death taxes shall be paid from the
residue of the estate an example
of malpractice per se?

Before you snort and turn the page,
consider the large number (and poten-
tial value) of the assets that might be
included in the gross estate for federal
estate tax purposes in accordance with
the Internal Revenue Code (“Code”)
even though the assets do not pass
under the will:

I s a direction in a will that all

® revocable trusts, as well as prop-
erty held “in trust for” or
“payable on death” to a named
beneficiary (Code § 2038);

® property in joint names with
right of survivorship (Code
§ 2040);

¢ life insurance that the decedent

Daniel B. Evans is in private practice
in Wyndmoor, Pennsylvania, and is
an associate probate and trust articles
editor for Probate & Property.
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owned (or in which the decedent
had an “incident of ownership”)
and that is payable to a benefici-
ary other than the estate (Code

§ 2042);

qualified retirement benefits,
individual retirement accounts,
and other forms of annuities
with a named beneficiary (Code
§ 2039);

trusts over which the decedent
had a general power of appoint-
ment, such as a marital deduc-
tion trust created before 1982
(Code § 2041);

trusts for which a qualified ter-
minable interest property (QTIP)
election was made to qualify the
trust for a gift tax or estate tax
marital deduction (Code § 2044);
property transferred by the dece-
dent with a retained power or
interest, such as a transfer of a
residence with a retained life
estate, a “qualified personal resi-
dence trust,” or a charitable
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remainder trust with a succeed-
ing noncharitable beneficiary
(Code § 2036); and

¢ property subject to a contract
that is legally binding but does
not reduce the value of the prop-
erty for federal estate tax pur-
poses, such as a business buy-
sell agreement with a family
member (Code § 2703).

Although the beneficiaries of these
kinds of transfers are usually the same
as the beneficiaries of the residue of
the estate, they don’t have to be and,
if they aren’t, then whether the death
taxes are paid out of the residue or
are apportioned among all of the
assets of the gross estate can make a
big difference.

For example, consider a marital
deduction trust (with a general power
of appointment) created for the benefit
of a husband in a second (or third)
marriage, the remaindermen being the
deceased wife’s children from an earli-
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er marriage. On the death of the hus-
band, the entire marital trust will be
subject to federal estate tax. If the hus-
band’s will leaves his estate to his own
children but specifies that all death
taxes should be paid from the residue
of his estate, his children will be pay-
ing the estate tax on assets passing to
his stepchildren. Depending on the
respective values of the marital trust
and the husband’s estate, this could be
catastrophic. If the marital trust is
large enough, the beneficiaries of the
residue of the estate could receive
nothing. (In 2006, a marital trust of $4
million would result in enough federal
estate tax to wipe out a probate estate
of $1.7 million, because the estate tax
on the combined $5.7 million would
be slightly more than $1.7 million.)

It is also possible for a parent to
create a benefit for one child without
realizing the effect on the other chil-
dren. So a parent who transfers a resi-
dence or a bank or brokerage account
into joint ownership with one child, or
who makes one child the beneficiary
of a life insurance policy or retirement
benefit, might not have any idea of the
potential tax burden on the other chil-
dren. For example, consider a parent
with two adult children, a son and a
daughter, and a $5 million estate con-
sisting of $4 million in investments
and a $1 million home. If the son lives
with the parent, the parent might put
the house in joint ownership with the
son, figuring that $2 million is enough
for the daughter and that a 40-60 split
is close enough to 50-50. But the
daughter is not going to get $2 million
if the parent’s will directs all death
taxes to be paid from the residue. If
the parent dies in 2006, the federal
estate tax will be $1.38 million, which
means that the after-tax residue is
$2.62 million and each child’s share of
the residue is $1.32 million. So, instead
of receiving the $2 million that is 40%
of the pre-tax estate (or even the $1.81
million that is 50% of the gross estate
after taxes), the daughter will receive
only $1.32 million, which is about
36.5% of the after-tax estate. Is that
what the parent expected? Probably
not. And if the parent expressed her
expectations to her children, the differ-

ence between those expectations and
what actually happens could make for
a very unhappy daughter. Unhappy
beneficiaries often litigate, typically
against the lawyer who wrote the will.

Doing Nothing

Directing that all taxes be paid from
the residue can produce a result quite
different from what happens without
the direction, because federal law and
state law usually direct the apportion-
ment of taxes among nonprobate
assets.

Federal law includes the following
provisions for the payment of the fed-
eral estate tax:

* Beneficiaries of life insurance
policies can be required to con-
tribute their proportionate shares
of the federal estate tax (Code
§ 2206).

e Property subject to a general
power of appointment is also
subject to a proportionate share
of the federal estate tax (Code
§ 2207).

e QTIP trusts are required to pay
the net increase in federal estate
tax resulting from the inclusion
of the trust in the gross estate
(Code § 2207A).

* Property over which the dece-
dent has retained the use or
income during lifetime (and thus
included in the gross estate
under Code § 2036) is subject to
a proportionate share of the fed-
eral estate tax (Code § 2207).

All of these rights can be waived in
the decedent’s will. The first two can
be waived by a general waiver or a
direction to pay all death taxes, but
the second two require a more specific
waiver (which will protect some bene-
ficiaries from the foolishness of testa-
tors and their lawyers).

More important, the Uniform
Estate Tax Apportionment Act, the
Uniform Probate Code, and the laws
of most states direct that death taxes
be equitably apportioned (that is, allo-
cated in proportion to value) between
the probate estate and the taxable
assets passing outside of the probate

estate. See, e.g., UPC § 3-916. So, if one
fourth of the federal gross estate con-
sists of retirement plan benefits, the
beneficiary of the retirement plan ben-
efits should pay one-fourth of the fed-
eral estate tax.

Thus, a will that has no tax clause
will usually result in the apportion-
ment of the federal estate tax among
the beneficiaries of the gross estate in
proportion to the value of their inter-
ests, while a direction that all death
taxes be paid from the residue can
result in a significant reduction, or
perhaps depletion, of the probate
estate.

FOR MANY LAWYERS,
DIRECTING THAT THE
TAXES BE PRID FROM
THE RESIDUE APPEARS 10
BE A KIND OF HABIT
OR REFLEX, LIKE
WERRING A COPT
AND TIE.

The provisions of federal law and
state law that are described above rep-
resent the judgment of legislators that,
unless the testator directs otherwise,
the burden of death taxes should be
divided among the beneficiaries in
proportion to the value of their inter-
ests, and that this apportionment of
taxes will most often carry out the
intentions of the testator. Sometimes
there are circumstances in which it
might be better (or the client might
prefer) that the estate tax on a particu-
lar nonprobate asset should be paid
out of the residue of the estate, but a
lawyer should not countermand the
general principle of tax apportionment
without a good reason. Are there any?

Rationalizations
For many lawyers, directing that the
taxes be paid from the residue appears
to be a kind of habit or reflex, like
wearing a coat and tie. When pressed,
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estate planners often give one or more
of four reasons for directing that all
death taxes be paid from the residue
of the estate.

Client Expectations

Many practitioners seem to believe that
“pay all taxes from the residue” is what
clients expect, which is nonsense. Most
clients barely understand how to calcu-
late the federal and state death taxes
and certainly do not understand how
the burden of the taxes can be shifted
among beneficiaries.

jewelry) expresses the intention of the
testator that the beneficiary receive
that amount or that item free of tax, so
that the tax on that gift must be paid
by the residue of the estate, but that
same intention cannot be transferred
reliably to a joint account, “in trust
for” account, IRA beneficiary designa-
tion, or life insurance beneficiary des-
ignation.

Liquidity
Many practitioners seem to assume

that the residue of the estate is a
source of liquidity, hence that the

And if the parent expresses her
expectations to her children. ...

taxes should be paid from the
residue even if there is no effect on
the burden of the tax because it is
easier to pay taxes from the more

liquid residue than from jointly
owned real estate or other assets
passing outside of the probate
estate. This assumption is proba-
bly wrong more often than it is
right.

In the author’s experience, the
most common nonprobate assets
included in the federal gross estate
are jointly owned (or “in trust
for”) bank accounts and brokerage
accounts, life insurance proceeds,
and retirement benefits. Life insur-
ance is one of the most liquid of all
assets, the proceeds being payable
in cash within a short time after
death. Bank accounts and broker-
age accounts in joint names (or “in
trust for”) also represent either
cash or marketable securities read-
ily reducible to cash. Any trust
funds that might be included in
the federal gross estate, such as

Furthermore, the residue of an
estate usually passes to the persons
that the testator most wants to benefit,
and the proportions expressed for
those beneficiaries usually represent
the general intent of the testator.
Anything that could reduce the inter-
ests of those beneficiaries, or change
the proportions of the interests of
those beneficiaries, is likely to be con-
trary to the intentions of the testator.

It is probably correct that a direc-
tion in a will for a beneficiary to
receive $10,000 (or a particular item of
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marital deduction trusts, usually
represent marketable securities as
well, and should be considered liquid.
The only assets that should be consid-
ered illiquid are retirement benefits,
and then only because of the tax
advantages of the deferral of payment,
and real estate that is either in joint
ownership with the decedent or that
was transferred by the decedent while
retaining the income or use of the
property; here, tax apportionment will
cause a problem for a beneficiary only
if he or she is not receiving any other
benefit from the estate that could be

used to pay a proportionate share of
the death taxes and the beneficiary
either does not wish to sell the proper-
ty or is unable to sell (or mortgage)
the property before the estate tax is
due. This unlikely combination of cir-
cumstances is no reason to run the
risk of distorting the client’s estate
plan by routinely directing that all
taxes be paid from the residue.

Convenience

Some lawyers have objected to the
effort of apportionment and prefer the
convenience of paying all of the taxes
from one source, the residue of the
estate. The idea of calculating the frac-
tions of the gross estate represented by
each asset passing outside of the will,
apportioning the death taxes accord-
ingly, and then collecting the appor-
tioned taxes from the beneficiaries of
each asset seems to them to be too
much work.

Of course, if apportionment does
not affect the shares of the beneficiar-
ies (because the beneficiaries of the
nonprobate assets are the same as the
beneficiaries of the probate assets),
then it does not need to be done,
regardless of what the will says,
because the beneficiaries can agree to
the payment of taxes from the residue
of the estate. The alternative is for the
beneficiaries to pay their shares of the
death taxes to the executor, and then
later receive back a distribution of the
same amount as part of the distribu-
tion of the estate, an obvious waste of
time.

Requiring apportionment in all
cases is therefore relatively risk-free. If
apportionment turns out to be irrele-
vant to the beneficiaries, then the
apportionment does not need to be
done. But if apportionment changes
the shares of the beneficiaries, then
apportionment should be waived only
to carry out the wishes of the testator
or for some other good reason.

Should taxes be paid from the
residue as a matter of convenience to
the executor (or the executor’s lawyer)
regardless of the consequences for the
beneficiaries? To state this question is
to answer it. The primary goal of
estate planning is to divide the client’s



assets according to the client’s wishes,
and the tax clause can affect the divi-
sion of assets. If the client makes an
informed decision to pay all taxes
from the residue, that is one thing, but
large sums of money should not
change hands without the client’s con-
scious decision merely for the conven-
ience of the executor.

Certainty

Many practitioners seem to believe
that a consideration of all of the differ-
ent types of nonprobate assets that
might be included in the estate is not
necessary, because they know what the
client owns, and estate tax apportion-
ment is not needed.

The problem with this response is
that many of the assets that can be
included in the federal gross estate are
arranged by the client without the
advice of a lawyer. A lawyer can be
very diligent in ascertaining all of the
client’s assets, but the client can go out
and open a joint bank account or “pay
on death” brokerage account (or
change beneficiary designations) the
very next day.

So you never know. The nonpro-
bate transfers that can be included in
the gross estate are too common, and
can be arranged too easily, to rely on
the hope that your client will do noth-
ing unexpected.

Apportionment Advantages

As shown above, the arguments in
favor of paying all taxes from the
residue do not bear close scrutiny,
while a failure to apportion taxes
could distort the interests of the bene-
ficiaries. Furthermore, it might be
advantageous to require apportion-
ment of taxes even if there is no
change in the relative interests of the
beneficiaries, because requiring that
death taxes be paid from assets pass-
ing outside of the will can increase the
net after-tax value of the assets pass-
ing under the will and so increase the
value of the assets subject to the will’s
disability provisions or spendthrift
provisions.

For example, suppose that, after the
execution of the will and before the
death of the testator (or before the dis-

tribution of the estate), one of the tes-
tator’s adult children suffers an inca-
pacitating accident or illness. Under a
disability clause in the will, the execu-
tor can withhold that share of the
estate and apply the income and prin-
cipal for the child as needed, but
retirement benefits, jointly owned
property, or other assets passing to the
child directly and outside of the will
might require the appointment of a
guardian. By requiring the estate of
the incapacitated child to reimburse
the parent’s estate for the child’s share
of estate taxes, the executor can reduce
the assets subject to the guardianship
proceedings and increase the assets
subject to the disability provisions of
the will. This would probably not
eliminate the need for the guardian-
ship proceedings, but it might reduce
the duration and cost of the guardian-
ship.

A similar situation might arise if a
beneficiary developed creditor prob-
lems and the will included both an
enforceable spendthrift clause and a
minority or disability clause applica-
ble to an adult unable to manage
financial affairs. If the beneficiary
understood the problem and agreed to
the arrangement, the beneficiary
might be able to pay his share of death
taxes into the estate before his other
creditors could reach those assets, cre-
ating a larger fund for the support of
the beneficiary until the creditor issues
are resolved. The cooperation of the
beneficiary is necessary, because if the
beneficiary is truly insolvent and truly
irresponsible, he might spend the non-
probate asset before the executor can
act, leaving the executor with nothing
but a right of recovery against some-
one with no assets.

When Not to Apportion

There are three types of assets for
which it is usually best not to appor-
tion: assets passing outside of the will
that qualify for the federal estate tax
marital or charitable deductions but
that might be subject to some state
death tax or foreign tax, and trusts
that are wholly or partially exempt
from federal generation-skipping tax
but subject to federal estate tax

because of a “reverse QTIP election.”
Assets passing outside of an estate
that qualify for the federal estate tax
marital deduction are quite common
and include life insurance, retirement
benefits, and all assets owned jointly
by a husband and wife (although only
half of the asset is included in the
gross estate under Code § 2040(b)).
But the marital deduction will be
reduced if any death tax is payable by
the surviving spouse on those assets
(Treas. Reg. § 20.2056(b)-4(c)), which
could cause problems in estates in
which marital deduction planning is

THE PRIMARY GOML OF
ESTATE PLANNING 1€ TO
DIVIDE THE CLIENT'S
PSSETS MCCORDING 10
THE CLIENT'S WISHES.

important. Although it does not
appear that any state would impose a
death tax on a nonprobate asset quali-
tying for the federal estate tax marital
deduction, some foreign countries
might. In any case, the safest course of
action should be to direct that any
death tax on assets otherwise qualify-
ing for the marital deduction should
be paid from the estate.

Similar considerations apply if
there are assets passing outside of the
will that qualify for the federal chari-
table deduction in whole or in part.
See Code § 2051(c). Payment of death
taxes by the estate of the grantor of an
inter-vivos charitable remainder trust
will often be appropriate if the grantor
has retained an interest during his or
her lifetime and there is a succeeding
noncharitable beneficiary, because oth-
erwise the trust document will require
the beneficiary to pay the death taxes
attributable to the trust, and the bene-
ficiary may not have the funds to pay
those taxes. See Rev. Rul. 82-128,
1982-2 C.B. 71.

The third type of asset for which it
is probably best not to apportion
death taxes is a generation-skipping
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trust for which a “reverse QTIP” elec-
tion has been made in accordance
with Code § 2652(a)(3). Under the
generation-skipping tax regulations, it
is permissible to pay the federal estate
tax on that kind of trust without being
considered to have made a construc-
tive addition to that trust, so that the
same inclusion ratio will continue to
apply. See Treas. Reg. § 26.2652-1(a)(5),
ex. 8. If the goal is to maximize the
value of assets passing free of federal
generation-skipping tax, then usually
it will be best for tax purposes for a
decedent who is the beneficiary of the
QTIP trust to pay the federal estate tax
on the trust out of the decedent’s own
assets. There may be nontax reasons to
require apportionment, however, such
as whether the remaindermen of the
QTIP trust are related to the decedent
or are persons whom the decedent
wishes to benefit.

Discretion

Desiring to avoid unnecessary appor-
tionment and yet avoid disasters,
some practitioners decide to give the
executor (or the trustee of a revocable
trust) the discretion to apportion or
not. This is seen most frequently in
revocable trusts from which the execu-
tor has the discretion, but not the obli-
gation, to get additional funds to pay
death taxes, but this kind of direction
is sometimes seen even in otherwise
simple wills. In either case, it is a mis-
take.

One problem is a lack of any stan-
dard to guide the executor (or trustee)
in making the decision. In exercising
discretion to exercise most kinds of tax
elections, the usual goal is to minimize
the total tax burden of the estate and
beneficiaries, but in questions of
apportionment the total tax burden
will usually be the same whether or
not the taxes are apportioned. So what
criterion is the executor to apply? Is it
a question of convenience to the
executor? Whether the beneficiaries
will have the funds to pay appor-
tioned taxes? Or is the executor sup-
posed to channel the spirit of the dece-
dent to determine the decedent’s
wishes on a matter that the decedent
never actually considered?
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If the discretion of the executor is
unrestricted, then the executor has
what amounts to a power of appoint-
ment to change the beneficial shares of
the estate, which seems weirdly incon-
sistent with the directions in the rest of
the will. The executor is not given any
discretion over the division of the
estate (for example, no one writes, “I
give my daughter between 40% and
60% of my estate, as my executor, in
her sole discretion, shall determine”),
so why should the executor be given

Most state statutes require that
death taxes on pre-residuary gifts be
paid from the residue, and that is
probably what most clients expect
(that is, a gift of $10,000, or a specific
gift of a family heirloom, should be
free of tax to the recipient). But there
can be exceptions to this principle,
particularly when the client wants a
family business, farm, residence, or
vacation property to go to one particu-
lar child (or group of children), and
yet the client wishes to treat all of the

the discretion to reduce or
enlarge beneficial interests in
nonprobate assets by requir-
ing or not requiring the appor-
tionment of death taxes?

This kind of discretion
would seem to be a surefire
prescription for litigation, par-
ticularly if the executor is one
of the beneficiaries and can
use the discretion to increase
his or her share of the estate at
the expense of others. A grant
of discretion to the executor
does little to diminish the
prospects for unhappy benefi-
ciaries and litigation but sim-
ply changes the issue to be liti-
gated from whether the attor-
ney committed malpractice in
drafting the will to whether
the executor abused his or her
discretion.

Unhappy beneficiaries of ten litigate.

Sample Tax Clauses

For all of the reasons described above,
it is best to start with the presumption
that the client’s probate estate should
pay only the death taxes on the assets
that pass as part of the probate estate,
together with the death taxes on any
assets qualifying for the federal estate
tax marital deduction, and that all
other taxes should be apportioned as
allowed by law. In the course of
reviewing the estate plan with the
client, it may be determined that there
are some nonprobate assets for which
the taxes should be paid from the pro-
bate estate, but those should be excep-
tions to the rule, and the “standard”
tax clause should require apportion-
ment of the taxes on nonprobate
assets.

children (or other beneficiaries) with
some degree of equality.

If the lawyer calculates the project-
ed death taxes and the effect of those
taxes on the distributive shares, and
then the lawyer and client decide to
pay death taxes in a way that is differ-
ent from the standard clause, the most
likely consequence is that the lawyer
will make any necessary adjustments
by carving out exceptions from a stan-
dard tax clause, not by inserting an
entirely different clause.

For a married client, the following
clause should fulfill these goals:

My executors shall pay from [the
nonmarital portion of] my resid-
uary estate all death taxes payable
by reason of my death with respect



to (1) all property and interests pass-
ing under my will and (2) all proper-
ty and interests that pass to my [hus-
band or wife] outside of my will and
that could qualify for the federal
estate tax marital deduction. To the
fullest extent allowable by law or any
governing instrument, my executors
shall recover from any property or
interest passing outside of my will all
other death taxes that my executors
may be required to pay by reason of
my death.

This clause does not explicitly mention
apportionment but directs the executor
to pay the taxes “with respect to” the
probate estate and marital deduction
property and to recover all other taxes
“to the fullest extent allowed by law or
any governing instrument.” In most
cases, “allowable by law” will mean
apportionment.

The reference to “the nonmarital por-
tion of” the residuary estate is for those
estate plans in which the residue is
divided so that only a part of the
residue qualifies for the federal estate
tax marital deduction, and the words
“nonmarital portion” should be
changed to whatever terminology is
used in the rest of the will to describe
the part of the residue that is not
intended to qualify for the marital
deduction.

For an unmarried client, the clause
would be somewhat simpler:

My executors shall pay from my
residuary estate all death taxes
payable by reason of my death with
respect to all property and interests
passing under my will. To the fullest
extent allowable by law or any gov-
erning instrument, my executors
shall recover from any property or
interest passing outside of my will
all other death taxes that my execu-
tors may be required to pay by rea-

My executors shall pay from my
residuary estate all death taxes
payable by reason of my death
with respect to all property and
interests passing under (a) my will
and (b) any trust created by my
[husband or wife], [name], that is
included in my gross estate by
reason of section 2044 of the
Internal Revenue Code but of
which I am not considered to be
the grantor for federal generation-
skipping tax purposes. To the
fullest extent allowable by law or
any governing instrument, my
executors shall recover from any
property or interest passing out-
side of my will all other death
taxes that my executors may be

required to pay by reason of my
death.

In the same section of the will, or a

later definitional section, there should
be some definitions:

“Death taxes” shall include all
inheritance, estate, transfer, and
succession taxes, federal, state,
and foreign, but shall not include
any generation-skipping transfer
tax under Chapter 13 of the
Internal Revenue Code, and
“taxes” shall include any interest
or penalties that may be added to
taxes.

All references to federal estate,
gift, and income tax laws, or to a
specific section of the Internal
Revenue Code, shall be references
to the relevant section or sections
of the Internal Revenue Code of
1986, as amended from time to
time before or after my death, or
to any similar provisions of any
future federal revenue law.

Finally, a funded revocable trust

son of my death.

For a married client for whom gener-

that is part of an estate plan with a
“pour-over will” might include the
following tax clause:

ation-skipping planning is relevant, and
who might be the beneficiary of a mari-
tal deduction trust for which a “reverse
QTIP” election has been made, the fol-
lowing clause should be appropriate:

If my residuary estate is not suffi-
cient to pay all death taxes that
my executors are directed to pay
from my residuary estate in accor-

dance with the provisions of my
will, the trustees shall distribute to
the executors of my estate an
amount sufficient to pay those
death taxes. However, my trustees
shall not distribute to my executors
any property that is not subject to a
death tax payable by my executors
if other trust assets are available for
distribution and those other assets
are subject to all of the death taxes
payable by my executors.

Conclusion

The core problem with a direction to
pay all taxes from the residue of an
estate is that it is usually either irrele-
vant or disastrous. If the beneficiaries
of the residuary estate are the same
as the beneficiaries of the taxable
estate (that is, the assets passing out-
side of the will are divided in
approximately the same manner as
the residuary estate), then the direc-
tion is largely meaningless, because
the benefits received by each benefi-
ciary and the net tax burden payable
from each beneficiary’s interests
should be the same regardless of the
source of the tax payments. If the
beneficiaries of the residuary estate
are not the same as the beneficiaries
of the taxable estate, however, the
result can be a disaster, because the
residuary beneficiaries are usually
the primary objects of the testator’s
estate plan, and the residue might be
obligated to pay a large tax bill for
assets that do not benefit those bene-
ficiaries or might not even benefit
anyone in the testator’s family.

Ideally, the apportionment of
death taxes will be considered explic-
itly during the estate planning
process, but the estate planner still
needs to consider the consequences
of the testator making changes to the
title of assets and to beneficiary des-
ignations without consulting the
planner. Given this uncertainty and
the dangers of directing that all taxes
be paid from the residue, the safest
course of action is to presume that
death taxes payable on nonprobate
assets should be paid by the benefici-
aries of those assets and not the pro-
bate estate. Bl
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