MODIFY RULES ON VALUATION DISCOUNTS

Current Law

The fair market value of property transferred, whether on the death or during the life of the
transferor, generally is subject to estate or gift tax at the time of the transfer. Sections 2701
through 2704 of the Internal Revenue Code were enacted to prevent the reduction of taxes through
the use of “estate freezes” and other techniques designed to reduce the value of the transferor’s
taxable estate and discount the value of the taxable transfer to the beneficiaries of the transferor
without reducing the economic benefit to the beneficiaries. Generally, section 2704(b) provides
that certain “applicable restrictions” (that would normally justify discounts in the value of the
interests transferred) are to be ignored in valuing interests in family-controlled entities if those
interests are transferred (either by gift or on death) to or for the benefit of other family members.
The application of these special rules results in an increase in the transfer tax value of those
interests above the price that a hypothetical willing buyer would pay a willing seller, because
section 2704(b) generally directs an appraiser to ignore the rights and restrictions that otherwise
would support significant discounts for lack of marketability and control.

Reasons for Change

Judicial decisions and the enactment of new statutes in most states, in effect, have made section
2704(b) inapplicable in many situations by recharacterizing restrictions such that they no longer
fall within the definition of an “applicable restriction.” In addition, the Internal Revenue Service
has identified other arrangements designed to circumvent the application of section 2704.

Proposal

This proposal would create an additional category of restrictions (“disregarded restrictions”) that
would be ignored in valuing an interest in a family-controlled entity transferred to a member of the
family if, after the transfer, the restriction will lapse or may be removed by the transferor and/or the
transferor’s family. Specifically, the transferred interest would be valued by substituting for the
disregarded restrictions certain assumptions to be specified in regulations. Disregarded restrictions
would include limitations on a holder’s right to liquidate that holder’s interest that are more
restrictive than a standard to be identified in regulations. A disregarded restriction also would
include any limitation on a transferee’s ability to be admitted as a full partner or to hold an equity
interest in the entity. For purposes of determining whether a restriction may be removed by
member(s) of the family after the transfer, certain interests (to be identified in regulations) held by
charities or others who are not family members of the transferor would be deemed to be held by the
family. Regulatory authority would be granted, including the ability to create safe harbors to
permit taxpayers to draft the governing documents of a family-controlled entity so as to avoid the
application of section 2704 if certain standards are met. This proposal would make conforming
clarifications with regard to the interaction of this proposal with the transfer tax marital and
charitable deductions.

This proposal would apply to transfers after the date of enactment of property subject to restrictions
created after October 8, 1990 (the effective date of section 2704).
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