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Prop. Regs. on Revaluation

of Gifts

A gift must be adeguately disclosed on a gift tax return in order 10 begin the running of the
statute of fimitations and to prevent revaluation of the gift. New Proposed Regs.
interpret the "adequate disclosure’ requirement very stringently.

MYRON KOVE AND JAMES M. KOSAKOW, ATTORNEYS

Changes to the Inrernal Rev-
enue Code made by TRA 97 and
the Internal Revenue Restrucrur-
ing and Reform Act of 1998 {"98
Act) were designed to prevent the
IRS from revaluing lifetime taxable
transfers for estate tax purposes
after the statute of limitarions for
assessing gift tax had expired. In
a series of cases, starting in 1990,
the Tax Courr, the Fourth and
Eighth Circuirs, and a distnet
court! held thar, even though the
periad for assessing gift tax had
expired, the gift could nevertheless
be revalued for estate tax purpos-
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es. The effect of these decisions was
to allow inclusion in the gross
estate of the excess of the fair mar-
ket value (FMV) of the gift over the
amount reported on the gift tax

return.

Chapter 14 valuation ruies

For gifrs made after 10/8/90, the
three-vear gifr tax statute of hm-
itations is suspended indefinttely
if the gifts are valued under the Sec-
tion 2701-2702 valuation rules or
there is any increase in taxable gifts
under Section 2701(d)}, unless dis-
closure on the gift tax return—or
in a statement arttached to the
return—is made In a manner o
apprise the IRS of the narure of
each gift.2 The requiremsnrs for
adequate disclosure are:?

1. A description of the transac-
tion. including both the
rransierred and retained

LIIteTess:

|

. Idearificarion of all persons
involved and their reianion-
ship to the donor, as well as
all persons relared 1o the
donor who hold an equity

163

interest in the entry involved
in the transacrion;
. A derailed description of

[WX)

valuarion methods used
(including actuarial facrors,
discounrt rares, and financial
data generally); and

4. Artachment of financial
staternents of the entity for
each of the five preceding

vears.

1997 and 1988 Act changes

Under the 1997 and 1998 changes,
the IRS mav no longer revalue
gifts——whether or not gifr rax was
paid—if the statute of limirarions
has expired, provided the denor
satisfies the adequare disclosure
requirement now applicable to all
Con-

versely, it the denor does nor sat-

girts made afrer §/5/97.

1sfv this adeguare disclosure
requirement, the statute of himi-
tations does not run, leaving the
transieror 1or hus or her estate)
exposed to a possible revaluarion
of the gift and the resulring

increased transier tax costs.?
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The statutory requirenents

The statutory parameters tor ade-
quate disclosure are thart the val-
ue of the gift must be disclosed on
a nimelv filed gifr rax return or n
a starement attached to the return
i a manner to adequartely apprise
the IRS of the narure of the gift.s
[t there 15 adequare disciosure.
and the chree-vear statute of lim-
itattons has expired. then the val-
ue of the gift 1s the value as final-
lv determined.® The '98 Acr
clarified rhar “value as finallv
determined”™ means:?

* The value reported on cthe gift
fax return (or on a statement
artached to the returny,
provided the IRS does not
contest the value before the
expirauon of the statute of
limitations;

* The vaiue as determined by
the IRS if not chailenged by
the donor;

* The value as fixed by the
court: or

* The value agreed to by the
donor and the IRS 1na
sertiement.

Prapgsed Regulations are enerous
The IRS recentiy 1ssued Proposed
Regulations® implementing its
understanding of the adequate
disclosure requirement. Although
the Proposed Regulations provide
guidance, they are not free ot
what could be costly tax traps,
especiallv when the properry thar
15 the subject of the gift 15 hard to
value.

The donor's burden of adeguate
disclosure. The Proposed Reguia-
tions conraim 4 list orimformation
that must be reporred on the girt
tax return orin an acrached srare-
ment in order tor the rransacrion
to be considered adequarelv dis-
closed so as to cause the period for
assessment to commence. The

required information. which many
pracrinoners will consider oner-
ous, must include the following:9

I. A descripnion of the trans-
terred property. including anv
consideration received by the
transferor.

2. The dennity of. and relation-

stip berween, the transferor
and rhe transferee.

5. A deraried description ot the

method used ro derermine
FMV including relevant
financial data and discounrs
tsuch as discounrs for hiock-
age. minanry or fracrional
interests, and lack of mar-
ketabilityy. [f the transter
COISISIS OF an interest in an
entry rhar1s noc actively
traded, the disciosure must
describe not anly anv dis-
counts taken in valuing the
entity bur also anv discounts
claimed in valuing anv asserts
owned hy the entity, includ-
ing a siarement as to the FMV
or 100°% of rhe entry (wich-
out regard to anv discounts in
valuing the entey or any of irs
assets), the pro rata portien
of the entiry subject to the
rranster, and the FMV of the
transferred interest as report-
ed on the gift tax retura.
These requirements also
extend o non-actively rraded
entrnes owned by che entiry
direcriy or indirectly through
another entity.

4. If the rransfer is in rrust. the

trust’s tax idenuficarion
number and 2 brier descrip-
non ot cthe terms of the crusrt.

BN '\I"l'\ restrictions on the

transterred properey char were
considered in determining 1ts
FAY,

6. A statement ot the relevant

facrs affecting the gifr tax
treatment of the transfer thar
may reasonably be expected

to apprise the IRS of the
nature of anv porenrial
CONTroversy concerning the

eift tax trearment. or in lieu
ot this statement. a concise
descripuon of the legal issue
presented by the facts. Addi-
tionally, 4 starement must be
submitted describing anv
posittan taken thar s contrary
to anv Temporary or final
Regulavens or Revenue

Rulings.

impact of the Proposed Regulations
irems 3. 3. and » tabove) of the
Proposed Regulatrons literally
require the donor to establish his
or her position as one would be
requrred to dona court case. This
goes bevond the starutory require-
menrt of adequate disclosure, which
states merely that the [RS must be
adequarely apprisec of the narure
of the gifr. The statute does not say
thar the donor must establish that
the valuztion used 1s proper.

Once apprised of the nature of
the gitt, the RS can abwavs request
acdintonal informanon. The [RS
w: il be adequarteiv apprised bv a
simplitied disclosure thar ndi-
cates: { 1) whether there 1s a pub-
lic markert for the asset, (2} whether
any discounts were taken in arriv-
ing at FMV, and (3) wherher an
appraisal was used to derermine
FMV.
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A disclosure of items (1) and (2)
‘in the preceding paragraph)
shouid be sufficient to prompr 2
reaction from the [RS thar further
review may be necessary. The exis-
tence of an appraisal should pro-
vide more extensive mfrormanon o
enlighten the [IRS. while the
absence of an appraisal should be
the trigger for requesting all rhe
addinonalintormanen required by
the Proposed Regulation.

The Proposed Regulations con-
tain numerous tax raps. So much
derailed information is required
that it 1s unlikely donors could ever
comply fully. This leaves donors
open ro a claim by the IRS that
there was inadequate disclosure

10 Prop Aeg. 301.6501(c1-1(f1t5), Example 4

and that the stature of limitations
never ran.

The following example {with
editorial changes), which appears
in the Proposed Regulations.
shows tharthe IRS intends to rake
1 SITIct positon on adequare dis-
closure, 10

7

Example. Adam owns a 70% lim-
ited parmership interest 1in LTI,
which in turn owns 40% of the
stock of Widger Corp., a ciose v
held corporation. The assets of
Widger include a 50% generai
partnership interest in GP. GP
Owns an interest in commercial real
property. None of the enrities
(LTD, Widger, or GP} are acrive-
ly traded.

[n 1999, Adam transfersa 235%
limited partnership interest in LTD
to his daughter, Mary. His 1993

gift tax rerurn shows that 100% of
LTD 1s valued at SY and thar the
value of the 25% interest trans-
ferred ro Marv is $Z. reflecting
fack of markerabiity and minor-
ity nterest discounts. The gift rax
recurn. however, does nor disclase
that LTD owns 40% of Widger,
which in rurn owns 30% of GP,
and thar—in arriving ar the SY
FAIV or 100% of LTD—discounts
were claimed in valuing LTDs
interest in Widger, and Widger's
interestin GP, and GP’s interest in
the commercial real properry.
Because of Adam’s failure ro
disclose the omitted informarion,
the IRS concluded that Adam
tailed to adequarely disclose the
transacnion on his gift tax return.
Accordingly, the assessmenr peri-
od wiil remain open indefinitely.
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Estate Planning Opportunities
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Although this conclusion is correcr
under the Proposed Regulations.
1Tis not correct with respect 1o the
1ssue of whar consritures adequare
disclosure.

Adam disclosed more than
enough informartion for the IRS to
determine thar the rransacnion
should be reviewed. He disclosed
rhat he rransferred hard-zo-value
assets to hus daughter and chat their
valuation was based on minoriry
and lack of marketabiliry dis-
counts. Those two factors alone
should be suificient to alerr the IRS
and should therefore consrirure
adequare disclosure.

In addition, Adam may not
have access to all the informarnon
required by the IRS. The example
in the Proposed Regularions states
that Adam is only a limited parz-
ner in LTD. A limired partner i3
passive and has no management
function. The general parmer has
sole control of the limited parr-
nership. Further, LTD holds only
a minority (40%) interest in Wid-
ger. and Widger holds a minority
(50%) interest in GP. Adam may
not know the percenrage inrterest
that GP holds in the commercial
real estate.

The IRS" example will creare
havoc for taxpayers who are in a
position similar to that of Adam.
Even if he concrolled all the enci-
ties, the information demanded is
unnecessary. To be aierted ro a
possible valuarion issue, the IRS
needs to know only that (1) there
1s no marker for the asser and (2)

discounts have been taken in arriv-
ing ar the value.

Issues other than valuation. The
Proposed Reguiarions make it
clear tharthe ban on revaluations
ot gifts does nor appiy o issues
other than value.? This means, for
example, that even though rthe
IRS may not be able to revalue the
rransfer. it may sull artack cthe
transfer on other grounds, such as
the use of Crummey withdrawal
rights to create annual exclusion
gifts.

Incomplete transfers. If the trans-
fer is reporred as a complered gift
on the gift tax return—and if the
adequate disclosure requirernent is
met—the running of the staturory
assessment period bars the IRS
from revaluing the rransfer, even
if the Service later establishes thart
the gift was incomplete. On the
other hand, if the transfer was
reported as an incomplere gift,
the starure of limitations does nort
run. even if there is adequarte dis-
closure, untii the transfer is report-
ed as a complered gift.*2

Gifts made prior to 8/6/97. Prior
to TRA "97 and the "98 Act (excepr
for transfers under Sections 2701
and 2702}, if gift tax had been paid
or assessed with respecr to the cal-
endar period in which the gift
occurred, and the statute of limi-
tarions had expired, then the vai-
ue or the gifr could nor be adjust-
ed for gift tax purposes. This rule

Practice Notes

The Proposed Regulations on
adequarte disclosure of gifts
impose burdensome informa-
tion demands on donors. So
much detailed informarion is
required that it is unlikely
donors could ever comply ful-
Iv. This leaves them open to a
claim by the IRS thar disclo-
sure was inadequare and that
the statute of limitations nev-
er ran.

conunues te apply tar gifts made
prior to 8/6/97. For estate tax
purpases, though, transfers prior
to 8/6/97 may conrinue to be reval-
ued even if gift tax was paid or
assessed for che prior calendar
period.

Gonclusion

The preamble to the Proposed
Regulations states that the infor-
mation required to satisfy the ade-
quate disclosure requirement “is
intended to enable the IRS to iden-
ufy issues, if any, without impos-
ing an undue burden on taxpav-
ers.” Because of the burdensome
information demands in the Pro-
posed Regularions, the IRS has
failed to achieve this goal. B

' Prop. Regs. 20.2001-1(0} ang 20.2001-111),
Examole 2

12 Prop. Reg. 301 83011¢s-1if)l4]

3 Prop Regs 20 2001-ita) ang 25, 2504-2(a)
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