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A Message from the Section Chair

Watching the news
reports out of San Diego
following the Fall confer-
ence reinforces our under-
standing that life is full of
striking contrasts. Seeing
the devastation wrought by
the wildfires after having
spent several days enjoying
the sights and sounds of the
Hotel del Coronado, Balboa
Park, the USS Midway and
Greater San Diego helps us
to put everything into per-
spective. Needless to say, our thoughts and prayers are
with all of those affected by those events.

Philip L. Burke

On a lighter note, by all accounts it appears that
the Fall program in San Diego was a great success. Our
thanks again go out to Linda Wank and Carl Baker,
the Co-Chairs, to Ilene Cooper and Joe La Ferlita, the
coursebook editors, and to all the speakers who made
the topics so interesting. An event requiring special
mention was the tour of the USS Midway and the fact
that our former Chair, Mike Zuckerman, served aboard
the Midway “back in the day.” It was especially enjoy-
able to be in the tour group along with Mike and expe-
rience his first trip back onboard.

With regard to more substantive matters, I urge
you to go to the New York State Bar Association Web
site (www.nysba.org) and to the Trusts and Estates
Law Section page. There you will find a link to
“Pending Legislation” which can bring you up-to-date
on the status of various bills, as well as those that have
been passed and signed into law by the Governor.

Plans are underway for the Trusts and Estates
Law Section Program at the Annual Meeting in New
York City, which will be held on January 30, 2008. The
Program will focus on non-tax considerations in draft-
ing Wills and Trust documents. Joe Samulski, at the
Bank of New York, has graciously agreed to chair this
program. Please mark your calendars and more infor-
mation will be forthcoming.

As this will be my last Message as Section Chair,
I would like to thank all of you who have helped to
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make this a tremendous experience, especially those of
you who serve on the Executive Committee and on the
substantive committees. Your efforts in improving this
area of law for all practitioners are deeply appreciated.
All one has to do is look at the new legislation on the
Web site to see the results of your efforts. But it is more
than that. Your willingness to speak at CLE programs,
mentor younger attorneys, attend functions on behalf
of the Section and other activities prove to our col-
leagues and to the public at large that members of this
Section are true leaders, not only in the State and local
Bar Associations, but in the community as well.

I'have also had the opportunity to learn about
other non-professional activities that many of you are
involved in. Knowing that we all take time away from
the office to give back to the community is heartwarm-
ing. The charitable endeavors and public good that you
involve yourself in are as varied as our membership.

EMPIRE

VALUATION (CONSULTANTS

One of our members was unable to make the meeting
in San Diego because he was accompanying a group
from his church on a mission to West Africa. Another
was unable to attend due to obligations with elderly
parents. I have also learned that many of our members
volunteer with local food kitchens, homeless shelters,
helping the immigrant population and other causes.
We don't see this type of “lawyer activity” on the front
page of the paper, although it deserves recognition. To
say that I am proud to be associated with this group of
people would be a drastic understatement. Keep up the
good work!

I hope to see you at the January Meeting.

Philip L. Burke, Chair
Trusts and Estates Law Section
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Dangers Lurk for Providers of Professional Services to
Fiduciaries, Even After They Have Been Paid in Full

By Stephen Hochhauser

I Introduction

If you think you are home free when you receive a
check from a fiduciary in full payment of your bill for
services to an estate or trust, you are mistaken. There
are dangers lurking in the SCPA that practitioners
should know about. This is especially true where it has
been many years since the services were rendered and
payment was received, and the practitioners who per-
formed the services may be dead, retired or otherwise
incapable of assisting in the preparation of an affidavit
of services.

Unless or until the Surrogate has entered a decree
approving the fees, the providers of services face a risk
that the fees might not be approved, and that a refund
of some or all of the fees may have to be made. Even if
the fiduciary and all the beneficiaries do not protest the
fee, the Surrogate, sua sponte, can examine the matter
and rule against the provider.!

Modest estates with modest expenditures for pro-
fessional services are not likely to be bothered either by
the Surrogate or by the beneficiaries. But, when a fidu-
ciary accounts for a substantial estate or trust,? and lists
substantial legal or other professional fees that have
been approved and paid, the provider may have to de-
fend the fees whether or not the beneficiaries object.

When a judicial accounting is filed, professional
providers of services to the fiduciaries can be required
to submit affidavits that justify the fees they received
from estates or trusts.? The only statutory time limit on
judicial accountings is that they may not be rendered
less than a year from the date of a decree judicially set-
tling a prior accounting.* Guardians appointed under
Article 81 of the Mental Hygiene Law must submit
annual reports.® Final accounts for decedents’ estates
typically span only a few years from the date of death
until the estate is distributed, although in cases where
litigation or tax proceedings prolong the administration
of the estate, the account may span many years.

However, in the case of trusts which can last as
long as permitted under the rule against perpetuities,®
the costs and expenses of preparing accountings in
judicial format militate against rendering frequent ju-
dicial accountings. Therefore, voluntary intermediate
accountings are not normally filed until the occurrence
of an event that warrants an accounting, such as the
death or resignation of a trustee, or the death of one
of several beneficiaries. Thus, a trustee’s account may
span several decades.”

In view of Stortecky (supra note 1) and Lafferty
(supra note 1) informal accountings may not serve to
protect either fiduciaries or professional providers of
services from a subsequent review by the Surrogate of
the fairness or reasonableness of their fees. Moreover,
since the release provided with informal accountings is
only as good as the accounting itself,? the release may
not serve to protect the fiduciary or the provider if the
informal account does not include an affidavit of pro-
fessional services that provides the beneficiaries with
the information they need to evaluate the fees shown
as administration expenses.’

Where the services were performed many years
prior to the accounting proceeding, some or all of
the providers’ time records and files may have been
purged or otherwise lost or destroyed, and there may
not be any witnesses with personal knowledge who
can explain and justify the services that were rendered.
In such a case, if a beneficiary or the Surrogate, sua
sponte, objects to the fees, and the providers are unable
to present adequate evidence to justify what they re-
ceived, the fiduciary may be in jeopardy of a surcharge,
and the service provider may be in jeopardy of a decree
directing a refund.!®

This article will discuss the scope of the Surrogate’s
right to review and approve professional fees, and, in
particular, the problems faced by providers whose ser-
vices were rendered during an accounting period that
spans a decade or more.

Il. The Surrogate’s Right to Review and
Approve Professional Fees

Under SCPA 2110(1) the Surrogates have been
given express statutory authority to fix and determine
attorneys’ fees for services rendered to fiduciaries or
other parties interested in the estate, including benefi-
ciaries.!! SCPA 2110(2) permits the attorney, the fidu-
ciary or an interested party to initiate the proceeding.

There is no special statutory authority permitting
the initiation of a proceeding by accountants or other
non-attorney providers of services to trusts and estates
to fix and determine their fees. Indeed, an attempt by
an executor to fix and determine an accountant’s fees
under SCPA 2110 was dismissed by the Nassau County
Surrogate’s Court for want of statutory authority.!?

However, accountants or other providers of pro-
fessional services who have not been paid can bring
an action in Supreme Court or initiate proceedings as
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creditors to compel payment of their fees.!®> Otherwise,
non-attorney providers of professional services have
to wait until an accounting proceeding is filed by the
fiduciaries pursuant to Article 22 of the SCPA before
they can have their fees reviewed and approved by
the Surrogate. In 1994, a New York County Surrogate
held that even though a will expressly authorized the
engagement of a particular accountant, where the ag-
gregate of the attorneys” and accountants’ fees was de-
termined to have been unreasonable, approval of part
of the accountant’s fee was denied.*

Fiduciary accountings can be instituted voluntarily
by the fiduciary under SCPA 2210. Fiduciaries can also
be compelled to account under SCPA 2205(2) by any
one or more of a host of specified individuals, namely:
creditors; any interested party; public administrators; a
person on behalf of an after-born infant who claims an
interest in the estate; the estate of a deceased fiduciary;
the surety of a fiduciary required to account; a succes-
sor fiduciary or remaining fiduciary after the prede-
cessor fiduciary’s letters have revoked; co-fiduciaries
who have petitioned for the settlement of their own
accounts; or by the Attorney General if any part of the
estate may escheat to the state.

Judicial accountings are comprehensive. They set
forth all of the estate’s or trust’s financial transactions,
including the payments to all providers of professional
services. The petition requests a decree approving all
of the acts of the accounting fiduciary, including the
fees paid to those providers. If the fiduciary has used
estate or trust funds to pay substantial fees to an ac-
countant, the dates of payments and the amounts paid
will be listed as administration expenses in the ac-
counting, and the petition and citation seeking court
approval of the accounting can and should identify and
cite the providers of the services and expressly request
that the Surrogate approve those payments. Indeed,
some Surrogates will refuse to entertain a fiduciary’s
petition to settle its account unless the petition and
citation name the providers, request that their fees be
approved and attach affidavits of services that conform
to § 207.45 of the Uniform Rules—Surrogate’s Court (22
N.Y.C.R.R. § 207.45).15

The fiduciary’s failure to cite the service providers
will leave the court with no choice other than to sur-
charge the fiduciary if the fees paid are found to have
been unreasonable and excessive.!®

Thus, unless the estate or trust and the professional
fees are relatively small, the attorneys and accountants
or their firms who received the fees will be cited and
required to file affidavits of services even if many years
have elapsed since the services were rendered and
payment was made in full. If the service providers no
longer have the files and documents that they need in
order to support approval of the fees, they are at risk of

being directed to refund the fees, and the fiduciary is at
risk of being surcharged.!”

Under SCPA 2110(3), the Surrogate has the express
right to direct attorneys to refund amounts paid that
are found to be excessive. Article 22 of the SCPA does
not contain such express authorizations to direct the re-
fund of unreasonable or excessive accountant or other
professional fees. However, under EPTL 11-1.1(b)(22),
the fiduciary is authorized to pay only “reasonable and
proper expenses of administration,” and implicit in the
Surrogate’s power to approve the fiduciary’s account
is the right to review those expenditures. Thus, not-
withstanding the absence of an express authorization,
courts have directed accountants to refund fees that
were found to have been excessive or of no value to the
estate.!® Other courts have held that they have broad
powers including the power and authority to enter a
decree directing refunds to the estate or trust.!”

The Surrogate’s right to review professional ser-
vices is without regard to the existence of retainer
agreements and without regard to the consent of the
fiduciaries and beneficiaries.?’ Moreover, there is an
implied covenant in all professional agreements with
fiduciaries that the fees be reasonable and fair.?! If the
professional fees paid by an estate or trust are found to
have been unfair or unreasonable, the Surrogate either
compels a refund from the provider or simply sur-
charges the fiduciary without compelling a refund.?

The authority of the Surrogate to disregard re-
tainer agreements is a modification of the general rule
that absent fraud, over-reaching or unconscionability,
agreements by clients to pay professional fees are en-
forceable by courts.?? Thus, if a fiduciary is surcharged
for having paid fees that are determined to have been
unfair and unreasonable, the fiduciary could seek a
refund under a claim of breach of an implied covenant
that the fees be fair and reasonable.?*

lll. Special Issues Regarding Payment for
Accountants’ Services

EPTL 11-1.1(b)(9) and (10) authorize fiduciaries to
engage banks or trust companies to serve as custodians
for their portfolios of securities. As part of their custo-
dial services, banks and trust companies typically per-
form routine bookkeeping functions with respect to the
securities and cash assets that they hold for the estate
or trust, and provide monthly and year-end statements.
Thus, there is a high threshold that must be met before
accountants’ fees can be justified as reasonably neces-
sary.® Accountants also have to overcome the general
principle adopted in case law that routine tax and fi-
nancial matters are the responsibility of the fiduciary
and the attorneys engaged by the fiduciary.?

The engagement of accountants and payments to
them will be approved if the services are not routine
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and require special accounting skills, usually in situa-
tions in which the assets include closely held corpora-
tions or otherwise require the special knowledge of an
accountant.?” The fact that the accountants were the de-
cedent’s accountants appears to be relevant because of
their presumed familiarity with the decedent’s assets.?8

If the fiduciary or the attorney elects to engage an
accountant to perform routine duties, pays for those
services with estate or trust funds and lists the pay-
ments as administration expenses in the accounting,
unless the services are clearly warranted by the com-
plexity of the trust or estate, a duly diligent beneficia-
ry’s attorney is likely to object to those payments, and
courts have sustained such objections.?

IV. The Criteria for Approval of Fees in a
Judicial Accounting Proceeding Are More
Extensive Than in an Action for Damages
for a Client’s Breach of a Retainer
Agreement

In an action to recover professional fees from a
client for services not involving a trust or estate, “tra-
ditional contract principles” apply, although courts do
take special care to make sure that the attorney did not
take unfair advantage of the client.*

In proceedings seeking the Surrogate’s approval
of professional services paid by a fiduciary, however,
the criteria extend beyond contract principles.?! Judge
Brietel’s opinion in In re Freeman set forth the factors to
be considered as follows:

[T]ime and labor required, the difficul-
ty of the questions involved, and the
skill required to handle the problems
presented; the lawyer’s experience,
ability and reputation; the amount
involved, and benefit resulting to the
client from the services; the custom-
ary fee charged by the Bar for similar
services; the contingency or certainty
of compensation; the results obtained,
and the responsibility involved.

Many of those factors might not be relevant in a
plenary action for the payment of professional fees.

Unless the retainer agreement promises a particu-
lar result, or unless the issue is quantum meruit, absent
fraud, over-reaching or unconscionability, the provider
suing for his fees would not have to demonstrate that
he produced a favorable result,*? which is one of the
criteria that Surrogates consider.?®

Whereas private parties are entitled to request and
should have to pay for professional services whether
or not a court deems them to be reasonably necessary,
EPTL 11-1.1(b)(22) authorizes a fiduciary to pay only

“reasonable and proper administrations expenses . . .
and any reasonable counsel fees he may necessarily in-
cur.” However, where a litigious or uncooperative ben-
eficiary causes the fiduciary’s counsel to perform extra
legal services that would not be required under normal
circumstances, that party will not be heard to object

to the extra legal fees caused by his or her actions and
behavior.3

Whether the services were of any particular
value to the estate or trust is an issue considered by
Surrogates.® In a dispute over fees with private parties,
however, the fact that the services turned out to be of
little or only modest value to the client would not war-
rant a reduction in an agreed-upon fee.3

Similarly, a private party is perfectly free to hire
and pay an accountant to perform routine bookkeeping
services, but if fiduciaries hire accountants to keep the
books of account, reconcile bank and brokerage state-
ments and check the daily fluctuations of the estate’s
or trust’s securities, functions which the fiduciaries are
expected to perform themselves, the fiduciaries will be
required to absorb the cost out of their commissions.*”

Whether the fees, though reasonable in the ab-
stract, might be deemed excessive in relation to the
size of an estate or trust is an issue which the Surrogate
considers.® If a private party elects to secure profes-
sional help for a relatively minor matter, the fee he con-
tracts to pay will not be reduced based on the amount
involved unless the fee in context is deemed to be
unconscionable.

Other criteria applicable to the Surrogate’s review
that would not normally be an issue as between private
parties are whether the provider exhibited such skill
in performing those services as to warrant the fees it
received;* whether the provider had particularly im-
pressive professional credentials;*! and whether the ef-
forts involved any particular difficulties.*?

If a private party engages an attorney to provide
services to a third party, the provider’s right to be
paid by the party who engaged him is not normally
affected. However, where a fiduciary asks an attorney
to perform services for the benefit of a beneficiary, the
Surrogate would be likely to sustain an objection to the
use of trust or estate funds to make that payment.*3

V. The Statute of Limitations

In New York, the statute of limitations does not
start to run against a beneficiary’s right to object to the
fiduciary’s payment of professional fees unless or until
the fiduciary’s account is submitted for judicial settle-
ment or the fiduciary otherwise repudiates the trust.*
Even the resignation of a trustee does not commence
the running of the statute of limitations unless it is ac-
companied by a repudiation of the trust.*>
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The obvious reason for this rule is that the trust
beneficiaries are not charged with knowledge of the
fiduciary’s transactions until the fiduciary states and
renders an account. While corporate fiduciaries typical-
ly provide beneficiaries with monthly statements that
reflect the fees paid during that period to attorney or
accountant providers of services, the mere fact that an
amount was billed and paid does not provide the bene-
ficiary with the kind of information needed to evaluate
whether the fees were fair and reasonable.

In order to provide the beneficiaries with the in-
formation they need to evaluate professional fees,
Surrogates require affidavits of services to be filed
along with the fiduciary’s account.*

An SCPA 2110 proceeding can be commenced
at “any time” during the administration of an estate
or trust. Thus, attorneys are in a position to protect
themselves against having to defend dated services.
However, as noted above, trust accountings often
span one or more decades, and accountants are not
in a position to demand judicial approval of the fees
they received except as part of the fiduciary’s judicial
accounting.

VI. Can Providers Avoid Having to Defend
Their Fees Many Years After the Services
Have Been Performed Pursuant to Criteria
That Are Not Applicable to Their Work for
Other Clients?

Under SCPA 2110, attorneys have the statutory
right to petition the Surrogate to review and approve
their fees whether or not they have been paid. While
the statute provides that the petition can be filed “at
any time during the administration of an estate,” in
practice, the Surrogate may refuse to entertain the peti-
tion until an accounting is filed, allowing the fees of
each attorney to be evaluated in relation to all of the
other professional fees paid or sought.*

Attorneys are not entitled to compensation for their
time in seeking approval of their fees.*8 Thus, the down
side of an SCPA 2110 application is that counsel will
have to absorb the charges for the preparation of their
petition and affidavit of services.

Accountants who do not wish to be in that predica-
ment may protect themselves by demanding at the out-
set of their engagement that they be allowed to bill and
be paid by the fiduciaries or by counsel, who can then
treat the accountants’ fees as disbursements without
listing them as separate administration expenses.

If the attorneys’ fee application includes payments
to accountants as a disbursement, or if the account-
ing shows that the fiduciary was reimbursed from
the estate for amounts paid to an accountant, and the
Surrogate refuses to allow the reimbursement, the

attorney or the fiduciary will be at risk, and may be
required to absorb some or all of the fees in the same
way as other items of expense that are not approved for
reimbursement, such as postage, photocopying and the
like.®

Fiduciaries and attorneys can protect themselves
by including in the engagement letter with the accoun-
tant a proviso that the fees are subject to approval by
the Surrogate. Then, if the Surrogate disallows the dis-
bursement, the fiduciary and the attorneys may seek a
refund from the accountant.

Retainers and letters of engagement with fiducia-
ries and beneficiaries sometimes contain provisions
stating that if the Surrogate does not approve the fee
for reasons other than the fair value of the services (i.e.,
a limitation based on the size of the estate, the results
achieved or the value to the estate), the provider could
seek the balance due from the fiduciary or from the
beneficiary-client.

A 1997 decision in the First Department noted that
a decision on fees by the Surrogate did not collater-
ally estop counsel from seeking the balance due from
the client individually.®® However, if there is a hearing
with testimony from parties and witnesses, and the
Surrogate makes findings of fact, there is every reason
to believe that the factual findings will carry over to an
action against the client, individually, especially if the
rejection is based on findings that the provider exagger-
ated his time or was guilty of some other transgression.

Settling an account informally with receipts and
releases will not prohibit the Surrogate from later ex-
amining the fees sua sponte. Therefore, in order to bind
the beneficiaries, the informal accounting should in-
clude affidavits of services with time records and bills
attached that describe the services in sufficient detail to
warrant a court’s enforcement of the releases.

However, if counsel and the fiduciaries incur the
cost and expense of preparing an accounting in judicial
format with that degree of data and detail regarding
professional fees, they might as well prepare a petition
and citation and submit it for court approval rather
than simply securing beneficiary consent.

VIl. Conclusion

Unless or until the Legislature enacts changes to
the current state of the law, professional providers of
services should understand that their fees are subject
to court approval, and should recognize that they have
to retain their records and bills, and be prepared to
defend their fees, no matter how many years elapse
from the performance of the services to the filing of an
accounting.®!

A few helpful practical suggestions in light of the
current state of the case law are:
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A) Firms which provide professional services
should require that before retirement or with-
drawal each member execute affidavits of ser-
vices for each matter that the member handled
for the firm where the firm’s fees have not
yet been judicially approved. Those affidavits
should be stored and maintained together with
the retainer agreements, engagement letters,
bills and time records. Such a requirement is
obviously burdensome and may not be practi-
cal if the departure is sudden or unexpected.
However, firms with an extensive trust and
estate practice should consider the nightmare
of having to justify more than a hundred thou-
sand dollars of legal fees without an affidavit of
services from anyone with knowledge, and take
such precautions as they deem appropriate.

B) If the fees paid to non-attorney professional
providers of services are not likely to raise any
eyebrows, the cost and expense to the provid-
ers of having to prepare affidavits detailing
those services might be avoided, at least at the
outset, if payments of the fees are treated as
disbursements and made with checks drawn
on the counsel’s or the fiduciary’s bank ac-
counts, and not on the trust’s or estate’s bank
accounts. Thus, when the accounting is ulti-
mately filed, the fact that such fees will not be
separately identified as administration expenses
on Schedules C or C-1, will avoid the need to
include affidavits from those providers, at least
at the outset. However, if objections are raised to
the fiduciary’s or counsel’s request for approval
of their fees (which will result in disclosure of
those payments as disbursements), or if the total
of fees and disbursements is sufficient to war-
rant the sua sponte intervention of the Surrogate,
then the fees may ultimately have to be justified
and supported by affidavits.

C) Retainer agreements with professional providers
of services should, therefore, be explicit with re-
spect to what the parties’ rights are in the event
the Surrogate disapproves of all or any part of
the professional fees and disbursements.
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The New Frontier: Non-Charitable Estate Planning
Transfers with Fractional Interests in Art
(and Other Personal Property)

By Lance S. Hall, ASA

Opver the last few decades, it truly has been the best
of times for collectors of art (and other collectibles). In
1961, the record price paid for a painting was $2.3 mil-
lion.! By 1970, the record price had increased to $5.5
million’—a compound annual return of 10.2 percent. In
1980, the record price had increased to only $7 million.?
However, by 1990 the record price had reached an as-
tounding $53.9 million*—a compound annual return
of 11.5 percent annually since 1961. By 2004, the record
price almost doubled to $104.1 million® and by 2006,
the record price had increased to $140 million.® In fact,
Jianping Mei and Michael Moses, the developers of the
Mei/Moses Art Index, report that on average, post-war
and contemporary art prices increased by 45 percent in
2006 alone.” Much of the rapid acceleration in art prices
in recent years is being attributed to the unprecedented
increase in compensation for Hedge Fund and Private
Equity Fund managers, the rapid increase in wealth in
emerging countries, and even Wal-Mart heiress Alice
Walton’s aggressive collecting for her Crystal Bridges
Museum of Art scheduled to open in 2009.2

Regardless of the reason for the run-up in art val-
ues, art collectors comprise a significant market seg-
ment with substantial wealth that requires complex
estate planning.

Charitable Gifting

Historically, the most popular estate planning
technique for art collectors was contributing fractional
interests in art to charities (often, gifting to muse-
ums). The New York Times reported that The Museum
of Modern Art “has 650 works [of art] that began as
partial gifts. . . .”? Under the tax laws as they existed
prior to August 2007, this made sound economic sense.
Because of personal property charitable deduction
limitations based on taxable adjusted gross income, a
fractional interest charitable gift could be engineered to
achieve the best tax deduction outcome. In addition, a
taxpayer could donate a one-tenth interest in a $20 mil-
lion painting and receive a $2 million charitable deduc-
tion without having to discount the value for lack of
control and lack of marketability normally associated
with a fractional interest. Moreover, in future years, if
the painting increased to $30 million, the art investor
could make another one-tenth interest gift and receive
a deduction equal to $3 million (one-tenth the appreci-
ated price).

On the downside, the charity now had the right to
display the painting for a number of days equivalent to
the fractional interest percentage.

With the passage of the 2006 Pension Protection
Act (“Act”), significant changes were made that have
put a chill on fractional interest charitable donations.
Prior to the Act, the value of the charitable deduction
was based on the percentage gifted multiplied by the
fair market value of the entire painting at the time of
the gift. Under the Act, however, the deduction for sub-
sequent partial interest gifts is based on the percentage
gifted multiplied by the fair market value of the paint-
ing when the initial gift was made.'? In other words, if
the painting increases from $20 million to $30 million
between the time of the initial partial interest gift and
any subsequent gift, the value of a 10 percent donation
will be limited to $2 million. Worse, for estate tax pur-
poses, the value of the partial interest retained at death
will be based on the fair market value of the painting as
of the date of death (or alternate valuation date).!! This
problem is further exacerbated by the common practice
of gifting the post-death partial interest remaining in
the estate to the same charity. In such cases, the estate
will receive a charitable deduction based on the pro-
rata fair market value used for the initial partial interest
gift, yet be subject to an estate tax based upon the fair
market value of the painting as of the date of death (or
alternate valuation date).

The Act also allows for a recapture of any deduc-
tion unless the donor gifts all of the remaining interests
in the art within 10 years of the initial partial interest
gift or the date of death, whichever is earlier.

As a result of the Act, fewer fractional interests in
art (and other personal property) will be donated to
charities. Therefore, estate planning for the art collec-
tor/investor will now turn to outright gifts or discount-
ed fractional interest transfers to junior generations.

Undivided Interests

For those art collectors or investors who want to
pass their collections to their heirs, the gifting of un-
divided interests (i.e., fractional interests) in personal
property may be advantageous. The courts have long
recognized that undivided interests in real estate
should be subject to discounts from its otherwise pro
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rata value due to lack of control and lack of marketabil-
ity. Moreover, since 1993, the average discount allowed
by the tax court for undivided interests in real property
has increased from approximately 15 percent to 29 per-
cent.!2 The key question, however, pertains to whether

such discounts are applicable to personal property.

Rights and Restrictions of an Undivided Interest
Owner

Co-owning an asset is inherently problematic.
Accordingly, a myriad of federal and state laws and
their interpretation by the courts exist to minimize the
problems and maximize the probability for success.
To avail investors with the greatest set of protections
with a minimum amount of risk, the vast majority of
commercial enterprises are structured as corporations,
subchapter S-corporations, limited liability companies
and partnerships. It is not unusual to have lengthy and
complex agreements outlining the rights, preferences
and privileges of each of the owner classes. Perhaps,
most importantly, rights and limitations on control are
clearly spelled out.

With undivided interests, however, normally there
is no operating agreement. Accordingly, state law will
outline basic rights, preferences and privileges to be
accorded an undivided interest owner. Generally, these
rights are:

1) the right to occupy or possess;
2) the right to use;

3) the right to operate;

4) the right to lease; and

5) the right to partition.

Given the fact that each undivided interest owner
has the same rights, it is not uncommon for disagree-
ments to arise. In a real estate context, disagreements
can arise regarding how to use the property, who
should lease it and at what rates, what expenses should
be incurred, how the property should be maintained,
etc. Nonetheless, as real estate investors are typically
seeking to maximize current income, this united profit
incentive is likely to reduce disagreements relative to
non-income producing assets.

Investors in art and other personal property,
which is typically held for appreciation and not cur-
rent income, are likely to encounter more reasons
for disagreements. Who will decide where the art is
displayed? Who will pay the insurance? If the art is
moved among the fractional interest owners, who will
move the art? Who will pay if damage occurs? How
will periodically moving the art affect insurance? How
will security be provided when on display or when
moved? What recourse is there if one owner doesn’t

transfer the art for display purposes to the other partial
interest owner?

Another downside to owning undivided interests
is lending institutions will typically not lend for the
purpose of acquiring an undivided interest where the
undivided interest is the sole collateral for the loan. As
there is no marketplace for the transfer of undivided
interests, lending institutions have no way of quickly
liquidating the collateral if the terms of the loan are not
being met.

Because legislatures recognized the potential for
disagreements that may arise that not only harm the
parties, but perhaps even the underlying asset, states
grant undivided interest holders the right to parti-
tion the property. A partition of property is generally
performed as a physical division (based on value and
property attributes) or as a partition by sale, whereby
the property is sold and the cash divided proportion-
ally to the ownership of the asset. Theoretically, such
a partition could be performed relatively quickly.
However, in practice, partition actions involving real
property could easily take two to five years.!®

How the Courts View Undivided Interest
Discounts in Personal Property

On the rare occasion when an undivided interest
in personal property has made it to tax court, the court
has generally been unsympathetic. There have now
been five cases that have addressed the subject.!* Three
of the five cases involved personal property such as
equipment, vehicles, furniture and household goods.'?
In each of the three cases, the personal property was
not the sole or the most significant asset in controversy.
In each of these three cases the court did not allow a
discount for undivided interests in personal property.
In one of the three cases, the property was sold after
the valuation date by agreement among the undivided
interest holders.!® This sale was considered by the
court. In two of the three cases, the court indicated that
the taxpayer did not meet its burden of proof.

Of the other two cases, one dealt with a 65 percent
interest in a collection of over 350 paintings that was
the subject of ongoing litigation arising from a divorce
at the time of death.1” Moreover, most of the art collec-
tion was sold at auction 10%2 months after the date of
death. The court deftly avoided any meaningful dis-
cussion of an undivided interest discount and instead
granted a 5 percent discount for “litigation uncertain-
ties” associated with ongoing divorce-related litigation.

Estate of Stone

Finally, on May 25, 2007, a federal court reached
a decision regarding whether an undivided inter-
est discount is warranted for a 50 percent interest in
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19 paintings and, if warranted, what the appropriate
magnitude of the discount is.!® While the court clearly
rejected the IRS’s contention that no discount was war-
ranted, the court also rejected the taxpayer’s expert’s
discount approaches and conclusions.

The experts for the IRS included an individual
from the Art Advisory Panel.!” The experts testified
that they were aware of undivided interests in art
changing hands at no discount. However, no detail
was provided regarding these sales. And, apparently,
no investigation of the assertion was performed by the
taxpayer’s attorney. Nonetheless, it was clear that the
court gave significant weight to the IRS’s experts’ con-
clusions, stating;:

[A] hypothetical seller who is under
no compulsion to sell would not ac-
cept the 44 percent discount proposed
by the Plaintiffs. Given [the IRS’s ex-
perts’] long history in buying, selling,
and appraising art and . . . experience
in working with art experts on art ap-
praisals for more than thirty years, this
is persuasive evidence that a hypo-
thetical willing seller would not sell a
fractional interest in art at a discount.

A holder of such interest who . . . is un-
der no compulsion to sell would either
seek to sell the entire work of art—
with the consent of other co-owners

or via an action to partition—and take
his or her appropriate share of the pro-
ceeds, or sell the partial interest at a
price equivalent to his or her fair share
of the proceeds of such sale. The hypo-
thetical willing seller would know that
he or she had the right to partition and
would therefore not accept any less

for his or her undivided interest than
could be obtained via partition.

The taxpayer’s expert utilized four approaches
to determine the amount of the discount. Three of the
four approaches utilized analogies to undivided inter-
ests in real estate and real estate holding entities.’ The
court considered and rejected the taxpayer’s expert’s
discount valuation and stated, “the art market differs
from the real estate or business market. Art is simply
not fungible. . . . More importantly, although there is
evidence that partial interests in real estate have been
sold at a discount, there is no evidence that similar
sales have also occurred in the art market.”

Despite the rejection of the taxpayer’s conclusions,
the court clearly did not want to intervene and essen-
tially punted, stating:

Based on the evidence presented by
the parties, it is difficult to discern pre-
cisely what the appropriate discount
for such uncertainties [of partition]
should be. While this Court is capable
of determining a discount if necessary,
it finds it preferable to allow the par-
ties an opportunity to further meet and
confer on this issue. . . . When meeting
and conferring on the appropriate dis-
count, the parties shall keep in mind
the Court rejects many of the assump-
tions underlying Plaintiffs” expert’s
report, but it also finds that the govern-
ment’s experts have failed to address
the valuation of the Estate’s undivided
interest properly. . . . If the parties are
unable to reach agreement on the ap-
propriate amount of the Plaintiffs” tax
refund, then this Court will decide

on an appropriate discount that falls
somewhere between the 2% discount
proposed by the government and the
51% cost-to-partition discount pro-
posed by the Plaintiffs, based on the
evidence presented at trial and keeping
in mind that Plaintiffs bear the burden
of proof.

Ultimately, the two parties could not agree and
went back to the court to determine the discount.?! This
time, while continuing to proclaim that no discount
was appropriate for undivided interests in personal
property, the IRS “in a spirit of compromise” agreed to
no more than a 5 percent discount. On the other hand,
the taxpayer had dropped their claim of a 44 percent
discount and sought a discount “of at least 35%.”

In its final decision the Stone court reiterated its
dissatisfaction with the taxpayer’s expert’s analysis
stating, “collectors of art are often drawn to the aesthet-
ics of a particular work of art, rather than viewing art
simply as an investment vehicle. Plaintiff’s expert’s
methodology is flawed because it fails to take this fact
into account.”

On the other hand, the court noted that the IRS’s
offer of a 5 percent discount, after subtracting out legal
and sales fees, left only a “1.2% discount for the uncer-
tainties involved in waiting for the partition action to
become resolved.” The court further noted that the 1.2
percent discount allocable to the uncertainties of parti-
tion “appears relatively low.”

In deciding the appropriate discount, the court not-
ed that the taxpayer had failed to carry the burden of
proof, and for the court to arrive at “any discount other
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than that to which the government has already agreed
would be impermissibly arbitrary.”

It is important to note, however, the judge felt that
a five percent discount was “relatively low” to reflect
the risks of partition. However, as the judge deter-
mined, the evidence presented by the taxpayer’s expert
failed to meet the taxpayer’s burden of proof.

Proving the Discount (Meeting the Burden of
Proof)

It has become common for courts to allow dis-
counts for lack of control and lack of marketability in
situations involving minority or partial interests in pri-
vate equity, real estate holding entities and undivided
interests in real estate. In the case of private equity,
significant empirical data is available to indicate that
a discount is warranted and, importantly, to provide a
reasonable range of discounts. The same is true, but to
a lesser extent, for real estate holding entities. However,
for undivided interests in real property little empirical
data exists. Nonetheless, since 1993 the courts have ac-
cepted discounts for undivided interests in real estate
averaging 29 percent.??

With little empirical data, the success of the dis-
count valuation expert will hinge on being able to
make meaningful comparisons with other assets classes
despite the “non-fungible” nature of art. The following
provides analogies that this author believes will ulti-
mately meet the burden of proof.

Lack of Empirical Data

It is true that no market exists that transacts in
undivided interests in art or other personal property.
Nonetheless, the lack of a market has not prevented
the courts from accepting significant undivided inter-
est discounts for real property. In Estate of Williams, the
court stated, “[The] . . . inability to find sales of frac-
tional interests in comparable real property . .. shows
that there was no market for fractional interests in such
property.”? Importantly, without empirical data, the
Williams court allowed a 44 percent undivided interest
discount.

In Forbes, the court stated, “We are unsatisfied that
any of the parties” experts have adequately justified
their recommended discount rates—a shortcoming
that might be attributable in part to a lack of available
empirical data.”?* Despite this shortcoming, the Forbes
court allowed a 30 percent discount for an undivided
interest in real property.

When considering the marketplace for art, it is
important to note that auction houses will not auction
off undivided interests in art. Auction houses are the
marketing arms of sellers wishing to attract buyers. An
axiom of value is that when the potential pool of buy-

ers is reduced, the value of the asset drops. As stated

in Baird, an undivided interest in real estate case, “The
fact that the market [for undivided interests] is severely
limited drives prices down (increasing discounts).”?

Moreover, lenders will not lend on purchases of
undivided interests in art where the undivided inter-
est in art is the sole collateral. Without the ability to
borrow and buy, the pool of potential buyers is further
reduced. Such inability of the undivided interest holder
to sell his or her interest should be expected to nega-
tively impact the value.

A Discount Expert Is Not an Art Expert

A common complaint of the IRS is that often the
discount valuation is performed by an individual who
is not an expert in the valuation of the underlying asset
and therefore does not meet the “qualified appraiser”
standard. However, this argument was rejected by the
court in Estate of Williams.

[The IRS] argues that [the taxpayer’s
expert] was not qualified to value real
property because he is a business ap-
praiser and not a real estate appraiser.
Respondent contends that [the taxpay-
er’s expert] provided no factual basis
for his conclusions that a 20-percent
discount for lack of marketability
should apply. [The IRS] points out that
[the taxpayer’s expert] included in his
report as evidence of the appropriate
amount for marketability discounts a
discussion of the illiquidity of private-
ly held companies and discounts relat-
ing to sales of their stock. Respondent
argues that we should give no weight
to [the taxpayer’s expert’s] opinion
because he did not consider the mar-
ketability of real property. Respondent
argues that [the taxpayer’s expert’s]
use of a 30-percent discount for lack
of control for the cost to partition the
properties was not supported by any
verifiable data in his report and far
exceeds [the IRS’s expert’s] estimated
costs of partition.

We disagree that we should disregard
[the taxpayer’s expert’s] report because
he is not a real estate appraiser. [The
taxpayer’s expert] is an experienced
business appraiser who has given
expert opinions in valuing fractional
interests in partnerships, businesses,
and real property. We believe that he
correctly considered various factors
affecting the potential costs of par-

12 NYSBA Trusts and Estates Law Section Newsletter | Winter 2007 | Vol. 40 | No. 4



titioning the properties in issue. He
considered the time and expense of
selling real property in that particular
market. [The taxpayer’s expert] appro-
priately considered all relevant facts
and gave a reasonable explanation for
the discount he applied to the property
interests at issue here.

As of today, there are no “art appraisers” who are
experts in determining discounts for lack of control
and lack of marketability. These perplexing and com-
plex issues are commonly addressed by many business
valuation experts. It is these experts who are the ideal
parties to testify regarding lack of control and lack of
marketability for art and other personal property. The
discount process involves two experts: the asset expert
testifies to the underlying asset value and the discount
valuation expert testifies as to the amount of the dis-
count. The challenge for the discount valuation expert
is to convincingly explain how data found in one mar-
ket involving a particular asset can translate into an-
other market involving an entirely different asset.

“The Hypothetical Willing Seller Would Know That
He or She Had the Right to Partition and Would
Therefore Not Accept Any Less for His or Her
Undivided Interest Than Could Be Obtained Via
Partition.”

The above quote comes directly from the Estate of
Stone. And, yet, a willing seller, despite having the right
to partition, would accept a discount from the underly-
ing appraised value. Time and again, the courts have
addressed this issue as it pertains to undivided inter-
ests in real estate. Despite involving a different type of
asset—real estate—the court’s comments ring true for
undivided interests in art and other personal property.
In the Estate of LeFrak, the court rejected the exact argu-
ment against a discount saying that in addition to the
cost of partition, a valuator must consider the “uncer-
tainty, and delays attendant upon partition proceedings
as the basis for allowing a discount in valuing fraction-
al interests in real property.”2°

The Discount Is Not Limited to the Cost of Partition

The Estate of Williams court echoed the Lefrak court
and stated that relying solely upon the cost-to-partition
“does not give adequate weight to other reasons for
discounting a fractional interest in real property, such
as lack of control and the historic difficulty of selling
an undivided fractional interest in real property. . . .”%
Undivided interests in real estate do not have a monop-
oly on these problems. Certainly, undivided interests in
art lack control and an art investor or collector would
have difficulty in selling an undivided interest.

A Partition Action Takes Considerable Time

By stating that an undivided interest holder of art
would not sell the undivided interest for less than its
pro-rata underlying value, the Stone court ignores a
primary tenet of “fair market value”—liquidity has
value. No discount is applicable only if one assumes
that the undivided interest holder can force a sale of
the underlying asset and receive cash within a short pe-
riod of time. Nothing could be further from the truth!
Consider the difficulties of Robert and Ethel Scull. In
their divorce it was determined that Robert owned 65
percent and Ethel owned 35 percent of an extensive
collection of art constituting over 350 pieces. On April
9, 1975 Ethel filed for divorce. On October 19, 1981
Ethel Scull was granted a divorce. On March 28, 1985
the court determined that she owned 35 percent of the
paintings. Robert and Ethel were directed by the court,
based upon an initial flip of a coin, to alternately se-
lect paintings until Ethel’s 35 percent of the value was
achieved. On December 28, 1985 the court stipulated
what appraised values of the paintings were to be used
in making the in-kind distribution. On January 1, 1986
Robert died. On January 31, 1986 Ethel appealed. On
March 14, 1986 the art collection was divided in accor-
dance with the March 28, 1985 ruling. On November
10, 1986 the works of art selected by Ethel Scull were
sold at auction. In February 1987, the court rejected
Ethel’s appeal. In 1989 and 1990 other claims made by
Ethel were settled by the estate.?®

The above story is illustrative of the potential
problems that can arise when co-owners disagree. It is
generally agreed that the delays in partitioning can be
extensive for undivided interests in real estate. In Baird
the court noted that “the delay associated with parti-
tion is at least 1 year, but is more likely to take several
years.”? In Barge the tax court assumed a 4-year parti-
tion time frame.*

Delays in partitioning are related to the potential
for disagreement among the owners. Accordingly, it
is accepted that the more undivided interest owners,
the greater the likelihood of disagreement. As noted in
Baird, “. . . the problems encountered [with undivided
interests] increase| ] as the number of fractional owners
increases.”%!

Similarly, the increase in the number of paintings
or other personal property will also affect the partition-
ing time frame. With a greater number of paintings
or other personal property, it will be more difficult to
come to an agreement on a partition action, whether in-
kind or by sale.

Moreover, when comparing art to real estate, the
potential for disagreement is greater with art. As the
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Stone court stated, “Art is simply not fungible. . . .” In
other words, art cannot simply be replaced by another
“like kind” asset. The very purpose of art is to elicit
emotion. This emotional context has the realistic po-
tential to make ownership of undivided interests in art
particularly difficult. Disagreements are likely to be
more intense because the issues are personal, not eco-
nomic. As a result, an art partition action is likely to be
more contentious, drawn-out and expensive than when
dealing with undivided interests in real estate, and the
prospect of arriving at a reasonable settlement more
remote.

Lack of Control

It is interesting that none of the personal property
discount cases mention lack of control or lack of mar-
ketability. However, real estate undivided interest cases
are replete with cautions to consider the lack of control
over the investment during the partition time frame. In
Stevens, the court reminded the IRS that “[w]e do not
limit the discount to the costs of partitioning because
such a discount does not account for the factors of con-
trol and marketability. . . .”32 Control has value. Until
a partition action is completed and the art is sold or
physically divided, the undivided interest owner does
not have control. Accordingly, a buyer of an undivided
interest in art would offer a price lower than the pro-
rata share of the appraised value of the whole, and the
willing seller would be willing to accept a lower value
because he or she lacks control over the art.

Lack of Marketability

As has already been shown, the right to partition
does not confer liquidity or marketability upon the un-
divided interest holder. Moreover, given the uncertain-
ties involving the costs, time frame and potential out-
comes involved in a partition action, such a discount
should be substantial. One of the key considerations for
lack of marketability is related to uncertainty. In invest-
ments we often refer to this uncertainty as volatility.
Restricted stock provides a meaningful example of the
impact of volatility on the magnitude of the discount
for lack of marketability.*® The largest commercially
available database examining the discounts from the
publicly traded price in restricted stock transactions is
The FMV Restricted Stock Study.™34 The FMV Study
contains data on nearly 500 restricted stock transac-
tions. The FMV Study indicates that the 10 percent of
the transactions with the highest volatility had a me-
dian discount from the otherwise liquid price of 46.4
percent. The 10 percent representing the lowest volatil-
ity stocks had an average discount of only 10.5 percent.

It is important to note that Rule 144 allows such
restricted stock to be sold in the marketplace, without a
discount, after the stock is held for one year (two years
prior to 1997). Accordingly, the length of time that re-

stricted stock is illiquid appears equal to, or less than,
the length of time a partition action would be com-
pleted for art.

Real estate generally has lower price volatility
than stocks. It is interesting to note that such discounts
determined by the courts for real estate are generally
lower than those allowed by the courts for private op-
erating companies. In fact, this is supported by data in-
volving private sales of real estate partnership interests
in the secondary market.®

By examining the relative volatility of different
investment asset classes, an indication of the magni-
tude of the discount can be assessed. In a recent re-
port (“Report”) titled “A Simple Risk Reduction Tool:
Time,” Merrill Lynch examined the return on and vola-
tility of different asset classes since December 1969.3
The Report concluded that the longer an asset is held,
the lower the risk of loss. Importantly, the Report also
noted that “Art, Gold and Commodities offered the
least attractive risky (sic) reward potential providing
inferior returns while generating SUBSTANTIALLY
more risk” [emphasis added]. The Report found that
if an investor holds art for 5 years, the risk of loss on a
rolling 12-month basis was 17 percent for Art and only
10 percent for the Standard & Poor’s 500 index.

The leading art price index, the Mei/Moses Art
Index, shows that in time periods of 5-years, 10-years,
25-years and since 1961, the standard deviation of
returns (a measure of volatility or risk) for art always
exceeds that of the Standard & Poor’s 500 index.?” Since
1961, art’s standard deviation of returns has been 44
percent higher, on average, than the standard deviation
of returns of the Standard & Poor’s 500.

Mlustrating the potential risk (and volatility)
when investing in art, data collected by Art Market
Research show that the middle 80 percent of prices for
Modern European Painting dropped 58 percent from
1990 to 1998.38 During the same time frame, the Dow
Industrials Index increased 254 percent.®

Anecdotal Evidence

In 1995, an accredited appraiser, Elin Lake Ewald,
published the results of a study she performed regard-
ing potential market reaction to the sale of a 50 percent
undivided interest in two paintings.*’ Ms. Ewald inter-
viewed 12 art dealers with at least 20 years of experi-
ence. Nine of those interviewed were members of the
Art Dealers Association of America.

The focus [of the interviews] was then
on the offering of a 20% fractional in-
terest in the two paintings, in which
the remaining majority interest was
held by members of a single family,
and on whether the dealer would
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be interested in purchasing a minor-
ity interest. If so, would he or she be
advised to pay the proportionate full
price, and, if not, what would he or she
anticipate offering for this interest? On
what basis was this figure decided?

Only three dealers declined to indicate a discount.
Of the remaining 9 dealers, “one dealer mentioned a
figure of more than 50% (only if accompanied by con-
trol of the sale), and two less than 50 percent.” Overall,
the average discount recommended for the 20 percent
undivided interest in the paintings was 50 percent.*!
This outcome appears consistent with the relatively
higher price-volatility of art.

Waiver of the Right to Partition

With the Stone court’s focus on the right to parti-
tion and the statement that a willing seller would not
sell his or her interest for less than the underlying ap-
praised value because of the right to partition, it may
be sound estate planning to have the gift made subject
to an agreement that waives the right to partition.
Obtaining a waiver will focus the court’s attention
on the lack of control and lack of marketability of the
interest, instead of the ability to force a sale through a
partition process. This “operating agreement” may also
spell out where and when the parties will display the
art, as well as who will cover the moving, insurance
and security costs.

No Majority Interest

When planning for discounting undivided inter-
est transfers, it is important to note that there is no
meaningful “majority” interest. Unlike voting stock,
the 80 percent undivided interest owner has no more
control than the 20 percent undivided interest owner.
Accordingly, undivided interest transfers that leave
the senior generation with an interest over 50 percent
should still be able to command the full discounts asso-
ciated with lack of control and lack of marketability.*?

Summary and Conclusions

With the art market reaching new highs and inves-
tor interest in art exceeding previous norms, increased
scrutiny to the estate planning needs of art collectors
and investors is required. With the changes in the rules
for charitable gifting under the 2006 Pension Protection
Act, charitable gifts of art are no longer as attractive.
Alternatively, fractional interest gifting to the junior
generation may result in significant estate tax reduc-
tion. Even if a gift is not made, art investors/collectors
in community property states may be able to avail
themselves of undivided interest discounts at death.

Clearly, undivided interest discounts for art and
other personal property are likely to incur close scru-
tiny and outright rejection by the IRS. However, under
the principles of “fair market value” an undivided
interest discount is applicable. The challenge will be
convincing the court that an analysis with no empiri-
cal data involving actual undivided interest sales in art
will meet the taxpayer’s burden of proof. The courts
have overcome identical difficulties associated with
the lack of empirical data when discounting undivided
interests in real estate. The issues are no different with
art, collectibles and other personal property. An objec-
tive measure of the hierarchy of discounts applicable
to different asset classes is to examine the relative vola-
tility of the individual art or personal property with
other classes of investments where empirical data is
available (real estate is generally less volatile than stock
and art, stock is generally less volatile than art, art is
generally less volatile than gold and commodities).
Then, the specific attributes of the art (or other personal
property) could be used to more subjectively adjust the
discount up or down, accordingly.

To focus the court’s attention to the lack of control
and lack of marketability of the interest, and away
from the right to partition, a transfer made subject to an
agreement to waive the right to partition is advisable.

With the charitable gifting no longer as advanta-
geous, the estate planning professional can expect to
see a significant rise in fractional interest discount plan-
ning for art (and other personal property).
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Foreign Corporations Owned by U.S. Persons

By G. Warren Whitaker

A basic rule of U.S. income taxation is that all U.S.
corporations are subject to U.S. income tax on their
world-wide income. Foreign corporations, on the other
hand, are only subject to U.S. income tax on income
from U.S. sources.!

U.S. taxpayers (citizens and residents) who know
these rules and little else may ask “Why can’t I trans-
fer all of my cash into a foreign corporation, have that
corporation invest in assets that earn non-U.S. source
income and not pay U.S. income tax until the corpora-
tion pays me a dividend 20 years later?” While this
tax deferral technique may be available for people
in some other countries, the U.S. foreclosed it many
years ago. This article will discuss two “anti-deferral”
regimes: the Controlled Foreign Corporation rules and
the Passive Foreign Investment Company rules. (A
third set of rules which formerly applied, the Foreign
Personal Holding Company rules, was repealed in
2004.)

These rules are extremely complex and this article
is meant to be an introduction for those not familiar
with them.

Controlled Foreign Corporations

It should be noted first that the Controlled Foreign
Corporation (hereinafter “CFC”) rules only apply to
foreign corporations. A foreign entity that is recog-
nized for U.S. tax purposes as a partnership or a pass-
through entity, either per se or because it has filed a
“check the box” election with the IRS to be so treated, is
not subject to the CFC rules. Of course, if such an elec-
tion is made, there will no deferral of income inside the
entity, and income will instead be treated as passing
through to the underlying owner or owners of the en-
tity. In addition, a foreign corporation protects foreign
shareholders against U.S. estate tax on U.S. situs assets
held inside the corporation, while a foreign entity that
is treated as a partnership or pass-through entity is
generally not considered to offer such protection.

A foreign corporation is a CFC if more than 50%
of its voting power or more than 50% of the value of
its assets is held by “large U.S. shareholders.”? For this
purpose, “large U.S. shareholders” are persons who
each own at least 10% of the voting power of all voting
classes of stock.?

For ownership purposes, family attribution rules
apply.* The shareholder is considered to own all shares
of voting stock that are owned, directly or indirectly, by

that shareholder’s spouse, children, grandchildren, and
parents. There is no attribution from siblings. In addi-
tion, if any of these relatives is a non-resident alien of
the U.S., shares that they own directly or indirectly will
not be included for attribution purposes.

If the corporation is a CFC, all large U.S. sharehold-
ers must report and pay tax annually on their propor-
tionate shares of the corporation’s “Subpart F income.”
Subpart F income includes all investment income, such
as dividends, interest, royalties and rents. It also in-
cludes some other types of income, but excludes most
income from the active operation of a trade or business.
Each shareholder is only taxed on his share of Subpart
F income based on the shares that he or she owns di-
rectly or indirectly, and not on shares attributed to him
or her by reason of relation to other family members.

5

All Subpart F income is taxed on an annual basis
directly to the underlying shareholder at ordinary in-
come rates of up to 35%. There are no lower rates for
qualified dividends or capital gains.

Gain on the sale of a CFC is recognized as ordinary
income. However, the shareholder’s basis is increased
for prior Subpart F income that has been recognized by
the shareholder during the existence of the corporation
prior to the sale.

Income other than Subpart F income is not taxed
by the owner until it is paid out as a dividend. At that
point, earnings and profits are computed after reduc-
tion for prior Subpart F income. Therefore, there is an
advantage to a U.S. person owning a foreign corpora-
tion if that corporation is engaged in a trade or busi-
ness outside the United States. In this case, profits from
business (assuming they are not Subpart F income)
will not be subject to U.S. tax and until they are paid to
the U.S. in foreign dividends. However, if the profits
are not reinvested in the business but instead are held
in investments that produce passive income, that pas-
sive income will be Subpart F income and will be taxed
currently.

As noted above, the U.S. shareholders are taxed
on Subpart F income in proportion to their interests
in CFCs that they own directly or indirectly. LR.C. §
958(a)(2) provides that shares of a foreign corporation
that are owned by another foreign corporation, foreign
partnership, foreign trust or foreign estate are owned
“proportionately” by its shareholders, partners or ben-
eficiaries. This provision of the Code was obviously
written by someone who was not familiar with trusts.
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How does one determine who the “proportionate”
owners of a discretionary trust are? The Regulations
apply to a “facts and circumstances” test, which is not
particularly enlightening.

The single example in the Regulations describes a
trust which provides that one-third of its income is to
be paid to or accumulated for a U.S. beneficiary, and
that his share of trust principal and accumulated in-
come is to be paid out to him on a stated date. Under
these circumstances the beneficiary is treated as indi-
rectly owning one-third of the shares of the CFC which
is owned by the trust.

This example has two problems. First, it describes a
trust that is very unlikely to be encountered in real life.
In fact, most foreign trusts will have multiple discre-
tionary beneficiaries and will continue for an indefinite
term rather than paying out all assets to beneficiaries
on a stated date.

Second, it ignores the requirement that U.S. per-
sons have 10% or more of the voting power of the trust
to be considered “large U.S. shareholders.” If the trust
has an independent foreign trustee, U.S. persons may
not have any voting control over the shares held by the
trust, and arguably will avoid the CFC category simply
by reason of this voting power requirement not being
met. However, the IRS may look through a structure
that was deliberately designed to avoid giving U.S.
persons direct voting power for purposes of the CFC
requirements.

If we assume that the 10% voting power require-
ment is met, and that there are one or more “large U.S.
shareholders,” each of whom has more than 10% of
the voting power, and who together control more than
50% of the voting power, the corporation is a CFC and
therefore we must determine whether any U.S. benefi-
ciaries of the trust indirectly are treated as owning in-
terests in the CFC for purposes of Subpart F inclusion.

If the corporation is not a CFC because the voting
test is not met, the foreign corporation may still be a
PFIC if it has primarily passive income. However, the
PFIC rules do not generally require annual recognition
of Subpart F income by the direct or indirect owners, as
the CFC rules do.

Note that the attribution rules for family members
do not apply to indirect ownership for purposes of al-
location of Subpart F income, but only to determination
of whether a U.S. person is a 10% shareholder.

Various methods have been suggested to determine
indirect ownership through a trust by analogy to the
(now repealed) Foreign Personal Holding Company
Rules. Among these are: actuarial tables applying mor-
tality assumptions for beneficiaries; letters of wishes;
identity and powers of the protectors; and looking at

actual distribution history. Practitioners, faced with

a dearth of authority in this field, generally believe
that past and immediate future distribution patterns
may be the best indicator, but at present it cannot be
stated that there is a definitive method of making this
determination.

Passive Foreign Investment Companies

International practitioners frequently encounter
the non-U.S. citizen who has moved to the U.S. and is
now a resident here for income tax purposes. When
these people are told that they are subject to U.S. tax on
their world-wide income, they will nod in understand-
ing and state that they do not have any income from
sources outside the United States. When pressed, these
people will sometimes acknowledge that they own
shares of a mutual fund based in Ireland, Jersey or the
Cayman Islands, but will state that they received no
taxable income from the fund since they are not mak-
ing withdrawals or receiving any dividends. In addi-
tion, they do not receive a statement of the income of
the fund which is also reported to the IRS, as is the case
with their U.S. mutual funds. Therefore, these people
assume they have no reportable income from their off-
shore funds.

With a moment’s reflection, the reader will recog-
nize that if this were actually the law, no rational U.S.
person would ever invest in U.S. funds. Instead, U.S.
taxpayers would invest in foreign mutual funds which
allowed tax-free buildup of income and deferral of in-
come tax until a withdrawal was made. This actually
was to some extent the U.S. law until the passage of the
Passive Foreign Investment Company rules in 1986, but
it is no longer the case.

A PFIC is a non-U.S. corporation that meets the
definition of “investment corporation” under IRS §
1297. (Once again, a foreign entity that is not treated
as a corporation will never be a PFIC.) The corpora-
tion will be a PFIC if either (i) 75% of its gross income
is passive, or (ii) 50% of its assets produce passive
income.

There is no current income tax recognized by the
U.S. owner of a PFIC until a distribution or disposition
takes place (unless an election is made as described
below).

When distributions are made from a PFIC, they
are divided into “non-excess” and “excess” distribu-
tions. Excess distributions are generally those in excess
of 125% of the three prior years’ average distributions.
Non-excess distributions will carry out their propor-
tionate share of income of the PFIC, which will retain
its character (for instance as qualified dividends or
capital gains, which are subject to 15% tax). Excess dis-
tributions will be taxed at ordinary income rates, with
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the highest rate prevailing for each year when the PFIC
was in existence, together with an interest charge.

On sale of a PFIC, gain is treated as an excess dis-
tribution and therefore subject to income tax at the
highest prevailing rate for each year the PFIC was in
existence and an interest charge.

Either of two elections can be made to avoid PFIC
status. The first is QEF election, which is an election by
the U.S. owner to recognize and be taxed on the income
of the PFIC each year. If such an election is made, capi-
tal gains and qualified dividend treatment for income
realized inside the PFIC will be retained when recog-
nized by the shareholder. However, in order to make
this election the shareholder must obtain from the PFIC
full information in U.S. tax format regarding all income
and gains inside the PFIC. Very few foreign funds will
be able to provide this information, particularly as to
long and short term capital gains.

The second option is a “market to market” election
by which the owner of the PFIC recognizes each year
as ordinary income the increase in value of the PFIC.
However, this election is only available for funds that
are traded on a recognized securities exchange. Again,
most foreign funds will not qualify.

Although the PFIC rules were aimed at foreign
funds, and do not depend on percentage of U.S. owner-
ship, they can also apply to foreign holding companies
in a trust structure. However, if a corporation is both a
CFC and a PFIC, the CFC rules will prevail.

Once a corporation qualifies as a PFIC, it will be a
PFIC for as long as the U.S. person owns an interest in
it, regardless of changes in income and assets from year
to year.

While the PFIC rules were intended to punitively
tax offshore accumulation of income in the same way
as the accumulated income rules are intended to do for

foreign non-grantor trusts, these two sets of rules were
not carefully dovetailed. For example, it appears likely
that non-excess distributions from a PFIC will be con-
sidered DNI to the foreign trusts, and that income ex-
cess distributions should not be distributed in the same
year they will become part of UNI for that foreign trust.

Again, I.R.C. § 1298(a)(3) states that shares of a
PFIC owned by an estate or a trust are owned “propor-
tionately” by its beneficiaries. Regulations for PFICs,
which were proposed in 1992 and have not been adopt-
ed, affirm that a “facts and circumstances” test will be
applied in all determinations of indirect ownership of
PFIC shares, but give no further guidance on questions
of ownership of a PFIC by a foreign discretionary trust.
One can only look to the treatment of CFCs and other
rules; again, the same factors should apply.

Endnotes

1.  AU.S. corporation is a corporation that has been incorporated
in one of the 50 U.S. states (not including Puerto Rico, the
Virgin Islands or other territories and commonwealths).
There is no “mind and management test,” and the location of
meetings and identity of directors are not relevant.

LR.C. § 857(a).
LR.C. § 951(b).
LR.C. § 958(b).
LR.C.§952..
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Have You DRA Proofed Your Power of Attorney?

By Anthony J. Enea

The enactment of the Deficit Reduction Act of 2005
(“DRA”) on February 8, 2006, with its resulting five-
year look-back period and onerous calculation of the
period of ineligibility for non-exempt transfers of assets
(“gifts”), has forced the Elder Law practitioner to con-
sider alternative planning options. In the event these
options were to be utilized by the agent acting under
a General Durable Power of Attorney, it would be nec-
essary that the Power of Attorney contain provisions
explicitly permitting the agent to do so.

The powers to consider granting to the agent in
order to permit the planning necessitated by the DRA
include:

(a) The authority to enter into a “Personal Service
Contract” or “Caregiver Agreement” on behalf
of the principal with third parties, including the
agent.

A specific acknowledgment should be included
on behalf of the principal that the agent may

be in a position of a conflict of interest and that
the principal is expressly waiving any potential
conflict. The acknowledgment and waiver of
any conflict should also be included for all of the
following proposed provisions for a power of
attorney.

(b) The authority to purchase a life estate on behalf
of the principal in the home of a third party, in-
cluding the agent.

(c) The authority to make loans to third parties, in-
cluding the agent, and to accept a DRA compli-
ant promissory note as security for such a loan.

(d) The authority to purchase and/or enter into
an annuity contract that is compliant with the
DRA, with third parties, including the agent.

(e) The authority to create and fund, with the prin-
cipal’s assets, a Grantor Retained Annuity Trust
(“GRAT”) that is DRA compliant.

(f) The authority to create and fund, with the prin-
cipal’s assets, an Irrevocable Income Only Trust

a/k/a “Medicaid Qualifying Trust” on behalf of
the principal with the agent and or a third party
acting as Grantor, Trustee or beneficiary thereof.

(g) The authority to create and fund, with the prin-
cipal’s assets, a Revocable Living Trust with the
agent and/or a third party acting as grantor,
trustee or beneficiary thereof.

(h) The specific authority to purchase Series I and
Series EE United States Savings Bonds because
they are not considered an available resource for
Medicaid eligibility during this initial holding
period.

The foregoing list of powers the agent should
have post-DRA is not intended to be all inclusive but
rather to highlight some of the more important powers
that the agent should possess. Of course, in granting
any powers to the agent, the practitioner should bear
in mind the decision of the Court of Appeals in In re
Ferrara (7 N.Y.3d 244, 852 N.E.2d 138, 819 N.Y.S.2d 215)
when drafting appropriate language for inclusion in
the power of attorney.

Anthony J. Enea, Esq., a member of Enea, Scanlan
& Sirignano, LLP of White Plains and Somers, New
York, is a member of the Executive Committee of both
the Trusts and Estates Law Section (as Vice-Chair of
the Committee for the Elderly and Disabled) and the
Elder Law Section (as Co-Chair of the Guardianship
and Fiduciary Committee) of the New York State
Bar Association. He is also Editor-in-Chief of the
Elder Law Attorney, a publication of the Elder
Law Section. Mr. Enea is a member of the National
Academy of Elder Law Attorneys, is Certified as an
Elder Law Attorney (“CELA”) by the National Elder
Law Foundation, and is President of the Westchester
County Bar Association.

This article originally appeared in the Fall 2007 issue of the
Elder Law Attorney, Vol. 17, No. 4, published by the Elder
Law Section of the New York State Bar Association.
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Ties to U.S. and Canada

By Michael W. Galligan, Jeffrey B. Kolodny and Rachel E. Small

The distinctive challenges associated with the
taxation of bequests and lifetime gifts made by in-
dividuals with ties to both the United States and
Canada arise from the fact that the United States has
federal estate and gift taxes, while Canada has nei-
ther form of transfer tax. Instead, Canada imposes a
federal income tax on 50 percent of the appreciation
on property owned at death or given away during
lifetime.

While the 1995 (Third) Protocol (the “Protocol”)
to the 1980 Canada-U.S. Income Tax Treaty (the
“Treaty”) smooths out many of the wrinkles created
by these two different regimes of gift and inheri-
tance taxation, taxpayers can still benefit from plan-
ning in order to minimize tax.

U.S. Overview

The United States imposes federal estate and gift
taxes on the “gratuitous” transfer of property “wher-
ever located” by U.S. citizens or domiciliaries (“U.S.
persons”). The current estate and gift tax rates range
from 18 percent to 45 percent, depending on the value
of the property transferred. Many states also have state
estate taxes and a few have state gift taxes.

U.S. persons are currently allowed a credit, some-
times called the unified credit, enabling them to pass up
to $2 million free of estate tax, $1 million of which can be
transferred by gift during lifetime. Absent treaty relief,
estates of persons who are not U.S. citizens or domicili-
aries (“non-U.S. persons”) are entitled to a minuscule
credit allowing them to transfer only $60,000 worth of
U.S. property free of estate tax. There is no similar credit
for non-U.S. persons as to U.S. gift taxes.

An unlimited gift and estate tax marital deduction

is available, which allows transfers of property to a U.S.

citizen spouse without incurring either tax. Although
the marital deduction is not available for the transfer
of property to a non-U.S. citizen spouse, gifts of up to
$125,000 a year (indexed for inflation) can be made to
anon-U.S. citizen spouse without incurring gift tax.
An individual can also transfer property at death to a
qualified domestic trust or QDOT for the benefit of a
non-U.S. citizen surviving spouse without incurring an
estate tax unless and until principal distributions are
made to the spouse or the spouse dies.

The following assets are subject to U.S. estate tax
if owned by non-U.S. persons at death: (1) real prop-
erty located in the United States; (2) tangible property

located in the United States; (3) shares of stock in U.S.
corporations, including residential co-ops; (4) mutual
funds organized in the United States; (5) cash deposits
with U.S. brokers (but not with U.S. banks), including
money market accounts with U.S. mutual funds and
cash in U.S. safety deposit boxes; (6) debts of U.S. obli-
gors other than certain bonds issued after July 18, 1984;
and (7) cash value of life insurance policies on the life
of a person other than the non-U.S. decedent issued by
USS. life insurance companies. (There is considerable
uncertainty as to whether interests in partnerships and
limited liability companies holding the assets described
above are U.S. property.)

For U.S. gift tax purposes only real property and
tangible property located in the United States are
subject to gift tax if transferred by a non-U.S. person.
Significantly, interests in non-U.S. corporations and
other foreign entities that are treated as corporations
for U.S. tax purposes are not considered U.S. property,
either for estate or gift tax purposes.!

Canadian Overview

In 1971 Canada replaced its federal estate and gift
tax system with a tax on capital gains linked to the
Canadian income tax. Soon thereafter the provinces
and territories followed suit. Events such as death or
making a gift are “deemed dispositions” of property
by Canadian residents and therefore subject to gains
tax. Fifty percent of all of capital gains (net of capital
losses) are included in the income of Canadian resi-
dents. Canadian income tax rates for individuals cur-
rently range from 15.5 percent to 29 percent. Tax on
such gains may be deferred if a disposition is made to a
Canadian resident spouse (including common law and
same-sex spouses).

Canada generally imposes income tax on individu-
als who are “residents” of Canada. An individual will
be deemed to be a Canadian resident if he or she is
physically present in Canada for 183 days or more in a
calendar year or if he or she is “ordinarily resident” in
Canada, which could occur if a person has a habitual
abode in Canada but is present for less than 183 days
a year. Various other factors may be examined to de-
termine an individual’s residence for Canadian tax
purposes.

U.S. persons who are not Canadian residents are
subject to Canadian income tax on sales and deemed
dispositions of certain types of taxable Canadian prop-

NYSBA Trusts and Estates Law Section Newsletter | Winter 2007 | Vol. 40 | No. 4 21



erty, such as real property located in Canada, interests
in Canadian companies, partnerships, trusts or estates
that derive their principal value from Canadian real
property, and personal property forming part of the
business property of a permanent establishment resi-
dent in Canada (“Taxable Canadian Property”).

Taxation Upon Death

Part 1: U.S. Persons Who Die Owning Canadian
Property. While the U.S. estate tax provides a credit
against foreign death taxes paid, this credit is limited
to death and inheritance taxes and does not include
income taxes. Helpfully, the Treaty provides relief from
potential double taxation by providing estate tax cred-
its for Canadian gains taxes on death-related property
dispositions. The Protocol provides that income tax
paid to Canada on the deemed disposition of Taxable
Canadian Property upon the death of a U.S. person,
whether or not a Canadian resident, is treated as a for-
eign death tax and, therefore, the United States must
give a credit against the U.S. estate taxes imposed on
the Canadian property for income tax paid to Canada.

Canadian tax law also provides for a deferral of tax
on property that is transferred to a Canadian surviving
spouse or a spousal trust at death. In effect, if an indi-
vidual bequeaths real property to a surviving spouse
who is a resident of Canada, that property is treated as
being disposed of at its cost basis, with no recognition
of gain or loss at the time of the transfer. As a result,
the recognition of gain or loss will be deferred until the
earlier of the sale or deemed disposition of the property
by the surviving spouse. When an individual owning
Canadian property is a resident of the United States im-
mediately before death, the Treaty (as amended by the
Protocol) extends this deferral benefit by treating the
U.S. resident surviving spouse as a resident of Canada.

Part 2: U.S. Citizens Who Die as Canadian
Residents. When a U.S. citizen dies resident in Canada
owning U.S. property, Canada is obligated under the
Treaty to give a tax credit against the Canadian fed-
eral income tax imposed on the deemed disposition
of the U.S. property for U.S. estate taxes. However,
the amount of this credit is limited to the estate taxes
that would have been payable to the United States if
the individual were not a U.S. citizen. The concept ap-
pears to be that, between this Canadian credit for U.S.
estate taxes on the U.S. property and the U.S. credit for
Canadian tax on the Canadian property discussed in
Part 1, double taxation should effectively be avoided.
However, most provinces take the position that the
Treaty does not apply to them and the credit may not
offset their portion of the tax (which can be as high as
one-half of the income tax assessment).

Part 3: Canadian Residents Who Are Not U.S.
Citizens and Die Owning U.S. Property. The Treaty (as

amended by the Protocol) provides significant benefits
to non-U.S. citizen Canadian residents who die owning
U.S. property. The Treaty provides that Canadian resi-
dents are entitled to a unified credit against U.S. federal
estate tax equal to the greater of (i) the unified credit
available to estates of non-U.S. persons, which is cur-
rently $60,000, and (ii) a pro-rated portion of the unified
credit available to estates of U.S. persons based on the
value that an individual’s gross U.S. estate bears to the
value of such individual’s worldwide estate. This means
that a Canadian resident will not be subject to federal
estate tax if the value of his worldwide assets is less than
the amount of the unified credit, which is currently $2
million.

The Treaty also provides that, instead of using a
QDOT to obtain a marital deduction, the estate of a
Canadian decedent can take advantage of a marital
credit that is available for U.S. property transferred
to a surviving non-U.S. citizen spouse who is either a
Canadian or U.S. resident (or to a spousal trust for such
person). The amount of this additional credit is limited
to the smaller of (i) the amount of the unified credit dis-
cussed in the previous paragraph allowable to non-U.S.
citizen Canadian residents who die owning U.S. prop-
erty, and (ii) the amount of additional estate tax that
would otherwise be imposed on the property left to the
spouse, if such property were subject to U.S. estate tax.

When U.S. federal estate tax is imposed on the es-
tate of a Canadian decedent owning U.S. property, the
Treaty provides a credit against any Canadian federal
income tax for the U.S. estate tax paid on the U.S. prop-
erty equal to the smaller of the two taxes. This credit
will be useful in situations where the value of the U.S.
property is significantly greater than its cost basis im-
mediately prior to the death of the Canadian resident.
For most Canadian residents in such a situation, how-
ever, there may still be some double taxation because
the U.S. estate tax may not offset the provincial compo-
nent of the Canadian gains tax.

Historically, many Canadian residents who owned
U.S. property planned to avoid U.S. estate tax by hold-
ing the U.S. property through a Canadian holding com-
pany. Canadian law, however, imposes a substantial
disincentive to such a strategy by imputing income to
the shareholder for the use of property owned by the
corporation. An exemption from this treatment for so-
called “single-purpose corporations” was abolished in
2005 on the theory that the Protocol eliminated the dan-
ger that U.S. property owned by Canadian residents
would be subject to double death taxes. However, this
Canadian Revenue ruling ignored the fact that, even
with the benefit under the Protocol of the credit for U.S.
estate tax against the Canadian capital gains tax, the es-
tate of a Canadian resident might be paying a net addi-
tional U.S. tax of as much as 30 percent of the value of
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the U.S. property for the privilege of owning property
in the United States instead of in Canada. Canada does
not have limited liability companies, which are gener-
ally untested as barriers to U.S. estate tax on property
owned by non-U.S. persons anyway. Alternative strate-
gies that might be considered include the use of non-
recourse debt, life insurance and possibly acquiring
U.S. property through partnerships.

Part 4: Canadian Citizens Who Die Resident in
the United States. A Canadian citizen will be subject
to worldwide U.S. estate tax if he is treated as a domi-
ciliary of the United States at the time of his death.
Since Canada taxes income based on residence, such
a Canadian citizen will be exempt from worldwide
Canadian income tax on the deemed disposition of as-
sets at death because this tax applies on a worldwide
basis only to residents of Canada. However, this indi-
vidual will still be subject to Canadian income tax on
the disposition of any Taxable Canadian Property, sub-
ject to the credits and deductions of the Treaty.

Taxation of Gifts

The United States has no statutory credit for for-
eign gift taxes. Therefore, while gifts of real property
and tangible property located in the United States
made by Canadian residents who are non-U.S. persons
are subject to both Canadian income tax and U.S. gift
tax, there is no offsetting U.S. tax credit. Similarly, a
gift of Taxable Canadian Property by a U.S. person will
be subject to both U.S. gift tax and Canadian income
tax on the deemed disposition without any relief from
double taxation. To make matters worse, the donee will
have a “carry over” tax basis in the gifted property for
U.S. income tax purposes, although a Treaty election
may be available to treat this disposition as a simulta-
neous taxable event for U.S. purposes.

One solution to this problem for Canadian resi-
dents is to structure gifts so that they are not gifts of
U.S. property. For example, if real property located in
the United States is owned by a Canadian holding com-
pany, subject to the concerns discussed above in Part
3, the gift of the shares would not be subject to U.S.
gift tax. With respect to a U.S. person, if a gift must be
made of Taxable Canadian Property, it would be more
efficient to make a gift of property with little or no ap-

preciation to minimize the Canadian income tax liabil-
ity with respect to the deemed disposition.

Charitable Contributions

Absent treaty relief, no U.S. income tax deductions
are available for contributions made by U.S. persons to
foreign charities. A similar limitation is imposed under
the Canadian income tax law. In addition, in many cases,
U.S. gift or estate tax deductions are not available for
gifts or bequests made by U.S. persons to foreign chari-
ties unless the foreign charity is organized and operated
exclusively for religious, charitable, scientific, literary or
educational purposes and would not be disqualified for
tax exemption under U.S. tax law.?

Subject to certain limitations, the Treaty allows U.S.
persons to receive U.S. income and estate tax deduc-
tions for contributions and bequests made to Canadian
charities and allows Canadian residents to receive in-
come tax credits for contributions and bequests made
to U.S. charities. The Treaty also permits a full U.S. es-
tate tax deduction for U.S. property that is specifically
devised to Canadian public charities.

Endnotes

1. For more details on planning, see Michael W. Galligan, “Buying
USA: Ways of Minimizing U.S. Transfer Taxes on U.S. Property
Interests of Non-U.S. Persons,” STEP USA, June 2007.

2. For more details, see Michael W. Galligan, “International
Charitable Giving and Planning Under U.S. Tax Law,” Tax
Management Estates, Gifts and Trusts Journal, Vol. 29, No. 03,
May 13, 2004.
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Tax Incentives for Land Conservation Easements

By Bonnie McGuire Jones

While trusts and estates attorneys, along with
many charitable organizations, focused on other op-
portunities for charitable giving under the Pension
Protection Act (PPA)! that became law on August 17,
2006, the PPA brought significantly increased chari-
table income tax deductions and longer carry-forward
periods for landowners who placed conservation ease-
ments on their real property between January 1, 2006
and December 31, 2007.

On January 31, 2007 Senator Max Baucus (D-MT)
introduced a bill that would make the expanded
tax incentives for conservation easement donations
under the PPA permanent and on March 19, 2007,
Representative Mike Thompson (D-CA) introduced
a companion bill in the House.? After a number of
months in the Senate Finance Committee, Senator
Baucus’ bill received approval when the “Habitat and
Land Conservation Act of 2007” passed the Senate
Finance Committee by unanimous voice vote on
September 21, 2007.2 The Act includes the permanent
extension of the conservation easement incentives from
Senator Baucus’ original bill. At the time of writing
this article, the Act has been referred to the full Senate
for consideration but has not yet been scheduled for
a Senate vote. Senator Thompson’s companion bill
remains in the House Ways and Means Committee.
If this legislation is passed by the full Congress and
signed by the President, the favorable rules on chari-
table deductions for conservation easements will not
sunset on December 31, 2007. These rules will continue
to provide individuals whose intent is to preserve real
property with environmental, scenic or historic value,
to limit suburban sprawl, and to protect agriculturally

suitable land and timberland, with much to their liking.

Trusts and estates attorneys rather than real estate
attorneys are typically the legal advisors consulted for
charitable gift planning and design. For trusts and es-
tates attorneys who feel out of their field when consid-
ering conservation easements, this article will provide
(1) an introduction to conservation easements, (2) the
greatly expanded charitable deductions they generate
until December 31, 2007, which could become perma-
nent if the proposed legislation becomes law, (3) New
York State’s separate conservation easement tax incen-
tives, and (4) the mechanics and monitoring of conser-
vation easements.

What Is a Conservation Easement?

A conservation easement is a permanent deed re-
striction on development rights, authorized by state

law, that runs with the land.* With a conservation ease-
ment, a landowner enters into a binding agreement
with a qualified not-for-profit land conservation orga-
nization or governmental unit to define the terms of the
development and usage restrictions. The land conser-
vation organization or governmental unit then holds,
monitors and initiates enforcement of the terms of the
easement, if necessary.

While a landowner can continue to live on the land
and use it for farming and timber, if applicable, the ef-
fect of the easement is to protect the land from prohib-
ited uses and development. Landowners, individuals
as well as family limited partnerships, limited liability
companies, and some types of corporations, are en-
titled to a federal charitable income tax deduction for
placing a conservation easement on their real property.
The value of the charitable deduction is generally equal
to the difference between the land’s value before the
easement and its value after the placement of the per-
manent restrictions on development and usage rights.

In addition to donations of conservation ease-
ments, a conservation easement can also be conveyed
by a sale, sale at a bargain price, as part of a like-kind
exchange (I.LR.C. § 1035), or donated or sold by one’s
estate.

Conservation Easement Incentives Under
the PPA

Prior to the enactment of the PPA (and after
December 31, 2007 if the favorable PPA provisions are
not extended), owners of appreciated property could
deduct the value of the donated conservation ease-
ment, up to 30% of their adjusted gross income (AGI)
in the year the easement is put in place, with 5 years to
carry forward any unused deduction.’ Under the PPA
provisions, landowners who established conservation
easements between January 1, 2006 and December 31,
2007 could deduct up to 50% of their AGI. Qualifying
farmers and ranchers who earn at least one-half of their
income from the use of their land can deduct up to
100% of their AGL® In addition, any unused charitable
deduction can be carried forward for 15 years after the
year when the conservation easement is created.”

Conservation easements can also create other tax
benefits, such as reducing estate taxes, since real prop-
erty subject to a restrictive easement is worth less than
real property with full development and usage rights.
In addition, some states, like New York, allow conser-
vation easements to reduce annual real property taxes.
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New York State’s Conservation Easement
Tax Credit

New York State was the first in the nation to enact a
tax credit for conservation easements. New York State’s
Conservation Easement Tax Credit (CETC) provides
that for tax years beginning in 2006, any New York
State landowner who owns land restricted by a conser-
vation easement will be entitled to an annual refund of
25% of the property taxes paid on the restricted land of
up to $5,000 per year.® The CETC is available to own-
ers of all easement-restricted land, regardless of when
the easement was created, so long as the easement was
wholly or partially donated to a public or not-for-profit
conservation organization and so long as the easement
is registered with the New York State Department of
Environmental Conservation.’ The CETC is a refund-
able credit, which means that if the credit exceeds the
landowner’s New York State income tax liability, the
landowner will be entitled to a refund.

In addition, New York taxpayers are entitled to the
same charitable deductions for state income tax pur-
poses as they are for federal income tax purposes.

Mechanics and Monitoring of Conservation
Easements

A conservation easement can be created for any of
the following purposes: (1) preservation of open space,
including farmland and forest land; (2) preservation
of land for recreation use by or the education of the
general public; (3) preservation of a natural habitat;
or (4) preservation of historically important land or a
certified historic structure.!® Once the easement has
been conveyed by deed, the owner continues to use the
property and retains the rights to sell, rent, devise and
donate the property, subject to the restrictions of the
customized conservation easement.

The restrictions imposed by a conservation ease-
ment can include prohibiting or limiting subdivision
of the land; prohibiting or limiting new structures and
modifications to existing structures, roads and trails;
protecting scenic views, watersheds, agriculturally suit-
able land or timberland; and full prohibitions against
mining. Conservation easements can vary greatly.
Audits by the tax authorities and ultimate review by
the courts will determine if the value of the charitable
deduction given to the landowner who places an ease-
ment on the property is commensurate with the degree
of protection the easement provides.

In the event of noncompliance with the easement
restrictions, the monitoring organizations are obligated
to report the non-compliant activity to designated gov-
ernmental agencies or departments and to take legal
steps to enforce the restrictions. Courts can issue orders

that can be enforced by local, state and federal law
enforcement authorities. Fines can be levied and non-
compliance can be reported to the IRS and to state tax
authorities, which may generate audits of the income
tax deductions taken by the landowners. Concern over
inconsistencies in the valuation of easements and the
enforcement of noncompliance with the easement re-
strictions caused Congress to tighten the requirements
for facade easements of historic buildings and to pre-
dict heightened IRS scrutiny in exchange for the more
generous charitable deductions.!!

Crucial to the availability of this type of charitable
deduction, and to the benefit received by the public
from conservation easements, is the land conserva-
tion organization or governmental unit that holds
the donated easement. In New York State both the
Department of Environmental Conservation and the
Department of Agriculture and Markets are autho-
rized to hold conservation easements. They, along
with not-for-profit organizations such as the members
of the national Land Trust Alliance (www.lta.org)
and the American Farmland Trust (www.farmland.
org) can help landowners determine if their property
would qualify for conservation easements and hold the
easements.

It can take several months to coordinate and ac-
complish the requirements necessary to qualify for the
tax incentives for land conservation easements. First,
the real property has to be appraised and may need to
be surveyed. An attorney will be needed to draft the
easement language and often to negotiate the terms of
the easement with the qualified land conservation orga-
nization or governmental unit that will be holding the
easement. Some land trusts require the landowner to
donate a certain amount or a percentage of the value of
the easement to endow the organization’s monitoring
of the easement. This “endowment” will also qualify
for a charitable deduction.

Conclusion

Some landowners who had been considering con-
servation easements for some time found that the in-
creased tax incentives available under the PPA caused
them to undertake the time and expense of creating
and donating the easements.'? Others hope that the
tax incentives will bring more visibility to the efforts
of the land trusts, land stewardship organizations, and
governmental entities that are trying to protect agricul-
turally suitable land and timberland, limit suburban
sprawl, and preserve real property with environmental,
scenic or historic value.

According to the Federal Reserve Board, in the
fourth quarter of 2006, real estate comprised 32.9%
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of the net worth of households in the United States.!3 8.
One recent study projected that the aggregate inter-
generational transfer of wealth in this country for the

period 1998 to 2052 will total $41 trillion.!* If this figure g
proves accruate, then appoximately $13.5 trillion of 10.
wealth transfer will involve real estate. These statistics, 11.
coupled with the possibility of permanent charitable 12.
deduction incentives for conservation easements, have
motivated many landowners and their attorneys to 13.
re-evaluate the tax incentives associated with conserva-

tion easements. "
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¢ I’ve never thought of myself

as a philanthropist, but
I want to make sure that
my estate will be used for
law-related purposes and
to help the less fortunate
receive legal services.”’
— your lawyer client

If you have a lawyer client
who is passionate about the
law and the legal profession,
please consider discussing
The New York Bar Foundation
as part of the estate plan.

The New York Bar Foundation is dedicated to
aiding charitable and educational projects to meet
the law-related needs of the public and the legal
profession.

The Foundation is a not-for-profit organization
that was established in 1950. Since then, it has
provided funding for law-related projects throughout
the State of New York that have improved the lives
of thousands of people in communities like yours.

To learn more about

The
New York Bar ITYIEZW
Foundation visit YORK
BAR
wwnybLorg or

One EIk Street

call 518/487-5651 Albany, New York 12207
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Decisions

N\

Recent New York State

By Ira Mark Bloom and William P. LaPiana

DISTRIBUTION

Non-Marital Children; Open and Notorious
Acknowledgment Is Sufficient Proof of Paternity

Alleged maternal first cousins of the decedent
objected to the Public Administrator’s account. The ob-
jectants are the grandchildren of the putative father of
decedent’s mother. The Surrogate held that the law in
effect at the decedent’s death in 2002 applies and that
under EPTL 4-1.2 decedent’s mother’s paternity must
be established by clear and convincing evidence and
her alleged father must have openly and notoriously
acknowledged her as his child. After stating that the
cases frequently discuss only open and notorious ac-
knowledgment, the Surrogate concluded that “an open
and notorious acknowledgment by all family members
is in effect also used as proof of paternity.” Finding that
the evidence showed that decedent’s mother and her
half-siblings acknowledged their relationship to one
another and that decedent and the marital descendants
of her maternal grandfather also acknowledged their
relationship, “it may be inferred that the maternal
grandfather [who died in 1912] himself openly and no-
toriously acknowledged his paternity of the decedent’s
mother to his marital children.” In addition there is no
evidence that the maternal grandfather ever denied
paternity of decedent’s mother or that another person
claimed to be decedent’s maternal grandfather. The ob-
jectants are therefore distributees of the decedent. I re
Marks, 16 Misc. 3d 334, 837 N.Y.S5.2d 531 (Sur. Ct., Bronx
Co. 2007)

FIDUCIARIES

Qualification; Professional Corporation Cannot
Qualify as Executor

Testator nominated a professional corporation as
executor. The sole shareholder argued that it could be
defined as a natural person and therefore was eligible
under SCPA 707. The Surrogate rejected the argument,
stating that the shareholder “has elected to shield him-
self from individual liability by operating as a profes-
sional corporation rather than as an individual” and
was bound by that choice. Letters were ordered issued
to the successor nominated executor. In re Huntington,
16 Misc. 3d 914, 839 N.Y.S.2d 909 (Sur. Ct., Onondaga
Co. 2007)

MEDICAID

Eligibility; Joint and Survivor Annuity Not an
Exempt Transfer to Spouse

The Appellate Division upheld dismissal of
Medicaid applicant’s appeal of determination that his
creation of a 10-year joint and survivor annuity for
himself and his wife was a disqualifying transfer be-
cause it was not for her sole benefit. The 91-year-old
wife would receive benefits only if she survived her
88-year-old husband. Because her life expectancy was
4.4 years, the annuity did not provide benefits for her
on an actuarially sound basis as the regulations require
and it was therefore likely that the estate of the last to
die would receive some of the payments. Finally it was
not irrational to follow applicable statute, regulations,
and guidelines to value the amount received by the
husband by using a single life annuity table. Williams v.
Weiner, 42 A.D.3d 901, 839 N.Y.5.2d 654 (4th Dep’t 2007)

PROCEEDINGS

Professional Responsibility; Attorney-Executor May
Not Represent Himself in His Fiduciary Capacity

Attorney-executor brought a discovery proceeding
under SCPA 2103 alleging that the estate is entitled to
almost $400,000 transferred by the decedent’s attorney-
in-fact under a power of attorney executed shortly be-
fore the decedent’s death because the decedent lacked
capacity to execute the power of attorney and the agen-
cy and the transfers were the result of fraud and undue
influence. The respondent moved to disqualify the pe-
titioner from representing himself on the grounds that
the advocate-witness rule (22 N.Y.C.R.R. § 1200.211)
forbids an attorney from appearing as an advocate in
a proceeding in which the lawyer will be a witness.
Documents annexed to the petition made it clear that
the attorney-executor would be called to testify.

The Surrogate granted the respondent’s motion.
Although there is a strong policy to allow all persons,
not only attorneys, to represent themselves, here the
attorney would be representing the interests of the
estate’s beneficiaries. The policies behind the advocate-
witness rule therefore must prevail and the attorney
must be disqualified. In re Estate of Walsh, 17 Misc. 3d
407, 840 N.Y.S.2d 906 (Sur. Ct., Bronx Co. 2007)
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TRUSTS

Construction; Posthumously Conceived
Grandchildren of Creator Are Beneficiaries of Trust

Creator of lifetime trusts provided that on his death
the trustees are to sprinkle principal among his issue
during the lifetime of his wife, who survived him. His
wife has a special testamentary power of appointment
to appoint among his issue and certain other permis-
sible objects, and in default of exercise the property is
to be distributed to his issue. One of creator’s two sons
predeceased him by six months. Before the son died
he arranged for the cryopreservation of a sample of his
semen which was to be held subject to the directions of
his wife. After his death his wife used the semen for in
vitro fertilization of her ova and gave birth to two sons,
the first three and a half years and the second five years
after her husband’s death. The trustees then made an
application for advice and direction concerning the
status of the posthumously conceived children. Neither
the trustees nor anyone interested in the trust opposed
the inclusion of the children as beneficiaries. In addi-
tion, the remaining semen had been destroyed by the
time of the application.

Surrogate Roth started by noting that the only
mention of posthumously conceived children in the
New York statutes is a 2006 amendment to the preter-
mitted child statute, EPTL 5-3.2, which excludes such
children from the application of the statute. That exclu-
sion is designed to ensure certainty in determining who
is interested in an estate and finality in distribution and
in any event is not applicable to the trusts involved in
this application.

In the absence of New York authority, the Surrogate
turned to “less immediate sources for a reflection of
the public’s evolving attitude toward assisted repro-
duction. . . .” After examining existing state statutes,
decisions from other jurisdictions, uniform laws, and
the provisions of Restatement (Third) Property (Wills
and Other Donative Transfers) § 14.8, the Surrogate
concluded that the legislatures and courts have tried to
balance the competing interests of certainty and finality
in the administration of estates and the respect due the
“human desire to have children.” In the end Surrogate
Roth decided that the reasoning of Restatement (Third)
and New York cases and statutes dealing with chil-
dren conceived by artificial insemination stand for the
proposition that “if an individual considers a child to
be his or her own, society through its laws should do
so as well.” The posthumously conceived children are
part of their father’s family for all purposes and they
are beneficiaries of the trusts because the dispositive
scheme of the trusts and a sympathetic reading of their
terms show that the grantor intended “all members of

his bloodline to receive their share.” In re Martin B, 17
Misc. 3d 198, 841 N.Y.S.2d 207 (Sur. Ct., N.Y. Co. 2007)

WILLS

Construction; Language Giving Beneficiary Absolute
Ownership with Property to Be Held by Fiduciary
and Applied to Beneficiary’s Support Until Age 25
Creates Trust

Decedent’s will contained a facility of payment
clause directing that if any property vested in “absolute
ownership” in a person under age 25, the decedent’s fi-
duciary is authorized to hold the property in a separate
fund, invest and reinvest the property, apply income
or principal for the care, support, maintenance, and
education of the beneficiary until age 25 at which time
accumulated income and remaining principal is to be
distributed to the beneficiary. The Appellate Division
reversed the Surrogate and held that the language cre-
ated a trust. In spite of the language directing vesting,
the language indicates that the testator intended to give
legal title to a trustee with authority to invest and rein-
vest the property and to use the income and principal
for the benefit of the will beneficiary until age 25. In re
Maliszewski, 42 A.D.3d 737, 839 N.Y.S5.2d 586 (3d Dep’t
2007)

No-Contest Clause; Violation Results in Lack of
Standing to Ask for Construction

Decedent’s will provided that any beneficiary who
“directly or indirectly” became involved in a proceed-
ing “about the provisions of the Will” would lose any
gift in the will and could not “otherwise be a benefi-
ciary.” Daughter unsuccessfully contested probate and
then brought a construction proceeding. The Appellate
Division affirmed the Surrogate’s dismissal of the pro-
ceeding because the language of the no-contest clause
showed a clear intent to disinherit any party objecting
to probate. Daughter therefore could not be a distribu-
tee and thus had no standing to seek a construction of
the will. In re Bernstein, 40 A.D.3d 1086, 837 N.Y.S.2d
228 (2d Dep’t 2007)

No-Contest Clause; Deposition of Drafter of Prior
Will Results in Forfeiture

Decedent’s will contained both a general no-contest
clause and one applicable expressly to his son, both of
which referred to challenges to the will and to the dece-
dent’s revocable trust. The son carried on examinations
of the nominated executor, the witnesses to the will,
the drafting attorney, and an attorney who had drafted
a prior will of the decedent. The purpose of the last
examination was to determine whether the provisions
of the prior will would give the son a financial incen-
tive to object to the proffered will. Objections were not
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filed and the will was admitted to probate. The execu-
tor then asked the Surrogate for a construction of the
no-contest clause. While examination of most of the
persons examined does not violate a no-contest clause

Ira Mark Bloom is Justice David Josiah Brewer
Distinguished Professor of Law, Albany Law School.
William P. LaPiana is Rita and Joseph Solomon
Professor of Wills, Trusts and Estates, New York Law

under the provisions of EPTL 3-3.5(b)(3) and SCPA School.
1404(4), those provisions do not include the drafter of a
prior will. The son’s action was a challenge to the will
and outside of the statutory safe harbor, violated both
no-contest clauses and resulted in forfeiture of his in-
terests in the probate estate and the trust property. In re
Singer, 17 Misc. 3d 365, 841 N.Y.S.2d 212 (Sur. Ct., Kings

Co. 2007)

Professors Bloom and LaPiana are the current
authors of Bloom and Klipstein, Drafting New York
Wills (Matthew Bender) (Bloom as principal author;
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New York State Surrogate’s and
Supreme Court Decisions

~

Case Notes—

By llene Sherwyn Cooper

J

Attorney-Client Privilege

In a proceeding to determine the validity of a
claim, the petitioners moved for an order directing the
estate executors to produce all documents, recordings
and transcripts of telephone calls. The estate responded
by contending that the items were protected by the
attorney-client privilege and not discoverable. In re-
sponse, the movants alleged that the presence and par-
ticipation in the conferences and calls of a co-executor’s
spouse deprived the estate of a claim of privilege.

Citing Stroh v. General Motors, Inc., 213 A.D.2d 267
(1st Dep’t 1995) and In re Nigro, N.Y.L.]., 10/5/04, p.
20, the court disagreed, finding that the co-executor’s
spouse served as her agent at the subject meetings and
conference calls relative to what the court described as
a very sizable estate of approximately $130 million.

With respect to the movants’ request for commu-
nications between the executors and their attorneys in
the presence of the estate accountants, the court held
that communications between an attorney and client in
the presence of an accountant as well as independent
communications between the client and accountant are
protected by the attorney-client privilege under cer-
tain circumstances. The court found, nevertheless, that
while the executors made a plausible argument in sup-
port of the confidentiality of the records sought, they
had simply done so in a footnote contained in their
memorandum of law, rather than through an affidavit
by a person with knowledge of the facts. Accordingly,
given the sums at stake, the court granted the executors
additional time to submit their arguments relative to
this issue in proper form.

In re Estate of Sosnow, N.Y.L.J.,7/13/07, p. 23 (Sur.
Ct., Nassau Co.)

Before the court was an application by the at-
torney for the petitioner in an underlying accounting
proceeding for a protective order quashing a subpoena
that had been issued to him by objectant’s counsel.
The subpoena requests the appearance of counsel at a
deposition as well as the production thereat of various
estate records. The movant claimed that the subpoena
was improper, vague, sought disclosure of material
protected by the attorney-client privilege, and was un-

necessary as objectant’s counsel had already examined
the petitioner and had the opportunity at that time to
obtain the disclosure sought.

Objectant’s counsel argued that the provisions of
CPLR 4502(a)(2)(A) require disclosure, and that in any
event, upon the revocation of the petitioner’s letter tes-
tamentary, the attorney-client relationship between the
petitioner and counsel ceased.

The court held that objectant’s reliance upon CPLR
4503(a)(2)(A) was misplaced in that the statute was
actually intended to prevent access to privileged com-
munications between the fiduciary of an estate and the
fiduciary’s counsel, despite the fact that a fiduciary re-
lationship exists between the fiduciary and beneficiary
of the estate. Moreover, the court opined that once the
privilege attaches, it becomes permanent, and thus con-
tinues even after a fiduciary is removed.

Additionally, the court noted that because the at-
torney was a non-party witness, the objectant was re-
quired to show special circumstances for the disclosure
sought other than by claiming relevancy. The court
held that such circumstances exist when, for example,
it is shown that the subpoenaed information cannot be
obtained through another source. Based upon this cri-
terion, the court found that the objectant failed to make
the requisite showing of need and accordingly, the mo-
vant’s motion to quash the subpoena was granted.

In re Estate of Darretta, N.Y.L.]J.,7/23/07, p. 37 (Sur.
Ct., Suffolk Co.) (Surr. Czygier)

Deed Vacated

Before the court was an action to vacate a deed to
real property. The records revealed that the plaintiff
and defendant had purchased a home together as ten-
ants in common. A mortgage loan was provided to
both parties, and the deed to the property was record-
ed. Thereafter, the plaintiff commenced work renovat-
ing the premises. While the materials were purchased
by the defendant, the plaintiff did all the work atten-
dant to the renovation without remuneration.

Approximately one year later, the defendant ap-
proached the plaintiff to discuss a refinance of the
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property in order to obtain a lower interest rate on the
mortgage. The defendant agreed, and thereafter, with-
out reservation or question, signed his name to numer-
ous documents, which he believed were in connection
with the refinance arrangement. Unbeknownst to the
plaintiff, within the documents was a deed conveying
his one-half interest in the premises to the defendant.
The defendant later changed the locks on the property.

The court opined that the burden of proof rested
upon the plaintiff to demonstrate the existence of
fraud or undue influence in order to vacate the deed.
However, if a confidential relationship between the
parties was proven, the burden would shift to the de-
fendant to show that the conveyance at issue was bona
tide and free from improprieties.

Based upon the testimony, the court held that there
was a confidential relationship between the plaintiff
and the defendant based upon a long-standing period
of mutual trust. Further, the court held that the defen-
dant had failed to satisfy her burden of proving that
the deed was valid and freely entered into.

Accordingly, the deed was vacated and the plain-
tiff’s interest in the subject property re-instated.

Campbell v. Ward, N.Y.L.]J., 8/28/07, p. 28 (Supreme
Ct., Suffolk Co.) (Spinner, J.)

Joint Accounts

The administratrix of the decedent’s estate filed
suit against the former spouse of the decedent for the
recovery of funds held in joint name by the decedent
and the defendant in two Citibank accounts.

The record revealed that in connection with their
divorce, the decedent and the defendant entered
into an agreement waiving any future claims in each
other’s property, and acknowledging a final division
of their property. However, at the time of his death, the
decedent had not removed the defendant’s name as
beneficiary of his life insurance policy, an IRA account,
and the subject Citibank accounts. The court noted
that as to the life insurance proceeds and IRA account,
the Appellate Division held that because the waiver
provisions of the agreement between the parties in con-
nection with their divorce did not specifically mention
these assets, they rightfully belonged to the defendant
upon the decedent’s death. However, the court found
otherwise in regard to the Citibank accounts.

Specifically, the court found that the evidence es-
tablished that it was not the decedent’s intent to make a
gift of the proceeds in these accounts to the defendant.
In reaching this result, the court relied upon testi-
mony and proof that demonstrated that the accounts
were established by the decedent in order to conduct
transactions while out of the country; that the waiver

in the divorce agreement was sufficient to encompass
these accounts; the apparent difficulty the decedent
had in removing the defendant’s name from the ac-
counts since his divorce from the defendant took place
in Poland; the fact that the decedent was ill at the time
the accounts were created; and the decedent’s exclusive
use and funding of the accounts.

Storozynski v. Storozynski, N.Y.L.J.,6/12/07, p. 24
(Supreme Ct., Nassau Co.) (Lally, J.)

Leave to File Late Objections

In a contested probate proceeding, the court grant-
ed the movant leave to file objections to probate despite
the fact that the time to file objections had expired.
Upon the initial return date of citation, objections to
probate had been filed by two other parties, but not the
movant, albeit jurisdiction had been obtained over the
movant. Thereafter, an earlier will of the deceased was
filed with the court and supplemental citation issued.
Prior to the return date of supplemental citation, the
movant sought to file objections.

The court opined that the right to file objections is a
substantial right that should not be lightly disregarded,
particularly when the validity of a will is at issue. This
is in keeping with the court’s paramount duty to insure
that the propounded instrument is indeed the last will
of the decedent, and as such, to thoroughly evaluate
any objections or potential objections.

In support of his application, the movant claimed
that he never received a copy of the propounded in-
strument at his residence in Italy. However, once learn-
ing of the underlying proceeding, the record revealed
that the movant retained counsel, who sought to file
objections on his behalf, alleging lack of testamentary
capacity, lack of due execution, fraud and undue influ-
ence. These objections were returned as untimely.

The petitioner claimed that the movant had failed
to explain his seven-month delay in filing objections or
to demonstrate the likelihood of success of his claims.
In response, the movant submitted the transcript of a
hearing concerning the appointment of an Article 81
guardian for the decedent wherein the court found,
inter alia, that the decedent suffered from certain func-
tional limitations that would cause him to be confused
and disoriented at times, and impaired his ability to
care for his personal and financial needs. Additionally,
the record revealed that although the petitioner for pro-
bate was named as guardian of the decedent’s person,
she was removed as one of his attorneys-in-fact.

Based upon the foregoing, and in view of the fact
that the litigated probate proceeding had just com-
menced, the court, in the exercise of discretion, granted
the movant leave to file his objections to probate.
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In re Estate of Foresto, N.Y.L.]., 7/23/07, p. 37 (Sur.
Ct., Suffolk Co.) (Surr. Czygier)

* % %

In a pending probate and discovery proceeding,
the court authorized late filing of objections to probate,
but denied the movant’s request to vacate his default in
a discovery proceeding.

The record in the probate proceeding revealed
that prior to the time for filing objections, after the
completion of 1404 examinations, counsel for the mo-
vant sought to file objections to the issuance of letters
testamentary to the petitioner, but not to the probate of
the propounded will. These objections were returned,
although they were served on petitioner’s counsel.
Thereafter, the objections were revised, served once
again on petitioner’s counsel, and submitted to the
court for filing. They were returned at this point for be-
ing untimely.

In regard to the discovery proceeding, the record
revealed that the movant was served by petitioner with
an order to show cause for discovery that was return-
able August 1, 2006. The matter was adjourned on that
date to August 22, 2006. The movant was duly served
in the proceeding but failed to appear or file a respon-
sive pleading. Although movant claimed he submitted
an affidavit in opposition to the order to show cause,
no such affidavit was on file with the court.

In view of the foregoing, the court held that in the
probate proceeding the movant had timely filed objec-
tions to probate, and served the same on petitioner’s
counsel, but that the objections had not been filed with
the court for technical reasons related to the standing
of some, albeit not all, of the parties. Given the court’s
duty to insure the validity of the will admitted to
probate, in the exercise of discretion, the motion was
granted.

On the other hand, with respect to the discovery
proceeding, the court held that the movant had failed
to provide a reasonable excuse for his default, and
failed to establish that he would have a meritorious
claim if he were permitted to answer. Accordingly, the
movant’s application to vacate his default in the dis-
covery proceeding was denied.

In re Estate of McMullen, N.Y.L.]., 7/23/07, p. 38
(Sur. Ct., Suffolk Co.) (Surr. Czygier)

Revocation of Letters

The residuary legatees under the decedent’s will
instituted separate proceedings requesting, inter alia,
that the letters testamentary issued to the named ex-
ecutor under the instrument be revoked. The record
revealed that prior to his appointment as fiduciary,

the named executor pled guilty in the United States
District Court to one misdemeanor count of unlawfully
receiving a portion of real estate settlement charges in
violation of the Real Estate Settlement Practices Act.
The Magistrate ordered the fiduciary to pay a fine and
mandatory surcharge, but did not sentence him to any
jail time or probation.

The court opined that pursuant to the provisions
of SCPA 707, a person is ineligible to receive letters if
he is convicted of a crime constituting a felony under
New York law. The court held that the crime for which
the fiduciary pled guilty had no New York counterpart
and, thus, was not a crime in New York so as to justify
the fiduciary’s removal.

The court further opined that an individual may be
found ineligible to serve as fiduciary if he does not pos-
sess the qualifications required by reason of dishonesty.
To demonstrate dishonesty, it must be demonstrated
that the nominated fiduciary has engaged in a pattern
of financial wrongdoing that poses a genuine, serious
risk to the proper administration of the estate. Within
these parameters, the court concluded that the fidu-
ciary’s misdemeanor conviction, although related to fi-
nancial matters, did not constitute dishonesty sufficient
to disqualify him. In particular, the court noted that the
misdemeanor at issue was victimless, that the fiduciary
was not ordered to serve any jail time or probation, and
was not directed to pay restitution.

Accordingly, the court dismissed the proceedings.

In re Estate of Anderson, N.Y.L.].,7/10/07, p.23 (Sur.
Ct., Dutchess Co.) (Surr. Pagones)

* % ok

In a contested accounting proceeding, the court
revoked the letters testamentary that had issued to the
decedent’s spouse based upon her concessions that she
had commingled the assets of the estate with her own,
that she no longer wanted to assume the daily manage-
ment of the estate due to ill health and age, and that
she had failed to maintain the estate books and records,
as well as allegations that she had distributed estate
property to a person who was a not a beneficiary under
the will and had allowed estate property to be rented at
below market rentals. Although the executrix disputed
that she had undervalued the property rentals and of-
fered to reimburse the estate for any improper distri-
butions, the court concluded that her letters should be
revoked.

With regard to the issue of the spouse’s successor,
the court held that the objectant’s request to be ap-
pointed was premature as she was not the nominated
successor fiduciary named in the decedent’s will.
Moreover, the court opined that even if the named suc-
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cessor failed to qualify, the objectant might not be an
appropriate successor given the hostility between her
and the decedent’s spouse, and the fact that her ap-
pointment could place her in a position of conflict with
the estate by reason of her having to collect past due
rents from herself.

In re Estate of Hargrow, N.Y.L.J., 8/7/07, p. 35 (Sur.
Ct., Bronx Co.) (Surr. Holzman)

Turnover of Assets

In an action transferred from Supreme Court, the
plaintiffs, the decedent’s sons, sought a turnover of
specific items of the decedent’s personalty at death.
The defendants moved to dismiss the complaint on the
grounds that the plaintiffs lacked standing to bring the
action.

The record revealed that the plaintiffs were the
children of the decedent’s first marriage. That mar-

riage ended in divorce pursuant to an agreement which

provided, inter alia, that the decedent would execute

a Will that would leave one-half of his net estate to
the children of the marriage. In a prior decision, the
court determined “net estate” to mean one-half of the
decedent’s estate minus estate taxes, funeral expenses,
debts and all other administration expenses. Further,
the court determined that the parties had intended
that only testamentary assets would be included in the
property subject to the provision, and that the valua-
tion of those assets would be ascertained upon a final
accounting.

In granting the motion to dismiss, the court held
that under the Fiduciary Powers Act, the fiduciary of
an estate has the discretion to make a distribution to a
beneficiary in cash or in kind. Moreover, a fiduciary is
required to make a distribution in kind only when the
will of the decedent so provides, or if all the beneficia-
ries of the estate have submitted an unequivocal direc-
tion to the fiduciary to do so.

Within this context, the court found that there was
nothing in the record to support the plaintiffs’ claim
that they were entitled to the specific property in is-
sue. The separation agreement entitled them to only
one-half of the net estate, and as creditors, rather than
beneficiaries of the estate, they were not entitled to a
distribution in kind.

Accordingly, summary judgment was granted.

In re Estate of Taylor, N.Y.L.].,7/9/07, p. 36 (Sur. Ct.,
Westchester Co.) (Surr. Scarpino).
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the complex rules and considerations involved in the various aspects of
estate planning in New York State. Each chapter has been brought
completely up to date for the 2006 revision. Several chapters—
including “New York Estate and Gift Taxes” and “Marital Deduction”—
have been totally revised for this update.

Written by practitioners who specialize in the field, Estate Planning is a
comprehensive text that will benefit those who are just entering this
growing area. Experienced practitioners will also benefit from the
practical guidance offered by their colleagues, and use this book as a
text of first reference for areas with which they may not be as familiar.

Contents At-a-Glance

Estate Planning Overview

Federal Estate and Gift Taxation: An Overview
New York Estate and Gift Taxes

Fundamentals of Will Drafting

Marital Deduction/Credit Shelter Drafting
Revocable Trusts

Lifetime Gifts and Trusts for Minors

IRAs and Qualified Plans—Tax, Medicaid and Planning Issues
Estate Planning with Life Insurance

Dealing with Second or Troubled Marriages
Planning for Client Incapacity

Long-Term Care Insurance in New York
Practice Development and Ethical Issues

Free shipping and handling within the continental U.S. The cost for shipping and handling outside the continental U.S. will be added to your order.

Prices do not include applicable sales tax.

Get the Information Edge

NEW YORK STATE BAR ASSOCIATION
1.800.582.2452  www.nysba.org/pubs

1iik]

Mention Code: PUB0182 NYSBA
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Section Committees & Chairs

The Trusts and Estates Law Section encourages members to participate in its programs and to contact the
Section Officers or Committee Chairs for information.

Committee on Charitable
Organizations

Richard P. Wallace

Martin Law Firm

P.O. Box 1530

Troy, NY 12181-1530
dwallace@martinshudt.com

Committee on Continuing Legal
Education

Marion Hancock Fish

Hancock & Estabrook, LLP

1500 Tower I

Box 4976

Syracuse, NY 13221
mfish@hancocklaw.com

Committee on Elderly and Disabled
Robert Kruger

Law Office of Robert Kruger

225 Broadway, Room 4200

New York, NY 10007-3001
robertkruger@aol.com

Committee on Estate and Trust
Administration

Linda J. Wank

Frankfurt Kurnit Klein & Selz, P.C.
488 Madison Avenue, 9th Floor
New York, NY 10022
Iwank@fgkks.com

Committee on Estate Litigation
Barbara Levitan

Surrogate’s Court, New York County
Law Department

31 Chambers Street, Room 401

New York, NY 10007
blevitan@courts.state.ny.us

Committee on Estate Planning
Ian William MacLean

The MacLean Law Firm, LLC
100 Park Avenue, 20th Floor
New York, NY 10017
ianwmaclean@maclean-law.com

Committee on Governmental
Relations

Thomas J. Collura

Tuczinski Cavalier Gilchrist &
Collura PC

54 State Street, Suite 803
Albany, NY 12207-2524
tcollura@tcglegal.com

Committee on International Estate
Planning

Beth D. Tractenberg

Katten Muchin Rosenman LLP

575 Madison Avenue

New York, NY 10022
beth.tractenberg@kattenlaw.com

Committee on Legislation
John R. Morken

Farrell Fritz PC

West Tower, 14th Floor
Reckson Plaza

Uniondale, NY 11556
jmorken@farrellfritz.com

Committee on Life Insurance and
Employee Benefits

Elizabeth A. Hartnett

MacKenzie Hughes LLP

101 South Salina Street

P.O. Box 4967

Syracuse, NY 13221-4967
ehartnett@mackenziehughes.com

Committee on Membership

and Relations With Local Bar
Associations

George E. Riedel, Jr.

Lipsitz Green Scime Cambria LLP
42 Delaware Avenue, Suite 120
Buffalo, NY 14202-3924
griedel@lglaw.com

Committee on Newsletter and
Publications

Austin T. Wilkie

Holland & Knight LLP

195 Broadway

New York, NY 10007
austin.wilkie@hklaw.com

Committee on Practice and Ethics
S. Jeanne Hall

Fulton Rowe & Hart

One Rockefeller Plaza, Suite 301
New York, NY 10020-2002
sjhall@fultonrowe.com

Committee on Surrogates Court
Stacy L. Pettit

Albany County Surrogate’s Court
30 Clinton Avenue

Albany, NY 12207
spettit@courts.state.ny.us

Committee on Taxation
Deborah S. Kearns
Lavelle & Finn, LLP

29 British American Blvd.
Latham, NY 12110
dkearns06@aol.com

Committee on Technology
Gary R. Mund

Kings County Surrogate’s Court
2 Johnson St., Room 210
Brooklyn, NY 11201-1802
garymund@aol.com

Special Committee on Electronic
Filings

Wallace L. Leinheardt

Jaspan Schlesinger Hoffman LLP
300 Garden City Plaza

Garden City, NY 11530-3324
wleinheardt@jshllp.com

Ad Hoc Committee on Multi-State
Practice

Prof. William P. LaPiana

New York Law School

57 Worth Street

New York, NY 10013-2926
wlapiana@nyls.edu
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Executive Committee District Representatives

First District

Jonathan J. Rikoon
Debevoise and Plimpton LLP
919 Third Avenue

New York, NY 10022
jirikoon@debevoise.com

Second District

Nora S. Anderson

Seth Rubenstein, PC

26 Court Street, Suite 1501
Brooklyn, NY 11242
rubensteinseth@yahoo.com

Third District

Thomas E. Dolin

111 Great Oaks Boulevard
Albany, NY 12203
tdolinl@msn.com

Fourth District

Bonnie McGuire Jones
Jones & Wilcenski PLLC
5 Emma Lane

Clifton Park, NY 12065
bjones@jwlawoffice.com

Fifth District

John S. King

Scolaro, Shulmam, Cohen, Fetter
& Burstein, PC

507 Plum Street, Suite 300
Syracuse, NY 13204
jking@scolaro.com

Sixth District

Beth E. Westfall

Coughlin & Gerhart, LLP
P.O. Box 2039

Binghamton, NY 13902
bwestfall@cglawoffices.com

Seventh District
Warren H. Heilbronner
Boylan Brown et al.
2400 Chase Square
Rochester, NY 14604
whh@boylanbrown.com

Eighth District

Robert W. Constantine

HSBC Private Bank

One HSBC Center, 23rd Floor
Buffalo, NY 14216
robert.constantine@hsbcpb.com

S
Sor

Ninth District

Frank W. Streng

McCarthy Fingar LLP

11 Martine Avenue, 12th Floor
White Plains, NY 10606
fstreng@mccarthyfingar.com

Tenth District

Stephen B. Hand

Jaspan Schlesinger Hoffman, LLP
300 Garden City Plaza

Garden City, NY 11530
shand@jshllp.com

Eleventh District
Howard E. Angione
80-47 192nd Street
Queens, NY 11423
angione@att.net

Twelfth District

Cormac McEnery

562 City Island Avenue

City Island, Bronx, NY 10464
cormac@cormacmecenery.com

South Dakota Trust Company, LL.C

“Flexible, Cost Effective Trust Administration with All the Advantages of South Dakota”

Working with investment advisors and custodians of the client’s choice

Administration of non-financial/illiquid assets

Unlimited trust duration, lowest state premium tax, asset protection

Pure, no income tax state
Great statutes for International Clients

Rated the top jurisdiction by 1/07 Trusts & Estates Magazine
Best regulated private family trust company state (www.privatefamilytrustcompany.com)

Pierce McDowell
605-338-9170

piercemcdowell@sdtrustco.com

Please Contact:

Al King
212-642-8377
alking@sdplanco.com

www.sdtrustco.com

(paid advertisement)

James Paladino
212-642-8377
jamespaladino@sdplanco.com
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Publication of Articles

The Newsletter welcomes the submission of articles
of timely interest to members of the Section. Submissions
may be e-mailed (austin.wilkie@hklaw.com) or mailed on
a 3%" floppy disk (Austin Wilkie, Holland & Knight LLP,
195 Broadway, New York, NY 10007) in Microsoft Word
or WordPerfect. Please include biographical information.
Mr. Wilkie may be contacted regarding further require-
ments for the submission of articles.

Unless stated to the contrary, all published articles
represent the viewpoint of the author and should not be
regarded as representing the views of the Editor or the
Trusts and Estates Law Section, or as constituting sub-
stantive approval of the articles” contents.

V/ [\ Visit Us
2@ || on Our

M}" Web Site: wwwv.

nysba.org/trusts

This Newsletter is distributed to members of the New
York State Bar Association’s Trusts and Estates Law Sec-
tion without charge.

We reserve the right to reject any advertisement. The
New York State Bar Association is not responsible for
typographical or other errors in advertisements.

© Copyright 2007 by the New York State Bar Association.
ISSN 1530-3896 (print) ISSN 1933-852X (online)

NEW YORK STATE BAR ASSOCIATION
IIIII TRUSTS AND ESTATES LAW SECTION
NYSBA One Elk Street, Albany, New York 12207-1002

ADDRESS SERVICE REQUESTED

TRUSTS AND ESTATES LAW
SECTION NEWSLETTER

Editor

Austin T. Wilkie

Holland & Knight LLP
195 Broadway

New York, NY 10007
austin.wilkie@hklaw.com

Section Officers

Chair

Philip L. Burke

Woods Oviatt Gilman LLP

700 Crossroads Building, 2 State Street
Rochester, NY 14614
pburke@woodsoviatt.com

Chairperson-Elect

Wallace L. Leinheardt

Jaspan Schlesinger Hoffman LLP
300 Garden City Plaza, 5th Floor
Garden City, NY 11530
wleinheardt@jshllp.com

Secretary

Prof. Ira M. Bloom
Albany Law School

80 New Scotland Avenue
Albany, NY 12208
ibloo@albanylaw.edu

Treasurer

Gary B. Freidman

Greenfield Stein & Senior, LLP
600 3rd Avenue, 11th Floor
New York, NY 10016
gfreidman@gss-law.com

PRSRT STD
U.S. POSTAGE
PAID
ALBANY, N.Y.
PERMIT NO. 155




