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I INTRODUCTION

This Article surveys current legal issues involving estate planning in an
agricultural context. While legal developments occur frequently in the estate planning
context and some significantly impact the estate planning practice, many are less
significant and more subtle. In any event, practitioners must always keep the
objectives of the client in the forefront. While awareness of current developments is
critical, that awareness must meet with the goals and objectives of the particular farm
and ranch family. This Article is not intended to provide detailed coverage of all issue
impacting farm or ranch estate planning. Comprehensive treatment is beyond the
scope of this article.® However, significant recent developments are addressed.

Il. RECENT DEVELOPMENTS IN ESTATE PLANNING
IMPACTING FARMERS AND RANCHERS

A. Family-Owned Business Deduction (FOBD)

The Taxpayer Relief Act of 1997 (TRA °97) enacted into law the family-
owned business exclusion (FOBE) effective for deaths after 1997.2 Under the FOBE,
interests in farms, ranches, and other small businesses can be excluded (up to a limit)
from the decedent’s gross estate for federal estate tax purposes.® Technical corrections

1. For a more thorough treatment of the issues discussed in this article as well as additional
issues impacting farm estate planning, see generally, ROGER A. MCEOWEN & NEIL E. HARL, PRINCIPLES
OF AGRICULTURAL LAwW (2000).

2. See Taxpayer Relief Act of 1997, Pub. L. No. 105-34, 111 Stat. 788, amended by Internal
Revenue Reform Act of 1998, Pub. L. No. 105-206, § 6007(b)(1)(A), 1998 U.S.C.C.A.N. (112 Stat.
685) 807 (redesignating I.R.C. § 2033A to I.R.C. § 2057).

3. See Internal Revenue Reform Act of 1998, Pub. L. No. 105-206, § 6007(b)(1)(A), 1998
U.S.C.C.A.N. (112 Stat. 685) 807 (redesignating I.R.C. 8§ 2033A to I.R.C. § 2057 and changing FOBE
from an exclusion to a deduction).
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were made to the FOBE in 1998, and the provision was changed from an exclusion to
a deduction and repositioned in the Internal Revenue Code (Code).

TRA 97 also increased the federal estate and gift tax unified credit to
$202,050 for deaths occurring and gifts made in 1998, with the amount scheduled to
increase to $345,800 for deaths occurring and gifts made in 2006 and later.> The
applicable exclusion amount of the credit for gifts made and deaths occurring in 1998
was increased to $625,000 with this amount increasing to $1 million for gifts made
and deaths occurring in 2006 and later.® Under the 1998 amendments,’ the maximum
FOBD amount is set at $675,000 and the applicable exclusion amount in estates
electing the FOBD is set at $625,000 and continues at that level.® Thus, the combined
amount is $1,300,000 for 1998 and thereafter. If an estate has less than the maximum
allowable qualified family-owned business interests (QFOBIs), the applicable
exclusion amount is increased dollar-for-dollar up to the allowable limit to the extent
the FOBD s less than $675,000, but only up to the allowable exclusion amount for
the year of death.® Thus, for estates utilizing the FOBD, the unified credit will vary
from estate to estate depending on the amount of QFOBIs. The FOBD applies only
for federal estate tax purposes. *°

1. Formula Clauses for Use with Special Use Valuation and FOBD Elections

The advent of the FOBD gives use to numerous drafting concerns for
practitioners. The primary concern may be the proper drafting of marital deduction
formula clauses designed to fully utilize the FOBD in an estate where a special use
valuation election® is also made as well as those estates where only the FOBD is
elected.

In general, formula clauses in dispositive instruments for decedents dying
after 1997 should not refer to any specific dollar amount to be allocated to the non-
marital portion of the estate. However, formula clauses should refer to state estate tax
computed with respect to the credit in section 2011 of the Code in addition to federal
estate taxes. If a FOBD election might be made in the estate, the formula clause

4. For a detailed examination of FOBD, see the forthcoming publication by Neil E. Harl &
Roger A. McEowen entitled the “The Family-Owned Business Deduction - Section 2057 published by
BNA.

5. See LR.C. § 2010(a) (West Supp. 1999). The credit was set at $211,300 for 1999,
$220,550 for 2000 and 2001, and is scheduled to increase to $229,800 for 2002 and 2003, $287,300 for
2004, and $326,300 for 2005. See id.

6. See id.
7. See id. § 2057(a)(2).
8. See id.

9.  Seeid. 8§ 2057(a)(3)(A) (West Supp. 1999).
10.  Seeid. § 2057(a).
11.  Seeid. § 2057.
12.  Seeid. § 2032A (1994 & Supp. 111 1997).
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should not be based solely on the credit available under section 2010 of the Code, the
unified credit, the “applicable credit” or the “applicable exclusion amount.”

An important point to keep in mind is that under any typical marital deduction
formula that provides that the marital gift is to be the smallest amount necessary to
produce the lowest possible total of federal estate tax and state death taxes computed
by reference to the section 2011 credit, the amount of the FOBD will automatically be
included in the “bypass” or non-marital part of the estate. 3

Pecuniary credit shelter/residual marital bequest clauses may not be desirable
in estates planning for a special use value or FOBD election. For special use value
purposes, funding the credit shelter trust at fair market value fails to shelter the
amount of value reduction from estate taxation in the surviving spouse’s estate.'
However, standard language tends to make specific reference to the unified credit and
may “lock in” the amount at the applicable exclusion amount.”® With a FOBD
election, the standard clause would need to be modified to account for a FOBD
election to prevent the credit shelter trust from being limited to the applicable
exclusion amount.*®

Under a “true worth” pecuniary clause, the surviving spouse receives a dollar
amount sufficient to obtain the desired marital deduction for the estate, with the assets
passing to the surviving spouse valued at the date or dates of distribution. Capital
gain (or loss) incurred is taxable to the estate.” If assets are distributed at values as
finally determined for federal estate tax purposes, rather than at date or dates of
distribution, the capital gain (or loss) problem is avoided. *®

2. Potential Rev. Proc. 64-19 Problem

Under Revenue Procedure 64-19, no marital deduction is allowed if the
governing instrument or local law allows or requires the executor or trustee, as the
case may be, to select assets in kind to satisfy the marital share pecuniary bequest and
permits distribution of assets in kind at values as finally determined for federal estate
tax purposes (date of death value).® Thus, planners may want to consider a ratable
sharing pecuniary formula clause. The following is suggested language for a ratable
sharing formula clause:

My executor is authorized to make distributions in kind to my distributees
[or to the trust established under this article], but only at values as finally

13. See I.R.C. § 2011 (West Supp. 1999).

14.  See, e.g., 5 NEIL E. HARL, AGRICULTURAL LAW § 44.02[4] (1999) (explaining special use
valuation in FOBD elections).

15. See id. § 44.02[8].

16.  Seeid.

17. See Kenan v. Commissioner, 114 F.2d 217, 218-19 (2d Cir. 1940).

18. See Treas. Reg. § 1.1014-4(a)(3) (1999).

19. Rev. Proc. 64-19, 1964-1 (pt. 1) C.B. 682.

20.  Seeid. at 683-84.
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determined for federal estate tax purposes. However, the assets to be
distributed to this trust shall be selected in such a manner that the cash and
other property distributed to the distributees shall have an aggregate fair
market value fairly representative of the proportionate share of the
appreciation or depreciation in value from the federal estate tax valuation
date to the date or dates of distribution of all assets available for
distribution.

A fractional share clause could also be utilized. Under such a clause, the
surviving spouse receives a fractional part of each asset in the decedent’s estate.?
However, as a practical matter, such clauses can create substantial administrative
problems in a farm or ranch estate, especially if personal property is involved.?
However, if the executor or administrator is given the power to select assets to equal
the value of the fractional share bequest using final federal estate tax values, to avoid
the problem of undivided interests as between the marital and non-marital shares, the
clause becomes essentially a pecuniary bequest clause. %

An advantage of a fractional share clause is that taxable gain or loss is not
recognized on distribution of property from the estate.?* Fractional share clauses also
comply with Revenue Procedure 64-19 inasmuch as a fractional part of each asset is
allocated to the marital share and a fractional part to the non-marital share. %

An estate balancing (equalization) clause may also be utilized. Such clauses
do not create a nondeductible terminable interest.?® Thus, it is unlikely that a FOBD
election will cause the amount passing to the surviving spouse in a manner otherwise
qualifying for the marital deduction to be a terminable interest not eligible for the
marital deduction. Indeed, the courts have supported the argument that a tax election
can change the size of the marital deduction under a formula estate plan without
causing the resulting marital deduction amount to be converted into a terminable
interest.?’

21.  See HARL, supra note 14, at § 44.02[4][b].

22.  Seeid.

23.  Seeid. § 44.02[4].

24.  See Treas. Reg. § 1.661(a)-2(f) (1999).

25.  See Rev. Proc. 64-19, 1964-1 (pt. 1) C.B. 682.

26.  See Estate of Meeske v. Commissioner, 72 T.C. 73, 80-81 (1979), aff’d sub nom. Estate
of Laurin v. Commissioner, 645 F.2d 8, 10 (6th Cir. 1981), acq., 1982-2 C.B. 2; Estate of Smith v.
Commissioner, 66 T.C. 415, 432 (1976)

27.  See Estate of Patterson v. United States, 181 F.3d 927, 930 (8th Cir. 1999) (holding full
marital deduction allowed for QTIP trust where will contained discretionary power to pay death taxes
from trust estate; trustee’s discretion did not prevent property from passing to the trust and did not
amount to an impermissible power of appointment); Estate of Robertson v. Commissioner, 15 F.3d 779,
784 (8th Cir. 1994) (holding QTIP eligibility for property is determined at time of election, not at time
of death, and such discretion does not prevent property from passing from decedent to spouse); Estate of
Clayton v. Commissioner, 976 F.2d 1486, 1498 (5th Cir. 1992); Estate of Clack v. Commissioner, 106
T.C. 131, 139 (1996), acq., 1996-2 C.B. 1.
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3. Funding Issues

When allocating special use value property between marital and non-marital
shares, a key factor is whether property used to satisfy the federal estate tax marital
deduction should be valued at special use value or fair market value.® Initially, the
Internal Revenue Service (IRS) ruled that special use property used to satisfy the
marital deduction could be valued at fair market value if the will or trust specified that
fair market value was to be used.® However, the IRS has since reversed course. In
Private Letter Ruling 84-22-011%, the IRS ruled that a marital deduction leased on
property passing by specific bequest or by operation of law was limited to the special
use value of the property rather than the fair market value on the grounds that the
property was eligible for the marital deduction only to the extent that the property was
included in the decedent’s gross estate. *

4, Gift Potential

The question has been raised as to whether a gift occurs upon allocation of
elected land between the marital and non-marital shares of the estate.** The same
question could be raised in the context of the FOBD. In Private Letter Ruling 83-46-
046, the IRS ruled that a gift would not occur where the surviving spouse acting as
estate representative proposed to allocate farmland under a special use valuation
election and other property to the non-family trust (not intended to qualify for the
estate tax marital deduction).®* The IRS has likewise ruled that where the effect of a
surviving spouse’s signature on a section 2032A agreement was to reduce the marital
share and increase the residuary, no taxable gift to the residuaries would result.®* The
same rationale should apply when a FOBD election is involved.

5. Potential “Double Deduction” Problem

In estates where a FOBD election is made, it is crucial to allocate the QFOBIs
properly to avoid a potential “double deduction” problem.* A proper allocation of the

28. See Estate of Evers v. Commissioner, 57 T.C.M. (CCH) 718, 719 (1989).

29. See Priv. Ltr. Rul. 83-14-005 (Dec. 14, 1982), amplifying Priv. Ltr. Rul. 83-14-001
(Sept. 22, 1982); Priv. Ltr. Rul. 94-07-015 (Feb. 18, 1994); Estate of Evers, 57 T.C.M. (CCH) at 719
(holding when special use value elected, special use value must be used throughout for federal estate tax
purposes including the marital deduction). But see Simpson v. United States, U.S. Tax Cas. (CCH) |
60,118, at 86,265 (D.N.M. 1992) (approving funding of marital deduction using fair market value of
farm corporation stock at special use value).

30. Priv. Ltr. Rul. 84-22-011 (Feb. 8, 1984).

31.  Seeid.
32.  See Priv. Ltr. Rul. 83-46-046 (Aug. 15, 1983).
33, Seeid.

34. See Tech. Adv. Mem. 85-04-005 (Oct. 27, 1989).
35.  See l.LR.C. § 2056(b)(9) (1994).
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QFOBIs requires funding the non-marital portion of the estate with the QFOBIs.*
The Code prevents a deduction of the value of any interest in property under “this
chapter” more than once in a particular decedent’s estate.’’ The provision was
originally enacted to prevent an estate from claiming both a charitable and marital
deduction for the same interest in the same property which became possible after
enactment of the QTIP rules in 1981.* However, the statute was drafted broadly to
deny double deductions for any interest in property “under this chapter.”® Thus,
when Congress changed the FOBE® to a deduction,” the potential for a double
deduction problem arose. Conceivably, the IRS could take the position that the
amount of any marital deduction allowed for QFOBIs must be reduced by the amount
of any FOBD that is elected for those QFOBIs.”? Interestingly, the IRS has never
raised the double deduction issue in a section 2032A context.** Arguably, section
2056(b)(9) of the Code requires the FOBD to be reduced by the amount of the marital
deduction claimed for the QFOBIs for which section 2057 is elected.* Indeed, the
instructions to line fifteen of Schedule T (Form 706) take the latter approach.

6. Funding for Discounts

Funding can also be done with an eye toward achieving a valuation discount
for property included in the estate. Funding marital and non-marital shares with
undivided interests, such as with a fractional share clause, positions the estate to claim
a discount in valuation at death.” A drawback is that the IRS may take the position
that, on later sale by individuals receiving undivided interests through both marital
and non-marital shares, it may not be possible to maintain the different (usually
higher) income tax basis for the interest passing through the marital share with the

36.  Seeid. § 2057 (West Supp. 1999).

37.  Seeid. 8 2056(b)(9) (1994).

38.  See Economic Recovery Tax Act of 1981, Pub. L. No. 97-34, § 403(d)(1), 95 Stat. 302
(1981), adding I.R.C. § 2056(b)(7)-(8), as amended by Technical Corrections Act of 1982, Pub. L. No.
97-448, § 104(a)(2)(A), 96 Stat. 2380 (1983), adding I.R.C. § 2056(b)(9).

39.  L.LR.C. § 2056(b)(9) (1994).

40.  See id. § 2033A (Supp. I11 1997), amended by Internal Revenue Reform Act of 1998,
Pub. L. No. 105-206, § 6007(b)(1)(A), 1998 U.S.C.C.A.N. (112 Stat. 685) 807 (redesignating I.R.C. §
2033Ato I.R.C. § 2057).

41.  Seeid. § 2057 (West Supp. 1999).

42.  See Estate of Reeves v. Commissioner, 100 T.C. 427, 431 (1993) (reducing marital
deduction reduced by amount of deduction for sale proceeds to ESOP).

43.  See, e.g., id. at 431-32.

44.  Seeid. at 432.

45.  See Estate of Bonner v. United States, 84 F.3d 196, 197 (5th Cir. 1996); Estate of
Mellinger v. Commissioner, 112 T.C. 26, 33 (1999); Estate of Lopes v. Commissioner, 78 T.C.M.
(CCH) 46, 48 (1999); Estate of Nowell v. Commissioner, 77 T.C.M. (CCH) 1239, 1242 (1999).
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result that a sale of an undivided interest involves a proportionate part of each basis
amount.*

7. Funding When GSTT Involved

The FOBD has no application to the generation-skipping transfer tax
(GSTT).” However, drafting concerns are raised for estates of decedents attempting
to utilize the FOBD and the marital deduction, and those involving transfers that skip
generations. In general, the estate will require a tax formula to allocate the decedent’s
property between the marital and non-marital shares into the GSTT-exempt and non-
GSTT exempt parts, depending on whether a FOBD election is made. “

B. Special Use Valuation
1. Disposition of Elected Land

In Estate of Gibbs v. United States,* the estate sold a conservation servitude
on land subject to a special use valuation election to the state of New Jersey.*® The
servitude stipulated that the land was to be maintained as a farm in perpetuity.®* By
virtue of the special use election, the value of the farmland in the decedent’s estate
was reduced from a fair market value of $988,000 to a special use value of $349,770
for federal estate tax purposes.* The heirs sold the servitude to the state for
$1,433,493.72.3 The deed of easement imposed restrictions on the property that ran
with the land, thereby binding the heirs and all future title holders to its provisions. *

The IRS argued that the sale of the easement to the state triggered recapture
because an interest in elected land was conveyed.® The IRS also maintained that
recapture tax was due because the heirs realized the developmental value of the
property during the recapture period.*® The heirs argued that the state’s acquisition of
the conservation servitude was not a disqualifying disposition of an “interest” in the
farm because the easement grant imposed only a contractual restriction upon the

46.  See Rev. Rul. 67-309, 1967-2 C.B. 263, 264.

47. See L.R.C. § 2057(a)(1) (West Supp. 1999). Section 2057(a)(1) specifically states that
the provision only applies “for purposes of the tax imposed by Section 2001.” Id.

48. For a detailed discussion of the drafting issues involved in the context of the GSTT, see
Neil E. Harl & Roger A. McEowen, The Family-Owned Business Deduction B Section 2057, 829 Tax
MaGMmT. (BNA) (1999).

49. Estate of Gibbs v. United States, 98-1 U.S. Tax Cas. (CCH) 1 60,307 at 84,395 (D.N.J.

1997).
50. See id.
51. See id.
52. See id.
53. See id. at 84,396.
54, See id.
55. See id.

56. See id. at 84,397.



2000] Recent Developments in Estate Planning for Agricultural Workers 65

farmland’s future use, and that the restriction guaranteed that the property would be
used as farmland well beyond the recapture period. *’

In ruling for the estate, the court noted that New Jersey law construes land use
restrictions as “equitable servitudes” involving contractual rights rather than property
interests.® Thus, according to the court, the granting of a conservation servitude did
not create a possessory interest in the burdened land because the burden imposed was
enforceable only as a contractual right.® Accordingly, the grant of a conservation
servitude was not a disposition of an interest in land resulting in recapture of estate tax
under section 2032A(c)(1) of the Code. ©

On appeal, the Third Circuit reversed the district court and held that the
qualified heir’s grant of the development easement to the state of New Jersey did
constitute a disposition of an interest in the property triggering recapture tax.* The
Third Circuit held that the transfer of the development easement in the elected land to
the state of New Jersey constituted a disposition of “any interest” within the meaning
of section 2032A of the Code.®* The court viewed the elected property in two
portions: the “bundle of rights” relating to the agricultural use of the land, and the
additional value represented by the “bundle of rights” relating to the development uses
of the land.®® Accordingly, the court opined that the heir disposed of valuable property
rights that would have been otherwise taxed when those rights were passed from the
heir’s father, but did not because of the use value election. ®

57. See id.
58. See id.
59. See id.

60.  See id. In a subsequent action, Estate of Gibbs v. United States, the estate sought an
award of litigation expenses. See Estate of Gibbs v. United States, 161 F.3d 242, 243 (3d Cir. 1998).
The court denied the award, noting that the issue presented in the tax refund suit was an issue of first
impression and that there was no case precedent directly on point. See id. at 250. As such, the
government’s position did not ignore or run contrary to any well-settled proposition of law and the
estate failed to meet its burden of proving that the government’s position was not substantially justified.
But see id. at 245-46.

61.  See Estate of Gibbs, 161 F.3d at 250.

62.  Seeid. at 249-50.

63.  Seeid. at 248.

64. See id. at 250. The court’s reasoning appears flawed. The real issue appears to be
whether the surface use of the elected land has been interrupted, not whether an interest in property or
contract right under state law is involved. For instance, the IRS has ruled that the grant of a pipeline
easement was not a recapture triggering event. See Priv. Ltr. Rul. 90-35-007 (May 25, 1990). Likewise,
the disposition of rights to oil under a subsurface lease was ruled not to be a recapture triggering event,
but the well drilling activity and the extraction process that occurred on the surface constituted
“cessation of use” triggering recapture. See Rev. Rul. 88-78, 1988-2 C.B. 330.
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2. Eligible Real Estate, Timber Production, and Tree Farming

In Field Service Advice Memorandum 99-24-019,%* an estate was permitted to
elect special use valuation with respect to timberland maintained by the decedent.®
The decedent had regularly performed maintenance operations as needed.®” In
addition, the decedent inspected the acreage daily and cleared debris to prevent fire
and create better growing conditions.®® Harvesting the timber, however, would not
have been profitable.* The decedent made all management decisions, and the
decedent’s activities were consistent with principals of good land management.”” As a
result, the decedent used the parcel for planting, cultivating, caring for or the
preparation of trees for market. ™

The IRS has taken the position that merchantable timber and young growth
should be treated as a crop and not part of the real estate.” Thus, under the facts of
Field Service Advice Memorandum 99-24-019, because an identified acreage was
used for planting, cultivating, caring for, or cutting of trees or the preparation of trees
for market, the IRS allowed the executor to elect to have the trees growing on the
parcel not treated as a crop. ™

Due to the absence of comparable tracts of real estate, the land was valued
under the five-factor formula approach of section 2032A(e)(8) of the Code.™
However, the potential application of the recapture tax could not be considered in
valuing the property.” The IRS did note that because the timber was ready for harvest
that it was likely that application of the five-factor formula approach would result in a
value closely approximating the fair market value of the timber. ™

In Estate of Rogers v. Commissioner,”” the decedent died in 1992. Under the
decedent’s late husband’s will, farm and timberland were held in trust for the
decedent’s lifetime benefit.”® The estate filed a federal estate tax return making a
special use value election”™ on five tracts of real estate. The tracts comprised open

65.  Field Serv. Adv. Mem. 99-24-019 (Mar. 17, 1999).

66. See id.
67. See id.
68. See id.
69. See id.
70. See id.
71. See id.

72. See Priv. Ltr. Rul. 80-46-012 (Aug. 8, 1989). For “qualified woodlands,” if the executor
makes an election, growing trees are not treated as a crop for deaths after 1981. See id. The term
“qualified woodlands” means real property “used in timber operations, and . . . is an identifiable area of
land . . . for which records are normally maintained in conducting timber operations.” IL.R.C. §
2032A(e)(13) (1994 & Supp. 1997).

73. See Field Serv. Adv. Mem. 99-24-019 (Mar. 17, 1999).

74.  Seeid.; 1.R.C. 8 2032A(e)(8) (1994 & Supp. 1997).

75.  See Field Serv. Adv. Mem. 99-24-019 (Mar. 17, 1999).

76.  Seeid.
77.  Estate of Rogers v. Commissioner, T.C. Memo. 2000-133.
78.  Seeid.

79.  1.R.C.8§2032A (1994 & Supp. 1997).
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land, timber, and pasture.® An election to treat property as qualifying woodland was
also made for portions of three tracts.®> On Form 706, the land was valued under the
five-factor method,® but the estate later sought to value the property under the annual
gross cash rental of comparable lands provision.®

The estate’s expert provided an explicit, detailed analysis of the five estate
tracts and five leased tracts, concluding that the properties were comparable on nine
different factors—differing only in that the timber quality and capability of the five
leased tracts that were somewhat superior to the timber quality on the estate tracts.®
The IRS argued that the five estate tracts and the five leased tracts were not
comparable regarding rental values because none of the comparable leases were
entered into within five years of the decedent’s death.®

The court noted that under the rent capitalization approach using a formula
based on average cash rentals for comparable lands, the per-acre rent value was
$83.6161. ® However, under the five-factor formula approach,® using five valuation
factors, the pastureland, not subject to a qualified woodland exception, would be
valued at $350 per acre. The court held that the timberland, and the standing timber,
and the qualified woodlands on the five-acre tracts wee comparable to the five leased
tracts and that the estate could value that property under the rent capitalization
approach.22 The standing timber was not required to be valued separately as a crop
because the timber would be included in the rent capitalization value of the land or a
value of land where an underlying lease incorporated the right to grow and cut
timber.?* However, the court held that the estate failed to establish the requirements to
provide comparable leases and establish rental values of comparable pastureland, not
qualified woodlands and, therefore, they must be valued under the five-factor formula
approach.®

C. Property Ownership Considerations, Joint Interests, and Basis Issues

In Hahn v. Commissioner,® the Tax Court held that the fifty percent inclusion
rule of section 2040(b)(1), added to the Code in 1976, does not apply to joint interests
created before 1977, if the deceased joint tenant dies after 1981.°2 In 1972, the

80. See Rogers, supra note 77.
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82. I.R.C. § 2032A(e)(8) (1994 & Supp. 1997).
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decedent purchased shares of a New York City tenants’ corporation in connection
with his acquisition of an apartment.® He paid $44,000, and the shares were issued to
the decedent and his wife as joint tenants with the right of survivorship.®* The
decedent died in 1991, and his estate tax return reported one hundred percent of the
value of the shares ($700,000) as his interest.” The decedent’s surviving spouse sold
the shares soon thereafter for $720,000.* On her tax return, Form 2119 (Sale of
Home), she assumed a basis of $758,400 and reported no gain on the sale.

The IRS claimed that the surviving spouse was entitled to a stepped-up basis
for only half of the date-of-death value under the fractional-share rule.®® The surviving
spouse argued that the contribution rule of section 2040(a) of the Code applied,
allowing her a stepped-up basis in the one hundred percent of the property because
she contributed no part of the original consideration.®® The IRS moved for summary
judgment, contending that because the decedent died after 1981, section 2040(a) did
not apply as a matter of law, making the fractional share rule of section 2040(b)(1)
applicable.*®

The court denied the IRS’s motion and explained that before 1977, the
contribution rule of section 2040(a) of the Code applied.® The 1976 amendment
adding section 2040(b)(1) created the fractional share rule for “Qualified joint
interests” created after 1976.2% Joint interests created before 1977 were still subject to
the contribution rule.’®®* The court noted that the 1981 amendments changed the
definition of a “qualified joint interest” in section 2040(b)(2), effective for decedent’s
dying after 1981. However, the court rejected the IRS’s position that the 1981
amendments to section 2040(b)(2) expressly or impliedly repealed the effective date
of section 2040(b)(1). **
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Much talk has occurred in recent months concerning the repeal of federal
estate tax.'® Tax legislation has passed the U.S. House of Representatives that
includes a provision eliminating the federal estate and gift tax over a ten-year
period.’®® The step-up of tax basis would also be eliminated except for property
passing to a surviving spouse and property with a fair market value of $2 million or
less. Any indebtedness against property would reduce its fair market value. %

D. Inclusion in Gross Estate

In Estate of Frazier v. Commissioner,'® the decedent formed Frazier Nut
Farms, Inc. (FNF) in 1981 and leased a five-acre lot next to it in 1983.*® Under the
renewable ten-year lease, FNF agreed to pay $1,000 per year in rent, maintenance, and
all taxes on the land.*® During the first ten-year term, FNF made numerous
improvements on the land, including buildings, fumigation, truck bays, and asphalt
paving."* When the lease expired, FNF did not exercise its option to renew, but
continued to occupy the land and use the fixtures. *** The decedent died in 1993.'*

The IRS argued that the fixtures were includible in Frazier’s gross estate,
because FNF failed to remove them during its continuance of the lease as required
under California law.*** The estate asserted that FNF’s failure to remove the fixtures
continued after the decedent’s death and, thus, they were not includible in the
decedent’s gross estate because the decedent held no interest in them at the time of
death.™®

The court noted that a decedent’s interest in property is determined under
state law and that, under applicable California law, where fixtures are placed on leased
premises for the purposes of a trade, they become trade fixtures and a tenant has a
limited right to remove those fixtures any time during the continuance of the term of
the lease.'® Thus, the court was faced with deciding whether the statutory language
referring to the continuance of his term referred only to the original ten-year lease term
or whether it also included FNF’s holdover period.™” The court, upon reviewing the
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applicable California law and cases, concluded that FNF’s holdover created a new
tenancy after the expiration of the original tenancy.”® Upon the expiration of the
original tenancy, FNF’s statutory right to remove its trade fixtures under California
law expired.”® Therefore, at the time of the decedent’s death, the trade fixtures
belonged to the decedent and were includible in the decedent’s gross estate under
section 2033 of the Code.'®

In Estate of D’Ambrosio v. Commissioner,*** the decedent owned preferred
stock with a fair market value of $2,350,000.*#2 Approximately three years before
death, the decedent transferred her remainder interest in the shares in exchange for an
annuity of $296,039 per year.'® The decedent retained her income interest in the
shares.”® The transfer was not made in contemplation of death or with testamentary
motivation.’” At the time of death, the decedent had received $592,078 in annuity
payments and $23,500 in dividends.’® The executor did not include any of the stock
interest in the decedent’s gross estate.”” The Tax Court upheld the IRS’s position that
the full fee simple value of the stock, less the amount of annuity payments the
decedent received during life, be included in the decedent’s gross estate. %

The Third Circuit Court of Appeals reversed the Tax Court, holding instead
that the decedent’s sale of the remainder interest for fair market value constituted
“adequate and full consideration” under section 2036(a) of the Code.”® The Court
noted that the IRS’s position would result in double taxation of the transferred interest
and cause considerable difficulty in selling remainder interests. **

In Wheeler v. United States,** a case of major significance, the Fifth Circuit
Court of Appeals held that the phrase “adequate and full consideration” as used in the
parenthetical clause of section 2036(a) of the Code is to be applied in reference to the
actuarial value of the remainder interest transferred.®® As such, the decedent’s
retention of a life estate interest in his 376-acre Texas ranch did not cause inclusion of
the ranch in his estate because the decedent had sold the remainder interest in the
ranch to his children for consideration based on the actuarial tables set forth in
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Treasury Regulation section 25.2512(A).** The court determined that the transfer was
a bona fide sale for full and adequate consideration. **

The IRS had argued that the estate should have included the difference
between the date-of-death value of the ranch ($1,074,200), and the consideration paid
by the children for the remainder interest ($337,790)."** The court noted that the
language of section 2036(a) of the Code makes no distinction between transfers of
remainders following retained life estates and transfers of remainders following
retained estates for a specified term of years where the transferor dies before the end
of the term.*®®

Likewise, the court noted that section 2036(a) of the Code makes no
distinction between transfers to natural objects of the transferor’s bounty and transfers
to other individuals.**” The IRS had argued that the court should ignore the economic
reality of a remainder interest sale and decide the tax issue based solely on the identity
of the parties.’®® As such, the IRS asserted that the term “bona fide” in section 2036(a)
of the Code permitted the IRS to declare that the same remainder interest sold for
precisely the same amount, but to different purchasers, would constitute adequate and
full consideration for a third party, but not for a family member unless the family
member’s interests were adverse to the transferor.™® The court rejected this reasoning
and noted that the statute required that all transfers (whether intrafamily or not) must
be “bona fide” for purposes of section 2036(a) of the Code.**® The court noted that
the proper analysis when a sale to a family member is involved is whether the
transferor actually parted with the remainder interest and the transferee actually parted
with the requisite adequate and full consideration. **

The court also noted that the IRS’s policy-based argument to preclude
intrafamily transfers of split-interests for full actuarial value if the transaction appears
to have been undertaken in contemplation of death embraced a concept that Congress
chose to abandon over two decades earlier when it enacted the three-year rule of
section 2035 of the Code.™** While section 2035 was amended in 1981 to eliminate
the three-year rule, the court noted that the rule continues to apply to transfers of an
interest included in the gross estate under sections 2036, 2037, and 2038, which
includes transfers with retained interests, transfers taking effect at death, and
revocable transfers.™*® As such, the court held that section 2036(a) permits the
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conclusion that a split-interest transfer is testamentary when the objective requirement
that the transfer be for an adequate and full consideration is not met.*** As such, the
identity of the transferee or the perceived testamentary intent of the transferor is
irrelevant.

In arguing that the decedent’s sale of the remainder interest was not a bona
fide sale, the IRS focused on the fact that the transferees did not pay cash for the
remainder interest and were not capable of paying cash at the time of sale because of
their relatively low salaries derived from the decedent’s corporation.”® The IRS also
focused attention on the receipt of large annual bonuses from the corporation after the
transfer of the remainder interest that they used to pay down the note.™* The court
noted that it is not unusual for real estate purchasers to incur a debt obligation, and
that the terms of the note specifying annual principal payments of $10,000 and an
annual interest rate of seven percent indicated that no donative transfer was
intended.’ The court also noted that bonuses are a common means of employee
compensation in close corporations and, as such, did not transform the compensation
into a donative transfer scheme. 4

In Estate of Magnin v. Commissioner,* the decedent’s father was the owner
of an upscale women’s apparel company. In the late 1930s, the decedent assumed
control of the company.®® The decedent’s wife died in 1948 and the decedent’s father
did not approve of any of the women that the decedent began dating because the father
did not want the company stock falling into strangers’ hands.™® To ensure that the
company stock would stay in the family, the decedent and his father entered into an
agreement in 1951 whereby the father agreed to leave all his stock in the apparel
company and another company to the decedent as trustee for the benefit of the
decedent’s children.®® The decedent agreed not to transfer any of his stock in the
corporations to anyone other than his children.’** If the corporations were to be sold
or dissolved, the decedent was to place the proceeds in a trust, the income of which
would be paid to the decedent for life, after which the principal would be distributed
to the decedent’s children.”® In return, the decedent was to receive the voting rights to
all of his father’s stock. %
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After the father’s death in 1953, the decedent received a fifty percent lifetime
income interest in his father’s stock.” In 1955, the decedent executed a will leaving
all of the company stock in trust for the benefit of his children in performance of the
1951 agreement.’®® The decedent sold the stock of the apparel company in 1969, and
in 1971 he created three trusts (one for each of his children) and placed the stock sale
proceeds into the trusts.”® Under the terms of the trusts, the decedent retained an
income interest for life.®®® The decedent filed a gift tax return, reporting the creation
of the trusts and stating that the transfers were not completed gifts.’* The Service
accepted the return.6

The decedent died in 1988, and his estate tax return did not include the value
of the three trusts in the gross estate.’®® The IRS determined a deficiency and the
estate petitioned the Tax Court."® The Tax Court held that the transferred property
was includible because the value of the life estate the decedent received in his father’s
stock did not constitute “adequate and full consideration” under section 2036(a). %

On appeal, the Ninth Circuit reversed the Tax Court.*® The court pointed out
that the parenthetical exception in section 2036(a) for transfers made for “adequate
and full consideration” immediately follows the phrase “to the extent of any interest
therein of which the decedent has at any time made a transfer.”'® Thus, the Ninth
Circuit agreed with the Third Circuit’s opinion in D ’Ambrosio v. Commissioner, and
the Fifth Circuit’s opinion in Wheeler v. United States, that for the exception to apply,
the decedent must have received adequate and full consideration for the remainder
interest.’®  The court reasoned that to read the statute otherwise would render the
parenthetical exception meaningless.’® The court also reasoned that the policy behind
section 2036(a) requires that adequate and full consideration be measured by the value
of the remainder interest, given that the statute’s purpose is to prevent the depletion of
the decedent’s gross estate. 1
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E. Disclaimers

In Estate of Lute v. United States,”* the decedent died intestate, survived by
his wife and his father.?” The father renounced any property that would have passed
to him under state intestacy laws by executing a written, irrevocable and unqualified
statement.'”® The spouse executed a trust in which all of the decedent’s farm property
passed.’™ Under the trust, the farm property was operated as it had been when the
decedent was alive, except that the partnership with the father was dissolved.'”
Therefore, the disclaimed property passed to the spouse’s trust.*® Shortly thereafter,
the father exchanged property with the trust so that the father’s property was all in one
county near the father’s residence.’” The decedent’s estate tax return valued the gross
estate at $6.75 million, but the net estate was zero because of the disclaimer. '™

The IRS examining attorney argued that the disclaimer was not effective
because the father received consideration or other value in exchange for the
disclaimer, and requested a technical advice memorandum from the National Office
concerning the renunciation.”” The National Office recommended that the examining
attorney not pursue the issue.’®®* The examining attorney requested reconsideration,
and the National Office again told the examining attorney not to pursue the matter.™
Approximately one month later, the Service issued a notice of deficiency of about $1.1
million.’®*> The examining attorney disallowed all credit for tax on prior transfers to
protect the government’s interest, and $427,000 in Schedule K deductions (by
subtracting them from the gross estate resulting in an understated marital deduction to
the extent of $213,863)."% At trial, the Service conceded the estate was entitled to
$319,804 of credits for prior transfers.'® The estate sold land (incurring capital gain
tax in the process) and borrowed money to pay the alleged deficiency (including
$193,386 of state inheritance tax) and filed a claim to refund, attorneys’ fees and court
COSts. 1

The court found that the transactions were all separate and not made in
exchange for each other.’®® The disclaimer was made in order to remove the
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decedent’s property from the father’s estate and the trust was formed to maintain the
decedent’s business operations.”® The estate was eligible for a marital deduction for
the disclaimed property which passed to the trust for the surviving spouse.’® The
court also held that the government’s position was not substantially justified and that
the estate was entitled to reasonable attorney’s fees and costs. **

In a subsequent action the IRS challenged the award of litigation expenses to
the estate.’®® In particular, the IRS challenged the court’s finding that the estate was a
“prevailing party.”™ As statutorily defined, a “prevailing party” is an individual
whose net worth does not exceed $2 million at the time the civil action was filed, or
any owner of an unincorporated business, partnership, corporation, association, a unit
of local government or organization with a net worth not exceeding $7 million and not
having more than 500 employees.”* Accordingly, the IRS argued that the decedent’s
estate, which reflected a net worth on the federal estate tax return of over $6 million
was too large to be awarded attorney’s fees. %

The court noted that the estate was subject to the $2 million net worth
limitation applicable to individuals because the estate arose from the death of an
individual and consisted of an individual’s assets and liabilities.”®* While the estate
exceeded the applicable net worth limitation according to the IRS’s calculation, the
estate argued that the IRS’s calculation was wrong because the acquisition cost of
property should have been used to calculate net worth.® The court examined the
legislative history behind the statute and noted that the term “net worth” is to be
calculated by subtracting total liabilities from total assets.*® In determining the value
of assets, the cost of acquisition rather than fair market value should be used.'?”
Accordingly, the court determined that net worth was to be calculated using the
acquisition cost of property.*® In addition, the court determined that life insurance
payable at the decedent’s death to a beneficiary should not be included in the net
worth calculation because the funds are not available to the estate to fund a loss due
against the government, and including them in the net worth calculation would
undermine the purpose of the Equal Access to Justice Act.”® Applying the acquisition
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cost of property to the net worth calculation and eliminating over $700,000 of life
insurance from the estate, the court arrived at a net worth less than $2 million.?®
Accordingly, the estate was not prohibited from recovering reasonable litigation
costs.?*

The IRS also challenged the court’s finding that the IRS’s position in the
underlying refund action was not substantially justified.”? The court disagreed, noting
that the IRS continued to maintain up until the time of closing argument that the
qualified disclaimer at issue had to meet the requirements of section 2518(b)(4) of
Code and did not mention subparagraph (c)(3) which provides that certain transfers
will be treated as qualified disclaimers without meeting the requirements of
subparagraph (b)(4).2® As such, the court determined that the IRS’s position was not
substantially justified and that the estate was entitled to an award of litigation
costs.?*

In United States v. Davidson,® a case of first impression, the court
determined that federal tax liens did not attach to property inherited by a delinquent
taxpayer who disclaimed his interest in the inheritance.?® The court held that state
law, not federal law, controls a determination as to the nature of the legal interest that
a taxpayer has in property.?” In accordance with Colorado law, potential beneficiaries
have the right to renounce and disclaim any interest in property that is bequeathed by
will or in a non-testamentary interest or contract.®® The taxpayer timely disclaimed
his interest in an inheritance from his uncle in accordance with Colorado law. 2*

For purposes of determining whether the taxpayer ever had a property interest
in the inheritance to which the tax liens could attach, the court determined that
Colorado followed the “acceptance-rejection theory,” under which a property interest
vests only when the beneficiary accepts the gift or grant.*® The “transfer theory”
under which property vests in the beneficiary immediately upon the death of the
testator or grantor, was held to be inapplicable.?* Because the taxpayer’s right to
choose whether to inherit was not a right to property, the tax liens did not attach to his
inheritance.??

In Private Letter Ruling 99-29-027,2% the IRS held that disclaimers of
interests in thirteen paintings bequeathed to children under their mother’s will were
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qualified disclaimers even though the paintings were passed on to a charitable
foundation in which the children continued to enjoy positions of control.?* The key to
obtaining the favorable ruling was an agreement by the children not to participate in
any decisions relating to the paintings.?® In addition, the IRS ruled that the decedent’s
estate was entitled to an estate tax charitable deduction for the value of the residuary
estate (including the value of the disclaimed paintings) passing to the charitable
foundation. '

In Private Letter Ruling 99-32-042,%7 a disclaimer executed by a decedent’s
husband of his one-half interest in a joint brokerage account that passed to him upon
his wife’s death was qualified.”® The husband did not accept any benefits with
respect to the disclaimed one-half interest.2® Although he received the first check for
the income earned on the account and deposited the funds in a joint bank account, he
did not use any of the funds comprising the decedent’s share.?® The disclaimer was in
writing and delivered to himself as executor within nine months of the decedent’s
death.??* The disclaimed assets passed to a residuary trust of which the husband was
the sole income beneficiary, but he would cease to have any interest in the trust upon
his death or remarriage. %

In United States v. Brumfield,?® the IRS assessed income taxes against the
decedent’s son in 1985 and 1993 and filed notices of a tax lien in 1993.2* The
decedent died in November 1995, leaving a usufruct interest to the son.?® In 1996,
the son executed a document in which he purported to renounce his usufruct
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interest.?®* Two weeks later, he executed another document, renouncing both his
usufruct interest and his “forced portion” in the estate’s assets.”” The United States
filed a petition to foreclose its tax liens on the usufruct interest.?® The court noted that
under Louisiana law, the son had the right to accept or renounce any portion of the
estate that was left to him.?® If the son accepted a portion of the estate, he was
deemed to have succeeded to that portion as of the time of his mother’s death.”° If the
son renounced, the renunciation was similarly effective as of the moment of the
mother’s death.® Thus, the court explained, with a valid renunciation, the son would
be treated as though he never received any portion of the succession.”* The court
cited Leggett v. United States which involved similar Texas statutes and in which the
Fifth Circuit concluded that a tax lien never attached because the heir renounced his
succession rights.?®* The Fifth Circuit noted that Texas state courts have adopted the
“acceptance-rejection” theory which permits an heir to accept or reject the succession
despite state statutory law that vests the heir with a property right from the moment of
death.?* Thus, whether the tax lien attached depended upon whether the son accepted
or rejected the succession.?® The court found that the son’s renunciation was valid.?*
The court also rejected the government’s contention that the renunciation should be
annulled because the son acted fraudulently.?” Nevertheless, the court determined
that the son tacitly accepted the succession because he received valuable consideration
in exchange for his release of his rights.?®® The son renounced in favor of his brother,
receiving in exchange a release from any liability for inheritance taxes and a release
from all claims his brother had against him.?2° The court also held that under
Louisiana law, the son’s assignment of his inheritance rights to a co-heir was
considered to be an acceptance.

In Estate of Delaune v. United States,*! the decedent was preceded in death
by a spouse who left the entire estate to the decedent.** The decedent discussed a
disclaimer of the inheritance with attorneys but did not execute a written disclaimer

226.  Seeid. at 7045.
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228. See id.
229. See id.
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233.  See Leggett v. United States, 120 F.3d 592, 594 (5th Cir. 1997).
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before death.*® The decedent’s heirs petitioned a state court which ruled that the
decedent intended to make the disclaimer and that the pre-deceased spouse’s estate
passed as if the disclaimer had been made.?** The district court ruled that the
disclaimer was not effective for federal estate tax purposes because there was no
written disclaimer and state law did not provide for disclaimers by the heirs of an
heir.* The Fifth Circuit reversed, holding that state law did allow heirs to file
disclaimers for a decedent. 2

F. Marital Deduction Planning and Drafting
1. Savings Clauses

Estate of Walsh v. Commissioner?’ involved the effectiveness of a “savings
clause” in a marital deduction trust.?®® The trust granted the surviving spouse a
general power of appointment.** This was both a lifetime withdrawal power and a
power to appoint by will.?*°  However, the surviving spouse’s right to the trust’s
income and principal and his testamentary general power of appointment over the trust
terminated if he became incompetent before he either withdrew the corpus or provided
in his will for its disposition.?* The trust provision stated: “if said spouse should at
any time be determined as incompetent . . . said spouse shall take no benefits
hereunder and this trust shall be treated and distributed as if said spouse had died.”?*?
Thus, the trust did not give the surviving spouse a lifetime income interest in the trust
as required by section 2056(b)(5) of the Code.”*®* The executor argued that the
surviving spouse could dispose of the trust assets at any time before the trust
terminated, and that the trust should therefore qualify for the marital deduction. #*

The court held that the trust’s incompetency provisions took the property
passing to the trust outside the statutory and regulatory requirements for the marital
deduction, and had the effect of revoking the surviving spouse’s right to trust income
upon incapacity.? In addition, while the trust contained a savings clause, the court
noted that another purpose of the trust was to provide subsistence for the surviving
spouse during his competency and, thereafter, to allow the spouse to qualify for
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medical assistance at minimal family expense.® Thus, the savings clause could not
cure the defective trust.

In Technical Advice Memorandum 99-32-001,%%® a surviving spouse had a
qualifying income interest in a trust created under her predeceased husband’s will,
even though certain provisions could have been interpreted as limiting the spouse’s
right to income.” The will directed the entire net income of the residuary trust to be
paid to the spouse.?®® The trustees were authorized to distribute principal to or for the
spouse’s benefit, but only if the distribution would not cause the spouse to become
ineligible for government assistance.®* The trust instrument included a savings
clause.®®* While savings clauses that void a trustee’s power generally are ineffective
for transfer tax purposes, they can be used to determine the decedent’s intent.®®
Because the trust language was ambiguous, the savings clause clarified that the
trustees were to exercise their powers in a manner that would not result in a loss of the
marital deduction. #*

a. Drafting Language—Will Provision

Notwithstanding anything herein contained to the contrary, any power, duty,
or discretionary authority granted to my Fiduciary hereunder shall be
absolutely void to the extent that either the right to exercise or the exercise
thereof, shall in any way affect, jeopardize or cause my estate to lose all or
any part of the tax benefit afforded my estate by the Marital Deduction
under either Federal or State law.*®®

b. Drafting Language—Trust Powers

It is expressly provided that the grant of rights, powers, privileges, and
authority to the trustee in connection with the imposition of duties upon said
trustee by any provision of this trust or by any statute relating thereto shall
not be effective if an to the extent that the same, if effective, would
disqualify the marital deduction as established in the marital trust herein. It

256.  Seeid.

257.  See id. The court relied primarily on Estate of Tingley v. Commissioner, 22 T.C. 402
(1954). See id. at 398-99. In Tingley, the surviving spouse’s right to income and corpus terminated
upon legal incapacity or the appointment of a guardian. See id. at 399.
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is my intention that my spouse have under the provisions of this trust
substantially that degree of beneficial enjoyment of the trust state during my
spouse’s lifetime which the principles of the law of trusts accord to a person
who is unqualifiedly designated as the life beneficiary of a trust and trustee
shall not exercise discretion in a manner which is not in accord with this
expressed intention. The trustee shall invest the trust estate so that it will
produce for my spouse during lifetime such an income or use which is
consistent with the value of the trust estate and with its preservation. It is
expressly provided that the trustee shall not in the exercise of its discretion
make any determination inconsistent with the foregoing especially in regard
to and including but not limited to the powers granted herein.?*®

2. QTIP Developments

In Estate of Rinaldi v. United States,?®’ the decedent’s will established a trust
for his wife’s benefit to be funded with corporate stock.?®® The decedent’s son was to
serve as trustee, but if he gave up day-to-day management of the corporation, the
decedent’s will directed the trust’s fiduciary to offer to sell the trust’s stock to the son
at book value, which was lower than fair market value.”® The decedent’s will gave
the executor the authorization to treat the trust principal as qualified terminable
interest property (QTIP).#® The remainder of the decedent’s estate was divided
between two residuary trusts.?* Before death, the corporation elected S corporation
status and, after the decedent’s death, the corporation redeemed the stock held by the
decedent’s estate in accordance with S corporation rules. *7

The executor made a QTIP election for the trust.?® The IRS determined that
the trust was not QTIP because the possibility of the son ceasing day-to-day
management of the corporation created the potential for the stock to be purchased at a
bargain price which would diminish the value of the trust’s corpus. #*

The estate argued that at the time it made the QTIP election, the trust
qualified under section 2056(b)(7) of the Code because the corporation had redeemed
the stock.?”® The company was to pay the trust the fair market value of the shares,
with $100,000 paid at closing and the balance paid in instaliments over a twenty-year
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period with 8.5 percent interest.?® The court rejected the Service’s contention that the
point at which property must be statutorily eligible for QTIP treatment is the
decedent’s date of death.””” The court held that as long as property’s QTIP eligibility
is ascertainable when the executor elects QTIP treatment, postponing the eligibility
determination until that time does not run counter to the plain meaning of the statute’s
language nor its objectives.?”® However, the trust established under the decedent’s
will was ineligible for QTIP treatment because “the will explicitly subjected the trust’s
value to diminution through the potential sale of its assets at a bargain price to
someone other than the surviving spouse.”?® The fact that the trust rid itself of the
stock did not change the terms of the will. 2

In Technical Advice Memorandum 99-24-002,%* a husband died, survived by
his wife and two children.® He left $4 million in a trust that became irrevocable on
his death and a $22,500 probate estate that passed to the trust.”®®* The trust directed
payment of all estate taxes out of trust assets, but barred using any assets excludible in
computing federal estate taxes.®® All of the trust corpus, except for the estate’s
available unified credit passed to the marital trust.®?* The remainder was to pass to a
family trust. 2

When the husband died, shares in two corporations worth $2 million were
distributable to either the marital or the family trust.®” The widow disclaimed her
entire interest in the stock, however, which caused the stock to pass outright to her
children.?s

The IRS concluded that the disclaimed assets passed as a residuary bequest
despite the disclaimer’s reference to specific assets.”®® Because the trust specifically
directed that the estate tax excludible assets not be burdened with paying the tax, the

276. See id. at 344.

2717. See id. at 348.

278.  Seeid. at 347-48.

279. Id. at 348. On a separate issue, the court held that the estate was entitled to claim a
casually loss deduction for losses sustained during estate administration to citrus grove damage by
unexpected freeze in Florida. See id. at 356. The court rejected the Service’s contention that the loss
had to be calculated on a tree-by-tree basis. See id. at 355-56. Instead, the court agreed with the estate
that the loss should be determined on the basis of the groves in their entirety. See id.

280. See id. at 350. The lessons of Rinaldi are clear. In those estates where a QTIP election
may be utilized, great care must be taken with respect to bargain purchase arrangements. Such
arrangements are common in agricultural estates. In addition, circumstances fatal to the QTIP election
may not be correctable by post-death, pre-election planning steps.
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IRS also concluded that all estate taxes should be paid out of the disclaimed stock.?*
It is important to note that the trust directed payment from principal, but it did not
specify any particular assets as the source of payment®* However, the trust did
provide that property excludible from computing the federal estate tax was not to be
burdened with payment of estate taxes. 2%

In Revenue Ruling 2000-2,** the decedent’s individual retirement account
(IRA) named a trustee as the primary beneficiary.?* All of the trust income was to be
distributed to the surviving spouse and no one had the power to appoint trust corpus to
anyone but the surviving spouse.* The spouse had the authority, which could be
exercised annually, to compel the trustee to withdraw from the IRA an amount equal
to the income earned on the assets held by the IRA during the year and to distribute
that amount through the trust to the spouse.”® The IRS ruled that the executor could
elect QTIP treatment for the trust and IRA. **7

G. Valuation
1. Discounts for Built-in Gain

In Estate of Gray v. Commissioner,*® the estate was entitled to a discount for
lack of marketability in valuing closely-held stock, despite the fact that the decedent
owned a controlling interest in the corporation at the time of her death and despite the
fact that the company was valued using the net asset method, rather than using
comparable sales of freely traded value.®®* However, the Tax Court rejected the
estate’s argument that the stock should be discounted to reflect the tax on a built-in
capital gain of $2.2 million.*® The estate had contended that as a consequence of the
repeal of the General Utilities doctrine, a corporation can no longer avoid tax on built-
in gain.*®* The tax will be imposed when the corporation is liquidated, if not triggered
by an event before liquidation. *?

In 1987, the corporation made a $2.3 million sale of fifty-six acres of land
with a $100,000 tax basis to two irrevocable trusts.*®® The decedent had created the
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trusts, and owned 82.5% of the corporate stock at the time of death.®* No payments
had been made on the $2.3 million up to the time of trial even though the $2.3 million
note was due in 1990.** The $2.2 million of built-in gain at issue was the deferred
installment gain on the sale of the real estate.*® The Tax Court determined that the
note would be paid only if the trusts sold the fifty-six acres.®*” The personal holding
company could repossess the land, but that would not trigger the deferred gain
because of section 1038 of the Code.*® The Tax Court determined that the estate had
not shown that it was likely that the personal holding company would pay the tax on
the built-in gain.*® In addition, the decedent’s control over the corporation, the lack
of a fixed repayment schedule, the lack of a written loan agreement, the decedent’s
failure to repay the transfers, the corporation’s lack of effort to collect even though
most of the notes were past due, the lack of adequate collateral and the lack of
objective evidence that the decedent intended to repay the amounts transferred all
indicated that the transfers were not loans and, as a result, were not deductible as a
claim against the decedent’s estate. **°

In Estate of Welch v. Commissioner,** the decedent owned a minority interest
in two closely-held corporations at the time of death.**> The remaining shares in the
corporations were held by a trust established under the will of the decedent’s pre-
deceased husband.®* The decedent’s estate reported that the corporate stock had a fair
market value of $264,000 and $330,000, respectively.*** The estate derived the values
from a valuation report, combined with the estimates of the fair market value of real
property owned by the corporations that was subsequently sold under condemnation
for $1.3 million.**> The estate applied a thirty-four percent discount to the stock’s
value to reflect the built-in capital gains tax on the real property.*® The IRS
disallowed the discount. '
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it is sometimes worthwhile, to remind them of the potential taxes they need to reflect at the time they are
gathering the appraisal information. It is also worth discussing with the appraisers the markets in which
the stock might be sold. But remember, tax considerations are irrelevant in valuing publicly traded
stock.
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The Tax Court upheld the IRS’ disallowance of the discount and pointed out
that the Tax Court had repeatedly rejected discounts for minority interests in closely-
held corporate stock to reflect built-in capital tax unless the taxpayer could establish
that the corporation was likely to be liquidated or its assets were likely to be sold.**® In
addition, the court noted that the taxpayer must show that the corporation would be
likely to incur a tax upon the sale.**® Here, the court pointed out that it was unlikely
that either corporation would incur capital gains tax upon the sale of the properties
given the foreseeability of the properties’ condemnation and the availability of the
section 1033 election.’® The court noted that the decedent’s estate presented no
evidence that it intended to recognize the built-in gains tax, thus foregoing the section
1033 election. **

On appeal, the Sixth Circuit reversed,*? based upon the IRS’s concession that
other courts had allowed a discount for built-in capital gains tax in similar factual
settings while the Welch case was pending appeal. The Sixth Circuit remanded the
case for a determination of the built-in capital gains tax liability, on the basis of what a
hypothetical willing buyer and seller would consider a discount of the stock value as
of the date of the decedent’s death.

In Estate of Davis v. Commissioner,*? the decedent, one of the founders of
Win-Dixie Stores, Inc., gifted twenty-five shares of stock in a closely-held corporation
to each of two sons several years before his death.** The corporation was primarily a
holding company for various assets of the donor, principally consisting of more than
one million low-basis shares of Win-Dixie stock (eighty-five percent fair market value
of total assets), but which also included cattle operations.*”® At the time of the gifts,
ninety-seven shares of the closely-held corporation’s stock were owned by a trust for
the donor’s benefit. On the donor’s gift tax return, the donor reported the value of the
stock at $297,770 per share.®® The IRS issued a notice of deficiency based on a
valuation of $481,879 per share. **’

Both the IRS and the taxpayer agreed that the net asset value should be
reduced by a blockage and/or SEC Rule 144 discount to recognize the legal
restrictions placed on the corporation, and the difficulty of disposing of such a large
block of stock.*® What the parties did not agree upon, however, was a discount or
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adjustment to reflect the corporation’s built-in capital gains (even though the IRS’s
own experts supported the discount). ¥

The IRS opposed the discount on the ground that no corporate liquidation was
contemplated on the date of the gift and that the corporation could have avoided the
built-in gains tax by converting to S corporation status and retaining its assets for ten
years.®® In rejecting the first argument, the Tax Court held that no liquidation of the
corporation or the sale of its assets need be contemplated.®®* The court rejected the
second argument by agreeing with the taxpayer’s expert’s opinion that it was unlikely
that the corporation would have converted to an S corporation. %2

Thus, because of the repeal of the General Utilities doctrine, the fair market
of minority blocks of common stock can reflect some reduction for a portion of the
built-in capital gains tax even though no corporate liquidation or sale of assets was
planned on the valuation date.®*® The portion of the built-in capital gains tax can be
included as part of a lack of marketability discount, which can be taken in addition to
a minority discount.*®* Thus, in light of the repeal of the General Utilities doctrine
that had allowed tax-free liquidations and other distributions, the court may consider a
company’s built-in capital gains tax in making a valuation. *°

In Eisenberg v. Commissioner,** the plaintiff owned all outstanding stock of a
corporation which owned a commercial building in New York and leased it to third
parties.®® The corporation’s only active trade or business was the rental of the
building.®*® The corporation did not have plans to liquidate, sell or distribute the
building.®* Over a period of approximately two years, the plaintiff gifted shares of
corporate stock to her son and two grandchildren.®* The plaintiff valued the stock for
gift tax purposes by reducing the value of the stock by the full amount of the capital
gains tax that she would have incurred had the corporation liquidated, or sold, or
distributed its fixed assets.** The plaintiff computed the potential capital gains tax by
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assuming hypothetical annual sales of the property, and the parties stipulated to the
amount of capital gains that would have been realized from the hypothetical sales. 2

The IRS asserted deficiencies based solely on a determination that the values
reported on the plaintiff’s tax return should not have included reductions in the value
of the corporate stock to account for potential capital gains tax. 3

Before the Tax Court, the parties agreed that the net-asset-value method was
appropriate for valuing the gifted stock, stipulated to a 25 percent minority discount,
agreed on the fair market value of the property, and agreed on the valuation of the
shares of stock as reported on the taxpayer’s gift tax returns.®* The parties filed cross
motions for summary judgment, raising as the only issue the valuation reduction for
the capital gains tax liabilities. 3

The Tax Court held for the IRS, finding that “no reduction in the value of
closely-held stock may be taken to reflect the potential capital gains tax liability where
evidence fails to establish a liquidation or sale of the corporation or its assets is likely
to occur.”®® In that instance, the tax liability is purely speculative. 3¢

On appeal, the Second Circuit held that the plaintiff was entitled to reduce the
fair market value of the corporate stock to account for potential capital gains tax
liability even though no liquidation, sale, or distribution was contemplated as of the
stock transfer date.**® The court stated that “[i]n the past, the denial of the reduction
for potential capital gains tax liability was based, in part, on the possibility that the
taxes could be avoided by liquidating the corporation.”**® However, the court noted
this tax effect was eliminated by the Tax Reform Act of 1986 and its repeal of the
General Utilities doctrine.®® As a result, the court noted that it would be “a virtual
certainty that capital gains would ultimately be realized” due to the changes brought
about by the 1986 Act.®*' As such, the court reasoned that capital gains tax liability is
not too speculative to be valued as of the date of the gift, even though no liquidation,
sale or distribution of the corporation was planned. *2
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In Estate of Jameson v. Commissioner,®* the decedent’s estate contained
more than a ninety-five percent block of stock in a C corporation that owned an
unusually large and productive tract of private timberland in Louisiana.®** The IRS
valued the stock at $77 per share for a total value of approximately $6.3 million.**
The estate argued for a value of $50.94 per share, for a total value of $4.1 million.**®
The parties stipulated that the assets of the company had a net liquidation value of
nearly $7 million, and an adjusted income tax basis of slightly over $1 million.*’ The
estate’s expert estimated that a buyer would sell off the company’s assets over a year’s
time for $6 million, because an investor would require a higher return on the equity of
the corporation than the company could provide as an operating business.®*®* The
estate’s expert then discounted the value to account for built-in capital gains taxes that
would be due on such sale, and arrived at a value of $4 million for the stock which
included a ten percent discount for lack of marketability.®® The estate’s other expert
used a similar process to arrive at a value of $4.2 million for the stock.*® The IRS
claimed that no reduction in value should be taken for corporate capital gain taxes,
and that no discount should be available for lack-of-marketability, because the
decedent’s block would have the power to liquidate the company. **

The Tax Court held that the appropriate value for the stock in the decedent’s
estate was $5.8 million.*** The court rejected the estate’s arguments to discount for
selling costs and the nuisance value of the small minority shareholder.**®* The court
held that it was appropriate to consider the potential corporate tax stemming from the
appreciation on the corporation’s assets, particularly the timberland.*** The court
treated the discount for capital gains as separate from the lack-of-marketability
discount.*®* The court stated that the value reduction for capital gains taxes should be
allowed “only in an amount reflecting the rate at which [capital gains] will be
recognized, measured as the net present value of the built-in capital gains tax liability
that will be incurred over time as timber is cut.”®® The court assumed that the
prospective purchaser would continue the existing management philosophy of the
corporation, which was to cut timber each year in amounts equal only to the current

willing buyer plans to do with the property, the court reasoned, but what considerations affect the fair
market value of the property the buyer considers purchasing. See id.

353.  Estate of Jameson v. Commissioner, 77 T.C.M. (CCH) 1383 (1999).

354.  Seeid. at 1384-86.

355. See id. at 1384.

356. See id.

357.  Seeid. at 1386.

358. See id. at 1391-92.

350. See id. at 1391.

360.  Seeid. at 1393.

361. See id. at 1394.

362.  Seeid. at 1399.

363.  Seeid. at 1398.

364.  Seeid. at 1395.

365. See id. at 1395-96.

366.  Id. at 1396.



2000] Recent Developments in Estate Planning for Agricultural Workers 89

year’s growth.*®” The court assumed a ten percent projected annual timber growth
rate, a four percent per year estimated inflation, a thirty-four percent tax rate, nine
years of harvesting to realize all the appreciation existing on the valuation date, and a
twenty percent annual discount rate.*® Accordingly, the court allowed an $850,000
adjustment for the taxes.*®® The court allowed a three percent discount for lack of
marketability to reflect the fact that only three percent of the corporate assets were
unmarketable.®® The court noted that, under local law, a ninety-eight percent
shareholder could liquidate the corporation and get at virtually all its assets. "

2. Fractional Interest Discounts

Before 1989, no discount for a fractional interest in property was allowed for
federal estate tax or federal gift tax purposes.®® In 1989, however, the Tax Court, in
Estate of Youle v. Commissioner,*” allowed a twelve and one-half percent discount for
tenancy in common ownership of land.** The Youle opinion was followed in
subsequent cases.*””  Throughout this time, however, the IRS has consistently
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transferred interest possesses control. The Tax Court’s reasoning, if adopted by other courts, could pose
problems for family limited partnerships.
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maintained that the discount, if any, should be limited to the costs of partitioning the
property based on the facts of each particular case.

In Estate of Young v. Commissioner,®” the decedent and his wife owned real
property as joint tenants in California, a community property state.*”® The decedent’s
federal estate tax return reported half of the date-of-death value of the property as the
decedent’s interest, and then claimed a fifteen percent fractional interest discount.®”
After filing the estate tax return, the estate obtained a state trial court decree holding
that the property in question was community property, or quasi-community property,
with one-half belonging to each spouse.®®® The IRS was not a party to the state court
proceeding. *!

The IRS determined that the decedent and his wife held the property as joint
tenants with right of survivorship, as stated in the deeds, and not as community
property.® Therefore, the IRS determined that the decedent’s gross estate included
half the value of the property under section 2040 of the Code.®® Because the
surviving spouse was not a U.S. citizen, section 2040(a) rather than section 2040(b)
applied.® As a result, the decedent’s estate included the entire value of the joint
tenancy property, except to the extent of consideration furnished by the surviving
tenant.®® The IRS disallowed the fifteen percent fractional interest discount. *¢

While the Tax Court noted that the state trial court’s decree did not bind the
Tax Court for federal estate tax purposes, the Tax Court held that the estate failed to
overcome the presumption of joint tenancy with right of survivorship created by the
deeds under California law.*” The court noted that in order to deal with the inherent
characteristics of joint tenancy with right of survivorship, sections 2031 and 2040
provide an explicit approach to valuing joint tenancy property.*® Fractional interest
discounts and lack of marketability discounts do not apply to the valuation of joint
tenancy under section 2040(a).** The discount, the court noted, is based on the notion
that the interest is worth less than its proportionate share, because of the problems of
concurrent ownership.3® Co-ownership, however, is severed at the moment of death
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and alleviates the problems associated with co-ownership.®®* Accordingly, the
fractional interest discount was denied. ¥

In Estate of Fratini v. Commissioner,*® the decedent’s estate included several
properties held in joint tenancy with the decedent’s companion.** The estate reduced
the value of the decedent’s interest in several of the jointly-held real properties by
fractional interest discounts, but the IRS disallowed the discounts.®* The court also
disallowed any fractional interest discounts, citing the Tax Court’s opinion in Estate
of Young v. Commissioner.** The court noted that under section 2040(a) of the Code,
the amount includible in a decedent’s gross estate does not depend on a valuation of
property rights actually transferred at death, or on a valuation of the actual interest
held by the decedent (legal title).*” Rather, a decedent’s gross estate includes the
entire value of property held in joint tenancy, except to the extent the consideration for
the property was furnished by such other person.*® The court noted that section
2040(a) provides an artificial inclusion of the joint tenancy property — the entire
value of the property less any contribution by the surviving joint tenant.** As such,
except for the statutory exclusion contained in section 2040(a), there is no further
allowance to account for the fact that less than the entire interest is included in the
gross estate. %

In Estate of Brocato v. Commissioner,* the decedent owned several
apartment buildings in co-ownership with another individual.**> The court allowed a
twenty percent fractional interest discount and an eleven percent blockage discount.“
The court rejected the IRS expert’s approach based on the costs of partitioning the
properties.”* However, in early 2000, the Tax Court decided Estate of Busch v.
Commissioner,*® where the court displayed a greater willingness to peg the level of
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the discount at the cost of partitioning the property.”® The court allowed a ten percent
discount (the estate argued for forty percent and the IRS for none).*” Further litigated
cases will be required to determine if the Tax Court is beginning to give greater
credence to the IRS’s argument.

3. Discounts Involving Merged Property Interests

In Estate of Lopes v. Commissioner,*® the decedent, at the time of death, held
undivided interests in twenty-one separate ranch properties. “® The decedent was the
surviving spouse and the property interests had been held in two trusts: a survivor’s
trust and a QTIP marital trust.*’® The pre-deceased spouse’s estate had been allowed a
marital deduction for the QTIP property.** Upon the decedent’s death, the remaining
property held in the survivor’s trust, and the property in the QTIP trust, were included
in the decedent’s estate.*”? The IRS claimed that the interest of both trusts should be
aggregated for valuation purposes in the decedent’s estate, thereby denying a
fractional interest discount. *

The Tax Court disagreed with the IRS position, noting its recent rejection of
the IRS aggregation theory.** The Tax Court also cited Bonner v. United States** for
the same proposition and noted that neither section 2044 of the Code or the legislative
history indicated that the Congress intended for property “passing through” a
decedent’s estate under section 2044(c) to be treated as if the decedent “owned” the
property for aggregation purposes.*® Accordingly, the property in both trusts was not
aggregated for valuation purposes allowing the estate a fractional interest discount. *’

4. Miscellaneous Cases and Rulings

In Estate of Desmond v. Commissioner,® the decedent owned an 81.93
percent interest in a paint company that faced large potential environmental liabilities
resulting from its disposal of hazardous waste at several sites.*® The taxpayer’s expert
used three valuation techniques: an asset approach, a discounted cash flow technique,
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and a multiple of earnings method to value the decedent’s interest in the company.*?

The expert then averaged the results and then applied a twenty-five percent discount
for lack of marketability, which included the negative impact on value attributable to
the firm’s contingent environmental liabilities.** The result was a valuation of just
under $6.27 million for the decedent’s interest in the company.*? The IRS claimed
that the weighted average of the three valuation methods, $10.2 million, already
reflected the potential fallout from the hazardous waste disposal, and so it should not
be further reduced for this factor, and that the appropriate level for the lack-of-
marketability discount should not exceed five percent. **

The court valued the decedent’s stock interest at $6.57 million.*** The court
weighted equally the discounted cash flow and price-earnings ratio approaches and
did not use the asset method of the taxpayer’s expert.*® The court determined that
both a lack-of-marketability discount and a control premium were appropriate.*®
While the court incorporated the environmental liabilities into the percentage
adjustment, the court agreed with the IRS that the environmental risks were already
reflected in the base value calculated under the “market” approach.*” The court
reasoned that the potential hazardous waste problems were already reflected in the
prices of the corporate stock.*® However, the environmental liabilities, the court
reasoned, were not already reflected in the stock value under the discounted cash flow
approach.”® The court noted several factors that supported a relatively high discount,
namely:

1. no public market for the corporate stock; **

2. corporate profit margins that were below the industry
average;*!

3. all corporate stock “was subject to a restrictive share

agreement which provided that a shareholder could transfer his or her
stock to a non-shareholder only after the shareholder offered the
shares to the remaining shareholders;” “*2
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4, “a public offering of the stock was unlikely” given the size
and low profitability of the corporation; **
5. the size of the interest was large enough to make it “hard to

find potential buyers in the future who could finance such a
purchase;” “* and

6. the corporation had large potential environmental

liabilities. **

Accordingly, the court held that a thirty percent discount was appropriate
under the discounted cash flow method, and a twenty percent discount under the
price-earnings approach.”®  Thus, the environmental liabilities component of the
discount was ten percent.”” In addition, the court added a twenty-five percent
premium for control. **

In Estate of Kaufman v. Commissioner,** the decedent owned 19.86 percent
of the stock of a family-owned S corporation, the largest block of stock owned by any
one shareholder.*® The estate valued the stock at $29.77 per share, based upon a pre-
death appraisal and two post-death sales of stock by other family members to another
family member.** The sales were made without negotiation and without any
determination of the fair market value of the stock.*? The court held that the post-
death sales were not determinative of the value of the stock because the transactions
were not negotiated and the number of shares sold was much smaller than the
decedent’s holdings.*® The estate presented an expert’s appraisal of the stock in
support of the $29.77 value, but the court found that the appraiser’s valuation was
defective because it was based solely upon sale of the stock to other shareholders,
which was not required by the corporation’s bylaws.** The court held that the IRS’s
valuation of the stock was to be used because the estate failed to present sufficient
evidence to rebut that valuation. **

In Estate of Hendrickson v. Commissioner,*® the decedent’s shares of stock in
a closely-held bank were valued under the market approach using a weighted average
of the price-to-book ratio and price-to-assets ratio.*” The guideline companies
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selected by the estate’s expert were relied upon as they more closely resembled the
size and operating characteristics of the bank than those selected by the IRS’s
expert.*® The weighted average cost of capital asset pricing model formula, as used
by the IRS’s expert in analyzing the discounted cash flow of the bank, was rejected
because the greater risk of small stocks was not fully reflected in the capital asset
pricing model formula.*® The adjustments made by the IRS’s expert to reflect the
bank’s excess equity were accepted.”® While the estate’s expert attempted to equally
weight three ratios: price-to-earnings, price-to-book equity, and price-to-assets, the
court determined that the price-to-earnings ratio might overstate the value of the stock
because a large portion of the bank’s earnings was attributable to investments in high-
yielding treasury securities.** In addition, the court determined that the estate’s expert
failed to address the bank’s overcapitalization. 2

While the decedent’s shares (49.97 percent of the outstanding shares of stock)
numerically constituted a minority interest, they represented effective control of the
bank since there were few circumstances in which they would not determine the
outcome of any particular vote.”®* Even though the shares were valued as a controlling
interest, rather than a minority interest, a thirty percent marketability discount was
applied because the bank had limited growth opportunities, was “capitalized with
common stock that was not publicly traded,” and could not easily be sold
privately. %

In Estate of Shackleford v. United States,”® the decedent won a California
lottery jackpot prize of $10,160,000 in 1987.%% The terms of the lottery prize
provided for an immediate payment to the decedent of $508,000 and the right to
receive nineteen additional annual payments of $508,000 each.*” To fund the future
payments, the California Lottery Board purchased nineteen zero coupon United States
T Bonds for $4,306,722.40.*® The bonds were held in the name of the California
Lottery Board and the decedent had no right to receive either principal or interest on
the bonds.”® In 1990, with seventeen installments remaining, the decedent died.*°
The seventeen remaining zero coupon bonds that funded the decedent’s prize had a
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value on the open market of approximately $4,165,917 at the time of the decedent’s
death.* Under California law, a lottery prize is not assignable but the prize may be
paid to the estate of a deceased winner or to a person designated by court order.*?
Thus, at the time of death, the decedent could not assign, hypothecate, or collateralize
his future lottery payments.®® In 1991, the decedent’s estate filed a federal estate tax
return reporting the value of his interest in the remaining lottery prize on his date of
death as $4,023,903.“** The IRS accepted the estate’s valuation of the remaining prize
payments, whereupon the estate filed amended returns, asserting that the includible
value of the remaining lottery prize payments under section 2039(b) of the Code was
equal to zero.*® The IRS rejected the estate’s refund claim. “®

The court held that the lottery prize, but for the absolute prohibition on
transfer, resembled a private annuity whose value is generally determined by reference
to the valuation tables referred to in section 7520 of the Code.*” However, because
the tables failed to take into account the absolute lack of liquidity of the prize, the
value under the tables was unreasonable and warranted departure from its use.*® The
court determined that the realistic value of the decedent’s prize at the time of his death
was slightly over $2 million. *°

In Technical Advice Memorandum 99-33-001,° upon the death of a
stockholder in two closely-held corporations, the decedent’s estate wanted to value the
stock on its return, but the IRS proposed a higher value.*”* Eventually, the IRS agreed
to an estate tax valuation lower than its proposed amount but higher than the estate’s
originally claimed value.*”> Later, the corporations redeemed all the stock owned by
an individual who inherited one-sixth of the stock.*”®* That individual claimed a basis
in the stock that was higher than both his proportionate share of the value originally
claimed on the return and the agreed value. **

The IRS, citing Revenue Ruling 54-97,° noted that if an individual is not
estopped by his previous actions or statements, there is only a rebuttable presumption
that such person’s basis in property acquired from a decedent is its value for federal
estate tax purposes.*® The individual who inherited the stock was not a fiduciary of
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the estate and took no other actions that would make the reporting of a basis under
section 1014 of the Code different from the value reported on the estate tax return.*”
Thus, in accordance with this ruling, an individual inheriting stock may claim a basis
in the stock different from the value used on the decedent’s estate tax return, and may
rebut the presumptive value of the stock by clear and convincing evidence.

5. Family Limited Partnerships

Family limited partnerships (FLPs) have become more popular as an
estate/business planning tool in recent years, largely based on the belief that
significant valuation discounts can be achieved.*”® FLPs have not gone unnoticed by
the IRS, as evidenced by the issuance of proposed regulations disallowing valuation at
less than fair market value.”®® In general, FLPs formed for legitimate business reasons
and not as a device to transfer property to a family member for less than adequate
consideration or formed exclusively for tax purposes are upheld. “**

In Adams v. United States,*® the decedent and three of her siblings formed a
partnership in 1990 to hold and manage the family’s ranchland, securities, and oil and
gas interests.*® The decedent died in 1992, causing the partnership to dissolve under
state (Texas) law.*** At the time of death, the decedent owned a twenty-five percent
interest in the family partnership.®®® Rather than wind up the partnership’s affairs, the
remaining partners chose to continue its business.®® The decedent’s estate filed an
estate tax return listing the fair market value of the decedent’s partnership interest as
nearly $7,481,000.” The IRS determined that the decedent’s interest had a fair
market value of approximately $7,604,100, and the estate paid the deficiency and
sought a refund.”®® The parties agreed that the partnership’s net asset value was
$33,081,400, but they disagreed over the applicable discounts. **
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The court first determined that because the remaining siblings chose to
continue the partnership’s business, a hypothetical buyer of the decedent’s interest
would choose to receive twenty-five percent of the dissolved partnership’s net asset
value rather than remain an assignee of an interest in the new partnership.*® That
way, the court reasoned, the buyer would obtain his or her share of the dissolved
partnership’s surplus and avoid being a partner in a partnership controlled by the other
partners.®* Accordingly, the court rejected the estate’s request for a “lack of control”
discount, because the purchaser would not reduce his or her offering price to account
for restrictions placed on his or her ability to manage the partnership.**> For the same
reason, the court also refused to apply a discount to reflect the partnership’s strange
mix of assets.*® The only discount the court applied was a 5.4 percent discount to
reflect liquidation costs.”* Concluding that the value of the decedent’s interest was
$7,821,000 (even more than the IRS determined), the court entered judgment in favor
of the government. **

In Technical Advice Memorandum 99-33-002,%® the IRS ruled that a donor’s
transfer of an interest in a trust to form a partnership was subject to the special
valuation rules under section 2701 of the Code. *” The partnership was between a
corporation owned by the donor’s daughter and son-in-law and a trust with interests
held by the donor and her husband.*® The corporation contributed one percent of the
partnership’s capital for a thirty-five percent general partnership interest, and the trust
contributed ninety-nine percent of the capital for a sixty-five percent limited
partnership interest.*® Under the partnership agreement, proceeds from capital
transactions were distributed first to the limited partners until their adjusted capital
contributions were reduced to zero, then to the general partner until its adjusted capital
contribution was reduced to zero.® Any further distributions were to be distributed to
the partners in proportion to their partnership interests. >

The IRS concluded that for purposes of section 2701(a), the donor made a
transfer of an equity interest in the partnership to her daughter and son-in-law.* In
addition, the IRS reasoned that the transfer was not excluded from the special
valuation rules because the donor’s retained interest was not of the same class of

490. See id.

491. See id. at *7.
492. Id. at *10.
493. See id. at *11.
494, See id. at *14.

495, See id.
496.  Tech. Adv. Mem. 99-33-002 (Apr. 12, 1999).
497, See id.
498. See id.
499. See id.
500. See id.
501. See id.

502. See id.



2000] Recent Developments in Estate Planning for Agricultural Workers 99

equity as the transferred interest, nor was the donor’s retained interest of a class
proportional to the class of the transferred interest.

In Church v. United States,*® the decedent and her two children created a
limited partnership two days before the decedent’s death.®® The partnership
consolidated interests in a 23,000 acre family ranch to provide for centralized
management and to preserve the ranch as an ongoing enterprise for future
generations.®® The partnership was also formed to protect the decedent’s assets from
potential future creditors.*” The other partners in the ranch were another family.>®
The capital contributions to the partnership consisted of each limited partner’s
undivided interest in the ranch.*® In addition, the decedent contributed approximately
$1 million in securities.®™ The partnership agreement allocated profit or loss from
ranch operations in proportion to the interests contributed by the limited partners.**
The limited partners conveyed their interest in the ranch to the partnership.®? The
organization of the partnerships business matters was not completed before the
decedent’s death.®™® The general partner of the partnership was not formed until
almost six months after the decedent’s death.®** The fair market value of the assets the
decedent contributed to the partnership, as of the date of her death, was approximately
$1.5 million, but the fair market value of the decedent’s limited partnership interest in
the partnership, as of the date of her death, was $617,591.5° At the time of her death,
the decedent had been diagnosed with breast cancer, but died suddenly and
unexpectedly of cardiac pulmonary collapse.®® The IRS argued that the formation of
the partnership was entered into for no purpose other than to reduce the taxation of the
decedent’s estate. 3%’

The court noted that the partnership was formed in accordance with Texas law
and disagreed with the IRS’s contention that the formation of the partnership was for
no purpose other than to reduce estate tax.*** The primary purpose of the partners in
forming the partnership was to preserve the family ranching enterprise for themselves
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and their descendants.®*® Bringing organization to the ranch, the court noted, would
remove the ranch from the control of one or more fractional, undivided-interest
owners who could use the property at will, interfere with operations, and ultimately
force a partition or sale of the ranch.*® The partnership was also formed with an eye
towards the possibility of actively engaging in raising cattle. **

H. Gift Tax

In Technical Advice Memorandum 99-30-002,°* a father sold real estate to
his children, but did not report the real estate sale as a gift.>? In a later year, the father
did make gifts, reported those, and used up almost all of his unified credit.** The
father later died, and on audit, the IRS took the position that there was a gift element
to the original sale.’® The statute of limitation had closed on the gifts made in the
later year.®® The examining agent asked for technical advice to determine whether the
estate could go back and apply the credit against the sale-gift transaction.’® The IRS
ruled that the estate could not do so, as the credit had been “used up” in the later
transaction. %%

In Rosano v. United States,*® the decedent had a checking account with a
bank and a cash management account with Merrill Lynch at the time of death.5* The
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prior year that would have used up the credit. The estate was therefore estopped from claiming the
credit for the earlier gift. See id. The IRS acknowledged that the taxpayer should have used the credit
in the prior year under Rev. Rul. 79-398, but based on the taxpayer’s misconception, which need not
have been intentional, and the IRS’s reliance on when the second gift was made, the credit was used up.
See id. This appears to be the wrong result. Assuming the IRS’s argument is valid, then the correct
answer would be to reopen the year of the second gift. That is the year in which the misrepresentation,
if any, was made. The IRS apparently is leery of trying to reopen a closed year, and also will collect
more interest if it can deny the credit for the earlier year. The ruling illustrates the importance of filing
gift tax returns and reporting family transactions that might raise a taxable gift issue. See id. Since
1997, it is clear that full disclosure of a sale, made with an addendum to a gift tax return, will
accomplish this.

529.  Rosano v. United States, 67 F.Supp. 2d 113 (E.D. N.Y. 1999).
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decedent wrote a number of checks on the bank account to members of her family or
close friends.>** Some checks were issued in late December of 1989 and did not clear
until early January of 1990.%2 Others were written in early January of 1990 and did
not clear until the end of the month.>* The decedent died on January 21, 1990.5% The
decedent issued checks totaling more than $431,000.>* For tax purposes, the estate
treated the checks as gifts in 1989 and 1990 to members of the family or close
friends.>* The estate did not include the Merrill Lynch account as part of the gross
estate. 5

The IRS determined that the checks issued in late 1989 were, in fact, gifts
made in 1990.5® The IRS also included in the decedent’s gross estate the value of the
Merrill Lynch account the day after the decedent’s death. 5%

The court concluded that state property law controlled the determination of
whether the decedent’s checks were completed gifts at the time of death.>® Under
local (New York) law, the court explained that a gift check that is written and
delivered to the donee before the donor’s death, but not paid until after the donor’s
death, will not be considered a completed gift at the donor’s death.> The court noted
that under the relation-back doctrine, a donee may be considered to have received the
checks on the date the checks were presented for deposit at the recipient’s bank.>*
The court stated that the relation-back doctrine applied to the series of checks paid in
early 1990, at the time the decedent was alive.>*® The court also concluded that the
checks paid by the bank after the decedent’s death were not completed gifts.>** As a
result, the relation-back doctrine did not apply, and the full amount of the checks
should be included in the estate for tax purposes.®® The court rejected the estate’s
argument that the difference in treatment between non-charitable gifts and charitable
donations through the relation-back doctrine violates the equal protection clause of the
Fourteenth Amendment. 54
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Rul. 96-56, 1996-2 C.B. 161).
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In Private Letter Ruling 99-34-001,>* a father-in-law’s will established a trust
to benefit his son, his son’s wife, and his son’s descendants.>® The son died and the
daughter-in-law learned of her interest in the trust.>* The IRS ruled that the daughter-
in-law’s proposed disclaimer of her interest in the trust, if executed within nine
months of learning of the existence of the transfer, would be timely and would not
constitute a taxable gift. *°

I Generation-Skipping Transfer Tax
1. Grandfathering Provisions

In Simpson v. United States,*" the decedent’s spouse died in 1966 with a will
that created a testamentary trust for the primary benefit of the decedent.®* The trust
gave the decedent a general power of appointment by will.>*®* When the decedent died
in 1993, she exercised the power in favor of her grandchildren.® The district court
held that the exercise of the testamentary general power of appointment in favor of the
grandchildren triggered the GSTT.*® The issue was whether the transfer to the
grandchildren was a transfer under a trust which was irrevocable on September 25,
1985, and therefore not subject to the GSTT.**® The Eighth Circuit reversed the
district court, holding that the power of appointment that made the transfer possible
was created by the trust which became irrevocable on the death of the decedent’s
spouse in 1966.%” As such, the transfer was not subject to GSTT because it was made
pursuant to a trust which was irrevocable as of September 25, 1985.5%® The IRS has
announced a non-acquiescence in the Simpson case.>

2. Share of Estate Liable for Tax

Unless otherwise directed by the governing instrument reference to the GSTT,
the GSTT is charged to the property involved.*® The following sample language is
suggested as an example of a specific reference to the GSTT:

547.  Priv. Ltr. Rul. 99-34-011 (May 27, 1999).
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560.  See I.R.C. § 2603(b) (1994); In re Estate of Tubbs, 900 P.2d 865 (Kan. Ct. App. 1995)
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In the event there shall be imposed upon the estate of either of my children
the so-called ‘generation skipping tax’ under Chapter 13 of the Internal
Revenue Code, my Trustee shall advance to the estate of such of my
children such amount as is necessary to make payment of tax, from the share
of this Trust of such deceased child, prior to the distribution of such Trust’s
share as hereinabove provided.

J. Activities of Executors/Administrators

In In re Estates of Stoskopf,** a married couple died within a week of each
other in December 1994.%2 Before their deaths, they had appointed a son as agent
under their durable powers of attorney.*®® Acting as agent, the son purchased some of
the parents’ land and machinery at unspecified amounts without giving an accounting
to two brothers.®® In addition, the son, as agent, consistently refused to keep his
brothers informed of his activities concerning managing the parents’ assets and gave
himself a ten-year lease on pastureland belonging to one of the brothers without that
brother’s consent or knowledge.® The parents’ wills named the son as executor and
the other two sons filed a petition to remove the executor on the basis that the son had
violated certain fiduciary duties and had failed to act in good faith.*® After the
father’s death, the son stopped making monthly rental payments to the estate, and
substantial testimony revealed that the son provided misleading and inaccurate
information to his brothers concerning his dealings involving his parents’ assets
before their deaths. *’

The district court removed the son as executor of the estate and, on appeal, the
Court of Appeals noted that the only statutory direction guiding when and how an
executor should be removed is specified in section 59-1711 of the Kansas State
Statute.*® The court noted that the specific due process requirements afforded to an
executor before removal was an issue of first impression in Kansas.>® The court noted
that an executor’s removal is designed to protect the estate, rather than punish the

other death taxes” to be paid from residuary not specific enough reference to shift burden of GSTT).
See also Estate of Monroe v. Commissioner, 104 T.C. 352 (1995), rev’d on other grounds, 124 F.3d 699
(5th Cir. 1997) (delineating testamentary direct skips, not residuary); Priv. Ltr. Rul. 97-31-030 (May 5,
1997) (discussing GSTT payable from property, not residuary; will did not refer specifically to GST
tax).
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executor, and, as such, the court could proceed in a summary manner by giving the
executor notice of the petition to remove and an opportunity to show cause why the
executor should not be removed.’ The court noted that two hearings had been held,
with the first being a full evidentiary hearing at which the executor was given an
opportunity to rebut all allegations and evidence presented against him.>™ The court
noted that the second hearing tended to support the brothers’ allegations that the son
had misappropriated the parents’ assets before their deaths.*’? The court determined
that sufficient evidence was present to establish that a genuine conflict existed
between the brothers and son acting as executor, and held that the trial court removed
the son as executor based upon facts legitimately before the court, and that the son, as
executor, was afforded an opportunity to be heard at both hearings.>*® The court noted
that the district court did not abuse its discretion by removing the son as executor
without first finding that he had failed to refuse to perform his duties or the orders of
the court.”™

In In re Estate of Harrison,”* the decedent died intestate survived by a
spouse, children from a prior marriage and the decedent’s mother.5”® Before death, the
decedent had conveyed two parcels of real estate to himself and his parents as joint
tenants and had designated his parents as beneficiaries of the decedent’s retirement
plan®” The decedent failed to notify his employer of his remarriage and did not
obtain the second wife’s consent to the designation of his parents as beneficiaries of
the retirement plan.*® The decedent also borrowed from the plan to finance a land
purchase for himself and his parents as joint tenants.*”® The surviving spouse was
appointed administrator and entered into a settlement agreement with the decedent’s
mother regarding the joint tenancy land.*®® The surviving spouse then used $19,000 in
estate assets to pay the balance of the loan from the retirement plan.®® The probate
court ratified the payment of the $19,000 and the administrator’s actions in the
absence of the required statutory bond.>® The probate court also determined that there
was no justiciable controversy with respect to the settlement agreement between the
decedent’s mother and the surviving spouse, and also determined that the surviving
spouse was not liable for conversion for failing to pay the proceeds from the
settlement agreement into the estate, and that the surviving spouse was not liable for
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conversion, embezzlement, fraud, or breach of fiduciary duty with respect to the
decedent’s retirement plan. **

The court of appeals ruled that the probate court did not err in ratifying the
payment of the $19,000 of estate assets to pay the balance of the loan from the
retirement plan, because the payment was in the estate’s best interest.® The court
also noted that no timely objection was made to the absence of statutory bond or to the
surviving spouse’s appointment as administrator.®  Likewise, the settlement
agreement involved property that was not part of the estate, thus there was no
justiciable controversy concerning the agreement®®®  Because the settlement
agreement concerned property that was not part of the estate, the decedent’s two
children from a prior marriage lacked standing to argue that the proceeds should have
been included.®®” Likewise, the court of appeals held that the probate court did not err
in finding no conversion, embezzlement, fraud, or breach of fiduciary duty regarding
the retirement plan. %

K. Medicaid Planning %
1. Trusts

To be effective for Medicaid purposes, a trust must be established in a manner
such that there is not an implied agreement to maintain the assets for the grantor’s
benefit.*® For income-only irrevocable trusts, the grantor or the grantor’s spouse must
receive all of the income from the trust, but have no access to principal. If no portion
of the principal can be distributed to the individual (i.e., an “income only” trust), then
the trust principal is unavailable.** Similarly, assets contained in trusts established
before April 7, 1986 “solely for the benefit of a mentally retarded individual who
resides in an intermediate care facility for the mentally retarded” are not “available”
assets for Medicaid eligibility purposes. 5%
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592.  Martin v. Kansas Dept. of Social & Rehabilitation Serv., 988 P.2d 1217, 1219 (Kan. Ct.
App. 1999) (discussing a discretionary trust established in 1978 for a mentally retarded person).



106 Drake Journal of Agricultural Law [Vol. 5

In Sullivan v. County of Suffolk,>® the plaintiff sued the defendant and
members of its police department after being shot in the back by an officer.®** During
the pendency of the action, the plaintiff sought and began receiving Medicaid
benefits.*® The defendant filed a Medicaid lien against the plaintiff’s tort action and
any resulting proceeds.®® The lawsuit was eventually settled and the plaintiff
proposed a settlement order and supplemental needs trust that deferred payment of the
Medicaid lien until the plaintiff died.*" The district court ruled that the plaintiff had
to pay the Medicaid lien before using the settlement proceeds to establish the
supplemental needs trust.*® The plaintiff appealed, arguing that the plain language of
section 1396p(d) of the federal Medicaid statute authorized him to defer
reimbursement until his death, at which time the state would be reimbursed for the
medical assistance provided him throughout his lifetime.> The plaintiff argued that
section 1396p(d) required that the state be reimbursed for the “total medical assistance
paid” at the time a trust beneficiary dies.®® The Second Circuit rejected the plaintiff’s
reasoning, holding that the federal Medicaid eligibility rules do not govern the issue of
Medicaid lien priority.®* Instead, the court ruled that the issue of priority was
controlled by the state and federal assignment and subrogation laws.®? The court also
rejected the plaintiff’s argument that deferral of reimbursement in no way altered the
state’s right to pursue its subrogation rights. °®

2. Estate Recovery

In In re Estate of Kirk,*™ the decedent moved to a nursing home in July of
1993 and began receiving Medicaid benefits.*® The decedent’s husband remained in
the marital home until his death in late 1995.°® The husband’s will devised all of his
property to the decedent.®” The husband owned real and personal property valued at
$30,000, as well as property held in joint tenancy with the decedent, valued at
$26,000.%¢ The decedent died three months later in early 1996.%° The beneficiaries
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under the decedent’s will were her three daughters.®”® Within nine months after the
husband’s death, the executor of the decedent’s estate filed a disclaimer of all real and
personal property passing from the husband’s estate.®™ The disclaimer also included
the property held in joint tenancy.®®? The state Medicaid agency filed a claim in the
decedent’s estate for $41,612, seeking to recover the Medicaid benefits paid to the
decedent.®™® The state agency also filed a similar claim in the predeceased husband’s
estate to recover the cost of the surviving spouse’s care.

The district court determined that the husband’s estate was not responsible for
the Medicaid assistance provided to the decedent.*> The court also ruled that the
executor of the decedent’s estate had validly disclaimed the transfer of property from
her predeceased husband’s estate and that all of the husband’s property passed to the
daughters free from the state Medicaid agency’s claim.®*® The state Medicaid agency
appealed, claiming that a disclaimer is against public policy when made to avoid the
payment of a Medicaid claim in an estate.®” The state Medicaid agency also argued
that the executor could disclaim only what the decedent inherited, not the portion of
the joint tenancy property she already owned.

The Iowa Supreme Court upheld the district court’s determination that the
disclaimer was proper, but limited the disclaimer to the portion of the jointly held
property the decedent actually inherited.*® The court distinguished between a
proportional interest (a joint tenant’s interest at the joint tenancy’s creation) and an
accretive interest (the interest the survivor receives at the death of another joint
tenant).’® Because the decedent acquired her proportional interest in the property at
the time the tenancy was created, the court ruled that the disclaimer of joint tenancy
property was limited to the accretive interest. %

In In re Estate of Jobe,*” a couple’s marital home was placed in joint
tenancy.®? In 1993, the husband entered a nursing home and received Medicaid until
his death in late 1995.%%* The surviving spouse died in 1996.% The home, valued at
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approximately $35,000, was the only asset in the surviving spouse’s estate.®® In 1998,
the county Department of Social Services filed a claim against the surviving spouse’s
estate for reimbursement of $67,768 in Medicaid benefits provided to the husband.®”
The district court directed the estate to allow the claim, and the estate appealed,
arguing that the state statute on which the county based its claim conflicted with
federal Medicaid law.®® Federal law grants states the option to define an individual’s
estate to include “other” assets in which the decedent held “any legal title or interest at
the time of death,” including “assets conveyed . . . through joint tenancy . . . or other
arrangement.”®® The estate argued that Minnesota law exceeded this authority by
allowing recovery from the “estate of a surviving spouse” and from assets owned by a
spouse “at any time during the marriage.”® The estate also argued that allowing
claims against surviving spouses’ estates is contrary to the asset allocation and spend-
down provisions of both federal and state law, which promised that once allocations
and spend-downs are met, the assets allocated to the community spouse are no longer
“available.”

The Minnesota Court of Appeals held that federal law “clearly and
unambiguously authorizes a state to define an individual’s estate to include non-
probate assets, such as those conveyed to a survivor spouse to joint tenancy.”®* The
court reasoned that accepting the estate’s position would render portions of the federal
statute meaningless.®*® As to the estate’s argument that the statute violates spend-
down provisions, the court held that once a community spouse dies and no longer
requires protection from impoverishment, allowing a state to recover Medicaid
benefits “furthers the broader purpose of funding future services to the medically
needy.” #

3. Miscellaneous

In Kessman v. Ulster County Department of Social Services,** the plaintiff’s
wife moved to a nursing home in late 1994, where she remained until her death in late
1997.5%% The plaintiff applied for medical assistance on his wife’s behalf in 1996.%
The application was denied on the ground that the couple’s combined resources
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rendered the wife ineligible for medical assistance.®® The plaintiff challenged the
denial arguing that the defendant erred in including the couple’s resources the
plaintiffs twenty-five percent interest in the assets of a family-owned corporation.®®
State law exempted the equity value of business property that was “income-
producing” from consideration when determining Medicaid eligibility. ®°

At a fair hearing, the plaintiff testified that he did not receive income from the
family-owned corporation, but did receive payment of certain contractual obligations
owed to him by the family corporation arising from the sale of a business entity.**
The corporate account reported that the fair market value of the plaintiff’s interest in
the corporation was approximately $122,000, but that because it was a minority
interest in a closely-held corporation the plaintiff’s interest was actually worthless.®*
The court ruled that the plaintiff’s testimony and the accountant’s report supported the
defendant’s determination that the company was not “income-producing business
property.”®? The fair market value of the plaintiff’s interest was therefore included
among the couple’s resources in determining Medicaid eligibility, rendering the wife
ineligible for medical assistance. **

Senate Republicans have introduced an amendment to managed care reform
legislation that would allow individuals to deduct all of their expenses for long-term
care insurance beginning in year 2000 for any long-term care insurance they do not
receive through their employer.** The proposal would also allow qualified long-term
care insurance to be included in cafeteria plans, flexible spending arrangements, and
health flexible spending accounts. ¢

L. Wills and Trusts

In In re Estate of Mildrexter,*” the decedent’s will left all of the decedent’s
“other personal property” that had not been specifically disposed of to the decedent’s
only surviving sister.*® The will also required the decedent’s “real and personal
property” to be auctioned with the proceeds going to the Mildrexter Foundation
Trust.®® The issue was whether all of the “personal property” other than real estate
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passed to the surviving sister.®®® Paragraph 24 of the decedent’s will provided: I
request my executors to have an auction amongst my family members . . . to auction
off my other personal property items not specifically bequeathed. The proceeds shall
be divided equally between my brothers and sisters who survive me.”®* Paragraph 29
of the decedent’s will, however, “authorized her executors to sell all of the balance of
her real and personal property at public auction or private sale, with the proceeds to
pass under the residuary clause of her will.”*? The residuary clause directed that “[a]ll
of my property, both real and personal, wherever the same may be situated, subject
only to the special provisions set forth in this my last will and testament, shall go to
the Frank and Marie Mildrexter Foundation Trust.”®* The decedent’s sister requested
that the district court construe the will such that all of the decedent’s “personal
property, not just personal effects, be subject to paragraph 24, the private family
provision of the will.”®* The district court, however, concluded that the will
provisions were not ambiguous and the decedent’s “clear intent as expressed in
paragraph 24 was that ‘personal property items’ meant personal effects such as
household goods and personal belongings and did not include stocks, CDs, and the
other personal property that would pass under the residuary clause.” ®®

The Court of Appeals affirmed the district court, noting that if any part of a
will restricts or qualifies the general term “personal property,” that term must be so
restricted and qualified.®® Accordingly, the court determined that it appeared that it
was the decedent’s intent to only subject household items and personal effects to
auction.®” The court took special note that the language of paragraph 24 including the
phrase “other personal property items” directly followed twenty specific bequests of
household items and indicated only those same type of items were to be sold at the
auction.®®® In addition, the court noted that paragraph 24 did not contain an expansive
phrase requiring “personal property” to be interpreted as all property except real
estate.®® The decedent, however, did use such expansive terms elsewhere in the will,
indicating that the decedent could have used them in paragraph 24 if she had
intended.®® As such, the court held that it was the decedent’s “expressed intent that
only personal property items of the type previously bequeathed in paragraphs 4
through 23 were to be auctioned under paragraph 24, and the balance of real and
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personal property, unless otherwise specifically bequeathed or devised, was to pass in
accordance with the residuary clause.” !

In In re Estate of Jetter,*®® the decedent and his brother were lifelong
bachelors who farmed and ranched.®® In 1981, the decedent contacted an attorney to
have a will prepared leaving his entire estate to his brother.®®* The third provision of
the will provided:

I have intentionally omitted all of my heirs and all other persons
whomsoever, who are not specifically mentioned herein, and | hereby
generally and specifically disinherit each and all persons whomsoever
claiming to be my heirs-at-law and each and all persons whomsoever who, if
| died intestate, would be entitled to any part of my estate except as those
herein provided for. %

The brother contacted the same attorney the next year and executed a nearly
identical will, leaving everything to the decedent.®® The brother died in 1990, at
which time the decedent was incompetent.®” Upon the decedent’s death in 1996, his
1981 will was admitted into probate, and the personal representative petitioned for a
determination of heirship. ®®

At the probate hearing, the contestants were cousins claiming through the
decedent’s mother, nieces and nephews claiming through an alleged half-brother, and
the state of South Dakota.®® The state claimed that because the decedent’s will
contained no residuary clause, and because the decedent specifically disinherited all
persons claiming as intestate heirs, that the entire estate escheated.®® The trial court
determined that the will provision was ineffective to dispose of the decedent’s
property and denied the state’s claim, and directed that the property be distributed
according to state intestate succession law.®* The state appealed, and the South
Dakota Supreme Court affirmed the trial court and held that the will provision was
designed simply to prevent any person from claiming as a pretermitted heir, and did
not operate as an effective disposition of property.®? The Supreme Court thus
remanded the case for completion of the probate proceedings. 7
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On remand, the court determined that there was sufficient evidence that the
decedent’s father had a bastard child in 1899, one year before immigrating to the
United States in 1900.5* The child then joined his alleged father in the United States
in 1922.5% Accordingly, the child was a half-brother of the decedent and the child’s
heirs were intestate successors.t® Because the court had already determined that the
will provision was ineffective, it prevented the decedent’s cousins on both sides from
re-litigating the issue of the meaning of the will language. ¢’

In Martone v. Martone,®”® the decedent died leaving a widow, four adult
children from a prior marriage, grandchildren and great-grandchildren.®”® The
surviving spouse filed an application for probate of a will executed by the decedent
one year before death, and gave notice to the four adult children.®® The children
contested the admission of the will to probate on grounds of lack of testamentary
capacity and existence of undue influence.®®® The court ordered all testamentary
documents of the decedent to be filed.®® In accordance with this ruling, another will
executed one month before the will that was originally offered for probate was filed
along with a pour-over will executed four years earlier.®® The pour-over will was
executed the same day as an inter vivos trust. %

Under the pour-over will, the grandchildren and great-grandchildren would
take only from the income of the estate while the estate assets were in the hands of the
executor and before they were transferred to the trustee.®® The amounts to be
distributed were in the sole discretion of the trustee.®® As a result, the trial court ruled
that the decedent’s nine-year-old granddaughter, as a member of the class of “issue”
mentioned in the pour-over will, did not have standing to contest the admission to
probate of the later executed will.*” The Virginia Supreme Court affirmed the trial
court on this issue, determining that the granddaughter did not have the requisite
status as a “person interested” in the estate, as that term is used under Virginia law. %

The court characterized the granddaughter’s interest as a “mere expectancy,
not a legally ascertainable right.”®® Interestingly, the court did not characterize the
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granddaughter’s interest as an interest of a beneficiary in a discretionary trust.®®

Generally, beneficiaries of discretionary trusts are treated as having a property interest,
not a mere expectancy. **

In Linkous v. Candler,*? the decedent and her spouse created an irrevocable
trust incident to their divorce. ** The trust provided that the net income was to be
distributed to the decedent during life, and upon the decedent’s death, to the
decedent’s soon to be ex-spouse and the decedent’s then living children.®®* If any
child died leaving issue, the issue were to take the deceased child’s share of the
income.*® Upon the death of the last surviving child of the decedent and the ex-
spouse, the trust was to be divided among the then living grandchildren. %

There were four children alive at the time of the trust creation and three at the
time of the decedent’s death.®” Upon the decedent’s death, the three surviving
children all renounced their interests and sought immediate distribution to the
remaindermen grandchildren. %

The court, reversing a lower court decree, held that inasmuch as the trust
instrument provided for distribution to the surviving grandchildren, acceleration
would not be consistent with the dispositive plan of the settlors.*® The court
emphasized that the class of grandchildren remained open during the lives of their
parents.’®  According to the court, acceleration would “deprive potential class
members of their share of the trust.” ™

In re Estate of Kleinman™ involved construction of a provision of the
Uniform Probate Code (UPC) in Utah, a UPC state.”® The UPC allows holographic
wills and also allows the testator to use a separate “list” to dispose of tangible personal
property.”® 1In this case, the decedent drew up an instrument labeled “tangible
personal property.”® Under the terms of the instrument, two charities were to receive
certain funds.” Because the instrument was in the decedent’s handwriting and was
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signed, the court concluded that it could be considered a valid holographic codicil.”’
The court reasoned that this interpretation was consistent with the decedent’s intent.”®
A dissenting judge would have found that the document was not executed with the
requisite testamentary intent so as to qualify as a valid holographic will.”® The
dissenting judge reasoned that because the decedent labeled the document “tangible
personal property,” the decedent intended the document as something other than a
will.” In addition, the dissenting judge would have held that the instrument could not
have qualified as a “list” because the UPC does not allow a “list” to be used to dispose
of cash, which is intangible personal property.

Estate of Hume v. Klank™? is an ademption by extinction case. The decedent,
a lawyer, died with a holographic will in existence.”® The will specifically devised the
decedent’s Atlanta residence to Meredith Klank, with the residue passing to the
University of the South.”* Before death, the decedent defaulted on the mortgage on
the Atlanta property.” A foreclosure sale took place and yielded approximately
$55,000 of surplus proceeds.”® By this time, the decedent was dead and his estate was
probated.”” The question before the court was whether the proceeds of the foreclosure
sale were to be distributed to the specific devisee, Klank, or to the residuary
devisee. "

Both the trial court and court of appeals ruled in Klank’s favor.”® On appeal,
the Tennessee Supreme Court reversed, holding that the proper test was whether the
specific item devised was in the decedent’s estate at the time of the decedent’s
death.”® Because the residence was not in the decedent’s estate at the time of death, it
was adeemed. #

In In re Estate of Nagel,’? a husband and wife placed their property in living
revocable trusts.”” The settlors were killed simultaneously in an accident that
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precipitated a tort action brought by the estate of a third person, also killed in the
accident.”* Both trusts contained the following provision:

Upon the death of the trustor: This trust shall become irrevocable and there
shall first be paid from the trust all expenses of the last illness and funeral of
the Trustor, any indebtedness owed by the Trustor and any estate tax, gift
tax, inheritance tax or income tax owed by the Trustor. ®

The executor of the third party’s estate brought an action for declaratory judgment,
asserting the trusts’ assets should be subject to the wrongful-death claim of the third
party’s estate. "

The lowa Supreme Court affirmed the district court’s determination that the
assets of the trust were available to satisfy any wrongful-death judgment entered in
favor of the third party’s estate.”” The court noted that the husband and wife had
designated themselves as one of the beneficiaries of their respective trusts with their
children as the remaining beneficiaries and as successor-trustees.’” The court noted
that when a trust is created for the settlor’s own benefit, the settlor’s creditors can
reach any trust assets available to the settlor.””® The court reasoned that this rule
promoted a valid public policy of not allowing persons to shelter their assets from
creditors in a discretionary trust of which the settlor is a beneficiary and thus be able
to enjoy the benefits of property ownership without any of the burdens. ™°

While the successor trustees claimed that, in order to reach the trusts’ assets, it
was necessary to find that the settlors created the trusts with the intent to avoid their
creditors, the court determined that such a finding was unnecessary because it was
irrelevant if a settlor intended to defraud creditors or was solvent at the time of the
creation of the trust.™ The court also noted that if the settlors had survived the
accident and the third party’s estate recovered on the wrongful-death claim, the assets
of the trust could be used to satisfy a judgment against them. 72

While the court noted that the settlor’s powers to amend or revoke the trusts,
or to direct payment from it, died with them, and the remainder beneficiaries’ interest
in the trust became vested, that was still insufficient to bar a creditor from reaching the
trust’s assets.”® The court did cite an Ohio case which held, in 1939, that when the
settlor of a revocable living trust dies, the property is no longer subject to his debts.™
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However, the court also cited other authority to the contrary.” The successor trustees
also argued that the trusts’ assets should not be reachable because the contingent
wrongful-death claim was not a “debt” required to be paid out of the trust.”®® The
successor trustee’s pointed to the language of the trusts that stated “any indebtedness
owed by the trustor” for support that the debt must have arisen during the settlor’s
lifetime in order for the trusts’ assets to be reached.”” The court disagreed, noting that
the facts precipitating the tort claim occurred during the settlor’s lifetime. ™

In In re Estate of Wilkins,” the decedent died in 1988 survived by a brother
and three sisters and an alleged non-marital child, Michael Minor.™ The decedent left
a hand-written will that was executed four years before Michael’s birth under which
the decedent left his estate in varying percentages to his brother and sisters.” Michael
did not commence a paternity proceeding in family court until January of 1997.7** The
question presented was whether the non-marital child could inherit from his father
under New York law.”® New York law specifies that where there is no order of
filiation or duly filed acknowledgment of paternity, clear and convincing evidence of
paternity must be present as well as evidence that the father had openly and
notoriously acknowledged the child as his own.”™ The court determined that
sufficient evidence was present such that no other conclusion could be reached than
that the child was the decedent’s son.”* Accordingly, the son acquired the rights of a
pretermitted heir and was entitled to his intestate share of the decedent’s estate which,
in this case, was the entire estate. ™

In In re Estate of Wells,” the decedent executed a last will and testament
containing an in terrorem clause.”® At the time the will was executed, the decedent
was divorced, and the ex-spouse executed a valid consent, waiving her statutory
rights.”* Later the same day, the decedent and ex-spouse remarried.”™ Three months
later, the decedent adopted his spouse’s daughter.” Three months after the adoption,
the decedent executed a codicil leaving his spouse additional vehicles and real estate
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and adding the spouse to the list of residuary legatees.”™ The codicil contained a
provision noting that the decedent was confirming and republishing his will in all
respects except as indicated by the codicil.””® The spouse executed a consent, waiving
her statutory rights as surviving spouse.”™ Two weeks later, the decedent executed a
second codicil designed to correct typographical errors, but which was essentially
identical to the first codicil.” The second codicil also contained a clause confirming
and republishing the decedent’s will.”*® Again, the spouse executed a consent waiving
her statutory rights as a surviving spouse.”” The decedent died two days after
executing the second codicil.”™® The will was admitted to probate and the spouse’s
consents were determined to be valid.” Later, the surviving spouse claimed the
decedent’s will was invalid on the basis that her subsequent marriage to the decedent
and the decedent’s adoption of the spouse’s daughter revoked the will in accordance
with Kansas Statute section 59-610, and that, therefore, the decedent died intestate.”
section 59-610 states that: “if after making a will the testator marries and has a child,
by birth or adoption, the will is thereby revoked.” ™

Consequently, the spouse requested a denial of the will to probate.”® The
executor argued that the decedent had republished his will by virtue of the codicils,
and that the surviving spouse had not objected to admission of the will to probate.”
The trial court determined that the decedent’s codicils republished his will and that
section 59-610 did not apply.”™ The trial court also determined that the purpose of the
surviving spouse’s assertion of invalidity of the will potentially invoked the will’s in
terrorem clause.” However, the trial court determined that the surviving spouse had
probable cause to contest the will and refused to invoke the in terrorem clause. "

On appeal, the court noted that the surviving spouse did not oppose admission
of the will to probate and did not appeal the order admitting the will to probate or the
determination of the validity of the consents.” Under Kansas law, probate courts
have “continuing control over their own orders, judgments and decrees for 30 days.”"®®
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Thereafter, vacating or modifying a judgment is controlled by section 60-260(b)."°
Because the surviving spouse filed her petition fifty days after the court’s order, 60-
260(b) represented her only avenue for relief in the district court.”™ Thus, the
surviving spouse’s assertion that the will was void under 59-610 failed on a
procedural basis. While the court noted that there were no Kansas decisions directly
addressing whether republication by a subsequent codicil revives a will after statutory
revocation, the court did note that there were no decisions from any jurisdictions
suggesting a prohibition of such a revival.”* Thus, the court reversed the trial court
and determined that a will revoked pursuant to section 59-610 by marriage and
subsequent birth or adoption of a child may be revived by republication through a
codicil or other instrument which meets the necessary testamentary formalities.””? As
a result, the in terrorem clause was upheld against the surviving spouse. "

M. Pre-Marital Agreements

In King v. Estate of King,”” the plaintiff entered into a prenuptial agreement
with her husband before his death, specifying that each party would “retain as his or
her sole property all of the real or personal property owned by each of them at the time
of their marriage or that they came into the possession of during the course of their
marriage.””” The prenuptial agreement contained an exception specifying that the
parties were going to jointly purchase a residence and would each invest $60,000
toward the purchase.””® The exception specified that the parties agreed that upon the
death of the first of them, the survivor was to have the right to remain in the home as
long as the survivor could maintain the property as a primary residence or until death,
whichever occurred first.”” The exception specified that if the survivor was no longer
able to maintain the property as a residence, the property was to be sold with the net
proceeds divided equally between the survivor and the pre-deceased spouse’s
children.” If the property was owned until the survivor’s death, upon the death of the
survivor, the exception specified that the residence was to be sold with the net
proceeds divided equally between the children of each of the spouses.”” The home
was purchased and a deed was signed by both parties as joint tenants with the right of
survivorship and not as tenants in common. ™
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Slightly more than two years later, the husband died and the surviving spouse
filed a petition seeking to quiet title to the residence solely in her name.”™ The
surviving spouse argued that the residence was not subject to the prenuptial agreement
because the joint tenancy deed gave her legal title to the property at the moment of her
husband’s death.” The decedent’s estate filed a motion for summary judgment on the
basis that the residence was subject to the prenuptial agreement and that the surviving
spouse, therefore, was not the fee simple owner of the real estate.”® The trial court
granted the estate’s motion for summary judgment.

On appeal, the surviving spouse maintained that the joint tenancy deeds were
an amendment to the agreement, and, therefore, superseded the prenuptial
agreement.”® The court disagreed, noting that there was no conflict between the deeds
and the premarital agreement.”® By adding the exception to the prenuptial agreement,
the court noted that “the parties clearly indicated their desire to have the property
distributed evenly to their respective estates upon the death of both parties.””® As
such, the exception was not ambiguous and did not require construction.” The court
also noted that without the joint tenancy provision in the deeds, the decedent’s heirs
would have become one-half owners in the real estate upon his death.”® As a result,
the heirs could have demanded that the surviving spouse sell the house and provide
them with one-half of the proceeds, leaving the surviving spouse without a
residence.”® The court reasoned that the parties contemplated this potential event and
included the exception in the prenuptial agreement to avoid the problem. ™*

N. Administrative Expenses

In Lindberg v. United States,” the decedent’s will provided for bequests to
the decedent’s charitable foundation.”® The decedent’s heirs hired attorneys to
prepare litigation against the decedent, the foundation and the foundation trustee for
tortious interference with inheritance.” The parties entered into negotiations after the
decedent’s death and reached a settlement which included additional payments to the
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heirs from the foundation bequest.”® The foundation stated that the settlement was
reached in order to avoid the legal costs of litigation.”® The decedent’s estate
deducted the settlement payments as either a claim against the estate or administrative
expenses.”””  The court denied the deduction, holding that the settlement was a
nondeductible distribution to heirs because the cause of action for interference with
inheritance could not have been brought against the decedent, but was a liability of the
foundation or its trustee.”® The court held that the settlement was not a deductible
administrative expense because the estate was not benefited or diminished by the
action. "

0. Legislation

Legislation has been introduced into the United States House of
Representatives that would extend the deadline for filing federal estate tax returns
from nine months to twenty-four months after a decedent’s death.

1. CONCLUSION

Estate planning will continue to be one of the key “bread and butter” areas of
practice for practitioners representing farmers and ranchers. This may be especially
true for practitioners in rural areas with primarily a rural clientele.
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