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Subject: General Estate and Gift Tax Developments: May 2011 
 

1. Securities Transferred to FLPs Are Includible In Gross Estate 

of Transferor Under IRC § 2036 

Major References: Estate of Jorgensen v. Commissioner, __ F.3d __, No. 09-73250 (9th Cir. 

05/04/2011) 

Prior AALU Washington Reports: 09-49; 08-45; 07-106; 07-79; 07-11; 06-68; 05-77; 04-110; 03-56, 02-78; 

01-16; 00-108; 00-37 

2. IRS Rules No Gifts Triggered By Trust Transfers Undertaken 

To Resolve Family Conflict 

Major References:   PLR 201119003  

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

 
SEE THE CIRCULAR 230 DISCLAIMERS APPENDED TO  

THE CONCLUSION OF THIS WASHINGTON REPORT. 

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 May 

of 2011, and on which we have not previously reported in Bulletins on insurance-related estate and gift 

tax matters. 

 

 

 

 

http://www.aalu.org/
http://aaluwr.org/majorrefs/Ref11-65A.pdf
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Cases 

1. Estate of Jorgensen v. Commissioner, __ F.3d __, No. 09-73250 (9th Cir. 05/04/2011) 

The Ninth Circuit Court of Appeals has affirmed a March 2009 memorandum 

opinion of the U.S. Tax Court (discussed in our Bulletin No. 09-49) which held that a 

decedent's estate included assets that she transferred to two family limited partnerships.  

There was no bona fide sale, and she retained control over the assets transferred.   

Erma Jorgensen (“Decedent”) died testate in California on April 25, 2002. She was the widow of 

Colonel Gerald Jorgensen, who was described by the Court as a knowledgeable investor, and over the years 

the couple's portfolio of marketable securities grew to over $2 million through implementation of a “buy 

and hold” strategy.   

Prior to Decedent’s death, Colonel Jorgensen, in consultation with the family’s investment advisor 

(“Arntson”), decided that he and his wife would form a family limited partnership. Neither Decedent nor 

her children (“Son” and “Daughter”) were involved in any of these discussions. On May 15, 1995, Colonel 

Jorgensen, Decedent, Son and Daughter signed the Jorgensen Management Association (JMA-I) 

partnership agreement. The JMA-I partnership agreement states that the parties desired to pool certain 

assets and capital for the purpose of investing in securities.  

On June 30, 1995, Colonel Jorgensen and Decedent each contributed marketable securities valued at 

$227,644 to JMA-I in exchange for 50-percent limited partnership interests. Son and Daughter, along with 

their father, were the general partners.  Colonel Jorgensen and Decedent had six grandchildren, each of 

whom, with Son and Daughter, were listed as limited partners and received their initial interests by gift.
 
 

Neither Son, Daughter, nor any of the grandchildren made a contribution to JMA-I, although each was 

listed in the partnership agreement as either a general or a limited partner. During his lifetime, Colonel 

Jorgensen made all decisions with respect to JMA-I.  He died on November 12, 1996. 

On January 29, 1997, Arntson wrote to Decedent regarding Colonel Jorgensen's estate tax return 

and her own estate planning. Arntson recommended that Colonel Jorgensen's estate claim a 35-percent 

discount on his interest in JMA-I.  The estate's interest in JMA-I passed into Colonel Jorgensen's family 

trust. The family trust was funded with $600,000 of assets including JMA-I interests valued using minority 

interest and lack of marketability discounts. All amounts over $600,000 went to Decedent.  Arntson also 

recommended that Decedent transfer her brokerage accounts to JMA-I, in order to qualify the account for 

valuation discounts available for interests in limited partnerships, and to facilitate gifts to children and 

grandchildren.   

Although Arntson wrote to Decedent, he did not personally meet with her to discuss additional 

contributions to JMA-I. Instead, all planning discussions were among Arntson, Daughter, Daughter's 

husband, and Son. On the basis of these discussions, they decided to form JMA-II to hold certain of 

Decedent’s other, high-basis, assets.  It was decided that these assets would be more appropriate (than those 

in JMA-I) for making gifts to descendants through the vehicle of a limited partnership. 

JMA-II was formed on July 1, 1997, when Decedent's children filed a certificate of limited 

partnership interest with the Commonwealth of Virginia.  After all contributions to JMA-II were 

completed, Decedent held a 79.6947-percent interest in JMA-II, and Colonel Jorgensen's estate held a 

20.3053-percent interest. The children and grandchildren did not contribute to JMA-II.  Son and Daughter 

were general partners, and Son, Daughter, and the grandchildren were listed as limited partners in JMA-II's 

partnership agreement.  They received their interests by gift from Decedent. 
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Neither JMA-I nor JMA-II operated a business. They held passive investments only, 

primarily marketable securities. Daughter maintained the checking accounts for the partnerships, but they 

went unreconciled, and Son never looked at the check registers.  Neither of the partnerships maintained 

formal books or records.  

In July 1999 Son borrowed $125,000 from JMA-II to purchase a home. On July 25, 2001, Son made 

his first interest payment to JMA-II of $7,625. On August 7, 2002, he made a second and final interest 

payment of $7,625. Daughter believed that if Son did not repay the loan, she would take it out of his 

partnership interest. However, each of the partnerships required that all distributions be pro rata.  After 

Decedent’s death, on April 25, 2002, Son was advised to repay the loan in order to “clean up” the 

partnership in the event of an audit. 

Although the partnership agreements stated that withdrawals shall only be made by general partners, 

Decedent was authorized to write checks on the JMA-II checking account, and she wrote checks on both 

the JMA-I and JMA-II accounts. In 1998, she signed several checks on the JMA-I account, including cash 

gifts to family members.  On December 27, 1998, Daughter's husband wrote, and Decedent signed, a 

$48,500 check drawn on Decedent's personal account to purchase a Cadillac for Son. The parties 

characterized it as a loan which was forgiven in January 1999. However, the gift was not reported on a gift 

tax return in 1998 or 1999. On January 10, 1999, Decedent wrote a $48,500 check, drawn on the JMA-I 

account, to Daughter because Decedent wished to make an equalizing gift but did not have sufficient funds 

in her personal checking account. The gift to Daughter was not reported on a gift tax return.  

Decedent also used the JMA-I account to pay her 1998 quarterly estimated Federal taxes of $6,900 

and her California State taxes of $2,290. The record does not indicate that these amounts were returned to 

the partnership, although the estate contends that JMA-I's Federal tax return shows the amounts as due from 

Decedent.
 
She also paid a portion of Colonel Jorgensen’s estate’s administration funds from the JMA-II 

account, as well as expenses relating to the filing of gift tax returns for 1999 and 2002. 

On January 24, 2003, JMA-II paid Decedent's $179,000 Federal estate tax liability and $32,000 

California estate tax liability (as calculated by the estate).  

In 2003 through 2006 JMA-I and JMA-II sold certain assets, including stock in Payless Shoesource, 

Inc., and May Department Stores Co., which Decedent had contributed to the partnerships during her 

lifetime. In computing the gain on the sale of those assets, the partnerships used Decedent's original cost 

basis in the assets, as opposed to a step-up in basis equal to the fair market value of the assets on Decedent's 

date of death that would have been available had the assets been included in Decedent’s gross estate.  The 

JMA-I and JMA-II partners reported the gains on their respective individual income tax returns, and paid 

the income taxes due. Between April 6 and 9, 2008 (after the Federal estate tax audit), the JMA-I and JMA-

II partners submitted to respondent untimely protective claims for refund of 2003 income taxes paid on the 

sale of the assets Decedent contributed to the partnerships.   

1. Decision. 

On these facts, the Tax Court determined, and the Ninth Circuit affirmed, that the assets Decedent 

transferred to the partnerships were includible in her gross estate for Federal estate tax purposes under IRC 

§ 2036(a) because: there (i) was no “bona fide sale for adequate consideration;” and (ii) Decedent retained 

an interest in the transferred property during her lifetime.  See, e.g., Estate of Bigelow v. Commissioner, 

503 F.3d 955 (9
th

 Cir. 2007); Estate of Erickson v. Commissioner, T.C. Memo. 2007-107; Estate of Korby 

v. Commissioner, 471 F.3d 848 (8
th

 Cir. 2006); Estate of Rosen v. Commissioner, T.C. Memo 2006-115; 

Estate of Thompson v. Commissioner, 382 F.3d 367 (3d Cir. 2004); Estate of Reichardt v. Commissioner, 

114 T.C. 144, 151-152 (2000), discussed generally in our Bulletins Nos. 07-106, 07-79, 07-11, 06-68, 04-

110, and 00-108. 
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a. No Bona Fide Sale.  The Tax Court and the Ninth Circuit both noted that the bona 

fide sale exception is not applicable where the facts fail to establish that the transaction was motivated by a 

legitimate and significant nontax purpose.  In this case, observed the court, the reasons given by the estate 

for the transfers to the partnerships (management succession, financial education of family members, 

perpetuation of investment philosophy, pooling of assets, spendthrift concerns and providing equally for 

descendants) were either illusory, or could have been achieved through other, pre-existing, means.  What 

little contemporaneous evidence in existence concerning the reasons for Decedent’s transfers to the 

partnership indicated that “reducing the value of Decedent's taxable estate, and thus tax savings” was the 

primary reason for the transfers. 

The Ninth Circuit also noted that the type of assets transferred (marketable securities) “did not 

require significant or active management, there was some disregard of partnership formalities, and the 

nontax justifications are either weak or refuted by the record (including formation of a second family 

partnership to hold higher-basis assets for gift-giving purposes, purportedly for the same nontax 

justifications that the original partnership could have already served).” 

Both Courts also cited the failure to maintain books and records, the unreconciled checkbook, the 

use of partnership assets to pay personal expenses and for gift giving as indications that the transfers were 

not motivated by a legitimate and significant nontax reason.  The lack of an arm’s length relationship 

between the parties was also cited as an indication of no bona fide sale. 

Notably, the government did not contend that the transfers were not made for “full and adequate 

consideration,” having apparently given up, after several losses, on its “gift on formation” theory of 

partnership transfers.  See, e.g., Holman, Jr. v. Commissioner, 30 T.C. No. 12 (May 27, 2008), discussed 

in our Bulletin No. 08-45; Estate of Jones v. Commissioner, 116 TC 121 (2001), discussed in our Bulletin 

No. 01-16; Church v. U.S., 85 AFTR 2d 2000-804, 2000-1 USTC par. 60,369 (W. D. Tex. 2000), affd. 

without published opinion 268 F.3d 1063 (5th Cir. 2001), discussed our Bulletin No. 00-37.  

b. Retained Interest. The Tax Court also concluded that Decedent retained the 

possession or enjoyment of, or the right to the income from, the property she transferred to JMA-I AND 

JMA-II.  This was evidenced in part by the use of partnership assets to pay Decedent’s pre-death and post-

death (estate taxes) obligations. 

On appeal, the Estate did not contest the fact that Decedent retained some benefits in the transferred 

property (because she had written checks on partnership accounts to pay some personal expenses and make 

some family gifts), but argued - as it did not in the lower court - that these amounts should be considered de 

minimis or that the application of the section should be limited to the actual amount accessed by Decedent.  

The Ninth Circuit found this argument to be “without merit.”  Citing Strangi v. Commissioner, (see 

our Bulletins Nos. 05-77, 03-56, 02-78 and 00-108), the appellate Court stated that “[w]e do not find it de 

minimis that decedent personally wrote over $90,000 in checks on the accounts post-transfer, . . . and the . . 

. partnerships paid over $200,000 of her personal estate taxes from partnership funds.”  

The appellate Court also found it compelling that Decedent in effect had unlimited access to the 

partnership’s accounts.  The fact that she did not take advantage of her access to the fullest extent should 

not impact the result under section 2036(a).   

c. Equitable Recoupment.  The Tax Court allowed the estate to recoup income taxes 

paid on the assets included in Decedent’s gross estate that were attributable to the carryover basis of those 

assets, despite the technical running of the statute of limitations on the filing of a refund claim.  The 

doctrine of “equitable recoupment” prevents “an inequitable windfall to a taxpayer or to the Government 

that would otherwise result from the inconsistent tax treatment of a single transaction, item, or event 
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affecting the same taxpayer or a sufficiently related taxpayer.”  This issue apparently was not appealed 

by the government and was not addressed by the Ninth Circuit. 

Because of the failure to observe formalities in this case, it may be cited as a textbook example of 

how not to create and operate a family limited partnership. 

Private Letter Rulings 

2. PLR 201119003 

In PLR 201119003, the Internal Revenue Service ruled that certain purchases and 

sales between a Marital (QTIP) Trust and the surviving spouse’s step-children pursuant to 

a valid, arm’s-length settlement agreement will not trigger gifts among the parties and will 

not result in a disposition of the life estate in the QTIP trust under section 2019 of the 

Internal Revenue Code. 

Under the facts of the PLR, “Decedent” and his first wife established a revocable living trust 

(“Family Trust”).  Decedent’s first wife died, and Decedent remarried.  Following his remarriage, Decedent 

amended and restated the Family Trust.  Upon Decedent’s death, the trust became irrevocable.   

Decedent was survived by his second wife (“Spouse 2”), two children of his first marriage (“Child 

1” and “Child 2”), grandchildren and great-grandchildren.  Spouse 2 and Trustee served as co-trustees of 

the (now irrevocable) Family Trust, and the additional trusts created thereunder, including “Marital Trust,” 

for which a QTIP election is in effect.  Marital Trust was funded with ownership interests in entities - 

presumably family limited partnerships and LLCs - holding commercial real estate.  In nineteen of these 

entities, the Marital Trust held only a partial interest, with the remainder of the interests held by Child 1, 

Child 2 and/or a trust for the benefit of Child 1.  Child 1 served as manager, managing member, or general 

partner of at least 8 of these entities.   

Disputes over management of the real estate arose between the Marital Trust, Child 1 and Child 2.  

After a mediation proceeding in State court presided over by a retired judge, the parties entered into a Fair 

Market Value Exchange Agreement (“Agreement”) designed to resolve these disputes.  Pursuant to this 

Agreement, the Marital Trust will purchase at fair market value the interests of the other parties in certain 

named entities so that the Marital Trust will own an interest equal to 100% of those entities. 

Child 1 and Child 2, in turn, will purchase, at fair market value, the Marital Trust's interest in certain 

named entities so that Child 1 and Child 2 and any trust for the benefit of Child 1 will own an interest equal 

to 100% of those entities. 

After the purchases, an equalizing payment - to the extent of any difference in the amounts paid for 

the interests - will be made to the disadvantaged party to make up any differences in the aggregate fair 

market value of the Martial Trust and the Child 1 and Child 2 purchases. 

On these facts, the Internal Revenue Service ruled that: 

1. The fair market value exchange described in Agreement will result in transfers for full and 

adequate consideration and, as such, will not constitute gifts subject to tax under § 2511 of the Code. 

Although the Revenue Service observed that the reach of the gift tax statute is broad, and can 

encompass transactions that are nominally cast as sales, it nevertheless noted that “a sale, exchange, or 

other transfer of property made in the ordinary course of business (a transaction which is bona fide, at arm's 

length, and free from any donative intent), will be considered as made for an adequate consideration in 

money or money's worth,” and thus will not be recast as a gift.   
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In the PLR, the fair market value exchange was the result of “a bona fide adversarial proceeding 

and arms-length negotiations.”  Therefore, “to the extent the payments made and received in the FMV 

exchange process are distributed in accordance with each party's respective ownership interest, as properly 

determined under applicable local law,” they will not be subject to the gift tax.  

2. The fair market value exchange described in Agreement will not be treated as a disposition 

under Code § 2519 and, therefore, §  2207A(b) will not apply. 

Section 2519(a) provides that, for gift and estate tax purposes, any disposition of the surviving 

spouse’s qualifying income interest in QTIP property shall be treated as a transfer of all interests in such 

property other than the qualifying income interest.  Section 2519(a) and applicable Treasury regulations 

essentially treat such a disposition as a gift of the remainder interest by the surviving spouse.   

However, Treas. Reg. § 25.2519-1(f) provides that the conversion of QTIP into other property in 

which the surviving spouse has a qualifying income interest for life is not treated as a “disposition” of the 

qualifying income interest, “provided that the donee spouse continues to have a qualifying income interest 

for life in the trust after the sale and reinvestment.” 

The Revenue Service concluded that, upon the conclusion of the fair market value exchange 

described in the PLR, Spouse 2 will continue to possess a qualifying income interest for life in the assets of 

the Marital Trust.  Therefore, the sale and purchase of the ownership interests in the various entities held by 

the Marital Trust and the payment or receipt of an equalizing payment will not be treated as a disposition of 

a qualifying income interest life under Code Sec. 2519. 

Because there is no disposition of Spouse 2’s qualifying income interest, Code § 2207A, which 

would have given Marital Trust a right to recover any gift taxes paid on the deemed gift of the remainder 

interest, also is inapplicable. 

We note that the situation described in the ruling, with the attendant court proceeding and gift tax 

issues, probably could have been ameliorated considerably had some advance thought been given to the 

inherent conflicts that are prone to arise where closely held business assets are jointly devised - in trust or 

outright - to second spouses and children of a prior marriage. 

 

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: 

 

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

http://www.aalu.org/

