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he disclaimer can be a helpful
tax and estate planning tool if used
correctly. Often, the disclaimer is
employed as a postmortem reme-
dial device to fend off adverse tax
repercussions and other unintended conse-
quences of an estate plan gone awry. Other
times, the anticipated use of the disclaimer is
consciously incorporated into the estate plan
by its drafter to preserve tax and distributive
flexibility at the decedent’s death. Although, this
article focuses on the application of the dis-
claimer in the estate tax context, significant rion-
tax objectives may also justify its use.

Disclaimer basics

The disclaimer, in its broadest sense, is the irrev-
ocable refusal to accept the ownershlp of
property passing gratuitously by:

1. Inter-vivos (i.e., lifetime gift) transfer.
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2. Testamentary (i.e., bequest at death)
transfer.

3. Operation of law (e.g., joint tenancy with
right of survivorship, intestacy, or pay-
ment on death).

Historically governed by common law,’
disclaimers are now codified by state statute
and are further regulated by the Internal Rev-
enue Code for transfer tax purposes.”? Under
the Code, a “qualified disclaimer” results in the
disclaimed property being treated as if it had
never been transferred to the disclaimant for
federal estate, gift, and generation-skipping
transfer (GST) tax purposes.®* Thus, when
disclaimed in a “qualified” manner, property
will pass to the alternate beneficiary named in
the transfer document, or to another benefi-
ciary by operation of law, without ever being
received by the disclaimant.

For a disclaimer to be “qualified” for tax pur-
poses, Section 2518(b) establishes four basic
requirements:

1. The refusal must be in writing.* This writ-
ten document must identify the interest in
the disclaimed property and must be
signed either by the disclaimant or by the
disclaimant’s legal representative.

2. The refusal must be delivered to the
proper party by nine months after the




later of (a) the date of the transfer creat-
ing the interest; or (b) the disclaimant’s
21st birthday.® The proper party to whom
the refusal should be delivered is the
transferor of the interest, the transferor’s
legal representative, the holder of the
legal title to the property to which the
interest relates, or the person in posses-
sion of the interest.®

3. The disclaimant must not have accepted
the interest or any of its benefits.’

4. The disclaimed interest must pass with-
out any direction on the part of the dis-
claimant to a person other than to the
disclaimant.® (The transferor’s spouse,
however, may disclaim an interest in
property while still retaining the same
interest after it has been disclaimed.®
Thus, a spouse may disclaim an interest
in a marital deduction trust to have the
interest pass to a nonmarital trust in
which the spouse has an interest; how-
ever, the spouse may not retain a power
of appointment over the nonmarital trust
unless the power is limited by an ascer-
tainable standard or a“5 and 5” power.")
In addition to these requirements, a “qual-

ified disclaimer” must also generally comply with
the applicable disclaimer statute of the state with
jurisdiction over the transferred property." If
the disclaimer fails to meet these require-
ments, the disclaimed property will be deemed
to have been first received by the disclaimant
and subsequently transferred by the disclaimant
to the alternate recipient, resulting in unintended
and costly transfer tax consequences.*

Changes in federal and state law

Even under the best of circumstances, estate

planning is an inherently speculative

endeavor—laden with uncertainty, conjec-
ture, and unanticipated potential for liability.

After all, estate planners are asked to recom-

mend tax-efficient strategies for distributing

their clients’ assets without the benefit of
knowing:

1. When their clients will die.

2. Which beneficiaries will survive their
clients.

3. Whether (and which) assets will be avail-
able for distribution at their clients’
death.

4. What tax laws and regulations will be in
effect at that time.
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The speculative nature of this process has
been exacerbated by recent legislative changes
at both the federal and state levels, with fur-
ther modification and reform anticipated in the
near future. Although intended to relieve tax-
payers from the oppressive transfer tax regime,
these legislative revisions have unintentionally
hampered the estate planner’s ability to antic-
ipate the transfer tax—thereby frustrating
attempts to eliminate or minimize its impact
through planning.

EGTRRA. The Economic Growth and Tax
Relief Reconciliation Act of 2001 (EGTRRA)
offers taxpayers two main forms of federal estate
tax relief:

1. It provides for a gradual reduction in the
maximum estate tax rate from 55% in
2001 to 45% in 2009.

2. It progressively raises the applicable
exclusion amount, (i.e., the value that

each taxpayer may transfer free from fed- :

eral estate tax). This amount was

increased to $1 million in 2001 and will

gradually rise to $3.5 million in 2009. In

2005, the applicable exclusion amount is

$1.5 million.

If the laws under EGTRRA remain
unchanged, the federal estate tax and GST tax
will be repealed entirely in 2010, while the gift
tax for lifetime transfers will remain at $1 mil-
lion. This presents no cause to celebrate just
yet, however, because the repeal is only tem-
porary. The estate tax and GST tax will return

in 2011 to their previous top marginal rate of

55%, and the applicable exclusion amount will
be $1 million.

With the applicable exclusion amount cur-
rently scheduled to range between $1.5 million
and $3.5 million over the next several years,
a one-year estate tax repeal looming after that,
and permanent repeal still a possibility, coun-
seling clients under EGTRRA is a daunting task.
The difficulty of this undertaking is com-
pounded when dealing with married cou-
ples, due to the likelihood of the spouses’ deaths
in different years with different tax laws and
rates in effect.

Decoupling of federal and state estate tax. Prior
to 2001, most states imposed their own state
level “death tax” by reference to the state
death tax credit provided under federal law. (For
purposes of this article, the term “death tax”
refers collectively to the estate, inheritance,
legacy, or succession taxes that many states

charge on the gratuitous transfer of property
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at death.) In such tax systems, known popu-
larly as “pick-up tax,” “soak-up tax,” or “sop-
up tax” regimes, the death tax liability would
equal the maximum state death tax credit
allowed on the federal estate tax return under
Section 2011. In essence, these “pick-up tax”
states collected the portion of the federal
estate tax liability that was reduced by the state
death tax credit; thus, the total state and fed-
eral tax liability was no higher than the fed-
eral estate tax alone would otherwise have been.

EGTRRA, however, gradually reduced and
then eliminated the credit. The dollar-for-dol-
lar federal credit for state death taxes paid was
reduced by 25% in 2002, 50% in 2003, and 75%
in 2004." In 2005, the state death tax credit was

eliminated under Section 2011(f). The credit -

was replaced, in 2005, with an unlimited
deduction in Section 2058 for state death
taxes paid.

Inresponse to EGTRRA, and a potential loss
of state tax revenue, many of the “pick-up tax”
states “decoupled” their death tax systems
from the federal estate tax, by establishing state
death tax regimes with no ties to the federal
estate tax. Other states, such as New Jersey, now
base their death tax on the federal estate tax
laws. in effect prior to EGTRRA. The upshot
of these changes is that “pick-up tax” states now
(1) potentially subject the estates of many tax-
payers to a state death tax even if no federal
estate tax is due, and (2) may impose a state
death tax that must be paid in addition te the
full federal estate tax.

Defensive and proactive planning

The shifting nature of the applicable exclusion
amount, the decoupling of state and federal
estate tax systems, and the potential for per-
manent repeal of the federal estate tax require
estate plans to be drafted with flexibility.
Many avenues exist to incorporate flexibility
into an estate plan; however, few, if any, of these
techniques are as versatile and effective as the
disclaimer. Through its proper use, a decedent’s
surviving spouse, children, and other benefi-
ciaries are allowed'a “Monday morning quar-
terback” view of how the decedent’s assets
should pass (for up to nine months after date
of death or even longer if the djsclaimant is
under 21). A savvy drafterwill incorporate these
techniques into an estate plan from the outset.

Marital deduction pianning. The most com-
mon estate plan for couples faced with a
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potential estate tax liability for assets in excess
of the applicable exclusion amount is the sim-
ple marital deduction/credit shelter trust,
sometimes referred to as the A/B Trust. At the
first spouse’s death, his or her estate is divided
into two shares:

1. A bequest equal to the decedent’s remain-
ing applicable exclusion amount, which is
held in trust for the benefit of the surviv-
ing spouse and children. |

2. The balance of the estate, which passes to
or for the benefit of the surviving spouse
in a manner that qualifies for the marital
deduction (e.g.; through an outright
bequest or to a qualified terminable
interest property (QTIP) trust).

With this division of assets at the death of
the first spouse, no estate tax is due because
the estate is completely sheltered by the applic-
able exclusion amount and marital deduction;
moreover, both spouses’ estate tax credits are
employed. Without such a plan, the estate tax
credit of the first spouse to die is typically
squandered.

Although such plans are generally sufficient
for large estates, modest-sized estates may
encounter difficulty with the marital/credit
shelter division as the applicable exclusion
amount rises. Under EGTRRA, the relative size
of the marital and credit shelter bequests will
fluctuate. For example, in an estate valued at
$5 million, the credit shelter share will be
smaller than the marital share from 2005
through 2008; however, it will be larger in 2009.
(The credit shelter—i.e., the applicable exclu-
sion amount—is scheduled to increase from
$1.5 million in 2005 to $2 million in 2006, to
$3.5 million in 2009.) In 2010, of course, the
need for a marital deduction/credit shelter split
will be eliminated altogether due to the one
year repeal of the estate tax. Drafting for such
changes in a will or trust document may be
impractical, especially for clients who would
prefer an outright disposition of their assets
if there were no obvious tax benefits to keep-
ing the property in trust. Such clients should
consider the use of a disclaimer.

By incorporating the use of a disclaimer into
a plan, the entire estate can be devised to the
surviving spouse who can then determine with
certainty, whether and how much to dis-
claim to take full advantage of the laws then
in effect. The property disclaimed can be set
up in the estate plan to pass, at the time of dis-
claimer, to a trust for the benefit of the sur-
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viving spouse, such as a credit shelter trust;

alternatively, it may be directed to pass out-

right to other beneficiaries, such as children
or grandchildren, or to remain in trust for their
benefit. The surviving spouse, however, may
not have a power of appointment—either as
a trustee or be entitled to principal—except
that a spouse may have a “5 x 5 power,” and
may receive principal distributions in the dis-
cretion of a co-trustee or based on an ascer-
tainable standard or otherwise, the spouse will
possess an impermissible retained interest in
the disclaimed property.

State death tax planning. As explained above,
in response to EGTRRA’s phaseout of the
state death tax credit, many states have estab-
lished independent estate tax systems that are
no longer tied to the federal estate tax. For exam-
ple, effective 1/1/04, the New York and federal
estate tax no longer work in tandem. The applic-
able exclusion amount recognized by New York
for state estate tax purposes is frozen at $1 mil-
lion, while the federal applicable exclusion
amount is currently $1.5 million and set to rise
next year.

Therefore, by establishing a credit shelter
trust of $1.5 million in 2005 in order to take
advantage of the maximum federal applicable
exclusion amount on the death of the first
spouse, a New York estate tax of $64,400 will
be incurred even though no federal estate tax
is due. In 2006, when the federal applicable
exclusion amount is increased to $2 million,
a New York estate tax of $99,600 will be
incurred if the credit shelter amount is set at
$2 million.

To avoid New York estate tax, the credit shel-
ter trust could be limited to the maximum New
York applicable exclusion amount of $1 mil-
lion. However, an additional $500,000, which
could have been sheltered on the first spouse’s
death and would have been free from federal
estate tax on the death of the second spouse,
would then be subject to federal estate tax
(including any appreciation) on the death of
the second spouse.

With the flexibility provided by the dis-
claimer, this problem may be postponed or elim-
inated. The estate planning documents could
provide that all of the decedent’s assets pass to
the surviving spouse outright or in trust (or
alternatively, the maximum amount that can
pass free from New York estate tax is used to
fund a credit shelter trust) with additional flex-
ibility for the surviving spouse to disclaim fur-
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ther assets into a credit shelter trust. The
decision will be left to the surviving spouse,
at the time of the decedent’s death, regardless
of whether he or she is willing to pay some state
estate tax, in order to defer more federal estate
tax. In addition, if the laws have changed
between the time the estate planning documents
were drafted and the date-of the decedent’s
death, additional flexibility may be accom-
plished through the disclaimer.

Charitable planning. If the client wishes to leave
money to a charity, the drafter could insert a
bequest to a spduse or other family member
of the assets intended for that charity with a
contingency clause directing the assets to the
charity if the noncharitable beneficiary dis-
claims the bequest. If the client dies after the
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estate tax repeal or when the decedent’s applic-
able exclusion amount is sufficient to eliminate
estate taxes, the noncharitable beneficiary
may accept the assets that the decedent
intended for the charity and then make a char-
itable contribution (eligible for an income tax
deduction) to the charity. If an estate tax lia-
bility would otherwise be generated without
the estate tax charitable deduction, the non-
charitable beneficiary can disclaim as much of
the bequest as necessary to reduce estate taxes
to a minimum. This approach, sometimes
referred to as a “reduce-to-zero” charitable
bequest, is commonly employed by charitably
inclined clients without any children or imme-
diate descendants.

Employee benetit planning. Beneficiary des-
ignations for proceeds of IRAs and other
employee benefit plans should always be cur-
rent. When they are not up-to-date, a disclaimer
canbe used to undo any unintended tax con-
sequences. Rulings on cases involving dis-
claimed retirement benefits confirm that the
ultimate recipient, not the disclaimant, is
taxed on the income associated with the dis-
claimed benefits.” Thus, when a primary ben-
eficiary is in a higher tax bracket or wishes to
share the proceeds with contingent beneficiaries,
a disclaimer can be used to pass all or part of
the proceedsto beneficiaries in lower income
tax brackets.”

example. Michael intended for all of his chil-
dren to receive equal inheritances at his death.
He inadvertently, however, designated only one
of the children as sole beneficiary of an IRA.
Michael’s will accurately reflects his intent and
divides the residuary estate equally among his
children taking into account all of his assets
passing through his will or outside his will.
Rather than the one child being taxed on the
entire income generated by the IRA proceeds,
the designated child could disclaim the ben-
efits and allow them to pass equally to all the
decedent’s children in accordance with the resid-
uary clause in the will.

Other uses for the disclaimer

While the focus of this article is on the use of

the disclaimer during this period of “death tax

repeal,” other potential uses of the disclaimer

include, but-are not limited to:

1. Correcting drafting errors." For example,
if a taxable estate was inadvertently cre-
.ated by an insufficient and poorly
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drafted marital deduction share, the

‘beneficiaries could disclaim in favor of

the spouse if he or she is the alternate
beneficiary named in the document, or
is the alternate beneficiary by operation
of law, thereby securing the marital
deduction and avoiding estate taxes.
Reducing income tax by shifting assets to
a lower income tax bracket. For example,
a beneficiary in a higher income tax
bracket could disclaim inherited
income-producing assets, which could
then pass to an alternate beneficiary in a
lower income tax bracket.

Creditor protection. For example, if the
beneficiary’s creditors would attach the
inherited assets, the beneficiary could
disclaim the inheritance, so the assets
would then pass to the alternate benefi-
ciary. Note that implementing disclaimers
to avoid creditors effectively is dependent
on applicable state law. Furthermore, this
use of disclaimers is not effective if the
U.S. Government is the creditor.”

. Allowing for the ownership of S corpora-

tion shares.*® For example, if the benefi-
ciary is an impermissible § corporation
shareholder, which would cause the cor-
poration to lose its S corporation status
and face disastrous tax consequences,
the beneficiary could disclaim the shares
that could then pass to a permissible S
corporation shareholder.

Permitting alternate valuation.*® The
executor of an estate may elect to value
the gross estate at the alternate valuation
date, which is six months from the dece-
dent’s date of death, instead of at the
time of the decedent’s date of death, if
both the gross estate and the estate tax is
reduced by valuing the property at such
later date. Under many circumstances, a
disclaimer must be executed in order to
reduce the value of the gross estate and
the estate tax, thereby permitting alter-
nate valuation.

Permitting special-use valuation.”® Sec-
tion 2032A permits special-use valua-
tion for federal estate tax purposes of
certain qualified real property and farm
land. Special-use valuation is' permitted
only if the property passes to a “qualified
heir” Under many circumstances, a dis-
claimer must be executed in order for
the property to pass to a “qualified heir.”
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* PLANNING TIP

The following |deas can be implemented to avoid problems when drafting and plannlng for

. the antlclpated use of a disclaimer:

1.. Always keep in'mind the nine-month period for exerclslng a quallfled dlsclalmer An estate
". planthat contemplates the use of a disclaimer should contain provisions that encourage
the disclaimant to make a timely decision.

2. The careful drafter should clearly state the contmgent disposition of the disclaimed assets
and should not rely on the default provisions of state intestacy laws. The drafter must be
certain of the manner in which the property will pass if it is disclaimed to ensure that the

- property ends up where the client intéended it to go. In short, never use a disclaimer with-
out being certain to ' whom the property will pass. The best way toassur’e certainty of a
disclaimed asset is to draft for its alternate disposition in the document.

3.‘ With the client's permission,‘assure‘safe passage of the disclaimer With the client’s prin-

" "¢ipal and contingent beneficiaries. A benefi'ciary who first learns of the possibility of a dis-
claimer after héving just found out about a forthcoming inheritance would be less willing
to execute the disclaimer.and give up'the inheritance. If given advance knowledge of the
benefactor’s greater purpose or ultimate intent, the beneficiary would be more inclined to
cooperate with the contemplated disclaimer: '

4. The plan should anticipate and speclfrcally authorize a dlsclalmer by: a fiduciary. Under the
law of some states, flduclarles cannot disclaim.:in other states, the fiduciary requires court
approval to disclaim any property interest unless the govarnmg mstrument gives the fidu-
ciary express authorization. :

5..The beneficiaries must be advised and aware not to exercise any form of control of the

- ~assets to be disclaimed; otherwise, the subsequent disclaimer may be invalid.

10. Permitting a QTIP election. For example,
if a trust under a will fails to qualify for
QTIP treatment (i.e., the marital deduc-

7. Avoiding environmental issues. For exam-
ple, if the bequeathed property contains
significant environmental liabilities, the

beneficiary may prefer disclaiming the
property interest rather than dealing
with the environmental issues.
Qualifying for redemption treatment.** For
example, if the beneficiary’s inherited
shares in a corporation do not qualify for
the tax favorable “redemption” treatment,
the beneficiary could disclaim the shares,
which could then pass to the alternate
beneficiary whose shares qualify for
redemption treatment. Note that under
current law this makes less of a difference
since the tax rates are the same for “quali-
fied dividends” and “redemptions.”
Terminating a trust.* For example, if
both the current income and remainder
beneficiaries wish to terminate a trust,
and the successor income beneficiary
named in the trust document is the same
as the remainder beneficiary, the current
income beneficiary could disclaim in
favor of the successor income benefi-
ciary/remainder beneficiary. Once the
income and remainder beneficiaries are
the same, the trust may be terminated
under many circumstances.
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11.

tion) because an impermissible interest
in the trust is bequeathed to a non-
spouse, the non-spouse could disclaim
the impermissible interest, and the trust
could then qualify for QTIP treatment.
Allowing for the ownership or sale under a
shareholder’s agreement. For example, if a
shareholder’s agreement permits the
ownership of shares or the sale of shares
by only certain individuals, and the
shares are bequeathed to a beneficiary
who is not a permitted shareholder or is
not permitted to sell the shares, the ben-
eficiary could disclaim the shares; they
could then pass to an alternate benefi-
ciary who is a permitted shareholder and
is permitted to sell the shares.

Caveats

Although disclaimers can provide flexibility to

estate plans, they also carry tremendous oppor-
tunities to blunder with grave consequences. This
section outlines some of the more common
errors associated with disclaimers and concludes
with recommendations to avoid such errors.
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A disclaimer must be executed properly to
be effective. Numerous cases illustrate adverse
tax consequences and unintended distributive
results of disclaimers that do not meet the rigid
requirements of the Code and state law. Estate

planners must, therefore, understand the rules -

governing disclaimers. Moreover, it is crucial
that estate planners convey these rules to
their clients to avoid- costly mistakes that
could potentially undo the effectiveness of the
disclaimer. The following cases are instances
where the disclaimer requirements were not met,
resulting in costly consequences.

Unintended acceptance. In Estate of Engel-
man,? the Tax Court held that a decedent’s exe-
cution of a power of appointment after her
husband’s death was an acceptance of the
underlying property, thereby precluding a
subsequent disclaimer by the administrator of
her estate.

Untimely disclaimer. In TAM 200234017, the
disclaimer was deemed untimely because the
surviving spouse filed the disclaimer with the
county court more than nine months after the
decedent’s death.

Disclaimant direction of the disclaimed prop-
erty. In Walshire, a beneficiary could not keep
property out of his estate by disclaiming only
aremainder interest in his inherited property
while retaining the right to receive income for
life. {The disclaimer would have been effective
if the beneficiary was the decedent’s spouse.)

Unsigned and vague disclaimers. In Estate of
Chamberlain,® on the advice of their attorneys,
each spouse executed wills leaving -all the
assets to the survivor. The wife died, and the
husband wrote an informal disclaimer on a piece
of paper without specifically listing the dis-
claimed assets or signing the paper. The Tax
Court ruled that the disclaimer was not valid,
despite acknowledging that the husband never
accepted the interest. ,

Failure to execute disciaimers. Perhaps the
greatest obstacle to a disclaimer-based estate
plan is the beneficiary who will not execute the
disclaimer. Obviously no reported cases illus-
trate this problem; yet, many estate planners
have experienced this situation—even with the
simple disclaimer-based estate plan for the ben-
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efit of a spousal beneficiary who refuses to dis-
claim. For this reason, many estate planners
avoid disclaimer-based estate plans because of
the uncertainty that the beneficiary will in fact
execute the disclaimer on the decedent’s death.,

Conclusion

During this time of legislative flux regarding
the estate tax at both the federal and state lev-
els, even seasoned estate planners find them-
selves fraught with indecision. Looming doubts
as to the applicable exclusion, the effective rate,
and the estate tax (if any) that will be due cre-
ate many planning uncertainties. Although not
a panacea, the disclaimer can be an effective
tool for addressing these uncertainties. Thus,
estate planners need to understand the full
potential of the disclaimer as both a lifetime
and postmortem planning device. Failure to
comprehend and implement the disclaimer,
when appropriate, as well as failure to adhere
to the rigid requirements of the disclaimer, may
result in disastrous federal and state death tax
consequences. B '
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