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Current Status

IRS and Enforcement



Statistics

Decreased the workforce by 26% (102,113 as of January 2025 to 75,702 as of June 2025).

Only an estimated 80 gift/estate tax examiners remain.

In 2025, OBBA repealed funding allocated to IRS through the Inflation Reduction Act of 2022. The
magnitude of the loss was more than $21 billion dollars.

For 2026, the IRS received 9% less than expected, a loss of roughly $1.1 billion dollars, taken

from operations ($941 million) and enforcement ($439 million).

Loss of the Tax Division of Justice Department.




—— What This Means

* Attorneys in the estate and gift tax realm can anticipate fewer audits, fewer cases,
and less meaningful guidance in the years to come.

* Trends or hot topics at the IRS level become more important to identify and avoid.

* Fewer gift tax returns are anticipated. Given the “permanent” exemption amount
of $15 million per person, fewer clients “need” to focus on advanced strategies to

reduce their taxable estates.

* The past 3-5 years have focused on four major areas:
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* fRC 2036

* Defined value clauses
* Intrafamily loans

* Valuation Discounts

Our focus
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Trends and How to Avoid Scrutiny



Entities

IRS challenged the exclusion of a FLP or LLC interest from a decedent’s gross estate on the basis of
a retained power under IRC Section 2036.

To date, almost 40 cases on this topic have arisen.

All of the cases decided largely by a “smell test”.

Challenges are two-fold, pursued under either 2036(a)(1) or 2036(a)(2) — the value of the gross
estate shall include the value of all property to the extent of any interest therein of which the
decedent has at any time made a transfer, by trust or otherwise, under which he has retained for his

life or for any period not ascertainable without reference to his death or for any period which not
no in fact end before his death:

The possession or enjoyment of, or the right to the income from, the property; OR

The right, either alone or in conjunction with any person, to designate the persons who shall
possess or enjoy the property or the income therefrom



2030(a)(l) Challenges & Delenses

The IRS argues the existence of an implied agreement of continued enjoyment.
The IRS wins 2/3 of the time.

Taxpayers counsel has won 2036(a)(1) challenges using one of two defenses:

Bona Fide Sale for Full Consideration — The test is whether “legitimate and significant” non-tax
reasons existed for using the entity.

Legitimate non-tax reasons resulting in taxpayer victories include: Centralization of asset
management; Business succession planning; Creditor protection; Avoiding ownership of fractional
interests in real property; and Retention of property by future generations

Defeat the IRS’ evidence of an implied agreement — In proving the existence of an implied
agreement, successful IRS facts have included the following: Distributions in a non pro rata manner;
Use of entity funds for personal items; Holding assets that qualify as personal




‘ Case Sampling
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Estate of Strangi v. Comm'r, T.C. Memo. 2003-145, aff'd, [ReAe[e&
417 F.3d 468 (5th Cir. 2005) (5th Cir)

Estate of Bongard v. Comm'r, 124 T.C. 95 (2005) (212?(5&) Split Bona fide sale Business purpose coa:: giztrg;arrejﬁded e [puipess);

Estate of Turner v. Comm'r, T.C. Memo. 2011-209 (21%1(1&) Government @)(1) Personal use of assets

Implied agreement + retained control;

Government (a)(1), (a)(2) FLP control & use no bona fide sale

Continued enjoyment of transferred
assets

Estate of Thompson v. Comm'r, T.C. Memo. 2002-246, 2004 Government Lack of substance No bona fide sale; no meaningful
aff'd, 382 F.3d 367 (3d Cir. 2004) (3d Cir) change in control

Valid non-tax purpose (centralized
asset management + involving the
next generation in management) +
formalities respected

2009

Estate of Mirowski v. Comm'r, T.C. Memo. 2008-74 (Tax Ct)

Taxpayer Bona fide sale exception Joint asset management

Valid non-tax purpose (centralized
asset management + involving the
next generation in management); no
retained control

2012

Estate of Stone v. Comm'r, T.C. Memo. 2012-48 i B4

Taxpayer Bona fide sale exception Investment pooling

Estate of Harper v. Comm’r, T.C. Memo. 2002-121 (21%?(2&) Government Lifestyle continuation aDsic:iSent Rt {nYEe] 0 (SR Bl




2036(a)(2) Challenges & Delenses

IRS challenges pursuant to 2036(a)(2) focus on whether the taxpayer/grantor can serve in a
controlling role, such as a managing member or general partner.

Successful defenses or fact patterns for the taxpayer include standards or limits for
making distributions — a situation other than complete control and authority for the
grantor.
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‘ Case Sampling

§2036(a)(2)
Grounds

Estate of Strangiv. Comm'r, T.C.
Memo. 2003-145, aff'd, 417 F.3d
468 (5th Cir. 2005

2005 (5th

am Government

@)

Estate of Powell v. Comm'r, 148 PANNAQEYS

T.C. 392 (2017) Ct) Government

Estate of Turner v. Comm'r, T.C.

Memo. 2011-209 Government

@)

Estate of Cohen v. Comm'r, 79

T.C. 1015 (1982) IERTE

Key Issue

An alternative theory included that Strangi
maintained control through his ownership stake and
board of directors position. These roles/facts may
have allowed him to exert control in conjunction with
others.

FLP control, dissolution powers, bona fide sale
exception NOT contested, first case to challenge
control by a non-GP/managing member

1. Whether the FLP transfer had a legitimate and
significant nontax purpose sufficient to qualify for
the bona fide sale exception.

2. Whether, even if §2036 applied, the estate could
claim an increased marital deduction under the will's
formula clause to offset the gross estate inclusion.

1. Whether the trustees' dividend power constituted
an ascertainable, legally enforceable right to shift
income between shareholder classes under
§2036(a)(2).

2. Whether the redemption power at par value
amounted to a right to designate enjoyment.

3. Whether the alteration/termination powers
triggered §2038(a)(1) inclusion.

Court’s Reasoning

Decided on 2036(a)(1) grounds

One entity respected (valid purpose), one disregarded

The court upheld its prior ruling that no legitimate nontax purpose existed: the
FLP was merely a vehicle to change the form of the investment, activity in the
accounts was minimal, and the purpose was primarily testamentary. On the
marital deduction issue, the court held that the gifted partnership interests
and their underlying assets never passed to the surviving spouse as beneficial
owner, so no marital deduction offset was available. Allowing one would have
let assets escape transfer tax entirely, frustrating the policy of the marital
deduction system.

Following United States v. Byrum, 408 U.S. 125 (1972), the court found
Mezuries resembled a corporation (filed corporate returns, had centralized
management, transferable shares, limited liability). Because Massachusetts law
imposed fiduciary obligations on the trustees, the dividend power was not an
unconstrained, legally enforceable right — dividends could only be withheld
for legitimate business reasons, not arbitrarily. The redemption power was also
rejected because FMV equaled par value at death, so no enjoyment was
diminished. On §2038, the exception applied because all beneficial owners
(both classes) had to consent to any amendment or termination, adding
nothing beyond what local law already provided.




Key Guidance

Facts Supporting an
Comingling or personal use of assets
Retained control (even with others)
No bona fide sale for full and adequate consideration
Continued lifestyle supported by transferred assets

Facts Supporting a

Clear non-tax purpose (centralized management, management training of
the next generation, creditor protection)

Formalities respected (separate accounts, real operations)
No management role or dissolution rights for the grantor
Transaction resembles a real economic deal between third parties
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— "Trends

* Shifting from 2036(a)(1) challenges to 2036(a)(2) challenges —
a greater focus on control rights.

* New focus on retained powers in trusts and not just legal
entities. Consider SLATs and IDGTs as the potential next
frontier using similar arguments. Cahill v. Commissioner.




Defined Value Clauses

Trends and How to Avoid Scrutiny



Trends

Decided in 2012; resulted in the use of a formula transfer clause and a Taxpayer victory

A defined value clause is a single flavor of value formula transfers. It functions by

transferring a specific dollar amount of an interest (i.e. $10M of value in ABC, LLC), with the
exact amount transferred to be supported by appraisal at a later date.

Defined value clauses made the transfer of hard to value assets simpler for estate planners.

The IRS challenged the defined value clause in Wandry by arguing that the Donors transferred
a specific share amount, not a specific dollar amount, and that the difference between the
gifted value applied to the share amount and the dollar amount reported was a gift.



‘ Case Sampling
N e L T S ™

Approved the use of a defined value clause that
did not have a "back-up” charitable beneficiary.
Defines the transfer based on values finally
determined for gift tax purposes with excess
passing back to the Donors.

“I hereby transfer to that number of
shares of the Company with a fair market value
as finally determined for federal gift tax
purposes equal to $[Dollar Amount].

Wandry v. Comm’r, T.C. Memo.

2012-88 Taxpayer

“I hereby sell 100 shares of the Company in

exchange for a promissory note with a

principal amount of $[X]. If the fair market

value of the shares as finally determined for Adjustment to the price of the amount
federal gift tax purposes is greater or less than transferred for sale purposes.

$[X], the principal amount of the note shall be

adjusted to the finally determined value

effective as of the date of the transfer.

King v. United States, 545 F.2d 700

(10th Cir. 1976) lesqeeye

“[Mrs. Nelson] desires to make a gift and to
assign to [the Trust] her right, title, and interest
in a limited partner interest having a fair

Taxpayer market value of $[X] as of December 31, 2008
as determined by a qualified appraiser within
ninety (90) days of the effective date of this
assignment.”

If a contemporaneous appraisal cannot be
completed, the Grantor can transfer a specific
dollar amount of assets, as determined by a
specified appraiser within a specified time.

Nelson v. Comm'r, T.C. Memo.
2020-81




Key Guidance

These cases largely break in favor of the Taxpayers, but the IRS will continue to
challenge these cases as fact patterns favorable to the IRS present themselves.

Defined value clauses remain an option for practitioners.

Wandry is the simplest approach because it limits the entire transactions to the
Donor/Donees.

Combined approaches provide greater risk-coverage, such as a Wandry Clause +
Disclaimer or a Wandry Clause + a King Clause:

Wandry + Disclaimer — combines the defined value clause with a formula
disclaimer of “any portion of the gift in excess of the value that the donor intends
to transfer” (See Estate of Christiansen v. Comm'r, 586 F.3d 1061 (8th Cir. 2009)).

Wandry + King — combines the defined value clause for a gift with an adjustable

sale component for any excess.
17



Key Guidance

Consistency in all documents and communications
surrounding the transfer is essential (See Sorensen v.
Commissioner, T.C. Docket 24797-18, 20284-19, 20285-19
(Decision Entered August 22, 2022).

Must file a gift tax return.
Grantor trusts are the best vehicle for use of defined value

clauses, because no subsequent income tax adjustments are
necessary even if the final values are adjusted.



Intrafamily LLoans

Trends and How to Avoid Scrutiny



— "Trends

* Intrafamily loans are a popular estate tax freeze technique, allowing grantors to
remove future appreciation from their gross estate.

* Intrafamily loans are premised upon the “deal” that traditionally parents can provide to
their children by loaning at the AFR rather than the commercial lending rates,
resulting in a significant savings.

* Layering loans on top of existing strategies can add an “income tax free” cash flow
stream for the grantors (i.e. a loan to a grantor trust). This strategy still results in

~_ parents paying all taxes associated with income generated by the grantor trust, but the _

loan payments themselves do not result in additional income tax payments.

20




— "Trends

* Finally, intrafamily loans may be a necessary aspect of affirmative defenses to 2036(a)(1)
challenges under the bona fide sale exception discussed previously.

* Intrafamily loans appear straightforward and easy to administer, until families get involved.

* Factors Supporting IRS Challenges
* Poor administration;
* Lack of respect for formalities;
* Poor record keeping; and
* Large loan balances, which the IRS targets as disguised gifts.

* Overall, the cases still break in favor of the taxpayer when common sense guiderails
are employed.

* IRS Challenges
* Inability to repay
* Disguised gift




Galli v. Miller

Practitioners gained a helpful victory in the

intrafamily loan column despite the common

IRS fact pattern challenges.




Galli v. Miller

Miller Facts

* Mom wrote two checks to her son Stephen in 1982.

+ She wrote “loan” on the checks, and her bookkeeper entered them as notes receivable in the general ledger.
» Stephen signed a promissory note in 1982 which did not include security.

» Structured as an "on demand” or a three-year note.

 The son, Stephen, made only a single payment towards the note, in the amount of $15,000.00.

 Stephen did not pay the note on the due date according to the term of the signed note.

+ The taxpayer argued that portions of the indebtedness were forgiven as annual exclusion gifts, but the gifts
were not included on any filed federal gift tax returns for the period of the loan. The first forgiveness
reported on a gift tax return occurred in 1987.

+ The same facts played out for her son Robert, but one month in arrears (October instead of September).

« The IRS challenged the characterization of the transfer as a “loan” rather than a “gift” because there was no
real expectation of repayment.

* The Miller Factors. 23
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Galli v. Miller

Galli Facts

* The taxpayer (decedent) loaned $2.3M to her son on February 25, 2013, at age 79.

* The terms included a nine-year repayment schedule, an interest rate of 1.01%, and no security.
* The borrower made interest payments annually in 2014, 2015, and 2016.

+ The taxpayer (decedent) died on March 7, 2016, with the borrower inheriting the note.

» The IRS challenged on the following grounds:

* If the right to repayment is LESS than the value of the money lent, then the difference is a gift.
» The only applicable discount to the loan is the time value of money.

* The IRS rested on the lack of a gift tax return as evidence of a sham.

* The borrower in Galli instead brought evidence of the arms-length transaction.




Galli v. Miller

Galli created a real instrument of
indebtedness, respected by both

Lender and Borrower.



Key Guidance

Guide your clients to be Gallis and not Millers. Meet as many of the
Miller factors as possible with a well-documented and administered loan.

Charge an interest rate at or above the AFR.
Avoid Rev. Rul. 77-299 — No plan to forgive made in advance.

Avoid aggressive and repetitive refinancing if interest rates decrease.

Use security if possible.
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Consideration

IRS continues to focus on whether a borrower can actually repay the
loan. They did not succeed in Galli, but this argument may persist and
even meet with success on the right facts. Look at the assets of the
Borrower and test whether the debt can be serviced even under
poor economic circumstances.

Income tax returns for the Lender should match the repayment
schedule provided by the Borrower.



Valuation Discounts

Trends and How to Avoid Scrutiny



Trends

Practitioners use valuation discounts as a common method to reduce the overall amount
of a grantor’s estate and transfer tax exemption used to make gifts and/or reduce the
sales price of intra-family sales.

Traditionally, discounts are taken for lack of control (the interest gifted/sold is not a
controlling interest) and/or lack of marketability (the interest gifted/sold is less attractive on
the open market due to the restrictions imposed by the Company’s Operating Agreement.

Expansion of IRC Section 2704 — Prior IRS efforts to expand the applicable restrictions that
can be disregarded under IRC Section 2704(b) for valuation purposes; create specific carve
outs for deathbed transfers; and specific application to limited liability companies did not

advance in 2016 and are likely on hold indefinitely.



Cecil v. Commissioner

S-Corp Valuation Case

Facts

* The Cecils transferred nonvoting Class B and voting Class A stock in the Biltmore

Company (“TBC"), a family-held S corporation, to children and grandchildren in
2010.

* They reported total taxable gifts of ~$10.4M. The IRS issued a $13M deficiency,
arguing the values were too low.

 The core dispute was proper valuation methodology for a noncontrolling interest
in a privately held S corporation.




Cecil v. Commissioner

S-Corp Valuation Case

NYES

1.Whether tax-affecting S corporation earnings was appropriate

2.Whether the asset liquidation assumption was appropriate for a
noncontrolling interest

3. The experts' comparable company/transaction discounts

Holding

Taxpayer prevailed. The Court rejected the IRS expert's opinion entirely and
adopted the first Cecil expert's valuation as its starting point.




Cecil v. Commissioner

S-Corp Valuation Case

NCENelgllgle

- Tax-affecting was accepted because both sides' experts agreed they were

necessary — though the Court expressly limited the ruling to the specific facts
presented

* The asset liquidation assumption was improper because a noncontrolling
shareholder could not force liquidation, and TBC had remained in family hands
since 1932 with no intent to sell

» Both Ceclil experts' market-based approaches were faulted for poor comparable
selection, but the first Cecil expert's overall methodology was still the most
credible




Cecil v. Commissioner

S-Corp Valuation Case

Valuation Discounts

 Discount for Lack of Marketability (LOM) The Court accepted the IRS expert's DLOMs
rather than the Cecil experts' — notably borrowing this piece from the losing side:

* 19% for voting Class A stock
» 22% for the smaller nonvoting Class B block (15.57%)
» 27% for the larger nonvoting Class B block (23.36%)

 Discount for Lack of Control (LOC) The Court accepted the first Cecil expert's 20%
discount, reflecting the noncontrolling nature of the transferred interests.

» Discount for Lack of Voting Rights (LOV) The Court determined this discount was not
applicable to the nonvoting Class B stock — meaning the lack of voting rights was not
treated as a separate, additional discount on top of the other adjustments already applied.

T
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Cecil v. Commissioner

S-Corp Valuation Case

One of the few cases accepting tax-affecting
of S corporation earnings; provides guidance

on applying liquidation assumptions to

noncontrolling interests.




Significance

Discounts are still in play.
Largely an area won by Taxpayers.

Focus on the traditional means for discounts (lack of control and lack of
marketability).

Expansive valuation concepts - at least as applied to S-Corps via Cecil.
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KEY CONTACT

Chelsea J. Suttmann

PARTNER | SAN FRANCISCO BAY AREA

Chelsea J. Suttmann is a Partner in the San Francisco office and has been certified by the
State Bar of California Board of Legal Specialization as a specialist in estate planning,
trust and probate law. Chelsea’s law practice focuses primarily on estate planning, trust
and probate law, estate and gift taxation, and business formation, maintenance, and
succession for family-owned businesses.

Chelsea’s family background includes several generations of small business owners and
entrepreneurs, encouraging her to specialize in advising and counseling family business
owners on estate planning, business succession planning, and business formation and
maintenance matters. She also provides counsel to high-net-worth individuals and
families regarding lifetime and post-death gifting, estate tax considerations, and asset
protection strategies. She lectures on various topics, including estate planning, estates
and trusts, and estate and gift taxation.
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LOCATIONS

San Francisco
Bay Area

111 Anza Boulevard | Suite 200

Burlingame, California 94010

TEL: 650.645.1600

FAX: 650.645.1601
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