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PORTFCLI O DESCRI PTI ON SHEET

Tax Managenent Portfolio, Estate Tax Marital Deduction, No. 843, presents
a detailed study of the marital deduction under the federal wealth transfer tax
laws. It analyzes practical and tax advantages of using the marital deduction
(as well as its potential pitfalls), including issues raised in planning,
qgqualification, funding, and adm nistering a marital bequest.
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Section 2056 grants an unlimted federal estate tax marital deduction for
qual i fyi ng dispositions of property to or for the benefit of a decedent's
surviving spouse. The estate tax marital deduction, together with the Section
2523 unlimted federal gift tax marital deduction for qualifying lifetine
transfers, provides the nost powerful estate planning tool avail able for
married individuals. Through opti numuse of the marital deduction, all federal
weal th transfer taxes can be deferred until the surviving spouse's death,
regardl ess of the size of the estate of the first spouse to die.

The Portfolio explores the foll owi ng questions that the estate planner
must answer in fornulating and funding a marital bequest: How nuch marital
deduction is appropriate? Which of the many forns of qualifying dispositionis
preferabl e? How should a clause be drafted to qualify the preferred disposition
for the marital deduction? Which of the eight available alternatives for
funding the marital bequest should be used to segregate the marital bequest
fromthe rest of the decedent's property and transfer it to the dispositive
vehi cl e chosen? How shoul d the generation-skipping transfer tax reverse QTP
el ection exenption allocation be factored into effective marital deduction
pl anni ng? And the special requirements for bequests to spouses who are not U. S
citizens also are exam ned.

This Portfolio nay be cited as Pennell, 843 T.M, Estate Tax Marital
Deduct i on.
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One negative attribute of the estate trust is illustrated by Rev. Rul. 75-
128, [FN242] in which the governnent ruled that an estate trust nmay not grant a
general testanmentary power of appointnent to the surviving spouse. According to
t he governnent, perm ssibl e appoi ntees under the power of appointnent are
persons other than the surviving spouse to whomthe property passes fromthe
settlor after the spouse's enjoynent term nates, nmaking the trust a
nondeducti bl e term nable interest. Because the surviving spouse is not entitled
to all income annually, the trust also is not a qualified exception to the
nondeducti ble termnable interest rule under Section 2056(b)(5) or Section
2056(b) (7).

Comment: The ruling is unfounded because a general power of appointnent is
t he equi val ent of paying the remainder to the surviving spouse's estate [ FN243]
and then disposing of it under the surviving spouse's testanentary directive.
Nevert hel ess, prudence dictates that the flexibility sought by the planning in
Rev. Rul. 75-128not be granted in an estate trust unless this issue is
litigated favorably to taxpayers. That being the case, the estate trust also
suffers frominflexibility, which is a nmalady of no small proportions in
today' s estate planning environnent.

F. Qualified Term nable Interest Property

Before 1982, the follow ng disposition would not have qualified for the
estate tax marital deduction:

The trustee shall pay the trust incone to S in convenient installnents, at
| east annually, for life. On the death of S the trustee shall distribute the
trust estate, including any accrued but undistributed incone, to such of ny
descendants as S may appoint by will. To the extent this power is not validly
exercised, on the death of S the trustee shall distribute the balance of the
trust estate per stirpes to ny then |living descendants.

This disposition creates a term nable interest because the spouse is
granted only a naked |ife estate that term nates at death, and because an
interest in the property (the renmainder interest) passes to soneone other than
Sor Ss estate after S's death. Although S is granted a power of appoi ntnent,
it is a nongeneral power that cannot be exercised in favor of S or S's estate;
therefore, this trust does not qualify as an exception to the nondeductible
term nable interest rule under Section 2056(b)(5).

Bef ore enactnment of the unlimted marital deduction rule in 1981, the
exi sting dispositive vehicles to secure the marital deduction (i.e., outright
gifts, Section 2056(b)(5) power of appointnent arrangenents, Section
2056(b) (6) insurance settlenents, and estate trusts) required that the
surviving spouse be given control that could alter devolution of the property
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after the spouse's death. Considering in particular the situation of a
subsequent marriage and children of the decedent by a former spouse (who the
surviving spouse mght not favor), [FN244] Congress enacted the Section

2056(b) (7) exception to the nondeductible term nable interest rule, to permt
marital deduction qualification without granting the surviving spouse
testanmentary control over the deductible property. This exception causes the
illustrated trust to qualify for the marital deduction unless the decedent's
personal representative elects to opt out of automatic qualified term nable
interest in property (QINP) treatnment. Otherw se, property settled in an

ot herwi se qualifying trust and schedul ed on the decedent's estate tax return as
marital deduction property will generate a marital deduction in the decedent's
estate under Section 2056(b)(7) and, by virtue of 8§ § 2044 and 2519, will be
wealth transfer taxed to the surviving spouse upon rel ease or assignnment of the
inconme interest during life or its termnation at death, all notw thstanding
that the spouse has been given only a naked |ife estate. [FN245]

Some controversy has surfaced surroundi ng Section 2044. The governnent's
position is that Section 2056(b)(7)qualification for the marital deduction
requires Section 2044 inclusion of the QIIP trust corpus in the estate of the
survi ving spouse, even if the governnment was wong to pernit the marital
deduction. But taxpayers, seeking to whi psaw the governnent, argue that QTIP
qgqualification and Section 2044 inclusion should be considered i ndependently so
that, if the QIIP requirenents are not net, estate tax inclusion to the
surviving spouse is avoi dable. Thus, the estate of the surviving spouse nade
numerous argunents in Cavenaugh Est. v. Conr. [FN246] that the governnent
shoul d not have granted the marital deduction in the estate of the first spouse
to die and that the QTIP trust corpus therefore was not includible in the
surviving spouse's gross estate at death. The court neverthel ess held that
property for which a QIl P deduction was allowed is includible in the surviving
spouse's estate, notw thstanding the dual requirenent in Section 2044 that a
deduction was allowed with respect to the property and that the surviving
spouse "had a qualifying inconme interest for life" in the trust. That el enent
was spotlighted in Shelfer Est. v. Conr., [FN247] in which the Tax Court, over
three di ssenting opinions, held that failure to pay stub incone to the estate
of the surviving spouse or nake it subject to a general power of appointnment in
t he spouse neans that the marital trust fails to neet the qualified term nable
interest property requirenents. In this case the issue arose at the death of
t he surviving spouse, the government already having granted the marital
deduction to the estate of the first spouse to die, and the result of the
court's holding was that Section 2044inclusion was precluded. In essence, the
gover nment was whi psawed because the property escaped tax in both spouses
estates. First raised in Howard Est. v. Conr., [FN248] which is discussed in
VI, F, 1, b, below, this stub incone issue is addressed in the regul ations
[ FN249] and the | ast word has not been heard; legislation likely wll be
enacted to elimnate this issue prospectively. [FN250]

Al t hough Cavenaugh nmakes the flat statenent that all owance of the marital
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deduction under Section 2056(b)(7) or Section 2523(f) is all that is required
to cause subsequent Section 2044 or Section 2519 inclusion to the donee
spouse, it may be possible to preclude inclusion by proving that the spouse did
not receive a qualifying inconme interest for life, notw thstanding that the
governnent inproperly allowed the deduction. That woul d produce the wong
result (a deduction w thout the payback inclusion to the spouse) and certainly
woul d produce litigation if the government was aware that the deduction was
granted but inclusion was contested, but it nay be supportable based on a
technical reading of 8§ 8§ 2044 and 25109.

In essence this is what the taxpayers hoped to acconplish in TAVs
9548002and 9537004and what the court precluded in Talman v. U S., 97-1 USTC
Para. 60,270 (Fed. d . 1997), in which the Shelfer effort to whi psaw the
governnment was rejected notw thstanding that the case predated Regs. Section
20.2044-1(d)(2). The governnent's response to the Shelfer issue in TAM 9537004
was to state that the decedent's estate "affirnmatively nade the QIlP el ection
[which]... effectively adopt[ed] the Service's published position that the
failure to pay the stub inconme to the spouse's estate did not preclude QTP
treatnment." (Enphasis in original). As such, the governnment appears to be
articulating an equitable estoppel or duty of consistency argunment to preclude
t he whi psaw and, although the notion of a tacit confirmation of the
governnment's position was novel, it is appropriate that the governnment not be
whi psawed in granting a marital deduction w thout corresponding inclusion in
the estate of the surviving spouse.

This was essentially the reasoning adopted in Letts v. Conr., 109 T.C. 290
(1997), in which the trust was not defective as QI P property but the QTP
election for the marital deduction (which was required at the tine) never was
made. The marital deduction was clainmed on the estate tax return of the first
spouse to die and all owed by the governnent, which did not audit that return.
Schedul e M of that decedent's estate tax return referred to the trust as a
"qualified marital trust"” but placed an "X'" in the "No" box on page two in
answer to the question whether the QTIP el ection was being nmade. Wen the
surviving spouse died, before the marital trust was even funded, the position
was taken (and fully disclosed) on the survivor's estate tax return that the
trust was not includible because it did not qualify as a QTIP trust due to the
absence of the election. In that context, and having raised the i ssue only by
an amendnent to its answer and therefore assunm ng the burden of proof, the
governnment asserted and the court agreed that the trust property was includible
in the estate of the surviving spouse.

Stating that "[t]he duty of consistency prevents a taxpayer who has
benefited froma past representation from adopting a position inconsistent with
that taken in a year barred by the statute of limtation," the Tax Court cited
authority for the proposition that spouses "can have interests so closely
al igned that one may be estopped under the duty of consistency by a prior
representation of the other" and thatthe duty of consistency can be applied "to
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bi nd one person to a representati on nade by anot her where the two are deened to
be in privity." Further logic for its conclusion was that the estates of these
spouses "were a single economc unit" and had a "sufficient identity of
interests” that the duty should apply. And the court buttressed its hol ding by
noting that, in addition to the surviving spouse being a beneficiary of the
estate of the first to die and therefore of the tax saving attributable to the
marital deduction that was clainmed in that decedent's estate, the surviving
spouse and a child were executors of the estate of the first spouse to die and
that child al so was an executor of the surviving spouse's estate. According to
the court, "[t]he duty of consistency can bind a beneficiary of an estate to a
representati on made on an estate tax return if the beneficiary was a fiduciary
of the estate.” Mst interestingly, the court concluded that the estate of the
first spouse to die, by not making the QTIP election but claimng the marital
deduction, effectively nade a representation that the marital trust itself was
not a termnable interest -- otherwise it could not have qualified for the
deduction -- and, having nade that representation, the surviving spouse mnust
live with an inclusion result that is consistent with it. Letts clearly is the
"right" result even if it is a technically chall enged deci sion

1. Requirenents

The Section 2056(b)(7) exception to the nondeductible term nable interest
rules applies if four requisites are net:

(1) the property nust "pass" fromthe decedent;

(2) the surviving spouse nust be entitled to a Section 2056(b)(5) incone
interest for life;

(3) no other beneficiary may have any rights in the trust during the
surviving spouse's overlife; and

(4) an irrevocable QTlIP el ection nust be nade.

a. Passing

The passing requirenent is the same as for all other marital deduction
pur poses. See V, B, 3, above, for a detailed discussion of this requisite.

b. Qualifying Inconme Interest for Life

The QTI P exception requires that the surviving spouse be granted an incone
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interest that would qualify under the Section 2056(b)(5) requirenents. By
regul ation, all of the well -established Section 2056(b)(5) rules with respect
to guaranteeing the incone interest are adopted by reference (e.qg.,
unproductive property should not be held for nore than a reasonable tine

w t hout the surviving spouse's consent, incone should be paid at | east

annual |y, and an income interest that term nates on remarri age does not
qualify): "The principles of Section 20.2056(b)-5(f)... apply in determning
whet her the surviving spouse is entitled for life to all of the incone fromthe
property regardl ess of whether the interest passing to the spouse is in trust."
[ FN251] Thus, for exanple, the trust involved in TAM 8508002provi ded for
paynent of income to the surviving spouse for |ife but provided for paynent of
an annuity to the decedent's sister if the sister was w dowed, and gave the
trustee discretion to pay taxes and adm ni stration expenses out of trust
corpus. And TAM 9409005i nvol ved a trust paying an annuity to the surviving
spouse and provided that incone in excess of that annuity anmount could be paid
to third parties during the surviving spouse's overlife. Both TAMs properly
concluded that the marital deduction was not avail abl e because the surviving
spouse was not the exclusive beneficiary of the trust nor was the surviving
spouse entitled to receive all the trust incone for life.

Al though the trend is to the contrary, several astonishing decisions
illustrate that qualification for the all-incone-annually requirenent in a QTP
trust may be found based nerely on statenments of the decedent's intent. Thus,
for exanple, in Ellingson Est. v. Conr., [FN252] incone payableto S froma QTIP
trust could be accunul ated to the extent it exceeded what the trustee deened
necessary for S's "needs, best interests, and welfare.” Although S was a
cotrustee of the trust, S s control in that capacity over trust income was
termnable with S s incapacity or resignation. The court neverthel ess all owed
the marital deduction over the governnment's argunent that the trust violated
the Section 2056(b)(7)(B)(ii)(l)all incone requirenment, because "[t]he
Commi ssioner's readi ng of the Trust Agreenent causes the agreenent to self-
destruct in defiance of the settlor's obvious intent." Loss of the marital
deduction woul d generate taxes that woul d necessitate |iquidation of the
principal trust asset (a famly farm, which would not be in the "best
interests" of S, as that standard was used in the accumul ati on provision
itself. Thus, the accumul ation provision was deened not to apply in a manner
that would disqualify the trust for the marital deduction. [FN253]

Comment: The court stated that "it would nake bad |law to read a trust
agreenent as... qualif[ying] for a QIlP deduction solely because the settlor
expressly declared” that to be the desired result, and it even stated that it
was not doing so in Ellingson, which seenms questionable. Neverthel ess, the
result gives hope that a seem ngly defective trust incone interest can be nade
to qualify if tax deferral is desirable and, as the discussion next bel ow
i ndi cates, nmay even be available by way of a closing agreenent with the
governnment by which the deduction is allowed in exchange for an agreed
i ncl usi on when the surviving spouse di sposes of the trust incone interest or it
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t ermi nat es when the spouse dies.

There is one notable difference between the Section 2056(b)(5) and QTIP
i ncome requirenents and it has spawned sonme controversy notw t hstandi ng
governnental efforts to be QI P accommodating. Unlike a Section 2056(b)(5)
qualifying trust, in which the surviving spouse nust be given a general power
to appoint any accrued but undistributed incone at death ("stub” income earned
before S's death but not yet distributed under the fiduciary' s periodic
di stribution procedure), the QIl P regul ations provide that stub incone of a
QTP trust at the surviving spouse's death need not be subject to such a power,
nor must it be paid to the surviving spouse's estate. [FN254] Instead, although
the stub inconme will be subject to Section 2044 inclusion in the estate of the
surviving spouse at death, [FN255] along with the rest of the QIlIP trust
property, it may be distributed in the same manner as the QTIP trust corpus.
[ FN256] As a result, the spouse need not be given control of its devolution,
nor nust an estate administration be opened for the spouse to dispose of this
item and trusts that fail to address this issue should not fail to qualify for
the QTP nmarital deduction.

Unfortunately, notwithstanding that it is favorable to nost taxpayers, the
validity of this stub incone regulation is subject to doubt. Wile still inits
proposed form [FN257] the governnent's position was declared invalid in Howard
Est. v. Conr., [FN258] the Tax Court stating that there is no statutory support
for the governnent's treatnent and, absent paynent of the accrued incone to the
estate of the surviving spouse or it being nmade subject to the control of the
surviving spouse through a general testanentary power of appointnent, the
entire marital deduction will be disallowed under Section 2056(b) (7). [FN259]
Based on |l egislative history to the effect that the Section
2056(b) (7)(B)(ii) (1) all-income-annually requirenent was neant to mrror the
same requirenent under Section 2056(b)(5), the Tax Court sinply held that the
proposed regul ati on was i nconsistent with established Section 2056(b)(5) rul es.
Finding no indication in the legislative history of a congressional intent to
deviate fromthe Section 2056(b)(5) income requirenents, the court decl ared
the regulation invalid and the marital deduction inproper. Since the regulation
becane final the court had occasion to state the sane result in the even nore
egregi ous Shel fer case, discussed below. Thus, this issue has not been
resol ved, making the appellate court review of Howard all the nore significant.

In reversing the Tax Court, the Court of Appeals for the Ninth Grcuit
uphel d the governnent's regulatory position as a valid interpretation of the
Code, consistent with the legislative history behind Section 2056(b)(7),
stating: [FN260]

As long as the incone is payable at |east annually and the spouse is

entitled to all regular distributions as |ong as she |lives, the statutory test
is met....
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The statute did not inpose... the requirenent that the spouse hold a power
of appoi ntnent over the stub incone. Al that was required was that the spouse
be entitled to all the incone at the tinme of its annual or nore frequent
di stribution....

The whol e purpose of the QIlP provision was to dispense with the
requi renent of a power of appointnment as a condition of entitlenment to the
marital deduction. Since the power of appointnment is not required, there is no
need to require a power of disposal of the undistributed incone.

Notwi t hstanding the logic of this holding, the Tax Court again held in
Shel fer Est. v. Conr. [FN261] that failure to pay the stub inconme to the
surviving spouse's estate or nmake it subject to a general power of appointnent
in the spouse neant that the marital trust failed to neet the QI P requirenents
and, as a consequence, Section 2044 inclusion would not occur. The irony in
Shel fer is that the government went out of its way to allow the marital
deduction notw thstanding that Howard had not yet been reversed on appeal, the
gover nnent havi ng responded to taxpayer concerns about the effect of Howard by
promul gati ng Notice 89-4, [FN262] which contained an "interimsettl enent
procedure” by which the governnent and taxpayers could settle estates in which
the stub inconme issue arose. It was pursuant to this Notice that the governnent
al l owed the Shelfer marital deduction by adhering to its position that the stub
income is includible in the spouse's gross estate under Section 2044 but need
not be paid to the spouse's estate or be subject to a general testanentary
power of appointnment to qualify the QIIP trust for the marital deduction.
Because the governnent's position in the regulations is binding on it,
t axpayers who want the marital deduction need not worry about disall owance even
if the stub inconme is not payable or subject to a general power of appoi ntnment
in the spouse, and it remains for the court on appeal in Shelfer or for
Congress to restore sanity to this issue by making certain that the governnent
i s not whi psawed.

The Tax Court was reversed in Shelfer, the appellate court hol ding that
the QI P marital deduction was properly allowed in the predeceased spouse's
estate and the property includible in the surviving spouse's estate. 86 F.3d
1045, 96-2 USTC Para. 60,238 (11th Cr. 1996). Note: If the QTP trust is silent
about the stub incone issue, the state Principal and I ncone Act may cover the
i ssue and mandate distribution of the stub incone to the surviving spouse's
estate, neaning this issue may exist only in docunents that alter state | aw by
specifically addressing the issue.

c. No Ceneral Power of Appointnent is Required

Unli ke the Section 2056(b)(5) trust, the decedent need not give the
surviving spouse a general power to appoint QIIP trust corpus. Thus, the QTP
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trust is attractive to many clients who want to "handcuff" the surviving spouse
while at the sane tine qualifying for the marital deduction. This does not

precl ude a decedent fromgranting the surviving spouse a power to appoint the
property at death (but not during life) [FN263] to or anbng a cl ass of
perm ssi bl e appoi ntees specified by the decedent, nor does it preclude giving

t he spouse a powerto withdraw QTIP trust corpus during life, so long as there
is no restriction on withdrawal that the spouse nust nake a gift and that
therefore constitutes a constructive power of appointnment in violation of the
statute. Because of concerns whether a general power of appointnent in the form
of a withdrawal right during life or a testanentary power m ght nmake the trust
a Section 2056(b)(5) marital trust (which automatically qualifies for the
deduction and as to which the Section 2652(a)(3) reverse QIIP election for
gener ation-ski pping transfer tax purposes may not be available), it would be

Wi se to be certain that the power of appointnent would fail to qualify for
Section 2056(b)(5) purposes, such as by inposing a delay before it becones
avai l able or by requiring a third party's consent to exercise.

In addition, TAM 8943005(di scussed in detail at VI, F, 1, d, below) states
that it is perm ssible to give the surviving spouse an inter vivos general
power of appointnent in a QTP trust notw t hstandi ng the Section
2056(b) (7)(B)(ii)(lI1) prohibition. Presumably any general power would be
perm ssi bl e, again including one exercisable only with the consent of a
nonadverse party (e.g., the trustee), which may give the surviving spouse
enough flexibility to, for exanple, nmake annual exclusion transfers fromthe
marital trust, w thout bestowi ng greater control than the decedent prefers or
converting the QTP trust into a Section 2056(b)(5) trust. Note: Although a
general power of appointnent in a QTP trust m ght cause the trust to be
regarded as a Section 2056(b)(5) trust, with a concomtant |oss of the QIlP
advant ages, TAM 8943005di d not even nention this possibility.

In any event, a client who is willing to grant the surviving spouse sone
control nay create as broad or as narrow a nongeneral testanentary power as the
client wants the surviving spouse to possess, W thout any of these fears.

d. No Gther Beneficiaries During Spouse's Overlife

The second primary requisite to qualify as a QTP trust is that, although
the trustee may invade principal for the benefit of the surviving spouse, no
one (according to the legislative history, not even the spouse) [FN264] may
have a power to divest the surviving spouse of any interest in the trust. The
[imts of this restriction are quite uncertain. For exanple, Rev. Rul. 85-35
[ FN265] provides that a standard facility of paynent provision does not
disqualify a Section 2056(b)(5) marital deduction trust, and TAM 8706008dr aws
the same conclusion for QTIP trusts. Thus, if the surviving spouse is unable to
manage normal affairs, the trustee properly may pay incone for the benefit of
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t he surviving spouse (rather than directly to the spouse) and even nay
distribute income to a next friend or guardian for use on the spouse's behalf.
Caution nust be exercised in drafting such a provision, however, as illustrated
by the provision involved in TAM 9318002, whi ch read:

Regardl ess of any other provision of this instrunent... as often as the
Trustee deens it appropriate so to do, in order to carry out the spirit and
purpose of this provision, paynment to any beneficiary herein may be
di scontinued, and in lieu thereof, the Trustee may expend for the account of
such beneficiary and for his or her support, confort, happiness and wel fare,
such anobunts as woul d ot herwi se be paid over directly to such beneficiary.
(Enphasi s added.)

Used in a trust with a beneficiary as trustee, this provision was deened
to give the trustee a general power of appointnent because the terns "confort,
happi ness, and wel fare" are not ascertai nabl e standards. [FN266] This type of
provision is not neant to authorize distributions at all; usually such
"facility of payment" provisions are intended only to permt a trustee to avoid
maki ng distributions directly to a beneficiary and instead to expend anounts
requi red or authorized under other provisions directly for the beneficiary or
to reinburse others for anounts they expended for the beneficiary. For exanple,
the trustee m ght choose to pay the beneficiary's rent, utility, and grocery
bills rather than give the beneficiary amounts needed for those |iving
expenses. Thus, a nore carefully drafted provision m ght specify:

I f inconme or discretionary anmounts of principal becone payable to a m nor
or to a person under legal disability or to a person not adj udi cated di sabl ed
but who, by reason of illness or nental or physical disability, is in the
opi nion of the trustee unable properly to manage his or her affairs, then that
income or principal shall be paid or expended only in such of the follow ng
ways as the trustee deens best: (a) directly to the beneficiary or his or her
attorney in fact; (b) to the legally appointed guardian of the beneficiary; (c)
to a custodian for the beneficiary under a Uniform Transfers or Gfts to Mnors
Act; (d) by the trustee directly for the benefit of the beneficiary; (e) to an
adult relative or friend in reinbursenment for anounts properly advanced for the
benefit of the beneficiary.

Particul arly useful about this provision are the statenments in (d) that
the trustee may pay itens directly for the beneficiary and in (e) that anounts
paid to others are in reinbursenent for anounts already expended for the
beneficiary, along with the absence of any | anguage that mght inply that this
provision itself is a principal distribution authority that is inappropriate
for tax purposes. [FN267]

Closely related is TAM 8526009, which determ ned that a power granted to

the trustee to distribute principal to the surviving spouse "for her
confortabl e support, mai ntenance, health and/or [sic] education and that of the

COPR. © 2001 Tax Management, Inc.



Portfolio 843 Page 164
843 Tax Mgmt. Portfolio (BNA)

settlor's issue under her care and supervision " (enphasis added) woul d not
disqualify an otherwise valid QTIP trust. The governnent noted that

di stributions could be nade only to the spouse (notw thstanding the

determ nati on of needs used to neasure the amount to be distributed) and the
surviving spouse could choose to retain the funds or disburse themin his or
her sole discretion. Unfortunately, TAM 8701004retracted TAM 8526009because,
under state |law, the governnent determ ned that the surviving spouse was deened
to be under a fiduciary obligation with respect to distributions nade for the
needs of the settlor's issue and therefore could be conpelled to use funds
received fromthe trust for the exclusive benefit of those individuals.

Accordi ngly, because those indirect beneficiaries were not persons to whomthe
survi ving spouse necessarily owed an obligation of support, the governnent
determ ned that "[t]he terns of the... Trust authorized the trustee to appoint
trust property to persons other than the spouse” in violation of Section
2056(b) (7)(B)(ii)(I11). [FN268]

Comment: The marital deduction should be allowed if the distribution power
islimted to distributions neasured by the needs of persons the spouse is
obliged to support, or if the trust negates any fiduciary obligation otherw se
i nposed on the surviving spouse to pass any distributions received along to the
descendants whose needs were the neasure of those distributions. [FN269] If
there is no obligation on the spouse to pass along distributed funds, TAM
8526009woul d aut horize an attractive planning opportunity because it expands
the flexibility of QTIP trusts and could, for exanple, permt the surviving
spouse to dissipate trust corpus through annual giving w thout running afoul of
t he prohibition against the surviving spouse or the trustee having a prohibited
power of appointnment or disposition. [FN270]

Clearly inpermssible in a QI P trust is the power addressed in PLR
8527009t 0 distribute income or principal "for the support and mai ntenance of ny
wi fe, except that such portions of the incone and principal nmay be used as may
be necessary to furnish ny children with a college or university education."

[ FN271] Manscill Est. v. Conr. [FN272] involved a simlar power to distribute
corpus to a child, but it was exercisable only with the surviving spouse's
consent. Still the court held that this constituted a prohibited power to

di vert corpus to soneone other than the surviving spouse, not limted to the
anount of the spouse's |legal obligation to support the child, that could not be
purified by requiring the spouse's consent (which, at best, converts it to a
prohi bi ted power of appointnent in the spouse). And in TAM 8843004t he
governnment correctly ruled that a provision authorizing the decedent's child to
purchase QTP trust property for less than its fair market value and to borrow
fromthe trust at bel ownarket rates to finance the purchase al so woul d prevent
marital deduction qualification. The first power was deened an inproper power
to divert trust assets to soneone other than the surviving spouse and the

| atter was deened to make the child an inproper beneficiary of the QIlP trust

i ncome. [ FN273]
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In a case that alnobst certainly is the sane as that involved in TAM
9139001, the court in Rinaldi Est. v. US., 97-2 USTC Para. 60,281 (Fed. C
1997), cert. deni ed, upheld the governnment and concluded that the provision in
a QTP marital deduction trust granting the decedent's son the right to
purchase stock fromthe trust at less than its fair market value constituted a
prohi bited power to benefit the child that disqualified the trust under Section
2056(b) (7)(B)(ii)(1l). Involved was stock in a famly corporation that actually
was redeened fromthe trust before the QTP el ection was made, causing the
estate to argue that disqualification was thereby precluded. The court
neverthel ess rejected the taxpayer's suggestion, based on Spencer Est. v.
Conr., 64 T.C M 937(1992), rev'd, 43 F.3d 226 (6th Cir. 1995), that QTIP
qgqualification should be judged at the tinme the QIIP election is made. The court
di stingui shed cases involving QTP eligibility that judged the trust at the
time of the QTIP election, because the trusts in those cases always were
qualified and it was only the anobunt of the nmarital deduction or the fact of
the election itself being nade properly that was in question, whereas Rinal di
involved a trust that did not qualify fromits inception. Moreover
notw t hstanding the lack of the stock that was subject to the sweetheart
purchase right at the tinme of the QINIP election, the court properly noted that
the el ement of disqualification still would exist if the trust could reacquire
stock at any tinme during the surviving spouse's overlife that woul d be subject
to the child' s prohibited power in the formof the purchase right. The child
shoul d have nade a qualified disclainer of the purchase right, rather than
havi ng the corporation redeemthe stock subject to the power.

Some flexibility is, however, available in a QTP trust. For exanple, the
surviving spouse may be given a withdrawal right during life and anyone may
have a power of appoi ntnent exercisable at or after the surviving spouse's
death, [FN274] all without violating the sole beneficiary restriction. In
addition, in a surprising technical advice, the governnent advised that the
surviving spouse nay be given a general power of appointnment w thout | osing
QTP status. In TAM 8943005t he decedent granted the surviving spouse an
annual |y exercisable, inter vivos, general power to appoint to third parties
the greater of $5,000 or 5% of the value of a QTIP trust. Wthout even
suggesting that the power of appointnment converted the trust into a Section
2056(b) (5) all inconme, general power of appointnent trust -- even with respect
to a portion of the trust -- with concomtant |oss of the postnortem
flexibility and advantages of a QIIP trust, the TAM concl uded that the power is
proper in a QTP trust. The governnent noted that the | ogic underlying the
Section 2056(b)(7)(B)(ii)(l11) prohibition against powers of appointnent in
favor of anyone other than the surviving spouse is to "insure that the val ue of
the property not consunmed by the spouse is subject to tax upon the spouse's
death (or earlier disposition)..." and stated that this logic is not violated
by a general power because wealth transfer tax is not avoided. It concl uded
t hat denying this power:

woul d be unnecessarily restrictive.... [We believe the better readi ng of
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the legislative history woul d preclude a spousal power of appointnent only
where the exercise of the power would not be subject to transfer taxation;

i.e., where the power is not a general power of appointnent as defined in
Section 2514 of the Code. An interpretation requiring that a spouse must first
t ake physical possession of the property prior to a transfer to a third party
woul d focus too nuch attention on the formof transaction. It is sufficient
that the exercise of the power by the spouse in favor of a third party woul d be
subject to transfer taxation.

The sane result also mght apply if the surviving spouse, as trustee of
the marital trust, has powers not limted by a Section 2041(b)(1) restriction
(joint power with an adverse party) or an ascertainabl e standard. Possible
application of Section 2519 should not be a problem however, notw thstandi ng
t hat appoi ntnent of corpus would carry incone away fromthe surviving spouse,
because an outright distribution to the spouse followed by an outright gift
woul d not involve Section 2519 (which is the anal ogy the TAM used). Moreover,
t he abuse to which Section 2519 is ainmed is an assignnent of incone permtting
avoi dance of wealth transfer tax on corpus, which is not presented under the
general inter vivos power of appointnent scenario.

Caution: Until it is clear whether the general power of appointnent is
deened to create a Section 2056(b)(5) general power of appointnment trust,
[ FN275] in which case the consequence might be to |ose the ability to do
post nortem pl anni ng t hrough exercise or withholding of the QTP el ection, and
| oss of other advantages of QIlIP trusts discussed bel ow, caution is
appropriate. It nmay be that the governnent is not concerned with the Section
2056(b) (5) versus Section 2056(b)(7) issue, but practitioners should be
cauti ous because qualification for the marital deduction under Section
2056(b) (5) is automati c whereas qualification under Section 2056(b)(7) is
subject to the requisite QIlP election. Mreover, a Section 2056(b)(5) nmarital
deduction trust cannot engage in Section 2652(a)(3) reverse QIlP planning for
gener ati on-ski pping transfer tax purposes and the other postnortem planni ng
avai lable to a QI P trust. Because a general power of appointnment in a QIlP
trust can provide useful planning flexibility, this is an issue that should be
wat ched careful ly.

e. The QTIP Election

The final requirenent to qualify as a QIlP disposition is nade necessary
because, unlike the Section 2056(b)(5) trust, qualification for the Section
2056(b)(7) QTIP marital deduction is not by statute neant to be automatic. For
the transfer to be treated as qualified term nable interest property, an
el ection is contenpl ated under Section 2523(f)(4) by the donor spouse on a
gift tax return if the transfer is made during |ife, and under Section
2056(b) (7)(B)(v)by the decedent's personal representative on the estate tax
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return if the transfer is made at death. Because there have been so nany
problenms with QI P el ections, however, the current position is the reverse of
the statutory expectation and QI P treatnment is automatic unless the donor or

t he personal representative elects out of that treatnent. Because the election
is irrevocabl e once nmade, and because of the inportance of this election, it is
di scussed separately and in detail at VI, F, 3, below

2. Legal Life Estates Can Qualify for QIlIP Treatnment

A QTP disposition need not be in trust. A devise of Blackacre "to S for
life, and on S's death per stirpes to ny descendants” would be in qualifying
form[FN276] and woul d constitute QTIP marital deduction property if listed on
Schedul e M of Form 706 or line 8 of Schedule A of Form 709. Thus, although
legal life estates rarely are used in estate planning because of their
inflexibility, in PLR 8351141t he governnent ruled that QIlP treatnent was
avai l abl e for real property that the surviving spouse could "use for any
pur pose, denolish or nodify existing buildings or construct new buildings." TAM
9040001advi sed that a surviving spouse's right to occupy a residence for life,
coupled with a right to receive 50% of the sal e proceeds upon vacating the
resi dence before death, qualifies 50% of the residence for QINP treatnent. PLR
8352062granted QTP treatnent for a testanentary gift of all the incone for
life froma ranching operation and grain farm ng corporation because the
surviving spouse was given "absolute and unrestricted control over the paynent
of income." PLR 8351098granted QTIP treatnent for the surviving spouse's right
"to have, hold, possess and enjoy the rents, interests, dividends, and profits
t hereof for and during the full tinme of her natural life." And PLR 9046031hel d
that a personal residence passing in trust to a spouse for lifetine use
qgual i fied under Section 2056(b)(7) because obligations inposed on the spouse
were consistent with obligations ordinarily inposed on a life tenant.
Simlarly, in Novotny Est. v. Conr., [FN277] the Tax Court allowed QTIP
treatnment for alife estate in real property that would termnate if the
surviving spouse failed to pay various property expenses, including taxes,
paynments under a deed of trust note (which the surviving spouse had co-signed),
mai nt enance expenses, and repairs. The court held that the spouse had a
qualifying interest for |ife because the conditions on the life estate inposed
by the decedent's will were substantially the sane as conditions that existed
i ndependently in the deed of trust note and under |ocal law (e.g., paynent of
t axes).

Di sposition of a marital residence to residuary heirs with a reserved
right of a surviving spouse "to occupy said property for as long as he desires"
qualifies for the QTP marital deduction if the surviving spouse's right to
occupy the property includes the right to all income fromthe property if he
does not reside in the property. [FN278] Thus, PLR 9126020rul ed that a bequest
of a vacation honme to a trust as to which the decedent's surviving spouse was
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not the sole beneficiary nevertheless qualifies for the QIIP marital deduction
because the spouse was entitled to the full use and enjoynent of the property
and, when not using the property, the spouse could rent it and receive the
income therefrom In addition, the rights of all other perm ssible users were
subject to the spouse's "superior right of usage," which the governnent

determ ned to nean that, under state |law, these other users could use the
property only as the spouse permtted in the exercise of an absolute and
unrestricted discretion.

Drafters effectuating simlar plans are wse to spell out the aspects of
full and superior use needed to qualify for the marital deduction, rather than
relying on state law to satisfy those requirenments. For exanple, TAM
9033004advi sed that the surviving spouse's right to occupy a condom ni um (which
she had owned as tenants in common wi th her husband) was not a Section
2056(b) (7)(B)qualifying income interest for |ife because, under | ocal
(Mssouri) law, the devise of a right to occupy a property does not convey the
right to sell or lease it. And in TAM 9229004t he survivi ng spouse was granted a
right to occupy the decedent's personal residence that resenbled the
nonqual i fyi ng homestead interest in Kyle Est. v. Conmr.: [FN279] it would
term nate upon failure to occupy the property, there was no right to convey the
lifetime right to occupy the residence, and the spouse could not obtain rental
inconme fromthe property when not personally in possession. The QTP marital
deducti on was deni ed notw t hstandi ng an agreenent by the renai nder
beneficiaries that purported to upgrade the spouse's entitlenent to an
unrestricted |life estate, which was regarded as ineffective to qualify for the
marital deduction because the agreenent was not a qualified disclainmer, it was
not in settlenent of a bona fide controversy involving the decedent's estate
pl an, nor was it a product of the spouse asserting an enforceable entitlenent
under the state | aw spousal right of election. [FN280]

Moreover, for the first time, in states that still recognize the comopn
| aw dower estate or provide a conparable statutory substitute (i.e., alife
estate in an undivided one-third of the decedent's |ands), the dower estate may
qualify for the marital deduction if a QTIP election is nade, wthout having to
commut e the value and pay that anobunt as a |unp-sumsettlenent. See V, C, 3, b,
above. And, by virtue of the last clause of Section 2056(b)(7)(B)(ii)(l), even
t he Loui siana form of usufruct in consumabl e or nonconsumabl e property
qualifies for QTP treatnent if it is for the life of the surviving spouse.
[ FN281]

3. The QTIIP Election

Not wi t hst andi ng the statutory presunption in Sections 2056(b)(7)(B)(v) and
2523(f)(4) that transfers to QI P trusts will not automatically qualify for the
marital deduction but require an affirmative el ection, the governnent has
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encountered so rmuch trouble with returns that conpute the deduction but fail to
make the election [FN282] that it has adopted an adm nistrative position
exactly opposite the statutory presunption. |If property is scheduled on the
return as deductible and the tax is conputed with the deduction, the forns
presune that the election is nade unless an affirmative el ection out of QTP
treatment is made. [FN283] Naturally this only applies with respect to
transfers that otherw se are "QIl Pabl e because they would qualify if the

el ection were nade, but as to those interests the governnent has gone so far as
to presune at the surviving spouse's death that any interest that was Qrl Pabl e
was allowed in the decedent's estate and therefore is Section 2044 includible
in the spouse's gross estate unless proven to the contrary. [FN284] As

di scussed in VI, F, 4, below, because the government will deny the nmarita
deduction entirely if the QINP election affects who takes an interest in the
property, it is inperative that the surviving spouse receive an inconme interest
in the property in all events, which neans that the only consequence of the
election is to fix the tax consequences to the donor or the decedent's estate
and, later, to the surviving spouse. Viewed in this Iight, the governnent's
adm ni strative position favoring the deduction is not unreasonable
notwi t hstandi ng the statutory di scordance.

For estate tax marital deduction purposes, any executor appointed,
qualified, and acting in the United States is responsible for the Section
2056(b) (7)(B)(v)election with respect to all property includible in the
decedent's gross estate, including property not in the executor's possession
(i.e., property passing outside of probate). [FN285] Only if there is no such
U S. executor is the person in possession of electable property responsible for
the election. In PLR 9444026, for exanple, the decedent's gross estate included
only assets of an inter vivos revocable trust and property passing to the
survi ving spouse by operation of |law, there was no probate estate and therefore
there was no personal representative. Pursuant to Regs. Section 20.2056(b)-
7(b) (3), the governnent ruled that the trustees and the spouse, as all the
persons in actual or constructive possession of property includible in the
decedent's estate, were the proper parties to nake the QI P el ection.

Because there is no box to check on the estate tax return to indicate that
the election is being nmade, it is the fact of listing the property on Schedul e
M and cl aim ng the deduction that constitutes the election. Therefore, it nakes
sense that the person who is responsible for filing that return is deened to be
the person who is responsible for the election. [FN286] Simlarly sensible is
that the time for nmaking the estate tax election is the |last estate tax return
that is tinely filed, including extensions; if noreturnis tinely filed, the
deadline is the first estate tax return filed after the due date. [FN287]
Curiously and sonewhat confusingly, however, an election nmade on a tinely filed
return may be revoked or nodified by a subsequent return that also is tinely
filed, but "no subsequent el ection my be made with respect to other properties
included in the gross estate after the return" is filed (enphasis added);
[ FN288] perhaps the intent is that only the last tinely filed return counts.
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TAM 8501005i I l ustrates the governnent's position that neither reasonable
cause to anend, m stake of law or fact, change of m nd, nor other factors are
cause to deviate fromthe rule that, once nade (or deened nade because the
property is schedul ed and the deduction clainmed) the election is irrevocable.
Thus, in the situation presented, only two pages of the decedent's wll were
found and admtted to probate, but two additional pages containing a marital
deduction provision were |ater discovered. The governnment denied the persona
representative's request to file an anended return electing qualified
term nable interest treatnment for the newy discovered nmarital deduction
provi sion. In denying that request, the government placed a heavy prem um on
maki ng the el ection properly, the first tine, and only after all relevant facts
have been ascertai ned.

The governnment allows sonme flexibility in describing the QTP assets on
Schedule M as illustrated by TAM 9116003, which advi sed that an estate need
not specify the particular assets used to fund a marital deduction bequest of a
preresiduary opti mummarital deduction anount. Rather than descri bing the
assets on Part 2 of then-applicable Schedule M the estate was permtted to
state that the election was being made for a specific portion of the estate
"represented by a fractional share that is required to reduce the federal
estate tax on the decedent's estate to zero...." [FN289] And TAM 9217005st at ed
t he governnent's recognition and acceptance of the fact that:

As a practical matter, the pecuniary anount of the property passing to the
marital trust, the value of the property subject to the election, and the
assets the executor selects to fund the marital trust will not be known until
the value of the gross estate for estate tax purposes is finally determ ned and
adm nistration of the estate is conplete. Further, any increase in the
val uation of estate assets pursuant to an audit would, under the ternms of the
trust and forrmula el ection, increase the pecuniary anount passing to the trust,
the val ue of the property subject to the election, the quantity of estate
assets needed to fund the trust, and the el ection portion.

Thus, a QIIP forrmula el ection of "that percentage interest up to 100
percent of the bel ow described [QTIP trust]" was proper to qualify for the
mari tal deduction, and the regul ations now also permt fornula elections.

[ FN290]

PLR 199902014 accepted as valid a QIIP election nmade on a tinely filed
return for 100% of the trust even though the trustee incorrectly calcul ated the
anount passing to it, noting that the incorrect calculation did not affect the
anmount properly passing to the marital trust under the terns of the governing
i nstrunment .

a. Renedyi ng Defective Elections
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By alittle publicized 1985 National O fice Menorandum [FN291] field
offices were instructed to allow a closing agreenent to cure defective

el ections for the marital deduction, if the personal representative, the
trustee of any involved marital deduction trust, the surviving spouse, and
all affected remai nder beneficiaries consented to the agreenent. [FN292]
That sort of agreenent provides one avenue for relief to taxpayers and
their advisors in cases in which admnistrative glitches, such as an

i nadvertent failure to elect the marital deduction properly, preclude
qualification.

Al so available to renedy a defective effort to qualify for the QTP
marital deduction are the procedures under Regs. Section 301.9100-
1Tt hrough - 3T, which allow taxpayers an extension of tinme in certain
ci rcunstances to cure admnistrative defects such as defective QTP
el ections or reverse QTP elections by filing an amended return after
expiration of the tinme for filing the original estate tax return. [FN293]
An automatic six nonth extension of tinme to nake these elections is
avai |l abl e under Regs. Section 301.9100-2T(b)if corrective action (i.e.,
filing a replacenent original or an anended return listing the property
and claimng the deduction) is taken within the six nmonth period. [FN294]

If a request for an extension of time does not meet the requirenents
of Regs. Section 301.9100-2for an automatic extension, Regs. Sections
301.9100- 1(a)and 301.9100-3permt the Comm ssioner discretion to grant an
extension if the taxpayer acted reasonably and in good faith and granting
relief will not prejudice the interests of the governnent. The regul ati ons
adopt the standards for reasonabl eness and good faith that applied under
Rev. Proc. 92-85. Reasonable action is presuned [FN295] if the request is
made before the governnent discovers the failure to tinmely elect [FN296]
and prejudice is deened to exist only if granting the requested relief
gi ves the taxpayer a lower tax liability than if the election had been
tinmely made. [ FN297]

In a long series of TAMs and PLRs [ FN298] the governnent frequently agreed
to requests for relief under Regs. Section 301.9100-1, nost often wth
respect to defective QIlP elections, stating in the earlier cases that the
federal estate tax return identified the trust corpus and deducted the

val ue thereof on Schedule Mbut failed to "unequivocally manifest an
affirmative intent to nake the QI P election with respect to the return” -
- which neant the QTIP el ection box on the return was not checked -- and
further stating that "[t] he taxpayer has satisfactorily denonstrated to us
that, at the tine the return was filed, the taxpayer had the requisite
intent to nmake the election.” This |ater elenment was a required show ng
under Rev. Proc. 79-63, [FN299] which established the "evidence standard"
then applicable to Regs. Section 301.9100-1. Rev. Proc. 92- 85(in turn
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superseded by Regs. Sections 301.9100- 1Tt hrough -3T) superseded Rev. Proc.
79-63in establishing the proper procedure and el aborating on the
entitlement to request an extension of tinme under Regs. Section 301.9100-
1to nmake certain el ections required under the Code or regul ations. The

| ater Procedure, an inprovenent over Rev. Proc. 79-63, was inproved
further by the tenporary regul ati ons, because Regs. Section 301.9100-
lrelief no longer is strictly Iimted to deadlines prescribed only by
regul ation, ruling, procedure, notice, or announcenent (adm nistrative
pronouncenents); relief nowis available with respect to el ections that
are required by statute and regulation to "be nmade by the due date of the
t ax- payer's return... including extensions" and certain statutory and
regul atory extensions are automatic.

In addition to curing defective QIl P elections, the governnent also
has al |l owed Section 2652(a)(3) reverse QIIP election relief in situations
in which Schedule R showed al |l ocati on of the decedent's $1 mllion
gener ation-ski pping transfer tax exenption to a QI P marital deduction
trust but the box on Schedule R indicating the reverse QIlP el ection was
not checked, [FN300] or in which Schedule R was not filed at all, [FN301]
al t hough nore recent grants of relief deny the opportunity to nake a |ate
al l ocation of the $1 nmillion generation-skipping transfer tax exenption.

[ FN302] And the governnent has granted an extension of tinme to nmake the
qual i fied donestic trust (QDOT) election or to allow a non-U. S. citizen
surviving spouse to irrevocably assign property to a QDOT. [ FN303]

Not all cases will qualify for discretionary relief to cure a defect,
however. For exanple, the governnent denied Regs. Section 301.9100-1
relief in PLRs 9218018 and 9218041 because the personal representative in
each situation thought the surviving spouse received a fee sinple interest
in property and did not intend to nake a QIIP election for property in
which it only later was determ ned that the surviving spouse received only
alife estate. The request for an extension of tine to nake an election in
the first instance -- rather than to correct a defective election -- was
deni ed. PLR 9226019 denied relief because the personal representative
claimed the marital deduction under Section 2056(b)(5) and only later
determ ned that the surviving spouse was not granted the requisite general
power of appointnent; relief to amend the return to make the QIlI P el ection
was deni ed because the personal representative did not intend to el ect
QTP treatnment on the original return. PLRs 9222037 and 9219028 deni ed
relief because the personal representative did not claimthe marital
deduction in conmputing the tax, in addition to failing to nake the QTIP
el ection itself. Note, however, that Regs. Section 301.9100-3 no | onger
requires a showing that the estate intended to nake the election on the
original return. And TAM 9224003 deni ed Regs. Section 301.9100-1 relief
because the estate properly nmade the QIl P election and wanted an extension
to reduce the anpbunt of marital deduction it clained, to shelter nore of
the decedent's unified credit. In PLR 9848041 that request was denied in
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the context of the personal representative's inappropriate election of
both the marital and bypass trusts. Simlarly, PLR 9526015 deni ed an
extension of tine to change the anount of a properly nmade QTP el ection;
the estate sought the extension after the surviving spouse died because a
partial QTIP election would save taxes in the surviving spouse's estate.
Wthout citing Regs. Section 20.2056(b)- 7(b)(4)(ii), the governnent
neverthel ess held consistent with it that relief under Regs. Section
301.9100-1 "is not avail abl e because a proper el ection was al ready made
and no extension of tinme is needed. As provided for by Section
2056(b)(7)(B)(v), an election under Section 2056(b)(7), once made, shall
be irrevocable.” If the automatic six nonth extension under Regs. Section
301. 9100- 2(b) had been available at the tine of the surviving spouse's
death in PLR 9526015 and the anended return was filed within the six nonth
period, the revised election mght have been all owabl e because Regs.
Section 20.2056(b)- 7(b)(4)(ii) allows an election to be "revoked or

nodi fied on a subsequent return filed on or before the due date of the
return, including extensions actually granted.” In any event, the
availability of the six nonth extension would have given the decedent's
estate additional tinme to assess the surviving spouse's health before
maki ng the QTlIP el ection deci sion.

b. Protective QIlP Elections

The regul ati ons [FN304] authorize the personal representative to nake a
protective QTP election if, but only if, at the tinme the federal estate
tax return is filed, there is a bona fide issue that concerns whether an
asset is includible in the decedent's gross estate, or the anount or
nature of the property the surviving spouse is to receive. The protective
el ection, which is irrevocable, nust identify either the specific asset,
group of assets, or trust to which it applies and the specific basis for
the protective election. For exanple, the government granted Regs. Section
301.9100-1relief for making a protective QINP election in PLR 9520038. The
estate clained a marital deduction on its original return for property
passi ng outright to the surviving spouse. After disinherited heirs
initiated litigation, the personal representative filed a protective

el ection under Section 2056(b)(7) and Regs. Section 20.2056(b)-7(c)and

t he governnent granted an extension of tine to nake the el ection.

c. Authorizing the Election

It is not wise in nost cases for a decedent to direct the personal
representative regarding the QINP el ection, dictating whether and to what
extent it should be made. Rather, to the extent any statenment is thought to be
appropriate, the governing docunent could contain precatory |anguage suggesti ng
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factors the personal representative nay consider in deciding whether to nake a
total or partial election, or no election at all. For exanple, it would be
particularly unfortunate to direct an election if the spouses die in quick
successi on and equal i zation woul d be the best tax-oriented result. A fine-tuned
partial election could be used instead to mnimze the estates' taxes,
especially to under-utilize the marital deduction in the estate of the first
spouse to die and thereby produce estate taxes that would permt a Section 2013
previously taxed property credit in the surviving spouse's estate. See I, F,
above.

TAM 8512004i | lustrates the value of fine-tuning using the postnortem QrlP
el ection. The decedent died three nonths before the surviving spouse, to whom
t he decedent bequeat hed an anount equal to the maxi mum marital deduction
all owabl e to the decedent's estate. A nonmarital trust of the residue
guaranteed to the surviving spouse a right to receive all incone for life,
sufficient to qualify for a Section 2013 credit [FN305] (notw thstanding that
no part of the corpus of that trust was includible in the surviving spouse's
estate at death). The personal representative of the surviving spouse's estate
determ ned that aggregate estate taxes over both estates would be mnimzed if
the outright marital bequest was disclainmed, thereby generating sone tax in the
decedent's estate that could be clained as a Section 2013 credit in the
survi ving spouse's estate. Under the actuarial tables, the value of the
nonmarital trust |life estate income interest (and the Section 2013 credit
based thereon) was far in excess of the inconme actually received by the
surviving spouse during the three nonth overlife. Neverthel ess, because Rev.
Rul . 80-80 [ FN306] required use of the actuarial tables because the surviving
spouse's death was not clearly imm nent due to an incurable physical condition
that was known at the decedent's death, the surviving spouse's estate was able
to maximze the credit at a nomnal cost. [FN307] Note: Smlar results are
available if the marital bequest is held in trust and can be generated by
partial disclaimer or by a partial QTIP election, but a partial election would
not be avail abl e under these circunstances if the will directed the personal
representative to make the QIlIP election, unless one of the factors to be
considered in fulfilling that obligation was the Section 2013 credit.
Unfortunately, in drafting docunents today for operation potentially many years
in the future, it is difficult (if not inpossible) to know all the elenents
that may affect such an election. Thus, the election ought to be left to the
personal representative's judgnent in nost cases.

Conplicating this issue, however, is the notion that a fiduciary's duty to
maxi m ze the decedent's estate by mnimzing its taxes may nmake it inprudent
for a personal representative ever to nake a partial election if the effect is
to cause the decedent's estate to pay tax. Because the personal
representative's duties run only to the single estate represented, it is
necessary to view the decedent's estate al one, making an election that results
in paynment of tax an act that arguably is against the estate's interest (even
though it may be prudent when view ng both spouses' estates together). [FN308]
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The point is that, although partial elections are contenplated by the Code and
regul ati ons, [FN309] they m ght not be perm ssible under state fiduciary |aw
princi ples unless the decedent's docunent grants this authority. [FN310]

G ven the uncertainties surrounding marital deduction planning and the
extent to which it is best to make a QTIP election, usually it is best to | eave
the election in the personal representative's discretion. Thus, many wel |
drafted docunents authorize the personal representati ve to exercise the
election in its discretion and hold the personal representative harm ess for
the effects of this decision on any beneficiary. [FN311] By way of exanple:

Qualification for Marital Deduction: To the extent my personal
representative so elects, it is ny intent that, the marital deduction bequest
and the property conprising this trust estate shall qualify for the federa
estate tax marital deduction applicable to ny estate. No power or discretion
with respect to allocations of property to this trust or adm nistration of the
trust shall be exercised or exercisable inconsistent wwth this intent. | expect
that nmy personal representative will make an election to treat sonme part or al
of this trust as qualified term nable interest property, although |I recognize
that circunstances could arise in which such an el ection would not be in the
best interests of the beneficiaries of ny estate. The decision whether and to
what extent to make that election shall be in the sole discretion of ny
personal representative, whose decision shall be conclusive on all concerned
and who shall have no personal liability for any consequences of that el ection.
The el ection, even if not nmade, shall be deened to have been made wi th respect
to the entire trust for purposes of determ ning the amount of the bequest to
this trust.

Drafting Note: It probably is advisable to put this |anguage in the QTIP
trust provisions, rather than in a clause appearing el sewhere in the docunent
dealing with tax elections generally. This is an inportant matter relating to
the marital deduction and, if all QIlP related provisions are in one place,
there is less likelihood of using the wong clause in the wong formor, worse,
of overl ooki ng sonet hi ng because it does not appear where the personal
representative mght be |ooking. The general "savings cl ause" | anguage
regarding the decedent's intent with respect to the marital deduction bequest
makes sense, nerely to resolve any doubts in favor of deductibility. [FN312]

The | ast sentence of the sanple clause specifies that, regardl ess of the
extent to which the personal representative makes the QIl P el ection, the anount
of the marital deduction bequest nevertheless will be determ ned pursuant to
the forrmula clause, as if the election were nmade with respect to the entire
trust. The correspondi ng bal ance of the estate passing into the nonmarital
trust will be conmputed accordingly. Wthout this provision, the personal
representative would not know the rel ative size of these trusts because it
woul d be uncl ear whether the fornula direction to reduce taxes to the | owest
possi bl e anount had been net.
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Sophi sticated postnortem estate planning presents the personal
representative with a bewi ldering array of elections, including whether to
el ect Section 2032 alternate valuation or Section 2032A special use
val uation, whether to make the Section 642(g) swing item el ection, choosing
t he appropriate inconme tax year for the estate, determ ning the best size of
any partial QTIP election, and whether to allocate any part of the decedent's $

Tax Elections: In determning the wealth transfer and incone tax
liabilities related to ny estate, ny personal representative's decision as to
all available tax elections shall be conclusive on all concerned and ny
personal representative shall have no personal liability for any consequences
of any election. The marital deduction bequest shall not be construed as
requiring that the personal representative exercise any tax election [, other
than the election to have the marital deduction gift treated as qualified
term nable interest property,] [FN313] only in such manner as will result in a
| arger allowable estate tax marital deduction than would be obtained if a
contrary el ection had been made. No adjustnent shall be made between princi pal
and incone or in the relative interests of the beneficiaries to conpensate for
the effect of any elections or allocations made by my personal representative.
| f ny personal representative joins with Sin filing incone tax returns, or
consents for gift tax purposes to having gifts nmade by either of us during ny
life considered as made half by each of us, any resulting liability shall be
borne by ny estate and S in such proportions as they nmay agree.

4. Partial QTP Elections

Because partial QTP elections are anticipated by the Code and
regul ati ons, they should be authorized by the estate plan and postnortem
pl anning in nost situations should evaluate the size of the appropriate
el ection. The issues addressed bel ow are practical aspects of this planning:
(1) how the el ection should be described to identify the portion as to which
the election is made; and (2) the ancillary consequences of a partial election.
Partial elections my be made by forrmula, [FN314] which is advisable to protect
agai nst the consequences of using a specific fraction or percentage if val ues
or other factors change on audit, in which case the desired tax results m ght
not be achieved. This is significant because, once nade, the election is
irrevocabl e. [ FN315]

Practice Note: Self-adjusting forrmula fractional elections should be used,
of which the nunerator is that anount needed to reduce taxes to the | owest
possi bl e anbunt and the denominator is the value of the fund agai nst which the
fraction is applied. TAM 9327005illustrates this principle for partial QTP
el ection planning. As required by Section 2056(b)(10), [FN316] the estate
stated its desire to qualify a specified dollar amunt of a trust for the
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marital deduction by converting the nunerical amount into a percentage of the
total. That dollar anmount was based on the val ue of property subject to a buy-
sel|l agreenent, which the governnent successfully challenged. Because that

val ue changed, the anount of nmarital deduction needed to produce the desired
tax result al so changed, which the estate argued woul d occur automatically
under its partial QIlP election. The government rejected that allegation,
however, because the percentage el ection was not made by a fornula clearly
stated on the estate tax return.

A self-adjusting fraction or percentage el ection would specify the result
sought (such as to reduce the estate tax incurred in the estate to the | owest
anount possible wi thout increasing state death taxes) rather than specifying
the dollar amount or the fixed percentage of an estate based on the return as
filed. [FN317] To illustrate, consider TAM 8722010, which involved a nonmarit al
trust as to which the personal representative made a formula election of that:

fractional share of up to 100 percent... that is required to reduce the
federal estate tax on the decedent's estate to zero based upon finally
determ ned federal estate tax values, after taking into consideration all other
itenms deducted on the federal estate tax return, the allowable state death tax
credit (to the extent it does not increase the anmpbunt of death taxes payable to
any state), and the unified credit.

The problemwas that the estate tax return showed that this produced an
el ection of 69.34% Wen a previously unreported adjusted taxable gift was
di scovered during audit of the estate tax return, the personal representative
proposed to increase the percentage elected to offset the tax generated by this
gift. The governnent denied the increase, stating that the fornula failed to
consider itens such as adm nistration expenses and prior gifts and that "[t] he
terms of the formula chosen by the executor are clear and unequivocal in
defining the part of the by-pass trust to which the election applies.”
Transl ation: irrevocable neans irrevocable and specific neans "you' re stuck”
with the percentage you stated. Moreover, as advised by the governnent in TAM
8728005, a mi scal cul ation, oversight, or m sunderstanding of the law is not
sufficient to mtigate the irrevocable nature of the QIlP el ection.

TAM 9017001i I | ustrates anot her danger of an inproper irrevocable QTP

el ection. Wen the decedent's surviving spouse died within six nonths after the
decedent's estate tax return was filed it was di scovered that the decedent's
estate was overval ued; a supplenental estate tax return was filed and accepted
for the reduced val ue. The question considered was the proper anmount includible
in the surviving spouse's estate under Section 2044. One option was a fraction
of the proper value of the decedent's estate of which the nunerator was the
original marital deduction election anount and the denom nator was the original
federal estate tax value of the decedent's estate.

Exanple: Ds estate originally was valued at $1.5 mllion. A fractional
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partial QTlIP election qualified 9/15ths of the entire estate for the nmarital
deduction to produce an optimum marital deduction result. Later it was
determ ned that the proper value of Ds estate was $1.3 million and a proper
fraction (to produce the sane result) would be 7/13ths of that anount.

| f the governnent selected this option the original 9/15ths el ecti on woul d
dictate the amount includible in the surviving spouse's gross estate, making $

The reqgul ati ons [FN318] provide nodels for provisions nmaking parti al
el ecti ons:

D s executor elects to deduct a fractional share of the residuary
estate under section 2056(b) (7). The election specifies that the nunerator
of the fraction is the anmount of deduction necessary to reduce the Federal
estate tax to zero (taking into account final estate tax values) and the
denom nator of the fraction is the final estate tax value of the residuary
trust (taking into account any specific bequests or liabilities of the
estate paid out of the residuary estate).

The facts are the sane... except that, rather than defining a
fraction, the executor's fornula states: "I elect to treat as qualified
term nable interest property that portion of the residuary trust, up to
100 percent, necessary to reduce the Federal estate tax to zero, after
taking into account the available unified credit, final estate tax val ues
and any liabilities and specific bequests paid fromthe residuary estate.”
The fornmula election is of a fractional share... equivalent to the
fractional share determned in [the prior exanple].

Simlarly, PLR 9043015approved the use of a fractional share formula
el ection of which the nunerator was the smallest Section 2056(b)(7)
deduction that would result in zero federal estate tax, after using the
maxi mum uni fied credit available, and the denom nator was the federal
estate tax value of all trust assets. The governnent noted that the
proposed fornul a satisfied the purpose of the partial share requirenents
because the elected part will reflect its proportionate share of the
increnment or decline in the property for 8 8 2044 and 2519 purposes.
Not e: There are several planning defects in these exanples that m ght need
correction in sone circunstances. For exanple, as discussed at |V, E,
above, because of the Section 4980A(d) supplenental estate tax in estates
of decedents dying before 1997, it usually is wiser to target the small est
portion needed to reduce taxes to the snallest possible anobunt, which is
not necessarily zero. As discussed at VIII, G 1, below, it may not be
appropriate to utilize the net residue denom nator enpl oyed by the
governnent's fraction rather than a gross residue approach (it is good,
however, that the denom nator is defined by the governnent's approach).
And none of these exanples would be useful in an estate that seeks to pay
sone taxes in the decedent's estate to secure a Section 2013 previously
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taxed property credit in the estate of the surviving spouse or to equalize
the estates and thereby m nim ze taxes paid over both spouses’' estates.
Drafting formula partial election clauses that adjust to changed val ues on
audit and produce the opti num anmount of tax on the death of the surviving
spouse is a distinctive (and chall engi ng) undertaki ng. Neverthel ess, the
government wi Il approve el ections pursuant to fornula cl auses, [FN319] the
regul ations permt elections that qualify the portion of a fund necessary
to produce a specified dollar amount of income annually, [FN320] and it
shoul d be acceptable to nmake a fornula partial election that produces a
specified dollar anobunt of tax payable rather than a reduce taxes to zero
appr oach.

a. Separate Shares Permtted

In addition to drafting a fornula partial election properly, it is
necessary to consider the effect of the partial election on other portions of
t he docunent. For exanmple, what wll be the effect of a partial election on the
"Taxes, Debts, and Expenses"” clause? Is it clear that the tax inposed on the
surviving spouse's death under Section 2044 will be payable only out of the
el ected portion of the trust, and that taxes caused on the decedent's death by
virtue of making only a partial election will be paid out of the nonel ected
portion of the trust? To ease the determ nation of these issues the regul ations
[ FN321] permt separate trusts to be created by a partial election:

Division of trusts -- (A In general. A trust may be divided into separate
trusts to reflect a partial election that has been nade, or is to be nade, if
aut hori zed under the governing instrunent or otherw se perm ssible under | ocal
| aw. Any such division nust be acconplished no |ater than the end of the period
of estate admnistration. If, at the time of the filing of the estate tax
return, the trust has not yet been divided, the intent to divide the trust nust
be unequivocally signified on the estate tax return.

(B) Manner of dividing and funding trust. The division of the trust nust
be done on a fractional or percentage basis to reflect the partial election.
However, the separate trusts do not have to be funded with a pro rata portion
of each asset held by the undivided trust. [FN322]

| f separate trusts are not created but a partial election is nade, the
regul ations [ FN323] nmke it clear that principal invasions can be nade fromthe
portion as to which the QTIP election was nade, before invasions are nmade from
t he nonel ected share. Thus, the property included in the surviving spouse's
estate is reduced by invasions fromthe QTIP trust as though no invasions were
made from the nonel ected portion and no distributions were nade fromthe
nonmarital trust. [FN324]
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To acconplish this formof planning, the following format is thought to
qualify on the basis of the present state of the | aw

A portion of the Marital Trust, herein referred to as the "qualified
termnable interest portion," shall qualify for the federal estate tax nmarita
deduction. The value of the qualified term nable interest portion at any tine
may be determ ned by nultiplying the value of the trust estate at that tinme by
the fraction then in effect. Conmencing with ny death, and until the first
di stribution of principal pursuant to the provisions of section [*], the
numerator of the fraction shall be equal to [the anmount or fornula determ ned
deduction desired], and the denom nator shall be the value as finally
determ ned for federal estate tax purposes of all interests in property
included in the Marital Trust. At the tinme of each paynent of principa
pursuant to the provisions of section [*], the fraction shall be adjusted,
first by restating it so that the numerator and denom nator are the val ues of
the qualified term nable interest portion and of the trust estate,
respectively, imediately prior to the paynent, and then by subtracting the
anount of the paynent from each of the nunerator and the denom nator, except
t hat the nunerator shall not be reduced bel ow zero.

As aut horized by the regulations, [FN325] the |ast sentence of this
provision creates a "rolling fraction,”™ which has the effect of treating
any invasions of principal for the benefit of the surviving spouse
(pursuant to section [*], permtting discretionary distributions by the
trustee or withdrawal s by the surviving spouse), as conmng fromthe

el ected qualified term nable interest portion. The effect is to reduce the
amount of property includible under 8 8 2044 and 2519 on term nation or
di sposition of the surviving spouse's incone interest.

Exanpl e: The initial fund consisted of $1, 000,000 and the initial
fraction was 4/ 10 (which produced an optinmum narital deduction). A
di stribution of assets worth $100,000 is made to S when the trust is
val ued at $1, 500, 000. The fraction inmedi ately before the distribution,
restated to reflect current values, is 600,000 / 1,500,000 (4/10ths of
$1.5 million) and, imediately after the distribution, the fraction is
500,000 / 1,400,000 (5/14). The anmount that would be includible in S's
estate if S dies when the balance of the trust is valued at $2, 100, 000
woul d be $750,000 (5/14ths of $2.1 mllion). Had the fraction not been
adj usted, the inclusion amount woul d have been $840, 000 (4/10ths of $2.1
mllion). Thus, the effect of the rolling fraction adjustnent is to take
all of the distribution to S, rather than just 40%of it, fromthe marita
portion.

The practical problemin the admnnistration of a trust with a rolling
fraction is that, before the fraction can be adjusted, it first must be
restated to reflect current values. Thus, every asset in the fund nust be
reval ued, which may create a difficult, time-consumng, and potentially
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expensi ve adm nistrative chore. [FN326] Consequently, nobst planners direct
division of the original fund into two separate funds follow ng a parti al
el ection, which acconplishes the same result as the rolling fraction,

wi thout the need to engage in the admnistrative chore of adjusting the
fraction.

Conment: The rolling fraction may be w se pl anni ng because divi sion
into separate trusts has the disadvantage of requiring adm nistration of
multiple separate entities, including: (1) the nonmarital trust, (2) any
nonel ected portion of the QTP trust, (3) any $1 nillion generation-
ski pping transfer tax exenpted portion of the estate tax el ected portion
of the QIIP trust, as required by the "all or nothing” rule in Section
2652(a)(3)(B), and (4) the balance of the estate tax el ected portion of
the QTP trust. The rolling fraction also may be useful if the trust owns
difficult to sever assets, such as the right to receive distributions from
an | RA or qualified enployee benefit plan. On the other hand, it may be
preferable to sever and pursue different investnent strategies (e.qg.,
"high yield" for the elected portion and "growt h" for the nonel ected
portion) that would not be possible in a single trust using the rolling
fraction. If the rolling fraction approach is used, it makes sense to
direct that distributions of principal to the surviving spouse be nade
first fromthat portion of the estate tax elected portion of the QIP
trust (trust #4, above) that is not also the reverse QIlP elected portion
meant to shelter the decedent's $1 mllion generation-skipping tax
exenption, as authorized in PLR 9002014.

b. Payi ng Taxes from Nonel ected Portion

If a partial qualified termnable interest election is made, the equitable
result may be for the taxes generated by that decision to be paid out of the
nonel ected portion of the QINP trust. By proper accounting, this decision wll
not affect the anmount includible at the subsequent death of the surviving
spouse because,in estate plans that enbrace the concept of equitable
apportionnment, taxes in the decedent's estate are not paid fromthe qualified
portion of the QIIP in any event. See V, B, 3, c, above. Instead, the issue
here is whether to pay these taxes fromthe nonmarital portion of the
decedent's estate or fromthe nonel ected portion of the QIlP trust.

Each choi ce has advantages, so sone ganbling is required. Because the
governnent's position is that both the el ected and nonel ected portions of the

QTP trust nust direct the paynment of all inconme to the surviving spouse,
[ FN327] while a nonmarital trust may permt accunul ations of incone, paynent of
taxes fromthe nonel ected portion of the QI P trust effectively will reduce the

i ncone subsequently generated and payable to the surviving spouse, thereby
potentially reducing incone taxes during the surviving spouse's overlife (if
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that inconme is distributable to | ower incone taxable beneficiaries) and the
anount subject to inclusion in the surviving spouse's gross estate at death. On
t he ot her hand, because the nonel ected portion of the QINP trust nust direct
the paynment of all incone annually, generally it will produce a |l arger Section
2013 credit than a discretionary income nonmarital trust, which is relevant if
t he surviving spouse may die wthin 10 years after the decedent.

Per haps nore inportantly, paynent of the tax fromthe nonel ected portion
of the QIIP trust, rather than fromthe nonmarital trust, guarantees that the
ultimte beneficiaries of the QTP trust, who would have paid the tax when the
surviving spouse dies if a QIIP election had been nmade for the entire property,
will pay the tax under a partial election as well. The only effect of the
partial election is whether a portion of those taxes will be incurred at the
decedent's death instead of all tax being paid at the death of the surviving
spouse. Thi s consequence can be inportant if the QTP and nonmarital trusts
pass to different remai nder beneficiaries and reflects the fact that, under
Section 2207A, any tax on the QTIP trust incurred at the surviving spouse's
death (or earlier, under Section 2519) is payable fromthe QTP trust. In nost
cases this tax apportionnment should not change just because a particular QTP
el ection causes a portion of the tax to be incurred when the decedent dies.
Furthernore, preventing paynent fromthe nonmarital trust avoids the use of
potentially generation-skipping exenpt property to pay estate taxes if the
nonmarital trust was the first fund to which the $1 m I lion generation-ski pping
transfer tax exenption was all ocat ed.

Al though it shoul d not be necessary to physically segregate the el ected
and nonel ected portions of the QTIP trust following a partial election, a
division mght nmake it easier for the fiduciary to account for each portion and
identify the taxes apportioned to the nonel ected portion w thout jeopardizing
the marital deduction for the elected portion. Thus, the drafter probably
shoul d deci de whet her taxes should be paid fromthe nonel ected portion and, if
so, whether to direct that the QII P be severed into two portions. [FN328]

In addition, it is conceivable that the governnment's position on
contingent inconme, discussed below, could have an effect on this issue, because
use of corpus to pay taxes fromthe nonel ected portion would necessarily reduce
the i ncone generated thereby, which the governnment argues nust be payable to
the spouse in all events, even if the election is not nade. That position is
ill founded and has been rejected by the courts that have considered it, and
its extrapol ation would be inproper even if it were correct (because it would
create an exclusive beneficiary requirenment for nonel ected property that is not
justified by the Code or regulations). But caution dictates that the tax
paynment issue be considered until the contingent incone issue has been resol ved
finally in the taxpayer's favor.

c. Contingent |ncone
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Most estate plans direct that property not passing pursuant to a narital
deducti on bequest be held in a nonmarital trust and many nonnmarital trusts
contain discretionary incone distribution provisions. Sone plans al so provide
t hat any nonel ected portion of a QTIP trust pours over to the nonmarital trust,
whi ch until 1998 the governnent regarded as a violation of the all incone
requirement if the nonmarital trust income is not guaranteed to the surviving
spouse. [FN329] Previously, the governnment's position was that a nonel ected
QT P pour -over provision to a discretionary incone trust would disqualify the
entire QI P trust for marital deduction purposes under Section 2056(b)(1),
even if the personal representative made a 100% QTI P el ection, asserting that,
on the happening of an event or contingency (the executor's partial QrIlP
el ection), the surviving spouse's mandatory incone interest term nated or
failed and an interest in the QIlP trust passed under the decedent's estate
pl an to soneone ot her than the surviving spouse or his or her estate. Put
anot her way, failure to preserve the sanme dispositive provisions wthout regard
to whether the QTIP election is nade violated the governnent's interpretation
that the surviving spouse's right to receive inconme cannot be contingent on the
el ection being made. This issue created quite a saga, [FN330] which finally
ended with pronul gation of final regulations in 1998. An abbrevi ated sunmary of
the progression is provided here for perspective, along with a description of
the final result.

In TAM 8631005 t he surviving spouse was the personal representative and,
notw t hstanding the partial QTlP election pour-over provision and its
correspondi ng contingent incone problem the governnent allowed the nmarita
deducti on because the QTP el ection, which would turn on or off the incone
entitlenent, was in the hands of the surviving spouse. In Cayton Est. v.

Conr., [FN331] the surviving spouse was one of two co-executors of the
decedent's estate, which provided for nonelected QIl P property to pour-over to
a nonmarital trust that did not guarantee paynent to the spouse of all incone
annual ly. The probate court granted an order appointing the spouse as sole
executor until the federal estate tax return was filed, presumably seeking to
bol ster the estate's effort to argue that the surviving spouse alone controlled
the QTIP election. The Tax Court neverthel ess rejected the sol e executor theory
for qualification of the QTP marital deduction because the taxpayer did not
"articulate grounds for reaching a contrary result merely because the control
over the assets was possessed by [the surviving spouse] in her capacity as
executri x" and because the spouse might fail to become or cease to act as
executor -- in which case the other co-executor would i medi ately take over

adm nistration of the estate and file the return. [FN332] The court al so
rejected the argunment that, by nmaking the QIlP election, the property qualified
for the marital deduction and did not pour-over to the nonqualifying trust,
stating that the Code requires that the incone interest nust qualify for the
mari tal deduction independent of the QTlIP el ection being nade.
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PLR 9224028 then expansively interpreted Clayton with potentially far-
reachi ng consequences. The governnent ruled that the marital deduction was not
avai l abl e for an otherw se Qrl Pabl e trust because any nonel ected property was
distributable to a nonmarital trust. According to the governnent, if the
personal representative did not nmake the QIlI P el ection, the surviving spouse
woul d be divested of any interest in the QIlP trust, making the personal
representative's power not to elect QTP treatnent tantamount to an
i mperm ssi bl e power in the personal representative to appoint the QIlP property
in violation of Section 2056(b)(7)(B)(ii)(l1l1) (no person may have a power to
appoint QTIIP property to anyone other than the surviving spouse). Wt hout
menti oni ng whet her the nonmarital trust allowed distributions of corpus to
anyone ot her than the spouse, or whether it provided for the paynent of al
income to the spouse annually, the governnent sinply held that this power to
control the QIIP trust corpus alone was sufficient to preclude a QInNP marital
deduction. Wth that conclusion, the issue regarding contingent incone becane
far nore significant because even a mandatory income nonnmarital trust with the
ability to distribute corpus to a third party (or even to pay taxes) could
constitute an inperm ssible power of appointnent. As stated by the Tax Court,
the el ection gave the executor "control over the trust assets [that] is
tant anmount to a power to appoint property that was subject to the qualifying
incone interest” in violation of Section 2056(b)(7)(B)(ii)(Il). [FN333] This
gratuitous statenent then provided the government with a theory that any QrIlP
trust that pours nonel ected property over is flawed, even if the nonmarital
trust is QT Pable inits own right.

Comment: That was not a proper result because no abuse was invol ved, and
its extrapolation fromd ayton (in which the nonmarital trust could not be
qualified as a QTIP trust because it did not guarantee all incone to the
surviving spouse and it gave the surviving spouse an inperm ssible nongeneral
inter vivos power of appointnment) was unwarranted. Neverthel ess, PLR 9224028
illustrated that the Tax Court decision in Cayton was a far nore significant
decision than it appeared originally.

A factually simlar case, Robertson Est. v. Conr., [FN334] decided within
two weeks after release of PLR 9224028, reached the sane result for the
same reason. And in Spencer Est. v. Conr., [FN335] the marital deduction
simlarly was disallowed. But the nost outrageous application of the

Cl ayt on power of appoi ntnment theory was PLR 9226059, which held that a
power expressly granted to a surviving spouse to "at any tine and from
time to tinme renounce or disclaimthe whole or any part of an interest in"
a QNP marital deduction trust, upon which the interest would pass to a
designated charity, was an inpermssible power of appointnent that would
disqualify the trust under Section 2056(b)(7)(B)(ii)(1l). The marital
deduction was saved in that case only because the surviving spouse
disclaimed this power to disclaim OCbservation: If the power to disclaim
granted by the docunment in PLR 9226059is inproper, then it should follow
that no QTP trust could qualify for the marital deduction unless the
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trust denies the right of a surviving spouse to disclaimbenefits fromthe
trust, which is patently unreasonable and inconsistent with the
governnent's own regul ati ons, [FN336] which deal with disclainmers in al
forms of marital bequests. The position taken also is unnecessary if the
spouse's disclainer in this case were not tinely under Section 2518the
result would be gift taxation under 8 8 2511 and 2519 if a QI P marital
deduction previously had been allowed, and if the disclainer were tinely
under Section 2518 the result would be that no marital deduction would be
al l oned. [FN337] Either way the governnment is not harnmed and there is no
need for the result stated in the PLR, nmaking the governnment's prohibited
power of appointnent theory both unwarranted and illogical. Fortunately,
and properly, the final regul ations abandon it. [FN338]

The Court of Appeals for the Fifth Grcuit ultimately reversed
Clayton, [FN339] the Court of Appeals for the Eighth Crcuit followed suit
in Robertson, [FN340] and the Court of Appeals for the Sixth G rcuit
reached the sane result in Spencer. [FN341] In a |l engthy decision that
detailed the policy underlying the QIlP exception to the nondeductible
termnable interest rule, the C ayton court on appeal essentially held
that the QTIP election relates back to the date of the decedent's death so
that, once the election is made and el ected property is identified as
remaining in the QTP trust, nothing in the docunent dim nishes the al
income entitlenent of the surviving spouse. As stated by the Robertson
court on appeal, "it is irrelevant to inquire what woul d have happened had
the el ection not been made." Rejecting the governnent's argunent that the
full property available for election is the property as to which the
survi ving spouse nust have the requisite inconme interest and as to which
no one nmay have a prohibited power of appointnent, both courts essentially
held that it is only the portion as to which the deduction is granted that
must conply with those requirenments. Under that vision, the trusts in
Cl ayt on, Robertson, Spencer, and the various PLRs and TAMs conply with the
QTP marital deduction requirenents. As stated by the C ayton court on
appeal, "the property being tested for eligibility is the sane property to
which the el ection nmade... applies.” [FN342] The court went further to
defl ate the governnent's power of appoi ntnment argunent, stating: [FN343]

No reasonabl e reading or construction of the WIIl or the statute can
val i date the position of the Conm ssioner, as endorsed by the Tax Court,
that the... QTIP election itself is "tantanmount” to a power of appoi ntnent
to the testator's children.... To enbrace the Conm ssioner's flawed | ogic
and deliberate disregard of the plain wording of the pertinent part of
Code Section 2056 would be to engage in pure sophistry....

From whence it cane we know not, but the Tax Court here nade the
pronouncenent that the QIlIP el ection gave the executor "control over trust
assets [that] is tantanount to a power to appoint property that was
subject to the qualifying inconme interest." That unsubstanti ated,
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concl usionary statenment can only be the product of a circular argunent --
one that we reject. First, the QIlP election cannot vest the executor with
control over "trust assets" before they beconme trust assets! The undivi ded
interests in the securities for which the election is nmade are estate
assets but they do not becone trust assets until the trust is funded, even
t hough the economc effect of funding is retroactive to the instant of
death. Assets used to fund each testanentary trust get there by virtue of
the provisions of the WIIl and the admi nistration of the estate. The sane
analysis is applicable to that portion of the quotation fromthe Tax
Court's opinion that refers to property that was subject to the qualifying
income interest. No inconme interest is qualifying until it meets the full
definition for QIIP, including the election prong. As we have just noted,
one of the three essential elenments in the definition of such property
interest is that it be property for which -- in the Tax Court's own words
-- "an el ection has been made." <<backsl ash>>49/

[49] Robertson, 98 T.C. No. 47, at 4976 (enphasis added). [Court's
note -- Ed.]

Addi tionally, the Comm ssioner appears to have seized on a gratuitous
statenment fromthe Tax Court opinion in the instant case to bootstrap an
even nore adventuresome government position, i.e., that "any QTIP trust
t hat pours nonel ected property over is flawed, apparently even if the
bypass trust is QI Pable inits own right." <<backslash>>50/ Such an
arbitrary and unsupported m sconstruction of the statute cannot be
justified by any reasonable reading. It can only be explai ned as
over zeal ousness i n revenue collection, deliberate disregard for the clear
purpose, intent and policy behind the statute, and a historic aversion to
the Marital Deduction which is well docunented in the Tax Court Reports,

t he Federal Reporter System Treasury Regul ati ons, Revenue Rul i ngs,
Techni cal Advice Menoranda, Private Letter Rulings, and the |ike.

[ 50] Pennell, above 11, at C & A 5 (Supp. 8/10/92). "This is not a
proper result, because no abuse is involved, and its extrapolation from
Clayton... is unwarranted.... Nothing in the governnent's proposed QTlP
regul ations anticipates or warns taxpayers about this unwarranted result."”
Id. [Court's note, citing this portfolio -- Ed.]

"Loophole" is atermfrequently used as a pejorative in the context
of taxation. Although it is usually reserved for taxpayers and their
prof essi onal advisors, in truth the Conm ssioner and the Service are no
| ess active in probing tax statutes for |oopholes. Hi storically, that has
been part of the ganme, |eaving to Congress the damage control of plugging
| oophol es through technical anendnents. The position taken by the IRS and
advocated by the Comm ssioner in the instant case, however, goes beyond
nmere probing for |oophol es overl ooked by Congress. Rather, it reflects an
effort to batter such a hole in the statutory wall where none exists. W
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wi |l not approbate such overreaching.

In addition to these forceful positions regarding the power of
appointment flier taken by the governnment, the C ayton court on appeal
al so produced the follow ng anal ogy dealing with the relation back
principle of the QTIP election that should speak to, and negate, the
governnent's disclainmer position in PLR 9226059: [ FN344]

The question is not when those determ nati ons are made or when those
acts are perfornmed but whether their effects relate back, ab initio, to
t he moment of death. For exanple, a qualified disclainmer by the Surviving
Spouse has precisely the effect of the QIIP election here: Both are
volitional acts; both can be made only after the death of the testator
both relate back, ab initio, to the date of death of the testator; and
bot h have the effect of causing estate property which would otherw se pass
to the Surviving Spouse to pass instead directly to or for the benefit of
ot her parties.

According to the court, neither should negate the marital deduction
to the extent the QTIP election is made and no interest required for
qualification is disclained.

The issue cane to the Tax Court again in Clack Est. v. Conr., [FN345] a
reviewed opinion in which 16 judges essentially joined in or concurred in
the court's decision to reverse itself in light of its track record on
appeal, stating that it "will no | onger disallowthe marital deduction for
interests that are contingent upon the executor's election under Section
2056(b)(7)(B)(v), where the election is actually nade under facts simlar
to those in the instant case." [FN345.1]

Comment: Notwi t hstandi ng the governnent's unwitten rule that, if it
| oses the sane argunent in three different circuits, it will cease
pressing the issue, [FN345.2] the governnment initially acquiesced only in
the particular result in Clack and for a while left open the possibility
that it mght continue to argue that the then final regulation was
controlling and valid. Presumably its recognition that the regul ati on was
no different fromthe argunent that the courts had been rejecting and
therefore would regard as invalid ultinmately | ed the governnent to
promul gate a new regul ation throwing in the towel on this issue. [FN345. 3]
New Regs. Section 20.2056(b)-7(d)(3)(i) restates the fornmer regul ati on as
follows (with the new | anguage highlighted and the del eted | anguage pl aced
in brackets):

[A] qualifying incone interest... that is conti ngent upon the
executor's el ection under Section 2056(b)(7)(B)(v) [deleting "is not"]
will not fail to be a qualifying income interest for |ife because of such

conti ngency or because the portion of the property for which the election
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is not nmade passes to or for the benefit of persons other than the
surviving spouse [deleting ", regardless of whether the election is
actually nade"].

Addi tionally, Regs. Section 20.2056(b)-7(h) Exanple 6 is anended to
provi de:

Ds will established a trust providing that Sis entitled to receive
the income fromthat portion of the trust the executor elects to treat as
qualified term nable interest property. [deleting "S does not have a
qualifying incone interest for life in any portion of the trust because
the incone interest is contingent upon the executor's election."] The
portion of the trust which the executor does not elect to treat as
qualified term nable interest property passes as of Ds date of death to a
trust for the benefit of C, Ds child. Under these facts the executor is
not considered to have a power to appoint any part of the trust property
to any person other than S during S's life.

This regul ation also grants an extension of tine to nmake a QTP
el ection for decedents whose estate tax returns were due on or before the
tenporary regul ati on was rel eased on February 18, 1997.

On arelated matter, the result in Spencer nay rai se nore questions
than it resolved, because the opinion on appeal in C ayton regarded the
QTP election as relating back to the date of death so that, if the right
to income was guaranteed with respect to the elected portion, it was
deened to be guaranteed at all tines after the decedent's death. Spencer
regarded that hol ding as an unnecessary |legal fiction. Instead, Spencer
stated that qualification for the marital deduction is to be determn ned
"upon the date of the QTIP election,” rather than at the date of the
decedent's death, which is sufficiently beyond prior authority that it
rai ses the spectre of a further challenge by the governnent. |ndeed, sone
attorneys will read Spencer as standing for the proposition that, if a
trust did not qualify for the marital deduction at the decedent's death
but it can be reformed before the QTIP election is required to be nade,
that trust will qualify for the deduction. Al though a marital deduction
reformati on procedure would be a sensible addition to the Code, it took
| egislative action to provide its counterpart in Section 2055(e) and it is
unlikely that it will be deened to exist by judicial fiat follow ng
Spencer. As a result, Spencer probably has a bull's eye painted on it, not
any longer for the Cayton issue aspect but for the postnortemreformation
inplications that it creates. Rapp Est. v. Conr., [FN345.4] sidestepped
the i ssue whether Spencer is tantanount to a postnortem judi ci al
reformation authority, the court holding that a postnortem state court
reformation of a defective QIIP trust (it only paid incone in the
trustee's discretion) was not adequate to qualify the trust for the
marital deduction because the state court proceedi ng was not binding on
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t he federal governnent and, therefore, the trust failed to qualify

regardl ess of when the all income annually test was applied: at death or
when the QTIP el ection was nade.
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6. Estate Tax Attributable to QIlP Trust

Absent a contrary provision in the surviving spouse's will, Section 2207A
provides that any tax attributable to inclusion of QINP trust corpus in the
surviving spouse's gross estate under Section 2044 (and any interest and
penalties attributable thereto) is recoverable fromthe corpus of the QIlP
trust. The ampunt of tax attributable to the QTIP trust, conputed under Section
2207A(a) (1), is the difference between the anount of the actual estate tax in
the surviving spouse's estate and the anpbunt of estate tax that would be due if
the corpus of the QTIP trust was not includible. Thus, Section 2207A allows a
recovery of the anmount the surviving spouse's estate tax is increased by
inclusion of the QI P, sonetines referred to as the "increnental" tax
attributable to the QI P. [ FN364] However, no recovery is granted for any
anmount of the surviving spouse's unified credit exhausted by the inclusion
(because Section 2207A is for tax paid, not for tax payable), [FN365] nor for
any state estate or inheritance taxes attributable to the QI P trust.

| f the surviving spouse's estate seeks recovery of the tax after the trust
property has been distributed to the remai nder beneficiaries, the estate is
entitled to recover the tax fromthe distributees. [FN366] And, if there is
nore than one QTIP disposition includible in the surviving spouse's estate
(e.g., because the surviving spouse was beneficiary of both a QI P trust and a
QT P-elected legal life estate), the right to recover with respect to each
di sposition is a pro rata share of the total tax attributable to inclusion of
all the QTIP assets. [FN367]

Failure of the surviving spouse's estate to exercise the right to recover
the tax under Section 2207A is a taxable gift "fromthe persons who would
benefit fromthe recovery” (usually the surviving spouse's residuary
beneficiaries) "to the persons fromwhomthe recovery could have been obtai ned”
(the QTP remai nder beneficiaries), [FN368] although this gift may be negated
to the extent the spouse's beneficiaries cannot conpel recovery because the
spouse wai ved the right or, presunably, because the QTIP remai nder
beneficiaries are judgnent proof. [FN369] This transfer is considered as nade
when the right of recovery no longer is enforceable under |ocal |[aw, and any
"delay” in exercising the recovery right "may be treated as an interest-free
loan with appropriate gift tax consequences under section 7872 depending on the
facts of the particular case.” [FN370] No guidance exists with respect to the
meani ng of a "delay."

Typi cal boilerplate tax paynent provisions in the surviving spouse's w |

wai ving all rights of reinbursenent for taxes paid should not be used in
drafting the surviving spouse's estate plan if recovery of these taxes is
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desired. Instead, a provision |like the foll owi ng should be enpl oyed:

My personal representative shall pay fromthe residue of ny estate al
estate and i nheritance taxes assessed by reason of ny death, except that the
anmount, if any, by which the estate and inheritance taxes shall be increased as
a result of the inclusion of property in which I may have a qualifying incone
interest for life shall be paid by the person holding or receiving that
property. | waive for ny estate all rights of reinbursenent for any paynents
made pursuant to this article.

The intended effect of this provision is to preserve the tax apportionment
anticipated by Section 2207A while causing the recipients of the QTIP trust to
pay tax initially -- rather than inposing on the spouse's estate the cash fl ow
probl em of paynent foll owed by reinbursenent fromthe QIlP beneficiaries.

Alternatively, if waiver of the Section 2207A right of reinbursenent is
desirable, the requisite degree of specificity required al so should be
considered in light of Section 2207A(a)(2) [FN370.1] and In re WII of Gordon,

[ FN371] in which the decedent's tax clause read "I direct that all... taxes...
i nposed... by reason of ny death with respect to any property includable in ny
estate... whether such property passes under or outside ny will be paid out of
nmy Residuary Estate... wi thout apportionnent.” If the court in Gordon had found

that the Section 2207A reinbursenent right had been waived by this provision,
a charitable residuary bequest woul d have abated conpletely, which clearly was
not the decedent's intent. Therefore, the court found that this provision was
not adequate to work that result. [FN372] Although waiver m ght avoid nasty
gift tax problens, it also may be inappropriate if the surviving spouse's
estate otherwse is unable to pay its estate taxes. [FN373] Coment: As
illustrated in the sanple provision, above, a better approach to the probl em of
being able to pay the tax, without running the risk of an inadvertent gift tax
liability caused by a failure to assert the right of reinbursenent, is to waive
the Section 2207A right of reinbursement by a provision in the surviving
spouse's will while also preserving a state law right of outside apportionnent
of taxes agai nst nonprobate property includible in the surviving spouse's gross
estate. [ FN374]

A surviving spouse who assigns all or any part of a QTP income interest
triggers a gift of the full value of the renmainder interest in the QIlIP trust
under Section 2519, in addition to the Section 2511 gift of the value of the
assigned inconme interest. The surviving spouse is liable for the gift tax on
both transfers, but is entitled under Section 2207A to recover the gift tax
attributable to the gift of the remainder interest from"the person receiving
the property,” which is the trustee if the property is held in trust. [FN375]
Failure of the surviving spouse to exercise this right of recovery may result
in a taxable gift to the persons who are benefitted thereby, although the final
regul ations that address this issue were "reserved" pending conment on the
effect of a waiver of that right. [FN376]
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Wt hout full explanation, TAM 9736001 agreed with Prop. Regs. Section
25.2519-1(c) that the value of a Section 2519(a) gift is calculated as a net
gift. Involved in a QTIP trust was the surviving spouse's nonqualified
disclainmer that triggered Section 2519 gift taxation, subject apparently to an
agreenent between the spouse and the trust remai nder beneficiaries: "Under the
terms of the transfer, the donees agreed to pay all gift taxes generated by the
transfer." As a consequence, the surviving spouse treated the Section 2519
transfer of the remainder interest as a net gift, which the TAM concl uded was
proper, because Section 2207A "shifts the burden, but not the liability, for
paying the gift tax.”™ Wiich is to say that the liability remains the spouse's
and the burden being shifted by the agreenent consistent with Section 2207A is
tantanount to a net gift. The National O fice recognized that it is not
necessary that the surviving spouse affirmatively inpose this obligation on the
beneficiaries, as the spouse did in TAM 9736001, because "net gift treatnent of
a transfer under Section 2519 is inplicit under Section 2207A(b)." It never is
cl ear whether a TAM signals the governnent's position and they are not witten
by those who craft the regulations, so it is inpossible to know whether this
result telegraphs the result to expect when (if ever) the Treasury responds to
any comrents received on this issue.

G ven these rights of reinbursenent, the beneficiaries of a QTP trust are
intimately affected by tax conputations and paynent by the surviving spouse's
estate. Yet they may have no protection if the surviving spouse's personal
representative files a return with generous values for non-QTIP assets to
obtain a high basis for those assets, while causing a higher increnental tax
attributable to the QIl P beneficiaries.

To illustrate the possible conflicts that may arise in a simlar context,
consider Dixon Est. v. Conr., [FN377] in which the decedent's estate disputed a
deficiency assessed for the undervaluation of its major asset, corporate stock.
The surviving spouse noved to intervene, asserting an interest in the
proceedi ng adverse to the estate because it was in the surviving spouse's
interest to have the adjusted gross estate valued as high as possi bl e because
t he higher the estate tax value, the nore the surviving spouse would receive
under a pre-1982 nmaxi mum al | owabl e marital deduction bequest. The bequest was
to be satisfied out of assets other than the corporate stock and the surviving
spouse's share was to be free of any estate taxes, so an inflated val ue of that
stock al so would not work to the spouse's ultimate detrinent. Affirm ng the Tax
Court's refusal to grant intervention on the ground that doing so would "open
Pandora's box," the Court of Appeals for the NNnth GCrcuit held that the Tax
Court had discretion to grant or deny intervention and that the Tax Court's
deci sion could be reversed on appeal only if an abuse of discretion was shown.
The court was nost persuaded by the governnent's argunents that all ow ng
intervention m ght cause a "flood" of notions for intervention by beneficiaries
adversely affected by Tax Court valuations, and that the surviving spouse's
under | yi ng concern was the proper division of the trust corpus, which is a
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matter of state |aw. Thus, the beneficiaries' only renedy in a case in which an
al | eged overval uation occurs, especially one involving valuation of a QIlP
trust for Section 2207A reinbursenent purposes, appears to be a state court
proceedi ng asserting a violation of fiduciary duties.
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