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I. FEDERAL/WISCONSIN ESTATE TAX REFORM 

A. It appears that Estate Tax reform will not occur until 2009. 

1. Estate Tax repeal is dead. 

2. Charlie Rangel of New York has indicated that repeal or modification of the 
alternative minimum tax (“AMT”) is high on the Democratic agenda and that 
addressing Estate Tax reform in 2007 would be like “shopping for green 
bananas.” 

3. AMT repeal would cost in excess of one trillion dollars over a 10-year period. 

a. Repeal of the Estate Tax would cost 350 billion dollars over the same period. 

b. The cost of AMT reform/repeal indicates that Estate Tax reform, when and if 
it arrives, will be modest. 

B. Possible Scenarios 

1. Most commentators at the 2007 Heckerling Institute felt we will end up with an 
Applicable Exclusion Amount in the range of 3.5 million to 5 million dollars and 
that the Gift Tax exemption will remain at 1 million dollars. 

2. Lou Mezzullo, one of the commentators on the Heckerling recent development 
panel, believes that the Federal Estate Tax rate will be somewhere in the range of 
35% to 45%. 

3. The recent development panel at Heckerling predicted that the state Estate Tax 
deduction under §2058 most likely would be maintained and that it was unlikely 
that the state death tax credit under §2011 would be reinstated. 

4. Steve Akers, another panel member, commented that the Republican proposal that 
exemptions be portable between spouses may end up in the final compromise 
because the Democrats had voiced no strong objections to portability in last year’s 
negotiations. 

5. The panel also noted that some of IRS’ wish items, such as limitations on 
discounts for transfers of interests in entities holding cash and/or marketable 
securities and limitations on the duration of dynasty Trusts, may find their way 
into the final compromise to offset the revenue loss resulting from higher 
exemptions and lower Estate Tax rates. 

C. Wisconsin Estate Tax Update 

1. Absent additional legislation, the Wisconsin Estate Tax is set to expire as of 
January 1, 2008.  Governor Doyle’s recently proposed budget does not account 
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for Estate Tax revenue after 2007, but the Governor has not formally stated that 
he will not seek to extend the tax. 

D. 2006/2007 Treasury/IRS Priority Guidance Plan 

1. Guidance under §67 regarding miscellaneous itemized deductions of a Trust or 
Estate. 

2. Guidance regarding transfer tax consequences of using a family-owned trust 
company as Trustee of a Trust. 

3. Guidance under §2053 regarding the extent to which post-death events may be 
considered in determining the value of a taxable Estate. 

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

II. LEGISLATIVE UPDATE 

A. Proposed Regulations Explain How Much is Included in Grantor’s Gross Estate 
for Retained Annuity or Unitrust Interest. 

1. In several previous Private Letter Rulings (9345035, 9451056, 9448018) and 
Field Service Announcements (200036012, 200210009) IRS had taken the 
position that to the extent that the Grantor dies during the reserved annuity term, 
the entire value of the trust fund is included in the Grantor’s Gross Estate under 
§2039(a) because the Grantor retained an annuity interest. 

2. IRS has now proposed regulations (72 Fed. Reg. 31487, June 7, 2007) that would 
cause the principal of a GRAT, QPRT or other retained annuity, income or 
unitrust interest to be included in the Gross Estate of a Grantor who dies during 
the reserved income, annuity or unitrust term under §2036(a), rather than under 
§2039.  The effect of the proposed change is that the Gross Estate in such cases 
includes only that portion of the trust corpus, valued as of the date of death, 
required to yield the applicable annuity or unitrust amount, using the §7520 rate 
applicable on the date of death. 

3. The proposed regulations are important because they confirm that assets held in a 
GRAT that are included in the Grantor’s Gross Estate will receive a full basis 
adjustment if the Grantor dies during the reserved annuity term.  §2036(a) 
includes the transferred assets in the Grantor’s Gross Estate, whereas §2039 
would include the value of the annuity in the Grantor’s Gross Estate, and the 
annuity could have been denied a basis increase as an item of income in respect of 
a decedent.  Depending on the annuity amount and term, it is possible under the 
proposed regulations that only a portion of the GRAT assets will be included in 
the Grantor’s Gross Estate if the Grantor dies prior to the expiration of the annuity 
term. 
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B. Ordering of Income for Annuity Payment under a CLAT: Private Letter Ruling 
200648025 

1. IRS stated that the attempted ordering of income distributions by a Charitable 
Lead Annuity Trust (annuity payments were to be made in the following order: 
ordinary/short term capital gain, long term capital gain, unrelated business 
income, tax exempt income and principal of trust) will not be given effect for 
Federal income tax purposes because any ordering provision has no economic 
effect on the distributions independent of tax consequences.  IRS determined that 
the income distributed to charity shall consist of the same proportion of each class 
of the items of income of Trust as the total of each class bears to the total of all 
classes. 

C. New Definitions for Qualified Appraisal and Qualified Appraiser under 
170(f)(11): Notice 2006-96 

1. Issued by IRS on November 13, 2006, this notice provides transitional guidance 
relating to the new definitions of “qualified appraisal” and “qualified appraiser” in 
§170(f)(11) of the Internal Revenue Code and adds a new requirement for the 
declaration under §1.170A-13(c)(5)(i) regarding substantial or gross valuation 
misstatements (6695A of the Code). 

a. §170(f)(11) contains reporting and substantiation requirements relating to the 
allowance of deductions for non-cash charitable contributions.  Taxpayers are 
required to obtain a qualified appraisal for donated property for which a 
deduction of more than $5,000 is claimed (in certain cases the qualified 
appraisal must be attached to the tax return).  IRS expects to issue regulations 
under §170(f)(11), as amended by the Pension Protection Act of 2006.  This 
notice covers contributions of property (other than readily valued property) for 
which a deduction of more then $5,000 is claimed on returns filed with IRS 
after August 17, 2006 and before the new regulations are issued. 

2. Qualified Appraisal.  The Notice provides that all of the current requirements 
under of §1.170A-13(c) of the existing Regulations be met and adds a definition 
for “generally accepted appraisal standards” as used by §170(f)(11)(E)(i)(II). 

a. Generally Accepted Appraisal Standards.  An appraisal will be treated as 
having been conducted in accordance with generally accepted appraisal 
standards within the meaning of §170(f)(11)(E)(i)(II) if, for example, the 
appraisal is consistent with the substance and principles of the Uniform 
Standards of Professional Appraisal Practice, as developed by the Appraisal 
Standards Board of the Appraisal Foundation. 

3. Qualified Appraiser.  The Notice adds the following definitions as used by 
§170(f)(11)(E)(ii) and (iii): 

a. Appraisal Designation.  An appraiser will be treated as having earned an 
appraisal designation from a recognized professional appraiser organization 
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within the meaning of §170(f)(11)(E)(ii)(I) if the appraisal designation is 
awarded on the basis of demonstrated competency in valuing the type of 
property for which the appraisal is performed. 

b. Education and Experience in Valuing the Type of Property.  An appraiser will 
be treated as having demonstrated verifiable education and experience in 
valuing the type of property subject to the appraisal within the meaning of 
§170(f)(11)(E)(iii)(I) if the appraiser makes a declaration in the appraisal that, 
because of the appraiser’s background, experience, education, and 
membership in professional associations, the appraiser is qualified to make 
appraisals of the type of property being valued. 

c. Minimum Education and Experience.  An appraiser will be treated as having 
met minimum education and experience requirements within the meaning of 
§170(f)(11)(E)(ii)(I) if: 

(i) Real property—for returns filed after October 19, 2006, the appraiser 
is licensed or certified for the type of property being appraised in the 
state in which the appraised real property is located. 

(ii) Non-real property—for returns filed after February 16, 2007, the 
appraiser has: 

(a) successfully completed college or professional-level coursework 
that is relevant to the property being valued; 

(b) obtained at least two years of experience in the trade or business of 
buying, selling, or valuing the type of property being valued; and 

(c) fully described in the appraisal the appraiser's education and 
experience that qualify the appraiser to value the type of property 
being valued. 

4. For returns filed after February 16, 2007, the declaration required under §1.170A-
13(c)(5)(i) must include an additional statement that the appraiser understands 
that a substantial or gross valuation misstatement resulting from an appraisal of 
the value of property that the appraiser knows, or reasonably should have known, 
would be used in connection with a return or claim for refund, may subject the 
appraiser to a civil penalty under §6695A. 

D. Transfer for Valuable Consideration:  Revenue Ruling 2007-13. 

1. The grantor who is treated for Federal income tax purposes as the owner of a trust 
that owns a life insurance contract on the grantor’s life is treated as the owner of 
the contract for purposes of applying the transfer for value limitations of 
§101(a)(2).  Accordingly, the transfer of a life insurance contract between two 
grantor trusts that are treated as wholly-owned by the same grantor is not a 
transfer for a valuable consideration within the meaning of §101(a)(2).  The 
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transfer of a life insurance contract (owned by a non-grantor trust) to a grantor 
trust that is treated as wholly-owned by the insured is a transfer to the insured 
within the meaning of §101(a)(2)(B) and is therefore excepted from the transfer 
for value limitations under §101(a)(2). 

E. Sample Forms for CLATs:  Revenue Procedure 2007-45 and 2007-46 

1. Revenue Procedure 2007-45 contains sample forms for both a non-grantor and a 
grantor Charitable Lead Annuity Trust (“CLAT”) as well as annotations and 
alternate sample provisions for each respective trust.  To the extent that a 
practitioner drafts a trust that is substantially similar to one of the sample trusts 
(including proper integration of one or more of the alternate provisions with 
respect to that trust), and if the trust is valid under local law and operates in a 
manner consistent with the terms of the trust, the value of the CLAT qualifies for 
safe harbor and will be deductible under §2522(c)(2)(B) and/or §2055(e)(2)(B) 
and payment of the annuity will be deductible from either the gross income of the 
Trust under §642(c)(1) (if a non-grantor CLAT) or directly by the grantor in the 
year in which the donor made the contribution (if a grantor CLAT). 

a. Non-Grantor CLAT:  The sample trust is for a citizen or resident of the U.S. 
and is measured by a term of years.  The Rev. Proc. provides alternative 
provisions for (i) an annuity period for the life of an individual; (ii) retention 
of the right to substitute the charitable beneficiary; (iii) apportionment of the 
annuity amount in the discretion of the Trustee; (iv) annuity amount as a 
specific dollar amount; and (v) designation of an alternative charitable 
beneficiary in the trust instrument.  Each alternative provision contains an 
explanation of the provision along with instruction for its use. 

(i) The annotations for the non-grantor CLAT contain guidance on 
funding the CLAT, payment of the annuity amount, pro ration of the 
annuity amount, distribution upon termination of the annuity period, 
additional contributions, prohibited transactions, the trust’s taxable 
year, investment of trust assets and retained powers and interests. 

b. Grantor CLAT:  The sample trust is for a citizen or resident of the U.S. and is 
measured by a term of years.  The Rev. Proc. provides alternative provisions 
for (i) an annuity period for the life of an individual; (ii) retention of the right 
to substitute the charitable lead beneficiary; (iii) apportionment of the annuity 
amount in the discretion of the trustee; (iv) the annuity amount as a specific 
dollar amount; (v) designation of an alternate charitable beneficiary in the 
trust instrument; and (vi) restriction of the charitable beneficiary to a public 
charity.  Each alternative provision contains an explanation of the provision 
along with instruction for its use. 

(i) The annotations for the grantor CLAT contain guidance on the same 
categories of guidance noted above for the non-grantor CLAT. 
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2. Revenue Procedure 2007-46, issued in conjunction with 2007-45, contains a 
separate sample form for a testamentary CLAT.  The sample trust is for a citizen 
or resident of the U.S. and is measured by a term of years.  The Rev. Proc. 
provides alternative provisions for (a) an annuity period for the life of an 
individual; (b) retention of the right to substitute the charitable beneficiary; (c) 
apportionment of the annuity amount in the discretion of the Trustee; and (d) 
annuity amount as a specific dollar amount.  Annotations offering further 
guidance as to the Trust’s provisions are also included. 

F. Estate’s Unique Costs not Subject to 2% Floor 

1. In William L. Rudkin Testamentary Trust v. Commissioner, 124 TC 304 (2005), 
the Tax Court followed the Federal Circuit (Mellon Bank, N.A. v. U.S., 265 F.3d 
1275 (Fed. Cir. 2001)) and the Fourth Court (Scott v. U.S., 328 F.3d 132 (4th Cir. 
2003)) in holding that investment advisory fees are deductible under IRC §67(e) 
by a Trust only to the extent such fees exceed 2% of the Trust’s Adjusted Gross 
Income. 

a. IRC §67(e) provides that only those fees “which would not have been incurred 
if the property were not held in trust or estate” are fully deductible. 

b. The Tax Court’s holding in Rudkin is contrary to the Sixth Circuit’s holding in 
O’Neill v. Commissioner, 994 F.2d 302 (6th Cir. 1993), that investment advis-
ory fees are not subject to the 2% floor because a Trustee, unlike an individ-
ual, has a duty under state law to invest the Trust assets in a prudent manner. 

2. IRS proposed regulations on July 26, 2007 to provide that costs incurred by 
Estates or non-grantor trusts that are unique to an Estate or trust are not subject to 
the 2% floor for miscellaneous itemized deductions.  A cost is unique to an Estate 
or trust if an individual would not have incurred that cost in connection with 
property not held in an Estate or trust.  The proposed regulations would provide 
that, if an Estate or non-grantor trust pays a single fee that included both costs that 
were unique to Estates and trusts and costs that were not, then the Estate or non-
grantor trust must use a reasonable method to allocate the single fee between the 
two types of costs.  The proposed regulations would also provide a non-exclusive 
list of services for which the cost was either exempt from or subject to the 2% 
floor.  The purpose of the proposed regulations is to deal with the split in the 
circuits.  A public hearing and comment period is scheduled for Fall of 2007. 

G. Wisconsin Transfer on Death (TOD) for Real Property 

1. Effective March 28, 2006, an interest in real property that is solely-owned, owned 
by spouses as survivorship marital property, or owned by two or more persons as 
joint tenants may be transferred without probate to a designated TOD beneficiary.  
The TOD beneficiary may be designated on a deed by placing the words “transfer 
on death,” “pay on death,” “TOD” or “POD” before the name of the beneficiary 
but after the name of the owner.  The designation is not effective unless the deed 
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is recorded.  The designation may be canceled or changed at any time by the sole 
owner or all the surviving owners, without the consent of the beneficiary, by 
executing and recording another deed that designates a different beneficiary or no 
beneficiary. 

H. Guidance Under §2053 on Post-Death Events 

1. In Ithaca Trust v. Commissioner, 279 U.S. 151 (1929), the Court held that the 
Estate Tax charitable deduction for a charitable remainder interest was to be 
determined as of date of death.  Under the Ithaca Trust date-of-death valuation 
approach, Courts generally hold that post-death events may not be considered 
when determining the amount deductible for a claim against a decedent’s Estate 
under §2053(a)(3). 

2. In Jacobs v. Commissioner, 34 F.2d 233 (8th Cir. 1929), cert. denied, 280 U.S. 
603 (1929), the Court considered but rejected the date-of-death valuation 
approach in determining the deductible amount of a claim against the Estate.  The 
Court in Jacobs distinguished Ithaca Trust, stating that, unlike charitable 
deductions, “...the claims which Congress intended to be deducted were actual 
claims, not theoretical ones.”  The Court therefore held that only claims presented 
and determined as valid against the Estate and actually paid could be deducted as 
claims against the Estate.  Jacobs, 34 F.2d at 235.  Courts that follow Jacobs 
generally restrict the amount deductible under §2053(a)(3) to amounts actually 
paid by the Estate in satisfaction of the claim. 

3. IRS proposed regulations on April 20, 2007 (REG-143316-03) seek to resolve the 
split in the circuits and provide that events occurring after a decedent’s death are 
to be considered when determining the amount deductible under all provisions of 
§2053 and that deductions under §2053 are limited to amounts actually paid by 
the Estate in satisfaction of deductible expenses and claims. 

4. The proposed regulations also provide the following: 

a. Final Court decisions as to the amount and enforceability of the claim or 
expense are accepted in determining the amount deductible if the Court passes 
upon the facts upon which deductibility depends. 

b. Settlements are accepted if they are reached in bona fide negotiations between 
adverse parties with valid claims recognizable under applicable law, and if 
they are not inconsistent with the applicable law. 

c. A protective claim for refund may be filed before the expiration of the period 
of limitations for claims for refund in order to preserve the Estate’s right to 
claim a refund if the amount of a liability will not be ascertainable by the time 
of the expiration of the period of limitations for claims of refund. 

d. A deduction is not allowed to the extent the expense or claim is compensated 
for by insurance or is otherwise reimbursed. 
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e. No deduction may be taken on an Estate Tax Return for a claim that is 
potential, un-matured, or contested at the time the Return is filed. 

f. When a claim against an Estate lists multiple defendants, the Estate may only 
deduct the decedent’s portion of the liability. 

g. Claims by family members or beneficiaries of a decedent’s Estate will be 
strictly scrutinized to ensure that they are legitimate claims. 

h. If a claim becomes unenforceable after the decedent’s death, the Estate may 
not take a §2053(a)(3) deduction with respect to the claim. 

i. If a claim represents a decedent’s obligation to make recurring payments that 
will likely continue for a period extending beyond the final determination of 
the Estate Tax liability, a deduction is allowed only as each payment is made, 
provided the period of limitations for claims for refund has not expired or the 
Estate has properly preserved the claim for refund. 

5. A public hearing on the proposed regulations was scheduled for August 6, 2007. 

III. FAMILY LIMITED PARTNERSHIP (“FLP”) UPDATE 

A. Step Transaction 

1. The Eighth Circuit affirmed the Tax Court’s decision in Senda v. Commissioner, 
TC Memo 2004-160 (2004) in 2006, concluding that the transfer of stock by 
parents to two FLPs and gifts of partnership interests to Trusts for their children 
were indirect gifts of stock rather than gifts of partnership interests.  Senda v. 
Commissioner, 433 F.3d 1044 (8th Cir. 2006). 

a. In Senda, Mr. and Mrs. Senda created two FLPs.  The formation of the FLPs, 
transfers of stock to the FLPs and gifts of partnership interests occurred 
simultaneously. 

2. The Tax Court opinion did not address how much time must pass between the 
FLP formation and gifts of partnership interests to avoid the indirect gift/step 
transaction treatment. 

a. IRS agents are raising the step transaction argument more frequently on audit 
due to the Senda holding. 

b. John Porter of the Baker & Botts law firm tried the Holman case before the 
Tax Court in December, 2005.  In Holman, IRS argued the step transaction 
doctrine when there was an eight-day delay between the FLP formation and 
the gifts.  Holman is still under consideration by the Tax Court. 

c. A one-day delay between formation and gifts should be sufficient so long as 
the partnership is properly funded, the contributed assets are allocated to the 
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partners’ respective capital accounts, and the partners have received their 
partnership interests prior to making any gifts. 

B. IRC §2036(a)(1) Inclusion 

1. In Rosen v. Commissioner, TC Memo 2006-115 (2006), Judge Laro’s discussion 
of the “bona fide sale for adequate and full consideration” exception to IRC 
§2036 is an example of the bona fide sale analysis directing the §2036 inclusion 
analysis.  The trend in the courts appears to be that if the bona fide sale exception 
is not satisfied, IRC §2036 inclusion will likely result. 

a. In Rosen, the decedent was suffering from Alzheimer’s disease when the FLP 
was formed in July of 1996 by the decedent’s daughter as Trustee of the 
decedent’s funded revocable Trust, which was the sole 99% limited partner, 
and by the decedent’s children as the 1% general partner. 

b. The revocable Trust contributed $2,404,781 in cash and marketable securities 
to the FLP for its 99% limited partner interest and each of the two children 
contributed cash of $12,145 for their respective 0.5% general partner interest. 

c. In October of 1996 and January of 2000, gifts of limited partner interests 
totaling 64% of the limited interests were made by the decedent’s daughter to 
family members under a durable power of attorney. 

d. Substantially all of the decedent’s assets were transferred to the FLP.  
Following the advice of the attorney who drafted the partnership agreement, 
the children as general partners made loans (rather than distributions) to the 
decedent to enable her to pay her living expenses and to continue her annual 
exclusion gifting program. 

e. In his opinion, Judge Laro listed seven reasons why the bona fide sale 
exception did not apply: 

(i) The FLP was not engaged in a valid, functioning business operation 
and served no legitimate or significant non-tax purpose. 

(ii) The terms of the FLP Agreement were not negotiated by the partners. 

(iii) Although the FLP Agreement was signed on July 31, 1996, the 
decedent did not make her initial contribution until October 11, 1996, 
and the children did not make their contributions until October 24 and 
October 30, 1996. 

(iv) The decedent transferred substantially all of her assets to the FLP and 
the contributions by the children were de minimis. 
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(v) The decedent had to rely on loans from the FLP to meet her financial 
obligations and all the funds withdrawn from the FLP during the 
decedent’s lifetime were used for the decedent’s benefit. 

(vi) The decedent’s cash and marketable securities transferred to the FLP 
remained untraded and were merely recycled through the partnership. 

(vii) The decedent’s age (88) and her declining health indicated that the 
FLP was funded solely for the purpose of avoiding Federal Estate and 
Gift Taxes. 

f. Judge Laro concluded that IRC §2036(a)(1) applied to include the FLP assets 
(including the assets attributable to the gifts of FLP interests) in the decedent’s 
Estate because there was an implied agreement that the decedent would retain 
the use and enjoyment of the FLP assets.  The factors cited by Judge Laro in 
his rejection of the bona fide sale exception were again cited as the factors 
causing §2036 inclusion. 

g. IRS agents are viewing Rosen’s seven factors as an FLP checklist in audits. 

h. At Heckerling, it was noted that Mary Lou Edelstein of IRS now must 
approve any settlement offer for FLP discounts at the appellate level.  As a 
result, larger discounts may be offered at the audit level than at appeals, 
contrary to past experience. 

2. The Estate of Erickson v. Commissioner, TC Memo 2007-107, involved an FLP 
established by the decedent’s daughter pursuant to a durable power of attorney.  
The decedent was in his 80s and had Alzheimer’s disease when the FLP was 
established. 

a. Substantially all of the decedent’s assets ($2,000,000) were transferred to the 
FLP in exchange for an 86% limited partner interest in the FLP. 

b. Several days prior to the decedent’s death, the decedent’s daughter transferred 
the decedent’s interest in several condominiums to the FLP and made gifts to 
the decedent’s grandchildren which reduced the decedent’s interest in the FLP 
to a 24% limited partner interest. 

c. After the decedent’s death, FLP funds were used to pay a portion of the 
decedent’s Estate and Gift Taxes.  The funds consisted of $123,500 of sale 
proceeds paid to the Estate by the FLP for the purchase of the decedent’s 
home and $104,000 from the redemption by the FLP of a portion of the 
decedent’s partnership interests. 

d. The Tax Court cited the following factors in support of its conclusion that the 
bona fide sale for adequate and full consideration exception to IRC §2036 
(i.e., there was no significant non-tax purpose for the formation of the FLP) 
was not satisfied. 



 

11 

(i) The FLP consisted mainly of passive assets, the investment of which 
did not change after formation. 

(ii) FLP was formed unilaterally by the daughter. 

(iii) The same law firm represented all partners in the FLP. 

(iv) There was a delay in funding the FLP, indicating a failure to respect 
the partnership. 

(v) FLP assets were used to pay Estate Taxes. 

e. Many of the foregoing factors were cited again by the Court in arriving at its 
conclusion that IRC §2036(a)(1) applied to cause inclusion of the FLP assets 
in the decedent’s Estate. 

(i) Although the Court did not mention one factor as being determinative, 
it placed special emphasis on the fact that the partnership provided 
funds for payment of the decedent’s Estate Tax liability. 

(ii) The Court considered the availability of funds to pay Estate Tax as 
being tantamount to personal use of partnership funds. 

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

1. There is a strong possibility that discounts for FLPs holding cash and/or 
marketable securities will be limited by Congress within the next five years.  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 
distributions, such as 3% of the FLP’s net income each year.  This level of 
distribution should not adversely affect valuation discounts. 

3. If the senior generation owns the general partner interest, they may wish to 
consider 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). 

IV. DEFINED VALUE CLAUSES 

A. Succession of McCord v. Commissioner 

1. In Succession of McCord v. Commissioner, 461 F.3d 614 (5th Cir. 2006), the Fifth 
Circuit upheld a defined value clause and reversed the Tax Court’s holding in 
McCord v. Commissioner, 120 TC 358 (2003). 

2. McCord involved gifts by Mr. and Mrs. McCord of their entire interests in an FLP 
to their children, Trusts for their children and two charities. 

a. The defined value gift clause provided that the children and their Trusts were 
to receive portions of the FLP interest with an aggregate fair market value of 
$6,910,933; a symphony was to receive a portion of the gifted interest having 
a fair market value equal to the excess value up to $134,000; and any excess 
over those two amounts was to pass to another public charity. 

b. The defined value clause defined fair market value under the willing 
buyer/willing seller standard. 

c. The non-charitable donees also agreed as a condition of the gift to pay any 
federal or state transfer taxes imposed as a result of the gifts and any Estate 
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Tax resulting from the inclusion of the Gift Tax under §2035 if Mr. and Mrs. 
McCord died within three years of the gifts. 

3. Two months after the assignment of the FLP interests, the donees entered into a 
Confirmation Agreement agreeing to specific percentage amounts that each donee 
would receive based on an appraisal procured by the children’s attorneys.  The 
charities reviewed the appraisal and determined it was not necessary to obtain 
their own separate appraisals. 

a. In the Confirmation Agreement, the charities agreed not to seek judicial 
alteration of the allocation between the donees and waived their right to 
arbitration under the Assignment Agreement. 

b. Three months after the Confirmation Agreement, the FLP redeemed the 
charities’ interests pursuant to an updated appraisal that was also accepted by 
the charities. 

4. At the Tax Court, the parties agreed IRS had the burden of proof.  IRS asserted 
the defined value clause should be disregarded under Procter (Procter, 142 F.2d 
824 (4th Cir. 1944)) and the integrated transaction doctrine.  IRS argued that 
formula clauses are contrary to public policy because they discourage the 
collection of tax by the public officials charged with its collection and that the 
formula clause at issue should also be ignored because it was part of an integrated 
transaction to avoid Gift Taxes. 

a. Judge Foley, the trial judge, found that IRS failed to meet its burden of proof 
under §7491. 

b. The Chief Judge then took the case from Judge Foley retroactively and 
assigned it to Judge Halpern with full court review.  On that same day, Judge 
Halpern filed an opinion for the majority. 

5. The Tax Court held that the effect of the Confirmation Agreement was to 
determine fixed percentages for the donees and that any increase in value in the 
gifted FLP interests must be allocated in accordance with the Confirmation 
Agreement. 

a. The donees’ appraisal had arrived at a value of $89,505 for a 1% interest in 
the FLP, which was further reduced by the Gift Tax liability and the 
actuarially determined §2035 contingent Estate Tax liability.  In its notice of 
deficiency, IRS valued the gift at $171,749 per 1% interest, but at trial its 
expert, Dr. Bajaj, valued a 1% interest at $150,665.  The Tax Court essentially 
split the difference between the taxpayers’ expert and Dr. Bajaj, allowing a 
combined marketability and minority interest of 32%. 

b. Under the Tax Court’s holding, 93.78% of the increase in the value of the FLP 
interests passed to the children and their Trusts pursuant to the Confirmation 
Agreement. 
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6. The Fifth Circuit reversed the Tax Court and upheld the defined value clause and 
the donors’ reported value of the gift.  Richard Covey in his Heckerling materials 
summarized the Fifth Circuit’s holding as follows: 

a. The taxable gift must be determined as of the date of gift under the 
Assignment Agreement and post-gift events, such as the Confirmation 
Agreement, must be ignored. 

b. Under the Assignment Agreement, the non-charitable transfer was $6,919,933 
regardless of whether the value determined for the transferred assets is that of 
the donors, the IRS, or the Tax Court, because any value in excess of that 
amount was given to charity. 

c. The values of the transferred interests by IRS and the Tax Court were 
erroneous as a matter of law and therefore, by default, the donors’ value will 
be adopted. 

7. The Fifth Circuit also accepted the discount for the contingent liability of the 
children and their Trusts to reimburse their parents’ Estates for additional Estate 
Tax attributable to the inclusion of Gift Tax under §2035. 

a. The Fifth Circuit concluded that a willing buyer would take into account the 
contingent liability and that the market value of the liability was sufficiently 
determinable using actuarial factors. 

b. Factors cited by the Court that should be taken into account in arriving at the 
contingent liability included the following: 

(i) the amount of the Gift Tax paid; 

(ii) whether there would be an Estate Tax at the donor’s death; 

(iii) whether §2035 would still operate to include Gift Taxes in the donor’s 
Estate at the donor’s death; 

(iv) what Estate Tax rate would apply; 

(v) what discount rates would apply to determine the present value of the 
liability; and 

(vi) what discount should be applied for determining the actuarial odds that 
a donor would die within three years. 

8. Some commentators have suggested that McCord is weak precedent because the 
Fifth Circuit did not address the Procter policy issues or the integrated transaction 
argument.  Those arguments were waived by IRS on appeals because IRS did not 
raise them in its brief which followed Judge Halpern’s Tax Court opinion.  In 
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addition, the defined value clause did not have to operate as intended in McCord 
because the Fifth Circuit accepted the taxpayers’ valuation as reported. 

a. It is likely the Fifth Circuit would have dismissed the Procter and integrated 
transaction arguments as well. 

b. In its opinion, the Fifth Circuit emphasized the independence of the charitable 
donees and the fact that there were no side agreements or understandings.  The 
lack of collusion between the donors and the charities in McCord would most 
likely have withstood a Procter or integrated transaction attack by IRS. 

c. In addition, the Procter argument is difficult to sustain in light of the many 
“dollar amount” clauses typically used in estate planning for marital and 
charitable bequests, which have long been recognized. 

B. Possible Uses of Defined Value Clauses 

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

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

3. Formula disclaimers. 

4. Limiting a taxable gift and Gift Tax to the amounts reflected on the Gift Tax 
Return. 

C. Possible Alternative Donees 

1. Charity as in McCord. 

2. Zeroed-out GRAT. 

3. Incomplete gift Trust in which the donor retains no interest. 

4. Spouse or Marital Trust. 

V. STRANGER-OWNED LIFE INSURANCE (“SOLI” OR “STOLI”) 

A. Although the features of Soli programs are constantly mutating, the typical 
program involves a loan to an insurance Trust for the payment of premiums 
with the anticipation that the policy will be sold to investors after a period of 
time, typically two years. 

1. The loan is often non-recourse and the interest rate is generally high (often in the 
13% to 18% range), which accrues during the term loan. 

2. There are also generally creation and/or termination fees. 
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3. The Trust has the option at the end of the loan term to keep the insurance and 
repay the loan with interest and other charges, sell the policy to a life settlement 
company and repay the loan or transfer the policy to the lender in full satisfaction 
of the loan. 

B. The Soli program is typically sold to older insureds who are in bad health with 
the incentive that they get “free” insurance for two years and a windfall when 
the policy is sold to outside investors. 

1. During the two-year free insurance period, IRS may treat the arrangement as split-
dollar insurance with annual reportable income to the insured and a gift to the 
Trust determined either under the economic benefit or the loan regime for each 
year a death benefit is provided until the loan is repaid. 

a. The Treasury Regulations define a split-dollar arrangement as any 
arrangement between an owner of a life insurance policy and a non-owner 
under which either party pays part or all of the premiums, and the party 
paying the premiums is entitled to recover all or a part of the premiums from 
the proceeds of the life insurance contract or such recovery is secured by the 
contract. 

2. If the Trust decides to retain the policy and repay the loan, there should be no 
adverse tax consequences.  However, due to the large premiums and costs 
attendant to the loan, this alternative will not be feasible in most cases. 

3. If the Trust surrenders the policy to the lender, the transfer would be treated as a 
sale of the policy for the loan balance. 

a. The amount realized would most likely be the principal amount of the loan 
plus accrued interest.  The gain would be measured by the difference between 
the total debt and liabilities relieved and the Trust’s basis in the policy.  It is 
possible IRS would take the position that the basis in the policy must be 
reduced by the cost of the insurance. 

b. It is uncertain whether the gain would be ordinary income or capital gain to 
the Trust.  The general rule would be that the gain is ordinary up to the cash 
surrender value and then capital gain for any excess received. 

c. It is uncertain whether IRS would look through the Trust to the 
insured/grantor if the Trust has insufficient cash to pay the tax liability. 

4. If the Trustee sells the policy to a life settlement company, the same analysis 
would apply.  In this alternative, the Trust presumably would have cash to pay the 
tax liability. 
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C. Recent Developments 

1. On January 9, 2006, the Office of General Counsel of the New York State 
Department of Insurance issued an opinion that so-called “free insurance” was not 
insurance; that there was no insurable interest despite the two-year holding 
period; and that the transaction is not permissible under New York insurance law. 

2. On July 5, 2006, New York Life and Annuity Corporation issued a rescission 
notice to a Trustee of an irrevocable life insurance Trust (“ILIT”).  New York 
Life stated that the policy was issued in its belief that the policy was for the 
benefit of the insured’s family, not the speculative investment goals of unrelated 
third parties. 

a. The case is scheduled for trial in the Supreme Court of New York, County of 
New York. 

b. New York Life has also confirmed that it has fired an undisclosed number of 
its agents for selling investor-owned life insurance policies and has rescinded 
those policies. 

3. On July 10, 2006, the Utah Insurance Commissioner issued Bulletin 2006-03 
reminding all insurance carriers of the insurable interest requirement and 
clarifying that “to determine if an insurable interest exists, the department will 
look at the entire transaction and will not limit its review to only that part of the 
transaction that relates to applying for the life insurance policy.” 

a. The Commissioner went on to state that the third party investor “has no 
insurable interest in the person insured because a lawful and substantial 
interest does not exist in having the life of the insured continue; in fact, there 
is a substantial interest in not having the life of the person to continue.” 

4. Louisiana Insurance Department Bulletin 06-05 states that tactics designed to 
create and place life insurance in the hands of stranger-investors “may, depending 
on the facts, violate some or all of the following Louisiana Insurance Code 
provisions, or other Louisiana statutes or jurisprudence, including, but not limited 
to: insurable interest; prohibition on wager policies; rebating; prohibition on “wet 
ink” life settlements; premium finance; usury.” 

5. Changes have been proposed to the Viatical Settlements Model Act that would 
require disclosure to the insurer of any plan to originate, renew, continue or 
finance a life insurance policy for the purpose of engaging in the business of 
viatical settlements at any time prior to, or during the first five years after, the 
policy is issued. 
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VI. GRANTOR RETAINED ANNUITY TRUSTS (“GRATS”) 

A. Revocable Spousal Interest GRATs 

1. In Focardi v. Commissioner, TC Memo 2006-56 (2006), the Tax Court followed 
its holding in Cook v. Commissioner, 115 TC 15 (2000), aff’d, 269 F.3d 854 (7th 
Cir. 2001), and held that a spouse’s contingent revocable interest in a series of 
four GRATs was not a qualified annuity interest. 

a. As in Cook, the Tax Court held that a revocable secondary spousal annuity is 
not a qualified annuity if it commences only if the Grantor dies during the 
original retained annuity term. 

b. The Tax Court refused to follow the Ninth Circuit’s holding in Schott v. 
Commissioner, 319 F.3d 1203 (9th Cir. 2003), which distinguished the 
annuity in Cook because it was contingent on the spouses being married when 
the secondary annuity commenced.  The GRATs in Focardi did not contain 
any such requirement. 

2. Richard Covey’s Parallel Revocable Spousal Interest GRATs do not run afoul of 
the Tax Court’s decisions in Cook and Focardi. 

a. Husband and wife each create a GRAT providing for annuity payments to be 
paid to the Grantor until the first to occur of the Grantor’s death or the 
expiration of the term. 

b. After the expiration of the initial annuity term (typically a short term of two 
years or so), the GRAT continues for the Grantor’s spouse for a longer 
secondary annuity term (for example, 20 years) which continues until the first 
to occur of the spouse’s death or the expiration of the term. 

c. The Grantor must retain the right to revoke the spouse’s annuity interest at the 
inception of the GRAT and the right of revocation must continue until the 
Grantor’s death or the earlier expiration of the secondary annuity interest in 
order to avoid a taxable gift to the spouse which would not qualify for the 
Marital Deduction. 

d. Treasury Regulation §25.2702-3(e), Example 8, involves a power of 
revocation which expires when the secondary annuity interest commences.  
Richard Covey does not believe that is a requirement because it would result 
in a taxable gift to the spouse contrary to the purpose of the regulation—to 
allow the gift to the GRAT to be reduced by the value of the secondary 
spousal annuity. 

e. Richard Covey’s Revocable Spousal Interest GRAT would work well if one 
spouse is in poor health but whose death is not imminent for purposes of IRS 
§7520 and the actuarial tables. 
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(i) The healthy spouse would create the GRAT and retain an annuity for 
an initial short annuity term (e.g., two years), retaining the right to 
revoke the secondary annuity interest. 

(ii) After the first to occur of the expiration of the Grantor’s retained 
annuity term or the Grantor’s death, the annuity continues for the 
spouse for the balance of the initial annuity term (if the Grantor fails to 
survive the term) and then continues for the spouse for his or her life. 

(iii) The taxable gift will be reduced by the Grantor’s retained interest in 
the initial two-year annuity and by the ill spouse’s secondary life 
interest based on his or her life expectancy. 

(iv) The GRAT will be “successful” so long as the Grantor survives the 
initial two-year annuity period. 

B. GRAT—Marital Deduction 

1. To qualify a Walton GRAT for the Marital Deduction if the Grantor dies during 
the annuity term, the greater of the net income or the scheduled annuity payments 
must be paid to the Grantor’s Estate for the balance of the term and the Estate 
must pay the GRAT income (or alternatively, the annuity payment including any 
excess income) to the surviving spouse. 

2. If the excess annuity payment over the net income is not paid to the surviving 
spouse, it must be distributed to a Trust that qualifies for the Marital Deduction. 

3. At the expiration of the annuity term, the GRAT remainder must either be paid to 
the surviving spouse or held in a Trust that qualifies for the Marital Deduction. 

a. The GRAT remainder should not revert to the Grantor’s Estate after the term 
because IRS might view the annuity payments made to the Estate combined 
with the distribution of the remainder to the Estate as a reversion in violation 
of the Walton regulations. 

C. Short-Term Zeroed GRATs 

1. In TAM 200245053 issued after Walton, IRS stated that a formula zeroed-out 
GRAT may violate public policy under Procter because a valuation adjustment 
will not result in any Gift Tax. 

2. IRS’ ruling policy is that it will not issue a private letter ruling on whether a 
GRAT is a qualified annuity interest unless the GRAT has a remainder interest of 
at least 10%. 

3. Jonathan Blattmachr at the Heckerling Institute suggested adding formula 
language to GRATs to adjust the annuity and the fixed term to the remainder 
interest and duration that may legally be required for a qualified annuity interest. 



 

20 

a. For example, the fixed percentage of the annuity amount shall be that 
percentage that will produce a taxable gift equal to the greater of (i) [the value 
of the remainder as contemplated under the instrument] or (ii) “the smallest 
amount such that the annuity amount will constitute a qualified annuity 
interest within the meaning of Internal Revenue Code §2702(b)(1) and Treas. 
Reg. §25.2702-3(b)(1).” 

b. For example, the fixed term shall commence on the Funding Date and end on 
(i) [the anniversary date contemplated under the instrument] or (ii) “such later 
anniversary of the Funding Date as shall be necessary in order that the 
Annuity Amount shall constitute a qualified annuity interest within the 
meaning of Internal Revenue Code §2702(b)(1) and Treas. Reg. §25.2702-
3(b)(1).” 

c. Clearly, if you adopt one approach, you must use both approaches. 

d. Richard Covey dismisses Blattmachr’s concerns as “ultra-conservative” 
because nothing in §2702 or in the regulations supports disqualification of a 
two-year zeroed-out GRAT. 

e. Richard Covey also reminds us that the GRATs in Walton were two-year 
GRATs. 

4. Blattmachr also addressed at Heckerling the GRAT concerns raised by 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. 

a. In Atkinson, a charitable remainder Trust was disqualified ab initio because it 
was administered improperly.  Blattmachr believes there is real risk that the 
same result would occur if a GRAT annuity is not paid in accordance with the 
regulations. 

b. Blattmachr suggests 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 from Trustee to agent for the Grantor with respect to 
any annuity amounts due and owing. 

c. Richard Covey dismisses these disqualification concerns absent an 
understanding prior to the GRAT’s creation that the 105-day payment period 
would not be followed. 

VII. VALUATION 

A. Inconsistent Valuations 

1. PLR 200648028 involved different valuations of closely-held stock for Federal 
Estate Tax purposes and charitable deduction purposes. 
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a. The decedent owned a minority interest in a closely-held business at his death, 
but an irrevocable Trust he had established which also held stock in the 
business was included in his Estate under IRC §2036 and/or IRC §2038.  The 
combined stock holdings were treated as a single controlling position in the 
business and valued accordingly with no minority interest discount. 

b. In contrast to Mellinger v. Commissioner, 112 TC 26 (1999), which involved 
a QTIP Marital Trust, the decedent retained the beneficial enjoyment of the 
Trust principal and retained the right to designate who would receive the 
remainder interest. 

c. Citing Estate of Chenoweth v. Commissioner, 88 TC 1577 (1987), IRS ruled 
that the block of stock passing to charity from the decedent’s Estate must 
carry a minority interest discount even though the stock was valued as a 
controlling interest in the Estate due to the inclusion of the stock held in the 
irrevocable Trust. 

B. Marital Settlement Agreement 

1. In Estate of Henson v. United States, 99 AFTR 2d 2007-1212 (S.D.N.Y. 2007), 
the U.S. District Court for the Southern District of New York refused to reduce 
the value of a decedent’s interest in a closely-held company by amounts due 
under a marital settlement agreement. 

a. In 1987, the decedent’s divorce decree required that one-third of his stock be 
placed into escrow to secure his payments to his ex-wife through 1996 and to 
allow the ex-wife to participate in any sales proceeds due to a sale or merger.  
The decedent died in 1990. 

b. After the decedent’s death, the stock remained in escrow until 2000, when the 
decedent’s children paid the ex-wife 10.6 million dollars to release the Estate 
from the escrow arrangement so that the company could be sold. 

c. In 2002, the Estate filed for a refund of $4,100,000 in Estate Taxes, arguing 
that the Estate was entitled to a deduction under IRC §2053 because the ex-
wife had a valid claim against the Estate equal to the value of the settlement 
agreement.  The Estate also asserted that if no deduction was allowed, the 
value of the stock should be reduced to reflect the settlement agreement. 

d. The District Court held that no §2053 deduction was available to the Estate 
because the Estate did not own the shares at the time of the sale.  The stock 
had been distributed to the decedent’s children and as a consequence, no valid 
claim for a share of the proceeds existed against the Estate. 
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VIII. MISCELLANEOUS DEVELOPMENTS 

A. Generation-Skipping Transfer Tax 

1. Gerson Case.  Transfer to decedent’s grandchildren where decedent exercised 
general power of appointment was subject to generation-skipping transfer tax 
(Estate of Gerson v. Commissioner, 127, TC No. 16). 

a. Issue.  The sole issue in the case centered on the validity of Treas. Reg. 
26.2601-1(b)(1)(i).  That regulation provides that a transfer of property 
pursuant to the exercise, release or lapse of a general power of appointment 
that is treated as a taxable transfer under Federal Estate and/or Gift Tax 
provisions is not a “transfer under a trust” that is eligible for transitional relief 
from the GST tax under IRC §1433(b)(2)(A). 

b. Facts.  Benjamin Gerson died on July 22, 1973.  Pursuant to the terms of the 
BENJAMIN GERSON TRUST, a Marital Trust was created for the benefit of 
Mr. Gerson’s wife, Eleanor Gerson, which granted her a general power of 
appointment over the assets held in the Marital Trust.  Eleanor Gerson died on 
October 20, 2000 and pursuant to her Last Will and Testament, she exercised 
her power of appointment over the assets held in the Marital Trust and 
directed the assets held in the Marital Trust to be distributed to a 
Grandchildren’s Trust which was to be created under her Revocable Trust.  
Under the terms of the GRANDCHILDRENS TRUST, the Trust corpus was 
to be divided into five equal shares for each of her grandchildren.  Two of the 
decedent’s grandchild received their share outright and the other three shares 
were held in trust for their respective benefit, to be transferred outright to such 
grandchild upon the earlier of the grandchild’s reaching the age of 40 or the 
21st anniversary of the decedent’s death less one day. 

c. Background Regarding GST Tax.  GST tax applies to any generation-skipping 
transfer made after October 22, 1986.  However, there are special transitional 
rules or “grandfathered” provisions excepting certain transfers from the reach 
of the GST tax.  Specifically, IRC §1433(b)(2)(A) provides that the GST tax 
shall not apply to any generation-skipping transfer under a trust which was 
irrevocable on September 25, 1985 but only to the extent that such transfer is 
not made out of corpus added to the trust after September 25, 1985. 

d. Case Law.  Before Treas. Reg. 26.2601-1(b)(1)(i) was promulgated, several 
cases opined on the applicability of the transitional or effective date 
provisions of IRC §1433(b)(2)(A). 

(i) Peterson Marital Trust v. Commissioner, 103 TC 790 (1994).  The 
Court found that a regulation was valid which provided that the lapse 
of a general power of appointment resulted in a constructive addition 
to a Trust after the effective date of the GST tax. 
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(a) In Peterson, a Marital Trust was created which granted the 
decedent’s surviving spouse a general power of appointment.  In 
default of the general power of appointment, the assets were to be 
distributed to the decedent’s grandchildren.  Upon the death of the 
surviving spouse, the assets were distributed to the decedent’s 
grandchildren because the surviving spouse did not exercise her 
power of appointment. 

(b) The Court held that the temporary regulation which was in effect 
which established that a lapse of a general power of appointment 
would result in a constructive addition to a trust was a reasonable 
and valid interpretation of IRC §1433(b)(2)(A) and the transfers to 
the grandchildren were subject to GST tax. 

(ii) Simpson v. United States, 183 F.3d 812 (8th Cir. 1999).  Facts of this 
case were nearly identical to the Gerson facts.  The Court held a 
transfer to grandchildren pursuant to the exercise of a general power of 
appointment was eligible for relief from GST tax under IRC 
§1433(b)(2)(A). 

(a) The Court of Appeals distinguished Peterson in two ways.  First, 
Peterson dealt with the lapse of a power of appointment as 
opposed to the exercise of a general power of appointment.  
Second, the Commissioner had relied upon a temporary Regulation 
where there was no regulation applicable to the transfer in dispute 
in the Simpson case. 

(iii) Bachler v. United States, 281 F.3d 1078 (9th Cir. 2002).  Another case 
with facts nearly identical to Gerson and which followed Simpson. 

e. Gerson Holding.  The Secretary promulgated Treas. Reg. 26.2601-1(b)(1)(i) 
after the Commissioner received an adverse decision in Simpson.  In sum, 
Treas. Reg. 26.2601-1(b)(1)(i) recites the general transitional rule set forth in 
IRC §1433(b)(2)(A) and excepts from the rule a transfer of property pursuant 
to the exercise, release or lapse of a general power of appointment if that 
transfer is treated as a taxable transfer by the power holder for purposes of 
Federal Estate or Gift Taxes. 

(i) In Gerson, the Court said that IRC §1433(b)(2)(A) does not define the 
phrase “transfer under trust,” so Congress has not directly spoken on 
the proper treatment under the GST tax effective date provisions of 
transfers effected pursuant to the exercise, release or lapse of a general 
power of appointment. 

(ii) In finding the Treas. Reg. valid, the Court found that the Treas. Reg. 
ensures that general power of appointments are uniformly treated as 
the equivalent of outright ownership by the power holder. 
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2. Trust Severances Addressed in Final and Proposed GST Regulations.  On 
August 24, 2004, IRS published rules under IRC §2642(a)(3) regarding the 
qualified severance of a trust for GST tax purposes.  After consideration of all 
comments, IRS issued final regulations and contemporaneously issued additional 
proposed regulations in order to respond to certain comments that, in their 
opinion, merit further consideration. 

a. The final regulations, effective August 2, 2007, reflect these important 
modifications to the proposed regulations issued on August 24, 2004: 

(i) The final regulations do not supersede §26.2654-1(b).  The proposed 
regulations described in more detail below deal specifically with this 
issue. 

(ii) The regulations continue to require that the words “Qualified 
Severance” be stamped on the top of Form 706, but no longer require 
the use of red ink.  (Reg. §26.2642-6(e)) 

(iii) The non-pro rata funding of trusts resulting from a qualified severance 
must be achieved by applying the appropriate fraction or percentage to 
the total value of the trust assets as of the “date of severance” which is 
defined as the date selected for determining the value of the trust assets 
provided funding is commenced immediately and occurs within a 
“reasonable time” (the proposed regulations had used the “date of 
funding” instead).  (Reg. §26.2642-6(d)) 

(a) “Reasonable time” may differ depending up on the type of assets 
involved, but in no event may be more than 90 days. 

(iv) The regulations address the treatment of a trust that was irrevocable on 
September 25, 1985, but with respect to which an addition is made 
after that date, providing that the trust is deemed to consist of two 
portions, one not subject to GST tax (non-Chapter 13 portion) with an 
inclusion ratio of zero and one subject to GST tax (Chapter 13 portion) 
with an inclusion to be determined under §2642.  (Reg. §26.2642-6(g)) 

(v) Reporting of a severance is no longer required for qualified severance 
status, but each severance should be reported to ensure GST code 
provisions are properly applied with respect to the trusts.  (TD 9348, 
08/01/2007) 

(vi) The final regulations make clear that if the qualified severance itself 
results in a GST taxable event, the taxable event is treated as occurring 
immediately after the severance.  As a result, if the resulting trust that 
is a skip-person is also the trust that has a zero inclusion ratio, then no 
GST tax will be owed since the taxable event will occur after the 
severance.  (Reg. §26.2642-6(f)).  An example has been added 
illustrating this principle.  (Reg. §26.2642-6(j), Ex. 8) 
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(vii) Finally, an example has been added with respect to qualified severance 
rules for a trust where the beneficiary is granted a contingent 
testamentary general power of appointment that is dependent upon the 
trust’s inclusion ratio.  (Reg. §26.2642-6(j), Ex. 10) 

b. Proposed Regulations (REG 128843-05).  In response to the comments made 
with respect to the notice of proposed rulemaking under §2642(a)(3), IRS 
proposed the following regulations: 

(i) Trusts resulting from a severance that do not meet the requirements of 
a qualified severance nevertheless will be treated, after the severance, 
as separate trusts for GST tax purposes, provided that the resulting 
trusts are recognized as separate trusts under applicable state law.  
Because the severance is not a qualified severance, each such resulting 
trust will have the same inclusion ratio immediately after the severance 
as the original trust immediately before the severance.  Nevertheless, 
GST tax exemption allocated after the severance may be separately 
allocated to one or more of the resulting trusts, and the trusts will 
otherwise be treated as separate trusts for GST tax purposes.  An 
example of a non-qualified severance is added to the regulations. 

(ii) The proposed regulations revise §26.2654-1(a)(1)(i) and (a)(5), 
Example 8, to make it clear that §26.2654-1(b) has not been 
superseded by the final regulations discussed above. 

(iii) A trust with an inclusion ratio between zero and one may be severed in 
a qualified severance into more than two resulting trusts.  One or more 
of the resulting trusts in the aggregate must receive that fractional 
share of the total value of the original trust as of the date of severance 
that is equal to the applicable fraction used to determine the inclusion 
ratio of the original trust immediately before the severance.  The trust 
or trusts receiving such fractional share shall have an inclusion ratio of 
zero, and each of the other resulting trust or trusts shall have an 
inclusion ratio of one.  Further, the trustee may designate the 
beneficiary of each separate resulting trust, provided that the 
designation results in each beneficiary having the same beneficial 
interest (within the meaning of §26.2642-6(d)(5)) after the severance 
as that beneficiary had in the original trust corpus.  An example is also 
added to the regulations. 

(iv) Finally, the proposed regulations clarify that no discounts or other 
reductions from the value of an asset owned by the original trust, 
arising by reason of the division on a non-pro rata basis of the original 
trust’s interest in the asset between or among the resulting trusts, are 
permitted in funding the resulting trusts.  Instead, solely for funding 
purposes, each resulting trust’s interest in the stock of a closely-held 
corporation, partnership interest, or other single asset must be valued 
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by multiplying the fair market value of the asset held in the original 
trust as of the date of severance by the fractional or percentage interest 
in that asset being distributed to that resulting trust. 

B. Taxation on the Exchange of Property for an Annuity Contract 

1. Prop. Treas. Reg. §1.72-6(e) and 1001-1(J) provide guidance on the taxation of 
the exchange of property for an annuity contract.  The Regulations were issued in 
response to taxpayers inappropriately avoiding or deferring gain on the exchange 
of highly-appreciated property for the issuance of annuity contracts. 

a. The proposed Regulations provide that if an annuity contract is received in 
exchange for property (other than money): 

(i) the amount realized attributable to the annuity is the fair market value 
(as determined under §7520) of the annuity contract at the time of the 
exchange. 

(ii) the entire amount of the gain or loss, if any, is recognized at the time 
of the exchange, regardless of the taxpayer’s method of accounting. 

(iii) the aggregate amount of premiums or other consideration paid for the 
annuity contract equals the amount realized attributable to the annuity 
contract for purposes of determining the initial investment in the 
annuity contract. 

b. The proposed Regulations do not distinguish between secured and unsecured 
annuity contracts or between annuity contracts issued by an insurance 
company subject to tax under subchapter L and those issued by a taxpayer that 
is not an insurance company. 

c. The proposed Regulations provide a single set of rules that leave the transferor 
and transferee in the same position before tax as if the transferor had sold the 
property for cash and used the property to purchase an annuity contract. 

d. The proposed Regulations would be generally effective for exchanges of 
property for annuity contracts after October 18, 2006.  The effective date is 
delayed six months for transactions in which: 

(i) the issuer of the annuity contract is an individual; 

(ii) the obligations are not secured, either directly or indirectly; and 

(iii) the property transferred in the exchange is not subsequently sold or 
otherwise disposed of by the transferee during the two-year period 
beginning on the date of the exchange. 
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