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L SUMMARY -

Application of the new Stand Alone Tax' to William C. Nelson’s
“irrevocable trusts in Barbara Nelson’s Estate is an unfair retroactive tax.
The Washington pickuﬁ tax was substantially phésed out as. of William’s
_ death on September 14, 2004 and completely eliminéted,on Dcéember 31,
2004. Evén though the_new Stand Alone Tax ai)plies prospectively by its
own terms, only to esfate.s of decedents dying on or aftéf May 17, 2005;
the DOR is retroactively imposing an entirely new 19% tax burdeﬁ on
William’s Trusts, for Wﬁich there is now no fcdéfal credit or
: reimbmseﬁent. The DOR is trying to reach back, invoke a pre—Act |
federal electiori, and recapture taxesl that the Supreme Court in Hemphill
and T umé; declared could not be imposed. To accomplish this end, the
DOR uses the backddor of IRC § 2044 —a -féderal tax fiction. This is not
what the Iegislature intended. The new Stand A_lone;.Tax is c;nly applied
fairly, consisténtly, harmoniously and in é manner that comports with the
limitations on legislative power, when pre-Act estates and trusts are

excluded from its reach.’

!«Stand Alone Tax” is used for Laws of 2005, Ch. 516, to distinguish Washington’s new
estate tax from the eliminated “pickup tax” statutory scheme. “Stand alone” is the .
legislature’s own phrase. See RCW 83.100.040(3). The Stand Alone Tax is also referred
to herein as the “Act.” .

2 All capitalized terms and names in this Reply Brief are the same as-those used in
Appellant’s Opening Brief.



IL ARGUMENT

A. Applying the New Stand Alone Tax to William’s Pre-Act
Trusts Imposes a New Tax Burden in Violation of
Hemphill and Turner.

The DOR’s suggestion that the Neison Estatesj are trying to avoid a
“deferral” rof Washington state estate tax is misleading for several reasons.
See Resp. D'OR Br., at 1-2. First, there was no actual deferral. William’s
QTIP Trust was created under the fofmer pickup tax regime, which had no
deferral provisions. The DOR cites federal QTIP provisions as the basis
for a deferral, but IRC §§ 2056 and 2044 are federal statutes that defer
federal taxes, not stqte taxes. No corresponding state QTIP provisions
existed prior to May 17, 2605.

Second, to the extent that the federal QTIP provisions had the
indirect effect of deferring some Washington estate :[ax, this indirect
deferral was correspondingly‘matched with a “deferred” federal
reimbursemént. Washington’s pickup tax was predicated upon a federal
reimbursement. As the Supreme Court explained in Hemphi’ll and Turner:

[Plickup statutes “do not increase the
amount of the combined state and federal
tax liability, but merely authorize the state

to share in the proceeds of the federal estate
tax to the extent of the allowable credit....”

3 William’s Estate and Barbara’s Estate are referred to herein as the “Nelson Estates.”



Estate of Hemphill v. Dep 't ofRevenue, 153 Wn.2d 544, 547,105 P.3d
| 391 (2005) (emphasis added); Estate of Turner v. Dep 't of Revenue, 1’0'6
Wn.2d 649, 655, 724 P.2d 1013 (1986) (quoting 42 Am. Jur. 2d, |
Inheritance, Estate and Gift Taxes § 244, at 452 (1969)). “The estate tax
S(;heme in Washington as currently written, though not automatically
adopting specific federal law, must be administeréd cbmplementary to
federal ,law to guarantee that a.sepa.rate state tax does not burdenvestates.”
Hemphill, 153 Wn.2d at 551; Turner, 106 Wn.2d at 653-54. “All state
estate tax due must be fully reimbursed as a current fedefal credit.” Id.

| Thus, When William executed his Will on December 21, 2001 and
Codicil on August 20, 2003 '(CP' 858, 23 9)' under the pickup tax regime
(which tax law had nof changed prior to Bis death), he knew and expected
that the state estate tax obligation Would be fully‘absorbed and reimbursed
- by a'matching federal credif, SO thgt the éorhbined staté and federal tax
obligation would not be greater than the federal tax bill alone. Seé
Hemphill, 153 Wn.2d at 552. Thé net effect to the Washington estate
would bé as if the state tax had been zero.

Third, the state estate tax was completely eliminated shortly after

William’s Trust’s were created. As of January 1, 2l005, there was no |
_ Wéshington estate tax. See C. Mitchell & F. Mitchell, 26B Wash. Prac., .

Probate Law and Practice § 7.21 (2009). Washington’s estate tax was



eliminated bécause EGTRRA (P.L. 107-16, § 531) phased out and
eliminated the federal death tax credit for states.' Hemphill, 153 Wn.2d at
.548-49 (otherwise, the amount of the combined state and federal tax
liability woul'd impose an impermissible increase to the total tax bﬁrderi).
From Jaﬁﬁary 1, 2005 to May 17, 2005 (the “Repeal Period™), no
Washington state estate tax existed, and none could be assessed against
any Washington estate. See id.

The DOR’s deferral argument is turnéd on its head for QTIP "crusts
madé during the Repeal Period. No Washington estate tax could have
been imposed on estates of decedents dying during the Repeal Period.
However, undet its interpretation of the new Act, the DOR will now
impose a tax on the estates of surviving spouses dying on or after May 17,

' 2005 under the new Stand Alone Tax for all QTIP Trusts created d}lring
the Repeal Period. The facfs in the Nelson Estates present a close
example.- William died on September 114, 2004, when Washington"s tax
was 75% eliminated. At his death, William’s Estate would have owed, at _
mbst, a 4% tax, i.e., only 25% of the maximum Washington pickup tax
rate of 16%”* (which would also have been reimbursed through a federal
credﬁ). Shortly after William’s deéth, the Washington estate tax was

completely repealed. However, now the DOR is imposing a 19% Stand

4 See IRC § 2011 (2001), attached to this Reply Brief as Appendix A.



o

Alone Tax on the QTIP trust created by William’s Estate, which is no
longer entitled to a fedéral credit. RCW 83.100.040(2).

Thus, not only is the implied deferral argument inacéurate, the truth
is that the new Stand Alone Tax, if applied as advocated .by the DOR,
would impose an entirely new tax on QTIP Trusts created prior to the
May 17, 2005 enactment date.

B. The Language of the New Stand Alone Tax Demonstrates

that the Legislature Did Not Intend to Impose a New Tax

on Irls‘evocable QTIP Trusts Created Prior to May 17,
2005. ' :

1.  The state legislature was clear that the New Stand
Alone Tax Act is to be applied prospectively only,
not retroactively, only to estates of decedents dying
on or after May 17, 2005.

’fhe primary objective of any statutory construction inquiry is “to
ascertain and carry out the intent of the Legislature.” Homestreet, Inc. v.
Dep’t of Revenue, 1:667'Wash.2d 444,210 P.3d 297 (2009); Rozner v. City
of Bellevue, 116 Wn.2d 342, 347, 804 P.2d 24 (1991). When the state
législature enacted the new Staﬁd Alone Tax, it emphasized its clear

mandate that the Act operates “prospectively only

3 The DOR attempts to reframe this issue as one of a statutory deduction. Resp. DOR
Br., at 3. The issue is not whether the Appellants are taking an unauthorized “deduction,
but whether these pre-Act trusts are simply “nontaxable” at all. See Crown Zellerbach
Corp. v. State, 45 Wn.2d 749, 756, 278 P.2d 305 (1954) (contrasting a deduction for the
intrastate wholesaling of particular goods, which is taxable, with the activity of
wholesaling particular goods in interstate commerce, which “is simply nontaxable.”)

2
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and not retroacfivelv. To ensure that this intent was crystal clear, the

legislature also said specifically that “[Sections 2 through‘ 17 of this act]

“apply ohlv to estates of decedents dying on or after Mav 17, 2005.7”

The DOR does not dispute this unmistakable legislative intent. Neither
does the DOR dispute that the new Stand Alone Tax applies only to
transfers made on or after May 17, 2005.

Nevertheless, the DOR argues that it can apply proyisions of the
Stand Alone Tax retroactively to a pre-Act trust. The DOR first contends
that William’s QTIP Trust must be e‘lddedﬂto Barbara’s “Washihgton
taxable estate” under RCW 83.100.020(13)&(14) solely by operation of
IRC § 2044.% See Resp. DOR Br;, at 18-19. IRC § 2044 is the federal tax

“code provision that adds back into a surviving spouse’s federal taxable

S Laws of 2005, ch. 516, § 20 (codified in part at RCW 83.100.040). ,

" Laws 0f 2005, ch. 516, § 20. Sections 2 through 17 of the new session law include the
changes to RCW 83.100.020, 83.100.040 and 83.100.047.

% The path from “IRC § 2044” to “Washington taxable estate” is not a short one. The
DOR starts with the heading “Washington taxable estate” atop the left column of the
table in RCW 83.100.040(2). Washington taxable estate is defined in RCW v
83.100.020(13) as “federal taxable estate” less a $1.5 million exemption for decedents
dying before January 1, 2006 (and $2 million after) and any RCW 83.100.046 deduction.
“Federal taxable estate” in turn means the taxable estate under the Internal Revenue
Code, without regard to the sunset termination of the federal estate tax or the deduction
for state death taxes. RCW 83.100.020(14). The DOR then identifies IRC § 2051 (not
specifically called out by section number in the Act or any of its definitions), which
provides that “the value of the taxable estate shall be determined by deducting from the
value of the gross estate the deductions provided for in this part.”. The “gross estate” is
further defined in IRC § 2031 as “determined by including to the extent provided in this
part [IRC §§ 2031-2046], the value at the time of [the decedent’s death] of all
property....” Neither IRC § 2051 nor § 2031 point specifically to IRC § 2044; however,
IRC § 2044(a) provides that “the value of the gross estate shall include the value of any
property to which this section applies.” (ital. added). ' .



estate for federal tax purposes all marital property deducted by a
predeceasing spouse’s estate under IRC § 205 6_(b)(7). Then the DOR
concludeé Athat because IRC § 2044 property is included in the surviving
spouse’s federal taxable estate, there is a “transfer” under RCW

| 83.100.040(1) §ubj ect to Washingtc;n ¢state. tax. In other words, the DOR
is not arguing that William’s Trusts should be taxed at the state level
because théy are transfers ; rather, the DOR argues they are transfers vonly |
becaﬁse they are taxed at the fedéral level (under IRC § 2044)°. _

Section 2044 of the Internal Revenue Code (which had no
Wéshington state coﬁnterﬁart before May 17, 2005) does not exi‘ét in
isolation. Itis inextriéably linked to the pribr action of the‘exe.cutor ofa
predeceasing spouse’s estate in making certain éleétions, including the
election under IRC § 2056(b)(7) ! (“this section applies to any property if
,..a dédu;:tion was alloﬁed e under section 2056 By reason of
| subsgction ®() thereof’); Sections 2044 and 2056(b)(7) work in -

tandem, and IRC § 2044 property does not exist but for,} and only asa

p

? As is explained below, this is not a transfer because the termination of a surviving
spouse’s terminable lifetime interest on her death leaves nothing to be transferred at all.
1 Entitled “Certain Property For Which Marital Deduction Was Previously Allowed.”
-1 Section 2044 property may also arise from a prior deduction under IRC § 2523 in
some instances (i.e., gifts to spouse). The automatic inclusion of § 2044 property in the
Washington taxable estate of a donee on the basis of a prior gift under § 2523 results in -
the unlawful imposition of a gift tax. As discussed herein, Washington state has no gift
- tax. i .



result of, a prior § 2056(b)(7) e:lection..12 In short, the only reason IRC
§ 2044 is implicated in Barbara’s Estate at all is that a § 2056(b)(7)
election was previously made in William’s Estate.

~ The DOR’s brief recognizes hbw integral the pre-Act Section
2056(b)(7) (QTIP) election is to the framework of its analysis in this case.
In its brief, the DOR points out that “[w]hile this case involves the estéte
tax treatment of QTIP included in the taxable estate of Barbara Nelson,
facts pertaining to the QTIP election made by Barbara’s husband William
Nelson [sic—made by executors of William Nelson’s estate], are
important.” Resp. DOR Br., at 3, IIL.A (underline ;dded). Of course these
facts are important. If the DOR is not able to reach back, poiﬁt to,. and
rely upon the élection of the estate of a decedent dying before the May 17,
| 2005 énactment date, the DOR has no case. This pre-Act applicationin
the estate of a post-Act decedent violates the express intent of the statute.

2. RCW Ch. 83.100 can only be read in harmony for
end dates generally and the statute’s stated effective
“date provision by excluding IRC § 2044 property in
the case of pre-enactment QTIP trusts.
There is no legislative intent that IRC § 2044 property (which is not
cited or mentioned in the new Tax Act and is an artificial tax law construct

for purposes of the federal estate tax regime) would automatically be

incorporated into every Washington taxable estate, including pre-

12 1t can also arise as the result of an IRC § 2523(f) election, discussed herein.



enactment QTIP trusts created before the May 17, 2005 enactment date,v
~ whether by death or otherwise. On th; other hand, the legislature
anticipated the. potential conflict caused by its use of certain provisiqns of
the federal Internal Revenue Code. While the legislature pfo'vided the new
_stand élone.tax would be “iﬁdependent of the fed‘eralktax obligation,"*” the
statute also calls out ceﬁain speciﬁc sections of the Interﬁal Revenue Code
for reference purposes, including IRC §§ 2001 and 2031. To reconcile
this paradox, RCW 83.100.040(3) provides in part that the new Stand
Alone Tax “incorporates énly ‘those provisions of the Internal Revenue
Code... ‘that'do not conflict with the provisions of [the new Tax
Act].” (emphasis added).
One conflict arising out of bthe “éutomatic IRC § 2044 property
_incorporation” argument is the c;ﬁﬂict between IRC § 2044 and
RCW 83.100.047;14 RCW 83.100.047 provides for a separate Washjngton

QTIP election. When a separate Washington QTIP election is made under

¥ RCW 83.100.040(3).

¥ RCW 83.100.047(1) provides that:
If the federal taxable estate on the federal return is determined by making an
election under section 2056 or 2056A of the Internal Revenue Code, or if no
federal return is required to be filed, the department may provide by rule for a
separate election on the Washington return, consistent with section 2056 or
2056A of the Internal Revenue Code, for the purpose of determining the
amount of tax due under this chapter. The election shall be binding on the
estate and the beneficiaries, consistent with the Internal Revenue Code. All
other elections or valuations on the Washington return shall be made in a
manner consistent with the federal return, if a federal return is required, and
such rules as the department may provide. ’



RCW 83.100.047, IRC § 2044 pmperty must necessarily be excluded'” -
even though the ;s'tatuz‘e does not expressly provide. If IRC § 2044
property were incorporated automatically as the DOR argues,

RCW 83.100.047 would be superfluous. Constructions that would render
a portion of a statute “meaningless of superfluous” should be avoided. See
State v. Keller, 143 Wn.2d 267,.‘277, 19 P.3d 1030 (2001). Thué, the
addition of RCW 83.100.047 is a legislative recognition thét IRC § 2044
properfy will not valways‘ be added back into the Washington taxable estate,
‘but must be excluded from the calculation of the Washington taxable
estate in some instances.

Similarly, the ‘.‘automatic IRC § 2044 property incorpo_ration”
argument also leads to the impositién of unauthorizéd gift tax thr:ough the
backdoor of IRC § 2044(b)(1)(B). As is the case in most statés,
Washington hés no gift tax. See WAC.458-57-105 (Zj(b) (“the state of
Washingtoh does not have a gif_t tax”). However, if the DOR’s logic that
IRC § 2044 property is automatically added into the Washington taxable
estate is accepted, the DOR will alsd ena up taxing certain gifts. For
federal tax purposes, a deduction is allowed for a spouse who transfers

property to a “gift QTIP trust” for the lifetime benefit of a spouse. See

1> The DOR’s own 2006 Regulations and 2009 Regulations acknowledge that IRC §
2044 property is not included in the calculation of the taxable estate in every single case
and without exception.

10



IRC § 2523(f). Although the donor spouse is entitled to a deduction for
inter vivos tran;fers to a gift QTIP trust, the donee spouse’s estate must
* later add gift QTIP trust property to the recipient spouse’s total taxable
estate under IRC § 2044(b) for federal tax purposes. Unde;r the DOR’s
logic, gift QTIP trust property would also be added back into the donee
spouse’s Washington taxable estate under RCW 83.100.020(12) and taxed
at the donee spouse’s death. Thus, notwifhstanding there is no
Washington gift tax, the DOR effectively creates such a tax by
automatically including IRC § 20,44(b) property in the Washington taxable
estate. The legislature cannot have intended to permit an unauthorized tax
in this manner. This is further illustration that the legislature did not
intend to automatically or mechanically irﬁpo'rt, add back and impose
Washington tax on IRC § 2044 property, but that certain exceptions apply.
Another example of the flaw in the “automatic IRC § 2044 property
incorporation” argument is the taxation of IRC § 2044 property arising
from QTIP’elections made by a non-Washington decedent’s estate for out .
of state proberty. Washington could not have imposed an estate tax on out
of state property when the QTIP election was made, so the corresponding
IRC-§ 2044 property should not be automatiéally included in the estate of |

the surviving spouse (who later dies a Washington resident).

11



Finally, the automatic incorporaﬁoh of IRC § 2044 property for pre-
Act QTIP Trusts leads to an inconsistent and unfair application of
RCW 83.100.047. Where both .the federal QTIP-electing spouse (i.e., the |
first dying spouse’.s. estate making the election under IRC § 205 6(b)(7))'
and the surviving spouse charged with resulting IRC § 2044 property died
.before May 17, 2005, neither the new Stand Alone Tax in RCW
83.100.040 nor the state QTIP election in RCW 83.100.047 would apply
Where both spouses die on or affer May 17, 2005, both RCW 83.100.040
and 83.100.047 would apply. waevér, where the federal QTIP-eleéﬁng
estate is for a spou;é who died before May 17, 2005, but the survivipg
spouse with IRC § 2044 property dieg on or after May 17, 2005, the DOR
applies one statutory section but not the other: ‘it would inipose‘the new
tax in RCW 83.100.040 but would not permit the use of the cdrrésponding
sta"ce QTIP rights under RCW 83.100.047.

Both RCW 83 100.040 and RCW 83 100. 047 should apply here or
both should not apply. To force the Marital Trusts to bear the new,
independent, Stand Alone Tax under RCW 83.100.040, but bar the same
Trqsts from the opportunity to benefit frém a separate Washington QTIP
election (or nonelection) purSuant to RCW 83.100.047 is unfair, ’ '

inconsistent, and further demonstrates that the new Stand Alone Tax was
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intended to apply only to estates where both decedents have died on or
after its May 17,2005 effectwe date.
The Nelson Estates have been deprived of the protections of RCW
'83.100.047. The DOR’s interpretation unfairly forces the effect of an
afﬂrrhative Washington QTIP election on Willidm’s Estate, and as a result
of thls forced 1mp051t1on of Washmgton QTIP treatment, William’s Trusts_
are subJect to tax at the maximum 19% tax rate under Washington’s new
- Stand Alone Tax. When Wi_lliam’s Estate made its federal QTIP election,_
“effective September 14, 2004, William’s Estate’s Washington pick up ,
tax rate was less than 4%.!7 Had ‘William’s_ EstAate.been able to choose not
to elect Washington QTIP tax treatment (as-is c_learly IIJ-ermitted per RCW _>
83.100.047 for estates of decedents dying after May 17, 2005), the
maﬁimum 4% ‘Washing'ton tax rate would have applied, and the Marital
Trust property, valued at just over $8,000,000 in the federal estate tax
return in Barbara’s Estate (as of her date of death 25 months later [see CP |
208, 109]), would not hav.e been taxed at all in her Estate under the new

Stand Alone Tax.

16 This election was made on the Estate’s timely filed (w1th extens1on) federal estate tax
return dated December 13, 2005, at a time when the effect of the Hemphill decision and
the resulting Stand Alone Tax effectwe May 17, 2005 were well known to the executors
of William’s Estate.

' In 2004, the federal state death tax credit was 75% phased out and so the maximum

rate was 75% of the maximum state death tax credit rate of 16%, or an applicable
maximum rate of 4%. See IRC § 2011 (2001), at Appendix A to this Reply Brief.
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This Court has held that all related provisions of a statute are to be
read together so as to “achievve’ a harmonious and unified statutory scheme
that maintains the integrity of the respective statutes.” State v. Chapman,
14 Wn.2d 436, 448, 998 P.2d 79 (1999); In re Personal Restraint of
' Brady, 154 Wn._App. 189,193, P.2d _ (2010). Itis also a “golden
rule” of statutory interpretation that unreasonableness of the result
produced by one among alternative possible interpretations of a statute is
reason for rejecting that interpretatioh_ in favor of another which would
produce a reasonable reéult. State v. McDougal, 120 Wn.2d 334, 351, 841 |
P.2d 1232 (1993), citing 2A N. Singer, Statutory Construction § 45.12 (4th
ed. 1984). A statute held invalid as applied is not void on its face or
incapable of valid application in other circumstances. See Foundation fOr
the Handicapped v. Dep’t of Soc. & Health Serv. of Washington, 97
Wn.2d 691, 695, 648 15.2d 884 (1982), citing 1 J. Sutherland, Statutory
Construction § 2.06 (4™ ed. 1972).

The interpretation that pre-Act QTIP trusts of decedents dying before _
May 17, 2005 are not taxable in the Washington estates of decedents |
dying on or after the enactment of the new Stand Alone Tax Act: (i)
harmoniously reconciles and unifies all of the statutory intent provisions

9 ¢

(including “prospective only and not retroactive,” “applied only to estates

of decedents dying on or after May 17, 2005”); (ii) leads to consistent
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applications of all provisions‘ of the statute; and (iii) avoids unjuét, unfair
and unreasonable results. Section 2044 préperty'aﬁsing frpm pre-Act
QTIP trusts silould be excluded from the Stand Alone Tax.'® The statute
asa Whole is preserved in this manner.

C. The Expiration of Barbara’s Terminable Life Interest on

Her Death Is Not a Transmission of Wealth that Is
Subject to Taxation by the State of Washington.

Most of the argument in the DOR’s brief is devoted to the contention
that the,re are “two transfers” in this case. The first transfer was from
Williafn C. Nelson, via his Estate, to his Marital Trusts. Theré isno
displife as to this transfer. The DOR aisol uconcedes that'Barbéra had ohly
a lifetime interest in the Trusts, which interest terminated at Barbara’s
death.'® See Resp. DOR Br.,at3 (“lifetime beneficiary”) and 26 (Ms.
Nelson’s life interes;c “extinguished”). At her death, Barbara had no
interest in the T.rus_ts..

However, the DOR alleges a “second transfer of property” from
Barbara J. Nelson at her death. This “second transfer” is a red herring

intended to confuse the court. There is absolutely no support for a second

transfer as that concept is generally applied—the death of the beneficiary

'8 Because IRC § 2044 is a federal fiction, it can also be disregarded where appropriate.
-“The [QTIP] fiction is like a scaffolding in that it can be removed with ease.” See D.
Irwin, Removing the Scdffolding — The QTIP Provisions and the Ownership Fiction, 84
Neb.L.Rev. 571, 572-(2005)

' Indeed, the DOR concedes that William’s Trusts each qualify as a “QTIP,” which
requires that the surviving spouse lifetime interest be “terminable.” See Resp. DOR Br.,
at 12, citing IRC § 2056(b)(7)(B)(i). _ ‘
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of a terminable lifetime interest (not created by the beneficiary for herself)
has never been held to be a &econd transfer of Wealth.

The Fifth Circuit explained this fundamental principle Clayton v.
Comm’r, 976 F.2d 1486, 1491-.92 (5™ Cir. 1992). The court noted that
after Fernandez v. Wiener,”® Congress created a Marital Deduction in the
Revenue Act of 1948 to equalize the disparity between community |
property anci common-law jurisdictions. Id. at 1491. The Maritalh
Deduction as applied to terminable intereSts created a problem for
Congresé, howéver,'because “[a]ﬁ interest that terminates does not
form‘part of the death estate of the surviving spouse.” (eniphasis
added). “If a terminable interest in prbperty were deductiblé in the first
estafe, such property would escape tax in the estates of bofh spouses,”
because it would not be taxable at the death of the surviving spousé. Id at
1491. This is because, by definition, a “terminable interest” is simply not
. property owned by the second spouse. |
The US Supreme Court in May v. Heiner also recognized this
' concepf. May v. Heiner, 281 U.S. 238, 243, 50 S.Ct. 286, 74 L.Ed. 826
(1930). In May, the Supreme Court held that nothing was includable in

the gross estate of an income beneficiary of a trust, even though she was

%0 Fernandez v. Wiener, 326 U.S. 340, 66 S. Ct. 178, 90 L. Ed. 116 (1945), involved the
peculiarities of Louisiana community property law, notthe extinguishment of a lifetime
beneficiary’s interest in an irrevocable trust, and does not control this case.
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the grantor of the trust as well as a beneficiary, because “at [her] death, . . .
no interest in the property . . . péssed from her fo the living; title thereto
had been definitely fixed by the trust deed. The interest therein which she
possessed immediately prior to her death was obliterated by that event.”
Id. at 243. In May, the value of the trust estate was not includable in the
decedent’s gross estate: “Indeed, this principle is so deeply entrenched in
the structure of the federal estate tax that formal judicial and
administrative pronouncéments to this effect are unnecessary and hard to

~ find.*'” See 5 B. Bittker & L. Lokken, FEDERAL TAXATICN OF

INCOME, ESTATES AND GIFTS { 125.5, at 125-11 (1993) (herein, “Bittker”);

see also, U.S. v. Field, 255 U.S. 257,41 S. Ct. 256, 65 L.Ed. 617 (1921);
Helvering v. Safe Deposit & Trust Co., 316 U.S. 56, 62 S. Ct. 444, 86
" L.Ed. 1266 (1942) (cases that construe the termination of such trusts to not

be transfers of an interest in property when the surviving spouse dies).

2l Estate tax treatises universally recognize that there is no transfer at the death of a
lifetime beneficiary of a trust that also contains a remainder interest. See R. Stephens, G.
Maxfield, S. Lind, D. Calfee & R. Smitli, FEDERAL ESTATE AND GIFT TAXATION
9 4.05[5][b], at 4-157 (8™ ed. 2002) (where A grants B a life estate in Blackacre or
lifetime beneficiary interest in a trust, subject to a remainder interest, “B has no interest
that B can transmit to others at B’s death™). This is because the death of the lifetime
beneficiary is a neutral tax event because the estate and gift taxes are exactions on the
transmissions of wealth. /d. n.51. There is no transmission of wealth by the lifetime
beneficiary whose interest terminates at death. /d. This is also consistent with the
Mertens treatise discussion of the concept of transfer cited by the DOR, which concludes
‘that “a basic element is that the decedent must have an interest in property which is
capable of transfer.” ‘See 1 J. Mertens, THE LAW OF FEDERAL GIFT AND ESTATE
TAXATION § 1.04, at 11 (1959). The beneficiary of a terminable lifetime interest has
no interest in property capable of transfer at death, and the lifetime beneficiary’s interest
is also not a taxable interest at death. Id.
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Section 2044 was created as a federal legislative fiction to serve as a
necessary counterpart for § 205 6(b)(7) in order to provide that
deductibility by the estate of fhe spéuse. creating a QTIP Trust would also
be matched with includability in the surviving spouse’s'. federal estate, by
virtue of the IRC § 2044 d'eﬁnition.22 Because the only right the surviving
spouse has is the lifetime reqeipt of income, which interest términates at
her déath, there is otherwise no inferest in the surviving spouse’s estate to
be taxed with respect to a QTIP Trust. If the termination of a surviving
spousé’s life estate were a faxable eve‘nf sténding on its own because it' ’
constituted a “s‘hifting eéonomic inferest” as th'e'DOR'says, it would have
been unnecessary fof Cohgress-to enact IRC § 2044. Thus, tﬁere is no
indepehdent, second transfer at the death of a surviving spouse who held
only a terminable lifetime bcneﬁciaﬂ interest. |

| D. A State Cannot Impose a New Tax On an Irrevocable

" Trust that was Completely Vested Prior to the Enactment
of.a New Tax. -

The holding in McGraZh 's Estate that the state cannot impose of
collect an estate tax on a pre-enactment vested right remains gobd law and
has not been ovérruled. Inre McGrath’s Estate, 191 Wash. 496, 71 P.2d
395 (1937), cert. de‘m‘ed, quhz'ngton v McGrath, 58 S.Ct. 749, 82 L.Ed.

1111. The DOR correctly notes in McGrath s Estate that the

%2 See also, Estate of Bonner v. Comm'r, 84 F3d 196, 199 (5" Cir.- 1996); Estate of
Mellinger v. Comm’r, 112 T.C. 26, 36 (1999) acq. 1999-2 CB. '
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Northwestern Mutual insurance; policies were fully vveste(_i in the
beneficiary before the enactment of the new tax law and could not be
changed by Mchath; unlike thg Union Centfal policies, which could be
| changed during MgGrath’s life or after the enactment of the new tax law.
Resp. DOR Br., at 23; McGrath’s Estate, at 502-03. Similarly ‘here,
' ‘Willi‘am’s' Marital Trusts were fixed as of the creation of fhe Tmsts,
effective aé of fhe date of his death. Barbara could not change the terms of
the Maritéi Tfusts or the class of beneficiaries during her life or at hef
death. When she died,.she had no property interesf 1n thé Trusts and
néthing to transfer. The rights of William’s Trusts were ifrevocably fixed
as of the date of his Ad'eath.

McGrath’s Estate is also distinguishable from Helvering v. Hallock,
309 U.S. 106, 60 S.Ct. 444, 84 L.Ed. 604 (1940) and Fem.andez‘v. Wiener,
326 U.S. 340, 66 S. Ct. 178, 90 LEd 116 (1945). Resp. DOR Br., at 24.
In Hallock, the grantor of property to a trust reserved a right on a B
coﬁdjtidn sﬁbsequent, ie., the possivbility of areverter. Hallock, 309 U.S.
at 115. The Supreme Court held that the reversionary interest would bé ,
| valued and included in the decedent’s gross estate. Id. at 119-20. In other
words, some interest was retained by the dec‘edent., Klein‘v. US., 283 U.S.
231, 51 S.ACt. 398, 75 L.Ed (1931), cited as supporting authorify inthe

DOR’s Motion, is also inapposite because the real property conveyed in
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Kleiﬁ “remained vested” in the grantor during his lifetime. 283 US at
233-34. In West v. Oklahoma Tax Comission, 334 U.S. 717, 68 S.Ct.
1223, 92 L.Ed. 1676 (1948), “the decedent had a vested interest in his
Osage [Native American mineral rights],” and his death caused a shifting
of intereéts. Id. at 727; Appellants’ arguments are unaffected by the
holdings-ih Hallock, Klein and West.

The DOR also cites U.S v. Mfrs. Nat’l Bank of Detroz;t, 363 U.S. 194,
80 S. Ct. 1103, 4 L.Ed.2d 1158 (1960) as support. In Bank of Detroit, a
new tax was imposed on the proceeds of life insurance policies. Id. at
195. However, even in Bank _bf Detroit the Supreme Court drew a
distinction be‘Eween proceeds allocated to premiums paid after the new tax
law and those proceeéls attributable to premiums paid before the new law,
which Wére properly excluded from incbme, because the new tax law
applied to estates of decedents dying on or after the new law. Id. at 195.

The DOR suggests that Fernandez v. Wiener’s “shifting economic

interests” extends taxation to terminable life interests in irrevocable trusts. -
This is not the law. ,F ernandez did not address the expiration of a spouse’.s
terminable lifetime interest but rather the inclusion of the entire
community in a hhsband’s gross estate on his death. Fernandez, 326 U.S.
at 348-49. The Supreme Court highlighted the idiosyncrasies of Louisiana

community property law in the 1940s, where “the wife has no control over
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© community property. She may not give it away, nor sell it, and in general,
may not bind it for the payment of her debts.” Id. at 349. The death of the
husband terminates his control over the wife’s shére, and “for the first
time” transfers to her full and exclusive possession, control and enjoyment
under Louisiana léW.B Id. at 355-56. Fi ernande; did not hold that the
surviving spouse with only a lifetime income interest has no interest in an
irrevocable marital trust to-convey on her death. In fact, the treatise cited
by the DOR concedes that, even after Fernandez v. Wiener, the modern .
concept of transfer requires “that deéedent ha[ve] an intérest in property at

"death.” 17J. Mertens, THE LAW OF FEDERAL GIFT AI\{D ESTATE
TAXATION § T.04 (1‘959). ‘Barbara had_no interest in William’s Trusts at
Bar‘bara’s death. |

Thus, McGrath ’s Estate®® remains good law. The QTIP Trust

interests created by William’s Estate were defined, fixed and vested as of

-2 To contrast, Washington law is different. Under I re Coffey’s Estate, 195 Wash. 379,
81 P.2d 283 (1938), which cited McGrath’s Estate with approval, only the husband’s
one-half interest therein may be included in his gross estate. /d at 385-86.

24 In a footnote, the DOR suggested that Japan Lines v. McCaffree, 88 Wn.2d 93, 96-97;
558 P.2d 211 (1977), specifically limited the holding in McGrath’s Estate as it pertains to
retroactive tax statutes. Resp. DOR Br., at 27 n.17. To the contrary, the 1977
Washington Supreme Court in Japan Lines reaffirmed McGrath’s Estate, holding that
“[w]e have imposed narrow and specific limits on the legislature’s broad powers in
regard to a retroactive tax” under prior cases, including McGrath’s Estate. Japan Lines,
at 96-97. The Japan Lines court said that a statute would be stricken as retroactive when
it taxed a privilege which had formerly been freely enjoyed, or changed the expectation

" of the parties. As explained in the opening of this Reply, Washington’s pickup tax,

which required a matching federal reimbursement, was repealed, and William’s Estate

had an expectation under Hemphill that it would not be burdened by a new layer of state

- tax unaccompamed by a federal reimbursement. The DOR’s new tax would i nnpose an

entirely new, unexpected tax burden.
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the date of William’s death on September 14, 2004. Barbara’s lifetime
interest in these Trusts terminated at her death, and she had therefore no
interest to shift. The legislature cannot reach back and impose a wholly
new tax on William’s irrevocable trusts.

’

E. A New Tax Cannot Be Imposed Upon a Pre-Enactment
Irrevocable Trust Under the Impairment Clause.

Washington courts have honored Washington’s Impairment Clause
by providing that “a statute may not be given retroactive effect, regardless
of the intention of fhe legisiatllre, where the effect Woulci be to interfere
‘with vested rights. Thus, a statute may not operative retroactively where "
the result wquld be to impair the obligation of a contract.” Gillis v. King |
County, 42 Wn.2d 373, 376, 255 P.2d 546, 548 (1953); f—fearde \ Seatz;le,
26 Wn. App. 219, 611 P.2d 1375 (1980); In re Heilbron’s Estlaz‘e, 14
,. Wash. 536, 45 P. 153 (1896). -

The DOR argués that the three tests of Carlstrom” are not met. See
Carlstrom v. State, 103 Wn.2d 391, 694 P.2d 1 (1985). The third test is
not applicable because a public contract is not at issue. Caristrom is
satisfied here. However, the first two tests are clearly met. First, trusts

create contractual relationships. See Farrell v. Mentzer, 102 Wash. 629,

2 «Pirst, the court must determine whether a contractual relationship exists; second, the
court must determine whether the legislation substantially impairs the contractual
relationship; third, when a state impairs its own contracts, the court must determme if the
impairment was reasonable and necessary to serve a legitimate pubhc purpose.”
Carlstrom v. State, 103 Wn.2d 391. ‘ :
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174 P. 482 (1918) (“express trusts are created by contract of the parties”);'
In re Estate of Bodger, 130 Cal. App. 2d 416,279 P.2d 61 (2d Dist. 1955)
(act of trust creation “is nothing more than a third party beneficiary
contract). Trusts havé long been held to be within the ;:onstitutional
proviéions regarding impairment of the obligation of contracts. Adams v.
Plunkett, 274 Mass. 453, 175 N.E. 60 (1931). Second, retroactive
application of the new Stand Alone Tax substantially impairs the
rélationship between the parties to Williaﬁ’s Trusts. The beneficiaries do
not receive what they are entitled to, because they are subj/ect to a tax that
did not exist upon creation of the trust.

The Impairment Clause analysis in McGrath’s Estate has not been
overruled.”® Inre McGraz‘h 's Estate, 191 Wash. 496, 71 P.2d 395 (1937).
The new Stand Alone Tax impairs the Marital Trusts’ beneficiaries’
contractual rights because they receive less than they would have received

under the pickup tax regime. Id. at 508-09; see also Blodgett v. Holden,

275 U.S. 142, 147, 48 S. Ct. 105, 72 L. Ed. 206 (1927).

% The impairment clause analysis of Coolidge was also not overruled in subsequent
cases. Appellants reluctantly acknowledge that the U.S. Supreme Court has not struck
down an economic regulation or law for violating substantive due process since 1937.
The impairment clause, however, has continued strong vitality in the same context. See
Allied Structural Steel v. Spannaus, 438 U.S. 234, 98 S.Ct. 2716, 57 L.Ed.2d 727 (1978)
(Court invalidated an attempt by Minnesota that would have expanded the existing
pension obligations of certain Minnesota employers).
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F. If RCW 83.100.040 Applies, the 2006 Regulations Must
Also Apply as Written.

As dlscussed above, if RCW 83 100. 040 apphes to pre-Act QTIP
trusts, then RCW 83. LOO 047 and the 2006 Regulat1ons should apply as

Well, and as plainly written. The 2006 Regulations correctly exclude IRC

.§ 2044 (that would include amounts for which a federal QTIP election was
previously niade) from the computation of Washington taxable estate.
WAC 458-57-105(3)(q) (2006); WAC 458-57-1 15'(2)(d) (2006) (the
“2006 Regulatidns’?). ‘Where a rule is unambiguous, a court does not
sbeculate as to its intent, nor question the _wisdofn of a particular
regulation. Multicare AMed Cir. v. Dep’t bf Soc. & Health Servs., 114
Wa.2d 572,790 P.2d 124 (1990). The DOR’s 2006 Regulations are
entirely consistent with the. “prospectisve only” vadmonitio‘n in the statute
and avoid the inconsistent inc@poration_ of IRC § 2044 as applied to pre- -
Act trusts. Hawever, if this Court determines that RCW 83.100.047 and
the 2006 Regulations do not apply to pre-Act QTIP trtisfs,_ then, as afgued
‘above, the tax under RCW 83.100.040 should ﬁot apply, either.

G. Taxmg Statutes Must be Strongly Construed Agamst the .
DOR and in Favor of the Taxpayer

‘The courts of th1s state have repeatedly held that if any doubt exists
as to the meaning of a taxing statute, “the statute must be construed most _

'stfongly against the government and in favor of the taxpayer.” Agril ink
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- Foods, Inc. v. 'Dep 't of Revenue, 153 Wn.Zd 392, 103 P.3d 1226 (2005);
.Skz' A‘cres, Inc. v. Kittitas County, 118 Wn.2d 852, 857, 827 P.2d 1000
(1992); Dep’t of Revenue v. Hoppe, 82 Wn.2d 549, 552, 512 P.2d 1094

| (1973); see also, Gould v. Gould, 245 US 151, 38 S.Ct. 53, 62 L.Ed. 211

© (1917) (“in the case of doubt [tax laws] afe construed rﬁost strongly

| against the gdvernment, and in favor to the citizen”). To the extent that

this Court concludes that the étafutes or regulétioné can be read as ﬁaving '

two meanings, the taxpayers prevail under this rule.
III. CONCLUSION
For the reasons set forth abovg, the trial court’s orders should be
revefsed; and 'summary judgment should be entered in f.avor‘ of the Estate
of Barbara J. Nelson." |

- Respectfully submitted this Q_QTH
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2000and 2001 .. .. L v $675,000
2002and 2003 <. v v e el RN $700,000

W04, 5. SO " $850,000
205 0.0 e . $950000 .
2006.pr thereafter . cel veena - $1 000,000

P,L. 107-16, § 901(a)-(b), provides.
SEC, 901, SUNSET OF PROVISIONS.OF ACT.
(? IN GENERAL.—AIl’ provisions of, and a.mendmenﬁs
e by, this Act shall not apply—

De(:) to caxable, g , or Immahon izeem begmm;lg aﬂm

< @)in the case of ﬁﬂe Vi 6 estates of decedents dyi
xzrt\)a; oe, or generahon skipplng tran.sfexs, a.fter Dec 31

v

ESTATE TAX—CREDITS AGAINST TAX

~(b) APPLICATION OF CERTAIN LAWS.—The Internal Revenue
Code of 1986 and the Employee Reh:en\ent Income Security
Act of 1974 shall be applied and administered to years,
: estates, gifts, and' trarisfers describéd in subsechon (@) as'if

‘the provisions and amefidméits’ desmbed in s\stedhon (a)
' had'nevér beén enacted. . “ :

* 1997, Taxpayer Relief Acﬁ o‘f"1997 (P.L.105-34)-
r L.105-34, §501(a)(1)(s) Co

. Amended Code Sec 2010 by redes:gnahng subsecﬁpn ()

" as subsection (d) and by inseitirig after subsecﬁon (b) @ néw

subsection (c). Effective for wfates of decedents dyirig, and
gifts made, after 12-31:97,

5T isi anotar-
(d) LIMITA’I‘ION BASED ON AMOUN'I' OF TAx—The amount of the cred1t allowed by subsechon (a)
shall not exceed the amount of the tax imposed by section 2001.

Amendments
. 1997, Taxpayer Reljef Act «of 1997, (P.L 105-34)
P.L.105-34, §501(a)()B): : .
Amended Code Sec, 2010 by redesignatinig subsection (c)
as subsection (d). Effective for estates of decedents dying,
and gifts made, after 12-31-97.

e 1990, Omnibus. Budget Reeonci]iatlon Act of
1990 (P.L. 101-508)
P.L. 101-508, §11801(c)( (19)(A)
Atnended Code Sec. 2010 by redesignating subsectum (d)
as subsection (c), Effective 11-5-90.
P.L, 101-508, §11821(b), provides:
(b) SAVINGS PROVISION.—If— :
(1) any provismn amended or ‘repealed by t}us pazt ap-
P (A) &gansacﬁon occumng before'the date of the enact-
ment of Act,

(B) any pmperty acquired before such date of enactment,
or

(&) any xtem of income, loss, deducher\, ox credit taken
into account before such date of enactment

(2) .the treatment of such transachon, or it:em
under such provision would (without reg ard to t e axaend-
ments made by this part) affect liabxhty for tax for penpds
ending after such date of enactment, " -

nothing in. fhe, amendments made by this part shall be

construed to faﬂ’ect .the - hﬁa?réent of such lt!ra?ﬂxslan:ﬁ;on, PIOp
-or, item for purposes of determinin, or fax for

;retxods ending a%ke: such date of machngent 4

* 1976, Tax Reform Act of 1976 (P.L. 94-455)
P.L. 94-455, §2001(a)(2), (d){1):

Added Code-Sec, 2010, Bffective for estates of decedents
dying after 12-81-76,

‘ SEC. 2011.

[Sec. 2011}
CREDIT FOR STATE DEATH TAXES.

{a) N GENERAL.—’Ihe tax :.mposed by secuon 9001 shall be creditéd W1th ‘the amount of any
estate, inlieritance, legacy, or succession taxes actually paid to any State or the District of Columibia,
in respect of any property included in the gross estate (not mcludmg any such taxes paid with réspect

to the estate of a person othet than the decedent).
#+ ' Amendments .

* 1976, Tax Reform Act of 1976 (P.L. 94-455)

- P.L.94-455, §1902()12)(B), ()(2):

Deleted “or Territory” in CodeSec 2011(a). ‘Effecﬁve .fox;
gifts made after 12-31- 6.

g;lumbza” Bffecﬂve for estafes of decedents dymg after

e 1958, Technical Amendments Act of 1958 (PI o

85-866)

P.L. 85-866, §102(c), (d)
Amended Code-Sec. Zﬂll(a) oy atnkmg the words " 'or any

possmon of the United States,

e . f e LA

after the wor.ds “District of, ,

"> Cautwn- Cade Sec. 2011(17), below; was amended by P'L. 107-16. For sunset provision, see P. L
. 107-16, §901, in the amendment notes.

(b) AMOUNT OF CREDIT.—

. [Sec. 2011(b)]

v

(1) In. GENERAL—Except as, provided in paragraph (2), the credit a]lowed by tl"us secﬁon
shall not exceed the appropriate amount stated in the following table: .

If the adjusted taxable estate ls:
Notover>$90,000 B

Over $90,000 but not over $140,000. . . . . Vs
Over $140,000 butnotover$240 000 e

Sec. 2010(d)

The maximun tax credit shall be:

%uths of 1% of the amount by w}uch, the'adjusted
taxable estate exceeds $40 00, sy,

$400 plus I 6% of the excess over $90 OOO
$1,200 plus 2. 4% of the excess over $140 000

Itk

g

Q

¢ 9 ¢ 9




ESTATE TAX—CREDITS AGAINST TAX

Ifthe adjusted taxable estate is: - o

Over $240,000 but not over 5440,000 ..........
Over $440,000 but not over $640,600 . . .. : ... .
Over $640,000 but not over $840,000 .", . . . . .

Over $1,0§0,000»but-not over $1,546,000 ... ... .'
Over $1,540,000 but not over $2,040,000 . . |
O;Je; $2,04'Q!OOQ but no.t over $2.,540,000 ca .
ng;' $2,540,000 but ot over $3,040,000 .. . ...
O.;Ier $3,040,006 l;ut hét c;ver $3,540,000 . .; ...
Over $3,540,000 but not over $4,040 00 ......
0ver$4 040,000 buf fiat over $5,040 060 s .
Over$5 040 000 ‘but not over $6 040,000 e .;'
Over $6,040,000 but not over $7, 040,000 ceva .
Over $7,040,000 but not over $8,040,000 . . .. .
Over 88,040,000 55t not ov'er'$9',04b,b00 e
Over $9 040 000 but not over $10 040, 000 Ve

Over $10,040 000, ;. .' .............

‘" (2 Repuction OF MAXIMUM CREDrré-

The maxintum: far credit shall be:

$3,600 plus 3. 2% of the excess over $240,000.
$10,000 plus 4% of the excess over $440,000.
$18,000 plus 4.8% of the excess over $640, 000

$27,600 plus 5.6% of the excess
oover $840,000,

$38,800- plus 6:4% of the: excess
- over $1,040,000. -°

- 870,800 plus 7.9% of the éxcess

over $1,540,000

" $106,800 plus 8% of the excess
over $2,040,000. .

$146,800 plus 8; B%Of'the exc&ss
over $2,540,000. .

$190,800 plus 9.6% of the excess

’_'-over $3,040 000

$238,800 plus 10. 4% of the excess
over $3,549,000
$290,800 plus 12.2% of the excess
over $4,040,000. . ..
$402,800 plus 12% of the excess
- over $5,040,000.
$522,800 plus 12.8% of the excess
over $6,040,000.
$650,800 plus 13.6% of the excess
"over$7040000 . . .
$786,800 plus 14.4% of the excess
over $8,040,000. _
$930,800 plus 15.2%of the excess
+ over $9; 040,000

" $1,082,800 plir the excess
over $10, 040,005 '

(A) IN GENERAL—In the case of estates of decedenfs dymiafter December 31, 2001, the

credit allowed by this section shall not exceed the applica
otherwise determined under paragraph (1).

(B) APPLXCABLE PERCENTAGE —_
« In the case of estntes of decedents dymg dur‘ing

200200

'2003...,...".:;..-,..;.’ ..... N

......................

le pertentage of the credit
/

The applicable

percentage is;

*rieeseseuo.. 75 percent

..... “eet..n.t. 50 percent
................
the term "adjusted taxable

DJUSTED TAXABLE ESI‘ATE —For’ gu.;;poses of ‘this* sechon,

' estatd” means the taxable estate reduced

Amendments
* 2001, Economiic Growth and Tax Relief Réconcil-
iation Act of 2001.(B,L. 107~ -16) . s

P.L. 107-16,.§ 531(a) (1)-(3);

Amended Code Sec, 2011(b)° c%m;mkm ”CREDH‘-—The :

cmd.1t allowed” and.insertin, erting IT~—1) IN GENERAL.—
tas"ppmwded in -P graph (2), the credit allowed”, by

mh‘xkgn 1 'oF purposes” an, i.nserhpg "(3) ADJ'USTBD TAXE.:\szil)i

ATE~For urposes” )

a new para; {z (2) Effecgve for estates of (E:ce;c,ienfs

dying after 12.3

Internal Revenue Code »

P.L. 10716, §901i)-(b), provides:
SEC. 901. SUNSET OF Pl%)OVISIONS OF ACT.
(a) IN GENERAL~—AI provisions of and ‘amendments
made by, this Act shall nof apply—
(1) to taxable lan, or limitation 'vears aftet
3 J» Y beginning

@i in the case of title V, to estates of decedents d
g(lﬁge, or generation shppmg transfers, after Decey{:gérg,éﬂls

-(b) APPIJCA’I‘ION 'OF CERTAIN LAWS ~The Intemal Revenue
Code of 1986 and the Employee Retirement Income Security

Sec: 2011(b)3)
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