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Drafting Considerations When Trustees Are Also Beneficiaries
By Colleen Cowles

When selecting trustee(s) who are also beneficiaries, review the authority provided to them.
Consider this example:


A revocable trust names grantor-parents as primary trustees, child as successor trustee, and child as trustee of the Credit Shelter Trust. Child is also the remainder beneficiary. Mandatory funding of the Credit Shelter Trust is utilized, and standard trustee powers allow the trustee to execute a disclaimer.

The child, as trustee of the credit shelter, has the power to disclaim assets, which then go to him/herself as remainder beneficiary without approval from the surviving grantor (parent).


Additionally, when selecting trustees and granting trustee powers, if trustees are also beneficiaries, beware of general power of appointment issues which are created if a trustee has the unilateral right to transfer assets to him/herself. If this authority to make gifts is given to the trustee (or the trustee could end up with it if the right combination of facts occurred) then the assets available for such ‘transfer’ may be included in the taxable estate of the trustee for estate tax purposes. In larger estates, authorizing gifting up to annual gift tax exclusion amounts may be very beneficial to continue annual gifts to reduce the value of the taxable estate, even if the client becomes incapacitated. Limiting gifting to the annual exclusion or designating gifting to specific beneficiaries rather than giving broad discretion to the trustee (who may be a gift recipient), limits the extent of the power of appointment issue.


It is also important that gifting powers are consistent between the trust agreement and the power of attorney. Cowles Trust Plus automatically makes adjustments to assure consistency between these documents. If the ‘gifting allowed’ selection is made for the power of attorney, authorization to gift will also be included in Article Five of the trust agreement. Specific authorization to gift trust assets will match authorization to gift as determined by the selections made for the power of attorney. In a joint trust, if both spouses do not authorize gifting in their power of attorney, gifting language will not be inserted into the joint trust, so authorization to gift language in the revocable trust will always be the most restrictive desired by either spouse.


Each estate plan is obviously different and the best options for each client must be considered, but the Cowles Trust Plus system provides many checks and balances to help in systematic consideration of alternatives, and to keep documents consistent.
See all articles in this issue
See all articles in this issue
LEGISLATIVE UPDATE

Court Says Decedent’s Loans Not Interests in Entity for Purpose of Liquidity Test
Last month, the U.S. Tax Court again ruled in the Estate of Artall v. C.I.R., T.C. Memo. 2008-67, T.C.M. (RIA) P 2008-067 (2008), 3/18/08) that a decedent’s loans to a family-owned business were not interests in the business for purposes of the 50 percent liquidity test under I.R.C. § 2057(b)(1)(C).
Prior to her death, Mary Roppolo Artall had made loans to a business owned by her and two of her children. On the decedent’s federal estate tax return, the loans were treated as an interest in the entity in the calculation of the QFOBI 50-percent liquidity test under I.R.C. § 2057(b)(1)(C). The IRS determined a $247,101 deficiency in federal estate tax.

Citing its recent ruling in Estate of Farnam v. C.I.R.,130 T.C. No. 2, Tax Ct. Rep. (CCH) 57320, Tax Ct. Rep. Dec. (RIA) 130.2, 2008 WL 298862 (T.C. 2008) (discussed in The Estate Planner, February 2008), the Tax Court stated “The question is whether, for purposes of the liquidity test of section 2057(b)(1)(C), decedent’s loans to an entity owned by her and two of her children and carrying on a trade or business are to be treated as interests in that entity. In Estate of Farnam we answered that question in the negative. Petitioners have made no arguments that lead us to believe that we erred in Estate of Farnam. We rely on Estate of Farnam and hold accordingly.”
Sources:
Westlaw: Estate of Artall v. C.I.R., T.C. Memo. 2008-67, T.C.M. (RIA) P 2008-067 (2008); United States Tax Court: Estate of Mary Roppolo Artall, Deceased, Jasper ARtall, Co-Executor, Betty Jo Artall Vollenweider, Co-Executor, and Ralph Artall, Co-Executor, v. Commissioner of Internal Revenue Service, T.C. Memo. 2008-67 (March 18, 2008).

IRS Issues Proposed Regs on Treatment of Unrelated Business Taxable Income for Charitable Remainder Trusts

Last month the Internal Revenue Service issued proposed regulations (73 FR 12313-01, REG-127391-07, corrected 73 FR 14417-02) providing guidance under I.R.C. § 664 regarding the tax effect of unrelated business taxable income (UBTI) on charitable remainder trusts. The proposed regs incorporate changes made to I.R.C. § 664 (c) by section 424(a) and (b) of the Tax Relief and Health Care Act of 2006, P. L. 109-432 (the Act) and affect charitable remainder trusts that have UBTI in tax years beginning January 1, 2007 or after.

The IRS noted that, for tax years beginning before January 1, 2007, I.R.C. § 664 provided that neither charitable remainder annuity trusts nor charitable remainder unitrusts would be exempt from income tax for any year in which the trust had any UBTI, determined pursuant to I.R.C. § 512. Instead, the trust was taxed under Subchapter J for that year as though it was a non-exempt, complex trust. Reflecting changes made by the Tax Relief and Health Care Act, the proposed regs state that charitable remainder trusts that have UBTI for tax years beginning after December 31, 2006, remain exempt from federal income tax. However, a 100-percent excise tax is imposed on the trust’s UBTI, and is treated as imposed under the excise tax rules that apply to private foundations and other tax-exempt organizations, except for the rules for abatement of first and second-tier.

The proposed regs also clarify that the charitable remainder trust income that is UBTI is considered income of the trust for purposes of determining the character of distributions made to the beneficiary, with income of the trust allocated among the trust income categories in Treasury Regulation § 1.664-1(d)(1) without regard to whether any part of that income constitutes UBTI under I.R.C. § 512.
Notice of a public hearing on the proposed regs is also included in the document.
Sources:
Westlaw: Proposed Rules, Guidance Under Section 664 Regarding the Effect of Unrelated Business Taxable Income on Charitable Remainder Trusts, 73 FR 12313-01, 2008 WL 609577; Internal Revenue Service: Proposed Rules; Guidance Under Section 664 Regarding the Effect of Unrelated Business Taxable Income on Charitable Remainder Trusts, 73 Federal Register 12313-12315, No. 46, Proposed Rules – March 7, 2008 (pdf version).
Court of Appeals Affirms Estate Must Use Annuity Tables in Valuing Private Annuity

A ruling on valuing a non-transferable private annuity for estate tax purposes was issued last month by the U.S. Court of Appeals for the Fifth Circuit, Anthony v. U.S., 101 A.F.T.R.2d 2008-983, 2008 WL 570811 (5th Cir. 2008) (No. 07-30089, 3/4/08). The ruling affirms the previous decision by the district court, which held that a non-transferable private annuity must be valued, for estate tax purposes, in accordance with certain tables set out in the Internal Revenue Code.

In 1990, James Louis Bankston, Sr., sustained serious injuries in an automobile accident and subsequently filed suit seeking damages. After agreeing to a structured settlement in 1991, Bankston became the beneficiary of three annuities, each of which was owned by a separate insurance company. Each annuity guaranteed monthly or annual payments for a period of at least fifteen years, with two of the annuities providing that payments could not be "anticipated, sold, assigned or encumbered" and the other providing that payments were "non-assignable." At the time of Bankston’s death in 1996, he was scheduled to receive monthly payments until July 2006 from two of the annuities and ten additional annual payments from the other. On the deceased’s federal estate tax return, the present value of Bankston's right to the guaranteed payments was estimated to be $2,371,409, using the "annuity tables" or "Section 7520 tables", resulting in a tax liability on the annuities in the amount of $468,078. Additional estate tax of $142,605 resulted from an audit by the Internal Revenue Service, with the estate paying the total tax liability ($610,683) plus interest in monthly installments between May 1997 and March 2001.

In 2001 the Estate claimed that it had overvalued the annuities on the initial estate tax return and was therefore due a refund of $427,620 plus interest. The Estate argued that the annuities should have been assigned their "fair market value" without regard to the annuity tables due to the prohibitions on assignment clauses within the annuities which rendered them subject to a restriction under 26 C.F.R. § 20.7520-3(b)(1)(ii). In 2002, the Estate filed suit and both the Estate and the government moved for partial summary judgment on the correct method for valuing the annuities. The district court ruled in favor of the government, finding that the prohibitions on assignment of the annuities did not justify a departure from the annuity tables and that the result produced by the tables was not unreasonable or unrealistic. Thus, the annuities were properly valued under the annuity tables and no estate tax refund was due. The Estate appealed.

Upon review, the Court of Appeals refused to depart from the tables, affirming the district court’s ruling and stating that “In light of its language, structure, and purpose, we do not read Section 20.7520-3(b) so broadly as to require a non-marketability exception from the annuity tables… We affirm the district court's decision that Bankston's annuities were not "restricted beneficial interests" under Section 20.7520-3(b).”

Sources:
Westlaw: Anthony v. U.S., 101 A.F.T.R.2d 2008-983, 2008 WL 570811 (5th Cir. 2008) , No. 07-30089, 03/04/2008; United States Court of Appeals, Fifth Circuit: Anthony v. U.S.A., No. 07-30089, March 4, 2008.
IRS Unveils Annual Listing of the “Dirty Dozen“ for 2008

In IR-2008-41, the Internal Revenue Service announced its list of tax scams for 2008, known as the “Dirty Dozen”, which includes a new scheme involving excessive and/or unreasonable fuel tax credit claims. In addition to tax scams, identity theft schemes are also listed, with phishing topping this year’s list and ploys associated with the economic stimulus payment identified as number two.

The IRS urges anyone who suspects tax fraud to report the incident to the IRS using IRS Form 3949-A, Information Referral. Form 3949-A is available for download from the IRS web site at IRS.gov. The completed form or a letter detailing the alleged fraudulent activity should be addressed to the Internal Revenue Service, Fresno, CA 93888. Identity of the filer is not required, but can be kept confidential if provided.

“Taxpayers should be wary of scams and promises to avoid paying taxes that seem too good to be true,” Acting IRS Commissioner Linda Stiff said. “There is no secret formula that can eliminate a person’s tax obligations. People should be wary of anyone peddling any of these scams.”

The 2008 “Dirty Dozen” list includes:
1. Phishing
2. Scams Related to the Economic Stimulus Payment
3. Frivolous Arguments
4. Fuel Tax Credit Scams
5. Hiding Income Offshore
6. Abusive Retirement Plans
7. Zero Wages
8. False Claims for Refund and Requests for Abatement
9. Return Preparer Fraud
10. Disguised Corporate Ownership
11. Misuse of Trusts

12. Abuse of Charitable Organizations and Deductions

The IRS noted that abuse of the American Indian Employment Credit and misuse of structured entity credits continue to be areas of concern even though they have fallen off the list and reminded taxpayers that even though a scam may have fallen off the list from a prior year, the Service continues to watch these abusive transactions.
Sources:
Westlaw: Phishing Scams, Frivolous Arguments Top the 2008 “Dirty Dozen” Tax Scams, IR- 2008-41, 2008 WL 657933; Internal Revenue Service: Phishing Scams, Frivolous Arguments Top the 2008 “Dirty Dozen” Tax Scams (IR-2008-41, March 13, 2008), News Releases March 2008.
Applicable Federal Rates for April (Revenue Ruling 2008-20)
TABLE 1

Applicable Federal Rates (AFR) for April 2008

Period for Compounding

	
	Annual
	Semiannual
	Quarterly
	Monthly

	Short-term

	AFR
	1.85%
	1.84%
	1.84%
	1.83%

	110% AFR
	2.03%
	2.02%
	2.01%
	2.01%

	120% AFR
	2.22%
	2.21%
	2.20%
	2.20%

	130% AFR
	2.40%
	2.39%
	2.38%
	2.38%

	Mid-term

	AFR
	2.87%
	2.85%
	2.84%
	2.83%

	110% AFR
	3.16%
	3.14%
	3.13%
	3.12%

	120% AFR
	3.45%
	3.42%
	3.41%
	3.40%

	130% AFR
	3.74%
	3.71%
	3.69%
	3.68%

	150% AFR
	4.33%
	4.28%
	4.26%
	4.24%

	175% AFR
	5.05%
	4.99%
	4.96%
	4.94%

	Long-term

	AFR
	4.40%
	4.35%
	4.33%
	4.31%

	110% AFR
	4.85%
	4.79%
	4.76%
	4.74%

	120% AFR
	5.29%
	5.22%
	5.19%
	5.16%

	130% AFR
	5.74%
	5.66%
	5.62%
	5.59%


TABLE 2

Adjusted AFR for April 2008 for purposes of I.R.C. § 1288(b)
Period for Compounding

	 
	Annual
	Semiannual
	Quarterly
	Monthly

	Short-term adjusted AFR
	1.99%
	1.98%
	1.98%
	1.97%

	Mid-term adjusted AFR
	3.28%
	3.25%
	3.24%
	3.23%

	Long-term adjusted AFR
	4.55%
	4.50%
	4.47%
	4.46%


TABLE 3

Rates under I.R.C. § 382(f) for April 2008

	Adjusted federal long-term rate for the current month
	4.55%

	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.)
	4.55%


TABLE 4

Appropriate Percentages under I.R.C. § 42(b)(2) for April 2008

	Appropriate percentage for the 70% present value low-income housing credit
	7.84%

	Appropriate percentage for the 30% present value low-income housing credit
	3.36%


TABLE 5

Rate under I.R.C. § 7520 for April 2008

	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
	3.4%


Sources:
Westlaw: Interest Rates: IRS Sets Applicable, Adjusted Federal Interest Rates for March, Rev. Rul. 2008-20, 2008 WL 711032; Internal Revenue Service: Rev. Rul. 2008-20, released March 18, 2008. Rev. Rul. 2008-20 is scheduled to appear in I.R.B. 2008-14, dated April 7, 2008.
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Substantive Resources
Available from Cowles




The Cowles system offers a variety of substantive resources designed to assist you in your estate planning practice. These resources are described below:
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Substantive Legal Help
Substantive legal help located within the Phrase/Document Selection area of the Cowles software provides detailed information on the specific phrases and documents included within the system. There are two options for viewing this information.

· Local Database: A complete substantive legal help database is automatically installed with your system.
· Web Database: A complete substantive legal help database is also maintained on the Thomson West web servers. This database is recommended since it is updated on a regular basis. To utilize this information, an active internet connection is required.

The help files provide a summary of each phrase with detailed information for each option. References with citations and links to additional information are included throughout.
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Substantive Information
The Members Only area of the Cowles website includes an extensive database for information on substantive law as it pertains to the estate planning area including articles and citations, and practical guidance in the areas of estate inheritance income, tax planning, trust drafting and funding, lifetime gifting considerations, and use of irrevocable trusts.
Cowles MemberDocs
Use this area as a resource for documents, phrases, articles, marketing materials, slides, and other items submitted by other Cowles members. Search for and download valuable materials, or upload files you would like to share.

Internet Links
The Internet Links area within Members Only includes links to important resources for the estate planning and postmortem practice include state-specific sites, the ABA, the IRS, valuation sites, substantive research sites, court locators, and much more.

Estate Planner Newsletter
This monthly newsletter will be emailed to you, or may be accessed via Members Only. The newsletter includes legislative updates, tech tips, and articles regarding substantive areas and practice development. An archive of the newsletters is located within Members Only under Technical Resources.
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Cowles WestLaw Content
Included with your Cowles subscription is unlimited access to selected content on Westlaw. This content includes the federal tax code, the federal tax regulations, and highlights of recent case law developments in the estate planning area.
Sign on to Westlaw (http://www.westlaw.com) using your Westlaw password and view the Cowles Tab. Run any number of searches and enjoy unlimited access at no charge to the content of these databases.
Click HERE to learn more about accessing Westlaw and the content included your plan. In addition, contact the West Reference Attorneys at 1-800-366-1730 for individual assistance.
LegalEdcenter
West LegalEdcenter (WLEC) offers the comprehensive, relevant continuing education you need to succeed in a competitive marketplace through live and recorded online CLE programs. Use this site as a resource to get up to speed on recent developments in the law, complete your state CLE requirements, and hone important practice skills. Click HERE for more information on how to get started.

Cowles Listserve
Through the listserve, you are able to present your questions or suggestions to other Cowles members and respond to their questions. Our goal is to provide members with a means to increase communication and information pertinent to the estate planning practice. Members can share estate planning techniques, office procedures, software questions, and legal substance. If you have a question which needs input from others - where research alone simply does not satisfy the need - post your question by email to estate planning attorneys. Specific examples of areas which could be discussed are:
· Questions or thoughts on substantive law
· Practice techniques, both applied to use of Cowles' Systems and otherwise
· Requests for attorneys in other states to prepare deeds for clients holding real estate in another state, or requests for attorneys in other states to prepare or review estate plans for clients not residents of the state in which you're licensed.
Send your email to clslist@cowleslegal.com and your message will automatically be sent to all subscribers.

Call us today at (800) 366-1730,
or email us at west.appsupport@thomson.com 
if you have any questions or would like more information on any of these areas.
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