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Assets of an Estate

Collectors of art and collectibles have special estate planning needs. This article analyzes
strategies that are particularly appropriate for such clients, including trusts,
charitable gifts, and application of the blockage discount.

by ANNE M. CARLEY, Attorney

state planning for the disposition of a
carefully accumulated collection of as-
sets, such as art or collectibles, involves
unique issues. Although tax-related
concerns are important, in practice they are
often outweighed by more personal, nontax
concerns. A review of the assets and their val-
ues for insurance purposes can begin the larger
planning process,! as can a discussion regarding
the selection of executors and trustees. Clients
should consider choosing disinterested co-ex-
ecutors or co-trustees who know their particu-
lar family and personal situations or who are
market experts. They may also want to consult
with insurance advisors or representatives of
donee organizations that they wish to benefit.
Overall, a client’s decisions about the disposi-
tion of her collection encompass lifetime as well
as testamentary planning, possibly including
noncharitable gifts and bequests, charitable

contributions, sales of collection assets, trusts
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(including split-interest arrangements), and
charitable foundations. Valuation issues can be
of tremendous importance to the collector and
her advisors in estate, gift, and income tax
planning. In addition, recent developments have
increased the significance of a working under-
standing of the blockage discount concept as it
applies to collections.

Noncharitable gifts

For the collector, gifts of property up to the
$600,000 exemption equivalent as well as life-
time gifts within the $10,000 gift tax annual
exclusion may be made in kind or in cash, and
may be made to trusts as well as outright to in-
dividuals (including non-family members). (A
gift must be a gift of a present interest, however,
to qualify for the annual exclusion.) Even
where the $600,000 exemption equivalent has
been exhausted and an annual gift exceeds the
annual exclusion, there may be tax reasons to
transfer appreciating property out of the collec-
tion during the client’s lifetime (i.e., so as to
simplify estate administration and avoid estate
tax on the post-gift appreciation). The fact that

219

ESTATE PLANNING / JULY / AUGUST 1994




PLANNING FOR ART AND COLLECTIBLES

estate tax is inclusive while gift tax is exclusive
provides another advantage to lifetime giving.
Moreover, a lifetime gift shifts any income tax
liability imposed upon a future sale of the asset
to the donee, who may be in a lower tax
bracket. The donee of a gift of appreciated
property generally takes the property at the
donor’s basis,? in contrast to the beneficiary of a
bequest, who acquires the property at a
stepped-up basis equal to the fair market value
(FMV) at the date of valuation of the estate?
(i.e., the date of death or alternate valuation
date). A lifetime gift can be disadvantageous be-
cause of the loss of the step-up in basis.

In addition to the apparent tax advantages of
lifetime giving, there are other possible reasons
for noncharitable lifetime gifts. Such transfers
are conducted in private rather than through
the probate process, can reduce probate and es-
tate administration costs, remove the gift prop-
erty from the claims of the donor’s creditors,
offer an opportunity to “test” the donee’s abil-
ity to handle responsibly possibly larger gifts in
the future, and provide the pleasures of altru-
ism. Gifts made now can also provide a hedge
against future tax law changes that may narrow
such opportunities.

Often, a collector will want to make testa-
mentary transfers of part or all of her collection
to family members or close associates. Any spe-

1 Portions of this article are based on interviews with the follow-
ing estate planning specialists in New York City whom the au-
thor would like to thank: Thomas A. Melfe, Esq., Donovan,
Leisure, Newton & Irvine; John A. Silberman, Esq., Paul
Weiss Rifkind Wharton & Garrison; Robert C. Jurgens, CPA;
Erik Constantino, CLU, Northwestern Mutual Life Insurance
Co.; Herbert E. Nass, Esq.; Susan Duke Biederman, Esq.;
Michael Ward Stout, Esq., Lipsky and Stout; Norman D. Alt-
man, Esq., Estate Planning Forum, Inc.; Jeff W. Israel, Execu-
tive Vice President, Forest Hills Financial Group, Inc.; Warren
Weitman, Director, Business Development, Sotheby’s; Burton
Lipsky, Esq., Lipsky and Stout; and Gilbert S. Edelson, Esq.,
Rosenman & Colin.

2 Section 1015(a).

3 Section 1014.

4 Section 2522.

5 Section 170.

6 Lerner and Bresler, Art Law: The Guide for Collectors, In-
vestors, Dealers and Artists (Practising Law Institute, 1989)
[hereinafter “Lerner and Bresler”], at 573 et seq.; Lerner and
Bresler Supplement, 1993 [hereinafter “Lerner and Bresler
Supp.”], at 375 et seq.

7 Section 509(a).

8 See Section 4942(j)(3) and Reg. 53.4942(b)-1

cific bequest of collection assets should be de-
tailed, and the particular objects clearly identi-
fied. It is also possible that noncharitable be-
quests may be disclaimed, and careful thought
should thus be given to the will’s provision for
alternate takers. Unless 100% of the residue
goes to charity, the client may want expressly to
direct that, should the beneficiary of a specific
bequest of property from the collection disclaim
it, that bequest should go to a named charity.

Charitable contributions

Lifetime contributions of appreciated tangible
personal property—collection assets—to charity
can avoid all gift tax liability* and also create
income tax charitable deductions for the client
for part or all of the FMV of the assets,* usually
up to 30% of her adjusted gross income, with
the balance available for carryforward over five
years. As a general rule, for maximum benefit
to the donor, the following conditions should be
met:

1. The contribution should be made to a pub-
lic charity.

2. The property should satisfy the related-use
rule in the hands of the donee; that is, the use of
the tangible personal property by the charitable
donee should be related to the charity’s exempt
purpose or function.

3. The property transferred should be long-
term capital gain property.

4. The donor should obtain a qualified ap-
praisal from a qualified appraiser.®

A donor may, of course, choose to proceed with
a contribution for other reasons, regardless of
whether the maximum benefit is available.
Gifts to public charities” and “private operat-
ing foundations™ provide the donor with more
advantageous income tax treatment than do
contributions to private charities. The donor
should therefore request a letter from the donee
organization setting forth its eligibility to re-
ceive the property and its intentions as to the
property’s use. IRS Publication 78 should be
checked each year to prevent disallowance of a
charitable deduction for a contribution to an
organization that has been removed from the
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approved list in the Publication. The donor
must also satisfy the applicable requirements
concerning substantiation and appraisal of the
donated property.

For maximum income tax benefit, the donee
organization’s use of the contributed tangible
personal property must be related to the Section
501 charitable purpose of the organization. This
“related-use” rule means, for instance, that a
sculpture contributed to an art museum will
benefit the donor more than if the same sculp-
ture is contributed to a hospital (assuming that
displaying art is within the museum’s charitable
purposes, but not the hospital’s).

Contributions of ordinary income property
do not benefit the collector much because the
income tax charitable deduction with respect to
such property is limited to the donor’s basis. On
the other hand, long-term capital gain property
is generally deductible at its FMV at the time of
the gift. Ordinary income property includes all
creative works made by the donor, all creative
works received as gifts from the maker, objects
held in inventory by the taxpayer as a dealer,
short-term capital gain property, and objects
that would generate capital loss if sold. Cre-
ative artists, dealers or former dealers, and seri-
ous collectors are particularly vulnerable to this
distinction concerning ordinary income prop-
erty, which can translate into huge disincentives
to making lifetime charitable contributions. For
example, a work of art given as a gift to a col-
lector by the artist retains its character as ordi-
nary income property, even in the hands of the
collector; regardless of how much the object
may have appreciated in value, the collector can
deduct only the artist’s basis if he or she do-
nates the work to an eligible charity.

For maximum benefit, lifetime contributions
of tangible personal property should be sup-
ported by a qualified appraisal from a qualified
appraiser.’ Such appraisals are usually analo-
gized from comparable sales."

As a result of RRA ’93, long-term apprecia-
tion in the value of property contributed to
charity is no longer a preference item for pur-
poses of the alternative minimum tax (AMT).
This new provision is effective for contributions
of tangible personal property made after

6/30/92, and for contributions of other prop-
erty made after 1992. This rule is expected to
result in more lifetime contributions to cultural
institutions, compared to the years when appre-
ciation was an AMT preference.

Charitable transfers of undivided fractional
interests (which are present—and not split—in-

Case law has extended the concept of a
blockage discount, which typically
applies to securities, to works of art.

terests) in appreciated tangible personal prop-
erty had obvious strategic value to a collector
wishing to avoid AMT, and may still be attrac-
tive in some circumstances. For example, a
donor contributing a one-third undivided inter-
est in a stamp collection may be able to claim a
$20,000 charitable income tax deduction if the
total FMV on the date of the gift was $60,000.
(There is, of course, the risk that the Service
would argue for the application of a valuation
discount due to the one-third minority interest.)
The donor could retain possession of the collec-
tion for eight months (two-thirds) of each year.
Upon a subsequent contribution of another
one-third interest, the donor would be able to
deduct more than $20,000 if the collection had
appreciated beyond $60,000."" Alternatively,
the collection’s value might have decreased,
thus reducing the subsequent deduction.
Testamentary transfers. For collectors hold-
ing ordinary income property, the tax conse-
quences of testamentary transfers compare fa-
vorably to lifetime transfers of such property.
Charitable bequests of collection assets remove
the full FMV of those assets from the estate be-

9 IRS Publication 561.

10 Feldman, Weill, and Biederman, Art Law: Rights and Liabili-
ties of Creators and Collectors (Little, Brown and Co., 1986)
[hereinafter “Feldman, Weill, and Biederman™], §13.1.1 at
552

11 Anthoine, “Charitable Contribution After the 1986 Tax Act
and Problems in Valuation of Appreciated Property,” 11 J.
Law & Arts 283, 285-286 (1987) [hereinafter “Anthoine™].

221

ESTATE PLANNING / JULY / AUGUST 1994




PLANNING FOR ART AND COLLECTIBLES

cause of the stepped-up basis. Accordingly, col-
lectors who are also the creators of the assets,
or who are present or former dealers whose col-
lections include objects acquired as inventory or
as gifts from their makers, may decide to defer
charitable transfers until death.

Charitable contributions from an estate can
avoid federal estate tax completely. Thus, the
overwhelming benefit to the collector’s estate is
that illiquid collection assets can be removed
from the estate, thereby lowering or eliminating
estate tax liability because of the resulting chari-
table deduction. The distinction between private
and public charities does not apply to testamen-
tary charitable contributions, nor does related
use generally present a problem.'* Certain pre-
cautions should be observed, though:

1. The donee organizations should be con-
tacted when the bequests are planned and the
arrangements agreed upon in advance. A
promised testamentary gift is usually revocable
before death so donee organizations may prefer
irrevocable trust arrangements.

2. The will should provide for the possibility
that bequests—even charitable bequests—may
be disclaimed.

3. The specific objects in the collection to be
transferred and their charitable destinations
should be set forth unambiguously in the will;
the executor should not make these decisions.
The entire charitable estate tax deduction may
be disallowed if the will is not sufficiently spe-
cific as to the charitable bequest or if the repre-
sentatives of the estate have so much discretion
that the value of the charitable bequest is not
presently ascertainable on the date of death."

Federal copyright law and tax law have an
uneasy relationship. With respect to transfers of
copyrightable creative works, current federal
law makes clear that copyright interests are sep-

12 Lerner and Bresler, supra note 6, at 675.

13 Estate of Marine, 990 F.2d 136, 71 AFTR2d 93-2182, 93-1
USTC 460,131 (CA-4, 1993).

13a Lerner and Bresler, supra note 6, at 598, 676.

14 Section 2055(e)(4).

15 Nevins, Jr., “The Magic Kingdom of Will-Bumping: Where Es-
tates Law and Copyright Law Collide,” 35 J. Copyright Soc’y
77 (1988); 17 U.S.C. Sections 203 and 304.

arate from the object itself. Hence, language
such as, “I give and bequeath to the XYZ char-
ity my painting entitled ‘ABC,’ oil on canvas,
measuring xx by xx and dated 1988, and my
copyright interest in that painting,” is prefer-
able to the simple language transferring “all my
right, title, and interest” in the painting.'* In
the gift and estate tax contexts, the Code’s re-
lated-use rule effectively requires that if the
owner of a work of art also holds any copyright
interest therein, the artwork and the copyright
must be transferred together to ensure the de-
ductibility of a charitable contribution of that
work. "

Until the year 2006, the rules governing the
renewal of a copyright on a work created be-
fore 1978 may preempt the provisions of a
will.'s Consequently, careful attention must be
paid when such copyrights that originated
under the 1909 Copyright Act are involved.
The prudent estate planner may wish to consult
a copyright attorney when copyright issues
may arise.

Sales of assets from collection
Works of art and other collectible objects are
not securities traded on Wall Street or its equiv-
alent. In the absence of such established and
regulated markets, prices of art and collectibles
can fluctuate drastically over short periods of
time. Accordingly, current, accurate market in-
formation is extremely valuable and not always
easy to obtain. Based on good information and
advice, the client may decide to sell some assets,
either at auction or through private dealers that
specialize in the assets being sold.

A collector may wish to combine a sale with
a charitable impulse and negotiate a bargain
sale (for less than market price) to a charity.
Such an arrangement splits the basis; the sale
portion of the transaction is subject to income
tax, and the gift portion is eligible for an in-
come tax charitable deduction. A collector
would be wise to obtain two FMV appraisals
for a bargain sale, since the IRS scrutinizes
these transactions closely.

A client can be well-served by a full-scale hy-
pothetical probate model that focuses on the es-
tate’s projected liquidity. Such a model enables
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the client and advisors to prepare for antici-
pated liquidity needs and thereby protect collec-
tion assets from imprudently quick sales after
the client’s death. To determine the amount of
liquidity requires assembling reasonably accu-
rate values for all the assets in the collection—a
potentially daunting project—which is perhaps
best accomplished when resolving questions
about insurance coverage for the collection or
its physical security.

A frequent worry of collectors and their es-
tate planners is whether enough cash will be
available to pay the estate tax due nine months
after death. Collectors’ estates can be cash-poor,
and selling art or other objects under time pres-
sure can result in low prices, so that more
pieces must be sold to pay the taxes, breaking
up the collection. On the other hand, retaining
the assets is also costly. During the estate’s ad-
ministration, collections must be cared for: the
executor’s fiduciary duty extends to the physical
care of the objects (e.g., proper temperature and
humidity controls and adequate security) as
well as payment of insurance expenses.

It may be possible to find alternative meth-
ods of paying estate taxes short of selling the
collection assets at undesirable terms. For ex-
ample, short-term borrowing against pledged
collection assets can assist a cash-poor estate
caught in a bad market. In some cases involving
a creative artist, Section 6166, which permits
installment payment of estate tax attributable
to an “interest in a closely held business,” may
apply. If applicable, this section would enable
the heirs of the collector-artist to take over the
decedent’s trade or business, sell the decedent’s
creative output gradually (under Section 6166,
the property retains its character as ordinary in-
come property), and pay the estate tax in in-
stallments at favorable terms (interest only is
paid for the first four years). To qualify for Sec-
tion 6166, the value of the collection must ex-
ceed 35% of the decedent’s adjusted gross es-
tate. The section might also apply to a dealer’s
estate if over 35% of the adjusted gross estate
consisted of inventory.

Section 6166 is probably no one’s first
choice, since it effectively places the decedent’s
heirs in partnership with the IRS for up to 14

years. Nevertheless, this provision can help an
unexpectedly financially distressed estate pay
the taxes without dismantling its assets at low
prices under hurried conditions. An estate may
also use Section 6166 as a means of buying
time: it can pay interest to the IRS during the

A frequent worry of collectors and their
advisors is whether enough cash will be
available to pay the estate tax.

first four years and then borrow the balance
due from a third party, using the loan proceeds
to pay off the tax liability. A few states also
offer some deferral of state death taxes, under
specified circumstances.'®

Another option for a cash-poor estate may be
dation, whereby the estate transfers to the tax-
ing authority, in lieu of death tax, objects from
the collection, which typically are to be placed
in an appropriate cultural institution. States
currently permitting some form of dation in-
clude New Mexico, Maine, Montana (whose
statute contemplates non-artist collectors), and
Connecticut. In New Mexico, the estate of
artist Georgia O’Keeffe recently paid state
death tax with works of art. France accepted
art from the Picasso estate in payment of death
taxes; the Picasso Museum was established this
way. Similarly, Spain accepted art from the es-
tate of painter Joan Mir6 in lieu of income
taxes. In the case of a major collection, if dation
seems an attractive idea, it may be advisable to
approach the state government authorities
while the client is alive.

In some instances, well-planned sales can
generate maximum value for the estate. Co-ex-
ecutors and co-trustees—chosen for their exper-
tise and lack of personal stake in the outcome
of the sales—can be very helpful in timing these
sales and selecting the works. The client’s will

16 Feldman, Weill, and Biederman, supra note 10, §8.1.4, at 653;
citing Mich. Comp. Laws Ann. Section 205.203(2), Cal. Rev.
& Tax. Code Section 14180.
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should be drafted to anticipate the eventuality
of sales from a collection. Under Reg. 20.2053-
3(d)(2), the costs of selling artwork of the estate
are deductible administration expenses for es-
tate tax purposes if the sales are necessary to ef-
fect distribution of the estate. To support a de-
duction for selling expenses, the will should ex-
pressly direct the estate to sell the art or other
collection assets. Otherwise, even if a state pro-
bate court allows the costs of selling as admin-
istrative expenses, the IRS may disallow these
costs as estate tax deductions.

Trusts and foundations

The absence of certainty in tax planning, com-
bined with life’s uncertainties, lead many collec-
tors to establish revocable trusts that can be
funded, at least in part, with assets from the
collection. The trust instrument can outline a
plan for the future disposition of the collection
and other assets, yet remain flexible so that as
circumstances change, the plan can change as
well. Upon the grantor’s incapacity or death,
the trust instrument immediately provides guid-
ance to the trustees and others to ensure a
smoother succession of control and protect the
grantor’s interests in accordance with her
wishes. (Property in a revocable trust is, how-
ever, includable in the gross estate.) A revocable
trust is an incomplete gift for gift tax purposes,
but the costs of creating and administering the
trust are potentially significant.

A transfer to an irrevocable lifetime trust, in
contrast, is a completed gift for gift tax pur-
poses. A client can reduce her estate via such a
transfer, but she may incur a gift tax liability as
of the date the trust became irrevocable. Pro-
vided the client is certain she is prepared to re-
linquish the property, such a trust can save a
client income and transfer taxes and, at the
same time, provide the grantor with some abil-
ity—through the trustee—to determine the
management of the assets placed in trust.

For purposes of the gift tax annual exclusion,

17 Calder, 85 TC 713 (1985); Reg. 25.2503-2.

18 Lerner and Bresler Supp., supra note 6, at 380, 382.

19 See Engelbrecht, Hume, and Lefever, “How Charitable Trusts
Can Avoid Unrelated Business Income,” 20 EP 226 (Jul/Aug
1993).

a gift to an irrevocable trust is a gift to the ben-
eficiaries, not to the trust.”” This means, for ex-
ample, that a client could give property worth
$30,000 to a trust with three beneficiaries and
escape gift tax liability for the full amount of
the gift. To qualify for the annual exclusion,
though, transfers to a trust must be gifts of a
present interest. For valuation purposes, gifts
made to a trust are valued separately as to each
beneficiary—at least where the trust instrument
provides that the trustees divide the trust estate
into equal parts for each beneficiary.

A charitable remainder unitrust (CRUT) is a
form of split-interest trust in which the remain-
der interest passes to a charitable organization.
The collector-grantor may transfer additional
property to the CRUT after the year of initial
funding, and the annual income distribution to
the noncharitable beneficiary is a fixed percent-
age (thus, a variable amount) of the net FMV of
the trust assets determined each year. It may be
possible to fund a net income CRUT with non-
income-producing assets (such as objects from a
collection) and provide that income be paid on
a deferred schedule (typically after the grantor’s
retirement at then-applicable income tax rates)
with make-up provisions to capture and pay
out accrued, unpaid income.

Transfers to a CRUT can permit the grantor
an income tax charitable deduction (probably
limited to the collector’s cost, not FMV, due to
related-use problems).'® The CRUT may be a
useful vehicle for selling highly appreciated
property from a collection while avoiding capi-
tal gain. This type of trust can permit a collector
to transfer gradually collection assets with a low
cost basis to be sold by the trust, free from capi-
tal gains to the grantor. Income from the CRUT,
distributed to the grantor, is subject to income
tax, either as ordinary income or as long-term
capital gain, and the trust itself is tax-exempt
unless it has unrelated business income.

A charitable lead trust provides for income to
a charity for a period of time, after which the re-
mainder passes to noncharitable beneficiaries
(the reverse of a charitable remainder trust). A
charitable lead trust can be attractive to a
wealthy collector with ample sources of current
income who wishes to transfer property to rela-
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tives or other individuals. Such a trust can enable
a taxpayer to leverage her unified credit, as well.

For married couples, there exists the possibil-
ity of combining a QTIP trust with a charitable
remainder trust (CRT). The QTIP trust would
distribute all the income at least annually to the
surviving spouse, after whose death the remain-
der would go to charity. As to the estate of the
first spouse to die, all the property transferred
to the QTIP trust would escape estate tax be-
cause of the unlimited marital deduction under
Section 2056(b)(7). As to the estate of the sec-
ond spouse, the assets of the QTIP trust (at
FMYV on the date of death of the second spouse)
would also be free of estate tax because the
trust passes to charity. Although funding a
QTIP trust with unproductive property, such as
art or collectibles, may create a problem, there
is authority to support this strategy.?’ Typically,
the value of the remainder interest in a CRT,
which passes to a qualified charity, is deductible
from the gross estate and thus reduces the estate
tax liability. As with any CRT, the parties must
be prepared to relinquish control of the prop-
erty transferred to the trust.

Charitable foundations. If a collector wishes
to establish a foundation (usually organized as a
nonprofit corporation under state law),?! it is
frequently wise to do so during her lifetime. The
collector may define the charitable purposes to
be carried out by the foundation—whether to
preserve and exhibit the works or objects in the
collection or to sell the works to fund another
worthy cause, or some combination of the two.
If the collector wishes, a foundation created dur-
ing her lifetime may be only minimally funded,
yet can be more closely observed prior to the
collector’s death to assure her that the organiza-
tion will continue to be run well. Setting up a
foundation during lifetime also provides the
time necessary to establish the organization’s
tax-exempt status with respect to the IRS and
any relevant state or local taxing authority. At
the client’s death, additional assets from the col-
lection can be transferred by will to the estab-
lished, tax-exempt entity.

The collector must be prepared, however, to
distance herself emotionally from her founda-
tion and recognize it as an independent entity
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with its own property as well as legal duties
and obligations to the public and to state and
federal governments. The property transferred
to such a foundation will not revert to the col-
lector regardless of subsequent unforeseen
changes in her circumstances, including divorce
or financial reverses.

Valuation and tax issues
Questions of valuation arise in the contexts of
lifetime charitable contributions, gift tax, and
estate tax. In each case, FMV is key. According
to Reg. 20.2031-1(b), FMV is the price at
which property would change hands between a
willing buyer and a willing seller, neither being
under any compulsion to buy or sell and both
having reasonable knowledge of relevant facts.
Stated differently, to encompass the “romantic
appeal and glamour” of artifacts from a Span-
ish galleon, “[t]he market is what one is willing
to pay when one has money to spend and the
opportunity arises.”?* The same standard—that
the FMV of an item is determined in the market
where it is most commonly sold to the public—
applies for income, estate, and gift tax pur-
poses. Nevertheless, neither Section 170 nor the
accompanying Regulations specify which mar-
ket a taxpayer should use in calculating FMV.
Therein lies the difficulty for valuing art and
other collectibles. While case law states that the
most appropriate market for valuation pur-
poses is the most active marketplace for the
item involved,* and, at least for pre-Columbian
art, the auction market is zot to be relied on,*
one commentator has concluded that where
there is more than one retail market, the donor
will be left with the lowest allowable
deduction.>

FMV is established initially by the taxpayer,
typically on an estate or gift tax return. For life-
time charitable contributions, non-cash contri-
butions valued at over $500 must be supported
by Form 8283; other attachments may also be

20 Lerner and Bresler Supp., supra note 6, at 387.

21 Fisch, “Choosing the Charitable Entity,” 114 Trusts & Es-
tates 875 (1975).

22 Perdue, TCM 1991-478.

23 Hunter, TCM 1986-308, quoting Lio, 85 TC 56 (1985).

24 Ferrari, TCM 1989-521.

25 Anthoine, supra note 11, at 297.
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required, depending on the type and value of
the property. The IRS’s 25-member Art Advi-
sory Panel, established in 1968 at the request of
dealers and cultural institutions in an effort to
protect and maintain the system (which was at
risk) of tax deductions for contributions of art,
reviews appraisals of art and antiquities where
the value claimed exceeds $20,000. To encour-
age objectivity, the Panel’s members are not in-

For maximum income tax benefit, a
donee-charity’s use of contributed
tangible personal property must be
related to the organization’s
charitable purpose.

formed whether the valuation in question ap-
plies for income, estate, or gift tax purposes.
Contributions of collection property not re-
viewed by the Panel may be reviewed by the
IRS’s appraisal and valuation staff or by outside
experts.

Under Section 6662, penalties are imposed
for substantial estate or gift tax valuation un-
derstatements (appraisals are not required to be
qualified appraisals from a qualified appraiser),
and for a substantial misstatement of the value
of property claimed on an income tax return.
No penalty is imposed if there was reasonable
cause for the underpayment of tax and the tax-
payer acted in good faith. In the case of a sub-
stantial valuation overstatement of charitable
deduction property for income tax purposes,
this exception applies only if the claimed value
of the property was based on a qualified ap-

26 Section 6664(c)(2).
27 Mast, Jr., TCM 1989-119.

28 In re De Lisser, 90-2 USTC 450,352 (Bankr. N.D. Tex., 1990).

29 TCM 1992-210.

30 57 TC 650 (1972).

3185 TC 713 (1985).

32 TCM 1986-308.

33 Smith, supra note 30, at 657-658.

34 Calder, supra note 31, at 725.

35 Feldman, Weill, and Biederman, supra note 10, §8.1.3 at 651.

praisal from a qualified appraiser and the tax-
payer can show a written record of her own
good-faith personal investigation of value.

FMV is a question of fact in the litigation
context,”” but where only a year or so has
elapsed from the time the donor purchased a
collection of artwork to the time of donation,
the best indication of the collection’s value is
the donor’s purchase price.?® Litigation to deter-
mine valuation is not desirable; questions of
FMV are better resolved through settlement ne-
gotiations. Where a court would be called upon
to exercise its judgment in an area totally for-
eign to the training and experience of a trial
judge, arbitration by an expert is a more effec-
tive method of dispute resolution.

Blockage discount. The Code requires that a
collection included in an estate be valued at
FMV as of the date of death (or the alternate
valuation date). FMV is generally what a will-
ing buyer would pay a willing seller. If, how-
ever, a large collection of one artist’s works
were offered for sale all at once, the volume
could be expected to depress the price per
work. Hence, to avoid such a depression in
price, the block of works would preferably be
sold only gradually, over a period of years, by
the person or entity holding the block.

Reg. 20.2031-2(e) recognizes the concept of
a blockage discount in connection with the val-
uation of stock. Such a discount is appropriate
where the block of stock to be valued is so large
that it could not be liquidated in a reasonable
time without depressing the market.

Case law has extended the application of a
blockage discount to the valuation of works of
art. For example, in Estate of O’Keeffe,* which
involved the estate of painter Georgia O’Keeffe,
the FMV of a group of approximately 400 art-
works was determined to be substantially less
than the total of the FMVs of each individual
work. The Tax Court in O’Keeffe applied a
blockage discount, reducing the total valuation
of the art in the estate by 50% below the total
individual values of each work. An earlier case,
Estate of Smith,** which also concerned the es-
tate of a visual artist, made the conceptual leap
from applying the blockage discount in the con-
text of securities to applying the discount to art.
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There, the court used the blockage theory to
value original art remaining in the estate of
sculptor David Smith.

The blockage principle applies not only to
estates of deceased artists, but also in other
contexts. In Calder,’' Louisa Calder, the widow
of artist Alexander Calder, gave works of art to
four trusts for her children and grandchildren.
The court held that she was permitted to take a
blockage discount on the value of the gift
works. In Hunter,* the taxpayer—who was not
an artist—claimed an income tax charitable de-
duction for fine art prints he had contributed
to charity. The IRS argued (and lost, on the
facts) in favor of applying the blockage dis-
count to reduce the taxpayer’s income tax
charitable contribution deduction. An argu-
ment on principle can also be made, however,
that the blockage discount should not apply to
charitable contributions, since it discourages
large gifts.

In the three main blockage discount cases in-
volving works of art —Smith, Calder, and O’Ke-
effe—the parties agreed as to the value of the
works, isolating the issue to the amount of dis-
count to be applied. Smith and Calder relied on
recent sales in the relevant markets—both be-
fore and after date of valuation—as evidence in
computing the proper blockage discount. In
Calder, the court ignored the IRS’s evidence of
projected underwriter-like offerings in blocks to
determine the liquidation period for the works,
on the ground that “it is unnecessary to create
any market fictions because we have access to
the actual sales figures™ for the six years follow-
ing the gift. This means actual sales can be the
most relevant evidence a court will use in calcu-
lating the period of years over which a block of
works can be absorbed into the market.

As a practical matter, a thorough planner will
be faced with imprecise calculations if a block-
age discount is likely to be applied to a client’s
estate. Its applicability to a collector’s estate,
while theoretically sound, has not yet been de-
termined. A familiarity with the facts, analyses,
and holdings of Smith, Calder, and O’Keeffe is
a good starting point for any planner. The next
step is to calculate two discounts: first, the “en
bloc” approach, to determine what a dealer or

syndicate would pay for the entire block;** and
second, the “annuity approach,”* under which
the present value of sales proceeds over a pe-
riod of years is calculated, based on the pro-
jected number of years required to liquidate the
body of work at a specified rate of works per
year. By comparing these two numbers, the
planner—with input from experts and the
client—should be able to arrive at a working
blockage discount.

The law in this area is arguably in need of
further refinement. Substantive questions exist:
Fundamentally, are principles developed in the
securities context appropriately analogized to
art and collectibles? If so, should a control pre-
mium apply to increase the value of a block of
works if that block would capture the market
worldwide for that type of object? Should the
relevant market for a deceased artist’s works be
the moment before, or after, death (taking into
account the “key man” factor used in valuing
stock)?* Can a collector make reasonable plans
in light of the uncertainties of valuation? There
are also unresolved practical questions: Where
executor’s fees are a percentage of the estate’s
value, can the testator draft payment provisions
for the executor that take into account the
blockage discount (for example, instructing that
the fees be based on the value of the gross estate
before it is reduced by any applicable dis-
count)? In the case of securities, one can simu-
late a secondary offering by consulting experts.
Could this notion be extended to a simulated
syndicator as a buyer of blocks of collections,
backed by a group of investors?

Conclusion

A collector’s actions and motivations may find
little or no natural “fit” with tax rules and
strategies. The professional advisor must at-
tempt to build a bridge between the realm of
the collector, whose assembled objects are im-
bued with years of memory and passion, and
the realm of the IRS, which views collections as
mere groupings of (appreciated) tangible per-
sonal property. The task is challenging and fas-
cinating, and the place to begin is to listen to
the client who built the collection. 4
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