ST. MARY’S UNIVERSITY SCHOOL OF LAW

FEDERAL ESTATE AND GIFT TAX, LWS@ FINAL EXAMINATION
Professor Cochran Fall Semester 1993
Instructions

1. This examination consists of three pages, plus this cover sheet. Please check to be sure
you have all pages.

2. Your bluebooks and your copy of the exam are due four hours after you pick up the
exam.

3. You may use your copy of the Internal Revenue Code and Regulations, the required
course materials, and your own class notes and study notes. You may also use a pocket
calculator. You may not use other materials, such as library materials or commercial
outlines.

4. Please write your exam number on your copy of the exam and on all bluebooks.

St. Mary’s University School of Law prohibits the disclosure of information that might aid a
professor m identifying the author of an examination. Any attempt by a student to identify
himself or herself in an examination is a violation of this policy and of the Code of Student
Conduct.

5. You are not to discuss this exam with any person. Doing so is a violation of the Code of
Student Conduct.

6. After reading the oath, place your exam number in the space below.

I HAVE NEITHER GIVEN NOR RECEIVED UNAUTHORIZED ASSISTANCE IN
TAKING THIS EXAMINATION, NOR HAVE 1 OBSERVED ANYONE ELSE
DOING 30.

EXAM NUMBER
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1993

Ellie was born in 1923, She married Jock in 1945, Their first child, J.R., was born
in 1948, and their second child, Bobby, was born in 1953. I.R. has one child, John Ross,
who was born in 1982. Bobby has one child, Christopher, who was born in 1984, Jock died
in 1989, leaving his entire estate ($4 million after expenses and taxes) in trust, with the
income payable to Ellie for life and the remainder to be distributed among Jock’s lineal
descendants in such proportions as Ellie directs in her will. You may assume that Jock
never made any taxable gifts.

Since Jock’s death, Ellie has been keeping company with Dusty. Dusty and Ellie have
decided to get married. J.R. and Bobby are concerned, because Dusty is several years
younger than Ellie -- Dusty was born in 1963. They fear that he is only after her money.

To placate J.R. and Bobby, Ellie and Dusty enter into a pre-nuptial agreement. Dusty
relinquishes all rights to Ellie’s property in exchange for $1 million in cash and securities,
which Eliie transfers to Dusty on November 30, 1993. Ellie also agrees to leave Dusty her
residence and all furnishings if she predeceases him. Also as part of the agreement, Ellie
establishes five trusts, which are described below. Ellie and Dusty are married in January of
1994,

The five trusts, to which Ellie transfers $1 million each on November 30, 1993, are as
follows:

Trust #1 provides for all income to be paid to J.R. for life, remainder to John Ross.
When the trust is established, the actuarial value of J.R.’s life estate is $910,000, and the
actuarial value of John Ross’s remainder is $90,000.

Trust #2 provides for all income to be paid to Bobby for life, remainder to
Christopher. When the trust is established, the actuarial value of Bobby’s life estate is
$930,000, and the actuarial value of Christopher’s remainder is $70,000.

Trust #3 provides for all income to be paid to Ellie for life, with the remainder to be
divided equally between J.R. and Bobby upon Ellie’s death. At the time the trust is
established, Fllie’s life estate has an actuarial value of $680,000, and the two remainder
interests are worth $160,000 each.

Trust #4 provides for all income to be paid to Ellie’s mother, Martha, for life, and the
corpus is to be distributed to Ellie at Martha’s death. If Ellie predeceases Martha, the trust is
to terminate and the corpus is to be distributed to Martha outright. The actuarial value of
Martha’s life estate is $300,000, the actuarial value of Ellie’s reversion is $600,000, and the
actuarial value of Martha’s contingent remainder is $100,000.

(Continued on next page)
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Trust #5 provides for all income to be paid to Ellie for life, with the corpus to be
distributed to St. Mary’s University at Ellie’s death. The actuarial value of Ellie’s life estate
is $680,000, and the actuarial value of the remainder is $320,000.

All five trusts are irrevocable and managed by an independent trustee.

1995

Ellie dies in 19935, survived by Dusty, J.R., Bobby, John Ross, Christopher, and
Martha. At the ime of her death, Ellie is the outright owner of the following property:

Cash, Stocks, & Bonds $10,000,000
Investment Real Estate $1,500,000
Residence $1,000,000
Household Furnishings $500,000
Art Collection $700,006
Clothing and Jewelry $300,000

Ellie’s will gives the residence and furnishings to Dusty and leaves the balance of her
estate, after payment of expenses and taxes, in equal shares to J.R. and Bobby. Ellie’s will
also provides that the corpus of Jock’s trust, which now amounts to $6 million, is to be
divided into two equal shares. One share is to be paid to John Ross, and the other share is to
be paid to Christopher. Under the terms of Jock’s will, the share of each grandchild will be
held in trust until he reaches age 35, but the trustee (a bank) has discretion to distribute
income or corpus to the extent it is in the best interests of the beneficiary. The expenses of
administering Ellie’s estate total $300,000.

At the time of Ellie’s death, each of the five trusts she created in 1993 has a corpus
of $1,200,000. The actuarial value of J.R.’s life estate in Trust #1 is $1,080,000, and the
actuarial value of the remainder is $120,000. The actuarial value of Bobby’s life estate in
Trust #2 1s $1,100,000, and the actuarial value of the remainder is $100,000. Immediately
before Ellie’s death, her life estate in Trust #3 had an actuarial value of $780,000 (as did the
life estate in Trust #5), and the remainder had an actuarial value of $420,000 (as did the
remainder interest in Trust #5). Martha’s life estate in Trust #4 had an actuarial value of
$330,000, Ellie’s reversion had an actuarial value of $740,000, and Martha’s contingent
remainder had an actuarial value of $130,000 immediately before Ellie’s death.

{The questions begin on the next page.)
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Question One
A. Determine the amount of Eilie’s Taxable Gifts for 1993. Please explain.

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

C. Please discuss the current and future Generation Skipping Transfer Tax
consequences of Ellie’s 1993 transfers. Determine the amount of Generation Skipping
Transfer Tax, if any, that Ellie will owe for 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 Generation Skipping Transfer Tax Hability, if any.

Notes:

1. You should assume that none of the property described on this exam is community
property.

2. Your ultimate answers may depend on whether certain elections are made (or have been
made at some point in the past). Please indicate clearly your assumptions regarding whether
such elections have or have not been made. You should describe generally how the result
would differ under alternative assumptions, but you need not prepare alternative calculations.
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Question 1

A, Ellie's taxable gifts for 1993:

Trust #1 - Gift of income interest to LR $ 910,000
Gift to John Ross of remainder $ 90,000
Trust #2 Gift of income interest to Bobby $ 930,000
Gift of remainder to Christopher $ 70,000

"
Trust #3 Gift falls under § 2702 so life estate
is valued at -0~ & Ellie makes gift of  $1,000,000

Trust #4 (}xft of entire interest =~ $1,000,000
(Ceversen nor @ uslues)
Trust #5 Gift doesn't meet requirements of &~
qualified annuity or unitrust $ 320,000

Hoxeble Girt bt not dleduckible )

Gift of $1 million to Dusty in exchange for relinquishing
his marital property rights is a gift as his property
rights are not consideration under the code in
money or money's worth $1,000,000

Less: 4 $10,000 exemptions $ 40,000
[1.R.’s & Bobby's Life estate &
Martha's present life estate; Dusty's
current gift of $1 mil cash]

1993 Total amount of gifts $5,280,000

No §$ 10,000 exemption allowed for any future interests (remainders).

The charitable remainder to St. Mary's Law School is not deductible as it does not
meet the requirements of a qualified charitable remainder annuity trust or a
charitable remainder unitrust.
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In Trust #5, Martha's transfer of $680,000 life estate for herself isnota giftasa
taxpayer cannot make a gift to himself. The gift of the charitable remainder is a
gift for gift tax purposes, it just does not qualify for the charitable deduction (or
the $10,000 exclusion as it is also a future interest).

The promise to give Dusty Ellie's home and furnishings is not a present gift
because Ellie has neither placed the home in trust or otherwise irrevocably
conveyed Dusty's right to the home. If she did transfer the home into trust, the
furnishings would not qualify for special exclusion under § 2702, only the home
would qualify as a qualified interest.

B. Ellie’s gift tax liability for 1993

Ellie's total gifts after the § 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

Use of unified credit is mandatory for gift tax.
C. Current & Future GST tax consequences

Ellie's $1 million gift to Dusty 1s a direct skip as Dusty is 40 years younger than
Ellie and they were not married at the time she gifted him the money (which
would automatically bump him up to her generation for GST tax purposes). The
GST tax on this direct skip, if paid by Ellie will also be a part of her taxable gifts
under § 2515. It is therefore necessary to calculate her GST tax for 1993 before
computing her gift tax liability above. In this case, however, since Ellie has not to
our knowledge ever made any gifts, her $1 million GST exemption will cover any
tax liability for GST taxes on this direct skip and our calculation of her 1993 gift
tax liability will remain unchanged.

Whether or not the trusts to Ellie’s sons for life with remainder to her grandson
‘will be taxed as a direct skip or a taxable termination depends upon whether or not
Jock made a QTIP election or a reverse QTIP election on his estate tax return. If a
QTIP election only was made with regard to Ellie's life estate, then the transferor
of the property will then be Ellie and any GST made by her will have to be
covered by her $1 million exclusion. If a reverse QTIP election is made under §

,‘/. o Lo L B e g TN T L et T W




2652(a)(3), Jock will be considered the transferor for the portion of his estate
which he elected the reverse QTIP, thus enabling his $1 million exemption to be
utilized to transfer wealth to generations below.

At the time the trusts are created, the trust is not considered a skip person because
no person with a current interest is a skip person. When J.R. and Bobby die, there
will be a taxable termination because all of the remaining trust corpus will be
distributed to skip persons.

Because Ellie's only 1993 GST was the direct skip to Dusty, she will not owe any
GST tax for 1993, She could, however, allocate a portion of her $1 million
exemption to the future GST taxable terminations which will arise out of the trusts
she has created for her 2 grandchildren. This would depend upon whether or not
some of the GST tax might be covered if Jock elected reverse QTIP for part of his
estate and there was actually $2 million of exemption to be spread throughout
these transfers.

One reason she might want to allocate her exemption to other than the
direct skip would be to freeze the value of the GST at the present value of what
assets were placed in trust and not eventually incur GST taxes on an appreciated
value of the remainder interest.

D IRE 578 i
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Question 2
A. Ellie’'s Gross Estate

Everything owned at death
Corpus of trust from Jock's will
(assuming he elected QTIP)

Gift tax paid on gifts within 3 vears
of death under § 2035

Trust #3 included under § 2036

Trust #4 Ellie's reversion interest

Trust #5 $203¢

Total gross estate
B & C. Ellie's taxable estate & tax

(ross estate

Less: Expenses of administration
Charity deduction
Mantal deduction

Taxable Estate

Plus: post-1976 taxable gifts not
included in gross estate:

Trust #1

Trust #2

Gift to Dusty

Trust #4 gift of $1 million less
the $740,000 reversion which
is included in estate

Total amount to compute tax

33
$ 14000000 293
6,000,000
2,352,000
1,200,000
740000 &> T3F welvdsn
’ Moordoas coifmgg A
1,200,000 remaida, vaburd
- Tun st talaly hofeny
$ 25,492,000 =ifiey é.ﬂ.q_ﬁ{_\

$ 25,492,000
300,000
: - 5
420:600 1 10,000 = Lo ewlint Lo Lie
1,500,000 qo oot

$ 23,272,000

1,0007000 4%0
1:600,000 }40
10007000 4 S0
260,000

$ 26,532,000



Tentative tax 14,785,400
Less: gift tax payable on

post 1976 gifts 2,352,000
Less: Unified Credit 192,800
Net estate tax payable $ 12,240,600

' Od—-—
D. GST at Ellie’s death ‘

The $6 million from Jock's trust+fhich is to be distributed equally to John Ross
and Christopher will be ¢ direct skip #s these are grandchildren of Ellie's.

Even though the funds are to be held in trust for the 2 grandchildren until age 35,
there is a present interest in the trust corpus because the independent trustee has
full discretion to distribute corpus or income to each of the grandchildren as he
sees fit. This is a direct skip because no person holding a present interest in the
trust is a non-skip person & both interest holders are skip persons.. The 2
grandchildren are deemed to have a present interest in the trust because they have
a present interest in receiving both income and/or principal as required under the
trust instrument.

The $1.5 million to Dusty involves no GST because even though he is 40 years
younger than Ellie, he was married to her at her death and therefore has the same
generation assignment as Ellie.

The Trust #1 and #2 will result in taxable terminations upon the death of JR. and
Bobby respectively, but Ellie's death does not trigger any GST on these 2 trusts.

GST rate = Maximum estate tax rate times the inclusion ratio
Inclusion ratio = 1 minus the applicable fraction

Applicable fraction = amount of exemption allocated to this transfer/ amount
transferred.

If we assume that Ellie allocated all of her $1 million exemption to the gift to
Dusty of $ 1 million prior to their marriage, the GST on this $6 million direct skip
will be as follows:

GST rate = 55% times 1 or 55%; 55% of $6 million = 3,300,000



The applicable fraction would be zero because there would be no exemption left.
Please note, however the previous discussion regarding a reverse QTIP election
Jock could have made in order to fully utilize both his $1 million exemption and
Ellie's $1 million exclusion for GST. The amount of exemption would depend
upon this and whether or not Ellie elected to also allocate some of her $1 million
exemption to the future taxable terminations in the 2 trusts she set up for her son's
with remainders to her grandchildren while she was alive.
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