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I.   Introduction 

 
Circular 330 disclosure: Any tax advice 

herein is not intended or written to be used, 

and cannot be used by any taxpayer, for the 

purpose of avoiding any penalties that may 

be imposed under the Internal Revenue 

Code.  
Boot may take many forms, but 

a common thread is that boot always 

refers to nonqualifying property re-

ceived in an exchange. Boot will not 

take an otherwise qualifying exchange 

out of Section 1031. However, boot 

will generate taxable gain to the ex-

tent of realized gain. Put another way, 

(Please turn to page 9) 
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I.    Introduction 

 

A number of important chang-

es to New York estate, trust and gift 

tax law were recently enacted. Brief-

ly, (i) the New York estate tax ex-

emption will reach parity with the 

federal exemption by 2019; (ii) the 

federal estate tax concept of 

“portability” 

will not be ex-

tended to New 

York; (iii) gifts made within three 

years of death will be brought back 

into the decedent’s estate; (iv) 

“throwback” rules, similar to those 

(Please turn to page 11) 

I.    Introduction 
 

The throwback rule is intended 

to prevent a foreign trust from accu-

mulating income, thereby delaying 

the reporting of that income by U.S. 

beneficiaries until the time when the 

income is eventually distributed.  

The throwback rules defeat 

this income tax 

deferral by im-

posing tax not 

only on the deferred income, but also 

by imposing an interest penalty. The 

interest penalty is premised upon the 

theory that since the beneficiary has 

(Please turn to page 7) 

Taxation of Foreign Nongrantor 

Trusts: Throwback Rule 

I.  From The Court of Appeals 

 

A unanimous Court of Ap-

peals, reversing, dismissed the long-

held interpretation by the Department 

of Taxation of Tax Law §605[b][1]

[b], in a dispute adjudicated first at 

the administrative level in the Divi-

sion of Tax Appeals, later affirmed 

on exception to the Tax Appeals Tri-

bunal and then affirmed in an Article 

78 proceeding by a divided appellate 

panel in the Third Department. Mat-

ter of John Gaied v. NYS Tax Appeals 
Tribunal, 2014 NY Slip Op. 1101. 

The statutory interpretation at 

issue involved the asserted imposi-

tion by New York of income tax on 

(Please turn to page 4) 
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Avoiding Boot Gain  

in Like Kind Exchanges 

I.    From Albany 

 

If the United States were the 

European Union, New York, Con-

necticut and New Jersey could be 

compared to Germany 

and France, which 

subsidize less wealthy 

E.U. members. Of course, the U.S. is 

not Europe, and wealthier states must 

bear a larger tax burden if federal 

programs are to benefit all taxpayers. 

Yet, intense competition for tax reve-

nues should also not cause New York 

and Washington to become unseemly 

dueling principalities.  

Although not decorous, at 

some point one must ask whether tax 

(Please  turn to page 2) 

I.      IRS Matters 

 

On July 11, a second federal 

judge ordered the IRS to account for 

missing emails of former director Lois 

Lerner. U.S. District Court Judge Reg-

gie Walton has demanded an affidavit 

from an “appropriate official” of the 

IRS explaining what happened to Ler-

ner’s hard drive, and “why the com-

puter hard drive cannot be identified 

and preserved.” 

In April, IRS Commissioner 

John Koskinen withstood sometimes 

withering interrogation before Con-

gress concerning the two years’ lost 

emails, at times responding to Con-

gressional questioners combatively. 

(Please turn to page 6)  

          

  

Second Federal Court Orders  
IRS to Explain Missing Emails 

Estate   

Planning 

Court of Appeals Voids Tax Appeals Tribunal 

Residency Test as Lacking “Rational Basis” 
 

2nd Circuit Affirms Tax Court Disallowance  

of Conservation Easement Deduction  

Tax  

Analysis 

Income 

Tax Planning 



     TAX  NEWS  & COMMENT                                       AUGUST 2014                                                                     PAGE  2  

      © 2014  LAW OFFICES OF DAVID L. SILVERMAN, 2001 MARCUS AVENUE, LAKE SUCCESS, NY 11042; TEL. (516) 466-5900;  www.nytaxattorney.com   

    

 

 

 

 

 

 

 

 

 

 

 

DAVID L. SILVERMAN, ESQ. 

David graduated from Columbia Law 

School and received an LL.M. in Tax from 

NYU. Formerly associated with Pryor 

Cashman, David is an approved sponsor 

with the NYS Board of Public Accountants, 

and lectures to CPAs on a bi-weekly basis. 

David was invited to speak at the Tax 

Professionals Symposium in Woodbury in 

2013. He authored “Like Kind Exchanges of 

Real Estate Under IRC §1031,” an 

authoritative treatise on the subject. 

 

dsilverman@nytaxattorney.com 

 

TAX PLANNING & TAX LITIGATION 

¶  Federal & NYS Income Tax Planning 

¶  Federal & NYS Tax Litigation  

¶  U.S. Tax Court & District Ct Litigation 

¶  NYS Tax Appeals Tribunal Litigation 

¶  Criminal, Sales & Employment Tax 

¶  Estate Tax & Trust Acc’ting Litigation 

 

WILLS, TRUSTS & PROBATE 

¶  Wills, Inter Vivos, & Testmentry Trusts 

¶  Probate and Administration of Estates 

¶  Pwers of Attorney; Health Care Proxies 

¶  Contested Estates; Trust Accountings 

¶  Grantor & Nongrantor Trusts 

¶  Trust Amendment & Decanting 

¶  Gift & Estate Tax Returns & Audits 

 

BUSINESS PLANNING & AGREEMENTS 

¶  Partnership & LLC Agreements 

¶  Opinion Letters & Ruling Requests   

¶  International Taxation; FBAR Matters 

¶  Corporate & Partnership Tax Planng 

¶  Buy-Sell Agrmts; Business Succession 

¶  Fiduciary Income Tax Planning 

¶  Valuation Discount Planning  

 

CIVIL & COMMERCIAL LITIGATION  

 ¶  NYS Trial & Appellate Litigation 

 ¶  Business & Commercial Litigation 

 ¶  Declaratory Judgment Actions 

 ¶  Article 78 Proceedings; Injunctions 

 ¶  Orders to Show Cause; TROs 

FROM WASHINGTON & ALBANY, CONT. 

 

British fleet. Without struggle, the Dutch 

Governor Peter Stuyvesant surrendered, 

and the flag of Britain was raised. Unlike 
other Colonies formed for religious rea-

sons, New Amsterdam was founded upon 

principles of tolerance and capitalism. 

Under the terms of the Dutch capitula-

(Please turn to page 3) 

equity is furthered when New York tax-

payers are subject to what is effectively 

a double tax regime consisting of high 

federal tax and high New York State 

tax, while some states impose no resi-

dent income tax, and still other states, 

though imposing an income tax, con-

tribute far less to the Treasury. In ef-

fect, wealthier states are subsidizing 

poorer states and wealthier states im-

posing income tax are subsidizing other 

affluent states imposing no income tax. 

Few would dispute that under 

our system of Federalism, Congress ap-

propriately decides the allocation of 

federal revenues, contracts and grants. 

It would be unfair to blame the existing 

federal tax disparity — where New 

York receives many fewer revenues 

than it contributes — on elected repre-

sentatives. Nevertheless, a tax fissure 

has developed between New York and 

Washington. Witness New York legis-

lation that obviates the federal grantor 

trust rules in order to re-impose tax on 

New York residents who settled trusts 

in Nevada in response to a favorable 

IRS ruling. Or New Yorkers who flee 

to Florida or Texas to avoid high taxes.   

The dilemma, though evidencing 

itself as a tax disparity, is not at its core 

simply an issue involving an allocation 

of federal tax revenues. Rather, the pre-

dicament raises fundamental questions 

of tax equity and tax fairness in a feder-

al system, flashing across many strata 

and planes en route to their just deter-

mination, if there be one. For it is un-

fortunately axiomatic that if New York 

and Connecticut receive more federal 

tax revenues, then poorer states such as 

Mississippi, New Mexico and Ala-

bama, as well as more affluent states 

with no income tax, such as Texas and 

Florida, will receive fewer revenues. 

 

Historical Legacy of  
Taxation of New Yorkers  

 

One evening in April 1664, the 

colony of New Amsterdam, organized 

by the Dutch West India Company, and 

then composed of New York City and 

parts of New Jersey, Long Island and 

Connecticut, was surrounded by a large 

(Continued from page 1) 
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tion, commerce continued to thrive un-

der British rule in New York. The 

practical difference to most New 

Yorkers was that taxes became paya-

ble to the British Crown instead of to 

the Dutch. 

In 1862, New Yorkers began 

paying income tax to fund the Civil 

War. To replace lost revenue from 

Prohibition, New York imposed an in-

come tax in 1920. Sales tax was im-

posed by Governor Rockefeller in 

1965; and New York City imposed in-

come tax in 1966 under Mayor Lind-

say. In 2014, while New Yorkers con-

tinue to endure high living costs and 

high taxes, Mayor DeBlasio proposed 

raising the top combined New York 

City and New York State income tax 

rates to 13.23 percent, besting even 

California by nearly one percent. 

New York continues to possess 

an embarrassment of wealth, talent 

and resources. The philosophy of Gov-

ernor Cuomo, in sharp contrast to that 

of Mr. De Blasio, appears to be that 

ameliorating the tax burden imposed 

on New Yorkers will attract new in-

vestment and increase revenues. Hope-

fully, the Legislature will concur and 

continue on the path to tax reform.  

The outlook for New York is 

less sanguine at the Federal level. 

Washington remains a quaint southern 

city where disparate voices are muted 

and the nation is governed. Congress 

appears likely to continue to demand a 

disproportionate tribute from New 

York. Always stoic, New Yorkers 

might nevertheless take solace in the 

fact that the doctrine of Federalism, 

upon which our nation was founded, 

appears to lead inexorably to this tax 

result.  

 

II.      From Washington 

 

The 2015 fiscal year budget of 

President Obama contains the follow-

ing proposals of note: 

 

Like Kind Exchange Proposals 

 

President Obama proposes lim-

iting deferred gain in like kind ex-

changes to $1 million per taxpayer per 

year. Treasury would also repeal por-

tions of the 1984 Act, which codified 

Starker v. U.S., 602 F.2d 1341 (1979), 

a case which the IRS lost, but had nev-

er acquiesced to. Starker blessed multi

-party deferred exchanges.   

Arguments in favor of curtail-

ing exchanges are flawed, as they im-

plicitly assume that deferred exchang-

es will become taxable exchanges. 

However, if gain on real estate sales 

may no longer be deferred, many 

transactions now resulting in deferred 

gain will never transpire. Instead, tax-

payers will hold property longer — 

perhaps until death where gain will be 

vanquished by a basis step up.  

Moreover, many deferred ex-

changes involve property previously 

exchanged. Like any depletable re-

source, once realized gain is tapped, it 

will forever disappear. To illustrate, 

assume successive exchanges where 

the replacement property in the first 

exchange becomes the relinquished 

property in the second. If the property 

fails to appreciate between exchanges, 

total deferred gain equals $20x dollars. 

Yet realized gain lost to Treasury 

equals only $10x dollars. Statistics re-

ferring only to deferred gain lost 

through exchanges may therefore be 

inaccurate and misleading.   

The rationale for allowing de-

ferred exchanges is no less compelling 

than a century ago: It is inappropriate 

to impose tax where the taxpayer has 

not “cashed in” an investment, but has 

continued the investment in a different 

form. The non-tax benefits of ex-

changes are legion. Proposals to cur-

tail exchanges are counterproductive.      

 

Gift and Estate Tax Proposals 

 

Mr. Obama proposes lowering 

the estate and gift exemption amount 

to $3.5 million after 2017 from its pre-

sent $5.34 million, and raising the 

transfer tax rate to 45 percent from 40 

percent. The annual exclusion amount 

would be increased to $50,000 from 

$14,000, but would cap annual gifts at 

$50,000. Currently, the donor may 

gifts of only $14,000, but to any num-

ber of donees. Thus, the proposal 

sharply curtails the annual exclusion. 

Mr. Obama would also (i) impose a 10 

year limit on GRATs; (ii) attempt to 

make consistent grantor trust rules for 

income and transfer tax purposes; and 

(iii) require consistency in values for 

transfer and income tax purposes. 

 

Business Proposals 

 

The President would (i) allow 

new businesses to expense up to 

$20,000 of start-up expenses; (ii) in-

crease the Section 179 investment ex-

pense limitation to $500,000; and (iii)

would require small business owners 

to offer employees the opportunity to 

enroll in an employer-sponsored IRA. 

Employers with more than 10 employ-

ees would be required to contribute 

three percent of an employee’s com-

pensation to the IRA. The Administra-

tion also favors (i) limiting itemized 

deductions that benefit taxpayers in 

the 33 percent or higher tax bracket; 

(ii) imposing self employment tax on 

the distributive share of income earned 

by professionals materially participat-

ing in professional service businesses 

operating as S corporations and LLCs; 

(iii) eliminating tax incentives for fos-

sil fuels, reducing federal excise tax on 

natural gas and encouraging biofuels; 

and (vi) allowing credits for electricity 

produced from alternative sources. 

 

Retirement Proposals 

 

The Administration proposes (i) 

eliminating the complex minimum dis-

tribution rules for individuals with less 

than $100,000 in IRA and other retire-

ment plans; (ii) requiring beneficiaries 

of retirement plans to liquidate plans 

within five years; (iii) allowing non-

spouses a 60-day grace period in 

which to effectuate a rollover from an 

inherited IRS; and (iv) curtailing the 

amount of tax-favored retirement ben-

efits that may be accumulated per year 

by providing that once a $210,000 an-

nuity limit was reached, no further 

contributions could be made to any re-

tirement account. Currently, the 

$210,000 limit may be applied to mul-

tiple retirement accounts.  

(Continued from page 2) 
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commuters (or those present in New 

York for more than 183 days) who al-

so “maintain a permanent place of 

abode” in New York. 

The high New York State Court 

— without extensive discussion — ob-

served that the erroneous interpreta-

tion of the lower administrative tax tri-

bunals found no support in the statute 

or regulations, and consequently 

lacked a rational basis.  

[Mr. Gaied owned a multi-

family residence in Staten Island in 

which his parents had resided since 

1999.  Mr. Gaied commuted to an au-

tomotive repair business in Staten Is-

land from New Jersey, but did not re-

side in the residence. Since Mr. Gaied 

concededly spent more than 183 days 

in New York, under the statute his 

New York State income tax liability 

hinged on whether the residence con-

stituted a “permanent place of abode” 

within the meaning of the statute.  

For each of the tax years in 

question, Mr. Gaied filed nonresident 

income tax returns in New York. Fol-

lowing audit, the Department deter-

mined that Mr. Gaied was a “statutory 

resident” of New York because (i) he 

spent more than 183 days in New 

York and (ii) he maintained a 

“permanent place of abode” in New 

York during those years. The Depart-

ment issued a notice of deficiency of 

$253,062, including interest.] 

Mr. Gaied petitioned for a rede-

termination of the deficiency in the 

Division of Tax Appeals, where the 

Department prevailed. The interpreta-

tion by the Division of Tax Appeals of 

Tax Law §605 had long drawn mild 

disbelief by tax practitioners. In any 

event, Mr. Gaied filed an exception to 

the ALJ determination and proceeded 

to the Tax Appeal Tribunal. Initially, 

perhaps sensing something amiss with 

existing precedent, the Tribunal found 

for the taxpayer. However, upon a mo-

tion for reargument, the Tribunal, with 

one member dissenting, reversed 

course, and found for the Department, 

stating that its initial determination 

was incorrect. The Tribunal then con-

cluded that 

 

[w]here a taxpayer has a prop-

erty right to the subject premis-

es, it is neither necessary nor 

appropriate to look beyond the 

physical aspects of the dwelling 

to inquire into the taxpayers’ 

subjective use of the premises. 

 

Finding no relief in the admin-

istrative tax tribunals, the taxpayer 

filed a CPLR Article 78 proceeding in 

the Appellate Division, Third Depart-

ment. Article 78 proceedings are peri-

lous in nature, since reversal by the 

appeals court requires a showing that 

deference to the administrative agency 

was not justified and that the agency 

had acted in an “arbitrary and capri-

cious” fashion or as here, the decision 

lacked a “rational basis.”  

Reluctant to reverse a decision 

not only of an administrative agency 

with expertise in its field, but also an 

administrative agency charged with 

the important function of administer-

ing the tax laws, three of the five jus-

tices of the Appellate Division, Third 

Department concluded that the Court 

was  

 

[c]onstrained to confirm, since 

[the court’s] review is limited 

and the Tribunal’s determina-

tion was amply supported by 

the record. (101 AD3d 1492 [3d 

Dept 2012]). 

 

Perhaps presciently and omi-

nously for the Department, the majori-

ty in the Appellate Division opinion 

(there were two dissents) conceded 

that a “contrary conclusion would 

have been reasonable based upon the 

evidence presented.” 

Determined, Mr. Gaied ap-

pealed as of right to the Court of Ap-

peals, pursuant to CPLR 5601(a). 

[Under CPLR 5601(a), an appeal as of 

right may be taken from an order of 

the Appellate Division where there is a 

dissent by at least two justices on a 

question of law in favor of the party 

taking the appeal.]  

Losing at the Court of Appeals 

would have effectively ended the ap-

peal process for the taxpayer, unless a 

petition for certiorari were granted by 

the Supreme Court, a relatively un-

common occurrence in tax cases. 

Fortunately for Mr. Gaied, the 

interpretation advanced by his counsel 

was not destined to reach the shores of 

the Potomac. The Court of Appeals 

began its analysis by citing Matter of 
Tamagni v. NYS Tax Appeals Tribu-

nal, 91 NY2d 530 (1998) a case where 

the Court of Appeals found that the in-

tent of the statute was to “discourage 

tax evasion by New York residents.” 

The Court distinguished Tamagni as a 

case where wealthy individuals main-

tained homes in New York, spent ten 

months New York, but claimed to be 

nonresidents. 

Proceeding further with its brief 

analysis, the Court noted that the Tax 

Law does not define the term 

“permanent place of abode,” although 

the regulations state that it is “a dwell-

ing place of a permanent nature main-

tained by the taxpayer, whether or not 

owned by such taxpayer . . .”  

The Court then observed that 

the Tax Appeals Tribunal had inter-

preted the word “maintain” in such a 

manner that, for purposes of the stat-

ute, the taxpayer need not have resided 

there. A unanimous Court held that 

this interpretation had “no rational ba-

sis.” Both the legislative history and 

the regulations supported the view that 

in order to maintain a permanent place 

of abode in New York, the taxpayer 

“must, himself, have a residential in-

terest in the property.”  

The Court properly declined to 

speculate as to the amount of time that 

a nonresident would be required to 

spend in the New York residence — or 

to elaborate upon any other factor jus-

tifying the conclusion that a taxpayer 

“maintained” a permanent place of 

abode in New York — since that issue 

was not before the Court. However, 

given the tenor of the language of the 

Court, it might appear reasonable to 

infer that a nonresident taxpayer 

spending only a de minimus amount of 

time in a dwelling maintained in New 

York might not thereby become sub-

ject to New York income tax. 

(Continued from page 1) 
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II.   From the First Department 

 

The First Department, reversing 

the trial court, held that the retroactive 

application of a tax law defining New 

York source income as including an 

item that had not previously been New 

York source income violated Due Pro-

cess, since the taxpayer had reasona-

bly relied on the old law in structuring 

the transaction and a substantial 

amount of time had elapsed. Caprio v. 

NYS DTF, 2014 NY Slip Op 02399. 

Plaintiffs, a married couple and 

Florida residents, were former owners 

of a company transacting business in 

New York. The corporation had elect-

ed S-status for federal and New York 

purposes. In 2007 plaintiffs sold their 

stock for $20 million under an install-

ment agreement. The parties to the 

sale made an election pursuant to IRC 

§338(h)(10) to treat the stock sale as 

an asset sale, followed by a complete 

liquidation. Plaintiffs reported capital 

gain of over $18 million on their 2007 

federal return, but reported no gain on 

their 2007 nonresident New York re-

turn.  

Meanwhile, in 2009 the Divi-

sion of Tax Appeals determined in 

Matter of Mintz (2009 WL 1657395) 

that gains from the sale of stock held 

by a nonresident were not New York 

source income. Following Mintz, Tax 

Law §632(a)(2) was amended to pro-

vide that gain recognized on receipt of 

payments from an installment obliga-

tion distributed by an S corporation 

would be treated as New York source 

income. 

In February 2011, the Depart-

ment of Taxation (DTF) issued a no-

tice of deficiency and assessed 

$775,000 in tax and interest. Plaintiffs 

sued, claiming an unconstitutional vio-

lation of Due Process by reason of the 

retroactive application of the new law. 

DTF moved for summary judgment 

dismissing the Complaint. Plaintiffs 

cross-moved for summary judgment 

declaring the retroactive application of 

the statute unconstitutional. The trial 

court granted summary judgment to 

DTF and dismissed the suit. On ap-

peal, the First Department declared 

that the retroactive application of the 

statute was unconstitutional, and en-

joined the Department from enforcing 

the notice of deficiency. 

In its opinion, the Appellate Di-

vision preliminarily noted that “[r]

etroactive legislation is generally 

viewed with disfavor and distrust.” 

The Court then “balance[ed] the equi-

ties,” and determined that the three 

and a half year lapse between the stock 

sale and the enforcement of the new 

law was not a “short period,” and not-

ed that the plaintiffs had “no forewarn-

ing of the change.”  

DTF argued that  prior to the 

2011 enactment, no specific provision 

governed the transaction in question, 

and therefore the taxpayers had not re-

lied on Mintz. DTF further argued that 

the New York had a longstanding poli-

cy of taxing S-corporation sharehold-

ers in similar transactions. Neverthe-

less, the Appellate Division concluded 

that plaintiffs had correctly posited 

that the 2011 law created an exception 

to the general rule, and that 

“tellingly,” there was “no legislative 

history” indicating that the Legislature 

was correcting any error.”  

 

III.  From the Second Circuit 

 

The 2nd Circuit affirmed a de-

cision of the Tax Court which held 

that the donation of a conservation 

easement consisting of the façade of a 

brownstone in Brooklyn’s Fort Greene 

Historic District had not been shown 

to reduce the value of the property, 

and that the IRS was correct in chal-

lenging the charitable deduction taken 

by the taxpayer under IRC §170(f)(B)

(iii). Schneidelman v. Com’r, Docket 

No. 13-2650 (6/18/2014). 

[The taxpayer donated the ease-

ment and claimed a charitable deduc-

tion of $115,000, premised upon the 

reduction in value of the property by 

reason of the gift. Following audit, the 

IRS determined that the taxpayer had 

not established a fair market value for 

the easement. The Tax Court agreed 

and found that the taxpayer was not 

entitled to claim the deduction because 

it had not obtained a “qualified ap-

praisal” showing a reduction in value 

of the property.] 

The Court noted preliminarily 

that its review of factual matters deter-

mined by the Tax Court was 

“particularly narrow when the issue is 

one of value” and that the conclusion 

of the Tax Court must be upheld if 

supported by “substantial evidence.” 

The Court then recited the familiar  

precept that the fair market value of 

property is based upon a hypothetical 

willing buyer–willing seller rule. The 

Court acknowledged that while en-

cumbrances on real property generally 

reduce value, the grant of a conserva-

tion easement may, according to the 

regulations, increase the value.   

In the instant case, the appraisal 

the taxpayer obtained failed to take in-

to account the particular facts and cir-

cumstances. The appraiser merely 

opined as to an IRS “accepted range” 

of percentages, which was inadequate. 

The IRS, on the other hand, analyzed 

“the particular terms of the easement, 

zoning laws, and regulations” and con-

cluded that the grant of the easement 

did not materially affect the value of 

the property. Ironically, the witness 

proffered by the taxpayer — the 

Chairman of the Fort Greene Associa-

tion —  testified that the Fort Greene 

Historic District was an “economic en-

gine,” from which the Tax Court had 

properly concluded that the preserva-

tion of the façade was a benefit, rather 

than a detriment, to the property. 

The case underscores the im-

portance of obtaining a qualified ap-

praisal. Ironically, even if the taxpayer 

had been armed with a qualified ap-

praisal, she would probably not have 

emerged victorious. Courts have been 

skeptical of deductions taken for con-

servation easements for good reason. 

It is difficult to perceive how promis-

ing not to destroy the façade of an his-

toric building could reduce its value. 

The problem almost strays into an 

epistemological area: Yes, the façade 

has value, and yes, the gift of the fa-

çade would logically reduce the value 

of the building. However, if the façade 

remains attached to building, is it even 

possible that a gift had been made?  

(Continued from page 4) 
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Mr. Koskinen steadfastly defended the 

integrity of the IRS. Although the 

Obama administration has laid blame 

on bureaucratic incompetence, con-

servatives allege the targeting of indi-

viduals and groups whose policies are 

adverse to those of the Administration. 

Congressional hearings continue. 

 

DC Court of Appeals Affirms IRS 

May Not Regulate Return Preparers 

 

The Court of Appeals for the 

D.C. Circuit has upheld a District 

Court decision finding that the statuto-

ry authority of the IRS is not so broad 

that it may regulate tax return prepar-

ers. S Loving, CA-D.C., 2014-1 USTC 

¶50,175. [To combat tax-return fraud, 

the IRS had promulgated test-taking 

and continuing education requirements 

on hundreds of thousands of unli-

censed return preparers. In 2012, a 

Libertarian group filed suit, which re-

sulted in an injunction in January, 

2013 preventing the IRS from attempt 

to regulate return preparers.] In re-

sponse to the decision, the IRS an-

nounced a “program” to begin in 2015, 

which will encourage tax return pre-

parers to pursue continuing education. 

 

Lump-Sum Distributions Sanctioned 

 

In four published rulings, the 

IRS announced that retirees in pay sta-

tus may make a one-time election to 

receive remaining benefits in a lump 

sum without violating the minimum 

distribution rules under IRC §401(a)

(9), which otherwise preclude — un-

der penalty of an excise tax under IRC 

§4974 — increased annuity payments, 

once annuity payments had com-

menced. PLRs 201422028 – 31.  

 

IRS Announces Changes to OVID 

 
Under the Offshore Voluntary 

Disclosure Program (OVID) a taxpay-

er who comes forward, remedies pre-

vious filing errors, and pays the appro-

priate tax, interest and penalties, may 

avoid criminal exposure. New stream-

lined procedures (i) eliminate the re-

quirement that the taxpayer owe liabil-

ities of $1,500 or less of unpaid taxes 

in a given tax year to qualify; (ii) elim-

inate the “risk” questionnaire; but now 

(iii) require that the taxpayer certify 

that previous failures were non-willful.  

On the other hand, the offshore 

penalty, now 27.5 percent, will in-

crease to 50 percent on August 1, 

2014, if an identified  “facilitator” cur-

rently under investigation by the IRS 

assisted the taxpayer in maintaining 

the offshore account. Banks current 

among those under criminal investiga-

tion (and on that list) include UBS, 

Credit Suisse AG, Swisspartners In-

vestment Network AG, and The Hong 

Kong and Shanghai Banking Corp. 

Limited in India. IR-2014-73, 6/18/14. 

 

TIGTA: IRS Should  

Improve Controls 

 
The Treasury Inspector General 

for Tax Administration (TIGTA) has 

recommended that the IRS modify its 

handling of the approximately four 

million amended returns filed annual-

ly. The recommendation followed a 

TIGTA audit whose objective was to 

determine whether the Service had ap-

propriate controls in place to ensure 

that refund claims were valid. TIGTA 

determined that based upon a statisti-

cal sample the IRS may have refunded 

more than $439 million in erroneous 

tax refunds on 187,400 amended re-

turns in fiscal year 2012. TIGTA also 

recommended that IRS permit taxpay-

ers to efile amended returns. 

 

EAT May Serve Three Affiliates  

 

The IRS has approved the use 

of a parking arrangement whereby an 

exchange accommodation titleholder 

(EAT) parks replacement property for 

a taxpayer and two affiliates. The rul-

ing states that each of the three entities 

may enter into separate qualified ex-

change accommodation agreements 

(QEAAs) for the same parked replace-

ment property. Within 45 days, each 

of the three entities may identify po-

tential relinquished property, but only 

one of the three may actually proceed 

with the exchange by acquiring the 

parked property.  

The PLR is unique that the ar-

rangement is not invalid merely be-

cause the same parked property may 

serve as potential replacement proper-

ty for three related entities. The trans-

action is structured such that once one 

of the three decides to go forward and 

notifies the EAT of its intention to 

close on the parked property, the rights 

of the other affiliates to acquire the 

parked property become  extinguished.  

 

Taxpayer May Exchange Into  

Property Owned by Affiliate 

 

The IRS expanded the useful-

ness of reverse exchanges involving 

improvements to property owned by a 

related party. PLR 201409109 is inter-

esting in that the mere interposition of 

a qualified intermediary seemed to be 

enough to leverage the non-tax avoid-

ing purpose of the exchange above the 

principle that a taxpayer may not ex-

change into property it already owned.  

[Bloomington Coca-Cola v. 
Com’r, 189 F2d 14 (7th Cir. 1951) de-

nied exchange treatment where the 

taxpayer attempted to exchange into 

property improved by a contractor but 

already owned by the Coca-Cola. PLR 

2004-51 extended the holding to situa-

tions where the taxpayer had owned 

the property within 12 months of the 

exchange.]  

Here, the taxpayer sought to ex-

change into property acquired by an 

EAT from its related affiliate, parked 

and improved the property, and then 

transferred the property to the taxpayer 

in the form of a 30-year lease within 

180 days in an “exchange last” reverse 

exchange.  

The IRS blessed the transaction, 

concluding that the related party rules 

were inapplicable since (i) the QI was 

unrelated to either the taxpayer or the 

affiliate; (ii) the taxpayer had not 

“cashed out,” and (iii) neither the tax-

payer nor the related affiliate leasing 

the property to the taxpayer intended 

to dispose of their interests within 2 

years. 

(Continued from page 1) 
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enjoyed the use of the money — 

which would otherwise have been 

used to pay tax on the income had it 

not been accumulated — it is appro-

priate to impose interest for the period 

during which the accumulation oc-

curred.  

In addition to the income being 

“thrown back” to the earlier year, and 

interest being computed on the delay 

in distributing the income, another 

negative incident to accumulation also 

arises: IRC §662(b) provides in gen-

eral for “conduit” treatment of 

amounts distributed to a trust benefi-

ciary. However, IRC §667(a) provides 

(by negative implication) that capital 

gains are stripped of their favorable 

tax treatment when foreign trust in-

come is thrown back to a previous 

year. Thus, capital gains not distribut-

ed currently will lose their favorable 

tax treatment. 

Throwback occurs where a trust 

makes an “accumulation distribution” 

of undistributed net income (UNI) 

from earlier years. Since both ele-

ments are required to trigger throw-

back, by definition throwback cannot 

occur in any tax year in which (i) no 

UNI or (ii) no accumulation distribu-

tion is made. 

UNI may arise in unexpected 

circumstances. Distributable Net In-

come (DNI) of a foreign trust includes 

capital gains. In contrast, DNI of a do-

mestic trust does not include capital 

gains. DNI of a foreign trust is thus in-

creased by capital gains arising in a 

taxable year. If not distributed, this 

will result in undistributed net income 

(UNI) which could result in throwback 

if a “accumulation distribution” is later 

made.   

 

II.     Undistributed Net Income    
 

A trust will have UNI in a pre-

ceding taxable year to the extent, if 

any, that its distributable net income 

(DNI) exceeds the sum of (i) IRC 

§661(a) distributions (income required 

to be distributed currently or “tier one” 

distributions); (ii) distributions other 

than tier one distributions that are 

properly paid, credited or required to 

be distributed (“tier two” distribu-

tions); and (iii) the taxes “properly al-

locable” to the undistributed portion of 

DNI (the “excess”). In general, a com-

plex trust taxed under IRC §§661 and 

662 which does not distribute all of its 

DNI in a taxable year will have UNI 

under IRC §665(a).  

 

III.     Tax “Properly Allocable”  

           to Undistributed DNI 

 
The Regulations provide that 

the amount of taxes deemed distribut-

ed and “properly allocable” to undis-

tributed DNI is an amount “that bears 

the same relationship to the total taxes 

of the trust for the year . . . as (a) the 

taxable income of the trust, other than 

capital gains not included in DNI . . . 

bears to (b) the total taxable income of 

the trust for such year. . .”   

In a taxable year in which there 

is both UNI and the presence of an ac-

cumulation distribution, after deter-

mining throwback tax, the beneficiary 

must also determine the interest which 

is imposed on the throwback tax. The 

beneficiary must report in income for 

the year in which the accumulation 

distribution is made the sum of all 

years’ UNI, and the taxes allocable to 

the UNI, as if distributed on the last 

day of the taxable year. 

 

IV.    Accumulation Distribution 
 

An accumulation distribution is 

the excess of (i) the amount of all dis-

tributions (except those of accounting 

income required to be distributed cur-

rently) over (ii) the distributable net 

income (DNI) reduced (but not below 

zero) by trust accounting income re-

quired to be distributed currently. An 

accumulation distribution will general-

ly occur when required and discretion-

ary distributions in a taxable year ex-

ceed DNI for that taxable year.  

 

V.  Calculation of Throwback Tax 

 

The “simple” method provided 

by the Code to calculate throwback tax 

involves twelve rather complex steps. 

To summarize those steps, first any ac-

cumulation distribution is allocated to 

previous years’ UNI seriatim, until the 

entire accumulation distribution has 

been allocated to previous years. Then, 

the amounts deemed to have been dis-

tributed in an earlier year must be 

“grossed up” for taxes paid by the trust 

which are attributable to the undistrib-

uted amounts.  

The next steps involve a series 

of approximations, the result of which 

will yield the number of years in 

which throwback is applied and the in-

crease in tax to the beneficiary for 

each of the “computation years.” In 

the final steps, interest on throwback is 

computed. Interest rates imposed on 

throwback tax can fairly be said to be 

confiscatory. For that reason, using the 

“default” method for calculating 

throwback may be preferable. 

 

VI.    Reporting Trust Distributions 

 

IRC § 6048(a) imposes a duty 

on the beneficiary to provide written 

notice of distributions to the Treasury.  

Notice 97-34 provides that any U.S. 

person receiving distributions from a 

foreign trust must report those distri-

butions to the Service on Form 3520 

(“Annual Return to Report Transac-

tions with Foreign Trusts and Receipt 

of Certain Foreign Gifts”). Form 3520 

is due on the date the income tax re-

turn of the beneficiary is due. That 

date is automatically extended when 

the filing date of the beneficiary is ex-

tended.  

If the trustee fails to provide 

“adequate records,” then all trust dis-

tributions will be treated as accumula-

tion distributions. The penalty for not 

reporting a distribution from a foreign 

trust is 35 percent of the amount dis-

tributed.  The penalty may be waived 

for reasonable cause.  

 

VII.     Reporting Throwback Tax 
 

A U.S. beneficiary of a foreign 

nongrantor trust who receives an accu-

mulation distribution consisting of un-

(Continued from page 1) 

(Please turn to page 8) 
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distributed net income (UNI) calcu-

lates throwback tax on Form 4970 

(“Tax on Accumulation Distribution 

of Trusts”) which is attached to Form 

3520. The trustee of a foreign 

nongrantor trust should (but is not re-

quired to) provide the beneficiary with 

a “Foreign Nongrantor Trust Benefi-

ciary Statement.” If filed with Form 

3520, the entire trust distribution will 

not be deemed to constitute an accu-

mulation distribution subject to throw-

back.  

If the beneficiary cannot obtain 

the statement, the entire distribution 

will be treated as an accumulation dis-

tribution subject to throwback, unless 

the beneficiary can provide infor-

mation concerning trust distributions 

for the prior three years, in which case 

the “default” rule will apply, and only 

that portion of the distribution in ex-

cess of the average of distributions for 

the previous three years will be treated 

as an accumulation distribution.  

 

VIII.   Impact of Final Regulations  

           Under New IRC §1411 
 

In December, 2013 Treasury is-

sued final regulations concerning the 

3.8 percent net investment income tax. 

The regulations affect individuals, es-

tates, and trusts whose income meet 

certain income thresholds. The pream-

ble to proposed §1.1411-3(c)(3) re-

quested comments on the application 

of Section 1411 to net investment in-

come of foreign trusts that is earned or 

accumulated for the benefit of U.S. 

beneficiaries, including whether Sec-

tion 1411 should apply to the foreign 

trust, or to the U.S. beneficiaries upon 

an accumulation distribution.   

Treasury and the IRS agree that 

Section 1411 should apply to U.S. 

beneficiaries receiving distributions of 

accumulated net investment income 

from a foreign trust rather than to the 

foreign trust itself. Treasury is contin-

uing to study how Section 1411 should 

apply to accumulation distributions 

from foreign trusts to U.S. persons and 

intends to issue guidance. It appears 

unlikely that Treasury would impose 

net investment income tax on UNI 

alone (i.e., without an accumulation 

distribution) since that would mark a 

radical change in the manner in which 

foreign trusts are now taxed.   

Aside from imposing higher 

marginal income tax rates on benefi-

ciaries who receive distributions from 

foreign trusts, IRC §1411 does not ap-

pear to affect rules governing the taxa-

tion of foreign nongrantor trusts. 

 

IX.   Planning Where UNI Exists 
 

Use of Loan to Avoid  

Accumulation Distribution  

 

While IRC §643(i) provides 

that if a non-U.S. settlor creates a 

nongrantor trust which loans cash or 

marketable securities to a U.S. benefi-

ciary, the loan will be treated as a dis-

tribution, Notice 97-34 provides an ex-

ception for a “qualified obligation.” 

Thus, loans made on commercially 

reasonable terms will not generate 

throwback. However, the loan must be 

repaid within five years, and may not 

be extended. Nevertheless, the deferral 

of tax for five years in a low-interest 

rate environment may be attractive. 

 

Increase Trust Accounting Income  

 

If the sum of the amounts 

properly paid, credited, or required to 

be distributed is less than the account-

ing income of the trust for the tax year, 

there can be no accumulation distribu-

tion. For example, if the trust makes 

distributions of $10,000 but has ac-

counting income of $11,000, no accu-

mulation distribution occurs, even if 

DNI is less than the amount of the dis-

tribution. However, the exception ap-

plies only if all “amounts properly 

paid, credited, or required to be dis-

tributed” for any taxable year are less 

than accounting income. If the distri-

bution exceeds accounting income by 

even $1, the entire excess of distribu-

tions over DNI will constitute an accu-

mulation distribution. IRC §665(b).    

By adjusting trust investments, 

it may be possible to increase account-

ing income in a future taxable year to 

come within the exception. If account-

ing income exceeds the amounts 

“properly paid, credited, or required to 

be distributed” in a given taxable year, 

then there can be no accumulation dis-

tribution in that taxable year. Whether 

this planning technique is possible de-

pends upon the terms of the trust in-

strument and the nature of trust invest-

ments.  

This strategy may be useful if 

the trust has income not includible in 

DNI. If the trust has accounting (rather 

than distributable net) income, such 

accounting income may indeed exceed 

DNI. This situation may occur, for ex-

ample, where (i) an allocation of a 

portion of the proceeds of a sale of un-

productive or underproductive assets 

occurs; or where (ii) distributions are 

made from a pass-through entity with 

respect to income earned in a prior 

year. This exception might be the re-

sult of a statutory “glitch” that was 

never corrected by Congress.  

 
Planning With “Default” Method 

 
If the “default” method is used 

to calculate accumulation distributions 

and UNI, and the trustee distributes 

trust assets over a three-year period, 

both the amount of the accumulation 

distribution, and the amount of interest 

penalty may be reduced substantially.   

 
Increase Capital Gains 

 

Since accumulation distribu-

tions apply only to distributions in ex-

cess of DNI in the year distributed, in-

vestments in capital assets that will 

yield capital gains will increase DNI 

in the year of distribution, and a larger 

distribution to the beneficiary without 

causing UNI will be possible.  

   
Distributions in Kind  

 

Distributions of appreciated as-

sets in kind for which the trust claims 

no deduction will defer the realization 

of capital gain by the beneficiary, and 

will allow more value to be distributed 

without exceeding DNI. 

(Continued from page 7) 
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realized gain will be recognized 

(reported) to the extent of boot. Thus, 

in an exchange where realized gain is 

$20 and $10 of boot is received, a 

good exchange may occur, but the tax-

payer will report $10 of gain.  

The most common types of 

boot are cash and “mortgage” boot. 

Mortgage boot arises where the tax-

payer is relieved of more liabilities in 

the exchange than he assumes. 

The IRS does not appear to re-

quire the taxpayer to report boot gain 

merely because a mortgage is paid off 

at the closing of the relinquished prop-

erty, provided the replacement proper-

ty (acquired later) carries as much debt 

as that which was extinguished at the 

first leg of the exchange. Boot 

“netting” rules articulated in the Regu-

lations provide that (i) infusions of 

cash by the taxpayer into the exchange 

will offset debt relief, but (ii) the re-

ceipt of cash will not offset new debt 

incurred in the exchange. The ra-

tionale clearly appears to be that Sec-

tion 1031 simply cannot countenance 

the receipt by the taxpayer of cash in 

an exchange, even if new liabilities are 

incurred. On the other hand, sensibly, 

if the taxpayer invests more cash, then 

that should offset liabilities with re-

spect to which the taxpayer was re-

lieved in the exchange. The distinction 

is nuanced, but significant. 

Boot may also take other forms, 

each of which may result in taxable 

gain. For example, boot may consist of 

property expressly excluded from like 

kind exchange treatment under IRC 

§1031(a)(e.g., partnership interests) or 

simply property which is not of like 

kind to the relinquished property (e.g., 

a truck for a horse).   

Even if no nonqualifying prop-

erty is received in the exchange, the 

IRS has taken the position that an ex-

change of real estate whose values are 

not approximately equal may yield 

boot. See PLR 9535028. This could 

occur, for example, in a situation in-

volving the exchange of property 

among beneficiaries during the admin-

istration of an estate. 

The taxpayer must always be 

vigilant to a potential IRS challenge, 

which could in a relatively bad case 

scenario lead to boot gain, and in a 

worst case scenario imperil exchange 

treatment itself. The taxpayer should 

be aware of the following risk areas 

when structuring a like kind exchange: 

 

(i) where the taxpayer ends up 

with cash in his pocket after the 

exchange, even if the receipt of 

cash is indirect or related to re-

financing;  

 

(ii) where related parties are in-

volved, especially where “basis 

shifting” occurs and cash 

“leaves” the group of related 

parties;  

 

(iii) where the transaction is not 

“old and cold” and lacks a sub-

stantial business purpose other 

than tax savings, especially in 

pre-exchange refinancing;  

 

(iv) where the end result of the 

transaction (or series of transac-

tions) could have been more 

easily accomplished in a sim-

pler way and it appears that tax 

avoidance played a part in the 

decision to structure the trans-

action as it was;  

 

(v) where properties are at risk 

of being identified by the IRS 

as not being of “like kind”;  

 

(vi) where the taxpayer has not 

“held” either the relinquished 

property or the replacement 

property for productive use in a 

trade or business or for invest-

ment for a sufficient period of 

time before or after the ex-

change; or  

 

(vii) where partnership interests 

are involved, directly or indi-

rectly.  

Given the myriad of contexts in 

which boot can arise in an exchange 

— and keeping in mind the risks asso-

ciated with exchanges —  it is appro-

priate to consider strategies that may 

avoid mistakes that could result in 

boot gain. 

Plan the exchange in advance. 

The 45-day identification period elaps-

es quickly. While no identification is 

necessary if closing occurs within 45 

days, it is always preferable to identify 

backup property in the event closing 

cannot occur within 45 days. It is per-

fectly acceptable to identify properties 

for which a deposit has already been 

made, or a firm intention to commit 

has been communicated. 

Consider an “exchange last” 

reverse exchange if the choice of re-

placement property is clear, but un-

certainty exists as to which property 

(or properties) is or are to be relin-
quished. An exchange last reverse ex-

change will permit the taxpayer’s ac-

commodator (“EAT”) to actually ac-

quire replacement property on the tax-

payer’s behalf, and hold it for up to 

180 days. The taxpayer must identify 

property to be relinquished within 45 

days, and close on that relinquished 

property within 180 days. 

Consider an “exchange first” 

reverse exchange where the choice 

of relinquished and replacement 

properties are clear, but no buyer 

has been found for replacement 

property. This may occur  where the 

buyer of the intended relinquished 

property defaults and the taxpayer 

is already committed to replacement 
property. In an exchange first reverse 

exchange, the taxpayer immediately 

takes title to desired replacement prop-

erty. An accommodator (“EAT”) pur-

chases the taxpayer’s relinquished 

property and parks it for up to 180 

days, until the taxpayer finds a new 

buyer. Although more complex and 

costly than deferred exchanges, re-

verse exchanges can preserve ex-

changes that might otherwise fail. 

Consider approaching an ac-

commodation party if the 45-day 

identification period becomes prob-

lematic. If suitable property cannot be 

identified within the 45-day identifica-

tion period, consider approaching a 

party who may already own potential 

(Continued from page 1) 
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replacement property. If an unrelated 

party cannot be found, consider ap-

proaching a related party. Provided 

there is no cash leaving the group, and 

no basis shifting occurs, the related 

party may be viewed as merely an ac-

commodation party. Provided no tax 

avoidance purpose is present, the ex-

change may proceed, with the proviso 

that neither related party may dispose 

of any property either party acquires in 

the exchange within 2 years. Note that 

the 2-year period applies to the related 

party accommodating the taxpayer, 

even though the related party is not 

seeking exchange treatment. 

Make full use of the identifi-
cation rules. The identification rules 

allow the taxpayer a choice of identi-

fying (i) up to three properties, regard-

less of their respective fair market val-

ues; (ii) any number of properties, pro-

vided their aggregate fair market value 

does not exceed 200 percent of the fair 

market value of the relinquished prop-

erty; (iii) any number of properties the 

taxpayer actually closes on within the 

45-day identification period; or if risk 

is acceptable (iv) any number of prop-

erties, provided the taxpayer actually 

closes on properties the fair market 

value of which equal or exceed 95 per-

cent of the fair market value of proper-

ties identified. Note: Rule (iv) is risky 

since the failure to satisfy the 95 per-

cent requirement will result in the en-

tire transaction becoming taxable. 

Avoid constructive receipt of 
cash. Once a sale has occurred, revers-

ing the tax consequences of the receipt 

of cash, either actually or constructive-

ly, may be nearly impossible. Use of 

safe harbors provided in the regula-

tions are effective in avoiding con-

structive receipt or agency. Construc-

tive receipt may occur where money 

or other property is set apart for the 

taxpayer, or otherwise made available 

to him. However, the taxpayer is not in 

constructive receipt of money or other 

property if the taxpayer’s control is 

subject to substantial limitations. IRC 

§446; Regs. §1.446-1(c). 

Avoid receipt of cash when 

exchanging into leveraged property.  

It may be possible to request that the 

cash seller use cash to pay down the 

seller’s mortgage instead of the tax-

payer receiving cash in the exchange. 

However, this should be done well in 

advance of the closing and must satis-

fy strict case law and IRS ruling re-

quirements. This is an area where a 

ruling request may be advisable. 

Some cash received may not 
constitute boot. Cash payments re-

ceived by the taxpayer with respect to 

which the taxpayer is contractually 

bound to use to  pay down a mortgage 

associated with the replacement prop-

erty may not be considered boot.  

Barker v. Com’r, 74 TC 555. 

Receipt of some loan repay-

ments may not constitute boot.  

Loans made by the taxpayer related to 

the acquisition of replacement proper-

ty may be repaid without being con-

sidered taxable boot.   

Borrow from relinquished 

property prior to exchange.  The tax-

payer may extract cash tax-free prior 

to an exchange provided the mortgage 

is (i) unrelated to the exchange; (ii) 

“old and cold”; and (iii) has a legiti-

mate business purpose. Fredericks v. 

Com’r, T.C. Memo 1994-27.   

Borrow from replacement 

property following exchange.  Since 

the taxpayer will remain liable on the 

borrowing following an exchange, 

there is less risk that the IRS will chal-

lenge the a new mortgage taken on the 

replacement property. Borrowing on 

the replacement property should take 

place after the closing. 

Consider separating multiple 

asset exchanges. Multiple asset ex-

changes may result in boot gain, even 

where no cash is received. It may be 

possible to separate multiple asset ex-

changes to avoid this adverse result. 

However, the IRS may interpose the 

step transaction doctrine where the ex-

changes the transaction appears to take 

the form which it did to achieve a fa-

vorable tax result.  

Avoid the Step Transaction 
Doctrine. As a practical matter, where 

sufficient time has elapsed between 

steps in a transaction, the IRS will be 

less successful in interposing the 

“form over substance” argument. Of 

course, time is often a luxury that the 

taxpayer engaged in an exchange can-

not afford. The step transaction doc-

trine may be interposed where a trans-

action appears needlessly complex. 

Nevertheless, a taxpayer is faced with 

two methods of achieving the same re-

sultis not compelled to choose the 

method that will result in the most tax 

for the government. Gregory v. 

Helvering, 69 F.2d 809 (2d Cir. 1934, 

aff’d, 55 S.Ct. 266 (1935)).   

Consider using escrows at 

closing to avoid boot or to receive 

cash. If transactional boot in the form 

of credits issued by the taxpayer at 

closing would result in boot gain, the 

taxpayer might consider placing funds 

(e.g., unearned rent) in escrow prior to 

the closing and refunding the cash to 

the buyer at closing. On the other 

hand, if transactional boot is not a 

problem, the taxpayer might consider 

taking cash at the closing of the re-

placement property. For example, in-

stead of receiving a credit for prorated 

rent retained by the cash seller, the 

taxpayer may prefer to receive cash. 

However, there appears to be no IRS 

authority for this position. 

Consider the use of install-

ment sales to defer boot gain that 

must be recognized.  If gain must be 

recognized, installment sales under 

IRC §453 will at least accomplish de-

ferral. However, this will result in fur-

ther complexity, as either the relin-

quished property or other property 

must secure the promissory note. 

Where an exchange fails, provided the 

taxpayer had a bona fide intent to en-

gage in an exchange at the beginning 

of the exchange period, installment re-

porting may be available and useful to 

avoid immediate gain recognition. 

Beware of the related party 
rules.  Use of a qualified intermediary 

will not result in the avoidance of 

these rules.  If cash “leaves” the group, 

and basis shifting occurs, in most cas-

es the IRS will object. Recent cases 

suggest that where these two negative 

incidents appear, boot gain will result 

almost as a matter of law. 

(Continued from page 12) 
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applicable to foreign trusts, will apply 

to accumulation distributions by resi-

dent trusts exempt from tax by reason 

of having no New York trustees, no 

New York property, and no New York 

source income; (v) intentional out-of-

state non-grantor trusts will be deemed 

grantor trusts for New York income 

tax purposes; and (vi) the generation-

skipping tax has been repealed. 

 

II.   Estate Tax Exemption 

 

The estate tax of New York be-

came “uncoupled” from the federal re-

gime in 2001 after EGTRRA. Accord-

ingly, as the federal estate tax exemp-

tion has risen over the years to what is 

now $5.34 million in 2014 (the ex-

emption is indexed for inflation) the 

New York exemption has been station-

ary at $1 million. Under the new law, 

the New York exemption will in-

crease, in phases, to the federal level 

by 2019.  

The new estate tax exemption 

has a strange twist: While the exemp-

tion amount will become more gener-

ous, the transgression of exceeding the 

exemption amount by even as little as 

five percent will cause the entire estate 

to become subject to estate tax.  

For example, if a new York 

New York decedent dies in 2018 with 

taxable estate of $5.5125 million, 

which is only five percent more than 

what the New York exemption amount 

is projected to be at that time, the en-

tire estate will become subject to es-

tate tax, and estate tax liability of 

$430,050 will arise. This translates to 

an effective tax rate of 164 percent on 

the $262,500 excess arising from the 

difference between the taxable estate 

and the exemption amount.  

In this situation, it would be 

preferable to make a charitable gift ra-

ther than incur an estate tax of over 

100 percent on the incremental 

$262,500. Another technique to avoid 

this adverse result might be to imple-

ment a formula clause in testamentary 

instruments. Formula clauses have 

seen a steady rehabilitation in federal 

courts since the early holding of 

Com’r v. Procter, 142 F.2d 824 (4th 

Cir. 1944) which invalided formula 

clauses. 

The Legislature, in enacting the 

new exemption limitations, might be 

of the philosophy that New York 

should not impose estate tax on estates 

not subject to federal estate tax, but 

that persons of means should not ex-

pect that largesse to extend to estates 

whose value exceeds the federal ex-

emption. It is also possible that the 

puzzling tax result is simply the result 

of a drafting error.  

Regardless of the reason for the 

unusual “clawback” feature of the new 

estate tax exemption, the Legislature 

has so determined the appropriateness 

of the tax, and individuals planning 

their estates should exercising pru-

dence in avoiding this tax, which 

could be a trap for the unwary. 

 

III.   Federal Portability a  

         Nonstarter in New York 

 
States imposing an estate tax 

have been reluctant to extend the fed-

eral concept of “portability” of the 

federal exemption to their own states.  

New York is no exception. Thus, the 

failure by an estate to utilize the grow-

ing New York estate exemption will 

result in a permanent loss of the ex-

emption at the death of the first 

spouse. The lack of portability at the 

New York level has increased the 

number of factors to consider when 

planning an estate.  

In a few years, the New York 

exemption will exceed $5 million. 

Leaving everything to the surviving 

spouse will still result in no federal or 

New York estate tax in the estate of 

the first spouse by reason of the unlim-

ited marital deduction. However, 

while the federal exemption for the es-

tate of the second spouse will be about 

$10 million, the New York exemption 

will be only $5 million. The maximum 

New York estate tax rate is 16 percent. 

Failing to shelter an estate of the first 

spouse of $5 million could result in 

nearly $1 million of estate tax in the 

estate of the second spouse.  

Credit shelter trusts for the ben-

efit of the surviving spouse or outright 

gifts to non-spouses (i.e., those not 

qualifying for the marital deduction) 

are simple yet effective methods avail-

able to wealthy spouses who do not 

wish to waste a New York exemption. 

QTIP elections can also be of some 

help, but New York now has strict 

rules concerning inconsistent federal 

and state QTIP elections, so caution is 

in order when planning involves such 

elections. 

When the New York exemption 

amount was only $1 million, New 

York estate tax was a consideration, 

but not an overriding consideration in 

estate planning. Now, with the New 

York exemption set to approach the 

federal exemption in only a few years, 

New York state estate planning has 

become essential for persons with es-

tates large enough to utilize federal 

portability.  

Prior income tax assumptions 

also need to be reexamined in light of 

the new law. To achieve the maximum 

basis step-up at the death of the second 

spouse, it was previously advanta-

geous for the first spouse to leave eve-

rything except $1 million to the sec-

ond spouse. No additional New York 

estate tax would arise, since every-

thing in excess of $1 million would 

have been subject to New York estate 

tax anyway.   

However, in a few years when 

the New York exemption reaches $5 

million, the objective of achieving a 

full basis step up at the death of the 

surviving spouse must be weighed 

against the loss of the New York estate 

tax exemption. At times, it might still 

make sense to not utilize the New 

York estate tax exemption at the death 

of the first spouse if assets are ex-

pected to appreciate substantially after 

the death of the first spouse and before 

the death of the second spouse. 

Under federal law, a QTIP elec-

tion is made on the federal estate tax 

return. To further complicate matters, 

under the new legislation (which ap-

(Continued from page 1) 

(Please turn to page 12) 

                NYS TAX UPDATE, CONT. 



     TAX  NEWS  & COMMENT                                       AUGUST 2014                                                                     PAGE  12  

      © 2014  LAW OFFICES OF DAVID L. SILVERMAN, 2001 MARCUS AVENUE, LAKE SUCCESS, NY 11042; TEL. (516) 466-5900;  www.nytaxattorney.com   

parently codifies to some extent the 

policy of the Department of Taxation 

previously announced) if no federal 

estate tax return is required, an inde-

pendent QTIP election may be made 

on the New York estate tax return. 

However, no separate QTIP election is 

permitted where a federal estate tax re-

turn is not otherwise required, but is 

filed for the purpose of electing porta-

bility (which can only be made on an 

estate tax return). 

  

IV.    Clawback of Certain Gifts   

 

For the five-year period from 

April 1, 2014 until January 1, 2019, 

gifts made by New York residents will 

be drawn back into the decedent’s es-

tate. Although under federal law, some 

gifts (in which the donor retained 

“strings”) made within three years of 

death are included in the federal estate, 

outright gifts are not. Therefore, out-

right gifts made by a New York resi-

dent within three years of death will 

increase the New York taxable estate, 

but not the federal taxable estate. Un-

der federal law, state estate taxes paid 

are allowed as a deduction in arriving 

at the federal taxable estate, but only if 

the gifted property was includable in 

the federal estate. Since outright gifts 

will not be includible in the federal es-

tate, no deduction for federal estate tax 

purposes will be available. 

It is unclear why the Legislature 

chose to “sunset” the recapture rule on 

December 31, 2018. However, given 

the five-year life expectancy of the 

rule, the Legislature has ample time to 

re-extend the provision. 

 

V.   Grantors Taxable on  

        Nongrantor Trust Income 

 

Nothing under the doctrine of 

Federalism requires New York to 

structure its income tax regime in the 

same manner as does Washington. 

Nevertheless, the federal regime is 

generally a model for many states and 

federal tax law is paramount. New 

York has signaled its intention not to 

follow federal tax law in the income 

tax treatment of certain grantor trusts. 

Last year, the IRS announced in 

PLR 201310002 that certain trusts es-

tablished by New York residents in 

Nevada or Delaware were not 

“grantor” trusts under federal tax law. 

Since these non-grantor trusts operated 

outside the orbit of New York income 

tax, New York grantors were not taxed 

on income earned by these trusts. 

These trusts were established in juris-

dictions such as Delaware and Nevada 

where the trust income is not subject 

to any state income tax.  

This result frustrated the De-

partment of Taxation, since hundreds 

of millions of dollars in income tax 

revenues were being lost annually. To 

change this result, New York enacted 

a provision which treats the grantor as 

the tax owner of these trusts for New 

York income tax purposes, even 

though the grantor is not treated as the 

tax owner under the Internal Revenue 

Code.  

Although the legislation does 

not appear to be unconstitutional, one 

wonders whether New York is exercis-

ing good tax policy in “carving out” 

exceptions to federal tax law in such 

an important area. Understandably, 

Albany was unhappy with PLR 

201310002. However, New York resi-

dents depend upon the consistency of 

federal and state tax law. Divergent 

tax criteria concerning what consti-

tutes a grantor trust under New York 

and federal law may spawn confusion 

and create impediments to effective 

tax planning. Those affected, most of 

whom are affluent, might decide to 

leave New York, precipitating the 

problem the statute sought to avoid. 

 

VI.  Resident Trusts 

      Subject to Throwback 

       
In Taylor v. NYS Tax Commis-

sion, 445 N.Y.S.2d 648 (3rd Dept. 

1981), a New York domiciliary creat-

ed a trust consisting of Florida proper-

ty. Neither the trustees nor the benefi-

ciaries were New York residents. The 

Appellate Division held that under the 

14th Amendment 

 

[a] state may not impose tax on 

an entity unless that state has a 

sufficient nexus with the entity, 

thus providing a basis for juris-

diction. 

 

Following Taylor, New York 

codified an exception to the imposition 

of income tax imposed on New York 

“resident” trusts where (i) no trustees 

resided in New York; (ii) no property 

(corpus) was situated in New York; 

and (iii) where the trust had no New 

York source income. (A New York 

“resident” trust is a trust created under 

the will of a New York domiciliary or 

a trust created by a New York domicil-

iary at the time the trust was funded.) 

As a result of this exception, it 

was sometimes prudent for New York 

residents to implement New York resi-

dent trusts in Nevada or Delaware. 

New York would not trust income 

from such trusts except to the extent 

income was currently distributed to 

New York beneficiaries. If the trust 

accumulated income, beneficiaries 

would have no income to report. The 

accumulated income, when later dis-

tributed, to the extent it exceeded the 

distributable net income (DNI) of the 

trust, would forever escape income tax 

in New York. 

To change this result, principles 

of federal taxation of foreign non-

grantor trusts were imported. Now, 

beneficiaries receiving “accumulation 

distributions” will be taxed on those 

distributions, even if they exceed trust 

DNI. However, a credit will be al-

lowed for (i) taxes paid to New York 

in prior years on accumulated income 

and (ii) taxes paid to other states.  

Under the new law, trusts meet-

ing the three exceptions, “exempt” 

trusts, will now be subject to reporting 

requirements for years in which accu-

mulation distributions are made. The 

law became effective for accumulation 

distributions after June 1, 2014. (See 

Taxation of Foreign Nongrantor 
Trusts: Throwback Rule, TAX NEWS & 

COMMENT, August, 2014.)  
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