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When does ten percent mean ten percent?

For the past several years, there has been a controversy concerning the interpretation
Official publication of the  of 28 U.5.C. § 586(e}, the statutory provision that governs Chapter 12 trustee
American Agricultural compensation. This subsection places an upper limit on trustee compensation based
on the Executive Schedule for level 5 government employees, and, up to this
maximum, provides for the trustee toreceive a percentage fee based on the “payments
made under the plan” of the debtor. 28 U.S.C. § 586(e)} 1) A). In the bankruptcy of a
family farmer, the percentage fee is not to exceed ten percent with regard to payments
- up to $450,000 and three percent of payments above $450,000. 28 U.S.C. §586(e)(1XB}.
TINS I DE It further provides that the trustee “shall collect such percentage fee from all
payments received by such individual under plans ... for which the individual serves

as standing trustee.” 28 U.S.C. § 586(e)2).
. Agricultural law The controversy centers on the question: ten percent of what? The U.S. Trustee
{UST} has taken the position that trustees are entitled not only to ten percent of the
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bibliography payments made to creditors, generally interpreted to mean “payments under the

L. plan,” but also to ten percent of their own fee, i.e., ten percent of all payments made

* Valuation issues to them, including the percentage payment made for the trustee’s fee. Bankruptcy
continue to and district court cases that have considered this argument have reached conflicting
predominate in results. See e.g., In re Edge, 122 B.R. 219, 221 (D. Vt. 1990); In re Weaver, 118 B.R.

730 (Bankr. D. Neb. 1990).

estate and gift tax The Tenth Circuit Court of Appeals adopted the UST position in {n re BDT Farms,

cases Inc., 21 F.3d 1019 (10th Cir, 1994). It based its analysis on Chevron U.S.A. Inc. v.
Natural Resources Defense Council, Inc., 467 U.8. 837, 842-43 (1984). 1t first

¢  Federal Register considered whether the statutory language at issue was ambiguous, and finding that
in brief it was, it then considered whether the government’s position was permissible. BDT

Farms, 21 F.3d at 1021. Citing Chevron for the principle that the court must defer to
an agency’s reasonable interpretation of an ambiguous statute, the Tenth Circuit
court found the UST interpretation to be permissible and thus, deferred to it. This
decision was discussed in the article, When is Ten Percent Not Ten Percent: Deference
o Strikes Again, Agricultural Law Update 6 (August 1994).

Solicitation of articles: All AALA The Eighth Circuit Court of Appeals recently addressed this issue and rejected the
holding of BDT Farms. Pelofsky v. Wallace, 102 F.2d 350 (8th Cir. 1996). In so doing,
it affirmed the district and bankruptcy court holdings that restricted the trustee to
) i e a fee capped at ten percent of the plan payments.

L.Md? copies of deus.mns and leg- The bankruptey court in Wallace re,}i)ecyt:i BDT Farm’s deference to the UST’s
as!atzlon "f!”h the article. To avolzd interpretation of the statute. It found that deference was not due because the statute
duplication of effort, please notify | was not ambiguous. In re Wallace, 167 B.R. 531, 533 (Bankr. E.D. Mo. 1994).
the Editor of your proposed ar- | Continued on page 2
ticle.

. Illinois drainage law

members are invited to submit
articles to the Update. Please in-

IN I?UTUR E NGFA formally petitions CFTC to lift ban

on ag trade options

ISSUES The NGFA on January 30, 1997 filed a formal petition with the Commodity Futures
— Trading Commission to lift the ban on the use of agricultural trade options.

The petition calls on the CFTC to complete its rulemaking, initiated in 1991, by
adopting amendments to existing regulations that would permit trade aptions on
i agricultural commodities to the same extent as currently permitted for non-agricul-

. . .. tural commodities.

Comlpetmg VISIO.nShOf The CFTC in 1991 proposed to amend its rules governing trade options that would

rural property rights have placed trade options for agricultural commeodities on the same footing as non-
agricultural trade options. While the CFTC accepted comments on its proposal, a final
rule never was issued. The rulemaking, however, never was closed.

The NGFA believes that now may be an opportune time to complete the 1991
rulemaking. First, the CFTC currently is at its fully authorized level of five commis-
sioners (for much of the time since 1991 it was not}, and a majority of the current
commissioners appear to favor providing more market-based risk-management tools

Continued on page 2




TEN PERCENT/CONTINUED FROM PAGE 1

Alternatively, the court found that the
even if the statute were ambiguous, the
UST’s position would be impermissible.
The court held that the fee that the UST
requested amounted to an 11.11% fee, a
direct violation of the 10% “maximum
allowable percentage” set forth in the
statute. [d. The Wallace district court
affirmed the bankruptey court. Pelofsky
v. Wallace, 197 B.R. 82 (E.D. Mo. 1995).

Upon de novo review, the Eighth Cir-
cuit initially agreed with BDT Farms and
found the relevant statutory language to
be ambiguous. Pelofsky v. Wallace, 102
F.3d at 355. However, it agreed with the
lower courts in finding that the UST’s
interpretation of this language was un-
reasonable, and thus was not entitled to
deference. Id. Although the court could
not find any legislative history on peoint, it
stated that it did not believe “that the
drafters envisioned that a farmer would
be told to disregard common sense and
economic reality and accept the UST as-
sertion that a fee of $1,111,11 on a plan
payment of $10,000.00is a 10% fee, not an
11.11% fee.” Id.
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Moreover, the court noted that it shared
the concern that “a family farmer at-
tempting to reorganize might find it diffi-
cult to understand why a trustee should
collect a fee for ‘merely receiving its pay-
check.”Id. (citing In re Wallace, 167 B.R.
at 534;In re Westpfahl, 168 B.R. 337, 366
(Bankr. C.D. Ill. 1994).

The court found further support for
rejecting the UST interpretation in its
previous decisioninin re Wagner. Pelofsky
v. Wallace, 102 F.3d at 355-6 (citing
Wagner, 36 F.3d 723 (8th Cir. 1994). In
Wagner, the court ruled that certain di-
rect payments made by the debtor to his/
her creditors were not subject to the
trustee’s percentage fee. In addition to
deciding the central issue of the case, i.e.,
the direct payment issue, however, the
court in Wagner addressed a mootness
argumentraised by thedebtors. The debt-

ors argued that because they had already
received their discharge, the issue of the
trustee’s fee was moot. The Eighth Cir-
cuit rejected this argument, stating thata
discharge only affected the “debts pro-
vided for by the plan.” Id. {citing 36 F.3d
at 726; 11 U.8.C. § 1228(a)). According to
Wagner, the “[t|rustee’s fees are not ‘'debts
provided for by the plan’ but are fees
levied for services provided for in admin-
istering the plan.” Id. This finding sup-
ports the argument that the trustee’s fees
are not payments “under the plan” for
purposes of computing the ten percent fee
under 28 U.S.C. § 586, Id. at 356.

For these reasons, the court held that
the trustee’s fee should be assessed solely
against payments made under the plan
and not assessed against his or her own
fees. Id.

—Susan A. Schneider, Hastings, MN

AG TRADE OPTIONS/Continued from page 1
for use by agricultural producers. Second,
the CFTC has continued to solicit input
on the use of agricultural trade options
following issuance of the 1991 proposal. A
major public discussion—Chairman’s
Roundtable on the Prohibition of Agricul-
tural Trade Options—was hosted by the
CFTC in December, 1995. Third, the
changes to agricultural policy contained
in the 1996 farm act make it even more
important to producers to manage their
own risk and seek a greater share of
income from markets. This adds further
support for amending the CFTC’s rules to
permit the development and use of agri-
cultural trade options.

The NGFA asked the CFTC to promptly
lift the ban on the use of agricultural
trade options given the substantial record
already compiled by the agency. The
NGFA’s position is that lifting the ban
would enhance the ability of the cash
grain industry to offer producers addi-
tional pricing and risk-management tools.

The NGFA asked the CFTC to adopt
the amendments proposedin 1991. Among
other things, the proposals:

* would permit the use of agricultural
trade options where the “commodity op-
tions offered by a person which has a
reasonable basis to believe that the option
is offered to a producer, processor, or com-
mercial use of, or @ merchant handling,
the commodity which is the subject of the
commodity optiontransaction, or the prod-
ucts or by-products thereof, and that such
producer, processor, commercial user or
merchant is offered or enters into the com-
modity option transaction solely for pur-
poses related to ifs business as such.”
Importantly, under this propesal, compa-
nies doing business with producers would
need to take steps to ensure that such off-
exchange transactions fit within the ex-
emption, which would be subject to CFTC
oversight;

* would not exempt parties from com-
plying with CFTC regulations that ex-
pressly prohibit unlawful representations
and fraudin connection with offering com-
modity option transactions:

* would create a regulatorv exemption
for agricultural trade eptions. However,
the CFTC would have jurisdiction over
transactions to determine: (1) whether a
particular transaction fits within the ex-
emption; and (2) whether the regulatory
provisions prohibiting unlawful represen-
tations and fraud may have been violated.
This contrasts with the self-executing
provisions of the Commeodity Exchange
Act governing unregulated cash forward
contracts, where the CFTC does not have
jurisdiction.

In tts petition, the NGFA asked the
CFTC to clanfy that so-called revenue-
assurance contracts could lawfully be en-
tered into between producers and grain
buyers in the cash marketplace if the
CFTC approves the NGFA’s petition to
lift the ban on agricultural trade options.
CFTC Commissioner Joseph B, Dial, ina
January 5 speech at the 1997 American
Farm Bureau Federation’s annual cen-
vention, described revenue-assurance con-
tracts as follows:

Producers can use this type of contract

to overcome low yields and/or prices

and achieve a guaranteed level of rev-
enue. This approach involves an input
vendor who will pay part of the
producer’s premium cost to secure rev-
enue or in some instances the company
will enter into a contractual arrange-
ment with the producer that will guar-
antee revenue on a per acre basis. The
genesis of revenue assurance is found
in the need for the private sector to fill
the gap left by a reduction in the gov-
ernment financial safety net.
Continued on page 3
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Agricultural law bibliography

Biotechnology

Angelo, Genetically Engineered Pian! Pesticides:
Recent Developments in the EPA’s Reguiation of
Biotechnology, 7U. Fla. J.L. & Fub. Poly 257-303
{1996).

Comment, The FOA and the Biotechnology indus-
try: a Symbiotic Relationship? 71 Wash, L. Rev. 821-
844 (1996).

Malinowski, Globakzalion of Biolechnofogy and
the Public Health Challenges Accomparying #, 60
Alp. L. Rev. 119-169 (1996).

Cooperatives
Organizational issues
Baumel & Lasley, On Edge over Hedge: Hedge-
to-Amve Contracts Represent Ethics Crsis for Farmer
Co-ops, 63 Rural Coop. 6-9 (July/August 1996).

Corporate farming

Note, The Missoun Anli-Corporale Farming Act:
Reconciling the Inlerésis of the Independeni Farmer
andthe Corporate Fanm, 64 1. Mo K.C. L. Aev. 835-
860 (1996).

Environmental issues

Comment, The Eight Mifion Little Pigs—a Cau-
tionary Tale: Stafutory and Reguialory Responses 1o
Concenirated Hog Farming, 31 Wake Forest L, Rev.
851-883 (1996).

Note, Jus/ What is a Concentraled Animal Fegd-
ing Cperation Under the Clean Waler Acl? (Con-
cemed Area Residents for the Environment v.
Souttview Famm, 34 F.30 114, 20 Cir. 1994, cent
genied, 1155, €Y, 1793, 1995, 60 Alb. L. Rev. 239-
265 {1996).

Recent development, Animal Feeding { of Opera-
tom is Point Source Not Subject 1o Agricultural Ex-
empiion Under Clean Waler Act. (Concemed Area
Residents for the Environment v, Southview Farm,
34 F.30 114 200 1994), 5U. Balt. J Envtl. L. 124-
128 (1995).

Farm labor
General & social welfare
Nobie, Erosion of Agricuiiwal Labor Exemplions
i1 Emproyment Law: Recent Developments Ret-
evanl o Arkansas, 1996 Ark. L. Notes 71-85,

Farmers Home Administration
Hayes, The Government Changes e Rules Mig-
Game: An Explanation o/ the Credif Provisions of the
FAIR Act—Fart Two: Preservafion Loan Servicing
Frogram and lnventory Property Changes, 11 Famm-
ers' Legal Action Rep. 26-33 (No. 1 & 2, 1996).
Roth, The Govemment Changes the Rules Mid-

AG TRADE OPTIONS/Continued from page 2

Further, the NGFA set forth the follow-
ing hypothetical transaction as one that
clearty would be authorized if the ban on
agricultural trade options is lifted;

The contract establishes a minimum
contract price determined when the con-
tract is written, and a premium is col-
lected, either at the initiation of the con-
tract, during the life of the contract or,
together with the interest accumulated

Game: AnExplanafionofifie Credif Provisions of the
FAIR Act—Part One: Direct Loan and Primary Loan
Servicing Program Changes, 11 Farmers’ Legal Ac-
tion Rep. 3-25 (No. 1 & 2, 1996).

Food and drug law

Gillan, {aying Ax lo the Delaney Clause: Reform
of the Zero-lolerance Siandard For Carcinogenic
Food Addilives, 5 U. Balt. J. Envl. L. 14-51 (1995).

Farestry

Brennan & Clifford, Standing, Ripeness, and For-
&st Pian Appears, 17 Pub. Land & Resources L. Rev.
125-151 {1996).

Comment, The 1995 Saivage Timber Sales Riger;
a Recipe For Environmental Devastation, 5 Dick. J.
Envil. & Pol'y 419-439 (1996).

Comment, Logging Without Laws: the 1995 Sal-
vage Logging Rider Radically Changes Policy and
e Rule of Law i the Forests, 3 Tul. Envil. L.J. 447-
482 (1996).

Gippert & DeWille, The Nature of Land and Re-
source Mandgemen! Panning Under the Nationa/
Forestry Management Act 3 Envil. Law. 149-208
(1996).

Hunting, recreation & wildlife

Comment, The Right lo Hunt in the Twenty-first
Century; Can the Public Trust Doctane Save an
Amenican Tradifion?, 27 Pac. L.J. 1235-1287 (1996).

Sherr, Does the Federal Antr-Crime Bilf's Hunler
Harassment Provision Vio/ate the First Amendment
or i an Anmal Righits Protesier Falis Down in the
Woods and a Hunter Hears, is it a Federal Crime? 11
J. Nat. Resources & Envif. L. 119-133 (1995-96).

International trade

Comment, Unfocking the Japanese Rice Market:
How Far Will the Ooor Be Opened? 3 Transnational
L. 273-293 (1996)

Ellison & Mullin, Economics and Politics:  The
Case of Sugar Tanff Reform, 38 J. L. & Econ. 335-
366 (1985).

Luna, “Agncultural Underdogs " and infemaltional
Agreements. the Legal Confext of Agricultural Work-
érs Within the Rural Economy, 26 NM. L. Rev. 3-56
{1996).

Land reform
Valdez, Land Reform andthe Two Faces of Dever-
oprment i Mexico, 19 Polar 105-120 (No. 2, 1996).

Patents, trademarks & trade secrets
Roberts, Pateniing Plants Around the World, 18
Eur. Intell. Prop. Rev. 531-536 (1996).

over the life of the contract, at the time of
settlement. In return for the premium,
the producer has the right to require the
merchant to accept delivery of and pay a
minimum contract price for the crop.
However, the producer may forfeit the
premium and seek a higher price for, and
deliver, the crop elsewhere.
—David C. Barrett, Jr., Nat. Groin
and Feed Association, Washington, DC

Pesticides

Note, FIFRA's Pregmption of Common Law Tort
Actions involving Genelically Engingered Peslicides,
38 Ariz. L. Rev, 763-791 (1996).

Public lands

Biumm, The Case Agains/ Translemng 8L ML ands
fo the Siakes, 7 Fordham Envtl. L.J. 387-395 (1996).

Feller, The Comb Wash Case: the Rule of Law
Comes to Ihe Public Rangelands, 17 Pub. Land &
Resources L. Rev. 25-54 (1996).

Nolen, Residgnts at Risk: Wildiife and ihe Bureadu
of Land Management’s Flanning Process, 26 Envil,
L. 771-840 (1936).

J. Souder 8 S. Fairfax, State Trustiands: Hisiory,
Managemeny, and Susiaimable Use (Univ. Press
Kansas, 1996) 370 pp. :

Taxation
Developments, Agricufture: 1996 43 Tarx Law,
1006-1010 {1996).

Torts

Comment, The Power Line Difemma. Compensa-
tion For Diminished Property Value Caused By Fear
of Efectromagnelic Felds, 24 Fla. St. U. L. Rev, 125-
160 (1996).

Water rights: agriculturally reiated

Comment, Searcting for the Public Tiust Doctrine
a1 Utah Walter Law, 15 J. Energy Nat. Resources, &
Envtl. L. 321-350 (1995).

If you desire a copy of any article or further

information, please contact the Law School Li-
brary nearest your office.

—Drew L. Kershen, Professor of Law, The

University of Okiahoma,

Norman, OK

Federal Register in
brief

The following is a selection of matters
that were published in the Federa! Regis-
ter from January 24 to February 13, 1997.

1. Farm Credit Administration; capital
adequacy and customer eligibility; final
rule. 62 Fed. Reg. 4429,

2. North American Wetlands Conser-
vation Act; request for small grants pro-
posals for 1997, proposals must be post-
marked by April 4, 1997, 62 Fed. Reg.
4548.

3. Packers and Stockyards Administra-
tion; regulations issued under the PSA;
poultry grower contracts; scales; weigh-
ing; advance notice of proposed
rulemaking; comments due 5/12/97. 62
Fed. Reg. 5935.

4. CCC; procurement of processed agri-
cultural commodities for donation under
Title IT; Pub. L. 480; proposed rule; com-
ments due 4/14/97. 62 Fed. Reg. 6497.

—Linda Grim McCormick, Alvin, TX
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Valuation issues continue to predominate in estate and
gift tax cases—opportunities for estate planners

By Roger A. McEowen

This article addresses recent develop-
ments in the valuation area important to
agricultural estates. In recent years, valu-
ation has heen one areaof estate planning
that has provided generous opportunities
for planning to achieve significant tax
savings, Valuation is the primary issuein
estate and gift taxation, and the courts
have continued to legitimate techniques
that generate significant tax savings
through discounts for minority interest
position, lack of marketability, and frac-
tional interest.! 1t remains absolutely criti-
cal, however, to properly document the
basis for any proposed discount, and, in
many instances, professional appraisers
should be utilized.

Discounts

Perhaps the most significantrecent case
in the discount area is Estate of Bonner v,
United States.? In Bonner, the court held
that the decedent’s outright ownership of
undivided fractional interests in real and
personal property did not have to be ag-
gregated with the remaining interests in
the same properties that were included in
the decedent’s estate by reason of LR.C. §
2044, Thus, even though 100% of the
properties was included in the decedent’s
estate, the interests held outright at death
qualified for fractional interest discounts.
Consequently, estate planners should be
aware of the potential to achieve a dis-
count when [unding the marital and
nonmarital shares in an agricultural es-
tate if a spouse survives and it is not
planned to leave all property outright to
the surviving spouse.

Atthe time of death, the decedent owned
a 62.5% interest in 2,107 acres of Texas
ranchland, a 50% interest in New Mexico
real estate and a 50% interest in a 56-foot
pleasure boat. A QTIP trust established
under the will of the decedent’s prede-
ceased spouse owned the remaining in-
terests.

The estate valued the decedent’s 62.5%
interest in the ranchland at a 45% dis-
count ibelow 62.5% of fair market value)
based on the fact that it was a fractional
undivided interest. The estate also dis-
counted the value of the New Mexico real

Roger A. McEowen ts Assistant Professor
of Agricultural Economics and Extension
Specialist, Agricultural Law and Policy,
Kansas State University, Manhattan,
Kansas and is a member of the Kansas
and Nebraska Bars,

estate and the boat. The Service disal-
lowed the discounts, claiminginstead that
the interests held by the QTIP trust
merged with the interests held outright
by the decedent. As such, 100% of the
properties was included in the decedent’s
gross estate.

The Fifth Circuit Court of Appeals, in
reversing the district court,® held that a
fractional interest discount was available
on the basig of the court’s 1981 decision in
Estate of Bright v. United States.* The
Fifth Circuit, while noting that 1.R.C. §
2044 contemplated that QT1P property is
to be treated as having passed from the
decedent, held that § 2044 does not re-
quire the QTIP assets to merge with the
assets the decedent owned outright. The
court reascned that the decedent’s prede-
ceased spouse could have left the assets in
the QTIP to anyone, and neither the dece-
dent nor the decedent’s estate had any
control over their ultimate disposition.
The court also rejected the Service’s pub-
lic policy argument that the decedent
should be prevented fromusing a QTIP to
avoid paying taxes on the unified value of
the property. Instead, the court noted
that the estate of each spouse should be
required to pay taxes only on the assets
within the control of each spouse. The
Fifth Circuit remanded the case to the
district court to determine the appropri-
ate discount.’

In Estate of Casey v. Commissionert
the decedent held a life estate interest in
a residence. Certain charities held the
remainder. When a maintenance trust
began to run ocut of funds for maintaining
the residence, the parties established a
liguidating trust to sell the residence and
personal property. The estate argued that
the decedent’sinterest in the trust should
have been discounted for its minority in-
terest and the interest’s lack of market-
ability. The Service disagreed, arguing
instead that the trust was not a trade or
business and that a buyer would be con-
cerned only with the delay in liquidating
the trust assets before realizing the value
of the decedent’s interest in money. The
court agreed partially, holding that the
trust interest could not be discounted as
could a minority shareholder’s interest,
but allowed the discount for the time
delay in liquidating the trust assets.

In Estate of Wheeler v. United States,’
the decedent’s estate consisted of 50% of
the voting stock of a family owned corpo-
rationin which the decedent’s heirsowned
all of the nonvoting stock and the other

50% of the voting stock. Under local law
(Texas), a 50% interest in voting stock
was insufficient to control corporate af-
fairs. The Service allowed a 25% discount
for lack of marketability and argued that
the estate should not be given an addi-
tional 10% minority discount. The court
stated that a minority interest discount is
conceptually different {rom a discount for
lack of marketability and that an award
of the latter does not preclude application
of the former. Thus, the court allowed a
10% minority discount.

In Estate of McClatchy v. Commis-
sioner,® the decedent owned over two mil-
lion shares of unregistered voting stock in

- & closely-held eorporation in which the

decedent was an affiliate under federal
securities law. Sale of the stock during
the decedent’s lifc was subject to federal
securities law restrictions, but the
decedent’s estate was not an affiliate to
which the restrictions applied. The estate
argued that the stock value should be
discounted for estate tax purposes be-
cause of the restrictions in effect during
the decedent’s life. The court disagreed,
reasoning instead that the valuation was
tobe determined by reference to the inter-
est that passed because of the decedent’s
death. Because the stock passed to the
estate without the restrictions, a discount
was not appropriate.”

InSmith v. United States,'® a corporate
promissory note issued to the decedent’s
predeceased spouse was included in the
decedent’s estate. The note was a private
obligation and did not include any protec-
tive language found in the publicly issued
corporate debt instruments. The note’s
fair market value was determined by com-
paring it to similar publicly issued corpo-
rate debt instruments. The estate argued
that the estate tax valuation should be
determined by discounting the note’s fair
market value to account for the lack of
protective documents found in the pub-
licly traded debt instruments. The court
agreed and accepted the estate’s valua-
tion.

In Krapf v. United States,!* the tax-
payer donated 26,000 shares of stock to a
university in 1976 and valued the shares
at $10 each for federal income tax chari-
table deduction purposes. The gifted stock
represented 32.5% of all outstanding
shares. The Service deemed the stock
worthless and disallowed the deductions.
The company lost a major contract four
months after the gifis and, as a result,
went bankrupt.
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The trial court used evidence of post-
gift transactions to determine the value
of the stock on the date of the gift. This
approach resulted in a value of $4.34 for
each share of gifted stock. On appeal, the
Federal Circuit also used subsequent
events to prove the value of the gift, but
remanded the case because the trial court’s
valuation was not based on the evidence
and was too speculative. On remand, the
court valued the gifted stock at $2.46 per
share based on an adjusted net worth
analysis with a 33% discount for the
taxpayer's minority interest, The value of
intangibles was not included for lack of
evidence of their values, and the price
determined by a buy-sell agreement was
ignored because of no evidence that the
agreement was executed.

InEstate of Scanlan v. Commissioner,?
the decedent died owning an undivided
50% community interest in a closely-held
corporation, The decedent’s spouse made
gifts of corporate voting stock approxi-
mately three months before the decedent’s
death, for which the decedent and spouse
elected split gift treatment. The gifted
stock was valued at approximately $35
per share on the decedent’s Form 709.
The decedent’s stock interest was also
valued at approximately $35 per share on
the decedent’s estate tax return. The gifts
were valued based on a corporate valua-
tion report prepared by a professional
mvestment banking firm, and the estate
tax value was arrived at by a similar
valuation report which included a 35%
discount for minority interest and lack of
marketability.

Approximately one year after the
decedent’s death, the corporation solic-
ited offers to purchase all of the corporate
stock or assets. An offer was received to
buy all of the corporate stock for $75.16
per share. In accordance with the corpo-
rate redemption agreement, nonfamily
member shareholders were required to
sell their shares back to the corporation
at $75.16 per share. Based on this re-
demption price, the Service determined
that each share of the corporate voting
stock was worth $72.15 as of the date of
the decedent's death. The Service then
discounted this value by an arbitrary 4%
figure to account for the decedent’s mi-
nority interest in the company.

The court rejected both the estate’s and
the Service’s values. The court opined
thatthe estate’s expert was unpersuasive
and that the expert had arbitrarily ap-
plied a 35% marketability discount to the
decedent’s share. The estate’s expert did
not, in the court’s opinion, adequately
diseuss the publicly traded companies
which he compared to the decedent’s cor-
poration, and did not set forth their age,
business, or product line with any speci-
ficity. The expert also made no mention of

a hypothetical buyer or seller. The Ser-
vice provided no expert, and the court
found incredible the Service’s argument
that a 4% discount adequately reflected a
lack of marketability and minority dis-
count for the decedent’s stock. As such,
the court held that the value of the
decedent’s stock at the time of death was
$50.51 per share. The court arrived at
this value by starting with the redemp-
tion price of $75.16 per share and reduc-
ing it by a 30% discount for lack of mar-
ketability and minority interest.?®

In Estate of Wright v. Commissioner,*
the valuation methods and opinions of an
estate’s experts regarding the value of
closely-held bank stock were held to be
more correct than those of the Service's
expert. The decedent owned 23.8 % of
stock in a corporation that wholly owned
a bank corporation. The stock had previ-
ously sold for $50/share, but the estate
argued that putting all of the shares on
the market at the same time would re-
duce the price to $38/share. The Service
valued each share at $67 after adding a
control premium to the $50/share sale
price. The court established a figure of
$45 per share because the large block of
stock would be difficult to sell at full price
and because the bank was in excellent
financial shape. The court rejected as
implausible the Service’s argument that
a control premium should apply on the
basis that a single investor might pur-
chase the estate’s large minority interest
and use that stock block to acquire a
controlling interest.

Miscellaneous valuation
developments

In Estate of Lioyd v. Commissioner'®
the decedent owned 50% of a trust which
owned two parcels of rural land zoned as
residential. Upon the decedent’s death,
the estate argued that the land should be
valued as residential property because
the highest and best use of the land was
for residential purposes and because the
land was zoned residential. The estate
also argued that any attempt to rezone
the land for commercial purposes would
be difficult. The court rejected the estate’s
arguments and held that the evidence
demonstrated thatlocal development was
commercial and that a rezoning could be
easily obtained. As such, the fair market
value would be determined on the hasis of
the commercial use value of the property.

In Wrona v. United States,' the dece-
dent owned a 67% leasehold interest in a
parking garage. The executors valued the
leasehold for estate tax purposes based
on a pending offer to purchase the
leasehold. The sale fell through and the
leasehold was sold to the decedent’s son
for much less than the estate tax value.
The executors sought to amend the estate

tax return to decrease the value. The trial
court denied the lower value and the ap-
pellate court affirmed.

In re Tavior,"" the donor gified several
parcels of land to the taxpayer and re-
tained a life estate in each parcel. The
Service used several sales of comparable
nearby land to value the gifts. The
taxpayer’s appraiser claimed that nocom-
parable sales were available and used an
income-producing approach to value the
parcels. However, both partiesagreed that
a comparable sales approach would pro-
duce the most accurate valuation. The
court held that the Service’s value was to
be used to value the gifts.

In Tech. Adv. Memo. 9637006.'% the
executor filed the federal estate tax re-
turn for the decedent’s estate and elected
to value the assets on the alternate valu-
ation date, six months after the date of
death. One of the estate assets consisted
of the right to receive annual lottery pay-
ments for 16 years. The decedent died
before receiving the first payment which
was received within the alternate valua-
tion period. Asofthe date ofthe decedent’s
death. the applicable federal rate was
8.4%, and at the alternate valuation date
six months later, the applicable federal
rate was 9.4%. The estate valued the
decedent’s interest in the lottery pay-
ments as of the date of death, but adjusted
this value by using the factor based on the
applicable federal rate of 9.4%. The Ser-
vice ruled that the lottery winnings rep-
resented the right to receive a fixed dollar
amount annually for a defined period of
time and constituted an interest whose
value is effected by mere lapse of time.
However, the Service ruled that a change
in interest rates is not a change due to a
mere lapse of time and that the estate had
properly valued the interest as of the date
of the decedent’s death with the adjust-
ment for the difference in its value as of
the alternate valuation date because of
the change in the applicable federal rate.
In essence, this means that lottery win-
nings should be valued in the same man-
ner as an annuity.

In Estate of Williamson v. Commis-
sioner," the Service issued a statutory
notice of deficiency to the decedent’s es-
tate more than three years after the es-
tate tax return was filed. Attached to the
Form 709 was a request for an extension
of time with an explanatory statement
that because of a dispute with the surviv-
ing spouse, the estate was unable to list
and value the items of the estate. This,
the court held, gave the service adequate
notification of the estate’s failure to item-
ize and value specific items of the
decedent’s gross estate. As such, the six-
year statute of limitations applicable to

Continued on page 6
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VALUATION 1SSUES/Continued from page 5

an estate tax return that omits items
from the gross estate exceeding 25% of
the gross estate reported on the estate tax
return did not control.?®

‘Discounts may also be available for state restrictions on
fand use. Forexample, in Estate of Luton v. Commissioner,
T.C. Memo. 1994-533, supp. by T.C. Memo. 1996-181, the
decedent’s estale included a 78% interest i the common
stock of a corporation thatowned a 1,300 acre ranch, aone-
third interest in a closely-held corporation which owned
wellands used for hurting, and 41.8% of a hquidating trust.
The court rejected the estate’s liquidation valualion and
comparative property valuation of the ranch and wetiands
because the properties were not for sale and the compa-
rable properties used were not sufficiently simifar. The
corporation was valued using the value of the corporation's
assets less a 20% discount for lack of marketability, based
on the illiquid nature of the assets caused by the sfale
resirictions.

The estate was allowed a 20% discount for minonty
interest and a 15% discoun! for lack of marketability, in part
because ofthe iand use restnctions. The value oftheinterest
in the liquidating trust was discounted 10% for lack of
marketability, but the court did not allow any discount for
minonty inferest because minorfty interest holders were
prolected by the trustee's fiduciary duty. The supplemental
rufing in early 1996 nvolved the stipulation which deter-
mined the effect on stack valuation of & loan from a refated
corporation.

284 F.3d 196 (5th Cir. 1996). Another significant recent
case was Esfate of Hoover v. Commissioner, 69 F.3d 1044
{10R Cir. 1995), inHoover, the decedentheld a 26% interest
in a New Mexico ranching partnerstup as a limited partner.
The estale first discounted the deceden!'s interest to raflect
the decedent’s minority position. From this discounted value,
the execulor further reduced the taxable eslate by making a
special use value election. The Tax Court denied the minor-
fly inferest discount on the basis of its holding in Esiate of
Madgox v. Commissioner, 93 T.C. 228 (1989). In Magaox,
the decedent owned a 35.5% interest in an incorporated
famity farm which qualified for special use valuation. The
Tax Court held that the “use value™ of the shares inclded in
the gross estate was not the “fair market value” of the shares,
and that the estate was not entilied ta a minonty interest
discount that would otherwise be available in determining
“fair market value.” Consequently, the court heid that the
eslate was entitled to utilize a minonty interest discount or a
specidl use valuation eiection, but denijed the estate the
ability to reduce further the value of property inciuded in the
estate at use value by a discount. The Tenth Circuit Court of
Appeals reversed the Tax Court and allowed the estale lo
utilize both a minority interest discount and a special use
valuation election or the quafified property.

The opinion of the United States district court for the
Southem District of Texas was urreponed.

‘619 F.2d 407 (5th Cir. 1981). inBnght the decedent held
a 27.5% interest in an asset as execulor of fis deceased
wife's estale and a2 27.5% in the same asset in his individual
capacity. The Service argued that the estate tax vaiue of the
decedent’s interest should be determined as though the
decedent held g single 55% conlrolling interest, with thal
value then being cul in half. The Fifth Circufl rejected this
approach based on the willing buyer, willing seller definition
of fair market value, stressing instead thai the “willing seller”
is not the estate ilseff, but a hypothetical seller.

SWhile the estate apparently was only seeking a discount
for the inlerests the decedentheld outnght, the Fifth Circuit's
reasaning would appear (o support a discount for the assels
held in the QTIP trust. The discount should be avaitable
regardless of whether the individuals ulimately receiving
the QTIP assets are the same persons inheriting the assets
held by the decedent. Under the court’s reasoning. the
valuation is made as of the moment of death and must be
measured by the interes! that passes, as contrasted with the
interest held by the indivioual before death or the inferest
held by the legatee affer death.

Tha Service is challenging Bonner. The Service has
congistentty taken the view that aggregation is required in
determining estate tax value in factual situalions similar to
Bonner. in Prv. Ltr. Rul. 9608001 {Aug. 18, 1995), lhe
Service concluded that a partnership interest included m an
estate under { R.C. § 2044 had to be aggregated with an
interest in the same partrership held through a revocable
trust. The Service also reached the same result for stock
heldoutnight andstack of the same company held by a QTIP
trustin Priv. Lir. Rul 9550002 (Aug. 31, 1995). Ina ruling that
invalved a set of facts very similar lo Estafe of Bonney, the
Service nuled that undivided interests in real estate inciluded
under ).A.C. § 2044 aggregated with undivided interests
included under LA.C. § 2033 (see, Pnv Lir. Rul. 3140002
{Jun. 18, 1991)).

5T.C.Memo. 1996-156.

"96-1 US.T.C. (CCH] 160.226 (W.D. Tex. 1995).

106 T.C. No. 9 (1996).

“The restrictions would have remained in effect il the
praperty had been gifted, Thus, a discount woufd have been
available for gift tax purposes. This would have resulted in
alower giff tax thar estate tax on the same shares. However,
this oulcome must be balanced against the income lax
consequences to the donee beneficiary because of the lass
of a stepped-up basis. Also, for gifts of closely-held stock to
family members, the special valuation rules of LAR.C. §§
2701-2704 rmust be considered,

'°923 F. Supp. 896 (5.0. Miss. 1996).

135 Fed Claims 286 (1896). on rem. from, 877 F.2d
1454 (Fed. Cir, 1992},

“T.C.Memo. 1996-331.

in a later dacision, Estate of Scanian v. Comrmissioner,
T.C. Memo. 1996-414, the court rejected the estate’s motion
for reconsideration. The eslate claimed that the court erred
because the cour! concluded that the decedent’s shares of
stock were markelabie, lailed to account properly for minor-
Hy and markelability discounls, and did not apply the stan-
dardssetforthinMandeibaumy. Commissioner, T.C. Memo.
1995-255, aff o without pubhshed opinion, 91 F.3d 124 (3rd
Cir. 1996}, to determine the marketability discount.

“T.C. Memo. 1997-53.

’T.C.Memo 1896-30.

596-1 U.S.T.C. {CCH} 160,227 {Fed. Cir. 1396).
“96-1U.8.T.C. {CCH) 960,229 (Bankr. M.D. Fla. 1996},
"EMay 10, 1996.

ET.C. Memo. 1996426
XSee a.g, AL §6501{e)(2).

ILLINOIS DRAINAGE LAW/Cont. from page 7
permit a servient estate owner to ohstruct
the natural and proper flow of water from
a dominant estate to make reasonable
use of the servient estate.

The servient estate could not impede
the natural flow of surface water from the
dominant estate by artificial structures.
People ex rel. Witte v. Big Creeck Drainage
Dhstrict No. 2, 159 IIl. App. 3d 576 (5th
Dist. 1987}). In the other case, the court
said that the servient estate could not
obstruct the natural flow of water or oth-
erwise interfere with the dominant
estate’s drainage rights by artificial
means. Bodenschatz v. Parott, 153 IIL
App. 3d 1008 (5th Dist. 1987). The court
also said that the servient estate owner is
not required to improve or aid the natural
flow of surface water from the dominant
estate.

In Zimmer v. Village of Willowbrook,
242 T1. App. 3d 437 (2nd Dist. 1993), a
property owner was allowed to recover
money damages against a neighbor re-
sulting from the construction of a pond
and culvert on the neighbor’s land. This

was 50 even though the property was not
adjacent to the neighbor’s property. From
these four cases, it would appear that an
owner of land, whether the owner is of a
servient estate or just a neighbor, cannot
interfere with the natural flow of water
that causes change to the drainage of
water or damages to other land.

Dessen v. Jones, 194 111. App. 3d 869
(4th Dist. 1990), was another case where
the servient estate obstructed the flow
from the dominant estate to the damage
of the dominant estate. The court held
that where the obstruction by the servient
estate is at issue, the reasonable use rule
is noti required to be applied. The appel-
late court said that although the lower
court did net apply the reasonable use
doctrine, the court did balance the equi-
ties of the situation and did not errin its
application of surface waterdrainagelaw.

A very comprehensive and instructive
opinion is from the Second District Appel-
late Court in the case of Dovin v. Winfield
Township, 164 I11. App. 3d 326 i2nd Dist.
1987). Not only does this opinion give a
good history of the drainage law of the
state of11linois, but it is comprehensive in
discussing the civil law rule and the good
husbandry exception. The case involved
an urban setting and the change in the
flow of water from the dominant to the
servient estate. The court “concluded that
the appropriate method of determining
whether there is a compensable injury
due to an increased flow of water i3 to
determine whether such increased flow is
reasonable by balancing the benefit to the
dominant estate against the harm done to
the servient estate.” However, the owner
of the dominant estate does not have an
unlimited right to increase the amount of
water drained from his property. The
proper determination is whether the ben-
efit to the dominant estate outweighs the
harm dene to the servient estate.

In 1869 1llinois adopted the civil law
rule of surface water drainage. The first
modification cameinthe agricultural con-
text with the good husbandry exception
set forth in Peck. Modification then came
inthe urban situation with theTempleton
case by adopting a policy of reasenable-
ness of use. The Templeton court stated
that the policy of reasonableness of use
led initially to the good husbandry excep-
tion. Although recent casesin the agricul-
tural context continue to use the good
husbandry modification and policy of rea-
sonableness of use, in the urban situation
the courts seemed to be adopting a more
flexible balancing test which weighs the
benefits to the dominant estate against
the harm done to the servient estate.

—Thomas F. Hartzell, Carthage,
Hinots

This article is reprinted with permis-
sion from the January 1997 Illinois State
Bar Association'’s Agricultural Law
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An overview of Illinois drainage law

Illinois’ drainage problems center around
the fact that [llinois is a water surplus
state. The vast majority of Illinois farm-
land will grow and yield good crops in
most ycars without irrigation. Although
drainage problems arise along Illinois’
many rivers and larger streams, many
farmers seek to remove water from Ilh-
nois flat lands. Next to the rivers and
streams, some farmer seek to prevent
waters from reaching their fields. Given
this diversity, a drainage problem and
the solving of that problem will depend
upon the facts of the situation.

In Gillham v. The Madison County
Railroad Company, 49 Ill. 44 (1869), Illi-
nois expressly rejected the common en-

“emy rule of surface water drainage and

adopted the civil law rule. The civil law
rule, sometimes referred to as the rule of
natural drainage, holds that the domi-
nant estate may not interfere with the
natural drainage of surface water either
by an increase in the flow or a change in
the natural course which is detrimental
to the servient estate. Modification of the
civil law rule came in the agricultural
context with the good husbandry excep-
tion set forth in Peck v. Herrington, 109
I11. 611 (1884). The dominant estate could
increase the flow and volume of surface
water onto the servient estate for agricul-
tural purposes as required by good hus-
bandry if done in the natural drainage
channel so that the water drains from
the dominant estate to the servient es-
tate at the same point as where naturally
discharged and the water was not di-
verted from another watershed. This good
husbandry exception was codified in the
Drainage Act of 1885, now at Illinois
Compiled Statutes, chapter 70, section
605-2-1.

Prior to 1974, surface water drainage
cases mostly dealt with the development
of the dominant estate for agricultural
purposes. In 1974, Templeton v. Huss, 57
11l. 2d 134. was decided by the Illincis
Supreme Court. The dominant estate was
converted from farmland to a residential
subdivision. The ground was graded and
paved, houses constructed and other arti-
ficial improvements made. The servient
estate alleged that this conversion in-
creased both the amount and rate of sur-
face water runoff. The trial court found
that there was no diversion from another
watershed and entered judgment for the
dominant estate, defendant. The appel-
late court affirmed. The Illinois Supreme
Court reversed and remanded, holding
that the dominant estate may not in-
crease the flow of surface water, “regard-
less of whether it was caused by diversion
from another watershed” or by artificial
construction, onto the servient estate “be-
yond a range consistent with the policy of

reasonableness of use.”Templeton at 141,
In adopting a policy of reasonableness of
use in the urban development setting, the
court made reference that the policy of
reasonableness of use led initially to the
good husbandry exception.

BeforeTempleton, water casesinvolved
water draining across the surface, lateral
drainage flow. Templeton involved inter-
ference with lateral drainage and natural
seepage. As waters flow across the land,
some water naturally seeps into the
ground. Thus, seepage is part of natural
drainage. Paved streets and artificial con-
struction interferes with the lateral flow
and prevents seepage. The Templeton
court established a principle that pre-
ventingunreasonable changesin the natu-
ral lateral drainage flow should also ap-
ply to unreasonable interference with
natural seepage. Templeton at 141.

TheTempleton court was not concerned
with the watershed from which the water
came or if it entered the servient land at
a point different from the natural entry
point. Whether the increased flow of wa-
ter was caused by diversion from another
watershed or the same watershed, the
policy of reasonableness of use applied. It
can be argued that diversion from an-
other watershed was irrelevant on appeal
because plaintifl’s count alleging diver-
sion from another watershed was not ap-
pealed. By exclusively mentioning diver-
sion from another watershed, the
Templeton court meant that the reason-
ableness of use principle should apply
where urban development interfered with
the lateral drainage, seepage, or diver-
sion from the same or a different water-
shed.

Prior to Templeton, it was reasonable
to allow an increased flow of water tohelp
the development of the dominant estate
and make it more productive. Templeton
extended this policy to urban develop-
ment. A more flexible rule that balances
the interest of all parties was imple-
mented. However, the Templeton court
failed to set out the factors to be weighed
and clear guidelines for proper applica-
tion. The court did prohibit “unlimited
right to increase the rate or amount of
surface water runoff and unreasonable
development.” Templeton at 141.

In an agricultural setting, the appel-
late courts have continued to allow in-
creases in the quantity and velocity of
surface water drainage. Lindberg v.
Lennenager, 73 111. App. 3d 623 (3rd Dist.
1979); Ehrhart v. Reid. 7311 App. 3d 824
(3rd Dist. 1979}, and Caellahan v, Rickey,
93 Ill. App. 3d 916 13rd Dist. 1979). The
benefit to the dominant estate must be
reasonable in its extent. The diversion of
water can be from plowing a furrow be-
tween farmlands, construction of a ditch,

or a grass waterway. However, the direc-
tion of the water flow must not change.
“The evidence indicates that the direction
of the dead furrow was consistent with
the natural contours of the land, merely
facilitating the flow of water into the
ditch...."Callahan at 169. Templeton made
it explicit that “reasonable development”
can occur for agricultural purposes.
Templeton at 141,

The cases citing Templeton in the ur-
ban context implement the policy of rea-
sonableness of use by balancing the inter-
est of all parties. Servient land owners
must accept water from the dominant
estate and cannot construct a dam or
close a tile to harm the dominant estate.
Brown v. Ponton, 8011, App. 3d 106913rd
Dist. 1980). A city cannot construct a
sewer system which floods residents’ base-
ments. Powell v. Village of Mt. Zion, 88
I1l. App. 3d 406 (4th Dist. 1980). InDelano
v. Collins, 49 1, App. 3d 791 (1977), a
dominant estate owner was allowed to
improve his real estate even though it
caused achange in the drainage patterns.
Templeton’s policy of reasonableness of
use is to be applied where municipal im-
provements increase waters on the
servient estate by diverting the natural
flow. Starcevich v. City of Farmington,
110 I11, App. 3d 1074 (3rd Dist. 1982).

In Firestone v. Fritz, 119 Ill. App. 3d
685 (2nd Dist. 1983), the owner of the
dominant estate changed the natural
course of water within the boundaries of
his own land. The court held that the
dominant estate owner must have the
water pass from his land upon the land of
the servient state at the precise place
where the water would naturally do so.
Interference with natural drainage was
Iimited to that which was incidental to a
reasonable development of the dominant
estate.

Three cases from the 1llinois Appellate
Fifth District concern the servient estate
artificially affecting the natural flow of
surface water. Mileurv. McBride, 147 I11.
App. 3d 755 (5th Dist. 1986), involved the
rights of the owner of the dominant estate
to continue to discharge water in the
natural course of drainage over the
servient estate. The servient estate owner
obstructed the flow of water by raising
the levy on his land. The dominant estate
owner sought monetary damages. The
Mileur court stated that Illinois followed
the civil law rule of surface water drain-
age and that the owner of the servient
estate has no right to stop or impede the
natural flow of the surface water. The
civil law rule has two exceptions. One is
for railroads and the other is the “good
husbandry” rule. The Mileur court con-
cluded that there was no precedent to

Continued on page 6
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