ESTATE PLANNING /\ ews

TO PROTECT YOUR ASSETS, LOVED ONES AND LEGACY, YOU NEED A PLAN.

RECENT DEVELOPMENTS:
3 TRANSMUTED PROPERTY IS TRANSMUTED PROPERTY

In a recent California Court of Appeal case, Marriage of Holtemann, the court held that a husband’s
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transmutation of his separate property to community property in connection with his estate

planning was binding on him at the time of divorce.

RS [ is very
j % common for
W married couples
5 W doing estate
- planning
to execute
property
agreements in
which they
transmute or
change some or
all of their separate property to community
property. They do this in order to take
advantage of the full step-up in basis allowed

for community property on the death of either
spouse. Separate property gets a step-up only
on the death of the spouse who owns it.

In the Holtemann case, the couple had executed
such an agreement, but on their divorce the
husband tried to claim that the transmutation
was only meant to apply on his death and

was not meant to be honored in the event of
divorce and therefore the property in question
should be his separate property. Needless

to say, the court was not inclined to let the
husband have his cake and eat it too.

3 MOST INTEREST ON ESTATE TAX IS
NON-DEDUCTIBLE PERSONAL INTEREST ¥

In a recent Chief Counsel Memorandum, the IRS indicated that in most cases it will not allow a

deduction from income tax for interest that accrues during the period that an extension for paying

estate tax is in effect because such interest is non-deductible personal interest. CCM 200836027.

In the case, the estate lacked liquid assets to
pay its estate tax. Under Internal Revenue Code
section 6161, the estate was granted (due to
economic hardship) an extension of time for
paying the estate tax. During the period of
extension, interest on the unpaid estate tax
continued to accrue. On the estate’s income tax
return, Form 1041, U.S. Income Tax Return for
Estates and Trusts, it claimed a deduction for
the amount of interest due on the unpaid

estate tax.

In the memorandum, which is binding only on
the taxpayer whose case was under consideration
but is very informative for the rest of us, the IRS
made it clear that if an estate is large enough to
owe estate tax, but does not have enough liquid
assets to pay the tax, there will be no tax break on

the interest the IRS will charge for paying the tax
late. We see this
scenario often
in cases where
the major assets
of the estate

are assets that
either cannot
be sold quickly
for a good
price, such

as a business

or a family home, or

retirement assets, on which income tax is due
upon liquidation. In estates like this we often
encourage clients to add life insurance, and
possibly an irrevocable life insurance trust, to
their estate plans.
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# YOUR QUESTIONS

What Happens To An IRA On The Death Of The Owner?

The answer, of course, is, “It depends.” IRAs are typically
outside of your estate planning documents in that we do
not fund IRAs to your revocable trust. The IRA is like a
contract that you have with the financial institution, such
as Fidelity or T. Rowe Price, that holds the IRA for you. In
the contract, you designate a beneficiary who will receive
the TRA on your death. Therefore, the IRA does not have to
go through probate and it does not have to be transferred
to your trust. The financial institution will transfer the IRA
to your beneficiary once he proves that you have died.

The potential problems that
arise when an IRA owner
dies fall into two categories.
In the first category are IRAs
that actually do not have a
beneficiary designated. This
can happen if you designate
someone when you establish
the IRA but that person dies
before you do and you never
changed the beneficiary.
What happens then is your
estate becomes the default
beneficiary. Now the IRA
will have to go through
probate. In addition, an estate
is not an individual and is
therefore not a “designated
beneficiary” according to

the Internal Revenue Code.
When someone other than

a “designated beneficiary”
inherits an IRA, the assets in
the IRA must be distributed
out within five years, and
remember, when assets get
distributed out of an IRA the
recipient pays income tax.

Kirsten Howe’s practice
focuses on two closely
intertwined areas of the law:
business and estate planning.
She has extensive experience
in both. On the business
planning side, Kirsten has
represented numerous
companies including startups,
non-profits, small institutional
lenders and investment
advisors. She has assisted
them from initial organization
through ongoing compliance,
growth, and succession. This
background in business law
makes her uniquely qualified
to help business owners plan
their estates and protect and
preserve their businesses. She
is particularly adept at helping
clients structure their entities
so that disputes are extremely
unlikely to arise in the first
place and, if they do, making
sure they are resolved in the

way that was expected. % If instead, the “designated

beneficiary” is the surviving
spouse of the IRA owner, the
spouse can simply roll that

IRA over into his or her own
IRA and it will be treated for
all purposes as the surviving
spouse’s IRA, meaning

the surviving spouse does
not have to take required
minimum distributions
(RMDs) until he or she is

70 Y2 years old, and the
amounts of the RMDs are
calculated on the basis of
the surviving spouse’s life
expectancy, not the deceased owners. If

the “designated beneficiary” is not the surviving spouse,
he will have to begin taking RMDs generally within about
a year of the death, and in some cases the RMDs will

be calculated on the basis of the deceased owner’s life
expectancy in the year of his death.

The other category of potential problems arises when the
“designated beneficiary” goes to the financial institution

to claim his inheritance. If he is not careful to specify

that he wants to create an inherited IRA, the financial
institution may simply cut a check payable to the heir.
Once that happens, unless the heir is the surviving spouse,
income tax will be payable on the whole amount and the
opportunity for stretching out the tax-deferred status of
that IRA is gone. These inherited IRAs must be handled by
means of a “trustee to trustee transfer,” in other words, the
heir cannot receive the IRA, even for a moment. Surviving
spouses, however, can take the IRA check directly and they
get 60 days to roll it into their own IRA.
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