
 
Copyright 2010 Law Office of Virginia A. McArthur.  All Rights Reserved. Page 1 
   
 

Tax Planning Update      Law Office of Virginia A. McArthur 
      (August 2, 2010) 

 
 

Pending Estate Tax Reform Legislation 
-- Act Now to Implement Sales of Family Business Interests and GRATs 
By Richard Franklin 
 
 

Senator Bernard Sanders (I-VT) introduced on June 24, 2010 the Responsible Estate Tax Act (S. 3533)(the 
“Sanders Bill”).  This legislation is important for two reasons: it is a comprehensive effort to reform the current broken 
estate tax system and it reiterates the likely curtailment of two valuable estate planning strategies currently available.  
Consider the Sanders Bill as a warning shot that (i) application of large valuation discounts to gifts or sales of interests 
in family controlled businesses1and (ii) the ability to implement short-term 2-year GRATs2 have entered into the home 
stretch.   
 
 

A Valuation Discount Story You Should Know 

Some members of Congress and the Obama 
Administration see abuse in the current rules 
applicable to the valuation of interests in family 
controlled companies.  Various proposals have 
been offered to restructure the current rules.  The 
goal is to curb the perceived abuse, while at the 
same time preserving legitimate valuation discounts 
where needed.  It’s complicated! 

The perceived abuse has principally been in the 
application of certain principles in the valuation of 
family owned, passive investment companies (e.g., 
the so called family limited partnership or “FLP”) 
and in certain family owned companies wherein the 
family operates as one unit.  The FLP technique 
became popular because it permitted family 
members to join together in forming and funding 
entities for investment purposes, as well as other 
reasons.  A parent or grandparent could later make 
gifts or sales of his or her interests in such entities 
at discounted values (e.g., such discounts range 
25%-45%) to children or grandchildren or to trusts 
for their benefit.  Congress is concerned that some 
family owned companies are being created for the 
primary purpose of manufacturing valuation 
discounts to achieve gift and estate tax savings. 

Valuation Story cont. next page 

                                                 
1 For an overview of this planning technique, see our Estate 
Tax Strategies memorandum entitled Sales of Interests in  
Family or Private Companies to Irrevocable “Grantor”  
Trusts. 
2 For an overview of this planning technique, see our Estate 
Tax Strategies memorandum entitled the Grantor Retained  
Annuity Trust. 

The Rest of the Sanders Bill Story 

In addition to valuation changes, other changes in 
the Sanders Bill include: 

 Retroactivity.  The bill would retroactively 
reinstate the estate tax to January 1, 2010 by 
restoring the 2009 estate tax system with 
modifications.  The estate tax exemption 
would be $3.5 million ($7 million for couples 
who implement basic estate tax planning 
strategies).  This exemption level is projected 
to eliminate over 99.7% of Americans from 
the Federal estate tax system. 

 Estate Tax Rates.  The bill would 
progressively tax wealthier estates by creating 
the following graduated estate tax brackets: 
o Estate value from $0 up to $3.5 million 

would generally be exempted from 
Federal estate tax by the $3.5 million 
exemption. 

o Estate value from $3.5 million to $10 
million would be taxed at a 45% rate. 

o Estate value from $10 million to $50 
million would be taxed at a 50% rate. 

o Estate value greater than $50 million 
would be taxes at a 55% rate. 

A 10% surtax would be imposed on estate 
value in excess of $500 million. Therefore, a 
marginal rate of 65% would apply to the estate
value over $500 million!  These rate changes 
would be retroactive to January 1, 2010!   

Sanders Bill Story cont. next page 
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Valuation Story – Cont. 

The valuation rules set forth in the Sanders Bill are 
word for word like those proposed by the Certain 
Estate Tax Relief Act of 2009 (H.R. 436), 
introduced on January 9, 2009.   

Repeatedly seeing the same rules proposed 
increases the likelihood of their becoming law.  
Pursuant to the Sanders Bill, the valuation rule 
would be restructured as follows:  

Limit Minority Interest Discounts.  Taking 
advantage of minority interest discounts in the 
transfer of a family business is one of the most 
powerful strategies to reduce estate and gift taxes.  
The newly proposed rules would eliminate the 
“minority discount” in determining the value of a 
minority interest in a business entity not traded on 
an established financial market when the transferee 
and his or her family members “control” the entity. 

Establish Attribution for Family Businesses.  
In determining who “controls” the business for 
purposes of the minority discount, the IRS has 
long taken the position that minority interests held 
by different family members do not have to be 
aggregated.3 This non-attribution of ownership 
among family members has made the minority 
discount an especially effective estate planning tool 
for owners of family businesses.   

Under the proposed new rule, however, intra-
family transfers would no longer receive the benefit 
of the minority discount if the combined interests 
of the transferee and his or her family members 
(including but not limited to the transferee’s 
spouse, parents, grandparents, siblings, children, 
stepchildren, or grandchildren) together constitute 
a controlling interest.   

Example 1:  John owns 100% of his business.  
During his lifetime he makes simultaneous gifts 
of 20% of the stock to each of his five children.  
Under the existing rules, the interests received 
by the children would be considered non-
controlling and thus eligible for a minority 
discount for gift tax purposes.  At John’s death, 
the interests would not be included in his estate 
since he had given them away during lifetime.4  
Under the proposed rules, however, the share 
received by each child would be aggregated 

                                                 
3 See Revenue Ruling 93-12. 
4 This was the fact pattern in Revenue Ruling 93-12. 

The Rest of Sanders Bill Story – Cont. 

 Administration’s Proposals.  The Sanders Bill 
would implement a number of the changes 
described in President Obama’s budget proposals 
for the 2011 Fiscal Year, including the following: 

o Consistent Reporting Required for Income 
Tax Basis.  Beneficiaries and the IRS would be
required to receive notice of the income tax 
basis of gifts and transfers upon death (i.e., 
think new reporting obligations associated 
with gifts and transfers upon death).  
Beneficiaries will have to consistently use this 
income tax basis for income tax purposes.  
Penalties will apply for failing to follow these 
new rules.  These new rules would apply to 
transfers after the legislation’s enactment. 

o Special Use Valuation.  The estates of family 
farmers will be allowed to lower the value of 
farmland by up to $3 million (indexed for 
inflation in future years) for estate tax 
purposes. Under current law, the value of 
farmland can be reduced up to $1 million for 
estate tax purposes under § 2032(a).  This 
change is retroactive to January 1, 2010. 

o Conservation Easements.  The estates of 
farmers and other landowners will be allowed 
greater estate tax relief for establishing 
conservation easements.  The estate tax 
exclusion for conservation easements is 
increased to $2 million and the base 
percentage is increased to 60%.  This change 
is retroactive to January 1, 2010.   

o GRATs.  The GRAT rules would be modified 
in three ways: 
 A minimum 10-year term is required. 
 Annuity payments may not decline in 

amount during the minimum 10-year 
term. 
 The remainder value must be greater 

than zero at the time of funding. 

These same proposed GRAT changes have 
appeared in a few bills.  We last reported on 
GRAT changes in our Client Alert entitled 
Little Time Remaining to Implement Short-Term 
GRATs dated June 28, 2010.  The GRAT 
changes would apply to GRATs created after 
the legislation’s enactment. 

http://thomas.loc.gov/cgi-bin/query/z?c111:H.R.436:�
http://www.whitehouse.gov/omb/budget/fy2011/assets/budget.pdf�
http://www.mcarthurlaw.com/_pdfs/LittleTimeImplementSTGRATs.pdf�
http://www.mcarthurlaw.com/_pdfs/LittleTimeImplementSTGRATs.pdf�
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Valuation Story – Cont. 

with the shares received by the other siblings. 
Thus, each child would be deemed to have a 
controlling share and could not receive the 
benefit of a minority discount. 

Example 2:  Jane and John each own 30% of 
the family business, and their son owns 40%.  
Under the current rules, Jane and John can each 
give their 30% interest to their son, and each 
gift will be treated separately and eligible for a 
minority discount.  Under the proposed rules, 
no minority discount will be available. 

No Valuation Discounts for Non-business or 
Passive Assets.  In addition to eliminating 
minority interest discounts for interests transferred 
in family businesses, in certain cases the newly 
proposed legislation would eliminate all valuation 
discounts, including the lack of marketability 
discount that is generally applicable to a non-
controlling interest in a private company.  This new 
rule applies to non-business assets not used in the 
active conduct of a business, or a passive asset, 
such as cash, marketable securities or annuities.  
The transfer of an interest in an entity owning such 
passive assets will be valued as if the assets owned 
by the entity were transferred directly to the 
transferee, that is, by “looking through” to the 
value of the assets held by the entity without any 
valuation discounts.  An exception is made for 
certain passive assets, such as cash and other 
passive assets reasonably needed for working 
capital of an active trade or business.  While this 
proposed rule is not limited to family-owned 
entities, it would end much of the utility of FLP 
planning.   

The proposed limitations on the minority discount 
for lack of control would deal a significant blow to 
the estate planning of family business owners.  
Similarly, the limitations on valuation discounts for 
transfers of interests in entities owning passive 
assets would negatively affect owners of other 
entities, primarily those formed for investment 
purposes.  Under the Sanders Bill, the new 
valuation rules would apply to any transfers after 
the date of the legislation’s enactment.   

 

 

The Rest of Sanders Bill Story – Cont. 

 Non-Proposals.  The Sanders Bill is also 
interesting for what’s not in it.  Absent from 
the bill are several modifications floated about
recently: 

o No 2010 Carryover Basis Election. There 
is no election for estates of individuals 
who have already died in 2010 to use the 
2010 rules – i.e., to elect to have a 
carryover income tax basis in lieu of paying
estate taxes.  The idea of this election is to 
help eliminate concerns over whether the 
retroactive imposition of the estate tax is 
lawful (most believe it would be), but it 
would cost revenue this year. 

o No Prepayment of Estate Tax.  There is no
ability to prepay estate tax (a la the Roth 
IRA conversion), which was an idea 
floated to raise immediate revenue. 

o No Indexing of Exemptions.  There is no 
indexing of the estate and GST exemption 
amounts.  This idea would lose revenue. 

o No Reunification of Gift and Estate Tax.  
There is no reunification of the gift and 
estate taxes (i.e., to have the same level of 
exemption amounts).  The gift tax 
exemption will remain at $1 million, while 
the estate tax exemption will be $3.5 
million.  Reunification would be another 
revenue loser. 

o No Portability Between Spouses.  There is 
no portability of estate tax exemption 
amounts between spouses. Portability 
would also be another revenue loser. 

o State Death Tax Deduction Remains.  
The deduction for state death taxes 
remains on the books.  This idea would 
raise revenue by eliminating the Federal 
deduction currently available for estate 
taxes paid to DC, Maryland and about 20 
other states, which still have a separate 
state death tax.  Under 2009 rules in DC 
and Maryland, the marginal rate of the 
combined Federal and state taxes could 
be as high as 53.8%.  Without the 
Federal deduction, the combined rate 
could be as high as 61% (or even higher 
if the Federal rate exceeds 45%). 
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Parting Thoughts 

It is not clear what support the Sanders Bill will receive.  More recently, Senators Kyl (R-AZ) and Lincoln 
(D-AR) offered a proposal to phase in a top Federal estate rate of 35% and raise the exemption amount to $5 
million.  Our read is that the Sanders Bill is a more balanced piece of legislation in this season of fiscal 
limitations.  The Kyl/Lincoln proposal with its higher exemption amounts and lower brackets has likely lost 
favor because of budgeting concerns. 

While Congress tries to find common ground, we continue to recommend that you take advantage of the 
current rules – implement gifts and sales of interests in family controlled companies while you can still utilize 
valuation discounts.  We also recommend that you continue to implement short-term 2-year GRATs under 
the current rules.  The current low IRS interest rates applicable to sales (e.g., 2.18% is the Federal mid-term 
rate for August 2010, which is the minimum rate applicable for promissory notes up to 9 years) and GRATs 
(the August 2010 IRS rate applicable to GRATs is 2.6%) are another strong incentive for acting now to 
implement these estate planning strategies. 

Of course there is a good chance that the Congressional stalemate will continue, but we don’t suggest relying 
on that as a strategy. 
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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. 
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