Alternate Valuation Date
Prop. Regs.: Effects on
- Practitioners and Clients

It is clear that the new Proposed Regulations would significantly restrict the use of discounts
in valuing property on the alternate valuation date. Nevertheless, the ultimate implications
of the changes made by the Prop. Regs. remain uncertain. :

n 4/24/08, the IRS issued Pro-

posed Regulations to modify

Reg. 20.2032-1.1 Generally,

Section 2032 is a relief provi-
sion that may be elected when the
value of an estate’s property decreas-
es after the decedent’s date of death.2
The provision was included in the
Revenue Act of 19353 as a direct
result of the 1929 stock market
crash. The concept of an alternate
valuation date was designed to
address “the danger of complete
confiscation of estates due to a sud-
den decline in market values.”4 Since
its enactment, the alternate valua-
tion election has become a valuable
estate planning tool that is routinely
used to reduce estate taxes.

The Proposed Regulations would
make the Section 2032 election
available to estates that experience
a reduction in the value of the gross
estate due to “market conditions,”
but not due to “other post-death
events.” And although the IRS has
indicated that these Proposed Reg-
ulations were issued, at least in part,
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to deal with its disagreement with
the Tax Court opinion in Kobler,s
the implications of such Proposed
Regulations extend far beyond the
facts of one case. As a result, all
estate planning practitioners and
clients should pay attention to the
details of this proposed rule change.
This article will discuss the history
of the Proposed Regulations and
explain these new provisions and
their potential consequences.

Background

Generally, the federal estate tax is
calculated based on the date of death
value of the decedent’s assets.s If the
value of the decedent’s gross estate
declines in the six months follow-
ing the decedent’s death and if elect-
ing to use the alternate valuation
date for estate tax purposes would
reduce the taxes due, the executor
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may elect to use it to value the assets
of the estate for estate tax purpos-
es. Assuming an executor makes a
proper election under Section 2032,7
all property included in the gross
estate at the decedent’s death will
be valued as of the date six months
after death,8 with two exceptions:
(1) property sold, exchanged, or oth-
erwise disposed of within six months
following a decedent’s death is val-
ued on the date of disposition;? and
(2) property interests that are affect-
ed by the mere lapse of time are val-
ued as of the date of death, adjust-
ed only for changes in value as of
the alternate valuation date not due
to lapse of time.10

Two important Regulations
explain these exceptions. First, Reg.
20.2032-1(c) provides the defini-
tion of “distributed, sold, exchanged
or otherwise disposed of” and clar-
ifies who may “distribute” and sell,
exchange or otherwise dispose of
property. Second, the current Reg.
20.2032-1(f) addresses the “mere
lapse of time” rule and provides two




illustrations of the rule as it relates
to (1) life estates, remainders, sim-
ilar interests, and (2) patents.

Judicial decisions

In evaluating the application of Sec-
tion 2032, courts have differed in
determining whether certain post-
death events may be taken into
account in determining alternate
valuation. As indicated in the Pre-
amble to REG-112196-07, Prop.
Reg.20.2032-1(f) was issued large-
ly in response to the Tax Court opin-
ion in Kobler. The Preamble also
pointed out that the Proposed Reg-
ulations would resolve the differ-
ences between the holding in Kohler
and another case, Flanders.1 An
analysis of the relevant facts in Flan-
ders and the facts and arguments in
the Kobler case follows.

Flanders. In Flanders, the trustee
of a decedent’s revocable trust
entered into a conservation agree-
ment with the State of California
after the decedent’s death, but prior
to the alternate valuation date. The
conservation agreement required
that land owned by the decedent (a
one-half interest in a cattle ranch)
be used for agricultural purposes
for ten years, in exchange for the
right to reduce the assessed value
of the land for purposes of paying
property taxes. As a result, the fair
market value of the entire proper-
ty was reduced by 88%. The dece-
dent’s estate reported the value of
the land after the restriction was
added, and claimed that the dece-
dent’s interest was further reduced
to reflect a lack of marketability
discount.'2 The Service determined
there was a deficiency, and the dece-
dent’s trustee—after paying it—
sued for a refund.

The California district court that
heard the case concluded that the
character of property for valuation
purposes was determined as of the
date of death, and only a reduction

in value as a result of changes in
market conditions, not voluntary
acts, could be taken into account
on the alternate valuation date. The
court stated: “It seems clear that
Congress intended that the charac-
ter of the property be established
for valuation purposes at the date
of death. The option to select the
alternate valuation date is merely
to allow an estate to pay a lesser tax

if unfavorable market conditions

(as distinguished from voluntary
acts changing the character of the
property) result in a lessening of its
fair market value.” As a result,
the conservation agreement was not
considered in valuing the property
on the alternate valuation date.

Kobler. The facts. The Kohler Com-
pany (the “Company”) is a privately
held company (known best for its
kitchen and bath supplies) owned
primarily by the descendants of the
Company’s founder, John Michael
Kohler. One of Mr. Kohler’s grand-
children, Frederic C. Kohler (the
“decedent”), died unexpectedly of
a heart attack on 3/4/98. On his
death, the decedent owned approx-
imately 12.85% of all outstanding
capital stock of the Company, all of
which passed to his estate.
Approximately two years before
the decedent’s death, in early 1996,
the Company management decid-
ed to take action to achieve two
main objectives: (1) to remove all
outside shareholders (who owned
approximately 4% of the Compa-
ny stock), and (2) to facilitate estate
planning for Kohler family mem-
bers. The Company determined

112196-07.

2 The specific requirements for a proper Sec-
tion 2032 election are discussed below.

3 74 Pub. L. No. 407 (1935).

4 S. Rep’t No. 1240, 74th Cong., 1st Sess. 9
(1935).

5 TCM 2006-152; (Nonacq.), AGD 2008-01
(3/3/08) and NA, IRB 2008-9 (3/3/08), dis-
cussed below. See also Preamble to REG-
112196-07, citing Kohler.

6 Section 2031.

1 See 73 Fed. Reg. 22,300 (4/25/08); REG-

that a recapitalization best met its
goals. Thus, it began a Section
368(a) tax-free reorganization to
restructure the company. This was
completed, effective on 5/11/98,
two months after the decedent’s
death. Following the recapitaliza-
tion, all the Company’s new shares
were subject to transfer restrictions
with a purchase option to ensure
that family shareholders would
continue to hold all the shares.

The decedent’s estate did not have
the ability to approve or block the
reorganization on its own. Howev-
er, it did elect to receive new shares
in the Company (as opposed to
accepting cash for the value of its
shares), which resulted in it own-
ing 14.45% of the outstanding stock
of the Company after the transac-
tion. The estate hired a well-known
appraisal company to value the
stock, and the firm determined that
the stock’s value was approximate-
ly $47 million on the alternate val-
uation date. This valuation re-
flected a discount for lack of mar-
ketability due to the added restric-
tions and purchase option. The alter-
nate valuation date value of the stock
was approximately $3 million less
than the date of death value.

The IRS issued a deficiency
notice to the estate claiming that
the decedent’s stock was actually
worth $144.5 million (almost $100
million more than the estate’s
appraisal) on the alternate valua-
tion date. The estate then petitioned
the Tax Court to contest the notice.

The arguments. What stock to
value. In the Tax Court trial, the

7 The Section 2032 Iectlon is aailable only if
it will decrease both (1) the value of the dece-
dent's estate and (2) the sum (reduced by
allowable credits) of the estate tax and gen-
eration-skipping transfer tax due on the prop-
erty included in the decedent’s gross estate.
(Section 2032(c).)

8 Section 2032(a)(2).

9 Section 2032(a)(1).

10 Section 2032(a)(3).
1 347 F. Supp. 95, 30 AFTR2d 72-5872 (DC Cal.,
1972).
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Service put forth two arguments
regarding whether the estate’s stock
should be valued pre- or post-reor-
ganization:

The first argument was that the
pre-reorganization stock should be
used to determine valuation based
on Reg. 20.2032-1(d), which
addresses the rules for certain date
of death interests (such as interest-
bearing obligations and leased
property). Under Reg. 20.2032-
1(d), the changes in form that such
property interests may undergo,
such as dividends being declared
and paid or rent accruing and being
paid, are not included for purpos-
es of the alternate valuation date.
The IRS argued that, similarly,
the post-death changes in the
Kobhler stock should also be ignored
and instead the property interest as
of the date of death (the pre-reor-
ganization stock) should be valued.

The Tax Court determined that
Reg. 20.2032-1(d) did not support
the Service’s argument because a
tax-free reorganization of corpo-
rate stock was not one of the spe-
cific changes in form contemplat-
ed by the Regulation. The court
found no authority to treat the
exchange as a change in form or to
disregard the exchange for valua-
tion purposes. Furthermore, since
both the estate and the IRS stipu-
lated that the reorganization was
tax-free, requiring that the value
of the stock be the same before and
after the transaction, the court
questioned why the IRS made such
an argument at all.

In the alternative, the IRS argued
that the post-reorganization stock

12 The fair market value of the entire ranch was
$220,000 prior to the conservation easement
and $60,000 after the conservation easement.
The decedent'’s interest was valued to be
$25,000 on the alternate valuation date, which
reflected one-half of the value of the ranch after
the land use restriction was placed upon it
($30,000) and after 2% of the value ($5,000)
was deducted for lack of marketability because
the decedent owned an undivided interest.

13 Nonacg, 2008-9 IRB (3/3/08), AOD 2008-1.
14 d.
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should be valued, but without regard
to the transfer restrictions and pur-
chase option. This argument was
based on Flanders and the legisla-
tive history of Section 2032, which
the IRS claimed indicated that the
alternate valuation date method was
intended to address only changes
caused by declines in the market and
not changes in the character of the
property.

Despite the IRS’s argument and
its focus on the Flanders case, the
court found that there was no ambi-
guity under Section 2032, and there-
fore there was no need to consider
legislative history. Moreover, the
court determined that the appro-
priate analysis was whether the
reorganization caused the stock to
be “distributed, sold, exchanged or
otherwise disposed of” under Sec-
tion 2032. Finding that Reg.
20.2032-1(c)(1) plainly specifies
that Section 368(a) tax-free reor-
ganizations do not constitute dis-
positions for such purposes, the
court stated that Reg. 20.2032-
1(c)(1) was in fact consistent with
the legislative history relied on by
the district court in Flanders. As a
result, the Tax Court held that the
post-reorganization stock should
be valued on the alternate valua-
tion date, including the transfer
restrictions and the purchase option.

Valuation of the stock. Once the
court determined that the post-reor-
ganization, discounted stock should
be valued, it analyzed the approx-
imately $100 million difference
between the estate’s valuation and
the Service’s valuation of such
stock. However, the $100 million
difference in value was a result of
the differing valuation method-
ologies, and not a result of the use
of the alternate valuation date.

In analyzing the experts’ reports,
the Tax Court expressed “signifi-
cant concerns” with the IRS’s
expert, who did not properly cer-
tify his work or prepare his report

in accordance with appropriate
standards, and who spent only 2-
1/2 hours with the Company’s man-
agement before submitting his
report (leading the court to state
that he “did not understand
Kohler’s business”). In addition,
the Service’s expert admitted that
he overstated the stock’s value by
$11 million prior to the trial. In
stark contrast, the court was
“impressed” by the methodologies
and conclusions of the estate’s two
experts. The Tax Court opinion
details these appraisers’ methods
and praises their skill in coming
to the $47 million valuation.

The court ultimately determined
that it could place no weight on the
IRS’s expert’s conclusions. Instead,
the court gave “significant weight”
to the valuations of the estate’s
experts and held that the decedent’s
stock was worth $47 million.

In summary, Kohler was a con-
siderable loss for the IRS.

The genesis of the
Proposed Regulations

The IRS disagreed with and nonac-
quiesced in Kohler.2 In issuing its
nonacquiescence, the IRS stated
that it believed the Tax Court “had
erred in focusing on whether a dis-
position had occurred rather than
on whether it should take into
account a change in the character
of the property that had occurred
during the alternate valuation peri-
od.”14 Responding to Kohler and
reconciling the difference between
it and Flanders, REG-112196-07
contained new Proposed Regula-
tions under Section 2032.

The Proposed Regulations

The Proposed Regulations would
amend Reg. 20.2032-1 by restruc-
turing the current paragraph (f)
to emphasize that the alternate val-
uation election under Section 2032
is available to estates that experi-
ence a reduction in the value of the
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gross estate following the dece-
dent’s death due to “market con-
ditions,” but not due to “other
post-death events.”

Under the Proposed Regulations,
“market conditions™ is specifical-
ly defined as “events outside of the
control of the decedent (or the dece-
dent’s executor or trustee) or other
person whose property is being val-
ued that affect the fair market value
of the property being valued.”
Changes in value (1) due to mere
lapse of time or (2) due to post-
death events other than market con-
ditions, will be ignored in deter-
mining the value of the decedent’s
gross estate under the alternate val-
uation method.1s

While the explanation of the
“mere lapse of time” rules (as dis-
cussed above) remains the same
as under the current Regulation,s
the Proposed Regulations expand
on what “other post-death events”
means. “Post-death events” is
defined to include, but not be lim-
ited to, “a reorganization of an enti-
ty (for example, corporation, part-
nership, or limited liability
company) in which the estate holds
an interest, a distribution of cash
or other property to the estate from
such entity, or one or more distri-
butions by the estate of a fractional
interest in such entity.”17 As a result,
any interest or asset held by a dece-
dent that is affected by changes due
to the passage of time or such other
events will be included in the gross

estate under the alternate valuation .

method at its value as of the date
of the decedent’s death, with adjust-
ment only for any change in value
due to market conditions.

The Proposed Regulations then
provide five examples to illustrate
the application of the new “post-
death events” rule. The examples
address the following situations:

1. Tax-free reorganization.
Example 1 is similar to the facts

of Kohler; the decedent owns unre-
stricted stock in a closely held cor-
poration that participates in a tax-
free reorganization within six
months of the decedent’s death, and
the estate chooses to receive new
restricted shares. Although the
example provides that the value of
the stock does not change, valua-
tion discounts for lack of mar-
ketability and lack of control are
applied in determining the stock’s
value on the alternate valuation
date. The example states that
because “the claimed reduction in
value is not attributable to mar-
ket conditions, the discounts may
not be taken into account in deter-
mining the value of the stock” on
the alternate valuation date.1®

2. Changes due to market con-
ditions. Example 2 has the same
facts as Example 1, except that
there is a decline in the stock’s value
due to market conditions. The
example concludes that such
decline will be recognized, despite
the estate still being denied other
valuation discounts.1®

3. Transfer of estate assets to lim-
ited partnerships. In Example 3, dis-
counts for lack of marketability and
lack of control on the alternate val-
uation date are ignored when two
months after the decedent’s death,
the decedent’s executor and other
family members form four limited
partnerships and the estate con-
tributes the estate’s property to
the partnerships in exchange for a
25% interest in each.20 In addition,
the example notes that the result
would be the same for a transfer
made to a limited partnership
formed prior to decedent’s death.

4. Distribution of partial inter-
ests in an LLC. In Example 4, a
decedent owns 100% of the units
of a limited liability company
(“LLC?”) and, pursuant to the will,
during the six months following
death the estate makes six distri-
butions (each on a different date to

a different individual) of a 10%
interest in the LLC.21 All discounts
for lack of control and lack of mar-
ketability are denied and the value
of each 10% distribution is deter-
mined by taking 10% of the value
on the distribution date of the units
(100%) owned by the estate at the
decedent’s death. Similarly, the
value of the units held by the estate
on the alternate valuation date is
40% of the value on the alternate
valuation date of all the units
(100%) owned by the estate at the
decedent’s death. However, changes
in market conditions will be taken
into account.

5. Distribution of partial inter-
ests in real property. Where real
property is distributed pursuant to
decedent’s will, 70% to Trust A and
30% to Trust B on different dates
during the six months after dece-
dent’s death (and there is no change
in value of the property), Exam-
ple § states that the 70% interest
is determined by taking 70% of the
value of all (100%) of the proper-
ty as of the distribution date, and
the 30% interest is similarly deter-
mined.22 Again, changes in mar-
ket conditions will be taken into
account in such calculation.

If the Proposed Regulations are
adopted, they would be applicable
to decedents dying on or after
4/25/08. Comments requested by
the IRS were due 7/24/08.

Analysis of the new Proposed
Regulations

What the Proposed Regulations do.
The greatest change in alternate
valuation under the Proposed Reg-
ulations is that a clear distinction
is drawn between changes in mar-
ket conditions and “other post-

15 Prop. Reg. 20.2032-1(f)(1).

16 See Prop. Reg. 20.2032-1(f)(2), which is the
re-designated section for current Reg.
20.2032-1(f)(1).

17 Prop. Reg. 20.2032-1(f)(3).

18 Prop. Reg. 20.2032-1(f)(3)(ii), Example 1.
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death events” that cause a reduc-
tion in the value of a decedent’s
estate. The proposed rule change
would codify this difference and
limit the use of the alternate valu-
ation method solely to “events out-
side of the control of the decedent
(or the decedent’s executor or
trustee)”2s that reduce the value
of the property.

Clearly, the IRS is concerned
about certain postmortem planning
techniques that it considers abu-
sive, particularly when used to
obtain discounts using the alter-
nate valuation method. It seems as
though more use was being made
of these practices. For example, a
recent article pointed out how to
achieve estate tax savings without
lifetime planning by using “a post-
mortem formation of a pass
through entity combined with alter-
nate valuation.”24 The Service
wanted to attack such techniques,
like those discussed in that article
and those detailed in the exam-
ples under the Proposed Regula-
tions, to ensure that the alternate
valuation date could not be used to
obtain estate tax savings.

Undoubtedly, post-death dis-
counts resulting from events like
(1) tax-free reorganizations, (2) cre-
ation of or distribution of estate
assets to limited partnerships, (3)
distributions of LLC interests to
achieve minority status, and (4) dis-
tribution of fractional realty inter-
ests, would be ignored for alternate
valuation purposes under the Pro-
posed Regulations. Furthermore,
besides these specific examples in
the Proposed Regulations, all
decreases in asset value on the alter-
nate valuation date will now be

19 Prop. Reg. 20.2032-1(f)(3)(ii), Example 2.
20 Prop. Reg. 20.2032-1(f)(3)(ii), Example 3.
21 Prop. Reg. 20.2032-1(f)(3)(ii), Example 4.
22 Prop. Reg. 20.2032-1(f)(3)(ii), Example 5.
23 Prop. Reg. 20.2032-1(f)(1).

24 See Easton, “Post-Mortem Estate Planning:
Alternate Valuation Treatment of Assets Trans-
ferred to FLPs,” 108 J. Tax'n 307 (May 2008).

subject to additional scrutiny
regarding the circumstances justi-
fying the decrease. Ultimately, the
Proposed Regulations will limit the
ability of an estate fiduciary to use
the alternate valuation election,
whether or not “questionable”
techniques were used.

What the Proposed Regulations
do not do. In attempting to limit
the alternate valuation method
to reductions in value due to mar-
ket conditions, the Proposed Reg-
ulations have left several issues
open.

Most importantly, the test used
to determine if an event is consid-
ered a “market condition” is
whether an event is “outside of the
control of the decedent (or the dece-
dent’s executor or trustee) or other
person whose property is being val-
ued.” First, it is not clear what in
fact would be considered “out-
side of the control” of an execu-
tor or a trustee. It could be said that
no event after the decedent’s death
is outside the control of the execu-
tor/trustee, as a fiduciary is respon-
sible for every aspect of the estate.

Example 1 of the Proposed Reg-
ulations states that the decedent’s
estate “participated” in a tax-free
reorganization and “opted” to
exchange its stock for stock sub-
ject to transfer restrictions. As a
result, the example explains, no dis-
counts for lack of marketability or
control would be allowed. How-
ever, if Kohler were analyzed under
this rationale, the decedent’s estate
had 7o control over whether or not
the reorganization occurred and
was required to either “opt” to
receive new restricted shares or cash
out. It is difficult to see how this
test would be applied (even in the
very case that prompted the
issuance of the Proposed Regula-
tions). Additionally, it is unclear
what is meant by “other person
whose property is being valued”

and how this will affect the market
conditions test. As a result, clari-
fication and further explanation of
the entire definition of “market
conditions” seem necessary to have
the Proposed Regulations work
as the IRS intended.

Finally, the Proposed Regs. do
not limit the new provisions to
postmortem events that decrease
asset values. As a result, it appears
that any action taken by an execu-
tor/trustee that increases the value
of assets in an estate would, under
the Proposed Regulations, not be
taken into account. It is difficult to
believe that this is what the Serv-
ice intended; thus, clarification may
be expected on this point.

Gonclusion

It is clear that the Proposed Regu-
lations significantly restrict the use
of discounts in valuing property on
the alternate valuation date. Fur-
thermore, while the Proposed Reg-
ulations seem to be issued with an
eye to limiting certain “engineered”
discounts, the Prop. Regs. limit the
use of the alternate valuation date
in some instances where the dis-
counts are warranted under the
stated purpose of the Section 2032
alternate valuation rules. It seems
likely that the Proposed Regula-
tions will be amended, at least in
part, to clarify certain aspects.
Therefore, while taxpayers and
practitioners need to be aware of
the proposed changes, the ultimate
implications of these changes
remain uncertain. Il
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