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In 1995 and 1996, Ps A and C nade gifts to their
chil dren and grandchil dren of nenbership units in
Treeco, LLC, alimted liability conpany. Treeco had
previ ously been organized by Ato hold and operate tree
farmng properties. This tinberland had been purchased
by A to provide investnent diversification in the form
of long-termgrowh and future inconme. Treeco was
governed by an Operating Agreenent which set forth the
rights and duties conferred on nenbers and the manager
and which designated A as manager. At the tine of the
gifts, it was correctly anticipated that Treeco and its
successor entities would generate | osses and nmake no
distributions for a nunber of years.

Held: The gifts of Treeco units nmade by Ps fai
to qualify for the annual gift tax exclusion provided
in sec. 2503(b), I.R C.
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OPI NI ON

NI MS, Judge: By separate statutory notices, respondent
determ ned a deficiency in the 1996 Federal gift tax liability of
petitioner Christine M Hackl (Christine Hackl) in the anount of
$309, 866 and in the 1996 Federal gift tax liability of Albert J.
Hackl, Sr. (A J. Hackl), in the anount of $309,950. Petitioners
each timely filed for redeterm nation by this Court, and, due to
an identity of issues, the cases were consolidated for purposes
of trial, briefing, and opinion. In accordance with stipulations
of partial settlenent filed by the parties, the sole matter
remai ning for decision is whether gifts nade by petitioners of
units inalimted liability conpany qualify for the annual
excl usi on provided by section 2503(Db).

Unl ess otherw se indicated, all section references are to
sections of the Internal Revenue Code in effect for the year at
issue, and all Rule references are to the Tax Court Rules of
Practice and Procedure.

Backgr ound

These cases were submtted fully stipulated pursuant to Rule
122, and the facts stipulated are so found (except as noted in

footnote 1). The stipulations of the parties, wth acconpanying
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exhibits, are incorporated herein by this reference. At the tine
their respective petitions were filed, petitioners resided in

| ndi anapolis, |ndiana.

Personal , Educational, and Occupati onal Background

Petitioners are husband and wife and are the parents of
eight children. As of the date of the gifts at issue, they were
al so the grandparents of 25 m nor grandchil dren.

A.J. Hackl was born on Decenmber 29, 1925, and Christine
Hackl was born on June 16, 1927. Since obtaining a Bachel or of
Mechani cal Engi neering degree from Georgia Institute of
Technol ogy in 1946, A J. Hackl has pursued a successful career in
busi ness. He was enpl oyed by The Trane Conpany from 1946 to
1959, during which tinme he becane a |icensed professional
engi neer and worked in several managenent positions. He next
accepted enploynment with Worthington Corporation, serving in
managenent and executive capacities within the conpany’'s air
conditioning division from 1959 to 1968. Then, from 1968 until
his retirement in 1995, A J. Hackl served as chief executive
officer of Herff Jones, Inc. During that period, Herff Jones
grew froma small, publicly held manufacturer of scholastic
recognition and notivational awards, with $18 mllion in annual
sales, to a national conpany with a broad |line of products and
annual sales of $265 mllion. At the tine of his retirenent in

1995, A J. Hackl owned a significant amount of Herff Jones stock,
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whi ch he sold to the conpany’ s enpl oyee stock ownership plan. He
then remai ned as chairman of the board of directors until 1998.

Initiation of Tree Farm | nvest nent

In the md-1990s, in anticipation of the sale of his Herff
Jones stock, A.J. Hackl began to research ways to diversify his
financial net worth into investnments other than publicly traded
U. S. marketabl e securities, of which he had al ready accumul ated a
substantial portfolio. He concluded that an investnent in real
estate woul d achieve his objective of diversification and, after
consideration of a wide range of real estate ventures, decided
that tree farm ng presented an attractive business opportunity
whi ch woul d both include the acquisition of significant parcels
of real estate and also fulfill his interest of remaining
personal |y active in business.

Since his other investnents were generating a considerable
anount of current income, A J. Hackl’s investnent goal wth
respect to his tree farm ng business was long-termgrowh. He
therefore chose to purchase land for use in the tree farm ng
business with little or no existing nerchantable tinber because
such land was significantly cheaper, and woul d provide a greater
|l ong-termreturn on investnent, than land with a substanti al
guantity of nerchantable tinber.

In 1995, A J. Hackl purchased two tree farns: (1) A 3,813.8

acre tract in Putnam County, Florida (Putnam County Farm and (2)



- 5 -
a 7,771.88 acre tract in Mclntosh County, CGeorgia (Ml ntosh
County Farm). The Putnam County Farm was purchased on January 6
1995, for $1, 945,038, and contai ned nerchantabl e tinber val ued at
$140, 451 as of the tine of purchase. The Ml ntosh County Farm
was purchased on June 23, 1995, and contai ned no nerchantabl e
timber as of that date.

Fornation of Treeco, LLC, and G fting of Interests Therein

A.J. Hackl determned that the tree farm ng operations
shoul d be conducted by a separate business entity (1) to shield
his assets not related to the tree farm ng busi ness from
potential liability associated with that business, (2) to create
a separate enterprise in which famly nmenbers could participate,
and (3) to facilitate the transfer of ownership interests in the
tree farm ng business to his children, their spouses, and his
grandchil dren. Accordingly, A J. Hackl executed Articles of
Organi zation creating Treeco, LLC, and on October 6, 1995, such
articles were filed with the Ofice of the Indiana Secretary of
State. As a result, Treeco was duly and validly organi zed as a
[imted liability conpany (LLC) under the Indi ana Business
Flexibility Act. The LLC format was selected by A J. Hackl to
obtain liability protection for nenbers, to provide protection of
assets inside the LLC fromnenbers’ creditors, to provide pass-
t hrough incone tax treatnent, and to provide for centralized

managenent for the operation of the famly tree farm ng busi ness.
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On Decenber 7, 1995, A.J. Hackl contributed the Putnam and
Mcl ntosh County Farns to Treeco. Thereafter, on Decenber 11,
1995, petitioners each recorded a capital contribution to Treeco
of $500 in exchange for 50,000 voting and 450,000 nonvoting units
in the LLC, thereby becomng the initial nmenbers of the entity
and each hol di ng 50-percent ownership. They also on that date,
in their capacities as initial nenbers, executed an Operating
Agreenment to govern the Treeco enterprise.

The Operating Agreenent provided that “Mnagenment of the
Conpany’ s busi ness shall be exclusively vested in a Manager” and
specified that such manager “shall performthe Manager’s duties
as the Manager in good faith, in a manner the Manager reasonably
believes to be in the best interests of the Conpany, and with
such care as an ordinarily prudent person in a |ike position
woul d use under simlar circunstances.” The docunent designated
A.J. Hackl as the initial nmanager to serve for life, or unti
resignation, renoval, or incapacity, and also conferred on him
the authority to name a successor manager during his lifetine or
by will.

As regards distributions, the Agreenent stated that the
manager “may direct that the Available Cash, if any, be
distributed to the Menbers, pro rata in accordance with their
respective Percentage Interests.” Available cash was defined as

cash funds on hand after paynent of or provision for all
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operati ng expenses, all outstanding and unpai d current
obligations, and a working capital reserve. |In addition, the
Agreenment provided that, prior to dissolution, “no Menber shal
have the right to withdraw the Menber’s Capital Contribution or
to demand and receive property of the Conpany or any distribution
inreturn for the Menber’s Capital Contribution, except as may be
approved by the Manager.” Menbers also in the Agreenent waived
the right to have any conpany property partitioned.

Concerni ng changes in nenbers and di sposition of nenbership
interests, the Qperating Agreenent set forth specific ternms with
respect both to wi thdrawal of nenbers and transfer of nenbership
interests. Menbers could not withdraw from Treeco w t hout the
prior consent of the manager. However, under the Agreenent “A
Menber desiring to wwthdraw may offer his Units for sale to the
Conpany, in the person of the Manager, who shall have excl usive
authority on behalf of the Conpany to accept or reject the offer,
and to negotiate ternms.” Pertaining to transfer of interests,

t he docunent recited as foll ows:
No Menber shall be entitled to transfer, assign,
convey, sell, encunber or in any way alienate all or

any part of the Menmber’s Interest except with the prior

written consent of the Manager, which consent may be

given or withheld, conditioned or delayed as the

Manager may determne in the Manager’s sole discretion
If a transfer was permtted in accordance with this provision,

the transferee would have the right to be admtted as a

substi tute nenber. If a transfer was made in violation of the
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f oregoi ng procedure, the transferee would be afforded no
opportunity to participate in the business affairs of the entity
or to becone a nenber; rather, he or she would only be entitled
to receive the share of profits or distributions which otherw se
woul d have inured to the transferor.

Among the rights afforded to nenbers by the Operating
Agreenment were the followng: (1) Voting nenbers had the right
to renove the manager and el ect a successor by mpjority vote; (2)
voting nmenbers had the right to anend the Operating Agreenent by
an 80-percent majority vote; (3) voting and nonvoting nenbers had
the right to access the books and records of the conpany; (4)
voting and nonvoting nenbers had the right jointly to decide
whet her the conpany woul d be continued follow ng an event of
di ssolution; and (5) after the tenure of A J. Hackl as manager,
voting nmenbers coul d di ssolve the conpany by an 80- percent
majority vote.

As set forth in the Operating Agreenent, Treeco was to be
di ssol ved upon the first to occur of four enunerated
ci rcunst ances:

(1) Wile A J. Hackl is the Manager, by his
witten determ nation that the Conpany shoul d be

di ssol ved,;

(1i) Followng the tenure of A J. Hackl as

Manager by a witten determ nation by Voting Menbers

owni ng not | ess than eighty percent (80% of the Voting

Units of the Conpany that the Conpany shoul d be
di ssol ved,;



- 9 -
(ii1) The occurrence of a Dissolution Event
[defined as “the resignation, expulsion, bankruptcy,
death, insanity, retirenent, or dissolution of the
Manager”] if the Conpany is not continued * * * [by a
majority vote of the nmenbers within 90 days of the
event]; or

(iv) At such earlier time as may be provi ded by
applicable | aw.

Upon di ssolution, distributions in |liquidation were to be made
first to creditors, then to repay nenber |oans, and finally to
menbers wth positive capital account bal ances in proportion

t hereto.

Subsequent to conpletion of the foregoing formalities,
petitioners on Decenber 22, 1995, made further contributions to
Treeco. On that date petitioners contributed cash in the anpunt
of $5, 000,000 and publicly traded securities val ued at
$2,918,956. The cash and securities were held by Treeco to serve
as working capital and to finance additional purchases of tree
farm property.

Then, on Decenber 29, 1995, petitioners commenced a program
of gifting interests in Treeco to famly nenbers. Petitioners
transferred 500 voting and 700 nonvoting units in Treeco to each
of their eight children and to the spouse of each such child. At
that time, each donee executed an acceptance of the Treeco
Operating Agreenment. Petitioners reported the 1995 gifts of
Treeco units on tinely filed gift tax returns and el ected on

those returns to treat the gifts as nmade one-half by each of the
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petitioners pursuant to section 2513. Petitioners also treated
the gifts as qualifying for the annual exclusion of section
2053(b). Respondent did not issue notices of deficiency to
petitioners for 1995.

On January 18, 1996, Treeco purchased a third property in
Fl ager County, Florida (Flager County Farm), using $5, 750,436 of
the LLC s cash and securities. The Flager County Farm consi sted
of 8,382 acres and contai ned nerchantable tinber val ued at
$23,638 at the tine of sale.

Thereafter, on March 5, 1996, petitioners continued their
programof gifting Treeco units with the gifts that are at issue
inthis litigation. Petitioners once again each gave 500 voting
and 750 nonvoting units in Treeco to each of their eight children
and to the spouses of such children. Also on that date, A J.
Hackl created the Al bert Janmes Hackl Irrevocabl e Trust
(Grandchildren’s Trust), for the benefit of petitioners’ m nor
grandchildren. At that tinme, petitioners each transferred 31, 250
nonvoting units in Treeco to the G andchildren’s Trust,
representing 1,250 units for each of their 25 m nor
grandchildren. Three of petitioners’ children were naned as
trustees of the Grandchildren’s Trust and in that capacity
executed an acceptance of the Treeco Operating Agreenent.
Petitioners reported the gifts nmade in 1996 on tinely filed gift

tax returns and el ected on those returns to treat the gifts as



- 11 -
made one-hal f by each of them pursuant to section 2513. As
previ ously, annual exclusions were claimed under section 2503(b)
with respect to the gifts. Respondent disallowed the exclusions
by separate notices of deficiency dated April 14, 2000.

Operations of Treeco, LLC, and Successor Entities

On Decenber 19, 1996, A.J. Hackl organi zed Hackl co, LLC, a
Ceorgia limted liability conpany, and in 1997, Treeco was
di ssol ved and nerged into Hacklco, LLC. Simlarly, on My 20,
1997, Treesource, LLLP, a Georgia limted liability limted
partnership, was organi zed, and Hacklco was nmerged into this
entity in 1998. These changes appear to have w ought no
alteration in the nature and operation of the Treeco enterprise
and, while enunerated for clarity, do not affect our analysis of
the gifted units. Petitioners continued making gifts of voting
and nonvoting units of Treeco’'s successors in interest in 1997
and 1998, resulting in petitioners’ children and their spouses
owning, at all tines subsequent to January 2, 1998, 51 percent of
t he voting power of Treesource.

Treeco and its successors have at all tinmes actively engaged
intree farmng. Since operations commenced in 1995, Treeco and
its successors have planted approximtely 8 to 10 mllion trees
on their lands. A J. Hackl, as manager of Treeco and its
successors, devotes approximately 750 to 1000 hours per year to

the farmng operations. |In addition, Georgia Pacific Corporation
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and F & WForestry Services, Inc., were retained by Treeco to
provi de consul ti ng and managenent services for the tree farns.
Contained in the record are a Five-Year Tinber Operating Budget
for the McIntosh County Farm prepared by F & WForestry
Services, and detail ed forest managenent plans for the Putnam and
Fl ager County Farns, prepared by Georgia Pacific. These
docunents di scuss, anong ot her things, plantation thinning,
reforestation, fertilization, and capital inprovenents. The F &
W Forestry Services budget projects |osses through 2000 but
characterizes the McIntosh tract as having “great future incone
potential”. The Georgia Pacific plan describing the Putnam
property simlarly states: “These recommendations, if followed,
will provide you with a healthy, fast growing forest which wll
lead to a steady streamof incone in the future.” A J. Hack
meets on a regular basis with consultants from Georgia Pacific
and F & WForestry Services regardi ng mai ntenance of the tree
farms. The parties have stipulated that he has al ways nmanaged
Treeco and its successors with such care as an ordinarily prudent
person in a like position would use under simlar circunstances.

The primary business purpose of all three of the above
entities has been to acquire and nmanage plantation pine forests
for long-termincome and appreciation for petitioners and their
heirs and not to produce i mrediate incone. Petitioners

anticipated that all three entities would operate at a loss for a
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nunber of years, and therefore, they did not expect that these
entities would be making distributions to nmenbers during such
years. Treeco reported |osses in the anobunts of $42,912,
$121, 350, and $23,663 during 1995, 1996, and 1997, respectively.
Hackl co reported | osses of $52,292 during 1997. Treesource
reported | osses in the anmounts of $75,179, $153,643, and $95, 156!
in 1997, 1998, and 1999, respectively. Neither Treeco nor its
successors had at any tinme through April 5, 2001, generated net
profits or made distributions of cash or other property to
menbers.

Di scussi on

Settled and Di sputed | ssues

The parties have previously filed a Stipulation of Partial
Settlenent, and a Supplenental Stipulation of Partial Settlenent,
in which they agreed that the fair market value of both the
voting and nonvoting units of Treeco, LLC, was $10.43 per unit on
the date of the 1996 gifts at issue in these cases. Accordingly,
the sole issue for determ nation by the Court is whether
petitioners’ gifts of units in Treeco qualify for the annual

excl usi on provided by section 2503(b), a dispute which turns on

1 Al though the parties stipulated that Treesource reported a
| oss of $99, 156 for 1999, Treesource’s 1999 return in fact
reflects a |l oss of $95,156. See Cal - Mni ne Foods, Inc. v.

Comm ssioner, 93 T.C. 181, 195 (1989) (holding that stipulations
are properly disregarded where clearly contrary to evidence
contained in the record).
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whet her the transfers constitute gifts of a present interest for
purposes of the statute. In this connection, the parties have
al so stipulated that the Gandchildren’s Trust satisfies the
requi renents of section 2503(c) such that the annual exclusion
will be applicable for gifts thereto provided that the gifts are
ot herwi se determned to be of a present interest.

Additionally, to further clarify the issues, the parties
have stipulated that if the aforesaid question is decided in
petitioners’ favor, then in conputing gift tax liability for
1996, the anmobunts of prior period taxable gifts reported on
petitioners’ 1996 returns shall be accepted as fil ed.

Conversely, if the above question is decided in favor of
respondent, the anmounts of prior period taxable gifts reported on
petitioners’ 1996 returns shall be increased to reflect the
annual exclusions clained by petitioners for gifts of Treeco
units in 1995.

1. Statutory and Requl atory Law

Section 2501 inposes a tax for each cal endar year “on the
transfer of property by gift” by any taxpayer, and section
2511(a) further clarifies that such tax “shall apply whether the
transfer is in trust or otherw se, whether the gift is direct or
indirect, and whether the property is real or personal, tangible
or intangible”. The tax is conputed based upon the statutorily

defined “taxable gifts”, which termis explicated in section
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2503. Section 2503(a) provides generally that taxable gifts
means the total anmount of gifts made during the cal endar year,
| ess specified deductions. Section 2503(b), however, excludes
fromtaxable gifts the first $10,000 “of gifts (other than gifts
of future interests in property) nmade to any person by the donor
during the cal endar year”. |In other words, the donor is entitled
to an annual exclusion of $10,000 per donee for present interest
gifts.

Regul ati ons pronul gated under section 2503 further elucidate
this concept of present versus future interest gifts, as foll ows:

Future interests in property.--(a) No part of the
value of a gift of a future interest may be excluded in
determning the total anount of gifts nmade during the
“cal endar period” * * * “Future interest” is a |egal
term and includes reversions, remainders, and other
interests or estates, whether vested or contingent, and
whet her or not supported by a particular interest or
estate, which are [imted to commence in use,
possession, or enjoynent at sone future date or tine.
The term has no reference to such contractual rights as
exist in a bond, note (though bearing no interest until
maturity), or in a policy of life insurance, the
obligations of which are to be discharged by paynents
in the future. But a future interest or interests in
such contractual obligations may be created by the
limtations contained in a trust or other instrunment of
transfer used in effecting a gift.

(b) An unrestricted right to the i medi ate use,
possession, or enjoynent of property or the inconme from
property (such as a life estate or termcertain) is a
present interest in property. * * * [Sec. 25.2503-3,

G ft Tax Regs.]



l[11. Casel aw Devel opnent

The foregoing statutory and regul atory pronouncenents have
been the subject of repeated interpretation by the Federal
courts. Mich of the litigation has occurred in the factual
context of gifts in trust, including a series of sem nal

deci sions by the Suprene Court in the 1940s. Conm Ssioner V.

Di sston, 325 U. S. 442 (1945); Fondren v. Conm ssioner, 324 U. S

18 (1945); Ryerson v. United States, 312 U.S. 405 (1941); United

States v. Pelzer, 312 U.S. 399 (1941); Helvering v. Hutchings,

312 U. S. 393 (1941); see also Calder v. Conmm ssioner, 85 T.C. 713

(1985); Blasdel v. Comm ssioner, 58 T.C 1014 (1972), affd. 478

F.2d 226 (5th Gr. 1973). Additionally, parallel to the
devel opnents in the trust area and incorporating nany of the sane
principles, a line of cases has addressed the related situation

where transfers of property are made to an entity with

preexisting interest-holders. See, e.g., Stinson Estate v.

United States, 214 F.3d 846 (7th Cir. 2000); Chanin v. United

States, 183 C. d. 840, 393 F.2d 972 (1968).
In both scenarios, the gift in question takes the formof an
indirect gift of the underlying property to the beneficiaries of

the trust or to those holding interests in the entity. Helvering
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V. Hutchings, supra at 398; Chanin v. United States, supra at

975: Bl asdel v. Commi ssioner, supra at 1022. Furthernore, it has

becone well settled that to qualify as a present interest, such a
gift nmust confer on the donee not just vested rights but a
substantial present econom c benefit by reason of use,

possession, or enjoynment of either the property itself or inconme

fromthe property. Fondren v. Comm ssioner, supra at 20-21;

Estate of Holland v. Conmi ssioner, T.C. Menp. 1997-302.

The cases have al so established through oft-repeated
directives that where the use, possession, or enjoynent is
post poned to the happening of a contingent or uncertain future
event, such as where distributions of property or incone wll
occur only at the discretion of a trustee or upon joint action of
entity interest holders, or where there is otherwi se no show ng
fromfacts and circunstances of a steady flow of funds fromthe
trust or entity, the gift will fail to qualify for the section

2503(b) exclusion. Conm ssioner v. Disston, supra at 449;

Ryerson v. United States, supra at 406-408; United States v.

Pel zer, supra at 403-404; Chanin v. United States, supra at 976

Cal der v. Conmi ssioner, supra at 727-730.
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The taxpayer bears the burden of showng that the gift at
issue is other than of a future interest.? Rule 142(a);

Conmi ssioner v. Disston, supra at 449; Stinson Estate v. United

States, supra at 848.

V. Contentions of the Parties

Agai nst the foregoing background, we turn to the contentions
of the parties before us. Petitioners contend their transfers of
units in Treeco are properly characterized as present interest
gifts. Petitioners enphasize that they nmade direct, outright
transfers of the Treeco units, which are personal property
separate and distinct under Indiana |law from Treeco’ s assets.
Petitioners further nmaintain that the units had a substantial and
stipulated value; that petitioners’ transfers placed no
restrictions on the donees’ interests in the units; and that the
donees upon transfer acquired all rights in and to the gifted
units, which rights were identical to those petitioners had in
the units they retained. Hence, according to petitioners, their
transfers invol ved no postponenent of rights, powers, or
privileges that would cause the gifts to constitute future

i nterests.

2 Cf. sec. 7491, which is effective for court proceedings
that arise in connection with exam nations comrenci ng after July
22, 1998, and which can operate to place the burden on the
Commi ssioner in enunerated circunstances. Petitioners here have
not contended, nor is there evidence, that their exam nations
comenced after July 22, 1998, or that sec. 7491 applies in these
cases.
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Petitioners also argue that the cases involving indirect
transfers through trusts and corporations are inapplicable to the
direct transfers at issue here. Petitioners allege:

When an equity interest in a business (or any

property) is transferred outright, the donee receives

all rights in and to the equity interest (or other

property) upon transfer, whatever those rights may be.

The | ack of any “postponenment” of the donee’'s rights to

enjoynent of the equity interest (or other property) is

mani festly clear. * * *

From the foregoing prem se, petitioners maintain that the
standards referenced to anal yze whether rights are postponed when
interests in the subject property are held only indirectly

t hrough the conduit of a trust or corporate entity have no place
in the present situation.

Conversely, respondent argues that petitioners’ transfers of
Treeco units fail to qualify as gifts of present interests.
Respondent avers that because of the restrictions contained in
the Treeco OQperating Agreenent, the transfers fell short of
conferring on the donees the requisite i medi ate and
unconditional rights to the use, possession, or enjoynment of
property or the incone fromproperty. Unlike petitioners,
respondent finds the body of |aw regarding indirect transfers to
constitute “substantial anal ogous authority” and the principles
espoused therein to control the outconme of these cases.

Specifically, respondent enphasizes the requirenment of present

econom ¢ benefit and contends that the inability of the donees to
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freely transfer the units or to conpel distributions fromthe
entity prevented them fromreceiving any such benefit on account
of the transfers. Thus, in respondent’s view, the gifts
post poned any econom c benefit and therefore were of future
i nterests.

V. Analysis

A. Applicabl e Standards

As framed by the parties’ contentions, a threshold issue we
nmust address is the extent to which the standards expressed in
t he deci ded cases interpreting section 2503(b) are pertinent
here. As petitioners correctly note, the property with which we
are concerned in this matter is an ownership interest in an
entity itself, rather than an indirect gift in property
contributed to the entity. Treeco was duly organi zed and
operating as an LLC, units of which under Indiana |aw are
personal property separate and distinct fromthe LLC s assets.
See I nd. Code Ann. secs. 23-18-1-10, 23-18-6-2 (West 1994).
Nonet hel ess, while State |aw defines property rights, it is
Federal |aw which determ nes the appropriate tax treatnent of

those rights. United States v. Natl. Bank of Commerce, 472 U.S.

713, 722 (1985); Knight v. Conm ssioner, 115 T.C 506, 513

(2000). It thus is Federal |aw which controls whether the

property rights granted to the donees as LLC owners under State
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| aw were sufficient to render the gifts of present interests

within the neaning of section 2503(b). See United States v.

Pel zer, 312 U. S. at 402-403.

Mor eover, we conclude that the rel evant body of Federal
authority enconpasses the general interpretive principles
devel oped through the extensive litigation involving indirect
gifts. To disregard |ongstanding directives that a present
interest gift exists only where a donee receives noncontingent,
i ndependent |y exercisable rights of substantial econom c benefit
cannot be justified in the face of either the | anguage used by
the Suprenme Court or the subsequent application of such | anguage.

See Fondren v. Conm ssioner, 324 U S. at 20-21; Ryerson v. United

States, 312 U S. at 408; United States v. Pelzer, supra at 403-

404.

For exanple, in Fondren v. Conmmi ssioner, supra at 20-21, the

Court explains the neaning of future versus present interest in
general terns, stating:

it is not enough to bring the exclusion into force that

t he donee has vested rights. In addition he nmust have
the right presently to use, possess or enjoy the
property. These terns are not words of art, like “fee”

inthe law of seizin * * * but connote the right to
substantial present econom c benefit. The question is
of tinme, not when title vests, but when enjoynent
begins. Watever puts the barrier of a substanti al
period between the wll of the beneficiary or donee now
to enjoy what has been given himand that enjoynent
makes the gift one of a future interest within the
meani ng of the regulation.
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The Court thus says that the terns “use, possess or enjoy”
connote the right to substantial present econom c benefit. This
phraseology is broad and is in no way limted to the factual
context presented. It defines the root words of the regulatory
standard which no party disputes is a generally applicable and
valid interpretation of section 2503(b). See sec. 25.2503-3,

G ft Tax Regs. W therefore would be hard pressed to construe
“use, possession, or enjoynent” as neaning sonething different or
| ess than substantial present econom c benefit sinply because of
a shift in the factual scenario or formof gift to which the test
is being applied. Accordingly, we are satisfied that section
2503(b), regardl ess of whether a gift is direct or indirect, is
concerned with and requires neani ngful econom c, rather than
merely paper, rights.

Furthernore, this idea is buttressed by recognition that in

an earlier case we quoted the very | anguage from Fondren v.

Conmi ssi oner, supra, set forth above in a context that invol ved

outright gifts. |In Estate of Holland v. Conm ssioner, T.C Meno.

1997-302, we quoted the Fondren text en route to concl udi ng that
outright gifts in the formof $10,000 checks, which had been
properly endorsed and deposited, were gifts of a present
i nterest.

In a simlar vein, previous caselaw fromthis Court reveals

that the principles established in United States v. Pelzer, supra
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at 403-404, and Ryerson v. United States, supra at 408, regarding

contingency and joint action are not restricted in their

applicability to indirect gift situations. In Skouras v.

Comm ssi oner, 14 T.C. 523, 524-525 (1950), affd. 188 F.2d 831 (2d

Cr. 1951), the taxpayer assigned outright all incidents of
ownership in several insurance policies on his |life to his five

children jointly and continued to pay the prem uns thereon.

G ven these facts, we, citing United States v. Pel zer, supra,
stated broadly that “where the use, possession, or enjoynent of
t he donee is postponed to the happening of future uncertain
events the interest of the donee is a future interest within the
meani ng of the statute.” 1d. at 533. Then, relying on Ryerson

v. United States, supra, and in spite of the taxpayer’s argunent

that “there was not a grant to trust as in the Ryerson case”, we
ruled that the taxpayer, by “making the assignnents to his five
children jointly, had postponed the possession and enjoynent of
the rights and interests in and to the policies or the proceeds
thereof until his death or until such tinme as the children
acting jointly, m ght change or negative the action he had thus
taken.” |d. at 534.

In sum we reject petitioners’ contention that when a gift
takes the formof an outright transfer of an equity interest in a
busi ness or property, “No further analysis is needed or

justified.” To do so would be to sanction exclusions for gifts
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based purely on conveyanci ng form w t hout probing whether the
donees in fact received rights differing in any nmeani ngful way
fromthose that woul d have flowed froma traditional trust
arrangenent .

Petitioners’ advocated approach could also lead to
situations where gift tax consequences turned entirely upon
distinctions in the ordering of transactions, rather than in
their substance. For exanple, while petitioners contributed
property to an LLC and then gifted ownership units to their
children and grandchildren, a simlar result could have been
achieved by first transferring ownership units and then maki ng
contributions to the entity. Yet petitioners would apparently
have us decide that the latter scenario falls within the rubric
of established precedent while the former is independent thereof.
We decline to take such an artificial view

We are equally unconvinced by petitioners’ attenpts to avoid
the principles discussed above with the assertion that

t he post ponenment question deals with rights to present

use, possession or enjoynment of the transferred

property, not the |ikelihood of the actual use,

possession, or enjoynment of the property. See, Estate

of Cristofani v. Comir, 97 T.C. 74 (1991); Crunmey V.

Commir, 397 F.2d 82 (9th G r. 1968); Kieckhefer v.

Commir, 189 F.2d 118 (7th Cr. 1951); Glnore v.
Commir, 213 F.2d 520, 522 (6th Cir. 1954) * * *

Each of the above-cited cases involved trusts in which
beneficiaries were given an absolute right to demand

di stributions and have not been interpreted to establish a rule
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i nconsi stent with those enunciated by the Supreme Court. See

Rassas v. Conmi ssioner, 196 F.2d 611, 613 (7th Gr. 1952)

(di stinguishing Kieckhefer v. Conm ssioner, supra), affg. 17 T.C

160 (1951). Thus, instead of adopting an approach which woul d
underm ne the purpose and integrity of the section 2503(b)
excl usion, we for the reasons expl ained above concl ude t hat
petitioners are not by virtue of making outright gifts relieved
of showi ng that such gifts in actuality involved rights
consistent wwth the standards for a present interest set forth in
regul ati ons and existing casel aw.

To recapitulate then, the referenced authorities require a
t axpayer claimng an annual exclusion to establish that the
transfer in dispute conferred on the donee an unrestricted and
noncontingent right to the i medi ate use, possession, or
enjoynent (1) of property or (2) of incone fromproperty, both of
which alternatives in turn demand that such imedi ate use,
possession, or enjoynment be of a nature that substantial econom c
benefit is derived therefrom In other words, petitioners nust
prove fromall the facts and circunstances that in receiving the
Treeco units, the donees thereby obtained use, possession, or
enjoynent of the units or inconme fromthe units wthin the above-

descri bed neani ng of section 2503(b).
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B. Application to the Gfted Property

Beginning wwth the property itself, we reiterate that the
donees in these cases did receive, at least in the sense of
title, outright possession of the Treeco units. Nonethel ess, as
previ ously expl ai ned, the sinple expedient of paper title does
not in and of itself create a present interest for purposes of
section 2503(b) unless all the facts and circunstances establish
t hat such possession renders an econom c benefit presently
reachabl e by the donees. It therefore is incunbent upon
petitioners to show the present (not postponed) econom c benefit
inparted to the donees as a consequence of their receipt of the
Treeco units.

In considering this issue, we first address the role of the
Treeco Operating Agreenent in our analysis. Petitioners state
that each gifted Treeco unit “represented a significant bundle of
legal rights in the venture, rights which are defined by the
Operating Agreenent, Treeco's Articles of Organization, and
| ndi ana statutory and common law'. At the sane tine, petitioners
aver: “The postponenent question is not concerned with
contractual rights inherent in the transferred property, but
rather in whether, in the transfer of the property, the
transferor inposed |imtations or restrictions on the present
enjoynent of the property.” They then go on to quote the

| anguage from section 25.2503-3(a), Gft Tax Regs., which
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references contractual rights in a bond, note, or insurance
policy that do not result in a future interest characterization.
Hence, while petitioners seemto acknow edge that the Operating
Agreenent in |large part defines the nature of the property
recei ved by the donees, they al so apparently would have us ignore
any provisions of the Agreenent which [imted the ability of the
donees to presently recogni ze econom c value as akin to the
contractual rights nentioned in the regul ation.

However, petitioners’ reliance on section 25.2503-3(a), Gft
Tax Regs., is msplaced. This Court has previously taken a nmuch
narrower view of the cited regulatory | anguage. In Estate of

Vose v. Conmi ssioner, T.C. Menp. 1959-175, vacated and remanded

on another issue 284 F.2d 65 (1st Cr. 1960), we opined that the
regul ati ons were “designed to cover notes and bonds which,
al t hough perhaps not containing all of the attributes of
negoti able instrunents, are at |east definitely enforceable |egal
obl i gations payable on a day certain and i medi ately di sposabl e
by the obligee.” LLC units hardly fall within these paraneters,
and we observe that the quoted reasoning is consistent with our
focus on requiring sone presently reachable econom c benefit.
Furthernore, petitioners’ attenpts to find in these
regul ati ons support for a distinction between Iimtations
contractually inherent in the transferred property and

restrictions inposed upon transfer are not well taken. Al facts
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and circunstances nust be exam ned to determ ne whether a gift is
of a present interest within the neaning of section 2503(b), and
this will be true only where all involved rights and
restrictions, wherever contai ned, reveal a presently reachable
econom ¢ benefit. Since here the primary source of such rights
and restrictions is the Treeco Qperating Agreenent, its
provisions, in their cunmulative entirety, nmust largely dictate
whet her the units at issue conferred the requisite benefit.
Accordingly, we now turn to the Operating Agreenent to flesh out
the nature of the property rights transferred to the donees at
the tinme of their receipt of the Treeco units and whether such
rights rose to the level of a present interest on account of
either the units thensel ves (considered in this section) or the
income therefrom (considered in section IV.C., infra).

Petitioners offer the followi ng summary of the rights
inuring to the donees upon their receipt of the LLC units:

Upon transfer the Donees acquired nmenbership

rights and obligations in the gifted Treeco units which

were identical to those which Petitioners had in the

Treeco units they retained, including the rights under

the Treeco Operating Agreenent to have all net incone

or capital gains allocated, all cash distributions

made, and net |oss allocated (subject to an allocation

of losses to A J. Hackl for a period which was desi gned

to ensure the current deductibility of Treeco | osses

for federal inconme tax purposes) based on the nunber of

units held in relation to the total nunber of units,

the right to have capital accounts established and

mai nt ai ned on behal f of each nenber in the manner

provided by Treas. Reg. 8 1.704-1(b)(2)(iv), the right

to offer units for sale to Treeco, or to sell their
units to third parties (subject to manager approval),
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the rights (voting nenbers) to renove the manager

anend Treeco’ s organi zati onal docunents, dissolve

Treeco, approve sal aries or bonuses paid to any

manager, etc., all of which rights are entitled to

court enforcenent. * * *

At the outset, we note that petitioners’ repeated assertions
that the rights conferred on the donees were identical to those
retai ned by the donors have little bearing on our analysis. A
simlar fact did not dissuade us fromfinding only a future

interest in Blasdel v. Conm ssioner, 58 T.C 1014 (1972), and we

are satisfied that it should be given no nore weight here.

The taxpayers in Blasdel v. Conm ssioner, supra at 1015-

1016, 1018, created a trust, naned thenselves as 2 of the trust’s
beneficiaries, and conveyed beneficial interests to 18 other
famly nmenbers. Although we explicitly observed that “the donees
acquired their fractional beneficial interests subject to the
sane terns and limtations as petitioners held theirs”, we
nonet hel ess based our decision on the nature of those terns,

w thout regard to any identity of rights between donors and

donees. Id. at 1018-1020; see also Hamilton v. United States,

553 F.2d 1216, 1218 (9th Cr. 1977). |In addition, given the
authority granted here to A J. Hackl as manager, we observe that
the alleged equality, when viewed froma practical standpoint, is
| ess than petitioners woul d have us believe.

Concerning the specific rights granted in the Operating

Agreenent, we are unable to conclude that these afforded a
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substantial econom c benefit of the type necessary to qualify for

t he annual exclusion. Wile we are aware of petitioners’
contentions and the parties’ rather conclusory stipul ations that
Treeco was a legitimte operating business entity and that
restrictive provisions in the Agreenment are common in closely
hel d enterprises and in the tinber industry, such circunstances
(whether or not true) do not alter the criteria for a present
interest or excuse the failure here to neet those criteria.

As we consider potential benefits inuring to the donees from
their receipt of the Treeco units thenselves, we find that the
terms of the Treeco Operating Agreenent foreclosed the ability of
t he donees presently to access any substantial econom c or
financial benefit that m ght be represented by the ownership
units. For instance, while an ability on the part of a donee
unilaterally to withdraw his or her capital account m ght weigh
in favor of finding a present interest, here no such right
exi sted. According to the Agreenent, capital contributions could
not be demanded or received by a nmenber wi thout the manager’s
consent. Simlarly, a nenber desiring to withdraw could only
offer his or her units for sale to the conpany; the nanager was
t hen gi ven exclusive authority to accept or reject the offer and
to negotiate terns. Hence sone contingency stood between any
i ndi vidual nmenber and his or her receipt fromthe conpany of

econom ¢ value for units held, either in the formof approval
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fromthe current manager or perhaps in the formof renoval of
t hat manager by joint majority action, foll owed by the
appoi ntnent of and approval froma nore conpliant nmanager.
Li kew se, while a dissolution could entitle nmenbers to
liquidating distributions in proportion to positive capital
account bal ances, no donee acting alone could effectuate a
di ssol uti on.

Moreover, in addition to preventing a donee from
unil aterally obtaining the value of his or her units fromthe
LLC, the Operating Agreenent al so forecl osed the avenue of
transfer or sale to third parties. The Agreenent specified that
“No Menmber shall be entitled to transfer, assign, convey, sell,
encunber or in any way alienate all or any part of the Menber’s
I nterest except with the prior witten consent of the Manager,
whi ch consent may be given or w thheld, conditioned or del ayed as
t he Manager may determne in the Manager’s sole discretion.”
Hence, to the extent that marketability m ght be relevant in
t hese circunstances, as potentially distinguishable on this point

fromthose in indirect gift cases such as Chanin v. United

States, 393 F.2d at 977, and Bl asdel v. Conm ssioner, supra at

1021-1022 (both dism ssing marketability as insufficient to
create a present interest where the allegedly marketable
property, an entity or trust interest, differed fromthe

underlying gifted property), the Agreenent, for all practical
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pur poses, bars alienation as a neans for presently reaching
econom ¢ value. Transfers subject to the contingency of manager
approval cannot support a present interest characterization, and
the possibility of making sales in violation thereof, to a
transferee who woul d then have no right to becone a nenber or to
participate in the business, can hardly be seen as a sufficient
source of substantial econom c benefit. W therefore concl ude
that receipt of the property itself, the Treeco units, did not
confer upon the donees use, possession, or enjoynent of property
within the neani ng of section 2503(b).

C. Application to Incone Fromthe Gfted Property

Turning then to whether the gifts of Treeco units afforded
to the donees the right to use, possession, or enjoynent of
i ncone therefrom we again answer this question in the negative.
As before, broadly applicable standards and reasoni ng derived
fromboth the trust cases and the cases involving gifts to a
partnership or corporate entity call for this result.

In particular, this Court has distilled caselaw in these
areas into a three-part test for ascertaining whether rights to
incone satisfy the criteria for a present interest under section

2503(b). Calder v. Conm ssioner, 85 T.C. at 727-728. The

t axpayer nmust prove, based on surroundi ng circunstances and the
trust agreenent: “(1) That the trust wll receive incone, (2)

that some portion of that incone will flow steadily to the
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beneficiary, and (3) that the portion of income flow ng out to
the beneficiary can be ascertained.” 1d.; see also MiI. Natl.

Bank v. United States, 609 F.2d 1078, 1080-1081 (4th G r. 1979).

Here, the parties stipulated that the primary business
pur pose of Treeco and its successors was to acquire and nmanage
tinberland for long-termincone and appreciation, “and not to
produce i nmedi ate incone.” The parties further stipul ated:
“Petitioners anticipated that all three entities would operate at
a loss for a nunber of years, and therefore, they did not expect
that these entities would be naking distributions to nenbers
during such years.” The record then validates these assunptions
by stipulating to | osses, negative cashfl ows, and an absence of
distributions from1995 to April of 2001. Hence, even the first
recei pt of inconme prong has not been established on the facts
before us.

Furthernore, even if petitioners had shown that Treeco would
generate incone at or near the tinme of the gifts, the record
fails to establish that any ascertainable portion of such incone
woul d flow out to the donees. Menbers would receive incone from
Treeco only in the event of a distribution. However, the
Operating Agreenent states that distributions were to be nmade in
t he manager’s discretion. This nmakes the tim ng and anount of
distributions a matter of pure specul ation and al so rai ses again

t he specter of sone formof joint action to oust a manager whose
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distribution policy failed to satisfy nenbers. As a result, the
facts in this case convince us that any econom c benefit the
donees may ultimately obtain fromtheir receipt of the Treeco
units is future, not present. In other words, the economc
benefit has been postponed in a manner contrary to the regul atory
and judicial pronouncenents establishing the neaning of a present
interest gift for purposes of section 2503(b).

Additionally, we note that the fact the parties have
stipulated a value for the Treeco units does not affect the
foregoi ng anal ysis. Although petitioners nmention this fact
repeatedly, it has |long been established that “the crucial thing
i s postponenent of enjoynent, not the fact that the beneficiary
is specified and in esse or that the anount of the gift is

definite and certain.” Fondren v. Conm ssioner, 324 U S. at 26-

27. Entity interest values can be based, as the facts and
circunstances indicate is the case here, on the worth of
under |l yi ng assets and the future inconme potential they represent,
nei ther of which may be presently reachable. W therefore hold
that petitioners are not entitled to exclusions under section
2503(b) for their gifts of Treeco units.

To reflect the foregoing,

Deci sions will be entered

under Rul e 155.




