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1, Estate Planning or Income Tax Planning?
a. Background

I. Historically, a married couple needed to use a non-marital, or credit shelter,
trust to take advantage of the applicable exclusion at the death of the first-to-
die spouse as any unused estate tax exemption was lost. This type of
planning often involved the retitling of marital assets to ensure that each
spouse had separate assets to "use up" their entire exclusion.

ii. The Tax Relief, Unemployment Insurance Reauthorization, and Job Creation
Act of 2010 (the "Tax Relief Act of 2010") introduced an alternative to the
traditional credit shelter planning ~ the ability of the first-to-die spouse to
transfer his or her unused exclusion amount to the surviving spouse. The
exclusion became portable; thus "portability" was created. Now, a surviving
spouse is able to use the unused estate tax exemption of a predeceased
spouse so the husband and wife "unit" can take advantage of the full estate
tax exclusion amount of each individual.

iii. In2012, Congress enacted theAmerican Taxpayer ReliefActof 2012 which,
among other things, made the portability laws and estate tax exemption
levels and inflation indexing permanent.
(1) 2016 Estate Tax Exemption Amount is $5.45 million

b. With the current levels of the federal estate tax exemption, many of our clients
benefit more from estate planning with an emphasis in income tax planning,
i. Currently 99.8% of deceased estates are NOT subject to estate tax, as only

about 0.2% of the population dies with more than $5.45 million of assets in
their possession. However, the portability requirements have increased 706
filings.



c. step Up in Basis & Depreciation
i. Often ignored is the opportunity to depreciate the stepped-up value of assets

in an estate under I.R.C. 1014 that are depreciable income producing assets
such as a pivot irrigation system, fencing, barn, and farming equipment. The
hole in the ground for a well is a non-depreciable improvement to real estate,
but the column, pump, gearhead, generator and motor as well as the pivot
are depreciable against the date of death value. Often over looked is the
identification of value on the decedent's inventory. In order to depreciate
such business items they must be identified and valued. The beneficiary will
follow MACRS depreciation; no section 179 depreciation is available. An
inherited item not on the inventory has a zero basis for both depreciation and
sale. The bad news is the personal property tax return is based on a
taxpayer's depreciation schedule and the items with new basis will be taxed
as new. An interesting article on deprecation of stepped up basis is "Uniform
Basis: Who Can Claim Depreciation After Death and how Much?" Volume
25, No. 24, December 12, 2014 in Agricultural Law Digest.

ii. "Tax Issues Associated with Unharvested Crop in a Decedent's Estate" by
Roger McEowen

d. IRS Form 8971
i. Copy of Form 8971 and Instructions are located in the appendix
ii. The IRS released Form 8971, "Information Regarding Beneficiaries Acquiring

Property Froma Decedent", and instructionson January 29,2016. The crux
of Form 8971 is to require that a beneficiary's basis in property acquired from
a decedent will be no higher than the finaldetermined estate tax values (new
§1014(f)), and beneficiaries will no longer have the ability to claim that the
FMV of an asset on the date of death was actually greater than the value
used for estate tax purposes. Form 8971 will be used for executors/PRs to
report required information to the IRS, and Schedule A, attached to the
Form, is used to provide each beneficiary with Information that must be
reported under the new authorizing statute.

ili. Reports must go to recipients of the estate (i.e., "each person acquiring any
interest in property included in the decedent's gross estate") and the IRS.
§6035(a)(1). Effectively, this enables the IRS to match and track basis
reporting on Individual beneficiaries' income tax returnswhenthey reportthe
sales of assets received from estates.

iv. Form 8971 is only required to be filed in situations where a Federal estate
tax return is othenwise required in the first place. As a result, the new rules
will generally onlyapply to those with a gross estate above $5.45l\/l in2016,
or noncitizen and nonresidents with an estate in excess of $60,000. And
notably, under Proposed Treasury Regulation 1.6035-1 (a)(2) issued inearly
March of 2016, a Form 8971 is not required to be filed In situations where the
Federal estate tax return was filed solely to claim portability of the deceased
spouse's unused estate tax exemption.

V. Statements must be furnished no later than 30 days after the return's due
date, including extensions (or 30 days after the return is filed, ifearlier). If
information reported on Form 8971 and the Schedule Afiled with the IRS or
provided to a beneficiary differs from the final value (as the result of the
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resolution of a valuation dispute or othenwise), the executor or other person
required to file Form 8971 must file a supplemental Schedule A to each
affected beneficiary no later than 30 days after the adjustment.

vi. Under the final version of the form itself, executors will be required to report
in Part I both the decedent and executor's names, and in Part II a list of all
beneficiaries and their tax ID numbers (Social Security numbers for
individuals, or TINs for trusts). This first page of the form goes only to the
IRS (as it would be a potential privacy breach to share with other
beneficiaries).

vii. Then, for each beneficiary, the executor must prepare a copy of Form 8971
Schedule A, which details for each beneficiary what property was inherited,
the valuation amount (and date of valuation), and whether the asset
increases the estate tax liability (such that it would be subject to cost basis
consistency rules under IRCSection 1014(0). Ifthe estate's property has not
been fully distributed yet, then each beneficiary's Schedule A must list any
property that could be used to satisfy the beneficiary's interest (to ensure the
beneficiary and IRS both have the right information for whatever property
actually is inherited).

viii. There are accuracy-related penalties on under payments under §6662 which
apply ifa taxpayer reports a higher basis than the estate tax value basis that
applies under new §1014(f). Also, penalties for the failure to file correct
"information returns" or "payee statements" are provided in §§6721 and
6722, respectively. The penalty provisions are technical, but suffice itto say
that the penalty could be quite large for intentionally disregarding the
requirement to file the information return or statements. There is a waiver if
the "failure is due to reasonable cause and not to willful neglect."

ix. Future Gifts of IRS Form 8971 Assets
(1) Future gifts of assets listed on Form 8971, Schedule A must be

disclosed to the IRS and to the transferee of a related party in effect
notifying the transferee of the basis of such gift.

IRS Reg. §1.6035-1 Basis information to persons acquiring property
from decedent.

"(f) Subsequent transfers. If all or any portion of property that
previously was reported or is required to be reported on an
Information Return (and thus on the recipient's Statement or
supplemental Statement) is distributed or transferred (bygiftor
othenA/ise) by the recipient in a transaction in which a related
transferee determines its basis, in whole or in part, by
reference to the recipient/transferor'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
supplemental Statement to the transferee. The requirement to
file a supplemental Statement and furnish a copy to the
transferee similarlyapplies to the distribution or transfer of any
other property the basis of which is determined in whole or in
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part by reference to that property (for example as the result of
a like-kind exchange or involuntary conversion). In the case of
a supplemental Statement filed by the recipient/transferor
before the recipient/transferor's receipt of the Statement
described in paragraph (a) of this section, the supplemental
Statement will report the change in the ownership of the
property and need not provide the value information that would
othenwise be required on the supplemental Statement. In the
event the transfer occurs before the final value is determined

within the meaning of proposed §1.1014-10(c), the transferor
must provide the executor with a copy of the supplemental
Statement filed with the IRS and furnished to the transferee in
order to notify the executor of the change in ownership of the
property. When the executor subsequently files any Return
and issues any Statement required by paragraphs (a) or (e) of
this section, the executor must provide the Statement (or
supplemental Statement) to the new transferee instead of to
the transferor. For purposes of this provision, a related
transferee means any member of the transferor's family as
defined in section 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. If the transferor chooses to include on the
supplemental Statement provided to the transferee information
regarding any changes to the basis of the reported property as
described in §1.1014-10(a)(2) that occurred during the
transferor's ownership of the property, that basis adjustment
information (which is not part of the requirement under section
6035) must be shown separately from the final value required
to be reported on that Statement.

e. Portability
i. High exemption amount plus portability means that you need to understand

the DSUE rules

ii. The Basics of Portability
(1) Portability is available to any decedent, regardless of the size of the

estate or the decedent's reason for leaving an unused exclusion
amount.

(2) The Tax Relief Act of 2010 introduced the concept of "deceased
spousal unused exclusion amount" ("DSUE"). DSUE is an estate tax
credit equal to the amount of the applicable estate tax exemption that
is unused by the first-to-die spouse.

(3) The DSUE is available to the surviving spouse in addition to the
surviving spouse's own basic exclusion amount.
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(4) The applicabie exclusion amount for the surviving spouse Is the sum
of the surviving spouse's basic exclusion amount and the DSUE.

(5) The DSUE can be used by the surviving spouse for both gift and
estate tax purposes. Portability, however, does not apply to the
generation-skipping transfer tax ("GST") exemption.

iii. Note the new definitions used above:

(1) Basic Exclusion Amount ("BEA")
(a) previously called the applicable exclusion
(b) $5 Million in2011 thence adjusted for inflation (currently $5.45

million in 2016)
(2) Applicable Exclusion Amount

(a) BEA plus the DSUE
(b) The BEAwill adjust for inflation, the DSUE will remain constant

iv. Calculating DSUE;
(1) Section 2010(c)(4) of the IRC defines DSUE as the lesser of:

(a) The basic exclusion amount, or
(b) The excess of

(i) the basic exclusion amount of the last deceased spouse
of such surviving spouse, over

(ii) (the amount with respect to which the tentative tax is
determined under 26 USC §2001 (b)(1) on the estate of
such deceased spouse.

(2) The DSUE is calculated based on the basic exclusion amount, as
adjusted for inflation, applicable to the year in which the decedent
dies.

(a) However, the DSUE is not adjusted for inflation when the
surviving spouse uses the DSUE in later years.

(3) Asurviving spouse ispermitted to use onlv the DSUE ofhisor her last
deceased spouse. This limitation applies regardless of whether the
last deceased spouse has any unused exclusion or whether the last
deceased spouse's executor makes or fails to make a timely
portability election.

V. Exclusion Amounts & How They Work
(1) Ordering Rule

(a) If a surviving spouse has a DSUE amount at the time that the
surviving spouse makes a taxable gift, the surviving spouse will
be deemed to apply such DSUE amount to the taxable gift
before application of any portion of the survivingspouse's own
basic exclusion amount.

(2) Successive Marriages
(a) DSUE isdefined In section 2010(c)(4) byreference to the "last"

deceased spouse. Temporary regulations confirm that the
"last" deceased spouse means the "most recently deceased
individual who, at that individual's death after December 31,
2010, was married to the surviving spouse."

(b) This applies without regard to whether
(i) the estate of the last deceased spouse filed an election

2016Annual Institute on the Survey of Nebraska Law Lovegrove - Developments In Estate Planning
September 9.2016 PaQeb



to port the decedent's DSUE amount to the surviving
spouse, or

(ii) the last deceased spouse actually had any unused
exclusion amount.

(c) The act of remarriage alone by a surviving spouse who
inherited a DSUE amount from a decedent spouse does not
affect the surviving spouse's applicable exclusion amount.

(d) The "last" deceased spouse restriction does not prevent a
surviving spouse who remarries from using the DSUE amount
of his or her first deceased spouse for estate tax purposes if
the surviving spouse predeceases the second spouse.

(e) A surviving spouse who uses the DSUE amount of his/her first
deceased spouse for lifetime gifts (as a component of his/her
own gift tax applicable credit amount) may become eligible for
additional DSUE amounts if he/she remarries and survives that

subsequent spouse.
(i) A surviving spouse can use DSUE amounts from

multiple deceased spouses.
1) Specifically, a surviving spouse can apply DSUE

amounts from multiple spouses, as long as the
surviving spouse makes a taxable gift to utilize
the DSUE amount from a particular deceased
spouse before the individual is widowed again by
a subsequent spouse.

vi. The Portability Election Procedure
(1) The DSUE is not automatically transferred to the survivingspouse at

a decedent's death. The executor of the estate of the first-to-die
spouse must file a Form 706 for the deceased spouse's estate and
elect to make that spouse's unused exclusion portable. 26 USC
§2010(c)(5).

(2) The executor or administrator of the estate of the first-to-die spouse
must file a timely, complete and properly prepared Form 706 and
elect portability, even if a return is not otherwise required.
(a) Estates that are under the exemption amount can seek a ruling

from the IRS for an extension to elect portability and the IRS
has been "rubber stamping" these requests. However, the
IRS's basic fee for this is $9,800.

(3) To irrevocably elect not to allow a surviving spouse to use DSUE
amount, there are four options:
(a) Not filing a 706 if it is not othenwise required
(b) Attaching a statement to the 706 indicating that the estate is

not making the election
(c) Entering"NoElection Under Section 2010(c)(5)"across the top

of page 1 of the 706
(d) Checking the box on Part 6, Schedule A of the Form 706
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vii. Malpractice Issues
(1) Failure to Make Election

(a) Unlike most tax elections, there appears to be very little
downside to a fiduciary's preservation of the DSUE. However,
if a fiduciary fails to make an election to preserve the DSUE,
that fiduciary has created the potential for significant fiduciary
liability withthe risk extending many years beyond the death of
the first-to-die spouse.

(2) Statute of Limitations
(a) Notwithstanding the expiration of a statute of limitations set

forth in section 6501 on an estate or gift tax assessment for a
deceased spouse, the IRS may continue to examine the
decedent spouse's estate tax return for the purpose of
determining the DSUE amount available to the surviving
spouse

(i) The IRS may adjust or eliminate the DSUE amount
based on such examination, but it may not assess
additional estate tax against a prior deceased spouse's
return unless the applicable period of limitations on
assessment of estate tax is still open for that estate.

(b) Practitioner's note: who will defend the prior returns?
(3) Valuation on the 706

(a) Ifthe decedent spouse's 706 can be examined until the death
of the survivor, you must be able to continue to "prove" values.
(i) You will need plenty of evidence as far as valuations for

anything that could be difficult to value.
(ii) Practitioner's note: are your valuations easy to

comprehend?
(4) Past Documentation

(a) Ifthe decedent spouse's 706 can be examined until the death
of the survivor, the evidence needs to continue to be available.
(i) Are you keeping a paper copy? Suggestions have been

made by some that a paper copy of the return and all
documentation may be necessary due to the changes
in digital files.

(ii) Is there a chance that these digitalfiles may not be able
to be opened in 50 years?

(b) Practitioner's note: Is it reasonable to expect clients to keep
this documentation?

(5) Addressing Cost Burden
(a) While it Is generally a good idea to preserve the DSUE for the

surviving spouse, the cost of preparing and filing a Form 706
may leave some executors with a difficult decision to make,
particularly where the beneficiaries of the estate of the first-to-
die spouse are different than the beneficiaries of the surviving
spouse.
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(b) In drafting will or trust language regarding portability, attorneys
should be conscious of the party or parties who will assume
the costs associated with the portability election.
(i) There are many ways to draft portability provisions and

those provisions can either require or permit executors
to make the election, with or without a surviving
spouse's consent or request. Each provision can be
tailored to the needs of each individual client, taking into
consideration the intended beneficiaries and likelihood

of the value of the estate meeting the estate tax
threshold and requiring an estate tax return be filed.
1) Options include the following:

a) Executor shall (may) elect portability at
estate's expense;

b) Executor shall (may) elect portability at
spouse's expense;

c) Executor shall (may) elect portability at
estate's expense at spouse's request;

d) Executor shall (may) elect portability at
spouse's expense at spouse's request; or

e) Executor may elect portability at estate's
expense, but shall elect portability if
spouse pays.

2) Drafters should give consideration to including
language limiting liability of the executor,
especially in situations where the election is
discretionary.

(6) Appendix - Waiver Form and Acknowledgment- Avoid malpractice:
file a 706 or get a waiver from your client

f. Portability's Impact on Future Estate Planning
i. Lifetime gifting &the DSUE

(1) Lifetime gifting should be done as soon as practicableafter the DSUE
determination

(a) Doing so ensures that the DSUE amount derived from a first
deceased spouse will not be lost if the surviving spouse is
widowed again.

(2) Those preparing gift tax returns should keep In mind the ordering
rules with DSUE.

(a) Advisable to attach a schedule to any gifttax return listing the
source of all prior DSUE amounts and provide records that are
available.

ii. Relying on Portability v. Using a Credit Shelter Trust
(1) What should be considered in determining the type of estate plan to

use for clients?

(a) cost
(b) benefit
(c) size of the estate
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(d) size of anticipated unused exemptions
(e) age(s) of the client(s)
(f) necessity of asset protection
(g) marital status (Including number of marriages and length)
(h) growth and growth potential for assets
(i) desire for generational planning
(j) state estate tax concerns

(2) Factors Favoring Credit Shelter Planning
(a) DSUE amount Is not Indexed for Inflation
(b) The credit shelter trust remains exempt from estate tax

regardless of how much the assets In the credit shelter trust
may appreciate in value or how much Income is generated by
those assets

(I) Relying on the DSUE amount does not guard against
estate tax on the appreciation of the assets received by
the surviving spouse.

(c) An outright transfer of assets to the surviving spouse utilizing
portability does not provide the myriad of non-tax benefits
associated with trusts, such as
(I) asset protection from the claims of creditors,
(ii) spendthrift protection
(ill) a new spouse of the surviving spouse and protection

against the diversion of assets from the first spouse's
family to a new family created on remarriage of the
surviving spouse, and

(iv) investment management
(d) GST exemption is not portable.

(3) Factors Favoring Portability Planning & Reliance
(a) The main advantage of portability is simplicity. It allows a

married couple to create a simple estate plan or avoid estate
planning altogether by leaving all property to the surviving
spouse whilestill preserving the deceased spouse's applicable
exclusion amount.

(b) Portability provides a back-up to a planned use of the
applicable exclusion amount (situations where a couple fails to
fully implement asset retitling), or the size or nature of the
assets mitigates against the full use ofthe applicable exclusion
amount at the first death. The portability election can save
applicable exclusion that would othen^/ise be lost.

(c) Joint estates that will likely decline in value.
(d) Step up in basis in the assets after the surviving spouse's

death.

(e) Portability is also an effective planning technique for assets
that are likely to depreciate in value or assets, like retirement
accounts, that are not well suited for trust ownership.
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(f) Tax-deferral for qualified plans (allows for the slowest possible
payout on many retirement plans by naming the spouse as
beneficiary instead of a trust).

(g) Surviving spouse is able to make lifetime gifts using both
exemption amounts.

g. The Revised Uniform Fiduciary Access to Digital Assets Act (2015). Neb. Rev.
Stat. §§30-501 through §§30-518.

2. The Use of Trusts
a. Factors to consider

i. Long term control v. nearly immediate distribution after death
ii. Avoidance of probate process (possibly not due to LB 72)

(1) practitioner's note: Is it really more cost effective?
ill. Level of assets

iv. Need for privacy
V. Age of clients
vi. Age of beneficiaries
vii. Needs of beneficiaries (special needs, income generation, support)
viii. Same v. different beneficiaries between spouses
ix. Blended families

X. Charitable designations
xi. Savvy clients
xii. PSA Issues

b. Form 8855 - Election to Treat a Qualified Revocable Trust as Part of an Estate
c. The use of trusts (especially following the death of the grantor) requires close

attention be paid to the timing of income recognition, the payment ofexpenses, and
distributions. For example, it is key to pay expenses in the year that income is
generated in the trust. Distributions of income can be made under the 65 day rule
to beneficiaries after the close of the fiscal year (but note that expenses cannot
translate back).

3. The Use of Entities
a. The creation and use of entities has sicyroclteted in the iast few years. From

magazine articles to advisor recommendations to coffee shop talk, the
"entity" seems to be the hot new topic.

b. Factors to Consider
i. Liability protection - business activity v. non-business activity
ii. Actual risk factors of the activity/business
ill. Insulation of different business ventures from one another

(1) Practitioner's note: is there a true split? Does each venture have its
own set of books, insurance policies, rental agreements, logs?

iv. The "loose gun" partner
V. Income Tax benefits

(1) self employment tax breaks (S corp v. LLC)
(2) S corporation shareholder exemptions regarding ACA health

insurance premium reimbursements - IRS Notice 2015-17
(3) creating additional tax brackets (c corporation)
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vi. Estate Planning benefits
(1) long term control of business assets and operations
(2) restricted ownership options through buy/sell agreements
(3) potential valuation discounts (see below regarding proposed

regulations)
vii. Savvy clients
viii. Can you protect your clients from themselves?

(1) Practitioner's note: Are we pushing the liability protection too much?
Is that protection going to be there in reality?

ix. The insurance option
(1) Practitioner's note: In terms of papenA/ork, time, efficiency, and client

abilities, does it simply make more sense to increase the liability
insurance?

X. Practitioner's Note on Factors: Overzealous creation and fee generation by
attorneys? Are they all they are cracked up to be?

c. Small Partnership Exception Eliminated after 2017
i. There is a trap with a Small Partnership Exception if one partner fails to

report their share of the income on their tax return, then the exception is not
available and the penalties for failure to file a partnership return will be
assessed. Rev. Proc 84-35, 1984-1 CB 509 and Battle Flat. LLC v. US.
2015-2 U.S. Tax Case 50,490 (D. S.D. 2015). See Agricultural Law Digest
Volume 26 No. 22 dated November 6, 2015, "The "Small Partnership"
Exception: Failing to Pay Income Tax."

ii. Repeal of the "Small Partnership" Exception: A Devious and Highly
Suspicious Congressional Move - by Neil E. Harl, Agricultural Law Digest
Volume 27 No. 5 dated March 7, 2016

4. Proposed Reaulations for the Valuation of LLC Interests
a. On August 2,2016, the IRS proposed regulations under Section 2704(b) of the

Code that would have a significant impact on the valuation discounts for
ownership interests in many family-controlled businesses/entities forgiftand
estate tax purposes. Ifadopted as currently proposed, these regulations would
eliminate some methods that individuals have traditionally used under current law
to reduce the value of their ownership interests (like minority valuation discounts).
The elimination of these types of discounts would reduce the use and effectiveness
for entities being used solely for estate planning and valuation reductions. The
public hearing is schedule for December 1, 2016 and the regulations would not
become final until at least 30 days later.
i. https://www.regulations.gov/document?D=IRS_FRDOC_0001-1487

b. Traditionally Used Discounts:
i. Lack of Marketability - This discount reflects the fact that an owner of a

privately held business cannot easily sell their interest. This discount is
usually in the 10-25% range.

ii. Minority Discount - This discount is due to having less than 50% ownership
in the company and no control. This discount is usually slightly less than the
lack of marketability discount.

iii. Non-voting Discount - If the entity has both voting and non-voting
stock/units, a discount of a few percentage points is usually warranted.
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c. The Proposed Regulations would essentially eliminate the discount for minority
discount if the "family" remains in control. A family includes ancestors and
descendants, brother and sisters and any spouses. If this family retains at least
50% (not more than 50%), then it Is very likely that no minority discount will be
allowed.

d. Background
I. Congress enacted §2704 in 1990 as one of four sections of the "special

valuation rules" designed to close several perceived loopholes in the estate
and gift tax laws. On It's face, §2704 addresses two things: lapses of voting
and liquidation rights Infamily controlled entitles, and restrictions that prevent
liquidation of family controlled entities.

e. Lapses of Voting and Liquidation Rights
i. Currently

(1) If a holder of an Interest In a family controlled entity transfers an
Interest to a family member and as a result loses the right to liquidate
the entity (because, for example, the transfer brings the holder's
Interest below the necessary percentage threshold), there is no lapse
of a liquidation right as long as the interest passing to the family
member still has the right to participate In a liquidation vote.

(2) Ifa holder of a controlling Interest In a family controlled entity transfers
a small percentage to a family member and as a result no longer
holds a controlling interest, there Is no lapse of a voting right as long
as the interest passing to the family member still has a voting right
attached to It.

ii. Under Proposed Regulations
(1) The current rules would no longer apply If the holderof the transferred

interest were to die within three years of the transfer.
(a) This new provision is designed to attack deathbed transfers

that would shift control away from the transferor.
(2) This creates what Is known as a "phantom asset."

(a) So, if these transfers qualify for a minority discount, but the
transfer occurred within three years of death, a "phantom
asset" equal to the minoritydiscount taken would be included
in the estate.

f. Restrictions on Liquidation
1. Currently

(1) Restrictions on liquidation that are to be ignored for valuation
purposes, which the statute and the current regulations call
"ApplicableRestrictions"—currently, the onlyApplicable Restrictions
In the governing provisions of a family controlled entity that are
Ignored for valuation purposes are those provisions that are more
restrictive than the default state law provisions applicable to the entity.

(a) If, for example, a limited partnership does not permit a limited
partner to withdraw, the no-withdrawal provision Is taken into
account In valuing a transferred limited partnership Interest as
long as the state law default rule applicable to the partnership
does not give a limited partner the right to withdraw.
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(b) Similarly, ifa limited liability company agreement provides that
liquidation may be directed only by the vote of two-thirds of the
membership interests in the company, that provision will be
respected (for valuation purposes) as long as the default
provision under the state's limited liability company act
provides that two-thirds or more of the membership interests
are required to vote for liquidation.

ii. Under Proposed Regulations
(1) The new rules no longer focus only on restrictions that are more

restrictive than the relevant state law default rules, but instead apply
to virtually any restriction that limits the ability of an entity to liquidate.

g. The Disregarded Restriction
i. The Proposed Regulations create a new class of restriction that is to be

ignored in valuing any interest in a family controlled entity—it is called a
"Disregarded Restriction"and includes any provisionthat limits or pemnitsthe
limitation of the holder of an interest to compel liquidation or redemption. In
other words, this new rule assumes for valuation purposes that each holder
of an interest in a family controlled entity has the right to liquidate or redeem
the interest for its proportionate share of the entity's net asset value in cash
or other property payable within six months of exercise. The Proposed
Regulations also include new rules for determining when a nonfamlly
member's holdings in an entity should be ignored for purposes of
determining family control, and they broaden and clarify other rules relating
to family control and attribution of family ownership.

h. Immediate Implications
i. Clients who are considering transferring interests infamily-controlled entities

that are not controlling interests and do not have liquidation rights should
consider making the transfers as soon as possible. It is possible, however,
that ifthe client dies within three years of the transfer and after the date that
the proposed regulations become final, the client may be caught bythe final
regulations. The proposed regulations would also apply to determine and
measure any gift component of transfers otherwise structured as sales.
Likewise, clients who have recently made transfers and die after the
regulations are finalized butwithin three years ofthe transfer may be caught
by the final regulations.

i. Long Term Implications
i. Expect challenges. These current regulations appear to be very broad in

nature and contradict current case law.
ii. Meanwhile, attention should be given to the provisions in existing and future

operating agreements and other governing documents and also to the
source for payment of the tax on any potential "phantom asset."
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Tax Issues Associated

with Unharvested Crops in
a Decedent's Estate
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Updated October 15, 2014

- by Roger McEowen*

Oven'iov

The prcscnccol unlwncsicd crops in a
dcccdcnl's csUUc raises incomc lax and. iflhc
csuiic is large enough,estaie lax issues. The
inaiier can be complicaied if the decedem's
farmland was rented and crop rent had acerued
bui had not yel been received as of the date ot
llie decedent's death.

There are several possibleways to determine ihe
value of unharvested crops.' One approach isto
anivc at a value by discounting ihe crop by the
amount of risk in\ olved between the date of
death and harvest with the amount of risk tied to
the typeof lease involved. Alternatively, the
crop could be valued by the amount of a loan,
secured by the crop ihai could have been
negotiated as of the dateof death. Or. perhaps
the simplest (and least bencticial to the
decedent's esiaie) approach would be to pro-rate
the allocation of the crop proceeds belwcen the
pre-death and post-death periods. It is this pro-
rata approach that IRS utilizes to address both
estate tax and income tax issues involving
unharvested crops in a decedent's estate. In
addition, some slates (such as Iowa) follow the
pro-rala approach for purposes of state-level
taxes.

Character of Incume and Basis Issues.

General rule. Under ihe general rule, property
interests of a decedent that ihe decedent own.s at

death are valued for estate tax purposes at their

fair market value as of the date of the decedent's

death.^ For income lax basis purposes, the basis
of property that is included in a decedent's estate
equals the value of the property as of the date of
the decedent's death." This is generally known
as the "stepped-up" basis rule, although it is al.so
possible that property values could have
declined as of ihe date ofdeath. The rule

operates to eliminate any taxable gain in the
propertyupon laier sale by an heir at the date of
death value.

Exception. Income in respect of decedent
(IRD) propeny does noi receive any basis step-
up.' IRD is taxable income that is received after
a taxpayer has died - it is income the taxpayer
earns before death, but is not included on the

decedent's lliial incomc tax return because the
taxpayer was not eligible to collect the income
before death. IRD is subject to both incomc tax
and (for large estates) estate tax. So. while IRD
does not receive a basis step-up by N-irtue of
being included in ihe decedent's estate, the
recipientof the IRD is eniitled to a deduction for
the federal estate tax that is attributable to the
IRD as a result of its inclusion in the decedent's

esiale."

Application of the IRI) Rule

The IRD issue turns on the .status of the decedent
at the lime ofdeath. Two questions are relevant
- (1) was the decedent an operating farmer or a
tanii landlord? and (2) if the decedent was a
farm landlord, was the decedent a materially

EXHIBIT
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participating landlord or a non-materially
participating landlord?

Operating farmers and materially
participating landlords: For operating farmers
(includinga materiallyparticipating farm
landlord) unsold livestock,growingcrops and
grain inventories are not IRD.^ The rule is the
same ifthe decedent was a landlord under a
material participation lease.^ Those assets are
included in the decedent's gross estate and
receivea newbasisequal to their fair market
valueas of the decedent's death.^ No allocation
is made between the decedent's estate and the
decedent's fmal income taxreturn.'

Froman income tax perspective, all of the
growing costs incurred by thefarmer before
death are deducted on the decedent's income tax
return. At the time ofdeath, the FMV value of
thegrowing crop established in accordance with
a formula (asset forth below) is capitalized as
mventory anddeducted assold. The remaining
costs incurred after death are also deducted by
the decedent's estate. In many cases, it may be
possible toachieve close toa double deduction.

Non-materially participating landlords: For
non-materially participating farm landlords that
dieduring a rentperiod, thematter is more
conq)lex. If a cash basis landlord rents out land
under a non-material participation lease, the
landlord normally includes therentin income
whenthecrop sluu^is reduced to cash or a cash
equivalent, notwhen thecrop share isUrst
delivered to the landlord. In this situation, a
portion ofgrowing crops orcrop shares or
livestock thatwill be sold post-death will be
IRDanda portion willbepost-death ordinary
income to the landlord's estate. That is the
resultif thecropshareis received bythe
landlordbefore deatii,but is not reduced to cash
until after death. It is also the result if the
decedent had the rightto receivethecrop share,
and the share is delivered to the landlord's estate
and then reduced to cash. In essence, an
allocation is made with the portion ofthe
proceeds allocable to the pr^eath period (in
bothsituations) beingIRDin accordance witha
formula setforth in Rev. Rul. 64-289.'® In these

situations, IRD is not incurred until the crop
share is sold. However, if the landlord received
the crop share and sold it b^ore death, the
income realized is includ^le on the landlord's
fmal return and is not IRD."

Note: If the estate sellsgrain inventory
withm six months after death, the
income from thesale is treat^ as
long-term capitalgain if the basis m
the crops are not IRD (in other
words, if the basis in the crops was
determined under the I.R.C. §1014
date-of-death fair market value

rule)." Also, while tiie sale of
raised crops or livestock in the
estate ofan active fermer usually
triggers ordinary income, the sale by
the estate ofland with growmg
crops results in capitalgain
treatment for tiie income that is

attributable tothe crop." The same
result can be achieved when the
crops are harvested during the
processofliquidatingthe farming
operationand the land is sold. But,
ordmaryincometreatmentoccurs if
die crop is beingraisedon land that
is leased to a tenant.'^

The allocation formula set forth in Rev. Rul. 64-
289splits outthe IRDandestateincome based
on the numberof days in the rentalperiodbefore
and alter death.

Example:

On February 4,2008, JerryManderleased
his farm to a tenant on a 60/40 crop share
lease (i.e., Jerry gets 40 percent ofthe crop
and pays for 40 percentofthe expenses).
The lease ran from March 1,2008 throu^
February 28,2009, andwas for the growing
ofcom andsoybeans on Jerry's famo. Jerry
died on July4,2009. The tenantharvested
the com on October IS and sold it later the
same day for SI35,000. The soybeans were
harvested on October 7 and stored. The
soybeans were later soldon January27,
2009, for $40,000.



The allocation formula would operate as
follows: The leaseperiodwas for 365 days
(March I to February 28)andJerrywas
alive for 126ofthose days. Thus, 126/365
ofthe amount that the estate received for the
com is IRD - $18,641.10 (.4 x $135,000
(126/365)). The balance of the amount
received by the estate($35358.90) is
taxable to the estate as ordinary income.
The entire amount that the estate received
for thesoybeans ($16,000) is taxedto the
estate as ordinary income.

Note: Expenses attributable to IRD
items are deducted as an
expense on Schedule K of
Form 706 (federal estate tax
return) and are deducted as an
expense itemon the income
tax return ofthe person or
estate when the expense item
is paid.

Note: If Jerryhad diedafter the crop
shares were sold ^ut before
the endofthe rentalperiod),
the proceeds would ^ve been
reported onJerry's final
return. No proration would
have been required.

Note: If Jerryhadreceived his crop
share in-kind and held it until
death witii the heirs selling it
alter death, the sale proceeds
would be allocated between
IRD and ordinary income of the
estate under the formula set
forth above.

For cropsharerentsof a non-materially
participating landlord thatarefed to livestock
b^ore dead], if theanimals arealsoowned on
shares, IRD results. If the decedentutilized the
livestock as a separate operation from the lease,
the in-kindcropsharerents (e.g.,hay,grain)
would be treat^ as any other asset in the
farming operation ~ included in the decedent's

gross estate and entitled to a date-of-death fair
market value basis.

Cropshare rents fed to livestock after the
landlord's death are treated as a sale at the time

offeeding'̂ with anof&etting deduction.

State-Level Taxation

Some states have specific rules for handling
unharvestedcrops at death for tax purposes. In
Iowa, for example, the Iowa Department of
Revenue (IDOR) follows the pro-rataapproach.
Thus, growingcrops ownedby a decedent at
death are valued via a formula.'^ Under the
formula, the cash value ofdie crop realized upon
sale is proratedby attributinga portion ofthe
value to the period before death and a portion to
the periodalter death. The amountattributedto
thepre-deathperiod is thevalue for Iowa
inheritancetax purposes. The numeratorofthe
ratio expressesthe numberofdays the decedent
lived during the growingseason(com and
soybeans) - which is considered to be May IS
through October 15 (153 days). The 153-day
periodis the denominator. The ratio is
multipliedby the numberofbushels realized
upon harvestwith that resultmultiplied by the
local elevator price at the time ofmaturity.
However, ifthe estate sells the crop within a
reasonable time after harvest in an arm's length
transaction, the selling price can be used as the
fair marketvaluebasis. The regulation provides
the following example:

Example:

The decedent raised com and beans and died
on August 15. Thus, the decedent lived 92
days of the growingseason. In the foil, the
estate harvested 2,000 bushels ofcom which
were sold to a local elevator for 3.10/bushel.
As a result, the value ofthe crop for Iowa
mheritance tax purposes would be $3,728.10
(92/153 X2,000 X$3.10)."

The regulationsalso address the valuation issue
ifthe decedent was a farm landlord with a tenant
operatingundera cash lease.In that situation,
the Iowa inheritance tax value ofthe crop is



determined in accordance with a formula in
which the cash rent for the entire rental period is
prorated overtheentire year. Theproration
period is thenumber of days thedecedent lived
duringtherental period, divided by 365days.
The resulting percentage is then applied to the
total cash rent for the entire year. The regulation
allows a deductionfor rent paymentsmade
before death and specifies diat ifsuch a
deduction results in a negative amount, no
refundor creditis allowed.^

Note: Apparently, cropharvesting costs
can be deducted from the value of
the crop that results fromthe use of
the formula.

Other statesdon't have specificprocedures for
valuing unharvested crops.'̂ In those states,
value isarrived at by eidier discounting the crop
bythe amount of riskinvolved between thedate
ofdeath and harvest with the amount ofrisk tied
to thetypeof lease involved or bypegging the
crop's valueto the amount of a loan, secured by
the cropthatcouldhavebeennegotiated as of
the date ofdeath. There may also be other
acceptable methods ofarriving at a reasonable
value for unharvested crops.

Deceased Farm Landlords - Crop Rental
Income Income Tax Issues

Crop rents thathave accrued as ofthedateof the
decedent's death, but which the decedent did not
receive before death are included in the
decedent's gross estate.^ They are not allocated
between the estate and the decedent's final
income taxreturn.^ According totheIRS, a
croprentwhich isnotpayable until harvest is
included, to the extent it has accrued, in the
decedent's gross estateeventhoughthe decedent
died before harvest For estate tax valuation
puiposes, thecropis valued as of thedateof
deatii orsix mon^s after death ifthe executor
makes an alternate valuation election. '̂* If an
alternate valuation election is made, any increase
in value attributable to crop growth during the
six-month alternate valuation period is not
directly included in tiie gross estate.^ Instead,
die cropvalue(forbothdate-of-death and

alternate valuation purposes) is allocated
between the pre-death and post-^eath period in
accordance with a formula. The formula

multiplies the value by a fraction. The
numerator of the fraction is the number ofdays
in the part ofthe rental periodwhichendswith
the decedent's date ofdeath, and the
denominator is the total number ofdays in the
rental period. When the crop is later sold (or fed
to livestock) the sale proceeds (or the value of
the crop on the date ofdispositionby feeding to
livestock) are plugged into the formula to
determinewhich portion of the crop rental is
income in respect ofdecedent (IRD) and which
portion is income to the estate.

*LeonardDolezalProfessorin Agricultural Law,
Iowa State Universi^, Ames, Iowa, and Director of
the ISU Center for Agricultural Law and Taxation.
Member ofdie Iowa and Kansas Bar Associations

and licensed to practice in Nebraska.
' The following possible ways tovalue an
unharvested crop were suggested to the author as a
first-yearpracticingattorneyby DonaldH. Kelley,
then ofKelley, Scritsmier and Byrne in North Platte,
NE.

M.R.C. §2031.
M.R.C. §1014(a)(l).
'̂ LR.C. §691.
^The deduction occurs inthe year the income from
the IRDproperty is recognized. I.R.C. §691(c). The
deduction is computed at the average estate tax rate
and is determinedby the ratio that the valueofthe
items bear to the gross estate. This is because the
amountsubject to tax is lesserthan the valueofthe
grossestate. In addition, thededuction is allowed
regardless of whether the IRDitemis usedto funda
maritaldeduction for the survivingspouse (in estate
of the first spouseto die). Thus, in largerestates, it
maybe wise practice to fundthe maritaldeduction
wiUi IRD itemsor with property itemsthat are
intendedto be held by the recipientrather than resold
or wluch have relatively low appreciation.
®Rev. Rul. 58-436,1958-2 C.B.355.
' Rev.Rul.64-289,1964-2 C.B.173. Whilethe
Internal Revenue Code and the Treasury Regulations
are unclear on the issue, it appears that the decedent
could achieve material participation through an agent
®See, e.g.. Estate ofTompkins v.Comr., 13 T.C.
1054 (1949).This is die rule for decedents on die cash
mediod. For those on the accrual method, the items
would be included in the decedent's closing
inventoryon the final return.



'Treas.Reg.§20,2031-l(b).
1964-2, C.B. 173 (1964). The formula is directed

to decedents who were on the cash method and
specifies that for decedent's dyingduring the rent
period,only thecrop (or livestock share)rents
attributableto the rent periodendingwith the
decedent's death are IRD.
"w:

§1223(11). But, this treatment does not
applyto cattle (which mustbe heldfor24 months) or
other livestock(whichmust be held for 12months)if
the animals were used in the decedent's trade or
business and were held for draft, breeding or sporting
purposes. Rev. Rul.75-361, 1975-2 C.B. 344. The
ruling points out thatthere is noexcq)tion under
IJLC. §1223(11) fromthe specialholding period
requirements of 24 mondis for cattleand 12months
for other livestock. See I.R.C. §1231(b)(3)(A)-(B).
However, the holding periodrequirements don't
^pty to livestock heldforsale,suchas non-
rq)lacement calves. This type of livestock, if
included in the estate ofan active operator or a
materially participating landlord areclassified as
property and areentitled toa basis equal to thedate
of deathvalue,and any resulting gainuponsale is
entitled to long-term capital gain treatment
"\JLC. Sees.268,1231(b)(4).

See,e.g.,Bidart Brothers v. U.S., 262F.2d607
(9th Cir. 1959).
" Rev.Rul.75-11,1975-1 CB. 27.
'®IAC §701-86.11(7).
"Id.

Theresulting amount can bereduced byharvesting
costs. Suchreduction doesnot appearto be
mandatory and, if taken, will increase the income tax
payable by reason ofthe resulting increase ofIRD.
T'IAC §701-86.11(8).
^ Id. Theregulation also states diat the valuation
formula is to be utilized whether the decedent is the
landlord or tenant ofthe properly.

Conversely, somestates nothaving established
procedures forvaluing unharvested crops may have
rulesforvaluing mineral interests at death. In
TCangflg, forexample, interests associated withoil and
gasleases aretreated astangible personal prop^Qr.
Ifthe interest is large enou^an appraisal will be
necessary. But, for smallerinterests thestatemay
prescribe the v^uation approach to be used. For
exan^)le, inKansas, with reject tooilleases and
royalties, theaverage annual income from production
for the immediate three years beforedeath is to be
multiplied by3.5. Fora gaswell, theaverage annual
production for thefive years immediately preceding
death is to be multiplied by 10. Ifno pr^uction had

occurred in the prior five years, valuationcan be
basedon originalcost if the gas well was purchased
within a reasonable time before death and there has
not been activity in the area to cause an increase in
value.
"l.R.C.§691(c).
^Id.
^See,e.g., I.R.C. §2032,
^ Compare Priv. Ur. Rul. 7743007 and Priv. Ltr.
Rul. 7805008.



8971 Information Regarding Beneficiaries
Acquiring Property From a Decedent(January20i6) riupoity rium a

Department of the Treasury ^ , .. .... ... ....... -
Internal RevenueService ^ Information about Form 8971 and its separate instructions is at www.irs.gov/form8971.

Check boxifthis is a supplemental filing O

Parti Decedent and Executor Information

0MB No. 1545-2264

2 Decedent's date of death I 3 Decedent's SSN1 Decedent's name

4 Executor's name (see instructions) 5 Executor's phone no. 6 Executor's TIN

7 Executor's address (number and street including apartment or suite no.; city, town, or post office; state or province; country; and
ZIP or foreign postal code)

8 If thereare multiple executors, check here Q and attach a statementshowing the names,addresses, telephone numbers, and
TINs of the additional executors.

9 If the estate elected alternate valuation, indicate the alternate valuation date:

Part II Beneficiary Information
How many beneficiaries received (or are expected to receive) property from the estate? For each beneficiary, provide
the information requested below. If more space is needed, attach a statement showing the requested information for the additional
beneficiaries.

Name of Beneficiary Address, City, State, ZIP Date Provided

Notice to Executors:

Submit Form 8971 with a copy of each completed Schedule A to the IRS. To protect privacy. Form 8971 should not be provided to any
beneficiary. Only Schedule A of Form 8971 should be provided to the beneficiary. Retain copies of all forms for the estate's records.

Under penalties of perjury, I declare that I have examined this return, including accompanying schedules and statements, and to the best of my knowledge and

Sign helief, all information reported herein is true, correct, and complete.
Here '

I Signature of executor Date

May the IRS discuss this return withthe preparer shown below? See instructions D Yes D No

Paid

Preparer
Use Only

Print/Type preparer's name

Firm's name

Firm's address •

Preparer's signature

For Privacy Act and Paperwork Reduction Act Notice, see the separate instructions.

Check • if
self-employed

Firm's E N •

Cat. No. 37794V Form 8971 (1-2016)

EXHIBIT
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Form 8971 (1-2016)

SCHEDULE A—Information Regarding Beneficiaries Acquiring Property From a Decedent

> Information about Form 8871 (including Schedule A)and its separate instructions is at wwwJr8.gov/form8971.

Check box if this Isa supplemental filing Q

Part 1. General Information

1 Decedent's name 2 Oecodent'sSSN 3 Beneficiary's name 4 Beneficiary's TIN

5 Executor's name 6 Executor's phone no.

7 Executor's address

Part 2. Information on Property Acquired

A

Item

No.

B

Description of property acquired from the decedent and the Schedule and item
numtier wlrerereported on the decedent's Form708, UnitedStates Estate (and
Generatlm-Sldpping Transfer)Tax Retum. Ifthe benefidary acquired a partial

Interest in the property, indicate the Interest acquired here.

c

Did this

asset

Increase

estate tax

liabRity?
(Y/N)

D

Valuation

Date

E

Estate Tax

Value
(lnU.S.
doltars)

1

Form 706, Schedule , Item

Description —

Notice to Beneficiaries:

You have received this schedule to infomn you of the value of property you received from the estate of the decedent named above.
Retain this schedule for tax reporting purposes. If the property increased the estate tax liability, Internal Revenue Code section
1014(f) applies, requiring the consistent reportingof basis Information. For more infonnation on determining basis, see IRC section
1014 and/or consult a tax professional.

Page A-1
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Fonn8971(1-20im

SCHEDULE A-Continuation Sheet

Use only ifyou need additional space to report property acquired (or expected to be acquired) by the beneficiary.

Check box if this isa supplemental filing Q

Part 1. General Information

1 Decedent's name 2 Decedent's SSN 3 Beneficiary's name 4 Beneficiary's TIN

5 Executor's name 6 Executor's phone no.

7 Executor's fiddress

Part 2. Information on Property Acquired

A

Item

No.

fcontiruffl
ffOffl

pfwlous
page)

B

Descriptionof property acquired from the decedent and the Schedule and item
number where reported on the decedent's Form 706, UnitedStates Estate (and
GeneFBtion-Sidpping Transfer) Tax Return. Ifthe beneflciary acquireda partial

Interest in the property, indicate the Interest acquired here.

C

Did this

asset

increase

estate tax

liability?
(Y/N)

D

Valuation

Date

E

Estate Tax

Value

an US,
CtoOars)

Notice to Beneficiaries:

You have received this schedule to inform you of the value of property you received from the estate of the decedent named above.
Retain this schedule for tax reporting purposes. Ifthe property increased the estate tax liability, Internal Revenue Code section
1014(0 applies, requiring the consistent reporting of basis information. For more Information on determining basis, see IRC section
1014 and/or consult a taxprofessional.
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General Instructions
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Purpose of Form

Who Must File

When To File

Where T<? FHe
Supplemental Forms 8971 and Schedules A

Rpgndinq Offt<? WhQi^ Dgiiar?
Penalties

Pengltie? for IncQpsistent Filing
Obtaining Forms and Publicafaons To Rle or Use

Specific Instructions

Part I — Decedent and Executor Information

Part II— Benefipiary Infomiation
Signature and Verification

Schedule A — Infomiation Regarding Benefidaries Acauirina Property From a Decedent

Purpose of Form

The Surface Transportation and Veterans Health Care Choice Improvement Actof 2015 requires executors ofan estate and other persons who are required to file Form 706,
UnitedStates Estate {and Generation-Skipping Transfer)Tax Return: Form706-NA,United States Estate (and Generation-Skipping Transfer)TaxReturn Estate of nonresident not
a citizen of the United States; or Form 706-A, United States Additional Estate Tax Return; to report the final estate tax value of property distributed or to be distributed fr^om the
estate, ifthe estate tax return is filed after July 2015. Form 8971, along with a copy of every Schedule A,is used to report values to the IRS. One Schedule A is provided to each
beneficiary receiving property from an estate.

Provideeach beneficiaryonlywith a copy ofthat beneficiary's own Schedule A.Do not providea copy of the Fomi8971 withor withoutattached Schedule(s) Atoany beneficiary.

Certain property received by a beneficiary may be subject to a consistency requirement, meaning that the beneficiary cannot use a value higher than the value reported on
Schedule A as the beneficiary's initial basis in the property.

Who Must File

Anexecutor ofan estate or other person(s) required to fileForm706 or Form706-NAunder sections 6018(a) and 6018(b) or a qualifiedheir required to file Form706-Aunder
section 2032A, ifthe retum is filed afterJuly2015, and whether or not thatfomn is filed timely, is requiredto file Form8971 withattached Schedule(s) Awith the IRSand to provide
each beneficiary listed on the Fonn 8971 wiflithat beneficiary's Schedule A.

The filing requirementforForm8971 does not apply to an executor ofan estate that is not required to filean estate tax retum because the gross estate plus adjusted taxable giftsis
less than the basic exclusion amount, but who does so for the sole purpose of making an allocation or election respecting the generation-skipping transfer tax. See the Instructions
for Form 706, Form 706-NA. or Fomri 706-A for more information on the filing requirement for those fonms.

When To File

Fomi 8971 (including allattachedSchedule(s)A)mustbe filed with the IRSand onlythe ScheduleAis to be provided to the beneficiary listedon thatScheduleA,no later than the
earlier of:

• The date that is 30 days after the date on which Fonn 706, Form706-NA, or Form706-Ais required to be filed(including extensions) withthe IRS;or

• The date that is 30 days after the date Form706, Form706-NA,or Form706-A is filedwiththe IRS.

Ifthe firstForm 706, Form706-NA.or Form 706-A is filed both after the fomi's due date (including extensions) and after July 2015, the Form 8971 and Schedule(s) Aare due 30
days after the filingdate.

Form 8971 is a separate filing requirementfirom the estate's Form706,706-NA,or 706-A, and should not be attached to the respectiveestate tax return.The 8971 and attached
Scheduie(s) A must be filed with the IRS, separate firom any and all other tax retums filed by the estate.

Note.

Notice 2015-57,2015-361.R.B. 294, available at www.irs.aov/irb/2015-36 IRB/ar12.html. made February 29,2016, the due date for

• Ail Forms8971 (including the attached Schedule(s) A)required to be filed withthe IRSafterJuly 31,2015, and before February29,2016; and

• AllSchedules A required to be provided to beneficiaries after July 31,2015, and before February 29,2016.

Where To File

File Form 8971 (including all Schedule(s) A)at the following address.

Department of the Treasury
Intemal Revenue Service Center

Mail Stop #824G
Cincinnati, OH 45999

A beneficiary can be provided Schedule A:

• In person to an individualbeneficiary,to the trustee(s) ofa beneficiary trust, or to the executor(s) of a beneficiary estate;

• By email;



• By U.S. mail to the beneficiary's last known address; or

• By private delivery service to the beneficiary's last known address (see below).

The executor of the estate (or other person required to file) must certifyon Form 8971, Part II, Column D, the date on which Schedule Awas provided to each beneficiary and
should keep proof of mailing, proof of delivery, acknowledgment of receipt or other infonnation relevant for the estate's records. In cases where a trust or another estate is a
beneficiary and has multiple trustees or executors, providing Schedule A to one trustee or executor is enough to meet the requirement

Private delivery services. Certain private delivery services designated by the IRS may be used to meet the "timelymailing as timely filing* rule for tax returns. These private
delivery services include only the following.

• Federal Express (FedEx): FedEx Priority Overnight FedEx Standard Ovemight FedEx 2Day, FedEx International Priority, FedEx International First FedEx First Overnight
Fed Ex Intemationai Next Flight Out and FedEx International Economy.

• United Parcel Sen/ice (UPS): UPS Next Day Air,UPS Next Day Air Saver, UPS 2nd Day Air, UPS 2nd Day AirA.IV1., UPS Worldwide Express Pius, UPS Worldwide Express,
and UPS Next Day Air Early AM.

The private delivery service can tell you how to get written proof of the mailing date.

Supplemental Forms 8971 and Schedules A

The value of the property to be reported on the initial Form 8971 and the attached Schedules A is the fair market value of the asset as reported on the estate tax return. However,
the final value for purposes of the federal estate tax may differ from that reported on the estate tax return. A value is considered "^nal' when;

• The value of the property shown on an estate tax return filed with the IRS is not contested by the IRS before the period of assessment expires;

• The value of the property is specified by the IRS and is not timely contested by the estate (or other person required to file under section 6018(b)); or

• The value of the properly is determined by a court or pursuant to a settlement agreement with the IRS, including the resolution of a claim for abatement or refund.

Ifinformation reported on Fonn 8971 and the Schedule(s) A filed with the IRS or provided to a beneficiary differs from the final value (as the result of the resolution of a valuation
dispute or otherwise), the executor or other person required to make this filing must filea supplemental Form8971 and affected Schedule(s) Awiththe IRSand provide an
updated supplemental Schedule A to each affected beneficiary no later than 30 days after the adjustment See Where ToFile, earlier. On both the supplemental Fonn 8971 and
each supplemental Schedule A, the "Supplemental Filing"box should be checked and only the informationthat has changed should be reported.

ifthe executor or other person required to file Form8971 has been notifiedthat a Form706, Form706-NA,or Form706-A related to the Form8971 and Schedule(s) Ahas been
selected forexamination, a copy of the supplemental Form 8971 with attached supplemental Schedule(s) A should be provided to the officeconducting the examination.

Rounding Off to Whole Dollars

The value of propertyshould be reported in U.S.dollars and rounded to whole-dollar amounts. Toround, drop amounts under 50 cents and increase amounts from50 to 99 cents
to the next dollar. For example, $1.39 becomes $1 and $2.55 becomes $3. Ifyou add two or more amounts to figure an item's value, include the cents when adding the amounts
and round off only the total.

Penalties

Failureto filecorrect Forms 8971 by the due date (section 6721). Ifthe executorofan estate or other person required to file Fonn8971 fails tofilea con-ect Fonn8971 and/or
Schedule Awiththe IRSbythe due date and reasonable cause is not shown, a penalty may be imposed.The penaltyapplies ifthere is a failureto file timely, a failure to include all
information required to be shown on the formor schedule, a failure to include correct infomiatlonon the formor schedule, or a failure to filea correct supplemental Form8971
and/or Schedule Aby the due date. Acomplete Form 8971 includes all Schedule(s) A.

Onlyone penaltywill applyforallfailuresrelatingto a single filing ofa single Fomi8971 and the Schedule(s) Arequired to be filed along with it Each filing ofa Form 8971 with
Scheduie(s) Aisa separate filing, regardless as to whether the filing is of the iniflai Form8971 and Schedule(s) Aor a supplemental Form8971 and Schedule(s) A.

The amount of the penalty depends on when the correct Form 8971 withSchedule(s) A is filed.

The penalty is as follows.

• $50 per Fomi8971 (including all Schedule(s) A)ifitis filed within 30 days afterthe due date. The maximum penalty is $532,000 per year (or$186,000 ifthe taxpayer
qualifies for lower maximum penalties, as described below).

• $260 per Form 8971 (including ail Schedule(s) A)ifitis filed more than 30 days afterthe due date or ifitis not filed. The maximum penaltyis $3,193,000per year
($1,064,000 ifOietaxpayer qualifies for lower maximum penalties, as described below).

Allpenalty amounts shown are subject to adjustment for inflation.

Lowermaximum penalties. You qualifyfbrlower maximumpenalties ifyouraverage annual gross receipts forthe 3 most recent tax years (orforthe period you were in
existence, ifshorter)ending before the calendar year in which the information returns were due are $5 million or less.

Intentional disregard of filingrequirements. Ifany failure to filea correct Form8971 or Schedule Ais due to intentional disregard of the requirements to filea correct Form8971
and Schedule(s) A,the minimum penalty is at least $530 per Form8971 and the Schedule(s) Arequired to be filedwithit withno maximum penalty.

Inconsequential error or omission. An inconsequential en'or or omission Is not considered a Allure to Include correct information. An inconsequential en'or or omission does not
prevent or hinder the IRSfrom processing the Fonn 8971 and the Schedule(s) Arequired to be filedalong withit Errorsand omissions that are never inconsequential are those
related to a TIN,a beneficiary's sumame, and the value of the asset the beneficiary is receiving from the estate.

Note.

ATIN is a Social SecurityNumber(SSN),an EmployerIdentification Number(EIN), an Individual TaxpayerIdentification Number (ITIN), or any other number used by the IRSin the
administration of tax laws.

Failure to furnish correct Schedules A to beneficiaries by the due date (section 6722). Ifthe executor of an estate or other person required to file Form 8971 fails to provide a
con-ectSchedule Ato a beneficiaryand does not show reasonable cause, a penalty may be imposed. The penalty applies ifthere is a failure to provide the Schedule Aby the due
date, a failure to include all information required to be shown on the schedule, a failure to include con-ect information on the schedule, ora feilure to provide a corect
supplemental Schedule A by the due date. The penalty applies for each Schedule A required to be provided.

The amount of the penalty depends on when a correct Schedule A is provided.

The penalty is as follows.

• $50 per Schedule A ifit Is provided within30 days after the due date. The maximum penalty is $532,000 per year (or $186,000 ifthe taxpayer qualifies for lower maximum
penalties, as described below).



. $260 per Schedule A ifit is provided more than 30 days after the due date or ifit is not provided. The maximum penalty is $3,193,000 per year ($1,064,000 ifthe taxpayer
qualifies for lower maximum penalties, as described below).

All penalty amounts shown are subject to adjustment for inflation.

Lower maximum penalties. You qualify for lower maximum penalties ifyour average annual gross receipts for the 3 most recent tax years (or for the period you were in
existence, ifshorter) ending before the calendar year in which the information returns were due are $5 millionor less.

Intentional disregard of filing requirements. Ifany failure to provide a correct Schedule A is due to intentional disregard of the requirements to provide con^ct Schedules A, the
penalty is at least $530 per Schedule A with no maximum penalty.

Inconsequential error or omission. An inconsequential error or omission is not considered a failure to include con'ect information. An inconsequential error or omission cannot
reasonably be expected to prevent or hinder the beneficiary fi'om timely receiving correct informationand using the informafionto report basis on the beneficiary's own return.
Errors and omissions that are never inconsequential are those related to (a) the value of the assetthe beneficiary is receiving fixjm the estate, and (b) a significant item in a
beneficiary's address.

Reasonable cause exception to the penalties for failing to file Forms 8971 and Schedules A and for failing to provide Schedules A to beneficiaries. The penalties for foiling
to file conect Form 8971 and Schedules A with the IRS and for failing to provide correct Schedules A to beneficiaries will not apply to any foilure that is shown to be due to
reasonable cause and not to willful neglect. In general, itmust beshown that the failure was due to anevent beyond the taxpayer's control ordue to significant mitigating foctors. It
must also be shown that the executor or other person required to file acted in a responsible manner and took steps to avoid the failure.

Penalties for Inconsistent Filing

Beneficiaries who report basis in property that is inconsistent with the amount on the Schedule A may be liable for a 20% accuracy-related penalty under section 6662.

Obtaining Forms and Publications To File or Use

You can access the IRS website 24 hours a day, 7 days a weel(, at IRS.gov to:

• Download forms, instructions, and publications;

• Order IRS products;

• Research tax questions;

• Search publications by topic or keyword; and

• Sign up to receive local and national tax news by email.

Specific Instructions

Complete Fomi 8971 and each attachedScheduleAin itsentirety. Aform or schedulefiled with the IRS without entriesineach field will notbe processed.Aform with an answer
of'unknown'will not be considered a complete retum.

Part I — Decedent and Executor Information

Line3. Enter the SSN of the decedent, ifthe decedent did not have an SSN, the executor (orother person required to file Fonn 706) should obtain one forthe decedent by filing
Form SS-5,Application fora SocialSecurityCard. You can get FormSS-5 onlineat www.sociaisecuritv.aov or bycallingthe SSAat 1-800-772-1213.

Line 4. Ifthere is more than one executor, enter the name of one executor and see the instructions for line 8.

Line6. Provide only the TIN of the executor listed on line 4 and see the Instructionsfor line 8.

Line 7. Provide onlythe address ofthe executorlistedon line4. Use Fonn8822,Change ofAddress, to reporta change ofthe executor'saddress. Also, see the instructions for
line 8.

Line8. On an attached statement,providethe name, address, telephone number,and TIN ofeach executor (ifany) other than the one named on line4.

Line 9. Ifthe executor made an election on the estate tax retum to use alternate valuation under section 2032, provide the altemate valuation date.

Part II— Beneficiary Information

Abeneficiary is an individual, trust, or otherestate whohas acquired (oris expectedtoacquire)property from theestate. Ifthe executoris also a beneficiaiy whohas acquired(or
isexpectedtoacquire) property from the estate, the executoris a beneficiary forpurposesofthe Form 8971and ScheduleA.

Column A. Enter the name ofeach individual,trust, or other estate that acquired (or is expected to acquire) property fromthe estate. Retain a copy of the Fom 8971 (including ail
attached Schedule(s) A) for the estate's records.

ColumnB. Enterthe TIN ofeach beneficiary listed.Entering"none,""unknown," or similarlanguage, or otherwisefailing to enter a TIN, will cause the fomn to be considered
incomplete and may subject the estate to penalties.

Column D. Foreach beneficiary, enter the date on which the executor gave Schedule Ato the beneficiary. See WhetB To File,eariier.

Returnpreparer. Pemiission todiscussthe Form 8971 is limited tothe information reported on (orrequired tobe reported on)the Form 8971 andattached Schedule(s) Aand
does notauthorize the retum preparerto representthe estate beforethe IRS or toenter intoanyagreementswith the IRS respecting the Form 8971and attachedSchedule(s)A.

Complete and attachForm 2848.PowerofAttorney and Declaration ofRepresentative, iftheexecutorwould like the return preparerto representthe estate before the IRS with
respectto the Forni 8971and Schedule(s) Aor anyothermatterrelatedtothe estate.Completing Fomi 2848 mayauthorize the persondesignatedon thatfonntosign
agreements, consents, waivers, or other documents.

Anyone whois paidto preparethe Fonn8971and/orany ScheduleAmustsignthe form as a paidpreparerand givea copyofthecompleted Form 8971and/orSchedule(s)Ato
the executor required to file Form 706, Form 706-NA, or Form 706-A.

Note.

Apaid preparer may sign originalor amended returns by rubber stamp, mechanical device, or computer software program.

Signature and Verification

All executors shown on Fonn 8971 and listed on any attached statement are responsible for the reporting requirements related to Fomn 8971 and Schedule(s) A.However, it is
enough for only one of the executors to sign Form 8971.



Form 8971 is signed under penalties of peijury and all executors are responsible for the infbmnation included on Form 8971 and Schedule(s) A as filed with the IRS and
Schedules A provided to beneficiaries. All executors are also liable for all applicable penalties.

Schedule A — Information Regarding Beneficiaries Acquiring Property From a Decedent

Executors of estates filing Form 8971 are required to complete a Schedule A for each beneficiary that acquired (or is expected to acquire) property from the estate. You will need a
copy of the Form 706, Form 706-NA, or Form 706-A filed by the estate of the decedent to complete this schedule. All property acquired (or expected to be acquired) by a
beneficiary must be listed on that beneficiary's Schedule A. Ifthe 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, In whole or in part, to fund the beneficiary's distribution on that beneficiary's Schedule A.
(This means that the same property may be reflected on more than one Schedule A.)A supplemental Form 8971 and corresponding Schedule(s) A should be filed once the
distribution to each such beneficiary has been made.

Use and duplicate page A-2 (Schedule A—Continuation Sheet) ifadditional space is needed to list the property acquired (or expected to be acquired) by a beneficiary. Attach a
copy of each completed Schedule A to Form 8971 and submit to the IRS. Provide a copy of each Schedule A only to the beneficiary named on that Schedule A. Do not provide a
copy of the Form 8971 to a beneficiary. See the instructions under \Miere ToFile, earlier.

Column A. Number the items received by the beneficiary. Continue this numbering on page A-2 of the Schedule A—Continuation Sheet (ifnecessary).

Column B. Use the same description in column B that the executor used for the property on the Fonn 706, Fonn 706-NA, or Fomi 706-A. Include in column B the schedule and
item number where the property was reported on Form 706, Form 706-NA, or Form 706-A, as applicable.

For more information on details to be included by asset type or schedule, see the Instructions for Form 706, Fomi 706-NA, or Form 7G6-A. Ifthe beneficiary acquired (or is
expected to acquire) a joint interest, a fractional interest, or any other interest in property which is less than 100%, indicate the interest in the property the beneficiary will acquire.

Column C. An entry (Yor N) is required in this column for each asset Indicate T" if tiie property contributed to the amount of the federal estate tax payable by the estate.

Generally, any property tiiat qualifies for a marital deduction under section 2056 or 2056A or a charitable deduction under section 2055 will not generate estate tax and "N'
should be indicated.

Column D. Generally, tiie valuation date of property willbe tiie decedent's date of death. Ifthe estate elected to use an altemate valuation date, list the value of ttie property on
the altemate valuation date. See section 2032 for additional guidance.

Column E. Listthe value reported on Form 706, Form 706-NA, or Form 706-A. Ifthe value reported on a Schedule A that has already been filed with the IRS or provided to a
beneficiarychanges (as a result of tiie resolution of a valuation issue or othenvise), you must filea supplemental Fomi 8971 and associated Schedule(s) Awitti the IRSand
provide an updated Schedule A to each affected beneficiary no later than 30 days after the adjustment

Prev Up
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Waiver to Filing a Form 706 Federal Estate Tax Return

I, Jane Smith, hereby agree and acknowledge that total value of the assets held by my
husband John Smith, at thetime ofhis death, are substantially lessthat thevalue exempt
from Federal Estate Tax, and no Form 706 is due at the death of my husband for the
assessment or payment of any federal estate tax. Iunderstand and acknowledge that the
Deceased Spousal Unused Exclusion Amount (also known asthe unused Federal Estate
Tax exemption) from my spouse's estate may be made available to my estate for use in
both lifetime gifts as well asfor estate tax purposes. Iunderstand and acknowledge that
if an election for portability is made by the executor of my spouse's estate on a timely,
complete and properly prepared Federal Estate Tax retum for my spouse's estate my
estate's applicable exclusion amount would increase by the Deceased Spousal Unused
Exclusion Amount as shown on such Form 706. Ihereby acknowledge that the addition
of the Deceased Spousal Unused Exclusion Amount to my Basic Exclusion Amount for
federal estate tax purposes may result in substantial Federal Estate Tax savings to my
estate.

I hereby acknowledge that I understand the potential federal estate tax savings to my
estate through the portability of my spouse's Deceased Spousal Unused Exclusion Amount
if the value of my estate increases and becomes subject to Federal Estate Tax. It is my
irrevocable conclusion that Ido not anticipate my estate to exceed my Basic Exclusion
Amount, which is currently equal to $5,450,000 (2016) plus an indexed Increase in future
years. Iunderstand and acknowledge that the value of my estate may grow from my labor,
investments, inheritance, dispute or injury settlement or order or gambling winnings. I
hereby acknowledge and direct that the cost of preserving the Deceased Spousal Unused
Exclusion Amount to be a part of my Applicable Exclusion Amount is not warranted and
Ihereby waive my right to request or require the executor of my spouse s estate to file a
Federal Estate tax return for my spouse's estate in order to preserve my Deceased
Spousal Unused Exclusion Amount available from my spouse. I further instruct my
attorney, if applicable, not to prepare and file a Federal Estate Tax return for my spouses
estate.

I understand and acknowledge that this decision of foregoing the determination of the
Deceased Spousal Unused Exclusion Amount is a permanent, irrevocable decision
regardless of the changes in my net worth or value of my estate.

Dated: . 2014.

Jane Smith

State of Nebraska, County of Fillmore, ss.

Theforegoing Waiverwasacknowledged before me on
Smith, a single person, as her voluntary act and deed.

Notary Public

prepared on August 30. 2016 (2:47pm) by Heinisch &Lov«grove Law Office PC LLO PO Box 311, Genev*^
EI#37-165B20S

,2016, by Jane

EXHIBIT



ACKNOWLEDGMENT

I hereby waive my right to request or require the executor of my wife's estate to file a
Federal Estate tax return for my wife's estate in order to preserve my Deceased Spousal
Unused Exclusion Amount available from my wife.

I understand and acknowledge that this decision of foregoing the determination of the
Deceased Spousal Unused Exclusion Amount is a permanent, irrevocable decision
regardless of the changes in my net worth or value of my wife's estate.

John Smith

State of Nebraska, County of Fillmore, ss.

The foregoing Acknowledgment was acknowledged before me on
2016, by John Smith, as his voluntary act and deed.

Notary Public

PreparedonAugust 30.2016 (2:49pm) byHeinisch & Lovegrove Law Office PCLLO PO Box 311.Geneva, NE 68381 402-759-3122, Fax888.844.4381
R:\PfDbate\706\Waiver706.wpd EHSa7-1658205 wwvy.HLi-awOfflce.com Email: emall@hilawofRce.com



8855
(Rev. January 2009)

Election To Treat a Qualified Revocable
Trust as Part of an Estate 0MB No. 1545-1881

Department of Ihe Treasufy
Internal Revenue Service

Estate (or Filing Trust) Information

Name of estate (or the filing trust, If applicable (see instructions))

Name of executor (or the filing trustee, If applicable)

Number, street, and room or suite no. (or P.O. box number if mail Is not delivered to street address)

City or tov/n, state, and ZIP code (if a foreign address, see instructions)

Employer identification number

(see instructions)

Type of entity prior to the election:

Q Domestic D Foreign
estate estate

• Domestic D Foreign
trust trust

Date of executor's appointment

Under penalties of perjury, I, as executor (or filing trustee):

• Confirm that under applicable local law or the governing document, I have the authority to make this election for the estate (if
executor) or trust (if filing trustee) and to agree to the conditions of the election;
• Elect the treatment provided under section 645 for the above-named estate (or filing trust, if applicable);

• Confirm that an agreement has been reached with the trustees of each qualified revocable trust (QRT) joining in the election to
allocate the tax burden of the combined electing trusts and related estate, if any, for each tax year during the election period in a
manner that reasonably reflects each entity's tax obligation;

• Agree to ensure that the related estate's (or filing trust's, if applicable) share of the tax obligations of the combined electing trust(s)
and related estate, if any, is timely paid to the United States Treasury:

• Agree to accept responsibility for filing a complete, accurate, and timely income tax return, when required by law, for the combined
electing trust(s) and related estate, if any, for each tax year during the election period;

• (If I am the filing trustee) confirm that if there is more than one QRT making this election, that I have been appointed by the trustees
of each QRT making this election to be the filing trustee and I agree to accept the responsibility of filing the appropriate income tax
return for the combined electing trust(s) for each tax year during the election period and all other responsibilities of the filing trustee;

• (If I am the filing trustee) represent that no executor has been appointed for a related estate and to the best of my knowledge and
belief, one will not be appointed;

• (If I am the filing trustee) agree that, if an executor is appointed for the related estate after this Form 8855 is filed, that I will complete
and file an amended Form 8855 if the late appointed executor agrees to the election, and I agree to cooperate with the executor in
filing any amended returns required to be filed as a result of the executor's appointment; and

• Confirm to the best of my knowledge and belief, that all information contained in this election and any accompanying statements or
schedules is true, correct, and complete.

Signature of executor (or filing trustee)

Decedent Information

Name of decedent SSN of ttie decedent Date of death

For Paperwork Reduction Act Notice, see page 4. Cat. No. 24542R Form 8855 (1-2009)

EXHIBIT



Form 8855 (1-2009) Page 2

Qualified Revocable Trust Information

Name of trust Employer Identification number{seeinstructions)

Name of trustee

Number, street, and room or suite no. (or P.O. box number if mail Is not delivered to street address)

City or town, state, and ZIP code (If a foreign address, see Instructions)

Under penalties of perjury, I, as trustee of the above-named trust:
• Confirm that under applicable local law or the governing instnjment, I have the authority to make this election for the trust and to agree to the
conditions of the election;

• Beet the treatment provided under section 645 for this trust;
• Agree to timely provide the executor (or filing trustee if there is no executoi) with all the trust information necessary to pemnit the executor (or
filing trustee, if applicable) to file a complete, accurate, and timely Form 1041 (or Form 1040-NR for a foreign estate) for the combined electing
trust(s) and the related estate, if any, for each tax year during the election period;
• Confirm that an agreement has been reached with the trustees of each QRT joining in the election, and the executor of the related estate, if
any, to allocate the tax burden of the combined electing trust(s) and related estate, if any, for each tax year during the election period in a
manner that reasonably reflects each entity's tax obligation;
• Agree to ensure that this trust's share of the tax obligations of the combined electing trust(s) and related estate, if any. is timely paid to the
United States Treasury;
• Confirm that if a filing trustee (and not an executor for a related estate) has completed Part 1of this Form 8855, the tmstee that completed
Part I has been appointed the filing trustee, and to the best of my knowledge and belief, an executor has not been appointed to administer a
related estate and one will not be appointed;
• Agree that if a filing trustee (and not an executor for a related estate) has completed Part I of this Form 8855 and an executor is appointed
for the related estate after this Form 8855 is filed, that I will complete and file an amended Fonn 8855 if the later appointed executor agrees to
the election, and I agree to cooperate with the executor in filing any amended retums required to be filed as a result of the executor's
appointment; and

• Confirm to the best of my knowledge and belief, that all infomiation of the electing tmst contained in this election and any accompanying
statements or schedules is true, correct, and complete.

Signature of trustee Date

Name of trust EmployerIdentllicationnumber (see instnjctions)

Name of trustee

Number, street, and room or suite no. (or P.O. box number If mail Is not delivered to street address)

City or town, state, and ZIP code (if a foreign address, see Instructions)

Under penalties of perjury, I, as trustee of the above-named trust:
• Confinn that under applicable local law or the governing instrument, I have the authority to make this election for the trust and to agree to the
conditions of the election;

• Elect the treatment provided under section 645 for this trust;
• Agree to timely provide the executor (or filing trustee if there is no executor) with all the trust Information necessary to pemnit the executor (or
filing tmstee, if applicable) to file a complete, accurate, and timely Form 1041 (or Form 1040-NR for a foreign estate) for the combined electing
trust(s) and the related estate, if any, for each tax year during the election period;
• Confirm that an agreement has been reached with the trustees of each QRT joining in the election, and the executor of the related estate, if
any, to allocate the tax burden of the combined electing trust(s) and related estate, if any, for each tax year during the election period in a
manner that reasonably reflects each entity's tax obligation;
• Agree to ensure that this trust's share of the tax obligations of the combined electing trust(s) and related estate, if any, is timely paid to the
United States Treasury;

• Confirm that if a filing trustee (and not an executor for a related estate) has completed Part I of this Fomn 8855, the trustee that completed
Part I has been appointed the filing trustee, and to the best of my knowledge and belief, an executor has not been appointed to administer a
related estate and one will not be appointed;
• Agree that if a filing trustee (and not an executor for a related estate) has completed Part I of this Form 8855 and an executor Is appointed
for the related estate after this Form 8855 is filed, that I will complete and file an amended Form 8855 if the later appointed executor agrees to
the election, and I agree to cooperate with the executor in filing any amended retums required to be filed as a result of the executor's
appointment; and

• Confinn to the best of my knowledge and belief, that all information of the electing tmst contained in this election and any accompanying
statements or schedules is tme, correct, and complete.

Signature of taistee Date

Fonn 8855 (1-2009)



Form 8855 (1-2009)

General Instructions
Section references are to the Internal

Revenue Code unless othenfl/ise noted.

Purpose
The trustees of each qualified revocable
trust (QRT) and the executor of the
related estate, if any, use Fomn 8855 to
mal<e a section 645 election. This
election allows a QRT to be treated and
taxed (for income tax purposes) as part
of its related estate during the election
period. Once the election is made, it
cannot be revoked.

Definitions

A QRT is any trust (or part of a trust)
that, on the day the decedent died, was
treated as owned by the decedent under
section 676 by reason of a power to
revoke that was exercisable by the
decedent (determined without regard to
section 672(e)).

For this purpose, a QRT includes a
trust that was treated as owned by the
decedent under section 676 by reason
of a power to revoke that was
exercisable by the decedent with the
consent or approval of a nonadverse
party or the decedent's spouse.
However, a QRT does not include a trust
that was treated as owned by the
decedent under section 676 by reason
of a power to revoke that was
exercisable solely by a nonadverse party
or the decedent's spouse and not by the
decedent.

An electing trust is a QRT for which a
valid section 645 election has been
made. Once the QRT makes the
election, it is treated as an electing trust
throughout the entire election period.

An executor is an executor, personal
representative, or administrator that has
obtained letters of appointment to
administer the decedent's estate through
formal or informal appointment
procedures. For purposes of this
election, an executor does not include a
person that has actual or constructive
possession of property of the decedent
unless that person is appointed or
qualified as an executor, administrator,
or personal representative. If more than
one jurisdiction has appointed an
executor, then, for purposes of this
election, only the person from the
primary or domiciliary proceeding is the
executor.

A related estate is the estate of the
decedent who was treated as the owner
of the QRT on the date of the
decedent's death.

A filing trustee is the trustee of an
electing trust who, when there is no
executor, has been appointed by the
trustees of each of the other electing
trusts to file the Forms 1041 (or

1040-NR, if applicable) due for the
combined electing trust(s) for each tax
year during the election period and has
agreed to accept that responsibility. If
there is no executor and there is only
one QRT making the section 645
election, the tmstee of that electing trust
is the filing trustee.

A filing trust is an electing trust whose
trustee was appointed as the filing
trustee by all electing trust(s) if there is
no executor. If there is no executor and
only one QRT is making the election,
that QRT is the filing trust.

Election Period

The election period is the period of time
during which an electing trust is treated
and taxed as part of its related estate.

The election period begins on the date
of the decedent's death and terminates
on the eariier of:

• The day on which each electing trust
and the related estate, if any, have
distributed all of their assets or

• The day before the applicable date.

Applicable date. To determine the
applicable date, you must first determine
whether a Form 706, United States
Estate (and Generation-Skipping
Transfer) Tax Retum, is required to be
filed as a result of the decedent's death.

IS a Form 706 THEN the

required? applicable date is...

Yes The later of:
• 2 years after the date of
the decedent's death or

• 6 months after the final

determination of liability
for estate tax.

No 2 years after the date of the
decedent's death.

Final determination of liability. For
purposes of this election only, the date
of final determination of liability for the
estate tax is the eariiest of:

• 6 months after the IRS issues an
estate tax closing letter (unless a claim
for refund of estate tax is filed within 12
months after the letter is issued);
• The final disposition of a claim for
refund that resolves the liability for the
estate tax (unless suit is instituted within
6 months after a final disposition of the
claim);
• The execution of a settlement
agreement with the IRS that determines
the liability for the estate tax;
• The issuance of a decision, judgment,
decree, or other order by a court of
competent jurisdiction resolving the
liability for the estate tax (unless a notice
of appeal or a petition for certiorari is
filed within SO days after the issuance of
a decision, judgment, decree, or other
order of a court); or
• The expiration of the period of
limitations for the estate tax.

Page 3

When To File

File the election by the due date
(including extensions, if any) of the Form
1041 (or Form 1040-NR, if applicable)
for the first tax year of the related estate
(or the filing trust). This applies even if
the combined related estate and electing
trust(s) do not have sufficient income to
be required to file Fomi 1041.

In general, the due date for the first
income tax retum is the 15th day of the
4th month after the close of the first tax
year of the related estate. For
exceptions, see Regulations section
1.6072-1 (c). For the purpose of
determining the tax year if there is no
executor, treat the filing trust as an
estate. If the estate is granted an
extension of time to file its income tax
retum for its first tax year, the due date
of the Form 8855 is the extended due
date.

For instructions on when to file an
amended election, see Amended
Election Needed When an Executor Is

Appointed After a Valid Election Is Made
on page 4.

Wiiere To File

IF you are
located in...

THEN send the election

to the ...

Connecticut, Delaware,
District of Columbia,
Georgia, lliinois, Indiana.
Kentucky, Maine,
Maryland,
Massachusetts, Department of the Treasury
Michigan, New Internal Revenue Service Center
Hampshire, Cincinnati, OH 45S99
New Jersey, New York,
North Carolina, Ohio,
Pennsylvania, Rhode
Island, South Carolina,
Tennessee, Vennont,
Virginia, West Virginia,
Wisconsin

Alabama, Alaska,
Arizona, Arkansas,
California, Colorado,
Florida, Hawaii, Idaho,
Iowa, Kansas,
Louisiana, Minnesota,
Mississippi, Missouri, Department ofthe Treasury
Montana, Nebraska, Intemal Revenue Service Center
Nevada, New Mexico, Ogden, UT 84201
North Dakota,
Oklahoma, Oregon,
South Dakota, Texas,
Utah, Washington,
Wyoming

A foreign country or a
U.S. possession

Who Must Sign
If there is more than one executor for a

related estate or more than one trustee

for an electing trust, only one executor
or trustee must sign Form 8855 on
behalf of the entity, unless otherwise
required by applicable local law or the
goveming document.



Form 8855 (1-2009)

Employer Identification
Numbers

The trustee of a QRT must obtain a new
employer identification number (EIN) for
the QRT upon the death of the
decedent. Parts I and III require that a
trustee enter the EIN obtained by the
trustee following the death of the
decedent. See Regulations section
301.6109-1.

Retention of Copy of
Form 8855

The executor of the related estate, if
any, and the trustee of each electing
trust must retain a copy of the
completed Form 8855 (and any
amended Form 8855 required to be
filed) and retain proof that the Form
8855 was timely filed.

Tax Treatment

During the election period, all electing
trusts and the related estate, if any, file
one combined income tax retum. For
purposes of that return, the electing
trusts and the related estate are treated
as one estate. For example, the electing
trust(s) are treated as part of the estate
for purposes of adopting a tax year, for
determining whether estimated tax
payments are required, the set-aside
deduction under section 642(c)(2), the S
corporation shareholder requirements of
section 1361(b)(1), and the special
allowance for rental real estate activities
under section 469(i)(4).

Note, however, that each electing trust
and the related estate are treated as a
separate share for purposes of the
separate share rules under section
663(c) when the combined entity
computes distributable net income and
applies the distribution rules.

Amended Election Needed
When an Executor Is

Appointed After a Valid
Election Is Made

If Form 8855 was filed by the filing
trustee because there was no executor

and an executor is subsequently
appointed, an amended election must
be timely made. Otherwise, the election
period terminates the day before the
executor is appointed.
How to make an amended election.
The executor and the trustees of each
electing trust complete and file a new
Fomn 8855 and write "AMENDED
ELECTION" at the top of the form.

When to file an amended election. File
an amended Form 8855 within 90 days
of the appointment of the executor.
Correction of returns. See the
Instructions for Form 1041 and
Regulations section 1.645-1 for
information on amending the previously
filed returns.

Other Information

For additional information about the
reporting rules for a QRT, an electing
trust, or a former electing trust, or
information about when it is necessary
to obtain a new EIN, see the Instructions
for Form 1041 and Regulations section
1.645-1.

Specific Instructions
Part I

The executor of the related estate
completes the information requested in
this part and attests to the mal<ing of
this election and the conditions for a
valid section 645 election by signing
(under penalties of perjury) and dating
the form in the space provided.

If there is no executor, the filing trustee
completes the infonnation and attests to
the malting of this election and the
conditions for a valid section 645
election by signing (under penalties of
perjury) and dating the form in the space
provided.

The executor must obtain an EIN for
the estate prior to filing this election. A
filing trustee must enter the new EIN
obtained for the trust after the
decedent's death In the space for
Employer identiffcation number in Part I.

If you have a foreign address, enter
the information in the following order:
City, province or state, and country.
Follow the country's practice for entering
the postal code. Do not abbreviate the
country name.

Part II

The executor (or filing trustee if there is
no executor) completes this section.

Part III

The trustee for each QRT that is joining
in the election completes the Information
requested in this part and attests to the
making of this election and the
conditions for a valid section 645
election by signing (under penalties of
perjury) and dating the form in the space
provided.

Page 4

Caution: A QRT must get a new EIN
following the death of the decedent.

In the space for Employer
identification number, be sure to enter
the new EIN obtained for the trust after
the decedent's death.

Space is provided for two QRTs. If
more than two QRTs are joining in the
election than space provided, use
additional Part Ills. If additional pages of
Part III are attached, the executor (or
filing trustee) should indicate on the top
of the first page of Part III how many
additional pages are attached and the
total number of QRTs joining in the
election.

Paperwork Reduction Act Notice. We
ask for the information on this form to

carry out the Internal Revenue laws of
the United States. You are required to
give us the information. We need it to
ensure that you are complying with
these laws and to allow us to figure and
collect the right amount of tax.

You are not required to provide the
information requested on a form that is
subject to the Paperwork Reduction Act
unless the form displays a valid 0MB
control number. Books or records

relating to a form or its instructions must
be retained as long as their contents
may become material in the
administration of any Internal Revenue
law. Generally, tax returns and return
information are confidential, as required
by section 6103.

The time needed to complete and file
this form will vary depending on
individual circumstances. The estimated
average time is:
Recordkeeptng 3 hr., 21 min.
Learning about
the law or the form 1 hr., 5 min.

Preparing, copying,
assembling, and
sending the form
to the IRS 1 hr., 11 min.

If you have comments concerning the
accuracy of these time estimates or
suggestions for making this form
simpler, we would be happy to hear
from you. You can write to the Internal
Revenue Service, Tax Products
Coordinating Committee,
SE:W:CAR:MP:T:T:SP, 1111 Constitution
Ave. NW, IR-6526, Washington. DC
20224. Do not send the tax form to this
address. Instead, see Where To File on
page 3.
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The "Small Partnership" Exception: Failing
to Pay the Income Tax

-by Neil E.Harr

The "small partnership" exception, as it is termed, one of the greatest moves toward
simplification in the history of the federal income tax, has made headlines because some
of the members failed to pay their shares of the income tax imposed on the farming
operation.' Some members of the group opposed to the small partnership concept have
used the occasion to criticize the use of the provision enacted in 1982^ as a response
to the tax sheltering going on at that time. As written, the small partnership exception,
by its terms, provides an avenue for many small partnerships to sidestep the increased
complexity of federal partnership law added by TEFRA.

An overview of the "small partnership" concept

Under the governing statute for "small partnerships," entities with 10or fewer members
(with a husband and wife counted as one), each of whom is a natural person other than
a non-resident alien, with those members being individuals or estates of individuals or
C corporations, are not even considered a partnership and no election is required to be
treated as a "small partnership."^ Indeed, an election is necessary if an entity eligible
for the "small partnership" exception wishes to be treated as a partnership.'* Pass-through
entities such as S corporations, limited liability companies (LLCs), limited partnerships
(LPs) and limited liability partnerships (LLPs) are not eligible to be members of such a
"small partnership." A "corporation sole" under state law is considered a C corporation,
which makes such entities eligible for the "small partnership" exception.®

As for how taxable income, losses, credits and other tax items are to be reported, the
income, losses,credits and other tax items simply pass through to the appropriate schedule
of the members of the entity.*

The controversy

The issue in a 2015 Federal District Court decision in South Dakota' was that some

of the members of the LLC, operating as a "small partnership,"* did not file or pay their
federal income tax, allegedly in multiple years, specifically in 2007 and 2008.' For the 2007
tax year, six members of the LLC failed to timely file their personal income tax returns.
For the 2008 taxable year, three members failed to timely file their personal income tax
returns.'"

* Charles F. Curti.ss Distinguished Professor in Agriculture and Emeritus Professor of Economics,
Iowa StJ^te University; member of the Iowa Bar.
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The statute governing the penalties for failing to file a timely
partnership return and pay the tax" does not state whether that
authority applies to "small partnerships" but Rev.Proc. 84-35^^
states that such small partnerships "... will be considered to
have met the reasonable cause test and will not be subject to the
penalty imposed by section 6698 for the failure to file a complete
or timely partnership return provided that the partnership, or
any of the partners, establishes. . . that all partners have fully
reported their shares of the income, deductions, and credits of
the partnership on their timely filed income tax return.'' That
Revenue Procedure has been published verbatim in the Internal
Revenue Manual."

In the South Dakota case. Battle Flat, LLC v. United States,^^
the LLC argued, unsuccessfully, that the court should not
enforce Rev. Proc. 84-35*^ because revenue procedures do not
have the force of law and are not entitled to deference under a

U.S. Supreme Court case. Chevron, USA., Inc. v.Natural Res.
Def. Council, Inc." Also, the Battle Flat's LLC argued, also
unsuccessfully, that the "reasonable cause" exception should
be satisfied "... so long as the partners in a "small partnership"
file their personal income tax returns at some unspecified future
date."'® The court pointed out that IRS had been rather lenient by
choosing not to enforce the late penalty provision against Battle
Flat for the 2006 tax year because of Battle Flat's prior history
of compliance.

The essential message in the case

Theholding inBattleFlat, LLCv.UnitedStates^^ shouldneither
come as a surprise nor should it be interpreted as discouraging
use of the"small partnership,"one ofthe greatest opportunitiesto
simplifyincometax filingin decades.Afair readingof Rev. Proc.
84-35^ shouldhaveprovidedconvincingevidence that the "small
partnership"involvedin the litigationwas not in compliancewith
the rules and should not prevail in an argument that the members
of the entity could decide when their taxes were to be paid.

ENDNOTES

'LR.C. § 6231(a)(1)(B). See Harl,'The'Small Partnership'
Exception: A Way to Escape Partnership Tax Complexities,"
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CASES, REGULATIONS AND STATUTES
by Robert P.Achenbach, Jr

BANKRUPTCY

GRNERAf.

SURCHARGE ON COLLATERAL. The debtor had granted
a security interest in dairy herds, feed, milk and milk proceeds,
machinery, and other personal property to a bank to secure a loan.
The debtor had also granted a security interest in dairy facilities,
equipment and dairy products and proceeds to a second bank to
secure a loan.AChapter 11 trustee was appointed after the creditors

objected to allowing use of cash collateral in the estate.The trustee
sought to surcharge the banks' collateral for expenses incurred in
the administration of the estate as allowed by Section 506(c). The
trustee argued that expenses incurred by the estate in liquidating the
collateral produced a direct and quantifiable benefit to both creditors
and maintained that both creditors consented to a surcharge for
the fees and expenses incurred by the trustee. The court identified
reasonable and necessary expenses in maintaining the operating
status of the debtor's dairy so as to preserve the value of the dairy
assets until sold. On the issue ofconsent to the surcharge, the court
first discussed whether consent to a surcharge was sufficient to
allow a surcharge. The court found substantial precedent to support
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Repeal of the "Small Partnership"
Exception: A Devious and Highly
Suspicious Congressional Move

-by Neil E. Ilarl'

In what must rank as the most outrageous move by Congress in modem times, the Senate
and House of Representatives passed and the President signed the Bipartisan Budget Act
of 2015^ which, understandably, focused on budget matters, but allowed those with no
sense of (or respect for) the original purpose of the "small partnership" exception^ to
add a major piece of tax legislation in budget bill killing that tax provision after 2017.^
The provision in question, the "small partnership" exception was conceived by a group
of Senators and Representatives who feared that the "get tough" legislation about to be
passed in 1982, in the TaxEquityand Fiscal ResponsibilityAct of 1982* would impose
a heavy burden on small businesses including most farms and ranches. That move, to
reduce the complexity of filing income tax returns for which 90 percent or more of the
small businesses would likely be eligible, received its death notice in the 2015 Budget bill
with no hearings, no prior notice that the provision was being considered for amendment
or repeal and with no good reason (in fact no reason whatsoever)for taking the action.

Why all the fuss?

The highly complex amendments enacted otherwise in the 1982 legislation were
designed to discourage tax sheltering including tax sheltering in the agricultural sector.®
The 1982 enactments increased the complexity of partnership tax law to the point that
only taxpayers with competent tax advice could master the filing of Form 1065 with the
various schedules (and heavy penalties (currently $195 per partner per month for up to
12 months) and now adjusted for inflation.®

The "small partnership" exception for eligible taxpayers specified that the concept was
available to entities with 10 or fewer members (with a husband and wife counted as one),
each of whom is a natural person or estate or, after a 1997 amendment, a C corporation
and each partner's share of each "partnership" was the same as each partner's share of
every other item)Those qualifying (and it was widely believed that more than 90 percent
of the farmers and ranchers were eligible), no Form 1065 (partnership tax remrn) or other
tax form is required to be filed at the entity level; rather, the income, losses, credits and
other tax items were merely passed through to the members to report on their own Form
1040, which in most cases was to Schedules C, F or E for farm and ranch entities. No

penalties were to be imposed providing the members paid the tax due at the member level.

* Charles F. Curtiss Distinguished Professor in Agriculture and Emeritus Professor of
Economics. Iowa State University; member of the Iowa Bar.
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The "small partnership" provision specified that even entities
calling themselves a parmership were not a partnership if they
met the specificationsfor eligibility.To be a partnership, they had
to elect to be a partnership.®

Who was pushing for repeal?

Judging from more than 50 years of giving seminars on the
subject and more than 30 years since enactment ofthe legislation
in 1982, it certainly was not farmers or ranchers or their
organizations that were behind the repeal move.

For several years it was observed that the Internal Revenue
Service, after issuing Revenue Procedure 84-35^ which was
reproduced word-for-word in the IRS Manual (for internal
use),*" it was clear that the Regional Service Centers and nearly
all IRS agents were in denial as to the existence of the statutory
authority behind the "small partnership" exception. Rather than
buckledown and adapt to the concept, which was detailed in their
own Internal Revenue Manual, they were mostly denying that it
existed. Certainly, IRS was in a position to accept the concept, as
is expected of any federal agency facing a statutory.mandate,but
utterly failed to do so. However, considering the standing of IRS
with the Congress (and the public) in recent years, it is doubtful
that the agency did the heavy lifting in lobbying for repeal.

The other culprit, as became clear over the years, was the
influential organizations representing accountants as well as
accounting firms and a few tax practitioners. Their concern, it
became clear, was their bottom line. With a typical partnership
return, the cost often ran $2,500 or more per return. A taxpayer
functioning under the "small partnership" exception could almost
always file their own return and, if assistance was needed, it was
available on a reasonable basis. Certainly, those tax practitioners
opposedto the"small partnership"exception tended to throwcold
water on the concept, almost always misrepresenting the idea, as
often as possible.

Lessons learned

One important lesson for any professional practicing their
profession, is that decisions made and recommendations made
to clients should be in the age-old tradition that those decisions
should be made in the client's best interest, rather than in the
practitioner's best interest.

Secondly, no matter how much pressure is exerted on the
legislativebodies, it is simply not appropriate to slip an important
piece of tax legislation into a budget bill to insure that it would
remain hidden until passage, especially when there have been no
hearings held and no discussions about the proposal. There are
three Tax Committees (House Ways and Means, Senate Finance
and the Joint Tax Committee). They are there for a purpose - to
see that tax legislation is appropriate and represents the thinking
of a majority of the House and Senate Members. Those tax
committees apparently were not involved.

So what's next?

Hopefully, the Congressional leadership will re-enact the
biggest step toward tax simplification in half a century - before
2018.

Agricultural Law Digest
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Estate, Gift, and Generation-skipping Transfer Taxes:
Restrictions on Liquidation of an Interest

This Proposed Rule document was issued by the Internal
Revenue Service (IRS)

For related information, Open Docket Folder ®

Action

Notice of proposed rulemaking and notice of public hearing.

Summary

This document contains proposed regulations concerning the
valuation of interests in corporations and partnerships for
estate, gift, and generation-skipping transfer (GST) tax
purposes. Specifically, these proposed regulations concern the
treatment of certain lapsing rights and restrictions on liquidation
in determining the value of the transferred interests. These
proposed regulations affect certain transferors of interests in
corporations and partnerships and are necessary to prevent the
undervaluation of such transferred interests.

Dates

Written and electronic comments must be received by
November 2, 2016. Outlines of topics to be discussed at the
public hearing scheduled for December 1, 2016, must be
received by November 2, 2016.

Addresses

Send submissions to: CC:PA:LPD:PR (REG-163113-02), Room
5203, Internal Revenue Service, POB 7604, Ben Franklin
Station, Washington, DC 20044. Submissions also may be
hand delivered Monday through Friday between the hours of 8
a.m. and 5 p.m. to: CG:PA:LPD:PR {REG-163113-02).
Courier's Desk, Internal Revenue Service, 1111 Constitution
Avenue NW., Washington, DC 20224, or sent electronically via
the Federal eRulemaking portal at www.regulations.gov (IRS
REG-163113-02). The public hearing will be held in the
Auditorium, Internal Revenue Service Building, 1111
Constitution Avenue NW., Washington, DC 20224.

EXHIBIT

Mai

Comment Nowl

Due Nov 2 2016. at 11 ;59 PM ET

ID: IRS-2016-0022-0001

View original printed format:

Document Information

Date Posted:

Aug 4, 2016

RIN:

1545-BB71

CFR:

26 CFR Part 25

Federal Register Number:
2016-18370

Show More Details

Comments

28

Comments Received

See Attached

View Comment

See Attached

View Comment

The changes to the estate tax
are unfair. Any change in tax
law should be done by
congress and not executive
}rder. The change in tax hurts
ny family which owns...



For Further Information Contact

Conceming tlie proposed regulations, John D. MacEachen,
(202) 317-6859; conceming submissions of comments, the
hearing, and/or to be placed on the building access list to
attend the hearing, Regina L. Johnson at (202) 317-6901 (not
toll-free numbers).

Supplementary Information

Background

Section 2704 of the Internal Revenue Code provides special
valuation rules for purposes of subtitle B (relating to estate, gift,
and GST taxes) for valuing intra-family transfers of interests in
corporations and partnerships subject to lapsing voting or
liquidation rights and restrictions on liquidation. Lapses of
voting or liquidation rights are treated as a transfer of the
excess of the fair market value of all interests held by the
transferor, determined as if the voting or liquidation rights were
nonlapsing, over the fair market value of such interests after the
lapse. Certain restrictions on liquidation are disregarded in
determining the fair market value of the transferred interest. The
legislative history of section 2704 states that the provision is
intended, in part, to prevent results similar to that in Estate of
Harrisons. Commissioner, T.C. Memo. 1987-8. Informal S.
Rep. on S. 3209, 136 Cong. Rec. SI 5629-4 (October 18,
1990): H.R. Conf. Rep. No. 101-964, 2374, 2842 (October27,
1990).

In Harrison, the decedent and two of his children each held a
general partner interest in a partnership immediately before the
decedent's death. The decedent also held all of the limited

partner interests in the partnership. Because any general
partner could liquidate the partnership during life, each general
partner could cause all partners to obtain the full value of such
partner's partnership interests. A general partner's right to
liquidate the partnership lapsed on the death of that partner. In
determining the estate tax value of the decedent's limited
partner interest, the court concluded that the right of the
decedent to liquidate the partnership (and thus readily obtain
the full value of the limited partner interest) could not be taken
into account because that right lapsed at death. As a result, the
Court determined the value for transfer tax purposes of the
limited partner interest to be less than its value either in the
hands of the decedent immediately before death or in the
hands of his family (the other general partners) immediately
after death.

Section 2704(a)(1) provides generally that, if there Is a lapse of
any voting or liquidation right in a corporation or a partnership
and the individual holding such right immediately before the
lapse and members of such individual's family hold, both before
and after the lapse, control of the entity, such lapse shall be
treated as a transfer by such individual by gift, or a transfer
which is includible in the gross estate, whichever is applicable.
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The amount of the transfer is the fair market value of all

interests held by the individual immediately before the lapse
(determined as if the voting and liquidation rights were
nonlapsing) over the fair market value of such interests after the
lapse.

Section 25.2704-1 (a)(2)(v) of the current Gift Tax Regulations
defines a liquidation right as the right or ability, including by
reason of aggregate voting power, to compel the entity to
acquire all or a portion of the holder's equity interest in the
entity, whether or not its exercise would result in the complete
liquidation of the entity.

Section 25.2704-1 (c)(1) provides a rule that a lapse of a
liquidation right occurs at the time a presently exercisable
liquidation right is restricted or eliminated. However, under §
25.2704-1 (c)(1), a transfer of an interest that results in the lapse
of a liquidation right generally is not subject to this rule if the
rights with respect to the transferred interest are not restricted
or eliminated. The effect of this exception is that the inter vivos
transfer of a minority interest by the holder of an interest with
the aggregate voting power to compel the entity to acquire the
holder's interest is not treated as a lapse even though the
transfer results in the loss of the transferor's presently
exercisable liquidation right.

The Treasury Department and the IRS, however, believe that
this exception should not apply when the inter vivos transfer
that results in the loss of the power to liquidate occurs on the
decedent's deathbed. Cf. Estate of Murphy w. Commissioner,
T.C. Memo. 1990-472 (rejecting "attempts to avoid taxation of
the control value of stock holdings through bifurcation of the
blocks"). Such transfers generally have minimal economic
effects, but result in a transfer tax value that is less than the
value of the interest either in the hands of the decedent prior to
death or in the hands of the decedent's family immediately after
death. See Harrison, supra. The enactment of section 2704
was intended to prevent this result. See Informal S. Rep. on S.
3209, supra; H.R. Conf. Rep. No. 101-964, supra. See also
section 2704(a)(3) (conferring on the Secretary broad
regulatory authority to apply section 2704(a) to the lapse of
rights similar to voting and liquidation rights). The Treasury
Department and the IRS have concluded that the regulatory
exception created in §25.2704-1 (c)(1) should apply only to
transfers occurring more than three years before death, where
the loss of control over liquidation is likely to have a more
substantive effect. A bright-line test will avoid the fact-intensive
inquiry underlying a determination of a donor's subjective
motive which is administratively burdensome for both taxpayers
and the IRS. Cf. section 2035(a) (replacing the contemplation of
death presumption of prior law with a bright-line, three-year
test). Accordingly, the proposed regulations treat transfers
occurring within three years of death that result in the lapse of a
liquidation right as transfers occurring at death for purposes of
section 2704(a).



Section 2704(b)(1) provides generally that, ifa transferor
transfers an interest in a corporation or partnership to (or for the
benefit of) a member of the transferor's family, and the
transferor and members of the transferor's family hold,
immediately before the transfer, control of the entity, any
"applicable restriction" is disregarded in valuing the transferred
interest. Under section 2704(b)(2), an applicable restriction is
defined as a restriction that effectively limits the ability of the
entity to liquidate, but which, after the transfer, either in whole
or in part, will lapse or may be removed by the transferor or the
transferor's family, either alone or collectively. Section 2704(b)
(3)(B) excepts from the definition of an applicable restriction any
restriction "imposed, or required to be imposed, by any Federal
or State law."

Section 2704(b)(4) provides that the Secretary may by
regulations provide that other restrictions shall be disregarded
in determining the value of any interest in a corporation or a
partnership transferred to a member of the transferor's family if
the restriction has the effect of reducing the value of the
transferred interest for transfer tax purposes but does not
ultimately reduce the value of the interest to the transferee.

Section 25.2704-2(b) provides, in part, that an applicable
restriction "is a limitation on the ability to liquidate the entity (in
whole or in part) that is more restrictive than the limitations that
would apply under the State law generally applicable to the
entity in the absence of the restriction."

The Treasury Department and the IRS have determined that
the current regulations have been rendered substantially
ineffective in implementing the purpose and intent of the statute
by changes in state laws and by other subsequent
developments. First, courts have concluded that, under the
current regulations, section 2704(b) applies only to restrictions
on the ability to liquidate an entire entity, and not to restrictions
on the ability to liquidate a transferred Interest in that entity.
Kerrw. Commissioner, 113 T.C. 449, 473 (1999), affd, 292
F.3rd 490 (5th Cir. 2002). Thus, a restriction on the ability to
liquidate an individual interest is not an applicable restriction
under the current regulations.

Second, as noted above, the current regulations except from
the definition of an applicable restriction a restriction on
liquidation that is no more restrictive than that of the state law
that would apply in the absence of the restriction. The Tax
Court viewed this as a regulatory expansion of the statutory
exception to the application of section 2704(b) contained in
section 2704(b)(3)(B) that excepts "any restriction imposed, or
required to be imposed, by any Federal or State law." Kerr, 113
T.C. at 472. Since the promulgation of the current regulations,
many state statutes governing limited partnerships have been
revised to allow liquidation of the entity only on the unanimous
vote of all owners (unless provided otherwise in the partnership
agreement), and to eliminate the statutory default provision that
had allowed a limited partner to liquidate his or her limited
partner interest. Instead, statutes in these jurisdictions typically



now provide tliat a limited partner may not withdraw from the
partnership unless the partnership agreement provides
otherwise. See, e.g., Tex. Bus. Orgs. Ann. § 153.110 (West
2016) (limited partner may withdraw as specified in the
partnership agreement): Uniform Limited Partnership Act (2001)
§ 601(a), 6A U.L.A. 348, 448 (Supp. 2015) (limited partner has
no right to withdraw before completion of the winding up of the
partnership). Further, other state statutes have been revised to
create elective restrictions on liquidation. See, e.g., Nev. Rev.
Stat. § 87A.427 (2016) (limited partnership electing to be
restricted limited partnership may not make any distributions for
a 10-year period). Each of these statutes is designed to be at
least as restrictive as the maximum restriction on liquidation
that could be imposed in a partnership agreement. The result is
that the provisions of a partnership agreement restricting
liquidation generally fall within the regulatory exception for
restrictions that are no more restrictive than those under state

law, and thus do not constitute applicable restrictions under the
current regulations.

Third, taxpayers have attempted to avoid the application of
section 2704(b) through the transfer of a partnership interest to
an assignee rather than to a partner. Again relying on the
regulatory exception for restrictions that are no more restrictive
than those under state law, and the fact that an assignee is
allocated partnership income, gain, loss, etc., but does not have
(and thus may not exercise) the rights or powers of a partner,
taxpayers argue that an assignee's inability to cause the
partnership to liquidate his or her partnership interest is no
greater a restriction than that imposed upon assignees under
state law. Kerr, 113 T.C. at 463-64; Estate of Jones v.
Commissioner, 116 T.C. 121,129-30 (2001). Taxpayers thus
argue that the assignee status of the transferred interest is not
an applicable restriction.

Finally, taxpayers have avoided the application of section 2704
(b) through the transfer of a nominal partnership interest to a
nonfamily member, such as a charity or an employee, to ensure
that the family alone does not have the power to remove a
restriction. Kerr, 292 F.3rd at 494.

As the Tax Court noted in Kerr, Congress granted the Secretary
broad discretion in section 2704(b)(4) to promulgate regulations
identifying restrictions not covered by section 2704(b) that
nevertheless should be disregarded for transfer tax valuation
purposes. 113 T.C. at 474. The Treasury Department and the
IRS have concluded that, as was recognized by Congress
when enacting section 2704(b), there are additional restrictions
that may affect adversely the transfer tax value of an interest
but that do not reduce the value of the interest to the family-
member transferee, and thus should be disregarded for transfer
tax valuation purposes. H.R. Conf. Rep. No. 101-964, supra, at
1138. The Treasury Department and the IRS have determined
that such restrictions include; (a) A restriction on the ability to
liquidate the transferred interest; and (b).any restrictions
attendant upon the nature or extent of the property to be



received in exchange for the liquidated interest, or the timing of
the payment of that property.

Further, the Treasury Department and the IRS have concluded
that the grant of an insubstantial interest in the entity to a
nonfamily member should not preclude the application of
section 2704(b) because, in reality, such nonfamily member
interest generally does not constrain the family's ability to
remove a restriction on the liquidation of an individual interest.
Cf. Kerr, 292 F.3rd at 494 (noting that a charity receiving a
partnership interest would "convert its interests into cash as
soon as possible, so long as it believed the transaction to be in
its best interest and that it would receive fair market value for its

Interest"). The interest of such nonfamily members does not
affect the family's control of the entity, but rather, when
combined with a requirement that all holders approve
liquidation, is designed to reduce the transfer tax value of the
family-held interests while not ultimately reducing the value of
those interests to the family member transferees. The
enactment of section 2704 was intended to prevent this result.
See section 2704(b)(4) (conferring on the Secretary broad
regulatory authority to apply section 2704(b) to other
restrictions if the restriction has the effect of reducing the value
of the transferred interest for transfer tax purposes but does not
ultimately reduce the value of the interest to the transferee).
The Treasury Department and the IRS have concluded that the
presence of a nonfamily-member interest should be recognized
only where the interest is an economically substantial and
longstanding one that is likely to have a more substantive
effect. A bright-line test will avoid the fact-intensive inquiry
underlying a determination of whether the interest of the
nonfamily member effectively constrains the family's ability to
liquidate the entity. Accordingly, the proposed regulations
disregard the interest held by a nonfamily member that has
been held less than three years before the date of the transfer,
that constitutes less than 10 percent of the value of all of the
equity interests, that when combined with the interests of other
nonfamily members constitutes less than 20 percent of the
value of all of the equity interests, or that lacks a right to put the
interest to the entity and receive a minimum value.

Finally, since the promulgation of §§301.7701-1 through
301.7701-3 of the Procedure and Administration Regulations
(the check-the-box regulations), an entity's classification for
federal tax purposes may differ substantially from the entity's
structure or form under local law. In addition, many taxpayers
now utilize a limited liability company (LLC) as the preferred
entity to hold family assets or business interests. The Treasury
Department and the IRS have concluded that the regulations
under section 2704 should be updated to reflect these
significant developments.

Explanation of Provisions

The proposed regulations would amend § 25.2701-2 to address
what constitutes control of an LLC or other entity or
arrangement that is not a corporation, partnership, or limited



partnership. The proposed regulations would amend §
25.2704-1 to address deathbed transfers that result in the lapse
of a liquidation right and to clarify the treatment of a transfer
that results in the creation of an assignee interest. The
proposed regulations would amend §25.2704-2 to refine the
definition of the term "applicable restriction" by eliminating the
comparison to the liquidation limitations of state law. Further,
the proposed regulations would add a new section, §
25.2704-3, to address restrictions on the liquidation of an
individual interest in an entity and the effect of insubstantial
interests held by persons who are not members of the family.

Covered Entities

The proposed regulations would clarify, in §§ 25.2704-1 through
25.2704-3, that section 2704 applies to corporations,
partnerships, LLC's, and other entities and arrangements that
are business entities within the meaning of § 301.7701-2(a),
regardless of whether the entity or anrangement is domestic or
foreign, regardless of how the entity or arrangement is
classified for other federal tax purposes, and regardless of
whether the entity or arrangement is disregarded as an entity
separate from its owner for other federal tax purposes.

Classification of the Entity

Section 2704 speaks in terms of corporations and partnerships.
Under the proposed regulations, a corporation is any business
entity described in § 301.7701-2(b)(1). (3), (4), (5), (6), (7), or
(8), an S corporation within the meaning of section 1361(a)(1),
and a qualified subchapter S subsidiary within the meaning of
section 1361(b)(3)(B). For this purpose, a qualified subchapter
S subsidiary is treated as a corporation that is separate from its
parent owner. For most purposes under the proposed
regulations, a partnership would be any other business entity
within the meaning of § 301.7701-1(a), regardless of how the
entity is classified for federal tax purposes.

However, these proposed regulations address two situations in
which it is necessary to go beyond this division of entities into
only the two categories of corporation and partnership. These
situations (specifically, the test to determine control of an entity,
and the test to determine whether a restriction is imposed under
state law) require consideration of the differences among
various types of business entities under the local law under
which those entities are created and governed. As a result, for
purposes of the test to determine control of an entity and to
determine whether a restriction is imposed under state law, the
proposed regulations would provide that in the case of any
business entity or arrangement that is not a corporation, the
form of the entity or arrangement would be determined under
local law, regardless of how it is classified for other federal tax
purposes, and regardless of whether it is disregarded as an
entity separate from its owner for other federal tax purposes.
For this purpose, local law is the law of the jurisdiction, whether
domestic or foreign, under which the entity or arrangement is
created or organized. Thus, in applying these two tests, there
would be three types of entities: Corporations, partnerships



(including limited partnerships), and other business entities
(whichwould include LLCs that are not S corporations) as
detennined under local law.

Control of the Entity

Section 2704(c)(1) incorporates the definition of control found in
section 2701(b)(2). Control of a corporation, partnership, or
limited partnership is defined in sections 2701(b)(2)(A) and (B).
The proposed regulations would clarify, in §25.2701-2, that
control of an LLC or of any other entity or arrangement that is
not a corporation, partnership, or limited partnership would
constitute the holding of at least 50 percent of either the capital
or profits interests of the entity or arrangement, or the holding of
any equity interest with the ability to cause the full or partial
liquidation of the entity or arrangement. Cf. section 2701(b)(2)
(B)(ii) (defining control of a limited partnership as including the
holding of any interest as a general partner). Further, for
purposes of determining control, under the attribution rules of
existing §25.2701-6, an individual, the individual's estate, and
members of the individual's family are treated as holding
interests held indirectly through a corporation, partnership,
trust, or other entity.

Lapses Under Section 2704(a)

The proposed regulations would amend § 25.2704-1 (a) to
confirm that a transfer that results in the restriction or

elimination of any of the rights or powers associated with the
transferred interest (an assignee interest) is treated as a lapse
within the meaning of section 2704(a). This is the case
regardless of whether the right or power is exercisable by the
transferor after the transfer because the statute is concerned

with the lapse of rights associated with the transferred interest.
Whether the lapse is of a voting or liquidation right is
detennined under the general rules of section 25.2704-1.

The proposed regulations also would amend §25.2704-1 (c)(1)
to nan-ow the exception in the definition of a lapse of a
liquidation right to transfers occurring three years or more
before the transferor's death that do not restrict or eliminate the

rights associated with the ownership of the transferred interest.
In addition, the proposed regulations would amend §25.2704-1
(c)(2)(i)(B) to conform the existing provision for testing the
family's ability to liquidate an interest with the proposed
elimination of the comparison with local law, to clarify that the
manner in which liquidation may be achieved is irrelevant, and
to conform with the proposed provision for disregarding certain
nonfamily-member interests in testing the family's ability to
remove a restriction in proposed § 25.2704-3 regarding
disregarded restrictions.

Applicable Restrictions Under Section 2704(b)

The proposed regulations would remove the exception in §
25.2704-2(b) that limits the definition of applicable restriction to
limitations that are more restrictive than the limitations that

would apply in the absence of the restriction under the local law



generally applicable to the entity. As noted above, this
exception is not consistent with section 2704(b) to the extent
that the transferor and family members have the power to avoid
any statutory rule. The proposed regulations also would revise
§ 25.2704-2(b) to provide that an applicable restriction does
include a restriction that is imposed under the terms of the
governing documents, as well as a restriction that is imposed
under a local law regardless of whether that restriction may be
superseded by or pursuant to the governing documents or
othenA^ise. In applying this particular exception to the definition
of an applicable restriction, this proposed rule is intended to
ensure that a restriction that is not imposed or required to be
imposed by federal or state law is disregarded without regard to
its source.

Further, with regard to the exception for restrictions "imposed,
or required to be imposed, by any Federal or State law," in
section 2704(b)(3)(B), the proposed regulations would clarify
that the terms "federal" and "state" refer only to the United
States or any state (including the District of Columbia (see
section 7701(a)(10)), but do not include any other jurisdiction.

A restriction is imposed or required to be imposed by law ifthe
restriction cannot be removed or overridden and it is mandated

by the applicable law, is required to be included in the
governing documents, or othenwise is made mandatory. In
addition, a restriction imposed by a state law, even if that
restriction may not be removed or overridden directly or
indirectly, nevertheless would constitute an applicable
restriction in two situations. In each situation, although the
statute itself is mandatory and cannot be overridden, another
statute is available to be used for the entity's governing law that
does not require the mandatory restriction, thus In effect making
the purportedly mandatory provision elective. The first situation
is that in which the state law is limited in its application to
certain narrow classes of entities, particularly those types of
entities most likely to be subject to transfers described in
section 2704, that is, family-controlled entities. The second
situation is that in which, although the state law under which the
entity was created imposed a mandatory restriction that could
not be removed or overridden, either at the time the entity was
organized or at some subsequent time, that state's law also
provided an optional provision or an alternative statute for the
creation and governance of that same type of entity that did not
mandate the restriction. Thus, an optional provision is one for
the same category of entity that did not include the restriction or
that allowed it to be removed or overridden, or that made the
restriction optional, or permitted the restriction to be
superseded, whether by the entity's governing documents or
otherwise. For purposes of determining whether a restriction is
imposed on an entity under state law, there would be only three
types of entities, specifically, the three categories of entities
described in §25.2701-2(b)(5) of the proposed regulations:
Corporations: partnerships (including limited partnerships): and
other business entities. A similar proposed rule applies to the
additional restrictions discussed later in this preamble.



Ifan applicable restriction is disregarded, the fair market value
of the transferred interest is determined under generally
applicable valuation principles as if the restriction does not exist
(that is, as if the governing documents and the local law are
silent on the question), and thus, there is deemed to be no such
restriction on liquidation of the entity.

Disregarded Restrictions

A new class of restrictions is described in the proposed
regulations that would be disregarded, described as
"disregarded restrictions." This class of restrictions is identified
pursuant to the authority contained in section 2704(b)(4). Note
that, although it may appear that sections 2703 and 2704(b)
overlap, they do not. While section 2703 and the corresponding
regulations currently address restrictions on the sale or use of
individual interests in family-controlled entities, the proposed
regulations would address restrictions on the liquidation or
redemption of such interests.

Under § 25.2704-3 of the proposed regulations, in the case of a
family-controlled entity, any restriction described below on a
shareholder's, partner's, member's, or other owner's right to
liquidate his or her interest in the entity will be disregarded ifthe
restriction will lapse at any time after the transfer, or if the
transferor, or the transferor and family members, without regard
to certain interests held by nonfamily members, may remove or
override the restriction. Under the proposed regulations, such a
disregarded restriction includes one that: (a) Limits the ability of
the holder of the Interest to liquidate the interest; (b) limits the
liquidation proceeds to an amount that is less than a minimum
value; (c) defers the payment of the liquidation proceeds for
more than six months; or (d) permits the payment of the
liquidation proceeds in any manner other than in cash or other
property, other than certain notes.

"Minimum value" is the interest's share of the net value of the

entity on the date of liquidation or redemption. The net value of
the entity is the fair market value, as determined under section
2031 or 2512 and the applicable regulations, of the property
held by the entity, reduced by the outstanding obligations of the
entity. Solely for purposes of determining minimum value, the
only outstanding obligations of the entity that may be taken into
account are those that would be allowable (if paid) as
deductions under section 2053 if those obligations instead were
claims against an estate. For example, and subject to the
foregoing limitation on outstanding obligations, if the entity
holds an operating business, the rules of §20.2031-2(f)(2) or
20.2031-3 apply in the case of a testamentary transfer and the
rules of § 25.2512-2(f)(2) or 25.2512-3 apply In the case of an
inter vivos transfer. The minimum value of the interest is the net

value of the entity multiplied by the interest's share of the entity.
For this purpose, the interest's share is determined by taking
into account any capital, profits, and other rights inherent in the
interest in the entity.



A disregarded restriction includes limitations on the time and
manner of payment of the liquidation proceeds. Such limitations
include provisions permitting deferral of full payment beyond six
months or permitting payment in any manner other than in cash
or property. For this purpose, the term "property" does not
include a note or other obligation issued directly or indirectly by
the entity, other holders of an interest in the entity, or persons
related to either. An exception is made for the note of an entity
engaged in an active trade or business to the extent that (a) the
liquidation proceeds are not attributable to passive assets
within the meaning of section 6166(b)(9)(B), and (b) the note is
adequately secured, requires periodic payments on a non-
defen'ed basis, is issued at market interest rates, and has a fair
market value (when discounted to present value) equal to the
liquidation proceeds. A fair market value determination
assumes a cash sale. See Section 2 of Rev. Rul. 59-60,1959-1
C.B. 237 (defining fair market value and stating that "[cjourt
decisions frequently state in addition that the hypothetical buyer
and seller are assumed to be able, as well as willing to trade ..
."). Thus, in the absence of immediate payment of the
liquidation proceeds, the fair market value of any note falling
within this exception must equal the fair market value of the
liquidation proceeds on the date of liquidation or redemption.

Exceptions that apply to applicable restrictions under the
current and these proposed regulations also apply to this new
class of disregarded restrictions. One of the exceptions
applicable to the definition of a disregarded restriction applies if
(a) each holder of an interest in the entity has an enforceable
"put" right to receive, on liquidation or redemption of the
holder's interest, cash and/or other property with a value that is
at least equal to the minimum value previously described, (b)
the full amount of such cash and other property must be paid
within six months after the holder gives notice to the entity of
the holder's intent to liquidate any part or all of the holder's
interest and/or withdraw from the entity, and (c) such other
property does not 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 a person related either to the entity
or to any holder of an interest in the entity. However, in the
case of an entity engaged in an active trade or business, at
least 60 percent of whose value consists of the non-passive
assets of that trade or business, and to the extent that the
liquidation proceeds are not attributable to passive assets
within the meaning of section 6166(b)(9)(B), such proceeds
may include a note or other obligation if such note is adequately
secured, requires periodic payments on a non-deferred basis, is
issued at market interest rates, and has a fair market value on
the date of the liquidation or redemption equal to the liquidation
proceeds. A similar exception is made to the definition of an
applicable restriction in proposed § 25.2704-2(b)(4).

In determining whether the transferor and/or the transferor's
family has the ability to remove a restriction included in this new
class of disregarded restrictions, any interest in the entity held
by a person who is not a member of the transferor's family is



disregarded if, at the time of the transfer; the interest: (a) Has
been held by such person for less than three years; (b)
constitutes less than 10 percent of the value of all of the equity
interests in a corporation, or constitutes less than 10 percent of
the capital and profits interests in a business entity described in
§ 301.7701-2(a) other than a corporation (for example, less
than a 10-percent interest in the capital and profits of a
partnership); (c) when combined with the interests of all other
persons who are not members of the transferor's family,
constitutes less than 20 percent of the value of all of the equity
interests in a corporation, or constitutes less than 20 percent of
the capital and profits interests in a business entity other than a
corporation (for example, less than a 20-percent interest in the
capital and profits of a partnership); or (d) any such person, as
the owner of an interest, does not have an enforceable right to
receive in exchange for such interest, on no more than six
months' prior notice, the minimum value referred to in the
definition of a disregarded restriction. Ifan interest is
disregarded, the determination of whether the family has the
ability to remove the restriction will be made assuming that the
remaining interests are the sole interests in the entity.

Finally, if a restriction is disregarded under proposed §
25.2704-3, the fair market value of the interest in the entity is
determined assuming that the disregarded restriction did not
exist, either in the governing documents or applicable law. Fair
market value is determined under generally accepted valuation
principles, including any appropriate discounts or premiums,
subject to the assumptions described in this paragraph.

Coordination With Marital and Charitable Deductions

Section 2704(b) applies to intra-family transfers for all purposes
of subtitle B relating to estate, gift and GST taxes. Therefore, to
the extent that an interest qualifies for the gift or estate tax
marital deduction and must be valued by taking into account the
special valuation assumptions of section 2704(b), the same
value generally will apply in computing the marital deduction
attributable to that interest. The value of the estate tax marital

deduction may be further affected, however, by other factors
justifying a different value, such as the application of a control
premium. See, e.g., Estate ofChenoweth v. Commissioner, 88
T.C. 1577(1987).

Section 2704(b) does not apply to transfers to nonfamily
members and thus has no application in valuing an interest
passing to charity or to a person other than a family member. If
part of an entity interest includible in the gross estate passes to
family members and part of that interest passes to nonfamily
members, and if (taking into account the proposed rules
regarding the treatment of certain interests held by nonfamily
members) the part passing to the decedent's family members is
valued under section 2704(b), then the proposed regulations
provide that the part passing to the family members is treated
as a property interest separate from the part passing to
nonfamily members. The fair mari<et value of the part passing to
the family members is determined taking into account the



special valuation assumptions of section 2704(b), as well as
any other relevant factors, such as those supporting a control
premium. The fair market value of the part passing to the
nonfamily member{s) is determined in a similar manner, but
without the special valuation assumptions of section 2704(b).
Thus, if the sole nonfamily member receiving an interest is a
charity, the interest generally will have the same value for both
estate tax inclusion and deduction purposes, if the interest
passing to nonfamily members, however, is divided between
charities and other nonfamily members, additional
considerations (not prescribed by section 2704) may apply,
resulting in a different value for charitable deduction purposes.
See, e.g., Ahmanson Foundation v. United States, 674 F.2d
761 (9th Cir. 1981).

EFFECTIVE DATES

The amendments to § 25.2701-2 are proposed to be effective
on and after the date of publication of a Treasury decision
adopting these rules as final regulations in the Federal
Register. The amendments to § 25.2704-1 are proposed to
apply to lapses of rights created after October 8,1990,
occumng on or after the date these regulations are published
as final regulations in the Federal Register. The amendments to
§ 25.2704-2 are proposed to apply to transfers of property
subject to restrictions created after October 8,1990, occurring
on or after the date these regulations are published as final
regulations in the Federal Register. Section 25.2704-3 is
proposed to apply to transfers of property subject to restrictions
created after October 8,1990, occurring 30 or more days after
the date these regulations are published as final regulations in
the Federal Register.

Special Analyses

Certain IRS regulations, including this one, are exempt from the
requirements of Executive Order 12866, as supplemented and
reaffirmed by Executive Order 13563. Therefore, a regulatory
impact assessment is not required. Pursuant to the Regulatory
Flexibility Act (5 U.S.C. chapter 6), it is hereby certified that this
regulation will not have a significant economic impact on a
substantial number of small entities. The proposed regulations
affect the transfer tax liability of individuals who transfer an
interest in certain closely held entities and not the entities
themselves. The proposed regulations do not affect the
structure of such entities, but only the assumptions under which
they are valued for federal transfer tax purposes. In addition,
any economic impact on entities affected by section 2704, large
or small, is derived from the operation of the statute, or its
intended application, and not from the proposed regulations in
this notice of proposed rulemaking. Accordingly, a regulatory
flexibility analysis is not required. Pursuant tosection 7805(^ of
the Internal Revenue Code, this regulation has been submitted
to the Chief Counsel for Advocacy of the Small Business
Administration for comment on its impact on small business.



Comments and Public Hearing

Before these proposed regulations are adopted as final
regulations, consideration will be given to any written (a signed
original and eight (8) copies) or electronic comments that are
submitted timely (in the manner described in ADDRESSES) to
the IRS. The Treasury Department and the IRS request
comments on all aspects of the proposed regulations. All
comments will be available at www.regulations.gov, or upon
request.

A public hearing on these proposed regulations has been
scheduled for December 1, 2016, beginning at 10 a.m. In the
Auditorium, Intemal Revenue Building, 1111 Constitution
Avenue NW., Washington, DC 20224. Due to building security
procedures, visitors must enter at the Constitution Avenue
entrance. In addition, all visitors must present photo
identification to enter the building. Because of access
restrictions, visitors will not be admitted beyond the immediate
entrance area more than 30 minutes before the hearing starts.
For information about having your name placed on the building
access list to attend the hearing, see the FOR FURTHER
INFORMATION CONTACT section of this preamble.

The rules of 26 CFR 601.601(a)(3) apply to the hearing.
Persons who wish to present oral comments at the hearing
must submit comments by November 2, 2016, and submit an
outline of the topics to be discussed and the time to be devoted
to each topic (signed original and eight (8) copies) by
November 2, 2016.

A period of 10 minutes will be allotted to each person for
making comments. Copies of the agenda will be available free
of charge at the hearing.

Drafting Information

The principal author of these proposed regulations is John D.
MacEachen, Office of the Associate Chief Counsel
(Passthroughs and Special Industries). Other personnel from
the Treasury Department and the IRS participated in their
development.

List of Subjects in 26 CFR Part 25

Gift taxes. Reporting and recordkeeping requirements.

Proposed Amendments to the Regulations

Accordingly, 26 CFR part 25 is proposed to be amended as
follows:

Part 25 Gift Tax Gifts Made After December

31 1954

Paragraph 1. The authority citation for part 25 is amended by
adding entries in numerical order to read in part as follows:



Authority

26 U.S.C. 7805. * * *

Section 25.2701-2 also Issued under 26 U.S.C. 2701(e).

Section 25.2704-1 also issued under 26 U.S.C. 2704(a).

Sections 25.2704-2 and 25.2704-3 also issued under 26 U.S.C.

2704(b).

* * « * *

Par. 2. Section 25.2701-2 is amended as follows:

1. In paragraph (b)(5)(l), the first sentence is revised and five
sentences are added before the last sentence.

2. Paragraph (b)(5)(iv) is added.

The revision and additions read as follows:

§25.2701-2
Special valuation rules for applicable retained interests.
*****

(b)***

(5)***

(!)*** For purposes of section 2701, a controlled entity is a
corporation, partnership, or any other entity or arrangement that
Is a business entity within the meaning of § 301.7701-2(a) of
this chapter controlled. Immediately before a transfer, by the
transferor, applicable family members, and/or any lineal
descendants of the parents of the transferor or the transferor's
spouse. The form of the entity determines the applicable test for
control. For purposes of determining the form of the entity, any
business entity described in §301.7701-2(b)p), (3), (4), (5), (6),
(7), or (8) of this chapter, an S corporation within the meaning
of section 1361(a)(1), and a qualified subchapter S subsidiary
within the meaning of section 1361(b)(3)(B) is a corporation.
For this purpose, a qualified subchapter S subsidiary is treated
as a corporation separate from its parent corporation. In the
case of any business entity that is not a corporation under
these provisions, the form of the entity is determined under
local law, regardless of how the entity is classified for federal
tax purposes or whether it is disregarded as an entity separate
from its owner for federal tax purposes. For this purpose, local
law is the law of the jurisdiction, whether domestic or foreign,
under whose laws the entity is created or organized. * * *

*****

(iv) Other business entities. In the case of any entity or
arrangement that is not a corporation, partnership, or limited
partnership, control means the holding of at least 50 percent of
either the capital interests or the profits interests in the entity or



arrangement. In addition, control means the holding of any
equity interest with the ability to cause the liquidation of the
entity or arrangement in whole or in part.

*****

Par. 3. Section 25.2701-8 is amended as follows:

1. The existing text is designated as paragraph (a).

2. The first sentence of newly designated paragraph (a) is
revised and paragraph (b) is added.

The revision and addition reads as follows:

§25.2701-8
Effective dates.

(a) Except as provided in paragraph (b) of this section, §§
25.2701-1 through 25.2701-4 and §§25.2701-6 and 25.2701-7
are effective as of January 28,1992. * * *

(b) The first six sentences of § 25.2701-2(b)(5)(i) and (iv) are
effective on the date these regulations are published as final
regulations in the Federal Register.

Par. 4. Section 25.2704-1 is amended as follows:

1. In paragraph (a)(1), the first two sentences are revised and
four sentences are added before the third sentence.

2. In paragraph (a)(2)(i), a sentence is added at the end.

3. Paragraph (a)(2)(iii) is removed.

4. Paragraphs (a)(2)(iv) through (vi) are redesignated as
paragraphs (a)(2)(iii) through (v), respectively.

5. In newly designated paragraph (a)(2)(iii), a sentence is
added before the third sentence.

6. Paragraph (a)(4) is revised.

7. Paragraph (a)(5) is added.

8. In paragraph (c)(1), the second sentence is revised and a
sentence is added at the end.

9. Paragraph (c)(2)(i)(B) is revised.

10. In paragraph (f) Example 4, the third.and fourth sentences
are revised and a sentence is added at the end.

11. In paragraph (f) Example 6, the third sentence is removed.

12. In paragraph (f) Example 7, the third and fourth sentences
are revised and a sentence is added at the end.

The revisions and additions read as follows:

§25.2704-1
Lapse of certain rights.



(a)***

(1) ** * For purposes of subtitle B (relating to estate, gift, and
generation-skipping transfer taxes), the lapse of a voting or a
liquidation right in a corporation or a partnership (an entity),
whether domestic or foreign, is a transfer by the individual
directly or indirectly holding the right immediately prior to its
lapse (the holder) to the extent provided in paragraphs (b) and
(c) of this section. This section applies only ifthe entity is
controlled by the holder and/or members of the holder's family
immediately before and after the lapse. For purposes of this
section, a corporation is any business entity described in §
301.7701-2(b)(1), (3). (4), (5), (6), (7), or (8) of this chapter, an
S corporation within the meaning of section 1361(a)(1), and a
qualified subchapter S subsidiary within the meaning of section
1361(b)(3)(B). For this purpose, a qualified subchapter S
subsidiary is treated as a corporation separate from its parent
corporation. A partnership is any other business entity within
the meaning of § 301.7701-2(a) of this chapter regardless of
how that entity is classified for federal tax purposes. Thus, for
example, the term partnership includes a limited liability
company that is not an S corporation, whether or not it is
disregarded as an entity separate from its owner for federal tax
purposes. * * *

(2) * * *

(i) * ** For purposes of determining whether the group
consisting of the holder, the holder's estate and members of the
holder's family control the entity, a member of the group is also
treated as holding any interest held indirectly by such member
through a corporation, partnership, trust, or other entity under
the rules contained in §25.2701-6.

*****

(iii) ** * In the case of a limited liability company, the right of a
member to participate in company management is a voting
right. * * *

*****

(4) Source of right or lapse. A voting right or a liquidation right
may be conferred by or lapse by reason of local law, the
governing documents, an agreement, or otherwise. For this
purpose, local law is the law of the jurisdiction, whether
domestic or foreign, that govems voting or liquidation rights.

(5) Assignee interests. 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 is a lapse of those rights. For example,
the transfer of a partnership interest to an assignee that neither
has nor may exercise the voting or liquidation rights of a partner
is a lapse of the voting and liquidation rights associated with the
transferred interest.

(c)***



(1) * * * Except as otherwise provided, a transfer of an interest
occurring more than three years before the transferor's death
that results in the lapse of a voting or liquidation right is not
subject to this section if the rights with respect to the transferred
interest are not restricted or eliminated. * * * The lapse of a
voting or liquidation right as a result of the transfer of an interest
within three years of the transferor's death is treated as a lapse
occurring on the transferor's date of death, includible in the
gross estate pursuant to section 2704(a).

(i)***

(B) Abilityto liquidate. Whether an interest can be liquidated
immediately after the lapse is determined under the local law
generally applicable to the entity, as modified by the governing
documents of the entity, but without regard to any restriction (in
the governing documents, applicable local law, or otherwise)
described in section 2704(b) and the regulations thereunder.
The manner in which the interest may be liquidated is irrelevant
for this purpose, whether by voting, taking other action
authorized by the governing documents or applicable local law,
revising the governing documents, merging the entity with an
entity whose governing documents permit liquidation of the
interest, terminating the entity, or otherwise. For purposes of
making this determination, an interest held by a person other
than a member of the holder's family (a nonfamily-member
interest) may be disregarded. Whether a nonfamily-member
interest is disregarded is determined under § 25.2704-3(b)(4),
applying that section as if, by its terms, it also applies to the
question of whether the holder (or the holder's estate) and
members of the holder's family may liquidate an interest
immediately after the lapse.

*****

(f)

* * * More than three years before D's death, D transfers one-
half of D's stock In equal shares to D's three children (14
percent each). Section 2704(a) does not apply to the loss of D's
ability to liquidate Y because the voting rights with respect to
the transferred shares are not restricted or eliminated by reason
of the transfer, and the transfer occurs more than three years
before D's death. However, had the transfers occurred within
three years of D's death, the transfers would have been treated
as the lapse of D's liquidation right occurring at D's death.

*****

* * * More than three years before D's death, D transfers 30
shares of common stock to D's child. The transfer is not a lapse
of a liquidation right with respect to the common stock because
the voting rights that enabled D to liquidate prior to the transfer



are not restricted or eliminated, and the transfer occurs more
than three years before D's death. * * * However, had the
transfer occurred within three years of D's death, the transfer
would have been treated as the lapse of D's liquidation right
with respect to the common stock occurring at D's death.

Par. 5. Section 25.2704-2 is amended as follows:

1. Paragraphs (a) and (b) are revised.

2. Paragraphs (c) and (d) are designated as paragraphs (e) and
(g), respectively.

3. New paragraphs (c), (d), and (f) are added.

4. The first sentence of newly designated paragraph (e) is
revised.

5. The third sentences of newly designated paragraph (g)
Example 1. and Example 3. are removed.

6. The third sentence of newly designated paragraph (g)
Example 5. is revised.

The revisions and additions read as follows:

§25.2704-2
Transfers subject to applicable restrictions.

(a) In general. For purposes of subtitle B (relating to estate, gift,
and generation-skipping transfer taxes), ifan interest in a
corporation or a partnership (an entity), whether domestic or
foreign, is transferred to or for the benefit of a member of the
transferor's family, and the transferor and/or members of the
transferor's family control the entity immediately before the
transfer, any applicable restriction is disregarded in valuing the
transferred interest. For purposes of this section, a corporation
is any business entity described in § 301.7701-2(b)(1), (3), (4),
(5), (6), (7), or (8) of this chapter, an S corporation within the
meaning of section 1361(a)(1), and a qualified subchapter S
subsidiary within the meaning of section 1361(b)(3)(B). For this
purpose, a qualified subchapter S subsidiary Is treated as a
corporation separate from its parent corporation. A partnership
is any other business entity within the meaning of § 301.7701-2
(a) of this chapter, regardless of how that entity is classified for
federal tax purposes. Thus, for example, the term partnership
includes a limited liability company that is not an S corporation,
whether or not it is disregarded as an entity separate from its
owner for federal tax purposes.

(b) Applicable restriction defined—{^) In general. The term
applicable restriction means a limitation on the ability to
liquidate the entity, in whole or in part (as opposed to a
particular holder's interest in the entity), if, after the transfer,
that limitation either lapses or may be rehnoved by the
transferor, the transferor's estate, and/or any member of the
transferor's family, either alone or collectively. See §25.2704-3
for restrictions on the ability to liquidate a particular holder's
interest in the entity.



(2) Source of limitation. An applicable restriction includes a
restriction that is imposed under the terms of the governing
documents (for example, the corporation's by-laws, the
partnership agreement, or other governing documents), a buy-
sell agreement, a redemption agreement, or an assignment or
deed of gift, or any other document, agreement, or
arrangement; and a restriction imposed under local law
regardless of whether that restriction may be superseded by or
pursuant to the governing documents or otherwise. For this
purpose, local law is the law of the jurisdiction, whether
domestic or foreign, that governs the applicability of the
restriction. For an exception for restrictions imposed or required
to be imposed by federal or state law, see paragraph (b)(4)(ii) of
this section.

(3) Lapse or removal of limitation. A restriction is an applicable
restriction only to the extent that either the restriction by its
terms will lapse at any time after the transfer, or the restriction
may be removed after the transfer by any one or more
members, either alone or collectively, of the group consisting of
the transferor, the transferor's estate, and members of the
transferor's family. For purposes of determining whether the
ability to remove the restriction is held by any member(s) of this
group, members are treated as holding the interests attributed
to them under the rules contained in § 25.2701-6, in addition to
interests held directly. The manner in which the restriction may
be removed is irrelevant for this purpose, whether by voting,
taking other action authorized by the governing documents or
applicable local law, removing the restriction from the governing
documents, revising the governing documents to override the
restriction prescribed under local law in the absence of a
contrary provision in the governing documents, merging the
entity with an entity whose governing documents do not contain
the restriction, terminating the entity, or othenwise.

(4) Exceptions. A restriction described in this paragraph (b)(4)
is not an applicable restriction.

(i) Commercially reasonable restriction. An applicable restriction
does not include a commercially reasonable restriction on
liquidation imposed by an unrelated person providing capital to
the entity for the entity's trade or business operations, whether
in the form of debt or equity. 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), provided that for purposes of this section the term fiduciary
of a trust as used in section 267(b) does not include a bank as
defined in section 581 that is publicly held.

(ii) Imposed by federal or state law. An applicable restriction
does not include a restriction imposed or required to be
imposed by federal or state law. For this purpose, federal or
state law means the laws of the United States, of any state
thereof, or of the District of Columbia, but does not include the
laws of any other jurisdiction. A provision of law that applies
only in the absence of a contrary provision in the governing
documents or that may be superseded with regard to a



particular entity (whether by the shareholders, partners,
mennbers and/or managers of the entity or otherwise) is not a
restriction that is imposed or required to be imposed by federal
or state law. A law that is limited in its application to certain
narrow classes of entities, particularly those types of entities
(such as family-controlled entities) most likely to be subject to
transfers described in section 2704, is not a restriction that is
imposed or required to be imposed by federal or state law. For
example, a law requiring a restriction that may not be removed
or superseded and that applies only to family-controlled entities
that othenfl/isewould be subject to the rules of section 2704 is
an applicable restriction. In addition, a restriction is not imposed
or required to be imposed by federal or state law ifthat law also
provides (either at the time the entity was organized or at some
subsequent time) an optional provision that does not include
the restriction or that allows it to be removed or overridden, or
that provides a different statute for the creation and governance
of that same type of entity that does not mandate the restriction,
makes the restriction optional, or permits the restriction to be
superseded, whether by the entity's governing documents or
otherwise. For purposes of determining the type of entity, there
are only three types of entities, specifically, the three categories
of entities described in §25.2701-2(b)(5): Corporations;
partnerships (including limited partnerships); and other
business entities.

(iii) Certain rights under section 2703. An option, right to use
property, or agreement that is subject to section 2703 is not an
applicable restriction.

(iv) Put right of each holder. Any restriction that otherwise would
constitute an applicable restriction under this section will not be
considered an applicable restriction ifeach holder of an interest
in the entity has a put right as described in § 25.2704-3(b)(6).

(c) Other definitions. For the definition of the term controlled
entity, see §25.2701-2(b)(5). For the definition of the term
menriber of the family, see § 25.2702-2(a)(1).

(d) Attribution. 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 a
corporation, partnership, trust, or other entity under the rules
contained in §25.2701-6.

(e) * * * Ifan applicable restriction is disregarded under this
section, the fair market value of the transferred interest is
detemnined under generally applicable valuation principles as if
the restriction (whether in the governing documents, applicable
law, or both) does not exist. * * *

(f) Certain transfers at death to multiple persons. Solely for
purposes of section 2704(b), if part of a decedent's interest in
an entity includible in the gross estate passes by reason of
death to one or more members of the decedent's family and
part of that includible interest passes to one or more persons
who are not members of the decedent's family, and if the part
passing to the members of the decedent's family is to be valued



pursuant to paragraph (e) of this section, then that part is
treated as a single, separate property interest. In that case, the
part passing to one or more persons who are not members of
the decedent's family is also treated as a single, separate
property interest. See paragraph (g) Ex. 4 of § 25.2704-3.

***The preferred stock carries a right to liquidate X that
cannot be exercised until 1999. * * *

*****

§25.2704-3
[Redesignated as § 25.2704-4]

Par. 6. Section 25.2704-3 is redesignated as § 25.2704-4.

Par. 7. New §25.2704-3 is added to read as follows.

§25.2704-3
Transfers subject to disregarded restrictions.

(a) In general. For purposes of subtitle B (relating to estate, gift
and generation-skipping transfer taxes), and notwithstanding
any provision of § 25.2704-2, if an interest in a corporation or a
partnership (an entity), whether domestic or foreign, is
transferred to or for the benefit of a member of the transferor's
family, and the transferor and/or members of the transferor's
family control the entity immediately before the transfer, any
restriction described in paragraph (b) of this section is
disregarded, and the transferred interest is valued as provided
in paragraph (f) of this section. For purposes of this section, a
corporation is any business entity described in § 301.7701-2(b)
(1), (3), (4), (5), (6), (7), or (8) of this chapter, an S corporation
within the meaning of section 1361(a)(1), and a qualified
subchapter S subsidiary within the meaning of section 1361(b)
(3)(B). For this purpose, a qualified subchapter S subsidiary is
treated as a corporation separate from its parent corporation. A
partnership is any other business entity within the meaning of §
301.7701-2(a) of this chapter, regardless of how that entity is
classified for federal tax purposes. Thus, for example, the term
partnership includes a limited liability company that is not an S
corporation, whether or not it is disregarded as an entity
separate from its owner for federal tax purposes.

(b) Disregarded restrictions defined—{^) In general. The term
disregarded restriction means a restriction that is a limitation on
the ability to redeem or liquidate an interest in an entity that is
described in any one or more of paragraphs (b)(1)(i) through
(iv)of this section, if the restriction, in whole or in part, either
lapses after the transfer or can be removed by the transferor or
any member of the transferor's family (subject to paragraph (b)
(4) of this section), either alone or collectively.

(i)The provision limitsor permits the limitation of the ability of
the holder of the interest to compel liquidation or redemption of
the interest.



(ii) The provision 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 a
minimum value. The term minimum vaiue means the interest's

share of the net value of the entity determined on the date of
liquidation or redemption. The net value of the entity is the fair
market value, as determined under section 2031 or 2512 and
the applicable regulations, of the property held by the entity,
reduced by the outstanding obligations of the entity. Solely for
purposes of determining minimum value, the only outstanding
obligations of the entity that may be taken into account are
those that would be allowable (if paid) as deductions under
section 2053 if those obligations instead were claims against an
estate. For example, and subject to the foregoing limitation on
outstanding obligations, if the entity holds an operating
business, the rules of § 20.2031-2(f)(2) or § 20.2031-3 of this
chapter apply in the case of a testamentary transfer and the
rules of § 25.2512-2(f)(2) or § 25.2512-3 apply In the case of an
inter vivos transfer. The minimum value of the interest is the net

value of the entity multiplied by the interest's share of the entity.
For this purpose, the interest's share is determined by taking
into account any capital, profits, and other rights inherent in the
interest in the entity. Ifthe property held by the entity directly or
indirectly includes an interest in another entity, and ifa transfer
of an interest in that other entity by the same transferor (had
that transferor owned the interest directly) would be subject to
section 2704(b), then the entity will be treated as owning a
share of the property held by the other entity, determined and
valued in accordance with the provisions of section 2704(b) and
the regulations thereunder.

(iii) The provision 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 to
the entity of the holder's intent to have the holder's interest
liquidated or redeemed.

(iv) The provision authorizes or permits the payment of any
portion of the full amount of the liquidation or redemption
proceeds in any manner other than in cash or property. Solely
for this purpose, except as provided in the following sentence, 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. In the case of an entity
engaged in an active trade or business, at least 60 percent of
whose value consists of the non-passive assets of that trade or
business, and to the extent that the liquidation proceeds are not
attributable to passive assets within the meaning of section
6166(b)(9)(B), such proceeds may include such a note or other
obligation ifsuch note or other obligation is adequately secured,
requires periodic payments on a non-deferred basis, is issued
at market interest rates, and has a fair market value on the date
of liquidation or redemption equal to the liquidation proceeds.
See § 25.2512-8. For purposes of this paragraph (b)(1)(iv), a
related person is any person whose relationship to the entity or



to any holder of an interest in the entity is described in section
267(b), provided that for this purpose the term fiduciary ofa
trust as used in section 267(b) does not include a bank as
defined in section 581 that is publicly held.

(2) Source of limitation. A disregarded restriction includes a
restriction that is imposed under the terms of the governing
documents (for example, the corporation's by-laws, the
partnership agreement, or other governing documents), a buy-
sell agreement, a redemption agreement, or an assignment or
deed of gift, or any other document, agreement, or
arrangement: and a restriction imposed under local law
regardless of whether that restriction may be superseded by or
pursuant to the governing documents or othenwise. For this
purpose, local law is the law of the jurisdiction, whether
domestic or foreign, which governs the applicability of the
restriction. For an exception for restrictions imposed or required
to be imposed by federal or state law, see paragraph (b)(5)(iii)
of this section.

(3) Lapse or removal of limitation. A restriction is a disregarded
restriction only to the extent that the restriction either will lapse
by its terms at any time after the transfer or may be removed
after the transfer by any one or more members, either alone or
collectively, of the group consisting of the transferor, the
transferor's estate, and members of the transferor's family. For
purposes of determining whether the ability to remove the
restriction is held by any one or more members of this group,
members are treated as holding interests attributed to them
under the rules contained in § 25.2701-6, in addition to Interests
held directly. See also paragraph (b)(4) of this section. The
manner in which the restriction may be removed is irrelevant for
this purpose, whether by voting, taking other action authorized
by the governing documents or applicable local law, removing
the restriction from the governing documents, revising the
governing documents to override the restriction prescribed
under local law in the absence of a contrary provision in the
governing documents, merging the entity with an entity whose
governing documents do not contain the restriction, terminating
the entity, or othenwise.

(4) Certain interests held by nonfamily members
disregarded—{\) In general. In the case of a transfer to or for
the benefit of a member of the transferor's family, for purposes
of determining whether the transferor (or the transferor's estate)
or any member of the transferor's family, either alone or
collectively, may remove a restriction within the meaning of this
paragraph (b), an interest held by a person other than a
member of the transferor's family (a nonfamily-member interest)
is disregarded unless all of the following are satisfied:

(A) The interest has been held by the nonfamily member for at
least three years immediately before the transfer;

(B) On the date of the transfer, in the case of a corporation, the
interest constitutes at least 10 percent of the value of all of the
equity interests in the corporation, and, in the case of a



business entity within the meaning of § 301.7701-2(a) of this
chapter other than a corporation, the interest constitutes at
least a 10-percent interest in the business entity, for example, a
10-percent interest in the capital and profits of a partnership:

(C) On the date of the transfer, in the case of a corporation, the
total of the equity interests in the corporation held by
shareholders who are not members of the transferor's family
constitutes at least 20 percent of the value of all of the equity
interests in the corporation, and, in the case of a business entity
within the meaning of § 301.7701-2(a) of this chapter other than
a corporation, the total interests in the entity held by owners
who are not members of the transferor's family is at least 20
percent of all the interests in the entity, for example, a 20-
percent interest in the capital and profits of a partnership; and

(D) Each nonfamily member, as owner, has a put right as
described in paragraph (b)(6) of this section.

(ii) Effect of disregarding a nonfamiiy-member interest Ifa
nonfamily-member interest is disregarded under this section,
the rules of this section are applied as if all interests other than
disregarded nonfamily-member interests constitute all of the
interests in the entity.

(iii) Attribution. In applying the 10-percent and 20-percent tests
when the property held by the corporation or other business
entity is, in whole or in part, an interest in another entity, the
attribution rules of paragraph (d) of this section apply both in
determining the interest held by a nonfamily member, and in
measuring the interests owned through other entities.

(5) Exceptions. A restriction described in this paragraph (b)(5)
is not a disregarded restriction.

(i) Applicabie restriction. A disregarded restriction does not
include an applicable restriction on the liquidation of the entity
as defined in and governed by § 25.2704-2.

(ii) Commercially reasonable restriction. A disregarded
restriction does not include a commercially reasonable
restriction on liquidation imposed by an unrelated person
providing capital to the entity for the entity's trade or business
operations whether in the form of debt or equity. 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), provided that for purposes of this
section the term fiduciary of a trust as used in section 267(b)
does not include a bank as defined in section 581 that is

publicly held.

(iii) Requirement of federal or state law. A disregarded
restriction does not include a restriction imposed or required to
be imposed by federal or state law. For this purpose, federal or
state law means the laws of the United States, of any state
thereof, or of the District of Columbia, but does not include the
laws of any other jurisdiction. A provision of law that applies
only in the absence of a contrary provision in the governing



documents or that may be superseded with regard to a
particular entity (whether by the shareholders, partners,
members and/or managers of the entity or otherwise) is not a
restriction that is imposed or required to be imposed by federal
or state law. A law that is limited in its application to certain
narrow classes of entities, particularly those types of entities
(such as family-controlled entities) most likely to be subject to
transfers described in section 2704, is not a restriction that is
imposed or required to be imposed by federal or state law. For
example, a law requiring a restriction that may not be removed
or superseded and that applies only to family-controlled entities
that otherwise would be subject to the rules of section 2704 is a
disregarded restriction. In addition, a restriction is not imposed
or required to be imposed by federal or state law if that law also
provides (either at the time the entity was organized or at some
subsequent time) an optional provision that does not include
the restriction or that allows it to be removed or overridden, or
that provides a different statute for the creation and governance
of that same type of entity that does not mandate the restriction,
makes the restriction optional, or permits the restriction to be
superseded, whether by the entity's governing documents or
otherwise. For purposes of determining the type of entity, there
are only three types of entities, specifically, the three categories
of entities described in §25.2701-2(b)(5): Corporations:
partnerships (including limited partnerships): and other
business entities.

(iv) Certain rights described in section 2703. An option, right to
use property, or agreement that is subject to section 2703 is not
a restriction for purposes of this paragraph (b).

(v) R/g/7f to put interest to entity. Any restriction that otherwise
would constitute a disregarded restriction under this section will
not be considered a disregarded restriction if each holder of an
interest in the entity has a put right as described in paragraph
(b)(6) of this section.

(6) Put right The term put right means 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 date the holder
gives notice of the holder's intent to withdraw, cash and/or other
property with a value that is at least equal to the minimum value
of the interest determined as of the date of the liquidation or
redemption. For this purpose, local law is the law of the
jurisdiction, whether domestic or foreign, that governs
liquidation or redemption rights with regard to interests In the
entity. For purposes of this paragraph (b)(6), the term other
property does not 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.
However, in the case of an entity engaged in an active trade or
business, at least 60 percent of whose value consists of the
non-passive assets of that trade or business, and to the extent
that the liquidation proceeds are not attributable to passive
assets within the meaning of section 6166(b)(9)(B), the term



other property does include a note or other obligation ifsuch
note or other obligation is adequately secured, requires periodic
payments on a non-deferred basis, is issued at market interest
rates, and has a fair market value on the date of liquidation or
redemption equal to the liquidation proceeds. See § 25.2512-8.
The minimum value of the interest is the interest's share of the

net value of the entity, as defined in paragraph (b)(1)(ii) of this
section.

(c) Other definitions. For the definition of the tenn controlled
entity, see § 25.2701-2(b)(5). For the definition of the term
member of the family, see § 25.2702-2(a)(1).

(d) Attribution. An individual, the individual's estate, and
members of the individual's family, as well as any other person,
also are treated as holding any interest held indirectly by such
person through a corporation, partnership, trust, or other entity
under the rules contained in § 25.2701-6.

(e) Certain transfers at death to multiple persons. Solely for
purposes of section 2704(b), if part of a decedent's interest in
an entity includible in the gross estate passes by reason of
death to one or more members of the decedent's family and
part of that includible interest passes to one or more persons
who are nonfamily members of the decedent, and if the part
passing to the members of the decedent's family is to be valued
pursuant to paragraph (f) of this section, then that part is treated
as a single, separate property interest. In that case, the part
passing to one or more persons who are not members of the
decedent's family is also treated as a single, separate property
interest. See paragraph (g) Example 4 of this section.

(f) Effect of disregarding a restriction. Ifa restriction is
disregarded under this section, 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. For
this purpose, local law is the law of the jurisdiction, whether
domestic or foreign, under which the entity is created or
organized.

(g) Examples. The following examples illustrate the provisions
of this section.

(i) D and D's children, A and B, are partners in Limited
Partnership X that was created on July 1, 2016. D owns a 98
percent limited partner interest, and A and B each own a 1
percent general partner interest. The partnership agreement
provides that the partnership will dissolve and liquidate on June
30, 2066, or by the earlier agreement of all the partners, but
othen/vise prohibits the withdrawal of a limited partner. Under
applicable local law, a limited partner may withdraw from a
limited partnership at the time, or on the occurrence of events,
specified in the partnership agreement. Under the partnership
agreement, the approval of all partners is required to amend the
agreement. None of these provisions is mandated by local law.



D transfers a 33 percent limited partner interest to A and a 33
percent limited partner interest to B.

(ii) By prohibiting the withdrawal of a limited partner, the
partnership agreement imposes a restriction on the ability of a
partner to liquidate the partner's interest in the partnership that
is not required to be imposed by law and that may be removed
by the transferor and members of the transferor's family, acting
collectively, by agreeing to amend the partnership agreement
Therefore, under section 2704(b) and paragraph (a) of this
section, the restriction on a limited partner's ability to liquidate
that partner's interest is disregarded in detemiining the value of
each transferred interest. Accordingly, the amount of each
transfer is the fair market value of the 33 percent limited partner
interest determined under generally applicable valuation
principles taking into account all relevant factors affecting value
including the rights determined under the governing documents
and local law and assuming that the disregarded restriction
does not exist in the governing documents, local law, or
otherwise. See paragraphs (b)(1)(i) and (f) of this section.

Example 2.

The facts are the same as in Example 1, except that, both
before and after the transfer, A's partnership interests are held
in an irrevocable trust of which A is the sole income beneficiary.
The trustee is a publicly-held bank. A is treated as holding the
interests held by the trust under the rules contained in §
25.2701-6. The result is the same as in Example 1.

Example 3.

The facts are the same as in Example 1, except that, on D's
subsequent death, D's remaining 32 percent limited partner
interest passes outright to D's surviving spouse, S, who is a
U.S. citizen. In valuing the 32 percent interest for purposes of
determining both the amount includible in the gross estate and
the amount allowable as a marital deduction, the analysis and
result are as described in Example 1.

Example 4.

(i) The facts are the same as in Example 1, except that D made
no gifts and, on D's subsequent death pursuant to D's will, a 53
percent limited partner interest passes to D's surviving spouse
who is a U.S. citizen, a 25 percent limited partner interest
passes to C, an unrelated individual, and a 20 percent limited
partner interest passes to E, a charity. The restriction on a
limited partner's ability to liquidate that partner's interest is a
disregarded restriction. In determining whether D's estate
and/or D's family may remove the disregarded restriction after
the transfer occurring on D's death, the interests of C and E are
disregarded because these interests were not held by C and E
for at least three years prior to D's death, nor do C and E have
the right to withdraw on six months' notice and receive their



respective interest's share of the minimum value of X. Thus, the
53 percent interest passing to D's surviving spouse is subject to
section 2704(b). D's gross estate will be deemed to include two
separate assets: A 53 percent limited partner interest subject to
section 2704(b), and a 45 percent limited partner interest not
subject to section 2704.

(ii) The fair market value of the 53 percent interest is
detemiined for both inclusion and deduction purposes under
generally applicable valuation principles taking into account all
relevant factors affecting value, including the rights determined
under the governing documents and local law, and assuming
that the disregarded restriction does not exist in the governing
documents, local law, or otherwise. The 45 percent interest
passing to nonfamily members is not subject to section 2704(b),
and will be valued as a single interest for inclusion purposes
under generally applicable valuation principles, taking into
account all relevant factors affecting value including the rights
determined under the governing documents and local law as
well as the restriction on a limited partner's ability to liquidate
that partner's interest. The 20 percent passing to charity will be
valued in a similar manner for purposes of determining the
allowable charitable deduction. Assuming that, under the facts
and circumstances, the 45 percent interest and the 20 percent
interest are subject to the same discount factor, the charitable
deduction will equal four-ninths of the value of the 45 percent
interest.

Example 5.

(i) D and D's children, A and B, are partners in Limited
Partnership Y. D owns a 98 percent limited partner interest, and
A and B each own a 1 percent general partner interest. The
partnership agreement provides that a limited partner may
withdraw from the partnership at any time by giving six months'
notice to the general partner. On withdrawal, the partner is
entitled to receive the fair market value of his or her partnership
interest payable over a five-year period. Under the partnership
agreement, the approval of all partners is required to amend the
agreement. None of these provisions are mandated by local
law. D transfers a 33 percent limited partner interest to A and a
33 percent limited partner interest to B. Under paragraph (b)(1)
(iii) of this section, the provision requiring that a withdrawing
partner give at least six months' notice before withdrawing
provides a reasonable waiting period and does not cause the
restriction to be disregarded in valuing the transferred interests.
However, the provision limiting the amount the partner may
receive on withdrawal to the fair market value of the partnership
interest, and permitting that amount to be paid over a five-year
period, may limitthe amount the partner may receive on
withdrawal to less than the minimum value described in

paragraph (b)(1)(ii) of this section and allows the delay of
payment beyond the period described in paragraph (b)(1)(iii) of
this section. The partnership agreement imposes a restriction
on the ability of a partner to liquidate the partner's interest in the
partnership that is not required to be imposed by law and that



may be removed by the transferor and members of the
transferor's family, acting collectively, by agreeing to amend the
partnership agreement.

(ii) Under section 2704(b) and paragraph (a) of this section, the
restriction on a limited partner's ability to liquidate that partner's
interest is disregarded in determining the value of the
transferred interests. Accordingly, the amount of each transfer
is the fair market value of the 33 percent limited partner interest,
determined under generally applicable valuation principles
taking into account all relevant factors affecting value, including
the rights determined under the governing documents and local
law, and assuming that the disregarded restriction does not
exist in the governing documents, local law, or otherwise. See
paragraph (f) of this section.

Example 6.

The facts are the same as in Example 5, except that D sells a
33 percent limited partner interest to A and a 33 percent limited
partner interest to B for fair market value (but without taking into
account the special valuation assumptions of section 2704(b)}.
Because section 2704(b) also is relevant in determining
whether a gift has been made, D has made a gift to each child
of the excess of the value of the transfer to each child as

detemriined in Example 5 over the consideration received by D
from that child.

Example 7.

The facts are the same as in Example 5, except, in a
transaction unrelated to D's prior transfers to A and B, D
withdraws from the partnership and immediately receives the
fair market value (but without taking into account the special
valuation assumptions of section 2704(b)) of D's remaining 32
percent limited partner interest. Because a gift to a partnership
is deemed to be a gift to the other partners, D has made a gift
to each child of one-half of the excess of the value of the 32

percent limited partner interest as determined in Example 5
over the consideration received by D from the partnership.

Example 8.

D and D's children, A and B, organize Limited Liability
Company X under the laws of State Y. D, A, and B each
contribute cash to X. Under the operating agreement, X
maintains a capital account for each member. The capital
accounts are adjusted to reflect each member's contributions to
and distributions from X and each member's share of profits
and losses of X. On liquidation, capital account balances
control distributions. Profits and losses are allocated on the

basis of units issued to each member, which are not in
proportion to capital. D holds 98 units, A and B each hold 1 unit.
D is designated in the operating agreement as the manager of
X with the ability to cause the liquidation of X. X is not a



corporation. Under the laws of State Y. X is neither a
partnership nor a limited partnership. D and D's family have
control of X because they hold at least 50 percent of the profits
interests (or capital interests) of X. Further, D and D's family
have control of X because D holds an interest with the ability to
cause the liquidation of X.

Example 9.

The facts are the same as in Example 8, except that, under the
operating agreement, all distributions are made to members
based on the units held, which in turn is based on contributions
to capital. Further, X elects to be treated as a corporation for
federal tax purposes. Under § 25.2701-2(b)(5), D and D's family
have control of X (which is not a corporation and, under local
law, is not a partnership or limited partnership) because they
hold at least 50 percent of the capital interests in X. Further, D
and D's family have control of X because D holds an interest
with the ability to cause the liquidation of X.

Example 10.

D owns a 1 percent general partner interest and a 74 percent
limited partner interest in Limited Partnership X, which in turn
holds a 50 percent limited partner interest in Limited
Partnership Y and a 50 percent limited partner interest in
Limited Partnership Z. D owns the remaining interests in
partnerships Y and Z. A, an unrelated individual, has owned a
25 percent limited partner interest in partnership X for more
than 3 years. The governing documents of all three
partnerships permit liquidation of the entity on the agreement of
the owners of 90 percent of the Interests but, with the exception
of A's interest, prohibit the withdrawal of a limited partner. A
may withdraw on 6-months' notice and receive A's interest's
share of the minimum value of partnership X as defined in
paragraph (b)(1)(ii) of this section, which share includes a share
of the minimum value of partnership Y and of partnership Z.
Under the governing documents of all three partnerships, the
approval of all partners is required to amend the documents. D
transfers a 40 percent limited partner interest in partnership Y to
D's children. For purposes of determining whether D and/or D's
family members have the ability to remove a restriction after the
transfer, A is treated as owning a 12.5 percent (.25 x.50)
interest in partnership Y, thus more than a 10 percent interest,
but less than a 20 percent interest, in partnership Y.
Accordingly, under paragraph (b)(4)(i)(C) of this section, A's
interest is disregarded for purposes of determining whether D
and D's family hold the right to remove a restriction after the
transfer (resulting in D and D's children being deemed to own
100 percent of Y for this purpose). However, if D instead had
transferred a 40 percent limited partner interest in partnership X
to D's children, A's ownership of a 25 percent interest in
partnership X would not have been disregarded, with the result
that D and D's family would not have had the ability to remove a
restriction after the transfer.



Example 11.

(i) D owns 85 of the outstanding shares of X, a corporation, and
A, an unrelated individual, owns the remaining 15 shares.
Under X's governing documents, the approval of the
shareholders holding 75 percent of the outstanding stock is
required to liquidate X. With the exception of nonfamily
members, a shareholder may not withdraw from X. Nonfamily
members may withdraw on six months' notice and receive their
interest's share of the minimum value of X as defined in

paragraph (b)(1)(ii) of this section. D transfers 10 shares to C, a
charity. Four years later, D dies. D bequeaths 10 shares to B,
an unrelated individual, and the remaining 65 shares to trusts
for the benefit of D's family.

(ii) The prohibition on withdrawal is a restriction described in
paragraph (b)(1)(i) of this section. In determining whether D's
estate and/or D's family may remove the restriction after the
transfer occurring on D's death, the interest of B is disregarded
because itwas not held by B for at least three years prior to D's
death. The interests of A and C, however, are not disregarded,
because each held an interest of at least 10 percent for at least
three years prior to D's death, the total of those interests
represents at least 20 percent of X, and ieach had the right to
withdraw on six months' notice and receive their interest's share
of the minimum value of X. As a result, D and D's family hold 65
of the deemed total of 90 shares in X, or 72 percent, which is
less than the 75 percent needed to liquidate X. Thus, D and D's
family do not have the ability to remove the restriction after the
transfer, and section 2704(b) does not apply in valuing D's
interest in X for federal estate tax purposes.

Par. 8. Newly designated § 25.2704-4 is amended as follows:

1. The undesignated text is designated as paragraph (a).

2. In the first and second sentences of newly designated
paragraph (a), the language "Section" is removed and the
language "Exceptas provided in paragraph (b) of this section, §
" is added in its place.

3. Paragraph (b) is added.

The addition reads as follows:

§25.2704-4
Effective date.

* * * « *

(b)(1) With respect to § 25.2704-1, the first six sentences of
paragraph (a)(1), the last sentence of paragraph (a)(2)(i), the
third sentence of paragraph (a)(2)(iii), the first and last
sentences of paragraph (a)(4), paragraph (a)(5), the second
and last sentences of paragraph (c)(1), paragraph (c)(2)(i)(B),
and Examples 4, 6 and 7 of paragraph (f), apply to lapses of
rightscreated after October 8,1990, occurring on or after the



date these regulations are published as final regulations in the
Federal Register.

(2) With respect to § 25.2704-2, paragraphs (a), (b), (c), (d),
and (f), the first sentence of paragraph (e), and Examples 1, 3
and 5 of paragraph (g) apply to transfers of property subject to
restrictions created after October 8,1990, occun^ing on or after
the date these regulations are published as final regulations in
the Federal Register,

(3) Section 25.2704-3 applies to transfers of property subject to
restrictions created after October 8,1990, occurring 30 or more
days after the date these regulations are published as final
regulations in the Federal Register.

John Dalrymple,
Deputy Commissioner for Services and
Enforcement.
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