
Introduction

The Tax Act of 2010 introduced a
$5 million exemption for federal estate
and gift tax purposes that will be in
effect for gifts and estates through the
end of 2012. This provision may be
the most dramatic development that
emerged from the 2010 law. While it
necessarily has a host of possible plan-
ning applications, it offers a clear
opportunity for the owners of closely
held businesses to accelerate transfers of
ownership in the near future.

Gifts: A Quick Reminder

For those who would wade in the
water first, the gift tax annual exclusion
provides an opportunity to shift value
over a period of years. With enough
beneficiaries and time to complete
gifts, a substantial amount of value can
be transferred at a rate of $13,000 per
year, per donee. If the donor is married

and the donor’s spouse joins in the gift,
the annual exclusion can accommodate
gifts of $26,000 per year, per donee.

Before discussing the planning
opportunities offered under the new law,
let’s review the basic facts and assump-
tions that will determine whether gifts
will be a successful strategy to reduce
taxes and accomplish an important busi-
ness purpose. The first thing to remem-
ber is that when a client makes a gift of
any asset, it’s gone. A gift should never be
thought of as potentially reversible or as
a loan. The prospect of a gift may be
conditional, e.g., “If you enable the com-
pany to sell X number of widgets, I’ll
give you this much stock.” However,
those conditions should be satisfied
before one parts with an asset. After the
gift of an interest is made, financial per-
formance conditions can apply to quali-
fication for additional gifts of stock, but
no forfeiture of a completed gift will ordi-
narily occur (although a buy-sell agree-
ment could mandate a buyback of stock
initially transferred by gift if employment
is terminated, for example).

Select Assets That 

Will Appreciate

The next thing to remember is
that, to reduce future estate tax, it is
advisable to transfer an asset that is
likely to appreciate in value. Ideally,
the asset held by the donee will grow
substantially in value during the
donor’s lifetime. When the donor dies,
the value of the taxable gift is added
back to the donor’s estate. The addback
is done to preserve the integrity of the

estate and gift tax system. In the mean-
time, all of the growth of the trans-
ferred asset after the gift is not included
in the donor’s estate. All of the estate
beneficiaries, whether or not they
receive a lifetime gift, benefit from the
fact that less estate tax is ultimately due
when the growth in value is removed
from the donor’s estate. On the other
hand, if the transferred asset depreci-
ates, the overall effect may be worse
than if no action were taken. 

Example. Client owns stock with a
basis of $200,000 and a current fair
market value of $2 million. Client
believes that the stock will double in
value over the next several years. How-
ever, the stock languishes in value and
is still worth $2 million when client
dies a few years later. No estate tax sav-
ings were realized. If donee sells the
stock, he will incur capital gains tax,
which would have been avoided if he
had inherited the shares with a
stepped-up income tax basis, rather
than receive them by gift with the
donor’s basis carried over to him.

What opportunities and pitfalls
for making large gifts does the new tax
law present? Consider the following.

Give the Business Now

There are many individuals who
were concerned about the federal gift
and estate tax when the exemption was
$1 million or $2 million. As the owners
reached an age that was ripe for the
transfer of a business to the next gener-
ation’s ownership, the former tax law
presented a major obstacle for those
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who were ready to make a major gift of
a business interest. Suppose that the
owner of a business desired to make a
gift of the entire entity to his children.
Let’s also specify that the owner’s spouse
will join in the gift so that, prior to the
new law, the couple had $2 million of
gift tax exemption available. In mak-
ing a gift to their children, that couple
had to be sure that they knew the fair
market value of the business with rea-
sonable certainty. If their business with
a putative value of $2 million was
worth $3 million in the opinion of the
IRS, they might then owe $450,000 of
gift tax value if they made a gift of the
business when the applicable gift tax
rate was 45%. Then and now, the need
for an accurate appraisal is paramount
to the success of the transaction.

However, in 2011, while the need
for a reliable appraisal is still significant,
the downside risk of a faulty assessment
may be not nearly as great as it had been.
If the scenario just described pertains to
the owner of a business worth a “few
million dollars” in 2011 or 2012, the
donor can now use that much more gift
tax exemption, with correspondingly less
estate tax exemption available after
death. No one likes negative surprises in
tax planning, but the margin for error is
far greater when the gift tax exemption is
$5 million rather than $1 million. Thus,
for many businesses, the larger gift tax
exemption available through 2012 offers
a major opportunity to make a signifi-
cant transfer now. In the current politi-
cal environment, the tax law is apt to
undergo ongoing changes that are diffi-
cult to predict. Even if the estate and
gift tax exemptions are reduced to $1
million in 2013, as existing law currently
provides, the client who would make a
large gift that is protected by the $5 mil-

lion exemption need not be concerned.
Even a concern about the effect of a
“clawback”—generally, the prospect that
a greater estate tax will be payable if a gift
was made when a larger exemption was
in effect and exemptions are subse-
quently reduced—should not preclude
making a gift that is otherwise advisable.
Making a large gift that is currently pro-
tected by the sizeable gift tax exemp-
tion will generate the same estate tax
liability as if the gift had not been made,
even if the exemptions are reduced. The
value of the adjusted taxable gift is
included in the donor’s estate for federal
estate tax purposes. The nature of the
gamble as to whether the gifted asset
grows in value is unchanged.

When the other factors favoring a
major gift of a business interest are in
alignment, the ease of transfer offered
by a greater gift tax exemption is very
attractive. Perhaps the estate tax law
will become more settled and pre-
dictable in 2013 with regard to exemp-
tion values and rate structure. At the
same time, the government’s need for
revenue may produce income tax
increases that will include higher capi-
tal gains tax rates. That, in turn, will
affect those family-owned businesses
that consider a future sale to an outside
party or to key employees when there
will be no next generation of family
ownership. The prospect of higher cap-
ital gains tax rates may also influence
those who otherwise would sell stock in
a family-owned corporation to a child
to consider a gift, or a sale to a grantor
trust, as a means of deferring, if not
ultimately avoiding, capital gains tax.

Appraisal Still Significant

Even affluent business owners may
object to the expense of an appraisal.

Nonetheless, as a practical matter,
those who are planning to make a tax-
able gift of a business interest will need
to obtain an appraisal. The appraisal
should provide sufficient support for
a determination of fair market value
that will satisfy the IRS. Short of a fully
documented appraisal, an appraiser
may prepare a “letter report” or an
abbreviated analysis that produces a
conclusion of value. However, the
shortened version may be accompanied
by disclaimers by the appraiser to the
effect that the statement of value does
not constitute an opinion as to value. If
the letter report is submitted with a
gift tax return, will it be acceptable to
the IRS? If the Service challenges the
value conclusion, the support for the
taxpayer’s position may be very strained
because of the inherent limitations of
the appraisal report. 

The gift tax regulations impose
standards that require sufficient disclo-
sure by the taxpayer in support of the
value of a gift to permit the IRS to
ascertain fair market value. The greater
margin for error permitted by a larger
gift tax exemption can ease the plan-
ning process, but clients should still
obtain appraisals to have sufficient sup-
port to withstand scrutiny by the IRS
as to the fair market value of a gift.

More on Estate 

versus Income Tax

Let’s recognize that appraisers have
professional standards, ethics, and a pro-
fessional methodology that would resist
producing “high values” or “low val-
ues.” Nonetheless, many appraisers,
given an assignment to determine fair
market value, would be inclined to fix
value at the lowest reasonable number
possible when taxes will be payable
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based upon their opinion of value. Fair
market value, after all, is not a mathe-
matically irrefutable number but a judg-
ment that incorporates a mathematical
process. Any value finally determined
would arguably be within a range of
plus or minus a small percentage.

Traditionally, a buy-sell agreement
between or among family members
might have sought to fix value for fed-
eral estate tax purposes upon an owner’s
death. Under IRC Section 2703, the
value specified in a buy-sell agreement
between or among related parties can
be binding for estate tax purposes if the
following requirements are met: 1) it is
a bona fide business arrangement, 2) it
is not a device to transfer such property
to members of the decedent’s family for
less than full and adequate considera-
tion in money or money’s worth, and 3)
its terms are comparable to similar
arrangements entered into by persons

in an arm’s length transaction.
The objective of establishing that

value at the lowest reasonable figure for
federal estate tax purposes will lose rele-
vance for many business owners if the
current estate and gift tax exemption
levels remain in effect after 2012. A rea-
sonably low valuation figure may pro-
vide no benefit if no estate tax will be
payable as the business passes to the next
generation. In fact, a relatively low value
at death, which then determines basis,
could be problematic if the business is
subsequently sold after the owner dies.
The income tax cost of the sale will only
be that much greater if capital gains tax
rates increase. Other factors need to be
taken into account beyond the compar-
ison of estate and income tax results if a
valuation figure is somewhat higher or
lower; the effect for state estate or inher-
itance tax purposes, the amount of
insurance that would be obtained pur-
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suant to a buy-sell agreement, and the
comparison of nonbusiness asset values
for estate equalization planning for chil-
dren who are active or inactive in a busi-
ness all deserve consideration in the
broader planning framework. For many
business owners, a larger gift tax exemp-
tion offers a great opportunity to trans-
fer a family business interest. However,
advisors need to adjust planning strate-
gies under the new estate and gift tax
framework that currently exists, with
whatever the future may hold. ■
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