Chapter 2  
Property Interests
CFP® Board Certification Examination Topic Covered in This Chapter:
Characteristics and Consequences of Property Titling

· Sole ownership
· Tenancy in common

· Joint tenancy with right of survivorship (JTWROS)

· Tenancy by the entirety

· Trust beneficiaries: Income and remainder
Learning Objectives

To ensure that you have a solid understanding of the various forms of property ownership and how titling affects transfer taxes and probate, the following learning objectives are addressed in this chapter:

•
Compare and contrast the most common forms of property ownership and how they affect the gross estate, the probate estate, marital deductions, and step-up in basis.

•
Recommend the appropriate property titling mechanism given the client’s lifetime and estate distribution objectives and tax situation.

•
Understand the implications of how property ownership affects the manner in which assets will be distributed at a decedent’s death.

•
Explain how the contribution rule applies to property titled JTWROS.
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Overview
Asset ownership is one of the most important—and often, one of the most overlooked—aspects of an estate plan. A client may have the most intricate estate plan; however, if asset ownership has not been coordinated with the plan, then estate planning objectives will not be met. To plan an estate, it is necessary for a financial planner to understand the ways in which property is owned and how it is transferred. The way in which property can be transferred depends on the form of ownership, and there may be certain limitations on how a person can transfer property based on how the property is owned. A person must not only own property to make gifts during his lifetime or to dispose of an asset at death, but the form of ownership must also allow him to transfer his interest at death. 
The financial planner must recognize the income tax, gift tax, and estate tax implications of property ownership to recommend the most appropriate titling to meet his clients’ objectives.  

Practice Standard 300-1
Analyzing and Evaluating the Client’s Information
A financial planning practitioner shall analyze the information to gain an understanding of the client’s financial situation and then evaluate to what extent the client’s goals, needs, and priorities can be met by the client’s resources and current course of action.
Sole Ownership
Sole ownership is the simplest form of ownership. The owner has complete lifetime and testamentary control of property that he owns; it is outright ownership of the asset. When someone owns an asset in his own name, he owns the property in fee simple or fee simple absolute. This is the most comprehensive form of ownership, and there are no restrictions on how the property holder can use the asset while he is alive. This includes the owner’s ability to make gifts of the assets to others or to charity. For example, if you own a bank account, you can withdraw assets from the account and the money is yours to spend as you wish or to give away to others. Solely owned assets are subject to creditor claims unless they are transferred into creditor protection trusts.

Just as an individual can do whatever he wants with the assets that he owns during his lifetime, he can leave the asset to whomever he wishes at death.  The owner of an asset has testamentary disposition of assets at death. The asset will pass per the terms of his will; if he does not have a will, it will be transferred per his state’s laws of intestacy, and therefore the property will be subject to probate.   

Income Tax Considerations
When an individual owns an asset, all income from that asset is attributed to him and reported on his federal income tax return. The income is taxed according to the individual’s marginal tax bracket.

Estate Tax Considerations
The full fair market value of an asset is included in an owner’s gross estate at death and subject to probate. 

Practitioner Tip: Solely owned property located in a state that is not the owner’s state of domicile is subject to ancillary probate at the owner’s death. Out-of-state property may be owned by trusts to avoid ancillary probate.

Client Situation
Andrea has a bank account and a mutual fund account. She can spend money from these accounts as she wishes. She can also give these assets to whomever she wants, or to whichever charities she chooses. Each year, Andrea must report the income generated from her bank account and the capital gains from her mutual fund account on her income tax return. At Andrea’s death, the value of her bank account and her mutual fund account will be included in her gross estate. The assets will pass per the terms of Andrea’s will, if she has one, or they will pass per the terms of her state’s laws of intestacy if she does not have a will.

Tenancy in Common
Tenancy in common is a form of co-ownership of property. Tenants in common own an undivided right to possess property. Each tenant owns a separate, fractional interest in the same property. When individuals own an asset together as tenants in common, that ownership can be either equal or unequal. 
Client Situation

Sid, Ben, and Jacob are brothers who own 40-foot fishing boat together as tenants in common. Sid paid 50% of the purchase price, and Ben and Jacob paid 25% each. The brothers have unequal ownership of the fishing boat. If the brothers had contributed equally when they bought the boat, then they would have equal ownership.
As with individual ownership, each tenant can use and has full control of his fractional interest both during his lifetime and at his death. Each tenant is generally free to transfer his interest in the property as a lifetime gift or as a bequest at death to whomever he chooses. There is no obligation to transfer the property to the other tenants in common. When property is held as tenants in common, there is some loss of control over the asset. For example, it may be more difficult to sell, transfer, or mortgage a fractional share of property.

Income Tax Considerations
Income is received and taxed based on each individual’s fractional share of ownership. If ownership is not split equally but income is split equally, a gift is made to the tenant(s) receiving more than his (or their) fractional share of interest.

Client Situation

Sid, Ben, and Jacob occasionally rent their fishing boat to a captain who takes his friends deep-sea fishing. The income the brothers receive from these excursions is not split equally among them, because they have unequal ownership of the boat. However, if Sid were to split the income equally with his brothers, he would be making a gift of the extra income to Ben and Jacob.
Gift Tax Considerations
If an individual owns property in sole title and converts that ownership to tenancy in common, then the value of the property transferred to the other property holder(s) is a gift.
An individual can also make gifts of his fractional interest in property that he owns as tenants in common during his lifetime. Transfers are subject to gift tax rules.

Client Situation

Sid gifted his interest in the boat to his son David; this was subject to gift taxes. Now the new owners of the boat are David (50%), Ben (25%), and Jacob (25%).

Estate Tax Considerations
At death, the fair market value of the decedent’s fractional interest in property held as tenants in common will be included in his estate. The fractional share will receive a step-up in basis at the owner’s death. As with individual ownership, the decedent’s interest in an asset is subject to probate and will pass per the terms of the owner’s will or according to his state’s laws of intestacy.
Client Situation
John and his brother Jeff own an apartment building as tenants in common. The value of the building is $200,000. John and Jeff each own a 50% interest. As rental income is received, John and Jeff split it equally. Each must report his proportionate share on his income tax return.  
John wishes to make a gift of one-half of his interest in this property to his son, Sam. When John transfers one-half of his interest to Sam, he has made a gift of $50,000 (one-half of John’s interest in the property). John, Sam, and Jeff are now tenants in common, and their respective ownership interests are 25%, 25%, and 50%. As rental income is received, it is to be split proportionally. 
At John’s death, his interest in the rental property will pass per the terms of his will. His will indicates that all property is to be split equally between his daughter Jennie and his son Sam. Following John’s death, Jennie will own 12.5% of the building, Sam will own 37.5% of the building, and Jeff will continue to own 50% of the building, as tenants in common.
Joint Tenancy with Right of Survivorship

Another form of co-ownership of property is a joint tenancy with right of survivorship. Joint tenants have an undivided right to the enjoyment of property. Unlike a tenancy in common, joint tenants own a property equally, even if there are more than two joint owners. Joint ownership is a very common form of ownership; however, certain considerations should not be overlooked both during the property holders’ lifetimes and at the time of their deaths.  

Considerations during Lifetime
While a joint tenant is alive, he can generally sever (or divide) the joint tenancy or transfer his interest to another person without the consent of the other joint owners. This will form a tenancy in common between the remaining property owners. If the proportional interests remain the same, there will be no gift tax consequence. Although a joint owner has the ability to dissolve the joint tenancy or to sell his interest in the property, he will need the other joint tenants’ consent to sell the property or to take a loan against it.  
A further consideration with regard to joint tenancies is that one tenant’s undivided interest can be reached by creditors. If property is held in joint tenancy, and one owner gets sued, liability will attach to the property. The joint owner’s interest will be attached as well. If the jointly held asset is a bank account or securities, only the tenant who was sued will be affected.
Client Situation
Steve is a physician. He and his wife Jane own their home jointly with right of survivorship. If Steve wishes to take a mortgage out on the house to buy office space for his medical practice, he will need Jane’s consent to take the loan. If Steve is sued by a patient and the judgment exceeds the limits of his malpractice policies, the creditor can place a lien on Steve and Jane’s home to satisfy Steve’s debt.  
Considerations at Death
Unlike a tenancy in common, when a joint tenant dies, that person's interest in the property passes by operation of law rather than by will or intestacy to the remaining joint tenant or joint tenants. Assets that are held jointly with right of survivorship do not pass according to the terms of an individual’s estate plan and are not subject to probate. At the first joint owner’s death, the asset automatically passes to the surviving owner(s), and the surviving owners(s) become(s) the sole owner(s) of the property. This can save administrative costs and the delays commonly associated with probate; however, it can sometimes interfere with a decedent’s estate planning objectives.

Client Situation
Tom has a prized possession: the 1965 Mustang that he spent years rebuilding with his son Jack. Tom owns the Mustang jointly with his wife Kathy, with right of survivorship. Tom knows how much he and Jack enjoyed rebuilding the car together and wants Jack to have the car when he dies. Tom’s will leaves the Mustang to Jack; however, because Tom owned the car with Kathy, at Tom’s death Kathy will become the owner. The Mustang will pass by operation of law to Kathy and not to Jack, as Tom’s will stipulated.
Another consideration with jointly held property is that the asset that passes to the joint property holder will not be available to pay for any estate taxes, debts, or expenses of the estate. This can create a liquidity issue for the decedent’s estate once the asset is owned solely by the surviving joint property owner.
Income, gift, and estate tax considerations differ depending on whether the joint property holders are married or not married. Let’s take a look at the differences that the relationship of joint property holders has on these different types of taxes.

Joint Tenancy with Right of Survivorship with Spouses 
When an asset is held jointly with right of survivorship between spouses, it does not matter which spouse purchased the property, or whether both spouses contributed to purchasing the property. The property is presumed to be owned one-half by each spouse, regardless of who actually purchased it, for income, estate, and gift tax purposes. This is a major distinction from property that is owned jointly with right of survivorship between two or more nonspouses. 

Client Situation
Arthur and Doris bought a cottage on a lake in 1960 for $20,000. Arthur paid $15,000 and Doris paid $5,000, and they titled the property jointly with right of survivorship. Each spouse owns 50% of the cottage for income, gift, and estate tax purposes, and each spouse will retain 50% of the purchase price as his original basis in the property.  

Income Tax Considerations  
If a couple files income tax returns as “married filing jointly,” the entirety of the income will be included on the joint return. There will be no income splitting. If a couple files their tax returns as “married filing separately,” one-half of the income will be included on each spouse’s tax return.
Gift Tax Considerations
When one spouse owns property individually and changes the title to joint tenancy with right of survivorship, naming his spouse as co-owner, he has made a gift to his spouse.  Because of the unlimited marital gift tax deduction, there is no gift tax liability, assuming his spouse is a U.S. citizen.  
When joint property is used to make a gift to others, it is deemed that the gift was made one-half by each spouse.  
Estate Tax Considerations
One-half of the value of property held jointly with right of survivorship will be included in the decedent spouse’s estate. Because the asset will automatically pass to the surviving spouse, the estate will be able to claim a marital deduction for the value of the property that was included in the decedent’s estate. If there is a mortgage on jointly held property, one-half of the mortgage will be included on the decedent’s estate tax return as an expense of the estate. At death, only one-half of the decedent’s property will receive a step-up in basis and the surviving spouse’s original basis will not be stepped up to fair market value.  
Client Situation
Jeff purchased a home for $200,000 with a mortgage of $100,000. Shortly after he purchased the home, Jeff and Michelle were married. Jeff changed the title on the house to joint tenancy with right of survivorship. Because they were married, the gift was eligible for the unlimited gift tax marital deduction, so there was no taxable gift. When Jeff died, the property was worth $400,000 and the mortgage was $50,000. The house automatically passed to Michelle. Jeff’s interest in the house ($200,000) was included in his gross estate. Jeff’s half of the mortgage ($25,000) was deducted as an expense from his gross estate, and the balance ($175,000) was allowed as a marital deduction. Michelle’s basis in the property is now $300,000. (Michelle retains her basis of $100,000, and Jeff’s interest in the home will receive a step-up in basis to the date-of-death value of $200,000.) If Michelle sells the house for $500,000 three years after Jeff’s death, she will have a gain of $200,000, subject to the $250,000 capital gains exclusion.
Michelle had stock certificates that were worth $120,000 with a basis of $100,000. She deposited these stocks into a jointly held brokerage account with Jeff after they got married. Michelle made a $60,000 gift to Jeff, but because they were married, the gift was eligible for the unlimited gift tax marital deduction. If Michelle predeceases Jeff when the stocks are worth $150,000 and Jeff sells the stocks, Jeff will realize a capital gain of $25,000. (Jeff’s basis is $50,000 plus the stepped-up basis on Michelle’s $75,000 interest in the stock.)  
Practitioner Tip: When spouses own property together, jointly with right of survivorship, neither spouse has complete control over the asset because each owns only one-half of the property. If a spouse becomes mentally incapacitated, then his or her share of the property is not accessible to the other spouse and cannot be gifted or sold unless the competent spouse has a durable power of attorney or is named guardian or conservator by the probate court.

Joint Tenancy with Right of Survivorship with Nonspouses 
All property that is owned jointly with right of survivorship is owned equally by all joint tenants regardless of whether the property is owned by spouses or nonspouses.
Income Tax Considerations
Income that is earned on jointly held property is deemed to have been earned equally among all joint tenants. This allows for income splitting. For example, if two people jointly own an account that produces $10,000 of income per year, each joint tenant will report $5,000 of taxable income. Or if both tenants sell an asset that has a basis of $20,000 for $100,000, each joint tenant will report a capital gain of $40,000. Neither joint tenant will bear the full responsibility of the income tax liability.

Gift Tax Considerations
If a property owner converts an individually titled asset to a joint asset, or if one joint tenant purchases property as joint tenants and pays for the entire value of the property, the purchaser has made a taxable gift equal to one-half of the value of the property minus the amount of the available annual exclusion. Once property is either transferred to a joint account or purchased in joint name, a gift has been made which cannot be rescinded without the consent of the joint property holder.  

Further, if the original owner continues to pay all expenses associated with the property—for example, mortgage or maintenance expenses on a house—one-half of the ongoing payments is deemed a gift to the joint tenant each time a payment is made.  
Finally, if joint tenants sell property, each is deemed to have received half of the proceeds of the sale. For example, if joint tenants sell property for $100,000, each should receive $50,000. If one of the joint tenants receives $70,000 and the other joint tenant receives $30,000, the joint tenant receiving $30,000 has made a gift of $20,000 to the other joint tenant. 
Client Situation
Mary Ann and Rob had owned their home together for 55 years jointly with right of survivorship. When Rob died last year, Mary Ann became the new owner of the home. She added her daughter Christine to the deed and retitled the property jointly with right of survivorship. Mary Ann was unaware that she had made a gift to Christine of one-half of the home’s fair market value when she changed the deed. Furthermore, Mary Ann paid to have the house painted this year, and she pays all of the landscaping bills. The home improvement and maintenance bills that Mary Ann pays are gifts to Christine for of one-half of the expenses, which may be subject to gift taxes. 

Estate Tax Considerations
IRC § 2040 provides that the value of a decedent’s gross estate shall include the entire value of property that the decedent held at the time of his death, with two exceptions. 

· The joint property holder contributed to the purchase of the property. 
· The decedent and the remaining joint property holder(s) received the property by inheritance or gift.  
This means that the entire fair market value of the property will be included in the first decedent’s estate unless it can be proved that the surviving owner contributed to the purchase of the asset. This is known as the Contribution Rule, which applies only to property owned jointly with right of survivorship with nonspouses.

The amount that will be included in a decedent’s gross estate is determined by his proportional contribution to the purchase of a property. For example, if two persons purchased property for $100,000, but one party contributed only $20,000, then when that person dies, only one-fifth of the fair market value of the property will be included in his estate. The amount that is included in the decedent’s estate will receive a step-up in basis. The surviving joint tenant will add this inherited basis to his original basis, resulting in a new basis for the property.

Practitioner Tip: When assets are titled jointly with right of survivorship between two people who are not spouses, it is important to track contributions to the property. Otherwise, the full value of the asset will be included in both the first decedent’s estate and the second decedent’s estate.

Client Situation
Cynthia and her sister, Sally, own a vacation home jointly with right of survivorship. They rent the home out for several months of the year and receive $20,000 of rental income. Cynthia and Sally each report $10,000 of rental income on their income tax returns each year.

Cynthia paid for the entire value of the house and took out a mortgage for $100,000. Cynthia pays the mortgage and Sally does not contribute. When Cynthia titled the house jointly with Sally, she made a taxable gift to Sally.  Further, each time Cynthia makes a mortgage payment, she is making a gift to Sally. The full value of the gifts will be subject to gift tax, but Cynthia can use the annual exclusion to offset the value of the taxable gift.  

At Cynthia’s death, the house is worth $500,000 and will automatically pass to Sally. The house will not be subject to probate and will not be transferred according to the terms of Cynthia’s will. The $500,000 value of the house will be included in Cynthia’s estate; however, the outstanding mortgage will be an expense of the estate. Sally’s new basis in the property will be $500,000.
If Cynthia and Sally had inherited the home from their mother and shared any expenses equally, the gift and estate tax consequences would be different.  Cynthia and Sally would have equal ownership interests for estate tax purposes so that only $250,000 would be included in Cynthia’s estate.  
As noted, the value of the house is included in Cynthia’s estate; however, because the asset passes automatically to Sally, the value of the house will not be available to Cynthia’s estate to pay for expenses or taxes. When Sally dies, the full fair market value of the home will be included in her taxable estate because she is the sole owner.

Practitioner Tip: There are many benefits to owning an asset jointly with right of survivorship. Joint ownership is a simple way of ensuring that assets will automatically pass to the joint owner without the delay and expense associated with probate. Avoidance of probate may be an advantage, but there are also disadvantages. If assets automatically pass to the joint property holder, they are not available to fund trusts or to meet other estate planning objectives.  Assets passing to a nonspousal beneficiary will be included in a decedent’s gross estate, but because the asset passes automatically to the beneficiary, the decedent’s estate will not have access to that asset to pay for any estate tax liability or debts of the estate—or even for the estate tax attributed to that asset. The client’s overall estate plan should be examined, and the effect of assets titled jointly with right of survivorship should be carefully considered.
Tenancy by the Entirety
Tenancy by the entirety is a form of joint tenancy that can be held only by husband and wife. While both spouses are alive and married to each other, one spouse cannot terminate a tenancy by the entirety without the consent of the other spouse. The advantage of this type of ownership is that the creditors of one spouse cannot attach the other spouse’s interest in the property. This is in contrast to joint tenancy with right of survivorship, where a creditor of one owner can attach the debtor’s interest in the property.  Although a lien can be attached to property held as tenants by the entirety, a creditor cannot force liquidation of the property, and any claim against the property can be satisfied only when the property is sold.  
Similar to property that is held jointly with right of survivorship, when one spouse dies, the property owned as tenants by the entirety will automatically pass to the surviving spouse. One-half of the value will be included in the decedent’s gross estate, subject to a marital deduction in the decedent’s estate, and the surviving spouse will receive a step-up in basis on one-half of the value of the property.
Client Situation
Chet and Bonnie titled their home as tenants by the entirety. When Bonnie died, the fair market value of their home was $800,000. Therefore, $400,000 was included in Bonnie’s gross estate, but a marital deduction of $400,000 was available to offset Bonnie’s estate tax liability. Chet received an inherited basis of $400,000 that he added to his original basis in the property, which was half of the acquisition cost. As the sole owner of the home, Chet will include the fair market value of the home in his gross and probate estates, unless he sells or gifts the property to others.
Life Estates and Remainder Interests
Sometimes outright ownership in property can be split into a life estate and a remainder interest. In this type of arrangement, ownership is divided on a time line basis, where one person owns the property for a period of time (the life estate), and another person owns the property after the first time period ends (the remainder interest). This is a split-interest transfer. A person with a life estate is generally free to use the real property or to receive income from the property or trust for life. The life tenant’s rights end at his death and the property then passes to the remainder beneficiary, known as the remainderman.  

Life estates can be gifted or bequeathed to another person. The primary beneficiary may use the property or receive distributions of income, but the beneficiary has no right to withdraw principal. The life tenant has no control over the property and cannot determine who the remainder beneficiary of the property will be. When the life tenant dies, the property will either pass to a designated beneficiary or will revert to the donor.

A life estate can also be created by a person who has sole ownership of real property and who wants to live in, use, or enjoy that property for the remainder of his life. A person can also create a life estate in a trust by transferring his own money into the trust and receive all of the trust income for life. In either situation, the creator of the life estate will select one or more remainder beneficiaries to receive the property at his death. The creator of a life estate has retained control in this form of property ownership; therefore, the value of the property will be included in his gross estate at death.

Practitioner Tip: The gift and estate tax implications are very different when a life estate has been given to someone as opposed to when it is intentionally created by a property owner or the grantor of a trust. Life estates will avoid probate if they are included in the life tenant’s gross estate.

Client Situation
Mike owns a house. When Mike dies, he leaves the house to his sister Sarah so she can live in it for the rest of her life. Sarah has received a life estate from Mike. When Sarah dies, the property will pass to Mike's nephew Bob. Mike has given Bob a remainder interest in the house.
Client Situation
Bill transfers $200,000 into a trust today, and he will receive all of the trust income for the rest of his life. He names his son Alex as the remainder beneficiary of the trust. When Bill dies, Alex will receive the trust’s income and principal and Alex can designate the beneficiary of this trust in his will. In this situation, Bill has created a life estate for himself in the trust.
The Life Tenant’s Interest
The beneficiary of a life estate has certain rights and responsibilities. The life tenant cannot be forced out of the property or be required to give up his current interest in the property regardless of the misfortunes of the remainder beneficiary. A homestead may be declared in the life estate, preventing a forced sale by the life tenant’s creditors. If the transfer was valid, the remainder interest is protected from a life tenant’s creditors, because the life tenant’s interest is limited. The life tenant’s responsibilities include maintaining the property, paying property taxes, and maintaining proper insurance coverage. If the life tenant fails to meet these responsibilities, the remainder beneficiaries may have a cause of action against him.  

The Remainder Beneficiary’s Interest
Unlike the remainder beneficiary of a trust, the remainder beneficiary of a life estate has an immediate vested interest in the property. The remainderman can sell or give away his interest in the property without the consent of the life tenant; however, the buyer’s interest in the property will have to wait until the death of the life tenant.  
If the remainder beneficiary dies before the life tenant, he has the right to bequeath his remainder interest to his heirs, who will someday receive the principal. The value of this remainder interest is calculated under the same rules as annuities, remainders, and life estates and can be determined using valuation tables.
Income Tax Considerations
The life tenant is responsible for reporting any income from the asset on his tax return. The remainder beneficiary has a vested interest in the trust, but he is not the current income beneficiary; therefore, he does not report any income. When the remainder beneficiary actually receives the property (and any income generated from the property), he will then have to report the income on his tax return.

If the property is sold during the lifetime of the life tenant, a portion of the gain will be taxed to the life tenant and a portion will be taxed to the remainderman. In the case of real property, if the life tenant has lived in the home for two of the previous five years, the gain will qualify for the $250,000 primary residence exclusion, but the remainderman’s gain will not qualify.  
Gift Tax Considerations
If a person gifts or bequeaths a life estate to another person, he is making a split-interest transfer of the present interest and the remainder interest. The gift of the current income interest and the gift of the remainder interest are both taxable gifts. The annual exclusion can be used to offset the value of the taxable gift for the income beneficiary; however, the annual exclusion will not be available to offset the gift of the remainder interest, because a remainder interest is a future interest in the trust.

Practitioner Tip: A person who creates a life estate for himself in real property or in a trust is making a future interest gift to the remainderman of the present value of the property’s remainder interest. The gift tax value would be calculated actuarially using valuation tables.

Estate Tax Considerations
If someone creates a life estate for himself from solely owned real property or trust income, he has retained a right to live in the property until death, or he has the right to receive all income from the trust for life. As such, under IRC § 2036, the fair market value of the property or trust will be included in his gross estate at death because he retained too much control over the property. If the donor or grantor filed a gift tax return, then the value of the taxable gift will not be included as an adjusted taxable gift on the estate tax return. The remainderman will receive a full step-up in basis of the property at the life tenant’s death.

If someone receives a life estate in real property or trust income, he does not have any control over the disposition of the asset at his death, because the person who gave him the life tenancy has decided who will receive the remainder interest in the property.  Therefore, the value of the life estate would not be included in the life tenant’s gross estate at death.  
Practitioner Tip: Be aware that there are some circumstances that would cause the property to be included in the life tenant’s estate. One example is when a life tenant is given a general power of appointment over the trust property, and another is when the decedent spouse’s executor qualifies the property for a marital deduction in the decedent’s estate.

Client Situation
Sam has a vacation home that he and his family have enjoyed for many years.  He wants to make sure that his family continues to enjoy it. Sam gives his brother Mike a life estate and his sister Cara a remainder interest in the home.  At the time Sam transfers the house, he has made two gifts: a life estate to Mike and a remainder interest to Cara. Sam can use his available annual exclusion to offset the taxable gift to Mike, but because Cara’s interest is not a present-interest gift, he cannot use his available annual exclusion for Cara. At the time the gift is made, Cara has a vested interest in the house when Mike dies. Cara may sell that interest, but the buyer will not take possession of the house until after Mike dies. Mike is responsible for keeping up the home. He must pay real estate taxes and maintain insurance on the house. If he does not, Cara can sue him.  Because Sam has retained no interest in the property it will not be included in his estate when he dies.

If Sam had retained a life estate for himself, giving the remainder interest to his brother Mike, the value of the house would be included in Sam’s gross estate.

Estate for a Term of Years
An estate for a term of years functions very much as a life estate does; however, instead of the current beneficiary having an interest in the property for his lifetime, the interest is limited to a term of years. A term of years can be for any number of years that is less than a lifetime interest. Similar to a life estate, the current beneficiary’s interest is limited and he cannot determine the remainder beneficiary of the property. If a current beneficiary dies before the term is up, he can appoint by will another tenant to use the property or to receive the income until the term ends.  
Client Situation
In the preceding example with Sam, if Sam had given Mike the right to enjoy the property for five years, with the property passing to Cara at the end of the five-year term, it would have been an estate for a term of years. The gift tax consequence to Sam is that he made a gift to Mike of the present value of the five-year income interest. This gift is a present interest and Sam can offset the gift tax with an annual exclusion. Mike’s responsibility to maintain the house and pay for taxes and insurance remains the same. Cara’s right to the property will vest in five years rather than when Mike dies.

Chapter
 Highlights

· For a summary of the tax, probate, and estate tax implications of the various forms of property interests, see Appendix F.

· The manner in which property is owned determines how it can be gifted during life and how it will be taxed and transferred at death.
· Individually owned property can be gifted during life. At death, the full fair market value of his fractional interest will be included in the decedent’s gross estate. It can be transferred by will, or if there is no will, by intestate succession.
· When someone owns property held as tenants in common, he can gift his interest in that property during his lifetime. The fair market value of his interest will be included in his estate and transferred by will or intestate succession.
· Assets that are held jointly with right of survivorship automatically pass to the surviving owner at the first owner’s death. When the joint property owners are spouses, it is presumed that each party contributed equally to the property, so one-half of the value will be included in the first spouse’s estate at death. Tenancy by the entirety is a form of ownership that can be held only between spouses.
· When joint property owners are not spouses, the amount that will be included in the first spouse’s estate is his fractional interest based on the amount that he contributed to the property.
· A life estate and an estate for a term of years are split-property interests. In both arrangements there is a current (income) beneficiary and a remainder beneficiary. The property is not included in the current beneficiary’s estate, unless he created the life estate for himself. The remainder beneficiary will receive the property either following the income beneficiary’s death or after a set term of years.
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Review Questions
2-1:  Jane bought a condo for $150,000 for her son Keith to live in while he attends graduate school. She titled the property jointly with right of survivorship and has paid for all of the home maintenance expenses and property taxes. Assume that Jane dies today when the condo is valued at $160,000. Which of the following statements is/are correct?
A.
One-half of the condo ($80,000) is included in Jane’s gross estate. 
B.
The value of the gift that Jane made to Keith when she put his name on the deed is the fair market value of the property at the date of the gift. 
C.
Keith receives a complete step-up in basis in the property, and if he sells the condo today, he will not need to report any capital gains. 
D.
Based on the contribution rule, all of the home maintenance expenses and property taxes that Jane paid will be included in her gross estate. 
2-2: Alan and Jill bought their father’s home six years ago to help him out financially. The fair market value of the home was appraised at $300,000, and they titled the property jointly with right of survivorship. Alan paid $180,000 for 60% of the home and Jill paid the remaining $120,000. Jill died unexpectedly this year, and the house was appraised at $360,000. Which of the following statements is incorrect?

A.
Alan made a gift to Jill of 10% of the purchase price of the home, because each joint tenant must own one-half of the property in equal shares. 

B.
Jill’s gross estate will include $144,000 based on her contribution to the purchase price of the home. 

C.
Alan will inherit Jill’s stepped-up basis in the property, for a new basis of $324,000 in the home. 

D.
The value of the home included in Jill’s estate will not go through probate. 

2-3:  Kim and Sal married in 1974. Sal worked throughout their marriage, and Kim stayed home and raised their children. When Sal died in 2011, Sal and Kim had a house worth $450,000 that was titled jointly with right of survivorship and a joint investment account worth $725,000. Which of the following statements is/are correct?

A.
Because Sal contributed all monies to purchase the house and to fund the investment account, the entire value of those assets will be included in his estate. 

B.
Because Sal and Kim are married, only one-half of the value of the house and the investment account will be included in his estate. 

C.
Sal can bequest his half of the house to his daughter Marie. 

D.
Sal will have to leave these assets to Kim in his will if he wants her to keep them. 

2-4. Jack and Jane are married. At the time of his death, Jack holds the following assets:
	Residence (JTWROS with Jane) 
	$1,000,000

	Common stock (Jack)
	$900,000

	Municipal bonds (Jack)
	$300,000

	Investment real estate (Jack’s revocable trust)
	$500,000

	Life insurance (owned by Jack, Jane is beneficiary)
	$1,000,000

	Mutual funds (Jane)
	$400,000

	IRA (Jane is beneficiary)
	 $550,000


What is the amount of Jack’s gross estate if he dies?
A.
$4,250,000   

B.
$3,750,000 

C.
$2,750,000 

D.
$2,200,000   

2-5:  All of the following statements regarding property held as tenants by the entirety are correct except:
A.
Neither party can unilaterally transfer his interest. 
B.
Each party holds an undivided interest in the whole property. 
C.
The property passes automatically to the survivor at the time of the first death. 
D.
Either two spouses or a parent and child may hold property as tenants by the entirety. 
�Jason, In the current version, Appendix F was omitted from this chapter and therefore inserted as an appendix at the end of the book.  We wanted to insert that diagram in this actual chapter, and delete the first bullet.
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