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TITLE XI
INHERITANCE, ESTATE,
GENERATION SKIPPING,
AND FIDUCIARY INCOME TAX

CHAPTER 86
INHERITANCE TAX

[Prior to 12/17/86, Revenue Department[730]]

701—86.1(450) Administration.

86.1(1) Definitions. The following definitions cover Chapter 86.

“Administrator” means the administrator of the compliance division of the department of revenue
and finance.

“Child” means a biological or adopted issue entitled to inherit pursuant to lowa Code chapter 633.
“Compliance division”is the administrative unit of the department created by the director to ad-
minister the inheritance, estate, generation skipping transfer, and fiduciary income tax laws of the

state.

“Department” means the department of revenue and finance.

“Devise,” when used as a verb, means to dispose of property, both real and personal, by a will.

“Director” means the director of revenue and finance.

“Estate” means the real and personal property, tangible and intangible, of the decedent or a trust,
that over time may change in form due to sale, reinvestment, or otherwise, and augmented by accre
tions or additions thereto and substitutions therefor, or diminished by any decreases and distribution:
therefrom. For the definitions of “gross estate” and “net estate” under this chapter, see those terms a
referenced in this subrule.

“Executor” means any person appointed by the court to administer the estate of a testate deceden

“Fiduciary” includes personal representative, executor, administrator, and trustee. This term in-
cludes both temporary and permanent fiduciaries appointed by the court to settle the decedent’s prc
bateestate and also the trustee of an inter vivos trust where the trust assets are part of the gross estate
inheritance tax purposes.

“Gross estate”as used for inheritance tax purposes as defined in lowa Code section 450.2 includes
all those items, or interests in property, passing by any method of transfer specified in lowa Code sec
tion 450.3 without reduction for liabilities specified in lowa Code section 450.12. The gross estate for
tax purposes may not be the same as the estate for probate purposes. For example, property owned
joint tenants with right of survivorship, property transferred with a retained life use, gifts within three
years of death, transfers to take effect in possession or enjoyment at death, trust property, “pay ol
death” accounts, annuities, and certain retirement plans, are not part of the decedent’s probate estat
but are includable in the decedent’s gross estate for inheritance tax puhposésudenEstate 249
lowa 1393, 92 N.W.2d 409 (1958 re Sayres’ Estate245 lowa 132, 60 N.W.2d 120 (1958);re
Toy's Estate220 lowa 825, 263 N.W. 501 (193%);re Mann’s Estate219 lowa 597, 258 N.W. 904
(1935); Matter of Bliven'sEstate,236 N.W.2d 366 (lowa 1975k re English’s Estate206 N.W.2d
305 (lowa 1973).

“Gross share”means the total amount of property of an heir, beneficiary, surviving joint tenant, or
transfereewithout reduction of those items properly deductible in computing the net shares. The total
of all gross shares is equal to the gross estate.
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“Heir” includes any person, except the surviving spouse, who is entitled to property of the decedent
under the statutes of intestate succession.

“Internal Revenue Codefneans the Internal Revenue Code of 1954 as defined in lowa Code sec-
tion 422.3(4), and is to include the revisions to the Internal Revenue Code ni886 and all subse-
quent revisions.

“Intestate estate” means an estate in which the decedent did not have a will. Administration of such
estates is governed by lowa Code sections 633.227 through 633.230. Rules of inheritance for such
estates are found in lowa Code sections 633.211 through 633.226.

“Issue,” for the purpose of intestate succession, means all lawful lineal descendants of a person,
whether biological or adopted. For details regarding intestate succession, see lowa Code sections
633.210 through 633.226. For details regarding partial intestate succession, see lowa Code section
633.272.

“Net estate” means the gross estate less those items specified in lowa Code section 450.12 as de-
ductions in determining the net shares of property of each heir, beneficiary, surviving joint tenant, or
transferee.In re Estate of Waddingto201 N.W.2d 77 (lowa 1972). The total of all net shares of an
estate must equal the total of the net estate.

“Net share” means the gross share less the liabilities, if any, which are properly deductible from the
gross share of an heir, beneficiary, surviving joint tenant, or transferee. The law of abatement of shares
may be applicable for purposes of determining the net share subject to tax. See lowa Code section
633.436; In re Estate of Ngel95 N.W.2d 361 (lowa 19723 olthurst v. Colthurst265 N.W.2d 590
(lowa 1978);In re Estate of Duhme&67 N.W.2d 688 (lowa 1978). However, see lowa Code section
633.278 for property subject to a mortgage.

“Personal representative’shall have the same meaning as the term is defined in lowa Code section
633.3(29) and shall also include trustees. For information regarding claims of a personal representa-
tive, see lowa Code section 633.431.

“Probate” means the administration of an estate in which the decedent either had or did not have a
will. Jurisdiction over the administration of such estates, among other matters, is by the district court
sitting inprobate. For further details on the subject matter and personal jurisdiction of the district court
sitting in probate, see lowa Code sections 633.10 through 633.21. For matters regarding the procedure
in probate, see lowa Code sections 633.33 through 633.53.

“Responsible party”is the person liable for the payment of tax under this chapter. See
701—86.2(450).

“Simultaneous deathsbccur when the death of two or more persons occurs at the same time or
there isnot suficient evidence that the persons have died otherwise than simultaneously. For distribu-
tion of property in this situation, see lowa Code sections 633.523 through 633.528.

“Surviving spouse”means the legally recognized surviving wife or husband of the decedent.

“Tax” means the inheritance tax imposed by lowa Code chapter 450.

“Taxpayer” means a person liable for the payment of the inheritance tax under lowa Code section
450.5and includes the executor or personal representative of an estate, the trustee or other fiduciary of
propertysubject to inheritance tax, and includes each heir, beneficiary, surviving joint tenant, transfer-
ee, or other person becoming beneficially entitled to any property or interest therein by any method of
transfer specified in lowa Code section 450.3, as subject to inheritance tax with respect to any inheri-
tance tax due on the respective shares of the property.
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“Trustee” means the person or persons appointed as trustee by the instrument creating the trust o
the person or persons appointed by the court to administer the trust.

“Trusts” means real or personal property that is legally held by a person or entity for the benefit of
another. This includes, but may not be limited to, express trusts, trusts imposed by court order, trust
administered by the court, and testamentary trusts. Such trusts are subject to lowa Code chapter 45
even in situations when the estate consists solely of trust property.

“Will” includes codicil; it also includes a testamentary instrument that merely appoints an executor,
and a testamentary instrument that merely revokes or revives another will. For information regarding
mutual and contractual wills, see lowa Code section 633.270.

86.1(2) Delegation of authority The director delegates to the administrator, subject always to the
supervisiorand review by the director, the authority to administer the lowa inheritance tax. This dele-
gated authority specifically includes, but is not limited to, the determination of the correct inheritance
tax liability; making assessments against the taxpayer for additional inheritance tax due; authorizing
refunds of excessive inheritance tax paid; issuing receipts for inheritance tax paid; executing release
of the inheritance tax lien; granting extension of time to file the inheritance tax return and pay the tax
due; granting deferments to pay the inheritdagen a property interest to take effect in possession or
enjoyment at future date; requesting or waiving the appraisal of property subject to the inheritance tax
and the imposition of penalties for failure to timely filepay the inheritance tax. The administrator
may delegate the examination and audit of inheritance tax returns to the supervisors, examiners
agents, and any other employees or representatives of the department.

86.1(3) Information deemed confidentiaFederal tax returns, federal return information, inheri-
tance tax returns, and the books, records, documents, and accounts of any person, firm, or corporatiol
including stock transfer books, requested to be submitted to the department for the enforcement of the
inheritance tax law, shall be deemed and held confidential by the department, subject to public disclo-
sure only as provided by law. See 26 U.S.C. Section 6103 pertaining to confidentiality and disclosure
of federal tax returns and federal return information.

86.1(4) Information not confidentialCopies of wills, the filing of an inheritance tax lien, release
of a real estate lien, probate inventories, trust instruments, deeds and other documents which have be
filed for public record are not deemed confidential by the department.

86.1(5) Forms The final inheritance tax return, inheritance tax receipts, and forms for the audit,
assessmenand refund of the inheritance tax shall be in such form as may be prescribed or approved by
the director—see 701—8.3(17A).

86.1(6) Safedeposit boxesEffective July 1, 1998, there is no longer a requirement for safe deposit
boxes to bénventoried and reported to the department prior to the delivery of the assets to the persona
representative, transferee, joint owner, or beneficiary.

This rule is intended to implement lowa Code chapters 22 and 450 and lowa Code sections 421.2
450.67, 450.68, 450.94, 450B.7, and 1997 lowa Acts, chapter 60, sections 1 and 2.
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701—86.2(450) Inheritance tax returns and payment of tax.

86.2(1) Filing of an inheritance tax returnEstates meeting certain requirements must file an in-
heritancetax return, and it is the duty of certain persons associated with the estate to file the inheritance
tax return as follows:

a. Mandatoryfiling. The inheritance tax return provided for in subrule 86.2(2) must be filed if the
grossshare of any heiheneficiary, transferee, or surviving joint tenant exceeds the exemptions allow-
able in lowa Code sections 450.4 and 450.9. In addition, if lowa real estate is includable in the gross
estate, the return must be filed, even if no tax is due, prior to the issuance of a no tax due certificate.

b. Who must file.If the decedent’s estate is probated as provided in lowa Code chapter 633 or
administered as provided in lowa Code section 450.22, the personal representative of the estate is
charged with the duty of filing the return with the department. If the personal representative of the
estatefails to file the return or if the estate is not probated, it shall be the duty of those heirs, beneficia-
ries, transferees, surviving joint tenants, and trustees who receive shares in excess of the allowable ex-
emptions or shares which are taxable in whole or in part, without the deduction of liabilities, and those
individuals in receipt of the decedent’s property are either jointly or severally to file the return with the
department.

86.2(2) Form and content—inheritance tax return.

a. Estates oflecedents dying prior to July 1, 1983escinded IAB 10/13/93, effective 11/17/93.

b. Estates of decedents dying on or after Jul®83. For estates of decedents dying on or after
July 1, 1983, the preliminary inheritance tax return is abolished and a single inheritance tax return is
substituted in lieu thereof. The return shall provide for schedules listing the assets includable in the
gross estate, a listing of the liabilities deductible in computing the net estate, and a computation of the
tax due, if any, on each share of the net estate. The return shall conform as nearly as possible to the
federalestate tax return, Form 706. For information regarding lowa returns, see subrule 86.1(5). If the
estatehas filed a federal estate tax return, a copy must be submitted with the lowa return. If the federal
estate return includes the schedules of assets and liabilities, the taxpayer may omit the lowa schedules
of assets from the return. However, any lowa schedules indicating liabilities must be filed with the
lowa return due to proration of liabilities. When lowa schedules are filed with the return, only those
schedulesvhich apply to the particular assets and liabilities of the estate are required. A return merely
listing the assets and their values when the gross estate is in excess of $10,000 is not sufficient in non-
taxable estates. In this case, the return must be amended to list the schedule of liabilities and the com-
putation of the shares of the net estate before an inheritance tax clearance will be issued.

c. Speciarule when the surviving spouse succeeds to property in the dsffgetive for estates
of decedents dying on or after January 1, 1988, the following rules apply when the surviving spouse
succeeds to property in the estate:

(1) If all of the property includable in the gross estate for inheritance tax purposes is held in joint
tenancy with right of survivorship by husband and wife alone, an inheritance tax return is not required
to be filed and a certificate from the department stating no inheritance tax is due is not required to re-
lease the inheritance tax lien under lowa Code section 450.7(2).



IAC 7/14/99 Revenue and Finance[701] Ch 86, p.5

(2) If any of the property includable in the gross estate passes to the surviving spouse by mean:
other than by joint tenancy with right of survivorship or if any property passes by joint tenancy with
right of survivorship when the surviving spouse is not the only surviving joint tenant, an inheritance tax
return is required to be filed.

d. Estates ofiecedents dying on or after July 1, 1997 addition to what is set forth in paragraph
“c,” effective for estates of decedents dying on or after July 1, 1997, lowa inheritance tax is not im-
posed when a parent, grandparent, great-grandparent, or any other lineal ascendant, child (includin
any legally adopted child and biological child entitled to inherit under the laws of this state), stepchild,
grandchild, great-grandchild, or any other lineal descendant succeeds to property in the estate. How
ever, an lowa inheritance tax return is required to be filed with the department of revenue and finance
Despite the fact that lowa inheritance tax may not be due, a qualifying estate may have an lowa estat
tax obligation.

86.2(3) Liability for the tax. The personal representative of an estate is personally liable for the
totaltax due from any person receiving property subject to the tax, to the extent the person’s share of thi
property is subject to the jurisdiction of the probate court and the personal representative. The truste
of trust property subject to tax is personally liable for the total tax due from a beneficiary to the extent of
the person’s share of the trust property. Each heir, beneficiary, transferee, joint tenant, and any othe
person being beneficially entitledaay property subject to tax is personally liable for the tax due on all
property received subject to the tax. The person is not liable for the tax due on another person’s share
property subject to tax, unless the person is also a personal representative, trustee, or other fiducial
liable for the tax by reason of having jurisdiction over the property, the succession to which is taxable.
Eddy v. Short190 lowa 1376, 179 N.W. 818 (1920Yaterman v. Burbank 96 lowa 793, 195 N.W.

191 (1923).

86.2(4) Supplemental return—deferred irgst. When the tax has been deferred on a property in-
terest to take effect in possession or enjoyment after the termination of a prior property interest, it shall
be the duty of the owner of the future interest to file a supplemental inheritance tax return with the de-
partment, reporting the future interest for taxation.

86.2(5) Amendedaturn. If additional assets or errors in valuation of assets or deductible liabilities
are discovered after the filing of the inheritance tax return increasing the amount of tax due, an
amended inheritance tax return must be filed with the department, reporting the additional assets. Th
appropriate penalty and interest will be charged on the additional tax due pursuant to lowa Code sec
tion 421.27 and department rules in 701—Chapter 10. To file an amended inheritance tax return, Form
IA 706 shall be completed and at the top of the front page of the return the word “AMENDED” shall be
printed. If additional liabilities are discovered or incurred after the filing of the inheritance tax return
which result in an overpayment of tax, an amended inheritance tax return must be filed in the mannel
indicated above. For amended returns resulting from federal audit adjustments—see subrule 86.3(6
and rules 86.9(450), and 86.12(450). For permitted and amended returns not permitted for change c
values—see subrule 86.9(4).

86.2(6) Due date for filing—return on psent property interestdJnless an extension of time has
beengranted, the final inheritance tax return, or the inheritance tax return in case of decedents dying or
or after July 1, 1983, must be filed and any tax due paid, for all property in present possession or enjoy
ment:
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a. On or before the last day of the ninth month after death for estates of decedents dying on or after
July 1, 1984, subject to the due date falling on a Saturday, Sunday, or legal holiday, which would then
make the return due on the following business day. The following table for return due dates illustrates
this subrule:

Deaths Occurring During:  Return Due Date:

July 1996 April 30, 1997
August 1996 June 2, 1997

(May 31 is a Saturday and June 1 is a Sunday)
September 1996 June 30, 1997
October 1996 July 31, 1997
November 1996 September 2, 1997

(August 31 is a Sunday, September 1 is Labor Day)
December 1996 September 30, 1997
January 1997 October 31, 1997
February 1997 December 1, 1997

(November 30 is a Sunday)
March 1997 December 31, 1997
April 1997 February 2, 1998

(January 31 is a Saturday and February 1 is a Sunday)
May 1997 March 2, 1998

(February 28 is a Saturday and March 1 is a Sunday)
June 1997 March 31, 1998

b. Within nine months after death for estates of decedents dying during the period beginning July
1, 1981, and ending June 30, 1984.

86.2(7) Election to file—before termination of prior estafthe tax due on a future property inter-
est may be paid, at the taxpayer’s election, on the present value of the future interest as follows:

a. On or before the last day of the ninth month after the decedent’s death (or withéapaéer
the death of the decedent for estates of decedents dying prior to July 1, C8&ipute the tax by
applying the life estate, annuity, or present value tables to the value of the property at the date of the
decedent’s death. If age or time is a determining factor in computing the present value of the future
interest, it is the age or time at the date of the decedent’s death that must be used.

b. After the last day of the ninth month following the decedent’s death (one year aftdodeath
estates of decedents dying prior to July 1, 1981) but prior to the termination of thegpai@: Com-
putethe tax by applying the life estate, annuity, or present value tables to the value of the property at the
date the tax is paid. If age or time is a determining factor in computing the present value of the future
interest, it is the age or time at the date the tax is paid that must bdruseéstate of Wickhan241
lowa 198, 40 N.W.2d 469 (1950 re Estateof Millard, 251 lowa 1282, 105 N.W.2d 95 (196Q).re
Estate of Dwight E. Clapg;lay County District Court, Probate No. 7251 (1980).
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86.2(8) Mandatory due date—return on a future property interest

a. For estates of decedents dying prior to July 1, 19B4scinded IAB 10/13/93, effective
11/17/93.

b. Mandatory due date—return on a future property interest for estates of decedentsdying
afterJuly 1, 1981.Unless the tax due on a future property interest has been paid under the provisions of
subrule 86.2(7), paragrapte’ and‘b,” the tax due must be paid on or before the last day of the ninth
monthfollowing the termination of the prior estate. The statute does not provide for an extension of the
mandatory due date for payment of the tax.

86.2(9) Extension of time—return and paymeRor estates of decedents dying on or after July 1,
1984, the department may grant an extension of time to file an inheritance tax return on an annual basis
To be eligible for an extension, an application for an extension of time must be filed with the depart-
ment on dorm prescribed or approved by the direciineapplication for extension must be filed with
the department prior to the time the tax is due and an estimated payment of 90 percent of the tax du
must accompany the application—see lowa Code section 421.27 and rule 701—10.85(422). An ex:
tension oftime to pay the tax due may be granted in the case of hardship. However, for extensions to be
granted, the request must include evidence of the hardship—see 701—Chapter 10. An extension c
time tofile cannot be extended for a period of time longer than ten years after the last day of the month
in which the death of the decedent occurs.

86.2(10) Discount. There is no discount allowed for early payment of the tax due.

This rule is intended to implement lowa Code sections 421.14, 450.5, 450.6, 450.9 as amended b
1997 lowa Acts, Senate File 35, 450.22, 450.44, 450.46, 450.47, 450.51, 450.52, 450.53, 450.63, an
450.94.

701—86.3(450) Audits, assessments and refunds.

86.3(1) Audits.Upon filing of the inheritance tax return, the department must audit and examine it
and determine the correct tax due. A copy of the federal estate tax return must be filed with the inheri-
tance tax return in those estates where federal law requires the filing of a federal estate tax return. Tt
department may request the submission of wills, trust instruments, contracts of sale, deeds, appraisal
and such other information as may reasonably be necessary to establish the correct tax due. See loy
Code sections 450.66 and 450.67 @&ifidiny v. County Board of Reviel®8 N.W.2d 343, 349 (lowa
1971). For taxpayers using an electronic data interchange process or technology also see 701-
subrule 1.4(4). The person or persons liable for the payment of the tax imposed by lowa Code chapter
450 shall keep the records relating to the gross and net estate required for federal estate tax purpos
under 26 U.S.C. Section 6001 of the Internal Revenue Code and federal regulation Section 20.6001-1

86.3(2) Assessments for additional tai the inheritance tax return is not filed within the time
prescribed by law, taking into consideration any extensions of time, or the return asfilecoisect,
the department may make an assessment for the tax and any penalty and interest due based on the
ventories, wills, trust instruments, and other information necessary to ascertain the correct tax. Fol
interest and penalty rate information, see 701—Chapter 10.
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86.3(3) Refunds If the examination and audit of the inheritance tax return discloses an overpay-
ment oftax, the department will refund the excess to the taxpayer. See 701—Chapter 10 for the statuto-
ry interest rate commencing on or after January 1, 1982. For estates of decedents dying prior to January
1, 1988, interest shall be computed for a period beginning 60 days from the date of the payment to be
refunded. For estates of decedents dying on or after January 1, 1988, interest must be computed for a
period beginning the first day of the second calendar month folladtwindate of payment, or the date
upon which the return which sets out the refunded payment was actually filed, or the date that return
was due to be filed, whichever date is the latest. For the purposes of computing the period, each frac-
tion of a month counts as an entire month. If the taxpayer, after the tax has been paid, discovers addi-
tional liabilities which, when offset by any additional assets results in an overpayment of the tax, the
excess payment will be refunded to the taxpayer upon filing with the department an amended inheri-
tance tax return claiming a refund. No refund for excessive tax paid shall be made by the department
unless aramended return is filed with the department within three years (five years for estates of dece-
dents dying prior to July 1, 1984) after the tax payment upon which the claim is made became due, or
one year after the tax was paid, whichever time is the later—see lowa Code section 450.94(3).

86.3(4) Supplemental assessments and refund adjustmétits department may, at any time
within the period prescribed for assessment or refund adjustment, make a supplemental assessment or
refund adjustment whenever it is ascertained that any assessment or refund adjustment is imperfect or
incomplete in any respect.

If an assessment or refund adjustment is appealed (protested under rule 701—7.8(17A)) and is re-
solved whether by informal proceedings or by adjudication, the department and the taxpayer are pre-
cluded from making a supplemental assessment or refund adjustment concerning the same issue in-
volved insuch appeal for the same tax period unless there is a showing of mathematical or clerical error
or a showing of fraud or misrepresentation.

86.3(5) Assessments—period of limitatiorisffective for estates of decedents dying on or after
July 1, 1984, assessments for additional tax due must be made within the following periods of time:

a. Within three years after the return is filed for property reported to the department on the return.
The three-year period of limitation does not begin until the return is filed. The time of the decedent’s
death imot relevant. For purposes of determining the period of limitations, the assessment period shalll
terminate on the same day of the month three years later which corresponds to the day and month the
return was filed. If there is no numerically corresponding day three years after the return is filed, or if
the expiration date falls on a Saturday, Sunday, or legal holiday, the assessment period expires the pre-
ceding day in case there is no corresponding day, or the next day following which is not a Saturday,
Sunday, or legal holiday.

b. The period of time for making an assessment for additional tax is unlimited if a return is not
filed with the department.

c. Ifareturnis filed with the department, but property which is subject to taxation is omitted from
the return, the three-year period for making an assessment for additional tax on the omitted property
does not begin until the omitted property is reported to the department on an amended return. The
omission of property from the return only extends the period of limitations for making an assessment
for additional tax against the beneficiary, surviving joint tenant, or transferee whose share is increased
by the omitted property. Other shares of the estate are not affected by the extended assessment period
due to the omitted property. The inheritance tax is a separate succession tax on each share of the estate,
not on the estate as a whole.re Estate of Stond32 lowa 136, 109 N.W. 455 (1906).
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86.3(6) Period of limitations—federal auditdn the case of a federal audit, the department, not-
withstanding the normal three-year audit period specified in lowa Code paragraphs 4%0.94(8)

“b,” shall have an additional six-month period for examination of the inheritance tax return to deter-
mine the correct tax due and for making an assessment for additional tax that may be due.

The additional six-month period begins on the date the taxpayer performs two affirmative acts: (1)
notifies the department, in writing, that all controversies with the Internal Revenue Service concerning
the federal estate, gift, and generation skipping transfer taxes have been concluded and (2) submits |
the department a copy of the federal audit, closing statement, court decision, or any other relevant fec
eral document concerning the concluded controversy. The additional six-month examination period
does not begin until both of the acts are performed. See lowa Code sections 622.105 and 622.106 ft
the mailing date as constituting the filing date and lowa Code section 4.1(Fnametsburg Ready
Mix Co. v. Norris 362 N.W.2d 498 (lowa 1985) when the due date falls on a legal holiday.

The additional audit period does not limit or shorten the normal three-year examination period. As a
result, a six-month additional examination period has no application if the additional six-month ex-
amination period would expire during the normal three-year audit period. If additional tax is found to
be due, see paragraph 86.12§5) for the inheritance tax lien filing requirements for securing the
additional tax after an inheritance tax clearance has been issued. The six-month additional examina
tion period means the department shall have at least six months to examine the return after the notifica
tion. The department will have more time if the normal three-year examination period expires after the
six-month additional period for examination. After the expiration of the normal three-year examina-
tion period, and absent an agreement to the contrary, the six-month extension of the statute of limita
tions for assessing lowa inheritance tax based on federal audit adjustments for real property is limitec
to federal audit adjustments that directly affect lowa inheritance tax and involve lowa inheritance tax
law that incorporates Internal Revenue Code provisions—see lowa Code section 450.94(5),
701—86.9(450) and 701—86.12(450), atelly-Springfield Tire Co. v. lowa Board of Tax Review,

414 N.W.2d 113 (lowa 1987).

This rule is intended to implement lowa Code sections 422.25, 422.30, 450.53, 450.65, 450.71,

450.94, 450A.12 and 451.12.

701—86.4(450)Appeals. A determination made by the department of either the correct amount of the
tax due, or the amount of refund for excessive tax paid, shall be final unless the taxpayer, or any othe
party aggrieved by the determination, appeals to the director for a revision of the department’s deter-
mination. For notices of assessment issued on or after January 1, 1995, the department will consider
protest to be timely filed if filed no later than 60 days following the date of assessment notice or, if a
taxpayer failed to timely appeal a notice of assessment, the taxpayer may make a payment pursuant
rule 701—7.8(17A) and file gefund claim within the period provided by law for filing such claims. In

the event of an appeal, the provisions of 701—Chapter 7 of the department’s rules of practice and pro
cedure before the department of revenue and finance and lowa Code chapter 17A shall apply.

This rule is intended to implement lowa Code chapter 17A and section 450.94.
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701—86.5(450) Grossstate.

86.5(1) lowa real and tangible personal propertiReal estate and tangible personal property with
a situs in the state of lowa and in which the decedent had an interest at the time of death is includable in
the gross estate regardless of whether the decedent was a resident of lowa. It is immaterial whether the
property, or interest, is owned singly, jointly, or in common. Certain other real and tangible personal
propertywith a situs in the state of lowa in which the decedent did not have an interest at death may also
be part of the gross estate for tax purposes. Examples of such property transfers include, but are not
limited to, transfers of real estate in which the grantor retained a life estate, life interest, interest or the
power of revocatiomproperty or interest in property in trust, and gifts made within three years of death
in excess of the federal gift tax exclusion. These constitute transfers of property in which the decedent
may not have an interest at death, but are includable in the gross estate for inheritance tax purposes.
re Dieleman’s Estate v. Dept. of Rever2@? N.W.2d 459 (lowa 1974dn re English's Estate206
N.W.2d 305 (lowa 1973); arldncoln’s Estate v. Briggs,99 N.W.2d 337 (lowa 1972).

86.5(2) Foreign real estate and tangible personal properieal estate and tangible personal
propertywith a situs outside the state of lowa are not subject to the lowa inheritance tax and, therefore,
are not includable in the decedent’s gross estate for tax purpoidsy. Pennsylvania268 U.S. 473,

45 S. Ct. 603, 69 L.Ed. 1058 (1928);re Marx Estate226 lowa 1260, 286 N.W.2d 422 (1939).

86.5(3) Intangible personal property—decedent domiciled in lowaangible personal property,
or interest therein, owned by a decedent domiciled in lowa is includable in the gross estate for inheri-
tance tax purposes regardless of the physical location of the evidence of the property or whether the
account oobligation is with a non-lowa financial institutio@urry v. McCanless307 U.S. 357, 59 S.

Ct. 900, 83 L.Ed 1339 (1939)ijncoln’s Estate v. Briggs,99 N.W.2d 337 (lowa 1972).

86.5(4) Intangible personal property—decedent domiciled outside .lowaangible personal
propertymay have more than one inheritance tax situs and be subject to multiple state inheritance taxa-
tion. Therefore, it has been held that the situs of intangible personal property is the place where the
owner is domiciled and also where the intangible has acquired a business situs or is located for state
inheritanceax purposes. More than one state can subject the succession to such intangible property to
tax. State Tax Commission of Utah v. Aldriéfi6 U.S. 174, 62 S. Ct. 1008, 86 L.Ed. 1358 (1942);
Curry v. McCanless307 U.S. 357, 59 S. Ct. 900, 83 L.Ed. 1339 (1988gffin v. Johnsor00 lowa
89, 204 N.W. 424 (1925). Intangible personal property owned by a decedent domiciled outside lowa
may be subject to the lowa inheritance tax and, therefore, includable in the gross estate if the physical
evidence ofhe property has an lowa situs or if the intangible property is an account or obligation of an
lowafinancial institution. This intangible personal property is not subject to lowa inheritance tax if the
state of domicile subjects the property to a state death tax and either does not subject intangible person-
al property owned by a decedent domiciled in lowa to a state death tax, or grants reciprocity to lowa-
domiciled decedents on like intangible personal property. Intangible personal property owned by a
decedent domiciled outside lowa is subject to the lowa inheritance tax if the state of domicile does not
grant an exemption or reciprocity to like intangible personal property owned by lowa decedents, or
does not impose a death tax on intangible property.

86.5(5) Classification of property The property law of the state of situs determines whether prop-
erty is classified as real, personal, tangible or intangible and also whether decedent had an interest in
the property. Dieleman’s Estate v. Dept. of Reven222 N.W.2d 459 (lowa 1974Williamson v.
Youngs200 lowa 672, 203 N.W. 28 (1925).
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86.5(6) Insurance—in generalWhether the proceeds or value of insurance is includable in the
gross estate for inheritance tax purposes depends on the particular facts in each situation. Designat:
beneficiaryand type of insurance (life, accident, health, credit life, etc.) are some of the factors that are
considered imletermining whether the value or proceeds are subject tintax Estate of Browr205
N.W.2d 925 (lowa 1973).

a. Insurance prceeds subject to tahe proceeds of insurance on the decedent’s life owned by
the decedent and payable to the decedent’s estate or personal representative is includable in the grc
estate. Insurance owned by the decedent on the life of another is includable in the gross estate to tf
extent of the cash surrender value of the policy. The proceeds of all insurance to which the deceden
had an interest, at or prior to death, but are payable for reasons other than death, are includable in tt
gross estateBair v. Randall 258 N.W.2d 333 (lowa 1977).

b. Insurance proceeds not taxablasurance on the decedent’s life payable to a named benefi-
ciary, including a testamentary trust, other than the insured, the estate, or the insured’s personal repr
sentative, is not subject to lowa inheritance taxre Estate of Browr205 N.W.2d 925 (lowa 1973).

c. Insurance proceeds includable—depending on circumsta@eedlit life insurance and buri-
al insurance are offsets against the obligation. If the obligation is deducted in full or in part in comput-
ing the taxable shares of heirs or beneficiaries, the proceeds of the credit life and burial insurance ar
includable irthe gross estate to the extent of the obligation. Insurance on the decedent’s life and ownec
by the decedent, pledged as security for a debt is an offset against the debt if the insurance is the prima
source relied upon by the creditor for the repayment of the obligation and is includable in the gross
estate on the same conditions as credit life insuranceEs$ate of Carl M. LaartProbate No. 9641,
District Court of Cass County, March 17, 19E3tate of Roy P. Petersdéfrobate No. 14025, District
Court of Cerro Gordo County, May 168974.

Insurance on the decedent’s life, payable to a corporation or association in which the decedent ha
an ownership interest, while not subject to tax as insurance, may increase the value of the decedent
interest. In re Reed’s Estat®43 N.Y. 199, 153 N.E.47, 47 A.L.R. 522 (1926).

86.5(7) Gifts in contemplation of death—for estates of decedents dying prior to 19841 only.

A transfer of property, or interests in property by a decedent, except in the case of a bona fide sale fo
fair consideration within three years of the grantor’s death, made in contemplation of death, is includ-
able in the decedent’s gross estate. Any such transfer made within the three-year period prior to th
grantor’sdeath is presumed to be in contemplation of death, unless it is shown to the contrary. Whethel
a transfer is made in contemplation of death depends on the intention of the grantor in making the trans
fer and will depend on the facts and circumstances of each individual transfer.

. Factors to be considered include, but are not limited to:

(1) The age and health of the grantor at the time of the transfer,

(2) Whether the grantor was motivated by living or death motives,

(3) Whether or not the gift was a material part of the decedent’s property,

(4) Whethetthe gift was an isolated event or one of a series of gifts during the decedent’s lifetime.

Factors which tend to establish that the motive for the gift was prompted by the thibught
death include, but are not limited to:

(1) Made with the purpose of avoiding death taxes,

(2) Made as a substitute for a testamentary disposition of the property,

(3) Of such an amount that the remaining property of the grantor would not normall§iciersuf
to provide for the remaining years of the grantor and those of the grantor’s household,

(4) Made with the knowledge that the grantor is suffering from a serious illness that is normally
associated with a shortened life expectancy.
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c. Factorswhich tend to establish that the gift was inspired by living motives includarebnibt
limited to:

(1) Made on an occasion and in an appropriate amount that is usually associated with such gift
giving occasions as Christmas, birthdays, marriage, or graduation,

(2) Made because of the financial need of the donee and in an amount that is appropriate to the
need,

(3) Made as a remembrance or reward for past services or favors in an amount appropriate to the
occasion,

(4) Made to be relieved of the burden of management of the property given, retaining sufficient
property and income for adequate support and maintenance.

For a gift to be determined to have been made in contemplation of death it is not necessary that the
grantor beconscious of imminent or immediate death. However, the term means more than the general
expectation of death which all entertain. It is a gift when the grantor is influenced to do so by such
expectation of death, arising from bodily or mental condition, as prompts persons to dispose of their
property to those whom they deem the proper object of their bounty. It is sufficient if the thought of
death ishe impelling cause for the gift).S.v. Wells283 U. S. 102, 51 S. Ct. 446, 75 L.Ed. 867 (1931);

In re Mann’s Estate219 lowa 597, 258 N.W. 904 (1935).

d. Giftsmade within three years of death—for estates of decedents dying on or afterl 9.

All gifts made by the donor within three years of death, which are in excess of the annual calendar year
federal gift tax exclusion provided for in 26 U.S.C. Section 2503, subsections b and e, are included in
the gross estate for inheritance tax purposes. The motive, intention or state of mind of the donor is not
relevant. The fact alone that the transfer is a gift, in whole or in part, and exceeds the annual calendar
year exclusion for federal gift tax purposes, is sufficient to subject the excess of the transfer over the
exclusion tdax. The exclusion is applied to the total amount of the gifts made to a donee in a calendar
year, allocating the exclusion to the gifts in the order made during the calendarhjsaule has im-
portantapplication to the earliest year of the three-year period before death because the three-year peri-
od for inheritance tax purpose is measured from the date the decedent-donor died. This will only rarely
coincide with a calendar year. As a result, none of the gifts made in the earliest calendar year of the
three-year period prior to death, regardless of the amount, which are made before the beginning of the
three-yeaperiod, measured by the decedent’s death date, is subject to tax. However, gifts made before
the three-year period begins in this earliest year will reduce or may completely absorb the exclusion
amount that is available for the remaining part of this first-year period. The significance of the differ-
ence between the three-year period prior to death and the calendar year exclusion amount is illustrated
by the following:

ExampPLE. The decedent-donor, A, died July 1, 1995. The three-year period during which gifts may
be subject to inheritance tax begins July 1, 1992. During the calendar year 1992, A made a cash gift to
nephew B of $11,000 on May 1, 1992, and a second gift to B of $4,000 on August 1, 1992. In this
example, none of the $11,000 gift made on May 1, 1992, is includable for inheritance tax purposes
because it was made before the three-year period began, based on A's date of death. All of the $4,000
gift made on August 1, 1992, is includable for inheritance tax purposes because it is in excess of the
calendar year 1992 federal gift tax exclusion of $10,000.

(1) Split gift. At the election of the donor’s spouse, a gift made by a donor to a person, other than
the spouse, shall be considered, for inheritance tax purposes, as made one half by the donor and one
half by the donor’s spouse. This split gift election for inheritance tax purposes is subject to the same
terms and conditions that govern split gifts for federal gift tax purposes under 26 U.S.C. Section 2513.

The consent of the donor’s spouse signified under 26 U.S.C. Section 2513(b) shall also be presumed
to be consent for lowa inheritance tax purposes, unless the contrary is shown. If the split gift election is
made, the election shall apply to all gifts made during the calendar year. Therefore, if the election is
made,each spouse may use the annual exclusion ($10,000 for 1994) which shall be applied to one-half
of the total value of all gifts made by both spouses during the calendar year to each donee.
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(2) Types of transfers which may result in a gift. Whether a transfer of property constitutes a gift
depends on the facts and circumstances surrounding each individual transfer. Transfers which ma
result in agift, in whole or in part, include, but are not limited to: sales of property where the purchase
price, or terms of sale, are less than fair market value; a loan of money, interest free, even though th
loan is payable on demand; the release of a retained life use of property; and the payment of a debt ¢
other obligation of another person.

(3) Types of transfers that are not a gift. However, certain transfers which in property law would
be considered a present transfer of an interest in property may not be considered gifts within the low:s
three-year rule under lowa Code section 450.3(2). Rather the transfers may be transfers intended t
take effect in possession or enjoyment at death. Examples of this kind of transfer would include, but
are not limited to, transfers in trust or otherwise, with a retained life use or interest; commercial annui-
ties where payments are made to a beneficiary upon the death of the primary annuitant; transfers ths
placeproperty in joint tenancy; irrevocable transfers of real or personal property where the deed or bill
of sale is placed in escrow to be delivered only upon the grantor’s death. Transfers of this kind are
subject tdnheritance tax under lowa Code section 450.3(3) as a transfer to take effect in possession o
enjoyment at death, even though under property law an interest in the property may have been tran:
ferredprior to death. Different kinds of transfers that may constitute a taxable gift, in whole or in part,
include but are not limited to the following:

ExampLE A. Grantor-decedent, A, on July 1, 1992, transferred to nephew B, without consideration,
a 160-acre lowa farm, reserving the life use. On the date of transfer, the farm had a fair market value c
$2,000 per acre, or $320,000. On August 1, 1994, A released the retained life estate without any cor
siderationbeing given and then died on December 1, 1994. The release on August 1, 1994, constitute
a gift, for inheritance tax purposes, of the value of the entire farm (less the annual gift tax exclusion),
within the three-year period prior to death. What is taxable is what would have been taxable had the
releasenot been givenUnited States v. Aller293 F2d 916 (10th Cir. 1961); Rev. Ruling 56-324, 1956
2 C.B. 999. In this example, the gift is not to be valued at the time of the release of the life use, but rathe
at its fair market value at the time of death. See subrule 86.9(1). The real estate cannot be valued at |
alternate valuation date because it is not included in the federal gross estate for federal estate tax pu
poses, but rather it constitutes an adjusted taxable gift not eligible for the alternate valuation date. Se
rule 86.10(450) and Federal Estate Tax Regulation Section 20.2032-1(a) and (d).

ExampLE B. A, on August 1, 1992, loaned brother B $450,000 which was evidenced by a non-

interest-bearing promissory note, payable on demand. A died on October 1, 1994, with no part of the
loanhaving been repaid. The principal amount of the note is includable in A's gross estate. The free ust
of money is a valuable property right to the debickman v. Commissionet65 U.S. 330 (1984).
Thus, in effect, A has made a gift of the value of the interest to B each year the debt remains unpaid
Assuming for purposes of illustration that the applicable federal short-term rate for the entire year is 9
percent for each year and no other gifts were made to B, A has made a gift to B of $40,500 througt
August1993 (one year after the note was executed) and an additional gift of $40,500 through August 1,
1994,and two months’ interest of $6,750 from August 1, 1994, to the date of death on October 1, 1994.
Therefore, in calendar year 1992 A has made a gift of 5/12 of $40,500, or $16,875. After deducting the
annual calendar year exclusion of $10,000, $6,875 is subject to inheritance tax. Since the loan wa
outstandindor all of calendar year 1993, $40,500, less the $10,000 exclusion, or $30,500, is subject to
inheritance tax. For calendar year 1994 the loan was outstanding for nine months. Three-fourths o
$40,500, less $10,000, or $20,375, is subject to inheritance tax.

In this example it is not necessary that the loan be made within the three-year period prior to death. |
is the free use of the loan during the three-year period prior to death that constitutes the gift.
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ExampLE C. On March 1, 1992, A sold a 160-acre lowa farm to niece B for $1,500 per acre, or
$240,000. On the date of sale, the fair market value of the farm was $2,500 per acre, or $400,000. A
died on August 1, 1994. This sale is, in part, a gift. Itis not a bona fide sale for an adequate and full
consideration imoney or money’s worth and as a result, the difference between the sale price and the
fair market value of the farm on the date of sale constitutes a gift. The sale price in this example repre-
sentsonly 60 percent of the farm’s fair market value; therefore, 40 percent of the farm is a gift. Howev-
er, the gift percentage to apply to the farm’s value at death is 38 percent, not 40 percent, because the
$10,000 annual gift tax exclusion must be deducted from the value of the gift. See the computation of
this percentage in Example D immediately following.

ExampLE D. On March 1, 1992, A sold a 160-acre lowa farm to niece B for $2,500 per acre, or
$400,000which was also the fair market value of the farm on the date of sale. The sale was an install-
ment sale contract, payable in 20 equal annual installments of principal and interest. The unpaid prin-
cipal balance is to draw interest at one-half of the prevailing Federal Land Bank loan rate, which for
purposes of illustration we will assume to be the rate of 12 percent, or 6 percent per year. The annual
payments oprincipal and interest are $34,873.82 per year. A died on August 1, 1994. In this example,
the sale price in and of itself does not constitute a gift because the sale price was also the fair market
value of the farm. However, the difference between the prevailing Federal Land Bank loan rate of 12
percent and the contract rate of 6 percent constitutes a gift from A to B.

The amount of the gift that is includable in the gross estate is computed by determining the present
value of the future annual payments of $34,873.82 discounted to reflect a 12 percent return on the in-
vestment. The discounted value is then divided by the fair market value of the farm on the date of the
sale to determine the percentage of the sale price that is a bona fide sale for full consideration and the
percentage of the sale price that represents a gift before the annual exclusion. The gift percentage is
then applied to the fair market value of the farm (or special use value, if applicable) at death, to deter-
mine the amount that is includable in the gross estate.

The computation in this example is as follows:

The present value of the future annual payments of $34,873.82 for 20 years to reflect a 12 percent
return on an investment is $260,488.05. That is, an investor who desires to earn the market rate of
return of 12percent on an investment would only pay $260,488.05 for this 6 percent $400,000 contract
of sale.

Bona Fide Sale Percentage
Present value: _260,488.6565%
Sale price: 400,000.00

This is the percentage of the sale price of $400,000 that represents a bona fide sale for full consider-
ation.

Gift Percentage

The sale price d§400,000 - $260,488.05 or $1391545 is the gift portion of the sale price due to the 6
percent interest rate on the contract, before the $10,000 annual exclusion is deducted.

The gift percentage is computed as follows:

$139,511.95 - $10,000 = _ 129,511.832%
400,000.00




IAC 7/14/99 Revenue and Finance[701] Ch 86, p.15

In this example the gift percentage used to determine the amount of the farm value at death that i
taxable is only 32 percent of the value because deducting the $10,000 exclusion reduced the gift per
centagdrom 35 percent to 32 percent. The gift took place in the year of sale not in the year of death. As
a result, 32 percent of fair market value (or special use value, if applicable) of the farm at the time of the
donor’s death is includable in the gross estate for inheritance tax purposes.

86.5(8) Jointtenancy property—in generalVhether the form of ownership of property is consid-
ered to bgoint tenancy is determined by the property law of the state of the situs of the property. Gener-
ally, the words and phrases “to A and B as joint tenants with full rights of survivorship and not as ten-
ants in common” create a joint tenancy form of ownership unless a contrary interest can be shown by
material evidence. “To A or B, payable to the order of self’ creates an alternative right of ownership
and for tax purposes is treated as joint tenancy propkrte Estate of Martin261 lowa 630, 155
N.W.2d 401 (1968)Petersen v. Carstense2d9 N.W.2d 622 (lowa 1977y re Estate of Loude249
lowa 1393, 92 N.W.2d 409 (1958). Joint tenancy property may be held by more than two garsons.
Estate of Horne234 lowa 624, 12 N.W.2d 166 (1944). However, the use of the words “as joint ten-
ants”alone without the use of the phrase “with right of survivorship” may only create a tenancy in com-
mon. Albright v.Winey,226 lowa 222, 284 N.W. 86 (1939).

a. Jointtenancy property—husband awife alone.Generally there are no shares in joint tenan-
cy property because each joint tenant owns the whole property. As a result, joint tenancy property is
not taxed like tenancy in common property where each owner has a specific share. If the joint tenanc)
property is held by husband and wife alone, only one-half of the property is includable in the gross
estate for inheritance tax purposes in the estate of the first joint tenant to die. However, if the survivor
can establish by competent evidence that separate money or property was used and contributed to
larger percentage than one-half to the acquisition of a specific item or items of jointly held property,
thenthe larger percentage of such item or items shall be excluded from taxdddvl. Jepsen v. Bair,

No. 85, State Board of Tax Review, June 18, 1975.

b. Joint tenancy property—not held by husband and wife alBneperty held in this form of
joint tenancy is includable in the gross estate of the deceased joint tenant, except to the extent the su
viving joint tenant or tenants can establish contribution to the acquisition of the joint property, in which
case the proportion attributed to the contribution is excluded from the gross estate. In the case of multi
ple joint tenancy property, excess contribution established by one surviving joint tenant cannot be at-
tributed to another surviving joint tenant. For tax purposes, the requirement of contribution in effect
establishes percentage ownership—or shares—in jointly held property that does not exist in property
law. Contribution to the acquisition of jointly held property can be established by the survivor by
proof, which includes, but is not limited to, evidence that the property was acquired by gift, inheritance,
or purchase from the survivor’s separate funds or property. Contribution means cash or cash in kinc
that is applied to the cost of obtaining the property at issue. Unlike joint tenancy property held solely
between husband and wife, if any of the surviving joint tenants is not the spouse of the decedent, th
presumed one-half exclusion is not automatically available without proof of contribution.
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c. Joint tenancy—convenience or constructive trifghe record ownership of bank accounts,
certificates of deposit, and other kinds of property are held in the form of joint tenancy, but in fact are
held by the decedent and another person or persons who have a confidential or fiduciary relationship
with the decedent, the property is not held in joint tenancy but is held in constructive or resulting trust
by the survivor for the decedent. A confidential or fiduciary relationship is any relationship existing
betweerthe parties to a transaction wherein one of the parties is duty bound to act with the utmost good
faith for the benefit of the other party. In its broadest connotation, the phrase embraces those multiform
positions in life wherein one comes to rely on and trust another in one’s impddast Bfrst Nation-
al Bank v. Curran206 N.W.2d 317 (lowa 1973). The fact that the decedent furnished the funds to
acquire the property or demonstrated a kind, considerate, and affectionate regard for the survivor does
not in itself establish a confidential relationship between the decedent and the survivor. If the evidence
to establish a contrary relationship with respect to property in the form of joint tenancy is not substan-
tial, a joint tenancy exists as a matter of |&®etersen v. Carstense2¥9 N.W.2d 622 (lowa 1977).

If a confidential relationship constituting a constructive or resulting trust is established on behalf of
the decedent, the property or property interest that is the subject of the trust is part of the decedent’s
gross estate as singly owned property.

86.5(9) Transferseserving a life income or intest. If the grantor transfers property, except in the
case of a bona fide sale for fair consideration, reserving the income, use, possession, or a portion there-
of for life, the property is includable in the gross estate for inheritance tax purfosesSayres’ Es-
tate,245 lowa 132, 60 N.W.2d 120 (195®&);re Estate of Englist206 N.W.2d 305 (lowa 1973). If
there is a full reservation of income, the entire value of the property in which the reservation exists is
includablefor tax purposes. If only a portion of the income is reserved, the amount subject to tax is the
full value of the property at death multiplied by a fraction of which the total income reserved is the
numeratoland the total average earning capacity of like property is the denomibegir.re Estate of
English,206 N.W.2d at 310.

The reservation of the life income, or portion thereof, need not necessarily be stated or contained in
the instrument of transfer to be includable for taxation. The transfer of property may contain no reser-
vation of income or other incidents of ownership in the grantor, but if there is a contemporaneous
agreemenbetween the grantor and grantee to pay the income, or portion thereof, to the grantor for life,
the two instruments or agreements when considered together may be construed to be reservation of the
income from the transferred proper§eeln re SayresEstate, 245 lowa 132 at 141, 142, 60 N.w.2d
120 (1953) for a full discussion of the subject.

The instrument need not be in any special form. For example, it may take the form of a contract of
sale taterminate at death where the payments consist of the income from the property only. In addition,
the transfer to be includable for taxation is not limited to income-producing property. For example, the
transfer of the grantor’s dwelling, reserving the life occupancy, falls within the meaning of a reserved
life income or interest. Generally, revocable trusts can be classifieseaging a life income or inter-
est. This type of transfer does not fall within the $10,000 gift exclusion.

86.5(10) Powers of appointment—in generdbwa Code section 450.3(4) is concerned with two
aspects of powers of appointment that are subject to inheritance tax. First, the taxation of the dece-
dent’s property subject to the power of appointment in the estate of the donor (decedent), and second,
the exercise, or nonexercise, of the power of appointment over the property in the estate of the donee
(the decedent possessing the power).
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a. General power of appointmentWhether the instrument of transfer utilized by the donor
creates general or special power of appointment is a matter of property law. For example, a devise to
A for life with “power to dispose of and pass clear title ... if A so elects,” creates a life estate with a
generabpower of appointmentin re Estate of Cookse303 lowa 754, 208 N.W. 337 (1927). Alsoto A
for life, “Especially giving unto A the right to use and dispose of the same as A may szeditg’s a
generalpower of appointment/olz v. Kaemmerl€11 lowa 995, 234 N.W. 805 (1931). However, the
power to sell and convert the assets subject to the power does not in itself create a general power ¢
appointmentlIn re Estate of Harris237 lowa 613, 23 N.W.2d 445 (1946). A power is general if being
testamentary, itan be exercised wholly in favor of the estate of the ddnee. Estate of Spenc@32
N.W.2d 491 at 495, 496 (lowa 1975). The definition of a general power of appointment contained in 26
U.S.C. Section 2056(b)(5) of the Internal Revenue Code would meet the test of a general power unde
lowa law.

b. Special power of appointmerif.there is a limitation on the donee’s right to use the corpus
only for care, maintenance and support, the power is special, not geBresath v.Brown,213 lowa
998,240 N.W. 910 (1932). Also, to A for life with power to handle the property for As interest, limits
the power of invasion of the principal for care and support only, and is therefore a special, not a general
power of appointmentLourien v. Fitzgerald242 lowa 1258, 49 N.W.2d 845 (1951). Also, to A for
life, with unrestricted power of sale with no power over the sale proceeds creates only a special powel
of appointment in the donedicCarthy v. McCarthy]l78 N.W.2d 308 (lowa 1970).

If the donee’s power to appoint is limited to a class or group of persons, a special, not a general
power is createdIn re Estate of Spenc&32 N.W.2d 491, at 496 (lowa 1975).

c. Powers of appointment—taxation in donor’s estdfehe instrument in the donor’s estate
creates general power of appointment, the property subject to the power is taxed as if the property had
been transferred to the donee in fee simple. Those who would succeed to the property in the event th
power isnot exercised are treated in the donor’s estate as if they receive no interest in the property, eve
though in property law those who succeed to the property either by the exercise, or nonexercise, tak
from the donor of the powem re Estate oHiggins,194 lowa 369 at 373, 189 N.W. 752 (19)is-
sing v. Hough237 lowa 194 at 200, 21 N.W.2d 587 (1946).

If the instrument in the donor’s estate creates a special power of appointment, the property subject t
the power is taxed as if the donee of the power had received a life estate or term for years, as the ca
may be. Those persons who would take the property in the event the special power is not exercised a
taxed in the donor’s estate as if they had received the remainder interest in the property subject to th
specialpower, although an election to defer payment of the tax may result in either no taxeveatdif
tax obligation. This could happen, for example, if the special power is the power to invade the corpus
for the health, education, and maintenance of the donee.

d. Powers of appointment in the estate of a donee dying on or after January 1 Pt6p8rty
which is subject to a general power of appointment is includable for inheritance tax purposes in the
gross estate of a donee dying on or after January 1, 1988, if the donee has possession of the gene
power of appointment at the time of the donee’s death, or if the donee has released or exercised th
generalpower of appointment within three years of death. Whether or not the donee of a general powel
exercises the general power at death is not relevant to the includability of the property subject to the
generapower in the estate of the donee. The mere possession of the power at death is sufficient for th
property subject to the power to be included in the estate of the donee for inheritance tax purposes.



Ch 86, p.18 Revenue and Finance[701] IAC 7/14/99

Property subject to a special power of appointment is not includablegroggeestate of the donee
of the power regardless of whether the donee possesses the special power or exercised the power at
death, unless a QTIP election was made under lowa Code subsection 450.3(7) in which case the rule
governing QTIP elections shall control. See paragraphs 86:&(1&hd“b” for the distinction be-
tween a general and special power and subrule 86.5(11) for the rule governing QTIP elections.

For inheritance tax purposes, if there is an exercise or release of the general power within three years
of the donee’s death, the property subject to the exercise or release is includable in the donee’s estate
just as if the donee had retained possession of the power at death and is taxable to those to whom the
property is appointed in case the power is exercised, or to those who take in default of the exercise in
case the power is released.

The general power of appointment is considered to have been exercised for the purposes of this rule
whenthe nature of the disposition is such that if it were a transfer or disposition of the donee’s property,
the transfer would be subject to inheritance tax under lowa Code section 450.3. The power is consid-
ered exercised in the following three nonexclusive classes of cases: (1) where there has been some
reference in the will or other instrument to the power; (2) the will or other instrument contains a refer-
ence tahe property which is the subject on which the power is to be executed; (3) where the provision
in the will or other instrument executed by the donee of the power would otherwise be ineffectual or a
merenullity; in other words, the provision would have no operation except as an execution of the pow-
er. In re Trust of Stork233 lowa 413, 421, 9 N.W.2d 273 (1943). For the purposes of section 450.3(4),

a release of a general power is considered to be a transfer of the property subject to the power to those
who would take in default if the power was not exercised.

86.5(11) Qualified terminable interest property (QTIP).

a. In general.Effective for estates of decedents dying on or after July 1, 1985, property passing
from the decedent grantor-donor, which qualifies as qualified terminable interest property (QTIP)
within the meaning of 26 U.S.C. Section 2056(b)(7)(B) is eligible to be treated for lowa inheritance tax
purposes, if an election is made, as passing in fee to the donee-grantee surviving spouse, in the estate of
the grantor-donor decedent, subject to the provisions of law and this subrule. If the election is made,
the qualified property, unless it is disposed of prior to death, shall be included in the gross estate of the
survivingspouse and treated as passing in fee to those succeeding to the remainder interest in the quali-
fied property.

b. Propertytransfers eligible.Four factors are relevant in determining whether property passing
from a decedent grantor-donor is eligible for the lowa qualified terminable interest election. They are:
(1) the death of the decedent-transferor, but not necessarily the transfer, must have occurred on or after
July 1, 1985; (2) the property must meet the qualifications required in 26 U.S.C. Section
2056(b)(7)(B), or irthe case of a gift within three years of the decedent-transferor’s death, the qualifi-
cations in 26 U.S.C. Section 2523(f); (3) a federal election must have been made on a required federal
return with respect to the qualified property for federal estate tax purposes or, for federal gift tax pur-
poses, if the transfer occurred within three years of the transferor’s death, and (4) the property must be
included in the decedent-transferor’s gross estate for lowa inheritance tax purposes, either because the
transfer occurred at death or within three years of the transferor’s death.
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If property is not eligible for an lowa qualified terminable interest election, or if eligible, but an lowa
election is not made, it is not included in the estate of the surviving spouse grantee-donee for inheri
tance tax purposes by reason of lowa Code section 450.3. The fact that the qualified property is in:
cluded in the estate of the surviving spouse for federal estate tax purposes does not necessarily me
the property is automatically included in the surviving spouse’s lowa gross estate.

The treatment of the qualified property in both the grantor-donor’s and the surviving spouse’s es-
tatesfor lowa inheritance tax purposes is determined by the lowa election, or lack of an election, being
made in the grantor-donor’s estate.

This subrule is illustrated by the following examples:

ExampPLE 1. Decedent A died testate, a resident of lowa, July 2, 1995, leaving a surviving spouse, B,
and two children, C and D. On February 1, 1992, A transferred by deed a 160-acre lowa farm to spous
B for life, with the remainder at B’s death to two children, C and D. An election was made under 26
U.S.C. Section 2523(f) to treat the gift of the 160-acre farm as passing entirely to B in fee.

Upon As death the 160-acre farm is not part of A's gross estate either for federal estate or for lowa
inheritancetax purposes because the transfer was made more than three years prior to death. Howeve
upon the death of B, the surviving spouse, the 160 acres is included in B’s gross estate (unless dispos
of prior to death) for federal estate tax purposes, but is not included in B's lowa gross estate. The trans
fer by A took place more than three years prior to death, and therefore is not included in A's lowa estate
and is not eligible for an lowa qualified terminable interest election.

ExampLE 2. On October 1, 1992, grantor A executed a revocable inter vivos trust which consisted of
cash and a 160-acre lowa farm. Under the terms of the trust agreement A was to receive the trust ir
come for life and upon A's death the trustee was to pay the trust income to A's spouse, B, for life, with
the power to invade the principal for B's care and support. Upon B’s death the trust was to terminate
and the balance of the corpus was to be paid to A's children, C and D. A died July 2, 1995, and the
personalepresentative elected to treat the trust assets as passing entirely in fee to the surviving spous:
B, for federal estate tax purposes. An lowa qualified terminable interest election was not made. In this
fact situation, the election qualified the trust assets for the marital deduction for federal estate tax pur:
poses. For lowa inheritance tax purposes, since an lowa election was not made, the trust assets &
taxed on the basis of a life estate passing to B, the surviving spouse, and the remainder passing to tt
children, Cand D. Upon B’s death, the trust corpus will be included in B’s estate for federal estate tax
purposesbut not in B’sestate for lowa inheritance tax purposes, because an lowa qualified terminable
interest election was not made in A's estate.

c. The qualified terminable interest election—in genefdle election to treat qualified termina-
ble interest property as passing entirely in fee to the surviving spouse in the estate of the deceden
grantor-donor is an affirmative act. In the event an election is not made, the qualified property will be
treated as a life estate passing to the surviving spouse with a remainder over as provided in lowa Coc
section 450.3(4).

An lowa election cannot be made unless an election has been made on the same qualified proper
for federal estate tax purposes on a required federal return, or in case of a gift made within three years ¢
the decedent grantor-donodsath, for federal gift tax purposes. However, even though a federal elec-
tion has been made, the personal representative déteelent grantor-donorstate has the option to
either make or not to make the election with respect to the qualified property for lowa inheritance tax
purposes. ltis sufficient for lowa inheritance tax purposes that a valid federal election has been made
What constitutes a valid election for federal estate or gift tax purpose is determined under applicable
federal law and practice and not by the department.



Ch 86, p.20 Revenue and Finance[701] IAC 7/14/99

However, it is permissible for lowa inheritance tax purposes to make an election for a smaller but
not larger percentage of the qualified property than was made for federal estate or gift tax purposes.
These general principles can be illustrated by the following examples:

ExampLE 1. Decedent-grantor A created a revocable inter vivos trust on October 15, 1992, which
was funded by $200,000 in cash and a 160-acre lowa farm worth $200,000. The trust provided that the
trusteepay the income to A for life and upon As death, the trustee was to pay the income to A's surviv-
ing spouse B for life, with power to invade the principal for B's care and support. Upon B’s death the
trustwas to terminate and the balance of the principal was to be distributed to A's two children, C and D.

A died on July 2, 1995, and the principal of the trust is included in A's gross estate both for federal
estateand lowa inheritance tax purposes because the trust was revocable and A retained the income for
life. A's personal representative elected to treat 50 percent of the trust assets as qualified terminable
interest property for federal estate tax purposes. As personal representative elected not to treat the
qualified property as passing to B for lowa inheritance tax purposes. This is permissible because the
personal representative has the option to either elect or not to elect to treat 50 percent of the qualified
property as passing in fee to the surviving spouse for lowa inheritance tax purposes.

ExampPLE 2. Same factual situation as Example 1. As personal representative elects to treat only 25
percent othe qualified property as passing in fee to the surviving spouse for lowa inheritance tax pur-
poses.This is permissible because the personal representative is not required to make an election on all
of the qualified terminable interest property on which the federal election has been made. It is suffi-
cientthat a federal election has been made for at least as large a percentage of the qualified property on
which the lowa election is made. However, an lowa election cannot be made fer gp&acentage of
the qualified property than the percentage made on the federal election.

ExampLE 3. Same factual situation as Example 1. In this example, A's personal representative, for
lowa inheritance tax purposes, purports to elect to treat the $200,000 cash in the trust as passing in fee
to the surviving spouse, but not the 160-acre lowa farm, which is also valued at $200,000. Although
the federal estate tax election is for 50 percent of the qualified property, the lowa election is invalid
eventhough it is made in respect to an asset which is equal in value to 50 percent of the trust principal.
If the election is made for less than all of the qualified terminable interest property, the election must be
for a fraction of all the qualified property. The personal representative is not permitted to select for the
election some qualified assets and reject others. See Federal Estate Tax Regulation 20.2056-1(b).

d. The election—manner and forifhe qualified terminable interest election shall be in writing
and made by the personal representative of the decedent gtantoisestate on the lowa inheritance
tax return. The election once made shall be irrevocable. If the election is not made on the first inheri-
tance tax return, the election may be made on an amended return, provided the amended return is filed
on or before the due date of the return (taking into consideration any extensions of time granted to file
the return and pay the tax due). The personal representative may make an election on a delinquent
return,provided it is the first return filed for the estate. The filing for the purpose of protective election
is not allowed. Failure to make the election on the first return filed after the due date has passed pre-
cludes making an election on a subsequent return. See 26 U.S.C. Section 2056(b)(7)(B)(V) and Inter-
nal Revenue Service Letter Ruling 8418005.

The election consists tfo afirmative acts performed by the personal representative on the inheri-
tance tax return: (1) by answering in the affirmative the question—Is the estate making a qualified
terminable interest election with respect to the qualified property? and (2) by computing the share of
the surviving spouse to include the qualified terminable interest property on which the election was
made. Irthe event of an inconsistency in complying with the two requirements, the treatment given to
the share of the surviving spouse shall be controlling.
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e. Disposition of qualified property prior to death disposition of all or part of the qualified
property, which was the subject of the qualified terminable interest election, prior to the death of the
survivingspouse, voids the election as to that portion of the property disposed of that is not retained by
the surviving spouse. In this event, the portion of the qualified property not retained by the surviving
spouseshall be taxed to those succeeding to the remainder interests in the disposed property as if the te
on the remainder interest had been deferred under lowa Code sections 450.44 to 450.49. Except in ti
case of special use valuation property, the tax shall be based on the fair market value of the amount
the qualified property not retained by the surviving spouse at the time the property was dispimsed of.
re Estate of Wickhan241 lowa 198, 40 N.W.2d 469 (1950), see subrule 86.11(5) for taxation of re-
mainder interests when the tax is deferred. The alternate valuation date cannot be used in computin
the tax. See subrule 86.10(2). If QTIP property has been valued at its special use value under low.
Code chapter 450B, and is disposed of prior to the death of the surviving spouse, the portion of the
QTIP property not retained by the surviving spouse shall be valued for taxation as follows:

1. Atits special use value at the time of its disposition, if the QTIP property remains in qualified
use under 26 U.S.C. Section 2032A.

2. Atits fair market value at the time of its disposition, if there is a cessation of the qualified use
under 26J.S.C. Section 2032A. In case there is a cessation of the qualified use, the recapture tax provi
sions of lowa Code section 450B.3 shall not apply. The tax on the remainder interest is treated as
payment otax deferred and subject to the rules on deferred tax and not a recapture, with interest, of the
tax originally imposed in the decedent grantor-donor’s estate.

f.  Inclusion inthe estate of the surviving spousipon the death of the surviving spouse the qual-
ified terminable interest propertyhich was the subject of an election, that was not disposed of prior to
death, shall be included in the gross estate of the surviving spouse and be treated as if it passed in f
from the surviving spouse to those succeeding to the remainder interests. The included QTIP propert
will receive a stepped up basis for gain or loss as property acquired from a decedent. See 26 U.S.(
Section 1014(b)(10). The relationship of the surviving spouse to the owners of the remainder interes
shall determine whether the individual exemptions provided for in lowa Code section 450.9 apply and
which tax rate in lowa Code section 450.10 shall be applicable.

Qualified property included in the estate of the surviving spouse shall be valuegasséi from
the surviving spouse in fee and shall be valued either (1) at the time of the surviving spouse’s deat!
under the provisions of lowa Code section 450.37 and rule 86.9(450), or at its special use value unde
lowa Code chapter 450B and rule 86.8(450B), if the real estate is otherwise qualified; or (2) at the alter-
nate valuation date under the provisions of lowa Code section 45087@nd rule 86.10(450), if the
property is otherwise eligible.

This subrule can be illustrated by the following examples:

ExampLE 1. Decedent A died testate on July 2, 1997, survived by a spouse, B, aged 65, and two
step-grandchildren, @nd D. Under A's will all property was left in trust to pay all of the income to B
for life. Upon B’s death, the trust was to terminate and the principal was to be divided equally between
C and D, who are the grandchildren of surviving spouse B. The personal representative elected to tre:
the trust assets as passing entirely in fee to surviving spouse B. The net corpus of the trust consists of
160-acre farm valued at $250,000 and personal property valued at $200,000.
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Tax on the basis of all property passing in fee to B
Share Tax
$450,000 $0
ExampLE 2. Same facts as Example 1, with the exception that the personal representative did not
make an lowa qualified terminable interest election. In this fact situation, the trust assets are taxed on
the basis of a life estate passing to the surviving spouse B with a remainder over to C and D.

Share Tax
Spouse B: Life estate factor .42226
$450,000x .42226 = $190,017 -0-
C’s sharée/z remainder factor .57774
$450,000x .57774+ 2 = $129,991.50 $ 15,498.73
D’s share—same as C’s share $129,991.50 15.498.73
Total $450,000.00 $30,997.46

In Example 1, the qualified terminable interest election results in no inheritance tax. However, as
shown inExample 2, it would have cost the step-grandchildren, C and D, $30,997.46 if the election had
not been made.

ExampLE 3. B, the surviving spouse of A in Example 1, died testate, a resident of lowa, on October
15, 1997. Under the terms of B’s will, B's grandchildren, C and D, inherit B’s entire estate in equal
shares. B's net estate consists of $200,000 in personal property and a 160-acre |auith favalue
of $250,000 both of which were the subject of a qualified terminable interest election in A's estate and
in which C and D own the remainder interest. B’s net estate also consisted of $100,000 in intangible
personal property which B owned in fee simple.

B’s net estate for lowa inheritance tax purposes consists of the following:

$200,000, personal property from As estate.

$250,000, 160-acre farm from A's estate.

$100,000 owned by B in fee simple.

$550,000 Total

The shares of C and D and their tax owed in B’s estate are computed as follows:

Share Tax
Beneficiary C: 'z of the net estate, or
$275,000 $0
Beneficiary D: (same as C) $275,000 $0
Totals $550,000 $0

g. The QTIP tax credit and the credit for tax on prior transféise credit for the additional tax

paid by the surviving spouse in the estate of the decedent grantor-donor on property, which was the
subject of a qualified terminable interest election, is governed exclusively by the provisions of lowa
Code section 450.3 and these rules. The credit for tax paid on prior transfers allowable under lowa
Code section 450.10(6) shall not apply. However, property received by the surviving spouse from the
estate of the decedent grantor-donor, which was not the subject of a qualified terminable interest elec-
tion, is eligible for the credit for the tax paid on a prior transfer, if the conditions of lowa Code section
450.10(6)are otherwise met.
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86.5(12) Annuities.

a. General rule. Annuities in general are considered to be taxable under lowa Code section
450.3(3) as a transfer made or intended to take effect in possession or enjoyment after the death of tf
grantor or donorin re Estate of Englist206 N.W.2d 305 (lowa 1973 re Endemann’s Estat&07
N.Y. 100, 120 N.E.2d 514 (19543ochrane v. Commission of Cogdaxation,350 Mass. 237, 214
N.E.2d 283 (1966).

b. Exception to the general ruléowa Code section 450.4(5) provides for an exception to the
general rule of taxability of annuities. Essentially, an exemption from lowa inheritance tax is allowed
if the following three elements are met: (1) payment under the plan must be in installments; (2) the
annuity payment, in whole or in part, must be included as net income for lowa income tax purposes
underlowa Code section 422.7; and (3) the annuity must be derived from a qualifying employee’s pen-
sion or retirement plan. In essence, the portions of payments received under a qualified annuity plar
that are subject t@mWwa income tax are exempt from lowa inheritance tax and the portions of such pay-
mentsthat are not subject to lowa income tax are subject to lowa inheritance tax. The exclusion makes
reference only to installment payments and not to lump-sum distributions to a beneficiamjthitis
the exclusion, if the payments, or a portion, are subject to lowa income tax irrespective of the type of
incometax treatment given the payments. Whether the payments are includable as ordinary income ol
receivecapital gain treatment is not material to determining the exclusion. lowa Code section 450.4(5)
purports teexclude from inheritance tax what is subject to income tax and lowa Code section 422.7(4)
purports to exclude from income tax what is subject to inheritance tax. The apparent ambiguity can be
resolved by an analysis of lowa Code section 422.7(4). lowa Code section 422.7(4) excludes from
incometax the commuted value of the installment payments, not just a portion of the payments. “Com-
muted value” has been defined as the sum necessary to provide future payments as provided for in &
annuity policy. In other words, the present value of the full amount of each annuity payment is the
commuted value. This can be construed to mean only those estates which had been taxed for inher
tancetax purposes on the full amount of each installment payment are entitled to the income tax exclu-
sion Annuities typically known as “employee pensions” are generally considered to be qualified plans
for exemption for inheritance tax purposes. The qualified plans receive special income tax treatmen
during the period the annuity is being funded. This special tax treatment is based on the income bein
deferred to fund the annuity plan and also the postponement of the earnings from the fund until with-
drawal. Payment of the proceeds from the annuity must not be in the form of one lump sum. Instead
payment must be in installments to qualify for the inheritance tax exemption. To constitute an install-
ment, there must be two or more payments of the proceeds from the annuity. There is not a set tim
period imposed between payments to qualify for exemption.

EXAMPLE. The decedent, a resident of lowa, had a qualified annuity purchased under a retirement
planthrough the decedent’s lowa employer. The beneficiary of the pension is the decedent’s niece whc
is a resident of lowa. A portion of the installment payments received by the niece will be included as
net income pursuant to lowa Code section 422.7. As a result, lowa inheritance tax would not be im-
posed on the value of the portion of installment payments included as net income. However, the re-
mainingportion of the installment payments not reported as net income pursuant to lowa Code section
422.7 or subject to lowa income tax at its commuted value would be subject to lowa inheritance tax—
see lowa Code sections 422.7(4), 422.7(34), and 450.4.
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An exemption from lowa inheritance tax for a qualified plan does not depend on the relationship of
the beneficiary to the decedent. Payments under a qualified plan made to the estate of the decedent are
exempt from lowa inheritance tax. Seeae Estate of Heuermandocket No. 88-70-0388 (Septem-
ber 21, 1989). In addition, it is not relevant for the purpose of determining the taxable or exempt status
of payments under a qualified plan that the decedent rolled over or changed the terms of payment prior
to death. Taxation or exemption of payments made under a qualified plan is determined at the date of
the decedent’s death. A rollover of money in a qualified plan that occurs after the death of the decedent
is treated as a lump-sum payment for the purposes of inheritance tax.

86.5(13)Distribution of trust property.Property of a trust can be divided into two or more trusts, or
one or more separate trusts can be consolidated with one or more other trusts into a single trust by divid-
ing the property in cash or in kind, including in undivided interests, by pro-rata or non-pro-rata division
or in any combination thereof. Division of property between trusts in this manner does not result in a
“sale” of the divided property and a corresponding taxable gain.

This rule is intended to implement lowa Code sections 422.7(4), 450.2, 450.3, 450.4(5), 450.8,
450.12, 450.37, 450.91, 633.699, and 633.703A as amended by 1997 lowa Acts, House File 266.

701—86.6(450) The net estate.

86.6(1) Liabilities deductible.

a. Debts owing by decedeni debt, to be allowed as a deduction in determining the net estate
under lowa Code section 450.12, must be the liability of the decedent and also be owing and not dis-
charged at the time of the decedent’'s death. The amount allowable as a deduction is the principal
amount due, plus interest accruing to the day of the decedent’s death. If the decedent is not the only
personliable for the debt, only a portion of the debt shall be deducted for inheritance tax purposes. The
portion deducted is based on the number of solvent obligors. If a joint and several debt has more than
one obligor and one obligor pays the remaining balance owed on the debt, the obligor who pays the
remainingdebt has a right of contribution for payment of the debt against the other solvent obligors. If
the decedent is the obligor and the estate pays the remaining balance of the debt, the estate must list the
right of contribution as an asset on the lowa inheritance tax relmme Estate of Tollefsru®275
N.W.2d 412 (lowa 1979)n re Estate of Thomad54 N.W.2d 66 (lowa App. 199 state of Pauline
Bladt, Department of Revenue and Finance, Hearing Office Decision, Docket No. 95-70-1-0174 (De-
cemberl6, 1996). The term “debt owing by the decedent” is not defined in lowa Code section 450.12.
However, lowa Code section 633.3(10) defines “debts” as including liabilities of the decedent which
survive, whether arising in contract, tort, or otherwise.

The term “debt of the decedent” does not include taxes, which are an impost levied by authority of
government upon its citizens or subjects for the support of the Eigiev. Hottman257 lowa 263,

265, 132 N.W.2d 755 (1965). Please note, that this is a nonexclusive example of “debt of the dece-
dent.” Promissory notes executed by the decedent without consideration are not debts of the decedent
and are not allowable as a deduction in determining the net estate subjectltoréakicAllister’s

Estate214 N.W.2d 142 (lowa 1974). Payments to persons in compromise of their claim to a portion of

the estate made by those persons who take from the decedent are not debts nor treated as expenses of
settlement.In re Estate of Bliver36 N.W.2d 366, 371 (lowa 1973 re Estate of Well€,42 lowa

255, 259, 260, 120 N.W. 713 (1909).
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lowa Code section 450.12 and Internal Revenue Code Section 2053 provide that debts owing by the
decedent to be allowable in computing the net estate must be the type of obligation of the decedent fc
which a claim could be filed and be enforced in the probate proceedings of thelagmtestate of
McMahon,237 lowa 236, 21 N.W.2d 581 (194®);re Estate of Laarta£Zass County District Court,
Probate No. 9641 (1973)) re Estate of Tracypepartment of Revenue and Finance Hearing Officer
DecisionDocket No. 77-167-3-A (1977). Filing a claim in probate proceedings is not a prerequisite for
the allowance of the liability as a deduction in computing the net estate. An allowable liability is de-
ductible whether or not the liability is legally enforceable against the deceeigats. Claims in pro-
bate founded on a promise or agreement are deductible only to the extent they were contracted bor
fide and for an adequate and full consideratimre McAllister’s Estate214 N.W.2d 142 (lowa 1974).

The debt must have ben paid prior to the filing of the inheritance tax return, or if the debt is not paid
at the time the final inheritance tax return is filed (which is frequently the case in installment obliga-
tions) the burden is on the taxpayer to establish, if requested by the department, that the debt will b
paid at duture date. The validity of a claim in probate based on a liability of the decedent is subject to
review by the departmentn re Estate oStephensor34 lowa 1315, 1319, 14 N.W.2d 684 (1944).

If any doubt or ambiguity exists whether an item is deductible or nat, it is to be strictly construed
against the taxpayeilherefore, the burden is on the taxpayer to establish that an item is dedctible.
re Estate of Waddingtor201 N.W.2d 77 (lowa 1972).

The department may require the taxpayer to furnish reasonable proof to establish the deductible
items such as, but not limited to, canceled checks in payment of an obligation, copies of court orders
allowing claims against the estate, attorney and fiduciary fees, allowances for the surviving spouse
and copies of notes and mortgages.

b. Mortgages—decedentiebt. A mortgage or other encumbrance securing a debt of the dece-
dent onlowa property in which the decedent had an interest is allowable as a deduction in determining
the net estate in the same manner as an unsecured debt of the decedent, even though it may be dedu
from different shares of the estate than unsecured debts. (See lowa Code section 633.278.) However,
the debt of the decedent is secured by property located outside lowa, which is not subject to lowa inher
itance tax, the debt is allowable as a deduction in determining the net estate, only in the amount the del
exceeds the value of the property securing the debt.

c. Mortgages—not decederdsbt. If the gross estate includes property subject to a mortgage or
other encumbrance which secures a debt which is not enforceable against the decedent, the amount
the debt, including interest accrued to the day of death, is deductible, not as a debt of the decedent, b
from the fair market value of the encumbered property. The deduction is limited to the amount the
decedent would have had to pay to remove the encumbrance less the value, if any, of the decedent
right of recovery against the debt@eeHome Owners Loan Corp. v. Rug25 lowa 1044, 1047, 283
N.W. 108 (1938), for circumstances under which the right of subrogation may exist.

d. Mortgages—nonprobate properté debt secured by property not subject to the jurisdiction
of the probate court, such as, but not limited to, jointly owned property and property transferred within
three years of death is deducted in the same manner as a debt secured by probate property. The fact
property is includable in the gross estate is the controlling factor in determining the deductibility of the
debt (providing the debt is otherwise deductible).
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e. Inheritance and accrued taxes.

(1) Inheritance tax. The inheritance tax imposed in the decedent’s estate is not a tax on the dece-
dent’s property nor is it a state tax due from the estate. It is a succession tax on a person'’s right to take
from the decedent. The tax is the obligation of the person who succeeds to property included in the
grossestate.Wieting v. Morrow151 lowa 590, 132 N.W. 193 (191%Waterman v. Burbanik 96 lowa
793,195 N.W. 191 (1923). Therefore, inheritance tax is not a deduction in determining the net estate of
the decedent in which the tax was imposed. However, if a taxpayer dies owing an inheritance tax im-
posed in another estate, the tax imposed in the prior estate, together with penalty and interest owing, if
any, is a deduction as a state tax due in the deceased taxpayer’s estate.

(2) Accruedtaxes. In lowa, property taxes accrue on the date that they are levied even though they
are not due and payable until the following Julyiire Estate of Lukel84 N.W.2d 42 (lowa 1971);

Merv E. Hilpipre Auction Co. v. Solon State Bga3d3 N.W.2d 452 (lowa 1984).

Death terminates the decedent’s taxable year for income tax purposes. Federal regulation Section
1.443-1(a)(2), 701—paragraph 89.4(9) As a result, the lowa tax on the decedent’s income for the
taxable year ending with the decedent’s death is accrued on date of death.

In addition, any federal income tax for the decedent’s final taxable year is owing at death, even
though it isnot payable until a later date. Therefore, both the decedent’s state and federal income taxes,
both for prior years and the year of death, are deductible in computing the taxable estate if unpaid at
death.

f.  Federal taxes.Deductible under this category are the federal estate taxes and federal taxes
owing by the decedent including any penalty and interest accrued to the date of death. Prior to 1983,
the federal estate tax was prorated based on the portion of federal estate tax attributable to lowa proper-
ty and that attributable to property located outside the state of lowa. However, currently the deductibil-
ity of federal estate tax is treated like other liabilities of the estate. For estates with property located in
lowa and outside the state of lowa, see the proration computation provided in 86.6(2). The deduction is
limited to the net federal tax owing after all allowable credits, such as the federal credit for state death
taxes paid, have been subtracted. Any penalty and interest imposed or accruing on federal taxes after
the decedent’s death is not deductible.

g. Funeral expensesThe deduction is limited to the expense of the decedent’s funeral. If the
decedent ahe time of death was liable for the funeral expense of ansthar,expense is categorized
as a debt of the decedent and is deductible subject to the same conditions as other debts of the decedent.
In re Estate of PorteR12 lowa 29, 236 N.W. 108 (1931). A devise in the decedent’s will, or a direction
in a trust instrument, to pay the funeral expense of a beneficiary upon death is an additional inheritance
in favor of the beneficiary and not a funeral expense deductible in the estate of the testator or grantor.
Funeral expense is the liability of the estate of the person who hadnliedEstate of Kneebh246
lowa 1053, 70 N.W.2d 539 (1955).

What constitutes a reasonable expense for the decedent’s funeral depends upon the facts and cir-
cumstances irach particular estate. Factors to be considered include, but are not limited to: the dece-
dent’s station in life and the size of the estatdey v. Brocksmitl19 lowa 457, 93 N.W. 344 (1903);
and the decedent’s known wishes (tomb rather than a gMeegw v. Durant,140 lowa 437, 118
N.W. 781 (1908). Funeral expense includes the cost of a tombstone or moriamefistate of Har-
ris, 237 lowa 613, 23 N.W.2d 445 (1946). A reasonable fee or hononaaidrto the dfciating clergy
is a deductible funeral expenda.re Estate okneebs246 lowa 1053, 1058, 70 N.W.2d 539 (1955). It
is not a prerequisite for deductibility that a claim for funeral expenses be filed and allowed in the pro-
bateproceedings. It is sufficient that the expense be paid whether or not the claim is legally enforceable
against the decedent’s estate. The deduction allowable is limited to the net expense of the decedent’s
funeral,after deducting any expense prepaid by the decedent, burial insurance or death benefit, such as
the death benefit allowed by the veterans administration or the social security administration.
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h.  Allowancefor surviving spouse and dependers. allowance for the support of the surviving
spouseand dependents to be deductible in determining the net estate for taxation must meet two condi
tions: First it must be allowed and ordered by the court and second it must be paid from the assets of th
estatethat are subject to the jurisdiction of the probate court. The allowance is not an additional exemp-
tion for the spouse or children. It is part of the costs of administration of the decedent’s estate. lowa
Codesection 633.374|n re Estate oDeVries,203 N.W.2d 308, 311 (lowa 1972). Upon request of the
department, the taxpayer shall submit a copy of the order of the court providing for the allowance and
copies of canceled checks or other documents establishing payment of the allowance.

For the purpose of determining the shares of heirs or beneficiaries for inheritance tax, the allowance
is a charge against the corpus of the shares of the estate even though it is paid from the income of tt
shares. The allowance is included with the other debts and charges for the purpose of abatement ¢
shares to pay the debts and charges of the estate.

i.  Courtcosts. The deduction under this category is limited to lowa court costs lonigEstate
of Evans246 lowa 893, 68 N.W.2d 289 (1955). The term “court costs” is not synonymous with “costs
of administration” as defined in lowa Code section 633.3(8) or “administration expenses” under Sec-
tion 2053(a) of the Internal Revenue Code. See federal regulation Section 20.2053-3(d). “Court costs”
is a narrower term. Court costs are part of costs of administration in lowa and are an expense of admin
istration under the Internal Revenue Code, but not all costs or expenses of administration are cour
costs. For example, interest payable on an extension of time to pay the federal estate tax is a cost
administration in the estate in which the federal estate tax is imposed, but it is not part of court costs
and therefore not deductible for inheritance tax purposes.

In general, court costs include only those statutory fees and expenses relating directly to the probat
proceedingcarried on the clerk’s docket, and paid routinely in the process of closing every lestate.
Estate of Waddingtor201 N.W.2d 77, 79 (lowa 1972). The term “court costs” since August 15, 1975,
also includes the expenses of selling prope3ge lowa Code sections 450.12 and 633.3(8) and Inter-
nal Revenue Code Section 2053 for further details.

j.  Additionalliabilities that are deductible Subject to subrules 86.6(4) and 86.6(5), the only lia-
bilities deductible from the gross value of the estate include debts owing by the decedent at the time of
death, local and state taxes accrued before the decedent’s death, federal estate tax and federal ta
owing by the decedent, a sum for reasonable funeral expenses, the allowance for surviving spouse ar
minor children granted by the probate court or its judge, court costs, and any other administration ex-
penses allowable pursuant to Section 2053 of the Internal Revenue Code.

(1) Criteria for deductible administration expenses under Section 2053 of the Internal Revenue
Code. Administration expenses must meet certain requirements to be allowable deductions under Sec
tion 2053 of the Internal Revenue Code. To be allowable deductions, expenses must meet the follow
ing conditions:

1. The expenses must be payable out of property subject to claims;

2. The expenses are allowable (not based on the deductible amount) by the law governing the
administration of the decedent’s estate;
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3. The expenses are actually and necessarily incurred in the administration of the estate. Admin-
istration expenses are limited to those expenses incurred in the settlethergstfite and the transfer
of the estate property to beneficiaries and trustees, including an executor that is a trustee. Expenses that
are not essential to the settlement of the estate, but are incurred for the individual benefit of the heirs,
legatees, or devisees, may not be taken as deductions; and

4. The allowable amount of expenses for deduction is limited to the value of property included in
the decedent’s gross estate and subject to claims, plus amounts paid out of the property not subject to
claims against the decedent’s estate, on or before the last day of the ninth month after death or within
any granted extension(s) of time for filing the return. “Property subject to claims” is defined as the
property includable in the gross estate which bears the burden or would bear the burden under law for
payment of the deduction in the final adjustment and settlement of the decedent’s estate, less an initial
deduction allowable under Section 2054 of the Internal Revenue Code, for any losses for casualty or
theft attributable to such property and incurred during the settlement of the estate.

(2) Allowable administration expenses. Subject to the limitations in paratgaptf this sub-
rule, allowable administration expenses under Section 2053 of the Internal Revenue Code include
costs and fees incurred in the collection of assets, payment of debts, distribution of property to entitled
persons, executor's commission, attorney’s fees, and miscellaneous adminiskpeioses. Miscel-
laneous administration expenses include costs or fees for surrogates, accountants, appraisers, clerk
hire, storing or maintaining property of the estate, and selling the property of the estate. Expenses for
preserving and caring for the property do not include expenditures for additions or improvements or
expenses for a longer period than the executor is reasonably required to retain the property. Expenses
for selling property of the estate are limited to those for sales that are necessary in order to pay the dece-
dent’s debts, expenses of administration, and taxes, preserve the estate, or effect distribution. Ex-
penses for selling the property include brokerage fees or auctioneer fees and may include the expenses
for a sale of an item in a bona fide sale that is below the fair market value of the item. The allowable
sellingexpense for an item sold below its fair market value to a dealer in such items is the lesser of the
amount bywhich the fair market value of the item on the valuation date exceeded the proceeds from the
sale or the amount by which the fair market value of the item on the date of the sale exceeded the pro-
ceeds of the sale.

86.6(2) Prorated liabilities.

a. The amount of the liability that is deductible depends upon the situs of the property in the gross
estate.

If part of the property included in the gross estate has a situs in a jurisdiction other than lowa, only a
pro rata amount of the liabilities specified in lowa Code section 450.12, with the exception of liabilities
secured by a lien on property, is deductible in computing the net estate for lowa inheritance tax pur-
poses.The amount deductible is computed by multiplying the total amount of the unsecured liabilities
by a fraction of which the lowa situs property in the gross estate is the numerator and the total gross
estate is the denominator. For the purpose of apportionment of the liabilities, the term “gross estate”
means the gross estate for federal estate tax purposes. Provided, if the federal gross estate formula
produces a grossly distorted result then, subject to the approval of the department, an alternate appor-
tionmentformula may be used either by the department or the taxpayer which fairly represents the par-
ticular facts of the estate.

Liabilities secured by a lien on property are allocated to the state of situs. If the secured liability
exceeds the value of the security, any excess is prorated in the same manner as an unsecured liability.
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b. Liabilitiesthat must be proratedf the gross estate includes property with a situs outside lowa,
the liabilities that must be prorated are: (1) court costs, both foreign and domestic; (2) unsecured debt
of the decedent regardless of where the debt was contracted; (3) federal and state income tax, includir
the tax on the decedent’s final return, federal estate, gift and excise tax, and state and local sales, use a
excise tax; (4) expenses of the decedent’s funeral and burial, regardless of the place of interment; (E
allowancedor the surviving spouse and children allowed by the probate court in lowa or another juris-
diction; (6) the expense of the appraisal of property for the purpose of assessing a state death or succe
siontax; (7) the fees and necessary expenses of the personal representative and the personal represel
tive's attorney allowed by order of court, both foreign and domestic; (8) the costs of the sale of real and
personal property, both foreign and domestic, if not otherwise included in court costs; and (9) the
amount paid by the personal representative for a bond, both foreign and domestic.

c. Liabilitiesthat are not porated. Liabilities secured by a lien on property included in the gross
estate are to be allocated in full to the state of situs. These are liabilities secured by: (1) mortgages
mechanic'diens and judgments; (2) real estate taxes and special assessments on real property; (3) lier
for an obligation to the United States of America, a state or any of its political subdivisions; and (4) any
other lien on property imposed by law for the security of an obligation.

d. Prorated cash bequestéf the distribution of an estate includes pecuniary legacies with an
estate with property located in and outside lowa, or the estate includes specific bequests from a fun
containing property located in and outside lowa, then the lowa inheritance tax liability for those lega-
cies or bequests will be based on the pro rata portion of the property of the estate located in lowa. Fc
further details see Estate of Dennis M. Billingsley, lowa District Court of Emmet County, Case No.
13394 (July 15, 1982).

86.6(3) Liabilities deductible from property not subject to the payment of debts and charges.

a. Estates with all of the property located in low&ubject to the special provisions in
86.6(3)'c,” the liabilities deductible under lowa Code section 450.12 may be deductible in whole or in
part from property includable in the gross estate for inheritance tax purposes which under lowa debtor:
creditor law is not liable for the payment of the debts and charges of the estate under the following
terms and conditions:

(1) The application of liabilities.

1. The liabilities must be paid. If a liability is not paid in full, the amount deductible is limited to
the amount paid. If the amount claimed is not certified as paid by the time the inheritance tax return is
filed, the statute requires that the director must be satisfied that the liabilities, or portions thereof de-
ductible, will be paid.

2. The liability can be deducted only from property that is included in the gross estate for lowa
inheritancetax purposes. This rule would exclude, among others, that portion of joint tenancy property
which is excluded from the gross estate, wrongful death proceeds, the first $ihQyf@dto each
donee made within three years of death and property with a situs outside lowa.

3. The property included in the gross estate that is under lowa debtor-creditor law subject to the
payment of the deductible liabilities must first be applied to the liabilities, and only after this property
has been exhausted can the excess liabilities be applied to the remaining property included in the gro:
estate.

4. Any excess liabilities remaining unpaid after exhausting the property subject to the payment of
the liabilities must be allocated to the remaining property included in the gross estate for inheritance
tax purposes on the basis of the ratio the value of each person’s share of the remaining property in tt
gross estate bears to the total value of the remaining property included in the gross estate.
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(2) General rules.

1. The source of the funds used for payment of the excess liabilities is not relevant to the allow-
ance of the deduction. It is sufficient for the allowance of the deduction that the liability be paid.

2. The applicability of the statute is limited to the deduction for inheritance tax purposes of those
liabilities listed in lowa Code subsection 450.12(1). It neither enlarges nor diminishes the rights of
creditors under existing lowa law.

3. The statute is not limited to estates which are probated and subject to the jurisdiction of the
probatecourt. The statute also applies to estates which file an inheritance tax return for a tax clearance
(CIT proceedings) or those otherwise not probated such as, but not limited to, inter vivos trusts whose
assets are subject to inheritance tax, estates consisting of joint tenancy with right of survivorship prop-
erty, estates whose assets consist of transferred property with a reserved life use or interest, estates
whose assets consist of gifts made within three years of the decedent’s death and estates consisting
entirely of qualified terminal interest property (QTIP) in the estate of the surviving spouse.

The statute will apply to any estate when any share of the estate will remain taxable after being re-
duced by the liabilities in lowa Code subsection 450.12(1) which are lawfullyechtar the share and
the deduction of any statutory exemption. Excess liabilities must be prorated over all of the property
not subject to debts and charges regardless of whether or not the property is part of a taxable share.

b. Estatesvith part of the property located outside lowawa Code section 450.12(2) and sub-
rule 86.6(2) require that the liabilities deductible be prorated in those estates where a portion of the
property included in the gross estate has a situs outside lowa. Subject to the special provision in
86.6(3)'c,” in these estates the portion of the liabilities deductible which is allocated to the lowa prop-
erty under the proration formula must first be applied to the lowa situs property which is subject to the
payment of the liabilities. Any portion of the liabilities allocated to lowa remaining unpaid may then
be applied to the other lowa property included in the gross estate subject to the same limitations pro-
vided for in 86.6(3)@" (1)“1" to “4.”

c. Special rule for liabilities secured by property included in the gross edfatdiability which
is deductible under lowa Code section 450.12(1)is secured by property included in the gross es-
tate, then the liability is deductible from the specific property that secures the liability, regardless of
whether omnot the property is subject to the payment of the ordinary debts and charges of the estate. If
the liability exceeds the value of the property that secures it and is the obligation of the decedent, then
any excess liability is deductible under the same rules that govern unsecured obligations.

86.6(4) Resident and nonresident deductions distinction abolis&éfdctive for estates of dece-
dentsdying on or after July 1,983, the domicile of the decedent is not relevant in determining whether
a liability is deductible in computing the net estate. In the caserefEstate of Evan®46 lowa 893,

68 N.W.2d 289 (1955) applies only to estates of decedents dying prior to July 1, 1983. However, the
amount of the liability that is deductible depends upon the situs of the property in the gross estate.

If part of the property included in the gross estate has a situs in a jurisdiction other than lowa, only a
pro rata amourdf the liabilities specified in lowa Code section 450.12, with the exception of liabilities
secured by a lien on property, is deductible in computing the net estate for lowa inheritance tax pur-
poses.The amount deductible is computed by multiplying the total amount of the unsecured liabilities
by a fraction of which the lowa situs property in the gross estate is the numerator and the total gross
estate is the denominator.

Liabilities secured by a lien on property are allocated to the state of situs. If the secured liability
exceeds the value of the security, any excess is prorated in the same manner as an unsecured liability.

This rule is intended to implement lowa Code sections 450.7(1), 450.12, 450.22, 450.24, 450.38,
450.89, 633.278, and 633.374.
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701—86.7(450) Life estate, remainder and annuity tables—in generdtor estates of decedents
dying on or after July 4, 1965, and prior to January 1, 1986, the value of a life estate in property, an
annuityfor life and the value of a remainder interest in the property, shall be computedusg of the
commissioners’ standard ordinary mortality table at the rate of 4 percent per annum.

86.7(1) Tables for life estates and remaindefEhis subrule only applies to estates of decedents
dying on orafter July 4, 1965, and prior to January 1, 1986. The two factors on the same line on the nex
pageadded together equal 100 percent. Multiply the corpus of the estate by the first factor to obtain the
value ofthe life estate. Use the second factor to obtain the value of the remainder interest in the corpu:
if the tax is to be paid within 12 months after the death of the decedent who created the life estate re
mainder. Ifthe tax on the remainder is to be paid prior to the death of the life tenant, but after one year
from the decedentdeath, use the remainder factor opposite the age of the life tenant at the time the tax
is to be paid.

Age of
Life Life
Tenant Estate Remainder
0 .90164 .09836
1 .89936 .10064
2 .89900 .10100
3 .89676 .10324
4 .89396 .10604
5 .89104 .10896
6 .88792 .11208
7 .88464 .11536
8 .88120 .11880
9 .87756 12244
10 .87380 .12620
11 .86984 .13016
12 .86576 13424
13 .86152 .13848
14 .85716 14284
15 .85268 14732
16 .84808 15192
17 .84336 .15664
18 .83852 .16148
19 .83356 .16644
20 .82840 .17160
21 .82308 17692
22 .81756 .18244
23 .81184 .18816
24 .80592 .19408

25 .79976 .20024
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Age of
Life Life
Tenant Estate Remainder

26 .79336 .20664
27 78672 .21328
28 77984 .22016
29 77268 22732
30 .76524 .23476
31 75756 24244
32 .74960 .25040
33 74132 .25868
34 .73280 .26720
35 72392 .27608
36 71476 .28524
37 .70532 .29468
38 .69560 .30440
39 .68560 .31440
40 .67536 .32464
41 .66488 .33512
42 .65412 .34588
43 .64316 .35684
44 .63192 .36808
45 .62044 .37956
46 .60872 .39128
47 .59680 40320
48 .58464 41536
49 57228 42772
50 .55972 44028
51 .54700 .45300
52 .53412 .46588
53 .52104 47896
54 .50788 49212
55 49452 .50548
56 .48108 .51892
57 46756 53244
58 45392 .54608
59 44024 .55976

60 42652 .57348
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Age of
Life Life
Tenant Estate Remainder

61 141280 .58720
62 .39908 .60092
63 .38538 .61462
64 37174 .62826
65 .35817 .64183
66 34471 .65529
67 .33140 .66860
68 .31829 68171
69 .30542 .69458
70 .29282 .70718
71 .28048 71952
72 .26840 .73160
73 .25653 74347
74 .24481 .75519
75 .23322 .76678
76 22175 77825
77 .21045 .78955
78 .19938 .80062
79 .18863 .81137
80 17826 .82174
81 .16830 .83170
82 .15876 .84124
83 .14960 .85040
84 .14078 .85922
85 .13224 .86776
86 .12395 .87605
87 .11584 .88416
88 .10785 .89215
89 .09990 .90010
90 .09192 .90808
91 .08386 .91614
92 .07563 .92437
93 .06715 .93285
94 .05826 94174

95 .04866 .95134
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Age of
Life Life

Tenant Estate Remainder
96 .03801 .96199
97 .02595 .97405
98 .01275 .98725
99 .00000 1.00000

86.7(2) Tablefor an annuity for life.This subrule only applies to estates of decedents dying on or
after July 4, 1965, and prior to January 1, 1986. To find the present value of an annuity or a given
amount (specified sum) for life, annualize the annuity payments and multiply the result by the annuity
factor in Column 3 opposite the age at the nearest birthday of the person receiving the annuity.

Column 1 Column 2 Column 3
Life 4%
Age in Expectancy Annuities
Years in Years $1.00
0 68.30 22.541
1 67.78 22.484
2 66.90 22.475
3 66.00 22.419
4 65.10 22.349
5 64.19 22.276
6 63.27 22.198
7 62.35 22.116
8 61.43 22.030
9 60.51 21.939
10 59.58 21.845
11 58.65 21.746
12 57.72 21.644
13 56.80 21.538
14 55.87 21.429
15 54.95 21.317
16 54.03 21.202
17 53.11 21.084
18 52.19 20.963
19 51.28 20.839
20 50.37 20.710
21 49.46 20.577
22 48.55 20.439
23 47.64 20.296
24 46.73 20.148

25 45.82 19.994
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Column 1 Column 2 Column 3
Life 4%
Age in Expectancy Annuities
Years in Years $1.00
26 44.90 19.834
27 43.99 19.668
28 43.08 19.496
29 42.16 19.317
30 41.25 19.131
31 40.34 18.939
32 39.43 18.740
33 38.51 18.533
34 37.60 18.320
35 36.69 18.098
36 35.78 17.869
37 34.88 17.633
38 33.97 17.390
39 33.07 17.140
40 32.18 16.884
41 31.29 16.622
42 30.41 16.353
43 29.54 16.079
44 28.67 15.798
45 27.81 15.511
46 26.95 15.218
47 26.11 14.920
48 25.27 14.616
49 24.45 14.307
50 23.63 13.993
51 22.82 13.675
52 22.03 13.353
53 21.25 13.026
54 20.47 12.697
55 19.71 12.363
56 18.97 12.027
57 18.23 11.689
58 17.51 11.348
59 16.81 11.006

60 16.12 10.663
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Column 1 Column 2 Column 3
Life 4%
Age in Expectancy Annuities
Years in Years $1.00
61 15.44 10.320
62 14.78 9.9770
63 14.14 9.6346
64 13.51 9.2935
65 12.90 8.9543
66 12.31 8.6178
67 11.73 8.2851
68 11.17 7.9572
69 10.64 7.6355
70 10.12 7.3204
71 9.63 7.0121
72 9.15 6.7101
73 8.69 6.4133
74 8.24 6.1203
75 7.81 5.8304
76 7.39 5.5437
77 6.98 5.2612
78 6.59 4.9845
79 6.21 4.7158
80 5.85 4.4566
81 5.51 4.2076
82 5.19 3.9689
83 4.89 3.7399
84 4.60 3.5194
85 4.32 3.3061
86 4.06 3.0988
87 3.80 2.8961
88 3.55 2.6963
89 3.31 2.4975

90 3.06 2.2981
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Column 1 Column 2 Column 3
Life 4%

Age in Expectancy Annuities

Years in Years $1.00
91 2.82 2.0965
92 2.58 1.8907
93 2.33 1.6787
94 2.07 1.4564
95 1.80 1.2166
96 1.51 .9503
97 1.18 .6487
98 .83 .3189
99 .50 .0000

86.7(3) Annuity tables when the term is certaifhis table is to be used to compute the present
values oftwo types of annuities: (1) the use of property for a specific number of years and (2) an annu-
ity of a specific amount of money for a number of years certain. To compute the present value of the
first annuity,multiply the value of property by 4 percent. Then multiply the result by the annuity factor
oppositethe number of years of the annuity. Multiply the value of the property by the remainder factor
for the present value of the remainder. For the second annuity annualize the payments and multiply th
result by the annuity factor opposite the number of years of the annuity. Subtract the present value o
the annuity from the value of the property from which the annuity is funded for the remainder value.

Present Value of an Present Value of

Annuity of One Dollar, One Dollar,
Payable at the End of Payable at the

Number Each Year, for a End of a Certain

of Years Certain No. of Years Number of Years
ANNUITY REMAINDER
1 $0.96154 $0.961538
2 1.88609 0.924556
3 2.77509 0.888996
4 3.62990 0.854804
5 4.45182 0.821927
6 5.24214 0.790315
7 6.00205 0.759918
8 6.73274 0.730690
9 7.43533 0.702587
10 8.11090 0.675564
11 8.76048 0.649581
12 9.38507 0.624597
13 9.98565 0.600574
14 10.56312 0.577475

15 11.11839 0.555265
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Present Value of an Present Value of

Annuity of One Dollar, One Dollar,
Payable at the End of Payable at the

Number Each Year, for a End of a Certain

of Years Certain No. of Years Number of Years
ANNUITY REMAINDER
16 $11.65230 $0.533908
17 12.16567 0.513373
18 12.65930 0.493628
19 13.13394 0.474642
20 13.59033 0.456387
21 14.02916 0.438834
22 14.45112 0.421955
23 14.85684 0.405726
24 15.24696 0.390121
25 15.62208 0.375117
26 15.98277 0.360689
27 16.32959 0.346817
28 16.66306 0.333477
29 16.98371 0.320651
30 17.29203 0.308319

86.7(4) Tablesfor life estates and remainders for estates of decedents dying on daaibary 1,
1986. For estates of decedents dying on or after January 1, 1986, the following tables are to be used in
computing the value of a life estate, an annuity for life and the value of a remainder in property. The
table is based on the commissioners’ standard ordinary mortality tables of life expedthnmay,dis-
tinction being made between the life expectancy of males and females of the same age. As a result, the
sex of the recipient is not relevant in computing the value of the property interest redaizveda
GoverningCommittee for Tax Deferred Annuity and Deferred Compensation Plans v. M68&i8.S.
1073, 103 S.Ct. 3492, 77 L.Ed.2d 1236 (1983). Valuation is based on the age at the nearest birthday.
The following tables are to be applied in the same manner as specified in subrule 86.7(1).
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1980 CSO-D MORTALITY TABLE
BASED ON BLENDING 50% MALE—50% FEMALE
(PIVOTAL AGE 45)
AGE NEAREST BIRTHDAY
4% INTEREST

AGE OF AGE OF
LIFE LIFE LIFE LIFE
TENANT ESTATE REMAINDER  TENANT ESTATE REMAINDER
0 .91904 .08096 50 .61730 .38270
1 .91919 .08081 51 .60576 .39424
2 .91689 .08311 52 .59399 40601
3 .91443 .08557 53 .58199 41801
4 .91186 .08814 54 .56979 43021
5 .90914 .09086 55 .55740 44260
6 .90629 .09371 56 .54483 45517
7 .90329 .09671 57 .53206 46794
8 .90014 .09986 58 .51906 48094
9 .89683 .10317 59 .50582 49418
10 .89338 .10662 60 49234 .50766
11 .88977 11023 61 47862 .52138
12 .88603 11397 62 46471 .53529
13 .88219 11781 63 45064 .54936
14 .87828 12172 64 43647 .56353
15 .87429 12571 65 42226 57774
16 .87027 12973 66 40801 .59199
17 .86617 .13383 67 .39372 .60628
18 .86200 .13800 68 .37936 .62064
19 .85773 14227 69 .36489 .63511
20 .85333 .14667 70 .35031 .64969
21 .84878 15122 71 .33565 .66435
22 .84404 .15596 72 .32098 .67902
23 .83912 .16088 73 .30639 .69361
24 .83399 .16601 74 .29199 .70801
25 .82865 17135 75 27787 72213
26 .82306 17694 76 .26405 .73595
27 .81724 .18276 77 .25053 74947
28 81117 .18883 78 .23727 76273
29 .80487 .19513 79 22422 77578
30 .79833 .20167 80 .21134 .78866
31 .79155 .20845 81 .19866 .80134
32 .78451 .21549 82 .18625 .81375
33 77723 22277 83 17419 .82581
34 .76970 .23030 84 .16260 .83740
35 .76192 .23808 85 15151 .84849

36 .75389 .24611 86 .14093 .85907
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AGE OF AGE OF
LIFE LIFE LIFE LIFE

TENANT ESTATE REMAINDER  TENANT ESTATE REMAINDER
37 .74562 .25438 87 .13081 .86919
38 73710 .26290 88 .12108 .87892
39 .72836 27164 89 11163 .88837
40 .71940 .28060 90 .10235 .89765
41 .71022 .28978 91 .09309 .90691
42 .70083 .29917 92 .08368 .91632
43 .69122 .30878 93 .07390 .92610
44 .68138 .31862 94 .06350 .93650
45 .67131 .32869 95 .05221 94779
46 .66101 .33899 96 .03994 .96006
47 .65046 .34954 97 .02678 97322
48 .63966 .36034 98 .01321 .98679
49 .62860 .37140 99 .00000 1.00000

86.7(5) Table for an annuity for life-for estates of decedents dying on or after January 1, 1986.
The following table is to be used in computing the present value of an annuity of a given amount (speci-
fied sum) for life in estates of decedents dying on or after January 1, 1986. The table is to be used in the
same manner as the table listed in subrule 86.7(2).

1980 CSO-D MORTALITY TABLE
BASED ON BLENDING 50% MALE—50% FEMALE
(PIVOTAL AGE 45)
AGE NEAREST BIRTHDAY
4% INTEREST

AGE LIFE AGE LIFE
IN EXPECTANCY ANNUITIES IN EXPECTANCY ANNUITIES
YEARS IN YEARS $1.00 YEARS IN YEARS $1.00
0 73.30 22.976 50 27.45 15.433
1 72.56 22.980 51 26.61 15.144
2 71.63 22.922 52 25.77 14.850
3 70.70 22.861 53 24.94 14.550
4 69.76 22.796 54 24.13 14.245
5 68.82 22.728 55 23.32 13.935
6 67.87 22.657 56 22.52 13.621
7 66.93 22.582 57 21.73 13.301
8 65.98 22.504 58 20.95 12.976
9 65.03 22.421 59 20.18 12.645
10 64.07 22.334 60 19.41 12.308
11 63.12 22.244 61 18.66 11.966
12 62.16 22.151 62 17.91 11.618
13 61.21 22.055 63 17.18 11.266
14 60.27 21.957 64 16.45 10.912

15 59.32 21.857 65 15.75 10.557
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AGE LIFE AGE LIFE
IN EXPECTANCY ANNUITIES IN EXPECTANCY ANNUITIES
YEARS IN YEARS $1.00 YEARS IN YEARS $1.00
16 58.39 21.757 66 15.05 10.200
17 57.46 21.654 67 14.38 9.843
18 56.53 21.550 68 13.71 9.484
19 55.61 21.443 69 13.06 9.122
20 54.69 21.333 70 12.42 8.758
21 53.77 21.219 71 11.79 8.391
22 52.85 21.101 72 11.17 8.024
23 51.93 20.978 73 10.57 7.660
24 51.01 20.850 74 10.00 7.300
25 50.08 20.716 75 9.44 6.947
26 49.15 20.576 76 8.91 6.601
27 48.23 20.431 77 8.39 6.263
28 47.30 20.279 78 7.90 5.932
29 46.36 20.122 79 7.42 5.605
30 45.43 19.958 80 6.96 5.283
31 44.50 19.789 81 6.52 4.967
32 43.57 19.613 82 6.09 4.656
33 42.64 19.431 83 5.68 4.355
34 41.72 19.242 84 5.29 4.065
35 40.79 19.048 85 4.93 3.788
36 39.87 18.847 86 4.58 3.523
37 38.94 18.640 87 4.26 3.270
38 38.03 18.428 88 3.95 3.027
39 37.11 18.209 89 3.66 2791
40 36.21 17.985 90 3.37 2.559
41 35.30 17.756 91 3.09 2.327
42 34.41 17.521 92 281 2.092
43 33.52 17.280 93 2.52 1.848
44 32.63 17.035 94 2.22 1.588
45 31.75 16.783 95 1.90 1.305
46 30.88 16.525 96 1.56 .999
47 30.01 16.261 97 1.20 .670
48 29.15 15.991 98 .84 .330
49 28.30 15.715 99 .50 .000

This rule is intended to implement lowa Code sections 450.51 and 450.52.
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701—86.8(450B) Special use valuation.

86.8(1) In general. Effective for estates of decedents dying on or after July 1, 1982, real estate
which has been valued at its special use value under 26 U.S.C. Section 2032A for computing the feder-
al estate tax is eligible to be valued for inheritance tax purposes at its special use value, subject to the
limitations imposed by statute and these rules. Special use valuation under the provisions of lowa
Code chapter 450B is in lieu of valuing the real estate at its fair market value in the ordinary course of
tradeunder lowa Code section 450.37. The valuation of real estate at its special use value must be made
on the entire parcel of the real estate in fee simple. The value of undivided interests, life or term estates
and remainders in real estate specially valued is determined by (1) applying the life estate, remainder or
term tables to the special use value—see rule 86.7(450), or (2) by dividing the special use value by the
decedent’s fractional interest in case of an undivided interest. The eligibility of real estate for special
use value is not limited to probate real estate. Real estate transfers with a retained life use or interest,
real estate held in joint tenancy, real estate transferred to take effect in possession or enjoyment at
death, real estate held by a partnership or corporation and real estate held in trust are noninclusive ex-
amples of real estate not subject to probate that may be eligible for special use valuation.

86.8(2) Definitionsand technical termsReference in this subrule to sections of the Internal Reve-
nue Code mean sections of the Internal Revenue Code of 1954 as defined (and periodically updated) in
lowa Code section 422.4. Technical terms such as, but not limited to, “qualified real property”; “quali-
fied use”; “cessation of qualified use”; “disposition”; “qualified heir”; “member of the family”;
“farm”; “farming purpose”; “material participation”; and “active management” are examples of tech-
nical terms which have the same meaning for lowa special use valuation under lowa Code chapter
450B as the terms are defined and interpreted in 26 U.S.C. Section 203A. It is the purpose of lowa
special use valuation to conform as nearly as possible to the special use valuation provisions of 26
U.S.C. Section 2032A, as can be done within the framework of an inheritance tax instead of an estate
tax.

86.8(3) Eligibility requirements The eligibility requirements for valuing real estate at its special
use value for computing inheritance tax are the same as the eligibility requirements of 26 U.S.C. Sec-
tion 2032A for the purpose of computing the federal estate tax imposed by 26 U.S.C. Section 2001.
Real estate cannot be specially valued for inheritance tax purposes unless it is also eligible and is val-
ued at its special use value for federal estate tax purposes. However, even though real estate is specially
valued for federal estate tax purposes, the estate has the right to elect or not to elect to value real estate at
its special use value for computing the inheritance tax. Real estate otherwise qualified will be eligible
for special use valuation for lowa inheritance tax purposes if a valid special use valuation election has
been made on the federal estate tax return. What constitutes a valid election for federal estate tax pur-
poses isletermined under applicable federal law and practice and is not determined by the department.

86.8(4) Real estate—not eligible.

a. Real estate otherwise qualified is not eligible to be specially valued for inheritance tax pur-
poses if it imot includable in the federal gross estate. For example, a gift of real estate may not be part
of the federal gross estate. However, the real estate may be a taxable gift, but the real estate would not
qualify for special valuation.
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b. Real estate, otherwise qualified, will not be eligible for the special use valuation provisions of
lowa Code chapter 450B, if the owner of a remainder, or other future property interest in the real estate
defers the payment of the inheritance tax until the termination of the prior estate. Special use valuatior
is made at the date of the decedent’s death, while lowa Code section 450.44 requires the future intere
to be revalued at the time of the termination of the prior estate when the tax is defertade Eetate
of Wickham241 lowa 198, 40 N.W.2d 469 (1950); department subrules 86.2(8) and 86.2(9). In addi-
tion, when the tax has been deferred the life estate-remainder factor to be used in computing the tax o
the future interest is the factor existing at the time of payment or the termination of the prior estate,
while the additional inheritance tax under special use value is based on the life estate-remainder facto
at the time of death. Séere Estate of Millard251 lowa 1982, 105 N.W.2d 95 (1960). A second
valuation after death is not within the scope of either 26 U.S.C. Section 2032A or lowa Code chapter
450B. Since all persons with an interest in the real estate must sign the agreement specified il
86.8(5)'e,” the deferral of the inheritance tax on a future property interest disqualifies all of the prop-
erty interests in the real estate because the future property interest is not eligible to be specially value
in case of a deferral of the tax.

86.8(5) Election and agreement

a. Ingeneral.The election to specially value real estate under the provisions of lowa Code chap-
ter 450B must be made by the fiduciary for the estate or trust on the inheritance tax return or on a state
ment attached to the return. The election may be made on a delinquent return. However, once mad
the election is irrevocablelThe election is an affirmative act. Therefore, failure to make an election on
the inheritance tax return shall be construed as an election not to specially value real estate under low
Code chapter 450B.

b. Form—electionThe election to value real estate at its special use value shall comply with the
requirements of 28).S.C. Section 2032A(d) and federal regulation Section 20.2032A-8. An executed
copy of the election filed as part of the federal estate tax return and accepted by the Internal Revenu
Service will fulfill the requirements of this subrule.

c. Content of the electionThe election must be accompanied by the agreement specified in
86.8(5)e” and shall contain the information required by federal regulation Section 20.2032A-8. Sub-
mission of an executed copy of the information required by federal regulation Section 20.2032A-8(3)
in support of the election to specially value property for federal estate tax purposes will fulfill the re-
quirements of this subrule.

d. Protective electionsA protective election may be made to specially value qualified real prop-
erty for inheritance tax purposes. The availability of special use valuation is contingent upon values, as
finally determined for federal estate tax purposes, meeting the requirements of 26 U.S.C. Sectior
2032A. The protective election must be made on the inheritance tax return and shall contain substar
tially the same information required by federal regulation Section 20.2032A-8(b). Submission of an
executed copy of the protective election filed and accepted for federal estate tax purposes will fulfill
the requirements of this subrule.

If it is found that the real estate qualifies for special use valuation as finally determined for federal
estate tax purposes, an additional notice of election must be filed within 60 days after the date of the
determination. The notice must set forth the information required in 8&8(&hd is to be attached,
together with the agreement provided for in 86.&3) to an amended final inheritance tax return.
Failure to file the additional notice within the time prescribed by this subrule shall disqualify the real
estate for special use valuation.
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e. AgreementAn agreement must be executed by all parties who have any interest in the proper-
ty to be valued at its special use value as of the date of the decedent’s death. In the agreement, the quali-
fied heirs must consent to personal liability for the additional inheritance tax imposed by lowa Code
section450B.3 in the event of early disposition or cessation of the qualified use. All other parties with
an interest in the property specially valued must consent to liability for the additional inheritance tax to
the extent of the additional tax imposed on their share of the property no longer eligible to be specially
valued. The liability of the qualified heir or the successor qualified heir for the additional inheritance
tax is not dependent on the heir’s share of the property specially valued, but rather it is for the amount of
the additional inheritance tax imposed on all of the shares of the parties with an interest in the property
no longer eligible for special use value.

f.  Failure tofile the election and agreemerftailure to file with the inheritance tax return either
the election provided for in 86.8(8) or the agreement specified in 86.8€3) shall disqualify the
property for the special use value provisions of lowa Code chapter 450B. In the event of disqualifica-
tion, the property shall be valued for inheritance tax purposes at its market value in the ordinary course
of trade under the provisions of lowa Code section 450.37.

86.8(6) Value to use.

a. Special use valueThe special use value established and accepted by the Internal Revenue
Service for the qualified real property shall also be the value of the qualified real property for the pur-
pose of computing the inheritance tax on the shares in the specially valued property.

b. Fair market value when @&capturetax is imposedThe additional inheritance tax imposed by
lowa Code section 450B.3, due to the early disposition or cessation of the qualified use, is based on the
fair market value of the qualified real property at the time of the decedent’s death as reported and estab-
lished in the election to value the real estate at its special use value, subject to the limitations in
86.8(6)c.” lowa Code chapter 450B makes reference only to the use of federal values. Therefore, a
fair market value appraisal made by tbea inheritance tax appraisers cannot be used in computing
the amount of the additional inheritance tax imposed unless it is accepted by the Internal Revenue Ser-
vice. lowa Code section 450.37 only applies to property which is not specially valued under lowa
Code chapter 450B.

c. Fair market value limitationsThe following fair market value limitations shall govern the
computation of the additional inheritance tax imposed, if any. thfeatime of its disposition or cessa-
tion of the qualified use, the fair market value of the property which is the subject of the additional tax
is:

1. Greatethan its fair market value at the time of the decedent’s death, the additional tax is com-
puted on the fair market value at death.

2. Less than its fair market value at the time of death but greater than the special use value, the
additional tax is computed on the lesser fair market value.
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3. Equal to or less than the special use value of the property, no additional inheritance tax is im-
posed. In this event, no refund is allowed. lowa Code chapter 450B makes reference only to the im
position of additional inheritance tax, not to an additional benefit if the agreement is not fulfilled.

As a result, failure to fulfill the agreement provided for in 86:&(5)may, in certain circumstances,
result in a lower tax liability than would have been the case had the special use valuation election no
been made.

The rule for computing the additional federal estate tax under 26 U.S.C. Section 2032A(c) is differ-
ent. See lines 8 to 1Additional Federal Estate Tax Form 706-A and IRS letter ruling 8215036 (1982).

86.8(7) Imposition of additional inheritance tax.

a. In general.If within ten years after the decedent’s death there is a disposition of the property or
a cessation of the qualified use within the meaning of 26 U.S.C. Section 2032A(c), an additional inheri-
tance tax is imposed on the shares in the qualified real property specially valued, subject to the limita-
tion in86.8(6)c.” Failure to begin the special use within two years after the decedent’s death disquali-
fies the property for the special use valuation provisions of lowa Code chapter 450B. However, the
ten-year period for imposing an additional inheritance tax is not extended by the period of time be-
tween the decedent’s death and the beginning date of the special use. The rule for federal estate t:
purposes is different. The ten-year period for federal estate tax purposes is extended by the period ¢
time between the decedent’s death and the time the special use begins. See 26 U.S.C. Sectic
2032A(C)(7)(A)(ii). In this respect, the lowa law does not conform to the federal statute. See lowa
Code section 450B.3.

b. Additionaltax on life or term estates and remaindef$ie additional tax on life or term estates
and remainders in real estate which no longer qualifies for special use valuation is computed as if the
specialuse valuation had not been elected. Therefore, if age or time is a determining factor in comput-
ing the additional tax, it is the age or time at the date of the decedent’s death which governs the com
putation, not the age or time at the date of the disposition or cessation of the qualified use. Therefore
subrule 86.2(7) implementing lowa Code section 450.44 does not apply. lowa Code section 450B.3
makes ngorovision for deferral of the additional tax on a future property interest in real estate which is
no longer eligible to be specially valued.

c. Interplay of the additional inheritance tax with the lowa estate baxhe event of an early
disposition or cessation of the qualified use of the specially valued real estate, the federal estate tax |
recomputed with a corresponding recomputation of the credit allowable under 26 U.S.C. Section 2011
for state death taxes paid. If the maximum allowable credit for state death taxes paid as recomputed |
greater than the total inheritance tax obligation on all of the shares of the estate, including the share
which have not been revalued, the amount of the maximum credit for state death taxes paid is the add
tional tax. See lowa Code section 451.2.

d. Computation of the tax—full disposition or full cessatibithere is an early disposition or a
cessation ofhe qualified use of all of the real estate specially valued, the inheritance tax on the shares
of all persons who succeed to the real estate from the decedent are recomputed based on the fair marl
value of the specially valued real estate. See 86c8(@n which market value to use. The total reval-
ued share of each person who had an interest in the disqualified real property is the value of that pel
son’sshare of the property not specially valued plus the revalued share of the special use property. Th
tax is then recomputed based on the applicable exemption, if any, allowable under lowa Code sectior
450.9 and the rates of tax specified in lowa Code section 450.10 in effect at the time of the decedent
death. A credit is allowed against the amount of the recomputed tax, without interest, for the tax paid
which was based on the special use value.
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ExampLEs: Disposition of all of the qualified real property.

It is assumed in these examples that the real estate has qualified for special use valuation and that
prior to the date of disposition, the real estate remained qualified.

ExampLE. Farmer A, a widower, died July 1, 1992, a resident of lowa, and by will left all of his
property to his three nephews in equal shares. Nephew B operates the farm. Nephew C lives in Des
Moines, lowa, and Nephew D lives in Phoenix, Arizona. At the time of death, Farmer As estate con-
sisted of:

Fair Market Special Use
Asset Value Value
160-acre lowa farm $ 480,000 $ 160,000
($3,000 per ($1,000 per
acre) acre)
Grain and livestock 90,000 90,000
Stocks, bonds and bank accounts 80,000 80,000
Gross Estate $ 650,000 $ 330,000
Less: Deductions without federal estate tax 25,000 25,000
Net estate before federal estate tax $ 625,000 $ 305,000

COMPUTATION OF THE INHERITANCE TAX
UNDER SPECIAL USE VALUATION

Net estate before federal estate tax $305,000
Less: Federal estate tax 4,120
Net Estate $300,880

TAX ON SHARES

Beneficiary Share Tax
To each nephew $101,666.67 $11,250.00
Total Tax Paid $11,2583 = $33,750.00

On October 15, 1995, Nephew B, the qualified heir, retires from farming and all three nephews sell
the farm to a nonrelated party for $3,200 per acre, or $512,000. Under‘86.8(% $3,000 per acre
valuation at death governs the computation of the additional inheritance tax.



IAC 7/14/99 Revenue and Finance[701] Ch 86, p.47

COMPUTATION OF THE ADDITIONAL INHERITANCE TAX DUE TO THE EARLY
DISPOSITION OF THE QUALIFIED USE PROPERTY

Net estate before federal estate tax $625,000
Less: Revised federal estate tax

($9,250 was deducted for credit for state death taxes paid) 0
Net Estate '$625,000
Tax on Shares Share Tax
To each nephew $208,333.33 $27,250.00
Less tax previously paid 11,250.00

16,000.00

Additional tax due

Interest at 10% from 4-03-93 to due date 4-15-96 $4,734.40
Total Due Each Nephew $20,734.40

Total additional tax and interest for all three shares $20,734346 $62,203.20.

NoTE: In thisexample, the total additional tax for the three nephews before a credit for tax previous-
ly paid is $27,250.08 3 or $81,750.00. The credit for state death taxes paid on the revalued federal
estate is $9,250.00. Therefore, the larger amount is the additional tax, before the credit for tax pre:
viously paid is deducted. The additional inheritance or lowa estate tax bears interest at 10 percent be
ginningthe last day of the ninth month after the decedent’s death until the due date, which is six months
after the disposition of the specially valued real estate. Interest accrues on delinquent tax at the sarr
rate. Since interest only accrues on unpaid tax, the amount of the interest in this example would hav
been less if the tax had been paid prior to its due date, April 15, 1996.

e. Computation of the tax—partial disposition or cessation of the qualified use.

(1) First patial disposition or cessation of the qualified use. Compute the maximum amount of the
additionaltax that would be due from each person who has an interest in the portion of the real estate nc
longer eligible to be specially valued, as if there were an early disposition or cessation of the qualified
use of all that person’s specially valued real estate. The additional tax on a partial disposition or cessa
tion of the qualified use is computed by multiplying the maximum amount of the additional tax by a
fraction of which the fair market value of the portion no longer eligible is the numerator and the fair
market value of all of that person’s specially valued real estate is the denominator. The resulting
amount is the tax due on the first partial disposition or cessation of the qualified use.

ExampPLE 1. First partial additional tax. Assume the fair market value of three parcels of real estate
owned by a single qualified heir (brother of the decedent) is $100,000 and the special use value of the
three parcels is $75,000. The qualified heir is in the 10 percent tax bracket. FMV in this example
means fair market value.

Parcel 1, fair market value  $25,000

Parcel 2, fair market value 50,000

Parcel 3, fair market value 25,000
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Computation of Maximum Amount of Additional Tax

Tax based on fair market value ($100,6000%) $10,000
Tax based on special use value ($75000%) 7,500
Maximum amount of additional tax $ 2,500

Computation on the First Partial Additional Tax
Parcel 1, sale to an unrelated party

$2,500 $625
FMV of Parcel 1 $ 25,000 N (Maximum = (First
FMV of all special use property $100,000 add'l tax) add'l tax)

(2) Second or any succeeding disposition or cessation of the qualified use. Compute the maxi-
mum amount of the additional tax as outlined in the first partial disposition or cessation of the qualified
use. Increase the numerator of the fraction used to determine the first additional tax by the fair market
value of the second partial disposition or cessation of the qualified use. The denominator remains the
same.The computed tax is then credited with the tax paid on the first partial disposition or cessation of
the qualified use. Succeeding partial dispositions or cessations of the qualified use are handled in the
same manner by increasing the numerator of the fraction and a corresponding increase in the credit for
the prior additional tax paid.

Computation ofhe second and succeeding partial dispositions or cessations of the qualified use can
be illustrated by the following examples:

ExampLE 2. Second partial additional tax. Same facts as in Example 1. In this example, Parcel 2 is
sold to an unrelated party.

Computation of the Second Partial Additional Tax

FMV of Parcels 1 & 2 7 $2,500
of Parce s- & $ 75,000 x  (Maimum = $1875
FMV of all special use property $100,000 add’l tax)
Less tax paid on Parcel 1 625
Second Add’l Tax $1,250

ExampLE 3. Third partial additional tax. Same facts as in Example 1. In this example, Parcel 3 is
sold to an unrelated party.

Computation of the Third Partial Additional Tax

FMV of Parcels 1, 2, & 3 $100,000 $2,500

T x (Maximum = $2,500
FMV of all specially valued real estate $100,000 add’l tax)
Less tax paid on Parcels 1 & 2 1,875

Third Additional Tax $ 625
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f.  No additional tax on shares not revaluéthe shares of persons who received no interest in the
realestate which is no longer eligible to be specially valued are not subject to an additional tax. There-
fore, on the amended final inheritance tax return only the shares of the persons receiving interest in th
real estate need to be revalued when computing the additional tax under this subrule.

ExAmMPLE. Decedent A, a widower and resident of lowa, died testate July 1, 1992, survived by
nephew B and niece C. His estate consisted of two lowa farms and certain personal property. Unde
A's will, the niece and nephew share equally in the personal property. Nephew B received one farm anc
niece C the other one. Nephew B, a qualified heir, elected to specially value his farm and niece C did
not. The inheritance tax was paid on this basis. Five years after As death, nephew B quits farming anc
sellshis inherited farm to an unrelated party, thus incurring an additional inheritance tax. Only nephew
B owes an additional tax. Niece C’s share in the estate is not revalued.

86.8(8) Return for additional inheritance taxThe return reporting the additional inheritance or
lowa estate tax imposed due to the early disposition or cessation of the qualified use shall conform a
nearly as possible to the federal additional estate tax return, Form 706A, as can be done within the
framework of arinheritance tax on shares instead of an estate tax. The return must be executed by the
qualifiedheir and filed with the lowa Department of Revenue and Finance, Hoover State Office Build-
ing, Des Moines, lowa 50319.

86.8(9) Due date for paying the additional inheritance take additional inheritance or lowa
estateax imposed by lowa Code section 450B.3 or 451.2 and the return for the additional tax is due six
months after the early disposition or cessation of the qualified use of the real estate specially valued

86.8(10) No extension of time to file or paljpwa Code chapter 450B makes no provision for an
extension of time to file the return for the additional tax and pay the additional inheritance tax or lowa
estate tax due. Therefore, if the return for the additional tax is not filed or the additional inheritance or
lowa estate tax is not paid within six months after the early disposition or cessation of the qualified use,
the return or the tax is delinquent and subject to penalty under subrule 86.8(13).

86.8(11) Interest on additional taxThe additional inheritance or lowa estate tax imposed under
lowa Code section 450B.3 or 451.2 accrues interest at the rate of 10 percent per annum until paid con
mencing the last day of the ninth month after the decedent’'s death. The variable prime interest rate
made applicable to inheritance tax by 1981 lowa Acts, chapter 131, sections 15 and 16, on real estat
not specially valued, does not apply to interest due on the additional tax imposed by lowa Code sectior
450B.3 0r451.2. In addition, the federal rule that interest only accrues on the additional federal estate
tax when an election is made under 26 U.S.C. Section 1016(c) to increase the basis for gain or loss ¢
the real estate no longer eligible to be specially valued, has no application to lowa special use valuatior
In this respect the lowa law does not conform to the federal statute.

86.8(12) Receipt for additional taxThe receipt for the additional tax imposed by lowa Code sec-
tion 450B.3 or 451.2, is separate and distinct from the receipt for inheritance tax required by lowa Code
section450.64. The receipt must identify the property which was the subject of the early disposition or
cessation ofhe qualified use, the owners of the property, the qualified heir, the amount paid and wheth-
er the additional tax paid is for a partial or full disposition or cessation of the qualified use.

86.8(13) Penalty for failure to file or failure to papepartment rules 701—Chapter 10, pertaining
to the penalty for failure to timely file the return or to pay the inheritance tax imposed by lowa Code
chapter 450, also apply where there is a failure to timely file the return reporting the additional inheri-
tance ollowa estate tax or to pay the additional tax due imposed by lowa Code section 450B.3 or 451.2.
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86.8(14) Duties and liabilities.

a. Duty to report an early disposition or cessation of the qualified Tlhe.agent designated in
the agreement required by 86.8€3) has the duty to notify the department of any early disposition or
cessation ofhe qualified use of the property on or before the due date of the additional inheritance tax.
An executed copy of the notice required by federal regulation Section 20.2032A(c)(4) will satisfy this
subrule.

b. Liability for payment of the tax’he qualified heir or the heir's successor is personally liable
for all the additional inheritance or lowa estate tax imposed under lowa Code section 450B.3 or 451.2.
It is the qualified heir’s duty to collect the additional lowa inheritance or lowa estate tax from each
person whose share was revalued. In respect to the additional tax, the duty of the qualified heir is the
same as the duty of the fiduciary of an estate or trust under lowa Code section 450.5, for the regular
inheritance or lowa estate tax. See subrule 86.2(1) regarding the responsibility of the fiduciary of an
estate or trust. While the qualified heir is primarily liable for the payment of all of the additional tax,
each person who has an interest in the real estate no longer eligible to be specially valued is also liable
under the agreement provided for in 86.8¢5)for additional tax on that person’s revalued share.
Therefore, if the qualified heir fails to pay the additional lowa estate tax or the additional tax imposed
on any revalued share, the department may proceed to collect the delinquent tax from the person who
received the share. The liability for the additional tax due from each person who had an interest in the
revalued real estate is the same as the liability for the inheritance tax on property not specially valued.
SeeEddy v. Short] 90 lowa 1376, 1380, 1832, 179 N.W. 818 (1920)g Estate of Ston&32 lowa
136, 109 N.W. 455 (1906).

c. Books and recas. It is the duty of the qualified heir to keep books and records necessary to
substantiate the continued eligibility of the real estate for special use valuation. Upon request, the
agent designated in the agreement shall furnish the department sufficient information relating to the
use, ownership and status of the real estate to enable the department to determine whether there has
been an early disposition or cessation of the qualified use.

86.8(15) Special lien for additional inheritance tax.

a. Ingeneral.The special lien created by lowa Code section 450B.6 is separate and distinct from
the lien provided for in lowa Code section 450.7, for the inheritance tax imposed at the time of the
decedent'sleath. The special lien is to secure any additional inheritance or lowa estate tax that may be
due within the ten-year period after the decedent’s death, should there be an early disposition or cessa-
tion of the qualified use. The inheritance tax lien provided for in lowa Code section 450.7 is only to
securethe tax imposed at the time of the decedent’s death on the transfer of property including property
that is specially valued. If an additional tax is imposed for the early disposition or cessation of the qual-
ified use, it is secured by the lien created by lowa Code section 450B.6.

b. Form ofthe notice of the special lieThe notice of the special lien for additional inheritance or
lowa estate tax created by lowa Code section 450B.6 must conform as nearly as possible to the special
use valuation lien provided for in 26 U.S.C. Section 6324B.

c. Notice of lien.Unlike the lien provided for in lowa Code section 450.7, notice of the special
lien for additional inheritance or lowa estate tax must be recorded before it has priority over subsequent
mortgagees, purchasers or judgment creditors. The special lien is perfected by recording the notice of
the special lien in the recorder’s office in the county where the estate is being probated (even though the
realestate may be located in a different county). Failure to perfect the special lien by recording as pro-
vided for in lowa Code section 450B.6 divests the qualified real property from the lien in the event of a
sale to a bona fideurchaser for value.
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d. Duration of the special lienThe special lien continues:

(1) Until the additional inheritance or lowa estate tax is paid, or ten years after the date the addi-
tionaltax is due, whichever first occurs, if there is an early disposition or cessation of the qualified use,
or

(2) For ten years after the decedent’s death on all other property which has been specially valuec

e. Release of the lieThe special lien for additional inheritance tax:

(1) May be released at any time in whole or in part upon adequate security being given to secure
the additional tax that may be due, if any.

(2) Isreleased by payment of the additional inheritance or lowa estate tax imposed by lowa Code
section 450B.3 or 451.2, on the property which was the subject of an early disposition or cessation of
the qualified use.

(3) Isreleased when it becomes unenforceable by reason of lapse of time.

f.  Application to release tHen. Ten years after the decedent’s death, unless there is an addition-
al tax remaining unpaid, the qualified heir may submit to the department an application in writing for
release of the lien on the real estate specially valued. The application must contain information neces
sary to enable the department to determine whether or not the special use valuation lien should be re
leased. Supporting documentation may include a copy of the federal release. If, after audit of the ap
plication, it is determined the real estate remained eligible for special valuation, the department will
release the lien.

86.8(16) Valuation of the decedent’s interest in corporations, partnerships and-trggescial
rules. If the decedent’s interest in a corporation, partnership or a trust has been valued at its special us
valuation under 26 U.S.C. Section 2032A for federal estate tax purposes, it is also eligible to be valuec
at its special use value for inheritance tax purposes, subject to the limitation imposed by statute anc
these rules. See Internal Revenue Service letter ruling 8108179 (1980) for guidelines in valuing the
decedent’s interest. Other factors indicative of value, such as the value of other assets, net dividenc
paying capacitypook value, profit and loss statements and net worth must also be taken into account in
arriving atthe value of the decedent’s interest for inheritance tax purposes. See Revenue ruling 59-60
1959-1 C.B. 243 for the factors to be considered in valuing closely held corporate stock. In the event
the decedent’s interest in a corporation, partnership or trust is no longer eligible to be specially valued,
the additional inheritance tax will be imposed on the fair market value of the decedent’s interest in the
same manner and subject to the same limitations as other property specially valued.

86.8(17) Audits, assessments and refun8sibrules 86.3(1) to 86.3(3) providing for the audit, as-
sessment and refund of the inheritance tax imposed by lowa Code sections 450.2 and 450.3, shall al
be the rules for the audit, assessment and refund of the additional inheritance or lowa estate tax im
posed by lowa Code section 450B.3 or 451.2.

86.8(18) Appeals Rule 86.4(450) providing for an appeal to the director and a subsequent appeal
to district court under the lowa administrative procedure Act for disputes involving the inheritance tax
imposed by lowa Code chapter 450 shall also be the rule for appeal for disputes concerning special us
valuation and the additional inheritance or lowa estate tax imposed by lowa Code chapters 450B anc
451.

This rule is intended to implement lowa Code sections 450B.1 to 450B.7 and 451.2.
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701—86.9(450)Market value in the ordinary course oftrade. Fair market value of real or personal
property is established by agreement or the appraisal and appeal procedures set forth in lowa Code
section 450.37 and 701—subrules 86.9(1) and 86.9(2). If the value is established by agreement, the
agreemeninay be to accept the values of such property as submitted on the lowa inheritance tax return,
to accept a negotiated value or to accept the values as finally determined for federal estate tax purposes.
Values submitted on an inheritance tax return constitute arreffarding the value of the property by

the estate. An inheritance tax clearance that is issued based upon property values submitted on an in-
heritance tax return constitutes an acceptance of those values on that return. An agreement to accept
negotiated values or accept values as finally determined for federal estate tax purposes must be an
agreement between the department of revenue and finance, the personal representative, and the per-
sonswho have an interest in the property. If an agreement cannot be reached regarding the valuation of
real property, then the department may request, within 30 days after the return is filed, an appraisal
pursuant to lowa Code sections 450.37 and 450.27 and 701—subrule 86.9(2). If an appraisal is not
requested within the required period, then the value listed on the return is the agreed value of the real
property. If aragreement cannot be reached regarding the valuation of personal property, the personal
representative a@ny person interested in the personal property may appeal for a revision of the depart-
ment’s value as set forth in lowa Code section 450.37 and 701—subrule 86.9(2). Any inheritance tax
clearance granted by the department may be subject to revision based on federal audit adjustments.
Absent an agreementttoe contrary, the six-month extension of the statute of limitations for assessing
lowa inheritance tax based on federal audit adjustments is limited to federal audit adjustments that di-
rectly afect lowa inheritance tax and involve lowa inheritance tax law that incorporates Internal Reve-
nue Code provisions—see lowa Code section 450.94(5XelhdSpringfield Tire Co. v. lowa State

Board of Tax Reviewt14 N.W.2d 113 (lowa 1987).

86.9(1) In general. With the exception of real estate which has been specially valued under lowa
Code chapter 450B, property included in the gross estate for inheritance tax purposes must be valued
under the provisions of lowa Code section 450.37 at its market value in the ordinary course of trade.
See rule 701—86.10(450) for the rule governing the market value in the ordinary course of trade if the
alternate valuation date is elected. “Market value in the ordinary course of trade” and “fair market
value” are synonymous termB re Estate of McGhed,05 lowa 9, 74 N.W. 695 (1898). Fair market
value isthe price at which the property would change hands between a willing buyer and a willing sell-
er, neither being under any compulsion to buy or to sell and both having reasonable knowledge of rele-
vant facts. The fair market value of a particular item of property includable in the decedent’s gross
estate isot to be determined by a forced sale price. Nor is the fair market value of an item of property
to be determined by the sale price of the item in a market other than that in which such item is most
commonly sold to the public, taking into account the location of the item whenever appropriate. See
federal regulation Section 20.2031(1)(b) and lowa Code section 44121 by similar definitions
of fair market value.

a. Values not to be use®ther kinds of value assigned to property such as, but not limited to,
assessed value of real estate for property tax purposes, cost price, true value, or book value are only
relevant in computing the value of the property for inheritance tax purposes, to the extent they may be
properly used in the determination of fair market value or special use \alteEstate of McGhee
105 lowa 9, 74 N.W.695 (1898). Fair market value cannot be determined alone by agreement between
the persons succeeding to the decedent’s property. Also, fair market value cannot be determined alone
by setting out in the decedent’s will the price for which property can be boid.Estate of Fred W.

Rekers Probate No. 28654, Black Hawk County District Court, July 26, 1972.



IAC 7/14/99 Revenue and Finance[701] Ch 86, p.53

b. Date of valuation.Unless the alternate valuation date is elected under lowa Code section
450.37, or the tax has been deferred according to lowa Code sections 450.44 to 450.49, all propert
includable inthe gross estate must be valued at the time of the decedent’s death for the purpose of com
putingthe tax imposed by lowa Code section 450.2. Subject to the two exceptions listed, any appreci-
ation or depreciation of the value of an asset after the decediesit’sis not to be taken into consider-
ation. Insel v. Wright County208 lowa 295, 225 N.W.378 (1929).

86.9(2) Market value—how determined.

a. In general. The fair market value of an item of property, both real and personal, that is included
in the gross estate for inheritance tax purposes is expressed in the property’s monetary equivalent. Tt
processised to determine fair market value presupposes the voluntary exchange of the item in a marke
for its equivalent in moneyHetland v. Bilstad140 lowa 411, 415, 118 N.W. 422 (1908). The fact the
item ofproperty is not actually sold or exchanged or even offered for sale is not relevant. fittiensuf
for establishing the item’s value to arrive at the specific dollar amount that a seller would voluntarily
accept irexchange for the property and the amount that a buyer would be willing ttuphy. Geene
County Board of Revie#88 N.W.2d 351 (lowa 1971). Itis assumed when determining this specific
dollar amount, which is the item’s fair market value, that the seller is desirous of obtaining the highest
possibleprice for the property and that the buyer does not wish to pay more than is absolutely necessan
to acquire the property.

The item of property must be valued in a market where it is customarily traded to the public. See
federal regulation 20.2031-1(b). Therefore, if an item of property is valued in a market which is not
open tathe general public, the party asserting the value in the restricted market has the burden to prove
by a preponderance of the evidence that the value in the restricted market is the item’s fair market value

The distinction between a public and a restricted market can be illustrated by the following:

EXAMPLE 1: Under the provisions of the decedent’s will, the personal representative of the estate is
giventhe power to sell the decedent’s property at either a public or private sale. Pursuant to this power
the personal representative sold the decedent’s household goods at public auction held on a specif
day and time which was widely advertised both in the newspaper in the locality where the decedent
lived and also by sale bills posted in numerous public places in the decedent's commhenftguse-
hold goods sold at auction for $2,500. The fair market value of the household goods on the day of sal
is $2,500. The public auction is a market where such items are commonly sold and the public hac
knowledge of the impending sale. The public was also invited to bid and the items to be sold were
available for inspection.

EXAMPLE 2. Pursuant to an agreement between the beneficiaries of the estate, the personal repre
sentative sold the decedent’'s household goods and personal effects at an auction where only membe
of the decedent’s family were permitted to bid. The items sold for $2,500, which may or may not be the
fair market value of the property. Family pride, sentiment, and other personal considerations may have
entered into the selling price. In this type of sale the burden is on the personal representative to prov
that the selling price is the fair market value of the items sold.
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b. Values established by recognized public markets.

(1) Stocks, bonds, and notekems of personal property such as, but not limited to, corporate
stock, bonds, mutual funds, notes, and commodities which are traded on one or more of the nation’s
stock or commodity exchanges shall be valued under the provisions of Federal Estate Tax Regulation
20.2031-2, which regulation is incorporated in and made a part of this subrule by reference.

Individuals who have a registration of a security indicating sole ownership by one individual or
multiple ownership by two or more individuals with a right of survivorship and not as tenants in com-
mon, may obtain a registration in beneficiary form as provided in the uniform transfer on death security
registration Act as provided in lowa Code section 633.800. A “registering entity” under this Act must
providenotice to the department of revenue and finance of all reregistrations made pursuant to this Act.
Such notice must include the name, address, and social security number of the decedent and all trans-
ferees.Until the division of the security, after the death of all the owners, multiple beneficiaries surviv-
ing the death of all the owners hold their interest as tenants in common. If no beneficiary survives the
death ofall the owners, the security belongs to the estate of the deceased sole owner of the estate of the
last to die of the multiple owners.

(2) Localelevator and sale barn priceBhe fair market value of grain and livestock may be deter-
mined either by the quoted price from the grain elevator or sale barn in the community where the grain
or livestock is located or by the price quoted from the nearest commodity exchange, less the customary
delivery discount.

(3) Public auctions by the courThe fair market value of an item may be established in a public
market other than a market which has a permanent location and which holds sales at periodic stated
intervals. It is common for estates or the probate court to hold a public auction to sell estate property
and if the sale meets certain criteria the selling price received in this type of public auction will establish
the fair market value of the property. Factors in an estate or court sale which tend to establish the selling
price as one at fair market value include but are not limited to the time and place of the sale were well
advertisedthe public was invited and encouraged to bid; members of the decedent’s family or business
associates were not given special consideration as to price or terms of sale; and the terms of sale were
comparable to those offered at sales in a regularly established public market.

(4) Sales in aregularly established marl&sles made in a regularly established market pursuant
to lowa Code section 633.387 would qualify as a sale at fair market value for inheritance tax purposes.

c. Private sales that may establish fair market valReivate sales of estate assets may establish
the fair market value of the item depending on the facts and circumstances surrounding each sale. Fac-
tors which tend to establish a private sale as one at fair market value include but are not limited to:

(1) Sales made by a recognized broker who receives a commission from the seller based on the
selling price and who has exercised diligence in obtaining a buyer.

(2) Sales made by the personal representative to nonfamily members after a good-faith effort was
made tasolicit bids from persons who are known to be interested in buying that particular kind of prop-
erty.

(3) Sales made by the attorney or the personal representative after the item of property was adver-
tised for sale in a newspaper of general circulation or in trade publications and a good-faith effort was
made to obtain the best possible price.
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(4) Sales made by the personal representative when the sale price is the price quueef thre
nation’s stock or commodity exchanges.

(5) Privatesales made by the personal representative to members of the decedent’s family or busi-
ness associates are suspect due to personal, family, or business reasons, but nevertheless may cor
tute a sale at fair market value, depending on the facts and circumstances surrounding each sale. T
personal representative has the burden to establish that this kind of private sale is a sale at fair mark
value. Factors which have a bearing on whether this type of private sale is one at fair market value
include,but are not limited to, the following: Did the decedent’s will give a sale or price preference to a
member of the decedent’s family or business associate? Were the terms of sale more advantageo
thanterms that would be given to the general public? Was a good-faith effort made to solicit bids from
other persons known to be interested in buying that particular kind of property? Was the sale made a
part of a family settlement of a will contest or dispute on a claim against the estate?

d. Fair market value—no regularly established market.

(1) In general.Certain items of personal property such as, but not limited to, closely held corpo-
rate stock, real estate contracts of sale, private promissory notes, accounts receivable, partnership i
terestsand choses in action are not customarily bought and sold in a public market. Occasional sales o
these items of personal property at infrequent intervals do not establish a market for this kind of person:
al property, but the lack of a regular market does not indicate that the item is of no value. When there i
not a regularly established market to use as a reference point for value, it is necessary to create a hyp
thetical market to determine fair market value. The factors used to create a hypothetical market vary
with the kind of property being valued and depend on the facts and circumstances in each individual
case.

(2) Fair market value of closely held corporate st@eklosely held corporation is a corporation
whose shares are owned by a relatively limited number of stockholders. Often thgterkiresue is
held by members of one family or by a small group of key corporate officers. Because of the limited
number of stockholders and due to a family or business relationship, little, if any, trading in the shares
takes place. There is, therefore, no established market for the stock. Sales that do occur are usually
irregular intervals and seldom reflect all of the elements of a representative transaction as is contem
plated by the term fair market value. The term “fair market value” has the same meaning for federal
estate tax purposes as it does fovd inheritance tax purposes. As a result, the federal revenue rulings
establishing the criteria for valuing closely held corporate stock are equally applicable to inheritance
tax values. Therefore, corporate stock which meets the standards for being closely held must be value
for inheritance tax purposes under the provisions of Federal Revenue Ruling 59-60, 1959-1 C.B. 237
as modified by Revenue Ruling 65-193, 1965-2 C.B. 370 and amplified by Revenue Ruling 77-287,
1977-2C.B. 319, Revenue Ruling 80-213, 1980-2 C.B. 101, and Revenue Ruling 83-120, 1983-2 C.B.
170, which Federal Revenue Rulings are incorporated in and made a part of this subrule by reference

(3) Fair market value of real estate contracts, notes, and mortgélgesair market value of
promissory notes, secured or unsecured, contracts for the sale of real estate, and other obligations
pay money which are included in the gross estate is presumed to be the amount of the unpaid princip:
plusthe amount of interest, if any, accrued to the day of the decedent’s death. If the asset is not reporte
on the return at face value plus accrued interest, the burden is on the party claiming a greater or less
value to establish that face value plus accrued interest is not the asset’s fair market value.



Ch 86, p.56 Revenue and Finance[701] IAC 7/14/99

Factorswhich have a bearing on whether the fair market value of an asset is greater or less than face
value include, but are not limited to, the rate of interest charged on the obligation; the length of time
remaining orthe obligation; the credit standing and payment history of the debtor; the value and nature
of the property, if any, securing the obligation; the relationship of the debtor to the decedent; and
whether the obligation is to be offset against the debtor’s share of the estate. See lowa Code section
633.471andWelp v. Department of Reven@83 N.W.2d 481 (lowa 1983). This subrule can be illus-
trated by the following:

ExampLE 1. The decedent at the time of death owned a seller’s interest in an installment sale con-
tractfor the sale of a 160-acre farm. The contract contained a forfeiture provision in the event the buyer
failed to make the payments and further provided that the purchase price was to be paid in 20 equal
annual principal payments plus interest at 7 percent per year on the unpaid principal balance. At the
time of the decedent’s death, the contract of sale had ten years yet to run and the current federal land
bank interest rate for farm land loans was 12 percent. Assuming in this example that other valuation
factors are not relevant, the fair market value of the contract is the face amount of the contract, plus
interest, discounted to reflect a 12 percent interest return on the outstanding principal bafamee. A
dent investor would not invest at a lower rate of interest when a comparable investment with equal
security would earn 12 percent interest.

ExampLE 2. A tenant of the decedent owed the decedent $5,000, which was evidenced by a promis-
sorynote, payable on demand, drawing 6 percent interest, and which was executed in 1992, a year prior
to the decedent’s death. Assuming no other valuation factors are relevant, the fair market value of the
$5,000promissory note is its face value, plus accrued interest. The less than market interest rate on the
notedoes not affect its fair market value because the note is due on demand and, as a consequence, there
is no loss of a higher rate of interest which would be the case if the note specified a future payment date.

ExampPLE 3. Decedent A died intestate July 1, 1993, survived by two nephews, B and C. The estate
consisted, after debts and charges, of $300,000 in cash and U.S. Government bonds and a noninterest
bearing promissory note for $10,000 executed by nephew B in 1975 for money borrowed for his col-
legeeducation. No payments were ever made on the note. The note is outlawed by the statute of limita-
tions and would be worthless if anyone other than nephew B or C had executed the note. However,
sincenephew B inherits one-half of A's estate, and is required under the law of setoff and retainer to pay
the note before he can participate in the estate, the fair market value of the note in this particular fact
situation is $10,000 because it is collectible in full. Each nephew’s share of the estate is $155,000.
Nephew C receives $155,000 in cash and nephew B receives $145,000 in cash plus his canceled note
for $10,000. In this example, the statutory right of setoff and retainer supersedes other factors which
are relevant in determining the fair market value of the asset. See lowa Code section 6882471,
Estate of Farris234 lowa 960, 14 N.W.2d 889 (1944ndiana Department of Revenue v. Estate of
Cohen 436 N.E.2d 832 (Ind. App. 1982Kearhart's Ex'r and Ex'x v. Howard302 Ky. 709, 196
S.W.2d 113 (1946).

(4) Fair market value of a sole proprietorship or partnership inteFbastfair market value of the
decedent’s interest in a business, whether a partnership or a proprietorship, is the net amount a willing
buyerwould pay for the interest to a willing seller, neither being under any compulsion to buy or to sell
and both having reasonable knowledge of the relevant facts. Relevant factors in determining net value
include but are not limited to the following: a fair appraisal as of the applicable valuation date of all of
the assets of the business, tangible and intangible, including goodwill; the demonstrated earning ca-
pacity of the business; and the other factors in rule 701—89.8(422), to the extent they are applicable,
that must be considered in valuing closely held corporate stock.
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(5) Fairmarket value of choses in actiorhe fair market value of the decedent’s interest in a right
to sue for a debt or a sum of money often cannot be determined with certainty at the time of the dece
dent'sdeath. The value of this right is dependent on many factors which include, but are not limited to,
the following: the strength and credibility of the decedent’s evidence; the statutory and case law sup-
porting the decedentdaim or position; the ability of the opposing party to pay a judgment; the extent,
if applicable, of the decedent’s contributory negligence; and the other normal hazards of litigation.
However this lack of certainty does not mean the right to sue has no value at the time of the decedent’s
death. Evidence of what was actually received for this right by the decedent’s estate or its beneficiary is
evidence of the fair market value of the right at death.

This subrule can be illustrated by the following example:

The decedent died in a fire of uncertain origin that destroyed his dwelling. Due to the circumstances
surrounding the fire, the estate’s right of recovery from the fire insurance carrier was speculative and
therefore, the value of this right at death was unknown. After the estate was closed, the beneficiary o
the estate settled the fire insurance claim for $15,000. The amount received in settlement of the clain
can be considered as evidence of the fair market value of the right of action aB#sath Randall
258 N.W.2d 333 (lowa 1977). In addition, interest on the unpaid tax begins and continues to accrue
from the date of the decedent’s death.

(6) Wrongful death proceeds are not included in the gross eBstigte of Dieleman v. Depart-
ment of Rey222 N.W.2d 459 (lowa 1974).

e. By agreement between the department, the estate and its benefidianiasCode section
450.37 provides that the market value in the ordicatyse of trade is to be determined by agreement
between the estate and its beneficiaries and the department. The term “agreement” when used wit
reference to the value of an asset, whether it isorgagrsonal property, has the same meaning as the
term is used in the law of contracts. The agreement between the department, the estate and its bene
ciariesmay be contained in a single written instrument, or it may be made by an offer submitted by the
estate and its beneficiaries and its acceptance by the department. The agreement establishing valu
for computing the tax may specify that the values as finally determined for federal estate tax purposes
on all or a portion of the assets will be the values used in computing the tax.

(1) Offer by the estate and the beneficiaries. It is the duty of the taxpayer to list on the inheritance
tax return the values of the assets in the gross estate which the estate and those beneficially entitled
the decedent’s property are willing to offer as the values for computing the taxable shares in the estate
The value of the assets listed on the return will constitute an offer for the department to accept or reject
Counteroffers may be made in the event an offer is rejected. This rule applies equally to real and per
sonal property.

(2) Acceptance of values by the department. The values offered on the inheritance tax return by
the estate and its beneficiaries are accepted by the department when:

1. The department has accepted the offered values in writing, or

2. Aclearance certifying full payment of the tax due or a clearance certifying no tax due is issued
by the department, or

3. The department does not request an appraisal within 30 days after the return has been filed i
the case of the value of real estate. Notice of appraisal must be served by certified mail and the notice |
deemed completed when the notice is deposited in the mail and postmarked for delivery. However, se
86.9(2)e” (3) for the rule governing values listed as “unknown” or “undetermined.” See lowa Code
sections 622.105 and 622.106 for the law determining the filing date of a tax return that is mailed.
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(3) Values listed on the return as “undetermined” or “unknown.” If at the time the inheritance tax
return is filed the information necessary to determine the value of an asset cannot be presently ascer-
tained, the taxpayenay list the value of that asset as “unknown” or “undetermined.” The return must
contain a statement signed by the taxpayer on behalf of the estate and the beneficiaries with an interest
in the property granting the department an extension of time for requesting an appraisal until 30 days
after an amended return is filed listing a value for the real estate. Failure to grant an extension of time
will subject the real estate to an immediate request for an appraisal. The amended return shall be ac-
companiedvith sufficient facts and other information necessary to substantiate the value offered. An
agreementoncerning the value of an asset presupposes that both the department, the beneficiaries and
the estate have knowledge of the relevant facts necessary to determine value. There can be no mean-
ingful agreement or appraisal until the relevant facts relating to value are knowBailSedrandall
258 N.W.2d 333 (lowa 1977), regarding the criteria that may be used to determine the value of an asset
which was unknown at the time of the decedent’s death.

f.  Values established—no agreement.

(1) Real estatdf the department, the estate and the persons succeeding to the decedent’s property
have not reached an agreement as to the value of real estate undete86.8{&)market value for
inheritance tax purposes will be established by the appraisal proceedings specified in lowa Code sec-
tions450.27 to 450.36. Use of the inheritance tax appraisers to determine value for other purposes such
as, but not limited to, determining the share of the surviving spouse in the estate or for determining the
fair market value of real estate for the purposes of sale, are not controlling in determining values for
inheritanceax purposesin re Estate of Gifferi66 N.W.2d 800 (lowa 1969 re Estate of Lorimor
216 N.W.2d 349 (lowa 1974). If either the department or the estate does not agree with the results of an
appraisal that is conducted pursuant to lowa Code sections 450.27 through 450.36, either the depart-
ment or the estate may file an objection to the appraisal pursuant to lowa Code section 450.31. See
701—subrule 86.9(2) for additional factors to assist in the determination of fair market value of real
property.

(2) Personal propertfffective for estates of decedents dying on or after July 1, 1983. If an agree-
ment is not reached on the value of personal property under 86,9(&)e estate or any person benefi-
cially receiving the personal property may appeal to the director under lowa Code section 450.94, sub-
section 3, for a resolution of the valuation dispute, with the right of judicial review of the director’s
decision under lowa Code chapter 17A.

g. Amending returns to change values.

(1) Amendment permitted or requirednless value has been established by the appraisal or ad-
ministrative proceedings, the inheritance tax return may be amended by the estate to change the value
of an asset listed on the return as long as the amendment is filed before an agreement is made between
the estate and the department as to the asset’s value. The return must be amended to list the value of an
asset omitted from the original return or to assign a value for an item listed on the original return as
“unknown” or “undetermined.”

If the facts and circumstances surrounding the value agreement would justify a reformation or re-
scission othe agreement under the law of contracts, the return may be amended by the estate, and must
be amended at the department’s request, to change the value of the item to its correct fair market value
or its special use value as the case may be.
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(2) Amendment not permittedA return cannot be amended:

1. To change the agreed value of an asset, if the facts and circumstances surrounding the agre
ment would not justify a reformation or rescission of the agreement,

2. To change areal estate value that has been established by the appraisal proceedings under lo
Code sections 450.31 to 450.8%3sel v. Wright County208 lowa 295, 225 N.W. 378 (1929), or

3. To change the value of an item of personal property that has been established by the depar
ment’'s administrative procedure under 701—Chapter 7, or, if an appeal is taken from the director’s
decision, by judicial review under lowa Code chapter 17A. Provided, in no event may the return be
amended ttower the value of an asset that would result in a refund of tax more than three years after the
tax became due or one year after the tax was paid, whichever time is the later. lowa Code sectiol
450.94 Welp v. Department of Reven383 N.W.2d 481 (lowa 1983).

This rule is intended to implement lowa Code sections 450.27 to 450.37, 450.44 to 450.49, and
633.800 to 633.811.

701—86.10(450) Alternate valuation date.

86.10(1) When available The alternate valuation date allowed by 26 U.S.C. Section 2032 is avail-
able for estates of decedents dying on or after July 1, 1983, on the same terms and conditions whic
govern the alternate valuation date for federal estate tax purposes. Effective for estates of deceden
dying after July 18, 1984, the alternate valuation date cannot be elected unless the value of the gros
estate for federal estate tax purposes is reduced and the amount of federal estate tax owing, after
credits have been deducted, has also been reduced. See 26 U.S.C. Section 2032(c) enacted by Pul
Law 98-369 Section 1023(a). In general, the alternate valuation date is six months after the date of th
decedent'sleath. If property is sold within the six-month period, the date of sale is the alternate date for
valuing the property sold. See federal regulation Section 20.2032-1, as amended December 28, 197:
for the rules governing the valuation of property in the gross estate at its alternate valuation date for
federal estate tax purposes. If the election is made, all of the property included in the gross estate ar
not just a portion of the property, must be valued at the alternate valuation date. The estate may ele
both the alternate valuation date and the special use value under lowa Code chapter 450B, if the esta
is otherwise qualified. See Federal Revenue Ruling 83-31(1983). It is a precondition for valuing the
property aits alternate value for lowa inheritance tax purposes that the property has been valued at the
alternate value for federal estate tax purposes. However, even if the profiestyrioss estate is val-
ued at the alternate valuation date for federal estate tax purposes, the estate has the option either to el
or not to elect the alternate valuation date for lowa inheritance tax purposes. If the alternate valuatior
date is elected, the value established for federal estate tax purposes shall also be the alternate value
inheritance tax purposes. The election is an affirmative act and for estates of decedents dying prior t
July 19, 1984, it must be made on a timely filed inheritance tax return, taking into consideration any
extensions of time granted to file the return. Effective for estates of decedents dying after July 18,
1984, the election may be made on the first return filed for the estate, regardless of whether the return i
delinquent, providing the return is filed no more than one year after the due date, taking into consider-
ation any extensions of time granted to file the return and pay the tax due. See 26 U.S.C. 2032(d) s
amended by Public Law 98-369 Section 1024(a). Failure to indicate on the inheritance tax return
whether the alternate valuation date is elected shall be construed as a decision not to elect the alterne
valuation date.
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86.10(2) When not available.

a. The alternate valuation date provided for in 26 U.S.C. Section 2032 cannot be elected by the
estate if the tax on a future property interest has been deferred under lowa Code sections 450.44 to
450.49. The tax on a future property interest must be computed on the fair market value of the future
property interest at the time the tax is pdidre Estate of Wickhan241 lowa 198, 40 N.W. 2d 469
(1950).

b. Real estate which is subject to an additional inheritance tax imposed by lowa Code section
450B.3 due to the early disposition or cessation of the qualified use cannot be valued at the alternate
valuation date for purposes of the recapture tax, unless the alternate valuation date was originally
elected on the return for the decedent’s estate.

c. The alternate valuation date cannot be elected if the size of the gross estate for federal estate tax
purposes, based on the fair market value of the assets at the time of death, is less than the minimum
filing requirements under current federal authority. The fact that the gross estate for inheritance tax
purposes is less than the minimum federal estate tax filing requirement is not relevant.

This rule is intended to implement lowa Code sections 422.3 and 450.37.

701—86.11(450) Valuation—special problem areas.

86.11(1) Valuation of life estate and remainder interedtsgeneral. Life or term estates and re-
mainders in property cannot be valued separately for inheritance tax purposes without reference to the
value of the property in which the life or term estate and remainder exists. The first valuation step is to
determine the value of the property as a whole. This rule applies equally to fair market value in the
ordinarycourse of trade, whether it be valued at death or on the alternate valuation date six months after
death, or at its special use value under lowa Code chapter 450B. The second step is to apply the life
estate-remainder oerm tables in rule 701—86.7(450) to the whole value of the property in which the
life estate-remainder or term exists. lowa Code section 450.51 requires that value of annuities, life or
term,deferred or future estates in property be computed on the basis that the use of the property is worth
areturn of 4 percent per year. The life estate-remainder tables in rule 701—=86.7(450) make no distinc-
tion between the life expectancy of males and femalesCBeef Los Angeleg Manhart,435 U.S.

702, 98 S.Ct. 1370, 55 L.Ed. 657 (1978) anidona Governing Committee for Tax Deferred Annuity

and Deferred Compensation Plans v. Nosis,U.S. Law Week 5243, 77 L.Ed.2d 1238 (1983) for the
requirement that retirement annuities must not discriminate on the basis of sex. However, the actual
life expectancy of the particular person receiving the life estate is not relevant in determining the value
of the life estate for inheritance tax purpodese Estate of Evang55 N.W.2d 99 (lowa 1977), appeal
dismissed, 434 U.S. 805, 98 S.Ct. 34, 54 L.Ed.2d 62.

86.11(2) Single life estate an@@mainder.The value of a single life estate and remainder in proper-
ty is computed by first determining the value of the property as a whole. The life estate is then com-
puted by multiplying the value of the property as a whole by the life estate factor in rule 86.7(450) for
the age of the life tenant. The value of property remaining after the value of the life estate is subtracted
is the value of the remainder interest in the property.
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The computation of the value of a single life estate and remainder in property is illustrated by the
following:

ExampLE: Decedent A, by will, devised to surviving spouse B, aged 68, a life estate in a 160-acre
farm, with the remainder at B’s death to niece C. Special use value and the alternate value were nc
elected. The 160-acre farm at the time of the decedent’s death had a fair market value of $2,000 pe
acre, or $320,000.

COMPUTATION OF B'’s LIFE ESTATE The life estate factor for a life tenant aged 68 under
701—86.7(450) is .37936; that is, the use of the $320,000 for life at the statutory rate of return of 4
percent iavorth 37.936 percent of the value of the farm. Niece C’s remainder factor is .62064. The life
estate-remainder factors when combined equal 100 percent of the ville@afperty. It is the age of
the life tenant which governs the value of the remainder. The age of the person receiving the remainde
is not relevant.

Value of B's Life Estate $320,000x .37936 = $121,395.20
Value of C’'s Remainder $320,000x .62064 = $198.604.80
Total Value $320,000.00

86.11(3) Joint and succeeding life estatdé property includable in the gross estate is subject to
succeeding or joint life estates, the following general rules shall govern their valuation:

a. Therecan be no greater value assigned to all of the life estate interests than the value of the life
estate ofhe youngest life tenant. The value of the life estate of the youngest life tenant fixes the value
of the remainder interest in the property.

b. If two or more persons share in a life estate, the life tenants are presumed to share equally in thi
life estate during the life of the older life tenant, unless the will or trust instrument specifically directs
that the income or use may be allocated otherwise.

c. The age of a life tenant alone determines the value of that life tenant’s interest in the property.
The life tenant’s state of health is not relevant to valuatiome Estate of Evan225 N.W.2d 99 (lowa
1977),appeal dismissed, 434 U.S. 805, 98 S.Ct. 34, 54 L.Ed.62. As a result, if a succeeding life tenan
is older than the preceding life tenant, the value of the succeeding life estate is zero. These general ruls
can be illustrated by the following examples:



Ch 86, p.62 Revenue and Finance[701] IAC 7/14/99

ExampLE 1. Decedent A, by will, devised a 160-acre farm to surviving spouse B, aged 68, for life,
and upon B’s death, to daughter C, aged 45, for life, and the remainder upon C'’s death to nephews, D
and E, in equal shares. The 160-acre farm had a fair market value at A's death of $320,000. Neither the
alternate valuation date nor special use value was elected.

COMPUTATION OF THE SUCCEEDING LIFE ESTATES AND REMAINDER
1. Value of B’s Life Estate

Life estate factor for age 68 is .37936

$320,000x .37936 = $121,395.20
2. Value of C’s Succeeding Life Estate

Life estate factor for age 45 is .67131

$320,000x .67131 = $214,819.20
Less: B’s life estate $121,395.20
Value of C’s life estate $ 93,424.00

3. Value of D'sz remainder
Remainder factor for a life tenant aged 45 is .32869

as'2 of $320,000x .32869 = $ 52,590.40
4. Value of E's'» remainder
Y of $320,000< .32869 $ 52,590.40
Total Value — life estates and remainders $320,000.00

NoTE: In this example, the value of C's succeeding life estate is reduced by the value of B’s preced-
ing life estate because C does not have the use of the farm during B’s lifetime. The value of the remain-
der to D and E is fixed by the age of C, the succeeding life tenant.

ExampLE 2: Joint and survivorship life estates and remainder. In this example, the estate elected
both the alternate valuation date and special use value. This is permitted by Federal Revenue Ruling
83-31 (1983) if the gross estate and the real estate are otherwise qualified.

Decedent A, a widow, by will devised her 240-acre lowa farm to her nephew, B, aged 52, and the
nephew’s wife, C, aged 48, for their joint lives and for the life of the survivor, with the remainder to D
and E in equal shares. The farm had a fair market value at death of $2,200 per acre, or $528,000; the
alternate value of the farm six months after death was $2,100 per acre, or $504,000. lts special use
value is $1,000 per acre or $240,000. The life estates and the remainder are computed on the basis of
the special use value of $240,000.
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COMPUTATION OF JOINT LIFE ESTATE — REMAINDER VALUES
1. B’s share of joint life estate.

$240,000x .59399 (life estate factor, age 52) = $142,557.60

Y as B's share = $ 71,278.80
2. C's share of joint life estate.

$240,000x .63966 (life estate factor, age 48) = $153,518.40

Less: 2 value of life estate for B's life $ 71,278.80 $ 82,239.60

3. Value of the remainder.

The value of the remainder is computed by using the remainder factor at the age of the
youngest life tenant. In this example, it is .36034, based on C’s age of 48.
D’s share of the remainder.

2 $240,000¢ .36034 = $ 43,240.80

E’s share of the remainder.

Same as D’s _$ 43,240.80
Total value of joint life estates and the remainder $240,000.00

NoTE: In this example, B and C share equally in the life use of the farm during the life of B, who is
the eldest. As a result, each life tenant’s share during B’s life is worth $71,278.80. Since C is youngel
than B.the difference between the value of the life estates for B and C is set off to C alone. The age of
the youngest life tenant (C in this example) fixes the value of the remainder interest in the farm.

86.11(4) Fixed sum annuity for life or fortarm of years.The value of an annuity for a fixed sum of
money, either for the life of the annuitant or for a specific period of time, shall be computed by deter-
mining the present value of the future annuity payments using the 4 percent annuity tables in rule
86.7(450). A fixed sum annuity, either for life or for a term of years, is to be distinguished from a life
estateand remainder in property. A life estate in property is the use of property and the present value of
the life use cannot exceed the value of the property in which the life estate-remainder exists, regardles
of the rate of return used to determine the life estate factor. A fixed sum annuity on the other hand is
different. The amount of the annuity does not necessarily bear any relationship to the earning capacity
or value of the property which funds the annuity. The fixed sum annuity may be for an amount larger
thanthe 4 percent used to compute a life estate. As a result, the present value of the fixed sum annuit
computed at the statutory rate of 4 percent per year, may exceed the value of the property which fund
the fixed annuity. In this case, the present value of the future annuity payments cannot exceed the valu
of the property which funds the annuity. The remainder in this situation has no value for inheritance tax
purposes.

This subrule is illustrated by the following examples:

ExampLE 1. Decedent A devises a 240-acre farm to daughter B, with the provision that B pay the
sum $5,000 per year to C for life. The farm is subject to a lien as security for the payment of the annuity.
C, the annuitant, is 54 years old. The fair market value of the farm at A's death is $2,000 per acre, ol
$480,000. Neither special use value nor the alternate valuation date was elected.

COMPUTATION OF THE VALUE OF THE $5,000 ANNUITY AND THE REMAINDER
REVERSION TO B. Under rule 86.7(450) the 4 percent annuity factor for life at age 54 is
14.245 for each dollar of the annuity received. Therefore, C’s life annuity is computed as follows:

C's Annuity

$5,000% 14.245 = $ 71,225
B's Reversionary — Remainder Interest

Value of farm $480,000

Less: C’s annuity $ 71,225 $408,775

Total annuity and reversion — remainder $480,000
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NorTe: In this example, the $5,000 annuity is worth less than a life estate in the farm. A life estate
would be worth $273,499.20 because the use of $480,000 at 4 percent per year would return $19,200
per year, which is much greater than the $5,000 annuity.

ExampLE 2: Decedent A, by will, directed that the sum of $100,000 be set aside from the residuary
estate to bleld in trust to pay $500 per month to B for life and upon B’s death the remaining principal
and income, if any, is to be paid to C and D in equal shares. B, the annuitant, was 35 years old at the time
of A's death.

Underrule 701—86.7(450), the annuity factor for a person 35 years of age is 19.048 for each dollar
of the annuity. The annuity factor is multiplied by the annual amount of the annuity, which in this case
is $6,000 per year.

COMPUTATION OF THE PRESENT VALUE OF B’s $6,000 ANNUITY
$500.00x 12 = $6,000« 19.048 = $114,288, which exceeds the value of the property funding the annu-
ity. As a result, the value for inheritance tax purposes is $100,000, the maximum amount allowed by
subrule 86.11(4). The remainder to C and D has no value for inheritance tax purposes.

86.11(5) Valuation of remainder interestdowa Code section 450.51 and rule 701—86.7(450)
requirethe value of a remainder interest in property to be computed by subtracting the present value of
the preceding life or term estate from the total value of the property in which the remainder exists.
Since age or time is the controlling factor in valuing life or term estates in property, the time when the
preceding life or term estate is valued is crucial for determining the value of the remainder interests in
the property. lowa Code sections 450.6, 450.44 and 450.52 provide three alternative dates for valuing
a remainder, or other property interest in future possession or enjoyment, for inheritance tax purposes.
Each of the three dates requires valuing the preceding life or term estate on the date selected, thus in
effect, valuing the remainder interest at the same time. The value of the remainder interest is based on
the value of the property on the date elected for paynteme Estate of Wickhan241 lowa 198, 40
N.W.2d 469 (1950). The remainder or term factor in rule 86.7(450) which is based on the age of the life
tenant, othe number of years remaining in the term on the date of payment, is then applied to the value
of the property to determine the value of the remainder intdres.Estate of Millard251 lowa 1282,

105 N.W. 2d 95 (1960). Therefore, the remainder, or other future property interest, shall be valued by
the following general rules.

a. If the tax on a remainder or other future property interest is paid within 9 months after the dece-
dent’sdeath (12 months for estates of decedents dying prior to July 1, 1981), the tax is to be based on the
value of the property at the time of the decedent’s death (whether it is fair market value or special use
value) orthe alternate value, 6 months after death, if elected. The age of the life tenant at the time of the
decedent'sleath (the youngest life tenant in case of succeeding or joint life estates), or the term of years
specified in the will or trust instrument, must be used to determine the value of the life estate or term
estate in computing the tax on the remainder or other future property interests.

b. If the tax is paid after nine months from the date of the decedent’s death (one year for estates of
decedents dying prior to July 1, 1981), but before the termination of the previous life or term estate, the
tax on the remainder or other future property interest shall be computed on the fair market value of the
property athe time of payment using the life estate or term factor based on the life tenant’s age or term
of years remaining at the time the tax is paid. Neither the alternate value nor special use value can be
used to value the property after nine months from the date of the decedent’s death.
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c. Ifthe tax on the remainder or other future property interest is not paid under pardgtaphs
and“b,” the tax must be paid within nine months (one year for future property interests created prior to
July 1, 1981) after the termination of the prior estate. In this case, the tax is based on the fair marke
value of the property and the life estate remainder or term factor corresponding with the time the prior
estate is terminated. If the prior estate is terminated due to the death of the life tenant, or due to th
expiration of the term of years, the remainder factor is 100 percent of the value of the property. If the
prior estate terminates during the life of the life tenant or during the term of years, the tax is computed in
the same manner as provided in paragtaph If the tax is not paid within nine months (one year for
future property interests created prior to July 1, 1981) after the termination of the prior estate, the tax
owing is delinquent and is subject to penalty and interest as provided by law. For information regard-
ing interest rate, see 701—Chapter 10. However, in this case the value of the remainder interest is nc
modified to reflect any change in the fair market value of the property or the life or term estate factor
that may occur due to the lapse of time between the due date of the tax and the date the tax is paid

d. lowaCode section 450.52 provides that the tax may be paid at any time on the present worth of
the future property interest. The term “present worth” means the value of the future property interest a
the time the tax is paid. Therefore, if the tax on the remainder or other future property interest is not
paid within nine months after the decedent’s death (one year for future property interests created prio
to July 1, 1981), the estate or the beneficiary receiving the future interest cannot pay the tax on a delin
guentbasis using a value and a life estate or term factor which does not reflect the present worth of the
futureinterest at the time of payment. In this situation, the tax must be computed under pdkegraph
or“c” of this subrule, whichever applies. In this respect, failure to pay the tax within nine months after
the decedent’s death (one year for future property interests created prior to July 1, 1981) operates as
deferral of the tax on the future property interdstre Estate of Dwight E. Clapprobate No. 7251,

Clay County lowa District Court, July 2, 1980.

e. If an alternative valuation date is chosen, a liability must be currently owed by the estate to be
deductible.

f.  Taxrates in effect at the date of the decedent’s death are the rates applicable for computation o
the tax owed.In re Estate of Wickhan241 lowa 198, 40 N.W.2d 469 (1950).

These rules can be illustrated by the following examples:

For an example of computing remainder interests, see Examples 1 and 2 in 701—suldr{8§ 86.1

ExampLE 1: Decedent A died July 1, 1993, and, by will, devised all of her personal property to her
survivingspouse, B, and her 240-acre lowa farm to B for his life with the remainder at B's death to two
nephews, @Gnd D, in equal shares. The surviving spouse, B, was 74 years of age when A died. The fai
market value of the 240-acre farm was $2,000 per acre, or $480,000 on the date of A's death. Neithe
the alternate valuation date nor special use value was elected by the estate. On March 15, 1994, the t
on B’s life estate was paid. The tax on the remainder to C and D was therefore deferred, to be paid n
later than nine months after the death of B, the life tenant. However, on October 15, 1995, due to ad
verse economic circumstances, B, C, and D voluntarily sold the 240-acre farm at public auction to an
unrelated person for $2,100 per acre, or $504,000. B's life estate was not preserved in the sale prot
eeds. The tax on the remainder in this fact situation must be computed under subrule 86.11(5), pare
graph“b,” when the life estate is terminated before the life tenant’s death. The sale price of the farm
and the life estate remainder factor reflecting B’s age on October 15, 1995, (B'’s age is how 76) control
the value of the remainder.
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COMPUTATION OF THE REMAINDER INTEREST OF C AND D
The remainder factor in rule 86.7(450) for a life tenant aged 76 is .73595.

C'’s 2 remainder interest 2 ($504,000x .73595) = $185,459.40
D’s 2 remainder interest same as C'’s 185,459.40
Total value of remainder $370,918.80

NoTE: In this example, the value of C and D’s remainder interest in the sale proceeds is greater than
the value of the remainder at the time of A's death due to the increase in the remainder factor because of
B’s increased age and the increase in the fair market value of the farm. However, if B's life estate had
beenpreserved in the sale proceeds, the tax could continue to be deferred on C and D’s remainder inter-
est. C and D cannot be required to pay the tax on their remainder until they come into possession or
enjoyment of the property.

ExampLE 2: Decedent A at the time of her death on July 1, 1993, owned a vested remainder in a
240-acre lowa farm, which was subject to the life use of her mother, B, who was 87 years old when A
died. A's ownership of the remainder interest was not discovered until after life tenant B’'s death on
Octoberl5, 1995. The fair market value of the farm was $2,000 per acre or $480,000 on July 1, 1993,
and $2,200 per acre or $528,000 on October 15, 1995. Neither the alternate valuation date nor special
use valuation can be used in this fact situation. See rule 86.10(450) and subrule 86.8(4), paragraph
“c.” As estate was reopened to include the omitted remainder in the 240-acre farm. An amended in-
heritance tax return was filed December 10, 1995, basing the tax on the fair market value and the re-
mainder factor corresponding with the life tenant’s age (87) on July 1, 1993. In this fact situation, the
tax on As remainder is not computed correayen if A's estate has offered to pay a penalty and inter-
est on the tax due. The tax must be computed on the basis of a fair market value of $2,200 per acre and a
remainder factor of 100 percent of the value of the farm. No penalty or interest would be assessed if the
correct tax is paid prior to July 15, 1996, which is nine months after the life tenant’s death. The life
tenant’s age at death is not relevant.

86.11(6) Valuation of contingent property interestS€ontingent remainders, succeeding life es-
tates and other contingent property interests must be valued as if no contingency exists. Factors to be
considered to determine if a contingency interest exists include, but are not limited to, the interest is
generally duture interest, it is not a vested interest, and vesting of the interest depends upon the occur-
rence of apecific event or condition being met. As a result, 701—subrule 86.11(5) applies equally to
the valuation of vested and contingent property interests. The tax on a contingent property interest may
be deferred until such time as it can be determined who will come into possession or enjoyment of the
property. By deferring the tax under lowa Code sections 450.44 to 450.49, a person does not have to
speculate as twho will be the probable owner of the contingent interest. As a result, no one is required
to pay tax on a property interest to which a vested right has not been received. Therefore, if a person
exercises the right to pay the tax during the period of the contingency, that person cannot obtain a tax
advantage by asserting that the value should be reduced due to a contingency, when the person would
not be entitled to a reduction in value if the tax had been deferred until the ownership is determined.
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This rule is illustrated by the following example.

CoMPREHENSIVEEXAMPLE: Decedent A, by will, devised a 240-acre lowa farm to B for life and
upon B’s death, then to C for life and the remainder after C's death to D and E in equal shares. In this
example, C's succeeding life estate is contingent upon surviving B, the first life tenant. If C elects to
pay the tax on the succeeding life estate within nine months after A's death, the tax is computed accord
ing to Example 1 in subrule 86.11(3) with no discount for the contingency that C may not survive B.
However, Qmay defer the tax to be paid no later than nine months after B's death. In this case, if C does
not survive B, the succeeding life estate lapses, and D and E who own the remainder will come into
possession or enjoyment of the 240-acre farm. No tax will be owing on the succeeding life estate be
cause C receives nothing. add E will owe tax on the remainder within nine months after the death of
B, if the tax was not previously paid.

For another example of computing a contingent remainder interdatrecestate of Schnepp58
lowa 33, 138 N.W.2d 886 (1965).

This rule is intended to implement lowa Code sections 450.44 to 450.49, 450.51 and 450.52.

701—86.12(450) The inheritance tax clearance.

86.12(1) In general. The inheritance tax clearance is a written certificate of the department docu-
menting the satisfaction of the inheritance tax obligation of the persons succeeding to the property in-
cluded in the gross estate and the personal representative of the estate, and also the obligation of t
qualifiedheir, in case special use valuation is elected under lowa Code chapter 450B. The clearance i
either inthe form of a full payment tax receipt or a statement that no tax is due on the shares of the estate
Even though the department of revenue and finance has issued an inheritance tax clearance, the t
may be subject to change as a result of any federal estate tax changes affecting the lowa inheritance te
Absent an agreementttoe contrary, the six-month extension of the statute of limitations for assessing
lowa inheritance tax based on federal audit adjustments is limited to federal audit adjustments that di-
rectly afect lowa inheritance tax and involve lowa inheritance tax law that incorporates Internal Reve-
nue Code provisions—see lowa Code section 450.94(5elhdSpringfield Tire Co. v. lowa State
Board of Tax Reviewd14 N.W.2d 113 (lowa 1987).

86.12(2) Limitations on the clearance.imitations on the inheritance clearance include, but are
not limited to:

a. If special use valuation has been elected under lowa Code chapter 450B, a clearance certifying
all inheritance tax has been paid in full, or that no inheritance tax is due, does not extend to any addi
tional inheritance tax that may be imposed under lowa Code section 450B.3 by reason of the early dis
position orearly cessation of the qualified use of the real estate specially valued. Provided, this limita-
tion shall be null and void if:

(1) The real estate specially valued remains in qualified use for the ten-year period after the dece:
dent’s death, or

(2) There is an early disposition or early cessation of the qualified use and any additional inheri-
tance tax imposed by lowa Code section 450B.3 is paid in full.

b. The clearance does not extend to property that is not reported on the return.

c. The clearance does not extend to a fraudulently filed return or a return which misrepresents a
material fact.

d. The clearance does not release an underlying tax obligation that remains unpaid, even though
clearance may release the liens imposed by lowa Code sections 450.7 and 450B.6.
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86.12(3) The tax paid in full clearanceEffective for estates of decedents dying on or after July 1,

1983, the distinction between full payment and partial payment clearances is abdfishestates of
decedents dying on or after July 1, 1983, in which a tax is due, only full payment clearances will be
issued. The full payment clearance will be issued only after all the tax, penalty and interest have been
paid in full. Provided, if the tax has been paid in full on some, but not all of the shares in the estate, the
department will, upon request, issue a full payment clearance limited to those shares on which the tax
has been paid in full. The inheritance tax is a separate tax on each share of the estate and not one tax on
the estate itselfln re Estate of5tone, 132 lowa 136, 109 N.W. 455 (1906). However, see subrule
86.12(2), paragrapta,” for the limitation on clearances if the estate elected the special use valuation
under lowa Code chapter 450B.

86.12(4) The no tax due clearancé#.no tax is found to be due on any of the shares of the estate, the
department will issue a clearance certifying that no tax is due, subject to the limitations in subrule
86.12(2).

86.12(5) Clearance releases the lien

a. Ingeneral.Two inheritance tax liens have been created by statute to secure the payment of an
inheritance tax. The lien created by lowa Code section 450.7 secures the payment of the tax imposed
by lowa Code section 450.3, regardless of whether the tax is based on market value in the ordinary
course of trade, the alternate value or special use value. lowa Code section 450B.6 creates a second
lien to secure the additional inheritance tax that may be due by reason of the early disposition or early
cessation of the qualified use of special use valuation property.

b. The section 450lien. For estates with deaths occurring on or after July 1, 1995, a lien is im-
posed for the inheritance tax on all the property of the estate or owned by the decedent for a period of
ten years from the date of death of the decedent, unless a remainder or deferred interest is at issue, then
the statutory period for the lien may be extended beyond the ten-year limitation to accommodate the
term of the interest. For exceptions and additional information, see lowa Code section 450.7. A tax
clearanceeleases the lien imposed by lowa Code section 450.7 on all of the property in the gross estate
that is reported on the return.

Effectivefor estates of decedents dying on or after July 1, 1984, if a tax, or additional tax, is found to
be due after the issuance of an inheritance tax clearance, the lien under lowa Code section 450.7 does
not have priority against subsequent mortgages, purchases or judgment creditors, unless the depart-
mentgives notice of the lien by recording the notice in the office of the recorder of the county where the
estate is probated, or in the county where the property is located, if the estate has not been administered.
As a result, if the department has issued an inheritance tax clearance, an examiner of real estate or per-
sonalproperty titles can rely on this clearance as a release of the inheritance tax lien even though addi-
tional tax may be due. This subrule only pertains to the security for the tax under the lien provisions of
lowa Code section 450.7. Other provisions for security for payment of the tax such as judgment liens,
mortgages, bonds and distress warrants, are not affected by this subrule. See lowa Code section
450B.6 and subrule 86.8(15) for the lien for additional tax on property which has been valued at its
special use value.
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This subrule can be illustrated by the following example:

ExampPLE: Decedent A died August 15, 1994, a resident of lowa. By will A devised a 160-acre farm
to nephew B and all personal property to niece C. The net estate consisted of the farm with a fair marke
value of $2,000 per acre, or $320,000 and personal property worth $320,000. On May 24, 1995, the
inheritance tax return was filed and tax of $88,000 ($44,000 for each beneficiary) was paid. The de-
partmentssued its unqualified inheritance tax clearance on June 13, 1995. On July 5, 1995, C pledge:
some corporate stock inherited from Asasurity for a bank loan. On August 1, 1995, additional per-
sonal property was discovered worth $10,000 ($10008% = $1,500) and an amended inheritance
tax return was filed without remittance. On August 15, 1995, the department filed an inheritance tax
lien for the $1,500 additional tax plus interest (no penalty was imposed because 90 percent of the ta:
was timely paid).

In this example, the bank’s lien on the pledged corporate stock is superior to the inheritance tax lien
under lowa Code section 450.7, because at the time the stock was pledged (July 5, 1995), the depal
ment had not filed its lien for the additional tax owing. Since only C owed additional tax, B’s share of
the estate was not subject to the lien filed August 15, 1995.

c. The section 450B.6 liefThis lien has no application to estates of decedents dying prior to July
1, 1982. In estates of decedents dying on or after July 1, 1982, the lien only applies to the property
which has been specially valued under lowa Code chapter 450B. A clearance certifying full payment
of the additional inheritance tax imposed by lowa Code section 450B.3 releases the lien on the propert
which was subject to the additional tax. Since the lien imposed by lowa Code section 450B.6 expires
automatically ten years after the decedent’s death on property remaining in qualified use during the
ten-year period, a tax clearance is not required.

86.12(6) Distribution of the clearanceEffective for estates of decedents dying on or after July 1,
1983, only an original inheritance tax clearance will be issued by the department. The personal repre
sentative is required to designate on the return who is to receive the clearance. If the return fails tc
designate a recipient, the clearance will be sent to the clerk of the district court.

Rules 86.9(450) to 86.12(450) are intended to implement lowa Code chapter 17A and sections
450.5, 450.7, 450.58, 450.64, 450B.2, 450B.3, 450B.6, 633.477, and 633.479.

701—86.13(450) Nben on the surviving spouse’s share dhe estate.Effective for estates of dece-
dents dying on or after January 1, 1988, no inheritance tax lien is imposed on the share of the deceden
estate passing to the surviving spouse. In addition, effective for estates of decedents dying on or afte
July 1,1997, no inheritance tax lien is imposed on the share of the decedent’s estate passing to the dec
dent’s parents, grandparents, great-grandparents, and other lineal ascendants, children (including e
gally adopted children and biological children entitled to inherit under the laws of this state), grand-
children, great-grandchildren, and other lineal descendants and stepchildren.

This rule is intended to implement lowa Code sections 450.7(1) and 450.12 as amended by 199’
lowa Acts, Senate File 35.

701—86.14(450) Computation of sharesThe following areas of the law should be applied when
computing the shares of an estate for the purpose of lowa inheritance tax:

86.14(1) Right to take against the willln the event that a decedent dies with a will, a surviving
spouse may elect to take against the will and receive a statutory share in real and personal property ¢
the decedent as designated by statute. If a surviving spouse elects to take against the will, this electic
nullifies gifts to the surviving spouse set forth in the decedent’s will. For details regarding this election
and statutory share, see lowa Code sections 633.236 to 633.259 and In the Matter of Campbell, 31
N.W.2d 275, 277 (lowa 1982).
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86.14(2) Family settlementsBeneficiaries of an estate may contract to divide real or personal
property ofthe estate, or both, in a manner contrary to the will of the decedent. The court of competent
jurisdictionmay approve the settlement contract of the beneficiaries. However, the department is not a
party to the contract and is not bound to compute the shares of the estate based on the settlement con-
tract. Instead, the department must compute the shares of the estate based upon the terms of the dece-
dent’s will, unless a court of competent jurisdictimiermines that the will should be set aside. I5ee
re Estate of Bliven236 N.W.2d 366 (lowa 1975).

86.14(3) Order of abatementShares to be received by the beneficiaries of an estate are subject to
abatement for the payment of debts, charges, federal and state estate taxes in the order as provided in
lowa Code section 633.436.

86.14(4) Contrary order of abatemenf#An order of abatement contrary to that provided in lowa
Code section 633.436 is provided by statute. For instance, if a provision of a will, trust or other testa-
mentaryinstrument explicitly directs an order of abatement contrary to lowa Code section 633.436 or a
court of competent jurisdiction determines order of abatement due to a devise that would result in an
order of abatement contrary to lowa Code section 633.436, then the order of abatement indicated is to
be followed. For additional information regarding contrary provisions of abatement, see lowa Code
section633.437. For details regarding marital share and contrary order of abatement see, Estate of Lois
C. Olin, Docket No. 92-70-1-0437, Letter of Findings (June 1993).

86.14(5) “Stepped-up” basis.If a decedent’s will provides that taxes are to be paid from the resi-
due of the estate and not the respective beneficial shares, a “stepped-up” basis will be utilized when
computing the shares which will result in the appropriate beneficiaries’ shares to include the tax ob-
ligation that was paid as an additional inheritance. A “stepped-up” basis is based on gifts prior to the
residual share.

EXAMPLE: Decedent'’s will gives $1,000 to a nephew and directs that the inheritance tax on this
bequest be paid from the residue of the estate. The stepped-up share is computed as follows:

Tax: $1,000 x 10% = $100. Divide the tax by théedi#nce between the tax rate and 100 percent (90
percent in this example): $100 divided by 90% = $111.11. Add the stepped-up tax of $111.11 to the
original bequest of $1,000. This results in a stepped-up share of $1,111.11, which allows the nephew to
keep $1,000 after the tax is paid.

86.14(6) Antilapse provision and the exception to the antilapse statitwa Code sections
633.273 and 633.274 set forth guidance on the allocation of property in situations in which a lapse in
inheritance may occur. lowa Code section 633.273 provides that when a devisee predeceases a testa-
tor, the issue of the devisee inherits the property, per stirpes, unless from the terms of the will, the intent
is clear and explicit to the contrary. However, lowa Code section 633.274 is an exception to lowa Code
section 633.273. If thepouse of the testator predeceases the testator, the inheritance shall lapse, unless
the terms of the will clearly and explicitly provide to the contrary. For details regarding the provisions,
please see the cited statutes.

86.14(7) Disclaimer. A person who is to succeed to real or personal property may refuse to take the
property byexecuting a binding disclaimer which relates back to the date of transfer. Unless the trans-
feror of the property has otherwise provided, disclaimed property passes as if the disclaim@nt has
deceased the transferor. To be valid, a disclaimer must be in writing and state the property, interest or
right being disclaimed, the extent the property, right, or interest is being disclaimidake signed and
acknowledged bthe disclaimant. The disclaimer must be received by the transferor or the transferor’s
fiduciary not later than nine months after the later of the date in which the property, interest or right
being disclaimed was transferred or the date the disclaimant reaches 18 years of age. A disclaimer is
irrevocable from the date of its receipt by the transferor or the transferor’s fiduciary. For additional
details regarding disclaimers, please see lowa Code section 633.704.
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86.14(8) Right of etainer. If a distributee of an estate is indebted to the estate, whether the decedent
dies testate or intestate, the personal representative has the right to offset the distributee’s share in tl
estate against the amount owed to the estate by the distributee. For additional information regardin
this right of offset and retainer, see lowa Code section 633.471.

86.14(9) Deferred life estates and remainder intereatdeferred estate generally occurs as the
result of a decedent granting a life estate in property to one person with remainder of the property tc
another. In such cases, the determination of the tax on the remainder interest to be received by the r
mainderman may be deferred until the determination of the previous life estate pursuant to lowa Code
section 450.46. Tax on a remainder interest that has been deferred is valued pursuant to lowa Coc
section450.37, with no reduction based on the previous life estate. Tax due on a deferred interest mus
be paid before the last day of the ninth month from the date of the death of life tenant pursuant to lowe
Codesection 450.46. Penalty and interest is not imposed if the tax is paid before the last day of the nintt
month from the date of the death of life tenant. If the death of the decedent occurred before July 1
1981, the tax due on a deferred interest must be paid before the last day of the twelfth month from the
date of the death of life tenant. Deferment may be elected due to the fact that the remainder interest |
contingentand because the value of the remainder interest may be significantly altered from the time of
the decedent’s death until the death of the life tenant. A request for deferment may be made on a con
pleted department form and the completed form, with any required documentation, may be filed with
the department on or before the due date of the inheritance tax return. Failure to file a completed de
partmentform requesting a deferral of tax on the remainder interest with the inheritance tax return will
allow the department to provide an automatic deferral for qualifying remainder interests.

If deferral is chosen, an inheritance tax clearance cannot be issued for the estate. Expenses canr
be used to offset the value of the deferred remainder interest. Based upon lowa Code section 450.1.
deductible expenses must be expenses paid by the estate. Expenses incurred by a deferred remain
interest would not qualify based on lowa Code section 450.12 as deductible expenses. Pursuant t
lowa Code section 450.52, the owner of a deferred remainder interest may chpzaystnéotax on the
present value of the remainder interest and have the lien on such an interest removed prior to the te
mination of the previous life estate. If early termination of the deferred remainder interest occurs, the
value of the remainder interest will be reduced by the value of remaining previous life estate.

This rule is intended to implement lowa Code chapter 450.
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