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Trusts   Estates

Christiana Lazo

The New York attorney gen-
eral’s civil suit (the civil 
suit) against the Donald J. 

Trump Foundation (the Trump 
Foundation) and its board of 
directors earned significant 
media attention when it was filed 
on June 14, 2018, contemporane-
ous with referral letters describ-
ing potential violations of federal 
criminal law sent to the Internal 
Revenue Service (IRS) and the 
Federal Election Commission. 
Subsequently, New York State’s 
Department of Taxation and 
Finance opened its own investi-
gation into possible violation of 
state tax laws.

The civil suit, referral letters 
and investigation are reminders 
of the importance of compliance 
with applicable federal and state 
laws for charities. Private founda-
tions, in particular, are subject 
to restrictive federal tax rules, 
many of which were relevant to 
the civil suit allegations; viola-
tion of a federal tax rule would 
implicate violation of a New York 
State statute as well.

Private foundations are chari-
ties that do not qualify as public 
charities. IRC §509(a). Generally 
speaking, they are funded by a 
sole individual (or a small group 
of individuals) and make grants 
to public charities rather than 
operate their own charitable 
programs. The Trump Foundation 
differed from most private foun-
dations because contributions to 
it have come recently from third 
parties other than Trump and his 
family.

When a charity receives 
enough of its support from the 
public, it can qualify as a pub-
lic charity rather than a private 
foundation. IRC §§509(a)(1) and 
(2) and 170(b)(1)(A)(vi). While 
the Trump Foundation’s support 
from third parties must not have 
risen to this level, public char-
ity status would have relieved it 
of the burden of complying with 
some, but not all, of the rules 
described below.

Concern that private founda-
tions could be more susceptible 
to abuse than public charities 
because of lack of public watch-
dogs led to restrictive federal tax 
rules described in IRC §§4940-
4945. A comprehensive review 
of the rules is beyond the scope 
of this article, but broadly speak-
ing they impose excise taxes in 
connection with (i) failure of a 
private foundation to satisfy a 
mandatory payout requirement, 
(ii) net investment income, tax-
able expenditures, jeopardizing 
investments and excess business 
holdings of a private foundation, 
and (iii) self-dealing transactions 
between a private foundation and 
a disqualified person. In addition, 
an excise tax is imposed on pri-
vate foundations and public chari-
ties that make political expendi-
tures as described in IRC §4955.

The civil suit allegations large-
ly focused on two classes of viola-
tions: (1) political participation 

expenditures and (2) self-dealing 
transactions described in IRC 
§4941.

Political Participation

Charities (public and private) 
are prohibited from participating 
or intervening in political cam-
paigns and IRC §4955 imposes 
excise taxes on political expen-
ditures. IRC §4945 also imposes 
excise taxes, among other things, 
on private foundation expendi-
tures made to “influence the 
outcome of any specific public 
election.” The civil suit alleges 
several instances of political par-
ticipation by the Trump Founda-
tion. While few donors may be as 
personally involved in a public 
election as Trump, many are 
inclined to make political contri-
butions. Donors who are should 
make the contributions from per-
sonal funds, or fund alternative 
not-for-profit organizations which 
could appropriately use funds in 
this manner.

Self-Dealing

Many of the allegations in the 
civil suit describe self-dealing 
transactions, which broadly 
speaking encompass most all 
financial transactions between 
a private foundation and a dis-
qualified person.

To understand self-dealing 
transactions, you must under-
stand the definition of a “disquali-
fied person” (described in IRC 
§4946). The definition includes 
an individual or entity that is (i) 
a substantial contributor to a pri-
vate foundation, (ii) a manager 
of a private foundation, (iii) an 
owner of more than 20 percent of 
a corporation, partnership, trust, 
or unincorporated enterprise, 
which, during the ownership, 
is a substantial contributor to 
a private foundation, (iv) a fam-
ily member of any individual 
described above or (v) a corpo-
ration, partnership, trust, estate, 
or unincorporated enterprise 
more than 35 precent of which is 
owned by individuals or entities 
described above. A substantial 
contributor includes individuals 
and entities that contribute more 
than the greater of 2 percentof 
the total contributions received 
by the foundation, or $5,000.

Self-dealing transactions 
(described in IRC §4941) specifi-
cally include any direct, or indi-
rect (i) sale, exchange or lease of 
property, (ii) lending of money or 
extension of credit, (iii) furnish-
ing of goods, services or facilities, 
(iv) payment of compensation or 
reimbursement of expenses and 
(v) transfer to, or use by or for 
the benefit of, a disqualified per-
son of the income or assets of 
the private foundation. Subject 
to limited exceptions, some of 
which are described below, the 
prohibition on self-dealing trans-
actions is absolute.

It does not matter if the trans-
action was at fair market value, 
or even at below-market terms 
favorable to the private founda-
tion. The absoluteness of the 
prohibition is one of the reasons 
the applicable federal tax rules 
can seem counterin-
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Most gun owners are 
cognizant of the strict 
regulations concerning 

ownership of a firearm. However, 
their family members and heirs 
are often unaware of the laws 
governing the disposition of a 
firearm when the gun owner 
dies. The NY Secure Ammuni-
tion and Firearms Enforcement 
(SAFE) Act of 2013, enacted in 
response to the Sandy Hook 
shootings and the murder of 
two fire fighters in Webster, New 
York, amended many of New 
York’s laws to provide stricter 
regulations, including guidelines 
and timeframes for safeguarding 
firearms after a gun owner has 
passed away. But in practice, do 
the new laws leave family mem-
bers and heirs at risk of criminal 
liability?

The SAFE Act

The SAFE Act created a state-
wide database to track people 
who were issued gun licenses, 
closed loopholes regarding pri-
vate gun sales, provided stricter 
gun storage requirements, and 
created more stringent penalties 
for people who are found guilty 
of illegally using or possessing a 
gun. S. 2230 (2013), http://open.
nysenate.gov/legislation/bill/
S2230-2013. The act established 
a statewide electronic license 
and record database which 
allows for regular matching 
by the state against records of 
prohibited persons (e.g., those 
with criminal histories, orders 
of protection, and mental ill-
nesses that bar gun ownership 
and licensing) as well as against 
other databases, such as death 
records.

In the estate context, the act 
amended the New York Sur-
rogate’s Court Procedure Act 
(SCPA) to require estate fidu-
ciaries to file a firearms inven-
tory with the Surrogate’s Court 
in order to settle the estate of 
a decedent who owned fire-
arms. SCPA §2509 requires that 
the inventory be filed with the 
division of criminal justice ser-
vices as another mechanism 
to ensure the state can track 
firearms at every transfer. The 
act also provided very specific 
timeframes for the handling of 
firearms owned by a person who 
has passed away. However, the 
regulations are such that loved 
ones carrying out a decedent’s 
wishes can easily run afoul of 
the Penal Code.

Illegal Possession?

Specifically, when a licensed 
gun owner dies, the person in 
charge of the decedent’s per-
sonal property would techni-
cally be in illegal possession of 
the decedent’s gun and guilty of 
criminal possession of a weapon 

in the fourth degree. N.Y. Penal 
Law §265.01 (Consol. 2016). 
However, the law provides an 
exemption from criminal liability 
for an executor or administra-
tor or any other lawful possessor 
of a decedent’s firearm if, within 
15 days of the death of the gun 

owner, the person in posses-
sion of a decedent’s gun either 
(i) lawfully disposes of the gun; 
or (ii) turns the gun over to the 
police. N.Y. Penal Law §265.20(a)
(1)(f) (Consol. 2014). Failure to 
do so can result in a charge of 
criminal possession of a weapon 
in the fourth degree, a class A 
misdemeanor, punishable by up 
to one year in jail or three years 
of probation, and a $1,000 fine. 

N.Y. Penal Law §265.01 (Consol. 
2016); N.Y. Penal Law §70.15 
(Consol. 2016); N.Y. Penal Law 
§80.05 (Consol. 2017). 

Interestingly, the law states 
that the exemption to liability for 
criminal possession of a weapon 
in the fourth degree exists for 
an executor, administrator or 
“other lawful possessor” of a 
decedent’s firearm. N.Y. Penal 
Law §265.20(a)(1)(f) (Consol. 
2014). As the drafters were 
likely aware that an executor 
or administrator would not be 
formally appointed by the Sur-
rogate’s Court within 15 days of 
a decedent’s death, the law pro-
vides that any person lawfully 
in possession of a decedent’s 
gun would be responsible for 
adhering to this regulation. Thus, 
it is also likely that a person in 
possession of a decedent’s gun 
could be criminally liable if a 
decedent’s firearms are not 
turned over to the police, even 
if that person is not a nominated 
executor or proposed adminis-
trator of a decedent’s estate.

Consider the following exam-
ple: Harry is married to Sally 
and they have an adult child, 
Tom. Harry owns guns that he 
stores in the home he shares 
with Sally. Tom resides in his 
own home nearby. Tom is the 
nominated executor of Harry’s 
last will and testament. When 

Harry dies, Sally and Tom could 
both be responsible for lawfully 
disposing of or turning Harry’s 
firearms over to the police within 
15 days. Further, it is unclear if 
both Sally and Tom could be 
criminally liable for failing to 
adhere to the law as Sally is in 
lawful possession of the guns 
since they are stored in the home 
she shared with Harry but Tom 
is the nominated executor of 
Harry’s last will and testament.

Not only does the law provide 
a very short 15-day period to dis-
pose of or turn over the firearm 
to police, but it also makes it 
difficult to understand how to 
lawfully dispose of a decedent’s 
gun. The New York Penal Code 
does not define the process to 
lawfully dispose of a gun after 
the death of the original gun 
owner. However, New York Gen-
eral Business Law §898 provides 
that, in addition to any other 
requirements pursuant to state 
and federal law, the disposal of 
firearms must be conducted by a 
licensed firearm dealer, but that 
an exception exists for transfers 
between “immediate family 
members,” defined as spouses, 
domestic partners, children and 
step-children.

Of course, the person receiv-
ing a decedent’s firearm must 
also have a valid license to pos-
sess a gun in the 
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Death of a Gun Owner:  
Criminal Liability for an Heir?

Most gun owners are 
cognizant of the strict 
regulations concerning 
ownership of a firearm. 
However, their family 
members and heirs are 
often unaware of the 
laws governing the dispo-
sition of a firearm when 
the gun owner dies.
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NY’s Latest Legislative Session:  
What Passed, What Didn’t, What’s Next?
sharon L. KLein

The 2017-18 legislative ses-
sion recessed on June 20, 
2018. It is instructive to 

review what passed before the 
recess, what failed to pass and 
what lies ahead when the 2019-
2020 session begins in January 
2019. Interestingly enough, a 
couple of noteworthy changes will 
occur because previously built-in 
sunset dates to existing statutes 
will take effect. Several other 

changes were enacted as part 
of the 2018-19 Executive Budget 
(the budget), signed by Governor 
Andrew Cuomo on April 12, 2018, 
including provisions intended to 
mitigate the impact of the Dec. 22, 
2017 Federal Tax Cuts and Jobs 
Act (the Federal Tax Act).

Among the most significant 
developments for the session 
are the following:

 Three-Year Gift Add-Back 
Slated to Expire

While New York does not 
impose a current gift tax, as a 
result of 2014-15 executive bud-
get changes, the New York gross 
estate of a deceased resident will 
be increased by the amount of 
any taxable gift made within three 

years of death. Originally, this gift 
“add-back” was tied to the date of 
the gift only, not the date of death, 
and applied to gifts made before 
Jan. 1, 2019 if the decedent was a 
New York resident at the time the 
gift was made and at the time of 
death. As a result of a subsequent 
statutory amendment, the gift add-
back does not apply to estates of 
individuals dying on or after Jan. 
1, 2019 (N.Y. Tax Law §954(a)(3)).  
This means that, even if a gift is 
made before Jan. 1, 2019, it will not 
be brought back into the estate if 
the donor dies after Jan. 1, 2019.

 Necessity for Creating 
QDOT Set to Return

In order for a disposition to a 
non-US citizen surviving spouse 

to qualify for the federal marital 
deduction, the disposition must 
pass in a Qualified Domestic 
Trust (QDOT). For estates below 
the federal filing threshold, the 
New York estate tax is based on 
the taxable estate computed 
on a pro-forma federal return. 
Although not required for New 
York purposes (there is no New 
York tax imposed on the termi-
nation of a QDOT or a princi-
pal distribution from a QDOT), 
dispositions to non-US citizen 
spouses had to be in QDOT form 
because federal elections on the 
pro-forma return flow through 
to the New York return. This 
artificial need to create a QDOT 
resulted in significant unneces-
sary administrative burdens and 
legal fees.
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eLisa shevLin rizzo

In many ways, managing a fam-
ily pot trust is a bit like heading 
home for the holidays. A Google 

search for “holidays with family” 
results in over 646 million hits, with 
nine of the top 10 articles offering 
tips on managing conflict. Now 
imagine those same family dynam-
ics but instead of everyone shar-
ing Thanksgiving dinner, they are 
sharing a pool of money.

Pot trusts, which allow a trustee 
to sprinkle distributions among a 
class of beneficiaries, are often 
touted for their flexibility regard-
ing distributions, potential to shift 
income from higher to lower tax 
brackets, broader investment 
opportunities, and reduced admin-
istrative costs compared with 
multiple smaller trusts. However, 
administering a pot trust is rarely 
straightforward. The trustee often 
must manage tricky family dynam-
ics and competing interests. Long-
simmering family dynamics can 
boil over when the beneficiaries 
have disparate expectations and 
objectives. Clear guidance in the 
trust instrument is critical.

Managing the Trust

When managing a pot trust, the 
trustee must be mindful of fidu-
ciary duties to all beneficiaries. 
Among the most important are 
the duties of impartiality and to 
inform and account. Impartiality 
requires a trustee to treat benefi-
ciaries equitably, if not equally, 
in accordance with terms and 
purposes of the trust. A trustee 
cannot favor one beneficiary or 
class of beneficiaries over another 
unless expressly authorized under 
the instrument.

The duty to inform and account 
requires that a trustee disclose 
certain information regarding the 
trust’s existence, terms, assets, 
distributions and expenses to 
the beneficiaries who are entitled 
to such information. SCPA 2309. 
Failure to do so at least annually 
may result in the denial of com-
missions. Although a trustee may 
sometimes be pressured by the 
senior generation of beneficiaries 
to limit information given to the 
broader class, the trustee must 
communicate with all the benefi-
ciaries or face potential claims of 
breach of duty.

 Difficulties  
With Distributions

“Often, cases that test the limit 
of a trustee’s discretion are those 

that involve trust provisions for the 
discretionary distribution of trust 
principal.” Matter of Goodman¸ 
2015 NY Slip Op 31234(U) (Sur. Ct. 
NY County 2015), affd., 149 A.D.3d 
649 (1st Dept. 2017).

Whether distributions are autho-
rized in the trustee’s “absolute dis-
cretion” or are limited by an ascer-
tainable standard, a statement of 
the grantor’s intent helps guide the 
trustee in exercising these powers. 
For example, the trust may provide 
that the trustee is encouraged to 
exercise discretion liberally, or 
that trust assets be used to only 
to supplement but not support a 
beneficiary’s lifestyle.

Confusion regarding priority 
among beneficiaries is all too com-
mon. A trustee may be authorized 
to make unequal distributions but 
beneficiaries may expect to be 
treated equally. More common in 
a pot trust is the beneficiary who 
expects, or needs, more than an 
equal distribution. A grantor who 
intends to favor a particular ben-
eficiary or class of beneficiaries 
should express their intentions in 
the governing instrument. Even 
then, the degree of preference may 
be open to debate.

Differing perceptions of “fair-
ness” may become an issue. Even 
when the trust has a defined pur-
pose (e.g., an education trust for 
grandchildren) differences in ages 
among a large class can result in 
unequal distributions simply 
because of rising costs. Beneficia-
ries’ differing economic positions 
and lifestyle choices may also make 
it difficult for a trustee to exercise 
discretion tied to a beneficiary’s 
“health, support, maintenance 
and education,” particularly when 
those terms are modified by refer-
ence to a beneficiary’s “lifestyle,” 
“comfort” or “standard of living.” 
The trustee must balance one ben-
eficiary’s need for support with the 
interests of beneficiaries who have 
other resources available to them.

Ideally, the trust instrument will 
specify whether the trustee should 
consider a beneficiary’s other 
resources. When the instrument is 
silent, the law is unclear. One view 
is that a trustee may not consider 
a beneficiary’s other assets unless 
specifically authorized under the 
governing instrument. The more 
modern trend, embodied in the 
Restatement (Third) of Trusts, is 
that outside resources should be 
considered unless the document 
provides otherwise. There is also 
authority for taking the position 
that if the trustee’s exercise of dis-
cretion is predicated on a finding of 
the beneficiary’s need, then outside 
resources should be considered. 

Matter of Martin, 269 N.Y. 305, 199 
N.E. 491 (1936).

Fixing a Broken Pot Trust

At some point, the pot trust may 
become unworkable.

State law authorizes a trustee 
to divide (EPTL 7-1.13) or decant 
(EPTL 10-6.6) a trust under certain 
conditions. Further, a trustee may 
be granted broad decanting, divi-
sion or other modification powers in 
the governing instrument. Regard-
less of the source of authority, a 
trustee must consider whether the 
proposed exercise of those powers 
is in keeping with the trustee’s fidu-
ciary duties. New York courts that 
approved either the division or the 
decanting of the original pot trust 
offer some guidance.

Division of Trusts

Disparity in the needs of the 
class of beneficiaries and a desire 

to maintain family harmony were 
cited by the court in Matter of War-
necke, 2018 NY Slip Op 30005 (U)
(Sur. Ct. New York County 2018) in 
granting the application of the co-
trustees of a testamentary trust 
for permission to split the trust 
into two separate trusts along 
family lines. The facts showed 
significant differences among 
beneficiaries and that, because 
of the age and number of the 
beneficiaries in one family line, 
disproportionate distributions 
had been made. In approving 
the division, the court dismissed 
the concerns of the guardian ad 
litem for the minor grandchildren, 
noting that the trust had ample 
assets and that the potential for 
unequal distributions would not 
violate the primary purpose of 
the trust.

A similar result was reached 
in Matter of Rutgers, NY Slip Op 
32863 (U) (Sur. Ct. New York 
County 2014) where the court 

held that the risk that the ben-
eficiaries would have access to 
smaller pool of funds following 
the proposed trust division was 
outweighed by the beneficiaries’ 
different investment goals and 
needs. A contrary result was 
reached in Matter of Michaelian, 
NYLJ Nov. 7, 2011 at 18, col 3 
(Sur. Ct. New York County 2011) 
where the court cited the rela-
tively small size of the trust in 
denying a petition to divide a 
trust where the governing instru-
ment expressed the grantor’s 
intent that the entire trust fund 
be available to any beneficiary 
who might have need.

A proposed division that would 
result in a material change to the 
distribution plan upon termina-
tion will not be permitted if the 
court finds such plan to have 
been a primary purpose of the 
trust. In Matter of Fussell, 821 
N.Y.S.2d 733, 34 A.D.3d 164 (4th 
Dept. 2006) the Appellate Divi-
sion overturned the Surrogate’s 
Court decision dividing a trust 
into per stirpital shares, finding 
that the division would dispro-
portionately benefit one side of 
the family in contravention of 
the grantor’s intent. Similarly, 
in Matter of Brody, 21 Misc.3d 
1108, 872 N.Y.S.2d 689 (Sur. Ct. 
Nassau County 2008), the court 
refused to order the proposed 
division of a trust with complex 
cross-remainder provisions into 
separate shares because the 
requested relief could not be 
achieved without changing the 
distribution plan.

 Decanting a Problematic 
Trust

Decanting is another tool for fix-
ing an unworkable pot trust. Com-
mon reasons for decanting include 
income tax savings, administration 
and trustee succession efficiency, 
and to extend the trust term.

May a trustee properly exercise 
a power to decant a trust so as to 
remove one or more beneficiaries 
without giving notice and an oppor-
tunity to object as is required by 
statute? That was the result in In 
re Hoppenstein, 2017 NY Slip Op 
30940(U) (Sur. Ct. New York County 
2017) where the court approved the 
exercise of a decanting power grant-
ed under the trust instrument as 
opposed to under the statute.  Not-
ing that EPTL 10-6.6(k) specifically 
provides that the statute shall not 
constrict any right of appointment 
that arises under the governing 
instrument or common law, Surro-
gate Rita Mella held that statutory 
compliance was “immaterial.”

The court was later called to 
determine whether the decanting 
was a breach of the trustee’s fidu-
ciary duties and was unequivo-
cal in its findings. Citing trustee’s 
broad absolute discretion, the 
court determined that the dis-
tribution complied with both the 
terms of the trust and the settlor’s 
intent. Matter of Hoppenstein, 
2017 NY Slip Op 32113(U) (Surr. 
Ct. New York County, October 10, 
2017).  Both lower court decisions 
were recently upheld. Matter of 
Davidovich v. Hoppenstein, 2018 
NY Slip Op 04442, 162 A.D.3d 512 
(1st Dept. 2018).

Conclusion

What actions may be taken to 
make managing a pot trust less 
perilous?

• If outside resources are con-
sidered, request a budget, income 
tax returns and other such informa-
tion from all beneficiaries within 
the class. Such information would 
enable the trustee to develop a 
clear understanding of the needs 
of the various beneficiaries.

• Keep a running tally of distri-
butions made to the various ben-
eficiaries. This will enable a trustee 
to maintain a sense of whether the 
beneficiaries are receiving equal 
benefits (if consistent with the 
grantor’s intent) and to identify a 
quiet beneficiary whose interests 
may be overlooked.

• Plan ahead for future expenses 
to ensure that the trust will have 
sufficient assets to enable benefi-
ciaries of different generations to 
receive the same benefit (measured 
in terms of achievement of the goal 
and not in dollar amounts).

• Proactively communicate with 
all of the beneficiaries directly.

• Be consistent in the provision 
of information to all current income 
beneficiaries and discretionary/
remainder beneficiaries who would 
be entitled to such information 
(including account statements) 
upon request.

• Consider whether division 
or decanting would be consistent 
with the terms of the governing 
instrument and in keeping with 
the trustee’s fiduciary duties to 
the current and remainder ben-
eficiaries.

• Document all communications 
with beneficiaries and decisions. A 
trustee may be wise to manage the 
trust in the expectation that future 
litigation is always a risk.
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The trustee of a pot trust often must manage 
tricky family dynamics and competing interests. 
long-simmering family dynamics can boil 
over when the beneficiaries have disparate 
expectations and objectives. Clear guidance in the 
trust instrument is critical.

eLisa shevLin rizzo is Senior Fiduciary 
Officer and Senior Legal Counsel at Northern 
Trust Company in New York.
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The passage of the Tax Cuts 
and Jobs Act of 2018 (the 
act) ushered in a new era in 

taxation. It fundamentally changed 
individual income taxation, as well 
as the taxation of pass-through 
entities and corporations. It also 
made significant changes to the 
deductibility of state income taxes 
at the federal level.

However, the act also made 
many changes that have attracted 
significantly less attention. These 
changes must be considered as 
well, especially in the context of 
arranging the lifetime structural 
aspects, as well as planning the 
estates, of real estate investors 
and developers. In terms of allocat-
ing wealth between assets, these 
changes have, arguably, tipped the 
scales in favor of real estate over 
other classes of assets.

Like-Kind Exchanges

One primary change concerns 
the availability of “1031 exchanges” 
for property held by taxpayers. 
Under general principles of taxa-
tion, capital gains are only recog-
nized upon the disposition of an 
asset by sale. Prior to the passage 
of the act, in general, an exchange 
of business property for another 
of a “like-kind” (i.e., with similar 
attributes), rather than for another, 
dissimilar, asset (such as cash) 
could be eligible for treatment as 
a like-kind exchange. If so, no tax 
would be due on the sale and the 
taxpayer’s adjusted basis in the 
original property would transfer 
to the new property.

Under the act, however, like-kind 
exchanges are generally no longer 
available for personal property. 
The act retained all of the provi-
sions of the code dealing with like-
kind exchanges for real property 
(primarily found under Section 
1031 of the Internal Revenue Code 
of 1986, as amended (the “Code”)). 
This presents owners of real estate 
with a significant and unique gain 
deferral opportunity relative to 
owners of other assets.

Many real estate owners have 
taken advantage of this provision 

as a mechanism to defer gain 
for decades and even eliminate 
gain over generations. Code Sec-
tion 1014 provides that property 
included in the estate of a decedent 
receives a new basis equal to its 
fair market value on the date of 
the decedent’s death (often called 
a “step-up in basis”). With careful 
consideration of the estate and 
gift tax exemption, the like-kind 
exchange strategy can be com-
bined with the step-up in basis 
under Code Section 1014 to defer 
tax during the life of an owner of 
real estate and, ultimately, com-
pletely escape the imposition of 
capital gains tax. The combination 
of these tactics creates a powerful 
tax elimination technique that is 
now unavailable to all asset classes 
other than real estate. This may 
create a strong incentive for high 
net worth individuals to expand 
their real estate portfolios to the 
exclusion of other types of assets.

Negative-Basis Issue

An additional factor to be con-
sidered in planning for real estate 
clients is the “negative-basis” prob-
lem. Negative-basis is a colloquial 
term used to describe a situation 
in which the debt to which a prop-
erty is subject exceeds a taxpayer’s 
adjusted basis in the property. For 

example, many long-term owners 
of real estate were able to take 
advantage of so-called “accelerated 
depreciation” under the Accelerat-
ed Cost Recovery System enacted 
in the 1980s, by which they were 
able to take significant deprecia-
tion deductions with respect to real 
estate.

The problem, however, is that 
the taxpayer’s adjusted basis 
would have been decreased to 

account for each depreciation 
deduction. Similarly, where a client 
has refinanced property in one or 
more “cash out” loans, significant 
debt may be added to the property, 
while basis remains the same. If, in 
either scenario, the debt exceeds 
the taxpayer’s adjusted basis in the 
property, there is a negative-basis 
problem.

The tax impact of negative-basis 
could be dramatic because, upon 
the disposition of an asset, if the 
asset is sold in a taxable exchange, 

tax would be imposed on the 
amount of the debt in excess of 
basis. Such a disposition would 
be regarded as similar to a “debt-
relief” scenario, i.e., by disposing 
of the asset, the taxpayer may 
no longer be liable on the debt, 
which results in the imposition of 
income tax. This is sometimes also 
referred to as a “phantom income” 
issue because the disposition may 
result in no cash in the hands of the 

taxpayer, but a significant income 
tax being owed in the year of the 
disposition.

One (and perhaps currently 
the only) way of dealing with the 
negative basis problem may be 
to utilize Code Section 1014. If a 
taxpayer dies owning a negative-
basis asset, the basis of the asset 
would be stepped-up to its date 
of death value under Code Section 
1014, which usually results in the 
basis exceeding outstanding debt. 
In addition, under Code Section 

754, the basis of a partnership’s 
(or limited liability company’s) 
business interests in the hands of 
the partnership (sometimes called 
the “inside basis”) may also be 
adjusted to their current values 
at the death of a partner. This can 
help to achieve basis parity and 
limit or prevent the imposition of 
capital gains tax on the partner-
ship’s taxable disposition of the 
underlying asset.

Transferred Assets

While allowing assets to pass 
as part of a decedent’s estate may 
seem simple enough, the other side 
of the coin is that they become part 
of the decedent’s gross estate for 
estate tax purposes. This means 
that there is a potential for estate 
taxation on those assets to the 
extent they exceed $11.18 million 
(reduced by lifetime gifts) per per-
son or twice that per couple.

In a traditional estate plan, a tax-
payer might make gifts (or sales 
to a grantor trust) of appreciating 
assets in order to exclude future 
appreciation from his or her estate. 
In this manner, a taxpayer freezes 
the value of the asset on the date 
of the transfer, with subsequent 
appreciation accruing outside 
the estate. To further augment this 
strategy, the gift (or sale) could be 

made to a grantor trust, which, in 
simple terms, would allow the tax-
payer to continue to pay income 
tax (if any) on income attributable 
to the trust’s assets. In this man-
ner, the trust assets can continue to 
grow on an internally income tax-
free basis, while assets that would 
otherwise be includible in the tax-
payer’s gross estate are diminished 
through the continued payment of 
the trust’s income taxes.

Accordingly, if the transferred 
assets consist of real estate that 
produces income in the form of 
rents, for example, all income tax 
attributable to the assets would be 
declared on the taxpayer’s annual 
Form 1041, while the cash flow 
from the rents may be retained 
in the trust (which is outside the 
grantor’s estate). Similarly, all 
deductions attributable to the 
assets could be claimed by the 
taxpayer. This technique can be 
combined with the continued 
availability of like-kind exchanges 
under Code Section 1031 to create 
an extremely powerful mechanism 
to avoid estate tax and defer the 
imposition of capital gain tax for 
many years.

Where a taxpayer has already 
made significant lifetime gifts 
and depleted his or her lifetime 
exemption, a similar result can 
be achieved by means of a sale of 
real estate assets to a grantor trust. 
No gain is triggered in such a sale 
because a grantor trust is consid-
ered to be the same tax “person” as 
the taxpayer. Accordingly, the sale 
is complete for gift and estate tax 
purposes, but entirely disregarded 
for income tax purposes.

Discounts

As a means of maximizing the 
planning techniques addressed 
above (depending on how real 
estate ventures are arranged), tax-
payers may have the ability to take 
discounts on the value of their real 
estate holdings. For example, if an 
individual owns membership inter-
ests in a limited liability company 
and is not entitled to participate 
meaningfully in entity decision-
making vis-à-vis operations and 
dissolution, his ownership is usu-
ally regarded as worth less than an 
outright interest in the underlying 
real property.

Appraisers will often discount 
the value of these interests for “lack 
of marketability” and “lack of con-
trol” by as much as a 

PhiLiP J. MiChaeLs is a partner at Norton 
Rose Fulbright. Jason a. LederMan is an 
associate at the firm.
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Although tax planning opportunities have, in many 
instances, been generally restricted over time, the 
Tax cuts and Jobs act of 2018 has preserved many 
unique estate planning opportunities for families 
with real estate assets.
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tuitive. It also is why self-dealing 
transactions are among the most 
commonly violated of the federal 
tax rules applying to private foun-
dations. Unwitting actors easily trip 
them.

In the civil suit, the follow-
ing self-dealing transactions are 
alleged. Trump Foundation assets 
were used to: (1) settle legal claims 
against Mar-A-Lago, LLC, LC and 
against The Trump National Golf 
Club—both companies owned 
directly or indirectly by Trump, 
(2) purchase a painting of Trump 
at a charity auction which then was 
displayed at an entity indirectly 
owned by Trump, (3) make a pay-
ment to DC Preservation League, a 
charitable organization, for promo-
tional space which ultimately fea-
tured Trump International Hotels 
in the space and (4) pay a charity 
in satisfaction of a pledge made 
by Seven Springs, LLC, an entity 
indirectly owned by Trump. The 
transactions describe common 
self-dealing mistakes of private 
foundations. A few in particular 
help to illustrate the contours of 
the relevant rules.

In considering the payment 
to DC Preservation League, it is 
important to note that inciden-
tal benefi ts (like public recogni-
tion, or naming rights) received 
by a disqualifi ed person do not, 
by themselves, constitute an act 
of self-dealing. Use of the promo-
tional space as described with this 
contribution by the Trump Foun-
dation likely could exceed a mere 
incidental benefi t, however.

With respect to the payment in 
satisfaction of the Seven Springs, 
LLC pledge, private foundations 
should not satisfy pledges made 
by disqualified persons, regard-
less of whether the pledge is 
legally enforceable. (The IRS has 
also ruled that payment of the 
disqualifi ed person’s pledge could 
be a taxable expenditure. See TAM 

8534001.) A recent IRS Notice 2017-
73 described regulations the IRS 
and Treasury are considering 
which would treat satisfaction 
of a personal pledge of a donor, 
donor advisor or certain related 
persons as an “incidental benefi t” 
not subject to tax under the rules 
applicable to donor advised funds. 
Taxpayers may rely on the notice 
immediately as it concerns fulfi ll-

ment of pledges. Therefore, donors 
who commonly enter into personal 
pledges but want fl exibility to sat-
isfy them from their private founda-
tions may consider funding a donor 
advised fund for this purpose.

Another common self-dealing 
mistake of private foundations is 
sharing offi ce space with disquali-
fi ed persons. The Trump Founda-
tion did share its offi ce space with 
for-profi t entities owned directly 
or indirectly by Trump. However, 
the use is not an alleged violation 
in the civil suit. Sharing office 
space is permitted where no rent 
is charged. A below-market rent, 
even though favorable to the pri-
vate foundation, is not okay.

 Reimbursement as Remedy 
And Penalties

The civil suit details that Trump 
reimbursed the Trump Foundation, 
directly or indirectly, and in some 
cases with interest, for some of the 
alleged violations. Reimbursement 
does not unwind the self-dealing 
transaction, but may reduce expo-
sure to excise taxes.

Federal tax rules applying to 
private foundations are a mine-

fi eld. A lot may be at stake if the 
rules inadvertently are tripped. 
The federal tax rules impose 
excise taxes for each individual 
violation. The particular penalty 
structure differs depending on the 
nature of the violation, and pen-
alties increase if the violation is 
not corrected within a period of 
time. In the case of managers, the 
excise tax often is imposed on the 

manager only where the manager 
acted knowingly. This could prove 
an interesting element should the 
IRS choose to pursue any of the 
allegations in the civil suit. Trump 
was vocal in the past on alleged 
misuse of private foundation funds 
by other political candidates. An 
element of a manager “knowing” 
of a violation is awareness that 
the act could violate provisions 
of federal tax law. Trump’s prior 
statements could serve as evidence 
in this regard.

Conclusion

An allegation at the core of the 
civil suit is a claim that the board 
of directors failed to have proper 
board oversight and lacked internal 
controls, which is not necessarily 
a violation of federal tax rules. 
Appropriate governance structures 
often prove the fi rst line of defense 
against inadvertent violations of 
federal tax rules, however, as they 
typically lead to more thoughtful 
behavior and reliance on counsel 
when needed. Private foundations 
should heed warning from the civil 
suit and implement governance 
and advisory structures to navi-
gate the rules.

Trump
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Trump was vocal in the past on alleged misuse of 
private foundation funds by other political can-
didates. An element of a manager “knowing” of a 
violation is awareness that the act could violate pro-
visions of federal tax law. Trump’s prior statements 
could serve as evidence in this regard.

state of New York. The involvement 
of a licensed dealer makes it almost 
impossible for “lawful disposal” 
to occur in the case of non-family 
transfers within 15 days and, as 
such, a decedent’s firearms will 
generally be required to be turned 
over to the police in such cases. It 
should be noted that if a gun is not 
legally transferred within one year 
of the police’s receipt, the fi rearm 
will be declared a “nuisance” and 
the police must render it ineffective 
or destroy it altogether. N.Y. Penal 
Law §400.05(2) (Consol. 2017). 

Guns in Wills

Further, even if a decedent has 
written a last will and testament 
which gives the gun to a specifi c 
benefi ciary, the person in charge 
of a decedent’s belongings can-
not simply give the firearm to 
the benefi ciary without potential 
criminal liability.( Instead, the 
person in charge of a decedent’s 
personal belongings must: (i) 
know the decedent legally owned 
the gun; ii) know that the specifi c 
benefi ciary has a license to legally 
own a fi rearm; and (iii) adhere to 
proper transfer procedures. N.Y. 
Penal Law §400.00 (Consol. 2016); 
N.Y. Penal Law §400.05(6) (Consol. 
2017).

Consider the following example: 
Joseph’s father, Donald, died one 

week ago. Prior to his death, Don-
ald resided with his wife, Margaret, 
and owned several guns, some of 
which were very valuable. Don-
ald had a last will and testament 
nominating his son, Edward, as 
executor and giving Joseph, his 
fi rearms. Joseph was licensed to 
possess guns in New York. Joseph 
did not want to turn Donald’s guns 

over to the police as he was fearful 
that the valuable guns would not be 
lawfully transferred within one year 
and could be subject to destruc-
tion. Because Joseph acted quickly, 
his legal counsel was able to con-
tact his local county police depart-
ment to lawfully transfer Donald’s 
guns to Joseph within the 15-day 
time period. Joseph was advised to 
provide a copy of Donald’s will, a 
letter of authorization from Edward 
stating that Donald’s guns should 
be transferred to Joseph pursuant 
to Donald’s will as well as a copy 
of Joseph’s license to possess a 
fi rearm. The local police depart-
ment accepted the documents and 
lawfully transferred Donald’s guns 
to Joseph.

It is important to note that this 
situation is likely the exception and 
not the general rule. Since Edward 
was not yet formally appointed as 
the executor of Donald’s Estate, it 
was determinative that this police 
department accepted the letter of 
authorization from Edward, a nomi-
nated executor, and did not require 
the court to formally appoint an 

estate fi duciary in order to effec-
tuate the transfer. Further, since 
Joseph was an “immediate family 
member” as defi ned by the General 
Business Law §898, there was no 
requirement that a licensed fi rearm 
dealer be involved. Since Joseph 
acted quickly, neither Joseph, Mar-
garet nor Edward faced criminal 
liability for failure to adhere to the 
15-day rule.

While the SAFE Act contains a 
great deal of common sense gun 
licensing, tracking and transfer-
ring regulations, certain aspects 
of the law put an unfair burden on 
unsuspecting family members and 
heirs upon the death of a fi rearm 
owner and a clear risk of criminal 
liability.

Gun Owner
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Specifi cally, when a licensed gun owner 
dies, the person in charge of the decedent’s 
personal property would technically be in illegal 
possession of the decedent’s gun and guilty of 
criminal possession of a weapon in the fourth 
degree.

A law enacted in December 2013 
eliminated the requirement to cre-
ate a QDOT if no federal return was 
required to be fi led and the disposi-
tion would otherwise have quali-
fi ed for the federal estate tax mari-
tal deduction. That law currently 
sunsets on July 1, 2019 (N.Y. Tax 
Law §951(b)). Before the raising 
of the federal exemption amount 
last year, the relief provided by the 
provision would not have been 
required in 2019, because that is 
when the New York and federal 
exemption amounts were slated to 
link. However, in light of the Federal 
Tax Act changes, there is continued 
disparity. If the 2019 sunset is not 
extended or eliminated, QDOTs will 
again have to be created on the pro-
forma federal return for New York 
taxable estates under the enhanced 
federal fi ling threshold.

 Budget Decouples Certain 
State and Federal Laws, 
Including for Alimony and 
Itemized Deductions 
(Enacted as part of Budget, 
April 12, 2018)

Under current law, alimony pay-
ments are characterized as tax-
able income to the recipient and 
deductible by the payer (IRC Sec-
tions 71(a) and 215(a)). With the 
spouse paying alimony likely to be 
in a higher income tax bracket than 
the recipient spouse, the recipient 
spouse potentially can pay taxes 
on the alimony at a lower rate. This 
bracket play often results in overall 
tax savings between the parties. 
Under the Federal Tax Act, alimo-
ny payments made pursuant to a 
divorce or separation agreement 
signed after Dec. 31, 2018 will no 
longer be treated as taxable income 
to the recipient or be deductible 
by the payer. The budget decou-
ples from the federal treatment of 
alimony payments. Accordingly, 
alimony can be subtracted from 
federal adjusted gross income 
in computing New York taxable 
income (N.Y. Tax Law §612(2)).

The budget also eliminated the 
requirement to itemize individual 
deductions for federal purposes 
in order to itemize for New York 

purposes. This allows individuals 
to choose standard or itemized 
deductions for state purposes, 
regardless of their election for 
federal purposes (N.Y. Tax Law 
§615(a)).

 Statute of Limitations on 
Amended Returns Extended 
(Enacted as part of Budget, 
April 12, 2018)

The statute of limitations has 
been extended for assessments 
based on changes or corrections 
reported on amended returns. 
Generally, the department may 
now issue an assessment on an 
amended return until the later of:

• one year from the date the 
amended return was fi led, or

• three years from the date the 
original return was fi led.

This change applies to amended 
returns fi led on or after April 12, 
2018 (See TSB 18 (4) I, May 25, 
2018; N.Y. Tax Law §683(c)(12) and 
11-1783(c)(9)).

Previously, the department 
generally had three years from the 
original fi ling date of the return to 
issue an assessment, and fi ling an 
amended return did not ordinarily 
extend the statute of limitations. 
According to the budgetary expla-
nation, this encouraged the fi ling 
of questionable amended returns 
with refund requests close to the 
statutory deadline. The extension 
allows the department the time 
necessary to audit these amended 
returns and make any additional 
assessments.

 Favorable Statutory 
Residency Determination 
Overturned (Enacted as part 
Of Budget, April 12, 2018)

New York generally taxes resi-
dents on their worldwide income. 
There are two separate and inde-
pendent bases on which an indi-
vidual can be taxed as a resident: 
(1) the individual is domiciled in 
New York or (2) the individual is 
a nondomiciliary who satisfi es the 
statutory residency test. That test 
has two prongs: The nondomicili-
ary must (a) maintain a permanent 
place of abode in New York and (b) 
spend more than 183 days in the 
state during the taxable year (N.Y. 
Tax Law §605(b)(1)).

In Matter of Sobotka (2015 WL 
5096196 (N.Y. Div. Tax. App. 2015), 

a taxpayer became domiciled in 
New York on August 18, 2008 and 
was thus taxable as a resident for 
the period from Aug. 18 to Dec. 31, 
2008. The Division of Taxation also 
determined that the taxpayer was 
a statutory resident, taxable for the 
whole year, based on the number 
of days the taxpayer spent in New 
York during 2008 in its entirety. The 
taxpayer argued that, because a 
statutory resident is defi ned as a 
nondomiciliary, the Division was 
precluded from counting the days 
in New York during which the tax-
payer was a domiciliary.

The administrative law judge 
determined that the taxpayer 
had to satisfy both the day count 
(over 183 days) and the abode tests 
during the non-domiciliary period, 
which excludes days that fall within 
the domicile-based resident por-
tion of the same year. This could 
be signifi cant if a taxpayer receives 
a large payment or bonus during a 
non-domiciliary period (in January, 
for example), and is not taxable as 
a statutory resident for the year in 
question, potentially allowing that 
large payment to be excluded from 
his New York income.

The budget overturns the Sab-
otka determination prospectively. 
Beginning in 2019, all days during a 
given year that a taxpayer is pres-
ent in New York will be counted 
in determining if that taxpayer is 
a statutory resident, irrespective 
of whether the taxpayer was domi-
ciled in New York for a portion of 
the year (N.Y Tax Law §605(b)(1)).

 Budget Seeks to Reduce 
Impact of Cap on State and 
Local Tax (SALT) Deductions 
(Enacted as part of Budget, 
April 12, 2018)

The Federal Tax Act limits an 
individual’s deduction for SALT 
taxes to $10,000 for tax years 
beginning after Dec. 31, 2017, and 
before Jan. 1, 2026. In response, the 
budget introduced state proposals 
to provide relief.

State charitable funds. The 
budget creates two state-operated 
charitable funds, one for health, 
the other for education, effectively 
allowing taxpayers to make deduct-
ible charitable contributions 
instead of state tax payments (N. 
Y. Tax Law §606(iii)). Taxpayers can 
claim donations to these funds as 

itemized deductions for federal 
and state purposes, along with a 
state income tax credit equal to 85 
percent of the donation amount for 
the tax year following the donation 
(N.Y. Tax Law §606(iii)). The bud-
get also allows school districts 
and local governments to create 
charitable funds to fi nance their 
needs and would provide property 
owners with a local property tax 
credit of up to 95 percent of the 
donation (N.Y Tax Law §980-b).

Optional employer payroll 
program. The budget creates a 
new optional Employer Compen-
sation Expense Program (ECEP) 
(N.Y. Tax Law Article §850-857). 
This complex program is intend-
ed to leverage the fact that payroll 
taxes remain deductible to employ-
ers. The program would convert 
income tax paid by employees to 
a payroll tax paid by employers. 
Beginning on Jan. 1, 2019, employ-
ers can elect to pay a new payroll 
tax on annual payroll expenses in 
excess of $40,000 per employee. 
The tax is phased in over three 
years starting in 2019 at 1.5 percent 
and will be 5 percent when fully 
phased in. Employees will receive a 
corresponding credit to offset their 
New York income tax (N.Y. Tax Law 
Article §850-857).

In TSB-M-18(4)I, issued May 25, 
2018, the Department of Taxation 
and Finance (the Department) 
indicated that contributions to 
charitable gift fund accounts and 
the ECEP will be discussed in future 
guidance.

Note, however, that the IRS is 
expected to challenge the char-
acterization of transfers to the 
charitable funds and ECEP, and 
practitioners have been reticent 
to recommend them while await-
ing clarity on that front. Notably, 
the charitable options require pay-
ments in excess of the tax liability 
because less than 100 percent of 
the payment is deductible, and 
if challenged successfully by the 
IRS, interest and penalties would 
be potentially payable. Specifi-
cally, on May 23, 2018, the IRS 
and Treasury Department issued 
Notice 2018-54, announcing that 
proposed regulations will be 
issued addressing the deduct-
ibility of payments by taxpayers 
to funds controlled by state and 
local governments that the trans-

feror can treat in whole or in part 
as satisfying state and local tax 
obligations.

According to the notice, despite 
state efforts to “circumvent the 
new statutory limitation on state 
and local tax deductions, taxpayers 
should be mindful that federal law 
controls the proper characteriza-
tion of payments for federal income 
tax purposes.“ The proposed reg-
ulations “will make clear that the 
requirements of the Internal Rev-
enue Code, informed by substance-
over-form principles, govern the 
federal income tax treatment of 
such transfers.“

In the latest attempt to preserve 
the deductibility of state income 
taxes, the Department recently 
released a discussion draft (com-
ments were due July 16) for a pro-
posed unincorporated business 
tax, with a corresponding set of 
tax credits for partners of partner-
ships doing business in New York 
(https://tax.ny.gov/pdf/stats/stat_
pit/pit/unincorporated-business-
tax-discussion-draft-summary.pdf).

 Proposed 17 percent Tax on 
Carried Interest Income 
(Cut from Final Budget)

The governor originally pro-
posed closing the so-called “carried 
interest tax loophole,” which allows 
hedge fund managers and private 
equity investors to treat carried 
interests as capital gains, rather 
than as ordinary income. Further, 
when these fees are characterized 
as capital gains, New York cannot 
tax that income when earned in 
New York by a non-resident. The 
proposal would have subjected 
those interests to a special 17 per-
cent carried interest fairness fee. 
In order to prevent New York being 
at a competitive disadvantage, the 
proposal would have taken effect 
only if substantially similar legisla-
tion was enacted in Connecticut, 
Massachusetts, and New Jersey. 
The proposal was omitted from 
the fi nal budget.

  Proposal to Revise 
Commissions of Individual 
Trustees of Charitable Trusts 
(Introduced in House and 
Senate, Died)

Individual trustees of wholly 
charitable trusts and trustees of 
non-charitable trusts are compen-

sated differently under current 
law. A proposal that failed to pass 
(NY-S6765, NY-A9764) would have 
provided commissions to individ-
ual trustees of wholly charitable 
trusts at the same rates as indi-
vidual trustees of non-charitable 
trusts, with a reduced rate of 80 
percent of the rates for a non-
charitable trust with a principal 
value of up to $20 million, and a 
reduced rate of 50 percent on the 
principal value in excess of $20 mil-
lion. As with non-charitable trusts, 
the charitable trust commissions 
would have been payable one-third 
from income and two-thirds from 
principal.

Under Surrogate’s Court Proce-
dure Act Section 2309(5), a trust-
ee of a wholly charitable trust is 
entitled only to 6 percent of the 
annual income collected. As per the 
example set forth in the memoran-
dum in support of the proposal, if 
a non-charitable trust has $1 mil-
lion of assets, the trustee’s annual 
statutory commissions would be 
$6,900, regardless of how much 
income was generated. If a wholly 
charitable trust has $1 million of 
assets that generates $1,000 of 
income throughout the year, the 
trustee will be entitled only to $600 
for his annual commissions.

As asserted in the memoran-
dum, this discrepancy in compen-
sation is unwarranted consider-
ing that the duties of trustees of 
wholly charitable and non-chari-
table trusts are comparable, and 
additionally a charitable trustee 
is accountable not only to the 
charities but also the attorney 
general.

Under the total return concept 
embodied in the prudent inves-
tor rule, the existing compensa-
tion structure for a trustee of a 
wholly charitable trust also cre-
ates a potential confl ict of inter-
est because a trustee of a wholly 
charitable trust is incentivized to 
maximize income.

Next?

After many years in the making, 
it is anticipated that a New York 
Trust Code, which would mod-
ernize and harmonize New York 
law in a centralized code, will be 
considered in the next legislative 
session.

Legislative
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cumulative 30-40 percent. This can 
help taxpayers to maximize their 
gifts and to utilize as little gift tax 
exemption as possible. Similarly, 
in the context of a sale, these dis-
counts can help diminish the value 
of the promissory note or other 
asset given in exchange for the 
real estate, which can diminish the 
value of a taxpayer’s gross estate.

Substituting Trust Assets

As a fi nal technique to round out 
the overall tax planning approach, 
grantor trusts can include provi-
sions allowing the taxpayer to 
substitute trust assets for other 
assets of a similar value at any 
time (including, for example, a 
promissory note). A taxpayer could 
exercise this power after real estate 
assets have had a chance to appre-
ciate signifi cantly. As a result, the 
grantor’s estate would be in the 
same position as prior to the sub-
stitution transaction (because the 
asset substitution is for assets of a 
similar value), but the appreciated 
real estate would be pulled back in 
the estate of the taxpayer. At the 
taxpayer’s death, the appreciated 
property would receive a step-up 
in basis under Code Section 1014.

This is an estate planning 
“home run” because: (a) the gift 
was made in discounted dollars, 
(b) the estate was frozen at the 
value of the gift, with subsequent 
appreciation accruing outside the 

estate, (c) the income tax on rents 
was paid from the taxpayer’s oth-
erwise estate-taxable assets, which 
diminishes the estate tax bill, (d) 
the capital gain was deferred (per-
haps multiple times) through the 
use of Code Section 1031 and (e) 
the capital gain was ultimately jet-
tisoned by means of Code Section 
1014 (and, potentially, Section 754).

New York’s Transfer Tax

For taxpayers living and doing 
business in New York City, it is also 
important to take into account 
the impact of New York State Real 
Estate Transfer Tax and the New 
York City Real Property Transfer 
Tax (collectively transfer tax) 
regimes on the initial funding of 
grantor trusts and subsequent 
asset substitutions from the grant-
or trust. Generally speaking, gifts of 
interests in real estate (i.e., where 
no consideration is exchanged) are 
exempt from transfer tax, provided, 
however, that there is no mortgage 
on the property.

If the property is subject to 
a mortgage and the liability is 
transferred with the property, the 
transfer is viewed as having been 
made in consideration for the relief 
of debt, which may create a situa-
tion similar to the negative basis 
problem discussed above. In such 
a case, the transfer tax may be trig-
gered.

For sales of real estate into 
trusts, if the real estate is not 
owned by an entity, any transfer 
of a fractional interest could trigger 
a transfer tax. On the other hand, 
if the real estate is owned in an 
entity form, up to 49 percent of 
the membership interests in the 
entity can generally be disposed 
of in a given three-year period 
without being presumed subject 
to transfer tax. Many other nuances 

exist with respect to transfer tax, 
many of which can be dealt with in 
arranging the taxpayer’s ownership 
structure or in shaping a particular 
transaction.

Existing Loans

Another factor to be considered 
in estate planning with real estate 
interests is the impact of existing 
mortgages or loan facilities. Fre-
quently, one or more loans are 
secured by a client’s real estate 
portfolio. The disposition of the 
underlying assets or the entities 
that hold them (by means of con-
veyance to a grantor trust, for 
example) could result in trigger-
ing a “due on disposition” clause 
in the mortgage documents.

In such a case, a lender could 
take the position that all loans are 
due and payable immediately when 
a transfer is made. Accordingly it 
is sometimes necessary to deal 
with lenders and their counsel to 
structure gifts or sales. This can 
often be handled in the context of 
a broader restructuring effort or 
refi nancing.

Case Sample

The following simple example 
will illustrate many of the concepts 
discussed above:

Larry Landowner is a 45 year-
old real estate investor with a love 
for his home town, New York. He 
owns a portfolio of several lim-
ited partnership (LP) interests in 
commercial buildings, which are 
all subject to mortgages. There is 

a negative basis issue with respect 
to one of the buildings. The total 
equity value of his LP interests is 
$17 million, without taking any dis-
counts into account. He also has 
a stock portfolio of $10 million. 
Larry has a wife, Laura, and two 
children. He has done no prior gift 
or estate planning. His goals are to 
maximize the tax effi ciency of his 
investments and ensure that Laura 
and the kids are taken care of in the 
event of his passing.

After signing basic estate plan-
ning documents (usually consist-
ing of a will, revocable trust, power 
of attorney and health care proxy) 
Larry creates a grantor trust. The 
trust provides that, during Lau-
ra’s life, Laura and all of Larry’s 
descendants are permissible 
beneficiaries who can receive 
distributions in the discretion 
of the trustees. At Laura’s death, 
the trust will divide into separate 
trusts for each child and his or her 
family. Laura is a trustee together 
with Larry’s trusted accountant. 
The trust includes a provision per-
mitting Larry to substitute trust 
assets at any time for property of 
equal value.

Larry decides to make a gift to 
his trust. In the process of valuing 
his LP interests, a qualifi ed apprais-
er determines that they are actually 
worth 35 percent less than their 
pre-discounted value of $17 million 
because Larry has no control over 
the underlying investments held in 
the entities and his interests are 
relatively illiquid. Therefore, for gift 
tax purposes, the value of his inter-
ests is $11,050,000 (65 percent of 
$17 million). He transfers the inter-
ests to the trust in 2018 as a gift. 
No gift tax is due because his gift is 
less than the 2018 gift tax exemp-
tion of $11.18 million. There is no 
transfer tax issue because Larry 
transfers a non-controlling interest 

that is less than 49 percent of each 
partnership.

In 2019, the LPs earn rental 
income and the general partners 
of the LPs decide to make a dis-
tribution of $500,000 in aggregate. 
Because the trust is a grantor trust, 
Larry will report the income on his 
personal income tax return. The 
trust receives the LP distribution 
and the trustees reinvest the pro-
ceeds into new LP interests in the 
name of the trust.

The general partners of the 
partnerships periodically exchange 
assets under Code Section 1031 
and no gain is recognized.

This continues for 40 years. 
Sadly, Laura predeceases Larry 
with no estate of her own and her 
estate tax exemption is available 
to Larry, now 85. Larry has paid 
the trust’s income taxes over the 
last 40 years the trust assets have 
grown dramatically to $50 million. 
He decides to substitute the LP 
interests in the trust for a $50 mil-
lion promissory note.

Six months after the substitu-
tion transaction, Larry dies peace-
fully in his home. The income tax 
bills attributable to the trust have 
added up over the years. Larry has 
paid the taxes from his stock port-
folio and has also used most of the 
income for ordinary living expens-
es, so his stock portfolio and other 
estate-includible assets (other than 
the $50 million in LP interests) are 
only worth $15 million.

The promissory note payable 
given to the trust in the substitu-
tion transaction is a liability that 
offsets the inclusion of the LP 
interests in his estate, resulting 
in a wash. Assuming a 2 percent 
annual infl ation rate, the estate 
tax exemption in 2058 would be 
approximately $24.7 million and 
Larry consumed an $11,050,000 
portion of his available exemp-
tion with his gift in 2018. His 
estate will owe less than $2 mil-
lion in Federal and state estate 
taxes. At some time following his 
death, the outstanding promis-
sory note to the trust can be paid 
using the LP interests or other 
assets.

The LP interests can be dis-
posed of at little or no tax cost 
because the 40-plus years of capi-
tal gains have been eliminated by 
operation of Code Section 1014. By 
using these strategies, Larry has 
reduced his estate tax bill from 
approximately $43 million to $2 
million. In addition, he has effec-
tively erased millions of dollars in 
capital gains.

Conclusion

Although tax planning oppor-
tunities have, in many instances, 
been generally restricted over 
time (to include the amendments 
introduced in the act), the act has 
preserved many unique estate 
planning opportunities for fami-
lies with real estate assets. Often, 
because the estate plan works “in 
the background” and only deliv-
ers results after many years of 
thoughtful planning, families delay 
their estate planning efforts until 
significant wealth has accrued 
within the estate (or estates) of 
family members, at which time, 
planning opportunities may be 
signifi cantly limited.

Owners of real estate who 
expect to accumulate more hold-
ings should accustom themselves 
to consulting with an experienced 
estate planning lawyer who can 
help them establish the appropri-
ate structures and make the most 
tax-effi cient decisions as early in 
their lives as possible. Doing so can 
help to ensure that, in the long run, 
their family wealth is preserved for 
future generations to the greatest 
extent possible.

Real Estate
« Continued from page 11 

In terms of allocating wealth between assets, the 
changes made by the act have, arguably, tipped 
the scales in favor of real estate over other classes 
of assets.
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