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1995 Will & Estates Updated Outline : 

I.
DEATH OF A BENEFICIARY OF CLASS GIFT BEFORE DEATH OF TESTATOR

A.
Rule of law: "if there is a devise to a class, and one class member predeceases the testator, the surviving members of the class divide the gift." See pg. 348.

B.
What is a class?

1.
A gift to persons defined solely by class label, e.g., "to A's children."

2.
A gift to a group of persons described individually who form a natural class, e.g., a gift to nieces and nephews named individually.

3.
Courts find a class gift whenever they find that the testator intended the consequences of a class gift.  "The exact language of the entire will and extrinsic evidence of the testator's intent are important in making this determination."  See pg. 349. 

C.
What is not a class? When beneficiaries are named individually, American courts favor presumption that the gift will be treated as a gift to individuals.

D.
Rationale - testator probably wanted the class and only the class to share in the gift and not have her gift lapse.

E.
Cases:

1.
In re MOSS (Eng 1899), pg. 349: Main point - unlike many probate cases, the court tried to step into testator's shoes and effectuate the intent of testator.

a.
Facts - will left a "trust, income to my wife for life, remainder to E.J. Fowler and the children of Emily, residue to my wife."  E.J. Fowler predeceased testator.  The lower court held that, as a gift to individuals, Fowler's share lapsed, went to wife.

b.
Held - Rev'd:  Since E.J. and Emily's kids are all nieces and nephews, the gift was to a class.  Therefore, under class gift rule, Emily's kids take all.  J. Lindley relied on a semantic argument to say that shares should go to the living over the dead.  So, Emily's kids take all of the stock.  This class closes on the testator's death, not on life tenant's.  The kids have a vested remainder subject to partial divestment.

2.
DAWSON v YUCUS (Ill. App. 1968), pg. 352: Main point - intent of the testator ignored as the court follows a very mechanical approach.

a.
Facts - the testator's expressed intent was that some land should go back to husband's side of the family, declaring "One-half of my interest therein to Stewart Wilson, a nephew, and one-half of my interest to Gene Burtle, nephew."  Gene predeceased the testator, who died w/o issue.

b.
Held - this was not a gift to a class and the devise to Gene lapsed and passed under the residuary clause of the will.

c.
Rationale - specification of an exact proportion to be received by each beneficiary, naming them individually, and the fact that the "class" characteristics were shared by other individuals all indicate an intent to make a gift to individuals.

F.
Anti-lapse statutes with respect to class gifts

1.
In general - almost all states apply their anti-lapse statutes to class gifts.  Many statutes expressly so provide.  In both Texas and under the UPC, the anti-lapse statute trumps the class gift rule.

2.
TPC 68(a) - a devisee who is a descendant of the testator or his parents, and who would have taken under a class gift if he had survived the testator, is treated as a beneficiary for purposes of this section unless he died before the execution of the will. The descendants of predeceasing devisee takes or gift fails.

3.
UPC 2-605 (pg. 341) - a devisee who is a grandparent or lineal descendant of a grandparent, and who would have taken under a class gift if he had survived the testator, is treated as a beneficiary for purposes of this section whether his death occurred before or after the execution of the will. The issue of predeceasing devisee takes or gift fails.

4.
Majority rule - most cases hold that the anti-lapse statute applies even if it does not expressly provide.  In these states, the anti-lapse statute trumps the class gift rule if the predeceasing class member is within the degree of relationship covered by the statute.

5.
Minority rule - some courts hold that the anti-lapse statute does not apply to class gifts.  Since the gift was to a class, if there are any members of the class, there is no lapse on which the statute can operate.

G.
PROBLEMS, Supp. 5-4 - the numbers below correspond with the numbers in the book.

6.
Texas Law Applies - T's will devises BA "to the children of my sister Sue," and devises "all of the rest . . . to my wife Wanda." At will execution, Sue has 3 children, A, B, & C.  A dies, and T is survived by B & C and wife Wanda.  Who takes BA?

B & C take the gift under the class gift rule.  Although TPC 68(a) applies (Tex. anti-lapse statute), A had no descendants and so the anti-lapse statute inapplicable.

6a.
Same facts except now A left a child, Alice, who survived T.  What result?

Now, TPC 68(a) applies and A's share goes to Alice, the other 2/3 goes to B & C equally.  NOTE: Anti-lapse statute trumps class gift rule.  Same result in UPC land. 

7.
T's will devises BA "as follows:  1/3 to my nephew Alan, 1/3 to my friend Bill, and 1/3 to my daughter Carla," and bequeaths "all of the rest . . . of my estate, including any of the above gifts that lapse, to my wife W."  Bill predeceases T, leaving a daughter who survives T.  T is also survived by his nephew Alan, by his daughter Carla, and by his wife W.  Who takes BA?

The gift to Bill fails, falls into residuary and W takes Bills's 1/3.  Reason: the group is not a class and the anti-lapse statute doesn't apply b/c Bill is not related to T.

8.
Same facts as in Prob 6, except that the devise of BA is "to Alan, Bill and Carla, the children of my sister Sue."  Again, the residuary estate is bequeathed to T's wife Wanda.

a.
During T's lifetime, Sue has another child, Donna.  Does Donna take a 1/4 share of BA?

I didn't have a good answer for this so I used the answer given on the old outline: The answer depends on whether this is interpreted as a class gift.  There ia a Texas case, McGill v. Johnson, that held that this is not a class gift and so D does not take.

b.
Disregard the facts in (a).  After T's will was executed, Sue never had any more children and Alan died leaving no descendants.  T is survived by Sue's children Bill and Carla, and by his wife Wanda.  Who takes BA if Texas law applies?

American courts attach great significance to naming devisees individually.  Under the facts of this case, the naming negates the class nature of the gift and so Alan's gift fails and falls into residue and so goes to wife Wanda.

9.
Same facts as in Problem 8, except that the devise of BA is "to the children of my daughter Sue; namely, Alan, Bill and Carla," and the residuary to wife Wanda.

a.
During T's lifetime, Sue has another child, Donna.  Does Donna take a one-fourth share of BA?

No, since Donna is not named and the others are, this is still not a class gift.

b.
Same facts as 8(b).  Alan dies during T's lifetime leaving no descendants.  Who takes BA if Texas law applies?

This is still not a class gift (the old outline said because the cases don't like the use of "namely"). The gift to Alan lapses (no descendants so no anti-lapse) and goes to residuary.

II.
CLASS CLOSING RULES; BASIC TRUST LAW PRINCIPLES, pg. 670.

A.
RULE OF CONVENIENCE - the class closes when any member of the class is entitled to possession or enjoyment of his share of the class gift.  This can be trumped by express provision in the will.  Also, children in gestation are treated as being alive when the class is closed.  With adopted children, the time of adoption, and not birth, is controlling.  See pg. 671 n.25. 

1.
Exception - there is never any inconvenience attached to income, only applies to principle.

2.
Rationale - allows distribution in a timely and ascertainable manner.

3.
Limitation - "The fact that a class is closed does not mean that all members of the class will share.  No one can come in, but present class members can drop out by failing to meet some condition precedent."  Pg. 671.

B.
IMMEDIATE GIFTS - where there is an immediate gift to a class, the class closes as soon as any member can demand possession, either at the T's death or later.

1.
EXCEPTION - if no members of the class have been born before T's death, the class does not close until the death of the designated ancestor of the class.

2.
Rationale - since testator must have known there were no class members alive at his death, it is assumed the testator intended class members, whenever born, to share

3.
Example - testator bequeaths 10,000 "to the children of B."  B is alive and has two children, C & D.  C & D demand immediate possession of their shares.  The class closes and $5,000 goes to each.  A year later E is born but does not share.

C.
GIFTS OF SPECIFIC SUMS - "If a specific sum is given to each member of a class, the class closes at the death of testator regardless of whether any members of the class are then alive." Pg. 672.

D.
POSTPONED GIFTS - "If the gift is postponed in possession after a life estate, the class will not close under the rule of convenience until the time for taking possession."  Pg. 673 (until one member of the class is entitled to the possession; to wit, on the death of the life tenant and any other condition precedent is satisfied so that someone is entitled to possession).

1.
EXCEPTION - gifts of income: if trust pays income to A for life, then income to children of B, no need to close the class at death of A because the class closes for the gift of income periodically as income is accrued.

2.
Example - testator executes will in 1975 leaving BA to my sister A for life, then to the children of B.  In 1975 B has two kids, C & D.  In 1977 B has E.  Testator dies in 1979, and in 1981 B has F.  A dies in 1983.  In 1985 B has G.  Who owns BA?

C, D, E, & F.  The class closes when the first member is entitled to  their share.  Because this is a postponed gift, when A dies.

E.
Future interests, pgs. 631-641 - the future interests recognized in our legal system are:

1.
Interests in the transferor known as:

a.
Reversion - the interest remaining in the grantor who transferred something less than he had.  This cannot be created in a transferee.  These are all vested.  

b.
Possibility of reverter - the future interest that remains in the grantor after conveying a fee simple determinable.  This becomes possessory automatically, if at all.

c.
Right of entry (a/k/a power of termination) - the future interest that remains in the grantor after conveying a fee simple subject to a condition subsequent.  This becomes possessory only upon an action by the grantor.

2.
Interests in transferee known as:

a.
Vested remainder - a remainder given to an ascertained person and not subject to a condition precedent other than termination of preceding estate.

(1)
indefeasibly vested - a remainder certain to become possessory permanently.

(2)
vested remainder subject to open (or subject to partial divestment) - e.g. a class that has not closed.

(3)
vested remainder subject to divestment - held by an ascertained person and is not subject to a condition precedent, but rather it is subject to a condition subsequent.

b.
Contingent remainder - a remainder created in an unascertained person or subject to a condition precedent.

c.
Executory interest - to be one of these, it must:

(1)
divest or cut some interest in another transferee (called a shifting executory interest), or

(2)
divest the transferor following a certain period of time during which no transferee is entitled to possession (called a springing executory interest).

F.
Adoption, pg. 681

1.
this was unknown at common law.

2.
early cases employed the "stranger-to-the-adoption rule": the adopted child was presumptively barred from gifts except when the donor is the adoptive parent.

3.
modern - adopted children are presumptively included in gifts to the "children," "issue," descendants," and "heirs" of someone.

4.
UPC 2-611, pg. 682 - ". . . adopted persons . . . are included in class gift terminology and . . . for purposes of intestate succession . . . ."

5.
TPC allows adoption of adults.

6.
if adoption is used to abuse the system, most states look to whether the adoption was a sham.  Relevant factors:

a.
did the adoptive parent and adoptee live together,

b.
is there a familial relationship b/t the parties.

G.
LUX v. LUX (RI 1972), pg. 674: 

1.
Facts - The court had to address 6 issues.  Principal asset is real estate worth $35,000.  The testator left residue to grandchildren.  The property included in residuary maintained for the benefit of GC until youngest reaches age 21.  At T's death, son was 30, and GCs ranged in age from 2 to 8.

2.
Issue 1: Is there a trust - the court found that the will created a trust, even though trust not specifically mentioned, because will specified that property "shall be maintained for the benefit" until youngest reaches 21.  You don't need to use magic words if the intent to maintain for someone else's benefit exists.

3.
Issue 2: Who is trustee? - Rule: no trust fails for lack of trustee.  The court followed the general rule that absent contrary intent, the executor should be trustee as they are already a fiduciary.

4.
Issue 3: How long will trust last? - The language of the will is "until the youngest of GC has reached 21 years of age."  Court lists 4 options, see Supp. pg. 5-7

a.
When the youngest GC alive when will executed reaches 21

This option was dismissed w/o discussion.  Johanson (hereinafter J) says this one is obviously no good.

b.
When the youngest GC alive at T's death reaches 21.

This one was also dismissed w/o discussion.  J says the use of "grandchildren" implies after-born kids OK.

c.
When the youngest GC on the scene at any one time reaches 21.

This is the option selected by court.

d.
When the youngest GC whenever born reaches 21.

This option eliminated under rule of convenience.

5.
Issue 4: Can the real estate be sold? - The court allows the property to be sold, in contradiction of the trust.  Trust law does not recognize rule against restraint on alienation.  For example, spendthrift clauses are examples of restraints which prevent a beneficiary from assigning and creditor from reaching trust assets.  Court allows in part because of later language about the potential necessity of selling.  

In short, a court can reform a trust where it seems appropriate.  (devaluing assets account for 90% of trust reformations).  See In Re Pulitzer (holding that where T's primary intent was to provide income for his family, preventing the sale of the stock when it was declining in value frustrated intent and so the court allowed the stock to be sold).

6.
Issue 5: Do we have to sell real estate to a family member? - No, expressions of testator's desire or wish, called precatory language, are not binding. 

a.
Examples of precatory language:  desire, wish, hope, suggest.

b.
Examples of mandatory language:  I direct, the trustee shall, even I want

7.
Issue 6: What happens to income? - The court says the general rule if the will is silent is to pay all of the beneficiaries as the income accrues.  Therefore, we pay income to all GC when living even if under 21, including those born later.

8.
Issue 7 - Was the interest contingent on being alive when trust terminated, or was gift vested with enjoyment postponed until age 21?  If the youngest dies at 17, and 3 years later, the now living youngest reaches 21, do GC get 1/4 or 1/5 shares? The answer is 1/5; the gift in vested with postponed enjoyment for reasons that will be made clear when Clobberies is discussed.

H.
PROBLEMS: Supp. pg. 5-6

6 (Revisited).


T's will devises BA "to the children of my sister Sue," and devises "all of the rest . . . of my estate, including any of the above gifts that lapse, to my wife Wanda."  At the time the will is executed, sister Sue has three children: Alan, Bill and Carla.

a.
T dies on March 11, 1991.  He is survived by his sister Sue, by Sue's three children Alan, Bill and Carla, and by his wife Wanda.  On Oct. 9, 1993, Sue gives birth to another child, Donna.  Who owns BA?

A:  The class closed on T's death.  So A, B and C own BA. D is excluded per the rule of convenience.

b.
Same facts as above, except that Donna was born on Oct. 9, 1991.  Who owns BA?

A: Applying gestation principle, Donna shares in BA with her other siblings.

10.
In 1982,  Trish executed a will that devised BA "to my sister Annie for life, and in Annie's death in equal shares to the children of my brother Bill."  At the time Trish executed her will in 1982, her brother Bill had two children: Connie and David.  In 1984 Bill has another child: Edgar.  Trish died in 1986; she was survived by all of the above parties.  In 1990 Bill had another child: Francine.  Trish's sister Annie dies in 1992.  In 1994, Bill has another child: George.  Bill and his five children, C, D, E, F, and G are all living.  Who owns BA?

A: This involves a postponed gift.  We want to leave class open as long as there is no inconvenience.  Here, inconvenience does not occur until after Annie's death.  The rule is the class closes when a member of the class is entitled to possession, which did not occur until Annie's death.  So, C, D, E, and F own BA.  G is excluded.

NOTE on future interests: after the testator's death, A had a life estate, C, D, & E each had vested remianders subject to open,  When A dies, those vested remainders (including F now) vest in possession.

a.
Same  facts as above except that D died in 1990, survived by his wife Dora and his infant son Junior.  Who owns BA?

A:  D's remainder was vested and so his part would go to his heirs under intestacy laws or pass according to his will (it is still a 1/4 vested remainder subject to open).  Anti-lapse is inapplicable b/c D died after T.  Class gift rule inapplicable for the same reason.  D's remainder was vested, subject to open (or partial divestment) whenever another child was born prior to Annie's death. 

11.
T executes a will that devises WA "to my sister Alice for life, and on Alice's death to her children in equal shares."  When will the class close?

A: The class closes biologically at same time Alice dies.

12.
T's will includes the following provisions: "4th: I bequeath a legacy of $5,000 to each of my GC.  5th: I give . . . all the rest . . . of my estate to my son and daughter Dick and Jane, in equal shares."  At the time T executes her will, she has three GC: Ken, Len, and Minnie.  Thereafter, but during T's lifetime, T's son Dick adopts a child: Nan.  T dies in 1982.  Two years later, T's daughter Jane gives birth to a child: Olive.  Which of the GC take $5,000 legacies?

A: There are four $5000 legacies; Olive loses.  Gifts of specific sums close at T's death.  The inconvenience is not to GC but to residuary beneficiaries b/c we cannot wind up the estate until we know how many $5,000 gifts to set aside.  Had Olive been in gestation, she would also take.

Old outline (not in my notes?!) - What if T had provided for all future GC? The court could set aside a certain sum, say $50,000 as a mechanism to give effect to testator's intent and allow estate to wrap up.

a.
Same facts except that Article 5th devises T's residuary estate in trust for the benefit of Dick and Jane, to pay the income to Dick and Jane in equal shares for their respective lives, and on the death of the survivor, principle to T's descendants then living.  Now which GC take $5000 legacies?

A:  My notes were not particularly clear here.  It also was not on the old outline.  I would guess that since there is no inconvenience to D & J, or at least minimal inconvenience, all of the GC might take.  I believe J said some courts would not close the class under this scenario.

13.
Tom died in 1987, leaving a will that devised SA "to my daughter B in fee simple; provided however, that B shall not assign, sell, mortgage or otherwise transfer any interest in Sa during her lifetime."  Is this a valid restraint on trade?

A:  No, "any restriction on the transferability of a fee simple estate is void as against public policy."  Trusts are different, you can restrict alienation of a fee simple held in trust. 

14.
Mary, a widow, died in 1988, leaving a will that devised her $900,000 estate "to my children, A, B, and C, in equal shares."  C, an attorney, invested her $300,000 in securities.

a.
Can C's creditors reach C's inheritance?

A:  Yes, since she owns the shares outright.

b.
Can C's husband reach C's inheritance in a divorce?

A:  No, b/c it is separate property, even in a common law state.  She may have to prove by clear and convincing evidence that the money was her separate money and she cannot have commingled.  In Idaho, Louisiana, and Texas, the income from the securities would be community property.

15.
Same facts except that the securities were passed to the children in a trust with a nongeneral power of appointment and a spendthrift clause.  Is the inheritance subject a plaintiff's claims or to equitable division in a divorce proceeding?

A:   No, in virtually every state, spendthrift clauses will be given full effect (except for child support or IRS liens).

16.
T's trust provides that his W have a life estate in a house rent free for life, remainder to T's son D.  The house is held in trust and is not to be sold.  Later the neighborhood changes and the trustee petitions the court for reformation of the trust to allow the house to be sold in order to buy a more suitable one.  Should the petition be granted?

A:  My notes didn't answer this question.  However, like Lux, I don't see why not.

17.
M died leaving a will that gave his "entire estate to Reverend Armstrong . . ., and I request that he use the money to promote his television ministry."  The reverend predeceased M.  Has a trust been created for the church?

A:  No.  The gift fails and so passes to M's heirs through intestacy.  Anti-lapse doesn't save, b/c the reverend is not related.  Besides, the language is purely precatory.

18.
M's holographic will left her estate, including her house, to her daughter D, "but I want D to sell the house in Bastrop to Tom Moore for $10,000 if he wishes to buy it."  The house is worth $42,000 at M's death.  Tom wants to buy it for $10,000.  Result?

A:  The court held that "want" is a word of mandate and not precatory.  This is also not a restraint on alienation, but rather just an option.

We were told to skip this problem but I thought it might be helpful anyway, so I typed it in off the old outline.

PROBLEM, p 674 

1. T bequeaths a fund in trust "to pay the income to A for life, then to distribute the principal to the children of B who reach 21, and in the meantime the children of B who are eligible to receive, but have not yet received, a share of the principal are to receive the income."  At A's death, B is alive and has one child, C (age 5).  After A dies, the following events occur:  D is born to B; C reaches 21; one year later E is born to B; D and later, E reach 21.

a.
After A's death, who is entitled to the income?

A: Class does not close until a member reaches age 21.  So, C gets income when A dies b/c she is eligible to receive principal.  When D is born to B, C & D will share the income.  Important to note as to income from a trust, there is never any inconvenience.

b.
When is the first distribution of principal made, to whom, and how much?

A: When C reaches 21, class closes.  E, born one year later is excluded.  C takes 1/2 of principal and remaining 1/2 remains in trust for D.

c.
How is the principal ultimately divided?

A: We are not sure.  Depends on whether D makes it to age 21.  If D fails to make it to 21, C takes remaining 1/2 b/c these are contingent remainders.

d.
Who takes income while we wait for D to reach 21? 

A:  D.  E is not in the class.  C has received a share.

e.
If D has child at age 18, then dies; does D's child take under anti-lapse statute?  

A: No, children are descendants in the first degree only.  Also, we only talk about anti-lapse statute when someone predeceases the T.

III.  GIFT TIED TO REACHING SPECIFIED AGE: CONDITIONAL GIFT?

A.
ISSUE - When a gift is tied to reaching a specified age, is the gift contingent on reaching a certain age (and thus one that can fail) or is the gift vested with enjoyment postponed (in which case the gift would pass to the beneficiary's estate)?

B.
CLOBBERIE'S CASE: pg. 669 

1.
Gift to be paid with interest - where will gives gift to person at age 21, to be paid with interest, gift is vested, and if the beneficiary dies before reaching age, gift is paid to the estate.  No survival is required.

2.
Money bequeathed to one "at his age of 21" - if beneficiary dies before 21, gift is lost.  Survival is required.

3.
Gift of money to one "payable at" age (or "to be paid at" an age) - gift is vested, and if beneficiary dies before reaching age of 21, gift goes to their estate.

C.
PROBLEMS, Supp. pg. 5-10:  

These facts apply to the following problems: A was 12 at T's death, and T's will contained a residuary clause that devised her residuary estate to B.

1.
"I bequeath $10,000 to A if he attains the age of 21."

a.
Who is entitled to the income or interest on the $10,000 from T's death on?  

A: Residuary beneficiary gets income.  A gets precisely $10,000 only if he makes it to 21.

b.
A dies at age 18.  Who takes the 10,000?  

A: Gift to A fails and goes to residuary estate.

2.
"I bequeath 10,000 to A at the age of 21."  A dies at age 18.  Who takes the $10,000?  

A: 2nd case in Clobberies.  The majority view is that "at" should be treated same as "if."  This is also Restatement view.  So, the gift to A fails and goes to residuary estate.

3.
"I bequeath $10,000 to A when he attains age 21."  A dies at 18.  Who takes the $10,000?

A: Not covered in Clobberies.  J said treat like "if."

4.
"I bequeath $10,000 to A to be paid to him at the age of 21."  A dies at 18.  Who takes the $10,000?  

A: 3rd rule in Clobberies.  Gift does not fail, instead goes to executors.  The $10,000 is left to A outright, simply postponing enjoyment until the age of 21.

a.
On A's death, can administrator demand immediate distribution of A's share?  

A: Residuary beneficiaries would be deprived of some income, so no.  You would want to negotiate here and give A's estate the present value of $10,000.

5.
"I bequeath 10,000 to A to be paid to him if he attains the age of 21."  A dies at 18.  Who takes the $10,000?  

A: The contingent "if" trumps "to be paid" and so the gift is contingent and B would take. 

6.
"I bequeath $10,000 to A at the age of 21, with the income from the $10,000 to be paid to A until he attains age 21."  A dies at age 18.  Who takes the $10,000?  

A: This is 1st rule of Clobberies.  Gift of entire income with principal paid at age 21 does not impose a survivorship requirement.  A takes the gift.

7.
T bequeaths "the sum of $30,000 to the children of B who reach 21," residuary to wife Martha.  At T's death, B has two children, C (age 7) and D (age 4).  Three years later, E is born to B.  Thereafter, C reaches 21.  What distribution to C?

A:  C will take at 21, and the class closes then.  So, C will take 1/3.

a.
One year later, F is born to B; then D dies at age 20.  Is any distribution made?

A:  C's share increases to $15,000 as does E's if E reaches 21.  F is out of loop b/c born after class closed.

b.
Will E take a share of the $30,000?

Under the current facts, E will take $15,000 if she reaches 21.

8.
T bequeaths a fund in trust "to divide the fund among the children of B, payable to each at age 21, and in the meantime they are to receive the income."  At T's death, B is alive and has three children:  C (aged 15), D (aged 12), and E (aged 10).

a.
Two years later, B has another child: F.  Is F entitled to a share of the income?  Of the principal?

A: This is a class gift to the children of B.  No one is entitled to possession at T's death so the class remains open.  So, F (as well as C, D, and E) is entitled to a share of the income.  Any and all of C, D, E, & F are entitled to principle when and if they reach age 21.

b.
Two years later, C dies.  Is C's administrator entitled to demand immediate distribution of C's share?  

A:  C's estate entitled to the gift but not to immediate distribution.  The class does not close until C would have reached 21 b/c that would prematurely close the class.  

c.
What if B had predeceased T, meaning F were never born?  

A:  Now there is no chance for any afterborn children, so there is no convenience to worry about so now C's estate probably can get C's share.

D.
SPENDTHRIFT CLAUSES - language that prohibits a beneficiary from voluntarily or involuntarily transferring her interest in a trust

1.
Advantages - creditors cannot reach a trust interest if this clause is there, even in bankruptcy.  Of course, once the income is paid out to the beneficiary, creditors could pursue the individual.  But, this is an arduous and difficult way to get paid.  Moreover, trusts can be set up to pay things directly, thereby never going into beneficiary's pocket.  The bottom line is that a creditor cannot garnish a trust.

2.
EXCEPTIONS -

a.
IRS:  FIT tax lien

b.
Child support

c.
To the extent that the settlor is also a beneficiary, the part that they retain an interest in is reachable by creditors.

d.
not valid in Connecticut

I am missing these notes so I just re-typed essentially what was on the old outline.


WILL DRAFTING

IV.
USE OF TRUSTS IN WILL DRAFTING AND ESTATE PLANNING: CRITIQUE OF THIRD DRAFT OF HOWARD BROWN'S WILL - TRUST PROVISIONS

A.
RIVT - Revocable Inter Vivos Trust

1.
Advantages - 

a.
Avoid probate,

b.
Avoid FET for T if trust qualifies for the UMD,

c.
Avoid FET for surviving spouse when dies if a proper bypass trust,

d.
Manage assets for inept spouse or for children - if life interest only, no FET when spouse or kids die because interest terminated at their death,

e.
Alzheimer's trust - manage assets for old person.

2.
Gift tax consequences of trust for children - qualifying trust is eligible for annual $10,000 exclusion, even though it is a future interest and not the usually required present interest.

a.
Requirements (UGMA)

(1)  Gift in trust for benefit of a minor

(2)  Possession is postponed until minor is 21

b.
Results - eligible for $10,000 annual exclusion

B.
LIFE ESTATE VERSUS TRUST - a trust is almost always preferable to a life estate

1.
Legal possession and control or property

a.
Life estate - life tenant has legal possession and control of the property for life.  The property is worth only the value of his life-estate interest.

b.
Trust - trustee has legal control and the beneficiary has beneficial interest.

2.
Reasons trust is preferable to life estate

a.
More flexible,

b.
Law will provide parameters of trust if trustee's powers are not adequately spelled out,

c.
None of the problems with life estates listed below.

3.
Problems with life estates

a.
No power to sell fee simple, except through a court order.  This is expensive.  If life estate contains a provision to sell the property, this becomes a general power of appointment (hereinafter GPOA).  Now, proceeds are includible in his estate, defeating the purpose of a life estate.

Instead, have life estate document put any sales proceeds in trust for life tenant, with remainder to original remaindermen (must be spelled out).

b.
Property cannot be mortgaged by life tenant, unless all remaindermen sign.  This may be impossible, e.g., some remaindermen are as yet unborn.

c.
Life tenant cannot lease beyond his life.  This can be overcome by giving life tenant the power to lease for extended time; otherwise may be impossible to rent premises.

d.
Waste - life tenant cannot waste, e.g.:

(1)
Take oil out

(2)
Chop timber

(3)
Take down still usable building

Giving life tenant power to waste may look like a GPOA.

e.
Expenses - life tenant has duty to pay taxes and keep the property in repair, but only to the extent the income from the property is adequate to do so

(1)
Duties

(a)
Property Taxes

(b)
Mortgage interest (but not principal)

(c)
No duty to insure





C.
DISCRETIONARY TRUST - trustee has the power to decide who receives income and/or principle.

V

SEQ 1_1 \* ALPHABETIC \r 0A
BORN-AGAIN WILL DRAFTING - same here, no notes so I just typed in what was there.

A

SEQ 1_2 \* Arabic \r 00
GOAL - communication

B

SEQ 1_2 \* Arabic \c0
FORM - list each separate provision and/or power in a separately numbered paragraph.  It helps to first outline the will.

C

SEQ 1_2 \* Arabic \c0
MALPRACTICE ISSUE - attorney will be held liable if all clauses that are supposed to be in the will are not.

1

SEQ 1_3 \* alphabetic \r 0a
NEEDHAM - where an attorney left out the clause naming the residuary legatee in a second draft of T's will, the attorney was held liable for an amount equal to 1/2 the residuary estate.

D

SEQ 1_2 \* Arabic \r 00
COMPONENTS OF A WELL-DRAFTED WILL

1

SEQ 1_3 \* alphabetic \ca
List the testamentary plan in plain, unambiguous language,

2

SEQ 1_3 \* alphabetic \ca
Cover all reasonably foreseeable contingencies,

3

SEQ 1_3 \* alphabetic \ca
Be technically correct as a matter of law,

4

SEQ 1_3 \* alphabetic \ca
Minimize taxes, to the extent that is consistent with T's goals,

5

SEQ 1_3 \* alphabetic \ca
Use ordinary language,

6

SEQ 1_3 \* alphabetic \ca
Be organized so that client can understand it,

7

SEQ 1_3 \* alphabetic \ca
Use short sentences.

E

SEQ 1_2 \* Arabic \r 00
NUMBERS:  Do not say "twenty (20)."  Say "20"

1

SEQ 1_3 \* alphabetic \ca
Rationale - easier to catch if number changes; might forget to change written-out version


WEALTH TRANSFER TAXATION

VI

SEQ 1_1 \* ALPHABETIC \r 0A
THE GROSS ESTATE: PROPERTY OWNED AT DEATH; NEW BASIS AT DEATH RULE

A

SEQ 1_2 \* Arabic \r 00
History of federal wealth transfer taxation 

1

SEQ 1_3 \* alphabetic \ca
Inheritance tax (no longer used) - taxes the transferee for the right to inherit.  See pg. 931, 934.

a

SEQ 1_4 \* Arabic \r 00
Rationale - in addition to raising money for the federal government, the inheritance tax was used to level hereditary accumulations of wealth.  With Franklin D. Roosevelt, the leveling of great inherited fortunes was formally accepted as an objective of the estate tax.

b

SEQ 1_4 \* Arabic \c0
Effects - when inheritance taxes approached 77%, testators many times preferred giving to charity over the federal government, e.g. the Ford Foundation.

Also spawned trusts with successive life beneficiaries as way of protecting dynastic wealth.  The trust could have as many successive life estates as is possible w/o violating RAP.

c

SEQ 1_4 \* Arabic \c0
Basis of tax

(1)
Amount of gift passing to each transferee

(2)
Relationship of transferee to donor - spouses and children pay lower rates than more remote kindred and friends

d

SEQ 1_4 \* Arabic \r 00
Progressive - the rates are progressive for each beneficiary's share, so the more beneficiaries, the less the total tax, the fewer beneficiaries, the more tax.

2

SEQ 1_3 \* alphabetic \r 0a
Accessions tax (not in use) (form of inheritance tax) - Progressive tax based on cumulative receipts.  The progressive nature of this parallels the gift and estate tax in that each accession is taxed at the rate for the cumulative tax base of all prior accessions including the current one and deducting the taxes already paid.  Scholars like this b/c:

a

SEQ 1_4 \* Arabic \c0
More effectively breaks up wealth concentrations by taxing individuals who receive large inheritance,

b

SEQ 1_4 \* Arabic \c0
Correlates the tax burden with ability to pay,

c

SEQ 1_4 \* Arabic \c0
Resolves many difficulties in correlating estate and gift taxes.

3

SEQ 1_3 \* alphabetic \r 0a
Unified gift and estate tax (currently used) - under the Tax Reform Act of 1976, gift and estate taxes were unified with a single progressive rate schedule based on cumulative lifetime and death transfers.

a

SEQ 1_4 \* Arabic \c0
Gift tax - imposed on the giver only.  This is really only a gift-reporting tax, because only taxable lifetime gifts exceeding $600,000 actually produce a tax. 

b

SEQ 1_4 \* Arabic \c0
Estate tax - this is imposed on the transferor's estate.  It taxes the value of property owned or passing at death plus the value of property given away during T's lifetime.

c

SEQ 1_4 \* Arabic \c0
Generation-skipping estate tax - 1986 Tax Reform Act imposed this tax on trusts whose beneficiary is of a younger generation than the settlor, in effect taxing once each and every generation.

(1)
Example - trust for kids,

(2)
But not a trust for spouse or parent since the beneficiary is of the same or older generation.

B

SEQ 1_2 \* Arabic \r 00
New basis at death rule, IRC 1014 - basis of property passing at death is the fair market value on the date of death.  Pg. 945, Supp. 12-19.  

1

SEQ 1_3 \* alphabetic \r 0a
EXCEPTION - appreciated property acquired by testator within one year of death.  Then the basis is testator's adjusted basis immediately before death.

a

SEQ 1_4 \* Arabic \r 00
Requirements -

(1)
Death must be after December 31, 1981,

(2)
Appreciated property was acquired by decedent within 1 year of his death,

(3)
The property was acquired from the decedent by (or passes from the decedent to) the donor of such property (or the spouse of such donor)

b

SEQ 1_4 \* Arabic \r 00
Rationale - avoids abuse since there is no problem in discerning testator's basis.

2

SEQ 1_3 \* alphabetic \r 0a
New Values

a

SEQ 1_4 \* Arabic \c0
Assets that have appreciated take on new greater value (stepped-up basis),

b

SEQ 1_4 \* Arabic \c0
Assets that have depreciated take on new lower value (stepped-down basis).

3

SEQ 1_3 \* alphabetic \r 0a
Community property, IRC 1014(b)(6) - both halves of CP are given a new basis at death, not just the 1/2 of the spouse who died.  See Supp. pg. 12-2.  At least 1/2 of the entire CP property must be includible in testator's estate.  NOTE: In common law states, only testator's 1/2 gets a new basis.

4

SEQ 1_3 \* alphabetic \ca
Contrast basis for lifetime gifts - for gifts after Dec. 21, 1920, the donee takes on donor's old basis, called carry-over basis, with an upward adjustment for any gift taxes actually paid by reason of the gift (pretty rare today with unified credit).

a

SEQ 1_4 \* Arabic \c0
EXCEPTION, IRC 1015 - if the old basis is greater than the current fair market value when the donee sells the property, the basis is the current FMV.

Rationale - prevents low-bracket donors from giving depreciated assets to high-bracket donees who could sell and take the bigger tax deduction for the loss.

b

SEQ 1_4 \* Arabic \c0
Chain of gifts - if the donor got the property by gift as well, the basis is the basis of the last donor to have acquired the property for consideration.

5

SEQ 1_3 \* alphabetic \r 0a
Rationale -

a

SEQ 1_4 \* Arabic \c0
Avoid double taxation of FET and FIT.  The arguments against are:

(1)
Realization of capital gains is under individual's control,

(2)
With such large exemption, not much estate tax is ever paid.

b

SEQ 1_4 \* Arabic \r 00
Administrative ease - testator is usually the only one who knows the old basis for sure, and he is dead.  Basis includes improvements, taxes already paid, etc.  The administrative cost of estate would be great to determine old basis with certainty.

6

SEQ 1_3 \* alphabetic \r 0a
Tactics - if H & W have unequal separate property, they can equalize their estates b/4 death by gift to maximize use of the unified credit. 

C

SEQ 1_2 \* Arabic \r 00
OTHER ESTATE TAX RULES, Supp. pg. 12-1

1

SEQ 1_3 \* alphabetic \ca
Valuation - fair market value at time of death

2

SEQ 1_3 \* alphabetic \ca
Property owned at death - IRC 1034 provides that property is includible in gross estate in common law states even though decedent's spouse has an interest through elective share statute.  In CP states, only 1/2 of CP is included in decedent's gross estate.

3

SEQ 1_3 \* alphabetic \ca
Lifetime transfers generally - IRC 2035 to 2038 operate to prevent estate tax avoidance through lifetime transfers.

4

SEQ 1_3 \* alphabetic \ca
Lifetime Transfers Within 3 Years of Death, IRC 2035 - most are not includible in the gross estate.

a

SEQ 1_4 \* Arabic \c0
EXCEPTION - life Insurance policies.  Gifts of life insurance policies within 3 years of death (transferring incidents of ownership) are includible in gross estate.

(1)
Example - Irene, dying, gives son Joe a policy whose face value is $8000 and then dies, paying proceeds of $100,000.

(a)
Gift tax - none, because below $10,000 annual exclusion

(b)
FET - $100,000 Includible in Irene's estate

(2)
Rationale - prevent deathbed transfers of policies to avoid tax

5

SEQ 1_3 \* alphabetic \r 0a
Lifetime transfers with retained benefits or controls, IRC 2036 & 2038 -  

a

SEQ 1_4 \* Arabic \r 00
Retained Life Estate, IRC 2036(a)(1) - the life estate can be expressly retained or implied by the circumstances (e.g., donor continues to live in house they gave away).

b

SEQ 1_4 \* Arabic \c0
Reciprocal Transfers (also called "crossed" trusts) - H & W create reciprocal irrevocable trusts, income to each other for life, principle to couple's children at death.

c

SEQ 1_4 \* Arabic \c0
Retained power to control beneficial enjoyment, IRC 2036(a)(2) - where settlor is trustee or co-trustee, with power to distribute income or principal, regardless of whether -

(1)
settlor is able to distribute to himself or not,

(2)
settlor must have consent of other trustees or not,

(3)
the settlor actually exercised the power.

d

SEQ 1_4 \* Arabic \r 00
Retained power to revoke, alter, amend, or terminate, IRC 2038 -

(1)
RIVT is included in this category

(2)
Discretionary power over income or principle is considered to be power to alter or amend

Example - custodianship under Uniform Gift to Minors Act.  Although irrevocable, b/c UGMA custodian has power to distribute the custodial property and its income for the minor's benefit is "the power to alter or amend."

This overlaps considerably with 2036(a)(2).

6

SEQ 1_3 \* alphabetic \r 0a
Nontestamentary Transfers, IRC 2039 - 2042 - interests that pass at death other than by will or intestacy

a

SEQ 1_4 \* Arabic \r 00
Employee Death Benefits under "Qualified" Retirement Plan, IRC 2039 - includible in employee's gross estate, unless the decedent had no power to select his beneficiary, pg. 966, i.e., Social Security benefits (the beneficiaries are mandated by statute).  In CP states, special rules apply.

b

SEQ 1_4 \* Arabic \c0
Property passing by right of survivorship, IRC 2040 -

(1)
Under the qualified joint interest rule, 1/2 is includible in T's gross estate, regardless of the percentage of consideration furnished.  Of course, still no FET because of UMD.

(2)
Under the consideration furnished test, if JTWROS is between testator and nonspouse,  value includible in T's estate is in proportion to consideration furnished.

c

SEQ 1_4 \* Arabic \r 00
Property over which testator held general powers of appointment, IRC 2041 - this is the transferee section of the code.  Generally, includible if person holding power can appoint the property to himself, his estate, his creditors, or the creditors of his estate. 

(1)  Contrast - a power to appoint property to one's decedents at their death is a special or limited power of appointment and is not includible.

(2)  Exceptions - if the power to appoint property is limited to an ascertainable standard relating to health, education, support, or maintenance or if the invasion power is limited to $5000 or 5% of the trust corpus per year, then the power is nongeneral.  Much more on this in later sections.

Bad words ( = general power of appointment) - comfort, welfare, benefit, well-being.

I didn't have this in my notes but I thought it might be helpful

7

SEQ 1_3 \* alphabetic \r 0a
PPT Credit (Multiple-Death Credit) - credit for taxes on property previously transferred

a

SEQ 1_4 \* Arabic \r 00
Computation

(1)
second death within 2 years - 100% credit for taxes that have been actually paid

(2)
within 3-4 years - 80%

(3)
within 5-6 years - 60%

(4)
within 9-10 years - 20%

(5)
greater than 10 - 0%

b

SEQ 1_4 \* Arabic \r 00
Rationale - to prevent people from paying FET on the same money when the people involved die in rapid succession

c

SEQ 1_4 \* Arabic \c0
Reasons why this is not used much

(1)
Virtually nobody pays FET in the first place b/c of unified credit

(2)
Unlimited marital deduction

D

SEQ 1_2 \* Arabic \r 00
COMPUTATION OF THE GROSS ESTATE

SECTION
DESCRIPTION


EXAMPLES 

+ 2033

Property owned at death

Insurance w/ incidents of ownership

+ 2035

Transfers w/i 3 years of death   
Insurance only

+ 2036

Lifetime transfers with retained 
Retained life estate;

control or enjoyment

T custodian UGMA gift

+ 2037

Transfers taking effect at death 
Pension

+ 2038

Revocable transfers

RIVT

+ 2039

Annuities and Employee Death Benefits

+ 2040

Right of survivorship property   
JTWROS bank acct

+ 2041

Assets with GPOA

GPOA Trust

+ 2042

Life insurance proceeds

+ 2043

Transfers for a partial consideration

+ 2044

Previously deducted QTIP Transfers


= GROSS ESTATE


- 2053

Expenses


Admin; debts; funeral expenses

- 2054

Casualty losses

- 2055

Charitable deduction

- 2056

Marital deduction

Qualifying trust, outright gift


= TAXABLE ESTATE


+ 

+Adjusted Taxable Gifts

Taxable gifts after 1976 not

otherwise includible in GE


= TENTATIVE ESTATE TAX BASE


x 2001

x FET Rate Schedule 

(See below)


= TENTATIVE ESTATE TAX


- Gift Tax Paid 




Taxable gift after 1976 

- 2010

Unified Estate Tax Credit
$192,800

- 2011,2014
Credit for state & foreign death taxes

- 2012

Credit for pre-1977 gift taxes on property included in GE

- 2013

Credit for taxes on prior transfers


= FEDERAL ESTATE TAX

E

SEQ 1_2 \* Arabic \c0
RATE SCHEDULE - (copied out of book)

VII

SEQ 1_1 \* ALPHABETIC \r 0A
FEDERAL GIFT TAX

A

SEQ 1_2 \* Arabic \c0
IRC 2501(c) imposes a gift tax on "the transfer of property by gift during each calendar year by any individual"

1

SEQ 1_3 \* alphabetic \r 0a
Generally, gifts greater than $10,000 per year per donee have to be reported on a gift tax return.  Two deductions:

a

SEQ 1_4 \* Arabic \r 00
marital deduction

b

SEQ 1_4 \* Arabic \c0
charitable deduction

2

SEQ 1_3 \* alphabetic \r 0a
Partial consideration - treated as part gift, to extent not covered by consideration

Example - A sells land worth $50,000 to B for $25,000.  Gift of $25,000.

3

SEQ 1_3 \* alphabetic \ca
Indirect gifts - taxable to the extent of the gift

Examples - Debt forgiveness, paying off another's loan

4

SEQ 1_3 \* alphabetic \ca
Incomplete gifts - a gift is not complete until the donor has parted with dominion and control so that he cannot change the disposition, whether for his own benefit or for another's.  These are not taxable.

Examples -

(1)
RIVT

(2)
A creates an irrevocable trust, "income to A for life and on A's death the trust shall be distributed to such of A's issue as she appoints by will."

B

SEQ 1_2 \* Arabic \r 00
ANNUAL EXCLUSION, IRC 2503(b) - taxpayer can exclude first $10,000 of a present interest given to any donee in a calendar year.  

1

SEQ 1_3 \* alphabetic \ca
Exceptions

a

SEQ 1_4 \* Arabic \r 00
Future interests don't count, except future interest gifts to minors qualify for the annual exclusion, if requirements of IRC 2503(c) are met:

(1)
Property and income therefrom may be expended to or for the minor before she is 21

(2)
Property and income to the extent not so expended

(a)
will pass to the donee at 21

(b)
will pass, if the donee dies before 21, to her estate or as she appoints under a general power of appointment

b

SEQ 1_4 \* Arabic \r 00
UGMA (Uniform Gifts to Minors Act) complies with the above IRC rule, so that a custodial gift under UGMA qualifies for the annual exclusion.

2

SEQ 1_3 \* alphabetic \r 0a
Example - O funds irrevocable trust: "income to A for life, remainder to A's descendants."  O gets exclusion for present income interest to A, but not for remainder interest. 

3

SEQ 1_3 \* alphabetic \ca
Rationale - remove modest gifts from the ambit of tax laws

4

SEQ 1_3 \* alphabetic \ca
Example - If X in one calendar year gives A $12,000; B $12,000; and C $10,000; his gift tax return will declare 2 gifts of $12,000 each, deduct two annual exclusions and report $4,000 in taxable gifts.  The gift to C is not reported.

C

SEQ 1_2 \* Arabic \r 00
MEDICAL AND TUITION EXCLUSION, IRC 2503(e) - in addition to the annual exclusion, money spent for tuition or medical expenses for anyone is excluded from the gift tax, no matter how much it is, if:

1

SEQ 1_3 \* alphabetic \ca
must be paid to service provider and not to donee

2

SEQ 1_3 \* alphabetic \ca
no living expenses

3

SEQ 1_3 \* alphabetic \ca
no books, dorm, or food

D

SEQ 1_2 \* Arabic \r 00
DEDUCTIONS - Only 2 deductions: the marital deduction and the charitable deduction:

1

SEQ 1_3 \* alphabetic \ca
Marital Deduction, IRC 2523 - unlimited gift tax deduction for qualifying marital gifts to donor's spouse

Split Gifts, IRC 2513 - to provide parity with CP states where a gift of CP is split between the two spouses, Congress allows, in common law states, property given by one spouse to any person other than his spouse will be deemed as made 1/2 by the donor and 1/2 by his spouse, if the other spouse consents to splitting gift.

2

SEQ 1_3 \* alphabetic \ca
Charitable Deduction (presumably unlimited)

E

SEQ 1_2 \* Arabic \r 00
COMPUTATION OF THE GIFT TAX

1

SEQ 1_3 \* alphabetic \ca
Progressive - rates are progressive on the basis of the cumulative lifetime transfers

2

SEQ 1_3 \* alphabetic \ca
Procedure -

a

SEQ 1_4 \* Arabic \c0
Add up lifetime gifts,

b

SEQ 1_4 \* Arabic \c0
apply appropriate tax rate

c

SEQ 1_4 \* Arabic \c0
subtract any tax previously paid,

d

SEQ 1_4 \* Arabic \c0
apply the unified credit

3

SEQ 1_3 \* alphabetic \r 0a
Unified credit ($192,800) - you must use this until it is gone.  Effectively, a person does not have to pay any gift tax until total lifetime gifts exceed $600,000.

F

SEQ 1_2 \* Arabic \r 00
PROBLEMS, Supp. 12-18

Sarah Smith, a 68 year old widow, has 2 children and 4 GCs.  She owns assets of $840,000.  

1

SEQ 1_3 \* alphabetic \ca  What are the projected federal estate taxes in Ms. Smith's estate assuming 2053 deductions of $40,000?

A:  The taxable estate is $800,000 ($840,000 - $40,000).  Turning to the tax table 2001, pg. 936, this creates a tax of $267,800.  Taking the $192,800 unified credit under 2010 leaves $75,000 in federal estate taxes. 

2

SEQ 1_3 \* alphabetic \ca
How might Ms. Smith reduce this number?

a

SEQ 1_4 \* Arabic \c0
consumption

b

SEQ 1_4 \* Arabic \c0
bad investments

c

SEQ 1_4 \* Arabic \c0
charitable deductions

d

SEQ 1_4 \* Arabic \c0
marital deduction if she would remarry

e

SEQ 1_4 \* Arabic \c0
$10,000 annual gift exclusion - limited to present interest gifts only, future gifts do not qualify for exclusion, except gifts to minor under UGMA (even though there is no distribution of the gift until adulthood)

f

SEQ 1_4 \* Arabic \c0
pay someone's tuition and medical expenses

3

SEQ 1_3 \* alphabetic \r 0a
She gives securities worth $100,000 to each child this year.  How much gift tax if she has never made any taxable gifts in earlier years?

A:  $100,000 - $10,000 exclusion = $90,000 x 2 gifts = $180,000.  Tentative Tax: tax on the first $150,000 is $38,800 and the remaining $30,000 is taxed at .32 for $48,400.  She can use $180,000 worth of her unified credit and pay no tax, but she must file a gift tax return. 

If she did the same thing the next year, the tax would be higher b/c it is cumulative.  You have to add the new $180,000 to the already given $180,000 and apply the tax rate to $360,000, subtracting what was paid in taxes the year before.

a

SEQ 1_4 \* Arabic \c0
Do the children have to pay income tax on their $100,000 gifts?

A:  No, IRC 102(a)

4

SEQ 1_3 \* alphabetic \r 0a
Same facts. Ms. Smith dies 2 years later.  At her death, the securities have risen in value to $280,000.  Is the $280,000 includible in Ms. Smith's estate as a transfer within 3 years of death?

A:  No.  That rule applies only to life insurance, for all practical purposes. There is no post-transfer appreciation of gifts.  If she had waited until death to give the shares, the stock would have been valued at $280,000.  A gift is the simplest form of a complicated principle called estate freeze, essentially it eliminates any post-transfer appreciation.

5

SEQ 1_3 \* alphabetic \ca
Ivan, 58 years old, is the insured under a $200,000 life ins. policy (CSV = $28,000) that names his daughter Donna as beneficiary. Ivan transfers the policy to Donna who pays the premiums.  What are the tax consequences:

a

SEQ 1_4 \* Arabic \c0
if Ivan dies five years later?

A:  Assuming he transferred all incidents of ownership, then the policy is not included in his gross estate.  Of course, it is a gift for gift tax purposes of the CSV of $28,000 less the $10,000 exclusion.  So, $18,000 would be used up of Ivan's $600,000 worth of credit.

b

SEQ 1_4 \* Arabic \c0
if Ivan dies two years later?

A:  b/c transferred w/i three years of death, it is includible in Ivan's gross estate.

6

SEQ 1_3 \* alphabetic \r 0a
[Problem 1, pg. 945]  Ms Smith purchases 100 shares of IBM stock for $50 per share.  Later, value increases to $150 per share.

a

SEQ 1_4 \* Arabic \c0
If Ms. Smith sells the stock for $150 per share, what are the income tax consequences?

A: $15,000 - $5,000 basis = $10,000 long-term capital gain (if Ms. Smith kept for more than 1 year).

b

SEQ 1_4 \* Arabic \c0
If Ms. Smith gives the stock to her daughter D, and then D sells the stock for $150 per share, what are the tax consequences?

A:  D has $10,000 capital gain and Ms. Smith has a $5,000 taxable gift.

c

SEQ 1_4 \* Arabic \c0
If Ms. Smith dies, leaving a will that bequeaths the stock (FMV = $150/share) to D and then D sells the stock for $150 per share, what are the tax consequences?

A:  A has no capital gain, b/c their stepped-up basis = FMV at death = $15,000.

7

SEQ 1_3 \* alphabetic \r 0a
W owns Acme stock worth $100,000.  W's basis is $10,000.  W's husband is terminally ill.  W gives the stock to H, and H dies 2 months later, leaving all to W.  What is W's basis in the stock?

A:  $10,000.  This is an exception to the new basis at death rule under IRC 1014(e), Supp. pg. 12-19.

8

SEQ 1_3 \* alphabetic \ca
Same facts, except that after W gives the stock to H, H executes a codicil to his will under which he bequeaths the acme stock to the couple's daughter D.  Again, H dies two months later.  What is D's basis?

A:  $100,000 b/c the exception no longer applies.

9

SEQ 1_3 \* alphabetic \ca
H & W, residents of Dallas, were married in 1970.  In 1975, they buy a house for $100,000.  Title is in H's name.  H dies, survived by W and 2 kids.  FMV of house at death is $300,000.  How much is includible in H's estate?  

A:  Although the house was in H's name, since it was acquired during marriage, it is presumptively community property (hereinafter CP). So, one half of FMV or $150,000 is includible in H's gross estate.

If H leaves house to W, what is her basis?

A:  Her basis is $300,000. See IRC 1014(b)(6) (allowing a stepped-up basis for both halves of CP at death of one of the spouses).

10

SEQ 1_3 \* alphabetic \ca
Same facts, except Illinois.  House was purchased with H's salary.  Also H & W are "joint tenants with rights of survivorship." 

a

SEQ 1_4 \* Arabic \c0
Did H make a gift to W when he bought the house and put it in both their names?

A:  Yes.  W doesn't pay gift tax, because of the unlimited marital deduction.

b

SEQ 1_4 \* Arabic \c0
What is includible in H's gross estate?

A:  Section 2040(b), pg. 12-4 dictates that 1/2 of JTWROS is includible in H's gross estate, so $150,000.

c

SEQ 1_4 \* Arabic \c0
W's basis?

A:  $200,000.  At purchase, H's basis in one half = $50,000.  At death, his steps up to $150,000.  W's basis in her half is still $50,000.  So, $150,000 + $50,000 = $200,000.  So, W would realize $100,000 in capital gain.  Of course, she could take her one time capital gain exclusion of up to $125,000.

NOTE:  Had H not made the gift to Wanda in the form of a JTWROS, W would get full stepped up basis at death.  Of course, H would have used more of his unlimited marital deduction.


LIFE INSURANCE

VIII

SEQ 1_1 \* ALPHABETIC \r 0A
FEDERAL ESTATE TAXATION OF LIFE INSURANCE

A

SEQ 1_2 \* Arabic \r 00
TYPES OF INSURANCE, Supp. pg. 12-22

1

SEQ 1_3 \* alphabetic \r 0a
Term insurance - pure insurance coverage for a fixed cost (a premium payable monthly, quarterly or annually).  The premium computed on actuarial basis.

a

SEQ 1_4 \* Arabic \c0
guaranteed renewable - b/c purchase of a one-year term policy is risky, policies invariably are guaranteed renewable; ie, insured has right to continue the same term coverage w/o evidence of insurability usually to age 65 or 70.

b

SEQ 1_4 \* Arabic \c0
guaranteed convertible - option that allows termination and conversion to a straight life (cash value) policy at any time without proof of insurability.

c

SEQ 1_4 \* Arabic \c0
five year renewable - the premium is guaranteed for five years.  In effect, the insurance company is averaging the premiums for the five years so that the premium paid in early years overpays.

d

SEQ 1_4 \* Arabic \c0
annually renewable - usually only available on large policies (e.g. a minimum of $100,000).

e

SEQ 1_4 \* Arabic \c0
decreasing term policy - the annual premium stays the same, but the face amount of the policy decreases.  This is often sold as mortgage cancellation insurance, e.g., the insurance coverage decreases each year as the home mortgage goes down.

2

SEQ 1_3 \* alphabetic \r 0a
Group term insurance - premiums are paid by insured's employer as a fringe benefit.  One benefit is that no medical examination is necessary.  Usually contain a guaranteed convertible feature, allowing an employee who leaves the company to purchase comparable insurance coverage.

3

SEQ 1_3 \* alphabetic \ca
Endowment policy - level premium payment portion of which pays for pure insurance protection and balance builds cash surrender value.  The policy endows when CSV equals the face value.  This is rarely purchased b/c premiums are high.

4

SEQ 1_3 \* alphabetic \ca
Ordinary life (whole life or straight life) - level premium payment pays partly for pure insurance, with the balance building up CSV.  Combines decreasing term insurance with an investment feature.  This is a sort of endowment policy with the date of endowment later than a person's life expectancy.  As the CSV builds up, the amount of pure insurance provided by the policy goes down.

5

SEQ 1_3 \* alphabetic \ca
Limited pay life policies - provide for payment of all premiums in a given number of years and then policy is paid up.

6

SEQ 1_3 \* alphabetic \ca
Joint life or second to die policy - this policy matures on the death of the second to die of the two persons.  Premiums are lower and an otherwise uninsurable person can get coverage so long as the other is insurable.

B

SEQ 1_2 \* Arabic \r 00
TAXATION OF LIFE INSURANCE

1

SEQ 1_3 \* alphabetic \ca
FIT INCOME TAXATION, IRC 101(a) - proceeds of life insurance payable by reason of death not included in gross income, except -

a

SEQ 1_4 \* Arabic \c0
transfer for value rule, 101(a)(2) - if life insurance contract is transferred for a consideration, proceeds over and above purchaser's basis is ordinary income.

b

SEQ 1_4 \* Arabic \c0
Example - F is insured and owner of $100,000 life insurance policy that names daughter D as primary beneficiary.  CSV = $9,500.  D buys policy from F for $9,500.  After transfer, D pays $6,500 in premiums to keep policy in force.  F dies and D is paid $100,000. The proceeds not included in F's GE b/c he owned no incidents of ownership.  D has basis of $16,000 ($9,500 + $6,500) and under transfer for value rule, realizes $84,000 in gain taxed to D as ordinary income.

c

SEQ 1_4 \* Arabic \c0
Example 2 - Same facts except F gives all incidents of ownership of policy to D.  Now, there are no gift tax consequences b/c falls within the $10,000 annual exclusion.  F dies more than 3 years later and the $100,000 paid to D is not included in F's GE and there are no income tax consequences to D.

d

SEQ 1_4 \* Arabic \c0
Example 3 - D applies for policy on F's life.  F is insured but D is owner and pays all premiums.  F dies several years later and $100,000 paid to D.  The policy proceeds are not included in F's GE for FET purposes and there are no income tax consequences to D.

e

SEQ 1_4 \* Arabic \c0
Return to example 1 where F is insured with D as beneficiary.  F cashes the policy in for $9,500 during his lifetime.  He only pays income tax on the amount that $9,500 exceeds his basis in policy.

2

SEQ 1_3 \* alphabetic \r 0a
FET FEDERAL ESTATE TAXATION, IRC 2042 - gross estate shall include the value of insurance proceeds on the life of the decedent if -

a

SEQ 1_4 \* Arabic \c0
Incidents of ownership - the decedent possessed at death any of the incidents of ownership, i.e.

(1)
could change beneficiary,

(2)
surrender the policy,

(3)
cancel the policy,

(4)
assign the policy, or

(5)
borrow against CSV of policy

b

SEQ 1_4 \* Arabic \r 00
Payable to Executor or Estate - policy proceeds were payable to the insured's executor or estate

C

SEQ 1_2 \* Arabic \r 00
Problems, Supp. pg. 12-26 

H, a resident of Arkansas (a common law state), is insured under $200,000 life insurance policy that names W as primary beneficiary and D as contingent beneficiary.  H is the owner and all premiums have been paid from H's salary.  H dies and $200,000 is paid to W in lump sum.  

a

SEQ 1_4 \* Arabic \c0
Is the policy includible in H's gross estate?

A:  Yes, b/c H possessed incidents of ownership. Of course, no estate tax b/c of unlimited marital deduction.

b

SEQ 1_4 \* Arabic \c0
Does W have to pay FIT on the $200,000?

A:  No, life insurance proceeds excludable for FIT purposes.

1

SEQ 1_3 \* alphabetic \r 0a (Problem 1, pg. 968) 

Same facts, except that the policy named W is owner of all incidents of ownership and W has paid all premiums out of her funds.  H dies and policy pays W.  H also leaves a will devising entire estate to W & D in equal shares, with W as executor.  Are the policy proceeds includible in H's gross estate?

A:  No, b/c H had no incidents of ownership.  The fact that the proceeds were paid to his wife as executor doesn't change the answer, b/c she  was taking the proceeds not as the executor of H's estate on behalf of the estate but rather in her personal capacity.  If the policy named as beneficiary "to my estate" or "to the executor of my estate," then different result.

2

SEQ 1_3 \* alphabetic \ca
Same facts except that W predeceases H leaving a will that devises "all my property" to H.  On W's death, CSV = $28,000. H dies a year later and the policy proceeds are paid to D. What are the estate tax consequences?

A:  W is seen as making a $28,000 gift (no $10,000 annual exclusion b/c not gift during life).  The $28,000 is subject to the UMD.  The whole $200,00 is includible in H's gross estate b/c he possessed incidents of ownership.

3

SEQ 1_3 \* alphabetic \ca
Same facts as problem 2, except that W's will contains the following clause: "if my husband survives me, I give all of my interest in any life ins. on the life of my husband to my daughter D."  "If my husband survives me, I give all of the rest . . . to my husband."

A:  The $28,000 is still includible in W's gross estate.  Nothing is includible in H's gross estate since he held no incidents of ownership.  D gets the full $200,000, not reduced by estate taxes.  

NOTE:  H could have effectuated the same result as this will planned estate by refusing to accept any gift of the life ins.
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