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Synopsis

Decedent (Mrs. Mirowski) signed LLC documents (naming herself as the sole general manager) on August
27, 2001. On 9/01/2001, the decedent transferred 51.09% of the rights under a valuable patents license
agreement (that generated revenues of millions of dollars per year) in return for 100% of the member
interests of the LLC in which she was named the sole general manager. From 9/5/2001 to 9/7/2001 she
transferred marketable securities worth about $62 million to the LLC. On 9/7/2001, the decedent made
gifts of a 16% interest in the LLC to each of her three daughters’ trusts, retaining the other 52% interest.
The decedent retained $7.5 million of personal assets (including $3.3 million of cash and cash
equivalents) outside the LLC. The decedent retained assets to pay her living expenses and all obligations
except gift taxes on the 48% gift that she intended to make when the LLC was created, but the court
concluded that she had the ability to pay the gift taxes (with her retained cash, with loan proceeds from
amounts that she could borrow, and from distributions from the LLC attributable to royalties that the
LLC would receive).
The decedent died unexpectedly on 9/11/2001, first experiencing a significant deterioration in her
condition on 9/10. Thus, during the 16 days before the decedent died, the LLC was formed,
contributions were made to it, and the decedent made gifts of 48% of the member interests.
After the decedent’s death, the partnership distributed $36.4 million to her estate to cover gift and estate
taxes, legal fees and other estate obligations. (Following the decedent’s death, the three daughters owned
the LLC in equal shares, and they opted not to make pro rata distributions to themselves.)
The IRS argued that the assets in the partnership (including the assets attributable to the 48% interest
that was given to the daughters’ trusts) should be included in the decedent’s estate under §§2036(a)(1),
2036(a)(2), 2038, and 2035(a). The decedent retained assets for living expenses, but the IRS argued that
§§2036(a)(1) and (a)(2) and 2038 applied to the contribution of assets to the LLC, and to the 48% gifts
of the LLC interests, and that §2035(a) applied to all of the transfers. The court rejected all of those
arguments.
As to the original transfers to fund the LLC, the court determined that the bona fide sale for full
consideration applied. As to the assets attributable to the 48% gifts of LLC interests, the court
emphasized that the decedent’s death was unexpected and that there was no understanding that the LLC
assets would be used to pay gift taxes, and the estate taxes were not discussed or anticipated because no
one expected the decedent to die any time soon after the transfers. The court did not apply §2036(a)(2)
or 2038 even though the decedent was the sole general manager of the LLC at her death. Section 2035
did not apply because neither 2036 nor 2038 applied, so she never relinquished rights that would have
otherwise triggered inclusion under §§2036 or 2038.
Key Facts

The result of the case is very fact dependent, and the facts are summarized below in some detail.
(1)

The decedent’s husband died in 1990, leaving all of his estate to decedent (except $600,000
passing to a bypass trust). The estate included an approximately 73% interest in valuable patent
licenses for a medical device that he had invented.

(2)

In 1992, the decedent gave 21.78% of the patent license rights equally to trusts for her three
daughters, retaining 51.09%.

(3)

In 1999-2000, the decedent expressed the desire to provide for her three daughters and
grandchildren on an equal basis, and for the daughters to have a close working relationship.
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(4)

In May 2000, the decedent was first introduced to the concept of an LLC, and documents were
sent to her in August, 2000.

(5)

In January 2001, the decedent wore a blister on her foot during a trip to France; she developed a
foot ulcer as result of the blister and her diabetes.

(6)

In March 2001, the decedent had a surgical procedure for the foot ulcer and had various
treatments for the foot ulcer between March and August 2001. The doctors discussed various
alternatives, including amputation, but the decedent was not comfortable with amputation.

(7)

In March and July of 2001, the decedent purchased interests in several retirement communities
(suggesting that that she did think that her death was imminent).

(8)

In August 2001, there was a family meeting of the daughters where they discussed the LLC and
the decedent’s intent to make gifts of LLC interests.

(9)

Legitimate and Significant Non-Tax Purposes. Based apparently on the testimony of two of the
three daughters, the court found that the decedent was aware that “certain tax benefits” could
result from the LLC, but they were not “the most significant factor” in the decision to form the
LLC. The court found that the decedent had the following legitimate and significant purposes:
“(1) Joint management of the family’s assets by her daughters and eventually her
grandchildren; (2) maintenance of the bulk of the family’s assets in a single pool of assets
in order to allow for investment opportunities that would not be available if Ms.
Mirowski were to make a separate gift of a portion of her assets to each of her daughters
or to each of her daughters’ trusts; and (3) providing for each of her daughters and
eventually each of her grandchildren on an equal basis.”

(10)

A “legitimate, but not significant, nontax reason” was to provide additional protection from
potential creditors, including particularly divorce protection for her daughters.

(11)

On August 27, 2001, the decedent signed the LLC documents. The decedent was the sole general
manager from the time the LLC was created until the time of her death (16 days later).

(12)

On September 1, 2001, the decedent transferred the patents and her 51.09% interest in the
patents license agreement to the LLC in return for 100% of the member interests. (No person
other than the decedent made any transfers of property to the LLC.) (The patents license rights
were valuable, producing royalties of millions of dollars per year.)

(13)

On September 5-7, 2001, the decedent transferred more assets to the LLC, including about $62
million of marketable securities and cash.

(14)

Even after the various transfers to the LLC, the decedent retained about $7.5 million of personal
property assets, including $3.3 million of cash or cash equivalents. The court found that the
decedent “retained more than enough personal assets to meet her living expenses” but did not
retain enough to pay anticipated gift taxes attributable to the contemplated gifts of LLC interests.

(15)

From the outset, the decedent contemplated making gifts of interests in the LLC after creating it.
On September 7, 2001, the decedent gave a 16% interest to each of her three daughters’ trusts.
The decedent retained the remaining 52% interest in the LLC.

(16)

The daughters did not know how the decedent planned to pay the substantial gift taxes
(eventually determined to be over $10 million), but she had retained substantial personal assets,
including over $3 million in cash and cash equivalents. In addition, the decedent “anticipated
receiving as an interest holder in [the LLC] future income of millions of dollars a year attributable
to royalty payments” from the license rights that were contributed to the LLC. Also, the
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daughters believed that the decedent could have borrowed against her retained personal assets and
her retained 52% interest in the LLC in order to pay the gift tax liability. “At no time before Ms.
Mirowski’s death did the members of [the LLC] have any express or unwritten agreement or
understanding to distribute assets of [the LLC] in order to pay that gift tax liability.” There were
similarly no discussions about how estate taxes would be paid because at no time before
September 10, 2001 did the doctors, the decedent or her family expect her to die.
(17)

Despite the finding immediately above that the decedent “anticipated receiving as an interest
holder in [the LLC] future income of millions of dollars”, the court found that there was no
express or unwritten agreement or understanding among members of the LLC that the decedent,
at her own discretion, could have access to assets she had transferred to [the LLC], the right to
income from those assets, or the right to determine who can possess or enjoy those assets.

(18)

The decedent was admitted to the hospital for more treatments on her foot ulcer beginning on
August 31, 2001. However, until September 10, everyone thought that the treatments would
allow her to recover and return home. The decedent discussed with a daughter who lived in
Philadelphia that she planned to travel to her home on September 18 for a Rosh Hashanah
celebration. Another daughter left the country to attend a medical conference on September 6.

(19)

The decedent’s medical condition deteriorated significantly on September 10. The doctors
recommended amputation to avoid further complications including possible life-threatening
infections. The decedent refused, and she developed “sepsis, caused by an overwhelming infection
of the blood stream”. The decedent died the next day, September 11, 2001 [yes, that September
11].

(20)

In 2002, $36.4 million was distributed from the LLC to pay transfer taxes, legal fees, and other
estate obligations. (The decedent’s will left her 52% interests in the LLC equally to her daughters’
trusts, so they would own 100% of the LLC interests. The daughters decided not to make pro
rata distributions to themselves. “In making that decision, [the daughters] had in mind that those
members will own collectively 100% of [the LLC], in three equal shares, after decedent’s estate is
closed.”)

(21)

The estate filed a gift tax return reporting $9.7 million of gift tax. Eventually, the gift tax was
settled, increasing the value of each 16% interest from $5.7 million to $6.8 million (see footnote
36).

(22)

The estate filed an estate tax return reporting estate taxes of $14.1 million. The IRS proposed to
increase the gross estate from $27.8 million to $71.1 million and increase the estate tax by $14.2
million.

(23)

After the decedent’s death, the three daughters carried out the decedent’s intentions for them to
actively work together in managing the LLC assets, making joint investment decisions, and
managing the patents licenses and related litigation. The LLC has invested in certain investments
that would not have been available on an individual basis to the daughters or their trusts if the
decedent had transferred her assets to them separately rather than transferring the assets to the
LLC for investment as a single pool.

Holding

Sections 2036(a)(1), 2036(a)(2), and 2038 do not apply to the contribution of assets to the LLC or to the
LLC assets attributable to the 48% member interests that were given to the daughters’ trusts. Section
2035 does not apply, in light of the fact that the decedent did not relinquish any rights or powers that
would otherwise have triggered inclusion under §§2036 or 2038.
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Analysis

(1)

Burden of Proof. Neither party addressed §7491(a), and the court concluded that the resolution
of the issues does not depend on who has the burden of proof.

(2)

Application of §2036 and §2038 to Contributions From Decedent to LLC.
a.

Bona Fide Sale For Full Consideration Exception.
1.

Legitimate and Significant Nontax Reasons. While the decedent was aware of
potential tax advantages, they were not the “most significant factor” in the
decision to create the LLC. The court cited the “legitimate and significant nontax
reason” test from Bongard, and found that the decedent had three legitimate and
significant nontax reasons.
•

•

•

Joint management. The decedent wanted her daughters and eventually her
grandchildren to jointly manage the family assets, based on her family
background of working together in a family business.
Single pool of assets. The decedent wanted to maintain her assets in a single
pool for her daughters to allow for investment opportunities that would
otherwise be unavailable. Indeed, certain investment opportunities at Goldman
Sachs would not have been available if the assets had been separated among
the daughters and their trusts.
Equal provisions. The LLC assisted with the decedent’s goal of providing
equally for her daughters, and eventually her grandchildren.

[Observe that these are pretty common goals.
could apply in many family situations.]

These same reasons potentially

Creditor planning. Creditor planning was an additional “legitimate but not
significant” nontax reason, particularly providing possible divorce protection for
the daughters.
2.

Credibility of Witnesses. Apparently, the nontax reasons were established by the
testimony of two of the daughters. No documentary evidence of these reasons
were mentioned in the opinion. The IRS argued that their testimony should be
disregarded, because of their personal interest. However, the court found the
witnesses to be credible, based on their “candor, sincerity, and demeanor” as well
as the “reasonableness” of their testimonies. The court found them to be
“completely candid, sincere, and credible”.

3.

IRS Counter Arguments As to Bona Fide Test. The IRS restated some of the
standard reasons that have been cited in prior cases.
•
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Failure to retain assets for anticipated financial obligations. The court found
that the only anticipated significant financial obligation when the decedent
formed and funded the LLC was a substantial gift tax that would be
attributable to the contemplated gifts of member interests. However, there was
no express or unwritten agreement or understanding to distribute LLC assets to
pay the gift tax liability. The decedent could have (i) used a portion of her
remaining $7.5 million of personal assets that she retained, including cash and
cash equivalents of over $3.3 million, (ii) used a portion of the distributions
“that she expected to receive as a 52% interest holder in [the LLC] of the
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•

•

•

•

millions of dollars of royalty payments… that she expected {the LLC] to
receive”, and (iii) borrowed against her personal assets that she retained and
her 52% interest in the LLC.
As to estate tax payments, the court observed that at no time before September
10, 2001 did the decedent, her daughters, or her physicians expect her to die.
Consequently, “at no time did Ms. Mirowski and her daughters discuss or
anticipate the estate tax and similar transfer taxes and the other estate
obligations that would arise only as a result of Ms. Mirowski’s death”.
Lack valid functioning business operation. The court concluded that the LLC
has at all times been a valid functioning “investment operation and has been
managing the business matters related to the …patents.” Moreover, the court
rejected the suggestion that the activities of the LLC “had to rise to the level of
a ‘business’ under the Federal income tax laws in order for the exception under
section 2036(a) …to apply.”
Delay in forming and funding the LLC until shortly before death. The court
responded by noting that the decedent was not expected to die before her
health quickly and unexpectedly deteriorated on September 10.
“Sat on both sides.” The IRS repeated the statement, that has been included in
various cases (but has never appeared to be a determinative factor, but just one
of many listed by a court in what the court perceives as an abusive situation),
that the decedent “sat on both sides” of the transaction (apparently meaning
that there was no negotiation). The court responded that would eliminate
single member LLCs from the statutory exception. Furthermore, the court
noted that only the decedent contributed assets to the LLC, apparently
intimating that it is totally expected that only the sole contributing member of
the entity would make decisions about its terms.
Post-death distributions. The IRS argued that the post-death distribution of
$36.4 million keeps the transfer to the LLC from meeting the bona fide sale
exception. The court responded that her death was not expected, so the
decedent and the daughters never discussed or anticipated providing for the
estate taxes and estate obligations. Perhaps more important, the court seems to
suggest that failing to keep enough assets to pay estate taxes does not
necessarily negate the applicability of the exception:
“Moreover, we reject the suggestion … that respondent’s contention … is
determinative in the instant case of whether Ms. Mirowski’s transfers to
[the LLC] were bona fide sales for adequate and full consideration in
money or money’s worth under section 2036(a).”

4.
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Full Consideration Requirement. The court finds that the Bongard standard is
satisfied: (i) The decedent received interests proportionate to her transfers (i.e.
100% in this case); (ii) her capital account was credited with her transfers; and (iii)
on liquidation or dissolution she had the right to receive property in accordance
with her capital account.
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5.

b.

(3)

IRS Counter to Full Consideration Requirement. The IRS’s countering argument is
a twist on its “gift on creation” and its “integrated transaction” theories. The IRS
argued that because the decedent always intended to make gifts of 48% of the LLC
interests, she did not receive full consideration for her transfers to the LLC. The
IRS does not use the phrase “integrated transaction,” but that is the effect. The
court disagreed, treating (i) the transfers to the LLC in return for 100% of the
member interests, and (ii) the subsequent gifts of member interests as separate
transactions. The full consideration requirement is satisfied as to the contribution
to the LLC if proportionate interests are received in the first step.

Section 2036(a)(1) and (a)(2) and §2038 Retained Interests and Powers. The court said
that it did not have to address whether there were retained interests under §§2036(a)(1) or
(a)(2) or 2038 as to the transfers to the LLC because the bona fide sale exception applied.
(The §§2036 and 2038 issues are discussed more fully below as to the transfer of the 48%
member interests, because the bona fide sale exception does not apply to those transfers.)

Application of §§2036 and 2038 to Transfer of 48% Interests by Gifts. The court separately
analyzed the application of §§2036 and 2038 to the subsequent gifts of LLC interests. (All too
often, courts have addressed whether to include all FLP or LLC assets in the estate under §2036,
even as to assets attributable to gifts of FLP or LLC interests, without addressing how the string
statutes would apply to the gifts. Even if §§2036, 2038, or 2035 apply, one possible approach
would be to bring back just the transferred interest into the estate — i.e. the discounted LLC
interest in this situation. The court does not address that approach. However, its rebuttal to the
IRS’s lack of full consideration argument clearly recognized the initial gift and subsequent gift as
separate transactions.)
a.

Bona Fide Sale Exception Not Applicable. The court easily concludes that the bona fide
sale for full consideration exception does not apply, because these transfers are gifts, and
obviously were not made for full consideration.

b.

Section 2036(a)(1), Express Agreement. The IRS apparently argued that the decedent had
the right under the operating agreement to cause the distribution to herself of all income
and assets of the LLC, even including income and assets attributable to the 48% interests
that were given to the trusts. The IRS says there is an express agreement that the decedent
would continue to retain the possession or the enjoyment of or the right to income
attributable to the 48% member interests that were given to the daughters’ trusts because
the decedent was the general manager, and the general manager had sole authority to
manage the LLC affairs, including the authority to determine the timing and amounts of
distributions. The LLC operating agreement says that except as otherwise provided, “the
timing and the amount of all distributions shall be determined by the Members holding a
majority of the Percentages then outstanding”.
The court responds that the general manager has a fiduciary duty under state law. Also,
other provisions of the operating agreement require pro rata allocations of profit and loss
and pro rata distribution of capital proceeds from capital transactions. Furthermore, the
authority to determine the timing and amounts of all distributions was a power given to
the majority members, not the general partner.
Even as to the decedent’s authority as the majority holder of the member interests, the
section referring to determining the timing and amounts of distributions is subject to other
provisions of the operating agreement, including pro rata distribution of “cash flow”, pro
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rata allocation of profit and loss and pro rata distribution of capital proceeds from capital
transactions.
c.

Section 2036(a)(1), Implied Agreement. The IRS argues there was an implied agreement of
retained possession or enjoyment or income attributable to the 48% interests that were
given to the daughters’ trusts because of the post mortem distribution of $36 million to the
estate in order to pay transfer taxes, legal fees and estate obligations. The court responded
that the decedent’s death was not anticipated at the time of the transfers, and there was no
understanding to make LLC distributions to pay the gifts taxes or other amounts due after
her death.
The court did not specifically address what suggested an implied agreement that the
decedent somehow kept the right to receive assets attributable to the daughters’ interests,
when her own 52% interest was sufficient to fund the $36 million of distributions.
The $36 million was paid as a “distribution” from the LLC, and was not accomplished by
purchasing assets from the decedent’s estate or redeeming some of the estate interests (as
was done in the Erickson case.) Even so, the court disagreed that the post-mortem $36
million distribution evidenced an implied agreement of retained enjoyment of assets
attributable to the 48% interest that had been given to the daughters’ trusts. The court
acknowledged that there were not pro rata distributions to the other members, but noted
that was a decision by the daughters in light of the fact that their trusts would equally own
100% of the member interests in the LLC after the decedent’s estate was settled.

(4)

d.

Section 2036(a)(2). The IRS argued that the decedent kept the right to designate who
could possess or enjoy the transferred property or the income therefrom as to the 48%
interests that were given to the daughters’ trusts. The IRS points to the decedent’s right to
dispose of assets in the ordinary course of business (with the approval of the daughters),
and the decedent’s power as majority member owner to determine the timing of the
distribution of capital transaction proceeds. [Observe: The IRS does not argue that merely
being the sole general manager of an LLC results in keeping proscribed powers under
§2036(a)(2).] The court said that it rejects that argument for the same reasons it gave for
the similar argument as to the express retention of a §2036(a)(1) right under the same
general reasoning.

e.

Section 2038. The issue is whether the enjoyment of the transferred property (i.e., the gifts
of the 48% interests) was subject to a power exercisable by the decedent alone or in
conjunction with another person to alter, amend, revoke, or terminate within the meaning
of §2038(a)(1). The IRS gave the same reasons as under its §2036(a)(2) argument, and
the court summarily rejects the arguments for the same reasons as under the §2036(a)(2)
analysis.

Section 2035. Because §§2036 and 2038 do not apply as to any of the transfers, §2035(a) cannot
apply, because it only applies to the relinquishment of powers that would otherwise cause
inclusion under those sections (or §§2037 or 2042, neither of which are applicable).

Observations

(1)

Smell Test. The only way to rationalize the various FLP/LLC §2036 cases is to recognize that the
courts apply a “smell test” to avoid allowing a valuation discount in what the court perceives as
abusive case involving paper shuffling (often immediately before death) just to generate a
valuation discount. The estate in Mirowski passed the smell test — Judge Chiechi perceived that
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the family did not create the LLC just to get a valuation discount, but she believed the testimony
of the daughters that there were significant non-tax reasons for creating the LLC, even though
those reasons related primarily to how the assets would be managed after they were transferred to
trusts for her daughters.
(2)

Transfer Shortly Before Death. Most of the FLP and LLC §2036 cases have involved the creation
of FLPs/LLCs shortly before the decedent’s death. This case continues that pattern, with the
entire formation, funding, and gifting occurring within only 16 days of the decedent’s death. That
appears to be a common theme of situations that the IRS chooses to take to court. However, in
this case the court found strong evidence that the decedent’s death was not anticipated when the
LLC was formed and funded or when the gifts were made.

(3)

Significance of Tax Advantages Not Being “The Most Significant Factor.” The court found that
the tax advantages were not “the most significant factor” in the decision to form and fund the
LLC. Is that vital? What if there were “legitimate and significant nontax reasons, but tax savings
was the “most significant factor”? Would that mean that the exception could not apply? Thus
far, no court has specifically imposed that requirement.
Perhaps this principle is being applied by the courts but in a non-explicit manner. Generally
speaking, the same reasons that are recognized as “legitimate and significant nontax reasons” in
this case have been rejected in other cases that the court perceived as abusive (where the court
perceived that the parties were making transfers of almost all of the decedent’s assets shortly
before death just to get an estate tax valuation discount.) Perhaps it is the fact that the tax reason
totally dominates, that the court finds that the other nontax reasons are not “legitimate and
significant.”

(4)

Legitimate and Significant Nontax Reasons. Planners often search to find what nontax reasons
will be viewed as acceptable by the courts. This is obviously a fact intensive issue, considering all
of the surrounding circumstances. However, it is comforting to planners that the reasons that
were accepted in this case would apply in many family situations (i.e., joint management, keeping
assets in a single pool rather than dividing the assets among estate beneficiaries to facilitate
investment opportunities, and to facilitate providing equally for descendants).

(5)

Creditor Planning. The court continues the record of almost all courts in failing to find creditor
planning as a legitimate and significant reason. Unlike some cases, the court does not question
that there can be legitimate creditor planning advantages of using LLCs, but the court just finds
that on the facts of this case, that was not a significant reason.

(6)

Facilitating Gift Giving. This is the first case that has recognized that reasons to facilitate making
gifts and distributions among descendants in an advantageous manner can be a “legitimate and
significant reason” to support a finding that the bona fide sale exception applies. Bongard found
that facilitating giving was not a nontax reason under the facts of that case, and some other Tax
Court Memorandum cases have subsequently said that facilitating giving can never be a legitimate
and significant nontax reason. However, the three nontax reasons recognized in this case all relate
to being able to divide one’s assets among distributees in an effective way. None of the three
reasons directly aid the decedent during her lifetime. All three provide perceived advantages for
her children (i.e., allowing the daughters to jointly manage the assets, allowing the daughters to
have the benefit of a large single pool of assets by keeping all of the decedent’s assets in a single
pool, and facilitating equal division of the assets).
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Footnote 45 directly addresses the “facilitating gifting” issue:
“In Estate of Bongard, we did not conclude that an intention to facilitate lifetime giving may
never be a significant nontax factor. Rather, we found on the record presented there that such
an intention was not a significant nontax reason for forming the partnership involved in that
case.”
(7)

No Business Purpose Requirement. Despite their failure to convince a majority of the Tax Court
in Bongard to impose a business purpose requirement to satisfy the “bona fide sale” requirement
in the §2036 exception, some judges have continued to restate the standards of the exception as
requiring a business purpose. (For example, see the Rosen and Rector cases.) Judge Chiechi
explicitly repudiates the necessity of requiring activities that rise to the level of a “business” to
meet the §2036 exception.

(8)

No Outside Contributions to Partnership. Planners often debate whether it is better to have third
parties make contributions to the partnership. Doing so can benefit the decedent during his or her
lifetime, and may provide another nontax reason for forming the LLC or FLP. Furthermore, the
Ninth Circuit opinion in Bigelow literally required that there be a joint pooling of assets — which
would require substantial contributions by others (even though that did not happen under the
facts of that case and the court did not point out that fact.) Judge Laro’s opinion in Rector seems
to disregard the Bongard analysis of what is required to constitute full consideration, and instead
looks to whether there is a change in the underlying pool of assets or prospects for profit. That
would also seem to require outside contributions.
In Mirowski, there were no contributions from third parties, and the court still upheld the LLC
against an attack under §2036.

(9)

No Negotiations; Only One Attorney. Some courts (including the Eight Circuit in Korby) have
listed various factors supporting the failure to apply the bona fide sale exception, including
“standing on both sides of the transaction” and the fact that only one attorney represented all
participants. The court specifically rejected the “standing on both sides of the transaction”
argument in Mirowski, but it was a single member LLC. Also, no mention was made of the fact
that one attorney planned the transaction, knowing the agreement was being prepared with the
contemplation that the daughters’ trusts would quickly receive member interests by gift.

(10)

Requirement to Distribute Cash Flow. The operating agreement requires the distribution of cash
flow, which is defined as meaning cash flow after retaining reasonable reserves. Some planners
question whether that increases the likelihood of an attack under §2036(a)(1). We cannot tell
much about that from this case, because the court did not address §2036(a)(1) as to the
contributions to the LLC in light of the fact that the §2036 exception applies. However, the
existence of that requirement, rather than just giving the manager the discretion to make
distributions, appears to have helped with the §2036(a)(2) and 2038 arguments. The IRS tried to
force an argument that a power to determine the timing and amount of distributions somehow
constituted a §2036(a)(2) or 2038 power over the transferred LLC interests. The court found that
provision to be subject to other provisions of the agreement, all of which contemplated pro rata
distributions under a fiduciary duty.

(11)

Discretion to Determine Holdback For Reserves Before Distributing Cash Flow. Footnote 62
indicates that the IRS argued that the decedent had the power to determine how much cash flow
and capital proceeds would be distributed by reason of the general manager’s power to determine
reasonable reserves. The court responded, first, that the discretion in determining reasonable
reserves “was limited to establishing reserves for MFV’s liabilities and obligations and future
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expenses, debt payments, capital improvements, and replacements”. Second, the decedent’s
authority to establish reserves “was subject to the fiduciary duties imposed on her by Maryland
law”. The court found nothing in the record suggesting that the decedent would have established
reserves in violation of those duties. The court concluded that the decedent’s power “as general
manager to establish reserves as specified in MFV’s operating agreement did not give Ms.
Mirowski an interest or a right described in sec. 2036(a)(1) (or sec. 2036(a)(2))”.
(12)

Decedent as Sole General Partner. Planners generally avoid having the decedent serve as the sole
general partner. However, that did not prevent a taxpayer victory in this case. In fact, the IRS
did not even seem to argue that merely being the sole general manager (or the sole general partner
in an FLP context) itself would be sufficient to invoke §2036(a)(2) or 2038. The court
emphasized the limitations on the general manager’s powers under the agreement and emphasized
the fiduciary duties that applied to the general manager under state law. However, until there is
more specific and general repudiation of Judge Cohen’s reasoning in the Strangi Tax Court
opinion, cautious planners will continue to be sensitive about having clients serve as the sole
general partner of an FLP or manager of an LLC.

(13)

Anticipated Distributions of LLC Income. Planners often ask if the entity should be able to
distribute income receipts, similar to the way that the decedent would be able to receive dividends
from stock that the decedent purchases. Some courts have pointed to the fact that some
distributions were made to the decedent as reflecting an implied agreement of retained beneficial
enjoyment of the FLP assets. In this case, the court specifically acknowledged that the decedent
anticipated receiving distributions attributable to her share of the millions of dollars of royalty
payments that would be made each year to the LLC. The court used that as supporting that the
decedent had a method for paying anticipated expenses when the LLC was formed (i.e., the large
gift tax liability) without having to access capital of the LLC.
However, planners cannot rely being able to expect distributions of LLC income without
impacting the determination of an implied §2036(a)(1) right to beneficial enjoyment, because the
court did not reach the §2036(a)(1) analysis as to the contributions to the LLC. (The court only
discussed §2036(a)(1) as to the gifts of member interests, where the issue is whether there was an
implied agreement to receive distributions of income or other assets attributable to the interests
that had been transferred by gift.)
Nevertheless, it is an interesting situation that the court found that the decedent in this case
anticipated receiving substantial distributions of income from the LLC, yet the LLC still passed
muster under §2036 (albeit because of the §2036 exception).

(14)

Not Retaining Enough Assets to Pay Anticipated Liability Directly From Retained Assets. A
standard §2036 argument by the IRS is that the decedent did not retain sufficient assets to pay
living expenses and other anticipated expenses. Here, the court said that the decedent did retain
enough assets to provide for her living expenses, but did not retain enough assets to pay directly
for her anticipated gift taxes. The court pointed to the facts that (i) there was no understanding
that the LLC would make large distributions so that she could pay her gift taxes, and that (ii) she
had other means of coming up with funds to pay the gift taxes, including anticipated large
distributions from the LLC itself from royalties that would be paid to the LLC.
As with post-mortem distributions to pay estate taxes (discussed immediately below), the case will
be cited by planners as rebutting the Erickson and Rector citations by IRS agents that use of FLP
assets to pay transfer taxes creates an implied §2036 retained right.

Bessemer Trust

10

Again, keep in mind that the case does not directly hold that distributions to pay gift taxes cannot
evidence an implied agreement of retained enjoyment in assets contributed to the LLC — because
the court did not address whether there was a retained enjoyment under §2036 as to contributions
to the LLC in light of the fact that the §2036 exception applied.
(15)

Post Mortem Distributions to Pay Transfer Taxes, Legal Expenses, and Estate Obligations. There
are reports that IRS agents are now scouring FLP records to determine if any FLP assets have been
used post mortem to pay estate taxes, in light of the Erickson and Rector cases. Erickson involved
a situation where the FLP purchased estate assets and redeemed some of the estate’s FLP interests,
rather than having distributions of FLP assets to the estate, and the court relied primarily on the
post mortem use of FLP assets to find the existence of an implied agreement of retained enjoyment
under §2036. The court reasoned that people know they will eventually die and that there will be
obligations after their deaths, so planning to use FLP assets to satisfy anticipated liabilities after
one’s death is a §2036 retained right. While Mirowski does not hold that post mortem use of
LLC asset to pay estate taxes is not a §2036 retained right (in light of the fact that the §2036
exception applies so the court did not address §2036(a)(1) as to the contributions to the LLC), it
is nevertheless an indication that post-mortem use of FLP/LLC assets to pay estate taxes is not
necessarily fatal under §2036.

(16)

Post Mortem Continuation of LLC to Carry Out Decedent’s Goals. Perhaps an important factor
in the court’s perception that there were non-tax reasons for the LLC is that after the decedent’s
death the daughters actively worked together to manage the LLC assets, to make joint investment
decisions, and to manage the patents licenses including related substantial ongoing litigation.

(17)

Repudiation of “Integrated Transaction” Argument. The IRS has on occasion made the argument
(for example, in Senda) that funding of an FLP must be coupled with the intention to make gifts in
an integrated transaction analysis to treat the transaction as an indirect gift of the assets
themselves. The IRS made a variation of that argument in Mirowski by saying the intention to
make gifts meant that the transfer was not for “full consideration” and did not satisfy the §2036
exception. The court specifically rejected that approach, treating the transfer to the LLC and the
subsequent gifts as two separate transfers for purposes of determining if full consideration was
received.

(18)

Glitch In Income Tax Reporting Is Not Fatal. Footnotes 32 and 46 indicate that the income tax
return for 2002 (when the LLC made a large distribution just to the decedent’s estate to pay the
transfer taxes and other estate expenses) erroneously reported that the distribution was charged
against the respective capital accounts of the members on a pro rata basis. The court merely
observed that the record did not indicate why the return contained that error, but concluded that
it did not find “that error to be a material factor in our resolving the issues presented”.

(19)

Coloring of the Facts. As with most of the FLP cases, reading the court’s summary of the finding
of facts clearly telegraphs which side will win. It was readily apparent reading the court’s
summary of the facts in Mirowski, before getting to the substantive opinion, that the taxpayer
would win the case.

(20)

Section 2036 Exception Applies If It Is Discussed First In The Opinion. Some planners have noted
that if the §2036 bona fide sale exception is discussed in the opinion before the retained interest
issue, the court finds that the exception applies. If the court first discusses the retained interest
issue, it will ultimately find that the exception does not apply (and the court finds the existence of
retained §2036 rights because courts seem to apply the same general standards for determining
the existence of a bona fide transfer and the existence of an implied agreement of retained
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enjoyment.) That pattern continues with this case. The exception is discussed first, and the court
finds that it applies.
(21)

Appealable to Seventh Circuit. One of the two personal representatives resides in Indiana
(appealable to the Seventh Circuit) and the other resides in the United Kingdom. Presumably,
appeal will lie to the Seventh Circuit (if the IRS chooses to appeal the case).

Copyright © 2008 Bessemer Trust Company, N.A. All rights reserved.
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PROTECT YOUR PET’S FUTURE
PET TRUSTS AND PET PROTECTION AGREEMENTS

Rachel Hirschfeld, Esq.
"The greatness of a nation and its moral progress can be judged by the way its
animals are treated." Mahatma Gandhi (1869-1948)

People live longer, have more pets and treat them more like family than ever
before. Americans 65 and older hold $15 trillion in assets,1 the most in history for that
age group. Approximately seventy-five million dogs and eighty-eight million cats are
members of U.S. households.2
Pets are a central and vital part of their owners’ lives. According to one
survey, over two-thirds of dog and cat owners consider their animal companions
members of their family,3 and it is not uncommon to find animals listed in obituaries
among a deceased's surviving relatives.4 Just five years ago, sixty-four million
American households owned at least one pet; today, that figure is seventy-one
million.5 In 1998, thirty-four percent of dogs slept in the same bed as their owners;
today, that figure is forty-two percent.6 Americans now spend $41 billion a year on
their pets and that number is expected to reach $52 billion in the next two years.7

It is statistically established that seniors and people with health issues derive
substantial benefits from their pets.8 For example, owning a pet can lower blood
pressure, increase exercise and circulation, reduce anxiety, boost mental acuity, and

enhance opportunities for social interaction.9 Pets are also a distraction, so they can
reduce the owner’s stress and loneliness by causing the owner to focus attention on
the pets needs.10 Furthermore, it is well documented that the presence of pets in
nursing homes increases the longevity of residents.11

Despite four significant trends — the aging of the U.S. population, the increase
in pet ownership, the growing importance of pets in their owners’ lives, and the
increased spending on pets — pet owners often do not consider what will happen to
their pets if their owner dies or becomes disabled. The consequences of an owner’s
failure to provide for a pet’s continuing care can be stark. Too often, the pet will end
up in a shelter, where, at best, it will not receive the care the owner would prefer; at
worst – and in most cases –the pet will be euthanized.12 In view of these grim facts,
the Humane Society of the United States encourages pet owners to consider the
consequences of failing to adequately provide for their pet.13

Many older people do not have pets because they are concerned about who
will care for their pets if they become disabled or should their pet survive them.
Often, older people would like to have a pet and would benefit from acquiring one or
keeping the one they already have. If potential pet owners knew that there were
methods of arranging for the security of their pets, they might feel more comfortable
acquiring a pet.

In a perfect world, more seniors would adopt from animal shelters, thus
helping to reduce the existing pet overpopulation crisis in this country. Many times,
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when older animals with shorter life spans arrive in shelters, they have a lesser
chance of adoption than puppies and kittens, despite the fact that mature animals
may already be socialized and housetrained. Mature animals are often ideal
candidates for older people whose lives could be greatly enhanced by the presence
of an animal companion.

Although, in some families, the pet is a valued member of the household and
the children, or some other relatives or friends, will continue to care for the pet, in
others, there may be no family members left, or no one who wants to be bothered
caring for the pet. Even where a friend or family member offers to care for a pet in
the event of the owner’s disability or death, the owner may feel more secure having a
legally enforceable instrument.
Until recently pet owners encountered many legal barriers when trying to
provide for their pets care after the owner’s became unable to care for their pets.
Fortunately, recent statutory developments in most states have removed those
obstacles.
Pet owners can now create legally recognized and enforceable instruments
that provide care for their pets in the event of the owner’s disability and / or death.
This article explains how estate planning practitioners can guide their clients in the
creation and use of pet trusts and pet protection agreements14, as well as how to
draft wills with enforceable provisions concerning the care of animal companions.

Finally, this article alerts practitioners to specific considerations when drafting
pet trusts, including how a pet trust is taxed.
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The article concludes with some observations about the important role that pet
trusts and pet protection agreements can play in helping elderly or disabled owners
and their pets remain together, ensuring that the pets are well cared for, and
establishing procedures for legally transitioning pet ownership.

Law Governing Estate Planning for Pet Owners, Past and Present

There is a growing interest among pet owners to provide for the care of their
pets in the event of the owner’s disability and/or death. Though estate planning for
pets is by no means a new development, pet owners’ attempts, over the years, to
provide for their animal companions, were generally unsuccessful.15 A basic
understanding of the historical barriers to effective estate planning for pet owners
illuminates the purpose and function of the tools today’s pet owners can use to
ensure their pets’ continuing care.

Cases
Courts have employed various legal theories to void testamentary or inter
vivos gifts for the benefit of pets. Courts have also frustrated the intent of many pet
owners by holding that a direct gift to an animal is void because pets are classified as
property, and property cannot legally own property.16 The same reasoning applies to
trusts in which pets are named as beneficiaries of funds or property.17 Generally, only
a person or a legal entity that is identified or definitely ascertainable may be the
beneficiary of a trust. Hence, it logically follows that, since a pet cannot hold title to
property, it also may not be a trust beneficiary.
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Another impediment to effective estate planning for the care of pets is the trust
law requirement that a beneficiary be able to enforce the terms of the trust. Although
an exception to this requirement is made for charitable trusts, courts have
traditionally distinguished a gift for the benefit of a specific animal from a gift for
animals generally, and they have refused to enforce the former.

One enterprising pet owner tried to avoid these constraints by simply
contracting with a friend to care for her dog after the owner’s death. However, the
court refused to sanction the arrangement and held that the decedent’s written care
instructions, which were accompanied by a check to be cashed after the decedent’s
death, were not a valid contract because the checks recipient, the pet’s guardian,
had not signed the instructions or furnished any consideration.18

Although courts in a few scattered cases had found valid some attempts to
ensure pets’ continuing care, courts usually stopped short of concluding that the
arrangements were legally enforceable. One significant obstacle to effective estate
planning for pet owners is the Rule Against Perpetuities, which requires that a trust
be measured in human lives. As a result of this prohibition, many early decisions
involving trusts established to protect animals held that the trusts were only honorary,
meaning they were technically unenforceable. Since the pet guardian might not carry
out an honorary trust, the pet remained vulnerable. In a similar vein, some courts
have held that restrictions placed on a gift for the benefit of a pet were merely
precatory and thus, by definition, not binding.19
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In a few cases, courts have found that pet owners validly created gifts to
human beneficiaries that were conditioned on the pet guardian taking proper care of
the owner’s pet. However, the favorable legal conclusion was often an empty victory,
since, in most of these cases, the pet died before, or very shortly after, its owner, and
no one was ever actually called upon to care for the pet.20

Development of Laws

In 1990, the National Conference of Commissioners on Uniform State Laws,
faced with court decisions that almost universally held that pet owners’ attempts to
provide for the care of their pets after the owners’ death or incapacity were either
invalid or legally unenforceable, changed the Uniform Probate Code (UPC) to permit
pet trusts.21 Section 2-907 of the UPC was designed to authorize “a trust for the care
of a designated domestic or pet animal and the animal’s offspring.”22 The section (as
amended in 1993) provides, in relevant part:
(b) [Trust for Pets.] Subject to this subsection and subsection (c), a
trust for the care of a designated domestic pet animal is valid. The trust
terminates when no living animal is covered by the trust. A governing
instrument must be liberally construed to bring the transfer within this
subsection, to presume against the merely precatory or honorary nature
of the disposition, and to carry out the general intent of the transferor.
Extrinsic evidence is admissible in determining the transferor’s intent.23
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A number of states have adopted the UPC24 in whole or part and have made
the trust valid for the lifetime of the pet or its issue. Other states provide for
termination after 21 years or when a living animal is not covered by the trust,
whichever occurs earlier.25

Other states have based their legislation guaranteeing the validity of pet trusts
on the Uniform Trust Code (UTC), which was adopted in 2000.26 Section 408 of the
UTC allows a trust for the care of an animal and authorizes courts to appoint
someone to enforce the trust27:

(a)

A trust may be created to provide for the care of an animal
alive during the settlor’s lifetime. The trust terminates upon
the death of the animal or, if the trust was created to provide
for the care of more than one animal alive during the settlor’s
lifetime, upon the death of the last surviving animal.

(b)

A trust authorized by this section may be enforced by a
person appointed in the terms of the trust or, if no person is
so appointed, by a person appointed by the court. A person
having an interest in the welfare of the animal may request
the court to appoint a person to enforce the trust or to remove
a person appointed.28

In total, thirty-eight states and the District of Columbia have enacted specific pet trust
statutes, and pet trust bills are pending in five states.29
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Providing for a Pet in the Event of the Owners’ Disability or Death

Lawyers who practice estate planning generally have an intake questionnaire
that they use to collect relevant information about their clients. For example, the
questionnaire may ask whether the client is married and has children, elders or
others who depend on the client. Practitioners should add the question “Do you have
a pet?” to this list. Most lawyers do not think to ask this question. They also do not
ask this question because they fear that if their client answers “Yes, I care about the
welfare of my pet. Please protect my pet,” they will not know how to secure the
client’s pet’s safe future. However, when clients discover that their attorney cares
about all aspects of their lives, they will be more loyal as clients and more likely to
send referrals.

During the estate planning process, many pet owners and their attorneys write
a will to pass the pet at the owner’s death, but they often overlook the possibility that
the pet owner may become incapacitated and thus unable to provide adequate care
for the animal companion during the owner’s lifetime. The goal of planning for
disability is to execute legally enforceable documents that avoid costs, delays, and
ambiguity.

Regardless of what instruments are used to accomplish this goal, the
documents must give authority to appointed agents to act. However, as a general
proposition, the drafter of any pet documents should avoid using the word
“incapacity” because a pet owner may become unable to properly care for a pet, yet
not legally be incapacitated as defined in guardianship statutes. For instance, a dog
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owner may want the pet guardian to assist in caring for the dog if the owner cannot
climb the stairs outside his home numerous times each day. An arthritic greyhound
owner may want the pet guardian to begin acting in a limited role when the owner
can no longer adequately exercise the dog. Another owner may want the pet
guardian to act when the owner has difficulty remembering whether or not she fed the
cat.

If the document uses the word “incapacity” to describe the owner’s possible
mental state, it may trigger, or be used as evidence in, a guardianship proceeding.
The documents might instead provide that the pet owner is deemed unable to care
for their pet if and when two licensed physicians, who are independent of each other,
or two named family members or friends, determine that the owner is not able to
manage the pet’s care because of a physical deterioration. Additionally, the pet
owner should be allowed to begin the enforcement of the pet trust and/or pet
protection agreement at any time.

It is important to keep in mind that a will operates only after a pet owner’s
death, while a health care proxy and power of attorney operate only before a pet
owner’s death.

By contrast, pet trusts and pet protection agreements operate, both, during the
pet owner’s life, including any period of disability or incapacity, and after the pet
owner’s death.
Pet Trusts
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A pet trust allows the pet owner to provide detailed instructions for the pet’s
care and direct the management and disbursement of trust funds, throughout the
pet’s life, which can vary in amounts and stages. Although funds are optional, any
funds transferred to the trust during the owner’s lifetime could stay in trust for the
benefit of the pet at the owner’s death. Additionally, the trustee, in his fiduciary
capacity, has a legal obligation to carry out the terms of the trust.

A further benefit of establishing a pet trust is that the trust funds will not be
subject to probate. As a result, the funds in the pet trust will not be considered when
determining probate fees; disbursement of funds for the pet’s care will not be delayed
by the fact that the funds are controlled by the executor of the owner’s estate; and
the terms of the trust will remain private.

Moreover, a pet trust can actually help to keep the pet owner and pet together,
whether the owner requires in-home care or moves to an assisted living facility or
nursing home.
In order to both encourage compliance with the pet owner’s wishes while the
pet owner is alive, and increase the likelihood that more and more facilities will begin
(or continue) to allow pets to stay with their owners, pet owners should strongly
consider leaving a portion of the property that remains in the trust (and even for use
during the pets life or after the pet’s death) pro rata to any facilities that keep the
owner and pet together during the owner’s disability and until the owner’s death.
Pet Protection Agreements
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The Hirschfeld Pet Protection Agreement,™ created by Rachel Hirschfeld,
Esq., is a legally enforceable written agreement between a minimum of two
individuals or entities: the pet owner and the pet guardian or pet guardian
organization. A pet owner can complete a pet protection agreement online at
www.mypetprotection.com, with or without the help of an attorney. Attorneys may
decide to use the pet protection agreement as an office form.
The pet protection agreement provides unlimited space for instructions
regarding the pet’s care as well as designating service providers, successor pet
guardians, and a trust protector. The pet protection agreement urges the pet owner
to name a shelter, sanctuary or rescue group as a retirement home that will take care
of the pet upon the owner’s disability or death in the event that neither the pet
guardian nor the successor pet guardian are able to fulfill that role.30 The goal is to
ensure that every pet who has found a loving home has a secure future.

Although there is no obligation to provide funds for the pet’s care, it is prudent
to do so. Funds are usually set aside by means of a one-time payment that can be
made at the time the pet protection agreement is signed or after the owner’s disability
or death.

Health Care Proxies

A health care proxy is valid only during the owner’s lifetime. The health care
proxy agent is permitted to access medical records which helps determine the
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owner’s inability to care for their pets and launches the period of the pet guardian’s
responsibilities. The health care proxy should include notice of the existence of all pet
documents and pets. Often, in the midst of caring for the patient, the caregivers and
health care proxy agent need to be reminded that there are also animals that need
care.

It is advisable to laminate the health care proxy instructions on a wallet-sized
emergency notification card, and to include the sentence, “I have pets at home that
need care.” If there are multiple pets, the owner may want to specify the number and
include a description to ensure that all pets are located.

Powers of Attorney

A power of attorney is used to delegate financial authority to another during
one’s lifetime. A pet owner’s agent should be given the authority and directions to
deal with the pet and to expend funds to provide the pet with the desired level of
care. The power of attorney may also give the agent authority to draft and fund pet
documents. This language provides an additional reminder of the existence of a pet
trust and/or pet protection agreement and the need to provide pet care. Attorneys
can consider adding the following language to a power of attorney:
I, (Name of Owner), do hereby appoint, my (Relationship,
Name, Address and All Telephone Numbers of Agent) my
attorney-in-fact; TO ACT:
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FIRST: In my name, place and stead in any way which I
myself could do if I were personally present with respect to
the following matters, to the extent that I am permitted by
(State) law to act through an agent:
“to care for any animals I have and to follow the instructions
in a pet trust or pet protection agreement, if I have one;
to prepare a pet trust or pet protection agreement if I do not
have one or if the one I have has expired or is otherwise not
valid;
to expend funds for the care, safety and maintenance of my
animals; and
to place my pets with temporary or permanent guardians if
appropriate.

Wills

A “statutory pet trust” is a trust that is initiated by mention in a will. The
statutory trust is a barebones plan that does not permit the pet’s owner to leave any
instructions regarding the pet’s care. Nor does it allow the pet owner to direct how
funds should be spent for the care of the pet. What it does do is trigger a pet trust
according to state law. Thus, a provision in a will stating: “I leave the sum of $1,000 in
trust for my dog, Soupbone’s, care” could trigger a statutory pet trust. Thirty-eight
states and the District of Columbia have pet trust statutes. 31
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It is clear that merely including a bequest for the care of a pet in a will neither
adequately, nor legally, ensures that the pet will be cared for in accordance with the
owner’s wishes after the owner’s death.

Additional Planning Devices

A pet owner may use additional planning devices to ensure the proper care of
a pet. Pets may be overlooked in the tumult that accompanies a person’s
unexpected illness, accident, or death, or during natural or manmade disasters.32 In
some instances, pets may be discovered in the home, lonely and hungry, days after
the initial event. Owners can take steps to prevent this from happening.

Identify and Notify the Pet’s Community

Identify a community of friends, family and shelters, sanctuaries and / or
rescue groups for the pet in a pet trust. Name as many people as the owner knows
who love animals in the pet trust and/or pet protection agreement. List their contact
information, with permission, and distribute the pet trust and/or pet protection
agreement to some of them.

The owner could choose from a few who agree to serve as emergency pet
guardians or successor pet guardians if something unexpected happens to the
owner. The owner could give one or two of these individuals’ keys to the home, pet
feeding and care instructions, and perhaps copies of the pet trust and/or pet
protection agreement. Both documents contain information about whom to call and
what to do for the pet, so that the pet has an easy waiting period or transition.
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Pet owners could also open a small savings account with a pet guardian as a
co-signator to ensure immediate care for pets in the event of an emergency.33 The
easy availability of these funds will help facilitate transporting the pet to the pet
guardian or vice versa.

Additionally, a pet owner should make sure that neighbors, friends and
relatives know how many pets there are as well as the names and contact numbers
of the individuals who have agreed to serve as emergency guardians.34 Pet
guardians will know how to contact each other because this is detailed in the pet trust
and/or pet protection agreement.

Emergency Notices

Owners should post removable “in case of emergency” notices on doors or
windows specifying how many and what types of pets they have. These notices will
alert emergency response personnel during a fire or other emergency. This is
essential because pets may escape or hide during emergencies. The notice should
also list emergency contact names and phone numbers and reference a pet trust
and/or pet protection agreement. Because pets need daily care and will need
immediate attention if the owner becomes disabled or dies, it is critically important to
make arrangements to identify and care for pets under these circumstances.

What Tax Issues Arise as a Result of a Pet Trust?

There are income, gift and estate tax rules applicable to pet trusts.
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Income Tax Rules

In general, the receipt of funds and other property (i.e., pet animal) by gift,
bequest, devise, or inheritance is not income which is subject to federal income
tax.35 This means that when the pet and/or caretaking funds pass to the guardian or
a trust for the care of a pet, they will not be taxable to the recipient. However,
interest and dividends earned on the caretaking funds are subject to income tax.
Specifically, we need to address the income taxation of income earned on
caretaking funds held in a pet trust. Generally, trust income is subject to income tax
at graduated rates that mirror those of individuals.36 However, unlike individual
taxpayers who typically do not pay income tax at the highest marginal rate until their
income exceeds $336,550,37 trust income is subject to income tax at the highest
marginal rate when it exceeds $10,05038 which is a disadvantage to holding funds in
trust.39

Some commentators believe that a pet trust is subject to a more favorable

tax rate (i.e., married filing separately), but based upon this author’s analysis of
Revenue Ruling 76-486 it would appear that pet trusts are subject to the regular trust
income tax rates.40
Nevertheless, a pet trust is not taxable on trust income (other than capital
gain) to the extent it is distributed to the pet’s guardian; instead, the distribution is
deductible by the trust and taxable to the guardian. When all is said and done, either
the trustee or the guardian pays the income tax on trust income depending on
whether trust income is accumulated or distributed each year.41 If the pet owner’s
intention is to make the guardian whole for any tax liability associated with trust
distributions, this needs to be taken into account when distributions are made.42
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What if the pet, rather than a guardian, is the trust beneficiary? The IRS does
not recognize a pet as a trust beneficiary and, so a pet cannot be taxable on trust
distributions that it receives.43 In addition, the guardian of the animal cannot be
charged with the tax liability because the guardian serves only as an agent of the
animal and does not consume the distributions for his own benefit (similar to a court
appointed guardian of a minor or incapacitated person).44 This could have created a
lucrative tax loophole if no one (neither the pet nor its guardian) was subject to
income tax on the trust income paid to or for the benefit of the pet.45 The IRS quickly
recognized the problem, and in Revenue Ruling 76-486 held that an enforceable pet
trust established under a state statute is taxable on all of its income, regardless of
whether any distributions are made for the benefit of the pet beneficiary.46

What are the tax ramifications if the pet is considered an asset of the trust,
rather than a trust beneficiary indirectly through its guardian?

If the pet is

considered a trust asset, perhaps an argument could be made that any expenditures
for the pet’s care are deductible trust administration expenses which would reduce
the trust’s taxable income. IRC §212 allows a deduction for ordinary and necessary
expenses incurred: (a) for the production of income; (b) for the management,
conservation, or maintenance of property held for the production of income; or (c) in
connection with the determination, collection, or refund of any tax. The
accompanying regulations also state that a trustee may deduct expenses incurred “in
connection with the performance of the duties of administration.” In practice, trustee
fees and professional fees (i.e., attorneys, accountants, and tax return preparation)
are clearly deductible; but expenditures incurred for the care of a pet, which is not an
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income-producing asset and is not inextricably related to the normal business of
administering a trust, are probably not deductible.

Gift, Estate and Inheritance Tax

Under the current federal gift and estate tax law, a taxpayer may, through a
combination of taxable gifts made during his life or at death under his will, transfer a
certain amount of cash and/or property to heirs without incurring federal gift or estate
taxes. Under the current statute, for gift tax purposes, this exempt amount is one
million dollars. For estate tax purposes, the exemption is currently two million dollars,
but will rise to three and one half million dollars in 2009; in 2010, the estate tax is
repealed, only to return again with a one million dollar exemption in 2011. Many
estate planners posit that there will be some change in the law prior to 2010.

Within this general framework, it should be noted that any amount passing to a
pet trust by reason of the settlor’s death will be subject to estate tax. In Revenue
Ruling 78-105, 1978-1 CB 295, the IRS ruled that no portion of an amount passing to
a valid trust for the lifetime benefit of a pet qualifies for the charitable estate tax
deduction, even if the remainder beneficiary is a qualifying charity.47

The amount passing to pet trusts is not subject to state inheritance tax. In In re
Seabright’s Estate,48 the issue was whether an honorary trust was subject to Ohio
inheritance taxes. In that case, the decedent bequeathed one thousand dollars for
the care of his dog, which was to be paid to the dog's guardian at the rate of seventyfive cents per day. In determining the inheritance tax due, the trial court found that
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the Ohio inheritance tax statute did not authorize the levy of a tax upon property
passing to or for the use of an animal and therefore the bequest to the dog was not
taxable. However, any funds remaining at the dog’s death was taxable in the hands
of the remaindermen. The appellate court held that it could not levy a tax on the
bequest intended for the care of the dog since it was not property passing for the use
of a "person, institution or corporation."

Drafting a Pet Trust

As a structured, legally-enforceable instrument, a pet trust is the best tool to
ensure that a pet will remain with its owner through the owner’s disability; receive
care in strict accordance with the owner’s wishes; control detailed expenditure of
funds for the pet’s care; and invest funds with a view toward growth of principal for
future use for the pet, heirs and possible charitable contributions. Accordingly, there
are many issues to consider when drafting a pet trust.

Identifying the Pet Beneficiaries

First, in order to ensure positive recognition, the pet trust should identify the
pet in detail by color, size, shape, breed (or mix thereof), markings, any other salient
physical characteristics (such as eye color), habits and personality so as to permit
third parties to identify the pet. In some cases, merely recognizing the pet by unique
physical attributes is sufficient. In other cases, the pet may not be distinguishable
from other animals of the same species. In either case, the owner should consult a
veterinarian about implanting a microchip; applying a tattoo; or obtaining a DNA
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report. Such precautions are relatively inexpensive and are also useful if the pet is
lost, stolen, or involved in an attack (pet on pet or pet on human). Avian DNA testing
is helpful in gender determination, because it is a non-surgical tool used by
veterinarians, breeders, and bird owners who otherwise cannot determine the gender
of their bird by its physical appearance or characteristics. Finally, these precautions
can help prevent the pet’s guardian from replacing the original pet with a new one so
as to fraudulently extend rights to trust distributions or benefits.
Including “future pets” in the terms of the trust saves the effort of having to
formally amend the trust or create a new trust whenever a new pet enters or leaves
the picture.
Financial Considerations: Funding the Trust and Making Distributions
Some owners may have questions regarding the appropriate amount to leave
for the care of a pet. The answer depends on various factors, including the type of
pet, pet’s age, health, lifestyle, estimated lifespan (an especially important
consideration for species with a long lifespan such as certain birds and reptiles), as
well as the total number of pets covered by the pet trust. The amount of funds also
depends upon how much care the owner wishes the animals to receive if, for
example, the animal is diagnosed with a serious illness such as cancer, diabetes, hip
dysphasia, or other ailment. The owner should specify the level and duration of
treatment that the pet should receive, as well as the preferred veterinarian or animal
hospital. The pet owner may also wish to consider cremation, burial, and memorial
expenses.
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Pets can be expensive even where there are no emergencies: owners should
consider the cost of pet food, grooming, routine veterinary care, boarding and kennel
fees, sitters and walkers, toys, travel and mode thereof,49 cost of living and inflation,
and even reimbursement for extraordinary expenses such as the installation of a
fence around the pet guardian’s property. The pet owner should also determine who
will receive compensation for caring for the pet.
Practically speaking, as the amount of caretaking funds passing to the trust
increases, so does the likelihood that disgruntled heirs will challenge its terms.
Because state statutes permit the court to reduce the amount of property transferred
if it substantially exceeds what is required for the intended use,50 a pet trust should
explain, in detail, the reasons for leaving a sizable amount for the pet’s care. The
owner may want to cite examples of the owner’s expenses for the care of the pets;
stipulate that the owner desires to provide the pet a luxurious lifestyle – spell out what
that means; and specify that trust funds should be used to provide medical care such
as open heart surgery. As long as the amount transferred to the trust is fully justified
and beneficiaries are named for the remainder, the court will probably leave the trust
untouched.

It is important to identify other assets to be used to care for the animal
companion. While it may seem like common sense to say that the “cage should go
with the bird,” the scope of assets to be used for the care of the pet may be, in the
eyes of many pet owners, much broader and of greater value (for example, the owner
may wish to leave the house in which the pet presently resides for the continued use
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of the pet guardian and pet). The drafter should not assume anything and should
make these provisions as clear as possible.
There are a number of ways to structure distributions. The easiest way is to
provide that a flat amount be paid on a periodic basis with additional funds “as
needed.” If the pet owner simply leaves a set amount to be disbursed regularly, and
if the amount is too small, the pet guardian may not have sufficient funds to cover the
pet’s expenses; conversely, if the amount is too large, the pet guardian may be
motivated by greed rather than the best interests of the pet.51
The Pet Guardian
When establishing a pet trust, the owner should carefully consider who will
physically assume care of the pet when the owner is no longer able to fulfill that role.
The pet guardian will ultimately receive the funds from the pet trust for the benefit of
the pet, by way of the trustee. The person chosen should be trustworthy and able to
care for the pet in a manner consistent with the love, affection, and care that the
owner provided. The owner should make sure the potential pet guardian is willing to
accept this responsibility and signs the pet trust and /or pet protection agreement.
The owner may also want to consider whether the potential pet guardian has the
wherewithal to care for the pet (for example, a large, active dog accustomed to living
in the country may not be comfortable if bequeathed to a person residing in a studio
apartment in a big city).
When selecting pet guardians, ideal potential homes may include adult
children, parents, brothers, sisters and friends who are acquainted with the pet and
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have successfully cared for pets themselves. The owner should also select one or
more successor pet guardians in the event the first is unable or unwilling to care for
the animal.
One consideration that will have a significant impact on the choice of pet
guardians is the fact that pets that have been raised together and/or otherwise
bonded with one another, are generally happier if kept together. The owner of more
than one pet should make his intentions clear as to whether keeping the pets
together is an option or a goal and future pet guardians should agree to take all pets
if the owner so wishes.
Regardless of how many pet guardians and successors are named, however,
the owner should be advised to research pet retirement homes. These not-for-profit,
no-kill shelters and sanctuaries offer a number of advantages. First, the organization
could act as temporary or permanent pet guardian in the event all previously named
pet guardians are unavailable or unable to act. Second, the shelter or sanctuary
could have standing in the courts to act as a pet guardian if the named pet guardians
are no longer available. Third, the entity could assist in finding a new family home for
the pet, if needed. Often shelters and sanctuaries have their own bylaws and it is
recommended that the owner review the above with them before choosing a
retirement home.
The Fiduciaries
The Trustee
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The trustee transfers the pet to the pet guardian and distributes the funds to
the guardian to use for the pet’s benefit. The trustee should be a person willing to
administer the trust’s funds for the pet’s benefit and should be an animal lover. The
owner might wish to pay fees for the services rendered by the pet guardian and
trustee. However, the pet owner should be cautious to insure there are sufficient
funds for the life of the pet, including any emergency medical needs. A successor
trustee should also be named, so that it is not necessary to seek court intervention if
the primary trustee is unwilling or unable to act; alternatively, the owner may give the
trustee power to name a successor trustee. In any event, as with the selection of the
pet guardian, the owner should discuss the matter with the proposed trustee before
the documents are executed. In most cases, it is best if the pet guardian and the
trustee are different people, so that each can be available to support the other and
ensure that the other is acting in the pet’s best interest.
Because one of the primary roles of the trustee is to supervise the
responsibilities of the pet guardian, the trustee should be required to periodically
check on the pet and the premises where the pet is housed. The owner may also
wish to consider giving the trustee the power to choose a guardian for the pet in the
event that all designated pet guardians are unavailable. Furthermore, depending on
the size of the trust and the relationship of the parties involved, the owner could give
the trustee the power to purchase a residence for the pet and its guardian. The
owner may choose to relieve the trustee of certain fiduciary duties which would
normally apply. For example, the trustee might be excused from having to post a
bond or other security. If the pet guardian does not provide adequate care for the pet,

- 24 -

then the pet trust should allow the trustee to remove the pet guardian and replace
him with the successor guardian, without the necessity of court intervention.
The Trust Protector

The Trust Protector's powers can take any form, limited only by the wishes of
the
Grantor(s) and their imagination. Generally, the powers granted the Trust Protector
are the ability to remove or replace the Trustee and the ability to change the Trust's
situs to
take advantage of law changes or necessary steps to act in the best interest of
beneficiaries if
they move from low tax states to high tax states

Distribution Trustee
For larger trusts, it is recommended that a distribution trustee be used to
provide both specialized investment skills and an added layer of oversight over the
trust funds.
Defining the Care the Pet Should Receive
The owner should leave detailed instructions in the trust document regarding
the pet’s care, much like a parent, leaving for a long trip, would provide to a
babysitter. These instructions should cover such topics as feeding (including the
brands fed, amounts and feeding times), housing, grooming, medical care, toys and
boarding. Additional details may include daily routines (including walks, other
exercise periods52 and socialization) as well as the names, addresses and telephone
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numbers of service providers such groomers and walkers, to name but a few. The
owner may want to establish more specific standards for the pet’s care, such as
specifying how often the pet is to receive veterinary check-ups and who is to receive
reports of the veterinarian visits. The owner can be very creative as long as the
directives are not unreasonable with respect to the pet’s care considering the amount
of funds available, and that the standards are flexible enough to cover unforeseen
contingencies. A detailed pet trust will ease the transition for the pet and the pet
guardian and protect the pet guardian’s spending in event that questions arise. On
the other hand, it is also important to allow the pet guardian to exercise discretion
when faced with new circumstances, as long as discretion is exercised in the pet’s
best interests.
One potentially controversial issue is euthanasia, particularly if the pet
guardian’s interest in the trust terminates upon the pet’s death. The owner could set
forth the circumstances when euthanizing the pet would be appropriate (for
example, when two independent veterinarians certify that the pet is terminally ill or
will experience significant physical suffering and a significant decline in quality of life
if not euthanized). Alternatively, the owner could indicate who has the discretion to
make that decision (i.e., the trustee, the pet guardian, or both). On occasion an
owner may wish their pets euthanized upon the owner’s death, but this is unlawful
unless in the pet’s best interest.
In most cases, the owner has preferences concerning the disposition of the
pet’s remains after its death (i.e., cremation versus burial; memorial; and even the
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use of a particular pet cemetery). The terms of the trust could expressly include such
provisions.
The Remainder Beneficiary and Termination of the Trust
The trust could designate a remainder beneficiary or beneficiaries or, at the
very least, provide a mechanism for the trustee to designate a remainder beneficiary
or class. In making this decision, the owner should consider that the remainder
beneficiary’s financial interest in the trust may run counter to the pet living a long or
short life. For this reason, the owner could consider including in the class of
remainder beneficiaries, not-for-profit, no kill shelters or sanctuaries that have a
stated purpose of caring for animals. Presumably, such organizations would refrain
from challenging the available caretaking funds as being too generous or the liberal
use of such funds by the trustee or pet guardian for the pet.

Finally, the trust should provide when it is to terminate. The substance of this
provision will depend on applicable Rule Against Perpetuities and state statute.53
Additionally, the trustee or pet guardian should be entitled to write another pet
protection agreement and/or pet trust consistent with the intent the existing pet
protection agreement and/or pet trust, if the pet or its issue is still alive, in order to
protect the pets.

Conclusion
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Pets have become an increasingly important part of the modern family. Many
pet owners view their animal companions as valued members of the family and treat
them as such.
Pets reciprocate with unconditional love and become accustomed to the
lifestyle they enjoy with their owners. Like people, pet develop routines.
Unfortunately, in the past, the owner’s death or inability to care for an animal
companion meant, at best, an uncertain future for the surviving pet. Too often, pets
end up in shelters (with a fairly high likelihood of death).
There are two kinds of animals: those who are abandoned and abused, and
those who are raised in loving homes. The goal for those pets who are raised in
loving homes, and the reason their owners write pet trusts and/or pet protection
agreements, is to ensure a loving future and a smooth transition to a life chosen by
the owners, with people who will care for and about those pets. Once an owner has
adopted a pet, regardless of the way the pet came to the owner, the owner is
responsible for that pet for the rest of that pet’s life. A pet trust and/or pet protection
agreement helps the owner fulfill this duty.
Family members and friends can be a source of tremendous support when an
owner dies or becomes disabled. However, although well meaning, they may not be
able to follow through on informal commitments that they have made. Reasons for
this may be beyond their control, such as allergies, difficult work schedules, lease
restrictions, and the responsibility of extended families. In addition, their pets may
not get along with the owner’s pets.
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Ultimately, the owner may feel more secure with an enforceable document
than with a pledge or handshake as the foundation for a pet’s continued care.
Additionally, since pets are property, ownership and the transition thereof makes the
switch smoother for all involved with an official record of the owner’s intent.
For a substantial number of pet owners, it is important to secure their animals’
continued care with careful estate planning. Today, pet owners can take a number of
steps in the estate planning process to ensure that animal companions are well-cared
for under all circumstances.
It is important for an owner to create a pet trust and and/or pet protection
agreement that includes detailed instructions for the care of all animal companions.
The pet trust and pet protection agreement should name a pet guardian who will take
custody of the pet and follow the detailed instructions regarding the pet’s care, as
well as a successor pet guardian, trustee and successor trustee. Furthermore, if the
pet trust does not include instructions for the conveyance of future funds, sufficient
funds should be transferred to the trust or agreement for the pet’s care.
Pet trusts and pet protection agreements are ideal tools to use to help owners
and their pets remain together, to ensure that pets are well-cared for, and to establish
procedures for legally transitioning pet ownership.
Rachel Hirschfeld, is the creator of the Hirschfeld Pet Protection Agreement and the
Hirschfeld Pet Trust, the catalyst for which was Ms. Hirschfeld’s beloved dog,
Soupbone. She is an appointed member of the New York State Bar Association’s
Special Committee on Animals and the Law, the New York City Bar Association’s
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Committee for Legal Issues Pertaining to Animals and the Animal Law Committee of
the American Bar Association. Ms. Hirschfeld is a frequent author and lecturer on pet
trusts, pet protection agreements and estate planning, and has appeared in national
media, including CNN, the Today Show, the Wall Street Journal, Newsday, the New
York Sun, Dow Jones, the Bottom Line Retirement, the News Journal (published by
the National Academy of Elder Law Attorneys) and Fox News. Ms. Hirschfeld works
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First Report to the ABA of the Proceedings of the NCCUSL Drafting Committee
on the “Insurable Interests Relating to Trusts” Uniform Act
Reported by David Neufeld, ABA Advisor to the Committee
March 1, 2008, Chicago, Illinois
On March 1, 2008, the NCCUSL Drafting Committee on the “Insurable Interests Relating to Trusts” Uniform
Act (the “Committee”) convened its first meeting, after two months of preliminary exchanges of emails among
committee members, the ABA Advisor and observers. The scope of the Committee’s task is narrow: to
address the issues that came to light with the Chawlai case in a uniform manner among the several states,
presumably as an amendment to the Uniform Trust Act, with the alternative possibility that it might be enacted
in any given state as an amendment to a state’s insurance code.
Background
It might be safe to say that until the District Court for the Eastern District of Virginia weighed in on the
interpretation of the Maryland insurable interest law as it applied to insurance trusts (“ILITs”) in 2005 most
estate planning practitioners gave little thought about whether an ILIT could acquire a life insurance policy. In
fact it was assumed that this just was the case. Whether such blissful ignorance across the industry was
merited or not, that case opened a can of worms with its secondary ruling that the trustee possessed no
insurable interest in the life of the insured and the policy was void ab initio. The world of estate planners was
rocked. When the Court of Appeals for the 4th Circuit had a chance to address this issue and bring us back to
bliss they went only part of the way. In affirming the decision on the basis of the primary ruling, it vacated the
District Court’s secondary ruling on insurable interest as unnecessary dicta. This helped the litigants but still
left this gaping hole in ILIT related planning for everyone else. The fix then became legislative.
As of this writing six states have enacted legislation in an attempt to restore order. While some seem to share
similarities and others are completely distinct, in fact each has its own unique characteristic. In essence we
have six different approaches developing. In an article published in the ACTEC Journal by Mary Ann Mancini
and Howard Zaritsky,ii the authors thoroughly analyze the history of insurable interest law, both generally and
as it relates to trusts, discuss the Chawla case and dissect the legislative responses to Chawla thusfar,
concluding with a call for a uniform and better approach than is already out there for providing for an insurable
interest law relating to a trust as purchaser of life insurance. This article precipitated the current effort by
NCCUSL.
The Scope of the Drafting Project
The “Project Proposal Form” from the NCCUSL Committee on Scope and Program states:
. . . [T]he study committee has concluded that a drafting committee should be created to
amend the Uniform Trust Code by developing a bracketed provision that addresses the use of
life insurance trusts in estate planning in a manner to eliminate any issues about the validity of
the life insurance policy because of the possibility the trustee or trust has no insurable interest
in the life of the person who is the subject of the insurance.
Thus, the drafting committee will attempt to draft a provision that would provide ILITs with insurable interest
as otherwise defined in the relevant state’s laws. The scope does not extend to revising what is and is not an
insurable interest generally, but rather to adapt ILITs to the existing law.
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The drafting committee is composed of several commissioners and myself as ABA Advisor. In addition the
Chairman has invited interested individuals and representatives from interested organizations as observers to
provide their views during preliminary consideration of the project.
Results of the first meeting
The Committee defined two issues that might be addressed within the scope of its charge, defined in shorthand
as “the Chawla issue” and “the STOLI issue.”
The first issue easily fits within the Scope, with the most complicated issue being how to provide a trustee with
insurable interest in situations where one might intuitively expect there to be insurable interest but closer
scrutiny creates some doubt. For instance there seems to be uniform acceptance among practitioners that if, as
is the case, spouses and children have an insurable interest in a spouse/parent so too does a trustee of a trust
benefitting these same individuals. Also, of course, the insured always has an insurable interest in himself and
therefore practitioners might expect that a trust created by the insured as grantor has an insurable interest in the
grantor. But, the question was raised, what about the following situations, among others:
1.
some, most or all of the trust beneficiaries might be individuals themselves without insurable
interest, such as cousins, grandchildren and spouses of grandchildren;
2.
the trust contains spray and other discretionary provisions that might result in trust
beneficiaries not on the list of those with insurable interests receiving all of the trust assets; or
3.
the trust grantor is not the insured and in fact the trust is an ancient trust created generations
ago by a grantor no longer living.
The second issue, referred to in shorthand as the STOLI issue (STOLI being the acronym for “stranger owned
life insurance,” also referred to as “investor owned life insurance” or IOLI, among other names), deals with
those insurance sales that on its face satisfy all legal requirements but whose underlying facts might support a
finding that an investor arranged with an insured (or someone else with an insurable interest in the insured) to
acquire a policy pursuant to a pre-existing plan to purchase the policy from the policy owner sometime after
the policy is issued. This might be susceptible to attack on a form-over-substance argument or similar judicial
tool, leading to a conclusion that the policy is void, as the true owner might be held to be the investor without
an insurable interest. In the context of ILITs, a STOLI transaction might also arise in a situation where a trust
beneficiary is obligated from the inception of the transaction to sell his beneficial interest in the trust to an
investor. In this case the trust might have the requisite insurable interest in the insured but a thorough review
of the trust beneficiaries and their legal obligations might indicate an arrangement intended to side-step the
insurable interest law. Thus one concern of the Committee is whether the trust’s insurable interest depends on
who are the trust’s beneficiaries, both nominally and in reality. If so then the bona fide nature of those
beneficiaries may be considered as within the Scope. If not, or if the general application of the insurable
interest law as in existence would handle this problem, then it would seem to be an external issue.
Among the working assumptions to come out of the first meeting are:
1.
The Committee’s efforts will focus on the trust grantor as analogous to the acquirer of the policy,
such that if the individual who is grantor would have an insurable interest in the insured had he
acquired the policy directly, then the trust/trustee has insurable interest, notwithstanding who are
the beneficiaries (with a possible fix for the ancient trust issue).
2.
Understanding that STOLI in the context of trusts concern two possible types of transactions (one
being the acquisition of the policy by the trust with the intent of selling the policy to an investor,
and the other being the acquisition of the policy by the trust with the intent of a trust beneficiary
selling the beneficial interest in the trust to an investor) the Committee’s effort will not concentrate
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on those situations which concern whether the trust bought a policy with the intent of selling it but
instead will, at most, consider issues arising from the sale of beneficial interests. This may prove
to be an issue better handled in the context of general insurable interest law and not necessarily in
the context of trusts, i.e. if the insurable interest law of a given state looks to, inter alia, who
receives the insurance proceeds, then perhaps this already includes an examination of who receives
trust distributions composed of those insurance proceeds. Whether the Committee covers sales of
beneficial interests or considers it also to be better folded into general insurable interest law will
continue to be reviewed.
The Chair parceled out responsibilities to three meeting participants to draft versions of legislation with
alternative approaches, inviting others to contribute if they wish.
Request for input and suggestions
The role of the ABA Advisor is to be a resource to the Drafting Committee as well as a conduit of information
between interested parties within the ABA and the Chairman of the Drafting Committee. In that regard I am
soliciting input from interested Sections and Committees concerning the issues outlined herein. Our next
meeting is scheduled for October/November 2008 although progress is expected to be made with interim
correspondence.
Distribution:
ABA Secretary: Armando Lasa-Ferrer (alasa@lmvpr.com)
RPTE Section Director: Robin Roy (robinroy@staff.abanet.org)
RPTE Section Chair: Kathleen Martin (kmm@mgmllp.com)
RPTE Section: Chair-Elect Steven Akers (akers@bessemer.com)
Business Law Section Chair: Charles McCallum (mccallce@wnj.com)
ABA Staff Liaison to NCCUSL: Robin Roy (robinroy@staff.abanet.org)
NCCUSL CAO: J. Elizabeth Cotton-Murphy (elizabeth.cotton@nccusl.org)
Drafting Committee Chair: Roger Henderson (henderson@law.arizona.edu)
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Chawla, ex rel Geisinger v. Transamerica Occidental Life Insurance Co., 2005 WL 405405 (E.D. Va. 2005), aff’d in
part, vac’d in part, 440 F.3d 639 (4th Cir, 2006)
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“Insurable Interests: Apres Chawla, le Deluge?” 32 ACTEC Journal 194 (2006).

Supreme Court Rules Participants & Beneficiaries Can Sue Fiduciaries Under
ERISA §502(a)(2) To Recover 401(k) & Other Defined Contribution Account
Losses: “Entire Plan Rule” Limited To Plans With Fixed Benefit Formula
The United States Supreme Court in Larue v. DeWolff, Boberg & Associates,
Inc., ruled on February 20, 2008, that although Section 502(a)(2) of the Employee
Retirement Income Security Act of 1974 (ERISA) generally does not provide a remedy
for individual injuries distinct from plan injuries in plans providing “fixed benefits,” ERISA
§ 502(a) does allow individual participants to seek to recover individually from
fiduciaries for lost value to plan assets in a participant's individual account resulting from
a fiduciary breach. The decision permits individual participants and beneficiaries to sue
401(k) and other defined contribution plan fiduciaries under ERISA § 502 to recover for
individual account losses resulting from a fiduciary breach. Accordingly, companies
sponsoring 401(k) and other defined contribution plans and the officers, directors,
employees and service providers involved in the administration or oversight of these
plans now are likely to face a greater risk of being sued for breach of fiduciary duty
under ERISA by individual participants upset about a decline in the value of their
individual plan accounts.
Section 502(a)(2) provides for suits to enforce the provisions of ERISA §409
concerning breaches of fiduciary duties that harm plans. The principal statutory duties
imposed by §409 relate to the proper management, administration, and investment of
plan assets, with an eye toward ensuring that the benefits authorized by the plan are
ultimately paid to plan participants. Even prior to the decision, companies sponsoring
401(k) and other defined contribution plans and their leaders involved in plan related
activities already faced significant liability under ERISA to private plaintiff fiduciary
litigation and Labor Department fiduciary enforcement actions. See, e.g., Stamer,
”Enron litigation has implications for plan sponsors and management”, 401K Advisor
(December 1, 2006).
Prior to the decision in Larue, however, defendants in ERISA fiduciary breach
actions frequently were able to rely upon the Supreme Court’s holding in Massachusetts
Mutual Life Insurance Co. v. Russell that ERISA §502(a)(2) only authorizes recovery
only by the plan as an entity (the “entire plan rule”) and does not permit individuals to
bring suit when they do not seek relief on behalf of the plan as a shield against suits
brought by individual participants seeking damages for losses in the value of their plan
accounts.
In the majority opinion written by Justice Stevens joined in by Justices Souter,
Ginsburg, Breyer, and Alito, however, the Supreme Court majority ruled in LaRue that
this entire plan rule does not bar actions by an individual participant seeking relief for
losses in the value of their individual defined contribution plan account resulting from a
fiduciary breach.
According to the majority opinion written by Justice Stevens, a breach of fiduciary
duty action brought by a participant or beneficiary whose defined contribution account

lost value as a result of a breach of fiduciary duty is distinguishable from breach of
fiduciary duty claims brought by a participant or beneficiary seeking relief for fiduciary
breaches arising under plans providing a “fixed benefit” such as the disability benefit
plan addressed in Russell or other defined benefit plan, where the plaintiff received all
of the benefits to which the participant was contractually entitled, but sought
consequential damages arising from a delay in the processing of the participant’s claim.
The Majority opinion written by Justice Stevens states that Russell's emphasis on
protecting the "entire plan" reflects the fact that the disability plan in Russell, as well as
the typical pension plan at that time, promised participants a fixed benefit. Misconduct
by such a plan's administrators will not affect an individual's entitlement to a defined
benefit unless it creates or enhances the risk of default by the entire plan.
In contrast, the Supreme Court majority found Russell's "entire plan" references, which
accurately reflect ERISA §409's operation in the defined benefit context, to be “beside
the point” in the defined contribution context. In the case of actions seeking recovery for
losses to individual defined contribution accounts, the Majority reasoned whether a
fiduciary breach diminishes plan assets payable to all participants or only to particular
individuals, it creates the kind of harms that concerned §409's draftsmen.
Consequently, the Supreme Court concluded that for defined contribution plans,
fiduciary misconduct need not threaten the entire plan's solvency to reduce benefits
below the amount that participants would otherwise receive. Accordingly, the Supreme
Court found that Russell’s entire plan rule did not bar the participant’s suit to recover
individually for losses to this individual defined contribution account allegedly resulting
from a fiduciary breach.
The opportunity allowed under Larue for individual participants and beneficiaries
to seek to recover individually, rather than on behalf of the plan as a whole, when their
individual plan accounts lose value due to a fiduciary breach increases the likelihood
that individual participants and beneficiaries will sue defined contribution plan fiduciaries
for breach of fiduciary duty just as Labor Department fiduciary regulations for defined
contribution standards are evolving and substantial market volatility creates a
heightened risk of losses in account values. As a result, the LaRue decision further
reinforces the need for defined contribution plan fiduciaries to exercise care to act, and
be prepared to defend the adequacy of their fiduciary actions under ERISA.
You can find additional resources and information about ERISA fiduciary
responsibility exposures and developments by logging in to the resources available on
CynthiaStamer.com.
About Cynthia Marcotte Stamer
Vice Chair of the ABA Real Property, Probate & Trust Section Employee Benefits &
Compensation Group and Board Certified In Labor and Employment Law by the Texas
Board of Legal Specialization, Cynthia Marcotte Stamer has more than 20 years
experience helping employers and business leaders, employee benefit plan fiduciaries
and administrators, insurers and others design, implement, administer and defend
employee benefit and compensation, insurance and other human resources practices,
policies and strategies. Ms. Stamer is recognized for her work helping clients design,

administer and defend legally compliant employee benefit and human resources
programs, practices and products for employer, employee benefit, and insurance and
financial services industry clients.

