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RECENT FEDERAL DEVELOPMENTS 

 

FEDERAL REGULATIONS AND ADMINISTRATIVE MATTERS 

A. Rev. Proc. 2016-55, 2016-45 I.R.B. 707 (November 7, 2016) sets forth the inflation-adjusted 

figures for exclusions, deductions, and credits for 2017.  In the estate and gift tax area these 

figures are the following: 

 Applicable Exclusion Amount                      Increases to $5,490,000 

 Annual Exclusion:                                         Remains at $14,000 

 Foreign Spouse Annual Exclusion:               Increases to $149,000 

 §2032A Aggregate Decrease:                        Increases to $1,120,000 

 §6601(j) 2% Amount:                                    Increases to $1,490,000 

 §6039F Gifts From Foreign Persons              Increases to $15,797 

 39.6% Bracket for Trusts and Estates            Income over $12,500 

 
B. 2014-15 Priority Guidance Plan. 

On August 15, 2016, Treasury and the Internal Revenue Service released their joint priority 

guidance plan for 2016-2017. The plan includes the following initiatives: 

GIFTS AND ESTATES AND TRUSTS: 

1. Guidance on qualified contingencies of charitable remainder annuity trusts under §664. 

COMMENT:  This initiative was new last year, and relates to Section 664(f), which 

permits certain contingencies to accelerate the termination of a charitable remainder trust. 

See Revenue Procedure 2016-42, 2015-34 I.R.B. at 269 (August 22, 2016), discussed at 

Part F, infra. 

2. Guidance on definition of income for spousal support trusts under §682. 

3. Guidance on basis of grantor trust assets at death under §1014. 

COMMENT:  This initiative also was new last year and relates to the position of some 

practitioners that a grantor's death, which causes the obligation to report income to shift 

from the grantor to the trust, is an event under Code section 1014(b)(1) that allows for a 

step-up in basis on the trust assets even though they are not included in the grantor's estate.  

See also Revenue Procedure 2015-37, which provides that until the Service resolves the 

issue through publication of a revenue ruling, revenue procedure, regulations, or otherwise, 

it will not issue rulings to taxpayers concerning whether the assets in a grantor trust receive 

a § 1014 basis step-up at the death of the deemed owner of the trust for income tax purposes 

when those assets are not includible in the gross estate.  The Revenue Procedure is effective 

for ruling requests received after June 15, 2015.  Rev. Proc. 2015-37, 2015-26 I.R.B. 1196.  



 

3 
 

This issue involves, among others, assets that have been sold to a grantor trust and which 

are not includible in the estate of the grantor-decedent at his or her death.  Because the 

assets are not includible in the decedent's estate, there is no step-up under Section 

1014(b)(9).  However, there is precedent under Section 1014(b)(1) that assets not 

includible in the decedent's estate can receive a basis step up.  See, for example, Rev. Rul. 

84-139, 1984-2 C.B. 168 dealing with foreign real property owned by a foreign person and 

passing to a U.S. Person at death.  See also PLR 201544002, also dealing with foreign 

grantors, in which the Service granted the ruling request because it was received before the 

June 15, 2015 effective date of the Rev. Proc.   Rev.  Rul.  84-139 concluded that the 

property was inherited from a decedent and eligible for basis step up under 1014(b)(1).  

The argument for a Section 1014(b)(1) basis step up for grantor trust assets is that when a 

grantor dies the ownership of the trust assets changes, for income tax purposes, from the 

now-deceased grantor to the trustee, and this transfer of ownership comes within the 

language of (b)(1) allowing a step up for "property acquired by bequest, devise, or 

inheritance, or by the decedent's estate from the decedent."   

4. Final regulations under §§1014(f) and 6035 regarding consistent basis reporting between 

estate and person acquiring property from decedent. Proposed and temporary regulations 

were published on March 4, 2016.  See Part D, infra. 

5. Revenue procedure under §2010(c) regarding the validity of a QTIP election on an estate 

tax return filed only to elect portability.  See Revenue Procedure 2016-49, 2016-42 

I.R.B.462 (October 17, 2016), discussed at infra at Part E, infra.   

6. Guidance on the valuation of promissory notes for transfer tax purposes under §§2031, 

2033, 2512, and 7872.   

COMMENT:  This proposal was the third of four new projects identified last year and 

arises, perhaps, from the disconnect between valuing notes for gift tax purposes by 

reference to adequate interest as a so-called "safe harbor" and then valuing the same notes 

for estate tax purposes at fair market value, subject to substantial discounts.  For federal 

gift tax purposes the taxpayer will maintain that a note with interest at the applicable federal 

rate at the time of issuance should be valued at face.  Absent some other consideration (lack 

of collectability, for example), taxpayers who have used the AFR have been on pretty safe 

ground.  Under Section 7872 a loan of money at AFR is valued for gift tax purposes at 

face.  Two Tax  Court cases have extended the application of gift tax valuation at AFR to 

notes issued for a sale of property (Frazee v. Commissioner, 95 T.C. 554 (1992)) and to 

notes issued in connection with a buy/sell transaction (True v. Commissioner, T.C. Memo 

2001-167).  Current proposed regulations under Section 2512 refer to Section 1012 for note 

valuation, and proposed regulations under Section 1012 in turn refer to Section 1274, which 

uses AFR.  Several private letter rulings have "blessed" the use of AFR in intra-family 

transaction when considering possible gift issues.  See PLR 9408018 and PLR 9535026.  
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When a person dies is the note valued pursuant to AFR principles or does the estate apply 

fair market value principles?  The difference can be significant, especially where a note 

may not be due for a considerable period of time - for example where a note issued in 

connection with life insurance premium financing is not due until the death of a child of 

the note holder.  Two recent Tax Court cases have rejected the Service’s attempt to impose 

gift tax on a split dollar arrangement, but neither case deals with the value of the receivable 

in the estate.  See Estate of Morrissette v. Commisioner, 2016 T.C. No. 11, and Estate of 

Levine V. Commissioner, Tax Court Docket No. 9345-15.  Section 7872(i)(2) authorized 

Treasury to issue regulations regarding the chapter 11 valuation of notes and since 1985 

there has been a proposed regulation that, if enacted, would apply to term loans made "with 

donative intent."  If the loan was issued at the appropriate AFR to begin with, it's hard to 

see how the loan could be characterized as one made with donative intent for the reasons 

stated above. Obviously the Service believes it is being whipsawed by the variance in 

valuation principles, and thinks the practice is abusive.     

7. Final regulations under §2032(a) regarding imposition of restrictions on estate assets 

during the six month alternate valuation period. Proposed regulations were published on 

November 18, 2011.  

8. Guidance under §2053 regarding personal guarantees and the application of present value 

concepts in determining the deductible amount of expenses and claims against the estate.   

COMMENT:  This issue probably relates to Graegin loans, which are structured to 

prohibit prepayment over the life of the loan.  If the interest is considered an ordinary and 

necessary administration expense (e.g., estate has a closely held business, or substantial 

partnership assets that cannot be easily liquidated), the entire amount of interest that is 

required to be paid is deducted under Section 2053 without regard to present value issues.   

9. Guidance on the gift tax effect of defined value formula clauses under §§2512 and 2511. 

COMMENT:  This was the fourth new guidance initiative identified last year.  The IRS 

continues to look for an appropriate case to challenge a formula allocation clause, 

especially a Wandry-type clause that defines the amount of the transfer in terms of a value 

as finally determined for federal gift tax purposes.  Wandry clauses may be a "safer" bet 

for relatively small transfers.  When the transfers are more significant, an allocation 

formula that transfers an entire interest but allocates it between transferees arguably will 

be safer.  An allocation that splits the transfer between the target trust and a charity seems 

safest, especially if the charity is a donor advised fund, which will assure that there is 

independent fiduciary oversight.  Other possibilities are transfers split between the target 

trust and an entity that will generate a low or no taxable gift, such as a GRAT or a QTIP 

trust.  If a QTIP trust is used, it may be advisable to have a trustee different from that of 

the target trust, and beneficial interests that are varied (if not completely different) from 
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the target trust.  And of course if the formula price is determined by reference to values as 

finally determined for federal gift tax purposes, a gift tax return must be filed.   

10. Guidance under §§2522 and 2055 regarding the tax impact of certain irregularities in the 

administration of split-interest charitable trusts.  This is a new project.   

11. Regulations under §2704 regarding restrictions on the liquidation of an interest in certain 

corporations and partnerships.  Proposed regulations were published in 2016-36 I.R.B. 329 

(September 6, 2016).  See discussion at Part C, infra. 

12. Guidance under §2801 regarding the tax imposed on U.S. citizens and residents who 

receive gifts or bequests from certain expatriates. Proposed regulations were published on 

September 10, 2015. 

The following projects from last year’s list did not appear this year: 

 Regulations under §2642 regarding available GST exemption and the allocation of 

GST exemption to a pour-over trust at the end of an ETIP. 

 Final regulations under §2642(g) regarding extensions of time to make allocations 

of the generation-skipping transfer tax exemption. Proposed regulations were 

published on April 17, 2008. 

EXEMPT ORGANIZATIONS 

1. Revenue procedures updating grantor and contributor reliance criteria under §§170 and 

509. 

2. Revenue procedure to update Revenue Procedure 2011-33 for EO Select Check. 

3. Final regulations under §§501(a), 501(c)(3), and 508 relating to a streamlined 

application process for eligible organizations to apply for recognition of tax-exempt 

status under §501(c)(3). Final and temporary regulations were published on July 02, 

2014.   

4. Update Revenue Ruling 67-390. 

5. Proposed regulations under §501(c) relating to political campaign intervention. 

This project was suspended in accordance with section 127 of the Department of the 

Treasury Appropriations Act, 2016 (Title I of Division E of the Consolidated 

Appropriations Act, 2016).Proposed regulations under §501(c) relating to political 

campaign intervention. 

6. Regulations and other guidance on §506 as added by the Protecting Americans from 

Tax Hikes Act of 2015. 
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Final and temporary regulations were published at 2016-30 I.R.B. 159 (July 25, 2016).  

See also Rev. Proc. 2016-41, 2016-30 I.R.B. 165. 

7. Final regulations on §509(a)(3) supporting organizations. Proposed regulations were 

published on February 19, 2016. Dropped the phrase "and additional guidance."   

8. Guidance under §512 regarding methods of allocating expenses relating to dual use 

facilities. 

9. Final regulations under §529A on Qualified ABLE Programs as added by §102 of the 

ABLE Act of 2014. Proposed regulations were published on June 22, 2015. 

COMMENT:  An ABLE account is an account arising under Code section 529A, 

which was added by Public Law 113-295 on December 19, 2014 and is effective for 

taxable years beginning after December 31, 2014.  "ABLE" stands for "Achieving a 

Better Life Experience." Section 529A permits states to establish programs whereby 

aggregate annual contributions of up to the Code section 2503(e) annual exclusion per 

year may be made to a single account for a disabled person, without the gift being 

considered the gift of a future interest or incomplete.  A disabled person is one who 

meets the definition of a blind or disabled person under the Social Security Act and 

such condition has occurred before the individual attained age 26.  Income earned on 

the account is not subject to federal income tax and distributions to the extent they meet 

the definition of "qualified disability expense" under the statute are not includible in 

the disabled person's income. The term "qualified disability expenses" means any 

expenses related to the eligible individual's blindness or disability which are made for 

the benefit of the person, including expenses for education, housing, transportation, 

employment training and support, assistive technology and personal support services, 

health, prevention and wellness, financial management and administrative services, 

legal fees, expenses for oversight and monitoring, funeral and burial expenses, and 

other expenses, which are approved by the Secretary under regulations and consistent 

with the purposes of Section 529A. Distributions that do not meet the statutory 

definition are taxable under Section 72 and subject to a 10% penalty.   Assets inside 

the ABLE account will not count as resources for federal assistance programs but will 

be subject to Medicaid payback rules on the disabled person's death.  The state 

establishing an ABLE program is required to impose rules regarding the limits on 

aggregate contributions to an ABLE account.  On July 27, 2015 Governor Rauner 

signed Senate Bill SB 1383 (Public Act 099-0145) into law.  SB 1383 is effective 

January 1, 2016 and enables Illinois to establish ABLE accounts.  The Illinois 

legislation says that the Illinois Treasurer may not accept ABLE contributions until the 

IRS issues final regulations under IRC 529A.  Illinois ABLE accounts are exempt from 

the account owner's creditors and are also exempt from the claims of Illinois or its 

creditors. 
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10. Guidance under §4941 regarding a private foundation's investment in a partnership in 

which disqualified persons are also partners. 

11. Update to Revenue Procedure 92-94 on §§4942 and 4945.  

12. Guidance regarding the excise taxes on donor advised funds and fund management. 

13. Guidance under §6033 relating to the reporting of contributions. 

14. Final regulations under §6104(c). Proposed regulations were published on March 15, 

2011. 

15. Final regulations under §7611 relating to church tax inquiries and examinations. 

Proposed regulations were published on August 5, 2009. 

C. Section 2704 Proposed Regulations, 2016-36 IRB 329 (September 6, 2016).  On August 2, 

2016 the IRS released proposed regulations under IRC §2704.  The proposed regulations, 

which have been long awaited, provide new rules in how to value interests in entities, such as 

corporations, partnerships and LLCs, that are controlled by family members.  In general, the 

proposed regulations deal with 2 issues, one under section 2704(a) involving the lapse of 

liquidation and voting rights, and the other under section 2704(b), dealing with restrictions on 

(a) the ability of an entity to liquidate and (b) the ability of an individual holder of an interest 

to liquidate or redeem that interest.  The statute applies only when an entity is subject to family 

control, and also only to transfers to family members.  If enacted in their present form, these 

regulations will make significant changes in how an individual values an interest in a family-

controlled entity for gift, estate and generation-skipping tax purposes. 

Background 

In 1990 Congress enacted chapter 14 (sections 2701-2704) of the Internal Revenue Code.  

Chapter 14 deals primarily with valuation rules affecting corporations, partnerships, limited 

liability companies and other entities which are owned and controlled by members of a family, 

and the value of interests in trusts which are transferred to family members. 

Section 2704 deals with the effect of lapsing rights and restrictions with respect to family 

controlled entities.  The perceived abuse that the section addresses is manipulation of value 

within a family controlled entity if certain rights lapse at a person’s death, or if the arrangement 

imposes restrictions on the ability of an owner to transfer or liquidate an interest.  Lapsing 

rights, and restrictions on transfer and liquidation, generally cause an individual’s interest to 

be valued on a basis other than liquidation value.  The proposed regulations seek to disregard 

such rights and restrictions in valuing interests where a family is considered to control the 

entity.   

The proposed regulations are partly in reaction to the widespread changes in state law over 

the past 20 years that state bar associations have pushed in order to avoid the reach of the 
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statute as enacted.  Section 2704(b)(3)(B) excluded from the reach of the statute any restriction 

“imposed, or required to be imposed, by any Federal or State law.”  As a result of this 

exception, many state laws were revised to impose very restrictive “default” rules on the rights 

of partners and members unless the partnership or LLC agreement provided otherwise.  Thus, 

the “default” rule of the state became the law required to be imposed. 

For example, many state statutes provide that a partner or member has no right to withdraw 

from the entity and receive fair value for his interest unless the governing documents provide 

otherwise.  These laws also usually provide that an assignee of transferred interest has no 

voting rights unless and until admitted to the entity as a partner or member.  These “default” 

restrictions, coupled with the fact that the owner has no market for the interest, and often lacks 

voting control, generally have the effect of generating deep discounts to net asset value.   

Moreover, during the past 30 years there has been a proliferation of family controlled 

entities for investment purposes, such as family investment partnerships and family investment 

limited liability companies.  These entities frequently hold marketable securities and cash as 

their primary, and often sole, assets.  Absent the “wrapper” of a partnership or LLC entity, the 

underlying assets would be owned by the individual family members and valued at market.  

However, the “wrapper” of a partnership or LLC structure means that the individual family 

members do not own the underlying assets themselves; rather, the individuals own interests in 

the partnership or limited liability company subject to the favorable “default” rules described 

above.  As a result, each individual’s interest in the entity would be a substantial discount from 

a proportionate ownership of the net asset value of the underlying assets.       

The proposed regulations attack these valuation principles on two fronts.  One part of the 

proposed regulations narrows the situations in which the transfer of an interest in an entity will 

not be considered the lapse of a liquidation or voting right.  The other part of the proposed 

regulations deals with when the restrictions imposed by the “wrapper” entity will be 

disregarded, such that the value of the individual’s interest will be determined under traditional 

principles of valuation but without regard to such restrictions.   

Control  

Control of the entity is important for all of Section 2704.  With regard to a lapsing voting 

right or liquidation right, the statute will not apply unless the individual who holds the right 

controls the entity immediately before the lapse occurs, and that individual and members of 

his family, control the entity immediately after the lapse occurs.  Thus, for the lapse rules, 

control is necessary both before and after the lapse event. 

The control test is slightly different when dealing with what restrictions must be 

disregarded.  The rules for disregarding restrictions will apply when the individual, and 

members of the individual’s family, control the entity immediately before a transfer of an 

interest.  There is no control test immediately after the transfer.  However, the proposed 

regulations will apply if immediately after the transfer the individual and members of the 

individual’s family can unilaterally remove the restrictions in question. When determining 

whether a family can unilaterally remove restrictions, the interests of unrelated parties will be 
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disregarded unless they meet certain requirements, discussed below, which most will probably 

not.  Thus, in the restriction area, control after the transfer is not required.   

“Control” is determined under Section 2701 and means that an individual and members of 

the individual’s family own 50% or more of the entity.  There are attribution rules to deal with 

indirectly owned interests (i.e., through trusts or though entities that own interests in entities).  

Under the statute, members of an individual’s family include the following: 

(1) The individual’s spouse; 

(2) Any ancestor or lineal descendant of the individual or the individual’s spouse; 

(3) Any brother or sister of the individual; and 

(4) Any spouse of any individual described in (2) or (3). 

 

The proposed regulations make no distinction between operating businesses and 

investment entities.  The new valuation rules will generally apply to any entity where family 

control exists.  This will include corporations, LLCs and partnership that are wholly owned by 

families, as well as entities where a client, with or without his or her family, is deemed to hold 

a 50% or greater interest with unrelated parties owning the remainder.  Because the test of 

control is 50%, many organizations that one may not necessarily think as being “family” 

organizations will be subject to the new valuation principles.  For example, there may be real 

estate deals where a client (with or without family members) owns 50% of an LLC and an 

outside party owns 50%.  The IRS would treat the entity as subject to family control because 

of the 50% threshold and therefore subject to the proposed rules. 

How the Proposed Regulations Apply 

1. The first part of the proposed regulations (Section 2704(a)) is aimed at lapses of 

liquidation and voting rights in corporations, partnerships, limited liability companies 

and other entities where the individual holding the right to liquidate before the lapse 

event, and members of the individual’s family, control the entity before and after the 

lapse event.  For example, in many corporations or partnerships a 70% or greater voting 

interest is required to liquidate.  If one person holds this interest, then for tax purposes 

the interest would likely be valued at its proportionate share of net asset value because 

of the person’s unilateral ability to liquidate the entity.  For estate planning purposes 

advisors have often recommended gifts or sales to family members to reduce the 

client’s ownership interest below the percentage needed to unilaterally cause 

liquidation.  Absent the ability to liquidate, it would be difficult to justify valuing the 

interest at its proportionate share of net asset value.  With investment partnerships, and 

often with operating businesses, valuation metrics applied to an interest that cannot 

force liquidation will result in a value far below proportionate net asset value.     

 

Under the current version of the Section 2704 regulations, there is an unqualified 

exception for transfers that do not restrict or eliminate liquidation rights as to the 

transferred interests.  The current regulations give an example of a person owning 84% 

of the voting stock of a company who transfers half of his stock to his children.  As 
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long as the voting rights with respect to the transferred stock are not restricted or 

eliminated, no lapse of the right to liquidate is considered to occur, even though as a 

result of the transfer the client no longer possesses the unilateral right to liquidate.   The 

proposed regulations change this result by narrowing the exception to only those 

transfers that occur more than three years before the transferor’s death.  The change is 

intended to prevent so-called “deathbed” transfers which lower value by giving up the 

right to liquidate.   The preamble to the proposed regulations cites Estate of Murphy v. 

Commissioner, T.C. Memo 1990-472 in connection with the rationale for this change.  

In Murphy the Tax Court, distinguishing Estate of Bright v. United States, 658 F.2d 

999 (5th Cir., 1981), denied a minority discount to a 49.65% block of stock where the 

decedent made a deathbed transfer of a .88% interest, reducing her pre-death ownership 

of 51.41%, and the family effectively controlled the company both before and after the 

transfer.   

Under the proposed regulations, a transfer described above occurring within three years 

of death, whereby the right to unilaterally liquidate is relinquished, will be treated as a 

transfer includible in the decedent-transferor’s gross estate.  The value of the transfer 

will be the difference between the transferor’s interests before the transfer (valued on 

the basis that the transferor could obtain liquidation value) and the value of the interests 

after the transfer, valued on the basis on non-liquidation or non-control.  It is 

noteworthy that the proposed regulations operate to nullify the holding of Revenue 

Ruling 93-12 when the transfer occurs within 3 years of death.  In Revenue Ruling 93-

12, the holder of 100% of the stock of a corporation made simultaneous gifts of 20% 

of the stock to each of his five children.  The Ruling held that the fact of corporate 

control was not to be considered in valuing each 20% gift. 

Note that in the partnership area the proposed regulations also treat as a taxable event 

a transfer that results in the restriction or elimination of the transferee’s ability to 

exercise the voting or liquidation rights that were associated with the interest while held 

by the transferor.  This will routinely occur in most partnerships where a voting member 

transfers his interest and the transferee has the status of an “assignee,” which has no 

voting rights.  

The existing regulations state that section 2704(a) does not apply to the lapse of a 

liquidation right to the extent the holder (or the holder’s estate) and members of the 

holder’s family cannot immediately after the lapse liquidate an interest that the holder 

held directly or indirectly and could have liquidated prior to the lapse.  The proposed 

regulations keep this rule, but provide that in determining whether the family can 

liquidate the interest immediately after the lapse, the interests of nonfamily members 

may be disregarded under Prop. Reg. 25.2704-(3)(b)(4) dealing whether the family can 

unilaterally remove restrictions.  As more fully discussed below, Prop. Reg. §25.2704 

imposes a four-part test to determine whether the interest of a nonfamily member can 
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be considered (i.e., not disregarded):  the interest must have been owned for at least 3 

years; the nonfamily interest must constitute at least a 10% interest in the entity; all 

nonfamily interests must aggregate at least a 20% interest in the entity; and every 

nonfamily member must have a 6-month put right for cash or other property, which in 

most cases cannot include a note.  In effect, most nonfamily interests will probably be 

disregarded, meaning that the family will be considered as having the unilateral right 

to liquidate the interest immediately after a lapse.   

2. The second part of the proposed regulations (Section 2704(b)) deals with restrictions 

that fall into two classes.  One class of restrictions are those that limit the ability of an 

individual to cause the entity itself to liquidate, in whole or in part. These are referred 

to as “applicable restrictions.” The other class deals with restrictions that limit the 

individual’s ability to redeem or liquidate an interest in the entity.  These are called 

“disregarded restrictions.” 

 

Applicable Restrictions.  An “applicable restriction” means a limitation on the ability 

to liquidate the entity, in whole or in part, if, after the transfer, the restriction will lapse 

by its terms, or may be removed by the transferor, the transferor’s estate, and/or any 

member of the transferor’s family, either alone or collectively.  An individual, the 

individual’s estate, and members of the individual’s family are treated as also holding 

any interest held indirectly by such person through attribution rules contained in Treas. 

Reg. § 25.2701-6.  How the restriction may be removed, whether by voting, taking 

action under the governing documents, removing the restriction under the governing 

documents, revising the documents to override a restriction imposed under state law, 

or merging the entity with another entity that does not contain the restrictions, is 

irrelevant. 

 

If an applicable restriction is disregarded, the fair market value of the transferred 

interest is determined under generally applicable valuation principles as if the 

restriction did not exist.  Since transfers to unrelated persons are not subject to section 

2704, there is a special rule if a decedent’s interest in an entity passes at death in part 

to unrelated persons, and in part to family members.  In such a case, the part passing to 

family members is treated as a single, separate property interest and is required to be 

valued under the special valuation rules of section 2704.  The part passing to unrelated 

parties is also treated as a single, separate property interest, and will be valued under 

established valuation principles applicable to gifts and decedents’ interests.     

Disregarded Restrictions.  A “disregarded restriction” means one of four classes of 

defined restrictions on the ability to redeem or liquidate an interest in an entity if, after 

the transfer, the restriction, in whole or in part, either will lapse by its terms, or may be 

removed by the transferor, the transferor’s estate, and members of the transferor’s 

family.  Prop. Reg. §25.2704-3((b)(3).  The attribution rules of Treas. Reg. 25.2701-6 

again apply for purposes of determining whether the ability to remove the restriction is 

held by any on more members of the foregoing group.  As is the case with applicable 
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restrictions, the manner in which a disregarded restriction may lapse or be removed is 

irrelevant.   

The proposed regulations define four the four types of “disregarded restrictions” as 

follows:    

 A provision that limits or permits the limitation of the ability of the holder of 

the interest to compel liquidation or redemption or the interest; 

 A provision that limits or permits the limitation of the amount that may be 

received by the holder of the interest on liquidation or redemption of the 

interest to an amount that is less than “minimum value.” Minimum value 

means the interest’s share of the net value of the entity.  Net value is fair 

market value, determined under sections 2031 (dealing with estate tax) and 

2512 (dealing with gift tax) of the property held by the entity, reduced by the 

outstanding obligations of the entity.  Solely for purposes of determining 

minimum value, the only obligations that can be taken into account are those 

which would be allowable (if paid) as deductions under section 2053 if the 

obligations were instead claims against an estate.     There is also a form of 

“look thru” rule when one entity owns an interest in another entity.  If the 

entity (“first entity”) owns an interest in another entity (“second entity”), 

directly or indirectly, and if a transfer of an interest in the second entity by 

the same transferor (had that transferor owned the interest directly) would be 

subject to section 2704(b), then the first entity will be treated as owning a 

share of the property held by the second entity, determined and valued in 

accordance with the provisions of section 2704(b) and the regulations 

thereunder.   In general, the proposed regulations appear to intend that 

minimum value will be very close to net asset value. 

 A provision that defers or permits the deferral of the payment of the full 

amount of the liquidation or redemption proceeds for more than six months 

after the date the holder gives notice of intent to have the interest redeemed 

or liquidated; and 

 A provision that authorizes or permits the payment of any portion of the full 

amount of the liquidation or redemption proceeds in any manner other than 

cash or property.  For this purpose, a note or other obligation issued directly 

or indirectly by the entity, by one or more holders of interests in the entity, or 

by a person related to either the entity or any holder of an interest in the entity, 

is deemed not to be property.  There is an exception for a note issued by an 

entity when the entity is engaged in the active conduct of a trade or business, 

at least 60% of the entity’s value consists of non-passive assets of the trade 

or business, and the liquidation proceeds are not attributable to passive assets 

as described in §6166(b)(9)(B).  If the exception is met, the note must require 

periodic payments on a non-deferred basis, must be issued at market interest 

rate, and must have a fair market value on the date of liquidation or 

redemption equal to the liquidation proceeds.   
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A “disregarded restriction” does not include an “applicable restriction.”  

In determining whether a “disregarded restriction” can be removed by the transferor or 

any member of the transferor’s family, either alone or collectively, Prop. Reg. § 

25.2704-3(b)(4) states that an interest held by an unrelated person is disregarded unless 

all of the following criteria apply:   

 The unrelated party must have owned the interest for at least three years; 

 The unrelated party must have at least a 10% interest; 

 All unrelated parties must own in the aggregate no less than a 20% interest; 

and 

 Every non-family member, as owner, must hold a “put right” as defined 

under Prop. Reg. §25.2704-3(b)(6).  This is a right, enforceable under 

applicable local law, to receive from the entity or from one or more other 

holders, on liquidation or redemption of the holder’s interest, within six 

months after the holder gives notice of the holder’s intent to withdraw from 

the entity, no less than the “minimum value” of the interest, to be paid in 

cash or other property.  The term “other property” cannot include a note or 

other obligation issued directly or indirectly by the entity, by one or more 

holders of interests in the entity, or by one or more persons related either to 

the entity or to any holder of an interest in the entity.  There is an exception 

for a note where the entity is engaged in the active conduct of a trade or 

business, at least 60% of the entity's value consists of non-passive assets of 

the trade or business, and the liquidation proceeds are not attributable to 

passive assets as described in §6166(b)(9)(B).  If the exception is met, the 

note must require periodic payments on a non-deferred basis, must be issued 

at market interest rate, and must have a fair market value on the date of 

liquidation or redemption equal to the liquidation proceeds.   

In applying the 10% and 20% tests when the property held by the entity is an interest 

in another entity, the attribution rules of Treas. Reg. §25.2701-6 again apply, both to in 

determining the interest held by the nonfamily member, and in mearing the interests 

owned through other entities. 

If the interests of the unrelated party are ignored, then the ability of the family to control 

the entity is determined as if they were the only owners.  Items 1, 2 and 3 above are 

difficult to meet by themselves, but there is almost no partnership, corporation or LLC 

that is going to give nonfamily members put rights such as are described in Item 4.  In 

short, what many would consider normal deal restrictions in a partnership or LLC 

operating agreement where outside investors are involved will be ignored for valuation 

purposes for family-related transfers and at death, despite the fact that these restrictions 

cannot be removed without the consent of the outside parties.   
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If a restriction is disregarded, the fair market value of the transferred interest is 

determined under generally applicable valuation principles as if the disregarded 

restriction does not exist in the governing documents, local law, or otherwise.  What 

this means is unclear and the Service has indicated informally that the intent of these 

regulations was not to destroy the concept of minority or marketability discounts or to 

force taxpayers to value assets on the basis of an assumed “put right.” 

Regardless of whether the restriction is considered an “applicable restriction” or a 

“disregarded restriction,” it will not matter in general how the restriction arises.  Both 

terms include a restriction that arises under the terms of governing documents, a buy-

sell agreement, a redemption agreement, an assignment or any other document, 

agreement or arrangement, and also a restriction imposed under local law regardless of 

whether the restriction may be superseded by or pursuant to the governing documents 

or otherwise.    

Exceptions 

As noted above, section 2704 does not apply when the transfer is to an unrelated party.  

In addition, there are several important exceptions to the rules that would require 

restrictions to be ignored under section 2704(b), whether an “applicable restriction” or 

a “disregarded restriction”: 

 The first exception is a commercially reasonable restriction on liquidation 

imposed by an unrelated person providing capital to the entity for the 

entity’s trade or business.  For this purpose, an unrelated person is any 

person whose relationship to the transferor, the transferee, or any member 

of the family of either is not described in section 267(b).  Recognizing that 

the section 267(b) rules often apply to fiduciaries of trusts, the proposed 

regulations provide that the term “fiduciary of a trust” as used in section 

267 will not include a bank as defined under the internal revenue laws that 

is publicly held. 

 The second exception is a restriction required to be imposed by federal or 

state (including the District of Columbia) law.  The proposed regulations 

apply this exception quite a bit more narrowly than current law allows.  

Current law recognizes state law “default” provisions which apply only in 

the absence of a contrary provision in the governing documents.  Under the 

proposed regulations, a restriction required to be imposed by law will not 

include state law restrictions that can be overridden in the documents, or 

state laws that are designed only to apply to those types of entities most 

likely to be subject to the section 2704 valuation rules, or state laws that 

effectively give planners an option to choose between statutes that impose, 

or do not impose, restrictions. 

 The third exception to the definition of an “applicable restriction” is an 

option, right to use property or agreement that is subject to section 2703.  

Section 2703 and its regulations address restrictions on the sale or use of 
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individual interests, typically in the form of buy-sell agreements among 

shareholders. 

 The fourth exception is any restriction if each holder of an interest in the 

entity has a put right as described in Prop. Reg. §25.2704-3(b)(6), described 

above in connection with when the interests of nonfamily members may be 

considered.   

The proposed changes to section 2704(a) (lapse of voting or liquidation rights) will 

apply to lapses of rights created after October 8, 1990 (the effective date of Chapter 14) 

that occur on or after the date the final regulations are published in the Federal Register.  

The proposed changes to the regulations under section 2704(b) for applicable 

restrictions will apply to transfers of property subject to restrictions created after 

October 8, 1990, occurring on or after the date that the final regulations are published 

in the Federal Register.  The proposed changes to the regulations under section 2704(b) 

for disregarded restrictions will apply to transfers of property subject to restrictions 

crated after October 8, 1990, occurring 30 or more days after the date the final 

regulations are published in the Federal Register.   

One piece of good news:  the proposed regulations are aimed at discounts for 

entities.  Fractional interest discounts for real estate held directly in common (so-called 

“TIC” interests) appear to be unaffected.  However, caution is advised when entering 

into complicated TIC agreements lest the agreement be deemed to have created an 

“entity” under local law that the proposed regulations would apply to. 

COMMENT:  The proposed regulations are complex, and the estate planning 

community has reacted to them with analysis and position statements that were 

submitted at the December 1, 2016 hearings. The December 1 hearing lasted 6 ½ hours 

and involved 36 witnesses.  At the 2017 Miami Institute, Cathy Hughes, a Gift Tax 

attorney-advisor in Treasury’s Office of Tax Policy and a person intimately involved 

in the drafting of the proposed regulations, stated that over 10,000 written comments 

were received, of which, at that point, she had read about 400.  It seems like it may be 

months before further guidance is published, if indeed any further guidance is published 

at all given the desire of the Trump administration to repeal the estate tax. Ms. Hughes 

offered some reassurance with respect to the intended scope of the regultions: 

 There was no intent to eliminate minority discounts.  Treasury will make 

this clear in final regulations. 

 There was no intent to force taxpayers to assume something that isn’t there 

(that is, no assumed put right).  Again, final regulations will supposedly 

make that clear. 

 The 3 year lapse rule of 2704(a) is not to apply retroactively when 

regulations become final. 
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One reassurance that was not given, and perhaps could not be given, was when final 

regulations might be issued. 

Since the regulations are not yet final, appraisers should continue to value property 

interests under established valuation principles. However, an important ancillary issue 

with respect to the proposed regulations concerns their impact on gift tax returns that 

are due in 2017 for 2016 transfers.  Treas. Reg. §301.6501(c)-1(f)(2)(v) provides that 

for adequate disclosure the taxpayer must attach a statement describing any position 

taken that is contrary to any proposed, temporary or final Treasury regulations or 

revenue rulings published at the time of transfer.  Arguably there can be no position 

that is contrary to a set of regulations that only take effect, if at all, in the future, but 

some have suggested that it would be prudent to to read the regulations expansively 

and disclose the fact that the valuation could be much different if the proposed 

regulations were to apply.     

D. Basis Consistency – Proposed Regulations, 2016-12 I.R.B. 473 (March 21, 2016).   

Background 

The Surface Transportation and Veterans Health Care Choice Improvement Act of 2015, 

Public Law 114-41, 129 Stat. 443 (the “Act”) added a new Section 1014(f) to the Internal 

Revenue Code regarding consistency between federal estate tax value and basis.  This issue 

has been in the President’s Greenbook Proposals for several years and in that sense the new 

enactment was not surprising, although the legislation arose quickly and without legislative 

history.  In addition to adding Section 1014(f), the Act added a new Section 6035, requiring 

basis information to be provided to certain persons.  The full text of 1014(f) and 6035 are 

attached to this outline as Exhibit A.   

Section 6035, dealing with the requirement of providing certain statements, is applicable to 

property with respect to which an estate tax return is filed after July 31, 2015.  Thus, it applies 

somewhat retroactively, in the sense that it captures filing requirements for decedents who died 

as early as May 1, 2014 if the estate tax return was extended and filed on the extended date of 

August 1, 2015.   

The statute provides that the required basis information is to be furnished within 30 days of 

filing the return, if the return is timely filed, or 30 days after the due date, if the return is not 

timely filed.  Due to the absence of regulations and proposed forms, the Service postponed the 

date for filing the required information under section 2035 to February 29, 2016.  See Notice 

2015-57, 2015 I.R.B. 36 at 294 (September 7, 2015).  On December 18, 2015, the Service 

issued a preliminary form 8971 and related Schedule A.  On January 6, 2016 the Service issued 

proposed instructions.  The “final” version of the instructions for the form was published on 

January 29, 2016 but was revised in September, 2016. 

On February 11, 2016, in Notice 2016-19, the Service announced that statements required 

under sections 6035(a)(1) and (a)(2) to be filed with the IRS or furnished to a beneficiary 

before March 31, 2016, need not be filed with the IRS and furnished to a beneficiary until 

March 31, 2016. On March 2, 2016 Treasury published proposed regulations under both 6035 

and 1014(f).  The proposed regulations answer many of the questions raised by the inartful 
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language of the statutes but still impose an additional and sometimes confusing burden on 

executors and in some cases beneficiaries who transfer interests received from executors. 

As a preliminary matter, it is important to understand that the reporting requirements of Section 

6035 exist regardless of whether the recipient of property is bound by the basis consistency 

obligation of Section 1014(f).  In short, the executor in many cases will be providing initial 

basis information to persons who will not necessarily be obligated to use it.  In cases where the 

recipient is not bound by Section 1014(f), the Service will follow Rev. Rul. 54-97, 1954-1 C.B. 

113, which provides that for purposes of determining basis of property acquired from a 

decedent under Section 113(a)(5) (a predecessor of 1014(a)(1)), the value reported on an estate 

tax return establishes a presumption as to such value, but when the taxpayer is not estopped by 

previous actions or statements, the presumption is not conclusive and may be rebutted by clear 

and convincing evidence. See, e.g., TAM 199933001. 

The following summarizes some of the major issues: 

1. The general basis consistency rule of section 1014(f)(1) provides that the basis of 

property acquired from a decedent cannot exceed, in the case of property the final value 

of which has been determined under chapter 11, such value, and in the case of other 

property the value of which is required to be furnished on a statement pursuant to 

section 6035, that value.  However, section 1014(f)(2) provides that the basis 

consistency obligation shall only apply to any property whose inclusion in the 

decedent’s estate increased the liability for the tax imposed by chapter 11 (reduced by 

credits allowable against such tax) on such estate.  Prop. Reg. §1.1014-10(b)(1) states 

that the consistency requirement applies to any property includible in the decedent’s 

estate under section 2031, any property subject to tax under section 2106, and any other 

property the basis of which is determined in whole or in part by reference to the basis 

of such property (for example as the result of a like-kind exchange or involuntary 

conversion) that generates a tax liability under chapter 11 on the decedent’s estate in 

excess of allowable credits, except for the credit for prepayment of tax under chapter 

11.  The proposed regulations then clarify this general rule: 

A. Property that qualifies for an estate tax marital or charitable deduction under 

sections 2055, 2056 or 2056A does not generate a tax liability under chapter 

11 and therefore is excluded from the property subject to the consistency 

requirement.  Prop. Reg. §1.1014-10(b)(2). 

B. Tangible personal property for which an appraisal is not required under 

Treas. Reg. §20.2031-6(b) is deemed not to generate a tax liability under 

chapter 11 and therefore is also excluded from the consistency obligation.  

Prop. Reg. §1.1014-10(b)(2). 

C. If an estate tax liability is payable after the application of credits (except the 

credit for prepayment of tax), the consistency requirement applies to the 

entire gross estate (except for the property described at A and B above).  

Prop. Reg. §1.1014-10(b)(3). 

D. If no estate tax liability is payable after the application of available credits, 

the entire gross estate is excluded from the application of the consistency 

requirement.  Prop. Reg. §1.1014-10(b)(3). 
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2. Separate from what property is subject to the consistency requirement are the issues of  

whether and to what extent the executor is required to furnish information on estate tax 

values to the beneficiaries.  Section 6035(a)(1) provides that the basis statement is to 

be furnished whenever a return is required to be filed under 6018(a), but gives the 

Service authority to deal by regulations with situations when no return is required to be 

filed.  Portability returns are not required to be filed under 6018; however, the 

portability regulations at Treas. Reg. § 20.2010-2(a)(1) state that when a return that is 

less than the filing requirement is nevertheless filed to elect portability, the return shall 

be “considered” for purposes of subtitle F (which includes Section 6035) as if it is one 

required to be filed under 6018.  Does this then implicate Section 6035?  The proposed 

regulations answer this in the negative:  an executor who is not required under section 

6018 to file an estate tax return but does so for other purposes, such as to elect 

portability, to make a GST allocation or to make a protective filing to avoid any penalty 

if an asset value is later determined to cause a return to be required or otherwise does 

not have to file or furnish the form 8971 or Schedule A.  Prop. Reg. §1.6035-1(a)(2).  

The proposed regulations at §1.6035-1(b)(1)  exclude from the reporting requirement 

four types of property that are includible in the decedent’s estate: 

A. Cash (other than a coin collection or other coins or bills with numismatic 

value); 

B. Income in respect of a decedent (as defined in section 691); 

C. Tangible personal property for which an appraisal is not required under 

Treas. Reg. §20.2031-6(b); and 

D. Property sold, exchanged, or otherwise disposed of (and therefore not 

distributed to a beneficiary) by the estate in a transaction in which capital 

gain or loss is recognized.   

The proposed regulations provide two examples, one for tangible personal property and 

another for shares of a publicly traded company that are exchanged prior to the filing 

of an estate tax return for shares in another publicly held company in a fully taxable 

transaction.  In the tangible personal property example, the gross estate includes a rug, 

a clock and a painting, each having a value exceeding $3,000, and a miscellany of other 

personal and household effects. The example states that in each room a number of the 

miscellaneous articles are grouped, none of which has a value exceeding $100.  The 

executor obtains an appraisal of the rug, clock and painting from a “disinterested, 

competent appraiser(s) of recognized standing and ability, or a disinterested dealer(s) 

in the class of personalty involved” and attaches these to the estate tax return.  The 

example states that the reporting requirements apply only to the painting, rug and clock.  

3. The general basis consistency obligation is imposed with respect to final values as 

determined for purposes of the estate tax and in other cases the values reported in the 

statement furnished under section 6035.   

A. The proposed regulations clarify a glitch in the statute concerning property 

whose basis changes during the course of administration, such as property 

subject to depreciation or depletion, or interests, such as S corporation shares 

or partnership/LLC interests where income, loss and distributions affect basis.  
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Prop. Reg. §1014-10(a)(1) states that the taxpayer’s initial basis cannot exceed 

the final value of the property as determined for estate tax purposes.  Prop. Reg. 

1.1014-10(a)(2) then states that the final value of property required to be 

reported on an estate tax return is its initial value.  This permits the taxpayer to 

adjust basis due to the operation of other provisions of the Internal Revenue 

Code without violating the requirement that the taxpayer’s basis be consistent 

with the final estate tax value.  The proposed regulations note that the existence 

of recourse or non-recourse debt secured by property at the time of the 

decedent’s death does not affect the property’s basis, whether the gross value 

of the property and the outstanding debt are reported separately on the estate 

tax return or the net value is reported on the return.  Therefore, post-death 

payments on such debt will not result in an adjustment to the property’s basis.   

B. The final value of property reported on a return required under Section 6018 

is: 

(1) The value reported on the return once the period for assessment has 

expired without the value having been challenged; or 

(2) If (1) above does not apply, the value determined or specified by the 

IRS once the period of limitations for assessment and for claim for 

refund or credit of the estate tax have expired without that value having 

been timely constested; or 

(3) If (1) and (2) don’t apply, the value determined in an agreement, once 

the agreement is binding on all parties; or 

(4) In other cases, the value determined by a court, once the court’s 

determination is final. 

C. Prior to the determination of a final value under B above (which will include 

situations where an estate tax return is required to be filed, and situations where 

a statement has been furnished to the taxpayer under Code section 6035 on 

account of a subsequent transfer as described below), the recipient of property 

may not claim an initial basis in excess of the value reported on the statement 

that is furnished.  In cases where the final value changes from the initial value 

furnished in a statement, the taxpayer may not rely on the value initially 

furnished under section 6035 and may have a deficiency and underpayment 

resulting from the difference.  See discussion below for the duty to file 

supplemental statements under Section 6035.  

D. The proposed regulations deal explicitly with omitted or after-discovered assets 

which are subject to the consistency requirement of section 1014(f). The 

treatment of the omitted or after-discovered asset depends in part on whether 

the executor has filed the required estate tax return.   

(1) If the statute of limitations on the estate tax return that was required to 

be filed has not run, the value of the asset will be determined under the 

rules described at B and C above if the executor files an initial or 

supplemental return to report the asset.  If the limitations period runs 

without the executor having reported the asset on a supplemental return, 
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the value of the unreported asset will be zero. Prop. Reg. §1.1014-

10(c)(3)(i).  Note that the zero basis rule applies only to property subject 

to the consistency requirement of section 1014(f). 

(2) In situations where the executor did not file a return, but the existence 

of the unreported asset would have generated or increased a federal 

estate tax liability, the final value of all property subject to the basis 

consistency rule of section 1014(f) is zero until a final value is 

determined under the rules described at B and C above.   

4. Form 8971 must be filed by the earlier of 30 days after the date that Form 706, Form 

706-NA or Form 706-A is required to be filed (including extensions) or 30 days after 

the date such form is actually filed.  It seems anomalous to require an early filer to 

submit basis information 30 days after actually filing rather than 30 days after the filing 

due date (including extensions).  Late filers must provide the statement under Section 

6035 within 30 days after the due date no matter when they file. 

5. The executor has a duty to supplement the Form 8971 and Schedule A.  Section 

6035(a)(3)(B).   

A. The proposed regulations explain that the duty to supplement arises with respect 

to any change to information required to be reported on the Information Return 

[Form 8971] or the Statement [Schedule A] that causes the information as 

reported to be incorrect or incomplete.  This may include the discovery of 

property that should have been, but was not, reported on an estate tax return, a 

change in value pursuant to examination or litigation, a change in the identity 

of the beneficiary (such as by reason of death, disclaimer, bankruptcy or 

otherwise), or the executor’s disposition of property in a transaction in which 

the basis of the new property received by the estate is determined in whole or 

in part by reference to the property acquired form the decedent or as a result of 

the death of the decedent.  Prop. Reg. §1.6035-1(c)(2). The proposed 

regulations make exceptions for inconsequential errors or omissions within the 

meaning of Treas. Reg. §301.6722-1(b) or situations where the supplemental 

filing would only specifically identify the actual distribution of property 

previously reported as being available to satisfy the interests of multiple 

beneficiaries as described in Prop. Reg. 1.6035-(1)(c)(3).  See Prop. Reg. 

§1.6035-1(e)(3). 

B. The supplemental filing must be done no later than 30 days after (1) the final 

value is determined within the meaning of the 1014 proposed regulations, (2) 

the executor discovers that the information reported on Form 8971 or Schedule 

A is incorrect or incomplete (there are exceptions for inconsequential errors or 

reports that would only include property values previously reported), or (3) a 

supplemental estate tax return is filed under section 6018 reporting property 

which was not reported on a previously filed estate tax return.   

6. One issue is whether a fiduciary who settles a tax audit by “horse trading” some issues 

for others would be susceptible to liability if the settlement is required to be expressed 

by value adjustments to includible assets.  
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7. Penalties accrue for failure to file a correct form by a due date.  The penalties apply for 

the failure to timely file the form, or the failure to file a form, even if timely, that 

contains correct or complete information.  The penalties are those that apply to 

information returns and statements under Code Sections 6721 and 6722.  They are 

inflation adjusted.  Currently there is a $50 penalty for each Form 8971 (including 

Schedule A forms attached) that is filed late, but within 30 days after its due date.  If 

the return is filed late, but more than 30 days after its due date, the penalty is $260 for 

each Form 8971 (and its attached Schedule A forms) filed late.  There are limitations 

on the maximum annual penalties that can accrue for the failure to file either within or 

after the 30 day period following the due date, but since the penalties are geared to each 

8971 and associated Schedule A filed late, the limitations would really only apply to 

an institutional filer.  There are also penalties for failing to provide Schedule A to the 

persons entitled thereto.  The penalty is $50 for each Schedule A form provided late 

but within 30 days of the due date, and increases to $250 for each Schedule A form 

provided late but after 30 days of the due date.  Again these penalties are subject to 

maximum amounts which are designed to apply to institutional filers.  If the filer is 

found to have intentionally disregarded the filing requirements, the penalties under both 

Section 6721 and 6722 increase to the greater of $530 per Form 8971 and $530 for each 

Schedule A, or 10% of the aggregate amount of the items required to be reported 

correctly.  Inconsequential errors or omissions are not considered a failure to provide 

correct information, but errors related to a beneficiary’s tax ID, a beneficiary’s 

surname, the value of the asset the beneficiary is receiving from the estate or a 

significant item in a beneficiary’s address is never considered inconsequential. 

8. The statute does not define the term “executor.” The proposed regulations fill in this 

gap by stating that the term “executor” has the same meaning as in section 2203, and 

includes any other person required under section 6018(b) to file a return.  See Prop. 

Reg. §§1.1014-10(d) and 1.6035-1(e).  The executor must use reasonable due diligence 

to identify and locate all beneficiaries.  If the executor is unable to locate a beneficiary 

by the due date of the Form 8971, the executor must so report on the Form and explain 

its efforts in order to satisfy the due diligence obligation. Prop Reg. §1.6035(c)(4). 

Presumably a diligent but unsuccessful effort will qualify for the “reasonable cause” 

exception to the penalties, but few fiduciaries will want to rely on reasonable cause as 

an excuse for late or incomplete filing. 

9. An unrealistic provision of the statute is the assumption that the fiduciary will know, 

30 days after filing an estate tax return, how the assets will be apportioned among the 

beneficiaries of the estate.  This is true especially in situations where there is a formula 

allocation of assets.  Funding rarely even begins before a return is filed, and in many 

cases may not begin until a closing letter is received.  The proposed regulations state 

that if the executor has not determined which beneficiary is to receive an item of 

property as of the due date of the Form 8971 and Schedule(s) A, the executor must list 

all items of property that could be used to fund the beneficiary’s distribution on that 

beneficiary’s Schedule A.  Prop. Reg. §1.6035-1(c)(3).  The instructions to Form 8971 

point out that this could mean that the same property could be listed on more than one 

Schedule A.  Of course this will confuse many beneficiaries, as the information they 

are receiving will be largely useless to them until actual funding takes place.  The 

proposed regulations state that once the exact distribution has been determined, the 
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executor may, but is not required to, file and furnish a supplemental Form 8971 and 

Schedule A.  Prop. Reg. §1.6035-1(c)(3).  

10. The requirements of the statute militate strongly in favor of early funding.  Imagine the 

situation where an estate leaves a bequest of $1,000 to a caretaker, distant relative or 

friend.  If the bequest is not funded by the date that Form 8971 is required to be filed, 

the beneficiary’s Schedule A must list every asset which could be used in whole or in 

part to fund the bequest.  When a bequest may be satisfied in kind, this might include 

every asset in the estate.  Does the executor really want the $1,000 legatee to know this 

information?  Paying early should allow the executor to report that the bequest was 

satisfied with cash. 

11. Section 6035(a)(2) provides that the basis statement must be furnished to the Secretary 

and “each other person who holds a legal or beneficial interest in the property to which 

such return relates . . . .”  The proposed regulations clarify this requirement by stating 

that if the beneficiary is a trust or another estate, the executor must furnish the Schedule 

A to the fiduciary rather than to the beneficiaries of the estate or trust.  If the beneficiary 

is a business entity, the Schedule A is to be furnished to the entity.  Prop. Reg. §1.6035-

1(c)(2).     

12. There has been concern over whether the executor may satisfy the requirements of 

Schedule A by attaching valuations of assets held in a brokerage account, for example, 

rather than listing each individual asset on the Schedule.  Initially the instructions 

appeared to prohibit attachments, but the revised “final” instructions published in 

September, 2016 provide as follows: 

Listings of bulk assets may be attached to Schedule A in lieu of a detailed 

description of each item that has been acquired (or is expected to be 

acquired) by a beneficiary. The listing should consist of a related property 

(for example, stocks held in a single brokerage account) and only include 

information relevant to basis reporting such as name/description of the 

property, value, and valuation date. Do not attach property appraisals to 

Schedule A. 

13. The proposed regulations also impose a “subsequent transfer” filing requirement.  This 

new provision states that if the recipient of property that previously was reported or 

was required to be reported on a Form 8971 (and thus on the beneficiary’s Schedule A) 

subsequently distributes, by gift or otherwise, such property in whole or in part in a 

transaction in which a related transferee determines its basis in whole or in part by 

reference to the recipient’s basis, the recipient/transferor must, no later than 30 days 

after the date of the distribution or other transfer, file with the IRS a supplemental 

statement and furnish a copy of the same to the transferee. The requirement to furnish 

information regarding the subsequent transfer also applies to property that the 

recipient/transferor acquired in transactions (such as like-kind exchanges or 

involuntary conversions) where the basis of the acquired property was determined in 

whole or in part by reference to the property initially obtained from the estate.  For 

example, the subsequent transfer requirements could apply to real estate the 

recipient/transferor acquires from the estate, or real estate that the recipient/transferor 
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acquires in a 1031 exchange involving real estate acquired from an estate. It the 

recipient/transferor disposes of the property before he receives the Schedule A from 

the executor, the supplemental statement need only disclose the change of ownership 

but does not have to provide value information that otherwise would be required.  

However, if the transfer occurs before the final value of the estate property is 

determined, the recipient/transferor must provide the executor with a copy of the 

supplemental statement.  When the executor subsequently files any return or statement 

that is required to be filed, the new transferee is substituted tor the recipient/transferor 

with respect to the transferred property.  A “related transferee” means any member of 

the transferor’s family as defined in §2704(c)(2), any controlled entity (a corporation 

or any other entity in which the transferor and members of the transferor’s family (as 

defined in section 2704(c)(2)), whether directly or indirectly, have control within the 

meaning of section 2701(b)(2)(A) or (B), and any trust of which the transferor is a 

deemed owner for income tax purposes.  In situations where the transferor/recipient’s 

basis has changed from the final value as determined under section 6035 (e.g., 

depreciable property, interests in passthroughs, etc) the recipient/transferor may, but is 

not required to, report those changes to the transferee on the supplemental statement.  

However, the changes must be shown separately from the final value of the property 

that is required to be reported on the statement.   See Prop. Reg. §1.6035-1(f).  The 

preamble to the proposed regulations explain that this “subsequent transfer” obligation 

has arisen out or Treasury’s concern “ . . .that opportunities may exist in some 

circumstances for the recipient of such reporting [i.e., recipient of a Schedule A] to 

circumvent the purposes of the statute (for example, by making a gift of the property 

to a complex trust for the benefit of the transferor’s family).” 

COMMENT:  The subsequent transfer rule was unanticipated, raises many difficult issues, 

and undoubtedly imposes difficult burdens on recipients of property.  First, it is not clear 

how one determines family relationships in the context of transfers by and between 

fiduciaries.  Second, there is no temporal limit on how long the subsequent transfer rules 

apply.  Think of situations where 10 or 15 years after inheriting property, a recipient 

transfers it by gift to a family member.  Third, in defining a related transferee as a grantor 

trust as to the transferor, the proposed regulations do not make an exception for transfers 

to revocable trusts.  Must a person who inherits property and then funds his or her own 

revocable trust report the subsequent transfer?  Also, requiring a gift to an irrevocable 

grantor trust to be reported, but not requiring a gift to an irrevocable non-grantor trust to 

be reported, does not seem to make much sense.     

E. Ineffective QTIP Elections - Revenue Procedure 2016-49, 2016-42 I.R.B. 462 (October 17, 

2016).  Long-awaited guidance regarding QTIP elections that may be treated as a nullity has 

finally been issued.  The complicated regulatory procedure the IRS has issued should be 

viewed in the context of Section 2056(b)-7(B)(v), which states: 

An election under this paragraph with respect to any property shall be made by 

the executor on the return of tax imposed by section 2001.  Such an election, 

once made, shall be irrevocable. 
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The problem arose when an executor, either due to ignorance or mistake, made a QTIP election 

that was wholly unnecessary – in other words, had the election not been made, there still would 

have been no estate tax in the decedent’s estate.  Despite the statutory provisions providing 

that an election, once made, is irrevocable, the Service published, in Rev. Procedure 2001-38, 

guidance on when it would consider the “irrevocable” election to be a nullity.  Rev. Proc. 2001-

38 provided two examples of unnecessary elections which could be nullified, one being where 

the estate of the decedent would not pay any tax whether or not a QTIP election was made, and 

a second example where a marital deduction was properly claimed, resulting in potential tax 

being reduced to zero, but the executor made a QTIP election over the by-pass trust.  In these 

situations the unnecessary QTIP election caused the QTIP property to be includible in the 

surviving spouse’s estate, and also shifted the transferor to the surviving spouse at his or her 

death, absent a “reverse” QTIP election for GST purposes.  Compounding the difficulty was 

the fact that trying to unwind an unnecessary QTIP election during the lifetime of the surviving 

spouse could be difficult in light of Section 2519, which treats the disposition of any part of 

the income interest as a gift of the entire remainder.  Rev. Proc. 2001-38 offered a merciful 

path out of these difficulties. 

Portability then compounded the issue, because with portability now there might be a benefit 

to an unnecessary QTIP election, because of the incentive to obtain a step-up in basis at the 

death of the surviving spouse, especially in situations where inclusion of the QTIP property 

would not matter because of the surviving spouse’s DSUE.  Of course what the Service did not 

want was the taxpayer to be able to take a second look at the situation:  elect QTIP on the first 

return, then over time realize that not electing QTIP would have been more advantageous, and 

seek to nullify the initial election.  Rev. Proc. 2016-49 solves many of these problems, and 

replaces 2001-38. 

Under Rev. Proc. 2016-49, the Service will treat a QTIP election as a nullity in the following 

circumstances, which are set forth in Section 3.01 of the revenue procedure: 

1. Absent the QTIP election, the estate’s federal estate tax liability would be zero. 

2. The executor of the estate neither made, “nor was considered to have made,” the 

portability election as provided in §2010(c)(5)(A) and the regulations thereunder.  

Section 2010(c)(5)(A) imposes four requirements for a surviving spouse to take into 

account the DSUE:  (A) the executor of the first deceased spouse’s estate must file an 

estate tax return (B) on which return the unused exclusion amount is computed and (C) 

must make an election on the return to allow such amount to be taken into account and 

(D) the first deceased’s spouse’s return must be filed within the time prescribed by law 

(including extensions).   

3. The “Procedural Requirements” of the revenue procedure must be met.  The procedural 

requirements are set forth in Section 4.02 of the revenue procedure and are: 

A. The taxpayer must submit the information required by Section 4.02 in 

connection with (a) a supplemental Form 706 filed for the estate of the 

predeceased spouse, (b) a Form 709 (United States Gift (and Generation-

Skipping Transfer) Tax Return) filed by the surviving spouse, or (c) a Form 706 
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filed for the estate of the surviving spouse. A supplemental Form 706 filed for 

the estate of the predeceased spouse may be filed only by a person permitted to 

do so (generally, the executor; see § 20.6018-2) and only if the applicable period 

of limitations (whether on assessments or claims for credit or refund) has not 

expired with respect to the return of the predeceased spouse. 

B. The taxpayer must notify the IRS that a QTIP election is within the scope of the 

revenue procedure. Notice is provided by entering at the top of the Form 706 or 

Form 709 the notation “Filed pursuant to Revenue Procedure 2016-49.” 

C. The taxpayer must identify the QTIP election that should be treated as void 

under the revenue procedure and provide an explanation of why the QTIP 

election falls within the scope of section 3.01 of the revenue procedure. The 

explanation should include all the relevant facts, including the value of the 

predeceased spouse's taxable estate without regard to the allowance of the 

marital deduction for the QTIP at issue compared to the applicable exclusion 

amount in effect for the year of the predeceased spouse's death. The explanation 

should state that the portability election was not made in the predeceased 

spouse's estate and include the relevant facts to support this statement. 

D. The taxpayer must provide sufficient evidence that the QTIP election is within 

the scope of the revenue procedure. Evidence sufficient to establish that the 

QTIP election was not necessary to reduce the estate tax liability to zero based 

on values as finally determined for federal estate tax purposes and that the 

executor opted not to elect portability of the DSUE amount may include a copy 

of the predeceased spouse's estate tax return filed with the IRS. If the executor 

of the predeceased spouse's estate was not considered to have made a portability 

election because of a late filing of that return, evidence may consist of the 

account transcript reflecting the date the estate tax return was filed. 

In the case of  QTIP election within the scope of Section 3.01 of the revenue procedure, 

the Service will disregard the QTIP election and treat it as null and void for purposes of 

§§ 2044(a), 2056(b)(7), 2519(a) and 2652. 

The revenue procedure provides that in certain circumstances relief will not be granted.  

These examples mainly fit into situations that are negatively implied by the requirements 

of Section 3.01.  The situations are: 

 A partial QTIP election was required with respect to a trust to reduce the estate tax 

liability and the executor made the election with respect to more trust property than 

was necessary to reduce the estate tax liability to zero.  In this situation, since there 

would have been estate tax had no QTIP election been made, the situation would flunk 

the first requirement of Section 3.01. 

 A QTIP election was stated in terms of a formula designed to reduce the estate tax to 

zero. See, for example, § 20.2056(b)-7(h), Examples 7 and 8.  Again, any QTIP election 
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in this situation reduces tax that otherwise would be paid, and therefore again would 

flunk the first requirement of Section 3.01.  

 The QTIP election was a protective election under § 20.2056(b)-7(c).  The logic here 

seems to be that making a protective election yields a benefit, even if it turns out that 

the benefit became unnecessary.  Obtaining the benefit should preclude relief under the 

revenue procedure. 

 The executor of the estate made a portability election in accordance with § 

2010(c)(5)(A) and the regulations thereunder, even if the decedent's DSUE amount was 

zero based on values as finally determined for federal estate tax purposes.  If the 

executor made a portability election the second requirement of Section 3.01 would 

prevent relief. 

 The “procedural requirements” of Section 4 of the revenue procedure are not satisfied.  

Satisfying the procedural requirements is the third requirement of Section 3.01. 

The new revenue procedure does not affect trusts for which relief was granted under 3001-

38.  In 2016 one somewhat unusual situation was the subject of a private letter ruling, 

discussed at G below. 

 

F. Revenue Procedure 2016-42, 2106-34 I.R.B. at 269 (August 22, 2016).  Charitable remainder 

trusts can fail because the annual payments exhaust the principal of the trust before the term of 

the trust ends. The possibility of failure could imperil an income, gift or estate tax deduction 

under Regulation Sections 1.170A–1(e), 20.2055–2(b)(1), and 25.2522(c)–3(b)(1) which deny 

a deduction if on the happening of an event (in this case, exhaustion of the trust) the charitable 

gift never takes effect.    More precisely, the Regulations state that no charitable deduction is 

allowable unless the possibility that the charitable transfer will not become effective is so 

remote as to be negligible. 

To promote a viable charitable remainder, and to deal with the “so remote as to be negligible” 

test, the tax laws require charitable remainder trusts to pass a “probability of exhaustion” test 

at the inception of the trust.  The “probability of exhaustion test” is set forth in Rev. Rul. 70-

452 and is designed to test whether the probability, at inception of the trust, that the principal 

will be exhausted is so negligible so as not to be a concern.  The test provides that if, at the 

inception of the trust, there is a greater than 5 percent probability that annual payments  will 

exhaust the trust assets by the end of the trust term, thus defeating the charitable interest, then 

the possibility that the charitable transfer will not become effective is not so remote as to be 

negligible. Rev. Rul. 77-374 applies the probability of exhaustion test to a Charitable 

Remainder Annuity Trust (“CRAT”).  

 

The probability of exhaustion is calculated first by applying the § 7520 assumed rate of return 

on CRAT assets against the amount of the annuity payment to determine when the CRAT 

assets will be exhausted. Then, the government mortality tables (the current Mortality Table 

2000CM is found in § 2031-7(d)(7)) is used to determine the probability that the income 

beneficiary or beneficiaries will survive exhaustion of the CRAT assets. If the probability that 

the life beneficiary or beneficiaries will survive exhaustion of the CRAT assets is greater than 

5 percent, then the charitable remainder interest of the CRAT does not qualify for an income, 
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gift, or estate tax charitable deduction and the CRAT is not exempt from income tax under § 

664(c). Note that if the §7520 rate at the creation of a trust providing an annual annuity payment 

at the end of each year is equal to or greater than the percentage used to determine the annuity 

payment, then exhaustion will never occur under this test. 

 

The problem for CRATs is that like all charitable remainder trusts they require at least a 5% 

payout.  For nearly 10 years the Section 7520 rate has been well under 5%, and so low that it 

has become virtually impossible to satisfy the exhaustion test except for very old grantors, 

whose life expectancy is short enough so that the trust is likely to be around when they die.  As 

a result the CRAT has not been widely used for some time. 

 

To address this issue, the Service has devised an alternate test, for newly created CRATs.  The 

new test provides that if the trust contains a “qualified contingency” – defined in Code Section 

664(f) – that provides for early termination of the annuity interest, then the exhaustion test can 

be ignored.  The new test requires the trustee to annually determine, before that year’s CRAT 

payment, whether after the payment the CRAT’s remaining trust assets, on a discounted basis, 

would be greater than 10% of the initial value of the CRAT.  If so, the payment can be made.  

If not, the payment cannot be made, the trust terminates and everything passes to the charitable 

remainder.   

 

The revenue procedure applies to trusts created on or after the August 8, 2016, that: 

 

 Meet the requirements of § 664(d)(1); 

 

 Provide for annuity payments payable for one or more measuring lives; and 

 

 Contain in their governing instrument the precise language of the sample provision in 

section 5 of the revenue procedure.    

 

A trust which contains a substantive provision similar but not identical to that provided in 

section 5 of the revenue procedure will not necessarily be disqualified, but neither will such a 

provision be assured of treatment as a qualified contingency under § 664(f). 

The language of Section 5 is the following: 

 

The first day of the annuity period shall be the date the property is transferred 

to the trust and the last day of the annuity period shall be the date of the 

Recipient's death or, if earlier, the date of the contingent termination. The date 

of the contingent termination is the date immediately preceding the payment 

date of any annuity payment if, after making that payment, the value of the trust 

corpus, when multiplied by the specified discount factor, would be less than 10 

percent of the value of the initial trust corpus. The specified discount factor is 

equal to [1/(1 + i)],t where i is the time from inception of the trust to the date of 

the annuity payment, expressed in years and fractions of a year, and i is the 

interest rate determined by the Internal Revenue Service for purposes of section 

7520 of the Internal Revenue Code of 1986, as amended (section 7250 rate), 

that was used to determine the value of the charitable remainder at the inception 
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of the trust. The section 7520 rate used to determine the value of the charitable 

remainder at the inception of the trust is the section 7520 rate in effect for [insert 

the month and year], which is [insert the applicable section 7520 rate]. 

 

Note that the Revenue Procedure refers to “i” as the time from inception of the trust to the date 

of the annuity payment.  It seems obvious that “t” was intended.  The Revenue Procedure gives 

an example of a trust that passes the alternate test during its first 17 years but then flunks the 

test in year 18, immediately before the payment date, which in the assumed facts occurs once 

each year, on the last day of the year.  No example is given for how the test is applied to annuity 

payments that are made quarterly, semiannually or monthly.   Employing the qualified 

contingency alternative for a trust that pays its annuity more often than annually would require 

the trustee to test for each payment – a burdensome task to be sure.   

 

The Revenue Procedure gives guidance on where to place the required language in the sample 

forms, and makes suggestions for adapting the language to testamentary CRATs and to CRATs 

for more than one life. 

 

G. PLR 201615004 concerned an election to treat a Section 2056(b)(5) general power of 

appointment trust as a QTIP trust.  Here the family sought approval of a modification of the 

GPA trust in order to terminate it and pay to spouse an amount equal to the liquid assets of the 

trust.  If the trust were considered a QTIP trust, the termination of the spouse’s income interest 

would constitute a gift of the remainder interest under Section 2519.  To avoid this, the family 

sought a ruling that under Rev. Proc. 2001-38 the QTIP election was a nullity, because the trust 

already qualified for marital deduction treatment under Section 2056(b)(5).  In other words, 

the QTIP election was not necessary to reduce estate taxes.  The Service granted the request, 

which meant that when the trust was terminated the measure of the gift would be determined 

under principles of Section 2512 rather than 2519.   In the ruling, the Service observed that the 

release of the general power of appointment was a gift by the spouse under Section 2514, and 

that the measure of the gift would be the difference between the value of what was given up 

and the property received in the termination.  Further, since the spouse had made a gift, the 

spouse was the transferor for GST purposes.   

 

H. PLR 201634015 considered the estate and gift tax consequences of a state court judicial 

reformation based on scrivener’s error.  A married couple created a trust for the benefit of their 

son.  Under the terms of trust, the trustees had discretion to pay to or apply for the benefit of 

the son such amounts of income and principal as the trustees deem necessary or desirable for 

his support, maintenance, health, education or other needs.  In addition, the trustees could 

terminate the trust at any time they determined that the continued administration of trust would 

become uneconomical or impractical in view of the small value or extent of trust assets. If this 

discretion was exercised, the principal would be distributed to the son or remainder 

beneficiaries then entitled to discretionary distributions. 

  

Another provision of the trust granted the son a testamentary power of appointment exercisable 

in favor of his surviving spouse and surviving issue.  The provision of the trust dealing with 

distribution if the power was not exercised, however, referred to the son’s failure to exercise a 

general testamentary power of appointment.  Finally, on reaching age 40, the son could remove 
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and replace the trustees of Trust. The son had not attained age 40 when the ruling was 

requested. 

 

The settlors of the trust trust petitioned their local court for reformation of the trust because of 

scrivener's errors. In support of the petition, the settlors represented that the reference to the 

“general” testamentary power of appointment was incorrect because the power granted to the 

son was not in fact a general power.  Therefore, they maintained, the terms of the trust as 

originally drafted were contrary to their intent to create a trust for their son and his issue 

without transfer tax upon the son’s death. 

 

In the reformation action, the court ordered that only an “independent trustee” (who was not 

the taxpayer nor a person who was a “related or subordinate party” defined in § 672(c)) could 

exercise discretion to make distributions to the son or terminate the trust. The court further 

ordered that the word “general” be deleted.  The reformation was effective as of the initial date 

of the trust.   The ruling request was that the reformation had no gift or estate tax effect.  The 

IRS granted the ruling, noting that under Commissioner v. Estate of Bosch, 387 U.S. 456 

(1967), the decision of a state trial court as to an underlying issue of state law is not controlling 

when applied to a federal statute. Rather, the highest court of the state is the best authority on 

the underlying substantive rule of state law to be applied in the federal matter. However, if 

there is no decision by that court, which is usually the case in reformation actions, then the 

federal authority must apply what it finds to be state law after giving “proper regard” to the 

state trial court's determination and to relevant rulings of other courts of the state.   Key to 

granting the relief was scrivener’s error (mistake in drafting), which will almost always result 

in the argument that the terms of the trust as drafted do not contain the terms the settlor and 

trustee originally intended.   

 

COMMENT:  Rev. Rul. 73-142, 1973-C.B. 405, dealt with a state court ruling which construed 

an instrument prior to the time when a federal tax controversy arose. The issue was whether a 

grantor of an irrevocable trust had the power to remove and replace a trustee with himself.  

While the grantor was living the state court construed the trust to mean that under applicable 

state law the power to remove could only be exercised once, and that the grantor could not 

appoint himself as trustee.  The ruling states that the state court determination, even though 

contrary to the law of the state, was binding on the trust and therefore on the taxpayer’s death 

some years later no Section 2036 issue was implicated.  In reaching this conclusion, the ruling 

stated that Bosch did not apply.   

 

I. In PLR 201641018 the Service granted 9100 relief to make a late QTIP election.  The 

decedent’s spouse filed an estate tax return which indicated that the gross value of the 

decedent’s estate was less than the decedent’s applicable exclusion amount.  The estate plan 

set aside the credit shelter amount and funded a QTIP marital trust for any excess.  Since the 

return did not indicate a value exceeding the credit shelter amount, nothing was reported on 

Schedule M.  After the return was filed, the spouse became aware that an item of tangible 

personal property listed on the return was undervalued.  The spouse apparently discovered this 

in conjunction with selling the item. The spouse filed a supplemental return, reporting what 

was believed to be the correct value.  Now, however, the supplemental return showed a 
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Schedule M amount and a QTIP election was necessary to eliminate tax.   The Service granted 

the request. 

 

J. PLR 201641020  This ruling involved the successful attempt to avoid estate tax inclusion of 

trust assets for a trustee/beneficiary.  The trust in question was created before September 25, 

1985 and was GST exempt.  The taxpayers represented that no additions, actual or constructive, 

have been made to the trust since September 25, 1985.  Two daughters were acting as co-

trustees and were the lifetime discretionary beneficiaries of a GST grandfathered trust.  Income 

not paid each year would be accumulated.  The discretionary standard for distribution of 

income and principal was non-ascertainable.  On the death of one of the daughters, the trust 

would continue for the other daughter, and on the death of the surviving daughter the trust 

would terminate and distribute half to each daughter’s children.  If one of the daughters ceased 

to act as trustee, the other would act alone.  If both daughters ceased to act as trustee, the trust 

provided that “any person interested in the welfare of the beneficiaries of the trust may apply 

to any district court” in the county and state for appointment of a successor trustee.  To avoid 

potential Section 2514 and 2041 issues, the two daughters proposed to jointly resign and 

petition the court to modify the successor trust provisions to appoint two successor co-trustees 

(“X” and “Y”), neither of whom would be a related or subordinate party to the daughters within 

the meaning of Section 672(c). Under the proposed amendment to the trust, if X should cease 

to act as trustee, one of the daughters would appoint a futher successor, and if Y should fail or 

cease to act as trustee, the other daughter would appoint a further successor.  Any further 

successor could not be a related or subordinate party to the daughters within the meaning of 

Section 672(c).  One daughter had an adult child, who would consent to the court action.  The 

other daughter had two minor children, and she proposed to appear as their Guardian ad litem 

pursuant to the state statute to represent them in the state court proceeding.  The taxpayers 

requested rulings that the joint resignation of the two daughters as co-trustees, the appointment 

of X and Y as successor trustees, and the court approval of the proposed amendment to the 

successor trustee provisions of the trust would not cause either daughter to be treated as having 

possessed, exercised or released a general power of appointment for purposes of § 2041 or 

2514; (2) would not cause the interests of either daughter in the trust 2 to be includible in their 

respective gross estates under § 2033, 2036, 2037, or 2038; and (3) would not cause the trust 

to lose it GST tax exempt status under chapter 13.  The Service first ruled that due to the joint, 

adverse nature of the powers held by the daughters, neither had a general power of 

appointment.  Therefore, the simultaneous resignation of both daughters could not be 

considered the release of a general power: 

 

In the present case, Article 1, Section 1.1, paragraph 3, gives the co-trustees 

discretionary power to distribute income and/or principal to either Daughter. 

This power is not limited by an ascertainable standard. Daughters 1 and 2 are 

serving as co-trustees and, therefore, have joint power to authorize distributions 

of income and/or principal to either Daughter from Trust 2. In this case, each 

coholder of this power has an adverse interest because either Daughter may 

possess the power after the other Daughter's death and may exercise such power 

at that time in favor of herself, her estate, her creditors, or the creditors of her 

estate. The facts are similar to the example in § 25.2514-3(b)(2). Thus, the 

distribution power held by each Daughter is not considered a general power of 
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appointment. Further, Trust 2 does not grant Daughters any other inter vivos 

powers of appointment. 

 

Accordingly, based upon the facts and representations made, Daughter 1 and 

Daughter 2 do not possess general powers of appointment for purposes of § 

2514 and, therefore, the joint resignation by Daughters as co-trustees will not 

be treated as the exercise or release of a general power of appointment for 

purposes of § 2514(b). 

 

The Service also ruled that the amendment to the trust would not raise tax issues for the 

daughters because the trustees, and other further successors, were not related or subordinate 

to either daughter.   

K. Notice 2017-12, 2017-5 I.R.B. 742 (January 30, 2017), provides an alternate method of 

obtaining closure on an estate tax return.  The Service no longer issues estate tax closing letters 

as a matter of course; they must be requested, and the request cannot be made earlier than 4 

months after a return has been filed.  For confirmation that the IRS examination of an estate 

tax return has been completed and is closed, estates and their authorized representatives may 

now request an account transcript in lieu of an estate tax closing letter. Receipt of an account 

transcript with a transaction code of “421,” like receipt of an estate tax closing letter, confirms 

the closing of the IRS examination of the estate tax return. Estates and their authorized 

representatives may request an account transcript by filing Form 4506–T, Request for 

Transcript of Tax Return. The request should not be made earlier than 4 months after the return 

is filed. 

Note that neither the issuance of a closing letter, nor the issuance of a transcript with the 

transaction code “421,” prevents the IRS from reopening or reexamining the estate tax return 

to determine estate tax liability if there is (1) evidence of fraud, malfeasance, collusion, 

concealment, or misrepresentation of a material fact, (2) a clearly defined, substantial error 

based upon an established IRS position, or (3) another circumstance indicating that its failure 

to reopen the case would be a serious administrative omission. In addition, in the case of the 

estate of a decedent (survived by a spouse) that elects portability of the deceased spousal 

unused exclusion (DSUE) amount, the issuance of an estate tax closing letter or a transcript 

does not prevent the IRS from examining the estate tax return of that decedent for the purpose 

of determining the transfer tax liability of the surviving spouse of that decedent (specifically, 

the DSUE amount to be included in the applicable exclusion amount of the surviving spouse). 

See § 2010(c)(5)(B) of the Internal Revenue Code and §§ 20.2010– 2(d) and 20.2010 –3(d) of 

the Estate Tax Regulations.   

L. Notice 2017-15, 2017-6 I.R.B. 783 (February 6, 2017) provides guidance allowing the 

recalculation of a taxpayer’s remaining applicable exclusion amount and remaining GST 

exemption to the extent an allocation of that exclusion or exemption was made to transfers that 

were reported as taxable based solely on the application of the Defense of Marriage Act 
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(DOMA), Public Law 104–199 (110 Stat. 2419).  The Notice is a further application of the 

outcome in United States v. Windsor, 133 S. Ct. 2675 (2013).  Under the Notice, a taxpayer 

may recalculate the amount of the applicable exclusion amount, or deceased unused spousal 

exclusion amount by filing either an amended Form 709 (if the limitations period has not 

expired), by recalculating the proper amount on the next filed Form 709, or by recalculating 

the amount on a Form 706 for a person who has died before the recalculation has taken place.  

Except in the case of deceased taxpayer, there is no requirement to file a return solely for the 

recalculation.  The recalculation may be made even if the statute of limitations has run, but if 

the statute has run any claim of credit or refund will be denied.  If unnecessary tax was paid 

but cannot be refunded, it will still count as tax paid for purposes of future returns even if the 

exclusion amount is recalculated.  Also, the Notice does not extend the applicable time limits 

on electing to split gifts made by a spouse under § 2513. 

The Notice also treats as void any allocation (whether made on a return, or by application of 

law) of GST exemption to a direct skip transfer (directly to, or to a trust for the sole benefit of) 

a person who before Windsor was considered a skip person, but after Winsor is not.  This relief 

is consistent with Treas. Reg. §26.2632–1(b)(4)(i), which provides that an allocation of GST 

exemption to a trust is void to the extent that the amount allocated exceeds the amount 

necessary to obtain an inclusion ratio of zero with respect to the trust.  The Notice gives the 

example of gifts to descendants of a same sex spouse who before Windsor would be assigned 

a generation based on age, but after Windsor are assigned a generation based on relationship.   

The taxpayer should include a statement at the top of the Form 706 or Form 709 that the return 

is “FILED PURSUANT TO NOTICE 2017–15.” Moreover, the taxpayer must attach a 

statement supporting the claim for the marital deduction and detailing the recalculation of the 

taxpayer’s remaining applicable exclusion amount as directed in forms and instructions issued 

by the If a QTIP or QDOT election is required in order to obtain the marital deduction, a 

separate request for relief  pursuant to § 301.9100–3 must be submitted. The IRS will provide 

on www.irs.gov a worksheet and instructions to the Form 706 and Form 709 to properly 

compute and report the recalculated amounts.  
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FEDERAL TRANSFER TAX CASES 

 

A. Cavallaro v. Comm'r of Internal Revenue, 842 F.3d 16 (1st Cir., 2016).  The First Circuit 

has affirmed in part, reversed in part, and remanded the Tax Court’s decision in Cavallaro.  

The reversal and remand concerned the ability of the taxpayer to challenge the valuation report 

relied on by the government in determining the value of a company.  The affirmation was with 

respect to the finding by the Tax Court that a gift resulted from a merger between two 

companies. 

 

The Service claimed that a massive gift tax liability resulted from a 1995 merger transaction, 

in which the parents merged their wholly-owned company into their sons’ wholly owned 

company in exchange for a 19% ownership interest in the sons’ company.  The issue centered 

on which company owned valuable technology when the companies merged.  There was 

considerable friction between the legal advisors and the accountants for the family.  The 

lawyers wanted the family to claim that the value of the technology inhered in the sons’ 

company, whereas the accountants objected to this proposal because it was at odds with the 

overwhelming evidence that at the time of the merger the parents’ company owned the 

technology and always had. In a statement repeated by the Tax Court as well as by the First 

Circuit, one of the attorneys argued in a letter to one of the accountants: “History does not 

formulate itself, the historian has to give it form without being discouraged by having to 

squeeze a few embarrassing facts into the suitcase by force.”  The accountants eventually fell 

in line, and in 1995 affidavits were signed by family members confirming a transfer of 

technology that allegedly occurred in 1987 when the sons’ company was created.   

 

As a result of an income tax audit the Service looked into the merger transaction and eventually 

broadened the inquiry to a gift tax audit.  The Service concluded that a gift occurred when the 

merger took place, initially contending that the sons’ company had a zero value.  After the 

Cavallaros filed a Tax Court petition the Service retained an expert to value the two companies.  

The appraiser believed that the sons’ company had value, but confirmed that a large gift took 

place.  The Tax Court agreed, and based on the appraiser’s opintion found that the parents’ 

company was undervalued in the merger, resulting in a gift tax deficiency from the 1995 

merger of  $23,085,000.  The Cavallaros claimed that in the Tax Court proceedings the IRS 

had shifted its theory of gift, because it went from claiming the sons’ company as being a mere 

shell to one that had value. 

 

In the appeal, the taxpayer first claimed that the Tax Court had improperly failed to find that 

the burden of proof in the case shifted to the government.  Their argument was that the 

deficiency assessment lacked rational foundation.  The First Circuit disagreed, finding that the 

lawyer’s statement about squeezing embarrassing facts into the suitcase, coupled with 

documentation supporting a conclusion that the technology was owned by the parents’ 

company, was a rational basis for the deficiency assessment.   

 

The First Circuit also rejected the taxpayer’s claim that the Commissioner had advanced a 

theory at trial that was different from the theory advanced in the notice of deficiency.  The 

taxpayer argued that the deficiency notice was based on the son’s’ company – Camelot - being 

a “sham” while at trial the government argued that the parents’ was undervalued.  The First 
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Circuit pointed out that the deficiency notice never claimed that the sons’ company was a sham 

– it simply asserted that a gift to the shareholders of that company occurred as a result of the 

merger.  The Commissioner's subsequent adoption of a valuation report simply clarified the 

extent to which the parents’ company was undervalued.  The First Circuit observed that if a 

deficiency notice is broadly worded and the Commissioner later advances a theory not 

inconsistent with that language, the theory does not constitute new matter, and the burden of 

proof remains with the taxpayer. 

 

The Cavallaros also challenged the Tax Court's finding that the parents’ company owned all 

of the technology. Specifically, they complained that the Tax Court's treatment of the “different 

types of technology . . . as a single, undivided whole” was overly simplistic. The First Circuit 

found that the record amply supported the Tax Court's determinations.  

 

The First Circuit reversed the Tax Court decision on the basis that the Cavallaros were not 

given the opportunity to challenge the government’s valuation report as “arbitrary and 

excessive.” The Tax Court had refused to allow the challenge on the grounds that, even if the 

Cavallaros were right, they could not show the correct amount of their tax liability. The First 

Circuit noted that under Helvering v. Taylor, 293 U.S. 507, 511, 55 S.Ct. 287, 79 L.Ed. 623 

(1935), the Cavallaros should have had the opportunity to rebut the valuation report and to 

show that the Commissioner's assessment was “arbitrary and excessive.”  If they succeeded in 

doing so, the Tax Court should have then determined for itself the correct amount of tax 

liability rather than simply adopting the Commissioner's position.   Accordingly, the First 

Circuit remanded the case so that the Tax Court could evaluate the Cavallaros' arguments that 

the government valuation had methodological flaws that made it arbitrary and excessive.   If 

the Tax Court determines that the Commissioner's assessment was arbitrary, then it must 

determine the proper amount of tax liability for itself. The Tax Court will be free to accept in 

whole or in part, or reject entirely, the expert opinions presented by the parties on the subject.  

Further, the court may take new evidence, including a new expert valuation. 

 

B. Estate of LaSala v. Commissioner, T.C. Memo. 2016-42.  In LaSala the decedent, age 93, 

entered into a private annuity transaction with his daughter and grandchildren.  He died a little 

over a year after entering into the transaction, having received one payment.  The Service 

examined the return and issued a notice of deficiency in the amount of $1,999,045, on the basis 

that all of the transferred property was includible in the decedent’s estate under Section 2036.  

The estate filed a Tax Court petition and the parties negotiated a settlement.  Under the broad 

terms of the settlement, the Service conceded that at the time of the private annuity transaction 

the decedent was reasonably expected to live at least a year.  The taxpayer conceded that at the 

time of the private annuity transaction two fractional interest holdings which comprised, in 

part, the transferred property, were undervalued.  The parties agreed that to the extent the 

transferred property exceeded the present value of the annuity payments there was a gift in 

2003, the year in which the private annuity transaction occurred.  After some further haggling, 

the parties agreed that there was a gift tax liability of $235,207.  The adjusted taxable gift 

resulted in increased estate tax of $160,176.  In recomputing the estate tax, the Service allowed 

additional attorneys’ fees.  However, neither party took into account any interest that might be 

charged on the gift tax liability.  The Service requested the taxpayer to file a gift tax return to 

document the gift, which it did in October, 2010, and paid the $235,207 in tax.  The Tax Court 
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on October 27, 2010, entered a stipulated decision for the estate tax liability.  This decision did 

not mention the 2003 gift tax liability because the notice of deficiency in the docketed case 

determined a deficiency in estate tax only.  In November, the estate sent the IRS a check for 

$230,838, representing the estate tax due plus interest of $70,662, thus discharging the estate 

tax liability in full. 

 

The Service processed the gift tax return and in early 2011 sent the taxpayer a Notice CP161, 

Request for Payment—Federal Gift Tax, showing an unpaid balance due of $484,683. This 

comprised gift tax of $235,207, a late filing penalty of $52,922, a late payment penalty of 

$58,802, and statutory interest (including interest on penalties) of $137,752.  The estate 

contacted the IRS, pointing out that the gift tax had been paid, claiming that no penalties were 

justified because the gift tax was paid pursuant to a settlement; and arguing that no interest was 

due because the gift tax was allegedly a mere “notational amount” used in calculating the estate 

tax deficiency. The estate did not request a collection alternative.  The IRS settlement officer 

credited the estate with the tax paid and waived the penalties, but saw no reason to abate the 

penalties.  The Service issued a notice of determination sustaining the prior notice of federal 

tax lien that the estate did not owe interest.  The estate then filed a Tax Court petition. 

 

Section 6330(c)(2)(B) permits a taxpayer to challenge the existence or amount of an underlying 

liability only if the taxpayer did not receive a notice of deficiency or otherwise have a prior 

opportunity to contest it. Here the estate did not had a prior opportunity to contest its liability 

for interest on the 2003 gift tax, and the estate properly raised the question of whether interest 

was properly imposed during the collection due process hearing.  The Tax Court sustained the 

Service’s position that there was no justification for abating interest.  The Court first cited 

Johnson v. United States, 602 F.2d 734, 738 (6th Cir.1979) for the principle that interest is 

imposed by statute, and unless a statutory exception applies, the courts lack discretion to 

excuse a taxpayer from payment of interest.  The Court then noted that a stipulated settlement 

is a contract, and that in this case the estate was asking that the Court interpret the stipulation 

to include, as an implied term, that no interest would be due on the 2003 gift tax liability. The 

estate had two arguments. 

 

First, the estate claimed that it filed the gift tax return not to acknowledge an actual gift tax 

liability, but simply to create, at the request of the Service, an account entry to which the 

$235,207 payment could be posted.   When the estate filed the gift tax return, it noted on the 

Form 709 “. . . the filing of this return is conditioned on the concurrent filing of a Decision 

with the U.S. Tax Court  . . . reflecting [the] estate tax settlement.”  The Tax Court did not find 

this argument persuasive.  Although the 2003 gift generated an input in calculating the estate 

tax, it also established an independent gift tax liability for the taxable year 2003.  If the estate 

did not intend this it should not have signed a stipulation conceding that the decedent had made 

a taxable gift when the private annuity transaction took place.  It did not matter that the return 

was filed at the request of the Service – the filing was still voluntary and a necessary step in 

securing a settlement that the estate wanted. The notation that the filing of the gift tax return 

was conditioned on entry of a decision in the estate tax case did not render the Form 709 a 

“non-return.” That notation simply indicated, correctly, that the estate's reporting of a 2003 gift 

tax liability had as a quid pro quo the concessions the IRS made in the estate tax case. 
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The estate’s second argument was that even if there was a delinquent gift tax liability for 2003, 

the stipulation of settlement included an agreement that this liability would not bear interest. 

The Tax Court rejected this argument also, finding nothing  in the stipulation of settlement or 

the parties' subsequent correspondence addressing interest on the gift tax liability, much less 

evidencing a mutual understanding that no interest would be due.  At trial the IRS attorney 

who initially handled the first Tax Court case testified to his belief that he lacked authority to 

waive interest and that he could never have gotten approval for a settlement that purported to 

waive interest. The Tax Court cited to the Internal Revenue Manual pt. 35.8.2.5.1 (Aug. 11, 

2004) that “The Service does not settle Tax Court cases by waiving statutory interest.”  The 

attorney for the estate on the other side of the negotiations testified that he was unaware of any 

other instance in which the IRS had waived statutory interest as part of a settlement. Under 

these circumstances, the Tax Court could not construe the stipulation of settlement to include 

as an implied term a waiver of interest on the 2003 gift tax liability. The attorneys who 

represented the estate during 2009–2010 testified that their internal calculations concerning the 

cost of the settlement left no room for payment of interest on the gift tax liability. The Tax 

Court observed that the evidence concerning their subjective understanding was ambiguous, 

but in any event one party's unilateral misunderstanding or misapprehension of the cost of a 

settlement does not justify reforming the settlement or setting it aside.  The Tax Court also 

noted that the inequity that now resulted from the estate being unable to claim a deduction for 

that interest against the estate tax (the statute had run) engendered sympathy, but that ultimately 

the responsibility for claiming deductions lies with the taxpayer. The estate's failure to claim a 

timely deduction for interest does not justify setting aside the statutory interest to which the 

Government is entitled. The Tax Court also found no abuse of discretion in the conduct of the 

settlement officer’s actions in sustaining the notice of federal tax lien. 

 

COMMENT:  In footnote 2 to the opinion the Court made it clear that it was not deciding 

whether the Service would have the authority to waive interest in settling a Tax Court case:  

 

We have no occasion to decide whether the IRS would have the authority to 

waive statutory interest in settling a Tax Court case. See Smith, 97 T.C.M. 

(CCH) at 1137 & n.11 (“It is even theoretically possible, though it would be 

unusual, for the IRS to enter into a settlement in which it waives interest . . . .” 

(citing Anthony v. United States, 987 F.2d 670, 674 (10th Cir.1993))). Our 

holding is based on our finding that the parties to this settlement neither reached 

nor expressed a mutual agreement that interest would be waived on the gift tax 

liability. 

 

The settlement was still a very good one, given the initial assessment of $1,999,045. The failure 

of the estate’s advisors to anticipate the effect of filing a long-overdue return is a good reminder 

of how things can go wrong even when good results are achieved. 

 

C. Estate of Holliday v. Commissioner, T.C. Memo. 2016-51. This is a “bad facts” partnership 

case where the Service successfully sought inclusion of all of the partnership assets in the 

decedent’s estate.  The decedent had been living in a nursing home for about 3 years when a 

limited partnership was formed with marketable securities and cash.  The decedent was not 

consulted about how her assets would be held and was not advised as to the make-up of the 
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assets forming the partnership because of concerns that someone would try to take advantage 

of her.  The partnership was funded with about $5.9 million of assets, with the decedent owning 

initially all of the limited partnership interests, which made up 99.9% of the partnership, and a 

limited liability company, of which decedent was the sole owner, owing the remaining .1%.  

The decedent owned significant assets not involved in the partnership.  On the same day that 

the partnership and LLC was funded, decedent sold her .1% interest in the LLC to her two 

sons, and made a gift of 10% of the LP interests to an irrevocable trust.  There was one pro-

rata distribution of $35,000 to the partners.  The partnership agreement provided “To the extent 

that the General Partner determines that the Partnership has sufficient funds in excess of its 

current operating needs to make distributions to the Partners, periodic distributions of 

Distributable Cash shall be made to the Partners on a regular basis according to their respective 

Partnership Interests.”  The decedent died a little more than two years after the partnership was 

funded.   

 

After concluding that the decedent had made an inter vivos transfer of property, the Court 

found that there was a retained interest under Section 2036(a): 

 

Section 5 of Oak Capital's limited partnership agreement provides that “[t]o the 

extent that the General Partner determines that the Partnership has sufficient 

funds in excess of its current operating needs to make distributions to the 

Partners, periodic distributions of Distributable Cash shall be made to the 

Partners on a regular basis according to their respective Partnership Interests.” 

When asked at trial what he believed the term “operating needs” meant, Mr. 

Holliday testified: “[I]t seemed to me when I reviewed this document, when it 

was signed, that it was created, that this seemed to come from some sort of 

boilerplate for Tennessee limited partnerships, this sort of gave you broad 

powers to do anything you needed to do, including make distributions. But that 

wasn't necessary. No one needed a distribution.” 

 

Section 5 of Oak Capital's limited partnership agreement unconditionally 

provides that decedent was entitled to receive distributions from Oak Capital in 

certain circumstances. Further, Mr. Holliday's testimony makes it clear that had 

decedent required a distribution, one would have been made. On the basis of 

the facts and circumstances surrounding the transfer of assets to Oak Capital, 

we believe that there was an implied agreement that decedent retained the right 

to “the possession or enjoyment of, or the right to the income from, the 

property” she transferred to Oak Capital. See sec. 2036(a)(1). Accordingly, the 

second condition necessary for section 2036(a) to apply has been met. 

 

The focus then shifted as to whether the transfer was a bona fide sale for full and adequate 

consideration.  With respect to the bona fide sale, the Tax Court focused on whether there was 

a non-tax reason for the partnership, and whether there was arm’s length bargaining involved 

in the creation of the partnership.  The taxpayer argued for three non-tax reasons:  (1) protection 

from creditors; (2) protection from undue influence of care givers; and (3) to preserve the assets 

for the benefit of the decedent’s heirs.  As to the first reason, the court found that the decedent 

had never been sued, she lived in a nursing home so her exposure to tort claimants was 
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minimal, and in any event she held substantial assets outside of the partnership, which would 

make her just as enticing a target for tort claimants as before the partnership was formed.  With 

respect to the potential undue influence of caregivers, the decedent’s family provided extensive 

testimony of its bad experiences with caregivers for other family members.  The Tax Court 

found this evidence unpersuasive.  The Court noted that the decedent was situated differently 

from the other people who were taken advantage of; she had close family members nearby who 

would be in a position to prevent undue influence.  Further, even though caregivers had stolen 

from other family members, the Court noted that theft was different from undue influence.  

Finally, and more importantly, the Court noted that one of the sons testified that he did not 

discuss with his mother that she “might be taken advantage of” as a reason for transferring 

selected assets to the partnership.  The Tax Court believed there was no evidence that 

decedent's transfer of assets to the partnership was motivated by her own concern that she 

would become subject to the undue influence of a caregiver. It found this to be a theoretical 

justification for the transfer, not a legitimate and significant nontax reason.  The Court also 

rejected the third proffered reason, that the purpose of the partnership was to preserve 

transferred assets for the benefit of the decedent’s heirs.  Trusts of the decedent’s pre-deceased 

husband had existed and there was no persuasive evidence that the management or preservation 

of assets through those structures was inferior to a partnership.  Further, the decedent was not 

involved in selecting the structure used to preserve her assets. One of the sons testified at trial 

that decedent was “fine” with whatever he, his brother, and the attorney decided on. 

 

The Tax Court also analyzed the transaction from the standpoint of arm’s length transaction.  

The Court noted: 

 

As respondent points out, decedent stood on both sides of the transaction. She 

made the only contribution of capital to Oak Capital and held, directly or 

indirectly, a 100% interest in the partnership immediately after its formation. 

Subsequently, on the same day decedent assigned her interest in OVL Capital 

to her sons in exchange for its fair market value. There was no meaningful 

negotiation or bargaining associated with the formation of the partnership. In 

fact, Dr. Holliday testified that during conversations about forming the 

partnership decedent would agree to whatever he, his brother, and their attorney 

decided to do. See Estate of Turner v. Commissioner, T.C. Memo. 2011–209; 

Estate of Jorgensen v. Commissioner, T.C. Memo. 2009–66; Estate of Harper 

v. Commissioner, T.C. Memo. 2002–121. This was not an arm's-length 

transaction. 

 

D. Estate of Newberger v. Commissioner, 110 T.C.M. 615.  Newberger dealt with valuation of 

art.  Mrs. Newberger died on July 28, 2009, and her estate tax return was filed 15 months later, 

pursuant to extension, on October 28, 2010.  At the time of death she owned at least three very 

valuable works of art, one being an oil on canvas by Pablo Picasso, a second being an oil on 

canvas by Robert Motherwell, and the third being a work by Jean Dubuffet.   

 

The Tax Court described the state of the art auction market in 2009 as follows: 
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The market for fine artwork declined precipitously during the autumn of 2008. 

In October of that year 44% (i.e., double the October 2007 rate) of the artwork 

up for auction failed to reach its minimum or guaranteed price and was returned 

to the auctioneer or owner. In 2009 Sotheby's and Christie's, the top artwork 

auction houses, experienced auction revenue decreases of 53% and 46%, 

respectively. Lower sale prices and a lack of available, high-quality artwork 

contributed to the decline in auction revenue. The artwork market rebounded in 

2010, with auction revenue from that year nearly doubling the 2009 total and 

almost matching the 2007 high point. 

 

The Court continued: 

 

In November 2009 Nancy, Ms. Newberger's daughter, sought appraisals of the 

estate's property. In December 2009 Sotheby's offered to sell the Picasso and 

guaranteed that it would pay the estate $3 million if the Picasso did not sell at 

auction. Later that month Sotheby's increased the guarantee to $3.5 million. The 

estate rejected the offer and on December 18, 2009, agreed to sell the Picasso 

at Christie's February 2, 2010, London auction. That agreement provided the 

estate with a guarantee of $4,784,689 and 60% of the hammer price (i.e., the 

amount of the winning bid) exceeding that amount. Christie's listed the Picasso 

in its catalog with an expected sale price between $4,784,689 and $6,379,585 

and provided the estate with an appraisal report stating the Picasso had a $5 

million date of death value. On February 2, 2010, the Picasso sold at Christie's 

London auction for a total price of $12,927,874 (i.e., an $11,484,000 hammer 

price and $1,443,874 paid by the buyer to Christie's). The estate reported, on its 

Form 706, that the Picasso had a $5 million date of death value. 

 

The two other art works were less valuable than the Picasso.  Sotheby’s appraised the 

Motherwell at $450,000.  However, on November 11, 2010, another Motherwell work, about 

the same size and created about the same time as the one owned by the Newberger estate, sold 

for $1,426,500.  Sotheby’s appraised the Dubonnet work at $500,000.  A similarly sized work 

by the same artist and from the same series, had sold in November, 2007 for $825,000.  The 

Service claimed that the works were worth, respectively, $13 million, $1.5 million, and 

$750,000. 

 

With respect to the Picasso, one of the critical issues at trial was whether the subsequent sale 

was probative as to the date of death value.  Courts have consistently held that subsequent sales 

can be evidence of value at the date of death.  The Court stated: 

 

The estate's experts ask us to disregard this sale because “[i]t was a fluke”, and the 

estate unconvincingly contends that this sale is not relevant because it could not 

have been reasonably anticipated on the date of death. To the contrary, the sale of 

the Picasso may “be taken into account as evidence of fair market value as of the 

valuation date.” See Estate of Jung v. Commissioner, 101 T.C. 412, 431–432 

(1993); see also First Nat'l Bank of Kenosha v. United States, 763 F.2d 891, 894 

(7th Cir.1985). Indeed, no evidence is more probative of the Picasso's fair market 
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value than its direct sale price. See Ambassador Apartments, Inc. v. Commissioner, 

50 T.C. 236, 242–243 (1968), aff'd, 406 F.2d 288 (2d Cir.1969). The estate's 

experts' failure to consider the sale of the Picasso renders their valuation wholly 

unreliable. Respondent's expert, after adjusting the $12,927,874 sale price 

downward to reflect July 28, 2009, market conditions, valued the Picasso at $10 

million. We agree with respondent's expert. 

 

With respect to the Motherwell painting, the Court tended to minimize the sale that occurred 

16 months after date of death.  In that case, the Court noted that the market had already 

rebounded.  It also criticized the Service’s expert for valuing the painting higher than the later 

sale of the similar painting – how could the date of death value of a comparable work be valued 

more than a sale price after the market rebounded?  The Court accepted the estate’s expert’s 

valuation of that piece at $800,000. 

 

Finally, the Court accepted the estate’s valuation of the Dubonnet work at $500,000.  At trial 

the Service’s expert argued for a value of $900,000, which the Court noted was higher, during 

a downturn in the market, than the 2007 sale of the similar piece from the same series before 

the market downturn.  The Court characterized this contention as “nonsensical.”  

 

E. Estate of Giustina v. Commissioner, T.C. Memo. 2016-114.  The Tax Court has redetermined 

the value of a 41% limited partnership pursuant to the remand by the Ninth Circuit.  Originally 

the Tax Court had valued the 41% interest at $27,454.115.  In reaching this value, the Tax 

Court had assigned a 25% weight to the value of the entity if liquidated, and a 75% weight to 

the value of the company as a going concern.  It also had cut in half a 3.5% risk premium that 

the estate appraisers had assigned to the partnership in arriving at an 18% discount rate.  The 

3.5% risk premium claimed by the taxpayer was due to the specific risk of the partnership.  The 

Tax Court had reduced this by 50% because it believed that a hypothetical buyer could mitigate 

the risk premium through holding other assets.  The Ninth Circuit reversed in an unpublished 

opinion, holding that it was error to assign a 25% weight to liquidation when there was no real 

probability that a hypothetical buyer who desired liquidation would be admitted to the 

partnership, but even if he were admitted it would be unlikely that he could effect the removal 

of the general partner or garner enough support to cause the company to liquidate..  The Ninth 

Circuit also observed that the Tax Court, in concluding that a hypothetical buyer could mitigate 

the unique partnership risk, did not consider the wealth a potential buyer would need in order 

to adequately mitigate risk through diversification.   

 

In the remand, the Tax Court valued the business solely on a going concern basis, as instructed 

by the Ninth Circuit.  With respect to the rationale for halving the 3.5% risk premium, the 

Ninth Circuit first explained its thinking, and then concluded that given the terms of the 

partnership agreement its original decision was incorrect: 

 

 In order to incorporate the cashflows from continued operations into our 

valuation, we had to determine the present value of the cashflows. We did this 

by adjusting the calculations that the estate's expert had made of the present 

value of the cashflows. The estate's expert assumed that the partnership's 

cashflows would increase 4% each year. We agreed with this assumption. The 
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estate's expert also assumed that the discount rate for discounting the cashflows 

to present value should be 18%. This 18% rate is the sum of: (1) 4.5% risk-free 

rate of return equal to the rate of return on Treasury bonds, (2) 3.6% risk 

premium for timber-industry companies, (3) 6.4% risk premium for small 

companies, and (4) 3.5% risk premium for the unique risk of the partnership. 

We accepted all of these components of the estate expert's discount rate with 

the exception of the 3.5% risk premium for the unique risk of the partnership. 

We concluded that this risk premium should be only 1.75% (half the premium 

assigned by the estate's expert) because an investor could partially eliminate the 

risk by owning a diversified portfolio of assets. 

 

* * * * * * * * * * * * 

 

a. Our rationale for reducing the partnership-specific risk premium was that a 

potential buyer could be a multiowner entity whose owners could diversify the 

partnership-specific risk of owning the 41% limited-partner interest. 

 

With respect to the partnership-specific risk premium, our first task in 

implementing the remand is to further explain our reason for making a 50% 

reduction in the premium assigned by the estate's expert. The Ninth Circuit held 

that we erred by failing to consider whether a prospective buyer would need to 

be wealthy enough to diversify the partnership-specific risk. 

 

 We address this error on remand by providing a further explanation of our 

reasoning. In our first opinion, we believed that the hypothetical buyer, see sec. 

20.2031-1(b), Estate Tax Regs., would be able to diversify some of the 

partnership-specific risk associated with owning the 41% limited-partner 

interest.5  Risk is not preferred by investors. Richard A. Brealey, Stewart C. 

Myers, & Franklin Allen, Principles of Corporate Finance 182 (8th ed. 2006) 

(“Most investors dislike uncertainty”.). They require a premium to bear it. 

However, some of the risk associated with an asset (the “unique risk”) can be 

eliminated through diversification (1) if the owner of the asset also owns other 

assets, (2) if the risks of the other assets are not associated with the asset in 

question, and (3) if the other assets are great enough in value.6  In evaluating 

the potential buyer's ability to diversify the risks associated with the partnership, 

we assumed that the buyer could be an entity owned by multiple owners. 

Examples of such an entity include a publicly-traded timber company, a real-

estate investment trust, or a hedge fund. The unique risk associated with the 

41% limited-partner interest would have been diversified because the entity's 

owners—wealthy or not—could hold other assets outside the entity.7 For 

example, suppose that a publicly-traded timber company were the buyer of the 

41% limited-partner interest. Suppose that a shareholder of the company owns 

$1,000 in stock in the company and $15,000 of other assets unrelated to timber. 

The shareholder would be unconcerned by the individual risk associated with 

the purchase of the 41% limited-partner interest by the publicly-traded timber 
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company in which he or she had a $1,000 stake. That risk would be diversified 

by the shareholder's $15,000 stake in other assets. 

 

On the basis of our assumption that an entity with multiple owners could be the 

hypothetical buyer of the 41% limited-partner interest, we believed that a 

hypothetical buyer would not require a premium for all the partnership-specific 

risk associated with owning the interest.8 We also clarify that the only reason 

we believed that the 3.5% premium should be halved was that it did not account 

for the possibility that the hypothetical buyer of the 41% limited-partner interest 

could diversify the risk. 

 

b. The assumption in our first opinion that the hypothetical buyer of the 41% 

limited-partner interest could diversify the partnership-specific risk of the 41% 

limited-partner interest should no longer be made. 

 

The text in part 2.a above is a more extensive explanation for our halving the 

3.5% partnership-specific risk premium. It includes an explanation of how the 

potential buyer could diversify the partnership-specific risk. This explanation 

partially resolves our duty to implement the remand of the Ninth Circuit. But 

we have more work to do. We should also consider whether our reasoning is 

still valid after the Court of Appeals opinion. 

 

The Court of Appeals opinion, in discussing the possibility that a hypothetical 

buyer could force the sale of the partnership's assets, held that the hypothetical 

buyer must be a buyer to whom a transfer of a limited-partner interest is 

permitted under section 9.3 of the partnership agreement. By the same token, in 

evaluating the hypothetical buyer's ability to diversify risk, we should consider 

only a buyer whose ownership of a limited-partner interest is permitted by 

section 9.3 of the partnership agreement. 

 

Under section 9.3 of the partnership agreement, a limited-partner interest can 

be transferred only to another limited partner (or a trust for the benefit of 

another limited partner) or a person receiving the approval of the two general 

partners. Other than Natale Giustina, there were seven limited partners. All 

seven are individuals and trusts. None is an entity with multiple owners such as 

a publicly-traded corporation, a real-estate investment trust, or a hedge fund. 

The record does not support the notion that any of the limited partners (or any 

trust for the benefit of the limited partners) has enough assets to diversify the 

risks of owning an additional 41% limited-partner interest. The limited partners 

appear to be family members (or trusts for the benefit of family members) who 

probably have most of their wealth tied up in the family timberland business in 

the form of their partner interests in the partnership. 

 

Under section 9.3 of the partnership agreement, a limited-partner interest can 

be transferred to a person other than a limited partner (or trust for the benefit of 

a limited partner) only if that person is approved by the two general partners. 
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The two general partners are Larry Giustina and James Giustina (through 

corporate structures). For 25 years, Larry Giustina and James Giustina had run 

the partnership as an operating business. The record suggests that these two men 

would refuse to permit someone who is not interested in having the partnership 

continue its business to become a limited partner. Thus, we believe that they 

would not permit a multiple-owner investment entity to become a limited 

partner. Such an entity seeks to increase the returns on its investments. Brealey, 

Myers, & Allen, supra, at 182 (“Most investors like high expected returns”.). If 

such an entity owned the 41% limited-partner interest, it would attempt to have 

the partnership discontinue its operations and dissolve. (At dissolution it would 

get 41% of the value of the partnership's assets, or 41% of $150.68 million. In 

contrast to the $150.68 million that would be received by all the partners from 

dissolving the partnership, the value of the cashflows from the partnership's 

continued operations would be only $33.8 million (according to the estate's 

expert), $51.7 million (according to our first opinion), or $65.76 million 

(according to the IRS's expert). These values are 22%, 34%, and 44%, 

respectively, of the $150.68 million that would be realized by dissolving the 

partnership.) More generally we find that no buyer that Larry Giustina and 

James Giustina would permit to become a limited partner would be able to 

diversify the partnership-specific risk. 

 

As a result of our finding above, we determine that a hypothetical buyer of the 

41% limited-partner interest would be unable to diversify the individual risks 

associated with the partnership. Without diversification, the buyer would 

demand the full 3.5% risk premium assigned to the interest by the estate's 

expert. In our first opinion, we determined that the discount rate should be 

16.25%, which corresponds to a direct capitalization rate of 12.25%. We now 

determine that the discount rate should be 18%, which corresponds to a direct 

capitalization rate of 14%. 

 
5 Our first opinion said: 

 

The fourth component of Reilly's [the estate's expert's] 18-percent discount rate was a 

partnership-specific risk premium of 3.5 percent. Reilly explained that this risk premium 

was justified because the partnership's timberlands were not geographically dispersed. All 

were in Oregon. He also explained that the partnership's operations were nondiversified. 

The partnership's sole source of revenue was timber harvesting. Thus, it is apparent that a 

portion of the 3.5-percent premium reflects the unique risks of the partnership. But unique 

risk does not justify a higher rate of return. Investors can eliminate such risks by holding a 

diversified portfolio of assets. We conclude that the partnership-specific risk premium 

should be only 1.75 percent.  Estate of Giustina v. Commissioner, slip op. at 16-17 (fn. ref. 

omitted). 

 
6 A footnote in our first opinion stated: 

 

Richard A. Brealey and Stewart C. Myers explain: 

 

The risk that potentially can be eliminated by diversification is called unique risk. Unique 

risk stems from the fact that many of the perils that surround an individual company are 

peculiar to that company and perhaps its immediate competitors. But there is also some 
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risk that you can't avoid, regardless of how much you diversify. This risk is generally 

known as market risk. Market risk stems from the fact that there are other economywide 

perils that threaten all businesses. Brealy [sic] & Myers, Principles of Corporate Finance 

168 (7th ed. 2003) (fn. refs. omitted); see also Booth, “The Uncertain Case for Regulating 

Program Trading”, 1994 Colum. Bus. L. Rev. 1, 28 (“Because diversification can 

eliminate the unique risks associated with investing in individual companies, the market 

pays no additional return to those who assume such risks.”). 

Estate of Giustina v. Commissioner, slip op. at 17 n.5. 

 
7 Alternatively, one could think that the entity, not its owners, could diversify the risks of 

holding the 41% limited-partner interest. For example, suppose that the hypothetical buyer 

is a publicly-traded timber company. Such a company could purchase the 41% limited-

partner interest while holding other substantial assets. These other assets could have returns 

that are unaffected by the partnership-specific risk. Thus, these other assets could provide 

diversification of the partnership-specific risk. 

 
8 The estate's expert opined that a 3.5% premium was appropriate for the partnership-

specific risk of owning the 41% limited-partner interest. Estate of Giustina, slip op. at 16. 

The theory of asset diversification might suggest that the entire 3.5% premium should be 

eliminated. The reason we did not completely eliminate the 3.5% premium is that we 

believed that in practice (as opposed to theory) a buyer might still be averse to the 

partnership-specific risk. 

 

After making the two adjustments noted, the value of the entity decreased to $13,954,730, a 

little more than half of the value from the first opinion.   

 

F. Specht v. United States, 661 Fed.Appx. (6th Circuit, 2016) (unpublished opinion).  The Sixth 

Circuit has affirmed a District Court’s grant of summary judgment assessing penalties on an 

estate for the failure to timely file an estate tax return and pay the estate tax.  In this case the 

decedent died in 2008 leaving an estate valued at approximately $12.5 million.  The decedent 

named her cousin, Janice Specht, as the executor.  Specht had witnessed the will eight months 

before the decedent’ death.  At the time the will was executed, Specht was seventy-three years 

old, had no formal education after graduating from high school, had never served as an 

executor, and had never been in an attorney's office prior to witnessing the decedent’s will. 

After the decedent’s death Specht retained the attorney who drew the will (Backsman), a 

woman with over fifty years of experience in estate planning but who, unknown to Specht, was 

suffering from brain cancer.  The testimony showed that Specht repeatedly called the attorney 

to inquire about how things were being handled, and was told all was fine, despite receiving 

notices from the local probate court that deadlines were being missed.  The attorney advised 

Specht that an extension for the filing of the estate tax return was obtained, even though none 

was filed.  No tax was paid until about a year after the due date, when Specht finally fired the 

attorney, hired a new attorney, caused stock to be sold, and paid the tax. 

 

The statutory penalties of Code Sections 6651(a)(1) and (2) for failure to file a tax return and 

failure to pay a tax liability, respectively, may be abated if the failure is due to reasonable cause 

and not to willful neglect.  These are separate tests, both of which the taxpayer must satisfy  In 

almost all cases, a fiduciary responsible for the filing of a return and the payment of the tax is 

not excused from the penalties because of reliance on an agent.  In this case the 6th Circuit had 

no difficulty affirming the district court’s summary judgment order in favor of the government.  
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Portions of the 6th Circuit opinion are a sober reminder of how difficult it is for a fiduciary to 

avoid penalties for failure to file or pay: 

 

Although the Tax Code does not define “reasonable cause,” “the relevant 

Treasury Regulation calls on the taxpayer to demonstrate that [s]he exercised 

‘ordinary business care and prudence’ but nevertheless was ‘unable to file the 

return within the prescribed time.’ ” Boyle, 469 U.S. at 245, 105 S.Ct. 687 

(citing 26 CFR § 301.6651–1(c)(1)) (emphasis added). In Boyle, the leading 

case interpreting the Tax Code's “reasonable cause” exception1, the Supreme 

Court declared that “[t]he time has come for a rule with as ‘bright’ a line as can 

be drawn ... Congress has placed the burden of prompt filing on the executor, 

not on some agent or employee of the executor.... Congress intended to place 

upon the taxpayer an obligation to ascertain the statutory deadline and then to 

meet that deadline, except in a very narrow range of situations.” Id. at 249–50, 

105 S.Ct. 687. The Court explained that “tax returns imply deadlines. Reliance 

by a lay person on a lawyer is of course common; but that reliance cannot 

function as a substitute for compliance with an unambiguous statute.” Id. at 251, 

105 S.Ct. 687. The Court therefore concluded that “Congress has charged the 

executor with an unambiguous, precisely defined duty to file the return within 

nine months ... That the attorney, as the executor's agent, was expected to attend 

to the matter does not relieve the principal of his duty to comply with the 

statute.” Id. at 250, 105 S.Ct. 687. 

 

The Estate attempts to distinguish Boyle on the basis that Specht was 

unqualified to be an executor, and her reliance on Backsman was thus more 

reasonable than the reliance in Boyle and our cases following Boyle. To be sure, 

the Boyle Court left open the possibility that an executor's qualifications might 

impact the reasonableness analysis, id. at 248 n.6, 105 S.Ct. 687, and Justice 

Brennan's concurrence includes taxpayers suffering from “senility, mental 

retardation or other causes” as examples of the “exceptional cases” that might 

render an individual unable to comply with the statutory deadlines. Id. at 255, 

105 S.Ct. 687 (Brennan, J., concurring). But even Justice Brennan observed that 

the “overwhelming majority” of individuals are capable of complying with the 

deadlines. Id. 

 

 The Estate correctly notes that Specht was a less sophisticated executor than 

Robert Boyle, the executor in Boyle. Unlike Specht, Boyle was a businessman 

who had previously served as an executor, albeit twenty years before the events 

of that case. However, it was undisputed that Boyle “was not experienced in the 

field of federal estate taxation” and “relied on [his attorney] for instruction and 

guidance.” Id. at 242, 105 S.Ct. 687. Although Boyle's attorney repeatedly 

assured him that the tax return would be filed on time, the attorney missed the 

deadline by three months due to a clerical error. Id. at 243, 105 S.Ct. 687. 

Similarly, Specht called Backsman numerous times and accepted her 

representations that the return would be filed and the liability paid on time. The 

Estate attempts to distinguish Boyle based on Backsman's tragic medical 
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situation. But, the relevant question is whether the executor, not the attorney, 

was reasonable in missing the deadline. Here and in Boyle, the executors blindly 

relied on their attorney's representations that the filing would be completed on 

time, and in both situations the deadline was missed. Considering Specht's lack 

of oversight, the deadline would have been missed even if Backsman had been 

healthy but committed a clerical error of the kind that occurred in Boyle. Thus, 

Boyle is controlling. 

 

Further, this court has reinforced the strict, bright-line rule of Boyle.  

 

In Valen Mfg. Co. v. United States, 90 F.3d 1190 (6th Cir. 1996), we considered 

whether an employee's active concealment of her failure to file the company's 

tax return and pay its liabilities constituted reasonable cause for missing the 

statutory deadline. Id. at 1190–91. Applying Boyle, we concluded that, although 

the company “exercised ordinary business care and prudence,” id. at 1194, it 

also had to demonstrate that it was “rendered unable to meet its responsibilities 

despite the exercise of such care and prudence.” Id. at 1193 (emphasis in 

original). Finding that the employee's dishonesty was not a reasonable cause for 

missing the deadline, Valen clarified that the failure to pay “must result from 

circumstances beyond the taxpayer's control (e.g. postal delays, illness), not 

simply the ‘taxpayer's reliance on an agent employed by the taxpayer.’ ” Id. 

(citing Boyle, 469 U.S. at 248 n.6, 105 S.Ct. 687) (emphasis in original). We 

explained that such a policy is “eminently reasonable,” as “[f]orgiveness of 

penalty assessments levied against taxpayers who could exert greater controls 

and exercise greater levels of personal responsibility would only encourage late 

filings and payments to the IRS.” Id. at 1194. 

 

We noted that the company in Valen could not establish reasonable cause in 

part because it successfully completed its payments soon after discovering its 

employee's malfeasance. Id. at 1193. Here, although Specht may be a less 

sophisticated taxpayer than the company in Valen or the executor in Boyle, she 

nonetheless proved her ability to execute the estate. Soon after discovering that 

Backsman lied about initiating the sale of UPS stock, Specht successfully 

terminated her, hired Salinas as new counsel for the Estate, and, together with 

Salinas, filed the tax return and paid the outstanding liability. Thus, like the 

company in Valen, it was Specht's complete reliance on an unreliable agent, 

rather than circumstances beyond her control, that caused the late filing. 

 

Finally, our recent unpublished decision in Vaughn v. United States, 635 

Fed.Appx. 216 (6th Cir. 2015), confirms Boyle's bright-line rule. There, Mo 

Vaughn, a former Major League Baseball player, hired a wealth-management 

firm and a tax accountant to manage his finances, prepare and file his tax 

returns, and make payments. Vaughn, 635 Fed.Appx. at 218. Rather than pay 

Vaughn's taxes, Vaughn's financial manager embezzled millions of dollars from 

him. Id. Though we expressed sympathy for Vaughn, we affirmed the district 

court's grant of summary judgment to the government, concluding that 
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“Vaughn's statutory duty is non-delegable and is not excused because of the 

felonious actions of his financial agents.” Id. at 217. “Taxpayers are ... expected 

to know that they must file a return and pay their taxes.... [Vaughn] is facing 

penalties because he relied on [his agents] to complete and file his tax returns.” 

Id. at 220. Finally, we reiterated our interpretation of reasonable cause to mean 

“something that is beyond the taxpayer's possible control and oversight, not 

something that occurs under his authorization and subject to his control.” Id. at 

221. 

 

 The Estate points to only one case supporting its position, Brown v. United 

States, 630 F.Supp. 57 (M.D. Tenn. 1985), a thirty-one-year-old district-court 

case decided prior to Valen and Vaughn that the Estate concedes has never been 

cited as precedent. Brown involved a seventy-eight year old executor with a 

high school education and minimal experience in tax matters. Id. at 58. The 

executor hired an attorney to prepare and file the return, but the attorney was 

hospitalized two weeks prior to the filing deadline. Id. at 60. The district court 

found that the executor's age, health, and lack of experience constituted 

reasonable cause for his failure to timely file the tax return. Id. The Estate's 

reliance on this case is misplaced. The facts of Brown are distinguishable. 

Specifically, the court in Brown found that the executor was not reasonably 

capable of hiring a new attorney. Id. The court also found it important that the 

executor's health had been deteriorating for years, and that he had been “under 

the care of several doctors” while he was executor. Id. at 58. This advanced age 

and sickness, coupled with the executor's inability to replace his attorney, 

support that the executor fell within the exceptional circumstances outlined in 

Boyle. In contrast, Specht demonstrated her ability to replace Backsman by 

hiring Salinas and ultimately filing the tax return and paying the liability. There 

is also no evidence suggesting that Specht suffers from any health problems. 

 

We acknowledge that Specht was the victim of staggeringly inadequate legal 

counsel and there is no evidence of purposeful delay. However, although the 

circumstances are unfortunate, Boyle, Valen, and Vaughn make it clear that the 

duties to file a tax return and pay taxes are non-delegable and mere good-faith 

reliance does not constitute reasonable cause. Specht signed forms undertaking 

fiduciary obligations as the executor of the estate, and, despite knowing that her 

responsibilities were important, asked no questions about what her job entailed. 

Further, Specht knew the initial filing deadline was September 30, 2009, and 

understood that there would be consequences for a failure to timely file. She 

received multiple warnings regarding Backsman's deficient performance but 

took no steps to replace her until more than a year after the IRS deadline passed, 

instead relying solely on Backsman's assurances that an extension had been 

obtained. Although Backsman's representation was certainly an obstacle, 

Specht was not unable to file the return or pay the liability on behalf of the 

Estate. Specht could have more seriously considered the numerous warning 

signs of Backsman's incompetence and replaced her at any time; she has not 

shown reasonable cause to excuse the Estate's late filing and payment. 
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Because we affirm the grant of summary judgment on the basis that the Estate 

has not met its heavy burden of showing reasonable cause for its failure to file 

its tax return and pay its tax liability by the applicable deadline, we need not 

reach the question whether Specht willfully neglected her duty to do so. 

 
1  Though Boyle involved only § 6651(a)(1), this Court has found that the Supreme 

Court's construction of “reasonable cause” in Boyle also applies to § 6651(a)(2). Valen 

Mfg. Co. v. United States, 90 F.3d 1190, 1193 n.1 (6th Cir. 1996). 

 

G. Hubbell Trust v. Commissioner, T.C. Summ. Op. 2016-67.  Pursuant to Tax Court Rules this 

case cannot be cited as precedent.  Hubbell Trust considered whether a trust was entitled to a 

§642(c) charitable deduction.  Under the terms of a decedent’s will, a trust was created which 

paid annuities to a number of individuals.  Item V of the Trust provided: 

The trust last above mentioned shall terminate upon the death of the last person 

receiving benefits therefrom, except that if in the judgment of the then Trustees it 

is advisable to continue the trust, it may be continued for not longer than ten (10) 

years after such death. All unused income and the remainder of the principal shall 

be used and distributed, in such proportion as the Trustees deem best, for such 

purpose or purposes, to be selected by them as the time of each distribution, as will 

make such uses and distributions exempt from Ohio inheritance and Federal estate 

taxes and for no other purpose. 

Another provision of the trust authorized the trustees to organize a charitable foundation, but 

this was never done.  The trust produced much more income than was necessary to fund the 

annuities. From at least 1985 to 2009, the trustees interpreted the trust as allowing them to 

make contributions to charitable organizations with the unpaid income, and in various years 

the trustees distributed the “excess” income to charity, sometimes in very significant amounts.  

The Service audited the trust’s 2009 return and disallowed the charitable deduction claimed by 

the trust on the basis that it was not paid pursuant to the governing instrument.  In 2013 the 

trustees obtained an agreed order from the local probate court that provided: 

The language of the Will, as written, providing for the administration of the Trust, 

authorizes, and has from the inception of the Trust authorized, the Trustees of the 

Trust to make distributions of income and principal for charitable purposes 

specified in Internal Revenue Code section 170(c), or the corresponding provision 

of any subsequent federal tax law, both currently and upon termination of the Trust. 

The Tax Court denied the deduction for 2009 on the basis that the payments to charity were 

not made pursuant to the terms of the governing instrument.  It interpreted the provisions of 

the trust allowing payments to charity as applying only if the trust was continued after the 

termination of the annuity payments.  The taxpayer argued that extrinsic evidence would 

show that the testator really intended to give the trustees the power to make charitable gifts 
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with the excess income, but the Court did not find any of the trust language ambiguous so 

extrinsic evidence was not permitted: 

The trust argues that the ambiguity in the will is found in the fact that “the language 

of the Hubbell Will is not clear in explicitly authorizing charitable gifts”. Thus, the 

trust argues that items IV and V, which state in effect that charitable gifts cannot 

be made before the death of the last annuitant, are ambiguous because they do not 

explicitly state the opposite, that charitable gifts can be made before the death of 

the last annuitant. This is not an ambiguity in the will. It does not involve an 

interpretation or a choice between the different meanings of words of the will that 

have two or more meanings, or words that can be understood in more than one way, 

or words that refer to two or more things at the same time. See Boulger, 377 N.E.2d 

at 757. The trust is not asking the Court to resolve a latent ambiguity. The trust is 

asking the Court to rewrite the will. 

Since there is no ambiguity, there is no need to turn to extrinsic evidence, and the 

testator's intent must be determined from the will. Id. We find that the will provides 

in items IV and V that the annuity payments are the only payments that can be made 

from net income before the death of the last annuitant, whereas after the death of 

the last annuitant, if the trust is continued, the unused income and the remainder of 

principal can be used and distributed for a purpose “exempt from Ohio inheritance 

and Federal estate taxes and for no other purpose”. We further find that the will 

provides, in effect, that no charitable contributions are to be made until after the 

death of the last beneficiary. Therefore, the charitable contributions made by the 

trust during 2009 were not made pursuant to the will, the governing instrument, and 

they are not deductible under section 642(c).  

COMMENT:  The Tax Court did not discuss the extent to which it would give any weight to 

the agreed order of the local probate court under Commissioner v. Estate of Bosch, 387 U.S. 

456 (1967).  The trust argued that although the Probate Court's judgment was not binding on 

the Tax Court, it nevertheless should give proper regard to the judgment in deciding the issue 

before it. Obtaining an agreed order after a tax controversy has arisen, of course, is not usually 

going to be an effective way of dealing with a problem.  But one should note that obtaining a 

probate court order for future conduct, before a tax controversy has arisen, may well be 

effective, even if the local court misconstrues the law.  See Rev. Rul. 73-142, which held that 

the binding nature of a court construction of the document caused Bosch to be inapplicable.  
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ILLINOIS CASES 

 

A. Gwinn v. Gwinn, 60 N.E. 2d 890 (Second District, 2016). 

Kenneth’s first wife, Betty, created a credit-shelter trust of which Kenneth became the sole 

trustee after Betty’s death in 2009.  The trust held investment assets and farm property.  Under the 

terms of the trust, Kenneth was entitled to: 

 As much of the income as he would request in writing; 

 Such amounts of the principal as he from time to time would request in writing, not to 

exceed in any calendar year the greater of $5,000 or 5% of the trust at the end of the 

year; and 

 Such sums from principal “. . . as the trustee deems necessary or advisable from time 

to time for his health, support and maintenance in reasonable comfort.” 

The credit shelter trust also provided for Kenneth and Betty’s four children, all of whom were 

adults when Betty died: 

(d) The trustee may pay so much or all of the trust's income and principal not 

distributed to my spouse to my children, as the trustee determines to be required or 

desirable for their health, maintenance in reasonable comfort, education and best 

interests individually and as a family group. The trustee may make payments in 

equal or unequal proportions at such time or times as the trustee deems best. 

(e) My primary concern with respect to my children is for their care and 

education until they become self-supporting and, while my general plan is to treat 

them alike, I recognize that needs will vary from person to person and from time to 

time. Accordingly, I direct that all distributees [sic ] hereunder need not be treated 

equally or proportionally for each distribution; that the pattern followed in one 

distribution need not be followed in others; and that the trustee may give such 

consideration to the other resources of each of the eligible distributees [sic ] as the 

trustee may think appropriate.” 

About two years after Betty’s death, Kenneth married Maria.  After his marriage, Kenneth 

withdrew funds from the trust in order to construct a home in Colorado, which he titled in Maria’s 

name.  At the time Kenneth had a home in Illinois. 

Three of Kenneth’s children filed suit, and in an amended complaint alleged breach of Betty’s 

trust agreement, and breach of fiduciary duty.  The complaint alleged that Kenneth breached the 

trust by making an “extraordinary gift” to Maria by building a home and titling it in her name, that 

the home was not necessary for Kenneth’s health, maintenance and support, because he already 

owned a home, and that the depletion of the trust harmed the plaintiffs’ interests. 

Kenneth filed a 2-615 motion to dismiss, essentially arguing that the trust instrument conferred 

discretion on him to distribute principal to himself, that any distribution to Maria was a transfer by 
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him, not from the trust, and that having a house in Colorado, where Maria lived, was reasonably 

related to his health, support and maintenance in reasonable comfort.  The trial court granted the 

motion to dismiss, and the children appealed. 

Not surprisingly, the Second District reversed and remanded the case.  Because the appeal 

arose from a §2-615 motion, the Court had to assume that the complaint’s allegations were true, 

and then decide whether there was any set of facts alleged which, if proved, would entitle the 

plaintiff to recover. 

In reversing the trial court’s order, the Second District focused on the allegation in the 

complaint that an “extraordinary gift” had been made from the trust to Maria.  The Court noted: 

¶18  We note that Betty's primary intention in creating both the Marital Trust 

and the Family Trust was to provide “for the benefit of [her] spouse during his 

lifetime,” i.e., defendant. Moreover, even Betty's expression of her intentions 

toward her children was qualified: her “primary concern” was “for their care and 

education until they become self-supporting.” (Emphasis added.) Thus, Betty 

unmistakably gave defendant the authority as trustee to provide for himself as the 

primary beneficiary of the trust (within limits that we shall discuss) but with no 

particular obligation to support plaintiffs from the trust while he was alive. 

¶ 19  That does not mean, of course, that defendant could do whatever he wanted 

with trust property. Section 4(c) gave defendant the prerogative to withdraw 

whatever he deemed “necessary or advisable from time to time for his health, 

support and maintenance in reasonable comfort.” (Emphasis added.) However, we 

need not decide whether this language did or did not forbid defendant from using 

large sums of principal to construct a residence in Colorado for his own use, even 

if he already had an unencumbered residence in Illinois, because that is not what 

this case is about. Instead, this case is about an  extraordinary gift. Plaintiffs alleged 

in the second amended complaint that defendant made an “extraordinary gift” to 

Fritz, his new wife, by using trust principal to design and purchase a custom-built 

home and title it in her name. We must take this allegation as true for purposes of 

addressing defendant's motion to dismiss. See Matthews v. Chicago Transit 

Authority, 2016 IL 117638, ¶ 53, 402 Ill.Dec. 1, 51 N.E.3d 753 (in ruling on a 

motion to dismiss pursuant to section 2–615, the court “must accept as true all well-

pleaded facts in the complaint, as well as any reasonable inferences that may arise 

from them”). The only question is whether defendant, as trustee, was authorized 

under the Trust Agreement to make such a gift of trust principal to Fritz. 

¶ 20  We agree with plaintiffs that this is not the exceptional case in which a 

trustee has essentially absolute control over trust assets. In Rock Island Bank & 

Trust Co. v. Rhoads, 353 Ill. 131, 187 N.E. 139 (1933), the decedent's will gave his 

wife as executor and primary beneficiary “ ‘full authority to use and dispose of so 

much of [the residue of his estate] as may in her judgment be necessary for her 

comfort and satisfaction in life.’ ” (Emphasis added.) Id. at 134, 187 N.E. 139. The 
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supreme court held that, given the minimally restrictive term “satisfaction,” the 

wife's decision about the use of assets “was not subject to review by anyone.” Id. 

at 143, 187 N.E. 139. Thus, even bad investments that lost money (such as those 

that the decedent's executor challenged after the wife died and left a will (id. at 137–

38, 187 N.E. 139)) had been within her “unlimited discretion” to dispose of 

remaining assets (id. at 142, 187 N.E. 139). 

¶ 21  Here, the pertinent language is not quite so lax. Section 4(c) does not use 

the term “satisfaction.” It restricts defendant's choices to what he deems, in his 

discretion, to be “necessary or advisable” to serve his health, support, and 

maintenance. We find nothing in section 4(c), however, that would allow defendant 

to make gifts of trust assets. We note that our interpretation is consistent with the 

Restatement (Third) of Trusts § 50 cmt. d(2) (2003), which explains that provisions 

for using trust assets for the support and maintenance of a beneficiary do not 

authorize distributions in order to enlarge the beneficiary's personal estate or to 

enable the making of extraordinary gifts. See also In re Estate of Polley, 111 

Ill.App.3d 873, 875–78, 67 Ill.Dec. 478, 444 N.E.2d 714 (1982) (decedent's will 

authorized husband to use corpus “for his support in his accustomed manner of 

living” but not to build up own separate estate). 

¶ 22  In interpreting section 4(c) of the Trust Agreement, we are also mindful 

that article VII, section 1(n), of the Trust Agreement gives defendant, as trustee, the 

power “[t]o make gifts of trust assets to [Betty's] descendants.” We agree with 

plaintiffs that, under the familiar principle of construction expressio unius est 

exclusio alterius, the express grant of power to make gifts of assets to Betty's 

descendants is an implied denial of power to make gifts of assets to any person 

other than Betty's descendants. See Altenheim German Home v. Bank of America, 

N.A., 376 Ill.App.3d 26, 36, 314 Ill.Dec. 885, 875 N.E.2d 1172 (2007); Woolard v. 

Woolard, 547 F.3d 755, 759–60 (7th Cir.2008). 

¶ 23  Since the allegations of the second amended complaint must be taken as 

true and viewed in the light most favorable to plaintiffs, and as those allegations 

include that defendant titled the Colorado home exclusively in Fritz's name, we 

must conclude that plaintiffs stated a claim that defendant violated the Trust 

Agreement by making a gift that he was not authorized to make. For the same 

reason, plaintiffs stated a claim that he violated his fiduciary obligation. 

 

B. Blumenthal v. Brewer, ___ N.E.3d ______ (August 18, 2016). 

The Illinois Supreme Court reversed the First District opinion, which had declared Hewitt v. 

Hewitt, 77 Ill. 2d 49 (1979) as outmoded and ill-considered.  Hewitt holds that Illinois public 

policy precludes unmarried cohabitants from bringing claims against one another to enforce 

mutual property rights where the rights asserted are rooted in a marriage-like relationship between 

the parties. 
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Blumenthal and Brewer are two women who had maintained a long-term, domestic 

relationship and had raised a family.  They never married.  When the relationship soured, 

Blumenthal petitioned the court for the partition of the residence that she and Brewer co-owned.  

Brewer counterclaimed in the partition action.  Four counts of the counterclaim dealt with the 

disposition of the parties’ home, including theories of unjust enrichment, quantum meruit, and 

equitable division.  The fifth count sought alternative relief regarding Blumenthal’s medical 

practice, either the imposition of a constructive trust over the annual net earnings of the practice 

or the sale of Blumenthal’s share of the practice, or restitution of funds that Blumenthal had used 

from the couple’s joint account to purchase the practice. 

In the trial court Blumenthal raised Hewitt to successfully defeat the counterclaim.  Brewer 

appealed on the basis that developments in the law since Hewitt was decided made the decision 

obsolete.  The First District agreed, reversing the trial court’s decision and remanding the case. 

Blumenthal appealed the First District decision to the Supreme Court.  Meanwhile, the partition 

action proceeded at the trial level.  Brewer moved to stay the partition action, but was denied.  

Brewer did not appeal the denial of her motion to stay.  The trial court then adjudicated the parties’ 

rights with respect to the home, awarding a larger share to Brewer and giving Brewer the right to 

buy Blumenthal’s share of the home, which she did.  Brewer did not appeal the outcome of the 

partition action. 

The Supreme Court first considered the four counts of Brewer’s counterclaim dealing with the 

home.  As to these counts, the Court found that the First District lacked jurisdiction to hear the 

case, because Brewer had not appealed a final order.   Although the trial court had included the 

special finding language of Supreme Court Rule 304 in its order dismissing the four house-related 

counts, the dismissal of the counterclaim did not terminate the litigation between the parties on the 

merits of the case, because the same issues raised in the counterclaim were ongoing in the partition 

action.  After noting that the special finding language contemplated by Supreme Court Rule 304 

has no effect on an order that is not final, the Court stated: 

¶ 26  Counts I, II, IV, and V arose from the same set of operative facts and 

sought precisely the same thing as the underlying cause of action asserted by 

Blumenthal: division of the value of the parties' Chicago home. Rather than being 

distinct and separate from Blumenthal's action, these counts merely advanced 

different analytical approaches for determining how the home or its proceeds 

should be allocated between the parties. They were, in effect, different iterations of 

the very same claim. When they were dismissed, the ultimate question—how the 

value of the residence should be split—remained unresolved. The dismissal served 

only to narrow the criteria applicable to that decision. 

¶ 27 Although we have found no cases directly on point, our appellate court has 

recognized that where one claim based on the same operative facts is stated 

differently in multiple counts, the dismissal of fewer than all counts is not a final 

judgment as to any of the party's claims as required by Rule 304(a). See Davis v. 

Loftus, 334 Ill.App.3d 761, 766, 268 Ill.Dec. 522, 778 N.E.2d 1144 (2002). 

Similarly, we have held that where an order disposes only of certain issues relating 
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to the same basic claim, such a ruling is not subject to review under Rule 304(a). 

To the contrary, permitting separate appeals of such orders promotes precisely the 

type of piecemeal appeals Rule 304(a) was designed to discourage. See In re 

Marriage of Leopando, 96 Ill.2d 114, 119–20, 70 Ill.Dec. 263, 449 N.E.2d 137 

(1983). Based on this reasoning, the portion of the circuit court's order dismissing 

counts I, II, IV, and V of Brewer's counterclaim was not appealable under Rule 

304(a).    

The Supreme Court also found a second problem with the First District’s opinion:  the 

Appellate Court’s rejection of Hewitt was tantamount to an overruling of a Supreme Court 

decision, which it had no authority to do.  

Having found that the First District had no jurisdiction to hear the case, and had no authority 

to repudiate the legal precedent that controlled the case, the Court then observed that even if 

Brewer’s counterclaim could be resussitated, there would be no point to remanding the matter, 

because the partition action had been decided.  In effect, the final adjudication of the partition 

action was either res judicata (if one somehow considered a resuscitation of the counterclaim a 

different action from the partition suit), or the law of the case (if one considered a resuscitation of 

the counterclaim a continuation of the same case). 

The Court then moved to the count dealing with Blumenthal’s medical practice.  The Court 

noted that the imposition of a constructive trust on Blumenthal’s medical practice was unattainable 

because Brewer was not a licensed medical doctor, so transferring title and possession of Brewer’s 

interest in the practice was prohibited by the Medical Corporation Act and Medical Practice Act.  

The Medical Corporation Act prohibits anyone who is not licensed to practice medicine from 

having any part in the ownership, management or control of a medical corporation.  The Medical 

Practice Act prohibits fee-splitting arrangements between a doctor and one who is unlicensed.   

The rejection of the constructive trust left the common law remedy of restitution.  The Court 

analyzed Hewitt, characterizing the essential rationale of the decision as rooted in the statutory 

prohibition against common law marriage: 

¶ 58  In our view, the legislature intended marriage to be the only legally 

protected family relationship under Illinois law, and permitting unmarried partners 

to enforce mutual property rights might “encourage formation of such relationships 

and weaken marriage as the foundation of our family-based society.” Id. at 58, 31 

Ill.Dec. 827, 394 N.E.2d 1204. This court was concerned that permitting such 

claims might raise questions about support, inheritance rights, and custody of 

nonmarital children.1 Id. We noted that the situation between the unmarried couple 

was “not the kind of arm's length bargain envisioned by traditional contract 

principles, but an intimate arrangement of a fundamentally different kind.” Id. at 

61, 31 Ill.Dec. 827, 394 N.E.2d 1204. Because the question concerned changing the 

law governing the rights of parties in the delicate area of marriage-like 

relationships, which involves evaluations of sociological data and alternatives, this 

court decided that the underlying issue was best suited to the superior investigative 
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and fact-finding facilities of the legislative branch in the exercise of its traditional 

authority to declare public policy in the domestic relations field. Id. Accordingly, 

this court held that Victoria's claims were “unenforceable for the reason that they 

contravene the public policy, implicit in the statutory scheme of the Illinois 

Marriage and Dissolution of Marriage Act, disfavoring the grant of mutually 

enforceable property rights to knowingly unmarried cohabitants.” Id. at 66, 31 

Ill.Dec. 827, 394 N.E.2d 1204. We reasoned that an opposite outcome of judicially 

recognizing mutual property rights between knowingly unmarried cohabitants—

where the claim is based upon or intimately related to the cohabitation of the 

parties—would effectively reinstate common-law marriage and violate the public 

policy of this state since 1905, when the legislature abolished common-law 

marriage. Id. at 65–66, 31 Ill.Dec. 827, 394 N.E.2d 1204. 

1 The Hewitt court also questioned and considered the history of whether granting legal 

rights to cohabiting adults would encourage “what have heretofore been commonly 

referred to as ‘illicit’ or ‘meretricious' relationships” which could weaken the institution of 

marriage. Hewitt, 77 Ill.2d at 58, 31 Ill.Dec. 827, 394 N.E.2d 1204. Today, this court does 

not share the same concern or characterization of domestic partners who cohabit, nor do 

we condone such comparisons. Nonetheless, as explained herein, a thorough reading of 

Hewitt makes clear that the core reasoning and ultimate holding of the case did not rely nor 

was dependent on the morality of cohabiting adults. 

¶ 59  Notably, based on our understanding of the public policy in Illinois and 

the legislative prohibition of common-law marriage, we emphatically rejected the 

holding in Marvin on which the appellate court relied. Id. In doing so, we found 

that provisions of the Marriage and Dissolution Act—retaining fault as grounds for 

dissolution of marriage and allowing an unmarried person to acquire the rights of a 

legal spouse only if he or she goes through a marriage ceremony and cohabits with 

another in the good-faith belief that he is validly married—indicated the public 

policy and the judgment of the legislature disfavoring private contractual 

alternatives to marriage or the grant of property rights to unmarried cohabitants. Id. 

at 64, 31 Ill.Dec. 827, 394 N.E.2d 1204. In rejecting Victoria's public policy 

arguments, this court recognized that cohabitation by the unmarried parties may not 

prevent them from forming valid contracts about independent matters, for which 

sexual relations do not form part of the consideration and do not closely resemble 

those arising from conventional marriages. Id. at 59, 31 Ill.Dec. 827, 394 N.E.2d 

1204. However, that was not the type of claim Victoria brought; thus, her claim 

failed.  

¶ 60  The facts of the present case are almost indistinguishable from Hewitt, 

except, in this case, the parties were in a same-sex relationship. During the course 

of their long-term, domestic relationship, Brewer alleges that she and Blumenthal 

had a relationship that was “identical in every essential way to that of a married 

couple.” Although the parties were not legally married, they acted like a married 

couple and held themselves out as such. For example, the former domestic partners 

exchanged rings as a symbol of their commitment to each other, executed wills and 
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trusts, each naming the other as the sole beneficiary of her assets, and appointed 

each other as fiduciary for financial and medical decision making. Blumenthal and 

Brewer also began to commingle their personal and financial assets, which allowed 

them to purchase investment property as well as the Chicago home where they 

raised their three children. Much like in Hewitt, Brewer alleges that she contributed 

to Blumenthal's purchase of an ownership interest in the medical group GSN, 

helping Blumenthal earn the majority of income for the parties and “thereby 

guaranteeing the family's financial security.” Because Blumenthal was able to earn 

a high income, Brewer was able to devote more time to raising the couple's children 

and to attend to other domestic duties. Once Blumenthal's and Brewer's relationship 

ended, Brewer, like Victoria Hewitt, brought suit seeking various common-law 

remedies to equalize their assets and receive an interest in Blumenthal's business.31  

¶ 61  As explained supra, our decision in Hewitt did no more than follow the 

statutory provision abolishing common-law marriage, which embodied the public 

policy of Illinois that individuals acting privately by themselves, without the 

involvement of the State, cannot create marriage-like benefits. Hewitt clearly 

declared the law on the very issue in this case. Yet, the appellate court in this case 

declined to follow our ruling, despite the facts being almost identical to Hewitt. 

This was improper. Under the doctrine of stare decisis, when this court “has 

declared the law on any point, it alone can overrule and modify its previous opinion, 

and the lower judicial tribunals are bound by such decision and it is the duty of such 

lower tribunals to follow such decision in similar cases.” (Emphasis in original.) 

(Internal quotation marks omitted.) Price v. Philip Morris, Inc., 2015 IL 117687, ¶ 

38, 397 Ill.Dec. 726, 43 N.E.3d 53. The appellate court had no authority to depart 

from our decision. It could question Hewitt and recommend that we revisit our 

holding in the case, but it could not overrule it. 

Having analyzed Hewitt, the Supreme Court then declined to deviate from it.  The Court cited 

Spafford v. Coats, 118 Ill. App. 3d 566 (Second District, 1983), for the proposition that a 

nonmarital, cohabiting relationship did not preclude equitable relief if the claims were substantially 

independent of the nonmarital relationship between the parties and not based on rights arising from 

the cohabitation.  In Spafford a woman sued the man she was living with for a constructive trust, 

alleging that she purchased vehicles with her own funds and titled them in the man’s name because 

insurance premiums would be less.  The Court distinguished Brewer’s restitution claim from the 

situation in Spafford: 

¶ 73  While we acknowledge that restitution may be a remedy available to a 

party who has cohabited with another (see Hewitt, 77 Ill.2d at 55–56, 31 Ill.Dec. 

827, 394 N.E.2d 1204), that is not the circumstance concerning Brewer's restitution 

claim in count III of her counterclaim. We find that Brewer failed to make a 

showing that count III of her counterclaim has an independent economic basis apart 

from the parties' relationship. The joint account used by Blumenthal and Brewer to 

purchase an ownership interest in GSN was dependent on their desire to live in a 
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marriage-like relationship and make purchases out of this account to better their 

family situation. Therefore, the purchase of Blumenthal's ownership interest in 

GSN from the joint account is intimately related to the parties' relationship. Our 

decision in Hewitt bars such relief if the claim is not independent from the parties' 

living in a marriage-like relationship for the reason it contravenes the public policy, 

implicit in the statutory scheme of the Marriage and Dissolution Act, disfavoring 

the grant of mutually enforceable property rights to knowingly unmarried 

cohabitants. Id. at 66, 31 Ill.Dec. 827, 394 N.E.2d 1204. 

The Court also rejected Brewer’s arguments that the continued application of Hewitt violated 

the Illinois and federal constitutional guarantees of due process and equal protection.  First, the 

Court noted that Hewitt only disallows unmarried cohabitants who live in a marriage-like 

relationship from accessing, under the guise of an implied contract, the rights and protections 

specified in the Marriage and Dissolution Act.  Further, it found that Illinois has a legitimate 

interest in the creation, regulation and dissolution of the marriage relationship, and that Illinois 

was not acting irrationally or discriminatorily in refusing to grant benefits and protections under 

the Marriage and Dissolution Act to those who do not participate in the institution of marriage.  

The Court vacated the Appellate Court decision with respect to the 4 house-related claims, reversed 

with respect to the claim regarding the medical practice, and affirmed in full the trial court’s order 

dismissing Brewer’s counterclaim. 

Justice Theis, joined by Justice Burke, dissented from the majority’s decision with respect to 

the restitution claim.  The dissent would have overruled Hewitt because, it its view, the decision 

was clouded by “. . . an inappropriate and moralistic view of domestic partners who cohabit and 

founded upon legal principles that have changed significantly.”  The dissent also believed that the 

majority opinion misunderstood the nature of the constitutional claims. 

 


