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I. FEDERAL ESTATE TAX REFORM 

A. Introduction 

1. A year ago, many commentators believed that Congress would not even begin to 
consider Estate Tax reform until the fall of 2009.  Commentators now believe that 
Congress may not have time to properly address Estate Tax reform prior to year 
end and, as a result, we may likely end up with a one-year extension of the 2009 
transfer tax system, with permanent reform in 2010.  In a statement released on 
September 3, 2009, Cathy Koch, chief tax counsel for the Senate Finance 
Committee, said she anticipates Congress working on legislation right up until the 
end of 2009 and that estate tax reform is on the “must-do” list for Congress after 
the health care and energy bills. 

2. The debate for permanent reform continues to revolve around a $3.5 million 
exemption and 45% rate, with various side matters (i.e., portability, graduated 
rates, re-coupling of the gift and Estate Tax exemptions, elimination of the deduc-
tion for state death taxes, etc.) taking shape in various bills in the House and 
Senate. 

3. Obama’s plan ($3.5 million exemption and 45% rate) is predicted to reduce Estate 
and income taxes by around $284 billion over tax years 2009-2018, while a report 
from the Center on Budget and Policy Priorities indicates a cost of $609 billion 
over the 10-year period from 2012-2021 compared with current law. 

4. With relaxation of “Pay-Go” rules that have governed new legislation in the 
House of Representatives the last several years, a window may be open for 
permanent reform without having to generate offsetting revenues. 

B. Pronouncements by the Obama Administration 

1. 2008 Presidential Election 

a. Obama’s position in the 2008 presidential campaign was that the Estate Tax 
would be maintained at 2009 levels. 

b. Neither of the presidential candidates officially supported restoration of the 
state death tax credit, unifying the Estate and gift exemptions, including a 
portability provision, or indexing the transfer tax exemptions to inflations. 

2. 2010 Obama’s Proposed Budget 

a. A footnote to Table S-7 stated that the “Estate Tax is maintained in its 2009 
parameters.” 
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C. Bills/Resolutions in Congress.  The following table summarizes some of the resolu-
tions and bills that have recently been submitted to Congress: 

Bill/Resolution Exemption Rate Graduated Portability Other Comments 

H.R. 436 – 
Pomeroy Bill (D) 
1/9/09 

$3.5 million 45% 5% 
surcharge 
between 
$10-41.5 
million 

No Restrictions on dis-
counts – no dis-
counts for non-
business assets, no 
minority interest 
discount if family 
controls entity, no 
2nd tier discount for 
10% subsidiaries 

H.R. 498 – 
Mitchell Bill (D) 

$5 million 15%, 
indexed 
after 5 
year 

phase-in 

2X capital 
gains tax 
rate for 
assets in 
excess of 

$25 million 

Yes Makes 15% capital 
gain tax rates 
permanent 

S. 722 Taxpayer 
Certainty and 
Relief Act of 
2009 (Baucus, 
Rockefeller, 
Schumer – D) 

$3.5 million, 
indexed 

after 2010 

45% No Yes – 
requires 

filing of 706 
on first death 

to claim, 
election 
based, 

irrevocable, 
limits for 
multiple 

marriages 

Permanent AMT 
relief, permanent 
capital gain tax 
rates, maximum 
35% rate for 
individuals, unify 
gift/estate tax 
exemption, extend 
qualified severance 
rules 

H.R. 1986 – 
Childers Bill (D) 

$4 million 40% No No None 

H.R. 2032 
Sensible Estate 
Tax Act of 2009 
– McDermott (D) 

$2 million, 
indexed 

after 2010 

45% Yes – 45% 
$1.5-5 m., 
50% $5-10 

m., 55% 
over $10 
million 

Yes, same as 
S. 722 

Restore state death 
tax credit, eliminate 
death tax deduc-
tion, unify gift/ 
estate exemptions 

 
D. 2008-2009 IRS Priority Guidance Plan—Selected Provisions.  Reprinted below is 

the guidance plan released on September 10, 2008 with respect to Gifts, Estates and 
Trusts (the 2008-2009 guidance plan was meant to govern IRS action between July 
2008 and June 2009). 

1. Regulations under §67 regarding miscellaneous itemized deductions of a Trust or 
Estate.  Proposed regulations were published on July 27, 2007. 
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2. Guidance under §529 regarding qualified tuition programs.  An Advance Notice 
of Proposed Rulemaking (ANPRM) was published on January 18, 2008. 

3. Final regulations under §642(c) concerning the ordering rules for charitable pay-
ments made by a charitable lead Trust.  Proposed regulations were published on 
June 18, 2008. 

4. Guidance under §643 regarding uniform basis rules for Trusts. 

5. Adjustments to sample charitable Trust forms under §664. 

6. Revenue ruling regarding the consequences under various income, estate, gift, and 
generation-skipping transfer tax provisions of using a family-owned company as a 
Trustee of a Trust.  A proposed Rev. Rul. was published on August 4, 2008. 

7. Final regulations under §2032(a) regarding imposition of restrictions on Estate 
assets during the six-month alternate valuation period.  Proposed regulations were 
published on April 25, 2008. 

8. Guidance under §2036 regarding graduated Grantor Retained Annuity Trusts 
(GRATs). 

9. Guidance providing procedures for filing and perfecting protective claims for 
refunds for amounts deductible under §2053. 

10. Guidance under §2053 regarding personal guarantees and the application of 
present value concepts in determining the deductible amount of administration 
expenses and claims against the Estate. 

11. Final regulations under §2053 regarding the extent to which post-death events 
may be considered in determining the deductible amount of a claim against the 
Estate.  Proposed regulations were published on April 23, 2007. 

12. Final regulations under §2642(g) regarding extensions of time to make allocations 
of the generation-skipping transfer tax exemption.  Proposed regulations were 
published on April 17, 2008. 

13. Guidance under §2704 regarding restrictions on the liquidation of an interest in a 
corporation or partnership. 

14. Final regulations under §7477 regarding declaratory judgment procedures relating 
to gift tax valuation issues.  Proposed regulations were published on June 9, 2008. 

15. Guidance under §7520 updating the mortality based actuarial tables to reflect data 
compiled from the 2000 census. 
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E. 2009-2010 IRS Priority Guidance Plan (not released as of September 8, 2009) 

II. LEGISLATIVE UPDATE 

A. Mortality Tables 2000CM Released 

1. Section 7520 of the Code requires that the Secretary of the Treasury revise 
mortality assumptions underlying IRS tables at least once every 10 years.  The 
tables were last updated on May 1, 1999, and new tables have now been issued 
effective for transactions occurring on or after May 1, 2009. 

2. Changes in the Tables 

a. The improvements in mortality are less dramatic than was true in the transi-
tion from the 1980 to the 1990 census data.  As expected, the probability of 
survival at all given ages under 2000CM has increased slightly. 

b. In addition, the number of individuals predicted to be alive at any given age 
has increased up to age 102, at which point the number of individuals pre-
dicted to be alive actually decreases from Table 90CM.  This was true as well 
in the transition from Table 80CNSMT to Table 90CM. 

3. Effects on Planning 

a. CRTs and QPRTs are adversely affected by 2000CM as the amount payable to 
the Grantor under a CRT will be greater while the reversion interest in the 
remainder beneficiaries of a QPRT will be smaller. 

b. Lifetime CLTs and Private Annuities receive an incremental benefit under the 
new tables. 

B. IRS Code Section 67e and Unbundling of Trustees Fees 

1. IRS again delayed applying the concept of “unbundling” for the 2008 tax year in 
Notice 2008-116, just like it did in 2007 through 2008 Notice-32.  According to 
the Notice: 

a. Taxpayers will not be required to determine the portion of a Bundled 
Fiduciary Fee that is subject to the 2% floor under §67 for any taxable year 
beginning before January 1, 2009.  Instead, for each such taxable year, tax-
payers may deduct the full amount of the Bundled Fiduciary Fee without 
regard to the 2% floor.  Payment by the fiduciary to third parties for expenses 
subject to the 2% floor are readily identifiable and must be treated separately 
from the otherwise Bundled Fiduciary Fee. 

2. Unbundling refers to separately accounting for Trust fees that are attributable to 
investment advise, which are subject to the 2% limitation on adjusted gross 
income, from other fees that are unique to Trusts not subject to the 2% limitation.  



 

5 

IRS’ decision to treat fees attributable to investment advice paid by Trusts as 
miscellaneous itemized deductions and thus subject to the 2% limitation of 
adjusted gross income was driven by the decision in Knight v. Commissioner, 552 
U.S. (2008). 

3. Knight currently applies, including to 2008 returns, meaning that if an investment 
advisory fee is separately accounted for, the fee is subject to the 2% limitation.  
The open issue concerns fees that incorporate both investment advice and advice 
unique to the Trust (such as dealing with distributions to beneficiaries, Trustees 
fees for administering the Trust, etc.), and how those fees should best be allo-
cated.  Generally an issue for corporate fiduciaries that act as Trustee and invest-
ment advisor, many corporate fiduciaries anticipate coming up with a percentage 
for internal purposes and applying that percentage against all of their Trust 
accounts to determine the applicable portions. 

4. IRS has received a number of comments with recommendations on how to best 
handle the issue of unbundling.  The suggestions include allowing a safe harbor 
for Trusts with assets less than $3,500,000 (which would effectively excerpt 95% 
of Trusts from the 2% rule) or setting a statutory maximum percentage that can be 
considered exempt from the 2% rule.  One legislative proposal purports to deal 
with the issue of unbundling by removing the second clause of 67(e)(1)—“and 
would not have been incurred if the property were not held in such trust or estate.” 

5. AMT issues—if an investment advisory expense does not come within the 67(e) 
exception for Trusts and Estates with respect to preference items for AMT pur-
poses, all of the expense (as opposed to just the 2% of adjusted gross income that 
cannot be deducted) is a tax preference item for AMT purposes. 

a. For example, if you have a Trust with $100,000 of income and $100,000 of 
investment fees, the Trust will be allowed to deduct $98,000 of the investment 
fees, but would receive no deduction for AMT purposes.  After taking into 
account the $22,500 AMT exemption, the 26% tentative AMT tax will cost 
the Trust about $20,000 in AMT.  The Trust could distribute between DNI 
and AMTI in order to make sure that both the Trust and any taxpayer receiv-
ing the AMT are allowed the $22,500 AMT exemption in order to try and 
mitigate the AMT effect.  If you have excess deductions resulting in a nega-
tive taxable income and are incurring AMT, you might consider not taking the 
deductions subject to the 2% limitation. 

C. FDIC Insurance 

1. Section 136 of the Emergency Economic Stabilization Act of 2008 increased the 
basic limit of FDIC insurance from $100,000 to $250,000 from October 3, 2008 
to the end of 2009. 

2. F.R. September 30, 2008, 56706-56712—issued by FDIC to simplify and 
modernize deposit insurance rules for Trusts, allows up to $250,000 of coverage 
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for each “named” beneficiary of a Trust account, with a limit of five beneficiaries.  
The overview section of the interim rules provides as follows: 

a. The FDIC’s goals in this rulemaking are twofold.  One is to make the cover-
age rules for Revocable Trust accounts easy to understand and easy to apply 
(in determining the applicable coverage amount), without decreasing coverage 
currently available for Revocable Trust account owners.  The other is to retain 
reasonable limitations on coverage levels for Revocable Trust account owners.  
Under the new rules, a Trust account owner with up to $500,000 in Revocable 
Trust accounts at one FDIC-insured institution is insured up to $100,000 per 
beneficiary.  (This is the rule that will apply to the vast majority of Revocable 
Trust account owners.)  Revocable Trust account owners with more than 
$500,000 and more than five different beneficiaries named in the Trust(s) are 
insured for the greater of either $500,000 or the aggregate amount of all the 
beneficiaries’ interests in the Trust(s), limited to $100,000 per beneficiary. 

b. Under the interim rule, coverage is based on the existence of any beneficiary 
named in the Revocable Trust, as long as the beneficiary is a natural person, 
or a charity or other non-profit organization.  Under the interim rule, the con-
cept of “qualifying beneficiaries” is eliminated.  For an account owner with 
combined Revocable Trust account balances of $500,000 or less, the maxi-
mum available coverage would be determined simply by multiplying the 
number of beneficiaries by $100,000. 

3. The interim rules also provide as follows: 

a. The named beneficiaries need not have identical interest to be counted for 
purposes of the coverage. 

b. A discretionary interest is not mentioned in the rules, but a non-contingent 
remainder beneficiary is included as long as they are “named.”  What this 
word means is still uncertain. 

c. The Grantor of a Revocable Trust is not counted as a beneficiary. 

4. The interim rules differ from the prior rules, as set forth in Prop. Reg. §330.10(a), 
because they do away with the different treatment of Revocable and Irrevocable 
Trusts. 

5. Despite the attempts at simplifying these rules, more examples are needed to 
clarify the operation of the interim rules.  As a policy matter, most commentators 
do not understand why property in a Revocable Trust is given preferential cover-
age as compared with property owned outright by the Grantor. 

D. Required Minimum Distributions Suspended in 2009 

1. The Worker, Retiree and Employer Recovery Act of 2008 (WRERA passed 
December 2008)—no RMD (required minimum distributions) for 2009.  
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Applicable to defined contribution plans such as 401(k) and IRA plans, but not 
defined benefit plans. 

a. If an employee turns 70½ in 2009, required beginning date is April 1, 2010, 
but under the Act, the 2009 distribution is not required. 

b. If an employee turned 70½ in 2008, the 2008 RMD could be postponed to 
April 2, 2009, but must be made as the distribution is attributable to 2008 and 
not tax year 2009 in which the RMD was suspended. 

c. If an employee died between 2004 and 2009 prior to his or her required begin-
ning date for RMD without a designated beneficiary, the five-year payout 
period is essentially extended to six years as 2009 is ignored for payout pur-
poses.  If an employee has a designated beneficiary, the life expectancy pay-
out remains the same, but the 2009 distribution need not be made. 

d. Non-spousal rollover—The Pension Protection Act of 2006 allowed a non-
spousal rollover, but this alternative was rendered mute by IRS Notice 2007-
07 which said that plans were not required to make the election available.  
WRERA mandates that non-spousal rollover be offered to plan beneficiaries 
starting in 2010. 

E. Revenue Ruling 2008-30—Non-Spousal Rollover to Roth IRA 

1. Prior to the Pension Protection Act (PPA), a Roth IRA could only accept a roll-
over contribution of amounts distributed from another Roth IRA, from a tradi-
tional or SIMPLE IRA or from a designated Roth account, referred to as “quali-
fied rollover contributions.”  Therefore, in order to convert a qualified plan to a 
Roth IRA, taxpayers would have to first roll the assets from the qualified plan into 
a traditional IRA and then roll the assets into a Roth IRA.  Section 824 of the 
Pension Protection Act allowed taxpayers to rollover assets directly from a quali-
fied plan to a Roth IRA without having to first go through a traditional IRA. 

2. Prior to Notice 2008-30, non-spousal beneficiaries did not have the option of con-
verting to a Roth IRA because they did not have the ability to perform rollovers 
into an account in their own name.  Q&A 7 of Section II in Notice 2008-30, how-
ever, expands this conversion power to non-spousal beneficiaries.  WRERA, 
discussed above, ensures that the non-spousal rollover alternative will be avail-
able to plan participants in 2010. 

F. Wisconsin Legislative Update:  Domestic Partnerships 

1. On June 29, 2009, Governor Doyle signed the Wisconsin Budget Bill (2009 
Wisconsin Act 28) into law.  The Budget Bill established Chapter 770 of the 
Wisconsin Statutes which governs the procedure for forming and terminating a 
domestic partnership in the State of Wisconsin.  In conjunction with the creation 
of Chapter 770, the Budget Bill also extends certain rights and benefits to 
domestic partners similar to those of married individuals.  Some of the benefits 
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extended to domestic partners have estate planning implications.  For example, 
the Budget Bill provides that surviving domestic partners are entitled to the fol-
lowing: 

a. To inherit assets under Wisconsin’s intestacy statutes. 

b. To purchase or otherwise obtain the deceased partner’s home, vehicles and 
tangible property. 

c. To obtain financial support from a deceased partner’s Estate pending the 
Estate administration process. 

d. To participate in abbreviated probate procedures upon the death of a deceased 
partner. 

e. To receive death benefits if the deceased partner was killed in the workplace 
or in the line of duty as a police officer or firefighter. 

f. To sue for a deceased partner’s wrongful death. 

g. To obtain victim compensation. 

2. The benefits noted above are only some of the benefits granted to domestic part-
ners under the Wisconsin Budget Bill.  Several other legal protections are 
afforded to domestic partners, including the ability to visit or admit an inca-
pacitated partner to a health care facility, to consent to an autopsy, to consent to 
anatomical gifts, and to take medical leave to care for a partner. 

3. Same-sex couples interested in forming a domestic partnership may apply for a 
declaration of domestic partnership beginning August 3, 2009 if they satisfy the 
following criteria:  a) each individual is at least 18 years old and capable of con-
senting to the domestic partnership; b) neither individual is married to, or in a 
domestic partnership with, another individual; c) both individuals share a com-
mon residence; d) both individuals are not nearer of kin to each other than second 
cousins, whether of the whole or half blood or by adoption; and e) the individuals 
are members of the same sex.  The application for domestic partnership must be 
filed with the county clerk in the county where at least one of the individuals has 
resided for at least 30 days immediately before applying. 

III. VALUATION 

A. Discount for Built-in Capital Gains Tax 

1. Wechsler v. Wechsler, 866 N.Y.S.2d 120 (2008) 

a. The Appellate Division reversed the Trial Court opinion which had rejected 
the approach adopted by the Fifth Circuit in Estate of Dunn v. Commissioner, 
301 F.3d 337 (5th Cir. 2002) and by the Eleventh Circuit in Estate of Frazier 
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Jelke III, 2007 U.S. App. LEXIS 26477.  In Dunn and Jelke, the Courts deter-
mined that a dollar-for-dollar reduction for any unrealized capital gains should 
be allowed. 

b. Wechsler dealt with the valuation for divorce purposes of a Subchapter C cor-
poration that held marketable securities, all of the shares of which were owned 
by the husband.  The issue was whether or not the valuation of the holding 
company should be reduced to reflect the Federal and state taxes embedded in 
the securities owned by the holding company. 

c. Unlike the position advanced by the Commissioner in Jelke and rejected by 
the Court (which attempted to ascertain the period of time over which a cor-
poration’s assets would be sold by a reasonable buyer and discount the taxes 
that would be due over that period to present value as of the date of com-
mencement), the Trial Court adopted a baseline value of the assets as of the 
commencement date and reduced that value by the historical tax rate of the 
corporation. 

d. The opinion in Wechsler rejected the “historical” approach adopted by the 
Trial Court concluding that the Court should have adopted the methodology of 
Dunn and Jelke, and went on to state that the valuation methodology adopted 
in Dunn and Jelke does not depend upon whether it is applied to an Estate Tax 
case, another type of case or a matrimonial action. 

e. Commentators believe the case is headed to the Court of Appeals for final 
resolution as this is an issue of first impression in the New York courts. 

2. Estate of Marjorie D. Litchfield, 97 TCM 1079 (2009) 

a. This case involved discounts used for built-in capital gains taxes, for lack of 
control and for lack of marketability relating to stock in two closely-held 
family companies which were held in a Marital Trust included in the 
decedent’s Gross Estate.  The two family companies were Litchfield Realty 
Co. (LRC), which held Iowa farmland, and Litchfield Securities Co. (LSC), 
which held marketable securities.  The Marital Trust owned 43.1% of the LRC 
shares and 22.96% of the LSC shares. 

b. In this case, the expert for the Estate did not attempt to apply the approach in 
Jelke and Dunn.  Because LRC was in the midst of a conversion from a C 
corporation to an S corporation with eight years remaining before the con-
version was to be completed, the expert relied on turnover estimates to 
determine the built-in gain.  A similar approach was then used to value the 
built-in gain of LSC despite the fact that no conversion was in progress.  
While the expert for the Estate included appreciation during the holding 
period, the expert for IRS did not include such appreciation in valuing the 
built-in gains. 
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c. The Court sided with the taxpayer and approved the claimed discounts for 
built-in capital gain.  The discounts for lack of control and for lack of 
marketability were adjusted downward by the Court.  The Court noted that 
IRS’ own experts had previously stated that account holding-period assets 
appreciation should be taken into account in calculating valuation discounts 
for built-in gain.  The Jelke Court did not address the issue of asset appreci-
ation with respect to built-in gain. 

B. Valuation Discounts for Gifts to LLC 

1. Linton v. U.S., U.S. Dist. Ct. W.D. Washington, Case No. C08-227Z (July 1, 
2009) 

a. The Court denied discounts for transfers of LLC interests to Trusts for 
children based upon the government’s argument of indirect gift and step 
transactions.  Although not necessary to the Court’s decision, this case is 
significant because the Court analyzed how the step transaction argument 
applies to gifts of partnership or LLC interests. 

b. Facts:  An LLC was created in November of 2002.  On January 22, 2003, 
husband transferred 50% of the LLC to his wife and funded the LLC.  On that 
same day, husband and wife signed Trust agreement for each of their four 
children providing that the Trusts would be effective upon property being 
contributed to the Trusts and reflected that the interest in the LLC was being 
transferred to the Trusts at the time of signing.  On that same day, husband 
and wife signed gift assignments transferring 90% of the LLC interests to the 
Trusts.  The lawyer dated the gift assignments as of January 22, 2003, as the 
assignments were left blank upon signature. 

c. Indirect Gift Argument:  The Court held that the case was analogous to Senda, 
TC Memo 2004-160, aff’d, 433 F.3d 1044 (8th Cir. 2006) with respect to the 
indirect gift analysis because the Court made its factual finding that the gifts 
of LLC interests were made before or simultaneously with the contributions.  
Some commentators believe IRS could have argued that the 50% LLC gift to 
wife was an indirect gift from husband to children, but IRS did not do so.  The 
Court’s analysis of the indirect gift doctrine was consistent with previous 
cases on this issue. 

d. Step Transaction Argument:  Much like the analysis in Holman, 130 TC 170 
(2008), and Gross, TC Memo 2008-221 (2008), the Court reasoned that three 
separate tests must be applied in determining if the step transaction doctrine 
applies.  The Court concluded that each of those three separate tests would 
apply on the facts of this case.  The Court distinguished Holman and Gross 
(six day and 11 day delay between creation of entity and gifts) and argued that 
a same-day gift did not result in real economic risk given the investments of 
the LLC (real property, cash and municipal bonds).  The Court adopted the 
general approach of Holman and Gross despite various critiques of that 
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approach that a true step transaction analysis arguing that the gifts in question 
are from husband and wife directly to children would have to result in the 
children actually owning those assets at the end of the transaction as opposed 
to the Trusts for their benefit. 

2. Heckerman v. United States, No. 2:08-cv-00211 (W.D. Wash. July 27, 2009) 

a. Another case in which discounts were denied for transfers of LLC interests to 
Trusts for children based upon a lack of delay between the funding of the LLC 
and the gifts to the children.  The government argued the same indirect gift 
and step transaction arguments as in Linton, discussed above. 

b. Facts:  Three LLCs and Trusts for children created on November 28, 2001, 
real property transferred to the LLCs on December 28, 2001.  January 11, 
2002 taxpayers transferred remaining assets to LLCs and made gifts of LLC 
interests to Trusts. 

c. The United States did not challenge the December 28, 2001 transfer of real 
estate as being substantially related to the January 11, 2002 donation of the 
LLC interests under the step transaction doctrine.  This may be an important 
new IRS development out of this taxpayer defeat:  the IRS took the position 
that 14 days between the transfer of the real estate and the subsequent gift of 
the LLC interests was enough to warrant respect as unrelated transactions 
under the step transaction doctrine.  Recall that in Holman, the IRS took the 
position that two months was the minimum amount of time necessary to avoid 
an argument of related transactions that would be re-characterized as a single 
transaction under the step transaction doctrine. 

C. Gift/Sale to Single Member LLC 

1. Pierre v. Comr., 133 TC No. 2 20009 

a. Divided decision of the Tax Court (10 judges in the majority, 6 judges dissent-
ing) held that a part gift/sale of interests in a single-member LLC to two trusts 
for children (12 days after LLC was established) were treated as transfers of 
interests in the entity (allowing the chance of discounts) rather than as trans-
fers of proportionate shares of the underlying assets owned by the LLC, even 
though the single-member LLC was treated as a disregarded entity.  

b. Facts:  July 13, 2000 mother established single member LLC (did not elect to 
treat as a corporation under Form 8832 so by default was treated as a disre-
garded entity.  September 15, 2000 mother transfers $4.25 million in market-
able securities to LLC.  September 27, 2000 mother transfers 50% interest in 
LLC to a Trust for each of her two sons (transfer was in two steps, 9.5% 
interest to each Trust then 40.5% interest to each Trust).  IRS took position on 
gift tax return that transfers should be valued as a proportionate share of the 
underlying assets. 
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c. Taxpayer was able to convince the court that state law, not federal law, con-
trols the nature of the taxpayers interest in the property.  Under New York 
law, a member of an LLC has no interest in the specific property of the LLC 
and, therefore, the gifts represented gifts of the LLC interest and not the 
underlying assets.  Case of first impression for the Tax Court. 

IV. FAMILY LIMITED PARTNERSHIP (“FLP”) UPDATE 

A. IRC §2036 Inclusion 

1. IRC §2036(a)(1) provides that a decedent’s Gross Estate includes the value of all 
property transferred by the decedent (except in the case of a bona fide sale for 
adequate and full consideration) if the decedent retained the “possession or enjoy-
ment of, or the right to income from, the property.” 

2. IRC §2036(a)(2) causes inclusion in the Gross Estate if the decedent retained the 
“right, either alone or in conjunction with any person, to designate the persons 
who shall possess or enjoy the property or the income therefrom.” 

3. Most FLP cases over the last five years or so have focused on whether the “bona 
fide sale” exception to IRC §2036 applies.  The outcome of that inquiry often 
determines whether there is inclusion under IRC §2036. 

a. The Tax Court in Estate of Wayne C. Bongard v. Commissioner, 124 TC 8 
(2005), concluded that the bona fide exception requires (i) a legitimate and 
significant non-tax reason for the creation of the FLP and (ii) the transferor 
must receive partnership interests proportionate to the value of the property 
transferred to the FLP. 

b. The Third Circuit in Turner v. Commissioner, 382 F.3d 367 (3rd Cir. 2004), 
adopted essentially the same test, stating that the formation of the FLP must 
be in good faith, which requires a “discernible purpose or benefit for the trans-
feror other than Estate Tax savings.” 

c. The Fifth Circuit in Strangi v. Commissioner, 429 F.3d 1154 (5th Cir. 2005), 
similarly concluded that the bona fide sale exception requires a “substantial 
business or other non-tax purpose.” 

d. In  Schutt, TC Memo 2005-126 (2005), Judge Wherry of the Tax Court held 
that the bona fide sale exception applied to prevent IRC §2036 inclusion of 
two Delaware business Trusts (partnerships) in a decedent’s Estate. 

(i) The decedent, who had married into the DuPont family, acted as 
Trustee of a series of Trusts which had received contributions from 
various DuPont family Trusts. 

(ii) The Trusts were the product of over 10 years of discussions between 
the decedent, his advisors and his attorneys and were designed to per-
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petuate the decedent’s buy and hold investment philosophy.  The 
DuPont family Trusts were scheduled to terminate and, absent the 
creation of the Delaware business Trusts, would have distributed their 
stock holdings (primarily DuPont and Exxon stock) to the benefici-
aries.  The decedent was concerned that the beneficiaries would liqui-
date the stock holdings if the Trusts distributed their holdings to them, 
contrary to his buy and hold philosophy of investing. 

(iii) Judge Wherry concluded that the decedent’s desire to prevent the sale 
of the family’s core investment holdings was a “legitimate and signifi-
cant non-tax purpose.” 

4. In Holman v. Commissioner, 130 TC 12 (2008), the Tax Court rejected the IRS’ 
argument that a gift of limited partner interests in an FLP holding Dell stock was 
an indirect gift of the stock (i.e., without discount) because there was a six-day 
delay between the formation of the FLP and the transfer and during that delay 
period, there was a real economic risk of a change in the value in the Dell stock.  
The Court concluded those two factors distinguished Holman from Senda v. 
Commissioner, 433 F.3d 1044 (8th Cir. 2006), where the FLP formation and the 
gifts of FLP interests occurred simultaneously. 

a. The Tax Court also concluded in Holman that IRC §2703 operated to cause 
transfer restrictions in the FLP agreement to be ignored for valuation purposes 
because the restrictions were not commercially reasonable and did not reflect 
bona fide business arrangements. 

b. The taxpayer is appealing the IRC §2703 determination to the Eighth Circuit.  
IRS has not filed a cross-appeal on the rejection of its Senda step transaction 
argument. 

5. In Gross v. Commissioner, TC Memo 278 (2008), the same Tax Court judge who 
decided Holman concluded an 11-day delay between formation and transfer was 
sufficiently long for there to be a real economic risk of a change in value and, 
therefore, the direct gift analysis of Senda did not apply. 

6. In Hurford v. Commissioner, TC Memo 278 (2008), the Tax Court concluded 
assets transferred by a decedent to a series of FLPs were included in her Estate 
under IRC §2036. 

a. The decedent had terminal cancer when the FLPs were formed and died 10½ 
months after the FLPs were formed. 

b. After the FLPs were formed, the decedent sold her FLP interests to her chil-
dren for private annuities. 

c. The Court concluded that the bona fide sale exception did not apply to the 
creation of the FLPs because there was no business purposes for their forma-
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tion.  Because the FLP interests were undervalued, there was not adequate and 
full consideration on the private annuity sales. 

d. IRC §2036 applied to cause inclusion of the FLP assets in the decedent’s 
Estate because the Court found there was an implied agreement that the 
decedent would continue to enjoy and use the assets contributed to the FLPs. 

7. In Estate of Jorgensen, TC Memo 2009-66, the decedent and her husband created 
an FLP and after her husband’s death, the decedent created a second FLP.  
$450,000 of marketable securities were transferred to the first FLP and 
$2,100,000 was transferred to the second FLP. 

a. A portion of the decedent’s husband’s interest in the first FLP was used to 
fund the bypass Trust under his estate plan and the decedent made gifts of 
31% of the first FLP and 41% of the second FLP to her children and grand-
children.  The decedent’s children were the general partners of both FLPs. 

b. Although not a general partner, the decedent was authorized to write checks 
on the FLPs’ accounts and used FLP funds for personal purposes, including 
for purposes of making cash annual exclusion gifts. 

c. The Court concluded that the assets contributed by the decedent to the FLPs 
were included in her Estate under IRC §2036(a)(1) because the decedent used 
the FLPs’ cash for making gifts and the FLPs made post-death distributions of 
$179,000 and $32,000 to the decedent’s Estate to pay Estate Taxes. 

(i) The Court acknowledged that the decedent retained sufficient assets 
outside the FLPs to satisfy her living expenses. 

d. The bona fide sale exception did not apply because the primary purpose of the 
FLPs was to save transfer taxes which the Court, not unsurprisingly, held was 
not a legitimate and significant non-tax reason for the formation of the FLPs.  
Factors cited by the Court in reaching its conclusion included the following: 

(i) A letter from the decedent’s estate planning attorney which empha-
sized the potential Estate Tax savings attributable to the FLPs. 

(ii) No books or records were kept for the FLPs.  There were no formal 
meetings of the partners. 

(iii) The decedent stood on both sides of the transaction (i.e., she trans-
ferred funds from her revocable Trust and from her husband’s Estate 
as executrix to the FLPs which were managed for her primary benefit) 
so there was no arm’s-length transaction. 

e. In dicta, the Court indicated that IRC §2036 also applied to cause Estate 
inclusion of the assets attributable to limited partner interests the decedent 
gave to her children more than three years prior to her death.  The Court 
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concluded that the decedent retained the use and enjoyment of all the assets 
she transferred to the FLPs, including those attributable to the gifted interests. 

8. In Miller v. Commissioner, TC Memo 2009-119, the Tax Court concluded the 
bona fide sale exception applied to transfers of marketable securities to an FLP. 

a. The FLP was formed by the decedent and her four children 13 months before 
her death.  The decedent held a 92% limited partner interest and her children 
owned the remaining 8%, with her oldest son owning the 1% general partner 
interest. 

b. The decedent initially transferred roughly 77% of her assets to the FLP, 
retaining sufficient assets for her living expenses.  Thirteen days prior to her 
death, the decedent made additional contributions to the FLP. 

c. Similar to Schutt, the decedent’s son who was general partner managed the 
FLP investments using the same investment methodology that had been 
employed by the decedent’s husband in managing the family’s investments 
prior to his death. 

(i) The Court held the initial $4,000,000 contributions made by the 
decedent to the FLP prior to her death qualified for the bona fide sale 
exception to IRC §2036 because the FLP was formed primarily to 
continue the decedent’s husband’s investment philosophy, which was 
a significant non-tax reason for the formation of the FLP. 

(ii) The $878,000 contribution made to the FLP 13 days prior to her death 
did not qualify for the bona fide sale exception because they were 
motivated by a desire to save Estate Taxes.  The decedent’s rapidly-
declining health was the primary reason for this latter conclusion. 

9. In Keller v. U.S., 104 AFTR 2d 2009-xxxx, 8/20/2009, a Texas District Court 
concluded that an FLP designed to provide divorce protection for a decedent’s 
children met the “significant and legitimate non-tax business purpose” require-
ment. 

a. Keller involved two Trusts established by the decedent’s husband who prede-
ceased her.  The decedent was concerned about family assets falling into the 
hands of her children’s former spouses through a divorce or other means. 

(i) As a method of providing such protection, the decedent formed an 
FLP:  0.1% was owned by an LLC owned initially by the decedent 
(which was to be sold to her daughter and two grandchildren); a 
49.95% limited partner interest owned by Trust M and a 49.95% 
limited partner interest owned by Trust A. 
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(ii) Trust A held the decedent’s property and Trust M held her prede-
ceased husband’s property.  Both Trusts passed to grandchildren on 
the decedent’s death. 

b. The decedent died six days after signing the FLP agreement and four days 
after the certificates of limited partnership and corporation were filed.  Her 
death occurred prior to the formal funding of the partnership and LLC and the 
issuance of tax identification numbers for the FLP and LLC. 

c. The District Court concluded that the decedent clearly intended that 
$250,000,000 of assets held in the Trusts be transferred to the FLP and that 
the LLC general partner receive $300,000 from Trust A.  The Court noted that 
under Texas law, the decedent’s intent to fund the partnership with specific 
assets was sufficient to treat the assets as partnership property. 

d. The Court did not reach the IRC §2036 analysis because it held that the sig-
nificant non-tax business purpose test was met.  In support of its conclusion, 
the Court cited the extensive discussions between the decedent and her 
advisors regarding the protection from divorce afforded by the FLP; the 
substantial wealth (over $100,000,000) retained by the decedent outside the 
FLP; and the fact that all the formalities of the FLP were followed (except for 
the actual funding). 

e. The Court also allowed a 47.51% discount for lack of marketability and 
minority interest in valuing the limited partner interests in the decedent’s 
Estate resulting in a $40,000,000 Estate Tax savings. 

f. The FLP had loaned the Estate $114,000,000 for the payment of estate taxes.  
Because the Court determined that the loan was necessary for liquidity pur-
poses, the Court allowed $30,000,000 of interest paid on the loan to the FLP 
to be deducted by the Estate as a necessary administration expense. 

B. IRC §2036(a)(2) 

1. IRS argued successfully in Strangi II (Estate of Strangi v. Commissioner, TC 
Memo 2003-145) and in Kimbell v. United States, 244 F. Supp.2d 700 (N.D. Tex. 
2002), that the mere right to participate in decisions regarding partnership distri-
butions and liquidation, albeit from a minority position, is sufficient to trigger 
IRC §2036(a)(2) inclusion. 

a. IRC §2036(a)(2) includes in the Gross Estate property which the decedent 
transferred during lifetime but over which the decedent retained the “right, 
either alone or in conjunction with any person, to designate the persons who 
shall possess or enjoy the property or the income therefrom.” 

b. The District Court’s holding in Kimbell was reversed by the Fifth Circuit 
(Kimbell v. U.S., 371 F.3d 257 (5th Cir. 2004)) and the Fifth Circuit did not 
have to address the §2036(a)(2) argument in Strangi II because it affirmed the 
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Tax Court’s decision on §2036(a)(1) grounds.  Strangi v. Commissioner, 429 
F.3d 1154 (5th Cir. 2005). 

c. The only authority for applying the §2036(a)(2) argument is dictum in a 
memorandum decision of a single Tax Court judge that was dismissively 
ignored by the Fifth Circuit. 

d. John Porter of the Baker & Botts law firm, who represented the Estate in 
Holman, indicates that IRS continues to raise the IRC §2036(a)(2) argument at 
the appellate audit level, but the argument is less frequently raised before the 
Courts. 

C. What should you be thinking about with old FLPs? 

1. There is a possibility that discounts for FLPs holding cash and/or marketable 
securities will be limited or eliminated by Congress in the near future.  As a 
result, you may wish to consider selling the FLP interests to a Grantor Trust and 
locking in the discounts now. 

a. If there is also a §2036 concern due to the administration of the FLP, a sale for 
fair market value, including discounts, should fall within the bona fide sale 
exception to §2036. 

b. At Heckerling, Jeff Pennell stated that “full and adequate consideration” to 
avoid §2036 and §2035 means an amount equal to what would be includible 
in the Estate if no transfer were made, citing United States v. Allen, 293 F.2d 
916 (10th Cir. 1961). 

2. If §2036(a)(2) is a concern, consider using an ascertainable standard for FLP dis-
tributions, such as 3% of the FLP’s net income each year.  This level of distribu-
tion should not adversely affect valuation discounts. 

3. If the senior generation owns the general partner interest, they may wish to con-
sider transferring the general partner interest to an “incomplete gift” irrevocable 
Trust or Trusts for themselves with an independent Trustee to divest control and 
to take advantage of the protection afforded by United States v. Byrum, 408 U.S. 
125 (1972). 

V. GRANTOR RETAINED ANNUITY TRUSTS (“GRATS”) 

A. On May 11, 2009, Treasury released the Administration’s 2010 Revenue Pro-
posals.  One such proposal was to require a 10-year minimum term on GRATs. 

1. Earlier in 2009, commentators suggested that Congress was considering a require-
ment, similar to charitable remainder trusts, that a GRAT remainder interest have 
an actuarial value equal to at least 10% of the total transfer. 
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2. The 10-year term requirement would increase the risk of the Grantor’s death 
occurring during the term, while the 10% remainder interest requirement would 
cause an upfront tax cost for using this technique. 

B. Formula Adjustments 

1. Jonathan Blattmacher at The Heckerling Institute suggests adding formula 
language to GRATs to adjust the annuity and the fixed term to the remainder 
interest and duration that may be required for a qualified annuity interest. 

2. Blattmacher also raised concerns that a GRAT may be disqualified under the 
rationale of the Eleventh Circuit in Atkinson v. Commissioner, 115 TC 26 (2000), 
aff’d, 309 F.3d 1290 (11th Cir. 2002), if the GRAT annuity payments are not paid 
within 105 days after the end of the GRAT’s calendar or fiscal year. 

3. Blattmacher suggested adding language to GRATs that “vests” the annuity 
payments in the Grantor on the last day of the 105-day period and changes the 
Trustee’s relationship to an agent for the Grantor with respect to any annuity 
amounts due and owing. 

C. Declining Annuity Percentage GRATs 

1. Many practitioners use short-term GRATs (two or three year terms) and provide 
for the annuity percentage to increase 20% each year as allowed in the regula-
tions.  The theory behind this approach is to retain more assets in the GRAT’s 
earlier years to “beat” the Section 7520 rate in the later years of the GRAT. 

2. More recent Monte Carlo simulation studies have shown that a two-year GRAT 
with a relatively large first year annuity payment may work best, provided that 
payment is rolled into a new GRAT using the same technique and so on in a cas-
cading fashion.  This technique effectively converts each GRAT to a one-year 
GRAT, locking in the gains that may occur in the first year of each GRAT.  The 
objective is to avoid the risk of bad performances over several years eliminating 
the gains from other years.  The regulations under IRC §2702 do not prohibit 
large reductions in the annual annuity percentages. 

VI. DEFINED VALUE CLAUSES 

A. McCord v. Commissioner, 461 F.3d 614 (5th Cir. 2006) 

1. In McCord, the Fifth Circuit reversed the Tax Court and upheld a defined value 
gift clause. 

2. The clause provided that the donors’ children and/or Trusts for their benefit 
should receive portions of an FLP interest with a value of $6,910,933; a sym-
phony was to receive a portion of the FLP interest having a fair market value 
equal to the excess value up to $134,000; and any excess over those two amounts 
passed to another public charity. 
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3. Some commentators suggested that McCord was weak precedent because the 
Fifth Circuit did not address the Procter policy argument, which was waived by 
IRS on appeal. 

a. The argument based on Commissioner v. Procter, 142 F.2d 824 (4th Cir. 1944) 
is that such a defined value clause violates public policy because, if given 
effect, the clause adjusts value between the beneficiaries only if an adverse tax 
consequence (a “condition subsequent”) would otherwise occur.  The clause 
also makes any audit of valuation meaningless because no additional tax will 
be collected upon adjustment. 

B. Estate of Christiansen, 130 TC 1 (2008) 

1. In Christiansen, the Tax Court upheld a defined value disclaimer which effec-
tively allocated any adjustment in value upon audit to a charitable lead trust and a 
private foundation. 

2. The Court distinguished Procter saying that any increase in value of the dis-
claimed property would not undo a transfer as in Procter, but would merely 
reallocate the property among the beneficiaries pursuant to the defined value 
clause. 

3. The Court also noted there were other constraints on bad conduct with respect to 
gifts to charity, such as the fiduciary duty of the directors of the foundation. 

4. Christiansen was a reviewed decision of the entire Tax Court. 

C. Possible Uses of Defined Value Clauses 

1. Limit a taxable gift to the Applicable Exclusion Amount or GST exemption. 

2. Limit the taxable portion of a decedent’s Estate to a fixed amount or fraction, with 
the excess passing to charity. 

3. Making certain no taxable gift occurs by reason of a sale to a Grantor Trust. 

4. Formula disclaimer. 

5. Protection against retroactive changes in valuation discounts. 

6. Importance of Grantor Trusts if using this technique. 

7. Definition of fair market value—as finally determined for gift tax purposes or as 
determined by appraisal or by the donees? 

D. Possible Alternate Donees 

1. Charity 
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2. Zeroed-out GRAT 

3. Incomplete gift Trust 

4. Spouse or inter vivos QTIP Marital Trust 

E. Petter v. Commissioner 

1. Petter is a case pending in the Tax Court that involves a gift of a pecuniary 
amount using a defined value clause.  The gift was to family members, with any 
excess value over the pecuniary amount passing to charity.  Fair market value is 
defined in the defined value clause as the value finally determined for Federal gift 
tax purposes. 

VII. MISCELLANEOUS DEVELOPMENTS 

A. Split Purchase of Residence.  PLR 200840038 deals with a sale of a remainder 
interest in a principal residence.  The technique was designed to avoid the three 
perceived disadvantages to the use of QPRTs: 

1. It is not possible to apply GST exemption to the remainder interest in a QPRT. 

2. The Grantor must survive the retained term to have the residence excluded from 
his or her Estate; and 

3. The Grantor must pay rent to the remainder beneficiaries after the retained term. 

In the PLR, Internal Revenue Service concluded the following:  a) husband and 
wife’s sale of a remainder interest in a QPRT to a pre-existing Irrevocable Trust 
qualified for the QPRT exception to the special valuation rules of IRC §2702(a)(2), b) 
the remainder interest should be valued in accordance with the general actuarial 
valuation rules under IRC §7520 and c) the sale of the remainder interest will not 
constitute a gift for Federal gift tax purposes as long as the purchase price was for the 
fair market value equal to the value of the remainder interest.  The PLR does not 
address the §2036 implications, but commentators have implied that if a pre-existing 
Irrevocable Trust is used to purchase the remainder interest, there should not be any 
§2036 inclusion issues. 

B. Funding Issues With Pecuniary Formulas.  An Estate that has a pecuniary marital 
formula based on date of distribution values will allocate all of the appreciation dur-
ing administration to the credit shelter Trust.  However, the same is true if the assets 
decrease in value during administration.  In that case, all of the depreciation is allo-
cated to the credit shelter Trust.  Commentators have suggested that a “Double 
Pecuniary Formula Clause” will allow the credit shelter Trust to capture all of the 
appreciation in a up-market while limiting the downside risk.  The approach splits the 
bequest to the credit shelter Trust between a pecuniary and residuary bequest. 
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1. Example of Bequests 

a. Pecuniary bequest to husband of an amount equal to the smallest amount 
necessary to reduce the Estate Tax to zero. 

b. Pecuniary bequest to credit shelter Trust of 90% of remaining balance. 

c. Remaining balance to credit shelter Trust. 

(i) Only the residual bequest would be reduced by declines in property 
values.  If the residuary is completely eliminated by the depreciation, 
any additional decline would be allocated equally among the marital 
share and the credit shelter Trust. 

(ii) The credit shelter Trust would receive all of any appreciation. 

C. Disclaimers.  The Ninth Circuit in In Re John M. Costas and Rachelle M. Costas, 
No. 06-16520 (9th Cir. 2/06/2009) held that a disclaimer under Arizona law did not 
qualify as a transfer of an interest of the debtor in property. 

1. Facts.  Edward Dittlof died on February 25, 2002.  His Revocable Trust provided 
that upon his death, the Trust property would be distributed to his children, pro-
vided that should a beneficiary die prior to distribution, the beneficiary’s children 
would receive the deceased beneficiary’s share.  Mr. Dittlof’s daughter, Rachelle 
Costas, executed a disclaimer on November 7, 2002 under Arizona law to relin-
quish her rights to the property.  On December 3, 2002, Rachelle filed a voluntary 
petition for relief under Chapter 7 of the Bankruptcy Code.  The Bankruptcy 
Trustee sought to void the disclaimer and bring the disclaimed property into the 
Bankruptcy Estate. 

2. Analysis.  The Bankruptcy Code provides that a Trustee may avoid any transfer of 
an interest of the debtor in property that was made within two years before the 
date of the filing of the petition. 

a. Arizona law provides that a disclaimer relates back for all purposes to the date 
of death of the decedent.  Therefore, a disclaimant neither transfers nor pos-
sesses an interest in disclaimed property and, thus, creditors cannot reach the 
disclaimed interest. 

b. Courts have historically given deference to state law to determine property 
rights in the assets of a Bankruptcy Estate.  However, in Drye v. United States, 
528 U.S. 49 (1999), the Supreme Court held that a tax lien attached to dis-
claimed property despite the state law relation back ruled.  In Drye, the Court 
found that the power to channel property to a different person a sufficient state 
law interest to constitute property under the Federal tax lien provisions. 

c. The Ninth Circuit in Costas distinguished Drye in two respects: 
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(i) Timing.  In Drye, the tax lien already existed at the time of the dis-
claimer, whereas in Costas, the bankruptcy petition was filed after the 
disclaimer. 

(ii) Drye dealt with a Federal tax lien and the Court emphasized that tax 
lien rules do not translate directly into bankruptcy rules.  The Ninth 
Circuit stated that the Supreme Court has repeatedly construed tax lien 
provisions to permit the government to reach property beyond the 
grasp of ordinary creditors. 

D. Grantor Trust Rules—Third Party Substitution of Property of Equivalent Value 
Power 

1. Giving an individual the power to substitute property held in an Irrevocable Trust 
with property of equivalent value when exercisable in a non-fiduciary capacity 
has been one of the easiest ways to trigger Grantor Trust treatment under Section 
675(4).  IRS has ruled that whether the power is indeed exercisable in a non-
fiduciary capacity is a question of facts and circumstances.  If used, the power 
should specifically state that it is held in a non-fiduciary capacity, otherwise there 
is a presumption to the contrary. 

2. The power to substitute property of equivalent value does not work well in con-
nection with life insurance policies as it raises issues with respect to incidents of 
ownership.  Since the release of the revenue procedures giving forms for CLATs 
and CLUTs, most commentators are now comfortable using third-party substitu-
tion powers.  Be aware that although the Code does not require a substitution 
power holder to be an adverse party, the Regulations do.  Reg. 1.675-1(b)(4). 

3. Revenue Ruling 2008-22 says that the existence of a non-fiduciary substitution 
power will not trigger §2036 or §2038 inclusion issues, but one of the require-
ments is that IRS confirm that assets exchanged were in fact equivalent. 

E. Tax Consequences of Sales of Life Insurance Contracts.  Revenue Rulings 2009-
13 and 2009-14 outline the tax consequences to the seller and purchaser of a life 
insurance contract. 

1. Revenue Ruling 2009-13 describes three situations and explains the tax conse-
quences in each situation to the seller of a life insurance contract. 

a. Situation 1.  A surrenders a life insurance contract for $78,000 (which reflects 
a $10,000 subtraction for cost of insurance charges) after having paid $64,000 
in premiums. 

(i) IRC §72(c)(5)(A) provides that any amount received from a life insur-
ance contract on the complete surrender of the policy must be included 
in gross income to the extent it exceeds the investment in the contract.  
Accordingly, in Situation 1, A must recognize $14,000 of taxable 
income, all of which is ordinary income. 
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b. Situation 2.  Same facts as Situation 1, except A sells a life insurance contract 
for $80,000 to a third party. 

(i) IRC §1041(a) provides that the gain realized from a sale is the excess 
of the amount realized over the adjusted basis.  Previous cases have 
provided that to determine the gain upon the sale of a life insurance 
contract, it is necessary to reduce basis by that portion of the premium 
paid for the contract that was expanded for the provisions of insurance 
before the sale.  Accordingly, A’s basis in the policy is $54,000 and A 
must recognize $26,000 on the sale of the life insurance contract.  
Courts have historically provided that the profit realized from the 
surrender of a life insurance contract should be treated as ordinary 
income rather than capital gain.  However, if the amount recognized 
exceeds the inside build-up under the contract, the excess may qualify 
as capital gain.  In Situation 2, the inside build-up is $14,000 ($78,000 
cash surrender value less $64,000 of premiums paid) which will be 
treated as ordinary income and the excess of $12,000 will be taxed as a 
capital gain. 

c. Situation 3.  A sells a term life insurance contract with no cash surrender 
value for $20,000 after paying $45,000 in premiums.  The monthly premium 
was $500. 

(i) A’s adjusted basis is equal to the total premiums paid less charges for 
the provision of insurance.  Absent other evidence, the cost of insur-
ance is presumed to equal the monthly premium under the contract.  
Because the policy had been in place for 89.5 months, the cost of 
insurance was $44,750.  Thus, A’s basis was $250 and A must recog-
nize $19,750 on the sale of the policy. 

(ii) Because there is no inside build-up on the term policy, the entire 
$19,750 of income is taxed as a capital gain. 

2. Revenue Ruling 2009-14 describes three situations and explains the tax conse-
quences to the purchaser of a life insurance contract. 

a. Situation 1.  B purchased a life insurance contract from A on A’s life for 
$20,000 on June 15, 2008.  At the time of purchase, the remaining term on the 
contract was 7 years, 6 months and 15 days.  The monthly premium was $500.  
A died on December 31, 2009 and B collected $100,000 of life insurance pro-
ceeds.  Prior to A’s death, B paid $9,000 in monthly premiums. 

(i) IRC §101(a)(1) provides that gross income does not include amounts 
received under a life insurance contract, if paid by reason of the death 
of the insured.  However, in the case of a transfer for valuable consid-
eration, IRC §101(a)(2) provides that the amount excluded from gross 
income shall not exceed an amount equal to the sum of the actual 



 

24 

value of the consideration paid and the premiums and other amounts 
subsequently paid by the transferee. 

Here, the amount excluded from income is limited to the amount paid by the 
transferee of $29,000.  Accordingly, B must recognize $71,000 of income, all 
of which is ordinary income. 

b. Situation 2.  Same as Situation 1, except A did not die and on December 31, 
2009, B sold the contract to C, an unrelated person, for $30,000.  The 
Revenue Ruling provides that a secondary market purchaser must capitalize 
premiums paid.  In addition, the Revenue Ruling provides that B is not 
required to reduce its basis in the contract by cost of insurance charges 
because the policy is not on B’s life.  B must recognize $1,000 of income that 
will be treated as capital gain. 

c. Situation 3.  Same facts as Situation 1, except B is a foreign corporation.  
Because the income is fixed or determinable annual or periodic income and is 
income from sources within the United States, B must recognize $71,000 of 
ordinary income. 

F. Late Allocation of Generation-Skipping Transfer Tax Exemption.  IRS proposed 
Reg. 26.2642-7 provides new procedures for making late GST exemption allocations 
and replaces the existing system under Treas. Reg. §301.9120-3. 

1. Background.  Congress added IRC §2642(g)(1) to the Code in EGTRRA.  The 
section directs the Secretary to issue regulations to describe the circumstances and 
procedures under which an extension of time will be granted to a) allocate GST 
exemption, b) elect not to have the deemed allocation of exemption apply to a 
direct skip or to an indirect skip or transfer to a particular Trust, and c) elect to 
treat any Trust as a GST Trust. 

a. After the enactment of §2642(g)(1), IRS issued Notice 2001-50 which pro-
vided that transferors may seek an extension of time to make an allocation of 
GST exemption. 

(i) The Notice provides that relief will be granted under IRC §301.9100-3 
if the taxpayer satisfies the requirements of those regulations and 
establishes that the taxpayer acted reasonably and in good faith and 
that a grant of requested relief will not prejudice the interests of the 
government. 

b. IRS thereafter issued Rev. Proc. 2004-46 which provided an alternative sim-
plified method to obtain an extension of time to allocate GST exemption. 

(i) The method is only available for an inter vivos transfer to a Trust if the 
following requirements are met: 

(a) The transfer qualified for the GST annual exclusion. 
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(b) The sum of the transfer and all of other gifts to be transferred to the 
donee did not exceed the annual exclusion. 

(c) No GST exemption was allocated to the transfer. 

(d) The taxpayer had sufficient unused GST exemption to allocate to 
the transfer. 

(e) No taxable distributions or terminations have occurred. 

c. The proposed regulations will replace the relief under Treas. Reg. 301.9100-3 
when they are published as final regulations. 

2. Procedure 

a. The following non-exclusive list of factors will be used to determine whether 
the transferor acted reasonably and in good faith: 

(i) The intent to timely allocate GST exemption or to elect out of auto-
matic allocation as evidenced in the Trust instrument, instrument of 
transfer or contemporaneous documents. 

(ii) The occurrence of events beyond control. 

(iii) The lack of awareness of the need to allocate GST exemption. 

(iv) Evidence of consistency in allocating or not allocating GST exemp-
tion. 

(v) Reasonable reliance on the advice of a tax professional. 

b. The following non-exclusive list of factors will be used to determine whether 
the interests of the government will be prejudiced: 

(i) The relief would permit the use of hindsight to produce an economic 
advantage that would not have been available if the election had been 
made timely. 

(ii) If the delay had the intent to deprive the government of sufficient time 
to challenge the identity of the transferor, the value of the transferred 
property or any other aspect relevant for transfer tax purposes. 

(iii) The relief would be unreasonably disruptive or difficult to adjust the 
GST tax consequences of a GST termination or distribution that 
occurred between the time for making the GST allocation and the time 
of the request. 

c. The standard for relief will not be met in the following circumstances: 
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(i) An allocation was made on a gift tax return and the relief would 
decrease or revoke that allocation. 

(ii) The delay in requesting relief would preclude IRS from challenging 
the identity of the transferor, the value of the transferred property or 
any other relevant tax aspect. 

(iii) The action or inaction was made by a taxpayer who had been 
accurately informed in all respects by a qualified tax professional. 

(iv) IRS determined that the request is an attempt to benefit from hindsight. 

3. If an extension of time is granted, the exemption allocated will be considered 
effective as of the transfer date and the value of the property for Federal gift or 
estate tax purposes will determine the amount of GST exemption allocated. 
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