














672 SECTION OF TAXATION

amount of the distributee’s stock occurs in year two, or in some sub-
sequent year, the amount realized from the redemption effectively is a
replacement of the funds which were used by the distributee in making the
estate tax payment in the earlier year. There seems little reason to provide
coverage for redemptions made shortly prior to a tax payment, but not to
provide it if the redemption occurs afterwards.

The fact that a payment was made prior to a redemption suggests that
the distributee had sufficient funds available to make the payment and did
not need the redemption proceeds for that purpose. There are several
reasons why that consideration should not prevent the redemption from
qualifying for coverage under the savings clause. First, in some cases, the
distributee will not have had sufficient funds available, but will have bor-
rowed the money needed to pay the tax. Using the proceeds from the sub-
sequent redemption to repay the loan is essentially the same as using the
proceeds to pay the tax itself. Second, there is no requirement in section
". 303 that the proceeds of a redemption be traced to the funds actually used
to pay the tax. It is sufficient for the purposes of section 303 that the dis-
tributee is liable for the tax payment.'®3 Section 6166 does not require a
tracing of funds to qualify for the savings clause, but it does require a
matching of redemption proceeds and tax payments. The apparent reason
for requiring this matching of receipts and payments is to preclude a de-
ferral of estate tax payment for more than a short time after the redemp-
tion proceeds were received. If the tax payment is made before the re-
demption, the deferral of that part of the tax obligation will be terminated
even sooner than if made after the redemption.

163 There is a provision restricting section 303 treatment of a redemption occuring more
than four years after the decedent’s death to the amount of payment of estate tax made
within one year after the redemption. I.R.C. § 303(b)(4). In 1976 Congress extended the
period during which section 303 redemptions could be made from the then-existing four-year
period to a period that covered the time during which estate tax payments were deferred
under section 6166. I.R.C. § 303(b)(1}(C). The obvious purpose of this extension was to
permit the estate to utilize gradual redemptions of stock as a source of the funds needed to
pay the tax installments. This purpose supported the overriding congressional goal of
mitigating the burden on estates with closely held businesses so as not to force liquidation of
the business or shift of control to others. STAFF oF JOINT CoMM. ON TAXATION, supra note
95, at 546, 551. The requirement that a matching estate tax and interest payment be made
when a redemption occurs after the four-year period was to insure that the extended period
for redemption served only the intended purpose and did not simply provide an estate with a
greater period of time to withdraw funds from a corporation tax-free. That purpose could
have been accomodated by adopting a cumulative approach to tax payments provided that
only payments made after the four-year period are taken into account, but Congress instead
chose statutory language in section 303 which precludes a cumulative construction, perhaps
for reasons of administrative simplicity, perhaps by happenstance. In any event, the lan-
guage employed in section 6166(g)(1)(B) does not evidence a choice between the post-
redemption and cumulative constructions. Also, in view of the manner in which section 6166
integrates the various covered and noncovered redemptions in applying the acceleration of
payment rules, there is no added administrative burden to adopting the cumulative con-
struction.
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A tax payment made prior to the redemption may have been made in
satisfaction of the portion of the estate tax liability that is not qualified for
deferral (the non-section 6166 portion). Such was the case in Revenue
Ruling 72-188. Because the non-section 6166 portion of the estate tax must
be paid by the time the estate tax return is due (unless deferred under
some other provision, such as section 6161), that portion of the tax will
often be paid before there is a redemption. The use of section 303 re-
demption proceeds to pay the non-section 6166 portion of the tax is
within the letter and the spirit of the coordination of the operation of
sections 303 and 6166. Where the redemption proceeds are employed to
pay a portion of the estate tax (whether the section 6166 or the non-
section 6166 portion), they are not available for retention and investment.

The cumulative construction would be advantageous if, after payment
of taxes of a significant amount in prior years, it is desired to make a
covered section 303 redemption of such substantial size that a contem-
poraneous payment of equal amount would be wasteful of the deferral. If
the dollar amount of the non-section 6166 portion of the estate tax is large,
the payment of that tax on the due date (nine months after the decedent’s
death) can protect a sizeable section 303 redemption made in a subsequent
year. It may not be feasible for the corporation to gather the funds needed
for the section 303 redemption prior to the date for payment of the non-
section 6166 portion.

One might question whether the cumulative construction is of value to a
stock redemption made more than four years after the decedent’s death,
in view of the fact that such a redemption qualifies for section 303 treat-
ment only to the extent that a contemporaneous payment is made.!®4 The
answer is that the cumulative approach to the savings clause can be of
some help to a post-four-year redemption. The payments that must be
made to comply with the savings clause requirement are payments of the
estate tax liability and, despite section 6601(e)(1), almost certainly do not
include payments of interest thereon.'65 However, the post-four-year re-
demption payments that qualify for section 303 treatment include
payments of both the estate tax and the interest thereon, as well as state
or foreign death taxes and administration expenses.!'*® Consequently, a
payment of a portion of the estate tax and the interest thereon (or other
death taxes or expenses) within one year after a post-four-year redemp-
tion can qualify the entire redemption for section 303 treatment so long as

164 See text accompanying note 26 supra (when distribution made more than four years
after decedent’s death, redemption qualifying for section 303 treatment is limited to lesser of
amount of taxes unpaid immediately prior to distribution or aggregate of taxes paid within
one year of distribution).

165 See note 144 supra (unlikely that payment of interest on deferred estate tax liability will
be treated as payment of tax for purpose of applying minimum payment requirement of
section 6166{(g)(1)(B)).

166 I.R.C. § 303(b)(4).
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the total amount paid at least equals the redemption proceeds. Since the
interest element is excluded in applying the savings clause, however, the
redemption will not be a covered section 303 redemption unless prior tax
payments were made and are taken into account under the cumulative
construction.

A question has been raised as to whether Revenue Ruling 72-188!'67
mandates the cumulative construction. As pointed out by the authors of
an excellent article in this area, although the ruling utilizes the cumulative
construction, it does not discuss whether the post-redemption construction
also has a sphere of application.!6® The facts involved in Revenue Ruling
72-188 are such that application of the post-redemption construction
would not have classified any of the redemptions in that ruling as covered
section 303 redemptions that were treated as noncovered redemptions
under the cumulative approach, and so there was no need to examine the
issue of concurrent application of the post-redemption construction. In
any event, the regulations unambiguously adopt the post-redemption con-
struction.!4?

Blum and Trier present a good illustration of the problem caused by the
cumulative construction in their article on this subject. They note, how-
ever, that even if the cumulative construction is exclusive, it will not
cause any difficulties in planning if that approach is interpreted as requir-
ing a comparison of the sum of tax payments made by the prescribed date
with only covered section 303 redemptions.!’® There are good reasons to
exclude noncovered section 303 redemptions from that computation. The
thrust of the cumulative construction is to allow past tax payments to
qualify a subsequent section 303 redemption for the savings clause; to pre-
vent double use of such past tax payments for that purpose, the past pay-
ments should be reduced by the amount thereof that was used to qualify
prior section 303 redemptions. The purpose is accomplished by subtracting
from past tax payments the amount of prior covered section 303 redemp-
tions, because they were covered only because a tax payment of a like
amount was made. The noncovered section 303 redemptions made in the
past bear no relationship to the amount of tax available to cover a current
year’s redemption and, therefore, should be disregarded for that purpose.

Under the post-redemption approach, if more than one redemption
takes place in a taxable year, how is a timely subsequent tax payment to
be allocated? Regulations section 20.6166A-3(d)(2) states that the qualifi-
cation of each redemption of a series of redemptions is to be determined
separately.!”! Assume, for example, that D died in 1982. In March, 1988,

167 1972-1 C.B. 383.

168 Blum & Trier, supra note 147, at 238-39.

169 Reg. § 20.6166A-3(d)(2), -3(e)(5); see also Reg. § 20.6166A-3(d)(3) Ex. 3.
170 Blum & Trier, supra note 147, at 239.

171 Reg. § 20.6166A-3(d)(2).
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ten shares of X stock are redeemed from D’s estate for $100. In May,
1988, ten more shares of X are redeemed from the estate for $100. In
November, 1988, twenty shares of X are redeemed from the estate for
$200. All of the redemptions are subject to section 303. On December 4,
1988, the date for payment of an installment pursuant to section 6166, the
estate makes an installment estate tax payment of $150 plus an interest
payment of $250. Presumably, the $150 estate tax payment cannot qualify
both the March and the May redemptions even though a payment was
made literally after each of those redemptions and no later than the pre-
scribed date of an amount greater than the redemption proceeds. A likely
construction is that the $150 estate tax payment will be applied to the
redemptions in chronological order, so that the March redemption will be
covered by the savings clause, and a balance of only $50 of tax payment is
left to apply to the later redemptions. Because the $50 tax payment is less
than the redemption proceeds of either the May or the November re-
demption, neither of those redemptions is covered by the savings clause.

Blum and Trier suggest that perhaps a single redemption should be
permitted to be split into two redemptions so that part of the redemption can
qualify for the savings clause if there is sufficient tax payment under
either the cumulative or post-redemption approach to cover only part of
the redemption proceeds.!’? If so, in the example above, the $50 balance
of tax payment remaining after applying $100 to the March redemption
could then be applied to qualify $50 of the May redemption. That con-
struction appears most implausible and, as Blum and Trier concede, was
impliedly rejected by the Commissioner in Revenue Ruling 72-188.173

Referring again to the example, let us reverse the order of the 1988
redemptions so that twenty shares of X were redeemed for $200 in March,
and ten shares were redeemed in May and again in November for $100
each. How is the $150 tax payment in December to be allocated? It seems
that the first redemption in March is not covered since the tax payment is
less than the redemption proceeds. The entire $150 tax payment then is
available for application to the May redemption, which, therefore, is a
covered redemption. The November redemption is not covered because
the $50 balance of tax payment is inadequate. There is a possibility, of
course, that where several redemptions of the stock of one shareholder
are made within a short span of time, the Commissioner will collapse the
several transactions and treat them as a single redemption.

C. Other Matters.

The Commissioner has ruled that payment of a state death tax that
qualified as a credit against the federal estate tax constituted a payment of

172 Blum & Trier, supra note 147, at 241,
173 Id.
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the federal tax to the extent of the credit allowed therefor.!”¢ The payment
to the state was held to qualify a prior section 303 redemption of like
amount for the savings clause.!”’

The effect of interest payments on deferred estate tax payments on the
section 6166 computation is discussed above.!”¢ Any such interest pay-
ment also has section 303 consequences. First, it is an administration
expense which increases the amount that may be distributed under sec-
tion 303 in redemption of stock without dividend consequences.!”” Sec-
ond, it reduces the denominator of the fraction in the section 303 qualifi-
cation test (the ‘‘adjusted gross estate’’), although it does not do so under
section 6166.178

V. PRE-MORTEM PLANNING

There are a vast variety of pre-mortem planning options available to
ease the problems of the post-mortem period. This article examines only a
few planning opportunities related to the facilitation of an estate’s ob-
taining deferral of payment of the estate tax and obtaining section 303
treatment for stock redemptions.

Where an individual owns stock in a closely held corporation, it is
important to consider during his life whether the value of his stock is a
sufficient percentage of the value of his assets to permit his executor to
utilize section 6166 and section 303 after his death. If a current appraisal
of the individual's assets suggests that, after taking into account possible
fluctuations in value, there is a meaningful risk that his estate will not be
eligible for those relief provisions, one or more of the following steps may
be of help.

A. Transfers to a Controlled Corporation.

The individual who controls a closely held corporation can transfer
assets to the corporation in a section 351 tax-free exchange for stock.!”?
The simultaneous addition to the value of his corporate stock and the
reduction in the value of his other assets will enhance the prospects of
‘qualifying for sections 303 and 6166. It would be preferable if the assets
transferred to the corporation were not passive investments, but even the
transfer of passive investments should be effective for this purpose so
long as the value of the investment assets is not disproportionately large in

174 | R.S. Letter Ruling 7602111870A, February 11, 1976.

175 Id

176 See text accompanying notes 70-86 supra (discussion of interest due on deferred
estate tax payments).

177 LLR.C. § 303(a)(1).

178 | R.C. § 6166(b)(6); see also text accompanying note 4 and final paragraph of section
111. E supra (definition and computation of *‘adjusted gross estate’’).

7 LLR.C. § 351.
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relation to the corporate assets devoted to a trade or business. To qualify
the corporate stock as an interest in a closely held business, the corpora-
tion must be ‘‘carrying on a trade or business,’’!8° but there is no reduc-
tion in the value of the decedent’s stock as a closely held business interest
because some of the assets of the corporation are not utilized in a trade or
business.!®! If investment assets were transferred to a controlled corpo-
ration shortly before the shareholder’s death, the Commissioner might
object; but as long as the transfer was bona fide, it should be effective
regardless of the shareholder’s motive for putting the assets into corpo-
rate solution. Such transactions may be vulnerable to attack on the
ground that they lacked a business purpose and should thus be ignored, a
contention which occasionally has been sustained in other areas of tax
law, 182 .

If a shareholder is leasing property (such as a building) to his corpora-
tion, there may be income tax benefits to continuing that leasing arrange-
ment rather than contributing the property to the corporation. Of course,
if the income tax benefits outweigh the potential estate tax deferral bene-
fits and section 303 redemption benefits, the ownership of the property
should be retained by the shareholder. But where the shareholder is of
advanced years and where he does not need the leasing arrangement to
obtain deductible payments from the corporation (that is, where he can
withdraw sufficient funds for his purposes as a reasonable salary), the
property can be a useful asset to contribute to the corporation.

If, at the time of his death, an individual was conducting an activity as a
sole proprietorship, then only those assets that are actually utilized by
him in a trade or business will qualify for inclusion in the determination of
the decedent’s interest in a closely held business.!®® To minimize the
prospect of the exclusion of assets that are merely tangentially related to
the conduct of the activity, all of the properties connected with the activ-
ity can be transferred to an existing, or newly created, controlled corpo-
ration. As noted, the entire value of the decedent’s stock in the corporate
enterprise will qualify as an interest in a closely held business if the
corporation is carrying on a trade or business.!84

The Commissioner takes a narrow view as to what types of activities
constitute a trade or business for purposes of the estate tax deferral provi-

180 I R.C. § 6166(b)(1)(C).

181 Reg. § 20.6166A-2(c)(1); see I.R.S. Letter Ruling 8108089, November 26, 1980; I.R.S.
Letter Ruling 8050002, August 25, 1980.

182 See Basic, Inc. v. United States, 549 F.2d 740 (Ct. Cl. 1977) (when transfer of stock
made by subsidiary to its parent corporation was devoid of business purpose but was
undertaken to reduce parent’s income tax upon subsequent sale of such subsidiary, transfer
was not a tax-free intercorporate dividend; court ignored transfer for purpose of calculating
gain on sale). :

183 Reg. § 20.6166A-2(c)(2).

184 Soe note 181 supra and accompanying text.
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sions. '35 While there is considerable risk that ownership and management
of rental property will not constitute a trade or business for the purposes
of section 6166, that will not always be the case.!%¢ In order to avoid the
risk that the ownership and management of rental property will not qualify
as a trade or business, the property can be transferred to a controlled
corporation—either one already existing or, if that is not feasible, to a
newly created corporatlon provided also that an active business is trans-
ferred to or is already conducted by the new corporation. The rental
property can be insulated from attack if the corporation conducts another
trade or business that clearly qualifies.

Another reason for transferring assets to an existing controlled corpo-
ration is to qualify the corporation’s stock under section 303. This will not
be a useful device unless the amount of redemption proceeds permitted by
section 303 is significantly greater than the value of the assets transferred
for the purpose of so qualifying the decedent’s stock. If it turns out after
the decedent’s death that his shares of the corporation’s stock do not
qualify for section 303 treatment, it may be difficuit to withdraw property
from the corporation without both incurring dividend treatment and, if
appreciated property is distributed by the corporation, causing the corpo-
ration to recognize gain under section 311(d). For that reason, a transfer
of assets to a corporation solely to promote the prospects of a section 303
redemption is not without risks. A similar risk applies where such trans-
fers are made for the purpose of obtaining deferral of estate tax payments.
If, at the decedent’s death, the decedent’s estate does not qualify either
for section 303 treatment or for section 6166, the price tag for the ineffec-
tive planning effort might be significant.

In transferring assets to a controlled corporation for one of the purposes
described above, special consideration should be given to the question of
whether depreciable property can be so employed. The transfer to the
corporation of depreciable property will not trigger any recapture of de-

“preciation if section 351 applies.!®” However, if a sale of an asset for its

185 See Revenue Ruling 75-365, 1975-2 C.B. 471, in which the Commissioner stated that
the definition of *‘trade or business’’ as used in an earlier version of section 6166 is narrower
than the definition applied to other Code sections, such as section 162. The Commissioner
also stated:

Although the management of rental property by the owner may, for some pur-
poses, be considered the conduct of business in the case of a sole proprietorship,
section 6166 was intended to apply only with regard to a business such as a
manufacturing, mercantile, or service enterprise, as distinguished from manage-
ment of investment assets.

Id.; see also Rev. Rul. 75-367, 1975-2 C.B. 472.

186 See Rev. Rul. 75-366, 1975-2 C.B. 472 (farms leased by decedent to tenant farmers held
to constitute trade or business when decedent participated in management of farms, rental
was based on percentage of crop production rather than fixed rental, and decedent bore
percentage of expenses of operating farms).

187 LR.C. §§ 1245(b)(3), 1250(d)(3).
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value would cause depreciation recapture, the asset typically should not
be contributed to the corporation unless it is contemplated that it will be
left in corporate solution and will not be used subsequently to redeem
stock, because the distribution of the asset would cause the distributing
corporation to recognize income under the depreciation recapture provi-
sions.'#8 In determining whether to place such an asset in corporate solu-
tion, consideration should be given to the fact that, if the asset is not
placed in corporate solution, the step-up in the basis of the asset at the
decedent’s death under section 1014 will eliminate the potential deprecia-
tion recapture.'®®

One of the exceptions to the rule that a corporation recognizes gain on
the nonliquidating distribution of an appreciated asset is a distribution in a
section 303 redemption.!®® Therefore, it is feasible to contribute ap-
preciated property to a corporation with the contemplation that it will be
used to redeem shares of the corporation’s stock after his death if section
303 will apply to the redemption and if no depreciation recapture is in-
volved.

B. Gifts.

Another method for improving the prospects of obtaining tax deferral
and section 303 treatment for an individual’s estate is to make sizeable
gifts to third parties. If the gifts are made more than three years before the
donor’s death and if the donated properties are not otherwise included in
the donor’s gross estate for estate tax purposes, the gifts will reduce the
size of the donor’s gross estate and adjusted gross estate, so that the
amount of the qualifying interest needed to comply with the thirty-five
percent of adjusted gross estate requirement of section 6166 and section
303 will be reduced.*®! Of course, for this purpose, the gifts must be made
of properties other than the corporate stock for which qualification is
sought. Indeed, a gift of such corporate stock will make it more difficult
for the estate to satisfy the requirements of section 6166 or 303.

If section 6166 is applicable to a decedent’s estate, lifetime gifts made
by the decedent that reduce the size of his gross estate have the added
advantage of increasing the portion of the estate tax that is deferrable
under section 6166. To the extent that lifetime gifts reduce the size of the
decedent’s adjusted gross estate, they will reduce the size of the de-
nominator of the relevant fraction and, thereby, will increase the portion
of the estate tax that is deferrable.

Even gifts made within three years of the donor’s death can be helpful
in certain circumstances. As previously noted, such gifts are, under the

188 See I.R.C. §§ 1245, 1250.
189 L.R.C. § 1014(a).

190 L R.C. § 311(d)2)(D).

191 .R.C. § 2035(a), (d)3)(O).
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1981 Act, included in the decedent’s gross estate for the purposes of
applying sections 303 and 6166.1°2 However, except for gifts of life insur-
ance policies and for gifts to a spouse that qualify for the marital deduc-
tion, gifts made within three years of death are excluded from the donor’s
gross estate if the donor was not required by section 6019 to file a gift tax
return with respect thereto.'?3 For gifts made after 1981, no gift tax return
is required for gifts of present interests of no more than $10,000 per
donee.!”* In addition, no gift tax return is required for qualified gifts made
to a person by paying the donee’s tuition at an educational institution or
by paying the medical care expenses of the donee.!?* Within these limits,
gifts within three years of death are helpful.

An advantage to be derived from making taxable gifts is that if the
donor lives for more than three years after making the gift, any gift taxes
payable thereon will reduce the size of the donor’s gross estate and,
therefore, the size of his adjusted gross estate. If the property were re-
tained by the donor, the estate tax payable thereon at his death would not
affect the amount of his gross estate or adjusted gross estate. Under
section 2035(c), if the donor dies within three years after making the gift,
the gift tax payable thereon is included in the donor’s gross estate.!%¢

If donated property appreciates in value in the donee’s hands, and if the
property is excluded from the donor’s gross estate, the appreciation is
also removed from the donor’s gross estate. As noted above, in addition
to the estate tax savings thereby achieved, the requirements for estate tax
deferral and section 303 treatment are easier to satisfy as the gross estate
decreases, and the percentage of estate tax that can be deferred will
accordingly be increased.

Instead of making gifts to a third party (typically a relative), an indi-
vidual can also make a charitable contribution of appreciated property.
This will reduce his gross estate and adjusted gross estate by the differ-
ence between the value of the gift and the income tax benefit obtained by
making the charitable contribution. An alternative to making an outright
gift to a charity is to employ a charitable lead trust with a remainder to a
descendant or descendants of the grantor.!®” The advantages of making
gifts to a charitable lead trust are: reduction of the transfer tax costs of
routing the donated property to the named descendant or descendants; an
immediate income tax deduction to the donor of the present value of the
charity’s annuity interest for the term of the trust, although the benefit

192 See text accompanying notes 51 & 55 supra (exclusion of certain gifts from decedent’s
grous cstate).

193 LLR.C. § 2035(b)(2).

194 | R.C. §§ 2503(b), 6019(a)(1).

195 |.R.C. §§ 2503(e), 6019(a)(1).

196 L.R.C. § 2035(c).

197 See 1.R.C. §§ 170(H)(2)(B), 2055(e)(2)(B), 2522(c)(2)(B).
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from this deduction is offset by the fact that the trust’s income will be
taxed to the donor as it is earned; and, of course, improvement of the
prospects for qualifying the estate for section 303 treatment and estate tax
deferral. If the grantor of the charitable lead trust has no wish to obtain an
income tax deduction, the trust can be designed to qualify for an estate tax
or gift tax charitable deduction without causing the trust income to be
taxed to the grantor.

Another device that might be employed to improve the prospects of
qualifying for section 303 or section 6166 is to have family members who
own stock in the target corporation make gifts of their shares to a criti-
cally ill shareholder shortly before the latter’s demise. Alternatively,
a critically ill shareholder could buy additional shares and thereby in-
crease the percentage of his estate that is represented by such stock.

VI. CONCLUSION

The interaction of sections 303 and 6166 is an extremely complex area.
That complexity provides multiple planning opportunities. But it also in-
creases the risk of stumbling across a booby trap. Aggressive planning is
possible and probably even desirable. Care should be taken, however, to
minimize the danger of adverse decisions on the issues currently unre-
solved. It may not be wise to be too aggressive in seeking to obtain every
dollar of benefit that might be available.

One of the fascinating aspects of estate planning is the endless variation
of problems encountered as a result of the human element. The purpose of
planning is to achieve the goals of the client, and tax savings are valuable
only if they further the client’s objectives. It is often difficult for a client to
determine his current objectives for his estate, much less to predict
changes in objectives as the years go by. One consideration in planning is
to retain sufficient control so that the plan can be restructured if the client
later changes his views. That is not always feasible, and complete flexi-
bility will amost never be desirable because the cost of lower benefits will
be too great. However, the value of flexibility ought to be factored into
the planning equations.
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