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If you have any questions with regard to this presentation, please send 

an email to:   Ms. Heather Hartel, hhartel@mfzlaw.com with the subject 

line “Question About GSCPA – Year In Review Presentation”, outline 

briefly your question, and don’t forget to include your contact 

information.  We will be happy to try and help you. 
 

 

 

 

 

 

In accordance with the disclosure rules of Internal Revenue Service Circular 230, the 

contents of these materials and this presentation were not intended or written to be 

used—and cannot be used—for purposes of avoiding tax penalties, nor for purposes 

of promoting, marketing, or recommending to another party an arrangement 

involving any tax-related matters addressed or discussed during this presentation or 

contained within the presentation materials. 
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Circular 230 Disclosure

The content of this presentation 
was not intended to be 
used—and cannot be used—
for purposes of avoiding tax 
penalties, nor for purposes of 
promoting, marketing, or 
recommending to another 
party an arrangement 
involving any tax-related 
matters addressed herein.
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Estate and Gift Tax Reform – Current Activity

• On April 3, 2008, Senate Finance Committee Chairman Max 
Baucus (D-MT) convened the third hearing in a series of 
committee hearings on reform alternatives to the current 
estate and gift tax system.

• Other Senators present:
– Ken Salazar (D-CO)
– Pat Roberts (R-KS)
– Blanche Lincoln (D-AR)
– Jon Kyl (R-AZ)

• Several tax professionals advocated various reforms in the 
estate tax, including:
– Section 6166 (deferral of tax on closely-held business)
– “Reunification” of estate and gift tax rates
– “Portability” of credit shelter exemption amount of the first 

of two spouses to die 
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Estate and Gift Tax Reform – Current Activity

• Senator Kyl:  Republican losses in the Senate in the recent 
election didn’t make the job of passing a permanent estate tax 
reform bill any easier.

• Last year, Kyl and Democratic allies, including Baucus, fell 
three votes shy of defeating a filibuster on a bill that would 
have exempted all estates under $5 million, taxed those 
between $5 million and $25 million at the capital gains rate, 
and taxed those over $25 million at 30 percent.

Slide - 4



Slide 5 - © 2008, Menden, Freiman & Zitron, LLP, All rights reserved

Estate & Gift Tax Reform – What You Might See in Near Future…

• There will be debate about a complete overhaul of the estate 
and gift tax system – but expect lawmakers to stop short of 
total repeal.

• The “sunset” provision could create a real mess for everyone.  
Lawmakers know this, but election year politics will likely 
delay real solutions until 2009.

• The numbers:
– Exemption amount will likely hold at $3.5 million (or 

increase)
– Top estate tax rate will likely be at least 45% if a Democrat 

is elected President (or slightly lower if McCain becomes 
President)
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Estate & Gift Tax Reform – What You Might See in Near Future…

• One of the big changes to expect is that lawmakers could 
make tax planning easier for surviving spouses by permitting 
“portability.” 

– Current problem:  if one spouse dies without fully using up 
his or her $2 million exemption, that amount is wasted. 
This can happen when the first spouse to die doesn’t own 
enough assets in his or her name or when many or all 
assets go to the survivor.

– The fix:  Congress may allow unused exemption amounts 
to pass to surviving spouses and be available for use 
when the spouse dies. This will eliminate the need for 
spouses to have to establish trusts in their wills solely to 
save on estate taxes.

• “Inheritance tax” in lieu of the current tax?  Don’t bet on it…

Slide - 6
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Estate Inclusion Issues with Retained-Interest Trusts

• Proposed Regulations (REG-119097-05) issued June 7, 2007

• Provides guidance on portion of a trust that will be includible 
in a grantor’s gross estate under Sections 2036 and 2039 if 
the grantor has retained:
– use of property in a trust; or 
– the right to an annuity, unitrust or other income payment 

from trust

• Types of trusts impacted: CRTs, GRATs, GRUTs, QPRTs, 
non-qualified PRTs

• Section 2036 – not 2039 – will now govern estate inclusion of 
these trusts
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Estate Inclusion Issues with Retained-Interest Trusts

• Proposed Regs amend Regs. Section 20.2036-1 to follow 
prior guidance given under Rev Rulings 76-273 and 82-105

• The Proposed Regs state that the portion of the trust corpus
includible in the decedent’s gross estate under Section 2036 
is that portion:

– valued as of date of death (or alternative valuation date), 
that is

– necessary to produce enough income to fund annual 
payment (or use),

– assuming an income yield at the Section 7520 rate.

– (i.e., Section 7520 rate in effect on date of 
death/alternative valuation date)
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Estate Inclusion Issues with Retained-Interest Trusts

• Proposed Regs contain examples for calculation of estate inclusion 
amount

• Illustration:
– During lifetime:

• Client transfers $1m to five-year GRAT
• Section 7520 rate is 3%
• Annuity payment is $120,000 per year

– Client dies after third annuity payment:
• Section 7520 rate is now 3.5%
• Determine amount necessary to generate $120,000 of income, 

assuming income yield is 3.5% � $3,428,571 ($120,000 ÷ .035 = 
$3,428,571)

• So, only the portion of the GRAT in excess of $3,428,571 escapes 
taxation under Section 2036

• Conclusion:  the inclusion method under these Regs will provide 
little or no help to Walton GRATs because the annuity payment will 
almost always result in all (or nearly all) of the GRAT’s value being 
included in the estate. 
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Estate Tax Deductions: Proposed Regs. under IRC § 2053

• IRC § 2053 allows deductions for funeral expenses; 
administration expenses, claims against the estate, and unpaid 
mortgages or indebtedness on property in the gross estate.

• April 23, 2007 – IRS issued proposed regulations clarifying that 
events occurring after a decedent’s death are to be considered 
when determining estate tax deductions.

• Court determinations of the amount and enforceability of creditor 
claims against the estate will be honored by the IRS when the 
estate is determining deductions.

• Settlements of claims falling under IRC § 2053 also will be 
accepted as deductible expenses when they are reached in 
“bona fide” negotiations between adverse parties.
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Estate Tax Deductions: Proposed Regs. under IRC § 2053

• Claims must be enforceable at the time the 706 is filed in 
order to be deductible.  

• For those claims not enforceable at the time of filing, there is
a limitations period during which the estate may preserve a 
right to a refund for claims that become enforceable after the 
706 filing.

• In addition, protective claims may be filed to preserve the 
estate’s right to claim a refund for specified anticipated future 
claims or expenses that will not be ascertainable by the time 
the limitations period has expired.  No dollar amount must be 
specified, but the claim must be identified along with the 
reasons for delay in payment of the claim.

• Attorneys’ fees may be deducted based on the total fees that 
are reasonably expected to be paid as estimated at the time 
of filing.
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Estate Tax Deductions: Proposed Regs. under IRC § 2053

AICPA Comment

• Will not accomplish the goal of the Treasury Department of reducing 
costs for estates and the IRS in administering IRC section 2053.

• Creates a series of traps for unwary executors and tax preparers.

• Creates situations where an estate must be held open for decades
until contingent obligations are finalized and paid.

• Creates a rebuttable presumption that all family claims against the 
estate are illegitimate.

• Encourages executor applications for the IRS to calculate the estate 
taxes owed pursuant to IRC § 2204 thereby relieving executor’s of 
liability.
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Estate Asset Valuation: Stone v. U.S.

• U.S. District Court in California rejected application of 
standard fractional interest discount factors in determining the
fair market value of a 50% interest in artwork.

• Court held that discount factors for artwork are limited to the 
cost and time to obtain a court ordered partition, including 
costs of 1) legal fees and court costs, 2) sale at auction, and 
3) the time value of potential delays in the forced partition 
sale.

• Planning Note:  Transfer artwork to FLP or LLC to obtain 
standard discounts on minority entity ownership.
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Estate Asset Valuation: FLP Reminders

• Estate v. Gore – Taxpayer executed an assignment agreement 
transferring assets to her FLP, but she failed to transfer assets 
by executing deeds, changing title to bank accounts, executing 
stock transfer powers, etc.  Consequently, assets were 
included in her estate.

• Estate of Erickson – Assets transfers from Hilde Erickson to
FLP were completed, but property was included in Erickson’s 
estate for multiple reasons including: the family did not respect 
the formalities of the partnership agreement; Hilde was allowed 
to retain the economic benefits of her property; the FLP did not 
have a legitimate non-tax business purpose; and the asset 
transfers to the FLP were not considered bona fide sales.

Slide - 14
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Estate Tax Valuation – Alternate Valuation of the Same 

Asset under IRC § 2032

• Kohler v. Commissioner – After a shareholder’s death in March, the 
privately held business underwent a §368(a) tax-free recapitalization in 
May in which new transfer restrictions and purchase options were
placed on the stock but the stock value before and after the 
reorganization was the same.  On the alternate valuation date in
September, the stock was appraised at a lower value due to the 
additional transfer restrictions.  The IRS objected to the taxpayer’s use 
of the alternate valuation, claiming that the value on the date of the 
recapitalization must be used as the alternate valuation. 

• Treasury Regulation §20.2032-1(c)(1) provides that a tax-free 
reorganization under IRC § 368(a) is not a disposition that accelerates 
the alternate valuation date.  

• The Court ruled the taxpayer could use the value of the post-
reorganization stock as of the Alternate Valuation Date since the 
recapitalization only caused a change in the form of the stock rather 
than a disposition that accelerated the alternate valuation date.
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Estate Tax Valuation – Proposed Treasury Regulation §20.2032

• The Treasury responded to Kohler by issuing changes to the §2032 
Regulations.

• The Treasury’s proposed regulations specify that only 
valuation changes attributable to “market conditions” may 
affect the federal estate tax value of assets.  Market 
conditions are defined as “events outside the control of the 
decedent (or the decedent’s executor or trustee)”.  The 
proposed Regulation identifies other events that would not 
qualify as “market conditions” including entity reorganizations
and distributions of fractional entity ownerships.
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Estate Tax Valuation – Proposed Treasury Regulation §20.2032

• The proposed Regulation gives several examples of post-
mortem estate planning that illustrate the government’s 
primary concerns.  
– An estate that contributes property to an FLP for LP interests 

subject to transfer restrictions may not take discounts for lack of 
marketability and lack of control for estate tax valuation 
purposes.  The Treasury stresses that while such contributions 
are not tax realization events, they will be treated as accelerating 
the alternate valuation date to the contribution dates.

– If an estate owns 100% of a closely held business and 
distributes small fractional shares before the alternate valuation 
date, the distributed shares will, of course, be valued as of the 
distribution date (without minority discounts).  However, the 
Treasury also stresses that the remaining undistributed fractional 
share also may not benefit from minority discounts following the
prior distributions.
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IRC § 6166: Estate of Roski

• IRC § 6166(a)(1) allows estate taxes to be paid in installments 
when private business assets represent at least a certain 
proportion of the gross estate.

• Assets of the Roski estate were part of a profitable business run 
by decedent’s only child.

• The IRS told the estate that it would have to secure a bond or 
provide a special lien under IRC § 6324A to qualify under IRC § 
6166.
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IRC § 6166: Estate of Roski – Continued

• The Roski estate told the IRS no company would underwrite 
the bond, a lien already secured the estate tax payment, and 
a special lien would violate partnership covenants.

• The IRS denied the § 6166 election.

• When the Estate alleged the IRS abused its discretion, the 
Tax Court held that the IRS could not require security by bond 
or special lien in all cases and indicated the Service had to 
use its discretion on a case by case basis.
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Guidance under Code Section 6166 – Notice 2007-90, IRB 2007-46

• IRS issued this Notice on November 13, 2007 (shortly after 
Roski decision)

• This Notice concerns each estate:
– that elects to pay the estate tax in installments under 

Section 6166 on a return timely filed on or after 11/13/07
– whose return the IRS was classifying, surveying or 

auditing as of 4/17/07 
– that is currently in the deferred payment period, but that 

has not yet provided a bond or special lien, if:
• the general fed estate tax lien will expire w/in 2 years of 

11/13/07, or
• IRS reasonably believes that the government’s interest 

in collecting tax is sufficiently at risk to require bond or 
special lien
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Guidance under Code Section 6166 – Notice 2007-90, IRB 2007-46

• Regs forthcoming:  standards to identify estates in which 
government’s interest in deferred estate tax is sufficiently at 
risk to justify requiring a bond or special lien

• In the meantime, the IRS will evaluate on a case-by-case 
basis

• Factors to be considered:
– duration and stability of business
– ability to make timely installment payments of tax and 

interest
– compliance history

• No single factor is determinative, and not all factors relevant 
in each case
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GST Tax – Final Regulations Concerning Qualified Severance

• Final Regulations under Code Section 2642(a)(3) effective 
August 2, 2007 (amending/finalizing 2004 Regs)

• Regs provide rules for “qualified severance” of GST trusts

• Does not govern severances that are effective retroactively to 
transferor’s DOD (see Code Section 2654) 

• Rules:

– Severance must be done on fractional or percentage 
basis, not pecuniary basis 

• Formula OK

• Pro rata based on total asset value

• Focus on value, not assets � planning opportunity:  
built-in gains
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GST Tax – Final Regulations Concerning Qualified Severance (cont.)

• Trust funding must be done within reasonable time of 

severance date

• Date of severance:  court ordered or trustee chooses

• “Reasonable” varies, but in no event more than 90 days

• If severance triggers GST-taxable event, the taxable event is 

deemed to occur right after severance (so that no GST tax 
occurs for what would otherwise be a taxable distribution to a 
“skip person”)

• Beneficial interests in resulting trusts must be same as 
original trust (or if not defined in trust instrument, per capita)
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GST Tax –Proposed Regulations Concerning Qualified Severance

• Proposed Regs under Code Section 2642 were issued on 
same date as Final Regs on qualified severances

• Rules:

– Cannot use valuation premiums or discounts when funding 
the resulting trusts on a non-pro rata basis. 

– A trust with an inclusion ratio between zero and one can 
be severed into more than two resulting trusts

– Trusts resulting from a non-qualified severance will be 
recognized as separate trusts for GST tax purposes if 
recognized as separate trusts under state law
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Grantor Trusts: IRC § 671 – § 678

• IRC § 678 allows a person who is not the grantor of a trust 
(e.g. a beneficiary) to be treated as the owner of a portion of 
the trust if the person has certain controls over the trust.

• Under certain circumstances, the owner of a trust under IRC § 
678 may be different than the owner of a trust under IRC §§ 
671 through 677. 

• In 2007, the IRS issued PLR 200730011 and PLR 200729005 
both indicating that in conflicts between IRC § 678 and IRC §§ 
671 through 677 as to the proper owner of the trust, IRC §§ 
671 through 677 will trump IRC § 678.
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Grantor Trusts: Insurance and “Transfer for Value”

• Although life insurance proceeds are generally received free 
from income tax, IRC § 101(a)(2) provides if a policy that is 
sold from one policy owner to another, the insurance 
proceeds above and beyond the purchase price of the policy 
will be taxable income.

• Revenue Ruling 2007-13 confirms that this “Transfer for 
Value” rule does not apply to life insurance policies sold from 
an individual to that individual’s grantor trust or between 
grantor trusts owned by the same individual.
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Trust Income Tax Deductions: Knight v. Commissioner

• The issue in Knight v. Comm. was whether trusts and estates 
may fully deduct investment advisory fees under IRC 67(e) or 
are subject to the 2% floor on miscellaneous itemized 
deductions under IRC §67(a) the same as individual 
taxpayers. 

• After oral argument in November, 2007, the US Supreme 
Court ruled on January 16, 2008 that the investment advisory 
fees incurred in the Knight case are subject to the 2% floor 
and “only those costs that it would be uncommon (or unusual, 
or unlikely) for … a hypothetical individual to incur” would be 
excepted from the rule. 

• There is nothing in the Knight opinion to suggest that full 
deductibility of legal and accounting fees are at risk despite 
certain similarities in services provided to both trusts and 
individuals. 
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Trust Income Tax Deductions: Proposed Treas. Reg. §1.67-4

• In July 2007, in anticipation of the Supreme Court's review of 
Knight, the IRS issues proposed Treas. Reg. §1.67-4 
providing that only expenses that are “unique” to fiduciary 
administration would be fully deductible and giving examples 
of “unique” expenses and expenses subject to the 2% floor.

• The Court's ruling in Knight articulates a standard that seems 
less harsh to the taxpayer but arguably more difficult to apply.

• After the Knight opinion, the IRS released Notice 2008-32 in 
February, 2008 allowing the possibility for full deduction of 
“bundled fiduciary fees” without regard to the 2% floor.
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IRS Approves Joint Purchase PRT on an Existing Home

• IRS issued PLR 200728018 on March 19, 2007.

• Proposed transaction:
– Husband and wife transfer a residence that they own to a trust intending to 

meet the requirements of a PRT (see Regs.25.2702-5(b)(1)-(3));
– Under trust, spouses have exclusive lifetime rent-free use of residence;
– Under trust, residence is distributed to children’s subtrust (“purchasing trust”) 

on 2nd death;
– Spouses and purchasing trust to pay residence’s expenses as provided under 

state law;
– Purchasing trust pays spouses an amount equal to value of the remainder 

interest (based on FMV of residence and date-of-transfer 7520 rate)

• Ruling:
– Transaction fell under the joint purchase rule of Code Section 2702(c)(2);
– Thus, IRS deems this a transfer of spouses’ remainder interests to trust, with 

retention by each of life interest in residence;
– Value of spouses’ retained interests would be valued under Section 7520

Slide - 29



Slide 30 - © 2008, Menden, Freiman & Zitron, LLP, All rights reserved

IRS Approves Joint Purchase PRT on an Existing Home

• Similar PLRs:  9841017 (issued 10/9/98) and 200112023 
(issued 12/18/00), in which IRS concluded that such PRTs
would not give rise to taxable gifts. 

• Key distinction:  in those rulings, spouses and purchasing 
trust contributed cash to trust, and then acquired residence 
from third party.

• Main risk:  applicability of Code Section 2036(a)? 

• Potential advantages to joint purchase PRT vs. traditional
PRT for term of years:
– No mortality risk (i.e., inclusion if grantor dies during term)
– No relinquished right to reside in residence at end of a 

term
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Changes to UBTI Rule for Charitable Remainder Trusts

• Tax Relief and Health care Act of 2006 provides that unrelated business 
taxable income (UBTI) no longer causes a CRT to lose its income tax 
exemption.

• UBTI is generally income of an exempt organization from any unrelated 
trade or business regularly carried on by the organization (see Code 
Section 512).

• Old rule:  a CRT is exempt from income taxes unless it has any UBTI.  If 
a CRT has even $1 of UBTI, it loses its income tax exemption for all 
income during that year.

• New rule (effective 2007):  Code Section 664 was amended so that a 
CRT with UBTI will not lose its tax-exempt status.  Instead, an excise tax 
equal to 100% of UBTI is imposed.

• Potential Ramifications:
– CRTs making more aggressive investments?  (Be careful…)
– More tax payable under new rule?
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IRS Clarifies - HEETs Are Not Subject to Private Foundation Rule

• IRS issued PLR 200714025 on April 6, 2007.

• Ruling clarifies that a “HEET” should not be treated as a split-
interest trust subject to the private foundation rules.

• A HEET is a trust that can pay tuition and medical care 
expenses of descendants without having to allocate GST tax 
exemption to the trust.

• Takes advantage of education/medical expense exclusions 
under Code Section 2503(e).

• Most logical use of HEET:  testamentary – not lifetime –
transfers  
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IRS Clarifies - HEETs Are Not Subject to Private Foundation Rule

• Charitable beneficiaries often used to avoid “taxable termination” of
HEET under GST tax rules. See Code Sections 2613(a) and 
2612(a).

• Practitioner’s concern: GST tax avoidance rule under Code Section 
2652(c)(2).  

• Without this PLR 200714025, Code Sections 642(c) and 4947(a)(2) 
suggest that the HEET is subject to private foundation rules.

• Section 642(c) permits an income tax deduction to the trust upon
making a distribution to a charitable beneficiary.  

• Section 4947(a) applies private foundation rules to a “split interest 
trust,” defined as a trust:
– that is not tax-exempt under 501(a);
– as to which some interests are not charitable; and
– has some amounts “in trust” for which a 642(c) deduction was 

allowed.
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IRS Clarifies - HEETs Are Not Subject to Private Foundation Rule

• PLR facts:
– Trust terms permitted trustee to distribute all or part of income to charity
– Trustee represented that trust was not tax-exempt under Section 501(a)
– Trustee stated that no deduction was taken under Sections 170, 545(b)(2), 

642(c), 2055, 2106(a)(2) or 2422 for contributions or retained amounts
– Trustees had not permanently set aside amounts for 170(c) purposes 
– Income distributions to charities would be made free of trust

• Ruling:  
– 642(c) deduction itself does not cause foundation rules to apply to trust
– 4927(a)(2) applies only if property for which such a deduction was taken is still 

held in the trust
– the only type of property that can both be held in trust for and which 642(c) 

deduction can be taken is property that is “permanently" set aside in trust for 
charitable purposes

• Ramifications:  most HEETs – and other trusts permitting discretionary 
distributions to charity – should be safe from application of private 
foundation rules 
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IRS Guidance on Non-Spousal Inherited IRAs

• Before the Pension Protection Act of 2006, only spouses named 
as designated beneficiaries of a decedent’s qualified retirement
plan could roll over the plan benefits into an IRA.  

• The PPA changed the rules to allow non-spouse beneficiaries to 
roll retirement plan benefits into an IRA which will be treated as 
an inherited IRA for distribution and income tax purposes.

• IRS Notice 2007-7 clarifies the new rules regarding the 
availability of direct “trustee-to-trustee” IRA rollovers by non-
spouse beneficiaries and certain qualifying trusts beneficiaries.

• The Notice has left many experts and advisors disappointed 
because the anticipated benefit of non-spouse beneficiaries 
escaping the lump-sum or 5-year payout requirements imposed 
by retirement plan was largely undercut by the IRS claim that the 
inherited IRA must use the same distribution period that was in 
effect under the plan.
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Practice Points on Inherited IRAs

• Make certain that direct “trustee-to-trustee” rollover procedures 
are followed.  Any amounts distributed to the beneficiary may 
not be subsequently rolled over into an inherited IRA.

• Follow the IRS examples on correctly titling the inherited IRA. 

• If the retirement plan applies the 5-year payout rule as the 
default payout rule, pay attention to the new rules and exception 
regarding the timing and amount of the direct rollover and 
distributions.

• Exception: For deaths in 2007 and later where the plan requires 
a 5-year payout, the key is for the beneficiary to do the “trustee 
to trustee” rollover before December 31st of the year following 
the year of the plan participant's death, and take the first “life 
expectancy” distribution prior to end of that year.
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Inflation Adjustments Effective January 1, 2008

• Revenue Procedure 2007-66 issued November 5, 2007 sets 
certain inflation adjusted tax items for 2008.

• The amount of qualifying gifts to a non-citizen spouse not 
included in taxable gifts under IRC §§ 2503 and 2523 is 
increased to $128,000 from $125,000 previously.

• The amount used to calculate the “2 percent portion” for 
purposes of IRC § 6166 is now $1.28 million, up from $1.25 
million.

• For decedents dying in 2008, if the executor elects to use the 
special use valuation method under IRC § 2032A for qualified 
real estate, the resulting aggregate decrease in the property’s 
value of the qualifying real estate may not exceed $960,000, 
up from $940,000.
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Tax Strategy Patents

• March 9, 2007 Wealth Transfer Group LLC v. John W. Rowe
was settled between the litigants pursuant to a confidential 
patent licensing agreement.  The parties stipulated as part of 
the settlement that the patent was presumed valid.

• The patent in Wealth Transfer involved the use of stock 
options to fund a GRAT.  Wealth Transfer Group, LLC had 
obtained a patent over this common estate planning 
technique (the “SOGRATS” patent).

• The Wealth Transfer case served as an additional reminder to 
tax professionals that well known tax strategies might be 
patented;  might subject tax advisers and their clients to 
damages for patent infringement; and that tax professionals 
might be required to search patent databases as part of their 
development of tax strategies for their clients.

Slide - 38



Slide 39 - © 2008, Menden, Freiman & Zitron, LLP, All rights reserved

Tax Strategy Patents – Continued

• Tax Strategy Patents are a subset of Business Method 
Patents.

• Prior to 1998 business method patents were not allowed.

• Since 1998 over 60 tax strategy patents have been granted 
by the USPTO, and over 100 additional tax strategy patent 
applications are currently pending.

• Since 1998 over 50,000 business method patent applications 
have been filed, and several thousand business method 
patents have been granted. Business method patents are 
classification 705 at the USPTO, and tax strategy patents are 
sub-classification 36T.
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Tax Strategy Patents – Continued

• Relief from this patent nightmare is likely in 2008.  However, 
until the law is changed tax strategy patents remain serious 
potential problems for all tax professionals and their clients.

• On May 8, 2008, the Court of Appeals for the Federal Circuit 
heard oral argument in the case of Ex Parte Bilski, and the 
court appears to have signaled its intent to revisit prior rulings 
as to whether and to what extent business methods are 
proper subject matter for patents under § 101, Title 35, 
U.S.C.A.

• Several bills currently pending in both the House and the 
Senate have bipartisan support to remove tax strategy 
patents from the definition of those things that are allowed to 
be patented.

Slide - 40



Slide 41 - © 2008, Menden, Freiman & Zitron, LLP, All rights reserved

Estate And Gift Tax Return Preparer Penalties – IRC § 6694

OVERVIEW:  NOW EVERYONE CAN BE PENALIZED

• Small Business and Work Opportunity Act of 2007 (SBWOA) 
extends application of the income tax return preparer penalties to all
return preparers.  Including those who prepare trust, estate, and gift 
tax returns.

• SBWOA increases the amount of the IRC § 6694(a) & 6694(b) 
penalties.
– IRC § 6694(a) – Greater of $1,000 or 50% of fees charged, per 

violation.
– IRC § 6694(b) – Greater of $5,000 or 50% of fees charged, per 

violation, for understatements caused by willful or reckless 
conduct.

• SBWOA creates the need for new procedures of documentation and 
paperwork handling and storage to protect both the return preparer 
and the taxpayer during future audits.

Slide - 41



Slide 42 - © 2008, Menden, Freiman & Zitron, LLP, All rights reserved

Estate And Gift Tax Return Preparer Penalties – IRC § 6694

OVERVIEW:  NOW EVERYONE CAN BE PENALIZED

• SBWOA expands the definition of who is a return preparer.

– Persons who sign the return as a preparer are potentially 
subject to the penalty; AND

– Persons who merely consulted on even a single item that 
is reported on a return are potentially subject to the penalty 
(i.e. penalty can apply to Non-Signing Preparers).

– A person who merely consults on a single item reported on 
a return might be considered a non-signing preparer of all 
the returns affected by a K-1 or other similar document 
issued by the entity for which the non-signing preparer 
consulted, and therefore potentially subject to a separate 
penalty for each and every one of these returns.
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Estate And Gift Tax Return Preparer Penalties – IRC § 6694

OVERVIEW:  NOW EVERYONE CAN BE PENALIZED

• SBWOA creates a difference between the penalty provisions 
and disclosure reporting requirements for taxpayers under 
IRC § 6662 and return preparers under § 6694.

– These differences can create potential conflicts of interest 
between the taxpayer and the return preparer.

– These differences and the need to try and protect oneself 
from possible penalty create the need for special 
“Discussions” with the taxpayer prior to filing the return.

• IRS guidance with regard to the implementation and 
requirements of new IRC § 6694 can be found in:

– IRS Notice 2007-54 (June, 2007).
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Estate And Gift Tax Return Preparer Penalties – IRC § 6694

OVERVIEW:  NOW EVERYONE CAN BE PENALIZED

•IRS Notices 2008-11, 2008-12, and 2008-13 (December 31, 2007)

•IRS Notice 2008-46 (April 16, 2008)

•SBWOA provisions changing IRC § 6694 were passed by 
Congress in 2007 to increase revenues to the federal government,
and not just to deter “bad” conduct.  Congress did this so the
SBWOA could be called revenue neutral for budgeting purposes.

•With a new left leaning Congress and soon a new President, 
expect more government spending and pressure to increase 
revenues to offset some of the new spending.  

•As a result expect increasing pressure on the IRS to meet and 
exceed Congress’ increased revenue projections from IRC § 6694 
penalties.
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Estate And Gift Tax Return Preparer Penalties – IRC § 6694

OVERVIEW:  NOW EVERYONE CAN BE PENALIZED

– April 13, 2008 memorandum from Department of Treasury, 
Director of Planning, Quality, Analysis and Support to the IRS  
Large and Mid-Sized Business audit group:

“This law change will greatly expand the number of 

practitioners subject to return preparer penalty 

consideration. … During every field examination, 

examiners should determine if return preparer violations 

exist.” (emphasis added).

– The above is just the beginning.  We won’t know how this will 
play out until the audits of 2007 and 2008 returns begin (about 
2 years from now).
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Estate And Gift Tax Return Preparer Penalties – IRC § 6694

IRC § 6694(a) – APPLIES TO UNDERSTATEMENTS DUE 

TO UNREASONABLE POSITIONS

• Penalty Is The Greater Of:

– $1,000 per return or claim for refund  (hereafter “return” shall
mean “return or claim for refund”); or

– 50% of the income derived (or to be derived) by the preparer 
with respect to the return.

• Penalty applies if any part of an understatement of liability on the 
return, taken as a whole, is due to an unreasonable position
taken on the return or claim for refund.

• An “unreasonable position” is any position that:

– The preparer actually knew or reasonably should have known 
was taken in the return; and
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Estate And Gift Tax Return Preparer Penalties – IRC § 6694

• There was not a reasonable belief that the position would 
more likely than not (“MLTN”) be sustained on its merits  
(Note: MLTN means greater than 50% chance of winning); 
and

• The position was not disclosed to the IRS, by the taxpayer, 
by including with the return a Form 8275 or Form 8275-R 
(see IRC § 6662(d)(2)(B)(ii)).

• Penalty can apply to any person who prepares virtually any 
return.

• No longer limited to income tax returns.  “Return” is defined 
by IRC § 6696(e) as “any return of any tax imposed by” Title 
26.  Includes information returns such as partnership and 
Subchapter S returns and trust, estate, and gift tax returns.
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Estate And Gift Tax Return Preparer Penalties – IRC § 6694

WHO IS A RETURN PREPARER ?

– The definition of who is a preparer has been expanded and 
includes many persons other than the person who actually 
signs the return as the preparer.

– IRC § 7701(a)(36) defines a tax return preparer as:

• Any person who prepares for compensation, or who 
employs one or more persons to prepare for 
compensation, any return of tax imposed by Title 26.

• This definition specifically includes any person who 
prepares a substantial portion of a return, even if they are 
not the preparer who signs the return.
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Estate And Gift Tax Return Preparer Penalties – IRC § 6694

WHO IS A RETURN PREPARER ? – Continued

• Now we have both “Signing Preparers” and “Non-Signing Preparers” 
and both kinds of preparers are potentially subject to this penalty.

• A person who prepares a substantial portion of a return is a preparer 
for purposes of these penalties even if they are only a preparer of 
one or more entries on a return  (Treas. Reg. §301.7701-15).

– A person can be a return preparer for one or more entries on a 
return even if all they do is give oral advice:

• with regard to events that have already occurred; and

• the advice is directly relevant to the determination of the 
existence, characterization, or amount of any entry on a 
return.
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Estate And Gift Tax Return Preparer Penalties – IRC § 6694

WHO IS A RETURN PREPARER ? – Continued

– A return preparer can be a person who provides only advice without 
even reviewing the return in question, if that person furnishes 
sufficient information and advice so that completion of the return is 
largely a mechanical or clerical matter.  (Treas. Reg. §301.7701-15).

• Treas. Reg. §301.7701-15(b)(3) provides the preparer of a partnership, 
S corporation, trust, or estate tax return is also a preparer of the 
individual partners or beneficiaries returns, if the entries reported on the 
partnership, S corporation, trust, or estate tax return (including K-1’s and 
similar items) are:
– directly reflected on the partners/beneficiaries returns; and
– the amounts directly reflected constitute a substantial portion of the 

individual partners’ or beneficiaries’ entire return.
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Estate And Gift Tax Return Preparer Penalties – IRC § 6694

WHO IS A RETURN PREPARER ? – Continued

• There can be more than one preparer of any given return for preparer 
penalty purposes.

– There is no specified limit on the number of preparers for any one return.

– The employer of a preparer is also a preparer and both are potentially 
subject to these penalties  (Treas. Reg. §301.7701-15).
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Estate And Gift Tax Return Preparer Penalties – IRC § 6694

WHAT IS A SUBSTANTIAL PORTION ? HOW MUCH IS TOO MUCH ?

• In general:  Compare the length and complexity of the portion prepared to the 
length and complexity of the total return (Treas. Reg. §301.7701-15(b)(1)).  
However, the IRS has provided some further guidance in the dollar amounts 
cited below.

• Step 1: If it is $2,000 or more it might be a “substantial portion”, so go to Step 2;

• Step 2: If it is more than $2,000 but less than $100,000 is it 20% or more of the 
gross income on the return (adjusted gross income in the case of an individual 
taxpayer).  If the answer is yes then it IS a “substantial portion”.  

• Step 3: If it is $100,000 or more it IS a substantial portion regardless of the % of 
gross or adjusted gross income.

• If more than one schedule or entry is involved on the same return they are 
aggregated together for the above tests (Treas. Reg. §301.7701-15(b)(2)).

Slide - 52



Slide 53 - © 2008, Menden, Freiman & Zitron, LLP, All rights reserved

Estate And Gift Tax Return Preparer Penalties – IRC § 6694

HOW TO AVOID THE PENALTY?

• Must not have known the position was taken in the 
return; or

• Must have a reasonable belief that the position 
would MLTN be sustained on its merits; or

• Reasonable Basis PLUS DISCLOSURE.
• No doubling up of  § 6694(a) and § 6694(b) 

penalties.
• Disclosure Rules:

– Signing Preparers.

– Non-Signing Preparers.
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USE DISCLOSURE TO AVOID PENALTIES

MLTN         

> 50%

Substantial 

Authority     

≥ 40%

Realistic 

Possibility   

≥ 33%

Reasonable 

Basis          

≥ 20%

Non-

Frivolous    

≥ 5%

Frivolous    

< 5%

Transactions Where Tax Avoidance Or 

Evasion Is NOT A Significant Purpose
(Note:Significant purpose is much less than a primary purpose.)

Taxpayer (IRC § 6662(d) Penalties):
No 

Disclosure
No 

Disclosure
Disclosure 
Required

Disclosure 
Required

Penalty Can't 
Be Avoided

Penalty Can't 
Be Avoided

Return Preparer (IRC § 6694(a) Penalties):

No 

Disclosure

Disclosure 

Required

Disclosure 

Required

Disclosure 

Required

Penalty Can't 

Be Avoided

Penalty Can't 

Be Avoided
New ↑↑↑↑ New ↑↑↑↑

Transactions Where Tax Avoidance Or 

Evasion IS A Significant Purpose
(Note:Significant purpose is much less than a primary purpose.)

Taxpayer (IRC § 6662(d)  &  § 6662(A)** 
Penalties):

No 
Disclosure

Penalty Can't 
Be Avoided

Penalty Can't 
Be Avoided

Penalty Can't 
Be Avoided

Penalty Can't 
Be Avoided

Penalty Can't 
Be Avoided

Return Preparer (IRC § 6694(a) Penalties):
No 

Disclosure
Disclosure 
Required

Disclosure 
Required

Disclosure 
Required

Penalty Can't 
Be Avoided

Penalty Can't 
Be Avoided

** Note:  There is a reasonable cause exception possible for the penalty under IRC § 6662(A)

Level Of Authority

(% Chance That The Position Taken Will Be Upheld By The Courts)
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Estate And Gift Tax Return Preparer Penalties – IRC § 6694

“THE SPEECH”

• Client Discussion Documentation Template.

• Record retention and the Work Product Doctrine.

• Ethical considerations.

• Recent IRS tactics that could portend what the future might 
hold.

– Regions Financial Corp, et al    v.  U.S.

Slide - 55



Slide 56 - © 2008, Menden, Freiman & Zitron, LLP, All rights reserved

Any Questions?

What’s the

meaning of life?
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If you would like a copy of this template in Microsoft Word format, please send an email to: 

 Ms. Heather Hartel, hhartel@mfzlaw.com requesting a copy of the “Discussion Template”. 
 

NOTICE 2008-13 CLIENT DISCUSSION DOCUMENTATION 

TEMPLATE FOR: SIGNING RETURN PREPARERS 

 

Date discussion held:          Today’s Date:       

Taxpayer's name as shown on return:          

Return type:         Taxpayer ID #       

List names of all persons at discussion.  Complete all 3 of the following sections: 

Attendees:               

Notice 2008-13 § G(2) – Positions that have reasonable basis, without 

substantial authority and are not associated with significant tax purpose 

transactions. 

 

� N/A. There are no positions as described in Notice 2008-13 § G(2); or 
 

� Signed return that contains disclosures to comply with Notice 2008-13 § 

G(2) is stored at        in      

and was delivered to client on      . 

 

� Client engaged our firm to e-file this return, and a copy of the electronic 

file is stored at               .    After delivery to 

the client of the return, signed by the preparer and with the Notice 

2008-13 § G(2) disclosures attached, as detailed above at the second 

checkbox, the client instructed us to make the following changes before 

e-filing this return: 

 � None. 

 � Remove the disclosures required by Notice 2008-13 

   § G(2).     (Client Initials). 

 � __________________________________________________ (Other). 
 

� This is a pass-through entity (i.e., partnership, S corporation, estate, 

trust, RIC, REIT, REMIC) that could decide not to disclose certain 

positions.  We advised the client that Reg. § 1.6662–4(f)(5) permits an 

owner of a pass-through entity (partner, etc.) to make adequate disclosure 

by filing a disclosure statement with the owner's return and filing a copy 

with the Service Center where the pass-through entity's return is filed. 
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NOTICE 2008-13 CLIENT DISCUSSION DOCUMENTATION 

TEMPLATE FOR: SIGNING RETURN PREPARERS 

 

Notice 2008-13 § G(3) – Positions that have substantial authority, but may 

not meet More Likely Than Not (MLTN) standard, and are not associated with 

significant tax purpose transactions. 
 

� N/A. There are no positions as described in Notice 2008-13 § G(3). 
 

� We discussed the position(s) described below or on the attached schedule, 

and advised the client of the difference between the penalty standards 

applicable to the taxpayer under IRC § 6662 and the tax return preparer 

penalty standards under IRC § 6694.  (Attach a description of the content of, 
or notes of, your client discussion.  This can be in the form of detailed talking 

points and charts used in the client discussion). 
 

� See attached for description of position(s), or; 

� Description of position(s): 

 � __________________________________________________________________ 

 � __________________________________________________________________ 

 

Notice 2008-13 § G(4) – Positions that are associated with significant tax 

purpose transactions. 
 

� N/A. There are no positions as described in Notice 2008-13 § G(4). 
 

� We discussed the position(s) described below or on the attached schedule, and 

advised the client of the penalty standards applicable to the taxpayer under 

IRC § 6662(d)(2)(C) and the difference, if any, between these standards and 

the tax return preparer standards under IRC § 6694.  (Attach a description 
of the content of, or notes of, your client discussion.  This can be in the form 

of detailed talking points and charts used in the client discussion). 
 

� See attached for description of position(s), or; 

� Description of position(s): 

 � __________________________________________________________________ 

 � _______________________________________________________ 
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