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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 August of 2011, and on which we 
have not previously reported in Bulletins on insurance-related estate and gift 
tax matters.  
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1.         Estate of Petter v. Commissioner; __ F.3d __, No. 10-71854 (9th Cir. August 4, 
2011) 

Anne Y. Petter (“Taxpayer”) transferred membership units in a family-owned LLC 
partly as a gift and partly by sale to two trusts and coupled the transfers with 
simultaneous gifts of LLC units to two charitable foundations. The transfer documents 
included both a dollar formula clause -- which assigned to the trusts a number of LLC 
units worth a specified dollar amount and assigned the remainder of the units to the 
foundations -- and a reallocation clause -- which obligated the trusts to transfer 
additional units to the foundations if the value of the units the trusts initially received 
was finally determined for federal gift tax purposes to exceed the specified dollar 
amount.  

After an Internal Revenue Service (“IRS”) audit determined that the units had been 
undervalued, the foundations discovered they would receive additional units. The 
parties agreed that Taxpayer was entitled to a charitable deduction equal to the value of 
the units the foundations initially received.  Taxpayer, however, argued (and the Tax 
Court and appellate Court agreed) that she also was entitled to a charitable deduction 
equal to the value of the additional units the foundations received.  

The Petter Family LLC (“PFLLC”) was a Washington limited liability company to which 
Taxpayer transferred approximately $22.6 million worth of publicly traded UPS stock in 
exchange for membership units.  Taxpayer then created the Donna K. Moreland 2001 
Long Term Trust, which named Donna as trustee, and the Terrence D. Petter 2001 Long 
Term Trust, which named Terry as trustee, and transferred PFLLC units to these two trusts 
by gift and by sale.  The gifts were made in the form of 10% of the LLC units 
(representing “seed money” to sustain the subsequent sale), while 90% of the units were 
sold to the trusts in exchange for two 20-year promissory notes, each undertaking to pay 
$4,085,910 at 5.37% interest in quarterly installments of $83,476.30. 

Because Taxpayer did not want to pay gift tax in connection with the transfer of LLC units 
to the trusts, the transfers were coupled with simultaneous donations of units to two tax-
exempt public charities, the Kitsap Community Foundation and the Seattle Foundation.   

The relevant sections of Terry’s gift document also provided that:  

“C. Transferor wishes to assign 940 Class T Membership Units in the Company (the 
“Units”) including all of the Transferor’s right, title and interest in the economic, 
management and voting rights in the Units as a gift to the Transferees.  . . . 
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1.1 Subject to the terms and conditions of this Agreement, Transferor:  

1.1.1. assigns to the Trust as a gift the number of Units described in Recital C above that 
equals one-half the [maximum] dollar amount that can pass free of federal gift tax by 
reason of Transferor’s applicable exclusion amount allowed by Code Section 2010(c). 
Transferor currently understands her unused applicable exclusion amount to be $907,820, 
so that the amount of this gift should be $453,910; and  

1.1.2 assigns to The Seattle Foundation as a gift . . . the difference between the total 
number of Units described in Recital C above and the number of Units assigned to the 
Trust in Section 1.1.1. 

1.2 The Trust agrees that, if the value of the Units it initially receives is finally determined 
for federal gift tax purposes to exceed the amount described in Section 1.1.1, Trustee will, 
on behalf of the Trust and as a condition of the gift to it, transfer the excess Units to The 
Seattle Foundation as soon as practicable.  

1.3 The Seattle Foundation agrees that, if the value of the Units the Trust initially receives 
is finally determined for federal gift tax purposes to be less than the amount described in 
Section 1.1.1, The Seattle Foundation will, as a condition of the gift to it, transfer the 
excess Units to the Trust as soon as practicable.” 

[We reproduce these provisions because they may serve as a template for similar 
transactions.] 

Donna’s gift document substituted Class D units for Class T units and the Kitsap 
Community Foundation for the Seattle Foundation, but is otherwise identical.  Similar 
documents were prepared in connection with the subsequent sales to each trust. 

A Seattle valuation firm was retained to determine the fair market value of the 
membership units as of the transfer dates and concluded that they had a value of $536.20 
per unit. Based on this appraisal, the Kitsap Community Foundation received 93.47 units, 
the Seattle Foundation received 1773.91 units, and Terry’s and Donna’s trusts each 
received 8465.31 units.   

The Taxpayer filed a Form 709 gift tax return for 2002, which reported no gift tax liability 
as a result of the transfers. The return listed gifts of $453,910 each to Donna’s trust and 
Terry’s trust; gifts worth $50,128, $450,618, and $450,618 to the Seattle Foundation; and 
a gift worth $50,128 to the Kitsap Community Foundation. Along with her return, Anne 
included a disclosure statement and supporting documents detailing the nature of the gifts 
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as transfers of LLC units subject to defined-value allocations and reallocations “if the 
value of the . . . Units transferred was later finally determined for federal gift tax purposes 
to differ from the estimated value as determined by the Moss Adams appraisal.” The 
Taxpayer further disclosed that “the value of the limited liability company was based on 
the fair market value of the underlying assets with a 46% non-marketability discount and a 
13.3% net asset value adjustment applied.”  

The IRS audited the return in 2005 and concluded that the LLC units had been 
undervalued. Specifically, the IRS determined that the correct value was $794.39 per unit. 
As a result, the IRS asserted the following: 

·                     The Taxpayer had underreported the value of the units transferred as gifts to 
the trusts and, accordingly, that the Taxpayer’s gifts exceeded the unused portion of her 
lifetime unified tax exemption. 

·                     The shares sold to the trusts were sold for “less than full and adequate 
consideration,” and thus were transferred partly by sale and partly by an additional 
$1,967,128 gift to each trust, computed by deducting the price of the installment notes 
from the fair market value of the shares transferred.  

·                     The dollar formula clauses were void as against public policy.  The IRS 
therefore refused to allow the Taxpayer to take an additional charitable deduction for the 
value of the additional units that would pass to the foundations following the upward 
valuation.  

The IRS issued a notice of tax deficiency for $2,115,797.  

Taxpayer and the IRS settled the valuation issue by stipulating before trial that the value 
of the LLC units was $744.74 per unit at the time of the transfer.  As a result of the 
stipulated value and the reallocation clauses of the transfer agreements, the Seattle 
Foundation and the Kitsap Community Foundation received an additional 4503.82 units 
and 237.04 units, respectively, from the trusts. After a trial, the tax court determined that 
the Taxpayer was entitled to a charitable deduction based on the value of the additional 
LLC units the foundations will receive. Specifically, the tax court held that the dollar 
formula clauses used to effect the additional transfers were not void as against public 
policy and that the foundations’ receipt of additional units was not subject to a “condition 
precedent.”   

On appeal, the government dropped its “public policy” argument, which, we note, it has 
been losing lately.  See, e.g., Succession of McCord v. Commissioner, 461 F.3d 614 (5th 
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Cir. 2006), revg. 120 T.C. 358 (2003), Estate of Christiansen v. Commissioner, 586 F.3d 
1061, (8th Cir. 2009) and Hendrix v. Commissioner, TC Memo 2011-133, discussed in 
our Bulletins Nos. 11-77, 06-126, 03-71, 10-10 and 08-24.  The Court therefore focused 
principally on the “condition precedent” argument. 

Under applicable Treasury regulations, no federal income tax charitable deduction is 
allowed “[i]f, as of the date of the gift, a transfer for charitable purposes is dependent upon 
the performance of some act or of the happening of a precedent event in order that [the 
transfer] might become effective.” In Petter, the IRS argued that “[t]he adjustment feature 
of the defined-value clauses -- requiring the trusts to transfer additional LLC units to the 
foundations, if the value of the units, as ‘finally determined for federal gift tax purposes,’ 
exceeds a defined value -- make the additional charitable gifts subject to the occurrence of 
a condition precedent” - i.e., an IRS audit and determination that the reported value of the 
LLC units was too low.  

The Court found, however, that “[c]ontrary to the IRS’s argument, the Taxpayer’s transfer 
documents do not make the additional transfers of LLC units to the foundations dependent 
upon the occurrence of an IRS audit. Rather, the Taxpayer’s transfers became effective 
immediately upon the execution of the transfer documents and delivery of the units. The 
only possible open question was the value of the units transferred, not the transfers 
themselves.” 

The Court concluded (holding for the Taxpayer):  

“Although the reallocation clauses require the trusts to transfer excess units to the 
foundations if it is later determined that the units were undervalued, these clauses merely 
enforce the foundations’ rights to receive a pre-defined number of units: the difference 
between a specified number of units and the number of units worth a specified dollar 
amount. And that particular number of LLC units was the same when the units were first 
appraised as when the IRS conducted its audit because the fair market value of an LLC 
unit at a particular time never changes. Thus, the IRS’s determination that the LLC units 
had a greater fair market value than what the Moss Adams appraisal said they had in no 
way grants the foundations rights to receive additional units; rather, it merely ensures that 
the foundations receive those units they were already entitled to receive. The number of 
LLC units the foundations were entitled to was capable of mathematical determination 
from the outset, once the fair market value was known.” 

Observation: We note that the result in Petter, which essentially eliminates the incentive 
of the government to audit the gift tax return where there is a similar (and artfully drafted) 
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defined value clause may be achieved by a similar clause which transfers excess value to, 
e.g., a zeroed-out GRAT or an inter vivos QTIP trust.  A defined value clause that returns 
the excess property to the donor may be more problematical, given the outstanding 
decision in Commissioner v. Procter, 142 F.2d 824 (4th Cir. 1944), which found one 
variant of such a clause to be against public policy. 

  

  

  

  

Private Letter Rulings 

2.         PLR 201131006 

The IRS, in PLR 201131006, ruled that the modification of a qualified personal 
residence trust (“QPRT” to provide that, upon the expiration of the QPRT term, the 
settlor's children are granted the power to direct the trustee to amend and restate the 
terms of the QPRT so as to provide a term interest to the settlor as a gift by the settlor’s 
children, will not transgress sections 2701 and 2702 of the Internal Revenue Code, and 
will constitute a gift of the term interest from the children at the expiration of the QPRT 
term.   

The upshot of the technique creatively employed in this PLR is the avoidance of the 
payment of rent by the settlor to her children, which often presents itself as an 
unpleasant reality (and sometimes as a surprise) at the end of the QPRT term. 

Settlor created a qualified personal residence trust for the benefit of herself and her spouse 
(who died during the trust term) for a period of years, after which the QPRT would 
continue in effect for the benefit of her four adult children. 

Sometime thereafter, Settlor, in her capacity as sole trustee of the QPRT, with the joinder 
and consent of her four children, executed a modification to the QPRT, to be effective on 
a specified date. The modification provides that, upon the expiration of the QPRT term, 
Settlor's children are granted the power to appoint an equal share of the corpus of the 
QPRT to themselves, or by unanimous agreement, they could direct the trustee to amend 
and restate the terms of the QPRT so as to provide a term interest to Settlor, her spouse, or 
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both, as a gift by Settlor's children.  

Settlor’s children represent that they intend to amend and restate the QPRT to grant a “Y-
year” term interest to Settlor to possess and occupy the residence on or before the date the 
modification is effective.  This term is renewable by written amendment to the agreement 
acknowledged by the Settlor.  

On these facts, the Revenue Service ruled as follows: 

1.         Section 2702(a)(1) and 2702(a)(2) (which treat the transfer of a term interest to a 
member of the transferor’s family as a transfer of the entire property, absent an applicable 
exception) will not apply to the modification and proposed amendment and restatement of 
the QPRT.  

Typically, a qualified personal residence trust is established when a donor transfers a 
residence into a trust and retains the right to reside therein for the term of the trust, with 
the residence passing to the donor’s chosen beneficiaries at the end of the trust term.  In 
PLR 201131006 the Settlor transferred the residence into a trust and created a remainder 
interest for the benefit of her children, but apparently changed her mind about paying rent 
to those children after the expiration of the QPRT term.  Therefore, with the children’s 
acquiescence, the trust was modified to allow the mother to continue to reside in the 
residence rent-free.  Because this is an atypical circumstance, the IRS chose to rule in spite 
of its general protocol to not issue rulings on whether a trust with one term holder satisfies 
the requirements of a qualified personal residence trust. 

Since the trust described in the PLR met the requirements of a QPRT,, which is an 
exception to the general valuation provisions of §§ 2702(a)(1) and 2702(a)(2), the transfer 
to the mother of one or more term interests will be valued, for gift tax purposes, solely by 
reference to the actuarial tables under IRC § 7520.   Without classification as a QPRT, the 
transfer of the term interest would be valued, for gift tax purposes, by reference to the 
value of the entire property transferred, not just the term interest. 

2.         Upon executing the amendment and restatement of the QPRT in which the 
children grant a term interest to Settlor and upon each renewal of the term interest, the 
children will make a transfer of property by gift to Settlor. 

Although the ruling does not specifically say so, the gift will presumably be incomplete 
until each child fails to exercise his or her general power of appointment over the trust 
corpus upon the expiration of the trust term. 

AALU :: Washington Report

Page 7 of 9



Observations: We note that, in PLRs 200814011 and 200816025, two mothers created 
respective10-year and 8-year QPRTs for the benefit of their children.  Under the facts of 
those PLRs, the children waited until the terminations of the respective 10 and 8 year 
terms of the original QPRT trusts to make a gift of a successive term interest to the 
mothers.  The IRS ruled in each case that the second trust would qualify as a QPRT.  See 
our Bulletin No. 08-54. 

We also note that, in those rulings, as in PLR 201131006, the IRS specifically refused to 
rule as to whether the residence would be includible in the mother’s gross estate under 
IRC § 2036.  Thus, while the unusual facts generated a positive result regarding the 
qualified personal residence trust determination, the IRS left open the possibility that this 
unique plan could have negative estate tax consequences for the mother.  The 
determination of whether that result would obtain probably would depend on whether 
there was a pre-arranged understanding that the mother would be entitled to occupy the 
residence rent free after the expiration of the original QPRT term.  This is probably why, 
in each case, that right was not included in the original QPRT indenture, but was added as 
a modification in one case and as a totally new trust created after the expiration of the 
original QPRT in the others. 

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 http://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 
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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.  
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