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1.)
Income Tax—Trust Fees Subject to 2% Floor: In Michael J. Knight, Trustee of William L. Rudkin Testamentary Trust v. Comm. [101 AFTR 2d 2008-544 (2008)], the Supreme Court held that costs paid to an investment advisor by a nongrantor trust or estate generally are subject to the 2% floor for miscellaneous itemized deductions under IRC Sec. 67(a). The Treasury Dept. intends to issue revisions to Reg. 1.67-4 to conform it to this holding. Until then, this notice provides guidance on the treatment of bundled fiduciary fees. For tax years beginning before 1/1/09, nongrantor trusts and estates will not have to unbundle a fiduciary fee into portions consisting of costs that are fully deductible and costs that are subject to the 2% floor. Notice 2008-166, 2008-52 IRB, extending the guidance in Notice 2008-32, 2008-11 IRB 593.

Document Header:  Checkpoint Contents  Federal Library  Federal Editorial Materials  PPC's Five-Minute Tax Briefing  2008  December 12, 2008—No. 2008-24  © Copyright 2009 Thomson Reuters/RIA. All rights reserved.
2.)
Announcement 2008-73, 2008-33 IRB 392, 08/15/2008, IRC Sec(s). 642  Credits and deductions—income ordering rules—payments to charitable beneficiary.


Headnote: 


IRS corrected proposed regs (REG-101258-08, 2008-28 IRB 111) providing guidance under Code Sec. 642(c); with regard to federal tax consequences of ordering provision in trust, will, or provision of local law that attempts to determine tax character of amounts paid to charitable beneficiary of trust or estate. Regs also make conforming amendments to regs under Code Sec. 643(a)(5);.

Reference(s): ¶ 6424.02; Code Sec. 642; 


Full Text: 


AGENCY: Internal Revenue Service (IRS), Treasury. 


ACTION: Correction to notice of proposed rulemaking. 


SUMMARY: This document contains corrections to a notice of proposed rulemaking (REG-101258-08, 2008-28 I.R.B. 111) that was published in the Federal Register on Wednesday, June 18, 2008 (73 FR 34670) providing guidance under Internal Revenue Code section 642(c) with regard to the Federal tax consequences of an ordering provision in a trust, a will, or a provision of local law that attempts to determine the tax character of the amounts paid to a charitable beneficiary of the trust or estate. The proposed regulations also make conforming amendments to the regulations under section 643(a)(5). The proposed regulations affect estates, charitable lead trusts (CLTs) and other trusts making payments or permanently setting aside amounts for a charitable purpose. 


FOR FURTHER INFORMATION CONTACT: Vishal Amin at (202) 622-3060 (not a toll-free number). 


SUPPLEMENTARY INFORMATION: 


Background 


The correction notice that is the subject of this document is under sections 642 and 643 of the Internal Revenue Code. 


Need for Correction 


As published, the notice of proposed rulemaking (REG-101258-08) contains errors that may prove to be misleading and are in need of clarification. 
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Correction of Publication 


Accordingly, the publication of the notice of proposed rulemaking (REG-101258-08), which was the subject of FR Doc. E8-13611, is corrected as follows: 

1. On page 34671, column 1, in the preamble, under the paragraph heading “Explanation of Provisions”, first paragraph, line 19, the language “proposed regulation will amend the” is corrected to read “proposed regulations will amend the”. 

2. On page 34671, column 2, in the preamble, under the paragraph heading “Explanation of Provisions”, first paragraph of the column, line 3, the language “unrelated business tax income and tax-” is corrected to read “unrelated business taxable income and tax-”. 

3. On page 34671, column 2, in the preamble, under the paragraph heading “Explanation of Provisions”, first paragraph of the column, line 22, the language “independent of the income tax” is corrected to read “independent of income tax”. 


§1.642(c)-3 [Corrected] 

4. On page 34672, column 1, §1.642(c)-3, paragraph 2., first entry of the amendatory instructions, the language “Revising the paragraph heading of paragraph (b) and add a heading to paragraph (b)(1).” is corrected to read “Revising the paragraph heading of paragraph (b) and adding a heading to paragraph (b)(1).”. 


LaNita Van Dyke, Chief, Publications and Regulations Branch, Legal Processing Division, Associate Chief Counsel (Procedure and Administration). 
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3.)
Guidance in final regs reflects recent law changes affecting S corporations Preamble to TD 9422, 08/13/2008; Reg. § 1.1361-1, Reg. § 1.1361-4 , Reg. § 1.1361-6, Reg. § 1.1362-4, Reg. § 1.1366-2 Reg. § 1.1366-5 


IRS has issued final regs providing guidance on changes made by the American Jobs Creation Act of 2004 (Jobs Act, P.L. 108-357) and the Gulf Opportunity Zone Act of 2005 (GOZA, P.L. 109-135) to a number of S corporation rules including the family shareholder rules, the definitions of “powers of appointment” and “potential current beneficiaries” with regard to electing small business trusts, the allowance of suspended losses to the spouse or former spouse of an S shareholder, and relief for inadvertently terminated or invalid qualified subchapter S subsidiary (QSub) elections. The regs, which also make conforming amendments to reflect the Small Business Jobs Protection Act of 2006, adopt proposed regs issued in 2007, and are effective on Aug. 14, 2008. 


Increase in maximum number of shareholders. The Jobs Act amended Code Sec. 1361(b)(1)(A) to increase the permitted number of S shareholders from 75 to 100, effective for tax years beginning after Dec. 31, 2004. The regs remove or amend several references in the preexisting regs that cite a specific number of permissible S shareholders, except where necessary in an example. (Reg. § 1.1361-1) 


Family shareholders. Code Sec. 1361(c)(1), as amended by the Jobs Act and GOZA, automatically (i.e., without the need to make an election) treats a husband and wife (and their estates), and all members of a family (and their estates) as one shareholder for purposes of the 100 shareholder limitation, effective for tax years beginning after Dec. 31, 2004. The family members are determined by reference to a common ancestor. Code Sec. 1361(c)(1)(B) defines “members of a family” as a common ancestor, any lineal descendant of the common ancestor, and any spouse or former spouse of the common ancestor or any such lineal descendant. Adopted and foster children are included among such lineal descendants. An individual isn't the common ancestor if, on the applicable date, he is more than 6 generations removed from the youngest generation of shareholders who would otherwise be members of the family (without regard to the “six generation” test of Code Sec. 1361(c)(1)(B)(ii)). GOZA changed the applicable date in Code Sec. 1361(c)(1)(B)(iii) on which a person will be tested for qualification as a “common ancestor” to the latest of (1) the date the S election is made, (2) the earliest date an individual who is a “member of the family” holds stock in the S corporation, or (3) Oct. 22, 2004. The regs clarify that the “six generation” test is applied only at the aforementioned date and has no continuing significance in limiting the number of generations of a family that may hold stock and be treated as a single shareholder. Also, there is no adverse consequence to a person being a member of two families. (Reg. § 1.1361-1(e)(3)) 
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Disregard of unexercised powers of appointment in ESBTs. Potential current beneficiaries (PCBs) are treated as S shareholders for purposes of Code Sec. 1361(b)(1) (which addresses both shareholder eligibility and the permitted number of shareholders). The Jobs Act amended Code Sec. 1361(e)(2) by providing that, in determining the PCBs for any period of an electing small business trust (ESBT), powers of appointment will be disregarded to the extent not exercised by the end of that period. It also increased the period from 60 days to one year during which an ESBT may safely dispose of S stock after an ineligible shareholder becomes a PCB. These changes apply to tax years beginning after Dec. 31, 2004. The regs remove and replace preexisting reg provisions that are inconsistent with these changes. (Reg. § 1.1361-1(m)(4)(vi)) 


The regs also amend the definition of “potential current beneficiary” to provide that all members of a class of unnamed charities permitted to receive distributions under a discretionary distribution power held by a fiduciary that is not a power of appointment, will be considered, collectively, to be a single PCB for purposes of determining the number of permissible shareholders unless the power is actually exercised. In that case, each charity that actually receives distributions would also be a PCB. The ESBT election requirements are amended to require a trust containing such a power to indicate its presence in the election statement. This amended PCB definition applies only to powers to distribute to one or more members of a class of unnamed charities which is unlimited in number; it doesn't apply to a power to make distributions to or among particular named charities. (Reg. § 1.1361-1(m)(4)(vi)) 


The regs also provide that a power to add beneficiaries, whether or not charitable, to a class of current permissible beneficiaries is generally a power of appointment and thus will be disregarded to the extent it is not exercised. (Reg. § 1.1361-1(m)(4)(vi)) 


Transfer of stock between spouses or incident to divorce. The Jobs Act amended Code Sec. 1366(d)(2) to provide that if the stock of an S corporation is transferred between spouses or incident to divorce under Code Sec. 1041(a), any loss or deduction with respect to the transferred stock which cannot be taken into account by the transferring shareholder in the year of the transfer because of the basis limitation in Code Sec. 1366(d)(1) will be treated as incurred by the corporation in the succeeding tax year with regard to the transferee. This change applies for transfers after Dec. 31, 2004. 


The regs include this exception to the general rule of nontransferability of losses and deductions. Losses and deductions allocable to the transferor spouse for the tax year immediately preceding the year of transfer that are subject to the basis limitation rule of Code Sec. 1366(d) are treated as incurred by the corporation with respect to the transferor spouse in the tax year of the transfer. The transferor spouse could use all losses and deductions carried over to the year of transfer if the transferor spouse had sufficient basis. Under Reg. § 1.1366-2(a)(4), if the transferor's pro rata share of the losses and deductions in the year of transfer exceeds the transferor's basis in stock or the indebtedness of the corporation to the transferor, the limitation is allocated among the transferor spouse's pro rata share of each loss or deduction, including disallowed losses and deductions carried over from the prior year. Under the final regs, losses and deductions carried over to the year of transfer that are not used by the transferor spouse in that year are prorated between the transferor spouse and the transferee spouse based on their stock ownership at the beginning of the succeeding tax year. The final regs carry examples illustrating these rules. (Reg. § 1.1366-2(a)(5)) 


Passive activity losses and at-risk amounts of QSSTs. The Jobs Act amended Code Sec. 1361(d)(1) to provide that, for purposes of applying Code Sec. 465 (at-risk rules) and Code Sec. 469 (passive activity loss rules) to the beneficiary of a qualified subchapter S trust (QSST) with respect to which the beneficiary has made an election under Code Sec. 1361(d)(2), the disposition of S stock by the QSST is treated as a disposition by the beneficiary. This creates an exception to the general rule of Reg. § 1.1361-1(j)(8), which provides that the trust, rather than the beneficiary, is treated as the owner of the S stock in determining the income tax consequences of a disposition of the stock. The final regs add conforming language to the reg. (Reg. § 1.1361-1(j)(8)) 


QSub relief and inadvertent invalid elections or terminations. The Jobs Act amended Code Sec. 1362(f) to provide that QSubs are eligible for relief for an inadvertent invalid QSub election or termination under the same standards applied to an inadvertent invalid S election or termination, effective for elections made and terminations occurring after Dec. 31, 2004. The final regs reflect these and other changes. (Reg. § 1.1362-4) 


References: For S corporations, see FTC 2d/FIN ¶ D-1420 et seq.; United States Tax Reporter ¶ 13,614 et seq.; TaxDesk ¶ 611,000 et seq.; TG ¶ 4620 et seq. 
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4.) Interest from estate's hardship extension was nondeductible personal interest Chief Counsel Advice 200836027 
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In Chief Counsel Advice (CCA), IRS has concluded that interest on estate tax accrued during the period of a hardship extension for paying tax under Code Sec. 6161 is nondeductible personal interest under Code Sec. 163(h)(2). Thus, the estate couldn't deduct the interest on its income tax return. 


Facts. An estate owed income and estate taxes but lacked liquid assets to pay them. It later sold real estate to pay the taxes. Before doing so, the estate requested and was granted (due to economic hardship) an extension of time for paying the estate tax under Code Sec. 6161. During the period of extension for paying the estate tax, interest on the unpaid estate tax continued to accrue. The estate filed its Form 1041, U.S. Income Tax Return for Estates and Trusts, claiming a deduction for the amount of interest due on the unpaid estate tax. Subsequently, the estate paid the estate tax and interest due under the extension without claiming a deduction on the estate tax return for the related interest. 


Background. In general, Code Sec. 163(a) allows a deduction for interest paid or accrued within the tax year on debt. However, under Code Sec. 163(h)(1), no deduction is allowed for personal interest. Only the six types of interest listed in Code Sec. 163(h)(2)(A) through Code Sec. 163(h)(2)(F) qualify as deductible, non-personal interest. One such item is Code Sec. 163(h)(2)(E), which provides that where an extension of time for payment of estate tax is in effect under Code Sec. 6163, the interest payable on the estate tax during that period of extension is allowable as an income tax deduction. Code Sec. 6163 allows an extension of time for payment of estate tax on the value of reversionary or remainder interest in property. 


Result. The CCA observed that, other than interest payable on estate tax during a period of extension under Code Sec. 6163, all interest with respect to other extensions of time for paying estate tax is considered personal interest for purposes of the income tax deduction (unless the interest qualifies as nonpersonal interest under Code Sec. 163(h)(2)(A) through Code Sec. 163(h)(2)(C), relating to trade or business, investment, and passive activities). Thus, as none of those exceptions applied in this situation, the estate could not deduct the interest on its income tax return. 


RIA observation: Interest on federal estate tax deferred under Code Sec. 6161 is deductible on the estate tax return as an administration expense if the expense is allowable under local law. To the extent that interest on deferred estate tax is deductible, it is deductible when it accrues. The CCA noted that the estate did not claim a deduction for the interest on the estate tax return. The CCA did not affirmatively state whether an interest deduction on the estate tax return would have been allowable. If it would be allowable and there is still time to file an amended return, the estate should do so in order to gain a refund of the estate taxes that could be sheltered by the interest deduction. 


References: For nondeductible personal interest, see FTC 2d/FIN ¶ K-5510; United States Tax Reporter ¶ 1634.054; TaxDesk ¶  14,001; TG ¶ 18301. 
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5.)
IRS grants further reprieve for deduction of “bundled fiduciary fees”  Notice 2008-116, 2008-52 IRB 


In a Notice on the treatment of investment advisory costs and other costs subject to the 2% floor under Code Sec. 67(a), IRS has provided that, for tax years beginning before Jan. 1, 2009, nongrantor trusts and estates will not have to “unbundle” a fiduciary fee into costs that are fully deductible and those that are subject to the 2% floor. Instead, they can deduct the full amount of the bundled fiduciary fee without regard to the 2% floor. Previously, IRS had provided this relief only for tax years beginning before Jan. 1, 2008. 


Background. Miscellaneous itemized deductions are allowed only to the extent they exceed 2% of AGI. (Code Sec. 67(a)) For purposes of this floor, the adjusted gross income of an estate or trust is computed the same way as for an individual, subject to certain exceptions. (Code Sec. 67(e)) Under one exception, costs paid or incurred in connection with the administration of an estate or trust that wouldn't have been incurred if the property weren't held in the estate or trust are allowed as deductions in arriving at adjusted gross income. (Code Sec. 67(e)(1)) 


In January of 2008, resolving a conflict in the circuits courts, the Supreme Court held that investment advisory fees paid by a trust are deductible only to the extent that they exceed 2% of the trust's AGI. The Supreme Court reasoned that in determining whether a particular type of cost incurred by a trust “would not have been incurred” if the property were held by an individual, Code Sec. 67(e)(1) excepts from the 2% floor only those costs that would be uncommon (or unusual, or unlikely) for an individual to incur. The Court found that the trustee, who had the burden of establishing entitlement to the deduction, failed to demonstrate that it was uncommon or unusual for individuals to hire an investment adviser. (Knight v. Comm (S Ct 1/16/2008), 101 AFTR 2d 2008-544 , see Weekly Alert ¶ 13 01/24/2008) 
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Previously, in late July of 2007, IRS had issued proposed regs providing that investment advice costs incurred by an estate or non-grantor trust would be subject to the 2%-of-AGI floor for miscellaneous itemized deductions under Code Sec. 67(a) (see Weekly Alert ¶ 9 08/02/2007). Under the proposed regs, an estate or non-grantor trust that pays a single fee that includes both costs that are unique to estates and trusts and costs that are not, would have to use a reasonable method to allocate the single fee between the two types of costs. (Prop Reg § 1.67-4(c)) Thus, the 2% floor couldn't be circumvented by combining investment advisory fees and trustees' fees into a single fee. 


RIA observation: The proposed regs—under which costs incurred by a trust would have to be unique to a trust in order to be excepted from the 2% floor—are more restrictive than the Supreme Court's decision in Knight, under which costs incurred by a trust are excepted from the 2% floor if the costs would not commonly or customarily be incurred by individuals. 


IRS is planning to issue final regs consistent with the Supreme Court's holding in Knight. Those regs will also address the issue raised when a nongrantor trust or estate pays a “bundled fiduciary fee” for costs incurred in-house by the fiduciary, some of which are subject to the 2% floor and some of which are fully deductible without regard to the 2% floor. Because the final regs, which will only apply prospectively, were not issued before the due date for filing 2007 income tax returns (determined without regard to extensions), IRS provided interim guidance in Notice 2008-32, 2008-11 IRB 593, for tax years beginning before Jan. 1, 2008. Because the final regs will not be issued in time to be applicable to the 2008 tax year, IRS has now extended that guidance to tax years beginning before Jan. 1, 2009. 


Extended reprieve. In Notice 2008-116, IRS says that taxpayers don't have to determine the portion of a bundled fiduciary fee that is subject to the 2% floor under Code Sec. 67 for any tax year beginning before Jan. 1, 2009. Instead, for each such tax year, taxpayers may deduct the full amount of the bundled fiduciary fee without regard to the 2% floor. Payments by the fiduciary to third parties for expenses subject to the 2% floor are readily identifiable and must be treated separately from the otherwise bundled fiduciary fee. 


References: For how the 2% floor applies to trusts, see FTC 2d/FIN ¶ C-2202; United States Tax Reporter ¶ 674; TaxDesk ¶ 653,001; TG ¶ 2664. 
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6.)
Taxpayers and trust weren't related parties under like-kind exchange rules  PLR 200920032 , PLR 200919027 


In two recent private letter rulings (PLRs), IRS has ruled that taxpayers and a trust weren't related parties for purposes of the like-kind exchange rules under Code Sec. 1031(f). As a result, the trust's sale of the property received in the exchange within two years doesn't affect the tax-free nature of the exchange. 


Background. Under Code Sec. 1031(a), no gain or loss is recognized on the exchange of property held for productive use in a trade or business or for investment if the property is exchanged solely for like-kind property which is to be held either for productive use in a trade or business or for investment. Rev Rul 73-476, 1973-2 CB 300, provides that the exchange of an undivided interest in multiple parcels of real estate for 100% ownership of one or more parcels of the same real estate qualifies as a valid like-kind exchange. 


Under Code Sec. 1031(f)(1), where a taxpayer exchanges like-kind property with a related taxpayer (as defined in Code Sec. 267(b) or Code Sec. 707(b)(1)) and, within two years of the date of the last transfer that was part of the exchange, either party disposes of the property received in the exchange, then gain or loss not recognized in the exchange is recognized on the date the later disposition occurs. A disposition includes indirect transfers. Exceptions are made for death, certain involuntary conversions, and non-tax-avoidance transactions. 


Under Code Sec. 267(b)(1), members of a family are: an individual's brothers and sisters (whether by the whole or half blood), a spouse, ancestors, and lineal descendants. Related taxpayers under Code Sec. 707(b)(1) include: (a) a partnership and a person owning, directly or indirectly, more than 50% of the capital interest, or the profits interest, in such partnership, and (b) two partnerships in which the same persons own, directly or indirectly, more than 50% of the capital interests or profits interests. 


Facts. Property (called Farmland), which was owned by the father of three children, was placed into two testamentary trusts on his death with the income payable to the children's mother for life and the remainder to the three children (who we will call Al, Bill and Cecile). On their mother's death, Farmland was transferred to Al, Bill and Cecile, in equal shares as tenants in common. They later deeded each of their interests in Farmland to three grantor trusts, Trust A, Trust B and Trust C. Al and Trustee are the Co-trustees of Trust A. Through Trust A, Al holds his interest in Farmland for use in a trade or business or for investment. 
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When Cecile later died, her interest in Farmland remained in trust with the trust income payable to her surviving spouse for life and the remainder to her children. For federal tax purposes, the current owners of Farmland are Al (through Trust A), Bill (through Trust B) and Trust C in equal shares as tenants in common. The Co-trustees of Trust C are Cecile's spouse, and her two children. 


RIA observation: Presumably, the two PLRs (PLR 200920032 , PLR 200919027) with identical fact patterns were requested by the two surviving children (i.e., Al and Bill) who would both appear to be in the same position. 


Trust C wishes to liquidate its ownership interest in Farmland. Al and Bill wish to remain invested in Farmland through Trust A and Trust B. To accomplish these goals and increase the marketability of the interest to be sold, Trusts A, B, and C have agreed to exchange each of their undivided one-third interest in Farmland for 100% fee simple interests in the same property. This exchange will be based upon the division suggested in a recent survey and appraisal, and will split Farmland into three parcels of equal value. 


None of the Trusts will assume any liabilities of the other Trusts or receive money or other property in the exchange. (However, Trust C will have a different and higher basis in its parcel than the other owners because of the step up in basis received as a result of Cecile's death.) After the exchange of the undivided interests for whole parcels, Trust C will sell its parcel to a third party. Al and Bill will retain their respective parcels (each a portion of Farmland) for use in a trade or business or for investment. 


Favorable rulings. The PLRs concluded that the taxpayer and Trust C weren't related persons under Code Sec. 1031(f). The exchange and later sale by Trust C of its fee simple interest in a portion of Farmland wasn't a transaction to which Code Sec. 1031(f) applied. Accordingly, the Code Sec. 1031(a) nonrecognition rules weren't affected by Trust C's sale of its interest (including the interest it acquired from Al) in Farmland within two years of its acquisition by Trust C. 


In general, a transaction is described in Code Sec. 1031(f) if related parties engage in an exchange and then one of the related parties disposes of their acquired property within two years of the acquisition. However, here, Al and Bill were related persons under Code Sec. 267(b) , but neither intended to sell their respective property within 2 years of the exchange. Further, while Trust C intended to sell its interest within two years of the exchange, Al was not related to Trust C or its trustees (Cecile's spouse and children) under Code Sec. 1031(f). Thus, for Al and Trust C, there was no exchange between related persons for purposes Code Sec. 1031(f)(1). 


References: For exceptions to related-person like-kind exchange rule, see FTC 2d/FIN ¶ I-3135; United States Tax Reporter ¶ 10,314.07; TaxDesk ¶ 224,703; TG ¶ 10379. 
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7.)
CCA 200923024 UIL No. 671.00-00, 675.00-00 Trusts—income, deductions, and credits attributable to grantors—conversions—recognition of gain. 

Headnote:  Conversion of nongrantor trust to grantor trust isn't transfer for tax purposes of property held by nongrantor trusts to owner of grantor trust that requires recognition of gain to owner. 


Reference(s): IRC Sec(s). 671 


FULL TEXT: 


Office of Chief Counsel 


Internal Revenue Service 


Memorandum 


Number: 200923024 


Release Date: 6/5/2009 


CC:PSI:B02:JKeeney 


Third Party Communication: None 
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POSTF-132057-08 


Date of Communication: Not Applicable 


UILC: 671.00-00, 675.00-00 


date: December 31, 2008 


to: Associate Area Counsel, CC:SB:7:SF:3 (Small Business/Self-Employed) 


from: Senior Counsel, Branch 2 (Passthroughs & Special Industries) 


subject: Request for Chief Counsel Advice 


This Chief Counsel Advice may not be used or cited as precedent. 


LEGEND: X = 

Partnership = 


A = 


`B = 


C = 


D = 


A's Trust = 


B's Trust = 


C's Trust = 


D's Trust = 


Date 1 = 


Date 2 = 


Date 3 = 


Date 4 = 


Date 5 = 


Date 6 = 


Date 7 = 


a = 


b = 


c =
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Trustee = 

Year 1 = 


Year 2 = 


ISSUES 

1. Whether the conversion of a nongrantor trust to a grantor trust is a transfer for income tax purposes of the property held by the nongrantor trusts to the owners of the grantor trusts requiring recognition of gain to the owners. 

2. Whether the grantors of the trusts are considered to have indirectly borrowed the trust property by selling partnership interests to the trusts in exchange for unsecured annuities, thus becoming the owners of the trusts under § 675(3) of the Code and causing the sale to be disregarded for federal income tax purposes. 


CONCLUSIONS 

1. The conversion of a nongrantor trust to a grantor trust is not a transfer for income tax purposes of the property held by the nongrantor trusts to the owner of the grantor trust that requires recognition of gain to the owner. 

2. The grantors of the trusts are not considered to have indirectly borrowed the trust property by selling partnership interests to the trusts in exchange for unsecured annuities, thus becoming the owners of the trusts under § 675(3) and causing the sale to be disregarded for federal income tax purposes. 


FACTS 

A and A's three adult children, B, C, and D (the Family) owned stock in X, a subchapter S corporation. On Date 1, X filed a Form S-1 with the SEC to register securities in anticipation of an Initial Public Offering (IPO). The S-1 stated that the Family intended to sell 100% of their shares, except for A, who intended to sell 50% of A's shares. As of Date 1, shares of X held by the Family were significantly appreciated. 

On Date 2, the Family and A's spouse, formed Partnership, a limited liability company treated as a partnership for federal income tax purposes. Upon forming Partnership on Date 2, the Family and A's spouse contributed nominal amounts of cash.
On Date 3, A, B, C, and D each contributed their appreciated shares of X to Partnership. Under § 722, A, B, C, and D each acquired a basis in their Partnership interest equal to their adjusted basis in their respective shares of X and the nominal amount of cash contributed. Likewise, under § 723 Partnership succeeded to the Family's low basis in the contributed shares of X. 

On Date 4, A, B, C and D each formed an irrevocable long term trust (Family Trusts) and funded each trust with $100,000. These trusts were not grantor trusts (“nongrantor trusts”). The grantor of each trust was the person whose initials designated the trust. For example, the grantor of the A Long Term Trust (the A Trust) was A. 

All of the Family Trusts contained the same basic provisions. The beneficiaries were the grantor's then living issue. The trustees were: (1) A's Spouse (2) an independent trustee, and (3) an independent corporate trustee. A majority of the trustees had the discretionary power to distribute net income to any of the beneficiaries. Unless terminated by the distribution of the entire trust, the trust terminated upon the grantor's death. Upon termination, the trustees were to distribute the trust fund to the grantor's living issue, or if no such issue, the living issue of the grantor's mother (all in trust). 

On or about Date 3, (which is prior to 2006) the Family sold their entire Partnership interests to their respective trusts in exchange for unsecured private annuities. The annuity agreements vary with respect to the amount of the fixed annual annuity payment due to the transferor, based on the age of the transferor. 

At the time of the Family's sale of their Partnership interests to the Family Trusts, Partnership made an election under § 754 to make adjustments to the basis of partnership property. Because this election was in place, immediately after the transfer of the partnership interests to the Trusts, Partnership stepped up its inside basis of the stock of X to its fair market value of $a (which corresponds to the Family Trusts' purchase price and outside basis in their Partnership interests). 
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On Date 5, Partnership sold all of its shares of X pursuant to the IPO for $b, an amount roughly equal to Partnership's inside basis in its X shares. On its Year 1 federal partnership income tax return, Partnership reported long-term capital gain of $c from the IPO. On the Schedule K-1s attached to the return, Partnership also reported distributions to each trust approximately equal to the amount of that trust's annuity payments to the Family. A, B, C, and D respectively reported income that they received from the annuities in Year 1 on their Year 1 individual income tax returns. They did not report their entire amount realized from the sale of Partnership interests to their respective trusts on their Year 1 individual income tax returns. The Family also reported income that they received from annuities in Year 2 on their Year 2 individual income tax returns. 

On Date 6, the Corporate Trustee was terminated, effective immediately, as Corporate Trustee for each of the Family Trusts. On Date 7, the corporate trustee was replaced with Trustee, who is represented as being an employee of a corporation in which the stock holdings of the Family are significant from the viewpoint of voting control and/or a subordinate employee of a corporation in which the Family are executives. The power to replace the corporate trustee was exercised by a “trust adviser,” who is described as not as not being a related or subordinate party to any Family Trust grantor within the meaning of § 672(c). As a related or subordinate party within the meaning of § 672(c), Trustee's exercise of trustee powers would cause the trusts to become grantor trusts under § 674(a) and (c). The Family Trusts became grantor trusts due to the replacement of the corporate trustee with a related party. Thus, as of Date 7, the Family directly held partnership interests in Partnership and reported no further annuity income, because, as owners of the trusts, they were both payors and payees on the annuities. 


LAW AND ANALYSIS 


ISSUE 1 

The Family claims that they are able to avoid recognizing income on annuity payments received after the trusts were converted to grantor trusts and hence avoid recognizing gain from the sale of appreciated stock through (1) the Family's sale of low-basis, high-fair market value stock to nongrantor trusts in which they were grantors; (2) the trusts' purchase of this asset with an annuity which allowed the Family to report gain ratably over the duration of the annuity; (3) the conversion of the trusts from nongrantor trusts to grantor trusts; and (4) the rule in Revenue Ruling 85-13, 1985-7 I.R.B. 28 (discussed below) that transactions between a grantor and his grantor trust are disregarded for income tax purposes 

Your position for attacking the transaction - that is, to ensure that taxable income is recognized from the sale of the appreciated stock - is to assert that ownership of a trust's assets changes hands when its separate existence for tax purposes disappears on it becoming a grantor trust. Therefore, you argue that because ownership has changed hands, the conversion of a nongrantor trust to a grantor trust is a taxable transaction with respect to both the transferring nongrantor trust and the transferee grantor trust. In the instant case, you observe that each of the nongrantor trusts, the transferors, will recognize little gain on the transfer because their bases in the Partnership interests, acquired by purchase, are roughly equal to Partnership's fair market value. On the other hand, the transferees of the nongrantor trusts' assets (the grantor trusts and the Family as the owners of the grantor trusts) would realize taxable income on the receipt of assets from the Family Trusts. 

In support of this argument, you cite to a group of authorities that discuss the tax consequences the conversion of a grantor trust to a nongrantor trust (the reverse situation of the present case). However, even if we were to accept that these authorities apply with equal force to the conversion of a nongrantor trust to a grantor trust, they would not support the position that the new deemed owner of the trust assets will have taxable income from the receipt of trust assets. The primary authorities cited are: 

Rev. Rul. 77-402, 1977-2 C.B. 222, which holds that when the grantor and owner of a trust which holds a partnership interest subject to liabilities renounces all grantor trust powers over that trust during life, the grantor is treated as having transferred the interest, and will recognize gain or loss. 

Under § 1.1001-2(c), Ex. 5, C, an individual creates T, a grantor trust. C is treated as the owner of the entire trust. T purchases an interest in P, a partnership. C, as the owner of T, deducts the distributive share of partnership losses attributable to the partnership interest held by T. When C renounces the powers that initially resulted in T being classified as a grantor trust, T ceases to be a grantor trust and C is no longer considered to be the owner of the trust. Since prior to the renunciation, C was the owner of the entire trust, C was considered the owner of all the trust property for federal income tax purposes and C was considered to be the partner in P during the time T was a grantor trust. When T no longer qualified as a grantor trust, with the result that C was no longer considered to be the owner of the trust and trust property, C is considered to have transferred ownership of the interest in P to T, now a separate taxable entity. At that time C's share of P's liabilities is $11,000. On the transfer, C's share of partnership liabilities is considered as money received. 
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Madorin v. Comm, 84 T.C. 667 (1985) upholds Example 5 of § 1.1001-2(c) on similar facts. The court in Madorin explained the rationale for taxing the grantor: In the instant case there is an interplay between § 671 and the partnership provisions of subchapter K, along with the recognition of gain or loss provisions of § 1001. These sections require the recognition of gain upon the sale or disposition of a partnership interest where the amount realized exceeds the adjusted basis of the partnership interest. The basis of a partnership interest includes partnership liabilities. Sections 722 and 752. As the adjusted basis of the partnership interest is often reduced by partnership losses resulting from depreciation and other write-offs, the goal is to force a recapture upon disposition. This is accomplished by including as amounts realized liabilities previously included in basis to the extent the transferee takes the property subject to those liabilities or assumes them. Crane v. Commissioner, 331 U.S. 1 (1947). 

The authorities cited only discuss the application of § 1001 to the party who is considered to have transferred ownership (the “transferor”) of trust assets. Regulation 1.1001-2(c), Example 5, Madorin, and Rev. Rul. 77-402 are silent regarding the income tax consequences to the party who receives trust assets (the “transferee”), which in these examples was the nongrantor trust. We would also note that the rule set forth in these authorities is narrow, insofar as it only affects inter vivos lapses of grantor trust status, not that caused by the death of the owner which is generally not treated as an income tax event. 

Assuming the transaction in the present case is abusive, asserting that the conversion of a nongrantor trust to a grantor trust results in taxable income to the grantor would have an impact on non-abusive situations. A nongrantor trust may become a grantor trust in several situations: examples include the appointment of a related or subordinate trustee to replace an independent trustee as in the present case ( § 674); a borrowing of the trust corpus under § 675(3) (discussed below in ISSUE 2 with regard to the application of Rev. Rul. 85-13); or the payment of the grantor's legal support obligations under § 677(b). No prior guidance dealing with these events has indicated that they result in taxable income to the deemed transferee (the owner of the grantor trust). Rev. Rul. 85-13 concluded that the grantor became the owner of the trust corpus which he had indirectly borrowed and thus was taxable on the trust's income and, as the deemed owner of the trust assets, could not engage in a transaction with the trust that would be respected for income tax purposes. It did not conclude that the grantor realized the amount of the indirect borrowing or any portion of that amount as income under § 61 or any other section. Therefore, while we agree that this appears to be an abusive transaction, the Service should not take the position that the mere conversion of a nongrantor trust to a grantor trust results in taxable income to the grantor. 


ISSUE 2 

As an alternative or supplemental argument to treating the transition from nongrantor to grantor trust status as an income tax event to the grantor, you suggest that the Date 3 sale of the partnership interests to the trusts in return for the private annuities should be treated as an indirect borrowing of the trust assets, causing the trusts to become grantor trusts as of that date rather than Date 7, when the subordinate party became a trustee. This would cause the purported sale to be disregarded for income tax purposes, thus vitiating the § 754 election made effective the same date as there would not be a transfer of a partnership interest to which such election could apply. The basis of the stock in the hands of the partnership would retain its low basis (rather than the stepped-up amount of $a) and the difference would be recognized as income to the partnership (and thus the trusts and their owners) as of the Date 5 sale of the stock. 

This result depends on the application of Rev. Rul. 85-13 and § 675(3). In that ruling, an individual created a nongrantor trust for the benefit of a child, which was funded with stock. The trustee later transferred the appreciated stock back to the grantor in return for the grantor's unsecured promissory note for the full value of the stock. The grantor later sold the further-appreciated stock to an unrelated party. The ruling concludes that the purported sale was the equivalent of a borrowing from the trust (i.e., that it was economically identical to the grantor having contributed cash and then borrowed the cash in exchange for the unsecured note). Section 675(3) provides that the grantor shall be treated as the owner of any portion of a trust in respect of which the grantor has directly or indirectly borrowed the corpus or income and has not completely repaid the loan, including any interest, before the beginning of the taxable year. This does not apply to a loan which provides for both adequate interest and adequate security. 

Rev. Rul. 85-13 additionally holds that the grantor is not only taxable on the income of the trust, but is treated as the owner of the trust's assets for income tax purposes (refusing to follow Rothstein v. U.S., 735 F.2d 704 (2d Cir. 1984), in which the Court held that §§ 671 and 675 were only income-attribution rules and did not otherwise cause the grantor to be treated as the owner of the trust property). Therefore, the purported sale was disregarded, since the grantor was both the maker and owner of the note, and the basis of the stock remained the same as it had been at the initial contribution. 

We do not agree that the facts of the present case are substantially similar to Rev. Rul. 85-13. In Rev. Rul. 85-13, the economic benefit is to the grantor. The economics of the sale in the present case are the opposite of those presented in Rev. Rul. 85-13. The grantor is not acquiring valuable property in return for an unsecured note, but instead is giving up such property in return for an unsecured promise to pay by the trust. If this were recast as a loan, it would be as a borrowing for which the grantor put up collateral equal to the full amount being borrowed. Since this seems to be an unlikely situation for any borrower to enter into, it should not be treated as a borrowing under § 675. 
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In addition, Rev. Rul. 69-74, 1969-1 C.B. 43, treats the exchange of appreciated property for a private annuity as a sale rather than a borrowing. In that ruling, a father transferred a capital asset having an adjusted basis of $20,000 and a fair market value of $60,000 to his son in exchange for the son's legally enforceable promise to pay him a life annuity of $7,200 per year, in equal monthly installments of $600. The present value of the life annuity was $47,713.08. The ruling concluded that: (1) The father realized capital gain based on the difference between the father's basis in the property and the present value of the annuity; (2) the gain was reported ratably over the father's life expectancy; (3) the investment in the contract for purposes of computing the exclusion ratio was the father's basis in the property transferred; (4) the excess of the fair market value of the property transferred over the present value of the annuity was a gift from the father to the son; and (5) the prorated capital gain reported annually was derived from the portion of each annuity payment that was not excludible. 

Please note that we are not opining on the possible applicability of the step transaction, the economic substance doctrine or other judicial doctrines to the transaction in the present case. Nor are we able to determine from the facts presented whether this case is substantially similar to that in Rev. Rul. 69-74. Because the case presents an apparent abuse, however, we would like to explore with you further case development that may lead to other arguments to challenge the transaction. 

This writing may contain privileged information. Any unauthorized disclosure of these writing may undermine our ability to protect the privileged information. If disclosure is determined to be necessary, please contact this office for our views. 

Please call Jennifer Keeney of this office at (202) 622-3060 if you have any further questions.
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8.)
Individual taxed on IRA transferred to trust for his ex-wife  Chief Counsel Advice 200923027 

In Chief Counsel Advice (CCA), IRS has determined that amounts paid from an individual's IRA to a trust for his ex-wife following a court order were taxable to the individual. The CCA said that more facts are need to determine who would be taxed under Code Sec. 682 on any income earned by the trust. 

Facts. H and W divorced and their divorce decree requires H to pay alimony and child support to W. 

W learned that H planned to move abroad, remove assets from the U.S., and stop paying alimony and child support. At that time, H owned a house and an IRA. In response, W went to Court to try to get at the IRA. The Court issued an order that Y, the IRA trustee, liquidate the IRA and transfer the net amount into a new account, held in the name of T, named trustee on behalf of W. The order requires T as trustee to make periodic weekly payments to W pursuant to H and W's divorce decree. The CCA observed that IRS's agent was treating the transfer from Y to T as a taxable IRA distribution to H. 

W also filed a motion to attach the proceeds from the sale of the house owned by H. The motion was granted but limited to some of the proceeds, which were transferred to T in trust for W. 

H claimed that the distributions from the trust to support W, constituted H's payment of alimony as described in Code Sec. 71 , and on this basis, deducted the payments from his gross income under Code Sec. 215 . 

Background. A taxpayer may claim an above-the-line deduction for alimony or separate maintenance payments he makes during his tax year. (Code Sec. 215) An alimony or separate maintenance payment is one that meets the following requirements: 

... the payment must be made under a divorce or separation instrument; 

... the instrument must not designate the payment as not includable in the recipient spouse's gross income under Code Sec. 71 and not deductible by the payor spouse under Code Sec. 215; 

... legally separated spouses under a decree of divorce or separate maintenance must not be members of the same household when the payments are made; and 

... the payor's obligation to make the payment must end at the death of the payee spouse. (Code Sec. 71(b)(1)) 

A payor spouse can't deduct payments the payee spouse receives from an alimony trust which aren't includable in the payor's income under the Code Sec. 682 trust rules. (Code Sec. 215(d)) Under those rules, a wife who's divorced or legally separated, or separated under a written separation agreement, includes in her gross income her share of trust income that (without this rule) would be includible in her husband's income. This shifts the liability for tax on the income from the husband to the wife. But amounts payable for support of the husband's minor children are taxable to the husband. (Code Sec. 682(a)) 
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IRA distributions taxable to H. The CCA observed that the agent was treating Y's distribution from the IRA to T as a taxable distribution to H. The CCA said that, assuming that this distribution is taxable to H, the distribution is not also taxable income of the trust. Rather, H is considered to use this amount to settle the trust; therefore this amount is corpus, not income, of the trust. Accordingly, Code Sec. 682 does not apply to the transfer by Y to T. 

Trust income could be taxed to W. The CCA said that Code Sec. 682 might apply to the weekly payments from T to W if the amounts held by T are held in a grantor trust in which T invests the corpus of the trust on behalf of W, and the corpus earns income. This would be the case only if, under normal tax rules, W was entitled to receive the income and H was required to include the trust income in his gross income. This could happen, for example, if H were to be treated as the owner of the trust under the grantor trust rules even though W was the beneficiary of the trust. 

The CCA concluded that additional factual development was needed to determine whether the grantor trust rules apply. For example, it would help to know how and whether the corpus would be returned to H if he no longer had to make the payments (e.g., if W were to die). Until there is knowledge as to how the grantor trust rules operate in this case, the CCA could not provide advice on whether the weekly payments of T to W are deductible by H as alimony. 

References: For alimony deductible by the paying spouse, see FTC 2d/FIN ¶ K-6001; United States Tax Reporter ¶ 714.01; TaxDesk ¶ 341,501; TG ¶ 19353. 
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9.) 
Federal Tax Day, L.11 Code Sec. 642: Trust Distribution Qualified For Charitable Contribution Deduction (LTR 200906008), (Feb. 9, 2009)
http://prod.resource.cch.com/resource/scion/document/default/%28%40%40FTD01+P20090209-L.11%29ftd0109013e2c852ddb3e
A distribution of gross income from a trust to one or more charitable organizations made pursuant to the primary beneficiary's limited power of appointment was made pursuant to the terms of the governing instrument under Code Sec. 642(c)(1). Thus, if the other requirements of Code Sec. 642(c) were satisfied, such distribution from the trust qualified for the charitable contribution deduction.

IRS Letter Ruling 200906008
Other References:  Code Sec. 642  CCH Reference - 2009FED ¶24,308.03  Tax Research Consultant  CCH Reference – TRC ESTTRST: 15,000
UIL No. 0642.03-00 Special rules for credits and deductions; Charitable deduction. IRS Letter Ruling 200906008 (Oct. 08, 2008), Internal Revenue Service, (Oct. 8, 2008)
http://prod.resource.cch.com/resource/scion/document/default/%28%40%40LTR03+LTR200906008%2909013e2c85003e37

LTR 200906008, October 08, 2008

Symbol: CC:PSI:B02-PLR-118772-08


Uniform Issue List No. 0642.03-00

[Code Sec. 642]

Special rules for credits and deductions; Charitable deduction.
This responds to a letter dated April 15, 2008 submitted on behalf of Trust by Trust's authorized representative, requesting a ruling under § 642(c) of the Internal Revenue Code.
The information submitted states that Trust is an irrevocable trust created on Date 1. A, an individual, is the primary beneficiary of the Trust.
Subparagraph 3.3 (a) of the Trust Agreement provides that A has a lifetime limited power of appointment over Trust as follows: “[T]he Trustee shall distribute all or any portion of the trust estate as A may appoint, at any time and from time to time during the lifetime and upon the death of such beneficiary to any one or more ‘charitable organizations’.”
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Subparagraph 12.1(f) of the Trust Agreement provides that a ‘charitable organization’ is an organization which at the time contemplated for an actual distribution to it is exempt from federal income taxation under § 501(a) as an organization described in § 501(c)(3) and also is described in all of §§ 170(c), 2055(a) and 2522(a).

A intends to exercise the limited power of appointment to cause the trustee of Trust to distribute part or all of the income of the Trust to one or more charitable organizations as defined in the Trust Agreement.

Section 642(c)(1) provides that in the case of an estate or trust (other than a trust meeting the specifications of subpart B of part I of subchapter J of chapter 1), there shall be allowed as a deduction in computing its taxable income (in lieu of the deduction allowed by § 170(a), relating to deduction for charitable, etc., contributions and gifts) any amount of the gross income, without limitation, which pursuant to the terms of the governing instrument is, during the taxable year, paid for a purpose specified in § 170(c) (determined without regard to § 170(c)(2)(A)).

Section 1.642(c)-1(a)(1) provides that any part of the gross income of an estate or trust which, pursuant to the terms of the governing instrument is paid (or treated under paragraph (b) of § 1.642-1 as paid) during the taxable year for a purpose specified in § 170(c) shall be allowed as a deduction to such estate or trust in lieu of the limited charitable contributions deduction authorized by § 170(a).

Based solely on the information submitted and the representations made, we conclude that a distribution of gross income from Trust to one or more charitable organizations made pursuant to A's limited power of appointment will be made “pursuant to the terms of the governing instrument” as provided in § 642(c)(1). Therefore, provided that the other requirements of § 642(c) are satisfied, such distribution from Trust will qualify for the charitable contribution deduction under § 642(c).

Except as specifically ruled above, we express no opinion concerning the federal tax consequences of the transactions described above under any other provisions of the Code. The ruling is directed only to the taxpayer that requested it. Section 6110(k)(3) provides that it may not be used or cited as precedent. Pursuant to a power of attorney on file, a copy of this letter is being sent to Trust's authorized representative.
Sincerely, Bradford R. Poston, Senior Counsel, Branch 2 (Passthroughs & Special Industries).
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