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I NTRODUCT! ON

Thepast 12 nont hs have w tnessed substantial changes in the estate, gift
and generation-skipping transfer taxes and in the incone tax laws relating to
est at e pl anni ng.

This outline sunmarizes the |egislation, regulations, revenue rulings and
procedures, regul ar decisions of the Tax Court, the Clainms Court and the courts
of appeals, as well as selected district court and Tax Court menorandum
deci sions, private rulings, notices, announcenments and other IRS and Treasury
docunents fromthe past year. Because of publication deadlines, this outline
i ncl udes only those devel opnents reported publicly from Cctober 1, 2005 through
Novenber 17, 2006.

This outline is divided into five categories of tax devel opnments: (1)
estate taxes, (2) gift taxes, (3) generation-skipping transfer taxes, (4)
speci al valuation rules, and (5) incone taxes.

Each category is divided generally by Internal Revenue Code section
except that special consolidated di scussion exam ne the various devel opnments
relating to the taxation of fam |y hol ding conmpani es (corporations, limted
partnerships, and limted liability conmpanies), and charitable renmai nder
trusts.

There are al so two additional sections, "Qther Inportant Devel opnents”
and "Selected Attachments." The forner includes discussions of several other
i mportant estate planning devel opnments that affect tax planning, but that may
not fit easily into any other category. The latter includes sanple forns
illustrating sone of the planning techniques discussed in this outline.

ESTATE TAXES
CODE SECTI ON 2001. ESTATE TAX REPEAL AND RATES
ESTATE TAX REPEAL FAILS I N SENATE, REFORM RESTARTS I N THE HOUSE

H R 8, 109th Cong., 2d Sess. (Senate Coture Failed, June 8, 2006); H R
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5638, 109th Cong., 2d Sess. (Passed House of Representatives, June 22, 2006);
H R 5970, 109th Cong., 2d Sess. (Passed House of Representatives, July 27,
2006; Senate Cloture Failed, Aug. 3, 2006); S. 3626, 109th Cong., 2d Sess.
(June 28, 2006)

HR 8 On April 13, 2006, the House of Representatives passed HR 8, a
bill that would make permanent the repeal of the estate and GST taxes on
January 1, 2010. The bill, known as the Death Tax Repeal Pernmanency Act of
2005, passed by a vote of 272 to 162. The bill failed a cloture vote in the
Senate, that would have led to a vote on outright repeal. The cloture vote
failed to garner the needed 60 votes in the Senate, on June 8, 2006, falling
just three votes short.

Kyl Proposal. Sen. Jon Kyl (R Ariz.), the author of the Senate version of
the Death Tax Repeal Pernmanency Act of 2005 (S. 420), has proposed a reform
t hat woul d incl ude:

* Imrediately increasing in the unified credit to the equivalent of a $5
mllion exclusion

* Indexing of the unified credit for inflation after 2010;

* Reducing the estate and GST tax rates (not the gift tax rate) to a
flat 15% on January 1, 2010

e Elimnating the January 1, 2010 repeal and the January 1, 2011 revival
of the estate and GST taxes; and

* Retaining the present basis step-up rules.

H R 5638. Wirking with Senator Bill Frist (R Tenn.), Representative Bil
Thomas (R-Cal.), chairnan of the Conmittee on Ways and Means, introduced H R
5638, which would reformthe estate tax. H R 5638, as amended before it
passed the House, includes the followi ng proposed changes, all of which would
be effective January 1, 2010:

* Increasing the unified credit to the equivalent of a $5 nmillion
excl usi on;

* Reunifying the estate and gift tax exenptions, so that the unified
credit provides a $5 mllion exenption for both taxes (as well as a $5 mllion
GST exenption);

* Indexing the unified credit for inflation

* Reducing the estate and gift tax rates to the top capital gains tax
rate (currently 15% to increase to 20% January 1, 2010) on estates between $5
mllion and $25 nmillion, and twice that rate on estates above $25 nmillion
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» Permtting the executor of the estate of a deceased spouse to elect to
gi ve any unused applicabl e exclusion anpbunt to the surviving spouse (usable for
gift and estate tax purposes, but not for GST tax purposes);

* Elimnating the schedul ed repeal of the estate and GST taxes;
* Retaining the present basis step-up rules; and

* Repealing the state death tax deduction

The bill passed the House of Representatives on June 22, 2006, by a vote
of 269-156, but was unable to get support of the required 60 Senators needed to
pass the bill in the Senate, and was not actually put to a vote there.

H R 5970. On July 28, 2006, the House of Representatives passed H R
5970, which conbined estate tax reformwith an increase in the mni rumwage and
t he extension of several expiring deductions and credits. This estate tax
reformbill was quite simlar to H R 5638, but it phased in the increased
unified credit and the top tax rate over six years, and indexed the top tax
rate for inflation. H R 5970 included the followi ng proposed changes, which
woul d be effective January 1, 2010, except as noted:

* Increasing the unified credit to the equivalent of a $5 nmillion
excl usion, phased in as follows:

ee $3.75 million in 2010;

e $4 nmillion in 2011

ee $4.25 million in 2012;

ee $4.5 nmllion in 2013;

e $4.75 mllion in 2014; and
ee $5 nmillion after 2014;

* Reunifying the estate and gift tax exenptions, so that increased unified
credit applies to the estate, gift and GST taxes;

 Indexing the unified credit and GST exenption for inflation after 2014;

* Reducing the estate and gift tax rates to the top capital gains tax
rate (currently 15% increasing to 20% January 1, 2010) on estates between $5
mllion and $25 nmillion, and twice that rate on estates above $25 mllion. The
30% top rate was phased-in as foll ows;

e 40%in 2010

ee 38%in 2011;
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ee 36%in 2012;

e 34%in 2013;

ee 32%in 2014; and
e 30% after 2014.

* Indexing the $5 mllion definition of the top rate bracket for inflation
after 2014;

e Reducing the GST tax rate to the sane as the top estate tax rate, as
phased-i n;

e Permitting the executor of the estate of a deceased spouse to elect to
gi ve any unused applicabl e exclusion anpbunt to the surviving spouse (usable for
gift and estate tax purposes, but not for GST tax purposes);

* Repealing the state death tax deduction in 2010;

e Maki ng pernanent the 2001 Act (EGTRRA) provision (as nodified by Section
411 of the Job Creation and Worker Assistance Act of 2002) under which certain
transfers in trust are treated as transfers of property by gift, unless the
trust is treated as wholly owned by the donor or the donor's spouse under the
grantor trust rules;

» Elimnating the schedul ed repeal of the estate and GST taxes; and

* Retaining the present basis step-up rules.

The bill passed the House of Representatives on July 28, 2006, by a vote
of 230 to 180, but on August 3, 2006, received only 56 votes in the Senate,
failing to pass a cloture vote (to cut off debate.) The Joint Conmittee on
Taxation estimated that this bill would have reduced tax revenues by $267.6
billion per year, when fully phased-in

It should be noted that the spouse-to-spouse portable unused applicable
excl usi on amount was not indexed and that the surviving spouse could take
advant age of a carryover of unused applicabl e exclusion ampunts from nore than
one predeceasi ng spouse, but not nmore than a total of $5 million. Also, the
carried-over exenption was not available for GST exenption purposes.

O her Proposals. On June 27, 2006, Senator Mary Landrieu (D-La.), one of
the swing votes that the Republicans hoped to obtain in support of H R 5638,
i ntroduced her own conprom se proposal, S. 3626, which included the follow ng
changes:

* Increasing the unified credit to the equivalent of a $5 mllion
excl usi on;
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* Reunifying the estate and gift tax exenptions, so that the unified
credit provides a $5 mllion exenption for both taxes (as well as a $5 million
GST exenption);

* Indexing the unified credit for inflation after 2010;

* Reducing the estate, gift and GST tax rates to 35%for estates over $5
mllion;

» Five percent surtax on estates over $100 mllion and under $200 mllion,
then flat 35%t ax;

« $2.5 mllion additional Qualified Fam |y Oamed Business |nterest
deducti on.

Senat or Max Baucus (D Montana), ranking Denocrat on the Senate Finance
Conmittee, is known to have circul ated among key Senators an alternate reform
proposal, coupling a $3.5 nmillion exenption with tax rates of 15% on estates
between $3.5 mllion and $5 nmillion, 25%on estates between $5 million and $10
mllion, and 35%on estates over $10 million. Senator Chuck Grassley (R-1daho)
is said to have circulated a reform proposal that included a $5 mllion
exenption, a 15%rate up to $30 nmillion and a 30% rate above $30 mllion.

Not e. See Staff of the Joint Committee on Taxation, 101st Cong., 2d
Sess., "Technical Explanation of H R 5638, The 'Permanent Estate Tax Reli ef
Act of 2006' As Introduced in the House on June 19, 2006," (6/20/06) (Committee
Print); Staff of the Joint Committee on Taxation, 101st Cong., 2d Sess.,
"Techni cal Explanation of H R 5970 The "Estate Tax And Extension O Tax Reli ef
Act OF 2006 ("ETETRA")" As Introduced In The House On July 28, 2006" (7/28/06)
(Committee Print). See also Noto, "lndexing the Estate Tax Exenption for
Inflation" Cong. Res. Serv. Rpt. No. RL33501 (6/29/06).

CODE 882031, 2032, 2032A AND 7520. VALUATI ON
TAX COURT VALUATI ON AND FRAUD PENALTY FOR RARE CO NS AFFI RVED

Trompeter Est. v. Conr., 170 Fed. Appx. 484 (9th GCr. 3/13/06), aff'g,
T.C. Menmp 2004-27, on remid from279 F.3d 767 (9th Cr. 2002), vac'g & rem ¢
T.C. Menmp 1998-35. Enanuel owned the stock of a valuable privately-held
corporation that, anmong other things, nade conponents for air-to-ground
m ssiles. Emanuel sold a controlling interest in the corporation to a hol ding
conpany for $28 mllion in cash and 3,000 shares of a new y-issued class of
preferred stock. The decedent's two daughters becane coexecutors of his estate,
replacing a longtine attorney and accountant, and assisted in preparing the
estate tax return. The executors valued the gross estate at $26.4 mllion and
the taxable estate at $12 million. The IRS claimed the om ssion of $14 nmillion
in di anonds, jewels, gens, art and artifacts, and the underval uation of the
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estate, including rare coins that had been consigned for auction, and the
preferred stock, by $22.8 nmillion. The underval uati ons had been made by the
estate's new accountant, who had not been inforned of nuch hi gher appraisals
t hat had been earlier obtained.

The Tax Court (Judge Laro) determ ned that various assets had been
omitted, determined the value of certain rare coins, determ ned the val ue of
the preferred stock and sustained the inposition of a civil fraud penalty.
Tronpeter Est. v. Conr., T.C Meno 1998-35, supplenented 111 T.C 57 (1998).

The Ninth Circuit vacated the decision of the Tax Court and renanded the
case for further consideration, finding that the Tax Court had not sufficiently
expl ai ned the basis for its ruling on the omtted assets and its rationale for
val uing the preferred stock

On remand, the Tax Court redetermnined the value of the onmtted and
underval ued coins, rejecting the IRS presunption that the auction price of an
item of tangi ble personal property could be its retail sales price, because
jewel ry and genstones are not frequently obtai ned by nmenbers of general public
at public auction, and auction prices did not reflect comm ssions that woul d
have been paid by buyers. The court also set the discount rate for valuing the
preferred stock at 12.5% to account for risk that stock would be redeened at
| esser than agreed anobunt. The court also sustained the civil fraud penalty
because of the onmitted and underval ued assets.

The Ninth Circuit, in a brief opinion, affirmed the Tax Court, other
than one factual conclusion regardi ng unreported coins.

VWHEN DOES A BUY- SELL AGREEMENT FI X ESTATE TAX VALUES UNDER 882031 AND 27037 --
I NQUI RENG M NDS WANT TO KNOW

Bl ount Est. v. Conmr., 438 F.3d 1338 (11th Cr. 10/31/05), aff'g in part,
revig in part, T.C. Meno 2004-116; Amie Est. v. Conr., T.C. Menop 2006-76
(4/17/06); Smth v. U S., 2005 W 3021918, 96 AFTR2d 2005-6549 (WD. Pa.

7/ 22/ 05), request for new trial denied, 2006 W. 1984646, 98 AFTR2d 2006- 5402
(WD. Pa. 7/13/06) (slip opinion)

Bl ount Est. WIliamBlount and his brother-in-law, James Jennings, each
owned 50% of the outstanding shares of a closely-held corporation. 1In 1981
WIlliam the corporation and Janes entered into a buy-sell agreenent
restricting transfers of the corporation's stock, both during the sharehol ders
lifetimes and at death. Lifetine transfers required the consent of the other
sharehol ders. At death, a shareholder's estate was required to sell, and the
corporation was required to buy, the deceased sharehol der's shares at a price
set in the agreenent. The agreenent further provided that it could be nodified
only by the witten consent of the parties, but it did not define "parties" or
contai n any nechani smfor adding parties. The corporation bought insurance
policies to conply with the agreenent, and started an enpl oyee stock ownership
program (ESOP), and val uations were nade by a third party to facilitate the
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purchases. In January 1996, Janes died, owning 46% of corporation's

out standi ng shares. The corporation received $3 mllion fromthe insurance
proceeds and paid a little less than that figure to Wlliams estate. WIIiam
at that tine, owned a controlling interest in the corporation. |n 1996,

wi t hout obtaining the ESOP's consent, WIIliamand the corporation nodified the
agreenent, changing the price and ternms under which the corporation would buy
WIlliams shares at his death, and (al beit anbi guously) |eaving unchanged the
provision requiring the consent of other shareholders for lifetinme transfers.
The nodified price was substantially below the price that wul d have been
payabl e pursuant to the unnodified agreement. WIlliamdied in 1997, owning
approxi mately 83% of the corporation's shares. The corporation bought his
stock for $4 mllion. The estate valued the stock at $4 mllion, and the IRS
di sagreed and assessed a deficiency based on a $7.9 mllion valuation

The Tax Court (Judge Gale) held that the nodified agreenent is disregarded
for purposes of determning the value of WIlliams shares for Federal estate
tax purposes because he had the unilateral ability to nodify the agreenent,
rendering the agreement not binding during his lifetime, as required by Regs.
Section 20.2031-2(h). The court noted that WIlliamdid not obtain the consent
of the only other shareholder (the ESOP), in connection with the 1981
nodi fication, denmonstrating that he and the corporation did not believe that
the ESOP's consent was required. The court also held that Section 2703 applied
to the nodified agreenent, even though the original agreenment was executed
before the 1990 effective date, because the 1996 nodification, which occurred
after the effective date, was a substantial nodification. The Tax Court stated
that the nodification was substantial because it was not de mnims. Regs.
Section 25.2703-1(c)(1). The court further held that the nodified agreenent
woul d be di sregarded under Section 2703(a), because it did not consist of termns
conparable to simlar arrangenents entered into by persons in an arnm s-length
transaction. The court also stated that the $4 mllion of life insurance on
Wlliams life had to be included as an asset of the corporation in determ ning
its val ue.

The Court of Appeals for the Eleventh Circuit affirned in part and
reversed in part. The court agreed with the Tax Court, that the 1981
agreenment, as anended in 1996, mnmust be ignored in deternining the value of the
corporate shares, both because Wlliams control over the corporation rendered
t he agreenent not fixed and binding during his lifetine, and because the estate
had not proven that the terns of the agreenent were conparable to those that
woul d be entered into anmong unrelated parties. The court stated, however, that
the Tax Court erred in including the life insurance proceeds in the val ue of
the corporation. The court stated that the insurance proceeds paid upon the
death of the insured sharehol der should not be included in the conputation of
the conpany's fair narket val ue, because they were offset by the liability
under the agreenent to purchase WIlliams stock

Note. The Eleventh CGircuit's opinion in Blount was the first time that an
appeal s court discussed the evidence required to satisfy the conparability test
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of Section 2703. The taxpayer presented testinony of an appraiser that the
formula contained in the revised agreenent was sinmilar to those used in arnm s-
[ ength agreenents. The Eleventh Circuit stated that the Tax Court was correct
inrejecting this testinony, because the apprai ser had not considered
"noneconom ¢ factors that would lead to truly conparable transactions."
Apparently, the courts want the expert to attest to the conparability of the
agreenment terns other than the price, even though the price terns are the
primary concern of the courts in estate tax cases.

Seeal so Bogdanski, "Stock Buyouts Funded by Life Insurance: The Bl ount
Conundrum " 33 Estate Planning 40 (June 2006).

Arie Est. Pearl Amie's estate included stock of a closely-held bank
corporation. She left sone of the stock to a trust for one of her sons, Rod,
and gave the trust the first right to buy the bal ance of the stock fromthe
estate. Pearl becane unable to manage her own affairs, and a conservator was
appoi nted. The conservator entered into a 1991 buy-sell agreenment with the
corporation and the controlling sharehol der, that prohibited Pearl from
transferring her stock without first offering it to the other parties or
obtaining their consent, and that gave Pearl put options to require the
corporation to buy all of her comobn shares for their book value. The
corporation was given a call option, exercisable for one year after Pearl's
death, to buy all of her shares for the sane prices. The agreenent al so
prohibited M. HIl, the majority shareholder, fromselling his controlling
interest to a third party unless Pearl were offered the opportunity to sell her
shares to the sane third party for the sane considerati on per share. In 1994,
M. Hill sold his shares to another bank corporation, for book value, plus an
enpl oyment contract, a signing bonus, retirenment of certain capital notes, and
an option to exchange his stock of the acquiring corporation for stock of a
| oan subsidiary corporation after five years. Pearl's conservator was all owed
to exchange her stock for the acquiring corporation's shares, based on their
respective book values. The conservator also entered into a new buy-sel
agreenment that set the price of Pearl's shares at 1.25 tines book val ue,
reflecting the value of M. Hll's ancillary rights under the nerger agreenent
(the "H Il R ghts.") Rod contested the agreenent, and a local court rejected it
as providing an inadequate price. The conservator settled these disputes by
entering into a 1995 Fam |y Settlenment Agreement (the "1995 FSA'), which, in
part, restricted Pearl's lifetine transfers of stock, required that al
bequests to Rod (or his trust) be satisfied with shares of the stock at a fixed
dol l ar value, and gave Rod's trust the right to buy the rest of the stock at
t hat sane pri ce.

The Tax Court (Judge Gale) held that the 1995 FSA established the
fair market value of Pearl's shares. The court explained that the agreenent
set a fixed and determ nable price, because all of the decedent's shares had
either to be sold to Rod at the fixed price, or distributed to himin
sati sfaction of a pecuniary bequest, based on that sane value. The court found
that the 1995 FSA was a bona fide business arrangenent, because it furthered
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the conservator's goals of securing a guaranteed price and buyer for the
decedent's minority interest in a bank corporation. The court rejected the IRS
argunent that there could be no bona fide business purpose under Section
2703(b) (1), because Pearl's stock was not an actively nanaged busi ness
interest, but rather an investment asset. The court stated that hedging the
risks to Pearl's investnent asset was itself a business purpose, as was

pl anning for the future liquidity needs of her estate. The court held that the
1995 FSA, though entered into with Rod, was not a nmere testanmentary device to
transfer the property subject to the agreenment to nenbers of Pearl's famly for
less than full and adequate consideration in noney or noney's worth. The court
noted that it was entered into by the conservator, an independent bank, acting
as representative of Pearl's interests, and that it set a price that was fair
taking i nto account discrepancies in the expert opinions over the value of her
entitlenent to conpensation for the Hll R ghts. Mst inportantly, the Tax
Court also held that the 1995 FSA's ternms were conparable to sinilar
arrangenents entered into by persons in an arm s-length transaction. The
estate's expert, an attorney with extensive experience in the purchase and sal e
of closely held equity interests, testified that the 1995 FSA was conparable to
arrangenents entered into by persons in arms length transacti ons, because the
price and structure for the sale of the bank stock in the 1995 FSA was
virtually identical to the terms of the earlier agreenment that had been reached
inarms |ength negotiations between the conservator and the corporation. The
IRS stated that this was insufficient for purposes of Section 2703(b)(3),
because it relied on an "isol ated conparable." The Tax Court noted that the
Code requires only a showing that the agreenent's ternms are conparable to
simlar arrangenments entered at armis I ength. The regul ati ons cauti on agai nst
using isol ated conparabl es, but the court stated that this really creates only
a safe harbor, rather than a requirenment that nultiple conparables be shown.
The court added that the price terms included in the 1995 FSA was based on a
survey of conparable corporations. The court also cited several other factors
as supporting the conclusion that the terns of the 1995 FSA were conparable to
arrangenents entered into at arms length. First, identical price terns in the
rejected 1994 agreenment and the 1995 FSA were reached by negoti ati ons between

t he conservator, who had a fiduciary duty to safeguard the decedent's
interests, and the corporation. The negotiations anong the prospective heirs
to reach the 1995 FSA were also arm s | ength, because the interests of the
prospective heirs other than Rod were adverse to his interests with respect to
the price terns for the stock. An understated price in the 1995 FSA woul d have
penal i zed the other prospective heirs.

Note. This is the first case ever to hold that a buy-sell agreenent
had actually conplied with the requirenments of Section 2703.

The case al so involved the valuation of the decedent's farnl and, which
i ncluded two fractional interests. The court allowed only slight discounts,
because the estate's appraiser produced no good conparables to support a nore
substantial discount.
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Smith. Sidney E. Snmith, Jr. gave various fanmly menbers fractiona
interests in a famly linmted partnership that he and his son had forned, the
only asset of which was all of the commopn stock of an operating conpany, Erie
Navi gati on Conmpany, Inc. At its formation, the partnership had two genera
partners, Sidney, Jr., who owned a 2% general partner interest, and his son

Sidney E. Snmith, IIl, who owned a 1% general partner interest. Sidney, Jr.

al so owned a 95.15% Il imted partner interest, and his son owned a 0.9% linited
partnership interest. Sidney, Ill's wife also owned a 0.95% linited partner
interest. 1n 1998, Sidney, Jr. decedent gave his son and daughter-in-law each

two gifts of a 26.92% linited partner interest. Sidney, Jr. filed federal gift
tax returns valuing the gifts at a total of $1,025,392. The IRS disagreed with
t he decedent regarding the value of the linted partnership interests, and
assessed a deficiency of $360,803.00, based on a di sagreenent regarding the

i mpact on the value of the partnership interests of certain transfer
restrictions contained in the partnership agreenent. The partnership agreenent
stated that the partnership had a right of first refusal that it could exercise
if a partner sought to sell his or her partnership interest. Sidney, Jr.'s
apprai ser substantially discounted the value of the linited partnership

i nterests because of provisions in the agreenent linmiting the price and terns
at which the partnership would be required to pay a partner for his or her
partnership interests. The partnership was directed to pay for any purchased
partnership interest with a non-negoti abl e prom ssory note of the partnership
and/ or the buying partners, payable over 15 years, with interest at the
applicable federal rate for [ong-termdebt instrunents.

A U S. magistrate recommended that the taxpayer's unilateral ability to
amend or nodify the famly limted partnership agreenment, including the buy-
sel|l provisions, should cause the restrictions to be disregarded for purposes
of valuing the interests given away. The nmagistrate granted the I RS sumary
judgrent, finding that the agreement was not binding and that, therefore, it
did not fix gift tax values. The partnership agreenent stated that "[t] he
General Partner or General Partners shall nake all decisions and ot herw se act
by the majority vote of the total general partnership interests.” At all tines
prior to his death, the taxpayer owned two-thirds of all general partnership
interests and, thus, was able unilaterally to make all general partner
deci si ons under the partnership agreenment. As the decedent could anend the
agreement, its restrictions on transfer shoul d be disregarded.

Note. Courts have traditionally refused to give much wei ght to buy-
sel|l agreenent provisions in gift tax cases, because the agreenents do not
usual ly restrict lifetine gifts. See, e.g., Ward v. Conr.,87 T.C. 78 (1986);
Berzon v. Conmr.,63 T.C. 601 (1975), aff'd on other issues,534 F.2d 528 (2d Cir.
1976); James v. Conr.,3 T.C 1260 (1944), aff'd, 148 F.2d 236 (2d Cir. 1945);
Kline v. Conr.,30 F.2d 742 (3d Cir. 1942). Courts have traditionally held that
t hese agreenents, in appropriate situations, can be a factor in deternining the
val uation of the transferred interests, however. Spitzer v. Conr., 153 F.2d 967
(8th Cir. 1946); Conr. v. MCann, 146 F.2d 385 (2d Cr. 1949), rev'g and rem ¢
2 T.C. 702 (1943), nonacq. 1943 C. B. 36.
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See also prior report of the same mmgistrate, adopted by the district
court: (a) granting the IRS a partial summary judgnment that Section 2703(a)
applies to the restrictive provision contained in organi c docunents, as well as
to provisions contained in a separate agreenent; (b) denying both parties
summary judgnents regardi ng whet her the agreenent was a device to transfer
property to nmenbers of the decedent's family for less than full and adequate
consi deration in noney or noney's worth, because this would require actual
findings of fact; (c) granting the taxpayer a partial sunmary judgnent that the
buy-sell agreenment was a bona fide busi ness arrangenment, because it facilitated
t he mai ntenance of family ownership and control of a business; and (d) denying
both parties sunmary judgnent regarding whether the ternms of the agreenent were
conparabl e to those contained in agreenents entered into at armis length by
unrel ated persons. Smith v. U S, 2004 W 1879212, 94 AFTR2d 2004-5283 (WD.
Pa., Mag. Rpt., 2004), adopted, 2004 W 2051218, 94 AFTR2d 2004-5627 (WD. Pa.,
2004) .

Note. See al so discussion in Aghdam, Mancini & Zaritsky, Structuring
Buy- Sel | Agreenents: Analysis with Forms, 16.07.

ESTATE TAX VALUE OF | RAS CANNOT BE DI SCOUNTED FOR | NCOVE TAXES OR LACK OF
MARKETABI LI TY

Kahn Est. v. Conr., 125 T.C. 227 (11/17/05). Doris' estate filed an estate
tax return including in the gross estate Doris' individual retirenent account
(IRA). The estate discounted the | RA by the expected Federal incone tax
l[iability that would result fromdistributing the IRA's assets to the
beneficiaries. Alternatively, at trial, the estate argued that a di scount
shoul d be available for lack of marketability.

The Tax Court granted sunmmary judgnment for the IRS. The court stated that
t he underlying assets of the IRA, rather than the account itself, are included
in the gross estate. A sale of those assets would sinply change the
i nvestments of the IRA, and no inconme tax woul d be inposed. Also, the question
of unfair double taxation is addressed by the deduction in Section 691(c). The
court also held that no discount should be allowed for |ack of marketability,
because the assets in the IRAs are publicly traded securities. The estate
argued that paynment of the tax upon the distribution of the assets was a
prerequisite to making the assets marketable, but the court disagreed, noting
that the IRA would be the seller of the assets, rather than the beneficiaries.

Note. See simlar holding in Snith Est. v. U S.,391 F.3d 621 (5th
Cr. 2004), aff'g,300 F. Supp.2d 474 (S.D. Tex. 2004), andTAM 200247001

TAX COURT VALUES S CORPORATI ON STOCK W THOUT TAX ADJUSTI NG AND REDUCES VALUE OF
PROM SSORY NOTE FOR SCI N PROVI SI ON

Dallas v. Comr., T.C. Menp 2006-212 (9/28/06). Robert sold 55% of the
nonvoting stock of an S corporation to trusts for the benefit of his tw sons.
One of the sales was made in exchange for a self-cancelling installnent note
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(SCIN.) The IRS disagreed with Robert regarding the valuation of the stock,
primarily rejecting the use of tax-affecting to reduce the net earnings of the
corporation for valuation purposes. The IRS also insisted that the val ue of
the SCI N nust be discounted to reflect the self-cancelling feature.

The Tax Court (Judge Colvin) agreed with the IRS on both points, though it
val ued the stock in between the val ue suggested by the taxpayer and that
suggested by the IRS. The Tax Court held that the value of S corporation stock
was determ ned without "tax adjusting"” because there was no indication that the
corporation would lose its S corporation status upon a sale of its stock
Di stinguishing Goss v. Conr., T.C Meno 1999-254, aff'd 272 F.3d 333 (6th Cir.
2001). The court also held that a prom ssory note given to the decedent by his
children in an intrafamly installment sale, nmust be valued belowits face
amount, because the note had a self-cancelling feature that term nated the
buyer's obligation to pay if the seller died before the note was repaid in
full

VALUATI ON OFFSET FOR C CORPCRATI ON UNRECOGNI ZED CAPI TAL GAI NS REDUCED TO
REFLECT UNLI KELI HOCD OF ACTUAL LI QUI DATI ON

Jel ke Est. v. Conr., T.C Menp 2005-131 (5/31/05), app. filed (11th Cir.
10/5/05). Frazier Jelke, Il1l1's gross estate included a 6.44% interest in a
conpany substantially all of the assets of which were narketable securities.
The conpany had been in existence for many years, was well managed and had a
relatively high rate of return in the formof annual dividends coupled with
capital appreciation of approximately 23% annually for the five-year period
before Frazier's death, and during this sane period there was no action taken
to liquidate the conpany. The conpany's securities turnover averaged only 6%
per year. On the date of death, the conpany's net asset val ue was
approximately $178 mllion and it had a built-in capital gain tax liability of
approximately $51 million. The estate valued Frazier's interest by reducing the
conpany's net asset value by the entire $51 mllion potential capital gain, and
t hen applying di scounts for |lack of control and marketability.

The Tax Court (Chief Judge Gerber) held that the built-in capital gain tax
l[iability nust be discounted to reflect the fact that the conpany was unlikely
to be liquidated for many years after the decedent's death. The court noted
that, while it is now well-settled that the liquidation value of a C
corporation should include an offset for the capital gains tax that would be
due when the conpany is |iquidated, there was di sagreenent between the Tax
Court and several circuits regarding whether a di scount was appropriate when
the estate could not establish a |likelihood of pronpt |iquidation or sale.
Davis Est. v. Conr.,110 T.C 530, 552-554 (1998); Wlch Est. v. Conr., T.C
Meno 1998-167, rev'd w thout published opinion 208 F. 3d 213 (6th Cr. 2000);

Ei senberg v. Conr., T.C. Meno 1997-483, rev'd 155 F. 3d 50 (3d Cir. 1998), acq.
1999-1 C.B. xix; Gay v. Conr., T.C. Menpo 1997-67; Dunn Est. v. Conr., T.C
Meno 200012, rev'd 301 F. 3d 339 (5th GCir. 2002); Janeson Est. v. Conr., T.C
Meno 1999-43, rev'd 267 F.3d 366 (5th Gir. 2001). This case was not appeal abl e
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to a circuit that had already addressed this issue, and the Tax Court held that
the conpany's profitability suggested that it would not be |liquidated or sold
qui ckly. The court discounted the capital gains tax offset for the 16 years it
estimated woul d be required to sell all of the conmpany's securities, at the
present turnover rate. This reduced the capital gains tax offset from $51
mllion to $21 million for the entire conpany, and the decedent's share of that
di scount from $3, 284, 400 to $1, 352,400. The court also rejected the 25%
mnority discount and 35% narketability discount, and allowed a 10% minority
di scount and a 15% marketability discount (23.5% aggregate di scount).

Note. The court's reasoning seens flawed, because the estate tax
shoul d take into account only those facts extant on the date of death. In
valuing a C corporation at |iquidation values for estate tax purposes, it seens
nore appropriate to value the conmpany as if it were |iquidated on the date-of -
death, for this purpose.

Seeal so Bogdanski, Federal Tax Val uation, 16.03.

DI STRI CT COURT SAYS THAT RI GHT TO RECElI VE NONASSI GNABLE LOTTERY W NNINGS | S
VALUED CONSI DERI NG ALL RELEVANT FACTS, NOT STRI CTLY UNDER SECTI ON 7520

Davis v. U S, 2005 W 3464384, 2005 TNT 250-8 (D.N.H 12/19/05), order
corrected on reconsideration, 2006 W. 213761, 2006 TNT 22-9 (1/27/06). Kenneth
won the Massachusetts lottery and received the first of 20 annual payments of
$209, 220 before his death. At his death, Kenneth was entitled to receive 10
nore annual paynents. Kenneth's estate valued the remaining 10 paynments under
the Section 7520 actuarial tables, though they erred slightly and underval ued
them at $1, 584, 690, rather than the $1, 607,164 that the I RS deternined was the
correct value. The estate sued for a refund, claimng that the value of the
lottery annuity shoul d be reduced to $800,000, to reflect the |ack of
mar ket ability, because the annuity cannot be assigned, sold, transferred or
pl edged as collateral. Both sides noved for sunmary judgnent.

The district court denied sunmmary judgnent to both sides. Both sides
stipulated that the lottery wi nnings were an "annuity" as defined in 882039 and
7520, that they were an "ordinary annuity interest" under Regs. Section
20.7520-3(b) (1) (1) (A, and that they were neither marketable nor assignable.
The court stated that it agreed with the courts that have held that
mar ket abi lity should be taken into account in valuing an annuity, and that the
Section 7520 actuarial tables do not take into account nmarketability in
determ ning the present value of an annuity. See Shackleford v. U S.,262 F.3d
1028 (9th Cir. 2001); Gibauskas Est. v. Conmr.,342 F.3d 85 (2d Cr. 2003). The
court distingui shed between the present value of the annuity, deternined under
Section 7520, fromits fair narket value, as determined for purposes of Section
2039. Neverthel ess, the court denied the IRS partial summary judgnment because
it could not conclude, as a matter of law, that the annuity tables were an
appropriate neasure of the fair market value of the annuity in question. It
denied the estate its partial sumary judgnent because the fair market val ue of
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the annuity was a question of fact that was inappropriate for sunmary judgnent.

Thereafter, the governnent asked the court to reconsider its order, citing
the regul ations statenment that all ordinary annuity interests nmust be val ued
under Section 7520. The court reaffirmed that this rule will not be applied
when the result is patently unreasonable.

Note. Compare, Donovan Est. v. U S., 2005 W 958403, 95 AFTR3d 2005-2131
(D. Mass. 2005), also involving a winner of the Massachusetts lottery, where
the District Court for Massachusetts granted sumary judgnent to the IRS
hol ding that as a natter of |law, the value of a nonassignable annuity is
det ermi ned under Section 7520, rather than on the basis of all relevant facts
and circunstances. The court followed the decision of the Tax Court in
Gri bauskas Est. v. Conr.,116 T.C 142 (2001), and that of the Fifth Crcuit in
Cook Est. v. Conr.,349 F.3d 850 (5th Cir. 2003), aff'g T.C Mnm 2001-170, and
rejected that of the Second Circuit in Gibauskas Est. v. Conr.,342 F.3d 85 (2d
Cr. 2003), rev'g 116 T.C. 142 (2001), and of the Ninth G rcuit in Shackl eford
Est. v. U S.,262 F.3d 1028 (9th Cr. 2001), aff'g, 84 AFTR2d 99-5902, 1999 W
744121 (E.D. Cal. 1999).

I f Donovan, Cook, and the Tax Court view in Gibauskas are wong,
and Davis, Shackleford and the Second G rcuit view in Gibauskas are correct,
does this preclude the use of the Section 7520 tables to value a private
annuity that prohibits assignment, or an interest in a GRAT the spendthrift
cl ause of which prohibits assignment? If so, there nay be a substantially
increased gift tax associated with both of these transactions.

SECTI ON 2032A LI M TATI ON ADJUSTED FOR | NFLATI ON

Rev. Proc. 2006-53, 2006-48 |.R B. 996 (11/27/06); Rev. Proc. 2005-70,
2005-70 I .R B. 979 (11/21/05). An estate can reduce the estate tax val ue of
qualifying real property used in a farmor business and val ued under Section
2032A, by up to $900,000 for estates of decedents dying in 2006, or $940, 000
for estates of decedents dying in 2007.

CCDE SECTI ON 2033. ASSETS OMNED BY DECEDENT

GROSS ESTATE | NCLUDES VALUE OF ANNUI TI ES CREATED UNDER LI TI GATI ON SETTLEMENT
AGREEMENT

Davenport Est. v. Conr., T.C. Menp 2006-215 (11/5/06). Sarah suffered
serious injuries in the process of her birth and she (through a "next friend")
and her parents sued the attendi ng physician and the hospital in which she was
born. In settlement of that litigation, the defendants agreed, in applicable
part, to pay Sarah $2,500 per nonth for life, or for 30 years, whichever was
| onger, with a 5% conpound interest, and to pay her parents a simlar sum
during Sarah's lifetinme or for 30 years, whichever was longer, with a 5%
conpound interest. The hospital satisfied its portion of the obligations by
buying a single-premumlife annuity froman insurer. At Sarah's death, her
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executors did not include the annuity in her gross estate, and the I RS assessed
a deficiency.

The Tax Court (Judge Wherry) held that both annuities were includible in
Sarah's gross estate under Section 2033, as an asset beneficially owned by her
on the date of her death. The court explained that the annuities includible in
Sarah's gross estate were those created under the settlenent agreenent, rather
than the insurance annuity contracts purchased to satisfy those obligations.
See Arrington v. U S.,108 F.3d 1393 (Fed. Cir. 1997). The court heard parole
evi dence to construe anbiguities in the settl enent agreenent, and concl uded
that the annuities were payable to Sarah's estate at her death, absent a valid
beneficiary designation. The court noted that the annuities were payable
because of litigation to redress damages to Sarah, that she was the annuity
measuring life and that the benefit checks were nmade payable to her, through
her parents as co-conservators. The court rejected the contention that Sarah's
parents al so held beneficial interests in the annuities (which would have
reduced the anobunt includible in Sarah's gross estate), noting that Sarah's
parents were expressly named payees of a smaller |unp-sum paynent under the
settl enent agreenent, but that Sarah was naned as the recipient of the annuity
payments. The court rejected as probative testinmony of Sarah's parents that
they viewed the settl enent agreenent as resolving joint clainms that they had
with Sarah with respect to her injuries, noting that Sarah's parents did not
denponstrate any way in which they would directly benefit fromthe annuities
during Sarah's lifetime. The court valued the annuities under the actuaria
tabl es promul gated under Section 7520, and declined to base the valuation on
the cost of a conparable conmercial annuity on the date of death, at least in
part because Sarah's executors offered no evidence of such conparable policy
costs.

Note. The funeral follow ng Sarah's death included a | uncheon
reception for friends of the deceased and of her parents. Sarah's executors
deducted the cost of that |luncheon as a funeral expense, and the IRS disall owed
t he deduction. The Tax Court held that the costs of the |uncheon were not
deducti bl e under Section 2053(a)(1l), because the |uncheon was not necessary in
connection with the funeral. See Berkman Est. v. Conr., T.C Meno 1979-46;
Tuck Est. v. Conr., T.C Menp 1988-560.

FAM LY HOLDI NG COVPANI ES (CODE 882031, 2036-2038, 2512, ET AL.)
SECTI ON 2036(A) AND FAM LY PARTNERSH PS

Abraham Est. v. Conr., T.C. Menp 2004-39, aff'd 408 F.3d 26 (1st GCir.

5/25/05), cert. denied sub nom Cawey v. Conr.,  US 126 S.C
2351,165 L.Ed. 2d 278 (6/5/06). lda received three significant properties from
the estate of her deceased husband. Ida's children, her guardi ans and

guardians ad litementered into a court-approved plan to rearrange her
financial affairs to reduce estate taxes. The plan required that the three
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properties be transferred to three fanmly linmited partnerships, each having a
corporate general partner the stock of which would be owned by a trust for
Ida. The children were not to receive partnership incone until the genera
partner had set aside sufficient sumto pay for the partnership's

admi ni stration and the support of the decedent. One daughter testified at
trial

[ T]he partnerships assured ... that [Ms. Abraham would be constantly
protected. She would never want for anything. There woul d al ways be npney
there. And if there wasn't nmoney in her partnership fund, it had to cone out
of nmy partnership shares or ny brother's, but the protection was there for her
as a guarantee that she would |live status quo.

The corporate trustees (lda's guardians ad litem) ran the partnerships,
acting in a fiduciary capacity for Ida, and they had conpl ete discretion to
det erm ne how much nmoney I da should take fromthe partnerships to neet her

needs. lda initially held a 98% limted partnership interest in two of the
partnershi ps, the corporate general partners each held a 1% interest, and one
of lda's daughters each held a 1% interest. Ilda initially held a 99%I|imted

partnership interest in the other partnership, and the corporation held the
remaining 1% lda |ater gave 30% linmited partnerships to three of her children
two in exchange for cash transfers and the third in exchange for the settlenment
of certain clains. The IRS included the value of the properties in lda's gross
estate under Section 2036(a), because she had retained the lifetinme incone and
beneficial enjoynment of those assets.

The Tax Court (Judge Ruwe) agreed with the IRS, stating that Ida continued
to enjoy the right to support and mai ntenance fromall the incone of the
partnershi ps, because the decree that authorized the creation of the
partnershi ps stated that her needs for support were contenplated first fromthe
partnership income, and only thereafter, could the children receive their
proportionate shares of incone fromthe partnerships. Ida's support needs were
actually treated as an obligation of the partnerships. The court also noted
that one of lda's children admtted the exi stence of a pre-arrangenent to
maintain the status quo with respect to her nother's financial situation

The U S. Court of Appeals for the First Crcuit affirned, finding
both that the purchase of the partnership interests by the children were not
bona fide sales for adequate and full consideration, and that the decedent
retained lifetine rights in the incone fromall of the partnership assets. The
estate argued that the partnership's paynments for lda' s maintenance never
exceeded what she was legally entitled to by virtue of her ownership of a
substanti al percentage of the partnership interests. The court rejected this
argunent, noting that Section 2036(a)(1) is applicable because the guardi an ad
l[itemhad the option to divert all of the partnership income to the decedent's
mai nt enance, whether or not the option was ever exercised. In addition, the
estate did not prove that the two daughters paid adequate consideration for
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their partnership interests. The estate produced no adnissible evidence
concerni ng the adequacy of the discounted value of the partnership interests
purchased, and on appeal, the estate changed its argunment to show that the
daught ers bought present fee interests in the partnerships. On appeal, the
estate argued that the daughters had bought renainder interests, and that the
fair market value of those interests should be actuarially deternmined. The
court disagreed, noting that the daughters paid the purchase prices to the
partnership, rather than to the decedent, suggesting that they had bought fee
sinple interests.

The U. S. Suprene Court denied certiorari.

Pl anni ng Points. Estate planners should pay careful attention to how
partnershi ps are structured and adni ni stered, because Section 2036(a) is a
potent basis for IRS challenge, even in light of the broad application of the
bona fide sale rule in Kinbell v. US.,371 F.3d 257 (5th Cr. 2004), vac'g &
rem g, 244 F. Supp. 700 (N.D. Tex. 2003). For other recent exanples where the
assets transferred to a famly linmted partnership were included in the
deceased partner's gross estate under Section 2036(a)(1l), see Bigel ow Est. v.
Conr., T.C. Menp 2005-65, app. filed (9th Cr. Nov. 11, 2005); Korby Est. v.
Conr.,T.C. Menp 2005-103, app. filed; Korby Est. v. Conr., T.C. Menmo 2005-102;
and Rosen Est. v. Conr., T.C Menp 2006-115.

See al so August, Dawson & Maxfield, "The IRS Continues Its Section 2036
Assault on Fanmily Linmted Partnerships," 7 Bus. Entities 20 (Part 1) (Sept./
Cct. 2005); August, Dawson & Maxfield, "The IRS Continues Its Section 2036
Assault on Family Linmted Partnerships," 8 Bus. Entities 6 (Part 2) (Jan./Feb
2006) ; Bogdanski, "Bye Bye Byrum Bonjour Bongard," 32 Est. Plan. 47 (June
2005); Korpics, "How Estate Planners Can Use Bongard to Their Advantage," 32
Est. Plan. 32 (July 2005); Korpics, "Qualifying New Flps for the Bona Fide Sale
Exception: Managi ng Thonpson, Kinbell, Harper, and Stone,"102 J. Tax'n 111
(Feb. 2005); Updike, "Making Sense of Family Limted Partnership Law After
Strangi and Stone: A Better Approach to Planning and Litigation Through the
Bona Fide Transaction Exception,” 50 S.D. L. Rev. 1 (2005).

Practical estate planners should consider the follow ng steps to
m nimze or avoid the application of Section 2036(a) to their own famly
limted partnerships:

Section 2036(a) (1)

* The general partners should keep detail ed contenporaneous records of
their activities, and send copies to the linmted partners (for information
pur poses, only);

* Have partnership stationery, to assure that the general partner never
acts in a different capacity;

 Never, never, never comm ngle partnership and personal assets;
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* Never, never, never pay personal expenses fromthe partnership assets,
even if capital account adjustnents are made;

« Do not transfer personal use assets to the partnership

* Never put too nmuch of the donor's wealth in the partnerships; the donors
shoul d retain enough assets on which to |ive confortably;

e Try to fund the partnership with assets that require active nanagenent,
t hough favorabl e cases do exi st regardi ng partnerships that hold solely passive
assets;

e Limted partners should pay for their partnership assets with their own
assets. If they do not have assets, the donors should nmake gifts and let the
gi fts gather sone age, before creating the partnership;

e Fam |y nenbers or trusts to whomthe client wi shes to pass the bul k of
the partnership assets should thensel ves be general partners and participate in
t he operations of the enterprises;

e All partners should be represented by counsel and consulted in the
preparation of the governing instrunents;

 Consider a provision, like one used in the Stone docunents, that
precl udes anyone voting for a general partner through a power of attorney
(Contrast the enphasis in Strangi that the general partner's son-in-law ran the
partnershi p under a power of attorney);

e Create and fund the partnership as early as possible, to mninize any
appearance that it is testamentary in nature;

e Gve or sell significant limted partnership interests to others,
particularly including trusts with independent trustees.

Section 2036(a)(2)

e Elimnate discretion regarding distributions -- either preclude
di stributions during the donor's lifetinme (preferred), or require distribution
of all incone;

e Create two cl asses of general partnership interests, one of which has
control over distributions, and the other which manages the partnership assets.
The donor can then transfer the forner, retaining the latter. See Gans &

Bl att machr, " Strangi: A Critical Analysis and Pl anning Suggestions,” 100 Tax
Notes 1153 (9/1/03).

TRANSFERS OF STCCK TO FAM LY LI M TED PARTNERSHI P VALUED W THOUT DI SCOUNTS, AS
G FTS OF STOCK, RATHER THAN G FTS OF PARTNERSHI P | NTERESTS
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Senda v. Conr., 433 F.3d 104 (8th Cr. 1/6/06), aff'g, T.C. Menp 2004-
160. Mark and Mchele created a family limted partnership to hold over $5
mllion worth of MCI Wrl dCom stock. They signed the partnership agreenent on
(or near) April 1, 1998, and the certificate was issued the follow ng June 3.
The partnership agreenent recited that the interests were initially held by
Mark and M chele, their revocable trusts, and irrevocable trusts created for
their children, but there were no witten trust agreenents for the children's
trusts until nmore than a year later. Mark and M chel e assigned the stock to
t he partnership on Decenber 28, 1998, in exchange for the partnership
interests, and the children's trusts were granted partnership interests in
exchange for oral accounts receivable, which were never reduced to witing,
whi ch had no terns for repaynment, and which had not been paid by the trial
Mark and M chele, on that sane day, gave the trusts for their children
additional linmted partnership interests, though the docunents supporting the
transfers were not executed for several years. The partnership agreenent
requires that the general partner provide annual financial statenments and that
the partners nmeet at |east annually to discuss the financial condition of the
partnership, but neither was done. On Decenber 2, 1999, Mark and M chel e
formed a second family linmted partnership, and the trusts for their children
were finally signed by the trustees on Decenber 4, 1999. Mark and M chele
signed the trusts in My, 2000, and Citicorp Trust South Dakota (Citicorp),
which was listed as a trustee, never signed the trusts. On Decenber 20, 1999,
Mark and M chel e gave nore stock to the second partnership and gave each
child' s trust an 18% partnership interest. The certificates of ownership
reflecting these transfers were not prepared and signed for several weeks, and
additional gifts of partnership interests were purportedly nade on January 31
2000. The agreenent for the second partnership states that the general partner
will keep the financial statenents of the partnership for the nost recent three
fiscal years, but no such records were prepared or nmintai ned. Mark and
M chel e cl ai ned substantial valuation discounts on their gifts of partnership
i nterests.

The Tax Court (Judge Cohen), relying on Shepherd v. Conr., 115 T.C
376, 389 (2000), aff'd 283 F.3d 1258 (11th Cr. 2002), and Jones Est. v. Conr.
116 T.C. 121 (2001), stated that there were never real allocations to various
partnership capital accounts, and that the real gifts were made by transfers of
assets to partnerships in which the children (or their trusts) were already
partners. The court noted that Mark and M chel e were nore concerned with
ensuring that the beneficial ownership of the stock was transferred to the
children in tax-advantaged form than they were that the formalities of the
partnership shoul d be honored. The court stated that the informality with
whi ch partnership affairs were conducted "was not surprising, inasnuch as
petitioners alone, individually, or on behalf of their mnor children were
united in purpose and acted without restraint by any adverse interest.”

The Eighth Crcuit affirned, finding that the couple had "presented no
reliable evidence that they contributed the stock to the partnerships before
they transferred the partnership interests to the children." The court
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expl ai ned that the sequence was critical, because a contribution of the stock
to the partnership after the children had becone linited partners, was an
indirect gift of the stock to the children, rather than a gift of partnership
interests. The court, giving great weight to the factual findings of the Tax
Court, applied the step-transaction doctrine to the transfers in question. The
court stated that gift tax returns and other after-the-fact docunentation that
were executed "as of" the date of the transfers were not dispositive.

TAX COURT ALLOWS 35% DI SCOUNT FOR FLP HOLDI NG CASH AND CERTI FI CATES OF DEPOCSI T

Kelley Est. v. Comr., T.C. Menp 2005-235 (10/11/05). Webster created a
famly linmted partnership with alinmted liability conpany as genera
partner. \Wbster contributed cash and certificates of deposit, and his
daughter, Patricia, contributed cash. Patricia and her husband, John, held 2/3
of the interests in the general partner limted liability conpany, but only a
4% interest in the partnership itself. Wen Wbster died, the partnership held
cash and certificates of deposit. The decedent's estate clained a 53.5%
di scount, and the I RS countered with a proposed 25.2% di scount.

The Tax Court (Judge Vasquez) allowed a di scount of 35% conparing the
l[imted partnership to a closed-end nutual fund. The court rejected the
estate's appraisal, because it considered only the bottomquartile of al
cl osed-end mutual funds, and instead chose to use the arithnetic nean of all of
t he cl osed-end funds, because shareholders in all closed-end funds | ack

control. The court allowed a 12% di scount for lack of control. The court
rejected the 38% 1 ack-of -marketability discount clained at trial by the estate,
whi ch was based on restricted stock studies. It also rejected a 15% di scount

clainmed by the IRS, based on the Bajaj study of the private placenent of
unregi stered shares. The court allowed a 23% di scount for |ack of
mar ket abi lity, producing a total discount of 35%

Note. One must be inpressed by the |awering in a case where the
| osi ng taxpayer still receives a 35%val uation discount for interests a
partnership that holds, essentially, cash. Many a practical estate planner
woul d have accepted the 25% di scount offered by the IRS. This is one case
where a bit of aggression and testosterone produced a great result.

CODE §82036- 2038, 2043. TRANSFERS W TH RESERVED POWERS

RESI DENCE CONTRI BUTED TO GENERAL PARTNERSHI P | NCLUDED | N DECEASED PARTNER S
GROSS ESTATE

Di sbrow Est. v. Conr., T.C. Meno 2006-34 (2/28/06). Wen she was 72 years
of age and her health was failing, Lorraine formed a general partnership with
her children and children-in-law. Each partner and his or her spouse (except
Lorrai ne and her unmarried son) received an equal 7.2% general partnership
interest; the single son received an interest worth about 14% and Lorrai ne
received a 28% interest. No partner contributed any asset to the partnership
upon its formation. Lorraine later transferred her entire interest in her
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val uabl e residence on Long Island Sound to the partnership, Funny Hats, w thout
consideration. On that date, the other partners assured Lorraine that she
could continue to live at the home as |ong as she furnished the funds necessary
to maintain it. A few nonths |ater, Lorraine gave her 28.125% genera
partnership interest to her children and children-in-law, increasing the

i nterest of each of the children (and children-in-law) to 10% The partnership
conduct ed no busi ness, but just held the residence in which Lorraine resided,
and a small amount of cash. Lorraine signed a formlease for the residence and
paid rent to the partnership, in an amount set by Lorraine's attorney. The
partnershi p maintained the residence and nmade capital inprovenments while
Lorraine paid (directly or indirectly) nost of the expenses connected with the
resi dence. The partners of Funny Hats did not want to incur out-of-pocket costs
as to the residence, and they asked Lorraine to pay "rent" greater than that
stated in the | ease agreenents to the extent that the stated rent was
insufficient to pay expenses connected with the residence. Lorraine did not
designate on the face of any of the checks that they were for "rent," and the
parties did not report these anmounts as rental incone. Lorraine directly paid
the bills for utilities and upkeep, as she had before the partnership owned the
resi dence. Lorraine did not pay rent on a regul ar basis, she did not always
pay the amounts specified in the | eases, the partnership never notified
Lorrai ne when she was behind in her rent, and never sued for eviction. After
Lorrai ne died, the partnership sold the residence to Lorraine's son for |ess
than its fair market val ue.

The Tax Court (Judge Laro) held that Lorraine had transferred the

resi dence to the partnership for less than full and adequate consideration, and
that she had reserved its lifetine beneficial enjoynent. The court stated that

it was "plainly inferable that decedent's children neant for her to stay at the
resi dence until she died, unless, of course, they had to put her in an assisted
living facility or a nursing hone." The court stressed that the parties did not
properly docunent the rental relationship as they would have done had Lorraine

been a stranger, and they did not treat her as a true renter

ODD PRI VATE RULI NGS RAI SE QUESTI ONS ABOUT ESTATE TAX TREATMENT OF SOVE GRANTOR
TRUSTS

PLR 200603040 (1/20/06) and PLR 200606006 (2/10/06). The grantor
created an irrevocable trust that was intended to be an intentionally defective
grantor trust. The trustee was neither a descendant of the grantor nor a
rel ated or subordi nate person under Section 672(c). The trust pernmitted the
trustee to distribute trust income and principal to the grantor's spouse and
issue, in the trustee's discretion, and after the grantor's death, to
distribute trust property to the grantor's issue. The spouse was given a 30-day
power to withdraw each contribution to the trust, up to the gift tax annua
exclusion available to the grantor with respect to gifts to the spouse for each
such cal endar year. The trust reserved to the grantor the power to reacquire
trust assets by substituting assets of equival ent value, but provided that the
power could be exercised in a fiduciary capacity.
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The IRS ruled, in applicable part, that the exercise of the power of
substitution would not cause the trust property to be included in the grantor's
gross estate under Section 2033, 2036(a), 2036(b), 2038 or 2039. The IRS relied
on Jordahl Est. v. Conr.,65 T.C. 92 (1975), acq. 1977-1 C.B. 1, noting that the
power in this ruling, like the one in Jordahl, was exercisable only in a
fiduciary capacity. The IRS stated:

Rat her, the court concluded that the requirenent that the substituted
property be equal in value to the assets replaced indicated that the
substitution power was held in trust and, thus, was exercisable only in good
faith and subject to fiduciary standards. Accordingly, the decedent could not
exerci se the power to deplete the trust or to shift trust benefits anong the
beneficiari es.

Note. The IRS also ruled that the exercise of the power of substitution
shoul d not be a taxable gift, because the trust would receive assets of
equi val ent value, and that no gain or |oss should be recognized on the
substitution, because the trust was a wholly-owned grantor trust.

Sone concern should be noted regarding the grantor trust issues. The IRS
ruled that the trust was a grantor trust because of the power to distribute
i ncome and principal to the spouse. See Section 677(a). Grantor trust status
coul d not be based on the substitution power, because it was exercisable only
in a fiduciary capacity. The spousal interest creates a fine grantor trust,
only as long as the grantor's spouse is alive. The trust would cease to be a
grantor trust if the spouse predeceased the grantor, which could result in
recognition of gain, if the trust property were subject to debt in excess of
basi s.

CODE SECTI ON 2039. ANNUI Tl ES
ROLLOVER | RA NOT EXCLUDED UNDER FORMER SECTI ON 2039( E)

Sherrill v. US.,415 F. Supp. 2d 953 (N.D. Ind. 1/27/06). Walter retired
on Cctober 1, 1981, and rolled over into an IRA the lunp sumqualified plan
distribution he received fromhis qualified plan. Walter began to wi thdraw
$1,000 per nonth fromthe I RA before his death in 1989. The | RA agreenent
stated that Walter nanaged the IRA, and did not state that the election to
receive the annuity was irrevocable. Wlter's executor included the IRA in
Walter's gross estate, and later filed an amended return excluding the |RA
under Section 2039(e).

The district court granted summary judgnment to the IRS, that
Walter's IRA did not qualify for the repeal ed estate tax exclusion, under the
transition rules. The $100,000 estate tax exclusion for qualified plan
retirement benefits and I RAs was repealed in 1984, and the transition rule was
anmended in 1986.P.L. 98-369, Section 525, 98th Cong., 2d Sess. (1984);P.L. 99-
514, Section 1852(e)(3), 99th Cong., 2d Sess. (1986). The Tax Reform Act of
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1984 preserved the exclusion with respect to estates of decedents who died
after Decenber 31, 1984, but who: (1) were in pay status on Decenber 31, 1984;
and (2) irrevocably elected the formof the retirenment benefit and any survivor
benefit before July 18, 1984.P.L. 98-369, Section 525(b)(2). The Tax Reform
Act of 1986 rewrote the transition rule, to preserve the exclusion for estates
of an individual who died after Decenber 31, 1984, and who: (1) separated from
service before January 1, 1985; and (2) did not change the form of the benefit
before death. P.L. 99-514 Section 1852(e)(3). The court agreed with the IRS
that the decedent's benefits woul d have been excludi bl e under the transition
rule had the funds been left in the qualified plan, but that because he rolled
the amounts into his IRA, they were not excludible. The court noted both the

| egi slative history, that distinguished a qualified plan froman IRA (S. Rep.
No. 99-313, 99th Cong., 2d Sess. 1019 (1986)), andRev. Rul. 92-22, 1992-1 C. B
313, which stated that I RAs were not covered by the transition rul e because
their qualification did not require "separation of service."

CODE SECTI ON 2041. POAERS OF APPO NTMENT
I RS AGAI N APPROVES SPOUSAL PONER OF APPO NTMENT TRUST

PLR 200604028 (1/27/06). The I RS again approved favorable estate and gift
tax treatnment for a revocable trust that gives the grantor's predeceasing
spouse a general power of appointnment over the grantor's assets sufficient to
assure that the predeceasi ng spouse can take full advantage of the available
appl i cabl e excl usion anpbunt. The husband in the ruling created a revocabl e
trust to hold his share of the marital assets, and the wife created a sinilar
trust to hold her share of their assets. Each trust provided that the first
spouse to die would hold a testanentary power over the surviving spouse's trust
fund to appoint an anmount equal to his or her remaining applicable exclusion
anmount, reduced by the value of his or her own taxable estate (deterni ned by
excludi ng the anpbunt of the assets to which this power of appointnment applied.)
The I RS stated that the predeceasi ng spouse's gross estate would include the
assets of the surviving spouse's revocable trust, over which the predeceasing
spouse hol ds a general power of appointrment, that the nonmarital trust created
fromthe appoi ntnent of those assets would not be included in the surviving
spouse's gross estate, and that the portion of the predeceasi ng spouse's assets
appoi nted by that spouse would be treated as a deductible marital gift fromthe
surviving spouse to the predeceasi ng spouse.

Note. This is an excellent tool for taking full advantage of both
spouse' s applicabl e exclusion anmounts, when the spouses |ack sufficient non-1RD
assets to assure otherwise that the first spouse to die will be able to use the
entire exclusion anobunt. See simlar conclusions i nTAM 9308002, PLR 200101021
andPLR 200403094.

Thi s approach nay al so be desirable even if the "other" spouse has anple
assets to take advantage of the applicable exclusion anpbunt, because the
irrevocable trust created fromthe surviving spouse's revocabl e trust when the
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deceased spouse fails to exercise the general power of appointnent is a grantor
nonmarital trust. The surviving spouse owns the trust for income tax purposes,
but not for estate tax purposes. Thus, the surviving spouse can pay the incone
taxes on the trust income and, thereby, increase the net anpbunt passing to the
other fam |y menbers.

There are only private rulings on point, however. The IRS could possibly
change its view and argue that the | apse of the general power of appointnent is
really a transfer at the nonent after the first spouse's death, rather than the
nonent before the first spouse's death. This would nean that the transfer was
a gift by the surviving spouse to the beneficiaries of the special nonmarita
trust. One can help control the danmage from such a change of view by having
the surviving spouse retain both the right to veto distributions to other
famly menbers and a special testamentary power of appointnent. This would
render any deemed gift inconplete for gift tax purposes. Regs. Section
25.2511-2(c). This would not cause the nonmarital trust to be included in the
surviving spouse's gross estate, however, because the deceased spouse, rather
than the surviving spouse, was the transferor of that trust for estate tax
pur poses.

See sanmple formin Selected Attachnents; also Zaritsky, Tax Planning for
Fam |y Wealth Transfers: Analysis Wth Forns, 18.07[6] [1]; Zaritsky, Waiting
Qut EGTRRA's Sunset Period: Practical Planning Wile Congress Debates Estate
Tax Repeal 93.04[6][b][1]; Zaritsky, Practical Estate Planning Under Circular
230 93.02[1][f] [1]; Cason, "IRS Approves 'Poorer Spouse' Funding Techni que,"
31 Est. Plan. 234 (May 2004); and O Sullivan & Weaver, "Using Two Trusts Wth
Reci procal Spousal Ceneral Powers of Appointnent," 30 Est. Plan. 283 (June
2003).

CCDE SECTI ON 2042. LI FE | NSURANCE

I RS FOLLOAS GRANTOR' S | NTENT, RATHER THAN POLI CY FACTS, TO EXCLUDE PROCEEDS
FROM GROSS ESTATE

PLR 200603002 (1/20/06). Two spouses each owned a |life insurance policy on
his or her own life. In Year 1, they both transferred the policies to an
irrevocable life insurance trust for the benefit of the children. They al
signed an instrunent entitled "Transfer by Gft," stating that the couple were
transferring the policy to the trust, and that one of their children, as
trustee, accepted the policy on behalf of the trust. The trust instrunment also
decl ared that insureds would assign the policies to the trust, and that the
trustee woul d then exchange them for a joint-and-survivor policy insuring the
lives of both insureds. The insureds sold the policy to the trust, in exchange
for a two-year promi ssory note, to help finance the insurance prem uns. The
face anpbunt of the note was the fair market value of the two policies that had
been transferred to the trust, less two tines the available gift tax annua
exclusions for transfers fromthe couple to their children. The trust al so
stated that each of the four children acknow edged the gift to the trust, and
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that each intended to contribute to the trust enough noney to satisfy the
deferred bal ance and to pay ongoing premunms on the policy, to keep it in
force. The trust instrunent included the usual provisions giving broad powers
to the trustee with respect to the policies, and it also directed any insurer
to recogni ze the trustee as the absolute owner of the policy and as enpowered
to exercise all options, rights, privileges and interests under the policy.
The trust sought to obtain the gift tax annual exclusion by a particularly
broad formof Crummey withdrawal power. The instrunent stated that the trust
was revocabl e by any of the couple's children who nay, at any tinme, revoke his
or her participation in the trust. 1In effect, any child could w thdraw his or
her share of the trust at any time. The insureds then directed their insurance
agent to exchange the two individual policies for a joint and survivor policy.
They directed the agent to title the new policy in the nanme of the trust. The
agent prepared docunments and presented themto the couple, who signed them

wi thout a careful review. The docunments di d exchange the two individua
policies for a joint and survivor policy, but unfortunately, it listed the

i nsureds as the owners of the new policy. The insureds did not file a gift tax
return for the year in which they funded the trust. They believed that their
transfer of the policy to the trust represented a conbi nati on of annua
exclusion gifts and an installnment sale, none of which required a gift tax
return. On January 1 of the next year, the insureds executed an instrunent
entitled "Declaration of Gft and Forgiveness of Note," that forgave the

bal ance of the note, which was |ess than their annual exclusion for gifts to
their children in that year. The trust never made any paynents on the note.

At all tines after the issuance of the joint and survivor policy, the insurer
sent prem umnotices to the trustee, who paid the premuns fromtrust funds.
Sone tine later (and after the agent's death), sonmeone discovered that the
policy listed the insureds as the policy owners, rather than listing the
trustee as the owner. The couple decided to reformthe policy to "clarify"
that the trust owned the policy, and that it had al ways owned the policy. They
proposed to make this clarification by executing a valid assignment of the
policy to the trust.

The IRS ruled that the reformati on and assi gnnent of the joint and
survivor policy to show that the trustee owned the policy would not itself be a
taxable gift of the policy to the trust or its beneficiaries, and that the
proceeds of the joint and survivor policy would not be includible in the gross
estate of either insured if either or both died within three years of the
reformati on and assignnment. The IRS explained that, generally, ownership of a
life insurance policy for estate and gift tax purposes is presuned to be
determined fromthe terns of the policy itself. The IRSreferred to this as
the "policy facts,” and noted that the parties have a heavy burden to overcone
this presunption. Conr. v. Noel,380 U S 678 (1965); U S. v. Rhode Island
Hospital Trust Co.,355 F.2d 7 (1st Cir. 1966). The IRS noted, however, that
Rhode |sland Hospital Trust Co. created an exception "where the insurance
contract itself does not reflect the instructions of the parties, as where an
agent, on his own initiative, inserts a reservation of right to change a
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beneficiary contrary to the intentions which had been expressed to him no

i nci dents of ownership are thereby created." 355 F.2d at 11. This exception
the I RS noted, had been expanded by the Tax Court in Fuchs Est. v. Conr., 47
T.C. 199 (1966), acqg., 1967-1 C. B. 2, to include situations where the insurance
agent nade a ni stake about the ownership or beneficiary designations. 1In this
ruling, the IRS stated that the intent facts, rather than the policy facts,
shoul d det ermi ne whether the reformati on and assi gnnent of the joint and
survivor policy to reflect the trust as owner would constitute a transfer
subject to gift tax, or cause the proceeds to be includible in the estates of
Husband and Wfe, if either or both died within 3 years of the assignment. The
I RS stressed that the intent of the parties had been set forth in

cont enpor aneous instrunents (the "Transfer by Gft" instrument and the trust
instrument). The IRS also noted that the insureds instructed their insurance
agent to title the new policies in the trust's nanme, and he had failed to
follow their instructions.

Note. See also sinilar conclusion i nPLR 9651004.

I nPLR 200603002, the IRS al so added an unrequested ruling regarding the
treatment of the installnent sale of the policy to the trust. The IRS stated
that this bonus ruling was needed "for purposes of sound tax adm nistration."
The IRS treated the sale and forgiveness as an installnent gift arrangenent.
The IRS stated that:

W view the initial transfers of the policies, nade subject to a deferred
debt obligation, and the subsequent forgiveness of such debt obligation a few
nmonths later, in a different tax year, w thout any paynents havi ng been nade on
such debt obligation, as part of a prearranged plan to avoid owing gift tax
with respect to the transfers of the policies. Accordingly, we conclude for
gift tax purposes that, as part of a prearranged plan, Husband and Wfe
i ntended to forgive the note executed by the Trust that was received by Husband
and Wfe at the tine of the transfer of the life insurance policies.

The I RS has | ong taken the position that it will ignore a purported |oan
(or installment sales obligation) if the |oan and the forgiveness of the debt
are part of an integrated, prearranged plan. Rev. Rul. 77-299, 1977-2 C. B
343. The Tax Court, however, has twice rejected this argunment, where the notes
were |legally enforceable. Kelley Est. v. Conr.,63 T.C. 321 (1974), nonacg.
1977-2 C.B. 2; Haygood v. Conr.,42 T.C. 936 (1964), acq. in result 1965-1 C. B
4, nonacq. 1977-2 C.B. 2. Thus while the IRS may dislike an installment sale as
an attenpt to finance life insurance prem uns, the Tax Court may be nore
receptive.

Also, if one plans to sell an insurance policy to an irrevocable life
i nsurance trust, one should be very, very sure that the trust is a grantor
trust deened owned by the insured. Qherw se, the proceeds coul d becone
ordinary inconme, under the transfer-for-value rule.
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CCDE SECTI ON 2053. ADM NI STRATI VE EXPENSES

TAX COURT DENI ES DEDUCTI ON FOR OUTSTANDI NG CLAI M HELD BY DECEDENT' S WHOLLY-
OMED CORPORATI ON

Hughes Est. v. Comr., T.C. Menp 2005-296 (12/27/05). Wen Bob died in
1996, his widow, Wnifred, becane the sol e stockhol der of Advanced Leasing, a
corporation that he had founded and that sold and | eased used cars.

Thereafter, Dean MBride (Bob's long-tinme friend) becane the sole officer and
director of the corporation. Wnifred granted Dean a durabl e power of
attorney, with which he executed an agreenent and prom ssory note under which
she prom sed to pay $400,000 to the corporation on denand, in exchange for
4,000 shares of its conmon stock. Purportedly, this arrangement was needed to
provide capital to the corporation, where Wnifred's son, Billy, was enpl oyed.
Billy was a very good sal esman, but he had al cohol and drug problens. The
prom ssory note was not paid until after Wnifred' s death, when Dean
Wnifred s executor, paid the $400,000 to the corporation. Wnifred s estate
deduct ed the $400, 000 as a bona fide clai magainst her estate, under Section
2053(a)(3). The IRS denied the deduction, and clained that $21,782 owed by the
corporation to the decedent on certain promissory notes was includible in her
gross estate.

The Tax Court (Judge Colvin) denied the estate a deduction for the
out st andi ng debt. The court explained that an estate may deduct the value of a
cl ai m based on a decedent's pronmise to pay, if the liability was contracted
bona fide and for full and adequate consideration in noney or noney's worth.
Section 2053(c)(1)(A); Scholl Est. v. Conmr.,88 T.C. 1265, 1279 (1987); Davis
Est. v. Conr.,57 T.C. 833, 835 (1972). The estate argued that the stock given
to Wnifred was adequate consideration, and that it was a bona fide transaction
i ntended to reduce the corporation's debt, made the bal ance sheet cl eaner, and
facilitate securing outside financing. The court disagreed, noting that the
corporation's financial situation remained poor after the transaction, and that
t he conpany had negligible, if any, value when the agreenent was entered into.
Therefore, Wnifred did not receive full and adequate consideration as required
by Section 2053(c)(1)(A). The court also concluded that the stock subscription
agreenment was not a bona fide contract, because it was not nade in good faith
and bargained for at arms length. Regs. 8820.2043-1(a), 20.2053-4. The court
stressed that: (1) the terms of the agreenment were not negotiated at arm s
[ ength; (2) the corporation's business was not appraised, and the corporation
had annual net |osses and a negative net worth the years before, during, and
after the transaction; (3) the 4,000 shares and the $400, 000 demand note
payable to the corporation were not reflected on the corporation's financial
statements or on its tax returns; (4) the corporation's bookkeeper and its
certified public accountant did not know about the stock subscription agreenent
and the $400, 000 note payable, and (5) Dean did not demand payment of the
$400, 000 before Wnifred' s death. The court, however, held that the interest on
the | oan was not an asset of the estate, because the corporation was insolvent
on the date of death, and the fair narket val ue of the accrued interest was
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zero.
CODE SECTI ON 2055. CHARI TABLE DI STRI BUTI ONS

NONQUALI FYI NG CHARI TABLE REMAI NDER TRUST COULD NOT BE REFORMED FOR ESTATE TAX
PURPOSES

Tamulis Est. v. Comr., T.C. Menp 2006-183 (8/29/06). Anthony left
the residue of his revocable trust in further trust to pay specific anbunts to
several of his relations, remainder to the Catholic Church. The trust was to
continue for 10 years (or, if longer, the joint lives of the decedent's brother
and sister-in-law), after the decedent's death, during which tine the trustee
was directed to pay: (a) all real estate taxes on the decedent's residence,
which was left to Anthony's brother and sister-in-law for life, remainder to
their children; (b) $5,6000 per year to Anthony's brother and sister-in-law, to
defray the costs of utilities and repair on Anthony's residence; (c) $5,000 per
year to Anthony's grandni ece, while she was maki ng "reasonabl e progress” in
pursuit of a Ph.D. in education; (d) $2,000 per year and the bal ance of the
trust's net inconme to two other grandnieces; and (e) $10,000 per year to one of
Ant hony' s grandni eces, "until she graduates from nedical school." At
term nation of the trust, the trust funds were to pass to the Roman Catholic
Di ocese of Fall River, Massachusetts. The IRS denied the $1, 495,526 cl ai ned
estate tax deduction for the charitable renmai nder interest.

The Tax Court (Judge Gale) agreed with the IRS, finding that the trust was
not a qualified charitable remainder trust and that the noncharitable interests
were not reformabl e under Section 2055(e). Section 2055(e)(3)(C) permts a
qualified reformation of a split-interest trust by a judicial reformation begun
within 90 days after filing the estate tax return, or otherwise if the
noncharitable interests are "basically expressed as an annuity interest or a
unitrust interest." The reformation, in this case, had not been brought in a
timely manner, and the noncharitable interests were not expressed as fixed
dol l ar amounts or a fixed percentage of the initial value of the assets.

ESTATE TAX DEDUCTI ON DENI ED FOR NONQUALI FI ED SPLI T- I NTEREST TRUST DI SGUI SED AS
SHARE OF RESI DUE

Galloway v. U S., 2006 W. 1233683, 97 AFTR2d 2006- 2458 (WD. Pa. 5/9/06)
(slip opinion). Janes' revocable trust provided that the residue would pass in
four equal shares, with two shares passing to specified individuals and two
shares to specified charities. The four shares woul d each be paid out in two
installnents, with one share being distributed on January 1, 2006, and the
other on January 1, 2016, when the trust would terminate. The instrunent
stated that the share for any individual beneficiary who was not alive on the
date of a distribution would | apse and be reall ocated anong the other surviving
beneficiaries. The IRS denied the estate tax charitable deduction for the
$399, 079. 33 that would ultimately pass to charity, and the decedent's estate
paid the tax and sued for a refund.
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The U.S. District Court for the Western District of Pennsylvania held for
the IRS, finding that the residuary disposition was a non-qualifying charitable
split-interest trust, under Section 2055(e)(2), which denies an estate tax
deduction for a charitable split-interest charitable trust, other than a
charitable remai nder or lead annuity trust or a unitrust, a pooled inconme fund,
and certain other interests. The court stressed that the trust fund was
created under one docunent from one set of property,

Note. This disposition |ooked at first glance like a sinmple
guartile division of the residuary share of the trust, which would have
permtted a charitabl e deduction for the charitable share. 1In this case,
however, the anmount that the charities would receive depended upon the survival
of the individual beneficiaries, and so was part of a true split-interest
arrangenent. Sadly, in this situation, no deduction is allowed even for the
one-hal f of the residuary estate that the charities would be assured of
receiving. Gting Johnson Est. v. U S.,941 F.2d 1318, 1321 (5th Cr. 1991) (no
deduction for charitable share of trust to support decedent's three sisters, to
mai ntain the graves of his famly nenbers, and to create a charitable trust to
pay for religious education in certain Catholic parishes); and Zabel v. U S.
995 F. Supp. 1036 (D. Neb. 1998) (no deduction for trust whose incone was to be
split between charitable and individual beneficiaries for 21 years, with the
remai ning corpus to be distributed to the charitable beneficiaries at that
time); Edgar Est. v. Conr.,74 T.C 983 (1980), aff'd, 676 F.2d 685 (3d Cir.
1982) (no deduction for assets added to trust created by the decedent's sister
providing for regular paynments fromincome to non-charitable individuals, with
t he remai nder passing to various charities upon the death of the non-charitable
beneficiaries, even though the income fromthe trust to which the estate
pour ed- over woul d be sufficient to pay all noncharitabl e anmounts).

ESTATE TAX DEDUCTI ON ALLOWED FCOR OUTRI GHT PAYMENT TO CHARI TY ON VOLUNTARY EARLY
TERM NATI ON OF SPLI T- I NTEREST TRUST MADE TO AVO D CONFLI CTS OF | NTEREST

Jackson Est. v. U S., 408 F. Supp.2d 209 (N.D. WVa. 11/23/05). Mldred's
revocabl e trust, at her death, provided $150,000 outright distributions to each
of her three nieces and to her nephew, and then |left one-quarter of the trust
i ncome to each of them A church was made remmi nder beneficiary. Floyd
Estridge, Jr. and Davis Trust Co. were co-trustees, but trust investnent
deci si ons were nade by the Trust Committee, on behalf of Davis Trust Co., and
the Trust Committee included two nmenbers of the renmainder beneficiary-church
After MIldred' s death, her attorney becane concerned about potential conflicts
of interest arising fromthe fanmly beneficiaries' dissatisfaction with the
di m ni shed incone fromthe trust and Estridge's marriage to one of Mldred's
ni eces. To avoid possible disputes arising fromsuch conflicts, the attorney
proposed that the trustees and beneficiaries voluntarily ternminate the trust.
Slightly nore than six nonths after MIldred' s death, the trustees, the fanily
beneficiaries and the church all signed an agreement termnating the trust, and
di viding the distribution based on the actuarial values of the various shares,
using IRS tables. The I RS denied an estate tax deduction for the charitable
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distribution, noting that the termination was not a qualified reformation under
Section 2055(e)(3) and the trust was not a qualified split-interest trust under
Section 2055(e)(2).

The district court held for the taxpayer, noting that the deduction
is allowable for the amount paid outright to the church, and that the
requirenents for a qualified split-interest charitable trust were not rel evant.
The I RS argued that the qualified reformati on requirenents applied unless the
nondeductible split-interest trust was termnated in a settlement of a will
contest or to avoid an inmm nent breach of fiduciary duty, but the court held
that such a narrow interpretati on was not supported either by the history or
purpose of the section. The statute was designed to ensure that an estate's
charitabl e deduction corresponds with the anbunt the charity actually receives,
and that the change in the trust not have been nmade nmerely to circunvent the
split-interest rules of Section 2055(e). In evaluating whether these
requi renents are nmet, the courts usually |look at four factors: (a) whether
property is directly transferred to the charitable beneficiary; (b) whether a
noncharitabl e beneficiary maintains an interest in that property; (c) whether
t he deduction is sought for the actual benefit received by the charitable
entity; and (d) whether the estate is nerely trying to gain a charitable
deduction by skirting the split-interest rules. 1In this case, the property is
transferred outright to the charity, the noncharitable beneficiary retains no
interest in the transferred property, the clained deduction is precisely equa
to the amount distributed to the charity and there was a bona fide non-tax
reason for termnating the trust.

Note. As the court noted, several other courts have held that the split-
interest rules of Section 2055(e) do not apply when intervening acts destroy
the split-interest arrangement. Moreover, several courts have held that
Section 2055(e) does not apply when an intervening event destroys the
charitable split-interest and causes a direct transfer of property to a
charitabl e organi zati on. See Flanagan v. U.S.,810 F.2d 930, 935 (10th Cr.
1987); First Nat'l Bank of Fayetteville v. U S.,727 F.2d 741, 746 (8th Cr.
1984); Cetting v. U S.,712 F.2d 358, 361-63 (8th Cr. 1983); see also Strock
Est. v. US.,655 F. Supp. 1334, 1340-41 (WD. Penn. 1987).

The estate certainly could have entered into a qualified refornmation,
converting the trust into a charitable remainder annuity or unitrust. This
woul d have reduced the disagreenents between the lifetine beneficiaries and the
remai nder beneficiary over the investment of the trust fund, because both would
have had the sane objective of nmaximizing total return. That would have
avoi ded the tax litigation, though it would probably have | eft greater chance
for litigation between the trust and beneficiaries over clainmed partiality of
the trustees to the renmai nder beneficiary.

CODE 882056, 2044, 2519, 2523, 2207A. NARI TAL DEDUCTI ON

VARI TAL DEDUCTI ON ALLOWED DESPI TE SURVI VORSHI P CONDI TI ON UNTI L DI STRI BUTI ON OF
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DECEDENT' S ESTATE

Sowder v. U.S., 407 F. Supp.2d 1230 (E.D. Wash. 11/10/05). Tony left a
wi Il that bequeathed $600,000 to persons other than his w dow, Marie, and the
residue of his estate to his widow, "if she survives nme, and if she does not
survive nme, or dies before ny estate is distributed to her..." The IRS
di sall owed the estate tax marital deduction, claimng that the condition of
survivorship rendered the residuary gift a nondeductible term nable interest.
Section 2056(b)(3).

The district court held for the estate, applying a state | aw that
requires construction of a bequest that was intended to qualify for the nmarita
deduction in such a nanner as to nake it so qualify. Rev. Code of Wash.
Section 11.108.020(1). The court stated that Tony's intent for his residuary
gift to qualify for the marital deduction was shown by the facts that: (a) he
was a taxw se busi nessman and i ndivi dual who did not want to pay any nore tax
t han necessary; (b) he died possessed of an article that explained the 1981
enactment of the unlimted marital deduction and state | aw presupposes a
decedent to have known the |law on the date of death; (c) he created an
irrevocable life insurance trust holding a last-to-die life insurance policy,
suggesting that he intended to defer estate taxes until both spouses had died.

Note. The sane anal ysis could have been required (and the same result
obtained) in a state that |acks such a generous statute, if the decedent's
testanentary instruments contain a statement of the tax objectives, and a
requi renent that they be construed in such a manner as to achi eve those goals.
For exanple, the follow ng | anguage m ght be included in a conventional marital
deduction will or revocable trust:

Tax Objectives. | intend that: (a) the Marital Share qualify for the
Federal estate tax marital deduction [OPTIONAL FOR QTl P: except to the extent
that nmy personal representative does not elect for it to be deductible]; and
(b) the Family Share shall not be includible in the gross estate of ny *
husband/w fe*, if *he/she* survives ne. 1In all matters involving ny estate, ny
will [OPTIONAL FOR REV. TRUST: and revocable trust] shall be construed in such
a manner as to effectuate these tax objectives, and nmy personal representative
[ OPTI ONAL FOR MARI TAL TRUST: and trustees] shall exercise no power in a manner
that woul d be inconsistent with these tax objectives.

TRUST FUND | NCLUDI BLE I N SURVI VI NG SPOQUSE' S GROSS ESTATE AS QT P, AND TAX
CCOLLECTI BLE FROM RENMAI NDER BENEFI Cl ARl ES

Warner v. U S., 2006 TNT 166-11 (C.D. Ca. 7/31/06). WIlliam Sr. died,
| eaving a portion of his estate in trust for his widow, Lura. The trust
specified that all income be paid to Lura in "convenient installnments as
determ ned at the sole discretion of the Trustees" and it did not specify that
the income nust be distributed at |east annually. Lura elected to treat the
trust as a QTIP. At Lura's later death, her two children, WIIliam and Janes,
argued that the trust never qualified as a QIl P, because it did not require
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that incone be paid at |east annually. Therefore, they contended, the trust
funds should not be included in Lura's gross estate, the taxes on the fund
shoul d have been due at WIlliam Sr.'s death and they shoul d have been

col lected fromLura and the children, equally.

The district court held that the intent that paynents be nmade at | east
annual ly can be inferred, relying on Cavenaugh Est. v. Conr.,51 F.3d 597 (5th
Cr. 1995), in which a simlar trust was held to qualify for the marita
deduction, because trustees typically pay each quarter or sem -annually, the
trust instrument gave the beneficiary the right to invade the trust principa
each cal endar year and a testator would not allow a beneficiary to raid the
trust's corpus nore frequently than he contenpl ated i ncone payouts, and the
| ack of a provision for the accumul ati on of interest indicated a desire that
the income be paid at least annually. |In this case, the court also noted, Lura
was a co-trustee, she was given the right to invade the trust principal each
year to supplenment her income and the trust had no provision regarding the
accumul ation of interest.

Note. The children also argued that no intent to qualify the
marital trust as a QTP could be inferred, because the QIl P provisions were not
enacted until after their father's death. This suggests that the | RS probably
shoul d never have allowed the narital deduction in the first estate. The court
rejected this argunent, however, noting that the question is whether the
taxpayers' father intended that his w fe have control over the incone, not
whet her he intended that the trust be deductible.

I RS EXPLAI NS HOW TO ASSURE MARI TAL DEDUCTI ON WHEN SURVI VI NG SPOUSE' S | NTEREST
INIRA IS TRANSFERRED TO QTIl P MARI TAL TRUST

Rev. Rul. 2006-26, 2006-22 |.R B. 939 (5/20/06). The IRS explai ned how a
QTP marital trust that is the naned beneficiary of a decedent's i ndividual
retirement account (IRA) (or other qualified defined contribution retirenent
plan), will qualify for the estate tax marital deduction, under various state
| aw definitions of " income.” In all three situations exam ned, A dies in 2004,
survived by spouse, B. A's will creates a residuary marital trust that is, at
A's death, irrevocable and valid under applicable local law. During A's
lifetime, A named B the beneficiary of all anpbunts payable fromA s IRA after
A's death. The IRA is currently invested in productive assets and B has the
right (directly or through the trustee of the marital trust) to conpel the
i nvestment of the IRA in assets productive of a reasonable inconme. The IRA
docunent does not prohibit the withdrawal fromthe I RA of anpbunts in excess of
t he annual required mninumdistribution anmbunt under Section 408(a)(6). The
marital trust qualifies as a QIIP, and B has the right to conpel the trustee to
invest the marital trust principal in assets productive of a reasonable incone.
On B's death, the marital trust principal would be distributed to A's children
who are younger than B. The marital trust conplies with Rev. Rul. 2000-2,
2000-1 C. B. 305, and B has the annual power to conpel the trustee to w thdraw
fromthe I RA an anpbunt equal to all the IRA incone for the year, and to require
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distribution of that incone to B. |If B exercises this power, the trustee mnust
withdraw the greater of all of the income of the IRA or the annual required

m ni mum di stribution amount under Section 408(a)(6), and distribute currently
to B at least the incone of the IRA. Any excess of the required m ni mum

di stribution amunt over the incone of the IRA for a year is added to the
principal of the marital trust. The trustee nust always w thdraw the required
m ni mum di stribution amount in any year in which B does not exercise the power
to conpel a greater withdrawal fromthe IRA. A s executor elects to deduct both
the marital trust and the IRA as QIl P. Before Cctober 31, 2005, the trustee of
marital trust provides to the IRA trustee a copy of A's will, which constitutes
the marital trust's governing instrument, in accordance with A-6(b) of Regs.
Section 1.401(a)(9)-4. The requirenents of A-4 and A-5 of Regs. Section
1.401(a)(9)-4 are also net; there are no beneficiaries or potentia
beneficiaries that are not individuals, so the beneficiaries of the trust are
desi gnated beneficiaries of the IRA. In accordance with Section 408(a)(6) and
the terms of the IRA, the trustee elects to receive annual required mnimum

di stributions using the exception to the five year rule in Section
401(a)(9)(B)(iii) for distributions over the designated beneficiary's life
expectancy. B is not treated as the sole beneficiary, so the special rule for
a surviving spouse does not apply. The required nminimumdistribution fromthe
IRA is based on B's |ife expectancy.

In Situation 1, state | aw adopted a version of the Uniform
Principal and Incone Act (UPIA) including provisions that: (a) authorize the
trustee to nake equitabl e adjustnents between incone and principal to fulfill
the trustee's duty of inpartiality between the incone and renai nder
beneficiaries; (b) permt adjustments between income and principal when trust
assets are invested under state |aw prudent investor standard, the amount to be
distributed to a beneficiary is described by reference to the trust's incone,
and the trust cannot be administered inpartially after applying the state
statutory rules regarding the allocation of receipts and di shursenments to
i ncome and principal; (c) requires the trustee, when all of a paynent nade from
an |RAto a trust must be distributed to the current beneficiary and no part of
the payment is characterized as interest, a dividend, or an equival ent paynent,
to allocate 10% of the required paynent to inconme and the bal ance to
principal; (d) requires the trustee, when none of the paynent nade froman |IRA
to a trust nust be distributed fromthe trust or the paynent received by the
trust is the entire amunt to which the trustee is contractually entitled, to
all ocate the entire paynent to principal; and (e) require the trustee to
all ocate to inconme any additional anpbunt necessary to obtain the marita
deduction. For each cal endar year, the trustee determ nes the total return of
the assets held directly in the marital trust, exclusive of the IRA and then
determ nes the respective portion of the total return that is to be allocated
to principal and to incone under state law, in a manner that fulfills the
trustee's duty of inpartiality between the income and remai nder beneficiaries.
The anpunt allocated to inconme is distributed to B in accordance with the terns
of the trust instrument. Simlarly, for each cal endar year the trustee
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determines the total return of the assets held in the IRA and then determn nes
the respective portion of the total return that woul d be allocated to principa
and to incone under state law in a manner that fulfills a fiduciary's duty of
inmpartiality, and this allocation is made w thout regard to, and independent
of, the trustee's determ nation with respect to the marital trust incone and
principal. If B exercises the withdrawal power, the trustee withdraws fromthe
| RA the anpbunt allocated to inconme and distributes to B the income of the IRA

In Situation 2, state | aw provides that the income of the trust can be a
4% uni trust amount (based on the net fair market value of the trust assets
val ued annually). Al interested parties authorize the trustee to adopt the
uni trust approach for the marital trust and I RA withdrawals, and the trustee
t hereby determines the unitrust amount for the | RA assets separately fromthat
for the marital trust. The IRA and trust distributions are based on this
definition of incone.

In Situation 3, state | aw does not have the UPI A rules, and requires only
that traditional income be distributed to an incone beneficiary. The trustee
applies state law and distributes the net incone of the narital trust to B, and
separately determ nes and distributes the net incone of the IRAto B

In all three cases, the IRS stated that the marital trust was
deducti bl e as a QIl P under Section 2056(b)(7). |In Situation 1, the IRS
expl ai ned, the allocation of the total return of the IRA and the total return
of marital trust pursuant to the trustee's state law authority constitutes a
reasonabl e apportionnent of the total return of the IRA and the nmarital trust
bet ween the incone and remai nder beneficiaries. The income of the trust
determined in this manner is subject to B s withdrawal power, and the income of
the marital trust, as so deternmined, is payable to B annually. Accordingly, B
has a qualifying income interest for life in both the IRA and the trust. The
| RS added, however, that the inmpact of the 10% all ocation may have to be
consi dered, depending upon the terms of marital trust itself. The state law (a
version of UPI A Section 409(c)) requires allocation of 90% of a required
m ni mum di stribution to principal, and the 10% al |l ocation to i ncome does not,
al one, satisfy the nmarital deduction requirement that all incone be distributed
currently, because the amount of the required mininumdistribution is not based
on the total return of the IRA (and therefore the anount allocated to incone
does not reflect a reasonable apportionment of the total return between the
i ncome and renmai nder beneficiaries). The 10%allocation to incone al so does
not represent the inconme of the I RA under state law, w thout regard to the
equi tabl e adj ustment power. |f B exercises the w thdrawal power, the trustee
nmust wi thdraw the greater of all of the incone of the IRA or the annua
required mni mumdistribution anount, and distribute at [east the inconme of the
IRA to B, however, and so because the marital trust's income is deternined
wi thout regard to the IRA, it would not affect the determination of the anpunt
distributable to B. Accordingly, in Situation 1, the IRA and the marital trust
both qualify for the estate tax marital deduction. |If the trust ternms do not
require the distribution to B of at [east the income of the IRAif B exercises
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the withdrawal right, then the IRA may not qualify for the marital deduction
unl ess the trust terns provide that state |aw regarding the apportionment of
the required mininum distribution between income and principal do not apply.

In Situation 2, the unitrust determ nation of inconme satisfies the
requi renents of the marital deduction, and because B can unilaterally access
all income of the IRA, and the incone of the trust nust be paid to B annually,
the IRA and the trust both qualify for the marital deduction. The IRS noted
that the result would be the sane if the state | aw enacted both the statutory
unitrust reginme and a version of the UPIA allowi ng the trustee reasonably to
apportionnent of the total return between the income and renai nder
beneficiaries. 1In such cases, the trust inconme and the |IRA incone are each
determ ned under state statutory provisions applicable to the trust that
conformwith the marital deduction rules, and B has a qualifying incone
interest for life in both the IRA and the trust.

In Situation 3, B can conpel the trustee to withdraw the greater of
the required mninumdistribution anbunt or the incone of the IRA and at | east
the income of the IRA nust be distributed to B. Thus, in this situation, both
the IRA and the trust neet the requirements of the marital deduction. The IRS
noted that the result would be the same if the state pernmitted the trustee to
nmake equitabl e adjustnents, but the trustee decided that none were actually
required. The I RS added that, in all three situations, the inconme of the IRA
and the incone of the marital trust (excluding the IRA) are determ ned
separately and without taking into account that the IRA distribution is nade to
the trust. 1In order to avoid any duplication in deternmning the total incone
to be paid to B, the portion of the IRA distribution to the marital trust that
is allocated to trust incone is disregarded in deternining the ambunt of trust
i ncone that nust be distributed to B under the narital deduction rules. The
results would be the sane in all three situations if the trust terms directed
the trustee annually to withdraw all of the incone fromthe IRA and to
distribute to B at least the incone of the IRA (instead of granting B the
power, exercisable annually, to conpel the trustee to do so).

G FT TAX ANNUAL EXCLUSION FOR G FTS TO A NON-U. S. CI TI ZEN SPOUSE ADJUSTED FOR
I NFLATI ON

Rev. Proc. 2006-53, 2006-48 |.R B. 996 (11/27/06); Rev. Proc. 2005-70,
2005-47 1.R B. 979 (11/21/05). The gift tax annual exclusion for gifts to a
non-U.S. citizen spouse nade in 2006 is $120, 000, and for gifts nade in 2007
will be $125,000, under Section 2523(i)(2).

QT P ELECTI ON NOT EXTENDED TO ASSETS SUBJECT TO NONQUALI FI ED DI SCLAI MER

PLR 200612001 (3/24/06). The decedent's will and revocable trust
establish a separate "Lifetine Marital Deduction Trust" (the "marital trust")
for the surviving spouse, to hold all of the trust assets, |ess an anount
sufficient to take advantage of the decedent's estate tax unified credit. The
marital trust can be funded only with assets that qualify for the federa
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estate tax nmarital deduction. The balance of the revocable trust is held as
the "Family Trust," in a format that will not qualify for the estate tax
marital deduction. After the decedent's death, the estate's attorney di scussed
with the decedent's children the possibility that the surviving spouse woul d

di scl aimpart of the revocable trust fund, to pass assets directly to the
children and grandchild. The attorney thought that the surviving spouse was
not financially conpetent, and so prepared disclainmers for signatures by the
two children, who held powers of attorney to act for the surviving spouse. The
children did not discuss the disclainmers with the surviving spouse. On the
estate tax return (Form 706), the attorney nade a qualified term nable interest
property (QTIP) election for all the property passing to the marital trust,
excludi ng the disclainmed property, which assets were not listed on Schedule M
Later, the parties determined that the disclainmers were invalid and

i neffective, under both state law and tax law. The famly signed a
"restitution agreenment” that was approved by a local court, requiring the
children and grandchild to return the "disclained" assets to the estate.

The I RS agreed that the disclainmers were invalid and ineffective,
but stated that the QTIP election did not apply to the assets that were subject
to the purported disclainer. The will and trust added the disclained assets to
the marital trust, as a matter of law, but the QIIP election specifically did
not cover these assets. The IRS also stated that the estate would not be given
additional tinme under Regs. 88301.9100-1 to 301.9100-3, to change the QTP
el ecti on, because those rules apply to failure to make an election, not failure
to make the correct election

NO RELI EF FOR | NCORRECT PARTI AL QTlI P ELECTI ON

PLR 20054003 (10/7/05). Decedent's will left a portion of the estate in
trust for the surviving spouse and a charity. The spouse woul d receive current
di stributions of income for the rest of the spouse's life, and the renai nder
was distributed to the charity. The executor of the decedent's estate, a bank
relied on a law firmto file a correct federal estate tax return. The firm
reported the trust by claining the marital deduction for the actuarial value of
the income interest, and claimng the charitabl e deduction for the actuaria
val ue of the remainder interest. The executor requested either a deternination
that the QI P election actually applied to the entire value of the trust fund,
or an extension of the tine within which to nmake a correct QTIP el ection

The IRS rejected both analyses. The IRS noted that an el ection to deduct
the actuarial fair nmarket value of the spouse's inconme interest constitutes a
partial QTP election, but that this election is irrevocable. The IRS
expl ai ned that, in appropriate circunstances, it will grant additional time to
make a QTI P el ecti on when none was made on the estate tax return, but here a
QTP election was made. The IRS stated that it will not grant additional tinme
to convert a partial election into a full election. Therefore, the estate
received a marital deduction for only the actuarial fair nmarket value of the
i ncone interest, and no charitable deduction, because the charitabl e remainder
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was a nondeductible interest.
ESTATE TAX PROCEDURES
EQUI TABLE RECOUPMENT ALLOWED AGAI NST ESTATE THAT MADE ERRONEQUS QTl P ELECTI ON

Buder Est. v. U S., 436 F.3d 936 (8th Cr. 2/7/06). Kathryn's husband had
died in 1984, leaving a residuary trust for which his estate clainmed the
marital deduction. Wen Kathryn died, the IRS contended that the residuary
trust nust be included in her estate, despite the fact that the trust was
ineligible for QTIP treatnent.

The Eight Circuit affirmed a decision of a district court, that the
doctrine of equitable recoupnent applied, but that the IRS was not entitled to
interest on the equitable recoupnment. The courts held that the requirements of
equi tabl e recoupnment were met, because (1) the residuary trust and the
resulting tax on the trust assets resulted froma single event subject to
i nconsistent treatnent; (2) the claimagainst the first spouse's estate was
barred by the statute of limtations; and (3) there was sufficient identity of
i nterest between the two estates.

Not e. See al so Gerzog, "Buder: The Extent of Equitable Recoupnent,"”
2006 TNT 54-31 (3/20/06).

TAX COURT CANNOT REQUI RE I RS TO APPLY OVERPAYMENT TO | NTEREST

Smith Est. v. Conr., 429 F.3d 533 (5th Gr. 10/31/05), vac'g, 123 T.C. 15
(2004). The estate of Algerine Smith deducted an amount cl ai med by Exxon for
al l egedly receiving overpaynents of royalties. The Tax Court held that the
estate coul d deduct the value of the claimon the date of death, as detern ned
by expert appraisal, regardl ess of the amount for which the claimwas settled
during the estate adnm nistration. The court entered a decision for an
over paynent, based on the parties' agreed Rule 155 conputations. The Fifth
Crcuit reversed and remanded. On renmand, the Tax Court had held that the IRS
proved a valuation of the Exxon claimat |ess than the $680,000 the IRS
previously allowed. A nunber of years passed before the parties. The Fifth
Crcuit affirnmed.

After years of litigation, the IRS abated sone of the assessed
under paynent interest and estate tax, and issued the estate a $210, 467 ref und.
The conput ati on agreed upon showed t he anpbunt of unpaid underpaynent interest
but did not include it in the conputation of the ambunt of overpaynent to be
shown on the docunent subnmitted to the court. The document did not reduce the
over paynent by the anpbunt of the underpaynent interest and the court adopted
t he docunent.

The Tax Court (Judge Ruwe), with five judges concurring and five
di ssenting, held that an overpayment of tax always include any underpaynent of
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interest, and so the I RS should not have reduced the anpbunt of the refund by

t he amount of underpaynent interest. The court stated that the I RS should have
taken the interest into account in conputing the anpunt of overpaynent to be
shown on the decision docurent.

The Fifth Crcuit disagreed and vacated the Tax Court order. The court
stated that the statutory schene related to review of overpaynents is designed
to permit the offset of overpaynments with interest liabilities even arising
during the same year, and that issues related to overpaynment or underpaynent of
interest can be raised in separate proceedi ngs. 887481(c) (1), 7481(c)(2)(B)
Thus, the overpaynent determ nation does not necessarily determ ne underpaynent
issues relating to interest, and it did not do so in this case.

Note. See al so CC-2004-35 (9/16/04), in which the IRS Chief Counse
advi sed that assessed and unassessed underpaynment interest should be taken into
account when preparing overpaynent decision docunents and stipulations. For
pendi ng and entered decisions, the notice stated that all overpaynent decision
docunents shoul d take into account underpaynent interest. For cases where the
over paynent deci sion docunents were conputed without taking into account
under paynent interest, a joint conference call should be nade to the judge to
explain the conputational problem the notice added.

ERRONECQUSLY OVERPAI D ESTATE TAXES ARE NOT REFUNDABLE, DESPI TE DEFERRED ESTATE
TAX PAYMENTS

Leveroni v. U S., 2006 W 2850019, 98 AFTR2d 2006- 7241 (N.D. Cal
10/ 4/06). The executor for Louise's estate elected to pay her estate taxes in
equal annual installnents. After five paynments, the executor discovered that
the estate had made a nistake on the estate tax return and had overpaid its
estate taxes. The executor clainmed a refund of nore than $214,193, but the IRS
rejected the claimin part, asserting that the claimwas not tinely, except for
the final two paynents of tax. The executor filed a claimfor refund, and the
I RS requested partial sunmary judgnent on the statute of limtations issue.

The district court held for the claimfor refund of the first three tax
paynments was barred by the statute of limtations, under Section 6511(b)(2)(B)
which states that refund with respect to a claimfiled nore than three years
after the return cannot "exceed the portion of the tax paid during the 2 years
i medi ately preceding the filing of the claim" The executor argued the first
three installments were nerely deposits, rather than taxes, and that the
statute of limtations did not begin to run until the IRS denied the claim
The court distinguished Rosenman v. U S.,323 U S. 658 (1945), because the
taxpayer in that case initially disputed the amount of tax and only delivered
an estinated tax paynent under protest to avoid penalties and interest. The
paynments in this case were made according to a return filed by the estate, and
not under protest. The court also held that the statute of limtations was not
altered by the failure of the IRS to issue a closing letter, and that neither
the mtigation rules of Section 1311 nor the doctrine of equitable recoupnent
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applied in this case.
NEW ESTATE TAX RETURN RELEASED FOR ESTATES OF DECEDENTS DYI NG | N 2006

Form 706 (Cct. 27, 2006). The IRS issued a new Form 706, with the
foll owi ng updates and changes fromthe prior return

e 46% maxi num estate tax rate;

* Return nust be filed with the Cincinnati IRS Center, regardl ess of the
decedent's citizenship or residence;

* Requires disclosure of sales of partnership or LLC interests or closely-
hel d stock to trusts that exist on the date of death

e For returns filed after August 17, 2006, the Pension Protection Act of
2006 has amended the provisions used to determ ne substantial and gross
nm sstatenments of valuation of property. A 20% substantial estate tax valuation
understatenent is inmposed if the value of property is 65%or |ess of the anount
finally determined to be correct (Section 6662(g)(1)), and a 40% gross
val uati on understaterment is inposed if the value clainmed on the return is 40%
or less of the correct amount (Section 6662(h)(2)(Q);

e The state death tax deduction is all owed under Section 2058, rather than
the nowrepeal ed state death tax credit;

e The gift tax annual exclusion for gifts made in 2006 is increased to
$12, 000;

» The ceiling on special-use valuation is increased to $900, 000;

 The anpbunt used to conpute the 2% portion of the estate tax
attributable to closely-held business interests and payable in installnents
under Section 6166 is raised to $1, 200, 000;

e The GST exenption is raised to $2,000, 000;

* An estate can request an automatic six-nonth extension of the time to
file the return by filing Form 4768, with no need to state a justification

» Beginning with the estates of decedents dying and generati on-ski ppi ng
transfers occurring after 2003, the generation-skipping transfer (GST) tax
exenption is equal to the applicable exclusion amunt. For 2006, that anount
is $2,000, 000.

I RS PROVI DES NEW GUI DELI NES FOR WHEN A REAL ESTATE | NTEREST IS A CLOCSELY- HELD
BUSI NESS FOR ESTATE TAX DEFERRAL PURPOSES

Rev. Rul. 2006-34, 2006-26 |.R B. 1171 (6/26/06). The IRS has issued new
gui delines, revising rulings issued in 1975, and explains the circunstances
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under which a decedent's interest in a real estate enterprise will constitute
an interest in a closely-held business, the estate taxes on which can be paid
over ten years, following a five-year interest-only deferral period, under
Section 6166. The new ruling provides five illustrative situations in which
Section 6166 eligibility is examined. 1In each situation, the real property
interests included in the decedent's gross estate exceed the requisite 35% of
the adjusted gross estate, and the other eligibility requirements of Section
6166(b) (the nunber of partners, nenbers or sharehol ders or the percentage of
capital interest in the partnership or LLC or corporate voting stock) are
satisfied. |In each situation, the IRS stated that the six key issues exani ned
woul d be: (a) The ampunt of time the decedent (or agents and enpl oyees of the
decedent, partnership, LLC, or corporation) devoted to the trade or business;
(b) Whether an office was nmaintai ned fromwhich the activities of the decedent,
partnership, LLC, or corporation were conducted or coordinated, and whether the
decedent (or agents and enpl oyees of the decedent, partnership, LLC or
corporation) maintained regul ar business hours for that purpose; (c) The extent
to which the decedent (or agents and enpl oyees of the decedent, partnership
LLC, or corporation) was actively involved in finding new tenants and

negoti ati ng and executing | eases; (d) The extent to which the decedent (or
agents and enpl oyees of the decedent, partnership, LLC, or corporation)

provi ded | andscapi ng, grounds care, or other services beyond the nere

furni shing of |eased prem ses; (e) The extent to which the decedent (or agents
and enpl oyees of the decedent, partnership, LLC, or corporation) personally
made, arranged for, perforned, or supervised repairs and nai ntenance to the
property (whether or not perforned by independent contractors), including
without limtation painting, carpentry, and plunbing; and (f) The extent to

whi ch the decedent (or agents and enpl oyees of the decedent, partnership, LLC,
or corporation) handled tenant repair requests and conplaints. The |IRS added
that no single factor is dispositive, and other factors nay al so be consi dered.

In Situation 1, the decedent died owning a ten-store strip mal
titled in the decedent's sole nane. The decedent personally handl ed the day-to-
day operation, managenent and nmai ntenance of the strip mall, and personally
handl ed nost repairs. When the decedent could not personally make a repair, the
decedent sel ected, hired and approved the work of a third party independent
contractor. The IRS stated that the ownership of the strip mall qualified as
an interest in a closely-held business for purposes of Section 6166, stressing
that the decedent provided significant services to the strip mall tenants, and
personal |y handl ed the day-to-day operation, managenent and nmai ntenance of the
strip mall. The IRS stated that the decedent's activities went beyond those of
a nere investor collecting profits froma passive asset. Using i ndependent
contractors when the decedent could not personally nake repairs was
perm ssi bl e, because in those situations the decedent was involved in selecting
the contractors and approving their work. (The result would be the same if the
strip mall had instead been held in a disregarded single-nmenber LLC owned by
t he decedent.)

In Situation 2, the decedent died owning a small office park titled in the

COPR. © 2007 Tax Managenent, |nc.



32 TMEGIJ 3 Page 41

decedent's sol e nanme. The office park consisted of five separate two-story

bui | di ngs, each of which had multiple tenants. The decedent hired an

i ndependent nmnagenent corporation to | ease, manage and nmaintain the office
park, and relied entirely on the managenent conpany to provide all necessary
services. The primary duties of the management conpany's enpl oyees consi sted of
advertising to attract new tenants, showi ng the property to prospective
tenants, negotiating and adm nistering | eases, collecting the nmonthly rent, and
arrangi ng for independent contractors to provide all necessary services to

mai ntain the buildings and grounds of the office park, including snow renoval,
security, and janitorial services. The managenent conpany provided a nonthly
accounting statement to the decedent, along with a check for the rental incone,
net of expenses and fees. The IRS deternined that the decedent's interest in
the office park did not qualify as an interest in a closely-held business,
taking into account the activities of the managenent corporation and its
relationship with the decedent. The IRS stated that the decedent |acked any
significant managenent participation, had no personal oversight of the
property, and |l acked any ownership interest in the nanagement conpany. These,
the IRS stated, all weigh heavily against a finding that the office park was
used in an active trade or business.

In Situation 3, the facts were the sane as in Situation 2, except that the
decedent owned 20%in value of the stock of the managenent conpany. The |IRS
stated that the decedent's significant interest in the managenent conpany neant
that the decedent was indirectly providing significant services with regard to
t he management and nmai ntenance of the office park, including advertising to
attract new tenants, showi ng the property to prospective tenants, negotiating
and admi ni stering | eases, collecting the nonthly rent, and arranging for third
party i ndependent contractors to provide all necessary services to maintain the
bui | di ngs and grounds of the office park, including snow renoval, security, and
janitorial services. Thus, the office park was used in an active trade or
busi ness, for purposes of the decedent's estate.

In Situation 4, the decedent died owning the 1% general partnership
interest and a 20% limted partnership interest in a limted partnership that
owned three strip malls that, collectively, constituted 85% of the value of the
limted partnership's assets. The partnership agreenment required the genera
partner to provide the limted partnership with all services necessary to
operate the |limted partnership's business, including daily maintenance to and
repairs of the strip malls. For nore than thirteen years, the decedent received
an annual salary fromthe linited partnership for the decedent's services as
general partner. The decedent, either personally or with the assistance of
enpl oyees or agents, perfornmed substantial nanagenment functions, including
collecting rental paynents and negotiating | eases, perforning daily maintenance
and repairs (or hiring, review ng and approving the work of third party
i ndependent contractors for such work), and naking deci sions regarding periodic
renovations of the three strip nalls. The IRS ruled that the strip nalls were
used in carrying on the partnership's active trade or business, and thus
qual i fied under Section 6166. The IRS noted that the determ nation of whether
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the limted partnership was carrying on a trade or business for purposes of
Section 6166 is made with reference to the partnership's activities, and that
because the partnership, rather than the decedent, owned the strip malls, the
nature and | evel of the activities of the limted partnership, rather than

t hose of the decedent, are evaluated. The decedent's activities (both those
done personally and those done with the assistance of enpl oyees or agents),
whi ch included performng daily maintenance of and repairs to the strip malls
(or hiring, review ng and approving the work of third party independent
contractors for such work), collecting rental paynments, negotiating |eases, and
maki ng deci sions regarding periodic renovations of the strip malls, were al
done on behalf of the limted partnership, and thus it was carrying on an
active trade or business. The decedent owned at |east 20% of the partnership
so that the result would be the sane if another enpl oyee, partner, or agent
performed the same services, instead of the decedent.

In Situation 5, the decedent died owning all of the stock of a corporation
that sold cars and autonotive parts and supplies and that repaired cars. The
decedent made all decisions regarding the conmpany, including the approval of
all advertising and marketing pronotions, managenment and acquisition of
inventory, and matters relating to deal ership personnel. The decedent al so
supervised all corporate enployees. The decedent also directly owned certain
real property that had been constructed for the conmpany, and that contai ned
uni que features tailored to an autonobile deal ership, including a showoom and
of fice space and areas for servicing autonobiles and storing inventory. The
decedent | eased the real property to the conpany under a net |ease, and the
conpany's enpl oyees performed all maintenance of and repairs to the property.
The IRS ruled that the decedent's interest in the real estate constituted an
active trade or business, because the corporation engaged in an autonobile
deal ershi p business which is, clearly, an active trade or business, and the
real property was used exclusively in the business of the corporation, albeit
under a net |ease fromthe decedent. The activities of the corporation are
i mputed to the decedent, because the decedent owned a significant interest in
it, so the decedent is deened to have actively nmanaged the real estate.

Note: This ruling updatesRev. Rul. 75-366, 1975-2 C. B. 472,
revokesRev. Rul. 75-365, 1975-2 C. B. 471, and revokes the portion of Rev. Rul.
75-367, 1975-2 C.B. 472, that relates to eight rental hones.

TWO PERCENT | NTEREST RATE ON DEFERRED ESTATE TAXES ON CLCSELY- HELD BUSI NESS
ADJUSTED FOR | NFLATI ON

Rev. Proc. 2006-53, 2006-48 |.R B. 996 (11/27/06); Rev. Proc. 2005-70,
Section 3.35, 2005-47 |I.R B. 979 (11/21/05). The value of a closely-held
busi ness interest, the deferred estate taxes on which bear interest at a 2%
rate, is increased to $1.2 mllion, with respect to estates of decedents dying
in 2006, and $1, 250,000 with respect to estates of decedents dying in 2007.

I RS EXAM NES EFFECT OF RECORDI NG SPECI AL ESTATE TAX LI EN FOR DEFERRED ESTATE
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TAXES ON GENERAL ESTATE TAX LI EN

CCA 200645027 (11/10/06). Decedent died owning a $500, 000 pri nci pal
resi dence, $500,000 worth of marketable securities, a $1 nmillion interest in a
closely held real estate nanagenment corporation, three closely-held real estate
managenment corporations worth $1 mllion, and three other closely-held
corporations worth $3 nillion each and each having a $4 million in cash
equity. D s sonis the sole heir and executor. D's estate elected to pay $4.5
mllion of the $5 million estate tax liability over a 15-year period, under
Section 6166. Each real estate parcel is encunbered by a nortgage that
i ncludes a clause that the inposition of any lien on the subject property
constitutes a default. Because of the nortgage clauses, the estate refused to
designate the real property as Section 6166 property, to be security for the
Section 6324A lien. Instead, the estate offered $5, 000,000 of shares fromtwo
of the closelyheld conpanies as security for the deferred estate taxes. The
I RS raised the question of whether, if the corporate shares neet the
requi renents of Section 6324A(b), does accepting them as Section 6166 property
extingui sh the general Section 6324(a) estate tax lien on all of the property
of the gross estate, such that a default on the Section 6324A special lien
agreement will permt attachment of the other estate assets, if the Section
6166 property value is then insufficient to satisfy the amount of remaining
deferred liability.

The I RS Chief Counsel's Ofice stated recording the tax |ien under Section
6324A divests the Section 6324(a) lien with respect to the property desi gnated
on the latter lien agreenent, but that it does not divest the rest of the
property included in the gross estate fromthe general estate tax lien. |If
there is a default on the deferred estate tax |ien agreenent, and the shares
designated as Section 6166 |lien property are insufficient to satisfy the ful
unpaid estate tax liability, then collection action nay be taken agai nst the
remai ni ng gross estate property, because of the general Section 6324(a)(1)
estate tax lien.

RS CLAI M5 THAT THERE IS NO LI M TATI ONS PERI OD ON DEMANDI NG SECURI TY FOR ESTATE
TAXES DEFERRED UNDER SECTI ON 6166

CCA 200627023 (7/7/06). The I RS Chief Counsel's office has taken
the position that the IRS can require a surety bond under Section 6165 or
attach a special lien under Section 6324A to secure estate taxes deferred under
Section 6166, at any tinme that the taxes remain unpaid. The Chief Counsel's
office stated that neither the three-year limtations period on assessnent of
estate tax nor the issuance of a closing letter limts the ability of the IRS
to require that an estate provide such security. The Chief Counsel's office
noted, in part, that the estate tax closing letter is not a formal closing
agreement under Section 7121, and so does not preclude reopening the audit if
there is (1) evidence of fraud, nual feasance, collusion, conceal nent, or
m srepresentation of material fact; (2) a clearly defined substantial error
based on an established IRS position; or (3) a serious adm nistrative error
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DI STRI BUTI NG PARTNERSHI P | NTEREST TO DECEDENT' S DAUGHTER DI D NOT ACCELERATE
ESTATE TAXES DEFERRED UNDER SECTI ON 6166

PLR 200613020 (3/31/06). The decedent |eft part of his estate, including
substantial partnership interests, in trust for his daughter. The trust
al  owed the daughter to withdraw one-half of the trust fund at one stated age,
and the balance at a later stated age. The daughter proposed to exercise her
power of wi thdrawal, having attained the first stated age.

The I RS stated that the trust's distribution of the partnership interests
to the decedent's daughter pursuant to the terns of the trust, did not
accelerate the estate taxes on the partnership interest, which had been
deferred under Section 6166. The |IRS noted that the contrary | anguage in the
regul ati ons was inconsistent with the current statute, and that no accel eration
of deferred estate tax occurs when property is transferred to a person who,
under the trust, is entitled to receive the property.

G FT TAXES
CODE SECTI ON 2503. G FT TAX ANNUAL EXCLUSI ON
ANNUAL EXCLUSI ON ADJUSTED FOR | NFLATI ON

Rev. Proc. 2006-53, 2006-48 |.R B. 996 (11/2706); Rev. Proc. 2005-70,
2005-47 1. R B. 979 (11/21/05). The gift tax annual exclusion is increased to
$12, 000 per donee per year, and the annual exclusion for gifts to a non-U.S.
citizen spouse is raised to $120, 000 per year, both for transfers made in 2006
and 2007.

I RS APPROVES G FT AND GST TAX EXCLUSI ON FOR PREPAI D EDUCATI ONAL COSTS

PLR 200602002 (1/13/06). The IRS approved the gift and GST tax annua
exclusion for a donor's prepaynent of educational costs of the donor's
grandchildren for all years through graduation from 12th grade. The donor
entered into an arrangenment with the school to pay at one tinme an anount equa
to the tuition for six grandchildren to attend through 12th grade. There were
Ssi X separate agreenents -- one for each grandchild. The payment was
nonr ef undabl e, and the donor woul d separately have to pay any increases in
tuition during that term

Note. See also similar ruling i nPLR 199941013. This transaction involved a
contractual arrangenent with the school; a similar gift through a trust would
not qualify for the unlinmted gift or GST annual exclusion. Regs. Section
25.2503-6(c), Ex. 2. This could be an extraordinarily useful death-bed gift
for an elderly grandparent, because the total exclusion is unlimted, and there
appears to be no requirenment that the donor be alive during the entire
educati onal period.

See sanple agreenment in Attachnents. See also Matz, "Practica
Strategies for Funding a Child' s Coll ege Education,” 33 Est. Plan. 22 (June
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20086) .
CODE SECTI ON 2511. TRANSFERS | N GENERAL
FI FTH C RCU T REVERSES TAX COURT AND APPROVES DEFI NED VALUE G FT

McCord v. Conr., 461 F.3d 614 (5th Gr. 8/22/06), rev'g and renig, 120
T.C. 358 (2003). Charles and Mary McCord fornmed a limited partnership to hold
various investnment assets, including stocks, bonds, real estate, and ot her
l[imted partnership interests. Charles and Mary then gave partnership
interests to their children and certain charities, under a formula clause that
purported to give: (a) $6,910,933 worth of partnership interest to Charles' and
Mary's children and trusts for their benefit; (b) $134,000 worth of partnership
interests to the Shreveport Synmphony (but not nmore than the difference between
the value of the total gift and the anpbunt allocated to the children and their
trusts); and (c) the balance to a second charity. The donees were required to
determnmine the value of the partnership interests, to allocate the gift anpng
themsel ves, using gift tax valuation nethods. The noncharitable donees agreed
to be Iiable for all gift, estate and generation-skipping transfer taxes on the
transfer, including any estate tax liability that would arise under Section
2035(c) if a donor died within three years of paying the gift taxes. The
donees entered into a second agreenment (the "Confirmation Agreement") two
nonths later, allocating the gift anong thensel ves, based on the val ues
provi ded by an independent appraiser hired by the children, setting the value
of the total partnership interests at $7, 369, 278, and the val ue of the
residuary gift to the second charity at $324, 345 ($7, 369,278 - $6, 910, 933 -
$134,000). The IRS valued the total gift at $12,426,086, and declined to
recogni ze the validity of the defined value gift clause.

The Tax Court (Judge Hal pern), in a reviewed decision wth severa
di ssents, held that (a) the donors had assigned only assignee interests, rather
than partnership interests, because the partners had not el ected the donees as
partners; (b) the IRS was not bound by the donees' valuation, and that the
formula clause might limt the anpbunt given to the children and their trusts,
but that it did not create a charitable deduction for the entire additiona
amount passing to the charity, because it relied on the valuation fixed by the
donees, rather than one fixed by the courts; (c) the total value of the
transferred interests was $9, 883, 882 ($120,046 per 1% interest), but the anount
of the gift was based on the percentage units allocated by the donees under the
Confirmation Agreement, limting the donor's gift tax charitable deduction to
the difference between the court's valuation of the total gift and the anpunt
allocated to the children; and (d) that the gift could not take into account
the liability of the donees for the additional estate taxes that woul d be due
were the taxpayers to die within three years of the paynent of the gift taxes,
because those anbunts were too uncertain, depending, as they do, on such
changeabl e factors as the estate tax rates and exenpti on ambunts, the continued
exi stence of the estate tax itself.
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Judge Fol ey, who had been the trial judge, and Judge Chiechi, wote
a separate opinion concurring in part and dissenting in part. They stated that
the charitabl e deduction should be allowed for the entire excess of the val ue
of the gift over the anpunt allocated to the children and their trusts, because
there "is no material difference between fair market value 'as determ ned under
Federal gift tax valuation principles' and fair narket value as finally
determ ned for Federal gift tax purposes." They also stated that the defined
val ue clause did not violate public policy.

The Fifth Crcuit reversed. The court stressed that there was absolutely
no suggestion that the charities had agreed to value the partnership interests
at anything other than their fair market value, even though the second charity
had declined to hire its own appraiser. The court stated that the Tax Court's
majority wongly measured the gift based on donees' Confirmation Agreenent,
whi ch occurred two nonths after the gift itself, and that they wongly
converted a fixed dollar gift into a gift of a fractional share of the tota
partnership interests. The court agreed with Judge Foley, that the |aw does
not prevent a charitable deduction being based upon a gift of a specific dollar
val ue, rather than a fractional share of an asset. The court also reversed the
Tax Court on the net gift approach, holding that the value of the initial gift
shoul d take into account the liability of the donees for the additional estate
taxes that would be due were the taxpayers to die within three years of the
paynment of the gift taxes. The court stressed that the Assignment Agreenent
nmerely created a present obligation to performa future act (paying any estate
taxes that m ght be engendered), and that the value of that obligation could be
determ ned actuarially.

Note. Cbviously, MCord reflects a difference of opinion between the
Fifth Crcuit (the Canal Zone, Louisiana, Mssissippi and Texas) and the Tax
Court over the use of fornula clauses to avoid taxable gifts. The Fifth
Crcuit appears to view the defined value clause as effective, though one may
note that the court stated that the IRS did not argue invalidity of the clause
under public policy, based on the Proctor Iine of cases. Also, it should be
noted, the Fifth Circuit stressed that in this case, there was absolutely no
hi nt of any understandi ng between the donor and the donees regarding the
val uation of the property and the charitabl e donees were i ndependent entities.
This mght nake it |ess appealing to use a narital gift, rather than a
charitable gift, as the repository for excess values. Still, were the Fifth
Crcuit's rule adopted generally, defined value gifts would becone the normfor
transfers of hard-to-val ue assets, such as real estate, interests in
partnershi ps or other closely-held businesses, antiques or artwork.

See al so discussion of the Tax Court's opinion in Hood, "The Defined Val ue
Gft Quagmre: Tax Court Dances a Lil Sidestep in McCord," 15 Prob. Pract.
Rptr. 1 (July, 2003); and a critique of the Fifth Crcuit opinion in CGerzog,
" McCord and Post-G ft Events," 113 Tax Notes 349 (10/23/06).
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SETTLEMENT OF FI GAT OVER M SADM NI STERED QPRT DOES NOT RESULT IN TAXABLE G FT

PLR 200617002 (5/28/06). The decedent and the spouse each created
an eight-year qualified personal residence trust, to which each conveyed a one-
hal f undivided interest in their principal residence. The trust terns were
i dentical, except that the decedent was the grantor, trustee and prinmary
beneficiary of one trust, and the spouse was the grantor, trustee and prinmary
beneficiary of the other. The remainders of both trusts were to be distributed
to the couple's then-living daughters or, if neither daughter was then |iving,
to the personal representatives of the estate of the latter daughter to die.
The decedent informed one daughter that the couple had created the trusts, and
that the daughter was alternate trustee, after the couple thensel ves.
Thereafter, the spouse becane distressed regarding the |oss of the residence on
the term nati on of the QPRTs, and eight nonths before the expiration date of
the trusts, the decedent and the spouse deeded the residence to their revocable
trusts. Neither daughter was consulted, advised of or aware of these deeds,
and when they | earned of them several years |later, when the parties began the
process of selling the residence, they hired a | awer and made a denmand agai nst
their parents for the sal e proceeds, based on fraud, breach of fiduciary
duties, and tortious interference with the daughters' interest in the
resi dence. The sales proceeds were held in escrow pendi ng the determ nati on of
the rights of the parties and resolution of this conflict. The decedent died
and the decedent's estate and the spouse, to avoid the costs of litigation with
t he daughters, offered to settle the clains by delivering all of the sales
proceeds the daughters, in equal shares. The daughters agreed to accept the
sal es proceeds in full settlenent of all clains against the decedent's estate
and the surviving spouse.

The IRS ruled that the payment of the sales proceeds of the residence to
t he daughters would not constitute a taxable gift by the spouse or the
beneficiaries of the decedent's revocable trust or the beneficiaries of the
decedent's estate. The IRS stated that, under Conr. v. Bosch Est.,387 U. S.
456 (1967), an agreenment settling a dispute is effective for transfer tax
purposes, if the settlenent is based on a valid enforceable claimasserted by
the parties and, to the extent feasible, produces an economcally fair result.
Ahmanson Foundation v. U S.,674 F.2d 761, 774775 (9th Cr. 1981). In this
case, the daughters clearly had a right to the renainder interest in the
resi dence, and the trust did not authorize distributions of the corpus to the
decedent and the spouse. Further, each trust instrument stated that it was
irrevocable and that the grantor had no right or power, whether alone or in
conjunction with others, in whatever capacity, to alter, anmend, revoke or
termnate the trust. Thus, the decedent and the spouse acted w thout authority
in withdrawing the residence fromthe QPRTs. The IRS also noted that nothing
suggested that any of the daughters had consented to the actions of the
decedent or the spouse, and thus had not relinquished or otherw se transferred
their respective renmainder interests in the corpus of the QPRTs to the
revocabl e trusts, and they had not made taxable gifts when the residence was
transferred fromthe QPRTs to the revocable trusts.
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DONOR' S RESERVATI ON OF RI GHT TO CHANGE BENEFI Cl ARI ES CREATES | NCOWPLETE G FT,
BUT TRUST STILL SH FTS TAXABLE | NCOVE

PLR 200637025 (9/15/06). The grantor created a trust with a
corporate trustee, and directed that the trust incone and principal would be
distributed during the grantor's lifetime to and anong a class that includes
the grantor, the grantor's spouse (if and when the grantor marries), the
grantor's parents and any descendant of the grantor's parents, including the
grantor's own descendants, if any, and any "qualified charity" (defined as one
to which contributions are deductible for income, gift and estate tax
purposes). The distributions will be made in such proportions as directed by
ei t her the unani nous decision of the distributions commttee (the "Comittee"),
or by the decision of the grantor and one or nore nmenbers of the Conmittee. At
the grantor's death, the remaining trust principal (including any undistributed
income) will be distributed to the persons that the grantor nanmes in the
grantor's last will. The grantor may exercise this power of appointnment in
favor of anyone other than the grantor, the grantor's estate, the grantor's
creditors or the creditors of the grantor's estate. The trust included an
alternate disposition in default of the valid exercise of this power of
appoi ntnent, in favor of the grantor's siblings and their descendants, with a
contingent remminder in certain private foundations. The Committee initially
consists of the grantor's brother and sister, but at all tines it rmust include
at least two adult nmenbers of the class of potential beneficiaries. Neither
the grantor nor the grantor's spouse may be a menber of the Committee.

The I RS stated that the trust was not a grantor trust for incone tax
pur poses, apparently because any distribution of income or principal to the
grantor or the grantor's spouse could be nade only with the consent of an
adverse party. §88672(a), 674(b)(3), 677(a). The IRS also stated that the
grantor's limted power of appointnent gave the grantor the power to change the
trust beneficiaries, and caused any gifts to the trust to be inconplete for
gift tax purposes. Regs. Section 25.2511-2; Stanford Est. v. Conr.,308 U S. 39
(1939). Trust distributions are not taxable gifts fromthe distribution
conmittee, because their power to distribute trust funds to thenselves is
exercisable only with the consent of an adverse party. Distributions of trust
property to a beneficiary other than the grantor, however, or the grantor's
lifetinme rel ease of the testamentary power of appointnment, would constitute
conpleted gifts by the grantor

Not e. See al so PLRs 200502014 and200612002. These rulings support the
creation of a trust that will shift taxable income w thout a taxable gift of
t he underlying trust principal.

CODE SECTION 2512. G FT TAX VALUATI ON

ANNUAL VALUATI ONS FOR STOCK TRANSFER RESTRI CTI ONS SUSTAI NED AS G FT TAX VALUE
OF CLOSELY- HELD STOCK

Huber v. Conr., T.C Menp 2006-96 (5/9/06). Mchael, Caroline, Tabitha
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Hans and Laurel owned shares of a closely-held corporation founded in the 19th
century by J.M Huber, a Gernman inmigrant. The corporation operated a

di versified business with annual sales in excess of $500 nmillion. The
corporation had approxi mately 250 sharehol ders, who were either Huber fanmily
nmenbers, the Huber Foundation, or other charities. The corporation's by-Iaws
prevented the transfer of shares outside of the family unit. Sharehol ders
coul d seek waivers fromthe board to transfer stock to nonprofit organizations,
whi ch were then allowed to hold the shares or to sell themto permtted
sharehol ders. There were also 3,000 to 5,000 enpl oyees, nobst of whom were not
related to the Huber famly. Huber was governed by its board of directors,
nost of whom were not family menbers. The corporation's CEO, president and
chairman is a great-grandson of the founder of the corporation. The corporation
had no formal stock buyback program but its bylaws: (a) authorize it to redeem
stock from Huber sharehol ders; (b) provide it a right of first refusal to
purchase shares offered outside the Huber fanmily at a price specified in the
byl aws; (c) provide that if any sharehol der attenpts to sell his shares to a
buyer not authorized by the bylaws, Huber has the irrevocable option to
purchase the shares at the lower of the offer price, the book value, or the
formula price set by the bylaws; (d) authorize sale of Huber shares to Huber
fam |y menbers, including Iineal descendants of J.M Huber, their spouses,
their children, trusts whose beneficiaries are such persons, and the Huber
Foundati on; and (e) authorize shareholders to sell to independent nonprofit
organi zations. The corporation retained Ernst & Young (E&Y), who were not its
accountants for other purposes, to appraise its shares each year. E&Y uses a
consi stent met hodol ogy, conparing Huber to conparable publicly-traded
conpani es, and applying a 50% di scount for |ack of marketability. The E&Y
reports were used in valuing gifts of Huber shares to nonprofit organizations,
val uing both the grant and exercise of stock options issued to Huber's CEQ
fixing the conpensation of Huber's board nenbers, evaluating the performance of
Huber as a whol e, and val uing shares that are bought back by Huber fromits
sharehol ders. From 1996 to 2000, the board of directors authorized 14
redenpti ons of stock owned by Huber sharehol ders, and in each case set at the
E&Y val ues, usually less 5% after obtaining a waiver fromthe board. Also
from 1994 to 2000, there were approxi mately 90 transacti ons of Huber shares

bet ween sharehol ders, all of which used the E&Y val ues, though none of which
were required to use those values. The IRS argued that the E&Y val ues were too
low for gift tax purposes.

The Tax Court (Judge Coeke) sustained the E&Y values for gift tax
purposes. The court agreed with the taxpayer that two transactions were
particul arly good conparables. |In one, the Brown estate transactions, the
executors of the estate of a third-generation descendant of J.M Huber, sold
52,796 shares to help pay estate taxes. The sales were made to purchasers
i ncluding distant famly menbers and trustees acting in their fiduciary
capacity. One of the buyers, the husband of the executor's second cousin, held
an MB.A from Stanford and runs a private equity firm and he agreed to buy
the shares at the E&Y values. |In another, the Foster Trust transactions, a
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testanentary trust created under the will of another third-generation Huber
famly menber, for the benefit of her children and husband, sold some of the
Huber shares to raise noney to neet trust expenses and the estate taxes on the
deceased's estate. Sales were nmade to, anobng others, one of the decedent's
children who was a beneficiary of the trust and who understood the E&Y

val uati on nethods and agreed to that price. The Tax Court stressed that there
were over 90 transactions between 1994 and 2000, involving Huber sharehol ders
in relationships both close and distant, and that all of themtook place at the
E&QY values. The IRS noted that there was little negotiation in the
transactions, but the court did not find "that the |ack of negotiation in the
transactions at issue connotes the lack of an intent to realize the best price
for the value of the shares." The Tax Court rejected this notion, finding that
negotiation is not essential.

G FT TAX PROCEDURES
NOTI CE OF LARGE G FTS FROM FOREI GN PERSONS

Rev. Proc. 2006-53, Section 3.36, 2005-48 |.R B. 996. For taxable years
begi nning in 2007, recipients of gifts fromcertain foreign persons nay be
required to report these gifts under Section 6039F, if the aggregate val ue of
gifts in the year exceeds $13, 258.

GENERATI ON- SKI PPl NGTRANSFER TAXES
CCDE SECTION 2601. EFFECTI VE DATE PROVI SI ONS
Dl VI DED TAX COURT SUSTAINS VALI DI TY OF GST EFFECTI VE DATE REGULATI ONS

Gerson Est. v. Conr., 127 T.C. No. 11 (10/24/06). El eanor died on Cctober
20, 2000, leaving a will that, in applicable part, exercised a broad general
power of appointment contained in the marital trust created by her late
husband, Benjamn, who died in 1973. No additions were nmade to the corpus of
the marital trust after Septenber 25, 1985. El eanor appointed the marita
trust to a trust for the benefit of her grandchildren and nore renote
descendants.

The Tax Court (Judge Hai nes) held that the regulations that treat the
exerci se of a general power of appointnent as a separate constructive addition
to the pre-Septenber 25, 1985 trust were a reasonable interpretation of the
statutory effective date rules. The majority relied on its earlier holding in
Peterson Mar i tal Trust v. Conmr.,102 T.C. 790 (1994), aff'd 78 F.3d 795 (2d
Cr. 1996), which involved a | apse of a general power of appointnent and an
interpretation of the tenporary regulations. The court noted that the
ef fective date provisions sought to protect the "reliance interests" of
settlors who established trusts before the new GST tax regi me was introduced
The majority also noted that the Second Circuit, in affirmng the Tax Court,
had stressed the fact that a general power of appointnment is generally treated
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i ke outright ownership, and that one holding such a power had no reliance
interest in the earlier trust terms, because the power-hol der could vary them
in the exercise of the power. The Eighth and Ninth Grcuits, however, had

di sagreed in Sinpson v. U S.,183 F.3d 812 (8th Cir. 1999), rev'g, 17 F. Supp.2d
972 (WD. M. 1998), and Bachler v. U S.,281 F.3d 1078 (9th Cr. 2002), rev'g
126 F. Supp.2d 1279 (N.D. Cal. 2000), both of which involved the exercise of
general powers of appointnents under facts very like those in Gerson. The
Eighth and NNnth Circuits had held that the plain | anguage of the statute
rendered the entire pre-Septenber 25, 1985 trust exenpt fromthe GST tax,

i ncluding the exercise of powers of appointment created under that trust. The
majority noted that these contrary hol di ngs predated the final regul ations,

whi ch, though only interpretative regul ations, have the force of [aw and are
val id reasonable. Chevron U S. A, Inc. v. Natural Res. Def. Council, Inc., 467
U S. 837 (1984); U S. v. Vogel Fertilizer Co.,455 U.S. 16 (1982). The court
rejected the views of the Eighth and Nnth Circuits in Sinpson and Bachl er, and
sustai ned the regul ations as harnonious with the statutory effective date

rul es.

Note. There were three concurring opinions and two di ssenting
opi nions. Judge Swift wote a three-judge concurring opinion that stated that
t he decisions of the Eighth and Ninth circuits in Sinpson and Bachl er had
confused which transfers were protected by the effective date rules and had
i mproperly distinguished the opinions in Peterson Marital Trust. Judge Swi ft
stated that the pre-Septenber 25, 1985 creation of the trusts in each case that
i ncl uded powers of appointnent nade the |ater exercise of those powers
possi bl e, but the "possibility" of a later transfer that was created before the
effective date was different fromthe actual transfer that occurred after that
date. The relevant transfer of property that occurred "under" the trust was
the one made to the surviving spouse, and not the one that she nade when she
exercised or permtted to | apse her general power of appointment.

Judge Thornton wote a separate concurrence with which seven judges
agreed (including four judges who signed the majority opinion). Judge Thornton
stressed the need to "give effect, if possible, to every clause and word of"
the statute, and criticized the Eighth and Ninth Crcuits for failing to give
effect to the phrase "generation-skipping" that inmediately precedes "transfer
under a trust." The Sinpson analysis rendered the phrase "generation-skippi ng"
irrelevant, because neither the GST tax nor the effective date rule apply to
any type of transfer other than a generation-skipping transfer. Judge Thornton
stated that the only way that the phrase "generation-skipping" used before the
phrase "transfer under a trust" can have purpose and effect, is by limting the
ef fective date protection to a generation-skipping transfer that occurs
pursuant to the terns of the trust instrunent. A generation-skipping transfer
that results fromthe exercise of a general power of appointment is not,
therefore, a "generation-skipping transfer under a trust."

Judge Hol nmes wote a third concurring opinion (in which Judge Swi ft
joined), focusing on whether the effective date regul ations are a reasonable
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interpretation of the statute. Judge Hol nes noted that the intent of Congress
on this issue is not clear, leaving the Treasury to construe it. The variation
inviews in this case al one, Judge Hol mes stated, shows that the statute is
anbi guous. The only thing required of the regulations is reasonabl eness, and
the regul ati ons are reasonabl e because they nmerely extend the |ong-standing
rule that a general power of appointnent is taxed as the equival ent of
owner shi p.

Judge Laro and Judge Vasquez both wote separate dissenting opinions,
t hough Judge Vasquez al so joined on Judge Laro's dissent (together with three
ot her judges.) Judge Laro deened the regulation not to be "a reasonabl e and
valid interpretation of the plain | anguage"” of the effective date rules. The
Sixth Gircuit, Judge Laro noted, has stated that "[w] here the statute is clear
t he agency has nothing to interpret and the court has no agency interpretation
to which it may be required to defer.” Dixie Fuel Co. v. Conr. of Soc. Sec.,171
F.3d 1052, 1064 (6th Cr. 1999), abrogated on other grounds by Barnhart v.
Peabody Coal Co.,537 U S. 149 (2003). Judge Laro noted that Peterson Marita
Trust was concerned only with the portion of the statute that follows the
comma -- the exception that provides "only to the extent that such transfer is
not made out of corpus added to the trust after Septenmber 25, 1985." The
i nstant case, as well as the opinions of the Eighth and Ninth Crcuits
concerned the part of TRA 1986 Section 1433(b)(2)(A) preceding the comm; i.e.
the general rule that provides "any generation-skipping transfer under a trust
whi ch was irrevocabl e on Septenber 25, 1985."

Judge Vasquez wrote a separate dissent to address the issue of the
proper deference the Court should give to interpretive regulations. Judge
Vasquez did not believe that interpretive regulations are subject to the
def erence described by the Supreme Court in Natl. Miffler Dealers Ass'n, in
light of the opinion of the Court in US. v. Mead Corp.,533 U S. 218 (2001).
In Mead, the Suprene Court clarified the linmts of Chevron deference owed to an
agency's interpretation of a statute it administers. The Suprene Court held
that an agency's interpretation of a particular statutory provision qualifies
for Chevron deference when (1) Congress del egated authority to the agency to
nmake rul es or regulations carrying the force of law, and (2) the agency
interpretation clainng deference was pronul gated in the exercise of that
authority. An agency's interpretation that does not qualify for Chevron
deference is "accorded respect proportional to its 'power to persuade"
Skidnore v. Swift & Co.,323 U S. 134 (1944). Judge Vasquez stated that
regul ati ons pronul gated under Section 7805 do not have the force of |aw,
because to hold otherw se would recogni ze no distinction between such
regul ati ons and those issued pursuant to an express grant of quasi-|egislative
authority. Interpretative regulations are owed | ess deference than |egislative
regul ations. Under Mead, the first question is whether Congress del egated
authority to the agency to make rules or regulations carrying the force and
effect of law. The second question is whether the agency invoked that
authority. By promulgating a regulation pursuant to Section 7805, the
regul ati on was not issued pursuant to a delegation of authority by Congress to
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make rul es or regulations carrying the force and effect of |law Therefore,
Judge Vasquez stated that, under Mead, the regul ations under the grantor trust
effective date rules would not need nmerely to be a reasonable interpretation
they woul d need to be persuasive.

CHAPTER 14. SPECI AL VALUATI ON RULES

CCDE SECTION 2702. SPECI AL VALUATI ON RULES I N CASE OF TRANSFERS COF | NTERESTS
I N TRUSTS

TAX COURT AGAI N STATES THAT REVOCABLE SPCOUSAL ANNUI TI ES | N GRATS ARE NOT
QUALI FI ED | NTERESTS

Focardi Est. v. Conr., T.C. Meno 2006-56 (3/27/06). C aude and Ni na each
created parallel GRATs. Each created two trusts, one for a two-year term and
one for a four-year term Each trust reserved to the grantor a substantia
annuity for its term increasing by 20% per year. In each case, the grantor
retained the annuity interest, and gave the spouse a revocable right to the
bal ance of the annuity interest if the grantor died during the reserved term of
the trust. Each trust also directed that the reserved annuity and the spouse's
annuity were intended to be qualified interests under Section 2702(b)(1) and
the regul ati ons thereunder, and that the trust instrunent should be construed
consistently with that intent. It also stated that no power, right or duty
under the trust could be exercised in a manner contrary to that intent. After
Cl aude's death, his gift tax return was exam ned and the IRS increased the
val ue of the remainder interest gifts, to neasure themw thout regard to Nina's
contingent annuity interest.

The Tax Court (Judge Laro) held for the IRS, applying the law in
exi stence before the 2005 regul ations that expressly denied qualified interest
status to nost revocabl e spousal interests. T.D. 9181, 70 Fed. Reg. 9222
(2/25/05). The court held that the spousal interests were not qualified
i nterests because they were contingent on the grantor's failing to survive the
applicable reserved annuity term and so were not fixed and ascertai nabl e, and
because they were not payable for either the life of the annuity holder or a
termof years (or the shorter of the two). The court rejected the taxpayer's
argunents that the interests were "fixed and ascertai nable interests existing
for a specified termof years, for the life of the termholders, or for the
shorter of the two." The taxpayer argued that the interests were "fixed and
ascertainable interests existing for a specified termof years, for the life of
the term hol ders, or for the shorter of the two," relying on Schott v. Conr.
319 F.3d 1203 (9th Cir. 2003), rev'g T.C. Menp 2001-110, and attenpting to
di stingui sh Cook v. Conr., 115 T.C. 15 (2000), aff'd 269 F.3d 854 (7th Cr.
2001). The taxpayer stated that the GRATs in Cook, unlike those in this case
and in Schott, involved a further contingency that the grantor and spouse
remain nmarried. The Tax Court held that the lack of this additiona
contingency did not nean that the interest in this case was a qualified
interest, and that the inclusion of the spousal annuity within a narital trust
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made the facts of this case nore simlar to those of Cook than to those of
Schot t .

Note. The court also rejected the taxpayer's argunments that, under the
trusts' savings clauses, the court's determnation that the spousal interests
were not qualified interests, necessarily converted the trusts into GRATs for a
set termof-years, rather than for the shorter of a termof-years or the
grantor's lifetime. The court stated that such clauses are ineffective for
Federal transfer tax purposes. Citing Conr. v. Procter, 142 F.2d 824 (4th Cir.
1944); Ward v. Conr.,87 T.C. 78 (1986); Harwood v. Conr.,82 T.C. 239 (1984),
aff'd wi thout published opinion 786 F.2d 1174 (9th G r. 1986); Rev. Rul. 65144,
19651 C.B. 442. This analysis seenms unduly sinplistic and harsh, because it
i gnores the inportance of such clauses in construing anbi guous provisions of
trust instruments. It would have been equally easy, however, for the court to
construe the | anguage of the specific savings clause as not elimnating the
contingent reversionary interest in the grantor, nerely because the spouse's
interest was found not to be qualified. See also Gerzog, " Focardi: Cook-ed,
Not Schott," 111 Tax Notes 1057 (5/29/06).

CCDE SECTION 2703. SPECI AL VALUATI ON RULES FOR OPTI ONS, AGREEMENTS, AND OTHER
Rl GHTS TO USE OR ACQUI RE PROPERTY

AVENDVENT TO BUY- SELL AGREEMENT |'S NOT SUBSTANTI AL MODI FI CATI ON

PLR 200625011 (6/23/06). The voting stock of an S corporation was owned by
a married couple and the nonvoting stock by their children. The sharehol ders
and the corporation signed a buy-sell agreenent that restricted the ability of
any sharehol der to give, bequeath or otherw se transfer his or her shares,
wi thout first offering themto the corporation and the other sharehol ders for
their book value (or, if less, the amount offered by the purchaser in a
proposed sale). The parties stated that