Tax Results of Settling
Trust Litigation Involving
QTIP Trusts

Attempting to modify or terminate an established QTIP trust, either in settlement of
litigation or otherwise, gives rise to numerous tax consequences, which can be
a challenge, even for a seasoned tax practitioner.

ualified terminable interest

property trusts (“QTIP”

trusts) are trusts which, when

funded, receive an estate or
gift tax marital deduction under
Section 2056(b)(7) or Section
2523(f). QTIP trusts are prime can-
didates for conflict between the sur-
viving spouse and the remainder
These conflicts
include disputes over (1) weighting
of investments to produce income
vs. principal (that is, whether the
spouse or the remaindermen are
unduly favored), (2) applying dis-
cretionary principal distribution
standards, and (3) dealing with
ambiguous trust provisions. When
the children are the remaindermen
and the spouse is not their natural
mother, the likelihood of contro-
versy is amplified.

Often, these disputes lead to
trust litigation. At some point,
the parties will entertain settling
the dispute. Consideration will be
given to modifying or terminating
the QTIP trust, or changing bene-

beneficiaries.
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ficiaries.' At times, estate and trust
litigation may not directly involve
a QTIP trust, but in the interest of
separating parties to avoid future
conflicts, there may be a willing-
ness to modify or terminate a QTIP
trust.

Unfortunately, tinkering with,
modifying, or terminating a QTIP
trust is rife with potentially adverse
transfer tax and income tax con-
sequences. Section 2519 alone, a
key provision in this area, is not a
paragon of clarity, and can be
applied to many situations that are
not apparent from its limited statu-
tory language. Practitioners need
to tread carefully in this area, so
that the resolution of the disputed
issues will not result in unintend-
ed tax consequences.

CHARLES D. RUBIN is a principal in the Boca Raton,
Florida, law firm of Gutter Chaves Josepher Rubin
Forman Fleisher P.A. He is the author of numerous
articles and tax publications, including his tax blog
at www.rubinontax.blogspot.com.
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This article addresses the prin-
cipal federal tax effects of termi-
nating, modifying, or transferring
interests in QTIP trusts. While these
issues typically arise in settling
litigation, the tax principles dis-
cussed also apply to such events if
they occur outside of trust con-
troversies and as part of tax plan-
ning, or simply to implement the
desires of one or more of the trust
parties to modify or terminate a

QTIP trust.

Direct disposition of income
interest—hy yift

The settlement of a trust dispute
may involve a gratuitous transfer
of a surviving spouse’s income inter-
estin a QTIP trust to a third party.
A disposition of all or part of a
qualifying income interest in a
QTIP trust triggers Section 2519.2
One such triggering disposition is
a gift of all or part of the income
interest.3 Section 2519 treats the
surviving spouse as making a tax-
able gift of the remainder interest
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in the underlying trust property—
that is, a taxable gift of all inter-
ests in trust property other than the
income interest.4 Attempting to
avoid Section 2519 through a non-
qualified disclaimer by the surviv-
ing spouse will not be effective.s
Computing the amount of the
taxable gift is a two-step process.
Under the first step, the fair market
value (“FMV?”) of all trust proper-
ty is determined as of the disposi-
tion date.s This includes accumu-
lated income. Under the second step,
the value of the spouse’s income
interest is computed, and deducted
from the FMV of all trust proper-
ty computed under the first step.?
The remaining amount is the tax-
able gift. Whether the gift is of all
or only a part of the income inter-
est, the same computation and tax-
able gift occur. The taxable gift is
not eligible for exclusion, in whole
or in part, as an annual exclusion
gift.8 If only a portion of a trust is
subject to a QTIP election, the tax-
able gift amount is prorated.®
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Example. Joan is the surviving
spouse of Fred, and has an income-
only interest in a QTIP trust that
was established for her when Fred
died. Fred’s daughter, Nancy is the
sole remainder beneficiary of the
QTIP trust. The trust assets are $1
million in securities. Using actuar-
ial tables, based on Joan’s age, her
life interest is worth $400,000. Joan
transfers half her income interest
to Nancy, triggering a Section 2519
gift. Under the first step of the above
computation, the FMV of trust
property is determined—$1 million.
Under the second step, the value of
Joan’s income interest ($400,000)
is deducted from the $1 million,
resulting in a Section 2519 gift of
$600,000.

This taxable gift amount is sub-
ject to two potential adjustments.
The first relates to Section 2207A(b),
which provides a right of recovery
to the surviving spouse for any gift
taxes arising from a Section 2519
gift. If the surviving spouse is enti-
tled to recover any gift tax on the
taxable gift under Section 2207A(b),
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1 As a practical matter, it would appear that the
terms of the QTIP trust (including spend-
thrift provisions and defined distribution terms)
and state trust law would limit the ability of
the parties to haphazardly modify or termi-
nate the trust. Nevertheless, if all interested
parties are involved or consent, such modi-
fications, terminations, or distributions can
usually be accommodated, at least as part of
a court-approved settlement agreement.
Section 2519(a), which reads “For purposes
of this chapter and chapter 11, any disposi-
tion of all or part of a qualifying income inter-
est for life in any property to which this sec-
tion applies shall be treated as a transfer of
all interests in such property other than the
qualifying income interest.” A “qualifying
income interest” is an income interest under
a QTIP trust for which a marital deduction was
taken under Section 2056(b)(7) or Section
2523(f). Section 2519(b). The conversion of
a surviving spouse’s interest in a QTIP trust
into other property that constitutes a qualify-
ing income interest for life is not a disposition
for purposes of Section 2519. Reg. 25.2519-
1(f).

H. Rep't No. 97-201, 97th Cong., 1st Sess.
161 (1981). Taxpayers may argue that a trans-
fer by the surviving spouse of an interest in
a QTIP trust as part of a bona fide settle-
ment of litigation is not a gratuitous transfer
and thus is not a taxable gift pursuant to the
authority of Reg. 25.2512-8. However, in Field
Service Advice (“FSA") 199916025 (1/21/99),
the IRS indicated that Section 2519 applies
even if the transfer is not gratuitous. There, in
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the amount of the gift tax recover-
able and the value of the remain-
der interest (and thus the amount of
the taxable gift) are adjusted.10 The
reason is that third parties are effec-
tively paying part of the spouse’s tax
by reason of the reimbursement dis-
bursement to the spouse for the
spouse’s gift tax. Such adjustment
is calculated using the same inter-
related computation that applies for
other transfers under which a trans-
feree assumes the gift tax liability.1
The second potential adjustment
relates to Section 2702. This sec-
tion may apply when the effect of
the transaction is a deemed trans-
fer of the remainder interest to a
family member of the surviving
spouse, and the spouse retains a
portion of the income interest.12 If
the surviving spouse retains a por-
tion of the income interest (that
is, less than all of the income inter-
est is gifted) and such retention is
valued at $0 under Section 2702,
the actual value of the retained
income interest is added to the Sec-
tion 2519 taxable gift amount.13

288 AR 5
the situation of a surviving husband dispos-
ing of part of his income interest in settlement
of litigation, the IRS advised “[a]lthough the
inter vivos disposition of the qualifying income
interest under section 2511 may be charac-
terized as a transfer of property made in the
ordinary course of business under Treas. Reg.
§ 25.2512-8, that does not affect the appli-
cation of section 2519.” This interpretation
is supported by the Code since Section 2519
is triggered by a “disposition” and not just a
“gift,” and H. Rep’t No. 97-201 provides that
the disposition can be by “gift, sale, or oth-
erwise.” Such a disposition for consideration
may incur gain or loss under Section 1001,
as discussed in the section of this article on
a disposition by sale.

The surviving spouse’s gift tax liability from
a Section 2519 transfer is included for pur-
poses of computing gift taxes on the surviv-
ing spouse’s subsequent inter vivos and
testamentary transfers, and will consume the
surviving spouse’s unified credit. Sections
2502, 2001(b)(1)(B), and 2001(b)(2). Gift tax
paid by the surviving spouse within three years
of death is likely included in the transferee
spouse’s gross estate under Section 2035(b),
even if the tax is recovered under Section
2207A(b). See Estate of Sachs, 88 TC 769
(1987). Some commentators believe that Sec-
tion 2519 can also trigger a tax under the gen-
eration-skipping tax provisions of the Code
absent areverse QTIP election, even though
Section 2519 refers only to the estate and gift
tax chapters of the Code.
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Other tax consequences beyond
Section 2519 may apply. In deter-
mining all the tax effects of the gift,
it is helpful to break the trust in two
parts (or three parts, if the surviv-
ing spouse gifts only a part of the
income interest), and examine each
part separately. The first part to
examine is the remainder interest.
The second part is the income inter-
est that is gifted away by the sur-
viving spouse, and the third part is
the income interest that is retained
by the spouse if only a portion of
the income interest is gifted away.

In regard to the first part, we
have examined how Section 2519
creates a taxable gift of the remain-
der interest. Another tax incident
relating to this part of the trust is
that if the surviving spouse has a
right of recovery of gift taxes under
Section 2207A(b) relating to the
deemed transfer of the remainder
interest under Section 2519 but
chooses not to enforce it, the spouse
is treated as making a separate tax-
able gift of the amount of the taxes
the spouse could have collected but
did not.1 This taxable gift could
occur in a calendar year later than
the Section 2519 gift of the income
B S e

5 Ltr. Rul. 200022031, which also dealt with
measuring the amount of the gift under Sec-
tions 2518 and 2519.

Reg. 25.2519-1(c)(1).

Id.

H. Rep’t No. 97-201 (Pub. L. No. 97-34), pp.
161-162.

Regs. 25.2519-1(c)(2) and 25.2519-1(c)(3).

10 The amount of tax recoverable under Section
2207A(b) does notinclude the portion of the
taxable gift under Section 2519 that is cov-
ered by the surviving spouse’s remaining uni-
fied credit. H. Rep’t No. 97-201, p. 162.

11 Reg. 25.2519-1(c)(4).

12 The Section 2702(d) limitation for partial trans-
fers is likely inapplicable because the sur-
viving spouse is deemed to transfer the entire
remainder under Section 2519. A “member of
the family” is defined in Section 2704(c)(2).
Section 2702(e).

13 Reg. 25.2519-1(g), Example 4.

14 Reg. 25.2207A-1(b).

15 /d. Although if the transferor executes a writ-

ten waiver of the right to recover before then,

the gift is deemed to occur on the later of
the date of the waiver, or the date of the tax
payment by the surviving spouse.

16 Reg. 25.2519-1(a).
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interest, since it generally does not
occur until the right of recovery
becomes unenforceable.s

In regard to the second part (i.e.,
the income interest that is gifted
away), this gift also constitutes a
separate gift under Section 2511,
in addition to the gift arising under
Section 2519.16 The amount of this
separate gift is the value of the
income interest transferred, less any
consideration paid for it.17

Example. Continuing the example
above, Joan transferred half of her
income interest to Nancy. There-
fore, Joan is also treated as having
made an additional gift of $200,000
(half of the $400,000 value of the
income interest under the QTIP
trust).

Lastly, if there is a third part of
the trust because the surviving
spouse gave away a portion of the
income interest but also retained a
portion, the surviving spouse is con-
sidered to have a continuing inter-
est in the trust due to the retained
portion that will be included in the
surviving spouse’s gross estate at
death under Section 2036. The
spouse is treated under Section 2036
at death as “having transferred the
entire trust corpus, including that
portion of the trust corpus from
which the retained income interest
is payable.”18 This Section 2036

inclusion will not include the entire
value of the trust at death, but only
a percentage of the value equal to
the percentage of the income the sur-
viving spouse retained.’® However,
at the death of the surviving spouse,
Section 2044 will not require any
inclusion of the trust in the estate of
the surviving spouse, since Section
2519 applied to the partial lifetime
disposition.20

Example. Again continuing the
example, because Joan retained half
of the income interest, half of the
trust value at her death will be
included in her gross estate under
Section 2036.

If, under the trust instrument, a
surviving spouse has a testamen-
tary power of appointment over the
remainder assets, even if the sur-
viving spouse has no continuing
interest in the trust, Section 2038
may still apply to tax the remain-
der assets at the surviving spouse’s
death.2t

Disposition of income
interest—hy sale

Instead of the surviving spouse mak-
ing a gratuitous transfer of all or
part of the income interest of the
QTIP trust, a sale of the interest for
consideration may occur. A sur-
viving spouse disposing of the
income interest in a QTIP trust in
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exchange for the receipt of con-
sideration is treated similarly under
Section 2519 as a transfer by gift.
Section 2519 again treats the
spouse as if he or she made a tax-
able gift of the remainder interest.22
The Section 2519 taxable gift is
computed in the same manner dis-
cussed above for a gift disposition.
Also similar to a disposition of
the income interest by gift, an addi-
tional taxable gift can occur if the
surviving spouse has a right of
recovery of gift taxes under Section
2207A(b) for the taxes relating to
the Section 2519 transfer, but
chooses not to enforce it.

Regarding the income interest
that is sold, no separate taxable gift
for transferring that interest occurs
if the spouse receives consideration
equal to the FMV of the income
interest.22 If the consideration is less
than the value, a taxable gift for
the difference occurs.

If only a portion of the income
interest was sold so that the sur-
viving spouse also retains a partial
income interest, inclusion of that
retained portion under Section
2036 should also apply at the sur-
viving spouse’s death.2¢ Inclusion
under Section 2044 will not occur
at that time due to the prior appli-
cation of Section 2519.2s

Under Section 1001, the selling
surviving spouse realizes gain or

loss on the disposition of the
17 |n the context of the settlement of litigation,
the transfer of the income interest may be con-
sidered to have been made for full consider-
ation. In that circumstance, while Section 2519
will apply, a taxable gift of the income inter-
est may not be applicable. See FSA
199916025 and the discussion at note 3 supra.

18 |d. However, there are arguments that the
application of Section 2036 is unwarranted
and that these Regulations are invalid. See
Stephens, Maxfield, Lind, Calfee, and Smith,
Federal Estate and Gift Taxation (Thomson
Reuters/WG&L 2008), at 1 10.08[1][a], foot-
note 15 [“The Treasury's position should be
challenged. When a QTIP election is made,
the transferee spouse is not treated as the
outright owner of the entire property...As a
result, when the transferee spouse transfers
a portion of the qualifying income interest trig-
gering Section 2519, the transferee does
not transfer the remaining income interest that

income interest. However, because
the surviving spouse acquired the
life estate in the QTIP trust either
by reason of the death of the first
spouse to die or by gift from the
other spouse, Section 1001(e) has
an unwelcome surprise for the sur-
viving spouse: all of the amount
realized on the disposition will gen-
erate gain, without regard to basis
allocable to the life interest. Sec-
tion 1001 (e) provides that in deter-
mining gain or loss from the sale
or other disposition of a term inter-
est in property, the portion of the
adjusted basis of such interest
which is determined under Section
1014 (relating to the basis of prop-
erty acquired from a decedent), Sec-
tion 1015 (relating to the basis of
property acquired by gift or by a
transfer in trust), or Section 1041
is disregarded.2s An income inter-
est in a trust is a “term interest”
for this purpose.2” However, if all
the income interest and all remain-
der interests are simultaneously
sold, Section 1001(e)(3) instead
permits the allocation of basis to
the income interest under the uni-
form basis rules.

Example. Assume under the pre-
ceding example that Joan sold half
the income interest to Nancy for its
FMV ($200,000) instead of having
transferred it as a gift. Under Sec-
tion 2519, the same $600,000 gift

was originally transferred by the transferor
spouse and, consequently, under the statu-
tory language of Section 2036(a) did not
‘transfer’ or ‘[retain] for...life...the right to
the income from...the property.”]

19 Reg. 25.2519-1(g), Example 4. This retained

interest also gives rise to an adjustment to the

surviving spouse’s adjusted taxable gifts

under Section 2001(b)(1)(B).

Section 2044(b)(2).

Stephens, Maxfield, Lind, Calfee, and Smith,

supra note 18, at § 10.08[1][a].

Reg. 25.2519-1(g), Example 2. See also Estate

of Novotny, 93 TC 12 (1989), and Rev. Rul.

98-8, 1998-1 CB 541.

23 Reg. 25.2519-1(g), Example (2).

24 Reg. 25.2519-1(a).

25 Section 2044(b)(2).

26 See also Reg. 1.1014-5(a)(1), Reg. 1.1014-
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occurs. But because Joan was paid
for the income interest, no separate
taxable gift of the income interest
occurs. Nevertheless, Joan will rec-
ognize taxable gain equal to the full
value of the one-half of the income
interest sold, or $200,000. The
same inclusion of half the trust
property at Joan’s death occurs
under Section 2036.

If the selling surviving spouse
disposes of the income interest in
settlement of litigation, and is
deemed to have received valuable
consideration for the disposition
under the settlement, taxable gain
or loss may result under the fore-
going Section 1001 provisions.z28
That is, what first may appear to
be a gratuitous transfer may in fact
be for a valuable quid pro quo pro-
vided in the litigation settlement
and thus be treated as a sale of
the income interest.

Distributions of principal
to spouse
Distributing trust principal is
another method of reducing the size
of a QTIP trust or eliminating it
entirely, and so may be an avenue
sought by litigating parties. This
can often be accomplished without
negative tax consequences; how-
ever, at other times Section 2519
or gift taxes can apply.

If the surviving spouse or a third
party has a power to appoint princi-
pal of the trust to the spouse, the Reg-
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5(b), Reg. 1.1014-5(c), Examples, and Reg.
1.1001-1(f)(1).

27 Section 1001(e)(2)(C).

28 Reg. 1.1001-1(a). Evans, 30 TC 798 (1958)
(exchange of income interest in a trust for
an annuity was a realization event). Ltr. Rul.
200231011 (relating to gain from a trust mod-
ification). However, see also Silverstein, 419
F.2d 999, 24 AFTR2d 69-5972 (CA-7, 1969)
(exchange of trust interest for a right to spec-
ified annual payments from the remainder-
man of the trust was not a taxable disposi-
tion). It is unknown whether Cottage Savings
Association, 499 U.S. 554, 67 AFTR2d 91-808
(1991) (properties exchanged are materially
different, and thus give rise to a taxable dis-
position, if properties embody legal entitle-
ments different in kind or extent or if the prop-
erties confer different rights and powers), if
ithad been decided before Silverstein, would
have changed the result in Silverstein.
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