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THE IRS RESTRUCTURING AND REFORM AcT OF 1998
INCLUDES SIGNIFICANT CHANGES

The IRS Restructuring and
Reform Act of 1998 provides a num-
ber of technical corrections to pro-
visions in the Taxpayer Relief Act
of 1997 and other legislation, in ad-
dition to some significant new pro-
visions. The following is a sum-
mary of the corrections and changes
under this new Act which affect the
gift and estate tax area:

Capital Gains Tax Rates

The 1998 Act reduces the re-
quired holding period for long term
capital gains tax treatment for indi-
viduals from eighteen (18) months
to twelve (12) months (i.e., 20% or

Trusts are becoming increas-
ingly important in estate planning
for people with moderate to signifi-
cant wealth. The role of trusts has
been said to be to protect from credi-
tors and predators and from lack of
ability and disability. With proper
planning, trusts can be established
to serve all of these functions as
well as to provide the following ben-
efits: protection of family wealth,
reduction of taxes and avoidance of
probate.

These three benefits are often
the primary focus of discussion in
estate planning while the questions
of who should serve as trustee and
successor trustee are sometimes
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10%, depending on the taxpayer’s highest
marginal tax bracket). This change eliminates
the 28% mid-term capital gain’s tax rate cre-
ated by the 1997 Act for property held more
than one year, but less than eighteen (18)
months, and would be retroactive for sales
or exchanges after December 31, 1997.

Phase Qut of the Applicable
Credit Not Corrected

The 1998 Act does not include a tech-
nical correction which was suggested to cor-
rect a provision in the1997 Act that was in-
tended to phase out the applicable credit
(unified credit) and graduated estate tax rates
for very large states (taxable estates between
$17,141,000 and $21,040,000). The phase out

FIiLLING YOUR SHOES
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THE SELECTION OF A TRUSTEE WARRANTS
CONSIDERABLE THOUGHT

rule in the 1997 Act only phased out the
benefits of the graduated rates, but not
the applicable credit. The proposal to
make a technical correction that would
have provided for the phase out of the
applicable credit as well was not adopted
in the 1998 Act.

Qualified Family-Owned

Business Exclusion Now a
Deduction

The Qualified Family-Owned Busi-
ness exclusion which was enacted in the
1997 Act has now been changed to a
deduction in the 1998 Act. The maxi-
mum deduction for certain family-owned

THE SELECTION OF A TRUSTEE:

overlooked. In our judgment, the de-
cision of who is chosen as trustee,
what powers and discretion are granted
to that trustee and who is that trustee’s
successor are central issues that war-
rant considerable thought. These
choices may greatly affect how well the
trust operates, to what extent the in-
tentions of the person creating the
trust are fulfilled and how the needs of
the beneficiaries are met.

In choosing a trustee, the settlor
or person establishing a trust should
consider the financial capability of the
proposed trustee and his or her ability
to deal well and fairly with all trust ben-
eficiaries. While professional trustees,

Continued on page 2
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business interests is
$675,000. If this deduction
applies to an estate, the ap-
plicable credit amount
(which is now $625,000, but
scheduled to increase to
$1,000,000 by the

year 2006), gener-

ally remains at

$625,000 regard-

less of the year in

which the dece-

dent dies. How-

ever, if the amount

of the deduction is

less than $675,000,

the applicable

credit amount may

be increased by the

excess of $675,000

over the allowable
deduction.

Indexing o
Generation-
Skippin
Transfer Tax
Exemption

The 1998 Act clarifies
that the indexing of the
$1,000,000 generation-skip-
ping tax exemption applies to
all generation-skipping
transfers (i.e. direct skips,
taxable terminations and tax-
able distributions) made af-
ter 1998. Further, any in-
crease in the generation-
skipping tax exemption for
any calendar year due to the
indexing will only apply to
generation-skipping trans-
fers made during or after that
calendar year.

Value of Prior Gifts
for Gift and Estate
Tax Purposes

The 1998 Act clarifies
that in determining the
amount of adjusted taxable
gifts made in preceding gift
tax periods for purposes of

calculating the gift or estate
tax, the value of those prior
gifts is the value of the gifts
as finally determined for gift
tax purposes, even if no gift
tax was assessed or paid.

Post Death Qualified
Conservation
FEasement Deduction

The 1998 Act clarifies
that if a qualified conserva-
tion easement contribution is
made after the date of a
taxpayer’s death, an estate tax
charitable deduction is al-
lowed, however, no income
tax charitable deduction is al-
lowed to the decedent’s es-
tate or his/her heirs.

Taxpayer Protections

The 1998 Act provides
for the creation of an inde-
pendent oversight board and
gives taxpayers a number of
additional rights and protec-
tions including increased
protections for innocent
spouses. As an example, the

IRS will now have the bur-

den of proof in some court

proceedings in the future

against individual taxpayers.

In addition, the 1998 Act fa-

cilitates an innocent

spouse’s recovery

of full or partial re-

lief from joint li-

ability for his or

her spouse’s er-

roneously un-

derstated tax.

Further, taxpay-

ers who are suc-

cessful in dis-

putes with the

IRS may have

the opportunity

to receive in-

creased judg-

ments for admin-

istrative and liti-

gation costs as

well as for civil

damages for abu-

sive IRS collec-

tion practices.

There will be some

additional restrictions

on the IRS’ ability to levy

and seize property and the

Service will now have to re-

fund overpayments of tax

sooner and justify its rea-

sons for denying refunds in
more cases.

Conclusion

The summary pro-
vided above does not con-
tain all of the technical cor-
rections and changes which
are a part of the 1998 Act.
Some of these additional
changes or corrections may
be of use to you in your es-
tate planning and it is advis-
able to consult with a pro-
fessional who specializes in
the area of estate planning
to determine whether or not
any of these changes or cor-
rections may affect your es-
tate plan. %
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THE ADVANTAGES OF QUALIFIED PERSONAL RESIDENCE TRUSTS

A Qualified Personal Residence
Trust (QPRT) allows an individual to
transfer the value of his or her resi-
dence into trust for himself or herself,
and then pass it to his or her children
(or grandchildren) at a greatly dis-
counted gift tax cost. It works as fol-
lows: the personal residence is deeded
from the grantor’s name into the trust,
the grantor would then retain the right
to use the residence for a set number
of years and, at the end of the term,
the residence would pass to his or her
children.

For gift tax purposes, the IRS de-
termines the value of the gift of the
residence to the children as equal to
the value of the residence reduced by
the value of the grantor’s term inter-
est in the residence. The term interest
is based on the grantor’s age at the
time of the gift, the length of the trust
term and the IRS interest rate in effect
at the time of the gift. For example, if
a 65 year old grantor contributed a

By Carl S. Rosen

residence valued at $5,000,000 and re-
tained a 7 year term when the IRS inter-
est rate was 6.8%, the gift of the resi-
dence to the trust would be valued at
approximately $262,000.

QRPT’s ALLOW THE TRANSFER OF

A RESIDENCE AT A DISCOUNTED

GIrT TAX CosT

Note that the grantor would be
required to file a gift tax return reflect-
ing the amount of the gift, although no
gift tax would be due if the grantor had
not previously fully utilized his or her
applicable credit (unified credit). Also
note that if the grantor should die dur-
ing the trust term, the entire value of
the residence would be included in his
or her estate for estate tax purposes,

and, essentially, the transaction would
be undone.

Should the grantor decide to re-
main in the residence after the trust
term, he or she would be free to rent
the residence (or repurchase it) from
his or her children. (However, under
current law, the grantor may not re-
purchase the residence prior to the end
of the trust term). A lease of the resi-
dence following the end of the trust
term would provide tax benefits as it
would allow the grantor to reduce the
amount of his or her estate by the
amount of the lease payments with-
out triggering a taxable gift to the
grantor’s children. Remember that ev-
ery dollar eliminated from the grantor’s
estate in lease payments may save ap-
proximately $.55 in estate taxes. Al-
though the lease payment would be
considered taxable rental income for
the children, in all likelihood such in-
come would be taxed at a lower income
tax rate. %

THE SELECTION OF A TRUSTEEA:
Firive YOUR SHOES

Continued from page 1

such as banks, generally have more
expertise in investments and trust ad-
ministration, individual trustees pro-
vide a more personal touch and can
significantly lower the cost of trust
administration. Individual trustees
also offer a personal relationship
along with continuity as contrasted
to bank officers who may frequently
change jobs resulting in a constant
flux of individuals handling a particu-
lar trust. The combination of an indi-
vidual and a professional trustee
sometimes is the best alternative, but
as each situation is different, there
are no rules that can be developed to
meet all needs. The important point
is to consider all options and the con-
sequences of each before making a
decision.

Under all circumstances, a
trustee is first and foremost a “fidu-
ciary”, which means that a trustee is
in a position of trust and owes cer-
tain duties toward others. The fun-
damental duties of a trustee are to
carry out the terms of the trust, to act

with reasonable care and skill, to act in
good faith toward all beneficiaries and
to always put the beneficiaries’ inter-
ests above the trustee’s personal inter-
ests. A trustee must always act in good
faith. This means that a trustee must act
with the utmost honesty and loyalty to-
ward the trust. A provision granting the
trustee absolute discretion would not
relieve the trustee from this duty. Asso-
ciated with this good faith is the obliga-
tion to put the interests of the trust first.

A TRUSTEE IS FIRST AND
FOREMOST A “FIDUCIARY”’

For example, in the establishment
of a trust for the primary benefit of a
current beneficiary, such as a surviving
spouse, the trustee may choose to in-
vest trust assets to produce maximum
income for the spouse at the expense of

capital growth, which would otherwise
benefit the remainder beneficiaries.
This example illustrates both the im-
portance of a trustee being properly
advised on how to carry out his or her
duties and of customizing trustee pro-
visions to meet the Settlor’s particu-
lar wishes.

Another example is, where a
business interest is placed into a trust
following a death in the family, the best
trustee to administer such an interest
might be involved in the family busi-
ness. Thought should be given to pro-
viding a trustee under these circum-
stances with business management
powers which enable him or her to deal
with the business on reasonable com-
mercial terms and avoid the prohibi-
tion against self-dealing.

At the end of the day, proper le-
gal advice will not only lead to maxi-
mizing tax savings, but will also assist
the Settlor in understanding the im-
portance of a trust and the trustees
and in making sound choices...as he or
she tries to fill the settlor’s shoes. +*
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