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Editor Comment:  This Report covers the Monday morning Fundamentals Program
#1 on Basis and the Monday afternoon general session on Recent Developments 2014.
The next report will cover some of the Tuesday general sessions
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Monday, January 13
9:00 a.m.  - 12:15 p.m.

Fundamentals Program #1
Basis - Banal? Basic? Benign? Bewildering? (Focus Series) Presenters Howard M. Zaritsky and Lester B. Law

Reporter Beth Anderson Esq.

Basis used to be a simple tax concept of only modest importance to estate planners, but recent tax law changes have made income tax planning more important than estate tax planning for some clients, and the use of such techniques as intentional grantor trusts, contingent powers of appointment, private annuities, Alaska community property trusts, joint exempt step-up trusts (JESTs), and trust commutation have made basis sometimes very difficult to determine and even harder to integrate into an estate plan.
This session explored the rules of basis and their increasing importance in estate planning. The significant highlights are reported here.

Mr. Zaritsky's and Mr. Law's materials consisted of 245 pages of which they covered nearly every topic in their three hour lecture. They started the lecture with a reminder that the rules of estate planning have changed and practitioners must focus on the balance of estate and income taxes and that balance will vary among the states, and touched on the history of tax basis and general terminology.

Next they briefly covered what types of issues can lead to an adjustment (increase or decrease) in basis. While normally we think of carrying charges (mortgage interest paid) as deductions, if a taxpayer does not have income to apply the deduction, then the taxpayer may elect under §266 to capitalize the carrying charge and increase the property's basis.
They reminded us that under §1015 gifts of appreciated property have basis depending on whether the property is later sold for a gain or a loss and it's important to track the basis on gift tax returns so you can later accurately determine the gain or loss. To avoid loss of the loss, it's better for the donor to sell the depreciated asset (to take advantage of the difference between the donor's basis and FMV) and gift the cash to the donee rather than gift the asset to the donee who would have to use the FMV at date of gift as basis to determine loss at the subsequent sale.
§1015(d)(6) provides for an adjustment to basis on the gift taxes paid attributable to the net appreciate in the value of the gift. See §1.1015-5(c)(5) for an example.
Turning next to §1014, normally we think of this as new basis for assets included in the decedent's estate, but it's broader than estate inclusion and may apply to assets that are not included in the estate, but that are still acquired by the decedent. As pointed out later in the lecture, income, gift and estate taxes are not quid pro quo and you can get an income tax basis adjustment on assets that do not trigger gift or estate taxes. For example, Rev Rul. 84-139 provides that property owned by a non-resident alien is not subject to US estate taxes but still receives a date of death FMV basis adjustment.
The discussion then flowed into transfers of appreciated property in contemplation of death. The general rule under §1014(e) is such that the donor cannot gift property to the donee in contemplation of donee's death and receive a step-up in basis when donee's estate transfers the property back to the donor unless the done lives more than one year from the date of the transfer. The discussion turned on whether the donee's estate could transfer the property to a trust in which the donor had an interest or could later be added to the trust. The theoretical answer is that the adjusted basis should be denied for the value of the donor's interest in the trust. The practical answer -what's the value of an interest in a discretionary trust. Instead, you can create a bifurcated creditor shelter trust and provide that any assets received from the donor within one year of death are placed in a trust for the benefit of the children and any additional assets needed to max out the estate tax exclusion amount that were not received from the donor within one year of death are placed in a trust for the benefit of the donor and children, and any assets in excess of the exclusion amount are in the martial trust.
The presenters briefly touched on the importance of holding periods for determining long term (one year and a day) and short term capital gains, and reminded us that the gifts or non-recognition events usually allow for tacking of the donor's/contributor's holding period for the recipient, but sales do not, so you may have two different holding periods for a part sale/part gift transaction. Holding period for recipient of property from the decedent is long term so long as the recipient is the one who sells the property.

Uniform Basis Rule was the next topic, and provides that an asset acquired from the donor or decedent has a single basis even if multiple people with different interests own an asset. Therefore, each individual's portion of the basis will vary based on different facts including life expectancy, interest rate, terms of the trust or type of interest owed.
The next big topic was basis planning with portability and the ability to get two basis adjustments, one on the death of each spouse. Both presenters advised that portability should be the default or go to estate plan which is then adjusted for non-tax reasons such as second marriages, creditor issues, spendthrift, asset protection, collateral tax issues - GST planning.
They next transitioned into ways to "fix" the old credit shelter trusts for better basis:
o   Distribute assets to Spouse;
o   Trust protector can grant a general power of appointment to Spouse;
o   Modify the trust (start drafting trusts) with contingent general power
of appointment similar to GST general power over assets that exceed the DSUEA; or
o   Delaware Tax Trap if it's available in your state and under your document

Of these 4 methods, Mr. Zaritsky prefers a combination of the contingent general power of appointment and the ability of the trust protector to grant a general power to the spouse. The first provides a back stop in the event the trust protector fails to act. It is extremely difficult to draft a formula general power of appointment over the specific assets and not exceed the amount which would incur estate tax, and it's also difficult to find a trustee or trust protector willing to either distribute assets to the spouse or grant a general power to the spouse for fear that after the spouse's death the assets won't be in the hand of the trust beneficiaries.
Just before the mid-way break, the presenters pulled out the big guns and started discussing partnership tax. They stared slowly, with terminology and general conceptualization of the relationship between the partners and the partnership whether this relationship is an aggregate theory or entity theory. Generally, for basis purposes, the partner and partnership are under the aggregate theory - think of them as combined units instead of separate entities. Recall when a partner makes a contribution of assets in exchange for interest in the partnership, the assets have an Inside Basis equal to the basis of the contributor (transferred basis) and the new partner has an Outside Basis in the partnership interest equal the basis of the assets contributed. For example, partner contributes blackacre with basis of 100 and value of 500 in exchange for a 50% interest in the partnership, the inside basis of the blackacre is 100 and the outside basis of the partnership interest is also 100.
Recognition of gain usually occurs in the estate planning area because of "boot" and investment partnerships (§351). Boot is the receipt of cash or other property, by the partner, other than a partnership interest. Boot triggers a recognition of gain to the extent it exceeds the partners outside basis.

Outside basis is increased by the amount of partnership debt assumed by the partner, and it's decreased by any partner's debt that is relieved, but what is the basis on the note contributed to a partnership. Unlike a c-corp, which provides that a note has basis equal to fair market value, a note contributed to a partnership in exchange for a partnership interest has zero basis until payments are actually made, and subsequently the outside basis of the partnership interest is also zero.
Next, they discussed two types of distributions from a partnership, liquidating and non-liquidating and how they affect inside and outside basis. A liquidating distribution is a return of capital and termination of the partnership interest, and a non-liquidating distribution is a distribution that isn't liquidating. Gain may be recognized on either type of distribution, but loss can only be recognized on a liquidating distribution.
Basis is reduced in a non-liquidating distribution by the amount of cash received and the basis of any property transferred. For example, Janet has an outside basis in J,LP of 100. J,LP makes a distribution to Janet of 5 in cash and land with a FMV of 15 and basis of 5. Janet's outside basis in the partnership is reduced by the value of the cash received (5) plus the basis of the land (5) from 100 to 90, and Janet takes a carryover basis in the land (5). When the land is later sold she will have to recognize the built in gain.
In a liquidating distribution the entire outside basis is allocated to the cash and property received. For example, Z is a partner with an outside basis of 20 and as part of the liquidation of his partnership interest, Z receives 8 in cash and land with an inside basis of 10 and value of 21. Z's outside basis is reduced from 20 to 12 because of the 8 in cash and the remaining 12 is allocated to the land thereby adjusting its basis from 10 to 12.
754 election to adjust a partner's inside basis on the partnership assets and timing of recognition of income. When a partner dies the outside basis receives a date of death fair market value adjustment but the inside basis of the partnership assets do not, unless a 754 election is made. The election applies to a transfer of an interest in an partnership by sale or exchange or upon the death of a partner (§743 is triggered). The partnership makes the election for the partner and it only affects the transferee (new) partner. It requires tracking all of the partnership assets and keeping a separate 754 inside basis for that partner. The process can be complicated and time consuming when there are multiple elections (more than one partner dies) and depreciable assets (real property).
Interesting note, is whether a 754 election should apply at the end of estate administration and the funding of the trust. §761(e) provides that with respect to §743, any distribution of an interest in a partnership (not otherwise treated as an exchange) shall be treated as an exchange. So the distribution of the partnership interest from the estate to the trust could trigger an additional 754 election.

Grantor Trusts vs. Non-Grantor Trusts and Notes is the next cluster of topics discussed. The section started with a recap of the Rothstein case and Rev Rul 85-13 and the concept that sales to grantor trusts are non-recognition events because the grantor is deemed to own the trust assets for income tax purposes. Because grantor is deemed the owner of the trust assets, when the trustee purchases grantor's assets for a note, the basis of the note is zero (similar to partnership note) because the basis in the assets cannot be allocated to the assets and the note. If the grantor later sells the note to a third party, then there should be recognition of gain for the value of the note (or at least the purchase price).
While grantor is living and the grantor trust status is "on" basis is not going to change, but there may be a basis adjustment if the grantor trust status terminates during grantor's life. Increase basis for the appreciation from the net gift tax paid.
Termination of grantor trust status at death and basis adjustment without a recognition event. Recall, at the beginning of this outline, income and estate taxes are not quid pro quo, and basis may be adjusted when property is acquired from the decedent. At the death of the grantor, the grantor trust status terminates and the assets that were deemed owned by the grantor are not acquired from the decedent by the trust arguably creating a date of death basis adjustment under Rev Rul 85-13 and §1014, but good luck finding an accountant to sign a return using this theory.
Basis with private annuities and self-cancelling installment notes (SCINs).
Private annuities and SCINs are usual tools for clients that are not likely to outlive their actuarial life expectancies.
Annuitant (seller's) basis is divided into three parts: return of capital, gain (difference between the present value and adjust life expectancy), and annuity (interest like and makes up the rest of the annuity payment). The buyer's (obligor) basis varies on the situation, for a gain, basis is the present value. Loss cannot be recognized until payments are made and if at a loss the basis is the value of the payments.
SCINs carry a premium because of the risk that the full value will not be paid before the note is cancelled at death. That premium may increase the basis because it increases the value of the note. The premium may be a higher interest rate, larger payment or some combo of the two. As payments on the note are made, the basis of the note increases, but there should not be an adjustment at death for cancellation of debt. The obligation only applies while the transferor is living, at death there is no longer an obligation and therefore nothing to cancel. Judge Halpern's dissent in Frane. The argument is compelling unless you are in the 8th circuit in which case the majority opinion in Frane controls and income is recognized by the estate as IRD. IRD does not get a basis adjustment.
The final topic of discussion was double basis step-up planning with the JEST and Community Property Trusts of Alaska and Tennessee.

JEST stands for joint estate step-up trust and is a variation of the tax-basis revocable trust from TAM 9308002. In a JEST each spouse has a separate share of the trust and the power to terminate the trust during their lives and retain their separate shares. The first spouse to die has a testamentary power of appointment over the entire trust. On the death of the first spouse to die, the assets of such spouse's share first fund a credit shelter for surviving spouse and descendants and if necessary a marital trust for surviving spouse. If the deceased spouse's share is less than the applicable exclusion, then the credit shelter trust is bifurcated and the assets subject to the general power are held in trust for the descendants and not the surviving spouse. The full value of the trust should be included in the estate of the first spouse to die because of 2041 general power and 2038 retained interest.
Alaska and Tennessee have statutory trusts that allow spouses to opt in to community property status for assets and get the benefit of the double basis adjustment like community property states. The statutes require the trust situs to be in AK or TN, respectively, the property may be located anywhere, but real property will need to be converted to tangible property (put in a LLC) in order for its situs to be in another state. At least one of the trustees must be located in AK or TN, and must perform some type of trustee like function - management, possession of assets, records, tax returns, and a mandatory all caps disclosure of the consequences of this trust. Although there are conflict of law concerns, if done properly these trusts should work for spouses in "good marriages" without creditor concerns.
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Recent Developments 2014
Presenters: Dennis I. Belcher, Samuel A. Donaldson and Carlyn S. McCaffrey Reporter:Bruce A. Tannahill Esq.
The Faculty for this session consisted of Dennis Belcher of McGuire Woods, Richmond, VA; Professor Samuel Donaldson of Georgia State University College of Law, Atlanta; and Carlyn McCaffrey of McDermott Will & Emery in New York
This session alone was worth the cost of attendance, not only for the information provided by the panelists but for the humor the panelists, especially Prof. Donaldson, used in their discussion. A heavy rainstorm was heard during much of the presentation, offering additional opportunities for levity during the program.

Mr. Belcher began the program by thanking the authors who contributed the materials and Ron Aucutt who edited them. He said that this has been an interesting year and the panel's objective is to put the developments into perspective.
He noted that estate planning practice has changed significantly over the last 14 years. 2001 brought the gradual increase of the gift and estate tax exemption to $3.5 million in 2009, followed by the 2010 choice of a one-year repeal or a $5 million exemption. In 2011-12, we had the concern that the exemption could go back to $1million and the 2012 end-of-year planning rush.
The 2012 American Tax Relief Act brought us estate tax stability for the first time in many years but it changed the estate planning practice. Ten years ago, clients would call Mr. Belcher and say they were concerned about estate tax law changes. Congressional action and tax laws would drive people to attorneys for estate planning.
In the future, he said that tax changes may not drive clients to us. We will need to be more proactive because clients will need our services but not as likely to seek us out. Estate tax concerns still affect the top 0.2% have estate tax needs. Wealth is being created at the top so these clients still need help minimizing estate taxes. For them and the remaining 99.8%,  assistance is needed to pass assets as they want.
For clients who need estate tax planning, it is no longer sufficient just to make gifts to irrevocable trusts. We also need to deal with income tax rules. A zero basis asset given away must appreciate 250% to offset the loss of stepped-up basis. Assets will almost certainly be sold.
If a client says their children won't sell assets, get it acknowledged by client in writing because the children may have different plans.
Mr. Belcher concluded his introductory remarks by saying that he hopes the program helps you better advise clients and proactively help them.

Federal Tax Developments
Prof. Donaldson began by noting that ATRA is like any other tax legislation -it included extenders that expired at end of 2013. He used the example of the above the line deduction for teachers' classroom expenses as a provision that is a feel-good provision that has minimal revenue impact.
There is no policy reason for not making it permanent. Legislators don't want to make it permanent because then they cannot take credit for extending.
On December 19th, the Tax Increase Prevention Act (TIP) Act was signed by the President. The provisions are only effective until the end of 2014, which means we are back in the same position as we were a year ago. Prof. Donaldson said that a carton of milk bought that day was good longer than the TIP Act.

One provision included in the TIP Act is the qualified charitable distribution. This allows clients over 70 ½ to have up to $100,000 of their IRA paid directly to a charity. It is not included in income and no charitable deduction is allowed for it. It is an important tool in our quiver because the charitable deduction may not offset RMDs included in income due to the limitations on charitable deductions and Pease phase-out of itemized deductions.
The TIP Act also included the ABLE Act of 2014. It enacted section 529A, which is like a section 529 plan for individuals with disabilities. Under a qualified ABLE program, accounts can be established for individual receiving Supplemental Security Income and Medicaid or eligible to receive it, based on a disability that began before age 26. There is a maximum
$14,000 annual contribution, which grows tax-deferred. To the extent distributions are used for qualified expenses, they are not included in anyone's income. There is a broad definition of qualified disability expenses. Amounts in ABLE account don't count as resources up to $100,000.
The excess is considered a resource for SSI purposes but not for Medicaid purposes. Prof. Donaldson thinks it will be a nice additional benefit we can bring to the table for our clients who have family members with special needs.

Legislative Developments to Watch For
Prof. Donaldson noted that Congress is firmly under control of Republicans.
He doesn't think we'll see dramatic tax reform since Republicans can't override a presidential veto. On the other hand, the President's proposals have as good a chance of passing as the professor's would.
Mr. Belcher agreed on the prospects of estate tax legislation but noted there is a better chance than last year due to Republican control, moving from nominal to better than nominal.
There are at least two potential vehicles that could be used to attempt to force estate tax reform. First up is the February deadline of February to the Department of Homeland Security. The debt ceiling will need to be increased in late spring or early summer.
The panel then reviewed some of the estate and gift tax proposals included in his 2015 budget proposals, released in 2014. These include:
·         Modification of the GST treatment for Health and Education Exclusion Trusts. Ms. McCaffrey says that the change is not needed because current law already provides the proposed treatment or the IRS already has adequate tools to combat any abuse.
·         Simplify gift tax exclusion for annual gifts administration. The Administration doesn't like the current gift tax exclusion because gifts are made to people who never get anything from the trust. Gifts are also difficult to monitor. What the proposal means isn't clear. The best guess is it would limit the annual exclusion to outright gifts or single beneficiary trusts, except for $50,000. It has little chance of being passed.

State death taxes
Maryland and Rhode Island increased their exemptions while Minnesota retroactively repealed its gift tax.
Ms. McCaffrey noted that New York is expensive place to die. Until last year, the exemption was $1,000,000. A new law gradually increases it to federal level in 2019 but with a phase-out that eliminates the entire exemption between 100% and 105% of the exemption. Estates above 105% of the exemption receive, no benefit from exemption. At certain levels, individuals pay 200% of the amount in excess of exemption. In addition, gifts within three years of death are added back to the estate, even by non-resident decedents who made gifts of New York situs property while a resident of New York.

IRS and Treasury Matters
The Treasury priority guidance plan for Gifts and Estates and Trusts has one new item: Guidance on Rev. Proc. 2001-38, which provides relief for unnecessary QTIP elections.  Prof. Donaldson emphasized that this Rev.
Proc. is a relief provision. With portability, people now use QTIP trusts to get a stepped-up basis. The concern raised by some is that the IRS could say a QTIP election wasn't necessary since there is no taxable estate. He said that Treasury on board with modest estates doing QTIP elections and that they will not be ignored.
Because temporary regulations cannot last more than three years, the temporary regulations on portability need to be made final or new temporary regulations issued. He doesn't expect significant changes. Other items have been on the list for a while and will be there next year.
Mr. Belcher noted that the IRS budget cut in current budget. The number of lawyers has dropped. Eric Corwin of Treasury has said that he wouldn't be surprised if regulation projects PLRs, and other guidance take longer

Valuation Matters
The panel reviewed several valuation matters.
·         Estate of Richmond v. Commissioner: The appraisal was never finalized by the accountant. There was a significant built-in capital gain.  The Tax Court allowed 15% discount for it, based, on the Court's own time value of money analysis, assuming the gain would be realized over time
·         Estate of Gustino v. Commissioner: A Ninth Circuit decision filed December 5, 2014 reversed the Tax Court. The Tax Court said that even though decedent owned 41% interest and couldn't liquidate, there was a 25% chance a hypothetical buyer could find another partner to agree . The Ninth Circuit said it was clear error to assign a 25% probability of everything happening that needed to happen to liquidate.
·         Estate of Elkins v. Commissioner: The client owned fractional interests in art. IRS said no discount allowed based on an appraiser who said that there was no market for fractional interest. The Fifth Circuit said the estate's valuation discount would control because the IRS presented no evidence as to the valuation discount and the estate had three expert appraisers supporting the discounts. The result was an aggregate discount of about 67%. Ms. McCaffrey said that the opinion isn't precedent for 70-80% discount for fractional interest in art. You need good evidence for discount. If the heirs want to sell art, a valuation discount may be counterproductive due to the loss of stepped-up basis. As the rain picked up, Prof. Donaldson noted that it rained harder when discussing cases where the IRS loses.
·         PLRs 201431017, 201441001: Alternate valuation requires an election on the estate tax return. It must be made within one year of the due date including extensions. In the first ruling, the failure to make the election was corrected within one year after original the due date and the IRS ruled that section 9100 relief available. In the second ruling, it was not corrected within one year and the IRS rule that no section 9100 relief was available.

Constitutionality of State Rules Against Perpetuities
Professor Robert Sitkoff and Stephen Horowitz wrote an article for Vanderbilt Law School, arguing that the statutory modifications to the common law rule against perpetuities in Arizona, Nevada, North Carolina, Texas and Wyoming violate those states' constitutional prohibitions against perpetuities. They further argue that states that do not allow perpetual trusts may not recognize perpetual trusts established by their residents in other states. The article  was picked up by New York Times on December 5.
Leimberg Information Services published a rebuttal by Steve Oshins on December 22. Jonathan Blattmachr also weighed in. The original law review article and the responses are available on the Heckerling web site at <http://www.law.miami.edu/heckerling/supplemental_materials.php>http://www.law.miami.edu/heckerling/supplemental_materials.php.
Mr. Belcher doesn't agree with the Sitkoff/Horowitz article's conclusion that it recognizing the perpetual trust would violate public policy. He does worry about a bankruptcy trustee going after a trust where the beneficiary is the bankrupt Ms. McCaffrey stated that whether the grantor's state would recognize the trust may not be relevant because that state's court couldn't reach the trust assets. Prof. Donaldson said it becomes more of a trade-off and risk analysis.

Other Developments
Estate of Sanders v. Commissioner involved what is adequate disclosure to start the running of the statute of limitations for gift tax returns. The donor had filed gift tax returns 1999-2008 and the IRS assessed gift taxes in 2012. The taxpayer moved for summary judgment due to the statute of limitations having run. The IRS said there was not adequate disclosure and the Tax Court denied summary judgment because there was a genuine dispute as to whether there was adequate disclosure.  It was noted that there are two types of adequate disclosure: one for gift taxes, one for chapter 14. A disclosure checklist developed by Stephanie Loomis-Price is available at <http://www.americanbar.org/content/dam/aba/events/real_property_trust_estate/heckerling/2014/adequate_disclosure_checklist.authcheckdam.pdf>http://www.americanbar.org/content/dam/aba/events/real_property_trust_estate/heckerling/2014/adequate_disclosure_checklist.authcheckdam.pdf.
Estate of Aragona v. Commissioner involved when a trust materially participates in a business. This was originally a concern under the section
469 passive activity loss rules. It has become important for estate planners because the passive loss rules are used to determine if certain activities are investment income/loss for purposes of the 3.8% net investment income tax. The IRS has taken the position in litigation that only a trustee's actions as trustee count in determining the trust's material participation. The passive activity loss regulations have reserved the section dealing with material participation by a trust. The Tax Court held that without guidance, it will take the position that a trustee's activities as employees count.  Prof. Donaldson disagrees with the IRS position that trustee's actions as employee don't count. He said you can't remove the fiduciary hat in anything you do. Since trustees materially participated as employees, the trust should be considered to materially participate.. Until we get regulations that codify the IRS litigation position, we can rely on Aragona. Mr. Belcher said that the IRS is concerned about the use of trusts as tax shelter but he expects it will be several years before we see any guidance. PAL is probably bigger issue than NIIT.
[bookmark: _GoBack]SEC v. Wyly is an SEC disgorgement case where the defendants were ordered to disgorge almost $620 million due to securities violations arising from tax planning using offshore trusts. The panel said we care about the case because it the judge who decided it is a federal district judge who might decide tax issues. He concluded that trusts were grantor trusts. The degree of control grantors exercised over the trust created de facto control and implicated section 674 making the trust a grantor trust. The panel thought that a similar conclusion would be reached under sections 2036 and 2038.
Mr. Belcher said that this case shows egregious facts make bad law. Legal fees for handling SEC complaint and lawsuit was $100m.

