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Planning for IRD After
Elimination of the State
Death Tax Credit

Income in respect of a decedent may be the asset.subject to the highest tax of all the assets in a
decedent’s estate. A key strategy is being aware of the right to IRD in the lifetime
planning process and taking action to try to minimize the tax.

JONATHAN G. BLATTMACHR AND MITCHELL M. GANS, ATTORNEYS

enerally, the income tax basis,
for federal income tax pur-
poses, of an asset included in
the gross estate of a decedent
(or otherwise passing from the
decedent at death) is equal, under
Section 1014(a), to its estate tax
value (normally equal to the asset’s
fair market value (“FMV?”) on the
date of death or, if it applies, the
FMYV on the alternate valuation
date determined under Section
2032). This change-of-basis rule is
subject to an important exception
for income in respect of a decedent
(“IRD™).1
Virtually every estate will
include the right to IRD. The pri-
mary section of the Tax Code that
deals with IRD is Section 691.
Although this section does not con-
tain a definition or explanation of
the term, guidance is provided in
the Regulations. Reg. 1.691(a)-1(b)
states, in effect, that IRD is gross
income to which the decedent was
entitled at the time of death but
which was not includable in the

decedent’s gross income for any
period prior to death. Because vir-
tually all individuals are cash
method taxpayers and for other
reasons, amounts received after the
death of the decedent are often not
reported on a pre-death return.
Hence, almost all estates include
the right to IRD.

The guidance provided in the
Regulations is often insufficient to
determine what is and what is not
IRD. For example, inherent gain in
most property (such as apprecia-
tion in publicly traded securities)
is not IRD even though the dece-
dent during lifetime could have cap-
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tured the profit at any time just
by placing an order to sell the stock.
On the other hand, certain income
that the decedent could never have
collected (that is, he or she was
never going to become entitled to
it) no matter how long he or she
lived is IRD.2

In fact, reference to case law and
Revenue Rulings is frequently nec-
essary to determine if an asset rep-
resents the right to IRD. Common
examples of IRD are accrued inter-
est,® declared but unpaid divi-
dends,* inherent capital gain in
assets sold the gain on which is
being reported under the install-
ment method under Section 453,5
and deferred compensation,®
including Section 401 (retirement)
plans, individual retirement
accounts (“IRAs”), and compen-
sation stock options.”

IRD is taxed when collected after
death or, in some cases, when dis-
posed of after death, such as using
the right to IRD to fund a pecuniary
(fixed sum of money) bequest.
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EXHIBIT 1

i Income Tax

 Pre-2002: State Death Tax Equ

”raxatfle ihcome collected before death
Federal income tak.rate
Pre-death income tax*

income tax paid {or § 2058
deduction taKer if not paid by dé‘ath)
State estate tax rate
State estate tax

Federal estate tax {net of § 2011 credit)
Totat taxes

Net to inheritor

Post-Death Collection of IRD

Increase in taxable estate on
acct, of right to IRD

State éstate tax rate

State estate tax

Federal estate tax rate (net
of § 2011 credit)

Federal estate tax net (net of
§ 2011*credit)

Amount of IRD included.in gross income

Deduction allowed under
§ 691{c) (net fed. est. tax)

Net taxable IRD

Federal income tax rate

Federal income tax

Total taxes,

Net to inheritor

Advantagé (Disadvantage) to Pre-Death
Collection’of What Would Be IRD

Increase in taxable edtate aftet pre-death

Federal estate tax rate (net of § 2011 credity -39

"

. $680,600

X.16

s . 50 i
“ $1,000,000
. $160,000
39
$390,000
$1,000,000
—$390.000
$610,000
# * - $218.500

$350,000

$202,500
$1,000,000
763,500 : A
$256,500
56,00

A type of douhle taxation

The right to the IRD may be sub-
ject to federal (and, perhaps, state)
estate tax. Furthermore, the IRD
itself may be subject to federal (and,
perhaps, state and/or local) income
tax when collected or disposed of.
In other words, it has to run the
gauntlet of two tax regimes. It
seems that the value of the right
to IRD is not discounted for fed-

eral estate tax purposes for the
inherent income tax liability

embedded in the assets.8 Nor is a
deduction allowed under Section

1 See Section 1014(c)

2 See, e.g., Estate of O'Daniel, 173 F.2d 966,
37 AFTR 1249 (CA-2, 1949) (survivor bene-
fits paid by the decedent’s employer).

3 See, e.g., Rev. Rul. 76-153, 1976-1 CB 180.

4 Rev. Rul. 64-308, 1964-2 CB 1786; see also
Estate of Cartwright, TCM 1996-286.

5 Section 691(a)(4); cf. Sun First Nat'l Bank of
Orlando, 607 F.2d 1347, 44 AFTR2d 79-5863
(Ct. Cl., 1979).

6 Hess, 271 F.2d 104, 4 AFTR2d 5638 (CA-3,

1959)

Ltr. Rul. 200012076 Neither a private letter
ruling nor a technical advice memorandum
may be cited or used as precedent. Section
6110(k}3).

See, e.g , Estate of Smith, 300 F Supp. 2d
474, 93 AFTR2d 2004-556 (DC Tex., 2004),
aff’'d 391 F.3d 621, 94 AFTR2d 2004-6891
(CA-5, 2004), Estate of Kahn, 125 TC No. 11
(2008). For a discussion of Estate of Kahn,
see “Current Tax Developments,” p. 35, this
issue.

~

3

ESTATE PLANNING

MARCH 2008 VvOL 33/ NO 8

g



20353 for federal estate tax purposes
for the income tax paid on the
IRD.®

However, an income tax deduc-
tion is permitted under Section
691(c) for the net federal estate tax
paid on the right to the IRD. As
indicated, no deduction is permit-
ted for any state (or foreign) estate
tax paid on the right. The effect
of the Section 691(c) deduction is
to reduce the impact or cost of the
federal estate tax. In effect, the
deduction compensates for the Tax

e e ey
9 /d.

Code’s failure to permit an estate
tax deduction for the income tax
liability that the IRD will generate.

The impact of state death tax on
the income taxation of IRD

Prior to 2002, all states imposed
a state death tax at least equal to
the state death tax credit permit-
ted, dollar for dollar, against the
federal estate tax under Section
2011. Under the Economic Growth
and Tax Relief Reconciliation Act
of 2001 (“EGTRRA?), the state
death tax credit was eliminated and
replaced with a deduction.

Prior to EGTRRA, that portion
of the federal estate tax that was
reduced by the state death tax cred-
it (and paid to one or more states
and not to the federal government)
was not allowed as part of the
deduction under Section 691(c).
That is, the deduction was com-
puted with reference to the net fed-
eral estate tax (i.e., net of the cred-
it permitted for the state death tax).
Consequently, there was “over-tax-
ation” with respect to IRD: full
state death taxation and full fed-
eral {and, perhaps, state and local)
income taxation was imposed on

MARCH 2006 VvOL 33/ NO 3
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the IRD. In other words, the Sec-
tion 691(c) deduction did not take
into account the impact of the state
death tax.

Nevertheless, if the income that
would represent IRD were col-
lected prior to death and, as a
result, taxed to the decedent, then
over-taxation would be avoided, as
illustrated by Exhibit 1. The rea-
son is that all income tax (federal,
state, and local) paid before, or
payable at the time of, the dece-
dent’s death would have the effect
of reducing the decedent’s taxable
estate for state (as well as federal)
estate tax purposes.

Thus, it was often preferable for
the income to be collected prior
to death. But now, and under cur-
rent law until at least 2011, the
state death tax credit has been total-
ly eliminated and replaced with an
unlimited estate tax deduction
under Section 2058 for state death
tax paid. (The federal estate tax,
under current law, will be repealed
for estates of persons dying in 2010;
the full complement of federal
estate tax provisions as they exist-
ed prior to EGTRRA, including
restoration of the state death tax
credit and the elimination of the
deduction for state death tax paid,

will be restored with respect to
estates of persons dying after 2010.)
That raises the question of whether
the elimination of the state death
tax credit or the allowance of the
estate tax deduction for state death
tax paid changes planning with
respect to an asset that would rep-
resent the right to IRD.

Impact of elimination of state
death tax credit

If there is no state death tax, this
kind of over-taxation cannot occur
and, therefore, there will not be any
advantage in collecting IRD income
prior to death if all other factors

m
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are equal, as is illustrated by Exhib-
it 2. Prior to EGTRRA, over-tax-
ation did not always occur. Even
though all states prior to 2002
imposed a state death tax at least
equal to the state death tax credit,
no state death tax could be imposed
if the decedent was not domiciled
in any state at the time of death.

For example, the decedent at
death might have been a U.S. citi-
zen but domiciled outside the U.S.
or in one of its territories, and might
have owned no real or tangible per-
sonal property in one or more of
the states. (A state may impose its
death tax on real and tangible per-
sonal property actually situated
there even if the owner at death is
domiciled elsewhere.) In such a
case, there would have been no
state death tax imposed, and, there-
fore, no need to collect the IRD
before death in order to avoid over-
taxation, provided all other factors
(such as the rate of income taxa-
tion on the income whether col-
lected before or after death) were
the same.

In other words, if no state death
tax is imposed, which is the case

now for a majority of states, the
advantage illustrated by Exhibit
1 inherent in the pre-death col-
lection of IRD disappears,
although as indicated and as is dis-
cussed below other factors may
suggest pre-death collection nev-
ertheless may be advantageous in
some cases. Again, the lack of that
advantage is illustrated by Exhib-
it 2. Hence, if all other things
are equal (and they certainly may
not be), there is no advantage in
pre-death collection of IRD. In
fact, pre-death collection may
have the effect of accelerating
income and, as a consequence, tax
liability—resulting in a potential
“time use of money” disadvan-
tage.

Independent state death tax

Several states (such as New York)
impose a state death tax even
though no portion of that tax is
creditable against the federal estate
tax. Under Section 691(c), no por-
tion of the state death tax is
deductible for federal income tax
purposes. Accordingly, the full cost
of state death taxation on the right

to IRD (i.e., the over-taxation dis-
cussed above) continues in effect.
And that is the case even though
the state death tax is deductible for
federal estate tax purposes without
limit under Section 2058. (See
Exhibit 3.) As Exhibit 3 illustrates,
the person who succeeds to the
right to the IRD suffers two detri-
ments: higher overall death taxa-
tion (because no portion of the state
death tax is creditable) and no
income tax deduction for the state
death tax paid. Therefore, overall
taxes on the right to IRD often will
increase during the time that the
state death tax is not creditable (but
only deductible for federal estate
tax purposes).

As illustrated by Exhibit 3, a per-
son succeeding to what would be
the right to IRD nets less than what
he or she would succeed to if there
were no state death tax, as illus-
trated in Exhibit 2, because of the
extra state death tax. That, of
course, is true even with respect
to assets whose bases are equal to
their estate tax values under Sec-
tion 1014(a). And, in the case of
IRD, while a shift to a deduction
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| EXHIBIT 4 |
@ Impact of State Estate Tax (and § 2058 Deduction Federal Only) but No Extra

State (or Local) Income Tax
q Pre-Death Collection of Income That Would Be IRD $1,000,000

Taxable income collected before death $1,000,000

Federal income tax rate X.35

Pre-death income tax $350,000

Increasé in state taxable estate after
pre-death income tax paid (or § 2058

| . deduction taken if not paid by death) $650,000 {
; State estate tax rate x.16
d State estate tax on this net income $104,000

In¢crease in taxable estate after
pre-death income tax paid (or

§ 2053 deduction taken if not i
paid by death) $650,000 ,
Increase in federal gross estate h
after pre-death income tax .
§ 2058 deduction for state ¥
estate tax - $104.000 4
Increase in federal taxable estate |
on pre-death income $546,000 ’
Federal estate tax rate X.45
Federal estate tax on this
pre-death income $245,700
Total federal income and estate taxes 699.70
Net to inheritor $300,300 i
Post-Death Collection of IRD $1,000,000 i
i
Increase in state taxable estate on 1
acct, of right to IRD $1,000,000 ,.
State estate tax rate x.16 :
State estate tax on right to IRD $160,000 :
Increase in federal gross ;
estate on acct. of right to IRD $1,000,000 |
§ 2058 deduction for state estate tax - $160.000 i
Increase in federal taxable estate
oh acct. of right to IRD $840,000
Federal estate tax rate x.45
Federal estate tax on the right to IRD $378,000
Amount’of |RD included in gross
income $1,000,000
Deduction aliowed under
§ 691(c) (net fed. est. tax) - $378,000
Net taxable IRD $622,000
Federal income tax rate x.35
Federal income tax $217.700 ]
Total federal estate and income taxes 755.7 ]
, i
‘Net to inheritor 44,300 4
|

Advantage (Disadvantage) to Pre-Death v )
Collection of What Would Be IRD 56.0

M
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EXHIBIT 5,
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Impact of State Estate Tax (and § 2058 Deduction Federal and State) but No
Extra State (or Local) Income Tax

Pre-Death-Collection of Income That Would Be IRD

Taxable income collected before death
Federal income tax rate
Pre-death income tax

Increase In state gross estate after
pre-death income tax paid {or § 2053
deduction taken if not paid by death)

§ 2058 deduction for state estate tax

State taxable estate

State estate tax rate

State estate tax on this net income.

Increase in taxable estate after
pre-death income tax paid (or § 2053
deduction taken if not paid by death)
§ 2058 deduction for:state estate tax
increase in federal taxable estate
on pretdeath income
Federal estate tax rate
Federal estate tax on this pre-death income

Total federal income and estate taxes
Net to inheritor
Post-Death Collection of IRD

Increase in state gross estate on
acct. of right to [RD

§ 2058 deduction for state estate tax

State taxable estate

State estale tax rate

Staté estate tax on this net income

Increase in federal gross estate
on acct. of right to IRD
§ 2058 deduction for state estate tax
Increase in federal taxable estate
on.acct. of rig@ht to IRD
Federal estate tax rate
Federal éstate fax on the right to IRD

Amount of gross IRD included in
gross income

Deduction allowed under § 691(c)
{net fed. est. tax)

Net taxable IRD

Federal income tax rate

Federal income tax

k-

Total federal estate and income taxes

Net to inheritor @

' Advantage (Disadvantage) to Pre-Death

Collection of What Would Be IRD

$1,000,00
x.35

$650,000
- $89.655
$560,345
X186

$650,000
- $89.655

$560,345
x.45

$1,000,000
- $137.931
$862,069
X.16

$1,000,000

-$137,931

$862,069
x.45

$1,000,000

- $387.931
$612,069
X.35

$308,190

$1,000,000
$350,000
$89,655
$252,155

$691,810

$1,000,000
$137,931
$387,931
214,224

740,08

5259.914

$48.276

b G 2b
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EXHIBIT 6
Impact of State Estate Tax (and § 2058 Deduction Federal Only) and Extra State
{or Local) Income Tax

Pre-Death Collection of Income That Would Be IRD $1,000,000
Taxable incomg collected before death $1,000,000

Combined federal and state income tax rate x.45

Pre-death income tax $450,000

Increase in state taxable estate
after pre-death income tax
paid {or § 2053 deduction taken

if not paid by death) $550,000
State estate tax rate x.16
State estate tax on this net income $88,000

Increase in federal gross estate
after pre-death income tax paid
(or § 2053 deduction taken if not

paid by death) $550,000
§ 2058 deduction
for state estate tax - $88.00
Increase in federal taxable estate
on pre-death income $462,000
Federal estate tax rate X.45
Federal estate tax on this pre-death income $207.900
Total federal income and estate taxes $745.900
" Netto inhetitor $254,100
Post-Death Collection of IRD 1,000,000
Increase in state taxable estate
on acct. of right'to IRD $1,000,000
State estate tax rate %x.16
State estate tax on this net income $160,000
Increase in federal gross estate on
acct. of right to IRD $1,000,000
§ 2058 deduction for state estate tax - $160,000
Increase in federal taxable estate on
acct. of right to IRD $840,000
Federal-estate tax rate x.45
Federal estate tax on the right to IRD $378,000

Amount of gross IRD included in
gross income $1,000,000
Deduction allowed tinder § 691(c)
(net fed. est. tax) -$378.000
Net taxable IRD $622,000
Combined federal and state income
tax rate X:45
Federal and state income tax b2 00

Total federal estate and income taxes $817.900
Net to inheritor $182.100

Advantage (Disadvantage) to Pre-Death
Collection of What Would Be IRD $72.000

L R e B e e e e e e e
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under Section 2058 away from the
Section 2011 credit may ameliorate
over-taxation somewhat (in that it
converts state estate tax liability
into federal estate tax liability), the
advantage of pre-death collection
may continue. For example, in the
illustration in Exhibit 4, there is a
$56,000 advantage to pre-death
collection of the income. That
advantage is attributable to the
denial of the state death tax as a
Section 691{c) deduction [$160,000
(state estate tax) X .35 (federal
income tax rate) = $56,000].

In other words, Exhibit 4 illus-
trates that there may continue to be
an advantage to pre-death collec-
tion of the income that would be
IRD when the state imposes a death
tax, all other factors being equal.
Exhibit 5 demonstrates the same
advantage even if the state death tax
is deductible not only for federal but
for state death tax purposes as well.

No change in advantage where
state income tax is imposed

The potential advantage of pre-
death collection while the state

death tax is deductible applies also,
all other factors being equal, where
a state {or local) income tax is paid.
(See Exhibit 6.) Nevertheless, as
discussed below, pre-death and
post-death income taxation factors
may suggest post-death collection
may be preferable in some cases.

Other factors may re-enforce on
change the advantage of pre-
death collection of the income

Despite the fact that there may be
an advantage to the pre-death col-
lection of income that would be
IRD, other factors need to be con-
sidered. Some of these may re-
enforce that pre-death collection is
preferable. Other factors may sug-
gest the collection after death is
better.

As mentioned above, pre-death
collection of income that would be
IRD likely means earlier payment
of tax, meaning that (if all other
things are equal) waiting until after
death to collect the income (as IRD)
may provide a “time use of money”
advantage. That could be the result
in Exhibit 2, but that is not neces-

sarily the case. For example, sup-
pose that a person collects the
income during lifetime in January
2006 and dies later that month. The
income tax on that income might
not be payable until 4/15/07. If the
taxpayer did not collect the income
before death and the estate col-
lected it in February 2006 and
chose a February tax year, the
income tax on the income would
be due on 6/15/06.

Pre-death collection of income
forecloses postponing the collection
of what would be IRD, such as with
an IRA where the inheritor (that is,
the successor beneficiary) may
“spread” payments over lifetime.
Accordingly, waiting until after
death to collect the income (as IRD)
may provide a very significant “time
use of money” advantage.

Post-death collection of income
may avoid state and/or local income
tax because the income is collect-
ed by (or deemed distributed as dis-
tributable net income (“DNI”) to)
a taxpayer who is in a lower income
tax bracket than the decedent
would have been in if the income

For nearly 100 years, The Guild
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multidisabled persons of all ages,
races, creeds and nationalities. ¢
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had been collected before death.
For example, a New Yorker may
structure his or her estate plan so
that income collected after death
(unless it represents New York-
source income) is not subject to
New York income tax. Under New
York Tax Law section 6035, a trust
created by a New Yorker is not sub-
ject to New York State or City
income tax if, among other condi-
tions, no New Yorker is a trustee.
The New Yorker may arrange for
post-death income collections of
IRD to be reportable by such a trust
either by assigning the right to the
IRD to a revocable trust prior to
death or by having the executor
of the New Yorker’s will distribute
the IRD, if it constitutes DNI with-
in the meaning of IRC Section
643(a), to such a trust.

Alternatively, the IRD (if it con-
stitutes DNI) could be distributed
to a beneficiary who is not a New
Yorker, resulting in the avoidance
of New York income tax as long as
the IRD does not represent New
York-source income (which is tax-
able by New York even to a non-
New Yorker). Not collecting the
income prior to death may provide
an opportunity—if the IRD is
payable to a trust—to convert what
would be “ordinary” income IRD
into long-term capital gain income.10

Pre-death collection may result
in higher adjusted gross income
(“AGI”), which may affect the
decedent’s deductions (such as for
charitable contributions under IRC
Section 170(c) and medical expens-
es under Section 213), and may
affect whether the decedent is sub-
ject to the alternative minimum tax
under Section 55.

The reduction in the Section
691(c) deduction by reason of IRC
Section 68 needs to be carefully con-
sidered in planning. Section 68 dis-
allows certain itemized deductions
(but never more than 80% of such
deductions), including the Section

ESTATE PLANNING

691(c) deduction, equal to 3% of
the amount by which the taxpayer’s
AGI for the year exceeds $100,000
(this amount has been and will con-
tinue to be adjusted for cost of liv-
ing).1 If the income is collected prior
to death, more of the taxpayer’s
itemized deductions may be disal-
lowed under Section 68 by reason
of the increased income. The same
may happen with respect to post-
death collection of the IRD: the AGI
of the person required to include the
IRD in gross income is increased,
resulting in a similar disallowance
of itemized deductions. It should be
emphasized that the Section 691(c)
deduction is an itemized deduction
for this purpose. (See Exhibit 3 for
an illustration of the potential
impact of Section 68 with respect to
post-death collection of the IRD.)

Nevertheless, post-death col-
lection does offer a potential
advantage with respect to Sec-
tion 68: under Section 68(e), Sec-
tion 68 does not apply to a dece-
dent’s estate or to a trust. Hence,
by arranging for the IRD to be col-
lected by the estate or a trust, the
loss of the allowance of the Sec-
tion 691(c) deduction by reason
of Section 68 may be avoided,
unless the IRD constitutes DNI
and is distributed out to a benefi-
ciary who is an individual. This
latter point is important to con-
sider with respect to retirement
plan (including IRA) distributions.
Although a trust may be a recipi-
ent of such distributions, and in
some cases with the same long-
term payout options available to
distributions to individuals, the
amount collected (which may rep-
resent IRD) may be distributed
currently to an individual benefi-
ciary of the trust.12

Income tax on pre-death collec-
tion of income may result in a
reduced marginal estate tax brack-
et. This may provide an advan-
tage to pre-death collection of the

income. For example, assume a
decedent’s estate includes the right
to IRD in the amount of $1 million.
Based on the decedent’s adjusted
taxable gifts and other assets that
will comprise his or her taxable
estate, the first $650,000 of the
right to IRD will be subject to an
estate tax rate of 43% and the last
$350,000 of the right to IRD will
be subject to an estate tax rate of
45%. By collecting the income prior
to death, and assuming it will be
subject to income tax of 35%, only
$650,000 of the $1 million that
would have represented the right
to IRD will be subjected to estate
tax and at a rate of 43% only.

The hottom line

Planning for IRD may be compli-
cated. IRD may be the asset sub-
ject to the highest tax of all assets

‘included in the decedent’s estate. A

key is being aware of the right to
IRD in the lifetime planning process
and taking action to try to minimize
the tax. Often, but not always, pre-
death collection of the income will
accomplish that. Running the num-
bers usually will be critically impor-
tant. Whether state death tax will
be creditable against the estate’s fed-
eral estate tax or only deductible for
federal estate tax purposes, no part
of the state death tax may be taken
into account for purposes of com-
puting the Section 691(c) deduction,
which means there is no offset or
reduction in the cost of state death
tax as there is for the federal estate
tax on the right to IRD. W

10 Not collecting the income prior to death may
provide an opportunity—if the IRD is payable
to a trust—to convert what would be “ordi-
nary” income IRD into long-term capital gain
income. See Jones, “Trading on Interests in
Trusts Holding Unrealized IRD,” Tax Notes
211 (4/11/05).
in 2006, the amount of the disallowance is
equal to 2% of the excess (in other words, the
amount disaliowed is equal to two-thirds of
the amount disallowed in prior years). See
Section 68(f).
12 See, generally, Choate, Life and Death Plan-
ning for Retirement Benefits (5th ed. 2003),
chapter 6 2
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