
of possession, dominion, and control of each item of the Property for a total
number of days out [of] a twelve month period that is equal to his or her
percentage interest in such item times the number of days in such twelve month
period. During a short calendar year, the number of days to which a Cotenant is
entitled to possession, dominion and control of each item of the Property shall
be prorated.
2. Each Cotenant, with respect to the exercise of his or her right of possession,
dominion, and control, shall request possession of an item of the Property by
giving 30 days' written notice of such request to the Cotenant in possession of
such item. The notice shall specify the number of days to which such Cotenant
is entitled to possession and the number of days remaining thereof during the
twelve month period (or a fewer number of months for a short calendar year). In
the event of a conflict among the Cotenants at any time as to which Cotenant is
entitled to possession of an item of the Property, Cotenant James A. Elkins, Jr.
shall determine which Cotenant is entitled to possession and the number of days
remaining thereof.
3. The Cotenant requesting possession (the "Receiving Cotenant") of an item of
the Property shall be responsible for arranging and paying for the transport of
such item to the Receiving Cotenant's residence.
*******
6. Each Cotenant shall be responsible, to the extent of his or her percentage
interest in the Property, for the cost of maintaining and restoring the Property.
7. An item of the Property may only be sold with the unanimous consent of all
of the Cotenants. Any net proceeds from the sale of such item shall be payable
to the Cotenants in accordance with their respective percentage interests in the
Property.
8. This Agreement shall be binding on Cotenants and on their respective heirs,
personal representatives, successors and assigns.
9. This Agreement shall be governed and construed under the laws of the State
of Texas.
With respect to the §2703 issue the opinion states:
During trial, we queried Mr. Miller, petitioners' expert on partition, about
paragraph 7 of the cotenants' agreement. We pointed out to him that, for a sale
of any of the jointly owned properties (i.e., works of art) to occur, all of the
cotenants would have to agree, and that would be so independent of the
language of paragraph 7 of the cotenants' agreement. He agreed. We added: "So
that the statement that an item of property may only be sold with the unanimous
consent of all of the cotenants is a rather unremarkable statement of the
obvious." He responded: "I do agree." With respect to what the language of
paragraph 7 accomplished, he testified: "If this language was not in the cotenancy agreement, any individual interest owner would have the right to
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commence a partition action." That is in accord with his direct, written
testimony, wherein he states that the right to partition is absolute, although
cotenants may expressly or impliedly agree not to partition, and that he has
"assumed that Provision 7 * * * is, in essence, an agreement by the Co-Owners
not to partition." With exceptions not here relevant, section 2703(a)(2) instructs
that "the value of any property shall be determined without regard to * * * any
restriction on the right to sell or use such property." Whether paragraph 7 of the
cotenants' agreement is a restriction on decedent's right to sell the cotenant art or
is a restriction on his right to use the cotenant art is not important. It is clear that,
pursuant to paragraph 7 of the cotenants' agreement, decedent, in effect, waived
his right to institute a partition action, and, in so doing, he relinquished an
important use of his fractional interests in the cotenant art. While, as we shall
explain, it makes little or no difference to our conclusion as to the value of the
art, we shall, in determining the value of each of the items of cotenant art,
disregard any restriction on decedent's right to partition.
[emphasis added]
The decedent’s children argued that large discounts were appropriate because they would fight any sale; the
court turned that on its head and concluded the children’s desire to keep the art meant they would “pay up” and not
at a discounted price. Some might argue that the court came close to ignoring, if it did not actually ignore the
hypothetical willing buyer-willing seller test, in favor of assuming particular parties to a transaction. The opinion
states:
The actual bargaining position that a hypothetical buyer of decedent's interests
in the art would have vis-a-vis the interests of the Elkins children constitutes one
of the "relevant facts" that we must deem to be considered by a hypothetical
buyer and seller pursuant to section 20.2031-1(b), Estate Tax Regs. See Estate
of Winkler v. Commissioner, T.C. Memo. 1989-231, where, in valuing a 10%
block of voting stock in a closely held corporation, we took into account the fact
that the hypothetical buyer thereof would represent the "swing vote" between the
two families that owned the other 90% (50% and 40%) of the voting stock. On
that basis, we held that a buyer, unrelated to either family, "would be willing to
pay a premium for a 10 percent block of voting stock that could be pivotal as
between the two families" and that "a minority discount would be inappropriate
here." See also Estate of Andrews v. Commissioner, 79 T.C. 938, 956 (1982)
("Certainly, the hypothetical sale should not be constructed in a vacuum isolated
from the actual facts that affect the value of the stock in the hands of the
decedent[.]"); True v. United States, 547 F. Supp. 201, 203 (D. Wyo. 1982)
("Hypothetical analysis can be a valuable tool; however, when real
considerations exist, those realities should not and cannot be ignored.").
The logic of assuming that the Elkins children would pay a hypothetical buyer
of decedent's interests in the art more than a disinterested collector or speculator
would have paid for those interests is also confirmed by cases recognizing that
certain properties possess an enhanced "assemblage" value. See, e.g., Pittsburgh
Terminal Corp. v. Commissioner, 60 T.C. 80, 90 (1973) (dicta: "[W]e do not
quarrel with * * * [the taxpayer's] assertion that aggregation increases the value
of coal lands[.]"), aff'd without published opinion, 500 F.2d 1400 (3d Cir. 1974);
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Serdar v. Commissioner, T.C. Memo. 1986-504.20 In Serdar, the taxpayer gave
two parcels of real property to Smith in exchange for a single parcel valued at
more than what the Commissioner considered to be the combined value of the
taxpayer's two properties. The Commissioner determined that the difference
constituted ordinary income to the taxpayer attributable to a prepayment penalty,
owed by Smith to the taxpayer, related to a prior transaction. In rejecting the
Commissioner's argument, we reasoned as follows:
We think that * * * [the Commissioner's] appraisal failed to adequately
take into account factors that made the properties peculiarly adaptable
to Smith's use, and that their fair market value equaled the value of the
consideration received for them. The factors that the appraisal failed to
adequately take into account are the value to Smith of the road and
railroad access that the properties provided and their assemblage value,
and, with respect to the Wadsworth Property, the value to Smith of
eliminating a tract of land that would have jutted north into his
assemblage.
*******
In sum, we believe that Smith was convinced that it was essential to
acquire * * * [the two properties] to enable him to develop his property
as he planned, that he was therefore willing to pay a high price for
those properties, and that * * * [the taxpayer] knew of Smith's plans
and drove a hard bargain.
In this case, the hypothetical willing buyer (whether he be a collector or a
speculator) and seller of decedent's fractional interests in the art would know of
the Elkins children's strong desire to own the art in whole. Therefore, the buyer
and seller would recognize the former's ability to drive "a hard bargain" in
negotiating a resale of that art to the children.21
Moreover, the hypothetical buyer-collector might very well be content to
possess the art for 73.055% (or 50%) of each year. In his written report, Mr.
Nash states:
It is not uncommon for two museums, acting together, to buy a work of
art. * * * They each take turns in exhibiting the works in proportion to
their interests. This would not work in this circumstance because the
other owners would be the Elkins Children, and not another museum or
institution. Consequently, museums would not be interested in
purchasing the interest.
Mr. Nash offers no reason for his conclusion that a museum would not be as
willing to share ownership with the Elkins children as it would with another
museum or institution, nor do we see one. Moreover, we see no basis for
concluding that only a museum jointly owning art with another museum would
be content to retain its fractional interest and shared right of possession with
another joint owner for an indefinite period. The point, of course, is that a
hypothetical buyer-collector, in no rush to sell his or her acquired interests in the
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art, would be in an even stronger bargaining position than a speculator or art
dealer in negotiating a purchase price with the Elkins children.
In short, we find petitioners' experts' analyses and conclusions to be unreliable
because they are based, in large part, on the false or at least highly dubious
assumption that the Elkins children would mount an unrelenting defense of the
status quo, ignoring the very high probability that, instead, the children would
seek to purchase the hypothetical buyer's interests in the art. Because we reject
that assumption, we find Mr. Mitchell's discounted values for the art to be
unrealistically low.
Looking at all this, the Court arrived at a 10% discount without discussion. Interestingly, in Stone v.
United States, 2007 U.S. Dist. Lexis 58611 (N.D.Cal.) (affirmed by the 9th Circuit in an unpublished opinion), the
court allowed a 5% discount for fractional interests in art. Experts note that fractional interests in art never, or very
rarely, trade at a discount between dealers or museums. Rev. Rul. 58-455 holds that no discount need be taken when
a fractional interest is given to charity and Rev. Rul. 57-293 holds the same for remainder interests.
The Fifth Circuit hammered the government and the Tax Court, reversing in Estate of James A. Elkins, Jr.
v. Commissioner, 767 F.3d 443 (5th Cir. 2014). As noted, the estate discounted art owned fractionally by the
decedent by 44.75%. The government offered only rebuttal testimony and argued that a fractional interest in art is
never discounted. The Tax Court applied a 10% discount. The Fifth Circuit allowed the taxpayer’s discount:
We have again reviewed the entire transcript of the testimony of the Estate's
experts and their written reports, and we are satisfied beyond cavil that they
considered and correctly weighed all factors and characteristics of the Elkins
heirs when determining how much a hypothetical willing buyer would pay for
Decedent's fractional interests and thus become a co-owner with them. Those
experts took into account both the pros and the cons: the children's financial
astuteness and their net worths; their hypothetical desire to acquire Decedent's
fractional interests if a hypothetical willing buyer should acquire them first, but
also their uncontradicted testimony that they would do so only for a "fair price,"
as determined by experts (presumably those who testified for them); their legal
and financial ability to prevent any hypothetical willing buyer from quickly
"flipping" his fractional interests in the art to third parties, particularly given the
heirs' contractual restraints on alienation and partition, as well as their
predictable determination to rid themselves of unrelated co-owners regardless of
how much time it might take. In sum, we do not read the Tax Court to have
rejected the importance of all aspects of the children's legal relationships to the
art other than their "psychic" interests.
We repeat for emphasis that the Estate's uncontradicted, unimpeached, and
eminently credible evidence in support of its proffered fractional-ownership
discounts is not just a "preponderance" of such evidence; it is the only such
evidence. Nowhere is there any evidentiary support for the Tax Court's
unsubstantiated declaration that "a 10% discount would enable a hypothetical
buyer to assure himself or herself of a reasonable profit on a resale of those
interests to the Elkins children." Besides the error in logic of presuming that the
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hypothetical willing buyer must turn right around and sell his fractional
purchases to those heirs, we cannot escape the conclusion that, under the facts of
this case and the way the parties tried it, such a determination constitutes
reversible error under any standard of review.
***
It is principally within the last few pages of its opinion that the Tax Court's
reversible error lies. While continuing to advocate the willing buyer/willing
seller test that controls this case, the Tax Court inexplicably veers off course,
focusing almost exclusively on its perception of the role of "the Elkins children"
as owners of the remaining fractional interests in the works of art and giving
short shrift to the time and expense that a successful willing buyer would face in
litigating the restraints on alienation and possession and otherwise outwaiting
those particular co-owners. Moreover, the Elkins heirs are neither hypothetical
willing buyers nor hypothetical willing sellers, any more than the Estate is
deemed to be the hypothetical willing seller.
We acknowledge, of course -- as did the Estate's experts -- that a hypothetical
willing buyer would be aware of and take into account all aspects of the
remaining fractional interests in the art that the Elkins heirs owned, not just the
likelihood of their hypothetical desire to acquire the Decedent's fractional
interests in the art from any successful hypothetical buyer thereof. An objective
reading of the entirety of those experts' written reports and their testimony at
trial demonstrates beyond question that the heirs' financial strengths, their outof-hand rejection of the idea of ever selling their interests, and the time and
money that the legal restraints in their arsenal would cost a willing buyer,
combine to minimize any effect to the contrary that their "psychic" attachment
to the art might otherwise have on the discounts that apply here. To repeat, Mrs.
Sasser testified that if, hypothetically, she and her siblings were to purchase such
interests, it would only be after first determining from experts that any price was
fair and reasonable. And the experts consulted would likely be those persons
whom the Tax Court accepted at trial; experts whose ultimate values were based
on their substantial discounts below FMV.
Furthermore, like the absence of an established market, the subjective
characteristics of the Decedent's descendants as the owners of the remaining
fractional interests would likely cut the other way: A potential willing buyer
would undoubtedly insist that his potential willing seller further discount the
sales price to account for the virtual impossibility of making an immediate "flip"
of the art. Such a fully informed willing buyer would be well aware that, by
virtue of becoming a co-owner with the sophisticated, determined, and
financially independent Elkins heirs, he could not possibly make such a quick
resale -- absent a deep discount, that is. And, the situation is only exacerbated by
the effect of the various restrictions on partition, alienation, and possession that
survived the death of the Decedent.
***
At bottom, we find nothing in this record or in the Tax Court's opinion that
would justify any conclusion other than that the Estate is entitled to a final
determination of the estate tax owed that produces a tax refund calculated on the
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basis of the fractional-ownership discounts and net taxable FMVs set forth on
Exhibit B to the court's opinion. The record on appeal is sufficient for us to
render a final judgment and dispose of the sole issue in this case without
prolonging it by remand at the cost of more time and money to the parties.
Accordingly, we (1) affirm the Tax Court's rejection of the Commissioner's
insistence that no fractional-ownership discount may be applied in determining
the taxable values of Decedent's undivided interests in the subject art work; (2)
affirm the Tax Court's holding that the Estate is entitled to apply a fractionalownership discount to the Decedent's ratable share of the stipulated FMV of
each of the 64 works of art; (3) reverse the Tax Court's holding that the
appropriate fractional-ownership discount is a nominal 10 percent, uniformly
applied to each work of art, regardless of distinguishing features; (4) hold that
the correct quantums of the fractional-ownership discounts applicable to the
Decedent's pro rata share of the stipulated FMVs of the various works of art are
those determined by the Estate's experts and itemized on Exhibit B to the Tax
Court's opinion; and (5) render judgment in favor of the Estate for a refund of
taxes overpaid in the amount of $14,359,508.21, plus statutory interest in a sum
to be agreed on by the parties, based on the timing of the payment of that refund
to the Estate, all as jointly stipulated to us by the parties.
2.

Value of Estate Assets Invested With Bernie Madoff. Estate of Bernard Kessel et al. v.

Commissioner, T.C. Memo. 2014-97, involved the valuation of a retirement plan invested in Madoff Investments.
The decedent died in 2006 when the supposed asset was $4.8 million. Between the date of death and Mr. Madoff’s
asset at the end of 2008 various withdrawals were made totaling $2.8 million. Subsequently the estate requested a
refund of estate tax arguing for a zero value. The Tax Court denied summary judgment to both the estate and the
IRS, the latter claiming that the Madoff Ponzi scheme was not knowable at the date of death and thus the
hypothetical willing buyer-willing seller would have paid $4.8 million at that time.
3.

Valuation of Personal Holding Company. Estate of Helen P. Richmond v. Commissioner,

T.C. Memo. 2014-26, involved the valuation of a personal holding company holding marketable securities of which
the decedent owned 23.44%. The net total value of the securities was $52,159,430 having built in gains of
$45,576,000. The taxpayer used the capitalization of dividends approach to determine a value of $3,149,767. The
IRS used a net asset value approach for a determination of $7,330,000. The Tax Court arrived at a value of
$6,503,804, adopting the net asset value approach. The IRS expert had used a 6% minority interest discount and a
36% discount for lack of marketability and the built-in gains tax, for a total of 40%. The Tax Court raised those to
15% for the built-in gains tax (the IRS expert agreed with this), a 7.75% discount for lack of control, and a 32.1%$
discount for lack of marketability standing alone.
The court rejected the capitalization of dividend method because it requires future estimates, small
variances produce large value changes, and it ignores present market prices. The opinion states:
Dividend capitalization is one method for valuing a business; and this method
may be entirely appropriate where a company’s assets are difficult to value. For
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example, a company that does not hold a portfolio of publicly traded securities
but instead operates a business may have assets--i.e., a conglomeration of
tangible assets acquired and depreciated over a period of years and intangible
assets (customer lists, assembled work force, know-how, etc.)--that are difficult
to value. The business may seem to be more than the sum of its parts. In such a
case, the value of the business may be better determined by projecting its
income stream (and discounting it to present value).
However, by definition, the capitalization-of-dividends valuation method is
based entirely on estimates about the future--the future of the general economy,
the future performance of PHC, and the future dividend payouts by PHC—and
even small variations in those estimates can have substantial effects on the value
determined. The estate’s valuation 14 method therefore ignores the most
concrete and reliable data of value that are available--i.e., the actual market
prices of the publicly traded securities that constituted PHC’s portfolio. Of
course, the net asset-value method comes with its own difficulties and
uncertainties (in this case, determining the amounts of the discounts discussed
below), but the NAV method does begin by standing on firm ground--stock
values that one can simply look up.
Moreover, the estate’s valuation method assumes that the only thing a potential
investor will consider when contemplating whether to buy PHC stock is the
present value of the dividend stream that the stockholder can expect to receive.
However, in December 2005 a potential investor would have known that--as the
parties have stipulated--PHC’s portfolio consisted primarily of securities whose
values could have been computed without controversy to total $52 million, i.e.,
PHC’s net asset value (before discounts) with which the Commissioner’s
method begins. Where the assets themselves are thus easily valued, valuing the
holding company instead by the income approach would essentially overlook
that fact, surely a relevant and helpful fact, which we think an investor was not
likely to overlook but was instead likely to take as his starting point.
The court also hammered the taxpayer with a 20% accuracy related penalty because the court found the
taxpayer’s appraisers were deficient. The opinion states:
Mr. Lyle, who was deceased at the time of trial, was the co-executor of the
estate, was a C.P.A., and was primarily responsible for obtaining the valuation.
Ms. Zerbey, the other co-executor, who attended business school and had some
modest experience in financial matters, allowed Mr. Lyle to be the principal
contact with the accountant (Mr. Winnington at the Belfint firm) who was
retained to value the decedent’s interest in PHC. Ms. Zerbey testified that Mr.
Lyle kept her informed, and she knew that Mr. Winnington was selected to
value the decedent’s interest in PHC and that two prior valuations were being
used as guidelines. According to Mr. Winnington, Mr. Lyle provided him with
sufficient information to value the decedent’s interest in PHC.
Mr. Winnington is a C.P.A. who is knowledgeable about PHC. Mr. Winnington
testified that his fee was not contingent on the value he reached and that Mr.
Lyle did not influence the value ultimately reported on the estate tax return.
Although Mr. Winnington has some appraisal experience (i.e., having written
10-20 valuation reports and having testified in court), he does not have any
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appraiser certifications. The estate did not proffer him as an expert witness and
did not demonstrate that he is qualified as an expert in valuation.
On the record before us, we cannot say that the estate acted with reasonable
cause and in good faith in using an unsigned draft report prepared by its
accountant as its basis for reporting the value of the decedent’s interest in PHC
on the estate tax return. Mr. Winnington is not a certified appraiser. The estate
never demonstrated or discussed how Mr. Winnington arrived at the value
reported on the estate return except to say that two prior estate transactions
involving PHC stock used the capitalization-of-dividends method for valuation.
Furthermore, the estate did not explain--much less excuse--whatever defects in
Mr. Winnington’s valuation resulted in that initial $3.1 million value’s being
abandoned in favor of the higher $5 million value for which the estate contended
at trial. Consequently, the value reported on the estate tax return is essentially
unexplained.
The estate observes that four substantially different values were reached by four
professionals--Mr. Winnington ($3.1 million), the estate’s expert ($5 million),
the Commissioner’s expert ($7.3 million), and the IRS auditor ($9.2 million)—
and the estate argues that this fact demonstrates the difficulty of valuing the
decedent’s interest in PHC. While we do not disagree with the estate’s assertion
that the decedent’s interest in PHC may be difficult to value, we believe that this
further supports the importance of hiring a qualified appraiser. In order to be
able to invoke “reasonable cause” in a case of this difficulty and magnitude, the
estate needed to have the decedent’s interest in PHC appraised by a certified
appraiser. It did not. Instead, the estate relied on the valuation by Mr.
Winnington but did not show that he was really qualified to value the decedent’s
interest in the company. The $3.1 million value reported on the estate tax return
was less than 65% of even the $5 million value defended by the estate’s own
expert; and if the Court had adopted the $5 million value, the return would still
reflect a substantial valuation understatement that would warrant the accuracyrelated penalty; that is, even by the estate’s lights, the value on the estate tax
return needed explaining, but no explanation was given.
4.

Valuation Dependent on Liquidation Or Going Concern Approach. Judge Morrison of the

Tax Court valued a timber company, operated as a partnership, using a combination of cash-flow and asset value, in
Estate of Natalie B. Guistina et al. v. Commissioner, T.C. Memo. 2011-141. The decedent’s revocable trust owned
41.128% of the partnership. The taxpayer offered a value of $31,597,000; the government of $81,490,200; and the
court settled on $66,752,857.
Of particular interest in the application of the cash-flow method was the court’s unwillingness to allow a
reduction for income taxes, when the discount rate was a “pre-tax” number. The opinion discussed the derivation by
the taxpayer’s expert – Reilly – of the discount rate:
Reilly’s 18-percent discount rate had four components. Only the fourth needs to
be corrected. The first component was the risk-free rate. Reilly assumed that the
risk-free rate was the 4.5-percent rate of return earned by owners of 20-year U.S.
Treasury bonds.
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The second component of Reilly’s discount rate was a beta-adjusted equity risk
premium. According to Reilly, beta is a "measure of the systematic risk (i.e., risk
relative to returns in a measure of the overall equity market, such as the S&P
500 index) inherent in a company’s investment returns." Reilly determined that
the risk premium for an equity investment in the S&P 500 common stock index
was 7.2 percent. Reilly estimated that the beta for an investment in companies in
the timber industry was 0.56. He then estimated that a beta of 0.5 was
appropriate for the partnership because it had less debt than other timber
companies. He therefore calculated a beta-adjusted risk premium of 3.6 percent
(7.2 percent x 0.5).
The third component of Reilly’s discount rate was a small stock equity risk
premium. Reilly estimated that this component was 6.4 percent. Reilly
calculated that an investment in a small company, defined as a company with a
total equity capitalization between $1.4 million and $263 million, had an annual
return of 6.4 percent above the overall equity risk premium exhibited by the
S&P 500 common stock index.
The fourth component of Reilly’s 18-percent discount rate was a partnershipspecific risk premium of 3.5 percent. Reilly explained that this risk premium
was justified because the partnership’s timberlands were not geographically
dispersed. All were in Oregon. He also explained that the partnership’s
operations were nondiversified. The partnership’s sole source of revenue was
timber harvesting. Thus, it is apparent that a portion of the 3.5-percent premium
reflects the unique risks of the partnership. But unique risk does not justify a
higher rate of return. Investors can eliminate such risks by holding a diversified
portfolio of assets.5 We conclude that the partnership-specific risk premium
should be only 1.75 percent.
After this adjustment is made, the correct discount rate is 16.25 percent. This is
equal to the sum of 4.5 percent, 3.6 percent, 6.4 percent, and 1.75 percent.6
Reilly reduced his 18-percent discount rate by 4 percent to reflect his
assumption that cash flows would increase by 4 percent each year. After making
this reduction, his "direct capitalization rate" was 14 percent. We have no
dispute with the 4-percent assumption. Therefore, the 16.25-percent discount
rate should be reduced by 4 percent, resulting in a direct capitalization rate of
12.25 percent.
Thomson, the government’s expert, had agreed for a 25% lack of marketability discount, while Reilly
assumed 35%. The court accepted 25% because Reilly did not directly refute the 25%.
The parties agreed on the asset value of the partnership, which was roughly three times the value on a cashflow basis. Thus, a key issue was the weighting, as to which the opinion states:
Reilly gave a 30-percent weight to the cashflow method. Thomson gave the
cashflow method a weight of 20 percent. In our view, the cashflow method is
appropriate to reflect the value of the partnership if it is operated as a timber
company, and the asset method is appropriate to reflect the value of the
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partnership if its assets are sold. Accordingly, the percentage weight to be
accorded the cashflow method should be equal to the probability that the
partnership would continue to be operated as a timber company.
We believe that there was a 75-percent probability that the partnership would
have continued its operations rather than liquidating its assets. The Giustina
family had a long history of acquiring and retaining timberlands. We take this
into account, but we also assume that the owner of the 41.128-percent limited
partner interest is a hypothetical third party, see sec. 25.2512-1, Gift Tax Regs.,
who seeks the maximum economic advantage from the asset. As Reilly testified,
the optimal strategy to maximize the value of the partnership would be to sell
the timberland and "get $143 million today." Selling the timberlands would
generate about $143 million; continuing to operate the partnership would
generate only about $52 million. Reilly opined that the value of the timberlands
is irrelevant because a holder of Natale Giustina’s interest could not unilaterally
force the sale of the partnership’s assets. It is true that the owner of a 41.128percent limited partner interest could not alone cause the partnership to sell the
timberlands. However, there are various ways in which a voting block of limited
partners with a two-thirds interest in the partnership could cause the sale. The
members of such a voting block could replace the two general partners, who
have the power to sell assets and make distributions. Alternatively, a two-thirds
voting block could dissolve the partnership, an act that must be followed by the
distribution of the partnership’s assets. We are uncertain how many partners
would share the view that the timberland should be sold. The uncertainty does
not prevent us from estimating the probability of the sale:
The entire valuation process is a boundless subjective inquiry: To value
an asset the court has to make guesses or assumptions about the future.
These inquiries require speculation about the composition of
management * * *
Repetti, "Minority Discounts: The Alchemy in Estate and Gift Taxation", 50 Tax
L. Rev. 415, 445 (1995). Some of these family members would perhaps prefer
that the partnership remain in operation. But people also tend to prefer $143
million to $52 million, or, in this case, a share of $143 million to a share of $52
million. We believe that there is a 25-percent probability that a sufficient
number of limited partners would cause the sale of the partnership’s assets.
Conversely, there was a 75-percent probability the timberlands would not be
sold. We assign a weight of 75 percent to the value of the partnership as
measured by the cashflow from its continued operations.
The court refused to apply any lack of control discount in the asset approach calculation because it was
built-in to the 75%-25% analysis. Thomson had assumed a 12% discount! The stipulated assets value included a
40% discount for the time required to sell, which the court equated to a lack of marketability discount.
The Ninth Circuit reversed and remanded in Estate of Giustina v. C.I.R., 586 F. App'x 417, (9th Cir. 2014).
The opinion states:
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The Tax Court concluded that there was a 25% likelihood of liquidation of the
partnership. It therefore gave a 25% weight to an asset-based valuation and a
75% weight to the valuation of the partnership as a going concern. Although the
Tax Court recognized that the owner of the limited interest could not unilaterally
force liquidation, it concluded that the owner of that interest could form a twothirds voting bloc with other limited partners to do so, and assigned a 25%
probability to this occurrence. This conclusion is contrary to the evidence in the
record. In order for liquidation to occur, we must assume that (1) a hypothetical
buyer would somehow obtain admission as a limited partner from the general
partners, who have repeatedly emphasized the importance that they place upon
continued operation of the partnership; (2) the buyer would then turn around and
seek dissolution of the partnership or removal of the general partners who just
approved his admission to the partnership; and (3) the buyer would manage to
convince at least two (or possibly more) other limited partners to go along,
despite the fact that "no limited partner ever asked or ever discussed the sale of
an interest." Alternatively, we must assume that the existing limited partners, or
their heirs or assigns, owning two-thirds of the partnership, would seek
dissolution. We conclude that it was clear error to assign a 25% likelihood to
these hypothetical events. As in Estate of Simplot v. Commissioner, 249 F.3d
1191, 1195 (9th Cir. 2001), the Tax Court engaged in "imaginary scenarios as to
who a purchaser might be, how long the purchaser would be willing to wait
without any return on his investment, and what combinations the purchaser
might be able to effect" with the existing partners. See also Olson v. United
States, 292 U.S. 246, 257 (1934) (explaining in a condemnation case that, when
a court estimates "market value," "[e]lements affecting value that depend upon
events or combinations of occurrences which, while within the realm of
possibility, are not fairly shown to be reasonably probable[,] should be excluded
from consideration"). We therefore remand to the Tax Court to recalculate the
value of the Estate based on the partnership's value as a going concern.
The opinion was mixed as to two methodologies used by the Tax Court with each side winning, and losing,
one:
The Estate further claims that the Tax Court clearly erred by using pretax (nontax-affected) cash flows for the going-concern portion of its valuation. The
Estate itself admits in its brief that "tax-affecting is . . . an unsettled matter of
law." We therefore cannot say that the Tax Court clearly erred in adopting a
pretax rather than a post-tax methodology. Further, the Tax Court did not clearly
err by using the Commissioner's proposed 25% marketability discount rather
than the Estate's proffered 35% discount, see, e.g., Estate of O'Connell v.
Comm'r, 640 F.2d 249, 253 (9th Cir. 1981), especially considering that the
Estate's expert acknowledged that such discounts typically range between 25%
and 35%.
We do, however, hold that the Tax Court clearly erred by failing to adequately
explain its basis for cutting in half the Estate's expert's proffered companyspecific risk premium. Even under the deferential clear error standard, "[i]n
drawing its conclusions . . . the Tax Court is obligated to detail its reasoning."
Estate of Trompeter, 279 F.3d at 770. We recognize that diversification of assets
is a widely accepted mechanism for reducing company-specific risk. However,
the Tax Court stated only that "[i]nvestors can eliminate such risks by holding a
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diversified portfolio of assets," without considering the wealth a potential buyer
would need in order to adequately mitigate risk through diversification.
5.

Court Rejects Assembly of Estate Property in Valuation Dispute. At issue in Estate of John

A. Pulling, Sr. v. Commissioner, T.C. Memo. 2015-134, was whether three parcels owned by an estate should be
valued in connection with two other properties owned by a land trust, TCLT.
We have determined that we can value property on the basis of a use of land
requiring assemblage if it is reasonably likely that the land will be assembled in
the reasonably near future. We must now determine whether the estate's property
was reasonably likely to be combined with TCLT's property at the time of
decedent's death. This is a question of fact that can be resolved only by weighing
all of the evidence. Stanley Works & Subs. v. Commissioner, 87 T.C. at 408.
Absent proof to the contrary, the use to which the land is currently being put is
presumed to be the highest and best use. United States v. L.E. Cooke Co., Inc.,
991 F.2d 336, 341 (6th Cir. 1993); United States v. 69.1 Acres of Land, 942
F.2d 290, 292 (4th Cir. 1991); Esgar Corp. v. Commissioner, T.C. Memo. 201235, slip op. at 20, aff'd, 744 F.3d 648 (10th Cir. 2014). Therefore, the burden of
proof is on respondent to show that assemblage was reasonably likely.
Respondent does not cite, nor have we found, any evidence in the record
suggesting that assemblage was reasonably likely. Instead, respondent asks us to
assume that assemblage was likely because of (1) the economic benefits of
assemblage and (2) the ties between decedent and the various stakeholders in
TCLT. The estate argues that respondent's position is unsupported by the
caselaw and that the evidence shows that assemblage was unlikely. We agree
with the estate.
Both parties' experts opined that assembling the estate's property and TCLT's
property would yield the greatest economic benefits, and we agree.
However, using that fact as evidence that combining of the properties was
reasonably likely places the cart before the horse. The economic benefits of
assemblage can only come into consideration once we have established that
assemblage is otherwise reasonably likely. The only evidence in the record,
however, suggests that assemblage was not likely.
First, TCLT has had at least one prior offer to sell its property as part of a
residential development, but it declined the offer. This fact tends to show that
TCLT's stakeholders were not interested in selling the property just because it
would have been in their economic interests. Moreover, both parties' experts
testified at trial that they would not recommend to a hypothetical buyer of the
estate's property that he purchase the land as a possible investment. Not even
respondent's expert believed that assemblage was certain enough to recommend
purchase to a client.
Respondent's second argument is based on the premise that assemblage was
reasonably likely because decedent held a large minority interest in TCLT that,
when combined with either the interests of (1) STGP or (2) the other TCLT

95

stakeholders, would result in a majority vote enabling TCLT to combine its
property with the estate's property. However, without any evidence regarding the
intent of the other TCLT stakeholders or details as to their relationship with
decedent, respondent's position is left essentially attributing ownership of
TCLT's property to decedent solely on the basis of those relationships. This
position lacks merit.
In support of his argument, respondent cites our decision in Esgar Corp. v.
Commissioner, slip op. at 42, for the proposition that personal friendships and
longtime business relationships are sufficient to justify assemblage. Respondent
misreads Esgar. In that case, although we did consider the taxpayers' argument
that assemblage was reasonable because of their longtime business relationships,
we explicitly chose not to decide whether assemblage was reasonable. Id.
Furthermore, although it is true that decedent and Mr. Scofield had a business
relationship spanning decades, there is no other evidence in the record
suggesting that Mr. Scofield or STGP would be inclined to assemble TCLT's
property with the estate's property.
There is also no evidence to support the proposition that other members of the
Pulling family would be reasonably likely to agree to combine the properties.
The mere fact that they are related to decedent is not enough. See Estate of
Bright, 658 F.2d at 1006 (rejecting application of family attribution for purposes
of valuing property for estate tax purposes); see also Minahan v. Commissioner,
88 T.C. 492, 499 (1987) (“It has been noted that the Congress has explicitly
directed that family attribution or unity of ownership principles be applied in
certain aspects of Federal taxation, and in the absence of legislative directives,
judicial forums should not extend such principles beyond those areas
specifically designated by Congress.”). 4
Accordingly, we find that assembly of the estate's property with TCLT's
property for purposes of residential development is not the highest and best use
of the estate's property.
G.
SECTION 2032 — ALTERNATE VALUATION AND SECTION 2032A — SPECIAL USE
VALUATION
1.

New Proposed Alternate Valuation Regulations. REG-112196-07. An estate may elect

alternate valuation and value its assets as of six months after death for estate tax purposes. If the alternate valuation
date is elected, property disposed of before six months after death is valued on the date of the disposition. §2032
was originally enacted in 1935, after the stock market crash of 1929. On April 25, 2008, Treasury issued proposed
Regulations to restrict the application of section 2032 by preventing post-death events other than market conditions
from being taken into account when valuing the property. Those Proposed Regulations defined market conditions as
events outside the control of the decedent, the decedent's executor or trustee, or any other person whose property
being valued affected the fair market value of the property. The government’s defeat in Kohler v. Commissioner,
T.C. Memo. 2006-152, inspired the Proposed Regulations. The Tax Court ruled in Kohler that stock received by an
estate in a post-death reorganization should be the property valued on the alternate valuation date and that the
restrictions placed on the stock should be taken into account. In its action on decision stating non-acquiescence, the
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IRS took the view that the court incorrectly applied the regulations by allowing a post-death change in the character
of the property to be taken into account when determining the property's value. The IRS thought that the court
misapplied Treas. Reg. § 20.2032-1(c)(1), which provides that a tax-free reorganization is not a disposition under
section 2032.
The Background portion of the Supplementary Information to the 2011 Proposed Regulations discussed
them as follows:
Generally, paragraph (c)(1)(i) identifies transactions that constitute distributions,
sales, exchanges, or dispositions of property. If an estate's (or other holder's)
property is subject to such a transaction during the alternate valuation period, the
estate must value that property on the transaction date. The value included in the
gross estate is the fair market value of that property on the date of and
immediately prior to the transaction. The term "property" refers to the property
includible in the decedent's gross estate under section 2033.
Sections 20.2032-1(c)(1)(ii) and (c)(1)(iii)(A) identify two exceptions to the rule
in § 20.2032-1(c)(1)(i). If either exception applies, the estate may use the 6month date and value the property held on that date. The exception in § 20.20321(c)(1)(ii) applies only to transactions in which an interest in a corporation,
partnership, or other entity (entity) includible in the decedent's gross estate is
exchanged for one or more different interests (for example, a different class of
stock) in the same entity or in an acquiring or resulting entity or entities during
the alternate valuation period. Such transactions may include, without limitation,
reorganizations, recapitalizations, mergers, or similar transactions. This
exception substitutes a fair market value test for the corporate provisions in the
current regulations. Specifically, this paragraph proposes that, if, during the
alternate valuation period, the interest in an entity includible in the gross estate
is exchanged for a different interest in the same entity, or in an acquiring or
resulting entity or entities, and if the fair market value of the interest on the date
of the exchange equals the fair market value of the property for which it was
exchanged, then the transaction will not be treated as an exchange for purposes
of section 2032(a)(1). As a result, the estate may use the 6-month date to value
the interest in the same entity or in the acquiring or resulting entity or entities
received in the exchange. For this purpose, the fair market values of the
surrendered property and received interest are deemed to be equal if the
difference between the fair market values of the surrendered property and the
received interest does not exceed 5 percent of the fair market value of the
surrendered property as of the transaction date. This section has no effect on any
other provision of the Code that is applicable to the transaction. For example,
the provisions of chapter 14 may apply even if the transaction does not result in
a deemed exchange for section 2032 purposes as a result of satisfying the
provisions of § 20.2032-1(c)(1)(ii).
Section 20.2032-1(c)(1)(iii)(A) proposes that, if, during the alternate valuation
period, an estate (or other holder) receives a distribution from a business entity,
bank account, or retirement trust (entity) and an interest in that entity is
includible in the decedent's gross estate, the estate may use the 6-month date to
value the property held in the estate if the following requirement is satisfied. The
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fair market value of the interest in the entity includible in the gross estate
immediately before the distribution must equal the sum of the fair market value
of the distributed property on the date of the distribution and the fair market
value of the interest in the entity includible in the gross estate immediately after
the distribution. If this requirement is not satisfied, the estate must use the fair
market value as of the distribution date and immediately prior to the distribution
of the entire interest in the entity includible in the gross estate. For purposes of
this section, any distribution is deemed to consist first of excluded property (as
defined in § 20.2032-1(d)), if any, and then of included property.
The Proposed Regulations contain a large number of examples. Examples 1 and 3 illustrate the basic
position:
Example 1. At D's death, D owned property with a fair market value of $100X.
Two months after D's death (Date 1), D's executor and D's family members
formed a limited partnership. D's executor contributed all of the property to the
partnership and received an interest in the partnership in exchange. The
investment of the property in the partnership is a transaction described in
paragraph (c)(1)(i)(F) and/or (G) of this section. As a result, the alternate
valuation date of the property is the date of its contribution and the value to be
included in D's gross estate is the fair market value of the property immediately
prior to its contribution to the partnership. The result would be the same if D's
estate instead had contributed property to a limited partnership formed prior to
D's death by D and/or other parties, related or unrelated to D. Further, the result
would be the same if D's estate had contributed the property to a corporation,
publicly traded or otherwise, or other entity after D's death and prior to the 6month date.
***
Example 3. D's gross estate includes a controlling interest in Y, a corporation.
During the alternate valuation period, Y issued additional shares of stock and
awarded them to certain key employees. D's interest in Y was diluted to a noncontrolling interest by Y's issuance of the additional stock. Y's issuance of the
stock is a transaction described in paragraph (c)(1)(i)(I) of this section. The
value to be included in D's gross estate is the fair market value of D's stock
immediately prior to Y's issuance of the additional stock. The result would be
the same if D's estate included a minority interest in Y on the date of death and
that interest became a controlling interest during the alternate valuation period
as the result of Y's redemption of the shares of another shareholder.
The IRS realizes that any recapitalization may result in small value changes. Example 5 illustrates a 5% de
minimis rule for reorganizations or recapitalizations, the upshot of which could be an incentive to recapitalize
entities automatically if 4.99% is a substantial value savings.
Example 5. (i) At D's death, D owned common stock in Y, a corporation. Two
months after D's death (Date 1), there was a reorganization of Y. In the
reorganization, D's estate exchanged all of its stock for a new class of stock in
X. On the date of the reorganization, the difference between the fair market
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value of the stock D's estate received and the fair market value on that date of
the stock includible in D's gross estate at death was greater than 5% of the fair
market value, as of the date of the reorganization, of the stock D held at death.
The reorganization is a transaction described in paragraph (c)(1)(i)(H) of this
section and does not satisfy the exception described in paragraph (c)(1)(ii) of
this section. Thus, the alternate valuation date is the date of the reorganization
and the value to be included in D's gross estate is the fair market value of the
stock immediately prior to the reorganization. This result is not affected by
whether or not the reorganization is a tax-free reorganization for Federal income
tax purposes. The result would be the same if the stock had been held, for
example, in an IRA with designated beneficiaries. See paragraph (c)(3)(i)(C) of
this section.
(ii) If, instead, the difference between the two fair market values as of the date
of the reorganization was equal to or less than 5% of the fair market value, as of
the date of the reorganization, of the stock D held at death, the reorganization
would satisfy the exception provided in paragraph (c)(1)(ii) of this section.
Thus, the alternate valuation date would be the 6-month date. The value to be
included in D's gross estate would be the fair market value, determined as of the
6-month date, of the new class of stock in Y that D's estate received in the
reorganization.
Conservation easements granted during estate administration are an exception to the general rule. As a
result, for purposes of determining both the estate's eligibility to make an election under §2032 and the value of the
property on the alternate valuation date, the fair market value of the property as of the date of death must be
compared to the fair market value of that property as of the alternate valuation date, in each case as that value is
adjusted by reason of the existence of the conservation easement.
Retirement plans are specifically discussed. Alternate valuation is available. The Proposed Regulations
provide:
(iii) Distributions from an account or entity in which the decedent held an
interest at death.
(A) In general. If during the alternate valuation period, an estate (or other holder
of the decedent's interest) receives a distribution or disbursement (to the extent
the distribution or disbursement consists of included property, as defined in
paragraph (d) of this section) (payment) from a partnership, corporation, trust
(including an IRA, Roth IRA, 403(b), 401(k), Thrift Savings Plan, etc.), bank
account or similar asset, or other entity (entity), and an interest in that entity is
includible in the gross estate, the payment does not result in a distribution under
paragraph (c)(1)(i)(I) of this section. However, this rule applies only if, on the
date of the payment, the fair market value of the decedent's interest in the entity
before the payment equals the sum of the fair market value of the payment made
to the estate (or other holder of the decedent's interest in the entity) and the fair
market value of the decedent's interest in the entity, not including any excluded
property, after the payment. In this case, the alternate valuation date of the
payment is the date of the payment, and the alternate valuation date of the
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decedent's remaining interest in the entity, if any, is the 6-month date (or the
transaction date, if any, subsequent to this payment). If this requirement is not
met, the payment is a distribution under paragraph (c)(1)(i) of this section, and
the alternate valuation date of the decedent's entire interest in the entity is the
date of the payment. For purposes of this section, a distribution or disbursement
is deemed to consist first of excluded property, if any, and then of included
property, as those terms are defined in paragraph (d) of this section.
With respect to the sale of an asset or division of an account, Examples 9-12 are as follows:
Example 9. Husband died owning an interest in a brokerage account titled in the
names of Husband and Wife with rights of survivorship. On Husband's death,
the account held marketable securities, corporate bonds, municipal bonds,
certificates of deposit, and cash. During the alternate valuation period, Wife's
stockbroker advised her that the account could not be held under the social
security number of a deceased individual. Accordingly, approximately one
month after Husband's death, Wife directed the stockbroker to transfer the
account into an account titled in Wife's sole name. Because title to the joint
account passes to Wife at the moment of Husband's death by operation of law,
the transfer of the joint account into an account in Wife's sole name is not a
transaction described in paragraph (c)(1)(i) of this section. Accordingly, the
value of the assets held in Wife's solely owned account will be includible in
Husband's gross estate at their fair market value on the 6-month date. The result
would be the same if the brokerage firm automatically transferred title to the
account into Wife's name, or if Wife changed the beneficiary designation for the
account. Finally, the result would be the same if, instead of an account with a
brokerage firm, the assets were held in Husband's retirement account (IRA or
similar trust such as a Roth IRA, 403(b) plan, or 401(k) plan) or Wife's
ownership of the account was the result of a contract (a beneficiary designation
form) rather than operation of law.
Example 10. Assume the same facts as in Example 9 except that, during the
alternate valuation period, Wife directed the stockbroker to sell a bond in the
account. The sale is a transaction described in paragraph (c)(1)(i)(I)(4) of this
section. Wife is an individual described in paragraph (c)(3)(i)(D) of this section.
Thus, the alternate valuation date of the bond is the date of its sale. The values to
be included in D's gross estate are the fair market value of the bond on date of its
sale, and the fair market value of the balance of the account on the 6-month date.
The result would be the same if the bond had matured and was retired during the
alternate valuation period. The result also would be the same if the bond was
held within a retirement account (IRA or similar trust such as a Roth IRA,
403(b) plan, or 401(k) plan).
Example 11. Assume the same facts as in Example 9 except that, during the
alternate valuation period, Wife withdrew cash from the account or otherwise
received income or other disbursements from the account. Each such withdrawal
or disbursement from the account (to the extent it consists of included property
as defined in paragraph (d) of this section) is a distribution described in
paragraph (c)(1)(i)(I)(4) of this section. Provided that, on the date of each
distribution, the fair market value of the account before the distribution (not
including excluded property) equals the sum of the included property distributed
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and the fair market value of the included property in the account immediately
after the distribution in accordance with paragraph (c)(1)(iii)(A) of this section,
the alternate valuation date for each distribution is the date of the distribution
and the alternate valuation date for the account is the 6-month date. The value to
be included in the gross estate is the fair market value of each distribution of
included property (determined as of the date of distribution) and the fair market
value of the account on the 6-month date. The result would be the same if the
assets were held in an IRA or similar trust, such as a Roth IRA, 403(b) plan, or
401(k) plan.
Example 12. Husband died with a retirement account, having named his three
children, in specified shares totaling 100%, as the designated beneficiaries of
that account. During the alternate valuation period, the account was divided into
three separate retirement accounts, each in the name of a different child and
funded with that child's designated share. The division of the retirement account
is not a transaction described in paragraph (c)(1)(i) of this section by reason of
paragraph (c)(2) of this section, so the alternate valuation date for each of the
new accounts is the 6-month date.
H.

SECTION 2033 – GROSS ESTATE

I.

SECTIONS 2035-2038 – RETAINED INTERESTS
1.

Graduated GRATs. TD 9555 sets forth the rules for valuing annuity interests that increase

over the term of a GRAT. Under the regulations, the amount includible is the greater of: (1) the amount of corpus
required to generate sufficient income to pay the annual amount due to the decedent at death, or (2) the amount of
corpus required to generate sufficient income to pay the annuity, unitrust, or other payment that the decedent would
have been entitled to receive if the decedent had survived the other beneficiary, reduced by the present value of the
other beneficiary’s interest. Long-term GRATs with flat annuities may be more efficient than those with increasing
annuities. In addition, the final Treas. Reg. §20.2036-1(c)(1)(i) is revised to provide that retained interest payments
paid to a decedent’s estate after the decedent’s death are not includible under §2033 if a portion of the trust corpus is
includible in the decedent’s gross estate under §2036.
When the §7520 rate is very low, a long term (99 year) GRAT may produce favorable results because an
increase in the rate between creation and death will reduce the amount includible in the grantor’s estate. For
example, if the section 7520 rate is 2.0%, a 99 year GRAT will zero out with an annuity of $23,277 paid annually.
If the section 7520 rate were 5% when the annuitant died, then 46.5546% of the GRAT would be included in the
grantor’s estate. The 2012 Administration proposals would limit the maximum GRAT term to life expectancy plus
10 years.
2.

Defective GRAT Plan Corrected. PLR 201442042 gave effect to the state law reformation of

GRATS that was to be distributed at the end of the term to a child’s trust that the grantor could revoke. The
accountant was puzzled but the attorney explained that the accountant did not understand trust law so the accountant
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filed gift tax returns reflecting the GRATs as completed gifts. Three years after the GRATs were created another
financial planner spotted the issue. A new attorney reformed the trusts under state law in a UTC state to remove the
revocability provision. The IRS accepted the scrivener’s error and determined the gift was complete when the
GRATs were created and that neither section 2036 nor section 2038 would apply. The drafting attorney did admit,
finally, a scrivener’s error. The ruling notes:
In this case, affidavits made by the Grantor, Attorney 1, Accountant, Financial
Planner, and Attorney 2, together with contemporaneous correspondence,
memoranda, and emails provide clear and convincing evidence that the
provision in Children's Trust of Grantor's power to revoke Children's Trust does
not conform to the Grantor's intention. The correspondence from Attorney 1
indicates that the transfers to GRAT 1 and GRAT 2 were intended to be
completed gifts. In reforming Children's Trust, State Court found that there was
clear and convincing evidence of scrivener's errors, the reformation of Children's
Trust was necessary and appropriate to achieve Grantor's tax objectives, and the
reformation was not contrary to Grantor's intentions.
Therefore, we conclude that State Court's Order on Date 4, reforming Children's
Trust based on scrivener's errors is consistent with applicable State law, as
applied by the highest court of State. Accordingly, we conclude that as a result
of the reformation of Children's Trust to correct scrivener's errors: (1) the
transfers of the remainder interests in GRAT 1 and GRAT 2 are completed gifts,
and upon the completion of the respective GRAT terms, the distribution of the
remainder interests to Children's Trust will not cause the Grantor to make an
additional gift; (2) the assets of Children's Trust will not be included in the gross
estate of Grantor when he dies (provided Grantor survives the annuity period of
the respective GRATs); and (3) the Court's reformation of Children's Trust will
not cause any current or future beneficiary of the trust to make a gift to any other
current or future beneficiary of the trust.
J.

SECTIONS 2041 AND 2514 — GENERAL POWERS OF APPOINTMENT

K.

SECTIONS 61, 83, 409A, 2042 AND 7872 - LIFE INSURANCE

L.

SECTION 2053 and 2054 - DEBTS AND ADMINISTRATION EXPENSES

M.

SECTIONS 2056, 2056A AND 2519- MARITAL DEDUCTION
1.

Final Portability Regulations. In T.D. 9725 issued on June 12, 2015, the IRS issued the final

portability regulations.

Little was changed from the proposed regulations.

Certain highlights of the Final

Regulations are as follows:
A.

Extension of Time to Make Election. If a Federal estate tax return is required because of

the value of the estate, no extension can be granted beyond the usual automatic six month extension. However,
Treas. Reg. §20.2012-2(a)(1) allows section 9100 relief otherwise:
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An extension of time to elect portability under this paragraph (a) will not be
granted under § 301.9100–3 of this chapter to an estate that is required to file an
estate tax return under section 6018(a), as determined without regard to this
paragraph (a). Such an extension, however, may be available under the
procedures applicable under §§ 301.9100–1 and 301.9100–3 of this chapter to
an estate that is not required to file a return under section 6018(a), as determined
without regard to this paragraph (a).
B.

Who May Make An Election? Only the executor. The Summary of Comments and

Explanation of Provisions states:
Several commenters requested that the final regulations allow a surviving spouse
who is not an executor as defined in section 2203 of the Code to file an estate
tax return and make the portability election in several different circumstances. A
few of the circumstances described include those in which the spouse is given
the right to file the estate tax return in a prenuptial or marital agreement, or the
spouse has petitioned the appropriate local court for the spouse's appointment as
an executor solely for the limited purpose of filing the estate tax return and the
executor does not make the portability election. The Treasury Department and
the IRS recognize the possibility that an executor may exercise the executor's
discretion to not make the portability election, thus causing the estate to forfeit
the opportunity to elect portability, but note that section 2010(c)(5) of the Code
permits only the executor of the decedent's estate to file the estate tax return and
make the portability election. The 2012 temporary regulations address the
circumstances in which an appointed executor or a non-appointed executor may
file the estate tax return and decide whether or not to elect portability. The
Treasury Department and the IRS believe that any consideration of what, if any,
state law action might bring the surviving spouse within the definition of
executor under section 2203 is outside of the scope of this regulation.
Accordingly, the final regulations adopt the applicable rules in the 2012
temporary regulations without change.
C.

No Change to the Complete and Properly Prepared Return Rule. Treas. Reg. §20.2010-

2(7) provides:
(7) Requirements of return -- (i) General rule. An estate tax return will be
considered complete and properly prepared for purposes of this section if it is
prepared in accordance with the instructions issued for the estate tax return
(Instructions for Form 706) and if the requirements of §§ 20.6018-2, 20.6018-3,
and 20.6018-4 are satisfied. However, see paragraph (a)(7)(ii) of this section for
reduced requirements applicable to certain property of certain estates.
(ii) Reporting of value not required for certain property -- (A) In general. A
special rule applies with respect to certain property of estates in which the
executor is not required to file an estate tax return under section 6018(a), as
determined without regard to paragraph (a)(1) of this section. With respect to
such an estate, for bequests, devises, or transfers of property included in the
gross estate, the value of which is deductible under section 2056 or 2056A
(marital deduction property) or under section 2055(a) (charitable deduction
property), an executor is not required to report a value for such property on the

103

estate tax return (except to the extent provided in this paragraph (a)(7)(ii)(A))
and will be required to report only the description, ownership, and/or beneficiary
of such property, along with all other information necessary to establish the right
of the estate to the deduction in accordance with §§ 20.2056(a)-1(b)(i) through
(iii) and 20.2055-1(c), as applicable. However, this rule does not apply in certain
circumstances as provided in this paragraph (a) and as may be further described
in guidance issued from time to time by publication in the Internal Revenue
Bulletin (see § 601.601(d)(2)(ii)(b) of this chapter). In particular, this rule does
not apply to marital deduction property or charitable deduction property if -(1) The value of such property relates to, affects, or is needed to determine, the
value passing from the decedent to a recipient other than the recipient of the
marital or charitable deduction property;
(2) The value of such property is needed to determine the estate's eligibility for
the provisions of sections 2032, 2032A, or another estate or generation-skipping
transfer tax provision of the Code for which the value of such property or the
value of the gross estate or adjusted gross estate must be known (not including
section 1014 of the Code);
(3) Less than the entire value of an interest in property includible in the
decedent's gross estate is marital deduction property or charitable deduction
property; or
(4) A partial disclaimer or partial qualified terminable interest property (QTIP)
election is made with respect to a bequest, devise, or transfer of property
includible in the gross estate, part of which is marital deduction property or
charitable deduction property.
(B) Return requirements when reporting of value not required for certain
property. Paragraph (a)(7)(ii)(A) of this section applies only if the executor
exercises due diligence to estimate the fair market value of the gross estate,
including the property described in paragraph (a)(7)(ii)(A) of this section. Using
the executor's best estimate of the value of properties to which paragraph
(a)(7)(ii)(A) of this section applies, the executor must report on the estate tax
return, under penalties of perjury, the amount corresponding to the particular
range within which falls the executor's best estimate of the total gross estate, in
accordance with the Instructions for Form 706.
The IRS again rejected the request for a special “706EZ”. The Summary of Comments and
Explanation of Provisions states:
Finally, a commenter repeated a suggestion (first made in response to a request
for comments in Notice 2011-82, 2011-42 IRB 516) that the IRS prepare a
shorter version of the estate tax return to be used by estates that are not
otherwise required to file an estate tax return but do so only to elect portability.
The Treasury Department and the IRS have reconsidered this suggestion, taking
into account several factors including: the information needed by the IRS to
compute and verify the DSUE amount; how such an abbreviated return would
differ from a return qualifying for the special rule regarding valuations under §
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20.2010-2(a)(7)(ii); the past experience of the IRS regarding the accuracy of
abbreviated returns; the administrative issues in creating and maintaining
alternate return forms; and the reasons provided by commenters. The Treasury
Department and the IRS have concluded that, on balance, a timely filed,
complete, and properly prepared estate tax return affords the most efficient and
administrable method of obtaining the information necessary to compute and
verify the DSUE amount, and the alleged benefits to taxpayers from an
abbreviated form is far outweighed by the anticipated administrative difficulties
in administering the estate tax. In addition, the "Technical Explanation of the
Revenue Provisions Contained in the 'Tax Relief, Unemployment Insurance
Reauthorization, and Job Creation Act of 2010' Scheduled for Consideration by
the United States Senate," J. Comm. on Tax'n, 111th Cong., JCX-55-10
(December 10, 2010), suggests that estates electing portability that are not
otherwise required to file an estate tax return under section 6018(a) are intended
to be subject to the same filing requirements applicable to estates required to file
an estate tax return under section 6018(a). For these reasons, this suggestion is
not adopted.
D.

Disregarded QTIP. Treasury did not take this opportunity to explain what Rev. Proc.

2001-38 means where a taxpayer does not want the relief provided.
2.

No QTIP Election Unless Necessary to Reduce Estate Tax. If Fred dies in 2011 with a

$4,000,000 estate and is survived by his second wife, Mabel, Fred’s estate plan may provide for a QTIP-eligible
trust for Mabel’s benefit, remainder to Fred’s children. Although the QTIP election is not necessary in order to zero
out Fred’s estate taxes, making a QTIP election could be desirable because of potential increase in basis at Mabel’s
subsequent death if the trust assets were included in her estate.
Rev. Proc. 2001-38 precludes the QTIP election unless doing so reduces the estate tax. Thus a change in
basis may be achieved only by giving the surviving spouse some modicum of control over the assets to be included
in the spouse’s estate (e.g. a testamentary power of appointment in favor of the creditors of her estate). See e.g.
PLRs 200407016, 200603004, and 201112001. The original policy was to help taxpayers avoid inclusion in the
survivor’s estate of “unnecessary” assets. Such a policy might support allowing a QTIP election to achieve a basis
change at the second spouse’s death but there is scant authority to support the argument.
In PLR 201338003 the surviving spouse or executor properly allocated all assets to the credit shelter trust
but listed those assets on Schedule M of the 706 and was deemed to have made a QTIP election. The PLR applied
Rev. Proc. 2001-38 to void the QTIP election.
On May 10, 2014, Karlene Lesho (IRS Chief Counsel’s Office) noted that the IRS is considering what
guidance is needed here. She stated that perhaps the Revenue Procedure is no longer needed or ought be limited to
“no portability election” situations. What the law would be without the Revenue Procedure is uncertain but
presumably any QTIP election would cause subsequent inclusion under section 2044.
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In April, Treasury personnel noted that this issue is not at the top of the guidance plan.
3.

Division and Termination of QTIP. PLR 20146016 allowed the division of a QTIP into three

shares – a normal pay income QTIP, a unitrust QTIP, and a portion that was terminated in favor of the children.
There were no adverse income or transfer tax effects. The termination of the third share was a gift by spouse,
calculated here on a net gift basis because of the children’s agreement to pay the gift tax.
N.

SECTIONS 2501 TO 2524 – GIFTS
1.

Effectiveness of Defined Value Clauses. There are three approaches to reducing the risk of

gift tax by limiting the amount of a gift to a preset amount. First, the donor may make a gift subject to donee’s
agreement to return any excess. In Procter, 142 F.2d 824 (4th Cir. 1944), that was held to be an end run around the
gift tax and the return of assets was not given effect. Second, donor may make a gift that is to be allocated between
taxable and non-taxable beneficiaries. Several cases have approved this approach where the non-taxable beneficiary
is a charity. John H. Hendrix et ux. v. Commissioner, T.C. Memo. 2011-133; Estate of Anne Y. Petter et al. v.
Commissioner, (9th Cir. 2011); Christiansen, 130 T.C. 1 (2008) affirmed 586 F.3d 1061 (8th Cir. 2009). Third, the
gift instrument may be stated as a fraction of certain property. For example, I give to trustee a fraction of my farm,
the numerator of which is $1,000,000 and the denominator of which is the fair market value of my farm. This
approach was approved in Joanne M. Wandry et al. v. Commissioner, T.C. Memo. 2012-8, non-acquiesced in by the
IRS. An important issue is whether fair market value in the formula is defined with reference to “as finally
determined for federal gift tax purposes.”
2.

Crummey Right Enforcement Limited. What is the effect of a mandatory arbitration and in

terrorem clause on Crummey rights? In CCA 20120826 an issue was whether purported withdrawal rights were
sufficient to create a present interest. The CCA states:
To be a present interest, a withdrawal right must be legally enforceable. For
example, if a trust provides for withdrawal rights, and the trustee refuses to
comply with a beneficiary’s withdrawal demand, the beneficiary must be able to
go before a state court to enforce it. See Cristofani v. Commissioner, 97 T.C. 74
(1991); Restatement of the Law of Trusts § 197 (Nature of Remedies of
Beneficiary); Bogert, Trusts and Trustees Vol. 41, § 861 (Remedies of the
Beneficiary and Trustee).
As a matter of public policy, the federal courts are the proper venue for
determining an individual’s federal tax status, and the federal courts are not
bound by the determinations of a private forum (such as Other Forum)
concerning such status. Alford v. United States, 116 F.3d 334 (8th Cir. 1997).
Likewise, as a matter of public policy, a State court will not take judicial notice
of a private forum’s (or group’s or sect’s) construction and determination of
State law pertaining to a trust agreement, such as the Trust in this case. Cite 2.
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These determinations are strictly within the purview of the State courts. Cite 3;
Cite 4.
Under State law, a trust clause may prohibit a beneficiary from seeking civil
redress. Cite 5. Although the State legislature made a public policy decision to
allow a beneficiary to make certain inquiries without fear of risking forfeiture,
these “safe harbors” are not relevant here. Cite 6.
Under the terms of the Trust in this case, a beneficiary cannot enforce his
withdrawal right in a State court. He may only press his demand before an Other
Forum and be subject to the Other Forum’s Rules. Notwithstanding any
provisions in the Trust to the contrary, the Other Forum will not recognize State
or federal law. If the beneficiary proceeds to a State court, his existing right to
income and/or principal for his health, education, maintenance and support will
immediately terminate. He will not receive any income or principal for his
marriage, to buy a home or business, to enter a trade, or for any other purpose.
He will not have withdrawal rights in the future, and his contingent inheritance
rights will be extinguished. Thus, a beneficiary faces dire consequences if he
seeks legal redress. As a practical matter, a beneficiary is foreclosed from
enforcing his withdrawal right in a State court of law or equity.
Withdrawal rights such as these are not the legally enforceable rights necessary
to constitute a present interest. Because the threat of severe economic
punishment looms over any beneficiary contemplating a civil enforcement suit,
the withdrawal rights are illusory. Consequently, no annual exclusion under §
2503(b) is allowable for any of the withdrawal rights. See Rev. Rul. 85-24,
1985-1 C.B. 329; Rev. Rul. 81-7, 1981-1 C.B. 474.
Is the ruling correct? In Rev. Rul. 83-108 notice was not given in the year of the gift at all, but rather was
given in the next year. No notice is arguably a greater obstacle to the exercise of withdrawal rights than mandatory
arbitration or an in terrorem clause. On the other hand, may a cut off of rights be so substantial as to de facto limit a
purported withdrawal right?
The CCA appears to involve the same facts as Israel Mikel et ux. v. Commissioner, T.C. Memo. 2015-64.
There the Tax Court upheld the validity of Crummey powers in a trust with an unusual arbitration provision and
robust in terrorem clause. Gifts were made by Spouses in 2007 but no gift tax returns were filed. In 2011, after
being contacted by the IRS, the couple filed gift tax returns. Presumably the taxpayers thought the gifts were
incomplete but that issue is not mentioned by the Tax Court nor is how the IRS came to contact them. Oddly, given
that scenario, in 2007 Crummey notices were provided to the beneficiaries.
The clauses that the IRS objected to were summarized by the opinion:
Apart from directing mandatory distributions in response to withdrawal
demands, the trust empowered the trustees, "in their sole and absolute
discretion," to make discretionary distributions during the term of the trust. Such
distributions could be made for the health, education, maintenance, or support of
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any beneficiary or family member. Such distributions could also be made, in the
trustees' "absolute and unreviewable discretion," to assist a beneficiary in
defraying "reasonable wedding costs, * * * purchasing a primary residence, or *
* * entering a trade or profession." In exercising this discretion the trustees were
empowered to distribute "at any time and from time to time, any amount of
income or principal (even to the extent of all)." The declaration specifies that
"[t]he judgment of the Trustees as to the amounts of such payments and the
advisability thereof shall be final and conclusive" upon all beneficiaries and
other persons interested in the trust. Declaration art. VI(b)(3).
If any dispute arises concerning the proper interpretation of the declaration,
article XXVI provides that the dispute "shall be submitted to arbitration before a
panel consisting of three persons of the Orthodox Jewish faith." Such a panel in
Hebrew is called a beth din. This panel is directed, in the event of any dispute, to
"enforce the provisions of this Declaration * * * and give any party the rights he
is entitled to under New York law." Article XXVI states that the declaration as a
whole shall be construed "to effectuate the intent of the parties * * * that they
have performed all the necessary requirements for this Declaration to be valid
under Jewish law."
Article XXVI contains an in terrorem provision designed to discourage
beneficiaries from challenging discretionary acts of the trustees. It provides:
In the event a beneficiary of the Trust shall directly or indirectly
institute, conduct or in any manner whatever take part in or aid in any
proceeding to oppose the distribution of the Trust Estate, or files any
action in a court of law, or challenges any distribution set forth in this
Trust in any court, arbitration panel or any other manner, then in such
event the provision herein made for such beneficiary shall thereupon be
revoked and such beneficiary shall be excluded from any participation
in the Trust Estate * * *.
The government’s position was simple:
Respondent concedes that the declaration affords each beneficiary an
unconditional right of withdrawal and suggests no colorable basis on which the
trustees could properly refuse to honor a timely withdrawal demand.3
Respondent nevertheless contends that the beneficiaries did not receive a
"present interest in property" because their rights of withdrawal were not
"legally enforceable" in practical terms. According to respondent, a right of
withdrawal is "legally enforceable" only if the beneficiary can "go before a state
court to enforce that right." This is something that respondent believes a
beneficiary of the trust would be very reluctant to do.
Respondent starts by hypothesizing that the trustees might refuse, without legal
basis, to honor a timely withdrawal demand. In that event, article XXVI of the
declaration would require the beneficiary to submit the dispute to a beth din. If
the beth din, again without legal basis, sustained the trustees' refusal to honor the
demand, respondent agrees that the beneficiary could seek redress in a New
York court despite the State's general reluctance to disturb arbitral decisions.4
But a beneficiary would be extremely reluctant to go to court, respondent insists,

108

because he would thereupon forfeit all his rights under the trust by virtue of
article XXVI's in terrorem clause. Practically speaking, therefore, respondent
contends that the beneficiaries' withdrawal rights are "illusory" and do not
constitute a "present interest in property."
The Tax Court diagnosed:
We discern two flaws in respondent's argument. First, if we adopt his premise
that a withdrawal right must not only be "legally irresistible" under the trust
instrument, but also be "legally enforceable" in an extrinsic sense, it is not
obvious why the beneficiary must be able to "go before a state court to enforce
that right." Here, if the trustees were to breach their fiduciary duties by refusing
a timely withdrawal demand, the beneficiary could seek justice from a beth din,
which is directed to "enforce the provisions of this Declaration * * * and give
any party the rights he is entitled to under New York law." A beneficiary would
suffer no adverse consequences from submitting his claim to a beth din, and
respondent has not explained why this is not enforcement enough.
Second, if we assume arguendo that our hypothetically-frustrated beneficiary
must have an enforcement remedy in State court, respondent concedes that the
beneficiaries of the trust have such a remedy. Respondent's argument is not that
judicial enforcement is unavailable, but that this remedy is "illusory" because
the in terrorem provision would deter beneficiaries from pursuing it. We think
respondent has misapprehended this provision's meaning.
Article XXVI of the declaration provides that a beneficiary shall forfeit his
rights under the trust if he "directly or indirectly institute[s] * * * any proceeding
to oppose the distribution of the Trust Estate, or files any action in a court of
law, or challenges any distribution set forth in this Trust in any court, arbitration
panel or any other manner." While not a paragon of draftsmanship, this
provision is evidently designed to discourage legal challenges to decisions by
the trustees to make discretionary distributions of trust property, e.g., to help
beneficiary A finish college, help beneficiary B enter a business, or enable
beneficiary C to have a nice wedding. Article VI(b)(3) gives the trustees
"absolute and unreviewable discretion" in such matters and states that their
judgment "as to the amounts of such payments and the advisability thereof shall
be final and conclusive."
The evident purpose of the in terrorem provision is to backstop article VI by
discouraging legal actions seeking to challenge the trustees' "absolute and
unreviewable discretion" concerning discretionary distributions from the trust.
The first and third clauses of the in terrorem provision explicitly track this
purpose, providing that a beneficiary will forfeit his rights if he institutes a
proceeding "to oppose the distribution of the Trust Estate" or "challenges any
distribution * * * in any court." A beneficiary who filed suit to compel the
trustees to honor a timely withdrawal demand would not be "opposing or
challenging" any distribution (discretionary or otherwise) from the trust.
Because the beneficiary's action would not be covered by the in terrorem
provision, that provision logically would not dissuade him from seeking judicial
enforcement of his rights.
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In urging a broader construction of the in terrorem provision, respondent focuses
on its second clause, "or files any action in a court of law." But this clause
cannot be read literally; otherwise, it would bar beneficiaries from participating
in the trust if they filed suit to recover for mischievous behavior by their
neighbor's dog. The second clause must be given a limiting construction.6 We
think the most sensible limiting construction is to interpret this clause in pari
materia with the two clauses that surround it. The second clause thus bars a
beneficiary from enjoying benefits under the trust if he files suit in any court to
oppose or challenge a decision by the trustees to distribute trust property to
another beneficiary. This interpretation gives the in terrorem provision a
coherent meaning that is consistent with the provisions of article VI affording
the trustees "absolute and unreviewable discretion" concerning such matters.7
The Tax Court provided an interesting review of the history of Crummey powers:
A little background may help in evaluating respondent's chain of reasoning. The
trust at issue here is a "demand trust," often called a "Crummey trust" because of
the favorable treatment accorded such a trust by the Court of Appeals for the
Ninth Circuit in Crummey v. Commissioner, 397 F.2d 82 (9th Cir. 1968), rev'g
in part T.C. Memo. 1966-144. The court there "approved an ingenious device to
obtain an [annual gift tax] exclusion for a discretionary accumulation trust by
giving beneficiaries the right to demand immediate distribution of particular
amounts." Boris I. Bittker & Lawrence Lokken, Federal Taxation of Income,
Estates, and Gifts, para. 124.3.3, at 124-13 (2d ed. 1993).
The demand clause in Crummey, substantially similar to that here, provided that
whenever an addition was made to the trust, a beneficiary or guardian acting
[*13] for a minor beneficiary could demand immediate withdrawal of an amount
keyed to the maximum annual exclusion under section 2503(b). The court held
this demand right to be a "present interest in property" even though no guardian
for the minor beneficiaries had been appointed. Under the test it adopted, "all
that is necessary is to find that the demand could not be resisted," which the
court understood to mean "legally resisted." Crummey v. Commissioner, 397
F.2d at 88. That being so, the court concluded that the trustee would have no
choice "but to have a guardian appointed to take the property demanded" on the
minor's behalf. Ibid. The court rejected the IRS' submission that "a lawsuit or the
appointment of an agent is a necessary prelude to the making of a demand upon
the trustee." Id. at 87. "The only time when the [minor's] disability to sue would
come into play," the court noted, "would be if the trustee disregarded the
demand and committed a breach of trust. That would not, however, vitiate the
demand." Ibid.
In 1973 the IRS expressed its general agreement with the Crummey line of
analysis. See Rev. Rul. 73-405, 1973-2 C.B. 321, revoking Rev. Rul. 54-91,
1954-1 C.B. 207. The IRS there concluded that "if there is no impediment under
the trust or local law to the appointment of a guardian and the minor donee has a
right to demand distribution, the transfer is a gift of a present interest that
qualifies for the annual exclusion." Ibid. The IRS confirmed this conclusion in
Rev. Rul. 85-24, 1985-1 C.B. 329, 330, stating: "When a trust instrument gives a
beneficiary the power to demand immediate possession [and enjoyment] of
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corpus [or income], the beneficiary has received a present interest." Accord Rev.
Rul. 81-7, 1981-1 C.B. 474.
We adopted the Court of Appeals for the Ninth Circuit's reasoning and result in
Estate of Cristofani v. Commissioner, 97 T.C. 74 (1991), a unanimous reviewed
Opinion of this Court. The proper focus of analysis, we explained, is not "the
likelihood that the minor beneficiaries would actually receive present enjoyment
of the property," but "the legal right of the minor beneficiaries to demand
payment from the trustee." Id. at 80. We therefore examined "the ability of the
beneficiaries, in a legal sense, to exercise their right to withdraw trust corpus,
and the trustee's right to legally resist a beneficiary's demand for payment." Id. at
83. Considering the terms of the trust agreement, we concluded that "each
grandchild possessed the legal right to withdraw trust corpus and that the
trustees would be unable to legally resist a grandchild's withdrawal demand."
Ibid. We accordingly held that the minor beneficiaries' withdrawal rights
constituted "a present interest for purposes of section 2503(b)." Id. at 84.
[*15] In 1992 the IRS published an action on decision (AOD) acquiescing in the
result of Estate of Cristofani. AOD 1992-9 (Apr. 6, 1992), 1992 WL 794826. In
1996 it published a second AOD explaining its position. AOD 1996-10 (July 15,
1996), 1996 WL 390089. It there stated that the IRS "does not contest annual
gift tax exclusions for Crummey powers where the trust instrument gives the
power holders a bona fide unrestricted legal right to demand immediate
possession and enjoyment of trust income or corpus." Id., 1996 WL 390089, at
*1. However, it stated that the IRS "will deny the exclusions for Crummey
powers * * * where the withdrawal rights are not in substance what they purport
to be in form." Ibid. Annual exclusions would be challenged, the IRS stated, if
"there was a prearranged understanding that the withdrawal right would not be
exercised" or that "doing so would result in adverse consequences to its holder
(e.g., losing other rights or gifts under the instant trust instrument or other
beneficial arrangement)." Ibid. In such circumstances, the IRS would contend
that "the creation of the withdrawal right is not a bona fide gift of a present
interest in property."5 Ibid.
Respondent does not dispute that all trust beneficiaries (including minor
beneficiaries) had during 2007, and received timely notice of, an unconditional
right to withdraw property from the trust. As in Estate of Cristofani, 97 T.C. at
83, and in Crummey, 397 F.2d at 88, there is no suggestion that the trustees here
could "legally resist a * * * [beneficiary's] withdrawal demand." Nor does
respondent contend that there existed any "prearranged understanding" that
withdrawal rights would not be exercised. See Estate of Kohlsaat v.
Commissioner, T.C. Memo. 1997-212, 73 T.C.M. (CCH) 2732, 2734 (finding
no such "understanding" in that case). Rather, respondent contends that the
withdrawal right was "illusory" because any attempt to seek legal enforcement
of that right "would result in adverse consequences to its holder." AOD 1996-10,
1996 WL 390089, at *1.
The court also noted a different theory, not argued by the government, that might have applied given that
the taxpayers here were New York domiciliaries. Footnote 5 states:
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As the Court of Appeals for the Ninth Circuit noted in Crummey, 397 F.2d at
87, and as we noted in Estate of Cristofani, 97 T.C. at 80-81, the Court of
Appeals for the Second Circuit in 1952 articulated a somewhat different
approach for determining whether a withdrawal right constitutes a "present
interest." See Stifel v. Commissioner, 197 F.2d 107 (2d Cir. 1952) (holding that
a court should determine whether a minor beneficiary is likely to receive present
enjoyment of trust property by examining the trust instrument, the State law as
to minors, and the financial and other circumstances of the parties), aff'g 17 T.C.
647 (1951). This Court "follow[s] a Court of Appeals decision which is squarely
in point where appeal from our decision lies to that Court of Appeals and to that
court alone." Golsen v. Commissioner, 54 T.C. 742, 757 (1970), aff'd, 445 F.2d
985 (10th Cir.1971). Petitioners lived in New York when they filed their
petitions, and absent stipulation to the contrary, an appeal would lie to the Court
of Appeals for the Second Circuit. See sec. 7482(b)(1)(A). The IRS did not cite
Stifel in Estate of Cristofani, 97 T.C. at 81, and it did not cite Stifel in briefing
the instant case. Our research indicates that no court has cited Stifel since we
decided Estate of Cristofani in 1991. Because the IRS has issued several revenue
rulings accepting the Crummey approach, and because respondent has not cited
Stifel here, we deem respondent to have conceded that he would not adopt the
approach of the Court of Appeals in Stifel or that, if he did adopt it, it would not
lead to a result different from the approach outlined in the text.
3.

Deferred Private Annuity. In Estate of Virginia V. Kite et al. v. Commissioner, T.C. Memo.

2013-43, the court confronted the sale of a partnership (“KIC”) in 2001 by Mrs. Kite to her children, in exchange for
a private annuity that would begin in 10 years. Mrs. Kite was then 74 and had a greater than 50% chance of living
for more than 18 months and in fact she had a 12.5 year life expectancy. However, Mrs. Kite died in 2004. The
Court upheld the transaction as being bona fide for full and adequate consideration, stating as follows:
Before participating in the annuity transaction, Baldwin [another limited
partnership], which was wholly owned by the Kite children or their trusts,
contributed approximately $13.6 million of assets to KIC. As a result, the Kite
children did not need to rely on the assets already held by KIC to make the
annuity payments. In addition, the Kite children did not transfer the assets
underlying the KIC interests back to Mrs. Kite after the annuity transaction was
completed. In fact, they did not make any distributions from KIC, but allowed
the KIC assets to accumulate in order to have income available when the annuity
payments became due. The Kite children therefore expected to make payments
under the annuity agreements and were prepared to do so.
Mrs. Kite also demonstrated an expectation that she would receive payments.
Mrs. Kite actively participated in her finances and over the course of her life
demonstrated an immense business acumen. Accordingly, it is unlikely that Mrs.
Kite would have entered into the annuity agreements unless they were
enforceable and, more importantly, she could profit from them. In addition, Mrs.
Kite, unlike the surviving spouse in Estate of Hurford, was not diagnosed with
cancer or other terminal or incurable illness. In fact, the record, which includes a
letter from Mrs. Kite's physician, establishes to the contrary -- that Mrs. Kite
was not terminally ill and she did not have an incurable illness or other
deteriorating physical condition. Mrs. Kite and her children reasonably expected
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that she would live through the life expectancy determined by IRS actuarial
tables, which was 12.5 years after the annuity transaction. Indeed, if Mrs. Kite
lived to her life expectancy as determined by IRS actuarial tables, she would
have received approximately $800,000 more in annuity payments than the value
of her KIC interests. At a minimum, Mrs. Kite would have made a profit with
the potential of a greater return if she lived longer.
Mrs. Kite's profit motive is further underscored by her access to other financial
assets, making her interests in KIC dispensable and available for a potentially
risky investment. After executing the annuity agreements, Mrs. Kite was still the
current income beneficiary of eight trusts holding approximately $20.8 million
of marketable securities and her net worth exceeded $3.5 million, which was
held primarily by Mrs. Kite's lifetime revocable trust. Her lifetime revocable
trust also had a line of credit of up to $800,00030 of which she borrowed
$779,984 from six family ancestor trusts in 2003. Mrs. Kite therefore did not
need her income interest that flowed from KIC interests to maintain her lifestyle
and, instead, opted to risk those interests for the potential profit from the annuity
transaction.
Accordingly, based on the unique circumstances of these cases and, in
particular, Mrs. Kite's position of independent wealth and sophisticated business
acumen, the Court finds that the annuity transaction was a bona fide sale for
adequate and full consideration.
Was the economic condition of the children critical? The court appears to conclude they had sufficient
assets to make the payments in the discussion above. However, the opinion states elsewhere:
If Mrs. Kite died within the 10-year deferral period, her annuity interest would
terminate and, as a result, her interest in KIC, and indirectly her interest in the
Baldwin notes, would be effectively removed from her gross estate. However, if
Mrs. Kite survived the 10-year deferral period, her children would be personally
liable for the annuity payments due on each annual payment date. What is more,
if Mrs. Kite survived for 13 years or longer, her children could be insolvent after
the first three years of payments, in view of their then-current personal assets.
Footnote 19 contains an unhelpful observation: “Needless to say, after finalization of the proposed annuity
transaction, the net value of the Kite children's personal assets would increase substantially.”
Under current law, a transaction directly with children would be a sale of all the transferred assets
immediately which, absent good basis, is undesirable. A sale to a grantor trust avoids the income tax problem but
creates a gift tax problem because of the “exhaustion test” of Treas. Reg. §20.7520-3(b)(2)(i) which requires that the
annuity may be paid if the annuitant survives until age 110. A deferred private annuity with a long deferral period
undertaken by the surviving spouse immediately after the death of the first spouse when the surviving spouse has
good basis may be an interesting alternative. To illustrate, suppose a 75 year old transfers $1,000,000 to children
when the section 7520 rate is 2%, in exchange for a gift annuity that will begin in 10 years. The annual required
payment will be about $406,000. If the surviving spouse’s health suggests that 10 years is an unlikely life
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expectancy the transfer will be very valuable, but with a significant downside if the surviving spouse lives for many
more than 10 years.
4.

Intra-Family Sales. On December 25, 2013, companion Tax Court cases – Estate of Marion

Woelbing v. Commissioner, T.C. No. 30260-13, and Estate of Donald Woelbing v. Commissioner, T.C. No., 3026113 – were filed in which the transactions at issue were standard sales to grantor trusts. The deficiencies total over
$150 million. In 2006, Mr. Woelbing sold non-voting shares to a grantor trust for a note bearing interest at the AFR.
The trust was funded with insurance policies having cash surrender values of $12.6 million and the Woelbing’s two
sons who were trust beneficiaries guaranteed 10% of the purchase price. The IRS is arguing that the transaction was
really a gift to the trust with a retained right to receive note payments, a right worth zero under section 2702. Or, if
section 2702 does not apply, the IRS claims the value of the note is much less than face because of the below-market
interest rate, so there was a substantial gift, and a retained life interest under section 2036. Structuring a note so that
it would meet the requirements of section 2702 is generally impractical (use a GRAT instead). If the sons had
guaranteed all or substantially all of the payments would that matter?
Sales for more exotic notes are also under attack. In CCA 201330033 a self-cancelling installment note
(SCIN) transaction was questioned. There the grantor sold assets to grantor trusts for SCINs; the SCINs were
interest only with a balloon payment at the end. The grantor apparently had a shorter life expectancy than the
actuarial tables would indicate but did not have a greater than 50% change of dying within a year. The Chief
Counsel’s office determined that the notes ought be valued under a willing buyer-willing seller test, i.e. taking into
consideration actual life expectancy, not life expectancy using the actuarial tables of section 7520. This was the
central question in Estate of Davidson, T.C. No. 013748-13 where $2.6 billion was at stake. The case was settled
with the taxpayer paying $321 million. Mr. Davidson was 86 with a five year life expectancy at the time of the sale.
He died two months later. The question of the proper interest rate for intra-family notes was addressed in Frazee v.
Commissioner, 98 T.C. 554 (1992):
Nowhere does the text of section 7872 specify that section 7872 is limited to
loans of money. If it was implicit that it was so limited, it would be unnecessary
to specify that section 7872 does not apply to any loan to which sections 483 or
1274 apply. The presence of section 7872(f)(8) signaled Congress’ belief that
section 7872 could properly be applicable to some seller financing. We are not
here to judge the wisdom of section 7872, but rather, to apply the provision as
drafted.
True v. Commissioner, T.C. Memo. 2001-167, favorably noted Frazee:
We concluded in Frazee v. Commissioner, supra at 588-589, that section 7872
does not apply solely to loans of money; it also applies to seller-provided
financing for the sale of property. In our view, the fact that the deferred payment

114

arrangement in the case at hand was contained in the buy-sell agreements, rather
than in a separate note as in Frazee, does not request a different result.
Over a decade ago the IRS raised and dropped the section 2702 arguments in Karmazin v. Commissioner,
T.C. No. 2127-03. In 1958 the Supreme Court decided Fidelity-Philadelphia Trust Co. v. Smith, 356 U.S. 274
(1958). There the Court indicated that there was a sale, not a gift, if the obligation to make payments for the
decedent is not chargeable to the property transferred, the obligation is personal to the transferee, and the payments
do not depend on the income from the transferred property. “Seed money” and guarantees are intended to meet
these criteria.
Treas. Reg. §25.7520-3(b)(3)(I) provides that the IRS mortality tables can be used when the person whose
life is the measure of payments has a greater than 50% chance of living for one year. Private annuities are clearly
covered. When doing a sale based on the actuarial tables to a grantor trust a SCIN is often thought more desirable
than a private annuity because of the exhaustion test of Treas. Reg. §25.7520-3(b)(2)(i) which requires that a trust be
sufficiently well-funded to make the annuity payments to age 110, based on the section 7520 rate. The difficulty
with a SCIN is that the rules are uncertain.
5.

Transfer of Corporate Opportunity. Bross Trucking Inc. et al. v. Commissioner, T.C. Memo.

2014-107, involved the common situation of children starting a business similar to that of the parents. The IRS
alleged that the father’s company transferred intangible assets to him and he gave those assets to his sons. The court
determined that the reasons for the new company made sense and the son’s business was truly separate and new.
The facts supporting these conclusions were:
Beginning in the late 1990s the DOT and Missouri Division of Motor Carrier
and Railroad Safety (MCRS) conducted a series of audits and investigations of
Bross Trucking over the course of several years. A series of complaints was
filed as a result of the investigations. For example, on July 22, 1997, the MCRS
filed its first complaint against Bross Trucking alleging a failure to require
certain driver information. Bross Trucking paid a $5,700 settlement for the
infraction. Soon after, the DOT conducted an independent investigation and
notified Bross Trucking that it had received an "Unsatisfactory" Motor Carrier
Safety Rating as of September 30, 1998. Bross Trucking was then in jeopardy of
being forced to stop servicing its customers because the DOT had the authority
to issue a cease and desist order against companies with unsatisfactory Motor
Carrier Safety ratings. Further, the MCRS could have revoked Bross Trucking's
hauling authority because of the negative investigation results. From then on,
Bross Trucking was under perceived heightened regulatory scrutiny: Mr. Bross
thought the regulatory entities stopped or inspected Bross Trucking trucks more
than other trucking providers because of the company's negative regulatory
history.
In response to the negative attention and the possibility of shutdown, Mr. Bross
decided to cease Bross Trucking operations. One of Mr. Bross's three sons
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testified in regard to that period in time and he credibly recalled that he thought
the regulatory authorities were "hounding" Bross Trucking and that Mr. Bross
contemplated even switching trucking companies to avoid being left without
trucks during construction season. Similarly, Bross Trucking's customers
questioned whether Bross Trucking would continue to offer trucking services
because of the potential shutdown resulting from the pending regulatory
proceedings. The transportation attorney representing Bross Trucking suggested
that Bross Trucking should cease to perform hauling services rather than risk a
potentially adverse cease and desist order. The attorney also suggested that
Bross Trucking should remain a viable company to address any potential
regulatory claims and obligations.
II. LWK Trucking
In July 2003 Mr. Bross and his three sons met with an attorney to discuss the
best way to ensure that the Bross family businesses had a suitable trucking
provider. To meet their goals, the attorney recommended that the Bross sons
start a new trucking business. The Bross sons agreed and decided to organize a
new company called LWK Trucking.
The three Bross sons -- although not previously involved in Bross Trucking -created a different type of trucking company that provided more services than
Bross Trucking. The Bross sons used a different attorney experienced in the
transportation industry to acquire the requisite authority, insurance, and safety
inspections.
***
LWK Trucking was a new and separate entity from Bross Trucking. LWK
Trucking was owned by the three Bross sons, but not Mr. Bross. Further, Mr.
Bross was not involved in managing LWK Trucking. LWK Trucking chose to
independently satisfy all the regulatory requirements instead of switching
insurance and licenses over from Bross Trucking. Initially LWK Trucking was
given only "new entrant" probationary authority until the company proved it had
met all regulations. In other words, nothing was transferred from Bross Trucking
to LWK Trucking and LWK Trucking met all of the requirements on its own.
As a result, Bross Trucking remained a viable entity, complete with insurance
and its original trucking authority issued or authorized by the State of Missouri.
On December 31, 2003, Bross Trucking had $263,381.38 of assets. On February
1, [*11] 2004, Bross Trucking had accounts receivable, which it continued to
collect, and cash assets; the cash assets were never distributed and used only
several years later to pay the legal expenses of the pending cases before the
Court.9 LWK Trucking did hire several of the employees that had worked for
Bross Trucking. In 2004 about 50% of LWK Trucking's employees had worked
for Bross Trucking.
***
While LWK Trucking employed a similar business model to Bross Trucking for
providing trucking services by leasing equipment from CB Equipment and
hiring a significant number of independent contractors to fulfill customers'
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hauling orders, LWK Trucking expanded into other service lines. In 2004 LWK
Trucking started and retained a controlling interest in One Star Midwest, LLC,
which provides GPS products to construction contractors. Further, after the
initial startup LWK Trucking began using 11 mechanics as employees to
provide repair services to third parties whereas Bross Trucking kept mechanics
only to service its rental fleet. These service lines had not been offered by Bross
Trucking.
With respect to the transfer of assets to the new business, the opinion states:
Bross Trucking did not transfer a developed customer base or revenue stream to
LWK Trucking. Instead, Bross Trucking's customers had a choice of trucking
options and chose to switch from Bross Trucking to LWK Trucking.
Respondent's contention that Bross Trucking transferred a developed customer
base and an established revenue stream is misleading because it suggests that the
transfer was organized between Bross Trucking and LWK Trucking. It appears,
however, that Bross Trucking's customers were interested in changing trucking
providers because of the impending suspension, showing that the act was not a
transfer of [*32] intangibles at the service provider level but a business choice
made at the customer level. For example, forming LWK Trucking gave Mark
Twain Redi-Mix, which shared ownership with LWK Trucking and one of Bross
Trucking's primary customers, the option to use a trucking company with an
untarnished reputation and clean service record. Thus, the facts support a finding
that Bross Trucking did not transfer its customers but that the customers chose
to use a new company because of Bross Trucking's troubled past.
In addition, Bross Trucking did not distribute any cash assets and retained all the
necessary licenses and insurance to continue business. Further, Mr. Bross
remained associated with Bross Trucking and was not involved in operating or
owning LWK Trucking. He was free to compete against LWK Trucking and use
every cultivated relationship in order to do so. In other words, the fact that Bross
Trucking could have resumed its hauling business supports the view that it
retained any corporate intangibles. Accordingly, there was no transfer of
intangible assets because Bross Trucking's customers chose to use a different
company and Bross Trucking remained a going concern.
LWK Trucking did not benefit from any of Bross Trucking's assets or
relationships. LWK Trucking was independently licensed and developed a
wholly new trucking company. LWK Trucking did not take a transferred basis
in any [*33] assets such as property or purchased authority. There is no
indication that LWK Trucking used any relationship that Mr. Bross personally
forged. The Bross sons were in a similarly close capacity to Bross Trucking's
customers to develop relationships apart from Mr. Bross. Cultivating and
profiting from independently created relationships are not, however, the same as
receiving transferred goodwill. It is true that LWK Trucking's and Bross
Trucking's customers were similar, but it does not mean that Bross Trucking
transferred goodwill; instead the record shows that LWK Trucking's employees
created their own goodwill.
In Adell v. Commissioner, T.C. Memo. 2014-155, the issues was whether a reduction in value to pay for
the decedent’s son’s personal goodwill was appropriate. The factual background the complicated:
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I. Background of STN.Com
Before Mr. Adell became involved with cable uplinking, he invented a car door
edge guard in 1952 and ran a door guard manufacturing business with his
brothers. In 1978 Mr. Adell decided to pursue an opportunity in television
broadcasting. He applied for a television license, which he received 10 years
later in 1988. At that time Mr. Adell's son, Kevin, was finishing his degree in
communications at Arizona State University. Mr. Adell, who continued to work
for his family's automotive company during the day, convinced his son to return
home to Michigan and help him build a television station. With loans and money
from his parents, Kevin built the television station WADL for his father, Mr.
Adell.5 WADL went on the air in 1989 and initially broadcasted infomercials.
***
Mr. Adell incorporated STN.Com on June 29, 1999, as a C corporation in the
State of Michigan. Mr. Adell was STN.Com's sole shareholder until July 17,
2002, when he transferred his 100% interest in STN.Com consisting of 1,000
shares of common stock to the Adell Trust. From the date of incorporation
through the date of Mr. Adell's death, STN.Com's board of directors included
Mr. Adell, Kevin, and Ralph G. Lameti.8 Kevin served as STN.Com's president,
but he never had an employment agreement or a noncompete agreement with
STN.Com. STN.Com's sole business purpose was to broadcast an urban
religious program9 channel that Kevin named "The Word Network" (The
Word).
II. STN.Com and The Word
Before The Word, Kevin was looking for programming content to create an
entertainment channel. He pitched various ideas for a channel, such as a 24-hour
channel documenting General Motors cars and manufacturing since the
company was headquartered in Michigan, but those ideas never got off the
ground. Kevin was familiar with religious programming so he decided to create
a 24-hour station broadcasting urban religious ministries and gospel music,
which he called The Word. To gain support for The Word, Kevin met with
religious leaders in the Detroit area, including Bishop Charles Haywood Ellis,
and Reverend Jesse Jackson, Sr., in Chicago. They agreed to help Kevin launch
The Word.
In October 1999 Mr. Adell, Kevin, Mr. Lameti, Rev. Jackson, and Bishop Ellis
went to Los Angeles to meet with the president of DirecTV about The Word.
Kevin presented his idea for a 24-hour urban religious program channel, and
Rev. Jackson and Bishop Ellis explained the need for urban ministries to reach a
national audience. The DirecTV representatives were interested in broadcasting
The Word and asked Kevin to prepare a business plan. They also gave Kevin a
deadline for creating The Word, which had to be a nonprofit entity in order to
use the available broadcast space.
On October 27, 1999, Kevin and Mr. Adell incorporated World Religious Relief
as a Michigan nonprofit to operate as The Word. According to its articles of
incorporation, The Word was organized exclusively for charitable, educational,
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and scientific purposes as described in section 501(c)(3), and no part of its assets
or net earnings could inure to the benefit of or be distributable to its directors,
officers, or other private persons.10 Mr. Adell was the president and a director
of The Word, and Kevin was the treasurer, secretary, and a director of The
Word.11
STN.Com purchased and operated the equipment used to uplink The Word's
urban religious programming and provided 30 to 35 employees to broadcast The
Word. On November 24, 1999, The Word and STN.Com signed a Services and
Facilities Agreement (services agreement) in which STN.Com agreed to provide
"such executive, management, legal, technical, supervisory, administrative,
accounting, clerical, and other services and such facilities as * * * [The Word]
may reasonably require in order to effectively run its operations, as requested
from time to time by the Board of Directors or the President of * * * [The
Word]". In consideration, The Word agreed to pay STN.Com a monthly
programming fee equal to "the lesser of actual cost or ninety-five percent of net
programming revenue received by * * * [The Word] in a one month period".
The parties agreed that the programming fee would not exceed STN.Com's
"actual direct costs and allowable indirect costs".
The services agreement was scheduled to take effect on February 1, 2000, and
terminated upon the earliest of: (1) mutual written consent of the parties; (2)
termination of The Word's right to use the DirecTV channel; (3) The Word's
failure to pay the monthly programming fee within five business days after the
due date; or (4) The Word's exercise of an option to terminate the agreement if
STN.Com failed to transmit The Word's programming to the DirecTV channel
for a specified length of time.13 Mr. Adell signed the services agreement as
president of The Word, and Kevin signed the agreement as president of STN
Satellite.14
On or around November 26, 1999, Kevin and Mr. Adell filed The Word's Form
1023. According to the Form 1023, The Word received an oral commitment
from DirecTV to broadcast its nonprofit programming, and it intended to offer
its programming to other large cable companies. According to the oral
agreement, The Word was responsible for arranging all programming content,
including contacting ministers, clergy, and other religious leaders who had local
television programs and offering to broadcast their programs for a reduced fee.
STN.Com was responsible for sending The Word's signal to a satellite, and
DirecTV agreed to take the programs off the satellite and broadcast them
nationally.
Also on the Form 1023, The Word represented that its programming would be
strictly noncommercial and would include educational and theological
broadcasts. The Word also disclosed that Mr. Adell and Kevin, who were
officers and directors of The Word, were principals of two entities, Adell
Broadcasting and STN.Com, that agreed to fund The Word's startup costs. The
Word represented that any financial transactions with Adell Broadcasting and
STN.Com would be at arm's length and below cost to prevent any private
inurement, and any unreimbursed expense incurred by STN.Com would be
treated as a donation. Broadcasts of The Word began on February 14, 2000; and
on May 11, 2000, The Word received its section 501(c)(3) tax-exempt status.
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Pursuant to the services agreement, and continuing through Mr. Adell's date of
death, The Word paid STN.Com at least 95% of its revenue each month.15 The
Word's primary source of revenue was from broadcasting contracts that Kevin,
as a representative of The Word, negotiated and entered into with ministers and
their religious affiliates. STN.Com's primary source of income came from the
program fees it received from The Word, STN.Com's only customer.16
The estate’s appraiser, Mr. Risius, adjusted for a charge for Kevin’s personal goodwill.
Mr. Risius also adjusted STN.Com's operating expenses to include an economic
charge for Kevin's personal goodwill. Mr. Risius explained that the adjustment
was appropriate because the success of STN.Com depended heavily on Kevin's
personal relationships with the board of directors of The Word. Moreover,
Kevin did not have a noncompete agreement with STN.Com, and as a result a
potential buyer would acquire STN.Com only to the extent that the company
retained Kevin. The economic charge for Kevin's personal goodwill ranged from
37.2% to 43.4% of sales over the historical period and from 43.7% to 44.1% of
sales over the projection period. Mr. Risius added the economic charge to
STN.Com's projected operating expenses, thereby increasing the expenses to
approximately $8 million for the TYE 2007 to $11 million for the residual
period ending in 2012.
The court agreed:
The most significant difference between Mr. Risius' first valuation report and
Mr. Burns' [the IRS expert] valuation report is their treatment of the intangible
value that Kevin provided STN.Com. While both Mr. Risius and Mr. Burns
recognized that the success of STN.Com depended on Kevin's relationships with
The Word and its customers, they accounted for that value differently. In his
first report Mr. Risius applied an economic charge for Kevin's personal
goodwill that ranged from $8 million to $12 million over the projection period,
thereby increasing STN.Com's projected operating expenses and decreasing its
net cashflow. Mr. Burns, however, determined that a hypothetical willing
investor would be able to retain Kevin for an acceptable salary, which he
determined to be 8.1% of sales, or approximately $1.3 million in 2006. Mr.
Burns' approach resulted in a higher estimate of STN.Com's projected net
cashflow, and thus a higher valuation of the STN.Com stock.
Goodwill is often defined as the expectation of continued patronage by existing
customers. Network Morning Ledger Co. v. United States, 507 U.S. 546, 572573 (1993). A key employee may personally create and own goodwill
independent of the corporate employer by developing client relationships.
Martin Ice Cream Co. v. Commissioner, 110 T.C. 189, 207-208 (1998). The
corporation may benefit from using the personally developed goodwill while the
key employee works for the entity, but the corporation does not own the
goodwill and therefore it is not considered a corporate asset. Id. at 208. The
employee may, however, transfer any personal goodwill to the employer through
a covenant not to compete or other agreement that transfers the relationships to
the employer. See id. at 207; H&M, Inc. v. Commissioner, T.C. Memo. 2012290. Absent such an agreement, the employer cannot freely use the asset and the
value of the goodwill should not be attributed to the corporation.
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Kevin's goodwill was personally owned independent of STN.Com. STN.Com's
success was heavily dependent on The Word because of their symbiotic
relationship. To launch The Word, it was Kevin who contacted religious leaders
in the Detroit area and Rev. Jackson in Chicago. Along with his notable contacts
and his father, he went to Los Angeles to meet with DirecTV representatives
about broadcasting The Word. His meeting was successful and it eventually led
to the national broadcasting of The Word on cable television. Kevin was the face
of the operation because he was the individual soliciting content and pursuing
broadcast opportunities.
Kevin's personal goodwill was further displayed when ministers chose to
contribute to The Word after learning that The Word was a nonprofit
organization. When contributing ministers asked about ownership opportunities,
Kevin responded that The Word was a nonprofit organization and could not be
sold. It appeared to the contributing ministers that there was not a corporation
employing Kevin. The ministers conducted business with Kevin because they
trusted him personally, not because he was a representative or employee of
STN.Com. In other words, STN.Com could not own Kevin's goodwill because
the customers did not readily realize that Kevin actually worked for STN.Com.
Thus, he cultivated personal goodwill with these professionals and he
independently owned the asset of personal goodwill, not STN.Com.
Although Mr. Adell was a board member and officer of both STN.Com and The
Word, Kevin operated both companies. Kevin had the education and background
to perform uplinking broadcast services. After graduating with a
communications degree, he built Mr. Adell's first television station, WADL, and
on account of his experience with WADL became interested in the uplinking
business. Using STN.Com's predecessor, STN Satellite, Kevin learned about the
uplinking business by providing uplink services to various customers, including
Hughes Electronics Corp., a major customer brought on by Kevin. Kevin, who
continued to explore business opportunities that would capitalize on his
background, decided to combine his success with religious programming on
WADL with his uplinking services from STN Satellite by creating The Word
and its uplink service provider, STN.Com.
Further, Kevin did not transfer his goodwill to STN.Com through a covenant not
to compete or other agreement. Kevin was free to leave STN.Com and use his
relationships to directly compete against his previous employer. If Kevin quit,
STN.Com could not exclusively use the relationships that Kevin cultivated; thus,
the value of those relationships should not be attributed to STN.Com.
Accordingly, Mr. Risius properly adjusted STN.Com's operating expenses to
include an economic charge of $8 million to $12 million for Kevin's personal
goodwill at an amount high enough to account for the significant value of
Kevin's relationships. See Derby v. Commissioner, T.C. Memo. 2008-45. Mr.
Burns, on the other hand, not only failed to apply an economic charge for
Kevin's personal goodwill but also gave too low an estimate of acceptable
compensation for Kevin, i.e., $1.3 million in 2006. This was especially so
because Kevin had stepped into the position of Mr. Adell, who had previously
made between over $2 million and $7 million of compensation in each of the
five years before his death.
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Cavallaro v. Commissioner, T.C. Memo. 2014-189, dealt with the valuation of Knight Tool Company and
Camelot Systems. Mom and Dad owned Knight which built custom tools. That cyclical business was later
supplemented by a new business to make an automated liquid dispensing machine. The two businesses were
separate but linked and neither operations nor finances were really separate. Later the family wished it had done
some estate planning, described by the court as follows:
Apart from those minor exceptions, the record does not reflect a consistent or
systematic approach to the overall allocations of income and expenses between
the two companies, and Knight received less income than it should have as the
manufacturer of the machines, while Camelot received more than it should have
as the mere seller.8 Knight provided the equipment and personnel for making the
machines, paid the bills, and bore the risk; but profits were disproportionately
allocated to Camelot. We attribute this disproportion not to the objective values
of the companies but either to the deliberate benevolence of Mr. and Mrs.
Cavallaro toward their sons or else to a non-arm's-length carelessness born of
the family relationships of the parties.
***
Mr. and Mrs. Cavallaro had prepared wills in the past, but as the combined
fortunes of Knight and Camelot improved, they believed that their estate plan
should be reviewed. At their request, E&Y accountants began to consider the
Cavallaros' estate plan. They observed that the elder Cavallaros' generation
possessed value that would eventually be passed down to the three sons
(generating estate tax liability), and they considered various strategies to
minimize the estate tax, including a "Grantor Retained Annuity Trust", or
"GRAT". The E&Y professionals concluded that merging the two companies
was a necessary first step to transfer some of Knight's value to the sons through
Camelot (and therefore achieve the Cavallaros' estate planning objectives) and to
eventually sell the combined entities.
Different advice from the lawyers
Unbeknownst to their E&Y accountants, the Cavallaros had also retained
attorneys at the Boston law firm of Hale & Dorr to give them estate planning
advice. Mr. and Mrs. Cavallaro had seen a brochure from that firm that included
the name of a long-time acquaintance of Mrs. Cavallaro -- Louis Hamel -- and
they contacted him. At a meeting in October 1994, Mr. Hamel reviewed the
Cavallaros' estates and businesses, and observed the same issue that the
accountants had seen -- i.e., that passing to the next generation the value held in
the parents' generation (i.e., in Knight) would result in estate tax liability for the
estates of Mr. and Mrs. Cavallaro. Accordingly, Mr. Hamel determined that the
Cavallaros should claim instead that the value of the CAM/ALOT technology
inhered in Camelot, and was thus already owned by the three sons. He based this
determination on his conclusion that a one-time transfer of some of the
CAM/ALOT technology had occurred in 1987 (when Camelot was created) and
that there had also been ongoing transfers from time to time since then. This
conclusion was based not on documentation of transfers (there was none) but on
a supposed significance that Mr. Hamel contrived from the November 1987
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incident in which Mr. Cavallaro had handed the Camelot minute book to Ken
Cavallaro at the meeting in Mr. Cirome's office. Mr. Hamel testified at trial that
he construed this as a ceremonial or symbolic act for the transfer of the
CAM/ALOT technology -- a construction that the evidence does not support.
Given the lack of documentation for the transfer, Mr. Hamel suggested in 1994
that the Cavallaros should prepare affidavits and a "confirmatory" bill of sale
attesting to a 1987 transfer, so that when they died and their estate matters were
being addressed (by the IRS in particular), there would be evidence that not their
company, Knight, but rather Camelot (and through it their sons) had owned the
valuable technology underlying the CAM/ALOT machine. An associate of Mr.
Hamel interviewed Mr. Cavallaro and Ken Cavallaro; and as to the ownership of
the technology, Mr. Cavallaro said nothing to support a 1987 transfer. On the
contrary, when Mr. Cavallaro was asked whether there were "ever any
agreements either written or oral transferring the technology that Knight Tool
developed" he said that he "[n]ever gave it any thought".
At trial, Mrs. Cavallaro confirmed Mr. Cavallaro's recitation of the facts. She
was asked: "[H]ow did the transfer of the technology from Knight to Camelot
occur? Was there a document signed between you and your husband as the
owners of Knight transferring the technology [in 1987]?" In response, Mrs.
Cavallaro stated: "Why would there be a document? Nobody told us there
should be a document." Nonetheless, Hale & Dorr prepared affidavits and a
"Confirmatory Bill of Sale" that asserted a 1987 technology transfer from
Knight to Camelot.
***
The accountants initially objected to Mr. Hamel's proposal that the CAM/ALOT
technology had been transferred in 1987. They explained that Mr. Hamel's idea
was at odds with all the evidence and that it was at odds with Knight's recent
amended returns claiming R&D credits for the engineering work on the
CAM/ALOT machine.15
As a result of Mr. Hamel's correspondence campaign, however, the previously
separate tracks of advice -- one from the accountants at E&Y and Mr.
McGillivray, and the other from the attorneys at Hale & Dorr -- now came
together for the first time. The contradiction was evident to all the professionals:
The accountants had assumed no 1987 transfer (and thus believed there was a
need for a means to transmit value to the next generation), but the attorneys
postulated a 1987 transfer (and subsequent transfers) pursuant to which that
value had already been placed in the hands of the next generation. The attorneys
eventually prevailed, however, and the accountants acquiesced. Eventually all of
the advisers lined up behind Mr. Hamel's suggestion that a 1987 transfer be
memorialized in the affidavits and the confirmatory bill of sale. They provided a
draft of the documents, which Mrs. Cavallaro read aloud to Mr. Cavallaro. After
they reported a few typographical errors, the attorneys prepared final versions,
which Mr. Cavallaro and Ken Cavallaro executed on May 23, 1995.
Mr. and Mrs. Cavallaro had been oblivious to the disagreement between the
accountants and the lawyers about the transfer of CAM/ALOT technology. All
they knew was that their acquaintance and lawyer, Mr. Hamel, advised them that
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Mr. Cavallaro's act of passing the corporate minute book to Ken Cavallaro in
November 1987 warranted their asserting that a technology transfer had
occurred. Mr. Cavallaro followed Mr. Hamel's advice and signed the affidavit
and confirmatory bill of sale.
***
After all the discussion of estate planning issues and of continued CAM/ALOT
production for distribution in Europe, in late 1995 Camelot and Knight decided
to begin preparations for a merger of the two companies. Accordingly, the
Cavallaros engaged E&Y to determine the respective values of the two
companies. Timothy Maio of E&Y, using a market-based approach, identified
company comparables for Knight and the newly formed merged entity. He
explained that he found no suitable comparables for the pre-merger Camelot,
and so he did not value it as a stand-alone company. He valued the proposed
combined entity as being worth between $70 and $75 million, with Knight's
portion of that value being between $13 and $15 million.
On December 31, 1995, Knight and Camelot merged in a tax-free merger with
Camelot as the surviving corporation. The stock of the merged company was
distributed as follows: Mrs. Cavallaro received 20 shares, Mr. Cavallaro
received 18 shares, and 54 shares each were distributed to Ken, Paul and James
Cavallaro.17 Mr. and Mrs. Cavallaro explained that they distributed the shares
according to the relative value of each company, as determined by Mr. Maio
(that is, 19% of the combined entity to the former shareholders of Knight -- Mr.
and Mrs. Cavallaro; and 81% of the combined entity to the founding
shareholders of Camelot -- Ken, Paul, and James Cavallaro). However, in
determining these relative values, Mr. Maio had assumed -- contrary to fact -that pre-merger Camelot had owned the CAM/ALOT technology. It had not.
Consequently, Mr. Maio overstated the relative value of Camelot and
understated the relative value of Knight. We find that as a result, by means of
this distorted allocation of the stock, Mr. and Mrs. Cavallaro conveyed
disproportionate value to their sons in amounts totaling $29.6 million.18
The taxpayer experts were disregarded:
It is the Cavallaros who have the burden of proof to show the proper amount of
their tax liability, and neither of the expert valuations they provided comports
with our fundamental finding that Knight owned the valuable CAM/ALOT
technology before its merger with Camelot. We are thus left with the
Commissioner's concession, effectively unrebutted by the party with the burden
of proof. The Cavallaros risked their cases on the proposition that Camelot had
owned the CAM/ALOT technology (and on a valuation that assumed that
proposition), but they failed to prove that proposition (and the evidence showed
it to be false). That being so, "[i]t would serve no useful purpose to review our
agreement or disagreement with each and every aspect of the experts' opinions."
CTUW Georgia Ketteman Hollingsworth v. Commissioner, 86 T.C. 91, 98
(1986). We conclude that Mr. and Mrs. Cavallaro made gifts totaling $29.6
million on December 31, 1995.36
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There were no penalties however,
Finally, Mr. and Mrs. Cavallaro persuasively testified that they actually relied in
good faith on the advisers' judgment when they structured the merger of Knight
and Camelot and when they received inadequate compensation (in the form of
shares of the new, merged entity) for their shares of Knight. Neither of the
Cavallaros received advanced formal education, and neither was familiar with
sophisticated legal matters; and though both had participated in the process of
forming a company, neither had previously been a part of a corporate merger.
Exercising their best judgment, they sought out professionals with the relevant
experience in structuring this type of transaction, and then they acted according
to the professionals' recommendations. The value in dispute inhered in invisible,
intangible assets, consisting of intellectual property that was mostly not even
susceptible of public registration. When their lawyer advised them that it had
been transferred, they were hardly in a position to contradict him. In ways that
sometimes surprise laymen, the law sometimes deems transfers to have taken
place; in fact, the very gifts that we find here are indirect, deemed transfers. If
the lawyers and accountants said that a transfer had taken place when Camelot
was created in 1987, then from the Cavallaros' point of view, why not? The fault
in the positions the Cavallaros took was attributable not to them but to the
professionals who advised them. (Since those professionals are not parties here
and have not had a full opportunity to explain or defend themselves, we refrain
from further comment on them.)
The decision has been appealed by the taxpayer to the First Circuit.
6.

Settlement Agreement Did Not Produce Gifts. In PLR 201519012 the IRS determined that a

settlement agreement requiring various trust distributions would not blow the GST grandfathered status of a trust nor
would the distribution be gifts. The facts were:
There are currently eight income beneficiaries of Trust. Decedent's only
surviving grandchild, Grandchild 3, receives one-third of the income. The three
children of Grandchild 1, Great-grandchildren 1, 2, and 3, each receive oneninth of the income, and the four children of Grandchild 2, Great-grandchildren
4, 5, 6, and 7, each receive one-twelfth of the income.
Great-grandchild 4 and Great-grandchild 5 filed a number of objections to
Trust's annual accountings, petitions, and joinders in Case in Years 3, 4, and 5,
and have indicated that they will file objections to future accountings in Case
(Objectors' Claims). Objectors' Claims allege that Trustees have breached their
duty of impartiality and their fiduciary duties. Great-grandchild 1 and Greatgrandchild 8 (a daughter of Grandchild 3) responded by filing claims in Case
alleging that certain of Objectors' Claims violate the No-contest Provision in
Decedent's Will (No-Contest Claims). The Probate Commissioner ruled that the
Objectors' Claims did violate the No-contest Provision.
The litigation in Case has been intensive, has created divisions within the
Decedent's family, and has been expensive. The parties have been represented
by separate counsel and have incurred substantial legal fees and costs. On Date
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1, the parties entered into an agreement to resolve Case (Settlement Agreement).
On Date 2, Court issued an order (Order) approving Settlement Agreement.
Under the terms of Settlement Agreement and Order, if the Internal Revenue
Service issues a favorable private letter ruling on all of the rulings requested
below, the following will occur: (1) the interest of Great-grandchild 4 and Greatgrandchild 5 in Trust (including the interests of their issue, if any) will be
completely terminated in exchange for a distribution of $a to each from Trust;
(2) to fund the distributions from Trust to Great-grandchild 4 and Greatgrandchild 5, LLC will distribute $e to its members, of which $f will go to
Trust; (3) Great-grandchild 4 and Great-grandchild 5 will dismiss with prejudice
the Objectors' Claims and Great-grandchild 1 and Great-grandchild 8 will
dismiss the No-Contest Claims; (4) until the death of Grandchild 3, the income
of Trust will be distributed b percent to Grandchild 3, c percent each to Greatgrandchild 1, or his issue in the event of his death, Great-grandchild 2, or his
issue in the event of his death, Great-grandchild 3, or her issue in the event of
her death, and d percent each to Great-grandchild 6, or his issue in the event of
his death, and Great-Grandchild 7, or her issue in the event of her death; (5)
following the death of Grandchild 3, all distributions to a beneficiary by Trust
shall be determined under the terms of Trust assuming for this purpose that both
Great-grandchild 4 and Great-grandchild 5 are deceased and not survived by
issue.
There were GST implications:
In this case, Trust is exempt from GST tax because Trust was irrevocable prior
to September 25, 1985 and it is represented that no additions (actual or
constructive) have been made to Trust on or after September 25, 1985.
The facts provided and representations made indicate that Settlement Agreement
represents a compromise between the positions of the litigating parties and
reflects the parties' assessment of the relative strengths of their positions.
Settlement Agreement is a product of arm's length negotiations and is within the
range of reasonable outcomes under the terms of Trust and applicable law.
Upon implementation of Settlement Agreement, the interests of Greatgrandchild 4 and Great-grandchild 5 in Trust will terminate. The partial
termination of Trust will accelerate the distribution of a portion of the corpus of
Trust to these beneficiaries. The partial termination will not shift a beneficial
interest in Trust to a beneficiary who occupies a lower generation than the
person or persons who held the interest before the division. Moreover,
implementation of Settlement Agreement does not extend the time for vesting of
any beneficial interest in Trust beyond the period provided for in the original
Trust agreement.
Nor any gifts:
Whether an agreement settling a dispute is effective for gift tax purposes
depends on whether the settlement is based on a valid enforceable claim asserted
by the parties and, to the extent feasible produces an economically fair result.
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See Ahmanson Foundation v. U.S., 674 F.2d 761, 774-75 (9th Cir. 1981), citing
Commissioner v. Bosch, 387 U.S. 456 (1967). Thus, state law must be examined
to ascertain the legitimacy of each party's claim. If it is determined that each
party has a valid claim, the Service must determine that the distribution under
the settlement reflects the result that would apply under state law. If there is a
difference, it is necessary to consider whether the difference may be justified
because of the uncertainty of the result if the question were litigated.
As discussed above, Settlement Agreement represents the resolution of bona
fide controversies among the parties. All interested parties who hold or may
hold an interest in Trust have been represented in the proceedings that
culminated in Order approving Settlement Agreement. Further, based on the
facts as presented, the terms of Settlement Agreement are the product of arm's
length negotiations among all of the interested parties. Court approved
Settlement Agreement. Settlement Agreement reflects the rights of the parties
under the applicable State law that would be applied by the highest court of
State and under federal law. Accordingly, based on the facts submitted and
representations made, we rule that the $a distributions from Trust to Greatgrandchild 4 and Great-grandchild 5 made in compliance with Settlement
Agreement do not result in gifts for federal gift tax purposes by the other
beneficiaries of Trust.
The IRS also ruled favorably that the payments make to settle the case would not carry out distributable net
income nor be income:
In this case, Court determined that the governing instrument and State law
would characterize the $f distribution from LLC to Trust as a return of corpus.
As such, the $f distribution from LLC to Trust pursuant to Settlement
Agreement meets the definition of an extraordinary dividend under § 643(b) and
is not considered income within the meaning of that section. Accordingly, based
on the facts submitted and the representations made, we rule that the $f
distribution from LLC to Trust is an extraordinary dividend excluded from the
definition of "income" within the meaning of § 643(b).
***
In this case, the distributions of $a to Great-grandchild 4 and Great-grandchild 5
are extraordinary distributions and are excluded from the definition of "income"
under § 643(b). These distributions are not part of Trust's distributable net
income and, therefore, are not includible in the income of Great-grandchild 4 or
Great-grandchild 5 under § 662. Accordingly, based on the facts submitted and
the representations made, we rule that the distributions of $a from Trust to
Great-grandchild 4 and Great-grandchild 5 are not includible in the income of
Great-grandchild 4 and Great-grandchild 5 under § 662.
7.

Net, Net Gift Approved. In Steinberg v. Commissioner, 145 T.C. No. 7 (2015), the donor

made a gift with an agreement that the donor would pay the gift tax (a net gift) and would pay the extra estate tax
generated if the donor died within three years of the gift (a net, net gift). The opinion states:
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Respondent argues that the daughters’ assumption of the section 2035(b) estate
tax liability in the net gift agreement did not create any new burden on the
daughters or benefit for petitioner because the daughters would have had to bear
the burden of the section 2035(b) estate tax liability either under New York law
or as beneficiaries of petitioner’s residuary estate.
We disagree with respondent’s assertion that the net gift agreement duplicates
New York law. Respondent’s argument is based on a New York State statute
entitled “Apportionment of federal and state estate or other death taxes;
fiduciary to collect taxes from property taxed and transferees thereof”. See N.Y.
Est. Powers & Trusts Law sec. 2-1.8 (McKinney 2012). The statute provides
that a fiduciary may be required to pay estate tax with respect to any property
required to be included in the gross estate unless the testator otherwise directs in
his or her will that an amount of the tax shall be equitably apportioned among
the persons interested in the gross estate to whom property is disposed of, in
which case those benefited shall contribute the amounts apportioned against
them. Id. sec. 2-1.8(a).
At the time of the gifts at issue it was not possible to determine whether N.Y.
Est. Powers & Trusts Law sec. 2-1.8 would apply to this case. When the gifts
were made on April 17, 2007, the donor was still alive and entirely capable of
changing her domicile before her death. There was the possibility that the law of
a State other than New York would apply to her estate. See Estate of McCoy v.
Commissioner, T.C. Memo. 2009-61 (discussing apportionment under Utah
law).
At the time of the gifts at issue it was also not possible to determine the
provisions of the donor’s will that would exist at the time of her death. As matter
of law the donor is entitled to change the provisions of her will before her death.
There is no certainty that her four daughters would be the beneficiaries of her
will. In the past the donor had made changes to her will which at one point
excluded one of the daughters as a beneficiary. At the time petitioner and her
daughters signed the net gift agreement, there was no guaranty that the
daughters would remain beneficiaries under petitioner’s residuary estate.
Petitioner is still alive and remains free to change her will at any time. The net
gift agreement guaranteed that the daughters would assume the section 2035(b)
liability. This guaranty placed a burden on the daughters that they may not have
had to otherwise bear.
The will in effect at the donor’s death may provide specific provisions regarding
the payment of the estate tax and the apportionment among beneficiaries and
donees. The apportionment statute is a default provision. See In re Walrod,901
N.Y.S.2d 911 (Sur. 2009).
Because on the date of the gifts it was not certain that the law of New York or
any other State would require the donees to pay ratable shares of the estate tax
that might be incurred under section 2035(b) on the gift tax paid with respect to
the gifts, the provision of the net gift agreement that required the donees to pay
those shares was not duplicative or illusionary.
The operation of the net gift agreement can be distinguished from the operation
of the New York statutes. The net gift agreement provided an enforcement
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mechanism to recoup the section 2035(b) estate tax incurred out of the property
transferred. New York law is silent on how a personal representative can recoup
section 2035(b) estate tax from a donee.
For all these reasons, respondent’s “estate depletion” argument does not
persuade us that the obligation assumed by petitioner’s daughters to pay the
section 2035(b) estate tax adds zero value to petitioner’s estate because that
obligation is an obligation the daughters would have borne anyway under the
New York apportionment statute. Because of factual uncertainties as to whether
and how the New York apportionment statute would apply at petitioner’s death,
the daughters’ contractual assumption of this tax liability gave rise to a new
asset that could be deployed effectively by the executor. This new asset
“augmented” or “replenished” petitioner’s estate. See Commissioner v.
Wemyss, 324 U.S. at 307-308; Paul, supra, at 1115.
Where a net gift strategy is undertaken, adding in the “net, net” element would seem to be advantageous in
all instances. Here, the Tax Court held that the normal actuarial tables should be used to determine the chances the
donor would die within three years.
O.

SECTION 2518 – DISCLAIMERS

P.

SECTIONS 2601-2654 - GENERATION-SKIPPING TRANSFER TAX
1.

Trusts Merged For State Law Purposes But Not For GST Purposes. PLR 201516036 dealt

with a GST grandfathered trust for son. Son’s wife created an identical exempt trust for son. Each trust also had
identical provisions for son’s descendants. The IRS ruled that the merger of the grandfathered trust into the exempt
trust would not affect the grandfathered or exempt status. Because the trusts had different transferors, for GST
purposes they remain different trusts.
2.

Trust Reformation Did Not Alter GST Status. In PLR 201521002 (one of a series) the IRS

approved the reformation of confusing trust provisions that were summarized as follows:
The net income is to be accumulated. However, the trustee may, in its sole
discretion, pay for the benefit of Grandchild so much of the net income as the
trustee may deem necessary and proper to provide for the support, maintenance
and education of Grandchild.
Article II(D) and Article III provide that Trust is to terminate five years after
Child's death. Upon termination, the trustee is to distribute all of the Trust assets
in equal shares to Grandchild's then surviving descendants. If all of Grandchild's
descendants die before they would otherwise be entitled to receive the Trust
assets, then the Trust is to terminate and the assets are to be distributed in equal
shares to Grandchild's siblings, Grandchild A and Grandchild B, then surviving.
However, if Grandchild A is then a current beneficiary of Grandchild A Trust,
then her share is to be added to Grandchild A Trust. Likewise, if Grandchild B is
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then a current beneficiary of Grandchild B Trust, then his share is to be added to
Grandchild B Trust.
Child died on Date 2. Trust will terminate on the earlier of Grandchild's death or
Date 3, the fifth anniversary of Child's death. Grandchild, the income
beneficiary of Trust, is living, but she has no descendants. Grandchild A is
living and currently the beneficiary of Grandchild A Trust. Grandchild B is
likewise living and currently the beneficiary of Grandchild B Trust. Trust,
Grandchild A Trust, and Grandchild B Trust were created at the same time and
have virtually identical provisions.
On Date 4, the parties petitioned State Court for an order construing and
reforming Article II(D) and Article III of the Trust instrument to identify the
contingent remainder beneficiaries and to clarify the disposition of the Trust
remainder upon its likely termination on Date 3. Under the proposed
reformation, the Trust assets will be divided into two equal shares with one
share being distributed to Grandchild A Trust and the other share being
distributed to Grandchild B Trust upon either: (i) Grandchild's death before Date
3, or (ii) Trust's termination on Date 3. After such distribution, the one-half
share distributed to Grandchild A Trust will continue to be held in Grandchild A
Trust and administered pursuant to the terms of that trust. The one-half share
distributed to Grandchild B Trust will be continue to be held in Grandchild B
Trust and administered pursuant to the terms of that trust.
The ruling notes:
Accordingly, we conclude that the judicial reformation of Trust, as described
above, will not result in a shift of any beneficial interest in Trust to any
beneficiary who occupies a generation lower than the persons holding the
beneficial interest prior to the modification. Further, the reformation of Trust
will not extend the time for vesting of any beneficial interest in Trust beyond the
period provided for in the original trust. Therefore, the reformation will not
cause Trust to be subject to the tax on generation-skipping transfers under §
2601. In addition, the judicial reformation of Trust will not result in any change
in the beneficial interests of the beneficiaries. Accordingly, no beneficiary will
be regarded as making a gift as a result of the judicial reformation and
distributions, described above.
Q.

SECTIONS 2701-2704 - SPECIAL VALUATION RULES
1.

Recapitalization as Transfer. CCA 201442053 dealt with simple facts:
On Date 2, Donor and her sons, Child A and Child B, formed Company, a
limited liability company, effective as of Date 1. Company has a 20-year term
and, if not sooner terminated, is to terminate on Date 4. Donor's capital
contribution consisted of real property. Donor, who was the sole member to
make a capital contribution, thereafter made gifts of membership interests to her
sons and their children.
***
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On Date 3, at a time when Donor held an X percent ownership interest, Child A
and Child B each held a Y percent ownership interest and Donor's grandchildren
collectively held the remaining Z percent ownership interest, Company was
recapitalized. In exchange for the agreement of Child A and Child B to manage
Company, the operating agreement was amended to provide that henceforth all
profit and loss, including all gain or loss attributable to Company's assets, would
be allocated equally to Child A and Child B. After the recapitalization, Donor's
and the grandchildren's sole equity interest in Company was the right to
distributions based on their capital account balances as they existed immediately
prior to the recapitalization.
The IRS states:
For purposes of § 2701, a transfer includes a recapitalization or other change in
the capital structure of an entity if the transferor holding an applicable retained
interest before the capital structure transaction surrenders a subordinate interest
and receives property other than an applicable retained interest. Section
25.2701-1(b)(2)(B)(2). An applicable retained interest is an interest in a familycontrolled entity with respect to which there is a distribution right. Section
25.2701-2(b)(1)(ii). A subordinate interest is an interest as to which an
applicable retained interest is a senior interest. Section 25.2701-3(a)(2)(iii). A
senior interest is an interest that carries a right to distributions of income or
capital that is preferred as to the rights of the transferred interest. Section
25.2701-3(a)(2)(ii). The term "property" includes every species of right or
interest protected by law and having an exchangeable value.
Here, at all relevant times, Donor and her family controlled Company. On Date
3, Company was recapitalized and Donor surrendered her right to participate in
future profit and loss, including future gain or loss attributable to Company's
assets. Both before and after the recapitalization, Donor held an applicable
retained interest, an equity interest in Company coupled with a distribution right.
Donor's interest, which carried a right to distributions based upon an existing
capital account balance, is senior to the transferred interests, which carried only
a right to distributions based on future profit and gain. Donor received property
in the form of the agreement of Child A and Child B to manage Company.
Accordingly, the recapitalization constitutes a transfer by Donor for purposes of
§ 2701.
***
Section 25.2701-3(b) provides the following methodology to determine the
amount of the gift. Section 25.2701-3(b)(1)(i) provides, in part, that Step 1 is to
determine the fair market value of all family-held equity interests in the entity
immediately after the transfer. The fair market value is determined by assuming
that the interests are held by one individual, using a consistent set of
assumptions.
Section 25.2701-3(b)(2)(i) provides, in part, that Step 2 is to subtract from the
amount determined in Step 1 the following amounts. Section 25.27013(b)(2)(i)(A) provides for the subtraction of an amount equal to the sum of the
fair market value of all family-held senior equity interests (other than applicable
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retained interests held by the transferor or applicable family members) and the
fair market value of any family-held equity interests of the same class or a
subordinate class to the transferred interests held by persons other than the
transferor, members of the transferor's family, and applicable family members of
the transferor. The fair market value of an interest is its pro rata share of the fair
market value of all family-held senior equity interests of the same class
(determined, immediately after the transfer, as if all family-held senior equity
interests were held by one individual). Section 25.2701-3(b)(2)(i)(B) provides,
in part, for the subtraction of the value of all applicable retained interests held by
the transferor or applicable family members (other than an interest received as
consideration for the transfer) determined under § 25.2701-2.
Section 25.2701-3(b)(3) provides, in part, that Step 3 is to allocate the remaining
value among the transferred interests and other subordinate equity interests held
by the transferor, applicable family members, and members of the transferor's
family.
Section 25.2701-3(b)(4) provides, in pertinent part, that Step 4 is to determine
the amount of the gift by reducing the amount allocated to the transferred
interests in Step 3 by the following amounts. Section 25.2701-3(b)(4)(ii)
provides that if the value of the transferred interest (determined without regard
to § 2701) would be determined after application of a minority or similar
discount with respect to the transferred interest, the amount of the gift
determined under § 2701 is reduced by the excess, if any, of a pro rata portion of
the fair market value of the family-held interests of the same class (determined
as if all voting rights conferred by family-held equity interests were held by one
person who had no interest in the entity other than the family-held interests of
the same class, but otherwise without regard to § 2701), over the value of the
transferred interest (without regard to § 2701). Section 25.2701-3(b)(4)(iv)
provides, in pertinent part, that the amount of the transfer (determined under §
2701) is reduced by the amount of consideration in money or money's worth
received by the transferor, but not in excess of the amount of the gift
(determined without regard to § 2701).
2.

Short-Term Rolling GRATs Versus Long-Term GRATs.

Introduction
We are conditioned to think of GRATs as short-term devices designed to produce no taxable gift. The
benefit of the zero gift is that the grantor has lost nothing if the assets decline. The benefit of the short term is that if
the assets fail to increase at the 7520 rate then the GRAT property is returned to the grantor for other planning but
any increase exceeding the 7520 rate is captured in the GRAT; the economically ideal GRAT would be for one day
but the minimum term we believe is two years.
Further, a taxable GRAT will be of no benefit if the grantor creates a short-term GRAT. The GRAT will
transfer to the remainder beneficiaries appreciation in excess of the section 7520 rate on all of the property in the
GRAT, and will return all principal contributed to the GRAT to the grantor. Thus without changing the economics
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of the transaction the GRAT may be funded with as much property as desirable without the grantor making a taxable
gift.
Where interest rates are very low the effect of section 7520 increases must be weighed against the benefits
of volatility. An increase in the rate from 2% to 3% is a 50% increase, whereas an increase from 5% to 6% is only a
20% increase. Considerations with longer term GRATs are somewhat different than considerations with shorter term
GRATs. In particular, the goal is to trap as much property for as long as possible in the GRAT. The longer the term
the lower the required annuity, and the more appreciation is trapped in the GRAT.
If 7520 rates are expected to rise, then GRATs with low annuities will be beneficial because the amount
included in the grantor’s estate via section 2036 is based only on the annuity and the 7520 rate without regard either
to the amount in the GRAT or the remaining term of the annuity.
Suppose a taxable GRAT is created and the grantor dies during the term. Will 2001(b) wash out any of the
taxable gift? If the answer is yes, then a taxable GRAT may be beneficial because it allows additional assets to be
packed into the GRAT and a portion of the taxable gift will be washed out pursuant to section 2001(b).
Authorities On The Inclusion and Wash Out
Inclusion in the estate. Treas. Reg. § 20.2036-1(c)(2):
(i) In general. This paragraph (c)(2) applies to a grantor's retained use of an asset
held in trust or a retained annuity, unitrust, or other interest in any trust (other
than a trust constituting an employee benefit) including without limitation the
following (collectively referred to in this paragraph (c)(2) as “trusts”): … other
trusts established by a grantor (collectively GRTs) such as a grantor retained
annuity trust (GRAT) paying out a qualified annuity interest within the meaning
of §25.2702-3(b) of this chapter, a grantor retained unitrust (GRUT) paying out
a qualified unitrust interest within the meaning of §25.2702-3(c) of this chapter;
and various other forms of grantor retained income trusts (GRITs) whether or
not the grantor's retained interest is a qualified interest as defined in section
2702(b), including without limitation a qualified personal residence trust
(QPRT) within the meaning of § 25.2702-5(c) of this chapter and a personal
residence trust (PRT) within the meaning of §25.2702-5(b) of this chapter. If a
decedent transferred property into such a trust and retained or reserved the right
to use such property, or the right to an annuity, unitrust, or other interest in such
trust with respect to the property decedent so transferred for decedent's life, any
period not ascertainable without reference to the decedent's death, or for a period
that does not in fact end before the decedent's death, then the decedent's right to
use the property or the retained annuity, unitrust, or other interest (whether
payable from income and/or principal) constitutes the retention of the possession
or enjoyment of, or the right to the income from, the property for purposes of
section 2036. The portion of the trust's corpus includible in the decedent's gross
estate for Federal estate tax purposes is that portion of the trust corpus necessary
to provide the decedent's retained use or retained annuity, unitrust, or other
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payment (without reducing or invading principal). In the case of a retained
annuity or unitrust, the portion of the trust's corpus includible in the decedent's
gross estate is that portion of the trust corpus necessary to generate sufficient
income to satisfy the retained annuity or unitrust (without reducing or invading
principal), using the interest rates provided in section 7520 and the adjustment
factors prescribed in §20.2031-7 (or § 20.2031-7A), if applicable. The
computation is illustrated in paragraph (c)(2)(iv), Examples 1, 2, and 3 of this
section. The portion of the trust's corpus includible in the decedent's gross estate
under section 2036, however, shall not exceed the fair market value of the trust's
corpus at the decedent's date of death.
Effect on prior taxable gifts. 2001(b) Computation of tax.
The tax imposed by this section shall be the amount equal to the excess (if any)
of—
(1)

a tentative tax computed under subsection (c) on the sum of—

(A)

the amount of the taxable estate, and

(B)

the amount of the adjusted taxable gifts, over

(2)
the aggregate amount of tax which would have been payable under
chapter 12 with respect to gifts made by the decedent after December 31, 1976, if
the modifications described in subsection (g) had been applicable at the time of
such gifts.
For purposes of paragraph (1)(B), the term “adjusted taxable gifts” means the
total amount of the taxable gifts (within the meaning of section 2503) made by
the decedent after December 31, 1976, other than gifts which are includible in
the gross estate of the decedent.
Some People Think That 2001(b) Will Not Wash Out Any Of The Gift
The flush language of 2001(b) only washes out gifts that are included in the grantor’s estate. The amount
included via 2036 is not an amount that has been given but rather is an amount that has been retained, thus should
any amount be washed at all?
In thinking about this issue, when the section 7520 rate is 2% consider a defective one- year GRAT to
which a grantor transfers $1,000,000 and retains a $1.00 per year annuity. The gift is $1,000,000 because the annuity
interest has no value under section 2702. If the grantor dies during the year term, included in the grantor’s estate via
2036 will be $50 if the 7520 rate remains at 2% ($50 x 2% = $1.00). Would the grantor’s estate also include the full
$1,000,000 gift? Or because $50 is included in the grantor’s estate will section 2001(b) wash out $50? Because the
annuity had no value, a reasonable answer would seem to be that the $50 must have been part of the $1,000,000 gift,
the part that was then included, so the $50 would be washed out to avoid double inclusion.
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Perhaps a defective GRAT is too easy an example. So, consider a very simple GRAT. Grantor transfers
$1,000,000 into a 2 year GRAT, when the 7520 rate is 2%, and retains a $1.00 per year annuity. The value of that
annuity is $1.94 and the gift is $999,998.06. Suppose the grantor dies within the two year term when the 7520 rate is
still 2%. Section 2036 will cause $50 to be included in the grantor’s estate ($50 x 2% = $1). The $1.94 value of the
annuity would not appear to be part of the gift; indeed, it was what was subtracted when calculating the gift. But
what about the $48.06? If that were not part of the annuity, mustn’t it have been part of the gift? And if it were part
of the gift, then the flush language of 2001(b) ought to apply because part of the gift was included in the estate.
As these examples indicate, although the amount of the initial gift is calculated in a manner unrelated to the
calculation of inclusion under section 2036, the property involved must overlap, at least in part.
If 2001(b) Washes Out Part Of The Gift, How Do We Calculate The Washed Out Part?
Continuing with the simple GRAT example above, one way to calculate the washed out portion would be
simply to subtract the $48.06. That’s the excess included in the estate beyond the retained annuity.
What if the value of the GRAT has changed after the transfer? For example, suppose a grantor transfers
$1,000,000 into a 30 year GRAT, when the 7520 rate is 2%, and retains an annuity of $20,000. The annuity is worth
$447,930 and the gift is $552,070. The grantor dies during the term when the 7520 rate is 2% so $1,000,000 is
included in the grantor’s estate ($1,000,000 x 2% = $20,000).

However, assume that the GRAT assets are

now worth $1,500,000. The original gift was $552,070 - - is that all that should be washed out? The rationale for
doing so could be that the GRAT ought be thought of as if it were really two portions, a $1,000,000 portion paying
an annuity of $20,000, and a $500,000 portion paying an annuity of zero. All of the $1,000,000 portion would be
included and the $552,070 gift would be washed out.
However, Larry Katzenstein, a distinguished St. Louis practitioner, has contended in conversation that the
2001(b) wash-out should operate on a fractional basis stating:
Section 2036 provides that if I create a trust and keep the income from the trust
for any period which does not in fact end before my death, the entire trust is
includable in my estate. This is true even though I may have only a small
remaining amount of income due me from the trust.
For example, suppose I set up a $1,000,000 trust and provide that the trust is to
pay the income to me for 10 years in monthly payments. Let us also assume that
the $1,000,000 trust earns 2% income a year and I die having received all of the
payments except the final payment for year 10. That final payment will be only
$1,666.67 -- ($1,000,000 * .02)/12. That is my only remaining economic interest
in the trust. But if I die before receiving that last payment the entire $1,000,000
is included in my estate.
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In the case of an annuity, what the regulations very reasonably do is say: if this
were income I was receiving instead of an annuity, how much would be
includible? A trust paying me $20,000 would have to be $1,000,000 in size to
generate that income amount at a 2% section 7520 rate. ($1,000,000/.02).
Therefore what the regulations do is simply assume that the annuity was instead
income and then include a portion of the trust necessary to generate that amount
if it were income. We ignore the additional income payment I am due because
the entire trust is included in my estate.
If in the annuity case I have created a zeroed out GRAT of $1,000,000 and I die
when the trust is still worth $1,000,000, the entire trust is includable and is
removed from adjusted taxable gifts by the operation of section 2001(b). If the
trust has doubled in value, only half of the trust will be includable on a fractional
basis and one-half of the original gift will come out of adjusted taxable gifts. It
is misleading to think of the GRAT annuity amount being included rather than a
portion of the trust and in fact the regulations tell us specifically that section
2039 does not apply, only section 2036.
The analysis becomes more difficult when the section 7520 rate has increased during the term. Consider the
example used above: a $1,000,000 zeroed out GRAT having a 30 year term paying out $20,000 a year. The initial
gift is $552,070. Suppose the grantor dies when the GRAT assets have increased to $2,000,000 -- as posited by
Larry immediately above - - but the section 7520 rate has increased to 5%. What is included in the grantor’s estate is
$400,000 ($400,000 x 5% = $20,000). What portion of the initial gift ought to be washed out?
Using a fractional theory, the answer would seem to be $400,000/$2,000,000 x $552,070 = $110,414. In
that instance, the grantor’s tax base would include the initial gift less the amount washed out plus the amount
included via section 2036: ($552,070 - $110,414) + $400,000 = $841,656. (Note that this is still considerably less
than $2,000,000, the full amount of the GRAT. And note further that if there were no wash-out the total tax base
would still be much less than $2,000,000, although this neglects to account for the accumulated $20,000 annuity
payments that the grantor has received.)
If the GRAT were viewed in two parts, a $400,000 producing the annuity and a $1,600,000 of gift, then the
entire gift would be washed out. We can reasonably assume that the IRS will argue for the fractional theory absent
authority either way.
Taxable GRAT Illustration
To ensure that we have considered all relevant factors, let’s assume five individuals each living on Social
Security (thus spending no other assets), and each with $25,000,000 earning 7% (without income tax) a year. Each
individual lives for 20 years and one day. The section 7520 rate at all times is 2%.
Individual One does nothing. At the end of 20 years the individual’s assets have grown to $96,742,000.
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Individual Two makes a gift of $5,430,000, retaining $19,570,000. At the end of 20 years the $5,430,00 gift
will have grown to $21,012,000 which will be out of the individual’s estate. The retained $19,570,000 will have
grown to $75,728,000 and will be included in Individual Two’s estate. (Check: the total is $21,012,000 +
$75,728,000 = $96,740,000. Where did the missing $2000 go? Rounding, or legal fees, take your pick.)
Individual Three makes a gift of $5,430,000, retaining $19,570,000. However, the $19,570,000 is
transferred to 20 year zeroed out GRAT paying an annual annuity of $1,196,839.42.
At the end of 20 years the $5,430,000 gift will be worth $21,012,000. The GRAT assets will be worth
$26,665,000 for a total that will be excluded of $47,677,000. Individual Three’s estate will include only the
accumulated annuity payments of $49,065,000. (Check: the total is $21,012,000 + $26,665,000 + $49,065,000 =
$96,742,000.)
Individual Four funds a 20 year GRAT with the full $25,000,000 but instead of zeroing out makes a gift of
$5,430,000. That GRAT will pay an annuity of $1,196,839.42 (just as with Individual Three). At the end of 20 years
the GRAT will be worth $47,677,090 which will be excluded from Individual Three’s estate. Note, again, this is the
same amount excluded as with Individual Three and Individual Four’s estate will include accumulated annuity
payments of $49,065,000.
Individual Five funded a 99 year GRAT with the full $25,000,000 and retained the annuity of $455,539,
making a taxable gift of $5,430,000. At the end of 20 years the GRAT will have assets of $78,067,000.

The

accumulated value of the retained annuity will be $18,675,000. (Check: the total is $78,067,000 + $18,675,000
= $96,742,000.)
What is excluded from Individual Five’s estate? Let’s assume in 20 years that the section 7520 rate
remains 2%. Included via 2036 will be $455,539/0.02 = $22,777,000. In addition, included will be the accumulated
annuity value of $18,675,000. The total in Individual Five’s estate will be $41,452,000. Of course, the individual has
made a gift of $5,430,000; if no wash out occurred that would increase the tax base to $46,882,000. This is still less
than the estate of Individual Three ($49,065,000). In addition, the wash out is $1,584,000 calculated on the
proportionate basis (see above) which is “pure profit.”
Conclusions. First, compare Individual Three and Individual Four. Is it better to make a taxable gift and to
fund a zeroed out GRAT with the remaining assets than to create taxable GRAT? If death occurs during the 20 year
term then Individual Three would appear to have the advantage because the gift escapes inclusion entirely.
However, if the section 7520 rate exceeds 4.6% when Individuals Three and Four die then Individual Four will have
an advantage if a fractional wash-out of the gift to the GRAT occurs.
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To illustrate, suppose the rate is 5% when Individuals Three and Four die. Individual Three will have
$23,936,788 included in the estate, thus excluding $2,728,212 of assets in the GRAT plus the amount that was given
away, $21,012,000 for a total excluded of $23,740,212.
Individual Four also will have $23,936,788 included, and exclude $23,740,302, just all of the excluded
amount will be in the GRAT. However, if Individual Four can wash out some of the original gift on account of the
fractional inclusion of the GRAT, the washed out amount will be an advantage versus Individual Three.
How do Individuals Three and Four compare with Individual Five? If we assume that a 99 year term
“works” then Individual Five would seem to have two advantages. First, death during the term is not a factor.
Second, because the annuity term is lower the GRAT grows faster and more assets will be removed from Individual
Five’s estate.
Further Thought 1. For smaller estates, a taxable GRAT may be a useful method of accomplishing some
estate reduction in a straight-forward manner while allowing the client to retain the income from assets “for life.”
To illustrate, consider a single client, 75 years old, with $12,000,000 who is living on $300,000 per year. The client
could take $10,000,000 and fund a 35 year GRAT, retaining an annuity of $300,000 per year, thus producing a gift
of $2,500,420. The client would keep $2,000,000 to fund additional needs in the event of significant inflation. The
client is unlikely to live past age 110 and thus has effectively retained $300,000 a year for life. The cost of that
retention is that the client will have assets included in the client’s estate; the amount depends on the section 7520
rate. If the rate exceeds 3% then some GRAT assets will be excluded from the client’s estate.
Further Thought 2. Consider a 69 year old with $25,000,000 of investable assets who earns and spends
about 3.3% a year on those assets ($825,000). The client creates a 31 year GRAT when the section 7520 rate is 2%.
The GRAT will return $853,181 to the client annually leaving a taxable gift of $5,429,990. Suppose the GRAT has a
total return of 6.5%. A 69 year old’s life expectancy is almost 15 years. In year 15 the GRAT will be worth
$43,664,000. Included in the client’s estate, if the section 7520 rate is 2%, will be $42,659,000. In short, given those
artificial assumptions, a client’s death at life expectancy will include all of the GRAT assets in the client’s estate. If
the client is unwilling to dispose of any of the $25,000,000 because of the income need/desire then this will be result
with or without the GRAT. However, if the client lives for longer than 15 years, or the rate of return is greater, then
the GRAT will have assets that will not be included in the client’s estate. Or, if the section 7520 rate increases above
2% then assets will be excluded from the client’s estate.
What Is The Basis Of The Assets In A GRAT That Is Partially Included?
May the trustee pick and choose: allocate a full step-up to some assets and no basis step up to others?
Treas. Reg. § 1.1014-6 (b)(3)(i), promulgated prior to the ubiquity of long-term GRATs, suggests the answer is no:
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In cases where, due to the operation of the estate tax, only a portion of property
acquired from a decedent before his death is included in the decedent's gross
estate, as in cases where the decedent retained a reversion to take effect upon the
expiration of a life estate in another, the uniform basis of the entire property
shall be determined by taking into account any basis adjustments required by
section 1014(a) owing to such inclusion of a portion of the property in the
decedent's gross estate. In such cases the uniform basis is the adjusted basis of
the entire property immediately prior to the decedent's death increased (or
decreased) by an amount which bears the same relation to the total appreciation
(or diminution) in value of the entire property (over the adjusted basis of the
entire property immediately prior to the decedent's death) as the value of the
property included in the decedent's gross estate bears to the value of the entire
property. For example, assume that the decedent creates a trust to pay the
income to A for life, remainder to B or his estate. The trust instrument further
provides that if the decedent should survive A, the income shall be paid to the
decedent for life. Assume that the decedent predeceases A, so that, due to the
operation of the estate tax, only the present value of the remainder interest is
included in the decedent's gross state. The trust consists of 100 shares of the
common stock of X Corporation with an adjusted basis immediately prior to the
decedent's death of $10,000 (as determined under section 1015). At the time of
the decedent's death, the value of the stock is $20,000, and the value of the
remainder interest in the hands of B is $8,000. The uniform basis of the entire
property following the decedent's death is $14,000, computed as follows:
Uniform basis prior to decedent's death
plus
Increase in uniform basis (determined by the following formula)

$10,000
4,000

[Increase in uniform basis (to be determined)/ $10,000 (total appreciation)]=
[$8,000 (value of property included in gross estate)/$20,000 (value of entire
property)]
Uniform basis under section 1014(a)

$14,000

May the unfortunate result be avoided? Consider a GRAT with $10,000,000 that will be one-half included
in the grantor’s estate if the grantor dies this month. The grantor is very likely to die this month. May the trustee
divide the GRAT into two parts, one with half the assets but paying a $1.00 annuity and the other with half the
assets paying the remainder of the annuity? That would result in miniscule inclusion of one GRAT in the estate and
100% inclusion of the other GRAT.
Suppose a GRAT provided that to the extent not all of the GRAT assets were required to produce the
annuity payment, then those assets that would be used to fund the annuity first would be those assets having the
greatest fair market value in excess of basis. If the grantor died during the term, could the trustee take the position
that the portion of the GRAT includible via 2036 was funded with assets having the highest built-in gain?
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How Might The Doctrine Of Merger Be Used With A GRAT?
Because a trust is created by separating legal and equitable title to property, merging legal and equitable
title to property in one person will, in general, cause the trust to terminate. The doctrine of merger is incorporated in
section 402(a)(5) of the UTC, the comment to which states:
Subsection (a)(5) addresses the doctrine of merger, which, as traditionally
stated, provides that a trust is not created if the settlor is the sole trustee and
sole beneficiary of all beneficial interests. The doctrine of merger has been
inappropriately applied by the courts in some jurisdictions to invalidate selfdeclarations of trust in which the settlor is the sole life beneficiary but other
persons are designated as beneficiaries of the remainder. The doctrine of
merger is properly applicable only if all beneficial interests, both life interests
and remainders, are vested in the same person, whether in the settlor or
someone else. An example of a trust to which the doctrine of merger would
apply is a trust of which the settlor is sole trustee, sole beneficiary for life,
and with the remainder payable to the settlor’s probate estate.
The Restatement (Third) of Trusts § 69, Comment b, states that “[i]f, by operation of law, the legal title to
the trust property passes to the beneficiary who has the entire beneficial interest, merger occurs, the trust terminates,
and the beneficiary holds the property free of trust. Where the life interest and remainder interest is held by two
beneficiaries who are also the only co-trustees, whether merger occurs in favor of the two beneficiaries is uncertain.
See Scott and Ascher on Trusts § 11.2.5.
Suppose the grantor and the remainder beneficiaries contribute their respective interests to an LLC in
exchange for membership interests that are proportionate to the interests of each such that the grantor receives an
interest equal in value to the amount that would be included in the grantor estate if she died at that moment. The
LLC would have all the beneficial interests in the GRAT property. If the LLC could become trustee of the GRAT
then the doctrine of merger ought to apply. May an LLC serve as trustee? Under the UTC, for example, there is no
definition of trustee but there are broad references to “persons” serving as trustee and the definition of person
includes entities like an LLC. Some states may impose other limitations.
Where an LLC cannot serve as trustee, if the LLC managers serve as trustees is that sufficient? The answer
is uncertain. The LLC managers are not the LLC.
Would a merger into an LLC be a taxable event for income tax purposes? The answer would seem to be no.
Similarly, because the grantor receives an LLC interest having a value equal to what would be in the grantor’s estate
if the grantor died at that moment, the gift issues raised by the Gradow line of cases would seem to be avoided.
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Coupling Private Annuities With A GRAT
Example 1. Assume a 60 year old grantor with a greater than 50% chance of living for more than a year
when the section 7520 rate is 2%. Suppose the grantor transfers $7,630,000 for a private annuity paying $455,985
per year starting immediately. Suppose the grantor transfers $17,370,000 for a deferred private annuity starting in 20
years. The grantor’s life expectancy is 21.54 years.

The annual annuity payment for the deferred annuity

will be $15,986,000. Immediately thereafter the grantor transfers both annuities to a GRAT with a 99 year term.
The value of the property transferred for the annuities was, in total, $25,000,000 so it seems reasonable to assume
that the value of the annuities is $25,000,000 as well. Thus the grantor has a GRAT with a 99 year term paying
$455,439 annually, funded by the immediate private annuity. Whether the deferred private annuity pays at all or for
many years doesn’t matter because the amount included in the grantor’s estate will be set by the first private annuity,
or the value of the GRAT, whichever is less, and in this case the amount in the GRAT will be zero when the grantor
dies. Of course, the grantor has made a gift of $5,430,000.
There is likely no need to make a gift at all. Suppose, the grantor above does the same transaction but the
immediate private annuity is funded with $9,737,500 for an annual payment of $581,934. The remaining
$15,262,500 is transferred for a deferred annuity starting in 20 years paying $5,260,000. Again, both annuities are
transferred to a 99 year GRAT, for a total value of $25,000,000. That GRAT pays an annuity of $581,932. At the
grantor’s death the GRAT has zero value. No gift was made.
Example 2. Return to the 75 year old client with $12,000,000. Suppose the client took $10,000,000 and
created a 35 year GRAT with an annuity of $182,810. The GRAT would result in a taxable gift of $5,430,000.
Suppose the client retained an emergency fund of $500,000 and transferred the remaining $1,500,000 in exchange
for a private annuity. A private annuity that increases at about 4% a year will require initial payments of $119,259.
Thus the client will continue to have $300,000 per year but will also have an inflation increase built in. If the private
annuity becomes burdensome for the obligor(s) then loans from the GRAT to the obligor(s) could be arranged.
If the income tax consequences of the private annuities can be managed, the transaction would be
beneficial. Immediately after the death of the first spouse the surviving spouse typically will have fair market value
basis in significant assets thus avoiding the need to use a grantor trust as the obligor of the private annuities and the
application of the exhaustion test. If no gift were made initially, basis may be managed by having one of the private
annuities prepaid in part so that the GRAT contains assets equal to likely applicable exclusion when the grantor dies.
3.

Stock Split Does Not Affect Grandfathered Agreement. PLR 201536009 states:
Section 25.2703-1(c)(2) provides that a substantial modification does not
include: (i) a modification required by the terms of a right or restriction; (ii) a
discretionary modification of an agreement conferring a right or restriction if the
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modification does not change the right or restriction; (iii) a modification of a
capitalization rate used with respect to a right or restriction if the rate is
modified in a manner that bears a fixed relationship to a specified market
interest rate; and (iv) a modification that results in an option price that more
closely approximates fair market value.
In this case, the stock split and amendment to the Articles will apply to all of the
common shares (whether voting or nonvoting). Because each shareholder will
receive c shares for every common share he or she currently holds, the beneficial
interests in Company will not be affected by the stock split, amendment, and
share dividend.
Likewise, because the number of authorized voting shares will continue to be x,
the shareholders’ voting rights will remain unchanged.
Consequently, the stock split, amendment to the Articles, and share dividend
will not affect the quality, value or timing of any rights under the Articles, and
the changes will not be a substantial modification of the Articles for purposes of
§ 25.2703-1(c). Accordingly, the Articles will remain exempt from the
application of chapter 14.
R.

SECTION 6166 — EXTENSION OF TIME TO PAY TAX
1.

Invalid Election. In Estate of Wallace R. Woodbury v. Commissioner, T.C. Memo. 2014-66

(2014), the estate tried to make an election to pay estate tax in installments under section 6166. Mr. Woodbury died
on September 27, 2006; the estate did not file an estate tax return until June 1, 2010 – nearly 2 ½ years late. On the
estate tax return, the estate provided information including a list of properties to make a valid election. The estate
argued for substantial compliance based on its actually paying installments and filing two requests for extensions to
file the 706. The opinion describes those filings as follows:
Along with Form 4768, the estate included a letter to respondent dated June 18,
2007, listing the decedent's name and taxpayer identification number. The letter,
which referenced an "Anticipated Election under Section 6166", stated as
follows:
Attached, please find Form 4768 for the estate of Wallace R.
Woodbury (the "Estate"), a citizen of the United States, who died on
September 27, 2006.
The gross estate of Wallace R. Woodbury includes shares or interests in
businesses that in the aggregate meet the definition of an "interest in a
closely held business" to qualify to be "treated as an interest in a single
closely held business" pursuant to Section 6166(c).
The primary purpose of this letter is to inform you that the Estate
intends to make the election to pay the Federal Estate Tax attributable
to the decedent's interest in the closely held business pursuant to
Section 6166 when the Form 706 Estate Tax Return is filed.
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The Estate has paid non-deferrable tax in the amount of $9,500,000
simultaneously with the filing of the attached Form 4768. The Estate
estimates the tax to be paid in installments pursuant to Section 6166 to
be $10,000,000.
The estate did not include with the foregoing application any specific
information regarding the properties that allegedly constituted closely held
business interests or even a list of such properties.
On December 31, 2007, respondent received a second Form 4768 from the
estate that requested an additional six-month extension of time, to June 27,
2008, to file the estate tax return. Along with the second Form 4768, the estate
included a letter dated December 26, 2007, listing decedent's name and taxpayer
identification number. The letter, which referenced a "Request for Additional
Extension of Time to File Form 706", stated as follows:
Attached please find Form 4768 for the estate of Wallace R. Woodbury
(the "Estate"), a citizen of the United States, who died on September
27, 2006. We previously filed Form 4768 requesting the automatic
extension of six months. We request an additional six month extension
to file Form 706, with the new due date of June 27, 2008.
The gross estate includes commercial real property and shares or
interests in businesses that own commercial real property. The Estate is
in the process of valuing the business interests and real property
interests, but due to the large number of appraisals needed, it is
anticipated that all of the appraisals will not be completed in time to file
the Form 706 by the December 27, 2007 due date.
As indicated in our prior letter dated June 18, 2007, the Estate intends
to make the election to pay the Federal Estate Tax attributable to
decedent's interest in the closely held businesses pursuant to Section
6166 when the Form 706 Estate Tax Return is filed. The Estate has
paid non-deferrable tax in the amount of $9,500,000 [*7]
simultaneously with the filing of the original Form 4768 on June 18,
2007. The Estate estimates the tax to be paid in installments pursuant to
Section 6166 to be approximately $10,000,000.
Again, the estate did not include with the foregoing application any specific
information regarding the properties that allegedly constituted closely held
business interests or even a list of such properties.
By letter dated February 6, 2008, respondent denied the second application for
extension, stating in pertinent part as follows:
We are unable to grant you an additional extension of time to file your
return for the following reason(s):
By law, we cannot grant an additional extension of time for filing this
return. The maximum extension that we can grant to a taxpayer
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residing within the United States is six months. You should file your
return by the previously extended due date.
The Tax Court rejected the estate’s argument because it never told the IRS what properties were to be
subject to the election until the late Form 706 was filed. The opinion states:
The estate's Forms 4768 and accompanying letters included the decedent's name
and taxpayer identification number as well as the (approximate) amount of tax to
be paid in installments, thus satisfying the requirements set forth in section
20.6166-1(b)(1) and (2), Estate Tax Regs. Furthermore, the final sentence of
section 20.6166-1(b), Estate Tax Regs., provides that if the information required
in paragraph (b)(2), as well as in paragraph (b)(3) and (4), is not included, then
the information may be presumed to be both the maximum amount and the
longest [*23] deferral and installment periods allowed by the statute. Therefore,
the requirements of section 20.6166-1(b)(1)-(4), Estate Tax Regs., are satisfied.
However, the same cannot be said of the final two requirements of section
20.6166-1(b), Estate Tax Regs.
Section 20.6166-1(b)(5), Estate Tax Regs., requires enumeration of the
properties shown on the estate tax return that constitute the closely held business
interests. In the instant case, neither the June 18, 2007, letter nor the December
26, 2007, letter submitted by the estate indicating an intent to make a section
6166 election provided any specific information regarding the properties that
purportedly constituted closely held business interests. Indeed, the estate did not
provide this information to respondent until it filed its Form 706 on June 1,
2010.
Finally, section 20.6166-1(b)(6), Estate Tax Regs., requires a statement of the
facts that form the basis for the executor's conclusion that the estate qualifies for
the payment of the estate tax in installments. Because of the threshold
percentage qualification for section 6166 status, such facts must necessarily
include valuation information regarding the properties that purportedly
constitute closely held business interests. In the instant case, the estate's letters
accompanying its Forms 4768 provided nothing other than highly conclusory
statements lacking any detail. Granted, those letters did "estimate the tax to be
paid in installments [*24] pursuant to Section 6166 to be $10,000,000", but such
amount was merely an estimate of tax that did not speak to the value of the
properties that purportedly constituted closely held business interests.
***
Given the statement in the estate's letter dated June 18, 2007 (accompanying the
first Form 4868), that it intended to make a section 6166 election when it filed
its estate tax return, the estate must have had some reason to think that its
closely held business interests constituted at least 35% of its value. However,
merely telling respondent that the value of the closely held business interests
exceeds 35% of the adjusted gross value of the estate does not give respondent
sufficient [*25] information to determine whether such statement is accurate and
ultimately whether the estate is in fact entitled to make an election under section
6166.
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The Court suggests that even if the estate had substantially complied, it would have lost:
As previously stated, section 6166(d) provides that "[a]ny election under
subsection (a) shall be made not later than the time prescribed by section
6075(a) for filing the return of tax imposed by section 2001 (including
extensions thereof), and shall be made in such manner as the Secretary shall by
regulations prescribe." The time to make an election under section 6166 is
therefore fixed by statute. We are not at liberty to ignore the deadline that
Congress has clearly and unequivocally prescribed in section 6166(d), and any
modification to that deadline must be by legislative action and not by judicial
fiat. See J.E. Riley Inv. Co. v. Commissioner, 311 U.S. 55, 59 (1940); Prussner
v. United States, 896 F.2d 218, 222-223 (7th Cir. 1990); Dirks v. Commissioner,
T.C. Memo. 2004-138, 2004 WL 1277976, at *8-*9, aff'd, 154 Fed. Appx. 614
(9th Cir. 2005). Indeed, regarding filing deadlines, the Supreme Court has stated
that "deadlines, like statutes of limitations, [*26] necessarily operate harshly and
arbitrarily with respect to individuals who fall just on the other side of them, but
if the concept of a filing deadline is to have any content, the deadline must be
enforced." United States v. Locke, 471 U.S. 84, 100-101 (1985).10
The estate does not dispute the inviolability of the deadline specified by section
6166(d). Rather, as we understand its argument, the estate contends that in
evaluating whether it substantially complied with regulatory requirements, the
Court may consider events after the due date of the estate's Form 706, i.e.,
December 27, 2007, in deciding whether by that date the estate had substantially
complied with such requirements. Here we think the estate would point to its
history of making both interest payments and principal payments reflective of an
election under section 6166.
Taken to its logical end, the foregoing argument would eliminate from the Code
the statutory deadline expressed in section 6166(d). Suffice it to say that, as
previously discussed, the estate did not substantially comply with all regulatory
requirements until it filed its Form 706 on June 1, 2010, more than 29 months
after the due date (as extended) for such return. In short, the estate failed to
satisfy the statutory deadline.
S.

TAX ADMINISTRATION
1.

Closing Letters Must Be Requested. In order to save expense for the IRS, estate closing

letters are no longer automatic but can be requested four months after the filing of the estate tax return.
2.

Split-Gift Election.

PLR 201523003 deals with split gift elections and GST exemption

allocations where GRATs were created that poured into a Family Trust after the annuity period ended. The facts
presented were:
On Date 1 (during Year 1), Husband created Family Trust for the benefit of his
spouse (Wife) and their descendants. On Date 2 (during Year 1), Husband
transferred $a to Family Trust.
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Article 2, section 2.1 of Family Trust provides that the trustee may pay to or use
for the benefit of any one or more of Husband's descendants and the spouses of
his descendants so much or all of the income and principal of the trust in such
proportions as the trustee, in the trustee's discretion, determines to be required
for their respective support, health, and education. The independent trustee may
pay to or use for the benefit of any one or more of Wife, Husband's descendants,
and his descendant's spouses so much or all of the income and principal of the
trust in such proportions as the independent trustee, in the trustee's discretion,
determines to be desirable for their respective welfare and best interests. Any
income not so paid or used shall be added to principal.
On Date 1 (during Year 1), Husband created and funded Trust 1 and Trust 2 for
the benefit of Husband during the annuity periods. Trust 1 and Trust 2 were
grantor retained annuity trusts (GRATs). Trust 1's annuity term ended on Date 4
(during Year 2). Trust 2's annuity term ended on Date 8 (during Year 3). When
the annuity terms ended, the remaining principal of Trust 1 and Trust 2 became
payable to Family Trust. The end of the annuity terms represented the close of
the estate tax inclusion period (ETIP) for purposes of chapter 13.
Husband and Wife each filed a Year 1 Form 709, United States Gift (and
Generation-Skipping Transfer) Tax Return on Date 3. On each form, Husband
and Wife signified their consent to treat the Year 1 gifts to Family Trust, Trust
1, and Trust 2 as having been made one-half by each spouse under § 2513.
Husband and Wife each attached a statement to his and her Year 1 Form 709
electing out of the automatic allocation rules of § 2632(c) with respect to the $a
transfer to Family Trust. On each Year 1 Form 709, Husband and Wife each
affirmatively allocated his and her GST exemption to $b, a portion of the total
amount $a transferred to Family Trust. Husband and Wife did not allocate his or
her GST exemption to the remaining portion equal to $c that was transferred to
Family Trust. Husband and Wife did not allocate his or her GST exemption to
the transfers to Trust 1 or Trust 2 because Trust 1 and Trust 2 were subject to
ETIPs.
Husband filed a Year 2 Form 709 on Date 6 and, in an attachment, reported the
transfer of property from Trust 1 to Family Trust. Husband did not allocate his
GST exemption to this transfer. Wife did not file a Year 2 Form 709 and,
accordingly, did not allocate her GST exemption to any portion of the transfer of
property from Trust 1 to Family Trust.
On Date 5 (during Year 3), Husband created and funded Trust 3, a GRAT, for
the benefit of Husband during the annuity period. Trust 3's annuity term ended
on Date 10 (during Year 4). When the annuity term ended, the remaining
principal of Trust 3 became payable to Family Trust.
On Date 7 (during Year 3), Husband created and funded Trust 4, a GRAT, for
the benefit of Husband during the annuity period. Trust 4's an annuity term
ended on Date 11 (during Year 4). When the annuity term ended, the remaining
principal of Trust 4 became payable to Family Trust.
Husband and Wife each filed a Year 3 Form 709 on Date 9. On each form,
Husband and Wife signified their consent to treat the Year 3 gifts to Trust 3 and
Trust 4 as having been made one-half by each spouse under § 2513. Husband
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and Wife did not allocate his or her GST exemption to the transfers to Trust 3
and Trust 4 because both Trusts were subject to ETIPs. Husband and Wife
affirmatively allocated his and her GST exemption to one-half of the transfer of
property from Trust 2 to Family Trust. Further, in an attachment to the forms,
Husband and Wife reported that his and her GST exemption was automatically
allocated to one-half of the Year 2 transfer of property from Trust 1 to Family
Trust under § 2632(c).
Husband and Wife have not filed a Form 709 for Year 4 to report the transfer
from Trust 3 to Family Trust or the transfer from Trust 4 to Family Trust.
All years at issue are subsequent to August 5, 1997 and December 31, 2000. The
period of limitations under § 6501 has expired with respect to the Years 1 and 2
Forms 709. The period of limitations has not expired with respect to the Years 3
and 4 Forms 709.
With respect to the gift tax issues, the ruling states:
In this case, in Year 1, Husband transferred property to Family Trust, Trust 1,
and Trust 2. On their Year 1 Forms 709, Husband and Wife each elected gift
split treatment for those gifts. The property of Trust 1 and Trust 2 was
transferred to Family Trust at the end of the annuity terms of those trusts. Wife
is an income and principal beneficiary of Family Trust. Family Trust provides
that the independent trustee may pay to or use for the benefit of any one or more
of Wife, Husband's descendants, and his descendant's spouses so much or all of
the income and principal of the trust in such proportions as the independent
trustee, in the trustee's discretion, determines to be desirable for their respective
welfare and best interests. Wife's interests in the income and principal of Family
Trust are not susceptible of determination and, therefore, Wife's interests are not
severable from the interests that the other beneficiaries have in Family Trust.
See Rev. Rul. 56-439. However, under § 2504(c), the time for determining
whether gift split treatment is effective with respect to the Year 1 through Year 3
transfers of property to Family Trust has expired. Therefore, the gift split
treatment is irrevocable for purposes of the Year 1 transfer to Family Trust and
the Years 2 and 3 transfers of property from Trust 1 and Trust 2 to Family Trust.
In Year 3, on their Forms 709, Husband and Wife each elected gift split
treatment for the transfers to Trusts 3 and 4. Under § 25.2513-1(b)(4), the
election to split gifts is not effective. The period of limitations has not expired
for Year 3. Accordingly, Husband is not precluded under § 2504(c) from filing a
supplemental Year 3 Form 709 to report the Year 3 transfers to Trust 3 and
Trust 4 as being made solely by him.
There are two interesting reminders in this section of the ruling. One, that you cannot split a gift to
yourself, so if a donor is a beneficiary the interest must be severable otherwise split-gift treatment is not allowed.
Two, the Form 709 can be modified as long as the statute of limitations has not expired.

147

The ruling states as follows on the GST issues:
In this case, Family Trust is a GST Trust for purposes of § 2632(c). On the Year
1 Forms 709, Husband and Wife each attached a statement electing not to have
the automatic allocation rules under § 2632(c) apply with respect to the $a
transfer to Family Trust, as provided in § 2632(c)(5)(A). On the forms,
consistent with gift split treatment, Husband and Wife each affirmatively
allocated his and her GST exemption equal to $b to the transfer to Family Trust.
Husband and Wife did not allocate his or her GST exemption to an amount
equal to $c that was transferred to Family Trust. As discussed above, the transfer
to Family Trust did not qualify for gift split treatment because Wife's income
and principal interests in Family Trust are not susceptible to determination and,
therefore, her interests are not severable from the interests that the other
beneficiaries have in Family Trust. However, as stated above, under § 2504(c),
the time for determining whether gift split treatment is effective with respect to
the Year 1 through Year 3 transfers to Family Trust has expired. Therefore,
under § 2652(a)(2), Husband and Wife will be treated as the transferor of onehalf of the value of the entire property transferred to Family Trust in Years 1
through 3. Accordingly, Husband and Wife's allocations of his and her $b GST
exemption in Year 1 to the transfer to Family Trust are effective. We decline to
rule on whether 9100 relief is available to Husband and Wife to allocate his and
her GST exemption to $c. Further, we rule that the automatic allocation rules
under § 2632(c) applied to allocate Husband and Wife's GST exemption to onehalf of the transfer of property from Trust 1 to Family Trust in Year 2 at the
close of the ETIP. Finally, we rule that Husband's and Wife's affirmative
allocation of his and her GST exemption to one-half of the transfer of property
from Trust 2 to Family Trust in Year 3 at the close of the ETIP is effective for
purposes of chapter 13.
As discussed above, the statute of limitations under § 6501 has not expired with
regard to the Year 3 Forms 709. Assuming Husband files a supplemental Form
709 to report the Year 3 transfers to Trusts 3 and 4 as being made solely by him,
then Husband may file a Year 4 Form 709 to allocate his available GST
exemption to the Year 4 transfers from Trusts 3 and 4 to Family Trust at the
close of the ETIPs for those trusts.
3.

Priority Guidance Plan. The 2014-2015 Priority Guidance Plan of the IRS and Treasury

contains these items:
1.

Amendment to extend the effective date of final regulations under § 67 regarding

miscellaneous itemized deductions of a trust or estate. Final regulations were published on May 9, 2014.
2.

Final regulations under § 1014 regarding uniform basis of charitable remainder trusts.

Proposed regulations were published on January 17, 2014.
3.

Revenue Procedure under § 2010(c) regarding the validity of a QTIP election on an estate

tax return filed only to elect portability.
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4.

Final regulations under §§ 2010 and 2505 regarding portability of the deceased spousal

unused exclusion. Proposed and temporary regulations were published on June 18, 2012.
5.

Final regulations under § 2032(a) regarding imposition of restrictions on estate assets

during the six month alternate valuation period. Proposed regulations were published on November 18, 2011.
6.

Guidance under § 2053 regarding personal guarantees and the application of present

value concepts in determining the deductible amount of expenses and claims against the estate.
7.

Regulations under § 2642 regarding available GST exemption and the allocation of GST

exemption to a pour-over trust at the end of an ETIP.
8.

Final regulations under § 2642(g) regarding extensions of time to make allocations of the

generation-skipping transfer tax exemption. Proposed regulations were published on April 17, 2008.
9.

Regulations under § 2704 regarding restrictions on the liquidation of an interest in certain

corporations and partnerships.
10.

Guidance under § 2801 regarding the tax imposed on U.S. citizens and residents who

receive gifts or bequests from certain expatriates.
Regulations that would limit the effectiveness of so-called discount planning have been “under
consideration” for many years. Those regulations under section 2704(b)(4) are mentioned above as number 9. The
extent those potential regulations may reach is controversial in part because the legislative history to Chapter 14
indicates that lack of marketability and minority interests were not be limited, and that family businesses ought not
be treated differently than other businesses. In late April, 2015, Treasury personnel suggested mid-September as a
likely issue date for the proposed regulations. More recently that has been walked back but perhaps by the end of
2015 remains a reasonable date.
4.

Late Filing Penalties. In Estate of John R.H. Thouron et al. v. United States, (E.D.Pa. 2012),

the estate’s attorney advised the executor to file for an extension to file the Form 706 but not for an extension to pay
the tax until the 706 was filed even though only a portion of the anticipated tax due was filed with the extension to
file. The opinion states:
In this case the Estate asserts it has reasonable cause for paying the tax late
because it relied on the advice of its tax counsel, Smith. Specifically, Plaintiff
alleges Smith advised the Estate to file for an extension of time to file its tax
return and instructed the Estate to pay $6.5 million of the total tax liability owed.
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Smith also allegedly advised Taxpayer that it did not have to request an
extension of time to pay the tax due until it filed its return.
When the Court views the facts in the light most favorable to Plaintiff, it is clear
that Plaintiff's argument that the advice given by Smith regarding the statutory
deadline to pay the tax does not constitute reasonable cause. By Plaintiff's own
admission in its Memorandum, "Smith's advice regarding the deadline for
requesting additional time to pay tax ultimately proved to be erroneous. . . . [and
a]s a result, the Service imposed the penalty." (Doc. No. 23 at 5.) This Court
will follow the reasoning in Boyle and in Baccei. The penalty for failure to
timely pay a tax is clearly established in 26 U.S.C. § 6651. It is apparent both
from the language of the statute and the instructions on the form filed by
Taxpayer seeking additional time to file the tax return that the filing for an
extension of time to file a tax return does not relieve a taxpayer of the obligation
to file for an extension of time to pay a tax. Norris, as executor of the Estate,
was obligated to confirm basic statutory deadlines for either paying the estate
tax or requesting an extension of time to do so.
Congress intended to place the burden of prompt filing of tax returns and
payment squarely on executors of estates such as Norris, and not on employees
or agents of executors such as attorneys, such as Smith. While the retention of
Smith as a tax expert was a clear exercise of Norris' "ordinary business care and
prudence" under 26 C.F.R. § 301.6651-1(c)(1), reliance on an agent for
compliance with unambiguous deadlines does not constitute "reasonable cause"
for a late payment of a tax within the meaning of Section 6651(a)(2).
The Third Circuit vacated and remanded at Estate of John R.H. Thouron v. United States, No. 13-1603
(May 13, 2014) holding that it was possible for the estate to prove reasonable cause. The court adopted a less blunt
reading of Boyle. The court noted that Boyle was a late filing case, but held that there are three distinct categories
of late filing and late payment cases:
In the first category, a taxpayer relies on an agent for the ministerial task of
filing or paying. See Boyle, 469 U.S. at 249-50. In the second, "in reliance on
the advice of his [or her] accountant or attorney, the taxpayer files a return after
the actual due date but within the time the adviser erroneously told him [or her]
was available." Id. at 251 n.9. In the third, "an accountant or attorney advises a
taxpayer on a matter of tax law[.]" Id. at 251 (emphasis in original).
Boyle was in category one. With regard to the other categories, the court held
Boyle did not reach them:
It noted a split of authority as to the second category, citing, inter alia, our
decision in Sanderling, Inc. v. Commissioner, 571 F.2d 174, 178-79 (3d Cir.
1978), as among those holding that a taxpayer could show reasonable cause
where he or she filed (or paid) before what he or she was erroneously advised
was the deadline. Boyle, 469 U.S. at 251 n.9. The Court explicitly declined to
resolve this dispute. Id. ("We need not and do not address ourselves to this
issue.") . As to the third category, Boyle stated that "[t]his case is not one in
which a taxpayer has relied on the erroneous advice of counsel concerning a
question of law." Id. at 250. In such cases, "[c]ourts have frequently held that
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‘reasonable cause' is established when a taxpayer shows that he reasonably
relied on the advice of an accountant or attorney that it was unnecessary to file a
return, even when such advice turned out to have been mistaken." Id. (citing
cases). The Court identified our opinions in Hatfried, Inc. v. Commissioner, 162
F.2d 628, 633-35 (3d Cir. 1947), and Girard Investment Co. v. Commissioner,
122 F.2d 843, 848 (3d Cir. 1941), as among those so holding.
***
Therefore, we read Boyle as reaching only the first category of cases and
requiring only that reliance on another to perform the ministerial task of filing or
paying cannot be reasonable cause for failure to file or pay by the deadline. By
any account, much less interpreting the facts in the light most favorable to the
non-movant, that is not what occurred here. Hence we hold that a taxpayer's
reliance on the advice of a tax expert may be reasonable cause for failure to pay
by the deadline if the taxpayer can also show either an inability to pay or undue
hardship from paying at the deadline. Because there is at least a genuine dispute
of material fact as to whether that reliance occurred here, it remains for the
District Court, after further factfinding, to apply the law in light of this holding.
In Peter Knappe et al. v. United States, 713 F.3d 1164 (9th Cir. 2013), the accountant for the estate [Burns]
told the executor that extension to file the Form 706 had been extended one year when it was really extended six
months. This bad advice was not enough to avoid a penalty:
Knappe attempts to distinguish Baccei on the grounds that Burns gave him
erroneous advice about the extension he obtained, whereas the accountant in
Baccei failed to request an extension at all. The distinction is without a
difference. Both Knappe and Baccei instructed their respective agents to obtain
extensions of the filing and payment deadlines. Both cases involved expert
advice: both agents wrongly informed their principals that the filing and
payment deadlines had been extended to a particular date. And both agents
erred: Burns, because he misread the instructions and thought that the extension
to the filing deadline was twice as long as was actually granted; and the
accountant in Baccei, because he did not check the appropriate box and was
awarded no extension of the payment deadline at all. We see no reason why an
executor whose agent misinterpreted Form 4768's instructions should be entitled
to a refund, but an executor whose agent filled out Form 4768 improperly should
be denied one.
***
We conclude that the question of when a return is due -- even when an executor
has sought an extension -- is nonsubstantive. The deadlines here brook no
debate. It was clear from the face of Form 4768, from the corresponding
instructions, and from the governing statute that the maximum available
extension of the filing deadline was six months. Burns himself testified that the
deadline was "unambiguous." See Boyle, 469 U.S. at 251 ("[R]eliance cannot
function as a substitute for compliance with an unambiguous statute."). The
question of how long an extension was available was not a "debatable" one.
Baccei, 632 F.3d at 1148 n.3 (distinguishing cases that involved substantive

151

advice on debatable tax questions); cf. Comm'r v. Am. Ass'n of Eng'rs Emp't,
Inc., 204 F.2d 19, 20-21 (7th Cir. 1953) (excusing a company from a tax penalty
where the company relied on an attorney's substantive advice about whether the
organization was tax-exempt). For that reason, Knappe cannot show reasonable
cause to excuse his late filing.
The court also held that “reasonable cause” could be decided on summary judgment:
The Supreme Court has held that "[w]hether the elements that constitute
'reasonable cause' are present in a given situation is a question of fact, but what
elements must be present to constitute 'reasonable cause' is a question of law."
United States v. Boyle, 469 U.S. 241, 249 n.8 (1985). In this case, the parties do
not seriously disagree about the material facts. Knappe insists that factual
disputes remain regarding whether Knappe had knowledge of the correct filing
deadline and whether Burns advised him about it. Viewing the evidence in the
light most favorable to Knappe, however, we simply assume that he had no
actual or constructive knowledge of the correct filing deadline and that his
uncertainty was the product of Burns's bad advice. What remains is the
unambiguously legal question of whether Knappe's actions satisfy the minimum
elements of reasonable cause. See id.
The court conjured up various policy arguments for hammering the executor as well:
We acknowledge that the result today imposes a heavy burden on executors,
who will affirmatively have to ensure that their agents' interpretations of filing
and payment deadlines are accurate if they want to avoid penalties. This burden
is justified by the government's substantial interest in ensuring that returns are
timely filed. See Boyle, 469 U.S. at 249.
Moreover, any other result would reward collusion between culpable executors
and their agents. In cases like this one, lawyers and accountants would be
incentivized to claim that they gave erroneous advice to the executor whether or
not they did in fact. The agent who fell on his sword would risk nothing,
because the waiver of the penalty would leave the executor without damages.
Even in cases in which executors and their agents did not actively collude to
propound a contrived misrepresentation defense, negligent agents would be
unilaterally incentivized to persist in giving erroneous advice to their clients,
even if they realized their error. See Sarto v. United States, 563 F. Supp. 476,
478 (N.D. Cal. 1983) ("If a taxpayer who had been affirmatively misled by his
attorney regarding the date on which his return was due could escape liability
for a penalty while a taxpayer who was passively negligent could not, the
ultimate result would be that attorneys who had engaged in active deceit would
escape liability while attorneys who were merely guilty of neglect would not. . .
. [T]he statute should not be enforced so as to encourage attorneys who are
merely guilty of neglect to compound their error and further delay the filing of a
required return by engaging in active deceit of their clients.").
A case similar to Knappe but with a better result is American Contractors Indemnity Company v. United
States, 2014 WL 1218868 where the estate attorney told the executor that a return might or might now be due and he

152

would let her know if it were due. The court refused to grant summary judgment to the government because it might
have been reasonable for the executor to rely on whether, not when, a return would be due.
In Janice C. Specht v. United States, No. 1:13-cv-00705 (S.D. Ohio 2015), the taxpayer was unsuccessful
in obtaining a refund of late filing penalties despite the attorney for the estate having brain cancer and performing so
incompetently that her license was revoked. The opinion states:
Here, Mrs. Specht argues that she lacked the sophistication to single-handedly
complete and file the estate's federal tax return. However, there is no evidence to
suggest that she lacks the sophistication to understand the importance of the
estate tax deadline or to ensure that deadline was met. Mrs. Specht relied on an
agent to file tax returns and the agent failed to do so. However, as the Sixth
Circuit states, "[f]orgiveness of penalty assessments levied against taxpayers
who could exert greater controls and exercise greater levels of personal
responsibility would only encourage late filings and payments to the IRS."
Valen, 90 F.3d at 1194. The bright line rule articulated by the Supreme Court in
Boyle and by the Sixth Circuit in Valen Manufacturing makes clear that the
reasonable cause analysis looks at the party with ultimate responsibility for
satisfying the tax liabilities, not the actions or medical conditions of their agent.
While Plaintiff argues that the failure to meet the tax deadline resulted from
circumstances largely beyond her control, there is no evidence to support a
finding that she was an executor without the ability to control whether the
deadline was met.
Accordingly, even though Plaintiff hired counsel to handle the estate, reliance
on counsel cannot constitute reasonable cause for the late filing and payment of
taxes. Even if Backsman's medical condition led her to malpractice in the course
of representing the Estate, this did not render Mrs. Specht "disabled."
***
Mrs. Specht was aware that the Estate's federal tax return needed to be filed and
paid nine months after Ms. Escher's death on September 30, 2009; that the tax
liability was approximately $6,000,000; and that the Estate would need to sell its
UPS stock to cover the tax liability. Mrs. Specht further understood that the
September 30, 2009 deadline was important, and that missing the deadline
would result in consequences. In the months prior to the estate tax deadline,
Mrs. Specht received at least four notices from the probate court informing her
that the estate was missing probate deadlines. After the deadline, Mrs. Specht
received at least two additional noticed from the probate court warning that
Backsman had failed to file a first accounting of the Estate's assets; numerous
calls from the Rotterman family informing Specht that Backsman was
incompetent; two letters from the Ohio Department of Taxation informing
Specht that the state tax return was delinquent; and a warning from another
attorney -- whom she eventually hired to replace Backsman -- informing her that
she needed to hire another attorney.
Serving as the executor of a probate estate is clearly not an easy task, which is
why Mrs. Specht trusted an attorney to guide her through the process. While this
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Court finds it difficult to hold that Plaintiffs are ultimately responsible for Ms.
Backsman's malpractice, that is what binding precedent requires. Notably, in
light of Ms. Backman's malpractice, the State of Ohio refunded the late filing
and payment penalties for Ohio estate taxes without the Estate filing a refund
suit. (Doc. 16, Ex. 2 at ¶ 14). It is truly unfortunate that the United States did not
follow the State of Ohio's lead.
5.

Decedents Dying in 2010. In REG-107595-11 (May 11, 2015) the IRS published proposed

regulations on the application of section 1022, which applied only to decedent’s dying in 2010. The Explanation
states:
Generally, under section 1014(a), the basis of property in the hands of a person
acquiring the property from a decedent or to whom the property passed from a
decedent is the fair market value of the property at the date of the decedent's
death. However, if the decedent died in 2010 and the decedent's executor, as
defined in section 2203, makes the Section 1022 Election, then the basis of
property in the hands of a person acquiring the property from that decedent is
governed by section 1022 and not by section 1014.
Section 1022(a)(1) generally provides that property acquired from a decedent
(within the meaning of section 1022(e)) is treated as having been transferred by
gift. If the decedent's adjusted basis is less than or equal to the property's fair
market value (FMV) determined as of the decedent's date of death, the
recipient's basis is the adjusted basis of the decedent. If the decedent's adjusted
basis is greater than that FMV, the recipient's basis is limited to that FMV. See
section 1022(a)(2).
If the decedent's adjusted basis in the property is less than the property's FMV
on the decedent's date of death, sections 1022(b) and 1022(c) allow the executor
of a decedent's estate to allocate additional basis (Basis Increase) to certain
assets that both are owned by the decedent (within the meaning of section
1022(d)) at death and are acquired from the decedent (within the meaning of
section 1022(e)). However, the property's total basis may not exceed the
property's FMV on the date of death.
Although section 1022 was applicable only to decedents dying in calendar year
2010, basis determined pursuant to that section will continue to be relevant until
all of the property whose basis is determined under that section has been sold or
otherwise disposed of. Accordingly, the existing regulations need to be updated
to incorporate appropriate references to basis determined under section 1022.
The Explanation notes 25 regulations that have had references to section 1022 added.
6.

IRS Abuse of Process. In Estate of Martha E. Sanfilippo v. Commissioner, T.C. Memo. 2015-

15, a change of Settlement Officers created havoc for an estate, a result that the Tax Court overturned. The essence
of complicated facts was that the decedent died in 2004, paid some estate tax, went through an audit, and paid some
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additional tax. However, as of 2011 there was tax owing without liquidity to pay it, largely due to debt owed to the
estate by Garrett Rajkovich who had his own liquidity problems.
From August 17, 2011 until April 12, 2012 the estate dealt with Settlement Officer Alan Pobre (SO Pobre).
By April, 2012, the estate and SO Pobre had agreed on a cause of action to collect tax as various properties were
sold, however no settlement agreement had been completed before SO Pobre transferred out of the Appeals Office.
He was replaced by Settlement Officer Alan Owyang (SO Owyang).
Things immediately ran off the rails, as the opinions notes:
Because of the uncertainty surrounding what proceeds Mr. Rajkovich's sale of
his interests in the GMK Oakley properties might be expected to yield (SO
Pobre recorded in his case activity records his belief that the sale of these
interests could possibly yield up to three times as much as reflected in the
proposed OIC), SO Pobre determined that it would be appropriate to place the
estate's account in CNC status. Before this agreement was reduced to writing,
however, SO Pobre was transferred from the Appeals Office and the estate's
case was reassigned to SO Owyang, who complained to his manager that he was
inadequate for the task. This concern proved to be well founded.
Mr. Snyder promptly reiterated to SO Owyang the collection alternative that the
estate had previously proposed to SO Pobre, which depended largely on Mr.
Rajkovich's sale of the GMK Oakley properties. SO Owyang gave it no
meaningful consideration and showed little appreciation of the considerations
that had influenced SO Pobre's handling of the case up until that time. Instead,
SO Owyang became focused on the issue of whether $9.75 million of "asset
equity" had been "dissipated" from the estate through decedent's bequest to Mr.
Rajkovich of a 10% interest in the Hacienda shopping center property.
SO Owyang noted that the estate had valued its interest in the Hacienda
shopping center property at only $1,778,000 on its estate tax return, even though
Mr. Rajkovich and three other persons later used this interest as security to
obtain a $9,750,000 loan, shortly after the estate had transferred this interest to
Mr. Rajkovich. SO Owyang also noted that Mr. Rajkovich had reported on his
2006 and 2007 financial statements that his interest in the Hacienda shopping
center property was valued at $27,450,000 and $27,500,000 for 2006 and 2007,
respectively. The clear implication is that SO Owyang believed that the estate
had undervalued the Hacienda shopping center property interest on its estate tax
return and that the undervaluation led to dissipation of assets that should have
been available to pay estate tax.
SO Owyang's illogical analysis is based on a clearly erroneous view of law and
assessment of the facts. Most notably, SO Owyang's analysis overlooked that the
10% interest Mr. Rajkovich received from the estate represented only a small
fraction of his total interest in the Hacienda shopping center property. Mr.
Rajkovich held a 65.7% majority interest in the property before the estate
transferred the additional 10% interest to him. More fundamentally perhaps,
respondent had already examined the estate's return, which included the
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Hacienda shopping center interests that SO Owyang apparently believed the
estate had undervalued, and had found no fault with the valuation. As former SO
Pobre circumspectly put it in an email sent to SO Owyang, commenting on SO
Owyang's draft Appeals case memorandum the day before the notice of
determination was issued, he "would not want to second-guess" the valuation of
the estate's assets as determined by previous IRS audit of the estate's tax return.
In any event, SO Owyang's focus on the estate's valuation of these interests was
misplaced in a CDP proceeding in which the underlying liability was not at
issue.
***
SO Pobre had worked informally with the estate for several months in an
attempt to determine an appropriate collection alternative. The estate had
provided SO Pobre and SO Owyang substantially everything that was requested.
SO Owyang never communicated to the estate that he required a more specific
offer than the one SO Pobre had considered. And in considering what might
constitute a proper collection alternative, SO Owyang appeared to give no
meaningful consideration to the effect of the three-way security agreement
among the estate, Mr. Rajkovich, and the IRS -- an agreement that, as far as the
record reveals, still remains in place.
***
It is true, as respondent asserts, that an Appeals officer is under no duty to
negotiate indefinitely and does not necessarily abuse his or her discretion by
rejecting a collection alternative that is based on the possibility of the taxpayer's
selling his or her properties at some unspecified time in the future. See Kuretski
v. Commissioner, T.C. Memo. 2012-262, at *11,aff'd, 755 F.3d 929 (D.C. Cir.
2014); Vela v. Commissioner, T.C. Memo. 2010-100. But the Appeals officer is
under a duty to provide a fair hearing. SO Owyang's refusal to meaningfully
consider any collection alternative because of incorrect and illogical factual and
legal assumptions caused the estate to be denied a fair hearing.
We conclude and hold that SO Owyang abused his discretion in determining to
sustain the proposed levy. See Fargo v. Commissioner, 447 F.3d 706, 709 (9th
Cir. 2006) (noting the Commissioner abuses his discretion when his decision is
based on a "clearly erroneous assessment of the facts"), aff'g T.C. Memo. 200413; Antioco v. Commissioner, T.C. Memo. 2013-35, at *20-*22. Consequently,
we will remand this case for a supplemental Appeals Office hearing to consider
the estate's proposed collection alternatives. Upon remand, the Appeals Office
shall consider any new collection alternative that the estate may wish to propose,
taking into account any changed circumstances. See Eichler v. Commissioner,
143 T.C. __, __ (slip op. at 17) (July 23, 2014); Alessio Azzari, Inc. v.
Commissioner, 136 T.C. 178 (2011) (remanding collection case to Appeals
Office upon finding abuse of discretion).
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7.

No Ruling Positions. In Rev. Proc. 2015-3 the IRS provided issues on which it will not rule.

Among those are:
1. Section 170. -- Charitable, Etc., Contributions and Gifts. -- Whether a
charitable contribution deduction under § 170 is allowed for a transfer of an
interest in a limited partnership or a limited liability company taxed as a
partnership to an organization described in § 170(c).
Section 2055. -- Transfers for Public, Charitable, and Religious Uses. -Whether a charitable contribution deduction under § 2055 is allowed for the
transfer of an interest in a limited partnership or a limited liability company
taxed as a partnership to an organization described in § 2055(a).
Section 2522. -- Charitable and Similar Gifts. -- Whether a charitable
contribution deduction under § 2522 is allowable for a transfer of an interest in a
limited partnership or a limited liability company taxed as a partnership to an
organization described in § 2522(a).
2. Sections 507, 664, 4941, and 4945. -- Termination of Private Foundation
Status; Charitable Remainder Trusts; Taxes on Self-Dealing; Taxes on Taxable
Expenditures. -- Issues pertaining to the tax consequences of the termination of a
charitable remainder trust (as defined in § 664) before the end of the trust term
as defined in the trust's governing instrument in a transaction in which the trust
beneficiaries receive their actuarial shares of the value of the trust assets.
3. Section 642(c). -- Deduction for Amounts Paid or Permanently Set Aside for
a Charitable Purpose. -- Allowance of an unlimited deduction for amounts set
aside by a trust or estate for charitable purposes when there is a possibility that
the corpus of the trust or estate may be invaded.
4. Section 641. -- Imposition of Tax. -- Whether the period of administration or
settlement of an estate or a trust (other than a trust described in § 664) is
reasonable or unduly prolonged.
Section 664. -- Charitable Remainder Trusts. -- Whether the settlement of a
charitable remainder trust upon the termination of the noncharitable interest is
made within a reasonable period of time.
5. Section 671. -- Trust Income, Deductions, and Credits Attributable to
Grantors and Others as Substantial Owners. -- Whether the grantor will be
considered the owner of any portion of a trust when (i) substantially all of the
trust corpus consists or will consist of insurance policies on the life of the
grantor or the grantor's spouse, (ii) the trustee or any other person has a power to
apply the trust's income or corpus to the payment of premiums on policies of
insurance on the life of the grantor or the grantor's spouse, (iii) the trustee or any
other person has a power to use the trust's assets to make loans to the grantor's
estate or to purchase assets from the grantor's estate, and (iv) there is a right or
power in any person that would cause the grantor to be treated as the owner of
all or a portion of the trust under §§ 673 to 677.
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6. Section 1001. -- Determination of Amount of and Recognition of Gain or
Loss. -- Whether the termination of a charitable remainder trust before the end
of the trust term as defined in the trust's governing instrument, in a transaction in
which the trust beneficiaries receive their actuarial shares of the value of the
trust assets, is treated as a sale or other disposition by the beneficiaries of their
interests in the trust.
7. Section 4941. -- Taxes on Self- Dealing. -- Whether transactions during the
administration of an estate or trust meet the requirements of the exception to §
4941 set forth in § 53.4941(d)-1(b)(3) of the Private Foundation Excise Tax
Regulations, in cases in which a disqualified person issues a promissory note in
exchange for property of an estate or trust.
In addition, rulings will “not ordinarily” be issued on the issues below. “Not ordinarily” means that unique
and compelling reasons must be demonstrated in order for a ruling to be issued.
1. Section 678. -- Person Other than Grantor Treated as Substantial Owner. -Whether a person will be treated as the owner of any portion of a trust over
which that person has a power to withdraw the trust property (or had such power
prior to a release or modification, but retains other powers which would cause
that person to be the owner of the trust under § 671 if the person were the
grantor), other than a power which would constitute a general power of
appointment within the meaning of § 2041, if the trust purchases the property
from that person with a note and the value of the assets with which the trust was
funded by the grantor is nominal compared to the value of the property
purchased.
2. Sections 2035, 2036, 2037, 2038, and 2042. -- Adjustments for Certain Gifts
Made Within Three Years of Decedent's Death; Transfers with Retained Life
Estate; Transfers Taking Effect at Death; Revocable Transfers; Proceeds of Life
Insurance. -- Whether trust assets are includible in a trust beneficiary's gross
estate under § 2035, 2036, 2037, 2038, or 2042 if the beneficiary sells property
(including insurance policies) to the trust or dies within 3 years of selling such
property to the trust, and (i) the beneficiary has a power to withdraw the trust
property (or had such power prior to a release or modification, but retains other
powers which would cause that person to be the owner if the person were the
grantor), other than a power which would constitute a general power of
appointment within the meaning of § 2041, (ii) the trust purchases the property
with a note, and (iii) the value of the assets with which the trust was funded by
the grantor is nominal compared to the value of the property purchased.
3. Section 2501. -- Imposition of Tax. -- Whether the sale of property (including
insurance policies) to a trust by a trust beneficiary will be treated as a gift for
purposes of § 2501 if (i) the beneficiary has a power to withdraw the trust
property (or had such power prior to a release or modification, but retains other
powers which would cause that person to be the owner if the person were the
grantor), other than a power which would constitute a general power of
appointment within the meaning of § 2041, (ii) the trust purchases the property
with a note, and (iii) the value of the assets with which the trust was funded by
the grantor is nominal compared to the value of the property purchased.
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4. Section 2503. -- Taxable Gifts. -- Whether the transfer of property to a trust
will be a gift of a present interest in property when (i) the trust corpus consists or
will consist substantially of insurance policies on the life of the grantor or the
grantor's spouse, (ii) the trustee or any other person has a power to apply the
trust's income or corpus to the payment of premiums on policies of insurance on
the life of the grantor or the grantor's spouse, (iii) the trustee or any other person
has a power to use the trust's assets to make loans to the grantor's estate or to
purchase assets from the grantor's estate, (iv) the trust beneficiaries have the
power to withdraw, on demand, any additional transfers made to the trust, and
(v) there is a right or power in any person that would cause the grantor to be
treated as the owner of all or a portion of the trust under §§ 673 to 677.
5. Section 2514. -- Powers of Appointment. -- If the beneficiaries of a trust
permit a power of withdrawal to lapse, whether § 2514(e) will be applicable to
each beneficiary in regard to the power when (i) the trust corpus consists or will
consist substantially of insurance policies on the life of the grantor or the
grantor's spouse, (ii) the trustee or any other person has a power to apply the
trust's income or corpus to the payment of premiums on policies of insurance on
the life of the grantor or the grantor's spouse, (iii) the trustee or any other person
has a power to use the trust's assets to make loans to the grantor's estate or to
purchase assets from the grantor's estate, (iv) the trust beneficiaries have the
power to withdraw, on demand, any additional transfers made to the trust, and
(v) there is a right or power in any person that would cause the grantor to be
treated as the owner of all or a portion of the trust under §§ 673 to 677.
6. Section 2702. -- Special Valuation Rules in Case of Transfers of Interests in
Trusts. -- Whether the sale of property (including insurance policies) to a trust
by a trust beneficiary is subject to § 2702 if (i) the beneficiary has a power to
withdraw the trust property (or had such power prior to a release or
modification, but retains other powers which would cause that person to be the
owner if the person were the grantor), other than a power which would
constitute a general power of appointment within the meaning of § 2041, (ii) the
trust purchases the property with a note, and (iii) the value of the assets with
which the trust was funded by the grantor is nominal compared to the value of
the property purchased.
Finally, rulings related to private trust companies or decanting will not be issued until the IRS resolves the
issue through publication of a revenue ruling, revenue procedure, or regulations.
8.

Maximum Amount of Gift Donee Liability Capped at Amount of the Gift. United States v.

Elaine T. Marshall et al., 798 F.3d 296 (5th Cir. 2015), involved complicated facts. An important holding is that the
donee of a gift will not owe more in gift tax plus interest than the amount of the gift itself. In pertinent part, the
opinion states:
The question is the meaning of the phrase in § 6324(b) which provides that "[i]f
the tax is not paid when due, the donee of any gift shall be personally liable to
the extent of the value of such gift."16 The natural reading of this sentence is that
a donee's personal liability is capped at the amount of the gift.

159

The word "tax" is used three times in the text of § 6324(b), and the Government
does not dispute that in each instance, the reference to "tax" includes interest.
Section 6324(b) provides that "such tax" (meaning the gift tax and interest),
"shall be a lien upon all gifts made during the period for which the return was
filed," and "[i]f the tax [meaning the tax and interest] is not paid when due, the
donee of any gift shall be personally liable for such tax [including interest] to the
extent of the value of such gift."17 Accordingly, if "the tax," which includes
interest, is not paid, the donee of any gift is personally liable for "such tax,"
again meaning the gift tax and interest, but only "to the extent of the value of
such gift."18
As an example, if a gift of $10,000 was made, and the unpaid tax on that gift
was $5,000, "such tax" would refer to the $5,000 tax and interest that began
accruing as of the time the gift tax was unpaid. Let us assume that at the time
that the Government demanded that the donee pay the gift tax, interest in the
amount of $1,000 had accrued. The donee would be liable for the $5,000 plus
$1,000 of interest. Let us further assume that the donee did not pay until interest
in the amount of $4,000 had accrued. The Government could collect this interest
when the donee failed to fulfill his or her obligation to pay, but only "to the
extent of the value of such gift." Since $9,000 is less than the $10,000 value of
the gift, the donee would be personally liable for the interest. But once the
interest reached $5,000, the donee would not be personally liable for further
interest because § 6324(b) limits the donee's personal liability to $10,000 in this
example.
The Government asserts that our interpretation of § 6324(b) creates a "perverse
incentive, due to the time-value of money, for donees to avoid paying their
liability for as long as possible."19 But donees do have an incentive to pay the
gift tax in order to stop the accrual of interest. The sooner that a donee pays the
gift tax, the less interest that will be owed, at least until the initial tax plus
accrued interest equals the value of the gift to the donee. However, once the
combined amount of the gift tax unpaid on the due date and accrued interest
equals the value of the gift to the donee, the donee's liability is capped at "the
value of [the] gift" to the donee.20
The Government contends that the Marshalls' liability for interest above and
beyond the value of the gifts is supported by 26 U.S.C. §§ 6601 and 6901.21
Section 6901(a) provides that the amounts of a donee's liability relating to gift
taxes are to "be assessed, paid, and collected in the same manner and subject to
the same provisions and limitations as in the case of the taxes with respect to
which the liabilities were incurred."22 The Supreme Court has explained, while
addressing a predecessor to § 6901,23 that § 6901 is a procedural provision
"merely . . . by which the Government may collect taxes."24 It does not create
any substantive liability.25 Accordingly, the procedural method of collection
authorized by § 6901 does not inform our determination of the extent of the
Marshalls' donee liability.
Section 6601(a) provides that if a tax is not paid on or before the last date for
payment, then interest must be paid on that amount from the last date prescribed
for payment until the date paid.26 The statute denotes that this is the "[g]eneral
rule."27 To the extent § 6601's general rule is in conflict with the liability cap
created by § 6324(b), we apply § 6324(b) because "it is familiar law that a
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specific statute controls over a general one."28 We also heed the "longstanding
canon of construction" that if "the words of a tax statute are doubtful, the doubt
must be resolved against the government and in favor of the taxpayer."29
Our interpretation of § 6324(b) is in accord with the Third Circuit's decision in
Poinier v. Commissioner.30 The Third Circuit held that a donee's liability under §
6324(b) is limited to the value of the gift to the donee.31 Similarly, the Eighth
Circuit has held that "a transferee's personal liability [for unpaid estate tax], is
limited [by § 6324(a)(2)] 'to the extent of the value at the time of decedent's
death' of the property actually transferred."32 The Eleventh Circuit, however,
construing § 6324(a), pertaining to a transferee's liability for estate tax, has
disagreed with the Third and Eighth Circuits.33 The Commissioner argued in
each of those three cases that the liability of a donee for gift tax or a transferee
for estate tax and accrued interest is not a gift tax or an estate tax but instead is
purely a personal liability under § 6324.34 Only the Eleventh Circuit agreed,
holding that "the obligation imposed by section 6324(a)(2) is a nontax
liability."35
The Government similarly argues in the present case that "the limitation
imposed by I.R.C. § 6324(b) applies only to interest that accrued on the
underlying gift tax liability; that the limit does not apply to the interest accruing
on the donee's personal liability under I.R.C. § 6324(b)."36 The dichotomy that
the Government draws between a donee's liability for gift tax and that donee's
personal liability is patently contradicted by the text of § 6324(b). A donee's
personal liability under § 6324(b) is anchored solely to, and is referable only to,
the unpaid gift tax and interest thereon. The donee's personal liability is plainly
denominated as liability for gift tax. Section 6324(b) says that "such tax,"
referring to "the gift tax imposed by chapter 12," "shall be a lien upon all gifts
made" and that "[i]f the tax [meaning the gift tax] is not paid when due, the
donee of any gift shall be personally liable for such tax [again, the gift tax
imposed by chapter 12] to the extent of the value of suchgift."37 A donee is
"personally liable" only for "such tax" -- the gift tax and accrued interest -- "to
the extent of the value of such gift." The statute's text does not support the
Government's position.38
III
The dissenting opinion would hold that §§ 6601 and 6901 displace the express
liability cap in § 6324(b).39 The dissent acknowledges the Supreme Court's
interpretation of § 6901 and recognizes that "the donee's personal liability that
incurs interest must come from a statute other than § 6901."40 But the dissent
then engages in circular reasoning, concluding that because "[s]ection 6901
explains that transferee liability imposed under § 6324(b) is 'subject to the same
provisions' as the underlying gift tax," all interest imposed by § 6601 is owed by
a donee, notwithstanding the express limitation in § 6324(b).41 The dissent says,
"read together, these sections [6601 and 6901] explain that the donee's personal,
independent liability for the unpaid gift tax is subject to the interest provisions
of § 6601."42 But, as explained above, the Supreme Court has held that § 6901
does not create any substantive rights and is procedural only.
The dissent also unnecessarily engages in an analysis of the legislative history of
§ 6901.43 In addition to the fact that § 6901 creates no substantive liability, §
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6324(b)'s limitation is clear on its face, and there is no reason to consider §
6901's legislative history.44 Reliance on legislative history is suspect even if a tax
statute is ambiguous because, as noted above, there is a "longstanding canon of
construction" that if "the words of a tax statute are doubtful, the doubt must be
resolved against the government and in favor of the taxpayer."45
The dissent's conclusions drawn from the legislative history of § 6901, a
procedural statute, are tenuous, at best.46 Attempts to discern congressional
intent based on scant legislative history are more likely to result in the
effectuation of a court's policy preferences than those of Congress.47
The dissent notes that after the Third Circuit decided Poinier,48 "Congress
repealed § 6601(f)(2), and there is no longer a specific prohibition on collecting
interest on the interest assessed under § 6601."49 While the Poinier decision did
discuss former § 6601(f)(2), that provision was not the sole basis for its
holding.50 The Third Circuit held that the "limitation on donee liability is both
consistent with the plain language of section 6324(b) and sensible."51 The court
also rejected the Government's argument that a transferee has an independent
liability for interest that is separate and distinct from the gift tax liability.52 The
Third Circuit stated in Poinier:
The Commissioner's position, accepted by the Tax Court, is that there
is an entirely independent liability for interest, placed directly on the
transferee, which arises at the time of service of a notice of transferee
liability. That is not an easy argument to articulate, for unlike the donee
liability provision in section 6324(b), the Commissioner can point to no
specific code provision imposing such an independent liability on a
transferee.53
Similarly, in the present case, the Government cannot point to a "specific code
provision imposing . . . an independent liability on a transferee" other than §
6324(b).
9.

Inadequate Disclosure Doesn’t Start the Gift Tax Statute of Limitations. In Field Attorney

Advice 20152201F the IRS discussed that a gift tax return that does not meet the disclosure requirements of section
6501(c)(9) does not start the statute of limitations running. In the FAA the problem was a lack of explanation for
the valuation of certain partnerships. The FAA states:
The description in the return of the method used to determine the fair market
value of Donor's gifts appears in the "Valuation of gifts" statement, which states:
Partnership interests were given in * * * (Taxpayer ID: * * *) and in *
* * (Taxpayer ID: * * * [)]. The assets of the partnership were primarily
farm land. The land was independently appraised by a certified
appraiser. Discounts of * * *% were taken for minority interests, lack
of marketability, etc[.], to obtain a fair market value of the gift.
This valuation description does not include "a detailed description of the method
used to determine the fair market value of the property transferred, including
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any financial data . . . utilized in determining the value of the interests." §
301.6501-1(f)(2)(iv). This description recites that Donor had the land appraised,
not that he had the partnership or the donated partnership interest appraised. The
description does not identify "any restrictions on the transferred property that
were considered in determining the fair market value". Id.
This description further suggests (by asserting that the assets are primarily farm
land and that the land was appraised) that * * * and * * * are properly valued
based upon the net value of their assets. Id. If that is the case, the return's
valuation description is not "detailed" as required by the regulation. There is no
financial data (e.g., actual land values) used in determining the value of the gifts.
Id. There is no explanation of the method (e.g., comparable sales) used to
determine the value nor any explanation of either how the * * *% discount
breaks down between different discount types or the basis for the discounts
taken. The "etc" in the return's description suggests that unlisted discounts were
applied to the gifts. Id. There is also no statement regarding the 100 percent
value of either * * * or * * *, even though both entities appear to be valued
based upon their net assets.
Donor's return arguably identifies the * * * partnership (because the complete
EIN will lead to the unabbreviated partnership name), but it does not adequately
identify the * * * * * partnership, and it fails to describe adequately the method
used to determine the interests' fair market values. Thus, the statute of
limitations exception in I.R.C. § 6501(c)(9) applies to assessing gift tax based
upon the * * * Form 709. The Service may assess such tax at any time.
The estate tax attorney examining this gift tax return and Donor's estate tax
return expects to receive an independent analysis of the value of the farmland
and the partnership interests by the end of March. * * *.
The three-year assessment statute of limitations remains open only through April
15, * * *. The estate has already asserted its position that disclosure was
adequate, and it has refused to extend the assessment period of limitations. If the
Service issues a notice after April 15, * * *, it will bear the burden of proving
that an exception to the three-year statute of limitations applies. See Harlan v.
Commissioner, 116 T.C. 31, 39 (2001) (citing Reis v. Commissioner, 142 F.2d
900 (6th Cir. 1944), aff'g 1 T.C. 9 (1942)). * * *.
T.

MISCELLANEOUS
1.

Decanting. The ability of a trustee to distribute assets to a new trust having the same, or

essentially the same, beneficiaries as an existing trust, with or without court or beneficiary approval has come to be
called “decanting”. A power of appointment is held in a non-fiduciary capacity, typically by a beneficiary, as
opposed to a power to decant which is held by a trustee in a fiduciary capacity. The Uniform Law Commission
(www.nccusl.org) is currently working on a uniform decanting act.
In Notice 2011-101 Treasury and the IRS requested help in thinking about decanting. Specifically, thirteen
issues were identified:
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1.
2.
3.

4.

5.

6.

7.
8.
9.
10.
11.
12.

13.

A beneficiary’s right to or interest in trust principal or income is
changed (including the right or interest of a charitable beneficiary);
Trust principal and/or income may be used to benefit new (additional)
beneficiaries;
A beneficial interest (including any power to appoint income or corpus,
whether general or limited, or other power) is added, deleted, or
changed;
The transfer takes place from a trust treated as partially or wholly
owned by a person under §§ 671 through 678 of the Internal Revenue
Code (a “grantor trust”) to one which is not a grantor trust, or vice
versa;
The situs or governing law of the Receiving Trust differs from that of
the Distributing Trust, resulting in a termination date of the Receiving
Trust that is subsequent to the termination date of the Distributing
Trust;
A court order and/or approval of the state Attorney General is required
for the transfer by the terms of the Distributing Trust and/or applicable
law;
The beneficiaries are required to consent to the transfer by the terms of
the Distributing Trust and/or applicable local law;
The beneficiaries are not required to consent to the transfer by the
terms of the Distributing Trust and/or applicable local law;
Consent of the beneficiaries and/or a court order (or approval of the
state Attorney General) is not required but is obtained;
The effect of state law or the silence of state law on any of the above
scenarios;
A change in the identity of a donor or transferor for gift and/or GST tax
purposes;
The Distributing Trust is exempt from GST tax under § 26.2601-1, has
an inclusion ratio of zero under § 2632, or is exempt from GST under §
2663; and
None of the changes described above are made, but a future power to
make any such changes is created.

In Morse v. Kraft, 2013 Mass. LEXIS 629 (2013), Massachusetts followed the Phipps case and recognizes
trustee’s power to decant trust under broad discretionary distribution power.
Robert Kraft executed an irrevocable trust agreement in 1982 that created separate trusts for his sons during
their lifetimes, with each son’s children as remainder beneficiaries. At the time, the sons were minors and the trust
terms prohibited the sons from participating in distributions decisions. The trust terms permitted distributions to or
for the benefit of the sons at the discretionary of an independent trustee, and without order or license of any court.
Richard Morse served as independent trustee of the trusts since inception.
As the trustee reached 81 years old and neared retirement, he petitioned the Massachusetts Supreme Court
for a determination of whether his distribution powers allowed him to decant the trusts into newly created trusts.
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The new trusts had the same beneficiaries of the original trusts, but each of the sons (who were then in their 40s and
financially capable) would be permitted to serve as trustee of his respective trust. The trustee was not willing to
decant the trusts without a determination of the authority to do so without court approval out of concerns about
losing the GST exempt status of the trusts.
The case was referred to the full Massachusetts Supreme Court, with all parties consenting to the petition
other than the Internal Revenue Service, which did not participate in the proceedings. The settlor, the drafting
attorney, and the trustee submitted affidavits in support of the petition.
The Massachusetts Supreme Court held that the trustee had the power to decant the trusts into new trusts on
the grounds that: (a) following the reasoning of Phipps v. Palm Beach Trust Co., 142 Fla. 782 (1940), the trust
terms allowing the trustee broad discretion to distribute assets to or for the benefit of the beneficiary, without court
approval, evidence the settlor’s intent that the trustee could distribute assets in further trust without court approval;
(b) because of the trend toward state legislatures passing decanting statutes, it is not proper to recognize an inherent
power in a trustee to decant regardless of the terms of the trust instrument, and the court will consider the issue on a
case by case basis in the absence of a state statute; (c) in light of the increasing awareness of the benefits of
including a decanting provision in a trust instrument itself, the court will consider in the future whether the failure to
include this power in the trust terms suggests an intent to preclude decanting; and (d) waiver of a guardian ad litem,
and the use of virtual representation to bind minor and unborn beneficiaries, is proper in this case as there are no
conflicts of interest because the interests of the beneficiaries are not changed in the new trusts.
Applying Massachusetts law in Ferri v. Powell-Ferri, 2013 Conn. Super. LEXIS 1938 (2013), the court
invalidated decanting of trust to take away vested rights over trust assets and thereby protect trust assets from claims
of divorcing spouse, where trust terms did not grant trustee absolute discretion over trust distribution and beneficiary
had right to withdraw trust assets upon reaching certain ages.
Connecticut divorce proceedings between Paul Ferri and Nancy Powell-Ferri were commenced in 2010. At
that time, Paul was the beneficiary of a Massachusetts trust created by his father. The trust terms granted Paul a
right to withdraw portions of the trust principal upon reaching certain ages, and at the time of the divorce
proceedings could withdraw 75% of the trust principal. The trust terms also permitted the trustees to pay trust
income or principal for Paul’s benefit, or “segregate irrevocably for later payment to Paul”.
In 2011, the trustees decanted the trust assets into a new trust that did not grant Paul withdrawal rights. In
the divorce proceedings, Nancy sought to invalidate the decanting and have the trust assets over which Paul had a
withdrawal right included as marital property subject to division in the divorce. Nancy also filed a counterclaim
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against the trustee for intentional interference with an equitable interest, and asked the court to recognize this new
tort. The parties moved for summary judgment, and the trustees moved to strike the tort claim.
The court, applying Massachusetts trust law (and decided after Morse v. Kraft), invalidate the decanting on
the grounds that: (1) the court will not consider the affidavit of the settlor, and will construe the trust on its terms;
(2) because Paul had vested rights over the trust assets, the trust assets are marital property under Connecticut law
and Nancy had standing to bring her claims; (3) the decanting occurred after Paul obtained an absolute right to the
trust assets; (4) the trust terms that allow the trustee to segregate assets for Paul does not amount to the level of
“absolute and uncontrolled discretion” required to recognizes the power to decant; (4) the fact that Paul had not
asked for the trust principal does not affect his uncontrolled right to the assets; (5) the decanting frustrated Paul’s
rights and cannot stand; and (6) the settlor could have granted the trustees broad rights that would permit decanting,
but chose not to do so, and therefore the trustees decanted without authority. The remedy to Nancy will be
determined at a later hearing.
The court refused (albeit narrowly) to recognize the new tort of intentional interference with an equitable
interest on the grounds that: (1) the fiduciary, financial, and close nature of a marriage relationship is of the type to
which the tort of intentional interference with business expectancy should apply; (2) the public policy of
Connecticut supports such a cause of action, and injured spouses should have a remedy in these circumstances; (3)
however, because damages cannot be calculated or quantified in this case, the court should not recognize this new
tort in this case; (4) while the time for this tort may have come, it is not necessarily under the facts of this case.
In Matter of Schreiber, N.Y. Surrogate’s Court, No. 2012-369907 (Nassau County), the court approved
decanting to create supplemental needs trust for disabled beneficiary over objections of the New York Attorney
General.
In 1992, Moses Ratowsky created a trust for his 19-month old grandson Daniel. The trust terms provided
for wholly discretionary distributions until age 21, and thereafter for mandatory income distributions to Daniel along
with Daniel’s right to withdraw the entire trust principal. After the trust was created, Daniel developed several
disabilities and became the recipient of Medicaid and SSI benefits.
On May 1, 2012, the trustees decanted the trust assets into a new 3rd party supplemental needs trust that
would avoid disqualifying Daniel from receiving Medicaid and SSI benefits. Under the state statute, the decanting
would ordinarily become effective 30 days later (May 31, 2012), which would be after Daniel’s turning age 21 on
May 7, 2012. However, the trust terms permitted Daniel’s father to consent to the decanting on his behalf so that the
decanting could become effective immediately, thereby shortening the 30-day effective period in the statute.
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One of the trustees petitioned to have the court approve the decanting. The guardian ad litem approved.
The New York Attorney General objected on behalf of the state’s Medicaid program administrator.
The court approved the decanting and rejected the Attorney General’s objections on the grounds that: (1)
the trustee was authorized to decant because the trustee was not the settlor or a beneficiary of the trust; (2) the
decanting occurred and was effective (as a result of the trust provision allowing the father to approve the immediate
decanting) before Daniel’s 21st birthday and before he obtained vested rights in the trust, and therefore the new trust
is not a self-settled trust; and (3) as a third-party supplemental needs trust, the new trust terms are not required to
have a “payback provision”.
In re Kroll, 41 Misc. 3d 954 (Sept. 30, 2013), Trustee and Guardians of incapacitated special needs adult
beneficiary allowed to decant trust into third party special needs trust on behalf of beneficiary.
Beneficiary’s grandfather established trust when beneficiary was 19 months old and prior to knowledge of
beneficiary’s condition. Original trust terms required discretionary principal and income until beneficiary is age 21,
then mandatory income at 21 as well as the right to withdraw trust assets, and mandatory principal distributions at
25, 30 and 35. The change in the trust terms at age 21 would disqualify beneficiary for Medicaid and SSI benefits
that he currently receives.
Shortly before the beneficiary’s 21st birthday, the non-parent Co-Trustee filed the petition to decant the
trust into a special needs trust, and the non-Trustee parent consented to the decant on behalf of beneficiary.
Attorney General objected to the petition because it was not made by an “authorized trustee” and that the new trust
is a first party self-settled trust requiring a payback provision.
The court determined “any trustee is an ‘authorized trustee’ except for a trustee who is also either the
creator of the trust or a beneficiary [to whom income or principal must be paid currently o in the future or who is or
will become eligible to receive a distribution of income or principal in the discretion of the trustee].”
Because the trust instrument provided that “a parent or guardian who was not also a trustee shall . . . have
authority to act for the beneficiary” the court held the consent executed by the beneficiary’s non-Trustee parent was
“effective to shorten the otherwise-applicable 30-day period” and therefore the effective date of the decant and
transfer of assets occurred before the beneficiary reached age 21. Because prior to age 21 the beneficiary did not
have a right to trust assets the new trust is a third party trust instead of a first party trust and no payback provision is
required.
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Prior to amendments taking effect on August 17, 2011, decanting was more limited under New York law
than afterwards. Two decantings that occurred just prior to the new statute was at issue in Matter of Johnson, 2015
NY Slip Op 30017 (January 13, 2015).
In a 1985 trust for Katherine Johnson, the trustee had sole discretion to make principal distribution when
the beneficiary was 25 years old and older and the trust terminated at age 35. The amendment was described by the
court:
Thus, under the appointed trust instrument: (1) the trust does not terminate upon
petitioner's attaining the age of 35 but instead continues for petitioner's lifetime,
(2) petitioner's issue, if any, have no beneficial interest in the trust before it
terminates, (3) the class of permissible appointees of the trust remainder consists
not of the issue of petitioner's mother, if any, and, if none, anyone other than
petitioner, her estate, her creditors, or the creditors of her estate, but, instead,
consists of the issue of petitioner's father,[FN5] and (4) the remainder
beneficiaries, in the event petitioner did not effectively exercise her power to
appoint the trust remainder, would not be the same ( e.g. the ultimate contingent
beneficiary of the 1985 trust was the New York City Ballet, Inc., but the
ultimate contingent beneficiaries of the appointed trust would be those persons
who would qualify as the intestate distributees of petitioner's father, if he were to
die on the same date as petitioner, intestate, unmarried, and a resident of New
York State - a class of people that, in theory, could consist of collateral relatives
of Michael L. Johnson, persons who have no interest under the 1985 trust
instrument).
The court had no difficulty concluding that the trustee, Mr. Lowenfish, violated the original New York
statute:
Thus, legislative history demonstrates that, under the 2011 amendment: (1) a
trustee's authority was expanded and liberalized to give the trustee more
flexibility than the trustee had had under the 2001 amendment; and (2) the class
of successor and remainder beneficiaries of an appointed trust could be narrower
than the class of successor and remainder beneficiaries of the invaded trust but
could not be broader. Implicit in such expression of legislative intent is: under
the 2001 amendment, a trustee would not have had the authority to decant a trust
in such a way as to broaden the class of successor and remainder beneficiaries.
Here, Mr. Lowenfish did just that: the class of remainder beneficiaries of the
appointed trust - both the permissible appointees and the takers in default of an
effective exercise of the power of appointment - is broader than the class of
remainder beneficiaries of the 1985 trust. Therefore, the July 25, 2011 decanting
of the 1985 trust into the appointed trust was not in accordance with the statute
in existence at that time and is invalid.[FN9]
The result in a 1997 trust was the same:
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Under the terms of the 1997 instrument, the class of permissible appointees of
the trust remainder consisted of petitioner's spouse and issue. By contrast, under
the terms of the instrument of the appointed trust, the class of permissible
appointees consisted of the issue of petitioner's father. Thus, except to the extent
petitioner's spouse is excluded, the class of permissible appointees under the
appointed instrument is broader than that under the 1997 instrument.
Accordingly, for the reason stated hereinbefore, the decanting of the 1997 trust
violated the version of EPTL § 10-6.6 (b) (1) in effect as of July 25, 2011.
Could the trustee try again now under the new statute? Would a court find answers in such action?
In Harrell v. Badger, 2015 WL 4486610 (Fla. App. 2015), the court considered a decanting that did not
comply with the Florida decanting statute. The opinion states:
Here, section 736.04117(4) plainly and unambiguously requires a trustee to
provide notice to “all qualified beneficiaries” of his intent to invade the principal
of a trust at least 60 days prior to the invasion. Appellants are qualified
beneficiaries, as defined in section 736.0103(16), Florida Statutes (2008), of the
Trust because of their interest in the distribution of any principal remaining after
Wilson's death. Badger improperly exercised his power to invade the principal
of the Trust by failing to provide any notice to Appellants prior to transferring
the entire contents of the Trust to the FFSNT.
Additionally, under section 736.04117(1)(a) 1., the decantation of trust principal
is limited to situations where the beneficiaries of the second trust “include only
beneficiaries of the first trust.” Here, the first trust defined Wilson as the
primary beneficiary and Appellants as the contingent remainder beneficiaries.
The second trust—the FFSNT sub-account—also defined Wilson as the primary
beneficiary but provided a contingent remainder interest to beneficiaries of the
other FFSNT sub-accounts. The second trust clearly included beneficiaries not
contemplated by the original Trust, rendering Badger's decantation of all assets
from the original Trust invalid.
Accordingly, we reverse and remand for the trial court to conduct an evidentiary
hearing to determine the value of the Trust at the time of the decanting, reduced
by the money disbursed for Wilson's actual benefit, and enter an order requiring
the return of the net value to the Trust. Additionally, we reverse the trial court's
retroactive approval of Badger's employment of his wife and remand for entry of
an order requiring the return of Trust funds paid in commission to Badger's wife.
See Shriner v. Dyer, 462 So.2d 1122, 1124 (Fla. 4th DCA 1984). Despite
Badger's awareness that the employment of his wife created a conflict of
interest, he proceeded to pay her commission from Trust funds without prior
approval from the lower court. To the extent that any assets are restored to the
Trust, we order Badger removed as its trustee.
The intended recipient trust, the FFSNT, was a pooled special needs trust.
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PART 3 – STATE DEVELOPMENTS
U.

STATE DEVELOPMENTS
1.

Trust Protectors. McLean v. Davis, 283 S.W.3d 786 (Mo. Ct. App. 2009). In 1996, Robert

McLean was paralyzed in an automobile accident. Robert, through his mother, hired J. Michael Ponder to represent
him in a personal injury action arising from that accident. The case settled for a substantial sum and Robert’s
grandmother set up the trust at issue as a Special Needs Trust and funded it with the settlement proceeds. The trust
named Merrill Lynch Trust Company and David Potashnick as co-trustees and named Ponder as the “Trust
Protector” to act in a fiduciary capacity to remove the trustee and appoint a successor trustee.
The original co-trustees eventually resigned and Ponder exercised his power as Trust Protector to appoint
Patrick Davis and Daniel Rau as successor co-trustees. Ponder had long-standing working relationships with Davis
and Rau that had resulted in substantial legal fees shared between the three.
According to the complaint, Robert, through his attorney, informed Ponder that Davis and Rau were
inappropriately spending trust funds. Around the same time, Ponder resigned as Trust Protector and appointed Tim
Gilmore as successor Trust Protector and Brian Menz to take Davis’s place as successor trustee. Menz later
resigned and Robert’s mother, Linda, was appointed successor trustee. Linda then brought this suit against Davis,
Rau, Menz, Ponder and Gilmore alleging various breaches of fiduciary duties. Specifically, Linda claimed that
Ponder breached his fiduciary duties to Robert by failing to monitor and report expenditures, failing to prevent the
trustees from self-dealing, and placing the interests of the trustees above those of Robert. Ponder filed a motion to
dismiss or, in the alternative, for summary judgment.
The trial court granted Ponder’s motion and concluded that as Trust Protector Ponder had no duty to
supervise the trustees. On appeal, Ponder argued that Linda failed to show that Ponder had a duty to supervise the
trustees, or that any breach of this alleged duty caused Robert’s damages because Robert had an alternative means
for relief in equity by requesting removal of the trustees. Regarding the causation argument, the appellate court held
that Ponder had failed to present any legal authority or undisputed facts supporting his position and therefore failed
to meet his burden on this element.
Addressing the issue of duty, the appellate court held Missouri law imposes no specific duties on a Trust
Protector other than those duties expressed in the trust agreement, which, in the instant case, did not include any
duty to supervise the trustees. Nevertheless, one who assumes the role of Trust Protector assumes basic fiduciary
duties of loyalty and confidentiality. Moreover, the court held that the limited immunity from liability for actions
taken by the Trust Protector in good faith implied the existence of a duty of care and liability for actions taken in bad
faith. Because material questions of fact existed regarding to whom the duties to act in good faith were owed,
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whether the Trust Protector had a duty to protect the trust from foreseeable injury, and whether the grantor intended
the Trust Protector to exercise supervisory authority over the trustees, the appellate court held that summary
judgment was inappropriate and reversed the decision of the trial court.
In Kincaid v. Kincaid, 2011 WL 3862153 (Ky.App.), the court held:
The grandsons contend that because Mr. Kincaid's will did not expressly provide
for payment to the advisory committee members and because there is no specific
statute addressing compensation to an estate or trust advisory committee,
compensation is precluded as a matter of law. Consequently, the committee
members served as non-compensated volunteers. In the alternative, they contend
that the advisory committee waived any right to seek compensation for their
service.
The grandsons are correct that advisory committees are not mentioned in our
statutes authorizing compensation to personal representatives. Nevertheless, it
has been recognized that advisory committee members vested with broad
powers in the administration of an estate are fiduciaries.
The advisors are not, strictly speaking, trustees under the will, but their
status and their duties partake of the nature of the status and duties of a
trustee, or it might be proper to consider them as co-trustees with the
principal one, but with limited authority. The settlor may appoint an
advisor to his trustee whose consent to certain acts may be prerequisite
to the valid execution of parts of the trust. Trusts and Trustees, by
Bogert, Vol. 1, § 122; Marshall's Trustee v. Marshall, 225 Ky. 168, 7
S.W.2d 1062, 61 A.L.R. 1365 [ (1928) ]. We think they may be said to
be advisory trustees with strictly limited capacities and duties, that is,
an assistant to the trustee limited in his capacity by the terms of the
trust, having no right or authority further than the capacity of advising
as provided in the instrument.
Gathright's Trustee v. Gaut, 276 Ky. 562, 124 S.W.2d 782, 783–784
(Ky.App.1939).
***
We do not comment on the merits of the arguments pertaining to the advisory
committee members' right to seek compensation directly from the estate because
the grandsons' arguments became moot when Central Bank asserted its statutory
right to seek a supplemental fee to compensate the advisory committee. We
conclude that the sole issue to be decided is whether Central Bank is entitled to
supplement its fee for the purpose of compensating the advisory committee
members for their services. We hold that, as a matter of law, Central Bank, as
executor of the estate, is entitled to pay reasonable compensation to the advisory
committee for its advice and administration of the estate pursuant to KRS
395.150 and KRS 395.195(18).
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KRS 395.150 provides:
(1) The compensation of an executor, administrator or curator, for
services as such, shall not exceed five percent (5%) of the value of the
personal estate of the decedent, plus five percent (5%) of the income
collected by the executor, administrator or curator for the estate.
(2) Upon proof submitted showing that an executor, administrator or
curator has performed additional services in the administration of the
decedent's estate, the court may allow to the executor, administrator or
curator such additional compensation as would be fair and reasonable
for the additional services rendered, if the additional services were:
(a) Unusual or extraordinary and not normally incident to the
administration of a decedent's estate; or
(b) Performed in connection with real estate or with estate and
inheritance taxes claimed against property that is not a part of
the decedent's estate but is included in the decedent's estate for
the purpose of asserting such taxes.
Additionally, KRS 395.195(18) provides that a personal representative may:
[e]mploy persons, including attorneys, auditors, investment advisors, or
agents, to advise or assist the personal representative in the
performance of his administrative duties; act without independent
investigation upon their recommendations; and instead of acting
personally, employ one (1) or more agents to perform any act of
administration, whether or not discretionary[;]
Consistent with the statutory provisions, the will expressly permits the executor
to employ advisors.
In Shelton v. Tamposi, No. 2010-634 (N.H.2013), investment directors had authority to direct the trustee
and trustee must follow their directions.
Sam Tamposi, Sr. created irrevocable trusts in the mid-1990s that were later merged. The merged trust had
an individual trustee, and also investment advisors.
The trust instrument provided that the “trustee shall make” purchases and sales only as directed by the
investment advisors and that the investment advisors “shall have full power and authority to direct the retention or
sale” of trust assets. In addition, the trustee was directed to “entrust” management and control of any operating
entities owned by the trust to the investment advisors.
The court concluded that the trust created two classes of fiduciaries, the trustee and the investment
advisors, and that the language of the trust was clear in the duties it allocated to each fiduciary. The trustee was to
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determine the needs of beneficiaries and to distribute to them in accordance with the applicable ascertainable
standard and the investment directors had authority and responsibility over the investment and management of trust
assets.
The New Hampshire statutes contain “directed trustee” provisions. RSA 564-B:7-711 provides that if the
trust agreement, an agreement among the beneficiaries, or a court order “requires a trustee, trust advisor, or trust
protector to follow the direction of a trust advisor or trust protector and the trustee, trust advisor, or trust protector
acts in accordance with such direction, then the trustee, trust advisor, or trust protector shall be treated as an
excluded fiduciary.” RSA 564-B:1-103(24) defines an “excluded fiduciary” as “any trustee, trust advisor, or trust
protector to the extent that, under the terms of the trust, an agreement of the qualified beneficiaries, or court order,
(i) the trustee, trust advisor, or trust protector is excluded from exercising a power, or is relieved of a duty, and (ii)
the power or duty is granted or reserved to another person.”
Zaven Minassian created a trust instrument that created a Family Trust for his wife after his death, with his
wife as sole trustee. His children sued and his wife responded that they were not even beneficiaries of the Family
Trust. After the trail court determined they were beneficiaries and had standing, the wife appointed a trust protector
who amended the trust to make clear that the children were not beneficiaries. At Minassian v. Rachins, 152 So. 3d
719 (Fla. App. 4 Dist. 2014) the trust protector’s amendments were upheld.
The court described the original Family Trust provision as follows:
Article 10, which created the Family Trust, empowers the trustee to distribute
net income and principal of the Family Trust to the wife “as my Trustee, in its
sole and absolute discretion, shall consider advisable for my spouse's health,
education, and maintenance.” The trustee is directed to “be mindful that my
primary concern and objective is to provide for the health, education, and
maintenance of my spouse, and that the preservation of principal is not as
important as the accomplishment of these objectives.” One of the provisions
regarding investments empowers the trustee to purchase life insurance on the
wife's life “as an investment for the Family Trust.”
Article 10 also provides that “The Family Trust shall terminate at the death of
my spouse. The remainder of the Family Trust, including any accrued and
undistributed net income, shall be administered as provided in the Articles that
follow.” (Emphasis added). Article 11, which immediately follows, provides:
It is not my desire to create a Common Trust for the benefit of my
beneficiaries. Upon the death of my spouse, or if my spouse
predeceases me, all of the trust property which has not been distributed
under prior provisions of this agreement shall be divided, administered,
and distributed under the provisions of the Articles that follow.
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The provisions for administration after the death of the settlor's wife are
contained in Article 12, which is entitled “The Distribution of My Trust
Property.” Section 1 is entitled, “Creation of Separate Shares,” and provides:
“All trust property not previously distributed under the terms of my trust shall be
divided into a separate trust share for each of” the children. (Emphasis added).
It directs the trustee to “create a trust share for each beneficiary....” (Emphasis
added). Article 15 names “Comerica Bank and Trust, National Association” as
“Trustee for any trust share created under Article Twelve ... or any other trust
share created after the deaths of both me and my spouse....”
The court held that the appointment of a trust protector was authorized by the trust instrument and by
Florida’s version of the Uniform Trust Code which is pertinent part is identical to UTC §808(c) which allows the
terms of a trust to confer on a trustee or other person the power to terminate or modify the trust. Here the trust
contained such authorization which the court explained:
After the trial court denied the motion, the wife appointed a “trust protector”
pursuant to Article 16, Section 18 of the trust. This section authorizes the wife,
after the husband's death, to appoint a trust protector “to protect ... the interests
of the beneficiaries as the Trust Protector deems, in its sole and absolute
discretion, to be in accordance with my intentions....” The trust protector is
empowered to modify or amend the trust provisions to, inter alia: (1) “correct
ambiguities that might otherwise require court construction”; or (2) “correct a
drafting error that defeats my intent, as determined by the Trust Protector in its
sole and absolute discretion, following the guidelines provided in this
Agreement[.]” The trust protector can act without court authorization under
certain circumstances. The trust directs the trust protector, prior to amending the
trust, to “determine my intent and consider the interests of current and future
beneficiaries as a whole,” and to amend “only if the amendment will either
benefit the beneficiaries as a group (even though particular beneficiaries may
thereby be disadvantaged), or further my probable wishes in an appropriate
way.” The trust provided that “any exercise ... of the powers and discretions
granted to the Trust Protector shall be in the sole and absolute discretion of the
Trust Protector, and shall be binding and conclusive on all persons.”
Interestingly, the court seemed to rely on the trust protector’s conclusions about the settlor’s intent:
The trust protector testified in a deposition that he met with the husband twice,
first in person to discuss his estate planning desires, and second over the phone
to discuss and execute the documents he had drafted. During the husband's life,
the husband and wife's “lives revolved around horse racing and legal gambling,”
and, in the trust, the husband wanted “to provide for [the wife] in the way they
had lived in the past....” The plan was “to create a separate Trust for the benefit
of his children” which “would be created only if the Family Trust described in
Article 10 ... was not exhausted during [the wife's] lifetime[.]” The purpose of
Article 10, Section 7 and Article 11 was “to assure that the Family Trust was not
in any way associated to a new Trust that might be created for his children.” The
trust protector also stated, “This challenge by the children is exactly what [the
husband] expected.” The trust protector noted that the husband referred to his
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daughter in derogatory terms, and that the daughter had not seen her father in
years.
From the trust protector's affidavit, it appears that the husband settled on the
multiple-trust scheme for the very purpose of preventing the children from
challenging the manner in which the wife spent the money in the Family Trust
during her lifetime. The trust protector also testified that his law firm always
recommends this split-trust approach, rather than what he referred to as a “pot
trust ... where everything goes into the pot for the beneficiaries.” He testified,
“We have never done it the other way you're talking about, about keeping the
same trust.” On that basis, he prepared the amendments to the trust to reflect this
intent of the testator.
Based upon our conclusion that the trust agreement was ambiguous and the trust
protector's amendments were made to effectuate the settlor's intent, the
amendments that he made to the trust are within his powers. The amendments
may have disadvantaged the children, but the trust protector was authorized the
correct ambiguities with the limitation that he act either to benefit a group of
beneficiaries or to further the husband's probable wishes. He acted to correct
ambiguities in a way to further the husband's probable wishes. As the drafting
agent, he was privy to what the husband intended.
It was the settlor's intent that, where his trust was ambiguous or imperfectly
drafted, the use of a trust protector would be his preferred method of resolving
those issues. Removing that authority from the trust protector and assigning it to
a court violates the intent of the settlor.
2.

Notice to Beneficiaries. Wilson v. Wilson, 690 S.E.2d 710 (N.C. Ct. App. 2010). Irrevocable

trust beneficiaries brought suit against the trustee for breach of fiduciary duty. The beneficiaries requested that the
trustee provide an accounting of the trusts, alleging that the trustee had allowed the settlor to take control of the
trusts and invest the assets in his personal speculative business ventures. Beneficiaries also alleged that the trustee
breached his fiduciary duty by failing to distribute income to the beneficiaries.
The trustee, in response to the request for an accounting, claimed that pursuant to the provisions of a trust,
information in the nature of inventories, appraisals, reports or accounts was not required to be provided to any court
or any beneficiary. The trustee then filed a motion for a protective order. The trial court granted the trustee’s
motion, citing §361C-1-105 of the North Carolina UTC (no aspect of a trustee’s duty to inform beneficiaries is
mandatory). Plaintiff appealed, claiming the trial court misinterpreted the North Carolina UTC.
The court of appeals overruled the trial court, concluding that the information sought by the trustees was
reasonably necessary to enforce their rights under the trust, and therefore could not be withheld. The court reasoned
that although the North Carolina UTC does not include portions of the UTC that require the trustee to keep
beneficiaries reasonably informed about the trust administration, the North Carolina UTC does provide that the
trustee has the duty to act in good faith. Under the Restatement (Second) of Trusts Section 173, “the beneficiary is
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entitled to such information as is reasonably necessary to enable him to enforce his rights under the trust or to
prevent or redress a breach of the trust.”

The court noted that “[a]ny other conclusion renders the trust

unenforceable by those it was meant to benefit.”

The court determined that the information sought by the

beneficiaries was reasonably necessary to enable them to enforce their rights under the trust. Finally, the court
explained that even if the settlor provides in the trust that an accounting is not required to be provided to any court
or beneficiary, the trustee will be required in a suit for an accounting to show that he faithfully performed this duty.
The trust at issue in Zimmerman v. Zirpolo Trust, 2012 WL 346657 (Ohio App. 5 Dist.), contained this
provision:
“[T]he Trustee shall use their best efforts to provide no information about the
trust proceeds to the beneficiaries. It is my intention that the beneficiaries have
no information about the proceeds until they are entitled to receive the
proceeds.”
However, the relevant Ohio statute requires provision of information:
R.C. 5808.13 provides: “(A) A trustee shall keep the current beneficiaries of the
trust reasonably informed about the administration of the trust and of the
material facts necessary for them to protect their interests. Unless unreasonable
under the circumstances, a trustee shall promptly respond to a beneficiary's
request for information related to the administration of the trust.
The Court held that the statute controlled notwithstanding the trust provision.
In Bright v. Bashekimoglu, Record No. CL10-7348 (Va. 2012), the Virginia Supreme Court enforced trust
terms that override the trustee’s duty to disclose under the UTC. In 2008, Melih Bashekimoglu created a revocable
trust with himself and his wife as co-trustees. The trust terms provide as follows with respect to disclosure of trust
information to the beneficiaries:
During any period that I am alive but incapacitated, and after my death, my
Trustee will deliver any notice, information, or reports which would be
otherwise be required to be delivered to me or a Qualified Beneficiary to a
person designated by my Trustee. To preserve my privacy and the privacy of
Qualified Beneficiaries under my trust agreement, while I am alive I request that
my Trustee not provide any copies of my trust agreement or any other
information which may otherwise be required to be distributed to any
beneficiary under Virginia law to any beneficiary to whom the information is
not directly relevant. The designated person may, in his or her sole discretion,
and without waiver, distribute copies of all or any part of my trust agreement or
other relevant information about my trust to one or more Qualified Beneficiaries
or other interested parties during any period that I am incapacitated.
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Melih died in 2009.

Under the trust terms, his wife and two of his children were named as trust

beneficiaries. A third child, Suzan Bright, was a contingent beneficiary and only entitled to distributions in the
event her mother and two siblings predecease her. Before and after Melih’s death, Suzan repeatedly requested
information about the trust from her mother but was denied.
In 2010, Suzan sued her mother as sole trustee for information about the trust. The trial court denied claim
and she appealed. On appeal, the Virginia Supreme Court affirmed the trial court and denied Suzan information
about the trust on the grounds that: (1) Suzan’s counsel conceded that she is a nonqualified beneficiary; (2) the trust
terms modified the requirements of the Virginia Uniform Trust Code; (3) the trust terms modified the UTC rule that
a nonqualified beneficiary may request information, and gave the trustee the discretion to decide whether to
distribute the information, and therefore Suzan is not entitled to the information.
In Miness v. Deegan, 2013 NY Misc. LEXIS 1983 (2013), the trustee of a New York insurance trust was
required to account to beneficiaries, regardless of trust terms providing for accounting only to settlor during settlor’s
lifetime.
Michael Miness created an irrevocable insurance trust in 1988 for the benefit of his spouse and
descendants, with two non-beneficiary co-trustees. One of the trustees resigned in 2009. The settlor’s children
petitioned to compel the resigning co-trustee to account for his actions as trustee. The resigning trustee refused to
account based on trust terms that provided that during the life of the settlor the trustee would account only to the
settlor.
Because of their pecuniary interest in the trust, and the fact that the statute of limitations on their claims
against the resigning co-trustee could expire while the settlor was still alive, the court ordered the resigning cotrustee to account notwithstanding the trust terms.
In re Rolf H. Brennemann Testamentary Trust, 21 Neb.App. 353 (Ct App NE Oct. 1, 2013), In the 1976 a
testamentary trust is created by husband’s will and holds interest in company with the sole asset as a 5,000 plus acre
farm. Terms of the trust provide income for life of surviving spouse then income to surviving children in equal
shares and upon death of last surviving child the principal is to be divided and distributed to the then surviving
grandchildren. Co-Trustees were the three children but at the death of a child such child’s oldest son could serve as
Trustee. Over the years the farm become heavily encumbered by debt and no longer produces the income necessary
for spouse. Trustees sought and received court approval to vote the company stock to sell the farm to one of the
children for a 10 year installment sale which was later extended for another ten years. In 2010, one of the
grandchildren filed a petition in the court for breach of duty for trustees failure to inform and report and sought to
compel an accounting from the trustees.
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Because the trust existence spanned several decades and during such time there had be a change in trustees
as well as change in trust law the decision as to whether the trustees breached their duty to inform is broken down
into three time frames, 1976 to 2002 (time during which original three trustees served), 2002 to 2004 (new trustees
but old trust law applied), and 2005 to 2009 (new trustees and new trust law).
The lower court determined that at no point in time had plaintiff beneficiary met her burden of proof to
show that the trustees had breach their duty to inform and therefore dismissed her claims.
The court of appeals reversed the lower court’s decision in that plaintiff did present evidence for the first
and third time frames showing that trustees breached their duty to inform but that they adequately informed her
during the second time frame.
Trustees did not send any information and could not produce any documentation prior to 2002, “[h]owever,
the trust did not suffer any loss due to that breach and, thus, was harmless. Under the prior trust law of Nebraska,
the accountings sent to the beneficiary in the form of a schedule K-1 were adequate to inform the beneficiary
because she did not request further information, therefore the trustees did not breach their duty during the second
time period. However, after 2004, Nebraska adopted the Uniform Trust Code and the court held that the schedules
K-1 sent to the beneficiary were not adequate under the new standards, however, their breach was cured upon the
filing of an adequate accounting.
The issue in Tseng v. Tseng 271 Or. App. 657 (Or. 2015) was what obligation co-trustees had to provide
information to the qualified beneficiaries. The answer was none until the settlor died. The opinion states:
Although in the case of a revocable trust, the OUTC bars the beneficiaries of a
revocable trust from enforcing their beneficial interests under the trust while the
settlor is alive, nothing in the text, context, or legislative history of the OUTC
suggests that the legislature intended to preclude such beneficiaries from
challenging actions by the trustee during the settlor's lifetime that harmed the
beneficiaries' beneficial interests once the settlor has died.3 To the contrary, the
relevant statutory provisions and their comments indicate that, in the case of a
revocable trust, a beneficiary's ability to take steps to protect and enforce the
beneficiary's interest in the trust is simply deferred until the settlor's death, at
which point the beneficiary is entitled to invoke the provisions of the OUTC to
p4otect the beneficiary's beneficial interest in the trust.
ORS 130.510(1) explains, “[w]hile the settlor of a revocable trust is alive, rights
of the beneficiaries are subject to the control of the settlor [.]” That wording
indicates two things about the interests of the beneficiaries of a revocable trust.
It demonstrates that the legislature viewed the beneficiaries of a revocable trust
as having “rights” that exist “while the settlor of a revocable trust is alive.” ORS
130.510(1). However, the provision also indicates that, during the settlor's
lifetime, the rights of the beneficiary of a revocable trust with respect to the
beneficiary's interest in the trust are limited in scope because those rights are
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“subject to the control of the settlor.” ORS 130.510(1). Put another way, the
provision indicates that the legislature viewed the beneficiaries of a revocable
trust as having an interest in the trust during the settlor's lifetime (consistent with
the OUTC definitions of “beneficiary” and “interests of the beneficiaries”), but
that the legislature intended that the beneficiaries would not have the power to
take steps to protect or enforce those interests as long as the settlor is alive.
The comment to ORS 138.510 corroborates that understanding of the provision.
The comment explains that ORS 138.510 has “the effect of postponing
enforcement of the rights of the beneficiaries of a revocable trust until the death
of the settlor or other person holding the power to revoke the trust. This section
thus recognizes that the settlor of a revocable trust is in control of the trust and
should have the right to enforce the trust as long as the settlor is alive.” Oregon
UTC & Comments, 42 Willamette L. Rev. at 312 (emphasis added). By
describing the provision's “effect” as “postponing enforcement of the rights of
the beneficiaries” until the settlor's death, and reiterating that the settlor controls
the trust during the settlor's lifetime, the comment indicates that the legislature
understood that (1) the interest of a beneficiary in a revocable trust during the
settlor's lifetime is one that is statutorily recognized; (2) that the beneficiary's
statutory rights under the OUTC with respect to that interest would be limited in
scope during the settlor's lifetime, in that, during that time period, the settlor
retains control of the trust and the power to direct or approve actions by the
trustee that might otherwise amount to breaches of trust; but (3) after the death
of the settlor, the beneficiary of a formerly revocable trust would be entitled to
seek redress under the OUTC for any harm to the beneficiary's beneficial
interest in the trust, including, necessarily, harm caused by the trustee's conduct
during the settlor's lifetime.
3.

Retroactive Change In State Definition of Descendants is Unconstitutional.

In Bird

Anderson v. BNY Mellon, 2012 WL 3641768 (Mass. 2012), the court faced a retroactive change in the statutory
presumption regarding adopted children and disallowed the result. The facts were:
In 1941, Anna Child Bird (Anna) executed a will with a testamentary trust that
benefited her son, her grandsons, and their issue; Anna died in 1942. At the time
the will was executed, G.L. c. 210, § 8(§ 8), a statute prescribing a rule of
construction for certain types of instruments relating to inheritance, provided
that unless the contrary “plainly appear[ed] by the terms of the instrument,” an
adopted child was excluded from the definition of “ ‘child,’ or its equivalent”
unless the child had been adopted by the person creating the testamentary
instrument. In 1958, § 8 was amended (1958 amendment) in a way that
effectively reversed the presumption concerning adopted children and issue: the
term “child” or its equivalent was redefined to include an adopted child
generally (i.e., not only where the settlor, grantor, or testator was the adopting
parent), unless a contrary intent “plainly appear[ed]” in the instrument. By its
terms, however, the 1958 amendment applied only to wills, trusts, and the like
executed after its effective date, August 26, 1958. See St.1958, c. 121, § 3. In
2009, the Legislature enacted another amendment to § 8 (2009 amendment), that
was effective July 1, 2010, and that made the 1958 amendment applicable to all
testamentary instruments regardless of when executed.
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Rachel A. Bird Anderson (plaintiff) is the biological great-grandchild of Anna,
and she has two adopted brothers, Marten F. Bird (Marten) and Matthew G. Bird
(Matthew). Since the death in 2007 of her father David Bird (David)—who was
one of three biological grandsons of Anna—the plaintiff has been receiving
income distributions from the testamentary trust established by Anna in her will;
as adopted great-grandchildren of Anna, Marten and Matthew have not. The
question presented is whether the 2009 amendment constitutionally may be
applied retroactively to Anna's trust, with the effect that the plaintiff's interest in
the trust would be divided into three parts to cover her and her two adopted
brothers. We conclude that it may not.
The Court’s opinion is strong on the legislature’s limited ability to change property rights:
i. Nature of public interest. The 2009 amendment does not contain a preamble or
other statement explaining what motivated the Legislature to enact it. However,
as we have indicated, and as the parties agree, the Legislature most likely was
attempting to equalize the inheritance rights of adopted and biological
descendants. Although equal treatment of persons is certainly an important
public interest, “the inquiry is not only whether the Legislature's stated public
interest is important, but also whether that interest is reasonably served by the
statute.” Doe, 450 Mass. at 790 n. 16, 882 N.E.2d 298. The answer to that
inquiry in this case is not so clear.
Approximately fifty-two years separate the passage of the prospective-only 1958
amendment to § 8 from the effective date of the retroactive 2009 amendment in
2010. Accordingly, families had over one-half of a century to make
compensatory estate plans in order to correct any inequalities that arose from the
presumption of exclusion of adopted descendants under pre–1958 instruments.
The opportunity for compensatory planning created by this time gap is
illustrated by this case: in 1981, Julia executed the JB trust, which named
Marten and Matthew as beneficiaries but not the plaintiff. Application of the
2009 amendment retroactively has the potential to upset the planning of multiple
generations of a family like the Birds and could lead to a situation where there
remains unequal treatment of adopted and biological issue, but in the other
direction. Moreover, unlike other retroactive laws that have been held
constitutional, there is no evidence that an emergency need to provide for
adopted children motivated the Legislature to enact the 2009 amendment or that
the position of adopted children changed dramatically between 1958 and 2009.
***
Under these principles, the plaintiff has a strong case. It is clear that her interest
in the ACB trust vested prior to the effective date of the 2009 amendment,
because she had received income distributions from the trust since her father
David's death in 2007. See Boston Safe Deposit & Trust Co. v. Dean, 361 Mass.
at 247–248, 279 N.E.2d 902. The case would have been slightly more difficult if
David were still alive and she had not yet received any income distributions, but
even so, under our case law, her interest in the ACB trust vested at her birth. See
Billings, 361 Mass. at 241, 279 N.E.2d 906. From the moment of her birth, there
was a substantial biological probability that she would survive her father and
uncles and become eligible for distributions from the trust, even though her
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interest could have been reduced by the birth of additional biological siblings or
destroyed by her death before her father. Id.
***
Although much of our case law on the unreasonableness of retroactive changes
to property law arises in the context of judicial decisions, the concern is equally
valid in the legislative context. Regardless of their source—judicial or
legislative—we are hesitant to apply rules affecting property rights retroactively
because it is likely that testators, settlors, and grantors consult with attorneys and
consider the existing state of the law when deciding how to draft instruments
conveying inheritances; as noted, supra, under established principles, testators,
settlors, and grantors are entitled to rely on the state of the law at the time of
execution of a trust instrument. See Watson v. Baker, 444 Mass. at 495, 829
N.E.2d 648, citing Davis v. Hannam, 369 Mass. at 32, 336 N.E.2d 858.
Considering Anna's presumptive reliance interests, along with Julia's, in
conjunction with the plaintiff's substantial interest in the ACB trust income and
principal, we conclude that the private rights affected by the 2009 amendment
are significant.
***
The 2009 amendment also is not tailored narrowly to meet its goal of equalizing
the inheritance rights of adopted descendants, because its application is not
limited to situations in which applying the pre–1958 presumption would work
injustice to adopted descendants in light of all the circumstances as they exist
today, including compensatory estate planning by other family members
between the effective dates of the 1958 and 2009 amendments.
iv. Balancing. “When considering the retroactive application of civil statutes, we
balance ‘opposing considerations.’ ” Doe, 450 Mass. at 793, 882 N.E.2d 298,
quoting Leibovich v. Antonellis, 410 Mass. at 577, 574 N.E.2d 978. To
summarize the previous discussion, the 2009 amendment redistributes the
plaintiff's significant, vested property rights, and although the goal of ensuring
equal inheritances for adopted and biological children is commendable, the
effectiveness of the 2009 amendment in serving this interest is questionable
because it fails to take into account the opportunity for compensatory estate
planning after the enactment of the 1958 amendment. On balance, the
retroactive application of the 2009 amendment to the plaintiff is not reasonable.
The court also noted other state decisions, on both sides:
We recognize that other States have decided this issue differently. See, e.g.,
Purifoy v. Mercantile–Safe Deposit & Trust Co., 398 F.Supp. 1082, 1084–1085
(D.Md.1975), aff'd, 567 F.2d 268 (4th Cir.1977) (no due process violation
because presumption of inclusion of adopted children is rule of evidence and
evidentiary rules are procedural and may be applied retroactively); First Nat'l
Bank v. King, 165 Ill.2d 533, 542–543, 209 Ill.Dec. 199, 651 N.E.2d 127 (1995)
(same); Peele v. Finch, 284 N.C. 375, 382, 200 S.E.2d 635 (1973) (no due
process violation because biological beneficiaries held contingent, rather than
vested, interests); Prince v. Nugent, 93 R.I. 149, 164–165, 172 A.2d 743 (1961)
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(no constitutional violation because biological beneficiary's rights were not
vested and presumption is evidentiary rule with prospective application at time
instrument is construed). But see McClain v. Taylor, 904 P.2d 1316, 1319
(Colo.1995) (holding that “wills should be construed by the law as it existed
when the testator died, thereby excluding adopted children as beneficiaries
unless the will indicates an intent to include adopted children”); Thomas v. Trust
Co. Bank, 247 Ga. 693, 693, 279 S.E.2d 440 (1981) (“In order to effectuate the
testator's intent ... the adoption laws in effect at the date of the testator's death
will determine the class of beneficiaries entitled to take under a testamentary
trust in the absence of an express contrary intent”).
4.

Enforceability of Email Agreement. Ajemian v. Yahoo, 2013 Mass. App. LEXIS 73 (2013) is

the first case dealing with the enforceability of an email user agreement in dispute over decedent’s email accounts.
The administrators of their brother’s estate brought suit in the Massachusetts Probate and Family Court
seeking a declaratory judgment that the decedent’s yahoo e-mails were assets of this estate.
In an initial action, the administrators filed a complaint in which they sought subscriber records for the email account (they did seek the contents of those e-mails). They limited their complaint as they had reached a
partial resolution of their dispute with Yahoo under which the plaintiffs would seek a court order requiring Yahoo to
produce basic subscriber and e-mail header information only and Yahoo would not oppose this application. The
Court granted this relief.
Thereafter, the administrators filed this second action in which they sought the contents of the e-mail
account. Additionally, one of the administrators claimed to be the co-owner of the account and therefore claimed to
be individually entitled to the contents.
Yahoo moved to dismiss the action on the grounds that the action was not properly before the
Massachusetts court as a forum selection clause in the website’s Terms of Service (“TOS”) required suit in
California, that the action was time-barred, res judicata barred the action, and that the complaint failed to state a
claim upon which relief could be granted.
The Court would not apply the res judicata doctrine to bar the action. It noted that the administrators’
claim for the e-mail contents could not have been pursued in the first action without violating the parties’ partial
settlement agreement and that the issue over the rights to the contents was explicitly carved out form the first
complaint.
The Court also refused to enforce the forum selection clause. The Court noted that Yahoo had the burden
to demonstrate that the clause was reasonably communicated and accepted and that if Yahoo met its burden, the
administrators would have to demonstrate that the clause was unreasonable in the circumstances.
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The Court found that Yahoo did not reasonably communicate the clause as there was no evidence that the
TOS was actually displayed on the decedent’s computer screen – users were only given the opportunity to review
the TOS. The Court also noted that the TOS was never accepted by the decedent or by the administrator who
claimed co-ownership over the account. Yahoo did not require its users to click “I accept” after reading the TOS’s
terms. The Court further found that even if the terms were reasonably communicated and accepted, it could not
conclude that it was reasonable to enforce the terms against the estate because the administrators were not parties to
the contract , only the Massachusetts probate court had in rem jurisdiction over the estate, and because the TOS had
unreasonable breadth.
The Court did not determine whether the contents of the e-mails were property of the estate as the parties
did not fully brief the issue and held that the question would be addressed on remand after full briefing.
The Uniform Law Commission (ULC) has been active in this area. To make certain that fiduciaries have
the access to digital assets they need, the ULC drafted and approved the original Uniform Fiduciary Access to
Digital Assets Act (original UFADAA) in July, 2014. That Act was based in asset neutrality: fiduciaries ought be
able to access digital assets as easily as assets stored on paper.
Congress enacted the Stored Communications Act (SCA) in 1986, as a part of the Electronic
Communications Privacy Act (ECPA),13 to respond to concerns over internet user privacy. The SCA prohibits
certain providers of public communications services from voluntarily disclosing the contents of electronic
communications to the government or any other person or entity14 unless an exception to the SCA’s blanket
prohibition against disclosure applies.15 The relevant exception for fiduciaries permits a provider to disclose
communication contents if it has the “lawful consent” of “the originator” or an addressee or intended recipient of
such communication[s], or the subscriber.16 Does that include the fiduciary who, under common law, “steps into the
shoes” of the originator or recipient? That an act from 1986 imperfectly deals with technology matters 30 years later
isn’t surprising.
Original UFADAA gave the fiduciary “the lawful consent” of the originator/subscriber so that the provider
could voluntarily disclose the files pursuant to the second relevant provision of the SCA. However, many in the
internet industry believe that the SCA requires the account holder’s express consent to disclosure and that the
account holder’s constructive consent is insufficient. Internet providers in many instances also objected to the
original UFADAA’s override of their TOSAs. If a TOSA made certain promises to a customer that the provider
couldn’t fulfill because of original UFADAA, what obligations did that impose on the provider?

Further, some

privacy advocates worried about original UFADAA as well, focusing on the core question of whether email is
different in some fundamental way from earlier forms of communication.
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After a year of legislative battles, the ULC and technology industry representatives met and negotiated a
compromise—the revised UFADAA, which reorganized the original UFADAA and revised almost all of its
provisions.

Original UFADAA provided most fiduciaries with default authority over and access to information

protected by federal privacy law. Revised UFADAA instead provides that users may consent to disclosure of
protected electronic communications content either in an online tool or in a record (that is, in a will, power of
attorney, or trust instrument). An “online tool” is an electronic service that allows a user, in an agreement that’s
distinct from the TOSA, to provide directions for the disclosure or non-disclosure of digital assets to a third person.
Such express consent will override a TOSA’s boilerplate prohibition against access or disclosure. Without express
consent, the revised UFADAA doesn’t require custodians to disclose user content, but does require disclosure of
digital assets other than private electronic communications.
In short, the revised UFADAA won’t help a fiduciary for any individual who hasn’t engaged in at least the
most basic estate planning recover that individual’s electronic communications. Federal law and a respect for the
contracts – the TOSAs – signed by individuals, appears to mandate this result in the current environment. Happily,
for those who do allow fiduciary access in estate planning documents, the revised UFADAA is an enormous help.
5.

Attorney (Barely) Escapes Sanction For Assisting a Fraudulent Transfer. Iowa Supreme

Court Attorney Disciplinary Board v. Ouderkirk, No. 13-1124 (March 28, 2014) involved transfers made after a
murder allegedly to defeat a wrongful death action. The opinion recites this background:
Throughout the 1990s, Ouderkirk represented Rodney Heemstra and his wife,
Berta, in transactions involving their extensive farm real estate interests. He
periodically prepared title work, real estate contracts, and deeds for the
Heemstras. The Heemstras did not employ Ouderkirk on a retainer, nor were
they one of his law firm's biggest clients. According to Ouderkirk, the
Heemstras were sophisticated real estate buyers and sellers who “did all their
own deals” and were intensely private about their finances. Rodney would come
to Ouderkirk for help drafting land-transfer documents. Rodney would dictate
the particulars to Ouderkirk, who would draft the legal documents to effectuate
Rodney's plan. James Dougherty, who practiced with Ouderkirk in the 1990s,
described Rodney as “the type of client that would run in, say something like, ‘I
bought a farm. Here [are] the details, put down a purchase agreement, I need it
right now.’ “ Ouderkirk would give the completed paperwork to the Heemstras,
who then typically handled their own closings and filings. According to
Ouderkirk, the Heemstras “always just took care of things” once he drafted the
necessary documents.
On January 13, 2003, Rodney fatally shot Tommy Lyon over a dispute relating
to farmland and hid Tommy's body in a cistern. See State v. Heemstra, 721
N.W.2d 549, 551–52 (Iowa 2006) (describing the facts of the criminal case).
Rodney was arrested and charged with first-degree murder on January 15.
Rodney asserted he had shot Tommy in self-defense and retained Ouderkirk to
defend him against the charges. Ouderkirk meanwhile continued to assist the
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Heemstras with real estate transactions, as the Heemstras transferred millions of
dollars of property out of their names in the ensuing months. Ouderkirk's
assistance with these transfers forms the basis of the Board's complaint.
***
Tommy Lyon's widow, Ronda, filed a wrongful-death lawsuit against Rodney
on January 27 and secured writs of attachment on some of the Heemstras'
Warren County real estate. Ouderkirk disputed the validity of these writs of
attachment on behalf of the Heemstras. The writs were eventually set aside by
the court of appeals in Estate of Lyon v. Heemstra, No. 09–0164, 2010 WL
200454, at *3 (Iowa Ct.App. Jan. 22, 2010) (unpublished opinion), after Wells
Fargo moved to quash the writs because they were adversely affecting the
company's ability to enforce a judgment lien.
Throughout January and February of 2003, the Heemstras, with Ouderkirk's
assistance, transferred ownership of a significant amount of their property into
revocable trusts. The Heemstras told Ouderkirk the impetus for the transfers was
Berta's expected need for cash flow to make scheduled loan payments to their
creditors and to pay federal and state real estate taxes. Ouderkirk drafted almost
three dozen real estate documents concerning fourteen parcels of land held by
Rodney and Berta. These documents created four revocable trusts and enabled
the Heemstras to transfer over a thousand acres of farmland—worth millions of
dollars—from Rodney, through Berta, to the trusts. All of the trustees of the four
revocable trusts were relatives of the Heemstras. Much of the property passed
through the Brisco Revocable Trust, for which Berta served as the trustee.
***
Ouderkirk recounted that the Heemstras came to his office around March 10 to
discuss various options to protect their assets for Berta and their two sons.
Ouderkirk rejected Berta's suggestion that the couple should create an
irrevocable trust. Ouderkirk testified that he told the Heemstras, “I really think
this is a bad idea, and I think you guys should really consider not doing any of
this.” He further stated he was “very happy” when Berta later called to say she
would follow his advice and abandon the irrevocable trust idea. On March 12,
Ouderkirk wrote to the Heemstras in confirmation of Berta's phone call. His
letter stated:
As I understand it, Berta and you have decided not to proceed with irrevocable
trusts, corporate formation, offshore trusts, etc. Additionally, it appears that you
are not in favor of exchanges out of state or sales. Taking that approach will
certainly make judgment and asset collection easier in the event judgments are
entered against any assets held individually or by the revocable trust.
Yet, only a week later, the Heemstras told Ouderkirk they had found—through
an arms' length transaction—an unnamed, bona fide, out-of-state buyer for much
of the land now held by Brisco: the Appleroon Irrevocable Trust.2 Ouderkirk
knew the Heemstras had previously listed this property for sale and believed the
sale was nothing out of the ordinary. Ouderkirk did not ask and was not told
who was behind Appleroon. In fact, Rodney's sister was the initial trustee of
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Appleroon, and the successor trustee was Rodney's cousin's wife. The
Heemstras' two sons were the beneficiaries of the trust.
***
Ouderkirk never saw any proof of an exchange of consideration and was not
present at the signing of the contract. Ouderkirk testified it is not unusual, in his
experience, to draft a contract for sale or other transfer document and give it
back to the client. He characterized the proposed Appleroon transaction as a
typical deal presented to him by Rodney. The Heemstras publicly recorded the
Appleroon conveyance.
Ouderkirk's involvement with the Heemstras' property transfers and Rodney's
criminal case ended in late March of 2003. New counsel took over Rodney's
criminal representation.
At trial that autumn, Rodney argued that he shot and killed Tommy in selfdefense. The jury rejected this defense and convicted Rodney of first-degree
murder in October 2003. Based on the conviction, Tommy's estate secured a
civil judgment against Rodney for $8,913,431.44 in February 2006.3 This award
was vacated after our court reversed Rodney's conviction and remanded the case
for a new trial. See Heemstra, 721 N.W.2d at 563.4
On retrial in April 2007, a jury convicted Heemstra of voluntary manslaughter.
State v. Heemstra, 759 N.W.2d 151, 152–53 (Iowa Ct.App.2008) (affirming
conviction). Rodney was ordered to pay $150,000 in restitution to Tommy's
estate, pursuant to Iowa Code section 910.3B(1). The issue of damages in the
civil wrongful-death action was tried to the court a second time in November
2008, and the estate secured a judgment for $5,700,000.
Immediately after the first civil judgment in 2006, the estate filed a civil lawsuit
alleging the Heemstra family conspired to fraudulently transfer and conceal
Rodney and Berta's real estate in an attempt to evade collection of the wrongfuldeath judgment. The estate accused Rodney, Berta, and other family members,
trusts, and entities of conspiracy to commit fraud, conspiracy to commit abuse of
process, fraudulent transfer, intentional infliction of emotional distress, and
fraudulent preference of creditors.
***
On September 18, 2009, the district court entered a seventy-page ruling, finding
in favor of the estate on the fraudulent-transfer claims against Rodney and Berta
but rejecting the other claims. The district court summarized the Heemstras'
actions following Tommy's death:
Rodney Heemstra transferred millions of dollars' worth of real estate from his
name, without consideration, while maintaining liability for all of the existing
debt. The transfers were repeated by Rodney, Berta, and the Brisco Revocable
Trust into additional trusts. The assets were encumbered with mortgages, sold
on 30–year contracts, and generally made a part of a complex shell game.
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Based on these actions, the court found the Heemstras “transferred assets with
the actual intent to hinder, delay and defraud [Rodney's] creditors, specifically
Ronda Lyon and the Estate of Tommy Lyon.”
The Grievance Commission of the Iowa Supreme Court found that Ouderkirk should have recognized the
suspicious nature of the sale to the irrevocable trust, pointing to paragraph 26 of the sale contract:
26. CLAIMED ATTACHMENT. Buyer acknowledges that the Iowa District
Court for Warren County has issued a writ of attachment in a pending lawsuit
entitled The Estate of Tommy Ray Lyon vs. Rodney Heemstra which may be
purported to affect title to the real estate described herein, even though Rodney
Heemstra is not a party to this transaction. Seller and Buyer are of the opinion
that said attachment does not effect [sic] the real estate which is the subject of
the contract because it was not in effect and/or filed against the premises at the
time Seller acquired title to said real estate. Buyer shall suspend and not make
any payments due Seller which are attached, garnished, to be paid to, executed
upon, levied upon and/or assigned by, to or for the Estate of Tommy Ray Lyon,
or its personal representative, the surviving spouse, heirs or devisees of Tommy
Ray Lyon, or successors or assigns and the same shall be added to the principal
balance due in the final payment due Seller on April 1, 2033, under this contract
but shall not draw or accrue additional or delinquent interest on said deferred
payment amounts. Seller shall defend, indemnify and hold Buyer harmless for
any losses, damages or other monetary sums arising out of such claim or actions.
The court disagreed holding:
We decline to infer knowledge from the circumstances here. The Board makes
much of the facts Ouderkirk knew at the time he drafted the various documents
for the Heemstras, arguing these facts should have alerted him that the
conveyances were fraudulent. But, there were additional facts Ouderkirk knew
that arguably justified his actions at the time. He knew the Heemstras frequently
bought and sold farmland, and knew they were under financial pressure. He
knew the Heemstras had previously listed for sale the property conveyed to
Appleroon. As Rodney's criminal defense lawyer, Ouderkirk knew Rodney had
a self-defense claim. When Ronda filed her wrongful-death suit on January 27,
2003, Ouderkirk knew she was a creditor with a claim under chapter 684—a
disputed claim that would not be collectible until she received a judgment
awarding her damages. Ouderkirk knew the Heemstras were heavily indebted to
various secured lenders and that the lenders' claims would have priority over a
judgment for the estate. Ouderkirk knew there was a meritorious argument that
the attachments on the Heemstras' Warren County land were legally flawed, as
the court of appeals later confirmed. We note that the district court in the
collection litigation found the Heemstras liable for fraudulently conveying their
property based in large part on activities they undertook without Ouderkirk's
assistance or knowledge.12 Hindsight is twenty-twenty. Lawyers are to be judged
based on the information available to them at the time of the challenged
transaction.
Ouderkirk trusted his clients' representation that the transfers to revocable trusts
were needed to better manage their farming operation and that the Appleroon
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sale was bona fide. The commission heard Ouderkirk's testimony and found he
was credible, a finding with which we agree. See Clarity, 838 N.W.2d at 659
(giving deference to commission's credibility determination). The ethical
considerations to the 2003 disciplinary rules encourage lawyers to trust their
clients, see Iowa Code of Prof'l Responsibility EC 7–3; 7–6, and Ouderkirk did
so.
Based on what he knew at the time, Ouderkirk believed the Heemstras had a
colorable basis to proceed with the conveyances. In judging whether a
transaction is a fraudulent conveyance, courts look for “badges of fraud,”
including:
inadequacy of consideration, the transferor's insolvency, pendency or threat of
third-party creditor litigation, secrecy or concealment, departure from usual
business methods, reservation of benefits to the transferor, and the debtor's
retention of the property.
Ralfs, 586 N.W.2d at 373. Iowa Code section 684.4(2) lists additional factors,
including whether the transfer was to an insider and whether the debtor
absconded. Iowa Code § 684.4(2); cf. Shirley, 485 N.W.2d at 472 (noting
“although a ‘blood relationship’ is not per se a badge of fraud, it may strengthen
the inference arising from the circumstances, requiring strict proof of
consideration and fairness of the transaction”). For the revocable trust transfers,
even though they were to relatives, Rodney did not abscond, and, to Ouderkirk's
knowledge, there was no insolvency, no secrecy or concealment, and no
departure from the Heemstras' usual business methods. For the Appleroon
conveyance—which Ouderkirk believed to be an arms' length deal for
consideration—the only “badge of fraud” was the threat of third-party creditor
litigation. The conveyances therefore appeared legitimate. See Ralfs, 586
N.W.2d at 373 (“Ordinarily, proof of more than one of these ‘badges' will be
necessary to warrant an inference of fraud in a transaction.”). Though Ouderkirk
recognized a risk that a court might deem the Heemstras ‘ conveyances
fraudulent, he satisfied his duty by warning the Heemstras of that risk. See Iowa
Code of Prof'l Responsibility EC 7–3 (noting lawyers should provide clients
with “a professional opinion as to what the ultimate decisions of the courts
would likely be as to the applicable law”).
***
We find Ouderkirk's explanations for paragraph 26 credible. Nothing in the
language of paragraph 26 would alert Ouderkirk that Appleroon was not a bona
fide buyer. The fact that paragraph 26 may have indicated the Heemstras ‘ desire
to prevent the estate from collecting its judgment does not render the paragraph
useless. “It must ․ be remembered that ordinarily a debtor may prefer one
creditor over another, ‘even if the debtor's intentions ․ are spiteful and the action
will delay or prevent the nonpreferred creditor from obtaining payment.’ “ Ralfs,
586 N.W.2d at 373 (quoting Benson, 537 N.W.2d at 757); see also Shirley, 485
N .W.2d at 472 (“It is generally immaterial that other creditors ․ may by the
preference be delayed or wholly prevented from obtaining payment, since this is
the natural result of the preferential transfer.”). We conclude paragraph 26 did
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not make it obvious that the Appleroon transfer was a sham. Paragraph 26 fails
to prove Ouderkirk's scienter.
This case is analogous to that of In re Mirabile. In Mirabile, the Chief
Disciplinary Counsel of Missouri charged two lawyers with filing a fraudulent
petition for legal separation and a sham stipulation in order to help a husband
and wife avoid a child support obligation to the husband's ex-wife. 975 S.W.2d
at 937. In child support proceedings with his ex-wife, the husband listed his
monthly income at $7000. Id. The court found the husband's true income was
$16,250 and advised him of the court's intention to increase his monthly child
support obligation from $500 to $2080. Id. The next day, the lawyers entered a
stipulation whereby the husband would separate from his wife and pay her
$7000 in maintenance and child support. Id. at 937–38.
Citing the attorneys' testimony that “they believed [their clients'] separation was
real,”13 the Missouri Supreme Court found the chief disciplinary counsel had
failed to prove an ethical violation by a preponderance of the evidence. Id. at
940. The court declined to infer the lawyers knew the husband and wife intended
to separate for the purpose of avoiding the husband's prior child support
obligation, stating, “On the key issue, the respondents and their clients testified
consistently and adamantly that the clients truly desired a legal separation.” Id.
The court recognized that the “inability to pay debts as they become due” is a
badge of fraud and emphasized that the husband-client “was solvent at all
relevant times.” Id. (internal quotation marks omitted). The Mirabile court
additionally noted that the lawyers discussed the child support proceedings with
the judge who accepted the separation stipulation, which demonstrated the
attorneys “did not perpetuate a fraud” on the court. Id.
6.

Death of Owner of Single Member LLC. L.B. Whitfield, III Family LLC v. Whitfield, 2014

WL 803363 (Sup. Ct. Alabama, Feb. 28, 2014). Death of single member of LLC results in dissolution of the LLC.
Whittfield Foods, a food processing and packing company, owned by four generations of Whittfields was
owned 50:50 between brothers Frank and L.B. L.B. had four children, three girls (the sisters) and a son, Louie. In
1981 L.B. entered into a stock purchase agreement with the sisters to buy their voting interest for non-voting
interests. The purchase agreement provided the sisters with a right of first refusal on the sale of their voting interests
and a right to purchase the stock from L.B.’s estate. Shortly after Frank’s death, L.B. had concerns of share dilution
and wanted to create a LLC to hold his shares. In 1998, he approached the sisters and asked them to sign a
cancellation agreement to release the remaining rights under the 1981 purchase agreement, and then L.B. created the
Family LLC and transferred all of his voting and non-voting shares into it.
L.B. dies in 2000 and Louis as executor continues to manage and operate the LLC including obtaining an
EIN for the LLC and opening accounts to hold company dividends, and after the estate is closed the LLC continues
to issue K-1 to the sisters and Louie for the dividends. In 2010, the Whittfield Food board bars the sisters from
attending board meetings and working at Whittfield Foods. The sisters try to exercise their option to buy their
voting stock under the 1981 purchase agreement. The Family LLC files a declaratory judgment action to determine
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whether the sister have a right to the voting shares under the 1981 agreement. Following answers, countercomplaints and amended complaints the sisters petition to the court includes a request that the LLC wind up its
affairs and distribute the shares because following L.B.’s death the LLC was dissolved as a matter of law and
pursuant to the terms of the operating agreement.
Trial court determined that the LLC was dissolved and its affairs must be wound up, and further determined
that the 1981 agreement was cancelled and the voting shares should be returned to the sisters.
A LLC is dissolved and its affairs must be wound up upon the occurrence of one of the following events
including when there are no remaining members, unless the holders of the financial rights agree in writing to
continue or new members are established. The Alabama Supreme Court determined at L.B.’s death, there were no
remaining members, and listing the LLC interest on the estate’s final settlement is not enough to show the holders of
the financial rights has decided in writing to continue to operate the LLC, therefore the LLC was dissolved and had
to wind up its affairs.
The 1981 agreement was not unwound by the 1998 cancellation agreement only the remaining or further
rights and obligations were released and the voting interest subject to the 1981 agreement are to distributed in the
same manner as the other interest of the Family LLC.
7.

Virginia Supreme Court Requires Both Trustees and Beneficiaries to be Family Members

to Avoid Shareholder Agreement Purchase Option. In Jimenez v. Corr, 764 S.E.2d 115 (Va. 2014), decedent
shareholder could leave certain shares of closely held stock to the shareholder’s “immediate family” defined as
“children, spouses, parents and siblings.” Here, the shareholder, Norma Corr, left the shares to a pour-over trust.
The opinion explains:
It would be incorrect, then, to adopt Nancy's argument that because a trust is not
defined in Paragraph (d) as a type of “immediate family,” Paragraph (d)
prevented Norma from bequeathing her shares of Capitol Foundry stock by way
of Trust A. Trust A, like all inter vivos trusts, is simply a method to transfer
property to another party including, potentially, members of Norma's
“immediate family.” The question is thus whether Trust A constitutes a
mechanism by which Norma bequeathed her Capitol Foundry stock to persons
who qualify as members of Norma's “immediate family.” If so, disposition of
Norma's shares of Capitol Foundry stock by way of Trust A was permitted by
Paragraph (d) as an alternative to the mandatory purchase scheme of Paragraph
(a).In undertaking this inquiry, we must determine whether both the trustees and
the beneficiaries of Trust A qualified as members of Norma's “immediate
family.” This is because both a trustee and a beneficiary have a substantial
ownership interest in trust property. On the one hand, a beneficiary's equitable
title permits the beneficiary to enforce the terms of the trust and to seek judicial
remedy in the event of a breach. See Code § 64.2–792(B) (setting forth methods
for a court to “remedy a breach of trust that has occurred or may occur”); Miller
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v. Trevilian, 41 Va. (1 Rob.) 1, 24 (1843) (holding that, when a trustee, as the
legal owner, has “failed to perform his duty,” the party retaining equitable
ownership has the power to seek redress in a court of equity).On the other hand,
a trustee's legal interest is more than nominal. A trustee, though “a mere
representative,” must “attend to the safety of the trust property and ․ obtain its
avails for the beneficiary in the manner provided by the trust instrument.”
Fletcher, 253 Va. at 35, 480 S.E.2d at 491. A trustee's legal title in trust property
allows him to utilize and, if appropriate, dispose of trust property so as to
effectuate his duty to administer the trust. See Code § 64.2–763. In fact, unless
limited by the terms of the trust, a trustee may exercise “[a]ll powers over the
trust property that an unmarried competent owner has over individually owned
property.” Code § 64.2–777(A)(2)(a). And, specifically, “[w]ith respect to
stocks” such as Norma's shares, a trustee has the power to “exercise the rights of
an absolute owner.” Code § 64.2–778(A)(7).In light of the substantial nature of
both a beneficiary's and trustee's ownership interest in trust property, disposing
of property by trust is a method of conveying such property to both the trustee
and beneficiary. As such, although the Shareholders' Agreement did not outright
prevent Norma from bequeathing her Capitol Foundry stock by way of Trust A,
the Shareholders' Agreement prevented Norma from bequeathing her Capitol
Foundry stock by way of Trust A if both the trustees and beneficiaries do not
qualify as Norma's “immediate family.” In this case, at the time Norma's shares
of Capitol Foundry stock were to pour over into Trust A, all the beneficiaries of
Trust A qualified as members of Norma's “immediate family” because each
beneficiary—Lewis, Nancy, and Patricia—is either Norma's son or daughter,
and therefore qualify as Norma's “children.”
So far, so good. But the trustees were not immediate family and that was dispositive:
However, at the time Norma's shares of Capitol Foundry stock were to pour over
into Trust A, all the trustees of Trust A did not qualify as members of Norma's
“immediate family.” Lewis and Thomas were co-trustees of Trust A at the time
of Norma's death. Thomas, being Patricia's husband, is Norma's son-in-law.
Because a son-in-law is not one of Norma's “children, spouses, parents [or]
siblings,” Thomas is not a member of Norma's “immediate family” as that term
is defined in Paragraph (d). We therefore hold that, because Norma's method of
bequeathing her shares by way of Trust A did not satisfy the terms of Paragraph
(d), Paragraph (d) did not exempt those shares from the mandatory purchase
scheme of Paragraph (a).
A common sense dissent would have gone the other way:
The “apparent object of the parties” to the Shareholders' Agreement, as indicated
in Section 3, Paragraph (d), was to limit ownership of Capitol Foundry stock to
family members, as defined therein, which, of course, included Norma's three
children. Flippo v. CSC Assocs. III, L.L.C., 262 Va. 48, 64, 547 S.E.2d 216, 226
(2001). The Agreement, however, placed no restrictions on the method used for
effecting such transfer of ownership. Through her inter vivos trust, Norma
provided for the transfer of actual ownership of her Capitol Foundry stock to her
three children, subject to Lewis' option to purchase. Indeed, such a trust is “a
device for making dispositions of property” to such beneficiaries, not trustees.
Collins v. Lyon, Inc., 181 Va. 230, 246, 24 S.E.2d 572, 579 (1943).
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Accordingly, at the time of the momentary interim transfer of the stock from
Norma's estate (where it is being held) to the trust, the trustees would hold no
more than “bare” legal title to the stock. See Restatement (Third) of Trusts § 42
cmt c (2003) (“[A] trustee ․ ordinarily takes only what is generally described as
the ‘bare’ legal title to the trust property.”); see also Fletcher v. Fletcher, 253
Va. 30, 35, 480 S.E.2d 488, 491 (1997). That is, at no time would the trustees,
solely in that capacity, possess any beneficial ownership interest in the stock.
See id. (a trustee is a “mere representative whose function is to attend to the
safety of the trust property and to obtain its avails for the beneficiary in the
manner provided by the trust instrument” (quoting George G. Bogert, The Law
of Trusts and Trustees § 961, at 2 (rev.2d ed.1983)).No part of this transaction,
based on a reasonable reading of the Shareholders' Agreement, should be
deemed a violation of the Agreement. See Hairston v. Hill, 118 Va. 339, 342, 87
S.E. 573, 575 (1916) (“[A]n unreasonable construction is always to be
avoided.”). Therefore, I would affirm the circuit court's holding that the will,
inter vivos trust and Shareholders' Agreement are not in conflict, and that the
trust provision giving Lewis an option to purchase Norma's Capitol Foundry
stock is thus enforceable.
8.

Exculpatory Clause Fails to Exculpate Trustee. Rafert v. Meyer, 859 N.W.2d 332 (Neb.

2015), dealt with an insurance trust drafted by the insured’s attorney of which the attorney served as trustee. The
trustee gave the insurance companies a false address to which to send premium notices and didn’t pay them. The
trust contained this limitation on the trustee’s duties:
The Trustee shall be under no obligation to pay the premiums which may
become due and payable under the provisions of such policy of insurance, or to
make certain that such premiums are paid by the Grantor or others, or to notify
any persons of the noon-payment [sic] of such premiums, and the Trustee shall
be under no responsibility or liability of any kind in the event such premiums are
not paid as required.
....
ARTICLE IV
...The Trustee shall not be required to make or file an inventory or accounting to
any Court, or to give bond, but the Trustee shall, at least annually, furnish to
each beneficiary a statement showing property then held by the Trustee and the
receipts and disbursements made.
The court held that the clause was ineffective:
A trustee has the duty to administer the trust in good faith, in accordance with its
terms and purposes and the interests of the beneficiaries, and in accordance with
the Code. § 30–3866. A violation by a trustee of a duty required by law, whether
willful, fraudulent, or resulting from neglect, is a breach of trust, and the trustee
is liable for any damages proximately caused by the breach. Trieweiler v. Sears,
268 Neb. 952, 689 N.W.2d 807 (2004).
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In drafting the trust, Meyer could not abrogate his duty under § 30–3805 to keep
Appellants reasonably informed of the material facts necessary for them to
protect their interests. Notice of nonpayment of the premiums would have
profoundly affected Appellants' actions to protect the policies from lapsing.
Notice that the policies had lapsed would have affected the subsequent payment
by Rafert as settlor to the insurance agent.
Meyer admittedly provided a false address on each of the insurance applications.
This had the obvious result that the insurers' notices regarding premiums due
would not reach any of the parties. Despite this, Meyer argues that article II
limits his liability for any claims related to nonpayment of the premiums. Meyer
goes so far as to suggest that he did not have the duty to inform Appellants even
if he had received notices of the nonpayment of the premiums.
Such a position is clearly untenable and challenges the most basic understanding
of a trustee's duty to act for the benefit of the beneficiaries under the trust.
Perhaps the most fundamental aspect of acting for the benefit of the
beneficiaries is protecting the trust property. Article II cannot be relied upon to
abrogate Meyer's duty to act in good faith and in accordance with the terms and
purposes of the trust and the interests of the beneficiaries.
Our conclusion remains the same whether we treat article II as an exculpatory
clause or as a term limiting Meyer's duties or liability.
A term of a trust relieving a trustee of liability for breach of trust is
unenforceable to the extent that it:
(1) relieves the trustee of liability for breach of trust committed in bad
faith or with reckless indifference to the purposes of the trust or the
interests of the beneficiaries[.]
§ 30–3897(a). Appellants have alleged sufficient facts for a court to find that
Meyer acted in bad faith or reckless indifference to the purposes of the trust or
the interests of the beneficiaries by providing a false address to the insurers. This
is not a situation where a gratuitous trustee, who had no involvement in the
drafting of the trust or the administration of the insurance policy, undertook only
to distribute insurance proceeds after the insured's death. The trustee's duties
must be viewed in the light of the trustee's alleged involvement in these matters.
If there was none, the result might well be different.
If article II is an exculpatory clause, it is invalid because Meyer failed to
adequately communicate its nature and effect to Rafert. “An exculpatory term
drafted or caused to be drafted by the trustee is invalid as an abuse of a fiduciary
or confidential relationship unless the trustee proves that the exculpatory term is
fair under the circumstances and that its existence and contents were adequately
communicated to the settlor.” § 30–3897(b) (emphasis supplied). Appellants
alleged that Meyer drafted the trust agreement but never met with Rafert or
explained the terms of the trust and the respective duties of each party.
We next consider Meyer's duty to furnish annual reports to the beneficiaries.
Meyer contends that the lapses of the policies occurred prior to the time such
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reports were due. But annual reporting was a minimum requirement in the
ordinary administration of the trust. A reasonable person acting in good faith
and in the interests of the beneficiaries would not wait until such annual report
was due before informing the beneficiaries that the trust assets were in danger of
being lost. Meyer's duty to report the danger to the trust property became
immediate when the insurers issued notices of nonpayment of the premiums. As
trustee, Meyer had a statutory duty “to keep the qualified beneficiaries of the
trust reasonably informed ... of the material facts necessary for them to protect
their interests.” § 30–3805(b)(8). Here, again, according to the allegations,
Meyer was not an otherwise uninvolved and gratuitous trustee.
9.

Nevada Law Allows Donor to Rescind Gift if Donor Made Unilateral Mistake. In the

Matter of the Irrevocable Trust Agreement of 1979, 331 P.3d 881 (Nv. 2014), allowed a donor to rescind a gift
based on unilateral mistake if proven by clear and convincing evidence. The opinion reviews the law:
The vast majority of jurisdictions address this issue consistently with the modern
Restatement approach, which allows a donor to obtain relief from a donative
transfer based on unilateral mistake through reformation or rescission.FN4 See,
e.g., Pullum v. Pullum, 58 So.3d 752, 757–58 (Ala.2010); Yano v. Yano, 144
Ariz. 382, 697 P.2d 1132, 1135–36 (Ariz.Ct.App.1985); Wright, 830 N.E.2d at
1027–28; Twyford, 324 S.W.2d at 406; Estate of Irvine v. Oaas, 372 Mont. 49,
309 P.3d 986, 990–91 (2013); Generaux v. Dobyns, 205 Or.App. 183, 134 P.3d
983, 989–90 (2006). Under the Restatement approach, a donor whose gift is
induced by a unilateral mistake, who mistakenly transfers something more than
or different from the intended transfer, or who mistakenly makes a gift to
someone other than the intended recipient, may pursue an action to remedy his
or her unilateral mistake. Restatement (Third) of Restitution & Unjust
Enrichment § 11 (2011). In such an action, the party advocating the mistake has
the burden of proving the donor's intent and the alleged mistake by clear and
convincing evidence. Restatement (Third) of Prop.: Wills & Other Donative
Transfers § 12.1 & cmts. c, e & g (2003).
FN4. A minority of courts have declined to grant relief from a donative
transfer based on allegations of unilateral mistake absent fraud or
inequitable conduct. See, e.g., Willis v. Willis, 365 N.C. 454, 722
S.E.2d 505, 507–08 (2012) (holding that reformation is not available
for unilateral mistakes not induced by fraud even in cases of a gift).
This approach, however, is inconsistent with Nevada's general
formulation of unilateral mistake, which is not limited to cases of fraud
or inequitable conduct. See generally Home Savers, 103 Nev. at 358–
59, 741 P.2d at 1356–57.
The Restatements identify two types of unilateral mistakes that may occur:
invalidating mistakes and mistakes in the content of a document. Restatement
(Third) of Restitution & Unjust Enrichment § 5 (2011); Restatement (Third) of
Prop.: Wills & Other Donative Transfers § 12.1 (2003). An invalidating mistake
occurs when “but for the mistake the transaction in question would not have
taken place.” Restatement (Third) of Restitution & Unjust Enrichment § 5(2)(a)
(2011). “The donor's mistake must have induced the gift; it is not sufficient that
the donor was mistaken about the relevant circumstances.” Id. § 11 cmt. c. A
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mistake in the content of a document arises through either a mistake of
expression or a mistake of inducement. Restatement (Third) of Prop.: Wills &
Other Donative Transfers § 12.1 & cmt. i (2003). A mistake of expression
occurs when a document misstates the donor's intention, fails to include a
specific term that the donor intended to be included, or includes a term that was
not intended. Id. A mistake of inducement occurs when a donor intentionally
includes or omits a term, but the intent to include or omit the term was a product
of mistake. Id. Whether a donor's mistake is characterized as a mistake of fact or
law is irrelevant. Restatement (Third) of Restitution & Unjust Enrichment § 11
cmt. c (2011).
Here, the donor argued as follows:
In this case, Daisy argues that she made three unilateral mistakes in transferring
the condo into Charron's trust. First, even though she was sole trustee of the
trust, she alleged that she mistakenly believed that she would retain control over
the Las Vegas condo once it was transferred into trust. Second, she purported
that she mistakenly thought that the transfer was necessary to avoid having the
Las Vegas condo escheat to the state upon her death. And third, she asserted that
she mistakenly believed that the deed would transfer a one-third interest in the
condo to each daughter's trust. The evidence presented regarding Daisy's intent
and these alleged mistakes is also conflicting.
At various times in her deposition, Daisy testified that she did not have a
problem with the transfer to Charron's trust, that she wanted the transfer to be
one-third into each daughter's trust, and that she did not want to transfer the Las
Vegas condo at all.FN8 Rasmussen testified in his deposition that he thoroughly
reviewed the proposed transaction with Daisy, including whether she would
retain control over the Las Vegas condo, whether it would escheat to the state,
and that the entire interest in the condo would be transferred into Charron's trust.
Rasmussen further testified that he believed that Daisy understood the
ramifications of the donative transfer, that she was making her own decisions,
and that she intended to transfer a 100–percent interest in the Las Vegas condo
into Charron's trust. And although this transfer was inconsistent with Daisy's
prior estate planning, Daisy expressly prohibited Rasmussen from contacting her
other attorneys before she executed the transaction. Finally, while Charron
appeared to concede in her deposition testimony that Daisy intended a one-third
interest in the Las Vegas condo to be placed into each daughter's trust, rather
than a 100–percent interest in Charron's trust, her testimony is conflicting in this
regard, and she nonetheless testified that Daisy intended to make the donative
transfer.
FN8. While Daisy's counsel sought to dismiss this conflicting
testimony as something to be expected from someone who is 86 years
old, such conflicts, regardless of their basis, are inherently
inappropriate for resolution through a summary judgment motion. See
Wood v. Safeway, Inc., 121 Nev. 724, 729, 121 P.3d 1026, 1029 (2005)
(recognizing that summary judgment is only appropriate if the
pleadings and other evidence on file, viewed in the light most favorable
to the nonmoving party, demonstrate that no genuine issue of material
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fact remains in dispute and that the moving party is entitled to
judgment as a matter of law).
Given the conflicting testimony from Daisy, Charron, and Rasmussen, it is
uncertain what Daisy's donative intent was at the time of the donative transfer.
Because the donor's intent at the time of the transaction is determinative of
whether unilateral mistakes affected the execution or transfer of the gift,
McClung, 80 So.3d at 216, genuine issues of fact necessarily remain as to
whether unilateral mistakes affected Daisy's execution of the deed transferring
the Las Vegas condo into Charron's trust, and thus, the district court was
precluded from granting partial summary judgment. Wood, 121 Nev. at 729, 121
P.3d at 1029.
The case was remanded.
10.

Single Member LLC Pierced By Wyoming Supreme Court. In Greenhunter Energy, Inc. v.

Western Ecosystems Technology, Inc., 337 P.3d 454 (Wy. 2014), Greenhunter Wind Energy, LLC contracted with
Western to provide consulting services regarding a wind turbine. The LLC did not pay and had no assets with which
to pay so Western sued the parent. The court recited these facts found by the trial court:
At trial, Western argued that Appellant was the LLC's alter ego and presented
evidence, much of it uncontroverted, that it felt proved as much. Western was
able to demonstrate that the LLC is a wholly-owned subsidiary of Appellant, the
latter being the sole member and manager of the former. The LLC consistently
carried an operating capital balance which was insufficient to cover its debts,
and on numerous occasions its account had a balance of zero. Western showed
that Appellant decided when and how much money to advance to the LLC to
allow it to pay its accounts payable. Therefore Appellant, as the sole source of
operating funds for the LLC, decided which of its creditors would be paid.
Although Appellant advanced funds to permit the LLC to pay some creditors, it
did not transfer any funds to allow the LLC to pay Western.
Western was also able to show that the LLC did not have employees of its own,
but that employees of Appellant performed services for and on behalf of the
LLC, including negotiation of wind farm leases and other agreements. The
LLC's chairman and general counsel held the same positions with Appellant.
Western also established that Appellant and the LLC have the same business
address. All bookkeeping and financial management of the LLC were performed
by employees of Appellant, including maintenance of accounts receivable and
accounts payable for the LLC. The tax returns of the LLC were consolidated
with those of Appellant because the LLC had only a single member, and federal
tax law permitted it to be treated as a disregarded entity. By this means,
Appellant was able to deduct $884,092.00 in expenses and claim a loss of
$61,047.00 for the LLC's activities on the Platte County wind farm project.
For its part, Appellant presented evidence through its and the LLC's general
counsel. This witness was not personally involved in many of the relevant
events, and in the instances in which he was involved, he could not recall much.
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Appellant also provided exhibits, such as certain LLC filings with Wyoming's
Secretary of State and the LLC's general ledger from 2007 through 2011. These
documents tended to demonstrate that the two entities were detached, and that
they maintained separate accounts.
The court noted that Wyoming law allows the LLC to be pierced where two tests are met:
The veil of a limited liability company may be pierced under exceptional
circumstances when: (1) the limited liability company is not only owned,
influenced and governed by its members, but the required separateness has
ceased to exist due to misuse of the limited liability company; and (2) the facts
are such that an adherence to the fiction of its separate existence would, under
the particular circumstances, lead to injustice, fundamental unfairness, or
inequity.
The court realized that the parent and LLC maintained separate bank accounts. That was insufficient:
Appellant and the LLC did maintain separate bank accounts and business
records. If the analysis could end there, Appellant would have a convincing
case. However, Appellant's argument ignores other facets of this factor which
must be considered, as we explained above. See ¶ 33. In actions seeking to
pierce the veil of a limited liability company, each case must be governed by its
own facts. See Miles v. CEC Homes, Inc., 753 P.2d 1021, 1023 (Wyo.1988).
There is no rigid formula to which a court's analysis must conform; instead, each
case requires a fact-intensive inquiry that must address the particular
circumstances. Here, based upon the evidence presented at trial, the district court
found the following with respect to intermingling: FN7
FN7. The district court broke down the intermingling factor in its
Judgment & Order into several subsections: commingling of funds;
identical ownership, membership and ownership; aligned business
activities and purpose; and concentration of benefits in Appellant and
liabilities in the LLC. However, these subsections all fall under the
intermingling factor, which we address accordingly.
• The overlap between the LLC's and Appellant's ownership, membership and
management was considerable and to an extent such that, when considered with
other factors, piercing was appropriate. Appellant and the LLC utilized
Appellant's accounting department, and in fact the same accountants managed
the finances of both entities. They had the same business address and creditors
of the LLC mailed their invoice to Appellant's address for processing. The
LLC's tax returns were consolidated with the tax returns of Appellant.
• The LLC did not have any employees who were independent of Appellant;
rather, all of the LLC's functions were carried out by employees of Appellant.
Employees of Appellant negotiated and entered into contracts on behalf of the
LLC, and these same individuals decided which of the LLC's creditors to pay
through contributions from Appellant.
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• Appellant assigned its own employees to perform work of the LLC, and
although Appellant “charged” the LLC for the labor performed by Appellant's
personnel, Appellant directly paid its employees for that work.
• The LLC had no revenue separate from Appellant. Funds were commingled in
the sense that the LLC's bills that Appellant wanted paid were settled with
Appellant's funds which were “passed through” the LLC by periodic transfers. A
particular bill was paid only if and when Appellant decided to transfer funds to
pay it.
• The LLC entered into an agreement with Western to procure services for the
purpose of supporting and benefitting Appellant's business. Appellant claimed a
deduction in the amount of $884,092.00 attributable to the Platte County wind
energy project and a loss on its corporate tax return in the amount of $61,047.00
attributable to the same project on its 2009 tax return.
• Appellant manipulated the assets and liabilities in a manner such that
Appellant improperly reaped all of the rewards and benefits of the LLC's
activities, while simultaneously saddling the LLC with all of its losses and
liabilities, including the unpaid bills for services rendered by Western. Appellant
has enjoyed significant tax breaks attributable to the LLC's losses, without
bearing any responsibility for the LLC's debt and obligations that contributed to
such losses. Such a disparity in the risks and rewards resulting from this
manipulation would lead to injustice.
The court was also careful to point out that in principle a single member LLC could be separate for liability
purposes:
Appellant also raises a reasonable policy concern regarding the operational and
management structure of a single-member limited liability company. A singlemember company is owned and by default often managed by its sole member as
expressly permitted by the 2010 Act. Wyo. Stat. Ann. §§ 17–29–407 (“[a]
limited liability company is a member-managed limited liability company unless
the articles of organization or the operating agreement” state otherwise).
Because of the minimal requirements for creating and operating a singlemember limited liability company, this form of business organization can be
utilized by many different types of members, from an individual starting a
business out of her home to a large corporation. Wyo. Stat. Ann. §§ 17–29–
102(a)(xi–xiii), 104, & 401. The flexibility allowed in the operation of such an
entity does not conflict with the use of a home address as the business's address
in some cases. Nor is it inconceivable that the sole member may manage the
company's finances as well as its own or be responsible for entering into
agreements on the company's behalf. Indeed, that will likely be the case when
the sole member manages the company. While the district court noted that the
LLC's address was the same as Appellant's and that all finances and negotiations
were handled by the latter, under the circumstances of this case, it did not assign
inappropriate weight to this evidence in its overall analysis.
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11.

Spendthrift Holdback Clause Ineffective Against Bankruptcy Trustee. Faith Campbell died

in 2011 with a living trust that terminated in favor of four siblings, one of whom was the Debtor in In re Castellano,
514 B.R. 555 (Bkrtcy. N.D. Ill. 2015). A corporate successor trustee declined to serve and the four siblings
appointed the husband of the Debtor’s niece as trustee. The trust contained the following spendthrift clause:
The Living Trust contains the following Spendthrift Provision in § 10.03:
If any beneficiary should attempt to alienate, encumber, or dispose of
all or any part of the income or principal of this [Living] Trust before it
has been delivered by the [Spendthrift] Trustee, or if by reason of
bankruptcy or insolvency or any attempted execution, levy, attachment,
or seizure of any assets remaining in the hands of the [Spendthrift]
Trustee under claims of creditors or otherwise, all or any part of the
income or principal might fail to be enjoyed by any beneficiary or
might vest in or be enjoyed by some other person, then the interest of
that beneficiary shall immediately terminate Thereafter, the
[Spendthrift] Trustee shall pay to or for the benefit of that beneficiary
only those amounts that the [Spendthrift] Trustee, in its sole and
absolute discretion, deems advisable for the education and support of
that beneficiary until the death of the beneficiary or the maximum
period permissible under the South Carolina rule against perpetuities,
whichever first occurs.
(Pl.Ex. No. 1) (emphasis added).
The Debtor asked the trustee to invoke the clause with a letter:
I am writing to you in relation to section 10.03 of the [Living] [T]trust
[the Spendthrift Provision], to advise you that my client [the Debtor]
and her husband have experienced insolvency due to the recession.
They have closed their business and are filing for bankruptcy
protection. [The Debtor] considers that it is the [Spendthrift]
[T]rustee's obligation to exercise his authority consistent with the
provisions of the [Living] [T]trust identified above [i.e., § 10.03].
(Pl.Ex. No. 9) (emphasis added).
In response, the trustee set aside the Debtor’s share in a separate brokerage account named for the benefit
of the Debtor.
At issue was whether the trust share was exempt from the Debtor’s creditors in bankruptcy, filed by Debtor
six weeks later. The court answered no, holding that this was in essence a self-settled spendthrift trust disallowed by
Section 548(e) of the Bankruptcy Code.
The court first concludes that the letter was a transfer of assets:
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The Bankruptcy Code defines a “transfer” as “each mode, direct or indirect,
absolute or conditional, voluntary or involuntary, of disposing of or parting
with—(i) property; or (ii) an interest in property.” 11 U.S.C. § 101(54)(D)
(emphasis added). The Court finds that the Debtor voluntarily effectuated an
indirect, conditional parting with an interest in property—her share of the Living
Trust assets. Rather than accepting direct receipt of those assets and then
transferring them into a self-settled trust or the like, she recruited the Spendthrift
Trustee to accomplish the equivalent result, schooling him, in the Insolvency
Letter, in his “obligation to exercise his authority consistent with the provisions
of the [Living Trust, i.e., § 10.03].” (Pl.Ex. No. 9.)
The Spendthrift Trustee honored her wishes by refraining from sending the
Debtor her share of the Living Trust proceeds directly, instead setting up a new
account (the Spendthrift Trust) into which he deposited the Debtor's share. The
Debtor's use of the assets was then conditional, but only to the extent that it was
subject to the discretion of an interested party, her nephew.
The Debtor confirmed both the fact and the effect of the transfer she had set in
motion when she executed the Receipt. In that document, the Debtor confirmed
in writing that the effect of the Insolvency Letter was to re-route her distribution
from the Living Trust: “I acknowledge that ... I will individually receive no
distribution from the Living Trust and that the Spendthrift Trust shall receive my
life-time, limited beneficial interest.” (Pl.Ex. No. 6.)
***
As discussed above, the Court finds that although the Debtor did not directly
create the Spendthrift Trust, she caused its creation by advising the Spendthrift
Trustee in the Insolvency Letter sent by her attorney that “Linda Castellano
considers that it is the [Spendthrift] [T]rustee's obligation to exercise his
authority consistent with the [spendthrift] provisions of the [Living] [T]rust.”
(Pl.Ex. No. 9.) Thereafter, the Debtor confirmed in the Receipt that the effect of
her coaching of the Spendthrift Trustee in the Insolvency Letter was to ensure
that her share of the Living Trust assets would be distributed not to her
individually but into the newly-created Spendthrift Trust. Read together, the
Insolvency Letter and the Receipt provide strong evidence that the Spendthrift
Trustee invoked the Spendthrift Provision and created the Spendthrift Trust in
direct response to the Debtor's express wishes. By its own terms, the intent of
the Spendthrift Provision is to shield a beneficiary's interest in the Living Trust
from his or her creditors, and the Debtor is, by her own written admission in the
Receipt, clearly a beneficiary of the Spendthrift Trust created thereunder. No
evidence was introduced to suggest the contrary.
Further, the Court cannot ignore the family relationship between the Debtor and
the Spendthrift Trustee, as well as the total absence of any court supervision or
control over the Spendthrift Trustee's decisions concerning disposition of the
assets of the Spendthrift Trust. Family ties militate against any trustee exercising
completely unfettered, independent discretion in administering a spendthrift
trust. Lack of judicial oversight exacerbates the risk that the Spendthrift
Trustee's independent judgment will be compromised by family entanglements.
The Debtor had reason to assume that despite the creation of the Spendthrift
Trust she would have every opportunity to influence, if not simply instruct, the
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Spendthrift Trustee to disburse funds according to her own discretion. Whether
the Spendthrift Trust was a self-settled trust or similar device, the practical *562
effect is the same—the Debtor can justifiably expect to exercise a significant
degree of control over its assets.
Suppose the Debtor had not written the letter or receipt. Would the outcome have been different? If the
trust had continued in trust presumably section 548(e) would not have been implicated. Many drafters use this sort
of holdback clause. Would “perpetual” trusts that a trustee may terminate if there is no creditor, bankruptcy,
divorce, special need, or Medicaid situation looming be more effective? If so, would a trustee be comfortable
actually terminating such a trust even in the absence of a present condition? The Grantor’s intent – “I intend trustee
to terminate this trust in favor of outright distribution unless trustee determines that . . .” - in the instrument would
be helpful.
12.

Ethical Issues When Dealing With Adults Who Have Diminished Capacity. The Colorado

Bar has issued a comprehensive ethics rule dealing with representing adults with diminished capacity. Colorado Bar
Association Formal Ethics Opinion 126. The Scope and Syllabus are as follows:
Scope
This opinion addresses ethical issues that arise when a lawyer believes that an
adult client’s ability to make adequately considered decisions is diminished.
Although Rule 1.14 of the Colorado Rules of Professional Conduct (Colo. RPC
or Rules) also addresses a client’s diminished capacity due to minority, this
opinion is limited to the consideration of ethical issues that arise by reason of the
diminished capacity of a client due to reasons other than the client’s minority.
This opinion does not address representation in adult protective proceedings.
Syllabus
At times, a lawyer may need to consider whether an adult client’s capacity to
make adequately considered decisions relating to the representation is
diminished. If the lawyer reasonably concludes that the client’s capacity is
diminished in such a manner as to impair the client’s ability to make adequately
considered decisions regarding the representation, including whether to give
informed consent to a course of conduct by the lawyer when required, the
lawyer must nevertheless maintain a normal client–lawyer relationship with the
client so far as is reasonably possible. If the lawyer reasonably believes that the
client’s diminished capacity places the client at risk of substantial physical,
financial, or other harm unless action is taken and that the client cannot
adequately act in the client’s own interests, the lawyer should consider whether
to take reasonable protective action necessary to protect the client’s interests. In
taking such protective action, the lawyer should be guided by the wishes and
values of the client and the client’s best interests, and any protective action taken
should intrude into the client’s decision-making authority to the least extent
feasible. When taking such protective action, the lawyer is impliedly authorized
to disclose information relating to the representation which Colo. RPC 1.6
would otherwise prohibit, but the implied authorization is only to the extent
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reasonably necessary to protect the client’s interests. The lawyer should take
care to ensure that information thus disclosed will not be used against the
client’s interests. Differences may arise between the lawyer and client regarding
whether or to what extent the client’s capacity is diminished, whether the lawyer
should disclose information regarding the client’s condition despite the client’s
lack of consent to such disclosure, or whether the lawyer should take any action
to protect the client. These differences may present conflicts between the client’s
and the lawyer’s respective interests, and the lawyer must assess whether those
conflicts will materially limit the representation of the client.
13.

Choice of Law Provision Ignored in Divorce Proceeding. Charles Dahl, a Utah resident,

created an irrevocable trust governed by Nevada law. At issue in Dahl v. Dahl, 2015 WL 5098249 (Ut. 2015) was
what Utah would do with the trust in a proceeding brought by Kim Dahl, former spouse, for property division. The
court issued three rulings of particular interest: one, that Utah law governed; two, that under Utah law the trust was
revocable by the settlor; three, both Dahls were settlors.
With respect to governing law, the opinion states:
Ms. Dahl argues that the district court erred when it applied Nevada law and
construed the Trust as irrevocable. She argues that construing the Trust as
irrevocable under Nevada law would violate Utah public policy by creating “a
serious inequity” in the distribution of the marital estate. In response, Dr. Dahl
argues that the Trust is irrevocable under both Utah and Nevada law and,
therefore, the Trust's choice-of-law provision is “not material in this case.” Dr.
Dahl concedes that Ms. Dahl has an enforceable interest in the Trust assets if we
find the Trust to be revocable. While both parties agree that application of
Nevada law would require us to hold the Trust irrevocable,FN6 they disagree as
to the result under Utah law. Accordingly, our first task is to determine which
state's law governs construction of the Trust.
Because Utah is the forum state, Utah choice-of-law rules apply. Waddoups v.
Amalgamated Sugar Co., 2002 UT 69, ¶ 14, 54 P.3d 1054. Under Utah choiceof-law rules, we will generally enforce a choice-of-law provision contained in a
trust document, unless doing so would undermine a strong public policy of the
State of Utah. See UTAH CODE § 75–7–107 & cmt. (“This section does not
attempt to specify the strong public policies sufficient to invalidate a settlor's
choice of governing law.”); see also Jacobsen Constr. Co. v. Teton Builders,
2005 UT 4, ¶ 19, 106 P.3d 719 (refusing to allow parties to “employ choice of
law provisions to force forum states to enforce contractual terms wholly
repugnant to local public policy”). Thus, we will refuse to enforce a settlor's
choice-of-law provision if doing so would undermine strong public policy goals
of this state.
Section 5.4.6 of the Trust agreement provides:
Governing Law. The validity, construction and effect of the provisions
of this Agreement in all respects shall be governed and *579 regulated
according to and by the laws of the State of Nevada. The administration
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of each Trust shall be governed by the laws of the state in which the
Trust is being administered.
Issues concerning the meaning of trust terms, the legal effect of those terms, and
the status of individuals vis-à-vis the Trust are all matters of trust construction.
See BLACK'S LAW DICTIONARY 355, 592 (9th ed.2009) (defining
“construction” and “effect”). Conversely, questions related to the performance
of the trustee's duties and the management of trust assets are issues of trust
administration. See id. at 49 (defining “administration”); 90 C.J.S. Trusts § 225.
The central dispute between the parties in this case concerns the revocability of
the Trust. This is an issue of trust construction to which we would ordinarily
apply Nevada law. But we cannot apply Nevada law without violating Utah
public policy.
Utah has a long-established policy in favor of the equitable distribution of
marital assets in divorce cases. See UTAH CODE § 30–3–5(1) (authorizing
Utah courts to enter “equitable orders relating to the children, property, debts or
obligations, and parties” in a divorce); see also Englert v. Englert, 576 P.2d
1274, 1276 (Utah 1978) (“The import of our decisions implementing [section
30–3–5] is that proceedings in regard to the family are equitable in a high
degree; and that the court may take into consideration all of the pertinent
circumstances. It is our opinion that the correct view under our law is that this
encompasses all of the assets of every nature possessed by the parties, whenever
obtained and from whatever source derived.”). We have previously indicated
that the purpose of section 30–3–5 of the Utah Code is to empower courts to
“enforce, after divorce, the duty of support which exists between a husband and
wife.” Callister v. Callister, 1 Utah 2d 34, 261 P.2d 944, 948 (1953). Moreover,
“[t]he overarching aim of a property division, and of the decree of which it and
the alimony award are subsidiary parts, is to achieve a fair, just, and equitable
result between the parties.” Noble v. Noble, 761 P.2d 1369, 1373 (Utah 1988).
Thus, by legislative enactment and our long-standing precedent, Utah has an
interest in ensuring that marital assets are fairly and equitably distributed during
divorce and that divorcing spouses both retain sufficient assets to avoid
becoming a public charge.
Oddly, the trust appears by its plain language to give Charles Dahl a revocation power by providing an
unlimited power to amend:
Ms. Dahl argues that the Trust is revocable under Utah law because Dr. Dahl, as
settlor of the Trust, reserved in the Trust agreement an unrestricted power to
amend the Trust.FN8 We employ familiar principles of contract interpretation
when construing trust instruments. Makoff v. Makoff, 528 P.2d 797, 798 (Utah
1974). We begin our analysis with the language of the trust agreement to
ascertain the intent of the settlor. Id. Because we presume that the settlor knew
and intended the legal effect of the language used, we give the words used in the
trust agreement their ordinary and usual meaning. See 76 AM.JUR.2D Trusts §
33 (2005) (“[T]he words used in a trust instrument are to be taken in their
ordinary and grammatical sense unless a clear intention to use them in another
sense can be ascertained.”).
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Section 5.5 of the Trust agreement states, “ Trust Irrevocable. The Trust hereby
established is irrevocable. Settlor reserves any power whatsoever to alter or
amend any of the terms or provisions hereof.” (Emphasis added). Dr. Dahl
argues that the Trust is irrevocable because it is entitled “The Dahl Family
Irrevocable Trust” and section 5.5 declares it to be irrevocable. FN9 Dr. Dahl
further argues that section 5.5 “does not create any right for Dr. Dahl to
unilaterally alter or amend the Trust. Rather, the language simply reserves the
rights of every settlor of an irrevocable trust ... to amend, alter or terminate the
irrevocable trust if there is consent from all beneficiaries.” We are unpersuaded.
A “settlor has power to modify the trust if and to the extent that by the terms of
the trust he reserved such a power.” RESTATEMENT (SECOND) OF TRUSTS
§ 331(1) (1959). The second sentence of section 5.5 reserves for Dr. Dahl, as
settlor, any power to amend any provision of the Trust. Though Dr. Dahl urges
us to construe section 5.5 as reserving only those powers to amend that are
consistent with the creation of an irrevocable trust, the plain language of section
5.5 contains no such limitation. By the terms of the Trust, Dr. Dahl can modify
any and all Trust provisions, including the provisions that purport to make the
Trust irrevocable. See MARY F. RADFORD ET AL., THE LAW OF TRUSTS
AND TRUSTEES § 993 (3d ed.2008) (“Although the holder of a power to
modify may not directly revoke the trust, he or she may do so indirectly by first
modifying the trust by the insertion of a power to revoke and then exercising
that power.” (footnote omitted)). Such a broadly drafted provision cannot fairly
be read as restricting Dr. Dahl's power to amend to only those powers consistent
with an irrevocable trust. Thus, by the Trust's plain language, Dr. Dahl has
reserved an unrestricted power to amend.
Arguably, this provision makes the choice of law issue – Nevada not protecting a spouse as Utah would –
irrelevant.
Finally, the parties apparently agreed that she had added assets to the trust, making her a settlor:
Any interest retained by Ms. Dahl in the Trust must necessarily be based on her
contribution of property to the Trust. This is so because Ms. Dahl is not a
signatory to the Trust agreement. Nor is she named as a settlor or trustee. And
Ms. Dahl's status as a beneficiary of the Trust is dependent on her status as Dr.
Dahl's spouse. In section 1.2 of the Trust agreement, the beneficiaries are listed
as “the Settlor during his lifetime,” “the Settlor's spouse,” “the Settlor's issue,”
and “any charitable or tax-exempt organization that may be added as a
beneficiary.” (Emphasis added.) Because Ms. Dahl is named as a beneficiary
only in her capacity as Dr. Dahl's spouse, her beneficiary status terminated with
the couple's divorce. As a result, we must determine the extent to which Ms.
Dahl's contribution of marital property to the Trust creates an enforceable
interest in the Trust property.
Though we have not previously addressed this specific issue, the governing
statute is clear. Section 75–7–103(1)(k) of the Utah Code defines “settlor” as “a
person ... who creates, or contributes property to, a trust. If more than one person
creates or contributes property to a trust, each person is a settlor of the portion of
the trust property attributable to that person's contribution....”
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In this case, Ms. Dahl is not acknowledged as a settlor in the Trust agreement,
even though Dr. Dahl admits that Ms. Dahl contributed property to the Trust.
The Uniform Law Comments relating to the UUTC's definition of “settlor,” on
which the Utah statute is modeled, directly address such a situation.
Determining the identity of the “settlor” is usually not an issue. The
same person will both sign the trust instrument and fund the trust.
Ascertaining the identity of the settlor becomes more difficult when
more than one person signs the trust instrument or funds the trust. The
fact that a person is designated as the “settlor” by the terms of the trust
is not necessarily determinative.... Should more than one person
contribute to a trust, all of the contributors will ordinarily be treated as
settlors in proportion to their respective contributions, regardless of
which one signed the trust instrument.
UTAH CODE § 75–7–103 cmt. (emphasis added).
14.

Donor Standing to Enforce Charitable Gift. The court in Adler v. SAVE, 2013 N.J. Super.

LEXIS 114 (App. Div. 2013) allowed a living charitable donor to assert a “conditional gift” claim against a
charitable organization where charities were deemed to have a “fiduciary duty” to donors to fulfill gift conditions
created in connection with capital campaign pledges.
Bernard and Jeanne Adler donated $50,000 to SAVE, a 501(c)(3) charitable organization, whose mission
was to provide for the rescue, shelter, veterinary care, and adoption of stray companion animals in the Princeton,
New Jersey area. The Adlers requested their donation back, after SAVE informed them that they would be using the
monies for purposes other than what was originally intended by the Adlers.
The Adlers had donated a total of $50,000 to SAVE to be used towards its capital campaign to construct a
new shelter facility for animals in Princeton, New Jersey. The shelter was to have rooms for dogs and cats that were
not easily adopted and for the naming rights for those rooms at the facility. Neither the Adlers nor SAVE discussed
what would happen if the capital campaign was not successful and SAVE decided not to construct the new facility.
In February 2006, SAVE announced to its donors, including the Adlers, that it was merging with another
charitable foundation. As a result, SAVE would not construct its new shelter at its original Princeton location. The
newly formed merged charity was transferring all operations formerly housed in Princeton to a location in
Montgomery Township, New Jersey where it planned to construct a new animal shelter, significantly smaller than
the facility originally proposed to be built.
The Adlers requested a return of their gift based upon a failed condition, but SAVE refused to do so, and
the Adlers filed suit. The trial court held in plaintiffs’ favor, finding they were entitled to the return of their gift.
SAVE then filed their appeal.
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The Appellate Division went beyond the conditional gift analysis raised in the trial court.

Noting the

absence of any existing precedent on the issue of the right of “a live donor” to demand the return of a conditional
inter vivos gift based on the recipient’s failure to honor the donor’s conditions.” Applying principles governing
fiduciary relationships, the Appellate Division held that, by failing to abide by the Adlers’ conditions, SAVE
breached its fiduciary duty to them.
The appellate court reasoned that SAVE accepted the gift fully aware of the Adlers’ conditions and did not
express any reservation to the Adlers about its ability to meet those conditions. The appellate court concluded:
“that this created a reasonable expectation in the donor’s mind that: (1) the recipient would attempt to meet those
conditions in good faith; (2) absent the donor’s consent, the recipient did not have the right to ignore or disregard
any of the material conditions of the gift; and (3) if the recipient of the gift decides to unilaterally disregard the
donor’s express condition, basic fairness dictates the gift must be returned to the donor.”
In the absence of SAVE’s seeking and obtaining of the Adlers’ express consent to modify the original
condition of their gift for use with the new smaller shelter, in Montgomery Township, the gift had to be returned to
them.
The more usual rule is that only the state attorney general has standing as illustrated in Davis v. Colorado
State University Research Foundation, 320 P.3d 1115 (Wy. 2014) which dealt with simple, and typical, facts:
In 1997, the Courtenay C. Davis Foundation (“the Davis Foundation”) and Amy
Davis (collectively “the Davis Interests”) entered into an agreement with the
Colorado State University Research Foundation and the University of Wyoming
Foundation (“the University Foundations”). Through that agreement, the Davis
Interests gifted land and other interests to the University Foundations, subject to
the terms of the agreement. In 2011, the University Foundations decided to sell
the gifted property. The Davis Interests filed an action in district court seeking to
enjoin the sale of the gifted property, and the district court dismissed the action
after finding that the Davis Interests lacked standing to bring the action. We
affirm.
The court without much analysis followed traditional law, summarizing it as follows:
At common law, only the attorney general may enforce the terms of a charitable
gift. Hardt v. Vitae Found., Inc., 302 S.W.3d 133, 137 (Mo.Ct.App.2009);
*1125 Carl J. Herzog Found., Inc. v. Univ. of Bridgeport, 243 Conn. 1, 699
A.2d 995, 997 (1997). The Connecticut court explained:
At common law, a donor who has made a completed charitable
contribution, whether as an absolute gift or in trust, had no standing to
bring an action to enforce the terms of his or her gift or trust unless he
or she had expressly reserved the right to do so. “Where property is
given to a charitable corporation and it is directed by the terms of the
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gift to devote the property to a particular one of its purposes, it is under
a duty, enforceable at the suit of the [ a] ttorney [ g] eneral, to devote
the property to that purpose.” (Emphasis added.) 2 Restatement
(Second), Trusts § 348, comment (f), p. 212 (1959); Attorney General
v. First United Baptist Church of Lee, 601 A.2d 96, 98 (Me.1992); see
Sarkeys v. Independent School District No. 40, 592 P.2d 529, 533
(Okla.1979) (“[i]t has long been recognized at common law that the
[a]ttorney [g]eneral has the duty of representing the public interest in
securing the enforcement of charitable trusts”); Wilbur v. University of
Vermont, 129 Vt. 33, 44, 270 A.2d 889 (1970) (where no provision in
trust instrument for forfeiture or reverter, “the remedy for a breach of
trust is by suit at the instance of the [a]ttorney [g]eneral of the state to
compel compliance”). At common law, it was established that “[e]quity
will afford protection to a donor to a charitable corporation in that the [
a] ttorney [ g] eneral may maintain a suit to compel the property to be
held for the charitable purpose for which it was given to the
corporation.” (Emphasis added; internal quotation marks omitted.)
Lefkowitz v. Lebensfeld, 68 A.D.2d 488, 494–95, 417 N.Y.S.2d 715
(1979). “The general rule is that charitable trusts or gifts to charitable
corporations for stated purposes are [enforceable] at the instance of the
[a]ttorney [g]eneral.... It matters not whether the gift is absolute or in
trust or whether a technical condition is attached to the gift.” (Internal
quotation marks omitted.) Id., at 495, 417 N.Y.S.2d 715.
“The theory underlying the power of the [a]ttorney [g]eneral to enforce
gifts for a stated purpose is that a donor who attaches conditions to his
gift has a right to have [h]is intention enforced.” Id., at 495–96, 417
N.Y.S.2d 715. The donor's right, however, is enforceable only at the
instance of the attorney general; Wier v. Howard Hughes Medical
Institute, 407 A.2d 1051, 1057 (Del.Ch.1979) (attorney general “has
the exclusive power to bring actions to enforce charitable trusts”
[emphasis added]); Lopez v. Medford Community Center, Inc., 384
Mass. 163, 167, 424 N.E.2d 229 (1981) (common law rule that “it is
the exclusive function of the [a]ttorney [g]eneral to correct abuse in the
administration of a public charity by the institution of proper
proceedings” [emphasis added] ); and the donor himself has no
standing to enforce the terms of his gift when he has not retained a
specific right to control the property, such as a right of reverter, after
relinquishing physical possession of it. See, e.g., Marin Hospital
District v. State Dept. of Health, 92 Cal.App.3d 442, 448, 154 Cal.Rptr.
838 (1979) (fact that charity is bound to use contributions for purposes
for which they were given does not confer to donor standing to bring
action to enforce terms of gift). As a matter of common law, when a
settlor of a trust or a donor of property to a charity fails specifically to
provide for a reservation of rights in the trust or gift instrument, “
‘neither the donor nor his heirs have any standing in court in a
proceeding to compel the proper execution of the trust, except as
relators.’ ” Smith v. Thompson, 266 Ill.App. 165, 169 (1932), quoting 2
J. Perry, Trusts and Trustees (7th Ed.1929) § 732a, pp. 1255–56; see
Wilbur v. University of Vermont, supra, 129 Vt. at 44, 270 A.2d 889
(breach of trust “creates no right in the donor's heirs to enforce a
resulting trust”); Hagaman v. Board of Education, 117 N.J.Super. 446,
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454, 285 A.2d 63 (1971) (heirs of settlor generally cannot enforce
charitable trust). “There is no such thing as a resulting trust with respect
to a charity.... Where the donor has effectually passed out of himself all
interest in the fund devoted to a charity, neither he nor those claiming
under him have any standing in a court of equity as to its disposition
and control.” (Internal quotation marks omitted.) *1126 Smith v.
Thompson, supra, at 169; see Wier v. Howard Hughes Medical
Institute, supra, at 1057; but see McGee v. Vandeventer, 326 Ill. 425,
441, 158 N.E. 127 (1927). On the basis of the weight of the foregoing
authorities, we conclude that it is clear that the general rule at common
law was that a donor had no standing to enforce the terms of a
completed charitable gift unless the donor had expressly reserved a
property interest in the gift.
Carl J. Herzog Found., 699 A.2d at 997–99 (footnotes omitted) (alterations in original).
Courtenay C. and Lucy Patten Davis Foundation v. Colorado, 320 P.3d 1115
(Sup. Crt. Wyoming March 4, 2014). Memorandum of Agreement did not
create a trust and donor does not have standing to enforce a gift not in trust to
charity.
In 1997, the Davis Foundation a 99% owner of a LLC that holds a large cattle
farm and Amy Davis the 1% owner of the LLC entered into an agreement with
the Colorado State University Research Foundation and the University of
Wyoming Foundation in which the LLC would be donated 50% to each
University as well as other real property subject to a conservation easement.
The agreement set forth the purpose of the donation as well as certain
restrictions on the management and sale of the land. The Foundation would
have a designated person to sit on the management committee for the land and
Amy Davis would serve as a non-paid consultant to the management committee
for the first seven years. The land could not be sold during the first 14 years, but
after 14 years the either university could sell their interest. In 2011, after 14
years of operation both universities decided to sell their interests, the Davis
Foundation and Mrs. Davis filed a motion to enjoin the sale alleging breach of
contract, unjust enrichment and rescission of the agreement and establishment of
a constructive trust. The district court dismissed the motions finding that only
the attorney general has standing to enforce a charitable gift and the donation to
the universities was not a charitable trust. On appeal the Wyoming Supreme
Court affirms.
The court found the written agreement very clearly spelled out the terms to the
donation and was not ambiguous as to create doubt as to the whether the
donation was a gift or left in trust. The agreement was not an expressed trust
and the court did not find an implied (resulting or constructive) trust had been
created. After determining the donation was not in trust but was a gift the court
turned to the issue of who had standing to enforce the gift.
Under the common law on the attorney general has standing to enforce a
charitable gift unless the donor expressly reserved a property interest in the gift.
Although the Uniform Trust Code has expanded standing rights for charitable
trusts, the UTC does not apply to gifts not in trust and the Davis Foundation and

208

Mrs. Davis did not argue they retained an interest in the gift. The court rejected
their argument that having a position on the management board provided
standing.
15.

Ethics Issues With Prospective Clients. NYSBA Ethics Opinion 1067 outlines the following

factual situation:
Inquirer is a small law firm of three named partners X, Y and Z (the “Law
Firm”) practicing primarily in the fields of estate planning and administration,
trusts and elder law, and related fields. Two partners in the firm, X and Y, have
long represented a client (“Father”) in a variety of matters, including a
protracted and vigorously contested Article 81 proceeding brought by Father’s
adult child (“Child”) over the guardianship of Father’s wife. That litigation
concluded in Father’s favor. The firm continues to represent Father. Z, the third
named partner in the Law Firm, took no part in the representation of Father in
the guardianship proceeding and was not aware of it until the consultation that
lies at the center of the inquiry.
Some six months after the guardianship proceeding concluded, Child sought a
meeting with Z, ostensibly to discuss possible representation in connection with
estate planning for Child. Z holds public seminars on elder law and estate
planning from time to time and invites members of the audience to schedule a
one-hour meeting with him to discuss individual concerns after the
seminar. Child apparently was responding to such an invitation.
Z apparently did not check for conflicts before discussing the substance of
Child’s concerns, and Child did not mention until the end of the consultation
that the Law Firm had represented Father in a guardianship proceeding in which
Child was Father’s adversary (i.e., adverse to the Law Firm’s client).
Without revealing any information beyond the fact that he had met with Child to
discuss possible representation, Z then inquired of his partners whether there had
been such a guardianship matter. X and Y confirmed that there had been such a
matter involving heated and protracted litigation. The three attorneys agreed
that, even if there were no conflict with undertaking planning for Child, they
should not accept the representation, and they declined it.
The opinion concludes:
When a person consults with a lawyer in good faith about possible
representation in a matter, the lawyer owes a duty of confidentiality pursuant to
Rule 1.18(b) with respect to information the lawyer learns in the consultation,
absent the prospective client’s consent to disclosure or use. Whether the
prospective client’s identity, the fact of the consultation, and the subject matter
of the consultation constitute confidential information turns on whether the
information is protected by the attorney-client privilege, on whether disclosure
likely would be embarrassing or detrimental to the prospective client, and on
whether the prospective client has asked the lawyer not to disclose the
information. Here, if the Child’s consultation with the Law Firm was unrelated
to the Law Firm’s representation of the Father, then the information learned
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from Child is unlikely to be material to the firm’s representation of Father, but
this is a factual determination that can be made only by the lawyer. In that case,
the firm would have no obligation to disclose it (and, if it is confidential to
Child, no ability to do so without the consent of Child). Moreover, if the
information is confidential to Child, then the Law Firm has no obligation to
disclose it to Child’s lawyer in an unrelated matter, or the ability to do so
without the consent of Child. Whether the consultation precludes or restricts the
lawyer from undertaking representation of another client or continuing to
represent another client depends on whether the matters are the same or
substantially related and on whether the information the lawyer learned from the
prospective client could be “significantly harmful” to the prospective client in
the matter.
16.

List of Children Names Not Preclusive. Demeraski v. Bailey, 35 N.E. 3d 913 (Oh. App.

2015), involved a will listing the decedent’s children where one child was omitted. The clause provided:
4.1 All the rest, residue and remainder of my property (including any
interest in J.B. Stamping, Inc. and Lucky 13) shall be liquidated within
two (2) years after my death and the proceeds of such property shall be
apportioned in equal shares among my children who survive me and
shall be distributed to them: JAMES P. BAILEY, IV, JOHN R.
BAILEY, JEFFREY W. BAILEY, JERALD M. BAILEY, JILL
SHANTZLIN, JANET KRUSE, J. PHILIP BAILEY and JASON L.
BAILEY.
However, the will also provided:
6.2. Presently, I have eight (8) children, namely, JAMES P. BAILEY, IV, JOHN
R. BAILEY, JEFFREY W. BAILEY, JERALD M. BAILEY, JILL
SHANTZLIN, JANET KRUSE, J. *917 PHILIP BAILEY, JASON L. BAILEY,
all of whom are adults.
6.3 The words “child,” “children,” and “issue” as used herein include persons
whose relationship is such by adoption as well as issue of such adopted person.
No person who is otherwise a child or issue of mine shall lose his or her status
as such by being adopted by another person.
The underlying facts illuminate the problem:
Demeraski is the natural born daughter of Bailey and Gail Elaine Bailey. Until
she was five years old, she was known by her legal birth name, Jennifer Joan
Bailey. Shortly after her fifth birthday, following her parents' divorce and her
mother's remarriage to James Jaworski, Demeraski's name was legally changed,
with Bailey's consent, to Jennifer Joan Jaworski. There was no adoption of
Jennifer by Jaworski. When she later married, she changed her surname to
Demeraski.
The probate court determined that Demeraski was not a beneficiary. The Court of Appeals reversed and
remanded for further proceedings:
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Based on our examination of the will and consideration of the allegations of
Demeraski's complaint, we cannot state that the language of Bailey's will “
‘presents an insuperable bar to relief’ ” as a matter of law, see, e.g., Abdallah,
2007-Ohio-6065, 2007 WL 3377258, at ¶ 3; Fairview Realty Investors, 2002Ohio-6819, 2002 WL 31771263, at ¶ 8, or that there is no set of facts under
which Demeraski would be entitled to a share of Bailey's residuary estate under
the will. Demeraski's complaint is based on the theory that Bailey intended to
make a class gift of his residuary estate to all of his surviving “children.” She
alleges that although Bailey omitted her from the list of “children” to whom he
explicitly referenced by name in devising his residuary estate, he nevertheless
*925 intended that she take under the residuary clause of the will as one of his
“children” as evidenced by his inclusion of paragraph 6.3 in the will—a
provision that she alleges could not have been intended to apply to anyone but
her and that otherwise would have no purpose in the will. Accepting as true all
of the material factual allegations of the complaint, construing all reasonable
inferences to be drawn from those facts in favor of Demeraski and applying the
principles of construction set forth above, in our judgment Demeraski has pled
sufficient facts to survive a motion to dismiss for failure to state a claim for
which relief can be granted. When the will is read in its entirety, and in
particular when paragraph 4.1 of the will is read in conjunction with paragraphs
6.2 and 6.3 (which on their face appear to be contrary to undisputed facts), we
find a potential ambiguity exists as to whether the gift of Bailey's residuary
estate in paragraph 4.1 of the will was intended to be a gift to the specificallynamed beneficiaries as individuals or to all of Bailey's “children,” which would
include Demeraski, as a class. Accordingly, the probate court erred in dismissing
her complaint pursuant to Civ.R.12(B)(6). Demeraski's assignment of error is
overruled in part and sustained in part. The probate court's order dismissing the
complaint is reversed, and the case is remanded for further proceedings
consistent with this opinion.
17.

Power of Appointment Not Subject to Fiduciary Standard. In In re Estate of Zucker, 2015

WL 5254061 (Pa. Superior Ct. 2015), decedent’s wife, Syma, exercised a power of appointment in favor of two of
three children. The third, Wendy, objected claiming:
Wendy alleged that Syma's appointment was not a proper exercise of the power
as it was done “in bad faith, based on hate and malice toward Wendy, contrary
to [the Decedent's] intent to benefit his issue equally (absent a good faith reason
to the contrary) and the duty imposed on Syma to act in good faith when
exercising a testamentary power imposed by Pennsylvania law.”
The court disagreed, declining even to impose a good faith standard. The opinion states:
We have reviewed the language contained in Decedent's will and in the codicil
to Syma's will in which she directed that the principal contained in the marital
trust be divided into two trusts for the benefit of Scott and Karyn and their issue.
We have also reviewed the case law provided by the parties and the orphans'
court. We conclude that none of the cases, in which challenges to the exercise of
the power of appointment were raised, direct that the appointments must be
made in good faith. Rather, we state again that a donee's duty is to the donor and
the donee must exercise that power within the donor's established conditions.
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Moreover, the donee has the right to select some of the potential appointees to
the exclusion of others. See Estate of Kohler, 344 A.2d at 472. No duty of good
faith has been established. Therefore, we conclude that the orphans' court's grant
of Scott and Karyn's motion for judgment on the pleadings was proper. The
orphans' court did not commit an error of law.
The court notes that Syma was not the trustee. Does that matter? Suppose she had been; her exercise of a
testamentary power of appointment would seem to occur after service as trustee ended. May a trustee exercise an
inter vivos power without following a fiduciary standard?
18.

Presumption of Revocation Overcome and Photocopy Probated in Virginia. In Edmonds v.

Edmonds, 772 S.E.2d 898 (Va. 2015), the decedent’s original will could not be found at his death. This gave rise to
the presumption that his presumed last will, from 2002, had been revoked. But that presumption was overcome.
The court summarized the evidence:
Christopher [the decedent’s son by a prior marriage]testified that he had never
spoken with or met Edmonds. Edmonds stated to his friend Bettius that he had
no interest in having a relationship with Christopher. Edmonds had at least three
wills, and each time he changed his will, he had a new one prepared.
Christopher was never listed as a beneficiary in any of Edmonds' wills. During
the preparation of his 2002 Will, Edmonds was clear that he did not want
Christopher to be a beneficiary. Because Edmonds did not want Christopher to
be a beneficiary, he would know that he needed to have a will to exclude
Christopher from inheriting part of his estate. Therefore, even if he lost
confidence in his daughter, there is no indication that he would want his
property to pass through intestate succession under any circumstances.
It is important to note in this instance that a neatly bound photocopy of
Edmonds' 2002 Will and Trust was found in a drawer in the filing cabinet in
Edmonds' office, exactly where Edmonds had stated he kept his important
papers. The photocopy was fully executed. However, the original of the
document could not be found. The fully executed photocopy was found where
Edmonds stated he would keep his important papers. If he had intended to
revoke the 2002 Will by destroying the original, it would have been logical that
he would have removed the photocopy from his file of important papers.
Edmonds never indicated to his wife, or anyone else, that he had destroyed the
couple's 2002 estate planning documents. He also made a number of statements
in the last two years of his life that reflected his intention that, when he died, his
estate would be governed by the 2002 Will and Trust. In the fall of 2011, he
gave a copy of the 2002 Will and Trust to his long-term tax advisor for her
review. In the fall of 2012, he told his close friend, Bettius, that he had no
interest in developing a relationship with Christopher, that he had made
appropriate decisions to maximize his estate tax benefits, and that after he died
all the decisions regarding the management of his business would be in
Elizabeth's hands. This is inconsistent with Edmonds having revoked the will,
leaving no estate plan in place.
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In March 2013, Edmonds told his close friend Bell that, “as soon as I go,
everything goes to Liz. As soon as she goes, everything goes to Kelly.” In late
March or early April, just weeks before his death, Edmonds told Elizabeth that
they should meet with their attorney when they returned to Arlington from
Florida to begin funding their trust and taking the other steps their attorney had
recommended as part of the 2002 estate plan.
As in Jackson and Bowery, it is demonstrated on the present record with clear
and convincing evidentiary support that in all of his statements Edmonds
confirmed the intention that his wife and daughter were to be the objects of his
bounty, and that he specifically did not intend to leave anything to his son. There
is also no evidence in the record of anything that might have happened to *907
change Edmonds' mind in the period prior to his death. Accordingly, we hold
that these facts are sufficient to support the trial court's finding of clear and
convincing evidence that Edmonds did not destroy the original 2002 Will with
the intention of revoking it.
19.

Probate Exception Did Not Preclude Federal Jurisdiction Over Limited Partnership

Transfer. In Lee Graham Shopping Center, LLC v. Estate of Kirsch, 777 F.3d 678 (4th Cir. 2015), the issue was
whether the assignment of a limited partnership interest from one trust to another at the death of Diane Kirsch. The
second assignment was to a non-family member which was prohibited by the partnership agreement.

The

partnership filed suit in federal court on the basis of diversity jurisdiction. The court held that the probate exception
was inapplicable:
The Supreme Court has recently spoken to the scope of the probate exception in
Marshall v. Marshall, 547 U.S. 293, 126 S.Ct. 1735, 164 L.Ed.2d 480 (2006). In
that case, the Court held that
the probate exception reserves to state probate courts the probate or
annulment of a will and the administration of a decedent's estate; it also
precludes federal courts from endeavoring to dispose of property that is
in the custody of a state probate court. But it does not bar federal courts
from adjudicating matters outside those confines and otherwise within
federal jurisdiction.
Id. at 311–12, 126 S.Ct. 1735. Thus, after Marshall, the probate exception is
limited to two categories of cases: (1) those that require the court to probate or
annul a will or to administer a decedent's estate, and (2) those that require the
court to dispose of property in the custody of a state probate court.
3 The parameters of the probate exception cannot be read so broadly as to
include this case. In Marshall, the Supreme Court clarified that the proper scope
of the exception is “narrow.” Id. at 305, 307, 126 S.Ct. 1735. Thus, it applies
only if a case actually requires a federal court to perform one of the acts
specifically enumerated in Marshall: to probate a will, to annul a will, to
administer a decedent's estate; or to dispose of property in the custody of a state
probate court. A case does not fall under the probate exception if it merely
impacts a state court's performance of one of these tasks. See, e.g., Three Keys
Ltd. v. SR Util. Holding Co., 540 F.3d 220, 227 (3d Cir.2008) (“Insofar as [prior
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cases] interpreted the probate exception as a jurisdictional bar to claims
‘interfering’ with the probate, but not seeking to probate a will, administer an
estate, or assume in rem jurisdiction over property in the custody of the probate
court, that interpretation was overbroad and has been superseded by Marshall.”)
(internal citation omitted).3
This case requires the court to interpret the terms of the Agreement and the
Kirsch and Cullen Trusts, not the terms of Kirsch's will. The declaratory
judgment requested in this case will not order a distribution of property out of
the assets of Kirsch's estate, although it may affect future distributions. Further,
the Interest at issue is currently held by the Cullen Trust, and thus is not property
in the custody of the Maryland probate court. Accordingly, this case falls into
neither of the narrow classes of cases defined in Marshall. The probate
exception therefore does not preclude federal court jurisdiction in this case, and
it was properly before the district court under normal principles of diversity
jurisdiction pursuant to 28 U.S.C. § 1332.
The court then found that the partnership agreement unambiguously prohibited assignments to non-family
members.
20.

Complaint About CRAT Investments Made Too Late Under Georgia Law. In Wells Fargo

Bank, N.A. v. Cook, 775 S.E.2d 199 (Ga. App. 2015), the plaintiffs created charitable remainder annuity trust in
2000 that ran out of money in 2011. The court held that 2011 was too late for a lawsuit:
Here, the uncontroverted evidence shows that Wells Fargo sent detailed trust
statements to the plaintiffs on a quarterly, yearly, and sometimes monthly basis
beginning on March 21, 2000, and continuing through September 30, 2011,
when the Trust was exhausted. The plaintiffs admitted to receiving the
statements from Wells Fargo. Among other things, the Trust statements
identified the Trust, the trustee, the time period covered by each statement, a
breakdown of the investment funds in which the Trust was invested, and a
description of every transaction and disbursement made by the trustee during the
time period designated in each statement. The statements included an account
summary for the designated time period and information regarding the gains and
losses on investments made by the Trust, income and dividend receipts, current
yields of the investment funds, and beginning and ending balances. These
statements consistently showed the value of the Trust declining over time.
The Trust statements contained sufficiently detailed information to inform the
plaintiffs of potential claims based on the alleged failure to follow their
investment objectives and mismanagement of the Trust, as the plaintiffs own
conduct over the years reflects. The plaintiffs informed bank officials of their
concerns over the management of the Trust as early as 2002, and they retained
an attorney in 2003 who sent a letter to the Wells Fargo senior vice president of
charitable services indicating their continued concerns regarding the
management of the Trust. The plaintiffs met with the senior vice president in
2004 to reiterate their concerns over depletion of the Trust and its management.
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Under these circumstances, we conclude that the regular periodic Trust
statements received by the plaintiffs met the requirements of a “report” under
OCGA § 53–12–307(a), and upon receipt of each statement the two-year statute
of limitations began to run on any claims that had accrued by that point.3 See
Hamburger v. PFM Capital Mgmt., 286 Ga.App. 382, 388–389(4), 649 S.E.2d
779 (2007) (plaintiff's claims based on alleged mismanagement of retirement
savings account barred by statute of limitation where the plaintiff received
quarterly account statements that disclosed the allocation of stock holdings in
the account and the losses sustained as a result of those holdings). Compare
Hasty, 293 Ga. at 732(2), 749 S.E.2d 676 (letter to plaintiff from his accountants
that failed to contain detailed information and “was simply a form of general
correspondence” did not constitute a “report” under OCGA § 53–12–307(a)).
Accordingly, all of the plaintiffs' breach of fiduciary duty claims predicated on
the alleged failure to follow their investment objectives and mismanagement of
the Trust are barred as a matter of law, except for claims that accrued in the two
years before the plaintiffs filed suit (April 2010 to April 2012).
The circumstances surrounding the drafting of the trust set the stage for the beneficiaries’ complaint:
After consulting with their estate planning attorney, the plaintiffs met with their
personal banker at Wells Fargo, who referred them to the bank's trust
department. The plaintiffs, their estate-planning attorney, and bank officials
from the trust department then met and discussed the feasibility of a CRAT as a
retirement vehicle for the plaintiffs. The parties agreed that the 12,000 shares of
Analog stock would be transferred into the trust, after which the stock would be
sold at some point and the proceeds used to diversify the trust's investment
portfolio. The plaintiffs reiterated that they wished to receive a fixed annual
distribution as beneficiaries of the trust that would last for their lifetimes without
depleting the corpus of the trust.
The parties agreed that the plaintiff's estate-planning attorney would draft a trust
agreement, and Wells Fargo would supply calculations suggesting the
percentage rate for the annual distributions that would be paid to the plaintiffs as
the lifetime beneficiaries. Subsequently, Wells Fargo provided the requested
calculations and suggested an annual fixed distribution to the plaintiffs of 7.5
percent of the initial fair market value of the trust. The plaintiffs agreed to the
annual distribution percentage recommended by Wells Fargo, and the trust
agreement was drafted accordingly.
There was also a problem at the inception.

In the three days between the initial contribution of a

concentrated public stock position and when that stock was sold, it declined 11.83%. The trust never recovered.
21.

Extensive Evidence Allowed to Reform an Unambiguous Will Under California Law. At

issue in Duke v. Jewish National Fund, 61 Cal. 4th 871 (Ca. 2015), was a will that the court described as follows:
In 1984, when Irving Duke was 72 years of age, he prepared a holographic will
in which he left all of his property to “my beloved wife, Mrs. Beatrice Schecter
Duke,” who was then 58 years of age. He left to his brother, Harry Duke, “the
sum of One dollar.” He provided that “[s]hould my wife . . . and I die at the
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same moment, my estate is to be equally divided — [¶] One-half is to be
donated to the City of Hope in the name and loving memory of my sister, Mrs.
Rose Duke Radin. [¶] One-half is to be donated to the Jewish National Fund to
plant trees in Israel in the names and loving memory of my mother and father —
[¶] Bessie and Isaac Duke.”
Irving further provided in his will that “I have intentionally omitted all other
persons, whether heirs or otherwise, who are not specifically mentioned herein,
and I hereby specifically disinherit all persons whomsoever claiming to be, or
who may lawfully be determined to be my heirs at law, except as otherwise
mentioned in this will. If any heir, devisee or legatee, or any other person or
persons, shall either directly or indirectly, seek to invalidate this will, or any part
thereof, then I hereby give and bequeath to such person or persons the sum of
one dollar ($1.00) and no more, in lieu of any other share or interest in my
estate.”
Beatrice (wife) died in 2002. Irving died in 2007. The will does not cover the simple case of what happens
if wife died first. The court concluded:
The courts below excluded extrinsic evidence of the testator‟s intent, finding
that the will was unambiguous and failed to provide for the circumstance in
which his wife predeceased him. Therefore, finding that Duke died intestate, the
court entered judgment in favor of the heirs at law, Seymour and Robert Radin.
We granted review to reconsider the historical rule that extrinsic evidence is
inadmissible to reform an unambiguous will. We conclude that the categorical
bar on reformation of wills is not justified, and we hold that an unambiguous
will may be reformed if clear and convincing evidence establishes that the will
contains a mistake in the expression of the testator‟s intent at the time the will
was drafted and also establishes the testator‟s actual specific intent at the time
the will was drafted. We further conclude that the charities‟ theory that the
testator actually intended at the time he drafted his will to provide that his estate
would pass to the charities in the event his wife was not alive to inherit the estate
is sufficiently particularized, with respect to the existence of such a mistake and
the testator’s intent, that the remedy of reformation is available so long as clear
and convincing evidence on both points is demonstrated. Therefore, we will
direct this matter to be remanded to the probate court for consideration of
whether clear and convincing evidence establishes that such a mistake occurred
at the time the will was written and that the testator at that time intended his
estate to pass to the charities in the event his wife was not alive to inherit the
estate when he died.
The opinion reviews, and rejects, five rationales for the traditional rule:
The Radins cite various factors in support of their contention that reformation of
wills should never be allowed, some of which we have addressed above. First,
they distinguish wills from other written instruments, noting that probate of a
will always occurs after the testator‟s death, whereas contract litigation typically
occurs when the parties to the contract are alive, and trust administration
“frequently” begins before the testator‟s death. In addition, anyone may claim to
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be an intended beneficiary of a will, but the parties to a contract typically are
few. We are not persuaded by these arguments in favor of a categorical bar on
reformation. As we have noted, the death of a principal witness has not been
viewed as a reason to deny reformation in other contexts. Also, although anyone
may claim to be an intended beneficiary of a will, an appropriately tailored
reformation remedy will alleviate concerns regarding unintended beneficiaries;
it is unlikely that there will be many persons who have a connection to a testator
and can produce clear and convincing evidence both of a mistake in the drafting
of the will at the time the will was written and of the testator‟s specific
intentions concerning the disposition of property. Categorically denying
reformation may result in unjust enrichment if there is a mistake of expression in
the will, and imposing a burden of clear and convincing evidence of both the
existence of the mistake and of the testator‟s actual and specific intent at the
time the will was drafted helps safeguard against baseless allegations. (See
Estate of Ford, supra, 32 Cal.4th at p. 172 [equitable adoption must meet the
clear and convincing evidence standard]; see also Dillon v. Legg (1968) 68
Cal.2d 728, 736 [“the possibility that fraudulent assertions may prompt recovery
in isolated cases does not justify a wholesale rejection of the entire class of
claims in which that potentiality arises”]; Notten v. Mensing (1935) 3 Cal.2d
469, 477 [acknowledging the strong temptation to fabricate evidence of an oral
agreement to leave property to the plaintiff, but concluding that “if such
agreement is proved by full, clear and convincing evidence, such agreement
should be enforced according to its terms”].)
Second, the Radins express concern that reformation overrides the formalities
required to execute a will. The fact that reformation is an available remedy does
not relieve a testator of the requirements imposed by the Statute of Wills. (See
Prob. Code, § 6111.) Therefore, the formalities continue to serve various
functions associated with the rituals of will execution, such as warning the
testator of the seriousness of the act and clearly identifying the document as a
will. (See fn. 12, ante.) To the extent reformation is inconsistent with the
formalities’ evidentiary purpose of establishing the testator‟s intent in a writing,
the inconsistency is no different from the tension between reformation and the
statute of frauds. As explained above, the evidentiary concern is addressed by
requiring clear and convincing evidence of a mistake in expression and the
testator‟s actual and specific intent. We should not allow stringent adherence to
formalities to obscure the ultimate purpose of the statute of wills, which is to
transfer an estate in accordance with the testator‟s intent.
Third, the Radins assert that allowing reformation in circumstances in which the
estate would otherwise pass pursuant to the laws of intestacy constitutes an
attack on the laws of intestacy. We disagree. The purpose of reformation is to
carry out the wishes of the testator, and the remedy reflects no judgment other
than a preference for disposition pursuant to the wishes of the testator. This
preference is consistent with the statutory scheme. (See Prob. Code, §§ 6110 [a
will that is not properly executed is enforceable if clear and convincing evidence
establishes it was intended to constitute the testator‟s will], 21120 [“Preference
is to be given to an interpretation of an instrument that will prevent intestacy or
failure of a transfer, rather than one that will result in an intestacy or failure of a
transfer”].)
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Fourth, the Radins assert that allowing reformation will result in a significant
increase in probate litigation and expenses. Claimants have long been entitled,
however, to present extrinsic evidence to establish that a will is ambiguous
despite the fact that it appears to be unambiguous. (Estate of Russell, supra, 69
Cal.2d at pp. 206-213.) Therefore, probate courts already receive extrinsic
evidence of testator intent from claimants attempting to reform a will through
the doctrine of ambiguity. (Cf. Buss v. Superior Court (1997) 16 Cal.4th 35, 57
[in rejecting the contention that requiring only a preponderance of the evidence
to establish an insurer‟s right to reimbursement will open the floodgates of
litigation, the court noted that “the „floodgates‟ have been open for quite some
time”].) The task of deciding whether the evidence establishes by clear and
convincing evidence that a mistake was made in the drafting of the will is a
relatively small additional burden, because the court is already evaluating the
evidence‟s probative value to determine the existence of an ambiguity. To the
extent additional claims are made that are based on a theory of mistake rather
than a theory of ambiguity, the heightened evidentiary standard will help the
probate court to filter out weak claims. Finally, fear of additional judicial
burdens is not an adequate reason to deny relief that would serve the paramount
purpose of distributing property in accordance with the testator‟s intent. (See
Buss, at p. 58 [acknowledging that the future might bring more claims for
reimbursement, “[b]ut the possible invocation of this right — or any other — is
not a sufficient basis for its abrogation or disapproval”]; Ochoa v. Superior
Court (1985) 39 Cal.3d 159, 171 [rejecting a proposed limit on the
circumstances in which negligent infliction of emotional distress may be
established, despite claim of “ „infinite liability‟ ”].)
Fifth, the Radins discount justifications for allowing reformation in appropriate
circumstances. They assert that Probate Code section 6110, subdivision (c)(2),
which allows the probate of a will that was not executed in compliance with
statutory attestation requirements if clear and convincing evidence establishes
that the testator intended the writing to be a will, was not intended to lessen
required formalities. Although section 6110 does not reduce the formalities of
attestation, it reflects a judgment that the formalities should not be allowed to
defeat the testator‟s intent when clear and convincing evidence satisfies the
evidentiary concerns underlying the formalities of the statute of wills. The
Radins also reject as a factor in support of a reformation remedy the avoidance
of unjust enrichment. They state that no one has a right to inherit, and they recite
various facts that they believe reflect that it is more just for Irving‟s relatives to
inherit his estate than for the charities to receive it. If, however, a testator did not
intend to devise property to a particular party, that party‟s receipt of the property
as a result of a mistake constitutes unjust enrichment.
***
As the Radins note, to date only a few states allow reformation of wills.
However, both the Restatement Third of Property and the Uniform Probate Code
now support the remedy. 14 The Restatement‟s reformation provision appeared
in the tentative draft of March 1995, and in the final draft issued in 2003. The
Uniform Probate Code’s provision authorizing the reformation of wills was
added in 2008, and five states have adopted that provision. 15 In addition,
Washington, which has not adopted the Uniform Probate Code, has provided by
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statute that an unambiguous will “may be reformed . . . to conform the terms to
the intention of the testator” upon clear and convincing evidence of a mistake.
(Wash. Rev. Code § 11.96A.125 (2011).) In Connecticut, extrinsic evidence is
admissible to prove a scrivener’s error in a will, and a correction will be made
upon a clear and convincing showing of error. (Erickson v. Erickson (Conn.
1998) 716 A.2d 92, 98-100.) Courts in New York and New Jersey have also
applied a more liberal approach to correcting flaws in wills. (In re Herceg (2002)
747 N.Y.S.2d 901, 905 [“it seems logical to this court to choose the path of
considering all available evidence as recommended by the Restatement in order
to achieve the dominant purpose of carrying out the intention of the testator”];
Engle v. Siegel (N.J. 1977) 377 A.2d 892, 894 [the “doctrine of probable intent”
allows consideration of “ „competent extrinsic evidence and common human
impulses . . . to ascertain and carry out what the testator probably intended
should be the disposition if the present situation developed‟ ”].) 16
14 Section 12.1 of the Restatement Third of Property states in full: “A donative
document, though unambiguous, may be reformed to conform the text to the
donor’s intention if it is established by clear and convincing evidence (1) that a
mistake of fact or law, whether in expression or inducement, affected specific
terms of the document; and (2) what the donor’s intention was. In determining
whether these elements have been established by clear and convincing evidence,
direct evidence of intention contradicting the plain meaning of the text as well as
other evidence of intention may be considered.” (Rest.3d Property, § 12.1, p.
353.)
Section 2-805 of the Uniform Probate Code states in full: “The court may
reform the terms of a governing instrument, even if unambiguous, to conform
the terms to the transferor’s intention if it is proved by clear and convincing
evidence what the transferor’s intention was and that the terms of the governing
instrument were affected by a mistake of fact or law, whether in expression or
inducement.” (8 pt.1 West’s U. Laws Ann. (2013) U. Prob. Code (2008) § 2805, p. 335.)
15 Colorado (Colo. Rev. Stat. § 15-11-806); Florida (Fla. Stat. § 732.615); New
Mexico (N.M. Stat. Ann. § 45-2-805); North Dakota (N.D. Cent. Code § 30.110-05); and Utah (Utah Code Ann. § 75-2-805).
16 We have no occasion to consider the extent to which the reformation
remedies authorized in other jurisdictions or proposed by the Restatement Third
of Property and the Uniform Probate Code are similar to the reformation remedy
that we authorize in this case.
22.

Adult Adoption Under Texas Lax Effective For Purposes of California Will. Sanders v.

Yanez, 238 Cal. App. 4th 1466 (2015), involved an interesting conflict of laws issue. Mary Sanders was the only
child of Marion Sanders and benefited from a trust created by Marion under California law. At Mary’s death, the
trust assets went to her then living issue, which per the terms of the instrument included legally adopted children.
Mary had no issue until she adopted Andrew who was then an adult, the son of a close friend. The lower court
refused to include Andrew as Mary’s issue because, as summarized by the court as follows:
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Although the court found “adopted children” was “not ambiguous on the face of
the will,” it found that there was a “latent ambiguity.” The court acknowledged
that “no extrinsic evidence was offered surrounding the circumstances of
Testator executing her will” other than the fact that Mary was unmarried at that
time.2 It made its decision based solely on statutes, case law, and public policy.
The court agreed with Mary that Marion's use of the words “adopted children”
included adopted adults and that a Texas adoption of an adult “creates a parentchild relationship.” However, the court found that a Texas adoption of an adult
was not the equivalent of a California adoption of an adult because a Texas adult
adoption “does not sever the relationship between the adopted adult and his or
her biological parents as California law does” and “does not require an adult
child to support a parent as California law does.”3 The court concluded that a
Texas adult adoption “appears in substance to convey nothing more than
heirship rights.” The court found “that Testator did not intend the term ‘issue’ in
her will to include adopted adults whose adoptive status lacked essential
elements of what such status would entail under California law.” Mary timely
filed a notice of appeal.
The Court of Appeals disagreed and reversed:
If the law of the state in which the adoption took place provides that the
adoption creates a parent-child relationship “for all purposes,” the adopted
person acquires the same status as a biological child. The mere fact that a sister
state where the adoption took place does not impose the same mutual rights and
duties in parent-child relationships as California does is irrelevant unless the
sister state defines the adoptive parent-child relationship differently from the
biological parent-child relationship. California cannot devalue a parent-child
relationship simply because it was created, whether by biology or adoption, in a
sister state that imposes different rights and duties as parts of parent-child
relationships subject to its jurisdiction. Those policy choices do not alter the
status of the relationship.
It follows that the probate court's rationales fail to support its conclusion that
Texas adult adoption laws do not create a parent-child relationship. Texas law
unambiguously provides that a Texas adult adoption creates a parent-child
relationship “for all purposes.” Texas adult adoption laws do sever the parentchild relationship between the adopted adult and his or her biological parents
because, by Texas statute, they lose their mutual inheritance rights. The precise
parameters of the rights and duties imposed by Texas law on parents and
children are not relevant to the determination of the status of an adopted person
because those rights and duties apply to both biological children and adopted
persons.
The court distinguished an earlier decision that looked at Colorado law as being different and thus an adult
adoption as ineffective:
The holding in Ehrenclou does not dictate the result in this case. In Ehrenclou,
the adults “adopted” in Colorado did not acquire a parent-child relationship with
the daughter of the trustor because Colorado law provided that an adult adoption
created only an heirship right. It was only in dictum that the Fourth District
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stated: “Unless the legal relationship between an adopted person and an
adopting person embraces all of the mutual rights and duties of a parent and
child [that are created under California law], it cannot be said that the adopted
person is the ‘issue’ of the adopting person, at least insofar as that word is
construed under California law.” (Ehrenclou, supra, 117 Cal.App.4th at pp.
372–373, 12 Cal.Rptr.3d 411, italics added.)
***
The probate court relied heavily on the Fourth District Court of Appeal's
decision in Ehrenclou v. MacDonald (2004) 117 Cal.App.4th 364, 12
Cal.Rptr.3d 411 (Ehrenclou ). The trust in Ehrenclou was created in 1954. It
provided that, upon the trustor's death, the trust's assets would be divided into
separate trusts for the trustor's daughter and her “ ‘children then living.’ ” The
trustor's daughter would be an income beneficiary of her trust, and, upon her
death, her trust's assets were to be distributed to “ ‘her then living lawful issue
per stirpes.’ ” (Ehrenclou, at p. 367, 12 Cal.Rptr.3d 411.) When the trustor died,
the daughter had two children then living. However, 32 years later, the daughter
adopted two adults in Colorado. (Ibid.) When the daughter subsequently died,
her two biological children petitioned the probate court for an order finding
them to be the only “ ‘living lawful issue....’ ” (Ibid.) The probate court granted
the petition. It found that “under the law of the State of Colorado ‘adult adoption
... create[s] in the adoptee only the status as heir at law to the person adopting,
and such adoptee does not, by virtue of the adoption, become a “child” or
“issue” of the person so adopting, and inheritance flows only through intestate
succession of the adopting person and not as “issue” of such persons.’ ”
(Ehrenclou, at p. 368, 12 Cal.Rptr.3d 411.)
23.

Disgorgement of Profit and Restoration of Loss Are Not Mutually Exclusive Under UTC

in New Mexico. The facts under review in Miller v. Bank of America, N.A., 352 P.3d 1162 (S. Ct. NM 2015),
were as follows:
In 2007, the remainder beneficiaries (Beneficiaries) of two testamentary trusts
sued the defendant Bank of America (the Bank) for its actions as trustee from
1991 through 2003. Beneficiaries alleged that the Bank had invested trust assets
in an unproductive commercial building in direct violation of express trust
provisions and had thereby caused the loss of trust value in breach of its duty of
care. Beneficiaries also alleged that, as part of this investment, the Bank
arranged loans to the trust from its own affiliates that were secured by
mortgages on the building and collected loan fees and mortgage interest from
the trust in breach of its duty of loyalty.
At trial, Beneficiaries called Henry South to testify as an expert in accounting.
South testified that the value of the trust, if the Bank had properly maintained
the principal since 1991 and if that amount was adjusted for inflation to 2003
dollars, would have been approximately $894,000. Instead, the value of the trust
principal by the reasonable presumed date of distribution was effectively zero.
South was unable to reconcile the records to determine where the lost principal
had gone, but he testified that “the only place it could have gone was back in the
building” and that it was not used to pay “trustee fees or property management
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fees or something like that” because “[a]ll those were paid out of the rental
income and the interest and dividends that were collected.” He did not testify
specifically about whether money from the trust principal had been used to pay
the mortgage interest and loan fees to the Bank. The Bank did not call a witness
to testify concerning the calculation of damages or present other evidence
concerning these calculations.
The opinion states:
B. Restoration and Disgorgement Are Motivated by Separate Remedial
Principles and May Be Awarded Together
Loss to Beneficiaries and profit by the Bank are distinct harms that traditionally
give rise to different types of damages: restoration and disgorgement. Each has
its own remedial purpose, and both may be awarded if necessary to satisfy each
purpose fully by compensating the trust and removing all profit from the Bank's
self-dealing.
Although it is an equitable remedy, the measure of disgorgement is the amount
of a defendant's gain, and a beneficiary need not suffer any loss at all to be
entitled to the remedy. See NMSA 1978, § 46A–10–1003(A) (“A trustee is
accountable to an affected beneficiary for any profit made by the trustee arising
from the administration of the trust, even absent a breach of trust.”); Bogle,
1947–NMSC–073, ¶ 5, 51 N.M. 474, 188 P.2d 181 (“The very fact that
defendant loaned the money to himself constitutes self-dealing, and is frowned
upon by the law regardless of ... no loss to the trust estate.”).
Disgorgement is not intended to compensate beneficiaries but to prevent unjust
enrichment of the trustee and to deter that trustee and others from similar
misconduct.
***
However, disgorgement is not a punitive remedy. Peters Corp., 2008–NMSC–
039, ¶ 32, 144 N.M. 434, 188 P.3d 1185. Beneficiaries and Amicus argue that
Beneficiaries are entitled to disgorgement whether or not the Bank's interest
profits were included in the restoration calculations because the Bank would still
have been fully liable for lost trust value had it only managed the trust poorly. If
the Bank had obtained the loans from another party and had not engaged in selfdealing where it wrongfully earned the interest itself, it would have suffered loss
to its bottom line of the full restoration amount. But the Bank avoids such loss
where the profits were included in the restoration calculations, and it is only
required to return the interest it gained through its self-dealing. We recognize
this result but emphasize that a disgorgement award must be premised on
wrongful conduct that results in a benefit to the defendant and extends only to
the amount of gain the defendant derived from the prohibited conduct. Id. (“The
touchstone of a disgorgement calculation is identifying a causal link between the
illegal activity and the profit sought to be disgorged.... The court's power to
order disgorgement extends only to the amount ... by which the defendant
profited from his wrongdoing.” (second alteration in original) (internal quotation
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marks and citations omitted)). Here, the prohibited conduct was self-dealing,
and the profit to the Bank from this conduct was the $540,000 in loan fees and
mortgage interest. The deterrence contemplated by the disgorgement remedy is
aimed at preventing this wrongful profit and is not intended to ensure a loss,
even if that loss would have occurred absent the self-dealing. See Am. Master
Lease LLC v. Idanta Partners, Ltd., 225 Cal.App.4th 1451, 171 Cal.Rptr.3d 548,
576 (Ct.App.2014) (“[T]he profit for which the wrongdoer is liable ... is the net
increase in the assets of the wrongdoer, to the extent that this increase is
attributable to the underlying wrong.” (internal quotation marks and citation
omitted)). If the mortgage interest and loan fees were included in the calculation
of the restoration award, that award requires the Bank to disgorge its profit with
no increase in its assets remaining. The remedy of disgorgement does not
require deterrence beyond the prevention of this increase.
The resolution of this case depends on the calculations used to determine the
decline in value of the trust principal awarded to Beneficiaries as restoration
damages. If the calculations included the mortgage interest and loan fees, the
Bank does not need to pay these amounts twice. However, if the losses to the
trust did not include these amounts, the Bank must still disgorge its wrongful
profits. In its findings of fact the district court stated that the diminution in value
of the trust principal “by definition includes $540,000 in loan interest paid to the
Trustee.”
The court remanded to the lower court to determine whether mortgage interest and loan fees were within
the $894,000 award.
24.

Trustee’s Duty is Solely to Settlor of Revocable Trust Under Ohio Law. In Puhl v. U.S.

Bank, N.A., 34 N.E.3d 530 (Ohio Ct. App. 2015), the issue was whether the remainder beneficiary had a cause of
action for an alleged failure to diversify during the settlor’s life. The opinion notes the facts:
Between 1982 and 1989, the Trust was funded with only $10. However, after the
death of Rose's husband in 1989, Rose transferred her holdings in six stocks (the
1989 stocks) into the Trust. At the time of the transfer, Rose's holdings in the
1989 stocks had a market value of between $300,000 and $400,000. At some
point, her home in Hamilton, Ohio was also transferred into the Trust.
In exercising her authority under the Trust, Rose was particular about retaining
the 1989 stocks as part of the Trust's investment portfolio. For instance, in
September 1991, Rose issued a written instruction to the Trustee “to hold and
not sell” the 1989 stocks. In 1994, Rose acknowledged in writing that three of
the original six 1989 stocks constituted almost 90 percent of the Trust's
investment portfolio, but nevertheless instructed the Trustee not to sell the
stocks “[d]ue to the very low tax basis and my own personal reasons * * *.”
Ten years later, in December 2004, the Trustee notified Rose that the 1989
stocks constituted a high percentage of the Trust's investment portfolio, which
presented “an investment risk which could be reduced through liquidation of the
Stock and reinvestment in other assets which would provide greater portfolio
diversification.” In response, Rose acknowledged that her holdings in the 1989
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stocks constituted a high proportion of her investment portfolio, but again
directed the Trustee to retain the stocks “until my death or incapacity, or until I
otherwise direct [the Trustee] in writing.” In December 2005, Rose slightly
modified her position: she recognized that her holdings in one of the 1989 stocks
had reached 27 percent of the Trust's portfolio, and authorized the Trustee to
liquidate her shares of that stock to meet her expenses and requests for gifts and
distributions.
Even with such a high proportion of the portfolio invested in the 1989 stocks,
the Trust generated enough income to cover Rose's living expenses between
1989 and her death in 2011, including approximately four years during which
she resided in a nursing home but continued to maintain her own home. During
that time, the Trust also generated an additional $3 million to $4 million of
income that Rose chose to distribute to her grandchildren, great-grandchildren,
and various charities. The value of the Trust's portfolio decreased drastically
after 2007, the year Rose entered the nursing home; however, the Trust still had
portfolio assets at the time of Rose's death in 2011.
The appellants in the present case, Puhl and Boyle (the Beneficiaries), are Rose's
grandchildren and two of the named beneficiaries of the Trust. In May 2013, the
Beneficiaries filed a complaint against the Trustee, alleging (1) breach of
fiduciary duty, (2) failure to comply with the Ohio Uniform Prudent Investor
Act (R.C. Chapter 5809), (3) negligence, and (4) unjust enrichment. In March
2014, the Trustee moved for summary judgment. On July 10, 2014, the trial
court granted summary judgment to the Trustee. In so doing, the court found
that the Trustee owed duties only to Rose during her lifetime, and that the
Trustee had followed her directions explicitly. Therefore, the court concluded
the Trustee had a full and complete defense to all of the Beneficiaries' claims.
The court concluded:
As the trial court correctly observed, Rose's reservation of the right to terminate
or alter the Trust rendered the instrument a “revocable trust.” See In re Estate of
Davis, 109 Ohio App.3d 181, 183–184, 671 N.E.2d 1302 (12th Dist.1996),
citing R.C. 1335.01.3 “During the lifetime of the settlor of a revocable trust * * *
the duties of the trustee * * * are owed exclusively to the settlor.” R.C.
5806.03(A). Indeed, the trustee of a revocable trust may follow an instruction of
the settlor even if that instruction is contrary to the terms of the trust. R.C.
5808.08(A). Therefore, during her lifetime, Rose had the authority to instruct the
Trustee to retain the 1989 stocks (as she did on several occasions), and the
Trustee had the duty under R.C. 5806.03(A) to follow Rose's instructions,
regardless of the risk presented by the high percentage of the Trust's portfolio
invested in the 1989 stocks.
For these reasons, we find the Trustee demonstrated the absence of a genuine
issue of material fact with respect to the Beneficiaries' claim that the Trustee
breached its duty to diversify the Trust's investment portfolio.
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The trust required that the trustee consult with the settlor’s husband and if unavailable her daughter in law.
The trustee didn’t do that. Was that a breach? The court did not reach the issue because it found there was no
damage:
Next, we turn to the Beneficiaries' argument that the Trustee breached the terms
of the Trust. The Trust in the present case requires the Trustee to consult with
Rose's husband on all investment and sale decisions, and if Rose's husband is
not reasonably available, to consult with Rose's daughter-in-law, Anita Hoelle
Schauerte. Notwithstanding this provision, Belew testified “[t]here was no
reason to meet with Anita. Rose was our client * * * we took direction from
Rose.” Thus, in addition to claiming a breach of the duty to diversify, the
Beneficiaries also contend the Trustee breached its fiduciary duty to adhere to
the terms of the Trust by failing to consult with Anita Hoelle Schauerte.
***
As noted above, the duties of the trustee are owed exclusively to the settlor
during the settlor's lifetime. R.C. 5806.03(A). Both Kollstedt's and Belew's
affidavits and depositions make clear that they looked to Rose for direction
regarding investment and sale decisions. Kollstedt stated unequivocally that
Rose “was in control,” and that “Rose had the ultimate say” about whether
investments were made or assets sold. Similarly, when asked to explain his role
in the administration of the Trust, Belew replied that he managed the
investments but “[y]ou still have a duty to follow [Rose's] wishes in terms of the
[Trust].” Thus, the Beneficiaries cannot claim an injury by virtue of the Trustee's
failure to meet with Anita, because there is nothing in the record to suggest
either that Anita had authority under the terms of the Trust to make any
meaningful decisions, or that the Trustee would have heeded Anita's advice.
Moreover, the Trustee's evidence suggests that the Trust's investment portfolio
performed extremely well over the life of the Trust, and there is no indication in
the record that a consultation with Anita would have improved the portfolio's
performance. Belew's deposition testimony indicated that in addition to covering
Rose's living expenses for over two decades, the income from the Trust's
investment portfolio was enough to fund between $3 million and $4 million in
gifts that Rose made to the Beneficiaries, other named beneficiaries in the Trust,
and various charities.
Lastly, Belew testified to several variables that led him to conclude that a
continued position in the 1989 stocks was a prudent investment decision.
Although the Beneficiaries assert that the Trustee should have altered the
investment strategy to focus on income-producing assets, Belew opined that
considering the 1989 stocks' low tax basis, capital gains tax rates, historical
divided yields and value growth, as well as Rose's advanced age, it was
appropriate for the Trustee to hold the 1989 stocks in the Trust's portfolio.
Belew also stated that even if the Trustee had sold the 1989 stocks, “[n]o [other]
asset would have generated the income required, strictly the income to pay for
Rose's care.” This evidence was not controverted by the Beneficiaries.

225

25.

Handwritten Note Ineffective to Change Insurance Beneficiary Designation Under Iowa

Law. In Hearing v. Minnesota Life Insurance Company, 793 F.3d 888 (8th Cir. 2015), the court upheld the district
court finding that under the terms of an insurance policy a handwritten note was ineffective to change the
beneficiary. The opinion states:
Jon Holloway purchased a life insurance policy from Minnesota Life Insurance
Company and designated his sister, Joetta Hearing, as beneficiary. Jon died in
2013. On or near his body was found a handwritten note purportedly signed by
Jon and expressing his intent that his daughter, Nikole Holloway, receive the
proceeds of the life insurance policy.
Hearing, the sister, filed an action against Minnesota Life, seeking an order
directing the insurer to pay the proceeds to her. Minnesota Life moved to
interplead the funds and to join Holloway, the daughter, in the action as a thirdparty defendant. Holloway filed a counterclaim, seeking an order directing
Minnesota Life to pay the proceeds to her. Hearing then moved to dismiss or,
alternatively, for summary judgment.
***
Jon's life insurance policy contains the following language:
If you have reserved the right to change the beneficiary, you can file a
written request with us to change the beneficiary.... Your written
request will not be effective until we record it in our home office. After
we record it, the change will take effect as of the date you signed the
request. However, if the insured dies before the request has been so
recorded, the request will not be effective as to those death proceeds we
have paid before your request was so recorded.
The policy defines “you” as “[t]he owner of this policy.”
Holloway argues she is the policy's beneficiary because Jon's note constituted a
“written request” to change the beneficiary. She further contends that the policy
allowed her to submit the note after Jon's death, because the policy provides that
“if the insured dies before the request has been ... recorded,” the request will be
effective as to death proceeds paid after it is recorded. She argues, therefore, that
the policy contemplates recording a written request after the insured dies, and
that her submission of Jon's note to Minnesota Life complied with the policy's
requirements for changing a beneficiary.
2 We cannot accept this construction of the policy. The policy requires the
policy owner (“you”)—in this case, Jon—to “file a written request with
[Minnesota Life] to change the beneficiary.” The policy does not permit a third
party (e.g., a new beneficiary) to file a request to change beneficiary, especially
after the death of the insured. The policy contemplates that an insured might
submit a written request and die before the request is recorded; it does not allow
for a third party to request a change in beneficiary after the insured is deceased.
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There is no evidence that Jon notified Minnesota Life of an intent to change the
beneficiary. Holloway thus cannot show that the beneficiary was changed in
accordance with the terms of the policy. Nor can Holloway prevail under the
rule of Iowa law that notice to the insurer may be sufficient, despite
noncompliance with certain requirements or formalities, if notice is given before
the death of the insured. Isgrig, 45 N.W.2d at 428. Rather, Holloway at best
presents an “example[ ] of unexecuted intent to make a change of beneficiary,”
id., where application for change of beneficiary was not delivered to the insurer
until after the death of the insured. In that situation, the Supreme Court of Iowa
consistently has deemed the notice insufficient and ruled for the original
beneficiary. Id. (citing cases).
26.

Florida or Delaware Law Sets Statute of Limitations Rather Than New York Law. The

facts were simple in Trustco Bank v. Mathews, 2015 WL 295373 (Del. Ch. 2015):
TrustCo lent $9,300,000 to StoreSmart in July 2006 for the purpose of
constructing a self-storage facility in St. Lucie, Florida (the "StoreSmart Loan").
The StoreSmart Loan was secured by StoreSmart's real estate and other assets.
Ms. Mathews also executed a personal guaranty of the StoreSmart Loan. That
loan was modified twice, first in June 2008 and again in March 2009.
StoreSmart defaulted in April 2011. On April 25, 2011, TrustCo filed a
foreclosure action against StoreSmart and Ms.Mathews in Florida state court.
That case resulted in a judgment on July 12, 2011, in favor of TrustCo of
roughly $8.2 million plus post-judgment interest (the "Foreclosure
Judgment"). TrustCo assigned its rights, title, and interest in the StoreSmart
Loan, including the related security agreements, and the Foreclosure Judgment
to ORE in August 2012. Plaintiffs, StoreSmart, and Ms. Mathews agreed to
entry of a deficiency judgment of about $2.3 million and submitted a stipulation
to that effect to the Florida court in February 2013, which the court approved
(the "Deficiency Judgment").
Plaintiffs allege that various transfers to the Three Trusts constituted fraudulent
transfers. The parties dispute whether the initial transfers that funded the Three
Trusts were fraudulent at all. Plaintiffs, as evidenced by this lawsuit, assert that
the transfers were effected to place Ms. Mathews's assets out of their reach.
Defendants contend that Ms. Mathews created the Three Trusts as part of her
estate planning, which was underway before she guaranteed the StoreSmart
Loan. For purposes of the pending motion for summary judgment, however, I
need not resolve this dispute. This Memorandum Opinion focuses on
Defendants' statute of limitations defense and, in that regard, I assume, without
deciding, that the challenged transfers were fraudulent.
Ultimately, applying a traditional choice of law analysis, the court determined that the Florida or Delaware
four year or one year from discovery statute of limitations should apply rather than New York’s six year or two
years from discovery statute. The opinion states:
I note at the outset that, fundamentally, this case is an action to recover on a
deficiency judgment resulting from an unfulfilled personal guaranty by
Ms. Mathews to pay the StoreSmart Loan. Plaintiffs' efforts to avoid the ITRAX
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Transfers to one or more of the Three Trusts are merely a means to that end.
With that in mind, I start with the place of injury. A corporation sustains its
injuries where it is incorporated and where it has its principal place of business,
with
the
latter
location
generally
being
considered
more
important. Plaintiff TrustCo is a New York bank with operations in New York,
Florida, Massachusetts, and Vermont. According to the Complaint, Plaintiff
ORE's principal place of business is Florida. Plaintiffs assert that the place of
injury is New York, because the breach of the personal guaranty
injured TrustCo in New York, where it is headquartered. The amount owed on
the personal guaranty, however, is the amount of the Deficiency Judgment, a
Florida judgment. TrustCo assigned its rights in the Deficiency Judgment to
ORE, a Florida corporation with its principal place of business in Florida. It is
unclear from the Complaint whether TrustCo also assigned Ms. Mathews's
personal guaranty to ORE. In any event, because the Complaint seeks the exact
amount of the Deficiency Judgment (plus interest and costs of collection), ORE
appears to be the plaintiff with the most significant interest here. ORE suffered
its injury in Florida, the site of its principal place of business. Although the
Complaint alleges that ORE "is a corporation related to TrustCo," the two
plaintiffs are separate legal entities with principal places of business in different
states. On those facts, I consider the place of the injury factor to be neutral as
between New York and Florida.
The conduct causing the injury occurred mostly in Florida and Delaware.
Plaintiffs emphasize that the StoreSmart Loan was entered into in New York,
that payment was due to TrustCo in New York, and that the Three Trusts were
created and funded by Ms. Mathews while she lived in New York. I find,
however, that these facts are outweighed by the additional facts that: (1) the
StoreSmart Loan was for construction of a business in Florida, which did occur;
(2) the event giving rise to this entire dispute was the failure of the StoreSmart
business; (3) TrustCo foreclosed on that property in a Florida court;
(4) TrustCo assigned its interest in the StoreSmart Loan, including the
subsequent Deficiency Judgment from a Florida court, to a Florida corporation;
(5) the ITRAX Transfers were made to Delaware trusts governed by Delaware
law; and (6) the trustee of the Three Trusts is a Delaware entity. In terms of the
relative importance of these considerations, the failure of the Florida business
endeavor and the transfers to the Delaware trusts were the pivotal events leading
to the dispute in this case. Thus, the conduct causing the injury factor favors
Florida somewhat and Delaware somewhat, but only minimally implicates New
York.
The parties to this dispute reside in or are incorporated in numerous states.
Plaintiffs are a New York bank and a Florida corporation. Defendants include
three Delaware trusts and a Delaware corporation, as well as several individuals.
Of the individual defendants, Ms. Mathews was a New York resident when the
first actions giving rise to this dispute occurred, but now resides in Florida. Her
children, the beneficiaries of the Three Trusts, reside mostly in Massachusetts,
with one child in Illinois. Plaintiffs assert that the "two main
actors," TrustCo and Ms. Mathews, resided in New York; thus, they contend
that this factor favors New York. The primary purpose of Plaintiffs' claims,
however, is to claw back the proceeds of the ITRAX stock from the Three
Trusts or their beneficiaries. But, neither the trusts nor their beneficiaries are
located in New York. This factor does not obviously favor any state but, based
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on the location of and law governing the Three Trusts, may weigh slightly in
favor of Delaware.
The parties' relationship probably is centered in Florida, but it also may be in
Delaware. Although New York loan documents may have caused the money to
move from TrustCo to StoreSmart, this case fundamentally is about the
StoreSmart Loan, Ms. Mathews's guaranty of it, and ORE's attempt to enforce
the Deficiency Judgment by reaching funds held by the Three Trusts and their
beneficiaries. StoreSmart was a Florida entity operating its business in Florida,
the Deficiency Judgment is a Florida Judgment, and ORE is a Florida
corporation. Hence, a case can be made for Florida. Focusing on the state of the
parties at the time this action was filed, the relationship also may be centered in
Delaware, where the Three Trusts are located. It is money held by those trusts
that Plaintiffs seek to recover. Overall, I conclude that the tort factors from the
Restatement moderately favor Florida. Delaware has the next strongest
connection to this case, with New York having the weakest relationship to it.
The court did not reach arguments dealing with the effectiveness of the Delaware trust to which the
transfers were made.
27.

Trust With Ascertainable Standards Included In The Marital Estate For Divorce Purposes

Under Massachusetts Law. In Pfannenstiehl v. Pfannenstiehl, 37 N.E.3d 15 (Mass. App. Ct. 2015), the issue
was whether a trust created by the husband’s trust should be included in the marital estate. The court held yes,
stating:
Reduced to essentials, it is clear that the 2004 trust has an ascertainable standard
pursuant to which the trustees, as fiduciaries, were obligated to, and actually did,
distribute the trust assets to the beneficiaries, including the husband, for such
things as comfortable support, health, maintenance, welfare, and education.
Illustrative of ascertainable standards which govern trust distributions, see, e.g.,
Marsman v. Nasca, 30 Mass.App.Ct. 789, 795, 573 N.E.2d 1025 (1991), quoting
from Woodberry v. Bunker, 359 Mass. 239, 243, 268 N.E.2d 841 (1971)
(language directing trustees to pay beneficiary such amounts as they “shall deem
advisable for his comfortable support and maintenance” has been interpreted to
set an ascertainable standard, namely to maintain life beneficiary “in accordance
with the standard of living which was normal for him before he became a
beneficiary of the trust”). See also Dana v. Gring, 374 Mass. 109, 117, 371
N.E.2d 755 (1977); Dwight v. Dwight, 52 Mass.App.Ct. 739, 744 n. 5, 756
N.E.2d 17 (2001) (“the trustee would be under a duty to provide income from
the trust to the husband should the trustee determine, upon inquiry, that the
husband needed it”).
Given these ascertainable standards, the husband's interest in the trust is vested
in possession, with a presently enforceable right to the trust distributions to
support his lifestyle during his lifetime including for maintenance, welfare, and
education (and including educational funds needed for the special needs of the
two children). Indeed, the pattern of distributions up to the time of the divorce
filing (with the husband regularly receiving distributions until the eve of the
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divorce filing) reflects distributions from the 2004 trust that fall within these
ascertainable standards.
Finally, it cannot be gainsaid that the substantial income distributions for
support, maintenance, and welfare from the 2004 trust were woven into the
fabric of the marriage. The 2004 trust distributions were integral to the family
unit, and the family depended upon these trust distributions monies to meet their
routine expenses and to maintain their standard of living. It was mostly the large
cash distributions from the 2004 trust which allowed the husband and wife to
live an upper middle class lifestyle, own an expensive home, supplement the
expenses for their special needs children's services, and live well beyond the
husband's inflated bookstore income of $170,000. The judge found the husband
had expenses of $3,557 per week and wife had expenses of $2,910. Their
combined annual expenses are $336,284. As the judge found, such high-level
expenses could only have been met with augmentation from the 2004 trust
distributions. Notably, the trust distributions were all tax-free, so the disposable
income was significant. In short, the family lifestyle and expenses, as a matter of
financial mathematics, could not have been met on the husband's after-tax net
income without the 2004 trust income stream as woven into the marriage fabric.
Furthermore, upon termination of the distributions from the 2004 trust, the
husband will receive a share equal to his siblings. The husband therefore has a
vested beneficial interest subject to inclusion in the marital estate. Even a
“remainder interest under [a] testamentary trust ... constituted a sufficient
property interest to make it a part of [the] estate for consideration in connection
with a property division under § 34.” Davidson v. Davidson, 19 Mass.App.Ct. at
372, 474 N.E.2d 1137.16
28.

Corporate Trustee Diversified Fast Enough. In In re Wellington Trusts, 2015 N.Y. Slip. Op.

51149(U) (2015), the issue was whether JPMorgan Chase diversified certain trusts rapidly enough. The trusts were
invested in accordance with “the Wellington investment philosophy” described as a long-term equity growth
strategy that emphasized high quality, well capitalized American stocks. The grantor’s son was a co-trustee and the
opinion described the responsibility for investments as follows:
The co-trustees shared equal investment authority, and neither was empowered
to make unilateral investment decisions. At the same time, Article Seventh of
the governing trust instrument provided that Herb could at any time, and for any
reason or no reason, remove and replace the corporate trustee.
The governing instrument gave the trustees authority to acquire and retain
investments they deem advisable, “whether or not such investments be of the
character permissible for investments by fiduciaries and they shall be under no
obligation to diversify investments.”
The court held:
In connection with the objection based upon JPMorgan's failure to diversify the
holdings in the Sarah Trusts, the court finds that the bank's conduct was in
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compliance with the prudent investor standard during the period of the accounts
filed for the Sarah Trusts. In reaching this finding, the court has considered: (1)
grantor intent regarding diversification, as expressed in the 1961 Trust
Agreement; (2) grantor intent regarding investment philosophy, as expressed in
the appointment of Herb as co-trustee; (3) grantor intent, as expressed in the
power given to Herb to remove the corporate trustee at any time and for any
reason or for no reason; (4) grantor intent, as evidenced by the Wellington
investment philosophy and the history of investment of these trusts; (5) the
relatively short period of time covered by the accounts, as compared with the
long-term investment strategy chosen for the Sarah Trusts; (6) that the disputed
stocks were on the bank's approved list; (7) that JPMorgan complied with its
own policy of diversification within five years, for high-cap growth investments;
and (8) there was an initial review of the trust's investment strategy and an
annual review thereafter, including trust profiles setting investment objectives.
***
The court heard testimony that during the period of the accounting, and
subsequent to his strokes, Herb executed corporate documents, the accounting
petitions and complex tax returns, and that he followed his assets until his death.
The critical consideration in determining whether the capacity standard has been
met in cases where a person has some understanding of a particular transaction,
but has a mental deficit, is whether the transaction in its result is one which a
reasonably competent person might have made” (Matter of Goldberg, 153
Misc.2d 560, 566–567, 582 N.Y.S.2d 617 [Sur Ct, New York 1992] [citations
omitted] ).
Over the period of the Sarah Trust # 1 accounting, JPMorgan periodically asked
Herb to consider further diversification of the trust assets, and Herb repeatedly
chose to retain the original trust assets, all of which were investments made by
his father, Sarah's grandfather, Herbert, Sr. Based upon all of the factors before
the court, including the history of family investments, and the grantor's
appointment of Herb as a trustee of Sarah Trust # 1, and the grantor's
empowerment of Herb to remove the corporate co-trustee, this court is not
prepared to say that a competent trustee might not have made the decision made
by Herb, and agreed to by JPMorgan, to retain the original investments, with an
eye on long-term growth.
Further, Sarah did not introduce any evidence that even if Herb lacked capacity,
JPMorgan knew or should have known. There is nothing in the record to
indicate that JPMorgan learned or could have learned this from the bank's
interaction with Herb, since Herb's position on retaining investments during this
period was the same as it has always been, and the same as the historic position
of his father, Herbert, Sr., who was the grantor of the trusts. The two fact
witnesses who testified that Herb was incapacitated while serving as co-trustee
of Sarah Trust # 1 never put JPMorgan or anyone else on notice until after a
decision was made in 2004 to have Herb resign as co-trustee. Accordingly, this
court has evaluated the conduct of JPMorgan based upon the assumption that
JPMorgan reasonably assumed Herb's continued capacity.
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29.

Missouri Circuit Court Has Subject Matter Jurisdiction Over Same Sex Divorce. In M.S.

v. D.S., 454 S.W.3d 900 (S. Ct. Mo. 2015), the court stated:
The sole issue before this Court is whether the circuit court had subject matter
jurisdiction. The jurisdiction of Missouri circuit courts is defined by article V,
section 14 of the Missouri Constitution:
The circuit courts shall have original jurisdiction over all cases and
matters, civil and criminal. Such courts may issue and determine
original remedial writs and shall sit at times and places within the
circuit as determined by the circuit court.
The plain language of article V, section 14 provides that Missouri circuit courts
have jurisdiction over all civil cases and matters. J.C. W. ex rel. Webb v.
Wyciskalla, 275 S.W.3d 249, 253 (Mo. banc 2009). Nothing in article I, section
33 purports to limit this broad grant of jurisdiction.1
In this case, M.S. filed a petition for dissolution of marriage. A petition for
dissolution of marriage is a civil case or matter falling within the jurisdiction of
the circuit court. Assuming for the sake of argument only that the circuit court
lacked constitutional or statutory authority to grant the requested relief, the court
would still have subject matter jurisdiction to dispose of the petition by denying
the requested relief. While the circuit court had subject matter jurisdiction over
this civil case, this Court expresses no opinion as to the merits of any aspect of
this case, including the constitutional or statutory authority of the circuit court to
dissolve a same-sex marriage. The judgment is reversed, and the case is
remanded.
30.

Delaware Court Refuses Modification to Create Directed Trust. In In re Trust Under Will

of Flint for the Benefit of Shadek, 118 A.3d 182 (Del. Ch. 2015), the current income beneficiary petitioned the
court. The request was denied:
The petition seeks to modify the Trust by having the court adopt the Restated
Will. The supporting brief stresses that the petition seeks modification, not
reformation, and candidly defines a modification as any change to a trust that
departs from its original terms. Katherine thus admits that she wants to rewrite
Wallace's estate plan so that it says what she wants it to say, and she claims she
should be able to do so simply because she and her adult children agree.
The problem with this approach is that it conflicts with Wallace's intent. When
he drafted his Will, he did not create a directed trust in which the beneficiaries
picked an Investment Advisor—here, one of themselves—and the trustees
simply did whatever the Investment Advisor said. Wallace's Trust contemplates
that the trustees will use their judgment when investing and re-investing the
Trust corpus. The beneficiaries are not supposed to exercise the degree of
control over the Trust that the Restated Will would give them. Wallace's actual
Will evidences his intent by placing limitations on Katherine's ability to access
the corpus and limiting the trustees' power to invade principal on Katherine's
behalf. The most direct control Katherine could have was over 44% of the Trust
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corpus, and to get it she had to elect to receive one-fourth at age thirty-five and
one-fourth of the remainder at age forty. The most the trustees can do to invade
principal on Katherine's behalf is a maximum of $10,000 per calendar year.
***
Section 3541 identifies the limited circumstances in which the General
Assembly has granted the court the power to modify a trust. The statute
prescribes a two-step inquiry before judicial modification can take place.
Initially, the court must determine that (i) the trust's purpose has become
unlawful or (ii) the trust does not otherwise serve “any ... noncharitable
purpose.” 12 Del. C. § 3541(a). If so, then the court must evaluate whether the
settlor contemplated the particular contingency and provided for it. See12 Del.
C. § 3541(b). The court only may modify or terminate a trust if the first inquiry
is met and the trust instrument does not address the contingency. Id.; see PNC
Bank, Del., 2008 WL 2891150, at *7.
The reason for the attempted modification was an investment concentration:
In recent years, JP Morgan has insisted that additional steps be taken in light of
Katherine and her children's desire to maintain the Trust's concentrated
investment in IBM stock. First, the trustees distanced themselves from the actual
investment decisions. In 2012, they delegated to Laurence A. Shadek and James
M. Shadek, two of Katherine's adult children, “all duties and powers in
connection with the investment of the assets of the Trust,” including but not
limited to a list of specific types of investments (the “Investment Managers”).
Katherine's adult children, including Laurence and James, signed the delegations
to Laurence and James on behalf of themselves and their descendants.
Second, in each of the last four years, Katherine and her adult children have
entered into consent, release, and indemnification agreements with JP Morgan
and with Laurence and James in their capacities as Investment Managers.
Through these agreements, Katherine and her adult children approved and
consented to the concentration of the Trust corpus, released JP Morgan and the
Investment Managers from any liability, and agreed to indemnify JP Morgan
and the Investment Managers against any claims arising out of (i) the decision
not to diversify the Trust's investments other than through the PrISM
transactions, (ii) the PrISM transactions themselves, and (iii) the delegation of
investment authority to the Investment Managers. Katherine's children signed
the delegations on behalf of themselves and their descendants.
D. The Petition To Modify The Trust
By petition dated October 24, 2014, Katherine sought to modify the terms of the
Trust. The brief in support of the petition stated that the changes are “intended to
formalize the current investment management structure and replace the ad hoc
mechanism of delegations of investment responsibilities to the Investment
Managers which requires the annual burden of drafting and executing consent,
release and indemnification agreements between all interested parties.”

233

To achieve this result, the petition asks the court to approve a document titled
the “Modified and Restated Last Will and Testament of Wallace B. Flint.” The
petition shortens this to the “Restated Will.” Both are newspeak. The new
document would no longer be the Last Will and Testament of Wallace B. Flint.
It would be a new will and testament, written for him by Katherine's current
lawyers, eighty-one years after his death.
The Restated Will would differ substantially from the original Will. Its length
more than doubles from the original Will's nine pages to the Restated Will's
nineteen. The additional bulk comes from four new articles that convert the
Trust from a traditional trustee-managed structure into a directed trust. The heart
of the change is a new Article TWENTY–SEVENTH, which creates the position
of Investment Advisor, appoints Laurence as the initial Investment Advisor, and
provides that Katherine and her adult children shall have the power by majority
vote to appoint a new investment advisor.
31.

Mississippi Recognizes Good Faith and Probably Cause Exception to Forfeiture Clause. In

Parker v. Benoist, 160 So.3d 198 (Ms. 2015), the court followed the majority rule to carve out good faith and
probable cause exception to forfeiture clauses. The opinion states:
While this may be a case of first impression in Mississippi, this issue has been
confronted by courts for hundreds of years, and most of them have held that
forfeiture clauses in wills are unenforceable when a will contest is brought in
good faith and based upon probable cause. “The origins of this exception are
found in the 1688 English case of Powell v. Morgan [, 2 Vern. 90, 23 Eng. Rep.
668 (Ch. 1688) ], where, without explanation, the court simply stated that the
contestant had ‘probabilis causa litigandi,’6 and that consequently no forfeiture
would result.” Gerry W. Beyer, Rob G. Dickinson, Kenneth L. Wake, The Fine
Art of Intimidating Disgruntled Beneficiaries with In Terrorem Clauses, 51
SMU L.Rev. 225, 247 (1998). The logic for a good-faith exception is simple:
courts exist to determine the truth. A forfeiture clause that operates regardless of
a party's good faith in bringing suit to ascertain the validity of a will frustrates
the fundamental purpose of a court, which is to determine whether a will is valid
or not. This was recognized by the Supreme Court of Connecticut, whose
opinion is worth quoting at length. The court stated:
Courts cannot know whether a will, good on its face, was made in conformity to
statutory requirements, whether the testator was of sound mind, and whether the
will was the product of undue influence, unless these matters are presented in
court. And those only who have an interest in the will will have the disposition
to lay the facts before the court. If they are forced to remain silent, upon penalty
of forfeiture of a legacy or devise given them by the will, the court will be
prevented by the command of the testator from ascertaining the truth, and the
devolution of property will be had in a manner against both statutory and
common law. Courts exist to ascertain the truth and to apply it to a given
situation, and a right of devolution which enables a testator to shut the door of
truth and prevent the observance of the law is a mistaken public policy. If, on
contest, the will should have been held invalid, the literal interpretation of the
forfeiture provision has suppressed the truth and impeded the true course of
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justice. If the will should be held valid, no harm has been done through the
contest, except the delay and the attendant expense.
South Norwalk Trust Co. v. St. John, 92 Conn. 168, 101 A. 961, 963 (1917).
That court concluded that a legatee who brings a contest in good faith and upon
probable cause should not forfeit his legacy, as “[h]e has been engaged in
helping the court to ascertain whether the instrument purporting to be the will of
the testator is such.” Id.7
The Restatement (Third) of Property supports the position that a probable-cause
exception should be made to forfeiture provisions in will contests. Restatement
(Third) of Property: Wills and Donative Transfers § 8.5 (2003). “A provision in
a donative document purporting to rescind a donative transfer to, or a fiduciary
appointment of, any person who institutes a proceeding challenging the validity
of all or part of the donative document is enforceable unless probable cause
existed for instituting the proceeding.” Id. The Restatement does acknowledge
that forfeiture clauses may serve a valuable purpose in deterring “unwarranted
challenges to the donor's intent by a disappointed person seeking to gain
unjustified enrichment,” or preventing “costly litigation that would deplete the
estate or besmirch the reputation of the donor,” or discouraging “a contest
directed toward coercing a settlement—the so-called strike suit.” Id., cmt. b.
However, enforcing such a provision without a probable-cause exception would
defeat “the jurisdiction of the court to determine the validity of a donative
transfer.” Id. Essentially, the Restatement reasons that unlimited enforceability
of forfeiture clauses frustrates the fundamental purpose of the courts to ascertain
the truth.8
Additionally, permitting a good-faith and probable-cause exception to
challenges to wills containing forfeiture provisions is firmly in line with the
maxims of equity. Will contests take place in chancery court. “A party seeking
equity must show that in good faith he has done equity.... [N]othing but
conscience, good faith, and reasonable diligence can call forth the activities of a
court of equity....” V.A. Griffith, Miss. Chancery Practice § 32 (2000). Suits in
equity already must be brought in good faith. Allowing a good-faith and
probable-cause exception would impose no higher burden on chancery courts to
ascertain the truth and intentions of the parties. Additionally, “[t]o protect and
enforce property rights is the object of equity....” Id. at § 34. For a court of
equity to protect and enforce property rights, it must be able to hear disputes
regarding those rights. Without a good-faith exception to forfeiture clauses, the
testator's will would frustrate the very object of equity. This cannot be allowed.
All the above notwithstanding, the most compelling reason to allow a good-faith
exception lies in Mississippi's Constitution. The right of access to the courts is
fundamental in this State. “All courts shall be open; and every person for an
injury done him in his lands, goods, person, or reputation, shall have remedy by
due course of law, and right and justice shall be administered without sale,
denial, or delay.” Miss. Const. art. 3, § 24. To allow the enforcement of a
forfeiture clause, regardless of a good-faith challenge based upon probable
cause, would be unconstitutional and against public policy. A forfeiture
provision that acts regardless of a will contestant's good faith would frustrate the
right of that citizen to access the courts and have a court determine whether he
was injured and whether he is entitled to a remedy. A testator cannot be allowed
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to hamper so fundamentally such a vital right to his heirs. The Supreme Court of
Wisconsin recognized as much in that state's counterpart to Section 24 of the
Mississippi Constitution.9 It stated that such a section is “a basic and valuable
guaranty that the courts of the state should be open to all persons who in good
faith and upon probable cause believe they have suffered wrongs.” In re
Keenan's Will, 188 Wis. 163, 205 N.W. 1001, 1006 (Wis.1925).10 A good-faith
and probable-cause exception to the enforceability of forfeiture clauses in wills
is in keeping with the guaranty of all citizens of this state to seek redress for
their grievances through due process of law.
The weight of authority, logic, and fairness is firmly on the side of a probablecause and good-faith exception. The courts of this state are charged with
ascertaining the truth. Chancery courts are charged with protecting property
rights. The Constitution of Mississippi recognizes the fundamental right of an
aggrieved citizen of this state to have access to courts to receive compensation
for any injury done to him or her. The will of the testator should control, but
courts exist to determine whether the testator's will is a valid reflection of the
testator's wishes. Black's Law Dictionary defines “probate” as a “[c]ourt
procedure by which a will is proved to be valid or invalid....” Black's Law
Dictionary 1081 (5th ed. 1979). By definition, probating a will is proving that it
is valid. This must occur through litigation. A strict interpretation of no-contest
provisions in wills would hamper courts' goal of determining what is, once and
for all, the will of the testator. A bona fide inquiry into the validity of the will
should not be defeated by language contained in the will itself. We hold that, in
Mississippi, forfeiture provisions in wills are enforceable unless a contest is
brought in good faith and based on probable cause. “Probable cause exists when,
at the time of instituting the proceeding, there was evidence that would lead a
reasonable person, properly informed and advised, to conclude that there was a
substantial likelihood that the challenge would be successful.” Restatement
(Third) of Property: Wills and Other Donative Transfers at § 8.5 cmt. c. The
determination of good faith and probable cause should be inferred from the
totality of the circumstances.
Here, the court held that a daughter, Bronwyn, was within the exception:
Bronwyn's claim was based upon the fact that she understood her parents'
intentions in the mutual reciprocal wills from 1998 to be that she and her brother
“share and share alike.” It cannot be disputed that those were the wishes of her
mother, Mary, who died shortly after her will was executed. Mary's will
explicitly stated that her children were to inherit equally the remainder of her
trust upon the death of B.D. Mary's and B.D.'s 1998 wills provided that the
estate of the latter-deceased parent would be given to William and Bronwyn, “in
equal shares, per stirpes.” At least until 2010, Bronwyn was under the
impression that the estate would be divided according to the 1998 will. Further,
she testified about B.D.'s failing mental and physical health toward the end of
his life, and even William testified about B.D.'s alcoholism and use of strong
prescription pain killers. Bronwyn knew that Dr. McIntosh had prescribed two
drugs used to treat “cognition problems.” Dr. McIntosh's records state that, when
he prescribed those drugs for B.D., B.D. was suffering from “significant
dementia.”
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Further, large withdrawals were made from B.D.'s trust account and his private
Merrill Lynch account, which were sent directly to William. B.D. also conveyed
a large portion of his real estate to William around the time the 2010 will was
executed. Bronwyn understandably was worried about these inter vivos gifts.
The gifts severely depleted B.D.'s estate, rendering much smaller the amount of
property that Bronwyn and William would have shared and shared alike under
the 1998 will. Overall, Bronwyn argues that her father's failing mental state, his
erratic behavior, and his dependence on alcohol and pain killers made him
vulnerable to the suggestions of William, an unemployed man experiencing a
difficult divorce who convinced B.D. to give him large sums of money beyond
what he would have received under the provisions of his father's 1998 will.
Several similar circumstances justified a finding of good faith and probable
cause by the Tennessee Supreme Court in Winningham.
32.

Tax Clause Interpreted Under Connecticut Law. In re Estate of McMahon, 362 Wis.2d 541

(Wis. App. 2015) considers the meaning of this Will clause:
I, ANN M. McMAHON, of Essex, Connecticut, make this my last will and
testament and hereby revoke all wills and codicils heretofore made by me.
ARTICLE I. I give one-half of my property, both real and personal and wherever
situated, to my son, HENRY M. CAMPBELL IV, per stirpes.
ARTICLE II. I give the rest, residue and remainder of my property, both real and
personal and wherever situated, to my sons, WILLIAM L. CAMPBELL,
THOMAS L. CAMPBELL and JOHN SHERMAN CAMPBELL, in equal
shares per stirpes.
....
ARTICLE IV. I direct that all estate, succession, inheritance and transfer taxes,
together with any interest and penalties thereon, arising by reason of or assessed
in any way in connection with my death, be paid out of my estate as an expense
of administration, without proration.
Does Henry receive one-half before reduction for any death taxes, or after such payment? The court
concluded that Henry received his half off the top, unreduced by taxes:
We understand the brothers to argue that the phrase “without proration” is
ambiguous on its face, because it does not identify the object of the directive
against prorating estate taxes. The brothers contend that “ ‘without proration’
likely means that the estate taxes created by the receipt of non-estate (nonprobate) assets are not to be apportioned or ‘prorated’ against estate assets .”
We conclude that this argument is without merit because the brothers fail to
identify any non-probate assets to which the phrase “without proration” could
refer. The brothers' construction of “without proration” is illogical where there
are no non-probate assets at issue.
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***
The brothers argue that the will is ambiguous as to its “direction for payment of
estate taxes” because the will's use of the term “property” in Article I and the
term “estate” in Article IV is not sufficiently specific. In so arguing, the brothers
make the mistake that they warned this court against—they read the individual
terms of the will in a vacuum. As explained below, we reject the brothers'
attempts to find isolated ambiguities and to then extend such ambiguities to
Article IV's clear and unambiguous directive against proration.
First, the brothers argue that the term “property” in Article I (“I give one-half of
my property” to Henry) does not specify whether “property” refers to Ann's
property before or after the estate taxes are subtracted from it. The brothers
argue that because either interpretation is reasonable, the will is ambiguous with
respect to proration and the statutory proration rule controls. However, the
brothers point to no language in the will that supports their interpretation of the
term “property” as meaning the property that remains after estate taxes are
subtracted. Rather, other language in the will is plainly to the contrary. See
Crump, 140 A.2d at 144 (to determine the testator's intent, “we examine the
language of the entire will”).
As we concluded above, the phrase “without proration” clearly and
unambiguously expresses an intent not to prorate the estate taxes among all of
the beneficiaries. Thus, while “property,” read in isolation might be ambiguous
as to whether it means pre-tax or post-tax property, it is not ambiguous when
read with the “without proration” directive in Article IV. When read in context,
“property” in Article I necessarily means pre-tax property, because only such an
interpretation would be consistent with the directive in Article IV against
proration.
***
Second, the brothers argue that the will is ambiguous as to the source from
which the estate taxes are to be paid, because the will's use of the term “estate”
in Article IV is unclear whether it means the estate before or after the bequest to
Henry is made. As stated above, Article IV reads in pertinent part:
I direct that all estate, succession, inheritance and transfer taxes ... arising by
reason of or assessed in any way in connection with my death, be paid out of my
estate as an expense of administration, without proration.
(Emphasis added.) However, the brothers again ignore the clarifying language
found in Ann's will.
As with the brothers' argument above regarding the term “property,” the
brothers' asserted interpretation of “estate” in Article IV directly contravenes the
language in the same sentence of Article IV that provides that the taxes are to be
paid “without proration.” While the term “estate,” read in isolation, could be
ambiguous as to whether it means the estate before or after the bequest to Henry
is paid, it is not ambiguous when read alongside the “without proration”
directive in Article IV. Here, “estate” necessarily means the estate after the
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bequest to Henry, because only such an interpretation would be consistent with
the “without proration” directive in the same sentence.
In sum, the brothers' alternative interpretations of the terms “property,” as used
in Article I, and “estate,” as used in Article IV, are not reasonable because they
contravene the clear and unambiguous directive that the taxes are to be paid
“without proration.”
33.

Clause Directing That Taxes Be Paid From The Probate Estate Negates Apportionment

Under Nebraska Law. In In re Estate of Shell, 862 N.W.2d 276 (Ne. 2015), the decedent’s will provided:
I also authorize my Personal Representative to pay from my probate estate,
without contribution or reimbursement from any person, all inheritance, legacy
or estate taxes, including interest and penalties thereon, payable by reason of my
death with respect to property passing under my Will, or otherwise, including
any property held by me jointly with any person with right of survivorship and
any collateral taxes on property passing by this Will.
The court held that the clause meant what it said:
We conclude that paragraph I of the will clearly shows Shell's intent to treat
inheritance taxes as an expense of the estate, instead of a tax proportionally
borne by the beneficiaries under the statutory pattern. The will expressly refers
to inheritance taxes and directs that they be paid “from my probate estate.”
Generally, courts have concluded that language directing the executor to pay
estate and inheritance taxes exonerates the beneficiaries of their tax burden.18
Furthermore, the sentence in question immediately follows a direction to pay
Shell's debts, the expenses of his funeral, and the expenses of the administration
of his estate. Coupling a direction to pay estate and inheritance taxes with a
direction to pay the testator's debts, funeral expenses, and administration costs
shows the testator's intent to pay the taxes “ ‘off the top.’ ”
***
So, Shell's direction to pay inheritance and estate taxes “without contribution or
reimbursement” shows his intent to avoid the sometimes complicated prorating
of such taxes between fiduciaries, beneficiaries, and probate and nonprobate
assets by simply treating inheritance taxes as an expense of the probate estate.
Other courts interpreting similar language have reached like conclusions.
34.

Special Requirement for Conservator’s Exercise of Elective Share Election Upheld

Against Constitutional Challenges. Under Minnesota law, the elective share can be elected on behalf of a
protected person “only by order of the court in which protective proceedings as to the protected person's property are
pending, after finding (1) that exercise is necessary to provide adequate support for the protected person during the
protected person's probable life expectancy and (2) that the election will be consistent with the best interests of the
natural bounty of the protected person's affection. Minn.Stat. § 524.2–212 (2014).”
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Non-protected persons are subject to no such requirement. Does that distinction violate equal protection?
In In re Guardianship, Conservatorship of Durand, 859 N.W.2d 780 (Mn. 2015), the court held no:
Because “protected persons” are not a suspect class and the right of election is
not a fundamental right, we apply rational basis review. Under that standard, we
must decide: (1) whether the distinctions between the classes are genuine and
substantial; (2) whether there is an evident connection between the needs of the
class and the prescribed remedy; and (3) whether the purpose of the statute is
one that the State can legitimately attempt to achieve. Russell, 477 N.W.2d at
888.
First, the distinctions are genuine and substantial. Protected spouses are under an
order, such as a conservatorship, that recognizes their limited ability to manage
financial affairs. On the other hand, non-protected spouses are ordinarily free to
conduct their financial affairs as they wish, even to the detriment of all parties
involved, including themselves. We have long recognized such a distinction. See
In re Estate of Carey, 194 Minn. 127, 142–43, 260 N.W. 320, 327 (1935).
In this case, Durand is “unable to manage property and business affairs because
of an impairment in [her] ability to receive and evaluate information or make
decisions.” Minn.Stat. § 524.5–409, subd. 1(a). This impairment provides a
genuine and substantial basis to justify a legislative distinction focused on
protected persons' needs. Protected persons are more vulnerable to exploitation
and need protection—they are called “protected persons” for a reason. So it is
not surprising that elective share provisions limiting the rights of protected
persons have survived rational basis review in other states. See Sweeney v.
Summers, 194 Colo. 149, 571 P.2d 1067, 1070 (1977); In re Merkel, 190 Mont.
78, 618 P.2d 872, 875 (1980).
13 Second, an evident connection exists between the distinctive needs of
protected persons and the court order required by the statute. Because protected
persons such as Durand are unable to manage their financial affairs, the elective
share statute requires a conservator to petition for judicial approval of an
election. Minn.Stat. § 524.2–212. A surviving spouse may ordinarily rely on
personal pecuniary considerations when deciding whether to elect against a will,
and the decision may be based on anything, including sentiment, respect for the
deceased spouse's wishes, or the financial well-being of the deceased spouse's
devisees. See McElroy v. Taylor, 977 S.W.2d 929, 932 (Ky.1998) (“[W]hen the
election is made within the time allowed and in the proper manner, it is wholly
immaterial what reasons induced the devisee to make the election. Its validity
cannot be inquired into.”) (quoting Harding's Adm'r v. Harding's Ex'r, 140 Ky.
277, 130 S.W. 1098 (1910)). But for protected persons, the Legislature
rationally determined that a conservator, whose duty it is to manage the
pecuniary affairs of a protected person, should not have the unilateral power to
make a decision that should be based on both pecuniary and non-pecuniary
interests. The Legislature rationally provided that the process should include
judicial oversight by findings and an order.
Third, the purpose of the statute is one that the State can legitimately attempt to
achieve. Because protected spouses may well lack the capacity to manage
money, an election by an adequately supported protected spouse only serves to
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transfer assets from the decedent's devisees to the surviving spouse's heirs or
devisees. Requiring a conservator to show that the election is necessary to
provide adequate support thus rationally balances the deceased spouse's
testamentary wishes with the surviving protected spouse's needs. We have long
recognized that it is proper to balance such interests. See State ex rel. Percy v.
Hunt, 88 Minn. 404, 410, 93 N.W. 314, 316 (1903) (“If ... it is found that the
effect of an election to waive the provisions of the will will be to divert property
from the channel in which the testator intended it to go, and, if the diversion is
not required by the wants and circumstances of the widow, the prayer of the bill
cannot be granted.”) (quoting Penhallow v. Kimball, 61 N.H. 596, 599 (1882)).
35.

Inclusion of After-Born Grandchildren In A Trust Is A Fact Question In An Illinois Case.

In Bank of America, N.A. v. Judevine, 26 N.E.3d 555 (Ill. App. 2015), the question was whether the following
language in a trust should be read to include after-born grandchildren:
“Upon the death of both Phyllis Anderson and her mother, * * *, the
Trust Estate * * * shall be distributed in equal shares to those who are
then living of the Settlor's grandchildren, namely:
William Shaw and Robert Shaw * * *, and
Susan Doniphan Hamilton and
Oliver Theodore Hamilton, IV, * * *,
provided, however, that if any of such grandchildren are then deceased
leaving one or more descendants then living, the share which such
deceased grandchild would have received if then living shall be
distributed to his or her then living descendants, per stirpes.”
(Emphasis added.)
The trial court held that after-borns were not included. The Court of Appeals reversed, stating:
As noted above, the parties do not cite controlling authority, and our
independent research has found no Illinois case on this precise point. We find
support, however, in In re Estate of Clarke, 460 Pa. 41, 331 A.2d 408 (1975).
There, the settlor created a single trust “ ‘so long as any of my grandchildren,
EVAN, MARGOT, CLAUDINE and JEAN, shall be under the age of twentyfive (25) years,’ ” and when “none of said grandchildren” were under 25, the
trust would be divided among equal shares among the then-living grandchildren
(or the issue of a deceased grandchild). Id. at 409. The settlor died in May 1970,
but two additional grandchildren were born after her death. Id. at 410. The trial
court found that the two posthumous grandchildren were entitled to a share in
the trust estate, and the Pennsylvania Supreme Court affirmed. Id. The court
noted that the indication of group-mindedness is sufficient if the group is
capable of either future increase or decrease. Id. at 411. On this point, the court
observed that the settlor's trust provided that none of the grandchildren would
receive a distribution unless there was no grandchild under the age of 25, and
then if any grandchild died before the age of 25 and had no issue who survived
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until the time of distribution, that grandchild “would be removed from the group
of takers,” i.e., that share would be divided among the surviving grandchildren
(or issue of a predeceased grandchild). Id. at 412. The court concluded that it
was clear that the settlor intended to benefit “a group capable of at least
downward fluctuation,” and that the requisite group-mindedness to indicate an
intention to make a class gift was shown. Id.
Here, as in Estate of Clark, the Trust both referred to settlor's “grandchildren” as
a group and also individually named all of the grandchildren alive at the time the
Trust was executed, but it did not make any specific provision to either include
or exclude after-born grandchildren. Furthermore, the Trust in this case
postponed possession on the part of any grandchild who did not reach the age of
35, at which point that grandchild's share would be distributed to that
grandchild. If the grandchild did not survive to the age of 35, the trustee was to
“distribute such portion of the estate” of the deceased grandchild. Viewing the
Trust as a whole, the settlor here also apparently intended to benefit a group
capable of at least downward fluctuation, which normally shows the groupmindedness indicative of a class gift. Accord In re Trust Under the Last Will &
Testament of Hennes, 240 So.2d 859, 860–61 (Fla.Dist.Ct.App.1970); Cain v.
Dunn, 241 So.2d 650, 652–53 (Miss.1970). We agree with the holding in Estate
of Clark and find it to be persuasive authority, as well.
We recognize that there is nothing in the record that clearly indicates a rationale
for the settlor to favor only four of his grandchildren to the exclusion of the
others, especially given that two of the after-born grandchildren shared the same
mother and grandmother as two of the named grandchildren. Nonetheless, there
is some evidence in the record that may indicate that the settlor intended only
the named grandchildren to be entitled to the remainder of the Trust estate under
paragraph C. Namely, the settlor's August 1972 and August 1975 letters to the
then-trustee of the Trust and the Crispin trust seem to indicate at least an
acknowledgement that only the named grandchildren were the Trust's
remaindermen (although the letters are silent regarding whether the settlor
intended that disposition). In addition, the trial court's 1968 decree recounted
that settlor's mother's trust benefitted settlor's children only from his first two
wives and not those he had with his fourth wife. This could thus indicate that the
Trust was part of a complicated estate plan in which the grandchildren were to
receive similar shares from various trusts and wills, and which is implied by
settlor's purported statement to his long-time administrative assistant to “make
things right” for the children of his fourth wife, who were excluded from at least
settlor's parents' trusts.
In sum, we hold that there is an unresolved issue of fact concerning the settlor's
intent as to paragraph C of the Trust. Consequently, the trial court erred in
granting the named grandchildren's motion for summary judgment, and we
therefore reverse the trial court's judgment and remand this case for further
proceedings.
A dissent would have upheld the lower court decision:
If we attempt to decode what the settlor intended regarding any grandchildren
born after the trust was established, we must also accept the reasonable
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inferences that flow from the facts. For example, it is a reasonable interpretation
to assume that if he knew that he would have additional grandchildren, yet
specifically named the four grandchildren, it was because he wanted those four
to be the beneficiaries. If on the other hand he had no way of knowing if and
when he would have additional grandchildren, it can reasonably be inferred that
he specifically chose to leave the remainder of the trust to the four who were
then a part of his life, rather than speculate about future additions to the group
that may or may not ever occur. It is a reasonable inference to conclude that that
is why he identified them by name rather than just saying “my grandchildren.”
The settlor specifically said that the remainder of the trust should be distributed
to those of his four grandchildren who are then living when the trust terminates.
***
It is clear that the settlor knew that the four grandchildren may themselves have
children and the trust provided for the four grandchildren's children to get the
distribution in the event of the death of the named grandchild. All of this shows
a level of sophistication and understanding of the uncertainty of the future with
respect to who would survive to receive the distribution. The settlor chose to
keep it simple by naming the intended beneficiaries to the exclusion of all
others.
The term “those who are then living” refers to any of the four identified
grandchildren who are alive at the time of distribution. It does not include or
contemplate any yet unborn grandchildren. Unlike the majority, I do not find
that In re Clarke's Estate, a Pennsylvania case, supports a conclusion that the
language of the trust is ambiguous, nor does it support the further leap that the
settlor intended a class gift. In the Clarke case, the settlor's instructions were
more extensive and suggested the recognition that the group would likely
expand. Nothing in this case suggests that the settlor considered expansion of
the group beyond the four named individuals. Further, unless the settlor was
clairvoyant, I disagree with the majority's statement that it was a “plainly
foreseeable event that the settlor would [ ] have additional grandchildren.”
Simply stating something does not establish its truth. No one can say that the
birth of children to a specific, defined group is plainly foreseeable. It is not.
36.

Delaware Trust Stands Pat Until Texas Will Contest Is Resolved. In Matter of Will of Vale,

2015 WL 721038 (Del. Ch. 2015), a decedent exercised a testamentary power of appointment in his will which was
admitted to probate in Texas. However, a will contest was filed. Ought the trustee distribute the assets to the estate
or hold them because if the will were not valid then the assets would pass to other default takers? The Delaware
Chancery Court held that it owed no full faith and credit to the probated will and that the trustee should wait. The
opinion notes:
A Here, the Texas Order is not entitled to full faith and credit as to the validity
of Tex's Will because the Texas Order does not reflect an actual adjudication of
that issue. Accordingly, admitting the will to probate did not collaterally estop
the Default Beneficiaries.15 Similarly, the Default Beneficiaries were not
precluded from filing the Will Contest because of res judicata. If admitting Tex's
Will to probate precluded future litigation over its validity, there could be no
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Will Contest. In fact, the Will Contest consisted of a new trial, in front of a jury,
to determine the validity of Tex's Will. Thus, because the Texas Order is not
entitled to res judicata or collateral estoppel effect, the Texas Order is not
entitled to full faith and credit in this case as an adjudication of the validity of
Tex's Will.
The court rejected concerns that the ruling would create uncertainty:
The Executrix also predicts dire consequences if this Court confirms the
Master's Report. She argues that if wills are not enforceable until after they are
entitled to full faith and credit, then no executor may rely on the initial probate
order until after a will contest or after the statute of limitations has run, which
could take years. My ruling in this Memorandum Opinion, however, is not likely
to impede an executor of a Texas estate from gathering estate assets pursuant to
Section 37. It is for the executor to decide whether to distribute assets when he
knows a potential dispute is on the horizon. And, while the Executrix argues that
failing to distribute the Trust assets here will create uncertainty for executors in
the future, that outcome seems unlikely. Texas law makes clear that an executor
has the right to gather assets in the testator's estate at the time of her death. An
executor's right to gather assets is not absolute, however. If questions exist as to
whether certain assets were part of the testator's estate when she died, and the
rights to those assets are the subject of an ongoing will contest, the executor's
right to gather those assets may be limited.
37.

To Avoid Effect Of No Contest Clause, Probable Cause Must Exist For Each Challenge,

Under Arizona Law. In In re Shaheen Trust, 341 P.3d 1169 (Az. App. 2015), the challenges to a will and trust
brought nine challenges. One of those challenges was that the trustee make only annual distributions, not monthly
distributions. The trial court found that the claim had no merit – the trust contained no such requirement – and the
Court of Appeals held that there was no objectively reasonable basis for the belief. The trial court thought that the
challenges had a “reasonable subjective belief” the claim was valid, which the Court of Appeals found insufficient.
One challenge without objective reasonableness meant no probable cause and no probable cause on one claim
triggered the no-contest clause. The opinion states:
When a party brings nine claims against a trustee, as the Robertses have done
here, that party litigates nine different challenges, and, accordingly, contests
nine separate claims. If these nine claims had been presented in nine separate
petitions, there would be no question that probable cause would have to support
each claim to avoid forfeiture. We see no reason for a different result merely
because the claims were asserted in a single petition.
In enforcing no-contest clauses in the context of wills, except where probable
cause exists to bring a challenge, our supreme court has balanced important
public policy concerns. “Public policy reasons to support penalty clauses include
preserving the transferor's donative intent, avoiding waste of the estate in
litigation, and avoiding use of a will contest to coerce a more favorable
settlement to a dissatisfied beneficiary.” Shumway, 198 Ariz. 323, ¶ 7, 9 P.3d at
1065. Litigating nine separate claims is necessarily more costly than litigating a
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single claim. Clearly, if a petition asserts one claim that is supported by probable
cause and eight claims that are not, that petition will result in greater expense to
the trust than the litigation of a single claim. Furthermore, if probable cause for a
single claim protected a party from disinheritance under a no-contest clause, that
party could file a petition with one legitimate claim and any number of frivolous
claims, thereby using the threat of extensive litigation to “coerce a more
favorable settlement.” Id.
The public policy reasons for supporting enforcement of no-contest provisions
must be balanced against the importance of allowing parties to prove a donative
transfer is genuinely invalid. Id. But requiring probable cause for each challenge
raised in a single petition does nothing to harm that interest. It merely ensures
that parties will carefully consider each challenge they might raise before filing
a petition and instituting costly litigation.
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