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ESTATE AND GIFT TAX, LW~ FINAL EXAMINATION

ProfessorCochran Fall Semester1993

Instructions

1. This examinationconsistsof threepages, pIus this coversheet. Pleasecheckto be sure
you haveall pages.

2. Your bluebooksandyour copy of theexamare due four hoursafteryou pick up the
exam.

3. You may useyour copy of the Internal RevenueCodeand Regulations,the required
coursematerials,andyour own classnotesandstudy notes. You may also useapocket
calculator, You may not useother materials,suchaslibrary materialsor commercial
outlines.

4. Pleasewrite your examnumberon your copy of the examand on all bluebooks.
St. Mary’s University Schoolof Law prohibits the disclosureof informationthat might aid a
professorin identifying the authorof an examination. Any attemptby a studentto identify
himself or herselfin an examinationis aviolation of this policy andof the Code of Student
Conduct.

5. You arenot to discussthis examwith any person, Doing so is a violation of the Codeof
StudentConduct.

6. After readingthe oath,placeyour examnumberin the spacebelow.

I HAVE NEITHER GIVEN NOR RECEIVED UNAUTHORIZED ASSISTANCE IN
TAKING THIS EXAMINATION, NOR HAVE I OBSERVED ANYONE ELSE
DOING SO.

EXAM NUMBER
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1993

Ellie wasbornin 1923. She marriedJock in 1945. Their first child, J.R., wasborn
in 1948, and their secondchild, Bobby, was born in 1953. J.R. hasone child, JohnRoss,
who was born in 1982. Bobby hasone child, Christopher,who wasborn in 1984. Jockdied
in 1989, leaving his entire estate($4 million afterexpensesand taxes)in trust, with the
incomepayableto Ellie for life and the remainderto be distributedamongJock’s lineal
descendantsin suchproportionsasEllie directsin her will. You may assumethat Jock
nevermadeany taxablegifts.

SinceJock’sdeath,Ellie hasbeenkeepingcompanywith Dusty. Dusty and Ellie have
decidedto get married, J. R. and Bobby areconcerned,becauseDusty is severalyears
youngerthanEllie Dusty wasborn in 1963. They fear that he is only after hermoney.
To placateJ.R. and Bobby, Ellie and Dusty enterinto a pre~nuptialagreement.Dusty
relinquishesall rights to Ellie’s propertyin exchangefor $1 million in cashand securities,
which Ellie transfersto Dusty on November30, 1993. Ellie also agreesto leave Dusty her
residenceand all furnishingsif shepredeceaseshim, Also aspartof the agreement,Ellie
establishesfive trusts,which aredescribedbelow. Ellie and Dusty aremarried in Januaryof
1994.

The five trusts, to which Ellie transfers$1 million eachon November30, 1993, areas
follows:

Trust #1 providesfor all incometo be paid to J.R. for life, remainderto JohnRoss.
When thetrust is established,the actuarialvalueof J,R.’slife estateis $910,000,and the
actuarialvalue of JohnRoss’sremainderis $90,000.

Trust #2 providesfor all incometo be paidto Bobby for life, remainderto
Christopher. When thetrust is established,the actuarialvalueof Bobby’s life estateis
$930,000,and~theactuarialvalueof Christopher’sremainderis $70,000.

Trust #3 providesfor all incometo bepaid to Ellie for life, with theremainderto be
divided equally betweenJ.R. andBobby upon Ellie’s death. At the time the trust is
established,Ellie’s life estatehasan actuarialvalueof $680,000,andthe two remainder
interestsareworth $160,000each.

Trust #4 providesfor all incometo bepaid to Ellie’s mother,Martha, for life, andthe
corpusis to be distributedto Ellie at Martha’sdeath. If Ellie predeceasesMartha,the trustis
to terminateand the corpusis to be distributedto Marthaoutright. The actuarialvalueof
Martha’s life estateis $300,000,the actuarialvalueof Ellie’s reversionis $600,000,andthe
actuarialvalue of Martha’s contingentremainderis $100,000.

(Continued on next page)
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Trust #5 providesfor all incometo be paid to Ellie for life, with thecorpusto be
distributed to St. Mary’s University at Ellie’s death. The actuarialvalueof Ellie’s life estate
is $680,000,and the actuarialvalueof the remainderis $320,000.

All five trusts are irrevocableand managedby an independenttrustee.

1995

Ellie dies in 1995, survivedby Dusty, J.R.,Bobby, JohnRoss, Christopher,and
Martha. At the time of her death,Ellie is theoutright ownerof the following property:

Cash, Stocks,& Bonds $10,000,000
InvestmentRealEstate $1,500,000
Residence $1,000,000
HouseholdFurnishings $500,000
Art Collection $700,000
Clothing and Jewelry $300,000

Ellie’s will gives the residenceand furnishingsto Dusty and leavesthe balanceof her
estate,afterpaymentof expensesand taxes,in equal sharesto J. R. and Bobby. Ellie’ s will
also providesthat the corpusof Jock’s trust, which now amountsto $6 million, is to be
divided into two equalshares.Oneshareis to be paid to JohnRoss,and the other shareis to
bepaid to Christopher. Under the termsof Jock’swill, the shareof eachgrandchildwill be
held in trust until he reachesage35, but the trustee(a bank) hasdiscretionto distribute
incomeor corpus to the extentit is in thebest interestsof thebeneficiary.The expensesof
administeringEllie’s estatetotal $300,000.

At the time of Ellie’s death,eachof the five trusts shecreatedin 1993 hasa corpus
of $1,200,000. The actuarialvalueof J.R.’slife estatein Trust #1 is $1,080,000,and the
actuarialvalueof theremainderis $120,000. The actuarialvalueof Bobby’s life estatein
Trust #2 is $1,100,000,and the actuarialvalueof the remainderis $100,000. Immediately
beforeEllie’s death,herlife estatein Trust #3 had an actuarialvalueof $780,000(asdid the
life estatein Trust #5), and the remainderhad an actuarialvalueof $420,000(asdid the
remainderinterestin Trust #5). Martha’slife estatein Trust #4 had an actuarialvalueof
$330,000,Ellie’ s reversionhadanactuarial valueof $740,000,and Martha’s contingent
remainderhad an actuarialvalueof $130,000immediatelybeforeEllie’s death.

(The questions begin on the next page.)
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Question One

A. Determine the amount of Ellie’s Taxable Gifts for 1993. Pleaseexplain.

B. Assumethat Ellie has made no Taxable Gifts in prior years. Determine
Ellie’s gift tax liability for 1993.

C. Pleasediscussthe current and futureGeneration Skipping Transfer Tax
consequencesof Ellie’s 1993transfers. Determine the amount of Generation Skipping
Transfer Tax, if any, that Ellie will owefor 1993.

Question Two

A. Determine the amount of Ellie’s Gross Estate.

B. Determine the amount of Ellie’s Taxable Estate.

C. Determine the Federal Estate Tax liability of Ellie’ s estate.

D. Describe any Generation Skipping Transfers that occur at Ellie’s death and

determine the amount of GenerationSkipping Transfer Tax liability, if any.

Notes:

1. Youshouldassumethat noneof thepropertydescribedon this exam is community
property.

2. Your ultimateanswersmaydependon whethercertain electionsare made (or havebeen
madeat somepoint in thepast). Pleaseindicateclearlyyourassumptionsregarding whether
suchelectionshave or havenotbeenmade. Youshoulddescribegenerallyhowthe result
would differ underalternativeassumptions,butyou neednotpreparealternative calculations.
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Question 1

A. Effie’s taxable gifts for 1993:

Trust#1

Trust#2

Gift
Gift

Gift
Gift

of incomeinterestto J.R.
to JohnRossofremainder

of incomeinterestto Bobby
of remainderto Christopher

Trust#3 Gift falls under§ 2702 so life estate
is valuedat -0- & Ellie makesgift of

Trust#4 Gift of entireinterest
(rcyt-~-~,~or&

Trust#5 Gift doesn’tmeetrequirementsof ‘—

qualifiedannuityor unitrust
(~a~c~GIF~b~naF

Gift of $1 million to Dustyin exchangefor relinquishing
his maritalpropertyrightsis agift ashis property
rights arenot considerationunderthecodein
moneyor money’sworth

Less: 4 $10,000exemptions
[J.R.‘s & Bobby’sLife estate&
Martha’spresentlife estate;Dusty’s
currentgift of $1 mu cash]

1993 Total amountof gifts

$ 910,000
$ 90,000

$ 930,000
$ 70,000

$1,000,000

$1,000,000

$ 320,000

$1,000,000

$ 40,000

$5,280,000

No $ 10,000exemptionallowedfor anyfuture interests(remainders).

The charitableremainderto St. Man~sLaw School is not deductibleasit doesnot
meettherequirementsof aqualifiedcharitableremainderannuitytrustor a
charitableremainderunitrust.



In Trust #5, Martha’stransferof $680,000life estatefor herselfis nota gift as a
taxpayercannotmakeagift to himself. Thegift of thecharitableremainderis a
gift for gift taxpurposes,it justdoesnot qualify for thecharitablededuction(or
the$10,000exclusionasit is alsoa future interest).

Thepromiseto give DustyEllie’s homeandfurnishingsis notapresentgift
becauseEllie hasneitherplacedthehomein trust or otherwiseirrevocably
conveyedDusty’s right to thehome. If shedid transferthehomeinto trust, the
furnishingswouldnot qualifyfor specialexclusionunder§ 2702,only thehome
would qualify asaqualified interest.

B. Ellie’s gift tax liability for 1993

Ellie’s total gifts afterthe § 2503(b)exclusion $ 5,280,000
Tax on $5,280,000 2,544,800
Less: Unified Credit 192,800

Total gift tax liability for 1993 $ 2,352,000

Useof unified creditis mandatoryfor gift tax.

C. Current & Future GST tax consequences

Ellie’s $1 million gift to Dusty is adirect skip asDusty is 40 yearsyoungerthan
Ellie andtheywerenot marriedat thetime shegiftedhim themoney(which
wouldautomaticallybumphim up to hergenerationfor GSTtaxpurposes).The
GSTtaxon this directskip, if paidby Ellie will alsobeapartofhertaxablegifts
under§ 2515. It is thereforenecessaryto calculateher GSTtax for 1993 before
computinghergift taxliability above. In this case,however,sinceEllie hasnotto
ourknowledgeevermadeanygifts, her$1 million GSTexemptionwill coverany
tax liability for GSTtaxeson this directskip andour calculationof her 1993 gift
tax liability will remainunchanged.

Whetheror not thetrusts to Ellie’s sonsfor life with remainderto hergrandson
will be taxedasadirectskip or a taxabletenninationdependsuponwhetheror not
Jockmadea QTIPelectionor a reverseQTIP electionon his estatetaxreturn, If a
QT1P electiononly wasmadewith regardto Ellie’s life estate,thenthetransferor
of the propertywill thenbeEllie andanyGSTmadeby herwill haveto be
coveredby her$1 million exclusion, If a reverseQTIPelectionis madeunder§

i.:~4h”~ ~II-f .~(Lai~q~~~



2652(a)(3),Jockwill beconsideredthetransferorfor the portionof his estate
which heelectedthereverseQTIP, thusenablinghis $1 million exemptionto be
utilized to transferwealthto generationsbelow.

At thetime thetrustsarecreated,thetrust isnot consideredaskip personbecause
no personwith a currentinterestis a skip person. WhenJ.R. andBobbythe, there
will bea taxableterminationbecauseall of theremainingtrustcorpuswill be
distributedto skip persons.

BecauseEllie’s only 1993 GST wasthe directskip to Dusty, shewill not owe any
GSTtax for 1993. Shecould, however,allocateaportionof her$1 million
exemptionto thefixture GSTtaxableterminationswhich will ariseoutof thetrusts
shehascreatedfor her2 grandchildren.This woulddependuponwhetherornot
someoftheGSTtaxmight becoveredif JockelectedreverseQTIP for partofhis
estateandtherewasactually$2 million of exemptionto be spreadthroughout
thesetransfers.

Onereasonshemight want to allocateherexemptionto otherthanthe
direct skip wouldbe to freezethevalueof theGSTat thepresentvalueofwhat
assetswereplacedin trustandnot eventuallyincur GSTtaxeson anappreciated
valueoftheremainderinterest.

NLf~
0



Question2

A. Ellie’s GrossEstate

Everythingownedat death $ 14,000,000
Corpusof trustfrom Jock’swill

(assuminghe electedQTIP) 6,000,000

Gift taxpaidon gifts within 3 years

of deathunder§ 2035 2,352,000

Trust#3 includedunder§ 2036 1,200,000

Trust#4 Ellie’s reversioninterest 740,000 ~ Ztn- ~naub4
PA &~~4’&sce4.w~~.tAn

Trust#5 ~2O3G 1 200 000

Total grossestate $ 25,492,000

B & C . Ellie’s taxableestate& tax

Grossestate $ 25,492,000
Less: Expensesofadministration 300,000

Charity deduction 42%8’Otr l1tco,~o~.iRn.. e4~Cat?!)
Marital deduction 1,500,000

TaxableEstate $ 23,272,000

Plus: post-1976taxablegifts not

includedin grossestate:
Trust#1 ‘¼c0
Trust#2 F0vUOöö ~
GifttoDusty i,.oeotnt tkSo
Trust#4 gift of $1 million less

the$740,000reversionwhich
is includedin estate 260,000

Total amountto computetax $ 26,532,000



Tentativetax 14,785,400
Less: gift taxpayableon V

post1976gifts 2,352,000

Less: Unified Credit 192,800

Netestatetaxpayable $ 12,240,600

~
D, GST at Effi&s death ~.1

The $6 million from Jock’s is to be distributedequallyto JohnRoss
andChristopherwill be directski thesearegrandchildrenofEllie’s.
Eventhoughthefundsareto e eldin trust for the2 grandchildrenuntil age35,
thereis apresentinterestin thetrust corpusbecausethe independenttrusteehas
full discretionto distributecorpusor incometo eachofthe grandchildrenashe
seesfit. This is a directskip becauseno personholdingapresentinterestin the
trustis anon-skipperson& bothinterestholdersareskip persons..The2
grandchildrenaredeemedto haveapresentinterestin the trustbecausetheyhave
apresentinterestin receivingbothincome and/orprincipalasrequiredunderthe
trust instrument.

The$1.5 million to Dusty involvesno GST becauseeventhoughhe is 40 years
youngerthanEllie, hewasmarriedto her at herdeathandthereforehasthesame
generationassignmentasEllie.

TheTrust#1 and#2 will resultin taxableterminationsupon thedeathof J.R. and
Bobbyrespectively,butEllie’s deathdoesnot triggeranyGSTon these2 trusts.

GSTrate = Maximumestatetax ratetimestheinclusionratio

Inclusionratio = 1 minustheapplicablefraction

Applicablefraction= amountof exemptionallocatedto this transfer!amount

transferred.

If we assumethatEllie allocatedall ofher$1 million exemptionto thegift to
Dusty of$ 1 million prior to theirmarriage,theGSTon this $6million directskip
will beasfollows:

GSTrate= 55%times I or 55%; 55%of $6 million = 3,300,000



Theapplicablefractionwouldbe zero becausethere‘would be no exemptionleft.
Pleasenote,howeverthe previousdiscussionregardinga reverseQTIP election
Jockcouldhavemadein orderto fully utilize bothhis $1 million exemptionand
EIlie’s $1 million exclusionfor GST. Theamountof exemptionwould depend
uponthis andwhetheror notEllie electedto alsoallocatesomeofher $1 million
exemptionto thefuture taxableterminationsin the2 trustsshesetup for herson’s
with remaindersto her grandchildrenwhile shewasalive.
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