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income of, or ng.ht.s in, the enterprise.” Section 2036(c) had no effect on the timing or
valu'auon‘ of the initial transfer; however, when the owner ultimately disposed of th

ret:med interest duri'ng life or at death, the previously transferred interest was reval?
;1{2 ! amé d]rgawn back mtc? the transfer tax base. For a critical analysis of § 2036(c), see
: CC‘;] . Burke, Valu'anon Freezes After the 1988 Act: The Impact of Section 203’6( c)

n Closely Held Businesses, 31 WM. & MaRry L. REv. 67 (1989). The new provisi

provoked. vehement opposition from business owners and estate plannersp d was
repealed in 1990 simultaneously with the enactment of Chapter 14 e s

3. Estate Freezes Under Current Law

ComJames }l}l Rep.ettl examines the special valuation rules of §§ 2701 and 2704, and

mlespz;\::sr;e dt'::al:je'd statutory treatment of equity freezes with the absence of spécific
mority discounts. Another view is offered by Loui i

" cC . ew y Louis S. Harrison, who con-

udes that these provisions effectively eliminate valuation abuses associated with busi-

ness estate freezing techniques. Finall
ing . ¥, Grayson M.P. McCouch di i
of § 2702 on split-interest trusts. P discusses the impact

James R. Repetti, Minority Discounts: Th ; y
; . ’ :The Alch
Gift Tuxation, 50 Tax L. Rev. 415 (19950 - " orate and

* % k

* ok ok
Opponunigotzg;:;s. h.as ad_op;ed rules to prevent shareholders or partners from transferring the
1cipate in future appreciation of co i ips i

‘ rporations or partnerships in t i

commonly referred to as “estate fi v 1 Fncration wams.
reezes.” In the typical estate f; i
fors ownenchis et 4 reeze, an older generation trans-
ghts to a younger generation that are Iik iate i

fers ely to appreciate in value whil i
ing interests that are unlikely to a jate 1% © e retain-

. ppreciate.''* Because the value of th 1 i i
likely 10 anoresinte. : € retained interest is not

, the older generation has “frozen”

! ppr en” the value of pr i

ey ¢ n has property that will be
FOI'ble in 1(7 estate. Any.future appreciation in the transferred interest will escape taxation
sounm ixamp e ina ClaSSfC estate freeze, an older generation transfers common stock to lhe:
becorgn r cenerallonfan: retains preferred stock with a fixed dividend right. Even if the company
es more profitable, the preferred stock wi i -

: , ill not appreciate becau its fi ivi
pecor e, the p : se of its fixed dividend

g Cg’he future appreciation in common stock will not be subject to the estate or gift tax
2036(C)n51;ess; ﬁrsldsoughl to address this problem in 1987 by adopting 2036(c) Beca;.lse

eemed too vague, Congress repealed it i it wi )
X n 1990 and replaced h
eral, 2701 deals with abuses i i ; erests. he com
. ses in calculating the value of the transf i
tock in the s with abuses i nsferred interests, the common
ple.'”® [t assumes that the value of the ¢
Spoynthe . ommon stock equals the value
ock interests, common and preferred, minus the value of the preferred stock. The pre-

*
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STAFF OF JOINT Comum. oN Tax'N, 101sT Cong., 2D SEess., FEDERAL
OF ESTATE FREEZES at 9 (Comm. Print 1990).
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ferred stock generally is treated as having a zero value if the corporation is a “controlled entity”
unless the preferred stock has a cumulative right to receive dividends. A “controlled entity” is
defined as a corporation or partnership in which at least 50% of the total voting power or fair
market value of the equity interests are owned immediately before the transfer “by the trans-
feror, applicable family members, and any lineal descendants of the parents of the transferor
or the transferor’s spouse.”

Note that 2701 assumes that, where the transferees have voting control and are family
members, they will maximize the transferred value. The requirement that dividends be cumu-
lative in the context of a family-controlled entity, in effect, creates an irrebuttable presumption
that the family members will work together to increase the value of the transferred interest after
the taxable transfer by causing the company not to pay dividends. Congress apparently has not
been willing to assume, however, that family members will work together with respect to other
management matters. Section 2701 does not affect the availability of minority discounts. The
regulations under 2701 continue to allow a minority discount in calculating the value of the
transferred interests that would have been allowed prior to the adoption of 2701.

* k%

Estate planners also have used the concept of disappearing value by employing formal legal
rights that lapse upon the death of the holder. Frequently, a taxpayer would hold stock in a fam-
ily owned corporation or an interest in a family owned partnership that would include the right
to liquidate. If the corporation or partnership had valuable assets, that right may cause the stock
or partnership interest to be more valuable than it would have been without a liquidation right.
In order to minimize the value of the partnership interest or stock in the taxpayer’s estate, the
liquidation right would lapse upon the taxpayer’s death.

The lapse of the liquidation right could result in a substantial diminution in the value of
assets held by the estate and, therefore, a significant decrease in estate tax. Note, however, that
the lapse would have no adverse economic impact on the legatees or other family members
because the family’s control of the partnership or corporation would allow the family to lig-
uidate the business at will. For example, in Estate of Harrison v. Commissioner,'” the taxpayer
and the Service stipulated that a limited partnership interest in a partnership that held valuable
real estate, oil and gas interests and marketable securities would have a value of more than $59
million if accompanied by a liquidation right but only $33 million without a liquidation right.
The court held that because the taxpayer's liquidation right lapsed upon death, the limited part-
nership interest should be valued at the lower amount even though the taxpayer’s family con-
tinued to control the partnership.'**

The legislative response to Estate of Harrison was 2704(a), adopted as part of a major revi-
sion of the estate and gift taxes in 1990. Section 2704(a) provides that, in certain situations, the
lapse of a voting or liquidation right with respect to an interest in an entity is a transfer for estate
and gift tax purposes. The amount of the transfer is the reduction in value attributable to the lapse.

Section 2704(a) applies where the holder of the lapsed voting or liquidation right and the
holder’s family control the entity immediately before and after the lapse. The holder and
holder’s family must be able to liquidate an interest that the holder held and could have liqui-
dated prior to the lapse. In determining whether the interest could be liquidated after the lapse,
restrictions on liquidation that may be removed by the holder or holder's family are disregarded.

114 52 T.C.M. (CCH) 1306 (1987).

1% The court rejected the Service's argument that the lapse of the liquidation right had transferred
“something of value” to the taxpayer’s two sons who were the only other partners because the Service had
stipulated the value of the son’s partnership interests had remained the same after the lapse. /d. at 1309

* kK
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I
n effect, 2704 assumes that there has been no diminution in value when a liquidation right

lapses, because the family, viewed as a whole, still has the power 10 liquidate the entity

* k&

. Section 2704(a) also applies to a lapse of an
right to vote with respect 1o any matter of the entity,’
ner 1o participate in partnership management. The h
'comrolled entity is treated as having made a taxable
is the difference between the value of all interests in f
lapse and the value of such interests after the la
the holder losing control of the entity,
control premium.

he entity held by the taxpayer before the
pse. Where the lapse of voting rights results in
the amount transferred should include the value of the

O“e remar )\ab)e aspecl of 2 704(3) 15 tha[ i, 1n thecl, creates an l”el)u“ﬂble PltSU"lp“O"
[hal ‘a"“ly HlembEXS will Coopelate. It assumes [ha[ the tlallsfel()l S \Ollﬂg or hqulda“o"
= p d . s
thl haS not disa peare but lathel haS beeﬂ tr anSfEHEd to 13“111}’ ”lel]lbels IhuS in the nar-
t Of vot g an ]lqul att g used to do in the
1g

TOW contex ing and d onr ll(S, Con ress hﬂS dOHC what it ref

blOadel context of "IH\O”U’ dlSCOUlItS for assets he]d by h’umly “le”lbels. Indeed CO[lgleSS was

yery Cﬂrefu] to point out lha[ itd
1 y
(&) ld not ll(e“d {o Change lhe treatment of minorit dlSCOU”(S or

NOTE

p . S

Re ejt?]se treatment of voting and liquidation rights under § 2704(a) consistent with

ccfmso V\r;;co(rjn.mendauon, reer)duced supra in Subpart A, concerning minority dis-
? y did Congress avoid addressing the valuation of minority discounts in

§ 2704? Compare Repetti’s view of §
17 C § 2701 and 2704 wi
enthusiastic appraisal in the following excerpt. il the somewhat more

I‘;ouis S Harrison, The Real Implications of the New Transfer Tax
aluation Rules—Success or Failure?, 47 Tax Law. 885 (1994)*

* kA

HI. VALUING RETAINED RIGHTS IN THE CORPORATE
OR PARTNERSHIP SETTING UNDER CHAPTER 14

* kK ok

B. Application of the Valuation Mandate

* K ok

l_ogg};;aiilsloo‘:?f examp!e 1l,lustrates [lh@ operalion of § 2701). P, an individual, holds all
il by imeres:yzﬁr)a(z{or;;\’ s stock, :Vthh is voFing common. The fair market value of P’s
oy s . is ,509,000 * * . P decides to engage in an estate freeze under sec-

auses X 10 issue, in a tax-free transaction, 1,000 shares of 8%, $1 ,000 par value

*

© 1994 American Bar Association. Reprinted with permission.
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y “voting right.” Voting right is defined as “a
" for example, the right of a general part-
older of a lapsed voting right in a family
transfer. Again, the value of the transfer

“
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cumulative prefecred stock, which bears an annual cumulative dividend of $80 per share. The
preferred stock also allows the holder to put all of the stock to X at any time for $1,500,000.
P transfers all of the common stock to P’s children and retains only the preferred stock.
Under section 2701, the gift tax value of the common is determined by subtracting from the
value of the family-held interests, $1,500,000, the value of P's retained preferred stock* * * .
The preferred stock consists of two applicable retained interests, the dividend right and the put
right; accordingly, the stock is valued pursuant to the special valuation rules set forth in sec-
tion 2701 * * * , The put right is valued at zero because it is an extraordinary payment right.
In contrast, because the dividend right under the preferred stock is cumulative, the preferred
stock is ascribed a value for these purposes. The value of the dividend right, and therefore the
retained preferred stock, could approximate $800,000. The gift tax value of the transferred com-
mmon is thus $1.500,000 less $800,000, or $700,000 * * * . Because all of the common has been
transferred, no minority discount is applicable * * * , and the value of the common is not fur-
ther reduced.
C. Elimination of Corporate and Partnership Valuation Abuses

Section 2701 eliminates the two common valuation abuses of pre-Chapter 14 business estate
freezes. First, section 2701 assumes that discretionary rights will go unexercised. To the extent
that these rights are attached to preferred stock, they are given no value for gift tax purposes.

Second, section 2701 prevents the estate freeze accomplished by ascribing a value to an
asset held by a donor, allowing that donor to retain that value, and thereafter allowing all
increases in value in the asset to pass to one or maore donees. Prior to section 2701, one
method used to achieve this type of freeze in the corporate setting was for a donor to create two
classes of stock: a preferred class retained by the donor, which had discretionary nonlapsing put,
liquidation preference, or other rights that could be valued in such a way as to equal the cur-
rent fair market value of the corporation; and a common class of stock transferred to the donees.

Section 2701 mandates that if the rights under the preferred class of stock can be exercised
(or not exercised) at the donor’s discretion, then the value of the transferred common stock car-
ries with it the full value of the corporation. In essence, for gift tax purposes the donor will be
treated as having retained no equity interest in the company. Accordingly, there is no retained
interest that can be frozen.'”

A freeze could also be obtainable prior to section 2701 when a donor retains only the right
to receive a stream of annual payments from the transferred property. Theoretically, a freeze
occurs if the donor receives aggregate payments equal to the fair market value of the donor’s
retained interest (at the time the freeze was undertaken). But if the donor receives, in total,
aggregate payments in excess of that amount, then the donor has in actuality received a portion
of the increase in the value of the partnership or corporation (i.¢., a portion of the net profits).
In that instance. not all growth in the value of the entity will pass to the nonfrozen interest and,
at best, the donor will have only partially frozen the donor’s retained interest.

13 Not only will a freeze be unachievable in this situation, but it could result in * * * double taxa-
tion because the full value of the corporation has been transferred for gift tax purposes during life, but the
transferor is confronted with an estate tax on the value of the retained preferred stock at her death. * * *

* k&

To account for this type of inequity, Congress in section 2701(e)(6) provided that regulations
are to make appropriate adjustments for the subsequent transfers, or inclusions in the gross estate, of any
applicable retained interest valued under section 2701(a). * * *
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Prior to section 2701, [a] freeze could have been achieved when the donor retained non-
cumulative preferred dividends. Through donor-exercised control of the corporation, the cor-
poration could be certain to issue aggregate dividends less than or equal to the initial calculated
value of the donor’s retained preferred dividend right.

Section 2701 eliminates this type of freeze. First, noncumulative preferred stock is valued
at zero. Accordingly, the retention of noncumulative preferred stock cannot form the basis of
a freeze because that retained interest is valued at zero for gift tax purposes.

Second, in order to be ascribed a value for gift tax purposes, the preferred stock must result
in a qualified payment right, or such a right must be electively presumed to exist. But even
though the preferred stock in this instance will be given a value for gift tax purposes, a full
freeze will still not be obtainable. This is because the holder of the preferred stock will receive
aggregate payments in excess of the initial value of the retained interest.

The starting point for this analysis is with the methodology used in valuing the qualified
payment right. That right is no more than an infinitesimal string of constant payments.
Although the Code and regulations provide no express guidance on how to value these pay-
ments, the regulations implicitly contemplate that the payments will be valued like an annuity,
at an assumed discount rate. * * *

Generaily, the lower the discount rate, the greater the value of the retained interest, and
therefore the lower the value of the gift of the transferred interest. Hence, a discount rate related
to existing market rates, such as the prime rate, is more beneficial fr
spective than, say, one based on a junk bond rate.

The Code and regulations provide no guidance as to what discount rate to use in valuing
the retained qualified payment right. The section 7520 rate, used in other gift and estate tax con-
texts, is not necessarily the most realistic discount rate. Nor is a discount rate tied to a market

rate; dividend rights in a closely held business context are more uncertain than those in a pub-
licly traded corporation. * * *

om a transfer tax per-

* ok ok

To the extent the corporation’s rate of earnings exceeds the discount rate used in valuing
the retained preferred stock, that excess rate will inure to the benefit of the holders of the trans-
ferred common stock. Hence, as to that excess, there is a minimal freeze created but that js not
abusive because the reverse could also occur. If the corporation’s earnings are at a rate less than
the discount rate used in valuing the retained preferred stock, then there will actually be a
reverse freeze, or a transfer tax loss. That is, the retained interest will Increase at a rate in excess
of the rate of increase of the transferred interest.

* ok ox

V. CONCLUSION

* ok ok

Through the enactment of a complicated system of rules and procedures, Chapter 14 has
effectively addressed [estate freezing] abuses. For valuation purposes, gifts made in the busi-
hess context * * * are now the functional equivalent of outright, lifetime gifts of full interests
in property. Although there are limited exceptions to that conclusion, those windows of oppor-
tunity are narrow and not abusive. The valuation rules set forth in Chapter 14 are fair and
accomplish their mission to further consolidate the unification of the estate and gift tax system.

i t'ﬂ%@* yhafd
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NOTE

The legislative history of Chapter 14 indicates that Cong.ressuinten(;le:((ij tic;I frl:}t;;l:;;
i i i i indering nonabusive “standar '
tate freezing techniques without hin st
f::r?szcs:tions." Doesg § 2701 achieve its announced goal f’f ensuring “more a;cl::'l:art:li;f;
tax valuation of the initial transfer” through l“well defmid ar:ﬁhadar:]'l(;mj;; le” [ha.t
i ity, overbrea
2701 avoid the problems of complexi ‘ "
D;;Zijd former § 2036(c)? The following excerpt expiores the impact of Chapter
gn estate freezing techniques involving split-interest trusts.

Grayson M.P. McCouch, Rethinking Section 2702, 2 FLA. Tax
REV. 99 (1994)*

* k kK

II. VALUATION UNDER GENERAL PRINCIPLES

i i i i sfers with
Section 2702 is aimed primarily at a few tax-driven lechnlgues.lnvolvxrg st::;: gl
tained interests. A classic example is the so-called grantor r.etam.ed mcor.msl ::st @ e
;)e hich the donor makes a gift of property subjecttoa retained income inte
y w

term. * * *
* X %k

i iti i a remainder,
* * * When beneficial enjoyment of property is split into a term interest and

the property’s value is apportioned among the interests. S.ince the combined .ln:re-s‘:;;eg;ess‘elgf
D nte o hip of the property, the value of each interest generally is deri -
Com?lete °W"‘l’v’5 (I)? the other interests from the value of the entire prf)perty. Thu§. t:e va;:a_
lr?(t::enfe[s};;:t?vueeinleres(s are interdependent, and any uncertainty or inaccuracy in the va
?ion of one interest indirectly affects the valu.atlon of lhe.other. ot of the underlying
If the limitations and conditions affecting possession or enjoy O s duer
be estimated reasonably, the gift tax value of a term interes T ond o pre.
prppen‘lngycgir)scounting the future payments to present value under Treasury tables ba
mine g : : val
e fjiSCOU"l rlait'e'sllin?r;‘:;[f::?n?;i‘;?]:f“lizsiables on the gift tax va.lue of split intell':sfts.
et at 710 (Sransfers property worth $100,000 in trust to pay mcor,ne to herls:aIf }(1):
A:;’:Zfﬂ}‘;‘ :éa:lricwilt; remainder at the end of the term to her:ephew' Bgzngt:r:::?:sm (;61
. i i der the tables of A’s retaine ‘ J
A dl?cloun(t)f“;[Sc;Zrzx?z:f;):;n:llgeol;;10.000 each), and A hz'is made a gift ofj23,9f32:
ot \l? Ue t property less the value of A's retained income interest. A can re ucef :.lhc
”tlle vtahl:;%folu:lt:flslhz gi‘;t by retaining the right to receive the trust property at the end 0
ther

. ok k
15-year term in the event she is not then living.

*  Copyright @ 19%4. Reprinted with permission.

B is not a “member of [A]'s family”
¥ The special valuation rules of § 2702 do not apply because Bi

within the meaning of that section.

0 A might retain this additional int
estate for estate tax purposes in the event sh
of the conditional interest in trust corpus th
the potential estate tax. * * *

*x kR
erest because the trust corpus will be included in her gross

. . . ion
e dies before her retained income interest explres..Rcle:;:n
erefore reduces the gift tax without significantly increasing
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