	
Memorandum

To:	William P. Streng

From:	Taylor Klett

Re:	Net Gift Arrangements— Substantive and Procedural

Questions Presented

1.	Whether a donee/transferee of a net gift may successfully control the gift tax payment procedures relating to the net gift transfer, particularly in relation to 26 U.S.C. 2502(c) (1986), which establishes donor liability for gift taxes.
2.	Whether a trust vehicle will cause additional problems in structuring a net gift transaction.
3.	What are the procedural requirements for filing the gift tax transaction?

Background

Broadly, a “net gift” is an estate planning device where a donor transfers an asset to another party, generally but not always a family member or trust, and the transferee agrees to pay the donor’s associated gift tax liability.1 The usual purpose of the net gift is the donor does not wish to use his own funds to pay the gift taxes, while still wishing to transfer the asset from his estate.
While the transferee is required to assume the tax liability
1.	The property transferred is valued net of tax for gift tax purposes, and as a result a lesser gift tax is imposed.
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of the net gift, 26 U.S.C. 2502(c) (1986) (hereinafter “IRC”) establishes the gift tax liability is the responsibility of the donor.2 Thus the resulting complications. As a result of payment of the gift tax by the donee, the gift value cannot (generally) equate to the fair market value of the asset at gift. Rev. Rul. 75—72, 1975—1 C.B. 310 provides that for gift tax valuation purposes, the gift value is equal to the fair market value minus the gift tax paid. As a result of the transfer, the donor receives income.3 This income is recognized where the gift taxes payable exceed the donor’s basis in the gifted property.4 Diedrich v. Commissioner, 457 U.S. 191 (1972). The donee’s resulting basis is determined by the type of transaction. Assuming there was no Diedrich type of gain to the donor, the donee’s basis is the sum of the donor’s basis plus any gift tax paid at time of gift related to appreciation of the asset5, not to exceed the fair market value at the time of gift. Treas. Reg. § 1.1015—5(a). If a Diedrich part sale, part gift transaction controls, Treas. Reg. S 1.1015—4 provides the transferee’s basis is the sum of the greater of the transferee’s payment or the


2.	The donor may be deemed to have paid the tax by ordering the donee to pay it to the IRS. Estate of Sachs v. Comm’r, 88 T.C. 769, 778 (1987), aff’d, F.2d (1988 WL 94421] (1988).
3.	IRC § 61(a)(12), income from the discharge of indebtedness. But, the donee’s promise has no ascertainable value, since the promise to pay another’s tax liability (in a private nonpublic arrangement) has no benefit to anyone else. Thus, the discharge of the liability is the point of recognition. A cash basis taxpayer recognizes no income until the payment is made. Estate of Weeden v. Comm’r, 685 F.2d 1160, 1162 (9th Cir. 1982).
4.	Diedrich’s result is derived from a part sale, part gift analysis, although that analysis was not briefed to the Court by the Service. Duhl & Kwall, An Analysis of Diedrich, 3. Tax’n, Sept. 1982 at 130.
5.	IRC § 1015(d)(l)(A), § 1015(d)(6).
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transferor’s basis, plus the IRC § 1015(d) gift tax payment relating to the property’s appreciation. Thus, the ideal transferred gift basis for the donor would be equal to or greater than the anticipated gift tax.

However, the Economic Recovery Tax Act of 1981 (“ERTA”) changed the complexion of the net gift. Previously the gift tax exclusion limits were only $3000 per year with an additional $30,000 lifetime exclusion, resulting in gift taxes on relatively (in today’s terms) small gifts. With today’s unified table6, $600,000 of cumulative gifts must have been gifted before the gift tax is imposed, thereby restricting the use of the gift tax to wealthier clients intending substantial inter vivos gifts. Rev. Rul. 79—398, 1979—2 C.B. 388 requires the IRC § 2505 credit to be absorbed on a consistent basis (i.e., no election by the taxpayer to choose gifts in absorbing the credit). See PLR 8743001 (while dealing with a 1978 transaction, notes “the unified credit is to be applied against transfers in the order of time in which they are made.”) Therefore, since the gift tax is progressive, if the net gift has been transferred after other substantial gifts, the value of the gift is further reduced by the higher tax associated (and chargeable to the donee) with the gift.

While the Service will not be bound by intra-party contractual terms to the contrary, those contractual terms should be enforceable against the donor/transferor, assuming the contract is supported by the usual indications of a proper


6.	IRC § 2505.

contract.7 While to enforce these agreements it may be necessary to bring suit against a family member or estate/trust8, the valuation of the gift is directly related to this tax obligation.

If the donee is only contingently liable for the gift tax, the tax consequences are quite different than if the donee is expressly obligated. Rev. Rul. 81—223, 1981—2 C.B. 189 notes the “value of the gift from A is reduced only by the amount of tax liability actually assumed by B...” If the property is subject to a lien for gift taxes and if the donee is not obligated to pay the tax, there will be no reduction in the gift value, even if the transferee eventually pays the tax. Affelder v. Commissioner, 7 T.C. 1190 (1946). Thus, the objectives of gift valuation and the resulting gift tax computation could be adversely affected by the lack of a proper written legal obligation.

Discussion

1.	Whether a donee or transferee of a net gift may successfully control the gift tax payment procedures relating to the net gift transfer, particularly in relation to 26 U.S.C. § 2502(c), which establishes donor liability for gift taxes.


Generally whether a transferee is liable for the transferor’s obligation depends on state law. Commissioner v. Stern, 357 U.S. 39 (1958). However, the substantive liability of the donee as transferee for unpaid gift taxes is controlled by

7.	Conversely, the usual contract defenses will also be available
to the parties, including undue influence, lack of consideration,
and similar defenses.
8.	For example, family relationships may have deteriorated.
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the IRC. Two primary sections in the IRC deal with the donee as transferee liability: § 6901(h) and § 6324(b). Estate of Mandels
v.	Commissioner, 64 T.C. 61, 76 (1975), Tilton v. Commissioner, 88 T.C. 590, 595 (1987). IRC § 6901 relates to transferee liability for unpaid taxes of transferred assets and IRC §6901(h) provides that the term “transferee” includes a “donee”. 88 T.C. at 595. IRC § 6324(b) relates to gift tax liens against the gifted assets that the donee received.

IRC S 6901 actions include liability at “law or in equity” for transferees of income, estate, and gift taxes. A liability at law is created via contract between parties or via statute, while a liability in equity is derived from judicial doctrine. IRC S 6901 allows the Service the same right of action against a transferee that it has against the transferor.9 Since IRC S 6901(h) includes a “donee” as a transferee, IRC § 6901 applies to donee’s gift tax liability issues. Action under § 6901 usually is in equity (generally associated with attempted fraud— such as transferring of assets from the transferor to avoid some creditor’s action.) Generally an action in equity requires the transferor to be insolvent or where the Service has exhausted its legal remedies against the transferor. Since transferee treatment is to approximate transferor treatment, the statute of limitations are keyed to the transferor’s original transfer plus one year)° See Mancuso, When and to What Extent Can a Donee be Liable for the Gift Taxes of a Donor?, 9 Est. Plan. 152, 153


9.	IRC § 6901(a).
10.	IRC § 6901(c).

	
(1982).
IRC § 6901 also allows an action at law, and is precisely on point in a net gift context. The transferee liability at law would result from the transferee’s express agreement to assume the federal tax liability of the transferor, assuming state law recognizes a third party beneficiary theory of recovery.
Conversely, IRC § 6324(b) is a lien on the gifts, which makes the donee liable for the gift tax up to the fair market value of the property received from the donor, if the tax is not paid when due. A § 6324(b) enforcement is an action at law, and the Service need not be concerned with the donor’s solvency or exhaustion of legal remedies against the donor. Thus the Service may proceed directly against the donee. The lien is imposed on the gifts made during the period for which the return was filed for a period of ten years from the date of gift.11 See Comment— Section 6901 Transferee Liability, 30 Tax Law. 433 (1977).

“If the tax is not paid when due, the donee of any gift shall be personally liable for such tax to the extent of the value of such gift.” IRC § 6324(b). Using that language, taxpayers have attempted to argue that on failure of the donor to pay the gift tax (usually as a result of the taxpayers death), the liability should shift to the donee as transferee. See Murray v. United States, 687 F.2d 386, 393 (Ct. Cl. 1982). Unfortunately, the Service may still pursue the donor despite the transferee being an available source for payment. Despite a


11.	IRC § 6324(b).
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transferee provision causing a donee to be immediately and directly liable for the gift tax should the donor not pay when due, the IRS was still able to seek payment directly from the donor. 687 F.2d at 393. The Murray court noted § 2502(c) required the gift tax to be paid by the donor, thereby fixing liability with the donor or his estate. Further, there is no requirement that the Service use the procedure of IRC § 6901. Thus, liability of the donee is secondary, and despite written agreements between the parties to the contrary, the Murray court further noted “there is nothing in the code requiring the IRS to obtain recovery from the donee in lieu of attempting to secure payment directly...” 687 F.2d at 393.

Therefore, while the action at law or equity and the lien on the property is available to the Service, the Service may simply rely on IRC § 2502(c), which makes it clear the gift tax liability is the donor’s, despite any written agreement or understanding to the contrary. As the Supreme Court noted:

When a donor makes a gift to the donee, a “debt” to the United States for the amount of the gift tax is incurred by the donor. These taxes are as much the legal obligation of the donor as the donor’s income taxes... Diedrich, 457 U.S. at 197.


The Court noted in footnote 6 that under IRC 5 6321 a lien is imposed on the personal property of the donor when the tax is not paid, and under IRC § 6324 the donee is only secondarily liable. 457 U.S. at 197.

Agreements between the taxpayer and donee, standing alone, will therefore not control in disputes with the IRS, unless there

	
are no donor assets to be attached by the IRS)2 However, such agreements certainly cannot hurt the situation and will control between the parties. The IRS simply does not have to look to the the transferee since the liability ultimately rests, in its eyes, with the donor.13
However, it can be effectively argued that where the donee (the transferee under 5 6901) executes Form 2045 — Transfer Agreement— and files this document with the gift tax return and associated payment, the Service will look to the donee. This is due to the fact a prima facie case14 of transferee liability at law would be established, since a) the transferor transferred the asset to the transferee15, b) the donee expressly assumed the liability of the transferor (via both a written agreement and Form 2045)16 and c) the tax will not have been paid by the transferor at due date of the return.17 The only problem with using Form 2045 is it temporarily requires the donee not to sell, transfer, or assign the asset without adequate consideration, possibly eliminating another gift transfer.

12.	If the donor has few remaining assets, the IRS would have little
choice than to go after the gifted assets.
13.	IRC § 2502(c).
14.	The prima fade case is necessary since IRC § 6902(a) requires the
Service to “show that a petitioner is liable as transferee of
property. . .“
15.	IRC § 690l(a)(1) fundamentally establishes that there be a
“transferee” of property.
16.	The transferee would therefore be estopped from claiming there
was no liability by filing Form 2045. Turnball, Inc. v. Comm’r,
373 F.2d 91 (5th Cir. 1967), cert. denied, 389 U.S. 842 (1967).
17.	Since the donee has paid the tax and assumed the liability via
written obligation, there is no deficiency of the donor. If there
is later a deficiency, the third element would be provided to the
Service by proving the deficiency is unpaid by the transferor
at the time of asserting the deficiency, thereby establishing
transferee liability.

	
2.	Whether a trust vehicle will cause additional problems in structuring the net gift transaction.


While a written obligation can achieve at least some of the purposes of the net gift, another method to shift some liability of the gift taxes can be achieved via the use of a trust. The trust would receive the gift and be obligated to pay the associated gift tax. While generally subject to the same objections noted previously, the trust is generally perceived as being a distinct entity apart from the donor and beneficiary, particularly if the trustees are independent of the grantor and have true independent decision ability.

But the use of the trust causes some technical problems as to transferee liability. As noted above, via IRC §S 6901 and 6324(b), the donee is “liable” for the gift taxes. The beneficiary of a trust is the donee.18 But, the trustee and not the donee holds legal title to the trust assets. Thus, the Service must collect from the transferee (for the taxes on the gift in trust), and therefore assert the claim against the trustee. Via IRC § 6903, the Service can assert the liability against the trustee, up to the value of the assets in trust at the time the claim is asserted, and the trustee is not personally liable. See Kniskern, Liability of Transferees and Fiduciaries, 14 Est. Plan. 106, 109 (1987). Note that since the donee is considered to be a beneficiary, multiple exclusions may be available where the trust has more than one beneficiary. Treas.


18.	Treas. Reg. § 25.2503—2.

Reg. § 25.2503—2.

Initially where a trust had been used to pay the gift tax liability, the Service has successfully argued that the trust was a § 677 grantor trust, and therefore the income was taxable to the grantor (donor). This defect generally occurred due to the income of the trust being reserved for the grantor’s benefit— usually as the result of using trust income or assets to extinguish the gift tax liability. Treas. Reg. § 1.677(a)— 1(d). In Shaeffer v. Commissioner, 37 T.C. 99, aff’d, 313 F.2d 738 (8th Cir. 1963), cert. denied, 375 U.S. 818, the trust income was reserved and used to partially pay the gift tax liability of the donor and therefore the trust’s income was taxable to the donor. In Krause v. Commissioner, 56 T.C. 1242 (1971), the court agreed the donor was liable on any trust income the trustee could use to extinguish the gift tax liability. While the trust had the obligation to pay the gift taxes, the trustee had the discretion (not a mandatory obligation) to pledge some of its trust’s assets to obtain a loan to pay the gift tax liability. Thus, income received prior to the payment of the tax was income to the grantor, but upon the obtaining the loan and paying the taxes, the court held the payment “denuded” the taxpayer of any interest in the trust19, despite the fact that the trust’s income was used to repay the loan that paid the debt.
The courts have viewed the time of borrowing the funds as resulting in different results. A pre—transfer borrowing was considered to effectively represent a conversion of the asset’s

19.	Which at that point ended all trust relationships with the Grantor
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appreciation into cash to be under the domination of the donor, although the proceeds were used to fund the gift tax liability. Johnson v. Commissioner, 495 F.2d 1079 (6th Cir.) cert. denied, 419 U.S. 1040 (1974). Hirst v. Commissioner, 572 F.2d 427 (4th Cir., 1978) conversely held there was a different result where there was relief from a liability created by a transfer after being placed in trust. Diedrich holds that the transfer causes taxable results as long as the basis is less than the gift tax liability assumed and paid.
Thus, the preferred method to assure proper trust income and gift tax results would be for the asset to be transferred into the trust via an agreement that provided clear and binding contractual clauses whereby the trust is required to pay the gift taxes associated with the transfer, and that payment, if possible, is to be made before the trust corpus generates any appreciable amount of income. The trustee should be given discretionary power to pledge those assets or income stream for the purpose of liquidating the tax liability. Future income or perhaps even corpus would therefore repay the loan. Since the gift tax is reported annually 20 and not payable until the gift tax is due (except for extensions where a tentative payment is due), the trust may receive substantial income which could be attributable to the donor. Thus, it may be preferable to fund or gift the property at year end, so minimal income would be attributable to the donor.



20.	Previously, gift tax returns and payments were filed quarterly.
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3.	What are the procedural requirements of filing the gift tax
return?	

Generally a gift tax return must be filed when the gift exceeds the $10,000 annual exclusion per donee (IRC § 2503(b)) (and is not an educational or medical expense21), and is to be filed by April 15 following the calendar year in which the gift was made.22 Appropriate extensions are available23 and generally apply to both income and gift tax extensions.24 The responsibility for filing of the return is on the individual (unless deceased) who made the transfer by gift (IRC § 6019(a)). As noted, the donor is primarily liable for the payment of the tax via IRC S 2502(c). Finally, payment is required at the time of filing25, although estimated payments would be required to be made at time of filing the extension.26

Thus, the donor must file the return and payment must be submitted with the return. There is nothing to prevent the donee’s authorized agent (with approval of the donor) to prepare the return and the donee to fund the tax liability. Particularly if incorporated into a written agreement, and submission with Form 2045, this process would require donee participation in the return preparation and any subsequent audit. However, the interests of the parties may be adverse at the time of the audit. But, during an audit, IRC § 6902(b) allows the transferee

	21.	IRC §S 6019, 2503(e).
	22.	IRC §§ 6075(b), 2502(a).
	23.	IRC §	6081.
	24.	IRC §	6075(b)(2).
	25.	IRC §	6151(a).
	26.	IRC §	6081.
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access to the books and records of the transferor, should the relationship sour and additional information become necessary.

Conclusion

While the unified credit has limited the use of the net gift to larger estates, the net gift still remains a viable estate planning tool. By the proper documentation of the rights and obligations of the parties to the net gift, by the filing of Form 2045 with the return, by the initial payment of the gift tax by the donee, and by the joint preparation of the gift tax return, the transferee/donee should adequately be able to control the results of the initial and subsequent relationships with the Service.

Assets that would appear to be appropriate for transfer would include growth potential assets, where the donor still has substantial basis in the gifted asset. The technique may be useful where the donor is “asset rich” (such as real estate) but may have liquidity problems, and the donee could assume the liabilities more easily, thereby depleting the donor’s estate at no cash cost to the donor.

Trusts, while perhaps technically cumbersome, may provide more isolation of the transaction for the donor, as long as the trust rapidly pays the gift tax. The transaction should be properly structured to avoid grantor trust exposure. The clear advantage to the trust is the external trustee management of the asset(s), which may be useful in certain family situations.

