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weight of these other tax provisions has raised the
political stakes and contributed to chronic Congressional
procrastination and gridlock.

“I should have been a pair of ragged claws
Scuttling across the floors of silent seas.”
—T.S. Eliot

Shall donors exploit the $5-million gift tax exclusion ($5.12
million for 2012) before it expires? What strategies and
considerations should planning professionals consider?
And what about the potential “clawback” if exclusions
are rescinded?
“Fear not,” say the experts, undaunted. “There is only a
small chance of a clawback.” But nobody likes the idea
of gifting $5 million and then having Uncle Sam knock at
the door with a big claw. So let’s weigh the options in the
waning months of the big exclusion.

Cinderella at Midnight
It is happening again. We have a glorious new transfer
tax system with reunited estate and gift taxes capped at
35%, a unified exclusion capped at $5.12 million for
2012, a cool new spousal portability feature, and then,
poof, our ride turns back into a pumpkin at midnight. In
other words, we revert back to 2001 at the end of the
year.
Again with the 2001 doomsday scenario! Back to the
$1-million exclusion and the 55% top tax rate.
If this uncertainty feels familiar, it’s because we have
actually seen this same drama play out twice before,
i.e., at the end of 2009, when the estate tax repeal was
phased in for 2010, and at the end of 2010, when the
current interim approach was adopted instead of the
reversion to 2001 tax rules.
We are again facing the expiration of what has become
collectively known as the Bush tax cuts, and the collective

Even if the estate and gift tax rules were isolated, no
political consensus has been established on these issues
for the past 15 years. What has been clarified is that
there are insufficient votes to permanently repeal the
estate tax and that a complete return to 2001 levels of
estate taxation (with 55% top rates and a $345,800
unified credit that is equal to a $1 million estate tax
exemption) is considered a sufficiently terrible outcome
to force some last-minute intervention—again.
Ironically, to force itself to finally confront the issue
responsibly and provide a reliable and fair transfer
taxation for the next generation, Congress continues
to impose temporary solutions that end in the same
unpalatable return to 2001 to force itself to resolve this
issue.
Note: The choice of 2001 was not selected to be onerous,
per se. If Congress were trying to truly scare itself with
a powerful deterrent, it might have selected the 1970s
disco era, with an exclusion of $120,000 and a top
estate tax rate of 70%. Not to mention the horror of
re-introducing disco. In any event, the focus on 2001
simply relates to the arcane Byrd Rule that governs
Congressional funding of legislation.

Potential Consequences
The universe of possibilities for 2013 is actually limited
to a few predictable scenarios. We aren’t going to see a
complete repeal of the estate tax. That didn’t work out
and doesn’t have the votes to pass. Nor are we going to
go back to 2001 or earlier.
The most likely outcome is a scaling back to an exclusion
of $2.5 million (or $3.5 million) with some transitional
rules or another two-year extension of the status quo
until the next cliff-hanger. But rather than make any
glib assumptions, let’s consider the tax consequences in
several scenarios.
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The Blasé Majority: Realistically, estates with less than
$5 million should not be gifting all assets to meet an
imagined deadline. These estates, forming the vast
majority, will continue to have meaningful planning
opportunities.

• The gift can be part of an FLP and Family Trust that
provides asset protection benefits.

Donors Remorse: Regardless of future tax changes or the
imposition of any clawback provisions, donors gifting
$5.12 million of assets to beat a supposed deadline need
to plan carefully or they may have regrets later. Consider
the following:

In theory, if a donor exploited the gift tax exemption while
it was at a high level in 2011 or 2012, the amount given
in excess of a future $1 million limit could potentially be
deemed taxable and included in the gross estate of this
decedent in the future.

• Opportunities may be lost for the donor who could have
invested funds that were transferred.

This concept has led to hypothetical examples where
the clawback results in a higher tax liability than the
remaining assets of the estate. If the beneficiaries of the
lifetime gifts are different from the beneficiaries of the
estate, the apportionment of tax payments would become
highly critical.

• Transferred assets may be wasted by the beneficiary or
exposed to creditors. A grantor-retained income trust or a
trust with Crummey withdrawal powers to qualify the gift
as a present interest for gift tax exclusion purposes should
be considered.
• Appreciated assets that are transferred may subsequently
trigger capital gain instead of being transferred with a
stepped-up basis at death.
• A donor at 72 may greatly underestimate life expectancy
and upon living to be 92 may wish he had some of that
money he gave away in 2012.
The Best Case Scenario: One possibility is that a donor
with ample assets takes full advantage of the $5.12
million gift tax exclusion while it is available and no
clawback follows.

The Clawback Scenario

A return to 2001 rules would mean the estate that was
clawed back together in 2013 would then be reduced by
a) the amount of tax that was payable on the $5 million
gift (about $2 million, regardless of whether it was paid)
and the unified credit (which was equal to an exemption
of $1 million).

Keeping It Real
There is a consensus among the best estate planners in
the business that clawbacks are not a realistic concern.
Let us count the ways:

Example: If the donor has an estate of $10 million and
gifts $5.12 million, and the estate tax reverts to 2001
levels, the donor’s estate may save about $1.37 million
of tax, even if he dies in 2013.

• The unified estate and gift tax system is not currently
set up to do any clawbacks. It is a transfer tax system that
does not tax transfers that were not taxable at the time
they were made.

A number of other benefits apply:

• There is no indication that Congress intended a
clawback, and it would take a specific act of Congress to
apply a clawback, which would be political suicide.

• The estate and gift tax exclusion is reduced, but the
proactive donor is pleased to have moved assets out of
the estate without gift tax.

• A return to 2001 levels is an extremely remote
possibility.

• Assets continue to generate income that is taxed to a
beneficiary who is in a lower income tax bracket.
• There is an additional appreciation of value on the
gifted assets that is also excluded from the donor’s estate.
• This gift can also be given to grandchildren and can
qualify for the generation skipping transfer tax exemption
for 2012.

• Any clawback that was actually applied would merely
put the estate back at the same taxable level it would
have been in if no gift had been made because the
calculation of estate tax would involve a reduction for the
gift tax payable.
• Even if a clawback somehow came into existence, the
benefits of using the lifetime gift in removing future
appreciation from the estate—and having transfers
qualify for large GST exclusions—probably outweigh any
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negative consequences.
TECHNICAL REFERENCES
“Clawback—Myth or Monster?” (or “Clawback for
Dummies”) by Charles Rubin provides excellent analysis
and can be found online. See also “Should Threat of
Clawback Discourage 2012 Mega Gifts,” by Peter J.
Reilly in Forbes, available online.
GIFT TAX ROUNDUP

Gift Of FLP Qualifed For Annual Exclusion
George and Ilse Wimmer established a family limited
partnership (FLP), with themselves as general and limited
partners. The FLP included securities that bore dividends.
Over a five-year period, the Wimmers transferred shares
in the FLP to their son and to an irrevocable trust for
their grandchildren. These transfers were all designed
to qualify for the annual gift tax exclusion. There were
11 beneficiaries in all; six of them were provided with
withdrawal rights that met Crummey trust requirements.

After George Wimmer’s death, an estate tax audit
concluded that the transfers of restrictive FLP interests
did not constitute gifts of present interests and therefore
did not qualify for the annual gift tax exclusion under
IRC Section 2503(b). Those transfers were therefore
to be included in the taxable estate, and an estate tax
deficiency of $260,000 resulted.
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Were the transfers of FLP shares transfers of “substantial
and presently enjoyable economic interests?” The FLP
shares that were transferred to the children had restricted
rights and did not entitle the beneficiaries to control the
FLP or obtain the FLP assets. However, the shareholders
were all entitled to annual income that the FLP was
producing. In this case, the FLP assets included securities
that were producing income.

Based on the actual distribution of income from the
entity to the beneficiaries, the Court found that the use of
annual gift tax exclusions was warranted for transfers of
shares of the FLP because 1) the FLP regularly generated
income; 2) the income was directed to the donees; and 3)
the distributable amounts were ascertainable.

Several planning issues should be observed. First, now
that the estate and gift tax system is reunited, an estate
tax audit will necessarily scrutinize the decedent’s gifting
history. The use of gift tax returns becomes relevant
insofar as an informational return, even when no tax is
due and no return is required, and nonetheless starts the
clock running for the three-year statute of limitations that
applies to gift tax returns. Estate of George H. Wimmer
v. Commissioner, T.C. Memo. 2012-157 (June 4, 2012).

Transferee Liability for Gift Tax
The estate of Texas oil tycoon J. Howard Marshall II,
which engaged in a decade of litigation with the late
Anna Nicole Smith, continues to break new ground in the
estate and gift tax area.

The IRS sought this result based on Hackl v. Commissioner,
118 T.C. 279 (2002), affirmed, 335 F.3d 664 (7th Cir.
2003), in which the court determined that a donor’s
gifts of shares in a tree farm were not transfers of
present interests that could qualify for the annual gift
tax exclusion. In that case, a mature tree farm had been
harvested and new seedlings had been planted. It was
clear that the farm would not produce income for many
years.

In 1995, J. Howard Marshall II (JHM) sold shares back to
Marshall Petroleum, Inc., for less than market value. This
made the remaining shares owned by his children more
valuable. After JHM’s death, the IRS determined that the
lifetime transfer of shares to the company constituted an
indirect gift to JHM’s children. This was a taxable event,
but no gift tax was paid during JHM’s lifetime and none
was paid by his estate. In addition, because years passed
without the tax being paid, interest was accruing on the
tax that was owed under Section 6324 (b), which governs
liens for gift taxes. These facts were not disputed.

Two other cases have also not permitted an annual
exclusion for gifts of limited partnership interests:
Price v. Commissioner, T.C. Memo. 2010-2, and Fisher
v. Commissioner, 105 AFTR2d 2010-1347 (S.D. Ind.
2010).

The beneficiaries paid the IRS the full value of the
amount of the gift and argued that their liability was then
capped under Section 6324(b) and that Section 6901
does not establish additional substantive liability. Their
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position is supported by the Third Circuit’s decision in
Poinier v. Commissioner, 858 F.2d 917 (3rd Cir. 1988),
in which the Court said that Section 6901 does not
create a substantive liability but merely provides a new
procedure by which the Government may collect taxes.
The IRS relied upon the Eleventh Circuit decision of
Baptiste v. Commissioner, 29 F.3d 1533 (11th Cir.
1994). In that case, the Court held that § 6324(a)(2)4
imposes an independent liability on the donee that is not
subject to limitations imposed on the donor’s transferred
liability. Therefore, § 6601 applied to impose interest
on the donee’s independent obligation. [Note: Although
§ 6324(a) addresses estate tax, not gift tax, these
provisions are in pari materia and deemed applicable
here.]
The United States District Court for the Southern District
of Texas noted that the conflicting interpretations by the
3rd and 11th Circuits invited ambiguity in the statute
and justified the examination of legislative history.
The court also noted that the Third Circuit’s strongest
argument was that § 6601(f) expressly forbids paying
interest on interest but that this provision has since been
removed by Congress.
The Court reasoned that Section 6324(b) imposes
liability on donors for the gift itself (including interest
and penalties) and Section 6601 imposes liability on
donees for the interest that applies for the use of the
government’s money.
“Section 6324(b) imposes the Chapter 12 liability on
the donee but limits that liability to the amount of the
gift received,” said the Court. “This makes perfect sense
because otherwise a donee who received only 5% of
an enormous gift could be responsible for the entirety
of the gift tax in an amount far exceeding the gift he
received, based solely on the donor’s actions—or, more
accurately—inaction.”
Then, turning to the donee’s liability, the Court noted
that the government’s remedies are to file a suit to obtain
a personal judgment or impose an assessment under
Section 6901. Either approach will result in interest
running on the donee’s obligation to pay.
“The interest is charged based on the failure of the
donee to pay, not the donor,” explained the Court. “It was
equitable to cap the donee’s responsibility for the actions
of another, but if he chooses not to pay his own liability,
that is a different matter.” United States v. Robert S.
MacIntyre et al., No. 4:10-cv-02812 (June 2012).
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Deferred Tax under Section 6166
and Transferee Liability
Anna Smith (not to be confused with Anna Nicole Smith)
died in 1991 with a Will that poured assets over into a
trust that had been set up during her lifetime and left
the residue of the estate, which included stock in a
corporation, to various beneficiaries after all taxes and
expenses of the estate were paid.
The fiduciaries of the estate elected to defer payment
of estate tax under Section 6166. In 1992, the trustees
distributed assets to the beneficiaries and, because of
the deferred payment of estate taxes, the beneficiaries
agreed to be responsible for the unpaid taxes. But in
2002, the corporation for which shares had been held
went bankrupt. In 2003, the estate defaulted on the
estate tax liability after paying only $5 million of the
$6.871 million that was owed.
Who was liable for the $1,871,000 tax deficiency?
The IRS argued that the trust beneficiaries were liable
under Section 6324(a)(2), but the Court ruled that the
beneficiaries were not “transferees” because they did
not immediately receive assets at the grantor’s death.
The personal representative of the estate and trustees
of the trust were liable as fiduciaries. Distribution of
assets prior to payment of estate tax exposes fiduciaries
to personal liability. Any agreement for reimbursement
from the beneficiaries to the fiduciaries would be up
to the fiduciaries to enforce and may be useless if the
beneficiaries have no assets. U.S. v. Johnson, 109 AFTR
2d 2012-XXXX (05/23/12); 26 U.S.C §§6166, 6324; 31
U.S.C. §3713(b).
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