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Restrictions on
Intra-Family Business
Transfers Thawed Under
New Estate Freeze Rules

The Omnibus Budget Reconciliation
Act of 1990 retroactively repealed
LR.C. §2036(c), replacing it with new
§§2701 through 2704. As did
§2036(c), the new sections apply
primarily to the transfer of business
interests from parents to their children.
Section 2036(c) worked to bring back
into the estate of the transferring parent
the growth of the interest after the
transfer, but did not create tax
consequences on the initial transfer.
The new sections, on the other hand,
apply primarily to the valuation of the
transferred interests at the time of the
original transfer, and will allow, with
some constraints, the appreciation of
the transferred interests to escape
taxation in the parents’ estate. As a
consequence, estate “freeze” techniques
are once again a viable planning option
for business interests with high growth
potential.

§2701: Transfers of Stock and
Partnership Interests

The purpose of new §2701 is to
prevent what the Service perceived to
be abuses by taxpayers in valuing gifts
of common stock (or similar
partnership interests) in an estate
freeze. In the typical estate freeze, a
parent conveys common stock to his
children, while retaining preferred
stock. Because the rights of the
preferred stock are fixed as to income
and liquidating distributions, its value

remains “frozen.” The common
stockholders are entitled to the residual
income and appreciation, which
although initially low, can increase
substantially over the years.

Both the abuses and the rules
enacted to combat them rely on
“present law principles that value
residual interests by subtracting the
value of preferred interests from the
value of the entire corporation or
partnership, with an adjustment [i.e.
minority discount] to reflect the actual
fragmented ownership.” Conf. Rep. at
1132, (A complete discussion of these
principles is outside the scope of this
article, but the following ruling and
cases may be helpful in understanding
how they have been applied: Rev. Rul.
83-120; Estate of Newhouse, 94 T.C.
193 (1990), and Estate of James W.
Anderson, T.C. Memo 88-511; and Roy
O.MartinJr., T.C. Memo 1985-424.)
Frozen interests are therefore structured
to absorb as much of the current value
of the company as possible, so as to
lower, for gift tax purposes, the value
of the common stock. For example, the
preferred stockholders usually retain
redemption or liquidation rights equal
to, or even exceeding, the current value
of the business’ assets, or retain
conversion rights which allow them to
convert their stock to common stock of
an equal value, and thereafter share in
the future appreciation of the business.
These rights have usually been given
significant value, even though they will
very likely never be exercised. The gift
tax value of the common stock given to
the children is correspondingly lower,
sometimes reducing the value of the
common stock to a nominal amount.
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Calendar of Seminars and Events

* April 8, 15, 22, 29, 1991 (Sponsored by
Practicing Law Institute) Basic Estate
Planning Under the New Tax Law,
New York, New York. Telephone (212)
765-5700 ext. 340.

e April 22-26, 1991 (Sponsored by
American Law Institute) Planning
Techniques for Large Estates,
Waldorf Astoria, New York, New York.
(Registration closed; waiting list closed)
Repeats: November 18-22, 1991 San
Francisco, California. Telephone: (215)
243-1630 or (800) CLE-NEWS.

¢ May 1991 (Tentative) (Originally
scheduled April 1991) (Sponsored by
Southern California Tax & Estate
Planning Forum) Marital Deduction
Planning, San Francisco, California
(Friday). Telephone: (619) 298-7620.

* May 1991 (Tentative) (Originally
scheduled April 1991) (Sponsored by
Southern California Tax &Estate
Planning Forum) Marital Deduction
Planning, Los Angeles, California
(Saturday). Telephone: (619) 298-7620.

¢ May 7, 1991 (Sponsored by
Georgetown University) Estate Freezes
(“mini session”)
Georgetown University Law Center,
Washington, D.C. Telephone: (202)
662-9010.

® May 13 & 14, 1991 (Sponsored by New
York University) Trusts & Estates,

Grand Hyatt Hotel, New York, New
York. Telephone: (212) 790-1320.
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May 14, 1991 (Sponsored by Oregon
Tax & Planning Institute) 1991 Tax &
Planning Seminar, Jantzen Beach Red
Lion Hotel, Portland, Oregon.
Telephone: (503) 321-74(%0

May 31, 1991 (Slponsored by American
Law Institute) Marital Deduction
Skills Workshop, Copley Plaza Hotel,
Boston, Massachusetts. Telephone:
(215) 243-1630 or (800) CLE-NEWS.

June 6 & 7, 1991 (S&)aonsored by
National Law Foundation) Estate
Freeze - Generation Ski(;;)pin
Trusts-Recent Estates, Gifts %z Trust
Development, Penta Hotel, New York,
New York. Telephone: (302) 656-4757.

June 10 & 11, 1991 (Sponsored by
World Trade Institute,) International
Tax and Estate Planning, World Trade
Center, New York, New York,
Telephone: (212) 466-4044.

June 17-21, 1991 (Sponsored by
American Law Institute) Estate
Planning in Depth, University of
Wisconsin, Madison, Wisconsin.
Telephone: (215) 243-1630 or (800)
CLE-NEWS.

June 20 & 21, 1991 (Sponsored by
National Law Foundation)
Comprehensive Estate, Gifts &
Trusts Workshop, Caesar’s Hotel,
Atlantic City, New Jerscy. Telephone:
(302) 656-4757.
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October 1 & 2, 1991 (Sponsored b
National Law Foundation) Annua
Fiduciary Tax Conference, Penta
Hotel, New York, New York.
Telephone: (302) 656-4757.

October 9-12, 1991 (Sponsored by
Southern California Tax & Estate
Planning) 11th Annual Southern
California Tax & Estate Planning
Forum, Meridien Hotel, San Diego,
California. Telephone: (619) 298-7620.

October 17 & 18, 1991 (Sponsored by
Washington State Bar - Estate Planning
Council of Seattle) Estate Planning
1991, Washington State Convention &
Trade Center, Seattle, Washington.
Telephone: (206) 448-0433.

October 27 - November 1, 1991
(Sponsored by Hawaii Tax Institute -
Chaminade University of Honolulu)
28th Annual Hawaii Tax Institute
(Includes Estate Planning 10/27 & 28),
Hawaiian Regent Hotel, Waikiki, Oahu,
Hawaii. Telephone: (808) 946-2966.

November 18-22, 1991 (Sponsored by
American Law Institute) Planning
Techniques for Large Estates, San
Francisco, California. Telephone: (215)
243-1630 or (800) CLE- S
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during taxpayer’s lifetime, the trustee was
to pay net income to taxpayer or to
otherwise pay or apply net income as
taxpayer may direct. The trustee was also
required to pay to taxpayer all or any part
of the trust principal as taxpayer
requested. Taxpayer made gifts of cash
directly from the revocable trust to his
grandchildren, children and in-laws. Gifts
of both income and principal were made
from the trust within three years of
taxpayer’s death, which occurred in 1988.
The Service ruled that the gifts of
income, but not principal, made within
three years of taxpayer’s date of death
were includable in taxpayer’s estate for
death tax purposes. The Service ruled that
the gifts of income were includable under
§2035(d)(1) as constituting transfers
which would have been included under
IRC §2038 if such interests had been
retained by the taxpayer. The taxpayer’s
estate argued that the gifts of income were
never transferred by the taxpayer to the
trust, but that the income had been earned
after the transfer of property to the trust
had taken place. The Service disagreed,
stating that because income remaining in
the trust on taxpayer’s death would have
been includable in his estate under IRC
§2038, all income earned after the trust’s
creation would be treated as transferred to
the trust by the taxpayer, with a retained
power to alter, amend or revoke. Thus the
distribution of income to persons other
than taxpayer acted as a relinquishment of
the decedent’s right to revoke to that
extent. However, since, under the terms of
the trust agreement, trust corpus was
distributable only to the taxpayer, the
Service deemed those transfers as
withdrawals of corpus by taxpayer
followed by transfers to the donees.
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Calendar of Seminars and Events

* August 2, 1991 (Sponsored by
Professional Education Systems, Inc.)
Oregon/Federal Fiduciary Income
Tax Workshop, Portland Hilton, 920
SW 6th Ave., Portland, Oregon,
Telephone: 1-800-843-7763

* September 12-13, 1991 (Sponsored by
ALI-ABA) Sophisticated Estate
Planning Techniques, Westin Hotel,
Boston, Massachusetts, Telephone:
(215)243-1630

* September 13, 1991 (Sponsored b{
Willamette University College of Law)
12th Annual Willamette Tax
Conference, Portland, Oregon,
Telephone: (503) 370-6380

* September 25, 1991 (Sponsored by
Oregon State Bar) Automating the
Drafting of Wills and Trusts
(satellite), Oregon State Bar Center,
5200 SW Meadows Rd, Lake Oswego,
Oregon, Telephone: (503) 620-0222

* September 27, 1991 (Sponsored by
Oregon Law Institute) Estate and Trust
Litigation, World Trade Center, 25 SW
Salmon, Portland, Oregon, Telephone:
(503) 243-3326

* Qctober 1-2, 1991 (Sponsored by
National Law Foundation) Annual
Fiduciary Tax Conference, Penta
Hotel, New York, New York,
Telephone: (302) 656-4757

* October 9-12, 1991 (Sponsored by
Southern California Tax & Estate
Planning) 11th Annual Southern
California Tax & Estate Planning
Forum, Meridien Hotel, San Diego,
California, Telephone: (619) 696-6773

* October 17-18, 1991 (Sponsored by
Washington State Bar - Estate Planning
Council of Seattle) Estate Planning
1991, Washington State Convention &
Trade Center, Seattle, Washington,
Telephone: (206) 448-0433
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October 27-November 1, 1991
(Sponsored by Hawaii Tax Institute -
Chaminade University of Honolulu )
28th Annual Hawaii Tax Institute
(Includes Estate Planning
10/27-10/28), Hawaiian Regent Hotel,
Waikiki, Oahu, Hawaii, Telephone:
(808) 946-2966

November 8, 1991 (Sponsored by
Oregon State Bar Estate Planning and
Administration Section) Administering
Oregon Estates, Oregon State Bar
Center, 5200 SW Meadows Rd, Lake
Oswego, Oregon, Telephone: (503)
620-0222 Ext. 407

November 18-22, 1991 (Sponsored by
American Law Institute) Planning
Techniques for Large Estates, San
Francisco, California, Telephone: (215)
243-1630

December 18, 1991 - Tentative
(Sponsored by Washington State Bar)
How to Draft Wills and Other Estate
Planning Documents, Spokane
Sheraton (at Seattle Westin Hotel on
December 20, 1991), Telephone: (206)
448-0433

January 1-2, 1992 (Sponsored by
National Law Foundation) Estate
Planning Seminar, Frenchman’s Reef
Hotel, St. Thomas, Virgin Islands,
Telephone: (302) 6564757

January 6-10, 1992 (Sponsored by
University of Miami, Law Center) 26th
Annual Institute of Estate Planning,
Fontainebleau Hilton Resort & Spa,
Miami Beach, Florida, Telephone: (305)
284-4762
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Tax Development:

Estate of Maria Cristofani, 97 TC
No. 5 (1991)—Permitted Crummey
Powerholders

ecedent established an irrevocable

trust of which her children were pri-

mary, and her grandchildren, contin-
gent beneficiaries. The trust instrument
provided that the two children and five
grandchildren possessed rights to withdraw
contributed amounts from the trust not to ex-
ceed the annual exclusion amount under
IRC §2503(b). In each of the two years prior
to her death, decedent conveyed to the trust
undivided interests in improved real prop-
erty worth $70,000. Decedent claimed an-
nual exclusions for all of the trust
beneficiaries, vested and contingent, for
each of the years in which the transfers oc-
curred. The Service disallowed the annual
exclusions taken for the gifts made to
decedent’s grandchildren, ruling that they
were not transfers of present interests for
purposes of the annual exclusion.

The tax court held against the Service,
focusing on the legal right of the minor
beneficiaries to demand payment from the
trustee. In response to the Service’s
argument that annual exclusions should only
be allowed for powers of withdrawal held
by “primary beneficiaries,” the tax court
held that the Crummey case did not require a
powerholder to have a vested present
interest or a vested remainder interest in the
trust corpus in order that gifts subject to the
power qualify for the annual exclusion. The
court stated that the legal ability to exercise
their right of withdrawal, and not the
likelihood that the beneficiaries would do
so, was the test for determining whether a
present interest was received. Moreover, the
court held as irrelevant the decedent’s
tax-saving motives for giving the
grandchildren withdrawal powers.

Richard W. Miller

Calendar of Seminars and Events

¢ October 3-4, 1991 (Sponsored by

National Law Foundation) Annual
Fiduciary Tax Conference, Hotel
Pennsylvania, New York, New York,
Telephone: (302) 656-4757

October 3-5, 1991 (Sponsored by
ALI-ABA) Creative Tax Planning for
Real Estate Transactions in a
Depressed Market, Washington Vista,
Washington, DC, Telephone:
1-800-CLE-NEWS

October 7-8, 1991 (Sponsored by
National Law Foundation) The
Comprehensive Estate, Gift and Trust
Workshop, Omni Inner Harbor Hotel,
Baltimore, Maryland, Telephone: (302)
656-4757

October 9-12, 1991 (Sponsored by
Southern California Tax & Estate
Planning) 11th Annual Southern
California Tax & Estate Planning
Forum, Meridien Hotel, San Diego,
California, Telephone: (619) 696-6773

October 16-18. 1991 (Sponsored by
ALI-ABA) Third Annual Uses of
Insurance in Estate and Tax Planning,
The Omni Hotel, Charleston, South

Carolina, Telephone: 1-800-CLE-NEWS'

October 17-18, 1991 (Sponsored by
Washington State Bar - Estate Planning
Council of Seattle) Estate Planning
1991, Washington State Convention &
Trade Center, Seattle, Washington,
Telephone: (206) 448-0433

October 17-18, 1991 (Sponsored by
Practicing Law Institute) 22nd Annual
Estate Planning Institute, Omni
International Hotel, Orlando, Florida,
(Also in New York City, October 24-25,
1991; and San Francisco, November 7-8,
1991), Telephone: (212) 765-5700

October 24-25, 1991 (Sponsored by the
ABA) Health and Welfare Benefit
Plans, Washington Hilton, Washington,
DC, Telephone: (312) 988-6214

October 27-November 1, 1991
(Sponsored by Hawaii Tax Institute -
Chaminade University of Honolulu) 28th
Annual Hawali Tax Institute (Includes
Estate Planning 10/27-10/28), Hawaiian
Regent Hotel, Waikiki, Oahu, Hawaii,
Telephone: (808) 946-2966

November 12, 1991 (Sponsored by
National Business Institute)
Administration of an Estate in Oregon,
Columbia River Red Lion, Portland,
Oregon (at Eugene Hilton Inn on
November 14, 1991), Telephone: (715)
835-7909

November 18-22, 1991 (Sponsored by
American Law Institute) Planning
Techniques for Large Estates, Grand
Hyatt, San Francisco, California,
Telephone: 1-800-CLE-NEWS

December 18, 1991 - Tentative
(Sponsored by Washington State Bar)
How to Draft Wills and Other Estate
Planning Documents, Spokane Sheraton
(at Seattle Westin Hotel on December
20, 1991), Telephone: (206) 448-0433

January 1-2, 1992 (Sponsored by
National Law Foundation) Estate
Planning Seminar, Frenchman’s Reef
Hotel, St. Thomas, Virgin Islands,
Telephone: (302) 656-4757

January 6-10, 1992 (Sponsored by
University of Miami, Law Center) 26th
Annual Institute of Estate Planning,
Fontainebleau Hilton Resort & Spa,
Miami Beach, Florida, Telephone: (305)
284-4762

January 27-30, 1992 (Sponsored by
University of Southern California)
Institute on Federal Taxation, Beverly
Hills Hilton, California, Telephone:
(213) 740-2646

January 22-24, 1992 (Sponsored by
ALI-ABA) Basic Estate and Gift
Taxation and Planning, New Orleans,
Louisiana, Telephone: 1-800-CLE-NEWS
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