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Important Information Regarding This Summary
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Synopsis

Ms. Warne made gifts of interests in five LLCs owning real estate investments in 2012 and died owning
(actually in a revocable trust) majority interests in the LLCs (all over 70% and three over 80%). The operating
agreements all gave significant powers to the majority interest holders (including the power to dissolve the
LLCs and to remove and appoint managers). Ms. Warne owned 100% of one LLC at her death, which she left
75% to a family foundation and 25% to a church. The real estate interests were substantial; the remaining
LLC interests owned by Ms. Warne at her death were valued on her estate tax return at about $73.7 million.
The parties agreed on most of the values, but the court determined the values of three leased fee interests at
the date of the gift and at the date of death.

The court also determined appropriate lack of control and lack of marketability discounts for the LLC majority
interests owned at death. The court suggested that it might have found zero lack of control discount for the
majority interests, but the parties had agreed that some level of lack of control discount should apply. The
court generally adopted the approach of the estate’s expert, who compared premiums from completely
controlling interests in companies (930% - 100% interests) with premiums from interests that lacked full control
(50.1% - 89.9% interests) and concluded that the discount should be in the 5% - 8% range (compared to the
IRS's expert’'s 2% lack of control discount). However, in reaching that conclusion the expert took into
consideration that strong opposition and potential litigation would arise if the majority holder attempted to
dissolve. The court found no evidence of future litigation risks and lowered the lack of control discount to 4%.

Both experts used restricted stock studies to determine the lack of marketability discount (5% - 10% by the
estate’s expert and 2% by the IRS's expert). The court concluded that a 5% lack of marketability discount was
appropriate.

The estate argued that the 100% interest in the LLC that was left to two charities should be completely offset
by the estate tax charitable deduction (because the 100% interest was donated entirely to charities), but the
court concluded that a charitable deduction was allowed only for the value passing to each charity. The parties
had agreed that a 27.385% discount applied for the 25% passing to the church and a 4% discount applied for
the 75% passing to the foundation. (Applying discounts to the charitable deduction reduced the charitable
deduction by over $2.5 million.)

The failure to file penalty was applied for the late filing of the gift tax return because the estate offered no
evidence of reasonable cause for the late filing.

The case is appealable to the Ninth Circuit Court of Appeals if it is appealed. Estate of Warne v.
Commissioner, T.C. Memo. 2021-17 (February 18, 2021, Judge Buch).

Basic Facts

Mr. and Ms. Warne amassed various real estate properties beginning at least in the early 1970s. Over time,
the real estate properties were owned in five separate LLCs. Mr. Warne died in 1999. Ms. Warne made gifts
of various minority interests in the LLCs to her two sons in 2012, and Ms. Warne died in 2014. The 2012 gift
tax return was filed (late) at the same time as Ms. Warne's estate tax return (which was timely filed), in May
2015.

At the time of Ms. Warne's death, the Warne Family Trust (the “Family Trust,” apparently a revocable trust),
the value of the assets of which was included in Ms. Warne's gross estate, owned the following majority
interests in the five LLCs: 78%, 72.5%, 86.3%, 87.432%, and 100%. The remaining minority units were
owned in various amounts by one of more of the sons, by three granddaughters, and by a sub-trust of the
Family Trust. All of the LLC agreements “grant significant power to the majority interest holder, such as the
ability to unilaterally dissolve the LLCs and appoint and remove managers.”

The LLC of which the Family Trust owned 100% was Royal Gardens, LLC (“Royal Gardens) and the trust
agreement provided that following Ms. Warne's death the Royal Gardens units were left 75% to the Warne
Family Charitable Foundation and 25% to a church.
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The estate tax return listed the values of the Family Trust’'s majority interest in each of the LLCs at
$18,006,000, $8,720,000, $11,325,000, $10,053,000, and $25,600,000 (Royal Gardens), respectively, or a total
value of $73,704,000. Those values were determined by first valuing the underlying real property interest in
each LLC, and by applying lack of control and lack of marketability discounts to the LLC interests owned by the
Family Trust.

The IRS asserted a gift tax deficiency for the 2012 gifts (and before trial increased the deficiency to $368,462)
and asserted an estate tax deficiency of $8,351,970.

The unresolved issues addressed at trial were (i) the date of gift value of three leased fee interests (that were
owned by two of the LLCs), (i) the date of death value of those same three leased fee interests, (i) the
appropriate discount for lack of control and lack of marketability of the majority interests in the LLCs held by
the Family Trust at Ms. Warne's death, (iv) whether discounts apply to the 25% and 75% interests left to
separate charities in the Royal Gardens LLC, and (v) whether a failure to file penalty under 86651(a)(1) applies
for the 2012 gift tax return that was filed late. Apparently, the parties came to agreement with respect to the
values of the remaining real estate properties and as to the appropriate lack of control and lack of marketability
discounts for the gifted LLC interests.

The two sons were co-executors of Ms. Warne's estate, and they both resided in California when the petitions
were filed (so the case would be appealable to the Ninth Circuit Court of Appeals if it is appealed).

Court Analysis

1. Values of Leased Fee Interests

Three leased fee interests were valued by appraisers for the estate and for the IRS. The appraisers, in
appraiser-speak fashion, referred to various approaches such as the “direct capitalization approach”
(which the court determined was inappropriate for the particular property involved), “yield capitalization
approach,” appropriate discount rates, “discounted cashflow analysis,” “sales comparison approach,” and
"buildup method” (for determining a discount rate).

2. Lack of Control Discount for Majority LLC Interests

The estate and IRS each used a different appraiser than the appraiser used to value the underlying leased
fee interests in order to determine appropriate lack of control and lack of marketability discounts for the
majority percentage interests owned by the Family Trust at Ms. Warne's death.

The court emphasized that majority interests were being valued and that the LLCs all grant significant
powers to the majority interest holder (including the power to dissolve and to remove and appoint
managers). The court pointed to several cases that have held that no lack of control discount applies in
similar situations (Estate of Jones v. Commissioner, 116 T.C. 121, 135 (2001); Estate of Streightoff v.
Commissioner, T.C. Memo. 2018-178) and hinted that it might have concluded that no lack of control
discount was allowed, but “[blecause the parties agree to a discount for lack of control, we will find one;
however, given the control retained by the Family Trust, the discount should be slight.”

The IRS’s expert used data from nine closed-end funds to estimate a lack of control discount of 2%. The
estate argued that discounts from closed-end funds are sometimes used to discern minority-interest
discounts, but not discounts for lack of control for a majority interest. The court was sympathetic to that
position, citing the Richmond (T.C. Memo. 2014-26), Kelley (T.C. Memo. 2005-235), and Perracchio (T.C.
Memo. 2003-280) cases as examples of using closed-end funds for valuing minority-interest discounts,
and noting that while the Grieve case (T.C. Memo. 2020-28) used closed-end funds for analyzing the lack
of control discount for majority interests in LLCs, the majority interests valued in Grieve lacked voting
rights, making the interests more similar to minority interests. The court also thought the nine closed-end
funds selected as comparables were too dissimilar to the LLCs in the estate, and that a larger sample size
should be used when comparables are more dissimilar (citing Lappo, T.C. Memo. 2003-258, and Heck,
T.C. Memo. 2002-34). Because the IRS's expert's database was inappropriate, the court refused to adopt
its 2% discount.
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The estate’s expert compared premiums from completely controlling interests in companies (90% - 100%
interests) with premiums from interests that lacked full control (50.1% - 89.9% interests), and after
considering qualities specific to the five LLCs (including “strong opposition and potential litigation” if the
majority owner attempted to dissolve), concluded that a lack of control discount of 5% - 8% should apply.
The court found no evidence that the minority interest holders were litigious or would pursue litigation to
contest a dissolution. Citing Olson v. United States, 292 U.S. 246, 257 (1934), for its statement that
potential occurrences “not fairly shown to be reasonably probable should be excluded from
consideration,” the court concluded that no adjustment should be made for future litigation risks so the
discount should be lower than the 5% - 8% range suggested by the estate and that a 4% lack of control
discount was appropriate.

3. Lack of Marketability Discount

Both experts used restricted stock equivalent discounts to determine the lack of marketability discount.
The estate’s expert determined that a 5% - 10% discount should apply and the IRS's expert used a 2%
discount. The court concluded that the estate’s expert “considered additional metrics and provided a
more thorough explanation of his process.” Furthermore, the IRS's expert reached a 14.5% restricted
stock equivalent discount but from that determined a mere 2% discount for lack of marketability “without
justifying the substantial decrease in the discount.” The court accepted the 5% - 10% range suggested
by the estate’s expert but believed that the lower end of the range was appropriate, so concluded that a
5% lack of marketability discount applied.

4. Charitable Deduction Discount

The Family Trust's 100% interest in Royal Gardens passed entirely to charity, but was split between two
charities, 25% to a church and 75% to a family foundation. The estate maintained that applying a
discount in determining the charitable deduction because each charity received less than 100% was not
appropriate:

The estate insists that discounts are inappropriate and would subvert the public policy of motivating charitable

donations. It claims that because 100% of Royal Gardens was included in the estate and the estate donated 100% of
Royal Gardens to charities, the estate is entitled to a deduction of 100% of Royal Gardens' value.

The court disagreed, applying a two-step analysis. First, the court reasoned that in valuing the gross
estate, “we value the entire interest held by the estate, without regard to the later disposition of that
asset.” Second, the court noted that a charitable deduction is allowed "“for what is actually received by
the charity” (quoting Ahmanson Foundation, discussed immediately below). “In short, when valuing
charitable contributions, we do not value what an estate contributed; we value what the charitable
organizations received.”

The court cited Ahmanson Foundation v. United States, 674 F.2d 761 (9th Cir. 1981), in support of both of
those steps of the analysis. In Ahmanson, the decedent owned the one voting share and all 99 nonvoting
shares of a corporation. The voting share was left to the decedent’s sons and the 99 nonvoting shares
were left to a charitable foundation. The gross estate value of the 100 shares took into consideration that
the decedent held full voting control of all of the shares, but “the estate’s deduction attributable to the
donation of the 99 nonvoting shares necessitated a 3% discount to account for the foundation’s lack of
voting rights.” The fact that the asset in Ahmanson was split between an individual and a charity rather
than between two charities made no difference because that did not affect the value of the church’s and
foundation’s respective interests that they received “and it is the value of the property received by the
donee that determines the amount of the deduction available to the donor.”

The parties reached agreement regarding the amounts of discounts if the court determined that discounts
were appropriate in determining the charitable deduction for the charitable transfers to the church and to
the foundation. The parties stipulated a 27.385% discount for the 25% passing to the church and a 4%
discount for the 75% passing to the foundation. Discounting the interests passing to the separate
charities resulted in a reduction of the charitable deduction of over $2.5 million, a quite significant
reduction.
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5. Failure to Timely File Penalty

The IRS met its burden of showing that the taxpayer filed late, but the estate did not meet its burden of
establishing reasonable cause, offering no evidence in support of that position. Therefore, the failure to
timely file penalty under §6651(a)(1) was applicable as to any gift tax deficiency.

Observations

1.  Small Lack of Control and Marketability Discounts Allowed for Controlling Majority Interest in
LLCs

Lack of control and lack of marketability discounts were determined for the estate tax value of the
estate’s super-majority in five LLCs owning real estate (all over 70% and three over 80%). Several of the
LLCs owned multiple real estate investments; one owned multifamily apartment buildings and a retail
shopping center and another owned a multifamily apartment complex and another unleased property. The
other three LLCs each owned a single real property investment (an operating farm, property surrounding a
gas station, and a mobile home park). The LLC operating agreements all “grant significant power to the
majority interest holder, such as the ability unilaterally to dissolve the LLCs and to appoint and remove
managers.” Even so, the 4% lack of control discount and 5% lack of marketability discount, a combined
seriatim discount of 8.8% (.04 + [.05 x .96] = .088), might seem low for interests in LLCs owning real
estate.

Fractional undivided interests in real estate are often valued with a 15% - 25% discount or more, (but a
few cases have allowed lower discounts). E.g., Estate of Mitchell v. Commissioner, T.C. Memo. 2011-
194 (estate and IRS stipulated to the following fractional interest discounts: Beachfront property: 32%
discount for 5% gifted interest and 19% discount for 95% interest owned at death; Ranch property: 40%
discount for 5% gifted interest and 35% discount for 95% interest owned at death); Ludwick v.
Commissioner, T.C. Memo. 2010-104 (17.2% discount for 50% interests in Hawaiian vacation home);
Estate of Baird v. Commissioner, T.C. Memo. 2001-258 (60% discounts for undivided interests in
timberland). A distinction from the fractional undivided interest situation, however, is that the majority
interest holder of an LLC generally may have the power to appoint a manager who could decide to sell the
assets and divide the proceeds among the members, without a court supervised partition proceeding.

2. Discounts Considered for Estate Tax Charitable Deduction Purposes

Warne is consistent with other cases and rulings that have considered the values actually passing to
specific charities in determining the estate tax charitable deduction.

The Ahmanson case is described in the Warne opinion (and summarized above).

Estate of Schwan v. Commissioner, T.C. Memo. 2001-174, also determined the estate tax charitable
deduction based on the value actually passing to a charity, which was less than the value in the gross
estate. The decedent in Schwan owned two-thirds of the voting and non-voting stock of a corporation.
The decedent’s estate plan provided that the shares would be distributed to a charitable foundation, and a
redemption agreement provided that the voting shares would be redeemed. The court determined that
the value to be included in the gross estate was a unitary unrestricted two-thirds interest in the
corporation. However, the redemption agreement provided that the voting stock left to the foundation
would be redeemed, leaving the foundation with only non-voting stock. The IRS took the position that the
foundation received a bequest of money equal to the value of the voting stock and the non-voting stock—
which should be valued at a discount for purposes of determining the amount of the charitable deduction.
Thus the amount of the deduction was less than the value in the gross estate. The estate argued that the
foundation had the right to require the redemption of all of its stock because it received two-thirds of the
voting stock and, before its redemption, it would have control and the ability to recapitalize the corporation
and remove any distinction between the two classes of stock. The court concluded that it could not grant
the estate’s summary judgment motion on this issue because of the possibility under state law of rights
of minority shareholders that would restrict the foundation’s right to recapitalize and to force the
redemption of all of its stock.
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The IRS took a similar position in a 2006 Technical Advice Memorandum. Tech. Adv. Memo. 200648028
(minority interest applies for charitable deduction purposes).

3. Charitable Deduction Discount Analysis Is Similar to Comparable Marital Deduction Cases

If a controlling interest in an asset is left to the marital share, a control premium may be appropriate in
determining the value of that asset. See Estate of Chenowith v. Commissioner, 88 T.C. 1577 (1987)
(bequest of 51% of stock of family company to surviving widow entitled to premium "control element" to
increase marital deduction). However, this principle also works in reverse. The IRS took the position in
several Technical Advice Memoranda that valuation discounts should be considered in funding marital
bequests. In Tech. Adv. Memo. 9050004, the decedent left 51% of the stock of a closely held corporation
to a trust for his son, and the remaining 49% to a QTIP trust. The IRS, in referring to the Chenowith case,
concluded that the stock passing to the QTIP trust should be valued with a minority interest discount.
Tech. Adv. Memo. 9403005 concluded that the minority stock interest that passed to the surviving spouse
had to be valued as a minority interest for purposes of the estate tax marital deduction, even though the
decedent owned a controlling interest in the corporation. See AOD CC-1999-006, describing acquiescence
in Estate of Mellinger v. Commissioner, 112 T.C. 26 (1999), and stating that "[tlhe proper funding of the
QTIP trust should reflect, for example, the value of minority interests in closely-held entities or fractional
interests in real estate that are used in satisfying the marital bequest.”

A 1999 Tax Court memorandum case is the first case recognizing that the value of assets passing to a
spouse must take into account minority interests for purposes of determining the marital deduction. In
Estate of Disanto v. Commissioner, T.C. Memo. 1999-421, the surviving wife signed disclaimers so that
only a minority interest in closely held stock passed to the wife. The court held that the stock passing to
the wife must be valued as a minority interest for purposes of determining the amount of the marital
deduction.

4. Planning Alternatives to Avoid Reduction of Charitable Deduction

Under the Warne facts, if the Family Trust had left the entire 100% LLC interest to the foundation or a
donor advised fund (DAF), and if 25% of the LLC had been later distributed to the church from the
foundation or the DAF (perhaps based on knowing the decedent’s desires, but under no legal obligation or
even formal understanding to do so), the overall economic effect would have been the same, but no
reduction of the charitable deduction would have applied because the entire 100% interest would been
left from the estate to a single charity.

5. Entire Interest Passing to Charity and Spouse

A similar situation arises if the entire interest in an asset owned by an estate (or the entire estate) passes
partly to a charity and partly to a surviving spouse. The intuitive reaction may be that all of the interest is
passing in a manner that qualifies for a deduction, thus resulting in no estate tax, but the rationale of
Warne (and Disanto and Ahmanson) results in a reduction of the overall charitable and marital deduction
when the valuation of the asset is subject to discounts, possibly resulting in an estate tax being due.

6. Somewhat Analogous “Marital Deduction Mismatch” Argument for 82036 FLP Situations

The IRS has made the similar argument in cases involving family limited partnership cases if the
undiscounted value of the assets contributed to the partnership is included in the gross estate under
§2036, arguing that a marital deduction is allowed only for the discounted limited partnership interest that
actually passes to the surviving spouse. This situation arises when a spouse contributes assets to an FLP,
retains most of the partnership interests until his death, and dies with a formula marital deduction clause
that leaves assets to the surviving spouse to minimize estate taxes, and the value of the assets
contributed to the partnership is included in the gross estate under 82036. In two reported cases (Estate
of Black v. Commissioner, 133 T.C. 340 (2009), and Estate of Shurtz v. Commissioner, T.C. Memo. 2010-
21) the IRS has made the argument that while the value of the partnership assets is included in the gross
estate (without a discount), the estate actually owns only a limited partnership or LLC interest and does
not own the assets directly. The government’s brief in Black stated the argument as follows:
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Petitioner overlooks the fact that §§2036 and 2035 include the value of property that has previously been transferred,
while the marital deduction is limited to the value of the property actually passing to the surviving spouse. There is
good reason for this limitation. On the death of the surviving spouse, only that property (here, the discounted value of
the BILP interest) will be in includable in the spouse’s gross estate under |.R.C. §2044.

All the estate can leave the spouse (i.e., all that can “pass” to the spouse for marital deduction purposes
under §2056) is a discounted entity interest. Thus, there would be estate inclusion at a high level (without
a discount) but the marital deduction would be allowed at a much lower level (taking into account
discounts). That difference would first reduce the amount passing to the bypass trust, but if that
difference were more than the remaining estate tax exemption amount available to the estate, there
would be estate taxes due at the first spouse’s death. See generally Angkatavanich, Black Shirts (Black,
Shurtz) and the Marital Deduction Mismatch, TRUSTS & ESTATES 37 (June 2010).

The Tax Court considered a different marital deduction issue in Estate of Turner v. Commissioner, 138
T.C. 306 (2012). (That is the second of three reported cases involving that fact situation and is sometimes
referred to as “ Turner I1.") The estate argued that the decedent’s will contained a formula marital
deduction clause and that the marital deduction should offset any value included in the gross estate under
82036. The marital deduction issue addressed in this supplemental opinion is whether a marital deduction
is allowed for partnership assets attributable to 21.7446% limited partnership interests that the decedent
had given to various family members (other than his spouse) during his lifetime. The court concluded that
because the surviving spouse did not receive those 21.7446% limited partnership interests, no marital
deduction is allowed for the value of assets attributable to those interests that is included in the gross
estate under §2036. The court reasoned that the statutory and regulatory marital deduction provisions as
well as the overall structure of the wealth transfer system support that result. The classic marital
deduction mismatch issue does not arise in Turner I/ because the IRS allowed a marital deduction for the
full value of assets attributable to partnership interests that the decedent owned at his death and could
pass to the surviving spouse under the formula marital deduction bequest in the decedent’s will.

The Tax Court did not have to address the marital deduction mismatch issue in Black and Shurtz because
the court held that §2036 did not apply in those cases. The classic marital deduction mismatch issue did
not arise in Turner Il because the IRS allowed a marital deduction for the full value of assets attributable to
partnership interests that the decedent owned at his death and could pass to the surviving spouse under
the formula marital deduction bequest.

No court has yet faced the marital deduction mismatch issue in the context of 82036 FLP cases. A tax
fiction deems the value of the assets that were transferred in the §2036 transaction to be in the gross
estate, and the issue is whether that same tax fiction is applied for deduction purposes as well. On the
one hand, the estate owns only the discounted limited partnership interest, so arguably that is all that can
“pass” to the surviving spouse for purposes of the marital deduction’s “passing” requirement. On the
other hand, a sense of consistency and fairness arguably may suggest that the fiction should apply for
marital deduction purposes as well as estate inclusion purposes. The concept of the marital deduction is
that a couple can avoid estate taxes at the first spouse’s death, deferring estate taxes until the second
spouse’s death, and it may not be possible to avoid having to pay large estate taxes at the first spouse’s
death if a full marital deduction is not allowed. Take the simple situation in which all of the estate is
passing to the surviving spouse and the estate owns a 99% interest in the partnership that is left to the
spouse. That is not a situation (like in Turner Il) where the decedent had made gifts of most of the
partnership interests to persons other than the spouse. The spouse is receiving all of the estate and all of
the partnership interest related to the value of the assets included under 82036, so arguably there should
be a marital deduction for all of that value. Or consider a situation in which the decedent made a lifetime
gift of all of his partnership interests to the surviving spouse, but the court applies 82036. Again, the very
asset that gives rise to 82036 also ends up in the hands of the surviving spouse, and a sense of
consistency may suggest that the marital deduction should match the inclusion amount. The effect of
allowing a full marital deduction for the undiscounted value included under §2036, however, is that no
particular disadvantage exists for having 82036 apply at the first spouse’s death regarding assets
contributed to the FLP by that spouse (and §2036 would not apply at the surviving spouse’s subsequent
death as to assets contributed to the FLP by the first-decedent spouse).
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