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I. FEDERAL ESTATE TAX REFORM/REPEAL 

A. Chances of Congressional Action in 2010 

1. Permanent Reform 

a. House of Representatives 

(i) H.R. 4154 was passed by the House of Representatives on 
December 3, 2009.  The legislation would permanently extend the 
2009 transfer tax system ($3.5 million exemption, 45% rate).  The 
legislation did not receive a single Republican vote, as the Republicans 
may be holding out for a higher exemption and/or lower rate ($5 mil-
lion, 35% rate have been discussed). 

b. Senate 

(i) On January 28, 2010, the Senate passed its version of the PAY GO  
rules, which included a two-year exception for extension of the 2009 
transfer tax and AMT systems.  The House had passed a similar rule 
without the two-year window, but the final legislation adopted the 
two-year Senate approach. 

(ii) As a result of the PAY GO rule, a companion bill to H.R. 4154 could 
be passed by the Senate with only 51 votes if the legislation was 
included as part of a reconciliation bill or resolution and the legislation 
was limited to two years. 

(iii) Attempts to pass “permanent” adoption of the 2009 transfer tax system 
will run afoul of both the PAY GO rules and the “Byrd Rule,” pro-
hibiting the Senate from considering extraneous matter as part of a 
reconciliation bill, and would, therefore, require 60 votes. 

c. Retroactive Legislation 

(i) Retroactive reenactment of the estate tax/GST tax is likely to be 
upheld as constitutional under Carlton.  See U.S. v. Carlton, 512 U.S. 
26 (1994) (upholding retroactive legislation that denied a deduction 
under former IRC §2057 on the theory that the denial of the deduction 
was not a “wholly new tax”). 

(ii) Similarly, retroactive increase of the gift tax rate from 35% to 45% is 
likely valid under Quarty.  See Quarty v. U.S., 83 A.F.T.R.2d 99-1562 
(9th Cir. 1999) (increase in gift and estate tax rates from 50% to 54% 
to 55% in OBRA). 

(iii) The longer it takes to pass legislation, the less likely it will be held 
retroactive to January 1, 2010.  Given several prominent deaths in 
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2010, a challenge to retroactive legislation is almost a certainty, creat-
ing six, seven or eight years of uncertainty while the matter resolves 
itself in the courts. 

(iv) Informal discussion with some legislative staffers indicates that an 
election-based system, allowing a choice between estate tax or modi-
fied carryover basis, could be used to mitigate litigation. 

d. Timing of Legislative Action 

(i) There has been an increase in activity in Congress regarding reform 
and discussions regarding the transfer tax system, but no agreement 
was reached. 

(ii) Next window for reform is likely in a lame-duck session after the 
election, when Congress will likely consider the expiration of the 
2001/2003 Bush tax cuts. 

(iii) Even if the Senate can generate the 60 votes required, there is no 
guarantee that the House will go along.  Key members of the House 
have made it clear that they will not accept a transfer tax system that 
goes beyond the $3.5 million exemption, 45% rate system from 2009. 

e. Cost of Legislative Action 

(i) Extension of 2009 system 

(a) Two-year cost = $18 billion 

(b) Ten-year cost = $253 billion 

(c) Ten-year cost with indexing = $270 billion 

(1) These costs do not include the costs associated with port-
ability and/or unification of the estate and gift tax. 

(ii) Extension of Bush tax cuts 

(a) Ten-year cost = $3 trillion 

2. Bills under Consideration 

a. H.R. 3905.  Proposed $5 million exemption and 35% effective rate, to be 
phased in over a 10-year period ending in 2019, with the exemption indexed 
for inflation after 2019.  In addition, the state death tax deduction is phased 
out over the same period.  Sponsored by Representative Berkley (D-NV), with 
47 bi-partisan co-sponsors.  Referred to committee in October 2009. 
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b. Lincoln-Kyl Amendment to 2009 Budget.  Created room in the budget for a 
$5 million exemption with a 35% rate, indexed for inflation, unification of the 
gift tax and portability of exemptions between spouses.  Passed the Senate on 
a 51-48 vote, but applies only if the legislation would not increase the deficit 
over a five- or 10-year period. 

c. S. 2784.  Proposed $3.5 million indexed exemption, unification, 45% rate, and 
portability.  Referred to committee in November 2009. 

B. The Carryover Basis System and Planning in 2010 

1. Sunset Provision 

a. P.L. 107-16 §901(b) provides that for decedents dying, gifts made or 
generation-skipping transfers occurring after 2010, “the Internal Revenue 
Code of 1986 … shall be applied and administered … as if the provisions and 
amendments [of the Act] had never been enacted.” 

b. No one knows what “never been enacted” was intended to mean. 

(i) Are the 2010 carryover basis rules still effective for sales in 2011 or do 
they apply only to sales in 2010? 

(a) Many commentators suggest that sales of 2010 estate assets should 
be postponed, if possible, until 2011. 

(ii) Should we assume that beginning in 2011, the 2001 Tax Act provi-
sions never were in effect, or that the 2001 Tax Act will only apply to 
transfers in 2001 – 2010? 

(a) This issue is particularly problematic for GST transfers (e.g., quali-
fied severance rules, automatic GST exemption allocation rules, 
the increase in GST exemption, §9100 GST relief) where the tax-
able event will occur in the future. 

(b) For insurance trusts that are generation-skipping, many commen-
tators recommend either loaning the 2010 premiums and then for-
giving the loan in 2011, or relying on a 2011 late GST allocation. 

2. Modified Carryover Basis 

a. For decedents dying after December 31, 2009, the basis for inherited property 
is the lesser of i) the decedent’s adjusted basis or ii) fair market value as of 
death of death. 

b. The executor can allocate up to $1.3 million (increased by certain losses and 
loss carryovers) to increase the basis of assets left to anyone. 
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c. The executor can allocate an additional $3 million to increase the basis of 
assets passing to a surviving spouse (outright or in a trust similar to a QTIP). 

d. The decedent’s one-half interest in marital property and the surviving spouse’s 
interest in marital property are both eligible for both basis increase amounts. 

e. A report is due by the final due date of the decedent’s final income tax return 
listing the fair market value and basis of each asset and any basis adjustment 
taken. 

3. Other 2010 Anomalies 

a. IRC §2511(c) treats transfers in trust after December 31, 2009 as taxable gifts 
unless the trust is wholly owned by the donor or the donor’s spouse under the 
Grantor Trust rules of IRC §§671-679. 

(i) IRS Notice 2010-19 clarified that the inverse (transfers to Grantor 
Trusts are not taxable gifts) is not true. 

(ii) This new rule (designed to prevent shifting income from the Grantor to 
a Trust or Trust beneficiaries) will impact asset protection Trusts 
where the Grantor is a beneficiary of the Trust but retains a limited 
inter vivos or testamentary power to prevent a completed gift. 

b. Planning Problems 

(i) Formulas (e.g., marital deduction, GST planning) we generally use 
may not work as intended. 

(ii) Possible alternatives 

(a) Direct that the formula should apply as if the client died on 
December 31, 2009. 

(b) Many states have enacted statutes (see section II.E. of this outline 
for a description of Wisconsin’s statute) that allow you to go to 
court and introduce extrinsic evidence to discern the decedent’s 
intent. 

(c) The smallest amount to a QTIP Trust needed to qualify for the $3 
million qualified spousal property basis adjustment.  Balance 
would fall to a Family Trust to utilize the $1.3 million basis 
adjustment. 

(1) Other variations would include smallest amount to a Family 
Trust to utilize the $1.3 million basis adjustment, smallest 
amount to a QTIP for the $3 million basis adjustment, and the 
balance of the estate would be added to the Family Trust. 
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(2) The complexity in these formulas derives from the fact that 
the basis adjustment is made on an asset-by-asset basis, and 
the amount allocated to each Trust will vary dramatically 
depending on the assets chosen by the Personal Representa-
tive and how much appreciation there is in those assets. 

(a) Many commentators are uncomfortable with the 
open-ended approach and are concerned that a 
QTIP Trust where the Personal Representative has 
discretion to choose assets may violate both the 
“acquired from the decedent” and “passing” 
requirements for qualified spousal property.  
Qualified spousal property must also pass from the 
decedent like qualified terminable interest property. 

(3) Many commentators feel that if a carryover basis formula is 
used to fund either the Family Trust or the QTIP or both, the 
formula should contain an ordering of assets to minimize the 
Personal Representative’s discretion.  The following is an 
example of such a formula with an ordering provision: 

“Alternative Disposition if Federal Estate Tax is not in 
Effect.  If the Federal estate tax is not in effect at my death, 
then:  (1) If my Spouse and any Descendant survives me.  If 
my wife/husband and any descendant of mine survives me, I 
devise and bequeath to my said Trustee, to hold in trust pur-
suant to the provisions of the Marital Trust described in 
FOURTH hereof the smallest amount, if any, that would be 
necessary to maximize the additional adjustments to basis 
allowed by section 1022(c)(2)(B) after taking into account 
basis adjustments allowed under section 1022(b) and basis 
adjustments allowable for qualified spousal property that is 
specifically bequeathed to my husband/wife or that passes to 
him/her outside of the provisions of my Will; provided, how-
ever, that the amount of unrealized gain that would be 
excludible under section 121 (hereinafter “section 121 gain”) 
shall not be considered an allowable adjustment.  For pur-
poses of this SIXTH (A) it shall be assumed, regardless of 
what in fact occurs, that my executor will allocate the adjust-
ments allowed by section 1022(b) to assets that are eligible 
for a basis adjustment (other than section 121 gain) in the 
following order:  first to assets passing outside of this Will to 
anyone other than my husband/wife or charity; second to 
property specifically bequeathed to anyone other than my 
husband/wife or charity; finally to those other assets passing 
under this Will that have the highest basis in order to maxi-
mize the value of the bequest to the Family/Residuary Trust.  



 

6 

I intend that the income interest of my wife/husband in the 
Marital Trust under FOURTH be a “qualifying income inter-
est for life” within the meaning of section 1022(c)(5) and any 
provision of this Will which would be inconsistent with my 
intent shall be void.  My executor shall use date of death fair 
market value and basis to determine the amount of this 
bequest and to fund this bequest provided that the aggregate 
fair market value of assets used to fund this bequest on the 
date it is paid shall not be less than the amount of this 
bequest.  The foregoing formula shall not be construed to 
require that my executor allocate basis to assets used to fund 
this or any other bequest or to assets passing outside of this 
Will.  My executor is not required to make any specific allo-
cation, and no equitable adjustments shall be required as a 
result of my executor’s allocation of basis adjustments to any 
assets, whether or not passing under this Will.”  Berall & 
Harrison, Should We Anticipate 2010 and the Arrival of 
Carryover Basis?  Is There Planning That Can Be/Should 
Be/Must Be Done Now?  What About a “Head-In-The-Sand” 
Prayer That It Never Becomes a Reality (Or “I’ll Be Retired 
By Then”), ANNUAL NOTRE DAME TAX & ESTATE PL. 
INST. at 23-38 to 23-39 (2001). 

c. The Clayton/Clack contingent QTIP election approach, where the non-elected 
portion falls to the Family Trust, would provide flexibility and would not sac-
rifice any discretion in selecting assets for the basis adjustment.  However, the 
panel felt this approach was not available due to the lack of any concept of an 
election for qualified spousal property. 

d. In light of the likelihood that the carryover basis will be repealed retroac-
tively, the panel felt that the relative simplicity of a QTIP with a disclaimer-
based plan may be the most flexible approach. 

e. Any formula allocation between the marital and family shares should also take 
into account any applicable state estate taxes in decoupled states.  Despite the 
carryover basis rules, and depending on the applicable state estate tax rates, it 
may make sense to leave the state exemption amount to a Family Trust. 

4. Planning Opportunities 

a. Consider making taxable gifts to take advantage of the 35% rate. 

(i) Carlyn McCaffrey of Weil, Gotshal & Manges LLP at the 2010 
Heckerling Institute suggested the use of an inter vivos QTIP, which 
would allow deferral of the decision to qualify the Trust for the marital 
deduction until October 15, 2011. 
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(ii) Some commentators suggested that deathbed gifts prepaying the estate 
tax at the lower 35% gift tax rate should also be considered. 

(a) Deathbed gifts would make sense only if the tax law changes are 
prospective in application and it is likely the client’s death will 
occur after the changes become effective or no changes occur in 
2010 and the client’s death occurs in 2011. 

b. Direct skip gifts to grandchildren or more remote descendants make sense if 
the GST tax is not reenacted retroactively to January 1, 2010. 

(i) Direct skip gifts in Trust if not subject to the GST tax will not benefit 
from the “move-down” rule of the IRS §2653(a) and, as a conse-
quence, distributions made to the beneficiary or beneficiaries after the 
GST tax becomes effective again will presumably be taxable distribu-
tions generating GST tax. 

(ii) Carlyn McCaffrey suggested making outright direct skip gifts of 
interests in a limited liability company holding marketable securities 
as a method to avoid this result while maintaining control over the 
transferred property. 

c. Some commentators have suggested making sizeable taxable distributions 
from existing non-GST exempt Trusts, creating GRATs with remainder 
interests passing to skip persons and making transfers to GST Trusts in 2010.  
Planners should be wary of these techniques due to the significant risk that the 
GST tax will be reenacted retroactively and that future skips occurring after 
2010 will not be grandfathered.  The use of defined value clauses may be 
helpful in planning against this uncertainty. 

(i) Carlyn McCaffrey described the example of a client who wants to 
transfer $5 million to her grandchild and is willing to pay gift tax but 
not GST tax.  The donor could transfer $5 million to an LLC managed 
by the grandchild’s parent and then transfer to the grandchild that frac-
tion of the LLC with a numerator equal to the lesser of $5 million or 
the maximum amount that is not subject to GST tax (taking retroactive 
law changes into account) and a denominator equal to $5 million.  If 
the GST tax is reenacted retroactively, the fraction should result in no 
transfer. 

II. LEGISLATIVE UPDATE 

A. 2009-2010 IRS Priority Guidance Plan 

1. Not surprisingly, Treasury officials did very little last year on estate and gift tax 
projects. 

2. There are only two new items on the 2009-2010 Priority Guidance Plan: 
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a. Guidance on whether a grantor’s retention of a power to substitute trust assets 
in exchange for assets of equal value, held in a non-fiduciary capacity, will 
cause insurance policies held in the trust to be includible in the grantor’s gross 
estate under §2042. 

b. Guidance under §2801 regarding the tax imposed on U.S. citizens and resi-
dents who receive gifts or bequests from certain expatriates. 

3. In a March 16, 2010 update to the 2009-2010 Priority Guidance Plan, Treasury 
officials added a new item, guidance under §2511(c), to the Gifts and Estates and 
Trusts section, which was addressed in Notice 2010-10, discussed above. 

4. Below is a brief summary of the status of some of the items on the 2009-2010 
Priority Guidance Plan for Gifts and Estates and Trusts: 

a. CLT Ordering Rules, Adjustments to Sample Forms, Section 664.  The order-
ing rules are close to being finalized, and there may be some revisions to the 
CLT sample forms.  The CLUT forms issued in 2008 were very similar to the 
CLAT forms issued in 2007.  The annotations to the CLUT forms reference 
the ordering rules that were issued after the CLAT forms were released. 

b. Protective Claims for Refund (Notice 2009-84).  IRS will provide more detail 
about filing and perfecting protective claims for refund in connection with 
finalized §2053 regulations.  In addition, there will be new guidance on the 
effect of personal guarantees under §2053. 

B. IRC §2704(b) Regulations 

1. IRC §2704(b) provides that “applicable restrictions” relating to liquidation rights 
are to be ignored for purposes of valuing family-controlled entities if those restric-
tions are more restrictive than the default provisions that would apply under state 
law and if the family may remove the restriction or the restriction will lapse after 
the transfer. 

2. In response to IRC §2704(b), state legislatures have changed their LLC and part-
nership statutes to eliminate less restrictive default provisions so that the operat-
ing agreement or partnership agreement controls. 

3. The Treasury Department’s “Greenbook” issued on May 11, 2009 proposes the 
creation of an additional category of restrictions (“disregarded restrictions”) that 
would apply regardless of state law provisions.  The interest transferred would be 
valued by substituting for the disregarded restrictions certain assumptions to be 
specified in the regulations. 

a. Disregarded restrictions would include limitations on the right to liquidate the 
transferred interests that are more restrictive than the standard contained in the 
regulations, limitations on a transferee’s ability to be admitted as a full part-
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ner/member, and other restrictions IRS deems abusive.  These may include 
restrictions on management, distributions and transferability. 

b. If the disregarded restrictions include those mentioned above, practitioners 
have recommended that IRS should reconsider the disclaimer in the original 
1990 conference report that these Chapter 14 valuation rules do not affect 
minority discounts or other discounts under former law. 

c. Certain interests (to be identified in the regulations) held by charity and non-
family members would be deemed to be held by family members for purposes 
of determining whether a restriction may be removed by the family. 

d. The Greenbook also provides that safe harbors would be created by the regu-
lations to draft around the IRC §2704 restrictions if certain standards are met. 

C. IRC §2503 Final Regulations 

1. History.  Proposed regulations issued on April 20, 2007 to resolve a split in the 
circuits regarding the determination of the value of the estate tax deduction for 
post-death events under §2053 (See Ithaca Trust Co. v. Comm’r, 279 U.S. 151 
(1929), post-death events may not be considered when determining the amount 
deductible for a claim against a decedent’s Estate under §2053(a)(3), see also 
Jacobs v. Comm’r, 34 F.2d 233 (8th Cir. 1929), cert. denied, 280 U.S. 603 (1929), 
restricting the amount deductible under §2053(a)(3) to amounts actually paid by 
the Estate in satisfaction of the claim, regardless of the timing of the claim). 

2. Proposed Regulations.  Adopted the Jacobs approach, in that deductions under 
§2053 are limited to amounts actually paid by the Estate in satisfaction of 
deductible expenses and claims. 

3. Final Regulations.  Published October 20, 2009.  Some of the key changes in the 
final regulations include: 

a. Rebuttable presumption that claims by family members are not legitimate has 
been deleted and instead there is a list of factors to consider in determining 
whether such claims are legitimate (to deal with §7491 burden of proof con-
cerns). 

b. No duty to report when claimed expenses or claims are not actually paid (in 
response to a concern that the duty would extend the statute of limitations on 
the return). 

c. If you file a protective claim for refund, you do not need to reduce marital or 
charitable deductions by the contingent claim (in response to concerns raised 
by certain practitioners). 

d. Exceptions granted for i) contingent claims against an estate to offset the 
value of other assets that comprise at least 10% of the gross estate and ii) 
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deduction of contingent claims up to $500,000.  These exceptions are 
designed to deal with disparate treatment between counter-claims that would 
have to be included under the proposed regulations and claims that would not 
be included if not fixed in value as of date of death.  To use either of these 
exceptions, you must have a qualified appraisal for the claim and it will be 
subject to adjustments for post-death events. 

e. Settlements do not have to be proven to be within the reasonable range of 
settlement outcomes to be accepted. 

4. Ongoing Issues.  IRS is still working on the procedural aspects of filing and per-
fecting claims and is also working on valuation issues with respect to claims. 

D. Wisconsin’s New Uniform Power of Attorney for Finances and Property Act 

1. On May 12, 2010, Governor Doyle signed Assembly Bill 704 (The Uniform 
Power of Attorney for Finances and Property Act) into law. 

2. The Act creates Wis. Stat. §244 and replaces the former Uniform Durable Power 
of Attorney Act and statutory form under Wis. Stat. §243.07 and §243.10. 

3. Significant changes and/or clarifications provided for in the new Act include the 
following: 

a. A power of attorney is effective upon signature unless specifically provided 
otherwise. 

b. A power of attorney will be durable unless it provides otherwise. 

c. The execution of a power of attorney does not revoke a previous power of 
attorney unless it expressly provides so. 

d. A power of attorney must be in writing and signed by the principal or by 
another person in the conscious presence of the principal and at the principal’s 
direction. 

e. Persons who in good faith accept an acknowledged power of attorney without 
actual knowledge either that the power is invalid or has been terminated or 
that the agent is exceeding the agent’s powers are protected. 

f. The following powers cannot be implied from a grant of general authority and 
must be expressly granted: 

(i) Making gifts. 

(a) A default rule prohibits the agent (other than an agent who is the 
principal’s domestic partner or spouse) from making a gift either to 
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the agent or to a person to whom the agent owes a legal obligation 
to support. 

(ii) Creating, amending, revoking or terminating an inter vivos trust. 

(iii) Creating or changing rights of survivorship. 

(iv) Creating beneficiary designations. 

E. Wisconsin Remedial Legislation Regarding the 2010 Estate Tax Repeal 

1. On May 13, 2010, Governor Doyle signed 2009 Senate Bill 670 into law creating 
Wis. Stat. §854.30.  The new statute provides remedial legislation designed to 
address the uncertainty posed by the repeal of the transfer tax system for 
decedents dying in 2010.  The main provisions of the legislation are as follows: 

a. Formula provisions premised on the Federal Estate Tax and/or Generation-
Skipping Transfer Tax will apply in the same manner as if the decedent’s 
death occurred in 2009. 

b. If, however, the decedent is survived by a spouse, all of the decedent’s 
descendants are also descendants of the surviving spouse, and the surviving 
spouse is a beneficiary of each trust funded by the formula, then the Applic-
able Exclusion Amount and the Federal Generation-Skipping Transfer Tax 
exemptions will be assumed to be unlimited (e.g., the Family Trust or Credit 
Shelter Trust will receive the decedent’s entire estate). 

c. The administrator of the decedent’s estate or a beneficiary may petition the 
Court for a different application of the formula contained in the will or trust. 

d. Wis. Stat. §854.30 does not apply to estate planning instruments executed or 
amended after December 31, 2009 or to estate planning instruments contain-
ing a contrary intent for the disposition of the estate in the event of a death 
occurring during the repeal. 

2. Several other states have passed remedial legislation applying 2009 rates to 
decedents dying in 2010, but several of the other provisions above are unique to 
the Wisconsin law. 

F. Changes in other State Death Tax Laws 

1. Many states made changes to their death tax laws in 2009, including: 

a. Vermont—reducing the state exemption from $3.5 million to $2 million. 

b. Delaware—reinstituting the state estate tax for estates over $3.5 million. 
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c. Rhode Island—increasing the state exemption from $675,000 to $850,000 and 
adding an indexing feature. 

d. Connecticut—increasing exemption from $2 million to $3.5 million and 
reducing rates. 

2. States allowing state-only QTIP election:  Connecticut, Illinois, Indiana, 
Kentucky, Maine, Massachusetts, Ohio, Oregon, Pennsylvania, Rhode Island, 
Tennessee and Washington. 

a. If a client’s plan contemplated leaving the federal exemption amount to a 
credit shelter trust at the expense of paying state death taxes, the plan should 
be revisited as all assets may pass to the credit shelter trust in 2010 generating 
large state death taxes. 

III. ANNUAL EXCLUSION 

A. Hackl v. Comm’r, 118 TC 279 (2002), aff’d 92 A.F.T.R.2d 2003-5254 (7th Cir. 
2003) 

1. The Tax Court held and the Seventh Circuit confirmed that the annual exclusion 
was not available for gifts of LLC interests because the operating agreement pro-
vided that a member could not withdraw, sell or otherwise transfer his or her 
interest without obtaining the consent of the managing member (Mr. Hackl, the 
donor), who could withhold consent for any reason. 

2. These limitations on transferability coupled with the lack of income generated by 
the LLC assets (tree farming properties) foreclosed the donees’ ability to realize 
any present economic benefit from the gifts. 

B. Price v. Comm’r, TC Memo 2010-2 (2010) 

1. Judge Thornton denied the annual exclusion for gifts of FLP interests to the 
donor’s three children because the donees did not have the unilateral right to 
withdraw from the FLP and they could not sell their interests without the written 
consent of all other partners. 

2. In addition, the Tax Court noted there were no regular distributions of income to 
the partners and all distributions were made at the discretion of the general partner 
unless otherwise directed by a majority in interest of all the partners. 

3. The taxpayers pointed out to the Court that despite the lack of distributions in 
1997 or 2001, in 1999 $343,800 was distributed to the three children, $100,500 in 
2000 and $76,824 in 2002, for a total of more than $500,000 in a five-year period.  
The Court appeared to require some guarantee of steady income in the partnership 
agreement. 
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4. Commentators have suggested that transferability subject to a right of first refusal 
by the LLC/FLP and/or its members/partners at fair market value should be suffi-
cient to satisfy the present interest requirement.  Other commentators have sug-
gested that if annual exclusion gifts are contemplated, there should be no transfer 
restrictions in the agreement and that the lack of restrictions should pose little risk 
because there is no market for interests in a family-controlled LLC/FLP. 

5. Stacy Eastland of Goldman Sachs has suggested mandating a certain level of 
distributions (e.g., 3%) in the partnership or LLC agreement, which he indicated 
should not affect the minority interest/marketability discount.  Another suggestion 
was to grant each donee the right to put the gifted interest to the entity for cash 
equal to the fair market value of the interest or perhaps at the fair market value 
determined as if the put right did not exist. 

C. Fisher v. U.S., 105 A.F.T.R.2d 2010-1347 (S.D. Ind. 2010) 

1. Gifts of LLC membership units to each of seven children did not qualify for the 
annual exclusion because the interests were deemed to be future rather than 
present interests in property because of operating agreement restrictions on the 
children’s rights relating to the property. 

2. LLC held vacant land on Lake Michigan.  Annual exclusions were claimed and a 
deficiency was assessed and paid. 

3. The operating agreement appointed a management committee who appointed the 
general manager who had complete control over the timing and amount of distri-
butions.  In addition, the general manager had the ability to hold reserves for any 
capital transaction which the manager deemed necessary for future investments, 
capital improvements, debts, expenses, liabilities or obligations. 

4. The only ability the children had to transfer their interests was the right to transfer 
a share of their profits/losses and the right to transfer their right to receive distri-
butions, which was subject to a right of first refusal. 

5. Court held that a) the given restrictions on distributions from the LLC, b) the fact 
that a right to use property, without more, is not a right to substantial present 
economic benefit, and c) the transfer ability of the children was restricted, it was 
impossible for the children to realize a present substantial economic benefit.  As a 
result, the transfers were transfers of future interests in property and did not prop-
erly qualify for the annual exclusion under §2503(b). 

IV. INDIRECT GIFT/STEP TRANSACTION 

A. Indirect Gift/Step Transaction 

1. In Linton v. U.S., 638 F. Supp. 2d 1277 (W.D. Wash. 2009), the District Court 
denied discounts for transfers of LLC interests to Trusts for the donor’s four 
children because the LLC was funded on the same day as the Trusts were formed 
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and the gifts were made.  The LLC was funded with real estate, cash and muni-
cipal bonds. 

a. The District Court followed Judge Halpern’s analysis in Holman v. Comm’r, 
130 TC 170 (2008), and Gross v. Comm’r, TC Memo 2008-221 (2008), and 
concluded that unlike in Holman (six-day delay between formation and gift) 
and Gross (11-day delay), all of the three “step transaction” tests were satis-
fied. 

(i) Binding Commitment.  There was a binding commitment to undertake 
the last step (gifting) when the first step was undertaken (creation of 
the LLC). 

(ii) End Result.  The separate steps were part of a pre-arranged, single 
transaction. 

(iii) Interdependence.  The steps were interdependent and would not have 
been undertaken without each other. 

b. Holman and Gross were distinguished due to the delays between formation of 
the entity and the gifts and the Court’s determination that there was real 
economic risk of a change in value of the assets (Dell stock in Holman and 
marketable securities in Gross) during the delays.  The Court concluded 
Linton was more like Senda v. Comm’r, TC Memo 2004-160 (2004), aff’d, 
433 F.3d 1044 (8th Cir. 2006). 

(i) Both Holman and Gross suggest that the required delay will be 
dependent on the nature of the assets transferred to the entity.  For 
assets with low volatility, longer delays than 11 days may be required 
to avoid the indirect gift/step transaction analysis. 

(ii) Commentators have indicated that IRS is aggressively pursuing the 
indirect gift/step transaction attack in the FLP/LLC context. 

2. In Pierre v. Comm’r, 133 TC No. 2 (2009), a divided Tax Court (10 judges join-
ing in the majority opinion, six judges dissenting) held that gifts and sales of 
interests in a single member LLC were entitled to discounts, despite the fact that 
the LLC was a “disregarded entity” for income tax purposes.  The Court held that 
the transferred interests were interests in an entity validly created under state law, 
not transfers of the underlying assets, and, therefore, valuation discounts were 
appropriate. 

3. In “Pierre II” (Pierre v. Comm’r, TC Memo 2010-106 (2010)), the Tax Court 
concluded that the gifts and sales of the LLC interests should be valued as a single 
transfer under the step transaction doctrine. 

a. On July 13, 2000, taxpayer established the LLC and on September 15, 2000, 
she transferred $4.25 million in marketable securities to it.  On September 27, 
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2000, taxpayer made a gift of a 9.5% interest in the LLC to each of two Trusts 
for her sons and on the same day sold a 40.5% interest to each Trust. 

b. The result of treating the transfers as a single transfer of a 50% interest to each 
Trust rather than separate transfers of a 9.5% interest and a 40.5% interest was 
a reduction in the lack of control discount from 10% to 8%. 

c. The Court’s holding is relevant to installment sales to defective grantor trusts 
when the aggregate interest transferred equals or exceeds 50% of the voting 
interests.  In those instances, a delay between the gift and the sale may be war-
ranted. 

d. The Court noted there were four reasons why the step transaction applied:  i) 
same-day transactions; ii) no time lapse in signing gift and sale documents; iii) 
taxpayer’s intent; and iv) poor documentation. 

4. Commentators have criticized the application of the step transaction analysis in 
this line of cases because the donees do not end up owning the underlying assets 
transferred to the entity.  Commentators have stated that this fact alone should be 
enough to conclude that the step transaction doctrine does not apply.  This is dif-
ferent from the indirect gift argument which is based on a regulation that does not 
require that the donees own the underlying assets. 

V. 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. In Estate of Bongard v. Comm’r, 124 TC 8 (2005), the Tax Court 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 partner-
ship interests proportionate to the value of the property transferred to the FLP. 

b. In Turner v. Comm’r, 382 F.3d 367 (3rd Cir. 2004), the Third Circuit adopted 
essentially the same test, stating that the formation of the FLP must be in good 
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faith, which requires a “discernable purpose or benefit for the transfer other 
than estate tax savings.” 

c. In Strangi v. Comm’r, 429 F.3d 1154 (5th Cir. 2005), the Fifth Circuit simi-
larly concluded that the bona fide sale exception requires a “substantial busi-
ness or other non-tax purpose.” 

d. In Estate of Schutt v. Comm’r, 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 dece-
dent’s Estate.  Judge Wherry concluded that the decedent’s creation of the 
Trusts to prevent the sale of the family’s core investment holdings was a 
“legitimate and significant non-tax purpose.” 

4. In Holman v. Comm’r, 130 TC 170 (2008), the Tax Court rejected the IRS’ argu-
ment that a gift of limited partner interests in an FLP holding Dell stock was an 
indirect gift of the stock similar to Senda.  The Court held that due to the six-day 
delay between the formation of the FLP and the transfer, there was a real eco-
nomic risk of a change in the value in the Dell stock that was the subject of the 
transfer.  The Court concluded the delay and attendant risk of loss of value distin-
guished Holman from Senda v. Comm’r, 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 were not com-
parable to bona fide business arrangements between unrelated parties.  The 
Tax Court also held the bona fide business requirement was not met and the 
transfers were a device to transfer assets for less than fair market value. 

b. The Eighth Circuit has affirmed (by a two-to-one split) the Tax Court’s deci-
sion that the restrictions in the agreement must be ignored under IRC §2703.  
Holman v. Comm’r, 105 A.F.T.R.2d 2010-1802 (8th Cir. 2010), aff’g, 130 TC 
170 (2008). 

(i) The Eighth Circuit adopted the Tax Court’s approach that the bona 
fide business arrangement prong of the three prong test under IRC 
§2703(b) requires that the FLP have a business purpose, which the 
Court interpreted as being tantamount to an operating business require-
ment.  It will be difficult for an investment partnership holding only 
cash and marketable securities to satisfy the IRC §2703(b)(1) prong 
under the Eighth Circuit’s analysis. 

(ii) The Tax Court also held that the transfer restrictions in the FLP agree-
ment were a testamentary device because a partner would receive only 
fair market value (including discounts) for his or her interest if the 
partner attempted to transfer the interest to an impermissible trans-
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feree.  The right of first refusal at fair market value had the effect of 
transferring the difference between the going concern value of the 
interest and its discounted value to the other partners (Mr. Holman’s 
other children) in violation of IRC §2703(b)(2).  This novel analysis 
would on its face make IRC §2703(b)(2) apply to all intra-family buy-
sell agreements for active businesses.  The Eighth Circuit did not 
address the “device” prong of IRC §2703(b)(2) in its opinion. 

(iii) Despite IRS’ success on appeal, Holman is still a taxpayer victory 
because an overall 22.4% discount was allowed for gifts of interests in 
an FLP holding only one security, Dell stock. 

5. Taxpayer Victory.  Black v. Comm’r, 133 TC 15 (2009), is a taxpayer victory 
under IRC §2036. 

a. In 1983-1993, husband gave stock of an insurance company to his son and to 
trusts for his two grandsons. 

b. By 1993, the stock had a value of $12 million and the husband was concerned 
about personal guarantees his son had entered into and that the trusts for his 
grandsons contained rights of withdrawal at ages 25 and 30.  The husband was 
also concerned about his son’s impending divorce and consolidating the stock 
to maintain the family’s seat on the insurance company’s board of directors. 

c. At the suggestion of his advisors, husband and son and the trusts created an 
FLP, with the husband holding a 1% general partner interest, son a 0.5% 
general partner interest, and the 98.5% limited partner interests held in pro-
portion to the contributions to the FLP. 

d. Husband transferred his 1% general partner interest to his son in 1998.  Gifts 
of limited partner interests were also made between 1993 and 2001 to the son 
and the trusts for the grandsons. 

e. Husband died on December 12, 2001 and his wife died five months later on 
May 25, 2002. 

f. The FLP sold one-third of its stock in the insurance company generating $93 
million.  The FLP then loaned $71 million to the wife’s estate to pay estate tax 
under a “Graegin” note where the interest could not be prepaid.  The wife’s 
estate took a $20.3 million deduction for the interest on the note as an admin-
istration expense. 

g. IRS’ position was that i) the assets attributable to the 77% limited partner 
interest the husband owned at death and the assets attributed to the 2.5% 
interest he gifted within three years of his death were included in his estate 
under IRC §2036 and §2035; ii) husband’s estate’s marital deduction was 
limited to the fair market value of the limited partner interests; and iii) the 
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interest on the Graegin note was not a necessary expense and, therefore, not 
deductible. 

h. The Court held that the bona fide sale exception to §2036 applied because the 
FLP was designed to preserve and protect the insurance company stock and to 
implement the husband’s buy and hold investment philosophy with respect to 
that stock similar to Schutt.  In addition, the Court noted that the FLP pre-
vented the son from selling or encumbering the stock, prevented his grandsons 
from selling the stock to raise cash when their trusts terminated at ages 25 and 
30, allowed the family to maintain its seat on the board of directors of the 
company and protected the stock from equitable division at his son’s divorce. 

i. The Court denied the Graegin note interest deduction because the transaction 
had no economic effect.  The Court noted the estate had no way of paying off 
the loan other than by distributions from the FLP and the son as general part-
ner and as primary beneficiary of the estate was on both sides of the transac-
tion. 

6. Taxpayer Victory.  Estate of Murphy v. U.S., 104 A.F.T.R.2d 2009-7703 (W.D. 
Ark. 2009). 

a. In Murphy, an Arkansas District Court held that the bona fide sale exception 
to IRC §2036 applied and that the interest on a nine-year (Graegin) note to 
pay estate taxes was fully deductible as a necessary administration expense. 

b. In Murphy, the decedent owned substantial interests in a publicly traded oil 
company, timberland and farmland company and a bank.  He formed an FLP 
to centralize management and protect against the dissipation of those assets 
and transferred his interest with a value of roughly $90 million to the FLP. 

(i) The decedent retained assets with a value of roughly $130 million out-
side of the FLP.  In exchange for his transfer, he received a 96.75% 
limited partner interest.  An LLC formed by the decedent and two of 
his children was the 2.25% general partner.  The decedent owned 49% 
of the LLC and 51% was owned by two of his children. 

(ii) The Court concluded that the bona fide sale for adequate and full con-
sideration exception was satisfied due to the following factors: 

(a) The purpose of the FLP was to pool the family legacy assets into 
one entity to be centrally managed in a manner that was consistent 
with the decedent’s long-term business/investment philosophy.  
The Court reached this decision in partial reliance upon the Schutt 
analysis. 

(b) The youngest son of the decedent was involved in the management 
of the legacy assets and the FLP facilitated this management 
through the general partner LLC. 
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(c) The decedent retained $130 million of assets outside of the FLP to 
support his lifestyle. 

(d) The decedent did not commingle FLP assets with his own assets. 

(e) The decedent did not stand on both sides of the transaction, mean-
ing that his two children were actively involved in the formation of 
the FLP and his daughter was separately represented by counsel. 

(iii) The estate borrowed $11,400,000 from the FLP on a nine-year 
“Graegin” note. 

(a) Although the Court recognized that the FLP could have sold some 
of its assets and made a distribution of cash to the estate to pay 
estate taxes, the Court rejected the IRS’ argument that the illi-
quidity was self-imposed.  Rather, the Court concentrated on its 
determination that the FLP was created in good faith and for 
legitimate non-tax purposes, namely to preserve the family’s 
legacy assets, and that the executor acted in the best interests of the 
estate in taking action to avoid selling those assets. 

(iv) Two-Tiered Discount 

(a) In valuing the estate’s interest in the LLC, the estate’s expert took 
a combined 52% discount comprised of a 20% lack of marketabil-
ity discount for the general partner interest owned by the LLC, a 
11.1% lack of control discount and a 32.5% lack of marketability 
discount for valuing the estate’s interest in the LLC.  Both the 
estate’s expert and IRS’ expert adopted the tiered entity approach 
in their analysis but arrived at different discounts.  The Court with-
out explanation adopted the estate’s expert’s conclusions, affirm-
ing the 52% discount. 

7. In Estate of Shurtz v. Comm’r, TC Memo 2010-21 (2010), the decedent and her 
sibling and their families had owned a timber business in Mississippi for genera-
tions and the decedent transferred her interest in the business to an FLP in 1996. 

a. The decedent and her husband each held a 1% interest in the FLP and the 
decedent owned a 98% limited partner interest. 

b. Between 1996 and 2000, the decedent made gifts of limited partner interests 
to her children and trusts for her grandchildren.  The decedent died in 2002, 
owning the 1% general partner interest and a 87.6% limited partner interest. 

c. The Court held that the bona fide sale exception to IRC §2036 applied 
because the FLP was formed primarily to achieve management efficiencies 
over the decedent’s interests in the family business and to provide additional 
protection for the business from litigation in Mississippi. 
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Annual Annuity 
Section 7520 rate at death (or at alternate valuation date, if applicable) 

d. There were bad facts in Shurtz, such as the fact that the FLP did not maintain 
“books of account,” the FLP’s bank account was not established until four 
months after its formation, payment of the FLP expenses by the decedent, and 
non-pro rata distributions (which were made up in subsequent years). 

VI. GRANTOR RETAINED ANNUITY TRUSTS (“GRATS”) 

A. Recent Legislation (H.R. 4849, Small Business and Infrastructure Jobs Tax Act 
of 2010) 

1. New legislation may contain certain restrictions on GRATs.  If passed, the follow-
ing restrictions would be added to IRC §2702, effective as of the date of enact-
ment of the law: 

a. GRATs will be required to have a minimum term of 10 years. 

b. Annuity payments from a GRAT will not be permitted to decrease during the 
initial 10 years of the term. 

c. Remainder interests must have a value of greater than zero at the time of the 
transfer. 

B. Inclusion of GRAT Assets—Treas. Reg. §20.2036-1(c)(2) 

1. The new regulations provide an algebraic formula to arrive at the portion of a 
GRAT that is includible in the estate under IRC §2036(a) if the Grantor dies 
during the annuity term.  The amount includible is the lesser of the value of the 
GRAT’s entire assets or the result under the algebraic formula. 

a.   

b. Example:  if the annuity is $100,000 and the Section 7520 rate is 6%, and the 
GRAT holds assets of $2 million, $1,666,666 is includible under IRC §2036.  
That is the amount necessary to produce an annuity of $100,000, assuming a 
6% return on the GRAT assets. 

c. Commentators are critical of the formula because it does not take into account 
the fact that many GRATs are Walton GRATs that continue to pay the annuity 
to the Grantor’s estate for the balance of the annuity term. 

(i) Inclusion of the annuity payments made prior to death, plus the value 
of the right to receive the remaining annuity payments after death in 
addition to the amount included under the algebraic formula is a form 
of double taxation to which the consideration offset rule of IRC §2043 
should apply. 
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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 currently do not 
prohibit large reductions in the annual annuity percentages. 

3. A front-loaded GRAT may also work well with the potential 10-year term 
requirement for GRATs.  For example, assume a 10-year GRAT is funded with 
$1 million with a 48% annuity for two years followed by an annuity of 0.5% for 
each of the following eight years.  If the Grantor’s death occurs in years three 
through 10, the amount included in the Grantor’s estate under the algebraic 
formula would be relatively small due to the small annuity.  For this reason, front-
loaded GRATs were prohibited under the proposed legislation requiring a mini-
mum 10-year term for GRATs. 

VII. VALUATION 

A. Ludwick v. Comm’r, TC Memo 2010-104 (2010) 

1. Judge Halpern concluded that the proper discount for a gift of a fractional interest 
in real estate was 17%, after considering the projected costs of partition and dis-
count for time to market.  Taxpayer claimed a 30% discount; IRS asserted 11%.  
Since 1990, discounts on fractional interests in real estate have ranged from 10% 
to 30%. 

2. Husband and wife each transferred a 50% interest in a piece of Hawaii real estate 
as tenants-in-common to separate QPRTs, valued at $2,537,500 each.  Taxpayers’ 
expert analyzed 69 sales of undivided interests in real estate that had occurred 
between 1961 and 2006, as well as sales of partnership interests.  IRS appraiser 
relied on four sales between 2002 and 2007 in the eastern U.S., as well as surveys 
of California real estate brokers, a review of tender offers for majority interests in 
public companies and estimates of the cost of partition. 

3. The Tax Court was not impressed by either expert, and dismissed both experts’ 
evidence.  The taxpayers’ expert did not explain how the discounts were calcu-
lated (underlying FMV of comparables was not included) and gave no measure of 
variability to compare the properties he surveyed with the one in question.  IRS’ 
expert relied on sales that were not comparable. 
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4. The Tax Court inserted its own analysis saying that the fractional discount 
requested by a third-party buyer could not be valued at more than a) the cost and 
likelihood of partition and b) the discount representing the marketability risk, 
because if the discount were greater, another buyer would bid more.  The Tax 
Court, like in Estate of Barge v. Comm’r, TC Memo 1997-188 (1997), (26% 
discount allowed), relied on the length and cost of the partition, the costs of sel-
ling the property, the likelihood of partition, the buyer’s expected rate of return 
and the value of an undivided 50% interest in real estate. 

5. The Tax Court determined the likelihood of partition to be 10%, the length of 
time to partition and sell to be two years, the estimated costs to be 1% of FMV, 
and the buyer’s expected return to be 10%, and ordered a 17% discount. 

B. The Ringgold Telephone Co. v. Comm’r, TC Memo 2010-103 (2010) 

1. The Tax Court decided that the proper valuation of an S Corporation’s interest in 
a limited partnership was $3,727,142.  The taxpayer had reported a value of 
$2,980,000 and IRS had asserted a value of $5,220,324 at trial. 

2. Taxpayer elected to be treated as an S corporation as of January 1, 2000.  At that 
time, it held a 25% limited partnership interest in an entity that in turn owned a 
29.54% limited partnership interest in another limited partnership, which held a 
cellular license as its principal asset.  Less than one year after the S election, tax-
payer sold the limited partnership interest for $5,220,423, but for purposes of 
determining built-in gain, the taxpayer reported the value of the limited partner-
ship interest at $2,600,000. 

3. Taxpayer’s appraiser had excellent credentials and experience, while IRS’ 
appraiser had no valuation credentials and had never valued a telecommunications 
entity.  Taxpayer’s appraiser used two methods and took the average, using after-
tax dollars for his distribution yield analysis. 

4. The partnership interest was purchased by BellSouth who already controlled the 
parent limited partnership, so the taxpayer argued that the purchase was a stra-
tegic acquisition in which BellSouth paid higher then FMV.  BellSouth had a 
practice of making bids in excess of FMV to discourage the right of first refusal.  
Although the Tax Court accepted the taxpayer’s appraiser’s conclusions, the Tax 
Court gave equal weight to the subsequent sales price and the appraised values to 
arrive at its valuation.  As a practical matter, that means the Tax Court thought 
that strategic value should be taken into account in determining FMV. 

C. Estate of Jensen v. Comm’r, TC Memo 2010-182 (2010) 

1. The Tax Court determined the discount for built-in capital gain for an 82% 
interest in a New Hampshire C Corporation (owning a 94-acre waterfront parcel 
on which a girls’ summer camp operated).  Complete taxpayer victory. 
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2. Taxpayer’s appraiser took a dollar-for-dollar discount for built-in gain.  IRS’ 
appraiser used closed-end funds to determine the proper level of discount.  IRS’ 
appraiser said that there was no direct correlation between exposure to built-in 
gain of 41.5% or less and so disregarded 41.5% of the 66% built-in gain.  Sur-
prisingly, the appraiser then gave dollar-for-dollar discount on the remaining gain, 
which is unusual for IRS. 

3. Judge Vasques threw out IRS’ analysis of closed-end funds (like REITs) as he did 
not feel they were comparable, and chose 17 years as the holding period as neither 
expert addressed the holding period issue.  The Tax Court concluded that the 
Estate was entitled to at least the deduction it had taken.  The twist in this case is 
the holding period, which is not normally a consideration in the simpler dollar-
for-dollar reduction test of Dunn and Jelke.  See Estate of Jelke v. Comm’r, TC 
Memo 2005-131 (2005), vacated and remanded on other aspects of the valuation 
issue, 507 F.3d 1317 (11th Cir. 2007), cert. denied, S. Ct. Docket No. 07-1582 
(2008); see also Estate of Dunn v. Comm’r, 301 F.3d 339 (5th Cir. 2002), rev’g 
TC Memo 2000-12 (2000), and Estate of Borgatello v. Comm’r, TC Memo 2000-
264 (2000). 

D. Estate of Stewart v. Comm’r, 106 A.F.T.R.2d 2010-XXXX (2nd Cir. 2010) 

1. Mother gifted fractional interest in a property to son that was co-occupied by 
mother and son.  Second Circuit held that mother did not retain the use and 
enjoyment under §2036 of all of the interest and, therefore, fractionalization 
discounts of 42.5% apply to the interests included in mother’s estate. 

2. Mother transferred 49% interest in a Manhattan brownstone to her son, who lived 
with her on two floors of the five-story building.  The top three floors were leased 
to a commercial tenant, with all income and expenses paid to and borne by the 
mother.  Son argued that there was an agreement to reconcile the income and 
expenses, but the Tax Court found an implied agreement and §2036 inclusion, 
denying discounts. 

3. Second Circuit vacated and remanded, stating that co-occupancy of residential 
premises by the related donor and donee is highly probative of the absence of an 
implied agreement and has been held to satisfy taxpayer’s burden of proving the 
absence of an implied agreement.  The Court remanded to determine the extent to 
which there was an implied agreement of retained enjoyment in the 49% trans-
ferred interest (lower court had found implied agreement of retained enjoyment 
over 100% of transferred interest). 

4. The primary impact of finding that not all of the transferred interest will be 
included under §2036 is that discounts will be allowed.  If co-occupancy of the 
property avoids §2036, the transfer will result in a significant decrease in the 
value that is included in the gross estate. 
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VIII. DEFINED VALUE CLAUSES 

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

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

2. 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 Comm’r v. Procter, 142 F.2d 824 (4th Cir. 1944) is 
that defined value clauses violate public policy because, if given effect, they 
adjust 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 Tax 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 Tax 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 and has been 
affirmed by the Eighth Circuit. 

C. Estate of Petter v. Comm’r, TC Memo 2009-280 (2009) 

1. In Petter, the donor contributed UPS stock to a single member LLC and then 
entered into an installment sale to two grantor trusts she established for her two 
children and their descendants. 
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a. She first made a gift in equal shares to the two trusts of LLC interests equal to 
“the dollar amount that can pass free of federal gift tax by reason of the trans-
feror’s applicable exclusion amount allowed by Code Section 2010(c).” 

b. Three days later, she sold to each trust “that number of units … that equals a 
value of $4,085,190 as finally determined for federal gift tax purposes.” 

c. In exchange, the donor received 20-year interest bearing notes. 

d. Each gift and sale document indicated that the excess over the formula amount 
gifted or sold would pass to two community foundations. 

e. The gift tax return reported both the sale and gift and “hid nothing” according 
to the Tax Court.  The appraisal submitted with the gift tax return took a 53% 
combined discount. 

2. Judge Holmes, who wrote the majority opinion in Christiansen, followed his 
reasoning in that case to uphold the defined value clause. 

a. The formula clearly stated that the gifts to the grantor trusts were of fixed 
dollar amounts so by definition the gifts could not exceed that amount. 

b. Unlike in Procter, the defined value clause merely reallocated assets between 
the donees, with no reversion to the grantor. 

c. The community foundations conducted arm’s-length negotiations, retained 
their own counsel and insisted that the foundations would become members of 
the LLC rather than assignees if the gift was adjusted on audit. 

d. The Tax Court dismissed IRS’ claim that the defined value clause posed a 
“severe and immediate” threat to public policy. 

e. Prior to trial, IRS and the donor’s counsel had agreed on a compromise value 
for the LLC interest so it was apparent prior to trial that the formula clause 
had already adjusted the allocation of units to pass more units to the charities. 

IX. MISCELLANEOUS DEVELOPMENTS 

A. Marital Deduction 

1. Estate of Morgens v. Comm’r, 133 TC No. 17 (2009) 

a. Facts 

(i) Taxpayer disclaimed most of her rights to principal distributions from 
a QTIP trust created by her late husband, followed by further dis-
claimers of her lifetime right to income. 
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(ii) The remainder beneficiaries agreed to pay the federal gift tax on the 
disclaimer and hold taxpayer harmless against any gift tax incurred by 
the disclaimers in a “net gift” arrangement. 

(iii) Taxpayer died within three years of gift and beneficiaries paid the gift 
tax.  IRS included the gift tax paid in taxpayer’s estate under IRC 
§2035(b) (gross estate increased by the amount of tax paid under 
Chapter 12 by decedent or estate on any gift made during three-year 
period prior to death). 

b. Taxpayer arguments:  i) inclusion of the gift tax violates the premise of 
§2207A(b) and the legislative intent of the QTIP regime, and ii) there are 
differences between a “net gift” and §2519 transfers (dispositions of certain 
life estates). 

c. The Tax Court agreed that recipients should ultimately bear the transfer tax 
costs of QTIP assets, but that the surviving spouse bears the burden of any gift 
tax liability associated with transfer of a QTIP under §2502(c).  The fact that 
taxpayer did not pay the gift tax is irrelevant. 

d. With respect to the net gift argument, the Tax Court argued that under the 
QTIP regime, the surviving spouse is deemed to receive and then give (or pass 
at death) QTIP property, other than the life interest. 

e. Benefit of net gift:  had the asset been appreciating quickly in value, the net 
gift would have gotten the post-gift appreciation out of the estate as §2035(b) 
does not apply to gifts made within three years of death, it only brings back 
into the taxable estate the gift tax paid. 

B. Charitable Deduction 

1. Adequate Disclosure—Chief Counsel Memorandum 201024059 

a. A gift that is disclosed on a gift tax return in a manner adequate to apprise the 
Secretary of the nature of such item will trigger the three-year assessment 
limitation period.  IRC §6501(c)(a). 

(i) If a gift is not “adequately disclosed” on a gift tax return, then the tax 
imposed on that gift may be assessed at any time. 

b. The memorandum concludes that because the gift was not adequately dis-
closed on a gift tax return, the gift tax imposed on the stock transfer may be 
assessed at any time. 
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C. Life Insurance Surrenders 

1. Giannaris v. Comm’r, TC Sum. Op. 2009-114 (2009) 

a. Husband held $50,000 life insurance policy and began taking loans against 
life insurance policy. 

b. Once the loans (plus accrued interest) exceeded the value of the policy, the 
policy was surrendered with a payment of $792 to husband (the difference 
between the loan amount, $149,872, and the cash value of $150,664). 

c. Husband received a Form 1099-R reporting taxable gain of $105,190, and 
tried to take an interest deduction for the interest associated with the policy in 
the amount of $111,727. 

d. IRS assessed a deficiency as the interest was personal interest and not deduc-
tible under §163. 

2. Perez v. Comm’r, TC Sum. Op. 2009-94 (2009) 

a. Dr. Perez was the owner and insured of a life insurance policy from NML 
with premiums payable annually naming his wife as beneficiary.  Dr. Perez’s 
medical practice and marriage ended, and he filed for Chapter 13 bankruptcy. 

b. NML sent letters indicating that the policy was going to lapse and sent a Form 
1099-R for 2003 reporting income in the amount of $22,159.  Dr. Perez did 
not report the income but sent a copy of the Form 1099-R to IRS with a note 
stating that he disputed the income as taxable to him as he never received any 
money from NML.  IRS issued a notice of additional tax, and since that tax 
was paid by Dr. Perez who continued to dispute the matter, IRS did not issue a 
deficiency. 

c. Dr. Perez received another Form 1099-R in 2004 reporting $25,331 of income 
from a second NML policy, which he did not include on his tax return as 
income.  IRS issued a deficiency and Dr. Perez filed a petition seeking rede-
termination of 2003 and 2004 on the grounds that he lost all his assets in 
bankruptcy and IRS did provide any evidence that he still owned the life 
insurance at issue.  The petition was dismissed with respect to 2003 as no 
deficiency was issued and the tax was paid. 

d. An IRS determination in a notice of deficiency is presumed correct, and the 
taxpayer bears the burden of proving the determination is in error.  If the tax-
payer produces credible evidence and fully complies with requests from IRS, 
however, IRS has the burden of producing reasonable and probative informa-
tion concerning such deficiency.  Based upon the facts, the Court found that 
the burden had shifted to IRS. 
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e. IRS produced the original insurance policy and a printout of a computer 
screen replicating the Form 1099 information.  Without more information on 
record (i.e., testimony from an NML agent as to how the income was calcu-
lated on the Form 1099-R, information regarding the effect of the bankruptcy, 
proof that the policy did not change over the years), and because businesses 
can make mistakes in reporting data on forms, the court held that IRS did not 
meet its burden of proof. 

D. Tax Apportionment 

1. Estate of Sheppard v. Schleis, 2010 WI 32, 324 Wis. 2d 41, 782 N.W.2d 85 

a. The Supreme Court of Wisconsin rejected an estate’s argument that a benefi-
ciary of a Payable on Death (“POD”) account was liable for estate tax attrib-
utable to assets held in the account, arguing against a common law right to 
equitable adjustment. 

b. The decedent died in 2006 without a will with $12 million of assets, of which 
$3 million was held in accounts that had POD designations.  The heirs repre-
senting the probate estate attempted to collect a portion of the federal and state 
estate taxes from the beneficiary of the POD accounts. 

c. The estate argued that POD accounts fall under IRC §2036 which applies to 
transfers with a retained life estate, giving the estate a right of recovery under 
IRC §2207B.  This argument was a novel legal theory quickly dismissed by 
the Court, who said that there is no transfer as the POD beneficiary does not 
receive any interest or right during the lifetime of the account owner.  All the 
beneficiary has is a potential expectancy of receiving the account at some time 
in the future. 

d. The estate also argued that in the absence of a statutory apportionment law, a 
common law right to equitable apportionment exists.  The Court inferred that 
the action of using a POD account to transfer assets outside of probate meant 
that the decedent likely meant for the assets to pass free of the burdens 
imposed by the estate tax system.  In addition, the Court noted that the estate 
tax is not a beneficiary-specific tax—it is a tax born by the decedent’s estate, 
and, therefore, it was appropriate to charge taxes to the residue. 
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