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HAND DELIVERED:  Courier’s Desk, CC:PA:LPD:PR (REG-112196-07)

RE:  Proposed Regulations (REG-112196-07) Regarding Guidance on the Availability of the Election to Use the Alternate Valuation Method Under Section 2032

Dear Messrs. Shulman, Korb, and O’Shea: 

The American Institute of Certified Public Accountants (AICPA) is submitting comments on proposed regulations relating to the availability to use the alternate valuation method under section 2032 of the Internal Revenue Code. 

The AICPA is the national professional organization of certified public accountants comprised of approximately 350,000 members.  Our members’ advise clients of federal, state and international tax matters and prepare income and other tax returns for millions of Americans.  Our members provide services to individuals, not-for-profit organizations, small and medium-sized business, as well as America’s largest businesses.

Generally, the value of the assets in a decedent’s gross estate for federal estate tax purposes is determined as of the date of the decedent’s death.  Section 2032(a) provides, however, that, if the executor so elects and the election decreases both the value of the estate and the estate tax due, the value of the gross estate may generally be determined at the earlier of the date six months after the date of the decedent’s death or, the date that the property is distributed, sold, exchanged or otherwise disposed of.  Any interest or estate which is affected by a mere lapse of time is included in the gross estate at its value as of the time of death, with adjustments for changes in value caused by these other factors.
The existing regulations under section 2032 are proposed to be amended to provide that the election to use the alternate valuation method permits the property included in the gross estate to be valued as of the alternate valuation date to the extent that the change in value during the alternate valuation period is a result of market conditions.  Prop. reg. sec. 20.2032-1(f)(1) defines the term “market conditions” as events outside the control of the decedent or the decedent’s executor or trustee or other person whose property is being valued that affect the fair market value of the estate property being valued.  The proposed amendments provide that changes in value due to post-death events, other than market conditions, will be ignored in determining the value of the decedent’s gross estate under the alternate valuation method. 

Prop. reg. sec. 20.2032-1(f)(3)(i) provides that any interest affected by post-death events other than market conditions is included in a decedent’s gross estate under the alternate valuation method at its value as of the date of the decedent’s death with adjustment for any change in value that is due to market conditions.  That section of the proposed regulations further provides that the term “post-death events” (presumably those not affected by market conditions) includes a reorganization of an entity in which the estate holds an interest, a distribution of cash or other property to the estate from such entity, or one or more distributions by the estate of a fractional interest in such entity.”    

We believe that it is inconsistent with the existing regulations to include tax-free reorganizations in the definition of “post-death events.”  The proposed amendments to the existing regulations under section 2032 will not change the portion of the existing regulations that addresses the meaning of “distributed, sold, exchanged, or otherwise disposed of.”  Under section 20.2032-1(c)(1) of the current regulations, that phrase does not extend to transactions which are mere changes in form.  Thus, it does not include a transfer of assets to a corporation in exchange for its stock in a transaction with respect to which no gain or loss would be recognizable under section 351 or an exchange of stock or securities in a corporation for stock or securities in the same or another corporation in a transaction, such as a merger, recapitalization, reorganization or other transaction described in section 368(a) or 355, with respect to which no gain or loss is recognized for income tax purposes under section 354 or 355.

As the Tax Court points out in Kohler v. Commissioner, T.C. Memo. 2006-152, in Footnote 7, the fair market value of the post-reorganization stock must generally be equal to the fair market value of the pre-reorganization stock for the reorganization to be tax-free, citing Rev. Rul. 74-269; Rev. Rul. 86-42, section 7.01(1); and Rev. Proc. 81-60, section 4.03(2)(d).  If the reorganization is tax-free, then the values of the pre and post reorganization stock should be comparable at the time of the reorganization.  In these situations, we believe that the post-reorganization stock should be valued as of the alternate valuation date.  Thus, we suggest that all tax-free reorganizations be eliminated from the definition of “post-death events.” 
If all tax-free reorganizations are not eliminated from the definition of “post-death events,” then we believe that reorganizations that are not within the control of the fiduciary of the decedent’s estate should be eliminated.  In many situations the merger, recapitalization, or reorganization of a company is not in the control of the decedent’s executor and therefore the resulting interest in the entity should be the asset that is valued as of the alternate valuation date.  If the decedent’s estate owns a minority interest in the company, the company’s reorganization is outside the estate’s control.  For example, in Kohler, the decedent’s estate owned only 12.85 percent of the company prior to a tax-free reorganization of the company during the alternate valuation period.  As the Tax Court noted, the estate could not have blocked or approved the reorganization on its own.  The estate’s only choice was to accept the new shares or be forced to surrender their shares for cash.  The block of stock the estate owned was not sufficient by itself to vest the estate with the power to change management, change the board of directors, or amend the articles of incorporation.

If the decedent’s estate does own a controlling interest in the entity, then any reorganization could be viewed as a result of a voluntary act of the estate more in line with the decision in Flanders v. United States, 347 F. Supp. 95 (N.D. Cal. 1972).  In that case, the government was successful in arguing that a conservation easement placed on the ranch land after the decedent’s death should be ignored in determining the value of the ranch land as of the alternate valuation date.  The court concluded that the character of the property is established for valuation purposes at the date of death and the option to select alternate valuation merely allows the estate to pay a lesser tax if unfavorable market conditions (as distinguished from voluntary acts changing the character of property) result in lessening the fair market value of the property.  While we do not believe that a tax-free reorganization changes the character of the property, the reorganization is admittedly a voluntary act if the decedent’s estate owns a controlling interest in the entity, but it is not voluntary where the estate holds a minority interest.     

We are also concerned about the terminology used in the proposed regulation because the focus on the term “market conditions” is misleading.  Even the proposal defines “market conditions” to mean something more than just changes caused by marketfactors. Further, the cited statutory history does not support the reliance on the term.  Market conditions are not mentioned in the committee reports or in the statement in the Congressional Record, although “market values” are used as an illustration of the type of situation being addressed.  In addition, the statute does not and never has limited the changes that are taken into account to those caused by market conditions. We strongly suggest that the interpretation of the statute and regulations will be made significantly easier if different terminology was developed to replace the term “market conditions.” That terminology should clearly reflect the control issue that is the core of what the Treasury Department and the Internal Revenue Service appear to be addressing.  

We can understand the proposed changes as long as they are limited to ignoring valuation adjustments resulting from actions within the control of the decedent or the decedent’s executor, as they purport to be.  (It seems unusual for a decedent to be controlling any actions during the alternate valuation period.)  Examples 4 and 5 of prop. reg. sec. 20.2032-1(f)(3)(ii) describe situations in which the decedent’s estate is making a voluntary change to the assets in the estate that may affect their value.  We believe that these situations would fall within the ambit of the Flanders decision and any attempted reduction in value would already be ignored under existing law.  

In order to be consistent with the stated rule in the proposed regulations that “market conditions” are events outside the control of the decedent’s estate, we believe that Example 1 of prop. reg. sec. 20.2032-1(f)(3)(ii) should be clarified to state that the decedent owned a controlling interest in the corporation.  If the decedent’s estate does not own a controlling interest in the corporation, the reorganization would be an event outside the control of the decedent’s estate and should therefore meet the definition of “market conditions” in the proposed regulations.  For example, if the decedent was a 10 percent shareholder, the other stock is held by unrelated individuals, and the transfer restriction is put in place by the majority of shareholders (irrespective of whether the decedent’s estate concurs), it seems that any change in value caused by the restriction should be considered in valuing the stock on the alternate valuation date.  Only if the decedent’s estate controls the reorganization will it be a “post-death event other than market conditions.”     

If the proposed changes to the regulations are intended to ignore valuation adjustments resulting from events not within the control of the decedent’s estate, then the definition of “market conditions” (or whatever term is substituted therefor) needs to be changed to reflect that intention.  In that case, we believe that Example 1 should be revised because too much information is left unstated.  For example, if the decedent held a minority interest in the corporation at death, the date of death value of the stock would have included discounts for lack of marketability and for lack of control.  Similar discounts should be available in determining the value of the stock on the alternate valuation date.  Presumably, the only valuation adjustments at issue would be those based on restrictions placed on the stock after death, and in some situations section 2703 may already require that these restrictions be ignored in valuing the stock.  See Holman v. Commissioner, 130 T.C. No. 12 (2008).  

If no changes are made to the amendments as currently drafted, we believe that additional examples are needed to address how the rules are to be applied in various situations.  If the decedent owned stock in a publicly traded company that has been acquired in a tax-free merger prior to the alternate valuation date, apparently the pre-reorganization stock is to be valued at the date of the decedent’s death.  But how are any changes in value attributable to “market conditions” to be determined when the stock no longer exists at the alternate valuation date?  If stock in a publicly traded company splits during the alternate valuation period, presumably the number of shares to be valued is the number before the split as of the date of the decedent’s death.  But how are any changes in value attributable to “market conditions” to be determined when the value of the stock at the alternate valuation date reflects the stock split?  
In summary, we urge that the final regulations provide that any changes resulting from a tax-free reorganization are attributable to “market conditions” and not “post-death events.”  If that is not done, then we suggest that the final regulations provide that any changes resulting from a tax-free reorganization are attributable to “market conditions” and not “post-death events” if the decedent owned only a minority interest in the entity.  If the decedent owned only a minority interest in the entity, the reorganization is beyond the control of the decedent’s estate and therefore meets the proposed definition of “market conditions” and should be excluded from the definition of “post-death events.”    

We thank you for the opportunity to present our comments and welcome the opportunity to discuss our comments further with you or others at the IRS.  Please feel free to contact me at jeffery.hoops@ey.com; or Justin P. Ransome, Chair of the AICPA Trust, Estate, and Gift Tax Technical Resource Panel, at justin.ransome@gt.com; or Eileen R. Sherr, AICPA Technical Manager, at esherr@aicpa.org, to discuss the above comments or if you require any additional information.
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