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References to the Code refer to the Internal Revenue Code of 1986, as amended and all references to “Treas. Reg. Sec.” are to the Treasury Regulations promulgated thereunder (the Regulations).

PLANNING FOR POST-DEATH ELECTIONS 

I. INCOME TAX RETURNS

A. Elections Relating to Decedent’s Final Income Tax Return

1. Joint return versus separate return

a) Option available if spouse does not remarry before 12/31 of the year decedent died and spouse is not a non-resident alien during the calendar year of decedent’s death.  Code Sec. 6013(a)(2) and (1).

b) Since income tax on a joint return is joint and several, don’t file a joint return with a deadbeat spouse.

c) Why do it – to avoid loss of carry-forward capital losses, carry-forward charitable deductions and passive losses (suspended losses are deductible on final return), where surviving spouse has income.

d) Married filing separate rates are higher than married filing jointly.

e) Income reportable is income received by decedent through date of death.

f) No installments are payable after decedent’s death on behalf of the decedent.  Treas. Reg. Sec. 1.6153-1(a)(4). 

2. Other Elections

a) Medical expenses may be taken on the final return or as a debt on the estate tax return – return decision made on which return saves the most dollars.  With a 7.5% threshold, probably makes sense to deduct for estate tax purposes in a taxable estate.

b) Interest on certain savings bonds may be included on the final return, with the result that income tax due on the interest will be a deduction for estate tax purposes (along with all income tax paid).  If not included on final return, neither estate nor beneficiary is required to report income currently.

c) Double deductions – deductions which are both estate and income tax deductions, e.g., state and local income taxes, i.e., may be taken on both returns.  Others are Code Sec. 164 production of income expenses; Code Sec. 162 business expenses. 

3. Fiduciary Elections

a) Request a prompt assessment from personal liability for income tax - reduces assessment period from 3 years to 18 months.  Code Sec. 6901(d). 

b) Pursuant to Code Sec. 6905(a), an executor may request a discharge from personal liability for tax due on decedent’s open income and gift tax returns.

(i) File request after the return has been filed with the IRS office where the estate tax return will be filed or if none where decedent’s final income tax return was filed.

(ii) Within 9 months after receipt of the application, the IRS must notify the executor of any amount due, and upon payment of the tax, if any, the executor is discharged from personal liability for the tax.

B. Elections Relating to Estate Income Tax Returns

1. Election of Estate Income Tax Year

a) Does not have to be calendar year for estates or be a full 12 months; longest year is the last day of the month preceding decedent’s death.

b) Made on the first fiduciary income tax return, due 3-1/2 months after close of income tax year.

c) Ability to select a tax year permits tax deferral for both estate and beneficiaries.

d) No requirement to make installment payments for the first two tax years.

2. Section 645 election to treat a qualified revocable trust as part of the probate estate.

a) What is a “Qualified Revocable Trust” - trust treated as owned by decedent, generally a revocable trust; fact revocability requires consent of a spouse or non-adverse party ok.  Reg. Sec. 1.645-1(b).

b) Effect of a 645 election

(i) Trust may be able to elect a fiscal year.

(ii) Code Sec. 642(c) applies so a set aside deduction is available for charitable gifts without necessity of payment.

(iii) Trust income, deductions and credit subsequent to decedent’s death must be reported on the estate’s 1041 and not on trust return.

c) How made

(i) On first estate tax return.

(ii) Identified as a 645 election, with decedent’s name, date of death, ssn, trust name, address, t.i.n., estate’s name, address and t.i.n.

(iii) Made by executor and trustee.

(iv) Made by filing a Form 8844 (election to treat a Qualified Irrevocable Trust as part of an estate).

d) Effectiveness of election

(i) continues for 2 years after decedent’s date of death, if no Federal estate tax return is due, or six months after the final determination of Federal estate tax liability.

C. Section 643(e) Election to Treat Non-Cash Property Distributions

a) If not made, distribution of appreciated or depreciated property is treated as carrying out distributable net income to extent of the lesser of the property’s fair market value or its basis, with a basis carryover of the estate/trust’s basis to the beneficiary.

b) If made, estate/trust recognizes gain or loss on the distribution as if property were sold, with a basis equal to the fair market value on the date of the distribution to the beneficiary. Code Sec. 643(e)(2)(b).

c) How made?

(i) on the return for the taxable year in which the distribution is made; once made, the election is irrevocable.

D. Expenses/Losses deductible on an estate/trust income tax return or an estate tax return

a) Administration expenses and casualty losses may be deducted either on estate income tax or tax return.

b) Administration expenses allocable to tax-exempt income should always be deducted on estate tax return.

c) Choose return with most advantageous tax result

d) Affects size of applicable exemption trust if deducted on income tax return.

E. Estate Termination

1. Can be timed to permit pass-through of expenses, not needed to offset estate income, to beneficiaries which is permissible in the final year.

2. Pass-through deduction subject to 2% floor.

3. Consider need for a Protective Claim.

F. Related Non-Fiduciary Income Tax Elections

1. Code Sec. 754 election

a) When a partner dies, her partnership interest is stepped up to the estate tax value in partner’s estate, however, the partnership’s assets are not stepped up.

b) If the partnership in which a decedent was a partner files a 754 election, the inside basis of a partnership will be stepped up to the outside basis of the partnership for the deceased partner.  This may reduce gain recognition by the partner’s estate on partnership distributions.

c) The election is made by the partnership, on a timely filed partnership income tax return.  Treas. Reg. Sec. 1.754-1(b).

(i) The election is irrevocable and is binding on the subsequent death of other partners, sale of partnership interests and liquidation of the partnership. 

(ii) Requires partnership to keep two sets of books.

d) Absent a 754 election, Code Sec. 732(d), the estate (or legatee of the partnership interest) may elect a basis adjustment with respect to assets distributed within 2 years of the partner’s death. 

II. ESTATE TAX RETURN 

A.
Alternate Valuation 

1. General Rule:  An estate representative may value a decedent’s assets on her date of death or on a date six months after her date of death, except if the decedent dies on the 31st of May, August, November or December, the alternate valuation dates are November 30, February 28 (or 29), April 30 or June 30.  (Code Sec. 2032).

a) Alternate valuation, however, may not be elected unless (i)  the value of the gross estate;  (ii) the amount of the estate tax and (iii) the amount of the generation-skipping transfer tax are reduced.  Code Sec. 2032(c).  This provision was added by the Tax Reform Act of 1984, Pub. L. No. 98-369, 98 Stat. 494, to eliminate a post-death planning technique whereby alternate values were elected in non-taxable estates to increase the step-up in value of an estate’s assets and, thereby, increase the bases of the assets for income tax purposes.

2. General Rule.  Election must be made as to all assets.  However, assets must be held on both the date of death and the alternate valuation date.

a) Any property distributed, sold, exchanged or otherwise disposed of within six months of the decedent’s death is valued at the date of disposition.  Code Sec. 2032(a).

(i) The phrase “distributed, sold, exchanged or otherwise disposed of” comprehends all possible ways by which property ceases to form a part of a decedent’s gross estate.  Treas. Reg. Sec. 20.2032-1(c); 20.2032-1(d)-(f).

(ii) Property is considered to be distributed upon the first to occur of the following:

(1) Entry of an order or decree of distribution, if such order or decree subsequently becomes final.

(2) Segregation or separation of the property from the estate so it unqualifiably becomes subject to the disposition of the estate.

(3) Delivery of the property.

(iii) If an asset is sold, it will be valued at the actual selling price, assuming an arms length transaction.  Property distributed, exchanged or otherwise disposed of, if publicly traded securities, are valued at the mean between the high and the low at the date of distribution.

b) Alternate valuation may not be elected where a voluntary act reduces the value of an asset.  Prop. Treas. Reg. Sec. 20.2032-1, 73 Fed. Reg. 22300 (Apr. 25, 2008).   This Regulation was proposed in response to the Tax Court decision in Kohler v. Commissioner, TC Memo 2006-152 (July 25, 2006).  In Kohler, the decedent died on March 4, 1998, owning stock in a family-owned corporation.  A tax-free reorganization of the corporation was completed and became effective on May 11, 1998.  The reorganization replaced the old shares of common stock with new classes of shares that had various voting rights and dividend preferences.  All of the new shares were subject to transfer restrictions and a purchase option to ensure that family shareholders would continue to own all of the shares of the corporation.  Under Treas. Reg. Sec. 20.2032-1(c)(1), the decedent’s stock was not treated as disposed of on the date of the reorganization, and thus the stock was not valued as of that date pursuant to Code Sec. 2032(a).  Instead, what was valued for alternate valuation purposes was the post-reorganization stock which took into account the transfer restrictions and purchase option.  The value of the post-reorganization stock on the alternate valuation date was $47,010,000, the post-reorganization value.  The IRS determined that the fair market value on the alternate valuation date was $144,500,000, the pre-reorganization value of the pre-reorganization stock.  

The Tax Court held for the Kohler family.  The IRS non-acquiesced to the Tax Court’s decision, arguing that the Tax Court should have focused on whether there was a change in the character of the property instead of whether a disposition had occurred as a result of a tax-free reorganization.  The Tax Court was not persuaded by the IRS argument that an alternate valuation election allows an estate to pay a lower tax if unfavorable market conditions affects the value of estate assets as distinguished from voluntary acts changing the character of the property.

c) Note, assets whose value is affected by the mere lapse of time (patents, remainders, estates for the life of another) are valued as of the date of death.  Code Sec. 2032(a)(3); Treas. Reg. Sec. 20.2032-1(f). 

3. General Rules

a) Alternate valuation may only be elected for Federal estate tax purposes if a Federal estate tax return is required to be filed.

(i) In New York, an executor may elect to use alternate valuation for purposes of calculating the New York gross estate when no Federal return is required to be filed if the requirements for electing alternate valuation under Code Sec. 2032 (i.e. reduction of gross estate and reduction of estate and generation skipping transfer tax liability) are met applying the provisions of the Code as it existed on July 22, 1998 (and applying the limitations on the unified credit in New York Tax Law Sec. 951(a)).  New York Tax Guidance No.  NYT–G–09(1)(M) (Jan. 14, 2009).  

b) Alternate valuation is usually elected on a timely filed Federal estate tax return.  However, it may be elected on a non-timely return, if the return is filed not later than one year after expiration of the time for filing the return including extensions or two years and three months after decedent’s death.  Code Sec. 2032(d).

c) The alternate valuation election is irrevocable.

d) How made:  by checking the box.

4. Would you ever choose not to elect alternate values?

a) Maybe, if election impacted the ability to make certain other elections, e.g., a 6166 election.

b) What about conflicting interests among beneficiaries, one who would have a reduced basis for income tax purposes versus one who has a higher basis.

c) Drafting tip:  Include a provision authorizing the execution:  To decide, with sole and absolute discretion, to exercise any income, estate, gift or generation-skipping transfer tax option and such decision shall be binding on all persons interested in my estate or any trust thereunder.

B. Qualified Terminable Interest Property (QTIP) Election 

1. An estate is entitled to a marital deduction for amounts passing from a decedent to a surviving spouse in various forms:  outright, in a marital trust with a general power of appointment, in an estate trust or in qualified terminable interest property, where the estate’s representative makes an election to qualify the property for the marital deduction.  As with all property qualifying for the marital deduction, estate taxes are deferred on the QTIP property until the death of the survivor.

2. “Qualified terminable interest property” is property in which a surviving spouse has a qualified income interest for life, none of which may be appointed for the use of any one other than the spouse during her life.  At the spouse’s death, however, generally the property is disposed of as designated by the original decedent.  A “qualified income interest” includes an income interest payable at least annually,  a life estate or a usufruct interest.   Code Sec. 2056(b)(7)(B)(ii).   

a) Income is determined under state law.

b) A power to adjust is not a power to pay property to someone other than the  surviving spouse.  Treas. Reg. Sec. 20.2056(b)-7(d)(1).

c) Note, however, application of a spendthrift clause to a marital trust might be interpreted as affecting the spouse’s right to income and, therefore, would disqualify the trust as qualified terminable interest property.  See., Miller v. U.S., 949 F. Supp. 544 N.D.(Ohio 1995).

d) A trust provision permitting a trustee to hold back income from an incapacitated spouse similarly would disqualify the trust as qualified terminable interest property.  TAM 9645006.

3. The QTIP election is made on a timely filed Federal estate tax return and is irrevocable once made.  Code Sec. 2056(b)(7)(B)(v).  If, however, the election has been made on a return filed before the due date of the return, the election can be revoked on a timely filed subsequent return.  Treas. Reg. Sec. 20.2056(b)-7(b)(4)(ii).

a) Defective QTIP elections may be cured under certain circumstances.  See, Treas. Reg. Sec. 301.9100-1-3.

b) Suppose you made a QTIP election and didn’t need to:  

(i) see, Rev. Proc. 2001-38, 2001-1 CB 1335, where an unnecessary election to QTIP property in the estate of the first to die spouse, which would have resulted in taxation of the QTIP at the death of the second spouse, was treated as null and void. 

(ii) see, Ltr. Rul. 200919008, where an unnecessary election to QTIP part of a credit shelter trust was treated as null and void because the election was unnecessary to reduce the estate tax to zero where the decedent’s will directed that a credit shelter trust be funded with the largest amount that could pass free of estate tax and the value of the decedent’s estate was less than the applicable exclusion amount .  As a result, the IRS also ruled that the property in the credit shelter trust would not be includible in the surviving spouse’s gross estate, the surviving spouse would not be treated as making a gift under Code Sec. 2519 if they disposed of their income interest in the trust and that the surviving spouse would not be treated as the transferor for GST tax purposes. 

4. An estate representative may make a partial QTIP election.  Treas. Reg. Sec.  20.2056(b)-7(b)(1)(ii)(A).

a) Bear in mind, unless the instrument provides otherwise, principal invasions will be paid out of the QTIPped trust and the non-QTIPped trust if held as one.

b) Consider dividing the trusts into the  QTIPped trust and the non-QTIPped trust.  See, Section 7-1.13 of New York Estates, Powers Trust Law.

5. There are certain automatic QTIP elections, which require opting out of the election rather than making the election.  See, e.g., Code Sec. 2056(b)(7)(C)(ii) which automatically qualifies a joint and survivor annuity for QTIP treatment. 

C. Section 2652(a)(3) Special Election – Reverse QTIP Election

1. In the case of a QTIP trust, the estate of the decedent may elect to treat all of the property in the trust as if the QTIP election had not been made.  This is done so that the decedent is the transferor for generation-skipping transfer tax (“GSTT”) purposes upon the death of the surviving spouse.  Otherwise the surviving spouse would be the transferor.

2. Why done? – To utilize the decedent’s GSTT exemption.

3. How to deal with the “all property” requirement.

a) direct the severance of the QTIP trust into a special election trust and a non-special election trust.  Treas. Reg. Sec. 26.2654-1(b)(1).

4. Planning tips to preserve special election trust

a) direct principal payments from the non-special election trust.

b) direct estate tax payment on both trusts from the non-special election trust.

c) direct payment of taxable distributions from the special election trust and direct payment of medical and education expenses from the non-special election trust.

D. Qualified Domestic Trusts (“QDOT”) Election

1. Code Sec. 2056(d) disallows the estate tax marital deduction for property passing to a surviving spouse who is not a U.S. citizen, unless the property passes to the spouse in a “qualified domestic trust.”

2. Code Sec. 2056A(a) sets out the governing instrument requirements for:

a) At least one trustee must be an individual U.S. citizen or a domestic corporation. 

b) No distribution of principal may be made from the trust unless the U.S. trustee has the right to withhold from such distribution an estate tax on the distribution.

c) Numerous other requirements in regulations; more onerous if QDOT has value in excess of $2 million.

3. The executor elects QDOT treatment on the Federal estate tax return. The election is irrevocable and may not be made more than one year after the time for filing the return (including extensions) has expired. The election is made by listing the trust property on Schedule M of the Federal estate tax return and is a deemed election if the property meets the requirements of a QDOT.

4. Partial QDOT elections are not allowed but trust can be severed in accordance with Code Sec. 2056(b)(7).

5. A QDOT may be created post-mortem, by the due date for filing the estate tax return.  Code Sec. 2056(d)(2)(B); a trust may be reformed into a QDOT.  A surviving spouse may assign property passing outright to him into a QDOT.

6. Estate tax is imposed on principal distributions (other than “hardship distributions”)  Hardship really means hardship, i.e., in response to “an immediate and substantial financial need relating to the spouse’s health, maintenance or support”.  It is not hardship if spouse has other assets.  The estate tax is calculated as if the QDOT property were included in the estate of the predeceased spouse at the same marginal rate which, of course, now is a flat rate of 45% for Federal purposes; may be relevant for state estate purposes.  Code Sec. 2056A(b)(2)(A).  Even if the estate tax is repealed, principal distributions made prior to December 31, 2020 would continue to be taxed. 

7. If the surviving spouse becomes a citizen before the estate tax return is filed and has been a resident at all times after the decedent’s date of death, the QDOT rules do not apply.  Code Sec. 2056(d)(4).  

8. If the surviving spouse becomes a citizen after the estate tax return is filed, a QDOT will be necessary in order to qualify a bequest to the surviving spouse for the marital deduction.  However, under Code Sec. 2056(A)(b)(12), the estate tax will not be imposed on either distributions from the QDOT provided certain requirements are satisfied:

a) The spouse was a U.S. resident for Federal estate tax purposes at all times after the death of the decedent and before becoming a U.S. citizen;

b) No taxable distributions are made from the QDOT before the spouse became a U.S. citizen (regardless of the residency status of the spouse); and

c) The U.S. trustee of the QDOT notifies the IRS and certifies in writing that the surviving spouse has become a U.S. citizen.

9. QDOTs have to be QTIPs.

10. Regulations set out highly technical rules for QDOT administration.

11. When to use the QDOT.

a) Primary intent is to maximize income for surviving spouse.

Use of the marital deduction in the estate of the first decedent spouse leaves a large fund to produce income for the surviving spouse.  The QDOT is thus desirable where the testator’s primary intent is to maximize the income for the surviving spouse and the assets available would not otherwise be adequate after the payment of an estate tax on the first estate.

b) Avoiding liquidity problems.

If no estate tax is due on the estate of the first decedent, distress sales of assets to pay estate tax can be avoided.

c) Charitable remainder.

If a QDOT provides for a charitable remainder after the death of the surviving spouse, no deferred tax will be due on the death of the survivor (and the surviving spouse will have had the benefit of maximum income during his or her life).

12. When not to use a QDOT.

a) If the QDOT will be subject to a foreign death tax on the death of the surviving spouse and double taxation cannot be avoided through treaty, the combination of foreign and U.S. death taxes due on the death of the survivor may wipe out the entire estate.

b) If substantial foreign death taxes are payable out of the estate of the first decedent, foregoing the marital deduction in the first estate to utilize an available foreign tax credit may lower the combined death taxes on the estates of the first decedent and the surviving spouse.

c) A QDOT may be inadvisable for a noncitizen spouse who does not intend to be domiciled in the U.S. at the time of his or her death.  In such a case, an outright transfer might be preferable to establishing a QDOT because, although the decedent’s estate will incur the U.S. estate tax (subject to the availability of the unified credit), the noncitizen spouse will have the rest of his or her life in which to convert the U.S. situs assets into non-U.S. situs assets, so that these assets will not be subject to U.S. estate tax upon the death of the noncitizen spouse.

E. Allocation of Decedent’s GSTT Exemption

1. Each individual has an exemption against the GSTT, which mirrors the exemption against lifetime gifts and deathtime transfers, i.e., $1 million of a total $3.5 million may be used during lifetime and $3.5 million minus lifetime use of the $1 million may be used at death.

2. Lifetime use may be voluntary or deemed allocated unless the transferor opts out.

a) Automatic allocation of the GSTT exemption were enacted as part of EGTRRA, on the theory the transfer presumably desired such an allocation on transfers to a trust where a GST was likely to occur.

b) The GSTT exemption is automatically allocated to trusts unless the trust fits into one of the statutory exceptions.  See Code Sec. 2632(c)(3)(B).  Most insurance trusts do not fit into one of the exceptions.

c) To avoid automatic allocation, the transferor can opt on or before the due date of the gift tax return where the transfer took place.  See, Treas. Reg. Sec. 26.2632-1(b)(2) for electing out of the automatic allocation rules.

3. After death, to the extent the decedent’s executor has not allocated GST exemption prior to the due date of the tax return, the unused GSTT exemption:

a) Is automatically allocated first to direct skips occurring at the individual’s death and second pro-rata to trusts where the decedent is the transferor and from which a taxable distribution or taxable termination might occur on or after the decedent’s death.

b) The balance is voluntarily allocated by the estate representative.

c) Automatic allocation is irrevocable.  See, Treas. Reg. Sec. 26.2632-1(b)(2) for electing out of the automatic allocation rules.

4. Include a direction in Wills to divide trusts between a trust with an inclusion ratio of 0 (i.e. not subject to GSTT) and one.  Alternatively, seek to sever such trusts in court.  See, Treas. Reg. Sec. 26.2654-1(b) for qualified severance rules.

F. Special Elections

1. Special Use Valuation 

a) Is it called “special” because it is so rarely used?

b) Why was it enacted?

c) An election under Code Sec. 2032A is used to reduce the value of real property, i.e., property used in farming or in closely held business located in the U.S.  Maximum reduction in an estate of a decedent dying in 2009 is $1,000,000.  This amount is adjusted annually for inflation, using $750,000 as the base.

d) A 2032A election is only available if the decedent were a citizen or resident of the U.S. at the date of death.

e) The real property must be “qualified real property”, i.e., property acquired from or passing to a “qualified heir” of the decedent which was being used as a “qualified use” by the decedent or a member of decedent’s family.

(i) The value of the qualified real and personal property used by decedent or a member of decedent’s family for a qualified use and which was acquired from or passed from decedent to a qualified heir must be 50% of the decedent’s adjusted gross estate; and

(ii) The value of the real property used by decedent or a member of decedent’s family for a qualified use and which was acquired from or passed from decedent to a qualified heir and which there was material participation in the use for at least 5 years out of 8 years before decedent’s death must constitute 25% of decedent’s gross estate.  Code Sec. 2032A(b)(1). 

f) Qualified use is defined to mean use of the real property as a farm for farming purposes or use in another trade or business.  Code Sec. 2032A(b)(2). 

g) Qualified heir is defined as a member of the decedent’s family including an ancestor of the decedent, decedent’s surviving spouse or lineal descendant, a lineal descendant of the decedent’s parent or spouse, or the spouse of any lineal descendant.  Code Sec. 2032A(e)(2). 

h) Material participation generally means actual full-time employment in personal management of the farm or business.  Treas. Reg. Sec. 20.2032A-3(e)(1).  Physical work and participation in management decisions are principal factors, but retention of a professional farm manager does not necessarily preclude material participation.  Treas. Reg. Sec. 20.2032A-3(e)(2). 

i) Property must be used for a qualified use for at least ten years.  If the property ceases to be used in a ten year period, an additional estate tax will be imposed.  Code Sec. 2032(A)(c).

j) A recapture agreement must be filed, signed by and legally binding on all persons with an interest in the property, consenting to the imposition of this additional tax with the estate tax return.  IRC Sec. 2032A(c).  See Rev. Proc. 81-14, 1981-1 C.B. 669 for a sample form of agreement satisfying this provision. 

k) The election must be made on a timely filed return.  The election once made is irrevocable.  A statement containing detailed information, including the fair market value of the property, its special use valuation and the method used in computing the special use valuation must be attached to the return.  Treas. Reg. Sec. 20.2032A-8(a)(3).

2. Qualified Conservation Easement 

a) The Federal estate tax for land subject to a qualified conservation easement, which has been recorded prior to the due date of decedent’s Federal estate tax return, is determined pursuant to Code Sec. 2031(c), i.e., a portion of land subject to a qualified conservation easement as defined in Code Sec. 170(h) is excluded from the taxable estate.

(i) The portion excluded is the lesser of the applicable percentage as defined or $500,000.

(ii) The applicable percentage is 40% of the net value of the land reduced by 2% for each percentage point or fraction thereof by which the value of the conservation easement is less than 30% of the value of the land determined without regard to the value of the easement and reduced by the value of any retained development rights.

b) There are no longer location restrictions on property qualifying for the exclusion.

c) “Land subject to a qualified conservation easement” is land located in the U.S. or a U.S. possession, owned by the decedent or a member of decedent’s family at all times during the three year period before decedent’s death and with respect to which the easement was created by decedent, a member of the decedent’s family, the executor of the decedent’s Will or the trustee of a trust holding the land subject to the easement.  Code Sec. 2031(c)(8). 

III. DISCLAIMERS

A. IRC Sec. 2518

1. A disclaimer affects property and, therefore, State law generally determines how property must be disclaimed.  However, Federal law determines its taxability.  A disclaimer is the refusal to accept property.  If it is done in accordance with Code Sec. 2518, it has no transfer tax consequences, except for generation-skipping transfer tax consequences if the property passes to a skip person as a result of the disclaimer.  If it is not done in accordance with Code Sec. 2528, it is treated as a taxable gift.

2. For a disclaimer to be qualified:

a) The refusal must be in writing, signed by the disclaimant and the interest disclaimed is specifically identified.

b) The written disclaimer must be delivered to the transferor of the interest (or the transferor’s representative) within 9 months of a transfer creating the interest or within 9 months of the date the disclaimant attains age 21.  A timely mailing is treated as a timely delivery; timeliness is determined under Treas. Reg. Sec. 307.7502-1.

c) Code Sec. 2518 codified a nine month rule and now governs disclaimers of inter-vivos and testamentary transfers.  The goal of Sec. 2518 was to provide a uniform scheme for disclaimers which was not dependent on differences in state law.  This goal was not fully realized because state law still determines if the disclaimer caused the requisite transfer.  

d) When does the nine months start to run?

(i) An interest is created for inter-vivos transfers when there is a completed gift for Federal gift tax purposes, whether or not there is a gift tax imposed on the transfer.  A testamentary interest is created on the death of the transferor.  If an interest is created inter-vivos but the interest is later included in the estate of the transferor, the interest is still deemed to have been created when the inter-vivos transfer took place.

(ii) A person who receives property on a qualified disclaimer of another person must disclaim no later than nine months after the date of the taxable transfer creating the interest in the first disclaimant.  Successive life income interests and remaindermen, whether contingent or vested, also must disclaim within nine months of the taxable transfer creating the interest.  Contingent or vested remaindermen of a trust must disclaim within nine months of the creation of the trust, even if the taxable event is deferred.

(iii) The date a power of appointment is created is the date the nine months begins to run in which the donee must renounce it.  The date of the exercise or lapse of a general power starts the nine months for the person who receives the interest.  An interest created by the exercise or lapse of a non-general power of appointment must be renounced within nine months of the creation of the power.  

3. The disclaimant must not previously accepted the interest or any  of its benefits.  The Regulations define an acceptance as “an affirmative act which is consistent with ownership of the interest in property”.  Additionally, the Regulations clearly indicate that if any consideration is paid for the disclaimer, it will be deemed an acceptance of the disclaimed property.  Again, since a disclaimer affects property rights, whether or not there has been an acceptance is determined by state law.  See, Monroe v. Commissioner, 124 F.3d 699 (5th Cir. 1997) - disclaimer found by gifts, which was reversed.

4. What is not an acceptance:  

a) If a surviving co-tenant of property passing by right of survivorship resides on the property prior to the disclaimer, it will not be considered an acceptance of the deceased tenant’s interest.

b) Taking delivery of an instrument of title, without more, does not constitute acceptance.

c) If title vests under local law immediately in the disclaimant upon the decedent’s death, it is not an acceptance.

d) Acceptance of one interest in property does not, by itself, constitute acceptance of any other separate interests created by the transferor and held by the disclaimant in the same property.  

e) If a disclaimant is also a fiduciary, his or her actions in the exercise of fiduciary powers to preserve the disclaimed property are not treated as an acceptance, e.g., an executor-disclaimant may direct the harvesting of a crop.

5. As a result of the disclaimer, the interest passes without direction by the disclaimant to someone other than the disclaimant, unless the disclaimant is the surviving spouse of the decedent.  Any agreement, whether express or implied, that the property will pass, as specified by the disclaimant, a will be treated as a direction by the disclaimant that invalidates the disclaimer.  Treas. Reg. Sec. 25.2518-2(e)(1).  A disclaimer will not be ineffective solely because the disclaimant, after the disclaimer, has a “fiduciary power to distribute to designated beneficiaries” so long as the power is limited by an ascertainable standard and the disclaimant is not one of the permissible distributees.  

6. Where the spouse is the disclaimant, the spouse can make an effective disclaimer despite having, after the disclaimer, a beneficial interest in the disclaimed property and the power to accelerate or postpone enjoyment and pick and choose among a group of beneficiaries that includes the spouse-so long as the power is subject to an ascertainable standard and was not created by the disclaiming spouse.

7. Effect of Local Law

a) As originally enacted, for a disclaimer to be “qualified” under Code Sec. 2518, it had to be effective under governing law.  For disclaimers made after December 31, 1981, however, a transfer of the transferor’s entire interest in the property to a person, who would have received the property under a disclaimer valid under state law, is considered as a qualified disclaimer for Federal tax purposes assuming all other requirements of Code Sec. 2518 are met.  E.g., if the disclaimer were not filed in Court as per New York law.

Where, however, the disclaimer is effective under the governing law, but does not satisfy the requirements of Code Sec. 2518, the disclaimant will be treated as acquiring the disclaimed property and making a gift of it.

b) Local law may affect the power of a disclaimant to disclaim.  For example, in Minnesota, insolvency of a disclaimant will invalidate the disclaimer.  In Ohio and Alabama, case law treats a disclaimer by an insolvent debtor as a fraudulent transfer.  In North Dakota, New York and Maryland, there is case law to the effect that a disclaimer used to qualify the disclaimant for Medicaid or other public assistance will not be recognized as effective.  

8. Nature of the Interest Disclaimed.  The interest disclaimed may be one of the following:

a) The disclaimant’s entire interest. 

b) An undivided portion (fractional share) of the disclaimant’s entire interest. Reg. Sec. 25.2518-3(b).  A separate interest is “each interest in property that is separately created by the transferor”.  The disclaimant cannot do the separating; local law determines whether a separate interest has been created.

9. Separate Interest

a) A power of appointment with respect to property is treated as a separate interest in the property, e.g., a 5 and 5 power.

b) A disclaimer of all or an undivided portion of any separate interest may be a qualified disclaimer even if the disclaimant has another interest in the same property.  However, where local law merges interests separately created by the transferor, one must disclaim the entire merged interest or an undivided portion of such; where a merger would occur but for the creation of a nominal interest (defined in Treas. Reg. Sec. 25.2518-3(a)(1)(iv)), one must disclaim all the separate interests, or an undivided portion of such.

c) A separate interest in property if (a) the separate interest was created by the transferor, or (b) the separate interest consists of severable property. Reg. Sec. 25.2518-3(a)(1)(i) and (ii).

d) An undivided portion of such a separate interest. Reg. Sec. 25.2518-3(a) and (b).  An undivided portion of a separate interest must consist of a fraction of each and every interest owned by the disclaimant in such property and must extend over the entire term of the disclaimant’s interest in such property and in other property into which such property is converted.

e) A power with respect to property is treated as an interest in the property.  Therefore, a donee may disclaim a power of appointment, whether general or non-general, even if the disclaimant retains other interests in the property.

f) A pecuniary amount; don’t ever do it.

10. Disclaimer of Joint Property

a) Treas. Reg. Sec. 25.2518-2(c)(4)(i) provided that a surviving joint tenant had to disclaim within 9 months of the transfer creating the joint tenancy.  Cases dispute the regulation.  Result:  a surviving joint tenant may disclaim within 9 months of the first joint tenant’s death, whether or not the tenancy was severable under local law and without regard to the proportion of consideration contributed by the disclaimant.

b) Acceptance does not occur merely because a beneficiary continues to reside in the joint residence prior to disclaimer or, in a community property context, even after disclaimer.  Reg. Sec. 25.2518-2(d)(1) and (4).

11. Partial Failure of a Disclaimer.  Code Sec. 25.2518-2(e)(3)

a) If a disclaimant other than a surviving spouse also has a right to receive the disclaimed property as an heir at law, residuary beneficiary, or by any other means, and the disclaimant does not effectively disclaim these rights, then there is no qualified disclaimer for the portion which the disclaimant has a right to receive, unless the disclaimer also covers the default situation. 

b) If such portion is not severable property or an undivided portion of the property, then there is no qualified disclaimer with respect to any part of the property.

12. Spousal Disclaimers

a) Special exception is made for spousal disclaimers: a spouse may disclaim property passing from a decedent and still receive beneficial enjoyment from that property.  A disclaimer by the donor’s spouse is effective even if, as a result of the disclaimer:

(i) The disclaimed interest passes to or for the benefit of the spouse without any direction on the part of the spouse

(ii) The spouse has the right to direct the beneficial enjoyment of the disclaimed property so long as the spouse’s power is limited by an ascertainable standard.

b) A surviving spouse will be treated as directing the beneficial enjoyment of disclaimed property if that spouse retains the right to direct such in a transfer that is not subject to Federal estate or gift tax (whether as trustee or otherwise) unless that power is limited by an ascertainable standard. Reg. Sec. 25.2518-2(e)(2).

13. Disclaimer Trust

a) Under the flexible planning alternative of a “disclaimer trust”, a Will leaves the residuary estate outright to the surviving spouse but permits the surviving spouse to disclaim within nine months of death to a trust for his or her benefit.

(i) This alternative leaves the decision of whether or not to have a credit shelter trust to the surviving spouse in light of the circumstances at the time.  The plan can be particularly attractive for smaller estates where the client is uncertain about the complexities of providing for a credit shelter trust.

(ii) The disclaimer trust must be drafted to meet the requirements of Code Sec. 2518.  For example, the disclaimer trust can give all income to the spouse, and principal in the discretion of the trustee, but cannot give the spouse a limited power to appoint the principal.  Treas. Reg. Sec. 25.2518-2(e)(5), Example (5).

14. Disclaimer on Behalf of a Disclaimant

a) The personal representative of a disclaimant may disclaim on the disclaimant’s behalf, that is, an attorney in fact, a guardian, a conservator, a personal representative of a decedent’s estate.  See, EPTL 2-1.11(c) where this is authorized.  However, where an attorney-in-fact is making the renunciation, the ability to do so must be authorized by the power and must be approved by the court if the property passes as a result of the renunciation to the attorney-in-fact, or the spouse or issue of the attorney-in-fact unless the power specifically authorizes that it does.  In addition, where the principal is under a disability, the renuciation must be authorized by the court where the renunciation is filed.

b)  It is difficult for a trustee to make an effective disclaimer.  For example, in New York there is case law to the effect that a trustee’s purported disclaimer of the power to invade principal was a nullity because the testator had imposed an obligation on the trustee to do so which the trustee could not disclaim without renouncing his right to letters of trusteeship.  However, in Illinois, there is case law to the contrary holding that a disclaimer of trustee to accumulate income was effective under the Illinois Termination of Powers Act, as was the disclaimer of a power of a trustee to invade principal for the education of the testator’s children .  There will be no qualified disclaimer unless specific authority to disclaim is granted the trustee under the trust instrument or by local law. Ltr. Ruls. 8549004 and 8409024.

15. Disclaimers in New York.  EPTL 2-1.11

a) Any beneficiary of a “disposition” may renounce all or part of an interest; a beneficiary may accept one disposition and renounce another, may renounce a disposition in whole or in part, or with reference to specific amounts, parts, fractional shares or assets thereof.

b) However, a surviving joint tenant or tenants by the entirety may not renounce that portion of an interest in joint property held by the entirety allocable to his or her contribution to the purchase of such property.

c) Requirements; renunciation must be:

(i) in writing, signed and acknowledged by the person renouncing;

(ii) filed in the office of the clerk of the court having jurisdiction over the Will or trust agreement governing the property; and

(iii) filed within nine months after the effective date of the  disposition.

(1) Renunciation must also be accompanied by an affidavit of the renouncing party to the effect that he or she has not received consideration for the renunciation.

d) Effective dates:

(i) The date of death of the deceased testator, holder of the power of appointment, intestate, creator of the trust account, insured, annuitant, other joint tenant or tenant by the entirety, or employee, as the case may be, if the disposition is created by Will, the exercise or nonexercise of a testamentary power of appointment, a distribution under EPTL 4-1.1, the deposit of money in a Totten Trust account under EPTL 7-5.1, a life insurance or annuity contract, a joint tenancy or tenancy by the entirety, or an employee benefit plan.

(ii) The date of the trust agreement, exercise of the power of appointment, or renunciation, as the case may be, if the disposition is created by trust agreement, the exercise of a presently exercisable power of appointment, or the renunciation of a disposition created by another.

(iii) If the disposition is created by any other testamentary or nontestamentary instrument, or by operation of law, the date of the event by which the beneficiary is finally ascertained.

· Unless the creator of the disposition has otherwise provided, the renouncer is deemed to have predeceased the creator or decedent with respect to the renounced interest.

· A renunciation may not be made, with respect to any property which a renouncing person has accepted.  A person “accepts” an interest in property if he or she voluntarily transfers or encumbers, or contracts to transfer or encumber all or part of such interest, or accepts delivery or payment of, or exercises control as beneficial owner over all or part thereof, or executes a written waiver of the right to renounce, or otherwise indicates acceptance of all or part of such interest.

· Renunciations are irrevocable.

IV. EXTENSION OF TIME TO FILE ESTATE TAX RETURN AND DEFERRAL OF TAX PAYMENTS

A. Extension of Time to File and to Pay

1. An executor is allowed an automatic six-month extension to file Form 706.  Executor must request the extension on a Form 4768 filed before the due date of the return.

2. An extension of time to file the return will not operate as an extension of time to pay the estate tax.  Treas. Reg. Sec. 20.6081-1(e).  Always request an extension of time to pay to avoid penalties.

B. 6161 Extensions of Time to Pay

1. Pursuant to Code Sec. 6161, payment of the estate tax may be deferred in the discretion of the IRS for reasonable cause shown or undue hardship.

2. An extension under Code Sec. 6161 is made on a year by year basis, not to exceed 10 years from the due date for payment of any part of the estate tax owed by the estate.

3. Regulations include examples of reasonable cause.  (Treas. Reg. Sec. 20.6161-1(a)).

a) Lack of liquid assets.

b) Assets include rights to receive future payments.

4. Undue hardship.

a) More than an inconvenience to the estate.  Treas. Sec. 20.6161-1(b).

b) An example of undue hardship is the avoidance of a fire sale to raise cash for taxes.

5. Interest is payable during the period of deferral.

C. Extension to Pay – Code Sec. 6166 

1. As of right but only to U.S. citizens or residents.  Non-resident aliens would need to apply under Code Sec. 6161.

2. If more than 35% of the adjusted gross estate is an interest in a farm or other closely held business, estate tax payments attributable to the interest is deferred for up to five years, with interest payments only during the five year period.  With the fifth year interest payment, the deferred tax paid in equal installments over a period of up to ten years. 

3. The interest must not be a passive interest.  Code Sec. 6166(b)(9); Treas. Reg. Sec. 20.6166A-2(c); Rev. Rul. 75-366, 1975-2 CB 472.

4. Rev. Ruling 2006-34, 2006-26 IRB1171 lists safe harbors in determining whether an interest is active or passive.

5. Business can be a sole proprietorship, a partnership in which decedent owned at least 20% of the total capital interest in the partnership or a corporation in which decedent owned at least 20% of the stock of the corporation.  For a partnership or corporate interest to qualify, the partnership may not have more than 45 partners and the corporation cannot have more than 45 shareholders.  Certain interests owned by members of the decedent’s family (as defined under Code Sec. 267(c)(4)) are treated as owned by the decedent.

6. You make the election on page 2 of the Form 706 in Part 3, Elections by the executor and by attaching a notice of election containing certain prescribed information to the return, with the requisite information.

7. 2% interest is payable on the $1,330,000 of deferred tax ($1 million as adjusted annually for inflation from 2003); interest on the balance is charged at 45% of the Federal rate for underpayment of estate tax.  The interest is not deductible. 

8. The executor may request in the alternative the 6166 election be treated as a 6161 request.

9. The payment of unpaid installments of tax will be accelerated:

a) If there is a disposition or a withdrawal of a 50% interest in the business.  Code Sec. 6166(g)(1). 

b) If the executor fails to pay an amount equal to the estate’s “undistributed net income” in liquidation of the unpaid portion of the tax payable in installments in each taxable year after the due date of the first installment of estate tax.  Code Sec. 6166(g)(2). 

c) If there is a failure to pay any principal or interest due.  Code Sec. 6166(g)(3).  

10. The Service may require a bond or, alternatively, file a special lien for estate tax deferred. 

D. Estate Tax Attributable to Reversionary or Remainder Interests

1. Code Sec. 6163(a) permits an executor to elect to postpone the payment of the estate tax attributable to includible reversionary or remainder interests in property interest until six months after termination of the precedent property interest.  Code Sec. 6163(a) 

2. Additionally, a further extension of time is permitted for reasonable cause, not to exceed three years.  Code Sec. 6163(b).

3. A bond may be required in an amount up to twice the deferred amount.  Code Sec. 6165.  











































�  References to the Code refer to the Internal Revenue Code of 1986, as amended and all references to "Treas. Reg. Sec." are to the Treasury Regulations promulgated thereunder (the Regulations).
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