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I.   Introduction 

 

Private letter rulings are in the 

nature of “advisory” rulings by the 

IRS concerning the tax implication of 

income or estate transactions contem-

plated by taxpayers. As stated in Rev. 

Proc. 2015-1, the IRS  

 

generally issues a letter ruling 

on a proposed transaction or on 

a completed transaction if the 

letter ruling request is submit-

ted before the return is filed for 

the year in which the transac-

tion is completed. 
(Please turn to page 14) 
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I.  Introduction  

 

In general, the  statute of limi-

tations for the IRS to assess is three 

years after the date the return is filed 

or two years from the date the tax is 

paid. After audit, the IRS may issue a 

“30-day letter,” requesting that the 

taxpayer agree to a proposed assess-

ment. The taxpayer 

may, but is not re-

quired to, request 

an appeal with the Appeals Office.  

Under IRC §6161, Appeals is 

granted considerable authority to set-

tle tax disputes. Appeals may consid-
(Please turn to page 16) 

I.    Introduction 

 

A trust is a relationship where-

by a trustee holds property for the 

benefit the beneficiary, or cestui que 

trust. A division of ownership occurs 

between the trustee, who holds legal 

title, and the beneficiary, who holds 

equitable title. Trusts evolved in Eng-

land because of the 

inherent limitations 

of law courts to 

provide equitable relief.  

Courts of Chancery (also 

known as Courts of Equity) which 

could provide equitable relief became 
(Please turn to page 12) 

The Evolution of Trusts  

in American Jurisprudence  

I.    Disputes Involving Sales of  

      Assets to Grantor Trusts  

      Reach the Tax Court 

 

In Estate of Woelbing v. 

Com’r, Docket No. 30261-13, filed on 

December 26, 2013, the IRS  made 

several arguments seeking to negate 

the tax benefit sales of stock to gran-

tor trusts based upon Rev. Rul. 85-13. 

That ruling stated that no realization 

event for federal income tax purposes 

occurs when a taxpayer sells an asset 

to a grantor trust. While the sale is in-

visible for income tax purposes, prac-

titioners had concluded that the same 

was not the case for gift and estate tax 

purposes. Thus, sales to grantor trusts 

(Please turn to page 5) 
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I.    From Washington 

 

Income tax planning in 2015 

will seek to reduce the effect of high 

federal and New York tax rates. 

Avoidance of unnec-

essary capital gain re-

alization through basis 

increases or nonrecognition transac-

tions will remain important.  Estate 

tax planning is simplified by portabil-

ity at the federal level.  

The top federal income tax 

rate is now 39.6 percent, its highest 

since 2000. Capital gains are taxed at 

23.8 percent, which includes the 3.8 

percent net investment income tax. 

The top New York rate levels off at 

(Please  turn to page 2) 

I.   New York State Matters 

 

NYS Amends Estate & Gift Tax 

 

Beginning April 1, 2014, the 

NYS estate exemption will increase 

every 12 months through 2017. On 

April 1, 2014, the NYS exemption be-

came $2.0625; on April 1, 2015, 

$3.125 million; on April 1, 2016, 

$4.1875 million; on April 1, 2017, 

$5.25 million. On January 1, 2019, the  

phase-in will end and the rates will be 

unified. 

The NYS legislature chose to 

provide no estate exemption to New 

York decedents whose estates exceed 

105 percent of the exemption amount. 

(Please turn to page 8)  
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FROM WASHINGTON & ALBANY, CONT. 

 

personal level, and reducing estate tax 

planning may no longer be necessary. 

One solution to these “burned out” trusts 

may be to “turn off” grantor trust status. 

Many trusts will contain language ex-

pressly permitting such “toggling.” If the 

trust does not so expressly provide, the 

(Please turn to page 3) 

8.82 percent, while New York City 

adds another three and a half percent 

for most residents. Wage earners must 

pay social security and Medicare tax. 

All told, ordinary income tax rates in 

New York for wage earners now top 

out at 52.26 percent; long-term capital 

gains rates reach 37.69 percent.   

The cost of living in New York 

is higher than in other states not only 

because of high tax rates, but also be-

cause of high living costs. However, 

many people who leave New York to 

avoid northeast winters seem to come 

back when the weather moderates. The 

Department of Taxation is well aware 

of this and keeps a vigil over those per-

sons who seek to enjoy the benefits of 

New York without paying tax here. 

Residency audits continue to spark liti-

gation. 

Income tax planning is now 

prominent in estate planning, not so 

much for reasons of the federal estate 

tax, which has whimpered out, but be-

cause of the importance of basis; more 

particularly, the basis step up at death. 

While placing assets in a credit shelter 

trust will remove those assets from the 

estate of both spouses forever, the cost 

will be a second basis step up at the 

death of the surviving spouse. In con-

trast, if assets are gifted to the surviving 

spouse in a QTIP, a second basis step 

up is possible with no loss of the feder-

al estate tax exemption, due to portabil-

ity. 

Trusts other than grantor trusts 

are taxed at 39.6 percent when fiduci-

ary income reaches only $12,150. This 

means that trusts should distribute in-

come to beneficiaries in lower tax 

brackets whenever feasible. Trust loss-

es in excess of income benefit no one 

until the final year of the trust. Accord-

ingly, it may be prudent to defer the 

timing of trust operating losses until the 

final year of the trust when the losses 

may be taken as itemized deductions by 

beneficiaries.  

Grantors who sold assets to 

grantor trusts to save estate taxes may 

no longer wish to report the tax of the 

trust they created, since the income tax 

liability may exceed 50 percent on the 

(Continued from page 1) 
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grantor may consider amending the 

trust or decanting the trust into another 

trust that does contain express lan-

guage permitting toggling. 

While the IRS has not issued 

regulations concerning the tax impli-

cations of turning off grantor trust sta-

tus, the situation is somewhat mud-

dled, and Revenue Ruling 85-13 — 

whose tenets are consistent with per-

mitting such a switch — has assumed 

such prominence, that the tax risk of 

turning off grantor trust status may be 

one well worth assuming. The govern-

ment may be uninterested in challeng-

ing these transactions, since at best the 

taxpayer achieves small or moderate 

rate bracket benefit. Someone is going 

to continue to pay the tax; if not the 

grantor, then the trust or the trust ben-

eficiaries. 

However, once grantor trust sta-

tus is turned off, it may be risky to at-

tempt to turn grantor trust status back 

on at a later date. This “toggling” 

might present an opportunity for the 

IRS to argue that the device was being 

used for tax-avoidance. Somehow it 

seems inappropriate for a trust to tog-

gle between being a grantor trust or 

nongrantor trust at the whim of the 

grantor on a yearly basis.  

Especially with the advent of 

portability, marriage itself is an ex-

tremely effective estate tax plan for 

more affluent taxpayers with accumu-

lations of wealth. Gifts between spous-

es occasion no income and except in 

rare occasions no gift tax. Gifts of low 

basis property to an ailing spouse who 

lives one year can accomplish a valua-

ble basis step up if the property is 

willed back to the donor spouse. If the 

ailing spouse cannot be expected to 

live a year, giving property to the ail-

ing spouse and having the ailing 

spouse will the property to children 

will also lock in the basis step up with 

no tax risk. (Although in the latter case 

the children, rather than the surviving 

spouse, will end up with the property.) 

Predicting which spouse may 

die first is an unseemly proposition, 

yet the life expectancy of men is statis-

tically shorter than women. As a gen-

eral rule it may make sense to title 

lower basis assets (which would bene-

fit most from a basis step up) in the 

name of the husband. The basis of as-

sets may also be stepped down at 

death if the asset has declined in value. 

Avoiding a step down in basis can best 

be achieved by selling the asset before 

death.  

Familiar nonrecognition trans-

actions, which taxpayers take for 

granted, such as 1031 exchanges, or 

121 exclusions, are gem-like tax pro-

visions that can save vast amounts of 

capital gains tax when highly appreci-

ated residences or business property is 

disposed of. If the taxpayer is willing 

to wait seven years, these twin Code 

provisions can also be used together, 

magnifying tax benefits.   

For those inclined to retire in 

sunny locations without income tax, 

moving to Texas, Arizona, or Florida 

may preserve retirement capital by 

eliminating the burden of New York 

income tax. Again, those making the 

decision to leave will risk being sub-

ject to a residency audit if they return 

too frequently. 

Much tax planning over the past 

fifteen years has focused on reducing 

the size of one’s estate for estate tax 

purposes. Ironically, some of that 

planning may turn out to have been 

counterproductive, since it may be 

preferable to have property previously 

transferred out of the estate brought 

back into the gross estate to benefit 

from the basis step up at death. Vari-

ous strategies can be employed to at-

tempt to reverse tax planning that has 

now become a liability.  

The taxpayer whose earlier es-

tate-planning entities are now a liabil-

ity may attempt to liquidate the entity 

or undo discounts that no longer pro-

vide any tax benefit. This may be 

achieved by amending or restating the 

operating or partnership agreement. 

Alternatively, the taxpayer may utilize 

a “swap” power in a grantor trust to 

substitute a higher basis asset — per-

haps even cash — for a lower basis as-

set, in order to take title to low basis 

property that can most benefit from a 

basis step up at death. It is not clear to 

this writer whether the “swap” power 

which so many have espoused for so 

long, actually works.  See, TAX NEWS 

& COMMENT, February 2014, “Rev. 

Rul. 85-13: Is There a Limit to Disre-

garding Disregarded Entities.” If the 

taxpayer is willing to take the risk and 

it does work, great. 

The taxpayer may be tempted to 

argue that poorly maintained vehicles 

previously established with the inten-

tion of transfer assets — and the ap-

preciation thereon — out of the gran-

tor or donor’s estate should be pulled 

back into the estate by virtue of IRC 

§2036. However, the IRS — quite un-

derstandably — does not like to be 

“whipsawed,” and one would expect 

the IRS to fiercely challenge such 

strategies. In essence, it is possible 

that the arguments previously made by 

the IRS may not be made by the tax-

payer. The taxpayer might attempt to 

make these arguments due to the atten-

uation of the estate tax and the invig-

oration of the income tax.  

In the end, the difference be-

tween capital gains rates and estate tax 

rates, which only recently were signif-

icant, have now narrowed to the extent 

that complicated analyses may be re-

quired to determine whether or not to 

rely on portability or whether to use a 

credit shelter trust. Even such analyses 

are subject to the vagaries of the mar-

ket and the economy, but may be pro-

bative of the best course of action. 

When presented with a clean slate, and 

everything else being equal, most 

agree that portability and the second 

basis step up it carries with it, is the 

best estate planning option in most 

cases. 

To reduce the value of assets in 

the decedent’s estate that will be enti-

tled to a basis step up, but whose in-

clusion in the estate would no longer 

produce estate tax revenue, the IRS 

may now accept questionable valua-

tion discounts claimed by the taxpayer 

that the Service might previously have 

challenged for a multitude of reasons. 

One reason might have been that the 

basis for the discount was not ade-

quately disclosed.  

The doctrine of substance over 

(Continued from page 2) 

(Please turn to page 4) 
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form, first enunciated by the Supreme 

Court in 1935 in Gregory v. Helver-

ing, 293 U.S. 465, provides that for 

federal tax purposes, a taxpayer is 

bound by the economic substance of a 

transaction where the economic sub-

stance differs from its legal form. 

However, the taxpayer, once having 

chosen a form, may not later assert 

that the form chosen should be ig-

nored.  

In seeking to ignore a question-

able valuation which would now bene-

fit the government, the IRS might ar-

gue that the taxpayer, having chosen 

the form, must be bound by that form, 

and that the IRS may accept even a 

valuation that appears questionable, 

since it was reported by the taxpayer. 

However, this would seem to be a dis-

torted view of the doctrine of sub-

stance over form. In practice, the IRS 

might achieve its goal anyway since 

there appears to be no way that the 

taxpayer could effectively argue that 

earlier valuation was incorrect, with-

out inviting other, more serious prob-

lems. Moreover, the taxpayer would 

be placed in the peculiar and unenvia-

ble position of essentially requesting 

that the IRS to audit a previous gift tax 

return. 

Proving basis at death is not 

generally necessary due to the basis 

step up occasioned upon death by vir-

tue of IRC §1014, but at times the de-

termination of historical basis may be 

necessary when capital gains must be 

calculated with respect to property 

held for many years. While an old saw 

provides that if the taxpayer cannot 

prove basis, basis is zero, this is simp-

ly not true. Just as the courts have con-

sistently held that difficulty in valuing 

property or services will not prevent 

the calculation of realized gain, the 

taxpayer may establish basis by the 

best available means. It is true that the 

taxpayer may have the initial burden 

of proof when establishing basis, but 

under IRC §7491 that burden can 

change  

 

if the taxpayer comes forward 

with credible evidence with re-

spect to any factual issue rele-

vant to ascertaining the liability 

of the taxpayer. 

 

Portability is now a permanent 

fixture on the estate tax landscape, and 

levels the playing field for taxpayers 

who have been lax in their estate plan-

ning. As Howard Zaritsky noted at the 

University of Miami conference in Or-

lando, portability is the default means 

of ensuring best use of the large feder-

al estate exemption. In advising a cli-

ent to implement estate plans not uti-

lizing portability, Mr. Zaritsky aptly 

observed that the advisor should be 

sure that what he or she is counsels, if 

portability is foregone, will not be 

worse. 

Of course in New York some 

additional estate tax planning is neces-

sary to utilize the increasing New 

York estate exemption, since New 

York — like almost all other states — 

has not adopted the concept portabil-

ity.   

New York has also prevented 

an obvious end-run around its own es-

tate tax by residents making large gifts 

before death. Now, gifts made within 

three years of death will be included in 

the taxable estate of New Yorkers for 

state estate tax purposes, and will at-

tract estate tax at rates of between 10 

and 16 percent. The “cliff” rule will 

penalize those estates which dare to 

exceed the New York exemption 

amount by between 0 and 5 percent. In 

fact, once the estate exemption amount 

is exceeded by 5 percent, New York 

will grant the estate no exemption; the 

entire taxable estate will be subject to 

estate tax. 

The use of QTIP trusts in devis-

ing property to surviving spouses will 

continue to ensure a basis step up 

while accomplishing portability of the 

federal exemption. QTIP trusts and 

portability elections are now the magic 

elixir of most moderate to high net 

worth individuals who seek to imple-

ment an effective estate plan. Portabil-

ity, still new, does have some issues 

which need to be resolved by Con-

gress. For example, basing the unused 

exclusion amount on the last-to-die 

spouse may produce inequitable re-

sults. Some have called upon Treasury 

to fix this problem. In the interim, es-

pecially in second marriage situations, 

a provision in a prenuptial agreement 

regarding portability may be a good 

idea. This will protect the heirs of both 

spouses against uncertainties in the 

portability statute. 

Asset protection using trusts es-

tablished in Nevada, Delaware, North 

Dakota or Alaska have proved to be 

only marginally superior to asset pro-

tection trusts created in, for example, 

the Cayman Islands. Those trusts have 

generally been ineffective when chal-

lenged in state court. However, imple-

menting trusts in those tax-friendly ju-

risdictions may be quite effective in 

saving tax.  

New York has implemented 

new rules which seek to restrict tax 

benefits to New Yorkers who imple-

ment trusts in these jurisdictions. 

There may still be some benefit to be 

availed of by a New York grantor who 

establishes such a trust for beneficiar-

ies who do not reside in New York.  

In planning for a possible IRS 

audit, taxpayers should keep in mind 

that email exchanges to non-attorneys 

are not privileged, and the privilege 

extending to exchanges with attorneys 

may be lost if other persons are cop-

ied. Memoranda of law espousing a 

particular tax-saving strategy may be-

come discoverable in litigation, and 

even if marked “confidential,” may 

find its way into the hands of the IRS. 

It is best not to explicitly detail the 

merits of a particular tax-saving strate-

gy even in confidential memoranda.  

When implementing a tax plan-

ning strategy, courts have been partic-

ularly impressed with arguments made 

by taxpayers which emphasize non-tax 

motivations for a tax-saving transac-

tion. Where valuations are required for 

returns, taxpayers should be aware that 

drafts of appraisals can be used against 

the taxpayer. The IRS has immense in-

formation-gathering power and the 

taxpayer should assume that at audit 

the IRS will possess more information 

than the taxpayer might otherwise as-

sume.  

(Continued from page 3) 

(Please turn to page 18) 
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were made which were presumptively 

complete for transfer but not for in-

come tax purposes. These sales shifted 

appreciation out of the grantor’s es-

tate, while at the same time resulted in 

the income tax for the grantor trust be-

ing attracted like a magnet to the gran-

tor. This permitted trust assets to ap-

preciate without the imposition of 

yearly tax. An added bonus of this 

planning technique was that the pay-

ment of the income tax of the trust by 

the grantor was not deemed to consti-

tute a gift to the trust. 

Risks associated with this estate 

planning transaction had always been 

presumed to exist. However, it ap-

peared that careful tax planning could 

minimize those risks. The IRS in Es-

tate of Woelbing has fired the first sal-

vo in contesting the sale of assets to 

“defective” grantor trusts, as has been 

their sobriquet. 

The IRS first argued that the 

promissory note received in exchange 

for the sale of stock was undervalued, 

and that the difference between the 

value of the Note and the actual value 

of the stock transferred constituted a 

taxable gift.  The IRS then argued that 

that the stock should be included in the 

decedent’s estate under IRC §§ 2036 

and 2038 as “retained” interests. Final-

ly, the Service asserted that a 20 per-

cent underpayment penalties amount-

ing to more than $25 million should be 

imposed. 

The principal hurdle that the 

taxpayer in Woelbing — as in other 

cases — must surmount, aside from 

ensuring that the formalities of the 

transfer are well documented, and that 

the transaction is bona fide, is that the 

promissory note received in exchange 

for the assets (i) constitutes debt rather 

than equity and (ii) is fairly valued. 

One way of ensuring that the Note is 

bona fide debt is transfer to trust suffi-

cient assets such that there are suffi-

cient assets to satisfy the Note even if 

the trust has an income deficit. 

In practice, the requirement of 

the promissory note comprising debt 

has been accomplished by making a 

gift of “seed” money into the trust pri-

or to the sale. If the trust produces just 

enough income such that the Note is 

satisfied, it begins to look as if the 

transferor has retained an interest in 

the transferred assets such that Section 

2036 comes into play. If ample trust 

assets assure that the terms of the Note 

will indeed be repaid without incident, 

the Note will more likely have inde-

pendent significance. It will be inter-

esting to see how Woelbing is decided. 

As insurance against a success-

ful IRS argument that the promissory 

note is undervalued, trusts have been 

drafted to contain formula clauses 

shifting any excess value that could be 

deemed a taxable gift, to an entity for 

which a deduction was available. 

 

               *     *     * 

 

Until Woelbing is decided, 

some have suggested that GRATs be 

used frequently, at least for extremely 

wealthy individuals. However, GRATs 

are like the Model T of estate planning 

— their time has passed. GRATs are 

much less effective as estate planning 

vehicles than are sales to trusts, and 

are generally inferior to other estate-

planning strategies. While one well-

known tax practitioner has suggested 

that GRATs be rehabilitated at least 

until one gets a sense of how disputes 

involving sales to grantor trusts will be 

resolved, this approach has little to 

commend it. 

The sensible approach, suggest-

ed by Dennis Belcher at the University 

of Miami tax conference in Orlando in 

January is that clients should be ad-

vised of the current litigation involv-

ing sales to grantor trusts, but having 

been made aware of the risk, are com-

petent to make their own decision as to 

whether or not to fly into the turbu-

lence hoping, as most do, that sales to 

grantor trusts will end up being vindi-

cated for tax purposes. 

Interestingly, other speakers at 

the Orlando conference noted that for 

all but fewer than one percent of tax-

payers, sophisticated tax planning in-

volving sales to grantor trusts (or 

GRATs for that matter) is no longer 

even necessary, given the combined 

spousal exemption amount which is 

now more than $10.86 million. Since 

2012, 87 percent fewer federal estate 

tax returns have been filed. 

Although it may be a slight 

overstatement, it is clear that income 

tax planning has now taken center 

stage, and federal estate tax planning 

has been relegated in importance. New 

York state estate tax planning is still 

important, however, at least until 

2019, when New York’s exemption 

reaches parity with the Federal exemp-

tion amount.  

Despite efforts to abolish it, the 

federal estate tax appears to have a 

considerable life expectancy since it 

generates considerable revenues even 

though the tax reaches only a fraction 

of a percent of all taxpayers. Abolish-

ing the estate tax appears to be an ex-

cellent “talking point” for Republi-

cans, but no one seems to care very 

much about eliminating the estate tax. 

In fact. President Obama indicated that 

he favored reducing the federal ex-

emption amount. Given the current 

makeup of Congress, Mr. Obama’s po-

sition appears to have scant likelihood 

for success. In the end, Congress ap-

pears unlikely likely to forego this 

source of revenue which is imposed on 

only a few thousand taxpayers, regard-

less of who next occupies the White 

House.  

 

II.    Corporate Goodwill 

 

Several cases involving the tax-

ation of goodwill in the context of the 

sale of a corporate enterprise were de-

cided. To avoid a successful IRS as-

sertion that goodwill belongs to the 

corporation rather than to the individu-

al, taxpayers should understand both 

positive and negative factors which af-

fect that determination, and plan ac-

cordingly. Goodwill, for federal tax 

purposes was defined by Justice Story 

as 

 

[t]he advantage or benefit, 

which is acquired by an estab-

lishment . . . in consequence of 

the general public patronage 

and encouragement, which it re-
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ceives from habitual customers, 

on account of its local position, 

or common celebrity, or reputa-

tion for skill or affluence. 

  

Courts have recognized two 

types of goodwill: “Business Good-

will” and “Personal (or professional) 

Goodwill.” Business goodwill refers to 

going-concern value, or goodwill at-

taching to the enterprise. Personal 

goodwill, on the other hand, takes into 

consideration the seller’s reputation 

and expertise, and may be considered 

separate and apart from the assets of 

the firm. When applied to professional 

businesses, such as medical practices, 

the term personal goodwill is often re-

ferred to as “Professional Goodwill.” 

One author provides an example of 

personal goodwill in a medical prac-

tice: 

 

[I]f a doctor was a neurosur-

geon with extensive experience, 

an excellent reputation for suc-

cessfully treating highly com-

plex and difficult neurological 

problems, and a good bedside 

manner, it is likely that patients 

would come to see the doctor 

not because of an established 

practice with a solid reputation 

in a particular locale, but be-

cause of the surgeon’s unique 

skills, abilities, and reputation. 

 

Several cases involving profes-

sional service corporations inform the 

contours of what may be properly 

characterized as professional goodwill. 

In Norwalk v. Com’r, T.C. Memo 

1998-279 (1989), the Tax Court held 

that in the absence of a noncompeti-

tion agreement or other agreement 

with the corporation whereby goodwill 

in connection with existing clients be-

came the property of the corporation, 

the goodwill constituted professional 

goodwill, since the clients had no 

meaningful value to the corporation.  

 

However, in Schilbach v. 

Com’r, T.C. Memo 1991-556, a differ-

ent (and adverse) result was reached 

where the Court found that the sole 

shareholder of a professional corpora-

tion was unable to obtain malpractice 

insurance, was leaving the state, and it 

appeared doubtful that the physician 

would “set up a new practice in direct 

competition with [the purchaser].”  

The Court in Schilbach imposed a 25 

percent accuracy-related penalty under 

[then] IRC § 6661.  

 

In a more recent case, Howard 

v. United States, No. 10-35768, decid-

ed by the Ninth Circuit Court of Ap-

peals in 2011, the Court noted that  

 

there is no corporate goodwill 

where ‘the business of a corpo-

ration is dependent upon its key 

employees, unless they enter in-

to a covenant not to compete 

with the corporation or other 

agreement whereby their per-

sonal relationships with clients 

become property of the corpo-

ration’; Martin Ice Cream Co., 

110 T.C. at 207-08 (finding that 

“personal relationships . . . are 

not corporate assets when the 

employee has no employment 

contract [or covenant not to 

compete] with the corpora-

tion.’; Macdonald v. Com’r, 3 

T.C. 720, 727 (1944) (finding 

“no authority which holds that 

an individual’s personal ability 

is part of the assets of the cor-

poration . . . where . . . the cor-

poration does not have a right 

by contract or otherwise to the 

future services of that individu-

al.” In determining whether 

goodwill has been transferred to 

a professional practice, we are 

especially mindful that “each 

case depends upon particular 

facts.  And in arriving at a par-

ticular conclusion . . .we take 

into consideration all the cir-

cumstances . . . [of] the case 

and draw from them such legiti-

mate inferences as the occasion 

warrants.” Grace Brothers v. 

Com’r, 173 F.2d 170, 176 (9th 

Cir. 1949). 

 

In Howard, the Ninth Circuit 

found that the taxpayer’s dental prac-

tice was the property of the “Howard 

Corporation” and its sale did not gen-

erate professional goodwill. The pur-

chase contract did recite that   

 

[t]he personal goodwill of the 

[p]ractice . . . [was] established 

by Dr. Howard . . . [and] is 

based on the relationship be-

tween Dr. Howard and the pa-

tients. 

 

However, in rejecting the sig-

nificance of the contractual language, 

and in affirming an order of summary 

judgment in favor of the IRS, the 

Ninth Circuit concluded that the pur-

chase agreement did not reflect the 

“realities” of the transaction, noting: 

 

By now it is well established 

that “the incidence of taxation 

depends upon the substance, not 

the form of [a] transaction.”  

Com’r v. Hansen, 360 U.S. 446, 

463 (1959). . . Self-serving lan-

guage in a purchase agreement 

is not a substitute for a careful 

analysis of the realities of the 

transaction. 

 

             *     *     * 

 

In Bross Trucking v. Com’r., 

T.C. Memo 2014-17, the IRS alleged 

that where the sons succeeded to fa-

ther’s business, which suffered a loss 

of goodwill from negative publicity, 

the assets of the company were distrib-

uted to father as ordinary income, and 

that father made a gift of the corporate 

goodwill to sons. The Tax Court held 

for the taxpayer, finding that there was 

little corporate goodwill for the corpo-

ration to have distributed.  

Citing to Martin Ice Cream v. 

Com’r, 110 T.C. 189 (1998), the Tax 

Court found that corporate goodwill 

was lacking, since (i) Mr. Bross had 

no employment or noncompetition 

agreement with Bross Trucking; (ii) 

clients patronized Bross Trucking by 

reason of the relationships “forged” by 

Mr. Bross; (iii) goodwill was “the ex-
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pectation of continued patronage,” the 

regulatory problems encountered by 

Bross Trucking actually resulted in a 

loss of corporate goodwill; (iv) the 

sons of Mr. Bross had personally 

“cultivat[ed]” relationships with cli-

ents; and accordingly (v) the sons’ 

profiting thereby from “independently 

created relationships” was not the 

same as “receiving transferred good-

will.”  

 

III.   Adequate Disclosure  

         on Gift Tax Returns 

 

The three-year period of assess-

ment for timely filed gift tax returns 

presumes that “adequate disclosure” 

has been made. In Estate of Sanders v. 

Com’r, T.C. Memo 2014-100, the es-

tate argued in a motion for partial 

summary judgment that the statute had 

run on the ability of the IRS to chal-

lenge the value of the gift. The Tax 

Court cited Reg. §301.6501(c)-1(f)(2)

(iv) for the proposition that a gift is 

adequately disclosed if the taxpayer 

provides a “detailed description of the 

method used to determine the fair mar-

ket value of the property.” In this case, 

the Tax Court denied the motion for 

partial summary judgment, concluding 

that a genuine dispute existed as to 

whether the gift tax returns adequately 

disclosed the value of the gift. 

 Although the Regulations do 

not explicitly require that the taxpayer 

engage an expert to value a gift when 

preparing a gift tax return, it may 

make sense to do so anyway. If no ex-

pert appraisal for a large gift is made 

at the time of the gift, it may be neces-

sary to engage an expert later — even 

after the donor dies — if the IRS chal-

lenges the adequacy of initial disclo-

sure, as it did in Estate of Sanders.  

It may be more difficult at a lat-

er time to accurately value the gift. 

Gifts of some assets, such as real es-

tate, may be far easier to value at the 

time of the gift, rather than many years 

later. Other gifts, for example, the gift 

of a rare coin, might not be more diffi-

cult to value at a later time.   

 

IV.     Overpayment of Estate  

          Tax Applied to Deferred  

          Portion of Tax 

 

In Estate of McNeely v. U.S., 

2014 WL 2617418, USTC §60679 (D. 

Minn. 2012), the estate made an esti-

mated estate tax payment of $2.494 

million. The estate also sought to defer 

payment of estate tax under IRC 

§6166. The estate tax return when 

filed showed an actual nondeferrable 

estate tax liability of only $512,226. 

The request by the estate for a refund 

of $1.9179 million was denied. The 

District Court for Minnesota held for 

the government in a refund action 

brought by the estate, reasoning that 

under IRC §6402, the IRS may in its 

discretion credit an overpayment to an 

outstanding tax liability.  

 

V.    3.8 Percent Net  

        Investment Income Tax 

 

In Frank Aragona Trust v. 

Com’r, 142 T.C. No 9 (2014), the trust 

conducted real estate operations 

through an LLC. The children of the 

deceased grantor were trustees. The is-

sue was whether the 3.8 percent tax on 

net investment income applied to the 

trust, which claimed that through its 

activities which were “regular, sub-

stantial and continuous,” the trust 

qualified as a “real estate profession-

al,” and could therefore deduct its 

rental real estate losses. At issue was 

also whether the trust materially par-

ticipated in the real estate activities 

through the trustees. 

The trust prevailed. The Tax 

Court ruled that the trust could indeed 

qualify as a “real estate professional.” 

Even though the trust could not itself 

perform “personal services,” those ser-

vices could be provided by the trus-

tees. The court also rejected the IRS 

argument that the trustees did not ma-

terially participate in the real estate ac-

tivities, finding that the trustees were 

in fact involved in the daily activities 

of the real estate business.   

 

 

VI.     Conservation Easements 

 

The Second Circuit affirmed a 

decision of the Tax Court which held 

that the donation of a conservation 

easement consisting of the façade of a 

brownstone in Brooklyn’s Fort Greene 

Historic District had not been shown 

to reduce the value of the property, 

and that the IRS was correct in chal-

lenging the charitable deduction taken 

by the taxpayer under IRC §170(f)(B)

(iii). Schneidelman v. Com’r, Docket 

No. 13-2650 (6/18/2014).  

[The taxpayer donated the ease-

ment and claimed a charitable deduc-

tion of $115,000, premised upon the 

reduction in value of the property by 

reason of the gift. Following audit, the 

IRS determined that the taxpayer had 

not established a fair market value for 

the easement. The Tax Court agreed 

and found that the taxpayer was not 

entitled to claim the deduction because 

it had not obtained a “qualified ap-

praisal” showing a reduction in value 

of the property.] 

The Court noted preliminarily 

that its review of factual matters deter-

mined by the Tax Court was 

“particularly narrow when the issue is 

one of value” and that the conclusion 

of the Tax Court must be upheld if 

supported by “substantial evidence.” 

The Court then recited the familiar 

precept that the fair market value of 

property is based upon a hypothetical 

willing buyer–willing seller rule.  

The Court acknowledged that 

while encumbrances on real property 

generally reduce value, the grant of a 

conservation easement may, according 

to the regulations, increase the value. 

In the instant case, the appraisal the 

taxpayer obtained failed to take into 

account the particular facts and cir-

cumstances. The appraiser merely 

opined as to an IRS “accepted range” 

of percentages, which was inadequate.  

The IRS, on the other hand, an-

alyzed “the particular terms of the 

easement, zoning laws, and regula-

tions” and concluded that the grant of 

the easement did not materially affect 

the value of the property. Ironically, 

the witness proffered by the taxpayer  

— the Chairman of the Fort Greene 
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In order to achieve this sharp cutoff 

for estates between 100 and 105 per-

cent of the exemption amount, the ef-

fective rate of tax imposed on the in-

cremental 0 to 5 percent will paradoxi-

cally far exceed the increase in the ac-

tual estate. For example, a decedent 

dying in 2018 with a taxable estate of 

$5.25 million would owe no NYS es-

tate tax. However, if that decedent’s 

estate were 105 percent of the exemp-

tion amount, or $5.5125 million, no 

exemption would be allowed — not 

even the $1 million exemption that ex-

isted prior to the change in the law. 

If that same decedent died in 

2018 with a taxable estate of $5.3 mil-

lion, which is only $50,000 above the 

$5.25 million amount which would re-

sult in no NYS estate tax, because of 

the sharp phase out of the exemption, 

that $50,000 increase in estate size 

would result in estate tax liability of 

$119,200, an effective rate of tax on 

the incremental $50,000 of 238.4 per-

cent. 

Obviously, one would want to 

avoid being within phase-out zone. 

There are several methods of accom-

plishing this, one being to employ a 

formula clause in the testamentary in-

strument, shifting the incremental ex-

cess to a spouse or a charity for whom 

an estate tax deduction is available.  

Another method would be to 

make gifts before death. However, 

New York has closed a loophole 

which enabled New York residents to 

avoid estate tax by making such large 

gifts before death thereby reducing the 

size of the gross estate. Since New 

York imposes no gift tax large gifts by 

residents before death had resulted in 

avoidance of the estate tax at no tax 

cost. 

New York has not reimposed a 

gift tax, although that was considered. 

Instead, New York has enacted legis-

lation that will pull back into a dece-

dent’s estate gifts made within 3 years 

of death. Interestingly, some gifts 

pulled back into the estate under the 

new law would not even have been 

part of the decedent’s estate had the 

decedent died owning them.  

To further complicate the situa-

tion, gifts made within three years of 

death will not be included in the feder-

al estate. In calculating the federal es-

tate tax, a deduction is allowed for 

state estate taxes resulting from assets 

included in the federal estate. Since 

(outright) gifts made within three 

years are not included in the federal 

estate, no federal deduction will be al-

lowed for those gifts brought back by 

New York and included in the New 

York resident’s estate for New York 

estate tax purposes. The loss of the 

federal deduction will increase the ef-

fective cost of the gift for New York 

estate tax purposes. 

Although the Legislature con-

sidered changing the estate tax rate, 

the top rate remains unchanged at 16 

percent. The general result of the 

change in the estate tax law can be 

summarized as follows: (i) wealthy 

New York residents will not be able to 

avoid the estate tax by making large 

gifts shortly before death; (ii) the 

“cliff” rule counsels serious tax plan-

ning to avoid tax penalties for estates 

which exceed the exemption amount 

by between 0 and 5 percent; (iii) es-

tates under the exemption amount will 

incur no estate tax; and (iv) gifts of 

certain assets which would have not 

been included in the estate will by rea-

son of the new three-year rule become 

part of the estate, even though they 

would not otherwise have become part 

of the estate. 

 

Portability 

 

Like most states, New York has 

not adopted the federal rule of porta-

bility, meaning that a surviving spouse 

cannot derive any benefit from an un-

used estate tax exemption of a prede-

ceasing spouse. Under the federal rule, 

the unused exemption of the first 

spouse to die can be utilized by the 

surviving spouse, provided an estate 

tax return is filed. However, since 

New York does not allow the surviv-

ing spouse to utilize the unused ex-

emption of the predeceasing spouse, 

other planning techniques are required. 

The simplest and most logical 

technique is to fund a testamentary 

trust of the first spouse to die with a 

formulaic amount equal to the then ap-

plicable New York State exemption 

amount. The rest of the estate could be 

given outright or in QTIP form to the 

surviving spouse. This method would 

ensure full use of the New York State 

exemption, and would result in no fed-

eral or New York State estate tax at 

the death of the first spouse. One 

drawback to this approach is that alt-

hough assets passing into the credit 

shelter trust would receive a basis step 

up for income tax purposes, a second 

basis step up at the death of the surviv-

ing spouse would not be possible. 

Those assets passing to the sur-

viving spouse outright or via QTIP 

would receive a second basis step up 

at the death of the surviving spouse. 

There may be situations where it 

makes sense to forego the NYS ex-

emption — and pass all assets to the 

surviving spouse in a QTIP or outright 

— in order to obtain a second basis 

step up at the death of the surviving 

spouse. This may depend upon wheth-

er the assets are expected to appreciate 

substantially following the death of the 

first spouse. If this is the case, the sec-

ond step up in basis may be worth 

more than the foregone New York 

State exemption. 

One must be aware of a trap in 

the federal portability rule. The 

amount of the unused exemption is 

measured by the amount possessed by 

the “last” surviving spouse. This 

means that if the surviving spouse re-

marries and survives the spouse of her 

remarriage, her available federal ex-

emption amount will be calculated 

with reference to her last predeceasing 

spouse, which is the spouse whom she 

married after the death of her initial 

spouse. If the “last surviving spouse” 

has no unused exemption amount, it is 

possible that the entire “ported” un-

used exclusion amount of the first 

spouse to die could be wasted in the 

event of remarriage. 

There is another problem with 

foregoing use of the credit shelter trust 
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in favor of portability: There is no way 

to compel an executor to file a federal 

estate tax return, which is a prerequi-

site for electing portability. Although 

one need not formally “elect” portabil-

ity on a federal estate tax return — the 

mere filing of the return will result in 

portability unless the executor elects 

out — the only way to elect portability 

is to file a federal estate tax return. 

Another approach to estate 

planning for large estates has been 

suggested. This involves gifting assets 

to the likely surviving spouse — in the 

case of New York presumably more 

than three years before death — and 

then having the surviving spouse gift 

or sell assets to a “defective” grantor 

trust. This will result in trust assets ap-

preciating without the imposition of 

yearly income tax on the trust. As in-

come tax rates have risen dramatically, 

this strategy is attractive.  

Whether or not the assets in the 

trust receive a basis step up at the 

death of the surviving spouse — and 

the general consensus is that they will 

not — the strategy makes sense since 

the trust will grow quickly without the 

imposition of a yearly income tax. 

Any income tax liability will be re-

ported by the surviving spouse on that 

spouse’s own individual income tax 

return. This will have the salient effect 

of reducing the size of the estate of the 

surviving spouse that could be subject 

to federal estate tax. 

The problem with this approach 

is not a tax problem, but rather a prac-

tical problem. It assumes that the sur-

viving spouse will make a large gift 

(or sale) to an irrevocable trust with 

respect to which s/he has no interest. 

Recall that if the surviving spouse 

were to have an interest in this trust, 

IRC § 2036 would pull the assets back 

into the estate. This means that the 

grantor can have no income interest in 

the trust.  

Older persons whose estates ap-

pear large enough to support them in 

their manner of living for many years 

may decide that they do not wish to ir-

revocably part with assets which they 

might conceivably need. It is unusual 

that even older parents make substan-

tial gifts of large portions of their es-

tate before death. For this reason, rely-

ing on a surviving spouse to make a 

large gift or sale to a “defective” gran-

tor trusts should be contemplated only 

where it appears reasonably certain 

that the surviving spouse will actually 

make the gift or complete the sale. 

 

New York Obviates Federal  

Grantor Trust Rule for Certain 

Trusts 

 

To the chagrin of New York, 

the IRS announced in PLR 201310002 

that certain trusts established by New 

York residents in Nevada or Delaware 

were not “grantor” trusts under federal 

law. Since these non-grantor trusts op-

erated outside the orbit of New York 

income tax, New York grantors were 

not taxed on income earned by these 

trusts. To Albany, this appeared to 

open up a tax loophole the width of 

the Mississippi.  

As a result, the Department of 

Taxation appears to have lobbied for 

legislation which treats the grantor as 

the tax owner of the assets contained 

in these out of state trusts even though 

for federal purposes the grantor is not 

treated as the tax owner. Although 

these “NING” or “Nevada incomplete 

gift nongrantor trusts” will still benefit 

residents of other states, New York 

residents will no longer derive a tax 

benefit from implementing these 

trusts, since the New York resident 

will be required to report income 

earned by these trusts on the resident’s 

New York income tax return, Form IT

-201. This, despite the fact that the in-

come will not be reported on the New 

York resident’s Form 1040 federal in-

come tax return, but rather on the fidu-

ciary income tax return of the out-of-

state trust. 

 

New York Imposes “Throwback” 

Rule to Capture Undistributed Net 

Income of Out of State Trusts 

 

In Taylor v. NYS Tax Commis-

sion, 445 N.Y.S.2d 648 (3rd Dept. 

1981), a New York domiciliary creat-

ed a trust consisting of Florida proper-

ty. Neither the trustees nor the benefi-

ciaries were New York residents. The 

Appellate Division held that under the 

14th Amendment 

 

[a] state may not impose tax on 

an entity unless that state has a 

sufficient nexus with the entity, 

thus providing a basis for juris-

diction. 

 

Following Taylor, New York 

codified an exception to the imposition 

of income tax imposed on New York 

“resident” trusts where (i) no trustees 

resided in New York; (ii) no property 

(corpus) was situated in New York; 

and (iii) where the trust had no New 

York source income. (A New York 

“resident” trust is a trust created under 

the will of a New York domiciliary or 

a trust created by a New York domicil-

iary at the time the trust was funded.) 

As a result of this exception, it 

was sometimes prudent for New York 

residents to implement New York resi-

dent trusts in Nevada or Delaware. 

New York would not trust income 

from such trusts except to the extent 

income was currently distributed to 

New York beneficiaries. If the trust 

accumulated income, beneficiaries 

would have no income to report. The 

accumulated income, when later dis-

tributed, to the extent it exceeded the 

distributable net income (DNI) of the 

trust, would forever escape income tax 

in New York. 

To change this result, principles 

of federal taxation of foreign non-

grantor trusts were imported. Now, 

beneficiaries receiving “accumulation 

distributions” will be taxed on those 

distributions, even if they exceed trust 

DNI. However, a credit will be al-

lowed for (i) taxes paid to New York 

in prior years on accumulated income 

and (ii) taxes paid to other states.  

Under the new law, trusts meet-

ing the three exceptions, “exempt” 

trusts, will now be subject to reporting 

requirements for years in which accu-

mulation distributions are made. The 
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law became effective for accumulation 

distributions after June 1, 2014.  

Although the rule is harsh, two 

factors mitigate against this harshness:  

First, the rule applies only to benefi-

ciaries who reside in New York. Out 

of state beneficiaries will not be af-

fected, since they will not owe any tax 

to New York.  Second, “UNI” or un-

distributed net income, can be mini-

mized by the trust investing in assets 

producing capital gains. Capital gains 

are not included in distributive net in-

come (DNI) and accordingly, the re-

tention by the trust of income derived 

from capital gains will not become 

subject to the throwback rule when the 

income is later distributed.  (See Taxa-

tion of Foreign Nongrantor Trusts: 

Throwback Rule, TAX NEWS & COM-

MENT, August, 2014.)  

 

II.     IRS Matters 

 

Final Regulations on Portability 

 

Treasury promulgated final reg-

ulations concerning portability. Reg. § 

20.2010-2T(a)(1)(4) requires the filing 

of a federal estate tax return in order to 

elect portability. The return may be 

filed by an executor or any person in 

possession of property of the decedent.   

The executor may refuse to file 

a 706 where none is required if the 

gross estate is not large enough to re-

quire an estate tax return. In a situation 

where beneficiaries (children) of the 

deceased spouse have received all that 

they will under a credit shelter trust, 

they may refuse to file an estate tax re-

turn merely to make a portability elec-

tion with respect to which they will 

not benefit.  

The surviving spouse, who may 

not be the executor, cannot compel the 

child executor to file a 706. Disputes 

may arise. Children may argue that the 

deceased may have engaged in earlier 

transactions during life that could be 

reviewed if an estate tax return were 

filed. The refusal could also be 

groundless and petty, such as the re-

fusal to pay for the cost of the return, 

or some other imagined transgression 

that warrants recalcitrance.  

Until Congress or Treasury ad-

dresses this serious issue, spouses 

should agree between themselves to a 

resolution of this potential problem, 

either in a prenuptial agreement, post-

nuptial agreement, or other writing. 

Fortunately, the IRS has been liberal 

in permitting late filings of estate tax 

returns to make a portability election. 

In many cases, it makes sense to delay 

filing an estate tax return until the lat-

est time moment because it is not al-

ways clear whether and to what extent 

assets which may appreciate post-

death should fund the QTIP as op-

posed to the credit shelter trust.  

Some practitioners are con-

cerned that an estate tax return filed to 

elect portability which contains a 

QTIP election will be “ignored” since 

Rev. Proc. 2001-38 provided that the 

IRS will ignore a QTIP election if the 

election was not necessary to reduce 

estate tax. However, this concern 

seems unjustified. Rev. Proc. 2001-38 

was ameliorative in nature, it appears 

remote that the IRS would use the pro-

cedure offensively to undermine the 

concept of portability. 

 

IRS Sanguine Regarding  

Scrivener’s Errors 

 

PLR 201442042 posed a situa-

tion where a GRAT was created which 

provided for the transfer of property 

following termination of the GRAT to 

a revocable trust which the grantor of 

the GRAT could revoke. This problem 

with this plan was that it was internal-

ly inconsistent. The transfer to the 

GRAT was complete for transfer tax 

purposes once the GRAT term ended. 

The transfer to a trust that could be re-

voked by the grantor would appear to 

bring the property back into the gran-

tor’s estate — exactly the result which 

the GRAT was intended to obviate. 

The IRS sensibly concluded that under 

state law the trust could be amended to 

correct the error, since the grantor’s 

intent was clearly frustrated by the in-

congruity of the two instruments.  

 

Taxpayers May Benefit From Argu-

ing Poorly Maintained Asset Sales 

Should be Ignored 

 

In the past, the IRS has argued, 

principally under IRC § 2036, that 

transfers putatively made to reduce the 

size of the grantor’s or donor’s estate 

should be ignored, and that the assets 

should be brought back into the estate 

for estate tax purposes. 

Now, given the tectonic shift 

where income tax considerations are 

now much more important than estate 

tax considerations, the taxpayer may 

actually benefit from arguing that 

poorly maintained estate plans should 

be ignored, and by virtue of IRC § 

2036, assets should be included in the 

grantor’s estate. If successful, this ar-

gument would likely provide an inval-

uable basis step up where none would 

otherwise occur.  

In contemplating whether to so 

argue, it would be necessary to include 

in this calculus any estate tax cost that 

might be occasioned. If it could be 

successfully argued that the assets 

were never effectively transferred out 

of the donor’s estate, and that no dele-

terious estate tax consequences would 

ensue, then the importance of generat-

ing a basis step up could inveigh 

against seeking to maintain such estate 

plans which have now become a liabil-

ity rather than a benefit. It is unclear 

how the IRS would respond to this ar-

gument. 

 

PLR 20140011: Contingency in 

Prenup Will Not Void QTIP  

 

In order to validly elect QTIP 

treatment, there must be no 

“contingency” that would preclude a 

marital deduction under IRC § 2056(b)

(1). PLR 201410011 stated that a pre-

nuptial agreement that contained a 

provision allowing a surviving spouse 

to elect to take either under the terms 

of the prenuptial agreement or under 

the terms of a revocable trust would 

actually “pass[] from the decedent to 

his surviving spouse,” and would 

therefore not violate Section 2056(b)

(Continued from page 9) 
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(1). 

 

Relief From Late  

Portability Elections 

 

Portability must be elected with 

a timely filed estate tax return. An es-

tate tax return must be filed within 

nine months after the decedent’s 

death, or if an extension is requested, 

by the end of that period. In several 

cases where the value of the dece-

dent’s estate was less than the exemp-

tion amount, a timely estate tax return 

was not filed. In granting an extension 

of time to make a portability election, 

the IRS reasoned that the portability 

election is “regulatory” rather than 

statutory, and thus relief was available 

under Reg. §301.9100-3, which pro-

vides that the IRS may grant a reason-

able extension of time to make a regu-

latory election, provided the taxpayer 

acted reasonably and in good faith.  

PLRs 201406004; 201407002; 

201410013; and others. 

 

Final Regulations on 2 Percent 

Floor on Miscellaneous Itemized De-

ductions Under IRC §67(a) 

 

Final regulations were issued 

under IRC §67(a), which provides that 

expenses incurred by trusts and estates 

are subject to the two percent floor for 

miscellaneous itemized deductions. 

The Supreme Court, in Knight v. 

Com’r, 552 U.S. 181 (2008), gave an 

exceptionally narrow reading to IRC 

§67(e). That section exempts from the 

two percent floor expenses incurred in 

administering the estate or trust that 

would not have been incurred if the 

property were not held in the estate or 

trust.  

According to the interpretation 

placed upon the statute by the Su-

preme Court, the test is whether a hy-

pothetical individual holding the same 

property outside a trust would custom-

arily incur the expense. If that individ-

ual would incur the expense, then the 

expense would be subject to the two 

percent floor if incurred by an estate.  

Taking its cue from Knight, the 

regulations take the position that own-

ership costs are subject to the two per-

cent floor. Investment or advisory fees 

incurred by an estate or trust that ex-

ceed those fees that would be incurred 

by an individual would not be subject 

to the two percent floor. Probate fees, 

fees to prepare estate tax returns, and 

trust returns, but not gift tax returns, 

are not subject to the two percent 

floor. The regulations provide that fi-

duciary fees not computed on an hour-

ly basis are also not subject to the two 

percent floor. 
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Association — testified that the Fort 

Greene Historic District was an 

“economic engine,” from which the 

Tax Court had properly concluded 

that the preservation of the façade 

was a benefit, rather than a detri-

ment, to the property. 

The case underscores the im-

portance of obtaining a qualified ap-

praisal. Ironically, even if the tax-

payer had been armed with a quali-

fied appraisal, she would probably 

not have emerged victorious. Courts 

have been skeptical of deductions 

taken for conservation easements for 

good reason. It is difficult to per-

ceive how promising not to destroy 

the façade of an historic building 

could reduce its value.  
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an attractive forum for cases which 

would be doomed in Courts of Law. 

Since trusts were creatures of equity, 

their evolution was naturally suited to 

Courts of Equity. 

The predecessor of trusts were 

“uses,” which were essentially legal 

fictions implemented to accomplish 

the transfer of property that could not 

be accomplished under normative le-

gal rules. The problem with uses was 

that their effectiveness depended upon 

the integrity of the person entrusted 

with the “use.” If that person refused 

to fulfill an obligation, the aggrieved 

party had no recourse, and the “use” 

would be defeated. Trusts evolved 

from uses to ameliorate this problem.  

How the common law of Eng-

land become the common law of the 

United States is important in under-

standing the evolution of trusts in 

American jurisprudence. Justice Story 

in 1829 observed that 

 

our ancestors brought with 

them its general principles and 

claimed it as their birthright, 

but they brought with them and 

adopted only that portion which 

was applicable to their condi-

tion. 

 

New York’s Constitution of 

1777 provided that “such parts of the 

common law of England shall be and 

continue to be the law of the state.” 

Although common law of England af-

ter American independence on July 4, 

1776 continued to be “persuasive” au-

thority in the nineteenth century, Jus-

tice Cardozo remarked that  

 

the whole subject of the recep-

tion of English law, both com-

mon and statutory, was not 

thought out in any consistent 

way. 

 

Both the common law of Eng-

land, decided by the King’s courts of 

law as well as the principles of equity, 

decided by courts of chancery, became 

the law of the Colonies (later States), 

except to the extent that those jurisdic-

tions disavowed those portions of Eng-

lish law that were not deemed suitable. 

One early New York decision, Parker 

& Edgarton v. Foot (19 Wend. 309; 

1838), rejecting the precedent of Eng-

lish law in a particular dispute, ration-

alized: 

 

It may well do enough in Eng-

land; and I see that it has re-

cently been sanctioned by an 

act of parliament. But it cannot 

be applied in the growing cities 

and villages of this country, 

without working the most mis-

chievous consequences. It can-

not be necessary to cite cases to 

prove that those portions of 

common law of England which 

are hostile to the spirit of our 

institutions . . . form no part of 

our law.  

 

In 1848, cases involving law 

and equity were “merged” into a sin-

gle court in New York and, to a lesser 

extent, a single procedure was imple-

mented to govern legal and equitable 

actions. However, the principles of 

law and equity themselves never 

merged. The distinction between legal 

and equitable principles is as vivid to-

day as it was in 16th century England. 

For example, when a plaintiff pleads 

an equitable cause of action (e.g., an 

injunction) the complaint must state 

that the plaintiff “has no adequate 

remedy at law.”  

The Uniform Trust Code has 

been adopted by New York and ap-

plies to trusts “created pursuant to a 

statute, judgment, or degree. . .” A 

trust depends upon the existence of a 

trustee with active duties. Otherwise, 

the trust is “dry” and will fail.  No one 

can be compelled to act as trustee; yet 

a trust will not fail for want of a trus-

tee, since a court may appoint one. 

Trusts involving land must satisfy the 

statute of frauds. Trusts not required to 

be in writing must be established by 

“clear and convincing evidence.”   

Unlike other legal entities, there 

is no requirement in most jurisdictions 

that a trust be registered with a state or 

filed with a court to have legal signifi-

cance. In fact, subject to the statute of 

frauds, a trust may even be oral. A 

person creating a trust may not even 

realize it at the time, since a trust may 

be implied by law. Some trusts, such 

as testamentary trusts, are filed with 

the Surrogates court, but in that case it 

is because they form part of a will, 

which must be filed.   

Treasury Reg. §301.7701-4(a) 

emphasizes that a trust, for federal in-

come tax purposes, must not engage in 

business activity. Rather, the regula-

tion states that the trust is  

 

an arrangement created by will 

or inter vivos declaration 

whereby trustees take title to 

property for the purpose of pro-

tecting and conserving it for the 

beneficiaries.  

 

Although most trusts are ex-

press, a trust may be implied. Thus, 

where property is transferred gratui-

tously to someone who pays nothing 

for it, that person is implied to have 

held the property for the benefit of the 

transferor. The trust res is said to 

“result” back to the settler.  

Equity may also imply the crea-

tion of a constructive trust, which oc-

curs where it would be unjust for the 

legal owner of property to declare a 

beneficial interest in the property. 

Constructive trusts may arise where 

unjust enrichment would result if left 

uncorrected. However, since once 

must approach equity with “clean 

hands,” equity will not intervene to 

impose a constructive trust where 

property has been fraudulently trans-

ferred. 

 

II.    Trusts Distinguished From  

        Other Legal Forms 

 

Trusts bear similarities to other 

legal forms, but possess unique attrib-

utes. An agent, such as one acting un-

der a power of attorney — like a trus-

tee — may have fiduciary obligations. 

However, whereas an agent is not 

vested with title, a trustee takes legal 

(Continued from page 1) 
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title to property. An agency terminates 

upon the death of an agent, whereas a 

trust survives the death of a trustee. A 

trustee, but not an agent, may become 

a party to a contract. 

A trust is distinguished from a 

bailment in that only a trustee acquires 

an ownership interest. A trust is also a 

creature of equity; a bailment is a legal 

concept. Finally, only a chattel 

(tangible property) may be bailed. Any 

property, real or personal, tangible or 

intangible, may constitute the res of a 

trust. 

A person possessing an equita-

ble charge has a security interest in 

property which may be enforced by a 

court. However, an equitable charge 

does not grant an ownership or posses-

sory interest to the creditor. A trust, in 

contrast, confers upon a beneficiary 

equitable ownership in the trust res. 

Property given upon condition 

may or may not create a trust for a 

third party. For example, father devis-

es farm to son on condition that son 

maintain father’s daughter. If son fails 

to maintain daughter and a trust is es-

tablished, daughter as trust beneficiary 

will have an interest in the farm. If no 

trust were created, then daughter could 

seek only equitable compensation for 

breach of the condition subsequent. 

Whether a trust was created depends 

upon the intent of the father. 

A trust is distinguishable from a 

debt in that a borrower becomes the 

absolute owner of money loaned, even 

if the purpose of the loan was to bene-

fit someone else. In the event of a de-

fault in repayment, the lender would 

become merely an unsecured creditor, 

and the intended beneficiary would 

have no legal recourse. On the other 

hand, if money is transferred to trustee 

for the benefit of ascertainable benefi-

ciaries, and the trustee were to become 

bankrupt, the trust funds would still be 

held inviolate for the beneficiaries.    

A trust should also be distin-

guished from a contract. A contract 

may provide benefits for a third party, 

who may be unable to enforce the con-

tract under the doctrine of privity. A 

trustee may enforce claims on behalf 

of a trust beneficiary. For example, A 

and C (a contractor) enter into a con-

tract for completion of a new roof on 

B’s house. C breaches. B cannot sue 

C, because B was not a party to the 

contract. Assume instead that A places 

$1,000 in trust for B, naming T as 

trustee. T contracts with C to complete 

a new roof on B’s house. C breaches. 

T may commence a breach of contract 

action against C to enforce the rights 

of B as trust beneficiary. 

 

III.  Trustees as Fiduciaries 

 

Chief Judge Cardozo, in Mein-

hard v. Salmon, 164 N.E. 545 (1928), 

in an oft-quoted passage, remarked:  

 

A trustee is held to something 

stricter than the morals of the 

market place. Not honesty 

alone, but the punctilio of an 

honor the most sensitive, is then 

the standard of behavior… the 

level of conduct for fiduciaries 

[has] been kept at a level higher 

than that trodden by the crowd. 

 

Thus, under the “no further in-

quiry” rule, a trustee who engages in 

self-dealing or who evidences a con-

flict of interest cannot interpose a de-

fense of good faith or reasonableness. 

The Prudent Investor Rule, which em-

anates from King v. Talbot, 40 N.Y. 76 

(Ct of App. 1869) and is  now ratified 

in EPTL 11-2.3, provides that a trustee  

 

has a duty to invest and manage 

property held in a fiduciary ca-

pacity [requiring] a standard of 

conduct, not outcome or perfor-

mance. Compliance with the 

prudent investor rule is deter-

mined in light of facts and cir-

cumstances prevailing at the 

time of the decision or action of 

the trustee. 

 

A trustee has a duty of loyalty 

to the beneficiaries, and must resolve 

conflicts between lifetime and remain-

der beneficiaries equitably. A trustee 

who breaches a fiduciary obligation 

may be required to pay compensatory 

damages to make the beneficiary 

“whole,” or may be required to dis-

gorge any gain. 

A trustee may be required to 

determine whether a distribution made 

under a “HEMS” (i.e., health, educa-

tion, maintenance and support) stand-

ard should consider a beneficiary’s 

other resources. In In re Trusts for 

McDonald, 953 N.Y.S.2d 751 (4th 

Dept. 2012), the Court upheld a trus-

tee’s decision not to distribute to a 

beneficiary for whom a college ac-

count had been established. The Re-

statement of Trusts, 3rd, is in accord, 

finding that the “usual inference” 

should be that the settlor intended the 

trustee to consider other resources of 

the beneficiary. However, the trust 

should be explicit on this matter. 

 

IV.   The Future of Trusts 

 

Trusts have a pervasive influ-

ence in modern law. The uses of trusts 

are limited only by the imagination of 

the settlor or attorney. Most courts will 

strive where necessary to divine the 

settlor’s intent, but will not question it. 

Thus, the New York Surrogate en-

forced a testamentary trust of Leona 

Helmsley leaving $12 million to her 

Maltese, Trouble. Poignantly, 

Helmsley left nothing to two of her 

grandchildren and nothing to any of 

her great grandchildren. 

While some might question the 

bequest, Donald Trump observed: 

“The dog is the only thing that loved 

her and deserves every single penny of 

it.” Helmsley’s bequest was valid un-

der New York’s statute, which author-

izes trusts for pets, but permits a re-

duction if the trust “substantially ex-

ceeds the amount required for its in-

tended use.” The Court found that $2 

million was sufficient. Trouble died in 

2010, three years after Helmsley, at 

the age of 12.  

(Continued from page 12) 
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The IRS will not issue a ruling 

with respect to an issue that cannot be 

resolved before the promulgation of a 

regulation or other published guid-

ance, but may issue rulings where (i) 

the answer is clear or reasonably cer-

tain in light of “statute[s], regulations, 

and applicable case law; or (ii) where 

the answer does not seem “reasonably 

certain” but would be in the “best in-

terest of tax administration.”  

The IRS will not ordinarily is-

sue letter rulings in certain areas be-

cause of the “factual nature of the mat-

ter involved.” However, in some cases 

the Service may, in the interest of 

sound tax administration, issue an 

“information letter calling attention to 

well-established principles of tax law.” 

The IRS will not ordinarily is-

sue ruling letters to business organiza-

tions concerning the application of tax 

laws to members of the business, or to 

a taxpayer requesting a letter ruling re-

garding the tax consequences to a cus-

tomer or client. The IRS will not issue 

a letter ruling regarding frivolous is-

sues, the most obvious being frivolous 

“constitutional” claims. Nor will the 

IRS issue  a “comfort” ruling with re-

spect to an issue which is “clearly and 

adequately addressed by statute, regu-

lations, decision of a court, revenue 

rulings, revenue procedures, or other 

authority. . .” 

The IRS will also not issue let-

ter rulings concerning “alternative 

plans of proposed transactions or on 

hypothetical situations.” Ruling letters 

will not be issued for matters currently 

before Appeals or pending in litiga-

tion. A ruling request that may not be 

acted upon by reason of the return be-

ing in examination may, at the discre-

tion of the IRS, be forwarded to the 

field office that has examination juris-

diction over the taxpayer’s return. 

 

II.  Procedure 

 

A request for a letter ruling 

must provide a “complete statement of 

facts and other information,” including 

the names, addresses, telephone num-

bers and taxpayer identification num-

bers of all interested parties. The re-

quest must provide (i) a description of 

the taxpayer’s business; (ii) a complete 

statement of the business reasons for 

the transaction; (iii) a detailed descrip-

tion of the transaction; and (iv) all oth-

er facts relating to the transaction. 

The ruling request must also be 

accompanied by an analysis of the 

facts and their bearing on the issue or 

issues. In practice, the “analysis” must 

be a comprehensive tax analysis, in ef-

fect citing persuasive authority for the 

requested ruling.  

In providing the required analy-

sis, the taxpayer must provide a state-

ment of both supporting and contrary 

authorities. That is, a particular con-

clusion espoused by the taxpayer must 

include an explanation of the grounds 

for that conclusion. So too, contrary 

authorities should be brought to the at-

tention of the IRS “at the earliest pos-

sible opportunity.” If there are 

“significant contrary authorities,” they 

should be discussed in a “pre-

submission conference” prior to sub-

mitting the ruling request. The ra-

tionale for the IRS request that the tax-

payer provide a discussion of contrary 

authorities is that such disclosure will 

“enable Service personnel more quick-

ly to understand the issue and relevant 

authorities.”  

The taxpayer may also request 

that personal identifying information 

be deleted from public inspection, as 

private letter rulings are published by 

the IRS.  

The ruling request must be 

signed by the taxpayer or by the tax-

payer’s representative.  Even if signed 

by the representative rather than by the 

taxpayer, the taxpayer must sign a 

statement under penalty of perjury at-

testing to the truth of the matters con-

tained in the ruling request. 

Each ruling request must also 

be accompanied by a “checklist” so 

lengthy that its inspiration appears to 

emanate from the Magna Carta, and 

may well dissuade more than a few 

taxpayers from submitting the ruling 

request. The checklist appears as Ap-

pendix C to Rev. Proc. 2015-1. 

Ruling requests are processed 

“in the order of date received,” but 

“expedited handling” will be accorded 

in “rare and unusual cases.” A request 

for expedited handling must “explain 

in detail” the need therefor.  A request 

for expedited handling is discretion-

ary. The IRS may grant the request 

where a factor “outside a taxpayer’s 

control” requires a ruling in order to 

avoid “serious business consequenc-

es.”  

An example provided in Rev. 

Proc. 2015-1 is where a court or gov-

ernmental agency has imposed a dead-

line. However, even in that case, the 

taxpayer must show that the request 

was submitted as promptly as possible 

after becoming aware of the deadline. 

The scheduling of a closing date or a 

meeting of the board of directors or 

shareholders of a corporation will not 

be considered a sufficient reason to re-

quest expedited handling. 

If a private delivery service 

such as Fedex is used, the package 

should be marked “RULING RE-

QUEST SUBMISSION,” and should 

be sent to  

 

Internal Revenue Service 

Attn: CC:PA:LPD:DRU, Room 5336 

1111 Constitution Ave., NW 

Washington, DC 20224 

(202) 317-7002 

 

Within 21 calendar days after 

receiving a ruling request, the IRS will 

recommend that the IRS rule as the 

taxpayer requested, rule adversely, or 

not rule. The IRS may also request ad-

ditional information, which the tax-

payer must submit within 21 days. A 

taxpayer is entitled to one “conference 

of right,” which may either be by tele-

phone or at the IRS in Washington.  

The IRS must notify the taxpayer of 

the time and place of the conference, 

which must then be held within 21 cal-

endar days after this contact. 

It is preferable to avail oneself 

of the conference in Washington, 

where the taxpayer’s representative 

will be able to more fully discuss the 

position of the taxpayer and perhaps 

(Continued from page 1) 
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elicit information that could increase 

the probability of a obtaining favora-

ble ruling. A senior IRS attorney will 

be present at a conference of right, 

along with several associates. At the 

conference, the IRS will explain its 

position, and the taxpayer will have an 

opportunity to advance its position. No 

tape, stenographic, or other recording 

of the conference may be made by ei-

ther party. Following the conference, 

the taxpayer will have the opportunity 

to submit additional information or re-

fine its legal arguments before the IRS 

issues a ruling. 

If following the conference of 

right it appears unlikely that the tax-

payer will be obtain a favorable ruling, 

the ruling request may be withdrawn 

at any time before the letter ruling is 

signed by the IRS. However, in that 

case the IRS notify by memorandum 

the examination division reviewing the 

taxpayer’s return. If the memorandum 

provides “more than the fact that the 

request was withdrawn . . . the memo-

randum may constitute Chief Counsel 

Advice, as defined in IRC §6110(i)(1), 

and may be subject to disclosure. User 

fees will not be refunded where a rul-

ing request has been withdrawn. 

 

III.  Pre-Submission Conference 

 

IRS attorneys are usually will-

ing to informally discuss tax issues 

which could become the subject of a 

potential ruling request without the ne-

cessity of the representative disclosing 

the identity of the taxpayer. Direct 

phone numbers of IRS attorneys in 

their respective branches, as of Janu-

ary 2, 1015, can be found at 

  

taxanalysts.com/www/irsdirpdfs.nsf/

Files/Chart+5425.pdf 

 

Rev. Proc. 2015-1 provides for 

a different, more formal vehicle for 

seeking advice prior to submitting an 

actual ruling request.  This is termed a 

“Pre-submission Conference.” Such a 

conference may be requested by the 

taxpayer, but the decision to grant 

such conference is within the discre-

tion of the Service.   

A pre-submission conference is 

held to discuss “substantive or proce-

dural issues relating to a proposed 

transaction.” The conference will be 

held only if the identity of the taxpayer 

is provided, and only if the taxpayer 

“actually intends” to make a ruling re-

quest. A request for a pre-submission 

conference may be made either in 

writing or by telephone. The request 

should identify the taxpayer and brief-

ly explain the tax issue so that it can 

be assigned to the appropriate branch. 

 

IV.    Effect of Letter Ruling   

 

In theory, only a taxpayer re-

ceiving a positive letter ruling may re-

ly thereon. A similarly situated tax-

payer in a nearly identical factual situ-

ation could also reasonably rely on the 

ruling. In practice, tax professionals 

tend to rely on the substance of a letter 

ruling where the IRS appears to be 

making a statement of its position 

which could be applicable to other sit-

uations. For example, the IRS has on 

numerous occasions indicated in rul-

ings that relief from erroneously made 

QTIP elections is available. It might 

therefore be reasonable to infer that 

the IRS might grant relief from an er-

roneously made QTIP election in a 

similar factual situation.  

However, as indicated in Rev. 

Proc. 2015-1, the IRS does not spend 

an inordinate amount of time and re-

sources responding to a particular rul-

ing request, and it would be unreason-

able to expect the IRS to be held to a 

particular ruling in circumstances not 

substantially similar or identical to that 

with respect to which it has ruled fa-

vorably for another taxpayer. 

The IRS may also revoke, mod-

ify, or amend a previously issued rul-

ing. Ordinarily, where a taxpayer has 

been forthright in furnishing infor-

mation, and a change in the law re-

quires the IRS to revoke a ruling, the 

ruling will not be revoked retroactive-

ly. However, if the taxpayer has not 

provided correct facts, the Service 

may revoke the ruling retroactively. 

The IRS explicitly states in Rev. Proc. 

2015-1 that the ruling assumes the tax-

payer provided “an accurate assess-

ment of the controlling facts,” and that 

“the transaction was carried out sub-

stantially as proposed.”  

 

V.  User Fees 

 

User fees apply to all requests 

for letter rulings. However, user fees 

do not apply to elections made pursu-

ant to §301.9100-2, relating to auto-

matic extensions of time, to late initial 

classification elections made pursuant 

to Rev. Proc. 2009-41, or to late S cor-

poration elections.  

If a request concerning one 

transaction involves more than one fee 

category, only one fee applies, but that 

fee is the highest that would apply to 

any of the categories. Similarly, even 

though a request may involve several 

issues, only one fee will apply. None-

theless, each entity involved in a trans-

action that requires a separate ruling in 

its name must pay a separate fee re-

gardless of whether the transaction or 

transactions are related. 

As noted, user fees will gener-

ally not be refunded. However, if the 

only reason for withdrawal is by rea-

son of a misapprehension by the tax-

payer of the amount of the user fee, 

and the taxpayer is unwilling to pay 

the higher fee, the user fee will be re-

funded. User fees will not be refunded 

where the request is “procedurally de-

ficient” and is not timely perfected.  

The IRS will however, refund a user 

fee where the taxpayer successfully as-

serts that the IRS has erred or been un-

responsive to a ruling request. 

Appendix A contains a 

“Schedule of User Fees.” A ruling re-

quest for relief under § 301.9100-3 is 

$6,900. All other ruling requests cost 

$19,000. However, a reduced user fee 

of $2,000 applies to a person whose 

gross income is less than $250,000; 

and a reduced user fee of $5,000 ap-

plies to a person whose gross income 

is more than $250,000 but less than $1 

million. Substantially identical letter 

ruling requests will also qualify for us-

er fee reductions. 

(Continued from page 14) 
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er the “hazards of litigation” in reach-

ing a settlement. If the taxpayer does 

not request an administrative appeal, 

or if an appeal fails to result in settle-

ment, a “ninety-day letter,” or notice 

of deficiency will issue pursuant to 

IRC §6212.  

Appeals will generally not en-

deavor to find tax issues not identified 

on audit. Cases resolved in Appeals 

may be finally settled by the execution 

of Form 870-AD or 890-AD. A more 

formal agreement may be evidenced 

by a closing agreement under IRC §§ 

7121 and 7122, utilizing Form 866. 

Following the issuance of a No-

tice of Deficiency, the taxpayer must 

either file a petition with the Tax 

Court or pay the deficiency within 90 

days. The 90-day period is jurisdic-

tional: If a Tax Court petition is not 

timely, the Tax Court will lose juris-

diction to hear the dispute. If the tax-

payer opts to pay the deficiency in-

stead of litigating in Tax Court, the 

taxpayer may file a refund claim with 

the IRS. 

If the IRS denies the refund 

claim, or fails to act on it within six 

months, the taxpayer may commence 

refund litigation in federal district 

court naming the United States as de-

fendant. While federal district court is 

a more hospitable forum to resolve a 

tax dispute, most taxpayers prefer to 

litigate in Tax Court, since prepay-

ment there is not required.  

The expertise of Tax Court 

judges may be preferable where favor-

able precedent exists. District Court  

do not possess the expertise of Tax 

Court judges, but where equitable is-

sues are prominent, District Court 

seems a preferable venue, since it ap-

pears from decided cases that District 

Courts exercise greater equitable juris-

diction than does the Tax Court. Jury 

trials are available in District Court, 

but not in Tax Court.  

Where the taxpayer resides af-

fects the law to be applied in the dis-

pute. If the issue has been decided by a 

Circuit Court of Appeals in the Dis-

trict in which the taxpayer resides, 

both the Tax Court and District Court 

must apply the law as decided by that 

Circuit Court of Appeals. For exam-

ple, a taxpayer residing in Dallas who 

litigates in Tax Court will benefit from 

decisions rendered by the Fifth Circuit 

Court of Appeals which is notoriously 

taxpayer-friendly. However, the Tax 

Court will not be bound by decisions 

rendered by decisions of a lower Dis-

trict Courts in Texas.  

It is important to note that alt-

hough the IRS will be bound by the 

decision of the Fifth Circuit Court of 

Appeals when involved in a dispute 

with a Texas resident, if the same tax 

issue is litigated by a resident of New 

York, the Tax Court must apply the 

relevant law, if any, of the Second Cir-

cuit Court of Appeals. If the IRS is un-

happy with the decision of the Fifth 

Circuit, it may not “acquiesce” to the 

decision, meaning that it may take an 

position contrary to the Fifth Circuit if 

the issue is litigated in the Second Cir-

cuit.  

If the IRS decides that it will 

accept the decision of the Fifth Circuit 

in other circuits, it will “acquiesce” to 

the decision. The result that the Tax 

Court may render different decisions 

concerning an identical tax issues de-

pending upon the residence of the tax-

payer is known as the Golson rule, the 

name of a litigant in a case reaching 

that conclusion. The Golson rule ena-

bles a taxpayer to “forum shop” for a 

hospitable Circuit Court of Appeals. 

Provided the taxpayer actually ac-

quires legal residence in that hospita-

ble jurisdiction, the taxpayer may well 

benefit. The result is dictated by the 

federal system itself.  

In cases where a conflict among 

the circuits arises, the Supreme Court 

may be called upon resolve the con-

flict. The Supreme Court hears rela-

tively few tax cases. However, the 

Court will be more inclined to hear a 

case which involves a conflict among 

the circuits concerning a tax issue of 

importance.  

Alternatively, Congress may re-

solve a conflict, or simply legislatively 

overrule a tax result with respect to 

which it disagrees, through legislation.  

For example, the steadfast refusal of 

the IRS to acquiesce to Starker v. U.S, 

602 F.2d 1341 (9th Cir. 1979), a case 

involving deferred exchanges in which 

the Ninth Circuit permitted a deferred 

exchange to continue five years, led 

Congress to amend Section 1031(a)(3)

(A) of the Code in 1984 to expressly 

permit deferred exchanges, but to limit 

the exchange period to 180 days. 

Tax Court judges sit in Wash-

ington, but hear cases in other cities 

around the country. The IRS is repre-

sented by its own counsel in the Tax 

Court. In District Court, the United 

States is represented by the Tax Divi-

sion of the Department of Justice. At-

torneys with the Department of Justice 

may have less institutional loyalty to 

the IRS than IRS counsel.  In difficult 

cases involving equitable issues, this 

consideration might sway the taxpayer 

toward litigating in District Court. In 

general, but subject to important ex-

ceptions, the burden of proof in tax 

cases is imposed on the taxpayer, who 

must prove his case by a preponder-

ance of the evidence. 

 

II.   Tax Court Litigation 

 

The majority of tax disputes are 

heard in Tax Court. A decision to liti-

gate before paying results in economic 

consequences identical to those that 

would obtain had the taxpayer bor-

rowed the entire disputed amount from 

the United States at the beginning of 

the dispute and agreed to pay 

(nondeductible) interest at the prevail-

ing rate for underpayments if the tax-

payer loses, or with the government 

forgiving the entire amount of princi-

pal and interest if the taxpayer pre-

vails. 

The Tax Court is an Article I 

Constitutional Court. Its juridical pow-

er derives from Congress, and only in-

directly from the Constitution. In con-

trast, an Article III Court derives its 

power directly from the Constitution. 

Tax Court jurisdiction is limited to ad-

judicating only those types of disputes 

(Continued from page 1) 
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which have been expressly authorized 

by Congress. Congress has conferred 

exclusive jurisdiction upon the Tax 

Court over certain tax disputes.  For 

example, review of an IRS refusal to 

abate interest may only be heard in 

Tax Court. 

As noted, to commence suit in 

Tax Court for a redetermination of the 

deficiency, IRC §6213 requires the 

taxpayer to file a petition within 90 

days of date indicated on the Notice of 

Deficiency. The 90-day period is cal-

culated without regard to weekends 

and holidays. Since Tax Court juris-

diction is predicated upon a 

“deficiency,” the taxpayer may not 

pay the disputed tax and still file a Tax 

Court petition. On the other hand, 

once a Tax Court petition is filed, the 

taxpayer may remit the disputed tax to 

avoid the running of interest and pen-

alties. 

The Tax Court is located in 

Washington and is staffed by 29 judg-

es, many of whom travel throughout 

the country and hear cases locally. 

Within New York, the Tax Court sits 

in Manhattan, Westbury and Buffalo.  

It is not usually necessary for the tax-

payer to travel to Washington. All cas-

es are decided by the Tax Court judg-

es, as jury trials are unavailable.  

A Tax Court petition is filed 

with the Tax Court and served by the 

Clerk upon the Commissioner. The 

Petition states the legal position of the 

taxpayer with respect to the deficiency 

asserted, but need not specifically al-

lege every fact. The IRS is required to 

answer the petition within 60 days. 

The answer may plead matters with re-

spect to which the IRS has the burden 

of proof. The taxpayer may, but is not 

required, to reply to affirmative allega-

tions made by the IRS in the answer. If 

the taxpayer chooses not to reply, af-

firmative allegations made by the IRS 

are deemed denied.  Both the taxpayer 

and the IRS must specifically plead af-

firmative defenses including res judi-

cata, collateral estoppel, waiver, fraud, 

and the statute of limitations. 

Discovery is governed by Rule 

70 of the Rules of the Tax Court, and 

the rules are less complex than in Dis-

trict Court. Rule 91 requires parties to  

 

stipulate, to the fullest extent to 

which complete or qualified 

agreement can or fairly should 

be reached, all matters not priv-

ileged which are relevant to the 

pending case. 

 

  The failure of parties to so 

stipulate will not endear the parties to 

the Court. The parties are encouraged 

to informally request discovery before 

making formal requests. Examinations 

before trial are available in Tax Court, 

but are not always taken. Although a 

litigant may serve requests for admis-

sions, it is preferable to serve such re-

quests after an attempt has been made 

to obtain the desired information infor-

mally.  

The issuance at trial by either 

the taxpayer or the government of a 

subpoena duces tecum is available to 

compel production of documents and 

testimony from uncooperative third-

party witnesses. Rule 147 provides 

that all subpoenas issued must bear the 

seal of the Tax Court. The Tax Court 

generally follows the Federal Rules of 

Evidence. 

Following trial, the Tax Court 

may require the parties to file briefs 

within 75 days. The Tax Court issues 

approximately 40 “Regular” decisions 

annually involving new issues. 

“Memorandum” decisions are those 

which apply existing law.  

Under Rule 162 and IRC 

§7483, appeals from the Tax Court 

must be taken with 30 days after entry 

of the decision by the Clerk. As noted, 

final decisions of the Tax Court are 

appealable to the Court of Appeals for 

the District in which the taxpayer re-

sides. Cases appealed from the Tax 

Court must be bonded. The IRS may 

assess and collect tax following a Tax 

Court decision pursuant to IRC §7485. 

The Tax Court also contains a 

branch that settles small cases, where 

the amount in controversy is less than 

$50,000 (including penalties). Such 

cases are heard in Albany and Syra-

cuse. Small tax cases are not pub-

lished, and are not considered prece-

dent.    

 

III.    District Court Litigation 

 

District Courts are Article III 

courts established under the Constitu-

tion and have subject matter jurisdic-

tion over most tax cases. Jury trials are 

available and are often requested in 

cases involving responsible person 

penalties, return preparer penalties, 

bad business debts, and valuation is-

sues. Rules of discovery in District 

Courts are governed by the Federal 

Rules of Civil Procedure. District 

Courts, like the Tax Court, are bound 

in their decisions by the law of the 

Court of Appeals to which appeals 

from the District Court would lie. Dis-

trict Court judges are tax generalists. 

In addition to hearing tax cases, Dis-

trict Courts hear many types of civil 

and criminal cases.  

 

IV.  Claims For Refund 

 

Under IRC §6511, a claim for 

refund must be filed no later than three 

years from the date the return was 

filed or within two years from the time 

the tax was paid. A claim for refund is 

made on the appropriate tax return or, 

if the return with respect to which the 

refund is claim has already been filed, 

with an amended return. Following a 

denial of the refund claim by the IRS, 

or the passage of six months with no 

IRS action, the taxpayer may com-

mence refund litigation in District 

Court.  

Payment of the disputed tax 

will abate the further penalties and in-

terest. If the taxpayer eventually pre-

vails in District Court, interest based 

upon the statutory overpayment rate 

will be awarded. Attorneys fees are 

generally not available to taxpayers 

who prevail in tax disputes, unless the 

government’s position is palpably 

without merit.  

Under the “variance” doctrine, 

(Continued from page 16) 
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the taxpayer may not raise issues in 

District Court that were not raised in 

the claim for refund. Nevertheless, a 

claim for refund, once filed, may be 

amended, provided the amendment 

falls within the time period during 

which a claim for refund could origi-

nally have been filed.   

 

V.    Refund Litigation  

        In District Court 

 

Refund litigation in District 

Court is commenced by filing a com-

plaint. The clerk will issue a summons. 

The taxpayer must then serve the sum-

mons and complaint upon the local 

U.S. Attorney and upon the Attorney 

General. The government must file and 

serve its answer within 60 days. The 

government trial attorney will request 

the IRS administrative file and elicit 

the view of IRS counsel before serving 

an answer.  Following the govern-

ment’s service of its answer, the parties 

will submit a proposed discovery 

schedule. The parties must confer at 

least 21 days before a scheduling con-

ference is to be held or a scheduling or-

der is due.  

At the conference of the parties 

or within 14 days thereafter, the tax-

payer and the government must make 

initial disclosures containing relevant 

information the disclosing party may 

use to support its claims or defenses. In 

general, the taxpayer has the burden of 

proving by a preponderance of evi-

dence the existence of an overpayment 

of tax or entitlement to an additional 

deduction or other tax benefit. Howev-

er, the burden of proof may fall upon 

the government at times. For example, 

in cases involving a fraud penalty, the 

government must establish fraud by 

clear and convincing evidence. Gener-

ally, a party may file a motion for sum-

mary judgment until 30 days after the 

close of discovery.  

One benefit of paying the tax 

and then commencing refund litigation 

is that the statute of limitations on as-

sessment of additional tax will likely 

have expired by the time the IRS and 

Tax Division examine  the grounds for 

refund. 

 

VI.   Tax Litigation Doctrines 

 

Res Judicata.  A judgment on the mer-

its with respect to one tax year is res 

judicata in a later proceeding involving 

a claim for the same tax year.  Once a 

decision concerning a particular tax 

year becomes final, the IRS cannot 

make additional assessments for that 

year, nor can the taxpayer challenge the 

assessment in a refund action.  

 

Collateral Estoppel.    Once a tax is-

sue has been decided, that same issue 

cannot be relitigated in a subsequent 

suit between the same taxpayer and the 

IRS. Collateral estoppel has been ap-

plied in tax disputes to questions of 

fact, questions of law, and mixed ques-

tions of law and fact. 

 

Equitable Estoppel.    The govern-

ment has been successful in defending 

refund suits by raising the doctrine of 

equitable estoppel where the taxpayer, 

having made a representation which is 

relied upon by the government to its 

detriment, changes his position at a 

time when the government would be 

prejudiced.  

 

Settlement.   Once a tax matter has 

been referred to the Department of Jus-

tice, it retains exclusive settlement au-

thority. The Attorney General has 

broad and plenary power to settle any 

tax refund suit. The Attorney General 

has delegated authority to the Assistant 

Attorney General. The taxpayer may 

propose a settlement directly with the 

trial attorney of the Tax Division, who 

will communicate the proposal IRS 

Chief Counsel. Although the IRS is 

without settlement authority, the opin-

ion of the Chief Counsel nevertheless 

carries substantial weight with the Jus-

tice Department. Only the Attorney 

General can take action inconsistent 

with the recommendation of the Chief 

Counsel. 

 

(Continued from page 17) 
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Fiduciaries determining trust 

distributions may now be required to 

be more mindful of IRS scrutiny. 

The trust may provide for a discre-

tionary distribution standard based 

upon the “health, education, mainte-

nance and support (“HEMS”) of the 

beneficiary.” The trustee may be in-

clined to make larger distributions to 

lower-bracket beneficiaries to reduce 

the incidence of taxation to the trust 

which is in a higher tax bracket. 

However, in the event of a large dis-

tribution to a beneficiary which ap-

pears unjustified, the IRS may argue 

that the distribution violated the 

HEMS standard, and that the trust 

should pay tax at higher rates on 

amounts distributed in excess of 

what is required to satisfy the HEMS 

standard.  
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