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A Potpourri of Potential Pitfalls to Avoid

With Qualified Domestic Trusts,

by William M. Pearson and Todd L. Bradley

Ever more frequently in the
state of Florida we are

coming to grips with plan-
ning for Florida couples

where one or both are not U.S. citi-
wns.l\s set forth in I.R.C. §2056(d),
wlwn the surviving spouse of the
dl't'l'd('nt is not a citizen of the

Un it!.d States, no marital deduction
is fH.rmitted and the deemed one-
half int.erest in joint property does
not apply. However, if the property
is Iwld in or transferred to a quali-
lil'd domestic trust (QDOT) as de-
lin!'d IInder I.R.C. §2056A, a mari-
t.al dl'dul'tion is permitted. The
est.a\(' lax as calculated under the
QI>OT rules generally is deferred
IInt.il dist.ributions are made from

tll!' Irllsl or upon the death of the
slll'viving spouse. As outlined below,
t.hl'l'(' are exceptions to the general
rull' of t.axation upon distribution.

Thl' qDOT requirement was set
in pla('(. by Congress under the
Tl'l'hnical and Miscellaneous Rev-
I'!HII' 1\1't.of 1988 and the Revenue
HI'('oneiliation Act of 1989 in reac-
t.ion t.o the fear that noncitizen

SpOIlSI'Swould leave the U.S. after
IIl!'i I' spouse's death, never to return
and (from the government's per-
sp('d ive) never to be taxed. We now
havl' had over a decade of experi-
eneI' wit.h the QDOT and a review
of 1111'hasics and some ofthe poten-
tial pitlillls probably is in order.

BeliJre discussing some of the ba-
sic requirements, it must be remem-
ben-d t.hat the QDOT requirements
only apply to a decedent's estate if
the' surviving spouse is a noncitizen.
If the surviving spouseis a U.S.citi-

With OOOTs, failure
to follow the

regulations can
result in loss of the

marital deduction or

disqualification of

certain exemptions
from the OOOT

estate tax.

zen, these rules do not apply.

The Basics
Three basic requirements which

must be met by a trust in order to
qualify as a QDOT are as follows:

1) The QDOT must meet the ba-
sic requirements for any ofthe vari-
ous marital deduction trusts under
I.R.C. §2056. Under the most com-
mon example equivalent to the
standard QTIP trust, the QDOT
will have the same "qualifying in-
come interest for life" as other mari-
tal deduction QTIP trusts generally
have.ll In addition, such a QDOT
will be required to distribute in-
come to the surviving spouse at
least annually.2 This distribution of
income would not be subject to
QDOT estate taxation, as it quali-

fies for the income distribution ex-

emption described more fully
herein.

2) The QDOT instrument must
require that at least one of the
trustees be a U.S. citizen or domes-

tic corporation and such U.S. trustee
has the right to withhold the QDOT
tax from any distribution.

3) The QDOT must meet the vari-
ous additional requirements con-
tained in the Treasury regulations
under I.R.C. §2056A.3

Assuming the trust in question
meets all the above requirements,
in order to be considered a QDOT
the personal representative must
file the proper election on the
decedent's estate tax return. The

regulations are fairly generous, pro-
viding that the election must be
made on the last federal estate tax
return filed before the due date (in-
cluding extensions of time to file
actually granted) or, if a timely re-
turn is not filed, on the first estate
tax return filed after the due date.
In contrast, however, under I.R.C.
§2056A(d) no QDOT election may
be made on any return if such re-
turn is filed more than one year af-

ter the time. prescribed by law (in-
cluding extensions) for filing such
return.4 Once made, the election is
irrevocable.5

Distributions Exempt
From aDOT Estate Tax

Distributions from the QDOT
generally are taxable with two ma-
jor exceptions: income distributions
and "hardship" distributions. For
tax purposes, "income" generally is
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determined under the terms of the

governing instrument or by appli-
cable local law.6 The regulations
flush this out a little more to ex-

pressly provide that income does not
include capital gains regardless of
what the governing instrument pro-
vides. Generally, any governing in-
strument which expands the defini-
tion of income beyond applicable
local law is ignored. Furthermore,
for QDOT taxation purposes, ifthere
is no specific case law or statute on
the topic, the allocation is made by
"general principals of law" (such as
the Uniform Principal and Income
Act or Restatements of applicable
law).

"Hardship" distributions are
those made to a spouse in response
to an immediate and substantial fi-
nancial need related to the spouse's
health, maintenance, education, or
support. This exemption also in-
cludes such distributions to another

person whom the spouse is obligated
to support. A distribution is not
treated as being made for hardship
purposes if the amount distributed
may be obtained from other sources
that are "reasonably available" to
the surviving spouse.7

The Treasury regulations provide
some examples of assets which are
reasonably available and some
which are not.8 "Personally owned"
assets such as marketable securities
or certificates of deposit are avail-
able assets which would have to be
used before a distribution from a

QDOT could qualify as a hardship
distribution. Such assets held in a

revocable living trust similarly
should be available. On the other
hand, such assets held in a credit
shelter or family trust created by the
decedent for the benefit of the;sur-
viving noncitizen spouse should not
be. Assets such as closely held busi..-
ness interests, real estate, and tan-
gible personal property are not con-
sidered sources that are reasonably
available to the surviving spouse.
Regardless of whether all distribu-
tions are made for hardship pur-
poses, a Form 706-QDT must still
be filed.

"Certain miscellaneous distribu-

tions and dispositions" also may be
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exempt from the QDOT estate tax,
including but not limited to:

1) Payments for ordinary and re-
curring expenses for the QDOT (in-
cluding bond premiums and letter
of credit fees) are exempt. Making
the payment directly to the source
rather than the spouse would help
clarify that the distribution meets
this exemption.

2) Payments to applicable govern-
mental authorities, including in-
come taxes and Florida intangible
taxes imposed on the QDOT (other
than the QDOT estate tax), are ex-
empt. Such distributions should be
made directly to the governmental
authority rather than to the spouse.
This express exclusion ofthe QDOT
estate taxes under the regulations
means that if a taxable distribution

is made from the QDOT and the
trustee pays the QDOT estate taxes
from other assets remaining in the
trust, the distribution of this tax
payment would itself be subject to
the QDOT estate tax. The QDOT
estate taxes should be paid out of
the taxable QDOT property distrib-
uted (similar to a withholding tax).

3) Transfers of assets for full and
adequate consideration in money or
monies worth are exempt. As one
possible example, a spouse might be
able to purchase discounted limited
partnership interests from the
QDOT on an installment note ba-
sis.

4) Amounts paid to reimburse the
surviving spouse for any item of in-
come imposed on the spouse to
which the spouse is not entitled
under the terms of the QDOT.

It is unclear what other distribu-
tions are meant to be included as

exempt miscellaneous distributions9
to be exempt under the regulations.

Computing the Tax
Assets in a QDOT are deferred

from estate taxation until distribu-
tion (other than under the income,
hardship, or certain miscellaneous
distributions exemptions) or the
death of the surviving spouse. 10 As-
suming a taxable event has occurred
and no further exemptions or deduc-
tions are available, the property is
taxed as if the property had origi-

nally been taxed in the first spouse's
estate. Thus, it gets added back into
the decedent's taxable estate (in-
cluding adjusted gifts) and is taxed
at such marginal rates. Moreover,
the property is included at its fair
market value at the time of the dis-
tribution and not at the decedent's
date of death value. If the estate's

tax liability has not been irrevoca-
bly fixed (for example, by the con-
tinued running of the applicable
statute of limitation or by a pend-
ing legal determination), the QDOT
estate tax is applied at the highest
marginal rate.

The trustee of the QDOT is per-
sonally liable for the QDOT tax if it
is not paid out of the QDOT prop-
erty. The trustee may secure an
early discharge for this personalli-
ability for the QDOT tax by request-
ing the IRS, in writing, for a deter-
mination of QDOT tax liability and
a discharge as outlined in I.R.C.
§2204. Of course, the discharge will
require payment of the tax or, un-
der certain circumstances, the fur-
nishing of a bond.

The $2 Million aDOT
If the assets of a QDOT are in

excess of $2 million (determined
without regard to any indebted-
ness), the QDOT must meet one of
the following additional require-
ments at all times during the term
of the QDOT:

1) At least one trustee must be a
U.S. bank;

2) The U.S. trustee must provide
a bond in an amount equal to 65
percent of the fair market value of
the trust assets (determined with-

out regard to any indebtedness); or
3) The U.S. trustee must provide

an irrevocable letter of credit in an

amount equal to 65 percent of the
fair market of the trust assets (de-
termined without regard to any in-
debtedness).l1

If the value of the assets as finally
determined are adjusted to a differ-
ent amount, the U.S. trustee must
adjust the value of the bond or let-
ter of credit accordingly within 60
days.12 The above additional re-
quirements also can apply to a
QDOT having $2 million or less if



more than 35 percent of the QDOT
consists of real property located out-
side the United States. This is tested
by the fair market value of the as-
sets determined annually as of the
last day of the taxable year of the
trust. There is also a look-through
rule for foreign real property held
in certain business entities.

For purposes of determining the
$2 million threshold, the personal
representative may exclude up to
$600,000 in value attributable to
real property (and related furnish-
ings) owned directly by the QDOT
used by the surviving spouse as a
personal or second residence. This
$600,000 exclusion does not appear
to have been changed in response to
any of the recent indexing legisla-
tion.13 This special election must be
made by written statement attached
to the estate tax return on which the

QDOT election is made. The state-
ment must identify the address and
location for such property or prop-
erties. For purposes of the bond or
letter of credit, the election may be
made on the federal estate tax re-

turn, or prospectively, at any time,
by attaching a written statement to
the Form 706-QDT. These special
election rules do not apply to the 35
percent foreign real property limi-
tation.In addition, multiple QDOTs
are aggregated for purposes ofthese
tests.

Reforming the
Nonqualifying Trust

Property passing to a noncitizen
spouse either outright or in a
nonqualifying trust does not have to
be subject to the QDOT estate tax.
Property will be treated as passing
to a properly created QDOT if the
property is irrevocably transferred
or assigned to the QDOT by the
spouse before the date on which the
estate tax return is filed (and the
QDOT election is made).14 Property
irrevocably assigned but not actu-
ally transferred to the QDOT before
the estate tax return is filed must

be conveyed and transferred to the
QDOT under Florida law before the
administration ofthe decedent's es-

tate is completed. If there is no ad-
ministration, the conveyance must

be made on or before the date that

is one year after the due date (in-
cluding extensions) for filing the
decedent's estate tax return. ISThus,
having a formal administration
opened when dealing with issues
involving a QDOT may be advisable.
If the actual transfer is not timely
made, the marital deduction is not
allowed. 16

Multiple QDOTs
A personal representative or

trustee might desire to create mul-
tiple QDOTs in order to take advan-
tage of GST planning. The Treasury
regulations recognize that multiple
QDOTs are permitted. However,
when creating multiple QDOTs, it
is important to select a "designated
filer" as set forth in the Treasury

.
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Form 706-QDT and reporting all of
the distributions from all the

QDOTs. The designation must be
made on the decedent's federal es-
tate tax return, or on the first Form
706-QDT that is due and is filed by
its prescribed date, including exten-
sionsY Failure to make a proper
designated filer election results in
a loss of the hardship exemption.
Thus, the only nontaxable distribu-
tions the QDOT could make would
be limited to distributions of the in-
come and the miscellaneous other

distributions previously mentioned.

Interplay With Tax Treaties
In the case of a noncitizen who is

a citizen of another country with
which the United States has a tax

treaty with respect to estate, inher-
itance, or gift taxes, the QDOT rules
do not apply to the extent they are
inconsistent with the provisions of
such treaty relating to estate, inher-
itance, or gift tax marital deduc-
tions. As one example, see the U.S.-
German Estate Tax Convention Art.
10(4) which contains some marital
exclusions available regardless of
the surviving spouse's citizenship.
Treasury regulations permit the es-
tate to choose either the QDOT rules
or the treaty provisions. However,
the estate cannot cobble together
parts of the QDOT and parts of the
treaty provisions so as to use the
QDOT provisions for whatever
marital property the treaty may not
cover.18

Family-Owned
Business Exclusion

The exclusion for a qualified fam-
ily-owned business exclusion may be
subject to recapture if the qualified
heir loses U.S. citizenship. A quali-
fied heir may avoid such recapture
by placing the qualified famil.y-
owned business assets into a trust
meeting requirements similar to a
QDOT (or through certain other se-
curity arrangements).19

The Charitable aDOT
One interesting approach when

planning for a noncitizen spouse is
to combine a QDOT with a chari-
table remainder trust (CRT).Under
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LR.C. §2056A(b)(10), a charitable
deduction may be taken into account
when computing the QDOT estate
tax. Assuming the QDOT is struc-
tured as a CRT, the surviving spouse
can receive the unitrust or annuity
amount currently and the remain-
der will pass to the charity (and re-
ceive a charitable deduction). This

approach can simplify the adminis-
tration of the trust-removing
thorny issues for the trustee to judge
whether distributions are for hard-

ship purposes, for example. The IRS
has approved the combination of a
QDOT and a CRT in Private Letter
Ruling 9224013 (July 30, 1982).20
The ruling provides that to the ex-
tent any unitrust payment consists
of trust corpus, that part of the dis-
tribution shall be subject to the ad-
ditional QDOT estate tax and the
trustee must withhold from such

payment the QDOT estate tax im-
posed. Upon the death of the surviv-
ing spouse, no additional QDOT es-
tate tax will be owed as the
distribution to charitable organiza-
tions will qualify as a charitable
deduction under LR.C. §2055.

Conclusion
In conclusion, the QDOT is apt to

be an ever more common estate

planning technique used by Florida
attorneys. With QDOTs, the devil is
in the details as failure to follow the

regulations can result in loss of the
marital deduction or disqualifica-
tion of certain exemptions from the
QDOT estate tax. The practitioner
must be aware of the potential pit-
falls hidden in the details of the

QDOT regulations. 0

1 LR.C. §2056(b)(7)(B)(i) and (ii) set
forth the basic requirements for the com-
mon Qualified Terminable Interest Prop-
erty (QTIP) trust.

2 Under LR.C. §2056(b)(7)(B)(ii)(1) a
usufruct interest for life is also permit-
ted.

3 Treas. Reg. §20.2056A-2. See Rev.
Proc. 96-54 (1996-50 LR.B. 9) for sample
paragraphs which may be used to sat-
isfy the governing instrument require-
ments.

· LR.C. §2056A(d); see PLR 9843030
(July 24, 1998) (IRS denied extension as
CPA preparing return failed to elect
QDOT status on timely tiled federal es-
tate tax return and, in fact, still had not
tiled election at time IRS issued letter
ruling). Moral: File the election when you
file for the extension.

5 Treas. Reg. §20.2056A-3.
6 Treas. Reg. §20.2056A-5(c).
7 Id.
6 Id. Further guidance may be available

by analogy for hardship distributions
described in LR.C. §401(k)(2)(B)(i)(IV).

9 Treas. Reg. §20-2056A-5(c)(3).
to Treas. Reg. §20.2056A-6.
11 Treas. Reg. §20.2056A-2(d)(1).
12 Id. The Treasury regulations define

what events are to be treated as "finally
determined."

13Congress has apparently ignored
those provisions dealing with aliens as
the $60,000 applicable exclusion amount
for a nonresident alien has not been in-
dexed for inflation under LR.C. §2107(c).

14 LR.C. §2056(d)(2).
15 Treas. Reg. §20.2056A-4(b)(6).
16 [d. The regulations further provide

that an extension of time for completing
the conveyance, or a waiver of the ac-
tual conveyance, may be requested un-
der specified circumstances under
§301.9100-l(a). An example of this re-
quest for waiver may be where the
spouse is in the process of applying for
U.S. citizenship and obtains same. See,
e.g., PLR 9834013 (August 21,1998).

17 Treas. Reg. §20.2056A-9.
18 Treas. Reg. §20.2056A-l(c).
19Letter from Linda L. Robertson, as-

sistant secretary (legislative affairs and
public liaison), Department of Treasury
to Rep. Christopher Shays, U.S. House
of Representatives, May 11, 1998, Tax
Analysts Document No.98-15807.

20See also Treas. Reg. §20.2056A-
6(b)(3).
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