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Disclaimer of Interest in Decedent's Estate Is Not Qualified Disclaimer
A disclaimer made by the children of a decedent of less than their entire interest in the decedent's IRA is not a qualified disclaimer under  §2518 because the children did not disclaim their entire interest, the IRS ruled.

Decedent and Spouse entered into a prenuptial agreement under which Decedent agreed to establish Trust 1 under the terms of her will for the benefit of Spouse and to designate Trust 1 as the beneficiary of Decedent's IRA. Decedent's will provides for the creation of Trust 1 and further provides that Spouse is to receive all of the net income from Trust 1. Upon Spouse's death, Trust 1 will terminate and the trust estate, which consists of the IRA, will be distributed to Trust 2. The articles of Trust 2 provide that upon Decedent's death, the trust estate is to be distributed in equal shares to Decedent's children then living.

Decedent transferred the IRA to another custodial account and executed a new benefi-ciary form designating her children as the beneficiaries of the IRA. Within nine months of Decedent's death, the children disclaimed their interests in the IRA in writing, deliver-ed the disclaimers to the executors of Decedent's estate, and filed the disclaimers in pro-bate court. As a result of the disclaimers, the IRA passes, by specific bequest in Dece-dent's will, to Trust 1, which upon Spouse's death will terminate and be distributed to Trust 2.

The IRS ruled that Decedent's children's disclaimers are not qualified disclaimers for purposes of §2518 because the children did not disclaim their entire interest in the IRA. The IRS explained that under Regs. §25.2518-2(e)(3)  if a disclaimer made by a person other that the surviving spouse is not effective to pass completely an interest in property to a person other than the disclaimant because the disclaimant also has a right to receive such property as an heir at law, residuary beneficiary, or by other means, then the dis-claimer is not a qualified disclaimer with respect to the portion of the disclaimed property that the disclaimant has a right to receive. The IRS stated that since the IRA will be distri-buted to Trust 2 upon Spouse's death and the children did not disclaim their interests in Trust 2, the children did not disclaim their entire interest in the IRA.

PLR 200846003.

Section 6166 Election Only Valid If Attached to Timely Filed Estate Tax Return

An election to pay the estate tax in installments may only be made by attaching a notice to a timely filed return, the Chief Counsel's Office advised.

Decedent (D) died testate. D's parents, named as personal representatives in D's will, were appointed by the court. D's parents retained a CPA to prepare D's federal estate tax return. The CPA determined that the return would not be ready by the original due date and requested an extension of time to file. The CPA attached a statement to the request 
indicating that it was expected that the estate would be eligible to make a  §6166 election to pay the estate tax in installments. The return was filed 10 days after the extended due date. The D's parents were sent a preliminary letter denying the  §6166 election, since it 

was not made with a timely filed estate tax return. D's estate requested, and later with-drew the request for, a private letter ruling that the estate be given an extension of time under Regs.   §301.9100-3  to make a  §6166 election, or alternatively, that a valid  §6166 election was made by the statement attached to the request for extension of time.

The Chief Counsel's Office advised that Regs. §301.9100-3 allows for additional exten-sions, but these extensions are only available for regulatory elections, and the  §6166 e-lection is a statutory election, not a regulatory election. The Chief Counsel's Office fur-ther explained that the statement attached to the request for extension was not a valid  §6166 election for two reasons: (1) pursuant to  §6166(d) and Regs. §20.6166-1(b) , a  §6166 election must be attached to a timely filed estate tax return, not a request for exten-sion of time to file an estate tax return, and (2) the statement did not purport to make a  §6166 election, but only stated that it was anticipated that the estate would be eligible for such an election.

CCA 200848004.

Non-Qualified Disclaimers Make Disclaimants Transferors for Gift and GST Tax Puposes

Trust beneficiaries making non-qualified disclaimers of their interests are subject to gift tax for the disclaimers, but the passing of the interests to the beneficiaries' children as a result of the disclaimers is not subject to GST tax, the IRS ruled.

Settlors, husband and wife, created an irrevocable trust for the benefit of their four child-ren.  If a child predeceases the settlors, the child's share of the trust passes to the child's issue. To date, the trustee has not distributed any trust income or principal to the settlors' children.  Each of the settlors' children proposes to execute a non-qualified disclaimer of his or her present and future interests in the trust more than nine months after the date of the transfer creating the interests.

The IRS ruled that non-qualified disclaimers by the children will be transfers subject to gift tax under §2501. The IRS explained that the disclaimers will be non-qualified dis-claimers under §2518 because they will not be made within nine months of the date of the transfer creating the interest. The IRS stated that with respect to a non-qualified disclaim-er, the property is treated for federal gift, estate, and generation-skipping transfer (GST) tax purposes as passing from the disclaimant to the person entitled to receive the property as a result of the disclaimer.

The IRS also ruled that with respect to the portions of the trust in which the disclaimants become transferors for GST purposes, neither the trust nor any grandchild of the settlors will be subject to GST tax upon any future distributions to a grandchild of the settlors. 
The IRS stated that each disclaimant will make a transfer subject to gift tax and will therefore be treated as the transferor for GST tax purposes to the extent of the gift.

PLR 200901013.

IRS Annuity Tables Apply in Valuing Estates' Lottery Interests for Estate Tax Purposes

The IRS annuity tables apply in valuing estates' lottery interests for estate tax purposes, even though the tables produced a value higher than the payments the estates received and the interests were subject to restrictions, the Sixth Circuit held.

In 1991, two individuals won portions of an Ohio lottery prize. Both died in 2001 with 15 non-assignable lottery payments remaining. The executor (N) for each decedent's estate elected to receive a lump-sum cash settlement of the remaining lottery prize. N valued each estate's interest at approximately $2,276,000, which was the amount each estate re-ceived from the Ohio lottery commission. The amount represented the present value of the remaining payments using a 9% discount rate from the state valuation tables in effect in 1991. The IRS increased the value of the estates' interests using the lower, date-of-death discount rates under the IRS annuity tables. In holding in N's favor, the district court concluded that an exception to the IRS tables was warranted because the tables cre-ated an unreasonable and unrealistic result and there was a more reasonable and realistic way to determine value [see 19 Tax Mgmt. Tax Prac. Bull. No. 13, 10 (6/18/07)]. The IRS appealed.

The Sixth Circuit held that the IRS annuity tables do not produce an unrealistic and un-reasonable value of the lottery annuities for estate tax purposes. Thus, the court con-cluded that departure from the tables is not justified or required. Although observing that the estates' choice to receive lump-sum settlements meant that the estates' received less than the value calculated under the IRS tables, the court stated that this was insufficient to invalidate properly enacted Treasury regulations. The court noted that the circuits are split on whether the IRS annuity tables produce an unrealistic and unreasonable result in valuing lottery payments with marketability restrictions. The court determined that the nonmarketability of annuities is an underlying assumption of the IRS tables and a market-ability factor is not necessary to value a guaranteed income stream.

Negron v. U.S., No. 07-4460 (1/28/09).

Some of Decedent's Transfers to FLP Included in Estate and Some Not Included

Although the decedent's initial transfers to a family limited partnership (FLP) were valid transfers and not includible in her estate, the decedent's later transfers to the FLP are in-cludible in her estate, the Tax Court held.


The decedent (D) died in 2003. After D's husband (H) died in 2000, H's executor made a qualified terminable interest property (QTIP) election for a trust created for D's benefit. H's estate claimed a martial deduction for the value of the QTIP trust. D's estate did not include the QTIP trust in D's gross estate because D, although entitled to all income from the trust annually for life, had not needed or received the income. D's estate also claimed discounts for amounts transferred to an FLP in 2002 and 2003. In 2002, D funded the FLP with securities because D wanted to continue H's investment strategies. D's son, the FLP's general partner, actively continued those strategies. However, when D transferred additional securities to the FLP in 2003, she was in declining health and did not retain sufficient other assets to pay her estate tax liabilities. D gave FLP interests to her child-ren. The IRS issued an estate tax deficiency notice to D's estate, claiming that D's estate
should be increased by the value of the QTIP trust and by the value of the assets D trans-ferred to the FLP in 2002 and 2003.

First, the Tax Court held that D's gross estate must include the value of the QTIP trust assets for which H's estate had claimed a marital deduction. The court noted that D was entitled to all annual income from the trust, no one had a power to appoint any part of the trust to anyone else during D's lifetime, H's estate had made a valid QTIP election, and D had not disposed of her trust interest before death. Next, the court held that D's estate was entitled to the claimed discount in valuing the estate's FLP interest as related to the secu-rities D transferred to the FLP in 2002. The court explained that the 2002 transfers were bona fide sales for adequate and full consideration and D had legitimate and substantial non-tax reasons for the transfers. However, the court held that D's estate was not entitled to a discount as related to D's 2003 securities transfers to the FLP because D did not have legitimate and substantial non-tax reasons for the transfers and D retained the economic benefit of the transferred securities.

Miller Est. v. Comr., T.C. Memo 2009-119 (5/27/09).

Despite Estate Tax Return Errors, Trusts Have Zero Inclusion Ratios for GST Tax Purposes
The GST tax inclusion ratios for trusts created for the decedent's spouse and descendants are zero because the GST exemption allocated to each trust equaled the amount passing to each trust, despite certain errors made on the estate tax return, the IRS ruled.

D's will divided the residue of D's estate among a descendants trust (T) and two marital trusts (MT1 and MT2). T was funded with certain identified assets. MT1 was funded with a pecuniary amount equal to D's available GST exemption less the value of the assets funding T and less all direct skip generation-skipping transfers occurring at D's death. MT2 was funded with the balance of the residue. On D's estate tax return, D's executor elected to treat specified amounts passing to MT1 and MT2 as qualified terminable inter-est property (QTIP) and claimed a marital deduction for those amounts. The return allo-cated D's available GST exemption to direct skips under D's will and to the portion of MT1 for which the executor made a QTIP election, which was the portion of MT1 for 
which the executor was also making a reverse QTIP election (thus allowing D to remain the transferor of that portion of MT1 for GST tax purposes). The executor later discover-ed that the amounts reported on the return as passing to MT1 and MT2 were incorrect. Because of these errors, D's executor requested a ruling regarding the inclusion ratios of T, MT1, and MT2 for GST tax purposes.

The IRS ruled that the inclusion ratios for T and MT1 are zero because the GST exemp-tion allocated to those trusts equals the amounts passing to those trusts. The IRS stated that D is the transferor for GST tax purposes of all of MT1. The IRS explained that D is the transferor of the entire portion of MT1 for which D's executor made a QTIP election because the executor also made a reverse QTIP election for that amount.  The IRS ex-plained that D is the transferor of the remainder of MT1 for which the executor did not make a QTIP election. The IRS indicated that the allocation of GST exemption to MT1 is void to the extent the allocation exceeded the amount passing to MT1. The IRS noted that
D is not the transferor of MT2. Thus, the IRS concluded that the balance of D's GST ex-emption was automatically allocated to T under the automatic allocation rules.

PLR 200924006.

Indirect Gift Made When Funding LLC at Same Time As Transferring Interest in LLC

The transfer of property to an LLC coupled with the gift of LLC interests to taxpayer's children is an indirect gift of the transferred property to the children, a district court held.

In November 2002, H formed LLC. On January 22, 2003, H gave W a 50% interest in LLC, and then H and W executed and dated documents contributing property to LLC. On the same day, H and W signed without dating a number of documents, which created trusts for each of H and W's four children and gifted percentage interests separately from H and W to each of the four trusts. The attorney later, claiming the missing dates a mis-take, filled in January 22, 2003, for the dates.

The LLC agreement places certain restrictions on the transfer of interests in it to non-family members, as well as restrictions on the involvement of members in LLC's day-to-day business. In light of these provisions, H and W applied a 47% discount in determi-ning their gift tax liability based on un-marketability. The IRS contended any discounting was improper, and, once in court, moved for summary judgment.

The court granted the IRS's motion for summary judgment and held that on January 22, 2003, H and W executed documents and transferred property in a manner that, as a matter of law, constituted indirect gifts to their children.

The court discussed similar cases with different outcomes. In Shepherd v. Comr., 115 T.C. 376 (2000), taxpayers created a partnership with their sons and simultaneously and subsequently transferred property to it. The Tax Court held that the property transfers were indirect gifts to the sons to the extent of their percentage interests in the partnership. 
In two other tax court cases with similar fact patterns--Jones Est. v. Comr., 116 T.C. 121 (2001), and Gross v. Comr., T.C. Memo 2008-221--the Tax Court found no indirect gift because the property contributed to the partnership was attributed solely to the donor's capital account initially and then the donor gave interests in the partnership to other part-ners. The Eighth Circuit, in Senda v. Comr., 433 F.3d 1044 (8th Cir. 2006), determined the sequence of activities in Jones Est. and Gross to be critical in evaluating in the tax consequences of the transactions.

The court explained that absent adequate proof of the sequence of events in Jones Est. and Gross, the transfers will constitute an indirect gift. The court determined that the current case is analogous to Shepherd and Senda because the trusts were created and the gifts of LLC interests were made to the trusts, on January 22, 2003, either before or si-multaneously with the contribution of property to LLC. The court stated that H and W's transfers of property enhanced the LLC interests held by the children's trusts and thereby constituted indirect gifts.

Linton v. U.S., No. C08-227Z (W.D. Wash. 7/1/09).

Extension of Time Granted for Electing Out of Automatic GST Exemption Allocation Rules for Trust
Taxpayer is granted a 60-day extension of time to make an election not to have the auto-matic GST exemption allocation rules apply to an insurance trust, the IRS ruled.

In Year 1, G created and funded an irrevocable insurance trust (T). Under T's terms, there is a possibility that a generation-skipping transfer (GST) could occur and T may be consi-dered a GST trust. G never intended T to be a GST trust and never intended for his GST exemption to be automatically allocated to T. An accountant prepared and filed a Year 1 gift tax return for G. Both the accountant and G's attorney signed affidavits stating that they did not believe that T was a GST trust and, thus, did not believe that G needed to elect out of the automatic GST exemption allocation rules for T. G signed an affidavit stating that he did not intend to allocate any of his GST exemption to T and that he relied on the accountant and attorney to properly file his gift tax return. After another attorney discovered that T could be a GST trust, G requested an extension of time to make an e-lection not to have the automatic allocation rules apply to T.

The IRS granted G a 60-day extension of time to make the election out of the automatic GST exemption allocation rules for transfers to T. The IRS concluded that there was a possibility that a GST could occur and that T could be considered a GST trust. The IRS explained that the Code automatically allocates sufficient GST exemption to make the GST tax inclusion ratio zero for lifetime indirect skip transfers to GST trusts. However, the IRS noted, an individual may elect not to have the automatic allocation rules apply to any or all transfers to a particular trust. According to the IRS, an individual should make this election on a timely filed gift tax return for the year for which the election is to 
become effective. The IRS concluded that G had satisfied the requirements for an exten-sion of time to make the election because G relied on a qualified tax professional who failed to make (or failed to advise G to make) the election and granting the relief will not prejudice the IRS's interests.

PLR 200930033.

Single-Member LLC Remains Entity Separate from Owner for Federal Gift Tax Purposes

Gift transfers of interest in a single-member LLC to trusts should be valued as transfers of interests in the LLC and not as transfers of the LLC’s underlying assets, the Tax Court held.

In 2000, T organized a single-member LLC and transferred to it cash and marketable se-curities.  Subsequently, T transferred her entire interest in the LLC to two trusts, one for the benefit of her son and another for the benefit of her granddaughter.  T first gave a 9.5% membership interest to each of the trusts to use a portion of her then-available cre-dit amount and GST exemption.  T then sold each of the trusts a 40.5% membership in-terest in exchange for a secured promissory note.

Each of the two promissory notes had a face value based on an appraisal that valued a 1% non-managing interest in the LLC by applying a 30% discount to the value of the LLC’s underlying assets.  T reported the gift to each trust of a 9.5% LLC interest and valued those interests by multiplying the 9.5% interest by the appraised value of a l% interest.

The IRS issued a deficiency notice.  The IRS determined that T’s 9.5% LLC interest gift transfers are properly treated as gifts of proportionate shares of the LLC’s assets, not as transfers of interests in the LLC.  The IRS also determined that T made gifts to the trusts of the 40.5% interests in the LLC to the extent that the value of 40.5% of the underlying assets of the LLC exceeded the value of the promissory notes from the trusts.
The Tax Court, in a reviewed decision, held that the transfers to the trusts should be va-lued for federal gift tax purposes as transfers of interests in the LLC and not as transfers of a proportionate share of the underlying assets of the LLC, because under state law the LLC is an entity separate from its owner.

The Court explained that under relevant state law T had no legal interest or right in the underlying assets of the LLC, which under state law is recognized as an entity separate from its members, and federal law could not create a property right in those assets.  The Court acknowledged that for federal tax purposes the default classification for an entity with a single owner is that the entity is disregarded as an entity separate from its owner.

However, the Court disagreed with the IRS’s argument that the check-the-box regulations required the Court to disregard a single-member LLC, validly formed under state law, in 
deciding how to value and tax a donor’s transfer of an ownership interest in the LLC un-der the federal gift tax regime.

The Court also noted that Congress has enacted some Code provisions that disregard state law restrictions in valuing transfers, but that Congress has not acted to eliminate entity-related discounts in the case of LLCs.  In the absence of congressional action, the Court stated, the IRS cannot by regulation overrule the historical federal gift tax valuation re-gime.

Pierre v. Commr., 133 T.C. No. 2 (8/24/09)

IRA Not Treated As Inherited IRA with Respect to Surviving Spouse

Where an IRA passed to a marital trust after designated beneficiaries disclaimed their interest, the surviving spouse, who was the sole trustee, was eligible to rollover the de-ceased’s IRA in her own name, the IRS ruled.
D had designated his children as beneficiaries of his IRA.  Within 9 months of his death, his children executed valid disclaimers of their interest in his IRA.  The IRA passed un-der the terms of D’s will to a trust established to benefit D’s spouse (S).  S, as sole trustee of the trust, requested a distribution of the amount held in the IRA and rolled over this a-mount into new IRAs set up in her name.

Although D’s IRA passed through a trust, the IRS ruled that the IRA is not treated as an inherited IRA under §408(d) because D’s surviving spouse was the sole trustee and had sole authority over the IRA proceeds.  Thus, S was eligible to rollover amounts held in D’s IRA to IRAs set up in her own name, the IRS concluded.

PLR 200934046

Decedent Created and Funded FLP before Death and FLP Assets not Included in Estate

The decedent created and funded a valid FLP before she died and the assets she transfer-red to the FLP are not includible in her estate, the district court held.

The decedent, an elderly and financially savvy widow, signed papers creating an FLP and an LLC that was to serve as the FLP’s general partner within days of her death.  The FLP’s limited partners were the decedent’s two trusts.  The decedent, as trustee, planned to fund the FLP with $250 million in securities and cash owned by the trusts.  She would retain more than $110 million of assets outside of the FLP.  The decedent was sole owner of the LLC but planned to sell her LLC interest to her descendants.  Because of uncer-tainty about the value of certain assets, the FLP’s schedule A, which listed the partners’ capital contributions, contained blanks.  The decedent’s advisors applied for tax identify-cation numbers for the FLP and LLC and filed the FLP’s certificate and the LLC’s arti-
cles with the state.  When the decedent died before the completion of the FLP formalities and asset transfers, her advisors stopped working on the transaction.  The advisors com-pleted the formalities and funding a year later, after one of them learned at an estate plan-ning seminar that the decedent may, in fact, have created and funded a viable FLP before she died.  The decedent’s estate tax return did not apply discounts in valuing the FLP in-terests.
The District Court held that D’s estate was entitled to an estate tax refund.  The Court concluded that D intended to fund the FLP and that, under state law, D fully formed a valid FLP before her death and the securities she planned to transfer to the FLP were be-neficially owned by the FLP at the death.  The Court also concluded that D intended to capitalize the LLC and that D’s estate had an obligation to sell D’s LLC interest to her descendants because D had an enforceable agreement with the descendants.  The Court agreed with the estate’s expert that lack of control and marketability discounts applied in valuing the FLP interests.  In addition, the Court determined that the assets owned by the FLP were not included in D’s estate because D’s transfer was a bona fide sale for ade-quate and full consideration.

Keller v. U.S., No. V-02-62 (S.D. Tex. 8/20/09)
Allocation of GST Exemption under Extension Granted Will Void Taxpayer’s Prior Late Allocation
T’s allocation of GST exemption to a transfer to a trust pursuant to the extension of time the IRS granted will void T’s prior late allocation to such transfer, the IRS ruled.

In year 1, T created an irrevocable trust for the benefit of her descendants and their spouses.  T transferred stock to the trust in year 1.  An accountant prepared and filed T’s gift tax return, which did not allocate T’s GST exemption to the stock transfer.  In year 2, T transferred a life insurance policy to the trust.  The accountant preparing the year 2 gift tax return discovered that T had not allocated GST exemption to the year 1 transfer.  The year 2 gift tax return allocated GST exemption to the policy transfer and made a late allo-cation of T’s remaining GST exemption to the stock transfer in year 1.  At the time of T’s late allocation, the stock’s value had increased to an amount that was greater than the a-mount of T’s GST exemption available for allocation.  Thus, the trust had an inclusion ratio of .2645 after the allocation.

The IRS granted T a 60-day extension of time to allocate GST exemption to the year 1 transfer because T had satisfied the requirements for relief by relying on a qualified tax professional.  The IRS indicated that the allocation will be effective as of the date of the transfer and the transfer’s gift tax  value will be used in determining the amount of GST exemption to be allocated.  The IRS ruled that the late allocation of GST exemption to the year 1 transfer on T’s year 2 gift tax return will be treated as ineffective because, if T makes the allocation pursuant to the extension granted, the allocation will be deemed timely.  Thus, assuming T has sufficient GST exemption available and T makes the allo-
cation, the IRS stated that the trust will be deemed to have a zero inclusion ratio for GST tax purposes immediately before the late allocation.
PLR 200934025

Note:  the above topics were extracted from BNA’s Tax Management Tax Practice Series Bulletins, dated December 1, 2008 through September 7, 2009.
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