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Introduction

The 42™ Annual Philip E. Heckerling Institute on Estate Planning was again held in Orlando during the
week of January 14, 2008. I have summarized some of my observations for the week, but have not
attempted to cover all of the many wonderful presentations during the week. 1 sometimes identify
speakers, but not always. However, I take no credit for any of the outstanding ideas discussed at the
Institute — I am merely relaying the ideas of others that were discussed during the week. I generally have
not included a number of current developments that were discussed at the Heckerling Institute but that I
have previously addressed in my “2008 Early Winter Musings.”

1. Estate Tax Legislation Update

Dennis Belcher led a discussion of the status of estate tax reform.

a.

Politics as Usual. “Republicans blame the Democrats for nothing happening, and
Democrats blame the Republicans. The President blames Congress and Congress blames
the President. The House blames the Senate and the Senate blames the House.” -Dennis
Belcher

Repeal is Dead; Clients Are Starting to Plan Again. There are two chances of repeal —
slim and none. Clients are starting to show a willingness again to enter into planning. In

the last six months, Dennis has observed that clients who have been on the fence for five
years are now making significant taxable gifts. They are convinced that the three year rule
is important and making the gift early is significant. Also, clients want to see their children
enjoy the gifts during the clients’ lives. Clients are making large gifts and paying gift tax —
especially in states that have a death tax but not a gift tax. That yields an 8-9%
advantage.

No Presidential candidate is invested in estate tax repeal. That issue will not come into the
equation as it has with President Bush. Less than six weeks ago, President Bush said that
Congress should make the tax cuts permanent, including repeal of the estate tax.

Reform Legislation Unlikely in 2008. We are very unlikely to get reform in 2008 — it is
an election year. We are more likely to get reform in 2009. However, Conrad Teitell
observes that Republicans feel that they will lose even more seats in the November
elections, and they may be willing to compromise to reach a resolution before then. Estate
tax reform legislation is off the back burner and will be coming up. It is unlikely, but it is
possible that a reform compromise could be struck this spring.

Hearings in Spring 2008. Background of the hearings: Conrad Teitell testified at a Senate
Hearing on Nov. 14, 2007. He gave a glimpse of the behind the scenes motivation for the
hearings. Senator Kyl has been major proponent of estate tax repeal. Repeal measures
passed the House various times, but not the Senate, because neither side can muster 60
votes. The most that voted for repeal was 57 or 58 votes. Senator Kyl is a brilliant lawyer
(who made many arguments before the U.S. Supreme Court). He offered an amendment
to the Farm Bill that would provide a $5.0 million exemption and a capital gains rate for
an initial part of the estate and a 25% rate above that. He could not get that proposal on
the Senate floor with Harry Reid as the Senate Majority Leader. Instead, he offered it as
an amendment of the Farm Bill. The Chairman of the Senate Finance Committee is Max
Baucus of Montana, and the ranking Republican on the Committee is Senator Grassley of
Iowa. Both are from farm states; they get along well, and they act in a bipartisan manner
in most ways. Neither of them wanted anybody messing with Farm Bill. (Conrad Teiteill
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quips that “The Farm Bill has not yet passed. You might keep an eye on section e-i-e-i-
0.”) Senator Kyl agreed to withdraw the amendment, if the Committee would hold a
hearing in November, and hold hearings in the Spring. Senator Baucus (Chair of the
Senate Finance Committee) in Nov of 2007 said he will hold aggressive hearings on the
estate tax in the Spring of 2008 and would report out a bill for consideration in the Senate
by the Easter break.

Senators Baucus and Grassley have both stated they prefer repeal, but what they really
want is relief for small businesses and ranchers.

The general thinking is that we will have hearings in 2008 and legislation in 2009.

Vote Counting in the Senate. Of course, 60 votes will be required in the Senate to pass
estate tax reform legislation. In the Senate, there are now 49 Republicans, 49 Democrats
and two independents who align themselves with the Democrats. In the 2008 Senate
elections, 35 seats are up for election, and 23 of those are held by Republicans. One
website says 5 of those 23 are considered “safe.” Of the 12 Democrat seats that are up for
election, six are considered “safe.” Pundits expect that the Democratic majority in the
Senate will increase, possibly to the mid 50s range. (That’s why Dennis says that the
possibility of estate tax repeal is slim and none.)

As a practical matter the ultimate reform package will be negotiated by a small group of
moderates in the Senate. (I’ve heard Ron Aucutt say this as well. He observes that, as a
practical matter, the House will have to go along with whatever is negotiated in the
Senate.)

Reform Package. What might we expect for estate tax reform?

(1) Exemptions will be in the $3.5-5.0 million range. If the exemption is in the $5.0
million range, the increase will be phased in. Phase ins will be important — they
will likely be only $250,000 to $500,000 per year. At that rate, it takes a long
time to go from $3.5 to $5.0 million.

(2) Rates may drop from 45% to about 35%. The rate decreases will also be phased
in over a five year or longer period. For many clients, exemptions are not nearly as
important as rates.

(3) Gift tax exemption. If the gift tax and estate tax exemptions are recoupled, that
would be a big change to attorneys’ practices and would unleash a lot of planning.
(The speakers did not offer any prediction as to whether that will happen.)

(4) Portability. Portability of exemptions between spouses simplifies planning. Many
clients may not need bypass trusts or retitling of assets to avoid wasting a spouse’s
available exemption. Portability will simplify planning for a vast majority of
Americans. The portability concept seems to have legs in Congress — but this will
be a revenue issue.

2. Priority Guidance Plan
A few of the items on the 2007-2008 Priority Guidance Plan were highlighted.

a.

CLT Ordering. Ordering rules will be considered for CLTs under §642c. IRS uses a
WIFO (“worst in first out”) approach for CRTs. Many think the IRS will adopt the
reverse position for CLTs. But so far, the government position is that the income will
come out pro rata (rather than the worst kind of income coming out last).
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CLUT Sample Forms. There was a typo in the business plan. If includes an item for inter
vivos CLUT sample forms. However, Cathy Hughes says the sample forms will cover
both inter vivos and testamentary forms.

Division of CRTs. The IRS has issued many PLRs in the past addressing the tax effects of
early terminations of CRTs. The IRS is now holding off on further PLRs until there is a
published ruling. Section 5 of the 2008 “Rulings Rev. Proc.” says this is on the no rulings
list until further guidance is issued. PLRs have addressed the tax consequences of
acceleration. The government position to date is that the lead non-charitable beneficiary is
selling its interest, with a basis of zero. So, the full amount received is taxable. However,
perhaps as an offset to this harsh position, the government allows capital gains treatment.
(Instead of applying the normal ordering rules for CRTs that say distributions to
individuals are ordinary income first, here they say all of the payment to the individual is
capital gain income. Many planners say that is a decent tradeoff.)

Alternate Valuation. In Kohler, the company did a tax free reorganization during the first
six months of the estate administration. Is that a disposition that accelerates the alternate
valuation date — so the estate would value the old Kohler stock on the reorg date — or is
it a mere change in form so the estate values the new stock on the alternate valuation date?
The court said it was a close question, but ruled it was tax free event, a mere change in
form, so it was not treated as a disposition and the new stock was valued on the alternate
valuation date.

Last summer, at an IRS seminar for estate and gift tax agents, the national office expressed
concern that the decision would authorize this planning: A decedent owns marketable
securities at date of death. The estate transfers the dwelling and securities to an FLP. On
the alternate valuation date, the estate would have a discounted FLP interest. The estate
would argue that the transfer is an income tax neutral event, so Kohler should apply.
Most people think that is substantially more than a mere change of form. The IRS will
likely articulate that this planning does not work.

Family Owned Trust Companies. There is now a no ruling position for family owned trust
companies. It appears that the IRS is not hurrying on the guidance for family owned trust
companies.

Grantor Substitution Power. A “trigger” provision that is often used to cause a trust to
be a grantor trust is a nonfiduciary power in the grantor to substitute assets of equivalent
value with the trust under §675(4)(c). The Guidance Plan includes “guidance under §2036
regarding the tax consequences of a retained power to substitute assets in a trust.” The
government may think that is a transfer with retained enjoyment or control. Jeff Pennell
does not think the right to buy an asset for fair market value is a §{2036 power. However,
the IRS could argue that it is equivalent to a call right, and the ability to get the asset back
is valuable. So it is conceivable that the government would say it is a §2036 interest.
Other speakers agreed that this position is unsupportable. (Clary Redd pulls no punches;
he thinks that position “is utterly illogical and indefensible.”) This is a very important item
to watch because many planners rely on grantor substitution power as the grantor trust
trigger.

Restricted Management Accounts. Jeff has been told that the IRS will use §2703 to say
that restricted management accounts do not work to provide valuation discounts.
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3. Application of 2% Haircut Under §67 to Trust Investment Advisor Fees; Knight (Previously Rudkin)

a.

Tests in Circuit Level Courts. The issue is the meaning of the “second prong” of the
§67(e) exception for trusts and estates, namely that the exception applies for costs “which
would not have been incurred if the property were not held in such trust or estate.” The
statute, with its double negatives, is far from clear, but four Circuit level courts all agreed
the statute is clear and unambiguous. The tests used by the Circuit courts were as follows:

« Sixth Circuit — costs are “incurred because of fiduciary duties”

« Fourth and Federal Circuits — costs are “not commonly incurred by individuals”

« Second Circuit (in Rudkin) — costs that individuals “are incapable of incurring”

o Carol Harrington’s summary: “A bunch of really smart people are not able to figure
out what §67(e)(1) means.” As to the Second Circuit’s interpreting the “clear and
unambiguous” statute differently than the prior three Circuits, Carol Harrington
sarcastically observes “I guess all those other judges are just silly people.”

Supreme Court Oral Argument. The U.S. Supreme Court heard the oral argument for the
Rudkin appeal on November 27, 2007. The Justices seemed to agree in the oral argument
that the Second Circuit was wrong in reading “would” in the statute to mean “could” (i.e,
referring to expenses that an individual COULD not incur). In view of the rarity of a
Supreme Court case impacting estate planning, I will summarize the portion of the oral
argument on this issue — it’s pretty fun.

Justice Scalia, in particular, pointed out the absurdity of saying that “would” means the
same as “could” in his questioning of the government’s attorney:

JUSTICE SCALIA: Why do you think that the only instances where the expense
would not have occurred are those instances where it could not have occurred? That
doesn’t strike me as self-evident.

I mean, I understand why you do it, so that can you have a nice clear line, which I am
all for. But the line given by your colleague is just as clear. I don’t know why I should
accept yours when — I mean, ‘would’ just does not mean ‘could.” I mean, would have,
could have, should have, it’s — they’re different words.

MR. MILLER: ... But we are suggesting that there are contexts in which the word
‘would’ can carry the same meaning that is also expressed through the word ‘could.’ ...
Another example would be if I were to say that that glass would not hold more than
eight ounces of water, that would mean that it could not hold more than eight ounces
of water.

JUSTICE SCALIA: Anything that could not be done of course would not be done. But
that doesn’t mean that the — that the two words mean the same thing.

JUSTICE SCALIA: It’s true that one is included within the other, but they don’t mean
the same thing ... What could not happen would not happen, of course. But it doesn’t
mean that — the two concepts are not the same.

MR. MILLER: I think, when — when you have the word ‘would,” as we have in this
statute, that’s not qualified in any way, it’s ambiguous in the sense that it can mean
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definitely would not have been incurred, probably would not have been incurred,
customarily, ordinarily would not have been incurred, which is the meaning —

CHIEF JUSTICE ROBERTS: You didn’t think much of this argument before the
Second Circuit adopted it, did you? You didn’t argue that before the Court of
Appeals?

(Laughter)

MR. MILLER: We did not argue it before —

CHIEF JUSTICE ROBERTS: So you have a fallback argument.

MR. MILLER: Well, that — that’s right.

CHIEF JUSTICE ROBERTS: Well, now might be a good time to fall back.
(Laughter)

As Carol Harrington puts it: “Would /could — they rhyme, we know that, but they are
not the same words.” This humorous exchange is very important with respect to the IRS’s
proposed regulations, which adopt the very strict test of the Second Circuit and allow only
expenses that are “unique” to trusts and estates to be deducted fully without applying the
2% floor of §67. The balance of the oral argument centered on what line should be
drawn as to the meaning of the statute other than a “could not incur” line. The exchange
accurately foretells that the Supreme Court would not adopt the “expenses that
individuals are incapable of incurring” standard used by the Second Circuit.

Another interesting aspect of the oral argument is that it seemed that none of the Justices
(or the taxpayer’s counsel) seemed to understand what a grantor trust is. One of the
Justices asked “don’t all trusts have a grantor?”

Supreme Court Approach. The Supreme Court held in favor of the government, but it did
not agree with the Second Circuit’s test. The Court adopts the “unusual or uncommon”
test used by the Fourth and Federal Circuits and concludes generally that “§67(e)(1)
excepts from the 2% floor only those costs that it would be uncommon (or unusual, or
unlikely) for such a hypothetical individual to incur.” (emphasis added) In applying this
general test to investment advisory fees, the Court observes that a trust’s investment
advisory fees are often incurred to comply with the prudent investor standard, which is a
standard based on “what a prudent investor with the same investment objectives handling
his own affairs would do — i.e., a prudent individual investor.” In light of that “it is
quite difficult to say that investment advisory fees ‘would not have been incurred” — that
is, that it would be unusual or uncommon for such fees to have been incurred — if the
property were held by an individual investor with the same objectives as the Trust in
handling his own affairs.” [SRA Observation: That seems a real reach. I know that the
taxpayer’s attorneys were unable to locate statistical data on how many individuals hire
investment advisors. I suspect very few, on a percentage basis. For example, I wonder how
many of the approximately 2,500 attorneys attending the Heckerling Institute hire
investment advisors — as opposed to investing through mutual funds or with a
commission based broker (where the expenses are netted against income and are not
subject to the §67 limitations in any event.)| In light of the Court’s reasoning, it does not
seem possible for trusts to argue that individuals in the same financial situation as the trust
would not commonly hire an investment advisor.
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The Court does acknowledge several exceptions. First, some there may be an exception
for some limited special circumstances. The Court recognizes, as the government
conceded, that “some trust-related investment advisory fees may be fully deductible ‘if an
investment advisor were to impose a special, additional charge applicable only to its
fiduciary accounts.”” (emphasis added). In addition, the court observed that “a trust may
have an wunusual investment objective, or may require a specialized balancing of the
interests of various parties, such that a reasonable comparison with individual investors
would be improper. In such a case, the incremental cost of expert advice beyond what
would normally be required for the ordinary taxpayer would not be subject to the 2%
floor.” (emphasis added). The Court noted that the Trust had not asserted that its
investment objective or its requisite balancing of competing interests was distinctive, so
held that the Trust’s investment advisory fees are subject to the 2% floor.

Second, the Court impliedly recognized that the IRS could provide regulatory guidance in
stating “that the inquiry into what is common may not be as easy in other cases,
particularly given the absence of regulatory guidance.” Regulations could provide more

practical guidance as to when investment advisory fees of trusts or estate are not subject to
§67.

Proposed Regulations. Proposed regulations, issued about one month after the Supreme
Court accepted certiorari, did two major things. First, they adopted a standard similar to
the “individual incapable of incurring” standard, which it stated as a “unique” test.
(Cathy Hughes said that Knight rejected the government’s objective test, “that is
somewhat reflected in the proposed regs, but not entirely.”) Second, the proposed regs
adopt an unbundling requirement, so that only the portion of trustee fees, and legal and
accounting expenses representing services that are “unique” to trusts and estates qualify
for the exception. The Second, Fourth and Sixth Circuit level courts provided that trustee
fees are deductible, without any suggestion that a portion of them would be
nondeductible. But the proposed regulations say the trustee fees must be unbundled.
Many times, there is very little difference between trustee fees and investment management
fees, so all trustee fees arguably may be nondeductible — which seems contrary to the
dictum in circuit level cases. (However, trustees may take the position that a significant
portion of their fee represents time spent in communicating with beneficiaries and
handling the many administrative duties of trustee — and in effect are undercharging for
the investment advice.) There was no discussion of this unbundling requirement in the
Supreme Court oral argument (or in the opinion).

The Knight case’s rejection of the “would means could” position and its interpretation of
the exception as referring to uncommon, unusual or unlikely expenses will presumably
form the basis for revising the proposed regulations before they are finalized. The Court’s
reasoning would suggest that the IRS will have to change its proposed regulations, to use
some standard other than the “unique” standard (which is just a different way of referring
to expenses that only trusts and estates incur and that individuals could not incur.)

Carol Harrington quipped that the preamble to the §67(e) proposed regulation reads like
the preamble to the §2053 proposed regulations in referring to a great deal of uncertainty,
and “the IRS is here to help us.”

Cathy Hughes said that the IRS will now finalize the regulations. They received some
good comments, which they will consider. She gave no indication of whether the IRS is
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considering holding additional hearings (which would seem appropriate in light of the
significant changes that will be needed in light of the Knight decision.)

Significance. Sometimes, investment management fees are a big number. Also, if the estate
or trust has miscellaneous itemized deductions and is in the posture of paying alternative
minimum tax, the trust loses all of the deductions (because the portion of “miscellaneous
itemized deductions” that are subject to the 2% floor are treated as tax preference items
for purposes of the alternative minimum tax.). If a 28% AMT tax applies to the trust, it is
a very significant issue.

Effect on Trust Beneficiaries. If the 2% limitation applies, the effect will be to increase
DNI — so there will be a larger hit to beneficiaries of the DNI carryout. A trustee may
take the position that the 2% rule does not apply to the payment of certain investment
advisory fees because they represent an “incremental cost ... beyond what would
ordinarily be required for the ordinary taxpayer.” If the IRS reverses that position on audit
and if that has the effect of disallowing some deductions, the most significant concern is
for beneficiaries who received distributions (and had trust income carried out to them up
to the amount of the trust’s DNI) and who may have to go back tax returns and pay
penalties and interest.

Trust Distributions Reduce Trust AGI and Minimize the Impact of §67. The distribution

deduction is subtracted in arriving at the adjusted gross income of the trust (and the 2%
limit under §67 is based on the adjusted gross income). For example, if the trust
distributes enough so that the adjusted gross income, after subtracting the distribution
deduction, is $10,000 and if there are $10,000 of administration expenses, then there is
only a $200 “hit” even if the 2% rule applies. If the trust distributed even more, the trust
would get more distribution deduction and drive the AGI even lower, but then trust would
lose the benefit of the $10,000 of administration expenses.

Future Legislation? Carol Harrington summarized the tortured history over §67(e)(1) in
the last 15 years with a suggestion that Congress should clarify the situation: “Seriously,
it is insane to read this opinion. What really should happen is Congress should step in and
tell us what in the world they want us to do. It is crazy to spend 15 years and an
enormous amount of legal expense and time to try to figure out what they should have
said in the first place.”

4. Section 2053 Proposed Regulations

a.

Background. Section 2031 says to value assets as of the date of death, but {2053 does not
refer to the date of death value. Courts have struggled with how to handle claims against
the estate that are contingent or hard to value. The initial case was the Supreme Court case
of Ithaca Trust addressing how to value a charitable gift following the surviving wife’s life
estate (where the wife died before the husband’s estate tax return was filed). The Supreme
Court said that the value of W’s estate must be valued by the actuarial tables. The 5%, 9,
and 11" Circuits followed this line of reasoning and held that the deductions for claims
should be valued as of the date of death (even if the claims are uncertain on that date).
The 8" Circuit sided with the IRS and held that post-death facts can be considered in
determining the amount of deduction for uncertain claims.

Overview of Approach. The Preamble to the §2053 proposed regs say that part of the
rationale for the regulations is the difficulty to taxpayers (and the IRS) of having to value
uncertain and contingent claims and the possibility of needing to have two separate legal
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proceedings to deal with claims against the estate. Carol Harrington cynically summarizes:
“We can thank the IRS for making our lives easier.”

The proposed regulations generally say that contingent or uncertain claims can be
deducted only when they are paid, but the estate can file a protective claim for refund to
avoid the statute of limitations on refunds, so that they can be deducted when paid. In
addition, the proposed regulations say that there is a rebuttable presumption that any
claim by a family member (defined very broadly) is not bona fide and is not deductible at

all.

Reaction. The speakers were uniform in expressing considerable concern. The
government’s approach “is more difficult in practice than in theory.” Some took the
position that from a philosophical view, claims should be valued the same way as assets —
you don’t get to wait around to value hard to value assets. Ann Burns began her
presentation by saying that the goal was to bring certainty, but will it? “The IRS has
thrown us for a loop.”

Problem: All of Estate Passes to Spouse or Charity. Assume the entire estate passes to the
surviving spouse or charity, and assume there is a claim against the decedent worth
millions. Assume that the estimated amount of the claim against the estate is $5.0 million.
Under existing law, all of the estate is deductible under §2053 or the marital deduction or
charitable deduction. Under the proposed regulations, a marital/charitable deduction
would be allowed under the date of death snap shot rule only for the estimated amount
that the spouse or charity will actually get; so there is a reduced marital/charitable
deduction. However, no deduction is allowed initially for the estimated amount of the
claim against the estate. The estate would end up owing estate tax on the estimated
amount of the $5.0 million claim at the due date for the estate tax return. Yes, the estate
can get a refund later when the claim is actually paid, but how does the estate raise the
money to be paid nine months after the date of death — for example, if the estate consists
primarily of an illiquid closely held company. The estate may have to get rid of something
at a bad price.

Furthermore, if the claim is later resolved and the estate only has to pay $4 million, the
estate just gets a claims deduction for the $4 million actually paid, and no additional
marital or charitable deduction would be granted to reflect that the spouse or charity
actually receives more than estimated amount based on the date of death estimate (which
had assumed that $5 million would be paid on the claim).

There were a number of comments to IRS on the marital/charitable deduction mismatch
problem. The proposed regulations give no guidance as to how the contingent or uncertain
claim impacts the marital or charitable deduction.

Claims and Counterclaims in the Same Lawsuit. Another problem that received a lot of
attention in the comments to the IRS involves the very common situation of having claims
and counterclaims in the same suit. The leg of the lawsuit owned by the estate would be
valued at the date of death, but leg of the lawsuit against the estate would be valued as
actually paid, possibly years later. For example, assume the parties settle the lawsuit
sometime later and both go home empty handed. The estate’s claim is valued as of the date
of death without regard to post death facts, but there would never be an offsetting
deduction, even though the estate nets nothing out of the lawsuit. The proposed
regulations could be revised to say that related claims in the same matter should be valued

Bessemer Trust



in the same manner. This seems to be a very big issue and one that needs to be resolved
before final regulations are issued.

Cathy Hughes said that this was the biggest source of complaints in the comments, and the
IRS and Treasury “are working through it.”

Family Member Claims. The proposed regulations go beyond a strict scrutiny test that
generally applies to intra-family transactions. There is a presumption that claims by
family members are not valid, and there is a very broad definition of “family.” The estate
has the burden to show facts would support a similar claim by an unrelated person. For
example, buy sell agreements, promises to provide services, and loans between family
members are all suspect. No matter how well the transaction is documented, there is a
presumption that it is invalid. The estate has the burden to show that the transaction is
consistent with claims that would be brought by third parties. ACTEC and the ABA
RPTE Section filed comments that the strict scrutiny test, with which we are familiar,
should be sufficient. Also, there is some question whether shifting the burden of proof
may violate §7491, which generally provides that the government has the burden of proof
after the taxpayer produces credible evidence about a factual issue. Cathy Hughes
acknowledged that there has been a lot of concern about whether the presumption is
appropriate or whether to stay with the strict scrutiny test, and she does not know how
this will end up at this point.

Unenforceable Claims Are Not Deductible. Executors must be very diligent and not pay
unenforceable claims. Sometimes executors pay unenforceable claims — because it is the
“right” thing to do or the executor may not realize the technical unenforceability. For
example, maybe creditors did not follow the technical rules for presentment of claims. If
the executor pays that claim, it is not deductible. As another example, if the statute of
limitations has run on a note that a family member holds, the estate should not pay it.

Claims Founded on a Gratuitous Promise Are Not Deductible; Guarantees. This would
include a guarantee of a child’s debt, which usually is not for full consideration.
Establishing that the loan guaranty was not gratuitous is required in order to deduct the
claim, especially in this situation where these are family members because family
transactions are presumed to be invalid. It is not clear if the proposed regulations impose
a business purpose test. If the executor can show that there was a quid pro quo for
consideration, and if the estate pays on the claim, the section of the regulation dealing
with claims against multiple parties would apply. If the amount is actually paid, then a
section dealing with claims against multiple parties applies. The estate must reduce the
deduction by any amounts RECOVERABLE from third parties (regardless of whether they
actually pay), taking into account whether the “burden” of collection would exceed the
benefit. (Cathy Hughes says the regulation intentionally says “burden” rather than “cost”
to make clear that this involves more than just a comparison of dollars; the analysis can
also include a consideration of the time investment and “hassle” factor.) However, no
reduction is needed if the estate establishes that the other party is unable to pay.

With respect to a guaranty of a child’s debt, if the estate pays on the guaranty it would
have to prove that the effort to collect from the child would not be successful. We don’t
know how that works if estate makes monthly payments; it probably requires proof that
the child is not expected to be solvent within the statute of limitations period.
Furthermore, it seems that the fact that the child is a beneficiary of the estate should not
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be taken into account in determining her ability to pay. The facts and circumstances of her
ability to pay should be based on date of death facts without regard assets that she will
receive from the estate. (Jonathan Blattmachr said that PLR 9240003 supports that
position.)

Claims Founded on Personal Services. Assume that the decedent’s niece promised to take
care of the decedent. She had no special skills in medical field, but she lived in the
decedent’s home for a year and took care of him. To be deductible, the claim must be
enforceable but some claims need not be in writing to be enforceable. The niece is a family
member, so the rebuttable presumption of invalidity will apply. Cathy Hughes response
(which she hastens to add cannot be relied on by anyone) is that this fact scenario does not
sound controversial. It may be easy to determine that the decedent benefited, and if the
executor pays the claim, the actual amount paid is deductible.  Cathy points out that the
IRS has seen some abuse in this area. “You wouldn’t believe the number of cases where
there is a large deduction against the estate and a week after the closing letter, it is settled
for pennies on the dollar. Or the sole legatee says I took care of Joe for two years, so I'm
entitled to all of the estate as a claim and not as a beneficiary — so there is a full
deduction to the estate.” She says to contrast this hypo with the situation where a child
has always lived with mom, and the child tries to make big claims for personal services for
the last four years of her life.

Settlements. Settlements of claims will be considered only it they meet certain requirements
— settlement of a bona fide issue, the existence of an actual contest, arms’ length
negotiations, and the settlement must be within the range of reasonable outcomes.
Concern: Estates often settle claims for many reasons, beyond just financial. Sometimes,
an estate settles a lawsuit to avoid publicity for the estate and family. Can that be
considered? The IRS received a lot of comments about nuisance settlements. Cathy
Hughes said that the IRS intended that nuisance settlements could be deducted in
appropriate circumstances; the range of reasonable outcomes was intended to include
considerations of dealing with nuisance settlements.

Protective Claims for Refund. There are many uncertainties about the procedures for the
protective claims for refund. Estates will have to file protective claims for refunds if there
are any questions at all about what all administrative expenses or claim amounts will be.
For many administrative expenses, the estate can only deduct up front the amount that can
be ascertained with reasonable certainty. Ann Burns: “If you’ve never filed a protective
claim for refund, you will now.” Ann predicts that we will start to see a Form 843
protective claim filed with almost every 706 filed — dealing not only with contingent
claims but any administration expenses that cannot be ascertained with reasonable
certainty when the Form 706 is filed.

As an example, what if at the time of death, the child is making timely payments on a loan
guaranteed by the decedent? The careful practitioner should file a protective claim in case
the estate should ever have to pay.

The executor (and attorney for the estate) will have to carefully sit down and think
through all potential claims. For example, sometimes the attorney (or executor) does not
know that the parents guaranteed a child’s mortgage.

The protective claim for refund does not have to be filed with the Form 706 as long as it if
filed before the statute of limitations runs on refund actions. Ann Burns recommends
filing the protective claim with the Form 706 so it does not get overlooked. If the
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protective claim is filed with the 706 and something else comes up, the executor can file
another protective claim for the additional amount (as long as the statute of limitations
has not run.) Remember that two years after payment could be earlier than three years
from the filing date.

If an amount is paid over time, presumably one approach would be to wait until the
amounts are paid in total, but a claim for refund could be made as each payment is made.
It is a big administrative inconvenience to make claims for refund over and over again if
the claim is eventually paid over time.

Once the estate has paid the claims and is ready to get a refund, file another Form 843
laying out all the facts. Ann recommends filing an amended Form 706 (even though there
is no statutory support for an amended Form 706). That provides the working document
to show the calculation of the refund.

What happens to all those protective claims for refund? This will be an administrative
burden for the IRS as well.

Executor Commissions and Attorney Fees. These can be deducted on the Form 706 if they
can be ascertained with reasonable certainty. However, a very important kicker is that if
the amount is not later paid or if a different amount is paid, the executor is under an
obligation to notify the Commissioner. The proposed regs have no time limit on when
the obligation to notify the Commissioner ceases. Ann Burns expects that eventually there
will be a time limit on that obligation. There is no provision for de minimis changes, but
presumably a practical approach will be applied.

What is the consequence if the executor does not notify the IRS? No penalties for the
failure to notify the IRS are built into these regulations.

Comments to IRS About Proposed Regs. ACTEC and RPPT submitted thoughtful
comments. Some of the objections:

(1)  The regulations to §2053 are 50 years old and we have managed quite well with
them.

(2) Yes there is a split in the circuits, but not a deep split. If we are going to resolve a
split, one would think that the strong majority view of the courts would prevail.

(3) Parties are not familiar with filing protective claim for refunds and there will be
various uncertainties.

(4) The Form 706 should be revised to incorporate a check the box protective claim
for refund — so that the estate can make an elective claim by just checking a box
on the Form 706 without having to file a separate Form 843. As it is now, the
executor must file a Form 706, discuss the potential claims, and also file a separate
protective claim for refund.

(5) Family member claims should not be subjected to a rebuttable presumption of
invalidity. The strict scrutiny test, with which we are familiar, should be sufficient.
Also, shifting the burden of proof may violate §7491.

(6) Claims and counterclaims in the same suit will result in unfair disparate results.

(7) In a full marital/charitable deduction estate, there is no guidance as to how a
contingent or uncertain claim will impact the marital/charitable deduction.
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Practical Considerations for Completion of Form 706 and Form 843. On the Form 706,
the nature of the claim against the estate (and counterclaims) should be described. Give
the IRS examiner an idea of how big the claim is or could be. Ann Burns suggests listing
“Value Undetermined” in the value column on form 706 rather than zero. Putting zeros
on the estate tax return might conceivably be argued as an admission against interest.

An example From 843 submitted by Ann Burns suggests the following example
description: “This protective claim for refund is filed pursuant to Treas., Reg. 20.2053.
The decedent is a defendant in a suit by John Smith and Mary Jones for breach of
contract. Decedent has filed a counterclaim based in fraud. The amount claimed against
the decedent is $xxxx. The amount of the counterclaim is $xxxx. Cross motions for
summary judgment have been filed and a decision of the court is pending.” Cathy Hughes

suggests also adding a reference to the related item number on Schedule K of the Form
706.

Before Regulations Are Finalized. The proposed regulations are not effective until they are
finalized. However, the IRS’s position will be bolstered by these regulations, and if a
Form 706 claims a deduction for the estimated amount of an uncertain claim, the IRS can
still go to court to seek a determination that post-death settlements can be considered. We
will start to see more estate tax returns filed in accordance with the proposed regulations;
for example, Cathy Hughes says the IRS has already received a Form 706 with a protective
claim Form 843 attached.

Comments of IRS Supervisor About Approach to Contested Claims. Marty Basson
(Supervisory Attorney, Estate & Gift Taxes for the South Florida Territory of the IRS)

says that “we hold on to a lot of these cases, to try to determine the correct liability. If the
underlying claim is settled, we reach an agreement in most cases. If not, the estate can go
to Appeals or can file a protective claim for refund.” Marty indicates that they settle most
of these cases, but some of them are huge. “The Proposed regs will cure the difficulty.”

5. FLP and LLC Issues

a.

Amounts of Valuation Discounts. There have not been any important valuation cases
involving FLPs or LLCs in the last year. Audit cases are consistent with the Appeals
Settlement Guidelines. Agents argue that discounts should be slotted based on the
approach in the McCord, Peracchio, and Lappo Tax Court cases. The lack of control is
based on the type of assets, and is determined by reference to closed end funds.
Marketability discounts are typically allowed in the range of 20-25%. The IRS allows
larger discounts for real estate than for securities. John Porter is seeing that approach
argued uniformly throughout the country. In Jelke and Temple, the court allowed only
about a 15% lack of marketability discount and IRS agents often point to those cases in
settlement discussions, but Daily, Church, and Kelley had much larger discounts.

The amounts of discounts do not depend on the region of the country. John Porter
handles FLP cases all over the country, and he cannot discern a pattern of discounts based
on the region of the country. Even in the same region, he see significant differences among
agents.

Lack of Economic Substance. Occasionally an agent will raise the lack of economic
substance argument, based on Estate of Murphy, but it is dropped when the case goes to
higher levels. The IRS is no longer making this argument when cases go to court. [SRA
Observation: Courts seem to have ruled based on a “smell test” to avoid allowing
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valuation discounts for mere paper shuffling, and have latched onto §2036 in a few cases
where it seems not to apply — such as with the partnership in Bongard where the decedent
did not need distributions and no distributions were ever contemplated. One wonders if a
court, faced with what it views as an abusive situation but where there was no implied
agreement of retained lifetime enjoyment, might be receptive to such an argument at some
point.]

2703 and Buy Sell Agreements. The IRS argued in Holman (tried by John Porter in 2005,
still awaiting decision), among other things, that §2703 applied to the buy sell agreement.
They argued that use of the AFR on the note for a buy-out flunks the comparability
requirement of the §2703(b) safe harbor, despite the fact that the AFR is a
Congressionally recognized interest rate.

The difference between the buy sell agreement value and fair market value is often not
significant. But in Blount, fair market value was double the buy sell agreement price.

Gift on Formation; Indirect Gifts. The government is having some success with an
argument under Shephard/Senda that the taxpayer made an indirect gift of assets
contributed to the FLP (i.e., if assets are contributed to the partnership after children are
owners or under an argument that the parties had an integrated plan to contribute assets
to the partnership and to make gifts of partnership interests). That argument should (with
an emphasis on “should”) be easy to avoid by good formation facts. (Make sure the
partnership is validly formed, and that the partnership is funded well before gift of
partnership interests are made.)

In Holman, the gifts of partnership interests were made eight days after the partnership
was funded, but the IRS argued that there were indirect gifts of the contributed assets. (In
that case, the government stipulated that the gifts were of partnership interests.) The
Holman case was argued in 20085, but the case is still pending.

John advises to wait some period of time before gifts are made. The transaction should
work if gifts are made one second after funding. But from the perspective of dealing with
IRS, it is best to wait longer, and it is safest to wait into the next year. (In Holman,
annual exclusion gifts were made in years two and three and the government did not make
the indirect gift argument as to those gifts.)

o Practical Planning Tip About Formalities: John Porter says that the IRS asks about
whether capital accounts have been created in every audit. It is something that they
look for. It is best to set up capital accounts when the partnership is funded.

Section 2036(a)(1).

(1) General Approach; Implied Agreement. This has been the government’s silver
bullet with respect to poorly operated FLPs and LLCs. There is no one factor that
cause inclusion. There is an amalgamation of bad facts in each case, and the court
concludes that there was an implied agreed between family members that the
senior member can continue to have access to assets in the same manner as if not
contributed to the partnership.

« For example, in Rector, there were 40 checks from the partnership to pay the
decedent’s personal expenses.
« Also, some courts have pointed to personal loans secured by partnership assets.

(Bigelow).
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In most of the cases, there have been disproportionate distributions (Korby and
Harper said that post death accounting machinations to adjust for
disproportionate distributions don’t help.)

Recently Tried Case Involving Pro Rata Distributions. John Porter recently tried a
case in Philadelphia in which the partnership made pro rata distributions equal to
80-90% of the net income of the partnership. Even pro rata distributions are
sensitive to the government — they argue that the distributions reflect a
§2036(a)(1) right. John is not aware of any case that said pro rata distributions
cause §2036 inclusion, but the IRS is looking at that, especially where the
distributions constitute about all of the income. John said that should not trigger
§2036(a)(1) because it is a distribution of net income after expenses and holdbacks
of amounts needed for reasonable future needs.

Distributions on “As Needed” Basis. A negative factor suggesting a §2036(a)(1)
retained right is if the distributions are made on as “as needed” basis, as needed
for personal needs of the decedent. Don’t do that.

Assets Outside the Partnership. The IRS looks at assets outside the partnership.
Most cases are where decedent contributes almost all assets to the partnership. It
is easy to conclude the existence of an implied agreement of retained enjoyment of
the assets in that situation. John Porter says that taxpayers should be able to argue
that partners can rely on pro rata distributions from the partnership — which is
like owning Exxon stock and living off the dividends. But the IRS is looking at all
distributions — especially when contributions are made to the FLP in old age
years. Retain assets outside the FLP to live on. Also consider retaining assets for
emergency needs that may arise.

Similarities of Bad Facts. While there have been a variety of §2036 cases that held
for the government, most involved “bad facts” cases with some noted similarities:

(a) FLPs created with no negotiation; sometimes by the decedent and
sometimes by a child acting under power of attorney with little
contributions by others.

(b) Decedent transferred virtually all of his or her assets into the FLP.

(c) During the balance of the decedent’s lifetime (sometimes very short,
sometimes several years), the distributions are disproportionate to what
others get; often not reflected on partnership books, sometimes reflected as
loans or payment of management expenses.

(d) FLP often created very close to death. (In Erickson, the court said the
daughter “scrambled” to fund the partnership two days before her
mother’s death.)

“Reasonable” Discount Does Not Shield Against a §2036 Attack. In Rector, the

estate claimed a 19% discount, which normally would not garner attention. A
problem was that gifts had been reported on gift tax returns that were not reported
on the Form 706 as adjusted taxable gifts, and that got the estate highlighted.
(Perhaps the IRS computer picks up on that and triggers an audit, but Carol
Harrington says that does not always happen.)
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(10)

(11)

Variations in Legal Tests for §2036 Bona Fide Sale for Full Consideration
Exception. Bongard set the base with its “legitimate and significant non-tax
reason” test.  Subsequent opinions have made a slight modification. In Rector,
Judge Laro articulated the test as a “legitimate and significant nontax BUSINESS
reason.” In Rosen, Judge Laro used: “reason was an important one that actually
motivated the formation of that partnership from a business point of view.” In
Bigelow the 9" Circuit’s conclusion referred to “any legitimate, significant non-
tax-related business purpose based on objective criteria.”

Jeff Pennell’s Conclusion About Those Varying Standards. Jeff Pennell concludes:
“I don’t have any freaking idea what any of these mean. Any commentator who
says, ‘this is what will work” is pulling it out of their ear, because it is has been a
long time since any case said the estate met the standards.”

Valid Non-Tax Reasons Have Existed in All Taxpayer Victories. In all of the cases
where the estate has won the §2036 issue (Stone, Schutt, Bongard — all John
Porter cases), there was a good documentary trail of nontax reasons.

Several Possible Non-Tax Reasons. Some litigators mentioned several possible
non-tax reasons that they have seen in some actual situations. One is a situation
where a parent was constantly hounded for loans from family members and he
wanted to set aside a limited pool of money for loans to family members. He
contributed that amount to a partnership. Another situation was a mother who
had to help a child following a divorce. The mother had concerns about future
support for the child and future divorce claims against the child so formed a
partnership. Any such special situations or reasons should be documented.

It is important that the partnership be operated consistent with the reasons for
creating the partnership.

Post-Death Use of Partnership Assets. Post-death use of partnership assets has
become a hot item — see Erickson and Rector. In Rector, there was a payment
directly out of the partnership (on a line of credit) to pay post death expenses. In
Erickson, the partnership purchased assets from the estate and redeemed some of
the estate’s interests in the partnership. It would seem that the use of partnership
assets after death is irrelevant as to retained right to enjoy assets under §2036 “for
life or for any period not ascertainable without reference to his death or for any
period which does not in fact end before his death” As Chuck Hodges put it:
“Courts sometime say that they can also consider cash flow needs after death.
That is wrong, but it is court precedent.” In any event, the IRS is clearly looking at
1t.

What if there are non-liquid assets in the estate and insufficient liquid assets for
paying all post-death expenses? John Porter’s recommendations:

(a) It is best is to borrow from a third party. But a bank may be unwilling to
do that using only the partnership interest as collateral.

(b) Borrow from an insurance trust or a family entity, secured by the
partnership interest.

(c) There are three options for utilizing partnership funds: redemption,
distribution or loan. Erickson involved a purchase of assets and

redemption but held against the taxpayer. Pro rata distributions are a
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possibility, but if they are made on an “as needed basis” that plays into
IRS’s hands on the §2036 issue; the estate can argue that distribution for
taxes are made all the time from partnerships, but usually income taxes.
John prefers borrowing from the partnership on a bona fide loan, using the
partnership interest as collateral. It is best to use a commercial rate rather
than the AFR rate (that looks better to the government as an arms’ length
transaction) Also, consider using a Graegin loan — with a fixed term and
a prohibition on prepayment. The IRS is looking at Graegin loans in FLP
audits, but John has used them successfully in a number of cases.

[Some attorneys suggest that the preferred approach is to have other family
members or family entities purchase some of the decedent’s partnership
interest to generate cash flow to the estate for paying post-death expenses.]

(12)  Marital Deduction Mismatch Case. John Porter tried a case in Nov. 2007 (Estate
of Samuel Black) involving the marital deduction allowable at the first spouse’s
death. The IRS argued that the partnership assets were includable in the estate
under §2036, but that the marital deduction is allowed only for the value of the
partnership interest passing to the surviving spouse. We have noted the theoretical
possibility of this argument in the past; it is no longer theoretical — the IRS is now
litigating this argument.

(13)  Creation of FLP by QTIP. John Porter is involved with a case involving the
formation of an FLP by the trustee of two QTIP trusts (together with other
partners). The case arose after the surviving spouse’s death. The IRS argues that
the FLP contribution triggered a deemed gift of the QTIP assets under §2519, and
that it caused §2036 to apply in the surviving spouse’s estate. John argues that is
just an investment that the trustee is authorized to make and that it can have no
impact on §2036 which requires that the DECEDENT made a transfer.

Section 2036(a)(2). Should senior family member serve as the general partner of the
partnership? Not many cases have addressed §2036(a)(2) — Kimbell and Strangi. John
Porter’s preference is that the decedent own none of the general partner interest, and that
the decedent got rid of the general partner interest more than 3 years before death. But
many senior family members are not willing to contribute assets to an FLP unless they
have some say in the management. How should the FLP agreement be planned to avoid
§20369a)(2)? John Porter says that under Estate of Cohen, 79 T.C. 1015 (1982), if there
are reasonable constraints on the exercise of discretion that can be enforced in a state law
proceeding — so that the general partner can’t act “willy nilly,” § 2036(a)(2) should not
apply. Avoid language in the partnership agreement about sole and absolute discretion of
the general partner. Also avoid broad exculpatory language for the general partner in the
agreement. (A lot of partnership agreements have exculpatory provisions in the
boilerplate, but if a senior family member will be a general partner, avoid using
exculpatory langue.)

One litigator suggests: If the client demands to have some interest as general partner, try to
convince client to put the general partnership interests in an entity, and arrange for the
client not to have a controlling interest in the entity. That can also be helpful for some
other nontax reasons; for example if the client’s son or daughter has investment
experience, that child could be the controlling owner of the entity that is the general
partner.
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The approach of Chuck Hodges in response to a §2036(a)(2) argument: “Show me one
case where the government won only on (a)(2)?” [There have not been any yet.] He asks
the government’s counsel — “Do you think you have the case? Do you want to be the one
who loses the next FLP case?”

Summary About §2036 Issues. Dennis Belcher concludes that it is a mistake to say that
there must be an operating business in the FLP for it to work. “It’s like wallabies crossing
the Chattahoochee. You just don’t want to be the wallaby that gets caught.” When you
get caught, the result is not good. He concludes that it is essential in FLP planning to
control client expectations. The client must understand that FLPs are high audit items.
The client should be prepared for zero discounts and be stuck with a locked in entity (and
some family members may not agree with wanting to be stuck in the partnership) before
the client does this. If a family is willing to take risk, some FLPs work and have worked
very well.

Chuck Hodges (a tax litigator from Atlanta) notes that we always say that the losing
§2036 cases have “bad facts.” That does not mean that FLPs have to have perfect facts,
but just better than those bad facts cases. “We know how many cases settle.”

John Porter observes that there have only been 18-20 §2036 cases involving FLPs. 99.8 %
of these FLP cases get settled before the case goes to trial.

Observations From IRS Agent. Marty Basson, Supervisory Attorney, Estate and Gift
Taxes, for the Florida Territory of the IRS gave his personal observations about FLP
audits. It is always helpful to have a dialogue with IRS representatives to address issues
that are of interest to both the IRS and estate planning attorneys. Marty is always very
straightforward, and his comments are very helpful in understanding the position of a very
experienced IRS agent on issues. Some of Marty’s observations are as follows.

(1) FLPs are still a primary issue on estate and gift tax returns. The IRS still sees a fair
amount of noncompliance. =~ The IRS sees large revenue results from FLPs
(particularly with respect to discounts and §2036) — indicating high
noncompliance.

(2) On Appeals, this is a coordinated issue. The IRS wants consistent outcomes. There

are Appeals Settlement Guidelines. Any settlements on FLPs should consider the
guidelines.  There are ranges of settlement, depending on the facts and
circumstances. FLP settlements not final until reviewed by national director.

(3) Field exams do not use the settlement guidelines and do not have a national
coordinated process.

(4) Marty does not have a copy of the unredacted Appeals Guidelines, nor does he
want it.  (John Porter, on the other hand, said he would love to see an unredacted
copy.)

(5) John Porter reports his experience that agents try to slot discounts under the

McCord/Peracchio/Lappo approach, but Marty says that §2036 cases are handled
in a very different manner.

(6) Marty says that flunking of the §2036(a)(1) issue often comes from interviewing
children and the remaining adult partners. The issue is whether there is an implied
agreement that decedent will get the assets if needed. He talks to doctors and
looks at their records. He interviews the remaining beneficiaries. He addresses
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nontax reasons and business purpose. What real benefits do the partners give for
creating the partnership? (He had one case where right before death, the decedent
finally decided his 74 year old daughter had finally matured to the point that she
could manage assets and contributed his assets to the FLP.).

Marty is courteous to witnesses, but he understands that the interview is a stressful
environment and he presses on issues. He wants to see how the witness responds
under the pressure of the interview to be able to judge the credibility of the
witness. In particular, the IRS will explore the intent of the family as to what
would be done if the senior family member needed distributions from the
partnership in order to meet vital living support needs. Marty will ask the child
who is designated as general partner to point out what is debt and equity on the
financial statement of the partnership.  Sometimes the beneficiaries give almost
exactly the same answers word for word. He sometimes wants to ask what card
they’re reading off of (but he doesn’t.) In discussing this with John Porter, Marty
emphasized that he wants the answers from the family members, not from John.
He knows that John “will give the perfect answer every time.”

What kinds of things does Marty look for in audits? There is no scoring system.
(Returns are reviewed Florence, Kentucky, to be selected for audit, but the audit
decision can be reviewed again before it is assigned to a field agent and the field
agent can also look at whether it makes sense to audit the return.) There used to
be mandatory selects, but not any more. He emphasizes the purpose of audits is to
collect dollars — not just to raise interesting issues. Audits of FLPs result in large
revenue collection, but the presence of an FLP on a return is not an automatic
audit select. There is not a hit list (but if a particular preparer or appraiser is
unreasonable, the agents will review their returns with more scrutiny).

Field agents cannot consider hazards of litigation. “Agents resolve cases; Appeals
settles cases.”

Just recently, field agents are seeing Appeals Case settlement memos to see what
was the outcome and why. It is not appropriate for field agents to be sustained
100%, because Appeals agents consider hazards of litigation that field agents
cannot.

At some point, field agents may arrange a pre-appellate conference with Appeals,
at which the taxpayer and the taxpayer’s representative would be invited. The
goal is to get clarity around the facts and the law.

If FLP cases have income tax issues, there is a process to get the case to “the
income tax folks.”

Summary of Differences on View of §2036.

Marty Basson: Section 2036 is based on what is a disguised conveyance rather than a
business purpose. Agents are looking at FLPs under §2036 when there is not a “real
business” in the opinion of the IRS. The courts are recognizing that these transfers are
testamentary in nature. The niceties of conveying the assets do not matter as much as the
underlying substance of what is going on.

“Since we’ve been winning, there is a list of what we’re looking at” (but he did not say
what that list contains).
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Marty acknowledges that attorneys strive to make the FLP look like a business, having
annual meetings, minutes of meetings, etc. But that does not make it untouchable under
§2036. “Is it a disguised transfer? You guys will make it look right (although I hear that
your clients will muck it up).”

John Porter’s response: There must also be a retained right (before you even get to the
bona fide sale component) and a lack of business purpose or nontax reason should not be
enough by itself to trigger §2036(a)(1). No case has focused on the retained right where
there was not a bona fide sale. But John acknowledges that if the client has not dotted the
i’s and crossed the t’s and respected the integrity of the partnership, it will be difficult get
anywhere with either the (a)(1) issue or the bona fide sale issue.

Treat §2036 Cases as Roadmaps to Business Development Opportunities. The §2036

cases are business development opportunities for many attorneys. Use those cases to
discuss with clients the need for them to meet with the attorney on a periodic basis, to
make sure that the parties understand and comply with partnership formalities. (Some
agreements require the distribution of financial statements to partners — which is often
not done.) John Porter has had cases where there were capital account requirements that
were not satisfied. (Often the lawyer who prepared the agreement doesn’t remember some
of the mechanical requirements that are in the agreement.)

Practical Experiences of Litigators.

(1) Consider Involving Litigation Counsel at Beginning of Audit. Consider bringing in
litigation counsel early in the audit. The litigation counsel does not have to be at

meeting with the agents, but can be “behind the curtain” and not even on the
power of attorney. The litigation counsel can help in planning for the audit, such
as helping to make sure that the estate is not turning over the wrong types of

documents.
(2) Pay Attention to Correspondence and Documents. The planning for the audit
begins at the estate planning level. That’s when the contemporaneous

documentation is created. That’s when the books and records should be created.
95% of the documentation that examining agents look for was created before the
date of death. Anticipate the potential audience of the IRS and Tax Court judge
when sending out correspondence and memos. The Schutt case is one where
contemporaneous communications helped a great deal in the audit.

There are three documents that kill the litigator: Emails, letters, and memos.
(When Chuck Hodges has a “bad” document, he enlarges it and puts it up in his
office and constantly asks himself “How on earth am I going to live with that?”)
The attorney should carefully consider what is written in emails, memos to file
regarding reasons for the partnership formation, time records (for
attorneys/accountants), letters, etc.

There is nothing wrong with documenting tax issues relating to forming the
partnership in the context of the nontax reasons. The tax issues can be very

complex.
(3) Privilege. Requests are potentially subject to the attorney-client privilege, attorney
work product privilege, and tax practitioner privilege. But despite those

privileges, the IRS is clearly trying to get into attorneys files. In every estate tax
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(5)

(6)

audit about §2036, the IRS wants communications about the reasons for creating
the entity. The attorney must decide whether to assert the attorney client privilege.

Even Privileged Documents Are Often Produced. Those documents often must be
produced, even if they would otherwise be privileged. John Porter says that he has
tried five FLP cases (and has settled many others). In each of those five, he made
the decision to put the estate planning attorney on the stand, which waives any
attorney client privilege. Contemporaneous documentation at the time the
partnership was formed will come into evidence. It is the best evidence possible to
address non-tax reasons for the partnership.

Subject matter waiver: Once you waive attorney client privilege, it is waived as to
everything related to that subject.

These documents can be important in persuading an agent in an audit. Marty
Basson says that he makes a credibility determination during the interviews with
family members. It may be better to be able to give the agent a contemporaneous
memo describing the reasons for the partnership that were discussed with the
client.

Furthermore, if the government asserts penalties against a taxpayer, the number
one defense is that the taxpayer relied on a tax advisor. To use that defense, the
client must turn over the legal memo that the client relied on.

Obtaining IRS Documents. The estate has the ability to get the IRS’s documents,
including their time records and analysis (to the extent not privileged) through a
Freedom of Information Act request.

Typical Audit Requests. John Porter attached a typical audit request that is used in
both estate and gift tax cases. The requests include such things as the reason the
partnership was created, the client’s health when it was created, and how the
partnership was operated. Books and records, bank accounts, and brokerage
records are requested. John sees that type of request in virtually every audit for of
an FLP or LLC. While one might argue that motive for creation is irrelevant in gift
tax audits, John sees the same type of IRS request for gift tax audits as well.

Treat Audit Requests and Interviews As Discovery for Trial. Anything that is said
at the audit is discovery for the trial. As a practical matter, most discovery occurs
during the audit. The audit interview is under oath, so treat it as a deposition. An
“interview” sounds friendly, but it is under oath and it is really a deposition.
Porter gets his client ready like for any deposition. He discusses with witnesses
what is likely to be asked. The attorney should decide before the interviews
whether to assert the privilege. John Porter wants a court recorder (and the
taxpayer has to pay for it). Otherwise, the district counsel just takes notes. He
had a case where her recollection was different than the witness. She pulled out
her notes and said, “Now didn’t you say this...” In another case, the examining
agent got on the stand with notes and testified about what was said at the
interview. That is very unsatisfactory from an evidentiary level, and John prefers
to have a transcript.

Marty’s approach with respect to the field agent’s notes it to send the notes to the
taxpayer’s attorney and ask the attorney to review them. It the attorney thinks the
notes are incorrect or incomplete, the agent may annotate that.
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As to having a reporter, Marty says that the taxpayer must give 10 days notice to
have a court reporter or tape the interview. Marty is glad to have a transcript
prepared — as long as the taxpayer gives the government a copy.

Marty Basson said that he tries to have a checks and balances system by involving
IRS counsel. He likes to bring IRS counsel on interviews. If the case goes to trial,
the counsel is the person who has to stand before the judge and is the one who
puts family members on the witness stand.

Respond Timely and Fully; Cooperate Reasonably. The IRS is going to be
focusing harder in the future on moving audit cases along in a timely manner.
That is one criticism they have received. The taxpayer must also help by
responding timely and fully to audit requests. John Porter says he tries to put the
ball back in the agent’s court as soon as possible to speed the process. John says to
copy and “Bates stamp” all documents produced because he does not want a
question about what was produced.

One of the requirements to shift the burden of proof to the IRS under §7491 is
that the taxpayers cooperated with reasonable requests for information.

Furthermore, it is important not to lose credibility with the agent. John Porter: “I
like to be hard on the substantive issues and easy on the procedural issues.” There
is a “double whammy” to being uncooperative. 1) It angers the agent and causes a
loss of credibility, and 2) it may impact the burden of proof shift.

Marty says that most taxpayer representatives in audits are cooperative.

Requests of Records or Interviews From Third Parties. The IRS is regularly looking
for medical records in estate tax audits. Under federal law, there is no doctor-
patient privilege. The agent will send a release form which the attorney or client
can give to the doctor. John Porter offers to coordinate that with the IRS. He
likes to see the document flow from any third parties to the IRS. If the IRS does
not agree, he calls the doctor’s office (or other third party), and asks the office to
send him a copy of anything the doctor sends to the IRS. John wants to know
everything the examining agent knows. (If the IRS wants to meet with a doctor or
other third party, John suggests that the person respond that he or she wants to
meet in a setting where the estate’s attorney is also present.)

The IRS is usually accommodating if the attorney wants to be there. John had one
case where the examining agent said no. But the IRS Manual does suggest that if
the taxpayer wants to be present for third-party interviews, the taxpayer can be
there. In that audit, the agent finally agreed, but stuck the attorneys in two folding
chairs at the back away from the interview table.

Marty Basson said his view is that opposing counsel can attend and often can be
helpful in filling in the gaps. However, he wants answers from the witness, not
from the attorney. (That’s when he said he knows John Porter “will give the
perfect answer every time.”)

IRS Seeking Same Information For Gift Audits. The IRS often seeks information
from the estate attorney or others about the non-tax reasons for creating the
partnership. The IRS is looking at this type of background information in gift tax
audits as well. Why, when §2036 does not apply? The old lack of economic
substance argument still floats around. Even in gift case cases, if the IRS can find
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documentation about gift and estate tax discounts, agents use that to try to
hammer a better settlement.

Summons. Two years ago, there were reports at the Heckerling conference that we
would be seeing more summonses issued by the IRS, and that there would be a big
increased emphasis on enforcement by the IRS. Marty Basson said that he would
not issue a summons without first discussing it with IRS counsel to make sure that
they are committed to enforcing the summons.

Settlement at Audit vs. Appeals. Five years ago, the general thinking of attorneys
was that a better settlement could result by “going up the line” to Appeals or
litigation. That is not necessarily true now. The taxpayer will not necessarily get a
better result at Appeals.

Capital Accounts. The IRS will look at capital accounts and trace them.
Therefore, assets should be valued near the time of contribution to get the accounts
correct.

Obtain a Good Appraisal. John Porter says to get a good appraisal and file it with
the return. The claimed discount should match what the appraisal says. Some
cases have held that the return position is an admission against interest that can be
overcome only with clear and cogent evidence. Audit selection does not just
depend on the amount of the discount, and the planner should not forego getting a
good appraisal by merely claiming a “reasonable” discount

Government Appraisals. John Porter said that he is seeing more in-house
appraisers from IRS engineers and economists, and the IRS also sometimes hires
outside appraisers.

Marty Basson said that the IRS has a budget for outside appraisals. The in-house
appraisal group has received more education and certification so that it will have
more credibility. Some judges view IRS in-house appraisers as “tainted”. “I’'m
sorry the Tax Court judges feel that way,” Marty says. Agents do not control the
engineers who are doing the appraisal. Agents go forward with what the engineers
come up with. Marty says that taxpayers hire their appraisers and the IRS
sometimes uses in-house appraisers. He doesn’t understand why appraisers who
are hired by the IRS (albeit in-house appraisers) are treated differently than
appraisers hired by taxpayers.

Some Operational and Planning Recommendations From Litigators. Litigators
emphasize that planners do not have to do all of the following, but consider them.

Each can be helpful in convincing the IRS or a court to accept the partnership.

« Discuss terms of partnership agreement with the client (Typical client response:
“I’ve got to read that thing?”).

« Read and understand the terms of partnership agreement.

o Ensure sufficient cash is contributed to the partnership to fund maintenance of
any real estate or other non-liquid assets. If not, additional payments of those
items by the client may be treated as gifts.

« Review transfer restrictions on assets to be contributed; obtain appropriate
consents, if necessary.
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The senior member often contributes 100% of the assets. But if other parties
can contribute assets as well, it is better. For example, if the client’s brothers
and sisters are in the partnership, together with the client’s children, they will
be looking out for their best interests. (Chuck Hodges says “The belief is that
children will listen to their parents, although we know that is not true.”)
Involve the attorney and accountant sooner rather than later in the planning.
Consider separate counsel for some (or all) participants. That can be a silver
bullet for the taxpayer in tax litigation. Get children to engage their own
counsel to review your partnership agreement. They may make some changes.
If so, document changes that each requests, and have child’s attorney keep the
letter in his or her file.

It is helpful to have had negotiations if the IRS argues that §2036 applies.
Consider compensation to be paid to managers. (The IRS sometimes argues
that if the parent fails to take a management fee, that is indicative of §2036,
allowing more assets to pass in what has the appearance of a testamentary
transfer device.)

It is helpful if investment policy changes. If not, document explaining why it
does not change based on the purpose of the partnership.

Discuss expected distributions with all partners and what each partner expects.
Ensure that schedules to the partnership agreement are complete.

Fund promptly. (Some cases have focused on delay of funding. However, in
real life funding on the day the partnership is created is unheard of. Plan to
have deeds prepared, brokers alerted, etc to make the funding ASAP — on the
day the partnership is created if possible.)

Ensure the transfer of title to all assets being contributed.

Have the parties sign transfer documents at the same time as signing the
partnership agreement and related formation documents.

Ensure that partners own the assets to be contributed before the partnership is
created.

Promptly file for the EIN of the partnership; Do not just use the SSN of the
senior family member. (Courts have pointed out delays in getting an EIN and
setting up bank accounts, saying that reflects that the parties did not respect it
as a separate entity.)

Ensure that partners receive interests in the partnership in proportion to the
fair market value of the assets contributed by each to the partnership.

Consider if a third party who acquires the 1% general partnership interest
should pay a higher pro rata value for the general partnership interest.
(However, the potential personal liability of the general partner may offset the
additional rights that the general partner has.)

Consider having the partnership reimburse the senior family member who
initially paid the set up expenses.

Does it help to have a charity? Yes, it is an unrelated party with an adverse
interest.

File partnership returns for each year the partnership exists (even if not
required to because no income is being produced.) The IRS argued in a case
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with Stephanie Loomis-Price that if the partnership did not file returns, that is
an indicator that it is not being respected.

o File any annual or bi-annual registration statements required by relevant state
authorities.

« The IRS always checks with the Secretary of State to see if the partnership is in
good standing in the State. In a lot of cases it isn’t. That isn’t really a big
deal, but it looks messy.

« Comply with terms of partnership agreement (Are periodic meetings required?
At any meeting, consider taking minutes even if not required. Are annual
statements other than the tax return required? Are annual distributions
required? Are payments on preferred interests required?)

« Make any distributions pro rata.

« Make distributions consistently — not just when dad needs money. Regularity
of distributions helps — to show the decedent did not just reach in and take
money when needed, but that distributions are just the ordinary course of
business.

« If you discover a non pro rata distribution, consider a make up distribution,
perhaps with interest. The IRS will get everything that has happened involving
the partnership within three yearns of death. Rector discussed adjusting capital
accounts and fixing problems after death, but it (and other courts) do not give
those adjustments much weight. Those problems can be fixed during life. If
Exxon sends a check to the wrong person, do they wait 5 years until the person
dies? No, they fix it right away.

« Refrain from using partnership assets to satisfy partners’ personal obligations.

6. Return Preparer Penalties

a.

Elevated Standard Under §6694.

Section 6694 is amended to elevate the general rule from a realistic possibility of success
standard to a “more likely than not” (greater than 50% likelihood of success) to avoid
penalties. LR.C. §6694(a)(2)(B). If adequate disclosure of the issue is made on the return
(or for a non-signing practitioner, if advice about disclosure is given), the non-frivolous
standard is elevated to a reasonable basis standard. L.R.C. §6694(a)(2)(C).

Section 6694 applies to both signing and nonsigning tax return preparers. Reg. §1.6694-
1(b)(2). In either case, a preparer refers only to someone who prepares or gives advice as
to “all or a substantial portion” of the return. LR.C. §7701(a)(36)(A); Reg. §301-7701-
15(a). (An example in the regulations suggests that giving advice regarding the treatment
of a “significant” item on the return constitutes preparation of a “substantial portion” of
the return. Reg. §1.6694-1(b)(3).) The definition of a nonsigning “return preparer” who
only gives advice on specific issues of law is described in Regulation §301.7701-15(a)(2).
An important limitation is that a nonsigning preparer is limited to someone who gives
advice “with respect to events which have occurred at the time the advice is rendered and
is not given with respect to the consequences of contemplated actions.” Id. (emphasis

added).

Notice 2008-13. Notice 2008-13, which provides interim guidance regarding the return
preparer penalties, reiterates that the standard is applied as of the date the return is signed
(for a signing preparer) or the date advice is given (for a nonsigning preparer). The Notice

Bessemer Trust

24



makes clear that “the regulations expected to be finalized in 2008 may be substantially
different from the rules described in this notice, and in some cases more stringent.”
Highlights of the interim notice regarding the reporting standards include:

More likely than not standard. This standard is met if the preparer analyzes the
pertinent facts and authorities in the manner described in the current regulations
(§1.6662-4(d)(3)(iii)) and reasonably concludes in good faith that there is a greater
than 50% likelihood that the tax treatment of the item will be upheld if challenged by
the IRS (not taking into account the possibility that the return will not be audited, that
the issue will not be raised on audit, or that the issue will be settled.) The preparer
“may rely in good faith without verification upon information furnished by the
taxpayer as provided in §1.6694-1(e) ... [and] on information furnished by another
advisor, tax return preparer or other third party...The tax return preparer also must
make reasonable inquiries if the information furnished by another tax return preparer
or a third party appears to be incorrect or incomplete.”

A very important example, (which, rumor has it, was included at the request of
accountants), is Example 10 in Section H of the Notice, which provides an “impossible
to make a precise quantification” exception:

“Example 10. A corporate taxpayer hires Accountant | to prepare its tax return.
Accountant ] encounters an issue regarding various small asset expenditures.
Accountant ] researches the issue and concludes that there is a reasonable basis for a
particular treatment of the issue. Accountant J cannot, however, reach a reasonable
belief whether the position would more likely than not be sustained on the merits
because it was impossible to make a precise quantification regarding whether the
position would more likely than not be sustained on the merits. The position is not
disclosed on the tax return. Accountant | signs the tax return as the tax return
preparer. The IRS later disagrees with this position taken on the tax return.
Accountant ] is not subject to a penalty under section 6694.”

Reasonable basis. The reasonable basis standard will be interpreted in accordance
with the current regulations (§1.6662-3(b)(3)).
Reasonable cause and good faith. The reasonable cause exception in the statute was
not changed (i.e., “reasonable cause for the understatement and such person acted in
good faith”). Notice 2008-13 changes the “reliance on advice” rules in §1.6694-
2(d)(5). A preparer acts in good faith “when the tax return preparer relied on the
advice of a third party who is not in the same firm as the tax return preparer and who
the tax return preparer had reason to believe was competent to render the advice.”
The advice may be written or oral (but the burden of establishing the advice is on the
return preparer). However, the advisor’s reliance is not in good faith if (i) the advice is
unreasonable on its face, (ii) the preparer knew or should have known that the third
party was not aware of all relevant facts, or (iii) the preparer knew or should have
known that the advice was no longer reliable due to developments in the law since the
time the advice was given.
« Disclosure for signing preparers. The interim guidance gives some additional
exceptions (in addition to disclosure on a Form 8275 or 8275-R) to satisfy the
disclosure requirement in order to lower the standard to the reasonable basis
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standard: (1) providing the taxpayer with the prepared return that includes the
appropriate disclosure [presumably even if the taxpayer does not actually include
the disclosure with the return that the taxpayer actually files]; (2) “If the position
would otherwise meet the requirement for nondisclosure under section
6662(d)(2)(B)(i) [i.e., if there is “substantial authority,” which is the standard for
the taxpayer to avoid penalty without disclosure (and which the Joint Committee
on Taxation says is approximately a 40% likelihood of success on the merits)], the
tax return preparer advises the taxpayer of the difference between the penalty
standards applicable to the taxpayer under section 6662 and the penalty standards
applicable to the tax return preparer under section 6694, and contemporaneously
documents in the tax return preparer’s files that this advice was provided;” or (3)
“If section 6662(d)(2)(B) does not apply because the position may be described in
section 6662(d)(2)(C) [which applies to “tax shelters”], the tax return preparer
advises the taxpayer of the penalty standards applicable to the taxpayer under
section 6662(d)(2)(C) and the difference, if any, between these standards and the
standards under section 6694, and contemporaneously documents in the tax return
preparer’s files that this advice was provided.” [OBSERVATION: This is the
IRS’s response to the ethical problem that professionals have raised in light of the
inherent conflict that preparers have in representing clients because the standard
for the preparer to avoid penalties is higher than the standard for the taxpayer to
avoid penalties. If the “substantial authority” standard is satisfied, so that the
taxpayer does not have to disclose to avoid penalties, the preparer can avoid
penalties by merely advising the taxpayer of the difference between the penalty
standards applicable to taxpayers and preparers. Stated differently, if the preparer
advises the taxpayer of the difference between the taxpayer and preparer penalty
standards, the standard for the preparer effectively is reduced from a “more likely
than not” standard to a “substantial authority” standard. Presumably, preparers
will begin giving that notice on a routine basis to all taxpayers. Keep in mind,
however, that the IRS observed that the final regulations may adopt rules more
stringent than the rules described in the Notice.]

Disclosure for nonsigning preparers. The nonsigning return preparer can use the
lower reasonable basis standard “if the advice to the taxpayer includes a statement
informing the taxpayer of any opportunity to avoid penalties under section 6662
that could apply to the position as a result of disclosure, if relevant, and of the
requirements for disclosure.” [OBSERVATION: This is very helpful, because the
advisor otherwise would have to assume that the higher “more likely than not”
standard would always apply, because the advisor would have no way of
guaranteeing that the return as actually filed would include disclosure. It is
interesting that this option was effectively removed from the analogous Circular
230 rules under the amendments proposed last fall. Hopefully, the IRS will add
this provision back into the revisions of §10.34(a) of Circular 230 and remove the
requirement that the taxpayer actually disclose in order to get the benefit of the
lower reasonable basis standard as long as the advisor advises the taxpayer of the
standards and disclosure requirements for the taxpayer to avoid penalties.] If a
nonsigning preparer gives advice to another preparer, the nonsigning preparer can
use the lower standard “if the advice to the tax return preparer includes a
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statement that disclosure under section 6694(a) may be required.” If the advice is
in writing, the statement must also be in writing, but the advice and statement may
both be oral. “Contemporaneously prepared documentation in the nonsigning tax
return preparer’s files is sufficient to establish that the statement was given to the
taxpayer or other tax return preparer.”

Conflict of Interest. Part of the negative reaction relates to the fact that the standards in
§6694 creates an inherent conflict of interest between professionals and their clients.
Taxpayers are only subject to a “substantial authority” standard (which the Joint
Committee on Taxation says is approximately a 40% likelihood of success on the merits)
for undisclosed positions and a “reasonable basis” standard (which the Joint Committee
on Taxation says is approximately a 20% likelihood of success on the merits) in order to
avoid penalties under §6662. Preparers are subject to the more stringent “more likely
than not” standard under §6694, thus creating the inherent conflict. (One reaction has
been the submission of a bill that would increase the taxpayer penalty standards to the
“more likely than not” standard as well.)

In Notice 2008-13, the IRS responded to this concern with a rule providing that if the
preparer advises the taxpayer of the difference between the taxpayer and preparer penalty
standards, the standard for the preparer effectively is reduced from a “more likely than
not” standard to a “substantial authority” standard (so that the same standard would
apply to both). Presumably, preparers will begin giving that notice on a routine basis to
all taxpayers. See the discussion above about the changes under Notice 2008-13.

Unrealistic Standard. The major concern is that a “more likely than not” standard is
unrealistic in the tax world where there are so many factual and legal uncertainties.

“The more significant problem with this revision is that Congress did not take into
account the fact that a practitioner often will not be able to determine whether a
position is more likely than not correct. There are no clear answers to numerous
common issues with respect to items reported on tax returns ... [N]Jow the preparer
would need a much higher level of certainty concerning the correctness of the position
taken on the return.

This is particularly a problem for factual issues... Since many factual issues reasonably
may be viewed in more than one way, as long as the position taken by the return
preparer was solidly grounded in the facts, there was little risk that the preparer would
by subject to a penalty even if the IRS ultimately determined that there was an
understatement of liability.” Lipton, What Hath Congress Wrought? Amended 6694
Will Cause Problems for Everyone, J. TAX’N (Aug. 2007).

Observations of Carol Harrington. Disclosure must generally be made on Form 8275 (or
8275 R if disregarding a regulation) to reduce the reporting standard. Carol suspects that
they are going to be so common that preparers may just throw them in on every return.
[Currently, some say that filing a Form 8275 draws an automatic audit. Presumably that
will change if Form 8275s become commonplace.]

The IRS does not know what to do about mismatch between the preparer standard and
taxpayer standard to avoid penalties. Preparers have a higher standard; they have to tell
clients to disclose, but clients don’t have to disclose in order to avoid taxpayer penalties as
long as there is “substantial authority.”
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Notice 2008-13 says that preparers can get the benefit of the lower standard by just
providing a taxpayer a return with the disclosure statement. The preparer does not have
to follow the taxpayer to the post office to make sure he files it with the disclosure
statement included. [In addition, the Notice gives other alternatives for getting the benefit
of the lower standard — as long as there is “substantial authority” for the position.]

This is serious. “More likely than not to be sustained on the merits” is a high standard;
“substantial authority” is about 40%, and “reasonable basis” is about one-third. The
difference between “reasonable basis” and “more likely than not” is enormous. Carol
concludes “This is a new world.”

Ralph Lerner’s take on the new rules: “I look around this room and it’s a nightmare — It’s
like I'm looking at thousands of deputy IRS agents.” -Ralph Lerner

7. Defined Value Transfers

Carlyn McCaffrey presented some unique creative ideas for defined value transfers.

a.

Transfer Planning Advantages.

(1) The gift tax annual exclusion protects against gift tax, estate tax and GST tax.

(2) Gifts are removed from the estate tax base if made at least three years before death.
(3) Future appreciation is removed from the estate.

(4) If transfers are made to a grantor trust, the grantor can pay the income tax.

(5) Transfers of fractional interests or interests in investment or business entities can

produce valuation discounts.

Major Risk of Gifts and Sales. There is always an inherent risk of how transfers are
valued for transfer tax purposes (unless the transfer is of cash or marketable securities),
and the best candidates for lifetime transfers (i.e., with the greatest appreciation potential
and the potential for discounts) are often hard to value assets.

In Stone, the court allowed only a 5% discount for a 50% fractional interest in art.
(Despite this one decision, art owners might still want to make fractional gifts of art using
a "more realistic" discount than 5%. Justification for a higher discount is that there is no
guarantee that the owner of a fractional interest will ever find a buyer. In any event, the
case has given the IRS more enthusiasm in going after fractional gifts of art.) The Stone
case illustrates the inherent gift valuation risk.

Overview of Alternatives to Deal With the Substantial Valuation Risk. Alternatives
include: (i) GRATS, (ii) transfers with formula “defined value” clauses, and (iii) transfers
using an incomplete gift approach.

GRAT and Gift/GRAT Combo. The GRAT may be the simplest approach. It is an almost
riskless solution to the valuation risk because the regulations say that a formula annuity
approach works. The retained annuity payments are automatically adjusted if the value of
the transferred property is adjusted, thus resulting in no significant additional gift.

If an individual is willing to make a $1 million gift, if the individual just makes a gift a
Blackacre (that she thinks is worth $1 million), there is a gift tax risk that the value may
ultimately be held to exceed $1 million. If Blackacre is merely contributed to a GRAT,
there is no further risk of making any excess gift because of the formula annuity provision,
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but the client may end up getting back a substantial portion of Blackacre when the trust
makes the annuity payments. However, the client’s goal of making a $1 million gift and
transferring Blackacre in a riskless transaction can be accomplished in a several steps.
First, the client could make a gift of $1 million cash to a grantor trust (the “Gift Trust”).
Second, the client could contribute Blackacre to a GRAT. When annuity payments are
due at the end of years one and two, the GRAT could borrow cash from the Gift Trust.
Assuming the cash can be invested to produce income equal to the AFR, there would be
enough money to loan to the GRAT so that it could make the required annuity payments
in cash. At the end of the GRAT term, Blackacre could pass to the Gift Trust, subject to
the loans that it owes to the Gift Trust. (None of the transactions between the Gift Trust
and the GRAT are subject to income tax because both are grantor trusts.) The client’s
goal of making a $1 million gift of Blackacre in a riskless transaction for gift tax purposes
is achieved. (If the IRS asserts that Blacacre is worth more than $1 million, the annuity
payments would increase, so a portion of Blacacre would have to be distributed back to
the donor. Still the donor achieved her goal of transferring as much of Blackacre as
possible within her $1 million gift exemption amount, without risking owing gift tax on a
gift deemed to be in excess of $1 million.).

Limitations of the GRAT/Gift approach include: (i) inclusion of most of the assets in the
estate if the grantor dies during the GRAT term, (ii) probable inability to allocate GST
exemption until the end of the GRAT term, and (iii) a built-in discount factor that is
almost always higher than the interest rate on a sale for a note.

Formula Clause, Especially Defined Value Clause. There are two general types of formula
clauses, a fixup clause, and a definition clause.

(1) Fix Up Clause. Under this type of clause, a “fix up” amount is transferred or
consideration is paid back to the transferor if the finally determined gift tax value
exceeds the intended amount. The IRS has generally won cases involving these
clauses. A theoretical problem with the “higher purchase price” format is that
there is a speculative element to the additional purchase price on the date of the
gift. Due to that speculative element, the additional price feature would not result
in a full reduction of the gift value. The only case where taxpayers prevailed with
a price adjustment clause was King v. U.S.

(2) Definition Clause Approach. The definition clause works simultaneously, rather
than after the gift, to determine the amount of the gift or the amount of the
consideration paid for the transfer. If the clause is not honored, there is no way to
determine the amount of the transfer.

Consideration Definition Clause. If the defined value clause (that defines the
amount being transferred) works, in some cases it could be counterproductive,
because it limits the value actually transferred. That is particularly problematic if a
rapidly appreciating asset is transferred. It would be better if the formula clause

operated not on the property being transferred but on the consideration being
received. (That is how a GRAT works.)

Query whether a “consideration definition clause” would work. Under this
approach, the trust to which the transfer is being made must be in existence,
preferably for some period of time. Also, there must be a separate asset in the trust
that can be used to pay the purchase price. For example, assume a client wants to
sell Blackacre (that the client thinks is worth 25X) to an existing trust that has cash
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or marketable securities worth 50X. Before the purchase of Blackacre, the trust
could transfer the 50X of cash or marketable securities to a new investment entity,
with an operating agreement providing that any member can withdraw any time,
so that there would be no entity discounts. The client would sell Blackacre in
return for an interest in the new investment entity. The fraction is:

Value of Blackacre as finally determined for gift tax purposes
50X [the known value of the entity].

The full value of Blackacre is transferred in any event. The formula clause would
vary what percentage interest in the new investment entity is paid to the client as
consideration for the sale. If the finally determined gift tax value of Blackacre is
25X (which is what the client thought Blackacre was worth), the client would
receive 25X/50X, or 50% of the new investment entity as consideration for the
sale.. If the IRS prevails in saying that the gift tax value of Blackacre is 40X, the
client would receive 40X/50X, or 80% of the new investment entity.

Another approach would be for the trust to pay partly with a note and partly with
an interest in the new investment entity. For example, in the hypo described
above, the trust might pay with a note worth 25X and a fractional interest in the
new investment entity. The numerator of the fraction would be the finally
determined gift tax value of Blackacre less the value of the note. If the finally
determined gift value of Blackacre is 25X, the client would receive the note and no
interest in the new investment entity. If the finally determined gift tax value of
Blackacre is 40X, the client would receive the 25X note and a (40-25X)/50X, or
30% of the new investment entity.

(For simplicity, the example refers to selling Blackacre. However, the client might
prefer to sell just a fractional interest in Blackacre to take advantage of an
undivided interest discount.)

This is the first time that I have seen a consideration definition clause being
suggested [Carlyn is so creative!!]. Carlyn acknowledges that this approach has not
been tested, but she thinks it should work.

Do These Definition Clauses Work? These are similar to the formula clauses sanctioned in
the §2702, disclaimer, and charitable remainder trust regulations.

The McCord case is the first and only judicial test of a formula definition clause (although
the recent Christiansen case discusses a similar formula disclaimer approach, as discussed
below.) In McCord, the Tax Court suggested that it might have recognized the clause if it
had said “as finally determined for federal gift tax purposes.” (The Tax Court did not
address the public policy issue.) The Fifth Circuit upheld the formula transfer, but it also
did not address public policy concerns. (Marty Basson, an IRS estate and gift tax
supervisor in Florida, suggested that perhaps the IRS did not want to take that issue to the
Fifth Circuit.) In McCord, the formula value was based upon an arms length
determination of value among the donees, who were independent and were represented by
separate counsel. The Fifth Circuit did not address the question of whether an acceptable
mechanism of determining value would be to use “as finally determined for federal gift tax
purposes.”
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Planners would like for these clauses to be upheld, and the IRS strongly opposes them.
The IRS audits less than 1% of gift tax returns, and if the taxpayer can take aggressive
positions with no fear of paying more gift taxes or penalties, the IRS fears that abuses
would result. (Penalties operate not on the understatement of value, but on the
understatement of gift tax attributable to the understatement of value.)

There is still uncertainty after McCord, but taxpayers have more hope that defined value
clauses will be sustained by the courts.

After the completion of the Heckerling Institute, a full Tax Court decision addressed the
public policy issues of using a formula disclaimer that operates much like a formula
defined value clause. The Christiansen case is discussed in more detail in Paragraph |
below and is more fully discussed in Item 8 of this summary, below.

How to Draft Defined Value Clauses. Carlyn suggests drafting the clause to transfer a
fractional portion of specified property, with the fractional portion being described by a
defined value formula. She also suggests trying to address the public policy concern that
such formulas make gift tax audits meaningless. Tinker with the fraction to build in a little
margin for the IRS to have some success if it successfully contests values. Carlyn suggests
the following as a possible formula where the client wants to transfer a fractional portion
worth $100,000 a specified property:

“I hereby transfer to the trustees of the T Trust a fractional share of the property
described in schedule A. The numerator of the fraction is (a) $100,000 plus (b) 1% of
the excess, if any, of the value of such property as finally determined for federal gift
tax purposes (the “Gift Tax Value”) over $100,000. The denominator of the fraction
is the Gift Tax Value of the property.”

Administering the Gift. Practical problems may arise in administering the transferred
property before a final determination of value has been made. One approach to deal with
this practical problem is to transfer all of a specified property to a trustee, and to have the
formula allocate the property transferred between two different trusts under the trust
agreement, one of which would be a completed gift to family (often a grantor trust for
family members) and the other of which would be a nontaxable transfer (possibilities
include a transfer to a marital deduction trust, a wholly charitable trust, a charitable lead
tr