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IRS Finalizes New Adequate Disclosure
Requirements for Valuations
Filed with Gift Returns

The IRS’ proposed Gift Tax Adeguate Disclosure Rules were finalized on December
3, 1999 after much private and public discussion. The finalized regulations (Section
65010e)9)) set forth rules regarding the following issues: 1) a new statute of limita-
tions period for adequately disclosed gifts, 2) a definition of what constitutes adequate
disclosure and 3) very specific requirements for appraisals submitted to satisly the
adequate disclosure requirement,

The Treasury and the IRS maintain that the adequate disclosure rule was intended 1o
enable the IRS w more efficiently identify the returns that should be examined. Perti-
nent sections of the new regulations are
highlighted below.

m
Using the services of an
experienced and qualified
business appraiser will decrease
the likelihood of further
examination by the Service
————eeeee—eee————

Statute of Limitations for Revaluing
Gifts. According to the final regulation,
the new statute of limitation for assess-
ment of gift tax is three years from the
ume the return is filed as long as ad-
equate disclosure rules are met or satis-
fied. Before the Tax Reform Act of 1997 the IRS could revalue a gift at any time after
the filing if the donor did not pay a gift tax for that particular gift (this circumstance
would occur if the donor used a portion of their unified credit). In addition, the Tax
Court held that a gift could be revalued for purposes of computing the decedent's
estate,  In other words, gift tax revaluation was open-ended at the Service's discretion,
and could cccur many vears after a gift had been made.

Be aware that if the IRS challenges the valuation during the limitation period, the
laxpayer's opportunity (o contest it also ends with the limitaton period. Thus, it1s
important to be aware of the limitation perod and to take action swiftly if there is an
indication that the IRS may challenge the appraisal.

Adequate Disclosure of Transfers of Property Reported as Gifts - IRC Section
J0L.6501-1(N(2). Adequate disclosure, according to the finalized regulations, will
be met if the taxpayer attaches to the return a statement that contains the following
information (quoted from the final regulation, IRC Section 301.6501-1(02));

{Conttinued on Page 2)

“Church vs.
State”

Victory
for the Taxpayer

On January 18, 2000, the U.S.
District Court for the Western Dis-
trict of Texas issued an opinion,
resulting from a bench trial, in the
first limited partnership case to be
tried in federal court. The Plaintiff
had asked for a refund of estate wxes
they arpued were wrongfully as-
sessed and collected,

Timeline, On October 22, 1993,
Elsie Church and her two children,
Marshall Miller and Mary Elsie
MNewton, executed an agreement that
resulted in the formation of Stumberg
Ranch Parmers Lid. (the "Parmer-
ship” or "Stumberg") under Texas
limited partnership law, On October
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{i) A description of the transferred
propeny and any consideration
received by the transferor,

(ii) The identity of, and relationship
between, the transieror and each
transferee,

{111} The tax ID number and a brief
description of the terms of any trust
or a copy of the tust instrument.

(iv} A detailed description of the
method used to determine the fair
market value of property trans-
ferred, including any financial
data that was utilized in determin-
g the value of the interest, any
restrictions on the transferred
property that were considered in
determining the fair market value
of the propenty, and a description
of any discounts claimed in
viluing the property.

In the case of a transfer of an
interest that is actively traded on
an established exchange, such as
the NYSE, the American Stock
Exchange, the NASDAQ, or a
regional exchange in which
quotations are published ona
daily basis, including recognized
foreign exchanges, recitation of
the exchange where the interest is
Tisted, the CUSIP number of the
security, and the mean between
the highest and lowest quoted
selling prices on the applicable
valuation date will satisfy all of
the requirements of this para-
graph (T(2Wiv).

In the case of the transfer of an
interest in an entity (for example,
4 corporation or partnership) that
is not actively traded, o descrip-
tion must be provided of any
discount claimed in valuing the
interests in the entity or any assets
owned by such entity, In addition,
if the value of the entity or of the
interests in the entity is properly
determined based on the net value
of the assets held by the entity, a
statement must be provided
regarding the fair market value of
100 percent of the entity (deter-
mined without regard to any
discounts in valuing the entity or
any nssets owned by the entity},

(v}

the pro rata portion of the entity
subject to the ransfer, and the
fair market value of the trans-
ferred interest as reported on the
return., If 100 percent of the value
of the entity is not disclosed, the
taxpayer bears the burden of
demonstrating that the foir market
value of the entity is properly
determined by a method other than
a method based on the net value of
the assets held by the entity.

If the entity that is the subject of
the transfer owns an interest in
another non-actively traded entity
(either directly or through owner-
ship of an entity), the information
required in this parmgraph
(N(2)iv) must be provided for
each entity if the information is
relevant and material in determin.
ing the value of the interest.

A statement describing any
position taken that is contrary to
any proposed, temporary or final
Treasury regulations or revenue
rulings published at the time of
the transfer.

Submission of Appraisals in Lieu of
Information Required under Para-
graph 301.6501(f)( 2)(iv). The re-
quirements noted in item (1v) above
can be cumbersome for the typical
taxpayer. The good news is that the
final regulations allow the atachment
of a business valuation repon o sansfy
item (iv), Following is a list of re-
quirements for the appraisal and the
appraiser (quoted from the final regula-
tion, IRC Section 301.6501-1(f 3))x

(1)

The appraisal 15 prepared by an
appraiser who satisfies all of the
following requiremenis:

(A) The appraiser is an individual
who holds himself or herself
out to the public as an ap-
praiser or performs apprais-
als on a regular basis,

(B) Because of an appraiser's
qualifications, os described in
the appraisal that dewils the
appraiser’s background,
experience, education, and
membership, if any, in pro-
fessional appraisal associa-



tions, the appraiser is quali-
fied to make appraisals of the
type of propeny being valued.

(C) The appraiser is not the donor
or the donee of the property
or a member of the family of
the donor or donee, or any
person employed by the
donaor, the donee, or a mem-
ber of the family of either.

(2} The appraisal contains all of the
following:

{A} The date of the transfer, the
date on which the transferred
property was appraised, and
the purpose of the appraisal,

{B} A description of the property.

(C} A descniption of the appraisal
process employed,

D

-

A description of the assump-
tons, hypothetical condi-
uons, and any miting
conditions and restrictions on
the transferred property that
affect the analyses, opinion,
and conclusions,

(E) The information considered
in determining the appraised
vilue, including in the case
of an ownership interestin g
business, all inancial data
that was used in determining
the value of the interest that
is sufficiently detailed so that
another person can replicate
the process and armive at the
appraised value.

(F) The procedures followed,
and the reasoning that sup-
ports the analyses, opinions,
and conclusions.

{G) The valuation method uti-
lized, the rationale for the
valuation method, and the
procedure used in determin-
ing the fair market value of
the asset trans ferred.

{H) The specific basis for the
valuation, such as specific
comparable sales or transac-
tions, sales of similar inter-

{Continwed on Page 4, Column 3)
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{Continued from Page 1)

24,1993, Elsie Church died suddenly
of cardiopulmonary collapse, Two
days after Mrs, Church’s death, Octo-
ber 26, 1993, the Centificate of Lim-
ited Partmership was filed with the
Office of the Texas Secretary of Siate.

On July 25, 1994, the Estate of Elsie
Church filed its return, valuing her
limited partnership interest in
Stumberg at 561708, The IRS
served a notice of deficiency of
$212,000, plus interest. On April 8,
1696, the Estate paid a total of
$230,004), On June 26, 1997, the
Estate filed a lawsuit seeking a refund
of this payment after the IRS denied
its claim earlier in the year,

Facts, Stumberg Ranch Parners Ltd.
wits formed for two purposes. First,
the partners wanted to consolidate their
undivided interests in a family ranch in
order to centrally manage their hold-
ings and preserve the ranch as an
ongoing enterprise. Mrs, Church's two
children actively managed the ranching
operation. Second, Mrs. Church
wanted 10 protect her assets against
creditors in the event of a catastrophic
tort claim against her. Mrs. Church
and each of her children were limited
partners. The general partner was
desipnated as Stumberg Ranch L.C,
which was to be owned by Marshall
and Newton equally.

Capital contributions to the Partnership
consisted of each limited parmer’s
undivided interest in the ranch and 51
million in marketable securities held by
Mrs, Church in a Paine Webber ac-
count. The undisputed value of the
interest in the Ranch contributed by
Mrs. Church was $380,000, while her
children's interests were $233,000,

The partnership agreement allocated
profits or losses from the ranch opera-
tions in proportion o the interests

3

contributed by the partmers. Ninety-nine
percent of the mxable income from
securities was allocated to Mrs. Church.
Essenually, Stumberg was a pro ram
parmership because profits, losses and
income were allocated in propertion to
each prartner's capital contribution.

Arguments. At inal, the Service
advanced several arguments in sup-
port of their denial of a refund of
estate taxes, First of all, the Service
argued that the partnership was not
valid because the paperwork was not
complete at the time of death and was
formed in contemplation of Mrs,
Church's death. The court disagreed
because medical facts indicate there
was no contemplation of death. In
addition, the court cited the incom-
plete paperwork as an indication that
no one involved had considered the
potential for Mrs. Church’s death.

The Service also argued that the
parmership was formed solely 1o
reduce Mrs, Church's taxable estate,
The court disagreed and recopnized
that the partnership was formed for
the two valid reasons noted above.

The Service suggested that the Part-
nership was simply a means of trans-
ferring property to family members
for less than full consideration. The
government contended the difference
between the fair market value of the
assets Mrs. Church contributed to the
Partnership, $1.5 million, and the
value of her Partnership interest,
5617000, should be txed as a gift.
The court rejected this argument,
indicating that Mrs, Church received a
partnership interest proporiional to the
contributions and partnership interests
of the other partners and there was no
evidence that anyone experienced a
financial benefit or increase in wealth,

The Service continued by claiming that
securities held in the Paine Webber

{Continned on Page 4, Column 1)
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account had not been conveyed to the
Pannership since only Mrs. Church’s
name appeared on the account several
months after its formation; therefore,
the estate should be txed on its $1
million value. The court disagreed,
stating that well-established law directs
judicial attention to intent of the par-
ties, not legal title, when determining

ownership of property.

Finally, the Service contended that the
valuation of the partnership interest
should not consider restrictions on sale,
which would reduce value, contained
in the pantnership agreement. The
court rejected this indicating that there
is nothing in the legislative history of
the estate tax sugpesting Congress
wanted to address restrictions on sale/
assignment of partnership interests.
Rather Congress (Section 2703) indi-
cated that riphts and restrictions like
below-market buy-sell agreements and
options that artificially depress the fair
market value of a taxable property
should be disregarded because they are
not inherent components of the prop-
eny itself,

Opinion. Rejecting all the arguments
put forth by the Service, the court
granted the estate a full refund based

on the value advanced by its business
vialuation expert. The government did
not present an alternate valuation
opinion.

Conclusion. This case is interesting
because the taxpayer scored a com-
plete victory in that none of the
govemment's arguments against the
validity of the Partnership or the
appropriate taxation of the Partnership
interests were accepted. However,
readers should be cautioned that
Jjudicial aceeptance of this partnership
does not mean any limited partnership
will be accepted for estate wx pur-
poses. That determination is very
fact-specific.

It should also be noted that part of the
reason this opinion might be charac-
terized as a "axpayer viclory” re-
sulted from the absence of n "battle of
the experts”. Many times, it seems
that judicial opinions seem to "split
the baby” when determining the value
of a business interest between vanous
expert opinions. The estate received
its full praver for relief in this case
because the government offered no
alternative valuation. ¢
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New Adequate
Disclosure
Requirements
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ests, asset-based approaches,
merger-acquisition transac-
tions, ete,

Conclusion. The final regulations
shauld be reviewed carefully by tax-
payers and their advisors to determine
the appropriate filing strategy for any
gift ransfer. Under these new rules,
taxpayers have an added incentive to
file adequate disclosure, especially on
those pifts that ore difficult 1o value in
years when a portion of the unified
credit is being used or an annual
exclusion may precede a death. Using
the services of an experienced and
qualified business appraiser will de-
crease the likelihood of further exami-
nation by the Service. To discuss your
needs for o high quality, credible
appraisal or to discuss an appraisal
issue in confidence, give us a call,

A copy of the final adequate
disclosure regulations may be ob-
tained on the internet at:
www.access. gpo.govisu_docs, ¢
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