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VIEW FROM THE CHAIR
By PETER T. MOTT

subject of several past newsletter articles, is a thing of the past
as we now grapple with changes to Connecticut estate tax and
the uncertainty of the lederal estate tax. Of course, we all
face the challenges of practicing in the aftermath of one of the
most significant financial crises in history of the country. The
executive committee of the Section will continue to make
every effort to provide excellent continuing legal education
(whether with presentations by our own practitioners or from
nationwide experts). We also will work toward advancing
legislative measures so that Connecticut keeps pace with
other states in offering an intelligent and comprehensive
framework of laws for the trusts and estates practice.

We welcome your comments on the newsletter and hope you
will consider submitting an articlc.
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2009 CONNECTICUT TAX, PENDING FEDERAL TAX LEGISLATION
BY FRANK S. BERALL

Connecticut

Although the current economic situation has put Connecticut
and most other states into a major fiscal crisis, neither a tax
bill nor a budget was passed during the legislature’s regular
session. One passed in the special session was vetoed,
Throughout the summer, blacked out negatiations between
Governor Rell and Demacratic legislative lcaders finally re-
sulted in tax and budget bill, No. 6802, with a last-minutc
amendment by House “C” (LCO 9659), on August 31, 2009,
Effective Scptember 6, 2009, without Governor Rell’s signa-
ture, it has many retroactive tax changes. not paid, for ...
taxes due on or after July 1, 2009, within such six months.”

Attorneys’ Occupational Tax and Filing Fees Raised

While no sales tax on legal or professional services was im-
posed, the Attorneys’ Occupational Tax is being increased
from $450 to $565. This is consistent with other similarly
situated professional license fees (i.c. health care profession-
als, Certified Public Accountants, real estate brokers, cte.).
Besides court filing fee increases retroactive to July 1, 2009,
several other fees have also been raised .

Estate and Gift Taxes

For deaths occurring and gifts made on or after January 1,
2010, § 116 of the bill amends C.G.S. § 2-391(g),' to raisc
the tax threshold fram §2,000,000 to $3,500,000, reducc
marginal rates on estates and gifts valued in excess of
$3,500,000 and climinate the tax liff, which has never af-
fected large estates. Currently the cliff exists when a taxable
estate or gift, valued between §2,000,000 and $2,100,000
increases by even 51, A 5.085% tax then goes {rom §$0 up to
$101,700. Thus, once an estatc's or gift’s taxable value ex-
ceeds $2,000,000, the tax applies to its entire value; not
merely the excess over that amount.

Thus, scction 116(g}2), reduces all marginal rates in excess
of $3.5 million by 25%. It imposes a 7.2% rate on the ex-
cess of a taxable estate over $3,500,000. Increascs of six-
tenth'’s percent oceur at various taxablc amounts, up to tax-
able estates excecding  $10,100,000. The tax on
$10,100,000 will be $640,200 (instead of §1,082,800), plus

12% of that excess.

Section 118(a)(2) imposes gilt tax on taxable gifts in 2010 and
thercafter at 7.2% on the excess of gifts over §3,500,000
(with no tax on taxable gifts below that amount) to $640,200

plus 12% of the excess of taxable gifts over $10,100,000,
therchy reducing the present 16% rate to 12%. Thus, the
estate and gift tax rates remain the same at comparable lev-
cls.

Section 117 amends § 12-392(a) to require that estate taxes
due at the date of the taxable transfer arc payable nine
months from a death prior to July 1, 2009 and six months
from dcaths, thereafter, if due on or after July 1, 2009,
Thus, the filing deadline for an estate tax return is decrcased
from nine to six months [rom date of death, applicable to
taxes payable on or after July 1, 2009.

This apparently ambiguously worded provision distinguishes
between the “duc” date (date of death) and the date taxes are
“payable” (six or nine months later, depending on the date of
death). For deaths before July 1, 2009, the tax will be pay-
able nine months after death, while the period is six months
for taxcs due July 1, 2009 and thercafter. There is a late
payment penalty of the greater of $50 or 10% of the amount
due,

The Office of Legislative Research Report clarifics this situa-
tion, saying the new six-month rule applies to deaths on and
after July 1, 2009.

A September 1, 2009 email to the CBA Estates & Probate
Scction {rom Professor Jeffrey A. Cooper of the Quinnipiac
Law School gives an example of a decedent who dicd Janu-
ary 2, 2009, Taxes on that estatc should he due October 2,
2009. But since the taxes are payable on or after July 1,
2009, amended § 12-392(a) applics. Since the latter has no
relercnce to the date of death and that date is now “on or
after July 1, 2009,” the tax on this January estate appears to
be overdue, becausc six months after death was July 2,
2009. Furthermore, the penalty provision scemingly is trig-
gered since the “amount of tax reported to be due on the
return is not paid, for ... taxes due on or after July 1, 2009,
within such six months.”

Thus, Prolessor Cooper perceives an error in the cffective
date language. This provides that “the change in the estate
tax filing deadline takes cffect July 1, 2009 and applies to
taxes payablc on or after that date.” It is inconsisient with
that in the prior scction and would retroactively make a
number of tax returns overdue,

In summary, Professor Couper says “the statute is poorly-
worded and creates an ambiguity where none should exist . .
. {TThe legislaturc [prabably] intended the new rule to apply
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to those dying after July 1, 2009 . . . [and therc is no] clear
reference to date of death in the statute or the clfective date
provisions , . . .[Tlhe statute as drafted could [be argued to
apply] retroactively [but that is probably not] what the legisla-
ture had in mind . . . [and the Office of Legislative Research]
Report takes the position that the statute only applics to
deaths after 7/1/09. [Unfortunately, the statute] can rea-
sonably be construed to achicve a different result {and this
still could be] a problem.”

The problem in section 117 of the bill is that it uses “due date
of such tax" as the date on which intevest becomes payable.
The phrase “date such tax becomes payable” would have been
more precise. The D.R.S. should issue something on this
subject soon. While Attorney John Ivimey, ol Reid & Reige,
is trying to obtain a “technical correction” to clarify the ambi-
guity, a copy of this article has been emailed to DLR.S. Com-
missioner Richard Nicholson to alert him to the problem and
request that the Department accept the Office of Legislative
Research’s interpretation.

Whether the due date is six or nine months after death, the
taxes due after july 1, 2009, presumably were not paid
within six months. Unless an argument is made that the word
“such” creates an ambiguity, the penalty provision appears to
have been triggered.

This new § 12-392(a)(1) should be cffective “for decedents
dying on or after July 1" or clse it should include the words
“for decedents dying” twice in its first sentence. But it does

ncither.

But, since § 117, in amending § 12-392(a) distinguishes be-
tween the “duc” date (date of death) and the date that taxes
arc “payable” (six or nine months thercalter, depending on
that date), while not clear, seems to be saying that for deaths
before July 1, 2009, the tax would be payable nine months
after death.

Nevertheless, § 12-392(a)(1) says “Subject to the provisions
of section 12-3a [which requires the Penalty Review Commit-
tee] to approve any waiver of penalty . . . in excess of five
hundred dollars . . . the commissioncr may waive all or part
of the penalties . . . when it is proven to his satisfaction that
the failurc to pay . . . was due to reasonable cause and was

not intentionat or duc to neglect.” The Commissioner should

be satisfied that failure to pay under the above circumstances
was due to reasonable cause, not intentional or due to ne-
glect, thus testing the D.R.S.'s attitude to poorly drafted
tegislation. Furthermore, while the first sentence in subsec-
tion (a)(1) is not well written, its ambiguity is resolved in the

penalty provision, which relerences the quote “due” date as
the date of the taxable transfer; namely date of death.

July 1, 2009 is the dividing line between six and nine
months, so relief may come from the Commissioner using
his powers under the statute to waive penalties (and one
hopes interest), because unlucky estates get cuchred by ter-
rible drafting; thus reasonable cause exists.

The Revival of Creeping Paim Tree Disease’

Rep. Cameron Saples, Finance Committee Co-Chair,
claimed that “[w]e’ve never seen any evidence that our cs-
tate tax has any impact on people’s [sic] decision where to
live." But he was obviously unaware of the Connecticut
estate tax “study [which] found that an increasing number of
houscholds [have caught creeping palm tree discasc and} are
feaving Connecticut in favor of states with no cstate tax or a
icss burdensome one.  According to data from the Internal
Revenue Service, the overwhelming majority of houscholds
leaving Connecticut during calendar ycars 2002-2006 relo-
cated to Florida, which has neither estate nor income taxes.
Connecticut tax practitioners who were (surveyed in Sep-
tember 2007) reported that almost 53% of their clients
changed their Connecticut domicile primarily because of the
state’s estatc tax. According to the report, the average
gross estate of houscholds leaving Connecticut was §7.5
million, cquating to a potential loss of over §700,000 in
estatc and gift taxes for cach emigrating houschold,?

Thus, while the estate tax has been reduced and the cfifT
(which does not allect really wealthy taxpayers) climinated,
retention of even the reduced estate and gift taxes, coupled
with very ill-advised increase in income tax rates (discussed
below) will clearly increase the incidence of creeping palm
tree diseasc among Connecticut's more affluent citizens.
While they may not attempt to change their domicile to
avoid the cstate tax, since that requires far more extensive
changes in the way they live, many of them will increasc
their time spent outside Connecticut to more than 183 days
per year so as to avoid the income tax.

This will result in their purchases of less taxable goods and
services and reduced travel in Connecticut, thus reducing
state sales and gasoline tax revenues. Many will give up
their Connecticut leadership positions, spend less time in
civil, charitable, social and religious alfairs, reduce their
contributions to Connecticut charitable and religious organi-
zations and no longer vote in Connecticut (even though vot-
ing here would not impair their nonresident status).
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Flat income tax rate on trusts and estates is to be increased
from 5% to 6.5% of their Connecticut taxable income.

Scction 120 amends § 12-701(10), also starting in 2003, to
include in the Connecticut Fiduciary Adjustment the dedue-
tion allowable as qualified domestic production activities in-
come (pursuant to section 199 of the Internal Revenue
Code), to the extent these are deductible in determining fed-
cral taxable income prior to distribution deductions.

Section 121(x) amends § 12-701(a)(20)(A) by adding the
deduction for qualificd domestic production activities under §
199 of the federal Internal Revenue Code, to the extent de-
ductible in determining federal adjusted gross income.

Section 122 amends §§ 12-702(a)(I)(G), (H) and (I) to
change the credits against the tax while § 124 amends § 12-
704(c) to make other changes.

Use Tax Information Will Now Appear on Income
Tax Returns

Section 115 requires revision of the personal income
tax return to include a statement of the usc tax rate and a
table listing its amount corresponding to the amount spent.
For 2008 and prior years, only a line requesting the amount
of use tax due appeared on the return.

Corporate Income Tax Surcharge

Sections 94 and 102 impose a 10% corporation tax surcharge
for 2009, 2010 and 2011, inapplicable to companies with less
than $100 million in annual gross revenues for any ol those
years or whose tax liability does not exceed the §250 mini-
mum tax. Companies [iling combined or unitary returns for
the income year arc incligible for this gross revenue exemp-
tion,

Scetion 96 gives a credit against the corporate tax for dona-
tions or discounted sales of open space or interests in land to
the state, a political subdivision or a nonprofit land conserva-
tion organization, when the land will be permancently pre-
served as open space. The credit is 50% of the donated land’s
market value at its highest and best use or the valuc of the
discounted sales price of the land or its interest, with a carry
forward period for unused credits extended from 15 to 25
years, [or credits allowed in tax years on or after 2000, appli-
cable to income years from 2009 and thereafter. A number
of other technical changes arc made to taxes in certain indus-
tries, including a section 103 corporation combined reporting

preference tax.

Sales Tax Reduction and Miscellaneous Other Tax
Changes

Scctions 108 through 113 reduce the sales and use tax (rom
6% to 5.5%, elfective January 1, 2010. Section 114 of the
act increases the real estate conveyance tax on {ereclosures.

Sections 95, 120 and 121 bar companies and individuals
{rom using the federal tax deduction for income from quali-
fied domestic production activitics to determine taxable
income for corporate and individual income taxes.

Sections 104 through 106 increase the cigarette tax from $2
to $3 per pack of 20, starting October 1, 2009, Other
changes arc made to this tax and the tobacco products tax is
raised from 20% to 27.5% of the wholesale price. The tax
on snufl tobacco is increased from 40 to 55 cenis per ounce
starting October 1, 2009.

Unenacted Proposa]s from the Regular Session

The Office of Legislative Research summarized the income
tax provisions® of uncnacted Substitute Scnate Bill #932
(File #693), An Acr Concerning Various Revenue AMeasures. This
died when the legislature adjourned on June 3, 2009, was
resurrected, passed in the special session and then vetoed.
It would have increased the income tax by adding four
higher brackets for joint filers with taxable income over
$250,000, $132,500 for single filers, $200,000 for heads of
houschold and $125,000 for married people filing sepa-
rately. Rates on them were to be raised from 5% to be-
tween 6% and 7.5%. A flat 7.95% tax was to be impased
on trusts and estates. The compromise income tax increases
in the enacted legislation effective September 6, 2009, was
not quite as draconian,

Income cligibility for phasing out the property tax credit
against the income tax was to be lowered by 25% (27% for
single filers) for 2009 and 75% (76% for single filers) for
2010. The phasc out steps were made smaller, thus phasing
out this credit faster and making fewer taxpayers cligible for
it, while reducing the maximum amounts taxpayers received
if their incomes exceed the lower phase out thresholds.

The previously scheduled (i) income tax reductions for sin-
gle filers, (ii) increases in adjusted gross income exempt
from tax and (iii} income thresholds for reducing personal
excmption credits were to be delayed by three years. The
$13,000 personal cxemption was retained for three more
years (through 2011) and personal credits were also to be
delayed by three years.
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Taxpayers were to be prohibited from using the federal do-
mestic preduction activity deduction when calculating state

income tax.

Proposed provisions alfecting the corporate income tax, also
cffective in 2009, were in sections | through 7,7 while sec-
tions 8, 9 and 10 proposed increases in the cigarette excise
tax to 125 mills per cigarette, effective for sales after 2009 ¢

Praposed provisions affecting the corporate income tax, also
cffective in 2009, were in scctions 1 through 7, while sec-
tions 8, 9 and 10 proposed increases in the cigarette excise
tax to 125 mills per cigarette, effective for sales after 2009.

Section 11 was to be effective July 1, 2009, but applicable to
estates of decedents dying in 2009, 2010 and 2011. It would
have imposed a 30% tax surcharge on the section 12-391 es-
tate tax and on taxable gifts that exceed $2 million.

Section 12 would have amended section 12-407(HH) applica-
ble on and after July 1, 2010 to make tax preparation and
other services subject to the state sales tax." Except for this
provision, many of the above are at least partially in the en-

acted legislation.

Tax Consequences Of Same-Sex Marriages

The Federal Defense of Marriage Act'' precludes any federal
tax recognition of same-sex marriages. Thus, same-sex cou-
ples may not file joint federal income tax returns and are in-
eligible for the federal gift and estate tax marital deductions,
Cennccticut has held same-sex marriages valid.

Its Attorney General's opinion states that same-sex couples
should receive cssentially the same treatment as parties to
other marriages.' The Department of Revenue Services
“revised the Federal-State Electronic Filing Handbook, in-
structing that the correct filing status for individuals parties to
a civil union recognized under Connecticut law or who are in
a marriage recognized under Kerrigan should [either [ile
jointly for Connecticut only or separately for Connecticut
only, indicating] that such returns should be electronically
transmitted under the ‘state only’ process.™* Other forms and
instructions are to be revised accordingly.”® Connecticut’s
gift and estate tax marital deductions arc available lor same-

sex couples.

Kerrigan's result was codified.'®  All prior marriage laws were

replaced with genderiess terms, making all references to mar-

riage pender neutral. While civil unions will no longer be
allowed after October 1, 2010, those previously entered
into will remain valid and may be upgraded to marriages.
Same-sex marriages, civil unions and broad domestic part-
nerships from other jurisdictions will be recognized as mar-
riages in Connecticut.

Federal Tax Legislation

As of the Scptember 8, 2002 publication deadline for this
article, no 2009 federal tax legislation had been passed,
other than tax provisions in the State Children’s Health Insur-
ance Program (SCHIP) and The American Recovery and Reinvest-
ment Act;'” both enacted in February, 2009,

A refundable Making Work Pay (MWP) credit is the latter's
principal personal income tax provision. Others included a
§ 36(h)"® expansion of the first-time home huyer credit for
2009 purchases. More familics will get the § 24(d) $1,000
refundable child tax credit, even non-income taxpayers.
There isa § 55 one year increase in the alternative minimum
tax floor to $70,950 for joint filers and a § 25A §2,500 ex-
panded Hope Scholarship tax credit for college tuition and
related expenses for 2009 and 2010, phased out for couples
making more than §160,000. For first-time home buyers,
there is an §8,000 refundable credit for all homes bought in
2009, with repayment provisions repealed for purchases in
that year and held more than three years. There is also a
new 2009 § 85(c) exclusion of the [irst §2,400 of unem-
ployment compensation benefits, a § 32(b)(3)(B) expanded
earned income tax credit for low income workers with
families of at least three children, an expansion of the § 25C
home encrgy credit to homeowners who make their homes
more energy-efficient in 2009 and 2010 {to recoup 30% of
the cost, up to $1,500, for numerous projects) and a § 164
deduction for sales taxes on cars, phasced out for purchasers

whose incomes exceed $250,000.

Business tax relicl provisions to allow companics to use cur-
rent losses to offset profits of the previous five instead of
two years, making them cligible for tax rcfunds and credits
for renewable energy production are extended to 2014, A
law that would have taken effect in 2012 requiring govern-
ment agencies to withhold 3% of payments to contractors to
help ensure they paid their tax bills is repealed. There is an
extension of bonus depreciation and firms buying money
losing banks may use more of the latters’ losses as tax cred-
its to offset the profits of the merged banks.
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Estate, Gift and Generation Skipping Taxes
(Hereafter GST)

The present estate, gilt and GST laws, enacted by the 2001
Economic Growth and Tax Relief Reconciliation Act of 2001 19
(hereafter referred to as EGTRRA), provide a §3.5 million
applicable exclusion and a 45% [lat rate on the excess for
2009 deaths. There is a gift tax $1 million lifetime excmp-
tion and repeal of the federal credit for state death taxes. For
2010 deaths, EGTRRA climinated the estate tax, but
“sunscts” in 2011, with the tax returning to its former (pre-
2002) 55% top rate (with a 60% “bubble”), a state death tax
credit, a $1 million estate tax exemption and §1,130,000
inflation adjusted GST exemption.

The Obama Administration’s Tax Program

Apparently neither President Obhama's threatened soak the
rich income tax proposals nor any other bills have been intro-
duced since enactment of The State Children's Health Insurance
Program and The American Recovery and Reinvestment Act of 2009.
Due to the uncertain status of bills dealing with major revi-
sions to health care containing income tax increases, com-
ments on them are premature and not of help to the practitio-
ner. But EGTRRA's reduced dividend and capital gains tax
rates expire December 31, 2010.

During his election campaign, President Obama lavored mak-
ing the estate tax permanent, with a $3.5 million exemption
and a 45% top rate. Thus, not surprisingly, the May 11,
2009, General Explanations Of The Administration’s Fiscal Year
201 Revenue Proposals (the Treasury's Green book) assumes
extension of the transfer taxes at the 45% top rate for 2009
with a $3.5 million exemption, consistent values for transfer
and income tax purposes, a modification of valuation discount
rules and a ten-year minimum term required for grantor re-
tained annuity trusts (GRATs).

“The Administration’s primary policy proposals  reflect
changes from a tax bascline that modifies current law by
‘patching’ the alternative minimum tax, freezing the estate
tax, and making permanent a number of the tax cuts enacted
in 2001 and 2003 [except for repeal of the estate and gilt

taxes].”

A condensed version of the Treasury’s Green Book table of
contents disclosed that upper-income tax provisions, dedi-
cated to delicit reduction, would reinstate the 39.6% rate,
the 36% rate for taxpayers with income over $250,000

(married liling jointly) and $200,000 (single), the limitation
on itemized deductions for taxpayers with income over
$250,000 (marricd filing jointly) and §200,000 (single), the
personal exemption phase-out for taxpayers with income
over $250,000 (married [ling jointly) and $200,000
(single), impose a 20% ratc on dividends and capital gains
for taxpayers with income over $250,000 (married filing
jointly) and $200,000 (single) and limit the tax ratc at which
itemized deductions reduce tax liability to 28%.

The MWP credit would be made permanent, the beginning
of its phasc-out range indexed for inflation and its phase-out
rate reduced to 1.6%, eflective [or tax years beginning alter
December 31, 2010.

Information reporting would be expanded, with increased

information return administration

strengthencd by allowing assessment of criminal restitution

penaltics and  tax

as tax. Offer-in-compromise rules would be revised, re-
peated willful failure to file a tax return made a felony and
required electronic filing by tax return preparers expanded,
among other matters. Penaltics would be expanded, such as
by clarifying that the bad check penalty applics to clectronic
checks and other payment forms and failure to comply with
electronic filing requirements would be penalized. Reforms
to close tax loopholes will be made and deductions denied

for punitive claims.

Estate and gilt tax valuation discounts would be modified,
consistency in value for transfer and income tax purposes
will be required along, with minimum terms for grantor
retained annuity trusts (GRATS).

Effective dates would cither be those of enactment or retro-
active to the date of introduction,

Since any tax bill will probably give the Treasury broad
regulatory authority, uncertainty may arisc on 2 number of
issues for an extended period, because Treasury Regulations
often take a very long time to complete.

Status Of Federal Tax Proposals As Of September 8,
2009

No tax bills nor budget resolutions dealing with transfer
taxes have been enacted by even one chamber, but three
bills and Budget Resolutions with estate and gift tax provi-
sions arc pending. 1f legislation combining their various

{eatures, or at least some transfer tax legislation is not en-
acted before the end of 2009, there will be no federal estate
tax for 2010 deaths. However, there will be an incredibly
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complex, difficult to comply with and administer, carryover
basis regime in 2010,

Both uncnacted Scnate Bill 722 and the administration’s in-
come tax proposals also address the individual AMT, the
regular and capital gains tax rates for lower and middle-
income taxpayers, the child tax credit, marriage penalty re-
fiel, the dependent care credit, the adoption credit and adop-
tion assistance programs, as well as the carned income tax
credit. The likelihood of their eventual passage seems fairly
high, now that the recently confirmed election of Minnesota
Senator Franken gives the Democrats an apparent filibuster-
proof majority, if the late Massachusetts Senator Kennedy’s
scat is filled by an appointee until the January 19 special clec-
tion to replace him.

Thesc income tax provisions, supported by Finance Commit-
tee Chairman Senator Baucus, are also co-sponsored by two
ather Senate Finance Committee Democrats, Rockeleller of
West Virginia and Schumer of New York. Thus, they are
serious legislative propesals. Inclusion of AMT relicf, a pri-
ority for Ways and Means Committee Chairman Rangel, wilt
make them attractive to his committee.

Any tax decreases (which arc doubtlul) will be phased in over
many years. Thereafter, exemptions and brackets may be
indexed for inflation. The GST excmption and rates will
probably remain tied to that of the estate tax, while the gift
tax exemption and rates may be recoupled with the estate tax
and GST exemption and rates.

Tax Planning Suggestions

Neither possible tax changes alfecting individuals, estates and
trusts nor conformity of the gift and estate taxes should be
counted on. But early planning is required, before cnactment

or even introduction of any new tax legislation. The use of

leveraged gift strategies, such as GRATSs, sales to grantor
trusts and charitable lead trusts are advisable. If a gap exists
between the gift tax and GST exemptions, lifetime GST tax
planning may be expensive. Therefore, practitioners should
be alert for opportunitics to create, update, merge, divide or
extend GST trusts.

There should be a reexamination of whether a trust should
distribute all income, as well as a reconsideration of the tradi-
tional notions of income and principal, to accommodate the
larger tax exempt amounts and the passage of more signifi-
cant wealth. Since restoration of the credit for state death
taxes is unlikely, planning for mobility among states and

property ownership in several states will continue to be
important.

The portability between spouses of the exemption/unified
credit is likely and transferability of a predeceased spouse’s
exemption to the survivor should simplify some marricd
couples’ estate planning. However, there will be a loss of
the opportunity to shelter intervening growth in value and
accumulated income from the estate tax and loss of the po-
tential for reconsidering previous valuations. This, together
with other complexities, may still make it wise to use the
first spouse’s exemption, probably in a trust, cspecially
where there are illiquid asscts, such as a family business.

However, for many asscts, income tax basis will be a much
more important factor. Techniques such as the usc of joint
and survivorship property, previously frowned on by many
Connecticut practitioners, may become more important, as
well as the use of joint trusts.” Carryover basis, cnacted
initially in 1976 and unwisely resurrected in the 2001 EG-
TRRA, after its retroactive repeal in 1980, will and should
again be permanently killed.”

Conclusion

Connecticut’s budget and tax increases, except the estate
and gift tax reductions (delayed until 2010), were cnacted
cffective September 6, 2009. While no significant federal
tax legislation has been enacted, cventually some of the
above described proposals will be passed. While fedceral
estate and gift tax revision should occur in 2009, it could be
delayed until just before the 2010 Congressional elections
and then made retroactive to the beginning of that year,

1 All three digit section Numbers are those of the bill.
All others arc those of the Connecticut General Stat-
utes.

~

The Creeping Palm Tree Discase was initially diagnosed
some years ago by Attorncy Stuyvesant K. Bearns of
Shipman & Goodwin's Lakeville office. He observed
wealthy Connecticut residents were flecing to Florida
to establish their domicile and residence there to avoid
the Connecticut cstate (then an inheritance), gift and
income taxes.

3 Hartford Courant, August 30, 2009, p. A6.
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4  From Shaughnessy and Schastian, 2008 Connecticur Tax corporations (DISCs) and income other companies re-
Law Developments, 83 Conn. B. ]. 35, 40-41 (March, ceive from such companics.
2009), quoting the Commissioner of Revenue of Services
and the Secretary of the Office of Policy and Manage- 8 The cigarctte tax was to be raised from $2.00 to §2.50
ment’s study mandated by P.A. 07-1 of the June Special per pack as of July 1, 2010.
Session. Connecticut Department ol Revenue Services,
Connecticut  Estate Tax Study-——2008 (February 1,

2008).

9 The sales tax free week was to be suspended for 2009
and 2010 and, as of July 1, 2010, many sales tax ex-
emptions were to be climinated.

5 This analysis is based on an Office of Fiscal Analysis Fiscal
10 1 U.S.C.A. §§ 1,7 and 28 U.S.C.A. § 1738C, et seq;

110 Stat. 2419, P.L. 104-199 (1996), and P.L. 104-99
(H.R. 3396), § 3.

Note and Office of Legislative Research Bill analysis , as
of May 27, 2005.

6 Section 16 of the Bill amended C.G.8. §12-700(a), cffec-
tive July 1, 2009, applicable to taxable years commenc-
ing in 2009. Sections 7(A), (B), (C), and (D) increase

11 Kerrigan v. Commissicner of Public Health, 289 Conn. 135,
957 A.2d 407 (2008).

the individual income tax rates, whi}c § 7(E) sets the rate 12 Op. Atty. Gen. 2008-18.

on trusts and cstates at 7.95% of Connecticut taxable

income. 13 Informational Publication 1.P. 2008 (25.1) {November
Section 17 of the Bill amended C.G.S. § 12-701(20)(A), 1, 2008).

dealing with the income tax on state and lacal bonds, 14 Partially condensed and partially quoted from Shaugh-
ather than those of Connecticut. nessy and Sebastian, 2008 Connecticur Tax Law Develop-

Section 18 of the Bill amended C.G.8. §12-702(a), appli- ments, 83 Conn.B.]. 35 (March, 2009).

L ax 3 ing in 200 th ~
cable to taxable years commencing in 9, reduces the 15 An Act Implementing the Guarantee of Equal Protection Under

the Constitution of the United States_for Same-Sex Couples,
Public Act 09-13, Substitute Senate Bill No. 899, was
signed by Governor Rell on April 23, 2009.

personal exemptions for taxpayers whose Connccticut
adjusted gross income exceeds $27,000 by $1,000 for
each $1,000 or fraction thercof of the excess, but the
reduction shall not exceed 100% of the exemption. In

subscquent years (through 2015), other exemption re-  y¢ p 1 111-3 enacted February 13, 2009 and P.L. 1115,

ductions are also made, . . .
enacted February 17, 2009 are summarized from their

Section 19 of the Bill amended C.G.S. §12-703(a), effec- descriptions in CCH 2009 Tax Legislation and in
tive for taxable years commencing in 2009 to reduce the Wikipedia, the free encyclopedia (last modified May
credits against adjusted gross income, but is not applica- 28, 2009).

ble to a trust or estate.

None of these increases were enacted in the law effective 17 All references to section numbers, unless otherwisc f
September 6, 2009, stated, arc to the 1986 Internal Revenue Code.

7 This would have increased business taxes by imposing a 18 P.L.107-16.

30% corporate tax surcharge for 2009, 2010 and 2011,

reduced the maximum amount by which companies can 19 The above observations concerning the status of pro-
posed estate and gift tax legislation have been con-
densed and paraphrased (with permission) from a paper
by Ronald D. Aucutt, Estate Tax Charnges in the
Obama Administration, pages 32 -38.

use tax credits to reduce their corporation or insurance
premium tax liability from 70% to 65% for 2009 and
50% for 2010 and thereafter. It barred companies from
using the federal domestic production activity deduction
to reduce corporation tax liahility and eliminates corpo- 20

. - S ) i For an analysis of the unfortunately revived carryover
ration tax exemptions for domestic international scrvice basis provisions in the 2000 EGTRRA, see Berall,
Blattmachr, Detzel and Harrison, Planning for Carry-
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over Basis That Can Be/Should Be/Must Be Done Now, 29
Estate Planning #3, p. 99 (March 2002).
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CONSERVATION EASEMENT
WHAT IS IT, HOW DO [ GET IT, AND WHAT DOES IT DO FOR ME?

BY

TAMMY A. MOHLER-AVERY

Conservation casements can be an effective tool to provide
income, cstate and gift tax savings, while at the same time
preserving our natural environment for gencrations to come.
The use ol conservation casements has been supported by
statute [or the last thirty ycars, with numerous recent evolve-
ments over the last ten years. Many people create conserva-
tion easements to cnsurc that the property they have lovingly
nourished will not scc development once they are gone. A
conservation casement is a prime example of the “dead hand
control” we all heard about in cur law school Trusts and Es-
tates classes and have seen our clients try to assert in numer-
ous ways throughout our carcers. However, unlike other
more insidious types of dead hand control, conservation case-
ments have abundant benelits both for the landewner, for the
landowner's beneficiaries, and for our planet. In a time when
more and more people are becoming conscious of the rapid
changes to our environment and the long-term negative im-
pact which overdevelopment can have on our planet, a con-
servation easement can be one way for our clients to leave a
positive legacy consisting ol more than just money.

What is a Conservation Easement?

Officially described as a Qualified Conservation Contribution
under the Internal Revenue Code, a conservation eascment is
comprised three clements: a qualified real property interest,

given to a qualified organization, exclusively for conservation

purposcs. For this purpose, a qualified real property interest
is property that is set aside exclusively and perpetually lor
conservation purposes. A qualified organization includes
certain governmental units, a traditional public charity, or a
private charitable organization that receives substantial pub-
lic support from gilts and grants. The qualified organization
must be committed to enforcing the conservation purposcs
of the casement and have adequate financing and resources
to back-up that commitment.

The linal clement, exclusively for conservation purposes,
includes the preservation of land for outdoor recreation by
the public, protection of an ecosystem or natural habitat,
preservation of open space for scenic purposes or other pur-
poses allowed by government entities that will provide a
significant public benefit, and preservation of an historically
important land area or structure. Also, for these purposes,
exclusivity requires that the property donated be protected
in perpetuity and prohibits any use, including surface min-
ing, which would conflict with the purposes of the casc-
ment.

Additionally, the Internal Revenue Code and Treasury
Regulations provide that the conservation easement must be
enfarced in perpetuity. This requires the lollowing four
components: the rights retained by donor to use the prop-
erty must be subject to restrictions to prevent usc inconsis-

tent with the conservation purposes; any mortgage on the
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property must be subordinate to the casement; the donor
retaining rights agrees to certain oversight by the qualificd
organization; and if circumstance happen that make the quali-
fied property unable to be used for conservation purposes,
and that property is sold, a portion of the sales proceeds must
go to the charitable organization and be used in a manner
consistent with the purposes of the conservation easement.
Also, the creation of the conservation easement may not ob-
struct a conservation purpose already in effect.

How do I Create a Conservation Easement?

In order to create a conservation easement, the owner of the
property must lirst choose the property to be conserved; and
second, select the governmental unit or charitable organiza-
tion to accept the casement. Many organizations have been
created with the primary purpose ol holding conservation
easements. In addition, some federal, state, and lacal entitics
accept conscrvation easements when they meet some specific
public purpose. The actual conveyance is accomplished by a
deed filed with the appropriate recording oflice.

If the donor wants a financial benefit for the creation and do-
nation of the casement, proper valuation is required. Deter-
mining the fair market value of the casement can be compli-
cated. Due to the nature of the transaction, a typical valua-
tion, based on an arms length transaction, will not work. The
appraiser chosen by the donor to value the casement should
have a proven track record appraising conservation ease-
ments. An appraisal too high or too low can result in penalties
being assessed by the IRS.

A qualified appraiser may look to similar transactions to de-
termine value if there is a clear record of sales of comparable
casements. Wherc a comparison is not possible, the determi-
nation of the fair market value of the underlying property
both before and after the creation of the easement is required.
The difference between these two values determines the

valuc of the easement,

What Does a Conservation Easement Do for Me?

Property Tax Benefits — Since the value of the underlying prop-
erty has been reduced by the creation of the conservation
easement, the local taxing authority may reduce the value ol
the property for real estate tax purposes.

Income Tax Benefits — The donor of a conservation easement
may be able to take a federal income tax deduction of up to
fifty percent of his adjusted gross income in any given year,

with an overage carried forward for up to fifteen successive

years, Like any other charitable donation in excess of
$5,000, the donor must include with his income tax veturn
a copy of the qualified appraisal and an appraisal summary.
In addition, the donor's basis in the underlying property is
reduced proportionately and any gain or loss on the sale of
the underlying property subject to the casement would be
based on the sales price less the adjusted basis.

Gift Tax Benefits — The value of property subject ta the con-
servation easement is reduced, so any gift of that property
would be computed at the lower value. Partions of the
property at the lower value may be gifted using applicable
annual exclusion amounts or the lifetime gift tax exclusion.

Estate Tax Savings, Part I — The valuc of the conservation
casement is not included in the donor’s gross estate for cs-
tate tax purposes. Also, the executor of the estate may be
able to elect to exclude from the gross estate up to forty
percent of the value of the land subject to the conservation
easement, to a maximum ol §500,000, if the property
meets certain criteria. These criteria include ownership by
the decedent or a member of his family during the three-
year period prior to the decedent’s death, requirements
concerning the location of the property and a requirement
that the conservation casement must have been created by
the taxpayer or a member of his family. To receive the
maximum benelit, the casement must reduce the value of
the property by at least thirty percent. Any reduction less
than thirty percent will reduce the forty percent maximum
exclusion. A reduction in value of less than ten percent will
result in no allowable exclusion. For purposes of determin-
ing the exclusion percentage, the values at the date of the
creation of the easement arc used. This exclusion also re-
duces the step-up in basis at death. Note that this additional
exclusion does not apply to a conservation casement made
to preserve historic land or structures. The exclusion clec-
tion must be made prior to the final due date of the estate
tax return and is reported on Schedule U.

Estate Tax Savings, Part I - If a qualified conscrvation ease-
ment was not created by the decedent prior to his death, the
execcutor of the estate may create such an cascment. Under
this scenario, the [ull value of the underlying property is
included in the decedent’s gross estate and a charitable de-
duction is taken on Schedule O of the estate tax return for
the appraised value of the casement. This port-mortem
casement creation also allows for the forty percent exclu-
sion described above, Post-mortem cascments are not al-
lowed for property cncumbered by debt. Both the creation




PaGr 1l

ISSUE NO. 65

CONSERVATION EASEMENT

of the casement and the exclusion election must be made prior to the final due date of the return. If the charitable deduction is
taken on the cstate tax return, an additional income tax deduction may not be taken by the estate or any individual,

Final Items to Remember

Il the creation of the conservation easement does not cffect the value of the underlying property, or it increases its value, then
the easement has no immediate [inancial benefit, Also if the casement increases the valuc of other property owned i)y the do-
nor, there is again no immediate financial benetit. This is why the sclection of the property to be conserved is so important and
why a qualified appraiser should be brought into the transaction at an early stage. Also, il the easement is disallowed by the IRS
after audit, the easement cannot be undone, and any financial benefits will be lost which can lead to unexpected taxes, interest
and penaltics, This is why the donor should consult both legal and tax professionals knowledgeable in conservation casements

from the beginning as well.

A conservation easement can provide significant income, gift and estate tax savings, but only if established in strict accordance
with all applicable laws and regulations, In 2004, the IRS issued a notice that they would begin scrutinizing conservation case-
ments as many abuses had come to light. With anticipated changes to estate and gilt tax laws, as well as the need to generate
revenug, it's unclear where the future of the conservation easement lies. Until the Congress or the IRS says otherwise, conser-
vation easements are still a great way to save some money and leave a lasting legacy for years to come.

A NEW PLANNING OPPORTUNITY FOR UTMA ACCOUNTS I
BY CHRISTOPHER S, DREW

Background New Legislation

The Connecticut Uniform Transfers to Minors Act (“UTMA”)

creates a convenient structure for parents and grandparents to

In 2007 the Connecticut legislature passed Public Act 07-
169 which amended Section 4-5a-558k of the Connecticut

give money to minors to help the minor accumulate some
wealth without giving the minor immediate access to the
maney. Prior to October i, 2007 the UTMA required the
custodian to deliver the custodial property to the minor when
he or she reached the age of twenty-one. In the vast majority
of cases, cither the minor reaching the age of twenty-one is
prepared for the responsibility of receiving the custodial
property or the amount of the custodial property is not
cnough to cause the custedian concern about clistl'ibuting the
custodial property to the minor when he or she reaches age
twenty-one. In some cases, however, ecither because the cus-
todial property has apprcciatc:d signiﬁcantiy or because of the
minor’'s behavior, the custodian is concerned that transferring
custodial assets to the minor at age twcnty-onc would not be

in the long-tcrm best interests of the minor,

statutes to permit a custodian to distribute custodial prop-
erty to a trust, including a trust created by the custodian, as
an alternative to delivering the custodial property to the
minor, Probate Court approval is not required to transfer
the custodial property to a trust and once the property is
transforred the custodianship is terminated. In order for the
custodian to distribute custedial property to a trust, all of

the lollowing conditions must be met:

(1) The custodian has a good faith belicf that such distribu-
tion of all or part of the custodial property to a trust is

in the best interest of the minor.

{(2) The minor is the sole benceficiary of the trust during the

minor’s lifetime.

(3) The trust satisfies the requirements of Section 2503(c)

of the Internal Revenue Code (“Code™) which states:
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No part of a gift to an individual who has not at- receive an outright distribution of the custodial property by
tained the age ol 21 years on the date of such trans- permitting the transfer of custodial property into a trust.
fer shall be considered a gift of a future interest in Planners should make it very clear to the custodian, how-
property for purposes of subsection (b) if the prop- ever, that there is a risk that the beneficiary could negate the
erty and the income therefrom (1) may be expended plan by withdrawing the trust property cither at age twenty-
by, or for the benefit of, the donce before his attain- one or at age twenty-five. [If the asscts are not withdrawn
ing the age of 21 ycars, and (2) will to the extent from the trust, the trustce would have broad discretion to
not so expended (A) pass to the donee on his attain- distribute income and principal to or for the benefit of the
ing the age of 21 ycars, and (B) in the event the beneficiary for many ycars after the beneficiary reaches age
donce dies before attaining the age of 21 years, be twenty-one.

payable to the estate of the donee or as he may ap-

point under a general power of appointment as de-
fined in section 2514 {c).

(4) If the terms of the trust grant to the minor a right to
withdraw the trust assets when the minor reaches age
twenty-one, which would be required by Section 2503
(c) of the Code, then the trust should include language to

mect all of the following requirements:

(A) The terms of the trust shall also grant ta the mi-
nor a right to withdraw any remaining trust assets
when the minor reaches age twenty-five,

(B) The trustee shall notify the minor in writing, by
certified mail or similar means of delivery, of such
right to withdraw (i) on or before the minor reaches

age twenty-one, and (ii) if there are any remaining
trust assets thereafter, on or belore the minor
reaches age twenty-five.

(C) The time period during which such withdrawal

may be made shall not be less than thirty days from
the date the minor attains the applicable age speci-
fied in subparagraph (B) of this subdivision or the
date the minor receives the applicable notification
required by said subparagraph, whichever date is
later. Any such right to withdraw shall not lapse il
the applicable notilication required by subparagraph
(B) of subdivision (4) of this subsection is not re-

ceived by the minor.

Conclusion

This legislation potentially addresses the concerns of custodi-

ans who [eel that age twenty-one is too young for a person to

L ———— e ————,— e
M
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UNIFORM LAW COMMISSION REPORT
BY SUZANNE BROWN WALSH

At its 118th Annual Meeting in Santa Fe, New Mexico, this
July, the Uniform Law Commission (ULC) approved five
new acts and a portion of another. The approved acts not
relevant to our section are: The Uniform Collateral Con-
sequences of Conviction Act, The Uniform Collaborative
Law Act, and a portion of the Uniform Business Organiza-
tions Act (UBOA). An act of interest that was debated, but
is not final because of insurance industry opposition, is the
Uniform Insurable Interests in Trusts Act. This is intended
to be a Chawle- antidote act and it should be final by next
year's meeting.

The Acts that were approved in 2009 and are relevant to
trusts and estates attorneys are:

1. The Uniform Real Property Transfer on Death Act,
which provides a mechanism for the non-probate
transler of land. The Act allows an owner of real
property to pass the property simply and directly to a
beneficiary on the owner's death without pro-
bate. The property passes by means of a recarded
transfer on a death (TOD) decd. During the owner’s
lifetime, the beneficiary of a TOD deed has no interest
in the property and the owner retains full power to
transfer or encumber the property or to revoke the
deed. In other parts of the country, these types of
decds have been successfully used without incident for

years, we were told.

2.. The Uniform Law Enforcement Access to Enity Infor-
mation Act is designed to be a substitute for the Incorpora-
tion Transparency and Law Enforcement Assistance Act
(5.569), currently pending in Congress (co-sponsored by
Senators Levin, Grassley, and McCaskill, and supparted by
then Senator Obama when it was first introduced). 5.569
would require virtually all corporations and limited liability
companics to file “bencficial ownership” information with
the Secretary of State. The Uniform Act, a joint project
with the ULC and the American Bar Association Commit-
tee on Corporate Laws, and supported by the National As-
sociation of Secretaries of State, would preserve the tradi-
tional confidentiality of entity ownership and would instead
require the filing of the name of an individual (a records-
contact) who would be responsible for obtaining, maintain-
ing, and verifying record ownership information.

NOTE: this anti money-laundering gct applies to charities

organized as corporations.

The Uniform Statutory Trust Entity Act governs the usc of

statutory trusts as a mode of business organization. A statutory
trust provides a flexible business entity that can be used as an
alternative to the partnership, limited partnership, limited
liability company, and corporate forms of organization. Statu-
tory trusts are commonly used in the mutual fund and securiti-
zation industries, and it is also used in certain tax-advantaged
real estate transactions. The Uniform Act modernizes the ex-
isting, but outdated, laws governing these types of entities.

The current drafts of all of these acts can be found at the
ULC's website at www.nccusl.org. All of the prior drafts and
background memos and material are on the website, under the
applicable drafting committee, where you will also find the
final, approved text of cach act.

The Uniform Law Commission, now in its 1 18th year, com-
priscs more than 350 practicing lawyers, govermmental law-
yers, judges, law professors, and lawyer-legislators from cvery
state, the District of Columbia, Puerto Rico, and the LS. Vir-
gin Islands. Its mission is to dralt and promote enactment of
uniform laws that are designed to solve problems common to
all the statcs.

After receiving the ULC's scal of approval, a uniform act is
ollicially promulgated for consideration by the states, and leg-
islatures arc urged to adopt it. To my knowledge, none of the
above, 2009 acts will be introduced in Connecticut this year,

The Estates and Probatce Section does plan to ask that the 2008
(technical) amendments to the Uniform Principal and Income
Act (Senate Bill 1083, enacted in 16 other states to date) be
introduced again, and 1 belicve that the 2006 Reviscd Uniform
Anatomical Gift Act, which was introduced last session as
House Bill 6677, will also be introduced again, but not by our
section. The updated Anatomical Gifts Act was approved by
NCCUSL in 2006 and has been cnacted in 35 states in just 2
years, which is warp speed in legislative time. Connecticut
was one of 9 or 10 states to introduce it this year. Ina nut-
shell, this is an important update to an act that was originally
draflted in 1967, then updated in 1987 by amecndments which
were not uniformly cnacted by the states. The 2006 updates
include, but are not limited to, prioritizing “health care
agents” as donation makers consistent with the agents' priority
as decision makers in other health related choices, clarifying
the consent process, harmonizing Connecticut's Anatomical
Gilt Act with lederal law, current technology and medical
practice, and advance medical directives,
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providing for a uniformity of practice across states and regions (important because organ procurement organizations operate
and serve other states), recognizing the donation forms commonly used on driver's licenses, recognizing an individual's right to
refuse donation, and preventing others from overriding a donation decision made by the donor.

Both acts died for technical reasons, but were unopposed. Finally, the Section plans to reintroduce a consensus version of the
Uniform Adult Guardianship and Protective Proceedings Jurisdiction Act, which was intraduced last ycar as Senate Bill 576.

BENEFICIARY DESIGNATIONS: A SUPREME DECISION
BY
LEONARD LEADER AND MICHAEL CLEAR

Retirement benefits often make up a significant portion of our client’s net worth. As a non-probate asset, retirement benelits
pass at death pursuant to the owner’s bencficiary designations on record with the plan administrator, Although we educate and
advise our clients on beneliciary designations that complement their estate plan, not all clients implement this advice after they
have updated their estate plan. This term the ULS. Supreme Court ruled on the validity of bencficiary designations and pro-
vided plan administrators with additional guidance for interpreting and accepting beneliciary designations.

In Kennedy v. Plan Administrator for DuPont Savings and Investment Plan (07-636), the U.S. Supremc Court addressed
whether or not a divorce decree could trump the deceased’s beneficiary designation on record.

In 1974 William Kennedy designated his wile, Liv Kennedy, as the beneliciary of his savings and investment plan (SIP) at E.I.
DuPont de Nemours & Company. The SIP was an ERISA “employee pension benetit plan.” In 1994 William and Liv divorced.
In the divorce decree Liv agreed to divest herself of all claims related to William's employment related retirement plans. Wil-
liam failed to revise his beneficiary designation for the SIP plan before he died in 2001, William Kennedy’s daughter, Kari Ken-
nedy, was appointed as exccutrix of his estate and requested that DuPont distribute the SIP funds to the estate. DuPont relied
upon William's beneficiary designation and paid the §400,000 balance to Liv. The Estate sued the plan administrator, alleging
that it had misdirected the plan benefits because Liv surrendered her rights under the divorce decree, and the plan administra-
tor sued Liv to recover the funds, only to discover Liv already spent the moncy.

The Employee Retirement Income Security Act of 1974 (ERISA) obligates plan administrators to manage ERISA plans in accor-
dance with the plan governing documents. 29 U. §. C. §1104()(1¥D). ERISA also requires plan administraters to manage
their plan in accordance with the documents and instruments governing the plan. §1056(d)(1). Finally, ERISA permits the
assignment of benefits by a qualificd domestic relations order (QDRO). §1056(d)3). Simply, a QDRO is a domestic relations
order is a court order that creates or recognizes the existence of an alternate payee’s right to receive, or assigns to an alternate

payee the right to receive, all or a portion of the benefits payable with respect to a participant under a retirement plan,
The District Court entered summary judgment for the Estate, ordering DuPont to pay the benefits to the Estate.

The Fifth Circuit Court reversed, holding that Liv's forfeiturc at divoree was an illegal diversion of benefits in violation of ER-

ISA’s provision against such diversion (or “alienation”). The Fifth Circuit held that a diverce decree is technically not a QDRO.
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The Fifth Circuit's decision was in contrast to other Circuit
Courts which have ruled that a divorce decree can amount to
a waiver of benefits, even if it technically was not a QDRO
required by ERISA. This split among Circuit Courts sct the
stage for the Supreme Court decision.

The Supreme Court answered two questions.

Question I, Can pension plan benelits be waived in a di-
vorce decree that does not technically amount to a QDRO?

The Court answered this question in the affirmative. It held
that a waiver, which any gives the right to benefits back to
the plan participant and any future designee or cstate beneli-
ciary yet-to-he-determined, is not a prohibited assignment or
alienation to another party.

The Court first ruled that, under ERISA, a divorcing spouse
could waive plan bencfits through a divorce decree under
state law. Consulting the law of trusts, the Justices concluded
that an ex-spouse can disclaim an interest in benefits during a
divorce proceceding. The Court found that Section 1056(d)
(1) is similar to a spendthrift trust provision baring assign-
ment of a benelit. The general principle that a designated
spendthrift beneliciary can disclaim his trust interest magni-
lies the imprabability that a statute written with an eyc on the
old law would effectively force a beneficiary to accept an in-
terest, The Treasury reads its own regulation to mean that
the anti-alienation provision is not violated by a bencficiary’s
waiver “where the bcncﬁciary does not attempt ta direct her
intcrest in pension benelits to another person.” Disagrecing
with the Fifth Circuit, the Court said “we think that the better
view is that [Liv's] waiver” was not an alicnation or assign-
ment that was illegal under ERISA.

Question 2, Do plan administrators have to give effect to
waivers that conflict with plan documents?

The Court answered this question in the negative and stated
that the plan administrator did its statutory ERISA duty by
paying the benefits to Liv in conformity with the plan docu-
ments.

The Court reasoned that p]im administrators, who are re-
cuired by law to follow plan documents, should be entitled to
rely on those plan documents in distributing assets in a timely
and efficient manner, without worrying about whether and
how to give effect to purported waivers outside those docu-
ments. In this case, where the plan set forth clear instruc-
tions for changing beneficiaries and disclaiming interest in an

account, but neither William nor Liv followed thosc in-
structions, William's original designation of Liv was still
effective and the plan administrator properly distributed the
henefits to her.

It concluded: “Willian's designation of Liv as his beneficiary
wag made in the way required; Liv's waiver was not.” By
giving a plan participant a clear set of instructions for mak-
ing his own instructions clear, ERISA forecloses any justifi-
cation for inquirics into expressions of intent, in favar of the
virtues of adhering to an uncomplicated rule. Less-certain
rules could force p}an administrators to examinc numerous
external documents purporting to be waivers and draw
them into litigation over those waivers’ meaning and en-
forccability.

Nonetheless, the Court noted that the estate may be able to
suc Liv under state law to try to obtain the funds. The
Court explicitly stated that it did not decide the question of
whether the estate could have sued to recover the benelits
from Liv after she received them. The Court mentioned
prior rulings that seemed to say that a prior contractual
agreement to forleit funds may be enforceable after the dis-
tribution without violating ERISA. Once the money is paid
out, it loses its ERISA protection, those rulings had indi-
cated.

Kennedy v. Plan Administrator for DuPont Savings and In-
vestment Plan provides a story [or estate planning attorneys
to relay to clients regarding updating their beneliciary desig-
nations. It also points to the need for estate planning attor-
neys ta work with client to ensurc that bcncficiary dcsignn—
tions are accepted by the plan administrator, especially with
the Court’s holding that administrators must be able to rely
upon their plan documents in determining beneficiaries.
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TRUSTS AND NONQUALIFIED ANNUITIES: LOOK BEFORE YOU LEAP
BY JOSEPH A. CIPPARONE

Integrating commercial annuities into the estate plan of clicnts
can present a number of potential problems.  Financial advi-
sors do not always understand the intricacies ol annuitics they
sell, and sometimes change the ownership or beneficiary desig-
nations of annuities without the invelvement of estate plan-
ners. The estate planner must find time to review the annuity
contract and coordinate a client’s trusts with these complex
investment vehicles, Failing to focus on the ownership of and
benefliciary designations of commercial annuitics can result in
unintended consequences.

When a clicnt’s assets include a commercial annuity, first de-
termine whether the client owns the annuity inside or outside
a retirement plan.  If the client owns the annuity inside a re-
tirement plan (“a qualified annuity”), treat it just like any other
See, IRC §§401, 402 and 408 and the

accompanying regulations. Morc on this topic later.
panymgregu P

retirement plan assct.

Annuitics held outside a retirement plan are known as
“nonqualified annuities.” Most clients purchase deferred an-
nuitics as opposed to immediate annuities. Clients invest in
deferred nonqualified annuities to take advantage ol deferring
income taxes on the interest, dividends and capital gains of the
annuity investments. The term “deferred annuities” does not
actually refer to the tax deferral featurce but to the deferral of
annuity payments until some time in the future. In contrast,
immediate annuities provide a client with a payment every
month or year and those payments begin within one year of

purchase.

Deferred annuities pose much greater problems for an cstate
with a trust than immediate annuitics. Deferred annuities will
always have a death benefit if annuity payments have not be-
gun, or if the annuity payments have hegun but have not com-
pleted a term certain when an owner dies. Immediate annui-
ties will only have a death benefit if the annuity has a refund
feature or lasts for a term of years. If an annuity has a refund
[eature, upon the annuitant’s death, the annuity company will
refund the difference between the original investment and the
amount distributed under the annuity, If an immediate an-
nuity does not have a refund feature and distributions termi-
nate at death, the immediate annuity will have no conse-

quences at death and do not affect a client’s estate plan.

A, USING A TRUST AS OWNER OF ANON-
QUALIFIED ANNUITY

Ownership of an annuity by a revocable trust makes little
sense.  An annuity passcs outside of probate through a
beneficiary designation. Why not simply make the annuity
payable to the revocable trust through a beneliciary designa-
tion? All of the funding of the subtrusts for family members
under a revocable trust usually occurs upon the death of the
owner ol the annuity. Annuity death benefits pass to the
revocable trust outside probate just like a revocable trust.
The estate planner may want the revocable trust to own the
deferred annuity to avoid complications if the owner be-
comes legally incompetent.  Yet, the client can usc a dura-
ble power of attorney ta avoid that problem,

Ownership of an annuity by an irrevocable trust may make
sense. The client may be able to remove part or all of the
value of the annuity from his or her taxable estate by chang-
ing the owner and bencliciary of the policy to the irrevoca-
ble trust.  The dlient will need to obtain a change of owner-
ship form and obtain a tax identification number for the
trust. If the client has not yet purchased the annuity, the
client could transfer cash to the irrevocable trust and the
trustee could purchase the annuity.

Belore changing the ownership of an annuity to an jrrevoca-
ble trust, the attorney must consider the income and gift tax
consequences and Medicaid consequences of such an owner-

ship change.
INCOME TAX ISSUES

If the cash surrender value of an annuity exceeds the invest-
ment the owner made in the annuity, a gain results. The
estate planner must know when the gain will be recognized
for income tax purposes. The transier of an annuity to
anather owner including an irrevocable trust may trigger
recognition of all gain in the contract. Before recommend-
ing such a transfer, the estate planner needs to understand
the cash surrender value of the annuity, the investment

If an individual who holds an annuity contract
transfers it without full and adequate considera-
tion, such individual shall be treated as receiving

an amount equal to the excess of --
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(I} the cash surrender value of such contract at

the time of transfer, over
(I} the investment in such contract at such time,

under the contract as an amount not received as an
annuity.

If an amount is not reccived as an annuity, the distribution is
considered a redemption of the annuity contract and the annuity
owner will owe income taxes on the amount redeemed.  Treas.
Reg. §1.72-11. Ifan annuity is redeemcd, the Code defines the
investment in the contract as the aggregate amount of premiums
or other consideration paid for the contract minus the aggregate
amount received under the contract to the extent that such
amount was excludable from gross income. IRC §72(c)(6).
For instance, if the cash surrender value of the annuity contract
is $100,000, the amount the clicnt invested in the contract is
$70,000, and the client made no tax-free withdrawals, the
holder of the annuity will incur a gain of §30,000. This gain is
taxed as ordinary income, not as capital gain. Rev. Rul, 69-
102, If the excess of the cash surrender value over the invest-
ment in the contract is small or non-existent, however, the in-
come tax consequences of changing the ownership of an annu-
ity to an irrevocable trust may not presenta significant hurdle.

Even il the gain upon change of ownership would be
significant, an irrevocable trust that satisfies the grantor trust
rules could avoid the adverse income tax consequences of IRC
§72{c)(+)}(C). Generally, transferring property to a grantor
trust has no income tax consequences because the grantor is
treated as the owner of the trust for income tax purposes. IRC
§671. Trust provisions that could make an irrevocable trusta
grantor trust for income tax purposes include:

(1) allowing the grantor to substitute property of equal
value (IRC §675(4));

2) giving the grantor a special pawer of appoint-
ment (IRC §674);

(3 giving the grantor the power to borrow from
the trust without giving adequate security (IRC §675(2));

(4 giving a nonadverse trustee (like the grantor’s
spouse or child) the power to sprinkle income among a class of
beneficiaries (IRC §674); or

{5} payment of trust income to a grantor’s spouse
(IRC §677).

GIFT TAX ISSUES

Any transfer of an existing annuity to an irrevocable trust
will also have gift tax consequences. The amount ol the gift
will equal the replacement cost of the annuity.  Treas.
Regs. §25.2512-6.  The replacement cost is the single pre-
mium that the same commercial annuity issuer would
charge for a like contract if taken out on the datc ol the gift
to cover the lile of a person of the annuitant's age on the
gilt date. Id. Becausc a gift to a trust constitutes a gifr of a
futurc interest, the annual exclusion may not apply. IRC
§2503(b). The annual gift tax exclusion will apply to any
ascertainable, mandatory income interest in the trust based
on the 7520 ratc and IRS Table S.  See, Treas. Reps.
§§25.2512-5¢d)(1), 25.7520-1(a)(1), and IRS Publication
1457, which contains Table S. A Crummey withdrawal
right would normally not seem appropriate in such a trust
because there are typically no contributions to a trust that
holds an annuity policy other than the initial contribution.
Thus, that method of qualifying for the annual gift tax cx-
clusion would not apply unless a demand right is given over
the entire trust property. See, Rev. Rul. 73-405. Sucha
demand right would dcfeat the purposc of using a trust to
make the gift.

MEDICAID ISSUES

What are the Medicaid consequences of transfer-
ring an annuity to an irrevocable trust? The Connecticut
Department of Social Services considers converting an assct
into the form of a trust to be a transfer to the extent that it
is no longer available to the individual. Connceticut Uni-
form Policy Manual §3029.11(A} (proposed regulations
made cllective 4/1/07 but rejected without prejudice by
Connecticut General Assembly’s Regulations Review Comi-
mittee) [hereinafter “Conn. UPM”].  The look-back date
for transfers to trusts is 60 months before the individual is
60 months before the individual is institutionalized and
applies for Medicaid. Conn. UPM §§3028.05, 3029.05
(proposcd regs). Consequently, any transfers to an irrevo-
cable trust more than 5 years before the settlor is institu-
tionalized and applies for Medicaid will not render the
settlor ineligible for Medicaid.  Of course, if the client
retains any right to the income or principal of the trust un-
der any circumstances, it will be considered an available
assct, Conn. UPM §3029.11(C) (proposed regs). Conse-
quently, any transfers to an frrevocable trust more than 5
years before the settlor is institutionalized and applies for
Medicaid will not render the settlor ineligible for Medicaid.

Of course, il the client retains any right to the income or
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principal of the trust under any circumstances, it will be con-
sidered an available asset. Conn. UPM §3029.11(C)
(prolmscd regs).

The purchase of an annuity after February 8, 2006, will vio-
late the transfer of asset rules under Medicaid unless the an-
nuity names the State of Connecticut as (i) the primary bene-
ficiary or (i} the contingent beneficiary if the applicant names
a spousc or a disabled or minor child as primary beneliciary.
42 USC §1396p(c)(1)(F); Conn. UPM §3029.12. The term
“purchase” includes any action that changes the course of pay-
ments to be made by the annuity or the treatment of the in-
come or principal of the annuity, Enclosure Section 6012 to
State Medicaid Director Letter #06-1018 from Centers for
Medicare & Medicaid Services, July 27, 2006, at 5 (Changes
in Medicaid Annuity Rules under the Deficit Reduction Act of
2005 (Pub. L. 108-171)). Consequently, changing the own-
crship of an annuity purchased more than 5 years ago and
before February 8, 2006, to an irrevocable trust would con-
vert that annuity from being exempt under the new annuity
rules of the Deficit Reduction Act to an annuity subject to the
Act. Id. In addition, naming an irrevocable trust as owner
and beneficiary of an annuity within the last 5 years will con-
stitute a transfer for less than fair market value. Conn. UPM
§§3029.12 and 4030.47 (proposed regs).  Transfers for less
than fair market value within 3 years of the settlor applying
for Medicaid will result in a penalty period based on the value
of the asset. Conn. UPM §3029.05 (proposed regs). The
client’s cuity in an annuity is a counted asset to the extent
that the client can sell or otherwise obtain the entire amount
of equity in the investment.  Conn. UPM §4030.47
(proposed regs).

The Medicaid transfer of asset rules do not apply to annuities
transferred to irrevocable self-settled special needs trusts
(SNT). 42 USC §1336p(d)(4}(A). Only individuals under
age 65 who arc disabled can have SNTs for their benelit.
Conn. UPM §3029.11.D (proposed regs).  The SNT must
have a payback provision allowing payment of the State of
Connecticut upon the death of the disabled individual to the
extent of medical assistance paid by the state. Conn. UPM
§3029.11.D.1.b {proposcd regs); §4030.80.12.6.b (proposed
regs); 42 USC §1396p(d)(4)(A) . Only a parent, grandpar-
ent, legal guardian, or a court can create a SNT of the dis-
abled individual; the individual who needs the SNT cannot
create the trust. Jd. The Trustee purchases the annuity with

funds provided by the disabled individual.

Of course, most clients do not wish to transfer their annuity
to an irrevecable trust becausc it is irrevocable and, unless the

trust is a Special Needs Trust for the client, he or she will
lose the benefit of the annuity.  Clients usually obtain an
annuity to provide income and security for life.  Thus, it is
rare to sce an annuity owned by an irrevocable trust except
in the special needs context.

B. NAMING A TRUST AS BENEFICIARY OF AN AN-
NUITY,

Before designating a trust as beneficiary of an annu-
ity, review the options allowed by the annuity contract.
Just knowing what the contract allows could prove crucial
cven after the death of a client.  See, e.g., TAM 9346002
(the annuity contract required all beneliciaries to choose the
same distribution option), An annuity contract may not

allow a trust the samc beneficiary rights as named individu-
als. Sec, c.g., PLR 200313016 (the annuity contract only
allowed beneficiaries who are individuals to clect the life
expectancy method for distributions).  Unfortunately, cli-
ents do not readily reccive the annuity contract from the
financial advisor or the insurance company. Instead, sales
literature often substitutes [or the annuity contract.  Ob-
taining the annuity contract may require an attorney or
paralepal contacting the financial advisor, It is not unusuai
for an estate planner to learn after the fact that a client has
purchased or exchanged an annuity or changed the owner-
ship or beneficiary designation of an annuity without coordi-
nating the annuity with the rest of the estate plan. Under-
standably, many estate planners caution their clients to
avoid purchasing, modifying or changing the ownership of
an annuity without first consulting them.

Naming a revocable trust as beneficiary of an annuity in a
retirement plan (“a qualilied annuity”) will usually lead to
distributions based on the age of the oldest beneficiary in the
calendar ycar after the participant’s death. Treas. Reg.
§1.401(a)(9)-5. Il the client dies after his required begin-
ning date (usually age 70%2) and the client is younger than
the oldest beneficiary, the trust beneficiaries must base dis-
tributions on the age of the client at death.  Treas. Reg.
§§1.401(a)(9)-4, 1.401(a)(9)-5. The tax rules that apply
to trusts as retirement plan beneliciaries are quite complex
so the estate planner must become [amiliar with these rules
before designating a trust as beneficiary of a retirement
plan.  See, Natalie Choate, Life and Death Planning for Re-
tirement Benefits, Chapter 6 (6% ed. 2006).

For a nonqualified annuity, if the annuity contract only al-
lows a lump sum distribution upon death, the trust will owe
income tax on the amount received from the annuity less
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the decedent's investment in the contract. Rev. Rul. 2005-30
(2005); Rev. Rul. 79-335 (1979); IRC §72(e)(2). The
amount received in excess of the decedent's investment in the
contract is income in respect of a decedent (IRD). Rev. Rul.
2005-30(2005); IRC §691(a). The amount received in ex-
cess of the investment in the contract is taxed as ordinary
income. Rev. Rul, 2005-30(2005); IRC §§72(c}{2)(B), 72
(HE)(E).

payments or a lump sum payment and the Trustec clects to

If the annuity contract allows either periodic

take a lump sum, then the same rules will apply. The Trustee
can transfer the income tax consequences to the beneficiaries
by distributing the lump sum payment to the beneficiarics.
IRC §661. Of course, distributing the lump sum payment
may defeat the purpose of having the trust. The settlor may
not have created the trust il the scttlor knew the Trustee
would have to distribute a lump sum outright to the benefici-
aries to avoid income taxation at the trust’s higher tax rates.

If the annuity contract only allows periodic payments or the
annuity contract allows beneficiaries to clect a lump sum or
periodic payment and the Trustee would prefer the periodic
payment, the decedent’s naming of a trust as beneliciary in-
stead of an individual as beneficiary could also result in addi-
tional income taxes. IRC §72(s){(1) contains the required
distribution rules for annuitics upon death:

A contract shall not be treated as an annuity
contract for purposes of this title unless it pro-
vides that:

(A) ifany holder of such contract dies on or after the annuity
starting date and before the entire interest in such con-
tract has been distributed, the remaining portion of
such interest will be distributed at least as rapidly as
under the method of distributions being used as of the
date of his death, and

(B) ifany holder of such contract dies before the annuity
starting date, the entire interest in such contract will be
distributed within 5 years after the death of such
holder.

In other words, if the holder dies after the annuity starting
date, the beneficiary must reccive the same payments that the
holder was receiving or, if the holder dies belore the annuity
starting date, the entire interest must be distributed within
five years of the annuitant’s death. The annuity starting date
is the first day of the [irst period for which an amount is re-
ceived as an annuity, which is the later of (i) the date upon
which the obligations under the contract become fixed or (if)
the first day of the period which ends on the date of the first

W

annuity payment. IRC §72(c)(4); Treas. Reg. §1.72-4(h)
(1). If the decedent held a deferred annuity until death
without ever annuitizing it and the owner died before the
annuity starting date, the cntire interest must be distributed
within 5 years of the owner’s death.

Two important exceptions to IRC §72(s)(1) exist. IRC §72
(s)(2) provides an exception when an annuity has designated
beneliciarics:

Il (A} any portion of the holder’s interest is pay-
able to (or for the benefit of) a designated bene-
ficiary, (B) such portion will be distributed (in
accordance with regulations) over the lile of
such designated beneliciary (or over a period
not extending beyond the life expectancy of
such beneficiary) and (C) such distributions
begin not later than 1 year after the date of the
holder's decath or such later date as the Sceretary
may by regulations prescribe, then for purpases
of paragraph (1)[§72(s)(1)], the portion referred
to in subparagraph (A) [§72(s)(2)(4)] shall be
treated as distributed on the day on which the
such distributions begin.

In other words, if the annuity passes to a designated benefi-
ciary over a period not to exceed the beneliciary's life ex-
pectancy and the annuity payment begins within one year of
the decedent’s death, the annuity does not have to be dis-
tributed within 5 years of the holder’s death, The term
“designated beneficiary” means any individual designated a
beneficiary by the holder of the contract. IRC §72(sH4}).

In PLR 200313016, a life insurance company proposcd a
nonqualified deferred variablc annuity contract that included
a guaranteed minimum death benefit and allowed the named
beneficiaries who are individuals to receive distributions
using the life expectancy fraction mcthod, the fixed amorti-
zation method, ar the fixed annuitization method. The in-
surance company asked that the Service to allow thesc dis-
tribution methods in situations where the annuity owner
dics before the annuity starting date, The life expectancy
method divides the account balance on December 31 of cach
year by the life expectancy [actor allowed under Treas. Reg.

§1.401(a)(9)-5 (just like [RAs).

The retirement plan distribution rules do not apply to non-
qualified annuities. IRC §72(s)(5). Thus, the favorable
trust rules that apply to distributions from retirement plans
do not apply to nonqualified annuities. CF., Treas. Reg.
§1.401(a)(9)-4, Question A-5 (trust look-through rules for
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retirement plans) . No IRS regulations or case law allow
beneliciaries of a nonqualified annuity to look through a trust

to determine who are the beneficiaries. .

Without IRS regulations on trusts as beneficiaries of nonquali-
fied annuities, the issue ariscs as to whether the definition of
“designated beneficiary” in IRC §72(s)(4) cclipses the paren-
thetical words “(or for the benefit of)” in IRC § 72(s)(2){(A).
Certainly, the definition of designated beneficiary is restricted
to individuals, Nevertheless, the words “lor the benefit of”
in IRC §72(s)(2)(A) implies that a trust which has designated
beneficiaries (i.c.- individuals as opposed to charities or other
entities) could receive distributions over the life expectancy
of the beneficiary.  This author has found no private letter
rulings, revenue rulings, Treasury regulations, or cases that
resolve this issue.  For a good discussion of this issue, see
John L. Olsen & Michael E. Kitces, The Annuity Advisor 119
(The Natl. Underwriter Co. 2005)(hereinafter Olsen & Kit-
ces].  Olsen & Kitces recommend against naming a trust as
beneficiary of a nonqualified annuity unless there is a very
good reason for doing so and you are surc of the results of the
designation (including when the insurance company will pay a
bencfit and under what conditions any death benefit enhance-
ments will be payablc). Olsen & Kitces at 128, Given the
uncertainty in the law, the annuity contract and the insurance
company will likely control whether a trust named as benefi-
ciary can usc a lile expectancy, fixed amortization, or fixed

annuity method for distributions,

The second exception to IRC §72(s)(1) involves spouses. The
holder's surviving spouse can continue to defer distributions
until the annuity starting date. IRC §72(s)(3). Where the
spousc receives most of the client’s asscts, the clients should
usually name the spouse as beneficiary, The spouse can both
delay distributions to decedent’s annuity starting date in the
contract, and, depending on the annuity contract provisions,
the insurance company may allow the spause to take distribu-
tions over her life expectancy.

Although naming the spouse as beneliciary provides the sim-
plest approach with the greatest flexibility, a client may be
more comfortable having the annuity paid to his or her revo-
cable trust or dircctly to a subtrust established under the

revocahle trust,  For instance, a elient with children from a

prior marriage may want the children to receive a trust dis-
tribution after the death of the spousc. A client could also
have serious concerns about the ability of the spouse to man-

age the asset and would preler to use a trust.

A married annuity owner with a revacable trust that divides
the trust property into a credit shelter share and a marital
share for estate tax minimization purposes will have addi-
tional issucs to consider.  The trust funding formula could
accelerate the recognition of income in respect of a dece-
dent {IRD) unless the trust has a fractional formula.  Treas.
Reg. §1.661(a)-2(f). Depending on the circumstances, it
may make more sense to name one of the subtrusts as the
heneficiary of the annuity rather than naming the revocable

trust as the beneficiary.

What if the client has died survived by his spousc and the
trust was named as beneficiary?  In PLR 200323012, a cou-
ple transicrred two deferred varable annuities to a joint
revocable trust and named the trust as beneficiary.  The
couple served as Co-Trustees. . The joint revocable trust
had a credit shelter and marital trust for the surviving
spouse.  The surviving spousc had the right to allocate funds
between the credit shelter and marital trust at the dece-
dent's death and to withdraw all of the marital trust. The
surviving spouse proposed to transfer the annuitics to the
marital trust and then exchange the annuities for a new de-

ferred variable annuity in the name of the surviving spouse.

PLR 200323012 comphasizes the need to discuss with cli-
cnts the consequences of beneficiary designations.  Naming
the spousc as beneliciary instead of a trust would avoid the
cffort and cost of obtaining a private letter ruling from the
IRS. Naming a trust instead of a spousc as primary benelici-
ary of a nonqualified annuity should occur only after review-
ing the annuity contract and discussing the pros and cons of
such a beneficiary designation with the client. For added
post-death flexibility, many estate planners will name the
spouse as primary beneficiary and the revocable trust as con-
tingent beneficiary with the understanding that the spouse
may usc a disclaimer after the annuity owner dies to fund
the trust il it is prudent.

In conclusion, mixing trusts and nonqualified annuitics may

result in unintended consequences.  Attorncys must exam-
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inc the annuity contract and understand the provisions of IRC §72 and, if applicable, the Connecticut Medicaid regulations and

gift tax rules, before naming a trust as the owner or beneficiary of a nonqualified annuity.  Only after discussing with the client

the consequences of the ownership and beneficiary designation of cach annuity can the estate plan capture the client's true in-

tent regarding those annuitics. Given the complexity of trusts and annuities, the estate planner must not close the file until

assured that the client and his or her linancial advisor have followed the recommended approach.

CONNECTICUT GOES ROGUE
BY ELIZABETH L. LEAMON

Remarkable for a state not generally considered tax [riendly
and all the more remarkable given the current economic and
budgetary crises, Connecticut raised its estate and gift tax ex-
emptions and lowercd both scts of tax rates for decedents dy-
ing or gifts made on or alter January 1, 2010. Once in effect,
Connecticut will have one of the highest estate tax cxemptions
and lowest estate tax rates among its neighbors in the North-
east. It will also be entirely out of step with those states with
an estate tax that adopted the old Federal state death tax credit
table.

Although these changes may appear of little gencral interest,
estate planners will likely witness an impact on (1) multi-
jurisdictional estates, and (2) even broader implications for the
entire system of states that de-coupled from the Federal sys-
tem and have their own state estate tax. Indeed, Connecticut
may have inadvertently begun the process of unraveling state
taxation of estates. And il other states follow the Connecticut
example, the once fairly harmonious division of cstate taxation
among the states may come unglued.

Effective January 1, 2010, Connecticut's gift and estate tax
exemptions will risc [rom §2 million to $3.5 million.! Ceon-
necticut has also lowered estate tax rates by reworking the old
Section 2011 state death tax credit or pick-up table. Connecti-
cut, like many other states, adopted the Federal state death tax
credit tahle in 2005 in setting the rates for Connecticut’s estate
tax, Connecticut’s new cstate tax table eliminates the tax of
asscts below the exemption amount, the so-called cliff, and

reduces the base amounts and the percentages to use in cal-
culating the tax. As compared ta the 2009 version ol the
tax, which used the old pick-up tax table, the estate and gilt
tax rates have decreased by about 25% once an cstate or
aggregate Connecticut taxable gifts exceed the applicable
exemption.

Interesting issues created by Connccticut’s new estate tax
table arise in the context of the multi-jurisdictional estate.
For example, consider the cffect ol having a taxable Con-
necticut estate, 10% of which consists of real estate located
in another statc that uses the old pick-up tax table. Becausc
Connecticut anly allows a credit lor taxes paid to other
states equal to the lesser of (i) the actual tax paid or {if) the

fraction of the gross estate represented by the out-of-state
property multiplicd by the Connecticut tax, the tax imposed
by the other state will exceed the credit allowed by Con-
necticut. Thus, the estate will have paid more in tax to a
foreign jurisdiction than it receives in credit from Connecti-

cut.

Converscly, a non-resident Connecticut cstate will pay less
than the allocation made by the domiciliary state to the Con-
nccticut property. Subject to the constitutional issue dis-
cussed below, the domiciliary state will often only give a
credit equal to the Connecticut tax paid. In that case, who

gets the “windfall”— the estate or the domiciliary state?
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These simple examples illustrate the unintended conse-
quences that occur when one or more states start to play by
different rules. If a Connecticut resident has out-of-state real
property located in a state that uses the old death tax credit
table, he or she may be well advised to convert real estate
into intangible personalty, say by transferring the property
into a two or more member LLC; thereby coming under the
more [avorable Connecticut tax umbrella.  However, a
Rhode Island resident owning property in Connecticut with
an cstate over its new exemption of §850,000 and below
$3.5 million, wili want to do the opposite, because a non-
resident Connecticut estate worth less than $3.5 million will
pay no Connecticut tax. Going forward, we could see such
out-of-state residents with larger estates and Connecticut real
property consciously planning to have their Connecticut

property taxed by Connecticut.

The repercussions of Connecticut's break from the old Sec-
tion 2011 estate tax credit table will likely be felt by
neighboring states on the eastern scaboard; namely, those
states that de-coupled from the Federal system and have their
own state estate tax. Looking at the statutes of certain east-
ern commercially important states with an estate tax, namely,
Delaware, Massachusctts, New Jersey, New York and Rhode
Island, these states all use the old Section 2011 state death tax
credit table to compute their taxes.” Based on a review of the
statutes only, a majority ol the reviewed states [ollow the
Connecticut pattern to compute the credit for out-of-state
estate tax payments, namely, the lesser of (i) the actual tax
paid or (ii) the fraction of the gross cstate represcnted by the
out-of-state property multiplied by the state death tax credit
table. The exceptions are Rhode Island, whose statute only
taxcs in-state property, and New York whose statute invaria-
bly uses the state death tax credit table to compute the credit
allocable to out-of-state property.

The statutory lack of [it poses a constitutional problem as
well, The issue first arose in Connecticut in 2005-2006. The
Connecticut Department of Revenue Services asked the At-
torney General what to do about real or tangible personal
property located in states like Florida that had no state estate
tax. Inan opinion issued on August 1, 2006, the Connecticut
Attorney General agreed with the Department that Connecti-
cut, as a matter of Federal constitutional law, could not im-

posc 2 Connecticut tax on anything other than Connccticut
real property and tangible personal property and intangible
personal property owned by a Connecticut resident.?
Hence, Connecticut would net seck to impose in cffect a
Connecticut tax on the Florida portion of the estate, and
that property would escape taxation at the state level.

The question of disparate taxes and rates was never raiscd in
the opinion and the problem scemed Jargely theoretical as
long as every taxing state used the same table and rates. In
much the same way as the now defunct eredit worked, the
taxes were allocated among the states in proportion to the
property located therein.

However, beginning in a few short weeks, for anyonc deal-
ing with Connecticut, either from without or within, the
problem has become quite real. The reasoning in the Au-
gust 1, 2006 opinion ought to result in the windfall posited
above inuring to the estate; otherwise, the domiciliary state
will be imposing its tax on property over which it has no
constitutional taxing jurisdietion. In practice, this secms to

represent the general procedure.

Connecticut has never operated as a leader in tax reduction,
and the notion that it would evolve into a tax haven, rela-
tively speaking, probably boggles the mind of most Con-
necticut trust and estate lawyers. Consequently, it seems
unlikely that this comparative tax advantage will remain
long-lived. As other states adopt their own rates and ex-
emptions, the existing crazy quilt of state taxation ol estates
appears headed for increased dysfunctionality, Whether
Connecticut has inadvertently started the process of pacing
off the last mile of state taxation of estates remains to be
scen. One can reasonably anticipate that the issues raised
above will become morc complex as, in all likelihood, the
economy picks up steam and more states compete by aban-
doning the old Section 2011 table in favor of greater free-
dom and creativity.

1. Assume lor the moment that the 2009 Federal estate
cxcmption is extended by Congress, the Federal system
and the Connecticut system would, putting prior tax-
able gifts to one side, become synchronized. And if
Congress maintains the gift and estate tax exemptions at
that level, the Federal and Connecticut systems would

generally harmonize.
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2. Del. Code Title 30, § 1501 ct seq.; Mass. Gen. Laws ch. 65C § 2A ;N.]. Stat. § 54:38-1; N.Y. Tax Law § 952; R.1. Gen. Laws § 44-22.

1.1,

3. Formal Opinion 2006-018, Attorney General State of Connecticut.
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DEFALCATION
BY ANTHONY LUDOVICO

The State Judicial Department has expressed concern about
the ongoing incidence of defalcations among attorneys who
act as fiduciaries for client funds or property. The State Bar
Association has asked the Estates and Probate Section’s Ex-
ccutive Committee to consider the matter and to try to de-
velop recommendations lor mcasures that might curtail or
prevent such defalcations from occurring. The request was
received with a bit of caution that, should the Section not be
able to come up with viable recommendations, the Judicial
Department or the Bar Association, or both, might develop
and impose rules or regulations of their own making, We are
told that if such rules are imposed, they might very well in-
clude a requirement that all attorneys serving as [liduciaries
register as such and, perhaps, provide a bond as prerequisite
to serving in such capacity.

The Section's Executive Committee gave the matter its seri-
ous attention. No fewer than 10 attorneys volunteered to
serve on a subcommittee on Integrity of the Practice and
studicd the issue for many months during which no fewer
than 12 dilferent suggestions were explored within the sub-
committce. Throughout the deliberations, the subcommittee
weighed the merits of cach suggestion, all the while troubled,
I think, with two thoughts: that not one of the many and
good suggestions (including that of registration and bonding
of attorneys) would likely prevent defalcations, and that the
imposition of additional regulation by the broad brush paint-
ing of all attorney-(iduciaries (and only attorney-fiduciaries)
as potential evil-doers would be an unfortunate commentary
upon our chosen discipline .

Defalcation, embezzlement, is a crime. There seem to be at
least five ways in which we, as attorneys, might respond to a
charge that portrays us as suspect for criminal activity. We
could, I suppose, heed the Miranda warning. We have the
right to remain silent, to say nothing in responsc to the re-
quest that we assist in developing recommendations to re-
solve the crime. Yet, we are told that silence will gain us
nothing but the likelihood of regulatory expense and tedium
for the area of practice to which we have dedicated our life's
work.

For those of us nearing the end of our practicing lives, si-
lence may at first blush scem like an casy approach to the
matter. Certainly, the frustration ol developing recommen-
dations without receiving some acknowledgment of their
uscfulness is cnough to make one want to remain silent.
But, such a posture of non-involvement, an uncaring lack of
response is not at all viable for those newly setting out as
T&E attorneys. They have a significant stake in the resolu-
tion of the issuc. In truth, something in our calling suggests
that silence is not an acceptable aption for any of us, For,
upon admission to the bar, we chose to uphold the standards
of the profession and to strive to improve it.

The other end of the speetrum may also seem an attractive
approach to the charge. We could, for example, stop by the
supermarket on the way home, pick up an empty Ivory
Snow soapbox, and stand on it to assert how pure we are,
and how wrang the charge is that all attorney-liduciaries are
latent predators and must register like pedophiles, be shack-
led and bonded. We already pay into a Client Security

address




ISSUE NO. 65

PAGE 24

DEFALCATION

Fund; why should we, who come with clean hands, be taxed
for the sinsof others? We pay dues to an Association that
should be looking aut for our interests, we might proclaim.
Perhaps, we might insist that the Bar Association join with us
in a public petition to Judicial Department that seems headed
down the wrong path in suggesting new rules upon 2 sclect
segment of the Bar,

Yet, who would listen? The public? Would the proclamation
of our indignation scrve to abate the centuries old, undesired
stereotyping of attorneys as “sharks,” even as the acts of rela-
tively few others among us who commit defalcations continue

to mar own reputations.

Realistically, we must consider other approaches. The Scc-
tion's subcommittee has recommended that three of its nu-
merous suggestions deserve some consideration. We believe
that the Judicial Department and the Bar Association have
approached our Section’s Executive Committee for its famili-
arity and experience with fiduciary relationships. As repre-
sentative fcaders of the Scction, the Exccutive Committee
would seem to be not only in an ideal position to address the
issue among Section members, but also equipped with the
expertise to do what the Executive Committee does, think,
better than any one clsc in the Bar—namely, to cducate all
members of the Bar about the issuc,

To that end, the subcommittee has recommended that the
Executive Committee resolve to conduct at least one seminar
annualily, cither as a stand-alone program or as part of other
Bar Association cducational activities, to lamiliarize attorneys
about the issue and to provide guidanee on how to avoid in-
volvement in defalcation, Further, if the Judicial Department
and the Bar Association are as serious as they tell us they are,
il the issuc as important to the State as we understand it to
be, then it would seem appropriate that the Executive Com-
mittee, the Bar Association, and the Judicial Department find
a way to enable such seminars to be held without additional
cost to attorneys, so as to minimize reasons [or non-

attendance.

Even more important than an educational response is the
nced for development and promulgation of standards to guide
attorneys who serve as fiduciaries of client funds, Trust and
Estate attorneys take some pride in their familiarity with the
rules that govern fiduciary activity. Knowledge of those rules
is garnered only by continual exposure to, rcading of, and
working with court decisions and treatises on common law

pertaining to trusts and estates. But, nowhere have we
shared a very basic set of [undamental standards unique to
our discipline. Is it any wonder that those who practice only
occasionally in our ficld lock at us cross-cyed when we try
to explain why certain things “must” be done. The words of
Judge Cardozo speaking of fiduciary duty in Meinhard vs.
Salmon resound in our mind: “...not honesty alone, but the
punctilio of an honor most sacred.” If we would abide by
that, why do we not encourage others to do likewisc?
Would it be asking too much of the Section to commit to
having s sct of standards set forth as prefatory guidance to all
of its scminar materials?

Finally, if the Judicial Department is intent on requiring the
registration of all attorneys serving as liduciavies, we would
recommend that the initial requirement be a disclosure of
only the fact of such activity, not of the names of clients or
account numbers involved. For, we sense that once it be-
comes known just how many attorney-client relationships
arc imbued with fiduciary service, the Department may be
able to gain a better appreciation for the fact that the poten-
tial for delalcation by attorney-fiduciaries extends well be-
yond probate or trust matters. It would then be better able
to decide what resources might be needed to address the

issue.
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