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THE ANATOMY OF THE 706 
By:  George D. Karibjanian1 

 

I. Form 706 – Overview 

(a) Introduction 

(1) 5 Points to the 706 Preparation 

(A) Determine what assets are included in the gross estate. Ascertain 
the value of those assets on the date of death and alternate valuation date, if elected. 

(B) Compute the tentative taxable estate by subtracting from the 
gross estate the allowable deductions, including, 

(i) Expenses, debts, claims, taxes and losses, 

(ii) The marital deduction, 

(iii) The charitable deduction, and  

(iv) The deduction for state death taxes. 

(C) Compute a tentative tax under the unified rate schedule on the 
sum of, 

(i) The tentative taxable estate from Item 2 and  

(ii) The total amount of the decedent's post-1976 taxable gifts 
not includable in the gross estate (known as “Adjusted Taxable Gifts”). 

(D) Subtract from the tentative tax computed in Item 3 the total 
amount of gift taxes paid or payable (using the date of death rates) on gifts made by the 
decedent after 1976 (including gifts includable in the gross estate). 

(E) Subtract from the amount in Item 4 the following credits: 

(i) Four applicable credits: 

(I) The applicable credit amount (that includes the 
decedent's basic exclusion amount plus any deceased spousal unused exclusion amount), 

(II) The foreign death tax credit,  

(III) The credit for federal estate tax on prior transfers, 
and 

                                               
1 The source material for this outline is Thomson Reuters Checkpoint, “PPC’s 706/709 
Deskbook,” written by Blake T. Smith, CPA, with Contributing Editors and Reviewers Twila 
Bollinger, CPA, CFP, CTFA, CSEP, Karen L. Horne, CPA, Mark T. Nash, CPA, CFT, PFS, Julie F. 
Ray, CPA, Richard H. Tami, CPA, JD, and Cynthia Zatopek, CPA, CFP, 21st Edition (September 
2015). 
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(IV) The credit for gift tax on pre-1977 gifts included in 
the gross estate.  

(2) The resulting amount is the estate tax payable by the estate.  

(3) Note that credits are not refundable; thus, if total credits exceed the 
amount in Item 4, no refund is permitted. 

(b) Who prepares the 706?  The “Executor,” defined in §2203 as “the executor or 
administrator of the decedent, or, if there is no executor or administrator appointed, qualified, 
and acting within the United States, then any person in actual or constructive possession of 
any property of the decedent.” 

(c) 6 Parts to the 706 

(1) Part 1 (Decedent and Executor) requests general information on the 
decedent and the executor.  

(2) Part 2 (Tax Computation) is used to calculate the estate tax.  

(3) Part 3 (Elections by the Executor) requires the executor to indicate 
whether certain elections are being made.  

(4) Part 4 (General Information) requests information about the decedent, 
the surviving spouse, and other beneficiaries of estate property, and also presents a series of 
questions designed to identify property that should be included in the gross estate.  

(5) Part 5 (Recapitulation) is a summary of the items that make up the gross 
estate and allowable deductions.  

(6) Part 6 (Portability of Deceased Spousal Unused Exclusion (“DSUE”)) 

(A) This is where the executor reports the amount of DSUE 
transferred to the surviving spouse or makes the election out of portability.  

(B) Part 6 also reports any DSUE received by the decedent from a 
predeceased spouse. 

(d) Part 1 – Decedent and Executor Information - Key Observations 

(1) If the decedent was known by more than one name (e.g., a different name 
appears on the decedent's will attached to the form), the discrepancy can be explained by a 
parenthetical "a.k.a." on Line 1 or in an attached statement. If there is a discrepancy between 
the decedent's legal name and the name appearing in the death certificate, a corrected death 
certificate should be requested from the proper authority. 

(2) The Form 706 should only report the decedent's social security number 
for identification purposes. While the estate will obtain its own taxpayer identification number 
(for use with the estate's income tax return, Form 1041), the Form 706 and any related 
correspondence will be identified by the decedent's name, social security number, and date of 
death. 

(3) If the decedent was a U.S. citizen domiciled in a foreign country, the 
following documents should be attached to the estate tax return: 
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(A) A certified copy of the inventory of assets and schedule of 
liabilities, claims against the estate, and expenses of administration filed with the foreign court 
having probate jurisdiction, certified by a proper official of the court. 

(B) A copy of the return filed under the foreign inheritance, estate, 
legacy, succession tax, or other death tax act, certified by a proper official of the foreign tax 
department, if the estate is subject to tax in the foreign jurisdiction 

(C) A certified copy of the decedent's will if the decedent died testate 
(required for all decedents who die testate).  

(e) Part 2 - Calculating the Estate Tax – Key Observations 

(1) 7 Categories of Allowable Deductions 

(A) Funeral and administration expenses (reported on Schedule J) 

(B) Claims against the estate (reported on Schedule K) 

(C) Indebtedness on property included in the gross estate (reported 
on Schedule K) 

(D) Casualty and theft losses incurred during administration 
(reported on Schedule L) 

(E) Transfers to the surviving spouse (reported on Schedule M) 

(F) Charitable bequests (reported on Schedule O) 

(G) State death taxes paid (reported in Part 2, Line 3b) 

(2) Simplified Reporting for Portability Purposes 

(A) An estate filing a Form 706 solely to elect portability (i.e., a 
“Portability Only 706”) that otherwise is not required to file may qualify for simplified reporting 
if certain requirements are met.  

(B) Simplified reporting allows the executor to estimate the value of 
certain assets included in the gross estate.  

(C) If the estate qualifies for, and the executor elects to use, 
simplified reporting, the estimated value of the assets subject to the special rule is reported on 
Part 5, Line 10, and the amount from Line 10 that is being reported on Schedule M or O on 
Line 23 of Part 5 is entered. 

(3) Adjusted Taxable Gifts  

(A) “Adjusted taxable gifts” are total “taxable gifts” made by the 
decedent after 1976, other than gifts included in the gross estate – see §2001(b) 

(B) “Taxable gifts” are the total amount of gifts made each year, less 
exclusions (i.e., the annual exclusion as well as medical or educational exclusions) and 
deductions for charitable and spousal gifts – see §2503(a) 

(C) Once determined, the adjusted taxable gifts are added to the 
taxable estate to arrive at the tentative estate tax base. 
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(D) Note what is missing from the above – “adjusted taxable gifts” are 
NOT necessarily the total prior gifts as reported on the decedent’s filed Forms 709 (gift tax 
return) - the preparer should make a reasonable effort to determine the existence of such gifts. 

(E) Worksheet TG  

(i) Worksheet TG, which is available in the Form 706 
instructions, is used to reconcile the decedent's taxable gifts made before and after December 
31, 1976 – this is NOT filed with the 706. 

(ii) These totals will be used on the Line 4 and Line 7 
Worksheets (also available in the Form 706 instructions) to determine the decedent's adjusted 
taxable gifts and taxes paid on post-1976 transfers, respectively. 

(iii) Worksheet TG is divided into two parts.  

(I) Gifts made before 1977 should be entered on Line 
1.  

(II) Gifts made after 1976 should be entered on Line 2.  

(iv) To complete the worksheet: 

(I) The decedent's taxable gifts on should be entered 
in Column B (Line 1 or 2);  

(II) Gifts made after 1976 that are included in the 
gross estate should be entered in Column C;  

(III) If the decedent and spouse elected gift splitting on 
any gifts included in Column C, the gift tax paid by the decedent's spouse should be entered in 
Column F;  

(IV) If any portion of the decedent's taxable gifts is 
eligible for “special treatment” under §2035, that amount is entered in Column D; and 

(V) Gift taxes paid by the decedent on gifts eligible for 
“special treatment” are entered in Column E. 

(F) Note that when computing adjusted taxable gifts, pursuant to 
§2001(b), the value of a decedent's taxable gifts made after 1976 is reduced by the amount of 
gifts included in the decedent's gross estate. Line 2 of the Line 4 Worksheet instructs the user 
to enter the amount of gifts made after 1976.  Note that this occurs when a GRAT or a QPRT is 
included in the gross estate because the decedent died during the term; this is important to 
realize as, with a QPRT, it is highly likely that some of the decedent’s Applicable Exclusion 
Amount (“AEA”) was applied on the Form 709 as to the remainder, so if the entire property is 
included in the gross estate, this reduction prevents double-inclusion in the tax calculation. 

(4) Tentative Tax – What’s the Deal?   

(A) The tentative tax had much more importance when the graduated 
tax rates actually applied to the tax calculation.   

(B) The tentative tax calculation ensured that the final estate tax 
calculation would assess estate taxes at the marginal estate tax rate, i.e., the tax is captured at 
the highest transfer tax rate applicable to the particular estate. 
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(5) Reduction for Gift Taxes Paid on Post-1976 Adjusted Taxable Gifts 

(A) A reduction in the estate tax for the gift taxes payable on those 
gifts is necessary to eliminate double taxation – this is demonstrated later in the calculation 
when the full AEA is applied against the net tax (i.e., the tentative tax reduced by the tax on 
adjusted taxable gifts). 

(B) The tentative estate tax is reduced by the gift tax that would have 
been payable on taxable gifts made after 1976 using the rate schedule in effect for the year of 
death  

(C) The decedent's gift taxes must be recomputed (using the tax rates 
in effect at the time of death) for each year after 1976 that the decedent made a taxable gift. 
The recomputed gift tax for a particular year is determined by subtracting the gift tax on gifts 
from prior periods (including pre-1977 gifts) from the gift tax on the cumulative gifts for that 
year (i.e., prior period gifts plus gifts made during that year).   

(D) Again, it is important to note that this is NOT necessarily what 
was reported on the Form 709 – any gifts that were made that were not so reported factor into 
this calculation. 

(E) Both computations are performed using the tax rates in effect at 
the decedent's death. The IRS provides a worksheet (known as the “Line 7 Worksheet”) to assist 
in the recomputation of the gift tax payable for a prior year.  

(6) Those sneaky pre-1976 gifts do factor into this calculation 

(A) Although the estate tax credit for gift taxes payable is for gifts 
made after 1976, the calculation for the credit includes pre-1977 gifts.  

(B) The gift tax calculated on prior year gifts (including pre-1977 
gifts) is subtracted from the gift tax calculated on prior and current year gifts to arrive at the 
gift tax payable for the year.  

(C) The effect of including pre-1977 gifts in the amount of prior years’ 
gifts is to cause the credit for the current year to be calculated in the highest possible marginal 
tax bracket, which is consistent with the method of calculating gift tax payable on Form 709. 

(7) Gross Estate Tax 

(A) The decedent's gross estate tax (Line 8 of Part 2 (Tax 
Computation)) is the estate tax, before reduction for allowable credits, computed under the 
unified transfer tax system.  

(B) It is computed by subtracting the decedent's gift taxes payable on 
post-1976 transfers from the tentative tax calculated on Line 6. 

(8) Credits 

(A) Finally, any applicable credits are applied against the Gross 
Estate Tax to determine the actual estate taxes due. 

(B) Applicable Credit Amount – this is the estate tax as calculated 
against the AEA. 

(C) Other Credits 
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(i) Foreign Death Taxes - §2014 

(ii) Tax on Prior Transfers - §2013.  Applies if property 
included in the gross estate was subject to federal estate taxes within the past 10 years before 
or two years after the decedent’s death. 

(f) Part 3 - Elections by the Executor, Form 706 – Key Observations 

(1) Several elections available to the estate are made by checking the 
appropriate box on Form 706, Part 3 (Elections by the Executor).  

(2) However, the elections made in Part 3 do not include all of the elections 
available to the decedent's estate – for example, the Part 3 elections do NOT include the 
election to allocate the decedent's DSUE amount to the surviving spouse. 

(3) Alternate Valuation Date 

(A) The executor may elect to value estate assets at their value as of 
the date that is six months after the date of death if the election will decrease both the value of 
the gross estate and the total estate and GST taxes due after applying all allowable credits. The 
election is made by checking the "yes" box on Part 3, Line 1.  

(B) Once made, the election is irrevocable. 

(C) Basic primer on Alternate Valuation – an asset’s “alternate 
valuation” is the following: 

(i) Assets sold or disposed prior to the 6 month date – value 
is the date of sale or disposition. 

(ii) Assets not sold or disposed prior to the 6 month date – 
value on the 6 month date 

(D) Difficult Issues and Alternate Valuation 

(i) IRAs and Retirement Plans.   

(I) The Service has NOT ruled specifically on how the 
alternate valuation date election applies to IRAs. 

(II) Estate is beneficiary – alternate value applies on 
any distributions FROM the estate. 

(III) Third Person is the beneficiary – technically, the 
IRA passes to the beneficiary at the decedent’s date of death, so the alternate valuation is the 
date of death, correct?  NO!  The IRA does not leave the gross estate until the transfer to the 
named beneficiary occurs. 

(ii) Joint Property with Survivorship 

(I) Much like IRAs, the theory should be that joint 
property with right of survivorship passes immediately upon death, so therefore the alternate 
valuation date should be the date of death.   

(II) NOPE!  The alternate valuation date is the date 
that is six months after the decedent’s date of death OR the earlier date of disposition with in 
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the six month period by the surviving joint tenant.  See Checkpoint, Estate Planning Analysis, 
¶43,907. 

(III) Logistically, imagine if the surviving joint tenant is 
not on speaking terms with the executor. 

(4) Special Use Valuation 

(A) Pursuant to §2032A, the executor may elect to value farms and 
certain business realty at its present use value (e.g., value as a farm) instead of its highest and 
best use.  

(B) This special use valuation is made by checking the "yes" box on 
Part 3, Line 2 and attaching a completed Schedule A-1.  

(C) If the executor is making a protective special use valuation, check 
the "yes" box and attach a completed Schedule A-1 according to instructions for the schedule. 

(5) Closely Held Business Deferral and Installments - §6166 

(A) If the decedent's estate includes an interest in a closely held 
business (the value of which exceeds 35% of the adjusted gross estate), it may elect to pay 
estate taxes attributable to such an interest in installments over a period not to exceed 14 
years.  

(B) The executor elects the installment method by checking the "yes" 
box on Part 3, Line 3, and attaching a notice of election.  

(C) A protective election to use the installment method for paying the 
tax is made by checking the "yes" box and attaching a notice of protective election.  

(6) Deferral of Tax Attributable to a Remainder or Reversionary Interest - 
§6163 

(A) The executor can elect to defer the portion of the estate tax 
attributable to a remainder or reversionary interest included in the decedent's gross estate 
until six months after the termination of the precedent interest. 

(B) The election is made by checking the "yes" box on Part 3, Line 4. 

(C) Extending the time to file Form 706 does NOT automatically 
extend the time for paying the tax attributable to a reversionary or remainder interest - this 
election must be made before the estate tax return's original due date. 

(7) Oops…I forgot to make an election when I filed the 706 – “9100 Relief” 

(A) Treas. Reg. §301.9100-1 grants the IRS the authority to extend 
the time for making an election or to allow relief for failure to make a timely election.  

(B) This authority is available when: 

(i) The time for making the election is not prescribed by the 
Code,  

(ii) The extension request is filed either before the due date for 
the election or within a reasonable time thereafter, and  
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(iii) Granting the extension does not jeopardize the interests of 
the government. 

(C) 9100 Relief does NOT apply to a 706 that was required to be filed 
and for which the portability election was inadvertently NOT made. 

(D) Automatic 6-Month Extension under Treas. Reg. §301.9100-2(c) 

(i) Automatic 6-month extension is granted for elections 
whose due date, as prescribed by the Code, is the due date (or the due date including 
extensions) of the return. 

(ii) This extension is NOT available when the statute provides 
the election must be made by the due date of the return excluding extensions.  

(iii) The return must be timely filed (not extended), and 
corrective action must be taken within six months of the due date of the return excluding 
extensions.  

(iv) Corrective action requires filing an amended return to 
perfect the election.  

(v) In addition, the taxpayer must report property in a 
manner consistent with the election for the year the election should have been made and for all 
subsequent years. 

(E) Automatic 12-Month Extension under Treas. Reg. §301.9100-2 
for: 

(i) The estate tax election to specially value qualified real 
property (when the IRS has not yet begun an examination of the filed return). 

(ii) The Chapter 14 gift tax election to treat a qualified 
payment right as other than a qualified payment. 

(iii) The Chapter 14 gift tax election to treat any distribution 
right as a qualified payment. 

(g) Part 4 - General Information – Key Observations 

(1) Although innocuous, the questions in Part 4 are perhaps the most 
important part of the 706 as the answers to some of these are used by the Service to determine 
audit viability. 

(2) Part 4 can be broken down into two distinct parts.  

(A) The first part consists of information regarding the decedent, the 
surviving spouse, and the beneficiaries of the decedent's estate.  

(B) The second part consists of a number of questions eliciting 
information on why certain assets are included or excluded from the decedent's gross estate. 

(3) Power of Attorney 
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(A) Completing the first portion of Part 4 authorizes a representative 
to represent the estate and receive confidential tax information, but not enter into a closing 
agreement on behalf of the estate.  For this reason, this is NOT a full Power of Attorney.   

(B) If closing authority is to be granted OR more than one 
representative is to be named to represent the executor, a separate Form 2848 (Power of 
Attorney and Declaration of Representative) should be completed and submitted with the 706.   

(C) In addition, if someone is to be authorized to only receive 
confidential tax information (but not represent the estate), a Form 8821 (Tax Information 
Authorization) should be included with the 706.  

(4) Line 5 - amount of the decedent's property received by beneficiaries of 
the estate other than the surviving spouse or a charity 

(A) The amount of the decedent's property received by beneficiaries of 
the estate other than the surviving spouse or a charity is disclosed on Line 5.  For example, if 
the decedent's will provides for a credit shelter trust, such trust is included here. 

(B) Each beneficiary (including a trust or estate) receiving $5,000 or 
more from the estate directly as an heir, devisee, or legatee; or indirectly (i.e., a shareholder of 
a corporation that was the beneficiary of a life insurance policy) should be listed in the 
designated column.  

(C) Beneficiaries who received less than $5,000 need not be identified 
but can be combined and disclosed as distributions to unascertainable beneficiaries on the 
Line provided. 

(D) Observation: Although not specifically required for disclosure on 
the Form 706, the practitioner should also consider getting the address, date of birth, and 
citizenship information for each beneficiary. 

(E) The beneficiary's social security number should be entered in the 
designated column; if the individual does not have a social security number, or if the number 
is not known or, in the case of a resulting trust, the taxpayer identification number has not yet 
been issued, enter "none" or "unknown."  

(F) A reasonable estimate of the amount distributed (or to be 
distributed) to the beneficiary should be entered in the ''Amount'' column. This amount 
includes bequests received at the decedent's death, as well as transfers received by the 
beneficiary during the decedent's life that are included in the decedent's gross estate.   

(G) It is important to note that Line 5 will NOT add up to the gross 
estate number; this is because there could be small bequest and the deductions are not taken 
into account.  POINTER:  always prepare a Funding Analysis and always do a “Proof” 
recapitulation adding back to the gross estate amount. 

(5) Line 11 – Closely Held Interests 

(A) 11a:  Ownership 

(i) If the decedent owned an interest in a partnership, an 
unincorporated business (i.e., a sole proprietorship), or a limited liability company, the "yes" 
box on Line 11a should be checked and the information should be reported on Schedule F.  
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(ii) An affirmative response is also required if the decedent 
owned stock in an inactive or closely held corporation (reported on Schedule B).  

(B) 11b:  Discounts 

(i) If the answer to Question 11a was "yes," Question 11b 
requires disclosure of any discounts taken with respect to the value of the identified interest.  

(ii) Thus, if the decedent owned an interest in a partnership, 
unincorporated business, or closely held corporation, or a fractional interest in real estate, and 
the value reported on Form 706 is discounted, the "yes" box on Line 11b must be checked and 
the total accumulated or effective discounts must be reported on the applicable schedule. 

(iii) Rumor has it that checking “Yes” to Line 11b is an “audit-
finder.” 

(6) Line 13 – Trusts 

(A) Line 13a - The "yes" box should be checked and a Schedule G 
should be completed if a trust was created during the decedent's lifetime, even if the trust is 
NOT included in the gross estate. A copy of the trust instrument should also be attached, 

(B) Line 13b – Trusts Created by Someone Other Than the Decedent 

(i) Include details on Schedule F and check the box on Line 
13b "yes" if the decedent possessed a power, beneficial interest, or trusteeship over a trust 
created by someone other than the decedent.  

(ii) So, even if there is no connection whatsoever to the 
decedent’s gross estate, any trust under which the decedent had a beneficial or legal interest is 
reported.  This includes trusts where the decedent only possessed an income interest (such as 
a bypass trust) or a trusteeship. 

(C) Lines 13c and 13d. – Trust Terminations 

(i) This question asks whether the decedent was receiving 
income from a trust created after October 22,1986, by a parent or grandparent in the first part 
of Line 13c.  If the first Line L3c answer is "Yes," indicate in the second part of Line 13c 
whether there was a GST taxable termination upon the death of the decedent under §2612 and 
attach an explanatory statement (as required by Line 13d) and a copy of the trust(s) or will(s) 
creating the trust(s) and the name, address, and phone number of the current trustee(s).  

(ii) In theory, such a trust would also be required to be 
produced in accordance with Line 13b. 

(D) 13e – Transfer of Sale Disclosure 

(i) Line 13e requires an affirmative response if, during 
his/her lifetime, the decedent transferred or sold any interest in a partnership, limited liability 
company, or closely held corporation to a trust described in question 13a or 13b. In addition, 
the EIN of the interest transferred must be provided. 

(ii) The purpose for this question is to cause the reporting of 
closely-held interests to, say, an intentionally defective grantor trust.  If the transaction had 
already been reported on a Form 709 and the statute closed, then this question, while 
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required, is meaningless.  If, however, the transaction has NOT been reported on a Form 709, 
here is the chance for the Service to review the transaction. 

(7) Line 16 – Annuities.  The "yes" box on Line 16 should be checked and 
Schedule I should be completed if immediately before death, the decedent was receiving an 
annuity.  “Annuities” includes IRA, 401(k) and pension plan payments. 

(h) Part 5 – Recapitulation – Key Observations 

(1) The recapitulation is a summary of the assets included in the decedent's 
gross estate and the total deductions allowable in the computation of the taxable estate.  

(2) The totals from each particular schedule required to be completed are 
carried to Part 5.  

(3) The limitation on the deductibility of certain claims and expenses is also 
calculated on Part 5. 

(4) Note that an entry of $0 on any of these lines is a statement by the 
executor, made under penalties of perjury, that the estate does not own any property 
includable on that particular schedule. 

(i) Part 6, Portability of Deceased Spousal Unused Exclusion (DSUE) – Key 
Observations 

(1) The default is ELECTING INTO portability.  If the executor wants to elect 
OUT of portability, i.e., does not want to transfer the unused exclusion amount to the surviving 
spouse, he or she can do either of the following: 

(A) Check a box in Part 6, Section A and do NOT complete Section B 
or C of Part 6. 

(B) Not file a complete and timely return. 

(2) An election to transfer the DSUE amount to a surviving spouse can only 
be made if the Form 706 is filed timely. A return is timely if filed within nine months of the 
decedent's date of death or, if a filing extension was received, before the six-month extension 
period ends.  

(3) Under Treas. Reg. 20.2010-2(a)(5), an executor of the estate of a 
nonresident decedent who was not a U.S. citizen at the time of death cannot elect to transfer 
DSUE. 

(4) Under Treas. Reg. 20.2010-2(b), an executor electing to transfer a 
decedent's unused exclusion amount must include a calculation of the DSUE on Form 706. 
The calculation is made in Section C, Part 6, of Form 706. 

(5) If any assets of the estate will be transferred to a qualified domestic trust 
(QDOT), answer "yes.”  The DSUE computation in Section C is a tentative amount until the 
termination of the QDOT. 

(6) DSUE Received from a Prior Spouse 

(A) Section D includes information on all DSUE amounts received 
from the decedent's last deceased spouse and any previously deceased spouses.  
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(B) Information on the decedent's last deceased spouse is reported in 
Part 1. DSUE information for previously deceased spouses is included in Part 2. 

(7) Executors of estates not otherwise required to file Form 706 will generally 
not have to report the value of property qualifying for the marital or charitable deduction – see 
Treas. Reg. §20.2010-2{a)(7).  

(A) Instead, for executors who choose to use this special rule when 
filing Form 706, the executor may estimate the total value of the property eligible for the 
marital or charitable deduction.  

(B) The estimate should be based on a determination made in good 
faith and with due diligence on the value of all the assets includible in the gross estate. 

(C) When simplified reporting is NOT available: 

(i) The relief provision will not apply and simplified reporting 
cannot be used when the value of property relates to, affects, or is needed to determine the 
value passing from the decedent to another beneficiary - Treas. Reg. 20.2010-2(a)(7)(ii). 

(ii) Only a portion of an interest in property qualifies for the 
marital or charitable deduction (e.g., 60% of residence to surviving spouse). 

(iii) The value of property is needed to determine the estate's 
eligibility for the alternate valuation date under §2032, the special use valuation under 
§2032A, or installment payments of estate taxes under §6166. 

(iv) A partial disclaimer of marital or charitable deduction 
property is made.  

(v) A partial qualified terminable interest property (QTIP) 
election is made. 

 

II. Schedule A – Real Estate 

(a) Generally 

(1) All real property interests (including land, improvements and permanent 
fixtures attached to the land, easements, and accrued rental) owned by the decedent at death 
are reportable on Schedule A. This is true regardless of whether the property interest came into 
the possession of the executor or was devised or passed by intestacy to others, and even 
though it is subject to homestead or other exemptions under local law. 

(2) Determining a reportable real property interest is largely based on local 
law – consider that a fee simple interest owned by the decedent is reportable on Schedule A, as 
is a decedent's undivided interest in real property is included on Schedule A.   

(3) Where to report some other property interests is not as easily 
determined. Consider the following example:  property held by the decedent as a life tenant is 
exchanged under §1031; title documents may not be as accurate and often they may indicate 
outright ownership by the decedent when in reality, he/she was only a life tenant.  This real 
property is not included in the decedent's estate, but documentation such as a gift tax return 
will be needed to support the error in titling to avoid the inclusion in the estate. 
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(b) Reporting 

(1) For city or town property, report the street address, as well as the full 
legal description (e.g., subdivision, block, and lot). In addition, the method of valuing the 
property should be disclosed, and copies of appraisals should be attached to the return. 

(2) For rural property, report the full legal description including the 
township, range, and landmarks. As with city property, the method of valuing the property 
should be disclosed, and copies of any appraisals should be attached to the return. 

(c) Community Property  

(1) Schedule A includes the decedent’s one-half interest in real estate 
classified as community property. 

(2) Community Property is reported one of two ways: 

(A) The gross method reports the full value of the property in the 
value column of Schedule A. The surviving spouse's community interest is then subtracted 
from the total as the last entry on Schedule A.  

(B) The net method discloses the full value and the surviving 
spouse's community interest in the description section of Schedule A. The net value (I.e., the 
decedent's community interest) is carried to the value column of Schedule A. 

(d) Oil and Gas Lease Interests - Real estate reported on Schedule A includes 
working and royalty interests in an oil and gas leases.  This should be verified with local law – 
most oil and gas producing states classify these as real property interests; the “royalties” 
reportable on Schedule F pertain to copyright and other intellectual properties. 

(e) Cemetery Lots 

(1) Lots for the burial of the decedent and his family are excluded from the 
decedent's gross estate. 

(2) A cemetery lot owned by a decedent that is not for he/she and his/her 
immediate family is part of his gross estate, with the value limited to the resale value of that 
part of the lot not intended for the interment of the decedent and his/her family.  

(f) Real Estate Contracts 

(1) An executed sales contract to purchase real property is considered an 
interest in real property reported on Schedule A.  

(2) An executed contract to sell real property where title was not transferred 
before death is not reported on Schedule A. 

(g) Rental Property – although rental property is reported on Schedule A, any 
improvements are not reported if, under state law, the lessee can remove them. 

(h) Mortgages 

(1) Recourse Debt (i.e., the estate is liable for the excess over the equity) - 
the full value of real property is reported on Schedule A. The amount of the mortgage is entered 
as part of the description of the property, but the unpaid portion of the debt is deducted on 
Schedule K rather than Schedule A.  
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(2) Non-Recourse Debt (i.e., the estate is liable and the mortgagee can only 
recover based on the real property) - only the net equity is reported in the value column of 
Schedule A, and the description lists the full value reduced by the principal balance of the 
mortgage.  No entries are made on Schedule K. 

(3) Below-Market Interest Rate and Effect on Value 

(A) The Service has ruled that assumable mortgages of the decedent 
carrying a date of death interest rate lower than the prevailing market rate need not be 
discounted to their present worth to determine the amount deductible under §2053.  

(B) However, in determining the value of the encumbered property, 
the fact it was subject to a low interest assumable mortgage should be taken into account. 
Under Private Ltr. Rul. 8423007, property encumbered by a low interest rate assumable 
mortgage may have a higher value than identical property encumbered by a non-assumable 
mortgage or an assumable mortgage bearing a market rate of interest.  

(C) The effect of the low rate depends on the facts and circumstances. 
For example, the low rate may have a lesser effect when the mortgage principal is only a small 
percentage of the property's value. 

(i) Special Use Valuation 

(1) Introduction 

(A) One of the most important factors in determining FMV is 
evaluating the highest and best use of the property; if closely held business real property, 
including farm property, which is included in the decedent's estate, has a greater value for 
residential or industrial purposes than it does as actually used, the value of the property for 
estate tax will be based on its higher and better use.  However, if certain detailed requirements 
are met, the executor can elect to value qualified real property included in a decedent's gross 
estate that is used for farming or other trade or business purposes based on such use, rather 
than its FMV based on its highest and best use. This election, which is irrevocable, can also be 
made for standing timber on qualified woodlands. 

(B) Special use valuation applies only to real property (not personal 
property, e.g., fixtures or machinery) used in the decedent's trade or business. If no real 
property used in connection with the decedent's closely held business is includable in the 
decedent's estate, special use valuation cannot be elected even if the business is a major 
portion of the estate.  

(C) The tax savings resulting from electing special use valuation must 
be recaptured if certain post-death events occur.  

(D) The estate can elect both special use valuation and alternate 
valuation. However, if both are elected, the alternate valuation date must be used in valuing 
the property for which special use valuation is elected_ This means that when special use 
property is involved, the executor should make a careful analysis of the estate tax 
consequences before alternate valuation is elected.  

(E) The election may be made on a late filed 706 if it is the first 
return filed.  

(F) Property passing in trust and property owned indirectly through a 
corporation or partnership may also qualify for this special use valuation. 
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(G) The total decrease in the value of qualified real property for which 
the special use valuation election applies cannot exceed $1.11 million for 2016. 

(2) Meeting the Eligibility Requirements for Special Use Valuation.  Real 
property is eligible for special use valuation if all of the following requirements are satisfied. 
Property meeting all these requirements is sometimes referred to as “qualified real property”: 

(A) The decedent must have been a citizen or resident of the U.S. at 
the time of death. 

(B) The real property must be located in the U.S. 

(C) The real property was acquired from or passed from the decedent 
to a qualified heir. 

(D) The real property was used for a qualified use (i.e., as a farm for 
farming purposes or in a trade or business) by the decedent or a member of the decedent's 
family on the date of the decedent's death. 

(E) The decedent or a member of the decedent's family must have 
owned the real property and must have used it as a farm or in a business for at least five years 
out of the eight-year period ending on the date of the decedent's death. 

(F) There must have been material participation in the operation of 
the farm or business by the decedent or by a member of the decedent's family for at least five 
years out of the eight-year period ending on the date of the decedent's death. A different time 
period may apply if the decedent was disabled or retired on the date of death. 

(G) At least 50% of the adjusted value of the gross estate must 
consist of the adjusted value of real or personal property:   

(i) Being used by the decedent or by a member of the 
decedent's family as a farm or in a business on the date of the decedent's death, and  

(ii) Acquired from, or passed from, the decedent to a qualified 
heir of the decedent. 

(H) At least 25% of the adjusted value of the gross estate must 
consist of the adjusted value of real property: 

(i) Acquired from or passed from the decedent to a qualified 
heir, and  

(ii) Meeting the requirements of items 5 and 6. 

(I) The real property is designated in the agreement filed by the 
executor in connection with the special use valuation election. 

(3) Acquired From or Passing From the Decedent 

(A) Property is considered to have been acquired from, or to have 
passed from, the decedent if one of the following applies: 

(i) The property is acquired by bequest, devise, or inheritance 
[Le., is considered to have been acquired from or to have passed from the decedent under the 
Section 1014(b) rules for determining basis of property acquired from a decedent]. 
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(ii) The property is acquired by any person from the estate. 

(iii) The property is acquired by any person from a trust, to 
the extent the property is includable in the gross estate. 

(B) Property that passes in trust is considered to have passed from 
the decedent to a qualified heir only to the extent the qualified heir has a present interest in 
the trust property. An interest in a discretionary trust (i.e., a trust where the trustee has the 
discretion to determine the amount received by each individual beneficiary) is treated as a 
present interest if all the beneficiaries of the trust are qualified heirs. Thus, property 
transferred to a discretionary trust is eligible for special use valuation if ail the potential 
beneficiaries of the trust are qualified heirs, and the other eligibility requirements of special use 
valuation discussed in this key issue are met. 

(4) Qualified Use 

(A) The term “qualified use” means the use of property as a farm for 
farming purposes or the use of property in a trade or business other than farming. 

(B) Trade or Business.  

(i) All specially valued property must be used in a trade or 
business. For special use valuation, the term trade or business applies only to an active 
business such as a manufacturing, mercantile, or service enterprise, or to the raising of 
agricultural or horticultural commodities.  

(ii) A trade or business is not necessarily present even though 
an office and regular hours are maintained for management of income-producing assets.   

(iii) Also, no trade or business is present in the case of 
activities not engaged in for profit. 

(iv) Passive investment activities or the passive rental of 
property to a party other than a member of the decedent's family is not a qualified use. The 
decedent or a member of the decedent's family must own an equity interest in the farm 
operation. 

(5) Qualified Real Property 

(A) “Qualified real property” includes residential buildings and other 
structures and real property improvements regularly occupied or used by the owner or lessee of 
real property (or by employees of the owner or lessee) to operate the farm or business.  

(B) A farm residence that was occupied by the decedent-owner of the 
specially valued property is considered to be occupied for operating the farm even when a 
family member and not the decedent was the person materially participating in the operation of 
the farm. 

(C) Qualified real property also includes roads, buildings, and other 
structures and improvements functionally related to the qualified use. However, mineral and 
hunting rights that are not related to the farm or business use are not eligible for special use 
valuation. 

(6) Period Property Must Be Owned 
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(A) The real property must be actually owned by any combination of 
the decedent, members of the decedent's family, and qualified closely held businesses for 
periods totaling at least five years of the eight-year period ending on the date of the decedent's 
death. 

(B) If property was transferred from a proprietorship to a corporation 
or a partnership during the eight-year period ending on the date of the decedent's death, it is 
considered to be continuously owned to the extent of the decedent's equity interest in the 
corporation or partnership. This beneficial rule applies only if: 

(i) The transfer meets the requirements of a nontaxable 
transfer to a corporation controlled by the transferor (§351) or the non-recognition of gain or 
loss on a contribution to a partnership (§721); and  

(ii) The decedent's interest in the corporation or partnership 
qualified as an interest in a closely held business under §6166(b)(1). 

(C) Qualified Closely Held Business Interest. A decedent's interest in 
a corporation qualifies as an interest in a closely held business under §6166(b)(1) if: 

(i) At least 20% of the value of the corporation's voting stock 
is included in the gross estate, or  

(ii) The corporation had no more than 45 shareholders. 

(D)  Similarly, the decedent's interest in a partnership will qualify as 
an interest in a closely held business under §6166(b)(1) if: 

(i) At least 20% of the partnership's total capital interest is 
included in the gross estate, or 

(ii) The partnership had no more than 45 partners. 

(7) Material Participation 

(A) For the special use valuation rules to apply, the deceased owner 
or a member of the owner's family or both must have materially participated in the operation of 
the farm or other business.  

(B) Whether the required material participation occurred is a factual 
determination. The types of activities and financial risks that will support such a finding vary 
with the type of ownership of both the property itself and of any business in which it is used.  

(C) Passively collecting rents, salaries, draws, dividends, or other 
income from the farm or other business is not considered material participation; neither is 
merely advancing capital and reviewing a crop plan, financial reports or other business 
proposals each season or business year. 

(D) Period of Material Participation. The required participation must 
last at least: 

(i) Five years during the eight years immediately before the 
date of death, and  

(ii) Five years during any eight-year period ending after the 
date of the decedent's death, but within the 10-year recapture period.  
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(E) Required Activities for Material Participation.  

(i) To be material participation, the actual employment of the 
decedent or a member of the decedent's family must be substantially full-time. This means: 

(I) 35 hours a week or more, or  

(II) To any lesser extent, enough time to personally 
fully manage the farm or business in which the real property is used.  

(ii) For many farming operations, that requires only seasonal 
activity. Material participation exists as long as all necessary functions are performed even 
though little or no actual activity occurs during nonproducing seasons.  

(iii) Without this direct involvement in the farm or other 
business, the activities of either the decedent or family members must meet the standards 
prescribed in this discussion and subject the person to self-employment tax. 

(F) Special Rules for Corporations, Partnerships, and Trusts.  

(i) If property is indirectly owned through a corporation, 
partnership, or trust, there must be an arrangement calling for material participation in the 
business by the decedent owner or a family member.  

(ii) In addition, an arrangement must exist between the entity 
and the decedent or family member specifying the services to be performed. Holding an office in 
which certain material functions are performed may be the necessary arrangement for material 
participation. 

(iii) If the property is owned by a trust, the existence of the 
necessary arrangement can result from one or more of the following situations: 

(I) Appointment as a trustee.  

(II) An employer/employee relationship in which the 
participant is employed by a qualified closely held business owned by the trust in a position 
requiring material participation in its activities. 

(III) A contract with the trustees to manage or take part 
in managing the real property for the trust. 

(IV) The trust agreement expressly granting the 
management rights to the beneficial owner, in which case the grant is sufficient to be the 
required arrangement. 

(G) Active Management 

(i) The law provides an active management standard in lieu 
of the material participation standard for “eligible qualified heirs.”  

(ii) Active management requires less involvement in the 
operations of the farm or business than material participation.  

(iii) Under §2032A(c}(7)(C), an eligible qualified heir for these 
purposes is a qualified heir who is: 
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(I) The surviving spouse,  

(II) Under age 21,  

(III) Disabled, or  

(IV) A student. 

(H) Adjusted Value for 25% and 50% Tests 

(i) The adjusted value of the gross estate is the value of the 
gross estate (determined without regard to special use value) reduced for unpaid mortgages or 
any indebtedness on property included in the gross estate.  

(ii) Similarly, the adjusted value of real or personal property is 
the value of the property (determined without regard to its special use value) reduced for 
unpaid mortgages on the property or any indebtedness against the property. 

(I) How to Value Special Use Property. 

(i) There are two methods to value special use property: 

(I) Farm Property. 

01. Special use value is determined by 
capitalizing the cash rental of comparable farmland.  Capitalizing the cash rentals of 
comparable land in the same locality as the land to be valued. To do so, the executor should: 

A. Subtract the average annual state 
and local real estate taxes on actual tracts of comparable real property from the average annual 
gross cash rental (or net share rental, if gross cash rental is not determinable) for that same 
comparable property. 

B. Divide the result in Item 1 by the 
average annual effective interest rate charged on new loans under the Farm Credit System. 

02. The computation of each average annual 
amount is based on the five most recent calendar years ending before the date of the decedent's 
death. 

(II) Non-Farming Property.  Five factors are used to 
determine the special use value for qualifying real property used in a trade or business other 
than farming: 

01. The capitalization of income that the 
property can be expected to yield for farming or for closely held business purposes over a 
reasonable period of time with prudent management and traditional cropping patterns for the 
area, taking into account soil capacity, terrain configuration, and similar factors. 

02. The capitalization of the land's fair rental 
value for farming or closely held business purposes. 

03. The assessed land values in a state that 
provides a differential or use value assessment law for farmland or closely held businesses. 
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04. Comparable sales of other farm or closely 
held business land in the same geographical area far enough removed from a metropolitan or 
resort area so that nonagricultural use is not a significant factor in the sales price. 

05. Any other factor that fairly values the farm 
or closely held business value of the property. 

(J) How to Elect Special Use Valuation. 

(i) The special use valuation election is made by checking the 
"Yes" box on Line 2, Part 3 (Elections by the Executor), page 2, of Form 706 and completing 
and attaching Schedule A-1 (Form 706).  

(ii) The statements and appraisals required by Schedule A-1 
must also be attached for the election to be valid. 

(iii) Specifically, the following items are required to be 
attached to Schedule A-1 and filed with Form 706: 

(I) A legal description of all property listed on Line 2 of 
Schedule A-1. 

(II) Copies of appraisals showing full value (without 
the reduction for special use) for each property to be specially valued that is listed on Line 2 of 
Schedule A-1, column B. 

(III) Copies of appraisals showing full value (without 
the reduction for special use) for each property listed on Line 3 of Schedule A-1 if the regular 
election is made in Part 1 of Schedule A-1.  Such copies are not required if the protective 
election is made.  

(IV) A description of the method used to determine the 
special value based on qualified use. 

(V) A statement listing periods during the eight-year 
period preceding the date of the decedent's death during which the decedent or a member of 
the decedent's family did not: 

01. Own the property listed on Line 2 of 
Schedule A-1. 

02. Use the property listed on Line 2 of 
Schedule A-1 in a qualified use, or 

03. Materially participate in the operation of the 
farm or other business. 

(VI) Affidavits describing the material participation 
activities and the identity and relationship to the decedent of the material participants. 

(VII) A continuation schedule if there are more than 
eight individuals holding interests in the specially valued property. (See Line 10 of Schedule A-
1.) 
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(VIII) Worksheets showing the computation of the 
generation-skipping transfer (GST) tax savings attributable to direct skips for each person 
listed on Line 10 of Schedule A-1 who is a skip person.  

(IX) A statement explaining any increase in taxes and 
other charges on the FMV worksheets (i.e., Form 706, Schedule R) used to compute the GST 
tax savings.  

(X) If the qualified woodlands election is made on Line 
11 of Schedule A-1, attach a special notice of election that contains: 

01. The decedent's name and taxpayer 
identification number as they appear on the estate tax return,  

02. Identifies the election as a §2032A(e)(13) 
election, 

03. Specifies the property for which the election 
is made, and 

04. Provides all information necessary to show 
the executor is entitled to make the election. 

(K) Automatic 12-month Extension-Section 9100 Relief. 

(i) Taxpayers are granted an automatic 12-month extension 
(from the due date) to make the special use valuation election (unless the IRS has already 
begun an examination of the filed return), provided the taxpayer takes corrective action during 
the extension period.  

(ii) The corrective action detailed in Treas. Reg. §301.9100-
2{c) includes filing an original or amended return for the year the election should have been 
made and attaching the appropriate form or statement for making the election to the return.  

(iii) The return filed to obtain an automatic extension must 
contain the statement "Filed pursuant to Treas. Reg. §301.9100-2" at the top and must be sent 
to the same address as the return making the election would have been sent if it had been 
timely.  

(iv) A private letter ruling request is not required for an 
automatic extension. 

(j) Discounts 

(1) If the decedent owns an undivided fractional interest in real property, the 
property may be subject to a valuation discount. 

(2) The starting point for valuing an undivided interest in real estate (i.e.,) a 
fractional interest owned directly by an individual, as opposed to ownership through an 
intervening entity) is the net asset value of 100% of the real estate.  

(3) Partition Costs 

(A) The distinguishing characteristic of an undivided interest in real 
estate is the interest can generally be partitioned and sold, giving the owner a degree of control, 
in contrast to a partial interest in an asset such as closely held corporate stock, in which a 
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minority shareholder has little ability to force a liquidation of the corporation or a redemption 
of his interest. 

(B) For the most part, the Service will focus on the partition costs in 
connection with determining the discount.  Courts, however, tend to examine the facts and 
circumstances of the particular case. 

(C) Compare:  44% discount in Estate of Williams, TC Memo 1998-59 
(1998) (rejecting the Service’s 5% partition cost discount), versus 17% discount in In re 
Ludwick, TC Memo 2010-104 (2010) (solely based on partition costs).  

(4) The value of real property should not be reduced by the surviving 
spouse's homestead rights or other exemptions available under local law.  

 

III. Schedule B – Stocks and Bonds 

(a) Introduction 

(1) The estate tax value of stocks and bonds is the fair market value (FMV) 
per share or per bond on the date of death or the alternate valuation date.  

(2) When the value of stocks is listed on an exchange, the valuation process 
consists of locating the security's value online or in a financial newspaper. 

(3) However, when securities are not traded on an open market (e.g., closely 
held stock), the services of a professional appraiser may be required to establish the security's 
value.  

(4) If the decedent held a minority interest or controlling interest, or if the 
securities were subject to restrictions, a valuation discount or premium may be appropriate. 

(5) The preparer must resist the temptation to overvalue stocks or bonds in 
an attempt to receive a larger stepped-up basis for the recipient because of the accuracy-
related penalties that can apply for income tax purposes under §6662(b)(3).  This is especially 
true with nontaxable estates (e.g., where the estate owes no tax because of the marital 
deduction) since the overvalued stock or bond does not result in additional estate tax.  

(b) Reporting stocks and bonds - when reporting stocks and bonds on Schedule B, 
the following guidelines apply: 

(1) Number each Item in the left-hand column (each stock or bond is 
considered as one item).  

(2) Dividends payable on a stock and accrued interest on a bond is a 
separate item. 

(3) Stocks and bonds for which any foreign estate, inheritance, legacy, or 
succession tax was paid should be grouped together and labeled "Subjected to Foreign Death 
Taxes."  

(4) Securities reported as no value or nominal value (or obsolete securities) 
should be listed last. Include in the "Description" column the address of the company as well 
as the state and date of incorporation. Any correspondence or statement used to determine the 
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value (e.g., certificate of corporate dissolution or confirmation from a bankruptcy trustee) 
should be attached to the return.  

(c) Exceptions to reporting stocks and bonds on Schedule B: 

(1) Jointly owned stocks and bonds are reported on Schedule E.  

(2) Previously transferred stocks and bonds includable in the gross estate as 
a result of the decedent's retained interest (i.e., as part of a revocable trust) are reported on 
Schedule G.  

(3) Stocks and bonds subject to a power of appointment held by the 
decedent are reported on Schedule H. 

(d) Publicly Traded Stocks.   

(1) Reporting.  The following information is required to be reported in the 
Description column when stocks are listed on Schedule B: 

(A) Number and type of shares (i.e., common or preferred). 

(B) Issue and/or par value (where needed for identification). 

(C) Price per share. 

(i) Generally, the FMV of a stock traded on an exchange is 
the average between the highest and lowest quoted selling prices on the valuation date. 

(ii) Pursuant to Treas. Reg. §20.2031-2(b)(2), if only closing 
selling prices for bonds are listed rather than the highest and lowest selling prices, then the 
closing selling prices on the valuation date and the trading day before the valuation date can be 
used to determine the mean value. Note that the instructions to Schedule B indicate this 
option also applies for stock valuations. 

(iii) Weekend or Non-Trading Date 

(I) Under Treas. Reg. §20.2031-2(b)(3), Example 3, 
when the valuation date is not a trading date (Le., a holiday or weekend), the value of a stock is 
determined by taking the average of the sales prices on the nearest trading dates before and 
after the valuation date  

(II) Under Treas. Reg. §20.2031-2(b)(1), when there 
were no sales on the valuation date, but sales occurred within a reasonable period before and 
after the valuation date, the FMV of the stock is determined by taking a weighted average of the 
mean high and low selling prices on the nearest dates before and after the valuation date. The 
average selling price for these dates is weighted inversely by the number of trading days before 
and after the valuation date.  In determining the number of days before or after, Treas. Reg. 
§20.2031-2(b)(3), Example 1 states that only days on which the security exchange is open are 
counted.  

(III) Under Treas. Reg. §20.2031-2(b)(1), when the value 
of a security is based on a quote obtained from a broker or evidence of the security's sale 
received from the issuing corporation, a copy of the letters furnishing the quotations or 
evidence of the sale should be attached to the estate tax return. 

(D) Exact name of corporation. 
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(E) Principal exchange on which stock is traded, if listed (e.g., NYSE). 
If not listed, report the company's principal business office. 

(F) CUSIP number. The CUSIP (Committee on Uniform Security 
Identification Procedure) number is a nine-digit number assigned to all stocks and bonds 
traded on major exchanges and many unlisted securities. Usually it is printed on the face of 
the stock certificate, but it can be obtained from various online services or through the 
company's transfer agent. 

(2) Margin - if securities are pledged or purchased on margin, they should 
be included at their fair market value on the applicable valuation date. The offsetting 
indebtedness on the pledge or margin account is allowed as a deduction. Although there is no 
definitive guidance on this issue, most treatises and 706 software guides suggest that the full 
value should be included on Schedule B and the corresponding indebtedness reported on 
Schedule K. 

(3) Restrictions – Under Rev. Rul. 77-287, some of the factors that influence 
the value of publicly-traded, but restricted, stock, include: 

(A) Earnings, net assets, and net sales are given primary 
consideration in arriving at an appropriate discount for restricted securities.  

(B) The impact of resale provisions in the restriction agreement also 
must be considered. Generally, the longer the buyer must wait before the shares may be 
liquidated, the larger the discount. 

(C) The market in which the restricted securities' publicly traded 
counterparts are sold affects the amount of the discount. 

(D) The relative negotiation strengths of the buyer and seller may 
affect the discount (e.g., in a tight money situation, the buyer has the advantage). 

(4) Blockage Discounts 

(A) Blockage discounts are claimed on the theory that the block, or 
blocks, of publicly traded stock being valued is so large that offering it on the market at one 
time would depress the market price.  

(B) Under Treas. Reg. §20.2031-2(e), the executor must demonstrate 
that the block of stock included in the estate is so large in relation to actual sales in the 
existing market that the sale of a significant amount of stock within a reasonable time after the 
valuation date could not be accomplished without a depressing effect on the market price.  

(C) Note that in Estate of Myrtle M. Sawade, TC Memo 1984-626 
(1984), aff'd. (on other issues) 795 F.2d 45, 58 AFTR 2d 86-6330 (8th Cir.1986), if the 
disposition could have been made over a reasonable period of time without depressing the 
market, no discount will be allowed.  

(D) Likewise, a blockage discount is not appropriate if the stock 
block's size would transfer control of the company to the purchaser. 

(e) Mutual Funds 

(1) An open-end investment company, commonly referred to as a mutual 
fund, issues shares to purchasers and redeems the shares at net asset value. Accordingly, 
these funds are not traded on any stock exchange. Instead, they are sold to the public at the 
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asked price, which is the net asset value plus a commission (or in the case of a no-load mutual 
fund, simply the net asset value). 

(2) Mutual funds are required to redeem their shares at the bid price, which 
is the net asset value per share (without load).  

(3) The FMV of a share in a mutual fund is the public redemption or bid 
price of a share on the decedent's date of death (or alternate valuation date).  

(4) If there is no public redemption (i.e., bid) price in effect at the time of 
death, the last public redemption price quoted before the date of death should be used.  

(5) If the date of death falls on a Saturday, Sunday, or holiday, under Treas. 
Reg. §20.2031-8(b), the FMV is the last bid price quoted before the date of death. 

(6) When the mutual fund is trading ex-dividend on the date of death, the 
value of the fund is the ex-dividend price plus the amount of the dividend. (See Key Issue 4C 
for the valuation of stocks trading ex-dividend at the date of death or alternate valuation date. 
This same approach applies to mutual funds selling ex-dividend on the valuation date.) 

(f) Ponzi Schemes 

(1) The IRS has not issued estate tax guidance for reporting investments 
affected by Ponzi schemes; guidance for income tax purposes was issued in Rev. Rul. 2009-9 
and Rev. Proc. 2009-20 and in the modifications made in Rev. Proc. 2011-58.  

(2) If the loss occurred before the decedent died and the brokerage accounts 
were worthless on the date of death, the investments should be reported with zero value and 
supporting documentation should be attached to the return. 

(3) If there is any anticipated recovery at the date of death, the accounts  
presumably should reflect this. 

(4) Several sources and 706 programs opine that if the loss was discovered 
during estate administration and within six months of the death of the taxpayer, the estate 
should be permitted to elect the alternate valuation date and reflect the reduced value (i.e., zero 
value) for the investment accounts. 

(g) Worthless Stock 

(1) Securities with no value, nominal value, or that are obsolete should be 
listed last on Schedule B.  

(2) The description of the security should include the address of the 
company and the state and date of the incorporation.  

(3) Copies of correspondence or statements used to determine the "no value" 
should be attached to the estate tax return. 

(h) Dividends.   The estate tax treatment of dividends declared but unpaid on stock 
includable in the gross estate depends on whether the date of death precedes the ex-dividend 
date (which is the date that the stock begins trading on the exchange without the right to 
receive a previously declared dividend), falls between the ex-dividend and record date (which is 
the date that determines who will receive the dividend), or is after the record date.  
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(1) Death Prior to Ex-Dividend Date:  Dividends declared on stock prior to 
the date of death, but payable to shareholders of record as of a date after the date of death, are 
not includable in the decedent's gross estate since the decedent was not entitled to the 
dividend at the date of death. 

(2) Death After Ex-Dividend Date But Prior to Record Date:  Under Treas. 
Reg. §20.2031-2(i), if the decedent acquired stock before the ex-dividend date and the 
decedent's date of death falls between the ex-dividend date and the record date (Le., the stock 
is selling "ex-dividend" at the date of death), the listed value of the stock on the decedent's date 
of death is increased by the amount of the dividend. 

(3) Death After Record Date But Before Payment Date:  Under Treas. Reg. 
20.2033-1(b), if the date of death falls between the record date and the date of payment, the 
decedent's estate will be entitled to the dividend because the decedent was the shareholder of 
record on the date of death, Thus, the dividend is listed as a separate Item on Schedule B. 

(4) Alternate Valuation Date 

(A) Stock trading ex-dividend on alternate valuation date - When the 
executor elects to value the estate as of the alternate valuation date, stock included in the 
gross estate and selling ex-dividend on the alternate valuation date is valued at its ex-dividend 
selling price plus the amount of the dividend declared during the alternate valuation period 
and payable to shareholders of record on a date subsequent to the alternate valuation date (see 
Rev. Rul. 60-124). 

(B) What happens if the date of death is after the Record Date?  If 
alternate valuation applies, the dividends declared but unpaid prior to the date of death are 
also reported as a separate Item on Schedule B for alternate valuation purposes, even though 
the dividend was actually paid prior to the alternate valuation date. 

(i) Bonds 

(1) Reporting.  The following information is required to be reported in the 
"Description" column for each bond listed on Schedule B: 

(A) Quantity and denomination. 

(B) Name of obligor (issuer). 

(C) Date of maturity. 

(D) Interest rate and interest due date. 

(E) Principal exchange, if listed on an exchange. If not listed, report 
the company's principal business office. 

(F) CUSIP number.  

(G) Accrued interest at the date of death on a bond included in the 
gross estate should be listed separately on Schedule B. 

(2) Value 

(A) The value of a bond is the average between the highest and lowest 
selling prices on the valuation date (i.e., date of death or alternate valuation date). 
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(B) If the highest and lowest selling prices are not available on the 
valuation date but closing selling prices are available, the average between the closing selling 
price on the valuation date and the preceding trading date may be used. 

(3) Government Bonds 

(A) Treasury Bonds, Notes, and Bills.   

(i) Treasury bonds, notes and bills are traded in the 
securities market and valued in the same manner as other marketable bonds. 

(ii) The accrued interest on a treasury bond or note and the 
interest portion of a treasury bill's fair market value is income in respect of a decedent (IRD).  

(iii) A treasury bond or note pays an interest coupon every six 
months and interest accrues between payment dates.  

(iv) A treasury bill does not pay interest prior to maturity. A 
treasury bill's interest portion is the difference between the decedent's purchase price and fair 
market value on the date of death. 

(B) U.S. Savings Bonds. Savings bonds are not traded in the market. 
They can only be redeemed. Their redemption value at date of death is the estate tax value. 

(C) Series E, EE, and I Bonds.  

(i) Series EE bonds replaced Series E bonds, the sale of 
which was terminated on December 31, 1979. Series EE and E bonds are not marketable, but 
are redeemable at the U.S. Treasury. Their value is their redemption value at the date of death. 
Savings bond redemption tables may be viewed online at www.treasurydirect.gov/indiv/tools/ 
tools_redemptiontables.htm.   

(ii) Series I bonds are accrual interest bonds, much like 
Series E and EE bonds, except that bonds are sold for the face value and the interest earnings 
rate is based on both a fixed rate of return and a variable semiannual inflation rate. Each 
month the computed interest is added to the bond and paid when redeemed. 

(D) Series H and HH Bonds.  

(i) Issuance of Series H bonds were discontinued on 
December 31,1979, and stopped paying interest in 2009.  

(ii) HH bonds are 20 year bonds, last issued August 2004, 
and are current interest bonds, issued and redeemable at par.  

(iii) These bonds are valued at par. Interest on these bonds 
ceases as of the end of the interest period preceding the date of redemption, and there is no 
accrual of interest between the semi-annual interest dates.  

(iv) Accrued interest is reported only for any semi-annual 
interest payments not received prior to death 

(E) Series G and K Bonds.  

(i) Series G (issuance discontinued in April 1952) and K 
bonds (issuance discontinued in April 1957) are redeemable at par.  
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(ii) Upon redemption, interest on these bonds ceases as of the 
end of the interest period preceding the date of redemption.  

(iii) Therefore, these bonds are valued at par with no interest 
element; and there is no IRD (Rev. Rul. 55-301 and Priv. Ltr. Rul. 8114058). 

(j) Closely-Held Stock 

(1) The full analysis of valuing closely-held stock is beyond the scope of this 
outline. 

(2) Rev. Rul. 59-60 

(A) The IRS's position on valuing shares of stock of a closely held 
corporation for estate and gift tax is set forth in Rev. Rul. 59-60. Although general in nature, 
this ruling has stood the test of time and has been widely referenced in court decisions. The 
ruling makes clear that no general valuation formula can be applicable in valuing closely held 
stock.  

(B) The following key factors, although not all-inclusive, are 
fundamental and should be considered in each valuation: 

(i) The nature of the business and the history of the 
enterprise from its inception. 

(ii) The economic outlook in general and the condition and 
outlook of the specific industry in particular. 

(iii) The book value of the stock and the financial condition of 
the business. 

(iv) The earning capacity of the company. 

(v) The ability of the company to pay dividends or make other 
distributions to the owners. 

(vi) The presence of goodwill or other intangibles in the 
business. 

(vii) Sales of the stock and size of the block of stock to be 
valued. 

(viii) The market value of publicly traded companies engaged in 
the same or a similar Line of business. 

(C) The weight to be accorded anyone of the factors varies with the 
circumstances. However, this ruling reemphasizes the IRS's preference for valuations 
determined by reference to the value of stock of corporations engaged in the same or a similar 
Line of business. The Tax Court also places great reliance on comparative company values and 
has accepted the estate's valuation based on appraisals using comparative companies 
operating in different industries but serving the same general market. 

(k) Publicly Traded Stock Options 

(1) A publicly traded stock option owned by the decedent at date of death 
should be reported on Schedule B.  
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(2) Include in the description the number of options, the exercise price per 
option, the exact name of the corporation, the type of stock the option is for, and the principal 
exchange on which the stock is traded.  

(3) The value of the option is determined using the same method used for 
valuation of publicly traded stock (i.e., the average between the highest and lowest quoted 
selling prices on the valuation date). 

(l) Compensatory Stock Options 

(1) Little guidance is available on reporting nonqualified stock options 
(NSOs) and incentive stock options (ISOs).  As it relates to stock, such options are probably 
better suited for Schedule B rather than Schedule F. 

(2) Presumably NSO and ISO fair market values are reported on Schedule B 
with the following information in the "Description" column: 

(A) Number and type of option. 

(B) Exercise price per option. 

(C) Exact name of corporation. 

(D) Name and type of stock the option is for. 

(E) Principal exchange on which the stock is traded. 

(F) The stock's CUSIP number. 

(3) Valuing Compensatory Stock Options - Rev. Proc. 98-34 provides 
guidance (note that this is NOT mandatory and is only a safe-harbor) for valuing compensatory 
stock options on common stock that: 

(A) Are granted for the performance of services, 

(B) Are not traded on an established exchange, and 

(C) Are used to purchase stock traded on an established exchange on 
the grant date. 

IV. Schedule C – Mortgages, Notes, and Cash 

(a) Introduction 

(1) Mortgages and notes payable to the decedent at the time of death are 
included in the gross estate and reported on Schedule C.  

(2) Schedule C is also used to report the decedent's cash, including amounts 
held in checking, saving, and other time deposit accounts (e.g., money market accounts).  

(3) These assets are grouped and listed on Schedule C in the following order:  

(A) Mortgages 

(B) Promissory Notes 
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(C) Contracts by decedent to sell land 

(D) Cash in possession, and 

(E) Cash in banks, savings and loan associations, or other financial 
institutions. 

(b) Mortgages and Notes Payable 

(1) Easily confusing, but worth noting:  both mortgages and promissory 
notes payable to the decedent are reported on Schedule C, and mortgages and notes the 
decedent owes are reported on Schedule K. 

(2) Reporting.  The description of a promissory note or mortgage should 
include the following information: 

(A) Face value of the note or mortgage. 

(B) Unpaid balance. 

(C) Date of the note or mortgage. 

(D) Maturity date. 

(E) Name of the maker. 

(F) Description of the property mortgaged. 

(G) Description of security, if any. 

(H) Interest rate. 

(I) Interest payment dates. 

(J) Other payment terms, if any. 

(K) Account number. 

(L) Amount of accrued interest and how calculated. 

(3) Value 

(A) The fair market value of mortgages and notes, whether secured or 
unsecured, is presumed to be the amount of unpaid principal plus accrued interest.  

(B) However, as set forth in Treas. Reg. §20.2031-4, the note may be 
discounted if the executor can establish the value should be lower (e.g., due to a lower than 
market interest rate or an extended date of maturity), or the note is wholly or partially 
worthless and the value of collateral securing the note is inadequate. 

(C) Rev. Rul. 67-276 sets forth the IRS's policy in determining the 
value of mortgages owned by a decedent at the date of death by discussing the evidence that 
the executor can furnish to rebut the presumption that the value of the notes is face value.  
Factors include the valuation of real estate, any collateral covered by the mortgages, arrears in 
taxes and interest, gross and net rentals, foreclosure proceedings, assignment of rents, prior 
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liens or encumbrances, present interest yield, over-the-counter sales, and bid and ask 
quotations. 

(D) If valuing at lower than the face value, the executor should attach 
a statement explaining the basis for the discount and detailing the calculation of the amount of 
discount claimed. 

(4) Alternate Value 

(A) The valuation of a mortgage note at the alternate valuation date is 
not changed from its date-of-death value merely by payment of principal during the six-month 
period after death.  

(B) Nevertheless, the alternate valuation of a mortgage or note is not 
always the same as the date-of-death value - for example, a substantial reduction in value can 
occur during the period after death through bankruptcy of the obligor, decline in value of the 
underlying security, changes in the prevailing interest rate, and so forth. 

(5) Term and Demand Notes 

(A) Term notes and receivables are often discounted because they 
bear below-market interest rate.  

(B) Because demand notes are payable on demand, a below-market 
interest rate will not reduce their value.  

(C) The value of term instruments bearing below-market interest 
rates is determined by discounting the remaining payments at a market interest rate for a 
comparable instrument.  

(D) When determining a market interest rate, factors such as late 
payments or inadequate security should be considered. 

(6) Uncollectible Notes 

(A) Notes and receivables, including demand notes, may be 
discounted because of uncollectibility.  

(B) Notes may be wholly or partially worthless when the collateral, if 
any, is insufficient to secure the debt and the debtor, if personally liable, is insolvent and 
unable to make payments.  

(C) If the estate claims an unsecured note is worthless, it should 
demonstrate it has taken all legal actions to collect, that legal action would be useless, or the 
debtor cannot be located. 

(7) Note Canceled at Death 

(A) Intra-family installment sales often call for the note to be 
canceled at the death of the seller, called self-canceling installment notes, or SCINs.  

(B) Assuming a sale for adequate consideration, the value of the note 
is apparently not included in the seller's gross estate (since no asset is transferred to another 
person as a result of the seller's death). 

(8) Note Barred by Statute of Limitations 
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(A) A note that on its face appears to be barred by the statute of 
limitations is not necessarily worthless as the debtor may waive this defense, or revive the note 
by making a payment, or acknowledge the note's existence, or perform other events that 
interrupt the statutory period.  

(B) However, if the defense is valid and would be raised by the debtor, 
an unsecured note is worthless.  

(C) If the note is secured, its value should be limited to the value of 
the collateral. 

(c) Contracts for Sale of Real Estate 

(1) If, prior to his death, the decedent entered into a binding contract to sell 
real estate, the value of the contract should be included on Schedule C.  

(2) Generally, the value of the contract is the full contract price less any 
cash down payment received.  However, if the contract provides for a long-term, low-interest 
installment arrangement, a discount will be justified. 

(3) A real estate contract should be described as follows: 

(A) Name of purchaser. 

(B) Date of contract. 

(C) Description of property. 

(D) Sales price. 

(E) Down payment. 

(F) Installment payment amounts or other terms such as interest 
only with a balloon. 

(G) Unpaid principal balance. 

(H) Interest rate. 

(I) Account number. 

(J) Amount of accrued interest and how calculated. 

(d) Cash and Bank Deposits 

(1) Each Item listed on Schedule C relating to cash in financial institutions 
should include a description listing the following information: 

(A) The name and address of the financial institution. 

(B) Serial or account number. 

(C) Type of account (e.g., checking or savings). 

(D) The amount in each account. 
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(E) Unpaid interest accrued from date of last interest payment to the 
date of death. 

(e) Currency  

(1) The amount of the decedent's cash, whether in his possession or 
deposited with a bank, is included in the gross estate at its fair market value (FMV).  

(2) Generally, the FMV of cash in the decedent's possession (including cash 
found in a safety deposit box) is its face value.  

(3) Collectible coins and currency with a value in excess of face value (e.g., 
gold or silver coins) are reported on Schedule F at their higher value.  

(4) Foreign currency is valued in U.S. dollars, based on the official exchange 
rate on the valuation date. 

(f) Certificates of Deposit 

(1) Certificates of deposit are included at the principal amount of the CD 
plus unpaid interest.  

(2) Under Rev. Rul. 79-340, no discount is allowed for early withdrawal 
penalties because they are not imposed for early withdrawals resulting from the death of the 
owner. 

(g) Checking Accounts 

(1) Checking accounts may be reported on Schedule C using either of two 
methods.  

(A) Gross Method 

(i) Under the gross method, the balance in the checking 
account on the decedent's date of death is reported before any adjustments for outstanding 
checks.   

(ii) Outstanding checks that represent obligations of the 
decedent are listed separately and deducted on Schedule K. 

(B) Net Method 

(i) The net method reports the balance of the checking 
account adjusted for outstanding checks issued for bona fide obligations of the decedent.  

(ii) If the net method is used, the outstanding checks cannot 
also be claimed as a deduction on Schedule K. 

(2) Deathbed Checks. 

(A) Decedents (or their agents acting under a power of attorney) 
sometimes write checks to family members near the time of death that are intended to qualify 
for the "per donee per year" gift tax exclusion. It is also common for some or all of these checks 
to remain uncashed at death.  
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(B) The criteria for classifying outstanding gift checks as completed 
gifts (and excluding the amounts from the gross estate) are different for non-charitable gifts 
and charitable gifts. In either situation, however, gifts made under a power of attorney will not 
be considered valid unless the power specifically authorizes them. 

(C) Non-charitable Gifts.  

(i) The IRS and the Tax Court have maintained that unless 
the check has cleared the decedent's account as of the date of death, it is not a completed gift 
and therefore cannot be excluded from the decedent's gross estate (see Estate of Joseph 
Gagliardi, 89 TC 1207 (1987). 

(ii) In Rev. Rul. 96-56, the IRS set forth the criteria used to 
determine whether there has been a completed gift to a non-charitable donee, which is on the 
earlier of: 

(I) The date on which the donor has so parted with 
dominion and control under local law as to leave the donor no power to change the disposition; 
or 

(II) The date on which the donee deposits the check (or 
cashes the check against available funds of the donee) or presents the check for payment, if it 
is established that: 

01. the check was paid by the drawee bank 
when first presented to the drawee bank for payment; 

02.  the donor was alive when the check was 
paid by the drawee bank; 

03. the donor intended to make a gift; 

04. delivery of the check by the donor was 
unconditional; and 

05. the check was deposited, cashed, or 
presented in the calendar year for which completed gift treatment is sought and within a 
reasonable time of issuance. 

(D) Charitable Gifts - Courts have held that checks written to 
charitable organizations before death, but not clearing the bank until after death, were 
deductible on the decedent's final income tax return and not includable in the gross estate. 

 

V. Schedule D – Insurance on the Decedent’s Life 

(a) Introduction 

(1) Schedule D is required to be completed if there are any life insurance 
policies on a decedent's life, whether or not they are includible in the decedent's gross estate. 

(A) The term “life insurance: means all kinds of life insurance, 
including whole life policies; term insurance; group life insurance; double indemnity, travel, 
and accident insurance; endowment contracts (before being paid up); and death benefits paid 
by fraternal beneficial societies operating under the lodge system.  
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(B) However, the term does not include refunds of premiums in case 
of suicide, and no-risk, single premium policies combining annuities and life insurance, or  
amounts received under a health policy for reimbursement of medical and similar expenses 
incident to the decedent's last illness. 

(2) Under §2042, proceeds of life insurance on the decedent's life are 
included in the gross estate if they are receivable by the estate or by another for the benefit of 
the estate.  

(3) Insurance proceeds on the decedent's life that are receivable by 
beneficiaries other than the estate must be listed on Schedule D and may also be includible in 
the estate if the decedent possessed incidents of ownership in the policy. 

(4) The value of any insurance includible in the decedent's gross estate 
under any section of the Code other than §2042 should not be reported on Schedule D. This 
includes insurance on the life of another that is includible under §2033, which is reported as 
"other miscellaneous property" on Schedule F, as well as insurance includible under one of the 
lifetime transfer provisions (e.g., transfers taking effect at death, revocable transfers, and 
transfers within three years of death), which is reported on Schedule G. 

(b) Reporting 

(1) For every insurance policy listed on Schedule D, the executor should 
provide the following in the "Description" column:  

(A) Name of the insurance company, and  

(B) Number of the policy.  

(C) The value of the policy should then be entered in the "Value at 
date of death" column. 

(2) NOTE:  While the instructions do not require the name of the beneficiary 
to be entered on Schedule D, some practitioners include it.  

(3) Alternate Value - the value of the insurance entered on Schedule D will 
generally be the same whether the date-of-death value or the alternate valuation date value is 
used. 

(4) Form 712 

(A) A copy of Form 712 (Life Insurance Statement) must be attached 
to Schedule D for every insurance policy listed on that Schedule, even if the proceeds are not 
included in the gross estate.  

(B) Form 712 is obtained from the insurance company and should be 
requested when the claim for the proceeds is made. 

(5) If insurance is not included in the gross estate because the decedent had 
no incidents of ownership in the policy at death, the executor should consider obtaining a 
statement from the insurer to support the estate's claim of ownership of the policy by someone 
else. This statement can be attached to the return along with copies of the application for life 
insurance and any assignments of the policy. 

(c) Direct Payments to the Estate 



 

36 
4218/99999-704 current/55887059v2  ©2016 by George D. Karibjanian.  All Rights Reserved 

(1) Proceeds of a life insurance policy receivable by an executor are 
includible in a decedent's gross estate. 

(2) If the proceeds are payable in a lump sum, the net proceeds received 
(from Form 712, Line 24) are entered in the value (and Alternate Value) column. If the policy 
proceeds are not paid in a lump sum, the value of the proceeds as of the decedent's date of 
death (from Form 712, Line 25) should be entered. 

(d) Indirect Payments That Benefit the Estate 

(1) Insurance proceeds on the decedent's life that are payable to someone 
other than the executor or personal representative are includible in the decedent's gross estate 
if the policy beneficiary is legally obligated to use the proceeds for the estate's benefit (i.e., 
payment of debts, taxes, or other enforceable claims against the estate).  

(2) The amount includible is the amount of the proceeds that the beneficiary 
is obligated to expend on the estate's behalf - the amount so included involves an interrelated 
computation because the amount of proceeds includible is dependent on the estate tax, and 
the estate tax is dependent on the insurance proceeds included in the gross estate. 

(3) If insurance payable to another beneficiary is assigned to a bank or other 
creditor as security for a loan to the decedent, the proceeds of the policy are includible in the 
gross estate to the extent of the obligation. To the extent the insurance proceeds are used to 
pay the balance of the loan, they are included in the decedent's gross estate on Schedule D. 
The balance of the loan is reported on Schedule K. 

(e) Inclusion as a result of “Incidents of Ownership” 

(1) Life insurance proceeds payable to a beneficiary other than the insured's 
estate are included in the insured's estate if the insured, at the time of death, possessed any 
incidents of ownership in the policy, exercisable either alone or in conjunction with another 
person. The amount includible is the value of the proceeds received by the beneficiary at the 
insured's death. 

(2) “Incidents of Ownership” is essentially the right of the insured or the 
insured's estate to the economic benefits of the policy. 

(3) The right to policy dividends is not an incident of ownership (Estate of 
Jordahl, 65 TC 92 (1975), acq. 1977-1 CB 1); CCA 201328030). However, if dividends are paid 
in cash because the policy is fully paid-up, or if the insured receives the dividends but is not 
required to pay the premiums, the incidents of ownership exclusion could be at risk. 

(4) Indirect Control 

(A) It is not necessary for the decedent to have direct ownership of 
the policy to have an incident of ownership. The term refers to the insured's right to (or the 
ability to alter) the economic benefits of the policy.  

(B) Therefore, the insured may-possess incidents of ownership in the 
policy by retaining the right to change the beneficiary, surrender or cancel the policy, assign 
the policy, revoke an assignment, or pledge or borrow against the policy.  

(C) However, a non-fiduciary power to acquire from a trust an 
insurance policy on the insured's life by substituting property of equivalent value is not, by 
itself, an incident of ownership that causes inclusion in the gross estate if the trustee is 
required under state law to ensure the grantor complies with the terms of the power. 
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(D) An insured's power to cancel insurance by terminating 
employment is a collateral consequence of the power that every employee has to terminate 
employment. Therefore, when the power to cancel an insurance policy is exercisable only by 
terminating employment, it is not deemed to be an incident of ownership.  Similarly, the right 
to convert a group policy to an individual policy when employment is terminated is not an 
incident of ownership. 

(E) The insured possesses an incident of ownership even if he or she 
is physically or mentally incapable of exercising the right or power that creates the incident of 
ownership. An incident of ownership also includes a reversionary interest in a policy or its 
proceeds. If there is a possibility the policy or its proceeds may return to the insured or his 
estate or become subject to a power of disposition, the insured has a reversionary interest in 
the policy. If the value of the reversionary interest is more than 5% of the value of the policy 
immediately prior to the insured's death, the proceeds are includible in the insured's gross 
estate. 

(5) Incidents of Ownership as a Trustee 

(A) A decedent will be deemed to have incidents of ownership in a life 
insurance policy on his or her life held by a trust for which he or she is a trustee if, under the 
terms of the policy or the trust, the decedent possesses the power to alter the beneficial 
ownership of the policy.  

(B) A distinguishing factor provided by the courts and the IRS in their 
interpretation of this regulation is whether the insured transferred the policy to the trust.  

(C) The decedent will be deemed to have incidents of ownership over 
an insurance policy on the decedent's life when his or her powers are held in a fiduciary 
capacity and he or she transferred the policy, or any of the consideration for purchasing and 
maintaining the policy, to the trust. 

(D) Additionally, if the trust instrument requires the trustee to use 
the insurance proceeds to pay estate taxes, the amount used to pay the tax is included in the 
gross estate.  

(E) However, if the power exercisable by the trustee cannot be 
exercised for the trustee's benefit and he or she did not transfer the policy, or make any of the 
contributions for maintaining the policy to the trust (and the transfer of the trust powers to the 
insured was not the result of a prearranged plan), the insured will not be deemed to possess 
incidents of ownership in the policy. 

(6) If the incidents of ownership can only be exercised jointly with another 
person, the insured possesses incidents of ownership. Incidents of ownership are attributed to 
the insured even if the person whose assent is needed has an adverse interest to the insured. 

(f) Incidents Owned by a Corporation 

(1) Generally, incidents of ownership of a life insurance policy held by a 
corporation on the life of a shareholder will be attributed to a shareholder who owns more than 
50% of the corporation's voting stock. 

(2) However, incidents of ownership will not be attributed to a more than 
50% shareholder if the proceeds are payable to the corporation. 

(g) Insurance Proceeds Paid to an Ex-Spouse 
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(1) The gross estate includes life insurance proceeds paid directly to a 
decedent's former spouse if, under the divorce decree, the decedent is required to name the 
divorced spouse as beneficiary of one or more life insurance policies on the decedent's life and 
maintain the policies until the former spouse's death or remarriage. (At that time, the proceeds 
become payable to the decedent or the decedent's estate.)  

(2) However, the obligation to pay the proceeds to the former spouse 
represents an indebtedness of the estate that is deductible on Schedule K (Debts of the 
Decedent, and Mortgages and Liens). 

 

VI. Schedule E – Jointly Owned Property 

(a) Introduction 

(1) Schedule E is used to report property owned by the decedent as joint 
tenant with right of survivorship. Tenancy in common interests and other types of co-
ownership without a survivorship feature are not reported on this schedule.  

(2) Jointly owned property on Schedule E is classified into two types-
property owned jointly with the surviving spouse (and no other person) and property owned 
jointly with third persons. 

(b) Reporting 

(1) Schedule E is used to report any property in which the decedent held an 
interest as a joint tenant with the right of survivorship or as a tenant by the entirety at death, 
regardless of whether the interest is includable in the gross estate.  

(2) Thus, these forms of jointly held property of whatever kind or character, 
whether real estate, personal property, bank or brokerage accounts is includable on Schedule 
E.  

(3) Property that is jointly owned but lacks a survivorship characteristic, 
such as tenancy in common property or community property held by a decedent and a 
surviving spouse, should be reported on the appropriate schedule for the type of property 
owned (e.g., real estate on Schedule A, and bank accounts on Schedule C). 

(c) Qualified Joint Interests 

(1) For joint interests created after 1976, the gross estate includes half of the 
value of a qualified joint interest between spouses, regardless of the amount of consideration 
provided by each spouse.  

(2) A qualified joint interest is any interest in property held by a decedent 
and spouse (both of whom are U.S. citizens) as tenants by the entirety or joint tenants with the 
right of survivorship where the spouses are the only joint tenants. (If the spouses are not the 
only joint tenants, the property is reported in Part 2 of Schedule E.) in addition, both spouses 
must be U.S. citizens.  

(3) Qualified joint interests between spouses are reported on Schedule E, 
Part 1. 

(4) The property is described in the same manner as required for Schedules 
A, B, C, and F for the type of property involved (Le., stocks are listed as prescribed in the 
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instructions to Schedule B). The full value of the property is entered in the "Value at date of 
death" column, or If the alternate valuation is elected, in the "Alternate value" column, even 
though only half the value is includable in the gross estate. 

(5) Pre-1977 Joint Interests 

(A) Contribution can be traced to determine ownership percentages 
(see, for example, Gallenstein, 975 F.2d 286 (6th Cir. 1992)) 

(B) For joint interests created after 1976, as long as the married 
couple were the sole owners of property held as joint tenants or tenants by the entirety, and 
the creation of the joint interests was a gift, only half the property's value was included in the 
gross estate of the first spouse to die.  

(C) In 1978, §2040 was amended to allow a couple to elect this 50% 
inclusion rule for joint interests created prior to 1977. For decedents dying after 1981, §2040(b) 
eliminates the requirement that the creation of the joint interest must be a gift before the 50% 
inclusion rule would apply.  

(6) If another person has an interest in the property other than as a joint 
tenant (i.e., tenant-in-common), and the spouses' interest is held as joint tenants, the joint 
interest of the spouses is a qualified joint interest. 

(7) If the decedent held property in joint tenancy with a spouse who is not a 
U.S. citizen, the joint interest is not a qualified joint interest and the amount included in the 
decedent's gross estate is determined by the amount of consideration furnished by each spouse 
and reported on Schedule E, Part 2. 

(d) Debt as Consideration 

(1) The determination of the amount of consideration furnished when 
property is acquired with debt depends on whether the acquisition debt was recourse debt (i.e., 
parties are personally liable) or nonrecourse debt (i.e., debt secured solely by the property 
acquired).  

(2) If the property was acquired with recourse debt, the surviving joint 
interest owner's total contribution to the property's purchase is the sum of the payments to 
purchase the property, subsequent mortgage payments, and a proportionate share (i.e., 50% if 
there are two equal joint owners) of the outstanding mortgage balance (Rev. Ru!. 79-302). 

(3) If joint tenants are not personally liable for debt used to acquire jointly 
owned property (i.e., nonrecourse debt), the unpaid balance of the debt is excluded when 
determining the amount of consideration furnished. However, the unpaid balance reduces the 
value of the secured property before applying the consideration furnished percentage to 
determine the amount includable in the decedent's estate. 

 

VII. Schedule F – Other Miscellaneous Property Not Reportable under Any Other 
Schedule 

(a) Introduction 

(1) All items includable in the decedent's gross estate and not reportable on 
any other schedule should be reported on Schedule F.  
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(2) The questions at the top of Schedule F must be answered and the 
schedule attached to the estate tax return even if no assets are required to be reported on the 
schedule.  

(3) Because this is the "everything else" schedule, the risk of reportable 
items being accidentally omitted is greater for Schedule F than for any other schedule. The 
preparer should follow the same consistency principle that estate tax examiners do. For 
example, does it make sense for an expensive home to be furnished with $1,000 of furniture?  
Should the estate of a wealthy owner of a clothing boutique report little or no clothing and 
jewelry? Should the estate of an electrical engineer report something in the way of electronic 
gadgets (e.g., multi-media equipment or computers)? 

(b) Household Goods and Personal Effects 

(1) Household goods and personal effects include furniture, appliances, 
clothing, lawn equipment, and tools. This is one group of assets that should generally be found 
on every estate tax return.  

(2) IRS examiners may look at Schedule F as a reflection of the decedent's 
standard of living, as determinable from the entire return. Examiners may look for a lack of 
consistency in reporting items on Schedule F in a way that does not appear to reflect the 
decedent's financial and social status. 

(3) A room-by-room itemization of the decedent's persona! effects should be 
entered on Schedule F, with all items in the same room with a value in excess of $100 listed 
separately. (Items in the same room that have a value less than $100 can be grouped together 
as one item.)  

(4) In lieu of a room-by-room itemization, Treas. Reg. §20.2031-6(a) provides 
that the executor may furnish a statement, under penalties of perjury, setting forth the 
aggregate value of the household goods and personal effects, as appraised by a competent 
appraiser or by a dealer that deals in the class of personalty involved (e.g., a jewelry appraisal 
from a jeweler). 

(5) Household goods and persona! effects should be valued at their fair 
market value (i.e., willing buyer and willing seller, neither under any compulsion to act and 
both possessing reasonable knowledge of the relevant facts) in the market in which normally 
sold to the public. Therefore, the decedent's auto(s) should be valued at retail, not the 
wholesale purchase price for a used car dealer.  

(6) Rev. Proc. 65-19 - when an Item is sold through a newspaper classified 
ad or at a public auction, the price at which it is sold will be presumed to be its retail selling 
price if the sale occurs within a reasonable period following the valuation date, and there are 
no substantial changes in market conditions. 

(7) When the executor desires to sell or distribute all or a portion of the 
decedent's household goods or personal effects prior to inspection by the IRS, notice should be 
given to the IRS. Statements regarding valuation of household and personal effects should be 
filed with the Department of the Treasury, Internal Revenue Service, Cincinnati, OH 45999 
(check www.irs.gov and search "Where to file" for updates of where to file). The executor 
provides notice by filing a statement made under penalties of perjury that the appraisal is a 
complete listing of the property and was appraised by a competent appraiser. A copy of the 
appraisal should be attached to the statement. The IRS will notify the executor whether a 
personal inspection is necessary. 

(8) Jewelry and Other Collectibles 
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(A) Under Treas. Reg. §20.2031-6(b), if the decedent's household and 
personal effects include items with artistic or intrinsic value in excess of $3,000 (e.g., jewelry, 
furs, silverware, paintings, etchings, engravings, antiques, books, vases, oriental rugs, coin or 
stamp collections) an appraisal must be filed with the return.  

(B) The appraisal must be accompanied by an executor's statement, 
made under penalties of perjury that the list of collectibles is complete, and the appraiser is 
qualified.  

(C) To monitor compliance with this requirement, Schedule F, 
question 1, asks the following: 

Did the decedent own any works of art, items, or any collections 
whose artistic or collectible value at date of death exceeded 
$3,000? 

(D) Requesting an IRS Statement of Value for Art 

(i) To assist the taxpayer in substantiating the value of art 
items, the Service has issued a procedure explaining how to request a Statement of Value from 
the IRS (Rev. Proc. 96-15). The procedure applies to an Item of art with an appraised value of 
$50,000 or more. Art includes paintings, sculpture, watercolors, prints, drawings, ceramics, 
antique furniture, decorative arts, textiles, carpets, silver, rare manuscripts, historical 
memorabilia, and other similar objects. 

(ii) While the taxpayer is not required to request a Statement 
of Value. if one is requested, it must be attached to Form 706 whether or not the taxpayer 
agrees with the IRS's determination of the art item's value.  

(iii) In addition, the IRS monitors Statement of Value reports 
received and looks for discrepancies when the return is filed. 

(iv) The request must be made before filing the return (I.e., 
Form 706 or 709) reporting the Item and must include the following: 

(I) A user tee ($5,400 for the first three art items plus 
$270 for each additional art item). 

(II) A copy of the appraisal.  The appraisal cannot be 
made more than 60 days before the valuation date (i.e., date of death). (Note: The revenue 
procedure includes specific items needed in the appraisal.) 

(III) The date of death (or the alternate valuation date, 
if applicable). 

(IV) A description of the art item. 

(V) The cost, date, and manner of acquisition of the art 
item. 

(VI) The location of the Area or Territory Office that has 
or will have examination jurisdiction over the return (not the Service Center where the return is 
filed). 

(v) The IRS will ordinarily issue the Statement of Value 
between six months to one year after it receives the completed request for the statement. The 
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taxpayer may withdraw a request for a Statement of Value at any time before it is issued by the 
Service. 

(vi) If the IRS agrees with the value reported on the taxpayer's 
appraisal, it w!!! issue a Statement of Value approving the appraisal.  

(vii) If the IRS disagrees with the value reported on the 
taxpayer's appraisal, it will issue a Statement of Value with the IRS's determination of value 
and the basis for its disagreement with the taxpayer's appraisal. 

(9) Safe Deposit Box Contents 

(A) Individuals often rent safe-deposit boxes as a secure place to 
store their valuables 

(B) Schedule F, question 3, asks:  Did the decedent at the time of 
death have, or have access to, a safe-deposit box? If the decedent owned or had access to a 
safe-deposit box, question 3 should be answered "yes," and the location of the box should be 
provided.  In addition, if the box was held jointly with another, the name and relationship of 
the joint depositor should be disclosed.  

(C) Generally, all of the contents of the safe-deposit box (of any value) 
should be disclosed on Schedule F or elsewhere in the estate tax return (e.g., stocks on 
Schedule B).  

(D) If any assets included in the box are not reported on the estate 
tax return, a detailed explanation as to why they are omitted should be provided. 

(c) Bonuses, Awards, and Other Rights to Payments for Services 

(1) Bonuses and awards, as well as any other rights to payments for services 
performed before death, paid by the decedent's employer included in the decedent's gross 
estate are reportable on Schedule F.  

(2) To identify employer payments that have been excluded from the 
decedent's gross estate (presumably to scrutinize the terms and conditions of the payment), 
Schedule F, question 2, asks: 

Has the decedent's estate, spouse, or any other person, received (or will 
receive) any bonus or award as a result of the decedent's employment or 
death? 

(3) If a bonus or award was (or will be) paid, question 2 should be answered 
yes, and a statement detailing the circumstances surrounding the payment should be attached 
to Schedule F. The explanation is required even if the payment has been included in the 
decedent's gross estate. 

(4) A death benefit paid by a decedent's employer is generally excluded from 
the decedent's gross estate if the payment is discretionary, and the deceased employee had no 
enforceable right to the payment. However, if the payment is merely the continuation of the 
decedent's salary or other compensation to which he or she was entitled, the amount is 
included. 

(d) Unincorporated and Other Business Interests. 
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(1) If the decedent owned an unincorporated business (e.g.; a sole 
proprietorship) or an interest in a partnership or limited liability company taxed as a 
partnership, these interests are reported on Schedule F.  

(2) To emphasize the importance of reporting these interests, Form 706, 
Page 3; Part 4 (General Information), asks two questions: 

(A) Question 11a asks: 

Did the decedent, at the time of death, own any interest in a 
partnership (for example, a family limited partnership), an 
unincorporated business, or a limited liability company; or own 
any stock in an inactive or closely held corporation? 

(B) If the response to question 11a is “yes," question 11b asks: 

Was the value of any interest owned discounted on this estate tax 
return? If “Yes," see the instructions on reporting the total 
accumulated or effective discounts taken on Schedule F or G. 

(3) Sole Proprietorships 

(A) The value of a decedent's sale proprietorship is included on 
Schedule F.  

(B) The sole proprietorship's value will generally be determined by 
appraisal. The same criteria used in the valuation of closely held corporations should be 
applied to unincorporated businesses. 

(4) Partnership Interests 

(A) Partnership interests, including limited liability companies taxed 
as partnerships, are reported on Schedule F unless the partnership interest is jointly owned.  

(B) If an established market exists for the interest (as in the case of a 
publicly traded partnership), its value is generally considered to be its trading price on the date 
of death (or the alternate valuation date).  

(C) When an established market does not exist, the interest's value is 
based on the amount a willing buyer would pay a willing seller, neither being under any 
compulsion to buy or sell and both having knowledge of all relevant facts. 

(D) This value is generally determined by an appraisal. Relevant 
considerations in determining the value of a nontraded partnership interest include: 

(i) The value of the partnership's underlying assets,  

(ii) Minority interest discounts, 

(iii) Restrictions on transferability, 

(iv) The economic outlook in the particular industry, 

(v) The partnership's position in the industry and 
management, 
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(vi) Priorities for distributions, and 

(vii) Buy/sell agreements with the remaining partners. 

(e) Decedent's Interest in Qualified Terminable Interest Property (QTIP) 

(1) The practitioner should make every effort to obtain Form 706 for the 
predeceased spouse from the family or request a copy from the IRS.  

(2) A review of the first-to-die Form 706 will reveal the assets included in the 
marital deduction and whether the QTIP election was made. A review of the predeceased 
spouse's return may also highlight inconsistencies in the holdings of the current decedent (e.g., 
missing assets or unreported gifts). 

(3) If at the time of death, the decedent possessed a qualifying income 
interest in property, there is a presumption that a marital deduction was taken on the original 
transfer. The executor can rebut the presumption by: 

(A) Producing the estate or gift tax return on which the original 
transfer was made and showing that no marital deduction was claimed; 

(B) Establishing that no return was required to be filed on the 
original transfer because the value of the first spouse's estate was below the filing threshold; or 

(C) Demonstrating that the initial transfer occurred prior to the 
effective date of the QTIP provisions (i.e., January 1, 1982). 

(4) To the extent the marital deduction claimed on the initial transfer was for 
less than the entire interest in the property (i.e., a fractional or percentage share in the 
property or a partial QTIP election), the amount includable is the FMV of the property on the 
second-to-die spouse's death multiplied by the fractional or percentage share for which the 
marital deduction was claimed. 

(f) Insurance on the Life of Another 

(1) The value of an insurance policy owned by the decedent on the life of 
another is reported on Schedule F of Form 706.  

(2) Question 9b, Page 2, Part 4 of Form 706 (General Information) asks: 

Did the decedent own any insurance on the life of another that is not 
included in the gross estate? 

If the answer is yes, attach a Form 712 (Life Insurance Statement) for the 
policy and explain why the policy was not included.  

(3) Insurance on the life of another is reported on Schedule F by listing the 
name of the insurance company, the policy number, the name of the insured, and the name of 
the beneficiary under the "Description" column.  

(4) A copy of Form 712 (Part II) must be attached to the back of the Schedule 
F for every insurance policy listed on that schedule. Form 712 is obtained from the company 
that issued the policy. 

(5) The value of a life insurance policy is generally its replacement cost at 
the decedent's date of death (i.e., the cost the insurer would charge for a comparable contract). 
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However, the manner in which the replacement cost is determined is dependent on the 
particular type of policy. 

(A) Single Premium Policy.  

(i) The value of a single premium life insurance policy is the 
amount that the insurance company would charge for a single premium contract in the same 
amount on the life of a person the same age as the insured.  

(ii) If the policy has been in effect for some time so that the 
cost of a comparable contract is not reflective of the value of the policy (i.e., replacement cost is 
less than cash surrender value), the policy's value is its interpolated terminal reserve value, w 
which is the amount that the issuer carries on its books as the replacement cost of the policy. 

(B) Whole Life Policy - the value of whole life policies (i.e., policies 
with a cash value) is the sum of the interpolated terminal reserve value and the unexpired 
premium. 

(C) Term Insurance - Since term insurance has no cash value, the 
value of a term policy is the unexpired portion of the premium on the date of the death. 

(6) If the decedent was the co-owner of a second-to-die policy with his or her 
spouse and there is cash value in the policy, this would be reported on Schedule F. 

(g) Reporting Refunds Including Refunds of Income Taxes Due the Estate. 

(1) All refunds due to the decedent are reportable on Schedule F.  

(2) Refunds that typically may be found in an estate are unused utility 
deposits, unexpired newspaper and magazine subscriptions, membership dues, prepaid days 
in a long-term care facility, and prepaid travel arrangements. 

(3) Refunds from a Joint Income Tax Return 

(A) If the decedent was married at the time of death and the refund 
relates to an overpayment of taxes on a joint return, only the decedent's share of the refund is 
included as a claim due the estate.  

(B) Applying the same procedure for determining the decedent's 
share of a joint tax liability, the decedent's share of a joint refund can be determined by 
subtracting the decedent's share of the joint tax liability from the amount of estimated tax 
payments and withholding attributable to the decedent.  

(C) The decedent's share of the joint liability is the joint income tax 
liability multiplied by a fraction, the numerator of which is the decedent's tax liability 
computed as if the decedent had filed married filing separately, and the denominator is the 
total tax computed as if both spouses had filed married filing separately. 

(h) Non-QTIP Trust Interest 

(1) If the decedent was not the grantor or creator of the trust, the trust is 
included on Schedule F if the decedent held a vested (i.e., primary) remainder interest in the 
trust assets. 

(2) If the decedent was not the grantor or creator of the trust and the 
decedent held a contingent remainder interest in the trust assets, rather than a vested 
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remainder interest, the value of the remainder interest is not included in the decedent's gross 
estate. 

(i) Patents and Copyrights. 

(1) Patents, copyrights, and other intangible assets not directly associated 
with a business or business entity are reportable on Schedule F.  

(A) If the patent, copyright, or other intangible asset is used in a 
partnership or unincorporated business, its value will be taken into account in the valuation of 
the business.  

(B) If the patent or copyright is not part of a business, it must be 
reported separately on Schedule F. 

(2) The value of a patent is based on the anticipated income from the patent. 
This value is the present value of the anticipated yearly income from the patent over the 
expected number of years of productive life remaining in the patent. This is usually the 
remaining number of years of patent protection, but could be different depending on the facts 
and circumstances as of the time of the decedent's death. 

(3) The valuation of a copyright is similar to that of a patent. The value is 
based on the anticipated stream of income from the copyright. If the income from the copyright 
is anticipated to decline over time, a declining method or sinking fund method may be more 
appropriate for valuing the copyright. 

(j) Digital Assets 

(1) Intangible assets are by nature difficult to value, but this kind of 
property is becoming an increasingly relevant part of both the decedent's personal and 
business estate. 

(2) Digital assets that are online business enterprises should be valued by a 
qualified appraiser. 

(3) Some digital assets, such as blogs with advertising revenue, Bitcoin or 
PayPal accounts, have economic value. 

(4) Monetary value can also be found in a small business that keeps orders 
and invoices in a password-protected electronic program. An iTunes or Amazon account may 
have value through the massive amount of songs or e-books a user has purchased over their 
lifetime, which may or may not be transferable to other user accounts and may have a 
significant value to the estate. 

(5) Virtual Currency 

(A) The IRS provided guidance in Notice 2014-21 in the form of 
frequently asked questions on the tax treatment of virtual currency, such as Bitcoin.  

(B) Virtual currency is treated as property, not currency, for federal 
tax purposes.  

(C) The value of virtual currency is in U.S. dollars as of the date of 
payment or receipt. 

(k) Claims Due the Decedent 
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(1) Claims held by the decedent are included in the estate.  

(2) Even claims not determined until after death may be includable much 
the way assets not discovered until after death are includable. 

(3) Wrongful death proceeds are excluded from the estate of the decedent 
whose death resulted in the claim. Proceeds are included in the estate to the extent they 
represent damages for pain and suffering or medical expenses. 

(l) Health Savings Accounts 

(1) The remaining balances in health savings accounts (HSAs) and Archer 
medical savings accounts (MSAs) are included in the gross estate of the decedent. 

(2) If someone other than a surviving spouse is named beneficiary or if no 
beneficiary is named, the balance in the HSA is subject to both estate and income taxes 
(because it ceases to be an HSA as of the date of the original owner's death). 

(m) Section 529 Plans (Qualified Tuition Plans) 

(1) Pursuant to Prop. Treas. Reg. §1.529-5(d)(1) and (2), Section 529 plan 
account balances are generally not included in the contributor's gross estate.  

(2) If the contributor makes the election to spread the gift over five years and 
dies during the five-year term, amounts allocated to the periods after the contributor's death 
must be included in his or her gross estate. 

(3) Debatable as to whether these belong on Schedule G or Schedule F; 
because there is no true retained interest, the better reporting would be on Schedule F. 

 

VIII. Schedule G – Transfers During Decedent’s Life 

(a) Introduction 

(1) Certain transfers made by the decedent during his or her lifetime are 
required to be included in the decedent's gross estate at their date of death value on Schedule 
G.  

(2) Lifetime transfers required to be included in the decedent's gross estate 
at date of death value include transfers with a retained life estate, transfers taking effect at 
death, revocable transfers, and certain transfers made within three years of death. 

(3) ln general, deathbed gifts and major transactions conducted just before 
death will likely be scrutinized by the IRS to determine if the gifts were completed and if proper 
gift tax returns were filed or if the gifts were covered by the gift tax exclusion.  

(4) The validity of other transactions finalized close to death, such as sales 
with SCINs, may also be questioned with the potential of adding the asset back to the donor's 
taxable estate as a disguised gift with the addition of penalties and interest.  

(5) Clear descriptions and documentation may answer the questions that 
may otherwise trigger an inquiry from the IRS auditor. 

(b) Transfers with a Retained Life Estate – §2036 
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(1) The date-of-death value of property transferred by a decedent during life 
(other than by bona fide sale) is included in the gross estate if the decedent retained or 
reserved the use, possession, or right to the income from the property, or the right to designate 
who will possess or enjoy the property or its income.  

(2) Retained Income 

(A) The rights must be retained by the decedent for life, for a period 
that cannot be determined without reference to his or her death, or any other period that does 
not end before death.   

(B) For Life 

(i) An interest is considered to be retained for life if it 
continues for a period that cannot be determined without reference to the decedent's death.  

(ii) Thus, if a decedent reserves the right to income from 
transferred property in quarterly payments, and the income between the last quarterly 
payment and the date of death is payable to the remainder beneficiary, the interest is retained 
for a period not ascertainable without reference to death. 

(C) Cannot be Determined Without Reference to Death 

(i) When a decedent's life interest takes effect at the 
expiration of an intervening life estate held by another beneficiary, that interest is held for a 
period not determinable without reference to death. 

(ii) One exception:  in the case of a secondary life estate 
reserved by a donor spouse in QTIP property in that if a donor spouse retains an interest in a 
QTIP (other than a joint and survivor annuity) after transferring the qualifying income interest 
for life to his or her spouse, the retained interest will not cause inclusion of the QTIP in the 
donor spouse's estate. 

(D) Other Period that Does Not End Before Death 

(i) An interest is held for life if it is held for a period that does 
not end before death.  

(ii) Thus, if a decedent retains the income interest for a term 
of years and dies before the expiration of the term, the interest is held for a period that does 
not end before death. 

(3) Retained Right to Income 

(A) When an individual transfers income-producing property but 
retains the right to the property's income for life, for a period (e.g., term of years} that does not 
end before death, or for any period not ascertainable without reference to death, the gross 
estate generally will include the date of death value of the income-producing property. 

(B) Actual receipt of the income is not required for §2036 to cause 
inclusion; it is the right to the income that is the determining factor. 

(4) Retained Right to Use, Possess or Enjoy - §2036(a)(1) 

(A) Sec. 2036 applies not only to retained rights to the income from 
property for life, but also the retained right to use, possess, or enjoy the property for life. 
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(B) Grantor Retained Trusts.  

(i) If a deceased grantor transferred property to a trust 
during his or her life and retained the right to use trust property or to receive an annuity, 
unitrust, or other income payment from the trust (e.g., GRAT, GRUT, GRIT, qualified personal 
residence trust (QPRT), and charitable remainder trust (CRAT or CRUT)), §2036, rather than 
§2039, will generally apply to cause gross estate inclusion. 

(ii) This means that because the regulations specify that 
§2036 will apply rather than §2039, any transfer or relinquishment of a retained interest 
within three years of death must be included in the estate of the deceased granter under 
§2035(a). 

(iii) The portion of the trust's principal includable in the 
decedent's gross estate is that portion necessary to provide the retained use or retained 
annuity, unitrust, or other payment (without reducing or invading principal) as determined 
Treas. Reg. §20.2031-7 (or Treas. Reg. §20.2031-7A, if applicable).  The includable amount 
shall not, however, exceed the FMV of the trust's principal at the decedent's date of death 
(Treas. Reg. §20.2036-1 (c)(2)(i)). 

(iv) The general rule for determining the includable amount is 
to divide the amount of the annuity (or unitrust payment) by the §7520 rate in effect at the 
grantor's date of death (or alternate valuation date, if applicable) . lf the annuity is payable 
other than annually (e.g., monthly), an adjustment factor from Table K of the IRS valuation 
tables must be used.  

(v) Special Rule for QPRT’s – Often a QPRT will allow the 
grantor to retain the right to rent the residence at the end of the trust's term. Although this is 
arguably a retained right to enjoyment that causes inclusion of the property in the grantor's 
estate, the IRS has privately ruled in Priv. Ltr. Ruls. 200822011 and 200825004 that if there is 
no express or implied agreement allowing the grantor to use or direct the use of the property 
after a trust term ends, other than a lease agreement requiring fair market rental rates, the 
property will not be included in the gross estate if the granter outlives the trust term.  Likewise, 
when one spouse transfers his interest in a residence to the other spouse and they continue to 
occupy the residence after the transfer, the co-occupancy does not of itself imply an agreement 
or understanding about retained possession or enjoyment by the donor. The continued use by 
the donor-spouse will not interfere with the donee-spouse's use, possession, or enjoyment of 
the property and will not trigger §2036 (Estate of Gutchess, 46 T.C. 554 (1966), acq. 1967-2 
C.B. 2). 

(C) Family Limited Partnerships 

(i) The IRS has successfully applied §2036(a)(1) to family 
limited partnerships where inappropriate enjoyment over the property transferred to the entity 
was retained and where the bona fide sale exception did not apply. 

(ii) The body of law regarding this is beyond the scope of this 
outline; however, suffice to say, any partnership brought back into the gross estate as a result 
of §2036(a)(1) is reported on Schedule G and not Schedule F because the interest was usually 
not in the physically possession of the decedent. 

(D) Charitable Trusts 

(i) If a decedent transfers property to a charitable remainder 
trust and retains a life annuity or unitrust interest, the value of the interest must be included 
in his or her estate under §2036. 
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(ii) However, since the decedent only retained a right to a 
portion of the property transferred, the amount included in the gross estate under §2036 is the 
proportionate amount of trust principal.  

(iii) The portion of the charitable remainder annuity trust 
(CRAT) includable in the decedent/grantor's gross estate is the portion of the trust necessary to 
yield the annuity payment.  

(iv) The amount included in the gross estate should not, 
however, exceed the value of the trust assets. 

(v) The Charitable Deduction is discussed under Schedule O. 

(5) Retained Right to Control Beneficial Enjoyment - §2036(a)(2) 

(A) Property will be included in a decedent's estate if he or she had 
previously transferred the property but retained the power, either alone or in conjunction with 
another person, to control another person's enjoyment of it or the power to designate who 
receives the property's income.  

(B) The fact that the power can be exercised only with the consent of 
another is immaterial, even if the person is an adverse party (i.e., someone whose interest in 
the trust is diminished if income is distributed).  

(C) Examples 

(i) The typical example of a retained right to control beneficial 
enjoyment occurs when the decedent created a trust, named himself trustee, and gives the 
trustee the discretion to accumulate or distribute income.   

(ii) A less obvious situation occurs when the decedent created 
a trust and retained the unrestricted power to remove or discharge a trustee at any time and 
appoint himself or herself as trustee. In this situation, the decedent is considered as having the 
powers of the trustee, which might include control over distributions. Thus, when the trustee 
has the discretion to accumulate or distribute income and the decedent retained the power to 
remove or discharge a trustee and appoint himself or herself, the trust will be included in the 
decedent's gross estate. 

(D) Note that the value of the trust will not be included in the gross 
estate if the trustee's powers are limited by an ascertainable standard (under state law) in the 
trust instrument because the trustee would not have the discretionary right to distribute 
income. 

(6) Retention of Voting Rights - §2036(b) 

(A) It a decedent transferred stock of a controlled corporation after 
June 22, 1976 (other than by sale), and kept the right to vote the shares (either directly or 
indirectly), the retention of the voting rights is a retained right to control the beneficial 
enjoyment of the transferred property. 

(B) Under this scenario, the value of the transferred stock is included 
in the gross estate under §2036(a).  

(C) The decedent is not considered to possess a right to vote if the 
transferred shares have no voting rights. 



 

51 
4218/99999-704 current/55887059v2  ©2016 by George D. Karibjanian.  All Rights Reserved 

(7) Reciprocal Trusts 

(A) A reciprocal trust (or cross trust) occurs when two family 
members (normally a married couple) each create a trust for the benefit of the other.  

(B) Each transfer is structured in such a way that, if recognized as 
independent, the trust property is excluded from the estate of the person creating the trust.  

(C) The courts and the IRS have generally disallowed reciprocal 
trusts, and the result of the disallowance, for a married couple, is that the trust created by one 
spouse is included in the other spouse's estate. 

(D) The Supreme Court, in Estate of Grace, 395 U.S. 316, 23 AFTR 
2d 69-1954 (1969), reh'g. den. 396 U.S. 881 (1969), stated that application of the reciprocal 
trust doctrine requires that the trusts be interrelated, and that the arrangement "leaves the 
settlers in approximately the same economic position as they would have been in had they 
created trusts naming themselves as life beneficiaries.” 

(8) Self-Cancelling Installment Notes 

(A) Another technique similar to a sale with a retained life estate is a 
self-canceling installment note (SCIN). A SCIN involves the sale of property on the installment 
basis whereby the purchaser's obligation terminates at the seller's death.  

(B) If the sale was for adequate consideration, no value is included in 
the gross estate because there is no note to transfer at death.  

(C) However, the estate incurs taxable income from the obligation's 
cancellation. 

(9) Value of Inclusion 

(A) The amount includable in the decedent's gross estate is the value 
of the transferred property as of the date of death, reduced by the value of any outstanding 
income interest not subject to the decedent's right or interest, as long as the interest is actually 
being enjoyed by someone else at the time of the decedent's death.  

(B) If the decedent retained a right or interest over only a portion of 
the transferred property, only a corresponding portion is included in the gross estate. 

(c) Transfers Taking Effect at Death - §2037 

(1) When a decedent transferred property during his or her lifetime and 
retained a reversionary interest in the property, the value of the transferred property is 
includable in the gross estate if two conditions are met: 

(A) Possession or enjoyment of the property subject to the 
reversionary interest could be obtained only by surviving the decedent; and 

(B) The value of the reversionary interest immediately before the 
decedent's death exceeded 5% of the value of the entire property. 

(2) Reversionary Interest 

(A) A reversionary interest generally refers to any right under which 
transferred property will or may be returned to the transferor. It does not matter whether the 
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reversionary interest arises by the express terms of the instrument of transfer or by operation 
of law.  

(B) A reversionary interest exists if there is a possibility that the 
transferred property will return to the decedent or his estate, or become subject to a power of 
disposition by the decedent.  

(C) A reversionary interest does not include: 

(i) The possibility that the decedent will receive rights to 
income only, such as the right to receive income from a trust after the death of another. 

(ii) Nor does it include the possibility that the decedent will 
reacquire the property through inheritance. 

(3) Conditioned on Surviving the Decedent 

(A) A requisite condition for a reversionary interest to be included in 
a decedent's gross estate is that a beneficiary can obtain possession or enjoyment of the 
property only by surviving the decedent.  

(B) Reversionary interests not dependent on surviving the decedent 
are not includable in the gross estate under §2037, although they may be includable under 
§2033 as property in which the decedent possessed an interest at death. 

(4) Value of Reversionary Interest 

(A) For the value of property transferred during the decedent's life to 
be includable in the decedent's gross estate, the value of the reversionary interest, immediately 
before death, must exceed 5% of the property's value.  

(B) The value of a decedent's reversionary interest is the present 
value of the interest at the moment before death, without regard to whether the executor 
elected the alternate valuation date. 

(5) Includible Value 

(A) lf the value of the decedent's reversionary interest exceeds 5% of 
the value of the property, the property's value, less the value of the intervening life estate, is 
includable in the decedent's gross estate. 

(B) If the decedent retained a reversionary interest in only part of the 
property, only that part is includable in the gross estate. 

(d) Revocable Transfers - §2038 

(1) If a decedent transferred property during his lifetime (other than by a 
bona fide sale) but retained the power to alter, amend, revoke, or terminate the enjoyment of 
the transferred property, the value of the property is includable in his gross estate. 

(2) Sec. 2038 is applicable to any power affecting the time or manner of 
enjoyment of the property or its income, even if exercise of the power does not benefit the 
donor.  Thus, a power to revoke or terminate a trust is sufficient to cause the property to be 
included in the decedent's gross estate. Other examples of a §2038 power include the power to 
change beneficiaries or to hasten or increase any beneficiary's enjoyment of the property. 
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(3) While a general description of the trust and the aggregate value of the 
trust's assets are listed on Schedule G, the supporting documents need to include a complete 
description of the trust's assets with valuations. 

(4) UTMA Accounts 

(A) Transfers to Uniform Transfers (or Gifts) to Minors Act (UTMA) are 
not considered to be completed gifts because technically they are revocable, so therefore, such 
transfers are includible in the donor’s gross estate if the donee has not reached the age of 
majority by the date of death.  

(B) It does not matter if the transferor of the property was the initial 
custodian or became the successor custodian (Rev. Rul. 70-348). The property will be included 
in the estate of the donor even if that person was not the initial custodian, so long as that 
person is serving as custodian at the time of death. 

(5) Powers Held as Trustee 

(A) The fact that a decedent was the trustee of a trust does not in 
itself cause all trust property to be included in the estate under §2038 (or §2036); when a 
decedent was trustee, or had the power to remove or replace a trustee, application of §2038 
depends on whether the trustee has the power to alter, amend, revoke, or terminate the 
enjoyment of a property interest.  

(B) The trustee's exercise of normal fiduciary powers will not trigger 
§2038.  

(C) In addition, if the decedent's powers were limited by an 
ascertainable standard, such as the right to invade corpus for a beneficiary's health, education, 
maintenance, and support, §2038 will not cause inclusion.  

(D) The fact that a decedent shared the power with one or more co-
trustees will not change this result, regardless of whether the other trustee is independent or is 
considered adverse (e.g., is a beneficiary whose interest would be adversely affected by the 
power). 

(6) Power to Substitute Trust Property.  

(A) Under Rev. Rul. 2008-22, if the grantor of a trust holds a non-
fiduciary power to replace trust assets with assets of equivalent value, the trust assets will not 
be includable in the grantor's gross estate under §2036 or §2038 if the following conditions are 
met: 

(i) The trustee has a fiduciary obligation (under local law or 
the trust instrument) to ensure the grantor's compliance with the terms of the substitution 
power by satisfying itself that the properties acquired and substituted by the grantor are in fact 
of equivalent value, and 

(ii) The substitution power cannot be exercised in a manner 
that could potentially shift benefits among the trust beneficiaries.  The IRS has indicated that a 
substitution power will not be treated as though it could shift benefits among the trust 
beneficiaries if: 

(I) The trustee has both the power (under local law or 
the trust instrument) to reinvest the trust principal and a duty of impartiality when dealing 
with the trust beneficiaries; or 
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(II) The nature of the trust's investments or the level of 
income produced by any or all of the trust's investments does not impact the respective 
interests of the beneficiaries, such as when the trust is administered as a unitrust or when 
distributions from the trust are limited to discretionary distributions of principal and income. 

(7) Gifts Under a Power of Attorney 

(A) Non-Durable Power:  Gifts made by an attorney in fact using a 
nondurable power of attorney at a time when the decedent was incapacitated are voidable, and 
are not completed gifts and are included in the decedent's gross estate under §2038 (see Priv. 
Ltr. Rul. 8623004). 

(B) Durable Power 

(i) When gifts are made using a durable power of attorney at 
a time when the decedent was incapacitated, the IRS and the courts rely on factors such as the 
intent of the person granting the power, state law, the scope of the powers granted by the 
principal (as evidenced by the instrument), and possibly the principal's prior gifting record to 
rule on whether a gift made by an attorney in fact of the principal is a valid gift.  

(ii) Unless the terms of the power of attorney expressly 
authorize gift giving, the IRS may contend the gifts are unauthorized under state law, and 
hence, revocable transfers, which would cause the property to be included in the gross estate 
for estate tax purposes under §2038. 

(C) In the absence of a specific gifting power in the power of attorney, 
TAM 199944005 identifies the following factors that would lead it to believe a state court would 
likely determine that gifts made by an agent on behalf of a decedent were authorized under a 
power of attorney: 

(i) The language of the power of attorney is sufficiently broad 
to make it a general power of attorney, which empowers the agent to transact all business the 
principal could perform if present. 

(ii) The value of the gifts made by the agent was small relative 
to the value of the decedent's estate. 

(iii) The principal was not economically or otherwise 
disadvantaged by the gifts made by the agent. 

(iv) The gifts made by the agent on behalf of the decedent were 
consistent with the decedent's intent, as expressed in the decedent's will. 

(v) Over the years, the decedent made a number of gifts, 
several of which were substantial. Thus, the gifts made by the agent on behalf of the decedent 
were consistent with the decedent's history of gift giving. 

(8) Includible Amount 

(A) The amount includable in the gross estate when §2038 applies is 
the value of the interest subject to the reserved power.   

(B) Thus, if a decedent retained the power to allocate the principal 
among remainder beneficiaries, but the income beneficiary's interest was assured (i.e., not 
subject to any reserved power), only the value of the remainder interest would be included in 
the gross estate. 
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(e) Transfers Made Within Three Years of Death - §2035 

(1) Transfers with a retained life estate, transfers taking effect at death, and 
revocable transfers, as well as life insurance policies, are required to be included when the 
decedent disposed of the power, property or interest within the three-year period preceding 
his/her death.  

(2) Transfers made within three years of death are also included in the 
decedent's gross estate for other purposes, such as to determine any of the following: 

(A) Whether the value of stock included in the decedent's gross estate 
meets the percentage requirements for a §303 redemption of stock to pay death taxes. 

(B) Whether the decedent's estate qualifies to elect special use 
valuation of farm or closely held business real property. 

(C) The property that is subject to the estate tax lien provided by 
Subchapter C of Chapter 64 of the Code. 

(D) If the estate qualifies to defer payment of estate tax related to a 
closely held business interest. 

(3) Gifts within three years of death that would be includable in the gross 
estate for the previous purposes (except for life insurance gifts) are not includable if they are 
not required to be reported on a gift tax return, unless the reason the return is not required is 
that the gift qualifies for the marital deduction. 

(4) Gifts from Revocable Trusts.   

(A) The grantor may direct the trustee to transfer property from the 
revocable trust to his or her children, grandchildren, or other intended donees; although made 
within three years of the grantor's death, these transfers are not included in the grantor's gross 
estate under since the grantor has not relinquished or revoked a power over the trust's 
property.  

(B) Instead, the transfers are trust distributions to the grantor and 
subsequent gifts from the grantor. 

(5) Payment of Life Insurance Premiums - an insured's payment of 
premiums within the three-year period preceding death on a life insurance policy in which no 
incidents of ownership are possessed is not a constructive transfer of the policy within three 
years of death, so the proceeds of the policy are not included in the insured's gross estate at 
death. 

(6) Transfer of Life Insurance Policy on Life of Another.  

(A) The value of an insurance policy on the life of another owned by 
the decedent is included in the decedent's gross estate under §2033; however, the Schedule G 
instructions make reference to reporting insurance on the life of another on Schedule G, which 
would imply that insurance on the life of another could be included in the decedent's gross 
estate if transferred within three years of death.  

(B) This, however, is unlikely and not an intended result, as §2035 
does not apply to an outright transfer within three years of death of a policy on the life of 
another because a policy on the life of another is not subject to §2042.  
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(7) Transfers within Three Years of Death for which Gift Splitting Was 
Elected 

(A) When gift splitting is elected on a transfer and the transfer is 
included in the gross estate of the donor spouse under §2035, the full value of the transfer is 
reported on the donor's Schedule G and not one-half of the value of the transfer. 

(B) The "adjusted taxable gifts" of the consenting spouse (at his or 
her death) do not include the consenting spouse's half of the split gift made by the donor 
spouse. 

(C) In addition, any part of the gift tax payable by the consenting 
spouse on his or her half of the split gift that was allowed as a reduction of the donor spouse's 
tentative tax is not allowed as a reduction of the tentative tax of the consenting spouse. 

(8) Gift Taxes on Gifts Made within Three Years of Death. 

(A) Although the portion of the gift subject to gift taxes is included as 
an adjusted taxable gift under the unified estate and gift transfer tax system, absent §2035(b), 
the decedent's estate would be reduced by the amount of gift taxes paid on these transfers.  

(B) Thus, gift taxes paid by the decedent or the decedent's estate on 
transfers (by the decedent or his or her spouse) made within three years of death are required 
to be included in the decedent's gross estate. 

(C) The date of the gift, not the date of payment of the gift tax, 
determines whether the gift taxes paid are included in the gross estate. 

(D) Report the total value of the gift taxes paid by the decedent or the 
estate on gifts made by the decedent (or spouse) within three years before death on Schedule 
G, Item A, and attach an explanation and computation of the includable gift taxes if the entire 
gift tax shown on any Form 709 filed within three years of death is not included in the gross 
estate. Also attach copies of any gift tax returns filed by the decedent (or the decedent's spouse, 
if applicable). 

(E) When multiple gifts are made during a year and only a portion of 
these gifts are made within three years of death, the taxes paid on the transfers made within 
three years of death should be computed on a FIFO basis. Thus, if the gifts during the year are 
subjected to more than one marginal tax rate, the taxes paid on gifts made within three years 
of death may have to be computed at the higher marginal tax rate. 

 

IX. Schedule H – Powers of Appointment 

(a) Introduction 

(1) A power of appointment determines who will own or enjoy the property 
subject to the power and when they will own or enjoy it. This power is created when one person 
(the donor) confers on another (the donee, possessor, or holder), by will, trust, or other 
instrument, the right to designate who will own or enjoy certain property or an interest in the 
property at some future time.  

(2) A power that is reported on Schedule H must be created by someone 
other than the decedent. A power reserved by the decedent or created or held on property 
transferred by the decedent is not a power of appointment that is reported on Schedule H. 
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(3) It does not matter whether a power is actually called a power of 
appointment in a legal document.  It also does not matter if the term is used in local property 
law. What matters is that the power exists in substance and effect. The value of property over 
which the decedent holds a general power of appointment is includable in the decedent's gross 
estate under §2041 and is reported on Schedule H. 

(b) General Powers - Generally 

(1) A general power of appointment is a power exercisable in favor of the 
holder, the holder's estate, the holder's creditors, or the creditors of the holder's estate.  

(2) General powers include the unlimited power to consume, invade, or 
appropriate income, principal, or both for the benefit of the power holder.  

(3) A holder is not required to have the power to appoint property to all of 
the categories enumerated previously for an instrument to be treated as a general power of 
appointment - all that is necessary is for the holder to have the power to appoint property to 
any one of the powers. For example, a Crummey power is a general power of appointment when 
the holder has a right to demand a trust distribution in his or her favor. 

(c) The existence of a general power of appointment is not always obvious.  

(1) General powers of appointment may include options to designate or 
change beneficiaries under profit-sharing or retirement plans and settlement options under 
insurance contracts.  

(2) A general power of appointment may also be created with a power of 
attorney designation if the appointed agent has the authority to make unrestricted gifts, 
including gifts to himself.  

(3) A trustee will be deemed to have a general power of appointment over 
trust property when, 

(A) The trustee is a beneficiary and has an unrestricted right to 
distribute income or principal,  

(B) The trustee has a reminder interest in the trust and has 

an unrestricted right to distribute income or add it to principal, and 

(C) The trustee is a remainder beneficiary and has the unrestricted 
right to terminate the trust. 

(d) Partial Power Treated as General Power.  

(1) According to the Form 706 instructions, a part of a power may be treated 
as a general power of appointment if the power: 

(A) May only be exercised by the decedent in conjunction with 
another person; and 

(B) Is also exercisable in favor of the other person (in addition to 
being exercisable in favor of the decedent, the decedent's creditors, the decedent's estate, or the 
creditors of the estate). 
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(2) Under this scenario, the gross includes an amount determined by 
dividing the value of the property by the number of persons (including the decedent) in favor of 
whom the power is exercisable. 

(e) Excluded Powers.   

(1) The following powers are specifically excluded from the definition of a 
general power of appointment: 

(A) A power to consume or invade property where this power is 
limited by an ascertainable standard relating to health, education, support, or maintenance. 

(i) The regulations list "support," "support in reasonable 
comfort," "maintenance in health and reasonable comfort," and "support in an accustomed 
manner of living" as examples of acceptable ascertainable standards.  

(ii) In addition, the terms support and maintenance are not 
limited to the bare necessities of life.  

(iii) However, a power to use property for the "comfort, welfare, 
or happiness" of the power holder is not considered limited by an ascertainable standard. 

(iv) Whether the holder is required to first exhaust other 
sources of income is not important in determining whether a power is limited by an 
ascertainable standard. Rather, in determining whether a power to invade principal is limited 
by an ascertainable standard, the test is the "measure of control" over the property; i.e., 
whether the exercise of the power is restricted by definite bounds. The fact that the amount of 
property that could be consumed for the benefit of the holder is not measurable or predictable 
is irrelevant. 

(B) A power created on or before October 21, 1942 and exercisable 
only in conjunction with another person. 

(C) A power created after October 21, 1942 if exercisable only in 
conjunction with another person who: 

(i) Is the creator of the power,  

(ii) Has a substantial adverse interest, or 

(iii) Is a permissible appointee of the property, but only to the 
extent of that person's pro rata fractional interest in the property. 

(2) When co-trustees (which include a decedent) have discretionary power to 
distribute principal to all beneficiaries (which include the decedent), the decedent does not 
have a general power of appointment if the trust instrument prohibits the decedent from 
participating in the decision to exercise the power in his or her favor.  

(3) The power to manage, invest, control assets, and allocate receipts and 
disbursements, when exercised only in a fiduciary capacity, is not a power of appointment.  

(4) The IRS has also ruled there was no power of appointment where the 
abilities of a beneficiary to remove or discharge a trustee were restricted by additional 
provisions in the trust documents and trustee bylaws.  
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(5) A power to amend only administrative provisions of a trust that cannot 
substantially affect the beneficial enjoyment of the trust income or principal is not a power of 
appointment. 

(f) Reporting Requirements 

(1) Form 706, Question 14 of Part 4, General Information, asks: 

Did the decedent ever possess, exercise, or release any general power of 
appointment? 

(2) If the answer to the question is yes, Schedule H is required to be 
completed and a certified copy of the instrument granting the power (usually a will or trust 
instrument) must be attached to the estate tax return.  

(3) If the power was exercised or released by the holder, a certified copy of 
the instrument exercising or releasing the power (usually a deed or will) should also be 
attached to the return. 

(g) Incapacity to Exercise Power - the fact that the holder was mentally or legally 
incapable of exercising the power at death, or at any time while the power was held, does not 
affect whether or not the value of the property subject to the power is included in the holder's 
gross estate. 

(h) Power Subject to Condition Precedent 

(1) A power subject to a condition precedent (e.g., attaining a stated age, 
surviving another person, or having descendants) is not considered to be in existence until the 
occurrence of the stated event or contingency. 

(2) Since the instrument creating the power will be available for IRS 
scrutiny, a statement should be attached to Schedule H explaining how the decedent's general 
power of appointment was conditional and that the condition had not yet occurred when the 
decedent died. 

(i) Prior Notice of Exercise is Disregarded for Includability Purposes  

(1) Sometimes the instrument creating the power includes a requirement 
that the holder of a power must give notice of its exercise or that exercise is effective only after 
a specified period of time.  

(2) The regulations state that these requirements will not be sufficient to 
prevent the existence of the power at the date of death and the property subject to the power 
will be included in the holder's gross estate. 

(j) Pre-October 22, 1042 Powers 

(1) Property subject to a general power of appointment created before 
October 22, 1942 is included in the gross estate only if the power is exercised.  

(2) The power must be exercised by the decedent either by will or by a 
transfer of such a nature that if the property had been the decedent's property, it would be 
included in the decedent's gross estate. 

(3) Also not included if the decedent released the power either during life or 
at death, or allowed the power to lapse. 
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(k) Releases or Exercises 

(1) Generally, the release or exercise of a general power of appointment 
during the holder's lifetime (inter vivos) does not cause the property subject to the power to be 
included in the holder's gross estate.  

(2) However, an inter vivos release or exercise of a general power created 
after October 21, 1942, is treated as a transfer by the holder subject to the gift tax. 

(l) Lapses of Powers, the Five-and-Five Rule, and Five-and-Five Powers 

(1) The instrument creating a general power of appointment may provide 
that the power lapses if the holder fails to exercise the power within a specified period of time.  

(2) Generally, the lapse of a general power of appointment created after 
October 21, 1942, is considered a release of the power, but is a release only to the extent the 
value of the property that could have been appointed by the exercise of the lapsed power 
exceeds the greater of $5,000 or 5% of the total value of the property (determined at the date of 
the lapse) out of which the appointment could have been satisfied. 

(3) For this reason, a power to appoint is often expressly limited to the 
greater of $5,000 or 5% of the value of the trust principal at the time the power lapses, so that 
the entire property will not be included in the power holder's gross estate.  

(4) While the lapse of the power will create a transfer subject to the gift tax 
to the extent it exceeds $5,000 or 5% of the value of the property, two rules must be satisfied 
for a lapse to cause a gross estate inclusion (which results in inclusion of a proportionate share 
of the assets subject to the power).  

(A) The property that could have been appointed by the lapsed power 
must exceed the greater of $5,000 or 5% of the value of the assets (at the date of the lapse) 
from which the exercise of the lapsed power could have been satisfied.  

(B) The holder must have retained a right or interest in the property 
subject to the lapse so that the property would be included in the decedent's gross estate by a 
transfer with a retained life estate, a transfer taking effect at death, or a revocable transfer had 
the decedent owned the property.  

(5) When the value of the property over which the holder has a withdrawal 
right cannot be determined at the time the power lapses, there is a release to the extent the 
withdrawal right exceeds $5,000. 

(6) When the holder possesses a withdrawal right over more than one trust, 
there is some uncertainty as to the number of five-and-five exclusions a holder is entitled to 
each year. 

(A) If the holder possesses withdrawal rights over two identical trusts 
created by the same grantor, only one five-and-five exclusion will be allowed to determine the 
amount includable from both trusts, and the 5% exclusion amount is calculated on the trusts' 
combined asset values.  

(B) Although there is no definitive answer, the holder of a power over 
trusts created by separate unrelated granters should be entitled to a five-and-five exclusion for 
each trust. 
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X. Schedule I - Annuities and Retirement Plans 

(a) Introduction 

(1) Section 2039 includes in a decedent's gross estate the value of an 
annuity or other payment receivable by any beneficiary on account of surviving the decedent 
under certain contracts, agreements, or plans entered into after March 3, 1931, to the extent 
the value of the annuity or payment is attributable to amounts paid by the decedent or the 
decedent's employer.  

(2) However, only annuities that continue to provide payments to surviving 
beneficiaries after the decedent dies are included in the gross estate.  

(3) An annuity contract payable only during the decedent's life (and 
therefore ends at the decedent's death) is not included in the gross estate. 

(4) Schedule I applies to all types of annuities, including pension plans, 
individual retirement arrangements, purchased commercial annuities, as well as private 
annuities. 

(b) Criteria for Identifying Reportable Annuities 

(1) According to the Form 706 instructions, annuities or other payments 
receivable by any beneficiary following the death of the decedent under a contract or agreement 
that satisfies all of the following four conditions are reportable on Schedule I: 

(A) The contract or agreement is not a policy of insurance on the life 
of the decedent, which instead is reported on Schedule D. 

(B) The contract or agreement was entered into after March 3, 1931. 

(C) The annuity or other payment is receivable by the beneficiary 
following the decedent's death and by reason of the beneficiary surviving the decedent. 

(D) Under the contract or agreement, an annuity or other payment 
was payable to the decedent, or the decedent possessed the right to receive the annuity or 
other payment, either alone or in conjunction with another, for: 

(i) life, or  

(ii) any period not ascertainable without reference to the 
decedent's death, or (c) any period that did not in fact end before death. 

(c) Reporting Requirements for Annuities. 

(1) The description of the annuity should include the following: 

(A) The name and address of the payor of the annuity. 

(B) Whether the annuity was under an approved plan, and if so, the 
ratio of the decedent's contribution to the total purchase price of the annuity. 

(2) If the annuity is wholly or partially excluded, enter the amount excluded 
in the description column on Schedule I and explain how the exclusion is computed. 
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(3) If the annuity is payable for a term of years, state its duration and 
beginning date.  

(4) If the annuity is payable for the life of someone other than the decedent, 
include that person's birth date.  

(5) If the annuity is excluded (wholly or partially) from the gross estate, 
provide the amount excluded and describe how the exclusion was calculated. 

(d) Annuity or Other Payment - The terms “annuity or other payment” refer to one 
or more payments extending over a period of time. The payments do not have to be equal in 
amount or made at regular intervals. 

(e) Contract or Agreement - A contract or agreement includes any arrangement, 
understanding, or plan arising by reason of the decedent's employment. An annuity is payable 
under a contract if, at the time of the decedent's death, he or she was in fact receiving an 
annuity or other payment. In addition, the decedent possesses the right to receive an annuity 
or other payment if, immediately before death, he or she had an enforceable right to receive 
payments at some time in the future. 

(f) Examples of Reportable Annuities and Retirement Plans 

(1) An annuity contract issued by an insurance company (including those 
issued in settlement of a personal injury lawsuit). 

(2) A qualified annuity plan under §403(a). 

(3) A qualified plan (profit sharing, pension or stock bonus plan), an amount 
held under a Section 401(k) plan, or an amount held under a Keogh (H.R. 10) plan. 

(4) A simplified employee pension (SEP) under §404(h). 

(5) An individual retirement account (IRA) or individual retirement annuity 
under §408. 

(A) Some estate planners have advocated claiming an estate tax 
discount on IRAs and retirement accounts due to the potential income tax payable by the 
beneficiaries, distribution delays, and prohibitions on the transfer or the assignment of the 
accounts prior to distributions to the beneficiaries. In TAM 200247001, however, a decedent's 
IRA was not entitled to receive a discount for estate tax purposes for the income tax payable by 
beneficiaries on receipt of the IRA distributions. Similarly, the courts have ruled to disallow a 
discount in a decedent's estate for the inherent income tax liabilities on retirement accounts, 
by providing that relief from any potential double taxation was provided by the §691(c) 
deduction, which allows an income tax deduction for the additional estate tax caused by the 
IRD within an IRA or retirement plan. 

(B) The estate tax applies to assets in a Roth IRA the same way it 
applies to assets in a regular IRA. 

(6) An annuity contract, custodial account, or retirement income account 
purchased by a tax-exempt §501(c)(3) organization under §403(b)(7) or (9). 

(7) A Civil Service employee annuity. 

(8) A nonqualified employee benefit plan. 
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(9) An annuity contract issued by a state lottery commission. 

(10) An annuity from a personal injury lawsuit if the annuity payments 
continue under the contract or agreement after the injured party's death. 

(g) Non-Includables: 

(1) Social security benefits received by a surviving spouse are not paid 
pursuant to a contract or agreement, 

(2) Similarly, discretionary payments made to a surviving spouse by an 
employer due to the death of the spouse are not includable because these payments are not 
made pursuant to a contract or agreement and the decedent was not receiving or entitled to 
receive the payments before death. 

(3) The following payments made under public law are not considered 
payments under a contract or agreement entered into by a decedent or arising by reason of 
employment, and are not includable in the gross estate under the annuity rules: 

(A) Survivor's benefits payable to the surviving spouse or minor child 
under the Social Security Act. 

(B) An annuity payable under Section 5(a), (b), (c), or (d) of the 
Railroad Retirement Act to a deceased railroad employee's surviving spouse, children or 
parents, or lump-sum payment made under Section 5(f)(1) of the Act to the payor of the 
decedent's burial expenses. 

(C) An annuity payable under Title IV of the Federal Coal Mine Health 
and Safety Act of 1969 to certain beneficiaries of a coal miner who died from black lung 
disease. 

(D) A veterans benefit annuity payable to a widow under Chapter 13, 
Title 38, of the U.S. Code because of death from a service-connected disability. 

(E) A death benefit payable to the survivors of public safety officers 
under Section 701 (a) of the Public Safety Officers' Benefits Act due to death while on duty. 

(F) Survivor's benefits payable under the Federal Employees' 
Compensation Act (i.e., disability payments). 

(h) Determining Amount includible 

(1) While the value of an annuity· is based on the present value of the right 
to receive a fixed payment stream for life or a term of years, for estate tax purposes, only that 
portion of the value attributable to the decedent's contributions (including contributions made 
by the decedent's employer) is included in the gross estate under §2039. 

(2) If the decedent contributed only part of the purchase price, the gross 
estate includes only the part of the annuity's value that the decedent's contribution bears to 
the total purchase price. 

(3) Valuing Commercial Annuities 

(A) The value of an annuity issued by a company regularly engaged 
in selling annuities is the amount the company would charge on the sale of a comparable 
contract. 
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(B) The cost of a comparable contract can usually be obtained by 
providing the issuer of the contract with the sex and birthdate of the surviving beneficiary and 
the amount of the annual payments.   

(C) A copy of the quotation of the annuity's value should be retained 
as support of the valuation in the event it is questioned on audit. 

(4) Valuing Private Annuities 

(A) Annuities other than those issued by companies regularly 
engaged in their sale are valued based on the present value of the right to receive the payment 
over the term of the annuity.  

(B) The IRS provides valuation tables for use in valuing annuities 
payable for life or a term of years which are based on a floating rate equal to 120% of the 
applicable federal midterm rate, compounded annually, and rounded to the nearest .2% (i.e., 
the §7520 rate) for the month in which the valuation date falls. 

(C) Steps Involved: 

(i) Step 1 - Determine the §7520 Rate.  

(I) The first step in valuing an annuity is to determine 
the §7520 rate for the month in which the valuation date falls.  

(II) The valuation date is the decedent's date of death 
or the alternate valuation date if the decedent's executor makes a valid §2032 election. 

(ii) Step 2 - Locate the Appropriate Actuarial Factor.  

(I) The appropriate factor to use in valuing an annuity 
depends on whether the annuity is for life or for a term of years. 

(II) Annuity for Life. The appropriate actuarial factor to 
use in valuing an annuity payable for a beneficiary's life is located in Table S. The table 
corresponding to the §7520 rate should be used (i.e., if the §7520 rate is 4%, Table S(4.0) 
should be used). The appropriate factor is the one located in the annuity column (column 2) 
that corresponds to the number of years nearest to the beneficiary's age on the decedent's date 
of death.  If the alternate valuation date is elected, estate assets normally must be valued as of 
that date, but changes due to a mere lapse in time are disregarded. Therefore, the beneficiary's 
age at the decedent's date of death (not the alternate valuation date) is used with actuarial 
tables that value annuities payable for the beneficiary's life since the increase in age is due to a 
mere lapse in time. However, annuities valued at the alternate valuation date use the AFR for 
the month that includes the alternate valuation date (a change due to a rate fluctuation) since 
this change is not due to a mere lapse in time. 

(III) Annuity of Term Certain. The appropriate actuarial 
factor to use in valuing an annuity payable for a term certain is located in Table B. The column 
corresponding to the Section 7520 rate should be used (i.e., if the §7520 rate is 4%, Column 
4.0% should be used). Within the applicable rate table, the appropriate factor is the one located 
in the annuity column (Column 1) that corresponds to the remaining term (in years) of the 
annuity (e.g., five years).  

(iii) Step 3 - Determine the Unadjusted Value of the Annuity - 
the unadjusted value of the annuity is determined by multiplying the amount payable annually 
by the factor determined in Step 2. 
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(iv) Step 4 - Adjust for Annuities Payable at the Beginning or 
End of a Period.  

(I) The value of the annuity determined in Step 3 
assumes the annuity is paid annually at the end of the year.  Thus, the value determined in 
Step 3 must be adjusted if the annuity is paid at the beginning of the year or in equal 
installments at the beginning or end of each semiannual, quarterly, monthly, or weekly period 
during the year. 

(II) Step 4a - Annuities Payable at the End of a Period.  

The value of the annuity determined in Step 3 
must be adjusted if the annuity is payable at the end of a semiannual, quarterly, monthly, or 
weekly period.  Adjustment factors for annuities payable at the end of the period are located in 
IRS Table K (regardless of whether the payment is for life or for a term of years). The 
appropriate factor is the one that corresponds to the applicable §7520 rate and frequency of 
payment (e.g., monthly). 

(III) Step 4b - Adjust for Annuities Payable at the 
Beginning of a Period.    

The adjustment required for annuities payable at 
the beginning of a period depends on whether the annuity is payable for life or a term of years.  

(D) When Valuation Tables Cannot be Used 

(i) A 50% probability of survival test must be met before the 
actuarial tables (which are based on average life expectancies) can be used.  

(ii) The mortality component under §7520 may not be used if 
the individual whose life is being measured is “terminally ill” at the decedent's date of death, 
which is defined as having at least a 50% probability that the individual will die within one year  
in that case, the fair market value of an annuity is based on all of the facts and circumstances. 
The regulations adopted principles established in case law and revenue rulings. 

(iii) However, if an individual survives for 18 months after the 
date of the transaction, that individual will be presumed to have not been terminally ill at the 
time of the transaction (and presumably the tables can be used on an amended return to value 
the interest). It would also seem that if there was at least a 50% probability' of survival (i.e., the 
individual was in reasonably good health), then the actuarial tables could be used and would 
be allowed even if the individual dies during the first year. 

(5) Valuing Lottery Winnings Received as an Annuity 

(A) It is uncertain whether the IRS annuity tables are used when 
there are government restrictions on the marketability of the annuity payment.  

(B) The courts, in cases regarding whether the provisions of §7520 
must be used for valuation of lottery payments, have produced two conflicting results. 

(i) Courts Requiring Tables:  5th and 6th Circuits 

(ii) Courts Not Requiring Tables:  2nd and 9th Circuits 

(i) Exclusions Under the Transition Rules 
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(1) Prior to 1983, an annuity or similar payment from an approved plan 
(other than a lump sum distribution) was excluded from the gross estate to the extent it was 
attributable to contributions made by the decedent's employer and was payable to someone 
other than the decedent's estate; the exclusion was limited to $100,000 for decedents dying in 
1983 or 1984 and was eliminated entirely for individuals dying after 1984.  

(2) However, various transitional rules allow the exclusion to continue in 
certain limited situations – one of which is for the portion of an annuity payable from a 
qualified plan attributable to the employer's contributions for decedents who retired on or 
before December 31, 1982. This exclusion is available to the estate of any decedent who: 

(A) Irrevocably elected the form of retirement benefit before January 
1, 1983 and was in pay status on December 31, 1982; or  

(B) Separated from service before 1983, and did not change the form 
of benefit before death. 

 

XI. Schedule J – Funeral and Administration Expenses 

(a) Funeral Expenses 

(1) Generally. 

(A) Funeral expenses are deductible from the gross estate to the 
extent they are actually paid out of property subject to claims and allowable under local law, 
which is the property that bears the burden of the decedent's obligations and estate 
administration expenses (generally, the probate assets that pass pursuant to the decedent's 
will).  

(B) Deductible expenses include the cost of the funeral, a tombstone, 
a monument, a mausoleum, a burial lot for the decedent and members of his or her family, 
including a reasonable expenditure for its future care (if allowable by local law), and the cost of 
transporting the body and one person to the place of burial.  

(C) The travel expenses of one person to and from the burial site for 
the stone setting are also deductible, but the travel expenses of additional family members are 
not deductible. 

(D) The regulations do not specifically define funeral expense, but 
many expenses not directly attributable to the actual funeral service and burial have been 
allowed as deductions, such as the cost of printing and mailing acknowledgment cards, placing 
the obituary in newspapers, flowers, and food and beverages for the mourners.  

(E) As a practical matter, what is a deductible funeral expense 
depends to a certain extent on the cultural and religious traditions of the decedent and the 
family members. 

(F) Cost of Post-Funeral Reception?  Probably not – in Estate of 
Sarah M. Davenport, TC Memo 2006-215 (2006), the Tax Court scrutinized the following issues 
in a case where costs for a funeral luncheon were disallowed as a funeral expense:  

(i) Whether there was basis for determining the 
reasonableness of the deduction (i.e., a record of the charges and to whom such amounts were 
paid); 
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(ii) Whether there was an established connection between the 
meal and the decedent's funeral, and  

(iii) Whether the event observed the traditional focus of a 
funeral rather than thanking third parties for their support. 

(2) Reporting Requirements 

(A) Funeral expenses are reported on Schedule J, Part A.  

(B) The name and address of the person to whom the expenses were 
paid, as well as a description of the expense, should be disclosed.  

(3) Amounts Received to Pay for Expenses. 

(A) Certain veterans are entitled to a death benefit payable from the 
Veteran's Administration or the Social Security Administration to cover funeral and burial 
costs, or, likewise, amounts can be recovered under a death statute for the funeral expenses of 
the decedent.  

(B) To the extent the amounts received are used to pay funeral and 
burial expenses, the allowable deduction must be reduced by these payments.  

(C) The IRS has ruled in Rev. Rul. 66-234 that no reduction is 
required if the benefits are paid to the surviving spouse. 

(4) Perpetual Care 

(A) Amounts expended for the perpetual care of cemetery plots for the 
interment of the decedent and his family are deductible to the extent they are allowable under 
local law.  

(B) Only the costs associated with the care of the decedents and his 
family's buried sites are deductible.  

(C) In addition, the decedent must be buried in one of the plots. 

(b) Deductible Administration Expenses.  

(1) Generally. 

(A) Administration expenses are those expenses incurred for 
collection of the decedent's assets, payment of claims, and distribution of the assets to the 
beneficiaries.  

(B) They include executor's commissions, attorney fees, and other 
miscellaneous expenses necessary to the estate administration. 

(C) Expenditures not essential to the settlement of the estate, but 
incurred for the benefit of the beneficiaries or heirs, are not deductible.  

(i) For example, it is not unusual for a will to direct that the 
estate reimburse certain family members for their travel expenses in connection with attending 
the funeral if more than local travel is involved.  



 

68 
4218/99999-704 current/55887059v2  ©2016 by George D. Karibjanian.  All Rights Reserved 

(ii) Since such expenditures do not relate to the settlement of 
the estate, they are not deductible administration expenses. 

(iii)  In contrast, travel expenses of an executor that are 
essential to the settlement of the estate would be deductible administration expenses.  

(D) Estimated Amounts.   

(i) Estimated amounts that are ascertainable with reasonable 
certainty, rather than vague and uncertain estimates, and will be paid are deductible. 

(ii) If an amount cannot be determined with reasonable 
certainty, no deduction is permitted until the amount is actually paid (or later becomes 
ascertainable with reasonable certainty). 

(2) Reporting Requirements 

(A) Deductible administration expenses are reported on Schedule J, 
Part B.  

(B) Executor Commissions, Attorney’s Fees and Accountant’s Fees 

(i) Separate lines exist for reporting executor's commissions 
(Line 1), attorney's fees (Line 2), and accountant's fees (Line 3).  

(ii) List the amount of the deductible expenses and indicate 
whether the amount listed is estimated, agreed upon, or actually paid by striking out the words 
that do not apply (e.g., if the amount listed is an estimated amount, strike out the words 
"agreed upon" and "paid").  

(iii) Often an amount has been paid and the balance is agreed 
upon or estimated and the schedule should so indicate. 

(C) All Other Administrative Expenses 

(i) Miscellaneous administration expenses should be listed 
on Line 4.  

(ii) List each miscellaneous expense as a separate item, and 
provide a brief description of the nature of the expense as well as the names and addresses of 
persons to whom the expenses are payable.  

(3) Executor’s Fees 

(A) Amounts paid for executor's (or administrator's) fees or 
commissions are deductible when paid.  

(B) If the fees have not been paid at the time the estate tax return is 
filed, the amount reasonably expected to be paid may be deducted.  

(C) No deduction is allowed if the fee is waived or will not be paid. 

(4) Attorney Fees 

(A) Attorney’s fees paid, or reasonably expected to be paid, in 
connection with the administration of the decedent's estate can also be deducted.  
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(B) The amount deductible cannot exceed a reasonable amount for 
services rendered to the extent permitted by Treas. Reg. §20.2053-1 and taking into account 
the size and character of the estate, jurisdiction's law and practice, and skill and expertise of 
the attorneys. 

(C) Attorney's fees incurred in administering property not subject to 
claims (non-probate assets) are deductible on Schedule L. 

(D) Amounts incurred for the benefit of the estate's beneficiaries are 
generally not deductible as administration expenses. 

(5) Miscellaneous Expenses - Generally 

(A) Miscellaneous administration expenses incurred in preserving 
and distributing the estate property are deductible. 

(B) Allowable expenses include accountant's fees, appraisal fees; 
court costs, filing fees, legal notices, bank charges on estate accounts, and other expenses 
necessary for preserving and distributing the estate. 

(C) The executor must be prepared to substantiate the facts and 
amount of the expenditure and, equally important, the requisite degree of connection to the 
preservation and distribution of estate property. 

(D) Miscellaneous administration expenses also include the cost of 
storing and maintaining estate property if it is impossible to immediately distribute it to the 
beneficiaries and to the extent permitted by Treas. Reg. §20.2053-1.  

(E) The cost of shipping personal property to the beneficiaries (if 
required by the will) and the cost of insuring property held by the estate are also miscellaneous 
administration expenses.  

(F) Labor and other expenses for the preservation of property held by 
the estate, including utilities, can also be deductible as miscellaneous administration 
expenses.  

(G) The executor should detail on Schedule J the names and 
addresses of the persons to whom the expenses are payable and the nature of the expenses. 

(H) An estate, unlike an individual, has no personal expense items. 
Thus, the expense of mowing the lawn of a decedent's empty residence during the time it is 
being shown to prospective buyers is an administration expense incurred for the preservation 
of estate property. However, allowable expenses do not include outlays for additions and 
improvements to estate property or expenses for the personal benefit of a beneficiary. 

(6) Selling Expenses 

(A) Selling expenses include brokerage fees, auctioneer's fees, and 
other expenses incurred in connection with the sale of estate property.  

(B) Under §2053(a), selling expenses, as with other administration 
expenses, must be allowable under local law to be deductible as an administration expense.  

(C) However, the regulations further explain that the selling expenses 
are deductible (to the extent permitted by Treas. Reg. §20.2053-1) only if the sale is necessary 



 

70 
4218/99999-704 current/55887059v2  ©2016 by George D. Karibjanian.  All Rights Reserved 

to pay debts, administration expenses, or taxes; to preserve or maintain estate property; or to 
make a distribution of estate property. 

(D) Selling expenses that, under the facts and circumstances, are 
reasonably necessary to preserve the assets of the estate or to make them productive are 
generally deductible. However, in the Estate of Millikin, TC Memo 1998-456 (1998), rem'g. 125 
F.3d 339, 80 AFTR 2d 97-6347 (6th Cir. 1997), the 6th Circuit denied the estate administration 
expense deductions for maintaining and selling a decedent's residence because the court 
determined that it was not necessary to maintain and sell the residence (after a certain date) to 
pay any potential taxes. Thus, the expenditures were not considered reasonably necessary. 

(E) As a practical matter, practitioners can expect the IRS to 
challenge the deductibility of selling expenses that do not meet the regulatory requirements. 
Prevailing against these IRS challenges will be difficult because the Tax Court continues to rule 
that the regulations are valid. 

(7) Interest Expense 

(A) If interest expense attributable to a loan obtained to preserve the 
decedent's estate is reasonably and necessarily incurred in the administration of the estate, the 
interest is deductible as an administration expense and is reported on Schedule J.  

(B) However, if the interest is attributable to a loan that was accrued 
at the date of the decedent's death, it is an allowable deduction as a claim against the estate 
and is reported on Schedule K. 

(C) The following issues have been evaluated to establish that 
interest is deductible under §2053: 

(i) Evidence shows that a loan is necessary because the 
estate either lacks liquid assets, or a sale of illiquid assets would result in significant losses. 
However, loans between related parties (e.g., an estate and a partnership in which the estate 
holds interests) may not be considered necessary if the assets of the related entity are available 
to the estate. 

(ii) Loan proceeds are used to pay actual estate expenses. 

(iii) The estate is the actual borrower. 

(iv) The loan represents bona fide debt (i.e., related party 
loans are subject to closer scrutiny). 

(v) The interest must be subject to accurate computation. 

(D) Interest on Estate Taxes - Unless the §6166 election to defer 
estate tax on a closely held business is made, interest paid on an estate tax deficiency has been 
allowed as an administration expense, as has post-death interest on federal and state income 
tax deficiencies contested by the executor. 

(8) Limitation on the Deductibility of Funeral and Administration Expenses. 

(A) To be deductible under §2053, expenses must qualify as 
administration expenses under both state and federal law. 

(B) While the §2053 regulations explain that the IRS will ordinarily 
accept a local court's decision as to the amount and allowance of an administration expense 
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claim, the IRS will not accept a decree that is inconsistent with local law, such as an allowance 
made to an executor in excess of that prescribed by statute. 

(C) The total amount deductible for funeral expenses, administration 
expenses, claims against the estate, and unpaid mortgages that under local law are payable 
out of property subject to claims (generally, the probate assets from which the decedent's debts 
and expenses are paid) is limited to: 

(i) The value of property subject to claims included in the 
gross estate (less any deduction for casualty and theft losses incurred during administration), 
plus 

(ii) Amounts paid out of property included in the gross estate 
but not subject to claims, as long as the expenses are paid by the due date (including 
extensions) of the estate tax return. 

(9) Allocating Administration Expenses to Optimize Tax Benefits. 

(A) Estates will often pay certain types of expenses that appear to be 
deductible for both estate tax and fiduciary income tax purposes.  

(B) However, amounts allowable as estate tax deductions under 
§2053(a)(2) (pertaining to estate administration expenses) or under §2054 (pertaining to 
casualty and theft losses during the period of estate administration) cannot be deducted on 
both returns for the same expenses.  

(C) Without a special election, these types of expenses are deductible 
on Form 706; however, the executor or administrator may instead elect to deduct all or a 
portion of the deductions from gross income on Form 1041. 

(D) Applicable expenses include executors' fees, attorneys' fees, 
accountants' fees, appraisal fees, court costs, and other administration expenses necessary for 
the collection, management, and preservation of the estate. Expenses related to assets that 
were once personal assets (such as the decedent's residence) can become deductible 
administration expenses in connection with the management of estate assets. 

(E) When the governing instrument or local law allows the executor 
to choose where administration expenses are deducted, the usual strategy is to deduct the 
expenses on the return that will result in the maximum federal tax benefit. 

(i) An income tax deduction on Form 1041 is preferable when 
the estate is sheltered from estate tax by the applicable credit amount and unlimited marital 
deduction.  

(ii) However, even if the estate will not owe any estate tax (i.e., 
because of the marital deduction), it still may be beneficial to deduct the administration 
expenses on the estate tax return since they will reduce, dollar for dollar, the amount 
necessary to fund the marital deduction, which will reduce the taxable estate of the surviving 
spouse when he or she dies.  

(iii) The effects of any incremental state fiduciary income tax 
rate and the state incremental inheritance tax rate should also be considered in deciding where 
to deduct estate administration expenses. 

(F) Marital Deduction and Transmission v. Management Expenses 
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(i) Administration expenses are classified into two distinct 
types: estate transmission expenses, which will reduce the marital or charitable deduction if 
charged to the marital or charitable property, and estate management expenses, which will 
generally not reduce the deduction if deducted on the estate's income tax return. 

(ii) Estate Transmission Expenses 

(I) Estate transmission expenses are those that would 
not have been incurred except for the decedent's death.  

(II) They result from collecting the decedent's assets, 
paying the decedent's debts and death taxes, and distributing the decedent's property. 

(III) Examples of estate transmission expenses are 
executor commissions and attorney fees (other than those related to investment, presentation, 
or maintenance of assets), probate fees, expenses incurred in proceedings to interpret the will 
or defend against a will contest, and appraisal fees. 

(IV) Estate transmission expenses will generally reduce 
the marital or charitable deduction if paid out of the marital or charitable property (regardless 
of whether paid from income or principal or deducted on the estate tax return or on the estate 
income tax return). However, no reduction of the marital or charitable deduction is necessary 
for estate transmission expenses paid from income on a pecuniary bequest to a surviving 
spouse or charity that, according to the governing instrument or local law, has no right to 
participate in income during estate administration. 

(V) If minimizing estate taxes for the first spouse is the 
goal, and estate transmission expenses are paid with estate assets that qualify for the marital 
or charitable deduction, it will usually be preferable to deduct those expenses on Form 706 
(whether allocable to income or principal). If the expenses are deducted on Form 1041, the 
marital and/or charitable deduction will be reduced (unless a self-adjusting marital deduction 
formula funding clause is used), thus resulting in a taxable estate. For a nontaxable estate 
(e.g., due to the marital deduction), deducting the estate transmission expenses on Form 706 
will not save tax in the first estate (since there is no estate tax), but it will minimize the marital 
share, and thus any potential estate tax at the death of the surviving spouse. 

(iii) Estate Management Expenses 

(I) Estate management expenses are costs incurred in 
connection with the investment of estate assets or with their preservation or maintenance 
during the estate administration.  

(II) Examples include investment advisory fees, stock 
brokerage commissions, custodial fees, and interest. 

(III) These expenses normally do not reduce the marital 
or charitable deduction, whether they are paid from the principal or income of such property.  

(IV) However, if the management expenses are claimed 
on Form 706 as §2053 administration expenses, the marital or charitable deduction must be 
reduced accordingly, thus preventing a double deduction.  

(V) Additionally, estate management expenses paid 
from the marital or charitable interest, but attributable to property being distributed to 
someone other than the marital or charitable interest (i.e., a bypass trust), will reduce the 
marital or charitable deduction. 
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(VI) Estate management expenses attributable to the 
marital or charitable share should always be deducted on the estate income tax return if the 
marital or charitable deduction is significant. 

(VII) To claim the expenses as deductions on Form 706 
will not result in any estate tax savings (and would forego receiving any income tax savings) 
since the administration expense deduction will simply reduce the marital or charitable 
deduction - this is because the increase in deduction for administration expenses will be offset 
dollar-for-dollar by the decrease in the marital or charitable deduction.  

(VIII) Although this treatment will not result in estate tax 
savings in the first estate, the estate of the second spouse to die will be reduced, potentially 
reducing estate tax in the second estate.  

(IX) If the estate management expenses are charged to 
but are not attributable to the marital or charitable share, they are treated in the same manner 
as estate transmission expenses, which should usually be deducted on Form 706 rather than 
on Form 1041. 

(10) Expenses Related to Tax-exempt Income 

(A) When an estate owns municipal bonds or other tax-exempt 
securities, a portion of the administration expenses that would otherwise be claimed on Form 
1041 must be allocated to the tax-exempt income; the expenses so allocated are nondeductible 
for income tax purposes, but are deductible on Form 706.  

(B) Thus, the portion of administration expenses allocated to the tax-
exempt income should generally be deducted on Form 706. 

(11) Deductions in Respect of a Decedent 

(A) The prohibition against double deductions does not apply to 
deductions in respect of a decedent (DRD) pursuant to §691.  

(B) Taxes, interest, business expenses, expenses related to the 
production of income for which the decedent was legally liable at the date of death, and 
depletion are allowable on Form 706 as claims against the estate (i.e., debts of the decedent) 
under §2053(a)(3) and as DRD on Form 1041 in the year paid.  

(C) However, if the decedent was not legally liable for these expenses 
at the date of death, they are not DRD. Instead, they may be administration expenses 
deductible on either Form 706 or Form 1041, or a combination of the two, as long as the 
deductions are not duplicated. 

 

XII. Schedule K – Debts of the Decedent, and Mortgages and Liens 

(a) Debts of the Decedent (Unsecured) 

(1) Introduction 

(A) An estate is permitted to deduct claims representing personal 
obligations of the decedent that existed and were legally enforceable at the time of death, 
whether or not matured. 
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(B)  Generally, the amount of the claim is the outstanding balance 
(e.g., unpaid principal note amount) at the date of death even if the executor elects alternate 
valuation.  

(C) Interest on the claims is deductible to the extent it had accrued at 
the date of death, even if the executor elects the alternate valuation date. 

(2) Deductibility Issues 

(A) Deductible claims are limited to bona fide claims that: 

(i) Represent personal obligations of the decedent existing at 
the time of the decedent's death; 

(ii) Are enforceable against the estate at the time of payment; 
and  

(iii) Are actually paid by the estate in settlement of the claim 
or meet the requirements for deducting ascertainable amounts under Treas. Reg. §20.2053-
1(d)(4).  

(B) Events occurring after the decedent's death are to be considered 
when determining the amount of deductible claims. 

(C) Enforceability 

(i) A debt, claim, or tax must be enforceable against the 
decedent's estate to be deductible. Generally, an enforceable claim is one that is allowable by 
local estate administration law in the jurisdiction where the estate is administered.  

(ii) However, a judgment or decree of the local court having 
probate jurisdiction is not a prerequisite to claiming the deduction if the Item is of the amount 
or type normally allowable under local probate law.  

(iii) If a decree or judgment of the court is involved, the action 
of the court will be accepted for federal estate tax if the court actually ruled on the merits of the 
claim and the ruling is not contrary to law. If a claim is settled by agreement of the parties, the 
amount agreed upon is deductible if the parties to the settlement have adverse interests. 

(3) Estimated Amounts – Estimated amounts will be permitted as 
deductions providing: 

(A) The claim satisfies all applicable requirements,  

(B) The amount is ascertainable with reasonable certainty (as 
opposed to a vague and uncertain estimate), and  

(C) The claim will be paid. 

(4) Unmatured Claims 

(A) Unmatured claims that later mature and are paid are deductible.   

(B) No deduction is permitted for a potential or contested claim or a 
claim that has not yet matured; however, the estate may file a claim for refund once a claim 
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matures and is paid, or, if the claim does not mature prior to the expiration of the statute of 
limitations, the estate may file a protective claim for refund. 

(5) Multiple Party Claims. 

(A) If the decedent's estate represents one of multiple parties against 
whom the claim is asserted, the estate may only deduct its proportionate share of the total 
claim paid, reduced by any reimbursement received (or could have collected but failed to 
attempt to collect).  

(B) However, a potential reimbursement will not reduce the 
deductible amount of a claim to the extent the executor provides a reasonable explanation for 
determining that the burden of necessary collection efforts would outweigh the benefits from 
those efforts. 

(6) Family Members. 

(A) Claims involving family members may be deductible – Treas. Reg. 
§20.2053-1(b)(2)(ii) lists factors to consider concerning the claim: 

(i)  Occurs in the ordinary course of business, is negotiated 
at arm's length, and is free from donative intent; 

(ii) Is unrelated to an expectation or claim of inheritance; 

(iii) Originates pursuant to an agreement between the 
decedent and family member (or related entity) and is documented contemporaneously; 

(iv) Is supported by the actual performance of the agreement 
that can be substantiated; or  

(v) Is supported by consistent reporting of amounts for 
income or employment tax as appropriate. 

(B) “Family members”  

(i) Defined as the decedent's spouse; the grandparents, 
parents, siblings, and lineal descendants of the decedent or of the decedent's spouse; and the 
spouse and lineal descendants of any grandparent, parent, and sibling.  

(ii) Adopted individuals are considered to be family members.  

(iii) A “related entity” is an entity in which the decedent, either 
directly or indirectly, had a beneficial ownership interest at the time of death (or during the 
three-year period prior to death) other than publicly traded entities or closely held entities in 
which the decedent's interests (directly or indirectly with family members) is less than 30% 
(whether voting or nonvoting). 

(iv) However, an entity in which the decedent directly or 
indirectly had any managing interest (e.g., a general partner of a partnership) at the time of 
death is a related entity 

(7) Bona Fide Obligation 
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(A) To be deductible, a claim must represent a bona fide personal 
obligation of the decedent at his or her death. supported by full and adequate consideration in 
money or money's worth. 

(B) If a claim or note is not represented by adequate consideration, it 
is not deductible even though the claim is enforceable under local law. 

(8) Loan Guarantees 

(A) Loan guarantees made by the decedent are generally not 
deductible as a claim against the estate unless the estate is called on to pay the guaranteed 
debt.  

(B) If the estate is called on and pays the outstanding debt, the 
amount paid is not deductible if the primary obligor is solvent, and the decedent has a right of 
reimbursement.  

(C) If the primary obligor is insolvent, the amount paid, less any 
expectation of reimbursement, is deductible as a claim against the estate. 

(9) Post-Death Events Affecting Deductibility 

(A) Generally, the value of a claim is determined at the date of 
decedent's death. However, Treas. Reg. §20.2053-1(d)(2) clarify that events occurring after a 
decedent's death are to be considered when determining the amounts deductible under all 
provisions of §2053.  

(B) The regulations overturn case law that stated that post-death 
events cannot affect the amount of the deduction.   

(10) Medical Expenses 

(A) Generally, an individual is allowed to claim an income tax 
deduction for unreimbursed medical expenses only in the year the expenses are paid under 
§213(a). This general rule presents a problem when a taxpayer incurs significant medical 
expenses and dies before the expenses are paid.  

(B) To compensate for this, §213(c) allows the executor to elect to 
deduct accrued medical expenses on the decedent's income tax return (usually the final income 
tax return or the preceding return) for the period during which the expenses were incurred if 
they are paid within one year of the date of death.   

(C) The decedent's personal representative can elect to deduct all, a 
portion, or none of the final medical expenses on the decedent's income tax return. As a 
condition of the election, the estate must agree to waive the right to claim an estate tax 
deduction on Form 706. 

(11) Alimony and Child Support. 

(A) A transfer of property in satisfaction of spousal marital rights 
(rights conferred on a surviving spouse by local law upon the death of his or her spouse) is 
deemed to be made for full and adequate consideration if: 

(i) The continued payments are pursuant to a qualifying 
written agreement under §2516 as to the parties' marital and property rights; 
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(ii) A final decree of divorce occurs within the three-year 
period beginning one year before and ending two years after the agreement is entered into; and 

(iii) The property transfer is made to settle marital property 
rights or to provide a reasonable allowance for the support of the parties' minor children. 

(B) Thus, the continued payment of alimony and child support 
obligations (or a transfer of property in satisfaction of the obligation) by the decedent's estate, 
pursuant to an agreement meeting the previous requirements, is deductible as a claim against 
the estate.  

(C) The agreement need not be approved by a court so long as the 
obligation is valid under applicable local law.  

(D) The valuation of an estate's obligation to continue payment of 
alimony after the decedent's death is determined actuarially (presumably at the §7520 rate) 
based on the life expectancy of the decedent's ex-spouse 

(E) Palimony?  Out of wedlock claims?  No official ruling on this, but 
if local law enforces such claims, they should be deductible. 

(12) Taxes Payable 

(A) Certain taxes are deductible as a claim against the decedent's 
estate on Schedule K. The kinds of taxes generally deductible include federal and state income 
tax accrued and unpaid at death, federal and state gift taxes on gifts made before death, and 
property taxes accrued and unpaid before death. 

(B) Unpaid Income Taxes 

(i) The decedent's share of unpaid income taxes on income 
received during the decedent's lifetime are deductible on Schedule K as a claim against the 
estate.  

(ii) Taxes paid on income received after death are not 
deductible because they do not represent a claim against the estate.  

(iii) If the decedent is not married at the time of death, then 
the income tax liability for the period before the decedent's death (i.e., January 1 through the 
date of death) is deductible on Schedule K, after considering any withholding or estimated tax 
payments made prior to death. 

(iv) If the decedent is married at the time of death, 

(I) When income received during the decedent's 
lifetime is included on a joint income tax return, only the portion of the joint liability for which 
the decedent's estate would be liable under local law is deductible as a claim against the estate.  

(II) This portion is determined after taking into 
consideration the surviving spouse's right of reimbursement or contribution (unless the 
surviving spouse is insolvent).  

(III) Without any evidence to the contrary, the 
decedent's portion of the joint liability is the joint income tax liability multiplied by a fraction, 
the numerator of which is the decedent's tax liability computed as if the decedent had filed 
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married filing separately, and the denominator is the total tax computed as if both spouses had 
filed married filing separately. 

(C) Unpaid Gift Taxes 

(i) Unpaid gift taxes are deductible as a claim against the 
estate to the extent they are attributable to gifts made before the decedent's death.  

(ii) If the decedent made a split gift with his or her spouse 
under §2513, the entire amount of unpaid gift tax is deductible if the gift was made using the 
decedent's property.  

(iii) If the split gift is made by the decedent's spouse, the 
decedent does not get the deduction unless the decedent's estate must pay the tax without 
reimbursement. 

(iv) If gift taxes were paid by the donees, they may be subject 
to reimbursement, and, if so, the estate may be able to deduct claims for reimbursement of gift 
tax liability by donees only if the value of those claims can be established. The claims for 
reimbursement must be based on the actual, not potential, threat of assessment and payment 
of liability by the donees, as of the filing date for the estate tax return. 

(D) Property Taxes 

(i) State and local property taxes that are unpaid and 
enforceable against the decedent at the time of death are deductible as a claim against the 
estate.  

(ii) Generally, property taxes become an enforceable 
obligation on the lien date. This means that if the decedent dies after the lien date, property 
taxes are deductible even if not payable until after the decedent's death. 

(E) Foreign Death Taxes - Generally, federal and foreign death taxes 
(estate, succession, legacy, or inheritance taxes imposed by reason of death) are not deductible. 

(13) Limitations on Deduction - as with administration expenses under 
Schedule J, the total amount deductible for claims against the estate is limited: 

(A) The value of property subject to claims included in the gross 
estate (less any deduction for casualty and theft losses incurred during administration); plus 

(B) Amounts paid out of property included in the gross estate but not 
subject to claims, as long as the expenses are paid by the due date (including extensions) of the 
estate tax return. 

(14) Reporting 

(A) Allowable unsecured claims against the decedent's estate are 
deducted on the upper portion of Schedule K under the heading "Debts of the Decedent."  

(B) The nature of the claim and the creditor's name should be 
entered for all claims listed. 

(C)  Any portion of a claim being contested by the estate is not 
deductible and should be entered in the designated column on Schedule K.  
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(D) The following obligations require additional information: 

(i) Unsecured Notes. Include the payee's name; face amount, 
the unpaid balance, term and date of the note; the interest rate and date to which interest was 
paid before death; and the nature of the claim. 

(ii) Claim for Services Performed. Report the amount due, 
nature of the claim, the creditor's name, and the period covered by the claim. 

(iii) Contract for the Purchase of Property. Report the unpaid 
balance due on the contract, and indicate the schedule and Item number where the subject 
property is reported. 

(E) Typical debts shown on the top portion of Schedule K include 
credit card debt (the outstanding balance at death less any pre-death payments mailed but not 
cleared), amounts owed on utilities as of the date of death, unpaid subscriptions, unpaid 
professional fees, and similar items.  

(F) Other liabilities reported in the top portion of Schedule K can 
include money collected as agent (for example a rent check) to be distributed to its actual 
owners. 

(b) Mortgages and Liens 

(1) Unpaid mortgages and liens on real or personal property included in the 
decedent's gross estate are deductible (include on this part of Schedule K any notes or other 
obligations secured by the deposit of collateral, such as stocks, bonds, etc.). 

(2) The liability must have been contracted for in good faith and for adequate 
consideration.  

(3) If the decedent was personally liable for the mortgage or debt (i.e., 
recourse debt), the encumbered property is reported on the appropriate asset schedule; and the 
unpaid principal balance of such debt, and any accrued interest through the date of death, is 
deducted on Schedule K.  

(4) A spouse's half share of an unpaid mortgage on property held as tenants 
by the entirety with joint and several liability can be deducted by the estate when state law 
gives a cotenant the right to contribution or subrogation against the other cotenant. 

(5) Below Market Interest Rate Mortgage 

(A) The IRS has ruled that a decedent's assumable mortgage that 
carries a date of death interest rate lower than the market interest rates should not be 
discounted to present worth for determining the amount deductible.  

(B) However, in determining the FMV of the property encumbered by 
the mortgage, the fact that the property was subject to a low interest mortgage should be taken 
into account. 

 

XIII. Schedule L - Net Losses during Administration and Expenses Incurred in 
Administering Property Not Subject to Claims 

(a) Casualty and Theft Losses During Administration 
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(1) Generally. 

(A) A deduction is allowed for losses incurred during the settlement 
of the estate resulting from fires, storms, shipwrecks or other casualties, or from theft, to the 
extent the losses are not compensated for by insurance or otherwise.  

(B) Typical events that can produce a casualty loss include 
earthquakes, hurricanes, tornadoes, floods, volcanic eruptions, and motor vehicle accidents. If 
the loss is partiality compensated for (e.g., reimbursed through insurance), only the amount in 
excess of the compensation is deductible. 

(C) When determining whether a loss is the result of a casualty or 
theft, or whether it was compensated for by insurance or otherwise, the provisions effective 
§165(c)(3) for income tax purposes should apply. 

(D) Under these provisions, a casualty means damage, destruction, or 
loss of property resulting from a sudden, unexpected, or unusual identifiable event. Thus, a 
loss from termites, drought, or disease is not a deductible casualty loss. Similarly, a drop in the 
value of an asset due to changes in market conditions is not a casualty for purposes of §2054, 
nor is the failure to collect a pro-rata share of estate tax from a life insurance beneficiary. 

(2) Reporting Requirements 

(A) Casualty losses are reported on the top half of Schedule L. 

(B) The sustained loss and its cause should be described in detail, 
including the date of loss and substantiation of the amount of loss (copy of repair bill, etc.).  

(C) Any insurance or other compensation received should be 
disclosed, including the name and address of the insurance company. If there was no 
insurance or other reimbursement, this fact should be stated.  

(D) In addition, the property for which the loss is claimed should be 
identified, and the schedule and Item number where the property is included in Form 706 
should be disclosed.  

(b) Deducting Expenses Incurred on Property Not Subject to Claims. 

(1) Certain expenses incurred during the administration of property not 
subject to claims are deductible. Generally, these are expenses incurred in administering non-
probate assets included in the decedent's gross estate. 

(2) Non-probate assets are those that pass to beneficiaries pursuant to a 
contract or agreement, as opposed to the decedent's will.  

(3) Examples include revocable trusts, life insurance proceeds, qualified 
retirement plan and IRA balances, annuities, QTIP trusts and property held as joint tenants 
with the right of survivorship. 

(4) These expenses must meet the same test for deductibility as they would 
if they were being deducted as administration expenses on Schedule J.  In other words, the 
expenses must be of the same nature as those incurred in administering property subject to 
claims and winding up the decedent's estate. 
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(5) Generally, this includes expenses incurred for the collection of assets, 
payments of claims, or distribution of assets to beneficiaries, and must be paid prior to the 
expiration of the statute of limitations, generally three years after the due date of Form 706. 

(6) The difference between Schedule L and Schedule J expenses is that the 
former are usually incurred a revocable trust and the latter during a probate estate's 
administration. Schedule L reports expenses incurred due to the decedent's death (rather than 
expenses ordinarily incurred in the normal course of trust administration) such as those 
incurred in settling the decedent's interest in property or vesting title to it in the beneficiaries 
(i.e., selling expenses, collection costs, brokerage and transfer fees). 

(7) Estimates of Expenses 

(A) lf the exact amount of an expense is not known at the time the 
return is filed, an estimate of the amount may be deducted, provided the amount can be 
verified with reasonable certainty and will be paid before the expiration of the statute of 
limitations.  

(B) Unlike the instructions to Schedule J pertaining to estimates of 
expenses, the instructions to Schedule L do not require the executor to file an affidavit stating 
the estimated amount will be paid. 

(C) If the amount of the liability cannot be determined with 
reasonable certainly at the time the IRS audits the return, it will be disallowed. A claim for 
refund should be filed when the amount of the liability is determined.  

(8) Reporting Expenses 

(A) Expenses incurred in administering property not subject to 
claims are reported on the bottom half of Schedule L. 

(B) In addition, the property for which the expense was incurred 
should be identified by indicating the schedule and Item number where the property is 
reported on the estate tax return (e.g., jointly owned property is included on Schedule E).  

(C) Furthermore, the fee for the preparation of Form 706 is deducted 
on the bottom half of Schedule L if there is no probate estate from which this fee can be 
deducted. 

 

XIV. Schedule M - Marital Deduction 

(a) Introduction 

(1) The federal estate tax marital deduction must be taken for all property 
transferred to a surviving spouse if the following requirements are met: 

(A) The decedent was a citizen or resident of the U.S. 

(B) The surviving spouse is a U.S. citizen. 

(C) The property is includable in the decedent's gross estate and 
passes to the surviving spouse. 

(D) The property is not a nondeductible terminable interest. 
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(E) The property interest is not otherwise deducted for federal estate 
tax purposes. 

(2) A decedent's estate may take advantage of the marital deduction only if 
the decedent was married at death and his or her spouse is still alive, including deemed 
survival under the provisions of a state simultaneous death act or its equivalent.  

(A) Whether a marriage exists at the date of death is determined by 
applicable state law.  

(B) The legal status of the marriage (including the validity of any prior 
divorces), the status of a purported common law marriage, and which state's marital laws 
apply are all questions for which a legal opinion concerning the decedent's marital status may 
need to be obtained. A once married decedent who has not been widowed is considered married 
at death, provided a final decree of divorce (or dissolution) has not been entered on or before 
death.  

(C) A legal separation does not terminate the marriage provided it 
does not terminate the marriage under applicable state law. 

(3) A variety of transfers can qualify the property for the marital deduction, 
including property passing by the exercise of a general power of appointment or by operation of 
law, property passing by an outright bequest to the surviving spouse, even if subject to debt, 
property passing via a qualified disclaimer, property passing subject to certain terminable 
interests, and property passing via a contract such as life insurance proceeds or retirement 
plan benefits. 

(4) To be eligible for the marital deduction, the property interest that passes 
to the surviving spouse must be included in the decedent's gross estate. Therefore, property 
over which the decedent possessed a limited power of appointment is not eligible for the marital 
deduction because it is not included in the decedent's gross estate. 

(b) Determining the Amount of the Unlimited Marital Deduction 

(1) Generally, qualifying property interests are considered to pass to the 
surviving spouse if they pass:  

(A) By will (or by state law when there is no will); 

(B) By law as the decedent's surviving joint tenant or tenant by the 
entirety; 

(C) By contract under a life insurance policy or retirement plan; 

(D) Under dower, curtesy, or other similar state law; 

(E) By the decedent's exercise of a general power of appointment; or  

(F) By the decedent's non-exercise of a general power of appointment 
where the surviving spouse is the default taker. 

(2) Elective share elections relate back to the date of death, thus potentially 
qualifying for the marital deduction. 

(c) Non-QTIP Terminable Interests  
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(1) An interest is terminable if it will fail or terminate because of the passage 
of time or the occurrence (or non-occurrence) of an event or contingency. Thus, patents,  
copyrights, terms for years, life estates, and annuities are all terminable interests. 

(2) The value of a terminable interest is nondeductible if: 

(A) Another interest in the same property passed from the decedent 
to someone other than the surviving spouse for less than adequate consideration (e.g., the 
decedent bequeathed a remainder interest in the property to his son); and 

(B) That person (or his heirs) may possess or enjoy the property after 
the end of the surviving spouse's interest. 

(3) The purpose of the terminable interest rule is to prevent the decedent 
from dividing up a property interest to get a marital deduction for the decedent's estate, yet 
avoid inclusion of that same interest in the gross estate of the surviving spouse. 

(4) The determination of whether an interest is a nondeductible terminable 
interest is made when the interest actually passes (i.e., at death), even though later events may 
show that the interest will not terminate. 

(5) Life Estate with a General Power of Appointment 

(A) A bequest of a life estate, in trust or otherwise, to a surviving 
spouse will qualify for the marital deduction if all of the following occur: 

(i) All (or a specific part) of the net income from the entire 
interest (or a specific portion) is payable, at least annually, to the surviving spouse for life; 

(ii) The surviving spouse has the power, alone and in all 
events, to appoint all (or a specific part) of the principal to the surviving spouse or to his or her 
estate; and 

(iii) No other person has the power to appoint any part of the 
marital property to anyone other than the surviving spouse. 

(B) If either the right to the income or the power of appointment 
passing to the surviving spouse pertains only to a specific portion of the property interest 
passing from the decedent, the marital deduction is allowed only to the extent that the rights 
conveyed to the surviving spouse meet all of the previously listed conditions. It is not necessary 
that the rights over income or the power of appointment over the property interest be in the 
same proportion. However, they must coexist over the same property interest. 

(d) Charitable Remainder Trusts 

(1) If the surviving spouse is the only non-charitable beneficiary of a 
charitable remainder annuity trust (CRAT) or a charitable remainder unitrust (CRUT), the 
surviving spouse's interest in the trust qualifies for the marital deduction.  

(2) 100% of the value of the trust may be claimed through the aggregate of 
the marital and charitable deductions.  

(3) Deductions are divided actuarially. 

(e) Qualified Terminable Interest Property (QTIP) 
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(1) Qualified terminable interest property is property that passes from the 
decedent and in which the surviving spouse has a qualifying income interest for life.  

(2) The executor may elect to claim a marital deduction for all or a portion of 
an interest in the QTIP even though the executor may not possess or control the property (such 
as in the case of an inter vivos trust created by the decedent).  

(3) If no executor has been appointed, the person in possession of the QTIP 
property can make the election. 

(4) Requirements: 

(A) All trust accounting income must be payable to the surviving 
spouse at least annually for life. 

(B) No one (including the surviving spouse) has a povi1er to 
distribute or appoint the assets to any person other than the surviving spouse during the 
surviving spouse's lifetime. 

(C) The trust may hold unproductive assets (assets that do not 
generate income) only if the trust document requires, or permits the surviving spouse to 
require, the trustee to either make the property productive or convert it to productive property 
within a reasonable time.  There are certain exceptions for residential property and tangible 
assets held for use by the surviving spouse. 

(D) The executor of the decedent's estate must elect on the estate tax 
return to have some or all of the trust property qualify for the marital deduction. 

(5) QTIP and IRAs 

(A) IRA (or other qualified retirement plan) benefits payable to a 
marital trust can qualify as a surviving spouse's income interest for life under QTIP rules.  

(B) The IRA benefits qualify if the trust instrument provided the 
surviving spouse with the power, exercisable annually, to withdraw from the IRA all the income 
earned on the IRA assets. Thus, the IRA assets' income is not required to be distributed to the 
surviving spouse as long as the trust's income is payable to the surviving spouse each year. 

(C) If the surviving spouse exercises the power to withdraw all IRA 
income earned, the trust instrument must require the marital trust's trustee to withdraw from 
the IRA the greater of: 

(i) The income earned on the IRA assets during the year, or 

(ii) The annual required minimum distribution. 

(6) Legal Life Estates 

(A) Although property for which a QTIP election is made is usually 
placed in trust, a QTIP election is available for legal life estates in property that is not 
appropriate for trusts (e.g., residences, vacation homes, and works of art).  

(B) To qualify, the spouse must have the unrestricted right to use, 
occupy, and rent the property, and must have the right under local law to consent to the sale 
of the property. State law often controls the surviving spouse's property rights when the spouse 
has a legal life estate and therefore should be consulted. 
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(7) Joint and Survivor Annuities - under the Retirement Equity Act of 1984, 
certain qualified pension benefit plans require distributions in the form of a joint and survivor 
annuity. The QTIP election for a survivor's annuity payable from a qualified plan is automatic 
unless the executor elects out. 

(8) Specific Portion of Property 

(A) An interest in a specific portion of property is eligible for the OTIP 
election when the election relates to a fractional or percentage share of the property.  

(B) The fraction or percentage may be defined by a formula (e.g., that 
portion of the trust necessary to reduce the federal estate tax to the least possible amount). 

(C) Amounts determined as a pecuniary amount (e.g., amount of 
principal necessary to produce $10,000 of income per year) are not a specific portion and are 
not eligible for the QTIP election. 

(9) Protective QTIP Election 

(A) A protective QTIP election can be made only if, at the time the 
federal estate tax return is filed, the executor reasonably believes there is a bona fide issue 
concerning whether an asset is includable in the decedent's gross estate or the amount or 
nature of the property to be received by the surviving spouse (i.e., whether the property 
includable in the gross estate is in fact eligible for the QTIP election). 

(B) The protective election is irrevocable once made and becomes 
effective if the issue is resolved in a manner that necessitates a QTIP election.  

(C) In addition, the IRS can grant an extension of time to make the 
QTIP election under Treas. Reg. §301.9100-1(a). 

(f) Apportionment of Death Taxes to Marital Deduction Property. 

(1) How Death Taxes Are Apportioned 

(A) The marital deduction is reduced to the extent that federal estate 
taxes or other death taxes are paid out of any property that is included in the gross estate and 
passes to the surviving spouse.  

(B) Generally, death taxes are apportioned in accordance with 
directions provided in the decedent's will.  

(C) If the decedent's will is silent as to the apportionment of death 
taxes, state law determines the apportionment.  

(2) The laws for apportioning death taxes to property vary from state to 
state. Some states provide that death taxes will be apportioned pro-rata among the legatees. 
Others provide that the taxes are payable entirely out of the residual estate and apportioned 
accordingly. Thus, unless state law or the governing instrument provides that marital 
deduction property is not chargeable with its share of death taxes, the marital deduction is 
reduced by the amount of taxes attributable to property passing to the surviving spouse. 

(3) Death taxes that must be apportioned among marital deduction property 
include: 

(A) federal estate taxes; 
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(B) federal and state generation-skipping transfer (GST) taxes payable 
out of the marital deduction property; and  

(C) State and foreign estate, succession, inheritance, or other similar 
taxes. 

(4) Generally, the estate's marital deduction is reduced by death taxes when 
the surviving spouse is a residual beneficiary of the estate, and death taxes are charged against 
the residuary estate under the terms of the will or state law.  

(A) As a result, an interrelated (i.e., circular) computation must be 
performed to determine the amount of the estate's marital deduction, since the amount of 
federal (and often state) estate tax is dependent on the amount of the marital deduction, and 
the amount of the marital deduction is dependent on the amount of federal (and often state) 
estate tax.  

(B) This computation may be performed using the trial and error 
method or by use of an algebraic formula. 

(5) Reducing the Marital Deduction by Allocable Administration Expenses. 

(A) Transmission Expenses 

(i) As discussed in Schedule J above, the marital deduction 
must be reduced by administration expenses paid out of property that would otherwise pass to 
the surviving spouse, i.e., transmission expenses. 

(ii) Transmission expenses will reduce the marital deduction 
regardless of whether they are payable from principal or income or deducted on the estate tax 
return or on the estate income tax return. 

(iii) However, no reduction of the marital deduction is 
necessary for estate transmission expenses paid from income on a pecuniary bequest to a 
surviving spouse who has no right to participate in income during estate administration. 

(iv) Because transmission expenses reduce the marital 
deduction, if they are not deducted on the federal estate tax return, only that portion of the 
residue passing to the surviving spouse will qualify for the marital deduction, so the non-
deducted portion of the residue used for the transmission expenses will be subject to tax, 
which could lead to a circular calculation. 

(B) Estate Management Expenses 

(i) Estate management expenses are those costs incurred in 
connection with the investment of estate assets or with their preservation or maintenance 
during the estate administration.  

(ii) Examples include investment advisory fees, stock 
brokerage commissions, custodial fees, and interest expense. 

(iii) Estate management expenses charged to the marital share 
normally do not reduce the marital deduction whether paid from principal or income. However, 
if the management expenses are claimed on the estate tax return as administration expenses, 
the marital deduction must be reduced accordingly to prevent a double deduction.  
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(iv) Additionally, the marital deduction must be reduced if the 
management expenses are charged to the marital share but are attributable to property 
passing to a non-marital share (i.e., a bypass trust). 

(g) Reporting Marital Deduction Property Subject to a Mortgage or Encumbrance. 

(1) If property transferred to a surviving spouse is subject to a mortgage or 
other encumbrance, the amount of the marital deduction is the value of the property passing to 
the surviving spouse less the amount of the outstanding liability.  

(2) If local law or the decedent's will requires the executor to pay off 
outstanding liabilities with non-marital property (or reimburse the spouse for the amount of 
the liability), the payment or reimbursement is an additional interest passing to the surviving 
spouse that is eligible for the marital deduction. 

(3) Property passing to the surviving spouse that is subject to mortgages or 
other encumbrances is reported on Schedule M by disclosing both the value of the property 
and the amount of outstanding debt in the Description column and entering the value of the 
property net of the outstanding debt in the "Amount" column.  

(4) If the decedent was personally liable for the debt (i.e., recourse debt), the 
debt should be referenced to Schedule K. If the decedent was not personally liable (i.e., 
nonrecourse debt), then the property and debt should be referenced to Schedule A where the 
property would be listed net of the outstanding debt. 

(5) Guarantees. 

(A) Although the IRS originally ruled that a marital deduction would 
be disallowed to the extent of the unpaid balance of guaranteed loans at the decedent's death 
the IRS later modified this position in Priv. Ltr. Rul. 9409018 by stating that the presence of 
the loan guarantee "would not ordinarily" cause the complete disallowance of the marital 
deduction (Ltr. Rul. 9409018).  

(B) The theory is that the marital deduction for the bequest of assets 
to the surviving spouse will not be reduced by the balance of guaranteed loans unless, at the 
time of the decedent's death, it appears that a default is likely, that marital assets would be 
used, and that the estate's subrogation rights are worthless. 

(h) Claiming the Marital Deduction for Property Passing by Disclaimer. 

(1) Property passing to a surviving spouse by means of a qualified disclaimer 
is eligible for the marital deduction. 

(2) The spouse may also disclaim property and, in doing so, is the only 
person who may still receive an interest in the disclaimed property. 

(A) The disclaimed property in this instance passes to a trust (usually 
a bypass trust) in which the surviving spouse has an income interest.  

(B) However, the surviving spouse cannot be a trustee of that trust 
unless the trustee powers are limited by ascertainable standards.  

(C) In addition, a surviving spouse, as a non-marital trust trustee, 
cannot disclaim non-marital share property to pass that property to the surviving spouse 
under state succession laws.  
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(D) A surviving spouse can disclaim a power to appoint marital trust 
property to others in order to qualify the trust for a QTIP election. 

(3) The disclaimer may cover all or a portion of the property disclaimed; but 
any partial disclaimer of property in kind must be made for an undivided percentage or 
fractional interest in the entire property.  

(4) A disclaimer will not be a qualified disclaimer if there is consideration 
provided to the party making the disclaimer.  

(A) Otherwise qualified disclaimers are not rendered ineffective 
merely because they were made with the express intent of reducing estate taxes, provided there 
was no express or implied agreement among the beneficiaries regarding the ultimate 
disposition of the disclaimed property.  

(B) The mere expectation of monetary benefit would not be sufficient 
to render the disclaimer invalid. 

(i) Disclaimer of Jointly Owned Property 

(1) A survivorship interest can be disclaimed within nine months after the 
death of the first joint tenant.  

(2) A disclaimer can be made even if the joint account contains funds 
contributed by the disclaimant. 

(j) Claiming the Marital Deduction When the Surviving Spouse Is Not a U.S. 
Citizen. 

(1) Generally, the surviving spouse must be a U.S. citizen in order for 
property transferred from the decedent to be eligible for the marital deduction because a non-
citizen surviving spouse could transfer the inherited assets out of the country, avoiding U.S. 
estate tax at the time of the surviving spouse's death.  

(2) An exception allows the marital deduction for property transferred to a 
surviving spouse who is not a U.S. citizen if the property passes to a qualified domestic trust 
(QDOT). Without a QDOT, any transfers to the surviving spouse who is not a U.S. citizen will 
be taxable at the death of the first spouse. 

(3) A QDOT must meet the following requirements: 

(A) At least one trustee is a U.S. citizen or a domestic corporation. 
However, several countries do not recognize trusts; therefore, the regulations provide for 
alternate requirements. 

(B) No distribution of corpus may be made from the trust unless the 
U.S. trustee has the right to withhold the estate tax imposed on the distribution. 

(C) The executor must make an irrevocable election to have the trust 
treated as a QDOT. 

(D) The trust must comply with regulations to ensure collection of the 
estate tax imposed on taxable events. 

(4) Requirements to ensure collection of the tax can be found in Treas. Reg. 
§20.2056A-2(d). 



 

89 
4218/99999-704 current/55887059v2  ©2016 by George D. Karibjanian.  All Rights Reserved 

(5) To ensure that the QDOT pays the first spouse's deferred estate taxes, 
certain security requirements apply to the trustee if the FMV of the trust's assets exceeds $2 
million - QDOTs with assets in excess of $2 million (without reduction for indebtedness) must 
maintain certain security arrangements (e.g., a U.S. bank trustee, bond, or letter of credit) at 
all times. QDOTs with assets of $2 million or less must satisfy this requirement if their 
holdings of foreign real property are greater than 35% of the fair market value of the trust. 

(6) Even if the decedent had not set up a QDOT before death, the surviving 
spouse may create a QOOT from property passing to the surviving spouse. The QDOT must be 
set up before the estate tax return (Form 706) is filed. 

(7) QDOT Election - A QDOT election is made by listing the qualified 
domestic trust or the entire value of the trust property on Schedule M and deducting its value.  

(A) Once made, the election is irrevocable.  

(B) The election must be made on a timely filed Form 706 or a late 
Form 706 filed not more than one year after the last due date of the Form 706 (including 
extensions).  

(C) Under certain circumstances, an extension of time may be 
granted to make a QDOT election and to assign property to a QDOT where the taxpayer acted 
in good faith. 

(D) As a part of the QDOT election, a separate schedule should be 
attached to Schedule M showing the following: 

(i) The name and address of each trustee. 

(ii) A description of each transfer passing from the decedent 
that is the source of property placed into the trust. 

(iii) The tax identification number of the trust. 

(k) Property's Marital Deduction Value Different Than Gross Estate Value.  

(1) The value of property passing to the surviving spouse may be different for 
marital deduction purposes than for gross estate purposes.  

(2) In Priv. Ltr. Rul. 9403005, a decedent owned a controlling interest in a 
closely held corporation, consisting of preferred and common shares. The decedent bequeathed 
the common stock to a non-marital (i.e., a bypass) trust and the preferred stock to his spouse. 
The IRS concluded that when valuing the stock for the marital deduction, the portion that 
passed to the surviving spouse was a separate, minority interest block of stock and should 
receive a reduced value due to a minority interest discount. Thus, the value of the shares 
passing to the surviving spouse for marital deduction purposes was less than the value of the 
same shares when determining the value of the gross estate. 

(l) Reporting the Marital Deduction 

(1) Schedule M is used to determine the amount of marital deduction 
available on qualifying property transferred to the surviving spouse. 

(2) If Schedule M includes a bequest of a residue or part of a residue of the 
decedent’s estate, attach a computation of the amount of the residual estate (i.e., a funding 
analysis).   
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(A) The funding analysis should account for the passage of property 
outside the testamentary documents and then track the passage of property through each 
testamentary document to determine the net residuary estate. 

(B) The funding analysis should include the following: 

(i) The value of non-probate assets included in the gross 
estate (such as jointly owned property that passed to a surviving spouse and life insurance 
payable to the spouse); 

(ii) The value of all general and specific bequests (include a 
reference to the related dispositive provision in the decedent's will); 

(iii) The date of birth of all persons, the length of whose lives 
may affect the value of the residuary interest passing to the surviving spouse; and  

(iv) Other important information such as claims on the estate 
not arising under the will. 

(C) Alternate Valuation Date - the amount of the marital deduction is 
based on the estate tax value of the property passing to the surviving spouse. Generally, this 
will be the value of the property on the decedent's date of death. However, if the executor elects 
to value property on the alternate valuation date, the marital deduction is computed using 
these values. 

(D) Qualified property interests that pass to the surviving spouse and 
for which a marital deduction is claimed should be listed separately and described in detail on 
Schedule M.  

(i) This includes otherwise nondeductible terminable interest 
property for which a QTIP election is made.  

(ii) In addition, the property interest should be referenced to 
the appropriate schedule where it is included in the gross estate (i.e., Schedules A through I). 

(m) Portability Exception for Reporting 

(1) Estates filing Form 706 to elect portability that otherwise are not 
required) to file may qualify for special reporting rules for property qualifying for the marital 
deduction.  

(2) Generally, for marital deduction property, an executor is not required to 
report a value for such property on the estate tax return unless: 

(A) The value of such property relates to, affects, or is needed to 
determine, the value passing from the decedent to another recipient;  

(B) The value of such property is needed to determine the estate's 
eligibility for the provisions of §2032, §2032A, §6166, or another provision of the Internal 
Revenue Code; 

(C) Less than the entire value of a property interest includible in the 
decedent's gross estate is marital property; or 

(D) A partial disclaimer or partial QTIP election is made for a bequest, 
devise, or transfer of property includible in the gross estate, part of which is marital property. 
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(3) If one of the exceptions applies, only the property's description, 
ownership, and/or beneficiary, along with all other information necessary to establish the right 
of the estate to the marital deduction, is reported on Schedule M. 

(4) Beware of Rev. Proc. 2001-38 

(A) Prior to a change in the 706 form, estates had to affirmatively 
elect for QTIP treatment. Sometimes, this election would inadvertently be made when it was not 
necessary to make it. 

(B) Example 

(i) In 1996, when the basic exclusion amount (using current 
terminology) was $600,000, a decedent’s estate consisted of assets, the total value of which 
was $500,000, and the decedent’s will provided that all such assets passed into an income 
trust for the surviving spouse.  Assuming that the decedent had all of her basic exclusion 
amount at the time of her death, the QTIP election was not necessary because the estate tax 
would have been $0 on account of the basic exclusion amount.  However, the executor 
“checked the box” and elected QTIP treatment.   

(ii) Then suppose that the surviving spouse died in 2000 
when the basic exclusion amount was $675,000, and included in his gross estate was 
individual assets of $600,000 and the QTIP trust, which had increased in value to $675,000.   

(iii) If the QTIP election had not been made, the surviving 
spouse’s gross estate would have been $675,000, and assuming that he had not used any 
portion of his basic exclusion amount, no tax would be due; however, because QTIP treatment 
was elected for trust under the deceased spouse’s will, the surviving spouse’s gross estate is 
$1,275,000, which is in excess of his basic exclusion amount of $675,000 and estate tax is 
due.   

(iv) In order to prevent this result, the IRS issued Rev. Proc. 
2001-38 which states that the IRS will disregard any QTIP election that is not necessary to 
reduce the estate tax to zero.   

(v) In this example, if Rev. Proc. 2001-38 were in effect, the 
QTIP election on the deceased spouse’s 706 will be disregarded, thereby leaving the surviving 
spouse’s gross estate at $675,000 and resulting in no estate tax. 

(C) At the time of its publication, there was no need for anyone to not 
use the basic exclusion amount, as, prior to 2011, any unused exclusion amount was lost 
upon the decedent’s death. 

(D) However, with the advent of portability, this is no longer the case 
as there are reasons why an individual may wish to port the DSUE amount to the surviving 
spouse – so much so that even to the extent of electing QTIP treatment for property so as to not 
utilize all or a portion of the deceased spouse’s applicable exclusion amount.  This appears in 
conflict with the premise of Rev. Proc. 2001-38. 

(E) For now, caution is required when considering portability and 
such QTIP elections.  The “2001-38” issue is on Treasury’s Priority Guidance proposals as 
Treasury is aware of the issue.   

(F) The author believes that it is likely that an exception will be 
granted to Rev. Proc. 2001-38. 



 

92 
4218/99999-704 current/55887059v2  ©2016 by George D. Karibjanian.  All Rights Reserved 

 

XV. Schedule O - Charitable, Public, and Similar Gifts and Bequests 

(a) Introduction 

(1) A decedent's estate is allowed a charitable deduction for the value of 
property included in the decedent's gross estate that passes to a qualified charity as a result of: 

(A) A bequest, legacy, devise, or other transfer, 

(B) A qualified disclaimer, or 

(C) The exercise of (or failure to exercise) a general power of 
appointment. 

(2) For the deduction to be allowable, it must be virtually certain, as of the 
date of death, that the charitable transfer will take place.  

(3) The executor should be prepared to prove the transfer actually took place 
and the value of the property transferred to the charity.  

(b) Claiming the Charitable Estate Tax Deduction 

(1) An unlimited estate tax charitable deduction is available for all transfers 
included in the decedent's gross estate that were made to or for the use of a qualified charity.  

(2) To be deductible, the transfer must be made by provisions established by 
the decedent while living (i.e., through the will, trust agreement, or by beneficiary designation 
in regard to assets passing directly to the charity by operation of law), rather than by the 
executor, the heirs, or state inheritance laws for decedents that die without a will.  

(3) For this purpose, a qualified charity includes the following: 

(A) The United States, a state (or political subdivision of a state), and 
the District of Columbia, if the transferred property is used exclusively for public purposes. 

(B) Certain corporations 

(i) The corporation must be organized and operated 
exclusively: 

(I) For religious, charitable, scientific, literary, or 
educational purposes,  

(II) For the prevention of cruelty to children or 
animals, or  

(III) To foster national or international amateur sports 
competition (but only if no part of its activities involve providing athletic facilities or 
equipment).  

(ii) All of these organizations qualify as long as no part of 
their net earnings benefits any private individual and no substantial activity is undertaken to 
carry on propaganda or otherwise attempt to influence legislation or participate in any political 
campaign on behalf of any candidate for public office. 
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(C) A trustee or a fraternal society, order, or association operating 
under the lodge system, if: 

(i) The transferred property is to be used exclusively for 
religious, charitable, scientific, literary, or educational purposes or for the prevention of cruelty 
to children or animals, and  

(ii) No substantial activity is undertaken to carry on 
propaganda or otherwise attempt to influence legislation or participate in any political 
campaign on behalf of a candidate for public office. 

(D) Any war veterans organization (including its local chapters and 
posts) incorporated by an Act of Congress, as long as the net earnings do not benefit a private 
individual. 

(E) An employee stock ownership plan if such transfer qualifies as a 
qualified gratuitous transfer of qualified employer securities within the meaning of §664(g). 

(4) Executors should be encouraged to obtain an agreement or other 
acknowledgment from the government entity or other exempt organization that the charitable 
gift received will be used exclusively for public purposes, that no private individual benefited 
from the contribution, and that the gift will not be used for political activities. 

(5) Unlike the income tax charitable deduction, the estate tax charitable 
deduction is not limited to transfers to domestic organizations or trustees for use within the 
U.S. unless the transfer is a remainder interest in a charitable remainder trust or a pooled 
income fund. 

(6) Confirming Charitable Status of Recipient 

(A) The IRS has an online search tool at www.irs.gov; search "select 
check" that lists permissible donees for the income tax charitable deduction.  

(B) Generally, donees that qualify for the income tax charitable 
deduction should also qualify for the estate tax charitable deduction. 

(C) If there is any doubt, or the organization is not listed, the 
executor should request a copy of the recipient organization's IRS exemption letter.  

(D) For charitable gifts to foreign charities, the executor should 
obtain written confirmation of the foreign organization's status as a charity and that donations 
received by the organization will be used for charitable purposes. 

(7) Identity of Charity 

(A) To qualify for the charitable deduction, the charitable beneficiary 
must be clearly identifiable.  

(B) For example, if a residuary gift to a testamentary trust created by 
the decedent does not clearly identify the charitable beneficiary, the requirements of §2055 are 
not met – note that while the instrument should specifically identify the charitable beneficiary, 
extrinsic evidence may be allowable to determine the decedent's intent in naming the charitable 
beneficiary if the directives are ambiguous or in the event of a scrivener’s error. 

(c) Gifts of Partial Interests - Generally 
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(1) Introduction 

(A) Transfers of less than the decedent's entire interest in the 
property, known as split-interest gifts, qualify for the deduction only if the transfer is one of the 
following: 

(B) An undivided portion of the decedent's entire interest. 

(C) A remainder interest in a personal residence or farm. 

(D) A qualified conservation easement contribution. 

(E) Works of art and their copyright. 

(F) A charitable remainder trust (“CRT”). 

(G) A pooled income fund (“PIF”). 

(H) A guaranteed annuity or unitrust interest (“Lead Trusts”}. 

(2) Undivided Portion of Decedent's Entire Interest.  

(A) If the decedent transfers an undivided interest in property to 
charity, the value of the interest is a deductible charitable contribution for estate tax.  

(B) An undivided portion of an interest in property must consist of a 
fractional or a percentage share of the decedent's interest in the property, and it must extend 
over the entire term of the decedent's interest (or in other property into which the transferred 
property is converted). 

(3) Remainder Interest in a Personal Residence.  

(A) The transfer of a remainder interest, not in trust, in a personal 
residence to a qualified charity is eligible for the estate tax charitable deduction.  

(B) The term personal residence includes any property used by the 
decedent as a residence. The property does not have to be the decedent's principal residence. 
Thus, vacation homes and certain boats used as a residence will qualify for the deduction. 

(4) Remainder Interest in a Farm.  

(A) The transfer of a remainder interest, not in trust, in a farm to a 
qualified charity is eligible for the estate tax charitable deduction.  

(B) A farm is any land, along with improvements, used for the 
production of crops, fruit, or other agricultural products, or the sustenance of livestock. 

(C) To be deductible, the bequest does not have to include a 
remainder interest in the entire farm acreage – pursuant to Rev. Rul. 78-303, a bequest of a 
remainder interest in a portion of the farm is deductible. 

(5) Qualified Conservation Easement Contributions.  

(A) An estate tax charitable deduction is available for a testamentary 
transfer of a qualified conservation easement to a qualifying organization    
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(B) However, no income tax deduction is available to the decedent or 
the decedent's estate for a testamentary transfer of a qualifying conservation easement – this is 
only available during life. 

(C) Property subject to a qualified conservation easement created 
during the decedent's lifetime is included in the decedent's gross estate at its date of death 
value. 

(D) Since the date of death value of the property will be determined 
by considering the existing easement, the easement reduces the property's estate tax value. 
Thus, the lifetime contribution of a qualified conservation easement provides an estate tax 
benefit as well.   

(E) The bequest of a conservation easement does not have to satisfy 
the conservation purpose requirement to be eligible for the estate tax charitable deduction; 
however, the land subject to an easement that does not meet the conservation purpose 
requirement is not eligible for the “conservation easement estate tax exclusion” of $500,000 
(described below). 

(6) Works of Art and Their Copyrights. 

(A) If the decedent owned the work of art and its copyright, a 
contribution of the art without its copyright is deductible for estate tax if the following 
requirements are met: 

(i) The art is tangible personal property for which a copyright 
exists. 

(ii) The donee is a public charity or a private operating 
foundation. 

(iii) The use of the property is related to the donee's exempt 
purpose. 

(B) If the decedent did not own the copyright to a work of art, the 
estate is not subject to these rules, since a bequest of the art is the decedent's entire interest in 
the property. 

(C) A donor may claim a deduction for a contribution of a fractional 
interest in a work of art provided the donor satisfies the requirements for deductibility 
(including the requirements concerning contributions of partial interests).  

(D) The charitable deduction is available only if all interests in the 
Item were owned by the donor, or by the donor and the donee, immediately before the 
contribution. 

(7) Charitable Remainder Trusts and Pooled Income Funds.  

(A) A charitable deduction is allowed for certain transfers of a 
remainder interest to charity, under which the charitable remainder must be in the form of a 
GRAT, a charitable remainder annuity trust (“CRAT”), a charitable remainder unitrust 
(“CRUT”), or a pooled income fund (“PIF”).  

(B) An interest that does not currently qualify for the charitable 
deduction may later qualify by reforming the governing instrument so that the charitable 
deduction requirements are met. 
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(C) While transfers to or for a foreign charitable organization 
generally are deductible for estate tax, if the charity is a foreign organization, the bequest of a 
remainder interest in a charitable remainder trust or a pooled income fund is not deductible. 

(8) Guaranteed Annuity and Unitrust Interests (“Lead Trusts”) 

(A) An estate tax charitable deduction is allowed for the transfer of an 
1ncome interest to charity if the interest is in the form of a guaranteed annuity or unitrust 
interest, i.e., a lead interest..  

(B) An interest that does not quality may, in some circumstances, 
still qualify by reforming the governing instrument so that the charitable deduction 
requirements are met. 

(C) Charitable Gift Annuities 

(i) An estate tax charitable deduction is allowed for a 
charitable gift annuity if the decedent's will defines the amount of the annuity to be paid. 

(ii) The deduction allowed is the difference between the 
amount transferred to charity and the actuarial value of the annuity.  

(iii) If the annuitant is the decedent's surviving spouse and the 
spouse is a U.S. citizen, the marital deduction is available to offset the value of the annuity 
payable to the surviving spouse.  

(d) Reducing the Charitable Deduction by Death Taxes and Administration 
Expenses. 

(1) The estate tax charitable deduction is limited to the amount of the 
bequest actually available for charitable purposes, so if, under the terms of the decedent's will 
or by operation of state law, federal or state death taxes are payable out of the charitable 
bequest, the estate's charitable deduction is reduced by such taxes.  

(2) The charitable deduction must also be reduced by other expenses 
charged against the charitable bequest, which can occur when the charity is a residuary 
beneficiary of the estate, and expenses and death taxes are charged against the residuary 
under the terms of the will or state law.  

(3) Post-death interest accruing on deferred estate taxes 

(A) Under Rev. Rul. 93-48, post-death interest accruing on deferred 
estate taxes does NOT reduce the deduction for a charitable bequest made from the residuary 
estate.  

(B) However, the IRS instructions to Schedule O appear to contradict 
this position - the instructions state that if the estate tax is being paid in installments and the 
interest is payable out of property transferred to charity, the charitable deduction must be 
reduced by an estimate of the maximum amount of interest that will be paid on the deferred 
tax.   This position reflects the position taken by the IRS in Rev. Rul. 82-6, which was revoked 
by Rev. Rul. 93-48. 

(4) Reduction for Estate Taxes 

(A) The estate's charitable deduction must be reduced by death taxes 
when: 
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(i) The charity is a residual beneficiary of the estate, and  

(ii) Death taxes are charged against the residuary estate 
under the terms of the will or state law.  

(B) An interrelated or circular computation must be performed to 
determine the amount of the estate's charitable deduction because the amount of federal (and 
often state) estate tax is dependent on the charitable deduction, and the charitable deduction 
is dependent on the amount of federal (and often state) estate tax 

(5) Reduction for Administration Expenses 

(A) The charitable deduction on Form 706 must be reduced by 
certain estate administration expenses if the charitable share is a residual beneficiary of the 
estate and administration expenses are charged against the residuary estate under the terms 
of the will or local law.  

(B) The same rules as set forth above for the marital deduction in 
Schedule M for “transmission” and “management” expenses apply to the charitable deduction 
on Schedule O. 

(e) Charitable Remainder Trusts. 

(1) No estate tax charitable deduction is allowed for a charitable gift of a 
remainder interest in trust where there is a non-charitable income beneficiary (i.e., a "split-
interest" trust) unless the trust is either a charitable remainder annuity trust (CRAT), a 
charitable remainder unitrust (CRUT), or a pooled income fund.  

(2) A charitable remainder trust (CRT) provides an annual income stream to 
one or more non-charitable beneficiaries for a term of years or for the beneficiary's life. At the 
expiration of the income interest, the remainder interest in the trust passes to charity. 

(3) Charitable Remainder Annuity Trusts (CRATs) 

(A) Statutory Requirements.  

(i) A charitable remainder annuity trust (CRAT) is designed to 
pay a fixed amount to a non-charitable beneficiary for a term of years or for life.  

(ii) Since the periodic payment is fixed, it provides some 
degree of assurance of the amount of funds that will be available for the designated charitable 
beneficiary.  

(iii) CRATs must meet the following statutory requirements: 

(I) A fixed amount or fixed percentage of the initial 
value of the trust must be paid to the non-charitable beneficiary at least annually. 

(II) The periodic payment to one or more persons (at 
least one of which is not a charitable organization) must be at least 5% and no more than 50% 
(for transfers after June 18, 1997) of the FMV of the trust's property at the time it is transferred 
to the trust. Note that a charity may be an income beneficiary as long as there is at least one 
non-charitable beneficiary.  

(III) If the non-charitable beneficiary is an individual, 
the individual must be living at the time the property is transferred to the trust. 
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(IV) The required payment must be paid for a term of 
years (not more than 20 years) or for the life (or lives) of the designated beneficiary(ies). The 
payments can be in the form of a joint and survivor annuity, may not be over the life of anyone 
other than the beneficiary and if payments are for a fixed term, the non-charitable beneficiaries 
need not be named, but must be identified in the trust instrument.  

(V) Other than the periodic payments to the non-
charitable beneficiary, the trust can only make payments to (or for the use of) a qualified 
charitable organization (i.e., no one can have the power to invade, alter, or amend the trust). 

(VI) When the income interest terminates, the 
remaining trust assets must be paid directly to or held in trust for one or more qualified 
charities. A qualified charity for this purpose must meet the requirements of both §2055(a) and 
§664(d)(1)(C) or (d)(2)(C). The income beneficiary or the trustee can be allowed to select another 
qualified charity in lieu of the one named in the trust instrument. Additionally, a donor can 
retain the right to change the charity by will and may also, through specific authorization 
within the trust instrument, retain the right to amend or revoke charities and substitute other 
charities even while serving as trustee). If so, the terms of the trust should limit the power to 
charities that qualify for income, estate, and gift tax deductions. 

(VII) The trust must include provisions in its governing 
instrument that prevent it from violating certain private foundation rules that also apply to 
split-interest charitable trusts.  

(VIII) A CRAT's governing instrument must prohibit 
additional contributions to the trust after the initial contribution  

(IX) The value of the remainder interest passing to 
charity must be at least 10% of the net FMV of the property placed in trust on the date of the 
contribution to the trust. If the transfer does not meet this requirement, the trust will not be a 
qualified CRT and will be taxed as a complex trust or a grantor trust. Note: Although the 10% 
requirement applies to transfers in trust made after July 28, 1997, it does not apply to CRTs 
created by a decedent's will if the will was executed before July 29, 1997, and either (a) the 
decedent died before 1999 or (b) the decedent was mentally incompetent on July 28, 1997 and 
never regained the mental ability to change the disposition of his property. 

(X) A charitable remainder trust cannot qualify as an 
electing small business trust; this means that a CRAT cannot be a shareholder in an S 
corporation. 

(B) In addition to these requirements, in Rev. Rul. 77-374, the IRS 
has also said no charitable deduction will be allowed for funding a CRT unless the possibility is 
so remote as to be negligible that the trust will fail to have any assets left to distribute to 
charity after the non-charitable interests have expired and, for this purpose, a 5% or less 
probability that the non-charitable beneficiaries will outlast the trust principal is considered 
negligible. 

(C) Estate Tax Deduction.  

(i) The estate tax charitable deduction for a CRAT equals the 
FMV of the trust's remainder interest.  

(ii) This value is determined by subtracting the present value 
of the non-charitable annuity interest from the FMV of the property placed in the trust.  
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(iii) The value of the various interests are determined as of the 
date of the decedent's death (or, if elected, the alternate valuation date). 

(iv) Calculating the Deduction. 

(I) The value of a remainder interest in a charitable 
remainder annuity trust (CRAT) is determined by subtracting the value of the annuity stream 
received by the income beneficiary from the value of the property contributed.  

(II) To value a remainder interest in a CRAT, the 
present value of the annuity payments is subtracted from the value of the property contributed 
to the trust. The following discussion is a step-by-step approach for determining the value of a 
remainder interest in a CRAT: 

01. STEP 1 - Determine the §7520 rate. For 
testamentary transfers, the valuation date is the date of death unless the executor elects the 
alternate valuation date.  However, the executor may elect to use the rate for either of the two 
months preceding the month of the transfer. For a charitable remainder annuity trust, the 
higher the Section 7520 rate, the larger the charitable deduction. The election is made by 
attaching a statement to the decedent's return. 

02. STEP 2 - Locate the appropriate annuity 
factor. The second step in the process of calculating the value of the remainder interest in a 
CRAT is to determine the appropriate factor for valuing the annuity interest from the IRS 
valuation tables. The table containing the appropriate factor varies depending on the trust's 
term (i.e., term of years, life of one individual, or joint life). 

  A.. Table S provides the factors for 
determining the present worth of an annuity payable for the life of an individual. 

  B. Table B provides the factors for 
determining the present worth of an annuity payable for a term certain. 

  C. Table K provides the adjustment 
factors for annuities payable at the end of annual, semiannual, quarterly, monthly, and weekly 
periods. 

  D. Table J provides the adjustment 
factors for annuities payable at the beginning of annual, semiannual, quarterly, monthly, and 
weekly periods for a term of years. 

  E. Table R(2) provides the present 
worth of a remainder interest at the death of the last to die of two lives. 

03. STEP 3 - Determine the unadjusted value of 
the annuity. The unadjusted value of the annuity is determined by multiplying the amount 
payable annually by the factor determined in Step 2.  

04. STEP 4 - Adjust for annuities payable at 
beginning or end of period. The value of the annuity determined in Step 3 assumes the annuity 
is paid annually at the end of the year. Thus, the value must be adjusted if the annuity is paid 
either at the end of a semiannual, quarterly, monthly, or weekly period, or at the beginning of 
an annual, semiannual, quarterly, monthly, or weekly period. 
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 A. End of Period - Adjustment factors 
for annuities payable at the end of the period are in Table K. The factor to be used is the one 
corresponding to the §7520 rate and frequency of payment (e.g., monthly).  

B. Beginning of Period - The 
adjustment required for an annuity payable at the beginning of a period depends on whether 
the annuity is payable for life or a term of years.  If life, then the value of the annuity is the 
sum of the first payment plus the present value of a similar annuity, payment of which is made 
at the end of a period.  If term of years, then use Table J, and the factor to be used is the one 
corresponding to the §7520 rate and the frequency of payment (e.g., monthly). 

05. STEP 5 - Calculate the present value of the 
remainder interest.  Once the present value of the annuity has been calculated (see Steps 1 
through 4), the value of the remainder interest is determined by subtracting the value of the 
annuity from the value of the property contributed to the trust. 

(4) Charitable Remainder Unitrusts (CRUTs) 

(A) Statutory Requirements.  

(i) A charitable remainder unitrust (CRUT) is subject to the 
same requirements and restrictions as a CRAT with the following modifications: 

(I) Additional contributions may be made to a CRUT 
after the trust is originally funded. 

(II) The non-charitable beneficiary's periodic payment 
must be recalculated annually and may fluctuate upward or downward according to the value 
of the trust property. 

(III) In addition to the standard CRUT, a CRUT will not 
be disqualified if it provides for certain other periodic payment methods, referred to as "income 
exception methods."  

(IV) The requirement that the periodic payment for any 
year be not less than 5% or no more than 50% of the FMV of the trust's assets must be met 
annually. 

(V) The 10% requirement for transfers in trust made 
after July 28, 1997 must be met when the trust is initially funded and when additional 
contributions are made to the trust. 

(ii) The IRS has issued eight revenue procedures that provide 
annotated sample trust declarations which satisfy the requirements of §664 for CRUTs under 
various alternatives (Rev. Procs. 2005-52, 2005-53, 2005-54, 2005-55, 2005-56, 2005-57, 
2005-58, and 2005-59).  

(I) The sample forms are provided for guidance; their 
use is not mandatory.  

(II) Modifications to the sample forms may be required 
to comply with state laws. Regardless of which forms are used, all CRTs must pass the 5% 
minimum and 50% maximum payout requirements and the 10% minimum remainder interest 
requirement.  

(B) Types of CRUTs 
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(i) Fixed Percentage (STAN-CRUT).  

(I) The amount paid to the non-charitable beneficiary 
is a fixed percentage of the FMV of the trust's assets valued annually.  

(II) Thus, the periodic payment (unitrust amount) may 
fluctuate from year to year. 

(III) The following are other acceptable periodic 
payment methods, referred to as "income exception methods," which will not prevent a trust 
from qualifying as a CRUT: 

01. Lesser of trust accounting income or fixed 
percentage without make-up (NI-CRUT).  This method limits the non-charitable beneficiary's 
payment to the amount of the trust's accounting income when this amount is less than the 
required distribution 

02. Lesser of trust accounting income or fixed 
percentage with make-up (NIM-CRUT).  The non-charitable beneficiary receives the lesser of the 
trust's net accounting income for that year or the fixed percentage. In a year when the trust's 
net income exceeds the fixed percentage, the excess is used to make up for past deficiencies in 
years when the net income was less than the fixed percentage 

03. Conversion from income exception method 
(see Item 1 or 2) to STAN-CRUT (FLIP-CRUT).  The non-charitable beneficiary receives the 
lesser of income or the fixed percentage amount and then later, upon a triggering event, 
switches (i.e., flips) to the fixed percentage.  The FLIP-CRUT is useful when the assets used to 
fund the CRUT are illiquid assets that produce little or no current income (e.g., raw land). The 
donor may want the non-charitable income beneficiary or beneficiaries of the CRUT to receive a 
steady stream of payments based on the total return available from the value of the assets. The 
donor recognizes, however, that the CRUT cannot make these payments until it can convert the 
unmarketable assets into liquid assets that can be used to pay the fixed percentage amount. 

(IV) Trust accounting income is determined by state 
law and the trust's governing instrument, which may specifically allocate certain items to trust 
income or to principal.  

(V) If the trust instrument differs fundamentally from 
state law, it is generally ignored in favor of the state law. For example, a trust instrument 
allocating ordinary dividends to trust principal generally would be superseded by state law. 

(C) Estate Tax Deduction.  

(i) The estate tax charitable deduction for a CRUT equals the 
present value of the trust's remainder interest.  

(ii) The present (deductible) value of the remainder interest is 
determined by multiplying the amount contributed to the CRUT by the actuarial factor 
representing the value of the remainder interest.  

(iii) Valuing the Remainder Interest: 

(I) STEP 1:  Determine the adjusted payout rate. The 
first step in calculating the deduction for a remainder interest in a CRUT is to determine the 
appropriate adjusted payout rate.  
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       01. The adjusted payout rate is determined by 
multiplying the trust's annual payout rate by the appropriate factor in Table F.  

02. The correct Table F to use is the one 
corresponding to the §7520 rate (120% of the federal midterm interest rate compounded 
annually and rounded to the nearest .2%) for the month that includes the valuation date.  

03. The appropriate factor is the one under the 
column corresponding to the payment frequency of the trust (annually, semiannually, etc.) and 
the number of months before the first payment from the trust. 

(II) STEP 2:  Calculate the appropriate remainder 
factor. The second step in the process of calculating the value of the remainder interest is to 
determine the appropriate remainder interest factor from the IRS valuation tables. The table 
containing the appropriate factor varies depending on the trust's term (i.e., term of years, life of 
one  individual, or joint life). 

01. Term of Years. If the unitrust interest is 
based on a specified term of years, the appropriate factor used in the valuation of the 
remainder interest is in Table D. The appropriate factor is the one under the column for the 
adjusted payout rate (see Step 1) corresponding to the designated term of years for the trust. 
The adjusted payout rate computed in Step 1 seldom corresponds to a rate in the appropriate 
valuation table. Thus, an intermediary calculation interpolating the correct factor from the 
factors in the tables is usually required.  

02. Life of One Individual. If the unitrust 
interest is based on the life of one individual (i.e., a single life CRUT}, the appropriate factor 
used in the valuation of the remainder interest is in Table U(1 ). The appropriate factor is the 
one listed under the column for the adjusted payout rate (see Stop 1) that corresponds to the 
age of the individual on whose life the term of the trust is based. The correct age to use is the 
age of the individual as of his or her nearest birthday. The adjusted payout rate computed in 
Step 1 seldom corresponds to a rate in the appropriate valuation table. An intermediary 
calculation interpolating the correct factor from the factors in the tables is usually required. 

03. Joint Life Unitrust. If the unitrust interest 
is based on the lives of two individuals (i.e., a joint life CRUT), the appropriate factor used in 
the valuation of the remainder interest is in Table U(2). (This table only applies when the 
payout percentage during the joint lives is the same as that during the life of the survivor.) The 
appropriate factor is the one under the column for the adjusted payout rate (see Step 1) that 
corresponds to the ages of each of the individuals on whose lives the trust's term is based. 
Table U(2) lists two ages for each adjusted payout rate, with the older age in the first column. 
The correct age to use is the age of the individual as of his or her nearest birthday. The 
adjusted payout rate computed in Step 1 seldom corresponds to a rate in the appropriate 
valuation table. Thus, an intermediary calculation that interpolates the correct factor from 
those listed in the tables is usually required. 

(III) STEP 3:  Interpolate the remainder interest factor.  

01. As noted above, the adjusted payout rate 
calculated in the initial step seldom matches the factors in the valuation tables.  

02. When the adjusted payout rate is between 
the factors listed in the appropriate valuation table, a linear interpolation must be made. This 
is done by first taking the difference between the nearest adjusted payout rate below the rate 
calculated in Step 1 and the Step 1 rate.  
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03. Then, the difference is computed between 
the factor for the nearest rate that is less than the adjusted payout rate calculated in Step 1 
and the factor for the nearest rate that is greater than the Step 1 rate.  

04. These two differences are then used in the 
following formula to determine the amount by which the remainder interest factor must be 
adjusted (where X represents the amount by which the remainder interest factor must be 
adjusted). 

(IV) STEP 4 - Determine the present value of the 
remainder interest. Once the appropriate remainder interest factor has been calculated, the 
present value of the remainder interest is determined by multiplying the FMV of the property 
contributed to the unitrust by the remainder interest factor (i.e., the interpolated factor). The 
FMV of the amount contributed is its value on the date of death or alternate valuation date. 

(iv) What if there is a delay between the date of the first 
payment obligation and the actual funding of the CRUT, particularly in the case of a residuary 
bequest of a charitable remainder trust? 

(I) When a delay occurs, and local law or the 
governing instrument permits, the initial unitrust payment may be delayed until the end of the 
trust's taxable year in which the CRT has been completely funded.  

(II) The amount payable (or receivable) is retroactively 
determined, using the CRUT's tax year, valuation method, and valuation dates according to the 
guidance provided in Treas. Reg. §1.664-1(a)(5)(i) and (ii). 

(III) This involves interpolating a factor between the 
date of death and the actual funding date of the CRUT. 

(5) Pooled Income Funds. 

(A) A pooled income fund (PIF) is a trust established and operated by 
a public charity and is similar to a CRT in that property is transferred to the trust in exchange 
for a lifetime income interest and an estate tax charitable deduction equal to the value of the 
remainder interest left to charity (computed according to Treas. Reg. §1.642(c)-6).  

(B) To qualify as a pooled income fund, the following requirements 
must be met: 

(i) The donor must transfer an irrevocable remainder interest 
to or for the use of a specific public charity that maintains the fund.  

(I) Requiring the fund to be maintained by the charity 
that benefits from it helps ensure that the charitable organization will preserve the value of the 
remainder interest rather than manipulate the investments.  

(II) National organizations that carry out a stated 
charitable purpose through local organizations (with which they share an identity of aims and 
purposes) may maintain a P!F in which the local organizations are named as the remainder 
interest beneficiary. 

(ii) The property contributed by each donor must be 
commingled with property transferred by other donors. 

(iii) The fund cannot receive or invest in tax-exempt securities. 
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(iv) No donor or income beneficiary can be a trustee. 

(v) The donor must retain for himself or herself, or other 
named beneficiaries, a life income interest. 

(vi) Each income beneficiary must be entitled to receive a pro-
rata share of the annual income based on the rate of return earned by the fund. 

(vii) The fund's governing instrument generally must require a 
depreciation reserve fund (calculated in accordance with generally accepted accounting 
principles) to be set up for any depreciable property that the fund holds.  

(I) This requirement does not apply if the fund is 
prohibited from accepting or investing in depreciable property.  

(II) Nor does it apply to a fund created before February 
16, 1991, if the fund does not accept any donations after December 31, 1992. 

(C) Income Interest Transferred to Spouse - The transfer of the 
income interest in a PIF to a spouse is a terminable interest that is eligible for the marital 
deduction only if the QTIP election is made. 

(D) Calculating the Deduction 

(i) The decedent's estate is allowed an estate tax charitable 
deduction for the present value of the remainder interest transferred to a PIF.  

(ii) The amount of this deduction varies depending on the 
fund's yearly rate of return and the life beneficiary's age.  

(iii) The rules for valuing the remainder interest in a PIF are in 
Treas. Reg. §1.642(c)-6, which requires that an actuarial factor representing the value of the 
remainder interest must be multiplied by the value of the transferred property to arrive at a 
value for the remainder interest.  

(iv) Step-by-step approach for determining the value of a 
remainder interest in a PIF: 

(I) STEP 1 - Determine the fund's highest yearly rate 
of return.  

01. The first step in calculating the deduction 
for a remainder interest in a PIF is to determine the fund's highest yearly rate of return for the 
previous three years.  

02. This computation generally is performed by 
the fund and provided to the donor.  

03. If the fund has not been in existence for 
three years, the highest rate of return is deemed to be the rate (rounded to the nearest .2%) 
that is 1% less than the highest annual average of the §7520 rates for the three preceding 
calendar years.  

(II) STEP 2 - Calculate the appropriate remainder 
factor.  
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01. The second step in the process of 
calculating the value of the remainder interest is to determine the appropriate remainder 
interest factor from the IRS valuation tables.  

02. The table containing the appropriate factor 
varies depending on the trust's term (i.e., life of one individual or joint life).  

  A. Life of One Individual. If the  non-
charitable interest is based on the life of one individual, the appropriate factor used in the 
valuation of the remainder interest is found in Table S. Using the table corresponding to the 
fund's yearly rate of return computed in Step 1 [e.g., Table 8(3.4)], the appropriate factor is the 
one under the remainder column corresponding to the age of the individual on whose life the 
term of the trust is based. The correct age to use is the age of the individual as of his or her 
nearest birthday. The yearly rate of return computed in Step 1 seldom corresponds to a rate 
listed in the appropriate valuation table. Thus, an intermediary calculation that interpolates 
the correct factor from the factors in the tables usually is required.  

  B. Joint Life PIF. If the non-charitable 
interest is based on the lives of two individuals (i.e., joint life PIF), the appropriate factor used 
in the valuation of the remainder interest is found in Table R(2). The appropriate factor is the 
one under the column for the yearly rate of return (see Step 1) corresponding to the ages of 
each of the individuals on whose lives the term of the trust is based. (Note that Table R(2) lists 
two ages for each adjusted payout rate.) The correct age is the individual's age as of his or her 
nearest birthday [Reg. 1.642(c)-6(e)(1)]. The yearly rate of return computed in Step 1 seldom 
corresponds to a rate in the appropriate valuation table. Thus an intermediary calculation 
interpolating the correct factor from those in the tables usually is required.  

03. STEP 3 - Interpolate the remainder interest 
factor.  

  A. As discussed in Step 2, the yearly 
rate of return calculated in Step 1 seldom matches the factors in the valuation tables.  

  B. When the rate is between the factors 
in the appropriate valuation table, a linear interpolation must be made. This is done by first 
taking the difference between the nearest yearly rate of return below the rate calculated in Step 
1 and the Step 1 rate. Then, the difference is computed between the factor for the nearest rate 
less than the Step 1 rate and the factor for the nearest rate greater than the Step 1 rate. These 
differences are then used in the following formula to determine the amount by which the 
remainder interest factor must be adjusted (where X represents the amount by which the 
remainder interest factor must be adjusted). 

04. STEP 4 - Determine the present value of the 
remainder interest.  

  A. Once the appropriate remainder 
interest factor has been calculated, the present value of the remainder interest is determined 
by multiplying the FMV of the amount contributed to the P!F by the remainder interest factor.  

  B. The FMV of the amount contributed 
is its value on the date of the transfer to the fund. 

(6) The Charitable QTIP Trust 



 

106 
4218/99999-704 current/55887059v2  ©2016 by George D. Karibjanian.  All Rights Reserved 

(A) With a charitable QTIP trust, at the spouse's death the remainder 
interest in the trust passes to the charitable beneficiary named by the original transferor (i.e., 
the original decedent).  

(B) Assuming strict requirements are met, the original transferor 
receives an estate tax marital deduction for the full value of the property transferred to the 
trust.   

(C) Although they do not qualify as CRTs, charitable QTIP trusts can 
be used to achieve similar results as a charitable QTIP trust is merely a QTIP trust in which the 
remainder beneficiary is a qualified charitable organization.  

(D) When the surviving spouse dies, the full value of the property is 
included in his or her gross estate under §2044, but since the remainder interest in the trust 
passes to charity, the surviving spouse's estate is entitled to an estate tax charitable deduction 
for the full value of the trust.  

(E) The QTIP trust also provides the surviving spouse the added 
flexibility of invading trust principal if additional funds are needed. 

(f) Charitable Lead Trusts. 

(1) Introduction.   

(A) A charitable lead trust (CLT) is an irrevocable trust that pays a 
charitable beneficiary an annuity or unitrust amount for a set term.  

(B) The payment must be a fixed amount or a fixed percentage of the 
trust's value, redetermined annually.  

(C) The remainder interest either reverts to the donor or is paid to a 
non-charitable beneficiary. 

(2) Charitable Lead Annuity Trust and Unitrust 

(A) Testamentary charitable lead annuity trusts and unitrusts are 
used to transfer property to family members at a reduced estate tax cost.  

(B) This results because the value of the transfer to the non-
charitable beneficiary is based only on the value of the remainder interest (total value of 
property transferred less the actuarial value of the charity's income interest).  

(C) The decedent's estate is not treated as the owner of the lead 
trust's income interest and thus is not taxed on its income. As a result, no income tax 
charitable deduction is allowed to the estate at the time the trust is funded. 

(D) A charitable contribution deduction is allowed for estate and gift 
tax purposes for a gift of an income interest transferred in trust, but only if the income interest 
is either: 

(i) In the form of a guaranteed annuity (i.e., charitable lead 
annuity trust (CLAT)), or 
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(ii) Based on a fixed percentage (unlike a CRUT, it does not 
have to be at least 5%) of the FMV of the trust's assets, determined annually (i.e., charitable 
lead unitrust (CLUT)). 

(3) The permissible term for charitable lead trusts is restricted to either a 
specified term of years or the life or lives of one or more of the following individuals who are 
living when the property is transferred: the decedent's spouse, and an individual who, with 
respect to all remainder beneficiaries (other than charitable organizations), is either a lineal 
ancestor or the spouse of a lineal ancestor of those beneficiaries. 

(4) The payment to charity must be made even if the trust's net income for 
the year is less than the required payment. Thus, the risk is that distributions of principal to 
the charity would be required if the trust's investment performance failed to meet expectations, 
eroding the amount available for eventual distribution to the non-charitable beneficiaries.  

(A) With a CLUT, the charitable and non-charitable beneficiaries 
share in any appreciation (or depreciation) in the value of the trust assets.  

(B) With a CLAT, all appreciation inures to the non-charitable 
remainder beneficiary. 

(5) The governing instrument of either a guaranteed annuity trust or a 
unitrust may provide that any income in excess of the amount necessary to satisfy the required 
payment is to be distributed to a charity. However, the allowable estate tax charitable 
deduction is still limited to the FMV of the annuity or unitrust interest. 

(6) If the FMV of the charity's guaranteed annuity or unitrust interest at the 
date of death (or, if applicable, the alternate valuation date) exceeds 60% of the FMV of the 
trust's assets, a charitable lead trust's governing instrument must prohibit both excess 
business holdings and the acquisition and retention of any assets that would jeopardize the 
trust's charitable purposes.  

(7) In addition, the trust's governing instrument must contain language 
required by the private foundation rules (e.g., prohibiting acts of self-dealing). 

(8) Valuing the Interests 

(A) Generally. 

(i) The principles for determining the value of the income 
interest are similar to those for determining the value of a remainder interest. 

(ii) A guaranteed annuity interest represents the charity's 
right to receive a defined amount of income (paid at least annually) for: 

(I) A specified term;  

(II) The life (or lives) of certain individuals, each of 
whom must be identified and living at the time of the decedent's death; or  

(III) Some combination of alternatives 1 and 2 (e.g., "for 
the life of my wife, Mary Sue Wolfe, plus ten years")  

(iii) A unitrust interest is the charity's right to receive payment 
(at least annually} of a fixed percentage of the trust's net FMV, redetermined annually.  
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(iv) The charity's payment may be made for: 

(I) A specified term;  

(II) The life (or lives) of certain individuals, each of 
whom must be identified and living at the decedent's date of death; or  

(III) Some combination of alternatives 1 and 2. 

(B) Charitable Lead Annuity Interest 

(i) The amount of the estate tax charitable deduction is the 
value of the annuity interest transferred to charity, which is computed using the step-by-step 
approach for valuing the remainder interest in a charitable remainder annuity trust.  

(ii) One exception:  Step 5 is omitted. 

(C) Charitable Lead Unitrust 

(i) The amount of the estate tax charitable deduction is the 
FMV of the property transferred to the trust less the present value of all interests other than 
the unitrust interest transferred to charity. 

(ii) The deduction is computed using the step-by-step 
approach for valuing the remainder interest in a charitable remainder unitrust with two 
modifications.  

(I) MODIFICATION 1 - First, an additional step is 
required to subtract the value of the remainder interest from the value of the transferred 
property to determine the value of the interest transferred to charity.  

(II) MODIFICATION 2 - Second, the 10% remainder 
requirement (for transfers to trust after July 28, 1997) does not apply to charitable lead trusts, 
so testing for that limitation is not required. 

(g) Charitable Bequest Subject to a Contingency 

(1) If, at the decedent's death, a bequest to a qualified charity is contingent 
upon some act or occurrence, a charitable deduction is generally not allowed unless the 
possibility that the contingency will not occur is so remote as to be negligible.  

(2) This remoteness test also applies to events happening after the transfer 
that may prevent the charity from using the property.  

(3) The fact that the charity actually receives the property is irrelevant to 
this test. 

(4) Under Rev. Rul. 70-452, when the possibility that the contingency will 
not occur can be quantified, the remoteness test requires that there be no more than a 5% 
probability that the transfer to charity will fail to occur. 

(h) Portability Exception for Reporting 

(1) Estates filing Form 706 to elect portability that otherwise are not 
required (i.e., the estate is less than $5.43 million, the 2015 filing threshold) to file may qualify 
for special reporting rules for property passing to a qualified charity.  
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(2) Generally, for bequests, devises, or transfers of property included in the 
gross estate that qualify for the charitable deduction under §2055, an executor is not required 
to report a value for such property on the estate tax return unless: 

(A) The value of such property relates to, affects, or is needed to 
determine, the value passing from the decedent to another recipient;  

(B) The value of such property is needed to determine the estate's 
eligibility for the provisions of §2032, §2032A, §6166, or another provision of the Internal 
Revenue Code; 

(C) Less than the entire value of a property interest includible in the 
decedent's gross estate is marital or charitable deduction property; or 

(D) A partial disclaimer or partial qualified terminable interest 
property (QTIP) election is made for a bequest, devise, or transfer of property includible in the 
gross estate, part of which is marital or charitable deduction property. 

(3) If one of the exceptions applies, only the property's description, 
ownership, and/or beneficiary, along with all other information necessary to establish the right 
of the estate to the charitable deduction, is reported on Schedule O.  

(i) Reforming a Defective Charitable Trust. 

(1) If a charitable trust fails to satisfy the statutory requirements for the 
particular trust (i.e., lead or remainder) at the time of the decedent's death, a charitable 
contribution deduction is still available if the trust's governing instrument can be reformed so 
that it meets the applicable requirements. 

(2) Charitable Trusts Eligible for Reformation.  A charitable trust is eligible 
to be reformed if the following conditions are satisfied 

(A) The difference between the actuarial value of the charitable 
interest before and after the reformation is 5% or less of the actuarial value of the interest after 
the reformation. (The value of the interest before reformation is determined as of the date of the 
decedent's death.) 

(B) The charitable interest prior to the reformation is in a form for 
which a deduction would have been allowable under rules in effect prior to the Tax Reform Act 
of 1969. Thus, the interest must be ascertainable (i.e., severable from the non-charitable 
interest). 

(C) In accordance with the trust's pre-reformation governing 
instrument, all payments to non-charitable beneficiaries prior to the vesting of the remainder 
interest in the trust are expressed solely as a fixed dollar amount or a fixed percentage of the 
fair market value (FMV) of the trust's assets.  

(i) This condition does not apply if the reformation process 
begins within 90 days after the deadline (including extensions) for filing the estate tax return 
or, if no estate tax return is required, within 90 days after the due date (including extensions) 
of the trust's first income tax return.   

(ii) The condition also does not apply, regardless of when the 
reformation process is begun, if the trust is formed by a will executed before 1979. 
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(D) For charitable remainder trusts, the non-charitable interests 
must terminate at the same time both before and after the reformation. (However, a non-
charitable interest for a term of years in excess of 20 years may be shortened to 20 years 
without violating this condition.) 

(E) For charitable lead trusts, the charitable interest before and after 
the reformation must be for the same period of time. 

(F) The reformation must retroactively apply from the date of the 
decedent's death (for a testamentary trust) or the date of formation (for an inter vivos trust). In 
addition, provisions must be made for the correction of any overpayment or underpayment 
prior to the reformation. 

(3) Method of Reformation 

(A) A defective charitable trust can be reformed using any method 
permitted under applicable local law if the changes made are binding on all relevant parties 
under the provisions of that law.  

(B) The death of ail of the non-charitable income beneficiaries of a 
charitable remainder trust is treated as a valid reformation if it occurs before the due date 
(including extensions) for filing the decedent's estate tax return.  

(C) A reformation is also deemed to occur if, pursuant to the trust's 
governing instrument, all or a specific portion of the trust passes directly to charity before the 
deadline (including extensions) for filing the estate return. 

(4) Amount of Allowable Deduction.  If a trust is successfully reformed, the 
estate is allowed an estate tax charitable deduction for the lesser of: 

(A) The actuarial value of the charitable interest after the 
reformation, or  

(B) The amount of the actuarial value prior to the reformation for 
which a deduction would have been allowable but for the fact that the trust did not have an 
acceptable annuity or unitrust interest or did not qualify as a pooled income fund. 

 

XVI. Schedule P - Credit for Foreign Death Taxes 

(a) Introduction. 

(1) The estate tax is imposed on the worldwide assets of a U.S. citizen or 
resident. As a result, the potential for double taxation exists when the decedent owned property 
subject to death taxes in another country.  

(2) To minimize the impact of double taxation on these assets, §2014 allows 
a credit against the gross estate tax for any estate, inheritance, legacy, or succession tax paid 
by the decedent's estate to a foreign country. In addition, a credit for death taxes may be 
allowable under more favorable terms when an estate tax treaty exists between the U.S. and 
the country taxing the decedent's property. 

(3) The amount of the credit is computed on Schedule P (Credit for Foreign 
Death Taxes) and carried to Form 706, Part 2, Line 13. 
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(4) The death taxes paid to the foreign country must be converted to U.S, 
dollars by using the exchange rate in effect on the date of payment. 

(b) Eligibility for the Foreign Death Tax Credit 

(1) The foreign death tax credit is allowed against the estate tax of a 
decedent who was a U,S. citizen and/or a U.S. resident at the time of death, but it is not 
allowed to the estate of a nonresident alien.  

(2) Note that the President is authorized to deny the credit to the estates of 
resident aliens if their native country does not allow a credit to the estate of U.S. citizens 
residing in that foreign country. 

(3) Eligible Residents 

(A) When determining a decedent's eligibility for the credit, a resident 
decedent is one who, at the time of his death, was domiciled in the U.S. (i.e., the 50 states and 
District of Columbia).  

(B) A person's domicile is the place where the person lives, even for a 
brief period of time, if there is no present intention of leaving. Thus, both actual presence and 
an intention to remain indefinitely are prerequisites for establishing residency. 

(4) Eligible Foreign Taxes 

(A) A credit is allowed for any estate, inheritance, legacy, or 
succession tax paid to a foreign country with respect to property situated in that country and 
included in the decedent's gross estate.  

(B) Taxes paid to a U.S. possession are also eligible for the credit. 

(C) While the characterization of a foreign tax as an estate, 
inheritance, legacy, or succession tax is not always clear, such characterization is controlled by 
U.S. law.  Unless the foreign tax is substantially equivalent to an estate, inheritance, legacy, or 
succession tax as that term is contemplated by U.S. law, a foreign death tax will not qualify for 
the credit. 

(D) Even though tax law says the foreign tax must be a death (i.e., 
estate, inheritance, etc.) tax, a treaty can allow other types of taxes paid to qualify for the 
foreign death tax credit. For example, Canada does not have an estate tax. However, the 
Canadian income tax laws deem a decedent to have disposed of his property at death at the 
property's fair market value. Thus, appreciated property is subject to Canadian income tax. 
Previously, the IRS and the Tax Court denied a U.S. foreign death tax credit for Canadian 
income tax imposed at death on appreciated property, but the U.S. and Canada Treaty allows 
estate tax credit for federal and provincial income taxes payable in Canada related to 
appreciated property at death.  

(5) Situs of Property 

(A) In order for a foreign death tax to be creditable, the property on 
which the tax Is imposed must be situated in a foreign country.  

(B) The situs of foreign property is determined: 
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(i) According to the principles of §§2104 and 2105 and the 
regulations, which are used to determine the situs of property of a nonresident decedent who is 
not a U.S. citizen, or  

(ii) Under provisions of a death tax treaty. 

(6) Under these principles, real estate and tangible personal property is 
considered to be situated in the country where it is located, but the situs of intangible property 
is dependent on the specific type of intangible. 

(A) Corporate Stock.  

(i) Shares of corporate stock are considered to be situated in 
the country where the issuing corporation is incorporated, not the physical location of the 
stock certificates.  

(ii) Thus, stock issued by a foreign corporation is deemed to 
be situated in the country where the corporation is incorporated. 

(B) Debt Obligations.  

(i) A bond, debenture, note, or other debt obligation is 
considered to be situated in the country where the issuer is located.  

(ii) Thus, an obligation issued by the U.S government, a state 
or political subdivision, or a domestic corporation will be considered situated in the U.S. 
regardless of where the note is held.  

(iii) Similarly, an obligation issued by a foreign government or 
corporation will be deemed to be situated in the foreign country.  

(iv) However, an obligation issued by a corporation (including 
a U.S. corporation) will not be considered property situated in the country where the 
corporation is located if at least 80% of the corporation's gross income for a three-year period is 
derived from sources outside that country. The three-year testing period ends with the close of 
the corporation's last tax year preceding the date of death. 

(C) Cash in Bank.  

(i) Money deposited with domestic banks and savings and 
loans is treated as situated outside the U.S. if not effectively connected with a trade or 
business within the U.S. 

(ii) Similarly, funds deposited in a foreign bank in the foreign 
country imposing the tax are not considered to be situated in that country if not effectively 
connected with a trade or business in that country. 

(iii) Deposits with a foreign branch of a domestic banking 
institution are considered to be situated in the U.S. unless effectively connected with a foreign 
trade or business and, likewise, deposits with a domestic branch of a foreign bank have a 
foreign situs unless effectively connected with a U.S. trade or business. 

(7) Special Limitations Period.  The credit for foreign death taxes is limited to 
taxes that are actually paid and for which a credit is claimed within the later of four years after 
the filing of the estate tax return, or: 
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(A) Any time before the expiration of any extension of time under 
§6161 for paying the federal estate tax, or 

(B) If a timely petition for a redetermination of a deficiency has been 
filed with the Tax Court, within 60 days after the Tax Court's final decision. 

(c) Two Limitations on the Amount of the Foreign Death Tax Credit. 

(1) Two limitations are imposed in order to determine the extent to which 
the decedent's property is subject to double taxation.  If the foreign death taxes credit allowable 
under provisions of an estate tax treaty is more beneficial than the calculated credit, the estate 
may claim the credit using the estate tax treaty provisions. 

(2) First Limitation. 

(A) The amount of the foreign death tax credit is limited to the 
portion of the foreign death tax determined by a fraction 

(i) The numerator is that value of property situated in the 
country imposing the tax, and  

(ii) The denominator is the value of all property Included in 
the decedent's gross estate that is subject to foreign death taxes. 

(B) The first limitation generally will not apply unless the property 
subject to tax in a foreign country is not situated in that country under the rules for 
determining situs or the property (or an interest in property) is subject to foreign tax but not 
included in the decedent's gross estate.  

(C) The values used in computing the first limitation are those 
determined for the foreign death tax. The foreign death tax should be converted to U.S. dollars 
before the first limitation is computed, using the exchange rate in effect at the time each 
payment of tax is made. 

(3) Second Limitation. 

(A) The second limitation limits the foreign death tax credit to the 
amount of federal estate tax attributable to the foreign property.  

(B) The second limitation applies a fraction to the gross federal estate 
tax reduced by the applicable credit amount and any credit for gift tax.  

(i) The numerator of this fraction is the adjusted value of the 
foreign property subject to foreign death taxes (situated in that country) and included in the 
gross estate.  

(ii) The denominator is the value of the gross estate reduced 
by the total amount allowed as a charitable or marital deduction. 

(C) The second limitation limits the credit to the amount of federal 
estate tax attributable to the foreign property.  

(D) The values used in computing the second limitation are those 
determined for federal estate tax. 



 

114 
4218/99999-704 current/55887059v2  ©2016 by George D. Karibjanian.  All Rights Reserved 

(E) The regulations require that certain adjustments be made to the 
numerator of the fraction. To prevent the estate from claiming a deduction and credit for the 
same property, the value of the foreign property subject to tax (i.e., the numerator) must be 
adjusted if the estate claimed a deduction for foreign taxes on charitable transfers under 
§2053(d). If a deduction was claimed, the numerator must be reduced by the value of the for 
which a deduction was claimed. 

(F) In addition to the adjustment required when foreign death taxes 
are claimed as a deduction, another adjustment may be required if a charitable or marital 
deduction is allowed. The value of the property (i.e., the numerator) must be reduced if the 
property is bequeathed to a surviving spouse or a charity if the property is a specific bequest, 
the numerator is reduced by the value of the property bequeathed. If is a portion of a marital or 
charitable the reduction is an amount of the charitable or marital deduction. 

(4) Deducting Foreign Death Taxes Paid on Charitable Transfers 

(A) Instead of claiming the credit against estate tax, §2053(d) allows 
the executor to elect to deduct foreign death taxes (imposed by and actually paid to a foreign 
government) on a charitable transfer if the following requirements are met:  

(i) The foreign death taxes are attributable to a transfer made 
to a charity described in §2055 or §2106(a)(2). 

(ii) The executor elects, in writing, to deduct the taxes in lieu 
of claiming the credit against the estate tax.  

(iii) Either, 

(I) The decrease in the estate tax resulting from the 
deduction of the taxes is solely for the benefit of the charity, or  

(II) The federal estate tax is “equitably apportioned” 
among all beneficiaries of the gross estate (“equitably apportioned” means the beneficiary's 
share of tax is based on the net amount of the beneficiary's share of the gross estate subject to 
the tax (after deductions and credits)). 

(B) The amount of the foreign death tax attributable to a charitable 
transfer is the tax directly imposed on the charitable transfer under foreign law. If the foreign 
death tax is imposed on the decedent's entire estate (as opposed to a direct tax on the 
charitable transfer), the amount deemed imposed on the charitable transfer is determined by a 
fraction of the total foreign death tax, with: 

(i) The numerator equaling the value of the charitable 
transfer, and 

(ii) The denominator equaling the total estate property subject 
to foreign death tax. 

(d) Applying for Certification of Foreign Death Taxes Paid (Form 706-CE). 

(1) Form 706-CE (Certificate of Payment of Foreign Death Tax) must be filed 
before any credit for foreign death taxes will be allowed.  

(2) Form 706-CE is submitted to the tax official of the foreign government 
where the tax was paid requesting certification of: 
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(A) The full amount of the tax before allowance for any credit, 
remission, or relief; 

(B) The amount of any credit, allowance, remission, or relief; 

(C) The net foreign tax payable after any such allowance (Form 706-
CE, Line 4); 

(D) The date on which the foreign tax was paid (if paid in 
installments, provide the date for all partial payments) (Form 706-CE, Line 4); and 

(E) A list of the property situated in the foreign country and 
subjected to its tax, including descriptions and values (Form 706-CE, Line 5). 

(3) The Form 706-CE instructions state the form is to be prepared in 
triplicate for each foreign death tax being claimed as a credit.  

(4) The original and one copy should be sent to the tax official of the foreign 
government where the tax was paid. The foreign tax official should be asked to certify the form 
and forward a signed copy to the Department of Treasury, IRS, Cincinnati, OH 45999. The 
third copy is retained by the executor. 

(5) What happens if the foreign government will not certify? 

(A) If the foreign government refuses to certify Form 70B-CE, the 
form instructions state the executor should file it directly with the IRS Center, Cincinnati, OH 
45999.  

(B) The executor should attach a statement, signed under penalties 
of perjury, explaining why the foreign government refused to certify Form 706-CE.  

(C) In addition, a copy of the foreign death tax return and a receipt or 
canceled check verifying payment of the tax should be attached.  

(e) Computing the Foreign Death Tax Credit under an Estate Tax Treaty. 

(1) If the provisions of a treaty apply to the estate of a U.S. citizen or 
resident, a credit is authorized for the payment of foreign death taxes specified in the treaty. 

(2) When a credit is allowable under §2014 or a treaty, the estate may claim 
the provisions that yield the most beneficial result.  

(3) If the estate is subject to death taxes imposed by both a foreign country 
with which the U.S. has a treaty and one or more of its possessions or political subdivisions, 
the allowable credit is the larger of: 

(A) A credit for the combined taxes paid, determined under the 
treaty; 

(B) A credit for the combined taxes paid, determined under §2014; or 

(C) A credit determined for the taxes allowable under the treaty plus 
a credit determined under §2014 for the taxes paid to the possession or political subdivision 
not covered by the treaty. 
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(4) Estate tax treaties are presently in force with the following countries: 
Australia, Austria, Canada, Denmark, Finland, France, Germany, Greece, Ireland, Italy, Japan, 
Netherlands, Norway, South Africa, Switzerland, and the United Kingdom. 

 

XVII. Schedule Q – Credit for Tax on Prior Transfers 

(a) Introduction 

(1) A decedent's estate (the recipient) is allowed a credit for all or a portion of 
the estate taxes paid on property transferred from another decedent (the transferor).  

(2) This credit attempts to mitigate the harsh estate tax consequences that 
result when the recipient of property taxed in the transferor's estate dies shortly after receiving 
the property, subjecting the property to estate tax again in the recipient's estate.  

(3) There is no requirement that the transferred property be identified in the 
recipient's estate in order for the estate to be eligible for the credit - all that is required is that 
the transferred property was subjected to tax in the transferor's estate and the specified time 
period has not elapsed. 

(4) The credit is only available for federal estate tax attributable to the 
transferred property - estate tax paid to a state does not qualify. 

(5) The credit is allowable if: 

(A) The recipient of the transferred property dies within the one-year 
period after the transferor's death, or  

(B) The transferor dies within two years after the recipient's death. 

(6) The credit is limited to the lesser of the transferor's or the recipient's 
federal estate tax attributed to the transferred property and is gradually reduced based on the 
length of time since the property was transferred.  

(7) The amount of the credit is computed on Schedule Q and carried to Form 
706, Part 2, Line 14. 

(b) Eligible Property 

(1) The term “property” includes any beneficial interest (i.e., legal or 
equitable) in property, including the property subject to a general power of appointment.  

(2) It does not include an interest in which the recipient receives only bare 
legal title, as in the case of a trustee, or property over with the decedent held a limited power of 
appointment.  

(3) The recipient does not have to receive an ownership interest in the entire 
property to claim a credit for tax on a prior transfer.  

(4) The credit is also allowed for an interest in an annuity, life estate, term 
for years, remainder, or other future interest. Thus, the value of a life estate is eligible for the 
credit, even though it is not includable in the recipient's gross estate. 

(c) Valuation of Property 
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(1) For the credit to be allowed, the transferred property's value must be 
determinable and greater than zero 

(2) The value of the property is determined using normal valuation 
principles for the type of property involved. While the standard life expectancy tables are 
applicable to most life estates, the IRS has said there are times when the actual facts of an 
individual's condition are so exceptional that the actuarial tables are not used.   

(A) For example, when life estates are created by simultaneous 
deaths, a life estate's value is the amount a willing buyer with knowledge of all relevant facts 
would pay.  

(B) If the life estates had a zero value, credits for the tax on prior 
transfers would not be applicable.  

(C) The valuation tables also may not be used to value transfers if the 
recipient of a life estate is terminally ill at the time of the transfer.  

(i) An individual who is known to have an incurable illness or 
other deteriorating physical condition is considered terminally ill if there is at least a 50% 
probability that the individual will die within one year.  

(ii) If the individual is terminally ill, the actual life expectancy 
must be used to value the life estate, but if the individual survives for 18 months or longer 
after the transfer, he or she is presumed not to have been terminally ill on the date of the 
transfer (and presumably the tables can be used on an amended return to revalue the transfer. 

(3) Life Estate in a Discretionary Trust 

(A) A life estate in a discretionary trust may also be difficult to value. 
Because the income beneficiary must have a fixed right to all or a specific portion of the trust 
income for life in order for the value of a life interest in a trust to be determinable.  

(B) When the trustee has the discretionary power to sprinkle income 
among several beneficiaries, the value of the income interest is not ascertainable and no credit 
is allowed.  

(C) Likewise, when the trustee possesses the discretionary power to 
distribute or accumulate income for the benefit of the income beneficiary, the beneficiary's life 
estate cannot be valued according to recognized principles and no credit is allowed for such 
interest. 

(d) Eligible Transfers 

(1) For an estate to claim the credit for tax on prior transfers, there must 
have been a transfer of property from the transferor to the recipient.  

(2) A transfer includes any transfer of property (or an interest in property) 
under circumstances where the property (or interest) was included in the transferor's estate.   
Property received as a result of the exercise of a power of appointment is deemed to be 
transferred from the power holder, not the power's creator. Accordingly, the credit is available if 
the property is included in the holder's gross estate. 

(3) Additional examples of transfers include property received from the 
transferor: 
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(A) As a spouse under dower or curtesy laws,  

(B) As a surviving tenant of a tenancy by the entirety or joint tenancy 
with survivorship rights, 

(C) As the beneficiary of a life insurance policy,  

(D) As the survivor under an annuity contract,  

(E) As the donee of a general power of appointment, or  

(F) As a remainderman under the release of a general power of 
appointment over property included in the gross estate of the donee of the power. 

(e) Limitations on the Credit 

(1) The credit for tax on prior transfers is limited to the lesser of two 
limitations.. 

(2) First Limitation - The amount of the transferor's federal estate tax 
attributable to the transferred property. 

(A) The limitation is computed by multiplying the transferor's estate 
tax (as adjusted) by a fraction: 

(i) The numerator is the net value of the transferred property, 
and  

(ii) The denominator is the transferor's adjusted taxable 
estate. 

(B) When determining the amount of estate tax attributable to the 
transferred property, only the net value of the transferred property subject to estate tax in the 
transferor's gross estate is used.  

(i) This net value is the value at which the property was 
included in the transferor's gross estate, reduced by the amount of taxes, expenses, and debts 
charged against the property.  

(I) Death Taxes.   

01. The property's value must be reduced by 
the amount of death taxes charged against the property.  

02. Death taxes include federal estate taxes 
and any other estate, inheritance, legacy, or succession taxes payable from the transferred 
property (e.g., state death taxes).  

03. If the transferor's will or local law specifies 
the taxes are to be paid from other property, the value of the transferred property is not 
reduced to the extent the taxes are in fact paid with other property.  

04. The amount of death taxes charged against 
the transferred property is entered on Line 2 of the Schedule Q worksheet. 

(II) Reduction for Encumbrances.  
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01. The value of transferred property is reduced 
by the amount of any encumbrance on the property.  

02. Thus, when property is transferred subject 
to a mortgage, the value of the transfer is the value of the transferred property less the 
outstanding mortgage.  

03. However, if the transferor's will requires the 
executor to pay off the outstanding mortgage, the amount paid to retire the mortgage is treated 
as additional transferred property eligible for the credit.  

04. The amount of any encumbrance on the 
transferred property is entered on Line 3 of the Schedule Q worksheet. 

(III) Reduction for Obligation Allocable.  

01. The value of transferred property is reduced 
by the amount of any obligation imposed by the transferor and incurred by the decedent.  

02. Thus, when a bequest to the transferee is 
conditional on the transferee paying a specified amount to a third person, the value of the 
transferred property is reduced by the amount of the required payment.  

03. For example, a requirement that a surviving 
spouse relinquish community property rights in order to take property under the transferor's 
will is an obligation imposed on the transfer.  

04. The amount of any obligation allocable on a 
transfer should be entered on Line 4 of the Schedule Q worksheet. 

(IV) Reduction for Administration Expenses.  

01. When the transferred property represents 
an interest in the residual estate and this interest is charged with transmission expenses, 
these expenses reduce the value of the property whether they are deducted on Form 706 or 
Form 1041.  

02. Management expenses would not reduce 
the transferred property unless they were deducted on Form 706 and charged to such property 
in whole or in part. 

(ii) In addition, the value must be reduced by the amount of 
any marital deduction claimed for the property in the transferor's estate.  

(I) To ensure a credit is not taken for property that is 
not subject to tax in the transferor's estate, the value of property eligible for the credit must be 
reduced by the amount of the marital deduction allowed on the transfer.  

(II) Thus, no credit is allowed for property received by 
the surviving spouse for which the transferor's estate claimed a marital deduction.  

(III) The amount of marital deduction claimed on 
property otherwise eligible for the credit is entered on Line 5 of the Schedule Q worksheet. 
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(C) The transferor's adjusted estate is the transferor's taxable estate 
decreased by the amount of any death taxes paid. Death taxes include the federal estate tax 
and all state and foreign death taxes paid to a taxing authority. 

(D) The transferor's adjusted federal estate tax is the amount of 
federal estate tax paid by the transferor's estate, increased by the amount of any credit allowed 
the transferor's estate for gift tax paid on pre-1977 gifts or for taxes paid on prior transfers. 
However, the transferor's federal estate tax is increased by the credit for tax on prior transfers 
only if the transferor acquired property from a person who also died within 10 years before the 
death of the decedent/transferee. 

(E) The net value of the transferred property is computed on lines 1 
through 7 of the Schedule Q worksheet.  

(3) Second Limitation - The amount of the recipient's federal estate tax 
attributable to the value of the transferred property.  

(A) The limitation is calculated by taking the difference between: 

(i) The transferee's net estate tax after deducting the 
applicable credit amount, credit for gift tax on pre-1977 transfers, and the credit for foreign 
death taxes other than the credit under a treaty (i.e., the actual tax); and 

(ii) The transferee's net estate tax, computed by excluding the 
value of the transferred property from the gross estate, after deducting the applicable credit 
amount, credit for gift tax on pre-1 977 transfers, and the credit for foreign death taxes other 
than the credit under a treaty (i.e., the hypothetical tax).  

(I) Further adjustment is required if the transferee's 
estate claimed a charitable deduction. 

(II) Under very limited circumstances relating to the 
1981 marital deduction transition rules, the marital deduction may be adjusted. 

(B) Transferee's Actual Tax 

(i) The transferee's actual tax is determined by subtracting 
the applicable credit amount, credit for gift taxes paid on pre-1977 gifts, and the credit for 
foreign death taxes (computed under §2014) from the gross estate tax.  

(ii) No reduction is allowed for the credit for tax on prior 
transfers or any credit for foreign death taxes claimed under a treaty provision. 

(C) Transferee's Hypothetical Tax - the transferee's hypothetical tax is 
the net estate tax payable computed by excluding an amount equal to the value of the 
transferred property from the gross estate and not claiming the credit for tax on prior transfers 
or the foreign tax credit computed under a treaty provision. 

(D) Marital Deduction.  

(i) Generally, the entire amount of any marital deduction 
claimed on the transferee's estate tax return is deductible when computing the hypothetical 
estate tax.  

(ii) However, if the transferee's estate claims a marital 
deduction under the transitional rule for certain wills executed before September 12, 1981, the 
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marital deduction is limited to the greater of $250,000 or half the transferee's "reduced" 
adjusted gross estate.  

(E) Modified Charitable Deduction.  

(i) The amount of any charitable deduction claimed by the 
transferee's estate must be reduced before the hypothetical tax can be calculated.  

(ii) The amount of the reduction is determined by multiplying 
the charitable deduction by a fraction: 

(I) The numerator is the value of the transferred 
property, and  

(II) The denominator is the value of the transferee's 
gross estate, reduced by the amount of deductions claimed for expenses. 

(F) Death Taxes Charged against Marital or Charitable Property.  

(i) An interrelated computation is required to compute the 
amount of the second limitation when the decedent's will or state law charges death taxes to 
the marital or charitable property.  

(ii) In these instances, the amount of the marital (or 
charitable) deduction is dependent on the amount of death taxes charged against the property 
because the taxes charged against the property reduce the amount of marital (or charitable) 
property available for distribution.  

(iii) Likewise, the amount of death taxes is dependent on the 
amount of the marital or charitable deduction since the death taxes are computed on the 
taxable estate, which is reduced by the marital or charitable deduction.  

(iv) This calculation is complicated further when the estate 
claims the credit for tax on prior transfers. Since this credit reduces the amount of federal 
death tax, it is another interrelated variable in the computation of the marital or charitable 
deduction. 

(G) Limitation Where the Gift Tax Credit Also Applies.  

(i) If a decedent's estate is entitled to both a credit for tax on 
prior transfers and a credit for gift tax paid on pre-1977 transfers, the calculation of the second 
limitation requires the computation of a hypothetical gift tax credit, made on the basis of the 
gross estate reduced by the value of property transferred by the previous decedent.  

(ii) This is because both credits are limited by the amount of 
the decedent's estate tax allocable to the property with respect to which the previous estate or 
gift tax applied.  

(iii) The method for making this computation, as well as a 
sample computation, can be found in Rev. Rul. 67-110. 

(H) Multiple Transferors 

(i) When property received from more than one transferor is 
eligible for the credit for tax on prior transfers, the second limitation is applied using the 
aggregate value of the transferred property (i.e., enter the total net value of the property 
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received from all transferors). Once the transferee's tax on the prior transfers has been 
determined (i.e., the second limitation), the amount of the limitation should be apportioned to 
the property received from each transferor based on the ratio it bears to the total property 
received. 

(ii) The amount of the apportioned second limitation can then 
be compared with the first limitation computed for the property received from each transferor 
to determine the amount of the credit available after application of the first and second 
limitations.  

(iii) The allowable credit is this limited amount (i/e., the 
smaller of the first or second limitation) multiplied by the appropriate percentage based on the 
date of death of each particular transferor.  

(f) Percentage Reduction 

(1) The amount of allowable credit (i.e., after application of the first and 
second limitation) is subject to reduction based on the length of time that has elapsed since the 
property was transferred.  

(2) 0 -2 Years after Transferor’s Death – 100% 

(3) 2 – 4 Years - 80% 

(4) 4 – 6 Years – 60% 

(5) 6 - 8 Years – 40% 

(6) 8 – 10 Years – 20% 

(7) More than 10 Years – 0% 

 

XVIII. Schedule R – Generation-Skipping Transfer Tax 

(a) Introduction 

(1) The concept of the generation-skipping transfer (“GST”) tax is beyond the 
scope of this outline.  The provisions of this outline assume a basic knowledge of taxable 
terminations, taxable distributions and direct skips. 

(2) For purposes of the estate tax return, testamentary transfers subject to 
the generation-skipping transfer (the “GST”) tax can be classified in one of two ways: 

(A) Transfers involving the future imposition of the GST (i.e., 
transfers that will result in taxable terminations and taxable distributions); and 

(B) Transfers involving direct skips. 

(b) Schedule R, Part 1 – GST Exemption Reconciliation and Reverse QTIP Election 
(and allocation of GST Exemption to Non-Skip Person Trusts). 

(1) Schedule R, Part 1 is the GST exemption reconciliation page but also is 
used to allocate the decedent's unused GST tax exemption to trusts that are not “skip persons” 
and which could have a future taxable termination or taxable distributions. 
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(2) Deemed Allocation Rules 

(A) The allocation of the exemption is effective as of the decedent's 
date of death and is allocated on the basis of the property's value for estate tax purposes (i.e., 
date of death or alternate valuation date).  

(B) Once made, the election is irrevocable.  

(C) If the executor fails to allocate the GST tax exemption, the unused 
exemption is automatically allocated as follows: 

(i) First to direct skips occurring at death, and 

(ii) Then to all transfers to GST trusts for which the decedent 
is the most recent transferor, even if the trust is not included in the gross estate, but which 
have the possibility of having a taxable distribution or taxable termination. 

(D) To avoid the deemed allocation rules, Form 706 and Schedule R 
can be filed to affirmatively allocate any remaining GST tax exemption to trusts that may later  
have taxable distributions or terminations even if Form 706 is not required to be filed to report 
estate or GST tax. 

(3) Allocating GST exemption to a Non-Skip Person Trust 

(A) Report on Schedule R, Part 1, Line 9, column C the amount of the 
GST tax exemption (included in lines 2 through 6) that is allocated to the trust.  

(B) In column D, allocate any of the decedent's remaining GST tax 
exemption available.  

(C) To make the allocation, provide the following information on Line 
9: 

(i) Column A - Name of trust. 

(ii) Column B - Identification number of trust. 

(iii) Column D - Allocated exemption amount. 

(4) Reverse QTIP Election 

(A) Generally, the donee spouse (surviving spouse) of a QTIP trust is 
treated as the transferor of the trust for GST tax purposes, and with this, the donor spouse's 
(decedent's) GST tax exemption may be wasted when the remainder beneficiary of the trust is a 
skip person (i.e., grandchildren).  

(B) The irrevocable reverse QTIP election allows the donor spouse to 
be treated as the transferor of the trust property for GST tax purposes without changing the 
deferral of estate taxes. 

(C) The reverse QTIP election is made by listing the qualifying 
property on Schedule R, Part 1, Line 9. 

(D) Protective Reverse QTIP.  
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(i) If the decedent's executor makes a protective QTIP 
election, a protective reverse QTIP election can also be made.  

(ii) The regulations do not provide any guidance on how the 
protective reverse QTIP election is made, so it is probably best to file an attachment to 
Schedule R stating that a protective reverse QTIP election is being made with respect to 
property for which a protective QTIP election was made should be sufficient. 

(E) Partial Reverse QTIP - there are no provisions for a partial reverse 
QTIP election, but this can be accomplished by severing the QTIP trust into two trusts and 
electing reverse QTIP treatment made for one of the trusts.  

(F) Late Reverse QTIP Election.  

(i) The IRS has granted estates an extension of time to make 
the reverse QTIP election (see Priv. Ltr. Rul. 201147009).  

(ii) In response to a series of Private Letter Rulings, the IRS 
subsequently issued Rev. Proc. 2004-47 that provides procedures to simplify the process for 
requesting a late reverse QTIP election. 

(iii) This revenue procedure does not automatically extend the 
time to make an allocation or retroactively allocate the decedent's remaining GST tax 
exemption to the QTIP trust or property. 

(iv) The simplified procedure may be used if the following 
requirements are met: 

(I) A valid QTIP election was made. 

(II) The reverse QTIP election was not made on the 
estate tax return as filed because the taxpayer relied on the advice of a qualified tax 
professional who failed to advise the taxpayer of the need, advisability, or proper method to 
make a reverse QTIP election. 

(III) The decedent has a sufficient amount of unused 
GST tax exemption to result in a zero-inclusion ratio for the reverse QTIP trust or property. 

(IV) The estate is not eligible for an automatic six-
month extension. 

(V) The surviving spouse has not made a lifetime 
disposition of any of the qualifying income interest for life in the QTIP trust or property. 

(VI) The surviving spouse is alive or no more than six 
months have passed since the death of the surviving spouse. 

(VII) Relief is requested by the executor in accordance 
with Rev. Proc. 2004-47. 

(v) Obtaining Relief.  Relief is obtained as follows: 

(I) The estate must file a request for an extension of 
time to make a reverse QTIP election; 
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(II) The request must include a cover sheet for the 
request that states "REQUEST FOR EXTENSION FILED PURSUANT TO REV. PROC. 2004-47"; 
and 

(III) Specified documents must be attached including: 

01. Copies of Parts 1 through 5 and Schedule 
M of the originally filed estate tax return;  

02. A properly completed Schedule R as 
required to make the reverse QTIP election;  

03. A statement describing why the reverse 
QTIP election was not made on the original estate tax return;  

04. An affirming statement that all the 
requirements of this revenue procedure have been met; and  

05. Disclosures from both the executor and the 
qualified tax professional. 

(c) Schedule R, Parts 2 and 3 - Direct Skips at Death  

(1) A direct skip at death occurs when property included in the transferor's 
estate is transferred to a skip person. As with inter vivos direct skips, the skip person may be 
either an individual or a trust qualifying as a skip person. 

(2) Valuing Direct Skips 

(A) The taxable amount of a direct skip at death is the value of the 
property received by the transferee.  

(B) The value of direct skip property is its fair market value at the  
decedent's date of death or alternate valuation date (if elected). If property was valued using 
special use valuation (i.e., under §2032A), that value must be used. 

(3) Schedule R, Part 2 - Taxes Charged against Direct Skip Property  

(A) Most tax clauses that charge transfer taxes against the residue 
will exclude direct skip transfers, thereby causing any GST tax imposed as a result of such 
transfers to be allocated directly against such direct skip property. 

(B) In general, direct skips are “tax exclusive,” meaning that the 
amount subject to the GST is only that amount actually passing to the skip person.  Thus, if 
taxes are allocated directly against the property, the amount subject to the GST is the value of 
the property reduced by the GST taxes allocated against it.   

(C) The calculation of the net amount subject to the GST is reported 
for all such transfers on Schedule R, Part 2.  The methodology of Part 2 utilizes a special 
formula to compute the GST tax on a direct skip transfer. 

(4) Schedule R, Part 3 - Taxes Not Charged against Direct Skip Property  

(A) In the rare occurrence where the decedent's will directs GST taxes 
to be paid from other estate property, the value of the transfer is not reduced by these taxes 
since they do not reduce the amount of property transferred to the beneficiary.  
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(B) Since taxes are not charged against the direct skip property, the 
amount of GST tax imposed on the transfer is computed by multiplying the amount received by 
the skip person (after reduction for federal and state death taxes and other charges against the 
property and allocation of GST tax exemption) by the applicable tax rate.  

(C) Schedule R, Part 3, is used to compute the GST tax imposed on 
direct skip transfers that do not bear the GST tax. The amount of GST tax computed on Part 3 
is entered on Part 2, Line 9. 

(D) Examples where this might occur would be pre-residuary 
bequests or any portion of the residue passing directly to skip persons where the decedent 
would not want such bequests to bear any GST tax burden. 

(d) Schedule R-1 - Direct Skips at Death from a Trust  

(1) Introduction 

(A) A direct skip can occur when property from a trust included in 
the transferor's gross estate is transferred to a skip person.  

(B) Schedule R-1 of Form 706 serves as a notification from the 
decedent's executor to the trustee that a GST tax is due.  

(C) Schedule R-1 is NOT filed by the executor and nor is the GST tax 
paid by the executor – Schedule R-1 is filed by the TRUSTEE and the tax is paid BY THE 
TRUSTEE. 

(2) Explicit vs. Non-Explicit Trusts 

(A) Basics 

(i) Except as noted, Schedule R-1 is used to report a direct 
skip at death from an explicit trust (one created by a will or lifetime declaration) and certain 
other trusts, referred to as non-explicit trusts, treated as trusts for GST tax purposes only.  

(ii) A direct skip totaling $250,000 or less from a non-explicit 
trust is reported on Schedule R.  

(iii) Likewise, a direct skip at death from an explicit trust in 
which the decedent's executor serves as trustee is also reported on Schedule R.  

(B) Explicit Trusts.  A direct skip transfer at death from a trust 
occurs when, as a result of the transferor's death, property is transferred to a skip person from: 

(i) A trust that is included in the transferor's gross estate 
under §2035, 2036, 2037, 2038, 2039, 2041, or 2042 (i.e., a GRAT); 

(ii) A marital deduction trust included in the transferor's 
gross estate as a result of the transferor possessing a life estate with a general power of 
appointment over trust assets; or 

(iii) A qualified terminable interest property (QTIP) trust 
included in the transferor's gross estate as a result of a qualifying income interest under 
§2044. 

(C) Non-Explicit Trusts 
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(i) A non-explicit trust is a "trust arrangement" treated as a 
trust for GST tax purposes only. Examples of non-explicit trusts include life estates and 
remainders, estates for years, and insurance and annuity contracts.  

(ii) The trustee of such a trust arrangement is the person in 
actual or constructive possession of the property. 

(iii) As stated above, direct skips from a non-explicit trust 
totaling more than $250,000 are reported on Schedule R-1.  To determine whether direct skips 
from a non-explicit trust exceed the $250,000 threshold, use the amount that would be entered 
on Schedule R-1, Line 3 (i.e., tentative maximum direct skips), if that schedule were being filed. 

(3) Filing Requirements.  

(A) The executor should prepare three copies of Schedule R-1 on or 
before the due date of the estate tax return - one copy should be attached to the estate tax 
return, and the remaining two copies should be sent to the trustee on or before the due date of 
the estate tax return.  

(B) The trustee has an additional two months to file Schedule R-1, 
and trustee uses one copy to remit the GST tax due.  The other copy is for the trustee's 
records. 

(4) Payment of Tax.  

(A) The GST tax is due nine months after the date of death. (This 
date is entered on Schedule R-1.).  However, the trustee has an automatic two-month 
extension to file Schedule R-1 and pay the GST tax.  

(B) No form is required to be filed for this extension. 

(C) Although interest will be charged on the outstanding GST tax 
during this two-month period, no penalties will be assessed. 

(e) Portability 

(1) The election to transfer a decedent's unused estate tax exclusion amount 
to a surviving spouse (referred to as portability) does not apply for GST tax purposes.  

(2) Thus, any unallocated GST tax exemption remaining at a decedent's 
death cannot be transferred to a surviving spouse.  

(f) GST and Special Use Valuation 

(1) Introduction. 

(A) The executor may elect to value farms and certain business realty 
at its present use instead of its highest and best use.  

(B) If the recipient of the special use property disposes of the property 
or converts it to other than a qualified use within 10 years of the decedent's death, the estate 
tax benefits of the lower valuation are recaptured.  

(C) Thus, to the extent the transferred property was subject to the 
GST tax, the increase in the property's value generates additional GST tax.  
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(2) To minimize the risk that additional GST tax will be due if the special use 
benefits are recaptured, a portion of the decedent's exemption can be allocated to these 
transfers to cover the increase in the property's value. The additional exemption is allocated to 
these transfers on Schedule R, Part 1, Line 10. 

 

XIX. Schedule U - Qualified Conservation Easement Exclusion 

(a) Introduction 

(1) An executor can make an irrevocable election to exclude from the gross 
estate up to 40% of the value of land subject to a qualified conservation easement.  

(2) This provision was enacted to keep environmentally significant land from 
being sold to pay estate taxes.  

(3) Instead of the exclusion, in certain circumstances the executor may 
claim an estate tax charitable contribution deduction.  

(A) The requirements for claiming an estate tax charitable deduction 
are not as stringent as those for claiming the exclusion.  

(i) For testamentary contributions, deduction indicates that 
the value of the charitable contribution is subtracted from the decedent's gross estate in 
arriving at the adjusted taxable estate.  

(ii) An estate exclusion, however, refers to the post-easement 
property value retained by the donor that is not included in the decedent's gross or taxable 
estate.  

(B) The bequest of a conservation easement does not have to satisfy 
the exclusive conservation purpose requirement to be eligible for the estate tax charitable 
deduction.  

(C) The terms need only be distinguished for testamentary charitable 
contributions, since the exclusion does not apply to lifetime contributions.  

(b) Qualified Conservation Easement - Generally 

(1) A qualified conservation easement is one that would qualify as a qualified 
conservation contribution under §170(h) - it must be a contribution: 

(A) Of a qualified real property interest 

(B) To a qualified organization, and 

(C) Exclusively for conservation purposes. 

(2) Since the property contribution is an interest in real estate; there must 
be a deed or an easement signed by the donor transferring the property, accepted by the 
qualifying organization, and recorded in the public record  

(3) Additionally, the transfer cannot be conditional and the transfer must be 
substantiated under the rules of Treas. Regs. §§1.170A-13 and -14.  
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(4) Substantiation requirements may include a contemporaneous written 
acknowledgment, a fully completed Form 8203 (Noncash Charitable Contributions), and a 
qualified appraisal. 

(c) Qualified Real Property Interest 

(1) A “Qualified real property interest” includes any of the following: 

(A) A donor's entire interest, other than a qualified mineral interest. 

(B) A remainder interest. 

(C) A restriction, granted in perpetuity, on the use that may be made 
of the real property.  

(i) The restriction must include a prohibition on more than a 
de minimis use for commercial recreational activity. 

(ii) For the conservation purpose to be protected in 
perpetuity, any interests retained by the donor must be subject to legally enforceable 
restrictions (e.g., by recording in the land records of the applicable jurisdiction) that prevent 
the donor from using the retained interest inconsistently with the conservation purpose. 

(2) To be a qualified real property interest, the interest must be an 
identifiable, specific piece of property. Retaining the right, however minor, to change the 
boundaries of the land subject to the easement will not satisfy this requirement even if the 
acreage of the donated land cannot be decreased by the changes. 

(d) Eligible Charitable Donees 

(1) A contribution of a qualified conservation easement must be made to a 
charity (or other qualified organization) and used exclusively for conservation purposes.  

(2) The organization generally must be in the conservation field and have the 
resources to enforce the restrictions.  

(3) Qualified organizations include the following: 

(A) The United States, a possession of the United States, a state (or 
the District of Columbia), or a political subdivision of them, as long as the gift is for exclusively 
public purposes. 

(B) A domestic entity that qualifies as a public charity under 
§170(c)(2) and that generally receives a substantial amount of its support from a governmental 
unit or from the general public. 

(C) Any entity that qualifies under §170(h)(3)(B). 

(4) Private foundations are not considered qualified organizations for 
purposes of deducting conservation easements. 

(e) Identifying a Conservation Purpose 

(1) To be eligible for the estate tax exclusion, the easement must be 
exclusively for a conservation purpose.  
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(2) A contribution is used exclusively for conservation purposes if it is 
protected in perpetuity and is any one of the following: 

(A) Preservation of land areas for outdoor recreation for use by, or for 
the education of, the general public. 

(i) The contribution of an easement to preserve land areas for 
the public's outdoor recreation (or education) qualifies as a contribution for conservation 
purposes.  

(ii) Examples include the preservation of a lake for fishing or 
boating or a nature trail for hiking. The preservation of land for recreation or educational use 
generally requires the public to have access to the property to qualify.  

(iii) Because this purpose requires the public to have 
substantial and regular access to the property, potential donors may try to qualify their 
conservation easements under one of the other provisions. 

(B) Protection of a relatively natural habitat of fish, wildlife, or plants, 
or a similar ecosystem. 

(i) The contribution of an easement created for the 
preservation of a significant wildlife habitat may also qualify as a contribution for conservation 
purposes.  

(ii) Examples include significant habitats for rare, 
endangered, or threatened wildlife, fish or plants and natural areas which contribute to the 
ecology of a local, state, or national park, wilderness area or nature preserve.  

(iii) Due to the sensitive ecological nature of these properties, 
public access can be limited. 

(C) Preservation of open space (including farmland and forestland) for 
scenic enjoyment by the general public or pursuant to a governmental conservation policy. 

(i) The contribution of an easement for the protection of 
farmland, ranch land, forestland and other open spaces will qualify if the preservation is 
pursuant to a federal, state, or local conservation policy or for the scenic enjoyment of the 
public.  

(ii) For example, the donation of an easement to preserve an 
urban forest that is under pressure to be developed presumably would qualify.  

(iii) However, whether the contribution preserves scenic 
enjoyment is determined on a case by case basis. Some factors to be considered include the 
following: 

(I) Compatibility of the !and use with other land in the 
area. 

(II) The relative openness of the land, especially in 
urban areas. 

(III) Relief from urban closeness. 



 

131 
4218/99999-704 current/55887059v2  ©2016 by George D. Karibjanian.  All Rights Reserved 

(IV) The degree to which the land use maintains the 
character of the urban landscape to preserve open space and visual enjoyment. 

(iv) To satisfy the scenic enjoyment requirement, the public 
must generally have visual (but not necessarily physical) access to the property. 

(3) Preservation of historically important land or a certified historic structure 
is not a conservation purpose eligible for the estate tax exclusion. 

(f) Land Eligible for the Exclusion 

(1) There are certain restrictions on land eligible for the exclusion. In 
addition, the value of qualifying land must be reduced by any acquisition indebtedness 
outstanding on the property.  

(2) Land may qualify for the exclusion if all three of the following 
requirements are met. 

(A) It is located in the U.S. or its possessions. 

(B) By the date of the election, a qualified conservation easement on 
the land has been made by the decedent, a member of the decedent's family, the executor of 
the decedent's estate, or the trustee of the trust that owns the land. 

(C) The decedent or a member of the decedent's family must have 
owned the land for the three-year period ending on the date of the decedent's death. 

(3) For purposes of electing to make the qualified conservation easement on 
the land, the term member of the family includes the following: 

(A) An ancestor (parent, grandparent, etc.) of the decedent. 

(B) The spouse of the decedent. 

(C) A lineal descendant (child, stepchild, grandchild, etc.) of the 
decedent, or of the decedent's spouse, or of a parent of the decedent. A legally adopted child is 
treated as a child by blood. 

(D) The spouse, widow, or widower of any lineal descendant described 
in Item 3. 

(4) Land owned indirectly through a partnership, corporation, or trust is 
eligible for the exclusion if the decedent owned (directly or indirectly) at least 30% of the entity. 
An interest in property owned, directly or indirectly, by or for a corporation, partnership, or 
trust is considered proportionately owned by or for the entity's shareholders, partners, or 
beneficiaries. A person is a beneficiary of a trust if he or she has a present interest in the trust. 
These rules are similar to the ownership rules described in the former §2057(e)(3). 

(g) Valuing the Easement 

(1) The value of a qualified conservation easement depends on the rights and 
restrictions it grants. Its value is normally determined by valuing the land with and without the 
easement-the difference being the value assigned to the easement. Note that the easement is 
valued at its value on the decedent's date of death, even if it was created during the decedent's 
life. 
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(2) A primary concern when valuing an easement is the valuation amount. 
The Tax Court and the Court of Appeals of various circuits do not necessarily agree on how an 
easement should be valued or when a gross valuation understatement penalty applies. A 
number of cases decided in the Tax Court have a different valuation method than used by the 
Court of Appeals. 

(3) According to the Form 706 instructions, the return must include an 
explanation of how the easement's value was determined. In addition, copies of any appraisals 
must be attached. While the instructions are not specific regarding the information required in 
the appraisal for estate tax return purposes, the requirements for a qualified appraisal (and a 
qualified appraiser) for income tax purposes are covered in §170(f)(11). 

(4) Reporting the Value.  

(A) The estate tax value of the land should be reported on Schedule 
U, Line 4.  

(B) If the easement was created during the decedent's life (by the 
decedent or by a member of the decedent's family), the estate tax value will be the property's 
fair market value less the value of the easement.  

(C) Do not reduce the land's value by any outstanding debt (see 
below). 

(D) The date-of-death value of the easement (created prior to the 
decedent's date of death) will be entered on Schedule U, Line 5. if the easement is granted at 
the decedent s death (i.e., an estate tax charitable deduction will be claimed), the property's 
estate tax value is its fair market value without considering the easement (the value of the 
easement will be deducted on Schedule O as an estate tax charitable deduction). In this case, 
the value of the easement is entered on Schedule U, Line 15. in either scenario, the value of the 
property should not be reduced by any outstanding mortgage. 

(E) Reduction for Acquisition Indebtedness on Property.  

(i) The estate tax exclusion does not apply to the extent the 
land is debt-financed.  

(ii) The term “debt-financed property” means any property for 
which there is acquisition indebtedness on the date of the decedent's death.  

(iii) Acquisition indebtedness is the unpaid amount of:  

(I) indebtedness incurred by the donor in acquiring 
the property;  

(II) Indebtedness incurred before the acquisition of the 
property if the indebtedness would not have been incurred but for the acquisition; 

(III) Indebtedness incurred after the acquisition of the 
property if the indebtedness would not have been incurred but for the acquisition, and the 
incurrence of the indebtedness was reasonably foreseeable at the time of the acquisition; and 

(IV) The extension, renewal, or refinancing of 
acquisition indebtedness. 



 

133 
4218/99999-704 current/55887059v2  ©2016 by George D. Karibjanian.  All Rights Reserved 

(iv) The reduction in the value of the land for outstanding 
acquisition debt appears designed to prevent people from acquiring debt-financed property 
largely to generate an estate tax exclusion. Otherwise, taxpayers could acquire qualifying land 
with debt, donate an easement in the property, and claim the exclusion even though their cash 
invested in the property was minimal. 

(F) Reduction for Retained Development Rights.  

(i) The value of qualifying land must be reduced by the value 
of any development rights retained by the donor in the conveyance of the easement.  

(ii) A “retained development right” is any right to use the land 
for any commercial purpose other than as a farm for farming purposes.  Land used for tree 
farming, ranching, and raising other agricultural or horticultural commodities is considered 
used for farming.  

(iii) This reduction is reported on Schedule U, Line 7. 

(iv) The valuation of the development rights held by the donor 
should be part of a qualified appraisal. One example of a method establishing the valuation is a 
comparison of projected before-and-after valuations, where the value of the projected 
development is added to the value of the existing property.  

(v) A reduction is not required if everyone with an interest in 
the land (regardless of whether in actual possession) agrees to permanently extinguish the 
retained development right.  

(vi) The agreement must be executed by all parties on or 
before the due date of the estate tax return and filed with the return. It must include the 
following information: 

(I) A statement that the agreement is made under 
§2031(c)(5). 

(II) A list of all persons holding an interest in the land 
that is subject to the qualified conservation easement.  Include each person's name, address, 
tax identifying number, relationship to the decedent, and a description of his or her interest. 

(III) The items of real property shown on the estate tax 
return that are subject to the qualified conservation easement (identified by schedule and Item 
number). 

(IV) A description of the retained development right 
that is to be extinguished. 

(V) A clear statement of consent that is binding on all 
parties under applicable local law to take whatever action is necessary to permanently 
extinguish the retained development rights listed in the agreement, and be personally liable for 
additional taxes under §2031(c)(5)(C) if this agreement is not implemented by the earlier of 

01.  Two years after the date of the decedent's 
death, or 

02. The date the land subject to the qualified 
conservation easement is sold. 
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(VI) A statement that in the event this agreement is not 
timely implemented, the responsible parties will report additional tax on whatever return is 
required by the IRS and will file the return and pay the additional tax by the last day of the 
sixth month following the applicable date described in Item 5. 

(G) Reduction for Consideration Received. The value of the qualifying 
land must be reduced by any consideration received for the easement. 

(h) Limitations on the Amount of the Exclusion. 

(1) An executor can elect to exclude from the gross estate up to 40% of the 
value of any land (excluding any structures or improvements) subject to a qualified 
conservation easement. However, the exclusion is limited to the lesser of: 

(A) The applicable percentage (up to 40%) of the value of land subject 
to a qualified conservation easement [reduced by the amount of any charitable deduction 
allowed for a contribution of land used exclusively for conservation purposes under §2055(f)] or 

(B) $500,000. 

(2) Applicable Percentage Limitation 

(A) The applicable percentage is 40%, reduced (but not below zero) by 
two percentage points for each percentage point (or fraction of a percentage point) by which the 
value of the qualified conservation easement determined as of the date of the contribution is 
less than 30% of the value of the land.  

(B) The value of the land is determined by ignoring the easement and 
reducing the value by any retained right to develop the property for non-farming commercial 
purposes.  

(C) As a result, no exclusion is allowed if the value of the easement is 
less than or equal to 10% of the land's value.  

(D) The values used in calculating the applicable percentage, 
including the value of the property subject to the easement and the value of the easement, are 
determined as of the date of contribution, so, if a qualified conservation easement is created 
prior to the death of the decedent (e.g., an easement created by the decedent during life or by 
an ancestor of the decedent), the applicable percentage is determined as of the date of 
contribution of the easement, regardless of the current values of the land and easement at the 
time of the decedent's (or decedent's ancestor's) death. 

(i) If the estate tax value of the easement, the land subject to 
the easement, or the retained development right is different from the value at the time of 
contribution, a separate computation must be made before completing Schedule U.  

(ii) A copy of Schedule U can be used as a worksheet for this 
separate contribution. Lines 4 through 14 should be completed.  

(iii) When completing lines 4, 5, 7, and 10, use the value on 
the date of contribution of the easement, not the estate tax value. After completing the separate 
worksheet, enter the amount from Line 14 of the worksheet on Line 14 of Schedule U.  

(iv) Then, complete lines 4, 7, and 15 through 20 of Schedule 
U. 
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(i) Requirements for Making the Election. 

(1) The executor is deemed to have made the election under §2031(c)(6) if 
he/she files Schedule U and excludes any qualifying conservation easements from the gross 
estate.  

(2) The election must be made on or before the due date {including 
extensions) for filing Form 706. 

(3) In addition to filing Schedule U, the decedent's interest in the land that is 
subject to the exclusion must be included on Schedule A, B, E, F, G, or H, as appropriate. 

(j) Estates Eligible for the Exclusion 

(1) An estate is eligible to claim the exclusion if the decedent, a member of 
the decedent's family, the executor of the decedent's estate, or the trustee of a trust that holds 
the land has contributed a qualified conservation easement on the land by the due date 
(including extensions) for filing the estate tax return. 

(2) Qualified Conservation Easement Granted by the Decedent. The estate 
tax exclusion is available to the estate of a decedent who has made a lifetime or testamentary 
contribution of a qualified conservation easement. Thus, a decedent that made a lifetime 
contribution of a qualified conservation easement receives an income tax deduction and an 
estate tax exclusion. Transfers at death are eligible for the estate tax charitable deduction (but 
only if no income tax charitable deduction is claimed) and the estate tax exclusion.  

(3) Qualified Conservation Easement Granted by Member of Decedent's 
Family.  

(A) The exclusion is also available to the estate of a decedent who 
owned property subject to a qualified conservation easement that was granted by a member of 
the decedent's family.  

(B) This allows property subject to a qualifying easement to remain 
eligible for the exclusion in the hands of a surviving spouse or other descendant who inherits 
the property, even though he or she did not contribute the easement.  

(C) As a result, the property can be passed to multiple generations 
and still be eligible for the exclusion.  

(4) Postmortem Contribution of Qualified Conservation Easement.  

(A) Land subject to a qualified conservation easement is eligible for 
the exclusion if the easement is granted by the decedent's executor or the trustee of a trust 
that holds the land (e.g., trustee of a revocable trust).  

(B) This provision allows the executor (or a trustee) to make a 
postmortem contribution of a qualified conservation easement and claim the estate tax 
exclusion.  

(C) The estate also may be able to claim the estate tax charitable 
deduction under §2055(f) on a postmortem contribution. However, this deduction is available 
only if no one else is allowed to claim an income tax deduction for the contribution of the 
easement. (This means the estate cannot also claim an income tax charitable deduction on 
Form 1041.) 


