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WHAT SHOULD I DO WITH MY ART?1
I.

CHARITABLE TRANSFERS

United States tax laws provide an incentive for individuals to contribute during their
lifetime or on their death works of art to United States tax exempt organizations, that is,
museums, universities and other organizations that display and make use of works for art in
furtherance of their tax exempt purposes.2 The lifetime transfer of a work of art to a charitable
organization saves the individual donor income taxes because of the allowable income tax
deduction; at the same time, the lifetime transfer relieves the donor of the expense and the worry
connected with the maintenance of a valuable work of art. For example, a painting that cost the
donor $1,000 some years ago may have a fair market value of $10,000 today. A contribution
today of the painting to charity that meets all the requirements discussed below produces an
allowable charitable deduction of $10,000. For someone in the 35.0 percent tax bracket, such a
contribution saves $3,500 in federal income taxes. Since the donor's outofpocket cost was only
$1,000, the taxpayer has made a $2,500 taxfree economic profit and has enjoyed the use of the
painting through its years of ownership at no cost. The problem is to make sure the contribution
is correctly made, so that the tax benefit described is achieved.3 Note that the tax benefit just
described is available only for contributions to United States taxexempt organizations and not
for contributions to foreign taxexempt organizations.
The National Endowment for the Arts and the National Endowment for the Humanities
are constantly threatened by Congress to have its funding sharply reduced. Arts organizations,
both big and small, must find a way to replace the grants they normally receive from the
Endowments or will find themselves without the means to exist. By necessity arts organizations
will turn increasingly to private individuals for funding, hopefully finding a sympathetic ear
consistent with the purposes of the organization. Fund raising from individuals is somewhat
easier when the individual can be made aware of the income tax benefits to be derived from the
contribution.

Part of the material in this article appears in a similar manner in the book, Lerner & Bresler,
"ART LAW: The Guide for Collectors, Investors, Dealers, and Artists" (Third Edition published
by the Practicing Law Institute, 810 Seventh Avenue, New York, N.Y. 10019 in 2005).
1

2

I.R.C. § 170(c).

See generally Anthoine, Deductions for Charitable Contributions of Appreciated Property —
The Art World, 35 Tax L. Rev. 239 (1980); Speiler, The Favored Tax Treatment of Purchasers of
Art, 80 Colum. L. Rev. 214 (1980); Feld, Artists, Art Collectors and Income Tax, 60 B.U.L. Rev.
625 (1980); Symposium, Law and the Arts, 85 Dick. L. Rev. 182 (1981); Auten & Rudney, Tax
Reform and the Price of Donating Appreciated Property, 33 Tax Notes 285 (1986); Sanders &
Toolson, Planning for Charitable Giving After the Tax Reform Act of 1986, Taxes (June 1987);
Wittenbach & Milani, A Flowchart Focusing on the Individual Charitable Contribution, Taxes
(Apr. 1988); Anthoine, Charitable Contributions After the 1986 Tax Act and Problems in
Valuation of Appreciated Property, 11 Colum. V.L.A. L. & Arts 283 (1987).
3
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A testamentary transfer of works of art to United States taxexempt organizations saves
the decedent's estate a great amount in estate taxes, because the full fair market value of the
works of art on the date of death is an allowable estate tax deduction. At the same time, such a
transfer relieves the estate of the problem of raising the cash necessary to pay the estate tax
(maximum federal rate). Although such testamentary transfers are generally made to United
States taxexempt organizations, under certain limited circumstances the U.S. estate tax
deduction is available for transfers to foreign governments or subdivisions if the items
transferred are used exclusively for charitable purposes.
II.

COMPLETE INTER VIVOS CHARITABLE TRANSFERS

Before making a lifetime donation of a work of art to a charitable organization, the donor
must determine:
1.

The status of the charitable organization,

2.

The type of property being contributed,

3.

Whether the collection satisfies the related use rule, and

4.

Whether there is a qualified appraisal prepared by a qualified appraiser.

Each factor is considered below.
1.

Status of the Organization

Charitable organizations are characterized as either public or private. Public
charities generally receive part of their support from the general public. They include churches,
schools, hospitals, museums, and other publicly supported organizations; private operating
foundations; and certain organizations operated in connection with another public organization.
They also include those private foundations that distribute all their receipts each year. Private
charities include all other exempt organizations, and include the usual kinds of private
foundations.4
It is important to verify the status of the charitable organization as either a public
or a private charity. As will be seen below, there is a very different result when a taxpayer makes
a contribution to a public charity as opposed to a private charity. Verification of a charity's status
can be made by checking IRS Publication 78, Cumulative List of Exempt Organizations or by
requesting the charitable organization to provide copies of letters from the IRS stating its status.
It is, however, preferable to obtain copies of the letters from the IRS stating the organization's
status. Note that there is a difference between the organization's exemption ruling under section
501(c)(3) and its ruling as a "public" organization under section 509(a). Generally, a taxpayer
will only receive a deduction of his or her cost for a contribution of an appreciated work of art

I.R.C. §§ 170(b)(l)(A)(i)(viii), (E)(i)(iii), 509(a); Treas. Reg. § 1.170A9; I.R.C. §§
170(b)(1)(B), 509(a).
4
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made to a private charity as opposed to the full fair market value for a contribution made to a
public charity.
2.

Type of Property
A.

Capital Gain Property.

In most cases a work of art is "capital gain property." The term includes any
property the sale of which at its fair market value at the time of the contribution would have
resulted in longterm capital gain.5 Any appreciation in value, no matter how small, makes the
property capital gain property. The property is capital gain property if:
o It is a capital asset under section 1221;
o It has appreciated in value;
o It is a collectible under section 408(m); and
o It has been held by the donor for more than one year.
As described below, a contribution of capital gain property receives favorable tax treatment.
The distinction between ordinary income (including shortterm capital gain) and
longterm capital gain for tax rate purposes is that ordinary income is taxed as high as 35.0
percent and longterm capital gain is taxed at a maximum of 28 percent. The Taxpayer Relief
Act of 1997 reduced the longterm capital gain rate to 20 percent on the sales of securities and
other capital assets held for more than eighteen months (changed to "more than twelve months"
by the IRS Restructuring and Reform Act of 1998), but maintained the 28 percent rate on gain
from the sale of collectibles held for more than one year. The Jobs and Growth Tax Relief
Reconciliation Act of 2003 (effective May 6, 2003) further reduced the longterm capital gain
rate to 15 percent for sales of securities and other capital assets held for more than twelve months
but once again maintained the 28 percent rate on gain from the sale of collectibles held for more
than one year. The term "collectibles gain" is defined in section 1(h)(5)(A) to mean
gain from the sale or exchange of a collectible (as defined in
section 408(m) without regard to paragraph (3) thereof) which is a capital
asset held for more than 1 year but only to the extent such gain is taken
into account in computing taxable income.
Section 1(h)(5)(B) (added by the Taxpayer Relief Act of 1997) is designed to prevent taxpayers
from converting the 28 percent rate to the 15 percent rate by creating a partnership, corporation
or trust under rules similar to the rules of section 751.
The characterization of donated property as capital gain property or ordinary
income property is particularly important regarding charitable contributions, and the proper
characterization of contributed property as longterm capital gain property is crucial if the donor
5

I.R.C. §§ 170(b)(l)(C)(iv), 1221; Treas. Reg. §§ 1.170A8(d)(3), 1.170A4(b)(2).
7
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is to receive the full charitable deduction for appreciated tangible personal property. Although
the IRS Restructuring and Reform Act of 1998 reduced the holding period for longterm
transactions on the sale of capital assets to more than twelve months (the same rule that applies
to collectibles), it kept the 28% tax rate rather than 20% tax rate for longterm transactions as it
applies to collectibles. The Jobs and Growth Tax Relief Reconciliation Act of 2003 in reducing
the longterm capital gain rate on the sale of most capital assets to 15% made no change to the
28% rate on the sale of collectibles. Since the maximum ordinary income tax rate was also
lowered to 35% there is now a smaller difference between ordinary income treatment and capital
gains treatment on the sale of collectibles. This may serve as increased incentive for individuals
to make donations of collectibles rather than sell them. Taxpayers should note that section
1(h)(5) now clearly provides that losses from the sale of collectibles can be used to offset gains
from the sale of collectibles.
Generally, if the four requirements for making a charitable donation are satisfied,
a taxpayer will receive a deduction for the full fair market value for a donation of longterm
capital gain property but will be limited to his or her cost for ordinary income property.
B.

Ordinary Income Property.

The property is ordinary income property6 if:
o It was created by the donor;
o It was received by the donor as a gift from the creator;
o It is held in inventory by a dealer;
o It would produce shortterm capital gain if sold, that is, it is owned for one
year or less before being contributed; or
o It would produce a capital loss if sold.
All works of art created by the artist will be ordinary income property, since that
property, by the definition contained in section 1221(a)(3), cannot be a capital asset. Hence, the
artist may be surprised that contributions of his or her own work will not receive the favored
capital gain property deduction treatment. Even more surprised may be the collector who
accepted the artwork as a gift from the artist. Classification as ordinary income property greatly
reduces any available charitable deduction.
A problem often encountered by a collector is the possibility of receiving a gift of
a work of art from the artist who created it. In that connection, reference must be made to section
1221(a)(3) for the definition of the term "capital asset." Section 1221(a)(3)(C) states that the term
capital asset "does not include property held by a taxpayer in whose hands the basis of such
property is determined, for purposes of determining gain from a sale or exchange, in whole or in
part by reference to the basis of such property in the hands" of the taxpayer whose personal
6

I.R.C. §§ 1221(d), 170(e)(1)(A); Treas. Reg. §§ 1.170A8(d)(3), 1.170A4(b)(2).
8
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efforts created the property. Under section 1015, covering the determination of basis for gifts, the
basis of the property in the hands of the donee is determined by its basis in the hands of the
donor. So, the collector who receives artwork as a gift from an artist has the same basis in the
property as does the artist. Since artwork is ordinary income property in the artist's hands, it
cannot be a capital asset in the donee collector's hands. Therefore, a taxpayer should be aware
that a gift of a work of art from the creator retains its character as ordinary income property in
the hands of the donee. If the property is purchased by the collector, it is converted into capital
gain property, which results in an increased charitable deduction, since the collector can now
claim a deduction for the fair market value of the artwork as opposed to only its basis, that is, its
cost.
When advising a collector who is making a contribution, an attorney should find
out how the collector acquired the property and what he or she did with it in order to determine if
ordinary income property is present.
3.

General Percentage Limitation.

For contributions of cash and ordinary income property to a public charity, the
charitable deduction is limited to 50 percent of the taxpayer's contribution base.7 For
contributions to a private charity, the limit is the lesser of (a) 30 percent of the taxpayer's
contribution base; or (b) the excess of 50 percent of the taxpayer's contribution base over the
amount of charitable contributions allowable to public charities, determined without regard to the
30 percent limitation (discussed below).8 The term "contribution base" means adjusted gross
income computed without regard to any net operating loss carryback to the taxable year under
section 172.9
A.

Ordinary Income Property Percentage Limitation.

The amount of the charitable deduction for a contribution of ordinary income
property is limited to the basis of the property in the hands of the donor (within the applicable
general percentage limitation discussed above). That result is reached because the amount of the
charitable deduction is determined by subtracting from the fair market value of the property the
amount of gain that would not have been longterm capital gain if the property contributed had
been sold by the taxpayer at its fair market value.10 Before making a contribution, the donor must
7

I.R.C. § 170(b)(1)(A).

I.R.C. § 170(b)(1)(B). The limitation was increased from 20 to 30 percent by the Tax Reform
Act of 1984, effective for contributions made in taxable years ending after July 18, 1984.
8

9

I.R.C. § 170(b)(1)(F).

I.R.C. § 170(e)(1)(A); Treas. Reg. § 1.170A4(a)(l); See Maniscalco v. Commissioner, 802
U.S. Tax Cas. (CCH) f 9717 (6th Cir. 1980), 632 F.2d 6 (1980), aff’g 37 T.C.M. (CCH) 1174
(1978); Beghe, The Artist, the Art Market and the Income Tax, 29 Tax L. Rev. 491 (1974);
Anthoine, supra note 3; Bell, Changing IRC 170(e)(1)(A): For Art's Sake, 37 Case W. Res. L.
Rev. 536 (1987).
10
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be sure the property is capital gain property and not ordinary income property, since the available
income tax deduction is substantially reduced for a contribution of ordinary income property.11
Any excess amount over the 50 percent or 30 percent limitations for a
contribution of ordinary income property to either a public or private charity may be carried
forward for five years, retaining its character as ordinary income property.12 The carryover
provision was extended to contributions made to a private charity by the Tax Reform Act of
1984, effective for contributions made in taxable years ending after October 16, 1984.
B.

Capital Gain Property Percentage Limitation.

A contribution to a public charity of a work of art that is capital gain property and
that meets the related use rule (discussed below) is allowable as a charitable deduction to the
extent of the full fair market value of the property on the date of the contribution, but not in
excess of 30 percent of the taxpayer's contribution base.13 Any amount that exceeds the 30
percent limitation may be carried forward for five years, retaining its character as capital gain
property.14 If the contributed work of art satisfies the related use rule, the taxpayer may elect to
increase the 30 percent limitation to 50 percent of his or her contribution base. However, if that
election is made, the amount of the deduction must be reduced by 100 percent of the appreciation
in value of the work of art; 15 in other words, the deduction will be limited to the donor's cost.
A contribution to a private charity of a work of art that is capital gain property is
allowable as a charitable deduction to the extent of the fair market value of the work of art on the
date of the contribution reduced (regardless of what use the charity makes of the work of art) by
100 percent of the appreciation in value. After the reduction the deduction is limited to the lesser
of (1) 20 percent of the taxpayer's contribution base or (2) the excess of 30 percent of the
taxpayer's contribution base over the amount of charitable contributions allowable to public
charities, determined without regard to the 30 percent limitation.16 The amount of the charitable
deduction that exceeds the applicable percentage limitation may be carried forward for five years
for contributions made in taxable years ending after July 18, 1984.17 The percentage limitations
See Orchard v. Commissioner, 34 T.C.M. (CCH) 205 (1975) (opera tapes held less than six
months not capital gain property). See also Glen v. Commissioner, 79 T.C. 208 (1982) (valuation
of tape recordings of interviews with noted scientists); Ford v. Commissioner, 46 T.C.M. (CCH)
1353 (1983).
11

12

I.R.C. § 170(d)(1)(A), (b)(1)(B) last sentence.

13

I.R.C.§ 170(b)(l)(C)(i).

14

I.R.C.§ 170(d)(1)(A), (b)(l)(C)(ii).

15

I.R.C.§ 170(b)(l)(C)(iii), (e)(1).

16

I.R.C.§ 170(b)(l)(C)(i), (e)(l)(B)(ii).

17

I.R.C.§ 170(b)(l)(D)(ii).
10
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on lifetime gifts to private foundations and the loss of 100 percent of any appreciation in value as
a deduction make use of a private foundation to hold a work of art impractical, unless the
foundation can qualify as a "private operating foundation." 18
4.

Related Use Rule

The related use rule applies to capital gain property that is "tangible personal
property" contributed to a public charity. The term "tangible personal property" includes
paintings and art objects not produced by the donor. The related use rule requires that the use of
the tangible personal property by the donee organization be related to the purpose or the function
constituting the basis for the donee's exemption under section 501. If the use of the work of art
by the donee organization is unrelated to the purpose or the function constituting the basis for the
donee's exemption, the amount of the charitable deduction must be reduced by 100 percent of the
appreciation in value of the work of art.19 In that instance, after the 100 percent appreciation
reduction, the remainder may be deducted up to 50 percent of the taxpayer's contribution base.20
One of the major changes made by the Tax Reform Act of 1986 was the
amendment of section 170(e)(1) so that 100 percent of the appreciation in value is lost as a
charitable deduction if the related use rule is not satisfied. The rule is effective for contributions
made on or after January 1, 1987. Under the law in effect before January 1, 1987, only 40
percent of the appreciation in value was lost as a charitable deduction. Therefore, a taxpayer
must be extremely careful to comply with the related use rule or else the charitable deduction for
appreciated longterm capital gain property that is tangible personal property will be limited to
his or her cost.
The regulations21 provide that a taxpayer may treat a contribution of a collection
as meeting the related use rule if:
1.

The taxpayer establishes that the work of art is not in fact put to an
unrelated use by the donee; or

2.

At the time of contribution it is reasonable to anticipate that the work of
art will not be put to an unrelated use by the donee organization.

If a collector donates a work of art to a museum and the work of art is of a general
type normally retained by museums for museum purposes, it is reasonable for the donor to
anticipate, unless he or she has actual knowledge to the contrary, that the work of art will not be
put to an unrelated use by the donee, whether or not the work of art is later sold or exchanged by
I.R.C. § 4942(j)(3). Contributions to a private operating foundation are treated like
contributions to a public charity. See Treas. Reg. § 53.4942(b)1.
18

19

I.R.C. § 170(e)(l)(B)(i); Treas. Reg. § 1.170A4(b)(3).

20

I.R.C. §§ 170(b)(1)(A), (C)(1).

21

Treas. Reg. § 1.170A4(b)(3)(ii), (i).
11
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the donee. On the other hand, if an item is donated for the purpose of sale at an art auction to be
run by the charity, that is an unrelated use, and 100 percent of the appreciation in value is lost as
a charitable deduction.
Example 1: A painting contributed to an art museum that is a public charity and
that can and, in fact, does from time to time display the painting prominently and publicly
satisfies the related use rule. The contribution is deductible to the extent of the fair market value
of the property within the 30 percent limitation.
Example 2: If the same painting is contributed to the Red Cross, which is a public
charity and which from the outset intends to sell and in fact promptly does sell the painting, the
deduction must be reduced by 100 percent of the appreciation in value, with the balance
deductible within the 50 percent limitation.22
The regulations23 also indicate that the related use rule is met even if the donee
sells or otherwise disposes of only an "insubstantial" portion of a collection of works of art.
According to Representative Wilbur D. Mills, then chairman of the House Ways
and Means Committee:
. . . What we are trying to say is that we will allow you to give this
appreciated property and take today's market value as a charitable
deduction without any tax consequences to you whatsoever if you give it
to a charitable organization that normally would use the property for its
exempt purposes. Now, a clear case is a gift of a picture or work of
sculpture, or anything of that sort, to a museum. The question does arise
with respect to a college or university as to whether or not they are using
this for their exempt purpose, whether it is used in their teaching. Of
course, the college could have a course in art, and if the gift were to be
used for that purpose it would probably qualify as such a gift.24
To date there have been few litigated cases on the subject of related use.
However, a number of Private Letter Rulings in this area do shed some light on what the IRS
considers a related use.
Private Letter Ruling 7751044: The IRS held that the related use rule was
satisfied when lithographs were displayed in a camp and center devoted to handicapped and
retarded children, since the lithographs were used in connection with an art appreciation
program. (Private Letter Rulings 7911109 and 7934082 reach similar results in dealing with the
exhibition of works of art.)

22

See Isbell v. Commissioner, 44 T.C.M. (CCH) 1143 (1982).

23

Treas. Reg. § 1.170A4(b)(3)(ii).

24

115 Cong. Rec. H40869 (bound ed. 1969); 115 Cong. Rec. HI3038 (daily ed. Dec. 23, 1969).
12

document number: PERSONAL/RELUS1473929/1

Private Letter Ruling 8009027: The IRS held that the related use rule was not
satisfied when a donor gave an antique car to a university, since the university did not offer a
course in antique car restoration.
Private Letter Ruling 8143029: The IRS held that the related use rule was
satisfied when a donor gave his collection of porcelain art objects to a public charity operating a
retirement center, since the display of the art was related to the charity's exempt purpose of
creating a living environment for its residents.
Private Letter Ruling 8208059: The IRS held that the related use rule was
satisfied when a donor gave his stamp collection to a college, since it would be exhibited and the
college had, as part of its curriculum, the teaching of engraving skills. The donor included in the
ruling request letters from the college, explaining in detail how it would use the collection.
Private Letter Ruling 9131053: The IRS held that the related use rule
was satisfied when a donor gave seeds, greenhouses, plants, livestock, animal semen, beds,
desks, tilling equipment, and cafeteria equipment to a private school with exempt status under
sections 501(c)(3) and 509(a)(1). The donated items of tangible personal property were to be
used by the school in its plant science and animal science curriculum.
Private Letter Ruling 9833011: The IRS held that the related use rule
was satisfied when a donor donated paintings to a Jewish community center that was not a
museum but did have an arts wing and library. The community center proposed to solicit
contribution of works of art that would be selected by a group of volunteers from the local
community but would not be restricted to Jewish artists or to Jewish themes. The community
center would accept only works of art that it expected to use in a manner related to the purpose
or function constituting the basis for the community center's exemption under section 501(c)(3).
The community center would display some of the works of art, and others would be put on loan
with affiliated charitable organizations. The community center represented that it did not intend
to sell the donated works of art except on a limited and infrequent basis when the collection
exceeded the space available for display or an item was no longer relevant or it became too
costly to provide maintenance and security for the work of art. The Private Letter Ruling held
that so long as any loans to other charitable organizations further the community center's exempt
purpose or function, then such activities will not be unrelated to the exempt purpose of the
community center. However, the IRS pointed out that the community center may not rely on the
exempt purpose or function of the charitable organization to which the works of art are loaned.
The purpose of the loan must be to further the exempt purpose of the community center.
5.

Appraisals — General Rules

Section 170(a)(1) expressly declares that a charitable contribution is deductible
only if it is verified in the manner required by IRS regulations. Under prior law there was no
specific statutory requirement that donors obtain appraisals to verify the fair market value of
their donations. Rather than amend Code section 170(a)(1) to include the substantiation
requirements, section 155(a) of the Tax Reform Act of 1984 requires the Treasury Department to
issue regulations under section 170 that incorporate the charitable deduction substantiation
requirements of section 155(a). Therefore, effective January 1, 1985, no income tax charitable
13
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deduction is allowed for any contribution of property for which an appraisal is required under the
Tax Reform Act of 1984 unless the substantiation requirements of the regulations are met.
Final regulations encompassing the rules contained in section 155(a) of the Tax
Reform Act of 1984 were issued on May 4, 1988.25
The rules apply to any charitable contribution made after December 31, 1984, by
an individual, closely held corporation, personal service corporation, partnership, or S
corporation of an item of property (other than money or publicly traded securities) the claimed
value of which exceeds $5,000.26 The $5,000 amount applies to a single item of property or to
the aggregate of similar items of property donated during one calendar year, such as a set or
number of stamps, coins, lithographs, or books. According to the General Explanation of the Tax
Reform Act of 1984, similar items of donated property are aggregated whether all the items are
donated to one donee or the items are donated to two or more donees. For example, the
substantiation requirements apply if the taxpayer claims a deduction in one year of $2,000 for
rare books given to College A, $2,500 for rare books given to Museum B, and $900 for rare
books given to Public Library C,27 a total of $5,400, which is $400 over the approved limit.
If the $5,000 limit is reached, the taxpayer must meet the following substantiation
requirements:
1.

Obtain a qualified appraisal for the property contributed;

2.

Attach a fully completed appraisal summary to the tax return on which the
donor first claims the deduction for the contribution; and

3.

Maintain records containing certain specific information about the
contribution.

It is crucial to keep in mind that if a taxpayer does not conform strictly to the
substantiation requirements, no deduction is allowed under section 170.28
A.

Qualified Appraisal.

The term "qualified appraisal" means an appraisal prepared by a qualified
appraiser not earlier than sixty days before the date of the contribution of the appraised property.
25

Treas. Reg. § 1.170A13.

26

Tax Reform Act of 1984, § 155(a)(2); Treas. Reg. § 1.170A13(c)(1).

Joint Committee on Taxation Staff, General Explanation of the Revenue Provisions of the Tax
Reform Act of 1984, at 506 (1984).
27

Treas. Reg. § 1.170A13(c)(l). See Bond v. Commissioner, 100 T.C. 32 (1993); D'Arcangelo
v. Commissioner, 68 T.C.M. (CCH) 1223 (1994); John L. Louderback v. Commissioner, 69
T.C.M. (CCH) 1675 (1995).
28
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29

The appraisal must be signed and dated by a qualified appraiser who charges an appraisal fee
that is not based on a percentage of value and that contains the following information:
4.

A detailed description of the property;

5.

The physical condition of the property;

6.

The date or expected date of the contribution;

7.

The terms of any agreement or understanding entered into or expected to
be entered into by or on behalf of the donor that relates to the use, sale, or
other disposition of the property contributed;

8.

The name, address, and taxpayer identification number of the appraiser;

9.

A detailed description of the appraiser's background and qualifications;

10.

A statement that the appraisal was prepared for income tax purposes;

11.

The date on which the property was valued;

12.

The appraised fair market value of the property;

13.

The method of valuation used to determine the fair market value;

14.

The specific basis for the valuation, such as any specific comparable sales
transactions; and

15.

A description of the fee arrangement between the donor and the appraiser.

Obviously, the cost to the taxpayer of having a qualified appraisal prepared is
going to be high because of the detailed information required. A separate qualified appraisal is
required for each item of property that is not included in a group of similar items of property. If
the appraisal is for a group of similar items, the detailed information is required for each
individual item other than items worth less than $100, for which a group description is allowed.
The qualified appraisal must be received by the donor before the due date
(including extensions) of the taxpayer's return.30 That deadline is extremely important, since the
entire charitable deduction is lost if that provision is not complied with.

29

Tax Reform Act of 1984, § 155(a)(2); Treas. Reg. § 1.170A13(c)(3)(i).

30

Treas. Reg. § 1.170A13(c)(3)(iv)(B).
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B.

Qualified Appraiser.

The term "qualified appraiser" means31 an individual who holds himself or herself
out to the public as an appraiser who is an expert as to the particular type of property being
appraised; who understands that, if he or she makes a false or fraudulent overstatement of value,
he or she may be subject to a civil penalty under section 6701; and who is completely
independent of the donor. To be independent of the donor, the qualified appraiser cannot be the
donor or the donee, a party to the transaction in which the donor acquired the property,32 a person
employed by any of the foregoing, or a person related (within the meaning of section 267(b)) to
any of the foregoing.
For example, if a person acquired a painting from an art dealer and later donated
the painting to a museum, the donor, the dealer who sold the painting, the museum, any person
employed by the donor or the dealer or the museum, or any person related to any of the
foregoing is not a qualified appraiser. The regulations are so broad that they appear to disqualify
an auction house from being a qualified appraiser if the donor had purchased the property at
auction from that auction house.
The final regulations also disqualifies someone who regularly performs appraisals
for a person who is not otherwise excluded from being a qualified appraiser and does not do a
substantial number of appraisals for other persons,33 for example, someone who performs
appraisals for only one person. Also excluded as a qualified appraiser is any person who, if the
donor had knowledge of the facts, would cause a reasonable person to expect that the appraiser
would falsely overstate the value of the donated property. For example, the donor and the
appraiser make an agreement concerning the amount at which the property will be valued, and
the donor knows that the amount exceeds the fair market value of the property.
It is crucial that the appraiser selected be a "qualified appraiser,” because if the
donor chooses unwisely and the appraiser is later found to be disqualified, the entire charitable
deduction is lost, since it is then too late to cure the defect.34 In order to obtain the income tax
deduction, a qualified appraisal prepared by a qualified appraiser must be attached to the income
tax return.

31

Tax Reform Act of 1984, § 155(a)(2); Treas. Reg. § 1.170A13(c)(5)(i).

Treas. Reg. § 1.170A13(c)(5)(iv)(B) does allow a party to the transaction to be a qualified
appraiser if the property is donated within two months of the date of acquisition and its appraised
value does not exceed its acquisition price.
32

33

Treas. Reg. § 1.170A13(c)(5)(iv)(F).

If the appraiser is not a "qualified appraiser," he or she cannot prepare a "qualified appraisal,"
and, therefore, the donor cannot attach a qualified appraisal to his or her return when it is due.
The question of who is a qualified appraiser is raised on audit, a time after the due date of the
donor's tax return. See Treas. Reg. § 1.170A13(c)(3)(i)(A). See cases cited in note 28, supra.
34
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C.

Appraisal Summary.

Regulation section 1.170A13(c)(4) sets forth the required information that must
be on the "appraisal summary" that must be attached to the donor's income tax return. In
February 1985 the IRS issued form 8283 (Noncash Charitable Contributions Appraisal
Summary); the latest version of form 8283 was issued in December 2006. Completion of form
8283 will satisfy the appraisal summary requirements. The instructions for form 8283 no longer
require that for works of art with an aggregate value of $20,000 or more that there be attached to
form 8283 an 8" x 10" color photograph (or a color transparency no smaller than 4" x 5").
However, a signed copy of the full appraisal must be attached to form 8283 and a photograph
must be made available to the Internal Revenue Service upon request. It is important to note that
form 8283 must be signed and dated by both the appraiser and the donee charitable organization.
The person signing on behalf of the donee must be an official authorized to sign the tax returns
of the donee organization or a person designated by the donee organization to sign form 8283.
The instructions also require that the donor must provide the donee with a copy of the qualified
appraisal. On February 1, 2011 the IRS changed the threshold for works of art that are subject to
review by the Art Panel from $20,000 to $50,000. To date there has not been a corresponding
change in Form 8283 or the accompanying instructions.
If the taxpayer fails to attach the required appraisal summary to his or her tax
return, the IRS can disallow the entire charitable deduction. However, regulation section
1.170A13(c)(4)(iv)(H) does allow a taxpayer to submit the appraisal summary within ninety
days after the IRS requests it, and the IRS will not disallow the charitable deduction if the
taxpayer's failure to attach the appraisal summary was a goodfaith omission.
D.

Appraisal Fee.

The fee paid to the appraiser cannot be based on a percentage of the appraised
value of the donated property.35
E.

Guiding Principle.

The foregoing is only a brief summary of the new rules. In the future, the IRS
may issue Revenue Rulings and other guidelines to clarify numerous unanswered questions. In
the meantime, extreme care must be exercised in choosing the appraiser in order to make sure
that he or she is an expert in the field and is not disqualified from preparing a "qualified
appraisal" for the donor. It is also important to keep in mind that if the $5,000 claimed deduction
amount is reached for a contribution of property, the new appraisal rules apply whether the
donated property is capitalgain or ordinaryincome property, whether the property has
appreciated or depreciated in value since its acquisition by the donor, and whether the donee is a

Treas. Reg. § 1.170A13(c)(6)(i). There is one narrow exception for fees paid to an association
that regulates appraisers.
35
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public charity, a private foundation, or some other donee eligible to receive contributions that
may qualify for deduction under section 170.36
6.

Examples
The following examples illustrate the foregoing rules.

Example 1: Ms. Collector received a painting as a gift from a littleknown artist.
The painting had a basis at the time of the gift of $100, representing the artist's cost for paint,
canvas, and brushes. Twenty years later, after the artist had become famous, the painting has a
fair market value of $10,000. If Ms. Collector now contributes the painting to an art museum, her
maximum charitable deduction is $100, because the property contributed is ordinary income
property. The entire $9,900 of appreciation in value is lost as a charitable deduction.
Example 2: Mr. Collector has a contribution base of $100,000. He contributes
capital gain property with a fair market value of $50,000, in which he has a basis of $10,000, to a
public charity. If the contribution satisfies the related use rule and there is a qualified appraisal
by a qualified appraiser, Mr. Collector is allowed a deduction of $30,000 (30 percent of
$100,000) and a carryover of $20,000. If the contribution does not satisfy the related use rule,
Mr. Collector is allowed a deduction of $10,000 ($50,000 minus $40,000 appreciation equals
$10,000), and there is no carryover. If there is not a qualified appraisal by a qualified appraiser,
Mr. Collector would not be allowed any deduction.
Example 3: Mr. Collector has a contribution base of $100,000. He contributes
capital gain property with a fair market value of $60,000 in which he has a basis of $40,000 to a
public charity. If the contribution satisfies the related use rule and there is a qualified appraisal
by a qualified appraiser, Mr. Collector is allowed a deduction of $30,000 (30 percent of
$100,000) and a carryover of $30,000. If the contribution does not satisfy the related use rule or
the election to increase the deduction is made, Mr. Collector is allowed a deduction of $40,000
($60,000 minus $20,000 appreciation equals $40,000), and there is no carryover.
III.

PENSION PROTECTION ACT OF 2006  ART WORLD PROVISIONS

The Pension Protection Act of 200637 (hereafter the "PPA") added new section
170(e)(7)(A) that provides if a charitable organization receives appreciated tangible personal
property as a charitable contribution and disposes of the property within three years of receiving
it, the donor may not derive any tax benefit beyond a deduction in the amount of the property's
basis.38 However, this rule will not apply if the donee provides a "certification" from the donee

36

General Explanation, supra note 27, at 506.

37

The Pension Protection Act of 2006 (PPA), P.L.109280, August 17, 2006.

38

I.R.C. § 170(e)(7)(C).
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charity that the property was intended to be used or was put to a use related to the donee's
exempt purpose.39
It is important to make sure that a proper paper trail shows that it was reasonable
for the taxpayer to anticipate that the property would not be put to an unrelated use by the donee.
40

A.

Related Use Reporting.

Prior to the PPA the IRS required the donee charity to file IRS form 8282 if the
donee charity disposes of the property within two years of receipt. Presumably this would give
the IRS the opportunity to audit the donortaxpayer's income tax return if the price the donated
item was sold for was less than the deduction claimed by the donor. Under the PPA the reporting
requirement is increased to apply to dispositions made within three years after receipt by the
donee charity41. Obviously, there is a new focus on the actual use the charity makes of the
donated property. In addition, the information that must be reported now includes a description
of the donee's use of the property and a statement indicating whether its use was related to its
exempt purpose or function. If the donee charity does indicate a related use, it must include with
the disclosure form the certification discussed below. Form 8282 was revised as of April 2009.
Where there is no "certification" and a donee organization sells, exchanges, or
otherwise disposes of the applicable property in the donor's tax year in which the contribution
was made, the donor's deduction is limited to basis and not fair market value.42 If the donated
property is disposed of by a donee organization in a subsequent year within three years of the
contribution, the donor must include as ordinary income for the year in which the disposition
occurs an amount equal to the excess (if any) of (i) the amount of the deduction previously

39

I.R.C. § 170(e)(7)(B).

See also Priv. Ltr. Rul. 8536022 (condominium to charity: unrelated use); Priv. Ltr. Rul.
8439005 (manuscripts to university: related use); Priv. Ltr. Rul. 8333019 (art collection to
museum: related use); Priv. Ltr. Rul. 9452026 (musical instrument to be sold: unrelated use);
Priv. Ltr. Rul. 9303007 (paintings to museum: related use); Priv. Ltr. Rule. 7911109 (lithographs
to numerous schools: related use); Priv. Ltr. Rul. 7934082 (fractional interest in painting to
museum: related use); Priv. Ltr. Rul. 9303007 (fractional interest in painting to museum: related
use); Priv. Ltr. Rul. 9452026 (violin to charitable remainder trust: no related use); See Coleman
v. Commissioner, 56 T.C.M. (CCH) 710 (1988) (horse to American Cancer Society: unrelated
use); Jennings v. Commissioner, 56 T.C.M. (CCH) 595 (1988) paintings to cancer society,
hospital, and college: unrelated use); Priv. Ltr. Rul. 9833011 (paintings to Jewish Community
Center: related use).
40

41

I.R.C. § 6050L(a)(l).

42

I.R.C. § 170(e)(7).
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claimed by the donor as a charitable contribution with respect to such property, over (ii) the
donor's basis in such property at the time of the contribution.43
The limitation on the deduction in the first tax year or the recapture of the tax
benefit in a subsequent year does not apply if the donee organization makes a "certification" to
the IRS. A certification44 is a written statement signed under penalty of perjury by an officer of
the donee organization which either—
1.

certifies that the property's use was related to the donee's exempt purpose
or function and describes how the property was used and how such use
furthered the exempt purpose of function; or

2.

states the intended use of the property by the donee at the time of the
contribution and certifies that such intended use became impossible or
infeasible to implement.

In essence, the claim that donated property was put to an exempt use now triggers
much more scrutiny if the donee organization does not retain that property at least until the end
of the third year after the property was donated.
These new rules do not apply to any contribution of exempt use property with a
claimed value of $5,000 or less.
B.

Related Use Penalty.

In conjunction with the new recapture rules discussed above, there is a new
penalty for the fraudulent identification of exempt use property.45 In addition to any criminal
penalty, any person who identifies applicable property (as defined in section 170(e)(7)(C)) as
having a use that is related to the donee's exempt purpose or function and who knows that the
contributed property is not intended for such a use, is subject to a $10,000 penalty.
2.

Qualified Appraisal

The PPA revised the definition of a "qualified appraisal"46 to mean an appraisal of
property which is:

43

I.R.C. § 170(e)(7)(A); I.R.C. § 170(e)(l)(B)(i).

44

I.R.C. § 170(e)(7)(D).

45

I.R.C. § 6720B.

46

I.R.C. § 170(f)(ll)(E)(i).
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1.

treated as a qualified appraisal under the regulations or other guidance
prescribed by the IRS; and

2.

conducted by a qualified appraiser in accordance with generally accepted
appraisal standards and any regulations or other guidance prescribed by
the IRS.

Effective for returns filed after February 16, 2007, the appraisal must contain a
declaration that the appraiser understands that a substantial or gross valuation misstatement
resulting from an appraisal of the value of property that the appraiser knows, or reasonably
should have known, would be used in connection with a return or claim for refund, may subject
the appraiser to a civil penalty under section 6695A.47 This statement is in addition to the
requirement that the appraisal contain a statement that the appraiser understands that an
intentionally false or fraudulent overstatement of the value of the appraised property may subject
the appraiser to civil penalty under IRC § 6701 for aiding and abetting an understatement of tax
liability.
The existing IRC regulations still apply requiring that the appraisal not be
prepared more than sixty days before the date of the contribution of the appraised property and
that the appraisal be signed and dated by a qualified appraiser who charges an appraisal fee that
is not based on a percentage of the value of the appraised property.48 The qualified appraisal
must contain the following information:

47

Notice 200696, 200646 IRB 902, § 3.04(2).

48

Treas. Reg. § 1.170A13(c)(3).
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1.

A detailed description of the property

3.

The physical condition of the property

4.

The date or expected date of the contribution

5.

The terms of any agreement or understanding entered into or expected to
be entered into by or on behalf of the donor that relates to the use, sale, or
other disposition of the property contributed

6.

The name, address, and taxpayer identification number of the appraiser

7.

A detailed description of the appraiser's background and qualifications

8.

A statement that the appraisal was prepared for income tax purposes

9.

The date on which the property was valued

10.

The appraised fair market value of the property

11.

The method of valuation used to determine the fair market value

12.

The specific basis for the valuation, such as any specific comparable sales
transactions

13.

A description of the fee arrangement between the donor and the appraiser

Obviously, the cost to the taxpayer of having a qualified appraisal prepared is
going to be high because of the detailed information required. A separate qualified appraisal is
required for each item of property that is not included in a group of similar items of property. If
the appraisal is for a group of similar items, the detailed information is required for each
individual item other than items worth less than $100, for which a group description is allowed.
The qualified appraisal must be received by the donor before the due date
(including extensions) of the taxpayer's income tax return.49 That deadline is important, since the
entire charitable deduction is lost if the taxpayer does not comply with that provision.
3.

Qualified Appraiser

The PPA now includes in the Internal Revenue Code a definition of a "qualified
appraiser" to mean an individual who:
50

49

Treas. Reg. § 1.170A13(c)(3)(iv)(B).

50

I.R.C.§170(f)(ll)(E)(ii),(iii).
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1.

has earned an appraisal designation from a recognized professional
appraiser organization, or has otherwise met minimum education and
experience requirements set forth in regulations;

2.

regularly performs appraisals for pay; and

3.

meets other requirements that the IRS may prescribe in regulations or
other guidance.

An individual cannot be a qualified appraiser with respect to any specific
appraisal unless he:
1.

demonstrates verifiable education and experience in valuing the property
type being appraised; and

2.

has not been prohibited from practicing before the IRS at any time over
the past three year period ending on the appraisal date.

It is now imperative that the donor check the credentials of the appraiser in order
to ensure that the appraiser is an expert in the item being appraised. In other words, an expert
appraiser for Dutch 17th century drawing will not be the correct appraiser for a work of
contemporary art.
The existing IRC regulations still apply regarding the independence of the
appraiser. Under these IRC regulations51 the term "qualified appraiser" means an individual who
holds himself out to the public as an appraiser who is an expert as to the particular type of
property being appraised; who understands that if he makes a false or fraudulent overstatement
of value, he may be subject to a civil penalty under section 6701; and who is completely
independent of the donor. To be independent of the donor, the qualified appraiser cannot be the
donor or the donee, a party to the transaction in which the donor acquired the property, a person
employed by any of the foregoing, or a person related (within the meaning of section 267(b)) to
any of the foregoing.
For example, if a person acquired a painting from an art dealer and later donated
the painting to a museum, the donor, the dealer who sold the painting, the museum, any person
employed by the donor or the dealer or the museum, or any person related to any of the
foregoing is not a qualified appraiser. The regulations are so broad that they appear to disqualify
an auction house from being a qualified appraiser if the donor had purchased the property at
auction from that auction house.
The final regulations adopted on May 4, 1988, did retain the provision that
disqualifies someone who regularly performs appraisals for a person who is not otherwise
excluded from being a qualified appraiser and does not do a substantial number of appraisals for
other persons—for example, someone who performs appraisals for only one person. Also
excluded as a qualified appraiser is any person who, if the donor had knowledge of the facts,
51

Treas. Reg. § 1.170A13(c)(5)(i).
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would cause a reasonable person to expect that the appraiser would falsely overstate the value of
the donated property. For example, the donor and the appraiser make an agreement concerning
the amount at which the property will be valued, and the donor knows that the amount exceeds
the fair market value of the property.
The appraiser selected must be a qualified appraiser because, if the donor chooses
unwisely and the appraiser is later found not to be a qualified appraiser, the entire charitable
deduction is lost, since it is then too late to correct the defect.52 In order to obtain the income tax
deduction, the taxpayer must attach to the income tax return a qualified appraisal prepared by a
qualified appraiser.
There is a new penalty to be assessed against appraisers for certain types of
valuation misstatements under section 6695 A. A person who prepares an appraisal of property
must pay a penalty if: (1) he knows or reasonably should have known, that the appraisal would
be used in connection with a federal tax return or refund claim; and (2) the claimed value of the
appraised property results in a substantial valuation misstatement or a gross valuation
misstatement related to income tax. The penalty is the lesser of: (l)the greater of $1,000 or 10
percent of the tax underpayment amount attributable to the misstatement; or (2) 125 percent of
the gross income received by the appraiser for preparing the appraisal. However, no penalty is
imposed if the appraiser establishes that the appraised value of the property was more likely than
not the proper value for the property, section 6695 (A)(c).
A.

Notice 200696New Appraisal Requirements.

Notice 200696 issued by the IRS in October 2006, offers some guidance as to the
new appraisal rules introduced by the Pension Protection Act of 2006.53. According to the
Notice, an appraisal will be treated as a qualified appraisal under the new rules if the appraisal
complies with all the requirements of the existing IRS regulations and is conducted by a
qualified appraiser in accordance with generally accepted appraisal standards. An appraisal is
treated as having been conducted in accordance with generally accepted appraisal standards if,
according to the Notice, the appraisal is consistent with the substance and principles of the
Uniform Standards of Professional Appraisal Practice ("USPAP"), as developed by the Appraisal
Standards Board of the Appraisal Foundation.54
An appraiser will be treated as having demonstrated verifiable education and
experience in valuing the type of property subject to the appraisal if the appraiser makes a
declaration in the appraisal that, because of the appraiser's background, experience, education
and membership in professional association, the appraiser is qualified to make appraisals of the
type of property being valued. For appraisals for returns filed after February 16, 2007, the
Treas. Reg. § 1.170A13(c)(3)(i)(A); D'Arcangelo v. Commissioner, 68 T.C.M. (CCH) 1223
(1994); Louderback v. Commissioner, 69 T.C.M. (CCH) 1675 (1995); Bond v. Commissioner,
100 T.C. 32 (1993).
52

53

Notice 200696,200646 IRB 902, 10/19/2006.

54

Id. at § 3.02(2).
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appraiser will be treated as having met the minimum education and experience requirements if
the appraiser has (i) successfully complete college or professionallevel coursework that is
relevant to the property being valued, (ii) obtained at least two years' experience in the trade or
business of buying, selling, or valuing the type of property being valued, and (iii) the appraiser
gives a full description of his educational background.55
IV.

NEW PENALTY RULES

The Revenue Reconciliation Act of 1989 attempted to streamline rather complex
provisions and to provide a fairer and more effective penalty system. Currently, section 6662
consolidates the generally applicable penalties relating to the accuracy of tax returns into one
accuracyrelated penalty equal to 20% of the portion of the underpayment to which the penalty
applies. The PPA (effective August 17, 2006) further modified the thresholds for the application
of the penalties.
For income tax purposes, there is a "substantial valuation misstatement" if the
value of a work of art contributed to charity is 150% or more of the amount determined to be the
correct amount of the valuation.56 The 20% penalty is increased to 40% if the discrepancy is
200% or more, a "gross valuation misstatement."57 No penalty is imposed for an underpayment
of tax resulting from a substantial overvaluation of a charitable deduction for a work of art if it is
shown that there was reasonable cause for the underpayment and if the taxpayer acted in good
faith with respect to the underpayment.58 However, that exception does not apply unless (1) the
claimed value of the property was based on a qualified appraisal made by a qualified appraiser
and (2) the taxpayer also made a goodfaith investigation of the value of the contributed
property. To satisfy the second requirement, the taxpayer should keep a diary or a memorandum
about his personal investigation of the value of the property.59 That is, there should be careful
documentation of the taxpayer's investigation of the property's value. Under section 6662(e)(2),
at least $5,000 of additional tax must be due for the penalty to apply.
The reasonable cause exception for underpayments due to "gross valuation
misstatements" on charitable deduction property is eliminated effective August 17, 2006. The
reasonable cause exception does remain for a "substantial valuation misstatement".60

55

Id. at § 3.03(3)(b).

56

I.R.C. § 6662(e)(1).

57

I.R.C. § 6662(h)(1).

58

I.R.C. § 6664(c)(1).

59

I.R.C. § 6664(c)(2).

60

I.R.C. § 6664(c)(2).
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The willingness of the IRS to impose penalties in appropriate cases is illustrated
by the Jacobson61 case, which involved a stamp collector who had a collection of both postage
stamps and postal stationery, that is, firstdayofissue stamps that have passed through the mail.
The taxpayer had acquired 60,484 firstday pages, which he owned for approximately
twentyfive years. He never had any insurance on the contributive property, and he stored the
property in boxes in his bakery warehouse. The court took note of the facts that the warehouse
had a rodent problem, was very hot during the summer, and had almost no security. The taxpayer
claimed a deduction for the donated stamp property in the amount of $949,030, but the tax court
held that the correct value was $12,973. The question was then presented whether the section
6662(h)(2)(A) 40%o penalty applies since there was a gross valuation misstatement, that is, the
value of the property claimed on the tax return ($949,030) was 400% or more of the amount
determined to be the correct value ($12,973). The taxpayer said he relied on his appraisal in
claiming the $949,030 deduction and that he therefore acted reasonably even though the court
found that the valuation was too high. The court pointed out that there is a twopart requirement
to avoid the penalty: There must be reasonable cause for the taxpayer's position and the taxpayer
must have acted in "good faith." The goodfaith exception applies only if (1) the claimed value of
the property was based on a "qualified appraisal" made by a "qualified appraiser" and (2) in
addition to obtaining such an appraisal, the taxpayer made a goodfaith investigation of the value
of the contributed property. The court found that the taxpayer had not acted in good faith,
because his conduct with respect to the contributed property was not consistent with a taxpayer's
behavior if the property had substantial value: That is, there was no insurance; the property was
inappropriately stored in a hot, rodentinfested warehouse; there was no security; and it was not
treated like property that had a value of almost $1 million. Accordingly, the court assessed the
penalty.
For estate and gift tax purposes, section 6662(g)(1) imposes the 20% penalty if
the value of any property claimed on an estate or gift tax return is 50% or less of the amount
determined to be correct. If the understatement is attributable to a gross valuation misstatement
of 25% or less of the correct amount, the penalty amount is increased to 40% of the
underpayment. At least $5,000 of additional tax must be due for the penalty to apply.62
Unlike the income tax law, estate and gift tax laws do not require a qualified
appraisal by a qualified appraiser. The IRS has discretionary authority to waive all or part of the
section 6662 penalty if the taxpayer establishes that there was a reasonable basis for the
valuation claimed and that the claim was made in good faith.
The section 6662(g) penalty appears to apply for estate and gift tax purposes only
to valuation understatements, not to overstatements. Therefore, if a decedent bequeathed artwork
to a museum and an estate tax charitable deduction is claimed, no section 6662 penalty is
imposed if the IRS determines that the work had a smaller value than that claimed on the estate
tax return. In most cases, the estate tax does not increase or decrease in the case of a valuation
overstatement of a charitable bequest, since the size of the gross estate increases as the charitable
61

Jacobson v. Commissioner, 78 T.C.M. (CCH) 930 (1999).

62

I.R.C. § 6662(g).
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deduction increases; the two cancel each other out, leaving only the remainder subject to the
estate tax. Therefore, the section 6662 penalty should generally not apply to an estate charitable
bequest that may be overstated in value. However, a valuation overstatement of a work of art
could increase the executor's commission (which is deductible on the estate tax return) and have
the net effect of decreasing the estate tax.
A section 6662 penalty could be applied in an estate tax situation for income tax
purposes. For example, when the unlimited marital deduction applies or when the estate is less
than the estate tax exemption equivalent (that is, less than $5,120,000 in year 2012), there is no
estate tax. However, any artwork, as well as other tangible property of the estate, receives a
stepup in basis equal to the estate tax value. If the artwork that was overvalued for estate tax
purposes is later sold at a loss, the estate or the heirs have a capital loss that may be deductible
under section 165(c)(2). If the loss claimed to reduce the income tax results from the
overvaluation, the IRS can invoke the penalty provisions of section 6662.
V.

CHECKLIST FOR COLLECTORS
To maximize the charitable deduction, the donor should:
o

Make the contribution of appreciated tangible personal property to a public charity;

o

Be sure that the contribution satisfies the related use rule;

o

Make the contribution only with longterm capital gain property; and

o

Be sure that there is a qualified appraisal by a qualified appraiser of the contributed
property.

A deed of gift should be used, and formal acceptance by the charitable organization
should be indicated thereon, as set forth in form 2 attached. In addition, the deed of gift should
be drafted in such a manner that it supports the taxpayer's compliance with the related use rule,
and it should also require the donee organization to sign IRS form 8283. Before the gift is made
there should be discussion and correspondence with the charitable organization to make sure that
the related use rule is met. The correspondence should establish the proof necessary to meet the
related use rule. Consideration should be given to the special election to increase the charitable
deduction from 30 to 50 percent when the appreciation in the value of the property is relatively
small. After the donor dies, there is no carryover of any remaining contribution deduction to his
or her estate. See forms 1, 2, and 3 attached to this article.
Before making the contribution, the donor should do the following:
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1.
2.
3.

Check the type of organization — public charity or private charity;
Check the type of property — capital gain property or ordinary income
property;
Check compliance with the related use rule;

4.

Consider the special election to increase the deduction from 30 to 50
percent;

5.

Prepare the deed of gift and have it signed by the donor and the donee
organization;

6.
7.
8.

Obtain a qualified appraisal by a qualified appraiser;
Make sure IRS form 8283 is completed by the donee organization and the
appraiser and that it is attached to the taxpayer's income tax return;
Obtain the necessary photographs for property in excess of $20,000;

9.

File the gift tax return if required — under the Taxpayer Relief Act of 1997
a gift tax return is no longer required for the outright charitable transfer of
the donor's entire interest in the property transferred to a charitable
organization; and

10.

Maintain the documentation for the income tax return required by the
income tax regulations.

If the $5,000 claimed deduction amount is reached, the new appraisal rules apply whether
(1) the donated property is capital gain property or not, (2) the property has appreciated or
depreciated in value since its acquisition by the donor, (3) the donee is a public charity or a
private foundation, and (4) the related use rule is or is not satisfied.
VI.

PARTIAL INTER VIVOS CHARITABLE TRANSFERS
1.

Fractional Gifts To Charitable Organizations
A.

Fractional GiftsPrior to August 2006.

Prior to August 17, 2006 the collector who wanted to give away a collection and
still enjoy its possessions on a parttime basis could convey an undivided fractional interest in
the property to a charity. The transfer of an undivided fractional interest was not a transfer of a
future interest than ran afoul of section 170(a)(3) or section 170(f).63 Therefore, an immediate
charitable deduction was allowable for the value of the undivided fractional interest donated. In
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Treas. Reg. §§ 1.170A5(a)(2); 1.170A7(b)(l)(i); I.R.C. § 170(f)(3)(B)(ii).
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the case of James I. Winokur,64 the court held that it is the right to entitlement or possession, not
actual physical possession, that controls whether a purported present interest is to be regarded as
a future interest.
For example, Ms. Collector transfers an undivided onefourth present interest in a
painting to an art museum by deed of gift. She is entitled to the possession of the painting for
nine months each year, and the museum is entitled to possession for three months each year. Ms.
Collector can deduct onefourth of the fair market value of the painting as a charitable
contribution on the date of the gift, subject to the permissible maximum.
The IRS position is to accept as the allowable charitable deduction the undivided
percentage of the fair market value given to the charitable organization. Presumably, that
position is based on Revenue Ruling 57293,65 which gives a specific example covering that
situation. The part of that ruling dealing with a gift of a future interest is no longer applicable
because of section 170(f).
B.

Fractional GiftsAfter August 17,2006.

The Internal Revenue Service was concerned that there was abuse of the
fractional gift technique  that is, situations were discovered where a taxpayer claimed a
deduction for a fractional interest in a work of art yet retained physical possession of the donated
property for the full year. Under new section 170(o) introduced by the PPA, effective for
contributions made after August 17, 2006, fractional gifts are no longer desirable.
C.

Valuation Limitation.

Under section 170(o), the collector's initial contribution of a fractional interest in
a work of art is determined as under current law and described above (full fair market value
times the fractional interest donated). For purposes of determining the deductible amount of each
additional contribution in the same work of art, the fair market value of the donated item is now
limited to the lesser of: (1) the value used for purposes of determining the charitable deduction
for the initial fractional contribution; or (2) the fair market value of the item at the time of the
subsequent contribution.66 For example, the collector who gives away a 50 percent interest in a
painting when it is worth $1,000,000 would still be able to claim a $500,000 deduction.
However, when the collector donates the remaining 50 percent interest 10 years later when the
painting is work $2,000,000, the collector's donation would be limited to 50 percent of the initial
fair market value of $1,000,000, that is $500,000, not 50 percent of the $2,000,000 current value.

Winokur v. Commissioner, 90 T.C. 733 (1988). See also Priv. Ltr. Rul. 8333019; Priv. Ltr.
Rul. 8535019.
64

Rev. Rul. 57293, 19572 C.B. 153. See also Priv. Ltr. Rul. 7728046; Priv. Ltr. Rul. 7934082;
Priv. Ltr. Rul. 9303007; Priv. Ltr. Rul. 200223013.
65

66

I.R.C. § 170(o)(2).
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D.

Timing Limitation.

The collector must complete the donation of his entire interest in the work of art
before the earlier of (1) ten years from the initial fractional contribution or (2) the donor's death.
67
If the donee charity is no longer in existence, the collector's remaining interest may be
contributed to another section 170(c) organization.
E.

Use Limitation.

Under the new provisions, the donee charity of a fractional interest in a work of
art must (1) have substantial physical possession of the work of art during the donor allowed
possession period (maximum of 10 years) and (2) use the work of art for an exempt use during
such period  satisfy the related use rule.68 The Joint Committee on Taxation Report69 (the JCT
Report) gives an example of an art museum described in section 501(c)(3) that is the donee of a
fractional interest in a painting which includes the painting in an art exhibit sponsored by the
museum, such use generally will be treated as satisfying the relateduse requirement. However,
the JCT Report contains no example as to the meaning of "substantial physical possession". For
example, if a collector donates a 10 percent fractional interest in a painting to a museum and
plans on donating the remaining 90 percent 10 years later, does the collector violate the
substantial physical possession rule if the museum only has physical possession during the 10
year period for 10 percent of such period? The regulations will need to clarify this provision
although, if the museum has physical possession for a period of time equal to the donated
percentage interest, that should be sufficient to satisfy this requirement.
F.

Recapture of Deduction.

If the collector violates the 10 year timing limitation or the use limitation (the
substantial possession or relateduse requirement), then the collector's charitable income and gift
tax deductions for all previous contributions of interests in the work of art are recaptured plus
interest.70 In any case in which there is a recapture of a deduction, the statute also imposes an
additional tax in an amount equal to 10 percent of the amount recaptured.
G.

Denial of Deduction.

No income or gift tax deduction is allowed for a contribution of a fractional
interest in a work of art unless immediately before such contribution all interests in the work of

67

I.R.C. § 170(o)(3)(A)(i).

68

I.R.C. § 170(o)(3)(A)(ii).

Staff of the Joint Committee on Taxation, "Technical Explanation of H.R.4, The Pension
Protection Act of 2006".
69

70

I.R.C. § 170(o)(3)(A).
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art are owned (1) by the collector or (2) by the collector and the donee organization.71 The IRS is
authorized to make exceptions to this rule in cases where all persons who hold an interest in the
work of art make proportional contributions of undivided interests in their respective shares of
such work of art to the donee organization. For example, if collector A owns an undivided 50
percent interest in a painting and his brother, collector B owns the other undivided 50 percent
interest in the same painting, the IRS may under regulations to be issued, provide that A may
take a deduction for a charitable contribution of less than the entire interest held by A, provided
that both A and B make proportional contributions of undivided fractional interests in their
respective shares of the painting to the same donee organization (e.g., if A contributes 25 percent
of A's interest and B contributes 25 percent of B's interest).
H.

Danger of Fractional Gifts and the Repeal.

The PPA contained similar limitations as described above for gift and estate tax
purposes.
Like the income tax provision, the estate tax provision limited the estate tax
charitable deduction to the lesser of: (1) the fair market value at the time of the initial fractional
contribution; or (2) the fair market value at the time of the subsequent contribution.73 In order to
avoid the recapture of the income tax deduction, the transfer to the donee charity must be
completed on the earlier often (10) years from the initial contribution or the donor's death. For
example, the collector who gives away a 50 percent interest in a painting to a museum when it is
worth $1,000,000 would receive a $500,000 income tax deduction. If the collector dies four
years later when he still owns the remaining 50 percent interest and if the painting is then worth
$2,000,000 his estate tax charitable deduction is limited to $500,000, that is, 50 percent of the
initial value of $1,000,000 for the 50 percent interest. This would mean that the collector's estate
would have a 50 percent interest in a painting going to a museum with a value of $1,000,000 (for
the 50 percent interest) for which the estate was only entitled to a $500,000 deduction resulting
in the estate having to pay an estate tax on the remaining $500,000. This is a trap for the
uninformed and was not the result intended by the legislation. On December 29, 2007, President
Bush signed the Tax Technical Corrections Act of 2007 (P.L. 110172). The Act repealed the
changes made to the estate tax and the gift tax that resulted in the tax trap described above in this
paragraph. The net effect of this change is as if the special valuation limitation (value at time of
initial gift) never existed for estate and gift tax purposes.
72

I.

Future Planning.

If the valuation limitation described above is corrected, then fractional gifts may
still be useful for a collector who owns a very valuable work of art and therefore needs to spread
the deduction for the initial value over a 12 year period (year of donation plus 5 year carryover
for two transfers). For example, assume a painting with a fair market value of $5,000,000 owned
by an individual with an average yearly adjusted gross income (AGI) of $1,000,000. Since the
maximum allowable charitable deduction is 30 percent of AGI, his maximum deduction if the
71

I.R.C. § 170(o)(l)(A).

72

I.R.C. § 2055(g); I.R.C. § 2522(e).

73

I.R.C. § 2055(g)(1).
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entire painting was donated is $1,800,000 ($300,000 x 6, i.e. 30 percent of AGI and a 5 year
carryover). If a onehalf fractional interest in the painting is donated, the same $1,800,000
deduction over a six year period is allowable (50 percent of $5,000,000 is $2,500,000). hi year
seven the individual can donate the remaining 50 percent interest in the painting and receive
another $1,800,000 deduction spread over the following six years. Since the initial value of the
painting is high, the individual would not be concerned with loss of the appreciation in value of
the painting as a deduction. However, until there is a change in the tax code this type of
fractional gift should not be made.
When the collector dies, the value of the undivided fractional interest that was
kept by the collector is included in his estate. Because of Revenue Ruling 57293, it is difficult to
argue that if the retained undivided interest is bequeathed to a noncharitable beneficiary, there
should be a discount for the minority undivided interest retained. In Estate of Robert C. Scull v.
Commissioner,74 the value of the decedent's 65% undivided interest in an art collection was
reduced by 5% to reflect the uncertainties involved in any acquisition of the interest, which was
the result of a divorce proceeding still being appealed. If the bequest is made to a person who
does not own the other part of the interest, the taxpayer should have a fair chance of convincing
the IRS to allow some discount for the fractional interest. If the bequest is made to a museum
that already owns a partial interest in the artwork, the estate tax charitable deduction should be
the percentage owned by the decedent multiplied by the full fair market value of the painting on
the decedent's date of death. Generally, before a museum will accept a fractional gift, it wants
assurances that it will receive the balance of the undivided interest when the collector dies. The
museum does not want to be left owning a fractional interest in a work of art with the donor's
heirs fighting over the remaining fractional interest. Therefore, the collector should always
discuss such a gift with the museum before making it.
Although, as discussed above, fractional donations to charity no longer make
sense, the following Private Letter Rulings are instructive for complete transfers of works of art
to charity. Private Letter Ruling 9303007 should be reviewed by anyone contemplating a
donation of works of art. The IRS ruled that the charitable deduction for the gift of an undivided
fractional interest equals the product of (1) the fraction and (2) the fair market value (determined
without regard to the existence of a certain loan agreement) of the entire work of art at the date
of the gift of the fractional interest.75 Under a giftloan agreement, the taxpayer in that private
letter ruling imposed conditions requiring continuous display of the collection and editorial
control over publicity concerning the collection. If those conditions were not complied with, the
collection would revert to the donor or his heirs. The IRS ruled that such conditions had no effect
on the gift, since the chance that the work would revert to the estate of the donor is so remote as
to be negligible.
When a fractional interest in a collection is donated to a charitable organization,
the organization usually requires the donor to promise to donate or bequeath the balance to the
organization. Private Letter Ruling 9303007 also states that when one promises to transfer
74

Estate of Robert C. Scull, deceased v. Commissioner, 67 T.C.M. (CCH) 2953 (1994).

75

Pri. Ltr. Rul. 9303007.
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property in the future, the gift tax consequences of the promise are judged as of the time at which
it is possible to determine that the transfer must be made and that the transfer will be of a
determinable amount. Therefore, the mere execution of a promisedgift agreement does not
constitute a taxable gift, because at that time it is not possible to determine that the future transfer
must be made by the donor. The promised gift could be satisfied by the donor's estate.
Private Letter Ruling 200223013 dealt with fourteen separate rulings pertaining to
the federal income, gift, and estate tax consequences of gifts of fractional interest in works of art
to be made by a married couple to a taxexempt museum. The proposed gift was subject to a
detailed and comprehensive gift and loan agreement (GLA) that contained a number of
restrictions and limitations. So long as the museum complied with the GLA, the donors were not
permitted to transfer during their lifetimes (or at the death of the first of them to die) by gift or
otherwise any item of artwork to any party other than to each other or the museum. If the
museum complied with the GLA, then the donors (or their legal representative) were obligated at
a date no later than the death of the last to die of the donors to transfer to the museum all of the
donors' remaining ownership interests in the artworks. If the museum breached the GLA, the
artwork was to be distributed to other charitable organizations. Under the GLA, the museum was
required to hold and display the artwork subject to numerous conditions, including that the
museum was required to obtain the donors' consent to any changes in the gallery or installation
design. In addition, the museum was permitted to deaccession any artwork, but only to the extent
such work was replaced with a similar item of artwork.
(1)

typified by the collection,

(2)

that is consistent with the spirit of the collection, and

(3)

that has a value substantially equal to the value of the deaccessioned
artwork in the collection.

Upon the death of the donors, these approval rights transferred to their daughter.
For income tax purposes, the IRS held, following the formula in Private Letter
Ruling 9303007, that the amount of the income tax deduction allowable for a fractional interest
is equal to the percentage of the artwork donated multiplied by the fair market value of the entire
artwork. No reduction in the amount of the income tax deduction is required because only a
fractional interest was donated or because of the restrictions placed on the donee with regard to
the artwork as described above.
For estate tax purposes, the IRS ruled that the approval rights retained by the
donor that pass to her successors in interest have no value for federal estate tax purposes under
sections 2031 and 2033. The IRS also ruled that because the artwork will pass to other charitable
organizations if the museum breaches the GLA, there is no possibility that the items will pass for
other than a charitable purpose as defined in section 2055(a) and, hence, the value of the bequest
will qualify for the federal estate tax charitable deduction under section 2055. Moreover, the IRS
determined that the amount includable in the donor's gross estate under sections 2031 and 2033
with respect to the retained undivided fractional interest is the fair market value of the item of
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artwork multiplied by the donor's fractional interest therein and that the amount deductible under
section 2055 with respect to such item is the value included in the donor's gross estate.
Finally, the IRS ruled with respect to the federal estate tax that when the donor
died the bequest to the donor's spouse of any retained fractional interest in the artwork will
qualify for the federal estate tax marital deduction permitted under section 2056(b)(7) (assuming
the required election is made). The ruling went on to confirm that the amount of the marital
deduction is the fair market value of the artwork (determined without regard to the existence of
the GLA) multiplied by the fraction of the artwork transferred to the surviving spouse. This
avoids any potential problem that the estate inclusion amount under section 2031 may not be the
same amount as either the charitable deduction under section 2044 or the marital deduction under
section 2056.
When considering whether or not to make a fractional gift to a museum, the donor
should also be aware of the following questions that should be answered before making the
donation.

2.

1.

Who will pay for packing and transportation each time the collection is
moved?

2.

Who will pay for insurance? Generally, the donor's insurance covers the
collection when it is in the donor's possession, and the museum's insurance
covers the collection when it is in the museum's possession. Insurance
coverage during the packing and shipping period should be discussed.

3.

In the future operation of the museum, what will be done with the
collection, how will it be exhibited, and will the museum consult with the
donor?

4.

Does the museum have an endowment; if so, how are funds allocated to its
operation? As the museum expands in size, its expenses will increase. Will
there be a special curator for the collection, and how will the curator be
selected and paid?

5.

What, if any, involvement will the donor have with respect to the
exhibition of the collection at the museum?

6.

What will happen if the artwork is damaged? Every time art is moved,
there is always the risk of some damage. There should be some procedure
involving condition reports, and perhaps some works of art should not be
moved every year. For example, some Calder mobiles are susceptible to
damage every time they are packed and rehung.

Retained Life Estate  The Future Interest Rule

Before 1964 a remainder interest was deductible: reserving a life interest in a
work of art while enjoying an immediate deduction for the present gift of the remainder to
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charity was a widespread practice.76 However, the Revenue Act of 1964 added section 170(f),
now section 170(a)(3), to the Code, which postpones any income tax charitable deduction for a
gift of a future interest in tangible personal property until there is no intervening interest in, right
of possession of, or enjoyment of the property held by the donor, the donor's spouse, or any of
the donor's brothers, sisters, ancestors, or lineal descendants. That amendment was generally
applicable to contributions made after December 31, 1963, and the same rule currently applies.77
If an individual has made a gift of a future interest in property before January 1,
1964 and has taken a charitable deduction, he can now contribute his life interest and obtain a
charitable deduction based on the gift's present value and calculated in accordance with the
actuarial tables of the regulations under the Code.78 Prior to April 30, 1989, the 10 percent
actuarial tables under regulation section 20.203 l7(f) were used to value such interests. Code
section 7520, effective May 1, 1989, now sets forth the tables to be used.79
The term "future interest" includes situations in which a donor purports to give a
work of art to a charitable organization, but has an understanding, arrangement, or agreement
(whether written or oral) with the charitable organization that has the effect of reserving to or
retaining in the donor a right to the use, possession, or enjoyment of the property.80 In other
words, there will be no present deduction allowed if a donor gives a work of art away with some
sort of understanding or agreement through which the donor can borrow it back when he or she
desires.
The contribution of a future interest does not necessarily mean that the charitable
deduction is lost; it may only be postponed. Regulation section 1.170A5(a)(5) provides that the
other provisions of section 170 are applicable to a contribution until the contribution is treated as
made under section 170(a)(3).
Example 1: In 1994 Mr. Collector transferred a painting to an art museum by deed
of gift, but reserved to himself the right to the use, possession, and enjoyment of the painting
76

Rev. Rul. 57293, 19572 C.B. 153; Rev. Rul. 58455, 19582 C.B. 100.

I.R.C. Sec. 170(f) was renumbered I.R.C. Sec. 170(a)(3) by Tax Reform Act of 1969, Sec.
201(a)(1), Pub. L. No. 91172, 83 Stat. 487, 562 (1969). See Treas. Reg. Secs. 1.1701(d)(2),
1.170A5.
77

78

Treas. Reg. Secs. 1.170A5(b) example 5, 1.170A7(a)(2)(i).

See I.R.S. Notice 8924 (Feb. 17, 1989), which provides guidance to taxpayers in determining
the present value of an annuity, an interest for life or for a term of years, or a remainder or
reversionary interest pursuant to methods established under section 7520. The provision, added
by the Technical and Miscellaneous Revenue Act of 1988, Pub. L. No. 100647, applies to gifts
made after April 30, 1989, and to the estates of decedents who die after that date.
79

Treas. Reg. Sec. 1.170A5(a)(4). See also Treas. Reg. Sec. 1.170A13(b)(2)(G), 1.170
A13(c)(2)(D).
80
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during his lifetime. The value of the painting in 1994 was $90,000. Since the contribution
consisted of a future interest, no deduction was allowed in 1994.
Example 2: Assume the same facts as in Example 1, except that in 1996 Mr.
Collector relinquished all his rights to the use, possession, and enjoyment of the painting and
delivered it to the museum. If the value was $100,000 in 1996, Mr. Collector was entitled to a
deduction of $100,000 in 1996, subject to the applicable percentage limitations.
The above examples, which are similar to those in the regulations, can be a trap
for the unwary. If a charitable transfer of a remainder interest in a work of art is made, the donor,
as indicated above, does not receive a current charitable deduction. The danger is that he or she
may incur a current gift tax liability. Under section 2522(c)(2) and regulation section
25.2522(c)3(c)(l), there is no gift tax charitable deduction for a transfer of the remainder interest
in a work of art. However, since a transfer of the remainder interest has taken place, there is a
transfer subject to the gift tax.81
Revenue Ruling 77225, 19772 C.B. 73: A taxpayer claimed a charitable
contribution deduction for a donation of a rare book collection. However, the taxpayer retained
for his life the right of full access to the collection and the right to deny access to others. The IRS
ruled that the taxpayer was not entitled to a charitable deduction, since the rights the taxpayer
retained were equivalent to the retention of substantial rights to actual possession and enjoyment
of the collection. Therefore, the gift was a donation of a future interest in tangible personal
property, which is not deductible under section 170(a)(3). Although the ruling did not cover the
gift tax question, I believe that a taxable gift was made.82
The future interest rule of section 170(a)(3) must be read in conjunction with the
partial interest rule of section 170(f)(3)(A), which denies a deduction for a partial interest in
property with certain exceptions not applicable to tangible personal property unless that interest
is in the form of an annuity trust or unitrust. However, if there is no intention to avoid the
application of section 170(f)(3)(A) by the conveyance, it appears that the rule does not apply.83
Example 3: In 1994 Mr. Collector transferred to his sons a life interest in a
painting and on the same date transferred the remainder interest to charity with the intention of
avoiding section 170(f)(3)(A). No deduction would be allowed to Mr. Collector for his
remainder interest. If there had been no intention of avoiding section 170(f)(3)(A), section
170(a)(3) would still have prevented any current deduction, and there would have been a gift tax
on the present interest and the remainder interest.

Treas. Reg. Sec. 25.251 ll(e). See also Rev. Rul. 77300, 19772 C.B. 352, which deals with
the gift tax question on splitinterest gifts.
81

82

Id.

83

Treas. Reg. Secs. 1.170A5(b) example 1, 1.170A5(b) example 2, 1.170A7.
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Therefore, a remainder interest in a work of art should never be transferred
outright to a charitable organization.
3.

Inter Vivos Charitable Remainder Trust
A.

Art Held For Trust Term.

The foregoing discussion is applicable to outright transfers of a remainder interest
in a work of art and the prevention of any deduction by section 170(a)(3). If, however, the
transfer of the work of art is to be made in trust, then that type of transfer would first have to be
examined under section 170(a)(3) and then be governed by section 170(f)(2)(A) which denies
any income tax charitable deduction for the value of a remainder interest in trust unless the trust
is a charitable remainder annuity trust, a charitable remainder unitrust or a pooled income fund as
those terms are defined in sections 664 and 642(c)(5). With one exception discussed below, the
effect of section 170(f)(2)(A) was to make a transfer of that type impractical, since nonincome
producing property, such as a work of art, cannot be put in the form of a guaranteed annuity, nor
can it pay out a fixed percentage yearly of its fair market value. A charitable remainder unitrust
is permitted to pay out only its income if that income is less than the stated percentage. However,
if from the outset it is clear that the property put in trust will never produce any income, the
charitable deduction may be denied on the ground that a valid charitable remainder unitrust was
not created, since the trust cannot make an annual payment. The regulations84 issued under
section 664 indicate that a charitable remainder unitrust must make an annual payment to the
noncharitable beneficiary. The regulations make no mention of a remainder interest in
nonincome producing property, such as a work of art. The only exceptions to the required
unitrust form for a remainder interest in property given to a charity are contained in section
170(f)(3)(B)(i), which concerns a remainder interest in a personal residence or farm.
Further, the regulations state that a remainder trust will not qualify under section
664 if its governing instrument contains a "provision which restricts the trustee from investing
the trust assets in a manner which could result in the annual realization of a reasonable amount of
income or gain from the sale or disposition of trust assets."85
In Revenue Ruling 73610, 19732 C.B. 213, the grantor of an irrevocable trust
contributed a collection of antiques, in addition to incomeproducing assets, to a trust. The
governing instrument of the trust provided that the grantor's spouse, who was the sole income
beneficiary of the trust for her life, should have the use of the antique collection for her life. At
her death, the antique collection and all the remaining assets in the trust were to be distributed to
a charitable exempt organization. In all other respects the trust complied with the provisions of
section 664 defining charitable remainder trusts. The IRS held that the retention of a life estate in
the collection of antiques for the grantor's spouse restricted the trustee from investing all the trust
assets in a manner that could result in the annual realization of a reasonable amount of income or
gain from the sale or disposition of trust assets. Therefore, the trust did not qualify as a charitable
84

Treas. Reg. Sec. 1.6643(a)(l).

85

Treas. Reg. Sec. 1.6641(a)(3). See also Treas. Reg. Sec. 1.170A6(c)(3)(iii).
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remainder trust. Similarly, in Revenue Ruling 76165, 19761 C.B. 279, the IRS held that a
remainder interest in household furnishings that were bequeathed to a surviving spouse for life
and then to a charitable organization did not qualify as a deductible remainder interest.
Therefore, a work of art that is to be held for the trust term will probably
disqualify the trust from being a charitable remainder unitrust or a charitable remainder annuity
trust and there will be no income tax charitable deduction.
B.

Art Sold Within First Year.

One way to deal with Revenue Ruling 73610 is specifically to direct and
empower the trustee to sell any nonincomeproducing property (the work of art) at his or her
discretion within the taxable year of its receipt by the trust. In such a case the trustee is not
"restricted" from investing the assets in a manner which could result in the annual realization of a
reasonable amount of income or gain from the sale or disposition of trust assets. A recent Private
Letter Ruling gives some support to this position.
In Private Letter Ruling 9452026 the taxpayer created an inter vivos charitable
remainder annuity trust that was to be funded with publicly traded securities and an appreciated
musical instrument. The taxpayer was not in the business of dealing in musical instruments, nor
did he depreciate the instrument. In other words, the instrument was a capital asset.
The taxpayer requested a number of specific rulings, including the following:
1.

That the Trust qualifies as a charitable remainder annuity trust under section
664(d)(1);

2.

That the charitable contribution of the musical instrument contributed to the
Trust is deductible to the extent of the charitable remainder interest;

3.

That, in accordance with sections 170(b)(l)(C)(i), 2055(a)(2), and
2522(a)(2), provided there is no prearranged contract for the sale of the
musical instrument, if the Trust sells the musical instrument before the end
of the calendar year in which the musical instrument is contributed to the
Trust, the charitable contribution is deductible up to 30 percent of the
contribution base, and because the musical instrument has been sold, section
170(a)(3) does not apply; and

4.

That, provided there are no prearranged contracts for the sale of the property
contributed to the Trust, the taxpayer does not realize gain with respect to
the property sold by the Trust and any gain is properly reportable by the
Trust and the beneficiary includes in income only such amounts of income
or gain distributed by the Trust.

The IRS refused to rule on whether the trust qualifies as a charitable remainder
annuity trust. The Ruling relied on Rev. Proc. 943, 19941 IRB 79 that sets forth sample
provisions for charitable remainder trusts, and stated that taxpayers relying on such provisions
38
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can be assured that the Service will recognize the trust as meeting all of the requirements to be a
charitable remainder annuity trust.
The Ruling then discusses section 170(a)(3) and notes that it provides that
payment of a charitable contribution which consists of a future interest in tangible personal
property shall be treated as made only when all intervening interests in, and rights to the actual
possession or enjoyment of, the property have expired or are held by persons other than the
taxpayer or by those related to the taxpayer as described in section 267(b) or 707(b).86 The
Ruling than goes on to conclude that because the musical instrument is tangible personal
property, section 170(a)(3) prevents any deduction for the remainder interest as long as the
taxpayer retains an income interest in the musical instrument. The Ruling then adds the
following important statement:
However, an income tax deduction would be allowed under section
170(a)(3) when the trustee sells the musical instrument. When the musical
instrument is sold, the taxpayer no longer retains an intervening interest in
the tangible personal property as contemplated under section 170(a)(3),
the taxpayer is only holding an income interest in the sale proceeds from
the musical instrument. Accordingly, the taxpayer's intervening interest in
the musical instrument is treated as terminated upon its sale.
The Ruling also concludes that the sale by the Trust would be considered as
putting the musical instrument to an unrelated use for section 170(e)(l)B)(i) purposes.
Accordingly, the taxpayer's deduction would be reduced to the portion of the taxpayer's basis
which is allocable to the remainder interest in the musical instrument.
In discussing the capital gain issue, the Ruling relied on Palmer v. Commissioner.
In that case the donor had voting control of both a corporation and a taxexempt private
foundation. Pursuant to a single plan, the donor contributed shares of the corporation's stock to
the foundation and then caused the corporation to redeem the stock from the foundation. The Tax
Court held that the transfer of stock to the foundation was a valid gift and the capital gain was
not attributable to the donor since the foundation was not bound to go through with the
redemption at the time it received title to the shares. In the case of the musical instrument, the
Ruling states that since there was no prearranged sale contract where the Trust was legally bound
to sell the musical instrument, the taxpayer was not required to recognize any gain from the sale
of the musical instrument.
87

Creating a charitable remainder unitrust or annuity trust to sell a work of art
during the first year of the trust can be a useful planning technique. A work of art may have a
very low cost and be worth a great deal of money. If the collector who is in need of income sells
The Ruling refers to Example (7) of Reg 1.170A5(b) as an illustration of the application of
Sec. 170(a)(3).
86

Palmer v. Commissioner, 62 T.C. 684 (1974), aff’d on another issue, 523 F.2d 1308 (8th Cir.
1975), acq., Rev. Rul. 78197, 19781 C.B. 83.
87
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it he or she will have to pay approximately onethird of the gain in federal and state income
taxes, leaving only the balance to be invested to produce income. Instead, if the collector
contributes the work of art to a charitable remainder trust and the trust is the seller, that will
result in allowing the work of art to be sold tax free, and preserve the onethird of the gain that
would have gone in income taxes for future investment to produce a greater amount of income
for the collector.88 The collector could also claim a charitable deduction although the amount of
the deduction will probably be limited to the collector's cost which is allocable to the remainder
interest in the work of art since the contribution would not satisfy the related use rule. The trust
instrument should direct the sale in the year of receipt of any nonincome producing property to
avoid any problem under sections 170(a)(3) and 170(f)(2)(A). A direction in the trust instrument
to sell any nonincome producing property should not run afoul of the socalled Pamona College
problem in which appreciated securities were contributed to a tax exempt organization with a
promise that the securities would be sold and invested in taxexempt securities.89 There would be
no obligation for the trustee to invest in taxexempt securities and the distributions out of the
unitrust or annuity trust would carryout either taxable income or the capital gain realized by the
trust.90
Even if the trustee sells the work of art in the first year of the trust, the amount of
the allowable charitable deduction available for the collector will be limited to the collector's cost
which is allocable to the remainder interest in the work of art since the transfer to the charitable
remainder trust of a work of art that will be sold will not satisfy the related use rule of section
170(e)(l)(B)(i).91 Regulation 1.170A4(b)(3)(i) provides in part as follows:
The use by a trust of tangible personal property contributed to it for the
benefit of a charitable organization is an unrelated use if the use by the
trust is one which would have been unrelated if made by the charitable
organization.
Although the regulation is not entirely clear, it causes a problem because the trust
is making no use of the property contributed to it since in order to qualify as a charitable
remainder trust it can not hold nonincome producing property. An argument for the full
charitable deduction (the key is to satisfy the "related use rule") can be made as follows: that if
the property was contributed directly to the remainderman charity (the organization that will
receive the principal of the trust after the death of the noncharitable income beneficiary) and if it
was reasonable to anticipate that the remainderman charity would not have put the property to an
unrelated use, then the related use rule is satisfied and the charitable deduction should be
allowable in full. The problem is convincing the IRS that it was reasonable to anticipate such
use. The argument may be enhanced if the contributed property is sold to the designated
88

Sec. 664(c).

89

Rev. Rul. 60370, 19602 C.B. 203.

90

Sec. 664(b).

91

Reg. 1.170A4(b)(3)(i).
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remainderman charity by the trustee. There is, however, no authority for that position, and
without a specific IRS ruling it is not recommended.
One commentator has suggested that if the charitable remainderman of the trust is
a foundation described in section 170(b)(l)(A)(iv) whose function is to receive, hold, invest and
administer property and make expenditures for the benefit of a college or university, that a sale
by the trust of a work of art would satisfy the related use rule.92 This appears to be a very
aggressive position and although the trust might qualify as a charitable remainder trust the
charitable deduction should be limited because the transfer does not satisfy the related use rule.
The Taxpayer Relief Act of 1997 added two new provisions that must be
considered in the creation of a charitable remainder annuity trust or unitrust. There is now a
prohibition against a provision that allows a distribution from the trust of more than 50 percent of
the trust assets to the noncharitable beneficiary in any one year and a new requirement for both
annuity trusts and unitrusts that the value (determined under the section 7520 valuation tables) of
the remainder interest going to the charitable organization must be at least 10 percent of the
initial net fair market value of the property placed in the trust. The new provisions are effective
for transfers in trust after July 28, 1997.
Subject to certain limitations, a grantor may serve as the trustee of his or her own
charitable remainder trust.93 If a work of art is to be used to fund the charitable remainder trust, it
is preferable to use an independent trustee, even if the work of art will be sold in the first year of
the trust. The House Ways and Means Committee stated the following in its report on unitrusts:
It is contemplated that a charitable contribution deduction would be denied where
assets which do not have an objective ascertainable market value, such as real estate or stock in a
closely held corporation, are transferred in trust, unless an independent trustee is the sole party
responsible for making the annual determination of value.94

Tidd, Charitable Remainder Trusts: Funding and Investment Considerations, 57 Taxes 577
(1979), footnote 7.
92

93

Priv. Ltr. Rul. 7730015. But see Priv. Ltr. Rul. 9442017.

H.R. Rep. No. 413 (Pt. 1), 91st Cong., 1st Sess., 50 (1969). See also Priv. Ltr. Rul. 9138024.
Prop. Treas. Reg. § 1.664l(a)(7) effective December 10, 1998, TD 8791, 63 Fed. Reg. 68,188,
provides that if a charitable remainder trust holds unmarketable assets and if the trustee is either
(a) the grantor of the trust, (b) a noncharitable beneficiary, or (c) a related or subordinate party to
the grantor or noncharitable beneficiary (within the meaning of section 672(c) and regulations),
then the trustee must use a current qualified appraisal from a qualified appraiser (as defined in
regulation 1.170A13(c)(3) and (c)(5), respectively) to value the unmarketable assets. A qualified
appraisal from a qualified appraiser is not required if there is an independent trustee. The
regulation was proposed on April 18, 1997 and became effective on December 10, 1998.
94
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That requirement was incorporated into the regulations on December 10, 1998
(see regulation 1.6641(a)(7)), and it should serve as a warning for a grantor who wishes to be a
trustee of his or her charitable remainder trust when it is funded with a work of art.
4.

Testamentary Charitable Remainder/Lead Trusts

A collector is often reluctant to part with his works of art during lifetime. In
certain situations, a testamentary charitable lead trust or a testamentary charitable remainder trust
may be a useful estate planning tool.
A.

Testamentary Charitable Remainder Trust.

Since a charitable remainder trust is exempt from income tax95 it is commonly
used to sell highly appreciated assets during the lifetime of the grantor in order to avoid an
immediate realization of income. This is not necessary on the death of an individual since the
assets would receive a step up in basis equal to the fair market value of the assets at the date of
death or six months later.96 However, tax benefits still remain since the creation of a testamentary
charitable remainder trust would entitle the testator's estate to an estate tax charitable deduction
for the fair market value of the remainder interest.97
To qualify as a charitable remainder trust, the trust must satisfy the definition of a
charitable remainder trust and function exclusively as a charitable remainder trust from the date
of its creation.98
For purposes of section 2055, a testamentary charitable remainder trust is deemed
created at the decedent's death even though the actual funding of the trust may be deferred. The
regulations provide that the funding of a charitable remainder trust can be delayed until the end
of a reasonable period of administration.99 Rev. Rule 80123100 requires that the governing
instrument of a testamentary charitable remainder trust grant the trustee the authority to defer the
payment of the annuity or unitrust amount until the end of the taxable year of the trust in which
the trust is completely funded. The obligation to pay the annuity or unitrust amount, however,
begins at the decedent's death.101
Sec. 664(c); Reg. Sec. 1.6641 (a)(l)(i). For an excellent discussion and background See
Rosepink, 865 T.M, Charitable Remainder Trusts and Pooled Income Funds, A13 (2002).
95

96

Sec. 1014.

97

Sec. 2055(e)(2)(A).

98

Reg. Sec. 1.6641(a)(4).

99

Reg. Sec. 1.664l(a)(5)(i).

100

Rev. Rul. 80123, 19801 C. B. 205.

101

Reg. Sec. 1.664l(a)(5)(i).
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Example: G transfers property to a trust over which she retains an inter
vivos power of revocation. Upon G's death the trust is required to pay the
debts and administration expenses of G's estate. When the expenses are
paid, the trust terminates and distributes all of its remaining assets to a
separate trust T, which meets the definition of a charitable remainder trust.
Trust T will qualify as a charitable remainder trust from the date of G's
death because it will function exclusively as a charitable remainder trust
from its creation. For purposes of § 2055, trust T will be deemed to be
created at G's death, provided the governing instrument requires that the
obligation to pay the annuity or unitrust amount begins on the date of G's
death, even though the same instrument provides payment shall be
deferred until the end of the taxable year in which the trust is funded. 102
If payment is deferred, a correcting adjustment must be made within a reasonable
period after the close of the trust's first taxable year in which it is completely funded.103 In the
event of an underpayment, the trust must pay the excess to the annuity or unitrust recipient, and
in the case of an overpayment the recipient must repay the difference to the trust.104 All payments
must include interest. The applicable rate of interest depends on when the instrument was
executed and whether it had been subsequently amended. The rate is the section 7520 rate for
transfers made after April 30, 1989.
B.

Testamentary Charitable Lead Trust.

A testator can create a testamentary charitable lead annuity trust (CLAT) or a
testamentary charitable lead unitrust (CLUT).105 In a CLUT both the lead beneficiary and the
remainder beneficiary share in any appreciation in value of the trust, whereas the charitable lead
interest in a CLAT remains fixed. This makes a CLAT more advantageous to the noncharitable
beneficiary since all appreciation in excess of that which the actuarial tables assumes will occur
inures to the benefit of the noncharitable remainder beneficiary. The value of an annuity interest
in a CLAT is determined under section 7520. This section requires the Treasury to prescribe
valuation tables providing factors to value such an interest.106 In conjunction with such factors,
section 7520 also mandates the use of a defined interest rate.107
102

Reg. Sec. 1.6641(a)(6), Ex.(4).

103

Reg. Sec. 1.664l(a)(5)(i).

104

Id.

Sec. 2055(e)(2)(B). For an excellent discussion and background See, Etheridge, 866 T.M.,
Charitable Income Trust, A35 (2002).
105

106

Sec. 7520(a)(1).

Sec. 7520(a)(1). The defined interest rate must equal 120% of the Federal midterm rate in
effect under sec. 1274(d)(1) for the month in which the valuation date falls.
107
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In valuing the interests in a testamentary charitable lead annuity trust, the
appropriate valuation date in determining the annuity amount is the date of the decedent's death
or the alternate valuation date.108
The key and most important element in a testamentary charitable lead trust is
whether or not over the trust term the investment performance of the trust assets grow at a
greater rate than the section 7520 rate used to value the trust assets for estate tax purposes. If an
estate is permitted to claim a low valuation for assets going into a charitable lead annuity trust,
the annuity amount is fixed at that value and the postdeath appreciation in value will pass estate
tax free to the noncharitable beneficiary at the end of the trust term.
The testamentary charitable lead trust will rarely be funded at the date of death or
alternate valuation date. In addition, the exact value and nature of the assets to be transferred to
the trust may not be ascertainable until settlement of the estate and inheritance tax account.
Questions exist relating to the date the trust is actually created and the date when payment of the
charitable income interest must commence. The regulations set forth extensive rules applicable
to testamentary charitable remainder trusts.109 Even though there is no comparable authority
concerning testamentary charitable lead trusts, it would seem that the same rules should be
applied to testamentary charitable lead trusts. Accordingly, the lead interest should become
payable as of the date of death even though it may not be payable until a later date.
The governing instrument of the testamentary charitable lead trust should mandate
that within a reasonable time after the funding of the trust, final adjustments as to the exact
amount of annuity or unitrust installments should be determined.
Because the estate is subject to tax on its net taxable income during the period of
administration, consideration should be given to making a current distribution to the charitable
lead beneficiary in order to be able to obtain an income tax charitable deduction.110
Although interest is required to be paid with respect to any underpayment of the
annuity or unitrust amount during estate administration for a testamentary charitable remainder
trust,111 interest is not required to be paid in the case of a lead trust. However, to avoid any
question with respect to the estate tax deduction in the case of a lead trust, consideration should
be given to providing for the payment of interest. Local law in some jurisdictions may require
payment of interest on legacies.

108

Secs. 2033; 2032.

109

Reg. Sec. 1.6641(a)(5).

110

Sec. 642(c).

Reg. Sec. 1.6641 (a)(5); Under Reg. Sec. 1.664l(a)(5)(iv)(a), interest is payable at the
section 7520 rate for transfers after April 30, 1989.
111
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C.

Planning For the Collector.

As indicated above, both a testamentary charitable remainder trust and a
testamentary charitable lead trust have a period of time after the decedent's death (a period of
reasonable administration) before the trust must be fully funded and start acting as a charitable
remainder or charitable lead trust.
It is not necessary to name the specific charitable organization in a testamentary
charitable remainder or lead trust. The governing instrument of a testamentary charitable
remainder trust may permit the income beneficiary or the trustee to designate the charitable
remainderman.112
Similarly, a testamentary charitable lead trust may permit the remainderman or
the trustee to designate the charitable lead beneficiary.113
For the collector who desires to have his collection remain as a unit after his death
but does not want to make an outright bequest of his entire collection to charity, the use of a
testamentary charitable lead trust coupled with a testamentary charitable remainder trust may be
useful. A charitable lead annuity trust for onehalf of the collection and a charitable remainder
unitrust for onehalf of the collection would create an estate tax charitable deduction that would
substantially reduce the estate taxes payable. Assume the entire collection is sold to a museum
after the decedent's death as described below, there would be an annual cash flow (6% or 7% of
the trust assets valued annually) from the charitable remainder unitrust to the decedent's child
and an annual annuity payment from the charitable lead annuity trust to the museum with, at the
end of the trust term, a substantial estate tax free payment to the decedent's child from the
charitable remainder annuity trust of the post death appreciation in the value of the assets. This
might be accomplished by taking the following steps:

Rev. Rul. 767, 19761 C.B. 179 and Rev. Rul. 768, 19761 C.B. 179. See also PLR 8919016
(trustee of charitable remainder unitrust may have the power to name a substitute charitable
remainderman relying on Rev. Rul. 767); PLR 9445010 (income beneficiaries/trustees may
have power to designate by majority vote which departments within a university will receive the
remainder, relying on Rev. Rul. 768); PLR 20034019 (grantor may retain inter vivos and
testamentary powers to name charitable beneficiaries without disqualifying trust as section 664
charitable remainder unitrust, relying on Rev. Rul. 768).
112

PLR 200043029 (IRS ruled that annuity interest in charitable lead annuity trust and unitrust
interest in charitable lead unitrust would qualify under section 2055(e)(2) where trusts were to be
created at death of surviving spouse and no specific charities were named as charitable income
beneficiaries; trustees would have power to designate and change charitable income
beneficiaries).
113
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1.

The collection would be valued for federal estate tax purposes pursuant to
the advanced ruling request procedure under Revenue Procedure 9615.114
This would fix the value of the collection for federal estate tax purposes and
such determination is binding on the Internal Revenue Service.

2.

Under the decedent's Will, the collection would be directed to be divided
onehalf into a charitable lead annuity trust and onehalf into a charitable
remainder unitrust. Each for six percent (6%) and each for a 20year term.

3.

The decedent's Will would not name a charitable remainderman for the
charitable remainder trust and would not name a charitable beneficiary of
the charitable lead annuity trust.

4.

The Executor and Trustee of the Will would then discuss with various
museums the sale of the collection. Efforts would be made to achieve a sales
price for the collection to the museum in an amount in excess of the
Revenue Procedure 9615 amount by promising the purchasing museum that
it will be named as the charitable remainderman of the charitable remainder
unitrust and as the charitable lead beneficiary of the charitable lead annuity
trust. This should enable the museum to purchase the collection for an
amount in excess of the federal estate tax fixed value since the museum
would be receiving back most of its money over the 20year term. In other
words, in reality the museum would not be paying more than the fixed value
as determined under Revenue Procedure 9615, it would only be spreading
out the payment over twenty years and, in fact, in present value terms the
net cost to the museum will be substantially less than the purchase price.
This should result in the charitable lead annuity trust being able to beat the
section 7520 rate so that the noncharitable beneficiary would receive a
substantial tax free benefit at the end of the 20year term. 115

Rev. Proc. 9615, 19961 C.B. 627 contains the procedure for obtaining an advance valuation
determination. Although designed for income tax charitable donations, it is equally applicable to
noncharitable transfers. The IRS requires the payment of a user fee of $2,500 for the first three
items to be valued and $250.00 for each additional item and generally applies only to items that
have a value in excess of $50,000. The fees paid would be deductible on the federal estate tax
return as an administrative expense.
114

For a discussion of an attempt to use tangible personal property in a testamentary charitable
lead annuity trust See Gopman, The Formula CLAT and the Super Formula CLAT: Estate
Planning With Charitable Lead Annuity Trusts Established at Death  Part I, 23 Tax Mgmt. Est.,
Gifts and Tr. J. 186, ft. note 51 (JulyAug. 1998), discussing the CLAT under the Will of
Jacqueline Kennedy Onassis.
115
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5.

The sale of onehalf of the collection by the charitable remainder unitrust
would be done immediately after that part of the collection is transferred to
the trust.116 Since a charitable remainder trust is a taxexempt entity, there
would be no capital gain on the sale. The noncharitable income beneficiary
would be entitled to receive the unitrust amount calculated from the date of
death plus interest at the section 7520 rate.

6.

The sale of onehalf of the collection by the charitable lead annuity trust
would be done immediately after that part of the collection is transferred to
the trust. Since a charitable lead annuity trust is not a taxexempt entity,117 a
capital gains tax118 would be payable on the sale on this part of the
collection to the extent the sales price exceeds the Rev. Proc. 9615 value.
However, the annuity amount will be based on the Rev. Proc. 9615 value
and not on the sales price value. Although the annuity amount must be paid
calculated from the date of death of the decedent, it appears that interest on
such amount is not required to be paid.

This planning technique works best when there is a child of the taxpayer that has
some assets of his or her own and the decedent, as well as the child, desire to keep the works of
art together at one museum.
5.

Private Operating Foundation

A private operating foundation falls somewhere between a private foundation and
a public charity. 119 The major advantage of a private operating foundation is that, from the
donor's point of view, he or she is treated in the same manner for tax purposes as if the
contribution were made to a public charity. In other words, contributions of works of art to a
private operating foundation can be deducted to the extent of their full fair market value so long
Palmer v. Commissioner, 62 T.C. 684 (1974), aff’d on another issue, 523 F. 2d 1308 (8th Cir.
1975), acq.; Rev. Rul. 78197, 19781 C.B. 83.
116

A testamentary charitable lead annuity trust is not a tax exempt entity and is taxed in
accordance with the provisions of Subchapter J of the Code. However, the trust should be
entitled to an income tax deduction for the amount of the annuity paid to the museum each year
during the trust term. Sec. 642(c)(1).
117

The Jobs and Growth Tax Relief Reconciliation Act of 2003 (effective May 6, 2003) reduced
the longterm capital gain rate to 15 percent for sales of securities and other capital assets held
for more than twelve months but maintained the 28 percent rate on gain from the sale of
collectibles held for more than one year. The term "collectibles gain" is defined in section
1(h)(6)(A) to mean gain from the sale or exchange of a collectible (as defined in section 408(m)
without regard to paragraph (3) thereof) which is a capital asset held for more than 1 year but
only to the extent such gain is taken into account in computing taxable income.
118

119

I.R.C. § 4942(j)(3).
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as the specific donation requirements are satisfied.120 Doing so includes satisfying the four
requirements for obtaining the maximum charitable deduction: the property has been owned for
more than one year and was not a gift from the artist, the property satisfies the related use rule
(that is, the use of the art is related to the exempt purpose of the doneecharity), there is a
qualified appraisal by a qualified appraiser, and the contribution is made to a public charity or a
private operating foundation. If those requirements are met, the full fair market value donation of
a collection is available for a donation to a private operating foundation.121 Since the donor is the
creator of the private operating foundation and can act as its president, the donor is afforded a
degree of control over the collection and at the same time obtains a tax deduction for the full
value of the donated property.
Private operating foundations are organizations that devote their assets or income
to the active conduct of a charitable purpose, rather than making grants to other organizations.
To qualify as a private operating foundation, the organization must satisfy the income test and
either (i) the asset test, (ii) the endowment test, or (iii) the support test.122
A.

Income Test.

The income test, which must be satisfied by all private operating foundations,
means that the foundation spends substantially all of the smaller of its adjusted net income or its
minimum investment return (5 percent of its investment assets) directly for the active conduct of
the activities constituting the purpose or function for which the foundation was organized and
operated.123 Therefore, the income generated in the foundation and the expenditures of funds
must be for the direct activities of the foundation and not merely for the making of grants. Grants
made to other organizations to assist them in conducting activities are considered an indirect,
rather than a direct, means of carrying out activities constituting the charitable purpose of the
foundation.124 However, amounts paid to acquire or maintain assets that are used directly in the
conduct of the foundation's exempt activities (the foundation's operating assets), such as works
of art owned by a museum, are considered direct expenditures for the active conduct of the
foundation's exempt activities. Those amounts also include administrative expenses. For
example, if an individual was paid a fee to make sure that the foundation's works of art are
properly insured, properly loaned to other organizations, properly stored when not on loan, and
other related administrative activities, the fee is an expenditure directly for an exempt purpose.125
120

I.R.C. §§ 170(b)(l)(A)(vi)and 170(b)(l)(E)(i).

121

Id.

Treas. Reg. § 53.4942(b)l(a)(l). See Cesare, 2963rd BNA T.M. Portfolio, Private
Foundations and Public Charities — Definition and Classification.
122

123

I.R.C. § 4942(j)(3)(A); Treas. Reg. § 153.4942(b)(l)(a)(l)(ii).

124

Treas. Reg. § 53.4942(b)l(b)(l).

125

Treas. Reg. §§ 53.4942(b)1(b)(1); 53.4942(b)l(b)(2)(i); 53.4942(b)l(d)Ex.
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In addition to meeting the income test, a private operating foundation must meet
one of three alternative tests: the assets test, the endowment test, or the support test.
B.

Asset Test.

The asset test means that the foundation must have substantially more than half of
its assets devoted directly to the active conduct of activities constituting the foundation's
charitable, educational, or other similar exempt purpose.126 The IRS regulations give an example
of satisfying the asset test in order to qualify for private operating foundation status as follows:
Example (4). Z, an exempt organization described in section 501(c)(3), is
devoted to improving the public's understanding of Renaissance art. Z's
principal assets are a number of paintings of this period which it circulates
on an active and continuing basis to museums and schools for public
display. These paintings constitute 80 percent of Z's assets. Under these
circumstances, although Z does not have a building in which it displays
these paintings, such paintings are devoted directly to the active conduct
of activities constituting Z's exempt purpose. Therefore, Z has satisfied the
assets test described in this paragraph.127
Revenue Ruling 74498,128 specifically dealt with the qualification of a foundation
that owns art as a private operating foundation. In that ruling the foundation was formed to
further the arts, it owned a collection of wellknown paintings, and the foundation had an
endowment of stocks and bonds that produced income. Part of the income was used in a program
of grants intended to further the arts, and the balance was used in a program of loaning paintings
for display in museums, universities, and similar institutions. At any given time, all but a few of
the paintings were in the hands of exhibiting institutions. Generally, when they were not on loan,
the foundation's paintings were in transit, being reconditioned or restored, or being stored
pending a schedule exhibit. In that ruling the IRS held that the foundation's collection of
paintings was being used in an active loan program, and, therefore, it was being used directly to
carry out its exempt purpose in the manner indicated in the IRS regulations.
A similar result was concluded by the Internal Revenue Service in Private Letter
Ruling 9338042, dated June 29, 1993.129 In that ruling the IRS made it clear that the artwork that
was placed on loan to other institutions was excluded in determining the foundation's minimum
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I.R.C. § 4942(j)(3)(B)(i); Treas. Reg. § 53.4942(b)2(a).
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Treas. Reg. § 53.4942(b)2(a)(6) Ex. 4.
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Rev. Rul. 74498, 19742 C.B. 387.

See Priv. Ltr. Rul. 8845059 where the IRS ruled that a railroad museum's collection was used
in the active conduct of charitable activity; Priv. Ltr. Rul. 9236035 where the IRS ruled that the
planned loan of works of art is a direct exempt activity and that the foundation qualified as a
private operating foundation.
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investment return. The minimum investment return is 5 percent of a foundation's investment
assets and is the amount that a foundation must use or expend each year for exempt purposes. 130
Therefore, a donor can create a private operating foundation that can use the
donor's name or any other name and to which the donor can contribute appreciated works of art
and claim a deduction for the full market value. The donor, as president of the foundation, has to
arrange to lend the items to other public taxexempt organizations, so that the foundation can
satisfy the asset test described above. The donor can contribute a cash amount to cover operating
expenses. The donor and any other individuals can be members of the board of directors. When
the works of art are not on loan or exhibition, they should be placed in temporary storage. The
objective is to be absolutely sure that the donor has created a private operating foundation
retroactive to the date of formation — that is, the year in which the foundation is created — with
the result that a deduction for the full fair market value of the donated art is allowable.
In making use of a private operating foundation, the donorpresident of the
foundation must be aware that its exempt status will be lost if any personal benefit inures to the
donor.131 Therefore, it is crucial to understand what use can be made of the collection when it is
not on exhibition at other institutions. A donor often wants to know about the possibility of
exhibiting the collection in his or her home or on real estate that he or she owns. The question is
whether any of the art can be stored or exhibited in the donor's home during the times it is not on
exhibition.
In Revenue Ruling 74600132 the IRS was asked to rule on the question of whether
the placing of paintings owned by a private foundation in the residence of a founder of the
foundation constituted an act of selfdealing — that is, something that would disqualify the
organization's taxexempt status. The paintings were on exhibition in various museums for a
number of years and then were returned to the residence of the founder, where they were
displayed together with the founder's large private art collection in a part of his residence
devoted to paintings and other works of art. Approximately 2,000 individuals visited the
founder's private collection each year, and special tours were arranged for small groups and other
individuals interested in the arts. The IRS ruled that the placement of the art in the founder's
residence resulted in a direct use of the foundation's assets by or for the benefit of a private
person, and, therefore, the foundation was not taxexempt.
A similar result was reached in a 1987 technical advice memorandum133 dealing
with sculptures that were outside on a taxpayer's residential property, where the sculpture was
open to exhibition to the public. The foregoing IRS position indicates how sensitive the
government is to any personal use of art assets after the donation has been made.
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I.R.C. §§ 4942(a)(1); 4942(e)(1); Treas. Reg. § 53.4942(a)2(c)(l).
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I.R.C. § 501(c)(3).
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Rev. Rul. 74600, 19742 C.B. 385.
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Priv. Ltr. Rul. 8824001.
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If there is a separate structure on the donor's property, preferably a structure not
attached to his or her residence, a ruling may be obtained that no personal use was made of the
collection and that there was an exhibition space open to the public. Alternatively, the donor
could build a storage space on his or her property and take the works of art out for conservation
or for use in the storage space when scholars or other interested parties are in attendance.134 The
collection should never be used in the donor's personal residence. We strongly recommend that
the items be placed in a storage facility, not on the donor's property, when the items are not on
loan.
For a collector who wants the tax benefits of donating his or her art collection yet
cannot cope with losing total control over the collection, the private operating foundation (by
satisfying the income test and asset test) offers an alternative that should be given serious
consideration.
C.

Endowment Test.

The endowment test requires direct distributions of at least twothirds of the
foundations minimum investment return — that is, 3 1/3 percent (2/3 times 5 percent) of its
endowment.135 The distributions must be made directly for the active conduct of the foundations
exempt purpose. Most foundations that satisfy the income test will, as a practical matter, satisfy
the endowment test in order to qualify as a private operation foundation.
D.

Support Test.

The support test requires that (1) at least 85 percent of the foundation's support,
other than gross investment income, be from a combination of the general public and five or
more exempt organizations, (2) not more than 25 percent of support, other than gross investment
income, be from any one exempt organization, and (3) not more than 50 percent of support be
from gross investment income.136 The support test will rarely be used by a collector to qualify a
foundation as a private operating foundation because of its fund raising aspects.
VII.

COMPLETE TESTAMENTARY CHARITABLE TRANSFERS

An individual may desire to keep possession of a work of art during life and bequeath it
to a charitable organization on death. Doing so results in an estate tax charitable deduction to the
extent of the full fair market value of the property at the date of death.137 In the case of a bequest
at death there is no distinction between a public charity and a private foundation. Moreover, in
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Supra notes 77 and 78.
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I.R.C. § 4942(j)(3)(B)(ii); Treas. Reg. § 53.4942(b)2(b)(l).
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I.R.C. § 4942(j)(3)(B)(iii); Treas. Reg. § 53.4942(b)2(c)(l).

137

I.R.C. § 2055(a).
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general, the related use rule does not apply to testamentary transfers.138 However, section 2055(e)
introduced by the Economic Recovery Tax Act of 1981 (ERTA) contains a new related use rule
for a testamentary charitable transfer when there is a retained copyright interest. That provision
is discussed briefly later in this article.
Whenever a valuable work of art constitutes a substantial portion of the assets that a
client wants to leave to charity on his or her death, consideration must be given to the extent of
the charitable bequest. For example, an art collection left to charity at the time a will is drafted
may constitute only 40 percent of a testator's estate. However, by the time of the testator's death,
the art collection may have increased in value, and the testator's other assets may have decreased
in value. That could result in the charitable bequest's constituting more than 50 percent of the
testator's estate. If that situation causes a problem under local state law, provision must be made
to avoid the problem by either drafting a clause with a percentage limitation or drafting the will
so that it cannot be challenged.139
Generally, an estate tax charitable deduction for the full fair market value of the work of
art is allowable for a bequest to either a public charity or a private foundation. Private
foundations include all exempt organizations other than those described in section 509(a)(1), (2),
(3), or (4). However, if the bequest is to a private foundation that has not complied with the
requirement under the Tax Reform Act of 1969 of including certain amendments in its governing
instrument or that has failed to notify the IRS of its status, the entire estate tax charitable
deduction will be denied.140
If the testator desires to bequeath a work of art to a private foundation, the drafter of the
will should obtain a copy of the foundation's governing instrument to ascertain whether the
instrument meets the Tax Reform Act of 1969 requirement mentioned above, and should also
obtain a statement from the organization that it has notified the IRS of its status.
Outright testamentary charitable transfers allow the art collection to be kept together as a
unit and eliminate the problem of raising the money necessary to pay the estate taxes attributable
to the inclusion of a valuable art collection in the gross estate and eliminate any need for a forced
sale of the art collection in order to pay the estate taxes.
A testator who wishes to bequeath a work of art to a charitable organization should make
a specific bequest in his or her will. The bequest should be specific enough to identify clearly the
138

I.R.C. § 170(e)(l)(B)(i); Treas. Reg. § 20.20551 (a)(4).

N.Y. Est. Powers & Trusts Law § 53.3 (McKinney 1967); In re Cairo's Estate, 35 A.D.2d 76,
312 N.Y.S.2d 925 (2d Dep't 1970), aff’d without opinion, 29 N.Y.2d 527, 272 N.E.2d 574, 324
N.Y.S.2d 81 (1971). Section 53.3 was repealed, effective July 7, 1981. The memorandum in
support of repeal points out that New York was one of only eight American jurisdictions that
imposed restrictions on testamentary dispositions to charity and that the New York provision
could be easily circumvented.
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I.R.C. §§ 508(d)(2), (a), (e), 2055(e)(1); Treas. Reg. § 20.20555(b).
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property to be given. The bequest should always include "any copyright interest, if any" in order
to avoid an inadvertent split interest transfer or other problem under section 2055(e)(4)(C). The
testator should consider the possibility that a specific charitable organization may renounce the
bequest. Therefore, the proposed gift and any conditions thereon should be discussed with the
charitable organization. See form 5 attached to this article.
VIII. RETAINED COPYRIGHT INTEREST
Section 423 of ERTA amended sections 2055(e) and 2522(c) to permit, under certain
conditions, a charitable gift or estate tax deduction for the transfer by gift or bequest after
December 31, 1981, of a work of art, but not its copyright, to a charitable organization.141
The tax regulations have always treated a work of art and the copyright as two interests in
the same property. The United States Copyright law treats a work of art and the copyright as two
separate property interests. The inconsistency made it impossible to obtain a charitable deduction
for a work of art transferred to a charity if the decedent retained the copyright interest for his or
her heirs since there was not a complete transfer of the property. Section 2055(e)(4) is an attempt
by Congress to allow some flexibility in that area.
Section 2055(e)(4): Section 2055(e) was amended by ERTA by adding subsection (4),
which provides for estate tax purposes that a work of art and its copyright are treated as separate
properties in certain cases. The statute applies only to a "qualified contribution of a work of art"
142
and defines the term "work of art" as any tangible personal property with respect to which
there is a copyright under federal law.143 A federal statutory copyright for a work of art comes
into existence at its creation
The term "qualified contribution" means "any transfer of property to a qualified
organization if the use of the property by the organization is related to the purpose or function
constituting the basis for its exemption under Section 501."144 (That rule is similar to the related
use rule under section 170(e)(l)(B)(i).) Therefore, a contribution is a "qualified contribution" for
purposes of the retained copyright provision only if the related use rule is satisfied. If the
contribution is not a "qualified contribution," the old splitinterest rule applies, that is, the work
of art and the copyright are treated as two interests in the same property, rather than as two
separate property interests.

Treas. Reg. §§ 20.20552(e)(l)(ii), 25.2522(c)3(c)(l)(ii). See generally Lerner, Final
Regulations Under Section 2055(e)(4), 62 J. Taxation 300 (1985).
141
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I.R.C. § 2055(e)(4)(A).
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I.R.C. § 2055(e)(4)(B).
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I.R.C. § 2055(e)(4)(C).
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The statute applies only to qualified contributions made to a "qualified organization."145
The term "qualified organization” means any organization described in section 501(c)(3) other
than a private foundation under section 509. For that purpose a private operating foundation
under section 4942(j)(3) is not treated as a private foundation.
Therefore, section 2055(e)(4) for the first time allows a decedent to make a transfer of a
work of art to a charitable organization with his or her estate retaining the copyright interest so
long as the transfer satisfies the estate tax related use rule of section 2055(e)(4)(C).146
In most cases when a collector purchases a work of art he or she is purchasing it without
the copyright since the artist retains the copyright unless it is specifically transferred in writing.
Therefore, when the will of a collector transfers a work of art to a charitable organization, the
collector need not worry about satisfying the related use rule of section 2055(e)(4)(C) if he or she
has never owned the copyright interest. If he or she does own the copyright interest, the
charitable bequest should contain specific language to the effect that the copyright is included in
the transfer in order to avoid any possibility of running afoul of the related use rule of section
2055(e)(4)(C).
An artist, on the other hand, who wants to bequeath a work of art under his or her will to
a charitable organization must either (i) transfer the work of art and the copyright or (ii) transfer
the work and retain the copyright interest if the related use rule of section 2055(e)(4)(C) is
satisfied.
Section 2055(e)(4) is a benefit for the artist who wants to bequeath works of art to a
charitable organization and retain the copyright for reproduction purposes for the artist's heirs.
Before January 1, 1982, that could not be done. If the artist wants to bequeath a work of art to a
charitable organization, but does not intend to retain the copyright interest, care must be taken to
make sure that both the work of art and the copyright are specifically transferred to the charity.
Otherwise, the statute is a trap for the unwary artist, whose estate tax charitable deduction may
fail because of the related use rule of section 2055(e)(4)(C).
For collectors, the new provision presents no problem as long as the collector does not
own the copyright. However, in preparing a will for a collector an attorney should take care to
make sure that, if the collector does own any copyright interest, it is transferred to the charitable
organization, along with the work of art.
IX.

VALUATION

Knowing the value or approximate value of a collector's work of art is of utmost
importance:
145

I.R.C. § 2055(e)(4)(D).

The House Committee Report on H.R. 4242 (ERTA) concluded that the rule allowing a
deduction in such cases should apply only for estate and gift tax purposes and not for income tax
purposes.
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o For income tax purposes if the collection is transferred during life to a charitable
donee;147
For gift tax purposes if the property is transferred during life to a noncharitable donee;148
o For estate tax purposes if the property is owned at death;149 and
o For insurance purposes if the property is maintained during life (since insurance
companies require an appraisal in order to determine the premiums for coverage).
As important as the concept of value is, there is no simple rule or answer. Although,
as discussed below, the Internal Revenue Service (IRS) has by regulation attempted to create
rules of valuation, those rules are not workable in all situations and are most difficult to apply
when it comes to unique works of art.
1.

IRS Valuation Regulations

The IRS regulations for estate tax, gift tax, and income tax contain certain parallel
provisions, although they are not consistent in every respect.150
The estate tax regulation151 defines fair market value as "the price at which the
property would change hands between a willing buyer and a willing seller, neither being under
any compulsion to buy or sell and both having reasonable knowledge of relevant facts."
The gift tax and income tax regulations contain identical language.152 The
hypothetical sale must be in the market in which such property is most commonly sold to the
public. When trying to place a value on a unique collection, those guidelines do not offer much
help. The regulations contemplate a retail market that, when one is dealing with collectibles, may
not exist. Regulation section 20.20311(b) gives the example of a used car to illustrate which
market is to be considered retail. The regulation states that the market value is the market price at
which the general public can buy the carnot the wholesale price the dealer can pay for the car.
When dealing with an average automobile, there is no problem, since a market exists for its sale.
However, if the automobile is a rare antique, such a market may not exist. The contemplated
"retail market" rule of regulation section 20.20311(b) is an attempt by the IRS to formulate a
simple rule where one does not fit. The rule was injected into the estate tax regulations by T.D.
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Treas. Reg. §§ 1.170Al(a)(2)(ii), (c), 1.170A13.
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Treas. Reg. § 25.25121.
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Treas. Reg. § 20.20316.
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Treas. Reg. §§ 20.20316, 25.25121, 1.170A1(c)(2).
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Treas. Reg. § 20.20316.
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Treas. Reg. §§ 25.25121, 1.170A1(c)(2).
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6826, 19652 C.B. 367. Similar language was inserted into the gift tax regulations by the same
T.D. 6826, and is also contained in income tax regulation section 1.170A1 (c)(2).
Neither the rule that value is the price at which an item can be sold at retail to the
public nor the rule that value is the price that a member of the public can obtain on sale of the
item is appropriate in every estate, gift, and income tax situation.
2.

Determining Fair Market Value

The question of the fair market value of a work of art is difficult and must rest on
expert appraisals. Resolving valuation disputes with the IRS, as demonstrated by the litigated
cases, can be a timeconsuming and expensive proposition.153 The Tax Reform Act of 1976
Wehausen v. Commissioner, 56 T.C.M. (CCH) 299 (1988) (involves valuation of
mathematical journals); Rhoades v. Commissioner, 55 T.C.M. (CCH) 1159 (1988) (opal);
Williams v. Commissioner, 54 T.C.M. (CCH) 1471 (1988) (Indian artifacts); Goldstein v.
Commissioner, 89 T.C. 535 (1987); Shein v. Commissioner, 53 T.C.M. (CCH) 1292 (1987)
(paintings); Frates v. Commissioner, 53 T.C.M. (CCH) 96 (1987) (paintings and sculpture);
Angell v. Commissioner, 52 T.C.M. (CCH) 939 (1986) (paintings; court upheld civil fraud
penalties for gross overvaluation); Biagiotti v. Commissioner, 52 T.C.M. (CCH) 588 (1986)
(preColumbian and Mayan art objects); Koftinow, 52 T.C.M. (CCH) 261 (1986) (statue valued
using French Grid system; See Action on Decision 87023, in which IRS said it would resist
such an approach); Neely v. Commissioner, 85 T.C. 934 (1985) (African art; See Teitell,
Deductions for African Art, N.Y.L.J., Mar. 17, 1986, at 1); Johnson v. Commissioner, 85 T.C.
469 (1985) (Indian artifacts); Lio v. Commissioner, 85 T.C. 56 (1985) (lithographs); Harken v.
Commissioner, 50 T.C.M. (CCH) 994 (1985); Skala v. Commissioner, 49 T.C.M. (CCH) 419
(1985) (vintage aircraft); Krauskopf v. Commissioner, 48 T.C.M. (CCH) 620 (1984) (racing car);
Glen v. Commissioner, 79 T.C. 208 (1982) (tape recordings of interviews with noted scientists
and I.R.C. § 170(e)(1)); Isbell v. Commissioner, 44 T.C.M. (CCH) 1143 (1982) (Han Dynasty
ceramic jar); Hawkins v. Commissioner, 44 T.C.M. (CCH) 715 (1982) (mosaic table purchased
from Vatican Studio); Peterson v. Commissioner, 44 T.C.M. (CCH) 650 (1982) (ivory carvings);
Monaghan v. Commissioner, 42 T.C.M. (CCH) 27 (1981) (portrait); Reynolds v. Commissioner.
43 T.C.M. (CCH) 115 (1981) (water colors); Raznatovich v. Commissioner, 41 T.C.M. (CCH)
79 (1980) (unindexed negatives of aerial photography); Sylvester v. Commissioner, 37 T.C.M.
(CCH) 184779 (1978); Vanderhook v. Commissioner, 36 T.C.M. (CCH) 1394 (1977);
Furstenberg v. United States, 781 U.S. Tax Cas. (CCH) 9267 (Ct. CI. 1978), 791 U.S. Tax Cas.
(CCH) 9280 (Ct. CI. 1979), 595 F.2d 603 (1979); Sevier v. Commissioner, 36 T.C.M. (CCH)
1392 (1977); Franklin v. Commissioner, 772 U.S. Tax Cas. (CCH) 9267 (W.D.N.C. 1977);
Peters v. Commissioner, 36 T.C.M. (CCH) 552 (1977); Gordon v. Commissioner, 35 T.C.M.
(CCH) 1227 (1976); Posner v. Commissioner, 35 T.C.M. (CCH) 943 (1976); Cupler v.
Commissioner, 64 T.C. 946 (1975) (unique item of medical equipment); Jarre v. Commissioner,
64 T.C. 183 (1975); Farber v. Commissioner, 33 T.C.M. (CCH) 673 (1974), aff’d, 761 U.S. Tax
Cas. (CCH) 9118 (2d Cir. 1974); Lee v. United States, 751 U.S. Tax Cas.(CCH) 9165 (C.D.Cal.
1975); Rupke v. Commissioner, 32 T.C.M. (CCH) 1098 (1973); Barcus v. Commissioner, 32
T.C.M. (CCH) 660 (1973); Winokur v. Commissioner, 90 T.C. 733 (1988) (paintings); Sammons
v. Commissioner, 838 F.2d 330 (9th Cir. 1988) (Indian artifacts limited to cost); Mast v.
153

56
document number: PERSONAL/RELUS1473929/1

recognized the plight of the taxpayer who is faced with a valuation issue and an IRS agent who
supplies little or no information to support the Service's determination.
3.

The IRS's Determination of Value

In 1968, the Service appointed an advisory panel of art experts to help determine
whether taxpayers submit realistic appraisals of fair market value on donated works of art. The
panel classifies the artwork valuation submitted as: clearly justified, questionable, or clearly
unjustified. Generally, if a particular item has a value of more than $20,000, the local audit office
sends the appraisal to the art panel in Washington, D.C. for consideration. Although the report
issued by the art panel is supposed to be only advisory, the local audit offices consider the
valuation reports to be mandatory and binding.
Unfortunately, because of the enormous volume of referred cases, having a
request processed through the national office in Washington, D.C. often takes from six months to
one year. The art panel only meets twice a year. The taxpayer's documentation, therefore, must
be as complete as possible before submission. Attorneys who believe the art panel did not review
the submitted items correctly can request resubmission to the art panel. Attorneys should provide
the art panel with any additional documentation that indicates why the art panel may have been
in error.
Section 7517 provides that the IRS must, on written request by a donor or
executor, furnish a written statement explaining the basis on which the IRS has determined or
proposes to determine a valuation of property that is different from the valuation submitted by
the donor or the executor. That section applies to all valuation issues, whether the donation
involves a lifetime transfer or a testamentary transfer to a charitable or a noncharitable
transferee. The Conference Committee Report explains that the reason for the change is to
encourage the resolution of valuation issues at the earliest possible time, and that can best be
achieved if all parties have full information as to how the other arrived at the valuation. The IRS
must furnish its statement within fortyfive days of the date of the request or the date of its
determination (or proposed determination), whichever is later. The IRS statement must (a)
explain the basis on which the valuation was determined or proposed, (b) set forth any
computation used, and (c) contain a copy of any expert appraisal made by or for the IRS. The
statute specifically provides that the IRS statement is not intended to be a final or binding
representation of the IRS position. Section 7517 is effective for transfers made after December
31, 1976.

Commissioner, 56 T.C.M. (CCH) 1522 (1989) (glass stereoscopic negatives); Saltzman v. United
States, 892 U.S. Tax Cas. (CCH) 19391 (E.D.N.Y. 1989) (videotape of Bolshoi Ballet valued at
cost); Engel v. Commissioner, 66 T.C.M. (CCH) 378 (1993) (wild game trophy mounts);
Leibowitz v. Commissioner, 73 T.C.M. (CCH) 2858 (1997) (movie memorabilia); Korson v.
Commissioner, 75 T.C.M. (CCH) 2115 (1998) (coin collection ledgers); Samuel Jacobson v.
Commissioner, 78 T.C.M. (CCH) 930 (1999) (first day covers and religious books; the case also
deals with the section 6662(h) penalty provisions).
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4.

Litigation on Valuation

Evidence of IRS willingness to litigate charitable contribution schemes that have
no economic reality is found in Anselmo v. Commissioner,154 involving the valuation of gems
donated to the Smithsonian Institution. In Anselmo the taxpayer purchased colored gemstones
and donated them nine months later, after the longterm capital gain holding period had been
satisfied. The Tax Court found that members of the public did not generally purchase unset
gems; rather, the usual consumers of unset gems were manufacturing and retail jewelers who
used them to create jewelry. The Tax Court looked to the regulations and the definition of "retail
market" to measure fair market value. The court found that the retail market in which to find
comparable values for the donated gems was the market in which the jewelry stores made their
purchases and not the market in which an individual member of the public made a purchase at
the jewelry store. In effect, the Tax Court said there can be more than one "retail market," and
the market that is closest to the taxpayer's activities is the market the court will look to for
comparable values. 155 The court further held that a separate fair market value should be
determined for each unit of property donated.
In Richard A. Skripak,156 the Tax Court upheld the validity of a book contribution
program, but substantially lowered the value of the books contributed. In Skripak, the taxpayer
participated in a charitable contribution tax shelter promoted by Reprints, Inc. Reprints identified
libraries to receive books and contributors who would contribute the books to the libraries. The
contributors bought the books from Reprints at onethird of the normal price and, after holding
them for longer than six months, contributed them to libraries at their retail price. The court held
that the contributions were legitimately made and were not a sham, as alleged by the IRS.
However, the court further held that the books had a value of only 20 percent of the retail price,
less than the amount the contributors actually paid for them.
The Skripak case makes it clear that a taxpayer may participate in a tax shelter
that is motivated solely by the goal of obtaining a charitable deduction without having the
deduction disregarded on the ground that the shelter is a sham. However, taxpayers entering into
such shelters risk having the amounts of their deductions reduced if the donated properties are
not properly valued, and the taxpayers could lose money, since the donated properties could be
found to have a value of less than they paid for them. In Skripak the court still looked to the
"retail market" for the valuation of the books, but applied a "blockage discount," since the
Anselmo v. Commissioner, 80 T.C. 872 (1983), aff d, 757 F.2d 1208 (11th Cir. 1985); See
also cases cited note 28; Ford v. Commissioner, 46 T.C.M. (CCH) No. 556 (1983); Teitell,
Charitable Donations of Art Works: The Special Considerations Involved, 51 J. Tax'n 326
(1979); Zobel & Shore, The IRS Crackdown on Valuation Abuses: How Far Does It Go; What
Does It Portend?, 52 J. Tax'n 276 (1980); Melvin, Valuation of Charitable Contributions of
Works of Art, 60 Taxes 756 (1982).
154
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See Dubin v. Commissioner, 52 T.C.M. (CCH) 456 (1986).

156

Skripak v. Commissioner, 84 T.C. 285 (1985).
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simultaneous marketing of all the books would substantially depress the market for the books.157
A "blockage discount" is a reduction in market value based on the theory that a large number of
similar items offered for sale at one time distorts the market value and results in a reduced
market value.
The Samuel E. Hunter158 case involved a taxpayer who purchased a group of high
quality prints by prominent artists and donated them to various charities. The story began when
Marlborough Gallery sold the prints in bulk to a middleman, who was able to buy them at
onesixth Marlborough's retail list price because Marlborough was disposing of excess inventory.
The art was not unsalable, and, in fact, Marlborough retained a number of the prints for sale to
the public at its normal retail price. The middleman then resold the prints to the taxpayer at
onethird to onefourth of Marlborough's list price. The taxpayer claimed a charitable deduction
for the Marlborough list price of each print.
The Tax Court held that the transaction was not a sham and that it was not
relevant that the taxpayer never took possession of the prints. It further dismissed the IRS
contention that the blockage discount applied, since the number of prints was small.
The court concluded, however, that the deduction for the taxpayer was limited to
what he paid for the prints. The court reasoned that the relevant "retail market" was the market in
which the middleman had sold the prints to the taxpayer, that is, the market in which the
taxpayer had made his purchase. Perhaps a different result might have been arrived at if the
taxpayer had made his purchases directly from Marlborough Gallery, rather than through a
middleman. The case indicates that whenever a purchase and a donation are close in time the IRS
will give the charitable deduction careful examination.159
That does not mean that if someone finds a bargain he or she cannot make a
donation of the property. In Bernard Lightman160 the taxpayer made an advantageous bulk
purchase of a number of works of art by one artist and donated the paintings to a museum shortly
after one year of their purchase. The court recognized that the taxpayer had been given a price
concession on the purchase and that their cost was not indicative of the values of the individual
paintings. Instead, the court used auction prices of other paintings by that artist as the measure of
market value for donation purposes. For a case involving the advantageous purchase of a
gemstone followed by its contribution, See James H. Rhoades.161
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See also Calder v. Commissioner, 85 T.C. 713 (1985).
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Hunter v. Commissioner, 51 T.C.M. (CCH) 1533 (1986).
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See also Jennings v. Commissioner, 56 T.C.M. (CCH) 595 (1988).

Lightman v. Commissioner, 50 T.C.M. (CCH) 266 (1985). See also Herman v. United States,
992 U.S. Tax Cas. (CCH) U 50,899 (DC Term. 1999) (medical equipment purchased at a
bankruptcy sale valued at 25 times the taxpayer's cost).
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Auction prices are not the absolute measure of fair market value. In Raymond
Biagiotti,162 involving the valuation of preColumbian and Mayan art, the Tax Court observed
that Sotheby's auction sales did not represent a significant portion of the sales of such art in the
United States and did not accurately represent the average sale prices of that art. The court found
that a better measure of value was what collectors paid private dealers, since collectors rely on
dealers' guarantees of authenticity, and auction houses do not guarantee authenticity.
Clifford M. Mast, Jr., Case
The case of Clifford M. Mast, Jr.163 involved determining the fair market value of
glass stereoscopic negatives, a photographic viewing technique popular between the
midnineteenth century and the midtwentieth century. The technique involves a pair of
photographs that, when viewed in a special device called a stereoscope or a stereoscopic viewer,
produce a threedimensional image. The taxpayer had a large collection of glass stereoscopic
negatives and donated them to the University of California, claiming an income tax deduction for
the donation of $1,544,000. The Internal Revenue Service initially said that the value was zero.
The taxpayer based his original claimed value on an appraisal by an expert who
had many years' experience as a collector of photographic equipment but who was not "a
licensed appraiser." Apparently, the court did not realize that art appraisers are not licensed
anywhere in the United States. In any event, the appraiser arrived at a perunit value based on
replacement costs and his knowledge of the market sales of comparable negatives and arrived at
a price of $1,544,000. At trial the taxpayer called two additional experts, one a professional
appraiser and a senior member of the Appraisers Association of America and of the American
Society of Appraisers and the other expert a fulltime dealer. The professional appraiser did a
thorough analysis of the collection and clearly stated in her testimony, as reiterated by the court,
that there are "a number of distinct approaches to valuation; the income approach, the cost
estimated approach, the revenue approach and the market data comparison approach."164 The
appraiser estimated the value of the collection at $1,590,000, based on the market data
comparison approach. That method of valuation is based on comparisons with reported sales,
offers to sale by catalog, showroom and gallery pricing, and historic data. The court noted that
the appraiser contacted leading galleries and received opinions about the collection's replacement
value. She also contacted auction houses and obtained estimates of the collection's replacement
value. Finally, the appraiser carried out a careful review of other available data, background
knowledge, and experience as indicators of value.
The dealer gave his opinion on the basis of what he thought the items in the
collection could be sold for. He arrived at a value of $ 1,200,000.
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Biagiotti v. Commissioner, 52 T.C.M. (CCH) 588 (1986).

Gifford M. Mast, Jr. and Judith A. Mast, et al. v. Commissioner, 56 T.C.M. (CCH)
1522(1989).
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Id. at 1525.
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The Internal Revenue Service used a fulltime professional appraiser but retained
her only shortly before trial, so her analysis was less thorough than was the taxpayer's appraiser.
Her valuation approach was to compare the donated collection with other, allegedly comparable,
photographic collections that had been sold. She concluded that the collection had a value of
$450,000.
The court, in reaching its conclusion,165 first reiterated that most commonly used
phrase from the IRS regulations, that fair market value is:
the price at which the property would change hands between a willing
buyer and a willing seller, neither being under any compulsion to buy or
sell and both having reasonable knowledge of relevant facts.
The court noted that fair market value is a question of fact to be determined from
an examination of the entire record and that the market data comparison approach seems the
most reasonable. The court stated that the IRS expert used a valuation method that differed
substantially from that used by the taxpayer's experts.
Rather than use a market data comparison approach, the IRS expert determined
fair market value on the basis of the sales of five allegedly comparable collections. The court
found that, before that approach can be used, it must first be determined whether the five
collections are, in fact, comparable.166 The court decided that the IRS expert relied on collections
that were not comparable, and the court gave little weight to the IRS expert's testimony. In
reaching its holding that the fair market value of the glass stereoscopic negatives was
$1,250,000, the court pointed out that questions of fair market value are properly resolved
through settlement negotiations, rather than litigation. The court went on to state:167
In the absence of settlement, we are left to adjudicate the validity of
conflicting experts' opinions who are convinced that both their conclusions
and methods are correct. The result is an overzealous effort, during the
course of the ensuing litigation, to infuse a talismanic precision into an
issue which should frankly be recognized as inherently imprecise and
capable of resolution only by a Solomonlike pronouncement. Messing v.
Commissioner 48 T.C. 502, 512(1967).
The Internal Revenue Service in Mast, Jr. had originally held in its notice of
deficiency that the value of the collection was zero. In a later appeal168 the taxpayer was
successful in his position that the IRS had acted unreasonably; the court found the IRS liable for
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Gifford M. Mast. Jr. and Judith A. Mast, et. al. v. Commissioner, 57 T.C.M. (CCH) 1355
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$25,000 in legal fees, as provided for by section 7430, prior to its amendment by the Tax Reform
Act of 1986 and the Technical and Miscellaneous Revenue Act of 1988. The court found that it
was unreasonable of the Internal Revenue Service to determine, without the advice of an expert,
that the collection had a zero value and then to stick with that determination throughout a trial,
despite the facts that the IRS had no evidence to support such a position and that the taxpayer
had provided the testimony of three qualified appraisers, who valued the collection near the same
amount as that claimed by the taxpayer.
Other Valuation Cases
In Heriberto Ferrari169 the issue involved the valuation of twentyone pieces of
preColumbian art donated to the Duke University Museum of Art and to the Mint Museum of
Art. The case, which is similar to the Biagiotti case, discusses the proper marketplace for
determining comparable sale prices of preColumbian art. The court correctly pointed out that
the market to be looked at for comparable sales is the retail sales market at art galleries, not
auction sales. When the time comes to purchase preColumbian art or antiquities, most buyers
want to rely on the guarantee of authenticity and the connoisseurship of the art dealer; unless the
buyers themselves are dealers or experts, they do not want to buy at auction, where the purchased
antiquity may not be covered by any warranty of authenticity. The Heriberto Ferrari opinion
includes an excellent discussion of what to look for in determining value. The court succinctly
stated that value is determined by the condition, the uniqueness, or the rarity of the item, its
authenticity, its size, and the market value of comparable objects. 170 In noting that retail gallery
prices are the correct comparable marketplace to look at, the court found that different galleries
price even the same or similar objects at different levels. Therefore, the court found that fair
market value, as defined by the Internal Revenue Service regulations, is in this case not a single
price but a range of prices, not necessarily the highest price at which an object would change
hands between a willing buyer and a willing seller.171 Any appraiser hired in a valuation case or
for appraising property to be donated to charity must be fully familiar with the proper
marketplace to be selected for finding comparable sale prices to support the valuation of the
donated property.
The case of Jack C. Chou 172 involved the fair market value of a carved opal
donated to a museum. In 1982 the taxpayer had purchased a rough opal for $19,500. The
taxpayer returned the opal to the seller to be carved and then donated it thirteen months later to a
museum. The seller recommended two appraisers to the taxpayer; they appraised the donated,
now carved, opal at an average value of $300,000. The court, in holding that the value was
$30,000, noted that the opal was purchased only a little more than a year before it was donated
169

Heriberto A. Ferrari and Noemi O. Ferrari v. Commissioner, 58 T.C.M. (CCH) 221 (1989).
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Id. at 222.

Id. at 223. The court noted that it is astounding that these parties did not seek an arbitrated
solution by an art expert rather than a litigation in the Tax Court.
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and that cost is important evidence of value when no intervening factors explain a substantial or
unusual appreciation.173 In reaching its conclusion, the court stated that it must determine the
appropriate market for purposes of valuation and that the determination is a question of fact.
Here the court seems to have gotten off the track and to have been misled by the IRS's valuation
expert. The court stated that, in valuing gemstones, the market may be retail, wholesale, or a
"collector's market."174 The court first dismissed the wholesale market because the taxpayer was
not a dealer in gemstones. The IRS expert testified that the appropriate marketplace is the
collector's market because a knowledgeable buyer would not pay the higher retail prices, and, the
IRS expert continued, the record indicated that the taxpayer was a knowledgeable, albeit
amateur, collector. The court concluded that only values from the collector's market are
appropriate.
It appears to me that the analysis in Jack C. Chou is incorrect to the extent it relies
on a socalled collector's market. The court's opinion seems to imply that a knowledgeable
taxpayer would get a lower income tax deduction for a donation than would a less intelligent
taxpayer who did not know what he was doing. I do not believe that there is a defined collector's
market that should be used for comparable values. Whether a taxpayer is knowledgeable or not
should not be a determining factor in the amount of the available deduction for the donation. The
amount of the deduction should depend on the value of the item, based on comparable sales in
the most appropriate marketplace in which the item is most commonly purchased and sold. Since
the case was such an obvious abuse of the donation process, the court seems to have gone
overboard in rationalizing its decision.
Differences of opinion in valuation cases are illustrated in the case of Fuad S.
Ashkar,175 which involved the valuation of ancient biblical fragments donated to a university.
The expert for the Internal Revenue Service valued the items at $25,000, and the expert for the
taxpayer valued the items at $700,000. The court, in not following either expert, noted that the
experts were academic scholars, rather than professional appraisers of ancient documents. The
court relied on evidence of an offer that had been made for the collection; that offer of $337,500
was fairly close to the average of the prices given by the two experts. The court opinion also
erroneously referred to a socalled collector's market.176
The Thomas G. Murphy177 case involved the valuation of what was known as "the
milliondollar rock", a sandstone rock sculpture that depicted the face of John Wayne. It was
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Thomas G. Murphy v. Commissioner, 61 T.C.M. (CCH) 2935 (1991). The Court of Appeals
subsequently held that the negligence penalty did not apply. See Thomas G. Murphy v.
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donated to Lubbock Christian College in Lubbock, Texas. The court correctly pointed out that
the taxpayer's valuation of $500,000 was erroneously based on a faulty appraisal that failed to
discuss the condition of the sculpture and failed to verify the accuracy of comparable prices. The
IRS expert, who used the auction market as comparable prices, pointed out that, when the
sculpture was viewed from the left side, the left temple was missing, the left eyebrow was
missing, a large wedgeshaped area was missing below the left eye, the left cheek was missing,
and part of the left chin was missing. Because of its extremely poor condition, the court upheld
the IRS expert and valued the sculpture at $30,000. The case is also instructive in that the gift
was donated on the condition that it not be sold or otherwise disposed of for a period of two
years after its receipt and that the restriction, the court found, reduced the fair market value of the
donated sculpture.178
In identifying the proper marketplace in order to find comparable sales, the case
of Joseph Isaacs179 is illustrative. The case involved a bulk purchase of Alexander
Calderdesigned tapestries that were handwoven by Guatemalan Indians. The tapestries were
purchased for $900 each and were donated at a value of $10,000 each. The IRS argued that, in
the most common marketplace in which a group of the tapestries would sell, the price would be
deeply discounted, below the wholesale price. That was the same theory argued in the Samuel E.
Hunter case, involving a donation in bulk of a group of lithographs. The court held that the
tapestries were worth $3,000 each, based on the court's own determination of fair market value
and comparable sale prices from the testimony of the various experts.
Frank P. Perdue, although best known for his chickens, was successful when the
IRS challenged his donation of gold artifacts to the National Museum of American History.180
The court pointed out that a premium could be added, when valuing the artifacts, for the
excitement and the glamour associated with the fact that the items were recovered from a sunken
Spanish ship. The court stated correctly that "neither section 170 nor the Treasury regulations
thereunder specifies which market a taxpayer should use in calculating fair market value". The
regulations that refer to a "retail market" are in the estate tax regulations181 and technically do not
apply to the income tax donation sections of the Internal Revenue Code, although it is our
understanding that it is the policy of the Internal Revenue Service to treat the estate tax
regulations as though they applied equally for estate tax and donation purposes. In determining
the proper marketplace, the IRS expert said that the numismatic or precious metals market
should be used and not the retail museum or gift shop market. The IRS expert also stated "that he
has yet to meet a knowledgeable buyer in the glamour market." The IRS expert went on to state
Id. at 2940. Tangible property (works of art) that are donated to a charity and disposed of by
the charity within two years of receipt are required to be listed on IRS form 8282 revealing the
name, address and social security number of the donor and the price at which the charity
disposed of the property.
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that the comparable auction prices that the taxpayer's expert used were not valid, since auctions
attract only wealthy people without a lot of knowledge. That statement is an example of how an
overzealous IRS expert can sink a case for the IRS with a clearly erroneous conclusion. The
expert's testimony was discredited when the expert remarked that auction prices were not
relevant, since only people without knowledge purchase in that market.
The George O. Doherty182 case pitted against each other the two foremost
authorities on the paintings of Charles M. Russell. The taxpayer had donated a painting to the
Charles M. Russell Museum and had valued it at $200,000. The IRS said that the painting was a
forgery and was worth only $100. The court noted that the credentials of the two experts were
beyond question, yet they reached different conclusions. The court declined to rule on the
authenticity of the painting in the light of the fact that the two experts could not agree on its
authenticity. In reaching its conclusion that the painting had a value of $30,000, the court
recognized that a dispute over the authenticity of a painting acts as a depressant on its value.
5.

The Quedlinburg Treasures

An interesting twist to the identification of the proper market in which to value
works of art was discussed in Technical Advice Memorandum 9152005 (Priv. Ltr. Rul.
9152005). The ruling closely follows the facts in what became known in the newspapers as the
story of the Quedlinburg Treasures. In 1945 the decedent's United States Army unit was placed
in charge of guarding some rare medieval art objects. The decedent stole and shipped the art
objects to his home in Texas. When he died in 1980, his Texas inheritance tax return did not list
any of the art objects. No federal estate tax return was filed, even though the art objects had a
value of many millions of dollars.
First, the IRS ruled that under section 2033 the stolen art property was includable
in the decedent's gross estate. Then the IRS had to decide how the art property should be valued.
The decedent's attorney argued that the proper market to look at for valuation purposes was the
illicit market in which stolen art objects are regularly sold and that, since there was no market for
stolen medieval art objects, the value of the property must be zero. The IRS rejected that
argument, analogizing, in part, to income tax cases in which the IRS had placed a value on
cocaine and marijuana by referring to its streetmarket price. The IRS concluded that the fair
market value of the art objects was the highest price that would have been paid, at the time of the
decedent's death, either in the illicit stolenart market or in the legitimate art market.
The decedent's attorney then argued that, if the objects were includable in the
gross estate at their fair market value, the decedent should be entitled to claim a deduction under
section 2053(a)(3) for claims against the estate by the legitimate owners of the art objects. The
IRS rejected the deduction, noting that, in order to be enforceable under Texas law, a claim had
to be submitted within a certain period of time, which had passed, and that section 2053(a)(3)

George O. Doherty and Emelia A. Doherty v. Commissioner, 63 T.C.M. (CCH) 2112 (1992),
affirmed, 16 F.3d 338 (U.S. Ct. of Appeals 9th Cir. 1994).
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provides that claims against an estate are allowable only to the extent that they are allowable by
the laws of the jurisdiction under which the estate is administered.
6.

Current Trend

The trend in valuation cases indicates that settlement is clearly the best course of
action. Settlement is best achieved by being initially careful and thorough in the selection of the
appraiser and by making sure that the appraisal complies with all the requirements of the IRS
regulations. Most important, the appraisal should show comparable prices and identify the proper
marketplace for valuing the donated property. Being thorough and complete at the time of a
donation will most often be the best course of action and will best enable the taxpayer to sustain
the value of the donated property and avoid expensive litigation.183
7.

Advance Valuation Ruling Procedure

In what appeared to be an attempt to find a way to resolve charitable deduction
valuation issues without litigation, the 1993 Tax Act contained provisions that requires the
Internal Revenue Service to prepare a report on the development of a procedure enabling a
taxpayer to receive an advance ruling from the IRS as to the value of tangible personal property
for income tax purposes before the transfer of the property to a qualifying charitable
organization. With this mandate, the IRS issued on December 28, 1995 Rev. Proc. 9615, 19961
C.B. 627 that contain the procedure for an advance valuation determination. Under Rev. Proc.
9615, the IRS stated that it would only issue an advance ruling for income tax purposes on the
valuation of property (a) after the transfer of the property to a qualifying charitable organization,
(b) if the taxpayer pays a user fee to the IRS of $2,500 for the first three items transferred and
$250 for each additional item, and (c) if the taxpayer has already obtained a qualified appraisal
by a qualified appraiser of each item of property and at least one of the items of property has a
For other recent valuation cases See Robert A. Hall and Ann S. Hall v. Commissioner, 59
T.C.M. (CCH) 80 (1990) value of vintage football film collection; Thomas J. Baker and Patricia
A. Baker v. Commissioner, 59 T.C.M. (CCH) 698 (1990) value of video tapes of surgeons'
operations; Harry D. Mandelbaum v. Commissioner, 59 T.C.M. (CCH) 516 (1990) art master tax
shelter; Robert L. Sanz and Irene R. Sanz, 60 T.C.M. (CCH) 1160 (1990) value of foreign
language books; Daniel I. Rhode and Sally Rhode v. Commissioner, 60 T.C.M. (CCH) 1535
(1990) value of books; Alexander and Audrey Weintrob, 61 T.C.M. (CCH) 1947 (1991) value of
grave sites; William E. and Elizabeth M. Straw v. Commissioner, 62 T.C.M. (CCH) 1056 (1991)
value of a horse; Dorian M. Bennett v. Commissioner, 62 T.C.M. (CCH) 1400 (1991) value of
piano and when gift is effective; Albert Victor Mills v. Commissioner, 62 T.C.M. (CCH) 1345
(1991) value of vintage car; Estate of Darwin A. Miller, deceased, and Virginia P. Miller v.
Commissioner, 62 T.C.M. (CCH) 997 (1991) value of animal hunting trophies; The Chronicle
Publishing Co. and Subsidiaries v. Commissioner, 97 T.C. 445 (1991), aff d, 983 F.2d 232 (5th
Cir. 1993) value of newspaper clipping library, not a capital asset under section 170(e)(1)(A);
Robert E. Bronson, HI v. Commissioner, 63 T.C.M. (CCH) 2225 (1992) art master tax shelter.
See Karlen, Appraiser's Responsibility for Determining Fair Market Value, 13 Colum. J. L. &
Arts 185 (1989). See Lerner, Valuing Works of Art For Tax Purposes, 28 Real Property, Probate
and Trust J. 1 (1993).
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value of $50,000 or more. The procedure requires the taxpayer to attach a completed Form 8283
and a copy of the qualified appraisal to the ruling request.
Once the IRS issues a determination under Rev. Proc. 9615 it must be attached to
the taxpayer's income tax return and it is binding on the IRS. If the taxpayer disagrees with the
IRS determination, the taxpayer may submit with his or her tax return additional information in
support of a different value. The procedure should be appealing to those taxpayers interested in a
high degree of certainty when they file their tax returns.
An interesting aspect of Rev. Proc. 9615 is that it is also applicable to estate and
gift tax returns, including items transferred to family members rather than charitable
organizations. The same detailed appraisals are required to be prepared by the taxpayer and
submitted to the IRS with a ruling request. This procedure may be useful to an estate containing
valuable works of art in order to have an agreed on value early in the administration of an estate.
X.

NONCHARITABLE TRANSFERS
NONCHARITABLE TRANSFERS

Not all collectors want to leave their collections to charitable organizations. There may be
a strong family tie to a particular item that the collector wishes to stay in the family, a young
member of the family may have developed a particular interest in the collection, or the collection
may constitute a substantial portion of the collector’s estate. In such cases noncharitable transfers
must be considered.
Inter Vivos Transfers
Before January 1, 1977, a lifetime gift of a collection to a noncharitable beneficiary
resulted in saving a large amount in estate taxes, because gift tax rates were only threefourths as
large as the estate tax rates in the corresponding bracket. The Tax Reform Act of 1976 removed
some of the advantages of and the incentives for making lifetime gifts to a noncharitable
beneficiary, although some do remain.
For gifts made on or after January 1, 1977, only one tax rate schedule covers both gift tax
and estate tax.184 The value of all taxable gifts made on or after January 1, 1977, is added to the
taxable estate for the purpose of determining the applicable estate tax bracket. In other words, a
donor can no longer take advantage of the low starting point on two separate rate schedules. To
the extent that taxable gifts are made, they push the donor’s estate into a higher estate tax
bracket.
Advantages of Lifetime Gifts
There are still advantages in making lifetime gifts of a collection:

184

I.R.C. §§ 2001(c), 2501(a).
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1.
A married donor can take advantage of the unlimited gift tax marital deduction for
gifts made to a U.S. citizen spouse, effective January 1, 1982, for gifts made on or after
that date.185 The shifting of assets to one’s spouse can be an effective estate planning
tool. For example, the gift can remove the value of the donated assets from the donor’s
estate at no cost and can increase the donee’s estate to the point at which the spouse can
take maximum advantage of the unified credit, so that there is no tax in the donee’s
estate if that spouse dies first and leaves the donee’s estate to their children or in trust for
the surviving spouse. However, the donee should not leave the donated property back to
the donor outright.
2.
The donor can reduce any gift tax on gifts made to someone other than the
donor’s spouse by having the spouse consent to those gifts and by taking advantage of
the giftsplitting provisions,186 which permit a donor to compute the gift tax as if
onehalf of the gifts had been made by the donor’s spouse.
3.
Property used to pay the gift tax is not included in the estate of the donor for
estate tax purposes if the donor lives at least three years after the date of the gift.187
4.
A gift tax is paid only on the actual amount passing to the donee. An estate tax, on
the other hand, is paid not only on the amount passing to the beneficiary but also on the
money used to pay the estate tax.
5.
Any appreciation in value after the date of the gift is removed from the donor’s
gross estate.
6.
The amount of the gift tax can be reduced by taking advantage of the $13,000
annual exclusion.188 ERTA increased the annual exclusion from $3,000 to $10,000 for
gifts made on or after January 1, 1982. The Taxpayer Relief Act of 1997 increased,
effective January 1, 1999, the $10,000 annual exclusion by inflation rounded to the next
lowest multiple of $1,000 (if the inflation adjusted amount is not a multiple of $1,000).
The requirement that the inflation adjustment be made only in increments of $1,000
meant that the first adjustment increasing the annual exclusion to $11,000 was not made
until the year beginning 2001. The current annual exclusion is $13,000. The Revenue
Act of 1978 amended section 2035 to provide that even if a donor dies within three years
of a gift, if the donor was not required to file a gift tax return under section 6019, the
value of the gift is not included in the gross estate.189 Except under certain limited
185

I.R.C. § 2523
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I.R.C. § 2513.
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I..R.C. § 2035(c).

I.R.C. § 2503(b). The $10,000 annual exclusion was increased to $13,000 by the “cost of
living adjustment” as provided in I.R.C. § 2503(b)(2).
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I.R.C. § 2035(b)(2).
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circumstances, most of section 2035 was abolished under ERTA for decedents who die
on or after January 1, 1982.190 That change freed from estate tax any appreciation in
value of the property between the date of the gift and the date of the decedent’s death.
7.
The amount of the gift tax can be reduced by taking advantage of the $5 million
exclusion (unified credit against gift tax) under section 2505(a). The 2010 Tax Relief
Act (TRA), 191 reunified the estate and gift tax exclusions after 2010 by increasing the
section 2010(c) estate tax exclusion amount to $5 million for decedents dying in
20102012, increasing the section 2505(a) gift tax exclusion amount to $5 million for
gifts made in 20112012 (the amount remains at $1 million for gifts made in 2010), and
adjusting the $5 million amount for inflation in multiples of $10,000 in 2012. The 2010
TRA also provides for portability of the exclusion for spouses dying in 20112012 (the
applicable exclusion amount is the sum of the basic exclusion amount plus, in the case of
a surviving spouse, the deceased spousal unused exclusion amount).192 After 2012, the
applicable exclusion amounts return to their preEGTRRA amounts ($1 million with no
inflation adjustments and no portability) if the 2010 TRA changes are not extended or
made permanent. A complete analysis of the 2010 TRA is well beyond the scope of this
chapter. Once again, estate and tax planning is handicapped by the uncertainty in the
gift and estate tax law.
Disadvantages of Lifetime Gifts
A lifetime gift to a noncharitable beneficiary also has certain disadvantages:
1.

The collector must part with dominion and control of the collection.

2.
On a valuable collection, the gift tax for a transfer to someone other than a spouse
may be so high as to make such a transfer impractical.
3.
Since the gift tax is payable in the year of the gift, the present loss of the gift tax
money and the loss of future income on that money may be more painful than the
thought of a larger estate tax that is not due until nine months after death and then only
to the extent that the estate has not decreased in value or been consumed.
4.
A married collector who is planning to take advantage of the unlimited estate tax
marital deduction on death should consider owning the collection on death, so that the
surviving spouse can receive a stepup in basis for the collection under section 1014(a).
193
That technique enables the surviving spouse to sell the collection and avoid the
capital gains tax on any appreciation in value. If lifetime gifts are made, the advantage of
a stepup in basis is lost.
190
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Intrafamily Transfers
The lifetime gift of a collection to a noncharitable beneficiary can be outright, in trust, or
a gift of a legal life estate. An intrafamily transfer, particularly if it is made to a family member
living in the same household, can cause the donor a difficult burden of proof on the question of
completion of the gift. A transfer of a collection to a family member must be evidenced by a
deed of gift with a signed acceptance, the filing of a gift tax return, and the changing of the
insurance policy, if any, to the new owner. It is also advisable to effect delivery of the collection
being transferred. The foregoing is important to avoid the argument that the donor retained a
lifetime use of the collection, which would make it includable in the donor’s estate under section
2036(a). The problem is more difficult if the donor made a lifetime gift of the collection to a
family member who did not share the donor’s household and the donor did not physically deliver
the collection to the donee. The retention of the collection in the donor’s household for the
donor’s lifetime probably makes it includable in the donor’s estate under section 2036(a)(1),
even if the donor paid a gift tax on its transfer.194
Basis on Transfer
As noted above, the estate of a decedent who owns a collection that has appreciated in
value receives a stepup in the basis of the collection to its fair market value on the date of death
or six months later. As a result of the unlimited gift tax marital deduction, transfers between
spouses can be made at no gift tax cost. Therefore, one spouse can transfer a collection to the
other shortly before the donee dies for the purpose of receiving a stepup in basis for the
transferred collection. If the will of the donee spouse leaves the same collection to the surviving
spouse, there is no estate tax, because of the unlimited estate tax marital deduction, and the
surviving spouse regains the collection at a stepped up basis. To discourage such predeath
transfers, section 1014(e) provides that there is no stepup in basis in the case of appreciated
property acquired by a decedent by gift during the oneyear period before the death if that
property is then reacquired by the donor under the decedent’s will. That provision is effective for
individuals who die after December 31, 1981.
The value of a collection included in an individual’s gross estate for federal estate tax
purposes is generally the value on the date of the person’s death. However, the executor may
elect to value the collection on the alternative valuation date, which is generally six months after
the decedent’s death.195 As noted above, the basis of a collection acquired from a decedent is the
value of the collection on the date of death or six months later. As a result of the unlimited estate
tax marital deduction, in most cases there is no estate tax on the estate of the first spouse to die.
Therefore, it is advantageous to the surviving spouse to have the collection valued on the date
when the value is the highest, rather than the lowest, for federal estate tax purposes. That
advantage was never the intent of section 2032 when it was enacted. The Tax Reform Act of
1984 changed the rule to provide that the alternative valuation date may be used only when both
See Roemer v. Comm’r, 46 T.C.M. (CCH) 1176 (1983); Neuwirth, How to Protect Lifetime
Transfers from Being Included in the Estate of the Transferor, TAX’N FOR LAW. (May–June 1982).
194
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I.R.C. § 2032(a)
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the total value of all property in the gross estate and the federal estate tax liability of the estate
are reduced.196 Therefore, in a zero tax estate the alternative valuation date cannot be used to
obtain a larger steppedup basis for a collection in a decedent’s estate.
Grantor Retained Income Trusts
The discussion of grantor retained income trusts (GRITs) has been substantially changed
as a result of the introduction of chapter 14 into the Internal Revenue Code by the Revenue
197
Reconciliation Act of 1990. A grantor retained income trust (GRIT) is a technique for
transferring tangible property, such as a painting, to a family member at a reduced value for gift
tax purposes. For example, under the old rule, section 2036(c), a donor could transfer a painting
with a value of $1,500,000 to a son, retaining the use of the painting for a term of years (say,
nine years). The donor would keep the painting for nine years; after the expiration of that term,
the painting would be delivered to the donor’s son. The painting had to be physically delivered to
the remainderman (the son) at the end of the term of nine years. Since the donor had retained the
use of the painting for a period of time (the nine years), the value of the remainder interest in the
198
painting given to the donor’s son was determined under the IRS actuarial tables. That retained
use reduced the value of the gift to the son (the son was receiving only a remainder interest),
since the son was receiving less than the whole interest in the painting. The value of the gift to
the son might, therefore, be only $600,000, instead of $1,500,000, the value of the entire interest
in the painting. At the end of the term of nine years, the painting was transferred to the son at no
additional gift tax cost. The benefit of the technique was further enhanced if the painting
appreciated in value during the term of years that the donor retained its use.
The Revenue Reconciliation Act of 1990 repealed section 2036(c) and added the new
rules of chapter 14 (sections 2701–2704), effective October 8, 1990. Under the new provisions,
the general rule—the one governing the transfer of property to a family member199 when there is
a retained interest for a term of years—is to value the retained interest in the property that is
transferred to a family member at zero, rather than compute the value under the IRS actuarial
tables.200 That zerovalue rule makes the value of the property for gift tax purposes equal to the
full fair market value of the property on the date of the gift. That rule (save for the exception
described below) effectively eliminates any leverage that had been available by the use of a
GRIT to transfer property to the next generation. Under the new rules, the value of the use of the
196

I.R.C. § 2032(c) (effective for decedents who die after July 18, 1984).

Pub. L. No. 101508, enacted November 5, 1990, applicable to transfers after October 8,
1990.
197

198

I.R.C. § 7520.

The rules of I.R.C. §§ 2701–04 only apply to transfers to a member of the donor’s family
where the donor (or his spouse, an ancestor of the donor or his spouse, or the spouse of any such
ancestor) retains an interest in the property. A family member is defined under I.R.C.
§ 2704(c)(2) as the donor’s spouse, ancestors of the donor or his spouse, lineal descendants of
the donor or his spouse, the donor’s siblings, and the spouses of any such ancestor.
199

200

I.R.C. § 2702(a)(2)(A).
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property for a term of years is zero, so the value of the property transferred is equal to its full fair
market value and is not reduced by any retained interest, as was done under the prior law.
Section 2702(c)(4) offers an exception under certain conditions for a GRIT transfer of
201
tangible property (for example, a painting). Under the exception, the value of the retained
interest in a painting for a term of years is not zero if the nonexercise of rights under that interest
does not have a substantial effect on the valuation of the remainder interest in the property.202 In
such a case, the value of the term interest
shall be the amount which the holder of the term interest
establishes as the amount for which such interest could be sold to
an unrelated third party.203
Works of art, including paintings, sculptures, antiques, rugs, and other collectibles,
should fall within the exception since exercising ownership rights over the tangible property does
not have a substantial effect on the value of the remainder interest if the tangible property is put
to normal use. In other words, the failure to exercise an ownership right over a painting (the right
to exhibit, loan, or store the painting) does not increase the value of the painting that passes to
the donee at the end of the term of years.
Even if a painting falls within the exception for tangible property, establishing the value
of the term interest retained by the donor is no easy task. The regulations adopted on January 28,
1992, provide that the donor bears the burden of proof in establishing the value of the retained
term interest and that the value is the amount a willing buyer would pay a willing seller for the
term interest, each having reasonable knowledge of the relevant facts and neither being under
204
any compulsion to buy or sell. If the donor cannot reasonably establish the value of the term
205
interest, the interest is valued at zero. The regulations go on to provide that the best evidence
of the value of any term interest consists of actual sales or rentals that are comparable to the
nature and the character of the property and the duration of the term interest. Little weight is
accorded appraisals in the absence of such evidence. Amounts determined under the IRS

Note that under I.R.C. § 2702(c)(1) a transfer of property with respect to which there are one
or more term interests is treated as a transfer in trust.
201

I.R.C. § 2702(c)(4). Note that Treas. Reg. § 25.27022(c)(2) adds the requirement that the
tangible property must also be property for which no deduction for depreciation or depletion
would be allowable if the property were used in a trade or business or held for the production of
income. A work of art will generally satisfy this requirement because it lacks an ascertainable
useful life within the meaning of the depreciation rules. See Judge v. Comm’r, 35 T.C.M. (CCH)
283 (1976).
202

203

I.R.C. § 2702(c)(4)(B).

204

Treas. Reg. § 25.27022(c)(1).

205

Treas. Reg. § 25.27022(c)(3)
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actuarial tables are not evidence of what a willing buyer would pay a willing seller for the
retained interest.
The regulations establish a difficult burden of proof for the donor. In appraising a
painting, whether for gift or donation purposes, the art appraiser often has difficulty in finding
another work of art that is exactly comparable. The test of the regulations is hard to satisfy since
finding comparable evidence of the fair market value of a painting similar in its nature and
character and in the duration of the term interest is usually impossible. To my knowledge,
virtually no market exists for the rental of valuable works of art for a term of years; to the extent
that such a transaction may exist, it is highly confidential, and the details would not be available
to an art appraiser.206 The example given in the regulations does not offer much help:
Facts. A transfers a painting having a fair market value of
$2,000,000 to A’s child, B, retaining the use of the painting for 10
years. The painting does not possess an ascertainable useful life.
Assume that the painting would not be depreciable if it were used
in a trade or business or held for the production of income. Assume
that the value of A’s term interest, determined under section 7520,
is $1,220,000, and that A establishes that a willing buyer of A’s
interest would pay $500,000 for the interest.
Example 9. Assume that the only evidence produced by A to
establish the value of A’s 10year term interest is the amount paid
by a museum for the right to use a comparable painting for 1 year.
A asserts that the value of the 10year term is 10 times the value of
the 1year term. A has not established the value of the 10year term
interest because a series of shortterm rentals the aggregate
duration of which equals the duration of the actual term interest
does not establish what a willing buyer would pay a willing seller
for the 10year term interest. However, the value of the 10year
term interest is not less than the value of the 1year term because it
can be assumed that a willing buyer would pay no less for a
10year term interest than a 1year term interest.207
Since it appears to be extremely difficult to establish the value of a retained interest in
tangible property under the new IRS rules, the use of a GRIT for transferring a painting among
family members is eliminated as an effective estate planning device. However, a GRIT is still
useful for the transfer of a painting to nonfamily members.

A possible source of information on the rental value of works of art are companies that lease
works of art such as LeasArt, based in Century City, California, and Art America based in New
York, New York. See Carol Vogel, The Art Market, N.Y. TIMES, Feb. 28, 1992, at C16. Most of
these companies have ceased doing business since there is no rental market for works of art.
206

207
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The Stone Case
In August 2007, the case of Robert G. Stone v. United States,208 allowed a 5% discount to
an estate that owned an undivided 50% interest in nineteen paintings that were left to family
members. The Stone case is the first case to reflect on whether or not discounts based on lack of
control, minority ownership, or lack of 100% interest with respect to ownership of works of art
can lead to a discount for estate tax purposes as it does for real estate. In Stone the estate claimed
a 44% discount for the undivided 50% interest in the painting owned by the decedent on the date
of death. The IRS said that "art is simply not fungible" and the discount should be not more than
2%. The court concluded that a hypothetical willing seller of an undivided fractional interest in
art would likely seek to sell the entire work of art and split the proceeds, rather than seeking to
sell his or her fractional interest at a discount. In other words, the court thought that a
hypothetical willing seller who is under no compulsion to sell would seek to gain consent from
the other coowner or coowners to sell the collection and divide the proceeds or, barring such
consent, would bring a legal action to partition. Therefore, at a minimum, because an undivided
interest holder has the right to partition, a hypothetical seller under no compulsion to sell would
not accept any less for his or her undivided interest than could be obtained by splitting proceeds
in this manner. Rather than reach a conclusion, the court remanded the case to see if the IRS and
the taxpayer could agree on an appropriate discount, between the 2% position of the IRS and the
51% position of the taxpayer, based on the cost of a hypothetical partition action. When the
parties were unable to agree, the court was forced to make a decision.
The court in Stone then decided209 that the taxpayer's appraisal methodology was flawed
because (i) it failed to take into account that collectors of art are often drawn to the aesthetics of
a particular work of art, rather than viewing art simply as an investment vehicle and (ii) the
mathematical assumptions made by the appraiser as to the rate of return on investments in art and
the appropriate net present value percentage was made without supporting evidence. The
taxpayer could not meet his burden of persuading the court that a hypothetical buyer would
demand, and a hypothetical seller would agree to, a discount greater than 5%. The case is a
warning sign that art is treated differently from real estate or closely held businesses when it
comes time to apply discounts. Accordingly, it should not be assumed that the discounts usually
available for lack of 100% ownership interest will be available in the same manner as real estate.
A review of the IRS interpretation of fractional gifts beginning with Revenue Ruling
57293 and then Private Letter Rulings 9303007, 200223013, and 200418002 shows that the
IRS has been consistent in its interpretation for income tax, gift tax, and estate tax that the proper
approach for determining the amount of the deduction, whether the work of art is donated during
lifetime or is transferred at death, is to take the full fair market value of the work of art multiplied
by the percentage transferred. The position of the IRS is that the same methodology is true
whether the work of art is transferred to charity or to a noncharitable beneficiary, that is, a
Robert G. Stone v. United States, 2007 U.S. Dist. LEXIS 38332 (N.D. Cal., May 25, 2007);
Robert G. Stone v. United States, 2007 U.S. Dist. LEXIS 58611 (N.D. Cal., August 10, 2007);
Robert G. Stone v. United States, 2009 U.S. App. LEXIS 6347 (Ninth Cir. March 24, 2009).
208

209

Robert G. Stone v. United States, 2007 U.S. Dist. LEXIS 58611 (N.D. Cal., August 10, 2007).
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member of the taxpayer's family. In other words, fractional interests in works of art seem to
receive a different treatment than fractional interest in real estate or other assets for which it is
fairly common to claim a discount for lack of control, minority ownership, or lack of 100%
interest.210
The Ninth Circuit Court of Appeals affirmed the District Court opinion on March 24,
2009.
In affirming the District Court opinion, the Ninth Circuit pointed out that the
regulations require valuation based on a hypothetical willing buyer and a hypothetical willing
seller but it is the taxpayer who bears the burden of proof. The Ninth Circuit found that the
taxpayer’s expert lacked experience with the art market and that there are dissimilar motives
driving purchasers to acquire art and those acquiring real estate or limitedpartnership shares.
Although there was very little market data on the sale of fractional interests in works of art, the
IRS regulations require the assumption of a hypothetical market. In the assumed hypothetical
market for the sale of the fractional interest, the District Court did not “clearly err” in adopting
the IRS position of a 5% discount.
211

Perhaps works of art are treated differently because one can still fully enjoy a work of art
for a percentage of the time and, in fact, that percentage may have a market value equal to the
percentage multiplied by the fair market value of the work of art. With no market data available
for the sale of an undivided fractional interest in art, it could just as easily be assumed as not, that
a hypothetical willing buyer would be willing to pay a percentage times the full fair market value
of a painting equal to his percentage of ownership, in order to own and have personal use of the
painting, even if it is only for a percentage of each year. Such is the passion of art collectors. If a
transfer is made to a person who does not own the other part of the interest, the taxpayer should
have a fair chance of convincing the IRS to allow some small discount for a fractional interest in
the painting. If the transfer is made to a person (a museum) that already owns a partial interest in
Given the basic premises of valuation (the price a hypothetical willing buyer will pay to a
hypothetical willing seller), the question arises whether there is a particular reason why a
fractional interest in an item of property would make the property less appealing to the
hypothetical willing buyer. Neither the Internal Revenue Code, nor the regulations (except for
the reference in Treas. Reg. § 20.20311) contain any specific provisions on the issue of valuing
fractional interests. See Hood, Jr., 8302nd BNA T.M. Portfolio, Valuation: General and Real
Estate, Section II.H.4; The IRS usually takes the position that, in the absence of evidence to the
contrary, the fact that the interest involved is a fractional interest does not warrant any discount,
that is, the value of such interest is equivalent to the proportionate part of the value of the entire
interest. However, when it comes to a fractional interest in real estate, some discount is generally
allowed. Iacono v. Comm'r, 41 T.C.M. (CCH) 407 (1980); In re Gilberts Est, 163 N.Y.S. 974
(1917); Stevens Est. v. Comm'r, 79 T.C.M. (CCH) 1519 (2000); Forbes Est. v. Comm'r, 81
T.C.M. (CCH) 1399 (2000); Baird Est. v. Comm'r, 82 T.C.M. (CCH) 666 (2001); TAM
199943003 where the National Office advised that, if a discount is appropriate, one method of
determining the fair market value of a decedent's undivided interests in tracts of real property is
to subtract the partition sale costs from the fair market value of the undivided interests.
210

211

Supra, note 208.
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the painting, the charitable deduction should be the percentage transferred multiplied by the full
fair market value of the painting on the date of transfer. However, in light of the foregoing
rulings and the decision in the Stone case, if one is thinking of transferring works of art to family
members either during one's lifetime or on death, it should not be assumed that the discounts
usually available for lack of a 100% ownership interest will be available. 212
Family Limited Partnerships
In Holman v. Comm’r,213 the issue was the value of units in a family limited partnership
(FLP) that held only Dell, Inc. common stock. The taxpayer drafted the FLP with various stated
purposes, including providing protection for family assets, maintain control over family assets
and to promote the family’s knowledge of and about family assets. The taxpayer then applied
various discounts based on restrictions on the transfer of the FLP units to family members  the
restrictions justified by the carrying out of the FLP purposes. The Tax Court concluded that
these was no “bona fide business arrangement” and the restrictions were “merely a testamentary
device such that the donors failed to satisfy §2703(b)(2)”. The decision was affirmed by the
Eighth Circuit.214
The Eighth Circuit (Holman II) noted that in attempting to sort between permissible and
impermissible uses of such restrictions, Congress repealed an earlier Code provision, I.R.C.
section 2036(c) (1987) because “the committee [was] concerned that the statute’s complexity,
breadth, and vagueness posed an unreasonable impediment to the transfer of family business.”
Finance Committee Report, 136 Cong. Rec. S15680. In 1990, Congress enacted in its place a
statute that broadly prohibits consideration of restrictions for valuation purposes, but allows
taxpayers to prove eligibility for an exception that permits valuation based on such restrictions.215
To be eligible for the exception and gain the benefit of having such restrictions
considered for valuation purposes, the taxpayer must satisfy a threepart test. (1) the restriction
must be “a bona fide business arrangement,” (2) it must not be “a device to transfer such
property to members of the decedent’s family for less than full and adequate consideration,” and
its terms (3) must be “comparable to similar arrangements entered into by persons in arms’
length transaction.” Because the Tax Court (Holman I) found that there was not a bona fide
business arrangement, it only addressed the first test of section 2703(b). The Eighth Circuit
affirmed the concept of section 2703(b) that the “context maters” in which any restrictions are
created and found the motivation of the taxpayers was primarily personal and wealth transfer
rather than a bona fide business arrangement.

212

Supra, note 208.
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Holman v. Comm’r, 130 T.C. 170 (2008); aff’d 601 F. 3d 763 (8th Cir. 2010).

Holman v. Comm’r, 601 F. 3d 763 (8th Cir. 2010). See also, Fisher v. U.S., 2010 U.S. Dist.
LEXIS 91423, 20102 U.S. Tax Cas. P60601; Context Matters: Rules for Reducing Taxable
Value, 120 Yale L.J. Online 141 (2010).
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If instead of Dell, Inc. stock the FLP held works of art, the taxpayer would have to
address all three parts of section 2703(b). Not only would there have to be a “bona fide business
purpose,” but the taxpayer would bear the burden of proof that the transfer (i) was not a device to
transfer the works of art to family members for less than full and adequate consideration in
money or money’s worth and (ii) the terms are comparable to similar arrangements entered into
by persons in an arms’ length transaction. As discussed further below, it would be extremely
difficult for a taxpayer to carry this burden of proof as it applies to works of art since there is no
similar business arrangement in the art world and there is no comparable similar arrangement
entered into by persons in an arms’ length transaction. The only comparable arrangement is
where two dealers jointly purchase a work of art and hold it for resale. In such a case, there are
no discounts involved between the dealers and each wants to realize his percentage share of the
value of the work of art.
Estate of James A. Elkins,216 was an attempt by the taxpayer to use fractional interests and
restrictions to reduce the value on the transfer of an art collection to family members. In Elkins,
the decedent held an undivided interest in 64 pieces of art work. In 61 of those pieces he held a
73% interest with his three children owing the balance. The parties stipulated that the
undiscounted value of the 61 pieces was $18,000,000. The decedent also held a 50% interest in
three additional art works (balance held by his children) and the stipulated undiscounted value
was $5,500,000.
All except two pieces of art work was subject to a “Cotenants Agreement. Two pieces of
art (a Jackson Pollock and a Pablo Picasso) were subject to an Art Lease” – each of which
contained a restriction on the use and assignment or sale of the art work.
The Cotenants Agreement provided in part:
“7.

An item of the Property may only be sold with the unanimous
consent of all of the Cotenants. Any net proceeds from the sale
of such item shall be payable to the Cotenants in accordance
with their respective percentage interests in the Property.

8.

This Agreement shall be binding on Cotenants and on their
respective heirs, personal representatives, successors and
assigns.

9.

This Agreement shall be governed and construed under the
laws of the State of Texas.”

The Art Lease Agreement provided in part:
“Section 10:
Elkins v. Comm’r, 140 T.C. No, 5 (2013); For a complete and thorough analysis of the case
see Wierbicki, Diana, LISI Estate Planning Newsletter #2085 (April 1, 2013) at
http://www.leimbergservices.com
216
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Lessors and Lessee each agrees not to sell his or her percentage
interest in any item of the Property during the Initial Term or any
Additional Term without the joinder [sic] of all of the Property
Owners for the purpose of selling the item of Property in its
entirety.
Section 13:
This Lease, and the respective rights, duties and obligations of
Lessors and Lessee hereunder, may not be transferred or assigned
by any or all of Lessors and Lessee without the consent of Lessors
and Lessee. Subject to the preceding sentence, this Lease shall be
binding upon and inure to the benefit of Lessors and Lessee and
their respective heirs, representatives, successor or assigns.”
The Estate claimed a 44% discount based on fractional discount, lack of control and lack
of marketability. The position of the IRS was that no discount should apply since the
arrangement fails section 2703(b). In the taxpayer’s plan, the decedant wanted to keep
possession of the art collection during his lifetime so he leased back from the children the
percentage of art he did not own. However, no rental payments were made and the lease
agreement left blank the amount of rent due.
The case was decided by the Tax Court on March 11, 2013. In a very long, at times
confusing opinion, Judge Halpern correctly decided that under section 2703(a)(2) the sale
restriction in the cotenants’ agreement had to be disregarded. Surprisingly, the court observed
that, regardless of whether it was permitted to consider the sale restriction, it would have made
little or no difference to the court’s conclusion as to the value of the art interests. Instead, the
court suggested, that regardless of the sale restriction, hypothetical willing sellers and buyers
would be in the same negotiation positions with respect to the decedent’s interests. This was
because the mere existence of other owners of interests in the art could restrict a hypothetical
buyer’s ability to monetize that buyer’s interests.
The taxpayer countered the above argument by saying that section 2703(a) does not
apply. Section 2703(a) provides that, for estate tax purposes “the value of the property must be
determined without regard to any restriction on the right to sell or use such property.” The
taxpayer argues that the cotenants and lease agreement only restricts the sale and use of the
works of art but does not restrict the sale and use of the “fractional interests” in the works of art
217
. The taxpayer unsuccessfully argued that Paragraph 8 of the Cotenants Agreement (quoted
above) expressly contemplates that a sale of a fractional interest would itself be unrestricted and

The taxpayer’s argument relies on Estate of Strangi c. Comm’r, 115 T.C. 478, 48889 (2000),
aff’d on this point 293 F.3d 279,282 (5th Cir. 2002), where there was an intervening partnership
interest.United States v. Parker, 376 F.2d 402 (5th Cir. 1967); Jennings v. Comm’r, T.C. Memo.
1988521.
217
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that Paragraph 7 (quoted above) only restricts the sale of the art as a whole and not a fractional
interest.
The court rejected the IRS’s argument that permitting discounts in valuing a decedent’s
fractional interest in art is inconsistent with the IRS’s longstanding position that fractional
interests in art are not discounted for purposes of the §170 charitable contribution deduction. See
Rev. Rul. 58455; Rev. Rul. 57293. The IRS argued that a discount for estate tax purposes
would be inconsistent with its premise that fair market value should be determined in the same
manner for estate, gift and income tax purposes218. The court held that whether discounts are
granted in the charitable context is irrelevant to the question of discounting for an estate tax
valuation. The court cited case precedent allowing discounts in valuing fractional interests in
property for Federal estate tax purposes.
The court then focused on whether any discount from pro rata fair market value is
permissible under Regulation section 20.20311(b). In its analysis of the value of fractional
interests of art, the court relied heavily on the opinion in Estate of True v. Commissioner219,
which held that, because valuation necessarily involves an approximation, the figure at which the
court arrives need not be directly traceable to specific testimony if it is within the range of values
that may be properly derived from consideration of all the evidence. Critically, the court noted
that the IRS did not offer expert testimony analyzing the appropriate discount from pro rata fair
market value for the fractional interests.
The court also rejected most of the valuation arguments presented by the estate’s experts.
It regarded their analysis and conclusions as unreliable because they were based, in large part, on
false or highly dubious assumptions about the Elkins children. So, as is common in many Tax
Court valuation cases, the court began from scratch with its own hypothetical willing seller and
willing buyer valuation analysis.
From the outset, it appeared to me that when section 2703(b) is applied to the above facts,
the taxpayer had little chance of success. The taxpayer tried to justify the arrangement as a
“bona fide business arrangement” since he wanted to keep the art collection together as a whole.
There was no justification for the arrangement other than a device to transfer property to the
decedent’s children at less than fair market value. Further, there is no comparable similar
arrangement in the art world that exists by persons in an “arms’ length transaction.” There is no
determinable market for the rental value of fractional interests in works of art, in fact, there is no
market for the rental of valuable works of art, whether a fractional interest or otherwise.

XI.

United States v. Parker, 376 F.2d 402 (5th Cir. 1967); Jennings v. Comm’r, T.C. Memo.
1988521.
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FORMS
FORM 1
INFORMATION REQUIRED BEFORE CONTRIBUTION
XYZ Charity
Address
Gentlemen:
I am considering making a contribution to you of a work of art [described briefly]. Before
doing so, I wish to have your counsel's opinion as to: (1) Whether your operations qualify you as
a "publictype organization" within the meaning of Section 170(b)(l)(A)(i) through (viii) of the
Internal Revenue Code; and (2) whether the use to which that work of art will be put by your
organization is related to the purpose or function constituting the basis for your exemption under
Section 501 of the Internal Revenue Code. I would also like to know the grounds for your
counsel's opinion.
Very truly yours,
Art Collector Donor
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FORM 2
DEED OF GIFT OF ENTIRE INTEREST
I,

, residing at

, being

the absolute owner of the original oil painting called "
artist

," painted by the

, and dated

, do hereby

give, assign, and transfer over to the Museum of the City of
and State of

all of my right, title, and interest in and to said

painting, including any copyright interest therein, if any, absolutely and forever. It is my
intention that this transfer of the abovedescribed painting shall constitute a gift of the same by
me to said
"

Museum, and that the oil painting called
"

shall

be

the

displayed,

from

time

to

time,

as

part

of

Museum's regular collection.

IN WITNESS WHEREOF, I have hereunto set my hand and seal this
20

day of

.
______________________________ ss.
Donor

_____________________________
Notary Public
The above described gift is accepted by me on behalf of the
Museum, of

City and

State, this

20

, and we agree to acknowledge our

day of
acceptance of the gift on IRS
Form 8283.

______________________________ ss.
President
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_____________________________
Notary Public

82
document number: PERSONAL/RELUS1473929/1

FORM 3
DEED OF GIFT OF ENTIRE INTEREST

WHEREAS,

is the owner of the following paintings:

Title

Description

Artist

1.
2.
and
WHEREAS,

is desirous of giving said paintings to

University upon the terms and conditions hereinafter set forth;
NOW, THEREFORE, the undersigned does give, grant, convey, and confirm unto
the

University all of his right, title, and interest in and to said

paintings, including any copyright interest therein, if any, upon the condition that said paintings
be made generally available by the

University for inspection by the

general public at such time and under such regulations and upon such conditions as
the
University may reasonably impose and be utilized by the

University as a part of its

program for educating its students and upon the further condition that each painting be identified
as being a part of the

Collection by a suitable inscription or

plaque.
IN WITNESS WHEREOF, the undersigned has hereunto set his hand and seal this
day of

, 20

.

______________________________ ss.
Donor
_____________________________
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Notary Public
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The

above

described

the
of

gift

is

accepted

University
, 20

by

me

on

behalf

this

of
day

, and we agree to acknowledge our acceptance of the gift on

IRS Form 8283.
______________________________ ss.
President
_____________________________
Notary Public

85
document number: PERSONAL/RELUS1473929/1

FORM 4
SPECIFIC BEQUEST OF A WORK OF ART

TENTH: I give and bequeath to the

Museum in the City of

and the State of

, the items described below,

including any copyright interest therein, if any:
1.

Oil

painting

entitled

"

"

by

dated

.
2.

Etc.

PROVIDED, HOWEVER, if at the time of my death the

Museum

is

not

an

organization described in section 2055(a) of the Internal Revenue Code of 1986, or
corresponding provisions of any subsequent Federal tax laws, I give and bequeath said items to
such other organization as is described in said section 2055(a) and is designated by my Executor.
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FORM 5
QUALIFIED APPRAISAL
Information Required to be Contained in an
Appraisal of Tangible Personal Property being
Contributed to Charity for which a Deduction
will be Claimed for Federal Income Tax Purposes
The following information is required pursuant to Treas. Reg. Section 1.170A
13(b)(2)(h):
1.
DESCRIPTION OF THE PROPERTY  in sufficient detail for a person who is not
generally familiar with the type of property to ascertain that the property that was appraised is
the property that was  or will be  contributed.
Description should include dimensions, color, materials used, and, if known, date of
creation, maker, location of origin and whatever other factual details would be helpful.
2.
PHYSICAL CONDITION of the property  the appraisal should note any repairs, defects,
worn elements, fading, etc.
3.

DATE  OR EXPECTED DATE  OF CONTRIBUTION TO Charity.

4.
DATE OR DATES ON WHICH THE PROPERTY WAS VALUED by the appraiser 
note that the appraisal can not be prepared more than 60 days prior to the actual date of
contribution of the appraised property.
5.
METHOD OF VALUATION used to determine the fair market value such as
comparable sales approach or replacementcostlessdepreciation approach.
6.
SPECIFIC BASIS FOR VALUATION, if any, such as specific comparable sales
transactions
7.
TERMS OF ANY AGREEMENT  or understanding between the donor and the donee
charity relating to the use, sale or other disposition of the property. If none, the appraisal should
so state, or if there are, the appraisal should explain.
8.
FEE ARRANGEMENT between donor and appraiser  fees based on a percentage of the
value will render the appraisal invalid for income tax contribution purposes.
9.
QUALIFICATIONS of the APPRAISER including background, experience, education
and membership, if any, in professional appraiser association. There should be included, in
addition, specific examples of qualifications by way of experience or background to appraiser the
particular items which are the subject of the appraisal.
10.
FAIR MARKET VALUE  the appraised value of the property which is the subject of the
appraisal as of the date (or expected date) of contribution.
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11.
PURPOSE OF APPRAISAL  a statement that the appraisal was prepared for federal
income tax purposes.
12.
SIGNATURE of appraiser on the appraisal. The name, address and taxpayer
identification number of the appraiser must be on the appraisal.
XII.

88
document number: PERSONAL/RELUS1473929/1

ENDNOTES
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