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Is It Time Again To Start Using QPRTs?

The economic news has been bad, and house values all across the country have taken a terrific hit. While it is hard to see the exact contours of any economic recovery, it may be time to start thinking about whether house values are reaching their bottom, and what that means when planning estates for clients. One possible answer for locking in those house values at their current low value for transfer tax purposes, removing that potentially appreciating asset from the grantor’s taxable estate, and ultimately allowing more of the grantor’s other assets to pass to beneficiaries, is a Qualified Personal Residence Trust ("QPRT").


In a QPRT, the grantor puts the personal residence into an irrevocable trust, gifting the residence to the trust beneficiaries but retaining use of the residence for a specified period of time. A gift tax on the value of the beneficiaries' remainder interest (fair market value of the residence at the time of transfer into the QPRT minus the value of the grantor’s retained interest) is due at the trust's creation. Any gift tax due may be offset by the grantor’s available unified credit for gift tax purposes so often no actual payment of tax is required, but the grantor's credit against future taxable gifts or estate tax is reduced.  If the specified period ends while the grantor is still alive, the trust terminates and the residence is transferred to the trust beneficiaries, and never enters the grantor's taxable estate. If the grantor does not survive the period retained for using the residence, the residence reverts to the grantor's estate, but the grantor gets credit for the gift taxes paid.


QPRTs can be an answer for clients whose estates will produce taxes largely due to their residence, or who wish to avoid ancillary administration of qualifying property in other states. The benefits of QPRTs are perhaps most clearly seen when estate taxes are high because in effect the client trades the step-up in basis on the property at the time of death and a higher gift tax during life on a fractional portion of the transferred property for lower estate taxes at the time of death. With estate taxes likely to rise, at least partially, back towards their former levels, QPRTs may well be worth a look for clients in areas that might see a substantial rise in property values over the next decade--especially if the beneficiaries intend to live in, rather than sell, the residence.

Advantages And Disadvantages


A QPRT has practical and potential tax advantages, but the rules are complex and each situation needs its own analysis. The timing of the valuation, the federal rates used to calculate the valuation, and the tax basis rules are all critical factors in weighing the costs and benefits of using a QPRT.


On the most basic level, using a QPRT to put a personal residence in trust allows the grantor to retain a term of years in which he or she can still live in the personal residence, while the appreciation of the property is kept out of the taxable estate. After the term has run, the grantor could still live in the property, although paying rent at market rates would be required to avoid the inclusion of the residence in the taxable estate. It is also a way to pass what might be one's biggest asset to a family member beneficiary without incurring a transfer tax on the full value of the residence. In other types of nonqualified trust transactions between family members, the value of the grantor's retained interest is assumed to be zero, making gift tax due upon the full market value of the gift, despite the retained interest. Using a QPRT, however, removes this assumption, and allows the gift made to be reduced by the value of the grantor's retained interest. So, the gift tax paid is on less than the full market value of the residence.


Appreciation on a personal residence--especially the degree of appreciation we saw before the current economic downturn--combined with the possibility of a rising estate tax rate, will put more people at risk for paying estate taxes merely because of the appreciation in the value of their personal residence. Locking out the appreciation on the property from the taxable estate might well help clients in this situation stay below the thresholds for estate taxation. For those with more substantial assets, it could still increase the amount of assets that pass tax-free to beneficiaries.


The appreciation lock can be a two-edged sword, however, because it also removes the stepped-up basis that a beneficiary would otherwise receive in the property. Whether this is an advantage requires a careful look at the client's situation. For example, it seems a very good plan where the beneficiaries plan to live in the house, and not sell it, because reducing the taxable estate will allow more assets to pass with less transfer taxes paid. On the other hand, if the beneficiaries are likely to sell the property soon after receiving it, the loss of the stepped-up basis might be a very significant factor.


There are other considerations as well, such as whether an existing mortgage should be paid off to avoid a deemed gift to the remainder beneficiaries, how to structure QPRTs to minimize the risk of inclusion if a grantor does not live to the end of the QPRT term, requiring conversions to a GRAT when the grantor is also the trustee, and the risks of putting spousal interests into the same QPRT.

Regulatory Basis of QPRTs: A Form of Personal Residence Trusts


Under IRC § 2702's special valuation rules for determining the amount of a gift on the transfer of an interest in trust to a family member of the transferor, the amount of the gift is the value of the transferred property less the value of any interest retained by the transferor or an applicable family member. Since most retained interests other than qualified interests are valued at zero [IRC § 2702(a)(2)(A)], the gift transfer would be taxed at full value. 


However, a "personal residence trust" is exempted under the regulations [Treas. Reg. § 25.2702-5]. A "personal residence trust" is a trust the governing instrument of which prohibits the trust from holding, for the original duration of the term interest, any asset other than one residence to be used or held for use as a personal residence of the term holder and qualified proceeds (i.e. payable as result of damage to, destruction of, or involuntary conversion of, the personal residence in a trust with provisions requiring two year reinvestment in a personal residence) [Treas. Reg. § 25.2702-5(b)(1)]. However, appurtenant structures used by the term holder for residential purposes and adjacent land reasonably appropriate for residential purposes can also be included. [Treas. Reg. § 25.2702-5(b)(2)(ii)]. 


A residence is a personal residence only if its primary use is as a residence of the term holder when occupied by the term holder, with minor exceptions (including not being a hotel or a bed and breakfast) [Treas. Reg. § 25.2702-5(b)(2)(iii)]. It can be:

· the principal residence of the term holder (generally the property the taxpayer uses as a residence a majority of the time, with some other criteria (using definition in Treas. Reg. § 1.121-1--see note below) [Treas. Reg. § 25.2702-5(b)(2)(i)(A)].

· one other residence of the term holder used by term holder for personal purposes for at least 14 days or 10 percent of the number of days during the year for which the unit is rented at a fair rental (adopting the definition in IRC 280A(d)(1)) [Treas. Reg. § 25.2702-5(b)(2)(i)(B)].

· an undivided fractional interest in either [Treas. Reg. § 25.2702-5(b)(2)(i)(C)].


The fact that a residence is subject to a mortgage does not affect its status as a personal residence. [Treas. Reg. § 25.2702-5(b)(2)(ii)]. 

Note: Treas. Reg. § 25.2702-5(b)(2)(iii) actually refers to the definition of "principal residence" in repealed IRC § 1034 (Rollover of gain on sale of principal residence). IRC § 121 (Exclusion of gain from sale of principal residence) was added at the same time § 1034 was repealed [Taxpayer Relief Act of 1997, PL 105-34 (August 5, 1997)], and the definition in the regulations seems the appropriate definition to use.


If spouses hold interests in the same residence (including community property interests), the spouses may transfer their interests in the residence (or a fractional portion of their interests in the residence) to the same personal residence trust, provided that the governing instrument prohibits any person other than one of the spouses from holding a term interest in the trust concurrently with the other spouse [Treas. Reg. § 25.2702-5(b)(2)(iv)].

Additional Requirements to be a QPRT, but Results in Additional Flexibility


A "Qualified Personal Residence Trust", or "QPRT", is usually a preferred version of a personal residence trust because of the extra flexibility that is built in. The QPRT is a creation of regulations that, once met, is automatically treated as a "personal residence trust."


There are both optional provisions which make the QPRT attractive, along with some required provisions.


Some of the QRPT regulatory language is the same as language defining personal residence trusts, including that defining the personal residence; additional property that can be included; allowed use of the residence by the term holder; and interests of spouses in the same residences. The provision allowing "qualified proceeds" is also essentially the same, but is dealt with in the QPRT provisions under an "insurance and insurance proceeds" provision.
Required Provisions. The requirements must be met by provisions in the governing instrument, and these governing instrument provisions must by their terms continue in effect during the existence of any term interest in the trust [Treas. Reg. § 25.2702-5(c)(1)].
The additional provisions that must appear in a QPRT include provisions:

· requiring that any income of the trust be distributed to the term holder not less frequently than annually [Treas. Reg. § 25.2702-5(c)(3)].

· prohibiting distributions of corpus to any beneficiary other than the transferor prior to the expiration of the retained term interest [Treas. Reg. § 25.2702-5(c)(4)].
· prohibiting the trust from holding, for the entire term of the trust, any asset other than (1) one residence to be used or held for use as a personal residence of the trust, and (2) certain other assets (spelled out in Treas. Reg. § 25.2702-5(c)(5)(ii); Treas. Reg. § 25.2702-5(c)(8) also allows assets to be held for 30 days for distribution or conversion when the trust has ceased to be a qualified personal residence trust with respect to certain assets) [Treas. Reg. § 25.2702-5(c)(5)(i)].
· prohibiting commutation (prepayment) of the term holder's interest [Treas. Reg. § 25.2702-5(c)(6)].
· mandating that the trust ceases to be a qualified personal residence trust if

1. the residence ceases to be used or held for use as a personal residence of the term holder [Treas. Reg. § 25.2702-5(c)(7)(i)];

2. there is a sale of the residence

· without a provision allowing the sale of the residence and the holding of the sale proceeds in a separate trust account (referring to requirements of such a provision in Treas. Reg. § 25.2702-5(c)(5)(ii)(c)) [Treas. Reg. § 25.2702-5(c)(7)(ii)];

· with such a provision. In this case, there also must be a provision that the trust ceases to be a QPRT, in regard to the sale proceeds, not later than 2 years after the date of sale, the termination of the holder's interest in the trust, or the date on which a new residence is acquired by the trust. [Treas. Reg. § 25.2702-5(c)(7)(ii)]. 

3. there is damage or destruction making the residence unusable as a residence

· without a provision allowing the holding of insurance proceeds (referring to requirements of such a provision in Treas. Reg. § 25.2702-5(c)(5)(ii)(D)), the trust ceases to be a QPRT by the earlier of (1) two years after the date of damage or destruction or (2) the termination date of the term holder's interest, unless replacement or repairs are completed, or a new residence is acquired by the trust, prior to that date [Treas. Reg. § 25.2702-5(c)(7)(iii)];

· with such a provision. In this case, there also must be a provision that the trust ceases to be a QPRT, in regard to these proceeds, not later than 2 years after the date of sale, the termination of the holder's interest in the trust, or the date on which a new residence is acquired by the trust. [Treas. Reg. § 25.2702-5(c)(7)(iii)].

· mandating that within 30 days after the date on which the trust has ceased to be a qualified personal residence trust with respect to certain assets, the assets be distributed outright to the term holder or be converted to a GRAT (under the rules spelled out in the regulations). The trustee may be given the power to choose between the two choices [Treas. Reg. § 25.2702-5(c)(8)].
· prohibiting the trust from selling or transferring the residence, directly or indirectly, to the grantor, the grantor's spouse, or an entity controlled by the grantor or the grantor's spouse during the retained term interest of the trust, or at any time after the retained term interest that the trust is a grantor trust, under the rules set out in the regulations. [Treas. Reg. § 25.2702-5(c)(9).] 

Optional Provisions. The regulations specifically allow QPRTs to contain certain provisions without losing its benefits. Among these are:

· the power to add and hold cash to the trust not exceeding (in total) the amount required (1) for the payment of trust expenses (including mortgage payments) already incurred or reasonably expected to be paid by the trust within six months from the date the addition is made; (2) for improvements to be made to the residence within 6 months of the cash addition; (3) for purchase of the initial residence within 3 months of the trust creation, or a replacement residence within 3 months of the cash addition, if a contract to purchase has been entered into by the trustee. There must be a requirement that the trustee determine, and distribute to the term holder, any excess cash at least quarterly. In addition, the trust instrument must require that any cash not used to pay trust expenses due and payable when the trust terminates be distributed to the term holder within 30 days of termination [Treas. Reg. § 25.2702-5(c)(5)(ii)(A)]. 

· permitting improvements to the residence to be added to and held by the trust, provided that the residence, as improved, meets the requirements of a personal residence [Treas. Reg. § 25.2702-5(c)(5)(ii)(B).] 

· permitting the sale of the residence (except to grantor, grantor's spouse, or entity controlled by grantor or grantor's spouse), and for the trust to hold proceeds from the sale of the residence, in a separate account [Treas. Reg. § 25.2702-5(c)(5)(ii)(C).] 

· permitting the holding of insurance on the residence, and the holding of insurance proceeds payable because of the damage or destruction of the residence or from an involuntary conversion. [Treas. Reg. § 25.2702-5(c)(5)(ii)(D)]. Note the provision required concerned the damage to or destruction of the personal residence in Treas. Reg. § 25.2702-5(c)(7)(iii)(described above).

· permitting the trustee, when proceeds are not used to purchase a new residence, to delay the payment of annuity payments (with interest) until 30 days after the assets are converted to a qualified annuity interest (GRAT) under the rules in the regulations. [Treas. Reg. § 25.2702-5(c)(8)(ii)(B)].

Meeting Those Regulations


A well-drafted QPRT can be an excellent tool for transferring substantial values out of a client’s estate at a discount with minimal impact on the client’s standard of living. However, as you can see, there are many requirements even after you have considered the advantages and disadvantages of using a QPRT for a particular client. As advisors, we must carefully follow all of the requirements for the governing agreement when drafting these trusts so that the tax advantages are assured.

The easiest way for Cowles Trust Plus subscribers to meet these requirements is to use the QPRT template and checklist in the software. (This month's Tech Tip describes using Cowles Trust Plus to create QPRTs). As with other trusts, the system guides you through choosing the phrases you need to meet your client's particular needs in creating a QPRT and supporting documents.
See all articles in this issue
Cowles Trust Plus Update Released

Version 19.1 of Cowles Trust Plus has been released, and is available as a download on Cowles Members Only.


In addition to changing state forms to reflect recent statutory changes, this update includes:

Estate Tax Planning Options For Decoupled States


The new estate tax planning options for decoupled states recognize the growing number of states that have death taxes independent of the federal estate tax. Tax planning options are now divided into federal and state planning, and the choices now include a standard disclaimer; funding marital and non-marital shares to the state exemption amount; a partial QTIP (divided into qualifying and nonqualifying trusts); a three-trust model (federal QTIP, state "gap" QTIP, non-marital share); and a Clayton trust. There are checklist addendums available from Cowles Members Only for these options.

Gifting Language Options Added


A separate option for trustee gifting in the revocable trust module makes the choice of whether a trustee is empowered to make gifts a standard phrase selection, rather than being based on gifting selections made in the financial power of attorney. Now, when selected, the phrase is inserted into the Trustee Powers article of the trust (Article Four).

Addition of Beneficiary and Transfer-On-Death Deeds


Beneficiary deeds and transfer-on-death deeds are now included in Supporting Documents for jurisdictions which recognize them.

Improvements to Cowles Customizer
Cowles Customizer now allows you to search the BASE module, which holds many phrases and documents common to other modules.

Click here to view details and here to download the 19.1 update of Trust Plus from Cowles Members Only.
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LEGISLATIVE UPDATE

Notice of Federal Tax Lien Filed after Taxpayer’s Death Ruled Valid by Tax Court

The U.S. Tax Court has determined that the validity and priority of a notice of federal tax lien (NFTL) is not conditioned on the taxpayer receiving a lien notice under I.R.C. § 6320. As a result, the court ruled that the NFTL relating to 2003 trust fund recovery penalties assessed against Mark Brandon and filed shortly after Mr. Brandon’s death was valid. (Estate of Brandon v. C.I.R., Tax Ct. Rep. (CCH) 57916, Tax Ct. Rep. Dec. (RIA) 133.4, 2009 WL 2634856 (T.C. 2009))

In August, 2004, the Internal Revenue Service issued Mr. Brandon, a Texas resident, a proposed assessment for I.R.C. § 6672 trust penalties for the period ending September 20, 2003 in the amount of $22,768 and for the period ending December 31, 2003 in the amount of $20,540. Mr. Brandon responded by filing a protest to the proposed assessment in October 2004. No agreement on the amount was reached, and the case was closed as unagreed in January 2006. The following month, the IRS assessed the trust penalties. Two months later, in April 2006, Mr. Brandon died leaving a will appointing his wife as executrix for his estate. The following October the estate’s attorney notified an IRS officer of Mr. Brandon’s death. The IRS officer subsequently issued Mr. Brandon a Letter 3172, Notice of Federal Tax Lien Filing and Your Right to a Hearing Under IRC 6320 (lien notice), relating to the unpaid trust penalties and recorded Form 668(Y)(c), Notice of Federal Tax Lien, relating to Mr. Brandon’s property with the county clerk. Shortly thereafter, the estate timely submitted Form 12153, Request for a Collection Due Process Hearing, disputing the validity of the NFTL.

During a hearing in January 2007, the estate challenged the validity of the NFTL, asserting that the revenue officer had erred by naming “Mark Brandon” on both the Letter 3172 and Form 668(Y)(c), since he had died several months earlier. The appeals officer who conducted the hearing concluded that there was “no valid reason to release or withdraw the Notice of Federal Tax Lien” and issued a Notice of Determination Concerning Collection Action(s) Under Section 6320 and/or 6330 upholding the NTFL the following March. The executrix then filed a petition with the Tax Court seeking review of respondent's determination. 
The estate argued that as of the date of Mr. Brandon's death, title to his property "passed to the devisees or legatees of the estate of Mark Brandon, the estate of Mark Brandon, or the executor of the estate of Mark Brandon [and] therefore, the NFTL is invalid." Additionally, the estate claimed that Mr. Brandon "had no property interest when the NFTL was issued on November 2, 2006" to which any lien could attach. The government, however, contended that the lien attached to Mr. Brandon's property on February 27, 2006, the date of assessment, and therefore, the attachment occurred before his death and remained attached even after his death. 
The tax court agreed with the government, concluding that “[a]fter a lien attaches to property, it remains attached and is not invalidated by a transfer of the property. See United States v. Bess, 357 U.S. 51, 57 (1958) (holding that the transfer of property after attachment of a lien does not invalidate the lien); Burton v. Smith, 38 U.S. 464, 483 (1839). Therefore, Mr. Brandon's death, which occurred 2 months after the lien attached to his property, does not adversely affect the validity of the NFTL.” The court went on to explain that an NFTL filed on Form 668 that includes the identity of the taxpayer, the tax liability giving rise to the lien, and the date the assessment arose is valid and that “[t]he validity and priority of the NFTL is not conditioned on the taxpayer receiving a lien notice pursuant to section 6320." 
Source:

Westlaw: Estate of Brandon v. C.I.R., Tax Ct. Rep. (CCH) 57916, Tax Ct. Rep. Dec. (RIA) 133.4, 2009 WL 2634856 (T.C. 2009); United States Tax Court: Estate of Brandon v. C.I.R., T.C. No. 7837-07L, 133 T.C. No. 4, August 27, 2009

Tax Court Rules on Gift Tax Nature of Transfers to LLC and then from LLC to Trusts 


The U.S. Tax Court recently determined that transfers of cash and marketable securities by the donor to a single member LLC followed by transfers of the donor’s interest from the LLC to trusts established for the benefit of the donor’s son and granddaughter should be valued as transfers of interests in the LLC for federal gift tax purposes, and not as transfers of a proportionate share of the underlying assets of the LLC (Pierre v. C.I.R., Tax Ct. Rep. (CCH) 57910, Tax Ct. Rep. Dec. (RIA) 133.2, 2009 WL 2591625 (T.C. 2009)).

In 2000, Suzanne J. Pierre received a $10 million cash gift from a wealthy friend. She wanted to provide for her son and her granddaughter but was concerned about keeping her family's wealth intact. In order to achieve her goals, in July 2000 Ms. Pierre organized the single-member Pierre Family, LLC (Pierre LLC), which was validly formed under New York law. A few days later she created a trust for her son and another trust for her granddaughter. Two months later, Suzanne transferred $4.25 million in cash and marketable securities to the LLC. Twelve days after funding Pierre LLC, she transferred her entire interest in the LLC to the trusts by first giving a 9.5-percent membership interest in Pierre LLC to each of the trusts using a portion of her available credit amount and her GST exemption, and then selling a 40.5-percent membership interest to each of the trusts in exchange for a secured promissory note, each in the amount of $1,092,133. These amounts were determined by an appraisal, which included adjustments for discounts for lack of control and lack of marketability.

Ms. Pierre filed a Form 709, United States Gift (and Generation-Skipping Transfer) Tax Return, for 2000, reporting gifts of the 9.5 percent interest in the LLC to each trust valued at $256,168 each. Upon examination of the return, the IRS issued a deficiency notice for 2000 and 2001. The Service claimed that the transfers of the 9.5-percent LLC interests to the trusts should be treated as gifts of proportionate shares of the LLC assets valued at $403,750 each, not as transfers of interests in the LLC. The Service also claimed that a portion of the 40.5-percent interests in the LLC sold to each trust were actually gifts valued at $629,117 each, representing the extent the Service determined that the value of 40.5 percent of the underlying assets of the LLC exceeded the value of the promissory notes from the trusts. 

Both parties agreed that Pierre LLC should be disregarded as an entity separate from its owner "for federal tax purposes" under the check-the-box regulations, but they disagreed as to whether the check-the-box regulations require the LLC be disregarded for federal gift tax valuation purposes. The IRS argued that because Pierre LLC is a single-member LLC that is treated as a disregarded entity under the check-the-box regulations, Ms. Pierre's transfers of interests in the LLC should be treated as transfers of proportionate shares of the LLC’s cash and marketable securities rather than as transfers of interests in the LLC when valuing the transfers to determine federal gift tax liability. This results in gifts equal to the total value of the LLC assets less the value of the promissory notes from the trusts. However, the petitioner contended that state law, rather than federal tax law, determines the nature of a taxpayer's interest in property transferred and the legal rights inherent in that property interest for federal gift tax valuation purposes. Accordingly, the transferred interests in the LLC were properly valued for purposes of valuing the transfers to the trusts and the lack of control and lack of marketability discounts were properly applied in valuing the transferred LLC interests.
After examining whether pursuant to the check-the-box regulations valid state law restrictions must be ignored for the purpose of determining the interest being transferred under the federal estate and gift tax regime, the Tax Court stated that “[w]hile we accept that the check-the-box regulations govern how a single-member LLC will be taxed for Federal tax purposes, i.e., as an association taxed as a corporation or as a disregarded entity, we do not agree that the check-the-box regulations apply to disregard the LLC in determining how a donor must be taxed under the Federal gift tax provisions on a transfer of an ownership interest in the LLC.” Accordingly, the court held that the transfers to the trusts should be valued for federal gift tax purposes as transfers of interests in Pierre LLC and not as transfers of a proportionate share of the underlying assets of the LLC.
Source:

Westlaw: Pierre v. C.I.R., Tax Ct. Rep. (CCH) 57910, Tax Ct. Rep. Dec. (RIA) 133.2, 2009 WL 2591625 (T.C. 2009); United States Tax Court: Pierre v. C.I.R., T.C., No. 753-07, 133 T.C. No. 2 (2009)
Court Recognizes FLP Even Though Not Formally Funded before Decedent’s Death, Rules Estate Entitled to Estate Tax Refund

The U.S. District Court for the Southern District of Texas has ruled that the Estate of Maude O’Connor Williams was entitled to refund of estate taxes paid and to deduct interest on a loan made from a family limited partnership after decedent’s death for funds borrowed to pay estate taxes and other debts, as a result of the court recognizing a family limited partnership even though it had not been formally funded before the decedent’s death. The court concluded that the decedent had expressed clear intent to fund the partnership with specifically identified assets, and therefore, under Texas law, the assets became partnership assets.

In 1998, Roger and Maude Williams created a revocable trust that provided for the formation of a family trust, which would hold approximately $300 million in cash, certificates of deposit, and bonds comprised of each spouse’s separate property and the couple’s community property. The couple’s land and mineral holdings were dealt with separately from the family trust. Pursuant to the terms of the trust agreement, upon the death of Mr. Williams in 1999 the family trust terminated and devolved into two parts, Share M and Share A, with Share M consisting of Mr. William's separate property and one-half of the couple’s community property and Share A holding the balance of the trust assets. Share M and Share A funded Trust M and Trust A, respectively, with the surviving spouse acting as trustee of both trusts. Thereafter, Mrs. Williams, who was an “impeccably shrewd” business woman, had several discussions with her advisors regarding various options for protecting and disposing of the assets held in these two trusts after her death. She was deeply concerned with the risk of losing control of significant family assets through divorces of family members.
The discussions centered on forming a series of family limited partnerships to hold the family's real estate, mineral interests, and the investment assets held by the family trust for the primary purpose of consolidating and protecting the assets for management purposes and to make it easier to pass the assets from generation to generation. The plan was for an investment partnership to own the community property bonds that had been part of the corpus of the family trust and, as later commemorated in the partnership's governing documents, for Trust A and Trust M each to hold a 49.95 percent limited partnership interest, and the general partner (a limited liability company that would be formed simultaneously with the partnership) to hold a.1 percent general partnership interest. Initially, all shares in the general partner would be owned by Mrs. Williams, who would then transfer and/or sell her shares to certain family members who would jointly control the investment partnership after her death. At Mrs. William’s request, her advisors compiled a spreadsheet detailing "what could go into - would go into the [I]nvestment [P]artnership." This spreadsheet indicated that approximately $125 million from Trust M and $125 million from Trust A were to become the property of the investment partnership with approximately $240 million comprised of the community property bonds held by the two trusts. Apart from the assets scheduled to be transferred to the investment partnership, Mrs. Williams had other assets in excess of $110 million at her disposal. 

Over the next several months, the advisors worked on drafts of the investment partnership. In March 2000, Mrs. Williams was diagnosed with cancer. Final drafts of the partnership and incorporation papers were prepared on May 9, 2000, with Mrs. Williams signing the partnership agreement in her various capacities along with papers for the corporate general partner and filing papers for the partnership. Schedule A of the partnership agreement, referenced in the "Capital Contributions" section, contained three blank spaces for the amount to be contributed by each partner due to uncertainty about certain fair market values. The articles of incorporation were filed May 11, 2000, and the advisors proceeded with the various tasks needed to fund the partnership. However, Mrs. Williams died May 15, 2000, before new accounts were opened and before certain items were formally funded.
After Mrs. Williams' death, the advisors ceased all activity with respect to the partnership, the corporate general partner, and the transfer of assets since they did not feel that the partnership had been properly formed or that they had an obligation to document the intended transfer of bonds to the partnership. In February 2001, a check for $147,800,245 drawn from the family trust and payable to the United States Treasury was filed with a request for an extension to file the estate's federal tax return. Then in May, 2001, one of the advisors attended an estate planning seminar where he learned of a recent judicial opinion on an aborted family partnership (Church v. U.S., 2000-1 U.S. Tax Cas. (CCH) P 60369, 85 A.F.T.R.2d 2000-804, 2000 WL 206374 (W.D. Tex. 2000), aff'd, 268 F.3d 1063, 2001-2 U.S. Tax Cas. (CCH) P 60415, 88 A.F.T.R.2d 2001-5352 (5th Cir. 2001)), which gave him hope that Mrs. Williams’ family partnership was in fact viable. Shortly thereafter, the advisors resumed their efforts to formally establish the investment partnership, including formally recording transfer of the community property bonds to the partnership. In August 2001, the executors for Mrs. William’s estate filed the federal estate tax return, and in November 2001, the estate filed a claim for refund requesting a refund of $40.5 million, along with interest. When the government did not act upon the refund request, the estate filed a complaint in the aforementioned court on July 5, 2002 seeking the refund. 
Upon review of the facts, the court concluded that even though Mrs. Williams passed away before certain formalities were complied with, it was clear that her intentions were for the community property bonds to be partnership property, for the corporate general partner to be capitalized with the unsigned check cut by her advisor before her death, and to sell the stock in the general partner to certain family members. The court also found that the agreement was enforceable in accordance with Texas law, that the executors had a duty to complete the transactions surrounding the formation of the general partner, and that the community property bonds were partnership property. “Accordingly, the Partnership was fully formed prior to Mrs. Williams' death and the Community Property Bonds were beneficially owned by the Investment Partnership upon its creation.” 

Since Trust A and Trust M automatically terminated upon Mrs. William’s death, and their assets were divided into six trusts for the benefit of her grandchildren, the estate's interest in the partnership was valued as an assignee interest, and as such, the court accepted the estate’s claimed discount of 47.5% due to lack of marketability and control with respect to the bonds and cash in the partnership. The court also found that a $114 million loan from the partnership to the estate to pay estate taxes and other debts was “an actual and necessary administration expense” and therefore the interest deduction claimed by the estate was allowed as was the attorney's fees and miscellaneous administrative expenses incurred in seeking a refund through this action.
Source:
Westlaw: Keller v. U.S., 2009-2 U.S. Tax Cas. (CCH) P 60579, 104 A.F.T.R.2d 2009-6015, 2009 WL 2601611 (S.D. Tex. 2009) 

Applicable Federal Rates for October 2009 (Rev. Rul. 2009-33)
TABLE 1

Applicable Federal Rates (AFR) for October 2009 for purposes of I.R.C. § 1274(d)
Period for Compounding

Annual
Semiannual
Quarterly
Monthly
Short-term 
AFR

.75%
.75%
.75%
.75%
110% AFR

.83%
.83%
.83%
.83%
120% AFR

.90%
.90%
.90%
.90%
130% AFR

.98%
.98%
.98%
.98%
Mid-term
AFR

2.66%
2.64%
2.63%
2.63%
110% AFR

2.92%
2.90%
2.89%
2.88%
120% AFR

3.20%
3.17%
3.16%
3.15%
130% AFR

3.46%
3.43%
3.42%
3.41%
150% AFR

4.00%
3.96%
3.94%
3.93%
175% AFR

4.67%
4.62%
4.59%
4.58%
Long-term
AFR

4.10%
4.06%
4.04%
4.03%
110% AFR

4.52%
4.47%
4.45%
4.43%
120% AFR

4.93%
4.87%
4.84%
4.82%
130% AFR

5.35%
5.28%
5.25%
5.22%
TABLE 2
Adjusted AFR for October 2009 for purposes of I.R.C. § 1288(b)
Period for Compounding
Annual
Semiannual
Quarterly
Monthly
Short-term adjusted AFR
.82%
.82%
.82%
.82%
Mid-term adjusted AFR
2.04%
2.03%
2.02%
2.02%
Long-term adjusted AFR
4.16%
4.12%
4.10%
4.09%
TABLE 3
Rates under I.R.C. § 382 for October 2009
Adjusted federal long-term rate for the current month
4.16%
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)

4.48%
TABLE 4
Appropriate Percentages under I.R.C. § 42(b)(1) for October 2009

Note: Under Section 42(b)(2), the applicable percentage for non-federally subsidized new buildings placed in service after July 30, 2008, and before December 31, 2013, shall not be less than 9%.

Appropriate percentage for the 70% present value low-income housing credit
7.78%
Appropriate percentage for the 30% present value low-income housing credit
3.33%
TABLE 5
Rate under I.R.C. § 7520 for October 2009
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
3.2%
Source:
Westlaw:Federal Rates; Adjusted Federal Rates; Adjusted Federal Long-term Rate and the Long-term Exempt Rate, Rev. Rul. 2009-33, 2009 WL 2973561 (2009); Internal Revenue Service: Rev. Rul. 2009- 33, Index of Applicable Federal Rates (AFR) Rulings, September 19, 2009.

Applicable Federal Rates for September 2009 (Rev. Rul. 2009-29)
TABLE 1

Applicable Federal Rates (AFR) for September 2009 for purposes of I.R.C. § 1274(d)
Period for Compounding

Annual
Semiannual
Quarterly
Monthly
Short-term 
AFR

.84%
.84%
.84%
.84%
110% AFR

.92%
.92%
.92%
.92%
120% AFR

1.01%
1.01%
1.01%
1.01%
130% AFR

1.09%
1.09%
1.09%
1.09%
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

4.38%
4.33%
4.31%
4.29%
110% AFR

4.82%
4.76%
4.73%
4.71%
120% AFR

5.27%
5.20%
5.17%
5.14%
130% AFR

5.71%
5.63%
5.59%
5.57%
TABLE 2
Adjusted AFR for September 2009 for purposes of I.R.C. § 1288(b)
Period for Compounding
Annual
Semiannual
Quarterly
Monthly
Short-term adjusted AFR
.84%
.84%
.84%
.84%
Mid-term adjusted AFR
1.99%
1.98%
1.98%
1.97%
Long-term adjusted AFR
4.33%
4.28%
4.26%
4.24%
TABLE 3
Rates under I.R.C. § 382 for September 2009
Adjusted federal long-term rate for the current month
4.33%

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)

4.48%

TABLE 4
Appropriate Percentages under I.R.C. § 42(b)(1) for September 2009

Note: Under Section 42(b)(2), the applicable percentage for non-federally subsidized new buildings placed in service after July 30, 2008, and before December 31, 2013, shall not be less than 9%.

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 September 2009
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%
Source:
Westlaw: Federal Rates; Adjusted Federal Rates; Adjusted Federal Long-term Rate and the Long-term Exempt Rate, Rev. Rul. 2009-29, 2009 WL 2506303; Internal Revenue Service: Rev. Rul. 2009- 29, Index of Applicable Federal Rates (AFR) Rulings, August 19, 2009.

Proposed Regulations Released on Disclosure of Generation-Skipping Transfers (GST) Under I.R.C. § 6011

Proposed  regulations have been published that provide rules relating to the disclosure of listed transactions and transactions of interest with respect to the generation-skipping transfer tax under section 6011 of the Internal Revenue Code (Code).  Conforming amendments under sections 6111 and 6112, and rules relating to the preparation and maintenance of lists with respect to reportable transactions under section 6112, are also included.

The regulations affect taxpayers participating in listed transactions and transactions of interest and material advisors to such transactions. The proposed regulations also contain rules under section 6112 that affect material advisors to reportable transactions. These regulations provide guidance regarding the length of time a material advisor has to prepare the list that must be maintained after the list maintenance requirement first arises with respect to a reportable transaction. The regulations also clarify guidance regarding designation agreements. 
Source:
Westlaw: Generation-Skipping Transfers (GST) Section 6011 Regulations and Amendments to the Section 6112 Regulations (Friday, September 11, 2009) 74 FR 46705-01, 2009-41 I.R.B. 497, 2009 WL 2900016 (F.R.); GPO Access: http://www.gpo.gov/fdsys/pkg/FR-2009-09-11/pdf/E9-21665.pdf
See all articles in this issue
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With the release of Trust Plus® version 19, Cowles offers the ability to generate a Qualified Personal Residence Trust (QPRT). The QPRT module provides information gathering tools and numerous phrase selections enabling the drafter to generate documents that remove the residence from the estate, thereby reducing the taxpayer’s liability for estate taxes. The QPRT module utilizes the same streamlined functionality as the other Trust Plus modules (such as the revocable trust or will), and includes extensive substantive legal help to guide the drafter through generating the trust.

Highlights of the QPRT module include:

Checklists: Drafting checklists for the QPRT may be downloaded from the Checklist area of Member’s Only on the Cowles web site. These checklists outline the phrase and document selections available within the QPRT, and may be downloaded free of charge.

Trust Information Window: Similar to the other modules, this area allows information to be entered specific to the session including trust name(s), signing and termination dates, beneficiary(ies), trustee(s), and other appointments.
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Notary and witness information is carried in from the Preferences area, may also be edited here.
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A separate window for residence information includes fields for the following areas:

· Address information and a legal description

· Appraiser, insurer, and mortgage holder information pulled from the central Trust Plus contact database

· Assignors and a titling description

· Specific dollar values for the grantor’s share of the residence
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If the trust is to be funded with cash, a separate window may be accessed from the Trust Information window where this data may be entered.

Phrase Selection: Numerous phrase options are available to tailor the trust to meet the needs of the client.
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Selection is completed with the same ease of functionality as the other Trust Plus modules. Extensive phrase choices include:

· Compensation and accounting phrases

· Phrases allowing for addition of cash for expenses, improvements, or replacement residence

· Phrases allowing for sale of residence and reinvestment

· Options for distribution upon completion of term

· Distribution options for early termination

· Distribution on cessation of qualification as personal residence trust

· Various other phrases including provisions for trustee resignation, minors, survivorship etc
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Asset Transfer Documents: The documents needed to transfer the real estate into the trust may be prepared by selecting the deeds and correspondence listed on the Asset Transfer Documents menu. 
[image: image8.png]<

0 v e € e

PhraselDoc | Back Forward WMap Preview | De-Select

90 v e ® o v e

MainMenu | PhraselDoc |  Back Forward Wap Preview | De-Select
Selection

CORRESPONDENCE e
Legal Customizer
Help

Letterto Grantor D g
Letterto Corporate Trustee Describing Duties

Letter to Non-Corporate Trustee(s) Describing Duties

Letter to Grantor Re: GiftTax

Letter to Homeowner Insurance Company - Trust as Additional Insured
Letter and UTC Notice to Beneficiaries

Ask Access
Members

Supplies. a
Question Only





Supporting Documents and Correspondence: Following the phrase selection portion of the system are lists of available correspondence and supporting documents, allowing the drafter to select a variety of documents. In addition, User-Defined documents are available allowing you to insert documents of the drafter’s choice utilizing the functionality of Cowles Customizer. 
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Purpose

Treas. Req, § 25.2702-5(c)(81() provides that the governing instrument must provide that,
Wwithin 30 days after the date on which the trust has ceased to be a qualiied personal

residence trust with respect to certain assets, either-—

o The assets be distributed outright to the term holder;

+ The assets be converted to and held for the balance of the term holder's term in
separate share of the trust meeting the requirements of 3 qualified annuity interest;
or

« Inthe trustee's sole discretion, the trustee may elect to comply with either of the
above two options.

This section determines which of these options is selected.

Options

Convert to GRAT

Phrase 2310.1 converts the QPRT to a grantor retained annuity trust (GRAT). Treas. Rea.
§25.2702-5(c)(8)(ii states the requirements for conversion to a qualified annuity
interest. In short, the trust instrument must contain all provisions required by & 25.2702-
3 with respect to a qualified annuity interest. The grantor must have the right to receive
fhe annuity amount on the dte the trust ceases to quiy 3s 3 QPRT. The annuity





Substantive Legal Help: Section and phrase help is available throughout the Phrase/Document selection area of the QPRT. Help for each phrase provides a Purpose with an overview followed by specific information on the various options available. Where appropriate, links have been included for citations and other resources.

For more information on the QPRT module included with your Cowles Trust Plus system, see the Online Help Database in the Members Only area of our web page, call us at (800) 366-1730, or email us at west.appsupport@thomson.com. 
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