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... James M. Kane: Opt -In or Out Estate Planning for Under $10 Million Mar  ried
Subject: Couples

“For the bulk of married couples who likely will hbave combined assets
exceeding $10 million, this commentary focusehetQTIP estate planning
options as one package that provide flexibilitytfoe surviving spouse to opt-
in or out at the time ahe first spouse’s death for (i) beneficiary defextrust
status for a QTIPable credit-shelter trust (defeetas to the surviving spouse)
and (ii) putting into place a second stepped-updas the QTIPable credit
shelter trust assets at the surviving spouse’seqyeent death.

Many of these under-$10 million married coupled bainefit from no federal
estate tax, but without adequate planning face idenably greater income te
exposure. This increased income tax stems frothgigompressed trust
ordinary income tax rates, the additional 5% capgains rate, and the 3.8%
Medicare investment tax at these compressed tneessholds and (ii) a failure
to leverage the stepped-up basis as fully as plesatleach spouse’s death.”

We close the week with commentaryJames M. Kanethat focuses on
estate planning options for married couples witombined estate under $10
million.

James M. Kaneis a tax lawyer with the Atlanta office Ghamberlain,
Hrdlicka, White, Williams & Aughtry . He is licensed in Georgia, North
Carolina and New York with 20+ years of experierd@mes’s practice
includes (i) trusts & estates controversies amgéiton (including IRS matters
and disputes), (ii) trusts & estates tax and gasgéction planning, and (iii)
trust and estate (probate) administration. In &mldio his law degree from
Emory University Law School, James has an undetgtadfiinance degree a
a graduate Masters of Taxation degree. Beforeditignaw school, James
was an IRS Revenue Agent (in the Atlanta Large Esenination Division).
James maintains a legal blog. Google: James Kagal IBlog



EXECUTIVE SUMMARY

For the bulk of married couples who likely will nedve combined assets
exceeding $10 million, this commentary focuseshwad QTIP estate plannil
options as one package that provide flexibilitytfoe surviving spouse to opt-
in or out at the time ohk first spouse’s death for (i) beneficiary defeetirusi
status for a QTIPable credit-shelter trust (defecss to the surviving spouse)
and (ii) putting into place a second stepped-usldas the QTIPable credit
shelter trust assets at the surviving spouse’sesulest death.

Many of these under-$10 million married coupled @nefit from no federal
estate tax, but without adequate planning faceiderably greater income tax
exposure. This increased income tax stems frothgirompressed trust
ordinary income tax rates, the additional 5% cépiééns rate, and the 3.8%
Medicare investment tax at these compressed treestholds and (ii) a failure
to leverage the stepped-up basis as fully as dessileach spouse’s death.

COMMENT:

The following key points address this under-$1Qiamimarried couple
planning:

(1) This QTIP planning includes beneficiary defeetirust
provisions for the first-to-die spouse’s QTIPahiledit-shelter trust,
with the surviving spouse being able to opt-in ot af this defective
trust status at the first spouse’s death deperahiripe circumstance
at that time.This beneficiary defective trust status as to theiging
spouse is in line with the tax and statutory distusin IRS Letter
Rulings 201216034 (January 11, 2012) and 931102t€mber 18,
1992).

(2) This planning uses a single QTIP trust estkte,@nd retains the
ability to divide the trust into credit-shelter amgrital deduction
portions of the estate, if the first-to-die spoasds up with property
exceeding her estate exemption. This allows thdites@elter trust to
be QTIPable. This also enables the surviving spouislecide at the
first spouse’s death whether to opt-in or out atglaility as to the
credit-shelter trust, depending on the circumstatehe first
spouse’s death. This factor brings into play tbesmility of second
stepped-up basis for the QTIP credit-shelter tgsets at the



surviving spouse’s death.

(3) The surviving spouse’s decision to opt-in ot oiuthe defective
trust status and the second stepped-up basisignddswith three
options at the time of the first spouse’s deattipbgws:

(a) Option One: Defective Trust Status and a Second Siped-Up Basis for
the Surviving Spouse

This first option gives the surviving spouse a Hy-diithdrawal right for the
QTIPable credit-shelter trust that commences o6 ifielay following the firs
spouse’s death. This Btlay element (as an example) is to give some time f
the surviving spouse to review his options. sbogbrovides a definite interim
period so that the QTIP trust arguably is not dekdefective as to the first
spouse (for example, if this were iater-vivosQTIP trust created and funded
during life by the first-to-die spouse).

The 15-day withdrawal period lapses at the enti@fl-day period, but
includes a continuing withdrawal right for the suimg spouse subject to a
$5,000 or 5-percent annually recurring lapse.

In addition, andexpresslyconditional on and to the extent the sumwg spouse
makes no withdrawal during the tfy period, the surviving spouse beginr
at the end of the 15-day period gets a continuowgp of substitution (under
Section 675(4) of the Internal Revenue Code).

This Option One also purposely relies on inclusbthe QTIP trust assets in
the surviving spouse’s estate under Section 20ddtefore, the first-to-die
spouse’s estate must correspondingly claim a nhaet@uction for the
QTIPable credit-shelter trust. This marital dedaurctlso, as a side benefit,
simplifies the estate tax return preparation rexqaents and enables the
surviving spouse to use portability of the firsbgpe’s estate exemption at the
surviving spouse’s later death for inclusion of vadue of the QTIP trust
assets in the surviving spouse’s estate (under Gedeon 2044).

(b) Option Two: For a Reasonable (future) Possibility he Married
Couple’s Estates May Exceed their Combined EstateXemptions

This Option Two includes the same 15-day withdrangddt with the
continuing right of withdrawal subject also to @renual $5,000 or 5-percent
lapse. However, the difference in Option Two coredao Option One is that



that the first-to-die spouse’s estate will notla marital deduction for the
QTIPable credit-shelter trust.

The primary goal of this Option Two is to make (@&lIPable credit-shelter
trust defective as to the surviving spousecontrast to Option One, the ext:
of a second stepped-up basis for the trust undesétond option depends on
what portion, if any, of the continuing withdrawaght has not lapsed at the
surviving spouse’s death.

Option Two is a good option, for example, in aaiton where the first spouse
dies younger than expected, with the result theigag spouse thereafter m
likely live long enough for the bulk of his conting withdrawal right to lapse
under the $5,000 or 5-percent annual calculations.

If there is inclusion of the non-lapsed withdrawght value in the surviving
spouse’s estate, the surviving spouse’s estatgetiilhe benefit of a second
stepped-up cost basis. The surviving spouse alsose his own estate
exemption and any available portion of the firsiisg®e’s unused estate
exemption in computing whether the surviving sp&isstate is subject to
estate tax.

Option Two, therefore, is a somewhat, reasonabig{mso as to ensure
defective trust status, but with a hedging appraecto inclusion of the QTIP
trust in the surviving spouse’s estate.

(c) Option Three: Terminates Entirely the Effect of the Surviving
Spouse’s Withdrawal and Substitution Powers

All bets are off under this Option Three. If cinastances later develop at the
time of the first spouse’s death so that neithéectare trust status nor a
second stepped-up basis is warranted, the survdpngse can renounce and
terminate the entire effect of these withdrawal amdstitution powers.

Accordingly, under this Option Three the first speis estate will not claim a
QTIP marital deduction for the QTIPable credit-s&etrust and no portion of
the trust assets later will be includible in thevsting spouse’s estate. The
QTIP trust, furthermore, will not be a beneficiagfective trust as to the
surviving spouse and no portion of the QTIPablsttassets will get a second
stepped-up basis at the surviving spouse’s defath.[i




IRS Letter Rulings 201216034 and 9311021

In Letter Ruling 201216034 the IRS concluded treteficiarywithdrawal
powers coupled with the beneficiary’s power to $il® trust assets trigger
beneficiary defective trust status as to the toesteficiary for purposes of the
trust being an eligible S corporation shareholddre trust in this letter ruling
gave the beneficiary (who was also the trusteeitladvawal right that
continued after the initial withdrawal period sutijeo an annual $5,000 or 5-
percent lapse. The trust also gave the trust baasgfia substitution power, in
a non-fiduciary capacity, to acquire the trust esbg substituting other assets
of an equivalent value. Typical of most defectinest letter rulings, the IRS
stated that, as a factual matter, to the extenbémeficiary’s power to
substitute is exercisable in a non-fiduciary cagyatie beneficiary under Code
Section 678(a)(2) will be treated as the ownehefortion of the trust assets
over which his withdrawal power had lapsed.

The facts in Letter Ruling 9311021 are similarite above 2012 letter ruling
and involved separate irrevocable trusts fundetheysettlor for each of his
three sons. Coupled with both an initial withdrawvight, with the $5,000 or 5-
percent lapsing provisions, and with each son’sgrdw substitute (as to his
respective trust), the IRS concluded the withdrgveaters along with the
substitution power resulted in beneficiary defestinust status as to the trust
beneficiary for purposes of the trust being anileligS corporation
shareholder.

Commentator Criticism of IRS Letter Rulings 20121634 and 9311021

There has been some limited criticism from comntensahat the above
Letter Rulings 201216034 and 9311021 are wrongondyibased on an
argument that the trust beneficiary’s non-fiduciampstitution power can
result in the trust being defective only as toghentor of the trust under Code
Section 678(b). Therefore, the trust cannot bedliwteas to the trust
beneficiary using a substitution power. Sectio8(bY provides that a trust is
not treated as owned by another power holder uBdetion 678(a) if the
original grantor “is otherwise treated as the owmnider the other provisions
of Section 67 %t seqother than Section 678.

Furthermore, some commentators have referred tofRee. 2007-45 to
support the above criticism. This revenue procedueludes IRS sample trust
provisions that meet the requirements ofrdar-vivosCLAT, both grantor



trust and non-grantor trust versions. This revgmmoeeedure includes the
675(4) power to substitute as a triggering provisizaking the CLAT
defective as to the grantor.

So as to distinguish the above criticisms of LeRalings 201216034 and
9311021 from the above QTIPable credit-sheltermplanas to a surviving
spouse, two important points begin this discussion:

One. The QTIPable credit-shelter trust comes intotexise only at the time
of the first-to-die spouse’s death. There is @eptgrantor” who arguably
falls under the above limiting language of Sec6@8(b).

But, even if there were a prior grantor (such dsefQTIP trust had been an
inter-vivosQTIP trust that was to the first-to-die spouseg, €0-day gap in
time following the first spouse’s death up to tlkenenencement of the
surviving spouse’s withdrawal right is arguablyfsué¢nt so as not to deem t
first-to-die spouse as a continuing grantor.

If the original grantor were, or is, the grantor @i@fective trust purposes the
above criticisms may be correct. This originalgoa limitation is consistent
among IRS letter rulings generalyee, for exampléRS Letter Ruling
9321050 in which the IRS reversed its prior conolugn Letter Ruling
9026036. The earlier 1990 ruling had favorably ¢aed (incorrectly
thereafter according to the IRS) the particulasttmas defective as to
someone other than the grantor.

Two. The surviving spouse’s power-of-substitution cenmgo effect only on
the condition and to the extent of any QTIP trusperty the surviving spouse
does not withdraw during the initial 15-day withded period. This
conditional aspect of the substitution power isétp bolster an argument
under the “release or modification” language oft®ac678(a) so that the
surviving spouse’s decision not to withdraw opesate his modification of
such right by triggering into effect the survivisgouse’s substitution power.

In broader terms, criticism of Letter Ruling 201288 suggests a substitution
power can never apply to a third-party other thengrantor. This critical
notion appears to be based on an argument thatt@weimg power as to a tru
beneficiary (a substitution power in this instanca) relate back only to the
grantor by virtue of Section 678(a)(2).



From a statutory construction perspective, thedageg of Section 678(a)(2)
reads “as [such powenlould, within the principles of sections 671 to 677,
inclusive, subject a grantor of a trust to treatt@nthe owner thereof”.
[Emphasis added.] This statutory language is ausighive use of the word
“would”. That is, if such powewereapplicable to the grantor. This arguably
implies there are circumstances where a 671-57 &p®mnot applicable to the
grantor.

The above criticism in reliance on Section 678(a3{80 substantively rewrit
Section 678(a)(2) as though it were otherwise amittas [such powedoes
(emphasis added), within the principles of sect®nt to 677, inclusive,
subject a grantor of a trust to treatment as theeowhereof.” [Emphasis
added.] This affirmative use of “does” rather tfaould” could otherwise
support an argument of exclusivity as to the gnantBut, that is not the
Statute.

Finally, as to Rev. Proc. 2007-45, two points dgtiish this revenue
procedure from Letter Rulings 201216034 and 93116#&t, under no
circumstances can the grantor, trustee, or anyeistied person have the power
to exchange property with a charitable trubhis is expressly prohibited unc
the Section 4941(d) self-dealing rules. The IRav. Proc. 2007-45 appears
to have applied the above substitution power ibexdl manner so as to apply
in this CLAT situation, rather than as a statenwéritmitation for the effect of

a substitution power as to someone other thanrdr@@y. Second, there are
no other powers or provisions in the sample CLAM® that in any manner
give a trust beneficiary the grantor trust statugpurposes of applying Code
Section 678(a).

Third-Party Creditors and Withdrawal Rights

An important non-tax checklist item related to #i®ve planning options is
how the applicable state law for creditor claimgimiapply to the surviving
spouse’s withdrawal right. This withdrawal righaphing may not be suitable
In states that treat lapsed withdrawal rights adicoing self-settled trust
contributions. In some instances for additionakeaprotection the surviving
spouse’s continuing withdrawal right after the Ey+gheriod can require the
consent of an independent trust8ee, for exampldreas. Reg. Section
20.2041-3(c)(2).



Final Thoughts

Keep in mind Option Three above provides a bailtouts entirety in the
event circumstances were to change (including gredarification as to the
criticism of Letter Ruling 201216034). There apzetarbe no interminable
downside to this three-option planning.





