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SEE THE CIRCULAR 230 DISCLAIMERS APPENDED TO  

THE CONCLUSION OF THIS WASHINGTON REPORT. 

This Washington Report summarizes a few of the more important cases and rulings in the estate 

and gift tax areas which were decided or reported by the courts and the Internal Revenue Service in 

November of 2011, and on which we have not previously reported in Bulletins on insurance-related 

estate and gift tax matters. 
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Final Regulations 

1. T.D. 9555, 2011-50 I.R.B. 838 

On July 14, 2008, The IRS released T.D. 9414, which addressed the valuation for 

Federal estate tax purposes of a retained interest in certain trusts. See our Bulletin No. 

08-70.  The trusts affected include charitable remainder annuity trusts, charitable 

remainder unitrusts, grantor retained annuity trusts, grantor retained income trusts, 

grantor retained unitrusts, qualified personal residence trusts and personal residence 

trusts.  In effect, the Service concluded that, under section 2036 of the Internal Revenue 

Code, the amount includible in the grantor’s estate if he or she dies during the term of 

one of the foregoing types of trusts is limited to the value of the remaining retained 

annuity or unitrust interest, which is not necessarily (although it may be), equal to the 

value of the entire corpus.  

One of the open issues in the final regulations, as issued in July 2008, was the 

amount includible in the estate of a grantor of a grantor retained annuity trust (GRAT) 

or grantor retained unitrust (GRUT) that is “graduated” - i.e., a trust in which the 

annuity or unitrust amount payable each year during the trust’s term increases by a 

specified percentage (which may be no more than 20%).   On April 30, 2009, proposed 

regulations (REG-119532-08) (see our Bulletin No. 09-62) were published to address 

this issue with respect to graduated retained interests in transferred property whether or 

not held in trust. 

In T.D. 9555, released on November 8, 2011, the IRS published final regulations 

providing guidance on what part of a trust is includible in a deceased grantor's gross 

estate if the grantor reserves a graduated retained interest in the trust.  The 2009 

proposed regulations were adopted with some changes. 

Basic Methodology.  The basic methodology in the final regulation for computing the amount 

includible where the payment receivable by the grantor gradually increases is similar to - although more 

detailed than - that in the proposed regulation.  It measures the amount of corpus needed to generate 

sufficient income to produce the payments that would have been due even after the decedent's death, as if 

the decedent had survived and continued to receive the retained interest.   

Thus, the amount of corpus necessary to produce the retained graduated interest is the sum of the 

“base amount” and “corpus amount,” as follows: (1) the amount of corpus required to generate sufficient 

income to pay, without reducing or invading principal, the annual amount payable to the decedent at the 

decedent's death (base amount) plus, (2) for each succeeding year of the trust, the amount of corpus 

required to generate sufficient income to pay, without reducing or invading principal, the “periodic 

addition” in the annuity, unitrust, or other payment for that year, deferred until the beginning date of that 

increase (corpus amount).  The periodic addition for each year after the year in which the decedent's death 

occurs is the amount (if any) by which the annuity, unitrust, or other payment that would have been payable 

for that year (if the decedent had survived) exceeds the total amount of payments for the year immediately 

preceding that year, provided that payments increase (and do not ever decrease).   

Importantly, the total amount includible cannot exceed the value of the trust corpus on date of death. 

The complicated formula set forth in the regulation is illustrated by the following example (based on 

“Example 7” in the final regulations):  
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On November 1, year N, D transfers assets valued at $2,000,000 to a GRAT. Under the terms of 

the GRAT, the trustee is to pay to D a qualified annuity for a 5-year term. The annuity amount is to 

be paid annually at the end of each trust year, on October 31st. The first annual payment is to be 

$100,000. Each succeeding payment is to be 120 percent of the amount paid in the preceding year.  

If D dies during the 5-year term, the payments are to be made to D's estate for the balance of the 

GRAT term. At the end of the 5-year term, the trust is to terminate and the corpus is to be 

distributed to C, D's child. D dies on January 31st of the third year of the GRAT term. On the date 

of D's death, the value of the trust corpus is $3,200,000 and the section 7520 interest rate is 6.8 

percent.  

(ii) The amount includible in D's gross estate under section 2036(a)(1) (regarding “transfers with 

retained life estate”) is determined and illustrated as follows:  

A B C D E F G 

GRAT 
Year 

Annual 
Annuity 

Payment 
Periodic 
Addition 

Required 
Principal X 
Adj. Factor 

(0.068) 

Deferral 
Period: 

Death to 
GRAT 
year 

Present 
Value Factor 
1/(1+.068)^E 

Corpus 
Amount at 
Death (D X 

F) 

3 $144,000 n/a $2,117,647 n/a n/a $2,117,647 

4 $172,800 $28,800 $423,529 0.747945    0.951985 $403,193 

5 $207,360 $34,560 $508,235 1.747945    0.891372 $453,026 

     Total $2,973,866 

 

A total corpus amount of $2,973,866 constitutes the principal required as of D's date of death to 

produce (without reducing or invading principal) the annual payments that D would have received if D had 

survived and continued to receive the retained annuity. Therefore, $2,973,866 of the trust corpus is 

includible in D's gross estate under section 2036(a)(1). The remaining $226,134 of the trust corpus is not 

includible in D's gross estate under § 2036(a)(1) (or, in this case, § 2039). The result would be the same if 

D's retained annuity instead had been payable to D for a term of 5 years, or until D's prior death, at which 

time the GRAT would have terminated and the trust corpus would have become payable to another.  

Relationship to § 2033 (Property in Which Decedent Has an Interest).  In response to comments, 

the regulations clarify the interaction of sections 2033 and 2036 in a situation where the decedent 

establishes a GRAT or GRUT under the terms of which the retained interest is paid to the decedent for a 

specified term of years and, if the decedent dies prior to the expiration of that term, the retained annuity or 

other payment is to be paid to the decedent's estate for the balance of the term. (E.g., a “Walton” GRAT.) 

The IRS agrees that, because all or a portion of the trust corpus is includible in the decedent's gross 

estate under section 2036, the annuity or other payments that become payable after the decedent's death and 

are required to be paid to the estate for the remainder of the trust term are reflected in the amount includible 

under section 2036, and therefore should not also be includible under section 2033.  Therefore, to prevent 

double inclusion of such amounts, the final regulations provide specifically that payments that become 

payable to the decedent's estate after the decedent's death are not subject to inclusion under section 2033, if 

section 2036 is applied to include all or a portion of the trust corpus in the gross estate.  

However, annuity or other payments payable to the decedent prior to the decedent's date of death, 

but that are not paid until after death, are includible in the decedent's gross estate under section 2033 as a 

separate receivable. Thus, such an amount payable by the trust reduces the fair market value of the trust as 

of the date of death, but is included in the decedent's gross estate under section 2033 as a receivable 

amount. 
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Amount Includible Where Decedent’s Interest is Preceded by Another’s.  The final 

regulation essentially adopts the position of the proposed regulations in describing the method required to 

compute the amount includible in the decedent's gross estate under section 2036 in a situation where the 

decedent is to receive a payment (or an increased payment) after the death of another beneficiary (or 

concurrently with another beneficiary) who is receiving an annuity or other payment at the time of the 

decedent's death.  

This method provides that, if the beneficiary predeceases another beneficiary, the amount includible 

is the greater of: (1) The amount of corpus required to generate sufficient income to pay the annuity 

payable to the decedent as of the date of death; or (2) the amount of corpus required to produce sufficient 

income to satisfy the annuity or other payment the decedent would have been entitled to receive if the 

decedent had survived the other beneficiary, reduced by the present value of the other beneficiary's interest. 

The amount includible, however, cannot exceed the fair market value of the trust corpus on the date of 

death. 

The method in the proposed regulations for computing this amount has been clarified by providing 

that, solely for the purpose of calculating the present value of the current recipient's interest in this 

computation, the “exhaustion of trust corpus test” described in Regs. § 20.7520-3(b)(2), which assumes that 

it is possible for each measuring life to survive until age 110, is not to be applied in cases where it otherwise 

would have been required to be applied. 

The following steps  - set forth in great detail in the final regulations - implement this computation: 

o Step 1: Determine the fair market value of the trust corpus on the decedent's date of 

death.  

o Step 2: Determine the amount of corpus required to generate sufficient income to pay 

the annuity, unitrust, or other payment (determined on the date of the decedent's 

death) payable to the decedent for the trust year in which the decedent's death 

occurred.  

o Step 3: Determine the amount of corpus required to generate sufficient income to pay 

the annuity, unitrust, or other payment that the decedent would have been entitled to 

receive for each trust year if the decedent had survived the current recipient.  

o Step 4: Determine the present value of the current recipient's annuity, unitrust, or 

other payment (without applying the exhaustion test).  

o Step 5: Reduce the amount determined in Step 3 by the amount determined in Step 4, 

but not to less than the amount determined in Step 2.  

o Step 6: The amount includible in the decedent's gross estate under this section is the 

lesser of the amounts determined in Step 5 and Step 1.  

Effective Date.  The final regulations are generally effective November 8, 2011, which is the date 

they were published in the Federal Register. 

Although not perfect, the final regulations provide needed clarity, particularly with respect to 

graduated GRATs, which are commonly used to augment the appreciation of the assets in the GRAT that 

eventually will be payable to the remainder beneficiaries by deferring the distribution of those assets to the 

grantor.  Proposed legislation on which we have reported on numerous occasions would not limit the ability 

to implement graduated GRATs with increasing payments, but would (in some versions - see, e.g., H.R. 

3467, discussed in our Bulletin No. 11-106) prohibit GRATs in which the payments decrease over the term. 
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Proposed Regulations 

2. REG-112196-07, 76 Fed. Reg. No. 223, pp. 71561-71562 (Nov. 18, 2011) 

On November 18, 2011, the IRS re-proposed regulations originally issued in 

2008 under section 2032 of the Internal Revenue Code concerning when, and to what 

extent, post-death events may be taken into account in determining the value of property 

for purposes of electing the “alternate valuation date.”   

Background: Section 2032(a) provides that the value of the gross estate may be determined, if the 

executor so elects, by valuing all the property includible in the gross estate as follows: property distributed, 

sold, exchanged, or otherwise disposed of during the 6-month period immediately after the date of death 

(alternate valuation period) is valued as of the date of distribution, sale, exchange, or other disposition 

(transaction date). Property not distributed, sold, exchanged, or otherwise disposed of during the alternate 

valuation period is valued as of the date that is 6 months after the decedent's death (6-month date). Any 

interest or estate that is affected by the mere lapse of time is includible at its value as of the date of death 

(instead of any later date), with adjustment for any difference in its value as of the later date that is not due 

to the mere lapse of time.  The election to use the alternate valuation date may only be made if it has the 

effect of decreasing the value of the gross estate and the sum of the estate tax and the generation- skipping 

transfer tax imposed with respect to decedent's property.  

The 2008 Proposed Regulations.  On April 25, 2008, the IRS published proposed regulations 

(REG-112196-07) (see our Bulletin No. 08-54) to clarify that the election to use the alternate valuation 

method under section 2032 is available to estates that experience a reduction in the value of the gross estate 

during the alternate valuation period, but only to the extent that the reduction in value is due to market 

conditions and not to other post-death events occurring during the alternate valuation period. The term 

“market conditions” was defined as events outside of the control of the decedent (or the decedent's executor 

or trustee) or other person whose property is being valued that affect the fair market value of the property 

includible in the decedent's gross estate. Changes in value due to mere lapse of time or to other post-death 

events would be ignored in determining the value of the decedent's gross estate under the alternate 

valuation method.  

Kohler v. Commissioner.  The 2008 proposed regulations were issued in response to the Tax 

Court’s decision in Kohler v. Commissioner, T.C. Memo 2006-152, a taxpayer victory that allowed the 

election of the alternate valuation date following a post-death tax-free reorganization.  The IRS announced 

its disagreement (“non-acquiescence”) with the decision, and then promulgated its position as a proposed  

regulation. 

In Kohler, the decedent died on March 4, 1998 owning stock in a privately-held corporation.  A tax-

free reorganization of the corporation was completed and became effective a little over two months later, on 

May 11, 1998.  The estate, which owned 12.85% of the voting stock of the corporation prior to the 

reorganization, did not have an interest sufficient to block or approve the reorganization by itself.  The 

reorganization was undertaken to remove outside shareholders, who held approximately 4% of the stock in 

March 1988, and to facilitate family estate planning and management of the company.  As part of the 

reorganization, old shares of common stock were replaced with new classes of shares, which were all 

subject to transfer restrictions and a purchase option to ensure that the corporation would be family-owned.  

After the reorganization the decedent’s estate held 14.45% of the outstanding shares of the corporation.  

The Tax Court held for the taxpayer and found that the value of the stock for estate tax purposes 

was its post-reorganization value—taking into account discounts attributable to the transfer restrictions and 

purchase option—on the alternate valuation date.  In making its finding, the Tax Court rejected the IRS’s 
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argument that value of the stock had to be measured according to its pre-reorganization value on the 

grounds that neither Code § 2032 nor regulations thereunder contained any provision that would require 

disregarding a tax-free reorganization. 

The 2011 Proposed Regulations.  After more than three years had passed, the original proposed 

regulations had not been finalized, and the IRS, in response to comments, decided to abandon the “events 

outside of the control of the decedent (or his representative)” test and to re-propose the regulations.  The 

2011 proposed regulations identify transactions that constitute distributions, sales, exchanges, or 

dispositions of property. If an estate's (or other holder's) property is subject to such a transaction during the 

alternate valuation period, the estate must value that property on the transaction date. The value included in 

the gross estate is the fair market value of that property on the date of and immediately prior to the 

transaction.  This test precludes taking post-transaction changes in value into account. 

Transactions that may be affected include post-death contributions of property to a limited 

partnership. Transactions that create fractional interests in real property or minority interests in an LLC are 

similarly targeted.  Changes due to economic market conditions or theft or casualty losses that are 

uncompensated may nevertheless continue to be taken into account for purposes of § 2032. 

The regulations identify two exceptions to the foregoing rule.  If either exception applies, the estate 

may use the 6-month date and value the property held on that date. The first exception proposes that, if, 

during the alternate valuation period, the interest in an entity includible in the gross estate is exchanged (via 

a tax-free reorganization or otherwise) for a different interest in the same entity, or in an acquiring or 

resulting entity or entities, and if the fair market value of the interest on the date of the exchange equals the 

fair market value of the property for which it was exchanged, then the transaction will not be treated as an 

exchange for purposes of § 2032(a)(1).  As a result, the estate may use the 6-month date to value the 

interest in the same entity or in the acquiring or resulting entity or entities received in the exchange. For this 

purpose, the fair market values of the surrendered property and received interest are deemed to be equal if 

the difference between the fair market values of the surrendered property and the received interest does not 

exceed 5 percent of the fair market value of the surrendered property as of the transaction date.  

The second exception proposes that, if, during the alternate valuation period, an estate (or other 

holder) receives a distribution from a business entity, bank account, or retirement trust, and an interest in 

that entity is includible in the decedent's gross estate, the estate may use the 6-month date to value the 

property held in the estate if the fair market value of the interest in the entity includible in the gross estate 

immediately before the distribution equals the sum of the fair market value of the distributed property on 

the date of the distribution and the fair market value of the interest in the entity includible in the gross estate 

immediately after the distribution. If this requirement is not satisfied, the estate must use the fair market 

value as of the distribution date and immediately prior to the distribution of the entire interest in the entity 

includible in the gross estate.  

Miscellaneous other situations are addressed, including the effect of a postmortem grant of a 

conservation easement, re-titling an account in the name of the new account owner, and the effect of 

dividing a trust or retirement account into separate accounts for multiple beneficiaries, none of which will 

trigger acceleration.  The proposed regulations also address the proper post-mortem value of a GRIT that 

continues to make annuity payments to the decedent’s estate and the treatment of post-death earnings on 

estate assets. 

Effective Date.  While the original proposed regulations were applicable to estates of decedents 

dying on or after April 25, 2008 (the date that the proposed regulation was published in the Federal 

Register, the regulations as re-proposed are effective on the date that the final regulation will be published 

in the Federal Register.  
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Any AALU member who wishes to obtain a copy of any of the items discussed in this 

Washington Report may do so through the following means: (1) use hyperlink above next to “Major 

References,” (2) log onto the AALU website at www.aalu.org and enter the Member Portal with your last 

name and birth date and select Current Washington Report for linkage to source material or (3) email Anthony 

Raglani at raglani@aalu.org and include a reference to this Washington Report. 

 

In order to comply with requirements imposed by the IRS which may apply to the Washington Report as 

distributed or as re-circulated by our members, please be advised of the following: 

THE ABOVE ADVICE WAS NOT INTENDED OR WRITTEN TO BE USED, AND IT CANNOT 

BE USED, BY YOU FOR THE PURPOSES OF AVOIDING ANY PENALTY THAT MAY BE 

IMPOSED BY THE INTERNAL REVENUE SERVICE. 

In the event that this Washington Report is also considered to be a “marketed opinion” within the meaning 

of the IRS guidance, then, as required by the IRS, please be further advised of the following: 

 

THE ABOVE ADVICE WAS NOT WRITTEN TO SUPPORT THE PROMOTIONS OR 

MARKETING OF THE TRANSACTIONS OR MATTERS ADDRESSED BY THE WRITTEN 

ADVICE, AND, BASED ON THE PARTICULAR CIRCUMSTANCES, YOU SHOULD SEEK 

ADVICE FROM AN INDEPENDENT TAX ADVISOR. 

 

 

                                                                             
The mission of AALU is to promote, preserve and protect advanced life insurance planning  

for the benefit of our members, their clients, the industry and the general public. 

 

For more information about how AALU’s advocacy efforts help protect your business and the 

advanced life insurance marketplace, visit our website at www.aalu.org, or  

call toll free 1-(888)-275-0092. 
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