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PROPOSALS FOR INCOME AND GRATUITOUS TRANSFER TAX LAW REFORMS,
A COMBINED ANNUAL MARK-TO-MARKET AND WEALTH TAX, AND A UNIFORM STATE FIDUCIARY INCOME TAX LAW
INTRODUCTION
I believe that good tax policy relating to estate planning and estate and trust administration should be based on parallelism or correlation between federal income and gratuitous transfer (estate, gift and generation-skipping transfer) tax laws, and between federal and state income and gratuitous transfer tax laws; and that policy should be reflected in comprehensive general rules and limited exceptions to those rules.  One such general rule is that earned income from an individual’s personal efforts is (and should be) taxed to that individual.  In the seminal case of Lucas v. Earl, 281 U.S. 111 (1930), the U.S. Supreme Court decided that although an individual can assign the right to receive his or her earned income, that income is nevertheless taxable to the individual who earned it.  A related general rule is that net income with respect to property generally is (and should be) taxable to the person who is the beneficial owner of the property and whose income it is.  Net income with respect to property owned by an individual is (and should be) taxed to that individual; and if that individual makes a gratuitous transfer of that property, the net income with respect to that property thereafter generally is (and should be) taxable to the transferee(s) who are the beneficial owners of that property and its net income.
If a completed lifetime gift of property is made to a trust, the person to whom the net income with respect to the trust property is taxable under current law is either the grantor, the trust, one or more beneficiaries of the trust, and/or a person other than the grantor who is treated as the owner of the property because of powers exercisable or previously exercised by that other person.  In order to determine who should be taxable on the net income with respect to property owned by an irrevocable trust, it seems logical and appropriate to tax the net income to the beneficiaries, if possible, and to (1) generally correlate the income and gratuitous transfer tax grantor‑trust rules relating to transfers of property in trust, in furtherance of the principal referred to above that the net income with respect to property generally should be taxable to the person or persons who are the beneficial owners of the property, and (2) revise and simplify the way in which beneficial ownership of property is determined for both income and gratuitous tax purposes.
For many years wealthy individuals have reduced the tax liability of themselves and the beneficiaries of their estates by utilizing the two loopholes in the Federal income and gratuitous transfer tax laws discussed in Parts I and II of these proposals, below.  Because the Federal government needs considerably more revenue to reduce the ever-increasing deficit and continue to fund important programs, it’s all the more reason to close these costly loopholes, which would raise substantial revenue without increasing income and gratuitous transfer tax rates or enacting new tax laws.  These parts explain the nature of those two loopholes and point out how the tax law would be improved by closing them.  These two proposals were discussed in my opinion piece published by Law 360 Tax Authority on August 31, 2021, and are based on comments and suggestions set forth in reports by the American College of Trust and Estate Counsel (ACTEC) that were sent to Congressional and Treasury staff on October 15, 2019 and June 24, 2021, respectively, which I helped prepare.  Those reports should be read for a much more thorough analysis of these proposals.  However, these proposals are mine personally and not those of ACTEC, which is a professional organization of approximately 2,400 lawyers from throughout the United States and does not take positions on matters of policy or political objectives.
Substantial additional revenue could be raised by enacting the combined annual mark-to-market deemed realization of capital gains and losses and wealth tax law discussed in Part III of these proposals, below, which applies to property owned by very wealthy individuals and/or certain trusts attributable to them.
Part IV of these proposals discusses a proposal that the net income of an estate and a Vested Beneficial-Interest Trust be taxed to the Vested Beneficiaries, similar to partners of a partnership rather than to the estate or trust.
Part V of these proposals discusses a proposed uniform state fiduciary income tax law.
Part VI of these proposals discusses a proposal for federal income and gratuitous transfer tax credits for state income and gratuitous transfer taxes similar to the former state death tax credit.
[bookmark: _Ref143624119][bookmark: _Toc155084848][bookmark: _Toc163810998]Correlation of the Income and Gratuitous Transfer Tax Grantor‑Trust Rules AND ELIMINATION OF ZEROED-OUT GRATs AND GRUTs
The purpose of this part is to examine some of the ways in which the net income (including net capital gains) of a domestic trust is taxed for federal income tax purposes during the lifetime of the U.S. resident settlor or grantor of the trust, and in particular to determine whether some of the so-called “grantor trust rules” in Subpart E of Subchapter J of the Internal Revenue Code (“IRC”) (Sections 671 through 679) and related provisions should be modified or repealed, in whole or in part.  Primarily as a result of the compression of the income tax rate brackets applicable to estates and trusts and the so-called “kiddie tax” in IRC Sections 1(e) and 1(g), respectively, enacted about 35 years ago, the grantor trust rules no longer serve their original purpose to prevent the reduction of income taxes attributable to trust property, but taxpayers often now use the grantor trust rules to reduce gratuitous transfer taxes.  Accordingly, as part of any proposal for income and gratuitous-transfer tax law reforms, it may be appropriate to review whether and to what extent the income tax grantor-trust rules should be modified and how the corresponding gift and estate tax grantor-trust rules should be modified and correlated with the income tax grantor-trust rules, to address this interplay.
The current income tax grantor-trust rules are substantially different from the estate, gift, and generation-skipping transfer (“GST”) tax grantor-trust rules in IRC Sections 2036 through 2038, 2511, and 2642(f).  Consequently, an irrevocable transfer in trust can be treated as complete for gratuitous transfer tax purposes but the trust property is still treated as being beneficially owned by the grantor for income tax purposes, and vice versa; and a completed gift in trust for gift tax purposes will not always prevent the trust property from being included in the grantor’s gross estate for estate tax purposes, or allow for allocation of the grantor’s GST exemption for GST tax purposes.  The compression of the income tax rate brackets without eliminating most of the income tax grantor trust rules, and Revenue Ruling 85-13,[footnoteRef:1] have led to the widespread establishment of “Intentionally Defective Grantor Trusts,” or “IDGTs,” that are completed-gift trusts.[footnoteRef:2]  These trusts enable grantors to achieve two often criticized advantages that currently are used in much of transfer tax planning for high net worth individuals.  These advantages are that the grantor may (1) essentially make tax-free gifts to the IDGT by paying the income tax attributable to the trust’s taxable income and (2) avoid the realization of income and recognition of gain or loss with respect to transactions between the grantor and the grantor trust.  Both the income and gratuitous transfer tax grantor trust rules have been in the law for many decades without fundamental revisions. [1:  1985-7 I.R.B. 28.]  [2:  Relying on substantial contrary authority, that ruling declined to follow Rothstein v. United States, 735 F.2d 704 (2d. Cir. 1984), and held that a sale or exchange of assets between a grantor and his or her grantor trust was not a sale or exchange for federal income tax purposes.] 

For example, under current law, if the grantor of an IDGT transfers $1,000,000 to the trust, which is a completed gift for gift and estate tax purposes, and the money is invested in property that produces net income (including capital gains) totaling $2,000,000 during the period that the trust is a grantor trust, the grantor rather than the trust would be liable for the amount of the tax attributable to the trust’s $2,000,000 of net income because of the grantor trust provisions of the code, and those provisions do not give the grantor a right of reimbursement from the trust for paying the tax attributable to its net income.  This would result in a reduction in the value of the grantor’s gross estate for estate tax purposes equal to the amount of the tax paid, enhancing the value of the trust by enabling it to grow income tax free because the grantor, not the trust, is liable for the tax attributable to the trust’s net income.  However, the value of this reduction and enhancement would not be subject to gift tax because the grantor trust provisions require the grantor to pay the tax attributable to the trust’s net income without a right of reimbursement.  In addition, the grantor and the trust would be able to sell or exchange appreciated assets with each other without any recognition of gain or loss.
In order to eliminate these often criticized advantages, the same rules should apply for determining when a trust is a non-grantor trust and a completed gift.  Thus, (1) the tax-free enhancement of the value of the trust due to the grantor paying the tax attributable to the trust’s income would no longer be possible, because a grantor would not be treated as owning the trust property for income tax purposes if the trust constitutes a completed gift, and (2) no tax-free exchange would be possible between the grantor and a trust that is a completed gift.
[bookmark: _Toc155084849][bookmark: _Toc163810999]Correlation of the Income and Gratuitous Transfer Tax Rules Relating to Transfers of Property in Trust
Under current law, the rules for determining whether a gift of property in trust is complete for income tax purposes are very complicated.  Those rules incorporate complex definitions and other provisions relating to adverse parties and specified non-adverse related or subordinate parties, including (1) corporations or employees of corporations in which the stock holdings of the grantor and the trust are significant from the viewpoint of voting control, (2) subordinate employees of corporations in which the grantor is an executive, and in certain situations, and (3) presumptions of subservience unless a party is shown not to be subservient by a preponderance of the evidence.
By comparison, under current law (1) a gift of property in trust generally is incomplete for gift tax purposes so long as the grantor has retained a significant beneficial interest in the property or has a significant power to affect the beneficial enjoyment of the property by the trust beneficiaries, and (2) trust property generally is included in the grantor’s gross estate for estate tax purposes if the grantor has a significant beneficial interest in the trust at the time of his or her death and/or a significant power to affect the beneficial enjoyment of the trust property at that time.  Determining whether the grantor has such a significant beneficial interest or power also can be complicated.  Unfortunately, these rules are not the same as the rules for determining whether a gift is complete for income tax purposes.
In order to simplify and also correlate the income and gratuitous transfer tax laws, I believe that a lifetime gift of property to an irrevocable trust in which the grantor does not have a significant beneficial interest generally (1) should be a completed gift for both income and gift tax purposes, and (2) the value of the trust property should not be included in the grantor’s gross estate for estate tax purposes.  I also believe that a fiduciary power of the grantor to affect the beneficial enjoyment of the trust property by the beneficiaries should be irrelevant with respect to both the completion of the gift by the grantor for income and gift tax purposes and the inclusion of the trust property in the grantor’s gross estate for estate tax purposes, for the following reason: The grantor of a trust may name as trustee a friendly individual or trust company, neither being a “related or subordinate party,” as defined in IRC Section 672(c), but who, because of a personal or business relationship with the grantor, will administer the trust in accordance with his or her wishes as long as they are not inconsistent with the trustee’s fiduciary duties.  In light of that reality, it seems appropriate to simply allow the grantor of a trust to act as the trustee and personally exercise the power in a fiduciary capacity to affect the beneficial enjoyment of the trust property without causing the grantor to be treated as the owner of the trust property for tax purposes, as long as it cannot be exercised by the grantor or any other person, except to an insignificant extent, in favor of the grantor and/or his or her spouse, directly or indirectly.
On the other hand, it would seem appropriate to provide that property transferred to a revocable trust, or to an irrevocable trust of which the grantor and/or his or her spouse has a significant beneficial interest, generally (1) should not be a completed gift for either income or gift tax purposes, and (2) any remaining portion of the trust property at the grantor’s death should be included in his or her gross estate for estate tax purposes.  However, (3) any distribution from that trust to a beneficiary other than the grantor or another trust that also is an incomplete gift by the grantor for gift tax purposes, and (4) any portion of the trust property that otherwise ceases to be an incomplete gift for gift tax purposes during the grantor’s lifetime, should be treated as a completed gift by the grantor at that time.
Support of the proposition that the power of the grantor to affect the beneficial enjoyment of the trust property generally should be irrelevant for income and gratuitous transfer tax purposes is found in the November 1984 Treasury Department Report to the President, entitled “Tax Reform for Fairness, Simplicity, and Economic Growth,” Volume 2, Chapter 19, Section 19.01 (the Proposal for the Unification of Gift and Estate Taxes), on p. 379, in which the Treasury Department unsuccessfully proposed the following:
Retained powers.  In determining whether a gift is complete for transfer tax purposes, the proposal would treat a retained power to control the beneficial enjoyment of the transferred property as irrelevant where the power could not be used to distribute income or principal to the donor.  Thus, the fact that the transferor as trustee or custodian can exercise control over the identity of the distributee of the property or over the amount or timing of a distribution would be irrelevant in determining whether a gift is complete (although such factors may be relevant in determining whether the transfer qualifies for the annual gift tax exclusion).  Under this rule, a transfer would be complete for gift tax purposes where the grantor creates an irrevocable trust but retains the absolute right to determine who (other than himself) will receive the trust income or principal.
[bookmark: _Ref151831414][bookmark: _Toc155084850][bookmark: _Toc163811000]Simplification of the Way to Determine Whether a Lifetime Transfer of Property in Trust Could be Treated as Being Complete for Income and Gratuitous Transfer Tax Purposes
There are at least three different ways to determine whether a lifetime transfer of property in trust could be treated as being complete for income and gratuitous transfer tax purposes.
[bookmark: _Toc155084851][bookmark: _Toc163811001]A 5% Beneficial-Interest Rule.
One way to do so would be to determine whether (a) the value of the beneficial interest of the grantor and/or his or her spouse as of the date of the transfer exceeds an amount equal to, e.g., 5%, of the net fair market value of the property transferred to the trust, and (b) either of them currently is, or in the future may be, able to deal with the trust on other than an arms-length basis, e.g., to (1) purchase, exchange, or otherwise deal with any trust property for less than full and adequate consideration in money or money’s worth, or (2) borrow any trust property without adequate interest and security.
The value of the beneficial interest of the grantor and/or his or her spouse as of the date of the transfer might best be determined by assuming the maximum exercise of discretion in favor of the grantor and/or his or her spouse, as is currently provided by IRC Section 673(c) (Special Rule for Determining Value of Reversionary Interest).  This 5% threshold is similar to the 5% threshold with respect to reversionary interests under IRC Section 2037, which provides that trust property is included in the grantor’s gross estate if the value of the reversionary interest exceeds 5% of the value of the trust property immediately before the date of the grantor’s death rather than the date of the gift.
[bookmark: _Toc155084852][bookmark: _Toc163811002]A No Retained Beneficial-Interest Rule.
However, because of the difficulty in many cases of determining whether the value of the beneficial interest of the grantor and/or his or her spouse exceeds 5% of the net fair market value of the trust property or is otherwise significant as of the date of the transfer, or the value of the reversionary interest exceeds 5% of the value of the trust property immediately before the date of the grantor’s death, a better way to determine whether a lifetime transfer of property in trust is complete for tax purposes (resulting in a “Completed Gift Trust”) might be to provide that a gift in trust would only be treated as complete if neither the grantor nor his or her spouse can ever, directly or indirectly (a) have a mandatory or discretionary beneficial interest in the trust or the power to deal with the trust on other than an arms-length basis or (b) exercise any other power with respect to the trust in other than in a fiduciary capacity.  The trust instrument of a Completed Gift Trust probably should be required to so provide, and any later violation of these prohibitions probably should result in the trust property thereafter being treated as belonging to the grantor for tax purposes.  A trust failing to meet these requirements, as well as a Completed Gift Trust with respect to which any of those prohibitions is violated, would be an “Uncompleted Gift Trust”; provided, however, that a trust qualifying for the marital or charitable deduction should be treated as a Completed Gift Trust.
[bookmark: _Ref143624473][bookmark: _Toc155084853][bookmark: _Ref155777649][bookmark: _Toc163811003]A Vested Beneficial-Interest Rule.
An even better way to determine whether a lifetime transfer of property in trust is complete for tax purposes might be to simply provide that in general, a trust established during the grantor’s lifetime would be an Uncompleted Gift Trust regardless of whether the grantor and/or his or her spouse has a beneficial interest in, or a power to affect the beneficial enjoyment of, the trust property.  However, a trust in which a beneficiary other than the grantor has a Vested Beneficial Interest (defined in Subsection (c) of this Section 3, below) would be a Completed Gift Trust.  This alternative and the proposal in Part IV, below, would enable the state of residency of the grantor of an Uncompleted Gift Trust, or the state of residency of the vested beneficiary of a Completed Gift Trust, to tax the grantor or beneficiary on the trust income, respectively, rather than the trust, because the grantor or vested beneficiary would be treated as the beneficial owner of that trust property for tax purposes.
[bookmark: _Toc155084854][bookmark: _Toc163811004]During the Grantor’s Lifetime
:
The DNI mechanism would be inapplicable, and payments and distributions of money or other property to the beneficiaries would not carry out trust income,
The income, deductions, and credits against tax attributable to an Uncompleted Gift Trust would be included in the grantor’s income tax return, and the income, deductions, and credits against tax attributable to a Completed Gift Trust would be included in the vested beneficiary’s income tax return, but the additional income tax attributable to those items would be recoverable by the grantor and vested beneficiary from those trusts, respectively.
Payments and distributions of money or other property to beneficiaries other than the grantor of an Uncompleted Gift Trust would be completed gifts to them by the grantor,
Because the grantor would be treated as the beneficial owner of the property in an Uncompleted Gift Trust and the vested beneficiary would be treated as the beneficial owner of the property in a Completed Gift Trust, transactions between the grantor and the Uncompleted Gift Trust, and between the vested beneficiary and the Completed Gift Trust, would be disregarded for tax purposes,
The Uncompleted Gift Trust property would be included in the grantor’s gross estate upon his or her death, and  the Completed Gift Trust property would be included in the vested beneficiary’s gross estate for estate tax purposes upon his or her death, but any additional estate and/or GST tax attributable to the net assets of those trusts would be recoverable by the grantor’s and vested beneficiary’s estates, respectively.
[bookmark: _Toc155084855][bookmark: _Toc163811005]Following the Grantor’s Death
.  Following the grantor’s death, the DNI mechanism would be applicable to an Uncompleted Gift Trust established during the grantor’s lifetime or a trust established upon his or her death, except for vested beneficial interests in such a trust, in which case the vested beneficiary would be treated as the owner of the vested beneficial interest property for tax purposes.
[bookmark: _Ref153356800][bookmark: _Ref153356923][bookmark: _Toc155084856][bookmark: _Toc163811006]Vested Beneficial Interest
.  A beneficiary, whether an individual or a sub-trust, should be treated as having a vested interest in all or a portion of a trust if sooner or later the vested beneficial interest property will be paid or distributed to or for the benefit of the beneficiary or the beneficiary’s estate or other successor(s) in interest, or be subject to the beneficiary’s general power of appointment.
[bookmark: _Toc163811007][bookmark: _Ref143624144][bookmark: _Toc155084857]LIMITATION OF QUALIFIED INTEREST IN GRATs AND GRUTs
A retained annuity trust or unitrust interest in a Grantor Retained Annuity Trust (“GRAT”) or Grantor Retained Unitrust (“GRUT”) should not be a “qualified interest” under IRC Section 1702(b) unless it’s actuarial value is less than, e.g., 75, percent of the net fair market value of the property transferred to the trust at the time of the transfer, resulting in a taxable gift of at least 25 percent of the net fair market value of the property transferred to the trust.  This would eliminate the use of non-economically justified so-called “zeroed-out” GRATs and GRUTs.
[bookmark: _Toc163811008]Deemed Realization of Capital Gains and Losses and Recognition of Deferred Income With Respect To Gratuitous Transfers of Property
[bookmark: _Toc155084858][bookmark: _Toc163811009]In General
Under current law, if appreciated property is sold by the owner of the property during his or her lifetime, the net capital gain is subject to income taxation.  However, if appreciated property is given by the owner (i.e., a donor) to a donee during the donor’s lifetime, the donor’s income tax basis for the gifted property is carried over to the donee; and if appreciated property is included in a deceased owner’s gross estate for estate tax purposes, the property receives a new income tax basis equal to its fair market value at the time of the deceased owner’s death (or the alternate valuation date), resulting in the entire unrealized gain escaping income taxation.  A “Deemed Realization Tax” would subject the otherwise unrealized capital gains and losses to tax on gratuitous transfers of property by an individual, either by gift or at death.  In effect, the individual would be deemed to have sold such property for its net fair market value at the time of the transfer.  However, a gift or bequest of property to an individual’s spouse, and maybe, but not necessarily, to charity, would take a carryover basis.  If a bequest of property to charity were to be subject to the Deemed Realization Tax, it would seem appropriate to allow an income tax charitable deduction in the decedent’s final taxable year for the net fair market value of charitable bequests, similar to the income tax deduction for the net fair market value of lifetime charitable gifts, in which case a, e.g., three-year, carryback might be allowed for any charitable deduction not used in the final year.
A Deemed Realization Tax would not replace the current federal gift and estate tax laws.  Instead, otherwise unrealized capital gains and losses would be taxed to a property owner on the date of a lifetime gift of that property by him or her, or on the date of his or her death if the property were retained until then, and the amount of that tax would be excluded or deducted from the owner’s gross estate for estate tax purposes.  A lifetime gift of otherwise appreciated property would then be more valuable to the donee because it would have a basis equal to its fair-market value..
[bookmark: _Ref143624197][bookmark: _Toc155084859][bookmark: _Toc163811010]The Lock-in Effect
Current law often results in a lock-in effect because older taxpayers in particular are likely to retain substantially appreciated property which they would otherwise need or prefer to sell because of the substantial income tax savings that can occur to the beneficiaries of their estates by retaining that property until death.  According to the Treasury Department, the lock-in effect has a detrimental impact on the economy.  Many of these older taxpayers presumably would be more inclined to sell or give away unwanted appreciated property during their lifetimes if the law imposed a Deemed Realization Tax on the appreciation upon their deaths, even if it also imposed a Deemed Realization Tax on the appreciation at the time of a gift.
[bookmark: _Toc155084860][bookmark: _Toc163811011]Transfers to and from Trusts
The application of the Deemed Realization Tax on the gratuitous transfer of property to and from trusts presents numerous issues.
One issue is whether any gain or loss should be realized when an asset is transferred to a trust if the taxpayer retains a significant power over or beneficial interest in the trust, especially if the trust is an Uncompleted Gift Trust and the retained power or interest results in the assets later being included in the taxpayer’s gross estate.  Presumably, a deemed realization should occur only if, and to the extent that, the transfer is to the Completed Gift Trust, as defined in Part I.B(2), above.
A second issue is whether any gain or loss should be realized when an appreciated asset is transferred by gift or bequest to a trust in which the transferor’s spouse or charity is a beneficiary.  Presumably there should be a carryover of the basis for property vested in the spouse, and maybe, but not necessarily, in a charity, as discussed above with respect to outright gifts and bequest.
A third issue is whether transactions between the grantor and the trust should be subject to the Deemed Realization Tax.  Presumably, no gain or loss should be realized with respect to sales or exchanges between the grantor and his or her Uncompleted Gift Trust, but gain or loss should be realized with respect to sales or exchanges between a grantor and his or her Completed Gift Trust.
A fourth issue is whether trusts should be subject to a Deemed Realization Tax on the occurrence of certain events, such as distributions of an asset to a beneficiary or after the passage of a certain period of time.  Other deemed realization of tax laws or proposals focus on the passage of a certain period of time (e.g., 21 or 30 years).  However, a simpler and more appropriate event would seem to be if the property is distributed to a so-called “skip person,” or when the trust no longer has any non-skip-person beneficiaries, utilizing the concepts of a “taxable distribution” and a “taxable termination” from the generation-skipping transfer tax law.  Unlike imposing a deemed realization of gain or loss after a certain period of time, this alternative would not discourage the use of long-term trusts for legitimate and appropriate estate planning purposes and generally would apply the Deemed Realization Tax at the same time, regardless of whether property is initially transferred outright or in trust.
[bookmark: _Toc155084861][bookmark: _Toc163811012]Exclusions
Appropriate exclusions should be included in the Deemed Realization Tax law.  The relatively small $100,000 general exclusion, as well as exclusions relating to the deemed sale of a principal residence and tangible articles of a personal nature other than valuable collectables, included in the 2016 Obama Administration proposal with respect to transfers at death, would seem to be appropriate.  In fact, the amount of the IRC Section 121 exclusion of gain from the sale of a principal residence probably should be substantially increased and also indexed for inflation.  However, I see no reason to have any exclusion at all with respect to lifetime gifts, which are voluntary, or the much larger $5,000,000 general exclusion contained in the Biden administration’s current Deemed Realization Tax proposals, both of which would result in much less revenue than the 2016 Obama Administration proposal.  A large general exemption also would perpetuate the unfairness and lock-in effect of a tax-free step-up in the basis of appreciated property referred to in Subpart B of this Part II, above.
[bookmark: _Toc155084862][bookmark: _Toc163811013]Extension of Time to Pay the Additional Tax
Appropriate extensions of time to pay the capital gains taxes attributable to the deemed realization of gain with respect to transfers of interests in closely held businesses at death should be allowed, probably by making IRC Section 6166 applicable to those taxes as well as to estate taxes payable with respect to those interests.  ACTEC also recently sent to Congressional and Treasury staff a report relating to improvements to Section 6166, of which I also helped prepare.
[bookmark: _Toc155084863][bookmark: _Toc163811014]Deemed Recognition of Deferred Compensation
Query whether qualified retirement benefits and other forms of deferred compensation with respect to a decedent also should be included in his or her final income tax return, except for deferred compensation payable to a surviving spouse and possibly, but not necessarily, to charity, as discussed above with respect the deemed realization of gain and loss with respect to appreciated property.  This would result in the taxation of deferred compensation to the person who earned it, which is consistent with the policy of taxing unrealized capital gain with respect to gratuitous transfers of property.  If the Deemed Realization Tax were to apply to qualified retirement benefits, in order to avoid a bunching of ordinary income in the deceased participant’s final year, the participant’s personal representative might be allowed to elect to spread the realization of the amount of those benefits over the participant’s final taxable year and several taxable years prior thereto (for example, the final and previous four taxable years, or possibly over the entire period of his or her retirement), with the increased tax liability with respect to all such prior years added to the tax liability with respect to the decedent’s final taxable year.  This would be similar to the way in which the throwback tax is applicable to distributions of accumulated income from foreign trusts under IRC Sections 665 through 667, and lump-sum distributions to participants of qualified retirement plans were taxed under previous tax laws.  This would greatly simplify the way in which qualified retirement benefits are taxed following the participant’s death.  It also would simplify a participant’s estate planning, because there would then be no tax disadvantage of simply naming the decedent’s estate or administrative trust as the beneficiary of the benefits, and it generally would provide liquidity to help pay the portion of the participant’s income tax liability attributable to the deemed realization of gain with respect to any appreciated non-readily marketable assets and the estate tax attributable to those assets.
[bookmark: _Toc155084864][bookmark: _Toc163811015]Inclusion of Gains and Deferred Income in Current Income Tax Returns
The deemed realization of gain and loss attributable to a gift of appreciated property during the donor’s lifetime should be included in the donor’s income tax return for the year during which the gift occurs.  The deemed realization of gain and recognition of deferred compensation as of the date of the decedent’s death generally should be included in the decedent’s final income tax return, because there would then be no difference between the treatment of gains and losses and deferred compensation actually realized or recognized and those deemed to have been realized or recognized during the decedent’s final tax year.  However, if all of the deemed gains and losses and deferred compensation are reported on the decedent’s final income tax return, the additional gain may adversely impact the surviving spouse if a joint income tax return is filed.  For example, the additional gain will impact the amount of the adjusted gross income and will reduce the amount of deductible medical expenses.  This inequity is compounded by the fact that assets passing in a deductible manner to the surviving spouse will take a carryover basis, whereas assets passing to or in trust for the benefit of children and other individuals will result in realization of gain or loss and a stepped-up or stepped-down basis for them.
To address this concern, a separate return to report deemed realizations of capital gains at death might be allowed to avoid adverse tax consequences to a decedent’s surviving spouse if the spouses file a final joint return for that year.  A better solution might be to provide that if the decedent’s executor and surviving spouse decide to file a final joint return for that year, the decedent’s estate would be liable for an amount equal to the difference between (1) the tax liability shown on the final return including the net capital gains and deferred income deemed to have been realized or recognized during the decedent’s final tax year, and (2) the tax liability shown on the final return excluding such gains and income.
Making the due date of the decedent’s final income tax return the same as the due date of the estate tax return also would seem to be desirable, as it would enable the decedent’s personal representative to coordinate the payment of taxes with respect to both returns, and where applicable, making coordinated tax elections.  Finally, in community property and other situations where the surviving spouse and the group of other beneficiaries of the decedent’s estate each receive equal shares of the community property or the decedent’s separate property, the surviving spouse might be given an additional amount of money from the estate equal to the amount of the taxes that otherwise would have been payable attributable to the net capital gain with respect to property or deferred income received by him or her, in consideration of the fact that the surviving spouse will later be taxable on that net capital gain or deferred income.
[bookmark: _Toc155084865][bookmark: _Toc163811016]Deemed Capital Losses
It would seem appropriate that because the Deemed Realization Tax treats taxpayer as having sold their capital assets at death, capital losses as well as capital gains also should be realized at that time, and (1) it should be possible to carry back any deemed excess capital losses that are not used on the taxpayer’s final income tax return to the taxpayer’s prior, e.g., three, taxable years, and (2) as to gifts, the related-taxpayer rule prohibiting a loss from being recognized on a sale or exchange of property between related taxpayers under IRC §267(a) should be inapplicable.
[bookmark: _Toc155084866][bookmark: _Toc163811017]Portability of Unused Exclusions, Etc.
The Internal Revenue Code generally treats married individuals as a single unit for tax purposes.  Consistent with this tax treatment, IRC §2010(c) provides for the portability of a deceased spouse’s unused applicable exclusion amount for estate and gift tax purposes to be made available to the surviving spouse, a concept known as “portability.” The Deemed Realization Tax law also might allow portability of any unused portion of the general $100,000 exclusion and the exclusion for gains realized on the sale of a principal residence referred to above; and the portability of a married decedent’s actual and deemed unused net capital loss and net operating loss (that is unused after application of reduction in the taxpayer’s final return and after application to any carryback provisions) might also be allowed in the same manner.  This would be more consistent with the carryover basis with respect to property transferred to a surviving spouse.
[bookmark: _Ref143624249][bookmark: _Toc155084867][bookmark: _Toc163811018]A Proposed Combined ANNUAL Mark-To-Market AND Wealth Tax Law
[bookmark: _Ref155276409]	A substantial amount of additional revenue could be raised by the Federal Government by enacting an annual mark-to-market income tax on the unrealized net capital gains of wealthy individuals and/or certain trusts attributable to them, plus a wealth tax on the aggregate net worth of those wealthy individuals and/or trusts (reduced by the mark-to-market income tax) in excess of a specified amount determined as of the end of the taxable year (e.g., $100 million) that might be named “The Share the Wealth Act.” This legislation would incorporate the deemed realization of gains and losses concept with respect to gratuitous transfers of property discussed in Part I.C, above, and the provisions relating to the existing Federal estate tax regime discussed in Part I, above.
[bookmark: _Ref155276414]	More specifically the mark-to-market income tax would be imposed on the net capital gain deemed to be realized on the last day of every taxable year with respect to property owned at that time by (1) a wealthy individual, including vested interests in estates and trusts established by others, plus (2) all Uncompleted Gift Trusts of which the wealthy individual is the grantor, as described in Part I.B.3 of these proposals, above.
	A wealth tax also would be imposed every year at graduated rates on the aggregate net worth in excess of the specified amount referred to at the beginning of this Part III, above, of that wealthy individual and those trusts attributable to him or her.
[bookmark: _Ref155276443]	An individual’s aggregate net worth for purposes of imposing these two taxes should be calculated in the same manner as for the estate tax, as though the individual had actually died at the end of the taxable year, reduced by the respective income tax liability of the individual and those trusts with respect to that year, including the liability attributable to the mark-to-market income tax referred to in Subparts A and B of this Part III, above, but, of course, taxing the current net fair market value of an insurance policy owned by such individual or trust on his or her life rather than the death benefit.  The graduated rates applicable to the portion of the aggregate net worth in excess of the specified amount referred to above might be, e.g., 1% of that portion between $100 million and $1 billion, 2% of that portion between $1 billion and $10 billion, 3% of that portion between $10 billion and $100 billion, 4% of that portion between $100 billion and $1 trillion, 5% of that portion between $1 trillion and $10 trillion, ad infinitum.
	These taxes also should apply to all trusts established by a settlor who is deceased at the end of the taxable year, but again excluding interests vested in one or more beneficiaries other than the settlor, with an aggregate net worth over that specified amount on the last day of the year.
	An extension of time to pay the portion of these taxes attributable to interests in closely held businesses, similar to the extension of time for payment of the portion of the estate tax attributable to interests in closely held businesses under IRC Section 6166, would be appropriate, in addition to the extension under IRC Section 6161.
[bookmark: _Ref155276533]	In order to implement this act:
[bookmark: _Ref155276537]An individual who is a citizen and/or resident of the United States should be required to include in his or her Federal income tax return every year (a) a good faith estimate as to whether the aggregate net worth as of the end of the taxable year of himself or herself and all trusts attributable to him or her, determined as provided in Subpart D of this Part III, above exceeds $100 million, and (b) a list and Taxpayer Identification Numbers (“TINs”) of all such trusts.
The trustee of every non-grantor U.S. trust also should be required to include in its Federal income tax return every year (a) a good faith estimate of the trust’s net worth as of the end of the taxable year, determined in the same manner as for an individual under Section 1 of this Subpart G, above, and (b) the identity and TIN of the settlor of the trust; and if there is more than one settlor, the portion of the trust attributable to each settlor.
The IRS would then determine those individuals and trusts that are subject to the taxes described in Subpart A of this Part III, above, and inform them of their respective tax liabilities, to be equitably prorated among them in proportion to their respective net worths as of the end of the year.
In addition, a “covered expatriate,” as defined in IRC Section 877A(g)(1), might be subjected to an exit wealth tax, in addition to the mark-to-market exit income tax imposed on covered expatriates by IRC Section 877A, as though he or she had died on the date of his or her expatriation.
[bookmark: _Ref153357489][bookmark: _Toc155084868][bookmark: _Toc163811019]Proposal to Tax the Net Income of EstateS AND Vested Beneficial-Interest TrustS Similar to PartnershipS.
[bookmark: _Toc163811020]Under Current Law.
[bookmark: _Toc163811021]Entities
.
The only entity that is taxed on its net income is a C corporation, and dividends paid to its shareholders who own the corporation are taxed to them.  The net income of other entities, such as an S corporation, a partnership, or an LLC, flows through and is taxed to its shareholders, partners, or members, respectively, whether distributed or not, rather than to the entity, by the jurisdictions in which the taxpayers reside, with a credit for the income taxes paid to any other jurisdictions in which the income is sourced.
[bookmark: _Toc163811022]Grantor Trusts
.
The net income of a grantor trust is taxed currently to the settlor of the trust by the jurisdiction in which the settlor resides (however, this is contrary to the principal referred to in the first paragraph of the Introduction to these proposals on page 1, above, if the settlor is not the beneficial owner of that income, as with an irrevocable grantor trust such as an intentionally defective grantor trust (IDGT).
[bookmark: _Toc163811023]Estates and Non-grantor Trusts
.
The distributable net income (“DNI”) of a probate estate or non-grantor trust is taxed currently to its beneficiaries if distributed or required to be distributed to them.  An estate or non-grantor trust’s undistributed net income (“UNI”), including net capital gains, generally is taxed currently to the estate or trust.
Because all beneficial interests of an estate and a Vested Beneficial-Interest Trust (or “VBIT”), as defined in Subpart B of this Part IV, below, are vested and therefore the estate or VBIT is essentially an involuntary partnership, it would seem to make more sense for its net income to be taxed currently to those vested beneficiaries, whether distributed to them or not, rather than to the estate or trust, similar to partners of a partnership, which would be more consistent with the principal referred to in the first paragraph of the Introduction to these proposals on page 1, above.  The estate or trust then should be required to distribute to those beneficiaries, or to the taxing agency of the states in which they reside (in the form of a withholding tax), an appropriate amount needed to pay the tax attributable to their shares of the estate or trust’s net income.  That appropriate amount might best be the amount of federal and state taxes otherwise payable by the estate or trust if its net income were taxable to it rather than the beneficiaries.  In the event there is uncertainty or a dispute as to who the beneficiaries of the estate or trust are, the personal representative or trustee should treat the estate or trust the same as a non-VBIT and file income tax returns for it until the uncertainty or dispute is resolved.
[bookmark: _Ref155032209][bookmark: _Toc155084869][bookmark: _Toc163811024]Vested Beneficial-Interest Trusts
[bookmark: _Toc153357737].  A beneficiary, whether an individual or a subtrust, should be treated as having a vested beneficial interest in all or a portion of a trust if sooner or later the vested beneficial interest property will be paid or distributed to or for the benefit of the beneficiary or the beneficiary’s estate or other successor(s) in interest, or be subject to the beneficiary’s general power of appointment.  Examples of a vested beneficial-interest trust (“VBIT”) are:
[bookmark: _Toc163811025]an “administrative trust”
 (i.e., a revocable trust following the death of the settlor)
[bookmark: _Toc163811026][bookmark: _Toc153357738]a “terminating trust”
 (e.g., an irrevocable trust following the death of the life beneficiary),
[bookmark: _Toc163811027][bookmark: _Toc153357739]an IRC Section 2503(c) gift tax annual-exclusion minor’s trust
[bookmark: _Toc153357740],
[bookmark: _Toc163811028]an IRC Section 2642(c)(2) GST tax direct-skip trust
, and
[bookmark: _Toc163811029][bookmark: _Toc153357741]an IRC Section 2523(c) or 2056(b)(5) gift or estate tax general-power-of-appointment marital deduction trust
.
[bookmark: _Toc163811030]Advantages of This Proposal
.  Advantages of this proposal are that:
the estate’s or VBIT’s UNI would be taxable for both federal and state income tax purposes to the appropriate persons, i.e., the beneficiaries to whom the UNI attributable to the estate or trust’s vested beneficial interests belongs; and the punitive compressed federal income tax brackets currently applicable to that income could be avoided, 
the personal representative of an estate or trustee of a VBIT would not need to actually distribute income to the beneficiaries in order for it to be taxed to them rather than to the estate or trust, where such a distribution is impractical or inappropriate, 
partnership tax rules, such as elections under IRC Sections 743 and 754, would then be applicable with respect to the basis of estate and VBIT assets in situations such as the sale of a vested beneficial interest or the death of a vested beneficiary, and
the UNI of estates and VBITs also could then be taxed to the beneficiaries by the states in which they reside and whose income tax laws follow the federal tax law, rather than to the estate or VBIT where its residence for income tax purposes may be difficult to determine and may differ among the states, based on the various factors discussed in Part V.B, below..
[bookmark: _Toc163811031]Disadvantages of This Proposal
.  Disadvantages of this proposal are that:
the personal representative of the estate or trustee of the trust would need to send K-1s and estimated income taxes to or on behalf of the beneficiaries every year instead of only those years in which they received distributions of net income,
if a beneficiary of an estate or administrative or terminating trust is an ongoing trust, the trustee of that ongoing trust might need to accept the trusteeship and file income tax returns with respect to that trust before actually receiving a distribution from the estate or administrative or terminating trust, except for the appropriate amount needed to pay the tax, and 
the personal representative of the estate or trustee of the VBIT might not distribute to its beneficiaries or the taxing agency of the states in which they reside enough money needed to pay the tax attributable to the beneficiaries’ shares of the estate or trust’s UNI.
[bookmark: _Toc155084870][bookmark: _Toc163811032]Possible Election With Respect to Certain Common Non-VBITs.
In order to increase the number of trusts that could avoid the punitive compressed federal income tax brackets currently applicable to the non-distributed net income of certain common non-VBITs that have one or more “Primary Beneficiaries,” i.e., those beneficiaries whose interests in the trust are superior to the interests of the other beneficiaries, the trustee of such a trust (a “Quasi VBIT”) might be allowed to elect to have its UNI taxed currently to its Primary Beneficiary(s) rather than the trust, similar to beneficiaries of regular VBITs.  Examples of Quasi VBITs are:
[bookmark: _Toc163811033][bookmark: _Toc155084871][bookmark: _Toc153357743]A QTIP Trust
.  An IRC Section 2523(f) or 2056(b)(7) qualified terminable interest property (QTIP) trust, of which the settlor’s (surviving) spouse is the Primary Beneficiary;
[bookmark: _Toc163811034][bookmark: _Toc155084872][bookmark: _Toc153357744]A Bypass or Credit-shelter Trust
.  A bypass or credit-shelter trust for the benefit of the settlor’s spouse, and maybe also his or her issue and/or parents, of which the spouse is the Primary Beneficiary;
[bookmark: _Toc163811035][bookmark: _Toc155084873][bookmark: _Toc153357745]A Family-pot Trust
.  A “family-pot trust” for the benefit of the settlor’s children, and maybe all of his or her issue and/or parents, of which the settlor’s children are the Primary Beneficiaries; and
[bookmark: _Toc163811036][bookmark: _Toc155084874][bookmark: _Toc153357746]A Dynasty-type Trust
.  A dynasty-type trust for the benefit of a child of the settlor and maybe the child’s issue and also the settlor’s parents, of which the settlor’s child is the Primary Beneficiary.
[bookmark: _Ref153356186][bookmark: _Ref153356525][bookmark: _Toc155084875][bookmark: _Toc163811037]Outline of a Proposal for a Uniform State Fiduciary Income Tax Law
[bookmark: _Toc151833010][bookmark: _Ref154305659][bookmark: _Toc154511450][bookmark: _Toc155084876][bookmark: _Toc163811038]Introduction
According to the Tax Foundation, as of February 2023, 43 states and Washington, D.C. levy individual income taxes, and most of them have graduated income tax rate brackets, with the number of rate-brackets varying widely by state; and seven states—Alaska, Florida, Nevada, South Dakota, Tennessee, Texas, and Wyoming—levy no individual income taxes at all; and the income tax laws applicable to estates and trusts are inconsistent among the states and vary widely.
As mentioned in the Introduction at the beginning of these proposals, state income tax laws generally should be similar to the federal income tax law with respect to the taxation of net income, and they should respect the fundamental concept of an income tax law that (1) earned income generally is (and should be) taxed to the person who earns it and by the jurisdiction in which that person resides, with a credit for the income taxes paid to any other jurisdictions in which that income is earned (see Lucas v. Earl, 281 U.S. 111 (1936)), and (2) income with respect to property generally is (and should be) taxed to the person who is the beneficial owner of that income, by the jurisdiction in which that person resides, with a credit for the income taxes paid to any other jurisdictions in which that income is sourced.
As discussed in Part IV.A, above, under current law:
[bookmark: _Ref154511062][bookmark: _Toc154511451][bookmark: _Toc155084877][bookmark: _Toc163811039]Entities
.
The only entity that is taxed on its net income is a C corporation, and dividends paid to its shareholders who own the corporation are taxed to them.  The net income of other entities, such as an S corporation, a partnership, or an LLC, flows through and is taxed to its shareholders, partners, or members, respectively, whether distributed or not, rather than to the entity, by the jurisdictions in which the taxpayers reside, with a credit for the income taxes paid to any other jurisdictions in which the income is sourced.
[bookmark: _Ref154510989][bookmark: _Toc154511452][bookmark: _Toc155084878][bookmark: _Toc163811040]Grantor Trusts
.
The net income of a grantor trust is taxed currently to the settlor of the trust by the jurisdiction in which the settlor resides.
[bookmark: _Toc154511453][bookmark: _Toc155084879][bookmark: _Toc163811041][bookmark: _Ref154305636]Estates and Non-grantor Trusts
.
The distributable net income (“DNI”) of a probate estate or non-grantor trust is taxed currently to its beneficiaries if distributed or required to be distributed to them, by the states in which they reside, with a credit for the income taxes paid to any other states in which the income is sourced.  An estate’s undistributed net income, including net capital gains (“UNI”), generally is taxed currently to the estate by the state in which the estate is probated, without regard to the residence of the personal representative, and the UNI of a non-grantor trust generally is taxed currently to the trust based on various factors referred to in Subpart B of this Part V, below.  As proposed in Part IV, above, it would seem to make more sense for the UNI of an estate or Vested Beneficial-Interest Trust (“VBIT”), defined in Subpart C of this Part V, below, to flow through and get taxed to its vested beneficiaries, by the states in which they reside, as with respect to an analogous entity such as an S corporation, partnership, or LLC, discussed in Paragraph 1 of this Subpart A, above, and would be more consistent with the principal referred to in clause (2) of the second paragraph of this Subpart A, above.
[bookmark: _Toc151833011][bookmark: _Ref152762919][bookmark: _Toc154511454][bookmark: _Toc155084880][bookmark: _Toc163811042]Factors for Taxing the UNI of Non-Grantor Trusts
In general, if a state wants to tax the UNI of a non-grantor trust to the trust, presumably it should be based on one or more of the following five factors, and possibly others:
[bookmark: _Toc154511455][bookmark: _Toc155084881][bookmark: _Toc163811043]The Situs of Trust Assets (or the Source of the Trust Income)
.  
The state in which the income with respect to a trust asset is sourced, such as rent from real and tangible personal property situated in that state, should be able to tax the trust’s UNI with respect to that asset currently, and the tax attributable to that income should be allowed as a credit by any other state(s) in which that UNI also is currently taxable, based on the following other factors.
[bookmark: _Toc154511456][bookmark: _Toc155084882][bookmark: _Toc163811044]The Residence of the Settlor of the Trust
.
Current taxation of the UNI of a trust based only on the residence of the settlor makes sense if the trust is a grantor trust and the settlor of the trust is the beneficial owner of the net income (see Part V.A.2, above).  Basing the taxation of the UNI of a non‑grantor trust on the residence of the settlor alone by Illinois was held to be unconstitutional by the Illinois Supreme Court in Linn v. Department of Revenue, 2 N.E.3d 1203 (Ill. App. Ct. 2013), and it seems inappropriate to do so with respect to an individual income tax, which is assessed annually and generally with no continuing connection to the residence of the settlor.  But see Chase Manhattan Bank v. Gavin (1999), in which the Connecticut Supreme Court essentially ruled that a testamentary Connecticut trust (that is, a trust created by a Will admitted to probate in Connecticut) is permanently subject to Connecticut income tax even though the trust was no longer administered in Connecticut.  In any event the state of the settlor’s residence or in which the estate was probated could not easily collect the tax if the trust is not also administered in that state.
[bookmark: _Ref152762976][bookmark: _Toc154511457][bookmark: _Toc155084883][bookmark: _Toc163811045]The State Law Governing the Administration of the Trust
.
Current taxation of the UNI of a non-grantor trust based on the state law governing the administration of the trust as provided in the trust instrument or otherwise also seems inappropriate because that law can so easily be changed, as with a decanting of the trust instrument.  Here too, the state whose law governs the administration of the trust could not easily collect the tax if the trust is not also administered in that state.
[bookmark: _Toc154511458][bookmark: _Toc155084884][bookmark: _Toc163811046]The Residence(s) of the Beneficiary(s) of the Trust
.
Current taxation of the UNI of a non-grantor trust by one or more states based on the residences of the beneficiaries who have a vested or non-contingent interest in the UNI is possible.  For example, a beneficiary should be treated as having a vested interest in all or a portion of the UNI of such a trust if sooner or later all of the UNI will be distributed to or for the benefit of that beneficiary, to his or her estate or other successor(s) in interest, or be subject to the beneficiary’s general power of appointment.  Again, however, such a state could not easily collect the tax attributable to such a vested interest if the trust was not also administered in that state.  Current taxation of the UNI based on the residence of a beneficiary who has a non-vested interest in that UNI is problematic and apparently unconstitutional (as determined by N.C. Dep’t of Revenue v. The Kimberley Rice Kaestner 1992 Family Trust, 588 U.S. _____, 139 S. Ct. 2213 (2019)), because none of the UNI belongs to that beneficiary, and all of it may later be distributed to another beneficiary or beneficiaries.
[bookmark: _Ref154511251][bookmark: _Toc154511459][bookmark: _Toc155084885][bookmark: _Toc163811047]The Principal Place of Administration of the Trust
.
Current taxation of the UNI of a non-grantor trust based on the principal place of administration of the trust, as determined for conflict of laws purposes, by the trust instrument, by the residence(s) of the trustee(s) and any other fiduciaries of the trust, and/or otherwise, is seemingly the best factor.  A trust fiduciary is a person who owes a duty to the trust beneficiaries and can be sued directly by them for breach of that duty.  However, determining the principal place of administration of a trust can be difficult; and if there is no principal place of administration of the trust, taxation of the UNI presumably should be apportioned among the states in which a significant amount of administrative activity occurs, according to the amount of activity occurring in each of those states (or maybe simply equally between or among them).  Such a state could easily collect the tax because the trust is being administered in that state.  However, this method of taxation often results in trusts being administered in states that either have no income tax or tax the UNI of trusts at relatively low income tax rates, which tends to drive the trust business out of states that tax a trust’s UNI and may be contrary to the non-tax objectives and/or best interests of the settlor and the beneficiaries.  Therefore, a state that imposes an income tax might decide not to drive the trust business out of its state by currently taxing the UNI of a trust based on the administration of the trust in that state and instead only tax the UNI pursuant to a “throwback tax,” discussed in Subpart D of this Part V, below, if and when the accumulated UNI is later distributed to a beneficiary who resides in that state at that time.
[bookmark: _Hlk153356449]Example: An “administrative trust” or “terminating trust,” described in Part IV.B.1 or 2, above, is primarily administered in Minnesota and has two residuary beneficiaries, one who is a California resident (Beneficiary A) and the other who is a Texas resident (Beneficiary B).
In year 1, the trust has net income of $1,200, makes no distributions to beneficiaries, pays $200 of federal income tax, $50 of Minnesota income tax, and has UNI of $950.
In year 2, the trust has net income of $500 and distributes $1,000 each to Beneficiary A and Beneficiary B, resulting in the trust having no UNI in year 2.
In year 1, the trust’s net income would be subject to state income tax only in Minnesota, which imposes an income tax on trusts administered in Minnesota.
In year 2,
the trust would have no taxable income after taking a distribution deduction of $500,
California would tax Beneficiary A on $250 of current year trust income and would apply its throwback rule to tax Beneficiary A on $500 of UNI distributed to him or her (1/2 of $950 plus the $50 gross‑up amount for the income tax paid to Minnesota with respect to year 1), with a $50 credit for that tax, and
Texas, which has no income tax, would not tax Beneficiary B on any part of the $1,000 distributed to him or her.
[bookmark: _Toc151833012][bookmark: _Ref154305437][bookmark: _Ref154511093][bookmark: _Toc154511461][bookmark: _Toc155084887][bookmark: _Toc163811048]Proposal Enabling States to Tax the Entire Net Income of an Estate and a Vested Beneficial-Interest Trust to its Beneficiaries Who Reside in Those States, Similar to a Partnership.
As discussed in Part IV.A, above, because all beneficial interests of an estate and a Vested Beneficial-Interest Trust (or “VBIT”), as defined in Paragraph 3 of this Subpart C, below, are vested and therefore the estate or VBIT is essentially an involuntary partnership, it would seem to make more sense for its entire net income to be taxed currently to those vested beneficiaries by the state(s) in which they reside, whether distributed or not, rather than to the estate or trust, with a credit for any income taxes paid to any other states in which the income is sourced, similar to partners of a partnership.  
[bookmark: _Toc154511463][bookmark: _Toc155084888][bookmark: _Ref155279351][bookmark: _Ref155280553][bookmark: _Toc163811049]Advantages and Disadvantages of This Proposal
.
Federal income tax advantages and disadvantages of this proposal are described in Subparts B and C  of Part IV, above.  Additional state income tax advantages are that:
all of the net income of a decedent’s estate and administrative trust, whether distributed currently or not, would be taxed similarly, regardless of the state(s) in which the estate or trust is administered, or whether a decedent’s estate and administrative trust make the election under IRC Section 645 to have the trust treated and taxed as part of the estate (and not as a separate trust),
it then would be unnecessary to determine the principal place of administration of a VBIT, which sometimes can be difficult, and
the throwback tax would not be applicable to the distribution of such a trust’s accumulated UNI to an individual beneficiary because it already would have been taxed currently.
[bookmark: _Toc154511465][bookmark: _Toc155084889][bookmark: _Toc163811050]Example
.
If the proposals in Part IV, above, and this Subpart C were applicable for both federal and state income tax purposes,
the trust referred to in the example in Subpart B.5 of this Part V, above, would pay no federal or Minnesota income tax in years 1 and 2,
the trust’s $1,200 of net income in year 1 and $500 of net income in year 2 would be taxable to Beneficiaries A and B similar to partners in a partnership; whether distributed to them or not,
the trust should be required to distribute in equal shares to Beneficiaries A and B with respect to year 1 an appropriate amount needed by them to pay the federal and state income taxes attributable to their shares of the trust’s UNI taxable to them, e.g., the federal and Minnesota income taxes otherwise payable by the trust if its income were taxable to it based on its administration in Minnesota rather than to Beneficiaries A and B,
Beneficiary A would pay both federal and California income taxes currently with respect to the $600 and $250 of net income carried out to him or her in years 1 and 2, respectively, and Beneficiary B would pay federal but no Texas income taxes with respect to the $600 and $250 of net income carried out to him or her in years 1 and 2, respectively, and
no throwback tax of any state would be applicable to any amounts distributed to Beneficiaries A or B from the trust in any year.
[bookmark: _Toc151833014][bookmark: _Toc154511466][bookmark: _Toc155084890][bookmark: _Toc163811051]Possible Election With Respect to Common Non-VBITs
.
As discussed in Part IV.E, above, in order to obtain some of the advantages referred to in Part IV.C and Paragraph 1 of this Subpart C, above, with respect to the common non-VBITs referred to in Part IV.E, that have one or more “Primary Beneficiaries,” the trustee of such a trust (a “Quasi VBIT”) might be allowed to elect to have its UNI taxed currently to the Primary Beneficiary(s) by the states(s) in which they reside, rather than the trust, similar to beneficiaries of regular VBITs.
[bookmark: _Toc155084895][bookmark: _Ref155280450][bookmark: _Toc163811052]Throwback Tax Applicable to Distributions to Trust Beneficiaries of Accumulated UNI of Non-Grantor Non-Vested-Interest Trusts
[bookmark: _Toc151833016][bookmark: _Toc154511472][bookmark: _Toc155084896][bookmark: _Toc163811053]In General
.
If a state imposes an income tax and has a resident who had a non-vested beneficial interest in the accumulated UNI of a non-grantor trust and later receives a distribution of, or becomes vested in, all or a portion of that accumulated UNI (a “throwback distribution”), the state might want to tax that portion of the throwback distribution to the beneficiary in the year in which it is distributed to or becomes vested in the beneficiary, with a credit for any income taxes previously paid by the trust with respect to that accumulated UNI to one or more states.  However, the beneficiary of a vested but undistributed portion of that throwback distribution should be entitled to an extension of time to pay the tax attributable to that undistributed portion until the year in which the beneficiary receives it, and the state should have a lien with respect to it.
[bookmark: _Toc151833017][bookmark: _Toc154511473][bookmark: _Toc155084897][bookmark: _Toc163811054]Constitutionality
.
Query whether a state could only constitutionally tax any portion of that UNI accumulated during a year in which the beneficiary of the throwback distribution also was a resident of the state, as indicated, in dicta, by the California Supreme Court in McCulloch v. Franchise Tax Board, 390 P.2d 412, 415 (1964).  States apparently can constitutionally tax other types of income earned or accrued during periods when the taxpayer was not a resident of the state, such as deferred compensation (including qualified retirement benefits), capital gains, and dividends payable out of earnings and profits of a corporation.  If throwback distributions can be constitutionally taxed by a state regardless of whether the beneficiary was a resident of the state when the UNI was accumulated, the administration of a throwback tax would be considerably easier and more effective.
[bookmark: _Toc151833018][bookmark: _Toc154511474][bookmark: _Toc155084898][bookmark: _Toc163811055]Taxing the Throwback Distribution Over a Period of Years
.
The tax attributable to a throwback distribution for the year in which it is received or becomes vested should be the aggregate of the taxes that would have been attributable to that distribution if it had been included in the gross income of the beneficiary ratably for the year of the receipt or vesting and the [e.g., five] preceding taxable years of the beneficiary, or for the number of preceding taxable years that the portion of the UNI included in the throwback distribution was accumulated by the trust, whichever period is shorter, similar to the federal throwback tax applicable to U.S. beneficiaries of foreign trusts.
[bookmark: _Toc151833019][bookmark: _Toc154511475][bookmark: _Toc155084899][bookmark: _Toc163811056]Change of Residency of Beneficiary
.
In the event that a beneficiary who receives a throwback distribution is a resident of the state leaves the state within one year prior to the date of distribution or vesting of the distribution and returns to the state within a year after the date of distribution or vesting, it should be presumed that the beneficiary continued to be a resident of the state throughout that two-year period.  However, the beneficiary should not be presumed to be a non-resident of the state if he or she is absent from the state for longer than that two-year period, and a beneficiary could still be considered a resident of the state even if absent for longer than the two-year period based on domicile.
[bookmark: _Toc151833020][bookmark: _Toc154511476][bookmark: _Toc155084900][bookmark: _Toc163811057]Beneficiaries that are Sub-trusts
.
If a beneficiary of a terminating trust is an ongoing sub-trust, a proportionate share of the terminating trust’s accumulated UNI should be carried over to the ongoing sub-trust and treated as part of its own accumulated UNI.
[bookmark: _Toc151833021][bookmark: _Toc154511477][bookmark: _Toc155084901][bookmark: _Toc163811058]Determining the Amount of the Throwback Distribution
.
The amount of the accumulated UNI that is taxable to the beneficiary under the throwback tax seemingly should (a) exclude any federal income taxes attributable to that income paid or payable by the trust but (b) be grossed up by an amount equal to the sum of the income taxes paid to one or more states, and that amount should be allowed as a credit against the throwback tax.
[bookmark: _Toc151833022][bookmark: _Toc154511478][bookmark: _Toc155084902][bookmark: _Toc163811059]Correlation with Federal Throwback Tax Provisions
.
It would be appropriate to look to the federal throwback tax rules for guidance in determining how to apply the state’s throwback tax rules.  For example, the federal rules specify a first-in, first-out method for determining of the years to which accumulated net income should be attributed, and how to treat accumulation distributions from one trust to another trust.  Federal law also imposes an additional charge to approximate interest for the period of the accumulation.  Such an additional charge would make the state throwback tax more effective, especially if the state does not currently tax the UNI of non-vested beneficial-interest trusts, mentioned at the end of the first paragraph of Subpart B.5 of this Part V, above.
[bookmark: _Toc151833023][bookmark: _Toc154511479][bookmark: _Toc155084903][bookmark: _Toc163811060]Record Keeping of Accumulated UNI Over Time
.
One of the most challenging aspects of a throwback tax would be keeping records of the trust’s accumulated UNI over time to facilitate the application of the tax.  A set of schedules is provided in the APPENDIX at the end of this outline, illustrating the application of a hypothetical throwback tax and suggesting a format for maintaining records relating to a trust’s accumulated UNI, and assuming that the state can constitutionally tax the accumulated UNI without regard to whether the beneficiary was also a resident of the state when the UNI was accumulated.
[bookmark: _Toc151833024][bookmark: _Toc154511480][bookmark: _Toc155084904][bookmark: _Toc163811061]Schedules of Accumulated UNI
. First, is a blank schedule that a trustee of an ongoing irrevocable trust with non-vested beneficial interests might use to keep track of the trust’s Current Year Accumulated UNI, Current Year Accumulation Distribution, Total Accumulation Distributions, Remaining Accumulated UNI, and All Income Taxes Paid To Any State (“Page A-1”).  Next is an example of a completed schedule for a hypothetical trust (the “Smith Family Trust”), established before or during 1995, that (1) accumulated varying amounts of UNI every year from 1995 through 2015, (2) made discretionary distributions of $100,000 of accumulated UNI every year from 2007 through 2015, (3) distributed all of its remaining accumulated UNI in 2016, and (4) never paid any income taxes to another state (“Page A-2”).  Finally, a schedule illustrates the way in which the Smith Family Trust’s accumulated UNI during 1995 through 2015 would be deemed to be distributed to the beneficiary or beneficiaries of the trust, applying the first in first out method of taxing accumulation distributions, during the years 2007 through 2016 (“Page A-3”).
[bookmark: _Toc151833025][bookmark: _Toc154511481][bookmark: _Toc155084905][bookmark: _Toc163811062]Utilizing the Trust’s Fiduciary Income Tax Returns
. However, in many cases the trustee of an irrevocable non-resident trust, whether or not it files fiduciary income tax returns with the state, may not keep accurate records of the trust’s accumulated UNI that may be subject to the state’s throwback tax in future years.  However, if copies of all of such a trust’s federal fiduciary income tax returns are available, the amount of that accumulated UNI and state income taxes paid should be readily determinable.
[bookmark: _Toc151833026][bookmark: _Toc154511482][bookmark: _Toc155084906][bookmark: _Toc163811063]Where Fiduciary Income Tax Returns are Unavailable
. If no such fiduciary income tax returns are available, it still may be possible to determine the total amount of a trust’s accumulated UNI prior to the earliest year for which the trust’s fiduciary income tax returns and/or other records are available.  For example, if the income tax basis of all of a trust’s assets initially transferred to a trust can be determined (e.g., from the settlor’s gift and/or estate tax return(s) reporting the establishment of the trust and any additions to it), the trust’s accumulated UNI prior to the earliest year for which the trust’s fiduciary income tax returns and/or other records are available generally will be the difference between the income tax basis of all of the trust’s assets at the end of that earliest year and the income tax basis of all of its assets initially transferred to the trust.
[bookmark: _Toc151833027][bookmark: _Toc154511483][bookmark: _Toc155084907][bookmark: _Toc163811064]Estimating the Basis of Trust Assets
. Even where the income tax basis of all of a trust’s assets initially transferred to it cannot be determined (e.g., where the settlor’s gift and/or estate tax return(s) reporting the establishment of the trust are unavailable), it still may be possible to estimate the initial basis of all of those assets.  A testamentary trust funded with readily marketable securities would have a basis equal to the fair market value of those securities at the time of the testator’s death.  Assuming that the trust distributes all of its net income currently, the fair market value at the time of funding could be estimated by determining the net fair market value of the trust assets for the earliest year for which records are available and projecting that value back to the date on which the trust was funded, based on the average growth of a typical trust corpus from that time to the earliest year for which the net fair market value of the trust assets is available.
For example, suppose that (1) the current net fair market value of all of the assets of an irrevocable non-resident, non-vested-interest, resident testamentary trust at the end of 2015 (the earliest year for which records are available) is $10,000,000, (2) the amount of its cash plus the income tax basis of all of its other assets (i.e., readily marketable securities consisting of about 60% equities and 40% fixed-income investments) was then $6,000,000, (3) the trust was established with the residue of the estate of the non-resident testator who died near the end of 1975 (about 40 years earlier), (4) the trust is required to distribute all of its net income currently, (5) the trust had never distributed any principal, and (6) similar trusts holding readily marketable securities (typically 60% equities and 40% fixed-income investments) would have been worth about $1,000,000 in 1975.  A reasonable estimate of the amount of the trust’s accumulated UNI as of the end of 2015 would be $5,000,000 ($6,000,000 minus $1,000,000).
[bookmark: _Ref154925762][bookmark: _Toc155084908][bookmark: _Toc163811065]Proposed Federal Income and Gratuitous Transfer Tax Credits for State Income and Gratuitous Transfer Taxes
Years ago IRC Section 2011 allowed a federal estate tax credit for state death taxes, of which every state took advantage, and it enabled them to simply impose a so-called “pack-up” tax on their deceased residents’ estates in order for those estates to receive that credit with respect to any federal estate tax imposed on those estates.  This not only simplified state estate and inheritance tax laws by enabling the states to piggyback on the federal estate tax in imposing their own death taxes, but it also avoided to some extent the incentive for wealthy U.S. resident individuals to reside in states that otherwise imposed low or no estate or inheritance taxes on their deceased residents.  This credit was repealed in 1976, apparently to save federal revenue at the expense of the states.
The incentive for U.S. resident individuals to reside in states that otherwise impose low or no income and/or gratuitous transfer taxes could be reduced if the federal tax law were amended to raise the top individual income and gratuitous transfer tax rates to, e.g., 50% and allow federal income and gratuitous transfer tax credits for state income and gratuitous transfer taxes for, e.g., one fifth of the federal income and gratuitous transfer taxes payable by its residents.

APPENDIX
	Year
	Current Year Accumulated UNI*
	Current Year Accumulation Distribution**
	Total Accumulation Distributions
	Remaining Accumulated UNI
	All Income Taxes Paid To Any State***
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* The trust’s “Current Year Accumulated UNI” should be net of all taxes paid by the trust.
** The “Current Year Accumulation Distribution” is the amount by which the amount of the money and the lesser of the income-tax basis and fair market value of any other assets distributed to the beneficiaries in that year (whether residents of the state or not) exceeds the greater of the trust’s distributable net income and its trust accounting income for that year, grossed up to include all state income taxes paid by the trust to any state with respect to the accumulation distribution.
*** Resident beneficiaries are entitled to a credit against their throwback tax liability for the total amount of any state income taxes paid by the trust to any state.  The credit should be applied ratably (equally) in (a) the year of the distribution of the income that was accumulated in the year any such taxes were paid, and (b) each of the five years preceding the year of the distribution.


TRUST NAME:  The Smith Family Trust
EIN: 00-00000000

	Year
	Current Year Accumulated UNI*
	Current Year Accumulation Distribution**
	Total Accumulation Distributions
	Remaining Accumulated UNI
	All Income Taxes Paid To Any State***

	1995
	$10,000
	$0
	$0
	$10,000
	$0

	1996
	$12,000
	$0
	$0
	$22,000
	$0

	1997
	$50,000
	$0
	$0
	$72,000
	$0

	1998
	$7,000
	$0
	$0
	$79,000
	$0

	1999
	$10,000
	$0
	$0
	$89,000
	$0

	2000
	$70,000
	$0
	$0
	$159,000
	$0

	2001
	$14,000
	$0
	$0
	$173,000
	$0

	2002
	$80,000
	$0
	$0
	$253,000
	$0

	2003
	$100,000
	$0
	$0
	$353,000
	$0

	2004
	$75,000
	$0
	$0
	$428,000
	$0

	2005
	$80,000
	$0
	$0
	$508,000
	$0

	2006
	$45,000
	$0
	$0
	$553,000
	$0

	2007
	$60,000
	$100,000
	$100,000
	$513,000
	$0

	2008
	$70,000
	$100,000
	$200,000
	$483,000
	$0

	2009
	$900,000
	$100,000
	$300,000
	$1,283,000
	$0

	2010
	$60,000
	$100,000
	$400,000
	$1,243,000
	$0

	2011
	$40,000
	$100,000
	$500,000
	$1,183,000
	$0

	2012
	$35,000
	$100,000
	$600,000
	$1,118,000
	$0

	2013
	$50,000
	$100,000
	$700,000
	$1,068,000
	$0

	2014
	$45,000
	$100,000
	$800,000
	$1,013,000
	$0

	2015
	$35,000
	$100,000
	$900,000
	$948,000
	$0

	2016
	$0
	$948,000
	$1,848,000
	$0
	$0


* The trust’s “Current Year Accumulated UNI” should be net of all taxes paid by the trust.
** The “Current Year Accumulation Distribution” is the amount by which the amount of the money and the lesser of the income-tax basis and fair market value of any other assets distributed to the beneficiaries in that year (whether residents of the state or not) exceeds the greater of the trust’s distributable net income and its trust accounting income for that year, grossed up to include all state income taxes paid by the trust to any state with respect to the accumulation distribution.
*** Resident beneficiaries are entitled to a credit against their throwback tax liability for the total amount of any state income taxes paid by the trust to any state.  The credit should be applied ratably (equally) in (a) the year of the distribution of the income that was accumulated in the year any such taxes were paid, and (b) each of the five years preceding the year of the distribution.


TRUST NAME:  The Smith Family Trust
EIN: 00-00000000
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* The trust’s “Current Year Accumulated UNI” should be net of all taxes paid by the trust.
** The “Current Year Accumulation Distribution” is the amount by which the amount of the money and the lesser of the income-tax basis and fair market value of any other assets distributed to the beneficiaries in that year (whether residents of the state or not) exceeds the greater of the trust’s distributable net income and its trust accounting income for that year, grossed up to include all state income taxes paid by the trust to any state with respect to the accumulation distribution.
*** Resident beneficiaries are entitled to a credit against their throwback tax liability for the total amount of any state income taxes paid by the trust to any state.  The credit should be applied ratably (equally) in (a) the year of the distribution of the income that was accumulated in the year any such taxes were paid, and (b) each of the five years preceding the year of the distribution.
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