








CONGRESSIONAL DIVERSIONS

estate under section 2036(c), if either: (1) the original transferor trans-
fers all or any portion of his or her retained interest to anyone, or (2) the
original transferee transfers all or any portion of the transferred property
to a person who is not a member of the original transferor's family. 195

The first provision eliminates the advantages of disposing of one's
retained interest, by sale or gift, to avoid inclusion of the growth interest,
because the post-freeze appreciation in the growth interest will be cap-
tured by the gift tax at the time of disposition. The second provision has
a mixed effect. It does clarify the issue of whether the estate of the trans-
feror will pay an estate tax on the growth interest that has been already
transferred out of the family unit, and for which future appreciation con-
sequently will not continue to accrue. On the other hand, a deemed gift
by the original transferor is again created. In a simple Senate Report
example, the operation of the technical corrections is reasonably clear:

For example, assume that a person who holds all the preferred and
common stock in a corporation gives away the common stock while
retaining the preferred stock. If the transferor or transferee subse-
quently transfers all of his stock to a person outside the transferor's
family, the original transferor is treated as having made a gift with
respect to the common stock at that point in time. The amount of the
gift equals the fair m arket value of the common stock at the time of the
subsequent transfer reduced by the fair market value of the common
stock at the time of the initial transfer. The common stock will not
thereafter be included in the transferor's estate under section 2036(c)
or subsequently give rise to a deemed gift under the provisions. 196

If a limited life retained interest were used, 197 the expiration of the
retained interest, by its own terms, might not have been considered as a
transfer within the foregoing provisions. This loophole was immediately
spotted by persons analyzing the Revenue Act of 1987.198 The TAMRA
amendments responded by including "terminations, lapses, and other

195. See I.R.C. § 2036(c)(4) (amended 1988).

196. 1988 SENATE REPORT, supra note 131.

197. An example of a limited life interest is as follows (Example 5):

Parent recapitalizes CORP, receiving preferred stock and common stock. Par-
ent gifts the common stock to Children, retaining the preferred stock. The "pre-
ferred" stock, however, retains its preferred characteristics only for a given number
of years (hopefully the period of greatest appreciation for CORP), after which the
stock automatically converts into common stock.

Arguably, no transfer of the retained interest has occurred; instead, the preferred stock
has been converted by its own terms, and not by any action of the transferor.

198. As just one example, the author has a flyer of a planning firm which labeled this
structure as an estate freeze "without tax consequences under IRC Section 2036(c)." Manage-
ment Planning, Inc., Flyer, Estate Freezing Without Tax Consequences Under IRC Section
2036(c) (1988).
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changes in any interest in property of the original transferor or original
transferee,"'' 99 as subsequent transfers. 200

The statute's provision, that sales to family members will not be
deemed as for adequate and full consideration, departs from well-estab-
lished wealth transfer tax principles of what constitutes a gift. While
there is some precedent for treating related party dealings differently
than arm's length transactions, 20 1 it has been asserted that this provision
may unconstitutionally discriminate against sales to family members. 20 2

Singling out family transactions in this limited context probably does not
rise to the level of a constitutional infirmity, particularly in view of the
expansive reading given by the courts to the exercise of the power to
tax. 203

199. See I.R.C. § 2036(c)(4)(D)(iv) (amended 1988).
200. Transfers of portions of interests are addressed by the technical corrections, with the

proportionate amount transferred being treated as a gift and with the otherwise prevailing
treatment for the remainder. Referring to the common stock, preferred stock recapitalization
example, the explanation notes:

[I]f the transferor or the transferee subsequently transfers half of his stock to a person
not a member of the transferor's family, the transferor is treated as having made a
gift with respect to half of the common stock at that point in time, and that half is
not includible in his estate. If no later deemed gift occurs, the other half of the
common stock is includible in the transferor's estate.

1988 SENATE REPORT, supra note 131, at 5026.
201. See, e.g., I.R.C. § 267 (Supp. V 1987), which prohibits the recognition of a loss in a

sale or exchange between related parties.
202. See Covey, supra note 152. Professor Bittker, commenting on the family attribution

rules that apply absolutely to corporate transactions states: "Lacking, as they do, any mecha-
nism to relieve the taxpayer of attribution from relatives who are clearly independent or hos-
tile, it is surprising that the attribution rules have not been subjected to more political and even
constitutional attack." Bittker, Federal Income Taxation and the Family, 27 STAN. L. REV.
1389, 1462 (1975). See Bloch v. United States, 261 F.Supp. 597 (S.D. Tex. 1966), aff'dper
curiam, 386 F.2d 839 (5th Cir. 1967) (Court rejected, without discussion, the taxpayer's argu-
ment that the attribution rules are unconstitutional). See also Estate of Johnson v. Commis-
sioner, 42 T.C. 441 (1964) (the court rejected an argument that I.R.C. § 267 was
unconstitutional. However, the argument was not based on equal protection arguments, but
rather on a constitutional concept of gross income.).

203. Only one recent case has invalidated a tax statute on the basis of equal protection,
and it involved distinctions based on sex, a suspect class. See Moritz v. Commissioner, 469
F.2d 466 (10th Cir. 1972).

In determining the existence of a gift, for example, a distinction is made between arm's
length business transactions and all other transactions. Treas. Reg. § 25.2512-8 (1958) states
that a gift will occur to the extent "that the value of the property transferred by the donor
exceeds the value in money or money's worth of the consideration given therefor." The regu-
lation, however, provides for an ordinary course of business exception in which the relative
values of the transferred property and the consideration will not be scrutinized. Id. "... [A]
sale, exchange, or other transfer of property made in the ordinary course of business (a trans-
action which is bona fide, at arm's length, and free from any donative intent) will be considered
as made for an adequate and full consideration in money or money's worth." Id. This excep-
tion would not apply to a typical family gift situation. However, there have been several intra-
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The constitutional objections are further diluted by TAMRA
amendments that enable a family member to acquire an interest and limit
application of section 2036(c) if the purchase price was never received or
acquired, directly or indirectly, from the transferor for less than full and
adequate consideration in money or money's worth.2°4 The adjustment
for consideration paid by the transferee utilizes an exclusion based on the
relative value of consideration as compared with the value of the interest
that would otherwise be included in the estate of the transferor. 20 5 The

family transfers in which the courts have applied the ordinary course of business rule. See,
e.g., Estate of Friedman v. Commissioner, 40 T.C. 714 (1963); Messing v. Commissioner, 48
T.C. 502 (1967), acq., 1968-1 C.B. 2; Shelton v. Lockhart, 154 F. Supp. 244 (W.D. Mo. 1957).

Congress has the constitutional power to draw distinctions between classes of taxpayers
and transactions, only so long as the distinction is rationally related to an overall purpose. See
Keeler v. Commissioner, 70 T.C. 279 (1978); Grauvogel v. Commissioner, 47 T.C.M. (CCH)
1269 (1984); Sjoroos v. Commissioner, 81 T.C. 971 (1983). Professor Cooper originally pro-
posed a bona fide sale in the "ordinary course of business and without any significant donative
purpose" exception for sales in connection with freeze transactions. He would, however, cre-
ate a rebuttable presumption that sales to specified family members were donative in nature.
Cooper, supra note 12, at 239.

Because one cannot meaningfully separate a possible sale of the unfrozen interest from the
overall tax avoidance technique, the statutory presumption is necessary to preserve the efficacy
of the statute. This is particularly true because the freeze transaction could be structured such
that the growth interest would have a very nominal claimed value. The sale for adequate
consideration, which is a reasonable exception in other contexts, cannot be extended to this
statute because it would open an easy avenue for avoidance. The exception is narrowly drawn
and applies only to the estate freeze statute, a situation in which the sale would be an integral
part of the overall tax avoidance package. For example, in one case an irrebuttable presump-
tion was upheld because the expense and difficulties of individual determinations justified a
prophylactic rule. See Sakol v. Commissioner, 574 F.2d 694 (2d Cir. 1978), cert. denied, 439
U.S. 859 (1978). The court required a rational relationship between criteria set forth in the
statute and a legitimate congressional purpose. In that regard, an attempt to limit tax avoid-
ance was considered a rational purpose. But see Heiner. v. Donnan, 285 U.S. 312 (1932)(ir-
rebuttable presumption was held violative of due process). Consequently, it is wise that the
statute is conclusively drafted without presumptions of any kind. To propose that there is
discrimination between similarly situated taxpayers is based upon the premise that taxpayers
selling property outright to family members are engaged in a transaction that is essentially
similar to selling an unfrozen part of a freeze structure. Recognize that the term "outright" is
a little circular. To state the issue as "outright" sales as compared with freeze sales, is to first
assume that freeze interests are not separate property interests that can be bought or sold.
Drawing the line between sales of individual, simple interests and proscribed freeze transac-
tions is the fundamental issue which plagues the statute. On one pole is the corporate recapi-
talization; at the other is a sale or gift of the proverbial gift horse. Although one intuitively
seems more prone to tax avoidance than the other, perhaps we shy away from the complexity
of the one transaction. One cannot easily distinguish the underlying difference between the
transactions.

204. I.R.C. § 2036(c)(2)(B) (amended 1988).
205. The 1988 CONFERENCE REPORT provides the following example:

A parent owns all the common and preferred stock in a corporation worth $2 mil-
lion. After December 17, 1987, the parent sells to his child the common stock for $1
million not directly or indirectly received or acquired from the parent. If the parent
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Service has been directed to issue regulations that will tackle the difficult
question of whether the consideration was received from the
transferor.

206

2. Miscellaneous Amendments

a. Collection of Tax from Transferees

The Revenue Act of 1987 freeze provisions could operate to include
property in a transferor's estate, while ownership of the property and the
source of payment for the transfer taxes fell to another party. This prob-
lem was not confined to the freeze provisions and plagued all transfers
subject to section 2036. In TAMRA, Congress added a new section
2207B, which permits a recovery of the estate tax, and in some cases the
gift tax, from the recipient of the property.

continues to hold the preferred stock until his death, one half of the value of the
corporation is includable in the parent's estate.

1988 CONFERENCE REPORT, supra note 163, at 5136.
206. The 1988 CONFERENCE REPORT notes that, "The Secretary might, for example, ele-

vate the standard of proof for making such demonstration. Or, the Secretary might create a
presumption that consideration was received from gifts made by the transferor to the trans-
feree within a certain period of time." Id. Note that a clear waiting period will advantage
those taxpayers with the time for advance planning, and the wherewithal to make transfers in
their discretion. Notice 89-99, supra note 141, Part VII supplied restrictive guidelines for
determining if consideration is received from the transferor. Consideration furnished by the
transferee is presumed to come from property received or acquired from the transferor. Prop-
erty received from the transferor includes that received from the transferor's spouse. Proceeds,
gain, and income from property are deemed to be from the same source as the property from
which they are derived. Amounts borrowed from the transferor are deemed acquired or re-
ceived if pursuant to a "gift loan" described in I.R.C. § 7872(f)(3). A gift loan only arises if a
below-market loan is utilized so this could be satisfied by a loan utilizing the appropriate
I.R.C. § 7872 interest rate. Amounts borrowed from third parties are deemed received from
the transferor to the extent the transferee's repayment obligation is guaranteed or collateral-
ized by the transferor for less than full and adequate consideration in money or money's worth.
Further, to rebut the presumption the transferee must prove that (1) the transferee acquired
property from sources other than the transferor in amounts sufficient, considering only a rea-
sonable rate of growth, to enable the transferee to accumulate the consideration, and (2) the
tranferee's financial ability to furnish such portion of the consideration was not to any extent
dependent on the acquisition or receipt of property from the transferor during the three years
immediately preceding the disproportionate transfer. What an administrative nightmare!
Moreover, could not wealthy non-transferor family members, other than spouses, extend loans
or gifts to the transferee? President Bush reportedly got his start in the oil business with a
sizable loan from an uncle. It would appear that the ability to loan money to the transferee, at
the I.R.C. § 7872 rate creates a large loophole. If the new enterprise is truly profitable as
expected, loan repayments can be made out of the profits. If not, then a non-recourse loan
may mitigate this risk, disguising a gift loan intent.
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b. Adjustment for Changes in Corporate Structure

The statute requires "appropriate adjustments" to reflect extraordi-
nary distributions and other changes in the capital structure of the enter-
prise after the transfer.20 7 The legislative history states that some
adjustments may be required, for example, to reflect subsequent capital
contributions by the transferee. 208 The Conference Committee Report
suggests that the approach is a refinement of the overall adjustment for
consideration received from the transferee. 20 9

IV. Assessing the Statute's Impact on Existing Valuation
Limiting Techniques

The statutory language is by most accounts vague; the Service has
admitted as much.210 In its first interpretative announcement concerning
section 2036(c), Notice 89-99, 2 1 the Service has turned to meaning that
"can only be ascertained by reference to Congressional intent as reflected
in the statute's essential themes and underlying committee reports. '212

Although the Treasury has authority to issue regulations, that power is
not absolute. 21 3 The interpretations discussed in Notice 89-99 will need
to withstand scrutiny in the face of uncertain or undisclosed legislative
intent.

A. Preferred Stock Recapitalizations and Partnership Asset Freezes

The sole example provided in the Conference Committee Report for
the Revenue Act of 1987 was of a simple preferred stock-common stock

207. I.R.C. § 2036(c)(5) (amended 1988).
208. 1988 CONFERENCE REPORT, supra note 163, at 5136. This provision is subject to a

number of technical difficulties in interpretation beyond the scope of this article. For a discus-
sion, see Blattmachr & Gans, supra note 140, at 75-77.

209. The adjustment language is found in I.R.C. § 2036(c)(5), which states, "Appropriate
adjustments shall be made in the amount included in the gross estate by reason of this subsec-
tion for the value of the retained interest, extraordinary distributions, and changes in the capi-
tal structure of the enterprise after the transfer described in paragraph (1)." This provision
reflects a TAMRA amendment which expanded the prior I.R.C. § 2036(c)(5), which stated,
"In lieu of applying section 2043, appropriate adjustments shall be made for the value of the
retained interest." Id. The provision addressing consideration furnished by family members,
discussed supra notes 205-06 and accompanying text, is found at I.R.C. § 2036(c)(2). The
language of I.R.C. § 2036(c)(5) could be read as a general adjustment provision, rather than as
a refinement of the furnished consideration rule, although the few sentences in the Conference
Committee Report seem to be using the provision in the latter context. 1988 CONFERENCE
REPORT, supra note 163, at 5136.

210. See supra note 141.
211. See supra note 141.
212. Notice 89-99, supra note 141, Overview (B).
213. See supra notes 173-75 and accompanying text.
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corporate recapitalization. That type of transaction was clearly contem-
plated by Congress when drafting the statute. Additionally, in the 1987
Conference Committee Report, partnership asset freezes were also ex-
pressly included. 2 14

Under the pre-TAMRA statute, the focus of planners shifted to lim-
ited life freezes and inter vivos extrication from the freeze structure. 21 5

The TAMRA amendments answered the limited freeze with the deemed
gift provisions that apply to terminations of interests and probably in-
clude shifting equity interests. 21 6 Planners have been left with propor-
tional freezes that still present some limited benefits. 2 17 In addition, if a
business owner desires to transfer the ownership of a business while re-
taining control, the use of a combination of voting and non-voting com-
mon stock will be permitted. 21 8

214. The conference Committee Report provides:
For example, if, after December 17, 1987, a person who holds all the preferred and
common stock in a corporation transfers the common stock and retains the preferred
stock until his death, the common stock is includible in his estate. Likewise, a simi-
lar transaction undertaken by transferring a partnership interest with greater rights
to appreciation than the retained interest will result in the transferred interest being
included in the estate.

1987 CONFERENCE REPORT, supra note 131, at 2313-1742.
215. The partnership capital freeze would have become even more popular, as it may per-

mit a dissolution of the freeze structure without immediate income tax consequences. For
example, assume that a parent created a partnership capital freeze with the children holding
the growth interests. If gifting the parent's frozen interest to the children would trigger a gift,
not only of the value of the retained interest but of the amount includable under I.R.C.
§ 2036(c), the parent could instead cause a dissolution of the partnership. All of the partners
would receive in kind distributions of the partnership property, which they would hold in
various undivided proportions. Assuming that the "enterprise" continues, parent arguably
retains only a proportionate share of the income from or rights in the enterprise. The directive
to the Treasury to prescribe regulations to prevent avoidance expressly refers to "through
distributions or otherwise." I.R.C. § 2036(c)(8) (enacted 1988). The TAMRA Senate Report
expresses the concern that liquidating distributions could be used to avoid the freeze restric-
tions. In a corporate structure, dividends could be used to drain the corporation of value at
appropriate times e.g., before the death of the elder generation member. In particular, a distri-
bution "substantially equivalent to a liquidation" might be treated as a deemed gift of the
amount that otherwise would have been included in the transferor's estate. 1988 SENATE
REPORT, supra note 131, at 5028.

216. The House Report states:
Terminations, lapses and other changes in any interest in property of the transferor
or transferee are treated as transfers under the provision. For example, if a person
gives away common stock in an enterprise while retaining preferred stock which by
its terms retires in ten years, there is a deemed gift with respect to the common stock
at the end of the ten years.

1988 HOUSE REPORT, supra note 131 at 420.
217. See supra note 181 and accompanying text.
218. Notice 89-99, supra note 141, Part III, Example 17, addresses a dual stock structure.

The capital structure of the corporation in question consisted of 100 shares of non-voting
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B. Buy-Sell Agreements and Purchase Options

While some of the case law may suggest that the judicial scrutiny of
intra-family buy-sell agreements has been too liberal, 219 a more appropri-
ate response would be in the form of legislation specifically addressing
buy-sell agreements. The Staff of the Joint Committee on Taxation sin-
gled out a relative of the buy-sell arrangement, the long-term intra-family
purchase option, as an abusive valuation freezing technique in its De-
scription of Possible Options to Increase Revenues Proposal for the
Committee on Ways and Means. 220 At the time the staff produced its
report, the pro-taxpayer District Court decision in Dorn v. US.221 was
reportedly generating "near euphoria in the estate planning commu-
nity."' 222 At the time of the Conference Committee deliberations on the
Revenue Act of 1987, however, the Third Circuit Court of Appeals had
dampened tax planner enthusiasm with its reversal of -the lower court
decision.

223

Some commentators224 have suggested that the following Revenue
Act of 1987 Conference Committee Report language would exempt buy-
sell agreements, and arguably purchase options as well. The Committee
report stated, "[tihe provision only makes certain property includible in
the estate; it does not affect the valuation of such property for estate tax
purposes.

'
"225

common stock and 100 shares of voting common stock. The two classes of stock differ only
with respect to voting power. (Compare I.R.C. § 1361(c)(4) (Supp. V 1987), which permits
dual stock structures in an S corporation where there are only differences in voting rights
among shares of common stock).. On these facts, the Notice concludes that the transfer of the
non-voting stock to the sole shareholder's son does not give rise to a transfer of property
having a disproportionately large share of potential appreciation.

219. See supra note 102.

220. DESCRIPTION OF POSSIBLE OPTIONS, supra note 120, at 266.

221. 86-2 U.S. Tax Cas. (CCH), 13,701 (W.D. Pa. 1986). Mrs. Dorn gifted options to
acquire stock held in her personal portfolio to thirty-six of her children and grandchildren.
The options were nonassignable except by operation by law, and none were exercised prior to
her death. The District court held that Mrs. Dorn's taxable estate included only the exercise
price of the optioned stock, and not its fair market value. The effect was that all appreciation
arising after the grant of the options had shifted to the option holders. Id.

222. Abbin, supra note 11l, at 10.

223. Dom v. United States, 828 F.2d 177 (3d Cir. 1987). The appeals court found that no
bona fide business arrangement existed, and applied Treas. Reg. § 20.2131-2(h) (1958), disre-
garding the value depressing effect of the options for estate taxation purposes as "a device to
pass the decedent's shares to the natural objects of [her] bounty for less than adequate and full
consideration in money or money's worth." Id.

224. In discussions with legislative staff, Mr. Covey learned that the apparent intent of the
Committee Report language was to exclude buy-sell arrangements. See Covey, supra note 152.

225. 1987 CONFERENCE REPORT, supra note 131, at 2313-1742.
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The language might be construed as validating the existing valuation
approach applicable to buy-sell agreements and options. That interpreta-
tion is subject to question. The context of the passage is one of inclusion
under Internal Revenue Code section 2036(c). As a result, the statement
could mean that inclusion under section 2036(c) and valuation are not
mutually exclusive. The Treasury could assert that the freeze was inef-
fective, and the retained interest was not frozen. Alternatively, the
Treasury could assert that section 2036(c) does apply and the growth
interest is includable. Another possible reason for the inclusion of the
foregoing language might be to clear up any existing confusion remaining
from the House Ways and Means Committee's version of the 1987 stat-
ute, which addressed minority discount freeze issues by adopting a new
valuation section. 226

An existing TAMRA safe harbor does exclude options or other
agreements to buy or sell property at the fair market value of the prop-
erty as of the time the option is exercised. 227 Qualifying for the exemp-
tion would eliminate most of the estate tax valuation advantage
otherwise available with a buy-sell agreement. The Service has adminis-
tratively interpreted this exemption as not requiring a price determined
by appraisal. The Service will consider a buy-sell agreement as qualify-
ing for the exception if the sales price is determined under a formula,
based on currently acceptable valuation techniques, that reasonably can
be expected to produce a result that approximates the fair market value
of the property at the time the sale is consummated. 228

The fundamental question remains as to whether buy-sell agree-
ments are even properly the subject of section 2036(c). An ominous neg-
ative inference was created by the 1988 House Ways and Means
Committee Report's use of a buy-sell agreement in its example of qualifi-
cation under the safe harbor.229 However, the House Ways and Means
Committee description of its version of TAMRA stated that the safe

226. See supra notes 123-27 and accompanying text. TAMRA also affected the valuation
of property interests such as annuities, life estates, remainders, and reversions through the
addition of I.R.C. § 7520, which prescribes actuarial tables more closely tied to prescribing
interest rates,

227. See supra note 157.
228. Notice 89-99, supra note 141, Part V(E). A good faith buy-sell agreement that adopts

a formula generally recognized as suitable to the valuation of the type of property involved and
acceptable in arm's-length negotiations taking place at the time the agreement is executed
meets the safe harbor. A bona fide agreement exclusively among persons who are not members
of the same family meets such requirements. Example 26 of the Notice concludes that a
formula based on book value is not an acceptable valuation method for valuing a real estate
investment venture. Both parties to the agreement were family members.

229. See 1988 HousE REPORT, supra note 131, at 427.
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harbors do not create an inference as to the treatment of transactions
falling outside of them. 230 The Service has asserted that, "by reasonable
inference," the safe harbors illustrate the types of arrangements that, if
ineligible for the safe harbors, are within the scope of the statute. 231

One could argue that if an elder generation member agrees to sell his
or her interest in the enterprise to younger family members for a fixed
price, the statute might apply. In this scenario, the elder generation
member clearly held an interest in the enterprise. By obligating himself
or herself to the agreement, the elder generation member transferred a
property right to the younger generation. If the purchase price was fixed,
that is, not based on an appraisal or on a formula reflecting future appre-
ciation, a disproportionately large share of potential appreciation in the
enterprise would be transferred to the younger generation.

Under the Revenue Act of 1987 language, as applicable to the pre-
ceding example, the retention of a disproportionately large share of in-
come or rights in the enterprise might not have been satisfied. If viewed
as of the time of execution of the agreement, and in the absence of any
consulting agreement or other special rights, it would be doubtful that
the elder generation had retained such an interest. Moreover, in a tradi-
tional mutual buy-sell agreement, where the younger family members are
also obligated to sell to the elder generation if certain events occur, the
argument is even stronger that all parties have given something up and
received something in return, and that no disproportionate retention of
rights in the enterprise has occurred with respect to any party. If the
probability of the occurrence of the elder generation's death or other
buy-sell triggering event is so much greater than that attributable to the
younger generation, it would seem that the younger generation, if any-
one, has greater or disproportionate rights in the enterprise. TAMRA's
deletion of the retention of a disproportionately large share of income or
rights in favor of a simple retention of an interest in the income or rights
in the enterprise,232 however, makes an easier case for application of the
statute.

230. Id. at 424.
231. Notice 89-99, supra note 141, Overview (B). In footnote 2, the Service noted that it

"rejects the suggestion of some commentators that the quoted statement requires it to disre-
gard the exceptions in delineating the statute's scope because the suggestion implies that Con-
gress either did not know what it intended or added the exceptions as a meaningless
appendage." Id.

232. See supra notes 185-89 and accompanying text.
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C. Installment Sales

The installment sale of property can achieve an estate freezing ef-
fect,233 and the valuation freeze limitations can therefore apply. In such
a situation, there has been a transfer of property to the younger genera-
tion. Because the sale is to a family member, the statute still prospec-
tively applies even if the price is fair, subject to the supplied
consideration adjustment. 234 If a fixed price is used, which would usually
be the case in a family situation, where limiting estate values is a desire of
the parties, the future appreciation in the enterprise has been transferred
to the younger generation.

Under the Revenue Act of 1987, the pivotal question was whether
the elder generation had retained a disproportionately large share of the
income or rights in the enterprise. If the elder generation were permit-
ted, in a corporation, for example, to hold the shares as collateral for the
purchase money obligation, to vote on major corporate decisions (even if
only upon a monetary default), and were paid a guaranteed fixed interest
rate, one could come very close in substance to the position of a preferred
shareholder. The TAMRA amendments did not directly resolve the con-
fusion, 235 but in a practical sense, had likely eliminated many installment
sales from the statute's application. First, if the consideration for the
purchase comes only from the purchasing party, the new consideration
rules should exclude a portion of the property from the seller's estate. 236

Second, the installment obligation itself could be structured to fall within
the prescribed debt safe harbors. 237

233. See supra note 99 and accompanying text.
234. See supra notes 192-215 and accompanying text.
235. The Service-has taken the position that installment sales are subject to the statute.

Notice 89-99, supra note 141, Overview (B).
236. See supra notes 204-06 and accompanying text. A self-cancelling installment obliga-

tion would, however, detract from this result because the consideration would probably be
deemed to come from the transferor. The Service has asserted that such an obligation also fails
the qualified debt safe harbor. See Notice 89-99, supra note 141, Part V(C).

237. See supra note 157. The TAMRA Senate Report offers the example of a shareholder
whose common stock is redeemed in exchange for qualified debt and retained no other interest
in the enterprise. 1988 SENATE REPORT, supra note 131, at 5031. The Report concludes that
I.R.C. § 2036(c) does not apply so long as the former shareholder holds only qualified debt.
Example 24 of Notice 89-99, supra note 141, presents an installment purchase of corporate
stock. The retention of interest issue is addressed by direction to the debt safe harbors.
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D. Sales of Remainders and Private Annuities

1. Sales of Remainders

The sale of a remainder 238 was likely subject to the Revenue Act of
1987 statute, a conclusion in which the Service has concurred. 239 The
remainder interest that captured future appreciation enjoyed a dispropor-
tionate share, if not all, of future appreciation in the enterprise. The life
income interest retained by the seller was retention of a disproportionate
share, if not all, of the income from the enterprise. The sale of remainder
apparently continues to be subject to the statute, but the consideration
rule added by TAMRA would tend to mitigate the effect of the statute,
particularly if the value of the remainder is significant. 240

2. Private Annuities

The private annuity is akin to the sale of a remainder, 241 but formal-
istically at least, the structure is different. In this type of arrangement,
the elder generation/transferor parts with all interest in the enterprise
outright for an annuity obligation, which is, in effect, a separate contrac-
tual promise. The statute should not apply to these arrangements if the
annuity is not considered an interest retained in the enterprise. In that
regard, the annuity probably cannot be secured by the property sold, and
usually would not be for income tax reasons.242 Despite these formal
distinctions, the Service has asserted that private annuities are subject to
section 2036(c). 24 3

The TAMRA amendments are of mixed effect as applied to the pri-
vate annuity. Even if the private annuity could be considered a debt obli-
gation, the debt safe harbor provisions probably cannot be satisfied
definitionally. On the other hand, if the statute would otherwise apply to
private annuities, the provided consideration rule could limit the appreci-
ation attributed to the transferor. 244

238. See supra note 100.
239. Notice 89-99, supra note 141, Overview (B).
240. See supra notes 204-06 and accompanying text. See also Jones, supra note 139.
241. See supra note 101.

242. See 212 Corp. v. Commissioner, 70 T.C. 788 (1978); Estate of Bell v. Commissioner,
60 T.C. 469 (1973).

243. Notice 89-99, supra note 141, Overview (B).
244. See supra notes 204-206 and accompanying text.
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E. Grantor Retained Income Trusts

The grantor retained income trust 245 perhaps avoided the out-
stretched net of the Revenue Act of 1987. However, under TAMRA the
lapse of the retained income interest by its own terms will be treated as a
transfer by the settlor for purposes of the deemed gift provisions. 246 The
termination of the grantor's income interest will be considered such a
deemed gift unless the exception for "qualified trust income interests"
applies. Under this exception, the freeze provisions will not apply to a
trust if the retained right to income does not exceed ten years, the person
holding the right is also the transferor of the property to the trust, and
the transferor is not the trustee. 247 The Service has stated that the gran-
tor-retained income trust is otherwise subject to the statute. 248 However,
the Service has indicated that a contingent reversion or general power of
appointment held by the transferor will not invalidate use of the safe
harbor exception, if the value of the interest is insubstantial relative to
the value of the retained interest in income. 249

F. Joint Purchase of Split Interests and New Enterprise Formation

1. Joint Purchases

If the elder generation and the younger generation each use their
separate funds to purchase a jointly held interest, the statute should not
apply. Each party is contributing money, which by itself should not be
considered an enterprise, 250 to acquire an enterprise, and the elder gener-
ation member has therefore neither held nor transferred an interest in an
enterprise. If the elder generation member gifted the funds for the
purchase to the younger generation member as part of the overall trans-
action, the estate tax consequences are placed in greater jeopardy. 25I The

245. See supra note 104.
246. See supra notes 197-98 and accompanying text.
247. I.R.C. § 2036(c)(6) (enacted 1988)
248. Notice 89-99, supra note 141, Overview (B).
249. Notice 89-99, supra note 141, Part V(B). For this purpose, the Notice considers a

contingent reversion or general power of appointment to be insubstantial if its value does not
exceed twenty-five percent of the value of the retained income interest, determined without
regard to the value of the reversion or power.

250. See supra note 152.

251. See, e.g., Gordon v. Commissioner, 85 T.C. 309 (1985). One might argue that even in
this situation, the elder generation member is gifting money and not an interest in the enter-
prise. That argument, however, gambles with the propensity of courts to apply the step trans-
action doctrine. If the gift of the funds is part of an overall plan to acquire the split interests,
there seems to be no reason, other than respect for formalities, to validate this transaction.
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Service has asserted that the joint purchase of split interests is subject to
section 2036(c).252

2. New Enterprise Formation

Formation of a new enterprise presents similar issues. If all of the
founders are contributing cash to a new enterprise, the statute should not
apply because no generation member held an interest in an enterprise, or
transferred such an interest. This scenario is to be contrasted with the
creation of a family holding company, where the statute should apply if
the elder generation is simply rebottling existing enterprises into a new
ownership vessel, thereby transferring the growth interests to the
younger generation in the process. 25 3

The formation of the new enterprise, however, might be subject to
the statute, even with cash exclusively, if one expansively applies the "in
effect transfer" language. One could argue that the elder generation's
acquiescence in receiving preferred stock upon incorporation would re-
sult in an "in effect transfer" of a disproportionately large share of poten-
tial appreciation in the enterprise where, for example, common stock
goes to the younger generation. In the absence of bona fide business rea-
sons for acquiring solely preferred stock, most founders would presuma-
bly want some common stock, preferred stock or debt enjoying liberal
conversion rights, or warrants if estate tax avoidance factors were
ignored.

Even if the foregoing argument is valid, it ignores the statutory lan-
guage, which requires that a person first hold "a substantial interest in an
enterprise." Because this requirement is not prefaced with "in effect" or
direct or indirect language, it would be difficult to argue that the elder
generation in effect held a substantial interest in an enterprise, and then
in effect transferred a portion of it.254 The Service has rejected this inter-

252. See Notice 89-99, supra note 141, Overview (B). It is questionable whether much
comfort can be derived from the Conference Committee's rejection of the 1988 House bill
provision, which would have clearly restricted split purchases. See supra notes 158-63 and
accompanying text.

253. This would be the result under the TAMRA Conference Committee Report. See
supra note 163 and accompanying text.

254. One could argue that the holding of a substantial interest is met by receiving the
preferred stock and that the interest in effect transferred need never have been held by the
transferor, so long as the transferor through any means held a substantial interest in the enter-
prise. Even under such a confusing construction, the formation of a family capital corporation
would still be covered because the elder generation held an interest in the prior enterprise.
Arguably, the purpose of the statute is more frustrated by the recapitalization, holding com-
pany formation, and other estate tax avoidance motivated restructuring of an established en-
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pretation, arguing that the statute applies. 255 The Service's treatment
rests upon the assumption that a transferor hypothetically acquires a
share of every interest and right in the enterprise in proportion to the
value of the loan or capital contribution in comparison with the value of
the enterprise after the transaction. If rights are disproportionately allo-
cated, a transfer has occurred. 256

G. Summarizing the Effect of the Legislation in Application

The estate valuation freeze limitations, as amended, are subject to
avoidance by those who are most capable of estate tax avoidance; not the
pioneer entrepreneurs, but those with extensive business expertise, con-
nections, and cash from prior established enterprises. If the younger gen-
eration is inexperienced in business, it would typically not be a taxable
event if one generation transfers to another, a business or investment tip

terprise that already has, or is preparing to, take off. This is to be contrasted with the
formation of an untested and unproven new enterprise which is untested and unproven.

On the other hand, if the younger generation is comprised of infants or other parties
unable or unwilling to participate in the business, it is unclear why appreciation in an untried
business is more desirable for an estate tax exemption than appreciation from an established
business. Granted, the estate tax avoidance in an established business is much more tangible
and predictable, and one might argue that fewer restrictions should be placed on new en-
treprenurial endeavors as compared with mature enterprises. However, if the dividing line is
existing enterprises and new enterprises, there must be some basis on which one separates
related businesses. That is, if the elder generation takes his or her expertise in oil, computers,
perfumes, or dry cleaning, for example, and cash, and establishes a new separate and distinct
business in another state or another country, is the new business a "new" enterprise or an
extension of the old.

The distinction between "old" and "new" businesses, compared with simple enlargements
of existing businesses, fostered litigation in the area of divisive corporate reorganizations. See,
e.g., Estate of Lockwood v. Commissioner, 350 F.2d 712 (8th Cir. 1965), where the issue was
whether a new Maine corporation was a new business, or an outgrowth of the existing business
that was active in Colorado, Idaho, Nebraska, North Dakota and Wisconsin. See also Boett-
ger v. Commissioner, 51 T.C. 324 (1968). The Service recently issued regulations that elimi-
nate the geographical distinctions, and broadly construe all operations as one business so long
as the new activities are in the same line of business. See Treas. Reg. 1.355-3(b)(3) (1989).

255. Notice 89-99, supra note 141, Part III(C)(3). The Service notes that the argument
"assumes a temporal element that is not apparent'in the wording. As written, the statute
requires only that the transferor's substantial interest exist at the time of the transfer." Id., n.
24. (emphasis in original). Recognizing that one.cannot gain a great degree of comfort from
closely parsing a statute that is so vaguely worded, the Service's position does eliminate con-
trivances exalting form in defeat of the statutory themes. The problem is that this particular
issue goes to the heart of the statute and the confusion as to what its theme is.

256. Example 15 of Notice 89-99, supra note 141, demonstrates this concept, but in the
situation of an existing enterprise owned by a child, to which the parent is contributing funds
in exchange for preferred stock. The existing enterprise versus new enterprise distinction per-
haps exalts the temporal nature of matters. In this case, the son could have created the enter-
prise as the sole owner, one minute before the subsequent capital contribution by father.
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or lead that is more an expectancy than an identifiable property right.257

Although the qualified start-up debt safe harbor of the TAMRA amend-
ments purports to address transferred goodwill, 258, it can be easily cir-
cumvented if the younger generation member can otherwise obtain funds
through family gifts, other means, or family loans structured around the
other debt safe harbor which does not contain such restrictions. 25 9

With the extremely wealthy families and successful businesses de-
scribed in Professor Cooper's article, the TAMRA safe harbors render
the statute largely ineffective. These families have the funds for loans to
their younger generation members, and with established businesses, the
repayment can certainly be made within the safe harbor time periods.
Although the regulations interpreting the supplied consideration test
have not been issued,, any attempt at imposing a definite time period for
determining direct or indirect transfers of consideration can be most
readily avoided by those individuals with alternate non-transferor family
sources of funds or the waiting time that wealth can allow.260 With the
debt safe harbors and supplied consideration rule acting in concert, to-
gether with the special safe harbor for short-term trusts, the amended
legislation clearly limits only the standard corporate recapitalization or
multi-class partnership, just one of the many freeze devices. Ironically,
the most restrictive treatment was reserved for the business buy-sell ar-
rangement; the structure for which application of the original version of
the statute was most vague and which structure is probably most applica-
ble to small and intermediate-sized family businesses, rather than en-
trenched fortunes.

It is the author's conclusion that the new legislation is a response to
a concern that was admittedly notorious, at least in academic and practi-
tioner circles, but was not a source of great untapped revenue. 261 Faced
with the difficulty in drafting an effective statute, and in view of the nu-
merous exceptions introduced by TAMRA, it is questionable whether

257. The most widely discussed example is that of the family which produces Est6e
Lauder perfumes. Reportedly, the new lines of products are commercially exploited by corpo-
rations primarily owned by the younger generation, such that over time the entire business,
with the natural attrition created by changes in consumer taste, will shift to the younger gener-
ation. Cooper, supra note 12, at 176. Another popular example was provided by former Presi-
dent Nixon's dealings with his daughter, Patricia, in which Patricia was made part of a very
successful Florida land venture promoted by a friend of Mr. Nixon. See S. SURREY, P. MC-
DANIEL & H. GUTMAN, supra note 2, at 926-27.

258. See supra note 157.

259. Id.

260. See supra note 206 and accompanying text.

261. See supra note 131.

Fall 1989]



UNIVERSITY OF SAN FRANCISCO LAW REVIEW

the statute will touch Professor Cooper's elite few. 262 With TAMRA,
Congress has repeated its established pattern of amending a comprehen-
sive statute to the point that it becomes applicable to none but the foolish
or those without the financial resources needed for effective avoidance
measures.

Conclusion

The estate valuation freeze techniques stretched the law that existed
prior to the Revenue Act of 1987. Even assuming that the technical as-
pects of the new legislation are clarified, it is difficult to optimistically
predict a successful curbing of many of the available techniques. More-
over, the TAMRA amendments may have reduced the statute to a com-
plex, yet ineffective piece of legislation. In light of the modest estimated
revenue gains from the statute, Congress might be well-advised to shift
its focus to raising revenues and overall simplification. A number of al-
ternatives are available. The missing ingredient, however, is a change in
public and congressional attitudes about reforming wealth transfer
taxation.

262. Professor Cooper received an estimate that only 2,400 persons had wealth in excess of
$10 million. Cooper, supra note 12, at 205. 1982 estimates indicated that 32,000 persons had a
net worth in excess of $5 million, while the number in the $1 million to $5 million range was
almost 376,000. U.S. INTERNAL REVENUE SERVICE, STATISTICS OF INCOME BULLETIN,

Winter 1984-85, reprinted in U.S. DEPARTMENT OF COMMERCE, BUREAU OF THE CENSUS,

STATISTICAL ABSTRACT OF THE UNITED STATES, TABLE No. 723 (108th ed. 1988). During
1986, only 900 estate tax returns were filed that reported gross estates in excess of $5 million.
See U.S. INTERNAL REVENUE SERVICE, ANNUAL REPORT OF THE COMMISSIONER AND

CHIEF COUNSEL OF THE INTERNAL REVENUE SERVICE, reprinted in U.S. DEPT. OF COM-

MERCE, BUREAU OF THE CENSUS, STATISTICAL ABSTRACT OF THE UNITED STATES, TABLE

No. 486 (108th ed. 1988). Only 345 of the returns filed in 1985 reported a gross estate in
excess of $10 million. STATISTICS OF INCOME, supra note 77.
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