
CHAPTER 16 
EXTENSIONS OF TIME TO PAY ESTATE TAX

INTRODUCTION
Generally, the federal estate tax is payable in full within nine months of the date of death. However, the Internal Revenue Code does provide relief under certain circumstances by allowing an executor to pay the federal estate taxes attributable to the decedent’s business over a period of years.

IRC Section 6166 permits a four year deferral of tax followed by a maximum ten year payout of the tax. If the requirements of Section 6166 are met, the executor in his discretion has the right to elect to pay the federal estate tax (and generation-skipping transfer tax) attributable to the decedent’s interest in a closely held business in installments over a period of up to 14 years.
 During the first four years the executor pays only interest on the unpaid tax.
 Then, in equal annual increments over as many as ten additional years, the executor pays off the principal of the unpaid tax (together with interest on the unpaid balance). Deferral interest is payable at 2% on the tax generated by the first $1,470,000 (as indexed for 2015) of business value and at 45% of the regular underpayment rate on the balance.

If the estate does not qualify for the Section 6166 extension, subject to discretionary approval by the IRS, it may be possible to pay the federal estate tax in installments under IRC Sections 6161, 6159 and 6163. 
Under Section 6161, the IRS may extend the period for payment of tax for a period of up to ten years beyond the due date of the estate tax return if the IRS finds that there is “reasonable cause” to grant such an extension.

In addition, under IRC Section 6159, the IRS may permit the installment payment of taxes where the IRS believes doing so will facilitate payment of such taxes.

Finally, under IRC Section 6163, estate tax attributable to reversionary and remainder interests in property can be deferred until six months after preceding interests in the property terminate. 

WHEN IS USE OF SUCH A DEVICE INDICATED?

1.
Where the estate has insufficient liquidity to pay the estate taxes when due without selling assets at a substantial loss.

2.
Where the estate can earn a greater after-tax rate of return on its money or other investments than it spends in interest for the deferral payment privilege.

3.
Where future profits or cash flow from the decedent’s business are expected to pay all or part of the deferred tax.

WHAT ARE THE REQUIREMENTS?

A. Section 6166

1.
The decedent must be a U.S. citizen or resident at the time of his or her death.
 
2.
The gross estate must include an interest classified as a closely held business, the value of which exceeds 35% of the adjusted gross estate. In the case of an estate in which the decedent made a gift of property within three years of death, the estate is treated as meeting the more than 35% requirement only if the estate meets such requirement both with and without the application of the three-year inclusion rule of IRC Section 2035 (see Chapter 15 regarding the estate tax).

a.
Aggregation of various business interests of the decedent is allowed for purposes of meeting the percentage requirement, provided the decedent owned at least 20% of the total value of each business, and each activity otherwise qualifies as a closely held trade or business.

b.
To qualify as an interest in a closely held business, the interest can be in a sole proprietorship, a partnership, or a corporation. A partnership interest will qualify if 20% or more of the total capital interest in the partnership is included in the gross estate, or if the partnership has 45 or fewer partners.
 Stock in a corporation qualifies if 20% or more in value of the voting stock is included in determining the gross estate of the decedent, or the corporation has 45 or fewer shareholders.
 
For purposes of the 45 or fewer owners test, a partnership interest or corporate stock held by another partnership or corporation or by an estate or trust will be treated as if owned proportionately by shareholders, partners, or beneficiaries (the rule also applies to trusts provided a beneficiary has a present interest in the trust).
 A partnership interest or stock held by a member of the decedent’s family is considered to be owned by the decedent for purposes of the “45 or fewer owners” test. 

c.
According to the IRS, the business must also be actively carried on and require a “management” function, rather than being a passive investment. A passive investment is one in which the taxpayer merely supervises his investment (such as an apartment house), and the investment is the actual capital producing factor.

d.
In addition, only active business assets can be considered in determining the value of the business interest that qualifies for the deferral. For example, a business owning stock in another corporation cannot count the value of that stock in determining if it meets the 35% test because the stock it owns in the other corporation is not used in carrying out a trade or business.
 This active asset rule, which denies installment payment for passive assets, applies to all corporations and partnerships. (It does not apply, however, for purposes of determining whether or not an acceleration of the tax will be required.)

3.
The amount of federal estate or generation-skipping transfer tax that may be deferred (i.e., paid in installments) is only that amount of tax attributable to the value of the closely held trade or business. The balance of the estate tax or GST tax must be paid at the regular payment due date. 

4.
Generally, if the estate qualifies under Section 6166 and an election is made, the first installment of principal is due not later than five years and nine months from the date of death. (This deferral period is not available to certain lending and finance businesses that qualify for installment payments under IRC Sec. 6166(b)(10), as added by EGTRRA 2001.)  Each succeeding installment must be paid within one year after the previous installment.  
With the exception of lending and finance businesses and holding companies, which are limited to installment payments stretched out over only five years,
 the maximum number of principal installments which may be paid under this provision is 10, thus generally allowing for payment over a 14-year period (four years of interest only plus up to an additional 10 years of principal and interest payments).  
During the 4-year period immediately following death, interest only payments are to be made, with interest being at a beneficial 2% rate in relation to the tax on the first $1,470,000 (for decedents dying in 2015) in value of the closely held business (see “How It Is Done,” below) and at 45% of the regular underpayment rate on the balance.
 The underpayment rate varies quarterly.
 Interest calculated using these special rates is not deductible for estate or income tax purposes.

5.
The IRS normally demands a bond of up to twice the value of the deferred estate tax. This bond is difficult (some say impossible) to obtain and relatively expensive. 
 In certain situations, the executor can seek a special lien in lieu of the bond.

6.
It should be noted that pursuant to Reg. Sec. 301.9100-3 (which provides relief in the case of a late election where the Commissioner establishes that the taxpayer acted reasonably and in good faith), an estate may not seek relief for an untimely Section 6166 election because such an election is statutory, not regulatory.
  Also, Chief Counsel Advice 200848004 held that an estate could not make a Section 6166 election by attaching the statement to an extension request since the election can only be made by attaching the election notice to a timely-filed estate tax return.
B. Section 6161

1.
If a business interest does not qualify for deferral under Section 6166, upon a showing of reasonable cause for the granting of the extension, pursuant to Section 6161, the IRS may, in its discretion, grant an extension of the time for payment of the tax shown on the return for a period of up to ten years beyond the due date of the return.
 
2.
Reasonable cause for the extension is not expressly defined. Each case is examined on an independent factual basis. However, there are certain guidelines used to establish the presence of reasonable cause.
 These include: (a) inability of the estate to marshal assets to pay the estate tax when otherwise due;
 (b) an estate comprised in substantial part of assets consisting of rights to receive payments in the future, with the estate having insufficient present cash to pay the estate tax and an inability to borrow against these assets except on unreasonable terms;
 (c) when the assets cannot be collected without litigation;
 or, (d) there are insufficient funds available, after the exercise of due diligence, with which to pay the tax in a timely fashion.

3.
Interest on the deferred taxes computed at the regular tax underpayment rate.
 
C. Section 6159

Section 6159 authorizes the IRS to enter into written agreements with taxpayers to pay taxes in installments where the IRS determines that such an agreement will facilitate full or partial collection of such taxes. The IRS can modify or terminate the agreement if (1) information provided by the taxpayer was inaccurate or incomplete,
 (2) the IRS believes that collection of such tax is in jeopardy,
 (3) the IRS determines that the financial condition of the taxpayer has changed (in which case 30 days’ notice to the taxpayer is required, including the reason for such change),
 (4) the taxpayer fails to make a timely installment payment (or to timely pay any other tax),
 or (5) the taxpayer fails to provide a financial update as requested by the IRS. Interest is payable on such installments at the regular underpayment rate. 
   The IRS may terminate the agreement if the conditions in (1) or (2) exist; or the IRS may alter, modify or terminate the agreement if the other conditions occur.  For purposes of an IRS determination of whether or not to enter into an installment plan, if the taxpayer has filed all returns, is current in payment of other taxes, the tax, interest and penalties is no more than $10,000 and the amount of the proposed payment meets a prescribed minimum, then the IRS agent is to offer an installment plan.
  
D. Section 6163

If a reversionary or remainder interest in property is includable in the gross estate, the executor may elect to defer payment of the estate tax attributable to the reversionary or remainder interest until six months after the termination of any precedent interests in the property. 
 In addition, the IRS may extend the payment of such tax for a reasonable period of up to an additional three years for reasonable cause.
  In Revenue Ruling 73-311, the Service ruled that there is no reversionary or remainder interest unless there is an intervening property interest.  Thus, a surviving spouse was denied relief where she was receiving payments under her deceased spouse’s deferred compensation agreement, and there were 8 payments remaining at her death which passed to her children.
E.  Graegin Loans

Historically, the interest associated with funds borrowed to pay estate tax where an estate is illiquid could be deductible as an administrative expense under Section 2053 if three conditions were met:  (1) the loan is bona fide; (2) the loan is “actually and necessarily incurred;” and (3) the amount of interest to be paid is ascertainable with reasonable certainty.  It should be noted that a typical loan would oftentimes not be subject to a prepayment penalty so that the amount of interest could not be calculated.  The issue becomes whether the interest associated with the loan to pay the estate tax will qualify for an estate tax deduction.  If so, the entire amount of the interest to be paid over the course of the loan can be taken as an estate tax deduction.
In order to qualify for the deduction, there is the option of a so called Graegin loan.  Under this approach, the estate borrows money to pay the estate tax obligation from a third party lender.  The estate is permitted to deduct all of the interest to be paid over the course of the loan on the federal estate tax return.  Because the interest must be ascertainable, a “Graegin loan
 must forbid prepayment of the amount borrowed.  By including this provision, the aggregate interest payable can be determined. 
However, in order for this approach to be respected, the loan must be necessary to pay the estate’s obligations. Therefore, where stock in a closely held entity could be liquidated or redeemed to meet the estate’s obligations, it is not clear whether a Graegin loan would work.  Also, if a sale of assets could cure the estate’s liquidity problem, the Graegin technique may be deemed to be unnecessary so that the estate could not take advantage of the interest deduction. 
For example, in Estate of Duncan v. Commissioner
, the decedent’s revocable trust borrowed funds from his irrevocable trust to cover the estate’s shortfall in being able to pay taxes and debts.  The estate claimed a deduction for the interest that would be payable at the end of the (non-prepayable) note.  The IRS denied any deduction for the interest.  The court, however, determined that the interest was fully deductible because the loan was a bona fide debt, was actually and reasonably necessary, and the revocable trust could not meet its obligations without selling its illiquid assets at reduced price.  On the other hand, in a 2009 case Black v. Commissioner
, the interest deduction for a Graegin loan from a family limited partnership.  In this case, the deduction for the interest was denied because the court found that the loan was not necessary to  avoid selling the company stock (the court held that the loan structure arrived at by the estate constituted an indirect use of the stock to pay the debts of the estate and “accomplished nothing more than a direct use of that stock for the same purpose”).  Likewise in Stick v Commissioner
, the interest deduction was denied because the court found that the estate had enough liquid assets to pay the taxes without borrowing.  
HOW IT IS DONE – AN EXAMPLE OF SECTION 6166
Andrea Apter died in 2013 when the value of her wholly-owned, closely held business, a computer center, was $3,600,000. Her gross estate was $8,000,000. Administrative costs, debts, and expenses totaled $300,000. Federal estate taxes totaled $980,000. Qualification for Section 6166 is determined as follows.

	Section 6166 (up to 14 year) Installment Payout

	
	
	

	(1)
	Estate Tax Value of closely held

business included in gross estate

	$3,600,000

	(2)
	Adjusted Gross Estate

	$7,700,000

	(3)
	35% x Adjusted Gross Estate

	$2,695,000

	
	
	

	Line 1 exceeds Line 3; estate qualifies


Since the estate qualifies for Section 6166 deferral, the executor can elect to pay that portion of estate taxes attributable to the inclusion of the business in installments over up to 14 years (first four years, no tax due, only interest–up to next 10 years equal annual installments of tax and declining interest on unpaid balance).

The deferral amount would be computed according to the following formula: (Assume the net estate and GST tax payable after credits is $980,000)

	Computing Section 6166 Deferral Limitation

	

	Net Estate

and GST Tax

(after credits)
	x
	Value of Includable

Closely Held Business

Interest

	
	
	Adjusted Gross Estate

	

	$980,000 x
	$3,600,000
	= $458,181.82

	
	$7,700,000
	


The estate can defer $458,182 (rounded) of the tax, but must pay the balance of the tax not attributable to the closely held business immediately. Therefore, $521,818 of tax ($980,000- $458,182) must be paid immediately.

IRC Section 6601(j) places an overall limitation on the portion of the tax deferred under Section 6166 that qualifies for the 2% interest rate, calculated as follows (assuming a $5,430,000 (for 2015, and as adjusted in the future) exemption)
	Section 6601(j) 2% Interest Limitation

	

	(1)
	$1,000,000 as indexed

	$1,470,000

	(2)
	Unified Credit Equivalent

	$5,430,000

	(3)
	Sum of (1) and (2)

	$6,900,000

	(4)
	Estate Tax (disregard credits) on (3)

	$2,705,800

	(5)
	Unified Credit

	($2,117,800)

	(6)
	Section 6601(j) 2% Interest Limitation

	$458,182*

	

	*The lesser of $588,000 (the estate tax deferral limitation of $2,705,800 - $2,117,800) or $458,182 as determined above.  


The Section 6601(j) 2% interest limitation must be calculated for the year of death (2015 in this example), using the current Unified Credit Equivalent ($5,430,000 in 2015), estate tax rates, and Unified Credit ($2,117,800 in 2015).

The portion of tax deferrable at 2% interest is equal to $458,182, or the lesser of the estate tax deferrable under Section 6166 ($588,000) or the Section 6601(j) limitation ($458,182). In this case, there is no additional tax to be deferred, but if there was, the balance of the tax would be deferrable at 45% of the regular underpayment rate. The interest is not deductible for estate or income tax purposes.

Figure 16.1 shows a projected Section 6166 payment schedule based upon this example. An executor may wish to evaluate whether the projected interest expense from deferral will be less than the rate of return available for alternative utilizations of capital.
Figure 16.1

	SECTION 6166 PROJECTED PAYMENT SCHEDULE*

	Year
	Principal

2%
	Interest

2%
	Principal

4.50%
	Interest

4.50%
	Total

Interest
	Total

Payment

	

	1
	$458,182
	 $ 9,256
	$0
	$ 0
	$9,256
	$ 9,256

	2
	458,182
	9,256
	0
	0
	9,256
	9,256

	3
	458,182
	9,256
	0
	0
	9,256
	9,256

	4
	458,182
	9,256
	0
	0
	9,256
	9,256

	5
	412,364
	9,256
	0
	0
	9,256
	55,074

	6
	366,546
	8,330
	0
	0
	8,330
	54,148

	7
	320,727
	7,405
	0
	0
	7,405
	53,223

	8
	274,909
	6,479
	0
	0
	6,479
	52,297

	9
	229,091
	5,553
	0
	0
	5,553
	51,371

	10
	183,273
	4,628
	0
	0
	4,628
	50,446

	11
	137,455
	3,702
	0
	0
	3,702
	49,520

	12
	91,636
	2,777
	0
	0
	2,777
	48,595

	13
	45,818
	1,851
	0
	0
	1,851
	47,669

	14
	0
	 926
	0
	 0
	 926
	 46,744

	Totals
	
	$87,931
	
	$0
	$87,931
	$546,111

	

	* Maximum estate tax deferrable at 2% for decedents dying in 2015 is $458,182. Interest is compounded daily. The underpayment interest rate changes quarterly.


TAX IMPLICATIONS

1.
Interest is payable on the tax which is not paid by the due date of the return.
 Tax deferrable under IRC Sections 6159, 6161, or 6163 is deferred at the regular underpayment rate. The regular underpayment rate is redetermined quarterly so as to be three percentage points over the short-term federal rate. 
 The interest owed is compounded daily. 
Under IRC Section 6166, a special 2% interest rate is allowed. This rate is limited to the estate tax attributable to the first $5,430,000 (in 2015) of farm or other closely held business property (generally, a maximum tax of $588,000 in 2015; see How It Is Done, above).
 Amounts of estate tax attributable to value in excess of the $5,430,000 amount bear interest at 45% of the regular underpayment rate. 
2.
Interest for tax deferred under Section 6166 using the special 2% and 45% of the regular underpayment rate rates cannot be deducted for estate or income tax purposes. 

3.
The IRS almost always requires the estate post a bond of as much as twice the amount of the estate tax to be deferred.
 This may make the use of Section 6166 difficult and much more expensive. 

IMPLICATIONS AND ISSUES IN COMMUNITY PROPERTY STATES

In general, for purposes of the definition of an interest in a closely held trade or business under Section 6166, in regard to the 45 owner test of the allowable number of shareholders or partners, the husband and wife are treated as one partner or shareholder if the interest is owned as community property. This also applies if the form of ownership is as joint tenants, tenants by the entireties, or tenants in common.

FREQUENTLY ASKED QUESTIONS
Question – Is a bond required of the executor?

Answer – The IRS, in almost every case, deems a bond necessary and requires the executor to post a bond for up to twice the amount of the tax for which an extension is granted. 

The executor is also liable–personally–for payment of the tax. He can only be discharged if (a) he pays the tax due or (b) furnishes a bond or security for unpaid (but not yet due) taxes.

Question – Is there an alternative to the requirement that the executor post bond?

Answer – The executor can make an election–under Section 6166–to accept an IRS lien in lieu of the executor’s personal liability or bond.

The requirements of the lien (which serves to discharge the executor from personal liability and eliminate the requirement of a bond) are:

(1)
The executor–and all parties who have an interest in the property subject to the lien–must file an agreement consenting to the lien.

(2)
A person must be designated as agent for the persons who consented to the lien and the estate’s beneficiaries.

(3)
The IRS may require additional lien property if the value of the original property is–or falls below–the total of (a) unpaid taxes and (b) aggregate interest owed.

Question – Once the installment payout period begins, can the IRS terminate it?

Answer – Yes, in certain circumstances. The deferred tax is accelerated (i.e., becomes due immediately) in three situations:

(1)
when all of, or a significant portion of, the business is disposed of or liquidated;

(2)
when interest or installment payments are not made within six months of the due date; or

(3)
if the estate has undistributed net income (there may be an acceleration to the extent of such income).

Question – Why shouldn’t an advisor recommend a client plan to rely on using a Section 6166 installment payout instead of purchasing life insurance?

Answer – First, Section 6166 cannot be relied upon for any number of reasons.  The business interest may fail the mathematical percentage test or the business may be considered an unqualified business. The executor may not be able to post the required bond or may determine the cost of such a bond is exorbitant or unaffordable by the estate. The alternative to a bond is a lien, which itself may be impractical or unacceptable to the estate or the beneficiaries.

Second, Section 6166 is merely the provision that allows the estate to spread out the payment of the estate tax through installment payments.  It does not create assets with which to pay the tax. In addition, interest added to the tax may substantially increase the total cost.

Moreover, the business must generate sufficient income likely in the form of a dividend to pay tax on the income as well as the interest payable with respect to the installment payments.  In any event, the dollars to make the deferred payments have to come from somewhere–and they will be after-tax (expensive) dollars.

Third, only a portion of the federal taxes can be deferred in most cases.

The executor will still need the cash to pay:
(a)
administrative expenses
(b)
debts

(c)
the remaining portion of federal estate taxes

(d)
state death taxes

(e)
income taxes

(f)
pecuniary bequests

Fourth, with certain exceptions, successors in interest cannot dispose of the business–or a major portion of it–without triggering an acceleration of the tax (pay it now). If successors do not want to keep and run the family business, a deferral will not be helpful.
Fifth, the executor may remain personally liable for unpaid taxes during the entire deferral period (alternately, the successors-in-interest must submit to a special tax lien to assure the IRS that payment will be made).

Sixth, final distribution to beneficiaries may be delayed over an extended period of time. Most beneficiaries will not want to wait for 14 years to receive their full share of the inheritance.

Seventh, since all beneficiaries must sign the elective agreement to submit to a lien and discharge the executor from personal liability, guardians may have to be appointed for minors and otherwise incompetent beneficiaries. Those guardians may refuse to sign such an exoneration.

Question – Is there any danger of losing the right to have an extension of time to pay if the estate, as it appears on the estate tax return as filed, qualifies for an extension?

Answer – Yes. The values of the various assets in the estate can be changed upon audit by IRS. Because it is the values ultimately determined that will control, if the IRS increases the value of assets other than the decedent’s business, it is possible that the estate will not meet the Section 6166 requirements. Audits are quite common when elections are made under these sections.  As a result, it is advisable to make a protective election under Section 6161 in case an election under Section 6166 is disqualified for any reason.
Question – How is the election made under Section 6166?

Answer – Notice of election under Section 6166 must be filed on or before the due date (including any extensions) of the U.S. Estate Tax Return
 (Form 706). No special form of notice is required and a letter addressed to the IRS setting forth the identity of the taxpayer, the amount of tax to be deferred, the identity of the closely held business and the computation of qualification under the applicable section will suffice.

Question – What if, based upon the value set forth on the U.S. Estate Tax Return, the decedent’s interest in the closely held business does not qualify under Section 6166, but it is possible that after examination by the IRS such interest will qualify?

Answer – If the estate does not qualify for a payout of federal estate taxes on the values returned or if the estate does qualify, but no tax is due on the values returned, the executor can file a “protective election.” The protective election would set forth the information required under Revenue Ruling 74-499 (see also Revenue Ruling 76-51).

Question – In determining the “at least 20%” requirement of Section 6166 for the aggregation of two or more closely held businesses, or whether 20% or more of the value of a closely held business is included in the gross estate, can the executor elect to have interests of family members considered as owned by the decedent?

Answer – Yes. The interests of family members can, if elected by the executor, be considered as owned by the decedent in determining the “at least 20%” requirement for qualification under Section 6166.
 This election is applicable only to a capital interest in a partnership and to stock that is “not readily tradable.” 
Question – Can holding company stock qualify for installment payout of estate taxes under Section 6166?

Answer – “Yes, but.” Only the portion of stock of a holding company (not that of operating subsidiaries) that directly or indirectly owns stock in a closely held active trade or business (so called business company) will be treated as stock in the active company and may therefore qualify.
 To qualify, the “45 or fewer shareholders” or the “20% or more” test and the “more than 35%” test must be met.

The ability to pay out federal estate taxes attributable to holding company stock may come at some cost. The executor must agree to forego both the deferral of principal payments and the special 2% interest rate (and the holding company is only entitled to make installment payments over five years rather than 10 years). This adds to the cost of the payout in two important ways: first, the time value of money works against the estate since much more money (the principal of the unpaid estate tax) must be paid much more quickly. Second, the special 2% rate is not available.

Question – Can rental activities ever be classified as active businesses to meet the requirements of Section 6166?

Answer – Although the estate will face an uphill battle on this issue, the IRS has ruled that the decedent’s rental activities may be classified as closely held businesses for purposes of Section 6166. These rulings only apply where the decedent took an active role in managing the rental properties, and generally involve such activities as negotiating leases, supervising repairs and maintenance, and dealing directly with tenants.
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