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[*711]
Professor Joel Newman examines the politics behind the tax provisions dealing with preneed funeral trusts.
Joel S. Newman is a professor of law at Wake Forest University. For years, he has been searching for something,
anything, that might liven up his course on the income taxation of trusts.
Newman traces the legislative history of section 685, which creates the qualified funeral trust. He argues that, while
the provision might be beneficial to the large funeral home conglomerates, it could be downright harmful to the lowincome purchasers of preneed funeral trusts, whose complaints led to its enactment. On balance, he concludes, it is a
bad provision.
1 Estate planning is one thing; funeral planning is quite another. Some of us make a comfortable living doing estate planning. We, and sometimes even our clients, come to appreciate the exercise of financial power, the gamesmanship. However, as to funerals, unless one is bound and determined to be the life /1/ of every party (even that one), there
is little pleasure in the planning. Perhaps people can be persuaded to do it, but only if they can be assured that they will
never, ever, have to think about it again.
2 That's where preneed funeral trusts come in. You get to choose your funeral arrangements while you're still alive.
You set up a trust fund to pay for them, and often, you lock in the price. Your children won't have to make the choices,
and they won't have to pay for them. What's more, they can't screw it up. Best of all, you will never, ever have to think
about it again. /2/
3 There is another reason why preneed funeral trusts are popular with consumers. They shelter assets and income
for Medicaid eligibility purposes. /3/ Of course, this feature of preneed funeral trusts is relevant only for low-income
consumers. However, it has been estimated that from 50 to 70 percent of all preneeds are Medicaid driven. /4/
4 Preneeds are popular with the funeral industry as well. What seller wouldn't want to lock in a sale years in advance? There are, however, two quite different segments of the funeral industry. There are the small independents, and
there are the large, corporate conglomerates. For the independents, preneeds are largely an accommodation to their customers. /5/ However, for the large conglomerates, preneeds are a separate line of business.
5 The conglomerates grow by acquisition. As they get bigger, many of the services they provide become cheaper,
due to economies of scale. Therefore, if they can presell at current prices funeral services to be performed some years
hence, they can make a profit, assuming that the cost to them of providing those services will be going down, not up. /6/
6 For all of these reasons, preneed funeral trusts are a growing phenomenon, both here and abroad. /7/ In New
[*712] Jersey alone, there are some $ 150 million dollars in preneed trust assets, representing some 40,000 separate
accounts. /8/ In Texas, at the end of 1997, there were $ 734 million in preneed trust assets. /9/ By 1996, it was estimated
that there were already five million preneed funeral contracts outstanding. /10/ It is predicted that, by the turn of the
century, half of the funerals in the United States will be pre-paid. /11/

7 It can be tempting for funeral homes to be in control of so much of other people's money. Now and then, there is
fraud. /12/ Accordingly, the funeral business is regulated by the Federal Trade Commission, /13/ and pre-need trusts in
particular are heavily regulated by the states. /14/
8 There are, of course, tax considerations as well. Most of these trusts are revocable. Those trusts should be grantor
trusts pursuant to section 676. /15/ Accordingly, income from trust assets would be taxable to the purchaser, as owner.
/16/
9 Even when they are irrevocable (which makes things simpler for Medicaid purposes), the trust assets are still
earmarked to defray an obligation of the grantor. Therefore, they should also be grantor trusts under section 673, because the use of the trust funds for funeral expenses is considered a reversion to the grantor. /17/ They may also fall
under section 677(a), since the income may be applied in discharge of a legal obligation of the grantor or the grantor's
spouse. /18/
10 For the preneed funeral trusts that are Medicaid driven, taxation at the grantor level is a good thing. If the income is taxed to the purchasers as grantors, there is usually no tax liability, for their income, even with the trust income
added on, would still be below taxable thresholds. In contrast, such trusts, if taxed as nongrantor trusts, would actually
have to pay some tax.
11 The funeral homes, however, often prefer nongrantor trust treatment. First, the record keeping is far simpler at
the trust level. Second, there are marketing concerns. In the preneed area, the competition is between trust funding and
insurance funding. With insurance funding, there is no tax, and no tax reporting, at the purchaser level. Once the purchasers buy the insurance, they never, ever, hear about it again. With trust funding, it depends. If the trusts are treated as
grantor trusts, then there will be periodic tax reports to the grantors, whether or not any tax is actually due. However, if
the trusts are treated as nongrantor trusts, then there are no tax reports to the grantors. Treatment of the preneed trusts as
nongrantor trusts would 'effectively drive a stake in the heart' of the best argument the funeral insurance people have -that only by using insurance funding can the purchasers avoid those annoying tax forms. /19/
12 The recordkeeping and marketing concerns apply to all funeral homes. However there is another reason for preferring nongrantor trust treatment that applies only to the large conglomerates. The small independents have neither the
time nor the resources to worry about how the trust funds are invested. The conglomerates have both.
13 If preneed trusts are treated as grantor trusts, then the purchaser/grantors will demand that the trust assets be invested almost entirely in tax-exempt bonds, since they won't want to pay any tax. Tax-exempt investment means low
returns. Conversely, if the income is taxed at the trust level, then trust funds can be managed more aggressively. As long
as the trust is paying the tax, the grantors won't care. In that event, investment of trust assets could be diversified, with
the greater returns far outstripping the tax bill. /20/
14 Whether grantor trust treatment was a good thing or a bad thing [*713] for preneeds, it was the right thing.
However, despite a 1973 revenue ruling, /21/ funeral homes were treating preneeds in wildly inconsistent ways for tax
purposes. In the late 1980s, the IRS considered promulgating a broader ruling. The IRS wanted to make it crystal clear
that, no matter what form the preneed took, it would still be a grantor trust. /22/
15 In the face of impending government action, the industry responded. /23/ In 1986, a coalition was formed by the
National Funeral Directors Association, representing more of the independents, the International Cemetery and Funeral
Association, representing more of the conglomerates, /24/ and two large conglomerates, Service Corporation International /25/ and Stewart Enterprises. The coalition fought on two fronts -- IRS and Congress. On the IRS front, they tried
to talk the IRS out of the ruling, and failed.
16 Rev. Rul. 87-127 came out in November 1987. /26/ While Revenue Ruling 73-140 had set forth only one factual
situation, 87- 127 had four. The differences involved the purchasers' options on cancellation. In the first situation, on
cancellation, the purchaser received the principal and all accumulated income. In the second, income was paid as earned
to the seller, so that, on cancellation, the purchaser received only the principal. In the third, the purchaser's only right on
cancellation was to choose a new funeral home to perform the agreed services. In the fourth, income was accumulated
in the trust, and, on cancellation, paid to the seller, while the principal was returned to the purchaser. The Service held
that all four were grantor trusts, as to all principal and income. /27/
17 Having failed to prevent Revenue Ruling 87-127, the coalition tried to persuade Congress to override it. The
coalition itself drafted legislative proposals, but none of them got anywhere. /28/ Ultimately, the Senate Finance Committee drafted a provision on preneed funeral trusts. Pursuant to this provision, trusts with assets no greater than $ 5,000

would be subject to a flat 15 percent tax payable at the trust level, with a $ 1,000 annual exemption per funeral home.
Each funeral home would file one return; there would be no returns filed by the grantors. /29/ Congress never acted on
this proposal. /30/
18 Next, the coalition talked to the Chairman of the House Ways and Means Committee, Dan Rostenkowski, D-Ill.
He was sympathetic to their concerns, and told them that, if the funeral industry were unanimously behind them, he
would sponsor legislation. They assured him that the industry spoke with one voice. /31/
19 They were wrong. The October 1988 meeting of the National Funeral Directors Association in New Orleans included a Preneed Tax Workshop. The presidents of the Texas and Ohio Funeral Directors Associations spoke against
Revenue Ruling 87-127, and in favor of new legislation. However, the Director of the New Jersey Funeral Directors
Association spoke in favor of the ruling. He was not alone. A number of states were on either side, with the independents tending to oppose new legislation and the conglomerates, especially Service Corporation International, tending to
favor it. /32/
[*714]
20 Some of the states that opposed new legislation made certain that Chairman Rostenkowski got the message.
Clearly, the funeral industry was not of one voice. Rostenkowski refused to sponsor any legislation.
21 After the New Orleans meeting, the National Funeral Directors Association decided that this was a lose/lose issue for them. Any position that they took would anger some of their constituents. Therefore, they decided not to take
any further, active positions. /33/
22 After 1988, things quieted down on the legislative front, but they became quite messy on the compliance front.
No one could agree on how to report income from these trusts. Some filed blank Forms 1041 with attachments and K1s, and others filed Forms 1099. /34/ Some consolidated returns; others did not.
23 Eventually, the IRS sorted out the proper reporting technique. In 1991, in a Technical Advice Memorandum,
the IRS ruled that the proper reporting form was a 1041. /35/ Later, in 1995, a regulation was promulgated that made
things more flexible, allowing either 1099s or 1041s, with alternatives depending on whether the grantor trusts were
single or multiple. /36/
24 Whatever method of reporting was used, the compliance was at first burdensome, especially for the banks who
had taken over the lion's share of the business in their respective states. However, as time went on, the banks got better
at it. At the same time, computer technology was improving. With experience, technology, and IRS cooperation, compliance became easier.
25 Perhaps things were getting better for the trustees, but they were not getting any less confusing for the trust purchasers. Remember, these purchasers most assuredly did not want to hear about these things again. Nonetheless, they
were getting tax forms, and grantor advice letters. They did not understand them, so they called. Some of these customers were just lonely, and welcomed any excuse to call anyone. Others were angry.
26 Service Corporation International had many preneed customers, so, every year between January and April, it
got many calls. It was devoting a significant number of hours to fielding telephone calls from confused customers. So,
SCI acted. It started inserting more detailed explanations in its grantor letters. The explanations ended with a suggestion. If the purchasers were displeased, SCI advised them to complain to Congress. Many did just that. /37/
27 Apparently, a number of members of the House forwarded the complaints to the Ways and Means staff. Staff
members reacted by drafting a provision to 'fix' the problem. /38/ At the last minute, the provision was stuck into the
House version of the Balanced Budget Act of 1995.
28 The bill drafted by Ways and Means staff would have allowed trustees of qualified preneed funeral trusts to
have the trusts treated as nongrantor trusts. Contributions could not exceed $ 5,000 for the benefit of any individual. The
personal exemption was eliminated. In effect, with income from assets of $ 5,000 or less and no personal exemption,
Qualified Funeral Trusts would be taxed at a flat 15 percent. /39/
29 Rep. Patsy Mink, D-Hawaii, also heard from her constituents. She proposed a bill in 1995 as well. /40/ Pursuant
to her bill, the provider of the funeral services, and not the grantor, would be treated as the owner of preneed funeral
trusts. /41/ Her bill was mandatory, while the staff bill was elective.

30 The Mink bill was not enthusiastically received by the funeral home industry. According to the industry, the bill
had at least two problems, both of which stemmed from its mandatory nature. First, it would have meant that many
Medicaid-driven trusts would be taxable for the first time. Second, in a number of states, it would have been a violation
of state law to [*715] make tax payments out of trust funds. Therefore, presumably the funeral homes would have to
pay them. /42/ The ICFA attempted to talk to Rep. Mink's staff, but they were unable to make contact. /43/
31 The National Funeral Directors Association had nothing to do with either of these proposals. In fact, when the
two bills came to the NFDA's attention, it asked Ways and Means staffers where they had come from. Ways and Means
staffers told them about the 'drawerful' of complaints forwarded to them by members of Congress. /44/
32 The staff bill passed both houses of Congress in 1995, though in slightly different forms. The House bill had a
contribution cap of $ 5,000; /45/ the Senate bill a cap of $ 7,000. /46/ ICFA sent a broadcast fax to all of its members in
the districts of the House- Senate conferees, asking them to push for the $ 7,000 cap, and they succeeded. /47/ However,
the resulting Balanced Budget bill was vetoed by President Clinton. Afterward, the Ways and Means Committee announced that it intended to revisit the tax issues that hadn't made it. /48/
33 The preneed trust issue was revisited in 1997. Two bills were submitted. The one that got somewhere came
from Rep. Wally Herger, R-Calif. Rep. Herger believed that the tax laws should be simplified, and that the way to do it
was one provision at a time. /49/ He asked an outgoing aide to give him a list of tax provisions athat had been proposed,
but not enacted. One of them was the funeral trust provision. /50/ Rep. Herger resubmitted the 1995 staff proposal as a
free-standing bill in 1997. /51/
34 Rep. Mink also submitted a bill, /52/ stating that Revenue Ruling 87-127 had created a 'bureaucratic inequity.'
/53/ The Mink bill was identical to the Herger bill, except that the Mink bill would have been mandatory, not elective.
35 A Ways and Means Committee staff member asked the International Cemetery and Funeral Association to explain why they preferred the Herger bill to the Mink bill. The ICFA did just that. /54/ It was, of course, an easy sell,
since the Herger bill was the Ways and Means draft, while the Mink bill was not. The Herger bill went forward.
36 Not much lobbying was necessary at this point. Of course, it did not hurt at all that both Service Corporation International, and Bill Archer, Chairman of the House Ways and Means Committee, were from Houston. /55/ The major
effort of the NFDA was to get the Herger bill to be considered by the Senate Finance Committee. In this effort, they
dealt mainly with Finance Committee staff. They successfully got an identical bill introduced. /56/ Since there were no
differences between the House /57/ and Senate bills, /58/ there was no need for a conference. The bill was enacted as
part of the Taxpayer Relief Act of 1997, creating new section 685. /59/
37 Since the enactment of section 685, there has been some activity. On the administration side, the government
has drafted Form 1041-QFT, to be used when making Qualified Funeral Trust elections. /60/ There have been some
industry comments on the form. /61/ On the legislative side, there is language in the Internal Revenue Restructuring and
Reform Act of 1998, which would allow a qualified funeral trust to continue to qualify for special treatment for the 60day period after the decedent's death, even though that death might [*716] otherwise have terminated grantor trust
status. /62/ Finally, there have been a few pieces explaining the provision. /63/
38 The postenactment activity described above is proof that there are groups who plan to use the new elective procedure of section 685. These groups are most likely the large conglomerates. Most of the individual preneed trust purchasers would be well advised not to make the election. /64/
39 Herein lies the great irony. A number of people have characterized the enactment of section 685 as a shining
example of democracy at work, as an effort that was truly driven by the concerns of individual taxpayers, not those of
the lobbyists. Indeed, it was. And yet, the people who complained about receiving the 1099s and grantor letters, the
'blue hairs,' as one industry representative put it, /65/ are the very ones who really didn't need section 685, and, in some
cases, might actually be harmed by making the election. /66/ As one funeral industry person put it, by the time this legislative process reached its end game, the people involved had lost track of how the whole thing started. At that point,
they just wanted a win. /67/
40 Is section 685 a worthy addition? Probably not. /68/ At least it's elective, so it can be avoided.
41 Does it simplify the code? Probably not. The taxation of funeral trusts used to be a straightforward application
of the grantor trust rules. Now there's an exception. Exceptions rarely simplify.

42 Trust purchasers used to have no choice about tax treatment. Now, they have a choice. Choice is good, provided
the choosers understand their options. However, adding choices rarely simplifies. Apparently, the conglomerates will
find life to be simpler. But they weren't the ones who were complaining.
43 Due to baby boomers such as myself, the funeral industry is a growth industry. There is competition, and pressure to generate sales. In their zeal to sell preneeds, the salespeople emphasize what sells best -- that the purchaser will
never, ever, have to think about them again. Too bad more of them didn't mention that there would be some tax forms in
the mail -- annoying, perhaps, but nothing that would really force thought. Had they mentioned that, there might not
have been a story to tell.
44 Then again, the 'blue hairs' asked for a fix, and they got it. Indeed, they urned it.
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the money doesn't quite come out of the purchaser's hide, it is chiseled out of his coffin. I am informed that most Medicaid-driven preneed trusts are of the latter variety, and that in fact there are usually not sufficient funds in trust at death
to provide for the average funeral. Telephone interview with Terry Hayworth, Hayworth-Miller Funeral Homes,
Winston-Salem, NC (June 30, 1998).
Then again, if the large conglomerates can really generate a better return on trust investments, then perhaps the tax
wouldn't matter.
/67/ Telephone conversation with Wilson Beebe, NJFDA (June 22, 1998).
/68/ Thinking more generally about prepayments, I wonder why prepaid college tuition gets a better deal under section 529. There is no income until the tuition is used, and then it is taxable at the student's likely low bracket. Shouldn't
prepaid tuition plans be taxable as grantor trusts, either because they are revocable (section 676), or because they will be
used to discharge a legal obligation of the grantor (section 677)? See Morrill v. United States, 228 F.Supp. 734 (D. Me.
1964; Wyche v. United States, 3l AFTR2d 75-5816 (Ct.Cl. 1974). See generally Sheryl Stratton, 'Prepaid Tuition Programs Major in Political Science,' Tax Notes, July 8, 1996, p. 153; J. Timothy Philipps, 'Federal Taxation of Prepaid
College Tuition Plans' 47 Wash. & Lee L. Rev. 291 (1990).
I suppose it makes sense to treat the states, which provide prepaid college tuition plans, better than we do the commercial funeral establishments. However, why should we encourage college education over death? I mean, which one is
more avoidable?
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