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UNI TED STATES TAX COURT

ESTATE OF SAMUEL P. BLACK, JR , DECEASED, SAMUEL P. BLACK, |11
EXECUTOR, ET AL.,! Petitioner v.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent

Docket Nos. 23188-05, 23191-05, Fi |l ed Decenber 14, 2009.
23516- 06.

From 1927 until 1993, M. B was an enpl oyee,
officer, or director of E (an insurance conpany) and
was a major contributor to E's success. In 1993, he,
his son, P, and trusts for P s two sons contri buted
their unencunbered E stock to BLP, a famly limted
partnership, in exchange for partnership interests
proportionate to the fair market value of the E stock
each contributed. M. B s advisers had expl ai ned the
estate tax advantages of placing his E stock in BLP
but the transaction was initiated to inplenment M. B's
buy- and- hol d phil osophy with respect to the famly's E
stock. Specifically, that transaction was a sol ution
to his concerns that (1) P s wife and her parents (she
in connection with a possible divorce fromP, they
because of their continual financial problens) would
require P to sell or pledge sone of his E stock to

The foll owi ng cases are consolidated herewith for trial
briefing, and opinion: Estate of Irene M Bl ack, Deceased,
Sanmuel P. Black, |11, Executor, docket Nos. 23191-05 and 23516-
06.
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satisfy their nonetary needs (P previously had pl edged
125,000 E shares as collateral for a loan), and (2) his
grandsons would sell all or sonme of the E stock that
they woul d receive upon the termnation of their
trusts. In 1993, P and the two trusts owned
approximately $12 million (of the B famly's
approximately $80 mllion) worth of E stock.

M. B s estate plan established a pecuniary
marital trust for Ms. B and a $20 mllion bequest to a
university endowent. M. B died in Decenber 2001, and
Ms. B, 5 nonths |ater, before there was tine to fund
the marital trust, which P, as executor of both
estates, had intended to fund with a portion of M. B's
estate’s interest in BLP. On Ms. B s estate’s Federal
estate tax return, P deened the marital trust to be
funded as of the date of her death.

Because Ms. B' s estate |acked sufficient |iquid
assets to discharge its tax and other liabilities, P
BLP' s nmanagi ng partner, and E agreed to have BLP sel
sonme of its E stock in a secondary offering. That sale
raised $98 mllion, of which Elent to Ms. B s estate
$71 mllion. The interest on the | oan was payable in a
| unp sumon the purported due date, nore than 4 years
fromthe date of the | oan, and was deducted in full on
Ms. B's estate’s tax return under sec. 20.2053-
1(b)(3), Estate Tax Regs. Ms. B s estate used the
funds to discharge its Federal and State tax
liabilities, pay the $20 mllion bequest to the
uni versity endownent, reinburse E's costs, totaling
$980, 625, in connection with the secondary offering,
and pay $1, 155,000 each to P, as executor fees, and to
alaw firm as |legal fees.

R determ ned that (1) the value of the E stock
apportionable to M. B's partnership interest in BLP at his
death is includable in his gross estate under either sec.
2035(a) or 2036(a)(1l) or (2), I.RC, (2) the marital
deduction to which M. B s estate is entitled under sec.
2056, I.RC, is limted to the value of the partnership
interest in BLP that actually passed to the marital trust,
(3) the deened funding date of the marital trust and, hence,
the size of the BLP interest includable in Ms. B s estate
under sec. 2044, |.R C., is determned by reference to the
val ue of BLP on the date of M. B s death, not on the date
of Ms. B s death when the value of BLP was higher and it
would require a smaller interest in BLP to fund the trust,
(4) the interest payable on the BLP loan to Ms. B's estate
is not a deductible adm nistration expense under sec.
2053(a)(2), I.RC, and (5 Ms. B's estate is not entitled
to deduct the $980, 625 rei mbursenent of E s secondary
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offering costs and is entitled to deduct only $500, 000 of
P's executor fee and $500,000 of the |egal fees.

1. Held: Because M. B s transfer of E stock to BLP
i n exchange for a partnership interest therein constituted
“a bona fide sale for an adequate and full consideration in
nmoney or noney’s worth” within the neaning of sec. 2036(a),
|. R C., the value of M. B s gross estate does not include
the value of the transferred E stock apportionable to his
date-of -death interest in BLP.

2. Held, further, holding No. 1 renders R's
second determ nation noot.

3. Held, further, the deened funding date of the
marital trust is the date of Ms. B s death.

4. Held, further, the loan fromBLP to Ms. B's
estate was not “necessarily incurred” within the
meani ng of sec. 20.2053-3(a), Estate Tax Regs., and,
therefore, the interest thereon is not a deductible
adm ni strati on expense under sec. 2053(a)(2), |I.R C

5. Held, further, Ms. B's estate is entitled to
deduct $481, 000 of its reinbursenent of E s secondary
of fering costs, $577,500 for P's executor fee, and
$577,500 for legal fees because only those anmounts
correspond to expenditures or effort on behalf of Ms.
B s estate.

John W Porter, J. G aham Kenney, Stephanie Loom s-Price,

and Jason S. Zarin, for petitioner.

Gerald A Thorpe and Andrew M Stroot, for respondent.

HALPERN, Judge: Respondent has issued four notices of
deficiency (the notices) to Sanuel P. Black Il (petitioner).
Two were issued to himin his capacity as executor of the estate
of Sanuel P. Black, Jr. (M. Black’'s estate and M. Bl ack,
respectively), and two were issued to himin his capacity as
executor of the estate of Irene M Black (Ms. Black’s estate and

Ms. Black, respectively). Two notices were with respect to
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Federal gift tax (one with respect to M. Black and one with
respect to Ms. Black), each determning a deficiency in tax of
$147,623 for 2001 for gifts by M. Black that were treated for
Federal gift tax purposes as nmade one-half by each spouse. The
other two notices were with respect to Federal estate tax, one
determning a deficiency in tax of $129, 166,964 for M. Black’s
estate, and the other determ ning a deficiency in tax of

$82, 224,024 for Ms. Black’s estate. Petitioner is the son of
M. and Ms. Bl ack.

After concessions (all of which relate to valuation issues
and issues resolved by the settlenment of the valuation issues)
the issues for decision are (1) whether the fair market val ue of
stock that M. Black contributed to the Black Interests Limted
Partnership (Black LP) is includable in his gross estate pursuant
to section 20362 (the section 2036 issue); (2) if we decide that
the fair market value of the stock M. Black contributed to Bl ack
LP, rather than the fair market value of M. Black’s interest in
Black LP, is includable in his gross estate under section 2036,
whet her the marital deduction to which M. Black’s estate is
entitled under section 2056 should be conputed according to the
val ue of the partnership interest that actually passed to Ms.

Bl ack or according to the value of the underlying stock

apportionable to that interest (the marital deduction issue); (3)

2Unl ess otherwi se stated, all section references are to the
| nternal Revenue Code as amended and in effect for the dates of
decedents’ deaths, and all Rule references are to the Tax Court
Rul es of Practice and Procedure. W round all dollar anmounts to
t he nearest doll ar.
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for purposes of determning the value of the marital trust
property includable in Ms. Black’s gross estate under section
2044, whether the marital trust that M. Black established for
Ms. Black’s benefit should be deened funded on the date of his
death or on the date of her death (the date of funding issue);
(4) whether Ms. Black’s estate may deduct, as an adm nistrative
expense under section 2053(a)(2), $20,296,274 in interest on an
all eged loan fromBlack LP (the interest deductibility issue);
(5) whether Ms. Black’s estate may deduct, as adm nistrative
expenses under section 2053, the follow ng fees or expense
rei nbursenents: (a) a $1, 150,000 fee paid to petitioner for
services as the executor of Ms. Black’'s estate and trustee of
the marital trust, (b) a $1,150,000 fee paid to the law firm of
MacDonal d, Illig, Jones & Britton LLP (MacDonald Illig), and (c)
$980, 625 paid to Black LP as rei nmbursenent for expenses incurred
in connection with a secondary offering of stock Black LP held
(together, the fee deductibility issues); (6) whether under
section 7491(a) respondent bears the burden of proof with respect
to all factual issues (the burden of proof issue). The notices
al so contain certain other adjustnents that are purely
conputational. Their resolution depends on our resolution of the
i ssues in dispute.
FI NDI NGS OF FACT

Sonme facts are stipulated and are so found. The stipul ation

of facts, with acconpanying exhibits, is incorporated herein by

this reference.
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At the tinme the petitions were filed, petitioner resided in
Pennsyl vani a.

The Bl ack Fam |y

M. Black was born on April 2, 1902, and died, at the age of
99, on Decenber 12, 2001. Ms. Black was born on Decenber 18,
1906, and died shortly after M. Black, on May 25, 2002. M. and
Ms. Black were married in 1932 and remained married until M.
Bl ack’ s death. The Bl acks were survived by their son
(petitioner) and grandsons (petitioner’s children), Sanuel P.
Black IV (Sanuel ), and Chri stopher Bl ack (Christopher), who were
33 and 31 years old, respectively, when Ms. Black died.

M. Black’s History Wth Erie Indemity Conpany

M. Black was born into poverty in Mercer County,
Pennsyl vania. At age 11, he was selling bread on the street
corner and peddling newspapers door-to-door. At age 19, he began
work as an insurance adjuster at the Phil adel phia I ndemity
Exchange, where he worked with H O Hrt and O G Crawford.

In 1925, HO Hrt and OG Crawford founded Erie I ndemity
Co. (Erie) and, in 1927, hired M. Black as Erie’'s first full-
time clainms manager. |In 1925, Erie was a Pennsylvani a autonobile
i nsurance conpany; by the early 1990s, Erie had becone a
mul tiline insurance conpany offering auto, home, commercial, and
life insurance in 11 States and the District of Colunbia through
a network of independent insurance agents. Erie also managed the

Erie I nsurance Exchange, a reciprocal insurer.
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M. Black was a large part of Erie s success. Upon joining
Erie, M. Black installed an extension of the “honme office”
tel ephone in his roomat the YMCA across the street fromErie’s
office, making Erie one of the first insurance conpanies to offer
around-the-clock clains service. M. Black established Erie’s
underwiting departnent, where he drafted policies and
endorsenments and filed docunents to conformto State and Federal
laws. M. Black also recruited agents and nanaged sal es
territories for Erie.

In 1930, M. Black becanme a nenber of the board of directors
of Erie. In 1962, when he was 60 years old, M. Black retired
fromhis position as senior vice president. After his retirenent
fromErie, M. Black continued to serve on Erie’s board of
directors. In 1997, when he retired fromthe board of directors
(at the age of 95), M. Black had not m ssed a single board
meeting in 67 years. According to WlliamF. Hrt, son of
founder HQO Hrt, M. Black was “a major, major contributor to
the success of Erie.” In 1997, petitioner was elected to succeed
M. Black as a nenber of Erie’ s board of directors.

Through the years, M. Black acquired in Erie both class B
voting stock and class A nonvoting stock. M. Black was very
bul I'i sh about the growth prospects for Erie stock, and he bought
it at every opportunity. By the 1960s, M. Black had becone the
second | argest Erie shareholder. M. Black was a conservative
i nvestor who subscribed to the “buy and hol d” investnent

phi | osophy, particularly with regard to Erie stock.
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Upon his retirement fromErie, M. Black received perm ssion
fromErie to formhis own insurance agency, Sanuel P. Black &
Associ ates, Inc., which becane one of Erie’s independent
i nsurance agents. Although by 1992 petitioner had taken over
managenent of Sanuel P. Black & Associates, Inc., M. Black was
actively involved in its operation until shortly before his death
in 2001.

M. Black’s Gfts of Erie Stock

On Cctober 6, 1988, M. Black, as settlor, and petitioner,
as trustee, created two trusts, one for each of M. Black's
grandsons, Sanuel and Christopher (together, the grandson
trusts). Each grandson trust was funded with 10 shares of Erie
cl ass A nonvoting stock.

In Cctober 1988, Decenber 1989, and Decenber 1990, M. Bl ack
gave 600 shares, 1,120 shares, and 804 shares, respectively, of
Erie class A nonvoting stock to petitioner. Also, in Decenber
1989, Decenber 1990, Decenber 1992, and January 1993, M. Bl ack
gave a total of 2,829 shares of Erie class A nonvoting stock,

t hrough petitioner, to each of the grandson trusts.

Before 1988, M. Bl ack had made other gifts of both Erie
cl ass A nonvoting stock and Erie class B voting stock to
petitioner. Before 1993, petitioner had acquired Erie stock only
by gift fromM. Black or through stock splits.

As of October 11, 1993, M. Black owned 2, 425, 752 shares of
Erie class A nonvoting stock and 400 shares of Erie class B

voting st ock.
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Fornation of Black Interests Limted Partnership

Bet ween 1988 and 1993, when M. Black transferred Erie stock
to petitioner and created trusts that held Erie stock for his
grandsons, the stock split several tinmes and substantially
increased in value. M. Black becane concerned that his
grandsons (each of whom woul d be able to withdraw the trust
principal, one-half at age 25 and the bal ance at age 30, at which
poi nt the grandson trusts would term nate) and petitioner would
either need to or want to sell some or all of their Erie stock.

H s concern increased as the value of that stock increased.

M. Black’s fear that petitioner m ght di spose of sonme or
all of his Erie stock arose out of his concern (1) that
petitioner mght default on a personal |oan from PNC Bank for
whi ch he had previously pledged 125,000 Erie shares as
collateral, and that he m ght need to satisfy his obligation with
t hat pl edged stock, (2) over the status of petitioner’s marriage
to Karen Bl ack, to whom he had been married since 1965, which M.
Bl ack thought would not |ast nmuch | onger and which, if it ended
in divorce (as it did in 2004), mght result in the transfer of
sone of petitioner’s Erie stock to her,® and (3) about Karen
Bl ack’s father’s business and personal bankruptcies, which
resulted in her parents’ continuing need to obtain noney from her
and petitioner, a need that could conceivably require the sale of

sone of petitioner’s Erie stock.

3Karen Black did, in fact, receive the 125,000 pl edged Erie
shares in the divorce, by which tine that stock had been rel eased
fromits pledge to PNC Bank.
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M. Black’s fear that his grandsons m ght di spose of sone or
all of the Erie stock that they would receive upon term nation of
their trusts arose out of his concern (1) that, as of 1993,
al t hough both Sanuel and Chri stopher were over 20 years ol d,
neither held a job or was even | ooking for one, (2) that, in M.
Bl ack’s view, both grandsons were too close to their nother, whom
M. Black considered to be |azy, and (3) that they were both
i nexperienced financially and, therefore, mght fall prey to
peopl e anxious to have theminvest their noney.

M. Black was al so concerned about a brewing split between
the two children of HO Hirt, WlliamF. Hrt (M. Hrt) and
Susan Hirt Hagen (Ms. Hagen), each of whomwas a trustee of one
of two trusts (created by HQO Hirt) that, as of October 12,

1993, controlled 76.2 percent of Erie’'s voting stock. The two
trusts shared a common institutional cotrustee. Under the terns
of the trusts, the voting stock both trusts held was to be voted
as a unit as directed by a majority of the three trustees.

In 1990, Ms. Hagen' s husband, Thomas B. Hagen (M. Hagen),
becanme Erie’s chief executive officer. By 1993, however, an
i nappropriate rel ati onship between M. Hagen and anot her seni or
of ficer was di srupting business decisions and causi ng val uabl e
enpl oyees to resign. Utimtely, at a board neeting in Septenber
1993, a majority of Erie’s directors voted to termnate M.
Hagen’s enploynent. M. Bl ack di sapproved of M. Hagen s conduct
and of his managenent of Erie, and he approved of M. Hagen's

dism ssal. He foresaw the possibility that the grow ng
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ant agoni sm between M. Hirt and Ms. Hagen mght result in a split
of the HO Hirt trusts and that the Black famly stock, which,
by 1993, represented 13 to 14 percent of the total voting and
nonvoting Erie stock, mght represent the swing vote in favor of
the Hirt canp against the Hagen canp. That was anot her reason he
wanted to consolidate and retain the famly’'s Erie stock.

M. Black’s gifts of Erie stock to petitioner and to the
trusts for his grandsons were in sone neasure influenced by two
of his regular advisers: Janes D. Cullen (M. Cullen) of
MacDonald Il1ig, M. Black’s business and estate planning | awer;
and Robert L. Wagner (M. Wagner), a certified public accountant
with Ernst & Young (E&Y), M. Black’s tax and financial adviser.
Begi nning in 1988, Messrs. Cullen and Wagner regularly nmet with
M. Black and advised himto take advantage of his lifetine gift
tax exclusion by making gifts of Erie stock to famly nenbers
whi ch, as described supra, he did. By the early 1990s, however,
M. Black was expressing to those two advisers his concerns over
the potential disposal of Erie stock by his grandsons and
petitioner. During a neeting with Messrs. Cullen and Wagner, the
|atter offered to consult with one of his partners, Andy Painter
(M. Painter). In August 1992, M. Painter gave M. \Wagner a
menor andum suggesting--and later hinmself met wwth M. Black to
suggest--a nunber of alternative, essentially tax planning,
vehicles for M. Black to consider, including a famly limted
partnership, grantor retained interest trusts, and, to satisfy

M. Black’s desires with respect to charitable giving, an incone
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or remai nder charitable trust, or private foundation. M.
Pai nter’s nmenorandumrefers to an article witten by Stacy
Eastland (M. Eastland), at that tine an attorney with the | aw
firmof Baker & Botts LLP, who specialized in estate planning.
M. Cullen spoke with M. Black about the article, which outlines
a nunber of nontax reasons for formng a famly limted
partnership, including keeping famly assets in the famly,
reduci ng costs by consolidating famly assets, protecting famly
assets fromfuture creditors, and protecting famly assets from
di vorce proceedi ngs.

Utimately, M. Black’s advisers reconmmended the formation
of afamly limted partnership to satisfy his goals of (1)
consolidating and protecting the famly' s Erie stock and (2)
mnimzing the estate taxes that woul d be payabl e upon his death
and Ms. Black’s death. M. Black followed their recomrendation
To that end, in October 1992 he retained M. Eastland to draft a
famly limted partnership agreenent.

On March 2, 1993, M. Eastland sent to M. Black a draft
partnership agreenent for the creation of Black LP, and, on
Oct ober 12, 1993, Black LP was created as a Texas limted
partnership pursuant to the “Agreenent and Articles of
Partnership of Black Interests Limted Partnership” (the
partnership agreenent) executed on that date by the partners, M.
Bl ack and petitioner, the latter both in his individual capacity

and as trustee of the grandson trusts. On Qctober 12, 1993, a
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certificate of limted partnership for Black LP was filed with
the Texas secretary of state.

At the tinme of the formation of Black LP, M. Black, at age
91, was in good health. He was not suffering fromany life-
threatening illness, and he maintained an active lifestyle. He
participated in the daily operations of Samuel P. Black &
Associ ates, Inc., was an active nenber of the Erie board of
directors, maintained a lively social schedule, remained an avid
golfer, and traveled to Florida several tinmes a year.

Upon the formation of Black LP, M. Black contributed to it
all his Erie class A nonvoting stock (2,425,752 shares) and 390
of his 400 shares of Erie class B voting stock in exchange for
all the class Alimted partnership interests, an 83.985-percent
class Blimted partnership interest, and a 1-percent class B
general partnership interest; petitioner contributed to Black LP
444,446 shares of Erie class A nonvoting stock in exchange for a
0. 5-percent class B general partnership interest and a 13. 317-
percent class Blimted partnership interest. In his capacity as
trustee of the grandson trusts, petitioner contributed 19, 276
shares of Erie class A nonvoting stock on behalf of each trust in
exchange for two 0.599-percent class B limted partnership
interests. The only Black famly Erie stock held out of Black LP
were the 125,000 shares that petitioner had pledged to PNC Bank
and 20 class B voting shares, of which M. Black and petitioner

each held 10 shares.
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Upon the formation of Black LP, each partner therein (M.
Bl ack, petitioner, and the two trusts) received an interest in
the partnership proportionate to the fair market value of the
assets contri buted.
Section 2.06 of the partnership agreenent sets forth the
pur poses of Black LP as foll ows:

Section 2.06. Purposes. The purposes of the
Partnership are the foll ow ng:

(a) To consolidate the managenent of certain
properties owned directly and indirectly by the famly
of Samuel P. Black, Jr.; to pronote efficient and
econom cal managenent of the properties by hol ding them
in asingle entity; to avoid the division of certain of
the properties of the famly of Samuel P. Black, Jr. in
order to pronote the greater sales potential of the
properties; to avoid potential expensive litigation and
di sputes over certain of the properties of the famly
of Sanmuel P. Bl ack, Jr. by providing nmechani sns which
wi |l provide for managenent and procedures in Article
VIIl and Section 11.01 to resolve disputes; to provide
mechani sms which will elimnate the potential in the
future of any menber of the famly transferring his or
her interest in the Partnership wthout first offering
that interest to the other famly nenbers;

(b) To engage generally in the insurance business,
to acquire, own, hold, develop and operate insurance
enterprises, either as operator, managi ng agent,
princi pal, agent, partner, stockhol der, syndicate
menber, associate, joint venturer, participant or
otherwise; to invest funds in, and to raise funds to be
i nvested in such business; to purchase, construct or
ot herwi se acquire and own, devel op, operate, |ease,
nort gage, pledge and to sell or otherw se di spose of
i nsurance enterprises, and ot her properties and any
interest therein; or to do any and all things necessary
or incident thereto;

(c) To acquire, invest, hold, own, devel op,
operate nortgage, pledge, sell or otherw se dispose of
the stock of Erie Indemity Conpany; to do any and al
t hi ngs necessary or incident thereto;

(d) To manage and control investnments in other
partnershi ps, businesses and entities, whether debt,
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equity, or otherwise; to hold, buy, sell, |ease,
pl edge, nortgage, and otherw se deal in or dispose of
those investnents or simlar interests;

(e) To invest in stocks, bonds, securities, and
other simlar interests, including, wthout limtation,
pur chasi ng, selling, and dealing in stocks, bonds,
not es, and evi dences of indebtedness of any person,
firm enterprise, corporation or association, donestic
or foreign and bonds and any other obligations of any
government, state or nunicipality, school district or
any political subdivision thereof, donestic or foreign,
and bills of exchange and commerci al paper, and any and
all other securities of any kind, nature, or
descri ption whatsoever, to invest in gold, silver,
grain, cotton and other comvodities and provisions
usually dealt in or on exchanges, or upon the over-the-
counter-market; to form organize, capitalize and
invest in, alone or jointly wwth others, and to sell or
ot herwi se di spose of the sanme to others, and to form
corporations, partnerships, joint ventures, limted
liability conpani es and ot her business entities, and in
general, without limtation of the foregoing, to
conduct such activities as are usual and customary in
connection wth, stocks, bonds and securities and other
i nvestnments in corporations, partnerships, joint
ventures, limted liability conpani es and ot her
busi ness entities;

(f) To transact or engage in any other business
that may be conducted in partnership form* * *

Managenment of Black LP was vested in the nmanagi ng partner
M. Black was the managing partner fromformation until Cctober
16, 1998, when he ceded to petitioner his 1-percent general
partnership interest and his responsibilities as a managi ng
part ner.

The partnership agreenent generally prohibits a general or
limted partner or the partner’s spouse (including a divorced
spouse) fromtransferring an interest in the partnership to
persons or entities unrelated to any of the partners wthout “the

witten consent of the Partnership and all other Partners”. The
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partnership agreenent grants to the partnership or the partners a
right of first refusal to purchase any partnership interest with
respect to any lifetinme disposition, including involuntary
di spositions and dispositions incident to the divorce of a
partner, and any testanmentary disposition upon the death of a
partner or the spouse of a partner.

The partnership agreenent requires that the net cashfl ow of
the partnership (defined as the yearend excess of cash over
reasonabl e reserves for working capital and other cash
requi renents) be distributed, at |east annually, to each class B
and general partner, pro rata. It provides that, in any event,
there be distributed to the partners sufficient amounts to enable
the partners to discharge their inconme tax liabilities
attributable to their interests in the partnership. Except for
those distributions and distributions in |iquidation, the
partnership agreenent permts no distributions to partners until
termnation and |iquidation of the partnership. The partnership
agreenent al so generally provides for the pro rata allocation of
profits and | osses to the class B general and |limted partners.

The partnershi p agreenent provides that, when M. Black is
not serving as managi ng partner, the managi ng partner is
prohi bited, unless he obtains the prior witten consent of a
majority of the limted partnership interests, from (1) making
any single investnment or series of related investnents during a
cal endar year requiring a total capital commtnent greater than

the |l esser of 5 percent of the book value of the partnership
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assets or $2,500,000, (2) acquiring debt of any kind that would
result in the partnership’s having outstandi ng aggregate debt
equal to or greater than 10 percent of the book value of the
partnership assets, (3) agreeing or consenting to the sale,

| ease, transfer, or other disposition (whether in one transaction
or a series of related transactions) of any partnership asset or
assets the value of which is equal to or greater than 5 percent
of the book val ue of the partnership assets, (4) disposing of al
or any portion of any partnership asset to a permtted assignee
(as the partnership agreenent defines that tern) where the val ue
of the asset, or the portion proposed to be disposed of, has a
book val ue in excess of $100, 000.

The partnershi p agreenent provides that no general or
[imted partner shall have the right to withdraw fromthe
partnership before it dissolves and |iqui dates.

Lastly, the partnership agreenent provides that it “may be
nodi fied, term nated or waived only by a witing signed by the
party to be charged with such nodification, term nation or
wai ver.”

Activities of the Partnership

According to M. Black’s w shes, Black LP retained all its
Erie stock fromformation (in 1993) until after M. Black died
(in 2001). Indeed, upon becom ng Black LP' s sol e managi ng
partner in 1998, petitioner followed M. Black’s w shes despite
m sgi vings over Black LP's continued retention of Erie stock.

Those m sgivings arose out of his concern regarding the ongoing
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feud between the Hrts and the Hagens and the adverse effect that
feud m ght have on the conpany and the price of its stock.*
Nonet hel ess, between 1993 and 2001, the net asset val ue of Bl ack
LP, consisting nostly of Erie stock, rose from approxi mately $80
mllion to nore than $318 nillion.

During 1995 and 1996, Bl ack LP purchased for $830, 000
commercial condom niumunits in Erie, Pennsylvania, which it
| eased in part to Sanuel P. Black & Associates, Inc., and in part
to an i ndependent insurance agency of which petitioner owned 65
percent and was president and treasurer. One or nore of those
condomniumunits was |later |leased to Erie after Samuel P. Bl ack
& Associates, Inc., noved out. In 1996, Black LP spent nore than
$37, 000 nmaki ng | easehold i nprovenents to those units. |n 2001,
before M. Black’s death, Black LP paid $89, 900 for another
commercial property in Erie, Pennsylvania, which, in 2002, it
| eased to Samuel P. Black & Associates, Inc.

I n February, April, and Cctober 2000, Black LP paid $924, 000
to purchase 4,400 shares (approxi mately 80 percent of the
out st andi ng stock) of Sanuel P. Black & Associates, Inc.

Bl ack LP's cunul ative income, from 1994 through 2001,
consi sted of $27,835,476 attributable to Erie dividends and

$100, 561 attributable to other income, consisting alnost entirely

“‘Because of his concerns regarding the managenent of Erie,
petitioner ultimately caused Black LP to sell the renaining two-
thirds of its Erie stock in 2005 and 2006, at which tinme Erie
stock was publicly traded. The partnership had sold the first
roughly one-third of the stock in a secondary offering after Ms.
Bl ack’s death in 2002. See infra.
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of property rentals, and it made total distributions to partners
of $25, 659, 526, over $20 nmillion (or approxi nmately 80 percent) of
which was distributed to M. Black. That is, during that tine,
Bl ack LP distributed an anmpbunt equal to approximately 92 percent
of the Erie dividends it received.

M. Black’s Assignnents of Partnership Interests

On Cctober 16, 1998, M. Black assigned his 1-percent
general partnership interest in Black LP to petitioner.

Bet ween 1993 and 2001, M. Black al so made nunerous gifts of
his class A and class Blimted partnership interests in Black LP
to the Erie Community Foundation (which received his entire class
Alimted partnership interest), petitioner, the grandson trusts,
his grandchildren individually (after their trusts term nated),
and five separate charitable trusts M. Bl ack created.

Cumul atively, M. Black’s gifts of class B limted partnership
interests to famly nmenbers (including the grandson trusts) and
private charities constituted 6.8974 percent of the total class B
l[imted partnership interest and reduced his initial 83.985-
percent class Blimted partnership interest to a 77.0876-percent
i nterest.

On Cctober 4, 1995, M. Black, as both settlor and trustee,
established the Samuel P. Bl ack, Jr. Revocable Trust (the
original trust), whose ternms he anmended on March 20, 1998 (the
anmended trust) (together, the revocable trust), and to which, on
August 27, 2001, he transferred his 77.0876-percent class B

l[imted partnership interest in Black LP. The transfer was nade



- 20 -
specifically subject to the partnership agreenent “wth respect
to the class B Limted Partnership Interest assigned hereby, and
the restrictions on transferability therein contained.”

The Revocabl e Trust

The original trust document provided for the paynent of the
net inconme fromthe trust principal to M. Black (or for his
benefit) for his life, and for the distribution of the trust
estate, upon M. Black’s death, as he “shall appoint and direct *
* * in his last wll and testanent”, or, failing to so “appoint
and direct” (which, in fact, was the case), in the manner set
forth in the original trust. The original trust docunent also
provided for the creation of a marital trust for Ms. Black as
fol |l ows:

If the Settlor’s wife, IRENE M BLACK, survives
the Settlor, the Trustee shall hold IN TRUST, as the
Marital Trust under Section C below, a |egacy equal to
the small est anount, if any, needed to reduce the
federal estate tax liability of the Settlor’s estate to
zero or to the |l owest possible figure. 1n calculating
this amount, the Trustee shall first take into account
t he amount of all other property, which, for federal
estate tax purposes, is includable in the Settlor’s
gross estate and which passes or has passed in any
manner (other than by the ternms of this paragraph) to
the Settlor’s wife in a formwhich qualifies for the
marital deduction. The Trustee shall also take into
account all other deductions and all credits against
the federal estate tax finally allowed to the Settlor’s
estate for federal estate tax purposes.

I n maki ng the conputation necessary to determ ne
such anmount the final determnation in the federa
estate tax proceeding of the Settlor’s estate shal
control. This anount shall be satisfied only out of
assets that qualify for the marital deduction under the
provi sions of the Internal Revenue Code applicable at
the time of the Settlor’s death or out of the proceeds
of such assets. Assets distributed in kind in
sati sfaction of this anount shall be distributed at
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their market value on the date or dates of
di stribution.

The residual trust property, not held in the marital trust or
ot herwi se distributed, was to go to petitioner, as was the after-
tax principal of the marital trust upon Ms. Black’s death.

The amended trust docunent did not include the | anguage in
the original trust providing for the disposition of marital trust
property to petitioner and instead substituted the follow ng two
provi si ons:

If the Settlor’s wife, IRENE M BLACK, survives
the Settlor, then the Trustee shall distribute to the
Settlor’s son, SAMJEL P. BLACK Ill, the sum of Twenty
MIlion Dollars ($20,000,000). Any part or portion of
this gift which the Settlor’s son, SAMJEL P. BLACK II1
di sclainms shall be added to the *“Sanuel and Irene Bl ack
Endowrent” established by the Settlor with The
Pennsyl vania State University for the purpose of
enhancing Penn State Erie, The Behrend Col | ege.

During his lifetime, the Settlor established an
endownent known as the *“Sanuel and |Irene Bl ack
Endowrent” with the Pennsylvania State University for
t he purpose of enhancing Penn State Erie, The Behrend
Coll ege. Follow ng the death of the Settlor’s wfe,
Irene M Bl ack, the Trustee shall distribute fromthe
principal of the Marital Trust that amount, if any,
which is needed to bring the funding | evel of the
Endowrent to Twenty MIlion dollars ($20,000,000). 1In
determ ning the amount to be paid to the Endowrent from
the Marital Trust, the Trustee shall subtract al
contributions made after 1995 by or on behalf of the
Settlor during his lifetinme, the Settlor’s son, Sanuel
P. Black I'll, and fromthe Settlor’s estate foll ow ng
hi s death, including contributions from The Bl ack

Fam |y Foundation and contributions from The Sanuel P.
Bl ack Fund at the Erie Community Foundation. The
remai ni ng principal of the Marital Trust shall be
distributed to the Settlor’s son, SAMJEL P. BLACK |11,
if living, otherwi se in accordance with Section D of
this Article I.
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The effect of those two provisions was to provide a maxi num
bequest of $20 million to Penn State Erie, The Behrend Coll ege
(Penn State Erie).?®

M. and Ms. Black’s Nonpartnership Assets and | ncone

In 1993, at the time of the formation of Black LP, M. and
Ms. Black owned assets, other than M. Black’s Erie stock, worth
nore than $4 million. Beginning in 1994 (the first full taxable
year for Black LP) and for all years through 2001 (the year of
M. Black’s death), the Blacks received cunul ati ve incone from
sources other than Black LP of approximtely $5, 610,000, ranging
froma | ow of approximately $303,000 (in 1994) to a high of
approxi mately $2,228,000 (in 2001).¢ Thus, both before and after
the formation of Black LP, the Blacks received annual income from
sources other than the Erie stock M. Black transferred to Bl ack
LP that was nore than sufficient to cover their personal |iving

expenses.

Both at the creation of the $20 m|Ilion bequest to Penn
State Erie in 1998 and when it was tine to fund that bequest
after M. Black’s death in 2001, Penn State Erie expressed a
preference for cash, to which M. Black acquiesced. As a result
of petitioner’s disclainmer of the $20 million bequest to him
pursuant to the terns of the anmended trust, Penn State Erie
received a $20 mllion cash bequest.

SDuring that same period, the Blacks received cunul ative
i ncone of approximately $22,544,000 from Bl ack LP, which
represented approxi mately 80 percent of their total incone for
t he peri od.



Adm nistration of the Estates

| npl enentation of the WIls and the Revocabl e Trust

Both M. and Ms. Black appointed petitioner executor of
their respective estates. |In that capacity, he filed a Form 706,
United States Estate (and Generation-Ski pping Transfer) Tax
Return, on behalf of each estate (M. Black’s Federal estate tax
return and Ms. Black’s Federal estate tax return, respectively).
M. Black’s Federal estate tax return was filed on Septenber 12,
2002, and Ms. Black' s, on August 25, 2003.

Pursuant to M. Black’s will, his residuary estate
(everything other than his tangi bl e personal property) was to be
distributed according to the terns of the revocable trust. Ms.
Bl ack bequeat hed her residuary estate to petitioner. The
foregoi ng provisions resulted in petitioner’s receipt of (1) al
M. Black’s residuary estate not held in the marital trust and
(2) the principal of the marital trust that remai ned after
paynment of the anpbunt Ms. Black’s estate owed because of “any
i ncrease in taxes payable by her estate because of the inclusion
in her gross estate of all or any portion of * * * [the] Marital
Trust.” Petitioner did, however, disclaimthe $20 mllion
specific bequest to himin the revocable trust. As a result,

t hat bequest, by its terns, went to Penn State Erie and rendered
i noperative the alternative nethod of providing $20 mllion to
Penn State Erie through the marital trust.

The short period between M. Black’s death, on Decenber 12,

2001, and Ms. Black’ s death, on May 25, 2002, did not provide
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sufficient tinme to conpute M. Black’s pecuniary bequest to the
marital trust provided for under the terns of the revocable
trust, and the marital trust was not funded as of the date of

Ms. Black’ s death. Moreover, because, pursuant to the terns of
the revocable trust, the marital trust term nated upon Ms.
Black’s death, it was never funded. |In his capacity as the
executor of Ms. Black’'s estate, petitioner deened the narital
trust to be funded on the date of her death. In that sanme
capacity, petitioner also made an election on M. Black’'s estate
tax return, under section 2056(b)(7), to treat the property
funding the marital trust as qualified term nable interest
property.” He filed a statenment with M. Black's estate tax
return explaining that he, as (successor) trustee of the
revocabl e trust, intended to fund the marital trust with a
portion of the 77.0876-percent class B limted partnership
interest in Black LP that M. Black had assigned to the revocabl e

trust during his lifetine.

‘Sec. 2056(a) pernmits a deduction fromthe decedent’s gross
estate for “an anount equal to the value of any interest in
property which passes * * * fromthe decedent to his surviving
spouse”. Pursuant to sec. 2056(b)(1), however, a marital
deduction is not ordinarily available for property passing to a
survivi ng spouse where the interest of the surviving spouse may
termnate or fail, e.g., as in this case, upon the surviving
spouse’s death. Sec. 2056(b)(7), however, allows a narital
deduction for qualified term nable interest property (QTIP),
which is defined, in sec. 2056(b)(7)(B)(i), as property passing
froma decedent in which the spouse has a qualified incone
interest for life, and to which a QIlP el ection applies.
Respondent does not dispute that petitioner made a tinely QTP
el ecti on.
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The parties have stipulated (and we so find) that (1) the
fair market value of a 77.0876-percent class Blimted
partnership interest in Black LP was $165, 476, 495 on Decenber 12,
2001 (the date of M. Black's death), and (2) the fair market
value of a 1-percent class Blimted partnership interest in
Bl ack LP was $2,469, 728 on May 25, 2002 (the date of Ms. Black’s
deat h), and $2, 281, 124 on Novenber 25, 2002 (the alternate
val uation date elected by Ms. Black’'s estate).

The Secondary O fering

M. Black’s estate reported a Federal estate tax liability
of approximately $1.7 mllion, which, on or about Septenber 12,
2002, it paid with its cash assets. Ms. Black’'s estate |acked
sufficient liquid assets to pay what were anticipated to be
substantial Federal and State tax liabilities attributable to the
Black LP class Blimted partnership interest that was to
constitute the principal of the marital trust.

In an attenpt to borrow noney to pay both tax liabilities
and adm ni strati on expenses on behalf of Ms. Black’'s estate,
petitioner, as executor of the estate, first approached
commercial lending institutions, including PNC Bank, Nati onal
Gty Bank, Wachovia Bank, Credit Suisse, First Boston, Goldman
Sachs, and several |ocal banks. None of those institutions would
accept the pledge of a partnership interest in Black LP as
security for a loan. Instead, each wanted Black LP to pledge its
Erie stock as security. |In addition, they required “collaring”,

an agreenent that the Erie shares would be sold if their val ue
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fell below a certain price. Petitioner found those terns
unacceptable. He was particularly concerned that the Erie shares
woul d drop in price because of the discord anong Erie’ s board of
directors and that the “collaring” requirement mght result in
the forced sale of the thinly traded Erie shares, which woul d
further depress their price.

Petitioner next turned to Erie for a | oan, but Erie was not
interested in lending noney to either the trust or the estate.

On July 29, 2002, M. Cullen sent a letter to Erie s president
and chi ef executive officer describing Ms. Black’s estate’s need
for cash and suggesting as one “liquidity solution” Erie’s
participation in a secondary offering of sonme of Black LP's Erie
stock. FErie felt that a secondary offering would enhance Erie
sharehol der value, and it agreed with Messrs. Cullen and Black to
participate in a secondary offering of about one-third of Black
LP's Erie stock.

On January 29, 2003, Black LP sold 3 mlIlion shares of Erie
cl ass A nonvoting stock in a secondary offering at $34.50 per
share.® As a condition of Erie’s participation in the secondary
of fering, Black LP agreed to pay Erie’s expenses incurred in
connection therewith, which included an underwiting discount of

$1. 81 per share resulting in net proceeds to Black LP, before

8At the tine, Black LP owned 8, 726,250 shares of Erie class
A common stock so that the 3 mllion shares sold in the secondary
offering represented slightly nore than one-third of Black LP s
Erie stock.
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ot her expenses, of $32.69 per share, for a total of approximtely
$98 nmillion.

The Transfer of Funds FromBlack LP to Ms. Black's Estate
and The Revocabl e Trust

On Cctober 11, 2002, in preparation for the secondary
of fering and on behalf of Ms. Black’s estate and the revocable
trust, petitioner entered into a “Loan Conm tnment Agreenent” with
Bl ack LP (the | oan agreenent) whereby Black LP (as “Lender”),
upon recei pt of the proceeds fromthe secondary offering, agreed
to lend $71 million to Ms. Black’s estate and the revocabl e
trust (as “Borrowers”) “with all interest and principal due in
full not earlier than Novenber 30, 2007.” The borrowers agreed
to “reinburse the Lender” for all expenses it incurred in
connection wth the secondary offering.

On February 25, 2003, Black LP transferred $71 mllion to
Ms. Black’s estate and the revocable trust in exchange for a
prom ssory note for that anount executed by petitioner on behalf
of both. The note provided for 6 percent sinple interest with
all principal and interest “due and payable not earlier than
Novenber 30, 2007.”° The note provided that the borrowers “shal
have no right to prepay principal or interest at any tine.” The

note further provided for a “late charge” equal to 5 percent of

°At trial, the parties stipulated that the accunul at ed
interest would, in fact, be paid on Nov. 30, 2007 (which was the
next day), but M. Cullen testified that the $71 mllion
princi pal amount woul d be refinanced, perhaps by neans of
i nstal |l ment paynents, because Ms. Black’s estate did not have
sufficient liquidity to repay it.
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any paynment “not received by the Lender within TEN (10) days
after the due date” (referred to as an “overdue paynent”).

Al so, on February 25, 2003, the parties to the | oan
agreenent executed a “Pl edge Agreenent” and an “Assignnent of
Partnership Interest” whereby, as security for the $71 mllion
| oan, Ms. Black’s estate and the revocabl e trust pledged and
assigned their class Blimted partnership interest in Black LP
to the |l ender, Black LP

The i nterest due on Novenber 30, 2007, was conputed to be
$20, 296, 274 and was deducted, in full, on Schedule J, Funeral
Expenses and Expenses Incurred in Adm nistering Property Subject
to Cains, of Ms. Black’s estate tax return.

Ms. Black’s Estate’'s Use of the Funds Received From Bl ack LP

Ms. Black’s estate dispersed the $71 mllion it received
fromBlack LP (and an additional $309,946) as foll ows:

U.S. Treasury--Federal
estate tax paynment $54, 000, 000

U.S. Treasury--Federal
estate tax refund (22, 263, 473) $31, 736, 527

Pennsyl vani a Depart nent
of Revenue--inheritance

& estate taxes 15, 700, 000
Erie Insurance Co.

rei nburse costs 982, 070
Petitioner--executor fees 1, 155, 000
MacDonal d Il1ig--legal fees 1, 155, 000
Gft to Penn State Erie 20, 000, 000

U S. Treasury--fiduciary
i nconme taxes 515, 973
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Pennsyl vani a Departnent of
Revenue--fiduciary
i nconme taxes 65, 376
Tot al 71, 309, 946

The $982, 070 paynment was to reinburse Black LP for its
rei nbursenent of Erie for Erie’ s expenses in conjunction with the
secondary offering, including | egal fees, the cost of filings
with the Securities and Exchange Comm ssion, and sone of the
costs incurred for neetings with investnment firns. Ms. Black’s
estate deducted that expenditure, in addition to the $1, 155, 000
paynent to MacDonald Illig for |egal services and the $1, 155, 000
paid to petitioner as executor and/or trustee fees, as
adm ni strati on expenses. 1°

OPI NI ON

The Burden of Proof |ssue

| f a taxpayer introduces credible evidence with respect to
any factual issue relevant to ascertaining the taxpayer’s tax
ltability and the taxpayer conplies with all substantiation
requi renents, maintains all required records, and cooperates with
the Comm ssioner’s reasonabl e requests for w tnesses, section
7491 pl aces the burden of proof on the Comm ssioner with respect
to that issue. Sec. 7491(a)(1l) and (2); Rule 142(a)(2).
Petitioner alleges that he has satisfied all the prerequisites to
the application of section 7491 and that, therefore, “Respondent
bears the burden of proof under 8§ 7491(a) with regard to each of

the factual issues in this case”. Respondent alleges that

M. Black’s estate did not claimany deduction for
adm ni strati on expenses.



- 30 -
petitioner has “not introduced credible evidence with respect to
the material factual issues in this case as required by §
7491(a).”

We need not deci de whet her section 7491(a) applies to the
material factual issues in these consolidated cases because we
find that a preponderance of the evidence supports our resol ution
of each of those issues. Therefore, resolution of those issues
does not depend on which party bears the burden of proof. See,

e.g., Estate of Bongard v. Conmm ssioner, 124 T.C 95, 111 (2005).

1. The Section 2036 |ssue

A. General Principles

Section 2001(a) inposes a tax “on the transfer of the
taxabl e estate of every decedent who is a citizen or resident of
the United States.” Section 2051 defines the taxable estate as
“the value of the gross estate” |ess applicable deductions.
Section 2031(a) specifies that the gross estate conprises “al
property, real or personal, tangible or intangible, wherever
situated”, to the extent provided in sections 2033 through 2046.

Section 2033 broadly provides: “The value of the gross
estate shall include the value of all property to the extent of
the interest therein of the decedent at the tinme of his death.”
Sections 2034 through 2046 then explicitly mandate the inclusion
of several nore narrowy defined classes of assets. Anong those
specific sections is section 2036, which provides, in pertinent

part, as foll ows:
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SEC. 2036. TRANSFERS W TH RETAI NED LI FE ESTATE

(a) General Rule.--The value of the gross estate
shall include the value of all property to the extent
of any interest therein of which the decedent has at
any tinme nmade a transfer (except in case of a bona fide
sale for an adequate and full consideration in noney or
money’ s worth), by trust or otherw se, under which he
has retained for his life or for any period not
ascertainable without reference to his death or for any
peri od which does not in fact end before his death--

(1) the possession or enjoynent of, or the
right to the income from the property, or

(2) the right, either alone or in conjunction
wi th any person, to designate the persons who
shal | possess or enjoy the property or the incone
t herefrom
Section 20.2036-1(c)(1)(i), Estate Tax Regs., further
explains: “An interest or right is treated as having been
retained or reserved if at the tinme of the transfer there was an
under st andi ng, express or inplied, that the interest or right
woul d | ater be conferred.”?!
“The general purpose of * * * [section 2036] is ‘to include
in a decedent’s gross estate transfers that are essentially

testanentary’ in nature.” Ray v. United States, 762 F.2d 1361

1362 (9th G r. 1985) (quoting United States v. Estate of G ace,

395 U. S. 316, 320 (1969)). Accordingly, courts have enphasi zed
that the statute “describes a broad schene of inclusion in the

gross estate, not limted by the formof the transaction, but

“During the audit years, the identical |anguage was
contained in sec. 20.2036-1(a), Estate Tax Regs. The | anguage
was noved to sec. 20.2036-1(c)(1)(i), Estate Tax Regs., by T.D.
9414, 2008-35 |.R B. 454, 458, and that provision is applicable
to estates of decedents dying after Aug. 16, 1954. See sec.

20. 2036-1(c)(3), Estate Tax Regs.
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concerned with all inter vivos transfers where outri ght
di sposition of the property is delayed until the transferor’s

death.” @ynn v. United States, 437 F.2d 1148, 1150 (4th Cr

1971) .

Section 20.2036-1(a), Estate Tax Regs., refers to the
section 20.2043-1, Estate Tax Regs., definition of “a bona fide
sale for an adequate and full consideration in noney or noney’s
worth” (the parenthetical exception). |In pertinent part, section
20.2043-1(a), Estate Tax Regs., provides: “To constitute a bona
fide sale for an adequate and full consideration in noney or
nmoney’s worth, the transfer nust have been made in good faith,
and the price nust have been an adequate and full equival ent
reduci ble to a noney val ue.”

We nust deci de whether the Erie stock that M. Bl ack
contributed to Black LP, rather than his partnership interest
therein, is includable in his gross estate under section 2036(a)
because (1) his transfer of that stock to Black LP did not
constitute a bona fide sale for an adequate and ful
consideration and (2) he retained an interest in the transferred
stock within the nmeaning of section 2036(a)(1) or (2). W begin
by considering whether M. Black's transfer of Erie stock to
Bl ack LP was a bona fide sale for adequate and ful

consideration. W find that it was.
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B. M. Black’'s Transfer of Erie Stock to Black LP as a Bona
Fi de Sale for Adequate and Full Consi deration

1. | nt roducti on

To avail hinmself of the parenthetical exception, petitioner
must show that the transfer was both (1) a bona fide sale and
(2) for adequate and full consideration. W consider each
requirenment in turn.

2. M. Black’s Transfer of Erie Stock to Black LP as a
Bona Fide Sale of That Stock

a. General Principles

The Court of Appeals for the Third Crcuit, to which an
appeal of these cases would lie, barring stipulation to the
contrary, see sec. 7482(b), has stated that, whereas a “bona fide
sal e” does not necessarily require an “armis length transaction”
the sale (which we understand to include an exchange) still nust

be “made in good faith”, Estate of Thonpson v. Conm ssioner, 382

F.3d 367, 383 (3d Cir. 2004) (citing section 20.2043-1(a), Estate
Tax Regs.), affg. T.C. Meno. 2002-246 (2002). The Court of
Appeal s further stated that “A ‘good faith’ transfer to a famly
[imted partnership nust provide the transferor sone potenti al

for benefit other than the potential estate tax advantages that

m ght result from hol ding assets in the partnership form” [d.
The Court of Appeals was “m ndful of the m schief that may arise
in the famly estate planning context” but concluded that “such
m schi ef can be adequately nonitored by hei ghtened scrutiny of

intra-famly transfers, and does not require a uniform
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prohibition on transfers to famly limted partnerships.” 1d. at
382.

The requirenent that the transfer be in good faith--that is,
provide the transferor sone potential for benefit other than
estate tax savings--is consistent with this Court’s requirenent,
“I'i]n the context of famly limted partnerships”, that the
transferor have “a legitimate and significant nontax reason for

creating the famly Iimted partnership”. See Estate of Bongard

v. Comm ssioner, 124 T.C. at 118. W further required that “The

obj ective evidence nust indicate that the nontax reason was a
significant factor that notivated the partnership’'s creation * *
*. A significant purpose nust be an actual notivation, not a
theoretical justification.” 1d. A finding that the transferor
sought to save estate taxes does not preclude a finding of a bona
fide sale so long as saving estate taxes is not the predom nant

nmotive. Accord Estate of Mrowski v. Commi ssioner, T.C Mno.

2008-74; see Estate of Schutt v. Conmissioner, T.C Menp. 2005-

126 (“Thus, the proffered evidence is insufficient to establish
that estate tax savings were decedent’s predom nant reason for
formng Schutt | and Il and to contradict the estate’s contention
that a true and significant notive for decedent’s creation of the
entities was to perpetuate his buy and hol d i nvest nent

phi | osophy.”).

b. Arqunents of the Parties

Petitioner argues that the “undi sputed facts” show that the

formation of Black LP was notivated by “‘significant and
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legitimate’ non-tax reasons.” He notes that M. Black’s primary
reasons for wanting to formBlack LP were to provide centralized
| ong-term managenent and protection of the Black famly’s
hol dings in Erie stock, to preserve M. Black s buy-and-hold
i nvest ment phil osophy with respect to that stock, to pool the
famly s stock so that it could be voted as a bl ock (thereby
giving the famly the swng vote in the not unlikely event of a
split between the two H O Hirt trust shareholders), and to
protect the Erie stock fromcreditors and divorce. Petitioner
further argues that Black LP acconplished those goals as foll ows:
I Adherence to M. Black’s buy-and-hold invest nment

phi |l osophy resulted in the gromh of Black LP s net

asset value from$80 mllion when the partnership

was forned in 1993 to over $315 million when M.

Bl ack died in 2001;

the partnership prevented petitioner fromselling
or encunbering the $11 mllion of Erie stock he

contributed to the partnership;

the Erie stock the grandson trusts contributed to
t he partnership was not available for distribution
to M. Black’s grandsons when their trusts

termnated in 1995 and 2000;

the Black famly’'s consolidated position allowed it
to maintain a seat on the Erie board of directors

t hrough 2004, when, because he had | ost confidence
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in Erie, petitioner resigned fromthe board and

decided to sell all the partnership’'s Erie stock

the partnership protected petitioner’s Erie stock
fromequitable division in his divorce and reduced

the value of the marital estate that his wife was
entitled to receive.

Petitioner relies on the simlarity of the facts here to the

facts in Estate of Schutt v. Conm ssioner, supra, in which we

found that the use of a famly partnership to perpetuate the
decedent’ s buy-and-hol d i nvestnent strategy with respect to
publicly traded Dupont and Exxon stock, in the “unique
circunstances” of that case, constituted “a legitimte and
significant non-tax purpose” for the formation of the
partnership. Petitioner also cites other opinions for the
proposition that consolidating famly assets and providing for

|l ong-termcentral i zed managenent of those assets are valid nontax
purposes for formng a famly limted partnership. E.g., Kinbell

V. United States, 371 F.3d 257 (5th Cr. 2004); Estate of

Mrowski v. Conm ssioner, supra;, Estate of Stone v. Conm ssioner,

T.C. Meno. 2003-309; Estate of Harrison v. Conmm ssioner, T.C.

Meno. 1987-8. Morever, petitioner argues that all the nontax
reasons for formng Black LP were based on M. Black’s actual, as
opposed to theoretical, concerns.

Respondent rejects petitioner’s argunents. Respondent
acknow edges that M. Bl ack subscribed to a buy-and-hold

i nvest ment phil osophy, particularly with respect to Erie stock,
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and that Black LP was forned to hold the Erie stock that he,
petitioner, and the grandson trusts previously held so that the
famly would continue to control that stock. Respondent
di sagrees, however, that the transfers of Erie stock to Black LP
were necessary to achieve that goal or that M. Black’s alleged
concerns over the potential disposition of Erie stock by
petitioner and the grandson trusts were significant factors in
his decision to formBlack LP. 1In reaching those concl usions,
respondent purports to distinguish the casel aw on which

petitioner relies.?'?

2Wth respect to the bona fide sale issue, the parties take
opposing views on the simlarity of these cases to Estate of
Schutt v. Comm ssioner, T.C. Menp. 2005-126. Whether we reach
the sane result here that we reached in Estate of Schutt wll
depend on our answers to two questions: (1) Wether M. Black’s
buy-and- hol d phil osophy with respect to the famly' s Erie stock
was a legitimate and significant nontax purpose for the formation
of, and contribution of Erie stock to, Black LP, and (2) if so,
whet her, to ensure the inplenentation of that philosophy and the
antici pated nontax benefits attendant thereupon, M. Bl ack and
petitioner (individually and as trustee of the grandson trusts)
needed to transfer their Erie stock to Black LP

Certain of respondent’s argunents in support of his position
that M. Black did not nmake a bona fide sale of Erie stock to
Bl ack LP, e.g., that Black LP did not have a functioning business
operation, that Black LP held only passive assets, and that
petitioner was not substantially involved in the formation of
Bl ack LP, allege the absence of factors that were al so absent in
Estate of Schutt, and, for that reason, are not persuasive in
di stinguishing that case. Qher of respondent’s argunents, e.g.,
that M. Black allegedly failed to retain sufficient assets
either to pay the estate and inheritance taxes that would be
incurred by his and Ms. Black’s estates or to fund the $20
mllion endowrent that he had established for Penn State
University, relate to the issue of whether M. Black retained an
interest in the Erie stock at the tinme of his death for purposes
of sec. 2036(a)(1l). Therefore, they are inapposite to the bona
fide sal e question.
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In the recent case of Estate of Jorgensen v. Commi SSioner,

T.C. Meno. 2009-66, we rejected the taxpayer’s argunent that the
decedent’ s “investnent phil osophy prem sed on buyi ng and hol di ng
i ndi vidual stocks with an eye toward | ong-term growth and capital
preservation” was “a legitimte or significant nontax reason for
transferring the bulk of one’s assets to a partnership.” 1In

reachi ng that decision, we distinguished Estate of Schutt v.

Comm ssioner, T.C Meno. 2005-126, on the ground that in that

case “[t] he decedent’s wife was the daughter of Eugene E. duPont,
and the decedent hoped to maintain ownership of the stock

traditionally held by the famly including stock held by certain
trusts created for the benefit of his children and grandchil dren

in the event those trusts termnated.” Estate of Jorgensen V.

Conmi ssi oner, supra n.10.

In Estate of Schutt we acknow edged that the Court of

Appeals for the Third Grcuit, in Estate of Thonpson v.

Commi ssioner, 382 F.3d at 380, “suggested that the nmere hol di ng

of an untraded portfolio of marketable securities weighs
negatively in the assessnment of potential nontax benefits
available as a result of a transfer to a famly entity.” W
stated that we agreed with that premse, “particularly in cases
where the securities are contributed al nost exclusively by one

person”, citing Estate of Strangi v. Conm ssioner, T.C Meno.

2003- 145, and Estate of Harper v. Conm ssioner, T.C Menp. 2002-

121. Nonetheless, we determned that the entities in question
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had been formed for a legitimte and significant nontax purpose,
reasoni ng as foll ows:

In the unique circunstances of this case, however, a
key difference exists in that decedent’s primary
concern was in perpetuating his philosophy vis-a-vis
the stock of the * * * [trusts for his children and
grandchildren] in the event of a term nation of one of
those trusts. Here, by contributing stock in the
Revocabl e Trust, decedent was able to achieve that aim
with respect to securities of the * * * trusts even
exceeding the value of his own contributions. In this
unusual scenario, we cannot blindly apply the sane
anal ysis appropriate in cases inplicating nothing nore
than traditional investnent managenent consi derati ons.

To summarize, the record reflects that decedent’s
desire to prevent sale of core holdings in the * * *
trusts in the event of a distribution to beneficiaries
was real, was a significant factor in notivating the
creation of * * * [the entities at issue], was
appreci ably advanced by formation of * * * [those
entities], and was unrelated to tax ram fications.

* * %

Respondent attenpts to distinguish these cases fromEstate

of Schutt v. Conm ssioner, supra, by arguing that, unlike the

decedent’ s concerns in that case regarding the potenti al

di ssipation of the famly’'s DuPont and Exxon stock, M. Black’s
concerns regarding the potential dissipation of the Erie stock
held by petitioner and the grandson trusts were either il
founded (in the case of petitioner’s stock) or insignificant (in
the case of the grandson trusts’ stock).

c. Analysis

(1) [Introduction

Bet ween 1927, when Erie hired himto be its first clains
manager, and 1997, when petitioner succeeded himas a nenber of

the board of directors (a period covering alnost his entire adult



- 40 -
life), M. Black was an enpl oyee, officer, and/or director of
Erie. H s ties to Erie and his belief inits financial prospects
were easily the equal of the decedent’s ties to and belief in

DuPont and Exxon in Estate of Schutt v. Conmmni SSioner, supra.

Respondent does not disagree that M. Black desired to
perpetuate the famly's Erie stock hol dings and, given M.
Bl ack’ s I ongstanding relationship with Erie and his strong belief
inits favorable earnings prospects, that that was a legitimte
and significant desire on M. Black’s part. Respondent does
di sagree, however, that that desire was either a significant or
legitimate notivation for the formation of Black LP

Petitioner argues that M. Black fornmed Black LP as the best
means of inplenenting his buy-and-hold phil osophy to protect his
famly' s Erie stock. Protecting his famly's Erie stock was M.
Bl ack’ s princi pal nontax notivation, and that notivation arose
out of his concerns regarding the potential dissipation of (1)
petitioner’s unpledged Erie stock and (2) the grandson trusts’
Erie stock. Together, those two bl ocks of Erie stock were the
only Bl ack-owned Erie stock that M. Black did not hinself
control. W wll address the legitimcy and significance of each
of those concerns.

(2) Petitioner’'s Erie Stock

Respondent argues that there was no evidence in 1993, when
Bl ack LP was forned, that petitioner intended to sell any of his
Erie stock. He further argues that, although M. Black may have

been unhappy with petitioner’s decision to pledge sone of his
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Erie stock as collateral for a |loan, the record does not support
a finding that M. Black “lacked confidence in petitioner’s
ability to manage the famly's assets.” Respondent concl udes
that, had M. Black harbored any significant concerns about
petitioner’s commtnent to perpetuate his buy-and-hold investnent
phi | osophy regarding the continued retention of the famly's Erie
stock, he would not have transferred his managi ng partner
interest to petitioner in 1998 or arranged for petitioner to
succeed to his and the marital trust’s limted partnership

i nterests when both he and Ms. Black had died. Respondent’s
argunents overl ook petitioner’s main point, which is that,

al though M. Bl ack may have been satisfied that petitioner shared
his goal of retaining the famly' s existing investnent in Erie
stock, he feared that petitioner’s relationship with his wfe and
in-laws mght require him against his better judgnent or, even,
against his wll, to dispose of or, alternatively, to pledge as
collateral for a new |oan additional Erie stock. |In particular,
M. Black worried that petitioner’s marriage would end in a
contentious divorce and about his father-in-law s present and
continuing need for financial support.

Petitioner’s position is supported by the undi sputed
testinmony of M. Cullen, M. Black’s business and estate planning
| awyer. Respondent argues that any doubts M. Black may have had
concerning the status of petitioner’s marriage were specul ative
or theoretical and not based on fact. As respondent states, at

the time of the formation of Black LP in 1993, petitioner had
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been married for 28 years, and M. Black did not |earn of
petitioner’s marriage difficulties and inpending divorce until
1998. As respondent suggests, M. Black’s concerns were |ikely
based on his negative opinion of both Karen Bl ack and her
parents. Respondent does not suggest, however, that the facts on
whi ch that negative opinion was based were not true. And
respondent does not cast significant doubt on M. Cullen's
testinony that M. Black did, in fact, harbor concerns that
petitioner mght be pressured into selling or pledging additional
Erie stock to raise noney for Karen Black or her parents.
Mor eover, respondent argues that petitioner shared his father’s
buy-and- hol d phil osophy with respect to the famly's Erie stock.
Yet that suggests that the previous borrowi ng secured by 125, 000
Erie shares was at the request of Karen Black and her parents,
whi ch | ends credence to M. Black’s concerns. W also note that
M. Black’s fears that petitioner’s marriage would not | ast
proved to be prophetic as divorce proceedi ngs began 7 years |ater
and concluded with a divorce 4 years after that.

Respondent al so argues that, even if M. Black was, in fact,
concerned about protecting petitioner’s Erie stock in the event
of divorce, putting the stock in Black LP did not enhance the
protections already available under State law, citing 23 Pa.
Cons. Stat. sec. 3501(a)(3) (1990). Pursuant to that provision,
“Ip]roperty acquired by gift, except between spouses, bequest,
devi se or descent” does not constitute “marital property” subject

to equitable division between divorcing spouses except to the
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extent of the increase in the value of such property “prior to
the date of final separation”. Respondent argues that that
provi sion afforded the sane protection against Karen Bl ack’s
potential acquisition of the Erie stock that M. Black
transferred by gift to petitioner (which includes al
petitioner’s Erie stock) as did the transfer of that stock to
Bl ack LP. Respondent makes the same argunent with respect to the
Erie stock that petitioner stood to inherit upon Ms. Black’s
deat h.

Respondent’ s argunent overl ooks the fact that, even though
petitioner’s Erie stock was nonmarital property exenpt (except to
the extent of some marital period appreciation) fromequitable
di vi si on under Pennsylvania |law, that stock m ght nonethel ess
constitute the only significant asset available, as a practical
matter, to fund whatever award m ght have been nmade to Karen
Bl ack under a divorce decree or marital settlenment agreenent.
That poi nt was acknow edged by respondent’s counsel during his
cross-exam nation of M. Cullen:

Q (by respondent’s counsel): Okay. | guess what
|’msaying is does it matter? |If the Erie stock is
inherited, it’s not marital property. The spouse can't
reach it. If it’s partnership units that are
inherited, that’s also nonmarital property, so maybe
we’'re tal king about the sane thing, the advantage
supposedly of the partnership interest is a valuation
guestion of discounted appreciation, if you wll,
versus the full value of the appreciation?

A But I'mafraid that your question m ght assune
that once you calculate the marital estate, and you
| ook at the Erie stock, that she only gets the
appreciation. One of the things that could be awarded

to her as part of her nunber is the Erie stock. Do you
foll ow me?
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Q | don't because if it’'s nonmarital property,
how can it be awarded to her?

THE COURT: She’s due a sum of noney,
and they can fund it with anything they
choose?
MR, THORPE: Yes.
THE WTNESS: Yes, sir
MR. THORPE: That'’s ny point, too.
THE WTNESS: But the partnership
prevented it frombeing funded with Erie
st ock.
The point is also illustrated by the 2005 Marital Settl enent
Agreenment between petitioner and Karen Bl ack, pursuant to which
she was awarded the 125,000 Erie shares that, previously, had
been pl edged as security for a |loan. Conversely, Karen Black did
not receive any portion of petitioner’s interest in Black LP
whi ch | ends credence to M. Black’s belief that the transfer of
petitioner’s unpledged Erie stock to a famly partnership would
help to protect it fromKaren Black’s property clains incident to
any divorce. Therefore, we conclude that M. Bl ack reasonably
believed that the transfer of Erie stock to Black LP would

protect it fromthe clains of potential creditors, including

Kar en Bl ack. See Kinbell v. United States, 371 F.3d 257, 268

(5th Cr. 2004); Keller v. United States, _ F. Supp. 2d __, 104

AFTR 2d 2009- 615, 2009-2 USTC par. 60,579 (S.D. Tex. 2009).
(3) The Grandson Trusts’ Erie Stock

Respondent argues that the potential dissipation of the Erie
stock that M. Black transferred to the grandson trusts between

Cct ober 1988 and January 1993 coul d not have been a significant
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factor in M. Black’s decision to formBlack LP because (1) those
transfers began |l ess than 4 years before the decision to form
Bl ack LP and continued to occur even after that decision,
suggesting M. Black’ s |lack of concern that his grandsons m ght
di spose of the stock upon vesting, and (2) the Erie stock in
those trusts represented an “insignificant portion”
(approximately 1.2 percent) of the famly’s hol di ngs.

The fact that M. Black transferred Erie stock to the
grandson trusts shortly before and even after the decision to
formBlack LP is not necessarily inconsistent with the undi sputed
testimony of M. Cullen and petitioner that M. Black was
concerned that his grandsons woul d di spose of or borrow agai nst
the security of their Erie stock upon the term nation of the
trusts. In October 1988, when M. Black began funding the trusts
with Erie stock, that stock was worth a fraction of its worth in
1992 and 1993, when M. Black nmade the decision to formBlack LP
Al so, at that tinme his grandsons were both | ess than 20 years
old. Those facts suggest that the earlier transfers, between
Oct ober 1988 and Decenber 1990, did not concern M. Black because
the value of the Erie stock transferred to the grandson trusts
was relatively |ow, the nunber of Erie shares was snall, and his
grandsons had not reached an age at which their |ack of anbition
was inmportant. Two years |later, when the Erie stock had
appreci ated substantially and his grandsons’ |ack of anbition and
financial responsibility persisted, M. Black transferred the

trusts’ Erie stock to a famly partnership to keep it fromhis
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grandsons. That decision seens reasonable. Moreover, M.
Bl ack’s additional transfers to the grandson trusts in Decenber
1992 and January 1993 were not inconsistent with his concerns
regardi ng his grandsons because, we presune, he and petitioner
had al ready decided to transfer the corpus of each of those
trusts to the soon-to-be-forned fam |y partnership.

In Estate of Schutt v. Conm ssioner, T.C. Menp. 2005-126, we

found that the decedent’s desire to prevent his grandchildren
fromselling DuPont and Exxon stock was a legitimte and
significant nontax purpose for the creation of the entities at

issue in that case. Respondent argues that Estate of Schutt is

di stinguishable in that the children’s trusts in that case
control |l ed DuPont and Exxon stock worth approximately $50 nmillion
(whi ch exceeded the value of DuPont and Exxon stock that M.
Schutt hinself contributed to the entities at issue), an anobunt
representing “a substantial portion of the Schutt famly’s

weal th.” Respondent notes that, in contrast, “the stock held by
M. Black’s grandsons’ trusts was, at the tine of the
Partnership’s formation, relatively insignificant both in terns
of its value ($963,800) and as a percentage (approximtely 1% of
the Black famly wealth.” Respondent further notes that, in

Estate of Schutt, there was a history of stock sal es by

grandchildren that is absent in these cases, which is to say, M.
Bl ack’ s concerns, unlike M. Schutt’'s, were purely specul ati ve.
We do not agree that M. Black’s concerns regarding his

grandsons were specul ative or, in the | anguage of this Court in
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Estate of Bongard v. Conmni ssioner, 124 T.C. at 118, a

“theoretical justification” rather than an “actual notivation”
W find that M. Black’s concerns regarding his grandsons’
potential dissipation of all or sonme the Erie stock they would
receive upon the partial and full termnation of their trusts was
reasonabl e given their unwillingness to seek enpl oynent and their
financi al inexperience, and that those concerns notivated M.
Black to transfer the Erie stock in those trusts to Black LP

We agree that the Erie class A nonvoting stock in the
grandson trusts, by itself, was, as respondent argues,
“relatively insignificant” as a percentage of the value of the
famly' s Erie stock. But to focus on that stock in isolation is
i nproper. M. Black was concerned about the potenti al
di ssi pation of both that stock and petitioner’s stock, which,
toget her, represented nore than 16.6 percent of the famly's Erie
class A nonvoting stock and, in 1993, had a value of nore than
$12 mllion. Al though the value of that Erie stock is not nearly
as great as the value of the grandchildren trust stock in Estate

of Schutt v. Conmi ssioner, supra, it is nonethel ess substantial,

and we find that M. Black’ s concern regarding the potenti al
di ssipation of all or some of that stock was significant as well
as legitimte.

Therefore, we agree with petitioner that these cases, |ike

Estate of Schutt, present a set of unique circunstances that, on

bal ance, require a finding that Black LP was fornmed for a
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legitimate and significant nontax purpose; i.e., to perpetuate
the holding of Erie stock by the Black famly.?®?

d. Concl usi on

M. Black’'s transfer of Erie stock to Black LP constituted a
bona fide sale of that stock
3. M. Black’'s Sale of Erie Stock to Black LP as a

Sal e for Adequate and Full Consideration in Mney
or Mbney's Worth

a. Analysis

In Estate of Bongard v. Comm ssioner, 124 T.C. at 118, we

hel d that the second prong of the two-part test for finding a
bona fide sale for adequate and full consideration is nmet if “the
transferors received partnership interests proportionate to the
val ue of the property transferred.” The parties have stipul ated
(and we have found) that each partner in Black LP “received an
interest in the Partnership proportionate to the fair market
val ue of the assets contributed.” Relying on that stipulation,
petitioner concludes: “Thus, the ‘adequate and ful
consideration’ prong has been satisfied.”

After noting petitioner’s suggestion that “the test for the
‘“bona fide sal e exception’ adopted by this Court in * * * [Estate

of Bongard v. Conm ssioner, 124 T.C 95 (2005),] is the sane as

BAssuming M. Black's desire to perpetuate the hol ding of
Erie stock by the Black famly constituted a legitimte and
significant nontax purpose for the formation of Black LP
respondent does not argue, in the alternative, that M. Black's
transfer of less than all of his Erie stock in exchange for a
controlling general partnership interest in Black LP woul d have
sufficed to acconplish that purpose. Therefore, we do not
address that alternative argunent.
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the test set forth by the Third Crcuit in Estate of Thonpson v.

Commi ssioner, 382 F.3d 367 (3d Cir. 2004)”, respondent states:

“Petitioners m sapprehend the Estate of Bongard test.”

Respondent then argues that, under Estate of Bongard, “in the

absence of a tax-independent purpose, the receipt of
proportionate partnership interests does not constitute the
recei pt of any consideration, but is, rather, a nmere recycling of

val ue.” Respondent then quotes Estate of Thonpson v.

Conmi ssi oner, 382 F.3d at 381:

Where, as here, the transferee partnership does not
operate a legitimte business, and the record
denonstrates the valuation di scount provides the sole
benefit for converting liquid, marketable assets into
illiquid partnership interests, there is no transfer
for consideration within the nmeaning of 8§ 2036(a).

Respondent concl udes as fol | ows:

Each of these courts is saying essentially the
same thing, that the receipt of a proportionate
interest in an entity that is inbued with a tax-

i ndependent purpose does not deplete the gross estate.
Stated anot her way, receipt of a proportionate interest
IS necessary, but not sufficient, to constitute

adequate consideration. In the absence of a tax-
i ndependent purpose, the interest constitutes no
consideration. Indeed, that is exactly what the

Bongard court found with regard to the partnership
interests received in exchange for the LLC interests.
124 T.C. at 129.

Here, * * * the record establishes that the
Partnership did not operate a legitimte business and
that the sole purpose for converting M. Black’s liquid
interest in his Erie stock into an illiquid interest in
the Partnership was to obtain valuation discounts for
gift and estate tax purposes. Consequently,
petitioners have not established that the transfer
satisfies the “adequate and full consideration” prong
of the “bona fide sale exception.”
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Thus, respondent argues that the adequate and ful
consi deration prong depends on the legitimte and significant
nont ax purpose prong. O perhaps greater significance to these
cases, which, as noted supra, if appealed, are likely to be
appeal ed to the Court of Appeals for the Third Grcuit, iIs
respondent’s argunent that his analysis reflects the position of

both that court, as set forth in Estate of Thonpson v.

Conmi ssi oner, supra, and this Court, as set forth in Estate of

Bongard v. Conmi ssi oner, supra.

We have determ ned that M. Black had a legitimte and
significant nontax purpose for his transfer of Erie stock to
Bl ack LP. Because respondent stipulated that the Bl ack LP
partners received partnership interests proportionate to the
value of the Erie stock they transferred, he has, in effect,
conceded that M. Black satisfied the adequate and ful
consi deration prong, and we so find.

Qur determnation herein is consistent with our decision in

Estate of Schutt v. Commi ssioner, T.C Meno. 2005-126, which was

al so appeal able to the Court of Appeals for the Third Circuit.

In that case, we observed that, in Estate of Bongard v.

Comm ssioner, 124 T.C at 124, the presence of the follow ng four

factors supported a finding that the adequate and ful

consi deration requirenent had been satisfied: (1) The
participants in the entity at issue received interests
proportionate to the value of the property each contributed to

the entity; (2) the respective contributed assets were properly
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credited to the transferors’ capital accounts; (3) distributions
required negative adjustnments to distributee capital accounts;
and (4) there was a legitimate and significant nontax reason for
formati on of the entity.

In these cases, respondent has conceded that the first
factor is present, and we have determ ned that the fourth factor
is present. The Black LP partnership returns filed for 1994 and
subsequent years denonstrate that the second and third factors
are present, too.

In Estate of Schutt v. Conm ssioner, supra, |ike respondent

inthis case, we viewed the position of the Court of Appeals for

the Third Crcuit in Estate of Thonpson v. Conm ssioner, 382 F.3d

367 (3d Cir. 2004), as being consistent with our position in

Estate of Bongard v. Conm ssioner, 124 T.C. 95 (2005), commenting

as foll ows:

The Court of Appeals for the Third G rcuit has
i kew se opined that while the dissipated val ue
resulting froma transfer to a closely held entity does
not automatically constitute inadequate consideration
for section 2036(a) purposes, heightened scrutiny is
triggered. Estate of Thonpson v. Conm ssioner, 382
F.3d at 381. To wit, and consistent with the focus of
the Court of Appeals in the bona fide sale context,
where “the transferee partnership does not operate a
| egitimate business, and the record denonstrates the
val uati on di scount provides the sole benefit for

converting liquid, marketable assets into illiquid
partnership interests, there is no transfer for
consideration within the neaning of 8 2036(a).” Id.
The famly limted partnership in Estate of Bongard, |ike

Bl ack LP, did not conduct an active trade or business. |In Estate

of Bongard, the legitimate and significant nontax purpose for the

transfer of operating conpany stock to the partnership was “to
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facilitate a corporate liquidity event” for the operating
conpany. Therefore, we conclude that, by treating Estate of

Bongard and Estate of Thonpson as consistent with respect to

their application of the parenthetical exception, respondent
concedes, and, as denonstrated by our opinion in Estate of
Schutt, this Court agrees, that a famly limted partnership that
does not conduct an active trade or business may nonethel ess be
formed for a legitimate and significant nontax reason. In

Estate of Thonpson v. Conm ssioner, 382 F.3d at 383, the Court of

Appeal s stated:®

14That respondent does not require the legitimte and
significant nontax purpose to be the partnership s operation of a
business is also made clear both by his failure to nake that
argunent on brief and by the follow ng col |l oquy between
respondent’s counsel and the Court at the end of trial:

THE COURT: But this wasn't a business that was
put into the --

MR. THORPE: Yes. Right. Wll, let nme rephrase
our position. | don’'t think our position is so
restricted to say that under the * * * [Bongard] test,
it has to be strictly a business purpose. | nean,
certainly I think * * * [Bongard] would indicate that
it could be sone significant, legitimte, nontax
purpose. That’'s pretty broad.

THE COURT: Gkay. So would avoiding a famly
di spute suffice for the first prong of the * * *

[ Bongard] test?

MR. THORPE: Yes. If it’s significant and
legitimate * * *

%Judge Greenberg, concurring in Estate of Thonpson v.
Conmm ssi oner, 382 F.3d 367, 383 (3d Cr. 2004), joins the
majority opinion “wthout reservation” but appears to read that
opi ni on as suggesting that, for a discounted, proportionate
interest in a famly limted partnership to constitute full and
adequat e consideration, the partnership hold a “legitimte”

(continued. . .)
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After a thorough review of the record, we agree
with the Tax Court that decedent’s inter vivos
transfers do not qualify for the 8 2036(a) exception
because neither the Thonpson Partnership nor Turner
Part nershi p conducted any | egitimate business
operations, nor provided decedent with any potenti al
non-tax benefit fromthe transfers. [Estate of
Thonpson v. Conm ssioner, 382 F.3d at 383; enphasis
suppl i ed. ]

b. Concl usi on

M. Black's transfer of Erie stock to Black LP was nmade for
adequate and full consideration.

C. Application of Section 2036(1) and (2)

Because we have concluded that M. Black’s transfer of Erie
stock to Black LP constituted a bona fide sale for adequate and
full consideration for purposes of section 2036(a), the fair

mar ket val ue of that stock is not includable in M. Black’s gross

15, .. conti nued)
busi ness. Judge G eenberg’ s point is that the Court’s refusal to
apply the sec. 2036(a) parenthetical exception in the case
“shoul d not discourage transfers in ordinary conmerci al
transactions, even within famlies”. In that context, Judge
G eenberg states:

This * * * point is inportant because courts
shoul d not apply section 2036(a) in a way that wll
i npede the socially inportant goal of encouraging
accunul ation of capital for commercial enterprises.
Therefore in an ordinary commercial context there
shoul d not be a recapture under section 2036(a) and
thus the value of the estate’s interest in the entity,
t hough I ess than the value of a pro rata portion of the
entity’'s assets, will be determ native for estate tax
purposes. * * * [1d. at 386; enphasis supplied.]

The third judge on the panel joined Judge G eenberg s
concurring opinion. In the absence of respondent’s reliance on
(or even discussion of) the concurring opinion in Estate of
Thonpson, we do not opine as to its inpact, if any, on these
cases.
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estate under either section 2036(a)(1) or (2), and we need not
further consider the application of either of those provisions.

D. Concl usi on

The fair market value of M. Black’s partnership interest in
Black LP, rather than the fair market value of the Erie stock
that he contributed thereto, is includable in his gross estate.

[11. The Marital Deduction |ssue

Because we have decided that the fair market value of M.
Bl ack’s partnership interest in Black LP, rather than the fair
mar ket val ue of the Erie stock that he contributed thereto, is
includable in his gross estate, the marital deduction to which
M. Black’s estate is entitled under section 2056 nust be
conput ed according to the value of the partnership interest that
actually passed to Ms. Black, not according to the underlying
Erie stock apportionable to that interest. Therefore, the
marital deduction issue is noot.

V. The Date of Funding |ssue

A. The Arqgunents of the Parties

As found supra, petitioner, in his capacity as trustee of
the revocable trust, decided to fund the marital trust with a
portion of the 77.0876-percent class B limted partnership
interest in Black LP that M. Black had assigned to the revocabl e
trust. Pursuant to the ternms of the revocable trust, assets
distributed in kind to fund the marital trust were required to be
distributed “at their market value on the date or dates of

distribution.” Ms. Black died before the anmount of the
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pecuni ary bequest could be determ ned and the nmarital trust
funded, and, because the trust was to term nate upon Ms. Black’s
death, it was never actually funded. To deemthe trust to have
been funded was necessary, however, to determ ne the anmount
includable in Ms. Black’s gross estate under section
2044(b)(1)(A). That section requires that her gross estate
i nclude the value of all property with respect to which M.
Bl ack’s estate was entitled to a marital deduction under section
2056(b) (7). Petitioner selected the date of her death as the
deened date of funding.

The parties have stipulated that the fair market value of a
1l-percent class Blimted partnership interest in Black LP was
$2, 146, 603, on Decenber 12, 2001 (the date of M. Black’s death),
and $2, 469, 728 on May 25, 2002 (the date of Ms. Black’s death).
If the marital trust is deenmed to have been funded on the date of
M. Black’s death, the nunber of class Blimted partnership
units needed to fund the pecuniary bequest to that trust wll be
greater than the nunber of such units needed to fund that bequest
on the date of Ms. Black’s death. In that event, the fair
mar ket value of the marital trust on the date of Ms. Black’'s
death and, therefore, the anount includable in her gross estate
under section 2044(b)(1) (A wll be greater than if the marital
trust is deened to have been funded with the | esser nunber of
class Blimted partnership units determ ned by the val ue of

those units on the date of her death

18See supra note 7.
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CGting the requirenent in the revocable trust that the
marital trust termnate at Ms. Black’s death, petitioner argues
that “logic dictates that the Marital Trust nust be deened to be
funded as of that date.” In support of his position, petitioner
cites section 20.2044-1(e), Exanple (8), Estate Tax Regs.
Respondent counters that, under the terns of the revocable trust,
Ms. Black’s “legacy passed to her upon Sam Bl ack’ s death”, and,
“[a]ccordingly, the anount conprising Irene Black’s |egacy is
determ ned as of the date of Sam Bl ack’s death, reflecting any
adjustnents to the value of Sam Bl ack’s gross estate as finally
determ ned.” Respondent argues that section 20.2044-1(e),
Exanple (8), Estate Tax Regs., “sheds no light on the issue of
when a QTP trust should be deened funded when the surviving
spouse dies before it is actually funded.”

B. Analysis

In general, the anount includable in the decedent’s gross
estate under section 2044 “is the value of the entire interest in
whi ch the decedent had a qualifying inconme interest for life,
determ ned as of the date of the decedent’s death (or the
alternate valuation date, if applicable).” Sec. 20.2044-1(d)(1),
Estate Tax Regs. That general rule is illustrated by section
20.2044-1(e), Exanple (1), Estate Tax Regs., as foll ows:

I nclusion of trust subject to election. Under D s

will, assets valued at $800,000 in D's gross estate

(net of debts, expenses and other charges, including

deat h taxes, payable fromthe property) passed in trust

with incone payable to S for life. Upon S s death, the

trust principal is to be distributed to Ds children.

D s executor elected under section 2056(b)(7) to treat
the entire trust property as qualified term nable
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interest property and clainmed a marital deduction of
$800, 000. S nade no disposition of the incone interest
during S s lifetinme under section 2519. On the date of
S's death, the fair market value of the trust property
was $740,000. S s executor did not elect the alternate
val uation date. The anmount included in S s gross
estate pursuant to section 2044 is $740, 000.

Section 20.2044-1(e), Exanple (8), Estate Tax Regs., on
whi ch petitioner relies, provides as follows:

I ncl usi on of trust property when surviving spouse dies
before first decedent’s estate tax returnis filed. D
dies on July 1, 1997. Under the ternms of Ds wll, a
trust is established for the benefit of D s spouse, S.
The will provides that Sis entitled to receive the
income fromthat portion of the trust that the executor
elects to treat as qualified term nable interest
property. The remaining portion of the trust passes as
of Ds date of death to a trust for the benefit of C
Ds child. The trust terns otherwise provide Swith a
qualifying inconme interest for |ife under section
2056(b)(7)(B)(ii). S dies on February 10, 1998. On
April 1, 1998, D s executor files Ds estate tax return
on which an election is made to treat a portion of the
trust as qualified term nable interest property under
section 2056(b) (7). S s estate tax returnis filed on
Novenber 10, 1998. The value on the date of S's death
of the portion of the trust for which D s executor nade
a QI P electionis includible in Ss gross estate under
section 2044.

Thus, Exanple (8) confirns that the general rule applies to
the valuation of the property in a QTP marital deduction trust
(i.e., that it be valued as of the date of the grantee spouse’s
deat h) when (as in these cases) the grantee spouse dies before
the estate tax return for the grantor spouse is filed. The
foregoing regul ati on and the above-quoted exanples illustrating
its application necessarily presuppose that the marital trust is
funded before the beneficiary spouse dies. As respondent notes,

however, neither the regul ati on nor Exanple (8) addresses the
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actual date upon which the marital trust is considered to have
been established (funded).

Al t hough respondent successfully rebuts petitioner’s
reliance on the above-cited regul ati ons, he does not nount a
successful defense of his own position. To begin wth,
respondent m sstates the terns of the revocable trust. They do
not support respondent’s argunent that Ms. Black s | egacy passed
to her upon M. Black’ s death. The pertinent |anguage of the
revocabl e trust states: “If * * * [Ms. Black] survives * * *

[ M. Black], the Trustee shall hold IN TRUST, as the Marital
Trust * * * a |egacy equal to * * * [the pecuniary bequest].”

The anpunt of the pecuniary bequest was not ascertainable until
M. Black’s Federal estate tax liability was known, and, because
of the need to appraise the date-of-death value of the principa
asset in M. Black’'s estate (his 77.0876-percent class Blimted
partnership interest in Black LP) to conpute that liability, that
anount was not known on the date of M. Black’ s death

M. Black’s Federal estate tax return was filed on Septenber
12, 2002, nore than 3 nonths after Ms. Black’s death on May 25,
2002. Moreover, the outside appraisal of the value (on the date
of his death) of M. Black’'s 77.0876-percent class Blimted
partnership interest in Black LP was dated Septenber 11, 2002, 1
day before his Federal estate tax return was filed. Although the
result of that appraisal nust have been known before Septenber
11, 2002, M. Cullen testified credibly that it was not known

until after Ms. Black’s death.
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Had Ms. Black lived | ong enough to allow for the fundi ng of
her marital trust, then, as required by the terns of the
revocabl e trust, that fundi ng woul d have been acconplished with a
class Blimted partnership interest in Black LP the size of
whi ch woul d have been determned with reference to its fair
mar ket val ue on the date of distribution fromthe revocabl e trust
to the marital trust. There is no reason to apply a different
rule to a deenmed distribution of that interest to the marital
trust. The issue is what date, after M. Black’s death, to
choose. Because the marital trust was to term nate upon Ms.

Bl ack’s death, that is the | ast possible date on which it could
have been funded. W agree with petitioner that to pick that
date, which is the date closest to what woul d have been the
actual date of the distribution to the marital trust had Ms.

Bl ack survived, as the deened date of funding is |ogical and
reasonabl e.

Lastly, under the terns of the revocable trust, petitioner
had the option of funding the marital trust with cash. Had Ms.
Bl ack survived | ong enough to enable petitioner to fund the
marital trust with cash before her death, and had he been able
(and inclined) to sell a portion of the revocable trust’s
77.0876-percent class Blimted partnership interest in Black LP
to raise that cash, he would have sold that interest for its
current fair market value. He would not have sold a greater
interest determned with reference to the fair market val ue of

Black LP class Blimted partnership units as of Decenber 12,



- 60 -
2001, the date of M. Black’s death. W see no reason to reach
an inconsistent result where the marital trust is funded (or
deened to have been funded) in kind with a class Blimted
partnership interest in Black LP

C. Concl usion

For purposes of determ ning the value of the marital trust
property includable in Ms. Black’s gross estate under section
2044, the marital trust that M. Black established for Ms.

Bl ack’ s benefit should be deenmed funded and the fair market val ue
of the property that was to constitute the trust corpus should be
determ ned as of May 25, 2002, the date of her death, not as of
Decenber 12, 2001, the date of his death

V. The Interest Deductibility |Issue

A. General Principles

Section 2053(a)(2) provides that “the value of the taxable
estate shall be determ ned by deducting fromthe value of the
gross estate such amounts * * * for adm nistration expenses * * *
as are allowable by the laws of the jurisdiction * * * under
which the estate is being adm nistered.”' Section 20.2053-3(a),

Estate Tax Regs., provides, in pertinent part: “The anmounts

"Nei t her party suggests that Pennsylvania | aw bars the
executor of an estate fromclaimng an interest expense as an
adm ni strati on expense with respect to the estate. Therefore,
for purposes of these cases, we find that the interest expense
for which petitioner clains a deduction was properly incurred
under Pennsylvania | aw, despite the absence of evidence that it
was specifically approved by a Pennsylvania court. See sec.
20.2053-1(b)(2), Estate Tax Regs. (A “deduction * * * of a
reasonabl e expense of adm nistration will not be deni ed because
no court decree has been entered if the anmount woul d be all owabl e
under local law”).
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deductible from* * * [the] gross estate as ‘adm nistration
expenses’ * * * gre limted to such expenses as are actually and
necessarily, incurred in the admnistration of the decedent’s

estate”. See also Estate of Todd v. Commi ssioner, 57 T.C. 288,

296 (1971). Section 20.2053-1(b)(3), Estate Tax Regs., provides
that an item may be deducted on the estate tax return “though its
exact amount is not then known, provided it is ascertainable with
reasonabl e certainty, and will be paid. No deduction may be

t aken upon the basis of a vague or uncertain estinmate.”

In Estate of Graegin v. Conm ssioner, T.C. Menob. 1988-477,

we held that the obligation to make a bal |l oon paynent of interest
upon the maturity of a 15-year prom ssory note for repaynent of
an amount borrowed fromthe decedent’s closely held corporation
to pay his estate’s Federal estate tax liability entitled the
estate to an i nmedi ate deduction for the interest as an

adm ni strati on expense under section 2053(a)(2). Both principal
and interest were due in a single paynent on the 15th anniversary
due date, and prepaynent of both was prohibited. In sustaining

t he deduction, we noted that the anount of interest was capable
of precise calculation. Although we were “di sturbed” by the

si ngl e paynent of principal and interest, we found it “not
unreasonable” in the light of the anticipated availability of the
assets of decedent’s spouse’s trust to repay partially both
principal and interest upon maturity of the note, the term of

whi ch had been set according to decedent’s spouse’s life

expect ancy.
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We have generally held that when, to pay the debts of an
estate, an executor borrows noney instead of selling illiquid
assets, interest on the loan is deductible. See, e.g., Estate of

Bahr v. Comm ssioner, 68 T.C. 74 (1977); Estate of Todd v.

Conmmi ssioner, supra;, Estate of Graegin v. Conmni SSioner, supra.

Mor eover, we have so held when the | oan was nmade by a conpany
stock of which was included in the value of the gross estate and
whi ch (1) was owned by the decedent’s famly and (2) “was neither
able nor required to redeem enough * * * [conpany] shares to
provide funds to pay * * * [all debts of the estate] when due”.

McKee v. Comm ssioner, T.C Meno. 1996-362. In that case, the

executors (who were also directors of the conpany | ender)
anticipated that the conpany stock would increase in value, and
we concl uded that “borrowi ng funds, rather than selling stock,
al l oned decedent’s estate to nore easily neet its burdens by

t aki ng advantage of the increasing value of the stock.”

B. Arqgunents of the Parties

Petitioner argues that the loan fromBlack LP was necessary
“to solve Ms. Black’s Estate’s liquidity dilenma”; i.e., to
provi de the funds needed to pay estate taxes and adm nistration
expenses. He stresses that the anmount of the | oan was reasonabl e
and that, because prepaynent of principal and interest was
prohi bited, the anmount of interest on the |oan was fixed and
capabl e of cal culati on when the prom ssory note was executed, not
“vague or uncertain” within the neaning of section 20.2053-

1(b)(3), Estate Tax Regs. Petitioner concludes that, under the
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foregoing authorities, the interest on the note to maturity was
deductible in full on the Form 706 filed by Ms. Black’s estate.
In reaching that conclusion, petitioner argues that, under such

cases as Estate of Todd v. Comm ssioner, supra, petitioner, as

executor of Ms. Black’s estate, “exercised reasonabl e business

j udgment” when he borrowed the necessary funds rather than cause
Bl ack LP either to distribute those funds to the estate or to
redeema portion of the estate’s interest (through the marital
trust) in Black LP. Petitioner further notes that, pursuant to
the partnership agreenent, Black LP was not required to make a
distribution to or redeeman interest fromMs. Black’'s estate to
fund the estate’s tax liabilities. Petitioner also argues that,
al t hough petitioner acted on behalf of both the borrowers and the
| ender, he “did not stand alone or unrestricted on either side of
the transaction” because he had fiduciary responsibilities to
both, particularly to the other partners in Black LP. Lastly,
petitioner argues that, under both the objective test and the

“economc reality” test set forth in Geftman v. Comm ssioner, 154

F.3d 61, 70, 75 (3d Cr. 1998), revg. in part and vacating in
part T.C. Meno. 1996-447, the loan to Ms. Black’s estate was
bona fide because (1) there was a note, security, interest
charges, a repaynent schedul e, actual repaynent of the | oan, and
other factors that indicate an unconditional obligation to repay,
and (2) the economc realities surrounding the relationship

bet ween the borrowers and the | ender denonstrate that there was a

reasonabl e expectation or enforceable obligation of repaynent.
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Respondent counters that the |oan (and, hence, the paynent

of interest) was neither necessary nor bona fide. In arguing
that the | oan was unnecessary, respondent states that “there was
no liquidity problemthat would justify the loan.” |In support of
that position, respondent stresses that petitioner, as executor
of both M. and Ms. Black’s estates and as nmanagi ng and majority
partner in Black LP, was in a position to distribute Erie stock
held by Black LP to Ms. Black’'s estate by way of either a
partial, pro rata distribution to the partners of Black LP or a
partial redenption of the estate’s interest, neither of which
woul d have adversely affected the interests of the charitable
trust partners. In support of his argunent that the transfer of
funds was not a bona fide | oan, respondent states that the
transacti on had no econom c effect other than to generate an
estate tax deduction for the interest on the |loan. According to
respondent, that is because the only way the borrowers can repay
the alleged loan is to have Bl ack LP make an actual or deened
distribution of Erie stock (or proceeds fromthe sale thereof) to
t hem (whether or not in partial redenption of their partnership
interest) followed by an actual or deened repaynent of the stock
(or proceeds) to Black LP in discharge of the note, which would
result in a circular flow of either the Erie stock or the
proceeds fromits sale by Black LP. Respondent concl udes:
“Qther than the favorable tax treatnent resulting fromthe
transaction (a sec. 2053 deduction for interest expense that the

parties are essentially paying to thenselves), it is difficult to
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see what benefit was derived fromthis circular transfer of
funds.” Lastly, respondent argues that, contrary to petitioner’s
argunment, the transaction did not satisfy the prerequisites for

bona fide |l oan status as set forth in Geftman v. Conmni SSi oner,

supra, and in Estate of Rosen v. Comm ssioner, T.C Meno. 2006-

115. In particular, respondent argues that by providing for
paynent “no earlier than Novenber 30, 2007”, the note |acked a
fixed mturity date, and that M. Cullen’s “vague testinony that
an install nment arrangenent will be worked out in the future
[ because of the borrowers’ inability to repay the entire
princi pal on Novenber 30, 2007]*® hardly confirns an intent that
the | oan be repaid.”

C. Analysis

W find that the $71 million loan fromBlack LP to Ms.
Bl ack’s estate and the revocable trust, and the borrowers’
paynment of interest thereon, was unnecessary. Therefore the
interest is not deductible. See sec. 20.2053-3(a), Estate Tax
Regs.

The only significant asset in Ms. Black’'s estate was the
Bl ack LP partnership interest to be transferred fromthe
revocable trust to the marital trust. Between 1994 and 2001,
Black LP's total income was less than $28 nmillion, and its total
distributions to partners were less than $26 mllion. Even
assum ng equi val ent inconme and distributions to partners between

February 25, 2003, the date of the | oan, and Novenber 30, 2007,

8See supra note 9.
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the purported due date for repaynent of the loan, tinely
repaynent by the borrowers of the $71 nmillion | oan principal out
of partnership distributions (derived alnost entirely from
di vidends on Black LP's Erie stock) was, on the date of the |oan,
i nconcei vabl e. Thus, the borrowers knew (or shoul d have known)
that, on the | oan date, paynent of the prom ssory note, according
toits terns, could not occur without resort to Black LP's Erie
stock attributable to the borrowers’ class Blimted partnership
interests in Black LP.1°

Petitioner argues that the borrowers had no right under the
partnership agreenent to require a distribution to them of assets
(i.e., Erie stock) either as part of a pro rata distribution to
partners or in partial redenption of their partnership interests.
But the partnership agreenent provided for the nodification
thereof, and a nodification permtting either a pro rata
distribution of Erie stock to the partners or a parti al
redenption of the borrowers’ partnership interests would not have
violated petitioner’s fiduciary duties, as nmanagi ng partner, to
any of the partners.

Assum ng additional sales or pro rata distributions of Erie

stock woul d have been consi dered undesirable, the only feasible

¥Qur conclusion that repaynent of the note necessarily
would require a sale of the Erie stock attributable to the
borrowers’ partnership interests in Black LP is prem sed on the
assunption that, on the date they executed the prom ssory note,
the borrowers intended to repay the loan in full on Nov. 30,
2007. Petitioner does not argue to the contrary. He argues only
that the eventual decision to refinance the |oan does not alter
its status as a bona fide | oan.
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means of repaying the |oan by the purported due date of Novenber
30, 2007, would have been for Black LP to make an actual or
deened distribution of Erie stock to the borrowers in parti al
redenption of their interests in the partnership and for the
borrowers to make an actual or deened return of the stock to
Bl ack LP in discharge of the prom ssory note. That transaction
had it, in fact, occurred, would have denonstrated that the |oan
was unnecessary because the parties thereto woul d have been in
exactly the sane position as they would have been had Bl ack LP
used Erie stock to redeempart of the partnership interests of
the estate and revocable trust, and, in 2003, to pay the debts of
the estate, had they sold that Erie stock (e.g., by neans of a
secondary offering identical, except for the identity of the
seller, to the one that actually occurred).? The only
di stinction between the |oan scenario and the partial redenption
scenario is that the fornmer gave rise to an imedi ate estate tax
deduction for interest in excess of $20 mllion, offset by a
substantially smaller inconme tax expense (because of the
passt hrough of interest incone) to the Black LP partners. That
the |l oan scenario, |ike the partial redenption scenario, required
a sale of Erie stock to discharge the debts of Ms. Black’s

estate, i.e., that Erie stock was avail able and actually used for

Al ternatively, the partial redenption scenario could have
been structured as a sale of Erie stock by Black LP pursuant to
the secondary offering that actually occurred foll owed by a
distribution of $71 million in cash to the estate and the
revocabl e trust in redenption of their partnership interests in
Bl ack LP
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t hat purpose, negates petitioner’s contention that the | oan was
needed to solve a “liquidity dilemma”. The |loan structure, in
effect, constituted an indirect use of Erie stock to pay the
debts of Ms. Black’'s estate and acconplished nothing nore than a
direct use of that stock for the sane purpose woul d have
acconpl i shed, except for the substantial estate tax savings.
Those circunstances di stinguish these cases fromthe cases on
whi ch petitioner relies in which loans froma related, famly-
owned corporation to the estate were found to be necessary to

avoid a forced sale of illiquid assets, see Estate of Todd v.

Comm ssioner, 57 T.C. 288 (1971); Estate of G aegin v.

Conmi ssioner, T.C. Menp. 1988-477, or to enable the estate to

retain the lender’s stock for future appreciation, MKee V.

Conmi ssioner, T.C. Menp. 1996-362. I n none of those cases was

there a sale of either the stock or assets of the | ender to pay
debts of the estate borrower, as occurred in these cases.
Mor eover, as respondent points out, the principal beneficiary of
the estate, petitioner, was also the majority partner in Black
LP. Thus, he was on both sides of the transaction, in effect
paying interest to hinself. As a result, those paynents effected
no change in his net worth, except for the net tax savings.
Having found that the interest on the purported | oan from
Black LP to Ms. Black’s estate and the revocable trust was not
“necessarily incurred in the admnistration of the decedent’s

estate”, as required by section 20.2053-3(a), Estate Tax Regs.,
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we do not address the issue of whether the transaction resulted
in a bona fide | oan.

D. Concl usi on

The $20, 296, 274 interest expense incurred by Ms. Black’s
estate did not constitute a deductible adm nistration expense
under section 2053(a)(2).2

VI. The Fee Deductibility |Issues

A. Backgr ound

Respondent seeks to deny to Ms. Black’s estate a deduction
for (1) any portion of the $980, 625 the estate paid to Black LP
as reinbursenent for the latter’s reinbursenent of Erie for costs
incurred in connection with the secondary offering of Black LP s
Eri e stock,? (2) any portion of the $1, 155, 000 executor fee paid
to petitioner in excess of $500,000, and (3) any portion of the
$1, 155,000 in legal fees paid to MacDonald Illig in excess of
$500, 000. Ms. Black’s estate deducted each of the foregoing

paynments on Schedule L, Net Losses During Adm nistration and

21Because we deny the entire deduction for interest on the
ground that the $71 mllion loan (or, indeed, any loan) from
Bl ack LP was unnecessary to enable Ms. Black’s estate to
di scharge its debts, we have not addressed respondent’s
alternative argunent that the |l oan was |arger than what was
needed to discharge the debts of Ms. Black’s estate, and that
interest attributable to the | oan proceeds used to fund the $20
mllion bequest to Penn State Erie (an obligation of M. Black’'s
estate) should be treated as nondeducti bl e.

22Al t hough Ms. Black’s estate and the revocable trust, as
coborrowers under the | oan agreenent, both agreed to reinburse
Black LP for its expenses related to the secondary offering, and
al t hough petitioner signed that agreenent in his dual capacity as
executor for the estate and trustee of the trust, respondent does
not dispute that the estate nade the paynent at issue; he
di sputes only its deductibility by the estate.
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Expenses Incurred in Adm nistering Property Not Subject to
Cl ai s, as expenses incurred in adm nistering nonprobate
property. Petitioner argues that Ms. Black's estate is entitled
to deduct each of those expenditures in its entirety.

B. General Principles

Section 2053(b), entitled “Cher adm nistrative expenses”,
general ly provides a deduction for expenses incurred in
adm ni stering nonprobate property, to the sanme extent as they
woul d be deducti bl e under section 2053(a); i.e., if incurred in
adm ni stering probate property.? Thus, such expenses nmust be
“actually and necessarily incurred in the admnistration of the
decedent’ s estate; that is, in the collection of assets, paynent
of debts, and distribution of property to the persons entitled to

it.”2* Sec. 20.2053-3(a), Estate Tax Regs.

ZBecause such expenses relate to nonprobate property, they
are not subject to the requirenent, in sec. 2053(a), that they be
“all owabl e by the laws of the jurisdiction * * * under which the
estate is being adm nistered.”

24The evi dence indicates that sone portion of each of the
fees in question relates to activities that necessarily involve
the adm ni stration of both probate and nonprobate property.
Because the principles governing deductibility are identical for
both types of expenditures, the distinction is wthout
consequence herein. Mreover, as in the case of the interest
expense incurred by Ms. Black’s estate, to the extent the fees
in question relate to probate property, respondent does not argue
t hat Pennsyl vania | aw bars petitioner fromclaimng the fees as
proper adm nistration expenses. See supra note 16.



- 71 -

C. Analysis and Concl usi ons

1. Rei nbur senent of Costs Incurred in Connection
Wth the Secondary Ofering: $982, 070

Petitioner argues that the secondary offering of Black LP s
Erie stock followed by a |loan of a portion of the proceeds was a
legitimate neans of paying the estate tax liability and the
obl i gati ons under the revocable trust of Ms. Black’s estate, and
that its rei nbursement of Erie s expenses related to the
secondary offering was a “reasonabl e and necessary” and,
therefore, deductible cost of Ms. Black’s estate. Respondent
argues that the reinbursenent was not “necessary” wthin the
meani ng of section 20.2053-3(a), Estate Tax Regs., because the
Erie stock belonged to Black LP, not Ms. Black’'s estate, and
that Bl ack LP sold the stock

To the extent the secondary offering of Erie stock generated
funds needed and used to discharge debts of Ms. Black' s estate,
Black LPs obligation to reinburse Erie for costs associated with
that offering was related to and occasi oned by Ms. Black’s
deat h, and, for that reason, the reinbursement m ght be
deducti bl e by her estate under section 2053. Accord sec.

20. 2053-8(d) Exanple (1), Estate Tax Regs.; see Burrow Trust V.

Conmm ssi oner, 39 T.C. 1080, 1089 (1963) (holding that, where a

revocable inter vivos trust paid its own trustee's fees, the
settlor’s estate could nonethel ess deduct those fees under
section 2053 because the trustees’ services “were primarily
occasi oned by the death of the decedent”), affd. 333 F.2d 66

(10th Gr. 1964). Moreover, the paynent at issue is the estate’s
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rei nbursenent of Black LP pursuant to the | oan agreenent, not
Black LP's reinbursenent of Erie. Therefore, the paynent may
qualify as an expense related to a sale “necessary in order to
pay the decedent’s debts, expenses of adm nistration, or taxes”
within the neani ng of section 20.2053-3(d)(2), Estate Tax Regs.,
despite the fact that the property sold was, technically,
property owned by Black LP rather than by the estate. W find
that the estate’s indirect ownership, through its interest in
Black LP, of the Erie stock is sufficient to bring the sale of
that stock within the cited regul ation, which concerns the
deductibility of expenses of selling “property of the estate”.

The flaw in petitioner’s argunent is that only a portion of
the funds the secondary offering generated was used on behal f of
Ms. Black’s estate. O the $98 nmillion realized fromBlack LP s
sale of Erie stock, only $71 mllion was nade available to the
estate, and of that $71 mllion, $20 mllion was used to fulfil
M. Black’s bequest, through the revocable trust, to Penn State
Erie. That bequest was an obligation of M. Black’s estate.
After subtracting the approximately $3.3 mllion of fees at issue
herein, it appears that approximtely $48 mllion ($31, 736, 527

for Federal estate taxes,? $15, 700,000 for Pennsyl vani a

Zpetitioner argues, in connection with the interest
deductibility issue, that the entire $71 mllion | oan was needed
to pay the tax liabilities and adm nistrati ve expenses esti mated
to be payable by Ms. Black’'s estate as of the February 2003 | oan
date. Petitioner includes in that conputation the $54 mllion
Federal estate tax paynent that acconpanied the February 2003
Form 4768, Application For Extension of Tine to File a Return
and/or Pay U.S. Estate (and Ceneration-Ski pping Transfer) Taxes.

(continued. . .)
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i nheritance and estate taxes, and $581, 349 for Federal and
Pennsyl vania fiduciary inconme taxes resulting fromcapital gain
on the sale of Black LP's Erie stock in connection with the
secondary offering) or approximtely 49 percent of the $98
mllion the secondary offering raised was actually used to
di scharge debts of Ms. Black’s estate. Therefore, we find that
Ms. Black’s estate is entitled to deduct $481,000 of its
$982, 070 rei mbursenment of costs related to the secondary
of fering.

2. Executor's Fee Paid to Petitioner: $1,155, 000

Petitioner clains that the executor’s fee constituted
paynment for his services related to raising funds to pay the
estate tax, responding to audit requests, marshaling assets of
Ms. Black’s estate, and gathering materials and information
necessary to prepare the estate tax return for Ms. Black’s
estate, including materials and information necessary to enable
the appraiser to determ ne the value of the assets in Ms.

Bl ack’s estate. Mich of that effort consisted of gathering

information and materials for the appraisal of the class B

25(...continued)
There is no explanation in the record for the nore than $22
mllion overpaynent (which was refunded to the estate) of Federa
estate taxes, but M. Cullen’s July 29, 2002, letter to Erie
soliciting Erie’ s assistance in raising cash for the estate makes
clear that, anong the itens for which a cash infusion was said to
be necessary, was “$50 mllion to fulfill M. and Ms. Black’s
charitabl e bequests”, the only such bequest being M. Black’s $20
mllion bequest to Penn State Erie via the revocable trust.
Therefore, we reject petitioner’s attenpt to allocate $54 million
of the | oan proceeds to Federal estate taxes and nothing to the
$20 mllion bequest to Penn State FErie.
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l[imted partnership interest that was to constitute the corpus to
the marital trust, and effort associated with the secondary
offering. Petitioner argues that all his efforts related to
nonprobate property included in Ms. Black’s gross estate and
that, therefore, his fee was deducti ble by the estate under
section 2053(b). Respondent argues that $650,000 of petitioner’s
fee related to services performed for M. Black’s estate, the
revocabl e trust, and Black LP “for which no deduction is
permtted to Ms. Black’s estate.”

We find that petitioner’s fee, insofar as it related to his
efforts in connection with the secondary offering of Erie stock,
is deductible to the sane extent as is the estate’ s rei nbursenent
of Erie’'s costs related to that sale; i.e., to the extent that
the funds raised thereby were used to discharge debts of Ms.

Bl ack’s estate. Thus, approximately 49 percent of that portion
of the fee is deductible.

We find that petitioner’s gathering of information for
apprai sers represented effort on behalf of both M. and Ms.

Bl ack’s estates. A |lengthy appraisal of the date-of-death val ue
of the Black LP interest included in the gross estate of each
decedent was attached to the Federal estate tax return filed on
behal f of each estate. The two appraisals were conducted by the
sane apprai sal conpany, appraised the sane type of interest (an
interest in Black LP), used the identical appraisal nethodol ogy,
were approximately the sanme length, and, to a great extent,

contained identical |anguage. Therefore, to assune that whatever
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information petitioner supplied to the appraiser pertained nore
or less equally to each appraisal is reasonable. For that
reason, we find that the portion of the executor’s fee
attributable to petitioner’s services related to the appraisals
shoul d be divided equally between the two estates so that Ms.
Bl ack’ s estate may deduct only one-half of that anount.

We also find that whatever portion of petitioner’s fee that
may be said to have conpensated himfor his services related to
the marital trust (services that, allegedly, consuned 90 percent
of his tinme) nust be divided equally between the estates.
Petitioner’s argument for full deductibility of the fee is that
“the marital trust has a direct nexus to Ms. Black’s Estate
because the estate tax liability for the inclusion of the Mrital
Trust’s assets in the gross estate is borne by Ms. Black’'s
Estate. See | .R C. 8§ 2044.” But the fee has an equally direct
nexus to M. Black’s estate because his estate may deduct under
section 2056 the value on the date of his death of the marital
trust’s assets. That deduction exactly mrrors the inclusion, by
Ms. Black’'s estate, of the value of those assets on the date of
her death and is of equal significance.

The sanme is true of whatever portion of the executor’s fee
may be said to have conpensated petitioner for his efforts in
respondi ng to respondent’s audit requests. Both estates were
under audit so that a 50-50 split between the estates al so

appears to be appropriate in connection with that effort.
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Lastly, we agree with respondent that no nore than a de
mnims portion (e.g., 1 percent) of the executor fee should be
all ocated to petitioner’s marshaling of assets on behalf of Ms.
Bl ack’s estate. As respondent states, the estate consisted of
assets worth only $39,709 in addition to the Erie stock in the
marital trust, which was valued by the estate’s own appraiser at
over $100 mllion.

According to the foregoing we find that one-half of the
$1, 155, 000 executor’s fee paid to petitioner was attributable to
his efforts on behalf of Ms. Black’'s estate. Therefore, that
estate is entitled to a deduction of $577,500 for the executor’s
fee.

3. Legal Fees Paid to MacDhonald Illiqg: $1,155, 000

M. Cullen testified that the legal fees related to
“[e]verything in connection with the death of Ms. Bl ack,
including the adm nistration of her estate, the [marital] trust,
preparation of [estate and fiduciary] tax returns, participation
in the secondary [offering], everything.” The “everything” also
i ncl uded services (assisting petitioner) in connection with the
estate tax audit. M. Cullen further testified that 80 percent
of his firmis time was spent on matters relating to the marital
trust, which included services related to the secondary offering,
and 20 percent on matters relating to Ms. Black' s estate,
including estate and fiduciary return preparation and paynent of

t he taxes owed.
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Respondent argues that Ms. Black’s estate “should be
all oned to deduct fees only in the anobunt of $500, 000, and that
$650, 000 should be disallowed as being related to services
rendered to entities other than the marital trust.” Thus,
respondent does not challenge the overall reasonabl eness of the
fee charged for | egal services on behalf of the two estates and
the marital trust. He challenges only petitioner’s treatnent of
the entire fee as a charge to Ms. Black’'s estate.

For the reasons stated supra, in connection with our
consi deration of the deductibility of petitioner’s fee, we find
that Ms. Black’ s estate may deduct 49 percent of whatever
portion of the legal fees is attributable to services related to
the secondary offering and one-half of the portion attributable
to services related to the marital trust and the Federal estate
tax audit. Simlarly, because each estate filed a Federal gift
tax and a Federal estate tax return, we find that a 50-50 split
of the portion of the |legal fees attributable to MacDonal d
II'lig’ s services in preparing those returns is appropriate.

Only Ms. Black’s estate filed fiduciary incone tax returns.
Therefore, her estate may deduct the portion of the |egal fees
attributable to the preparation and filing of those returns. The
record does not contain copies of those returns. |If, as M.
Cullen testified, those returns reflected only the capital gain
passed through to Ms. Black’s estate on Black LP's sale of Erie
stock in connection with the secondary offering, the returns

coul d not have been particularly conplex. Thus, the fee
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attributable to the preparation of those returns should be
relatively small.?®
As in the case of petitioner’s fee, we find that one-half of
the $1,155,000 in legal fees was attributable to services
rendered to Ms. Black’s estate. Therefore, that estate is
entitled to a deduction of $577,500 for |legal fees.?

To reflect the foregoing,

Decisions will be entered

under Rul e 155.

26The record does not contain a copy of the MacDonald Illig
bill for services rendered to Ms. Black’s estate. Therefore, we
do not know how that firm apportioned its fee to the various
servi ces rendered.

2INo petition filed in these consolidated cases all eges that
all or any portion of the executor’s fee and/or |egal fees
di sal | oned as deductions to Ms. Black’s estate should be all owed
as deductions to M. Black’'s estate. Moreover, petitioner has
nei t her anmended the pl eadi ngs under either Rule 41(a) or (b) nor
filed supplenental pleadings under Rule 41(c) to so all ege.
Therefore, we do not consider the deductibility by M. Black’s
estate of all or any portion of the disall owed anounts.



