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 AALU Bulletin No:  10-114 November 24, 2010 

Subject: General Estate and Gift Tax Developments: September 2010 
 

1. District Court Ignores LLC Restrictions on Transfer for 
Purposes of IRC Section 2703 Valuation Rules 

Major References: Fisher v. U.S., __ F. Supp. 2d __ (S.D. Ind. 09/01/2010); 106 AFTR 2d 2010-
6144 

Prior AALU Washington Reports: 10-85; 10-62; 10-45; 03-69 

2. Appellate Court Affirms That Securities Purchased on Margin 
by Tax Exempt Organization Are “Debt-Financed Property” 

Major References:    The Henry E. and Nancy Horton Bartels Trust for the Benefit of Cornell 
University v. United States; __ F. 3d __, No. 2009-5122 (Fed. Cir. 09/07/10) 

Prior AALU Washington Reports: 03-20 

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 September 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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A U.S. District Court in Indiana has ruled for the government in Fisher v. U.S., 

__ F2d. __(S.D. Ind. 099/01/10), (here called Fisher II) on its summary judgment motion, 
finding that restrictions on the transfer of certain gifted LLC interests that were contained 
in the LLC operating agreement must be ignored for purposes of the valuation rules of 
Internal Revenue Code Section 2073.  Hence, the claimed discounts likely will be reduced 
in future court proceedings.   

Earlier this year, a U.S. District Court for the Southern District of Indiana held, in Fisher v. U.S., __ 
F. Supp. 2d __ (Docket No. 1:08-cv-0908-LJM-TAB) (S.D Ind. 3/11/10) (Fisher I), (see our Bulletin No. 
10-62), that certain LLC interests transferred by taxpayers John and Janice Fisher to their children over a 
three-year period were not eligible for the annual exclusion from gift tax under Section 2503(b).  The Court 
so concluded because, in its view, the LLC operating agreement's restriction on the donees’ right to 
distributions of the LLC’s capital proceeds and on their ability to transfer their interests caused their LLC 
interests to fail to qualify as “present interests” in property. [For other cases that disallowed the annual 
exclusion from taxable gifts on the grounds that the property transferred was not a “present interest” see 
Price v. Commissioner, T.C. Memo. 2010-2 (January 4, 2010), discussed in our Bulletin No. 10-45 and 
Hackl v. Commissioner, 118 T.C. 279, 294 (2002), affd. 335 F.3d 664 (7th Cir. 2003), discussed in our 
Bulletin No. 03-69.] 

Following this decision, the parties returned to the Court on cross motions for partial summary 
judgment on the issue of whether the transfer (buy/sell) restrictions contained in the LLC agreement should 
be disregarded in determining the value of the gifts under Section 2703. 

Section 2703(a)(2), enacted as part of Chapter 14 in 1990, imposes a special rule for valuing 
intrafamily transfers of property. Pursuant to this section, the value of “property” transferred between 
family members is determined without regard to “any restriction on the right to sell or use such property.”  
Section 2703(a) does not, however, apply to a restriction if the terms of Section 2703(b) are satisfied, to 
wit: (1) the restriction is a bona fide business arrangement; (2) the restriction is not a device to transfer 
property to members of the decedent’s family for less than full and adequate consideration in money or 
money’s worth; and (3) the restriction’s terms are comparable to similar arrangements entered into by 
persons in an arm’s length transaction.  Each of these three requirements must be independently satisfied 
for a right or restriction to meet this exception.  

The taxpayers argued in their partial summary judgment motion that their transfer in 2000, 2001 and 
2002 of 4.762% membership interests in the LLC -- Good Harbor Partners, LLC (Good Harbor) -- to each 
of their seven children (Fisher Children) should be valued by taking the aforementioned restrictions on the 
transfer of those interests into account because each of the requirements of the Section 2703(b) exception 
were satisfied. 

From the date of Good Harbor’s formation through the 2002 transfer, its principal asset was a parcel 
of undeveloped land that borders Lake Michigan in Leelanau County, Michigan.  Its operating agreement 
(the “Agreement”) provided that the Fishers formed the LLC primarily to engage in the business of 
investing in and holding real property for investment. The Agreement recited that the Fishers formed Good 
Harbor, in part, “to select with whom they would be in ‘business’ with and to keep Good Harbor’s principal 
asset, the lakefront property, available for the Members’ use.”  Other objectives included the Fishers’ desire 
to discourage business disputes among family members, prevent partition of the lakefront property, and 
protect the lakefront property from the Members’ individual creditors.  

The Agreement also provided that the Fisher Children could transfer their interests in Good Harbor 
only if certain conditions of transfer were satisfied.  The Agreement defined “Interest” as “a Person’s share 
of the Profits and Losses of, and the right to receive distributions from, the Company.” Under the 
Agreement, this was the only interest - essentially an assignee interest - that the Fisher Children could 
transfer unilaterally.  
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Among the conditions of transfer was a provision granting Good Harbor (but not the other 

Members) a right of first refusal at a price equal to the amount of the prospective transferee’s offer (“right 
of first refusal”), payable with notes amortizable over a 15-year period. The Fisher Children could disregard 
LLC’s right of first refusal only in the event of a transfer to their parents or their parents’ descendants by 
birth or adoption.  

In responding to these motions in Fisher II, the Court began its opinion by citing Holman v. 
Commissioner, __ F.3d __, No. 08-3774 (8th Cir. April 7, 2010) (see our Bulletin No. 10-85) to the effect 
that, for purposes of Section 2703(b), “[i]n answering the question of whether a restriction constitutes a 
bona fide business arrangement, context matters.” Although “maintenance of family ownership and control 
of a business may be a bona fide business purpose,” the restriction at issue “must foster active involvement 
in the business.” It is not sufficient to be a “mere asset container.” 

In Holman, two donors created a limited partnership, funded it with common stock of Dell 
Computer Corp., and gifted limited partnership shares to their children.   As described by the Court:  

“There was no evidence indicating that the partnership employed a particular investment strategy or 
that the donors were ‘skilled or savvy investment managers whose expertise [wa]s needed or whose 
investment philosophy need[ed] to be conserved or protected from interference.’ . . . The donors 
retained exclusive control of the partnership, and their children could not withdraw from the 
partnership or assign their interests unless certain transfer conditions were met. . . . The Eighth 
Circuit affirmed the Tax Court’s conclusion that the restrictions upon the children did not serve a 
bona fide business purpose because the partnership was not a ““business,” active or otherwise.” 
[Citations omitted.] 

As in Holman, the Court in Fisher II found no evidence that the Fishers had an investment strategy 
that was preserved by Good Harbor’s formation.  

The Fishers countered that they had employed a financial officer to manage the expenses associated 
with owning the lakefront property. In addition, the Fisher Children occasionally deposited money into 
Good Harbor’s checking account, which would be distributed by the financial officer towards real estate 
taxes and other expenses.  This checking account also disbursed the proceeds of a sale of a portion of the 
lakefront property to the Fisher children after it sale.  However, noted the Court, “[s]imilar facts could be 
found in connection with every interest in real estate. They do not, as the Fishers assert, indicate that Good 
Harbor was a bona fide business.” 

Accordingly, the Court concluded that the taxpayers failed to satisfy their burden with regard to the 
first requirement under Section 2703(b) - i.e., that the restriction be a bona fide business arrangement.  
Since each of the three requirements of Section 2703(b) must be satisfied independently, there was no need 
to consider the other two requirements (as set forth above).   

It is unclear what effect the entry of partial summary judgment in favor of the government on the 
Section 2703 issue will have on the ultimate valuation of the gifted LLC interests in this case.  The Court’s 
determination was on the applicability of the Section 2703(b) exception as a matter of law.  It did not make 
an ultimate determination of the value of the gifts. 

However, as we noted in our discussion of Holman, the Service’s success with its Section 2703 
argument probably means that it will continue to advance it in cases in which family-held entities are 
funded with passive investment assets, and that entity discounts in such cases may be substantially reduced 
on that basis. 
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2. The Henry E. and Nancy Horton Bartels Trust for the Benefit of Cornell University v. 

U.S.; __ F. 3d __, No. 2009-5122 (Fed. Cir. 09/07/10) 

The Federal Circuit Court of Appeals for the Federal Circuit, in The Henry E. and 
Nancy Bartels Trust for the Benefit of Cornell University v. U.S., __F.2d.__ No. 2009-
5122 (Fed Cir. 09/07/10), has affirmed a decision of the U.S. Court of Federal Claims that 
trading securities on margin produces “debt-financed” income that is taxable as 
“unrelated business taxable income” to an organization that is otherwise tax exempt 
under Section 501(c)(3) of the Internal Revenue Code . 

The Henry E. and Nancy Horton Bartels Trust for the Benefit of Cornell University (the “Trust”) 
was formed to financially support Cornell University.  It was granted an exemption from federal income 
taxation  under Section 501(c)(3) shortly after its formation.   

During the 1999 and 2000 tax years, the Trust invested in stocks purchased “on margin” - i.e., it 
used money borrowed from its broker to complete stock purchases. The Trust subsequently sold the stocks 
and reported the income from the sale of the margin-financed securities as capital gains not subject to tax.  
After an IRS audit, the Trust paid $48,770 in taxes on the margin sales for the 1999 tax year. For the 2000 
tax year, the Trust reported income from the sale of the margin-financed securities as capital gains and paid 
the associated UBTI of $39,479.  

The Trust subsequently filed amended Forms 990T for the 1999 and 2000 tax years. These forms 
claimed a total refund of $88,249 for UBTI payments made by the Trust on the sale of the margin-financed 
securities. After the IRS denied the refund claims, the Trust filed this suit in the Court of Federal Claims.  
Both parties moved for summary judgment.  

Both the Court of Federal Claims and the Federal Circuit Court ruled against the taxpayer, finding 
that the margin sales generated debt-financed income subject to tax. 

In general, an organization described in Section 501(c)(3) is exempt from taxation unless it has 
“unrelated business taxable income (“UBTI”), which is defined as the gross income derived by a tax 
exempt organization from any unrelated trade or business regularly carried on by it, less certain deductions 
and subject to certain modifications. 

Section 512(b) defines exceptions to UBTI, and excludes from that term, all dividends, interest, 
payments with respect to certain securities loans, and annuities, as well as gains or losses from the sale, 
exchange, or other disposition of capital assets.  Notwithstanding the forgoing exclusions, UBTI includes 
the income derived from “debt-financed property,” as defined in Section 514.  “Debt-financed property” is 
any property that is held to produce income with respect to which there is “acquisition indebtedness” at any 
time during the taxable year (or during the twelve months preceding the disposition in the case of property 
disposed of during the taxable year).   

The Trust argued in this case that it should not be subject to tax because (1) the lower court’s 
interpretation of Section 514 was “contrary to congressional intent,” and (2) investing in securities is not a 
“trade or business” under the tax code.   

As to the first argument, the Court noted that the statute is clear on its face.  While the legislative 
history of the UBTI provisions might indicate that they were placed in the Code to discourage unfair 
competition between tax exempt with taxable organizations, “[h]ere, Congress intended to impose the 
UBTI on all debt-financed property, regardless of whether that particular type of property was a source of 
unfair competition.”  Thus, the Court continued: 
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“We think our inquiry thus begins and ends with what § 514 does (and does not) say. . . . 
However, even if we were to examine the legislative history of the UBTI, there is no ‘extraordinary 
showing” of a “clear intent contrary to the [statute’s] plain meaning.’ [Citation omitted.]” 

In short, a showing of unfair competition is not a predicate to the imposition of the unrelated 
business income tax.  

As to the Trust’s second argument - that the UBTI does not apply because investment activities do 
not constitute a “trade or business” - the court noted that “it does not matter whether the Trust’s 
investments in securities on margin satisfy the definition of “unrelated trade or business” . . . because 
separate provisions -- [of the Code] -- explicitly classify income from debt-financed property as income 
from an unrelated trade or business.”  

The Federal Circuit Court of Appeals is the third federal circuit to rule - with the Second and Third 
Circuits - that sales of securities on margin produce UBTI.  One of the other cases decided against the 
taxpayer on this issue was Henry E. and Nancy Horton Bartels Trust v. United States, 209 F.3d 147 (2d 
Cir. 2009), cert. denied, 531 U.S. 978 (2000). That case apparently involved a different trust established by 
the same taxpayers for the benefit of the University of New Haven.  

We note that the unrelated debt-financed income rules generally can be avoided by investing 
through foreign corporations.  The tax-exempt entity invests in a controlled foreign corporation  (“CFC’) 
that is formed in a jurisdiction in which it pays little or no tax, and the CFC in turn invests in an investment 
that is debt-financed, or, as with a hedge fund, produces ordinary income from active trading.  The CFC in 
turn pays the income to the tax-exempt investor as a dividend. Because dividends are not subject to UBTI, 
the income from the CFC is not taxable to the tax-exempt investor and the debt-financed income rules are 
avoided. The Revenue Service has issued private letter rulings upholding the treatment of income received 
by an exempt organization from a CFC as a dividend that is not subject to UBTI.  (See, e.g., PLRs 
199952086, 200251016 and 200252096, discussed in our Bulletin No. 03-20.) 

 
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. 

http://www.aalu.org/
mailto:raglani@aalu.org
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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. 

http://www.aalu.org/
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