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Abstract

The purpose of this book is to provide guidelines and assistance to nonindustrial private
forest owners and the legal, tax, financial, insurance, and forestry professionals who serve
them on the application of estate planning techniques to forest properties. The book presents
a working knowledge of the Federal estate and gift tax law as of September 30, 2008, with
particular focus on the unique characteristics of owning timber and forest land. It consists of
four major parts, plus appendices. Part I develops the practical and legal foundation for estate
planning. Part II explains and illustrates the use of general estate planning tools. Part III
explains and illustrates the use of additional tools that are specific to forest ownership. Part
IV describes the forms of forest land ownership, as well as the basic features of State transfer
taxes and the benefits of forest estate planning. The appendices include a glossary and the
Federal forms for filing estate and gift taxes.

Keywords: Estate planning, estate tax, gift tax, insurance, special use valuation, transfer
tax, trust.
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Chapter 1

The Importance of Forestry Estate Planning

Forest Ownership

Forests comprise one-third of the Nation’s land area.
Nearly three-fifths of all forest land—430 million acres—is
privately owned. More than four-fifths of privately owned
forest land—363 million acres—belongs to nonindustrial
owners.! Nonindustrial private forest owners are the
individuals, families, and organizations which own forest
land but do not operate primary wood-processing facilities;
that is, they are not classified as forest industry. With the
recent consolidation of forest industry ownership and
industry’s subsequent divestiture of much of its forest
holdings, the proportion of forest land in nonindustrial
private ownership is on the increase.

Forest land and timber values have risen rapidly in many
parts of the country in the past decade; market values
frequently reflect factors other than commercial timber
production. The estate tax structure is in a state of flux,
posing an ever-present danger for estates with substantial
forest holdings. Without proper estate planning, forced
liquidation of family forests or severe disruption of
management regimes is a distinct possibility. Fragmentation
of holdings and changing land uses can result.” Furthermore,
the uncertainty created by the Economic Growth and Tax
Relief Reconciliation Act of 2001 (P.L. 107-16), discussed
in several of the following chapters, has frozen many forest
land estate planning efforts. In many States, estate planning
is further complicated by the recent decoupling of the State
estate or inheritance taxes from the Federal estate tax, as
discussed in chapter 18.

A Diverse Group

Most nonindustrial private forest land in the United States is
owned by individuals, married couples, family estates and
trusts, or other informal family groups. Ownerships of this
type number over 10 million and account for approximately
250 million forest acres. The remaining nonindustrial private
acres are owned by more formal organizational entities,

! Smith, W.B.; Miles, P.D.; Vissage, J.S.; Pugh, S.A. 2003. Forest resources
of the United States, 2002. Gen. Tech. Rep. NC-241. St. Paul. MN: U.S.
Department of Agriculture Forest Service, North Central Research Station.
137 p.

2Greene, J.L.; Bullard, S.H.; Cushing, T.L.; Beauvais, T. 2006. Effect of
the Federal estate tax on nonindustrial private forest holdings. Journal of
Forestry. 104(1): 15-20.

including corporations, limited partnerships, and limited
liability companies, many of which also are family-held.
Nearly 90 percent of nonindustrial private forest ownerships
are less than 50 acres in size. Well over half of nonindustrial
private forest acres, however, are in holdings of 100 acres
or more, and one-fifth are in holdings of 500 acres or more.
The typical nonindustrial private forest owner is 60

years old.?

What Can Happen?

If you own forest land and are approaching or in retirement,
you may be asking yourself questions like: Can I afford

to take early retirement, so I can work on projects on the
tree farm I have always wanted to while I enjoy good
health and vigor? How can I transfer the knowledge and
experience gained from managing the land to my family?
Are the wildlife plots, timber management practices, hiking
trails, and cabin by the creek that I planned still feasible?

If my spouse and I retire to the tree farm are the resources
adequate that we can enjoy a satisfactory life style? How
will retirement affect our timber investment income? Will
sharing that income with our children serve to enrich and
motivate them?

Going a step further, if you, your spouse, or both of you
were to die today, what would happen to the forest land that
you have worked together a lifetime to obtain? Do you have
a forest management plan? If you do, will it continue to
function as an effective tool for the survivors and provide for
them in an equitable manner without disruption? Are your
forestry investments structured so that they will retain their
value at your death? Have you taken steps to minimize death
taxes? Will timber or land or both have to be sold to pay
family administrative expenses and estate taxes?

Examples abound of profitable forested estates that had to
be partitioned or liquidated entirely to settle estate debts and
pay death taxes following the owner’s death. This is true
especially in unplanned situations, and is exacerbated when
the heirs quarrel over the terms of the estate settlement. Such
complications tend to dissipate valuable forest resources.

3 Butler, B.J.; Leatherberry, E.C. 2004. America’s family forest owners.
Journal of Forestry. 102(7): 4—14.



The Importance of Forestry Estate Planning

The Purpose of This Book

The purpose of this book is to address the above issues. It
is written to provide nonindustrial private forest owners and
the legal, tax, financial, insurance, and forestry professionals
who serve them a working knowledge of the Federal

estate and gift tax law as it relates to estate planning for
forest properties. The unique character of timber assets is
addressed in terms of the estate planning goals of a forest
owner. The purpose is to enhance, rather than replace,
communication with estate advisors, and to make the
planning process more efficient. In all cases, well-qualified
professional advice is essential.

The discussion and examples presented in this book should
be regarded as educational rather than legal or accounting
advice. You should carefully review your own personal
situation—family goals, financial portfolio, land and timber
inventory, and specific considerations—with an attorney and
estate planning advisor. The applicable laws and regulations,
which often are complex, uncertain, and dynamic, must be
applied to your specific situation and context before making
legal and financial decisions. The book is written within

the framework of Federal law, but an understanding of
applicable State laws that affect the ownership, management
and transfer of forest land assets also should be incorporated
into estate planning deliberations. Because estate law varies
widely among the 50 States and territories, much of it is
beyond the scope of this publication. Nevertheless, State
death tax laws and regulations must be considered even as
the estate plan addresses the Federal statutes.

Structure

This book is divided into four major parts, which are

further divided into chapters. Part I develops the foundation
for estate planning. Estate planning considerations and
objectives, the planning process, and valuation principles are
discussed, as well as the Federal estate and gift tax process,
and the legal basis for estate planning.

Part II of the book explains general estate planning tools
and illustrates their application to nonindustrial private
forest land. Separate chapters discuss the use of the marital
deduction, disclaimers, and strategies for gifting forestry
assets. The role of trusts, life insurance, and installment
contracts in estate planning also is addressed.

Part III introduces and explains forestry-specific estate
planning tools, including special use valuation and deferral
and extension of estate tax payments. The advanced
planning and requirements necessary to qualify for and
effectively utilize these tools is covered in detail using
examples.

Part IV discusses the various forms of forest land ownership
and their relationship to forest estate planning. Alternative
business structures for timber estates, including the
advantages and disadvantages of each, are discussed.
Chapter 18 treats State transfer taxes, many of which now
are decoupled from Federal law, and summarizes the basic
features of the statutes in each State. Chapter 19 presents a
comprehensive example of the financial benefit of planning a
forest estate—or the cost of not planning.

The appendices include a glossary and selected Internal
Revenue Service (IRS) tax forms and tables.

Readiness Questionnaire

Effective estate planning is an ongoing process consisting
of three major components. The first concerns effective
management of the estate assets during the owner’s lifetime.
The second component, building on the first, is concerned
with ensuring that the transfer of estate assets at death will
be made in accordance with the owner’s wishes, with a
minimum of problems and minimum tax liability. The third
component encompasses nontax situations that only can be
addressed while living, through personal understanding of
family circumstances and their interaction with effective
planning. To better understand where you are in this process;
take a few minutes to complete the Readiness Questionnaire
on the following page (fig. 1.1).
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Check the appropriate blank to the left of each statement.

Yes

No

1. T have discussed the requirements for cash in the event of my spouse’s death. I have

10.

11

12.

13.

knowledge of estimated Federal and State death taxes, as well as the debts and other
costs payable at that time.

. Specific plans exist to satisfy immediate financial needs in the event of my spouse’s

death.

. I know what estate planning can accomplish, have set the objectives for my own estate

plan and have discussed a plan for continued management of the family’s timberland
with family members.

. Both my spouse and I have complete and up-to-date wills.
. I understand the reason for probate and how it functions.

. I know how to use trusts as an estate planning tool for saving taxes, lessening probate

costs, and managing my assets.

. My spouse and I know how to use the marital deduction for Federal estate tax saving in

conjunction with the applicable credits.

. I am aware of the tax savings available by using the gift provisions of the tax law, and

the advantages and disadvantages of gifting versus testamentary transfers.

. Iunderstand the role of life insurance in my estate planning and how that role(?) changes

over time.

I am aware of the details of my spouse’s life insurance policies and know how to shelter
policy proceeds from Federal estate tax.

. I understand the different ways to hold timber property in my estate and the advantages

and/or disadvantages of each.

I know how much family income will be received from retirement plans, social security,
annuities, the family timberland, and other sources.

Both my spouse and I know how to contact our attorney, accountant, banking officer, life
insurance agent, and forester. We both know where important documents are stored.

Figure 1.1—Estate planning readiness questionnaire.






Chapter 2

Estate Planning Objectives and Considerations

The High Cost of Dying Unprepared

Do you have an estate plan? Perhaps surprisingly, the
answer always is “Yes!” You can exercise your right to
specify who will receive your various assets upon your
death by preparing a will. If you fail to exercise that right,
however, the State in which you are legally domiciled has a
plan for disposing of your property. In fact, all States have
laws of descent and distribution that apply to the estates of
individuals who die intestate (without a will). The major
exceptions to the laws are joint tenancies, where property
passes to the surviving tenant, and life insurance contracts,
where the proceeds pass to the named beneficiary. The
State plans are general and fail to address a number of
considerations. Simply put, they are rules that specify how
the residue of an estate is to be divided once the “transfer
costs” have been paid. Forest land is a unique asset and a
poor fit for such a one-size-fits-all approach; almost always
the State plans can be improved upon.

Do you have an estate plan? Perhaps surprisingly, the answer
is “Yes”! Even if you have failed to exercise the privilege

of expressing your desires by writing a will, the State in
which you are legally domiciled has a plan for disposing of
your property. In fact, all States have laws of descent and
distribution for this purpose. If you have failed to exercise
your right to specify who will receive your property at death,
State law provides a general plan of rules that apply. The
major exceptions are joint tenancies where property passes
to the surviving tenant and life insurance contracts where
the proceeds pass to the named beneficiary. Generally, the
State’s plan can be improved because there are a number of
considerations that it fails to address. Simply put, the rules
are specific as to who gets the residue of the estate after the
“transfer costs” have been paid

Unexpected Heirs

As noted above, all States have laws of descent and
distribution that determine what happens to the property of
a person who dies intestate. The surviving spouse, children,
parents, siblings, and other relatives are considered in
more or less that order. State law does vary in this regard,
however, and becomes more complicated where blended
second and third marriages are involved—especially where
there are minor children. State statutes rarely consider the
heirs’ needs, their contributions to the estate, or the tax
consequences of the distribution.

Unexpected Values

The fair market value of appreciated real estate, closely
held stock, jointly held property, and other interests with
low current financial returns may greatly exceed the value
attributable to such property from current cash flows. Fair
market value often exceeds valuations based on the use
value of the assets (see chapter 4 for a discussion of asset
valuation for estate and gift purposes; see chapter 12 for a
discussion of special use valuation). The Internal Revenue
Service (IRS) focuses its estimates of value on the “highest
and best use” of the property, preferring market transactions
as evidence of value over other methods wherever possible.
Consequently, the IRS valuations may be much higher than
the value placed on estate assets in their current use by

the executor. The demand for residential and recreational
properties outside urban areas has driven up prices on forest
land in many regions of the country. Heirs also may suffer
from the hazards of unrealistic expectations from weak or
worthless assets. Valuation is discussed in chapter 4.

Transfer Costs

Transfer costs include Federal and State death taxes, where
applicable, and probate and estate administration expenses.

Federal estate and State death taxes—The Federal
estate tax law encompasses taxable lifetime gifts combined
with property passing at death in calculating the decedent’s
tax liability. In 2008, during the transition under the
Economic Growth and Tax Relief Reconciliation Act of
2001 (Public Law 107-16), the Federal estate tax rate
effectively is 45 percent on taxable estate values in excess
of the $2 million applicable exclusion amount (see tables
3.1 and 3.2). States with an estate or inheritance tax law
may levy additional taxes that can amount to as much as 10
to 20 percent of the Federal estate tax. State death taxes are
discussed in chapter 18.

Currently (2008), the annual exclusion of Federal gift tax
law exempts $12,000 per donee per year and $1 million in
lifetime taxable gift transfers over and above the annual
exclusion per decedent. Thus, the Federal gift tax rate
effectively begins at 41 percent on amounts over $1 million
and increases to 45 percent on amounts over $1.5 million
(see table 3.1; Federal estate and gift tax procedures are
discussed in more detail in chapter 3). State gift tax laws are
discussed in chapter 18.
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Probate and administrative expenses—The cost of
probate (discussed in chapter 5) and estate administration
expenses comprise the other so-called “transfer costs.”
Some States have adopted statutory limits for probate costs
associated with small estates. Thresholds for applicable
amounts under small estate laws vary from approximately
$5,000 to $100,000. In estates exceeding this threshold,
probate expenses may, in some cases, amount to as much as
8 or 9 percent of the value of the estate.

Generally, administrative expenses gradually fall as a
percent of estate value as that value increases to $1 million
or more. On large estates, these charges may amount

to 5 percent of estate value or lower if no problems are
encountered. For example, on a $2.5 million taxable estate
the total average settlement costs (Federal estate tax, plus
administration expenses equal to 5 percent of the estate)
would be only $350,000 in 2008 (table 2.1). This amount
increases sharply to $600,000 on a taxable estate of

$3 million.

Loss of leadership and income—The owner’s
leadership and skill may be indispensable in successfully
managing the forest land or timber business enterprise.
Knowing boundary locations; having good relationships
with neighbors, consultant foresters, loggers, and forestry
vendors; having an understanding of silviculture; and having
timber marketing experience all are part of a knowledge
base built over a long period of time. At the owners’ death,
this experience may be difficult or impossible to replace in
the short run.

Nonindustrial forest owners typically are in an age group
where they are near the peak of their earning power. At death
these earnings could be sorely missed.

Shrinkage because of liquidation—When forest
land or timber business assets have to be sold to pay taxes
and administrative expenses or to retire indebtedness, the
shrinkage losses can amount to a substantial portion of the
estate. These losses can result from poor market timing,
breakup of efficient working units, premature disposition
of assets, and unfavorable financial arrangements.
Partitioning of estate resources among the heirs also may
have unfavorable consequences, both in terms of valuation
and management efficiency. Such partitioning may be
unavoidable due to differing objectives among the heirs.

Ancillary probate—Ancillary probate proceedings
generally are required when real property is held in more
than one State. The additional legal costs increase the
estate’s overall administrative expenses. Certain legal forms
and business organizational structures circumvent this
situation, as discussed in part I'V.

Table 2.1—The high cost of dying—average settlement
costs at death based on Federal estate tax in 2008, plus
an average administration cost of 5 percent

Total
Federal Administration  settlement

Taxable estate  estate tax expenses costs

dollars

100,000 0 5,000 5,000
200,000 0 10,000 10,000
300,000 0 15,000 15,000
400,000 0 20,000 20,000
500,000 0 25,000 25,000
600,000 0 30,000 30,000
700,000 0 35,000 35,000
800,000 0 40,000 40,000
900,000 0 45,000 45,000
1,000,000 0 50,000 50,000
1,250,000 0 62,500 62,500
1,500,000 0 75,000 75,000
1,750,000 0 87,500 87,500
2,000,000 0 100,000 100,000
2,250,000 112,500 112,500 225,000
2,500,000 225,000 125,000 350,000
3,000,000 450,000 150,000 600,000
3,500,000 675,000 175,000 850,000
4,000,000 900,000 200,000 1,100,000
5,000,000 1,350,000 250,000 1,600,000
6,000,000 1,800,000 300,000 2,100,000
7,000,000 2,250,000 350,000 2,600,000
8,000,000 2,700,000 400,000 3,100,000
9,000,000 3,150,000 450,000 3,600,000
10,000,000 3,600,000 500,000 4,100,000

Estate Planning Considerations
Particular to Forestry

Estates with substantial forest land and timber values often
have many of the problems described above. They also have
many additional considerations that arise from the unique
nature of the forest land asset and the economic climate

in which the forest owner operates. The financial returns

on timber investments are driven by three primary factors:
timber growth (site productivity), timber markets (stumpage
price), and the cost of capital (interest rates). Landowner
investment and harvest decisions interact in complex ways
with these factors, which in turn are influenced by Federal
and State tax considerations.
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llliquidity of Land and Timber Assets

Land “dedicated” to timber production is characterized

by a long investment horizon. Timely and appropriate
management decisions are important in order to establish
and maintain the desired level of timber growing stock

to achieve its earning potential. This limits the potential
number of buyers in the market for timbered assets and
requires skill, timing, and luck to obtain top market values
when transferring timber properties. In addition, timber
prices are volatile and follow long and often irregular price
cycles.

Low, Irregular Income

Low income—Low or inadequate returns on forest assets
often result from premature harvesting, over-cutting, and
under-investing in reforestation and maintenance of timber
growing stock. Under these circumstances, the potential
returns from the forest land fail to be realized.

Irregular income—Ideally, the age classes of timber
stands are distributed so that a more or less even flow

of timber volume and revenue results. On most private
forests, however, timber income is irregular because of

past land use practices. As noted above, under-investment
also contributes to an uneven flow of income. The average
tenure of nonindustrial forest land holdings is approximately
10 years, while timber rotations may vary from 25 to 50

or more years. In addition, the average owner is 60 years

of age. The combination of owner age and relatively short
tenure suggests that sporadic cash flows will be the usual
case. Even in all-aged stands, excess cutting or high-grading
(cutting the best trees without regard for the future stand)
will invariably disturb the cutting schedule and contribute to
irregular income.

Continuity of Management

Continuous long-term sustainable management under a
well-defined set of goals is the most effective way to ensure
efficient timber production from forest holdings. This goal
clearly is desirable from a societal point of view. From an
owner’s perspective, its primary importance is in keeping
timber assets productive. For all its public and private
benefits, however, continuity of management often is at
variance with an owner’s immediate goals and personal
situation. Many variables affect an owner’s management and
harvest decisions, and some may interrupt the continuity of
management associated with an optimum financial return.
As noted above, the average tenure of nonindustrial private
forest landowners is a relatively short 10 years. Even with
larger holdings that have longer average tenure, the holding
period rarely approaches a typical rotation cycle of 25 to
40 years in the South, and longer in the North and West.

Within these short time frames, Federal tax laws further
complicate the intergenerational transfer of forest property,
contributing to the liquidation of growing stock and
disrupting management continuity. Partitioning the estate
often produces similar results. Careful planning is required
to ensure continuity of management and the attendant
benefits.

Unitary Nature of the Forest

Economies of scale in management, harvesting, and
reforestation generally are achieved only on holdings of
perhaps 1,000 acres or more. The exact size will depend on
site quality, species mix, markets, and other variables. There
is a rather well-defined inverse relationship between tract
size and the unit cost of production; that is, as forest land
size increases the cost per acre of reforestation, harvesting,
and management operations decreases.

An even flow of timber and other outputs can be achieved
only on holdings large enough to have a diversity of timber
stands, age classes, and species. For example, if one assumes
a 40-year rotation, defines the minimum operable stand
size as 20 acres for cultural treatments, and wants income
every 5 years, a 160-acre [(40 years + 5 years) x 20 acres]
minimum of operable land stocked with age classes at
5-year intervals is required. If annual income is desired,

an 800-acre minimum (40 years x 20 acres) is necessary
(assuming clear-cut management with no thinning). The
problem, however, is that age classes are rarely uniformly
distributed, and the distributions that do exist are upset as
family changes or estate proceedings require liquidation to
raise cash. A management plan can help to solve some of
these difficulties.

Fragmentation of forest land holdings is encouraged by real
estate markets and estate tax policies. Consider a 1,000-
acre forest property with four parcels of approximately
equal size, which have age classes that differ by 10 years
per parcel. In the aggregate, an even flow of income and
low-cost management is possible. At the owner’s death,
however, one parcel each passes to the surviving spouse and
three children (the values are equalized internally to account
for the different levels of growing stock on each parcel).

In the absence of a family agreement to the contrary, the
death will disrupt the flow of timber income, and the cost of
management operation will increase. A forest management
plan will not prevent this outcome if the respective parties
do not reach an agreement that encompasses continuity of
management for the entire acreage.

Example 2.1. Consider the 1,000-acre property
noted above, which is composed of four parcels of
approximately equal size. A forest management plan
will include an inventory of the timber stands by
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species, age, volume, and condition. An operational
plan will project and treat each stand based on the
owner’s goals (including the estate plan, if desired).
The options for a 40-year rotation (investment period
from seed to harvest) are illustrated by the cutting
cycle: (1) harvest 25 acres per year from mature
timber for an even flow of wood products; (2) harvest
250 acres in every 10-year period when the highest
prices are expected; (3) harvest the growth from all
merchantable timber on a 5-year cutting cycle; (4)
cut timber when the family needs money; or (5) any
combination of the above. The plan will depend on
the timber market, the family’s needs for income, and
the biological condition of the forest. A forester can
transform the timber inventory into the most effective
operational plan to meet the owner’s goals and to
utilize the maximum potential of the forest. A forest
management plan is discussed in more detail below.

Difficulty in Obtaining Credit

Forests are unimproved real estate and largely unproductive
in the premerchantable and young growth stages of a
rotation. A forest landowner, typically 60 years or more

of age, with standing in the community and forestry
experience, should have excellent credit. In contrast, it may
be more difficult initially for a surviving spouse to obtain
credit if he (she) does not have an established credit record.
It may be even more difficult for the children, depending
on their age and maturity. The loss of income and family
leadership exacerbates the problem of credit worthiness
when coupled with liquidity needs of the family to cope with
estate transfer costs. This is an important issue to address in
the planning process.

A Forest Management Plan as
Part of the Estate Plan

The primary goal of estate planning is the accumulation and
conservation of wealth, including its transfer to heirs and
other beneficiaries. With respect to forest land in the estate,
a forest management plan is essential to both the goal of
producing income and that of preserving the land’s inherent
productivity through sustainable management.

The management plan may address several goals such as
income, wildlife management, and value appreciation. It
should have both strategic and operational dimensions. The
strategic plan focuses on long-term goals such as optimizing
the rotation length or structuring the age-class distribution
of timber growing stock to produce an even flow of income.
The operational plan focuses on the production of net
income over a relatively short period, typically 5 years.

The first step in building an operational plan is to obtain

a current inventory with stand-level detail. All forestry
operations during this period, including wildlife activities,
together with their related costs and revenues are scheduled.
For the revenues, mature stands are analyzed for rate of
return and income to be generated. Financial decision rules
are developed to guide the replacement of less productive
stands by harvesting them. Similarly, the expected returns
for reforestation, timber stand improvements, and other
projects are analyzed and the decision rules used to choose
the most productive use of limited investment capital. Once
the operational plan is in place, an annual budget targets
the specific stands to be harvested and details plans for
reforestation and other silvicultural activities. These plans
are completed in the context of the owner’s objectives and
the prevailing market environment.

A good operational plan has the flexibility to make
adjustments: (1) in revenues as owners’ needs and/or market
conditions fluctuate; (2) in expenditures as liquidity and the
cost of capital vary; and (3) in either or both as unexpected
external factors such as shifts in public policies or casualty
losses occur.

The short-term operational plan functions within the
context of the strategic plan, which is developed to meet the
long-term management goals for the forest land. Species
selection, stocking levels, and rotations are addressed in

the strategic plan, as well as the interaction among the
various timbers, wildlife, and other goals. At the operational
level, however, each stand functions as an individual
investment from which thinning and final harvest revenues
are projected. Similarly, annual management expenses for
property taxes, timber stand maintenance, competition
control, and growing stock enhancements such as fertilizer
are prescribed. These are inputs for making management
decisions on stocking control and property maintenance.

The scope and sophistication necessary to develop a

forest management plan depend on the individual owner’s
circumstances. For a small property with modest timber
value, the owner may be able to achieve his (her) forest land
objectives with a relatively simple plan. As property size and
timber value increase, however, more attention should be
devoted to the plan, reflecting the greater investment in the
resource and its potential earning capacity.

Specific Estate Planning Objectives

Although it may be difficult for family members to agree on
the planning objectives for the estate and its forest property,
reaching agreement is necessary for development of the
estate plan. Conflicts often arise when estate plans have
multiple objectives, and must be resolved before progress
on the plan can be made. Rarely is it possible to satisfy all
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objectives completely, so priorities have to be established
for allocating the two primary estate resources—income and

property.

Timing, equity, organization, and tax strategies are among
the more common considerations to be addressed in the
planning process. Timing addresses the choices between
current and future consumption (i.e., enjoyment in this
generation or the next). Equity deals with the shares of
inheritance among the heirs, special needs of certain family
members, and the contribution of various family members
to building the estate. The form of ownership or business
organization often must be decided in terms of who will

be in control and whose philosophy of management will
prevail. Tax-saving strategies must be integrated with the
other goals in a way that retains a balanced plan. In some
instances, maximum tax savings may be sacrificed in order
to realize a goal in another area. Finally, there is the element
of trust. If members of the immediate family and any in-laws
cannot respect and trust one another, the planning effort
becomes much more difficult.

Preretirement and Postretirement
Security

It is essential that adequate resources be allocated for the
financial security and well-being of the estate owner(s)
before and during retirement. Involvement in management
activities and professional interests may be important in
retirement. Planning for continuity of business activities is
discussed below.

Security and Compassion for
Family Members

The financial security, comfort, and happiness of the
surviving spouse, either husband or wife, should be the
highest priority for most estate plans. The ability of the
survivor to care for the children, manage daily affairs,

and deal with grief due to the decedent’s death must be
considered. With most estates, the husband and wife have
worked together for many years to accumulate the estate
assets, often at considerable sacrifice. The death of either
spouse usually is followed by a period of adjustment with
respect to both personal and business affairs. The survivor’s
comfort and happiness during this time will depend greatly
on the amount and types of assets received from the estate,
and on the control the survivor has over his (her) resources.

In some cases, State law provides for the surviving spouse
to have certain minimum rights in the real and personal
property “solely owned” by the deceased spouse, regardless
of what may be stipulated in a will. The further implications
of property ownership are developed in part IV. Proper
estate planning can help to ensure that the amount left to
the survivor at the death of either spouse will be adequate.

Specific adjustment can then be made, if necessary, by
means of a will—subject to State law. Wills are discussed in
more detail in chapter 5.

Equitable Treatment of Children

State laws of descent and distribution generally provide for
equal distribution of property among children. Although
equal distribution is desirable in principle, it may not
address important differences in the children’s situations or
contributions to the family. Differences to consider include:
(1) a large investment in a particular child’s education; (2)
an extra investment in one child’s business or purchase of

a home; (3) a large contribution from a child to the parents
in money or in kind; (4) care for children with physical

or mental disabilities; and (5) the children’s differing
contributions toward managing the forest land. Equitable
adjustments for these types of situations can be addressed
by a will or by other planning techniques. A realistic
assessment of the working relationships among children and
in-laws is essential. In the absence of a will, State law will
control the distribution of the decedent’s property.

Continuity of the Forest Enterprise

The time required to settle an estate can vary from a few
months to several years, depending on the complexity of
the settlement. Plans should be made for continuity of
management of the forest land, or assets and opportunities
can quickly disappear. It is essential to take advantage of
favorable timber markets within the context of the forest
management plan and to make timely investments in
reforestation and cultural practices that keep the assets
productive. Protection from timber trespass, theft, and
natural hazards (insects, diseases, and wildfire) also is
important. Proper estate planning can ensure that an
operational forest management plan continues after the
death of the decedent. The will or other instrument should
direct that business operations of the estate continue during
this critical transition period.

Minimize Transfer Costs

Generally, one of the principal goals of estate planning is to
minimize the impact of transfer costs at death. As discussed
above, transfer costs include Federal and State death taxes,
probate expenses, and the costs of administering the estate.

Minimizing tax liabilities—Careful attention to the

tax consequences of property disposals is required. Gifts
made during the decedent’s lifetime may be subject to gift
taxes (see chapter 9 for a discussion of the advantages and
disadvantages of gifts). Property given to the spouse during
the decedent’s life or at death is shielded from tax by the
marital deduction; however, this only defers the ultimate
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payment of the tax (see chapters 6 and 19 for discussion of
the tax effects of the marital deduction). State death taxes,
which vary greatly from one State to another, also must be
considered (see chapter 18). Careful planning is required
to minimize taxes without jeopardizing other objectives.
The husband and wife must make a fundamental choice in
estate planning: (1) minimize taxes at both deaths and pass
the maximum value to the children, or (2) minimize taxes
and other costs at the death of the first spouse, leaving the
surviving spouse with the maximum possible wealth and
control over estate assets. The latter approach will ultimately
cost the children more in estate taxes and administrative
costs.

Minimizing administrative costs—Certain steps

can be taken to reduce administrative costs, and even to
avoid probate, but at the cost of flexibility and perhaps
additional taxes. Because all choices have advantages and
disadvantages, they should be carefully considered in terms
of overall objectives.

Provide Flexibility and Durability

There always are tradeoffs in saving estate taxes. Rigid
plans rarely work well over long periods of time because of
changes in the family, the law, and the economy. It generally
is best to choose an executor who can be trusted to make
decisions that benefit all concerned to the maximum extent
possible and to provide him (her) the flexibility to do so.
When it is necessary to protect the interests of a specific
heir, however, the desired outcome should take precedence
over flexibility.

Estate Planning Team for
Forest Landowners

Forest Landowner

The role of the forest landowner on the estate planning
team is to set the overall objectives for the estate plan and
ensure they are met in a cost-effective manner. Owners who
relinquish this role to other team members run the risk of
ending up with a plan that meets objectives other than their
own. As noted above, developing the objectives is best done
in discussion with the other members of the family.

Consultations with professional advisors should be preceded
by a personal fact-finding process that includes an analysis
of the family situation and takes into account current and
projected lifestyle desires and financial needs. The fact-
finding process also should include an inventory comprising
the description, form of ownership and value of all estate
assets. Legal descriptions of all real property, locations of
deeds and other important documents, and all indebtedness
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should be listed. Values for all assets should be projected
for the next 5 years. The forest management plan will
provide the basis for timber volume and value projections.
Additionally, insurance policies, beneficiary designations,
and policy options should be reviewed.

Attorney

The family attorney usually has the primary responsibility
for coordinating the estate planning process. If he (she)
lacks sufficient knowledge of the Federal and State tax laws
governing the transfer of real and personal estate assets, an
attorney specializing in estate planning should be engaged.
When particular complications exist or difficulties in the
business operations warrant, expert help is well advised.
The attorney articulates the owner’s objectives to the other
team members, supervises the inventory of personal data
and estate assets, and works with other professionals to
evaluate alternative estate planning strategies. The attorney
drafts the will and other legal documents that are required to
execute the completed estate plan, including the supervision
of changes in property titles and insurance beneficiaries to
conform to the plan.

Certified Public Accountant (CPA)

A CPA understands the complex interplay among the
estate, gift, and income tax laws and prepares and files the
appropriate tax returns and other tax documents. Because
he (she) typically has access to the client’s financial and tax
records, the CPA can discuss appropriate estate-planning
opportunities.

Institutional Trust Officer

An institutional trust officer, who may be both lender and
corporate trustee, often has an awareness of the financial
needs of the estate. As a banker, he (she) can help explain
the financial and tax aspects of alternative planning choices,
and has expertise in the trust department that can be used
during the decedent’s lifetime and later by the survivors.

A trust officer also has knowledge of how various types of
trusts can help meet specific estate planning objectives. The
role of trusts in estate planning is covered in chapter 9.

Chartered Life Underwriter (CLU)

A CLU can develop an insurance program that will provide
the kind and amount of insurance required to meet the
estate’s estimated financial needs. The purchase of life
insurance can provide the liquidity necessary to cover the
estate’s transfer costs, ensure protection of estate assets,
and build estate assets at critical times. In some States,
insurance consultants offer professional estate planning
evaluations for a fee that is dependent only on the service
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provided rather than on the sale of a particular insurance
package. The recommended insurance coverage can then be
purchased from the company of choice, with consideration
being given to price as well as to the company’s strength and
rating. This approach avoids any appearance of a conflict of
interest when dealing with an insurance broker. The role of
insurance in estate planning is covered in chapter 10.

Forester

A forester is a nontraditional member of an estate planning
team; nevertheless, he (she) can provide an invaluable
service if there are substantial forest assets in the estate.

A forester can prepare a forest management plan that
specifically addresses estate-planning goals and functions
as an integral part of the overall estate plan. A forester
routinely brings management, marketing, and harvesting
skills to the planning process, and often has knowledge of
forest taxation issues and how they interact with other estate
considerations.

13
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The Federal Estate and Gift Tax Process

Background

The Federal government has levied a tax—the estate
tax—on the transfer of a decedent’s estate since 1916; it has
imposed a tax—the gift tax —on the inter vivos (lifetime)
transfer of property by individuals since 1932. Over the
years, the two taxes have undergone many changes. Prior

to 1977, they were independent of one another. Since that
year, however, they have been companion taxes that must be
considered together in the context of estate planning.

Unified Rates and Credit

Federal estate and gift tax rates were unified into one rate
schedule by the Tax Reform Act of 1976 (TRA; Public Law
94-455). The rate brackets for both gifts and estates became
identical at that time. TRA also established a unified estate
and gift tax credit to offset taxes owed. Enactment of the
Economic Growth and Tax Relief Reconciliation Act of
2001 (EGTRRA,; Public Law 107-16), however, brought
significant changes to these aspects of the Federal transfer
tax system. In order to comply with the Congressional
Budget and Impoundment Control Act of 1974 (Public Law
93-344), EGTRRA was written so that all provisions of and
amendments made by it will “sunset” after December 31,
2010. Unless Congress acts affirmatively in the interim, the
Internal Revenue Code (IRC) will, thereafter, be applied and
administered as if these provisions had not been enacted.
This means that under current law, the discussions in the
following paragraphs will apply only to the estates of
decedents dying, or gifts made, before January 1, 2011.

Unified Rates

As shown in table 3.1, the rate brackets in the unified rate
schedule in 2008 range from a low of 18 percent to a high
of 45 percent for amounts in excess of $1.5 million. An
additional 5-percent surtax, which had been applied to a
portion of transfers in excess of $10 million, but less than
$17,184,000, has been repealed with respect to decedents
dying, and gifts made, after December 31, 2001.

Applicable Credit Amount
Since the enactment of EGTRRA, the unified credit has

been referred to as the applicable credit amount. In effect,
the unified credit has been “de-unified” in that different

schedules of applicable exclusion amounts sheltered by an
applicable credit now apply to the estate tax and the gift
tax. Thus the computation of the applicable credit amount
for estate tax purposes is different from that for gift tax
purposes.

As shown in table 3.2, the estate tax applicable exclusion
amount was $1 million for 2002 and 2003; for 2004 and
2005 it was $1.5 million; for 2006, 2007 and 2008 it is

$2 million; for 2009 it will be $3.5 million. Because of the
applicable exclusion, the effective estate tax rate from 2007
through 20009 is 45 percent.

EGTRRA also set the applicable exclusion amount for the
gift tax at $1 million for 2002. Unlike the gradual increase
in the estate tax applicable exclusion amount in the years
leading up to 2010, however, the gift tax amount remains at
$1 million and is not indexed for inflation. Thus the effective
gift tax rates from 2007 through 2009 range from 41 to 45
percent.

The use of the applicable credit amount begins with taxable
gifts made during the decedent’s lifetime. It is mandatory
that the credit be applied to such gifts; no tax actually is paid
on a taxable gift until the $1 million credit is completely
used up. Thus, some or all of the credit may be exhausted
during a decedent’s lifetime and not be available for use by
his (her) estate.

Gifts are discussed in greater detail in chapter 8, including
what does and does not constitute a taxable gift.

Determination of Gross and
Taxable Estate

Gross Estate

The gross estate is defined as the value of all property—both
real and personal and tangible and intangible—owned by the
decedent on the date of death, or in which he (she) had an
ownership interest on the date of death. Thus, the first step in
the estate settlement process is a complete inventory of the
estate assets.

15
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Table 3.1—Federal unified estate and gift tax rate schedule, through 2009

Amount on which tax is computed

Tentative tax

Not over $10,000

Over $10,000 but not over $20,000
Over $20,000 but not over $40,000
Over $40,000 but not over $60,000
Over $60,000 but not over $80,000
Over $80,000 but not over $100,000
Over $100,000 but not over $150,000
Over $150,000 but not over $250,000
Over $250,000 but not over $500,000
Over $500,000 but not over $750,000

18 percent of such amount

$1,800, plus 20% of amount over $10,000
$3,800, plus 22% of amount over $20,000
$8.,200, plus 24% of amount over $40,000
$13,000, plus 26% of amount over $60,000
$18,200, plus 28% of amount over $80,000
$23,800, plus 30% of amount over $100,000
$38,800, plus 32% of amount over $150,000
$70,800, plus 34% of amount over $250,000
$155,800, plus 37% of amount over $500,000

Over $750,000 but not over $1,000,000 $248,300, plus 39% of amount over$750,000

Over $1,000,000 but not over $1,250,
Over $1,250,000 but not over $1,500,
Over $1,500,000

000 $345,800, plus 41% of amount over $1,000,000
000 $448.,300, plus 43% of amount over $1,250,000
$555,800, plus 45% of amount over $1,500,000

Table 3.2—Estate tax applicable credit and exclusion amounts

Year Applicable credit Applicable exclusion
dollars

1997 192,800 600,000
1998 202,050 625,000
1999 211,300 650,000
2000 and 2001 220,550 675,000
2002 and 2003 345,800 1,000,000
2004 and 2005 555,800 1,500,000
2006 through 2008 780,800 2,000,000
2009 1,455,800 3,500,000
2010 Estate tax repealed
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Valuation

Once property interests have been established, they must

be valued. Valuation of both timber and nontimber assets is
discussed in detail in chapter 4. The general rule, however,
is that property, comprising the gross estate, must be valued
at fair market value; either as of the date of death or as of the
alternate valuation date. Special use valuation, in lieu of fair
market value, also is possible for forest property and certain
other types of estate assets, as discussed extensively in
chapter 12. Fair market value is defined 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 to sell and both having reasonable knowledge of all
of the relevant facts.

The estate assets may be valued as of the date falling 6
months after the decedent’s death (alternate valuation date)
if two tests are met: (1) alternate valuation decreases the
value of the gross estate, and (2) it results in a decrease in
the net Federal estate tax payable. The alternate valuation
election must be made on the first estate tax return filed.
Once elected, it applies to all property in the gross estate;
the executor may not alternately value some assets and not
others. A valid alternate valuation election may be made on
a late-filed return, as long as it is filed no later than 1 year
after its due date. The election also is irrevocable—at least
after the due date for filing has expired.

Taxable Estate

The definition of taxable estate is the value of the gross
estate, less all permitted deductions. There currently

(2008) are seven permitted deductions: (1) funeral and
related expenses for the decedent, (2) estate administration
expenses, (3) debts of the decedent, (4) casualty and theft
losses occurring during estate administration, (5) State death
taxes paid, (6) the charitable deduction, and (7) the marital
deduction. The deduction for State death taxes became
effective in 2005, replacing the State death tax credit, which
was phased out between 2002 and 2004. The qualified
family business deduction was available to qualified estates
through 2003 but was repealed by EGTRRA for decedents
dying in 2004 or later.

Funeral expenses—These include the costs of interment,
the burial lot or vault, grave marker, future care of the grave
site, and transportation to bring the body to the burial place.
Funeral expenses must be reduced by any reimbursement
from the U.S. Department of Veterans Affairs for funeral
expenses and any funeral expense benefit payable to

other than the decedent’s spouse by the Social Security
Administration. The Internal Revenue Service (IRS) takes
the position that, if a decedent’s estate is not primarily liable
for payment of funeral expenses, no deduction is allowed for

Federal estate tax purposes unless the decedent’s will directs
that the funeral expenses be paid out of the decedent’s estate.

Administration expenses—These include costs incurred
for collection, storage, and preservation of estate property;
payment of estate debts; distribution of estate property;
executor fees; attorney fees; and tax preparation fees,

among others. The IRS considers only those administration
expenses “actually and necessarily” incurred for such
purposes to be deductible.

Debts—These are personal obligations of the decedent that
existed at the time of death, including interest accrued to the
date of death. They include such obligations as mortgages,
liens, unpaid income taxes on income includable on a return
of the decedent for the period prior to his (her) death, unpaid
gift taxes, unpaid property taxes accrued prior to death, and
unpaid medical expenses as of the date of death. Medical
expenses incurred by the decedent that are paid within 1 year
of death may be deducted either on the estate tax return or
on the decedent’s final income tax return. The IRS generally
does not allow the deduction of interest accruing after death
on debts incurred prior to death. The courts, however, have
not always followed the IRS position; several have allowed
such interest to be deducted if reasonable and necessary for
administration of the estate.

Casualty and theft losses—These may be deducted if
they occur during estate settlement and prior to distribution
of the asset in question to the heir or legatee. The deduction
is reduced to the extent that the loss is offset by insurance
or other compensation and to the extent that it is reflected in
alternate valuation if such valuation is elected. A casualty or
theft loss may be deducted on either the estate tax return or
the estate’s income tax return—but not on both.

A deductible loss must be one with respect to tangible
property. Depreciation in value of intangibles, even though
occasioned by destruction, damage, or theft of underlying
physical assets, is not deductible. Losses in value of
intangibles can serve to reduce the taxable estate, but

only if they occur within 6 months after death so that the
intangibles may be included in the estate at their value as of
the alternate valuation date.

State death taxes—Under current law the deduction for
State death taxes paid will remain in place through 2009
until the repeal of the estate tax in 2010.

Charitable deduction—A deduction is allowed for
estate assets that are transferred by the decedent’s will to
specified public or charitable entities or uses. These include
the units of Federal and State government; units of local
government if the transferred assets are used exclusively
for public purposes; religious, charitable, scientific, literary,
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or educational organizations; fraternal societies (for gifts
used exclusively for religious, charitable, scientific, literary,
or educational purposes); and veterans’ organizations
incorporated by an act of Congress. There is no limitation
on the amount of the charitable deduction, but it cannot
exceed the net value of the property that passes to charity as
reflected in the gross estate.

Marital deduction—The value of certain property
interests that pass from the decedent to his (her) surviving
spouse can be deducted from the decedent’s gross estate.
Generally, in the case of simultaneous death, local law
governs as to a presumption of who was the first to die.

Determination of Tax Due

The next step is to compute the tentative tax on the sum

of the taxable estate, plus adjusted taxable gifts. Adjusted
taxable gifts are defined as the total amount of taxable

gifts made by the decedent after December 31, 1976, other
than those gifts that must be included in the gross estate.
Lifetime gifts that must be included in the gross estate for
one reason or another are discussed in chapter 8. The current
unified rate schedule is then applied to this cumulative total
(sometimes referred to as the “estate tax base””) comprised
of transfers both during life and at death. The result is the
tentative estate tax.

Once the tentative tax is determined, it is reduced by the

gift taxes (those previously paid, plus those not yet paid) on
gifts made after December 31, 1976. The result is the gross
estate tax. The tax payable on a post-1976 lifetime gift is the
amount owed on that gift after the gift tax otherwise payable
is reduced by the unified credit or applicable credit amount.
The estate tax reduction for gift taxes paid on such gifts is
based on the rate schedule in effect on the date of death, not
on the schedule in effect at the time of the gift, if the two are
different.

Credit Reductions

Once the gross estate tax is determined, it is reduced by
certain credits to determine the net estate tax due. There are
four such credits: (1) the unified credit (applicable credit
amount) discussed above; (2) the credit for Federal gift taxes
paid on certain pre-1977 transfers; (3) the foreign death tax
credit; and (4) the credit for Federal estate taxes on prior
transfers.

Applicable credit amount—The amount of the
applicable credit amount available at the decedent’s death
($780,800 in 2008, minus any of the credit applied to
lifetime gifts) will be reduced if the decedent made a taxable
gift at any time after September 8, 1976, and before January
1, 1977. Prior to unification of estate and gift taxes in 1977,
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a specific lifetime gift exemption of $30,000 was permitted.
The applicable credit amount must be reduced by 20 percent
of the exemption allowed for a gift made during this period.
For example, if the decedent had made a gift on October 15,
1976, and used the entire lifetime exemption of $30,000, the
applicable credit amount would be reduced by $6,000 (20
percent of $30,000).

Credit for taxes on pre-1977 gifts—A credit is allowed
for gift taxes paid on pre-1977 gifts that must be included
in the donor’s gross estate under any provision of law that
mandates such inclusion. These provisions are discussed

in detail in chapter 8. The credit is limited to the lesser of:
(1) the gift tax paid on the gift that is included in the gross
estate, or (2) the amount of estate tax attributable to the
inclusion of the gift in the gross estate.

Foreign death tax credit—A credit is allowed for foreign
death taxes paid with respect to property in the decedent’s
estate if the property actually is situated in a foreign country.
The credit is the lesser of the foreign death tax or the Federal
estate tax attributable to the property.

Credit for estate taxes on prior transfers—A credit
is allowed for all or part of the Federal estate tax paid

on transfers to the present decedent of property from a
transferor who died within 10 years before or 2 years after
the present decedent’s death. The credit is the smaller of
(1) the amount of the Federal estate tax attributable to the
transferred property in the prior decedent’s estate, or (2)
the amount of the Federal estate tax attributable to the
transferred property in the present decedent’s estate. If

the transferor dies within 2 years before or 2 years after
the present decedent’s death, the full credit is allowed. If
the transferor dies more than 2 years before the present
decedent, the credit is reduced by 20 percent for each full
2-year period by which the death of the transferor preceded
the death of the present decedent.

Estate Tax Computation

Example 3.1. Assume that the decedent died in 2008
with a gross estate valued at $2.9 million. In 2005 the
decedent had made a taxable lifetime gift of property
valued at $1.1 million to his daughter. He had filed a
gift tax return and, after deducting the applicable credit
amount available in 2003, paid a net gift tax of $41,000
(tentative gift tax of $386,800, minus $345,800 credit).
There were no other lifetime taxable gifts.

The decedent’s gross estate of $2.9 million includes the
gift tax of $41,000 that was paid but not the value of the
gift itself. Because the entire gift was taxable and is not
included in the gross estate, it is added to the taxable
estate to determine the tentative tax, as discussed above.
The net estate tax is computed as follows:
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Gross estate
Minus debts and administrative
expenses

Taxable estate
Plus adjusted taxable gifts

Taxable amount

Tentative tax [$555,800 + 45 percent
X ($3,850,000 — $1,500,000)]

Minus gift tax paid

Gross estate tax
Minus applicable credit amount
Net estate tax due

$ 2,900,000

150,000

2,750,000

1,100,000

3,850,000

1,613,300

41,000

1,572,300
780,800

$ 791.500
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Chapter 4

Valuation of Assets for Estate and Gift Purposes

General Considerations

The Federal estate and gift taxes, as discussed in chapter 3,
are excise taxes that generally are levied on the fair market
value (FMV) of property that is gratuitously transferred.
Special use valuation for estate tax purposes is an exception
to the FMV rule; the applicability of special use valuation to
forest properties is discussed at length in chapter 12.

Treasury Regulation 20.2031-1(b) defines FMV as:

.. . the price at which property would change hands
between a willing buyer and a willing seller, neither
being under any compulsion to buy or to sell and both
having reasonable knowledge of the relevant facts.

Valuation of estate and gift assets is thus a critical
component of estate planning. In arriving at the taxable base
on the date of transfer, FMV is determined on the basis of
“highest and best use” rather than on the use to which the
property actually is being put at the time of the transfer.
Although the two uses may be the same, often they are not.

Establishment of FMV for estate and gift assets sometimes
is an elusive process. The estate planner and his (her)
advisors must therefore anticipate possible disagreements
over valuations of some types of property. If the value

of an item on the estate tax return is challenged, the law
permits the executor to require the Internal Revenue Service
(IRS) to furnish, within 45 days of the request, a statement
indicating: (1) the basis for the IRS’s conflicting valuation;
(2) any computations used in arriving at the IRS value; and
(3) a copy of any expert appraisal made for the IRS. The
same rule applies to gift valuations. The request must be
filed by the deadline for claiming a refund of the tax that is
dependent on the valuation.

Undervaluation

An accuracy-related penalty may be imposed with respect
to any portion of an underpayment that is attributable,
among other factors, to negligence or disregard of rules
and regulations, or any substantial understatement of
valuation on a Federal estate or gift tax return. The penalty
is equal to 20 percent of the portion of the understatement.
A substantial estate or gift tax understatement exists

if the value of any property claimed on a return is 50
percent or less of the amount determined to be the correct

valuation. No penalty is imposed for a substantial valuation
understatement unless the portion of the underpayment
attributable to substantial undervaluation exceeds $5,000.

The penalty is increased to 40 percent for gross valuation
understatements. A gross valuation understatement occurs if
the value of any property claimed on a return is 25 percent
or less of the amount determined to be correct. An accuracy-
related penalty generally will not be imposed on that portion
of an understatement for which the taxpayer shows there
was reasonable cause for the underpayment and that he (she)
acted in good faith with respect to the valuation.

State Death Tax Considerations

In some cases, undervaluation could be detrimental from an
income tax standpoint, particularly for forested properties

in situations where no Federal estate tax return is required.
Under current law all such estate property, including timber,
receives a “stepped-up” basis for income tax purposes equal
to its valuation on the State death tax return (or as of the date
of death if no State return is required). If a State death tax

is levied, its marginal rate virtually always will be less than
the combined Federal and State marginal income tax rates
that would apply if the timber is subsequently sold—either
by the estate itself or by those who inherit it. Undervaluation
of timber on the State death tax return, therefore, will mean
a higher income tax bill upon sale of the timber than would
otherwise be the case. In almost all such situations, the
additional income tax will far exceed the State death tax
savings resulting from the low valuation. State death taxes
are discussed in chapter 18.

Special Considerations

Discounting for Minority and Undivided
Interests

There is no authority for discounting fractional interests in
either the Internal Revenue Code (IRC) or in the regulations,
except the statement in Treasury Regulation 20.2031-1(b)
that “all relevant facts and elements of value as of the
applicable valuation date shall be considered in every case.”
Nevertheless, an undivided fee ownership interest in forest
land—particularly if it is a minority ownership interest—
typically is discounted below its fractional proportion of the
value of the tract as a whole. Minority interests in closely
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held timber-owning corporations and partnerships are
discounted similarly. Other situations that may contribute

to discounting are lack of marketability of the ownership
interest, transfer restrictions, expenses of partition suits, and
combinations of these factors.

Expert testimony—Determining the amount of the
discount generally is more art than science. In most
disagreements with the IRS, heavy reliance is placed on
expert testimony. Among the factors typically addressed
by expert witnesses are the following: (1) the difficulties
faced by owners of fractional interests in securing
purchasers except at substantial discounts; (2) the limits
placed on owners of fractional interests with respect to
control, management, and operation of the property; (3)
the inconvenience of dealing with multiple owners; (4) the
possibility of complications caused by owners of very small
fractions; and (5) the danger of partition suits.

The applicability of discounting to corporate stock and
partnership interests is discussed in more detail in the
subsequent sections that address the valuation of these two
specific types of assets.

Life Insurance

The value of a gift of life insurance is equal to the cost of
replacing the policy on the date of the gift. This applies
whether the policy is on the donor’s life or on the life of a
person other than the donor. The value may be obtained by
the donor from the insurance company.

The value of a life insurance policy owned by a decedent
on the life of a person other than the decedent generally

is the amount the insurance company would charge for a
comparable policy on the date of the decedent’s death. In
contrast, an insurance policy on the life of the decedent that
is owned by the decedent has a value equal to the proceeds
payable by the policy. Chapter 10 discusses in more detail
when life insurance policies and proceeds are includable in
an estate and when they are not.

Future Interests

The term “future interests” refers to certain interests

taken by a donee or legatee. These are interests, whether
vested or contingent, that are “limited to commence in
use, possession, or enjoyment at some future date or time”
(Treasury Regulation 25.2503-3). The value of property
transferred by a gift which becomes effective at the donor’s
death, or at some other future time, is determined by
reference to government valuation tables that provide the
actuarial value of the interest. The same procedure applies
to a property interest transferred at death that does not
become effective until a designated future date. The tables
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apply to such things as annuities, life estates, term interests,
remainder interests, and reversions—all of which are
discussed in later chapters.

Closely Held Corporate Stock

Many nonindustrial forest ownerships are part of

closely held family corporations. The term “closely held
corporation” does not appear in the IRC or in the IRS
regulations. The regulations establish only general valuation
rules in the absence of sales or bona fide bid and asked
prices. A ruling by the IRS, however, defines closely held
corporations as “those corporations the shares of which
are owned by a relatively limited number of stockholders”
(see Revenue Ruling 59-60, 1959-1 CB 237, modified by
Revenue Ruling 65-193, 1965-2 CB 370, and amplified by
Revenue Ruling 77-287, 1977-2 CB 319 and by Revenue
Ruling 83-120, 1983-2 CB 170).

With closely held corporations, little if any trading in

the shares takes place. There is, therefore, no established
market for the stock and such sales as may occur at irregular
intervals seldom reflect all the elements of a representative
transaction as defined by the term “fair market value.” In this
case, the decedent’s stock is an illiquid asset that can present
difficult valuation problems for estate and gift tax purposes.
Because there is no established market, what valuation
criteria should be used? As discussed above, a penalty may
be imposed if the value reported is too low.

Factors to Consider

Although no formula can be devised to determine the fair
market value of closely held corporate stock, all available
financial data, as well as all relevant factors affecting the
fair market value, should be considered. Factors common to
most situations include:

1. The nature and history of the business—degree of risk,
products produced, services provided, operating assets, and
capital structure

2. The economic outlook and conditions for the specific
industry in question

3. The book value of the stock and the financial condition of
the business

4. Earning capacity (usually considered the most important
factor)

5. Dividend-paying capacity
6. Good will or other intangible value

7. Prior arm’s-length (on an objective and impersonal basis)
sales of stock

8. The market price of stock of similar corporations
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Depending on the circumstances, some of these factors may
carry more weight than others. Generally, in a family-owned
timber corporation, the greatest weight will be accorded to
the underlying timber assets.

Degree of Control

An additional factor to be considered is the degree of
control represented by the block of stock being valued. If
the decedent held control over the corporation, the IRS may
contend that a control premium should be added to the value
of the stock in determining its value. In the Tax Court’s
view, “a premium for control is generally expressed as the
percentage by which the amount paid for a controlling block
of shares exceeds the amount that would otherwise have
been paid for the shares if sold as minority interests ...” (see
Estate of Salsbury, J.E., 34 TCM 1441, CCH Dec. 33,503
(M) TC Memo. 1975-333, at 1451). In Technical Advice
Memorandum (TAM) 8401006 (September 28, 1983), the
IRS National Office ruled that the majority voting power of
shares of preferred stock in a closely held corporation owned
by the decedent at death was to be considered in valuing the
stock for estate tax purposes even though the voting rights
expired at the owner’s death.

Valuation Discounts

Among the most important considerations in valuing

the stock of a closely held corporation are the legal and
operating rights embodied in the stock ownership. One

of the most significant of these rights is the ability of
certain stockholders to control a company. Conversely,

an adjustment commonly is made for the lack of control,
by applying a minority discount. The minority interest
discount is embodied in the concept that the perceived risk
is relatively less when a person has the right to control a
company’s course of action. As a result of this element

of control, a minority stock interest in a closely held
corporation owned by a decedent not related to the majority
stockholders normally will be valued at substantially less
per share than stock that represents a controlling interest
(Revenue Ruling 59-60).

Relative size and ownership concentration—In
addition to control privileges, two equally important factors
are the relative size of the block of stock being valued and
the concentration of ownership. For example, a person
holding a 20-percent minority interest might have little

say with respect to operations if a single other shareholder
holds the other 80 percent. If, however, the other 80 percent
is equally divided between two other shareholders, with

an agreement in place that at least 51-percent approval is
required for certain decisions, the 20-pecent shareholder
might have more influence. The first case would warrant a
higher discount.

Lack of marketability—The minority discount concept is
separate and distinct from a lack of marketability discount.
In fact, a discount for lack of marketability may exist
regardless of whether a controlling or minority interest is
being valued; the two types of discounts can exist together
or one without the other. While they vary over a wide range,
the discount for a minority interest averages 30 percent,
while that for lack of marketability averages 42 percent. The
lack of marketability discount recognizes that, compared to
the broad spectrum of potential purchasers of publicly traded
securities, the value of closely held interests is reduced due
to a relatively small market. This concept also can apply to
majority holdings. The IRS “Valuation Guide for Income,
Estate and Gift Taxes,” January 1994, recognizes that the
absence of a readily available market for closely held stock
interests may justify a discount for lack of marketability and
states that such a discount is suitable for holdings of less
than 50 percent of the voting power.

Interests controlled by members of same family—In
the past, the ownership of fractional interests other than

the interest in question has had a significant influence on
whether a discount could be allowed. In many instances, the
courts have chosen not to discount the interest in question
when all other interests were owned by members of the
same family—for example, see Fawcett, H.K., 64 TC 889
(1975). One major exception to this judicial trend was the
Fifth Circuit Court of Appeal’s decision in Estate of Bright
v. United States, 658 F2d 999 (Fifth Circuit 1981). Here

the decedent’s undivided community property interest in
shares of stock, together with the corresponding undivided
community property interests of the decedent’s surviving
spouse, constituted a controlling block of 55 percent of the
shares of a corporation. The court held that, because the
community-held shares were subject to a right of partition,
the decedent’s own interest was equivalent to 27.5 percent of
the outstanding shares and, therefore, should be valued as a
minority interest, even though the shares were to be held by
the decedent’s surviving spouse as trustee of a testamentary
trust.

Following the Bright decision, the IRS issued Revenue
Ruling 81-253, 1981-2 CB 187, which held that, ordinarily,
no minority shareholder discount was to be allowed with
respect to transfers of shares of stock between family
members if, based on a composite of the family members’
interests at the time of the transfer, control (either

majority voting control or de facto control through family
relationships) of the corporation would exist in the family
unit. The ruling also stated that the IRS would not f