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	SALE OF CONSERVATION EASEMENT TRIGGERS RECAPTURE TAX

	 

	A sale by a taxpayer of a qualified conservation easement in a family farm that was valued under the special use valuation rules as a farm would be a disposition triggering the recapture tax. PLR 200840018. 

	 

	An individual owned property through a living trust, which was used primarily as a farm.

	Its main activities included the milking, feeding, breeding, and otherwise supervising and managing of a dairy herd; managing all pastures; and feeding, caring for, and otherwise supervising and managing a beef cattle herd and sheep flock. On the individual's death, the property passed to his son. The executor filed a Form 706, United States (and Gene-ration-Skipping Transfer) Tax Return for the estate and elected to value the property based on its use as a farm, rather than its highest and best use. Since the individual's death, the son has continued the operation of the farm. 

	 

	The son proposes to sell a qualified conservation easement on the property to a land trust.

	The primary purpose of the easement is to protect the agricultural soils, agricultural viabi-lity, and agricultural productive capacity of the property in perpetuity. The land trust is a public charity described in Code Section 501(c)(3). 

	 

	Code Section 2032A provides special use valuation rules that allow a reduction in the va-

	lue of real property used in a closely held family owned farm or other family business. Under these rules, an executor is allowed to elect special use valuation of the land and buildings used in the family business and value the property in its capacity as a farm or other special use, rather than at its value in its highest and best use, as is generally re-quired. 

	 

	If the qualifying use of the property is discontinued, however, the special use valuation

	tax break is recaptured via the imposition of additional estate tax. The additional tax is the difference between the regular estate tax and the reduced amount that was paid be-cause of the special use valuation. But Code Section 2032A(c)(8) provides that a quali-fied conservation contribution by "gift or otherwise" won't be deemed a disposition and thus won't trigger the recapture tax. The IRS was asked whether the exception would apply to the proposed sale of a qualified conservation easement on the property by to the land trust. 

	 

	The IRS ruled that the exception does not apply to a sale of a qualified conservation ease-

	ment but only to charitable contributions of such easements. According to the IRS, the legislative history of Code Section 2032A(c)(8) is silent regarding the meaning of the 
phrase "by gift or otherwise" in the statute. However, the term "otherwise" does not necessarily include sales and exchanges of conservation easements for valuable consideration. 

	 

	The IRS added that, under Code Section 2032A(c)(8), a recapture tax is not imposed in

	the event of a "qualified conservation contribution." Code Section 170(h) defines a qua-lified conservation contribution as a "contribution" of a qualified real property interest to a qualified organization exclusively for conservation purposes. Therefore, the sale or ex-change of a conservation easement is not contemplated by Code Section 170(h)(1). 

	 

	SLOW EXECUTOR LOSES CHARITABLE DEDUCTION

	 

	A decedent's estate was denied an estate tax charitable deduction for a remainder interest in a revocable trust because the trustee failed to timely file for a reformation of the trust. ESB Financial v. United States, No. 07-1059-JTM (D. Kan. 9/23/08). 

	 

	Virginia Briggs created the Virginia Sprague Biggs Revocable Trust. On Virginia’s 

	death, the revocable trust provided for the funding of the Virginia S. Biggs Charitable Remainder Trust. Under the provisions of the revocable trust, the charitable trust was to pay Virginia's daughter all of its net income for her lifetime. On her death, the balance of the charitable trust was to be distributed to a qualifying charitable organization. 

	 

	After Virginia's death, ESB Financial, as the executor of Virginia's estate, obtained an ex-

	tension to file her Form 706 until April 26, 2003. On filing the Form 706, ESB claimed a charitable deduction of $328,000 for the then-present value of the interest passing to the charitable trust. But in June 2003, the IRS opened an examination of the Form 706 re-garding the claimed charitable deduction. In its original and unmodified form, the chari-table trust's provisions didn't satisfy the requirements for a charitable remainder trust. Specifically, it did not meet the distribution requirements and, therefore, did not meet the definition of a qualified charitable remainder unitrust. On about April 8, 2004, almost a year after the extended due date for the estate tax return, ESB filed a petition in a Kansas state court to approve a trust modification to retroactively modify the terms of the trust to meet the distribution requirements. The Kansas district court approved the trust modifi-cation. The modifications caused the provisions of the revocable trust to then meet the definition of a charitable remainder unitrust. 

	 

	Later, the IRS issued a 30-day letter to ESB denying the charitable deduction for the a-

	mount distributed to the charitable trust for failure to satisfy the distribution require-ments, saying that the revocable trust was not reformed within the Code's time limit. The IRS then issued the estate a deficiency notice which ESB paid. ESB then filed a claim for 
refund, which the IRS denied, and ESB filed a refund suit in a district court. 

	 

	Under Code Section 2055(e)(3), an otherwise nonqualifying split interest transfer

	may qualify for a charitable deduction through a reformation of the transfer. This escape hatch applies if a judicial proceeding to reform the trust is begun within 90 days of the due date for the estate's tax return (including extensions). 

	 

	A district court held that the estate could not take the charitable deduction because it 

	didn't timely begin the trust reformation process. It said that the 90-day requirement is binding and must be strictly construed. The Code's requirement of a timely commenced judicial modification cannot be deemed unimportant or unclear and, therefore, the doc-trine of substantial compliance cannot be used to excuse a failure to comply. 

	 

	In enacting the reformation safety valve, the court said, Congress sought to provide re-

	lief for erroneous split-interest contributions, but only so long as there are adequate safeguards to avoid abuse. One such safeguard is the narrow time limit for reformations, created to prevent attempts at reformation only when the defects are found on audit by the IRS. The court said that this case fell squarely within the sort of matter which the 90-day limit sought to prevent, i.e., attempted judicial modification after the IRS has insti-tuted audit proceedings of a split- interest charitable deduction. 

	 

	STATUTE OF LIMITATIONS HALTS IRS BOOKKEEPING ANTICS

	 

	The IRS was barred by the statute of limitations from recharacterizing an amount it had credited toward a decedent's estate tax liability as an income tax payment. Estate of Rosen v. Commissioner, 131 T.C. No. 8 (10/20/08). 

	 

	When he died, Leonard Rosen's primary asset was an interest in a Panamanian corpora-

	tion named Lantana Corp., Ltd. The estate filed Leonard's 2000 Form 1040, reporting that he had received an excess distribution during 2000. The estate included as part of the fi-nal return a Form 8621, Return by a Shareholder of a Passive Foreign Investment Com-pany or Qualifying Electing Fund, reporting that Leonard owed Code Section 1291 tax of about $562,000 and Code Section 1291 interest of about $500,000. The estate paid all amounts due. A month later, the estate filed its estate tax return, reporting a total estate tax liability of about $2.1 million and including payment with the return. 

	 

	Shortly thereafter, the IRS processed the payment made with Leonard's final return.  It

	assessed the reported income tax and refunded about $500,000 as an overpayment of Leonard's 2000 income tax. The estate sent the check back with a letter stating it believed 
that the IRS had mistakenly not taken into account the Code Section 1291 interest connected with Leonard's final tax return. 

	 

	In late 2001, the IRS assessed the tax shown on the estate tax return, plus additions and

	interest. Later, after receiving the returned check, the IRS recorded the $500,000 as a payment of Leonard's 2000 income tax, thus showing in its records that Leonard had overpaid his 2000 tax by a similar amount. In 2002, the IRS applied the $500,000 over-payment to the estate's estate tax liability. Immediately after this application, IRS records showed that Leonard owed nothing as to his 2000 income tax. 

	 

	In July 2003, the IRS reversed the transaction so that the $500,000 was then recorded as a

	payment of Leonard's 2000 income tax rather than of estate tax. Thus, the IRS's records again showed that Leonard had overpaid his 2000 income tax by $500,000. In March 2004, the IRS reapplied the $500,000 to the estate's unpaid assessed estate tax liability. After the transfer, IRS records showed that Leonard owed nothing in 2000 income tax. 

	 

	In July 2004, the IRS issued a notice of deficiency for the remaining estate tax liability.

	The parties ultimately settled all issues raised in the notice. In finalizing the settlement, however, the IRS noticed that $500,000 reported on Leonard's final return as Code Section 1291 interest had not been assessed and that a corresponding amount of the funds included in the check tendered with the return was recorded as a payment of the estate's estate tax. In November 2005, more than four years after the estate filed Leonard's final return, the IRS added $500,000 to Leonard's 2000 income tax payments and subtracted it from the estate's estate tax payments. After that transaction, IRS records showed that the estate owed more than $500,000 in estate tax and that Leonard had overpaid his 2000 income tax by approximately the same amount. The IRS then assessed $500,000 of interest as to Leonard's 2000 income tax. 

	 

	The estate filed a petition with the Tax Court, seeking credit for the $500,000 on its estate

	tax. The IRS argued that its records listed the disputed funds as a payment of Leonard's 2000 income tax and asserted that the estate was precluded from applying any of the funds to its estate tax as a refund for lack of an income tax overpayment for 2000. 

	 

	The Tax Court held that the $500,000 represented a payment of the estate’s federal estate

	tax. The court noted that the IRS had unilaterally changed its records after the expiration of the three-year period of limitations as to Leonard's 2000 income tax. Thus, the court said the change was made too late to have any effect. The IRS was bound by its previous recording of the $500,000 as a credit to the estate's estate tax and was precluded from undoing that credit. 

	 

	INSTALLMENT PAYMENT OF ESTATE TAX ALLOWED FOR CERTAIN LLC ASSETS

	 

	The value of two of three parcels of real property held by a decedent's wholly owned limited liability company at the time of her death qualified for installment payment of estate taxes. PLR 200845023. 

	 

	At the time of her death, a decedent was the sole shareholder of an LLC, which was in-

	cluded in full in determining her gross estate. The LLC held interests in three parcels of realty, which it owned in common with another company. Under an agreement between the decedent and the co-owner of the properties, the decedent, through the LLC, managed two of the three co-owned properties. The co-owner played no role in the management of the properties. The LLC was responsible for all aspects of management of the two prop-erties and the decedent was a full-time employee of the LLC. 

	 

	The decedent handled all aspects of day-to-day management of the properties, including:

	setting rental rates and lease terms, review of rental applications, lease execution, rent collections, lease terminations, authorization of repairs, building and grounds mainte-nance, and hiring contractors and overseeing work. After the decedent's death, her estate and the co-owner hired a management company to manage the two properties. 

	 

	Under Code Section 6166(a), an executor may elect to pay an estate’s tax in up to ten

	equal installments. The maximum amount of tax which may be deferred is the percentage of estate tax equal to the percentage of the adjusted gross estate that is comprised of the closely held business amount. In determining the closely held business amount, the value of any interest in a closely held business does not include the value of the portion of such interest which is attributable to passive assets held by the business. A passive asset is, in general, any asset other than an asset used in carrying on a trade or business. The ques-tion arose as to whether the decedent's interest in the LLC qualified as an interest in a closely held business or was a passive asset. 

	 

	The IRS ruled the value of the decedent's interest in the LLC attributable to the two prop-

	erties qualified as an interest in a closely held business and payment of the amount of estate tax attributable to those two properties may be paid in installments. It said that Code Section 6166 was enacted to permit the deferral of the estate tax where, in order to pay the tax at one time, it would be necessary to sell assets used in an active business, and thereby, disrupt or destroy the business enterprise. Congress intended to permit deferral of tax on property used in an active business but not on property held as a passive invest-ment. 

	 

	In this case, the IRS said that the activities performed by the employees and agents of the

	LLC with respect to the two properties went beyond the typical activities associated with merely managing investment assets such as collecting rents, making mortgage payments, and making necessary repairs. The LLC was not a passive owner of income producing assets, but rather was a company running a real estate rental operation. Thus, up until the decedent's death, it operated an active rental business with respect to the two properties. 

	 

	DECEDENT DIDN'T HAVE POWER OF APPOINTMENT

	 

	A decedent did not have a general power of appointment over assets in a trust of which she was the trustee and the assets' value was not part of her gross estate. TAM 200847015. 

	 

	On the death of a taxpayer's husband, his will provided that part of his estate was to be 

	held in trust for the benefit of his wife. The will provided that the wife was entitled to receive for life so much of the net income as the trustee deemed necessary and appro-priate to provide for her health, support, and maintenance, in the manner to which she was accustomed at the time of his death. Another provision of the will stated that if the trustee determined that the net income of the trust was not sufficient to maintain and support the wife in the station in life to which she was accustomed, the trustee could use so much of the principal of the trust as it deemed necessary to make up any deficiency. 

	 

	The will further provided that, on the death of the wife, the residue of the husband’s es-

	tate and the principal and income of the trusts created in his will were to be divided into two trusts, one for the husband's nephew and nieces, and the other for the wife's nephews. In addition, the will provided for a spendthrift trust provision, which stated that no bene-ficiary of any trust had the right to encumber or assign, or in any other manner alienate, his or her interest in the trust property or its income. Nor was any trust interest to become subject to execution, attachment, garnishment or any other judicial process to enforce any claim, demand, or judgment, including alimony, against any beneficiary. Finally, the will provided that whenever the trustee deemed it appropriate, in order to carry out the spirit and purpose of the will, payment to any beneficiary could be discontinued and, in lieu thereof, the trustee could expend for such beneficiary for his or her support, comfort, happiness, and welfare, such amounts as would otherwise have been paid directly to the beneficiary. 

	 

	At the time of her death, the wife was the trustee of the trust created under her husband’s

	will. The question arose as to whether the powers granted to the trustee gave the wife a general power of appointment such that the trust assets were includible in her estate. 

	 

	The IRS National Office advised that the wife did not have a power of appointment.  It

	said her power to distribute income to herself was limited to amounts necessary to pro-vide for her health, support, and maintenance. Similarly, her power to distribute principal was limited to amounts necessary to maintain and support her in her accustomed station in life. Since the powers granted were restricted in such a manner, neither power was a general power of appointment. 

	 

	The National Office also advised that the wife's power under the spendthrift provision,

	to discontinue payments and distribute trust property based on the broader standard of comfort and happiness, was exercisable by the trustee "in order to carry out the spirit and purpose of the provision," was not a power of appointment. It said that the power would have become exercisable only if a beneficiary triggered the spendthrift provision, e.g., by attempting to assign the trust interest or if a third party attempted to garnish the trust interest. There was no indication that, at the time of the wife's death, she met any criteria that would trigger the spendthrift provision. Thus, her exercise of such power was condi-tioned on the occurrence of events that were not in existence, and the National Office said that a power that by its terms is exercisable only on the occurrence during the wife's life-time of an event which did not take place was not a power in existence at her death. 

	 

	ESTATE ENTITLED TO REFUND UNDER INFORMAL CLAIM DOCTRINE

	 

	An estate was entitled to a refund for the overpayment of estate tax because the executor had made an informal claim for refund before the expiration of the statute of limitations that was later perfected with a formal claim. Estate of Wilshire v. United States, No. 1:07-CV-00377 (S.D. Ohio 11/10/08). 

	 

	Louise Wilshire died on September 27, 2000, and Philip Blomer was appointed executor 

	of her estate. Louise's will, which Philip submitted to the IRS, provided that charitable bequests not be charged with the payment of taxes, with the intent that the estate's chari-table deduction would increase and thus reduce the taxes paid. Philip included a note with the original tax return stating "Charitable calculation is interrelated with calculation of tax due. This will necessitate an amended return once accountant has finished it." On November 8, 2001, Philip's accountants filed an amended return, which he erroneously understood complied with the terms of the will. 

	 

	Over the course of the next two years, Philip had many communications with the IRS re-

	garding the proper estate tax calculation and the requested refund of any overpayments. On May 21, 2003, he sent the IRS a letter stating that the charities should not bear taxes and requested the IRS "give us the right refund or charge us the right tax." 

	 

	In 2004, Philip discovered that the tax returns improperly had the charitable bequests bear

	taxes and on December 9, 2004, filed a Form 843, Claim for Refund and Request for A-batement. On March 15, 2005, the IRS notified the estate that it accepted "the merits and substance of your refund claim," and refunded $56,802. However, the IRS refused to re-fund the balance of $429,542, contending the estate made its request for a refund after the expiration of the two-year statute of limitations. 

	 

	The estate then sought a refund of overpaid federal estate taxes in a district court.  It ar-

	gued that it properly brought an informal claim for a refund which it later perfected with a formal claim. The IRS responded that the estate's claim was barred by the statute of limitations. It said the formal claim did not formalize a prior informal claim, but rather represented a new position based on a new interpretation of the will. 

	 

	A notice fairly advising the IRS of the nature of a taxpayer's claim, which the IRS can

	reject because it is too general or because it does not comply with formal requirements of the Code and regulations, will nevertheless be treated as a claim, where formal defects and lack of specificity have been remedied by an amendment after the lapse of the statu-tory period. An informal claim exists where the facts and circumstances demonstrate the IRS was on notice a taxpayer was asserting a right with respect to an overpayment of tax. 

	 

	A district court held that the estate had made an informal claim before the expiration of 

	the statute of limitations through Philip's communications and had perfected a formal claim for refund when it filed its Form 843. It said the estate made its intentions clear to the IRS from the very beginning with the submission of the will and with Philip's repeat-ed assertions concerning the non-taxability of the charitable bequests. The court added that the IRS had sufficient information to make a reasonable investigation and evaluation of the estate's claim based on the submission of the will and Philip's notations on the original return relating to the taxes on charitable bequests. Philip's May 21, 2003, letter, which he mailed during the limitations period, clearly referred to charitable bequest taxes and requested a refund. Although the accountants improperly prepared the returns, the IRS had the will in its possession, was instructed by the estate of the proper interpretation of the will and calculation of the taxes, received the estate's request for a refund, and con-ducted an extensive audit. Under these circumstances, the court said there was no doubt the IRS was on notice that the estate asserted a right with respect to a tax overpayment. 

	 


GIFT TAX EXCLUSION FOR 2009--$13,000
Note:  CCH’s Kleinrock Federal Tax Bulletins, dated October 20, 2008, through December 1, 2008.
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