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INTRODUCTION

The Subcommittees on Energy and Agricultural Taxation and
Taxation and Debt Management of the Senate Finance Committee
have scheduled a joint hearing on June 27, 1990, on proposals for

changing rules relating to estate valuation freezes.

In the Omnibus Budget Reconciliation Act of 1987, the Congress
enacted Internal Revenue Code section 2036(c), relating to the
estate valuation freezes. On October 3, 1989, the Senate Finance
Committee approved a provision that would have repealed section

2036(c), as part of the Senate Budget Reconciliation Bill (S. 1750 as

reported by the Senate Budget Committee). In so doing, the Fi-

nance Committee indicated its concern for abusive freezes, and its

intent to study alternatives to section 2036(c). The provision was re-

moved from the bill by a Senate floor amendment deleting all reve-

nue-losing provisions.

This pamphlet, ^ prepared by the staff of the Joint Committee on
Taxation in connection with the hearing, provides a discussion of

the Federal transfer tax consequences of estate freezes, a descrip-

tion of prior and present-law tax rules, a discussion of issues relat-

ing to section 2036(c), and a description of proposed alternatives to

section 2036(c). The Appendix presents data on Federal estate and
gift tax collections.

' This pamphlet may be cited as follows: Joint Committee on Taxation, Present Law and Pro-

posals Relating to Federal Transfer Tax Consequences of Estate Freezes (JCS-21-90), June 22,

1990.
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I. SUMMARY
Estate freeze transactions

An estate freeze is an estate planning technique that has the
effect of limiting the transfer tax value of property held by an
older generation at its then current value. Although sometimes re-

flecting the actual business relationships among the parties, the
freeze transaction often is intended to pass appreciation in the
property to a younger generation without incurring Federal estate
and gift taxes while retaining all or a significant portion of the
income or control over the property. The value of the retained
rights may be increased through the retention of one or more dis-

cretionary rights which, under the "willing buyer, willing seller"

valuation standard of present law, are assumed will be exercised so
as to maximize the value of the owner's retained interests.

In one common form, the "preferred stock freeze," an owner of a
corporation restructures the corporation to have two classes of
stock: (1) preferred stock purportedly worth substantially all of the
value of the corporation; and (2) common stock with purportedly
little value. The owner then transfers the common stock to a
younger generation while retaining the preferred stock. In addi-
tion, the owner might retain a discretionary right to require the
redemption of the preferred stock at its par value, thereby increas-
ing the value of the retained preferred stock (and decreasing the
value of the transferred common stock) without regard to the
amount of dividends the preferred stock may reasonably be expect-
ed to pay.

Code section 2036(c)

Section 2036(c) treats an estate freeze transaction as inherently
testamentary and, therefore, includes the value of the transferred
interest in the donor's gross estate for Federal estate tax purposes.
This treatment also reduces the pressure to properly value the re-

tained interests, especially discretionary rights, in freeze transac-
tions.

Section 2036(c) applies when a person transfers interests in prop-
erty that are likely to appreciate while retaining an income or
voting interest in that property. In doing so, it adopts in essence an
incomplete gift approach that leaves open the final transfer tax
consequences of the transaction. Section 2036(c) has been criticized

as inexact and overbroad. In addition, opponents of section 2036(c)
argue that lower Federal transfer taxes should be imposed on close-

ly held businesses than on other forms of property.

Proposed alternatives

The proposed alternatives reject the characterization of estate
freeze transactions as inherently testamentary. Instead, the alter-
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natives treat the transfer as complete at the time of the transfer.

They generally provide various rules intended to determine the
value of the transferred interest at the time of the transfer.



II. AN OVERVIEW OF THE TRANSFER TAX SYSTEM

A. Rates and Credit

Estate and gift tax

Generally, a gift tax is imposed on transfers by gift during life,

and an estate tax is imposed on the taxable estate at death. The
Federal estate and gift taxes are unified, so that a single progres-
sive rate schedule is applied to an individual's cumulative trans-

fers. The estate and gift marginal tax rates begin at 18 percent on
the first $10,000 of taxable transfers and reach 55 percent on tax-

able transfers over $3 million. After 1993, the top rate is scheduled
to decrease to 50 percent.

The amount of estate and gift tax generally is determined by ap-
plying the unified rate schedule to cumulative taxable transfers
and then subtracting the taxes payable for prior periods. The tax is

first computed without any exemption, and then a unified credit is

subtracted to determine the amount of estate or gift tax payable
before the allowance of other credits. U.S. citizens and resident
noncitizens are allowed a unified credit of $192,800, which effective-

ly exempts the first $600,000 of transfers from tax. For a married
couple, the unified credit potentially exempts the first $1,200,000 of

transfers from tax. The benefit of the graduated brackets and uni-

fied credit is phased out after transfers exceeding $10 million, cre-

ating a top marginal tax rate of 60 percent for decedents dying
prior to 1993.

Generation-skipping transfer tax

A generation-skipping transfer tax is imposed on certain trans-

fers to a person two or more generations below the transferor. The
generation-skipping transfer tax uses a flat rate equal to the high-
est estate and gift tax rate. Each transferor is allowed a $1 million
exemption.

B. Transfers Subject to Tax

1. Gift tax

The gift tax is imposed on any transfer of property by gift wheth-
er made directly or indirectly and whether made in trust or other-
wise. A transfer includes all transactions whereby property is

passed to or conferred upon another regardless of the means or
device employed in its accomplishment.

In Dickman u. Commissioner,^ the United States Supreme Court
held that an interest-free or below-market interest-rate demand
loan resulted in a transfer for Federal gift tax purposes. In reach-

2 465 U.S. 330 (1984).
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ing its conclusion, the Court emphasized that the right to use

money is a valuable right, and that the failure to demand repay-

ment over time passes wealth.^ After the Supreme Court decision

in Dickman, Congress enacted section 7872, which provides that

certain loans bearing a below-market rate of interest result in (1)

the borrower being treated as if he paid interest to the lender, and
(2) the lender being treated as if he made an annual gift of the

foregone interest to the borrower.

The first $10,000 of gifts of present interests to each donee
during any one calendar year is excluded from Federal gift tax. A
husband and wife may elect to treat a gift in fact made by one
spouse as having been made one-half by each spouse. The net effect

of this gift-splitting provision is to make the gift tax exclusions and
credit of the spouse available to the donor. Thus, the first $20,000
of gifts of present interests is excluded when the non-donor spouse
consents to split the gift. Although treated as a gift to its share-

holders, a gift to a corporation generally is a gift of a future inter-

est, not qualifying for the annual exclusion.^

The Federal gift tax generally is imposed only on the value of

property actually passing to the donee net of tax. This is known as

a "tax-exclusive" base.^

2. Estate tax

The estate tax is imposed on all property included in the "gross

estate" of the decedent less allowable deductions. The gross estate

generally includes the value of all property in which a decedent
has an interest at his or her death (Code sec. 2031). In addition, the
gross estate includes the value of certain properties not owned by
the decedent at the time of death under certain circumstances.
These include, generally, transfers for less than adequate and full

consideration if (1) the decedent retained the beneficial enjoyment
of the property during his or her life (sec. 2036) or the power to

alter, amend, revoke, or terminate a previous lifetime transfer (sec.

2038); (2) certain property if an interest in such property is held
within three years of death (sec. 2035); (3) the property was previ-

ously transferred during the decedent's lifetime but the transfer

takes effect at the death of the decedent (sec. 2037); and (4) inter-

ests in certain annuities (sec. 2039). In addition, the gross estate in-

cludes the value of property subject to the decedent's general
power of appointment (sec. 2041). Lastly, the gross estate includes

the proceeds of life insurance on the decedent if the insurance pro-

ceeds are receivable by the executor of the decedent's estate or the
decedent possessed at death incidents of ownership in the policy

(sec. 2042).

No reduction in the gross estate is made for the portion of the
estate used to pay the Federal estate tax. This is known as a "tax-

3 465 U.S. at 336 and n. 7.

* See Chanin v. United States, 393 F.2d 972, 976 (Ct. CI. 1968); Heringer v. Commissioner, 235
F.2d 149, 152 (9th Cir. 1956); Hollingsworth v. Commissioner, 86 T.C. 91, 10.5-108 (1986); Rev. Rul.

71-443, 1971-2 C.B. 337.
^ See footnote 6, infra, for an example.



inclusive" base. Thus, the estate and gift taxes are computed on
different bases. ^

C. Allowable Deductions

Marital deduction

Both the gift and estate tax generally allow an unlimited deduc-
tion for property passing between spouses which will be includible
in the gross estate of the recipient spouse.

Charitable deduction

In determining the amount of estate and gift tax, a deduction is

allowed for certain amounts transferred to certain organizations or-

ganized and operated exclusively for charitable, etc., purposes, to

the United States or any State or local government, and to certain
organizations of war veterans. Where the charitable transfer is of

an interest in property that is less than the entire interest of the
donor or decedent (e.g., a term or remainder interest), the gift must
take certain specified forms in order to be deductible. In general, a
charitable deduction is permitted for a term interest only if such
interest is in the form of a guaranteed annuity or is a yearly distri-

bution of a fixed percentage of the annually determined fair

market value of the property. A charitable deduction generally is

permitted for a transfer in trust of a remainder interest in proper-
ty only if the trust is a pooled income fund, charitable remainder
annuity trust, or charitable remainder unitrust.

Expenses, indebtedness, taxes, and losses

In addition to the charitable and marital deductions, estate tax
deductions are allowed for certain administrative expenses of the
estate, certain indebtedness of the decedent, and certain taxes (sec.

2053). A deduction also is allowed for casualty losses incurred by
the decedent's estate (sec. 2054).

D. Valuation of Property

The value of property transferred by gift or includible in the de-

cedent's gross estate generally is its fair market value at the time
of the gift or death. Fair market value is the price at which the
property would change hands between a willing buyer and willing
seller, neither being under any compulsion to buy or sell and both
having reasonable knowledge of relevant facts (Treas. Reg. sec.

20.2031-l(b)). This standard looks to the value of the property to a
hypothetical seller and buyer, not the actual parties to the trans-
fer.

"^

Accordingly, courts have refused to consider familial relation-

ships among co-owners in valuing property. For example, courts
allow corporate stock to be discounted to reflect minority owner-
ship even when related persons together own most or all of the un-
derlying stock. ^ Likewise, courts reduce the value of property to re-

* For example, assuming a 50-percent rate and no deductions or exclusions, a death-time
transfer of $100 results in $50 passing to heirs and a $50 estate tax. In contrast, a person with
$100 can make a $66.67 lifetime gift while paying only $33.33 in gift tax.

' See Rev. Rul. 59-60, 1959-1 C.B. 237, 237.
» See, e.g.. Estate of Bright v. United States, 658 F.2d 999 (5th Cir. 1981).



fleet the effect of restrictions even when the restrictions exist for

the benefit of family members.^

E. Treatment of Small Businesses

Current use valuation

If cei'tain requirements are met, present law allows family farms
and real property used in a closely held business to be included in

a decedent's gross estate at its current use value, rather than its

full fair market value, provided that the gross estate may not be
reduced by more than $750,000 (sec. 2032A).

Installment payments of estate tax

In general, estate tax must be paid within 9 months after a dece-

dent's death. However, if certain requirements are satisfied and
the executor makes an election, payment for estate tax attributable

to certain interests in closely held businesses can be extended and
paid in installments over 14 years (interest only for 4 years fol-

lowed by from 2 to 10 annual payments of principal and interest)

(sec. 6166). A special 4-percent interest rate applies to the deferred
tax attributable to the first $1 million in value of the closely held
business interest (sec. 660 l(j)). Tax in excess of this amount accrues
interest at the regular rate charged on deficiencies (sec. 6601(a)). To
qualify for the installment payment provision, at least 35 percent
of the value of the decedent's adjusted gross estate must consist of

the value (net of business indebtedness) of an interest in a closely

held business. Accrued interest is deductible in determining estate

or income tax but not both (sec. 642).

Other extensions of time to pay estate tax

If an estate is not eligible to defer estate tax under the install-

ment payment provision, payment of the tax may be extended
under the general estate tax extension of time to pay. An extension
of time to pay tax for up to 10 years is permitted upon a showing of

reasonable cause (sec. 6161). This extension is granted for a maxi-
mum period of one year at a time and can be renewed annually (as

long as the reasonable cause continues to exist). Reasonable cause
may exist where an estate does not have sufficient funds to pay the
tax when otherwise due without borrowing at a rate of interest

higher than that generally available (Treas. Reg. sec. 20.6161-

1(a)(1), Example (4)).
10

F. Statute of Limitations

Generally, any estate or gift tax must be assessed within 3 years
after the filing of the return. No proceeding in a court for the col-

lection of an estate or gift tax can be begun without an assessment
within the 3-year period. If no return is filed, the tax may be as-

* See notes .34-47 infra and accompanying text.

'"In addition, there are special income tax rules for certain distributions in redemption of
stock included in the gross estate of a deceased shareholder. Such distributions are treated as
sales (and not taxable dividends) to the extent of estate, inheritance, legacy, and succession
taxes paid by the estate and the funeral and administration expenses allowable as deductions in

computing the taxable estate (sec. 303). Because the basis of such stock is its fair market value
at the date of death, generally little gain is recognized on the redemption.
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sessed, or a suit commenced to collect the tax without assessment,

at any time. If an estate or gift tax return is filed, and the amount
of unreported items exceeds 25 percent of the amount of the report-

ed items, the tax may be assessed or a suit commenced to collect

the tax without assessment, within 6 years after the return was
filed.

Courts differ over whether the Commissioner may redetermine
the value of prior gifts in order to determine the appropriate

bracket and unified credit for the estate tax, notwithstanding the

expiration of the gift tax statute of limitations ^ ^

'
' Compare Smith Estate v. Commissioner, 94 T.C. No. 55 (June 13, 19901 (Commissioner per-

mitted to revalue gifts) with Boatman's First National Bank v. United States, 705 F. Supp. 1407

(W.D. Mo. 1988) (Commissioner not permitted to revalue gifts).



III. TRANSFER TAX CONSEQUENCES OF ESTATE FREEZES
PRIOR TO 1987

A. General Description of Estate Freezes

An "estate freeze" is a technique that has the effect of Umiting
the value of property held by an older generation at its current
value and passing any appreciation in the property to a younger
generation. Generally, the older generation retains income from, or

control over, the property.

To effect a freeze, the older generation transfers an interest in

the property that is likely to appreciate while retaining an interest

in the property that is less likely to appreciate. Because the value

of the transferred interest increases while the value of the retained

interest remains relatively constant, the older generation has
"frozen" the value of the property in its estate.

In one common form, the preferred stock freeze, a person owning
preferred stock and common stock in a corporation transfers the

common stock to another person. Since common stock generally ap-

preciates in value more than preferred stock, the transferor has
"frozen" the value of his holdings in the corporation. Future appre-

ciation in the common stock is not included in the transferor's

estate.

An estate freeze can be achieved with almost any kind of proper-

ty, including interests in active businesses, listed stocks, real estate

and art. ^ ^ The older generation may retain a variety of rights in a
freeze transaction. Retained rights may include, for example, the

right to vote stock, to receive income from property, or to control

or use property. The retained right also may be the right to a fixed

or variable amount, sometimes known as a "capital call" right. A
capital call right may include (Da right to "put" the frozen inter-

est for an amount equal to the liquidation preference of the frozen

interest; (2) a right to liquidate an entity and receive assets; or (3) a
right to convert the nonappreciating retained interest into an ap-

preciating interest. ^ ^

The retained rights in an estate freeze may be structured to

lapse or terminate, particularly at death. Retained rights often in-

volve discretion regarding the amount, timing, or fact of payment.

'^ For one practitioner's list of commonly frozen assets, see B. Abbin, "The Value-Capping Caf-

eteria—Selecting the Appropriate Freeze Technique," 1981 U. Miami Inst. Estate Planning at

20-69 to 20-80.
'^ See, e.g., W. Nelson and P. Genz, "New Uncertainties in the Equity Freeze: The Impact of

Dickman on Capital Call Rights and Other Issues," 63 Taxes 999, 1001 (December 1985). See also

R. Shattuck, "Taxpayers Try Estate Freeze Into Preferred Stock Convertible Into Constant
Dollar Amount of Common Stock," 59 Taxes 323 (1981); D. Freeman, Estate Tax Freeze: Tools

and Techniques at 2-30 to 2-32 (1985).

(9)
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B. Examples of Estate Freeze Transactions and Their Tax
Consequences

1. Preferred interests in corporations and partnerships

Description

A common form of freeze relies upon a preferred interest in a
corporation or partnership. This may involve recapitalization of an
existing entity ^'^ or creation of a new entity. ^^ The preferred inter-

est may be created before or after the transfer of an interest to the
younger generation.
The preferred interest may enjoy preferred rights as to income

or management. It also may carry a right to liquidate, convert or
redeem. The preferred interest may consist of either debt or
equity/^ and may involve S corporations as well as C corpora-
tions. ^

'^

In a corporate freeze, the preferred interest commonly provides
for noncumulative dividends. In a partnership freeze, the preferred
interest often is defined as a right to a fixed dollar amount (guar-
anteed payment) or a decreasing percentage of profits; distributions
are often contingent upon cash flow.^®

Gift tax consequences

The transfer of a residual interest in a corporation or partner-
ship for less than full and adequate consideration is a gift. The fair

market value of the residual interest is the price that a willing
buyer would pay for it. Appraisers often determine such value
through methods that consider the risks and potential returns for

each interest over time. For example, corporate finance literature
suggests that the common stock may be valued as a call option on
the value of the firm, under which the common shareholders may
purchase the firm by paying off more senior claims, such as bonds
and preferred stock (the "option method"). ^^

More commonly, appraisers determine the value of the common
stock by subtracting the present discounted value of the anticipat-
ed dividends on the preferred stock from the total value of the cor-

poration or partnership (the "discounted cash flow method"). The
value of preferred stock is often determined by looking to compara-
ble, often publicly traded, stocks. The position of the Internal Reve-
nue Service is that the most important factors in determining the

'* See D. Freeman at sec. 2.
^^ See J. Wallace, "Overview of Estate Freezing Techniques and Attendant Estate and Gift

Tax Problems," 15 Real Property, Probate and Trust Journal 71, 74-76 (1980); D. Freeman, at 2-

41.
'® See D. Freeman at 2-34 (noting that debentures may be substituted for equity).
"'' See B. Lemons and D. Child, "Using a Partnership Freeze to Shift Future Appreciation in

Corporate Assets," 69 Journal of Taxation 84 (1988).
^^ See e.g., D. Freeman at 3-60. See generally, J. Elias, "The Partnership Capital Freeze: A

Path Through the Maze," 40 Tax Lawyer 45 (1986).
'^ See generally, R. Brealey and S. Myers, Principles of Corporate Finance. Chapter 20 (1988);

J. Van Home, Financial Management and Policy. Chapter 4 (1986); F. Black and M. Scholes,
"The Pricing of Options and Corporate Liabilities," 81 Journal of Political Economy, 637-654
(May-June 1973).

The trading on major exchanges of equity instruments with option type rights suggests that
such rights affect market values. For example, it is possible to purchase on the American Stock
Exchange, separately: a warrant, or call option, on the future value of a share of American Tele-
phone and Telegraph; and the share of American Telephone and Telegraph subject to the war-
rant.
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value of preferred stock generally are its yield, dividend coverage,

and protection of its liquidation preference. ^^ Voting, redemption,
liquidation, and conversion rights also may add to the value of the

preferred interest. All these rights are valued under the willing

buyer, willing seller standard, without regard to how the parties

actually holding the rights, in fact, will exercise them.
The recently decided case of Snyder v. Commissioner ^ ^ illus-

trates the application of the willing buyer, willing seller standard.

There, the taxpayer transferred publicly traded shares of a growing
corporation worth $2,592,000 to a newly created holding company
in exchange for 2,591 shares of preferred stock and 1,000 shares of

common stock of the holding company. The preferred stock had a
par value of $1,000 per share, was callable at the election of the
preferred shareholders, and, in effect, could be put to the company
at par.

The taxpayer transferred the 1,000 shares of common stock to a
trust for the benefit of her grandchildren and valued the common
stock at $1,000 (i.e., $1 per share). Although finding that the tax-

payer did not expect to exercise the put option in the absence of

unanticipated and extraordinary financial need, the U.S. Tax Court
nonetheless held that the value of the common stock was $1,000,

because a willing buyer would pay more only with some assurance
that the option would not be exercised. Within five years of the
transfer, the value of the publicly traded stock had increased to

$5,340,000. If the preferred shareholders had elected to have the
preferred shares called at that time, the value of the holding com-
pany after the redemption would have been $2,748,000 (i.e.,

$5,340,000 minus $2,592,000).

The failure to exercise rights in an arm's-length manner after

the initial transfer of common stock may give rise to a gift under
the reasoning of the Dickman case.^^ Prior to the Dickman case,

there was authority that waiver of an undeclared dividend for a
business purpose did not constitute a gift.^^ Since the Dickman
case, the Internal Revenue Service has held in several private

letter rulings that the failure to exercise rights can give rise to a
gift.

2
'^ Commentators have questioned whether the Dickman case

creates a gift in such situations. ^^

Estate tax consequences

Where an individual retains enjoyment of, or the right to income
from, transferred property, the gross estate includes the full value
of such property (sec. 2036(a)). In addition, the decedent's retention
of the right to vote corporate stock that was given away results in

the inclusion of that stock in the estate (sec. 2036(b)). In the pre-

20 See Rev. Rul. 83-120, 1983-2 C.B. 170.
2» 93 T.C. No. 43 (Nov. 2, 1989).
2 2 See note 2, supra. See Snyder at 28-29 (stating that Dickman generally does not apply to an

equity instrument but nonetheless finding a gift by reason of the failure to exercise a conversion
right that would have permitted accumulation of unpaid dividends).

2 3 See Collins v. Commissioner, 1 T.C. 605, 609 (1943), nonacq., 1943 C.B. 29; Rev. Proc. 67-14,

1967-1 C.B. 591.
2* See LTR 8723007 (Feb. 18, 1987) (finding a gift on the failure to declare a noncumulative

dividend); LTR 8726005 (March 13, 1987) (finding a gift on the failure to exercise conversion
right); LTR 8610011 (Nov. 1, 1985) (finding a gift on the failure to redeem stock).

25 See, e.g., W. Nelson at 1009 (arguing that Dickman does not apply to unexercised freeze

rights).
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ferred interest estate freeze, however, it has been held that the pre-
ferred and residual interests may be considered separate property
and therefore that a decedent's gross estate did not include the full

value of a corporation in which the decedent gave his children
common stock but in which he retained voting preferred stock. ^^

The IRS has privately ruled that the value of a voting right that
lapses on the decedent's death is includible in the gross estate
under section 2031.^^ In Estate of Harrison v. Commissioner,^^
however, a court held to the contrary. In that case, a father re-

tained both a limited and general partnership interest after form-
ing a partnership in which his sons received limited partnership in-

terests. Held in conjunction with the general partnership interest,

the father's limited partnership interest was worth $59 million (be-

cause the general partnership interest carried with it the right to

liquidate the partnership); held alone, the limited partnership in-

terest was worth $33 million. The father died owning both inter-

ests, but the general partnership interest was immediately sold to

the sons for $700,000 pursuant to a buy-sell agreement taking effect

at death. The United States Tax Court held that the limited part-

nership interest was includible in the father's gross estate at a
value of $33 million. Thus, $26 million in wealth was passed with-
out incurring either gift or estate tax. Several commentators agree
with the Tax Court and argue that the retention of lapsing rights
reduce the value of the transferred interest but are not includible
in the gross estate. ^^

2. Grantor retained income trusts

Description

The grantor retained income trust ("GRIT") is an irrevocable
trust to which the grantor transfers property or money while re-

taining an income interest for a term of years. ^" This transaction
has the effect of transferring a contingent or vested remainder in-

terest to another person. The grantor also may retain a contingent
reversion or power of appointment that takes effect only if the
grantor dies within the term.

Gift tax consequences

The transfer into the trust is treated as a taxable gift for trans-
fer tax purposes. The amount of the gift is the value of the entire
property less the value of rights in the property retained by the
grantor. Rights retained by the grantor are valued pursuant to

Treasury tables that assume a rate of return on the underlying
property equal to 120 percent of the applicable Federal midterm
rates (sec. 7520, Treas. Reg. sec. 20.2512-5(f)). Use of the Treasury
tables is allowed even when they do not accurately predict the
actual rate of return from the trust. For example, in 1977, the In-

ternal Revenue Service ruled that the application of tables based

2« See Estate of John G. Boykin, 53 T.C.M. (CCH) 345 (1987).
" See LTR 8510002.
28 52 T.C.M. (CCH) 1306 (1987).
29 See W. Nelson at 1010; D. Freeman at 2-50.
30 See, e.g., S. Leimberg and R. Doyle, "GRITS and SuperGRITS," 45 Tax Notes 1503 (1989); J.

Mahon, "Grantor Lead Trusts: New Tax Savings Under the 10 Percent Tables," 128 Trusts and
Estates 26 (August 1984).
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on an interest rate of 6 percent per year was appropriate in valu-

ing a trust whose corpus consisted of stock that had paid an aver-

age dividend of 3 percent for the preceding ten years. ^^ According
to the ruling, "departure from strict application of the tables is

permissible in exceptional cases where use of the tables would vio-

late reason and fact; for example, where transferred property may
yield no income at all or the income is definitely determinable by
other means." ^^

The IRS has ruled privately that the failure of an income benefi-

ciary to exercise a State law right to force the trustee to invest in

income-producing property results in a gift to the remainderman.^^

Estate tax consequences

If the grantor dies during the term of the trust, the value of the

trust property is includible in his gross estate (sec. 2036(a)), with an
adjustment for gift tax previously paid. The property is included re-

gardless of whether the decedent retained a contingent reversion or

power of appointment. If the grantor dies after the term of the
trust, none of the trust property is included in his gross estate.

3. Options and buy-sell agreements

Description

Under another common freeze device, a member of an older gen-

eration grants a member of a younger generation an option to pur-

chase property at a fixed or formula price. Such an option may be
part of a buy-sell agreement among family members under which
the survivor (or the corporation) has the right to purchase stock

from the estate of the first to die. An option may freeze the value
of property at the strike price if the strike price is below the fair

market value of the property at the date of death. ^'^

Gift tax consequences

The transfer of a binding and enforceable unilateral option re-

sults in a gift equal to the excess of the fair market value of the
option over the consideration received in exchange for the option. ^^

Receipt of services in exchange for the option can provide adequate
consideration.^® Little judicial authority discusses the gift tax con-

sequences of an agreement creating bilateral options. Such an
agreement might give rise to a gift if the values of the options are

not equal, for example, when the life expectancies of the two par-

3' See Rev. Rul. 77-195, 1977-1 C.B, 295.
=^2 Id. at 297.
='3 See LTR 8805029 (Nov. 9, 1987), LTR 8806082 (Nov. 18, 1987).
^* See, e.g., T. Solberg, "Buy-Sell Agreements Can Freeze Asset Values and in Some Cases

Make Them Disappear," 59 Taxes 437 (July 1981); S. Tobisman, "Estate and Gift Tax Consider-
ations in Buy-Sell Agreements," 35 U.S. California Tax Institute, para. 2700 (1983).

^"•See Hoffman v. Commissioner, 2 T.C. 1160, 1187-88 (1943), acq. 1944 C.B. 13, aff'd on other

issue, 148 F.2d 285 (9th Cir. 1945), cert, denied, 326 U.S. 730 (1945); Rev. Rul. 80-186, 1980-2 C.B.

280.
36 See Bensel v. Commissioner, 36 B.T.A. 246 (1937) aff'd, 100 F.2d 639 (3d Cir. 1938) (continued

services by son constituted adequate consideration for option given by father); Cobb v. Commis-
sioner, 49 T.C.M. (CCH) 1364 (1985) (exchange of option for agreement to act as farm manager
did not result in gift).

31-371 0-90-2
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ties holding the options differ although the exercise price is the
same. ^

'

Estate tax consequences

A restriction upon the sale or transfer of property reduces its

fair market value. For example, a right of first refusal depresses
value, since it reduces the attractiveness of the stock to other po-

tential buyers. ^^ Treasury regulations issued in 1958 acknowledge
that the existence of an option or contract to purchase may affect

the estate tax value of stock. Those regulations provide that the re-

striction is to be disregarded unless the agreement represents a
bona fide business arrangement and not a device to pass the dece-
dent's stock to natural objects of his bounty for less than full and
adequate consideration.^^ IRS rulings of that period give substan-
tial weight to a price contained in a buy-sell agreement for pur-
poses of determining value. ^°

Courts have gone beyond the published position of the Internal
Revenue Service and generally have held that the price contained
in a buy-sell agreement will limit fair market value for estate tax
purposes if the price is fixed or determinable, the estate is obligat-

ed to sell, the agreement contains restrictions on lifetime transfers,

and there is a valid business purpose for the agreement.'*^ One
court has held that, in addition to having a business purpose, the
agreement cannot also be a testamentary device. "^^

The precise effect of an agreement meeting these requirements
depends upon the extent of the buyer's obligation. If the buyer is

obligated to purchase the property under the agreement, the agree-
ment determines fair market value because, knowing of the ap-
proaching sale, a willing buyer would pay no more, and a willing
seller would accept no less, than the strike price."* ^ If the buyer
merely possesses an option to purchase property, the option price
creates a ceiling on fair market value because no willing buyer
would pay more than the option price knowing that he would be
obligated to sell the stock at the option strike price.**

Authorities generally consider continuation of family ownership
and control to be a business purpose. It has been found sufficient

even when the "control" being preserved is merely a right to par-

^^ Some judicial authority suggests that the creation of the agreement does not result in a
"transfer." See Littick v. Commissioner, 31 T.C. 181, 186 (1958). The Internal Revenue Service
disagrees with this conclusion. See AOD CC-1985-008 (Dec. 24, 1984).

=•» See Reynolds v. Commissioner, 55 T.C. 172 (1970), acq.. 1971-2 C.B. 3.

^* See Treas. Reg. sec. 20.2031-2(h). Nonetheless, in a subsequent memorandum, the Ir-ternal

Revenue Service has stated: "The difficulty [with the regulation] is that there may be a legiti-

mate business purpose in restricting shares to the decedents descendants and yet the option
price may be so low as not to fairly reflect value. The primary inquiry should be the correct
estate tax value, and the motives or purposes behind the restriction should be of concern to the
Internal Revenue Service only as they bear on the valuation question. . . . What is important
should be, . . . not so much the legitimate purpose of the decedent in imposing the restriction,

but whether the purchase price was an arm's length price that fairly represented value both at
the time the restriction was imposed and at the time of death." G.C.M. 37958 (1978).

^o.See Rev. Rul. 59-60, 1959-1 C.B. 237, 243 (option price "usually accepted as fair market
value for estate tax purposes").
"'See Seltzer v. Commissioner, T.C. Memo 1987-568, 54 T.C.M. (P-H> para. 85,515 at 2345. Sec

also Weil R Commissioner, 22 T.C. 1267, 1273-74 (1954), acq., 1955-2 C.B. 10;
"2 See Saint Louis County Bank v. United States, 674 F.2d 1207 (8th Cir. 1982).
'»=' See, e.g., Broderick v. Gore, 224 F.2d 892, 896 (10th Cir. 1955).
"* See Wilson v. Bowers, 57 F.2d 682 (2d Cir. 1932) (buy-sell agreement that binds the estate

caps the value of corporate stock even if the holder of the option does not exercise the option
and instead obtains the interest under the will).
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ticipate as a limited partner,"*^ or when a party to the agreement
has already contracted a terminal illness.'*^

Although some courts suggest that the business purpose require-

ment necessitates that the option price be reasonable when the

agreement was made,'*'^ others do not."*^ In either case, the strike

price need not approximate fair market value at the date of death,

even when such value is stipulated.^ ^ Thus, courts have found a
fixed price contained in a buy-sell agreement to be determinative
of estate tax value even though the stock was not in fact sold until

many years later. ^° Similarly, formulas based on book value or

capital accounts have fixed value. ^^ A formula has been upheld
even when it has the effect of creating an estate tax value of

zero.^^

4. Sales of remainder interests and joint purchases of interests in

property

Description

Other common freeze transactions involve terms of years, life es-

tates and remainder interests in property. For example, an owner
of property may sell a remainder interest in the property to a
child. Alternatively, older and younger generations may jointly

purchase term and remainder interests in property from a third

party. Both these transactions effect freezes because all the future

•»5 See Estate of Bischoff v. Commissioner, 69 T.C. 32 (1977).
IS In Littick V. Commissioner, 31 T.C. 181, (1958), acq., 1959-2 C.B. 5, acq., 1984-2 C.B. 1 (in

result),

the decedent, who had contracted a terminal illness entered into a fixed-price buy-sell agree-

ment with his brothers one year prior to death. Finding "nothing in the record to indicate that

the [fixed price] was not fairly arrived at by arm's-length negotiation or that any tax avoidance
scheme was involved," the U.S. Tax Court valued the stock at its fixed price, rather than its

stipulated fair market value. 31 T.C. at 187.
"' See Bischoff, 69 T.C. at 41 n.9.
»« See Davis v. United States, 5 AFTR 2d 1902 (D. Utah 1960) (finding that a formula price of

25 percent of the "appraised value" of a partnership determined the value of a one-half interest

in the partnership; low price necessary to ensure continued family control); Seltzer, T.C.M. (P-H)

at 2346 (formula based on book value found determinative notwithstanding exclusion of goodwill

from purchase price). See also Reynolds v. Commissioner, 55 T.C. 172, 194 (1970), acq., 1971-2 C.B.

3 (holding that a voting trust agreement containing formula price equivalent to $100 per share
was not a device to pass wealth for less than full and adequate consideration even though, when
the agreement was made, the over-the-counter market price for the stock was $250 per share).

*^See, e.g.. Commissioner v. Childs' Estate, 147 F.2d 368 (3d Cir. 1945) (estate tax value^f $10
per share upheld when market price was $100 per share); Novak v. United States, 1987-2 T.C.M.
(CCH) para. 13728 (D. Neb.) (estate tax value at $1,000,750 upheld rather than fair market value
of $1,657,465); Littick, 31 T.C. at 187 (1958) (estate tax value almost $60,000 below stipulated fair

market value); Weil v. Commissioner, 22 T.C. 1267, 1272 (1954), acq., 1955-2 C.B. 10 (estate tax
value of $172,000 upheld by court that conceded that fair market value was $538,000 higher).

50 In Slocum v. United States, 256 F. Supp. 753 (S.D.N.Y. 1956), a fixed price ($100) contained
in an agreement entered into in 1915 fixed the estate tax value of stock of a decedent dying
some 40 years later. In Wilson v. Bowers, 57 F.2d 682 (2d Cir. 1932), a fixed price contract en-

tered into in 1909 determined the estate tax value of stock passed by the decedent some ten

years later. See also Novak, 1987-2 T.C.M. (CCH) para. 13728 (fixed price option determined
estate tax value).

*' See Bischoff, 69 T.C. at 41 n.9 (formula based on capital account found determinative); Fior-

ito V. Commissioner, 33 T.C. 440 (formula based on capital account found determinative). See also

Hall V. Commissioner, 92 T.C. 312 (1989) (transfer restrictions considered in determining fair

market value; fair market value held to be adjusted book value).
52 In May v. McGowan, 194 F.2d 396 (2d Cir. 1952), father and son entered into a buy-sell

agreement for a fixed price less a percentage of debt guaranteed by the son. Application of this

formula resulted in an estate tax valuation of zero. The Second Circuit concluded: "It seems
clear that with the option outstanding, no one would purchase the stock of the decedent when it

was subject to call by [the son] at zero. . . . [citing cases]. . . . Such a loophole, if important,
should be closed by legislative action rather than by disregarding the cases we have cited." 194

F.2d at 397.
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appreciation potential in the property inures to the younger gen-
eration.

Gift tax consequences

The gift tax consequence of a sale of a remainder interest or a
joint purchase are similar to those of a GRIT. If the younger gen-
eration pays less than fair market value for the remainder interest,
there is a gift from the older generation. The value of the remain-
der interest is determined pursuant to IRS tables.

Estate tax consequences

If the decedent dies after the term, the property is not included
in his gross estate. If the decedent dies within the term or has a
life estate, the property is includible unless the decedent received
full and adequate consideration for the remainder interest during
his life (in the case of a sale of a remainder interest) or paid no
more than the value of his interest (in the case of a joint purchase).
The amount includible is reduced by consideration received. In
Gradow v. United States, ^^ the Federal Circuit held in one situa-
tion that full and adequate consideration is the value of the entire
property, not merely the value of the remainder interest.^*

5. Installment sales and private annuities

Description

A freeze also may be achieved through sale of the property in
return for an installment note or annuity. ^^ The note may cancel
upon the transferor's death. ^^ In conjunction with the sale, the
transferor may lease back the property and pay rent or make
annual gifts that are used to make the installment payment. ^^

Gift tax consequences

A private annuity is valued pursuant to Treasury tables. The
failure to pay an amount owed under a note generally is treated as
a gift.

Estate tax consequences

Sale of property for a private annuity or installment note gener-
ally does not result in such property being included in the estate
unless the annuity effectively results in the decedent's retention of
an interest in the sold property (sec. 2036(a)). The U.S. Supreme
Court has suggested that the transaction will not be treated as a
transfer with a retained interest if "the promise is a personal obli-
gation of the transferor, the obligation is usually not chargeable to
the transferred property, and the size of the payments is not deter-
mined by the size of the actual income from the transferred proper-
ty at the time the payments are made." ^^

53 No. 89-1377 (Fed. Cir. March 1, 1990), aff'g. 11 CI. Ct. 808 (1987).
5* The decision in Gradow has been criticized. See P. Weinbaum, "Are Sales of Remainder

Interests Still Available in Light of a New Decision," 14 Estate Planning 258 (Sept./Oct 1987).
55 A sale would result in recognition of gain that might be deferred as an installment sale

(sec. 453). Once sold, the property does not receive the step-up in basis that would have occurred
had such property been retained until death (sec. 1014).
^^Sce D. Freeman at sec. 4.11; W. Blum, "Self-Cancelling Installment Notes," 60 Taxes 183

(1982).
5' See D. Freeman at sec. 5.06.
58 Fidelity-Phi la. Trust Co. v. Smith, 356 U.S. 274, 280 n. 8 (1958). See also Lazarus v. Commis-

sioner 513 F.2d 824 (9th Cir. 1975); Lane u. Commissioner 37 T.C. 188 (1961).



IV. TRANSFER TAX CONCERNS RAISED BY ESTATE
FREEZES

Estate freezes raise three basic transfer tax concerns. First, be-

cause frozen interests are inherently difficult to value, they can be

used as a means of undervaluing gifts. Second, such interests entail

the creation of rights that, if not exercised in an arm's-length

manner, may subsequently be used to transfer wealth free of trans-

fer tax. Third, "frozen" interests may be used to retain substantial

ownership of the entire property while nominally transferring an
interest in the property to another person.

A. Undervaluation of Initial Transfer

Estate freezes provide an opportunity for undervaluation of the

initial gift. Because gift tax adjustments do not generally result in

additional tax (due to the unified credit) and because the Internal

Revenue Service has limited audit resources, such undervaluation
may go unchallenged.
Undervaluation may occur because the transferor claims a value

for the transferred property lower than the amount a willing buyer
would pay for the interest. ^^ This undervaluation is difficult to

detect because of the inherent difficulty in valuing interests cre-

ated in a freeze.

The discounted cash flow method depends upon proper valuation

of the preferred interest. ^° Such interests pose substantial valu-

ation difficulties. Even if the features of the closely held preferred

interest are identical to those found in public markets, differences

between the two types of securities make comparison difficult.

Much publicly traded preferred stock is held by corporations,

which, because of the dividend received deduction (sec. 243), are

willing to accept a dividend yield lower than individual investors.

Also, the need of publicly traded companies to have continued
access to the capital markets creates an incentive to pay dividends
on preferred stock that may be absent for the closely held compa-
ny. Further, publicly traded preferred stock is inherently more
liquid than is comparable stock of a closely held company. Finally,

publicly traded companies are more likely to be in more than one
line of business, which may effect the variability of the firm's earn-
ings (or cash flows).

Moreover, the features of a preferred stock issued in a freeze

often vary substantially from features contained in publicly traded

^^ Indeed, the very application of the wiUing buyer, willing seller standard to certain property
rights held by related parties may be problematic. In most families, family relationships rather
than contractual rights determine how and when property will pass.

^° Since the option and the discounted cash flow methods are both sound, they theoretically

reach substantially the same result. The existence of a substantial difference in the values de-

termined by each method may suggest inaccurate application of one or both methods.

(17)
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stocks. Stock issued in a freeze may lack features common to pub-
licly traded comparables (such as a cumulative right to dividends)
or contain features missing from such comparables (such as discre-
tionary capital call rights).

These valuation difficulties create the possibility that inconsist-
ent valuation assumptions will be used to value a preferred inter-
est. Taxpayers may use favorable assumptions in valuing the re-
tained preferred stock at the time of the freeze and unfavorable as-
sumptions in valuing such stock at death.
Undervaluation also may result from the failure to value correct-

ly restrictions or options to buy property. Fixed price and book for-
rnula options may be used without considering the likely apprecia-
tion in the property. Options granted in exchange for services may
be valued on a mistaken assumption that the parties are dealing at
arm's length. Bilateral options exercisable at death may be valued
without regard to the different life expectancies of the parties.

Further, undervaluation may result from the use of Treasury
tables valuing annuities, life estates, terms for years, remainders
and reversions. Those tables are based on assumptions regarding
rates of return and life expectancy that are seldom accurate in a
particular case, and therefore, may be the subject of adverse selec-
tion. Because the taxpayer decides what property to give and when
to give it, use of tables, in the aggregate, more often results in un-
dervaluation than in overvaluation.

B. Subsequent Transfers

Creation of a frozen interest in property also permits th«= trans-
fer of wealth free of transfer tax through the subsequent exercise
or nonexercise of rights with respect to the enterprise. Even if the
transferred property is properly valued at the time of the initial
transfer under the willing buyer, willing seller standard, wealth
may be transferred thereafter if the rights are not exercised in an
arm's-length manner. This may occur if, after the t. nsfer, either
transferor or transferee acts or fails to act or causes the enterprise
to act or fail to act. It is unclear under present law whether such
exercise or nonexercise results in a gift. Even if it does, it is virtu-
ally impossible for the IRS to monitor all post-transfer action or in-
action with respect to such rights.

Closely held businesses provide many opportunities for subse-
quent transfers of wealth. Such transfers may occur through legal
rights created at the time of the freeze transaction. For example,
wealth may pass from a preferred shareholder to a common share-
holder if the corporation fails to pay dividends to the preferred
shareholder. Even if the preferred stock is cumulative, such failure
results in a transfer equal to the value of the use of the money
until the dividend is paid. Or, by exercising conversion, liquidation,
put or voting rights in other than an arm's-length fashion (or by
not exercising such rights before they lapse), the transferor may
transfer part or all of the value of such rights.
Subsequent action or inaction may transfer wealth even in the

absence of a preferred interest in a closely held company. For ex-
ample, failure to revise a dated sales price contained in a buy-sell
agreement can transfer wealth from the party who would benefit
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from such revision. Similarly, the failure of a life tenant to exercise
his rights to use the property can have the effect of transferring
wealth to the remainderman. Conversely, improvements by a life

tenant can enrich the remainderman.

C. Disguised Testamentary Transfers

Third, the retention of a frozen interest may be used in order to

retain enjoyment of the entire property. Enjoyment may be re-

tained through a voting right, a preferred interest in a partnership
or corporation, an income interest in a trust, a life estate in proper-
ty, or a right to use property. In such cases, the transfer is, in reali-

ty, incomplete at the time of the initial transfer and, if the frozen
interest is retained until death, the transfer is testamentary in

nature.

Failure to treat a testamentary transfer as such gives the donor
the advantage of favorable rules applicable only to gifts—such as
the annual exclusion and tax-exclusive gift tax base. In addition,

early utilization of the unified credit increases its present value.

These benefits are appropriate only when the transferor has parted
with substantial ownership of the transferred property.



V. PRESENT LAW: CODE SECTION 2036(c)

In the Omnibus Budget Reconciliation Act of 1987 (1987 Act), the
Congress addressed the estate freeze transaction by including the
value of the appreciating interest in the decedent's gross estate and
crediting any gift tax previously paid (Code sec. 2036(c)). Such in-

clusion effectively treats the transfer as incomplete for transfer tax
purposes during the period of the freeze. Thus, section 2036(c) ad-

dresses the possibilities of initial undervaluation, subsequent trans-
fer of wealth, and retention of substantial ownership by postponing
a final determination of transfer tax until the frozen interest

passes.

Since its enactment, section 2036(c) has been amended and inter-

preted. In the Technical and Miscellaneous Revenue Act of 1988
(1988 Act), the Congress enacted safe harbors for^he retention of

debt and agreements to provide goods and services for fair market
value. The Internal Revenue Service provided additional guidance
in Notice 89-99, issued on August 31, 1989.

A. General Description of Section 2036(c)

Section 2036(c) generally provides that if a person in effect trans-

fers property having a disproportionately large share of the poten-
tial appreciation in an enterprise while retaining an interest, or

right in, the enterprise, then the transferred property is includible

in his gross estate. For example, if a person who owns all the pre-

ferred and common stock in a corporation transfers the common
stock while retaining the preferred stock, the common stock is in-

cludible in his gross estate.

Section 2036(c) does not apply if the sale is to an unrelated
person for full and adequate consideration or the transferor and
his family own less than 10 percent of the income or voting power
of the enterprise. If the family member provides consideration not
originally received from the transferor, a portion of the enterprise
is excluded from the estate under section 2036(c). Dispositions of

either the transferred or retained property prior to the transferor's

death result in a deemed gift equal to the amount that would have
been includible had the transferor died at the time of the transfer.

Section 2036(c) applies only if an interest is retained in an enter-

prise. The legislative history of section 2036(c) describes an enter-

prise as including a business or other property which may produce
income or gain.^^ In its notice, the Internal Revenue Service stated
that an enterprise is an arrangement that has significant business
aspects. The notice excluded from the definition of enterprise per-

sonal use property, such as a principal residence or a life insurance
contract. ^2

6 1 See H. R. Kept. No. 100-495 at 996 (100th Cong., 1st Sess).
6 2 See Notice 89-99, 1989-38 I.R.B. 4 at 7.

(20)
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The statute and notice contain safe harbors for common business

transactions that pose only limited possibility for the transfer of

wealth outside the transfer tax system and do not resemble re-

tained life estates. Failure to comply with the precise requirements
of these safe harbors does not necessarily cause section 2086(c) to

apply to a transaction.^^ The IRS also has solicited comments on
the desirability of a safe harbor for transactions in which a signifi-

cant number of unrelated parties participate.^*

B. The Effect of Section 2036(c) on Specific Estate Freeze
Transactions

1. Preferred interests in corporations and partnerships

Section 2036(c) generally applies to freezes involving the transfer

of common stock coupled with the retention of preferred stock in a
corporation. The provision also may apply if the parent exchanges
common stock for preferred stock in a corporation in which the

child also owns common stock, ^^ or if the parent loans or contrib-

utes capital to a corporation in which the child owns a dispropor-

tionate share of the appreciation.^^ Creation of a holding company
can cause section 2036(c) to apply even if the underlying property

consists of stock in an enterprise in which the parties lack a 1() per-

cent interest. The provision also applies to similar transactions

using partnership interests.

Section 2036(c) applies only to transfers of a disproportionately

large share of appreciation. The provision does not apply if the

transferred and retained interests have the same rights, or if the

only difference between the two interests is with respect to voting
or managerial powers. ^"^

Several safe harbors may apply to transactions involving pre-

ferred interests in corporations or partnerships. These safe harbors
provide that section 2036(c) will not apply simply by reason of the

retention or receipt of certain interests. One safe harbor exists for

"qualified debt" held by the decedent. Qualified debt generally is

debt that requires the payment of a sum certain in money at a
fixed time and lacks equity features. ^^ Such debt is excepted be-

cause it is easily valued, presents limited opportunity for the subse-

quent transfer of wealth and does not constitute retained enjoy-

ment of the enterprise. ^^

In addition, there is a safe harbor for certain debt or preferred

stock received in exchange for a cash loan to an enterprise engaged
in an active trade or business so long as the holder of the debt or

preferred stock did not, within three years, transfer property (in-

cluding goodwill) or other business opportunities to the enter-

^"See id at 11.
«* See id. at 8.

«^ See id. at 9, Example 13.

^® See id. at 10, Example 15.

" See id. at 10.

^* See sec. 2036(c)(7)(c). An unconditional debt to pay a sum certain on demand incurred in

return for cash used to meet normal business needs of the enterprise need not have a fixed ma-
turity date or be payable on one or more specified dates. Id.

63 See H.R. Kept. No. lOO-Tg.'^ at 424.
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prise. '" This safe harbor relaxes the requirements generally im-

posed upon qualified debt because of the increased .likelihood that
appreciation in start-up enterprises is attributable to the transfer-

ee's labor and not to disguised transfers of wealth from the trans-

feror.'^

Another safe harbor provides that section 2036(c) generally will

not apply solely because of the existence of an agreement for the
sale or lease of goods or other property to be used in the enterprise

or the providing of services if the agreement (1) is an arm's-length
agreement for fair market value and (2) does not otherwise involve

any change in interests in the enterprise.''^ This exception is pro-

vided because such agreements do not present an opportunity for

transferring wealth free of transfer tax and do not involve the re-

tention of enjoyment of the enterprise.'^

These safe harbors do not exhaust the transactions excluded
from section 2036(c). For example, the provision does not apply
simply because a person provides de minimis amounts of property
or services to be used in the child's business or because such
person, in the ordinary course of business, provides goods or other
property for use in the business.'^

2. Grantor retained income trusts

Section 2036(c) generally applies to a grantor retained income
trust (GRIT).'^ An exception exists for transfers to a trust in which
the transferor retains a right to receive amounts determined solely

by reference to income from the trust property if the term of the
income interest does not exceed 10 years and the transferor is not a
trustee of the trust (sec. 2036(c)(6)). This exception does not apply if

the transferor retains an interest that is not determined solely by
reference to income from the trust. Thus, it does not apply if the
transferor retains an annuity interest.'^ In addition, the exception
does not apply if the grantor retains a contingent reversion or

power of appointment with a value in excess of 25 percent of the
retained income interest."

3. Options and buy-sell agreements

Section 2036(c) applies to an option or buy-sell agreement be-

cause such an arrangement creates two classes of interests, with
differing rights to appreciation.'^ The effect of section 2036(c) is to

'° In addition, the retained interest cannot be voting or convertible to another interest. If the
interest is debt, it must unconditionally require the payment of a sum certain in money. If the
interest is preferred equity, it must have a cumulative dividend preference with a fixed rate of
return, a nonlapsing liquidation preference for capital plus accrued dividends and not be re-

deemable for less than such preference. See sec. 2036(c)(7)(D); Notice 89-99 at 12-13.

'"See H. R. Kept. No. 100-795 at 426.
'^ Sec. 2036(c)(7)(A)(ii). The safe harbor does not apply to any amount determined in whole or

in part by reference to gross receipts, income, profits, or similar items of the enterprise or to

agreements to provide services over a period greater than three years after the transfer. See sec.

2036(c)(7)(B).
'^ See ri. R. Rept. No. 100-795 at 426.
^* See Notice 89-99, at 7.
''^ See id. at 5. An irrevocable trust is an enterprise even if the property held in trust would

not constitute an enterprise if held directly. See id. at 6.

'6 See H.R. Rept. No. 160-1104 at 74 n. 1.

" See Notice 89-99, at 11-12.
'^ See id.
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include the value of the option or restriction in the transferor's

gross estate.

Section 2036(c) does not generally apply to an arm's-length buy-
sell agreement between unrelated persons. "^^ There is a statutory

safe harbor for an option or other agreement to buy or sell proper-

ty at fair market value determined as of the time the option is (or

rights under the agreement are) exercised. In recognition of the ex-

pense and administrative difficulty involved in determining fair

market value, the IRS considers an agreement as falling within the

safe harbor if the sale price is determined by application of a for-

mula that reasonably can be expected to produce a result that ap-

proximates the fair market value of the property when the sale is

consummated. ^ ^

4. Sales of remainder interests and joint purchases of interests in

property

Section 2036(c) applies to the sale of a remainder interest and the
joint purchase of an income and remainder interest in property.^ ^

Th: value of the entire property is included in the term-holder's

estate, with an adjustment for the consideration provided by the
term-holder.

5. Installment sales and private annuities

Section 2036(c) may apply to an installment note or private an-

nuity if the installment note or annuity constitutes a retained in-

terest in the enterprise. ^^

Even if it constitutes a retained interest in an enterprise, an in-

stallment note or private annuity may qualify for the safe harbor
for qualified debt. Because such safe harbor requires an uncondi-
tional obligation to pay a sum certain in money, a note or annuity
for which the payments are contingent on future events, such as
the survival of the transferor, does not qualify. ^^

" See id.

»" See id.

«> See id. at 5, 10 (Example 16).

82 See id. at 5, 10-11.
«3 See H, R. Kept. No. 100-795 at 425; Notice 89-99, at 12.



VI. GENERAL CRITICISMS OF SECTION 2036(c)

A. The Merits of an Incomplete Gift Approach

One criticism of section 2036(c) regards the merits of using an in-

complete gift rule for estate freezes. Critics of such an approach
argue that regardless of the possibilities for initial undervaluation
and subsequent transfer, the gift tax assessed when the transfer is

made should finalize the transfer tax consequences of the transac-

tion. They also argue that frozen interests should be regarded as
separate property rather than the retention of substantial owner-
ship of the enterprise. Further, they argue that section 2036(c) does
not adequately implement an incomplete gift rule because it only
credits the gift tax on the initial transfer rather than eliminating
such tax entirely. Thus, the donor has in effect prepaid his estate

tax without interest.

Proponents of an incomplete gift approach argue that estate tax
inclusion is the surest means of providing a proper valuation and
avoiding problems attendant to subsequent transfers. They note
that such a rule achieves roughly the same effect as treating the
transaction as a gift initially—taxation of appreciation is offset by
the benefit derived from deferral of tax. They stress that an incom-
plete gift rule is the only means of addressing the problem of in-

herently testamentary transfers. Some suggest modifying section

2036(c) to eliminate the initial gift tax while others justify the ini-

tial tax on administrative grounds.

B. The Breadth of Section 2036(c)

Critics of section 2036(c) note that the section extends far beyond
the preferred stock freeze to a wide variety of family transactions.

They argue that such breadth creates uncertainty and hampers
planning by family members. They note that section 2036(c) can
trap unwary taxpayers undertaking common business transactions
such as the lending of money or the provision of services. They be-

lieve that further modification of the statute would create undue
complexity.

Others counter that freezes may be performed through a wide
variety of devices—partnerships, trusts, options and interests in

property—and argue that a broad scope is necessary to reach these
devices. They note that in the family context many common busi-

ness transactions operate to transfer wealth. They assert that
present-law safe harbors protect most common business transac-

tions with limited transfer tax avoidance potential and that addi-

tional safe harbors could be enacted if necessary.

(24)
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C. Effect on Small Business

Critics of section 2036(c) observe that the provision makes it

more difficult to transfer a closely held business between genera-
tions. They note that a family is sometimes forced to sell the busi-

ness in order to pay estate tax. They argue that the creation of spe-

cial rules for family transfers is unfair and that entrepreneurs play
an important role in our society.

Supporters of section 2036(c) note that the provision does not dis-

criminate against small businesses, but in fact treats all transfers

of assets alike. They also argue that the donative character of

many intrafamily transactions justifies the application of a special

standard to them. They argue that all types of wealth should be
subject to the same transfer tax.

Supporters of section 2036(c) also note that the unified credit ex-

empts estates of up to $600,000 (potentially $1,200,000 for a married
couple) and that small business owners already receive estate tax
relief through the unified credit, special valuation rules for real

property, sales treatment of redemptions to pay death taxes, and
rules allowing deferred payment of estate taxes. They argue that

additional relief for family businesses is better granted to small
business generally through modification of these provisions rather
than limiting relief to persons engaging in estate freeze transac-

tions.



VII. ALTERNATIVES TO SECTION 2036(c)

Generally, there are three points of time for subjecting property
to transfer tax. Alternatives to section 2036(c) might modify the
law with respect to any of them.

First, gift tax can be imposed on the initial transfer This ap-
proach predommated under pre-1987 law. Valuation at the time of
the mitial transfer might be improved by requiring notice and in-
formation reportmg to the IRS, expanding the use of qualified ap-
praisals, creating valuation assumptions for discretionary rights
and extending the statute of limitations.

'

Second, gift tax can be imposed on subsequent transfers. This ap-
proach is similar to the Dickman case and section 7872. This ap-
proach might be bolstered by clarifying the gift tax consequences of
the failure to convert stock, declare a dividend, or exercise other
rights with respect to property.

Third, gift or estate tax can be imposed on the transferred inter-
est when the transferor disposes of the frozen interest. This hard to
complete approach was implicit in sections 2036 through 2042 of

Sno"i r ^^"^ ^"^^ ^^® extended by section 2036(c). Even if section
^03b(c) were replaced, the hard to complete approach could be re-
tained for certain transactions such as transfers to trusts, or reten-
tions of rights that lapse on death.

Five proposed alternatives to section 2036(c) are described below.

A. Repeal of Section 2036(c) Without Replacement

During March and April of 1989, Senators Boren, Daschle, Heflin
and bymms introduced bills proposing repeal of section 2036(c)
without replacement. 8 4 Repeal without replacement would rein-
state pre-1987 law.

B. Proposal of the Task Force of the American Bar Association
and American College of Probate Counsel

1. General description of Task Force Proposal

I" P^^; ^^ ^^ ^^^ ^^^^ ^°^^^ of the American Bar Association
and the American College of Probate Counsel formulated a two-
part replacement for section 2036(c) ("Task Force Proposal").^^ The
first part is a valuation assumption made for gift tax purposes
Under that assumption, nonpublic stock and partnership interests
are valued in order to maximize the value of the gift by assuming
that any discretionary liquidation, conversion, dividend or put

84r(SnLS n^^"v.f"'h ^"""n
'^^'"'•'

il;
^^^^'' S- 838 (Senator Heflin) (April 18, 1989), and S.

(JanSry 3 1989) '

' '^' ^"^ ^^"""" '"^P"' ^^' ^^^S'- See also H.R. 60 (Mr. Archer)

A;;e?r1:;rinTjuVT7;"l9'^89TSosure?"^^
'''^''' '"^ '^"^ ^^'"^'^'"^ ^^«—ling to Ronald

(26)
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rights retained by the donor or the donor's spouse will not be exer-

cised in a manner adverse to the interest of a member of the
donor's family. The effect of the first part is to value the transfer

without regard to discretionary rights retained by the transferor.

Accordingly, the value of the transferred interest is increased.

The second part is a safe harbor, which would, in valuing a gift

of a residual equity interest, value certain retained preferred inter-

ests at their liquidation preference. The safe harbor applies only if

(1) the preferred interest carries a cumulative return equal to the
applicable Federal rate, compounded semiannually; (2) the failure

to pay income for 36 months results in the preferred interest

having voting control of the corporation or partnership; and (3) the
sum of all preferred interests does not exceed 80% of all equity in-

terests in the corporation or partnership.

2. Application of Task Force Proposal to specific transactions

a. Preferred interests in corporations and partnerships

The Task Force Proposal affects gift tax valuation by placing
rights retained by the transferor into one of three categories. First,

certain preferred interests bearing a cumulative compounded
return equal to AFR are valued at par. Second, discretionary liqui-

dation, conversion, dividend or put rights retained by the donor or

donor's spouse are assumed not to be exercised in a manner ad-

verse to the interest of a family member. Third, all other rights are
valued under present law. A cumulative preferred stock lacking
discretionary rights that is not within the safe harbor continues to

be valued under present law.
The Task Force Proposal does not affect estate tax valuation.

b. Other transactions

The Task Force Proposal is limited to preferred interests in cor-

porations and partnerships. Thus, under the Task Force Proposal
grantor retained income trusts, options and buy-sell agreem.ents,

sales of remainder interests, joint purchases, installment sales, and
private annuity transactions would be governed by pre-1987 law.

C. Discussion Draft Released March 22, 1990

1. General description of Discussion Draft

Overview

In a Ways and Means Committee press release dated March 22,

1990, Ways and Means Committee Chairman Dan Rostenkowski
announced the release of a Discussion Draft relating to estate

freezes ("Discussion Draft"). The Discussion Draft would repeal sec-

tion 2036(c) and enact in its place a set of rules generally intended
to modify the gift tax valuation rules so as to more accurately
value the initial transfer. Such rules operate by adopting valuation
assumptions that take into account the likelihood that related par-

ties will not exercise rights in an arm's-length manner.
The Discussion Draft would repeal section 2036(c), under which

the transfer is incomplete until the freeze ceases. Rejecting the
characterization of freeze transactions as testamentary, the Discus-
sion Draft generally substitutes for section 2036(c) a set of rules in-
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tended to modify the gift tax valuation rules in such a wav as tmore accurately value the initial transfer. Such rules operate Hadopting valuation assumptions that take into account the liLl^

mTnner
^"'"' "'" "^' ''''''''' ^^^^^^ nrar4's-len^'^

Assumptions in valuing gifts

The Discussion Draft assumes that the value of a residual intPr.est in an entity is determined by reducing the value of t^e whole
tr l^-rl""^ u '^^^'""f

preferred interests. In determining wtohler a gift has been made, and the amount of the gift, the ofscussioriDraft provides ruks for valuing rights retained by the transfero?and members of his family (other than the transfeL) Suc^rSfall into one of three categories.
rigntsj

«J^u
^'""^^ category consists of qualified fixed payments (OFPs)which are generally rights to payment that are fS both as to

^^H^''^r'"^^ ^^^^ payments are assumed to be made as provided in the mstrument. Payments under instruments lackW afixed termination date are assumed made in perpetufty
1 he second category consists of voting rights and retained riffhf^

un^er%^rnt laT^^^^
''''' '^^^ ''^''^ '^^^^^ toteTalu^efal

SuIh^i^iTt^ fr^^^'Y 1 '!^^^^^^ ''^^^^ ^«"«i«ts of all other rights,

that thfv tin h.^^"^ -^^"^"^ '^ recognition of the uncertainty

rights wLcrL.?lHnf^'''^^ '\^u
.^^"^ «-l^ngth manner. Certain

pi?f^fn 5 .
Otherwise fall into this category may, under

SXymir^rs"' '^ ^^^^^' ^^ ^^^^^^ '"^'y -- ^-lifiS

exImnTe'^fnf"''^'u^",''^
illustrated by considering the following

dS^o ?hp rn
""

l^""^^'^^
cumulative preferred stock that can he

one half of th?^^*''''' ^^I
'\' ^^^ ^^^"^ ^"^ '^"^^^n stock gives

am Y A }^ common stock to a family member. In valuing the

fttk thfnut^t^M^''"T^'^^^ P"^^ as provided in the prefer ed
f^o^A

put right IS valued at zero, and the retained rights underthe common stock are valued as under present law.

Rules governing late payment of QFP or transfer of retained rights

erJnV ?l^r'^
^"^

^^u^ ^ ^^^ "^^^^'^ ^ specified period of time gen-

thP fni^tf '

^^^^Its^n a gift. This consequence is a corXrfof

gm ?f thfoFpT'^P'^^'frtu^V^^^^"^ QFP^ ^' the time ^the
would refunTthe^^ff

after the deemed gift, the Discussion Draft
rvt

^.'"^^ t^^ ^ft tax paid on the deemed gift.

f./n^H ^'^^i^^«^°^
.Draft adopts special rules for the transfer of re-

double tlxad^X' r,
"^'^'-^ under these rules. In order to avoTdaouDie taxation, the Discussion Draft reduces the value of anvright previously valued at zero by the amount of thr ncreaseTthe original gift resulting from valuing such right at zero To

S^aS':?a^OFp'-'^^ 'Tr""''
'^^^^^-^ issumUn^' the'

transfer PnnJlf.fi? '^ ^""^^t^,^ ^^ ^^^^^^ ^^^^ to an additionaltransfer equal to the excess of the value of the OFP determinpr^with the statutorily mandated assumption that QFPs would b?pa!d

dltionaftran^X^f
"'"^^"'^. ^^'^"^^ '^^^'^ to that assTmpLn.Zditional transfer tax is not imposed on a transfer of a retained in-
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terest to a spouse; however, the spouse is treated as the transferor

in the future for purposes of these rules.

Scope

The valuation rules apply to transfers of an interest in a corpora-

tion, partnership or trust of which the transferor and his family

own more than 10 percent. A debt instrument or lease is treated as

an interest in an entity. The rules apply in valuing donative trans-

fers and all transfers to a spouse, to lineal descendents and de-

scendents of the spouse, to parents or grandparents, to parents and
grandparents of the spouse, and to spouses of the foregoing. The
rules also apply to a recapitalization, redemption or contribution to

capital that has the effect of a transfer.

Statute of limitations

The gift tax statute of limitations is extended from three years to

six years for transfers subject to the Discussion Draft. In addition,

the statute of limitations is unlimited for transfers subject to the

Discussion Draft which are not reported, regardless of whether a
gift tax return was filed, or required to be filed, for the year in

which the transfer occurred.

Effective date

The Discussion Draft would repeal section 2036(c) retroactively to

the date of its enactment. The Discussion Draft does not contain an
effective date for the substitute valuation rules.

2. The effect of the Discussion Draft on specific estate freeze

transactions

a. Preferred interests in corporations and partnerships

Valuation of initial transfer

QFPs

QFPs from a corporation or partnership include a cumulative
preferred dividend (payable on a periodic basis and at a fixed rate),

or any other pa3anent or distribution which is fixed both as to time
and amount.^ ^ The transferor may elect to treat non-cumulative
preferred stock dividends and partnership distributions which are

contingent on cash flow or income as QFPs.
As under present law, QFPs from corporations or partnerships

are valued by determining the value of the fixed payments, using
appropriate market discount rates. Taxpayers are free to set the
rate of the QFP at whatever rate they wish. For example, if pre-

ferred stock with a par value of $1,000 carried an 8 percent cumu-
lative dividend, and 8 percent was the appropriate market rate, the
value of the stock would be approximately $1,000 (its par value).

On the other hand, if the taxpayer chose a 4 percent dividend rate,

but the appropriate market rate were 8 percent, the value of the
stock would be less than par value.

** QFPs could have a variable interest rate if the rate were tied to a specified market rate.

Pajrments subject to a life contingency would not be QFPs.
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.J^f ^^""'^^ ""^^^ ''''''^^ ^^^ ^^^"^e the value of the commoistock of a corporation or the non-preferred interests of a partne,ship below a minimum value. Thus, the total value of the commostock or non-preferred partnership interests could no be less tha '

20 percent of the sum of the total equity in the corporation or pa?nership and any debt which the corporation or partnership owed t

tendpH? ^'""^ ^'. Tu "^^-^'^ ^^ ^'' ^^"^ily- This minimum value is intended to reflect the "option value" of the right of the commo^istock or non-preferred interest to future appreciation

Other rights
I

The Discussion Draft does not apply where the transferor trans,fers preferred stock and retains common stock or where he transfers and retains only stock of the same class (even If the transJferred and retamed stock differs with respect to voting rights)Such transfers are valued without regard to the valuation rufeso^

apifafcXr^^^^^^^^^^
Conversion liquidation, redemption and othe?capital call rights lacking a fixed payment date are valued at zero.

Example

rr.^^^f'^
^ holder Of a partnership interest gives to a familymember a partnership interest that has income rights that are

irwfse ?he rft
"'

'h'
'''^'^''^-

'"i"'''''-
^^'^'^ ^^e donor elects oth

Ss io fr/.ftr^^
income rights are valued at zero. If the donorelects to treat the income right as a QFP, such right is valued onthe assumption that the payment will be made as scheduled

Subsequent treatment of retained rights

^if?ifHof ^"«^^^f .f«r natural changes in the business cycle, no

Dartner^h!^?
for failure to make a QFP from a corporation or

duf Tnt^S.> A^"^^-^^^"'/^*^" ^^^ y^^^ i^ ^hich the QFP is

which thpni' ^^^'^'' u^
^^^"^^^ ^'^^ if the instrument under

wm Lr.n^^"'^''i'l*° ^^ "^^^^ P^«^id^« that the unpaid QFP

ttVaTu^^XTi'iLfgTff '' ''^ '^^^^^^^ ^^^^ ^^^^ '^ ^^^---^

th^ivT'^^f m!/^^^?^^ ^^P "i^ht results in a transfer equal to

Iv mandatpH^^
'^'

T^"" 1'^^^^^^ determined with the statutorily mandated assumption that QFPs would be paid over (2) thevalue determined without such assumption.

Bankruptcy or insolvency

Special rules apply to corporations and partnerships in bankrupt-cy or insolvency Under these special rules, the three year grace

SunTcv oTpt
^^ V if

^^^-.d^dby the period of insolvency or

treatpH^i«Ho^ ^ Z^'""^ ?^^ discharged in bankruptcy are not

transferf h^^
"^. ^."""^^^ ^'^^ «^^^^« if the transferortransfers his retained interest during insolvency or bankruptcy

mencW^trhfnr'T'"" -f'^
"^' '^^'^ '^ one purpose for ?or^:mencing the bankruptcy suit was to avoid these rules. Insolvencv is

assets For th
•?'''' '' liabilities over the fair market va^e of {he

member of fhpf ^""T"^'
^^^^^l/ties owed to the transferor or amember of the transferor s family are not taken into account.
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b. Grantor retained income trusts

,. Valuation of initial transfers

" For trusts, a QFP would either be (1) a fixed amount payable at

least annually, (2) an amount payable at least annually which is a
fixed percentage of the trust's assets (valued annually), or (3) a
non-contingent remainder interest if all the other interests in the
trust are QFPs. These interests are similar to those permitted in

charitable split interest trusts. Such interests would be valued
under the appropriate Treasury tables.

Other interests in trusts are disregarded. Thus, a person who
makes a completed transfer of an interest in property in trust and
retains an interest determined by reference to the income of the
trust (or a contingent reversionary right to trust corpus) is treated
as making a transfer equal to the value of the whole property.

Subsequent treatment of retained right

Failure by a trust to make a QFP within 65 days of the end of its

taxable year results in a deemed gift by the transferor.

Personal residences

The Discussion Draft does not apply to transfers of interests in a
personal residence to be used by the holder of the term interest.

c. Options and buy-sell agreements

Under the Discussion Draft, the value of property is determined
without regard to options, rights of first refusal and leasehold
rights held by family members. An exception to the rule is provid-

ed for property that lacks a readily ascertainable fair market value
and is sold pursuant to a price determined under a formula which
was reviewed within three years of the sale and which, at the time
of the review, was reasonably expected to produce a price approxi-

mating fair market value at the time of exercise. The effect of an
option falling within this exception on estate tax value would be
determined under pre-section 2036(c) law.

d. Sale of remainder interest and joint purchase of interests

in property

Under the Discussion Draft, the retention of a term interest (in-

cluding a life estate) in property is treated like the retention of an
interest in trust. Moreover, a joint purchase of property is treated

as an acquisition of the entire property by the holder of the term
interest, followed by a transfer of the remainder interest. Thus, the
Discussion Draft effectively treats the purchaser of a life estate

pursuant to a joint purchase as making a gift of the entire property
less the amount of any consideration paid by the purchaser of the
remainder.
A special rule applies to a term interest in tangible property

where the non-exercise of the term-holder's rights does not substan-
tially affect the value of the property passing to the holder of the
remainder interest. In that case, the value of the term interest is

not zero, but the amount for which the term interest could be sold

to an unrelated third party (not determined under the Treasury
tables). For example, the rule could apply to the joint purchase of a
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?5lo.f ^fT undeve oped real estate (the value of which primarilreflects future development potential). On the other hand thS ruwould not apply to a joint purchase of depletable property.'

e. Installment sales and private annuities
The Discussion Draft only applies in valuing an interest in « rm

l^TnT Pf^^^^fhip, or trust. Thus, the Discission Draft genera
y does not apply to an installment note or private annuUv fowhich an mdividual is the obligor. In the case of a noteTanLi?
t'reSedls'a QFpt /" "" ^"'^'^' ^^^ ^°^^ ^ annuity'wouW bitreated as a QFP, so long as payments on it were fixed as to tim,and amount and not subject to a life contingency.

D. Proposal of the Section of Taxation of the District of
Columbia Bar Association

1. General description of D.C. Bar Proposal
On April 17, 1990, the section of taxation of the DistHr>f nf r^

prise m which the transferor owns more than 10% before thp

The fir^.f '1 ^^''^^ ^" ^f^^^^ ^^ i^^^^^^t ^fter the tmnsferThe first set of rules relates to valuation. Under one rule thpva ue of property transferred to a family member is determined as

effect"oTth?sTufe1s r'*^ ^T^^^^
'''^^''' ^^ the transSrThe

the retainPd JnH / *«
/^^"J^*

a discount for lack of control only if

ty interest
^^^^^^^red property together constitute a minori-

tables^if^^thrin!!^'°''
'''^^ P^'T^' departure from the Treasury

iftoi / u i"^0"^e or mortality assumption of those tables is& "" be substantially different from that actual y experiencedFailure of the tables to reflect the subsequent exp^rfence of the

o?t"htinlLrr''?
"'^'^ ^' ^"^^^^^^ ^hat their S^e a? the tim^

H ,i f.
' transfer was inappropriate, unless the deviation is

and s at\rirtabnn Tl ^^T^^^ble at the time of the transfer

parties
^""^ ^^^''''^ ^^^ reasonable control of the

of all Action loq^V)/"^'^^^^^^
^^^ ^^P^^^^ ^^^^^^^s reportingoi an section z:Odb(c) transactions regardless of whether thp tran<f

hStforgenlranv if^^^ f>/"
''^^^^^^' ^^^ ^^ft t^x l^t^tu^o^^

Sse the tr^nJi^f
^^,^^,?d^lto SIX years. Failure to adequately

Even If thp f T'^^•''"
i°"' ^^^ S'^^ ta^ statute of limitations

Service couldTt'nn
'' -^^,^^^5,^^!^ disclosed, the Internal Revenue

uSTnd coHect aHH?fin''l
^,^^^\ P?^^ *^^* ^^^ ^'^^ ^^^ underval-

The D r R^r P ^f transfer tax attributable to the gift.

tion for an fudiP^^.f^
^h'>

^^^^' ^^" ^?^P^^^^ ^^e right to peti-uon lor an audit, buch audit permanently forecloses the TntPrnal

?f tr IRlr''"/r"^.S"^^l^^^"^^y ^^^^1^-g tS property. FaHureoTthemS to audit within the later of (1) six years of the disclosure

- See letter of Jane E. Bergner to Ronald A. Pearlman (April 19, 1990) (enclosure).
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or (2) two years after filing the request for audit results in the tax-

payer's value being treated as conclusive. Upon the donor's death,

the Commissioner could not challenge the value for purposes of de-

termining either the tax due on the gift or the appropriate estate

tax bracket and credit.

2. The effect of the D.C. Bar Proposal upon specific estate freeze

transactions

The disclosure and statute of limitations component of the D.C.

Bar Proposal applies to the specific estate freeze transactions de-

scribed below. In addition it makes the following substantive

changes.

a. Preferred interests in corporations and partnerships

Under the D.C. Bar Proposal, the gift and estate tax conse-

quences of the transfer of common stock, coupled with the reten-

tion of preferred stock is governed by pre-1987 law except that a

discount for lack of control is permitted only if the retained and
transferred property together would be entitled to such a discount.

Subsequent events have potential transfer tax consequences. The
failure to pay dividends or exercise other rights with respect to the

retained preferred stock would be evidence of undervaluation of

the transferred interest at the time of initial transfer. In addition,

the D.C. Bar Proposal would retain present law gift tax treatment

for the failure to exercise retained rights.

b. Grantor retained income trusts

The D.C. Bar Proposal modifies the valuation of a retained

income interest in a GRIT to permit valuation without regard to

the Treasury tables if either the Internal Revenue Service or the

taxpayer establish that the actual income or mortality experience

is likely to be different from those contained in the tables. The fail-

ure of the tables to predict the actual experience may be used to

establish the inaccuracy of the original valuation unless the devi-

ation is due to circumstances not foreseeable at the time of the

transfer and is attributable to factors outside the reasonable con-

trol of the transferor or transferee.

c. Options and buy-sell agreements

Under the D.C. Bar Proposal, the estate or gift tax treatment of

options and buy-sell agreements is governed by pre-1987 law.

d. Sale of remainder interest and joint purchase of interests

in property

The D.C. Bar Proposal treats a sale of a remainder interest and a

joint purchase in property the same as a GRIT. Thus, departure

from Treasury tables is permitted if the Internal Revenue Service

or the taxpayer establishes that the actual income or mortality ex-

perience is likely to be different from that assumed in the tables.

e. Installment sales and private annuities

The D.C. Bar Proposal treats a private annuity the same as a re-

tained income interest in a GRIT. Thus, departure from Treasury

tables is permitted if the Internal Revenue Service or the taxpayer
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establishes that the actual income mortality experience is likely tJbe different from that assumed in the tables. Under the D C Bat!Proposal, an installment sale is governed by pre-1987 law. ' ' 1

E. Proposal of the U.S. Chamber of Commerce
I

1. General description of Chamber of Commerce Proposal

on^Anrl/f/'ToQ^ ^K^""!? ^^^.u^^^'f^
^^^^ ^"^ ^eans CommitteJon April 24, 1990 the U.S. Chamber of Commerce supported thdcore concept of the Discussion Draft and offered a modified draft

( Chamber of Commerce Proposal). 8 8

Assumptions in valuing gifts

Like the Discussion Draft, the Chamber of Commerce Proposal
divides retained rights into three categories
One category consists of qualified non-discretionary paymentswhich are generally payments that are non-discretionary both as totime and amount. It also includes any dividend payable on a pre-

ferred stock to the extent that the dividend is determined at a lion-
discretionary rate. Such payments are assumed to be made as pro-vided in the instrument. Payments under instruments lacking a
non-discretionary termination date are assumed made in perpetui-

A second category consists of rights valued under present lawIhese include: any interest of the same class as the transferred in-
terest; any discount for minority interest or lack of marketabilitywith respect to the transferred junior interest; any rights with re-spect to the retained preferred interest which have no preference
over any rights under the transferred interest; any option, buy-sell
cross-purchase, redemption or other agreement to buy or sell prop-erty interests; employment agreements, debt, leases and other non-equity interests; rights of first refusal agreements and other trans-

i!f., k7- uT'- T"^
a payment or right which is (i) a function ofany published index (ii) directly related to sales or production, or

(111) otherwise not subject to the discretion of the transferor, his orher spouse or the 50 percent owned entity.
The third category consists of discretionary rights, defined as any

liquidation conversion, put, call or other right to a payment or dis-
tribution the payment of which is at the discretion of the transfer-
or or entity. Such rights are valued at zero.

Rules governing late payment of qualified non-discretionary pay-ment or transfer of retained rights

As under the Discussion Draft, the failure to make a qualified
non-discretionary payment within three years generally results in

mfde
^^ refunded if the payment is subsequently

The later transfer of a qualified non-discretionary right is valuedunder the same assumptions made in the initial transfer Thevalue of any discretionary right previously valued at zero is re-duced by the amount of the increase in the original gift resultingfrom valuing such right at zero

'See statement of David R. Burton to House Ways and Means Committee (April 24, 1990).
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Scope

The Chamber of Commerce Proposal is limited to preferred inter-

ests retained in a partnership or corporation. It applies only to

rights retained by the transferor or a spouse in a corporation or

partnership in which the transferor directly or indirectly owns 50

percent or more. The definition of family is the same as the Discus-

sion Draft except it excludes donees who are not otherwise related

to the transferor.

Statute of limitations

The Chamber of Commerce Proposal does not change the gift tax

statute of limitations.

2. The effect of the Chamber of Commerce Proposal upon specific

freeze transactions

a. Preferred interests in corporations and partnerships

Valuation of initial transfer

Qualified non-discretionary payments

A qualified non-discretionary payment includes cumulative and

noncumulative dividends. Such payments are valued by appropri-

ately discounting future payments. Under the Chamber of Com-

merce Proposal, the value of all preferred interests determined

under the special valuation rules is limited to the value of the

entire business, and the value of the retained preferred stock is

limited to its proportionate share of such value. Unlike the Discus-

sion Draft, the Chamber of Commerce Proposal attaches no mini-

mum value to the common interests.

Other rights

The Chamber of Commerce Proposal does not affect any none-

quity interest; any right in the same or junior class; a minority dis-

count or lack of marketability discount; or any payment or right

that is (1) the function of a published index, (2) directly related to

sales or production, or (3) otherwise not subject to the discretion of

the transferor, his or her spouse, or the 50-percent or more owned

entity. Discretionary liquidation, conversion, put and call rights are

valued at zero.

Subsequent treatment of retained rights

Failure to make a qualified nondiscretionary payment within

three years of its due date does not result in a gift if the instru-

ment provides for compounding of interest. In addition, no gift

occurs if the failure occurs when the company is bankrupt or insol-

vent (determined by taking into account liabilities owed the trans-

feror). Finally, failure to make a qualified non-discretionary pay-

ment does not result in a gift if the sum of the entity's annual

earnings and profits plus compensation to family members alloca-

ble to the retained interest is less than the qualified non-discretion-

ary payment payable under the instrument. This exception applies

only if, for the three years prior to the initial transfer, such sum
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ZT^iliZ^T'"' "' "'^ ^™-^^ "-'"---^ non-discretio„ar!

I

b. Other transactions
i

The Chamber of Commerce Proposal is limited to oreferreH int^jests m corporations and partnerships. Thus graSo^^^^^^

ZTs" oTnf'n?''r'
^"'

'^^T^^^
agr'eements%aTerorreml3

trusts, jomt purchases, mstallment sales, and private annnit^transactions would be governed by pre4987 law
"^'^^



APPENDIX: DATA ON FEDERAL ESTATE AND GIFT TAXES

Federal estate and gift taxes compared to total Federal revenues

Federal estate and gift taxes raised $8.7 billion towards total

Federal receipts in fiscal year 1989. As indicated in Table 1, estate

and gift taxes generally have provided increasing revenues over
the past 50 years. Throughout the postwar period, the United
States has experienced substantial growth of real per capita
income and wealth. In the absence of changes in Federal transfer
taxes, increasing wealth would generate increases in the real value
of revenues generated by estate and gift taxes. In addition, the ex-

emption levels and tax rate brackets of the estate and gift taxes
have not been indexed for inflation. Consequently, inflation also

would lead to increased revenues from the estate and gift taxes.

The reduction in transfer tax revenues experienced after 1977 and
again after 1982 primarily results from the increase in the exclu-

sion amount (phased in), expanded marital deduction, and reduc-
tion in the highest marginal tax rates enacted by the Tax Reform
Act of 1976 and the Economic Recovery Tax Act of 1981.

Adjusting for inflation, the revenue collected from Federal trans-

fer taxes in 1988 is more than 80 percent greater than the revenue
collected from Federal transfer taxes in 1955. However, adjusting
for inflation, the revenue collected from Federal transfer taxes in

1988 is less than 80 percent of the value of the revenue collected

from transfer taxes in either 1965 or 1975.

While the more than $8 billion collected from the transfer taxes
is significant, Federal transfer taxes in percentage terms provide
only a small fraction of total Federal revenues. In the postwar era,

Federal transfer taxes have only rarely provided revenues in excess
of two percent of total Federal receipts. As Table 1 documents, rev-

enues from the transfer taxes as a percentage of total Federal re-

ceipts have declined since the mid-1970s. Since 1982, transfer taxes
have never accounted for more than one percent of total Federal
receipts. The growth of other revenue sources accounts for at least

some of the decline in the share of Federal receipts provided by the
transfer taxes.

(37)
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Table 1.—Revenue from the Federal Estate and Gift Taxes,
Selected Fiscal Years 1940-1989

[Dollar amounts in millions]

Fiscal year Revenues
Percentage oi
total Federal

receipts

1940.

1945.

1950.

1955.

1960.

1961.

1965.

1966.

1970.

1973.,

1975.,

1976..

1977..

1978..

1979..

1980..

1981..

1982..

1983..

1984..

1985..

1986..

1987..

1988..,

1989...

6.C

1.4

1

1

1.7

2

2.3

2.i

1.9i

2.1

1.7

1.7

2.1

1.3

1.2

1.2

1.1

1.3

1.0

0.9

0.9

0.9

0.9

0.8

0.9:

Z^^r'^Si'^'^i? ^^7""'^ Committee r/ie Federal Tax System: Facts and Prob- ^

Station)' 198T«nHTrf^nfr"' ^fi?^ ^""^ ^""^''y 'Washington: Brookings!

Sl'^^d's^lesoLrTL^^^^^ ^"^ B-^^^^- ^"^^^' ^f ^^^\

Scope of the Federal estate tax

Relatively few decedents incur a Federal estate tax liability,
bince the revisions made to the estate tax as part of the Economic
Recovery Tax Act of 1981, generally less than two percent of dece-
dents incur an estate tax liability. In 1988, less than one percent of
decedents incurred an estate tax liability. Never have as many asw percent of decedents incurred an estate tax liability. Table 2
presents data for selected years on the number of returns taxableunder the estate tax compared to the number of adult deaths in
the United States.
As discussed above, in the absence of changes in the estate tax,

intlation and the growth in per capita wealth in the United States
over the past 50 years would cause more decedents' estates to incuran estate tax liability. This was the case until 1977. The increase in

$357
638
698
924

1,606

1,896

2,716

3,066

3,644

4,917

4,611

5,216

7,327

5,285

5,411

6,389

6,787

7,991

6,053

6,010

6,422

6,958

7,493

7,594

8,745
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the estate tax exclusion enacted in the Tax Reform Act of 1976 and
the Economic Recovery Tax Act of 1981 removed a substantial

number of estates from Federal estate taxation.

Table 2.—Number of Taxable Federal Estate Tax Returns Filed as

a Percentage of Adult Deaths, Selected Years 1940-1988

Taxable estate tax return Hied

Year Deaths
Number Percent of

deaths

1940 1,237,186 12,907 1.04

1945 1,239,713 13,869 1.12

1950 1,304,343 17,411 1.33

1955 1,379,826 25,143 1.82

1961 1,548,665 45,439 2.93

1966 1,727,240 257404 3.9O

1970 1,796,940 293424 5.20

1973 1,867,689 2 120,761 6.47

1977 1,819,107 2 139 115 7 65
1982 1,897,820 2,341520 2.19

1983 1,945,913 2, 3 35 143 1,81

1984 1,968,128 2,331507 1.60

1985 2,086,440 2, 3 30,518 1.46

1988 * 2,171,000 2 18,948 0.87

^ Estate tax returns are not necessarily filed in the year of the decedent's death.

Consequently, the data for taxable returns may not correspond to the same year as

the data for deaths.
2 Not strictly comparable with pre-1966 data. For 1966 and later years, the estate

tax after credits was the basis for determining taxable returns. For prior years, the
basis was the estate tax before credits.

^ Although the filing requirement was for gross estates in excess of $225,000 for

1982 deaths, $275,000 for 1983 deaths, and $325,000 for 1984 deaths, the data are

limited to gross estates of $300,000 or more.
* Preliminary estimate.

Sources: Joseph A. Pechman, Federal Tax Policy (Washington, Brookings Institu-

tion), 1987; Internal Revenue Service, Statistics of Income; and U.S. National
Center for Health Statistics.

Summary data from Federal estate tax returns

Data from Federal estate tax returns filed in 1988 show that

more than one quarter of the value of gross estates comes from cor-

porate stock, both publicly traded and non-traded, held by the dece-

dent. Real estate represents another fifth of the value of gross es-

tates. Deductions exempt from tax nearly one half of the value of

gross estates. However, one third of the value of estates is excluded
from tax under the marital deduction, which generally only pro-

vides a deferral of tax until the death of the surviving spouse.

Table 3 provides a more detailed presentation of summary data on
the composition of estates for estate tax returns filed in 1988.
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Table 3.—Data on Federal Estate Tax Returns Filed in 1988

[Dollar amounts in millions]

Item Returns Percent

Gross Estate 43,683
Real estate 35,077
Corporate stock 34,'333

Bonds (total) 26,803
Federal savings 6,255
Federal other 9,239
State and local 19,521
Corporate and foreign 9,391

Cash 42,345
Notes and mortgages 12,568
Life insurance 23,741
Annuities 11,'985

Noncorporate business 10,916
Household assets 39,374
Lifetime transfers 9^382

Deductions (total) 43,596
Funeral expenses 40,274
Admin, expenses (total) 31^846
Executors 15,408
Attorneys 25J02
Other 30,762

Debts and mortgages 35,514
Charity 8,376
Marital 20,593
ESOP (1)

Taxable estate 39,480
Adjusted taxable gifts 4,582
Adjusted taxable estate 39,551

Estate tax before credits 39,551

Credits (total) 39,550
Unified 39I55O
State death taxes 21,900
Other '919

Estate tax 18,948

* Information not disclosed.

Source: Internal Revenue Service.

90.4

10.5

90.5

90.5

90.5

50.1

2.1

Value

37,250.2

918.2

38,168.4

90.5 14,588.7

8,187.3

6,559.5

1,567.5

60.1

43.4 6,299.2

Percer

100.0


