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MARKET TREND: Clients with wealth concentrated in 
difficult-to-value assets, such as closely-held businesses and 
real estate, may forgo recommended lifetime estate and 
insurance planning due to potential gift tax exposure 
concerns.  
 
SYNOPSIS: Clients may face gift tax exposure when gifting 
or selling hard-to-value assets if the IRS argues that the 
appraised value is too low. Defined value clauses may 
address this issue by limiting the gift to a fixed dollar 
amount, so that a subsequent valuation adjustment to the 
gifted asset does not affect the value of the taxable gift. 
While the IRS has consistently challenged defined value 
clauses, several court decisions have upheld their use, 
including the recent case of Wandry v. Commissioner. In 
Wandry, the taxpayers made gifts of units in a family 
business to their descendants based on a formula transfer 
clause. The IRS challenged both the valuation of the units 
and the use of the clause, arguing that the taxpayers 
actually made gifts of a fixed percentage interest in the 
business in excess of their gift tax exemptions and annual 
exclusion amounts. The Tax Court disagreed, finding that 
the taxpayers’ gifts were fixed by the formula, and that the 
IRS’s valuation adjustment resulted only in a correction of 
the allocation of business units among the taxpayers and the 
donees, not in additional taxable gifts. 
 
TAKE AWAY: The use of formula transfer clauses potentially 
offer protection from significant gift tax exposure for clients 
making gifts or sales of hard-to-value assets, which may 
encourage certain clients to implement recommended estate 
and life insurance planning.  
 
 
The ability to make gifts of difficult-to-value assets without the concern of 

facing later, unexpected gift tax liabilities could greatly facilitate estate and 

life insurance planning for clients whose wealth is concentrated in closely-

held businesses or other illiquid assets, such as farms or real estate 
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(“family assets”). The use of a defined value clause when making lifetime 

gifts, as recently upheld in the case of Wandry v. Commissioner, may offer 

an effective and simple solution.  

 

Why Wandry Matters 

 

Estate and life insurance planning is critical for clients with wealth 

concentrated in family assets to ensure a smooth succession and sufficient 

liquidity to pay death taxes and expenses. Without proper lifetime 

planning, a client’s family could face a “fire sale” of family assets, resulting 

in the loss of a family business or the wholesale transfer of assets at far less 

than market value.  

 

Successful planning for these clients often involves a 

combination of lifetime gifts of family assets to assist with 

succession and to reduce the overall estate, combined with the 

purchase of life insurance to provide a readily available source 

of liquidity to fund post-death obligations. Unfortunately, lifetime 

planning with family assets can be extremely difficult. These assets are 

generally hard to value and, when gifted, can become a major target for IRS 

scrutiny. Successful IRS challenges to the value of gifted family assets can 

leave clients facing additional gift taxes and/or adversely affect the 

generation skipping transfer (“GST”) tax treatment of the gift.  

 

Example: In 2012, client uses his full federal gift tax exemption to make a 

gift of $5.12 million to a dynasty trust for his descendants, including 90 

units of “Family LLC” with an appraised value of $3.12 million. The trust 

also acquires a life insurance policy on client, relying on gifted funds to pay 

the premiums. Client files his federal gift tax return, allocating both his 

federal gift and GST tax exemption to the transfer. The IRS later challenges 

the valuation, asserting that the Family LLC units are worth $4.12 million, 

resulting in a taxable gift to the trust of $1,000,000. Not only could the 

client face a gift tax of $350,000, but the trust no longer has a zero 

inclusion ratio for GST tax purposes, meaning that taxable trust 

distributions or terminations could be subject to GST tax. This undermines 

the purpose of the dynasty trust, including the acquisition of the life 

insurance policy. 

 

The use of a simple to implement defined value clause, as upheld 

in Wandry, could avoid this unexpected gift and GST tax 

exposure, likely encouraging more clients with family assets to 

implement the recommended estate and insurance planning.  

 

What is a Defined Value Clause 

 

Defined value clauses are a development of the judicial rejection of the use 

of “savings clauses” in gift tax planning. A “savings clause” generally 

provides that if the IRS or a court determines that any part of a transfer is 

subject to gift tax, the taxable portion will be excluded from the transfer 

automatically and will remain the donor’s property. Essentially, the taxable 

portion of the transfer is eliminated, leaving nothing to tax. In 



Commissioner v. Procter,1  however, the Fourth Circuit ruled that this 

clause was void as a condition subsequent and as against public policy 

because it discouraged the collection of tax and undermined the court’s 

decision that a transfer was taxable as a gift (since the ruling would 

immediately make it not taxable).  

 

Unlike a savings clause, which reverses part of a gift if gift tax will be 

imposed, a defined value clause seeks to limit the gift to a fixed set of rights 

or assets, as specified by a number of units or percentage of ownership that 

will equal a defined dollar amount. Generally, defined value clauses fall into 

two categories:  

 

Formula Allocation Clauses. A “formula allocation clause” typically 

allocates the value of a specific asset among various taxable and non-

taxable transferees (e.g., charities, spouses, marital deduction trusts, etc.).  

 

Example: Client transfers 100 Family LLC units as follows: (1) Such 

number of Family LLC units having a value of $5,000,000 to a dynasty 

trust and (2) the balance of Family LLC units to a public charity. If the gift 

tax value of the Family LLC as finally determined for federal gift tax 

purposes is higher than determined as of the date of the gift, the dynasty 

trust will deliver to the charity such number of Family LLC units, the value 

of which have been determined to exceed $5,000,000. 

 

The client above has made a completed gift of all 100 units, such that a 

valuation increase only results in an adjusted allocation of the units among 

the classes of donees; nothing is allocated to the client. But the need to 

involve multiple classes of gift recipients can make formula allocation 

clauses complex. For instance, while several cases have upheld the use of 

formula allocation clauses,2  all of them involved a public charity which was 

independently represented in the transactions and, in some cases, reviewed 

and made changes to transaction documents. The decisions in these cases 

also specifically found that the formula allocation clauses were not void as 

against public policy, in part, because a charity would benefit in the case of 

an increased valuation. Practically speaking, however, many charities 

cannot or are unwilling to accept gifts of real estate or closely-held business 

interests, but these decisions left it unclear whether the use of other non-

taxable transferees, such as spouses or marital trusts, would be similarly 

treated. Thus, administrative complexities and the perceived need for a 

charitable component made formula allocation clauses unappealing to 

some clients. 

 

Formula Transfer Clauses. Similar to, but simpler than, a formula 

allocation clause, a “formula transfer clause” limits the property transferred 

to a recipient to a fixed dollar amount.  

 

Example: Client transfers to a dynasty trust a factional share of the units in 

Family LLC, determined based on the following fraction:  

 

$5,000,000 / value of units as finally determined for federal gift tax 

purposes. 



 

Again, the gift to the descendants’ trust is of a fixed dollar amount, as paid 

in property. Any valuation adjustment to the underlying property would not 

change this dollar amount, but would result in an adjustment of the 

allocation of units among the donee and the client (not another class of 

donees, as with the formula allocation clause). Arguably, however, there is 

still no “taking back” or reversing of a gift by the client, as with the 

objectionable savings clause, because the donee was never entitled to more 

than the specified dollar amount. The effect is to minimize the client’s gift 

tax exposure risk in determining the percentage of property that represents 

the fixed dollar amount.  

 

Impact of Wandry 

 

Whereas prior cases have upheld the use of formula allocation clauses, the 

Wandry case upheld the use of a formula transfer clause for gifts made by 

the taxpayers of interests in their family business (“Family LLC”). The 

taxpayers wanted to give business interests to their children and 

grandchildren in order to use their federal gift tax exemptions and annual 

exclusion gifts for that year. To effectuate the gift, the gift documents 

provided, in pertinent part, that: 

 

• The taxpayers transferred a sufficient number of units in Family LLC so 

that the fair market value of those units for federal gift tax purposes totaled 

$1,099,000 (allocated in specified dollar amounts among the taxpayers’ 

children and grandchildren). 

 

• The number of gifted units relied on their fair market value, which would 

be determined by independent appraisal but could be subject to IRS 

challenge.  

 

• If the IRS or a court of law made a final determination of a different value, 

the number of gifted units would be adjusted accordingly so that the value 

of the number of units gifted to each recipient equaled the dollar amount 

specified in the gift tax documents. 

 

The IRS challenged both the valuation of the units and the formula transfer 

clause, arguing that the taxpayers had made gifts of a fixed percentage 

interest in the Family LLC, the value of which exceeded their gift tax 

exemptions and annual exclusion amounts.  

 

The Tax Court disagreed, finding that: 

 

• The donees were always entitled to receive pre-set percentage interests in 

the Family LLC, as defined by a mathematical formula based on a fixed 

dollar value for the gifts (e.g., $1,099,000 / fair market value of Family 

LLC). 

 

• The only unknown in the formula was the value of Family LLC at the time 

of the gift, but that value was always a constant. Thus, both before and after 

the IRS audit, the donees were entitled to receive the same Family LLC 



percentage interests. The audit only ensured they received the percentage 

interests to which they were always entitled.  

 

• The formula transfer clause allowed for a correction in the allocation of 

Family LLC units among the parties so that the donees received only the 

amount to which they were entitled. It did not allow the taxpayers to take 

property back, as with a saving clause.  

 

• The formula transfer clause would not discourage the collection of taxes 

because other enforcement mechanisms existed to ensure accurate 

valuation reporting.  

 

• The court’s decision on the issue would not be moot, as it would have the 

practical impact of correcting the allocation of business units between the 

taxpayers and the donees. 

 

• While encouraging charitable gifts was a factor in the prior decisions 

upholding formula allocation clauses, it was not determinative. Thus, the 

lack of a charitable component in this case did not “result in a ‘severe and 

immediate’ public policy concern.” 

 

Final Take-Aways 

 

• Formula transfer clauses, which now have the support of a judicial 

precedent, offer protection from significant gift tax exposure for clients 

making gifts or sales of hard-to-value assets.  

 

• Formula transfer clauses are simpler than formula allocation clauses and 

do not require the complexity of multiple donees or the involvement of a 

charitable donee (notable for clients who do not want to implement 

charitable planning).  

 

• Clients must still follow best practices in gift implementation, 

administration and tax reporting, even when using formula transfer 

clauses. For example, the client should obtain independent, 

contemporaneous appraisals of gifted property, ensure gifts are properly 

documented, and report information in gifts tax returns consistent with the 

form and amount of the gifts made. 

 

• The IRS has repeatedly challenged both formula allocation and formula 

transfer clauses and may continue to do so despite Wandry and other 

decisions. Accordingly, clients implementing either formula allocation or 

transfer clauses should follow the provisions of the applicable judicial 

decisions closely and be prepared for the risk of heightened scrutiny.  

  

 

  



1 142 F.2d 824 (4th Cir. 1944).  

2 McCord v. Commissioner, 461 F.3d 614 (5th Cir. 2006); Est. of Christiansen v. Commissioner, 586 

F.3d 1061 (8th Cir. 2009); Est. of Petter v. Commissioner, 653 F.3d 1012 (9th Cir. 2011); Hendrix v. 

Commissioner, T.C. Memo 2011-133. 

 

 

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.   
  

 


