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ESTATE PLANNER’S TIP

It’s estimated that fewer than 4,000 decedents will have estates subject to tax in 2013, thanks to the
$5.25 million exemption.  Most advisors know that estate planning is still necessary to address
issues such as estate distribution, care for minor beneficiaries or those with special needs, state
estate or inheritance taxes and to name an executor.  But what about credit shelter trusts?  Are they
a relic of a by-gone estate planning day for most clients?  Actually, there are several reasons to use
a credit shelter trust in an estate plan.  A trust can provide asset protection for a spouse and address
the potential need for professional management.  In addition, the trust can protect the interests of
children from a previous marriage.  Even with portability now permanent, the credit shelter trust
may offer additional protection.  For example, if assets appreciate significantly between the deaths
of the first and surviving spouse, portability only shelters the unused exemption amount in effect
at the death of the first spouse.  With a credit shelter trust, all appreciation is sheltered – without
the need to file an estate tax return.  The credit shelter trust can also preserve the generation-skip-
ping transfer tax exemption of the first spouse, which is not available under the portability rules.
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Heidi Heffron-Clark was  the designated bene-
ficiary of her mother’s $300,000 IRA, giving her
the right to shelter the funds from taxation until
the money is withdrawn.  

Clark and her husband filed for bankruptcy.
The bankruptcy judge determined that the inher-
ited IRA was not a “retirement fund” under the
provisions of Code §§522(b)(3)(C) and (d)(12) and
therefore was not exempt.  Money is considered a
retirement fund only when held for the owner’s
retirement, concluded the court.  An inherited
IRA merely allows the beneficiary to avoid pay-
ing income tax immediately after the original
owner’s death.  

The district court reversed, relying on In re
Nessa [426 B.R. 312 (BAP 8th Cir. 2010)], which
held that any money representing retirement
funds in the decedent’s hands must be treated the
same way in the successor’s hands.  

The U.S. Court of Appeals (7th Cir.) reversed
the district court, saying that by the time the
Clarks filed for bankruptcy, the money in the
inherited IRA “did not represent anyone’s retire-
ment funds.”  Because the money could be used
for “current consumption,” it should not be shel-
tered from creditors, said the court.  The term IRA
in the phrase “inherited IRA” refers to the source
of the funds, not the assets’ status as retirement

INHERITED IRA NOT PROTECTED IN BANKRUPTCY
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funds, the court added.  Bankruptcy rules pro-
vide specific exemptions for retirement funds,
and inherited IRAs do not qualify, said the court,
because they are not reserved for use after the
owner stops working (In re Clark, Nos. 12-1241 &
12-1255).

NO GAIN OR LOSS FROM 

ADDED BENEFICIARIES

Paul established two irrevocable trusts, giving
the independent trustee total discretion to make
distributions of any or all of the trust income or
corpus to any charity chosen by the trustee.  At
Paul’s death, his children, Anna and Belle, will
become additional discretionary beneficiaries of
the trusts.  

The trustee has asked the court to modify the
trusts to add Anna and Belle as current discre-
tionary beneficiaries.  The IRS was asked whether
the modification would result in the realization of
gain or loss.  Under Reg. §1.1011-1(a), the gain or
loss realized from the exchange of property for
cash or for other property differing materially
either in kind or in extent is treated as income or
loss sustained.  

The addition of Anna and Belle as current dis-
cretionary beneficiaries increases the power of
the trustee to make distributions by enlarging the

class of discretionary beneficiaries, said the IRS.
However, discretion still rests solely with the
independent trustee and no beneficiary can com-
pel a distribution.  The beneficiaries hold no more
than an expectancy in trust property, which the
IRS said was “the equivalent of their status prior
to the proposed trust modification.”  Therefore,
ruled the IRS, the modification will not result in
the realization of gain or loss (Ltr. Rul.
201308016).

TAX COURT SINKS “FLOATING” EASEMENT

B.V. and Harriet Belk established a partnership,
Olde Sycamore, that developed a 410-acre residen-
tial community.  The project included an 18-hole
golf course on 184 acres.  A conservation easement
was granted over the golf course land.  The agree-
ment did, however, allow the parties to change
what property was subject to the easement. 

Old Sycamore claimed a charitable contribu-
tion deduction of $10.5 million for the easement,
based on an appraisal.  The IRS challenged the
deduction, arguing that the use restriction was
not granted in perpetuity, as required under Reg.
§1.170A-14(b)(2), because the easement permit-
ted substitutions. 

The Tax Court said it was immaterial that the
charitable organization had to approve of any sub-
stitutions under the “floating” easement agree-
ment.  The requirements of Code §170(h) apply
even if the donor and charity “wish to agree other-
wise,” said the court (Belk v. Comm’r., 140 T.C. No. 1).

CHALLENGE NOT TOO LATE –

EVEN AFTER 17 YEARS

Carroll Sampson died in 1993, leaving the residue
of his estate to his wife, Christine.  In another article
of his will, he left the residue to various family
members.  The primary asset in his estate was an
undivided one-half interest in 200 acres of farm-
land, which he owned with Christine as tenants in
common.  No notice of the probate proceedings was

PHILANTHROPY PUZZLER

John Pennypincher, an extremely frugal
person, has decided to make a gift to charity
of shares of stock that he has owned for 30
years.  He purchased the stock, now worth
$10,000, for just $500.  John would like to
recoup his original investment by selling the
stock to charity for $500.  Would John be
financially better off simply giving all the
stock outright?  What will be the tax result of
receiving $500 back from the charity?
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given to the family.  The estate closed in January
1994, with the assets passing to Christine.

In 2006, Christine changed her will, which had
mirrored Carroll’s.  She removed the family ben-
eficiaries and left the real estate she had owned
with Carroll to charity.  Christine died in 2011.

Family members originally thought Christine
had a life estate in the farmland.  They claimed
they did not discover the provisions in Carroll’s
will until after Christine died.  The family sought
to reopen Carroll’s will.  Christine’s estate argued
that the action was time-barred because more
than 17 years had passed.

Under state (Iowa) law, adversely affected,
interested persons who did not receive notice of
an estate’s final report and accounting have only
five years to ask for a new accounting, settlement
hearing or redistribution.  However, the probate
court found that the family was seeking to do
more than obtain a new accounting.  They were
asking the court to decide whether they were
entitled to be distributees, which the court
viewed as a structural change in the administra-
tion of the estate, not contemplated during the
original probate.  The Court of Appeals of Iowa
agreed with the probate court that there is no
statutory time limit where beneficiaries seek a
structural change that was not contemplated
when the will was originally probated (In re
Estate of Sampson, No. 3-263/12-1340). 

TRUSTS PROVE UNTRUSTWORTHY 

FOR GRANTORS

Dr. Steven Vlach, unable to obtain medical
malpractice insurance for his alternative medi-
cine practice, established two noncharitable
trusts in 1995, to protect his assets.  In 1996, Vlach
and his wife established a charitable remainder
trust that was to pay them a 5% annuity for life.
They funded the charitable remainder trust with
$100 and 100 units of each of the two trusts.  The
couple reported receiving $1,762 annually from
the trust, although the trust reported annuity

payments for 2002 and 2004 only.    
The IRS determined that the trusts were sham

entities with no economic substance and said that
the couple was required to include receipts
reported by the trust in their gross income.  Vlach
argued the trusts were legal under state law and
designed to protect his personal assets.  
The Tax Court noted that the trusts reported a

transfer of their net income to the remainder
trust.   No tax was reported on the income distri-
butions to the remainder trust.  The court found,
however, that income distributions to the remain-
der trust “were made only to the extent necessary
to pay the Vlachs a life annuity.”  As a result,
noted the court, Vlach’s taxable earnings from his
traditional and alternative medical practice
“became effectively nontaxable.” The court
found that no economic interest passed to anyone
other than the Vlachs.  The couple acted as
trustees, had exclusive power to distribute trust
proceeds and income at their discretion and acted
as absolute owners of all property contributed to
the trusts.  In addition, they used trust funds to
pay for personal investments and to cover living
expenses, “thereby conferring an economic inter-
est in the trusts on themselves.”  The trusts are
disregarded for trust purposes, the court held
(Vlach v. Comm’r., T.C. Memo. 2013-116). 

PUZZLER SOLUTION

If John gives all the stock outright, he’s
entitled to a deduction of $10,000, which
saves $2,800 in taxes in his 28% bracket.  If he
sells the stock for $500, he will be entitled to a
deduction of $9,500, which saves him taxes of
$2,660, plus he will have $500 cash ($3,160
total).  However, John will be liable for capi-
tal gains tax on the “sale” portion under the
bargain sale rules [Reg. §1.1011-2(c)].  He
must prorate his basis between the gift and
sale, so his reportable gain is $475 and the tax
is $71, leaving him with $3,089.  He is $289
ahead with the bargain sale.
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Even with an appraisal in hand, many donors
who contribute artwork are concerned about
whether the IRS will challenge their deductions.
Artwork is defined as “paintings, sculpture,
watercolor, prints, drawings, ceramics, antique
furniture, decorative arts, textiles, carpets, silver,
rare manuscripts, historical memorabilia and
other similar objects.” When the claimed value of
artwork is $20,000 or more, a photograph must
accompany the appraisal, for review by the IRS’s
Art Advisory Panel.

Donors who contribute artwork valued at
$50,000 or more may request a Statement of Value
from the IRS (Rev. Proc. 96-15, 1996-1 C.B. 627)
prior to filing the income tax return on which the
deduction is claimed.  The Statement of Value,
which does not eliminate the need for a qualified
appraisal, carries a user’s fee.

If the IRS agrees with the donor’s appraisal, it
will issue a Statement of Value approving the
appraisal.  If there is a disagreement, the statement
indicates the basis of its disagreement.  The donor
can accept the IRS’s value by signing and returning
the statement.  If the donor does not agree with the
IRS, he or she must attach the Statement of Value to
the Form 8283 on which the deduction is claimed. 

Valuation isn’t the only issue facing clients who
contribute gifts of artwork or other tangible per-
sonal property to charity.

Evidence/timing of gift

Some gifts, because of size, may not be physi-
cally transferred immediately.  The Tax Court has
ruled that a gift can be complete, even without
physical transfer, provided the state’s statutes on
evidencing a gift have been met (e.g., a deed of
gift) and that the charity has the right to the prop-
erty.  In Murphy v. Comm’r. (91 TCM No. 275), the
Tax Court found a completed gift although a sand-
stone sculpture of John Wayne had not been phys-

ically transferred to Lubbock Christian University
because the school had no place to house it.

A donor may also give a partial interest in tan-
gible personal property, provided it consists of an
“undivided portion” of the donor’s entire interest
in the property [Code §170(f)(3)(B)(ii)].  However,
no deduction is allowed unless all interest in the
property is held immediately before the gift by the
donor or the donor and charity.  If the donor later
makes an additional gift of an undivided interest
in the same asset, the deduction is limited to the
lesser of the fair market value at the time of the ini-
tial fractional interest gift or at the time of the addi-
tional gift [Code §170(o)(2)].  The donor must 
contribute the remaining portion of the tangible
personal property within ten years of the initial
fractional gift or the date of death, whichever is
sooner.  Failure to do so results in recapture of the
amount of the deduction (plus interest) plus a 10%
addition to tax.  The charity must have substantial
physical possession of the property and use it for a
related use during a portion of the ten-year period
[Code §170(o)(3)].

Unrelated use

Under Reg. §1.170A-4(b)(3)(i), if tangible per-
sonal property is put to a use unrelated to chari-
ty’s exempt purpose, the donor’s deduction is
limited to basis, not the fair market value of the
property.  If the gift is one for which the donor
was required to obtain an appraisal and the prop-
erty is sold within three years, charity is required
to file Form 8282 (“tattletale” form).  The sale
may raise the question of whether the property
was put to an unrelated use.

But if at the time of the gift the donor had a rea-
sonable expectation that the property would be put
to a related use, he or she is entitled to a deduction
for fair market value, despite the fact that the
property is later sold [Reg. §1.170A-4(b)(3)(ii)(b)].

PEACE OF MIND FOR DONORS OF ARTWORK


