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Who Should Be Beneficiary on Life Insurance When a Revocable Trust is Utilized?
By Colleen Cowles

Although use of beneficiary designations avoids probate without involvement of the living trust, in many situations it may be advantageous to name the trust as beneficiary of life insurance.  Unfortunately, many clients are uncertain of who is named as beneficiary on life insurance and other products.  If the trustee of the trust is named as beneficiary, the client's estate plan may be ascertained by reviewing the plan of distribution in the trust.  If a revision is desired, the trust agreement is easy to amend, and the amendment can take the entire plan of distribution into consideration.  Chances of maintaining a comprehensive, coordinated plan of distribution are increased if all assets are funneled into the trust, either due to ownership by the trust or because the trust is named as primary beneficiary.  (The exception is tax-deferred assets where tax ramifications must be considered.)

When a joint trust is used, in most cases it is advantageous to name the trustee of the trust as primary beneficiary since, if the surviving spouse receives insurance proceeds outright, and if they are not placed in the living trust, they may be subject to probate upon the death of the surviving spouse.  Life insurance proceeds also assure liquidity in the trust, which is convenient in paying final debts and expenses.  

If creditors exist who the client does not believe should be paid, check state statutes regarding creditors' rights against life insurance proceeds paid outright to beneficiaries.  If creditors' rights are restricted when proceeds are paid outright, then if creditors are a concern, the trust should not be named as beneficiary.  However, this instance happens very infrequently to clients who are good candidates for the living trust, since they typically do not have creditors they don't intend to pay, and other assets exist from which creditors could collect anyway.  

Use of the trustee of the trust as primary beneficiary is also beneficial when it is important that the plan of distribution in the living trust applies to all assets.  The two most common instances where this occurs are when testamentary trusts are included within the living trust to provide for minor or incompetent beneficiaries, and when estate tax planning provisions are included in the living trust.

Tax planning provisions must be carefully considered before deciding on beneficiary designations.  On estates of married couples which exceed or will exceed the unified credit equivalent or be subject to state estate tax, if life insurance is to be retained in the client's estate (rather than transferred to a life insurance trust or to beneficiaries during lifetime), the trustee of the living trust should usually be named as the primary beneficiary.  On a married couple's estate that exceeds the exclusion amount, if all assets, including insurance proceeds, are put into a trust, the decedent's share of all trust assets is available in implementing estate tax planning provisions included in the trust agreement.

For example, in Harold and Lois Clark's estate plan, the surviving spouse has the right to disclaim assets into a credit shelter trust.  If the wife survives her husband and she is named as primary beneficiary of his life insurance, the life insurance proceeds do not become part of the living trust.  Since the credit shelter trust provisions are a part of the living trust, assets which are not a part of the living trust may not be disclaimed into the credit shelter trust.  If the trustee of the trust is the primary beneficiary of the insurance proceeds, Lois, as trustee of the living trust, may choose to accept the proceeds in the revocable trust, or may disclaim all or a portion of the insurance proceeds to the credit shelter trust.  The values disclaimed will then become part of the credit shelter trust, which is incorporated in the provisions of the living trust.  Naming the trustee of the living trust as primary beneficiary simply gives the surviving spouse more alternatives. 

If Lois is personally named as primary beneficiary of the insurance, she could still disclaim proceeds.  However, disclaimed assets which are not trust assets will be distributed as if Lois did not survive.  Typically, the contingent beneficiary would be the children, so if Lois disclaimed insurance benefits, they would be paid outright to the children.  The surviving spouse would not receive income from disclaimed assets if they did not become part of the credit shelter trust.  In some cases, access to income from disclaimed assets may be very important to the surviving spouse.

As with all aspects of estate planning, matching needs and goals of the individual client to the estate plan provisions is imperative.  Coordinating the beneficiary designation with the revocable trust is essential so the overall goal for the estate plan will be achieved.
 
LEGISLATIVE UPDATE

Rules Clarify Tax Consequences of Severing Trust for Generation-Skipping Transfer Tax Purposes

The IRS has issued proposed and final regulations that will affect trusts that are subject to the generation-skipping transfer (GST) tax. In proposed regulations (REG-128843-05), the IRS provides guidance on the tax consequences for generation-skipping transfer tax purposes of severing a trust in a manner that is effective under state law, but that does not meet the requirements of a qualified severance under I.R.C. § 2642(a)(3). Also contained in REG-128843-05 is guidance on the GST tax consequences of a qualified severance of a trust with an inclusion ratio between zero and one into more than two resulting trusts as well as special funding rules applicable to the non-pro rata division of certain assets between or among resulting trusts. 

In final regulations (T.D. 9348), the I.R.S. provides additional guidance regarding the qualified severance of a trust for generation-skipping transfer tax purposes under I.R.C. § 2642(a)(3). Section 2642(a)(3) was added to the Internal Revenue Code by the Economic Growth and Tax Relief Reconciliation Act of 2001 (EGTRRA). 
Source: Westlaw: Severance of a Trust for Generation-Skipping Transfer (GST) Tax Purposes II, REG-128843-05, 72 FR 42340-01, 2007 WL 2197980, Qualified Severance of a Trust for Generation-Skipping Transfer (GST) Tax Purposes, T.D. 9348, 72 FR 42291-02, 2007 WL 2198241; Department of the Treasury, Internal Revenue Service, Proposed Rules: Severance of a Trust for Generation-Skipping Transfer (GST) Tax Purposes II, REG-128843-05, 72 Federal Register 42340-42344, No. 148, Notices – August 2, 2007, Rules and Regulations: Qualified Severance of a Trust for Generation-Skipping Transfer (GST) Tax Purposes, T.D. 9348, 72 Federal Register 42291-42298, No. 148, Final Regulations – August 2, 2007.

ABA Sends Recommendations to IRS Concerning Proposed Regulations on Deductions for Claims against Estate under I.R.C. § 2053
The American Bar Association Section of Taxation has sent a letter to the Internal Revenue Service outlining the Section’s recommendations concerning proposed regulations (Reg-143316-03) issued in April relating to deductions for claims against an estate under I.R.C. § 2053. In issuing the proposed regulations, the IRS noted the need to provide consistent treatment among jurisdictions as to the extent, if any, to which post-death events are to be considered in valuing claims against the estate. The proposed rules are based on the premise that, under I.R.C. § 2053(a)(3), only amounts actually paid in settlement of a claim against the estate can be deducted. 

The letter acknowledged that the IRS had rejected arguments in favor of the date of death valuation approach for claims against an estate in favor of limiting the amount of a deduction for a claim against an estate to the amount ultimately paid by the estate. As a result the Section limited their recommendations, for the most part, to clarifying the approach outlined in the proposed rules and making it more workable.

Among the ABA tax section’s comments, members recommended that final regulations “allow a decedent’s estate to net the value of the various claims and counterclaims by and against a decedent's estate in the same or substantially related litigation matter on the initial Form 706 (using values as of the date of death or the alternate valuation date).” The letter requested that the final regulations confirm that payments for claims existing at the time of decedent’s death that were personally guaranteed by decedent be deductible in the same manner as payments for any other claim against the estate. The ABA also encouraged the IRS to be “liberal in granting extensions of time to pay estate tax when potential claims against an estate could cause liquidity problems that might impair the estate's ability to resolve the outstanding claims that ultimately will support an estate tax deduction.”
Source: Westlaw:  Guidance Under Section 2053 Regarding Post-Death Events, REG-143316-03, 72 FR 20080-01, 2007-21 I.R.B. 1292, 2007 WL 1172659; American Bar Association Section of Taxation, Comments Concerning Proposed Regulations Relating to Deductions for Claims Against an Estate under Section 2053, Public Policy -  published July 24, 2007. 

IRS Proposed Regulations Provide that Unique Costs Incurred by Estate or Non-Grantor Trusts Not Subject to 2-Percent Floor

Proposed regulations (REG-128224-06)  issued recently by the Internal Revenue Service provide guidance on which costs incurred by estates or non-grantor trusts are subject to the 2-percent floor for miscellaneous itemized deductions under I.R.C. § 67(a). Section 67(a) provides that individual taxpayers are allowed certain miscellaneous itemized deductions only to the extent that the total of those deductions exceeds 2 percent of adjusted gross income. Section § 67(e) provides the adjusted gross income of an estate or trust is to be computed in the same manner as that of an individual. However, I.R.C. § 67(e)(1) provides that deductions for costs paid or incurred in connection with the administration of an estate or trust that would not have been incurred if the property were not held by the estate or trust are allowed in arriving at adjusted gross income and, therefore, not subject to the 2-percent floor for miscellaneous itemized deductions under I.R.C. § 67(a). 

The issue is that United States courts of appeals have interpreted the language of I.R.C. § 67(e)(1) differently in determining whether costs incurred by trustees are subject to the 2-percent floor, with this lack of consistency resulting in deductions of similarly situated taxpayers being or not being subject to the 2-percent floor, depending upon the jurisdiction in which the executor or the trustee is located.

The proposed regulations are intended to provide a uniform standard for identifying the types of costs that are not subject to the 2-percent floor under section 67(e)(1), specifically including a non-exclusive list of services for which the cost is either exempt from or subject to the 2-percent floor. REG-128224-06 also states that whether costs are subject to the 2-percent floor depends on the type of services provided, rather than on taxpayer characterizations or labels for such services. For example, taxpayers may not circumvent the 2-percent floor by bundling investment advisory fees and trustees' fees into a single fee. Thus, if a single fee is paid that includes both costs that are unique to estates and non-grantor trusts and costs that are not, the estate or trust must use a reasonable method to allocate the single fee between the two types of costs. 

The document also invites comments and provides notice of a public hearing on these proposed regulations, which is scheduled for November 14, 2007.
Source: Westlaw: Section 67 Limitations on Estates or Trusts, REG-128224-06, 72 FR 41243-01, 2007 WL 2140163; Department of the Treasury, Internal Revenue Service, Proposed Rules: Section 67 Limitations on Estates or Trusts, REG-128224-06, 72 Federal Register 41243-41245, No. 144, Notices – July 27, 2007.
Interest Rates Issued for Use in Valuing Farmland in Decedents' Estates in 2007

The Internal Revenue Service has issued the 2007 interest rates to be used by estates in computing the special use value of farm real property as of a date in 2007 for which an election is made under section 2032A of the Code. Under I.R.C. § 2032A, an executor may elect to value certain farm real property that comprises the majority of assets in a decedent's estate and that passes to a family member on its use as a farm, rather than on its highest and best use. The section imposes certain requirements designed to ensure the continuing use of the property as a family farm. Under I.R.C. § 2032A(e)(7)(A)(ii), rates on new Farm Credit System Bank loans are used in computing the special use value of real property used as a farm for which an election is made under § 2032A. 

Table 1 of Revenue Ruling 2007-45 sets forth the average annual effective interest rates, calculated in accordance with § 2032A(e)(7)(A) and § 20.2032A-4(e) of the Estate Tax Regulations, to be used under § 2032A(e)(7)(A)(ii). Table 2 contains the states within each Farm Credit System Bank Chartered Territory. 
Source: Westlaw: Rev. Rul. 2007-45, 2007-28 I.R.B. 49, 2007 WL 1961787; Internal Revenue Service: Rev. Rul. 2007-45, 2007-28 I.R.B. 49, published July 9, 2007.
Applicable Federal Rates for August
REV. RUL. 2007-50
TABLE 1
Applicable Federal Rates (AFR) for August 2007
Period for Compounding

	 
	Annual
	Semiannual
	Quarterly
	Monthly

	Short-term

	AFR
	5.00%
	4.94%
	4.91%
	4.89%

	110% AFR
	5.50%
	5.43%
	5.39%
	5.37%

	120% AFR
	6.02%
	5.93%
	5.89%
	5.86%

	130% AFR
	6.52%
	6.42%
	6.37%
	6.34%

	Mid-term

	AFR
	5.09%
	5.03%
	5.00%
	4.98%

	110% AFR
	5.61%
	5.53%
	5.49%
	5.47%

	120% AFR
	6.13%
	6.04%
	6.00%
	5.97%

	130% AFR
	6.65%
	6.54%
	6.49%
	6.45%

	150% AFR
	7.69%
	7.55%
	7.48%
	7.43%

	175% AFR
	8.99%
	8.80%
	8.71%
	8.64%

	Long-term

	AFR
	5.31%
	5.24%
	5.21%
	5.18%

	110% AFR
	5.84%
	5.76%
	5.72%
	5.69%

	120% AFR
	6.39%
	6.29%
	6.24%
	6.21%

	130% AFR
	6.93%
	6.81%
	6.75%
	6.72%




TABLE 2
Adjusted AFR for August 2007
for purposes of IRC section 1288(b)
Period for Compounding

	 
	Annual
	Semiannual
	Quarterly
	Monthly

	Short-term adjusted AFR
	3.75%
	3.72%
	3.70%
	3.69%

	Mid-term adjusted AFR
	3.97%
	3.93%
	3.91%
	3.90%

	Long-term adjusted AFR
	4.50%
	4.45%
	4.43%
	4.41%




TABLE 3
Rates under IRC section 382(f) for August 2007

	Adjusted federal long-term rate for the current month
	4.50%

	Long-term tax-exempt rate for ownership changes during the current month (the highest of the adjusted federal long-term rates for the current month and the prior two months.)
	4.50%




TABLE 4
Appropriate Percentages under IRC section 42(b)(2) for August 2007

	Appropriate percentage for the 70% present value low-income housing credit
	8.21%

	Appropriate percentage for the 30% present value low-income housing credit
	3.52%




TABLE 5
Rate under IRC section 7520 for August 2007

	Applicable federal rate for determining the present value of an annuity, an interest for life or a term of years, or a remainder or reversionary interest


	6.2%


Source: Westlaw: Rev. Rul. 2007-50, 2007-32 I.R.B. 311, 2007 WL 2045226.  Internal Revenue Service: Rev. Rul. 2007-50, 2007-32 I.R.B. 311, published August 6, 2007.
IRS Offers Summertime Tax Tips on Website and via E-Mail
The IRS has announced that it will be publishing Summertime Tax Tips in order to provide useful and concise advice on topics that affect millions of taxpayers (IR-2007-135). Three tax tips per week will be available on topics ranging from how parents can get credit for sending their kids to day camp to using an online calculator to fine tune federal withholdings. Tips in August will cover topics that include charitable contributions, back-to-school advice, the saver’s credit, selling your home and tax scams.

Taxpayers and professionals can view the tips on the IRS Web site at http://www.irs.gov/ or receive them via email by subscribing through the E-News Subscription page on the IRS’s site.
Source: Westlaw: IR- 2007-135, 2007 WL 2193118; Internal Revenue Service: Summertime Tax Tips Available on IRS.gov and via E-Mail, IR-2007-135, published Aug. 1, 2007.
IRS Announces Appointment of New Acting Commissioner 
The Internal Revenue Service announced last month the departure of current IRS acting commissioner, Kevin Brown, who will become chief operating officer with the American Red Cross. Linda Stiff, Deputy Commissioner for Operations Support, has been appointed to the position of Deputy Commissioner for Services and Enforcement and in that capacity, will serve as IRS Acting Commissioner upon Brown’s departure in mid-September. Replacing Stiff as Deputy Commissioner for Operations Support will be Richard Spires, the current IRS Chief Information Officer.

In her current position, Stiff has overseen development of policy for IRS personnel services, technology and security, and has also been responsible for the accounting of tax revenues collected by the IRS. Stiff previously served as Deputy Commissioner of the IRS Small Business and Self-Employed Division and as Director of Compliance for the IRS Wage and Investment Division.

As CIO, Spires has maintained overall strategic and operational responsibility for the IRS Modernization and Information Technology Services (MITS) organization, which supports the U.S. federal tax administration system. In his new capacity, Spires will continue to have significant involvement in and oversight of the IRS modernization effort. Prior to becoming CIO, Spires served as the Associate CIO for Applications Development and also led the IRS Business Systems Modernization (BSM) program. Prior to joining the IRS, Spires was Chief Operating Officer and Director of Mantas, Inc., a software vendor.
Source: Westlaw:  IRS Statement on Linda Stiff, 2007 WL 2161919; Internal Revenue Service, Stiff, Spires to Assume New Roles as IRS Deputy Commissioners, Latest News – published July 27, 2007. 
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Power outages and hardware failures are a fact when dealing with computers, and it is critical that measures be taken to safeguard your Cowles data from these situations. EZsave, the Cowles backup utility, provides you with the tools necessary to perform a backup of your data easily and efficiently. The process takes only minutes but ensures that you have a complete copy of your data (all clients, sessions, phrases, and overrides), which can be restored at a later time if necessary. 

To utilize this feature, just double-click the EZsave icon on your desktop (or go to Start/Programs/Cowles Legal Systems), and click on the desired option. The Restore and Backup buttons allow you to choose the location of your choice. 

We encourage you to utilize EZsave on a regular basis to protect your Cowles data from unforeseen circumstances that may cause the hard work of you and other members of your firm to be lost. 

In addition, EZsave can be helpful for those of you who utilize more than one computer to accomplish drafting and generation of your client’s estate planning documents. This has become a normal practice for many attorneys. EZsave makes the challenges of transferring client data, phrase data, and phrase overrides from one computer to another easy and efficient.

This tool is included with your Cowles System and was automatically installed along with your software. EZsave is simple to use. Call us today at (800) 366-1730, or email us at west.appsupport@thomson.com if you have any questions.
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