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I.
ASSUMPTIONS
●
Assume married couple with husband predeceasing spouse.  Prior to death, Husband executed pourover type Will and Revocable Living Trust in which Husband was sole trustee during life.

●
Husband had $2,000,000 worth of assets in his own name consisting of stock in a closely held corporation and $2,000,000 worth of life insurance payable to the Trust.

●
Husband is survived by his spouse and four children.

●
CPA has been appointed as trustee.
II.
FLOW CHART











Is the estate or trust subject to Massachusetts income tax rules?


 (
Resident/Nonresident Status of Trust or Estate



A.  
An estate is deemed a resident estate if the decedent’s domicile at the time of death was Massachusetts.  See M.G.L. c.62, § 9 (the domicile of the executor is immaterial).  



B.
A trust is deemed a resident trust if (a) the trust was created under the Will of a Massachusetts decedent: (testamentary trust) or (b) as to intervivos trusts, at least one trustee must be a Massachusetts resident and, in addition, at least one of the following conditions must exist:




(1)
At the time of creation of the trust, the creator (or any one of several creators) was a resident of Massachusetts.   Generally, the time of creation will be the date the trust was executed, or




(2)
The creator was a resident of Massachusetts at any time during the tax year in question, or




(3)
The creator of the trust died a resident of Massachusetts.  M.G.L. c.62, §10(c)



C.
A nonresident trust or estate is taxed only to the extent it has income from Massachusetts sources; that is, income derived from or effectively connected with any trade or business carried on by the trust or estate in Massachusetts, or from the ownership of any interest in real property or tangible personal property in Massachusetts.  M.G.L. c.62, §§ 5A(a), 10(d).


(
Procedural Issues



A.
Taxable Years



(1)  A trust or estate can have either a calendar or a fiscal taxable year.  M.G.L. c.62, § 62.  However, a prior approval of a fiscal year must be obtained from the Commissioner of Revenue by Filing a Notice of Designation of Fiscal Year (Form 13).



B.
Minimum Filing Amount

The personal representation of an estate or the trustee of a trust must file a Fiduciary Income Tax Return (Form 2) for any taxable year in which the estate or trust receives income that is subject to Massachusetts taxation in excess of $100.00.



C.
Estimated Taxes

Both Massachusetts trusts and estates must pay estimated taxes in any taxable year in which the amount of estimated tax is more than $400.  M.G.L. c. 62B, §§ 13-14.


PLANNING NOTE:  Estimated taxes are due in the first year.

III.
HUSBAND'S REVOCABLE TRUST (THE FUNDING TRUST)

●
Trust Provisions – Division into Shares

Upon the death of the decedent, the trustee is directed to break the trust into three shares entitled the federal marital share, the state marital share, and the by-pass share.


●
Funding of the Shares


(1)
The Trust provides that the federal marital share will be funded with the exact amount necessary to eliminate federal estate taxes.


(2)
The Trust provides that the state marital share will be funded with the exact amount necessary to eliminate state estate taxes after taking into account assets used to fund the federal marital share.


(3)
The remaining assets, if any, will be paid over to the by-pass share.


(4)
Use date of funding values.  Rev. Proc. 64-19 (True Worth Method)

PLANNING NOTE:  Rev. Proc. 64-19 provides safe harbor methods for funding pecuniary bequests.

(
Minimum Worth Method (Section 2.02 of Rev. Proc. 64-19)

The marital share is funded in an amount equal to at least the amount determined based on the original date of death values for the estate’s assets.  Accordingly, if the value of the whole estate increased by 10% from the date of death to funding, the marital share would increase by 10%.  If the estate decreased by 10%, the marital share would remain the same as computed at the date of death.


(
Fairly Representative Method (Section 2.02 of Rev. Proc. 64-19)

The marital share is funded in an amount that, subtracted (if there was net depreciation in the estate’s assets) or added (if there was net appreciation), the value change from the date of death to the date of funding attributable to the portion of the estate comprising the marital share.  Accordingly, if the whole estate increased or decreased by 10%, the marital share funded would increase or decrease by the same percentage.


(
True Worth Method (Section 4.01(3)(c) of Rev. Proc. 64-19)

The marital share is funded based on asset values at the date of distribution to the shares.  

IV.
THE TRUST PROVISIONS (INCOME & PRINCIPAL)

●
The Federal Marital Share



(1)
The Trust provides that all income must be made payable to the surviving spouse at least quarter annually.



(2)
The surviving spouse is permitted to withdraw principal upon request.



(3)
The surviving spouse has a general power of appointment to appoint the property to any person, including the surviving spouse's estate and creditors upon the surviving spouse's subsequent death.



(4)
In the absence of the exercise of the power of appointment, these assets will be consolidated with any assets in the remainder share, but nevertheless segregated to the extent the generation skipping tax exemption has been allocated to the remainder share and not to the marital share assets.


●
The State Marital Share



(1)
The Trust provides that all income must be made payable to the surviving spouse at least quarter annually.



(2)
The surviving spouse may withdraw principal as needed to maintain his or her health, education and support in the standard of living to which he or she was accustomed as of the date of the death of the first spouse to die.



(3)
A disinterested trustee may pay principal to the surviving spouse in the trustee's sole and absolute discretion.



(4)
The surviving spouse has a limited power of appointment to appoint the property upon his or her death to the class consisting of the issue born out of the marriage to the deceased spouse.



(5)
In the absence of the exercise of the power of appointment, these assets will be consolidated with any assets in the remainder share, but nevertheless segregated to the extent the generation skipping tax exemption has been allocated to the remainder share and not to the marital share assets.


●
The By-Pass Trust



(1)
Income and principal may be paid to the class consisting of the surviving spouse in the trustee's sole and absolute discretion.  



(2)
The surviving spouse will have a limited power of appointment to appoint the property to the class consisting of the issue born out of the marriage to her husband during her death.


●
Funding Issues



(1)
Obtain federal identification number for the estate of the decedent.



(2)
Obtain federal identification number for the decedent's revocable trust.



(3)
Obtain federal identification number for revocable trust federal marital share.



(4)
Obtain federal identification number for revocable trust state marital share.



(5)
Obtain federal identification number for revocable trust by-pass share.


●
What type of Trusts are they?



(1)
Federal Marital Share is known as a Grantor Trust under IRC § 678(a)(2) as to the spouse for income tax purposes because the spouse has the right to withdraw principal without any limitations or conditions.  The share is deductible for both federal and state estate tax purposes because of IRC § 2056(b)(5).



(2)
State Marital Share is known as a Qualified Terminable Interest Trust under IRC § 2056(b)(7) because all income is payable to the surviving spouse and no person has any power to appoint any principal to anyone but the surviving spouse.



(3)
Consequences:   QTIP election is made for Massachusetts estate tax purposes but not for federal estate tax purposes.



(4)
Income Tax Issues: Trust is a simple trust because all income is required to be paid to a beneficiary (at least in a year in which no principal distributions are made).  IRC § 651(a) and IRC § 652(f).



(5)
Significance:   The income distribution rules provide that income will be deemed distributed to the beneficiary even if not paid.  




Observation:  Income includes interest, dividends, and rent, but neither short-term nor long-term capital gains except in a fiscal year or unless a Power to Adjust has been exercised pursuant to the Massachusetts Uniform Principal and Income Act (MUPIA) effective for trusts and estates in existence on January 1, 2006, except as otherwise expressly provided in the Will and trust.  See, M.G.L. c.203D.  



(6)
By-Pass share is a complex trust since a complex trust is any trust other than a simple trust or a grantor trust under IRC § 661 and IRC § 662.  Income earned by the by-pass share will be taxed to the trust unless distributed.  IRC § 661(a)(1) and IRC § 661(a)(2)


PLANNING NOTE:  


The Power to Adjust statute under the MUPIA is as follows:
Section 4(a) provides:

A trustee may adjust between principal and income if the trustee considers it necessary if the trustee invests and manages trust assets as a prudent investor, the terms of the trust describe the amount that may or must be distributed to a beneficiary by referring to the trust’s income, and the trustee determines, after applying the rules in subsection (a) of Section 3 that the trustee is unable to comply with subsection (b) of said Section 3.

Section 3(a) provides:

In allocating receipts and disbursements to or between principal and income, and with respect to any matter within the scope of this chapter, a fiduciary:

(1)
shall administer a trust or estate in accordance with the terms of the trust or the Will, even if there is a different provision in this chapter;

(2)
may administer a trust or estate by the exercise of a discretionary power of administration given to the fiduciary by the terms of the trust or the Will, even if the exercise of the power produces a result different from a result required or permitted by this chapter;

(3)
shall administer a trust or estate in accordance with this chapter if the terms of the trust or the Will do not contain a different provision or do not give the fiduciary a discretionary power of administration; and

(4)
shall add a receipt or charge a disbursement to principal if the terms of the trust and this chapter do not provide a rule for allocating the receipt or disbursement to or between principal and income.

Section 3(b) provides:

In exercising the power to adjust under subsection (a) of section 4 or a discretionary power of administration regarding a matter within the scope of this chapter, whether granted by the terms of a trust, a Will or this chapter, a fiduciary shall administer a trust or estate impartially based on what is fair and reasonable to all of the beneficiaries, except to the extent that the terms of the trust or the Will clearly manifest an intention that the fiduciary shall or may favor one or more of the beneficiaries.  A determination in accordance with this chapter is presumed to be fair and reasonable to all of the beneficiaries.


PLANNING NOTE:  

Income Distribution Rules Now Applicable in Massachusetts

For tax years beginning on or about January 1, 2006, income from an estate or trust, either required to be paid to a beneficiary or actually paid to a beneficiary, will be taxed to the beneficiary following the income distribution rules applied for federal income tax purposes.  See Technical Information Release 04-23, which explains the new rules and summary of the changes as follows:

This Technical Information Release explains the changes in the tax treatment of certain estates and trusts as a result of subsections 14 through enactment of c.262, and in contrast to federal law, the general rule was that if the income of an estate or trust was subject to taxes under c.62 of the General Laws, the trustee was required to file a Form 2, Fiduciary Income Tax Return, and pay the tax assessed to the estate or trust.  M.G.L. c. 62, § 10 and § 25; M.G.L. c., § 6(b).  As a result of the new enactment of c.262, effective for tax years beginning on or after January 1, 2005, the above rules no longer apply in certain cases.  The taxation of grantor-type trusts, pooled income funds, charitable remainder annuity trusts or unitrusts has not been affected by these changes.  M.G.L. c.62, §10(e), §11A and §11B.  Any income that is accumulated for Massachusetts beneficiaries, unborn persons, unascertained persons or persons with uncertain interests is taxable to the estate or trust.


●
Funding Issues



What type of trust is this known as insofar as funding is concerned?



(1)
The marital shares are pecuniary trusts since the marital shares are to be funded with a specific dollar amount rather than with a fraction of the assets, but the exact amount will depend on the amount and allocation of administration expenses.  



(2)
A fractional share would be drafted differently, as follows:  




(a)
The federal marital share shall be funded with a fraction of the assets determined by applying a fraction, the numerator of which is the exact amount of assets necessary to eliminate federal estate taxes and the denominator is the total value of the decedent's taxable estate.




(b)
The state marital share will be funded with a fraction of the assets determined by applying a fraction, the numerator of which is the exact amount of assets necessary to eliminate state estate taxes and the denominator is the total value of the decedent's taxable estate.




(c)
The by-pass share will be funded with the remaining assets.


●
Income Tax Significance



(1)
If assets which have appreciated between the date of death and the date of funding are used to fund a pecuniary share, a capital gain will be recognized to the funding trust.



(2)
The funding of the pecuniary share will carry out Distributable Net Income (DNI), but DNI does not include either short term or long term gains, except in the final year.



(3)
The pecuniary bequest is not a specific bequest and therefore the exception to the DNI rules contained in IRC § 663(a)(1) do not apply.  No gain would be recognized in funding the by-pass share since it is a residuary clause and is not being funded with a specific dollar amount.  



(4)
If the trust had been funded with so-called fractional shares, no gain would be recognized in funding any of the shares since each of the shares receive a pro rata share of appreciation.  See Rev. Proc. 64-19.



(5)
The funding of shares with property does carry out distributable net income, but again both short term and long term capital gains are not included in the DNI computation unless the funding trust is completely liquidated.

V.
ASSUMPTIONS
●
Assume the funding trust assets have appreciated to $6,000,000 prior to funding the shares.  It is now two to three years after the date of death and the estate tax closing letters have been issued following an audit/examination.

●
Assume 100 shares with a fair market value of $4,000,000 on date of death ($40,000 per share).  The basis of the assets to the estate trust is $4,000,000 based upon the fair market value upon death.  IRC § 1014.

●
Assume at the time of funding the 100 shares are worth $6,000,000 ($60,000 per share). 

●
What happens to the extra $2,000,000 in appreciation?  In a pecuniary marital trust, it flows to the by-pass trust, but at a tax cost to the funding trust.  

VI.
ANALYSIS

●
Amount Needed to Fund Federal Marital Share $2,000,000


●
Number of Shares needed to fund Federal Marital Share
 ($2,000,000 divide by $60,000 per share; 33.33 shares.


●
Computation of Gain:  



Fair Market Value of Shares

$2,000,000



Basis of Shares



$1,333,333


(33.33 shares x $40,000 per share)



Long Term Gain



$   666,667



Tax (15 + 5%)



$   133,333



Under IRC § 1014, property acquired from a decedent is deemed to be held for more than one year having a basis equal to the fair market value on the date of death.  If we assume that the IRC § 2056(b)(7) election was not made so the state marital share is not funded, the amount passing to the by-pass share would be determined as follows:



Total Trust Assets as of Date of Funding

  $6,000,000



Less:  Assets Paid over to Marital Share

<$2,000,000>



Less:  Tax on Gain (payable by trust)

<$   133,333>



Net amount funding to the by-pass trust

  $3,866,667
VII.
CONCLUSIONS

●
This is a good result in a rising market but a bad result in a declining market since the marital share is funded first and there may not be any assets left to fund the by-pass share.  Fund shares promptly to avoid issue altogether.


●
Consider using fractional formula to avoid any gain issues, but no unified credit leverage is available in a rising market.


(
Call for help!




























Form 1041 (Federal)


Form 2 (Mass.)





Form 1041 (Federal)


Form 2G (Mass.)





Estate of John Q. Public:


Any year end is permitted





$2,000,000 Life Insurance Policy Payable to 


Revocable Trust





Will of John Q. Public


(Pourover) $2,000,000





John Q. Public


Revocable Trust u/d/t 12/31/07


(Social Security Number)





By-Pass





ID No.


Year End 12/31





● Income is payable to the spouse


● Principal is payable to class consisting of spouse and issue in trustee's discretion for health, education, support, and maintenance.


● Spouse has limited power of appointment on her death





State Marital





ID No.


Year End 12/31





● Income is payable to the spouse





● Principal may be withdrawn by spouse for health, education, support and maintenance





● Spouse has limited power of appointment on her death





Federal Marital





ID No.


Year End 12/31





● Income to Spouse





● Spouse may withdraw principal upon request





● Spouse has general power of appointment on her death





$1,000,000





$1,000,000





$2,000,000





(If no 2056(b)(7) election is made, this will not be funded and the $1,000,000 will be added to the By-Pass Trust and state death tax cost of $99,600.)





Form 1041 (Federal)


Form 2 (Mass.)





12/31-year end is required unless an IRC § 645 election is made and then it is taxed as part of the estate for two years.
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