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On August 4, 2011, the United States Court of Appeals for the Ninth Circuit affirmed the 
decision of the United States Tax Court in Estate of Anne Y. Petter v. Commissioner of 
Internal Revenue.1  The appellate court approved of Mrs. Petter giving and selling interests 
in a private company to trusts for her children and using a formula allocation clause that 
eliminated the risk of any gift tax exposure if Mrs. Petter and the IRS disagreed over the 
value of the private company interests.  This case, along with other recent cases,2 likely 
means the IRS has lost any chance of success in continuing to litigate such formula 
allocation clauses.  It also means that all significant gifts and sales of hard to value assets 
should be made using such a formula allocation clause or similar formula transfer 
arrangement to mitigate gift tax risk. 

 

 

Our prior Tax Planning Update entitled Sales to Irrevocable “Grantor” Trusts – Formula Transfer to 
Mitigate Gift Tax Risks Approved by US Tax Court outlined the Petter facts and the Tax Court’s 
decision.  On appeal, the IRS argued that a charitable gift tax deduction should not be allowed for 
the additional amount of limited liability company units passing to the charity after the IRS audit 
revised the value of the transferred property.  According to the IRS, the amount for the charity 
increased only if the IRS audited the transaction, and the audit itself constituted a contingent event 
that prevented qualification for the deduction.  The Ninth Circuit appellate court, however, agreed 
with the mother’s estate that, once the formula transfer documents were implemented, the mother 
had made a completed transfer of the interest.  The only potential unknown was the finally-
determined gift tax value of the interest, which controlled the allocation of limited liability company 
units between the irrevocable trusts for the children and the charity.  Following the earlier decision 
of the Eighth Circuit in the Christiansen case, the Ninth Circuit found that a determination of value is 
a dispute about the past – i.e., it’s an accounting function that when finally determined, relates back 
to the date of the transfer.  Therefore, for tax purposes, on the date the transfer documents became 
effective the amount passing to the charity is deemed to be known and no improper contingency 
existed.  The charitable gift tax deduction is allowed! 

We often advise clients of the estate planning benefits of implementing gifts or sales of interests in 
private family businesses or family investment companies.3  A gift or sale can reduce future estate 
taxes by freezing the value of equity interests in the hands of the parent at today’s value.  One 
concern we have wrestled with is the possibility that if the IRS could sustain a higher value for the 
given or sold interests than that used in the transaction, the IRS would argue that the parent has 
made a taxable gift of the difference between this higher value and the value used for the gift or sale.  

                                                 
1
 Est. of Petter v. Comm’r, (9

th
 Cir. 2011), aff’d. T.C. Memo 2009-280 (Dec. 7, 2009). 

2
 Hendrix v. Comr., T.C. Memo 2011-133 (2011); Est. of Christiansen v. Comm’r, 130 T.C. 1 (2008), affd. 586 F.3d 

1061 (8
th

 Cir., 2009); McCord v. Comm’r, 461 F.3d 614 (5
th

 Cir. 2006), revg. 120 T.C. 358 (2003). 
3
 See our Estate Tax Strategies memorandum entitled Sales of Interests in Family or Private Companies to 

Irrevocable “Grantor” Trusts for more detail on such sales. 

http://www.mcarthurlaw.com/_pdfs/SalestoIrrevocableGrantorTrusts.pdf
http://www.mcarthurlaw.com/_pdfs/SalestoIrrevocableGrantorTrusts.pdf
http://www.ca9.uscourts.gov/datastore/opinions/2011/08/04/10-71854.pdf
http://www.mcarthurlaw.com/_pdfs/SalesofInterest.pdf
http://www.mcarthurlaw.com/_pdfs/SalesofInterest.pdf
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For the client who is charitably inclined, the Petter case provides a compelling model to follow for 
mitigating this gift tax risk. 

Following the Petter model is complicated and requires advanced planning, but we believe the 
protections afforded by such careful planning are worth the effort.4  It is necessary to consider the 
particular attributes of the asset being given, such as any restrictions and limitations applicable to 
ownership of the asset.  For example, if the asset being sold is stock in an S corporation, a non-
grantor charitable lead trust is not a permitted owner of S corporation stock and therefore would 
not be a suitable donee of the gift interest.  Conversely, the desired charity may be prohibited from 
owning particular assets.  For example, the private foundation rules provide a formidable set of 
restrictions applicable to investments in privately-held operating companies.  These restrictions are 
applicable to private foundations and charitable lead trusts.  Even donor advised funds (which were 
the type of charities used in Petter) are now subject to the restrictions on excess business holdings.5  
Further, the governing boards of some charities may prohibit investment in privately held 
companies. 

It could be several years after the transaction before the extent of the charity’s ownership interests in 
the transferred asset come to rest.  During this period of determination, the parties’ income tax 
returns will have been filed based on an initial value allocation.  Amended returns may be needed 
once the final allocation is determined.  This would be a complication and added cost. 

The family should also consider the reacquisition of any interest in the family company that passes 
to the charity under a formula clause.  The particular charity may have policies governing the length 
of time that it may own an interest in a private company and the terms upon which it can sell the 
interest.  Some charities are more sophisticated with respect to engaging in a Petter type of 
transaction than others. 

In addition to the Petter model of a formula transfer, other formula transfer arrangements are 
available to mitigate gift tax risks.  For example, formula clauses are specifically sanctioned in the 
Treasury Regulations § 25.2518-3(d), which allows a fractional formula disclaimer by reference to the 
smallest amount which would allow the decedent’s estate to pass free of federal estate tax.  This 
approach could be used with a lifetime marital QTIP trust: The donor spouse could fund a lifetime 
marital QTIP trust with an interest in a private or family company.  The donee spouse has 9 months 
to disclaim a fractional share of the marital trust having a numerator equal to the remaining amount 
of the donor spouse’s gift tax exclusion (or the appraised value of the interest) and a denominator 
equal to the fair market value of the interest as finally determined for gift tax purposes.  The 
disclaimed portion of the interest would pass to a by-pass type of trust for the donee spouse and 
descendants, and any portion not disclaimed would remain in the marital trust subject to a timely gift 
tax QTIP election.  The benefit of this approach is that if there is a change in value of the interest 
on audit, the increased value is owned by the marital trust and protected from gift tax liability by the 
QTIP election. 

                                                 
4
 For more detail on such advanced planning and selecting the donee for Petter-type formula allocation clauses, see 

my outline entitled Proliferation of a Potpourri of Post-Petter-Planning Techniques (Florida Bar CLE Nov. 19, 

2010). 
5
 The Pension Protection Act of 2006 made the excess business holdings (EBH) rule of IRC § 4943 applicable to 

donor advised funds (DAFs) as if they were private foundations.  The Petter transactions preceded the effective date 

of this rule.  The Petter transfers were made in March 2002 and the effective date of the applicability of the new 

EBH rule to DAFs was January 1, 2007.  Even so, it is unlikely the new rules would have impacted the interests in 

the Petter entity, since it was a passive investment entity owning UPS stock.  An exception to the EBH rule is 

available for passive entities. 

http://www.mcarthurlaw.com/_pdfs/Post-Petter-PlanningTechniques.pdf
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If you have any questions about structuring gifts or sales using formula clauses, please contact one 
of our lawyers. 
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DISCLAIMER: This material is not intended to constitute a complete analysis of all tax or legal 
considerations.  This material is not intended to provide financial, tax, legal, accounting, or other 
professional advice.  Consult with your professional adviser to obtain counsel based on your 
individual circumstances.  
 
U.S. TREASURY DEPARTMENT CIRCULAR 230 DISCLOSURE: Any tax advice contained in 
this communication (including any attachments) was not intended or written to be used, and cannot 
be used, for the purpose of (a) avoiding penalties that may be imposed by the Internal Revenue 
Service or by any other taxing authority; or (b) promoting, marketing, or recommending to another 
party any transaction, arrangement, or other matter addressed herein. 

http://www.mcarthurlaw.com/dsp_ourfirm_people_McArthur.aspx
http://www.mcarthurlaw.com/dsp_ourfirm_people_Franklin.aspx
mailto:vmcarthur@mcarthurlaw.com
mailto:rfranklin@mcarthurlaw.com
http://www.mcarthurlaw.com/dsp_ourfirm_people_McArthur.aspx
http://www.mcarthurlaw.com/dsp_ourfirm_people_Kiernan.aspx
mailto:mwalls@mcarthurlaw.com
mailto:lkiernan@mcarthurlaw.com

