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IN A WORLD OF CHANGE, SOMETHINGS REMAIN
THE SAME: IRS PERSISTENT PURSUIT OF
TRANSFER TAX PLANNING
What’s up, Congress?
In legislation proposed in September 2021, Congress sought to make several changes
to the estate and gift tax rules.
Among the most significant proposed changes were:
Reduction of Gift and Estate Tax Exemption. The proposal called for a reversion
of the gift and estate tax exemption to 2017 levels ($5,000,000 per person
(indexed for inflation). The effective date for this provision would be
applicable to transfers after December 31, 2021.
Disallowance of Valuation Discounts for Nonbusiness Assets. The proposal called for
the denial of valuation discounts (typically lack of control and lack of
marketability) for all “nonbusiness assets”. Nonbusiness assets are defined as
passive assets that are held for the production of income and not used in the
active conduct of a trade or business. This provision was stated to become
effective for transfers after the date of enactment of the act.
Changes to Rules for Grantor Trusts. This provision called for all grantor trusts to
be included in the gross estate of the deemed owner (typically the grantor).
Additionally, sales between grantor trusts and their deemed owner would be
treated as sales between the owner and a third party. These changes would
apply only to future trusts and future transfers, after the date of enactment.
Fortunately, none of these proposed changes survived in the Build Back Better bill.
Sitting here today, there is presently no clamp down on grantor trusts, and the
exemption amount remains a hefty $11.7 million per person. Of course, this high
exemption amount is only temporary, expiring December 31, 2025, at which time the
exemption amount reverts to $5 million indexed for inflation.
Ok, so Congress is doing nothing. What’s going on at the IRS?
The number of estate tax returns filed continues to decline. For fiscal year 2016, the
total estate returns filed was 35,592. For fiscal year 2020, it dropped to 15,023.
There has been a similar drop in gift tax returns filed. For fiscal year 2016, the number
of returns filed was 249,302, compared to 158,095 returns for fiscal year 2020. Note:
There were 239,618 gift tax returns filed for fiscal year 2019.

Texas ranks 4th in the country with regard to the number of estate and gift tax
returns filed each year.
Collections have likewise dropped. During the period 2005 through 2009, taxpayers
reported $123 billion in estate taxes (collectively) and $13 billion in gift taxes. During
the period 2015 through 2019, taxpayers reported only $98 billion in estate taxes and
$8 billion in gift taxes.
The exemption amount during fiscal years 2005 through 2009 was around $2
million. The exemption amount for fiscal years 2015 through 2019 was $5
million (jumping to $11 million during the last fiscal year).
Further, audit coverage has dropped. For fiscal years 2012 through 2017, the audit
coverage rate ranged from 6-8% (i.e., 6 to 8 of every 100 returns were audited). For
fiscal year 2018, audit coverage plummeted to 1.1%.
Although gift tax return audit coverage has always been low, i.e., less than 1%, but hit
a new low in fiscal year 2018 at 0.2%.
The limited number of audits has caused the total amount of tax recommended by IRS
Exam to correspondingly decrease. During fiscal year 2014, the IRS proposed
additional estate tax and gift tax as a result of audit of $1.2 billion and $283 million,
respectively. For fiscal year 2018, the amount of additional estate tax recommended
by IRS Exam was $2 million for estate taxes and $0 for gift taxes.
Fiscal year 2020, however, showed a reversal of this audit coverage decline and perhaps
the start of a new trend. The audit coverage rate for estate tax returns was 4%, while
the coverage rate for gift tax returns was 0.8%. IRS proposed additional taxes also
increased. For estate taxes, the IRS Exam proposed $383 million. For gift tax returns,
IRS Exam proposed additional gift taxes for fiscal year 2020 of $272 million.
Interestingly, of the 1,454 estate tax audits during fiscal year 2020, all but 79 closed
agreed. Of those unagreed, the amount in dispute was $169 million. Of the 1,259
gift tax audits, all but 98 closed agreed. Of those unagreed, the amount in dispute was
$258 million.
IRS Workforce is also shrinking. For fiscal year 2020, the IRS had 75,773 employees,
a decrease of 20% over the past 10 years. The decline in revenue agents is particularly
sharp. During fiscal year 2011, the IRS had 13,969 auditors. For fiscal year 2020, the
IRS employed only 8,346 auditors.
Note: There was an IRS moratorium on new examinations during most of 2020, and
since March 2020, IRS examiners have been “working” from home, requiring special
permission to go into IRS offices.
Note: There are a limited number of Appeals Officers that work transfer tax cases
nationwide, which is estimated to be less than 10. The nearest Appeals Officer is
located in Houston, Texas.
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Okay so the IRS may be slowly jumping back on the audit train. Any new administrative
developments?
Estate closing letters – the IRS is only “mostly” done.
An estate closing letter is a written communication from the IRS that confirms
that the estate tax return has either been accepted as filed or after an
adjustment to which the estate has agreed.
In Chief Counsel Advice 202142010 (October 22, 2021), IRS Counsel
addressed the question: Does the issuance of an estate closing letter (Letter
627) preclude the IRS from examining the estate tax return?
The answer: No. In the facts of the Advice, the IRS had issued the Letter
627 prior to any audit. But the Advice notes that even if the IRS had previously
audited the estate tax return, the issuance of the Letter 627 would not prevent
the IRS from examining the estate tax return a second time, provided one of
three criteria are met: (1) there is evidence of fraud, malfeasance, collusion,
concealment or misrepresentation of material fact, (2) the closed case involved
a clearly-defined, substantial error based on an established IRS position at the
time of the examination, or (3) there are “other circumstances” indicating that
a failure to reopen the case would be a serious administrative omission.
With respect to “other circumstances,” Rev. Proc. 2005-32 states that it
includes items or transactions that present significant potential for abuse for
which a limited examination was performed. For example, if the IRS
conducted and closed an examination that was limited to one or more tax
return items or transactions with significant potential for abuse, and the IRS
later determines that other tax return items or transactions for the same
taxpayer merit examination, the examination may be reopened.
Note: This Advice is consistent with the IRS’ victory in Estate of Sower v.
Comm’r, 149 T.C. No. 11 (September 11, 2017). In that case, the husband died
in 2012 and reported his DSUE on Form 706. The IRS issued an estate closing
letter. When the wife died in 2013, her estate claimed the husband’s DSUE.
As part of its audit of the wife’s Form 706, the IRS also audited the Form 706
filed by the husband. Without determining a deficiency, the IRS reduced the
amount of the husband’s DSUE, which in turn increased the estate tax owed
by wife’s estate. The Tax Court held that the issuance of the estate closing
letter did not prevent the IRS from auditing the husband’s Form 706; the SOL
did not apply to prevent the IRS’ adjustments, which did not create an estate
tax deficiency for the husband; and that the IRS was otherwise authorized to
adjust the DSUE.
Keep your documents forever, but IRS says it is dumping its files.
The IRS has policy of retaining estate tax returns and associated gift tax returns
for 75 years.
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This month, however, the IRS announced that it is reducing the retention
period to 40 years.
Taxpayers have until February 11, 2022, to submit requests for the older, soonto-be-destroyed returns.
Older returns could be helpful if tax-free step-up basis is repealed in some
form, as proposed by the Biden administration earlier this year.
What about the front lines of IRS enforcement – what’s the view like?
Valuation discounts to continue to be front and center (and in many cases, the
beginning, middle and end of the IRS examination).
Tax-affecting is routinely, and rigidly, challenged at IRS examination level,
although some Appellate Officers have shown a willingness to recognize
hazards of litigation on this issue.
(1)

Tax affecting is a valuation issue affecting S corporations. The
argument is that S Corp earnings are subject to individual tax rates
whether or note they distribute and that the additional cost should be
factored into valuation. The IRS naturally opposes tax affecting.

(2)

The Tax Court has ruled that tax affecting may be appropriate in some
cases, but has not found such a case.

(3)

The valuation literature, in general, supports tax affecting.

IRC Sec. 2036 continues to be the weapon of choice for the IRS, with almost
40 reported cases. If the IRS is successful, discounts are a moot issue.
IRS has started to poke around the implementation of “his” and “her” SLATs
and the potential application of the reciprocal trust doctrine.
Resolution at IRS Exam level is increasingly more common.
(1)

This is partly due to litigation trends upholding notable discounts for
lack of control and lack of marketability.

What about IRS/DOJ attorneys – are they working?
Nelson v. Comm’r, 128 AFTR 2d 2021-XXXX (5th Cir. 2021).
Relevant facts and holdings
(1)

A married couple (Mary and James Newson) formed a family limited
partnership (FLP), funded with shares of stock in a holding company
(Holdco) that held interests in several family businesses. The other
owners of Holdco were family members of Mary.
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(2)

In 2008, Mary settled a SLAT with James as trustee/ beneficiary and
their kids as beneficiaries.

(3)

In 2008, Mary made a gift of FLP interest to the trust on a purported
defined value basis, stating that Mary desired to make a gift of FLP
interest “having a FMV of $2,096,000 as of [date], as determined by a
qualified appraiser within ninety days of the effective date of this
Assignment.”

(4)

In a separate transaction in 2009, Mary sold a FLP interest to the trust
using similar language, i.e., having a FMV of $20 million and providing
for a determination by appraisal within 180 days.

(5)

The taxpayers secured a professional appraisal and filed Form 709s
consistent with the appraisal. The IRS challenged the valuations on
audit and proposed gift tax deficiencies for both the 2008 gift and 2009
sale transactions.

(6)

The taxpayers argued that they properly valued the FLP interests; but
if not, they had sought to transfer a specific dollar amount through a
formula clause and that the amount of the interests transferred should
be reallocated if the valuation changes.

(7)

The Tax Court rejected both arguments. First it found the valuation
change proper. Second, it found the language in the transfer
documents was not a valid formula clause that could support
reallocation. According to the Tax Court, Mary had transferred the
percentage interests that the appraiser had determined to have the
values stated in the transfer documents, and those percentages were
fixed once the appraisals were completed.

(8)

The Fifth Circuit upheld the Tax Court on appeal. The Court noted
that most formula clauses specify that FMV refers to FMV as
determined for federal gift or estate tax purposes and that such a
qualifier did not appear in the transfer documents at issue. Also, the
transfer documents lacked specific language describing what should
happen to any additional shares that were transferred should the
valuation be successfully challenged.

(9)

The taxpayers pointed to facts/evidence outside of the transfer
documents to show their intent for the FLP interest to be reallocated
in the event of a valuation change, but the Court correctly noted that
such evidence is only considered where the contract is ambiguous and
may not be used to create a contract ambiguity.

(10)

The Court further noted that even if the contracts were ambiguous,
there were no objective facts or circumstances surrounding the transfer
that warranted a different result. The taxpayers’ evidence all pointed
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to the taxpayers’ subjective intent – i.e., desire to protect assets while
avoiding any tax liability as part of their estate planning.
Observations and takeaways
(1)

Nelson illustrates the importance of attention to detail because
taxpayers will be bound by the express language of their agreements.

(2)

Nelson is not a rejection of defined value clauses. The transfer was of
a defined value of interest as determined by qualified appraisal – not
as finally determined for gift tax purposes. The IRS simply sought to
enforce the terms of the assignment as drafted and did not raise any
objection based on values as determined by formula.

(3)

Nelson highlights the importance of using grantor trusts with defined
value transfers. In this way, even if there is an adjustment or
reallocation, no corrective returns should be necessary since all of the
income and deductions would have been reported on the grantor’s
income tax return in any event.

(4)

The FLP was created only about three months before the transfers,
but the IRS did not argue that the FLP should be disregarded.

(5)

The Tax Court upheld multi-tiered discounts, i.e., inside and outside
discounts. The Tax Court allowed a 15% LOC and 30% LOM in
valuing the shares of Holdco held by the FLP. The Tax Court allowed
an additional 5% LOC and 28% LOM discount on the FLP interests
themselves. In fact, the IRS did not question applying discounts at
both levels, just the amount of the discount.

Smaldino v. Comm’r, T.C. Memo 2021-127.
Relevant facts and holdings
(1)

In 2012, following a health scare, the taxpayer endeavored to get his
estate planning in order. He was 69 years old at that time and held
approximately $80 million in real estate, among other assets. The
taxpayer was currently married but had six children (with
grandchildren) from a prior marriage.

(2)

The taxpayer wanted to pass his real estate business to his kids, and
give the remaining assets to his wife.

(3)

In an attempt to achieve that objective, the taxpayer engaged in the
following transactions:
(a)

The taxpayer transferred several real estate holdings to a single
member LLC, which was owned 100% by a revocable Family
Trust.
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(b)

In a document dated effective April 14, 2013, the taxpayer
(through the Family Trust) transferred approximately $5.2M
worth of LLC units to Mrs. Smaldino.

(c)

In a separate document with the same effective date, Mrs.
Smaldino transferred those same LLC units to a Dynasty Trust,
which the taxpayer had settled for the benefit of his children
from a prior marriage.

(d)

In a document dated effective one day later (April 15, 2013),
the taxpayer transferred approximately $1.1M to the Dynasty
Trust.

(e)

At the same time, the LLC Agreement was amended to provide
for guaranteed payments to the manager for services rendered
in the amount of $10,000 per month. The amendment was
executed by the Family Trust, as the “sole member.”

(f)

In exchange for Mrs. Smaldino using her exemption, the
taxpayer amended the Family Trust to provide her with
additional money and properties.

(g)

Mrs. Smaldino was never shown as a member of the LLC on
any of the governing documents.

(h)

In December 2013, the LLC agreement was again amended,
this time to delete the guaranteed payment provision.

(i)

Both the taxpayer and Mrs. Smaldino reported their 2013 gifts
on Form 709 returns. On the taxpayer’s Form 709, however,
he described Smaldino LLC as a “disregarded entity.”

(j)

On audit, the IRS determined that in substance, the taxpayer
made a single gift of $8.1M to the Dynasty Trust, ignoring the
intermediate transfer of LLC units to his wife and his wife’s
transfer of those units to the Dynasty Trust.

(k)

Although the IRS determined the value of the gift to be $8.1M
during audit, in Tax Court, the IRS increased the value to
$8.4M (thereby increasing the deficiency) based on the findings
of the IRS’ valuation expert.

(l)

The taxpayer did not dispute that the transactions in question
were part of a prearranged plan, but argued that the transfer of
LLC units to Mrs. Smaldino was sanctioned by Sec. 2523(a),
which legislative history showed clear Congressional intent to
treat husband and wife as a single economic unit which negates
the application of substance over form principles.
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(m)

While noting that the transfer agreement memorializing the
transfer of units to Mrs. Smaldino was a factor, the Tax Court
held that it was not determinative; that the circumstances
surrounding the writing must show that the writing was meant
to be effective.

(n)

The Tax Court found that the circumstances showed no
intention for the transfer to Ms. Smaldino to be effective:
(i)

The LLC agreement had provisions restricting the
rights of members to transfer units. The transfer to
Mrs. Smaldino was not a “permitted transfer” and thus
Mrs. Smaldino never received more than an assignee’s
interest.

(ii)

There is no express or implied consent for Mrs.
Smaldino to be admitted as a member, as following the
transfer, the Family Trust amended the LLC agreement
as the “sole member.”

(iii)

As noted, Mrs. Smaldino was never reflected as an LLC
member in the organizational documents.

(iv)

Although the documents bore effective dates, none of
the executed documents bore an execution date. And
the dollar amounts stated in the transfer certificates, as
well as the ownership percentages stated in the LLC
operating agreement, all depended directly on a
valuation report which was not rendered until four (4)
months after the transactions in August 2013.

(v)

The Tax Court determined that it was likely that the
transfer documents were executed no earlier than
August 2013, which meant, practically, Mrs. Smaldino
would have never been able to effectively exercise any
ownership rights with respect to the LLC units.

(o)

Unhelpful to the taxpayer’s case was Mrs. Smaldino’s
testimony on direct examination by the taxpayer’s attorney.
When asked whether she could have changed her mind if she
wanted to (in making the gift to the Dynasty Trust), Mrs.
Smaldino testified: “No, because I believe in fairness.”

(p)

On the issue of valuation, the IRS attempted to disavow the
value reduction associated with the “last minute” amendment
to the LLC agreement and provision for guaranteed payments.
The Tax Court, however, determined that a reduction in value
was appropriate. With respect to discounts, the taxpayer’s
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expert applied a combined discount of 38% versus 36%
discount determined by the IRS expert. Given the small
disparity, the Tax Court applied the IRS’ expert discount of
36% in its valuation conclusion.
Observations and takeaways
(1)

Like Nelson, Smaldino illustrates the importance of attention to detail
because taxpayers will be bound by the express language of their
agreements.

(2)

Even small scrivener’s errors add up and can be used to fuel a contrary
IRS position.

(3)

In back-to-back transfers, documenting every transaction, even those
that occur for only a moment in time, is critical to establish significance
and intention to each step of prearranged transaction.

(4)

Also critical is reviewing the underlying LLC agreements and
confirming the transfer is compliant with the provisions; and if not,
seek to amend the purported transfer or amend the LLC agreement.

(5)

IRS exam findings are not always the worst-case scenario. IRS has the
right to plead a greater deficiency based on new issues or new
information, as the IRS did in this case – raising the appraised value
from $8.1M to $8.4M based on its expert’s findings post audit.

(6)

This is an extremely important lesson for today’s SLAT planning,
which begins with a transfer of property to one spouse followed by
that spouse’s transfer of that same property, often in a short period of
time, to a trust for the benefit of the initial spouse.
If these
transactions are not carefully documented, under Smaldino, the IRS
might seek to collapse the intermediary steps to find that the initial
spouse settled, in whole or part, the trust, negating any asset protection
and creating a transfer tax problem that is tricky to correct.

Estate of Howard v. Moore, T.C. Memo 2020-40.
Relevant facts and holding
(1)

The taxpayer owned a farm and began negotiating its sale in September
2004. Later that year, the taxpayer experienced serious health issues,
prompting his doctor to place him in hospice care by the end of the
year.

(2)

Four days after being discharged, on December 20, 2004, the taxpayer
settled a series of trusts which in turn formed a family limited
partnership. The taxpayer transferred the farm to a living trust, which
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then transferred 4/5 of the farm to the FLP in exchange for LP
interests.
(3)

There were a number of business reasons stated as the purpose for
forming the FLP, including protection against creditors and bad
marriages as well as to bring the “dysfunctional” family together.

(4)

Shortly after transferring the farm to the living trust, the taxpayer
brokered the sale of the farm, which closed on February 4, 2005.
Though the FLP owned 4/5 of the farm, the taxpayer acted unilaterally
in selling it.

(5)

Post-sale, the FLP paid 80% of the taxpayer’s attorney’s fees for the
estate planning. The FLP also transferred monies to the taxpayer’s
kids, which were papered by notes that the FLP never made any effort
to collect.

(6)

The FLP also “loaned” $2 million to the living trust, primarily to cover
sale expenses and the taxpayer’s income taxes on the sale. The loan
was never repaid by the living trust to the FLP.

(7)

On March 7, 2005, the living trust sold its entire interest in the FLP to
an irrevocable trust for the benefit of the taxpayer’s kids. There were
no negotiations over the price, nor did the trust ever repay the note.

(8)

In March 2005, the taxpayer died.

(9)

The IRS sought to include in the taxpayer’s gross estate the full sales
proceeds of the farm under IRC Sec. 2036; the Tax Court had no
problem agreeing with the IRS.

(10)

While the Tax Court noted that a bona fide sale is established by the
existence of a legitimate non-tax reason for the creation and funding
of a FLP, the transfers at issue served no non-tax purpose. The FLP
did not bring the family together, as alleged, because it required no
active management. The farm was sold in days, and the proceeds
invested by an outside advisor without any meetings or
communications among the children. The Court also found no
evidence of creditor protection, and noted that the significant health
problems of the taxpayer cut against the non-tax business purpose and
that the entire plan had a testamentary essence.

(11)

The Tax Court also found that, at the very least, there was an implied
agreement to retain possession or enjoyment of the farm, as the
taxpayer continued to live and manage the farm post-sale. Further, the
taxpayer used FLP assets to make so called loans for personal
expenses, which were never repaid.
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Observations and takeaways
(1)

Avoid boilerplate reasons, without a story, for forming a family limited
partnership.

(2)

Live out the reasons for forming it.

(3)

Planning is only as good as it is maintained. The Tax Court was
troubled by the lack of payment of the notes and apparent
abandonment of the planning post-death.

(4)

It is important for adult “kids” to be involved, and perhaps have
separate counsel to bolster the bona-fides of the planning and
negotiations.

(5)

Be mindful that pigs get fat and hogs get slaughtered. A simpler plan
may have resulted in IRS settlement or a better outcome at trial.

Thanks for the scare campaign. Got any tips?
IRS audit tips
Know when to play them; know when to (temporarily) fold them.
(1)

It is common for the IRS examiner to latch on to a single issue and not
let go.

(2)

There is a tendency to act out of principle and push back.

(3)

Be careful, however, not to miss an opportunity to bury the dead
bodies, i.e., other “soft” spots in the return that the IRS examiner has
either turned a blind eye or identified only at a high level. A
continuation of the audit will almost certainly prompt the IRS
examiner to either discover or develop these spots.

(4)

Consider agreeing to the adjustment, provided it brings closure to the
IRS audit. Almost always, the audit is resolved in a manner where the
taxpayer retains its rights to later file a refund claim.

(5)

In one recent audit, the estate discovered that the it had overreported
gifts and was owed a refund of $100,000. Despite undisputable
evidence, the IRS examiner refused to allow the correction, and in
completing the IRS audit, proposed a $36,000 estate tax deficiency on
an unrelated issue. The IRS examiner, however, had proposed no
adjustment to the value of LP interests in a real estate partnership,
which reported land values based on county appraisal and for which
the estate took a combined 71% discount on the valuation of the
includable LP interests. By agreeing to the $36,000 additional tax, the
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estate was able to close the audit and avoid a much larger adjustment
based on its valuation. The estate later filed a refund claim based on
the overreported gifts, which the IRS processed and issued a refund.
(6)

Another recent example involves a gift tax audit where the IRS
proposed a gift tax deficiency based on the disallowance of taxeffecting in the valuation of S corporation stock. The taxpayer agreed
to the adjustment, which ended the audit. The IRS never raised an issue
with the subsequent sale of the S corporation at a multiple many times
higher than the gift tax valuation. The taxpayer has since filed a gift
tax refund claim on the disallowed tax-affecting, which it is now
pursuing.

(7)

Typically, you will want to file the refund claim shortly before the 3year statute of limitations expires on assessment. While the IRS can
always raise “offsets” to a taxpayer’s claimed refund, once the SOL
expires on assessment, the IRS generally will not be able to assess any
additional taxes against the Estate. In other words, generally, the worst
possible outcome is only a disallowance of the refund.

Find the weakest link and consider putting it at the front of the chain.
(1)

Invariably, there are soft spots in every estate tax return filing.

(2)

Consider a pre-audit review, whereby you identify and quantify
potential exposure items.

(3)

For those fruits that are particularly low hanging, consider a strategy
for pushing that issue into the limelight early to draw IRS attention.

(4)

In recent experiences, the IRS has been less inclined to develop
multiple issues or take a kitchen sink approach. Therefore, there may
be opportunities to engage the IRS examiner on some issues that leave
little time/interest for review of others.

(5)

Remember that the IRS can not seek an extension of the SOL for
estate taxes, and think LONG AND HARD about any extension of
the gift tax SOL. Rarely (if ever) does giving the IRS examiner more
time produce a better outcome for the client.

Save your bullets when expert input is sought by IRS examiner.
(1)

Where the IRS examiner seeks expert input on valuation issues from
the IRS valuation engineer or an independent valuation analyst, you
should expect very limited (if any) deviation from the expert’s findings.

(2)

This is true at Exam and IRS Appeals levels.
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Know what the examiner can and can’t do.
(1)

An estate tax examiner has the authority to resolve legal and factual
issues, such as valuation discounts, by considering all of the evidence.
They do not, however, have authority to settle cases based on hazards
of litigation. Also, the IRS has been extremely strict with the
concession of penalties, which requires a reasonable cause statement
and manager approval. The IRS has been adamant that penalties
should never be compromised based on the taxpayer’s concession of
tax issues, and has taken steps to prevent such bartering.

(2)

Most cases are resolved by IRS Appeals. Although generally not
available publicly, in a 2017 report by the Treasury Inspector General,
it was disclosed that for fiscal year 2016, IRS Appeals sustained only
12% of the additional estate taxes and 20% of the additional gift taxes
recommended by IRS Exam.

Know when you need back up.
(1)

You are never stuck with your original valuation. Consider a second
evaluation. Such engagement should be through counsel to take
advantage of attorney-client privilege. p

Be ready for a long-distance relationship.
(1)

The IRS has developed and implemented the concept of a national
workload. This means that cases are assigned to the field based on the
location of resources and personnel necessary to complete the work as
quickly and expeditiously as possible, not the geographic location of
the taxpayer.

(2)

Agents may be unfamiliar with mineral law or community property
while examining Texas estate and gift returns. Likewise, understanding
ranch land and operations has proven difficult for some agents who
live in areas where these holdings are less common.

(3)

Most recent estimates (circa 2016) place the number of estate and gift
tax agents nationwide at 250.

Be diligent in preparing for post-audit.
(1)

Consider filing a FOIA request to secure a copy of the IRS admin file.

(2)

Be sure to request a copy of the IRS examiner’s rebuttal report.

(3)

Decide on forum and make expert choices accordingly.
(a)

The core issue for most transfer tax cases is valuation.
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(b)

Transfer tax cases can be tried prepayment in Tax Court or
through a refund lawsuit in district court.

(c)

In Tax Court, the expert’s report is generally their direct
testimony so you want to select a good writer who generates a
very thorough report.

(d)

In refund litigation, the expert will testify on direct and possibly
to a jury so you want someone who is a good communicator
and can explain complicated issues in a simple way.

Pre-IRS-audit tips
Know the process.
(1)

Every single return (taxable and nontaxable) is reviewed by a classifier,
and large estates have a virtual 100% audit rate.

(2)

During classification, the returns are checked for math errors as well
as potential audit issues based on program priorities and work plan
needs.

(3)

According to 2010 guidance by IRS Estate and Gift General Program,
the following is a list of reasons a return is audited:
(a)

Failure to include wills, trusts, backup material.

(b)

Failure to include appraisal and/or the summary page
indicating the major factors of the appraisal.

(c)

Failure to include prior gifts.

(d)

Answers on page 3 of the Form 706 checked “yes” without
including explanations/documents.

Know when to run for cover.
(1)

It is not uncommon for the executor to identify errors in prior year
income tax reporting during the course of an estate’s administration.

(2)

Real-life examples of such errors is the omission of cryptocurrency
income or plain-vanilla underreporting of business income. Other
examples include missed filings for foreign accounts or foreign entity
structures.

(3)

To avoid potential personal liability for the executor with respect to
this prior year income tax and penalty exposure, consider making a
voluntary disclosure with the IRS.
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(4)

Under the current version of the voluntary disclosure program,
taxpayers must file 6 years of corrective returns and agree to a single
civil penalty of 75% of the highest tax deficiency reported on the
corrective returns. For estates with international issues, an additional
50% FBAR penalty (i.e., 50% of the balance of the unreported
account) may apply.

(5)

In our experiences, the filing of a voluntary disclosure by the estate
does not increase the chances of an IRS examination of the estate tax
return. Further, the liabilities owed under the voluntary disclosure
program may serve to reduce the estate’s estate tax liability.

Never sell yourself short on discounting.
(1)

Most practitioners focus on valuation discounts for lack of
marketability and lack of control. But there may be other potential
discounts that are available to the estate. For this reason, a valuation
expert should always be consulted. This is especially true in cases where
the estate plan was created but not fully executed.

(2)

For example, suppose a taxpayer created a family limited partnership
but died before he was able to make any transfer, such that he owned
100% of the GP and LPs interests of the FLP. Although traditional
discounts may be difficult to support on these facts, there could be a
discount for the nuisance associated with unwinding the planning and
liquidating the assets from the FLP.

FLP planning tips
(1)

Whatever the wording of the business purpose requirement, a good
believable non-tax purpose is a must.

(2)

Typical rote reasons like unified management, training for younger
generation, and avoidance of fractionalization are not persuasive
unless they can be fleshed out in the factual development of the case.

(3)

In other words, have a story.

Other tips for “stress testing” prior planning and mitigating IRS risk
(1)

Have gift tax returns been filed and do they adequately disclose gifts?

(2)

Consider filing a zero-tax return to start the SOL on sale transactions.

(3)

Have all income tax returns been filed?

(4)

Do the tax returns, transfer documents, and appraisals match?

(5)

Are the entities in good standing?
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(6)

Are the clients respecting the legitimacy of the entities?
(a)

Remediate/address personal expenses or disproportionate
distributions.

(7)

Is the client commingling personal assets with entity assets (or using
entity assets without providing value for use)?

(8)

Is every transfer fully documented and reflected in organizational
documents of the entities (ala Smaldino)?
(a)

(9)

Review contribution schedules, ownership percentages, and
capital account ledgers.

Have you documented the non-tax purposes for the entity?
(a)

Remember: Tell your story.
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