
 i

Preparing The "Audit-Proof" Federal Estate Tax Return (Form 706)  
For 2006 Decedents  

Frank S. Berall and Steven G. Siegel 
 

TABLE OF CONTENTS 
 

 
I.  INTRODUCTION ..................................................................................................................................................... 1  
    A. Plan the estate's administration........................................................................................................................... 1   
    B. Representing an audit of a 706 without having prepared the return; sending the client an engagement letter . 1  
    C. Should a 706 be filed? ........................................................................................................................................ 2     
    D. Borderline cases ................................................................................................................................................. 2             
II. ASCERTAINING WHETHER A FEDERAL ESTATE TAX RETURN MAY BE REQUIRED AND OTHER  
    POSTMORTEM TAX PLANNING............................................................................................................................ 2      
    A.  Filing Threshold; Definition of Adjusted Taxable Gifts ...................................................................................... 3   
          1. Filing threshold............................................................................................................................................... 3    
          2. Adjusted taxable gifts..................................................................................................................................... 3       
    B.  Description of table of rates, credits and exemptions, etc. ................................................................................ 4      
         1. Table columns................................................................................................................................................. 4  
         2. Phase out of unified credit and graduated rates between $10,000,000 and the amount at which  
             the average tax rate is 55% ............................................................................................................................ 4  
         TABLE OF FILING THRESHOLDS AND VERSIONS OF FORM 706 TO BE USED FOR DEATHS AT       
         VARIOUS DATES............................................................................................................................................... 5 
         3. Major Changes: The 2001 Act ........................................................................................................................ 7 
   C. Due date and extensions...................................................................................................................................... 8                   
         1. Automatic Six Month Extension For Filing Form 706 ..................................................................................... 8   
         2. Use Form 4768 ............................................................................................................................................... 9  
         3. Extension of Time to Pay................................................................................................................................ 9       
         4. Where not all data available to complete return on time ................................................................................ 11               
         5. The executor must obtain all gift tax returns and file any required ones ........................................................ 14          
         6. No reduction for 2032A Adjustments .............................................................................................................. 17 
         7. Filing should be done in borderline cases to get statute of limitations protection      .................................... 17 
         8. Establishing basis when no return required and none filed ........................................................................... 19      
         9. Late filing is not ordinarily excused by reliance on attorney or accountant ................................................... 19     
III.  DEALING WITH FORM 706 AND THE  PRELIMINARY DECISIONS TO BE CONSIDERED EARLY  
      DURING ADMINISTRATION................................................................................................................................. 21       
      A. Careful Return Preparation Includes Planning for a Possible .......................................................................... 21 
           1.  A complete and professionally appearing return creates a good impression on the I.R.S  ........................ 21      
           2.  Description of each item and documents to ............................................................................................... 21 
           3.  Examine decedent's records to obtain information  .................................................................................... 22           
     B.  Table of contents and numbering of pages ...................................................................................................... 22      
     C.  What’s New on the 2006 Form 706................................................................................................................... 23 
IV.  FILLING OUT ASSET SCHEDULES A THROUGH I OF THE 706; SCHEDULE A-REAL ESTATE .................. 23          
      A. Real estate reported on Schedule A and that  which should not be reported on it .......................................... 23 
           1. Report solely owned and tenancy in common real estate ............................................................................ 23 
           2. Real estate not reported on Schedule A....................................................................................................... 24       
     B. Reporting method .............................................................................................................................................. 25      
          1.  Description ................................................................................................................................................... 25      
          2. Mortgaged real estate ................................................................................................................................... 25      
          3. Tenancy in common property ....................................................................................................................... 25      
     C. Valuation ............................................................................................................................................................ 26       
         1.   Appraisals .................................................................................................................................................... 26      
         2. Valuation methods ......................................................................................................................................... 27      



 ii

     D. Types of valuation discounts applicable to real estate, partnerships and corporations..................................... 27       
           1.  Lack of control or minority discount ........................................................................................................... 28 
          2.  Lack of marketability discount  .................................................................................................................. 30 
           3. Key person discount  ................................................................................................................................. 31     
           4  Lack of § 754 election discount      ............................................................................................................ 32 
            5. Discount for restriction on transfer      ........................................................................................................ 32 
           6. Family control discount      ......................................................................................................................... 32 
 7. Blockage Discount      ................................................................................................................................ 33 
 8. Discount for Capital Gains Tax      ............................................................................................................. 33 
 9  Premium for Swing Vote      ....................................................................................................................... 34 
           10. No Discount for Built-In Tax Liability........................................................................................................... 34 
 E. Higher Values Can Save Taxes      ................................................................................................................ 35 
  1.  Valuation at first spouse’s death       ......................................................................................................... 35 
  2.  Higher values for gifts is not as helpful      ................................................................................................ 36 
 F. Penalty Considerations      .............................................................................................................................. 36 
  1.  Increased Penalty Provisions in 2006      .................................................................................................. 37 
  2.  Reasonable cause exception      ............................................................................................................... 37 
  3  The Anti-Abuse Regulation      ................................................................................................................... 37 

4  Appraisers Targeted ................................................................................................................................... 38 
5. Mistaken Value ........................................................................................................................................... 38 

G. Availability of minority discounts for  transfers of limited partnership interests of FLPs      ............................. 38 
  1. Rationale      ............................................................................................................................................... 38 
  2. Discounts in the partnership context: examples from case law      ............................................................ 40 
 H. Who Should Value Business Interests      ...................................................................................................... 46 
  1.  Minimum Requirements      ....................................................................................................................... 46 
  2.  Appropriate Credentials      ....................................................................................................................... 46 
  3.  Uniform Standards of Professional Appraisal Practice (USAP)      .......................................................... 47 
 I.  Who Should Value Real Estate Interests      ................................................................................................... 47 
  1.  Designations      ........................................................................................................................................ 47 
  2.  Vetting qualifications      ............................................................................................................................ 47 
  J. Ownership Buy-Out  Agreements      .............................................................................................................. 48 
  1. Funding with insurance      ......................................................................................................................... 48 
  2. Bind all parties      ...................................................................................................................................... 48 
  3. Arms-length terms and business purpose      ............................................................................................ 48 
  4. Problems caused by § 2703      ................................................................................................................. 49 
 K. Special use valuation election, Section 2032A      .......................................................................................... 51 
  1. Make election on Form 706's page 2, question 2, and attach Schedule A-1; election is irrevocable ........ 51   
  2. General Information      .............................................................................................................................. 51 
  3. Protective Election      ................................................................................................................................ 53 
  4. Technical requirements include material  participation      ......................................................................... 54 
  5. Correction of technical errors allowed      .................................................................................................. 55 
  6. Correction of a Section 2032A election and recapture agreement is now permissible      ........................ 55 
  7. Net cash leases to lineal descendants      ................................................................................................. 56 
       L.   Attachments to Schedule A     ....................................................................................................................... 56 
V.    FORM 706: SCHEDULE B-STOCKS AND BONDS      ...................................................................................... 56 
       A. Purpose of Schedule B      .............................................................................................................................. 56 
             1. Tax exempt bonds      ................................................................................................................................ 56 
            2. Public housing bonds      ............................................................................................................................ 57 
           3. Securities incurring foreign death taxes      ................................................................................................ 57 
            4.  Numbering items and reporting dividends and interest      ....................................................................... 57 
      B. Description of stocks      .................................................................................................................................. 57 
      C. Description of bonds      .................................................................................................................................. 58 
      D. Unlisted securities      ..................................................................................................................................... 58 
      E. Valuation of publicly traded securities      ....................................................................................................... 58 
        1. Those frequently traded      ........................................................................................................................ 58 



 iii

            2. Those infrequently traded      ..................................................................................................................... 59 
            3. Those listed on more than one stock exchange      ................................................................................... 59 
      F. I.R.S. guidelines for valuing inactive and closely-held stock      ..................................................................... 60 
             1. Valuation factors      ................................................................................................................................... 60 
      G. Controversies over valuation of closely-held  businesses are among the most common audit issues      .... 62 
      H. Valueless securities      ................................................................................................................................... 62        
       I.  Attachments ..................................................................................................................................................... 62 
  1. For valueless securities      ........................................................................................................................ 62      
      2. Value based on brokers quotes or company evidence of sales      ........................................................... 62 
   3. Closely-held businesses      ....................................................................................................................... 63 
            4. Where to attach      ..................................................................................................................................... 63 
VI. FORM 706: SCHEDULE C-MORTGAGES, NOTES AND CASH      .................................................................... 63 
       A. Purpose of Schedule C      .............................................................................................................................. 63 
       B. Mortgages and notes payable by a decedent are debts which belong on Schedule K      ............................. 64 
       C. Instructions for listing      ................................................................................................................................. 64 
           1. Mortgages      ............................................................................................................................................. 64 
            2. Promissory notes      .................................................................................................................................. 64 
             3. Valuation; discounting mortgages and notes      ........................................................................................ 64 
            4. Contract to sell land      .............................................................................................................................. 65 
            5. Cash (U.S. bills and coins) in possession      ............................................................................................. 66 
            6. Numismatic and foreign currency .............................................................................................................. 66 
            7. Cash in banks, savings and loan associations and other types of financial organizations      .................. 66 
       8. Criteria for inclusion of outstanding gift checks      .................................................................................... 67 
            9. Relation back doctrine only validates charitable gifts; gifts under a power of  attorney must be authorized                
                 by the power      ......................................................................................................................................... 69 
VII. FORM 706: SCHEDULE D - INSURANCE ON THE DECEDENT'S LIFE      ...................................................... 69 
 A. Factors Determining Includibility in Gross Estate: If Proceeds Received by Insured's 
      Executor - Section 2042(l)      ........................................................................................................................ 70 
       1. Local law applies      ................................................................................................................................... 70 
            2. Trustee as beneficiary      ........................................................................................................................... 71 
       B. If Incidents of Ownership Possessed by Insured      ...................................................................................... 72 
            1. Broadly defined      ..................................................................................................................................... 72 
            2. Insurance held in a fiduciary capacity      ................................................................................................... 73 
             3. A mistake can be rectified      ..................................................................................................................... 73 
       C. Corporate Owned Life Insurance      .............................................................................................................. 74 
          1. Includible in a Stockholder's Estate Under Certain Circumstances      ...................................................... 74 
            2. Exclusions      ............................................................................................................................................. 74 
       D. Transfers of Insurance Within Three Years of Death; I.R.C. § 2035      ........................................................ 75 
    1. Three year rule applies to insurance      .................................................................................................... 75 
            2. Courts now only including policies assigned within 3 years of death where decedent had incidents  
                 of ownership      .......................................................................................................................................... 76 
       E. Transfers of Group-Term Life Insurance      ................................................................................................... 77 
           1. Assignment      ........................................................................................................................................... 77 
            2. Annual renewals are not a new transfer      ............................................................................................... 77 
            3. Change of carrier      .................................................................................................................................. 77 
             4. No second assignment necessary      ........................................................................................................ 78 
       F. Travel Accident Insurance      ......................................................................................................................... 78 
           1. Includible if insured can change beneficiary      ......................................................................................... 78 
            2. Assignment just before flight      ................................................................................................................. 79 
             3. Beneficiary should be applicant-owner      ................................................................................................. 79 
       G. Valuation of Insurance      .............................................................................................................................. 79 
           1. Nature of proceeds      ............................................................................................................................... 79 
             2. Date of death value used      ...................................................................................................................... 79 
             3. Where litigation pending      ....................................................................................................................... 79 
             4. Split-dollar      ............................................................................................................................................. 80 



 iv

             5. Simultaneous deaths      ............................................................................................................................ 81 
       H.  Insurance Not Includible in the Insured's Gross Estate (and not reported on Schedule D) under Section 
              2042, but Otherwise Reportable  .................................................................................................................. 81 
         1. Insurance on the life of someone else      .................................................................................................. 82 
            2. Transfer within three years of death      ..................................................................................................... 82 
        3. Retirement income or endowment policy      .............................................................................................. 82 
       I.  Entries to be made on Schedule D for includible policies      ......................................................................... 82 
          1. Description .................................................................................................................................................. 82 
            2. Value at date of death      ........................................................................................................................... 82 
            3. Insurance on the life of another      ............................................................................................................ 83 
            4. Attachments      .......................................................................................................................................... 83 
            5. Alternate valuation      ................................................................................................................................ 83 
       J.  Reporting Policies on Decedent's Life Alleged Not To Be Includible In The Gross Estate      ...................... 83 
            1. Excludability by reason of absence of incidents of ownership in decedent      .......................................... 84 
            2. Transfers within 3 years of death      .......................................................................................................... 84 
            3. Second to die policies      ........................................................................................................................... 84 
            4. Other attachments      ................................................................................................................................ 84 
VIII.  FORM 706: SCHEDULE E-JOINTLY OWNED PROPERTY.............................................................................. 85    
 A. Purpose of Schedule E      .............................................................................................................................. 85 

B. Qualified joint interests .................................................................................................................................... 85 
         1. Tenancy by the entirety .............................................................................................................................. 85 
           2. Only half of qualified joint interests are includible      ................................................................................. 85 
            3. Pre-1977 survivorship property may get stepped up bases for both halves      ........................................ 86 
       C. All other joint interests      ............................................................................................................................... 86 
       D. Description and value      ................................................................................................................................ 86 
         1. Description      ............................................................................................................................................ 86 
            2. Value      ..................................................................................................................................................... 86 
            3. Mortgaged property      ............................................................................................................................... 87 
            4.  Property acquired by will or gift      ............................................................................................................ 87 
            5.  Proof of contribution, etc.      ..................................................................................................................... 87 
       E. Tenancy in common, community property and partnerships do not go on Schedule E      ............................ 88 
IX. FORM 706: SCHEDULE F-OTHER MISCELLANEOUS PROPERTY      ............................................................ 88 
       A. Purpose of Schedule F      .............................................................................................................................. 88 
       B. Partnerships and Proprietorships      .............................................................................................................. 89 
       C. Real estate owned by a proprietorship      ...................................................................................................... 89 
       D. Tangibles and Insurance      ........................................................................................................................... 89 
        1. Appraisals and valuation      ....................................................................................................................... 89 
             2. Cars............................................................................................................................................................. 90           
 E. Insurance on a third party's life ....................................................................................................................... 90      
X. FORM 706: SCHEDULE G-TRANSFERS DURING DECEDENT'S LIFE      ........................................................ 90 
       A. Purpose of Schedule G      ............................................................................................................................. 90              
       B. Transfers to be disclosed      .......................................................................................................................... 91 
          1. All transfers must be reported .................................................................................................................... 91    
  2. Gift taxes on gifts within 3 years of death      ............................................................................................. 91 
            3. Information required about includible transfers........................................................................................... 92 
       C. Preliminary work necessary before Schedule G can be prepared.................................................................. 96       
       D. Transfer of house with continued occupancy by decedent ............................................................................ 96       
    1.  Implied understanding of retention of life interest ..................................................................................... 97       
             2. House conveyed to persons other than a  spouse is includible if donor continues to live in it .................. 97      

E. Retained powers to replace a trustee      ........................................................................................................ 98 
        F. The  Wall Case found Rev. Rul. 79-353 to be without merit      ..................................................................... 98 
       G. The Wall case was not appealed; instead, Rev.  Rul 79-353 was revoked .................................................... 99 
      1. No retained discretionary control  results from removal power      ............................................................ 99 
            2. Ascertainable standards also limit successor trustees .............................................................................. 99 
            3. Consequences of revocation ..................................................................................................................... 99 



 v

        4. Caution      .................................................................................................................................................. 99 
       I. Inclusion of custodial gifts to minors where decedent was custodian      ........................................................ 100 
  1. If donor decedent dies while serving as custodian or successor custodian      ......................................... 100       
      2. If non-donor parent dies while custodian      .............................................................................................. 100 
      J. Attachments pertaining to items on Schedule G ............................................................................................. 101   
       K. Suggested techniques to use in reporting a funded revocable trust includible in the estate ......................... 101     
XI. FORM 706: SCHEDULE H-POWERS OF APPOINTMENT      ............................................................................ 101 
       A. Purpose of Schedule H.................................................................................................................................... 101       
       B. Transfers to be disclosed      .......................................................................................................................... 102 
  1. Property subject to a general power      ..................................................................................................... 102 
  2. Exercised or released power      ................................................................................................................ 102         

3. Five and five powers      ............................................................................................................................. 102 
       C. Definition of powers of appointment      .......................................................................................................... 103       
  1. Definition of a general power of appointment      ....................................................................................... 103 
        2. Date of creation and includibility of powers      .......................................................................................... 104            
  3. Attachments      .......................................................................................................................................... 105 
            4. Report retained powers on Schedule G...................................................................................................... 105      
XII. FORM 706: SCHEDULE I-ANNUITIES      ........................................................................................................... 106 
       A. Purpose of Schedule I      ............................................................................................................................... 106     
 B. Annuities that must be disclosed      ............................................................................................................... 106 
  1. Portions includible    ................................................................................................................................... 106   
  2. Definition of annuity      .............................................................................................................................. 107 
  3. Limited exclusion available for an annuity under an approved plan      ..................................................... 107 
  4. Definition of an approved plan      .............................................................................................................. 108 

 5. Exclusions described for annuities under approved plans are available under only limited  
     circumstances ............................................................................................................................................. 109        
C. Overall      ....................................................................................................................................................... 109 

       D. Information to be put on Schedule I      .......................................................................................................... 110 
  1. Description      ............................................................................................................................................ 110 
  2. Employee annuity      ................................................................................................................................. 110 
  3. Annuity from an IRA      .............................................................................................................................. 110 
  4. Annuity from a trust..................................................................................................................................... 111 
  5. Lottery Winners........................................................................................................................................... 111 
  6. Personal Injury Settlements........................................................................................................................ 111 
XIII. FORM 706:  USE OF THE ALTERNATE VALUATION DATE      ....................................................................... 112      

A. Alternate valuation election applies to all property      .................................................................................... 112 
  1. An estate may be valued as of the date of death or as of the date which is six months after  
          the decedent’s date of death      ............................................................................................................ 112 
  2. Accruals      ................................................................................................................................................ 113 
 B. Election allowed on late return      .................................................................................................................. 115  
       C. Must reduce gross estate and tax      ............................................................................................................. 115     
 D. Filling out Schedules A through I when alternate value elected      ............................................................... 115 
  1. Property included      .................................................................................................................................. 115 

 2. Property disposed of within 6 months      ................................................................................................... 115 
  3. Date of death value      ............................................................................................................................... 116 
  4. Alternate value    ........................................................................................................................................ 116   
XIV. FORM 706: COMPLETING DEDUCTION SCHEDULES J THROUGH U;  SCHEDULE J-FUNERAL  
        EXPENSES  AND EXPENSES INCURRED IN ADMINISTERING PROPERTY SUBJECT TO CLAIMS      .... 116 
      A. Funeral expenses      ...................................................................................................................................... 117  
      1.  Must be actually incurred      ..................................................................................................................... 117
  2.  Travel expenses and reception may not be deductible      ....................................................................... 118 
  3. Expenses paid late      ................................................................................................................................ 119 
       4. Perpetual care      ....................................................................................................................................... 119 
        5. Social Security and Veteran's Death Benefits      ...................................................................................... 119 

     6. No deduction for bequest to cemetery      .................................................................................................. 120    



 vi

B. Deduction of Administration Expenses            ............................................................................................... 120 
 1. Legal and fiduciary expenses      ............................................................................................................... 120 

  2. Deductions limited to necessary expenses allowed under state law     ..................................................... 121 
  3. Post-Death Events Cannot Be Considered in Determing the Deduction ................................................... 122     
 C. Conditions for Deductibility of Commissions      ............................................................................................. 123      
       1. Court decree unnecessary   ...................................................................................................................... 123      
       2. Supporting data may be required      ......................................................................................................... 123      
       3. Three conditions to satisfy      ................................................................................................................... 123      
 D. Estimates of executor's commissions and attorneys' fees agreed upon are deductible, although  
     unpaid at the close an estate tax audit  .......................................................................................................... 123     
  1. Agreed upon reasonable fees are allowable      ........................................................................................ 124 
  2. Fees affidavit required      .......................................................................................................................... 124 
  3. Keep good time and service records      .................................................................................................... 124 
  4. Handling disbursements      ....................................................................................................................... 124 

 5. Standards      .............................................................................................................................................. 125      
E. The Fees and Commissions are Deductible Even in Unagreed Cases Where the Audit Results  

            are Going to be Appealed      .......................................................................................................................... 125      
 F. Where the fiduciary is also the estate's attorney separate sets of records should be kept      ....................... 125      
 G. Federal Courts may Review Expense Deductions Allowed by a State Probate Court      ............................. 125 
  1. Federal law determines reasonableness      .............................................................................................. 126 
  2. I.R.S. can have a different view from state court      .................................................................................. 126 
  3. I.R.S. can obtain time and service records      ........................................................................................... 126 
  4. Conflict in circuits      .................................................................................................................................. 127 
  5. Local court allowance of a fee, if facts involved deductibility, will limit I.R.S.      ....................................... 127     
 H. Waiver of Commissions      ............................................................................................................................. 128     
 I.  Fiduciary commissions and attorneys' fees incurred in administering property not subject to  
      claims should be deductible      ....................................................................................................................... 128 
  1. Trustees commissions are deductible  on Schedule L, not Schedule J      ............................................... 128 
  2. Legislative history      ................................................................................................................................. 129 
  3. Limits on the deduction      ......................................................................................................................... 129     
 J. Other limitations on deductibility of an estate's legal fees and fiduciary commission      ................................ 131 
  1. Beneficiaries' attorneys' fees      ................................................................................................................ 131      
  2. No double deduction      ............................................................................................................................. 131 
 K. Commissions are taxable income to the  recipient      ..................................................................................... 133      
 L.  Bequests in lieu of commissions are not deductible      .................................................................................. 133 
  1. Ordinarily they are gifts and thus not  taxable income      .......................................................................... 133 
  2. When the bequest is deductible by the estate and income to the recipient      ......................................... 134      
 M. Effect on the Marital and Charitable  Deduction of Charging Administration Expenses Against 
   Estate Accounting Income      ........................................................................................................................ 134 
  1. Basic Plan      ............................................................................................................................................. 135    
  2. The majority of the Supreme Court could not agree on the rationale      ................................................... 135 
  3. Analysis of the Hubert Opinions      ........................................................................................................... 135
  4. Drafting suggestions      ............................................................................................................................. 136 
  5. Covey's Suggestion .................................................................................................................................... 136
  6. The IRS's Final Hubert Regulations............................................................................................................ 136     
 N. Accountants' fees      ...................................................................................................................................... 137     
 O. Miscellaneous expenses      ........................................................................................................................... 137      
 P. Selling expenses      ........................................................................................................................................ 138      
 Q. Expenses for beneficiaries are not deductible      .......................................................................................... 138  
 R. Interest Expense Deduction ............................................................................................................................ 138 
      S. No double deductions for administration  expenses      .................................................................................. 138 
  1. Deduct on either income or estate tax return      ....................................................................................... 139 
  2. If taken on an income tax return,  the estate tax increases      .................................................................. 140 
  3. Selling expenses      ................................................................................................................................... 141 
        4. Trustee's commissions      ......................................................................................................................... 142 



 vii

  5. Waiver of commissions      ......................................................................................................................... 142 
  6. Expenses of handling realty and  tangibles ................................................................................................ 143       
XV. FORM 706: SCHEDULE K-DEBTS OF THE DECEDENT, AND MORTGAGES AND LIENS      ....................... 143 
       A. Disputed debts      ........................................................................................................................................... 144      
 B. Contractual claims      ..................................................................................................................................... 144     
 C. Taxes      ......................................................................................................................................................... 144    
      1. Income Taxes and formula for  apportioning them between decedent and his spouse      ....................... 144 
  2. Excise Taxes      ......................................................................................................................................... 145
  3. Unpaid Gift Taxes on Antemortem Gifts      ............................................................................................... 145 
   4. State and foreign death tax attributable to charitable disposition      ......................................................... 145   
 D. Deductions from both gross estate and gross income of estate are permitted for taxes, interest, business 
            expenses and other items  accrued at death      ............................................................................................. 146     
 E. Medical Expenses      ...................................................................................................................................... 146      
 F. Claims by an ex-spouse      ............................................................................................................................ 147 
  1. Written agreement      ................................................................................................................................ 147     
      2. Divorce within 3 years      ........................................................................................................................... 147 
  3. Transfer in lieu of marital rights      ............................................................................................................ 148      
 G. Unsecured claims      ...................................................................................................................................... 149      
 H. Unpaid balance on a land purchase contract      ............................................................................................ 149      
 I.  Tort Claims      ................................................................................................................................................. 149      
 J. Mortgages and Liens      .................................................................................................................................. 149 
  1. Secured obligations      .............................................................................................................................. 149 
  2. Description and Deductibility ..................................................................................................................... 150 
 K. Other Deduction Considerations ..................................................................................................................... 151      
XVI. FORM 706:  SCHEDULE L-NET LOSSES DURING ADMINISTRATION AND EXPENSES INCURRED IN 
        ADMINISTERING PROPERTY NOT SUBJECT TO CLAIMS      ....................................................................... 152     
 A. Casualty and theft losses      .......................................................................................................................... 153     
  1. Partly compensated and non-deductible losses      ................................................................................... 153 
  2. Alternate valuation date      ........................................................................................................................ 153     
 B. Description      ................................................................................................................................................. 153 
  1. Identification of the asset and any insurance      ....................................................................................... 153 
            2. No depreciation deduction            .............................................................................................................. 154 
 C. Expenses Incurred In Administering Property Not Subject to Claims      ....................................................... 154 
  1. Must be paid before the estate tax statute of limitations expires      .......................................................... 154 
  2. Expenses of non-probate assets      .......................................................................................................... 154 
  3. Identification of expense and property for which incurred      .................................................................... 154 
  4. Difference between Schedule L and J expenses      ................................................................................. 155 
  5. Statutory authority for deduction      ........................................................................................................... 155 
  6. Limit on deductions      ............................................................................................................................... 156 
  7. Preservation and distribution expenses   ................................................................................................... 156    
XVII. FORM 706: SCHEDULE M-BEQUESTS, ETC. TO SURVIVING SPOUSE        ............................................... 157 
 A. QTIP election      ............................................................................................................................................. 157 
  1. Requirements of the Election      ................................................................................................................ 157 
  2. Partial QTIP election      ............................................................................................................................. 158 

B. QDOT Election      ........................................................................................................................................... 159     
C. Questions on Schedule M      ......................................................................................................................... 159      
D. Description Required on Schedule M      ........................................................................................................ 160      
E. Summary of Instructions for Schedule M      ................................................................................................... 160 

  1. List on Schedule M      ............................................................................................................................... 160 
  2. Property interests that may not be listed on Schedule M      ..................................................................... 161            

3. Terminable interests      ............................................................................................................................. 161            
4. Nondeductible terminable interests      ...................................................................................................... 162            
5. Spouse's life estate with remainder to children does not qualify for marital deduction, but value  
    of survivor spouse's interest in a joint and survivor  annuity will qualify      ............................................... 163 

            6. 1997 provision affecting survivor annuities in community property states      ............................................ 163 



 viii

  7. No marital deduction for converted interest      .......................................................................................... 163 
  8. Reduction for non-deductible terminable  interests      .............................................................................. 164   
 F.  Exceptions to the Terminable Interest Rules      ............................................................................................ 164 
  1. Life Estate with general power of appointment      ..................................................................................... 164 
  2. Life insurance, endowment or annuity  payments, with general power of appointment      ....................... 164 
  3. Charitable remainder trusts      .................................................................................................................. 165 
  4. The QTIP exception to the terminable  interest rule      ............................................................................. 165 
  5. Spouse must be entitled to all income      .................................................................................................. 165 

6. Property must pass from the decedent      ................................................................................................. 169 
  7. Only spouse may be an appointee      ....................................................................................................... 170 

 8. To qualify as a QTIP, an election to tax  the property at the spouse's death must be made by the  
         executor      ................................................................................................................................................ 172 
 9. Division into two trusts upon partial  election      ........................................................................................ 174 
    10. Legal life estates are eligible for QTIP treatment, but not estates for a term of years or life  
       estates subject to termination      ............................................................................................................. 175 

         11. Spouse's elective share can qualify            .............................................................................................. 176   
  12. Facility of payment provision not a bar to qualification nor are certain trustees' discretionary powers ... 176    
       13. QTIP may be initially desirable even if the client ultimately wishes the marital share distributed  
            outriqht      ................................................................................................................................................ 177 
  14. QTIP marital deduction and charitable remainder trust ............................................................................ 178 
  15. Joint Trusts ............................................................................................................................................... 178 
  16. Duty of Consistency.................................................................................................................................. 179    
       G. Qualified domestic trust election      ............................................................................................................... 180 
  1. Requirements for a QDOT      .................................................................................................................... 180 
  2. Attachments required      ............................................................................................................................ 181 
XVIII. FORM 706:  SCHEDULE O-CHARITABLE, PUBLIC AND SIMILAR GIFTS  AND BEQUESTS      ................ 182      
 A.  Limitation      ................................................................................................................................................... 182 
  1. Filling out the schedule      ......................................................................................................................... 182 
  2. Additional attachments      ......................................................................................................................... 183
  3. Recent Developments................................................................................................................................. 184      
 B. Qualified conservation easements      ............................................................................................................ 185 
XIX. FORM 706: SCHEDULE P-CREDIT FOR FOREIGN DEATH TAXES      ......................................................... 185 
       A. Use the greater of the statutory or treaty credit      ......................................................................................... 185 
  1. Amount of credit      .................................................................................................................................... 186 
  2. Form 706 must be certified by the foreign country      ............................................................................... 186      
      3. Allowability of credit .................................................................................................................................... 186      
  4. Computation of credit      ............................................................................................................................ 186 
  5. Double taxation treaties   ........................................................................................................................... 187    
XX. FORM 706:  SCHEDULE Q-CREDIT FOR TAX ON PRIOR TRANSFERS      ................................................... 187      
  A. Limit on credit, phase out and eligibility      .................................................................................................... 188      
  B. Where the transferee is surviving spouse      ................................................................................................ 188
  C.  Simultaneous Death      ................................................................................................................................. 188 
  D.  Worksheet .................................................................................................................................................... 189 
XXI. FORM 706: SCHEDULE R-GENERAL-SKIPPING TRANSFER TAX   .............................................................. 189     
  A. Only direct skips at death have GST tax reported on the 706      ................................................................. 189     
  B. Definition of a skip person      ........................................................................................................................ 189     
  C. Predeceased parent exception      ................................................................................................................. 190            
  1.  Prior to 1998            .................................................................................................................................. 190      
  2.  After 1997      ............................................................................................................................................ 190 
XXII. FORM 706: SCHEDULE R-1; GENERATION-SKIPPING TRANSFER TAX,  DIRECT SKIPS FROM A TRUST  
         AND USE OF PAYMENT VOUCHER      .......................................................................................................... 190    
 A. Report Direct Skips From a Trust on Schedule R-1      .................................................................................. 190     
 B. Allocation of Unused GST Exemption      ....................................................................................................... 191     
 C. Inflation Adjustment to Exemption      ............................................................................................................. 191     
  1. Allocation of unused GST exemption      ................................................................................................... 191     



 ix

      2. Allocation is irrevocable      ........................................................................................................................ 191     
      3. Allocate on either Schedule R or R-1      .................................................................................................... 192      
 D. Reverse QTIP Election      .............................................................................................................................. 192     
      1. Making the election      ............................................................................................................................... 192     
  2. Irrevocable      ............................................................................................................................................ 192 
            3. Use whenever GST exemption would otherwise not be fully used      ....................................................... 192 
        4. Partial reverse election cannot be mad            .......................................................................................... 193 
  5. Late Reverse QTIP Election ....................................................................................................................... 193 
 E. Mechanics of the Tax      ................................................................................................................................. 194         
  1. Amount subject to GST tax      ................................................................................................................... 194 
  2. Multiply taxable amount by applicable rate      ........................................................................................... 194 
        3. Definition of applicable rate      .................................................................................................................. 194 
  4. Inclusion ratio      ........................................................................................................................................ 194 
  5. Applicable fraction      ................................................................................................................................. 194 
  6. Reporting inclusion ratio      ....................................................................................................................... 195 
  7. Use one exempt and one non-exempt trust  instead of a partially exempt one      ................................... 195      
 F. Payment of the GST Tax   .............................................................................................................................. 195    
XXIII.  FORM 706: SCHEDULE S-NO LONGER NEEDED  BECAUSE OF REPEAL  OF ADDITIONAL  
           ESTATE TAX ON EXCESS RETIREMENT ACCUMULATIONS  ................................................................... 195 
XXIV. FORM 706-D:  U.S. Additional Estate Tax Return Under Code Section 2057: Recapture of the  
  Qualified Family-Owned Business Interest Deduction (the “QFOBI” deduction)............................................ 196 
XXV.  FORM 706:  SCHEDULE U - QUALIFIED CONSERVATION EASEMENT EXCLUSION................................ 197       
XXVI.  COMPLETING THE RETURN      .................................................................................................................... 199     
 A. Complete the calculations      ......................................................................................................................... 199
 B. Installment Payments of Tax Under Section 6166 .......................................................................................... 200 
 C. Other Calculations .......................................................................................................................................... 202 
 D. Practical points ................................................................................................................................................ 202 
  1. Order of assembly....................................................................................................................................... 202 
  2. Fastening (binding) the return..................................................................................................................... 209 
  3. Where and how to file ................................................................................................................................. 210 
XXVII.  PLANNING, PREPARING FOR AND HANDLING AN ESTATE TAX AUDIT      ........................................... 213    
 A. Overview of Process      .................................................................................................................................. 213 
  1. Classification of returns      ........................................................................................................................ 213 
  2. Selection for audit      ................................................................................................................................. 213 
  3. Adversarial nature of audit by a well trained lawyer      ............................................................................. 213 
  4. Unrequested information should not be volunteered      ............................................................................ 213 

B. Percentage of Returns Examined      ............................................................................................................. 214         
1. Returns filed relative to deaths      ............................................................................................................. 214            
2. Reduction in return filing has not resulted in audits of nearly all returns      .............................................. 214 

  3. Revenue from transfer taxes      ................................................................................................................ 214 
  4.  Large estates probably will be audited      ................................................................................................ 214 
  C. Audit Preparation      ....................................................................................................................................... 216 
  1.  Pre-filing review      ................................................................................................................................... 216 
  2.  Obtaining a letter ruling      ........................................................................................................................ 216 
  3.  Amended returns      ................................................................................................................................. 217 
       D. Selection of returns for audit      ..................................................................................................................... 218 
  1. Classification and Service Center processing      ...................................................................................... 218 
  2. Action by the group manager      ................................................................................................................ 219 
  3. 18 month audit cycle      ............................................................................................................................. 220 
  4. District work load is factor in audit selection      ......................................................................................... 220 
  5. Audit generating issues      ........................................................................................................................ 221 
       E. The 706 Audit      ............................................................................................................................................ 222 
  1. Handled by an estate tax attorney      ........................................................................................................ 223 
  2. Types of audits of 706s and 1041s   (as well as other returns)      ............................................................ 223 
  3. Preparation by  I.R.S. for audit      ............................................................................................................. 223 



 x

  4. Hearing from the   I.R.S.      ....................................................................................................................... 224 
  5. I.R.S. qualitative judgment of return sufficiency      ................................................................................... 225 
  6. Tangibles      .............................................................................................................................................. 225 
  7. Issues to be Raised      .............................................................................................................................. 226 
  8. Submission of memoranda      ................................................................................................................... 226 
XXIX. CONTINUATION OF THE AUDIT      ............................................................................................................... 226      
 A. Presentation of proposed changes      ............................................................................................................ 226      
 B. Concluding the audit      .................................................................................................................................. 226      
 C. Compromise      .............................................................................................................................................. 225 
  1. Negotiation      ............................................................................................................................................ 227 
  2. Smaller issues may be resolved first      .................................................................................................... 227 
      D. Deficiency      .................................................................................................................................................. 227      
 E. Interest      ....................................................................................................................................................... 227     
 F. Waiver as to agreed upon issues      .............................................................................................................. 228 
  1. Can wait for 30 day letter      ...................................................................................................................... 228 
  2. 90-day letter      .......................................................................................................................................... 228 
  3. Partial agreement      .................................................................................................................................. 228 
  4. If no agreement      ..................................................................................................................................... 228 
       G. Prepayment of a deficiency      ....................................................................................................................... 229 
  1. Cash bond      ............................................................................................................................................. 229 
  2. Post 90 day letter payments      ................................................................................................................. 229 
  3. Making payments      .................................................................................................................................. 229 
       H. Post review      ................................................................................................................................................ 229      
 I. Report of adjustments and closing letter      ..................................................................................................... 230 
  1. Agreed upon issues      .............................................................................................................................. 230 
  2. Closed cases rarely reopened      .............................................................................................................. 230    
 J. Action by fiduciary and effect of an 890-AD      ............................................................................................... 231 
  1. Signing 890 or 890-AD      ......................................................................................................................... 231 
  2. 90 day letter needed to confer Tax Court  jurisdiction      .......................................................................... 232 
 L.  The  I.R.S. can no longer revalue gifts during an estate tax audit, if the gift  tax statute of limitations has run               
             and all gifts adequately disclosed      ............................................................................................................. 232    
  1. Statute of limitations protects  against gift tax      ...................................................................................... 232    
      2. But gifts could be revalued when no  tax was paid because of the unified credit      ................................ 233 
  3. Payment of gift tax protected prior  gifts' valuations for gift tax purposes      ............................................ 233 
  4. I.R.S. said § 2504(c) protection against  revaluation did not extend to estate tax and it  would revalue  
                 prior gifts in an  estate tax audit      ............................................................................................................ 234 
  5. While payment of gift tax would not  prevent revaluation, it probably gave protection against other  
                 issues raised in  an estate tax audit      ..................................................................................................... 234 
  6. Boatmen's Bank Case in a Missouri Federal District Court disagreed      ................................................. 234 
  7. Tax Court and Oklahoma U.S. District Court upheld I.R.S.      .................................................................. 235 
  8.Gifts made after August 5, 1997 may not be revalued for estate tax purposes after running of the  
                 statute of  limitations      ............................................................................................................................. 236 

9. Adequate Disclosure Regulations............................................................................................................... 238           
10. Estate tax statute of limitations does not protect against gift tax on unreported gift ............................... 239     

 M. Payment of Tax      ......................................................................................................................................... 239 
       N. Discharge From Personal Liability      ............................................................................................................. 240 
         1. Nature of liability         ................................................................................................................................ 240  
  2. Application for prompt discharge      .......................................................................................................... 241 
            3. Discharge upon payment of unpaid tax   ................................................................................................... 242 
        4. If extended payment elected      ................................................................................................................. 242 
        5. I.R.S. may request wthdrawal of  discharge request      ............................................................................ 243 
         6. Good faith reliance on 709s furnished by I.R.S.      ................................................................................... 243 
         7. File application for discharge from personal liability for decedent's income and gift tax returns  
                 under section 6905      ............................................................................................................................... 243 
       8. Discharging estate tax lien before sale or distribution of property      ........................................................ 244 



 xi

       O. Final Distribution of Estate      ........................................................................................................................ 244 
           1. First obtain discharge from personal liability      ........................................................................................ 244 
        2. Transferee liability        ............................................................................................................................... 244 
XXX. CONCLUSION      .............................................................................................................................................. 245 

 
 

               APPENDICES 
 

APPENDIX A        SUGGESTED FILING SYSTEM FOR AN ESTATE  
 
APPENDIX B        FORM 706 UNITED STATES ESTATE (AND GENERATION-SKIPPING  
   TRANSFER) TAX RETURN       
      
APPENDIX C      FORM 706-D UNITED STATES ADDITIONAL ESTATE TAX RETURN UNDER CODE  
   SECTION 2057  
 
APPENDIX D FORM 4768; APPLICATION FOR EXTENSION OF TIME TO FILE A RETURN AND/OR PAY 
   U.S. ESTATE (AND GENERATION-SKIPPING TRANSFER) TAXES  
 
 



 xii

APPENDICES 
 

APPENDIX A        SUGGESTED FILING SYSTEM FOR AN ESTATE  
 
APPENDIX B        FORM 706 UNITED STATES ESTATE (AND GENERATION-SKIPPING  
   TRANSFER) TAX RETURN       
      
APPENDIX C      FORM 706-D UNITED STATES ADDITIONAL ESTATE TAX RETURN UNDER CODE  
   SECTION 2057  
 
APPENDIX D FORM 4768; APPLICATION FOR EXTENSION OF TIME A RETURN AND/OR PAY 
   U.S. ESTATE (AND GENERATION-SKIPPING TRANSFER) TAXES  
 
    
 


