The Revenue Act of 1978-Death and
Taxes Revisited
By Gregory L. Flillerton*

The United States Congress, that body politic which brought us the Tax
Reform Act of 1969, the Revenue Act of 1971, the Employee Retirement
Income Security Act of 1974, and the Tax Reform Act of 1976, which tried
to give us the Technical Corrections Act of 1977, and which hopes to pass
on to us later this year the Technical Corrections Act of 1979 (and other
tax measures), has within the last several months provided us with what
is now known as the Revenue Act of 1978.' This latest legislation passed
Congress in the closing hours of its Ninety-Fifth Session on October 15,
1978.2 While not creating the earth tremors in the area of estate planning
which resulted from the Tax Reform Act of 1976,1 it has nonetheless produced significant changes or clarifications of estate and gift tax laws which
affect the specialist and general practitioner alike who counsel clients in
estate planning.
This article is not designed as an extensive review of all facets of the 1978
Act but instead will highlight some of the major changes in estate, gift, and
trust laws resulting from the legislation. Some provisions of the Revenue
Act which will have only a tangential effect on wills, trusts and estate
planning are purposefully not discussed, while other changes, such as those
affecting estate plans of spouses, have been given special emphasis.
I.

HUSBANDS

AND WIVES AND THE

1978 AcT

Perhaps with tacit recognition that the pervasive effects of the equal
rights amendment are, at the least, several years from fruition, and
spurred by increasing litigation in the courts over ownership of family
property, Congress appeared intent in last year's session to assure that
* Member of Watson, Spence, Lowe, and Chambless, Albany, Georgia. Yale University
(B.A., 1972); University of Virginia (J.D., 1975). Member of the State Bar of Georgia.
1. PUB. L. No. 95-600, 92 Stat. 2763 (1978), also referred to in this article as the "Revenue
Act" and the "1978 Act," sometimes simply "the Act." In essence, the legislation contained
in §702 of the 1978 Act embodies much of the estate and gift tax provisions which comprised
the House-passed H.R. 6715 (the Technical Corrections Bill). H.R. 6715 was added to the
Revenue Act on the Senate floor.
2. The Act was passed on a Sunday immediately after being reported out of a conference
committee at 4:00 am that morning. President Carter signed it into law on November 6, 1978.
3. PuB. L. No. 94-455, 90 Stat. 1520 (1976), also referred to in this article as the "TRA,"
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many of the transfers between spouses during life or at death will not be
subject to tax and that contributions of a wife toward the success of a
family farm or business should be acknowledged in the tax laws.
A.

Joint Interests

Congress attempted in the Revenue Act to fine tune some of the changes
it had made in 1976 concerning the taxability of property jointly owned by
a husband and wife. Under the 1978 Act, married individuals who own
property, such as a residence, in a joint tenancy or tenancy by the entirety
may be able to achieve substantial estate tax savings by electing to take
advantage of a new gift tax provision contained in §702(k) (2) of the Act.
Generally, a decedent's gross estate will include, for federal estate tax
purposes, the entire value of all property in which he or she owned a joint
interest-that is, a joint tenancy with a right of survivorship or a tenancy
by the entirety.' This inclusionary presumption has been at least partially
rebuttable if the personal representative of the estate could establish that
the surviving joint owner provided some of the consideration for the acquisition of or improvements to the property.5 The Tax Reform Act of 1976
modified the general rule of §2040 in part to provide that only one-half of
the value of a joint interest created between a husband and wife after
December 31, 1976, and which was a "qualified joint interest," would be
taxed in the estate of the first spouse to die, regardless of which spouse
provided the consideration for the property. In order to benefit from this
exclusion, however, the representative of the estate had to establish that
(1), either the decedent, the decedent's spouse, or both created the joint
interest after 1976; (2) in the case of real property, the spouse who provided
more than half of the consideration for the property chose to treat the
creation of the joint interest as a gift-for federal gift tax purposes and file
a return; or, in the case of personal property, the creation of the joint
interest was deemed to be in whole or in part a taxable gift under federal
law; and (3) only the decedent and the decedent's spouse were joint tenants.'
Following the 1976 rule change, taxpayers whose joint interests in property were both subject to gift tax and created before January 1, 1977, had
to sever these joint tenancies and recreate them by transfers to and from
a third-party straw man.7 Therefore, to make this benefit available to more
4. See I.R.C. §2040(a) which prior to 1976 was codified simply as §2040. This rule originated in §811(e) of the 1939 Code and had not been substantially changed until 1976.
5. I.R.C. §2040(a) provides that a portion of any jointly held property which was originally
owned by the surviving joint owner and never transferred to the survivor by the decedent for
less than an adequate and full consideration will be excluded from the decedent's taxable
estate.
6. [.R.C. §2040(b) (2) sets forth the definition of a "qualified joint interest" which qualifies for the exclusion.
7. See GEN. EXPLANATION OF THE TAX REFORM AcT OF 1976, prepared by the staff of the
Joint Committee on Taxation (commonly called Blue Book).
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taxpayers, Congress took action in 1978 to extend it to include joint interests between a husband and a wife created prior to January 1, 1977. Under
§702(k) (2) of the Revenue Act,8 a donor spouse may now choose to file an
election for any calendar quarter of 1977, 1978, or 1979 to have the pre-1977
joint interest considered a fifty-fifty tenancy in common for federal estate
tax purposes without having to sever the joint tenancy and then recreate
it. In order to make this election, the taxpayer must file a gift tax return
treating up to fifty percent of the joint interest as a gift to the spouse who
provided less than half of the consideration, if any, for the joint interest.
The donor will be treated as having made a gift for the calendar quarter
for whichthe return is filed,' and the value of the gift will be equal to the
appreciation attributable to the gift portion of the consideration which the
donor furnished upon the creation of the joint interest. 0
In other words, if a husband provided all the consideration for a pre-1977
qualified joint interest, he can choose to file tax returns stating that onehalf of the equity value of the property at the close of the calendar quarter
for which the election is made constituted a gift to his wife. While gift tax
may then be owed upon the exercise of this election, fifty percent of the
valued property will be out of the husband's estate, as well as fifty percent
of any appreciation in value of the property from the time of the gift until
the death of the donor's spouse.
One should be exceedingly cautious in deciding to elect to create a qualified joint tenancy without carefully analyzing the full ramifications of the
election. As a result of the add-back of lifetime gifts and the marital
deduction cutdown, the most one can gain by electing is to remove from
the donor's estate the post-gift appreciation occurring on his or her
spouse's portion of the property. In the event the donee spouse dies first,
half of the joint property will be included in the donee's estate; yet all will
be taxable in the donor's estate upon the donor's subsequent death. Had
the election not been made under these facts, then none of the property
would have been included in the donee's estate.
8. I.R.C. §§2040(d) and (e).
9. The Conference Committee Report states that the qualified joint interest treatment
will be available if a taxpayer chooses to file a gift tax return reporting a gift with respect to
any calendar quarter in 1977, 1978 and 1979. The Act as adopted, however, requires the
election to be made "for the calendar quarter ... selected by the donor in a gift tax return
filed within the time prescribed by law for filing a gift tax return for such quarter." I.R.C.
§2040(d) (2). The election must therefore be made by a timely filed gift tax return rather than
by a delinquent one, whether or not there is a tax liability.
10. For example, if a woman bought securities worth $20,000 in 1976 and listed them in
joint name with her husband and the securities have a value of $32,000 in 1979, the amount
of the gift in 1979 would be $6,000 for purposes of the §2040 election, and it would appear
that a gift tax return should also be filed for the original joint interest gift of $10,000.
If the statute of limitations has run with respect to the original gift made upon the creation
of a tenancy, or real property was involved and no election was made to treat the creation of
the tenancy as a gift, the property will be deemed to have a zero basis at the creation of the
joint tenancy. If so, the gift in the above example would be valued at $16,000.
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In addition, as other writers have noted," a problem may exist in applying the new joint interest rule, upon both the subsequent sale of jointly
held property subject to a mortgage and the repurchase of new property.
For example, a couple may elect to have their interest in their mortgaged
farm treated as a qualified joint interest. In that event, only one-half of
the value of the joint interest will be included in the estate of the first
spouse to die, regardless of which spouse had been making payments on
the mortgage. If the couple thereafter sold the farm and purchased another
one, it appears that they would be required to make a new election under
§2040(d) pertaining to the newly acquired property, or, at least, the contribution of each spouse toward the purchase price would have to be traced.
If payments from only one spouse have resulted in a substantial reduction
of the mortgage on the first property prior to sale, it is currently not clear
what value should be given to the consideration for the new farm by the
spouse who did not contribute toward the mortgage payments. The value
could either be fifty percent of the equity value at the time of the purchase
of the original farm plus one-half of its appreciation from date of purchase
until date of sale, or it could be fifty percent of the net sales proceeds of
the farm. While perhaps some or all of the mortgage installments could be
treated as support obligation payments between spouses if they are living
on the farm, the payments might also be considered gifts to the nonpaying
spouse to the extent of one-half of the amount paid over a period of years.
Another change wrought by the 1978 Act is that a "substantial improvement" of any property subject to §2040(d) will be treated as the creation
of a separate joint interest. While the definition of "substantial" must be
further clarified by Treasury regulations, one may presume that the addition of a new building, or an addition to an existing building, will be
considered a sufficient improvement to trigger the operation of §2040(d)
and to require an election thereunder. 3
B.

Joint Ownership of a Farm or Business

As discussed above, under prior law property which was purchased and
then held in a joint tenancy or tenancy by the entirety was all included in
the gross estate of the first joint tenant to die, unless it could be proved
that the surviving tenant contributed to the total cost of the property. The
1976 Act, of course, allowed spouses to qualify the joint interest under
§2040(d) and thereby have one-half the value included in the deceased
11. See, e.g., Audy and Duhl, Revenue Act of 1978 Brings Major Changes in Estate and
Trust Planning, 50 J. TAx. 84, 85 (1979).
12. I.R.C. §2040(d) (6).
13. The Revenue Act of 1978 also eliminated actuarial computations in determining the
amount of a gift of a joint interest in personal property when the joint tenancy was created
after 1976. Actuarial computations will still be necessary, however, if the fair market value
of the personal property can only be determined with reference to the life expectancy of one
or both of the spouses. Revenue Act §702(k) (1), I.R.C. §2515 A.
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tenant's gross estate without regard to which spouse actually furnished the
consideration.
Last year, Congress acted to provide an alternative election, effective
after 1978, for the exclusion of a portion of the value of an interest in a
farm or closely held business owned jointly by a husband and wife if the
surviving spouse "materially participated"'" in the operation of the farm
or business. This provision is applicable only to estates of taxpayers dying
after December 31, 1978, and therefore will have no effect on estates in
probate prior to 1979, but it may significantly affect tax planning for
certain couples in the future.
Under §511 of the Act, which has been codified as. Code §2040(c), the
amount of the exclusion from the gross estate of the decedent is computed
according to a formula containing interest factors based on both the unrealized appreciation in value of the jointly held property and the number
of years in which the surviving spouse materially participated in the operation of the farm or trade or business. 15 Each spouse will be deemed to have
contributed consideration for the property at the rate of two percent a year
for each year the property was operated jointly, subject to the limitation
that the exclusion cannot exceed fifty percent of the value of the joint
14. I.R.C. §2040(c) (6). The definition of "material participation" will likely prove to be
a subject of much litigation over the next several years if the Internal Revenue Service seeks
to limit its scope. According to the way Congress drafted the statute, one must first determine
what amount is excludable from the full value of the total jointly held property before
including it in the estate of the deceased joint tenant. The "percentage rate" is first calculated by multiplying two percent times each year the surviving spouse materially participated
in the business up to 25 years (or 50%). Next, the "adjusted consideration" contributed by
the joint tenants is determined by adding the original consideration furnished by the deceased
tenant, plus imputed simple interest at six percent per annum for the period invested in the
farm or other business, with the original consideration furnished by the surviving spouse, plus
annual interest at six percent for the period considered invested in the farm or business. The
percentage rate is then multiplied by the extent to which the value of the joint interest
exceeds the "adjusted consideration," and the product is added to the "adjusted consideration" furnished by the surviving spouse (i.e., the spouse's original consideration plus an
assumed interest rate of six percent per annum for the period considered invested in the farm
or business). The final result is the amount excludable from the value of the jointly held
interest otherwise includable in the decedent's gross estate.
The 1978 Act provides that the determination of whether a surviving spouse materially
participated in the business in any given year will be made "in a manner similar to the
manner used" with regard to net earnings from self-employment under Code §1402(a) (1).
While future regulations must develop this definition further, Treas. Reg. §1.1402(a)4(b)
defines "material participation" as including either the performance of physical work and
incurring of expenses in producing a commodity, or the making of managerial decisions
relating to the overall production of the commodity.
15. In order to be eligible to take advantage of this new alternative provision, a taxpayer
must establish that he or she has an "eligible joint interest in Section 2040(c) property"-i.e.,
any interest in real or tangible personal property held in joint tenancy or by the entirety by
only the spousal couple and created by one or both of them. Further, the "§2040(c) property"
must have been used as a farm or for farming purposes or in any other trade or business. See
I.R.C. §2032A(e)(4) and (5), relating to special use valuation of farm property.
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interest or $500,000 in the aggregate, whichever is less. This percentage will
be applied to the value of the joint interest which exceeds the amount of
the original consideration for the farm or business. In essence, the formula
takes into account the value of both the services rendered by the participating spouse and actual consideration furnished by the spouse, plus imputed interest which the consideration would have earned had it not been
invested in the business.
It therefore becomes imperative that couples jointly involved in a farm
or business operation keep good records, to reflect both the unrealized
appreciation in the value of the property and the earliest possible date on
which the surviving spouse became involved in the farm or business."
Since the alternative provisions of §2040(c) are totally elective, they will
apply only if the personal representative of the estate of one dying after
1978 chooses to apply the provisions to the deceased's eligible joint interest. This election must be made within the nine-month period for filing the
estate tax return, plus any extensions.
Despite the potential benefits of the new §2040(c), it may not always be
desirable to invoke the statutory election. If joint property was, for example, worth $100,000 at the time of a decedent's death, but had a value of
$60,000 at the time of the tenancy's creation five years earlier, and if one
could establish that the surviving joint tenant had contributed $20,000 of
the original $60,000 purchase price, more would be included in the estate
of the deceased joint tenant by electing to have the new provisions apply
than if the election were not made. 7
On the other hand, even if the joint tenancy property has not appreciated significantly over time, one must still assume that the contribution
of the surviving tenant has increased at the rate of six percent a year. An
16. Only the first 25 years of participation will matter because of the 50% limitation on
the value of the property which can be credited to the contributing spouse.
17. If the joint interest were treated as an "eligible" joint interest, one would determine
the amount includable in the decedent's estate as follows:
(a) From the $100,000, first deduct the surviving tenant's $20,000 proven contribution, plus interest at six percent per annum for five years ($6,000), for a total of
$26,000. (The surviving tenant's "adjusted consideration.")
(b) Then deduct two percent per year of the property's value at death in excess
of the adjusted consideration provided by both spouses [(if the surviving spouse
had materially participated for five years, this amount would be $2,200, which is
two percent of $22,000 for five years ($100,000 less $26,000 contributed by the surviving spouse, and less $52,000 contributed by the decedent, which is derived by
adding_ his original $40,000 contribution and $12,000 of imputed interest) ].
(c) The $100,000 would therefore be reduced by the $20,000 initial contribution,
$6,000 interest, and $2,200 deemed to have been contributed by the surviving
spouse, for a total of $28,200. This would leave $71,800 in the estate. Had the
election not been made and had the decedent's estate therefore treated the surviving spouse's one-third contribution as applying to one-third of the property's value
at the date of death, then $33,333 would have been removed from the decedent's
estate and only $66,667 would have been included for tax purposes.
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election to treat the asset as an "eligible" tenancy might therefore result
in the inclusion of less in the deceased joint tenant's estate than would
result if one applied the original contribution on a proportionate basis to
the property's value at death.
Computations aside, the new provision constitutes an acknowledgment
by Congress of the significance of the value of the services rendered by each
spouse in the success of a family farm, trade or business, whether or not
each spouse has contributed property to the endeavor. The law likewise
reflects what is often the unwritten compact or understanding of a husband
and wife and, for that matter, the general theory of community property:
that their family enterprise is the product of both and each should have
some rights of ownership in it. This same tacit contractual arrangement
between spouses has also been recognized in recent court decisions." Section 2040(c) is limited, however, to the area of estate tax, and Congress
made no provision for the application of an assumed value for services of
a spouse in determining the value of transfers subject to gift tax or qualified joint interests.
C.

Coordinationof Estate and Gift Tax. Marital Deductions

The Tax Reform Act, of 1976 provided that a gift tax marital deduction
is available for the first $100,000 of gift transfers between spouses. The 1976
Act allows no deduction on the next $100,000 of spousal gifts, and only a
fifty percent deduction on similar gifts exceeding $200,000." For post-1976
estates involving both decedents dying after 1976 and gifts between
spouses of less than $200,000, the TRA directed that the estate tax marital
deduction be reduced by the extent to which the gift tax marital deduction
taken with respect to post-1976 gifts exceeds fifty percent of the value of
all spousal gifts after 1976. In those situations in which the $100,000 gift
tax deduction has been fully used and the remaining gifts are not in excess
of $200,000, subsequent interspousal gifts of $3,000 or less would, under the
1976 Act, reduce the estate tax marital deduction even though these gifts
would be excluded from gift tax and no return would be required.
Apparently not intending this result, Congress changed this rule in 1978
to provide that the estate tax marital deduction will not be reduced by
present interest gifts to a spouse which do not exceed $3,000.20 This change
opens the door for some careful tax planning once a donor has used the gift
tax marital deduction by giving $100,000 to his or her spouse. It may then
be desirable for the spouse to make further annual gifts to the other spouse
in excess of $3,000. For example, since a gift tax return would be required
18. These decisions have involved recognition of a working spouse's efforts (in all cases
the wife's efforts) in a family enterprise as "contributions" for §2040 purposes. See, e.g.,
Estate of Ensley, 1977 T.C. Memo 402.
19. I.R.C. §2523(a).
20. Rev. Act §702(g) (2), I.R.C. §2056(c) (1) (B).
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for a gift of $3,001 to a spouse, the full amount would be includable in the
estate and thus would not reduce the estate tax marital deduction, while
only one dollar would be subject to gift tax.
D.

Split Gifts

Under pre-1976 tax law, an individual's lifetime gift tax exemption
would be diminished if he or she consented to a "split" lifetime gift with
his or her spouse. If he or she then died within three years and if the entire
amount of the gift was included in the deceased spouse's gross estate under
the contemplation of death rule, then. that part of the surviving spouse's
lifetime exemption used in making the gift would not be restored or adjusted. The consenting spouse was therefore penalized for what was held
to be an ineffectual transfer for estate tax purposes.
The Tax Reform Act of 1976 sought to correct this problem by providing
that, if spouses elected to make a split gift to a third party and one of them
died within three years of the date of the gift, the entire amount of the gift
would be included in the gross estate of the deceased spouse and any gift
tax paid by the surviving spouse would be allowed as a credit in determining the deceased spouse's estate tax. Nonetheless, the 1976 Act created
some inequities by failing to restore to the surviving spouse that portion
of the unified credit he or she may have claimed in the gift.
While the Revenue Act does not restore any part of the unified credit to
the consenting spouse for gift tax purposes, it does try to establish some
fairness: when his or her estate taxes are computed,' the consenting
spouse's transfer tax status is treated as if the gift had not occurred. In
other words, the amount of such gifts included in the estate of a donor
spouse will be excluded from the consenting spouse's adjusted taxable
estate for purposes of determining the consenting spouse's tentative estate
tax. Any unified credit is thereby restored and the amount of aggregate
taxable gifts for prior periods is adjusted by means of a special computation.2 Nonetheless, any gift tax paid by the consenting spouse will not be
available as a credit on that spouse's estate tax return for the purpose of
determining the spouse's final estate tax, to the extent that the gift tax
paid had been claimed in determining the donor spouse's estate tax liability.23
Split gifts by spouses are discussed later in this article in connection
with the topic of transfers within three years of death.
21.
22.
donor
23.
1976.

See §702(h) of the 1978 Act (amending I.R.C. §2001).
See I.R.C. §2001(d), which provides for an adjustment for the gift tax paid by the
spouse to be determined pursuant to §2012(d).
I.R.C. §2001(e). This 1978 amendment applies retroactively to all transfers made since
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E. Qualified Disclaimers
The Tax Reform Act recognized that, for various reasons, beneficiaries
of an estate may seek to renounce part or all of their interests in an estate.
Prior to the 1976 Act, there was no uniform rule governing disclaimers
under federal law. For example, one court ruled that a nineteen-year delay
in exercising a disclaimer was a delay within a reasonable time." Congress
therefore sought to establish a definitive nationwide rule on disclaimers by
a uniform
enacting Code §2518 with its provision, among other things, 2for
5
time within which a qualified disclaimer could be exercised.
The TRA defined a potential transferee's refusal to accept ownership of
both property and rights with respect to the property as a "qualified disclaimer ' 2 1 and provided for its limited use for federal estate, gift and
generation-skipping transfer tax purposes."
While the TRA required the disclaimed interest to pass to a person other
than the one making the disclaimer, the Act failed to state whether a
disclaimer would be valid under federal law if a surviving spouse refused
to accept an interest in property and that interest thereafter passed to a
trust in which the spouse had an interest in the income or principal. The
uncertainty caused by the Act has been of significant concern because a
great number of estate plans provide for a marital deduction bequest or
trust for the surviving spouse with a residuary or nonmarital trust providing the spouse with an income for life and the decedent's children with
support and education. A surviving spouse may be well-advised to disclaim
part of an interest in a will for a number of reasons, such as to increase
the marital deduction in certain special circumstances, to reduce the size
of the surviving spouse's taxable estate, to take full advantage of the unified credit in a situation in which the marital deduction trust proves to be
overfunded, to reduce estate or income taxes, to save or increase a charitable deduction, and to avoid creditors. If a surviving spouse could not disKeinath v. Commissioner, 480 F.2d 57 (8th Cir. 1973).
EXPLATION OF THE TAX REFORM AcT OF 1976 (Blue Book) at 590. Until passage
of the 1976 Act, disclaimers were governed for federal purposes by Treas. Reg. §25.2511-1(c),
which simply stated that if an individual had a right under local law to disclaim an ownership
interest in property transferred from a decedent, then the act of disclaiming would not give
rise to gift tax consequences if the disclaimer was effective under local law, was made within
a reasonable time after knowledge of the existence of the transfer, and there had been no
acceptance of the ownership of the property by the disclaimant. In order for the disclaimed
property to be eligible for either a charitable or marital deduction, it was necessary to make
the disclaimer within the time prescribed for filing the federal estate tax return. See former
26 U.S.C.A. §§2055(a) and 2056(d) (2) (A) (1954).
26. The definition of a "qualified disclaimer" and the requirements for the proper exercise
of such a disclaimer are set forth in I.R.C. §2518(6), which was added to the Code by TRA
§2009(b) (1) and (e) (2), and amended by Rev. Act §702(m) (1).
27. For generation-skipping tax purposes, either a taxable termination or a taxable distribution will trigger the beginning of the nine-month limitation period. GM. EXPLANATION OF
THE TAX REFORM Acr OF 1976 (Blue Book) at 580-81. H. CONF. REP. No. 94-1515, 94th Cong.,
2d Sess. 399, reprinted in [1976] U.S. CODE CONG. & AD. NEWS 4118, 4255.
24.

25. GEN.
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claim an interest for fear that the renunciation would be disqualified as a
result of its causing the spouse to have some larger lifetime interest in a
nonmarital trust, disclaimers in post-mortem planning would be greatly
limited.
Despite the Treasury's strong opposition, Congress provided in the Revenue Act that the fact that an interest passes to the spouse of the decedent
simply as a result of the disclaimer will not, by itself, disqualify the dis2
claimer. 1

II.

TRANSFERS WITHIN THREE YEARS OF DEATH.

The Revenue Act of 1978 dealt with a number of technical corrections
or clarifications needed to coordinate the effects of the unification of gift
and estate taxes with the marital deduction provisions, as discussed above,
and the three-year contemplation of death rule, as discussed below.
The Tax Reform Act established the irrebuttable rule that all transfers
made within three years of death shall be includable in a decedent's gross
estate under §2035, regardless of whether the transfers were made in contemplation of deathY' Still applicable, however, was the exemption that
gifts not subject to gift tax under the annual exclusion (gifts of $3,000 or
less) will not be included in the estate. Section 702(f) (1) of the Revenue
Act amended this section to clear up some ambiguity and to provide that
all gifts for which a gift tax return was required to be filed must be included
in the estate."' Thus, if a gift is made within three years of death and its
total value exceeds $3,000, the entire gift is included in the donor's estate.
On the other hand, a gift of less than $3,000 is totally excluded."
A.

Split Gifts

With the Revenue Act in mind, a donor should carefully plan his annual
giving to provide, whenever possible, that the value of a gift or gifts to the
same donee do not exceed $3,000. In addition, it may be desirable for
spouses who intend to make a gift of up to $6,000 per donee to give $3,000
28. The Internal Revenue Code now requires a person to exercise a disclaimer within nine
months of either the date on which the transfer creating the interest is made, or the date on
which the person reaches the age of 21. I.R.C. §2518(b) (2). While the legislation was to
establish uniformity in the requirements for the exercise of disclaimer, this goal appears to
be partially thwarted by the fact that at least some state laws require disclaimers to be
exercised in less than nine months. For example, GA. CODE ANN. §113-824 (1975) provides
that a disclaimer must be exercised within six months. A practitioner would be well advised
to meet the more stringent requirements of either the federal or his state's disclaimer rules.
The states may, over time, decide to amend their requirements to bring them in line with
those set forth in I.R.C. §2518(b).
29. TRA §2001(a) (5), (d) (1), I.R.C. §2035(a).
30. I.R.C. §2035(b) (2).
31. Rev. Act §702(f) (1) (amending I.R.C. §2035(b)). The 1976 amendment could be
interpreted to provide that the amount includable in the estate was the value of the gift less
the $3,000 exclusion.
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each, rather than elect to "split" the gift, assuming each spouse has an
independent source of funds. Splitting the gift would require the filing of
a gift tax return, and if one of the spouses were then to die within three
years of the gift, it would result in the inclusion of the full $6,000 in the
estate of the decedent. Avoidance of a split gift may be particularly advisable if one is dealing with an elderly or seriously ill client. Further, if a client
is intent on making a gift in excess of $3,000 in one calendar year, he or
she should be advised to divide the gift so that the first $3,000 will be paid
during a calendar quarter in which no gift tax return will be due.
The split gift provision may also create some inequities when applied to
spouses living in noncommunity property states. For example, if a donor
spouse living in Georgia, which is not among the eight states having community property statutes,32 were to make a $6,000 gift to one donee, the
donor would then have to file a return with his or her spouse electing giftsplitting treatment. Under the 1978 Act, the fact that a return is filed will
make the gift ineligible for the annual exclusion exception if the donor then
dies within three years. In a community property state, however, the gift
would automatically be treated as representing a transfer of $3,000 from
each spouse. Since no return would be necessary, the exception to the
three-year rule would apply.
B.

Insurance Policies.

A gift of a life insurance policy is not eligible for the $3,000 annual
exclusion if the gift is made within three years of death, regardless of
whether a gift tax return is required to be filed.13 Thus, the gift of an
insurance policy having little worth at the time of its transfer but having
a value in excess of $3,000 at the time of the donor's death will be includable in the estate if the donor dies within three years of the original transfer of the policy. Whether the gifts of life insurance premiums paid within
three years of death (as opposed to the transfer of the policies themselves)
will be includable in the estate will depend on whether the insurance proceeds would have been includable in the estate under law existing prior
to the 1976 Act.Y Both the House and Senate Committee Reports on the
original Technical Corrections Bill (H.R. 6715) state that the premiums
paid within three years of death should be excluded if they meet the test
for the §2035 exclusion that no gift tax return be required. While this in32. The eight community property states are Arizona, California, Idaho, Louisiana, Nevada, New Mexico, Texas, and Washington.
33. Rev. Act §702(f) (amending I.R.C. §2035(b)).
34. The Senate Committee Report on §702(f) of the bill states that the $3,000 annual
exclusion "does apply to any premiums paid (or deemed paid) by the decedent within 3 years
of death to the extent that such payments would not have resulted in the inclusion of the
proceeds of the policy in the decedent's gross estate under prior law. On the other hand, the
exception does not apply to any transfer which would have resulted in inclusion in the gross
estate of the proceeds of the policy under law prior to the 1976 Act if the transfer were made
within 3 years of death."
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terpretation should be welcomed by taxpayers, it is not the only way to
read the statute. The Committee's statements may be based on the assumption that a transfer "with respect to a life insurance policy" will not
include a premium unless the premium itself constitutes a transfer of the
policy, as the Service has contended in accidental death policy cases.
A taxpayer should be particularly careful about transferring a term insurance policy to another individual or to an insurance trust in hopes of
getting the proceeds of the policy out of the transferor's taxable estate. The
Internal Revenue Service may very likely contend that each premium payment constitutes a new transfer of the policy and therefore will result in
the inclusion of the policy proceeds in the estate under the three-year rule
of §2035.-"
This provision applies retroactively to decedents dying after December
31, 1976, and to transfers made after 1976.
1I.

CARRYOVER BASIS

Another area which was subject to intense lobbying during 1978 by both
the U.S. Department of the Treasury and innumerable organized interests
concerned the continued viability of the carryover basis doctrine. Congress
could not decide what to do with carryover basis, and the Joint Conference
Committee finally compromised and provided in its final version of the
Revenue Act that the carryover basis rules set forth in the 1976 Act not
take effect until the end of 1979.m This action retroactively suspended the
effect of carryover basis for the period from January 1, 1977, to the passage
of the Act and raised a significant cloud over the ultimate future of carryover basis itself.
Under the carryover basis approach, a decedent's basis in property held
at his death will carry over, so to speak, as the basis of the property in the
hands of whoever inherits it. The old stepped-up basis rule, 7 which is still
in effect until January 1, 1980, provides that the basis of inherited property
will be its fair market value on the date of the decedent's death or the
estate tax alternative valuation date.
While Congress made a few substantive changes in the carryover basis
rules last year, it stopped short of significant revisions. This lack of action
resulted not because no change was desired, but because the legislators
could not agree on remedial legislation which would eliminate the worst
35. See Rev. Rul. 71-497, 1971-2 C.B. 329.
36. Section 515 of the Revenue Act delays the effective date of the carryover provisions
under I.R.C. §1023 so that they will apply only to decedents dying after 1979. The dates for
related rules have also been changed. See amendments to I.R.C. §§1014(d) and 1016(a) (23).
See also I.R.C. §§6039 and 1040. The fresh-start adjustment rule, which is to be applied as
of December 31, 1976, was not changed.
37. See I.R.C. §1014.
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of the record-keeping burdens wrought by the introduction of the carryover
basis concept. Among other things, the Revenue Act does not alter the
December 31, 1976, effective date for applying the "fresh-start" rule for
computing gain with respect to appreciated property.
One amendment approved last year provides that only one fresh-start
adjustment can be made with respect to any carryover basis property."
Thus, even though property may be successively devised or bequeathed or
transferred intestate by two or more decedents, there will be only one freshstart adjustment in determining the basis of the property.3 9 Section 1023,
as amended last year, also provides for basis adjustments to be made for
the fresh start adjustment, state and federal estate taxes, the $60,000
minimum adjustment, and state death taxes paid by the beneficiary.
Under the TRA, it was necessary to compute the basis of carryover basis
property to determine both gain and loss. Since the fresh start adjustment
in §1023(h) applied only for the purpose of determining gain, the section
was amended by §702(c) (8) of the Revenue Act to provide that the freshstart adjustment is made for the purpose of determining gain and other
adjustments under the section. 0 As revised, §1023(h) now requires only one
full computation, which will be the basis for gain purposes. To determine
the basis for a loss, one must simply subtract the fresh-start adjustment
from the basis for gain. This amendment will result in a lower loss basis
than would be available if two sets of computations were required."
In addition, the Revenue Act provides a simpler fresh-start adjustment
formula for determining the minimum basis of tangible personal property.
It is designed to aid the executor who may not otherwise be able to determine the basis or date of acquisition of the personal property. Under this
formula, only the value of the property at the decedent's death need be
calculated. This value is discounted at an assumed rate of about eight
percent per year for post-1976 appreciation to arrive at the minimum
basis.42 There is also no restriction on the type of personal property to
which this provision applies, For example, if the executor holds a depreciating asset (furniture, for example), and cannot determine that the decedent's basis was greater than the formula amount, he must use the minimum basis formula and end up with an appreciated carryover basis for the
property and thus a possible recognized gain.43
38. Rev. Act §702(c) (4), (c) (10) (adding 26 U.S.C.A. §1023(h) (4)).
39. This rule does not apply to jointly held carryover basis property to the extent that
the property was not included in the estate of the first joint tenant.
40. I.R.C. §1023(h) (1) and (2) (A).
41. See also Temp. Reg. §7.1023(h)-(1) (a) and (b).
42. Rev. Act §702(c) (2) (A), (c) (10) (adding I.R.C. §1023(h) (3)). It appears that the
formula may be mandatory even if the executor can determine the decedent's basis.
43. It was possible under the 1976 Act for the executor to contend that he held depreciating property and that the §1023(a) (2) provisions relating to loss basis of personal and household effects should govern. This argument has been effectively removed by the 1978 Revenue
Act.
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The 1976 Act failed to provide that a carryover basis asset would be
subject to the same automatic long term capital gain treatment as was
provided for stepped-up basis property. The Revenue Act cleared up this
area by providing specifically that carryover basis property will be presumed to have been held by the heirs or the estate for a sufficient period
of time, presently twelve months, to qualify for long term capital gain or
loss treatment."
The postponement of the application of carryover basis can have a very
significant and serious impact on those individuals whose estate plans were
developed on the assumption that the carryover basis rules would be applied at the time of settlement of the testator's estate (e.g., in selling estate
assets, in funding distributions to beneficiaries, and in choosing assets for
distribution among beneficiaries). While innumerable wills and trusts
drafted since 1976 have included language giving the fiduciary power to
make distributions without regard to income tax basis, rather than directing it to base its actions on income tax considerations, most of this language was precatory and therefore probably will not need to be amended
as a result of the carryover basis moratorium. The drafter of such instruments is still left in a quandary about what to provide in new wills, trusts
and buy-sell agreements, since he cannot predict what will be the applicable law after 1979. Until Congress has clearly laid this subject to rest, the
best course for the practitioner is simply to use only precatory, and not
mandatory, provisions with respect to carryover basis in instruments. In
addition, the deferral of the application of carryover basis will require
claims to be filed for the refund of income taxes paid as a result of the
federal estate tax value of any assets sold being higher than the carryover
basis of such assets. Alternatively, some taxpayers who had a loss because
they inherited property worth less than the decedent's basis may have to
4 5
refile and pay a tax.
Congress is presently considering a wide range of alternatives to carryover basis, and what form carryover basis will take in the future is
difficult to predict. The subject is discussed later in this article.4 6
44. Rev. Act §702(c) (5) (amending I.R.C. §1223(11)). Certain other adjustments were
made by Congress last year in the carryover basis rules with respect to property subject to a
nonrecourse debt; see Act §702(c) (3) (amending I.R.C. §1023(g) (1)); for adjustments for
state death taxes, see Act §702(c) (6) (amending I.R.C. §1023(c)).
45. The version of the bill originally approved by the Senate contained a provision which
would have allowed the executor of an estate to elect to be governed by the carryover basis
rules. This election, had it been approved, would have eliminated the need for amending
income tax returns which have already been filed using the carryover basis guidelines. Since
this provision was deleted in conference, executors, trustees, or beneficiaries who have filed
income tax returns reporting gain or loss from the disposition of carryover basis property from
a decedent dying after 1976 may need to file corrected returns. An election may still be
allowed, however, under proposals currently before Congress. See text at note 76 infra.
46. See text at note 75, infra.
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IV.

GENERATION-SKIPPING TRANSFER TAX

A. Postponement of Effective Date
The Revenue Act of 1978 extended the effective date of the generation-

skipping transfer tax provisions from April 30, 1976, to June 11, 1976.11
Only those transfers occuring after June 11 will therefore be subject to
these provisions. Further, some documents which were not grandfathered
prior to the 1978 Act are now not subject to the generation-skipping tax.
The reason for the change of the effective date apparently stems from the
fact that June 11 was the date the Finance Committee decided to adopt
the generation-skipping transfer tax provisions in its mark-up of the bill
which later evolved into the TRA. According to the Senate committee
report on the bill, the legislators felt that individuals could not have been
expected to be aware of Congress' intent to revise the rules applying to
generation-skipping trusts prior to that date.
B.

Independent Trustee

Congress also sought to protect individual trustees from being deemed
"trust beneficiaries"-i.e., individuals having a power or interest in the
trust-and thus subjecting the trust to the generation-skipping tax. Under
the 1976 Act, an individual trustee who has any discretion whatsoever in
making distributions under the trust instrument (without regard to the
standards under which such distributions are made) has a power in the
trust and is therefore a beneficiary who must be assigned to a generation.
Consequently, a generation-skipping tax could be triggered-by the death
or resignation of the individual trustee."
The solution adopted by Congress in the Revenue Act is to define what
constitutes an "independent" trustee as opposed to a "related or subordinate" trustee. According to the 1978 Act, an independent trustee is one
who has:
(1) no interest in the trust;
(2) no other power in the trust except to allocate, distribute or accumulate trust income or corpus; and
(3) no close relationship to the grantor or any trust beneficiary, and no
employee status in a corporation in which the grantor, the trust, and bene47. Rev. Act §702(n) (1), amending §2006(c) of the TRA.
48. For example, if a great-aunt established a trust for the benefit of her grandnephews
or grandnieces, and named an individual (such as her niece) as the trustee, any subsequent
cessation of the niece as trustee, such as would occur upon her death, would constitute a
taxable termination and would trigger the generation-skipping tax. This would result in the
inclusion of the trust assets in the niece's estate.
The only exception to this rule under the T.R.A. applied if the individual trustee had no
present or future power in the trust other than a power to dispose of the trust property to a
class of beneficiaries who were lineal descendants of the grantor and assigned to a generation
younger than the generation to which the individual trustee was assigned. I.R.C. §2613(e).
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ficiaries have significant voting power or in which the grantor or a beneficiary is an executive-i.e., the trustee must be "independent of" rather than
"related or subordinate to" the grantor of the trust.19
These provisions eliminate the possibility that an independent individual trustee would be treated as a person with a power in the trust, the
exercise of which could result in the imposition of the generation-skipping
transfer tax. The practical effect is to remove what had been a very disadvantageous position for individual trustees as compared to corporate trustees. The above definition, however, limits the field of individuals who may
act as trustee and requires in every situation an analysis of the relationships of the proposed individual trustee, the grantor, and the beneficiaries.
It is nonetheless possible for a family member to be appointed a trustee
without violating the generation-skipping tax rules so long as the trustee's
powers are properly limited. If a grantor does desire to vest his trustee with
broad discretionary powers, however, the grantor should definitely avoid
family members or business associates and choose instead either a corporate fiduciary or professional adviser such as his attorney, accountant, or
investment counselor. Additionally, a trustee of the same generation as the
grantor" will not be in the class of beneficiaries who can trigger a
generation-skipping tax.
These amendments are effective as if they had been included originally
in the 1976 Act.5'
C.

Beneficiary With Multiple Powers or Interests

Under the 1976 Tax Reform Act, application of the generation-skipping
tax was postponed until every power or interest in the trust held by a
beneficiary was terminated. The payment of tax could therefore be delayed
as long as a beneficiary retained a future power or interest that had not
terminated. Under the Revenue Act, however, the tax will be imposed
upon termination of every present power or interest held by an individual,
49. Rev. Act §702(n) (2) (adding I.R.C. §2613(e)). While under this rule an individual
trustee is an independent trustee if he is not "related" or "subordinate," a trustee will be
treated as related or subordinate if he or she is (a) the spouse of grantor or any other beneficiary; (b) the mother, father, brother, sister, or lineal descendants of-the grantor or of any
beneficiary; (c) an employee who works for a corporation in which the stock held by the
grantor, the trust and all beneficiaries of the trust are "significant" from the standpoint of
voting control; or an employee of a corporation in which the grantor or any beneficiary is an
executive. See Senate Committee Report (H.R. 6715).
50. I.e., not more than 12 1/2 years younger than the grantor.
51. The Revenue Act also provided that in the case of a distribution of accumulated
income to a beneficiary from a trust subject to the estate or generation-skipping transfer tax,
the partial tax on the distribution will be reduced by the estate or generation-skipping tax
attributable to the accumulated income. The partial tax adjustment, which is limited to what
is referred to as the predeath portion of the partial tax, applies to estates of decedents dying
after 1979 and to generation-skipping transfers after June 11, 1976. Rev. Act §702(o) (1),
I.R.C. §667(b) (6).
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even if the individual still retains some future or contingent power.52 This
language in effect retroactively tightens up the provisions in the 1976 Act
which permitted the postponement of the generation-skipping tax so long
as a future or contingent power had not fully ended.
V.

ORPHANS'

EXCLUSION

Orphaned children benefited under the Tax Reform Act by the creation
of an estate tax deduction for amounts passing to them on the death of a
sole surviving parent. 3 This deduction, which is limited to $5,000 per year
multiplied by the difference between the child's age and twenty-one, also
provided that the interest could not be assigned or otherwise be terminable, except that if the child died before the youngest child in the decedent's
family reached the age of twenty-one, the interest could pass to someone
other than the child's estate. One ramification of this provision was to
preclude the use of a single minors' trust to benefit all the children of the
deceased parents as a group.
In order to solve this problem, Congress provided in the Revenue Act for
an exclusion, to take effect retroactively as of January 1, 1977, to provide
for a "qualified minors' trust" which meets the following restrictions:
(a) Only minor children of the decedent can be beneficiaries having a
present interest in the trust;
(b) The principal constituting the trust must be property which passed
from the decedent;
(c) Any distribution to the minor beneficiaries must be either on a pro
rata basis or pursuant to an ascertainable standard relating to the health,
education, support, or maintenance of the children;
(d) Upon a child's death, his interest in the trust must either be kept
in the trust or vested in another person; and
(e) Upon the youngest child reaching the age of twenty-three, all interest in the trust must vest on a pro rata basis in all of the children living at
that time.54
The Revenue Act also raised from twenty-one to twenty-three the limitation on the beneficiary's age under which the property would pass to someone other than the child's estate in case of the child's death."5
Generally, a drafter will seek to qualify a will for the orphan's deduction
by providing for passage of property in one of several ways: to an orphan
outright (which is not usually desired), to a custodian under the Uniform
Gifts to Minors Act (if applicable in the state), to a custodian for the minor
52.

Rev. Act §702(n) (3) (amending 26 U.S.C.A. §2613(b) (2) (1954)).

53. TRA §2007(a), (c) (adding I.R.C. §2057).
54. Rev. Act §702(1) (1) (adding I.R.C. §2057(d)). These provisions create at least one
significant problem: a trust will not qualify if there are children over the age of twenty-one
sharing in the trust at the decedent's death.
55. Id.
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child (which in most states results in termination and distribution at age
eighteen), to a trust for the benefit of the orphan similar to a marital trust
(which contains "life estate/power of appointment" provisions and requires mandatory income distributions), or to a trust which provides for
the trust property to pass to the child's estate if he or she dies before
distribution. None of these alternatives fits into the usual testator's plan.
Therefore, the addition of the new "common" trust as a vehicle for qualifying for the orphans' deduction should be of some help in planning future
estates.
VI.

A.

RETIREMENT PLANS

Individual Retirement Accounts

In order to remove certain ambiguities resulting from the Tax Reform
Act, the Revenue Act of 1978 has provided that annuities paid from an
individual retirement account (IRA) created for a nonworking spouse will
qualify for an estate tax exclusion." It had previously been unclear whether
the exclusion applied only to a working spouse's IRA or to the accounts of
both spouses. The new Act in effect gives equal treatment to both the
working and nonworking spouse's individual retirement annuities.
The TRA also allowed a working spouse to make limited contributions
to an individual retirement account for the benefit of his or her nonworking
spouse. 7 While the law required that the benefits of such accounts not be
enjoyed until the recipient reached at least age fifty-nine and one-half, it
was not clear whether such contributions to a spouse's account would be
considered a gift of a future interest and therefore be ineligible for the
$3,000 annual gift tax exclusion. The Revenue Act has provided a definitive answer to this question by stating that such contributions to a SIRA
will be considered present interest gifts and therefore subject to the annual
exclusion. 58
B.

Qualified Plans

The Tax Reform Act of 1976 forced estate planners to determine from
time to time whether income tax savings resulting from a lump sum distribution of benefits from a decedent's qualified pension or profit sharing
plan might outweigh the loss of the estate tax exclusion for those benefits.
This was especially important given the incidence of the tax burden on the
beneficiaries of the trust if they are not also the residual beneficiaries
under the decedent's will. Section 2039 of the Code provides that a lump
sum distribution from a qualified plan, as defined in §402(c) (4), is not
56.
57.
58.

Rev. Act §702(j) (1) (amending I.R.C. §2039(e)).
This type of an account is popularly referred to as a "SIRA."
Rev. Act §7020) (2) (adding I.R.C. §2503(d)).
I
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eligible for the estate tax qualified plan exclusion; however, from the income tax standpoint, it does qualify for the benefits of capital gains taxation and ten-year averaging under §402.
The 1978 Act effectively eliminated this difficult choice by providing
that benefits eligible for treatment as a lump-sum distribution can be
excluded from estate taxation if one elects irrevocably to subject the lump
sum distribution to income taxes under §402(a), although capital gain
treatment will not be available. 9 Ten-year income tax averaging also appears not to be available under the Revenue Act. 0
At the least, this option allows knowledgeable estate planners to take
advantage of more flexible post-mortem planning involving these benefits.
A beneficiary will normally elect favorable income tax treatment through
a lump sum distribution if he does not bear any of the estate tax burden.
If the estate tax is a factor, however, the beneficiary and executor must
carefully consider the elections with respect to payment from a qualified
plan, as well as the new election under §2039, and must closely review the
effect of each election on the income and estate tax liabilities of the parties
and estate involved. This amendment applies to the estates of decedents
dying after 1978.
VII.

VOTING RIGHTS IN STOCK

Generally, a decedent who previously transferred property to another
shall have the property included in his or her taxable estate under Code
§2036 if he or she retained possession or enjoyment of the property, or the
right to designate persons who shall possess or enjoy the property. In
1
Byrum v. United States,"
however, lifetime transfers by a grantor of corporate stock in which he or she retains voting rights was found not to render
the property transferred includable in the gross estate of the decedent.
Congress has never been very pleased with the Byrum decision, and the
Tax Reform Act specifically rejected the holding in the case." In order to
clarify whether this inclusionary rule would apply if a corporation whose
stock was transferred was not controlled by the grantor, or if an indirect
retention of voting rights occurred, the Revenue Act limited the "antiByrum" rules by providing that the only transfers subject to the inclusionary rule are those of stock in controlled corporations in which the decedent
or his relatives owned twenty percent or more.6 3 The Act also spelled out
when indirect transfers will result in inclusion in the gross estate. The
Committee Report pointed out that indirect transfers would include both
59. Rev. Act §142 (amending 26 U.S.C.A. §2039(c) (1954) and adding I.R.C. §2039(f)).
60. See the heading to I.R.C. §2039(f) (2) and the Senate Committee Report on Revenue
Act §§141-143.
61. 408 U.S. 125 (1972).
62. TRA §2009(a) (4) (1) (amending I.R.C. §2036).
63. Rev. Act §702(i) (amending I.R.C. §2036).
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the sale of voting stock to a trust created by the transferor and of which
he is trustee, and reciprocal transfers of stock into a trust. The Report also
stated that a decedent will not be treated as having retained voting rights
merely because the trustee who voted the stock is a relative, unless some
collusive agreement exists with the trustee to vote the stock in accordance
with the decedent's wishes.
In sum, a transferor who has voting control of a company but does not
retain the right to vote the transferred stock, or one who transfers nonvoting stock, will not have the stock included in his estate for estate tax
purposes. Likewise, one who transfers voting stock to an estate and designates a relative as trustee will not trigger estate taxation unless he in fact
retains control by a prearranged plan. It therefore appears possible for an
individual to retain control of his closely held corporation by transferring
stock having a minority voting power to the trust. A properly organized
giving program or recapitalization of the corporation with voting and nonvoting stock might be desirable for one who wishes to retain control but
limit overall exposure to taxation.

VIII.
A.

OTHER GENERAL AMENDMENTS

CharitableSplit Interest Trust

The Tax Reform Act of 1969 placed stricter requirements on the qualification of a charitable remainder or charitable lead trust as a deductible
gift on the estate tax return. 4 Beginning in 1974, however, Congress has
enacted grace periods for amending governing trust instruments in order
for donors to bring charitable trusts within the requirements of the laws.""
The 1976 TRA extended this deadline until December 31, 1977," and the
Revenue Act of 1978 further extended the period for amendments of the
governing instruments to December 31, 1978.7 The last extension applies
only to instruments created before December 31, 1977.
B.

Estate Tax Installment Payments

The Tax Reform Act provided that an estate may elect to defer all
payments of estate taxes for five years, paying only interest at the rate of
four percent per annum during that period, thereafter paying the tax due
the federal government in equal installments over a period of ten years."
Since the rule was designed primarily to help the family-owned farm or
small business enterprise, at least sixty-five percent of the decedent's adjusted gross estate had to consist of an interest in a farm or other closely
64.
65.
66.
67.
68.

Pub. L. 91-172, §201(d) (1) (amending 26 U.S.C.A. §2055 (e)).
Pub. L. 93-483, §3.
TRA §1304(a).
Rev. Act §514(a).
TRA §2004(a), I.R.C. §6166.
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held business for the estate to qualify for the tax payment deferral. "
The 1978 Act has broadened the possible scope of the installment payment provisions by providing that stock or partnership interests held by
the family of the decedent-spouse, brothers and sisters, parents, grandparents, and lineal descendants-will be treated as if held by the decedent."0 In addition, those interests can also be treated as being held by the
decedent in order to meet either the twenty percent capital interest test
for a partnership or the twenty percent value of voting stock test for a
corporation. The executor must elect to have these attribution rules applied for purposes of meeting the twenty percent ownership test.',
These changes will increase the number of estates that can now qualify
for installment tax payments and will especially benefit those businesses
involving large families in more than one generation. In Senate floor discussion, this provision was often referred to as the "Gallo Wine Amendment" in tacit recognition of a California family business interest that
lobbied for its passage.
C.

Section 691(c) Deduction

The Revenue Act amended Code §691(c) in order to provide that the
deduction concerning income in respect of a decedent (IRD) 7which is capital gain must be taken as a reduction of the gain realized. 1
This statutory change overrules a number of cases which held that a
taxpayer could take the §691(c) deduction in whichever way was most
advantageous for the taxpayer, such as after the capital gain deduction.':'
The courts had reasoned that because §691(c) provided that the estate tax
deduction "shall be allowed" but did not specifically state "from what,"
it left some choice for the taxpayer. In rejecting this thinking, Congress let
it be known that the deduction had to be taken from realized gain.
Computations of the deduction under the section were changed by the
1976 Act, although the Revenue Act delayed the effect of the change in
computations until after 1979. The §691(c) deduction must therefore be
calculated under the pre-1976 marginal estate tax rules. In some cases, the
69. A closely held business is defined as:
(1) an interest as a proprietor;
(2) an interest as a partner if the decedent's estate includes 20% of the total capital
interest in the partnership, or the partnership has 15 or fewer partners, or
(3) an interest in a corporation if the decedent's estate includes 20% or more of the voting
stock of the corporation, or the corporation had 15 or fewer shareholders.
70. Rev. Act §512 (adding I.R.C. §6166(b) (2) (D) and (b) (7)).
71. If this election is made, the §6601() provisions allowing for a four percent rate of
interest on a portion of the estate tax are not applicable. The five-year moratorium on the
payment of tax is also not available.
72. See Rev. Act §702(b), I.R.C. §691(c).
73. See, e.g., Quick v. Commissioner, 360 F. Supp. 568 (D. Colo. 1973), aff'd, 503 F. 2d
100 (10th Cir. 1974).
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postponement of the amendment may result in a higher deduction, and
therefore one may wish to file an income tax refund claim.
D.

Executor's Reliance on Gift Tax Returns

Under the 1976 Act, the personal representative of a decedent's estate
had to determine whether the decedent made any gifts during the three
year period preceding death, even if no gift tax returns had been filed. The
executor also had to determine the value of the gifts on the date of the
decedent's death. This administrative burden was significantly eased by
the Revenue Act, at least with respect to transfers made after 1976. Under
new Code §6103(e) (3), an executor may simply request copies of the decedent's gift tax returns from the Internial Revenue Service in order to determine the availability of the unified credit for estate tax purposes. The
Revenue Act has provided that an executor may rely on prior gift tax
returns in calculating cumulative lifetime transfers by a decedent. If he
does so in good faith, he will not be liable for any estate tax deficiency
attributable to adjusted gifts made more than three years prior to the
decedent's death if these gifts are not shown on gift tax returns. This
protection from personal liability does not, however, apply to gifts made
by the decedent within three years of the decedent's death, nor does it
apply if he has personal knowledge of unreported or undervalued gifts."
IX.

THE NINETY-SIXTH CONGRESS

Although the Revenue Act of 1978 has now been signed into law, it will
be several months, perhaps several years, before interpretative regulations
and rulings are issued by the Treasury Department indicating how the
Service intends to apply various sections of the new Act. One should not
anticipate these administrative interpretations too quickly, since I.R.S.
regulations under the 1976 Tax Reform Act are still in the process of being
adopted.
With indubitable certainty, one can predict that the new Congress does
not intend for the 1978 Act to be the last law on the subject of estate and
gift taxes. The Act itself contains a mandate to Congress to take some
action regarding carryover basis by the end of this year. Congress may
amend or repeal carryover basis, or it may do nothing and let the §1023
provisions automatically go into effect in 1981 in the form adopted in the
TRA.
There are five basic alternatives to the implementation of carryover
basis as it is presently devised, all of which are receiving serious consideration by various groups on Capitol Hill.
The first two approaches are rather simple and clearcut. One is to enact
a total repeal of carryover basis and then continue the old §1014 rules
74.

See §702(p) of the Rev. Act (amending I.R.C. §2204).
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requiring a step-up or step-down in basis to the value at the date of a
decedent's death or to the alternative value used in the estate tax return.
The other approach is to postpone again the effective date of the carryover
provisions, and to continue under the old rules until a better course of
action can receive sufficient congressional support.
A *third alternative is to modify §1023 to simplify its record-keeping
provisions and narrow its applicability to estates of the wealthy, who one
may presume will have counsel knowledgeable in handling the complicated
requirements of the statute. Such a "cleaned-up" version of carryover basis
might be accomplished by the following changes:
(a) Developing a single death tax adjustment at the marginal, rather
than average, rate;
(b) Increasing to $175,000 the $60,000 minimum basis threshold which
triggers applicability of §1023;
(c) Eliminating split basis from the fresh-start adjustment by permitting an adjustment for the purposes of determining loss as well as gain (or
by grandfathering assets held on December 26, 1976);
(d) Providing a floor of from twenty-five to fifty percent of the value
of property eligible for "discount-back,"7 5 perhaps with an interest-rate
reduction to six percent;
(e) Providing special rules for improvements to a personal residence;
(f) Increasing the exclusion for personal and household effects from
$10,000 to $25,000; and
(g) Providing for "suspended" basis problems by establishing declaratory judgment procedures and a limitation on basis adjustments in small
audit changes.
The last two possible alternatives to the present basis provisions center
around implementation of a new tax. Under the fourth approach, a personal representative would elect to pay a special "appreciated value" tax
instead of applying carryover basis. The imposition of this additional estate tax on appreciation would require that the basis of assets be determined under the step-up provisions of §1014. This approach is favored by
banking organizations, which have sought an alternative to carryover
basis. They have lobbied for an appreciation-at-death tax of approximately seven percent, subject to an exception for property passing to a
charity. Some legislators are also supporting this measure in a slightly
different form by advocating the application of a graduated tax to the
appreciation at death.
The fifth approach would replace carryover basis with a capital gains tax
at death, an alternative that has the support of Sen. Edward Kennedy.
This approach might prove to be the most complicated to apply.
The Treasury may be expected to continue its steadfast support of car75. That is, one would determine the fair market value of the property at date of death
and then discount back to the date of purchase at a constant percentage rate per year.
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ryover basis, at least publicly, during the next several months, especially
since it contends that twenty billion dollars in untaxed capital gains are
passing out of estates each year under the old step-up in basis rules. Indications are, however, that a compromise will be worked out on the Hill
between the Administration and the many groups seeking repeal of carryover basis. The compromise agreement might either restrict the scope of
carryover basis or design a new tax on appreciated assets held at death.
Besides action with respect to carryover basis, Congress is also considering a number of other substantive amendments to the Code. For example,
the 1978 Act provided no transitional election for estates of decedents
dying after December 31, 1976, but before the October 15, 1978, passage
of the Revenue Act. Since numerous returns were filed applying the carryover basis rules which were then in effect, Congress may be expected to
allow representatives of the estates to elect application of the carryover
basis requirements and thus avoid the necessity of amending the returns."
In addition, what is now known as the Technical Corrections Act of
197911 was introduced in the House as H.R. 2797 and in the Senate as S.B.
614 on March 14, 1979. This legislation has since been referred to the Ways
and Means Committee and the Finance Committee, respectively, in those
two chambers. 77 ' The bill contains at least sixty-three proposed technical
corrections to the Revenue Act. Most of them do not directly affect the area
of estate planning, but at least a few provisions should be noted. For
example, § 101(a) (6) of the bill pertains to the coordination of a deduction
for estate tax attributable to income in respect of a decedent (IRD) and
income tax on lump sum distributions from employee retirement plans. At
present, when a beneficiary receiving a lump sum distribution on account
of the death of an employee elects to be taxed under the ten-year averaging
rules, the distribution will be included in the gross estate of the decedent
and will be subject to an estate tax. The party receiving the distribution,
however, is allowed a separate income deduction for the death taxes attributable to that distribution."8
The Revenue Act provided that this deduction for estate taxes can be
coordinated with the capital gains deduction so that any capital gain
which is IRD will be offset by the estate tax deduction before the capital
gains deduction is calculated. Yet, as was noted in the Joint Committee's
prepared commentary on the Technical Corrections Bill (the Joint Com76. One may presume that this election will work in favor of the decedent's estate, since
the personal representative should be able to elect to file an amended return if a refund could
thereby be obtained and choose not to make the election if it would result in negative tax
benefits. In any event, many executors would have to recalculate the estate tax returns filed
since 1976 to determine whether an amended return should be filed.
77. The bill states that its purpose is "[t]o make technical corrections related to the
Revenue Act of 1978." H.R. 2797, 96th Cong., 1st Sess. (1979).
77.1. The Ways and Means Committee approved H.R. 2797, with certain amendments,
in early June, thus clearing the way for consideration by the full House.
78. See I.R.C. §691(c).
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mittee Report),"9 the 1978 Act failed to provide for the fact that one who
receives a death benefit distribution from a qualified retirement plan may
be able to treat part or all of the distribution as coming under the special
ten-year forward income averaging provisions. The Act thus lacked a rule
which would coordinate the deduction for estate taxes with the ten-year
forward income averaging method. Section 101(a) (6) of the new bill would
provide that the amount of the death tax deduction attributable to a death
benefit distribution would reduce the amount of the deduction subject to
ten-year averaging. This amendment, which would apply to the estates of
decedents dying after the enactment of the bill, would reduce the amount
of the distribution ineligible for the special ten-year averaging formula by
the death tax adjustment.
As to jointly held property, the 1978 Revenue Act permitted the efforts
of a decedent's spouse to be considered in determining the amount of
interest in a jointly held family farm or business which would be included
in the decedent's gross estate.8 Under §511(a) of the 1978 Act, the value
of the gross estate, as discussed above, 8' could be reduced by the adjusted
consideration of the spouse, and by two percent of the excess of the value
of the property over the total adjusted consideration"2 provided by both
husband and wife during each year that the decedent's spouse materially
participated in the farm or business operation in which the property was
used.
It was therefore possible under this formula that less than the decedent's
adjusted consideration, or the portion of the value attributable to the
decedent's adjusted consideration, would be included in the decedent's
gross estate if the total appreciation of the property was less than the
assumed six percent increase in the original consideration. In order to
correct this result, the Technical Corrections Act would provide that the
special rule would not apply if the sum of the adjusted consideration provided by both spouses equals or exceeds the value of the property at the
83
time of the decedent's death.
Other provisions of the Technical Corrections Act which should be
briefly mentioned provide that a distribution prior to 1980 of farm valuation property under §1040, in satisfaction of a pecuniary bequest, would
be effective for estates of a decedent dying after December 31, 1976;1' that
computations of adjusted itemized deductions in cases of estates and trusts
79. Joint Committee on Taxation, Descriptionof H.R. 2797 and S.614: Technical Corrections Act of 1979 at 8 (March 14, 1979).
80. See I.R.C. §2040(c).
81. See text at note 15, supra.
82. The adjusted consideration is the consideration furnished by a spouse plus interest
at six percent per annum from the date the consideration was furnished until the date of the
decedent's death. See note 14, supra.
83. See Technical Corrections Act §105(a) (3) (A) and Joint Committee Report at 25.
84. See Act §105(a) (5) and Joint Committee Report at 25.
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governed by §57(b) (2) (C) of the Code would be modified to provide that
exceptions for certain charitable deductions would apply to all interests in
a trust devoted to purposes for which a charitable deduction is allowed to
the trust; 5 and that the computation of the minimum tax on the preference of adjusted itemized deductions of a trust or estate be clarified so that
deductions allowable in arriving at adjusted gross income will be taken into
account only once.88
X.

SUMMARY

Since it is far from certain What Congress will do this year in connection
with carryover basis and other provisions it enacted under the 1978 Revenue Act, the tax practitioner must stand ready to respond quickly to pending congressional action and to the regulations or rulings which will eventually be promulgated by the Treasury. Whatever decisions are reached in
Washington, it appears clear that the process of advising clients on their
estate, gift and trust needs is becoming increasingly complex as new laws
are passed providing for special treatment of such things as family farms,
closely held corporations, generation-skipping transfers, orphans, disclaimers and property jointly held between spouses. Spurred by the omnipresent concerns of reform and revenue, both the Carter Administration
and the U.S. Congress will be certain to provide us with an ample supply
of further legislation and regulation, later this year or next, as they each
seek to fulfill campaign promises to remove inequities in the tax system
while they somehow balance the federal budget and reduce inflation.
85. See Act §107(a) (1) (A) (amendingI.R.C. §57(b) (2) (C)), and Joint Committee Report
at 27.
86. See Act §104(a) (4) (F) (amending I.R.C. §57(b) (2) (A)), and Joint Committee Report
at 22.

