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 AALU Bulletin No:  10-110 November 16, 2010 

Subject: General Estate and Gift Tax Developments: August 2010 
 

1. Appeals Court Finds No “Implied Agreement” to Retain 
Benefit of Transferred Property 

Major References: Estate of Stewart v. Commissioner __ F.3d __ (2nd Cir. 08/09/2010); 106 
AFTR 2d 2010-5710 

Prior AALU Washington Reports: 06-151 

2. Court-Approved Rescission Will Be Given Effect for Gift Tax 
Purposes 

Major References:   Breakiron v. Gudonis, __ F. Supp. 2d __, 106 (D. Mass. 08/10/2010); 
AFTR 2d 2010-5999 

MDRT Information Retrieval Index Nos.: 2500.00; 7400.021; 7400.022; 7400.024 

This Washington Report summarizes a few of the more important cases and rulings in the estate and 
gift tax areas which were decided or reported by the courts and the Internal Revenue Service in August of 
2010, and on which we have not previously reported in Bulletins on insurance-related estate and gift tax 
matters. 
 

SEE THE CIRCULAR 230 DISCLAIMERS APPENDED TO 
THE CONCLUSION OF THIS WASHINGTON REPORT. 
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In 2006, the Tax Court, in a memorandum opinion (Estate of Stewart v. 

Commissioner, T.C. Memo 2006-225) (see our Bulletin No. 06-151), determined that 
decedent Margot Stewart (“Decedent”) made a completed gift of a 49% tenant in common 
interest in real property to her son, Brandon Stewart (“Brandon”).  Nevertheless, the 
transferred property was determined to be includible in the Decedent’s estate under 
Section 2036(a) of the Internal Revenue Code because the Tax Court determined that the 
decedent retained the right during her lifetime to the possession and enjoyment of the 
entire property.  On appeal, the Second Circuit, in a 2-1 decision of a 3-judge panel, 
reversed on the issue of whether sufficient evidence of an “implied agreement to retain the 
possession and enjoyment of the entire property could be inferred from Decedent’s 
continued occupancy, as a co-tenant, of the transferred property. 

Decedent Margo Stewart owned two parcels of real property prior to her death.  The first was a 
brownstone located at 160 East 61st Street, New York, New York (the “61st Street property”). Decedent 
and her son resided on the first two floors of the 61st Street property and, beginning on October 1, 1999, 
Decedent leased the remaining three floors of the property to Financial Solutions, Ltd., an unrelated third 
party, for $9,000 per month. Decedent and Brandon also co-owned, as joint tenants with rights of 
survivorship, a house in East Hampton, New York (the “East Hampton property”), which they leased each 
summer to unrelated parties, splitting the rental income and expenses evenly. 

On May 9, 2000, following discussions with her attorney and a subsequent diagnosis of pancreatic 
cancer, Decedent executed a deed that transferred to Brandon a 49% interest in the 61st Street property, as a 
result of which Decedent and her son owned the property as tenants-in-common. On May 10, 2000, 
Brandon’s attorney delivered the deed to Choice Abstract Corp. (Choice Abstract) for the purpose of 
recording the deed. The deed, however, was misplaced by Choice Abstract and was not recorded until April 
4, 2001, approximately 4 months after Decedent’s death on November 27, 2000.   

After the May 9, 2000 transfer, and until the time of her death, Decedent continued to receive all of 
the rental payments from Financial Solutions, Ltd.  Prior to her death, decedent also paid most of the 
expenses relating to the 61st Street property (i.e., decedent paid expenses of $21,790.85 while Brandon paid 
$1,963, despite their respective ownership interests of 51 and 49%).  During this same period, Brandon 
received the rental payments from the East Hampton Property. 

Decedent’s executors filed a Federal gift tax return on August 19, 2001 relating to the transfer of the 
61st Street property, and, on February 23, 2002, Decedent’s executors filed a Federal estate tax return 
relating to Decedent’s estate. The estate tax return indicated that Decedent, on the date of her death, owned 
100% of the East Hampton property, but only 51% of the 61st Street property.  On December 22, 2004, the 
government issued separate statutory notices of deficiency relating to the estate and gift tax returns, and 
Brandon, in his capacity as sole remaining executor, contested the deficiencies in the Tax Court.    

Although the Tax Court found that the gift of the 49% interest to Decedent’s son was completed, it 
also determined that this interest was includable in her gross estate under Section 2036(a)(1) of the Code.  
That section provides that a decedent’s gross estate includes all property interests transferred by the 
decedent (other than for full and adequate consideration in money or money’s worth) over which the 
decedent has retained for life the possession or enjoyment of the property, or the right to the income from 
the property.  In this context, the term “enjoyment” refers to the economic benefits from the property.   

The Tax Court ruled that “Decedent’s retention of the property’s income stream after the property 
was transferred is ‘very clear evidence that the Decedent did indeed retain ‘possession or enjoyment.’”  
Decedent’s payment of the lion’s share of the expenses relating to the property also was indicative of her 
intention to retain possession or enjoyment. 
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Brandon had testified that he and Decedent intended to perform a financial reconciliation at the 

end of 2000 to ensure that the proper amount of income and expenses was allocated to Decedent’s and her 
interest in both properties.  However, the Tax Court noted, “the parties did not sign a written agreement to 
reconcile the income and expenses, and [Decedent’s son’s] testimony relating to an oral agreement was not 
credible.” Nor was Brandon’s accountant informed of the contemplated reconciliation agreement.  The 
Court found that an implied agreement existed to the effect that Decedent would retain the economic 
benefits of the 61st Street property.  Thus, the full value of that property must be included in her gross 
estate.   

The estate appealed the Tax Court’s decision to the U.S. Court of Appeals for the Second Circuit.  
The Second Circuit vacated the Tax Court’s decision and remanded it for further proceedings, with 
instructions. 

The appellate Court began by acknowledging that retention of a formal life estate in property is not 
a prerequisite for the application of section 2036(a).  It is sufficient that there be an agreement “(even an 
implied or unenforceable agreement)” between a decedent and a donee of the property that the decedent 
will continue to enjoy the benefits of the property for her life.  Therefore, if Decedent retained the 
possession or enjoyment of the 49% share of the 61st Street property that she had given to Brandon, it 
would follow that the 49% share was part of the her estate.  

Why was the inclusion of the entire 61st Street property in Decedent’s estate important?  Because, 
although the difference between the gift tax paid on the 49% parcel and the estate tax that would have been 
payable on that parcel would, other factors being equal, have been approximately the same (except for the 
tax on the minimal appreciation that accrued to the value of the property during the 6 months between the 
gift and Decedent’s death), the fractionalization of the property would, by reason of the application of a 
partial interest discount, have lowered the value of the separate interests.  The Court observed that “[i]n the 
instant case . . . the parties stipulated to [an unusually high] discount of 42.5% if the property had in fact 
been divided, . . . [which discount was] responsible for the lion’s share of the money at stake in this case.”  
If Decedent owned the entire interest in the 61st Street property on the date of her death, no 42.5% discount 
would be available.  

At issue, therefore, was what is meant by the “retention of the possession or enjoyment of, or the 
right to the income from, the property” as applied to the facts of this case.  Since Decedent retained no legal 
“right” to the income from the 49% interest transferred to Brandon, the issue really devolved to whether she 
retained, in fact, if not in law, the “possession or enjoyment” of the transferred property. 

First, the Court found that the “property” at issue in the case - and in section 2036(a)(1) of the Code 
- referred to the transferred 49% interest in the Manhattan property, not to the entire Manhattan property.    

Next, in applying the “possession or enjoyment” language of section 2036, the Court looked to 
“substance, not to form.”  In substance, “[w]hile it may sometimes be difficult to determine who is using 
real property that is wholly inhabited by a decedent and/or family members, it is quite easy to determine 
who is using real property that is producing income. All we have to do is follow the money. Whoever is, in 
substance, receiving the net income (or taking the net loss) from the property, is using it during his or her 
lifetime, and thus possessing and enjoying the property.” [Citations omitted.] 

Finally, it is necessary, under applicable Treasury Regulations, to determine the extent of the 
retained possession or enjoyment.  Those regulations, as set forth by the Court, state: 

“If the decedent retained or reserved an interest or right with respect to all of the property 
transferred by him, the amount to be included in his gross estate under section 2036 is the value of 
the entire property, less only the value of any outstanding income interest which is not subject to the 
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decedent’s interest or right and which is actually being enjoyed by another person at the time 
of the decedent’s death. If the decedent retained or reserved an interest or right with respect to a 
part only of the property transferred by him, the amount to be included in his gross estate under 
section 2036 is only a corresponding proportion of the amount described in the preceding sentence. 
An interest or right is treated as having been retained or reserved if at the time of the transfer there 
was an understanding, express, or implied, that the interest or right would later be conferred.” 
(Emphasis supplied by the Court.) 

Both the existence and the terms of an implied agreement may be relevant to this determination, 
and, in Estate of Stewart, the Court held that the determination must be made separately with respect to the 
residential and the commercial uses of the building.   

With respect to the residential use, the Court noted that Decedent did not retain the exclusive use of 
Brandon’s 49% of the 61st Street property; nor did she withhold the use of that property from her son.   

“. . . [W]here, as here, the Tax Court has made no specific findings relating to enjoyment of the 
residential portion of the property, and the Commissioner points to nothing besides the mere co-
occupancy between the donor and the donee, a conclusion based on an implied agreement 
concerning the residential portion cannot stand. [Citation omitted.] As a result, Decedent’s 
residential use of part of the Manhattan property does not indicate an implied agreement that she 
would to any extent retain the substantial economic benefits of the residential portion of Brandon’s 
49% interest.” 

With respect to the commercial use, the appellate Court found that it was not clearly erroneous for 
the Tax Court “to find an implied agreement that Decedent would enjoy for her life the substantial 
economic benefit of some part—indeed, perhaps all—of the rental portion of the Manhattan Property.”  The 
Tax Court had found that (1) “Decedent continued to receive the $9,000 monthly rent payments from 
Financial Solutions, Ltd.,” and (2) Brandon’s testimony was not credible.”  As these two factual 
determinations, the Tax Court must be upheld. 

Nevertheless, the appellate Court determined that it was clearly erroneous for the Tax Court to find 
“that the terms of the agreement were such that Decedent would enjoy the substantial economic benefit of 
100% of Brandon’s 49% interest in the Manhattan property.”  The Tax Court should have made a 
determination of what part of the 49% interest should be included in the Decedent’s estate, instead of 
adopting an “all or nothing” approach to section 2036(a)(1). 

Accordingly, the appellate Court vacated and remanded the judgment of the Tax Court with 
instructions to consider all of the “facts and circumstances” surrounding the transfer and subsequent use of 
the property,  In its consideration, the Tax Court was directed to use the approach adopted by the IRS in 
Rev. Rul. 79-109, 1979-1 C.B. 297.  That approach requires that the court include in the gross estate only 
“that portion of the transferred property that would be necessary to yield the retained income.”  

Accordingly, the Court ruled that “[o]n remand, the Tax Court should make the factual 
determinations necessary to determine the amount of the net income from Brandon’s 49% interest enjoyed 
by Decedent. Then the Tax Court can calculate the ‘corresponding proportion’ of ‘the value of the entire 
property,’ and include it in the Decedent’s gross estate under § 2036.”  

The Dissent: Judge Livingston dissented, principally on the basis that Decedent’s use of the 
property and its income did not change following the transfer of a 49% interest in said property to her son.   

“The majority does not — and cannot — explain how the Tax Court clearly erred as a factual matter 
in concluding that Margot Stewart retained all these benefits, given that her relationship to the 
property changed in not one significant respect from the period preceding transfer to the period 
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after. Instead, the majority, misreading a body of case law that primarily involves transfers of 
100% of a family member’s interest in a property to another family member, concludes that post-
transfer co-occupancy is near-conclusive evidence that the transferor can no longer enjoy the 
substantial economic benefits of residence to the extent of the transferred interest. Indeed, the 
majority finds such co-occupancy dispositive even here, where the transfer concerned only a 
fraction of the transferor’s interest, created a tenancy in common that guaranteed the transferor 
continued access to the entirety of her property, and involved a transferor and transferee who the 
majority agrees were found correctly by a court of law to have reached an agreement undercutting 
the economic substance of the very transfer under consideration.” 

In the view of the dissent, such an interpretation will open up a “loophole” in section 2036 that will, 
together with the uniform rate schedule applicable to estate and gift taxes, “vitiate to a considerable degree 
the efficacy of [that] section." 

Given the majority decision in the 2d Circuit, no matter what the outcome of further proceedings in 
the Tax Court, the fractionalization of any part of the property for purposes of section 2036 will result in 
the allowance of the stipulated 42.5% discount for both the retained (for estate tax purposes) and the gifted 
(for gift tax purposes) portions of the property.  That conclusion is quite favorable for the taxpayer, who 
doubtless considered the result to be well be worth the prolonged litigation.  However, in light of the split 
nature of the court's action, taxpayers may be well advised, simply as a matter of conservative planning, to 
document the shared use in a more meticulous manner than the Stewart family seems to have done. 

2. Breakiron v. Gudonis, __ F. Supp. 2d __, 106 (D. Mass. 08/10/2010); AFTR 2d 2010-5999 

In Breakiron v. Gudonis, a U.S. District Court determined that the beneficiary of a 
remainder interest in property, that was distributed on termination of a qualified personal 
residence trust (“QPRT”), could rescind a disclaimer of his interest without adverse gift 
tax consequences.   

Lauren and Margit Breakiron were the owners of property in Nantucket that each of them 
transferred (to the extent of an undivided one-half interest) in 1995 to separate QPRTs.  Under the terms of 
the QPRTs, each Settlor retained the right to live on the property for a period of 10 years (the “Trust 
Term”).  At the expiration of the 10-year term, the property was to pass outright to each of the Settlors’ 
then living children in equal shares as tenants-in-common.  

When the Trust Term expired on September 27, 2005, the property passed in equal shares from each 
parent to their children Craig Breakiron and Lauren Breakiron Gudonis as tenants-in-common. All other 
interests in the property were extinguished.  

Following this transfer, Craig expressed interest in disclaiming his interest in favor of his sister, 
Lauren.  He executed two disclaimers on April 10, 2006, more than 9 months after the dates of the 1995 
transfers creating Craig’s remainder interest in the two QPRTs.  As such, they failed to meet the technical 
requirements of a “qualified disclaimer” under Code sections 2518(b)(2)(A) and (B), which require that a 
disclaimer be made by the later of (i) the date that is 9 months after the transfer creating the interest, or (ii) 
the date on which the disclaimant attains age 21.  Under applicable Treasury regulations, a disclaimer must 
be made within this 9-month “window” even if the disclaimant's interest in the disclaimed property is not 
then vested or is then contingent.  

An attorney consulted by Craig early in 2006 had incorrectly advised Craig that his proposed 
disclaimers would be valid if executed within nine months after the expiration of the QPRT's Trust Term 
(before June 27, 2006), rather than within nine months after the QPRT's creation (before June 27, 1996).  
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On September 19, 2006, a new Transfer Certificate of Title was issued, naming Lauren 

Breakiron Gudonis as sole owner of the property. Craig later learned that the disclaimers were ineffective to 
avoid the imposition of taxes on the transfer. By executing ineffective disclaimers, Craig caused the 
property to be passed from his parents to himself (as tenant-in-common), and he then re-gifted his interest 
to his sister Lauren. Therefore, he, as a donor, became liable for federal gift tax. The IRS thereafter 
obtained a gift tax lien on the property in the amount of the outstanding tax (approximately $2.3 million).  

In October 2008, Craig filed an action for reformation in the Massachusetts Land Court, to which 
the United States was a party, and the United States removed to federal court.  That court addressed both 
the rescission and the resulting gift tax issued. 

Craig argued that, but for his counsel's erroneous tax advice, he would not have executed the 
disclaimers. He claimed that, “had he known the disclaimers would not qualify for reduced tax treatment, 
he would have transferred the property to his sister by creating a new QPRT, naming her as the beneficiary, 
which would have significantly reduced his tax liability.”  By seeking rescission, Craig sought to void the 
existing Certificate of Title and obtain a new Certificate of Title naming him and Lauren each as owners of 
an undivided one-half (1/2) interest in the property as tenants-in-common.  

The government argued that the federal gift tax became due and owing once the invalid disclaimers 
were executed, and that rescission would not abrogate Craig's obligation to pay federal gift tax.  

The Court noted that, in general, “when a substantive rule underlying a federal tax matter is based 
on state law, federal courts in effect sit as a state court and, absent a decision on the matter sub judice by 
the state's highest court, apply state law.”  (Citing Commissioner v. Bosch, 387 U.S. 456 (1967)) 

Under Massachusetts law, a written instrument, including a disclaimer, may be reformed or 
rescinded in equity on the grounds of mistake when there is “full, clear, and decisive proof” of the mistake. 
“The touchstone of the inquiry is the intent of the disclaimant.”  

In this case, the Court found “decisive evidence of the [disclaimant's] intent to minimize transfer tax 
consequences.”  Thus, the Court ruled, “[t]he disclaimers are inconsistent with Craig's intent and are 
therefore now rescinded. This rescission was granted nunc pro tunc, as of the date of their execution on 
April 16, 2006.”   

On the separate question of whether the rescission should affect Craig’s federal tax liability, the 
Court noted the existence of two conflicting lines of cases.   

“One line of cases holds that state law reformation of the original transfer does not abrogate federal 
tax liability. The rationale underlying this line of cases is that because neither party to the state law 
reformation proceeding has an interest in paying federal tax liability on the transfer, reformation 
under state law may not be the product of a bona fide adversary proceeding; rather, the possibility of 
“collusion” to avoid federal liability exists. This is especially so where the IRS was not a party to 
the state reformation proceeding and therefore cannot represent the federal government's interest in 
collecting federal taxes.  

By contrast, another line of cases holds that where the underlying transfer has been reformed by a 
state court due to mistake, such reformation does abrogate a party's duty to pay federal taxes. The 
rationale underlying these decisions is that the original transfer was defective ab initio because the 
original instrument contained a mistake. As a result, there was no completed gift. [Citations 
omitted]”  

In this case, however, the Court found that there was no issue regarding collusion.  The federal 
court, not the state court, has granted rescission of the disclaimers:  
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“The IRS is a party to the proceeding. Moreover, the IRS does not dispute that Craig made 
a mistake when he executed the disclaimers. While the mistake was not a mere “scrivener's error,” it 
was a mistake at the time he disclaimed-not a hindsight decision by plaintiff to avail himself of a tax 
advantage. The IRS had an opportunity during this proceeding to adduce evidence that plaintiff's 
execution of the disclaimers was something other than a mistake, and did not.  . . .  Accordingly, 
reformation of the disclaimers is conclusive of the federal tax liability.”  

For these reasons, the Court granted the rescission and ruled that it would bind all parties and would 
be conclusive for federal tax purposes.  The Court further noted that “a necessary consequence of the 
government's position is that Craig now receives the property back but would still be required to pay a gift 
tax. Under this logic, Craig could be taxed again when he ultimately disposes of the property.”  

 
Any AALU member who wishes to obtain a copy of any of the items discussed in this Washington 

Report may do so through the following means: (1) use hyperlink above next to “Major References,” (2) log 
onto the AALU website at www.aalu.org and enter the Member Portal with your last name and birth date and 
select Current Washington Report for linkage to source material or (3) email Anthony Raglani at 
raglani@aalu.org and include a reference to this Washington Report. 

 
In order to comply with requirements imposed by the IRS which may apply to the Washington Report as 

distributed or as re-circulated by our members, please be advised of the following: 

THE ABOVE ADVICE WAS NOT INTENDED OR WRITTEN TO BE USED, AND IT CANNOT 
BE USED, BY YOU FOR THE PURPOSES OF AVOIDING ANY PENALTY THAT MAY BE 

IMPOSED BY THE INTERNAL REVENUE SERVICE. 

In the event that this Washington Report is also considered to be a “marketed opinion” within the meaning 
of the IRS guidance, then, as required by the IRS, please be further advised of the following: 

 

THE ABOVE ADVICE WAS NOT WRITTEN TO SUPPORT THE PROMOTIONS OR 
MARKETING OF THE TRANSACTIONS OR MATTERS ADDRESSED BY THE WRITTEN 
ADVICE, AND, BASED ON THE PARTICULAR CIRCUMSTANCES, YOU SHOULD SEEK 

ADVICE FROM AN INDEPENDENT TAX ADVISOR. 
 

 

                                                                             
The mission of AALU is to promote, preserve and protect advanced life insurance planning  

for the benefit of our members, their clients, the industry and the general public. 
 

For more information about how AALU’s advocacy efforts help protect your business and the 
advanced life insurance marketplace, visit our website at www.aalu.org, or  

call toll free 1-(888)-275-0092. 
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