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P transferred cash and publicly traded securities
to LLC, a New York limted liability conpany, in
exchange for a 100-percent interest in LLC P
subsequently nmade four transfers of her interest in LLC
to trusts established for the benefit of her son and
granddaughter: P transferred as a gift a 9.5-percent
interest in LLC to each trust and then sold a 40. 5-
percent interest in LLC to each trust in exchange for a
prom ssory note. In valuing the transfers for Federal
gift tax purposes, P applied substantial discounts for
| ack of marketability and control and therefore paid no
gift tax on the transfers.

R argues, inter alia, that the transfers should be
treated as transfers of the underlying assets of LLC
because a single-nenber Iimted liability conpany is a
di sregarded entity under the “check-the-box”
regul ati ons of secs. 301.7701-1 through 301.7701- 3,
Proced. & Adm n. Regs.
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Hel d: For purpose of application of the Federal
gift tax, the transfers are to be valued as transfers
of interests in LLC, and LLC is not disregarded under
t he “check-the-box” regulations to treat the transfers
as transfers of a proportionate share of assets owned
by LLC.

Kat hryn Keneally and Meryl G Finkelstein, for petitioner.

Lydia A Branche, for respondent.

VELLS, Judge:! Respondent determ ned deficiencies of
$1, 130, 216. 11 and $24,969.19 in petitioner’s Federal gift tax and
gener ati on-ski pping transfer tax for 2000 and 2001, respectively.
The issue to be decided is whether certain transfers of interests
in a single-nmenber limted liability conmpany (LLC) that is
treated as a disregarded entity pursuant to sections 301.7701-1
t hrough 301. 7701-3, Proced. & Adm n. Regs.,? known colloquially
and hereinafter referred to as the check-the-box regul ations, are
val ued as transfers of proportionate shares of the underlying

assets owned by the LLC or are instead valued as transfers of

The Chi ef Judge reassigned this case for Opinion and
deci sion to Judge Thomas B. Wells from Judge Di ane L. Kroupa, who
presided over the trial. Judge Kroupa does not disagree with our
fact findings as they relate to the legal issue addressed in this

Qpi ni on.

2The check-the-box regul ations refer to an entity with a
“single owmer”. The New York statute that created the LLC in
issue refers to owers of LLCs as “nmenbers”. See N. Y. Ltd. Liab.
Co. Law art. VI (MKinney 2007). For purposes of this Opinion,
no difference in nmeaning is intended by the use of the terns
“owner” and “nmenber”.
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interests in the LLC, and, therefore, subject to valuation
di scounts for lack of marketability and control.?3
FI NDI NGS OF FACT

Sone of the facts and certain exhibits have been stipul ated
by the parties. The facts stipulated by the parties are
incorporated in this Opinion and are so found. Petitioner
resided in New York at the tinme she filed the petition.

Petitioner received a $10 mllion cash gift froma wealthy
friend in 2000. Petitioner wanted to provide for her son Jacques
Despretz (M. Despretz) and her granddaughter Kati Despretz (M.
Despretz) but was concerned about keeping her famly' s wealth
intact. Richard Mesirow (M. Mesirow) hel ped petitioner devel op
a plan to achi eve her goals.

On July 13, 2000, petitioner organi zed the single-nmenber
Pierre Famly, LLC (Pierre LLC). Petitioner respected the
formalities of formation in the State of New York, and Pierre LLC
was validly formed under New York law. Petitioner did not elect
to treat Pierre LLC as a corporation for Federal tax purposes by
filing a Form 8832, Entity Cl assification Election, and therefore

filed no corporate return for Pierre LLC

3In this Opinion, we decide only the legal issue set forth
above. The follow ng issues were argued by the parties but wll
be addressed in a separate opinion: (1) Whether the step
transaction doctrine applies to collapse the separate transfers
to the trusts and (2) the appropriate valuation discount, if any.
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On July 24, 2000, petitioner created the Jacques Despretz
2000 Trust and the Kati Despretz 2000 Trust (sonetines
collectively referred to as the trusts).

On Sept enber 15, 2000, petitioner transferred $4.25 mllion
in cash and marketabl e securities to Pierre LLC

On Septenber 27, 2000, 12 days after funding Pierre LLC,
petitioner transferred her entire interest in Pierre LLCto the
trusts. She first gave a 9.5-percent nmenbership interest in
Pierre LLC to each of the trusts to use a portion of her then-
avail abl e credit anmount and her GST exenption. She then sold
each of the trusts a 40.5-percent nenbership interest in exchange
for a secured prom ssory note. The notes each had a face anobunt
of $1,092,133. Petitioner set this amount using the appraisal by
Janes F. Shuey of Janes F. Shuey & Associates that valued a 1-
percent nonnmanaging interest in Pierre LLC at $26,965. M. Shuey
determ ned the value of a 1-percent interest by applying a 30-
percent discount to the value of Pierre LLC s underlying assets.
However, petitioner admts that because of an error in valuing
the underlying assets, a discount of 36.55 percent was used in
valuing the LLC interest for gift tax purposes.

Petitioner filed a Form 709, United States Gft (and
Cener ati on- Ski ppi ng Transfer) Tax Return, for 2000 and reported
the gift to each trust of a 9.5-percent Pierre LLC interest. She

reported the value of the taxable gift to each trust as $256, 168
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(determned by multiplying a 9.5-percent interest tines the
$26, 965 apprai sed value of a 1-percent nonmanagi ng interest in
Pierre LLC).

Respondent exam ned petitioner’s gift tax return and issued
a deficiency notice for 2000 and 2001. Respondent determ ned
that petitioner’s gift transfers of the 9.5-percent Pierre LLC
interests to the trusts are properly treated as gifts of
proportionate shares of Pierre LLC assets valued at $403, 750
each, not as transfers of interests in Pierre LLC. Respondent
further determ ned that petitioner made gifts to the trusts of
the 40.5-percent interests in Pierre LLCto the extent that the
val ue of 40.5 percent of the underlying assets of Pierre LLC
exceeded the value of the prom ssory notes fromthe trusts.
Respondent val ued each of these transfers at $629, 117 after
taking into account the value of the prom ssory notes.

OPI NI ON

The Parties’ Contentions

The parties do not dispute that Pierre LLC was a validly
formed LLC pursuant to New York State | aw, which recognized
Pierre LLC as an entity separate from petitioner under New York

State law.* They al so agree that, at the time of the transfers,

“Al t hough respondent argues that the step transaction
doctrine should apply to the gift and sale transfers in issue,
respondent explicitly limts the proposed application of the step
transaction doctrine to the events of Sept. 27, 2000, and thus

(continued. . .)
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Pierre LLCis to be disregarded as an entity separate fromits
owner “for federal tax purposes” under the check-the-box
regul ations. The parties disagree, however, about whether the
check-the-box regulations require that Pierre LLC be di sregarded
for Federal gift tax valuation purposes.

Respondent argues that, because Pierre LLC is a single-
menber LLC that is treated as a disregarded entity under the
check-the-box regul ations, petitioner’s transfers of interests in
Pierre LLC should be “treated” as transfers of cash and
mar ket abl e securities, i.e., proportionate shares of Pierre LLC s
assets, rather than as transfers of interests in Pierre LLC, for
pur poses of valuing the transfers to determ ne Federal gift tax
l[tability. Accordingly, respondent contends that petitioner nade
gifts equal to the total value of the assets of Pierre LLC |ess
the val ue of the pronissory notes she received fromthe trusts.®

Petitioner argues that, for Federal gift tax valuation
pur poses, State |aw, not Federal tax |aw, determ nes the nature
of a taxpayer’s interest in property transferred and the |egal

rights inherent in that property interest. Accordingly,

4(C...continued)
does not advocate applying the step transaction doctrine to
di sregard Pierre LLC. As noted above, the step transaction
issues will be addressed in a separate opinion.

*Respondent argues that the four transfers in issue should
be collapsed into one transfer pursuant to the step transaction
doctrine. As noted above, this issue will be addressed in a
separate opi nion.
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petitioner contends that we nust ook to State | aw to determ ne
what property interest was transferred and then val ue the
property interest actually transferred to apply the Federal gift
tax provisions to that value to ascertain gift tax liability.
Petitioner argues that, under New York State |aw, a nmenbership
interest in an LLC is personal property, and a nenber has no
interest in specific property of the LLC. NY. Ltd. Liab. Co.
Law sec. 601 (MKinney 2007). Accordingly, petitioner argues
that she properly valued the transferred interests in Pierre LLC
for purposes of valuing her transfers to the trusts and that she
properly applied lack of control and | ack of marketability
di scounts in valuing® the transferred LLC interests.

Petitioner al so contends that respondent bears the burden of
proof on all fact issues because she has nmet the requirenents of
section 7491.7 As the only issue decided in this Qpinion is
decided as a matter of |law, we need not decide in this Opinion

whi ch party bears the burden of proof.?2

As not ed above, issues of valuation will be addressed in a
separate opi nion.

‘Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the years in issue.

8The i ssues regardi ng which party bears the burden of proof
w Il be addressed, if necessary, in a separate opinion.
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Il. The Hstorical Gft Tax Val uati on Reqi ne

We begin with a brief summary of the | ongstandi ng statutes,
regul ati ons, and caselaw that constitute the Federal gift tax
valuation reginme. Section 2501(a) inposes a tax on the transfer
of property by gift. The anount of a gift of property is the
val ue of the property at the date of the gift. Sec. 2512(a). It
is the value of the property passing fromthe donor that
determ nes the anount of the gift. Sec. 25.2511-2(a), G ft Tax
Regs. “The value of the property is the price at which such
property woul d change hands between a willing buyer and a willing
seller, neither being under any conpulsion to buy or to sell, and
bot h havi ng reasonabl e know edge of the relevant facts.” Sec.
25.2512-1, Gft Tax Regs. Were property is transferred for |ess
t han adequate and full consideration in noney or noney’'s worth,
the amount of the gift is the anmount by which the value of the
property transferred exceeds the value of the consideration
received. Sec. 2512(b).

In addition to the statutes and regul ations, there is
significant Suprenme Court precedent interpreting them and guiding
the inplementation of the Federal gift and estate tax.® The

Suprene Court, in Bromey v. MCaughn, 280 U S. 124 (1929), held

°The Federal estate tax is interpreted in pari materia with
the Federal gift tax. See Estate of Sanford v. Conm ssioner, 308
US 39, 44 (1939) (citing Burnet v. Guggenheim 288 U S. 280,
286 (1933)).
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that the inposition of a gift tax is within the constitutional
authority of Congress. The holding in Bromey turned on a
finding that the gift tax is an excise tax rather than a direct

tax. As the Suprene Court stated in Brom ey v. MCaughn, supra

at 135-136:

The general power to “lay and collect taxes, duties,

i nposts, and excises” conferred by Article I, 8 8 of
the Constitution, and required by that section to be
uni form throughout the United States, is limted by § 2
of the same article, which requires “direct” taxes to
be apportioned, and section 9, which provides that “no
capitation or other direct tax shall be laid unless in
proportion to the census” directed by the Constitution
to be taken. * * *

* * * a tax inposed upon a particular use of property

or the exercise of a single power over property

incidental to ownership, is an exci se which need not be

apportioned * * *

* * * [The gift tax] is a tax laid only upon the

exercise of a single one of those powers incident to

ownership, the power to give the property owned to

another. * * *

The Supreme Court has al so provided gui dance as to the
appropriate roles of Federal and State law in the val uation of
transfers. A fundanental prem se of transfer taxation is that
State | aw creates property rights and interests, and Federal tax
| aw then defines the tax treatnment of those property rights. See

Morgan v. Conmi ssioner, 309 U S. 78 (1940). It is well

established that the Internal Revenue Code creates “‘no property

rights but nmerely attaches consequences, federally defined, to

rights created under state law.’” United States v. Nat. Bank of
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Commerce, 472 U.S. 713, 722 (1985) (quoting United States v.

Bess, 357 U.S. 51, 55 (1958)). In Mdxrgan v. Conm Ssioner, supra

at 80-81, the Suprene Court stated:
State law creates legal interests and rights.

The federal revenue acts designate what interests or

rights, so created, shall be taxed. Qur duty is to

ascertain the neaning of the words used to specify the

thing taxed. If it is found in a given case that an

interest or right created by local |aw was the object

intended to be taxed, the federal |aw nmust prevail no

matter what nanme is given to the interest or right by

state | aw

In Morgan, the Court disregarded the State | aw
classification of a power of appointnent as “special” where the
rights associated with that power of appoi ntnment under State | aw
(i.e., the power to appoint to anyone, including the holder’s
estate and creditors) were properly classified under Federal |aw
as a general power of appointnent. As is standard in Federal
estate and gift tax cases, the interest was created by State | aw,
respected by the Court, and taxed pursuant to the Federal estate
and gift tax provisions. |In short, the Court ignored the |abel,
not the interest created, and determ ned whether the interest

fell within the Federal statute. This Court, in Knight v.

Commi ssi oner, 115 T.C. 506 (2000), followed the Supreme Court

precedent di scussed above. As we said in Knight v. Conm ssioner,

supra at 513 (citing United States v. Nat. Bank of Commerce,

supra at 722, United States v. Rodgers, 461 U S. 677, 683 (1983),

and Aquilino v. United States, 363 U S. 509, 513 (1960)): “State
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| aw determ nes the nature of property rights, and Federal |aw
determ nes the appropriate tax treatnent of those rights.”
Pursuant to New York | aw petitioner did not have a property
interest in the underlying assets of Pierre LLC, which is
recogni zed under New York |law as an entity separate and apart
fromits nmenbers. N Y. Ltd. Liab. Co. Law sec. 601.
Accordingly, there was no State |law “legal interest or right” in
those assets for Federal |aw to designate as taxable, and Federal
| aw could not create a property right in those assets.
Consequently, pursuant to the historical Federal gift tax
val uation reginme, petitioner's gift tax liability is determ ned
by the value of the transferred interests in Pierre LLC, not by a
hypot heti cal transfer of the underlying assets of Pierre LLC

I11. The Check-the-Box Requl ati ons and Si ngl e- Menber LLCs

We next turn to the question of whether the check-the-box
regul ations alter the historical Federal gift tax valuation
regi me di scussed above. Pursuant to the Internal Revenue Code,
the incone of a C corporation is subject to double taxation (once
at the corporate |level and once at the sharehol der level) while
the incone of partnerships and sole proprietorships is taxed only

once (at the individual taxpayer level). See Littriello v.

United States, 484 F.3d 372, 375 (6th Cr. 2007). An LLCis a

rel ati vely new busi ness structure, created by State |aw, that has

sone features of a corporation (i.e., limted personal liability)
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and sone features of a partnership (i.e., managenent flexibility

and pass-through taxation). MNanee v. Dept. of the Treasury,

488 F.3d 100, 107 (2d Gr. 2007). Section 7701, underpinning the
check-the-box regul ations, defines entities for purposes of the
I nt ernal Revenue Code “where not otherw se distinctly expressed
or manifestly inconpatible with the intent thereof”. Section
7701 does not nmake it clear whether an LLC falls within the
definition of a partnership, a corporation, or a disregarded
entity taxed as a sole proprietorship.

Bef ore the pronul gati on of the check-the-box regulations,
the proliferation of revenue rulings, revenue procedures, and
letter rulings relating to the classification of LLCs and
partnerships for Federal tax purposes made the existing
regul ati ons “unnecessarily cunbersone to admnister”. Dover

Corp. & Subs. v. Conmm ssioner, 122 T.C 324, 330 (2004). Those

exi sting regul ations, known as the “Kintner Regul ations”, had

been in place since 1960.° |In MNanee v. Dept. of the Treasury,

'n Richlands Med. Association v. Commi ssioner, T.C Meno.
1990- 660, affd. w thout published opinion 953 F.2d 639 (4th G
1992), we summarized the “Kintner Regul ations” as foll ows:

The Kintner Regulations * * * set forth six
characteristics ordinarily found in a corporation which
di stinguish it from other organizations. Those
characteristics are (1) associates, (2) an objective to
carry on business and divide the gains therefrom (3)
continuity of life, (4) centralization of managenent,
(5) limted liability, and (6) free transferability of
interests. The regulations go on to note that, in sone

(continued. . .)
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supra at 108-109, the Court of Appeals for the Second Crcuit,
the court that would be the venue for any appeal of the instant
case absent stipulation to the contrary, stated:

The Ki ntner regul ati ons had been adequate during the
first several decades after their adoption. But, as
explained in the 1996 proposal for their amendnent, the
Ki nt ner regul ati ons were conplicated to apply,
especially in light of the fact that

many states ha[d] revised their statutes to

provi de that partnerships and ot her unincorporated
organi zati ons may possess characteristics that
traditionally have been associated with
corporations, thereby narrow ng considerably the
traditional distinctions between corporations and
partnershi ps under |ocal |aw

Sinplification of Entity Cassification Rules, 61 Fed.
Reg. 21989, 21989-90 (proposed May 13, 1996). * * *

To sinplify the classification of hybrid entities, such as
LLCs, the check-the-box regul ati ons were promul gated. Section

301.7701-1(a)(1), Proced. & Adm n. Regs., provides:

10¢, .. conti nued)
cases, other factors may be found which may be
significant in classifying an organization.

* * * Al though the regulations cite the Suprene Court
decision in Mrxrrissey v. Conm ssioner, 296 U S. 344
(1935), for the proposition that corporate status wll
exist if an organization “nore nearly resenbles” a
corporation than a partnership or trust, the
regul ati ons adopt a nmechanical test for determ nation
of corporate status. Under that test, each of the four
characteristics “apparently bears equal weight in the
final balancing,” Larson v. Conm ssioner, * * * [66
T.C.] at 172, and an entity will not be taxed as a
corporation unless it possesses nore corporate than
noncor porate characteristics. Section 301.7701-
2(a)(3), Proced. and Adm n. Regs.; Larson v.
Conm ssi oner, supra at 185. * * *
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Classification of organizations for federal tax
purposes.--(a) * * * --(1) * * * The Internal Revenue
Code prescribes the classification of various

organi zations for federal tax purposes. \Wether an
organi zation is an entity separate fromits owners for
federal tax purposes is a matter of federal tax |aw and
does not depend on whether the organization is

recogni zed as an entity under local |law. [Enphasis
added] .

Section 301.7701-3(a) and (b), Proced. & Adm n. Regs., provides:

Classification of certain business entities.--(a) * * *
A business entity * * * can elect its classification
for federal tax purposes as provided in this section.
An eligible entity * * * wwth a single ower can el ect
to be classified as an association or to be disregarded
as an entity separate fromits owner. Paragraph (b) of
this section provides a default classification for an
eligible entity that does not nmake an el ection. * * *

(b) dassification of eligible entities that do
not file an election.--(1) * * * Except as provided in
paragraph (b)(3) of this section, unless the entity
el ects otherwi se, a donestic eligible entity is--

* * * * * * *

(i1i) D sregarded as an entity separate fromits
owner if it has a single owner.

[ Enphasi s added. ]

Accordingly, the default classification for an entity with a

single owner is that the entity is disregarded as an entity
separate fromits owner. Sec. 301.7701-3(b)(1)(ii), Proced. &

Adm n. Regs. There is no question that the phrase “for federal

tax purposes” was intended to cover the classification of an
entity for Federal tax purposes, as the check-the-box regul ations
were designed to avoid many difficult problens |argely associ ated

with the classification of an entity as either a partnership or a
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corporation; i.e., whether it should be taxed as a pass-through
entity or as a separately taxed entity. Sinplification of Entity
Classification Rules, 61 Fed. Reg. 21989-21990 (May 13, 1996).
The question before us now is whether the check-the-box
regul ations require us to disregard a single-nmenber LLC, validly
formed under State law, in deciding howto value and tax a
donor’s transfer of an ownership interest in the LLC under the
Federal gift tax regi ne descri bed above.

V. Whether the Check-the-Box Requl ations Alter the Historical
Federal G ft Tax Val uati on Reqi ne

Respondent points to a nunber of cases as support for the
proposition that, pursuant to the check-the-box regul ations,
valid State |aw restrictions nmust be ignored for the purpose of
determining the interest being transferred under the Federal

estate and gift tax reginme. Respondent cites McNanee v. Dept. of

the Treasury, 488 F.3d 100 (2d G r. 2007), a case decided by the

Court of Appeals for the Second G rcuit. However, respondent’s
reliance on McNanee is msplaced. |In MNanee, the Court of
Appeal s held that State | aw cannot abrogate the Federal tax
obligations of the owner of a disregarded entity under the check-

t he-box regulations. 1d. at 111 (citing Littriello v. United

States, 484 F.3d at 379). In issue in MNanee was the
requi renent to pay w thholding taxes for a single-nenber LLC s
enpl oyees. The Court of Appeals held that the owner of the

si ngl e-menber LLC there in issue was liable for the disregarded
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entity’'s taxes; it did not hold that an entity is to be
di sregarded i n deciding what property interests are transferred
under State |law for Federal gift tax valuation purposes when an
owner of an entity disregarded under the check-the-box
regul ations transfers an interest in that entity.

Simlarly, respondent’s reliance on Shepherd v.

Comm ssioner, 115 T.C. 376 (2000), affd. 283 F.3d 1258 (11th Cr

2002), and Senda v. Conm ssioner, 433 F.3d 1044 (8th Cr. 2006),

affg. T.C. Meno. 2004-160, is not convincing, as the facts of
those cases differ significantly fromthe facts of the instant

case. | n Shepherd v. Comm ssioner, supra at 384, we | ooked to

applicable State |law to deci de what property rights were
conveyed. |In Shepherd, the property the taxpayer possessed and
transferred was his interests in |eased | and and bank stock. [|d.
at 385. Because the creation of the taxpayer’s sons’ partnership
interests preceded the conpletion of the gift to the partnership,

we found that the taxpayer made indirect gifts to his sons of his

“For the sane reasons, Littriello v. United States, 484
F.3d 372 (6th Gr. 2007), and Med. Practice Solutions, LLC v.
Comm ssioner, 132 T.C. __ (Mar. 31, 2009) (an Opinion of this
Court followng McNanee v. Dept. of the Treasury, 488 F.3d 100
(2d Gr. 2007)), are not controlling for the purpose of
determ ning what interest is being transferred under the Federal
gift tax valuation regine. Both of these cases, |ike MNanee,
involve the classification of a single-nmenber LLC (i.e., whether
it is a pass-through entity or a separately taxed entity) for
purposes of liability for enploynent taxes. Neither case
addresses the valuation of transferred interests in a single-
menber LLC for purposes of Federal gift tax valuation.
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interests in the | and and bank stock. 1d. at 389. The Court of
Appeal s for the Eleventh Grcuit, inits opinion affirmng
Shepherd, highlighted the distinction between the facts of
Shepherd and a hypothetical set of facts (nore simlar to the
facts under consideration in the the instant case) when it noted
t hat

Thus, instead of conpleting a gift of land to a

preexi sting partnership in which the sons were not

partners and then establishing the partnership

interests of his sons (which would result in a gift of

a partnership interest), Shepherd created a partnership

in which his sons held established shares and t hen gave

the partnership a taxable gift of land (making it an

indirect gift of land to his sons).

Shepherd v. Conm ssioner, 283 F.3d at 1261 (fn. ref. omtted).

In the instant case, petitioner conpleted a gift of cash and
securities to Pierre LLC at a tine when the trusts were not
menbers of Pierre LLC and then later transferred interests in
Pierre LLC to the trusts, which established the interests of the
trusts in Pierre LLC. 2 Accordingly, Shepherd is consistent with

the requirenent that State | aw determ nes the interest being

12Petitioner contributed the stock and securities to Pierre
LLC approximately 12 days before she transferred the Pierre LLC
interests to the trusts. In Holman v. Comm ssioner, 130 T.C. 170
(2008), we found that the indirect gift analysis of Shepherd v.
Comm ssioner, 115 T.C. 376 (2000), affd. 283 F.3d 1258 (11th G
2002), and Senda v. Conm ssioner, T.C Meno. 2004-160, affd. by
433 F.3d 1044 (8th Cr. 2006), did not apply where assets were
transferred to a partnership 5 days before the gifts of the
partnership interests.
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transferred. In the instant case, as discussed above, pursuant
to New York law, petitioner transferred interests in Pierre LLC

Senda v. Conm ssioner, supra, is also distinguishable. 1In

Senda, the taxpayers were unable to establish whether they had
transferred partnership interests to their children before or

after they contributed stock to the partnership. Citing Shepherd

v. Conmm ssioner, supra, the Court of Appeals for the Eighth
Circuit noted that the sequence was critical “because a
contribution of stock after the transfer of partnership interests

is an indirect gift”. Senda v. Comm ssioner, supra at 1046.

Bot h Shepherd and Senda stand for the proposition that a
transfer of property to a partnership for less than full and
adequat e consideration may represent an indirect gift to the
other partners. |In the instant case, petitioner contributed the
cash and securities to Pierre LLC before transfers to the trusts
were made and the trusts becanme nenbers of Pierre LLC
Consequent |y, Shepherd and Senda are not controlling.

Petitioner relies heavily on Estate of M rowski V.

Conmi ssioner, T.C. Meno. 2008-74. We do not find Estate of

M rowski to be controlling because the Comm ssioner did not rely
on the check-the-box regulations with respect to the transfer of
the LLC interests there in issue. However, we do note that in

Estate of Mrowski we refused to adopt an interpretation that

“reads out of section 2036(a) in the case of any singl e-nenber
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LLC the exception for a bona fide sale * * * that Congress
expressly prescribed when it enacted that statute.” |If
respondent’s interpretation were to prevail in the instant case,
such an interpretation could create a simlar result.?®®

The nmultistep process of determining the nature and anount
of a gift and the resulting gift tax under the Federal gift tax
provi si ons descri bed above, i.e., (1) the determ nation under
State law of the property interest that the donor transferred,
(2) the determnation of the fair market value of the transferred
property interest and the anount of the transfer to be taxed, and
(3) the calculation of the Federal gift tax due on the transfer,
is longstanding and well established. Neither the check-the-box
regul ati ons nor the cases cited by respondent support or conpel a
conclusion that the existence of an entity validly fornmed under
applicable State |l aw nust be ignored in determ ning how the
transfer of a property interest in that entity is taxed under
Federal gift tax provisions.

Wil e we accept that the check-the-box regul ati ons govern

how a single-nenber LLC will be taxed for Federal tax purposes,

i.e., as an association taxed as a corporation or as a

di sregarded entity, we do not agree that the check-the-box

13As not ed above, see supra note 9, the Federal estate tax
must be interpreted in pari materia with the Federal gift tax.
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regul ations apply to disregard the LLC in determ ning how a donor
nmust be taxed under the Federal gift tax provisions on a transfer
of an ownership interest in the LLC. If the check-the-box
regul ations are interpreted and applied as respondent contends,

they go far beyond classifying the LLC for tax purposes. The

regul ations would require that Federal |law, not State |law, apply
to define the property rights and interests transferred by a
donor for valuation purposes under the Federal gift tax regine.
We do not accept that the check-the-box regul ations apply to
define the property interest that is transferred for such

pur poses. The question before us (i.e., how a transfer of an
ownership interest in a validly formed LLC should be val ued under
the Federal gift tax provisions) is not the question addressed by
t he check-the-box regulations (i.e., whether an LLC should be
taxed as a separate entity or disregarded so that the tax on its
operations is borne by its owner). To conclude that because an

entity elected the classification rules set forth in the check-

t he-box regul ations, the | ong-established Federal gift tax
val uation reginme is overturned as to single-nmenber LLCs woul d be
“mani festly inconpatible” with the Federal estate and gift tax
statutes as interpreted by the Suprene Court. See sec. 7701.

We note that Congress has enacted provisions of the Internal

Revenue Code, see secs. 2701, 2703, that disregard valid State
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law restrictions in valuing transfers. Were Congress has
determ ned that the “willing buyer, willing seller” and ot her
valuation rules are inadequate, it expressly has provided
exceptions to address val uation abuses. See chapter 14 of the
I nt ernal Revenue Code, sections 2701 through 2704, which
specifically are designed to override the standard “w lling
buyer, willing seller” assunptions in certain transactions
involving famly nmenbers.

By contrast, Congress has not acted to elimnate entity-
rel ated discounts in the case of LLCs or other entities generally
or in the case of a single-nenber LLC specifically. 1In the
absence of such explicit congressional action and in the |Iight of
the prohibition in section 7701, the Conm ssioner cannot by
regul ation overrule the historical Federal gift tax valuation
reginme contained in the Internal Revenue Code and substantial and
wel | -established precedent in the Suprene Court, the Courts of
Appeal s, and this Court, and we reject respondent’s position in
the instant case advocating an interpretation that would do so.
Accordingly, we hold that petitioner’s transfers to the trusts
shoul d be valued for Federal gift tax purposes as transfers of
interests in Pierre LLC and not as transfers of a proportionate

share of the underlying assets of Pierre LLC
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To reflect the foregoing,

An appropriate order wll

be i ssued.

Revi ewed by the Court.

COHEN, FOLEY, VASQUEZ, THORNTON, MARVEL, GOEKE, WHERRY,
GQUSTAFSON, and MORRI SON, JJ., agree with this majority opinion.
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COHEN, Judge, concurring: As the author of the Opinion for

the Court in Med. Practice Solutions, LLC v. Comm ssioner, 132

T.C. __ (2009), | wite to explain why ny agreenment with the
majority opinion here is consistent wwth the conclusion in that

case, which foll owed MNanee v. Dept. of the Treasury, 488 F. 3d

100 (2d Cr. 2007). Briefly, | agree with the majority that

McNamee and Med. Practice Solutions, LLC are classification cases

that appropriately applied the check-the-box regul ati ons of
section 301.7701-3(b)(1)(ii), Proced. & Adm n. Regs., in deciding
whet her the single owner/nmenber of an LLC or the LLC was |iable
for enpl oynent taxes on the wages of the enpl oyees of the business
in question. In contrast, this case involves the issue of the

val uation for transfer tax purposes of certain interests in a

si ngl e-owner LLC that that owner transferred. See mpjority op. p.

15. (McNanee and Med. Practice Solutions, LLC, along with

Littriello v. United States, 484 F.3d 372 (6th Cr. 2007), and

others cited in Med. Practice Solutions, LLC, wll be referred to

as the enpl oynent tax cases).

The check-the-box regul ations m ght be applied to determ ne
for gift tax purposes whether the owner of a single-nenber LLC or
the LLC is the transferor of the assets used in the business or
the activities for which the LLC was fornmed. |In that event, the
determ nation would parallel the determnation in the enpl oynent

tax cases as to who is liable for the Federal tax in dispute and
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woul d consi der whether the LLC should be “di sregarded” under those
regul ations. The only transfer at issue here, however, is the
transfer by the owner of the LLC of certain interests that she
held in that LLC

Transfer tax disputes, including this one, nore frequently
i nvol ve differences over the fair market value of property, and
fair market value is determ ned by applying the “wlling buyer,
willing seller” standard to the property transferred. See
majority op. pp. 8-11. Were the property transferred is an
interest in a single-nmenber LLC that is validly created and
recogni zed under State law, the willing buyer cannot be expected

to disregard that LLC. See, e.g., Knight v. Conm ssioner, 115

T.C. 506, 514 (2000) (“We do not disregard * * * [a] partnership
because we have no reason to conclude fromthis record that a
hypot heti cal buyer or seller would disregard it.”).

O course, Congress has the ability to, and on occasi on has
opted to, nodify the willing buyer, willing seller standard. See,

e.g., secs. 2032A, 2701, 2702, 2703, 2704; Holnman v. Conm ssioner,

130 T.C. 170, 191 (2008) (applying section 2703 to disregard
restrictions in a partnership agreenent). In Kerr v.

Commi ssioner, 113 T.C. 449, 470-474 (1999), affd. 292 F.3d 490

(5th Gr. 2002), we explained that the special valuation rules
were a targeted substitute for the conplexity, breadth, and

vagueness of prior section 2036(c). W reaffirmed the willing
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buyer, willing seller standard, Kerr v. Conm Ssioner, supra at

469, and concluded that the special provision in section 2704(b)
did not apply to disregard the partnership restrictions in issue,

id. at 473; see also Estate of Strangi v. Conm ssioner, 115 T.C.

478, 487-489 (2000), affd. on this issue, revd. and remanded on
ot her grounds 293 F.3d 279 (5th Cr. 2002).

The majority opinion, majority op. pp. 13-15, discusses the
adoption of the check-the-box regulations as a targeted substitute
for the conplexity of the Kintner regulations in classifying
hybrid entities and thereby determ ning the tax consequences to
those entities and their owners of the business or the activities
for which those entities were fornmed. A targeted solution to a
particul ar probl em should not be distorted to achi eve a
conprehensi ve overhaul of a well-established body of |aw

| f the regul ati ons expressly provided that single-owner LLCs
woul d be disregarded in determning the identity of the property
transferred and the value of that transferred property, we could
debate the validity of the regulations and the degree of deference
to be given to various expressions of an agency’s position. Here
we are dealing only with respondent’s litigating position. The
maj ority does not question the validity of the check-the-box
regul ations. The majority holds only that those regul ations do
not control the valuation issue in this case. See majority op

pp. 19-20.
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The argunent that the majority opinion disregards the plain
meani ng of the phrase “for federal tax purposes” in section
301. 7701-3(a), Proced. & Adm n. Regs., is unpersuasive. The plain
meani ng of the text of a regulation is the starting point for

determ ning the nmeaning of that regulation. See Wl ker Stone Co.

v. Secy. of Labor, 156 F.3d 1076, 1080 (10th G r. 1998) (“When the

meani ng of a regulatory provision is clear on its face, the
regul ati on must be enforced in accordance with its plain
meaning.”). W see here, however, (1) anbiguity in the specific
phrase “federal tax purposes” and (2) anbiguity in the term
“di sregarded”, both of which nmake pl ain neaning el usive.

First, the regulation does not provide that an entity wll be
di sregarded “for all Federal tax purposes”. Instead, the
regul ation inplenents a statute that, by its terns, applies except
where “manifestly inconpatible with the intent” of the Interna
Revenue Code. Sec. 7701(a). The |anguage of the regul ation
requires a determ nation of which “federal tax purposes” are
i nplicated and whether a given purpose m ght be manifestly
inconpatible with the Internal Revenue Code.

Second, the regulation states that an entity will be

“disregarded as an entity separate fromits owner”. Sec.

301.7701-3(a) and (b)(1)(ii), Proced. & Adm n. Regs. (enphasis
added). That sentence m ght nmean that a disregarded entity is

exenpt fromtax, that its transactions are disregarded and
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therefore not reported for tax purposes, or that transfers of
interests in the entity are disregarded for Federal gift tax
pur poses and not taxed. Wile none of those neanings is |ikely,
the anbiguity is inherent. O course, the regul ation nust be
interpreted in the light of the other principles of the Internal
Revenue Code. Those other principles include the valuation
principles discussed in the nmgjority opinion. Respondent’s
proposed application of the regulation is manifestly inconpatible
with those principles.

The majority’s approach is consistent wwth the principle that
a regulation wll be interpreted to avoid conflict with a statute.

See LaVallee Northside G vic Association v. V.|I. Coastal Zone

Mint. Conmm., 866 F.2d 616, 623 (3d Cr. 1989); see also Smth v.

Brown, 35 F.3d 1516, 1526 (Fed. G r. 1994); Phillips Petrol eum Co.

v. Comm ssioner, 97 T.C. 30, 35 (1991), affd. w thout published

opinion 70 F.3d 1282 (10th Gr. 1995). It is also consistent with
the express limtation of section 7701(a) on the scope of

regul ations that define terns. See majority op. p. 21. The
majority’s interpretation of the scope of the check-the-box
regul ati ons harnoni zes the cl assification purpose of those
regulations with the statutory rules and case precedents that
firmy establish the neaning of fair market value in transfer tax
cases and the willing buyer, willing seller standard as the

hal | mark of that meani ng.



-28-

Sonme final words about deference. As the majority opinion
indicates, majority op. p. 12, section 7701(a) precludes the
application of the definitions of the terns in that section where
they are “manifestly inconpatible with the intent” of the Internal
Revenue Code. This case does not involve the question in Chevron

US A Inc. v. Natural Res. Def. Council, Inc., 467 U.S. 837

(1984), of deference to the Comm ssioner’s interpretation of a
statute that the Comm ssioner is charged with adm nistering.

Not hing in the check-the-box regulations or in the cases cited by
respondent persuades us that those regulations require us to

di sregard a single-owner LLC where, as is the case here, to do so
woul d be “manifestly inconpatible” with the intent of other

provi sions of the Internal Revenue Code.

Judge Hal pern in his dissenting opinion does not address the
maj ority’ s conclusion that respondent’s interpretation of the
regulation is manifestly inconpatible with other provisions of the
Code. He asserts that “respondent’s position in this case * * *
is consistent with the Comm ssioner’s adm nistrative position for
at least 10 years”. Dissenting op. p. 35. He cites Rev. Rul. 99-
5, 1999-1 C B. 434, which describes the Federal incone tax
consequences of a transfer under sections 721-723, 1001(a), and
1223. The ruling and the sections cited do not deal with transfer
taxes generally or gift tax specifically. Moreover, the Internal

Revenue Service has reversed itself wth respect to application of
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t he check-the-box regulations in enploynment tax situations and has

adopted new rules as of January 1, 2009. See McNanee v. Dept. of

the Treasury, 488 F.3d at 109; Littriello v. United States, 484

F.3d 372 (6th Gr. 2007); Med. Practice Solutions, LLC v.

Comm ssioner, 132 T.C. at __ (slip op. at 7).

We have never accorded deference to the Comm ssioner’s
l[itigating position, as contrasted to (1) contenporaneous
expressions of intent when the regul ati ons were adopted and (2)
consi stent admnistrative interpretations before the litigation.

See Gen. Dynam cs Corp. & Subs. v. Comm ssioner, 108 T.C 107,

120- 121 (1997). Respondent does not argue here that respondent’s
interpretation of the regulation is entitled to deference.

Nei t her the cases--O eze Fowl kes v. Adanec, 432 F.3d 90, 97 (2d

Cr. 2005), United States v. MIller, 303 F.2d 703, 707 (9th G

1962), and Lantz v. Comm ssioner, 132 T.C. __, _ n.10 (2009
(slip op. at 23-24)--nor the so-called hornbook | aw on whi ch Judge
Hal pern relies in his dissenting opinion requires us to give
deference to respondent’s litigating position that the check-the-
box regulations apply in this case. W have no reason to believe
that respondent’s litigating position here is an interpretation of
those regulations that reflects “the * * * fair and consi dered
judgnment [of the Secretary of the Treasury] on the matter in

guestion.” Auer v. Robbins, 519 U S. 452, 462 (1997) (where the

Suprenme Court of the United States ordered the Secretary of Labor
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to file an amcus brief in a case between private litigants
involving the interpretation of a regulation that the Secretary
had pronul gated, the Suprenme Court accepted the Secretary’s
interpretation since in the circunstances of the case “There is
sinply no reason to suspect that the interpretation does not
reflect the agency’s fair and considered judgnent on the matter in
question.”). Moreover, Judge Hal pern’s reliance on a footnote in

Lantz v. Conmi ssioner, supra, is msplaced. W there concluded

that a taxpayer’s pursuit of a particular type of relief would be
fruitless in the face of the Conmm ssioner’s position, the validity
of which had not been challenged. Neither case cited in that
footnote adopts the litigating position of the party as distinct
from preexistent and consistent adm nistrative interpretations.

See Bow es v. Senm nole Rock & Sand Co., 325 U. S. 410, 414 (1945);

Phillips Petroleum Co. v. Comm ssioner, 101 T.C 78, 97 (1993),

affd. without published opinion 70 F.3d 1282 (10th Cr. 1995).

VELLS, FOLEY, VASQUEZ, THORNTON, MARVEL, GOEKE, WHERRY, and
GQUSTAFSON, JJ., agree with this concurring opinion.
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HALPERN, J., dissenting:

| nt roducti on

We here face a task common in courts review ng the actions of
an adm nistrative agency; i.e., we nust construe an agency’s
statute and regul ati ons and consider the agency’s interpretation
of those authorities. | agree with neither the approach the
majority takes nor the conclusion it reaches. | agree with much
of what Judge Kroupa wites but wi sh to enphasize how ny approach
differs fromthat of the majority.

1. The Lanquage of the Requl ati on

That regulations, |like statutes, are interpreted pursuant to
canons of construction is a basic principle of regulatory

interpretation. E.g., Black & Decker Corp. v. Conm ssioner, 986

F.2d 60, 65 (4th Cr. 1993), affg. T.C. Meno. 1991-557. 1In every
case involving questions of statutory or regul atory
interpretation, the starting point is the |anguage itself. E. g.,

Bd. of Educ. v. Harris, 622 F.2d 599, 608 (2d Cr. 1979) (quoting

G evhound Corp. v. M. Hood Stages, Inc., 437 U. S. 322, 330

(1978)). The regul ations we here construe are sections 301. 7701-1
through -3, Proced. & Adm n. Regs. (the so-called check-the-box
regulations). W are particularly concerned with the | anguage in
section 301.7701-2(a), Proced. & Adm n. Regs., describing what
happens when a business entity with only one owner is disregarded

as an entity separate fromthat owner; viz, “its activities are
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treated in the sane nanner as a sole proprietorship, branch, or
di vision of the owner.” Gven that Pierre LLC s owner
petitioner, is an individual, Pierre LLC s activities are treated
in the sanme manner as those of a sole proprietorship. See id.
M ssing fromthe instruction (sonetines, the activities
instruction), however, is its scope. GOstensibly, section
301. 7701-1(a) (1), Proced. & Adm n. Regs., provides that scope,
stating that the activities instruction applies for “federal tax
pur poses”.

Section 2501(a) inposes a tax on the transfer of property by
gift. The tax is an excise tax inposed on the value of the

property transferred. See id.; Dickman v. Conmm ssioner, 465 U. S.

330, 340 (1984) (“The gift tax is an excise tax on transfers of
property”.). Section 2512(a) provides that the anobunt of a gift
of property is the value of the property on the date of the gift.
Respondent argues that, because petitioner elected to treat Pierre
LLC as a disregarded entity, petitioner is properly “treated as
transferring cash and marketabl e securities, as opposed to Pierre
LLC interests, for federal gift tax purposes.” Petitioner
responds: “[T]he issue is the gift tax treatnment of transfers of
interests in an LLC', “not the inposition of a tax due as a result
of the activities of a single-nmenber LLC.” 1In effect, petitioner
argues that the activities instruction is irrelevant to any

i nquiry concerning her transfers of interests in the LLC, since
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that inquiry concerns her own activities and not her LLC s
activities.

Petitioner’s position bespeaks a distinction between a sole
proprietor and her business that the activities instruction wll
not bear. A sole proprietorship is generally understood to have
no legal identity apart fromthe proprietor. 18 C J.S.,

Cor porations, sec. 4 (2007) (“A sole proprietorship has no
separate |l egal existence or identity apart fromthe sole
proprietor.”). Judge Richard A Posner applied that rule of unity

nicely in Smart v. Intl. Bhd. of Elec. Wrkers, Local 702, 315

F.3d 721, 723 (7th Cr. 2002): “Two plaintiffs are |listed, but
one is a sole proprietorship and the other the proprietor, so they
are one, not two, in the eyes of the law* * * and the one is the
proprietor * * * not the proprietorship.” | would read the
activities instruction as plainly saying that Pierre LLC and
petitioner constitute only one actor (i.e., petitioner) for

Federal tax purposes (which, of course, enconpass the Federal gift
tax), so that any gift by petitioner of an interest in Pierre LLC
is, as respondent argues, a gift of an interest in that LLC s cash

and nmarketabl e securities.? Ohers may find the activities

! Treating the transfer of an interest in a single-nmenber
di sregarded entity as a transfer of an interest in the entity’s
assets is in no way inconsistent wwth applying the “willing
buyer, willing seller” standard for val uation purposes, see sec.
25.2512-1, Gft Tax Regs., as Judge Cohen suggests in her
concurring opinion, p. 24. The willing buyer and wlling seller
(continued. . .)
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instruction to be anbiguous, so | wll proceed as if the
instruction is not clear fromthe plain | anguage of the
regulation. | reject (and the mgjority does not contend) that the
regul ation plainly precludes considering the LLC s property (or at
| east interests therein) as the property petitioner transferred
when she transferred interests in the LLC

[11. The Intent of the Secretary

| f we accept that the activities instruction is anbi guous,
then we nust construe that provision. Wth respect to that task:
“I't is axiomatic that any regul ati on should be construed to

effectuate the intent of the enacting body.” United States v.

Mller, 303 F.2d 703, 707 (9th Gr. 1962). Indeed, hornbook | aw
hol ds:

In construing an adm ni strative rule or regul ation,
the court nust necessarily look to the adm nistrative
construction thereof where the neaning of the words used
is in doubt, and the courts will ordinarily show
deference to such construction and give it controlling

wei ght .

Y(...continued)
are purely hypothetical figures. See Estate of Newhouse v.
Comm ssioner, 94 T.C. 193, 218 (1990). That the hypotheti cal
w lling buyer is deened to purchase an interest in the entity’s
assets (to value a hypothetical gift of that interest) is not
i nconsistent with the fact that a real buyer (and, by extension,
a donee) would receive an interest in what has becone a two-
menber uni ncorporated entity; i.e., for Federal tax purposes, a
partnership. See sec. 301.7701-3(f)(2), Proced. & Adm n. Regs.
Thus, respondent’s position does not require the real buyer to
disregard the LLC, for it is an interest in an LLC wth which he
W nds up.
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73 C.J.S., Public Adm nistrative Law and Procedure, sec. 212

(2004) (enphasis added); accord O eze Fow kes v. Adanec, 432 F. 3d

90, 97 (2d G r. 2005) (“An agency’s interpretation of its own
statute and regul ati on nust be given controlling weight unless it
is plainly erroneous or inconsistent with the regulation.”
(citations and internal quotation marks omtted)); Lantz v.

Comm ssioner, 132 T.C. __, _ n.10 (2009) (slip op. at 23-24 n.10)

(the sane).

There is anple evidence that the Secretary, in the person of
t he Comm ssioner, construes the activities instruction to require
that the wapper be disregarded in determning the property the
owner of a single-nenber disregarded entity transfers when she
transfers an interest in the entity. That is, of course,
respondent’s position, which, because it is consistent with the
Comm ssioner’s admnistrative position for at |east 10 years,
cannot be dismssed as a nere litigating position.?
| npl enent ati on of the check-the-box regul ations has required the
Comm ssioner to issue nunmerous interpretations. Ten years ago, in
Rev. Rul. 99-5, 1999-1 C. B. 434, the Conm ssioner addressed the

Federal inconme tax consequences of the sale by A the owner of a

2|n Lantz v. Commi ssioner, 132 T.C. __, __ (2009) (slip op.
at 35) (Hal pern, J. dissenting), | dism ssed the Conm ssioner’s
interpretation of sec. 301.9100-1(c), Proced. & Adm n. Regs., as
no nore than a litigating position without nerit, since it was
““plainly erroneous’ and ‘inconsistent with the regulation’”
That is not so here.
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si ngl e-nmenber disregarded entity (an LLC), of a 50-percent
ownership interest in the entity to B, with the result that the
di sregarded entity was converted into a partnership. The
Comm ssioner held that B s purchase of 50 percent of A s ownership
interest inthe LLCis treated as the purchase of a 50-percent
interest in each of the LLC s assets, “which are treated as held
directly by A for federal tax purposes.” 1d. Therefore, the
Comm ssi oner continued: “Under 8 1001, A recognizes gain or |oss
fromthe deened sale of the 50%interest in each asset of the LLC
to B.” Id. In the intervening 10 years, the Comm ssioner has
i ssued nunerous letter rulings consistent wwth, and relying on,
his interpretation in Rev. Rul. 99-5, supra, that a transfer by
the owner of all or a part of his interest in a single-nmenber
di sregarded entity is to be treated as the transfer by the owner

of a proportional interest in the entity's assets.® Rev. Rul. 99-

3 Eg., Priv. Ltr. Rul. 200825008 (Mar. 7, 2008) (limted
partnership’s distribution of nmenbership interests in LLC, a
si ngl e-menber di sregarded entity, “wll be treated as a
distribution of LLC s assets and liabilities to the Partners”);
Priv. Ltr. Rul. 200824009 (Mar. 6, 2008) (trust’s distribution to
beneficiaries A and B of interests in X, a single-nmenber
di sregarded entity, “should have been treated as a non-taxabl e
pro rata distribution of d®%of X s assets to A and e%of X s
assets to B* * * as if such assets had been distributed outright
fromTrust to Aand B"); Priv. Ltr. Rul. 200709036 ( Nov. 28,
2006) (“Although Taxpayer transferred its interest in* * * a
di sregarded entity, the sale of such interest is treated as a
sale of the assets of the disregarded entity for federal incone
tax purposes.”); Priv. Ltr. Rul. 200251008 (Sept. 11, 2002) (For
pur poses of sec. 1031 |ike-kind exchange provisions: “[T]ransfer
of all the interest in* * * [disregarded entity] will be treated

(continued. . .)
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5, supra, and the letter rulings are cited not as precedent, see
sec. 6110(k)(3), but to show the Comm ssioner’s consistency over a
decade in disregarding the wapper and treating the transfer of an
interest in a single-nmenber disregarded entity as a transfer of an
interest in the disregarded entity’s assets, see, e.g., Hanover

Bank v. Comm ssioner, 369 U S. 672, 686 (1962) (“[Private letter]

rulings do reveal the interpretation put upon the statute by the
agency charged with the responsibility of adm nistering the
revenue laws.”). Ganted, the interpretations address sal es and
ot her dispositions for purposes of the incone tax, and the
Comm ssi oner apparently has nade no interpretation particular to
section 2501(a) and the gift tax. Yet, as the Court of Appeals
for the District of Colunmbia Circuit recently observed in Mirphy
v. IRS, 493 F.3d 170, 185 (D.C. Cr. 2007) (admttedly an incone
tax case, but the court was speaking generally about gifts): “A
gift is the functional equivalent of a bel ow market sale”. See
al so sec. 25.2512-8, Gft Tax Regs. (“Transfers reached by the
gift tax * * * enbrace * * * sales, exchanges, and ot her

di spositions of property for * * * [an inadequat e]

consideration”.). Sinply put, the difference between a sale and a

gift is a difference in degree, not in kind.

3(...continued)
as a transfer of the assets of * * * [disregarded entity].”).
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G ven the assuned anbiguity of the activities instruction in

section 301.7701-2(a), Proced. & Adm n. Regs., and the deference

we show to the Secretary’s construction of his regulations,

accept respondent’s reading of the activities instruction as a

pl ausi bl e construction. That is, because petitioner elected to

treat Pierre LLC as a disregarded entity, petitioner is properly

“treated as transferring cash and marketabl e securities, as

opposed to Pierre LLC interests, for federal gift tax purposes.”

| next consider the validity of the regulation.

| V. Chevron Deference

| reviewthe validity of the regul ati on because, although the
majority denies that it seeks to invalidate the regul ation,
believe that it does not sinply reject the neaning respondent
ascribes to the activities instruction but, rather, accepts that
meani ng and rejects the activities instruction itself as an

invalid construction of the statute.?

“ The majority at least conditionally accepts respondent’s
readi ng of the check-the-box regulations: “If the check-the-box
regul ations are interpreted and applied as respondent contends,
they go far beyond classifying the LLC for tax purposes.”
Majority op. p. 20. |Indeed, the ngjority specul ates that the
result of respondent’s reading would be to “[overturn] the |ong-
established Federal gift tax valuation regine * * * as to single-
menber LLCs”. Majority op. p. 20. That, the mgjority concl udes,
“woul d be ‘manifestly inconpatible’ with the Federal estate and
gift tax statutes as interpreted by the Suprene Court. See sec.
7701.” Majority op. p. 20. The mpjority thus seens to accept
respondent’s reading of the check-the-box regul ations but to
conclude that that reading, and thus the activities instruction
itself, is invalid because “manifestly inconpatible” with the

(continued. . .)
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The validity of the check-the-box regul ations, at |east as
they applied to inposing enploynent tax obligations directly on
the owner of a single-nenber disregarded entity, has been uphel d

by this Court, Med. Practice Solutions, LLC v. Conm ssioner, 132

T.C. __ (2009), and two U S. Courts of Appeals, MNanee v. Dept.

of the Treasury, 488 F.3d 100 (2d Cr. 2007), and Littriello v.

United States, 484 F.3d 372 (6th Cir. 2007).° Barring stipulation

to the contrary, appeal of this case will lie to the Court of
Appeal s for the Second Circuit. See sec. 7482(b)(1)(A, (2).

In McNanee, the taxpayer had elected to treat his single-
menber LLC as a disregarded entity. The Conm ssioner sought to
recover enploynent taxes fromthe taxpayer that the LLC had failed
to pay, on the ground that the LLC was di sregarded for Federal tax
purposes. The taxpayer objected that no regul ation could deprive
himof the protection fromliability that |ocal |aw afforded him
as a nenber of an LLC and argued that the check-the-box
regul ations “‘directly contradict the relevant statutory

provi sions of the Internal Revenue Code’”. MNanee v. Dept. of

4(C...continued)
I nternal Revenue Code. In this section of this separate opinion
| show that the regulation in issue, including the activities
instruction, is a valid interpretation of the statute. 1In sec.
I11., supra, of this separate opinion, | have set forth the
reasons respondent’s readi ng of that regul ati on nust be accept ed.

5> For enploynent taxes related to wages paid on or after
Jan. 1, 2009, a disregarded entity is treated as a corporation
for purposes of enploynent tax reporting and liability. Sec.
301. 7701-2(c)(2)(iv), Proced. & Adm n. Regs.
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the Treasury, supra at 104. The relevant statutory provisions

were the first three paragraphs of section 7701(a), defining the
terns “Person”, “Partnership”, and “Corporation”. |d. at 106.°
I n uphol ding the check-the-box regul ati ons agai nst chal |l enge

in McNanee v. Dept. of the Treasury, supra at 105, the Court of

Appeal s applied the foll ow ng standard:

In reviewing a challenge to an agency regul ation
interpreting a federal statute that the agency is
charged with adm nistering, the first duty of the courts
is to determ ne “whether the statute’s plain terns
‘“directly addres[s] the precise question at issue.
National Cable & Tel ecommunications Ass’'n v. Brand X
Internet Services, 545 U.S. 967, 986 * * * (2005) * * *
(quoting Chevron U.S.A. Inc. v. Natural Resources
Def ense Council, Inc., 467 U. S. 837, 843 * * * (1984)).
“I'f the statute is anbiguous on the point, we defer

6 In pertinent part, sec. 7701(a) provides as foll ows:
SEC. 7701. DEFI N TI ONS.

(a) When used inthis title, where not otherw se
distinctly expressed or manifestly inconpatible with
the intent thereof--

(1) Person.--The term “person” shall be
construed to nean and include an individual, a
trust, estate, partnership, association, conpany
or corporation.

(2) Partnership * * * --The term
“partnershi p” includes a syndicate, group, pool,
joint venture, or other unincorporated
organi zation, through or by neans of which any
busi ness, financial operation, or venture is
carried on, and which is not, within the neaning
of this title, a trust or estate or a corporation

* * %

(3) Corporation.--The term “corporation”
i ncl udes associations * * *
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to the agency’ s interpretation so long as the
construction is ‘a reasonable policy choice for the
agency to nmake.’” National Cable, 545 U. S. at 986 * * *
(quoting Chevron, 467 U S. at 845 * * *),  * * *

The Court of Appeals found the definitions anbi guous with
respect to the classification of single-nenber LLCs. 1d. at 106-
107. Enphasizing the taxpayer’s choice in having his LLC
di sregarded or treated as a corporation, the court concluded that
t he check-the-box regulations “[provided] a flexible response to a
novel business fornf and “are [not] arbitrary, capricious, or
unreasonable.” [d. at 109. In other words, notw thstanding the
protection fromthe liabilities of his LLC that M. MNanee
enj oyed under local law, see id. at 107, nothing in the rel evant
section 7701(a) definitions deprived the Secretary of the
authority to wite a regulation permtting M. MNanee to waive
that protection, at least as it pertained to the enpl oynent tax
liabilities of the entity, in exchange for escaping the double
taxation that would result if he failed to nmake that waiver, see
id. at 109, 111. The Court of Appeals thus rejected M. MNanee’'s
contention that the limted liability rights he enjoyed under
| ocal law protected himfromthe Conm ssioner’s action to coll ect
his LLC s unpaid payroll taxes. |d. at 111

Contrary to the magjority’s suggestion that State | aw, not
Federal |aw, defines for valuation purposes under the Federal gift
tax the property rights and interests a donor transfers (see

majority op. p. 19), MNanee v. Dept. of the Treasury, supra,
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stands for the proposition that Federal law, in the formof the
check-the-box regul ati ons, does define the property rights and
interests so transferred. In other words, the Court of Appeals in
McNanee construed the check-the-box regulations to nodify the
bundl e of rights that M. MNanee enjoyed under |ocal |aw and that
constituted ownership of the LLC

We are not at this point discussing the neaning of the
activities instruction, having settled that in section III.,
supra, of this separate opinion. W are considering only the
validity of the regulation, section 301.7701-2(a), Proced. &
Adm n. Regs., setting forth that instruction. |In the |Iight of

McNanee v. Dept. of the Treasury, supra,’ | find that the first

t hree paragraphs of section 7701(a), which, as in that case,
appear to be the relevant statutory provisions, do not plainly
speak to the question of whether, for gift tax purposes, the
Secretary may wite a regulation requiring that the wapper be

di sregarded in determ ning what property the owner of a single-
menber disregarded entity transfers when she transfers an interest
in the entity. As to the question of what constitutes the bundle

of rights enjoyed by the owner of a single-nenber disregarded

" In considering the persuasive value of another court’s
opi nion, we nust consider not only the result but the rationale
for that result. See Semnole Tribe of Fla. v. Florida, 517 U S
44, 67 (1996) (“VWhen an opinion issues for the Court, it is not
only the result but also those portions of the opinion necessary
to that result by which we are bound.”).
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entity, the Court of Appeals clearly stated that, at |east for
payrol |l tax purposes (under the preanendnent version of the
regulation), the limted liability that |local |aw accorded the

owner is ignored. MNanee v. Dept. of the Treasury, 488 F.3d at

111. Indeed, section 301.7701-1(a)(1l), Proced. & Adm n. Regs.,
provi des: “Whether an organization is an entity separate fromits
owners for federal tax purposes is a matter of federal tax |aw and
does not depend on whether the organization is recogni zed as an
entity under local law.” |If the definitions in section 7701(a)(1)
through (3) are consistent with disregarding one right in the
bundl e of rights enjoyed by the owner of a single-nmenber
di sregarded entity, why are they not consistent with disregarding
nmore than one right in that bundle; indeed, why are they not
consistent wth disregarding the entirety of the bundle (i.e., the
wr apper) that separates the owner fromthe underlying assets?
McNanee thus convinces ne that, in the context of this case, the
check-the-box regul ations are not arbitrary, capricious, or
unreasonabl e, and, therefore, are valid.

As | point out in section Ill., supra, of this separate
opi nion, the Comm ssioner has plainly taken the position that,
pursuant to the check-the-box regul ations, for purposes of the
i ncone tax, the wapper is disregarded and the owner of a single-
menber di sregarded entity transferring an interest in the entity

is deened to transfer an interest in the underlying assets of the
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entity. Neither petitioner nor the majority suggests that
transfers of interests in single-nmenber disregarded entities
cannot be treated as described. Wiile the incone tax provisions
of the Internal Revenue Code are not to be construed as though
they were in pari materia with the gift tax provisions,

Farid- Es- Sul taneh v. Conm ssioner, 160 F.2d 812, 814 (2d Cr

1947), revg. 6 T.C. 652 (1946), there is nothing in the
definitions in section 7701(a)(1) through (3) of “Person”
“Partnership”, and “Corporation” that indicates that those terns
shoul d have different meani ngs for purposes of the income and gift
tax provisions of the Internal Revenue Code.

While the majority does not acknow edge that it is addressing
the validity of the check-the-box regulations, | believe that it
is rejecting the activities instruction as an invalid construction
of the statute. See supra note 4 and acconpanying text. |Its
reason for doing so is that “the Comm ssioner cannot by regul ation
overrule the historical Federal gift tax valuation regine
contained in the Internal Revenue Code and substantial and well -
establ i shed precedent in the Suprene Court, the Courts of Appeals,
and this Court”. Majority op. p. 21. VWhiile certainly the
Secretary cannot by regul ation overrule the Internal Revenue Code,
judicial construction of a statute nust, except in one instance,
give way to |later admnistrative construction

A court’s prior judicial construction of a statute
trunps an agency construction otherwise entitled to
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Chevron deference only if the prior court decision holds
that its construction follows fromthe unanbi guous terns
of the statute and thus | eaves no room for agency

di scretion. * * *

Natl. Cable & Tel ecomms. Association v. Brand X Internet Servs.,

545 U.S. 967, 982 (2005).

Mor eover, while application of the check-the-box regul ations
to section 2501(a) may well result in a radical departure from
settled rules, as the majority suggests, see mgjority op. p. 21,
the mpjority fails to acknow edge that, at the tinme of their
adoption, the check-the-box regul ations represented a radical
departure for inconme tax purposes from prior casel aw and
regul atory precedent, beginning with the sem nal Suprene Court

case of Morrissey v. Conmm ssioner, 296 U. S. 344 (1935). The

Suprenme Court in Morrissey used various factors to classify
business trusts as either true trusts or associations taxable as
corporations (associations). Subsequent regul ati ons extended the
factors approach to the classification of other business entities.
The check-the-box regulations, in effect, overrule Mrrissey by
providing that, with certain exceptions, an unincorporated

organi zation conprising two or nore associates may elect its
classification, as a partnership or corporation, for Federal tax
pur poses, regardl ess of the nunber of corporate characteristics it
possesses under State (or foreign) law. Mreover, the right of an
uni ncor por at ed si ngl e-nenber organi zation with a preponderance of

corporate characteristics, which constitutes an entity separate
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fromits owner under State (or foreign) law, to elect to be

di sregarded for Federal inconme tax purposes was unprecedented

under the then-existing law.® The check-the-box regul ati ons thus
constituted a radical departure fromexisting jurisprudence that
pronpted many commentators to question their validity. See Dover

Corp. & Subs. v. Comm ssioner, 122 T.C. 324, 331 n.7 (2004). That

concern has been put to rest by McNanee v. Dept. of the Treasury,

488 F.3d 100 (2d Cr. 2007), Littriello v. United States, 484 F. 3d

372 (6th Gr. 2007), and Med. Practice Solutions, LLC v.

Comm ssioner, 132 T.C. __ (2009), all of which concerned single-

menber di sregarded entities. |f the check-the-box regul ations
trunp Suprene Court precedent regarding the role of State law in
determining entity classification for Federal inconme or enpl oynent
tax purposes, then surely they nust al so supersede judicial

precedent respecting State | aw concepts of property rights for

8 See, e.g., Hynes v. Conmissioner, 74 T.C. 1266, 1286
(1980) (State law trust with a single beneficiary classified as
an associ ation because it possessed a preponderance of corporate
characteristics, including associates and a joint profit notive);
Barnette v. Comm ssioner, T.C. Meno. 1992-371 (German GrbH whol |y
owned by U. S. corporation classified as an associ ati on because it
possessed a preponderance of the remaining four corporate
characteristics after disregarding the two corporate
characteristics absent from both one-nan corporations and sol e
proprietorships; viz, “associates” and an objective to carry on a
business for “joint” profit), affd. w thout published opinion 41
F.3d 667 (11th Cr. 1994); see also Wrtz & Harris, “Tax
Classification of the One-Menber Limted Liability Conpany”, 59
Tax Notes 1829 (June 28, 1993).
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Federal gift (and estate) tax purposes. Yet that is precisely the
conclusion the majority deni es.

Respondent’s interpretation of section 301.7701-2(a), Proced.
& Admn. Regs., is a valid construction of section 7701(a) (1)
t hrough (3).
V. Concl usi on

As stated above, section 2501(a) inposes a tax on the
transfer of property by gift and section 2512(a) provides that the
anount of a gift of property is the value of the property on the
date of the gift. W are here required to identify for purposes
of those provisions the property petitioner transferred when she
conveyed two 9. 5-percent interests in Pierre LLCto two trusts.
Respondent argues that, because petitioner elected to treat Pierre
LLC as a disregarded entity, she is properly treated as
transferring two 9.5-percent undivided interests in the LLC s
assets rather than two 9.5-percent interests in the LLCitself.
Respondent relies on the check-the-box regulations as authority to
so identify the property petitioner transferred. After applying
traditional tools of statutory and regulatory construction to the
pertinent |anguage of the regulations, | agree with respondent as
to the identity of the property transferred.

In conclusion, | note that, when identifying the property
transferred for purposes of the gift tax, applying the check-the-

box regulations in the manner respondent construes themw || not
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al ways be adverse to taxpayers. |f the donor transfers a
controlling interest in her single-nmenber disregarded entity
hol di ng, say, real property, the discount attaching to the
undi vided interest in the real property deened transferred may
exceed the discount, if any, attaching to the controlling interest
nom nally transferred.® The check-the-box regul ati ons put the
choice of entity classification in the hands of the taxpayer.
That the taxpayer bears any burden along with the benefits seens
only fair.

KROUPA and HOLMES, JJ., agree with this dissenting opinion.

°® Here it appears that petitioner has not clainmed a discount
on account of any undivided interest in property transferred.
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KROUPA, J., dissenting: The majority opinion allows an
octogenari an taxpayer to give away $4.25 mllion in cash and
mar ket abl e securities at a substantial discount in gift taxes
because she put themin a limted liability conpany (LLC), despite
a regulation telling us that “for federal tax purposes,” that LLC
shoul d be “disregarded.” The majority is either ignoring the
pl ai n | anguage of the regulation or silently invalidating it. |
must respectfully dissent.

The majority fails to apply the plain | anguage of sections
301. 7701-1 through 301.7701-3, Proced. & Adm n. Regs.

(collectively the check-the-box regul ations), which require that a

si ngl e-nmenber LLC be disregarded for “federal tax purposes.” As
the trier of fact, |I find no fault with the facts upon which the
maj ority addresses the legal issue. | take exception, however, to

how the majority frames the |l egal issue. Neither party argued
that the regulations are invalid. Yet the mgjority has, in
effect, invalidated the check-the-box regul ations for Federal gift
tax purposes w thout providing the necessary |legal analysis to do
so.

| . The Pl ain Lanquage of the Check-the-Box Requl ati ons

The check-the-box regulations provide that an “entity with a
single owner can elect to be classified as an association or to be
di sregarded as an entity separate fromits owner.” Sec. 301.7701-

3(a), Proced. & Adm n. Regs. The regulations further provide that
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“Iw] hether an organization is an entity separate fromits owners

for federal tax purposes is a matter of federal tax | aw and does

not depend on whether the organization is recognized as an entity
under local law. ”* Sec. 301.7701-1(a)(1), Proced. & Adm n. Regs.
(enmphasi s added). The crux of ny dispute with the majority is how
the majority interprets these provisions.

The majority ignores the plain | anguage of the check-the-box
regul ations and holds instead that Pierre LLC nust be respected as
an entity separate frompetitioner for Federal gift tax purposes.
The majority fails to discuss, however, what it nmeans for an
entity not to be “separate” fromits owner. The regulations
provide that the owner of a disregarded entity is treated as the
owner of its property. See sec. 301.7701-3(g)(1)(iii) and (iv),
Proced. & Adm n. Regs. Likew se, the Court of Appeals for the
Second Circuit, the court to which this case is appeal abl e, ? has
said “'if the entity is disregarded, its activities are treated in
the same manner as a sole proprietorship * * * of the owner.’”

McNanee v. Dept. of the Treasury, 488 F.3d 100, 107-108 (2d G r

The Comm ssioner has set forth specific, limted exceptions
in the regulations to this general rule that took effect after
the year at issue. See sec. 301.7701-2(c)(2)(iii), (iv), and
(v), Proced. & Adm n. Regs. He has also issued Chief Counsel
Advi ce 199930013 (Apr. 18, 1999) concluding that a single-nmenber
LLC coul d not be disregarded for collection purposes under secs.
6321 and 6331.

2Petitioner resided in New York when she filed the petition.
See sec. 7482(b)(1)(A).
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2007) (quoting section 301.7701-2(a), Proced. & Adm n. Regs.).
Yet the majority ignores these authorities and mnim zes the
check-the-box regulations as sinply rules of classification for
Federal incone tax purposes. See majority op. pp. 11-15, 20. 1In
doing so, the majority limts the phrase “federal tax purposes” to
Federal inconme tax purposes. See mgjority op. pp. 19-20. The
majority’s interpretation is wong for several reasons.

First, the check-the-box regulations do not read “for federal
i ncone tax purposes.” Instead, the regulations are drafted
broadly. The check-the-box regulations apply to the entire Code.
See sec. 7701(a). Had the drafters of the check-the-box
regul ations intended that they apply only for incone tax purposes,
the drafters woul d have used the phrase “federal incone tax
purposes.” This phrase is used extensively throughout the
regul ations. See, e.g., sec. 1.6050K-1(e)(2), Incone Tax Regs.;
sec. 53.4947-1(b)(2)(iii1), Foundation Excise Tax Regs.; sec.
301.6362-5(c)(1)(i), Proced. & Adm n. Regs. The drafters
expressed their intent when they chose not to limt the
regul ati ons’ scope to Federal incone tax.

In addition, the drafters could have specifically excluded
gift tax fromthe regul ations’ scope had the drafters intended
that result. They did not do so when the regul ati ons were
originally drafted. See T.D. 8697, 1997-1 C. B. 215. They also

did not do so when the regul ati ons were subsequently anmended
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specifically to exclude enpl oynent and certain excise taxes from
the regul ati ons’ scope concerning disregarded entity status. See
sec. 301.7701-2(c)(2)(iv) and (v), Proced. & Adm n. Regs.; T.D.
9356, 2007-2 C.B. 675 (effective January 1, 2009). Tel l'ingly,
the preanble to the anended regul ati ons states that single-owner
entities “generally would continue to be treated as di sregarded
entities for other federal tax purposes” after amendnent. See
Noti ce of Proposed Rul emaking, 70 Fed. Reg. 60475 (CQct. 18, 2005).
| fail to see how “for other federal tax purposes” neans “for
ot her Federal tax purposes except gift tax purposes.”

The check-the-box regul ati ons expressly tell us to treat the
owner of a single-nenber LLC as the owner of its assets. Sec.
301.7701-3(g) (1) (iii) and (iv), Proced. & Admin. Regs. In
addition, the owner of a disregarded entity that elects to have
the entity treated as a corporation is deened to have contri buted
all of the assets and liabilities of the entity to a corporation
i n exchange for stock. Sec. 301.7701-3(g)(1)(iv), Proced. &

Adm n. Regs. Simlarly, a single-nmenber corporation that elects
to be disregarded is treated as distributing all of its assets and
l[iabilities to its single owner. Sec. 301.7701-3(g)(1)(iiti),

Proced. & Adm n. Regs. The check-the-box regul ati ons consistently
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treat single owners who choose noncorporate status for their LLCs
as holding the property of these disregarded entities.?

The majority also fails to address other guidance fromthe
Comm ssioner that treats the owner of a single-nenber LLC as the
owner of its underlying property. Rev. Rul. 99-5, 1999-1 C. B
434, describes the Federal tax consequences when a disregarded
si ngl e-menber LLC becones an entity with nore than one owner and
is classified as a partnership for Federal tax purposes. The
ruling requires that the single owner be treated as selling an
interest in each of the assets if an interest in the LLCis sold.
Id. The ruling also states that, if the interest is obtained
through a capital contribution, the single ower is treated as
having contributed all of the assets of the LLC to the new
partnership for an interest. 1d. 1In both instances, the single
owner is treated as the owner of the assets of the LLC as required
under the check-the-box regul ations.

The majority further ignores the Conm ssioner’s consi stent
treatment of single-nmenber LLC owners as the owners of the LLC s

under|lyi ng assets. The Comm ssioner has issued nunerous private

3There is nothing radical about this. It is essentially a
limted formof piercing the corporate veil “for federal tax
purposes.” The State-law concept of piercing the corporate veil

means, and the regulations echo, that a “court will disregard the
corporate entity * * * and treat as identical the corporation and
the individual or individuals owming all its stock and assets.”
14 N. Y. Jur.2d Business Rel ati onships sec. 34 (2009).
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letter rulings on this issue.* For exanple, the owner of a
single-menber LLC is treated as owning the LLC s underlying assets
for purposes of determi ning |ike-kind exchange treatnent on the

exchange of property under section 1031(a)(1), though the owner

has no State |aw property interest in the LLC s assets.® See
Priv. Ltr. Rul. 200732012 (May 11, 2007); Priv. Ltr. Rul.
200251008 (Sept. 11, 2002); Priv. Ltr. Rul. 200131014 (May 2,
2001); Priv. Ltr. Rul. 200118023 (Jan. 31, 2001); Priv. Ltr. Rul.
199911033 (Dec. 18, 1998); Priv. Ltr. Rul. 9807013 (Nov. 13,
1997); Priv. Ltr. Rul. 9751012 (Sept. 15, 1997). Despite the
Comm ssioner’s consistent treatnent of single owners as the owners
of the LLCs’ underlying property, the majority insists that the
check-the-box regul ations do not apply to determ ne what property
the single owner owns for Federal gift tax purposes. See mgjority
op. p. 20.

| know of no provision in the Code that requires us to treat

the term“property” used in section 1031(a)(1l) differently for

“Private letter rulings may be cited to show the practice of
the Comm ssioner. See Rowan Cos. v. United States, 452 U S. 247,
261 n.17 (1981); Hanover Bank v. Conm ssioner, 369 U S. 672, 686-
687 (1962); Dover Corp. & Subs. v. Conm ssioner, 122 T.C 324,
341 n. 12 (2004).

SThis treatnment has not been limted to |ike-kind exchange
situations. See Priv. Ltr. Rul. 200134025 (May 22, 2001) (single
menber of a disregarded entity is treated as the owner of
property it receives for purposes of the exenptions under sec.
514(b)(1)(A) and (c)(9)); Priv. Ltr. Rul. 9739014 (June 26, 1997)
(a single-nenber LLC is a qualified subchapter S sharehol der
because the LLC is disregarded under the regul ations).
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pur poses of section 2501, which inposes a tax on the transfer of

property by gift. The Suprene Court has already told us that the
meani ng of the word “property” in the Code is a Federal question
and Federal courts are “in no way bound by state courts’ answers

to simlar questions involving state law.” United States v.

Craft, 535 U. S. 274, 288 (2002). The mpjority’ s reliance on what
it calls the longstanding gift tax reginme to create such a

di fference addresses neither the plain | anguage nor the intent of
t he check-the-box regul ations.

1. The Mpjority Invalidates the Requl ations for Federal Gft
Tax Pur poses

The majority concludes that the check-the-box regul ati ons do
not apply for Federal gift tax purposes. See mgjority op. p. 20.
| disagree. | do not mnimze a plain | anguage interpretation of
the regulations as nerely respondent’s litigating position. To do
so pronotes a distinction without a difference. Instead, |
interpret “federal tax purposes” to nean “federal tax purposes,”

i ncludi ng Federal gift taxes.

The majority, in effect, invalidates the check-the-box
regulations to the extent that the term“federal tax purposes”
enconpasses Federal gift tax. The majority does not, however,
provi de the necessary analysis to do so. How could they, given
that this Court and the Courts of Appeals for the Second and Sixth
Crcuits have recently blessed the regulations as “emnently

reasonabl e”? NMNanee v. Dept. of the Treasury, 488 F.3d at 109;
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Littriello v. United States, 484 F.3d 372, 378 (6th GCr. 2007);

see Med. Practice Solutions, LLC v. Conm ssioner, 132 T.C.

(2009). Instead, the mpjority concludes that the Comm ssioner
cannot by regulation overrule the Federal gift tax reginme as
interpreted by this Court and others. See majority op. p. 21.
The majority must provide further analysis. An agency nay
pronul gate regul ations that overcone the judiciary’s prior
construction of a statute, even an entire “regine’s” worth of
construction, unless that prior construction followed fromthe

statute’s unanbi guous terns. See Natl. Cable & Tel ecoms.

Association v. Brand X Internet Servs., 545 U. S. 967, 982 (2005);

Chevron U.S.A., Inc. v. Natural Res. Def. Council, Inc., 467 U.S.

837, 863-864 (1984) (an agency nmamy change its prior interpretation

of a statute to neet changing circunstances); D ckman v.

Commi ssioner, 465 U. S. 330, 343 (1984) (“it is well established

that the Comm ssioner may change an earlier interpretation of the
| aw, even if such a change is nade retroactive in effect”). Thus,
the majority’s reliance on the longstanding gift tax regime before
the i ssuance of the check-the-box regulations is not enough to
invalidate the regulations if the related statute is anbi guous.
The Court of Appeals for the Second Crcuit has already held

that section 7701 is anmbiguous as to the Federal tax treatnent of

si ngl e-menber LLCs. MNanee v. Dept. of the Treasury, supra at

107. Further, the court concluded that the check-the-box
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regul ati ons reasonably interpret, and fill gaps in, an anbi guous
statute and are entitled to deference under Chevron U.S.A., Inc.
V. Natural Res. Def. Council, Inc., supra. McNamee v. Dept. of

the Treasury, supra at 105-107; see Littriello v. United States,

supra at 376-378. The mgjority ignores this relevant Second
Circuit precedent and concl udes, w thout discussion of any degree
of deference, that an entity' s classification for incone tax
purposes is irrelevant to how a donor nust be taxed under the
Federal gift tax provisions on a transfer of an ownership interest
in the LLC. See majority op. pp. 19-20.

The majority msstates the issue. The majority wites that:

Wil e we accept that the check-the-box regul ations

govern how a single-nenber LLC will be taxed for

Federal tax purposes, i.e., as an association taxed as

a corporation or as a disregarded entity, we do not

agree that the check-the-box regulations apply to

di sregard the LLC in determ ning how a donor nust be

taxed under the Federal gift tax provisions on a
transfer of an ownership interest in the LLC * * *

Majority op. pp. 19-20. The check-the-box regul ati ons determ ne
whet her a single-nenber entity exists at all for Federal tax
pur poses rather than how that entity will be taxed.

The majority distinguishes between the “cl assification” and
the “valuation” of an entity. But that distinction is false. The
gift tax regul ations provide guidance on how to value interests in
a corporation, a partnership, and a proprietorship. See secs.
25.2512-2 and 25.2512-3, G ft Tax Regs. They do not provide

gui dance on how to value an interest in a single-nenber LLC
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Accordingly, we nust first “classify” the entity, and only then
can we “value” its interests. | submt that the anbiguity of
section 7701 extends to gift tax valuation. The mgjority cannot
trivialize the check-the-box regul ations by dism ssing them as
irrel evant.

[11. The Majority's Reliance on the G ft Tax Reqi ne

The majority concludes that it would be manifestly
inconpatible with the gift tax reginme if we did not respect Pierre
LLC for gift tax purposes because New York |aw provides that a
menber has no interest in specific property of the LLC while a
menbership interest in an LLC is personal property. NY. Ltd.
Liab. Co. Law sec. 601 (MKinney 2007). | disagree. The check-

t he- box regul ati ons provide the Federal tax consequences of what
is, in effect, an agreenent between the taxpayer and the

Comm ssioner to treat an entity in a certain way for Federal tax
pur poses despite the entity’'s State law classification. There is
sinply no LLC interest left to value for Federal gift tax purposes
when a single-nmenber LLC elects to be disregarded. It therefore
does not matter whether State |aw recognizes an LLC as a valid
entity or provides that a nenber has no interest in any of the
specific property of the LLC. See sec. 301.7701-1(a)(1), Proced.
& Adm n. Regs. The check-the-box regul ations specifically say

t hat Federal |aw determ nes whether a single-nmenber entity is

recogni zed as separate fromits owner. |d.
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The majority dism sses rel evant precedent fromtwo Federal

Courts of Appeals addressing this conflict between State | aw

rights of single-nmenber LLC owners and the consequences of

di sregarded entity status under the check-the-box regul ati ons.

See McNanee v. Dept. of the Treasury, 488 F.3d 100 (2d. G

2007); Littriello v. United States, 484 F.3d 372 (6th Cr. 2007).

The Court of Appeals for the Second Crcuit rejected a taxpayer’s
argunent that he was not |iable for his single-nenber LLC s unpaid
payrol |l taxes because Connecticut |aw provided that the owner is

not personally liable for the LLC s debts. See MNanee v. Dept.

of the Treasury, supra. The court noted that, while State | aws of

i ncorporation control various aspects of business relations, they
may affect, but do not necessarily control, the application of

Federal tax provisions. 1d. at 111 (quoting Littriello v. United

States, supra at 379). Accordingly, a single-nenber LLCis

entitled to whatever advantages State | aw may extend, but State
| aw cannot abrogate its owner’s Federal tax liability. Id.
The majority mnimzes this relevant analysis in McNanee and

Littriello. The mgjority summarily concludes that it is not

rel evant because the courts did not specifically address gift tax.
See mpjority op. p. 15. The courts had no reason to address gift
tax issues. That does not nean, however, that the courts’

anal yses shoul d be ignored.



- 60 -

Both the McNanee and Littriello courts recognized that the

check-the-box regul ati ons applied equally to the noni ncone-tax

i ssue of enploynent tax liability. Determning an owner’s
ltability for enploynent taxes is as far renoved from determ ning
the owner’s income tax liability as is determ ning the owner’s
gift tax liability. The Code inposes both Federal enploynent tax
liability and Federal gift tax liability separate and apart from
determ ning a taxpayer’s incone tax liability. The majority fails
to recognize that the single owner’s liability for enpl oynment
taxes turns upon disregarding the LLC for Federal tax purposes

rat her than upon the identity of the taxpayer. See Med. Practice

Solutions, LLC v. Comm ssioner, 132 T.C. at __ (slip op. at 5) (a
singl e-nenber LLC “and its sole nenber are a single taxpayer or

person to whomnotice is given”); see also McNanee v. Dept. of the

Treasury, supra at 111 (an entity disregarded as separate fromits

owner “cannot be regarded as the enployer”); Littriello v. United

States, supra at 375, 378 (recognizing a single owner as the

i ndi vi dual who “owns all the assets, is liable for all debts, and

operates in an individual capacity”). Despite the majority’s

wi sh, Pierre LLC does not exist apart frompetitioner for gift tax

pur poses, and petitioner should be treated as holding its assets.
Further, the Second and Sixth Circuit Courts of Appeals

stressed that the taxpayer could have escaped personal liability

for the LLC s tax debt if the taxpayer had sinply el ected
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corporate status for the single-nenber LLC. MNanee v. Dept. of

the Treasury, supra at 109-111; Littriello v. United States, supra

at 378. The sane principle applies here. Petitioner could have
elected to treat Pierre LLC as a corporation. She did not. The
Suprene Court has repeatedly recognized that “while a taxpayer is
free to organize his affairs as he chooses, neverthel ess, once
havi ng done so, he nust accept the tax consequences of his choice,

whet her contenplated or not.” Conm ssioner v. Natl. Alfalfa

Dehydrating & M1lling Co., 417 U S. 134, 149 (1974). | would hold

petitioner to her choice.

Finally, the majority overl ooks the broad scope of the gift
tax statutes in concluding that the check-the-box regul ations are
mani festly inconpatible with the gift tax reginme. Congress
intended to use the term*“gifts” in its nost conprehensive sense.

Comm ssi oner v. Wenyss, 324 U.S. 303, 306 (1945). The gift tax

applies whether the gift is direct or indirect. Sec. 2511.
Accordingly, transfers of property by gift, by whatever neans
effected, are subject to Federal gift tax. D ckman v.

Conmi ssi oner, 465 U.S. at 334. Mor eover, we have used substance

over formprinciples to get to the true nature of the gift where
the substance of a gift transfer does not fit its form See Kerr

v. Comm ssioner, 113 T.C. 449, 464-468 (1999), affd. on another

i ssue 292 F.3d 490 (5th Cr. 2002); Astleford v. Conm ssioner,

T.C. Meno. 2008-128; Estate of Murphy v. Commi ssioner, T.C Mno.
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1990-472. W have al so used the step transaction doctrine, which
has been called “*well-established ” and “‘ expressly sanctioned”
in the area of gift tax where intra-famly transactions often

occur. See Senda v. Comm ssioner, 433 F.3d 1044, 1049 (8th G

2006) (quoting Comm ssioner v. Clark, 489 U S. 726, 738 (1989)),

affg. T.C. Menb. 2004-160. The mgjority would instead have us
apply the opposite approach, accepting petitioner’s own | abel
rather than the substance of her choice.

Despite this broad expanse of gift taxes, the mgjority would
requi re Congressional action before any State | aw property right
coul d be disregarded for Federal gift tax purposes. See majority
op. pp. 20-21. The mpjority cites four special valuation statutes
(sections 2701-2704) to inply that Congress will take action when
necessary to overcone the “willing buyer, willing seller” gift tax
valuation rule. See mpjority op. p. 21. | know of no authority,
however, that prevents the pronul gation of regul ations affecting
the so-called gift tax regine.

| V. Concl usi on

The plain | anguage of the regulations requires Pierre LLCto
be “di sregarded as an entity separate fromits owner.” Unlike the
majority, | give nmeaning to these words. | do not mnimze this
| anguage by labeling it a classification. A plain |anguage

interpretation of the check-the-box regul ations nmust prevail. It
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is an interpretation of relevant regulations. It is not
mani festly inconpatible with the gift tax statutes.

For the foregoing reasons, | respectfully dissent.

COLVI N, HALPERN, GALE, HOLMES, and PARIS, JJ., agree with
this di ssenting opinion.



