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Tax Managenent Portfolio, Estate Planning for Owmers of Closely Held
Business Interests, No. 809, is designed as a guide to the lifetinme and post-
nortem estate planning techniques primarily applicable to the owners of
interests in closely held businesses.

Detail ed consideration is given to various kinds of buy-sell agreenents,
i ncl udi ng cross-purchase and stock redenption agreenents; the gift and estate
tax rules governing the lifetine disposition of closely held business
interests, with special enphasis on 8 8§ 2701-2704; the use of
recapitalizations, charitable bail-outs, and private annuities to acconplish
retirement, gift, and estate planning goals; 8 8§ 303, 6166, and 2057 "relief"
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provi sions concerning the payment of estate tax where the estate consists in
significant neasure of an interest in a closely held business; and the rules
whi ch apply to subchapter S corporations.

For additional relevant Tax Managenent Portfolios, check the "Estates,
Gfts and Trusts Series C assification Guide."

This Portfolio my be cited as Stonenan and MIler, 809 T.M, Estate
Pl anning for Omers of C osely Held Business Interests.
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Section 537(a)(1l), (2) and (3). The second of these is the "section 303
redenpti on needs of the business”, defined in turn in Section 537(b) as

with respect to the taxable year of the corporation in which a sharehol der
of the corporation died or any taxabl e year thereafter, the anount needed (or
reasonably antici pated to be needed) to nmake a redenption of stock included in
the gross estate of the decedent (but not in excess of the maxi num anount of
stock to which Section 303(a) may apply).

C. Section 6166

1. Background

The Code contains several provisions which permt a taxpayer to defer the
paynment of estate tax: 8 § 6161, 6163 and Section 6166. Although our primary
interest here is Section 6166, it is helpful to briefly examne 8 8§ 6161 and
6163. See 219 T.M, Estate Tax Paynments and Liabilities, for a nore conplete
di scussion of § 8§ 6161, 6163, and 6166.

a. Section 6161

Section 6161 is broadly drafted to apply to any tax under any provision of
the Code including the estate tax, the gift tax, and the generation-skipping
transfer tax. Inits application to the estate tax, Section 6161 differs very
materially from Section 6166, which is discussed belowat 111, C

The general rule, set out in Section 6161(a)(1l), is that the IRS, "except
as otherwise provided in this title,” [FN290] nay extend the tinme for the
paynent of the tax, or any installnent of the tax, shown due on any return or
decl aration required under the Code. The extension may be "for a reasonable
period” not to exceed six months for paynent of the income or gift tax and 12
nmonths in the case of the estate tax, fromthe date fixed for the paynent of
the tax, which in the case of the estate tax, is nine nonths fromthe date of
deat h. [FN291]

Regs. Section 20.6161-1(a) gives a nunber of exanples of circunstances
whi ch are considered to be "reasonable” within the neaning of Section
6161(a) (1), [FN292] including (1) liquid assets spread over severa
jurisdictions and not readily marshallable; (2) estate consists |argely of
assets which are rights to receive future paynents, such as royalties, against
which it is difficult to borrow, (3) estate consists |largely of assets whose
collection will require a lawsuit and whose eventual size is not presently
ascertainable; and (4) insufficient funds with which to support decedent's
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survivors as well as pay clains that are i medi ately payable. Note: Presunably,
t hese exanples are equally apposite in the case of an extension requested under
Section 6161(a)(2) for up to 10 years.

Section 6161(a)(2) contains a special rule with respect to the estate tax.
An extension may be granted for "reasonable cause,” with respect to any part of
the estate tax and with respect to any part of any installnment of the estate
tax under Section 6166. [FN293] The extension under this rule may not exceed a
"reasonabl e period" not greater than 10 years fromthe date on which the estate
tax return was due [ FN294] (determ ned wi thout any extension of time for filing
[ FN295]), or (in the case of a Section 6166 installnent) if later, not greater
than 12 nonths after the due date of the last installnent. [FN296]

If an estate tax deficiency has been determ ned, [FN297] an extension may
be granted for its paynent "for a reasonable period not to exceed 4 years
fromthe date otherw se fixed for the paynent of the deficiency." [FN298]
Under Section 6161(b)(3), no extension may be granted for the paynent of
a deficiency which is due to negligence, intentional disregard of the
rules and regul ations, or fraud with intent to evade tax.

Section 6503(d) provides that in the case of an extension of tinme for
the paynment of the estate tax or any deficiency of estate tax, the running
of the period of limtation for the collection of the tax is suspended for
the period of any extension of tinme granted for paynent under Section
6161(a)(2) or (b)(2), 6163 or 6166.

| f an extension of the tinme for paynment is granted under Section
6161, interest will run at the current interest rate under Section 6621,
conpounded daily as required by Section 6622. The application is nmade on
Form 4768 (Application for Extension of Time to File U S. Estate Tax
Return and/or Pay Estate Tax).

b. Section 6163

Section 6163 is nmuch narrower in scope than either Section 6161 or 6166.
It is concerned solely with extensions for the paynent of estate tax on
reversionary or remainder interests, and is nmentioned here for the sake of
conpr ehensi veness.

VWere a reversionary or remainder interest is included in a decedent's
gross estate, paynent of that part of the estate tax which is attributable to
that interest may, if the executor so el ects, be postponed until six nonths
"after the termnation of the precedent interest or interests in the property,
under such regulations as the Secretary may prescribe.” [FN299] Regs. Section
20.6163-1(a)(1) states that Section 6163 is limted in its availability "to

COPR. © 2001 Tax Management, Inc.



Portfolio 809-1st Page 125
809-1st Tax Mgmt. Portfolio (BNA)

cases in which the reversionary or renmainder interest is included in the
decedent's gross estate as such and [does] not extend to cases in which the
decedent creates future interests by his owm testanentary act."

At the term nation of the unilateral extension period under Section
6163(a), the IRS may upon "reasonabl e cause"” grant a further extension for a
period or periods of up to three years. [FN300] The regul ati ons under Section
6163 set out the mechanics for nmaking the election to postpone paynent of the
tax [FN301] and for conputing the anbunt of estate tax which is attributable to
the remai nder or reversionary interest. [FN302] Rev. Ruls. 73-311 [FN303] and
83-103 [ FN304] address Section 6163.

In Rev. Rul. 73-311, the IRS ruled that the estate of a decedent w dow,
whose predeceased husband had | eft her installnment paynents under a deferred
i ncome plan which she in turn gave to her children, could not claima Section
6163 extension for paynment of the estate tax which was attributable to the
inclusion in her estate of the installnents remaining unpaid at her death. The
| RS expl ained that the remaining paynents did not constitute a "remai nder" or
"reversion" within Section 6163.

In Rev. Rul. 83-103, an election had been nmade to utilize Section 6163
wWith respect to tax attributable to a trust remainder, i.e., to defer paynent
of that tax until the life interest ended. The IRS ruled that the paynent of a
part of this tax would not accel erate paynent of the rest of the tax or accrued
interest through the date of the part paynent.

As in the case of Section 6161, the IRS nay require the furnishing of a
bond before granting a Section 6163 extension, but not for nore than double
the anmount for which the extension is granted. [FN305]

c. AOd Section 6166A

A better understanding of Section 6166, the principal object of inquiry,
may be gained by taking a ook at the lawin this area before the 1981 repea
of Section 6166A, a former conpani on section to Section 6166, and the
i ncorporation of many Section 6166A provisions into Section 6166. [FN306]

I nstal | ment paynent of the estate tax began in 1958 with the enactnent of
the original Section 6166 which permtted the executors of certain estates to
take as nmuch as 10 years to pay the estate tax attributable to interests in
cl osely held businesses and to pay only 4% interest on the unpaid balance. In
1975, this preferential interest rate changed to one based upon the prine rate
fromtine to tinme in effect.

In 1976, Section 6166 was renunbered Section 6166A and a nore |libera
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Section 6166 was enacted, which gave a five-year breathing period before the
first installnment of the closely held business portion of the estate tax had to
be paid. This nore liberal provision also reinstated the 4% interest rate, and
provi ded that the threshold requirenent for Section 6166installnent treatnent
was that the closely held business interest constitute nore than 65% of the
decedent's "adjusted gross estate.”

As noted, Section 6166A was repealed in 1981 and many of its provisions
were carried forward in Section 6166 which, with certain post-1981 anendnents,
is now the surviving section. Unfortunately, the regul ati ons under Section 6166
do not yet reflect the repeal of Section 6166A. However, the IRS has stated in

PLR 8138151 that "the regul ations and revenue rulings under Section 6166A are
considered in determ ning whether there has been a disposition of an interest
in a closely held business under Section 6166." [FN307]

2. The Basic Schene of Section 6166

Unl i ke Section 6163, which is discussed above at 111, C 1, b, Section
6166 is concerned primarily with the estate tax [FN308] and, to a limted
extent in Section 6166(i), the generation-skipping transfer tax. It does not
apply to any of the other taxes inposed by the Code.

In summary, Section 6166 provides a mechanismfor spreadi ng paynent of a
part of the tax (basically, that fraction which is attributable to the
inclusion in the gross estate of a substantial "interest in a closely held
busi ness”) over two to ten equal installnments, [FN309] and allows at |east a
part of the interest on the unpaid bal ance of the tax to be paid at the rate of
2% [FN310] Note: An inportant distinction between Section 303 and Section
6166 is that the latter provisionis not limted to closely held businesses
conducted in corporate formbut applies equally to partnerships and sole
propri et orshi ps.

As one m ght expect, certain events involving the closely held business
i nterest have the effect of accelerating the paynent of the unpaid bal ance of
the estate tax. It is with matters falling under this heading that nmany of the
adm nistrative rulings have been concerned.

The purpose of Section 6166 is neatly sumrmarized in Parrish v. Loeb:
[ FN311]

Section 6166 was designed by Congress to create a safety valve to protect
the integrity of closely-held business interests of a decedent agai nst
destruction because of the demands of the estate tax provisions of the Code. It
provides, in summry, that in those instances in which a substantial part of a
decedent's gross estate consists of a closely-held business venture, which the
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decedent had conducted in his lifetine, his personal representative may el ect
to pay that portion of federal estate tax which is attributable to that venture
in equal annual installnents over a period of tinme not to exceed ten years. The
Section also provides that a personal representative may el ect to defer paynent
of the first annual installnment for a period not to exceed five years. During
that defernment period, interest on the deferred tax is payable annually at a
nom nal rate fixed by the statute.

Est ates of decedents dying after August 5, 1997 may file a declaratory
judgment action in the Tax Court to resolve disputes over the estate's initial
and continuing eligibility for Section 6166 estate tax deferral w thout
requiring the prepaynment of the disputed tax. [FN311l.1] The action may be
brought by the executor or any person who has assuned an obligation to make the
Section 6166 paynents (but only if all obligated persons are joined as
parties). [FN311.2] Exhaustion of admnistrative renedies is required before
the Tax Court action may be initiated but the IRS failure to make a
determ nation will not excessively delay the proceedi ng because the I RS
failure to act within 180 days after a request has been nade is treated as
satisfying the exhaustion requirenent if the taxpayer has taken all reasonable
steps in a tinely manner to secure the I RS determ nation. [FN311l.3] The Tax
Court action nust be filed before the 91st day after the IRS mails notice by
certified or registered mail of a determination to deny initial or continuing
Section 6166 eligibility. [FN311. 4]

Congress al so ensured estates greater access to the courts to resolve
estate tax deferral issues by enacting Section 7422(j), which overruled
judicial decisions that denied taxpayers access to the courts for a refund
claimuntil the entire estate tax liability had been paid (i.e., tinely paynent
of the Section 6166 installnents due prior to bringing an action was not
sufficient to invoke jurisdiction). [FN311.5] An estate may file an action in
the Court of Federal Clainms or a U S. district court to determ ne the correct
anount of estate tax liability (or refund) as long as the follow ng conditions
are net: (1) no portion of the Section 6166 installnents have been
accelerated; (2) the estate has fully paid each installnment of principal and/or
interest due (and all non-Section 6166-related estate taxes due); (3) there
are no suits for declaratory judgnent under Section 7479 pending; and (4)
there is no outstanding deficiency notice against the estate. [FN311l. 6]

If the estate files a Section 7479 declaratory judgnent action, the two-
year statute of limtations under Section 6532(a)(1l) for filing a refund
action is suspended until the Tax Court decision is final. [FN311.7]

In general, to the extent an estate previously litigated its estate tax
liability, the estate would not be able to take advantage of a Section 7422(j)
action under the principles of res judicata. [FN311.8] All installnment paynents
t hat become due during the pendency of the suit nust be paid; failure to make
the paynents triggers accel eration under Section 6166(g)(3)). [FN311.9]
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3. Detailed Analysis of Section 6166

Section 6166(a) (1) provides:

In general. If the value of an interest in a closely held business, which
is included in determning the gross estate of a decedent who was (at the date
of his death) a citizen or resident of the United States exceeds 35 percent of
the adjusted gross estate, the executor may elect to pay part or all of the tax
i nposed by section 2001 in 2 or nore (but not exceeding 10) equal install nents.

There are several elenments to Section 6166 whi ch can be exam ned
separately.

a. Estates Wiich May Benefit from Section 6166

The ternms of Section 6166(a)(1l) provide that Section 6166 is avail able
only to the estate of a decedent who at the date of his or her death was either

a US. citizen or aresident alien.

b. Required Size of the Cosely Held Business Interest

Before an estate may avail itself of Section 6166, the interest in a
cl osely held business nust have an estate tax val ue which exceeds 35% of the
decedent's adj usted gross estate. [FN312]

(1) "Adjusted Gross Estate" Defined

The term "adjusted gross estate" (fornmerly a neasuring stick for the
estate tax marital deduction when it was linmted to 50% of the adjusted gross
estate) [FN313] is defined by Section 6166(b)(6) as

t he value of the gross estate reduced by the sum of the anounts all owabl e
as a deduction under section 2053 or 2054. Such sum shall be determ ned on the
basis of the facts and circunstances in existence on the date (including
extensions) for filing the [estate tax] return... (or, if earlier, the date on
whi ch such return is filed). (enphasis supplied).

(2) "Allowable" as a Deduction Under Section 2053 or Section 2054
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Section 2053, referenced in the above definition, permits an estate, in
arriving at its taxable estate, to deduct funeral expenses, adm nistration
expenses, clains against the estate, and unpai d nortgages on or indebtedness in
respect of property whose value is included in the gross estate. [FN314]
Section 2054, also referenced in the Section 6166(b)(6) definition of adjusted
gross estate, provides a deduction for certain unconpensated casual tyl osses
arising fromfires, storns, shipwecks, theft, etc., which occur during the
adm nistration of the estate. While the two sections are discussed in detail in
840 T.M, Estate Tax Deductions -- Sections 2053 and 2054, one point is nmade
here which directly concerns the availability of Section 6166. Section
6166(b) (6) speaks of ampunts "all owabl e" as deducti ons under Section 2053 or
Section 2054, not of ampunts "allowed,” and the difference is inportant. The
old definition of "adjusted gross estate" used the term "allowed," which neant
that if the executor opted to claima particular adm nistrati on expense as an
i ncome tax deduction under Subchapter J rather than as an estate tax deduction
under Section 2053, the adjusted gross estate would not reflect that expense.

[ FN315] But in the determ nation of the availability of Section 6166 (does the
closely held business interest anmpbunt to nore than 35% of the adjusted gross
estate?), it is inmmterial whether the expense is taken as an estate tax or an
i nconme deduction; all that natters is whether the expense in question is
eligible for deduction under Section 2053.

c. The Nature of the Section 6166 Reli ef

The prize which awaits the estate which satisfies the Section 6166(a) (1)
entrance requirenents is the right to elect to pay part or all of the estate
tax [FN316] in two or nore but not nore than 10 installnments and to enjoy the
reduced interest rate under Section 6601(j). There is, however, a limtation
on the maxi num anmount of tax which nmay be so paid, and there are provisions as
to when the installnments nust be paid. In addition, there are rules prescribing
when paynents of interest are due.

(1) Limtation on Anobunt of Estate Tax Which May Be Paid in Installnents

Section 6166(a)(2) places a cap on the anmount of estate tax which nay be
paid in install nents equal to

an anmount which bears the sane ratio to the [estate tax] (reduced by the
credi ts agai nst such tax) as --

(A) the closely held business anmount, bears to

(B) the amount of the adjusted gross estate.

COPR. © 2001 Tax Management, Inc.



Portfolio 809-1st Page 130
809-1st Tax Mgmt. Portfolio (BNA)

The term "cl osely held business anount” is defined by Section 6166(b)(5)
as "the value of the interest in a closely held business which qualifies under
subsection (a)(1)."

The follow ng exanple illustrates how the Iimtation worked in estates of
decedents dying in 1987 through 1997 when a $192,800 unified credit applied.

Exanple: X died with a total gross estate of $3,600,000. X, unmarried at
death, was survived by two children. H's estate included an 80% stock interest
in a corporation which makes sink stoppers. The other 20% of the stock was
owned by unrelated third parties. X' s interest in the business was val ued at
$1,000,000. X' s will nmade a specific charitable bequest of $50,000. Deductions
were all owabl e under 8§ 8§ 2053 and 2054 in the ambunt of $1, 050, 000, |eaving an
adj usted gross estate for Section 6166 purposes of $2,550,000. X s taxable
estate (gross estate mnus charitable and 8 § 2053 and 2054 deducti ons)
equal | ed $2,500,000. X s federal estate tax bill (net of the unified credit and
the credit for state death taxes) was $694, 200. The percentage of the estate
tax that could be deferred under Section 6166 was 39. 2% ($1, 000, 000 cl osely
hel d busi ness anount divided by $2,550, 000 adj usted gross estate). The anpunt
of estate tax qualifying for Section 6166 treatnent was $272,126 ($694, 200
"net" federal estate tax x.392). Qbservation: The Section 6166(a)(2)
[imtation on the anobunt of estate tax which may be paid in installnents was
not adjusted to take into account the Section 2057 deduction for qualified
fam | y- owned business interests available in estates of decedents dying after
1997 and before 2004. Because the |imtation is neasured by conparing the val ue
of closely held business interests included in the decedent's gross estate with
the value of the decedent's adjusted gross estate (defined by Section
6166(b) (6) as the gross estate reduced only by all owabl e deductions under § 8§
2053 and 2054), Section 6166(a)(2) appears to allow deferral for an anount
that exceeds the estate tax actually attributable to the closely held business
i nterests.

Exanpl e: The facts are the same as in the above exanpl e except that X s
interest in the business was valued at $1,500,000. X dies in 1998 and | eaves
his interest in the corporation to his two children, who are qualified heirs
under Section 2057(i)(1). X' s adjusted gross estate for Section 6166 purposes
is still $2,550,000 ($3,600,000 m nus $1, 050,000 in deductions under 8 § 2053
and 2054). X s taxable estate, however, is reduced by a $675, 000 deduction
under Section 2057 for qualified fam|ly-owned business interests in addition
to the 8 8§ 2053 and 2054 and charitabl e deductions available to the pre-1998
decedent, | eaving a taxable estate of $1, 825,000 ($3, 600,000 - 50,000 -
1,050,000 - 675,000). X' s federal estate tax bill (net of the unified credit
and the credit for state death taxes) is $413, 000. Applying Section 6166(a)(2),
the percentage of the estate tax that nay be deferred under Section 6166 is
58. 8% ($1, 500, 000 cl osely hel d busi ness anobunt divided by $2,550, 000 adj usted
gross estate) and the anount of estate tax qualifying for Section 6166
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treatment is $239,540 ($413,000 "net" federal estate tax x.588). The percentage
of estate tax actually attributable to the closely held business interest,
however, is 45.2% ($825, 000 val ue of the corporation subject to estate tax
($1, 500, 000 mi nus $675, 000 nmaxi mum al | owabl e Section 2057 deduction) divided
by $1, 825,000 taxable estate) and the amount of estate tax attributable to the
busi ness is $186,676. Comment: It seens likely that the result illustrated
above is an uni ntended consequence of the conversion of the qualified fam|y-
owned busi ness interest benefit froman exclusion to a deduction, particularly
when considered with Section 6601(j), which ties the interest rate on estate
tax deferred under Section 6166 to the taxable value of the closely held

busi ness interests. See Ill, C 3, c, (3), below

(2) Nunber of and Due Dates for Installnents

Section 6166(a) permts the executor to pay the qualifying portion of the
estate tax in up to 10 installnents. Section 6166(a)(3) requires the first
installment to be paid "on or before the date selected by the executor which is
not nore than 5 years after the date prescribed in section 6151(a) for paynent
of the tax." [FN317] This neans that the paynent of the estate tax nmay be
spread over a period of as nmuch as 14 years fromthe date the tax is generally
payabl e. [ FN318]

The date chosen for paynent of the first installnment of tax need not be an
anni versary of the original due date determ ned under Section 6151, but
(presumably to facilitate the conputation of interest) nust be the sane date
wi thin any nonth which corresponds to the day of the nonth determ ned under
Section 6151(a). [FN319]

Exanple: If X died on July 15, 1998, the tax would be due nine nonths
later, on April 15, 1999. If X' s executor avails hinself of Section 6166, he
may pay the first installnent of the tax deferred on the 15th of any nonth
t hrough April of 2004.

(3) Rate of and Due Date for Interest

For estates of decedents dying after 1997, Section 6601(j) establishes a
2% rate for interest payable on the deferred tax attributable to the first $1
mllion in taxable value of a closely held business. [FN319.1] In other words,
the tax attributable to the first $1 nmillion in value in excess of the
ef fective exenption provided by the unified credit and any other credits is
subject to interest at a 2% rate. Section 6601(j)(2) terns this anount the 2%
portion. Interest on the deferred tax that exceeds the 2% portion is payabl e at
a rate equal to 45% of the annual underpaynent rate established under Section
6621. [FN319.2] Section 6601(j)(1) also applies the 2% rate to an estate tax
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deficiency which is prorated to installnments pursuant to Section 6166(e).
Section 6601(j)(2) defines the "2-percent portion" as the |esser of--

(A) (i) the anmbunt of the tentative tax which would be determ ned under the
rate schedule set forth in section 2001(c) if the amount with respect to which
such tentative tax is to be conputed were the sum of $1, 000,000 and the
appl i cabl e excl usi on anount in effect under section 2010(c), reduced by

(ii) the applicable credit anount in effect under Section 2010(c), or

(B) the anmbunt of the tax inposed by chapter 11 which is extended as
provided in Section 6166. Note : Effective for estates of decedents dying
after December 31, 2001, the 2001 Tax Relief Act, P.L. 107-16, Section 571,

i ncreased the maxi mum nunber of partners in a partnership and the naxi mum
nunber of shareholders in a corporation from 15 to 45 for purposes of Section
6166.

Exanpl e: The decedent (D) died in 1998 owning a closely held business that
neets the requirenments for a Section 2057 deduction fromD s gross estate for
qualified fam |y-owned business interests. Ds business is valued at $6 mllion
for estate tax purposes. The first $1.3 million in value is not subject to
estate tax by virtue of the unified credit and Section 2057 deduction. After
application of the unified credit and Section 2057 deduction, D s estate has
business interests of $4.7 mllion in taxable value. D s executor makes the
Section 6166 election to pay the estate tax in installnents. Interest on the
tax attributable to the inclusion of $1 mllion of value in Ds estate is
payabl e at the 2% rate. The tax attributable to the remaining $3.7 mllion is
payabl e at 45% of the underpaynent rate. The interest is not deductible on the
estate return or the estate's fiduciary inconme tax return.

The 2% portion will be adjusted annually for inflation for estates of
decedents dying after 1998. [FN319. 3]

Previously, Section 6601(j) provided a special 4% interest rate for the
interest on the tax attributable to the first $1 million of the interest in a
closely held business interest. [FN320] A transition rule allows the executor
of an estate deferring tax under the pre-1997 rules to nmake a one-tine
irrevocable election to use the lower interest rates and forego interest
deductions for installnments due after the effective date of the election.

[ FN321] Cbservation: The Section 6601(j)(2) definition of the amount eligible
for the 2% interest rate allows a |arger anount of deferred tax to qualify for
the nost favorable rate than did the pre-1997 Act Section 6601(j)(2) definition
of the 4% rate. The prior formulation allowed a maxi mum of $153, 000 ($345, 800 -
192,800) in deferred tax to qualify for the nost favorable rate. The
formulation in revised Section 6601(j) allows the tax deferred on the entire
$1 million (wthout reduction for the unified credit) to qualify for the nost
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favorabl e rate. The revised structure also allows for straight forward
inflation adjustnents for the $1 mllion amunt in |ater years under Section
6601(j)(3) as well as preventing the |ater increases in the anmount excluded by
the unified credit fromeroding the value of the provision. [FN322]

Section 6601(j)(4), provides that if the deferred tax exceeds the 2%
anmount (i.e., if Section 6601(j)(2)(B) applies), any paynent of a part of the
deferred tax is treated as reducing the 2% porti on by an anount bearing the
sane ratio to the paynent as the 2% portion (determ ned without regard to
Section 6601(j)(4)) bears to the total deferred.

Section 6622(a) requires that the interest rate be conpounded daily.
[ FN323]

An interest rate equal to 45% of the underpaynent rate, rather than the 2%
rate, applies if the executor chooses the benefits of Section
6166(b)(7) (A (iii), relating to partnership interests and stock which is not
readily tradable, or Section 6166(b)(8)(A)(iii), relating to hol ding conpany
stock treated as business conpany stock in certain cases. [FN324] Both Section
6166(b) (7)(A) (iii) and (8)(A)(iii) are discussed at IIl, C 3, d, (3), (d) and
(e), below

Section 6166(f) addresses the question of when interest on Section 6166
post poned estate tax is due, with Section 6166(f)(1) providing that during the
first five years, interest is payable annually. Section 6166(f)(2) provides
that for periods after the first five years, interest is paid annually, at the
sanme tinme as, and as a part of, each installnment paynent.

Where a deficiency has been assessed after the close of the five-year
period and has been prorated to installnments in accordance with Section
6166(e), interest attributable to the five-year period and interest assigned
under Section 6166(f)(2) to any installnent whose paynent date arrived on or
before the date of assessnent of the deficiency, is payable upon notice and
demand fromthe IRS. [FN325] If the executor selects a period of |less than five
years for the paynent of the first installnment, as Section 6166(a)(3) permts,
Section 6166(f)(4) provides that the shorter period is substituted throughout
t he provisions summari zed above.

To offset the decrease in the interest rate applicable to estates of
decedents dying after 1997, Section 2053(c)(1)(D) disallows an estate tax
deduction for any interest payable under Section 6601(j) on the estate tax
deferred under Section 6166. Section 163(k) simlarly disallows an incone tax
deduction for the interest. [FN326]

(4) Making the Section 6166(a)(1) Election
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Regs. Section 20.6166-1(a), along with Section 6166(d), specifies the
details of nmaking an el ection under Section 6166(a)(1l). [FN327] Section
6166(d) specifies that the election nust be made no | ater than the tine
prescri bed by Section 6075(a) for filing the estate tax return (nine nonths
fromthe date of death), or on the last date of the extension of tine for
filing granted under Section 6081.

(a) At Time When Estate Tax Return Is Filed

If the election is nmade at the time the estate tax returnis filed, it
applies to the estate tax originally determ ned to be due and to the portion of
any future deficiency which my be assessed which is attributable to a closely
hel d busi ness interest. [FN328]

(b) Later

If no election is made when the estate tax return is filed, the executor
may el ect under Section 6166(a) to pay the portion of the deficiency
attributable to the closely held business interest (but not the tax originally
determned to be due) in installnents (provided, of course, that the entrance
requi rements of Section 6166(a)(1l) have been satisfied), based upon val ues as
finally determ ned or agreed to follow ng audit. [FN329] Further details of the
mechani cs of making the election and the paynents whi ch nust acconpany it are
set out in the regul ation.

(c) Protective Election

A protective election nay be made with a tinmely filed estate tax return in
order to defer paynment of so much of the tax as remains unpaid when val ues are
finally determined or agreed to followi ng audit and any deficiencies which are
attributable to the closely held interest. [FN330] This election, however, does
not extend the time for the paynent of any tax; a final notice of election is
required within 60 days after values are finally determ ned or agreed to
follow ng audit, acconpanied by certain specified paynents. [FN331]

d. "Interest in a Cosely Held Business”

The entry requirenent for Section 6166 is that there be an "interest in a
closely held business,” a termwhich is specifically defined by Section
6166(b) (1) as foll ows:
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(A) an interest as a proprietor in a trade or business carried on as a
proprietorship

(B) an interest as a partner in a partnership carrying on a trade or
busi ness, if --

(i) 20 percent or nore of the total capital interest in such partnership
is included in determning the gross estate of the decedent, or

(ii) such partnership had 15 or fewer partners; or
(C stock in a corporation carrying on a trade or business if --

(i) 20 percent or nore in value of the voting stock of such corporation is
included in determ ning the gross estate of the decedent, or

(i1) such corporation had 15 or fewer sharehol ders.

There are two ways in which an activity which mght at first glance be
considered a "business" for Section 6166 purposes nmay in effect be
di sregarded, and Section 6166 thereby rendered unavail able. First, the
activity may not satisfy the "level of active involvenent” requirements which
derive fromthe body of rulings and cases whi ch have exam ned the neani ng of
the term "business,"” and which are di scussed i medi ately bel ow. Second, if the
activity involves passive assets, it may trigger Section 6166(b)(9)(B) [FN332]
whi ch provides that the passive assets portion of the value of a closely held
busi ness interest is disregarded in determ ning the value of that interest, and
which is also discussed in detail bel ow

(1) "Business" Defined

One of the earliest interpretations of the term "business” in this context
is Rev. Rul. 61-55, [FN333] in which the IRS considered the definition of the
very simlar term "closely held business" then contained in Section 6166(c).
It ruled that whereas working interests in oil and gas properties, which the
decedent owned, operated, explored and devel oped, constitute a Section 6166
trade or business, nere royalty interests in such properties do not.
Accordingly, the IRS concluded that the 40% of the decedent's gross estate
whi ch conprised working interests would be taken into account in testing for
the availability of Section 6166, but the royalty interests, conprising
anot her 6% of the estate, would be ignored. [FN334]

This sanme di stinction between passive ownership and active participation
is drawn in Rev. Rul. 75-365 [FN335] and its two conpanion rulings -- Rev.
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Rul s. 75-366 [FN336] and 75-367, [FN337] as well as in PLR 7917006. In Rev.
Rul . 75-365, the IRS ruled that a decedent's managenent through his business
office of commercial and farmrental properties and certain notes receivable
derived in connection with these properties did not constitute a business for
Section 6166 purposes. Concedi ng that such activities mght constitute a
"busi ness" for other Code sections such as Section 162 or Section 355,

[ FN338] the IRS stated in Rev. Rul. 75-365 that this finding should not be the
sol e determ nant under Section 6166. It explai ned that

[W] hat amounts to a "trade or business" within Section 6166]... should be
found in keeping with the intent of the legislature in enacting section 6166.
Al t hough the managenent of rental property by the owner may, for some purposes,
be considered the conduct of business in the case of a sole proprietorship,
section 6166 was intended to apply only with regard to a busi ness such as a
manuf acturing, nmercantile, or service enterprise, as distinguished from
managenent of investnent assets.

[ T] he mere grouping together of inconme-producing assets fromwhich a
decedent obtai ned incone only through ownership of the property rather than
fromthe conduct of a business, in and of itself, does not anobunt to an
interest in a closely held business within the intent of the statute.

The I RS reached the opposite result in Rev. Rul. 75-366, where the
decedent owned farnms which were operated by tenant farners under agreenents
whi ch gave the decedent 40% of the crops and required himto bear 40% of the
expenses. The decedent played an active role in the farm ng operation which the
| RS considered to be "a productive enterprise which is |like a manufacturing
enterprise as distinguished from nmanagenent of investnent assets."”

In Rev. Rul. 75-367, the decedent was a builder who: (1) did hone
construction through a whol |l y-owned snmal| business corporation and through a
proprietorship; (2) conducted a real estate devel opnent and sal es operation;
(3) owned a business office and warehouse both of which were used by the
corporation and the devel opnment and sal es operation; and (4) owned and rented
out several houses which he had built. The IRS ruled that while the rental
activity consisted of nmere investnent assets and did not represent a business
for Section 6166 purposes, [FN339] the other three activities had the
requi site status, and since the decedent owned nore than a 50% i nterest in each
activity (as the statute then required), all three could be aggregated and
treated as an interest in a single closely held business.

Rev. Ruls. 75-365 and 75-367 were both cited and followed in PLR 8352086,
whi ch invol ved managenent of a notel, four individual rental units, and a
bowing alley. The IRS ruled that the | evel of the decedent's corporations'
activities was insufficient to raise themto the |level of a business for
Section 6166 purposes. In contrast, applying the standards of Rev. Ruls. 75-
365 and 75-367 in PLR 9634006, the I RS concluded that a property managenent
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corporation provided the substantial services necessary to qualify it as a
Section 6166 trade or business. The IRS listed the follow ng activities
conducted in properties it owned in reaching its conclusion: maintaining common
areas, water, heating and sewer systens; installing and repairing fixtures,

pai nti ng and maki ng ordinary plunbing and el ectrical repairs; disposing of

gar bage; satisfying recycling requirenents; nediating tenant disputes; and
provi di ng 24-hour energency service. The IRS also found that the portion of the
busi ness devoted to nanagi ng properties owned by others qualified as a trade or
busi ness. Rev. Rul. 75-365 was also cited and followed in PLR 8020101, where

t he decedent died in 1978 at the age of 97 owning a large farmproperty in his
own nane and mi scel | aneous farm assets jointly with his children. In the three
years before his death, he gave his children $75,000 worth of |ivestock which
was included in his estate under then Section 2035. Noting that at the tinme of
his death and for a year before, the decedent had not taken any active part in
farm managenent, the IRS ruled that Section 6166 was unavailable to the
estate. TAM 9635004 also cited Rev. Ruls. 75-365, 75-366, and 75-367 in

advi sing that an asset the decedent owned, which conprised two-thirds of the

| and used in the cattl e ranchi ng busi ness the decedent engaged in as the
proprietor of a sole proprietorship and a partner in a partnership, was an
interest in a closely held business under Section 6166(b)(1)(A). The Nati onal
O fice concluded that the asset qualifies for Section 6166 treatnent even

t hough it was owned by the decedent individually, and not by the partnership,
noting that the decedent's ownership did not dimnish its essentialness to the
overall operation of the cattle ranching business.

This sane splintering approach of |ooking separately at the decedent's
| evel of participation in each activity within a group of activities, was
followed in PLR 7917006, where the decedent's activities in connection with the
| easing of property to his wholly owned corporation (which the IRS agreed was a
"busi ness”™ within the neaning of the statute) were ruled to be insufficient,
t hereby disqualifying the estate fromusing the installnment provisions.

In PLR 8229099, the activity under scrutiny was the operation of a cattle
ranch. The decedent and her husband were killed in an airplane crash, with the
husband dyi ng one hour before the decedent. Despite the fact that her husband
owned and operated the ranch and that the "[d] ecedent perforned the usual
duties of a ranch wife and did not own any of the ranch real estate (except for
a half interest in a forty acre tract) or personal property,” the IRS
neverthel ess ruled that her estate could make a Section 6166 el ection because
t he husband's ranchi ng busi ness had the sanme character in her hands that it had
had in his.

The I RS expl ai ned:

A determi nation as to whether an interest in a closely held business
exists is to be nmade as of the tine inmediately before the decedent's deat h.
Therefore, if it has been determ ned that the ranch and farmincluded in the
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deceased spouse's estate qualify as an interest in a closely held business,
they would retain the same character when distributed to the decedent's estate.
As long as the ranch and farmare actively engaged ina trade or business
operated by the decedent, her enployee or her agent (trustee) acting in her
behal f, the ranch and farmare to the decedent what they were to the deceased
spouse. [ FN340]

Furt her weakening the precedential value of the ruling, the IRS
concl udi ng paragraph stated:

This ruling is directed only to the estate that requested it and does not
make a determ nation as to whether or not the deceased spouse's ranch and farm
qualify as an interest in a closely held business.

PLR 8240055 involved the status of a real estate rental business in which
t he decedent had been engaged as a sole proprietor of 50 pieces of rental real
estate, including 323 separate living units, as well as three conmerci al
offices, a furniture store, and a warehouse. She directly supervised a nunber
of enpl oyees and outsi de i ndependent contractors who performed adm nistrative,
mai nt enance, and repair functions; she was personally responsible for
determ ni ng mai ntenance work priorities; she or her staff negotiated | eases,
collected rents, and initiated eviction proceedings. D stinguishing two earlier
publ i shed rulings, Rev. Ruls. 75-365 and 75-367, on the degree of the persona
i nvol venent of the decedent and her business, the IRS ruled that the decedent's
interest in the properties constituted a business stating

If a proprietorship that |eases real property to others does nore than
merely collect rents, adm ni ster nortgages, and pay property taxes, etc.
(consi dered managenent of investnents), it is considered to be a service
enterprise, carrying on a trade or business for purposes of Section 6166.

There have been quite a few other private rulings on the question whether
an aggregate of activities constitutes a business for purposes of Section 6166.
[ FN341]

(a) Section 6166(b)(9) Denial of Deferral for Passive Assets

The Tax Reform Act of 1984 anended Section 6166(b) by addi ng paragraph
(9). [FN342] The general rule of this addition, which applies to estates of
decedents dying after July 18, 1984, is to exclude fromthe determ nation of
the value [FN343] of an interest in a closely held business qualifying under
Section 6166(a)(1) the value of that portion of the interest which is
attributable to "passive assets" held by the business.

The purpose of this addition was to place Section 6166(a)(1) closely held
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busi ness interests in partnerships or corporations on a par with sole
proprietorshi ps. [FN344] Thus, under the prior regulations, the determ nation
of the value of a sole proprietorship interest under Section 6166(a)(1l) was
based sol ely upon assets used in the decedent's trade or business and did not

i ncl ude passive assets; [FN345] whereas for the correspondi ng determ nati on

Wi th respect to partnerships and corporations all assets were included. [FN346]

A "passive asset” is generally defined for purposes of Section 6166(b)(9)
as "any asset other than an asset used in carrying on a trade or business."
[ FN347] This presumably throws one back on the adm nistrative interpretations
of "busi ness" discussed above at 111, C 3, d, (1).

Section 6166(b)(9)(B)(ii) states that stock in another corporation wll be
consi dered a passive asset unless the stock

(1) is treated as held by the decedent by reason of an el ection under
Section 6166(b)(8) [FN348] and

(2) qualified under Section 6166(a)(1l) (i.e., it constituted an interest
in a closely held business).

Exanpl e: D owns 90% of the stock of X Corp., which in turn owms 100% of H
Corp. X's main business is a manufacturing one; Hs activities are confined to
investnment in the securities nmarket. D dies. For purposes of Section
6166(a) (1), the value of Ds interest in a closely held business is determ ned
wi t hout reference to that portion of the value of his X Corp. stock which is
attributable to its ownership of its investnent subsidiary (which does not
constitute a "business" for Section 6166 purposes).

However, there is an exception to the general rule of Section
6166(b)(9)(B)(ii) treatnent of stock as a passive asset. This is found in
Section 6166(b)(9)(B)(iii), which provides:

EXCEPTI ON FOR ACTI VE CORPORATI ONS-- | f - -
(I') a corporation owns 20 percent or nore in value of the voting stock of
anot her corporation, or such other corporation has 15 or fewer sharehol ders,

and

(1) 80 percent or nore of the value of the assets of each such
corporation is attributable to assets used in carrying on a trade or business,

then such corporations shall be treated as 1 corporation for purposes of
clause (ii). For purposes of applying subclause (I1) to the corporation hol ding
the stock of the other corporation, such stock shall not be taken into account.

Exanpl e: D owns 90% of the stock of X Corp. which owns 51% of the stock of
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Y Corp. More than 80% of the value of the assets of X Corp., exclusive of its Y
Corp. stock, is made up of assets used in carrying on an active trade or

busi ness; and nore than 80% of Y's assets is simlarly conposed. For purposes
of Section 6166(b)(9)(B)(ii), X and Y Corps. are treated as one. Note :
Effective for estates of decedents dying after Decenber 31, 2001, the 2001 Tax
Relief Act, P.L. 107-16, Section 571, anmended Section 6166(b)(9)(B)(iii)(l) to
i ncrease the maxi mum nunber of shareholders in a corporation from15 to 45.

(b) Timng of Section 6166(a)(1) Determ nation

At what point intine is the determ nati on made as to whet her the decedent
owns an interest in a closely held business of the requisite value? As to
guantum of ownership, the determnation is nmade i nmedi ately before the
decedent's death, [FN349] subject only to the comment that since the test is
one as to "value," [FN350] the valuation of the interest as so determ ned may
be the date-of-death valuation, [FN351] the alternate valuation, [FN352] or, in
an appropriate case, the valuation under Section 2032A.

(c) Stock Acquired in a Reorganization

|f after the decedent's death, there is a corporate reorgani zation
i nvol ving the stock which he or she owned while alive, and as a consequence
that stock is exchanged for stock in another corporation, this reorganization
does not necessarily render the benefits of Section 6166 unavailable to the
estate. In PLR 8607089, the decedent owned 80% of A Corp., with X and Y owni ng
7% and 13% respectively. Substantially all of A Corp.'s net assets were
acquired by B Corp. in a stock-for-property reorgani zation; [FN353] A Corp.
shar ehol ders received B Corp. stock and A Corp. was dissolved. The IRS rul ed
that the decedent's estate was entitled to treat the B Corp. stock received by
it as an interest qualifying under Section 6166(a)(1).

(2) An "Interest in a Closely Held Business"

The di scussion of the neaning of the term "business" in a Section 6166(a)
context (see Ill, C 2, d, (1) above) revealed that its meaning is not as broad
as the nmeaning given to it, for exanple, by Section 162. Assum ng, then, that
t he decedent was involved in a group of activities sufficient to amount to a
Section 6166 business, what additional requirenments are there before the
"closely held" elenent can be deened satisfied? Section 6166(b) gives the term
three separate definitions, depending upon the vehicle by which the business
was conduct ed.
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(a) Proprietorship

The first definition of "interest in a closely held business"” states that
the termnmeans "an interest as a proprietor in a trade or business carried on
as a proprietorship."” [FN354]

Exanple: B, a widower, owns and operates a highly successful dry- cleaning
busi ness which is valued, at his death, at $250,000. B exhausted his unified
credit during his lifetime on gifts to famly nmenbers. H's total gross estate
anounts to $400,000. B's dry-cleaning proprietorship is an interest in a
cl osely hel d business for purposes of Section 6166(a)(1l) and clearly exceeds
the requisite 35% of his adjusted gross estate.

(b) Partnership Interest

For an interest as a partner in a partnership carrying on a trade or
business to be classified as an interest in a closely held business, one of two
conditions nust be satisfied. Either 20% or nore of the total capital interest
in the partnership nust be included in determning the decedent's gross estate
or the partnership nust have had 15 or fewer partners. [FN355]

For purposes of the partnership provision and the conpani on corporation
provi si on di scussed i medi ately bel ow, the constructive ownership rules of
Section 6166(b)(2)(B), (C, and (D) apply. [FN356]

(c) Stock in a Corporation

For stock in a corporation to be an interest in a closely held business,
either 20% or nore in value of the corporation's voting stock nust be included
in determning the decedent's gross estate or the corporation nust have 15 or
fewer sharehol ders. [FN357] Note that under the first option, the statute does
not require that the decedent's interest in the closely held business be
constituted exclusively of voting stock; the requirenent that 20% or nore of
the voting stock be included in his gross estate goes to the definition of the
ki nd of corporation which nust be invol ved.

Exanpl e: ABC Corp. has three classes of comon stock, Cl ass A voting,
Cl ass B non-voting common, and preferred. The Cass A conmmpn is worth
$1, 000, 000 and the Class B $800,000. D, the decedent, had an adjusted gross
estate worth $7 mllion. D owned 51% of the Class A common which by itself
woul d not be sufficient to neet the 35% of - adj ust ed-gross-estate requirenent. D
al so owned 25% of the Class B, non-voting comobn stock and $2, 000,000 in val ue
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of ABC Corp.'s preferred.

Whet her D' s estate may avail itself of the provisions of Section 6166
depends upon whether the aggregate of D s investnents in the conpany
(%2, 710, 000) exceeds 35% of his $7 mllion adjusted gross estate. It is
immaterial that D's $510,000 in value of the Cass A stock is considerably |ess
than 35% of D s adjusted gross estate; what counts is that nore than 20% of the
Class A stock is included in the gross estate, which makes D s ABC stock an
interest in a closely held business.

It should be noted that the "maxi num nunber of sharehol ders" alternative
requi renent nmakes no reference to the class of stock which the sharehol ders
own. |f a decedent's estate owned, e.g., 15%of the voting stock of a
corporation with five unrelated individuals owning the other 85% but there was
a class of preferred stock which was owned by a group of 50 or nore, the
decedent's 15% voting stock interest mght be well in excess of 35%of his
adj usted gross estate, but Section 6166 would unfortunately be beyond his
executor's reach because the decedent's estate would be unable to satisfy
either Section 6166(b)(1)(C alternative.

(d) Farnmhouses and Certain Qther Structures

Section 6166(b)(3), which m ght be named the bunkhouse provision, provides
that where the closely held business is farmng, the interest in that business
is, for purposes of the 35%test, deened to include

an interest in residential buildings and related i nprovenents on the farm
whi ch are occupi ed on a regular basis by the owner or |essee of the farmor by
persons enpl oyed by such owner or |essee for purposes of operating or
mai ntai ning the farm [FN358]

This presumably applies in the situation in which a farmis incorporated,
but the honmestead property where the famly lives is held, for exanple, by the
farmer and his wife. The whol e conplex, including the farmhouse (to the extent
included in the decedent farner's gross estate), would be available to satisfy
the requirenent that the interest in the closely held business exceed 35% of
t he decedent's adjusted gross estate.

Exanple: D, a widow, owned |and on which are located (1) a farnmstand, (2)
a farm (3) a greenhouse, and (4) two residences, one of which was occupi ed by
D and the other by Ds son and his famly. D s son was a partner in the famly-
run business. D was actively engaged in running the farm the greenhouse, and
the farnstand as | ong as she was physically able, after which her son and his
famly continued the business up to and after her death. Al of Ds land --
including the portions used for the famly residences, qualifies for the
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Section 6166(a) election. [FN358.1]

(3) Special Rules

There are a series of special rules which are applied to the
proprietorship, partnership, and sharehol der interest discussed above, in order
to determ ne whether there is an interest in a closely held business. [FN359]
These rules fall under the follow ng headi ngs:

(1) Husband and wife (Section 6166(b)(2)(B));
(11) Indirect ownership (Section 6166(b)(2)(0));
(111) Decedent's family (Section 6166(b)(2)(D));
(1V) Farnhouses, etc. (Section 6166(b)(3));

(V) Partnership interests and stock which is not readily tradable (Section
6166(b) (7));

(M) Certain holding conpany stock (Section 6166(b)(8)); and
(VIl) Interests in two or nore closely held businesses (Section 6166(c)).

(Vi) Qualifying I ending and finance business stock (Section
6166(b) (10)).

(a) Husband and Wfe

For purposes of determ ning whether there is an interest in a closely held
busi ness, stock or partnership interests held in certain nodes by a husband and
wife are treated as being held by one of them [FN360] Note that this rule
applies only to questions arising under Section 6166(b)(1)(C(ii) (nunber of
shar ehol ders).

More precisely, the statute deals with two situations. The first is where
applicable state community property law treats the interest in question as the
spouses' comunity property or the incone therefromas their community incone.
[ FN361] The second is where the couple hold the interest jointly, either as
joint tenants, tenants by the entirety, or tenants in comon. [FN362]

Exanpl e: H and Wown 18% i n value of the voting stock of X Corp. as joint

tenants with right of survivorship. Hs cousin and her husband are al so the
joint owners of X stock, as are Ws nephew and his wife. Eleven unrel ated
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enpl oyees of X Corp. own the rest of its stock. H dies, survived by W Since H
and Wowned only 18% of the X Corp. stock, only one-half of which is included
in Hs gross estate, [FN363] H s estate cannot satisfy the requirenments of
Section 6166(b)(1)(C (i) that 20% or nore in value of the voting stock is
included in the decedent's gross estate. [FN364] H s estate can satisfy the 15-
or -fewer-sharehol ders alternative under Section 6166(b)(1)(C(ii), however,
because under the husband-wife rule, X Corp. is deened to have 14 sharehol ders
(the 11 enpl oyees, plus the three husband-w fe conbinations). Therefore, the X
stock owned by Hs estate is an interest in a closely held business for

pur poses of Section 6166(a)(1l). Note that this exanple uses the limtation on
t he maxi mum nunber of shareholders in effect for estates of decedents dying
before January 1, 2002.

(b) Indirect Omership

Section 6166(b)(2)(C) provides that "property owned, directly or
indirectly, by or for a corporation, partnership, estate, or trust shall be
consi dered as being owned proportionately by or for its sharehol ders, partners,
or beneficiaries.” A person is regarded as a "beneficiary" of a trust only if
the interest owned is a present interest. [FN365]

This attribution is by its ternms very limted and, in contrast to the
broadly worded attribution rules of Section 318, flows in one direction only -
- fromentity to participant -- and not "upstream"”

Exanpl e: Father, F, bequeathed X Corp. voting stock to his son, S. There
are over 50 shareholders of X Corp. S dies before before receiving the bequest
fromF s estate. S, an X Corp. voting stock shareholder in his ow right, also
is the holder of a remainder interest in an irrevocable trust created by his
gr andf at her. For generation-skipping transfer tax purposes, [FN366] S's
grandfather's trust provides that if, as has happened, S dies before attaining
age 40, the trust principal remaining at his death passes to his estate with no
gift over. At S s death, the trust owns sone X Corp. voting stock.

To determ ne whether S's estate satisfies the at-1east-20%requirenment of
Section 6166(b)(1)(O (i), all three holdings of X Corp. stock are aggregated:
F's bequest to S, S's own stock, and the shares held in the trust set up by S's
gr andf at her. [ FN366. 1]

In cases where the Section 6166(b)(2)(C indirect ownership rule fails to
get an estate over the 20% hunp, that sane provision may bl ock the alternative
15 or fewer sharehol ders route to qualification. [FN367]

Exanpl e: The decedent, D, was a 15% partner in a partnership wth 19 ot her
i ndi viduals. The partnership owns 1,000 shares of X Corp., or 50% of the total
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val ue of the X Corp. voting stock. D s estate nay aggregate 5% (1/20th) of the
1,000 shares with D's personal holdings in X Corp. to try to neet the 20%t est
(al t hough only the shares actually included in Ds estate would be taken into
account in applying the 35% of adjusted gross estate test). If the aggregation
does not result in Ds estate becom ng a 20% sharehol der, the alternative route
i s unavail abl e, because X Corp. will be deened to have at |east 20

sharehol ders, i.e., D and his 19 partners. Note that this exanple uses the
[imtation on the maxi mum nunber of shareholders in effect for estates of
decedents dyi ng before January 1, 2002.

(c) Decedent's Famly

Section 6166(b)(2)(D) incorporates the Section 267(c)(4) attribution rule
and provides that anystock or partnership interest held by the decedent or any
menber of his or her "famly" as defined in Section 267(c)(4) is treated as
owned by the decedent. According to the IRS, [FN367.1] the Section 6166(b)(2)
attribution rules apply for purposes of determ ning whether a partnership or
corporation has exceeded t he maxi num nunber of partners/shareholders within the
meani ng of Section 6166(b) (1), but do not apply for purposes of the 35% of
adj usted gross estate test of Section 6166(a)(1l), the 20%test in § §
6166(b)(1)(B)(i) and 6166(b)(1)(C (i), or the fornmula used in determ ning the
maxi mum anount of tax that may be paid in installnments set forth in Section
6166(a) (2).

Section 267(c)(4) states in full:

The famly of an individual shall include only his brothers and sisters
(whet her by the whole or half blood), spouse, ancestors, and |inea
descendants. Regs. Section 1.267(c)-1(a)(4) provides that in the application of
this definition, full effect is to be given to | egal adoptions.

(d) Partnership Interests and Stock Which Is Not Readily Tradabl e

Section 6166(b)(7) provides a separate, nore involved, set of attribution
rul es for determ ning whether a decedent has an interest in a closely held
busi ness that provide |ess favorable deferral benefits. The executor's express
election is required for deferral under Section 6166(b)(7).

The first thing to be noted is that Section 6166(b)(7) applies only to
capital interests in partnerships and non-readily-tradabl e-stock which (after
the application of Section 6166(b)(2)) is treated as owned by the decedent.
"Non-readily tradable stock"” is defined by Section 6166(b)(7)(B) as "stock for
which, at the tinme of the decedent's death, there was no market on a stock
exchange or in an over-the-counter market."
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If this initial definitional requirement is met and the executor so
el ects, then Section 6166(b)(7)(A) provides that the partnership interest or
non-readi |l y-tradabl e stock attributed to the decedent is treated as included in
the value of the decedent's gross estate for purposes of:

(1) whichever of Section 6166(b)(1)(B)(i) or (O(i) is appropriate (the
20% tests for determ ning the existence of an interest in a closely held
busi ness), and

(2) Section 6166(c) (relating to interests in two or nore closely held
busi nesses treated as a single entity).

Two consequences automatically flow fromthe executor's election to have
Section 6166(b)(7) apply. First, the 2% interest rate provision of Section
6601(j) does not apply. [FN368] Second, the first installnment of tax will be
due on the Section 6151(a) date for the paynent of the estate tax and there
will be no five-year deferral avail able. [FN369] The foll ow ng exanpl e
illustrates the operation of Section 6166(b)(7).

Exanpl e: The decedent, D, whose adjusted gross estate equal s $900, 000,
owned a 10% interest in XYZ Partnership that was worth $350,000. D s brother,
B, also owns a 10% interest in XYZ XYZ has 50 other unrelated partners. Ds
executor makes the Section 6166(b)(7) election. For purposes of the "interest
in a closely held business" test of Section 6166(b)(1)(B)(i), Section
6166(b)(2) (D) attributes B s XYZ interest to D, resulting in D having a
qgual i fying 20% interest. However, for purposes of the 35%test of Section
6166(a)(1), D s interest in a closely held business islimted to his own 10%
interest in XYZ Since Ds adjusted gross estate is $900,000, D's estate wil
nmeet the 35% (350, 000/ 900,000 = 38.9% test and be eligible for Section
6166(b) (7) deferral. If Ds estate had exceeded $1 mllion, D s estate would
not qualify for deferral because D s interest in a closely held business would
not have nmet the 35%test. [FN369. 1]

|f D s executor had not nade the el ection under Section 6166(b)(7), D
woul d not qualify as having an interest in a closely held business under
Section 6166(b)(1)(B)(i). Thus, even though D s $350,000 interest in XYZ
exceeds 35% of his $900, 000 adjusted gross estate, D s estate would not be
eligible for deferral

Simlarly, the decedent's executor nmay make the Section 6166(b)(7)
el ection for purposes of Section 6166(c), which would allow the decedent's
| ess-than-20%in one entity to be added to another interest in a closely held
busi ness to neet the 35%test.

Exanple: D's 25% partnership interest in ABC conprised $200,000 of his $1
mllion adjusted gross estate. D also was a 10% partner in EFG a partnership
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with 50 partners. D's brother, B, also was a 10% EFG partner. A 10%interest in
EFG was worth $160,000. D s ABC partnership al one does not neet the 35%¢test
(200, 000/ 1, 000, 000 = 20% for deferral under Section 6166(a). Therefore, D's
execut or makes the Section 6166(b)(7) election with respect to EFG which
results in D neeting the Section 6166(b)(1)B)(i) 20%test and ABC and EFG
being treated as a single closely held business under Section 6166(c). Since

t he conbi ned val ue of ABC and EFG exceeds 35% of D s adjusted gross estate,

([ 200, 000 €= 160, 000]/ 1, 000,000 = 36%, D's estate will qualify for the |ess-
favorabl e benefits of Section 6166(b) (7).

(e) Certain Holding Conpany Stock

Section 6166(b)(8), [FN370] in effect, provides an exception to the
Section 6166(b)(9) no-deferral-for-passive-assets rule which is discussed
at 111, C 2, d, (1), (a), above. As with Section 6166(b)(7), [FN371] the
execut or nmust nmke an el ection to have Section 6166(b)(8) apply. [FN372]
If an election is nade, the sane consequences flow as in the case of the
Section 6166(b)(7) election -- the Section 6601(j) 2% interest rate is
not available and the first installnent of estate tax is due on the
Section 6151(a) date for the paynent of estate tax, rather than up to
five years later. [FN373]

The effect of making the Section 6166(b)(8) election is that for
pur poses of Section 6166, "hol ding conpany stock” is treated as "busi ness
conpany stock"” to the extent that it represents "direct ownership (or
i ndi rect ownership through 1 or nore other hol ding conpanies)” by the
hol di ng conpany in such a business conpany. [FN374] A "hol di ng conpany"” is
any corporation holding stock in another corporation; [FN375] a "business
conmpany" is any corporation carrying on a trade or business. [FN376] In
ot her words, the absence of an active business at the hol di ng conpany
| evel does not prevent the decedent's ownership of hol ding conpany stock
from being considered an "interest in a closely held business.” Note: The
only stock which may be taken into account for purposes of Section
6166(b)(8) is "non-readily tradable stock," i.e., stock for which, at the
decedent's death, there was no market on a stock exchange or in an over-
t he-counter market. [FN377] Effective for estates of decedents dying after
Decenber 31, 2001, Section 572 of the 2001 Tax Relief Act, P.L. 107-16,
anended Section 6166(b)(8)(B) to add a provision in (ii) clarifying that
only the stock of the holding conpanies, not that of the operating
subsi di aries, must be non-readily tradable in order to qualify for the
Section 6166(b)(8) election. However, if Section 6166(b)(8)(B)(ii)
applies (that is, if stock in an operating subsidiary is not non-readily-

tradabl e stock), then the estate nust nmeke all installnent paynents
(including principal and interest) over no nore than five (instead of 10)
years.
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Section 6166(b)(8)(C) further provides that for purposes of Section
6166(b) (1) (C) (i), which inposes the requirenent that 20% or nore in val ue
of the voting stock of the closely held business nust be included in
determ ning the decedent's gross estate if it is to constitute an interest
in a closely held business, the hol ding conpany stock that is deened to be
busi ness conpany stock pursuant to Section 6166(b)(8)(A) is treated as
voting stock "to the extent that voting stock in the holding conpany owns
directly (or through the voting stock of 1 or nore other hol ding
conpani es) voting stock in the business conpany."”

Exanpl e: D, the decedent, owned 60% of the voting and sole class of
the stock of HC. HC owned 100% of the voting stock of A Corp., 60% of the
voti ng common stock of B Corp., and 50% of the voting common stock of C
Corp. A B and C are engaged i n nmanufacturing busi nesses.

|f D s executor so elects, Ds estate will be treated as owning the
foll ow ng percentages of the voting stock of A Corp., B Corp. and C Corp.

A Corp. 60% (60% of 100%
B Corp. 36% (60% of 60%
C Corp. 30% (60% of 50%

Ds estate will therefore be deened to own an interest in a closely held
business with respect to all three of A, B, and C Corporations. See Ill, B, 2,
c, (2), above for a discussion of the Section 303(b)(2)(B) special rule for
aggregation of interests in two or nore closely held businesses, which is
parallel in application to the Section 6166(c) special aggregation rule.

It should be noted that Section 6166(b)(8) may have broader application
than nmerely enabling an estate to neet the Section 6166(b)(1)(C) (i)
requirenent for the interest in a closely held business. That requirenment nmay
be net in sone other way (for instance, through D s direct ownership in the
precedi ng exanple of stock in A Corp., B Corp. and C Corp. or his ownership
through famly or entity attribution). In such cases, Section 6166(b)(8) would
enable D s estate to increase the anount of value attributable to the interest
in a closely held business and correspondingly to increase the anount of tax
whi ch m ght be deferred. This is so because the definition of an interest in a
cl osely hel d busi ness where the business is conducted in corporate formis
stock (i.e., all stock) in a corporation if the decedent's gross estate owns
20% or nore in value of the corporation's voting stock (or if the corporation
does not exceed the Section 6166(b)(1)(CO(ii) limt on the nunber of
shar ehol ders) .

(f) Certain Corporations in Existence on June 22, 1984
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Under a special grandfather rule in Section 1021(d) of the Tax Reform Act
of 1984, if a corporation had 15 or fewer sharehol ders on June 22, 1984 and at
all times before the decedent died, and stock of the corporation is included in
the decedent's gross estate, the executor nay elect to treat the stock of al
whol | y owned subsi di aries of the corporation as one corporation for Section
6166 purposes, provided that "at |east sone of the subsidiaries are carrying on
a trade or business." [FN378]

(g) Qualifying Lending and Fi nance Busi ness Stock

Effective for estates of decedents dying after Decenber 31, 2001, the 2001
Tax Relief Act, P.L. 107-16, Section 572, added Section 6166(b)(10) which
expands the availability of Section 6166 to estates with interests in
qual i fying |l ending and finance busi nesses. Section 6166(b)(10)(A) indicates
that if a decedent's executor nakes an el ecti on under Section 6166(b)(10),
then any asset used in the qualifying |l ending and finance business is treated
as an asset used in carrying on a trade or business. Under Section
6166(b) (10) (A (ii), the first installnment of tax will be due on the Section
6151(a) date for the paynent of the estate tax, so the estate cannot defer
princi pal paynments for five years. Under Section 6166(b)(10)(A)(iii), the
estate nust make all installnment paynments of principal and interest over no
nore than five (instead of 10) years.

A lending and finance business is a qualifying | ending and finance
business if there was substantial |ending and finance business activity
i medi ately before the decedent's death, based on all the facts and
ci rcunstances. A qualifying I ending and finance busi ness al soi ncludes a | endi ng
and finance business that had, during at |least three of the five taxable years
endi ng before the decedent's death, at least: (i) one full-tinme enployee
devoting substantially all of his or her services to the active managenent of
the business; (ii) 10 full-tinme, nonowner enployees devoting substantially al
of their services in a manner directly related to the business; and (iii) $5
mllion in gross receipts fromlending and finance business activities. Section
6166(b) (10)(B)(i). A qualifying |l ending and finance busi ness does not i ncl ude
an interest in an entity if the stock or debt of the entity (or a Section
267(f)(1) controlled group of which the entity is a nenber) is readily tradable
on an established securities market or a secondary market at any time within
three years before the decedent's death. Section 6166(b)(10)(B)(iii).

A lending and finance business refers to a trade or business of: (i)
maki ng | oans; (ii) purchasing or discounting accounts receivable, notes, or
install ment obligations; (iii) renting and |easing real and tangi bl e persona
property (including entering into | eases and purchasi ng, servicing, and
di sposi ng of | eases and | eased assets); (iv) providing services or making

COPR. © 2001 Tax Management, Inc.



Portfolio 809-1st Page 150
809-1st Tax Mgmt. Portfolio (BNA)

facilities available in the ordinary course of a lending or finance business;
and (v) providing services or nmaking facilities available in connection with
the activities described in (i) through (iv). Under (v), the services or
facilities may be provided by another corporation that is a nenber of the sane
affiliated group of corporations as defined in Section 1504 (wthout regard to
Section 1504(b)(3)). Section 6166(b)(10)(B)(ii).

e. Proration of Deficiency to Installnents

Section 6166(e) addresses the situation where the executor nakes an
el ection under Section 6166(a) (other than the protective el ection discussed
below) to pay the estate tax in installnments, and an estate tax deficiency
[ FN379] is subsequently assessed agai nst the estate. Subject to the linmtation
of Section 6166(a)(2), the deficiency [FN380] is prorated against the
installnments so elected. [FN381] As to any installnents already paid, that nuch
of the assessed deficiency is payabl e upon notice and demand by the IRS;
[ FN382] as to installnents which have not already been paid, a proportionate
part of the deficiency is added to, and payable at the sane tine as, each
install ment of the tax.

Where the executor has not nade a Section 6166 election (including a
protective election) and an estate tax deficiency is subsequently assessed, the
situation cones within Section 6166(h) discussed at f, bel ow

The protective election is defined in Regs. Section 20.6166-1(d) as an
el ection to defer payment of so nuch of the tax as remains unpaid when estate
tax values are finally determned (or, as is frequently the case, agreed to on
audit), as well as any deficiencies [FN383] which are attributable to the
cl osely held business interest. Under Regs. Section 20.6166-1(d), a protective
el ection (which is made by a statenent attached to a tinely filed estate tax
return) does not extend the tine for the paynent of any tax and has to be
"perfected” by the filing of a final election in order to obtain such
extension. The final election nust contain the sanme information (specified in
Regs. Section 20.6166-1(b) [FN384]) as is required for a full-blown election
made with the Form 706. The final election nust be acconpani ed by paynent of
any anount of previously unpaid tax and interest.

Regs. Section 20.6166-1(i) gives a nunber of exanples of how the el ection
mechanismis intended to work.

Exanpl e: The decedent's tinely filed Form 706 shows a Section 6166
cl osely hel d business consisting of a farm The decedent's executor (E), nakes
a Section 6166 protective election with the return, and applies for and
receives a one-year Section 6161 extension of time for paynent of $15, 000 of
t he $30, 000 of estate tax shown due on the 706. This extension is renewed at
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the end of the year. On audit, the value of the farmis found to be 67% of the
adj usted gross estate. E consents to an estate tax deficiency of $5,000 and 18
nmonths after the Form 706 was filed, E files a final notice of election

el ecting a five-year deferral followed by 10 annual installnent paynents. The
Section 6161 extension was term nated since the tax as to which the extension
had been obtai ned was now i ncl uded under the Section 6161 election. Sixty-
seven percent of the total tax of $35,000 or $23,450, is the maxi num anmount for
whi ch E coul d have extended paynent, and the Section 6166 election is
considered to be for that anmount. E has already paid $15,000 (with the 706),

| eavi ng $20, 000 of unpaid tax. Accordingly, E is considered to have prepaid

$3, 450, of which $2,345 is attributed to the first installnment ($23,450 divided
by 10), and the other $1,105 is applied against the second installnent.

E's notice of final election nust be acconpani ed by the paynent of al
unpai d accrued interest. Interest on the $5,000 is conputed at 4% for the
entire 18 nonths; interest for 12 nonths of that period is to be paid with the
final election. Interest for the remaining six nonths is due at the next
succeedi ng date for paynent of interest. Interest on the $15,000 of tax
extended under Section 6161 is conputed at the regular Section 6621 rate
until the date of the final election and is payable when the Section 6161
extension term nates. After such termi nation, the interest on the $15,000 will
al so accrue at the 4%rate.

If E's Section 6161 extension had been for $20,000 rather than $15, 000,
the unpaid estate tax (including the deficiency) at the tinme when the Section
6166 el ecti on was nmade, woul d have been $25, 000. $23,450 of this would have
been covered by the Section 6166 election, |eaving $1,550 to be paid upon
expiration of the Section 6161 extension of tine. [FN385]

f. Election in Case of Certain Deficiencies

Section 6166(h) gives the executor the right to elect to pay certain
estate tax deficiencies in installnents. [FN386] It applies in situations where
the estate qualifies under Section 6166(a)(1), [FN387] but no el ection has
been nmade under Section 6166(a). The executor has 60 days fromthe issuance of
the notice and demand for paynent of the deficiency in which to nmake the
el ection. [ FN388]

Subject to the limtation of Section 6166(a)(2), the deficiency is to be
prorated to the installnents which woul d have been due if there had been a
timely Section 6166(a)(1l) election. That part of the deficiency which is
prorated to an installnment or installnments which woul d al ready have been paid
is required to be paid when the election is nade (see exanple at e, above).

g. Accel eration of Paynent
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The Code gives and the Code takes away. Section 6166's "taking away"
provision is subsection (g), which prescribes in no uncertain terns what
happens if various types of disposition are made by the hol der of an interest
in a closely held business before all of the benefits of Section 6166 have
been reaped; the significance of accunul ations of incone by an estate; and the
consequences of a failure to make an interest or principal paynent when due.
Note : The Conference Agreenent acconpanying the 2001 Tax Relief Act, P.L. 107-
16, indicates that the rules accelerating the unpaid Section 6166 installnents
if nore than 50% of the closely held business is disposed of wll continue to
apply after 2009 to estates of decedents dying before January 1, 2010, because
the repeal of the estate tax is effective only for decedents dying after
Decenber 31, 2009.

(1) Disposition of Interest; Wthdrawal of Funds from Busi ness
(a) CGeneral Rule

Section 6166(g) (1) provides that if any of theevents enunerated in Section
6166(9) (1) (A (i)(l) or (Il), and listed bel ow takes place and the aggregate of
the distributions, sales, exchanges, or other dispositions and withdrawals from
an interest in a qualifying closely held busi ness exceeds 50% of the val ue of
that interest, [FN389] the Section 6166(a) extension of tinme for the paynent
of tax ceases to apply, and the bal ance of the tax which was payable in
i nstal |l mrents becones payabl e upon notice and denand fromthe |IRS.

The prohibited events are:

1. The distribution, sale, exchange or other disposition of any portion of
the qualifying interest; and

2. The withdrawal fromthe underlying trade or business of "nobney and
ot her property attributable to" the interest. [FN390]

Exanpl e: The decedent (D) owns 100% of voting and sal e class of stock of X
Corp. which qualifies as an interest in a closely held business. D s executor
makes a Section 6166(a) election and then receives an offer froman interested
third party for the purchase of the stock. If the executor accepts the offer
and nmakes the sale, the extension is termnated and the estate tax attributable
to the stock becones payabl e upon notice and demand, together with all accrued
i nterest.

The Section 6166(g)(1)(A)(i)(Il) prohibition is against wthdrawal s of
nmoney or other property "attributable" to the closely held business interest.
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Query whether this would proscribe a loan by a corporation to the estate of a
decedent availing itself of Section 6166. It could be argued not to include
such a loan on two counts: (1) because a true |oan with an enforceabl e

obligation to repay does not anpbunt to a "withdrawal"; and (2) if aloan is a
wthdrawal, it is not "attributable" to the estate's closely held business
i nterest.

(1) Provisions in the Code

Section 6166(g)(1)(E) clarifies that the general rule of Section
6166(g) (1) (A applies to the stock of a hol ding conmpany which, by the
application of Section 6166(b)(8)(A), is treated as a business conpany to the
same extent as it does to a "regular" business corporation. The disposition of
any qualifying interest in the stock of such a hol ding conpany whi ch was
included in the decedent's gross estate or the w thdrawal of noney or other
property which was attributable to any such interest is treated as a Section
6166(g) (1) (A disposition or w thdrawal.

Section 6166(g)(1)(F) provides that if Section 6166(b)(8)(A) treats any
stock in a holding conpany as stock in a business conmpany and the hol di ng
conpany di sposes of any interest in the business conpany stock or w thdraws any
noney or other property fromthe business conpany, the disposition or
withdrawal is to be treated as a disposition or withdrawal with respect to,
stock qualifying under Section 6166(a)(1).

(i1) Private Letter Rulings

A nunber of private letter rulings have addressed the question whether a
Section 6166(g) acceleration has been triggered. In PLR 7825029, the IRS rul ed
that where an estate proposes to transfer stock to trusts for the decedent's
children followed by the trusts' transfer of the stock to a limted
partnership, the partnership's liquidation of the corporation and distribution
of the corporation's assets to itself is a "nere step in the process of
changing froma corporate to an unincorporated form" The IRS ruled in PLR
8441029 that an estate's sal e of business assets to pay unpai d bal ances on
nor t gages whi ch encunbered a closely held business (including accrued interest)
is not a disposition of an interest or a withdrawal of funds to the extent that
the funds are used to pay down the nortgages that existed at the date of death
(including accrued interest). See also PLRs 8103066 and 8213075.

I n PLR 8220119, the IRS ruled that a nere change in formoccurs when a
testanentary trust transfers stock and a sole proprietorship interest to a
newly forned corporation in exchange for common stock, but the exchange of
stock for debentures (which approximate the size and tines of the [ater Section
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6166 installnents) is a Section 6166(g) "disposition"” and not a nere change in
form It stated, however, that if | ess than one-third (now 50% of the
decedent's closely held stock is involved, no accel eration occurs. See al so
PLRs 8841006 (estate's transfer of stock to partnership which |Iiquidated
corporation and sold sone of fornmer corporation's assets to di scharge
partnership debts is disposition, citing Rev. Rul. 66-62, 1966-1 C B. 272);
8334022 (estate's distribution of closely held stock to marital trust which
subsequent |y distributed stock to surviving spouse is disposition); and
9202017.

(b) Section 303 Redenption Exception

(i) I'n General

Section 6166(g)(1)(B)(i) provides that subject to satisfaction of a
prescri bed condition in Section 6166(g)(1)(B) which is discussed i mediately
bel ow, a redenption of stock to which Section 303 (or so nmuch of Section 304
as relates to Section 303) applies, and the withdrawal fromthe corporation
conprising the closely held business interest of the noney or other property
distributed in the redenption, is not treated as a Section 6166(g)(1)(A)
distribution or withdrawal. In addition, for purposes of the subsequent
application of Section 6166(g)(1)(A), the value of the closely held business
interest is reduced by the value of the stock so redeened. [FN391]

The condition upon which Section 6166(g)(1)(B)(i) and (ii) is based is
that on or before the date fixed by Section 6166(a)(3) [FN392] for the paynent
of the first installnment of the deferred estate tax which becones due after the
date of the distribution (of, if earlier, on or before the day which is one
year after the date of the distribution), an anobunt of tax is paid which is at
| east equal to the amount of noney and ot her property which was distributed.

[ FN393]

(ii) Interrelationship of Sections 6166 and 303

Sections 6166 and 303 should "operate in harnony.” As the 1976 House
Report on Section 303 put it:

The extended period for redenption is intended to nore closely correlate
[the two sections], particularly in that it would allow the corporation to
build up liquid assets and redeem stock so that the paynent of the estate taxes
m ght be nade at any tine throughout the period for making the install nment
paynents of tax. [FN394]
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(ii1) Certain "Reorganizati on" Exchanges Excepted

Under Section 6166(g)(1)(C), Section 6166(g)(1)(A) (i) does not apply to
an "exchange of stock pursuant to a plan of reorgani zati on described in
subpar agraph (D), (E), or (F) of section 368(a)(1l) [or] to an exchange to which
section 355 (or so nmuch of section 356 as relates to section 355) applies.”
[ FN395] The stock received in such an exchange is treated for Section
6166(g) (1) (A) (i) purposes as a closely held business interest. [FN396] A "(D)"
reorgani zation is an asset for stock reorganization; an "(E)" reorgani zation is
a recapitalization; and an "(F)" reorgani zation involves "a nmere change in
identity, form or place of organization of one corporation, however effected.”

(iv) Certain Transfers to Beneficiaries Excepted

Section 6166(g)(1)(D) provides that Section 6166(g)(1)(A) (i) does not
apply to

a transfer of property of the decedent to a person entitled by reason of
the decedent's death to receive such property [1] under the decedent's wll,
[2] the applicable | aw of descent and distribution, or [3] a trust created by
the decedent. A similar rule shall apply in the case of a series of subsequent
transfers of the property by reason of death so |long as each transfer is to a
menber of the famly (wthin the neaning of section 267(c)(4)) of the
transferor in such transfer. [FN397]

(2) Undistributed I ncone of an Estate

Section 6166(g)(2) requires the electing estate of a decedent to use its
"undi stributed net incone"” to pay down the unpaid portion of the estate tax
which is payable in installnments. More specifically, Section 6166(9g)(2)(A)
states that the undistributed net incone "for any taxable year ending on or
after the due date for the first installnment” nust be so applied "on or before
the date prescribed by law for filing the inconme tax return for each taxable
year (including extensions thereof)."

Section 6166(g)(2)(B) provides that "undistributed net incone" is the
anount by which the estate's distributable net income for the taxable year
exceeds the sum of

(1) the estate's Section 6166(a)(1l) and (a)(2) distribution deductions
for such year;
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(2) the incone tax "inposed” on the estate for such year; and

(3) the anpbunt of estate tax inposed by Section 2001 (including interest)
and paid by the estate during the year (otherwi se than as a result of Section
6166(g)(2)).

Section 6166(Qg)(2)(C) has a special sub-rule for stock of a hol ding
conpany which is treated by Section 6166(b)(8)(A) as being stock of the
busi ness conpany which it owns, requiring that any dividends paid to the
hol di ng conpany by the business conpany are to be treated as having been paid
to the estate to the extent that those dividends are attributable to so nmuch of
t he busi ness conpany's stock as constitutes the interest in a closely held
busi ness interest.

(3) Failure to Pay Principal or Interest

The general rule (Section 6166(g)(3)(A)) is that if there is a failure to
pay principal or interest under Section 6166 on or before the date fixed for
its paynment (including any extension of tine), the balance of the estate tax
payable in installnents is required to be paid upon notice and demand fromthe
| RS.

However, Section 6166(g)(3)(B) gives a reprieve if the unpaid principal
or interest is paid within six nonths of the date fixed for its paynent. In
that case, Section 6166(g)(3)(A) does not apply; the Section 6601(j)
provi sion for determ nation of interest on the paynent does not apply; and
there is inposed a penalty (treated as a penalty inposed under chapter 68B (§ §
6671-6724) in an anount equal to the product of (a) 5% of the unpaid paynment
and (b) the nunber of nonths or fractions of nonths after the paynent date and
bef ore paynent is actually nade.

h. Special Rule for Certain "Direct Skips"

A Section 2612(c) "direct skip" is a generation-skipping transfer of an
interest in property to a Section 2613 "skip person” that is subject to estate
or gift tax. A skip person is defined in Section 2613(a) as either (a) a
natural person assigned to two or nore generations bel ow the generation of the
transferor, or (b) a trust in which all interests are held by skip persons or
in which no person holds an interest and no tine may a trust distribution be
made to anyone who is not a skip person.

Section 6166(i) provides that if an interest in a closely held business is

t he subject of a direct skip which occurs at the sanme tine as, and as a result
of , the decedent's death, any generation-skipping transfer tax inposed by
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Section 2601 on the transfer of the interest is treated for purposes of
Section 6166 as if it were additional estate tax, and is therefore eligible
for install nent paynent treatnent.

For a detailed discussion of the generation-skipping transfer tax, see 850
T.M, Generation-Skipping Tax.
i. Cross References

(1) Authority to Require Security

Section 6165 authorizes the Conmmi ssioner to require the taxpayer to post a
bond in order to secure the paynent of estate tax for which a Section 6166
ext ensi on has been obtai ned. The bond may not be in an anount which is nore
than tw ce the extension anmount.

(2) Special Lien

Under Section 6324A, if the executor makes a Section 6324A(a) election
and files an agreenment under Section 6324A(c), the deferred anobunt of estate
tax [FN398] is a lien in favor of the U S. on the "section 6166 |lien property.™
[ FN399]

(3) Statute of Limtations Extended

Section 6503(d) extends the period of limtation "for the period of any
extension of time for paynent granted under the provisions of section... 6166."

(4) Stock Transferred within Three Years of Death

Section 2035(c)(2) [FN399.1] coordinates Section 2035 with Section 6166,
provi di ng

An estate shall be treated as neeting the 35 percent of adjusted
gross estate requirenment of section 6166(a)(1l) only if the estate neets
such requirenent both with and without the application of subsection (a)
[requiring the inclusion of property transferred within three years of

deat h] .
In other words, because testing for the 35%requirenent of Section
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6166 is done both with and w thout including property transferred within
three years of death, Section 2035 inclusion cannot be used to enable an
estate to neet the 35%test if it would not otherwi se do so. Section 2035
is discussed in detail in 818 T.M, Section 2035 Transfers.

D. Section 2057

1. Purpose and Ceneral Rule Summari zed

Section 2057 is designed to reduce the estate tax burden on owners of
cl osely hel d businesses and permt the continued operation of such businesses
as famly enterprises. Section 2057, enacted by the Internal Revenue Service
Restructuring and Reform Act of 1998, [FN399.2] approaches this goal through an
estate tax deduction for "qualified fam|ly-owned business interests" (QFOBIS).

Section 2057 was Congress's second attenpt in as many years to provide
estate tax relief to closely held businesses. Congress initially enacted
Section 2033A, which allowed the decedent's executor to elect to exclude the
val ue of qualified fam |y-owned business interests fromthe decedent's gross
estate. [FN399.3] In general, Section 2033A was to operate with the exenption
fromestate tax provided by the unified credit to allow the exclusion of $1.3
mllion fromthe decedent's gross estate. In response to concerns raised about
the interaction of the qualified fam|y-owned business exclusion, the unified
credit, and other Code sections, however, in 1998 Congress converted the
exclusion into a deduction, and redesignated Section 2033A as Section 2057.

I n general, Section 2057 operates to allow the executor of the estate of a
U.S. citizen or resident to elect to deduct the adjusted value of the Q-OBIs
(up to $675,000) fromthe value of the decedent's gross estate. [FN399.4] The
benefit of the deduction is subject to recapture if the business is disposed of
or famly nenbers later fail to materially participate in its operation.
[ FN399.5] The qualified fam|y-owned busi ness deduction is not available for
gener ati on-ski pping transfer tax purposes. The Section 2057 deduction, |ike the
provision it replaced, is effective for estates of decedents dying after
Decenber 31, 1997. Effective for estates of decedents dying after Decenber 31,
2003, the 2001 Tax Relief Act, P.L. 107-16, Section 521, repeal ed Section 2057.
Begi nning for estates of decedents dying after that date, the unified credit
exenption amount will exceed the conmbined $1.3 million offset allowed by the
unified credit exenption anount and the Section 2057 deducti on.

For a detailed discussion, 829 T.M, The Fam |y-Omed Busi ness Exclusion -
- Section 2033A

Comrent: The rules for applying Section 2057 are conplex, requiring
attention to qualification issues both before the decedent's death and during
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