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Section News

Technology and Law Practice Management

Be sure to join us for the 21st Annual Spring Symposia in

Don't Miss TechShow 2010

Philadelphia, from May 1-2. For a message from Roger

The Real Property, Trust and Estate Law Section is

Winston, Section Chair, and for more information, click here.

a program promoter of ABA TECHSHOW 2010, a 3day technology-related seminar hosted by the ABA

RPTE Business Planning Group Participates in IRS Hearing on

Law Practice Management Section. Check it out at

Appraiser Penalties under Code Section 6695A. To view

www.techshow.com and get a special registration

details, click here.

discount by using the RPTE program promoter code
EP1011. Find out more about this year's ABA

Join us in New York City for the Skills Training for Estate

TECHSHOW.

Planners CLE Program, July 12-16. This very popular program
sells out quickly, so early registration is advised.
To view the brochure, click here.
Participate in Section groups and committees for
opportunities to work on legislative issues, collaborate with
your colleagues across the country and participate in free
conference calls. Click here for more.

Trust and Estate News

CLE Spotlight
Real Property CLE
Should Legal Opinion Letters in Real Estate
Transactions Differ from Opinions in Other Business
Transactions?
Webcast/Teleconference

Real Property News

Date: February 24, 2010
Time: 1:00 P.M. - 2:30 P.M. Central
Trust and Estate CLE

Trust & Estate News

Low-Profit, Limited Liability Companies: Facilitating
Program Related Investments by Your Private
Foundation Clients
Webcast/Teleconference
Date: March 2, 2010

Garnett v. Comm’r and Thompson v. United States--Two

Time: 12:00 P.M. - 1:30 P.M. Central

recent cases addressed whether members of LLCs or partners
in LLPs should be treated as limited partners in limited
partnerships for purposes of the § 469 passive activity

Group & Committee News

income tax rules.
C. Fred Daniels and William S. Forsberg
IRS Notice 2010-19 Guidance for Persons Making Transfers in
Trust after December 31, 2009 or
“What Rath Has Estate Tax Repeal Raught!”
William S. Forsberg

Business Planning Group
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Montana Becomes Third U.S. State To Allow Physician Aid In

The Business Planning Group is looking for

Dying

participants to present in its monthly conference

Kristine S. Knaplund

calls. The calls are the first Wednesday of each
month. For more information, click here.

A Matter of Trust
Sharon L. Klein
IRS Chief Counsel Advice 200937028--Chief Counsel rejects

TRUST & ESTATE

position that assets of a Grantor trust receive §1014 basis

Income and Transfer Tax Planning Group

adjustment on Grantor’s death.

The Income and Transfer Tax Planning Group is

James D. Spratt, Jr.

growing, but always needs volunteers to help with
projects. The Group is also planning an interesting

Price v. Commissioner, T.C. Memo. 2010-2

set of presentations for the Spring Symposia in

Gifts of Limited Partnership Interests Fail to Qualify for

Philadelphia. Click here for more.

Annual Exclusion
REAL PROPERTY

Steve R. Akers

Commercial Real Estate Transactions Group
The Commercial Real Estate Transactions Group
continues to serve its members with monthly

Real Property News
Equitable Subordination in Bankruptcy: An Analysis of In re
Yellowstone
John C. Murray
There is no better way to venture into the world of distressed
real estate than with Jack Murray as your guide. Take a tour
through this article for a helpful overview of the application

teleconferences dealing with timely topics. Click
here to read more.

Young Lawyers Network
Become involved in the substantive work of the
Real Property, Trust and Estate Law Section by
applying for the 10th Annual Fellows Program.

the doctrine of equitable subordination - from the Montana
Bankruptcy Court's recent decision in the Yellowstone case -

Law Students

and beyond.
Revisions to the 2007 Maryland Opinion Report
Edward J. Levin
In this article Edward J. Levin provides a summary and

Let the 2010 Law Student Writing Contest be your
opportunity for recognition. To find out more, click
here.

analysis of recent revisions to the Maryland State Bar's 2007
Report on Lawyers' Opinions in Business Transactions.
Failure to Mediate Leads to Remediation of Moldy Delusional
Dispute
Paul Fisher
Paul Fisher covers the twists and turns in an unusual case
interpreting a mediation provision included in a settlement
agreement arising out of a mediation.

Would you like to write an
article for the eReport?
If you have something to say, and would like your article
considered for the eReport, simply email Susan Talley, Editor, at
stalley@stonepigman.com for further details.

Join a Committee Today!
RPTE members can join a group or committee (or
several) online at www.abanet.org/rpte/join. For
questions regarding membership, contact the
Section at (312)988-5651 or email Bunny Lee at
leeb@staff.abanet.org.
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New Book from RPTE
Real Estate Opinion Letter Practice
Robert A. Thompson
Real Estate Opinion Letter Practice, written by Robert A. Thompson, provides
guidance and training for younger lawyers, to whom the preparation, review and
negotiation of opinions is often delegated, as well as for more experienced practitioners.
Chapter 2 provides the most detailed and comprehensive analysis yet published of the
theories and standards of legal liability and professional responsibility that govern the
preparation and enforcement of all legal opinions, a subject of increasing concern to
lawyers, law firms and their professional liability insurers. The book also identifies the
due diligence process and quality control procedures that should be undertaken to
support the issuance of real estate and business law opinions alike.

FOR OFFLINE READING:
- PDF version - print the whole issue
- PDF of Trust and Estate articles only
- PDF of Real Property articles only
About RPTE eReport
The RPTE eREPORT is the bi-monthly electronic publication of the Real Property, Trust and Estate Law
Section. It includes practical information for lawyers working in the real property and estate planning
fields, together with news on Section activities and upcoming events. RPTE eREPORT also provides
resources for young lawyers and law students to succeed in the practice of law. For further information on
RPTE eREPORT or to submit an article for publication, please contact: Susan Talley (Editor) at
stalley@stonepigman.com; Cheryl Kelly (Real Property Editor) at CKELLY@thompsoncoburn.com; Robert
Steele (Trust and Estate Editor) at steele@whafh.com; or Michael Goler (Managing Editor Emeritus) at
Goler@MillerGolerFaeges.com. We welcome your suggestions and submissions.
The materials contained herein represent the opinions of the authors and editors and should not be
construed to be those of either the American Bar Association or The Section of Real Property, Trust and
Estate Law unless adopted pursuant to the bylaws of the Association. Nothing contained herein is to be
considered as the rendering of legal advice for specific cases and readers are responsible for obtaining
such advice from their own legal counsel. These materials and any forms and agreements herein are
intended for educational and informational purposes only. The authors and other contributors to RPTE
eREPORT are solely responsible for the content of their submissions, including the accuracy of citations to
legal resource materials.
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Section News
Please join us at the Real Property, Trust and Estate Law Section Spring Symposia in Philadelphia, May 67, 2010. We are most excited about being in Philadelphia, the City of Brotherly Love and the birthplace of
the term "Philadelphia Lawyer", which was inspired by Andrew Hamilton--a lawyer best known for his legal
victory on behalf of printer and newspaper publisher John Peter Zenger. Certainly there is a lot of legal
history in Philadelphia, and the National Constitution Center will be a great historic venue for our opening
reception. Clearly, the best reason to come to the Spring Symposia is to leave as a better lawyer. Our
committees are focused, more than ever, on providing attendees with the latest cutting edge CLE,
presented by some of the best authorities in their fields. You will also have great opportunities to network
with colleagues from all over the county to discuss common issues and strategies for prospering during
these challenging times and to socialize. Philly's location is very convenient for travelers from across the
country and especially easy to get to from D.C., Baltimore, Wilmington and New York. Click here for
meeting information, agendas, and online registration. Many thanks to our Host Committee, which did an
excellent job in obtaining sponsorships not only from 21 law firms but from many outstanding companies
and organizations. Click here to view a list of our sponsors (whom we hope you will consider supporting
with your business and referrals) and to request information on how you can join them in sponsoring the
2010 Spring Symposia.
There are so many wonderful and exciting things going RPTE and I sincerely hope that you can be a part of
them. To make it easier for you to interact with RPTE, the Section has recently entered the world of social
networking. Please follow us on Facebook and LinkedIn for the latest Section news, information on
networking opportunities available at Section meetings, CLE and eCLE programs, new releases of Section
books and publications, photos and more!
If you don't already have an account, simply create one for Facebook here and LinkedIn here.
Roger D. Winston
Chair, Real Property, Trust and Estate Law Section

Section News Upcoming CLE Group and Committee News Young Lawyers Law Students

_
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Section News
On February 18, 2010, Hugh Drake, Vice Chair of the RPTE Business Planning Group, presented a position
statement at an IRS hearing considering appraiser penalties under Internal Revenue Code Section 6695A.
Section 6695A provides for penalties if an appraisal results in a substantial or gross valuation
misstatement under section 6662. A penalty is imposed by the IRS on any person who prepared the
appraisal and who knew, or reasonably should have known, the appraisal would be used in connection with
a return or claim for refund. The IRS invited leaders from the appraisal profession, as well as AICPA and
ABA RPTE, to the hearing to present their concerns and recommendations.
Each organization had its own particular opinions and recommendations; however, there was
overwhelming agreement on a few key points. Areas of substantial agreement included:
 The urgent need for the IRS to clearly define the term “any person” to know whether it includes

someone who is not an appraiser by profession but who is required to report the value of assets on
a tax return (personal representatives, attorneys, CPAs, etc.).
 The need to clearly define the "more likely than not" exception to the penalty.
 A concern that the current rules lack "due process" principles.
 The need to clarify the relationship between the determination of value in the underlying tax matter

and the appraiser penalty matter, which the IRS proposes to conduct completely independently of
the underlying tax matter.
 The lack of clarity in the current rules as to the definition of "proper value" in connection with

determining the applicability and amount of a penalty.
At the conclusion of the hearing, several IRS representatives commented on how much they appreciated
the input from the organizations. They indicated that there were issues expressed that they were not
aware of and that these concerns would be taken into consideration in drafting regulations and procedures
to implement the penalty program.

Section News Upcoming CLE Group

_

REAL
PROPERTY
SECTION OF

Regist
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June 2
5,
2010!

TRUST &
ESTATE LAW

Skills Training for Estate Planners

C L E P ro g r a m

July 12 – 16, 2010

An intensive Estate Planning program for young or
transitioning lawyers new to the practice
This CLE program is sponsored by the American Bar Association, Section of Real Property, Trust and
Estate Law will be held at the New York Law School in it’s beautiful, new building in New York City. This
is a very popular annual estate planning program with limited space - early registration is advised!

Who should attend

Program Location

Program co-chairs

New estate planners – both young
attorneys, new in the profession, and
attorneys seeking to make a transition
from another area of law.

New York Law School
185 W. Broadway
New York, NY
10013-2960

Steve R. Akers, Bessemer Trust, Dallas, TX

OPTIONAL PRE-PROGRAM INSTITUTE
Sunday, July 11, 2010
Review of the basics of estate tax, gift tax, GST tax and income
taxation of trusts and estates. A must for attendees who need or
want a refresher in these vital areas.
Basic Fundamentals and Substantive
Skills Development
n Marital deduction basics, including analysis of how much to
use the use of disclaimers or partial QTIP elections, funding and
fiduciary administration problems
n Charitable deduction planning including use of computer software
n Analyzing inter vivos gifting, both basic and sophisticated
transactions such as GRATs and QPRTs, including an analysis
of when such techniques make sense
n Life insurance planning, particularly with respect to irrevocable
insurance trusts and the practical aspects of product selection,
premium financing, and due diligence along with GST considerations
n Deferred compensation and employee benefits, including beneficiary
designation alternatives and drafting such designations
n Practical tips on planning with the generation-skipping transfer tax
n Preparing flexible trusts with an eye to the future
Technical Skills Development
n Tax compliance: hands-on manual preparation to learn how the
tax law works and how software can produce errors
n Fiduciary administration and accounting and the tax aspects of
postmortem and other fiduciary administration
n Valuation in practice, including how to select valuation experts
and analyze their work
n Exposure to software programs and web sites that assist in
the analysis of estate assets and facilitate construction of
planning models

William P. LaPiana, Professor of Wills, Trusts, and Estates
and Director of Estate Planning, Graduate Tax Program
New York Law School, NYC, NY

Developing Ethical Attitudes
Ethics instruction in practical settings, particularly including
representations of spouses and fiduciaries.
Tuition
Tuition includes all instruction and materials; continental breakfasts, lunches each day and two cocktail parties. $1595 general
registration, $950 government rate (limited number of spaces
for full-time government employees). Financial scholarships are
available. Application requests should be sent to Hillary Clark at
clarkh@staff.abanet.org
Accommodations
A block of rooms has been secured at the Millenium Hilton
(55 Church St., New York, NY) at the rate of $249. Please call the
Hilton directly at 212/693-2001 or 888-273-0734 for reservations.
Be sure to reference the ABA Real Property Trust and Estate
Law Skills Training Program to secure a room at the discounted
rate. The deadline for hotel reservations is June 21, 2010. A list of
other hotels is available upon request.
CLE requested: 38 to 39 Total
60-minute hours of instruction
Space is limited for this program!
To register, email clarkh@staff.abanet.org.
The registration deadline is June 25, 2010. Please contact
Hillary Clark at 312/988-5683 with any questions.
Cancellation Policy
Refund requests for this program must be made in writing and
received via fax (312/988-5262) in our office by July 5, 2010. There
will be a $425 administration fee deducted from the refund. The
Section will gladly accept substitutions for cancellations received
after July 5th; however, refunds will not be given after that date.

American Bar Association | Section of Real Property, Trust and Estate Law

Skills Training for Estate Planners

C L E P ro g ra m

July 12-16, 2010 | New York Law School - New York City, NY
Registration form
(Please print, complete and fax to 312/988-5262 or email to clarkh@staff.abanet.org)

Name
Firm
Address
City

State

Zip

Phone
Email
ABA Member?

RPTE Member?

ABA ID:

Registration Pre-requisite

Over time we have had registrants who were either too well qualified or not qualified enough to benefit from the course.
Please complete the pre-enrollment survey and submit with the registration form. After review of the survey, your registration
will be completed or returned.
Tuition

Includes all instruction and materials; continental breakfasts, lunches each day and two cocktail parties
n $1,595.00 General Registration Rate (Includes Sunday Pre-Program Institute)
n $ 950.00 Government Rate (limited number of spaces for full-time government employees)
Credit card information:

n Visa

n MasterCard

n American Express n Check—made payable to the American Bar Association

Card number
Expiration date
Signature
If mailing a check, Please return to the attention of:

Hillary Clark, ABA, Section of RPTE
321 N. Clark Street, Chicago, IL 60654

REAL
PROPERTY
SECTION OF

TRUST &
ESTATE LAW

Your Source for Success

Skills Training for Estate Planners

C L E P ro g r a m

Pre-Enrollment Survey

To help us anticipate your learning needs and background
Name
1. Are you a licensed attorney? n Yes

n No If so, year of law school graduation

2. Number of years: In Law Practice

In Estate Planning Practice

If you are not in private law practice, please articulate your situation
(e.g., practicing CPA; returning from raising a child; bank trust officer; financial planner; etc.)

3. How many professionals are there in your practice setting?
4. How many of those colleagues practice Estate Planning or related work?
5. How much of your time do you currently devote to
estate planning?
%
probate/trust administration?
%
probate/trust litigation

%

Please list other areas in which you do/will practice
6. What % of your expected client base do you estimate has a
$3.5 million estate?
%
7. Which of the following law school courses have you taken?
n Wealth Transfer Tax (Estate & Gift Tax) n Income Tax n Trusts & Estates

n Estate Planning

n Subchapter J

8. In
 2008-2009, approximately how many of the following did you personally draft:
Wills or trusts with tax planning (e.g. marital/charitable deduction) provisions
Approximately how many were

ILITs

IDGTs

QPRTs

GRATs

CRTs

CLTs

Crummey trusts

Wills or trusts without tax planning provisions
9. In 2008-2009, approximately how many of the following did you personally create:
FLPs/LLCs
Buy-Sell Agreements
Marital property agreements
10. In 2008-2009, approximately how many of the following did you personally prepare/engage in
706
709
1041
Probate administration
Trust administration
Prior CLE relevant to Estate Planning (where/what/when)

PROGRAM ENVIRONMENT
Do you have any special dietary requirements?
Do you have any physical restrictions that a traditional classroom environment will not accommodate? n Yes

n No

Please indicate the best way for us to communicate with you (if e-mail, be sure to include your e-mail address):
How did you learn about this program?
Please Return This Form With Your Registration — fax 312/988-5262 or email clarkh@staff.abanet.org
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Technology and Law Practice Management
ABA TECHSHOW 2010
The World's Premier Legal Technology Conference and Expo
Chicago, Illinois - March 25-27, 2010
The Real Property, Trust and Estate Law Section is a "Program Promoter" of ABA TECHSHOW 2010. The
RPTE website provides detailed conference information to encourage member attendance. This year, the
ABA TECHSHOW offers over 50 technology CLE programs and training sessions within 16 topical tracks,
including a special one-day track describing "a day in the life" of a practitioner as she or he uses
technology to enhance her or his substantive practice. The two-day expo will also include over 120 vendors
displaying legal products and services. Registration for ABA TECHSHOW is now open. Use the unique RPTE
code EP1011 to obtain a special discounted registration rate. Click here to view the CLE programs and the
interactive expo floor.

Section News Upcoming CLE Group and Committee News Young Lawyers Law Students
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Group and Committee News
The Business Planning Group is looking for new participants to present at our monthly conference calls.
These presentations are intended to be informal, conversational and would not require a huge time
commitment. If you have thoughts on a business planning topic that you could present in 15-30 minutes,
please contact Hugh Drake at hdrake@bhslaw.com. Our goal is to get more of you involved.

Upcoming CLE Group
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Group News
Income and Transfer Tax Planning Group
Members of the International Tax Planning Committee are working on a new edition of the book: A Guide
to International Estate Planning. The Committee is also co-sponsoring, with the private client committee of
the ABA International Law Section, a panel on private wealth and tax planning at the joint meeting of the
ABA International Law Section and the Israel Bar Association. Finally, members of the Individual and
Fiduciary Income Tax Committee are working with the AICPA in regards to Section 67(e) legislation,
specifically in providing statistics and a letter to demonstrate the legislation would be tax neutral.

_
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Group News
Commercial Real Estate Transactions Group
The Commercial Real Estate Transactions Group continues to serve its members with monthly
teleconferences dealing with timely topics. For example, the Group has recently had teleconferences on
Certificates and Other Evidence of Insurance and How to Deal With Lenders in a Troubled Economy. In
addition, on February 17, 2010 at 2 p.m. Central Time, the Group will be sponsoring a teleconference on
Title Issues With Foreclosures and Deeds in Lieu and in March, the Group will sponsor a teleconference on
Protecting the Owner from a Financially Troubled Contractor and the Effect of Insolvency on Contractor
Insurance.
The Group is also organizing a program for the Real Property and Trust and Estates Spring Symposia in
Philadelphia. The Group's program will be held on Thursday, May 6, 2010 from 8:30 a.m. - 10 a.m. and is
entitled "Reinventing the Wheel: Re-engineering Existing Shopping Center Projects." it will focus on leasing
issues and strategies, renovation and related issues, reciprocal easement agreement re-structuring and
lender issues. A shopping center developer is anticipated to be on the panel to share practical and business
issues that attorneys must take into consideration in advising clients.

Upcoming CLE Group and Committee News Young Lawyers

_
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Young Lawyers Network
2010 Fellows Program
The Fellows Program of the Real Property, Trust and Estate Law Section was designed to increase the
participation of young lawyers in Section activities. The goal of the program is to give young lawyers an
opportunity to become involved in the substantive work of the RPTE Section, while developing into future
leaders. The Fellows gain a considerable amount of knowledge about the work of the Section, as well as
the real property, trust and estate law practice.
The Fellowship appointment is for two years. To be considered for selection, a person (1) must have
practiced in the trusts and estates or real property area for at least one year (and be younger than 36
years of age or have been admitted to the bar less than 10 years) and (2) should have demonstrated
leadership at the state or local bar level or in the Young Lawyers Division of the ABA. As part of the
Section’s commitment to diversity, one half of the Fellows selected will be minority applicants. Each Fellow
will receive an expense reimbursement budget and invitations to certain leadership events.
For a full description of the roles and responsibilities of a Fellow, please visit www.abanet.org/rpte/fellows.
Applications are due by June 18, 2010. Fellows will be notified of their appointment by early July. If you
have any questions, please feel free to contact Hugh Drake at 217.544.8491 or by e-mail at
hdrakebhslaw.com.
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Law Student News
2010 Law Student Writing Contest
The Real Property, Trust and Estate Law Section's 2010 Student Writing Contest is open to all law and
LL.M students currently attending an ABA-accredited law school. It is designed to encourage and reward
law student writing on real property, trust and estate law subjects of general and current interest.
Complete rules as well as the entry form are available online. For more information, please contact
Amanda Pauli at paulia@staff.abanet.org. The deadline for submitting essays is June 18, 2010.
The 2010 first place winner will receive $2,500 and a one year membership in the RPTE Section. The
winner will also receive free round trip airfare and weekend accommodations to attend the RPTE Fall
Leadership Meeting, November 11-14, at the Charleston Place Hotel in Charleston, S.C. (valued at
approximately $1,000). In addition, the first place winner's essay will be considered for publication in a
future issue of the Real Property, Trust and Estate Law Journal and will be announced in Probate &
Property, the Section magazine. Both the second and third place winners will be announced in Probate &
Property. The second place winner will receive $1,500, and the third place winner will receive $1,000.

Section News

Garnett v. Comm’r., 132 T.C. No. 19 (2009)
Thompson v. United States, [2009-2 USTC ¶50,501] (Fed. Cl. 2009)
By C. Fred Daniels and William S. Forsberg
The Tax Court and the Court of Federal Claims recently addressed whether
members of limited liability companies (“LLCs”) or partners in limited liability partnerships (“LLPs”) should be treated as limited partners in limited partnerships for purposes
of the § 469 passive activity income tax rules. Both cases held that the respective
taxpayers should not be treated as limited partners in limited partnerships notwithstanding their limited liability.

1

Passive Activity Losses and Credits
Section 469(a) disallows losses and credits from passive activities except to the
extent of passive activity income. A passive activity is defined as an activity (i) which
involves the conduct of a trade or business and (ii) in which the taxpayer does not
materially participate. § 469(c)(1). The issue in Garnett v. Comm’r. and Thompson v.
United States focused on whether the taxpayers materially participated in activities
conducted through limited liability companies and limited liability partnerships.
The temporary regulations set forth seven alternative tests for determining
material participation.

2

They are:

(1)
The individual participates in the activity for
more than 500 hours during such year;
(2)
The individual's participation in the activity for
the taxable year constitutes substantially all of the participation in such activity of all individuals (including individuals
who are not owners of interests in the activity) for such year;
(3)
The individual participates in the activity for
more than 100 hours during the taxable year, and such individual's participation in the activity for the taxable year is not

less than the participation in the activity of any other individual (including individuals who are not owners of interests in
the activity) for such year;
(4)
The activity is a significant participation activity
(within the meaning of paragraph (c) of this section) for the
taxable year, and the individual's aggregate participation in
all significant participation activities during such year
exceeds 500 hours;
(5)
The individual materially participated in the
activity (determined without regard to this paragraph (a)(5))
for any five taxable years (whether or not consecutive)
during the ten taxable years that immediately precede the
taxable year;
(6)
The activity is a personal service activity (within
the meaning of paragraph (d) of this section), and the
individual materially participated in the activity for any three
taxable years (whether or not consecutive) preceding the
taxable year; or
(7)
Based on all of the facts and circumstances
(taking into account the rules in paragraph (b) of this
section), the individual participates in the activity on a
regular, continuous, and substantial basis during such year.
Temp. Reg. § 1.469-5T(a).
Irrespective of the foregoing material participation tests, a taxpayer is treated as
not participating in an activity if the taxpayer’s participation is based upon an interest as
a limited partner in a limited partnership, except as provided in regulations. § 469(h)(2).
The temporary regulations provide as an exception that the limited partner limitation
does not apply if the taxpayer would be treated as materially participating under material
participation test (1), (5), or (6) (quoted above) if the taxpayer was not a limited partner.
Temp. Reg. § 1.469-5T(e)(2).
The passive activities temporary regulations do not explicitly refer to LLCs or
LLPs. However, LLCs and LLPs are generally treated for Federal income tax purposes
-2-

as partnerships. See McNamee v. Dept. of the Treasury, 488 F.3d 100 (2d Cir. 2007);
Littriello v. United States, 484 F.3d 372 (6th Cir. 2007); Med. Practice Solutions, LLC v.
Commissioner, 132 T.C. (2009); Reg. § 1.761-1, Reg.; § 301.7701-2(c)(1). The checkthe-box regulations permit certain eligible business entities, including domestic LLCs
and LLPs, to elect to be treated as corporations rather than partnerships.

Reg.

§ 301.7701-3(b)(1)(i).
In addition, there is no general definition of “limited partner” in the Code or
regulations, although regulations were proposed in 1997 with respect to § 1402(a)(13)
to define the term “limited partner” for self-employment tax purposes.
Similarly, there is no general definition of “general partner” in the Code or the
regulations, although the term “general partner” is used multiple times in the Code and
the regulations. In certain contexts, the term refers specifically to a general partner in a
limited partnership. See, e.g., § 2701(b)(2)(B)(ii); Prop. Reg. § 1.280G-1, Q&A-7(e),
Example (3); Prop. Reg. § 1.368-2(m)(5), Example (8). Most often, however, “general
partner” seems to refer broadly to any partner (whether or not in a limited partnership)
other

than

a

limited

partner.

See, e.g., §§ 465(c)(7)(D)(ii)(I), 736(b)(3)(B),

988(c)(1)(E)(v), 6231(a)(7); Reg. §§ 1.42-2(d)(3)(i), 1.904-4(e)(3)(iv), Example (4);
Temp Reg. §§ 1.367(a)-1T(c)(3)(i)(A), 1.367(a)-2T(c)(2)(ii).
Notwithstanding the lack of a general definition of limited partnerships, the
passive activity temporary regulations provide that a partnership interest is treated as a
limited partnership interest if (A) “the interest is designated a limited partnership interest
in the limited partnership agreement or the certificate of limited partnership, without
regard to whether the liability of the holder of such interest for obligations of the partner-

-3-

ship is limited under the applicable State law; or (B) [t]he liability of the holder of such
interest for obligations of the partnership is limited, under the law of the State in which
the partnership is organized, to a determinable fixed amount….” Temp. Reg. § 1.4695T(e)(3)(i).
Garnett v. Comm’r.
Garnett involved activities in seven limited liability partnerships, two limited
liability companies, and two ventures characterized as tenancies in common but argued
to be de facto partnerships. The LLPs and LLCs engaged in agribusiness operations,
primarily the production of poultry, eggs, and hogs. In addition to the above entities,
there were five “holding LLCs” that owned interests in the LLPs, LLCs and ventures.
The entities were organized or registered under Iowa law.
General summaries of the relevant facts concerning the entities, other than the
holding LLCs, are as follows:
Seven limited liability partnerships—
One owned by the taxpayer directly.
Six owned indirectly through holding LLCs.
Each Schedule K-1 identified either the relevant holding LLC or the
taxpayer as a “limited partner.”
The LLP agreements generally provided that each partner would
participate in control, management and direction of the
partnerships’ business.
The LLP agreements generally provided that no partner was liable for
partnership debts or liabilities.
Two limited liability companies—
One LLC interest was held directly by the taxpayer as well as through a
holding LLC.
The second LLC interest was held through a holding LLC.
Each Schedule K-1 identified the relevant holding LLC or the taxpayer as
a “limited liability company member.”
The manager was to be selected by a majority vote of the members.
The taxpayer was not a manager of either LLC, but he was a manager of
two of the five holding LLCs.
-4-

Two ventures characterized as tenancies in common but argued to be de facto
partnerships—
The interests were held indirectly through a holding LLC.
The holding LLC was identified as a general partner of one of the
tenancies in common and as a limited partner of the other.
The IRS asserted that the intervening interests of the holding LLCs should be
disregarded, and the taxpayer did not dispute the IRS’ assertion. Accordingly, the Tax
Court did not address the impact of the holding LLCs.
Principal arguments made by the taxpayer:
The taxpayer argued that the term “limited partnership” should be literally interpreted and limited to entities that are actually limited partnerships under state law. The
court observed, however, that Congress likely did not have LLCs in mind when § 469
was enacted, because only Wyoming had an LLC statute at that time. Similarly, LLPs
did not exist when § 469(h)(2) was enacted. The legislative history, however, contemplated regulatory authority to treated “substantially equivalent entities” as limited partnerships for purposes of § 469(h)(2).
The taxpayer also argued that he should be treated as a general partner. The
taxpayer was not precluded from actively participating in the management and
operations of the entities, and the IRS did not dispute that the taxpayer was given at
least some role to play in the management of the LLPs and LLCs. The IRS countered
that the agreements did not give authority to the taxpayer to take action on behalf of the
entities in the capacity of a general partner, and the taxpayer did not function like a
general partner. The court observed that the factual inquiry into the taxpayer’s authority
suggested by the IRS seemed to be akin to the inquiries to be made under the general
tests for material participation, and that type of inquiry would blur the rules.
-5-

Principal arguments made by the IRS:
The IRS argued that the sole relevant consideration is whether the taxpayer had
limited liability with respect to the entities, and thus the interests are limited partnership
interests under the temporary regulations.

The court observed that the operative

condition is not merely that there be an interest in a limited partnership but that the
interest be as a limited partner. § 469(h)(2).
The IRS further argued that the general partner exception depends of the extent
of the LLP or LLC member’s authority and control. A general partner, the IRS argued,
means someone who has actual or apparent authority to act for and bind the entity.
The Tax Court’s decision:
The Tax Court held that limited liability is not the sole or determinative consideration, although it is one characteristic of limited partners. The rule is not whether there is
an interest in a limited partnership, but it is whether there is an interest in a limited partnership as a limited partner.
Of greater importance, the court observed that general partners usually have the
powers of management as well as personal liability. Most often, limited partners are
passive investors, and they lose their limited liability if they participate in management.
Thus, the limitation on their participation in a limited partnership’s business justifies the
presumption that limited partners do not materially participate, and that rationale does
not extend to interests in LLCs and LLPs.
As regards LLPs, they are general partnerships that obtain limited liability by
filing a registration. Other than the limited liability, applicable general partnership law
applies to LLPs. Thus, the Tax Court did not believe that the limited liability rationale
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should extend to interests in LLPs or LLCs because their members are not barred by
state law from materially participating.
The court concluded that, in the case of an LLC or LLP, the general tests for
material participation under § 469 are the tests to be applied. LLC and LLP members
should be treated as general partners for § 469 purposes, which means that the
remaining question was whether the taxpayer materially participated based upon the
seven material participation tests.
As regards the tenancies in common, the IRS made no express argument that
they should be treated as limited partnership interests, nor did the IRS make an
argument that their liability was limited within the meaning of the temporary regulations.
As regards the descriptions of the taxpayer on the K-1’s, the IRS argued that the
taxpayer obtained a self-employment tax benefit by not being listed as a general
partner, but the IRS conceded that the K-1’s did not conclusively establish that the
interests were limited partnership interests. The IRS did not argue collateral estoppel or
the duty of consistency. Neither the notice of deficiency nor the IRS’ answer asserted
underpaid self-employment taxes.

Therefore, the Tax Court held that the

inconsistencies were not material under these circumstances.
Thompson v. United States
The taxpayer in Thompson formed a Texas LLC to own and operate a single
aircraft for air charter services. The taxpayer directly owned 99% of the LLC, and he
held the remaining 1% indirectly through an S corporation. The taxpayer was the sole
manager.
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Principal arguments made by the taxpayer:
Because the LLC is not actually a limited partnership, the taxpayer argued that
his interest cannot be that of a limited partner.
Even if the LLC is treated as a limited partnership, his interest was more akin to
that of a general partner due to the high degree of control he exercised as its sole
manager.
Also, limited partnership statutes generally provide that a limited partner is liable
as a general partner if he takes part in the control of the business.
Principal arguments made by the IRS:
The IRS argued that, when the passive activity loss rules were adopted, there
was universal agreement among the states that the sine qua non of a limited
partnership interest was limited liability. Because the taxpayer had limited liability as an
LLC member, the taxpayer’s interest was identical to that of a limited partnership
interest.
The IRS also argued that the LLC should be treated as a partnership because it
elected to be taxed as a partnership under the check-the-box regulations.
The decision of the Court of Federal Claims:
The temporary regulations defining an interest in a limited partnership literally
requires that the entity be a limited partnership under state law, and the statute applies
only to limited partners. § 469(h)(2); Reg. § 1.469-5T(e)(3). Thus, an LLC cannot be
treated as a limited partnership, and a member of an LLC cannot be treated a limited
partner for passive activity purposes.
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The court held that limited liability is not the sine qua non of a limited partnership
interest for passive activity purposes. The terms “material participation” and “passive
activity” demonstrate that Congress’ concern related to the taxpayer's level of involvement in the activity. For example, S corporation shareholders also enjoy limited liability
and pass-through taxation, but they are not treated as limited partners for material
participation purposes.
Also, LLCs are not “substantially equivalent” to limited partnerships.

Unlike

limited partnerships, LLCs allow all members to retain limited liability while participating
in the business.
The court stated that limited partners are treated differently under the Code
because they do not materially participate in their limited partnerships.
As in Garnett, the taxpayer’s interest in the LLC was not an interest held as a
limited partner in a limited partnership.
1

An earlier case, Gregg v. United States, 186 F. Supp. 2d 1123 (D. Or. 2000), previously held that a
member of an LLC formed under Oregon law was not a limited partner for purposes of determining
material participation. There, the taxpayer was allowed to combine his participation in the LLC with his
participation in a predecessor entity to determine whether he materially participated.

2

The temporary regulations were promulgated on February 19, 1988, but they have never been made
final. The requirement in § 7805(e)(2) that temporary regulations shall expire within three years after the
date of issuance only applies to temporary regulations issued after Nov. 20, 1988.
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IRS NOTICE 2010-19
GUIDANCE FOR PERSONS MAKING TRANSFERS IN TRUST
AFTER DECEMBER 31, 2009
or
“What Rath Has Estate Tax Repeal Raught!”
By William S. Forsberg

On February 2, 2010, the Internal Revenue Service (IRS) issued Notice 2010-19,
Guidance for Persons Making Transfers in Trust after December 31, 2009. After it
become clear that estate tax repeal would be with us in 2010 everyone starting taking a
hard look at the Internal Revenue Code (IRC) and the estate tax repeal provisions. In
particular, there was a focus on IRC Section 2511(c), which was enacted as part of the
Economic Growth and Tax Relief Reconciliation Act of 2001 (Pub.L. 107-16, 115 Stat.
38, June 7, 2001), (EGTRRA) and reads as follows:
Treatment of certain transfers in trust.
Notwithstanding any other provision of this section and except as provided
in regulations, a transfer in trust shall be treated as a transfer of property
by gift, unless the trust is treated as wholly owned by the donor or
the donor's spouse under subpart E of part I of subchapter J of
chapter 1 (emphasis added) .

The first sentence was not controversial—gifts to trusts in 2010, even non-wholly owned
grantor trusts, would always be completed gifts for federal gift tax purposes, unless the
IRS regulations said otherwise. The last sentence of IRC Section 2511(c), however,
was very alarming and concerning to the government and to trust and estate
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practitioners. IRC Section 2511(c) is a federal gift tax provision. Read literally, the last
sentence could reasonably be interpreted to mean that any transfer in 2010 to a wholly
owned grantor trust was not a gift for federal gift tax purposes, which alarmed the
government. The issue that alarmed some trust and estate practitioners was whether
the government might promulgate regulations to the effect that the passing of assets
outside the wholly owned grantor trust (or turning off the grantor trust powers) would be
a gift at that later event. If so, any transfer in 2010 to a grantor retained annuity trust
(GRAT), an intentionally defective grantor trust (IGIT), or other wholly owned grantor
trust would, arguably, not be counted for gift tax purposes until that later event. This
would effectively eliminate the estate and transfer tax planning benefits of these types of
trusts and transactions.

The legislative history of IRC Section 2511(c) suggests that this was not the intended
result or meaning. Rather, the intent was to address perceived income and income tax
shifting abuses that might occur because of federal estate tax repeal in 2010. With no
federal estate tax after 2009, Congress felt that there might be heightened interest in
avoiding federal gift tax, and more importantly, federal income tax through the use of
certain income tax “shifting” techniques. If one could create a trust whereby all transfers
to it were incomplete for federal gift tax purposes but complete for federal income tax
purposes, one could, it was thought, manipulate the federal and state income and
transfer tax systemsi. By “threading the trust needle” in this way there would be no
federal gift tax (because the transfer was incomplete for federal gift tax purposes), no
federal estate tax (because of federal estate tax repeal after 2009) and, in some cases,
no state income tax (because the trust or the trust beneficiaries were located in a state
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with no state income tax system (e.g. Florida). The overall effect would be that all
federal gift and estate tax (and in some cases all state income taxes) would be avoided,
and federal income tax would be minimized by shifting the income tax burden to a trust
or trust beneficiary in a lower federal and state income tax bracket than that of the trust
grantor.

IRC Section 2511(c) was, many thought, simply poorly drafted. However, its intended
meaning and purpose could not easily be deciphered from a quick read of the statute.
Many thought it simply could not mean what it apparently said, and chose to ignore it
and create GRATs and IGITs and other wholly owned grantor trusts in 2010 as they had
done in 2009. Many others, however, felt uncomfortable taking such a big risk, and
temporarily suspended planning in these areas. To resolve this dilemma, the IRS issued
Notice 2010-19, which reads as follows.

Notice 2010-19 applies to taxpayers making gifts in trust during 2010. Under
section 2511(c), a transfer of property to a non-wholly-owned grantor trust is
a transfer by gift of the entire interest in the property. To determine whether
a transfer to a wholly-owned grantor trust constitutes a gift, the gift tax
provisions in effect prior to 2010 apply.

Notice 2010-19 makes it clear that the gift tax consequences of a transfer to a whollyowned grantor trust in 2010 are determined under the old rules in place before 2010.
Therefore, transfers to GRATs and IGITs in 2010 should be fine and are not per se
incomplete by reason of IRC Section 2511(c).
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Finally, Code Section 2511(c) may also have an unintended and negative impact on
certain inter vivos charitable trusts. The Charitable Planning Group of the ABA Real
Property Trusts & Estate (RPTE) Section is currently in the process of drafting
comments to the IRS on the charitable planning concerns surrounding Code Section
2511(c).

Below is a link to IRS Notice 2010-19. Also, below is a link to a memorandum
submitted to the IRS by attorney Steve Gorin, Thompson Coburn LLP, St. Louis, MO,
on December 20, 2009 addressing this issue.

1.

Link to IRS Notice 2010-19. http://www.irs.gov/pub/irs-drop/n-10-19.pdf

2.

Link to Steve Gorin memorandum on IRC Section 2511(c)

Special thanks to Steve Gorin of Thompson Coburn LLP who allowed me to
submit his memorandum on IRC Section 2511(c) with this eReport.

i

See: PLR 200502014 (Jan. 14, 2005); Settlor created a non-grantor trust that shifted taxable income to
trust distributees, without removing assets from settlor’s gross estate and without a taxable gift.
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“Montana Becomes Third U.S. State To Allow Physician Aid In Dying”
By Kristine S. Knaplund
Co-Chair, ABA Committee on Bioethics
Professor of Law, Pepperdine University School of Law
Synopsis
On December 31, 2009, the Montana Supreme Court issued its decision
in Baxter v. State of Montana, 2009 MT 449, regarding physician aid in dying
(PAD). While the lower court had found a state constitutional right for such aid, a
majority of the Supreme Court expressly declined to reach the constitutional
issue. Rather, the majority found that the consent of a terminally ill, competent
adult to lethal medication would protect the physician from liability for homicide.
Montana joins Oregon and Washington in legalizing PAD, but is the only state to
do so by judicial decision. Oregon’s statutory scheme, the Death With Dignity
Act, has been in place for over ten years; Washington’s statute, modeled on
Oregon’s, was passed by the voters last year. Montana’s recent decision leaves
open serious questions regarding the use of PAD.
Basic Facts
The lead plaintiff in the case, Robert Baxter, was a 75-year-old retired
truck driver with lymphocytic leukemia, a terminal form of cancer. He was treated
with multiple rounds of chemotherapy which typically become less effective as
time passes. Suffering from anemia, chronic fatigue, nausea, night sweats,
infections, massively swollen glands, significant digestive problems, and pain, he
wanted the option of assisted death when his suffering became unbearable.
Other named plaintiffs were board certified physicians who frequently treat
terminally ill patients, and a national non-profit group, Compassion and Choice.

Plaintiffs sued the state of Montana and Attorney General Mike McGrath to
declare the homicide statutes unconstitutional as a denial of their right to aid in
dying.
The trial court’s opinion
Both sides filed motions for summary judgment in the trial court. Judge
Dorothy McCarter first determined that the plaintiff doctors had standing, and
then reviewed federal and state cases on the issue of PAD and assisted suicide.
In Washington v. Glucksberg, 521 U.S. 702 (1997), the United States Supreme
Court held that a Washington statute criminalizing assisted suicide did not violate
the Due Process clause because, while terminal patients have a cognizable
interest in obtaining relief from suffering, that interest is met with palliative care. A
companion case to Glucksberg, Vacco v. Quill, 521 U.S. 793 (1997), held that
New York’s prohibition against assisted suicide did not violate the Equal
Protection clause of the Fourteenth Amendment. Cases from Florida, Alaska
and California all held that statutes prohibiting assisted suicide were
constitutional, and did not violate state (as opposed to federal) rights to privacy,
liberty and equal protection.
Judge McCarter then turned to the plaintiffs’ claims based on equal
protection, personal dignity and individual privacy found in the Montana
constitution. For the equal protection claim, the classes asserted in Baxter were
the same as those in Vacco v. Quill: terminally ill patients who wish for aid in
dying through lethal medication, and terminally ill patients who seek aid in
withdrawing life sustaining measures. As in Vacco, the Montana trial court found
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that the two groups were not similarly situated. The manner of death was
different: with PAD, the patient dies from the lethal medication, not from the
underlying disease as is the case when life sustaining measures are withdrawn.
Second, the doctor’s intent in the two situations is different: lethal in writing the
prescription, but palliative in carrying out the patient’s request to withdraw
treatment. The trial court next turned to the individual dignity clause and the right
to privacy in the Montana constitution, finding that these two rights were
“intertwined” and holding that, “Taken together, this Court concludes that the right
of personal autonomy included in the constitutional right to privacy, and the right
to determine ‘the most fundamental questions of life’ inherent in the state
constitutional right to dignity, mandate that a competent terminally ill person has
the right to choose to end his or her life.” 2008 Mont. Dist. LEXIS 482, paragraph
47. This right “necessarily incorporates the assistance of his doctor, as part of a
doctor-patient relationship, so that the patient can obtain a prescription for drugs
that he can take to end his own life, if and when he so determines.” Because the
right is fundamental, the state was required to show a narrowly tailored
compelling state interest. While the state’s interest in preserving human life was
found to be compelling, it was overcome by the terminal patients’ rights of privacy
and dignity. Two other compelling state interests, protecting vulnerable groups,
and protecting the integrity and ethics of the medical profession, could be
accomplished by legislation. Plaintiff Robert Baxter died the same day the trial
court issued its opinion.
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Montana Supreme Court opinion
On appeal, the Montana Supreme Court noted the judicial principle that
cases should be resolved on a statutory basis, not on constitutional grounds, if
possible, and thus framed the issue as “whether the consent of the patient to the
physician’s aid in dying could constitute a statutory defense to a homicide
charge.” Montana law codifies four exceptions to the defense of consent, only
one of which is relevant here: “it is against public policy to permit the conduct or
the resulting harm, even though consented to.” MCA Section 45-2-211)(2)(d).
The court reviewed the sole Montana case addressing the public policy exception
to consent, and found that the exception applies to “conduct that disrupts public
peace and physically endangers others.” The court surveyed similar cases from
the state of Washington with the same result. As opposed to defendants who
committed violent acts that directly caused harm, in PAD the patient himself, not
the doctor, administers the lethal dose, and every step in PAD is private. Thus
the court found no parallel to the “bar brawler, prison fighter, BB gun shooter and
domestic violence aggressor” who previous cases had found to come within the
public policy exception. In addition, the court found evidence that prescribing
lethal medication did not violate Montana public policy by looking at the state’s
Terminally Ill Act, which allows terminally ill patients to withdraw life sustaining
treatments and immunizes doctors from liability for the patients’ deaths when the
directives are followed. Because the Terminally Ill Act gives patients the right to
have their end-of –life wishes followed even where it requires direct participation
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by a doctor in withdrawing treatment, the court found no violation of public policy
by a doctor following end-of-life wishes through prescribing lethal medications.
The Montana Supreme Court also examined the Terminally Ill Act’s
prohibition on mercy killing and euthanasia, noting that “Physician aid in dying is,
by definition, neither of these.” As the court stated, “Neither [mercy killing nor
euthanasia]… is consent-based, and neither involved a patient’s autonomous
decision to self-administer drugs that will cause his own death.”
Finally, the court reversed the award of attorneys’ fees.
In a concurring opinion, Justice Warner emphasized the wisdom of
avoiding the constitutional issue, and noted that the majority’s opinion “is not
necessarily limited to physicians.” He urged the legislature to act on the matter.
A second concurrence, by Justice Nelson, concluded that physician aid in dying
is protected by the provisions on privacy and individual dignity in the Montana
constitution. Justice Rice, dissenting,
would find no statutory or constitutional basis for physician aid in dying.
What’s next for Montana?
Amednews.com has reported that Montana Democratic State
Representative Dick Barrett plans to propose a statute based on Oregon’s
“Death with Dignity Act” when the legislature reconvenes in January 2011. Until
then, what questions remain as to criminal liability for PAD, and who will be able
to use it? The questions arise because, unlike Oregon and Washington, no
statutory provisions are in place to determine how and when PAD may occur.
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The Montana Supreme Court repeatedly referred to two parties in its
analysis: a terminally ill, mentally competent adult who requests medication to
aid in dying, and a physician who prescribes but does not administer the drug.
Thus, as long as the state agrees with the doctor that the patient is competent
and terminally ill, and the patient herself takes the lethal dose, it appears that the
defense of consent is available to the Montana physician who wrote the
prescription. But what if we go slightly beyond these facts? Can a resident of
another state travel to Montana to get the prescription, for example? The Oregon
statute limits requests to its residents as demonstrated by such things as an
Oregon driver license, registration to vote in Oregon, evidence that the person
owns or leases property in the state, or filing an Oregon tax return in the most
recent tax year. ORS Section 127.860.3.10. In addition, Oregon defines
“attending physician” as the physician who has “primary responsibility for the
care of the patient and treatment of the patient’s terminal disease.” ORS Section
127.800 Sec. 1.01(2). Thus, an out-of-state resident would not be able to
demand a lethal prescription from an Oregon physician, as the patient would not
qualify as a resident, and the doctor would not qualify as his or her attending
physician. (In addition, Oregon requires multiple requests for the medication,
concurrence by a second physician, and waiting periods before the prescription
can be written or filled). With none of these statutory provisions in Montana,
what about the out-of-stater seeking a prescription? The answer may turn on
how willing the Montana medical profession is to write these prescriptions. Four
physicians were named plaintiffs in Baxter, but the position of most Montana
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doctors is at present unknown. While the American Medical Association has
adopted Opinion E- 2.211, stating that physician assisted suicide is
“fundamentally incompatible with the physician’s role as healer, would be difficult
or impossible to control, and would pose serious societal risks,” the Montana
Medical Association has taken no position on PAD, and did not file an amicus
brief in Baxter.
Other scenarios for Montana residents:
Oregon law includes as one of the duties of the attending physician to
“Counsel the patient about the importance of having another person present
when the patient takes the medication … and of not taking the medication in a
public place.” ORS 127.815.3.01(1)(g). What might happen if a terminally ill
Montana patient follows this advice? What if the Montana patient doesn’t follow
it? First, suppose the terminally ill patient takes the advice, and a friend or family
member (not a physician) is present when he or she takes the lethal dose in a
private place. Could the friend or family member be charged with homicide if he
or she assisted the patient in any way? Baxter held that the physician could
claim the defense of consent, but it is not clear that others could claim it as well.
In contrast, the Oregon statute states that “No person shall be subject to civil or
criminal liability… for participating in good faith compliance with [the Death with
Dignity Act]. This includes being present when a qualified patient takes the
prescribed medication to end his or her life in a humane and dignified manner.”
ORS 127.884 Sec. 4.01(1).
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Alternatively, suppose the terminally ill Montanan does not follow Oregon’s
advice, and takes the medication in a public place, or privately with no one else
present. If taken in a public place, two dangers potentially emerge. First, the
Montana Supreme Court emphasized the private nature of physician aid in dying
in finding that the conduct does not disrupt public peace. The court therefore
concluded that the patient’s consent to the prescription would immunize the
doctor. What if the manner of carrying out the death does disrupt public peace?
It is out of the physician’s control where the patient takes the medication. Should
the physician’s defense of consent turn on where the patient administers the
drug? The other potential danger is to the patient. If the patient takes the drug in
a public place, strangers not aware of the plan might intervene to try to save him
or her. The same result could occur if the patient is alone; someone
encountering the patient could summon emergency help and the patient’s wishes
would not be carried out. Oregon’s statistics indicate that, while death generally
occurred within 25 minutes of ingestion and sometimes as quickly as one minute,
in a few cases death occurred as much as 48 hours after ingestion, thus
increasing the likelihood in Montana that a stranger might intervene.
What about a terminally ill patient who is not physically capable of
administering the medication himself or herself? Picture a person with
Amyotrophic Lateral Sclerosis (ALS, or “Lou Gehrig’s disease”), a progressive
disease which usually has no effect on the ability to think or reason, but can
make it increasingly difficult to swallow and breathe. (30 of the 401 Oregon
patients who have died after ingesting lethal medication were diagnosed with
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ALS). If the terminally ill patient is unable to swallow and uses a feeding tube,
would a friend or family member be liable for homicide if s/he were the one to
place the lethal medication in the feeding tube?

The Montana Supreme Court

emphasized the importance of the terminally ill patient taking the medication himor her-self; would this count?
Would a terminally ill patient who takes the medication be classified as a
suicide, or would the person be deemed as dying from the underlying disease?
Oregon has clarified the matter by statute, especially for life, health or accident
insurance or annuity policies. ORS 127.875 Sec. 3.13. Section 3.14 makes
clear that ingesting a lethal prescription under Oregon’s Death With Dignity Act
“shall not, for any purpose, constitute suicide, assisted suicide, mercy killing or
homicide.”
These are a few of the questions that Montana doctors and the terminally
ill must face in the next year. Once the legislature reconvenes, other questions
arise, such as whether to declare PAD as against the public policy of the state of
Montana, or to expand PAD to include those who are not terminally ill but wish to
die, those who are mentally competent but unable to make a written request for
the medication or unable to take it themselves, plus whether to enact the
procedural safeguards (written and oral requests, two physicians, right to rescind,
and so on) found in the Oregon and Washington statutes.
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A Matter of Trust
by: Sharon L. Klein
The root of the word “trustee” is trust. In this article we will examine the critical
importance of communication when serving in the trusted role of fiduciary. We
will also look at the unfortunate set of circumstances that can arise when a
supposedly trusted family member or friend is appointed as trustee, but turns out
not to be so trustworthy…
Finally, we will take a look at the issue of attorney-client privilege. If the interests
of the trustee and beneficiary diverge, can the trustee trust that communications
with the trustee’s attorney will be protected by the privilege?
Communication is Key
Communication is an integral part of the relationship between trustee and
beneficiary; its importance cannot be over-emphasized. In fact, oftentimes
trustees have been criticized not for taking or failing to take an action, but for the
failure to communicate with the beneficiary.
In Rollins v. Branch Bank and Trust Co. of Virginia, 56 Va. Cir. 147 (2001), the
grantor created trusts for family members, which were funded predominately with
the stock of one company. Investment responsibility was bestowed exclusively
on family members, the trust agreement providing: “Investment decisions as to
the retention, sale, or purchase of any asset of the Trust fund shall…be decided
by…living children or beneficiaries…”
When the stock plummeted in value, the beneficiaries sued the bank for breach
of duty for the failure to diversify assets and the failure to communicate with the
beneficiaries. The bank claimed that the language of the trust agreement
insulated it from liability, by conferring investment responsibility on family
members alone.
Additionally, the Bank relied on Virginia statutory law, which provided: “Whenever
the instrument under which…fiduciaries are acting…vests in…a co-fiduciary…to
the exclusion of one or more of the fiduciaries, authority to direct the making or
retention of investments…the excluded fiduciary or co-fiduciary…shall not be
liable…for any loss resulting from such authorized directions.”
The court agreed that the language of the trust agreement and the statute
protected the trustees from liability for failure to diversify. However, the court
held, the trustee has a duty to (1) keep beneficiaries informed as to the
conditions of the trust and (2) fully inform them of all facts relevant to the subject
matter of the trust and material for a beneficiary to know for the protection of his
interests. A trustee, said the court, cannot rid itself of this “duty to warn”.

Lack of communication has been a key component in establishing trustee liability
in a number of high profile stock concentration cases. Typically in these cases, a
large single stock concentration has been held in a trust portfolio, the value of the
concentrated position has plummeted, and the trustees have successfully been
sued for failure to diversify.
These cases usually involve a complete failure to communicate, as well as a
failure to perform other fiduciary responsibilities (no monitoring of the
concentrated position, no documentation of the reasons for the concentration),
coupled with reliance on a clause in a document purportedly allowing retention of
the concentration.
Under these circumstances, the courts have held that the trustees could not rely
on the retention clause.1
The theme from these cases is very clear: Trustees will not be permitted to
abdicate their fiduciary responsibilities and blindly rely on a retention clause to
insulate them from liability. If, however, a trustee actually fulfills its fiduciary
responsibilities and communicates with the beneficiaries, there is some hope for
the proposition that a trustee can rely on the provisions of an instrument.
In Americans for the Arts v. Ruth Lilly Charitable Remainder Annuity Trust #1,
855 N.E. 2d 592 (Ind. Ct. App. 2006), the court actually honored the trust
language and found that it was sufficient to exempt the trustee from the duty to
diversify when the trustee openly communicated with the beneficiaries and acted
properly and responsibly.
Margesson v. Bank of New York, 738 N.Y.S. 2d 411 (3rd Dept. 2002), involved a
trust, the assets of which were composed predominantly of large concentrations
of four stocks. Because sale of the highly appreciated stocks would result in
substantial tax liability, there was a long-standing understanding that the trust
would be managed to avoid their unnecessary sale.
Without communicating with the trust’s administrative officer or the income
beneficiary, the trust’s investment officer sold a portion of the stock holdings,
which resulted in the income beneficiary being personally liable for over $22,000
in capital gains. When he sued the trustee for breach of fiduciary duty, the
trustee claimed it was merely complying with the prudent investor rule and that
the sale was made for the purpose of diversifying the trust’s investments.
The Third Department, however, found that, although the Bank complied with the
prudent investor rule, a triable issue of fact existed as to whether it breached its
fiduciary duty by failing to communicate in light of the long-standing
understanding to avoid unnecessary sales:
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“She [the administrative officer] had no conversation with [the
investment officer] regarding this sale or the plaintiff’s needs as
income beneficiary. [The investment officer] has a responsibility to
communicate with [the administrative officer]…to ensure his
understanding of the investment objectives.”
In McGinley v. Bank of America, 279 Kan. 426 (2005), the settlor created a
revocable trust, which provided she was to be consulted by the trustee as to any
purchase or sale, and that the trustee had to abide by her decision. The trust
was funded with Enron stock and other assets.
Seven months later, she signed a letter directing the trustee to retain the Enron
stock. The letter exonerated and indemnified the bank for all losses as a result of
the retention and relieved it from responsibility for analyzing and monitoring the
stock. By the end of 2000, Enron stock comprised 77% of the trust assets.
After Enron stock plummeted in 2001, the settlor brought suit against the trustee,
claiming that it failed to comply with the prudent investor rule. The court rejected
the arguments of the settlor because
(1) the applicable state law specifically provided that a trustee who
followed the written directions of a settlor of a revocable trust was deemed to
have complied with the prudent investor rule and was authorized to follow such
written instructions, and
(2) pursuant to the terms of the trust instrument itself, the settlor retained
investment control.
The Court did note, however, that even in these circumstances, the better
practice of the trustee would have been to communicate the effects of the letter
and to have notified the settlor of the significant decreases in the value of the
Enron stock.
Fiduciary Self-Dealing
When appointing a trusted family member or friend to the ultimate position of
trust as a fiduciary, that individual is typically chosen precisely because she or he
is expected to act in accordance with the highest code of honor, and in the best
interests of the beneficiaries. Betrayal of trust in that setting is all the more
crushing, as the following cases demonstrate.
In Estate of Hester v. United States, 2007 U.S. Dist. LEXIS 14834 (W.D. Va.),
aff’d, 2008 U.S. App. LEXIS 21971 (4th Cir.), cert. denied, 129 S. Ct. 2168
(2009), the decedent established a trust, naming her surviving husband as
income beneficiary and trustee, with their two children as remainder persons. At
the time of the testator’s death, the trust was valued at $3.2 million.
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The husband transferred all of the trust’s liquid assets into his own brokerage
account and commingled the funds. Over the next several months, he lost $2
million from day-trading, withdrew over $450,000 in cash, and collected $280,000
on a promissory note held by the trust.
When the husband later died, the funds had become so commingled that it was
impossible to distinguish trust funds from the individual brokerage funds. The
estate tax return for the husband included the misappropriated funds in his gross
estate, and over $2.7 million was paid in estate taxes.
The children did not assert a claim against the father’s estate, probably because
the same individuals were beneficiaries of both estates. The estate later claimed
an estate tax refund on two alternative grounds:
(1) as the widower had possessed no interest in the misappropriated
assets, he was merely holding them in a constructive trust for the benefit of the
remainder persons and the misappropriated funds were not includable in the
decedent’s gross estate, and alternatively,
(2) if the misappropriated assets were includable in the estate, the estate
should be awarded an offsetting deduction for claims against the estate.
However, in a double whammy, the court confirmed that the children were
obligated to pay estate taxes on the assets their own father misappropriated (the
decedent “exercised dominion and control over the assets as though they were
his own without an express or implied recognition of an obligation to repay,” such
that the misappropriated funds were properly includable in the gross estate), and
also rejected the argument that there should be an offsetting deduction (the
remainder persons had never asserted a claim against the estate and the statute
of limitations for asserting such a claim had expired).
In Davis v. Davis, 889 N.E. 2d 374 (Ct. App., IN 2008), the settlor named one of
her three sons, a former bank president, as trustee of her revocable trust and her
attorney-in-fact. During his mother’s lifetime, the trustee/son made gifts to
himself and his children, invested trust assets in the bank where he was
employed, made zero-interest loans to himself, and commingled trust funds with
assets subject to a different trust.
After his mother died, the trustee/son did not respond to requests for an
accounting of the trust.
The Court found that the trustee committed repeated instances of self-dealing
and breach of fiduciary duty including failure to account, making loans to himself
and commingling of funds between separate trusts. Indeed, at his deposition, the
son/trustee was asked:
“Q: You don’t understand that you have to keep…as a…former
bank president, you have to keep the assets straight in one
trust…and the assets straight in the other…account?
4

A: I…I can see…in retrospect that, uh, from a record keeping
standpoint, it…it should’ve been done differently.” 889 N.E. 2d at
381.
In Mary and Emanuel Rosenfeld Foundation Trust, 2006 Phila. Ct. Com. Pl.
LEXIS 394, aff’d in part and rev’d in part, remanded, without opinion, 953 A.2d
849 (2008), Emanuel Rosenfeld, the founder of Pep Boys, established a
charitable trust funded entirely with Pep Boys stock in 1952. He named a
corporate trustee and three individuals co-trustees: his son Lester, his daughter
Rita, and Lester’s son Robert. Lester had worked for Pep Boys all his life. After
his retirement in 1980, he continued to serve as a consultant and board member.
Beginning in 1997, Rita and the corporate trustee both urged diversification of the
trust assets. Lester and Robert both opposed diversification, and the trustees
were deadlocked. The court found that Lester’s obdurate refusal to diversify
stemmed from his own position with the company, the interests of which he put
above those of the charitable beneficiaries.
The court also found that Robert abdicated any responsibility as trustee by
inattention, his supine submission to his father’s presumed inside knowledge of
the company and his fear of the personal financial repercussions of failing to
follow his father’s lead (i.e., being disinherited by his father). The following
excerpts from Lester’s deposition transcript graphically illustrate the point that
Lester was oblivious to the obligation of a trusted fiduciary to refrain from acting
in his own self-interest:
“Q: Do you consider yourself a trustee of the foundation to have
any duties to beneficiaries of the foundation…?
A: No.”
That response prompted the attorney deposing Lester to re-ask the question,
probably incredulously, not believing his good fortune, as he could not have
scripted better answers to his questions:
“Q: You have no duty to the beneficiaries?
A: No.” Id. at 7.
Both Robert and Lester were surcharged for breaches of fiduciary duty.
The much-publicized story of Brooke Astor exemplifies the hostilities that can
arise between family members.
Socialite Brooke Astor died in August 2007 at the age of 105, leaving an estate
valued at approximately $130 million. In 2002, Ms. Astor executed a will under
which her son, Anthony Marshall, received significantly more assets outright than
under her prior will, which was executed in 1997. Mr. Marshall was appointed
sole executor and trustee.
5

In July 2006, Ms. Astor’s grandson Phillip Marshall filed a petition in New York
State Supreme Court accusing his father Anthony Marshall of neglecting Ms.
Astor’s care while enriching himself with her fortune. In November 2007, Mr.
Marshall was indicted on multiple criminal charges stemming from his handling of
Ms. Astor’s finances during her lifetime. In October 2009, he was convicted of
fourteen of the sixteen counts against him, including first-degree grand larceny in
connection with a retroactive salary increase of about $1 million dollars that Mr.
Marshall gave himself for managing his mother’s finances.
In December 2009, Mr. Marshall was sentenced to 1-3 years in prison, but is
currently free while an appeal is pending.
Perhaps the best way to prevent these tragic abuses by friends or family
members is to appoint a trusted professional advisor that is involved in the dayto-day trust management. The appointment of a trusted professional advisor
brings neutrality and accountability to the relationship. It can alleviate the
pressure on a family member trustee, circumvent intra-family suspicion and
prevent perceived or actual impropriety.
Attorney-Client Privilege
Effective April 1, 2009, the Code of Professional Responsibility was replaced with
the Rules of Professional Conduct (“RPC”) in New York.
Pursuant to Rule 1.6 of the RPC, a lawyer is prohibited from revealing
confidential information, absent informed consent of the client, or in other limited
circumstances.
The rule defines confidential information as:
…information gained during or relating to the representation of a
client, whatever its source, that is (a) protected by the attorneyclient privilege, (b) likely to be embarrassing or detrimental to the
client if disclosed, or (c) information that the client has requested be
kept confidential.
Under New York law, the attorney-client privilege extends to fiduciary
relationships. Civil Practice Law and Rules § 4503(2) provides that a beneficiary
is not entitled to access privileged communications made between a personal
representative and the personal representative’s attorney, solely by virtue of his
or her position as a beneficiary. However, a “fiduciary exception” to the privilege
may apply. In other words, in the context of a fiduciary relationship, the privilege
is not absolute and a showing of “good cause” may trump it.
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The controlling feature for the applicability of the fiduciary exception is whether
the advice sought was for the benefit of the beneficiary, as a result of the
fiduciary relationship. See Stenovich v. Wachtell, Lipton, Rosen & Katz, 756
N.Y.S. 2d 367 (Sup. Ct. N.Y. Cty. 2003). Factors to be considered in determining
whether the fiduciary exception applies are:
(1) whether the beneficiaries may have been directly affected by a
decision the fiduciary made on the attorney’s advice,
(2) whether the communications are the only evidence available regarding
whether the fiduciary’s actions furthered the interests of the beneficiaries,
(3) whether the communications relate to prospective actions and not
advice on past actions, and
(4) whether the communications sought are highly relevant and specific.
Hoopes v. Carota, 531 N.Y.S. 2d 407 (3d Dept. 1988), affirmed, 544 N.Y.S. 2d
808 (1989)
Note, however, that inter vivos trusts are excluded from CPLR § 4503(2) and
communications with counsel may be accessible by beneficiaries of such trusts.
Perhaps one factor that might weigh on the side of upholding of the privilege is
whether the advice has been paid for out of the fiduciary’s own pocket, as
opposed to having been funded with trust assets.
Trust(ee) Selection
At its core, the selection of a trustee involves a judgment decision regarding the
trustworthiness of the individual selected.
Diligence on the part of the settlor/testator in the trustee selection process,
coupled with the guidance of trusted professional advisors in the trust
management arena, are key to insuring that the trust reposed is not misplaced.
Sharon L. Klein is currently a Managing Director and Head of Wealthy Advisory
at Lazard Wealth Management LLC in New York. She can be reached at 212332-4504 or sharon.klein@lazard.com.
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In Re Charles G. Dumont, 791 N.Y.S.2d 868 (Surrogate’s Court, Monroe Cty.
2004), rev’d in part, 809 N.Y.S.2d 360 ( App. Div. 4th Dep’t 2006 ), appeal
denied, 813 N.Y.S.2d 689 (App. Div. 4th Dep’t 2006), appeal denied, appeal
dismissed, 855 N.E.2d 1167 (2006), Wood v U.S. Bank, 828 N.E.2d 1072 (Ohio
Ct. App. 2005), appeal denied, 835 N.E.2d 727 (Ohio 2005); Fifth Third Bank v.
Firstar Bank, N.A,. 2006 Ohio 4506, appeal denied, 860 N.E.2d 768 (Ohio 2007)
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Synopsis
Gifts of limited partnership interests by parents to their three children did not constitute present
interest gifts that will qualify for the gift tax annual exclusion. There was no immediate
enjoyment of the donated property itself, because the donees had no ability to withdraw their
capital accounts and because partners could not sell their interests without the written consent
of all other partners. Furthermore, there was no immediate enjoyment of income from the
donated property (which can also, by itself, confer present interest status) because (1) there
was no steady flow of income, and (2) distribution of profits was in the discretion of the general
partner and the partnership agreement specifically stated that distributions are secondary to
the partnership’s primary purpose of generating a long-term reasonable rate of return. Perhaps
most interesting is that the IRS pursued this annual exclusion argument in litigation even
though there were limited donees (three, unlike the Hackl, case where there were 41 donees)
and even though there were over $500,000 of actual distributions to the children from the
partnership’s creation in 1997 to 2002. Clearly, the annual exclusion issue is “in play” and the
availability of the annual exclusion for limited partnership interest transfers cannot be
assumed. Several drafting suggestions will assist in countering the court’s objections.
Basic Facts
1.

2.

3.

Before selling his closely held company, Father contributed his stock and commercial
property leased to the company to a family limited partnership in 1997. The FLP sold
the stock in early 1998, and the proceeds were invested in marketable securities.
The 1% general partner was a corporation owned by Father's and Mother’s revocable
trusts, with Father as president. The 99% limited partnership interests were initially held
equally by Father’s and Mother’s revocable trusts.
The terms of the FLP agreement include the following:
a.
Prohibition Against Transfer. Partners cannot sell partnership interests without
written consent of all partners, but a limited partner may sell its interest to
another partner.

b.

4.

5.

6.

7.

Purchase Option. If there is a voluntary or involuntary assignment of a
partnership interest, the other partners have an option to purchase the interest
for its fair market value, determined under a procedure requiring three appraisals.
There is no time limit on exercising the purchase option in the event of voluntary
transfers.
c.
Distributions. Profits are distributed proportionally to all partners “in the discretion
of the general partner except as otherwise directed by a majority in interest of all
the partners, both general and limited.” There is no obligation to make
distributions to enable partners to pay their income taxes on the partnership’s
profits. Furthermore, the partnership agreement stated that “annual or periodic
distributions to the partners are secondary to the partnership’s primary purpose
of achieving a reasonable, compounded rate of return, on a long-term basis, with
respect to its investments.”
Father and Mother each made gifts of limited partnership interest to each of their three
adult children in each of the years 1997-2002. In each year, the gifts by the two donors
to each child exceeded $20,000 ($22,000 in 2002), and they intended that the gifts
would qualify for the federal gift tax annual exclusion.
The partnership actually made distributions to the children as follows:

Year

Total Partnership
Distributions to Children

1997

---

1998

$

7,212

1999

343,800

2000

100,500

2001

---

2002

76,824

Total

528,336

The gifts were large enough that the children collectively held a majority interest in the
partnership in every year beginning in 1997. The children’s cumulative interests in the
partnership during the three years at issue (2000-2002) were 63%, 68.1%, and 99%,
respectively.
The opinion described the gifts reported on gift tax returns by Father and Mother in
2000, 2001, and 2002. The IRS issued a “notice of gift value determination” for the 2000
gifts. The IRS issued notices of deficiency for 2001 and 2002. Each of these notices
disallowed annual gift tax exclusions, and the opinion listed deficiencies for 2001 and
2002. (It is not clear if the IRS also questioned the annual exclusion availability for gifts
made in 2000.)

Issue
Do the gifts of limited partnership interests in 2000 (perhaps), 2001 and 2002 constitute gifts of
present interests that qualify for the federal gift tax annual exclusion under § 2503(b) of the
Internal Revenue Code ($10,000 in 2000 and 2001 and $11,000 in 2002)? (The IRS conceded
that the values were properly reported even though the appraised values allowed “substantial
discounts for lack of control and lack of marketability.”)
Holding
The gifts of limited partnership interests do not constitute present interest gifts that qualify for
the federal gift tax annual exclusion.
Analysis
1.
Regulations and Supreme Court Test. The regulations give this general description of a
present interest:
“An unrestricted right to the immediate use, possession, or enjoyment of property
or the income from property (such as a life estate or term certain) is a present
interest in property.” Treas. Reg. § 25.2503-3(b).
An example in the regulations provides that where a trustee is authorized in its
discretion to withhold payments of income, the beneficiaries’ right to receive income
payments is not a present interest. Treas. Reg. § 25.2503-3(c), Ex. (1).
The U.S. Supreme Court reasoned that the donee “must have the right presently to use,
possess or enjoy the property,” and this “connote[s] the right to substantial present
economic benefit.” Fondren v. Commissioner, 324 U.S. 18, 20-21 (1945).
2.
Hackl Test. The Tax Court in Hackl v. Commissioner, 118 T.C. 279 (2002), aff’d, 335
F.3d 664 (7th Cir. 2003) reasoned that the annual exclusion is available if the donee
has the right to immediate use, possession or enjoyment of (1) property transferred, OR
(2) income from the property. The Tax Court's test requires that under either alternative,
the immediate use, possession or enjoyment must “be of a nature that substantial
economic benefit is derived therefrom.”
3.
Taxpayer Position. The gifts constitute present interests because (1) donees can freely
transfer of the interests to one another or to the general partner, (2) each donee has
immediate rights to partnership income and may freely assign income rights to third
persons, and (3) Hackl was decided incorrectly and in any event is distinguishable.
4.
IRS Position. The interests are future interests because the partnership agreement
effectively bars transfers to third parties and does not require income distributions to the
limited partners.
5.
No Right to Present Enjoyment of “Property.”
a.
Mere Assignees. The donees were mere assignees, not substitute limited
partners, because the children were not initial partners and §11.2 of the
partnership agreement provided: “Any assignment made to anyone, not already
a partners, shall be effective only to give the assignee the right to receive the
share of profits to which his assignor would otherwise be entitled * * * and shall
not give the assignee the right to become a substituted limited partner.”
(Emphasis supplied by court.) [Observe: It would be unusual for the partnership
not to give the existing partners the ability to admit any transferee as a substitute
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limited partner if they so desired. Even if the partnership agreement allowed that,
apparently there was no documentation that the original partners (Father’s and
Mother’s revocable trusts and the 1% corporate general partner) formally
consented to their admission as substitute limited partners.] However, even if the
children were substitute limited partners, the court said its decision would not
have changed because of contingences on the “receipt of economic value for the
transferred partnership interests.”
b.
No Withdrawal Rights. Like most partnership agreements, this agreement did not
give the partners the unilateral right to withdraw their capital accounts.
c.
Transfer and Sale Restrictions. The primary reason the court gave for refusing to
find that the donees had an immediate substantial right to enjoyment of the
property was because of transfer and sale restrictions in the partnership
agreement.
“Pursuant to section 11.1 of the partnership agreement, unless all partners
consented the donees could transfer their partnership interests only to
another partner or to a partner’s trust. In addition, any such purchase
would be subject to the option-to-purchase provisions of section 11.4 of
the partnership agreement, which gives the partnership itself or any of the
other partners a right to purchase the property according to a complicated
valuation process but without providing any time limit for exercising the
purchase option with respect to a voluntary transfer.”
Even though the donees could sell their interests to the general partner (or
Father’s or Mother’s revocable trusts), that was not sufficient because the
corporate general partners was owned by the donors and Father was the
President. “If the possibility of a donor’s agreeing to buy back a gift sufficed to
establish a present interest in the donee, little would remain of the present
interest requirement and its statutory purpose would be subverted if not entirely
defeated.”
d.
Borrowing Ability Too Contingent. Donors argued that the donees’ interests in the
partnership enhanced their “financial borrowing ability.” This is “at best highly
contingent and speculative and does not, we believe, constitute a source of
substantial economic benefit, particularly in the light of the restrictions on
alienation (including on the ability of a partner to ‘encumber’ a partnership
interest) contained in the partnership agreement.”
No Right to Income From Transferred Property. The Tax Court has distilled a three-part
test to show that the donees had the right to immediately use, possess or enjoy the
income from the transferred property: “(1) The partnership would generate income at or
near the time of the gifts; (2) some portion of that income would flow steadily to the
donees; and (3) the portion of income flowing to the donees can be readily ascertained.”
See Hackl v. Commissioner, 118 T.C. at 298 (7th Circuit opinion does not addresss that
test); Calder v. Commissioner, 85 T.C. 713, 727-728 (1985).
The court agreed that the first test was satisfied — the partnership could be expected to
generate income. However, it concluded that the last two tests were not met: income
did not flow steadily and the portion of income flowing to the donees could be readily
ascertained.

a.
b.

c.

d.

No Steady Flow of Income. In fact, no distributions were made in 2001.
Partnership Agreement Restriction That Distributions Are Secondary to Achieving
Return. Profits are distributed at the discretion of the general partner (except as
directed otherwise by a majority of the limited partners). Furthermore, “annual or
periodic distributions to the partners are secondary to the partnership’s primary
purpose of achieving a reasonable, compounded rate of return, on a long-term
basis, with respect to its investments.”
Tax Distributions Not Required. The donors allege that the partnership is
expected to make distributions to cover the partners’ income tax liabilities for
flow-through income from the partnership, but the partnership agreement clearly
says that is discretionary with the general partner.
No “Strict Fiduciary Duty” to Distribute Income. The court disagreed with the
donors’ argument that the general partner has a “strict fiduciary duty” to make
income distributions and that meant the donees had a present interest. There
was no citation of authority that such a strict fiduciary duty existed. Even if it did,
it would not establish a present interest “where the limited partner lacks
withdrawal rights.” Finally, the donees were mere assignees, so there is a
significant question as to whether the general partners owed them “any duty
other than loyalty and due care.”

Observations
1.

2.

IRS Pursuing Annual Exclusion Argument, Even Where There Are Only Limited
Numbers of Donees. Hackl involved annual exclusion gifts to 41 donees; for both donorspouses, that represent annual exclusion gifts of 41 x 2 x $10,000, or $820,000 per
year. It is understandable that the IRS would challenge the annual exclusion availability
in that scenario. This case, however, involves gifts to only three children, but the IRS is
still pursuing the argument.
Substantial Discounts Allowed and Limited Tax Amount in Dispute. The IRS did not
contest the valuation of the limited partner interests even though the appraisals applied
“substantial discounts.” This case continues the trend of cases where substantial
discounts are allowed, either by court decision or by IRS concession, for transfers of
limited partnership interests.
The opinion only listed alleged tax deficiencies for 2001 and 2002 in the aggregate
amount of $71,586 for both donors. It is rather surprising that both the IRS and the
taxpayers chose to litigate this issue for that relatively small amount of deficiency. (The
case does not address how the gift tax deficiency amounts were calculated. For
example, if the issue in 2000 was the disallowance of $30,000 of annual exclusions for
each donor, that would seem to result in a maximum gift tax deficiency of $30,000 x
60% [the maximum possible gift tax bracket], or $18,000 for each donor. Instead, the
deficiency exceeded $20,000 for each donor [and was slightly different for each
spouse].)

3.

Planning Keys from This Case.
a.
Use Rights of First Refusal, No Transfer Prohibitions. The court focused primarily
on the restrictions against transferring an interest to anyone other than existing
partners without written consent of all partners. Instead of including such a
prohibition, provide that any transferee will be subject to a right of first refusal,
with reasonable time limits on exercise. Furthermore, some planners even give
donees the right to sell interests that could become “full-fledged” substitute
limited partners, subject only to a right of first refusal, to build the best possible
argument for the annual exclusion. (As a practical matter, the donee will probably
have difficulty selling the interest in any event.) (However, the Hackl court
intimated that permitting the donees to sell their interests, alone, does not assure
annual exclusion treatment because the extreme lack of marketability of interests
may raise questions about whether the right is by itself sufficient to produce a
present interest. The Price court did not suggest any such hesitancy. In any
event, that issue seems to merely go the valuation of the interest — it is
marketable at a certain price, and if the interest is properly valued, the interest
would be marketable at that price.)
The court rejected the ability to sell to other partners as constituting a present
interest because the only possible purchasers were the donors’ revocable trusts
or the wholly owned corporation. Furthermore, the court said that any sale to a
partner would be subject to a purchase option by other partners or the
partnership to purchase the interest under a “complicated valuation process”
involving three appraisers “without providing any time limit for exercising the
purchase option with respect to a voluntary transfer.”
b.
Make Sure Donees Are Not Mere Assignees. Mere assignees have limited rights.
Hackl and Price both concluded that gifts of assignee interests could not be
present interest gifts because they “lack the ability ‘presently to access any
substantial economic or financial benefit that might be represented by the
ownership units.’” Formally document that the existing partners consent to admit
donees who receive limited partnership interests as substitute limited partners.
c.
Do Not Explicitly Favor Reinvestments Over Distributions in the Partnership
Agreement. In reasoning that there was no present enjoyment of income, the
court focused on the fact that distributions of profits were discretionary with the
general partner and that the partnership agreement specifically provided that
“annual or periodic distributions to the partners are secondary to the
partnership’s primary purpose of achieving a reasonable, compounded rate or
return, on a long-term basis, with respect to its investments.”
d.

Making Distributions Every Year and “Regularizing” Distributions Helps Bolster
Annual Exclusion Qualification But May Make §2036(a)(1) Inclusion More Likely.
To be in the best position to argue that the right to receive income creates a
present interest, make distributions from the FLP or LLC every year. The court
pointed out that the partnership did not make any distributions in 2001 for some
reason (did the partnership not have any profits in 2001?), thus flunking the
requirement that “some portion of the income … flow steadily to the donees.”
Making distributions every year does not assure present interest treatment based

e.

f.

on the right to income because another requirement is that the portion of income
flowing to the donees can be readily ascertained. (The Tax Court emphasized
this test in Hackl: “Furthermore, even if petitioners had shown that Treeco would
generate income at or near the time of the gifts, the record fails to establish that
any ascertainable portion of such income would flow out to the donees. Members
would receive income from Treeco only in the event of a distribution. However,
the Operating Agreement states that distributions were to be made in the
manager's discretion. This makes the timing and amount of distributions a matter
of pure speculation…”) Indeed, making “regular” distributions in some manner
would help satisfy the “readily ascertainable” requirement. In any event, the
failure to make distributions every year sure made the court’s argument easier,
even though very large distributions had been made in other years.
Of course, all of this discussion must be considered in light of §2036. If regular
distributions are made to the decedent (as well as to the donee-partners), the
court may have little trouble in finding the existence of an implied agreement to
make regular distributions, triggering the application of §2036(a)(1) at the
individual’s death.
Consider Mandating Distributions of “Net Cash Flow.” Some attorneys favor
requiring the distribution of net cash flow (defined to include the discretion to
retain reserves needed to carry out the partnership’s purposes), as a way of
rebutting an allegation that §2036(a)(2) or §2038 would apply. That also has the
advantage of bolstering an argument that the annual exclusions should be
available. However, the IRS has argued in some cases that such a provision
triggers §2036(a)(1), to create an express or implied agreement of retained
enjoyment. For example, the IRS’s brief in Estate of Black v. Commissioner, 133
T.C. No. 15 (2009) made that argument. Therefore, careful consideration must
be given to including such a provision. The results of estate inclusion under
§2036(a)(1) are much more draconian than the loss of gift tax annual exclusions.
Should “Tax Distributions” Be Required? The court noted that the partnership
agreement gave the general partners discretion as to whether to make “tax
distributions” so the partners could pay their income taxes on flow-through
income from the partnership in response to the taxpayers’ argument that the
donee-partners expected to receive such distributions. Including a requirement to
make “tax distributions” would provide a further argument for present interest
status. However, be aware that the IRS has argued that the presence of
mandatory tax distribution provisions triggers §2036(a)(1). In Estate of Black v.
Commissioner, 133 T.C. No. 15 (2009), the IRS’s brief argued: “Thus although
there was no guarantee that Sam Black would receive the full amount of the
dividends earned on the Erie stock he contributed, he nevertheless retained an
express right to receive at least a significant portion of those dividends through
the mandatory cash distribution provision contained in the partnership
agreement.” (That was not addressed in the reported case because the court in
Black determined that the bona fide sale exception to §2036 applied.) Again,
because the results of §2036(a)(1) inclusion can result in huge additional estate
taxes, give careful consideration as to whether to include a mandatory tax
distribution provision even if it could help as to the annual exclusion issue.

g.

Fiduciary Duty. Be sure to provide that the general partner owes fiduciary duties
to the partners. This can assist in rebutting an argument for estate inclusion
under §§2036(a)(2) and 2038 and may help to bolster the availability of the
annual exclusion, as discussed immediately below.

4.

Fiduciary Standard Regarding Distributions. The court in Price rejected that there was a
“strict fiduciary duty” to make income distributions, or that such a duty (even if it existed)
would establish a present interest. However, some older IRS private rulings (predating
both Hackl and Price) concluded that gifts of limited partnership interests may qualify as
present interests if the general partner’s discretion over distributions is subject to a
fiduciary standard and if the donees have the right at any time to sell or assign the
interests, subject to a right of first refusal. See Tech. Adv. Memo. 9131006 & Ltr. Rul.
9415007. Those rulings emphasized that the general partner has a fiduciary duty to
limited partners and distinguished a general partner’s powers from a trustee’s
discretionary power to distribute or withhold trust income or principal and also
emphasized that the donees had the right at any time to sell or assign their interests,
subject to a right of first refusal.

5.

Substantial Actual Distributions Did Not Establish Immediate Right to Income. In one
respect, this case is particularly hard-nosed in refusing to recognize a present interest
right to income even though a majority of partners could demand distributions of profits
and even though very substantial distributions were actually made from this partnership.
First, under the partnership agreement, a majority of partners could demand
distributions of profits. The three children collectively constituted a majority of the
partners and could have demanded distributions of profits under the agreement.
However, the court apparently dismissed this as an issue because none of the doneechildren individually held a majority interest and could demand a distribution. (In 2002,
any two of the three children would have held a majority interest.) Prior cases certainly
establish that if a donee can access immediate enjoyment only through the joint action
of others, the present interest requirement is not satisfied. See Ryerson v. United
States, 312 U.S. 405 (1941); Skouras v. Commissioner, 14 T.C. 523, 524-525 (1950),
affd, 188 F.2d 831 (2d Cir. 1951) (gifts of undivided interests in life insurance policy to
multiple donees did not qualify for annual exclusion).
Second, very large distributions were actually made from this partnership, and even in
that situation the court agreed with the IRS that there was no immediate enjoyment of
income from the donated asset under the three-part test announced in Hackl (because
income did not “flow steadily” and the income flow could not be readily ascertained).
Based on the values reported on gift tax returns of gifts of specified percentage interests
in the relevant years, the percentages of the partnership value actually distributed each
year during 2000-2002 are as follows:

Year

2000

2001

2002

44,715

62,310

355,215

3.0%

5.1%

30.9%

14,905

12,218

11,496

Cumulative interests held by
children

63%

68.1%

99%

Value of children’s interests

993,105

832,046

1,130,067

Actual distributions to
children

100,000

0

76,824

10.7%

0%

6.8%

Value of gifts to children
Percentage of FLP
transferred
Value per 1% interest

Percentage of total value
distributed

6.

In addition, a very large distribution ($343,800) was made in 1999, the year preceding
the first tax year mentioned in the case. While there is no reported value of the
partnership in 1999, based on the value listed for 1999, this must have represented a
distribution of over 25% of the FLP’s value, estimated as follows:
In 2000, total value of partnership interests = $993,015/.63 = $1,576,214
Add distribution to children in 1999
+ 343,800
Add distribution to other partners in 1999 (343,800 x 40/60) + 229,200
1999 total estimated value of partnership interests,
based on 2000 value
$2,149,214
Distributions in 1999: 343,800 + 229,200 = 573,000
Percentage of value distributed in 1999: 573,000/2,149,214 = 26.7%
This background leads planners to wonder whether gifts of almost all closely held
companies (both corporations, LLCs and partnerships) would have trouble satisfying the
“right to income from the property” alternative for present interest treatment, unless the
company actually makes regular cash distributions and the income flow is somehow
ascertainable.
Annual Exclusion Arguably Should be Available for Value of Assignee Interest. The
analysis in Hackl and Price indicates that generally the ability to sell donated property
connotes a substantial economic interest in the property that qualifies for the annual
exclusion. In Hackl, the court observed that the partners could sell their interests, but
they could only sell what amounts to an assignee interest in the LLC. The Tax Court
and the Seventh Circuit both observed that “the possibility that a shareholder might
violate the operating agreement and sell his or her shares to a transferee who would
then not have any membership or voting rights can hardly be called a substantial
economic benefit.”
In Price, §11.2 of the partnership agreement specifically says that an assignment to
anyone, not already a partner, would only convey an assignee interest. However, the
court said that did not override §11.1, which says that no partner shall sell any interest

7.

in the partnership without the written consent of all partners (even though the first five
words of §11.1 are “except as hereinafter set forth”). That seems incorrect — purported
transfers are not simply voided; indeed the partnership agreement provided that in the
event of any voluntary or involuntary assignment of a partnership interest, the
assignment is not just voided but the remaining partners have an option to purchase the
partnership interest for its fair market value.
In Price, the court reasoned that only an assignee interest was given to the children. If
under state law and the partnership agreement (despite the court’s interpretation of the
agreement), a partner (or assignee) could sell the assignee interest, the entire donated
interest in the partnership could be sold for value and should constitute a present
interest.
However, observe that the Tax Court and Seventh Circuit clearly do not agree with that
analysis.
Crummey-Like Withdrawal Power. Some planners have suggested giving the donees a
Crummey withdrawal power with respect to gifts of limited partnership interests. Such a
withdrawal right would enable the donees to withdraw the fair market value of their
limited partnership interests for a limited period of time after each gift. If the donees can
only withdraw the “fair market value” of their interests, this type of provision should not
have a significant impact on the amount of discount allowed in valuing the interests. “I
have been doing this for years in FLPs I created where (1) the partnership agreement
prohibited limited partners from transferring their interests and (2) the partnership was
unlikely to generate immediate income and (3) the gifts were intended to qualify for the
present interest exclusion…The buyback price is the fair market value of the units
(determined as you would want the FMV to be determined for gift tax purposes). The
FLP can borrow money to carry out the buyback, or distribute assets in-kind.”
Comments of Natalie Choate in Leimberg Estate Planning Newsletter (April 4, 2002).

8.

Gifts of Cash Followed By Purchase of Partnership Interests. Another approach to avoid
the annual exclusion issue is to make cash gifts to donees (perhaps grantor trusts), and
have the donees exercise their own discretion to purchase limited partnership interests
from the donor.

9.

Put Right. Some planners have suggested giving donee-partners a limited period of
time to sell the interest to the partnership for its fair market value, determined without
regard to the existence of the put right. Others have suggested using a conditional
assignment that is subject to the assignee being allowed to require the donor to
substitute income producing property equal in value of the donated partnership interest.
In either of those cases, the planner must make sure that the client is comfortable with
the possibility of such a demand being made on the partnership or the donor.
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Introduction
Section 510(c) of the Bankruptcy Code1 permits the bankruptcy court to
subordinate, on equitable grounds, all or part of a lender’s allowed claim or interest, to
transfer any lien securing a subordinated claim to the bankruptcy estate, or to disallow the
claim entirely in the appropriate circumstances, even if no preferential transfer (under §
547 of the Bankruptcy Code) or fraudulent conveyance (under § 548 of the Bankruptcy
Code) has occurred. It is well established that a bankruptcy court has the authority to
subordinate a claim on equitable grounds.2 This article will discuss the scope of equitable
subordination under § 510(c), in particular its application to a recent Montana bankruptcy
case, Credit Suisse v. Official Committee of Unsecured Creditors,3 where the court ruled
that the lender’s actions warranted subordination of its secured claim to all other claims
(secured and unsecured) in the borrower-debtor’s Chapter 11 bankruptcy proceeding.
Scope of the Equitable Subordination Doctrine
In general, the equitable subordination doctrine is limited to reordering priorities,
and does not permit total disallowance of a claim.4 A claim for equitable subordination
1

11 U.S.C. § 510(c). This section provides that:
[A]fter notice and a hearing the court may -(1) under principles of equitable subordination, subordinate for purposes of distribution all or part
of an allowed claim to all or part of another allowed claim or all or part of an allowed interest to
all or part of another allowed interest; or
(2) order that any lien securing such a subordinated claim be transferred to the estate.
2
See, e.g., Pepper v. Linton, 308 U. S. 295, 305, 605 S. Ct. 238, 244 (1939) (ruling that bankruptcy court
has exclusive jurisdiction over subordination, allowance, and disallowance of claims, and that court may
reject claim in whole or in part according to equities of each case); In re 80 Nassau Associates, 169 B.R.
832, 837 (Bankr. S.D.N.Y. 1994) (citing In re Kansas City Journalism, 144 F.2d 791, 800 (8th Cir. 1944),
court stated that “[t]he power to subordinate a claim derives from the Bankruptcy Court’s general equitable
power to adjust equities among creditors in relation to the liquidation results”); In re the O’Day Corp., 126
B.R. 370, 412 (Bankr. D. Mass. 1991) (“equitable subordination is an equitable remedy available to the
[bankruptcy] Trustee”); In re Poughkeepsie Hotel Assoc. Joint Venture, 132 B.R. 287, 292 (Bankr.
S.D.N.Y. 1991) (“The notion of equitable subordination, as embodied in § 510(c), is peculiar to bankruptcy
law and an issue which can only be decided in a bankruptcy setting”).
3
(In re Yellowstone Mountain Club, LLC), Case No. 08-6150-11, Adv. 09-00014 (Partial & Interim Order)
(Bankr. D. Mont., May 13, 2009) (Docket No. 289) (“Yellowstone Order”). See the discussion of this case
at note 10, infra, and accompanying text.
4
See In re 80 Nassau Associates, supra note 2, 169 B.R. at 837; Benjamin v. Diamond (In re Mobile Steel
Co.), 563 F.2d 692, 700 (5th Cir. 1977). However, if the conduct of the creditor is so egregious that it
affects the validity of the claim under applicable principles of law, the debtor can ask the court to disallow
it in full as part of the claims avoidance process. See In re Mobile Steel Co., supra, 563 F. 2d at 699 n. 10;
In re 80 Nassau Associates, supra note 2, 169 B.R. at 837 n. 4; In re Werth, 37 B.R. 979, 991 (Bankr. D.
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must be brought by an adversary proceeding, and generally may be initiated only by a
trustee or debtor in possession, unless a bankruptcy court authorizes another party to
initiate such a proceeding.5
The bankruptcy court generally invokes the sanctions set forth in § 510(c) of the
Bankruptcy Code when the lender has engaged in overreaching or lender control, which
occurs when the lender steps beyond the traditional role of a lender and participates in the
debtor’s business or engages in other egregious conduct that justifies the use of the
court’s equitable powers. In these situations, the court may decide to subordinate,
recharacterize, or even disallow a transaction that would not constitute a preferential
transfer or a fraudulent conveyance. The principles of equitable subordination are not set
out in the Bankruptcy Code, and are defined by case law. Equitable subordination is an
extraordinary remedy and courts generally have strictly construed § 510(c) when
determining whether equitable subordination is warranted in a particular situation. For
example, in In re Kreisler,6 the Seventh Circuit Court of Appeals stated that:
Equitable subordination allows the bankruptcy court to reprioritize a claim
if it determines that the claimant is guilty of misconduct that injures other
creditors and confers an unfair advantage on the claimant [citations
omitted]. The result is usually that the claimant receives less money than it
otherwise would (or none at all), but that is not the goal. Equitable
subordination is remedial, not punitive, and is meant to minimize the
effect that the misconduct has on other creditors (citation omitted)).7
The courts have developed various standards or “tests” to determine whether or
not the conduct (or misconduct) of a particular creditor should result in equitable
subordination of the creditor’s claim. The Fifth Circuit Court of Appeals, in In re Mobile
Steel Co.,8 set forth the standard three-part test for equitable subordination, i.e.:
(1) The claimant must have engaged in some type of inequitable conduct;
(2) The misconduct must have resulted in injury to the creditors of the
bankrupt or conferred an unfair advantage on the claimant; and (3)
equitable subordination of the claim must not be inconsistent with the
provisions of the Bankruptcy Act [the predecessor to the Bankruptcy
Code].9
Colo. 1984) (finding that oral loan agreement existed and that mortgagee had breached agreement; court
disallowed mortgagee’s claim in full); aff’d 54 B.R. 619 (Bankr. D. Colo. 1985).
5
See 9281 Shore Rd. Owners Corp v. Seminole Realty Co. (In re 9281 Shore Road Owners Corp), 187 B.R.
837, 852 (Bankr. E.D.N.Y. 1995).
6
546 F.3d 863 (7th Cir. 2008).
7
Id. at 865-66. See also In re First Alliance Mortg. Co., 497 F.3d 977, 1006 (9th Cir. 2006) (holding that
when remedy of equitable subordination involves non-insider, non-fiduciary, “the level of pleading and
proof is elevated; gross and egregious conduct will be required before a court [can] equitably subordinate a
claim”); Waslow v. MNC Commercial Corp. (In re Paolella & Sons, Inc.), 161 B.R.107, 119 (Bankr. E.D.
Pa. 1993) (noting that equitable subordination is seldom used in a noninsider, non-fiduciary scenario).
8
Supra note 4, 563 F.2d 563 F.2d 692 (5th Cir. 1977).
9
Id. at 700.
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Application to Fiduciaries and Insiders
In applying equitable subordination to parties who are deemed to be fiduciaries,
the creditor whose claim is sought to be subordinated generally must: (a) have acted in a
fiduciary capacity; (b) have breached a fiduciary duty; (c) that breach resulted in
detriment to those claimants to whom a duty was owed, or, (d) committed an act of moral
turpitude, causing damages to other creditors. Thus, the claims of fiduciaries, as well as
those of non-fiduciaries, can be subordinated. Normally, a creditor is not a fiduciary of
either the debtor or other creditors of the debtor and owes them no special duty, and
would have to exercise virtually complete control over the debtor or its business to be
treated as a fiduciary. Where the claimant is an insider,10 its dealings with the debtor will
be subject to closer scrutiny than if the claimant is a non-insider. Where the claimant is a
non-insider, egregious conduct must be proven with particularity.11
A Case for Equitable Subordination: In re Yellowstone
In a recent decision with especially bad facts (for the lender), Credit Suisse v.
Official Committee of Unsecured Creditors,12 the bankruptcy court, noting Credit
Suisse’s “gross and egregious conduct” -- including its lack of due diligence and
negligent lending practices and the fact that 94% of the loan proceeds were used for
purposes unrelated to the borrower-developer’s business purposes -- subordinated the
entire $232 million first-priority secured claim of Credit Suisse (which acted as lead
arranger for the syndicated loan) to the claims of the debtor-in-possession lender and the
unsecured creditors, in the borrower-developer’s Chapter 11 bankruptcy proceeding.
This case was a declaratory judgment and avoidance action arising out of a $375
million pre-petition secured loan by Credit Suisse and other prepetition lenders on
September 30, 2005, to Yellowstone Mountain Club, LLC, Yellowstone Development,
LLC and Big Sky Ridge, LLC (collectively, the “Borrowers,” and, together with their
affiliate Yellowstone Club Construction Company, LLC , the “Debtors”). After payment
10

The term “insider” is defined in § 101(31) of the Bankruptcy Code.
See, e.g., Fluharty v. Wood Products, Inc. (In re Daugherty Coal Co., Inc.), 144 B.R. 320, 323 (N.D.
W.Va. 1992) (holding that where claimant is a fiduciary of debtor or insider, “the trustee/debtor must only
prove unfairness in the transaction; otherwise subordination is proper only in cases of fraud, spoliation or
overreaching”); In re N & D Properties, Inc., 799 F.2d 726, 731 (11th Cir. 1986) (same); In re Missionary
Baptist Church Foundation of America, Inc., 818 F.2d 1135, 1144 n. 8 (5th Cir. 1987) (same); In re W.T.
Grant Co., 699 F. 2d 599 (2d Cir. 1983), cert. denied, 464 U.S. 822 (1985) (distinguishing between
severity of conduct required for equitable subordination of fiduciary claims and non-fiduciary claims);
Capitol Bank. & Trust Co. v. 604 Columbus Avenue Realty Trust (In re 604 Columbus Avenue Realty
Trust), 968 F.2d 1332, 1360 (1st Cir. 1992) (“[w]hether the creditor is an insider or fiduciary of the debtor is
fundamentally important to the level of scrutiny that courts apply to allegations of misconduct against a
creditor”); In re Fabricators, Inc., 926 F.2d 1458, 1465 (5th Cir. 1991) (ruling that if the claimant is not an
insider, “then evidence of more egregious misconduct . . . is necessary”); In re Beverages International
Ltd., 50 B.R. 273, 281 (Bankr. D. Mass. 1988) (“[t]he burden is on an insider claimant to show the inherent
fairness and good faith of the challenged transaction”); A. DiNatale and P. Abram, The Doctrine of
Equitable Subordination as Applied to Nonmanagement Creditors, 40 BUS. LAW. 417, 430-45 (1985).
12
(In re Yellowstone Mountain Club, LLC), supra note 3, Case No. 08-6150-11, Adv. 09-00014 (Partial &
Interim Order) (Bankr. D. Mont., May 13, 2009) (Docket No. 289).
11
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of a pre-existing mortgage indebtedness as well as transaction costs and fees, a total of
$342 million was disbursed to the Debtors, of which (according to the credit agreement
entered into by the parties on September 5, 2005 (“Credit Agreement”)) up to $209
million could be used as “distributions or loans” for purposes unrelated to the Debtors’
Yellowstone Club development; and up to another $142 million was authorized by the
Credit Agreement to be used for investments into “unrestricted subsidiaries” for purposes
that similarly were unrelated to the Yellowstone Club development. Thus, the bulk of the
loan proceeds (up to $351 million) were designated to be used for purposes outside of,
and unrelated to, the Yellowstone Club or the Debtors’ business purposes. Interestingly,
in the past the Debtors outstanding debt (pursuant to a revolving line of credit) ranged
from approximately $4 million to $5 million on the low end and to approximately $60
million on the high end.
According to a later reported decision in this bankruptcy proceeding:13
Timothy L. Blixseth and his former wife, Edra Blixseth (“Edra”), formed
the Debtor corporations on the land that Blixseth acquired through various
transactions, and began development in the late 1990s of the world's only
private ski and golf community, commonly referred to as the Yellowstone
Club. The Yellowstone Club is a membership only master-planned unit
development, situated on 13,500 acres of private land in Madison County,
Montana near Big Sky, Montana.
The court stated further that:
Credit Suisse was specifically trying to ‘break new ground with a product
by doing real estate loans in the corporate bank market.’ Through its new
syndicated term loans, Credit Suisse was able to offer a loan product the
size of which had previously been unavailable to borrowers.14
As the court in this case further noted, the borrowing entity would “receive[] a
syndicated loan from Credit Suisse’s Cayman Islands branch, which allowed the equity
holders in said entities to take sizable distributions from all or part of the Credit Suisse
loan proceeds.”15 The Yellowstone Order summarized the flaws of this new loan product
as follows:
In 2005, Credit Suisse was offering a new financial product for sale. It was
offering the owners of luxury second-home developments the opportunity
to take their profits up front by mortgaging their development projects to
the hilt. Credit Suisse would loan the money on a non-recourse basis, earn
a substantial fee, and sell off most of the credit to loan participants. The
development owners would take most of the money out as a profit
13

Credit Suisse v. Official Committee of Unsecured Creditors (In re Yellowstone Mountain Club, LLC),
415 B.R. 769, 783 (Bankr. D. Montana, 2009).
14
Id. at 784.
15
Id.
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dividend, leaving their developments saddled with enormous debt. Credit
Suisse and the development owners would benefit, while their
developments – and especially the creditors of their developments – bore
all the risk of loss. This newly developed syndicated loan product enriched
Credit Suisse, its employees and more than one luxury development
owner, but it left the developments too thinly capitalized to survive.
Numerous entities that received Credit Suisse's syndicated loan product
have failed financially.16
From the inception of the loan in 2005 through the filing of the Debtors’
bankruptcy petition in November 2008, the debtors were continually behind on their
accounts payable, and had missed their profitability projections – by a significant amount
- for the nine months before the loan from Credit Suisse. Kent Mordy (“Mordy”), a
certified public accountant and certified insolvency and reorganization advisor,
“concluded that the purported $209 million loan to BGI [Blixeth Group, Inc.] and its
affiliates was not in fact a loan under generally accepted accounting principles, but was
rather, a distribution and a return of capital to BGI and its then owner, Blixseth . . . In
sum, the $209 [sic] distribution to BGI left the Debtors highly leveraged and with too
little capital with which to fund their financial plans and projections.”17
The Yellowstone Order also noted, at p. 18, that Credit Suisse was aware that
Cushman & Wakefield had previously appraised the mortgaged property in 2004 at a
valuation of $420 million and “thus either knew or should have known that the collateral
that Blixeth proposed for the Credit Suisse loan had a fair market value of $420 million in
2004. The Court highly doubts that Credit Suisse could have successfully syndicated the
Yellowstone club loan if the loan to value ratio was 90 percent.”
Credit Suisse nonetheless commissioned Cushman & Wakefield to employ its
newly developed valuation methodology based almost entirely on the Debtors’ future
financial projections, which the Yellowstone Order concluded bore no relation to the
Debtors’ actual past or current (negative) cash flow from the property. The Yellowstone
Order noted that the “Total Net Value” appraisal methodology was first developed by
Cushman & Wakefield when Credit Suisse was selling its syndicated-loan product to
another resort developer, and that the methodology “does not comply with the Financial
Institutions Recovery Reform Act of 1989 (“FIRREA”), but that was not important to
Credit Suisse because Credit Suisse was seeking to sell its syndicated loans ‘to non-bank
institutions.’”18
After carefully reviewing all the evidence, the Yellowstone Order stated as
follows:
The only plausible explanation for Credit Suisse's actions is that it was
simply driven by the fees it was extracting from the loans it was selling,
16

Yellowstone Order, at P. 16.
In re Yellowstone Mountain Club, LLC, supra note 13, 415 B.R. at 788.
18
Yellowstone Order, at P. 7.
17
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and letting the chips fall where they may. Unfortunately for Credit Suisse,
those chips fell in this Court with respect to the Yellowstone Club loan.
The naked greed in this case combined with Credit Suisse's complete
disregard for the Debtors or any other person or entity who was
subordinated to Credit Suisse's first lien position, shocks the conscience of
this Court. While Credit Suisse's new loan product resulted in enormous
fees to Credit Suisse in 2005, it resulted in financial ruin for several
residential resort communities. Credit Suisse lined its pockets on the backs
of the unsecured creditors. The only equitable remedy to compensate for
Credit Suisse's overreaching and predatory lending practices in this
instance is to subordinate Credit Suisse's first lien position to that of
CrossHarbor's superpriority debtor-in-possession financing and to
subordinate such lien to that of the allowed claims of unsecured
creditors.19
In a later decision by the bankruptcy court involving a separate issue in the case, In re
Yellowstone Mountain Club, LLC,20 the court noted that “[t]he disputes and resulting
litigation in this case between the Debtors, the Official Committee of Unsecured
Creditors, Credit Suisse and CrossHarbor was of a magnitude never seen before in this
Court.”21 The court further noted that:
[A]fter a lengthy trial and following an incredible number of hearings,
many held on an emergency basis, the Debtors, the Official Committee of
Unsecured Creditors, Credit Suisse and CrossHarbor, during the eleventh
hour of the auction of the Debtors' assets, [in which Credit Suisse
participated for the sole purpose of protecting its claim] reached a global
resolution of their disputes. That global resolution is reflected in the
Debtors' Third Amended Chapter 11 Plan, which Plan was confirmed by
Order entered June 2, 2009.22
However, the “global” settlement did not deal with or decide the issue of whether
all the lenders that participated in the syndicated loan should be held accountable for the
actions of the lead arranger, Credit Suisse, in connection with confirmation of the
Debtors’ reorganization plan. But the court did vacate its previous equitablesubordination order -- thereby negating any chance of appeal or use of this decision, or
the Yellowstone Order, as persuasive authority. But the Yellowstone case, even though it
has extremely bad facts and will not be a reported decision, certainly remains a
cautionary tale for secured lenders in terms of lender-liability risk and the ability to
demonstrate proper due diligence.23
19

Id. at P. 19.
2009 WL 2163528 (Bankr. D. Mont, July 16, 2009).
21
Id. at *1.
22
Id. at *2.
23
See Jo Ann Brighton and Felton E. Parrish, Yellowstone: New Standards for Lender Liability in Today’s
Economic Climate, 28-SEP AM. BANKR. INST. J. 28 (2009) (arguing that Yellowstone decision is “disturbing”
because loan was a “fairly standard syndicated loan transaction” that had been negotiated at arms length,
and creditor does not have fiduciary duty to borrower and may act in its own self interest). Cf. J. Thomas
20
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On January 3, 2009, property owners in four luxury and golf resorts, including the
Yellowstone Club, filed a lawsuit against Credit Suisse and Cushman & Wakefield, Inc.,
seeking $24 billion in damages ($8 billion of actual damages and $16 billion of punitive
damages) and seeking class-action status for more than 3000 investors who bought land
or homes at the resorts. The lawsuit claims that Credit Suisse violated federal
racketeering laws, overinflated the value of the properties, and knowingly burdened the
properties with too much debt.24
Other Court Decisions Finding Equitable Subordination
Several other courts have found a significant level of inequitable conduct by a
secured creditor to justify the subordination of all or a portion of such creditor’s claim to
the claims of unsecured creditors (or even, in rare circumstances, disallowance of the
secured creditor’s claim). See, e.g., In re Herby’s Foods, Inc.25 (finding sufficient
evidence of inequitable conduct when an insider with full knowledge that debtor was
undercapitalized and insolvent advanced funds to debtor in form of loans when no other
third party lender would have done so); In re the O’Day Corp.26 (holding that creditor’s
conduct was tantamount to overreaching and therefore constituted sufficient grounds to
subordinate creditor’s claim pursuant to § 510 of Bankruptcy Code); In re Ambassador
Riverside Inv. Group27 (subordinating mortgagee’s $4 million first mortgage on equitable
principles because mortgagee’s agent misrepresented availability of construction loan and
take-out loan); In re Osborne28 (holding that mortgagee’s secured claims were
subordinate to unsecured claims of trade creditor as result of mortgagee’s
misrepresentations regarding debtor’s ability to pay trade creditor; court noted that degree
of misconduct that plaintiff must show in case of non-insider must be tantamount to
fraud, misrepresentation, overreaching or spoliation to detriment of others); In re Werth,
supra29 (finding that that mortgagee had breached oral loan agreement; court disallowed
mortgagee’s claim in full); In re American Lumber Co.30 (ruling that because of
mortgagee’s control of mortgagor’s plant and cash disbursements, mortgagee had

Beckett, A Rogue Loan, Not a Rogue Decision: A Response to a Recent Analysis of Yellowstone, 28-NOV
22 (2009) (disputing conclusions of Ms. Brighton and Mr. Parrish, supra, and arguing
that in fact Yellowstone decision was correct and lender was properly chastised by court -- which concluded
that lead arranger’s due diligence was “all but non-existent” -- and also arguing that “[l]ending other
people’s money, Credit Suisse sold a colossal and unnecessary loan to the owner of the Yellowstone Club,
a loan that Yellowstone could not possibly repay” and that “[t]he purpose of the loan was not to benefit the
club but to take money out of the club for the exclusive enjoyment of its owner”). [Note: Mr. Beckett and
his law firm represented the creditors’ committee in the Yellowstone litigation and the underlying
bankruptcy case; Ms. Brighton and Mr. Parrish’s law firm represented Timothy Blixseth, a defendant in the
Yellowstone litigation, in the underlying bankruptcy case.]
24
See Gibson et al v. Credit Suisse AG et al, U.S. District Court (D. Idaho), No. 10-00001 (Jan. 3, 2009).
For a discussion of this filing, see Jonathon Stempel, Credit Suisse Sued Over Resorts, $24 Billion Sought,
REUTERS BUSINESS & FINANCIAL NEWS, Jan. 4, 2009, available at http://www.reuters.com/assets/print?aid.
25
2 F3d 128, 132-134 (5th Cir. 1993).
26
Supra note 2, 126 B.R. at 412.
27
62 B.R. 147 (Bankr. M.D. La. 1986).
28
42 B.R. 988, 996 (Bankr. W.D. Wis. 1984.
29
37 B.R. at 991.
30
5 B.R. 470 (Bankr. D. Minn. 1980).
AM. BANKR. INST. J.
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received voidable preference; court entered judgment against mortgagee, subordinating
mortgagee’s claim to other creditors).
Cases Not Finding Conduct Justifying Equitable Subordination
Other courts have found an insufficient showing of inequitable conduct to justify
invoking the remedy of equitable subordination. See, e.g., United States v. Noland 31
(reversing and remanding decision by Sixth Circuit that IRS penalty claim was subject to
equitable subordination under § 510(c) notwithstanding absence of misconduct by IRS,
and holding that bankruptcy court may not equitably subordinate claims on a categorical
basis in derogation of Congress’s scheme of priorities); In re After Six, Inc.32 (holding
that fact that lender sought to advance its own legitimate interests contrary to those of
other creditors did not render lender’s actions unconscionable; court noted that Uniform
Commercial Code prohibition against commercially unreasonable disposition of
collateral does not apply to “the creation or transfer of an interest in real estate”); In re
Dry Wall Supply, Inc.33 (rejecting equitable subordination based on allegations that
creditor knew that loan transaction would render borrower insolvent); In re WCC Holding
Corp.34 (finding that lender’s claim cannot be subordinated on basis of debtor’s
undercapitalization or because lender should have known that company would fail); In re
Anchor Resolution Corp.35 (ruling that plaintiffs had not shown grounds for equitable
subordination and stating that “disparate treatment of unsecured creditors obviously is not
the test for [equitable] subordination”); First National Bank of Barnesville v. Rafoth (In
re Baker & Getty Financial Services, Inc., supra36 (rejecting claim of equitable
subordination where bank’s alleged inequitable conduct “occurred before bankruptcy
proceedings and was not specifically directed toward injury of the debtor or other
creditors or for gaining an unfair advantage over other creditors”); Boyajian v.
DeFusco,37 (concluding that equitable subordination or disallowance of claim was
inappropriate absent showing of any particular inequity with respect to other creditors);
United States v. Reorganized CF & I Fabricators of Utah, Inc.38 (holding that insider
loans may not be equitably subordinated simply because they were made by insiders); In
re Hartland Chems.39(lender did not exercise sufficient control over management of
debtor to cause it to be fiduciary of debtor or justify equitable subordination); In re
Kreisler40 (“Even accepting that [the debtors] committed misconduct within the
contemplation of this equitable doctrine, misconduct alone doesn't justify subordination
of this claim. Only misconduct that harms other creditors will suffice, and there is no
evidence that [the debtors’] scheme harmed any of their creditors”); In re Automotive

31

517 U.S. 535, 116 S. Ct. 1524, 1526 (1996).
177 B.R. 219, 227, 232 (Bankr. E.D. Pa. 1995).
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Professionals, Inc.,)41 (holding that “unclean hands” defense did not apply to trustee’s
equitable subordination claim; and stating that “[t]his focus on the actions of the creditor
to be subordinated, not the debtor, makes sense because the debtor does not stand to gain
or lose from equitable subordination--it simply rearranges the order in which creditors
will be paid from the estate”).
Summary
As noted earlier, the Yellowstone case has extremely bad facts. But the
Yellowstone case (and the Yellowstone Order) illustrate clearly that, at least in this case,
Credit Suisse likely would not have been able to successfully syndicate the mortgage loan
if it had been structured as a typical (and traditional) mortgage loan based on 1) a true
current loan-to-value ratio of the project; 2) projected revenue based on past history (and
not on the Debtors’ unjustified revenue projections with no independent verification); 3)
a current FIREEA-approved appraisal of the valuation of the real property. Even though
the that “nothing in the record suggests that the loan between Credit Suisse and Blixeth
was not at arms length,’42 the court found that the true purpose of the loan was to earn
large fees for Credit Suisse that were not commensurate with the risk involved or the
anticipated ability of the borrower to service the loan in the future. The Yellowstone court
decisions, somewhat surprisingly, totally ignored the standard “fraudulent transfer”
analysis that would normally apply, i.e., whether the Debtors were solvent when the loan
was made and whether adequate consideration was exchanged -- instead finding that
Credit Suisse’s actions were so egregious and overreaching in and of themselves that
equitable subordination was justified. This is more of a lender-liability analysis by the
court than a consideration of the factors normally used to determine if equitable
subordination is justified, and it will be interesting to see if other bankruptcy courts
follow this line of reasoning.
Certainly mortgage lenders now would be well advised to reconsider their duediligence efforts in connection with one-off mortgages as well as syndicated and
participated loans, and perform a thorough financial analysis of the borrowing entity as
well as the income likely to be generated by the property in the future, bolstered by a
current appraisal by a certified appraiser using standard commercial appraisal protocols
and standards. (It remains unclear whether higher standards will be imposed where the
loan is syndicated as opposed to remaining on the lender’s own books.) Also, lenders
would be well advised to avoid situations where a large portion of the loan proceeds is
being diverted (with the lender’s knowledge and acceptance) to equity participants for
purposes unrelated to the financed project or the borrower’s stated business purposes.
Finally, the Yellowstone court may have been influenced by the fact that if Credit Suisse
maintained its first-priority mortgage position with respect to collateral insufficient to
cover even its own loan, the other creditors (CrossHarbor, which supplied the debtor-inpossession financing, and the allowed claims of unsecured creditors, as well as the parties
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398 B.R. 256, 260 (Bankr. N.D. Ill. 2008.
Yellowstone Order, at P. 9. The Yellowstone Order noted that the loan transaction fee was actually
negotiated downward by Blixeth from three percent to two percent. Id.
42
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entitled to the approved administrative fees of and costs of the bankruptcy estate) would
receive virtually nothing.43

43

See, e.g., In re Kreisler, supra note 6, 546 F.3d at 866-67 (“Even accepting that [the debtors] committed
misconduct within the contemplation of this equitable doctrine, misconduct alone doesn't justify
subordination of this claim. Only misconduct that harms other creditors will suffice” (emphasis added));
Boyajian v. DeFusco (In re Giorgio), supra note 37, 862 F.2d at 939, in which the court held that equitable
subordination or disallowance of a claim was inappropriate absent a showing of any particular inequity
with respect to other creditors, and stating that:
In this case, the record reveals no particular inequity vis-à-vis other creditors. The loans
in question took place several years before bankruptcy. They were apparently made
without other creditors in mind; indeed, the record does not reveal who the other creditors
are, and how, if at all, [the lender’s] conduct might have been unfair to them.
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REVISIONS TO THE 2007 MARYLAND OPINION REPORT
By Edward J. Levin*
January 26, 2010
The Special Joint Committee (the “Committee”) of the Section of Business Law and the
Section of Real Property, Planning and Zoning of the Maryland State Bar Association, Inc.
(“MSBA”) recently revised its 2007 Report on Lawyers’ Opinions in Business Transactions (the
“2007 Report”), and the revisions were approved by the Section Councils of each of the
sponsoring sections.
The 2007 Report and the 2009 revisions to it are posted at
http://msba.org/docs/opinionmatters.asp.1
The 2007 Report, which is more than 260 pages long, includes an illustrative certificate
from a company officer to the opinion giver and four illustrative opinions – a business
transaction opinion, a “long form” real estate loan opinion, a “short form” real estate loan
opinion which does not include a number of implicit assumptions and qualifications, and a share
issuance opinion. The 2007 Report updated, revised, and added to the Maryland Opinion Report
that was written in 1989 and published at 45 Bus. Law. 705 (1990) (the “1989 Report”). As the
law and practice have changed since the 1989 Report was issued, limited liability companies,
business trusts, and REITs have come into existence or become more popular. The 2007 Report
addressed opinion related issues concerning those entities, as well as evolving issues relating to
partnerships and corporations. The adoption by Maryland and every other state of revisions to
Article 9 of the Uniform Commercial Code made changes in the way in which security interests
in personal property are created and perfected, and the 2007 Report discusses how these changes
affect opinion practice. Additionally, the 2007 Report includes a section on equity issuances,
which was not part of the 1989 Report.
The 1989 Report and its illustrative opinions were widely used by opinion givers and
opinion recipients in Maryland because of the Report’s balanced approach, and the 2007 Report
has gained the same broad acceptance during the past two and one-half years. The illustrative
opinion letters in the 2007 Report are particularly user-friendly because they note to which of the
specific opinions the assumptions and qualifications relate, and they include footnotes that
provide guidance to and alternatives for opinion givers. Maryland lawyers frequently used the
1989 Report as a reference source, and they now employ the 2007 Report in the same way
because of the Reports’ discussions regarding the due diligence that is necessary to render the
various opinions that are addressed in them.
* Edward J. Levin is a member of Gordon, Feinblatt, Rothman, Hoffberger & Hollander, LLC in Baltimore. He
served as a member of the Steering Committee of the 2007 Report and its revision, and he currently serves as chair
of the Committee. He was a co-chair of the committee that wrote the 1989 Report. He chaired the Attorneys’
Opinions Committee of the American College of Real Estate Lawyers from 1992 to 1999, and he is the current chair
of the Legal Opinions in Real Estate Transactions Committee of the Section of Real Property, Estates and Trust Law
of the American Bar Association. Copyright Edward J. Levin 2010. All rights reserved.
1 This site also includes separate postings of the four illustrative opinions and the illustrative certificate from the

2007 Report as revised in 2009 that are referenced herein. The 1989 Report referenced herein is also posted at this
site.
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For preparing the 2007 Report, the Sections of Business Law and Real Property, Planning
and Zoning received the Presidential Best Section Project Award from the MSBA in June 2007.
Further, the 2007 Report has been widely acclaimed by various opinion-related groups
nationally, including the American College of Real Estate Lawyers (ACREL) and the Legal
Opinions in Real Estate Transactions Committee of the Section of Real Property, Estates and
Trust Law of the American Bar Association.
Last year Donald Glazer, one of the authors of Glazer and FitzGibbon on Legal Opinions,
reviewed the 2007 Report in connection with a forthcoming supplement to his treatise. Although
he praised the 2007 Report generally, he suggested that it should be changed in several ways.
Mr. Glazer expressed a concern about the 2007 Report’s position that all opinion letters rendered
under Maryland law should be interpreted in accordance with the provisions of the 2007 Report,
regardless of whether the opinion letters specifically incorporate the 2007 Report by reference.2
Also, he recommended that this concept be addressed in a more conspicuous part of the 2007
Report.
The issue regarding the relationship of bar association reports with opinion letters
rendered under the law of the states of those reports needs to be understood in context. After the
issuance of the 2007 Report, 28 bar association groups, committees, and associations approved
the “Statement on the Role of Customary Practice in the Preparation and Understanding of
Third-Party Legal Opinions,” which was published at 63 Bus. Law. 1277 (2008) (the
“Statement”). The ABA Section of Business Law sponsored the Statement, and the signatories
to it included the ABA Section of Real Property, Trust and Estate Law, the MSBA Section of
Business Law, and the MSBA Section of Real Property, Planning and Zoning. The Statement
explains the role of customary practice in the interpretation of opinion letters as follows:
“Customary practice permits an opinion giver and an opinion recipient . . . to have common
understandings about an opinion without spelling them out.” The Statement concludes with the
following language:
The Restatement [referring to Sections 51, 52 and 95 of the American Law
Institute’s Restatement (Third) of the Law Governing Lawyers] treats bar
association reports on opinion practice as valuable sources of guidance on
customary practice. Customary practice evolves to reflect changes in law and
practice.
Some closing opinions refer to the application of customary practice.
Others do not. Either way, customary practice applies. 63 Bus. Law at 1278.
2 The last three sentences of the third paragraph on page 173, Section D.17, “Assumptions, Qualifications, and
Other Limitations” provided:
It is intended that, by using the sample language for assumptions and qualifications set forth in this Report,
those assumptions and qualifications will have the meanings and be interpreted as discussed in this Report.
In order to further this goal, the Committee has specified that, unless stated otherwise in an opinion letter,
it is implicit in every opinion, which indicates in the opinion letter that it is given as to the laws of the State
of Maryland, that the opinion is to be interpreted in accordance with this Report. Accordingly, to the
extent any opinion letter given under Maryland law uses sample language from this Report to express an
assumption, qualification or limitation, that sample language should be interpreted in accordance with the
discussion set forth in this Report.
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In light of the view of Mr. Glazer and the language of the Statement, the Committee
deleted the language on page 173 of the 2007 Report that all opinions under Maryland law
incorporate the 2007 Report by reference, whether or not they so specify, and it added a
paragraph to Section B, “Statement of Policy” on page 6 of the 2007 Report. The new paragraph
states that it is the Committee’s belief that the 2007 Report reflects customary opinion practice in
Maryland. It also states that, to the extent an opinion letter under Maryland law uses language
from the 2007 Report to express an opinion, assumption, qualification, or limitation, such
language should be interpreted as set forth in the 2007 Report. However, the language added to
the Statement of Policy does not provide that all opinions under Maryland law incorporate the
2007 Report by reference.3
In reviewing the 2007 Report to update his treatise, Mr. Glazer made a number of other
suggestions for changes to the 2007 Report, some of which were based on positions taken by
other bar association opinion reports. The Committee considered all of Mr. Glazer’s comments
and agreed that some of them merited changes to the 2007 Report while others did not. As to the
changes that the Committee did not make, it believed that certain of Mr. Glazer’s
recommendations were not consistent with Maryland law or practice, and the Committee decided
to take a different position from Mr. Glazer on other points.
The additional changes that the Committee did make to the 2007 Report are as follows:
1.
Pages 21 and 22, Section C.3.k. “Procedures / Foreign Law.” In connection with
the discussion about rendering an opinion when the law governing the transaction documents is
other than Maryland law (and the opinion giver is not admitted to practice in the jurisdiction of
the governing law), the Committee added as an option that the opinion giver may be permitted to
render an “enforceability” opinion with the assumption that the documents in question are
governed by the law of Maryland (in addition to the assumption that the laws of the state chosen
to govern the transaction are identical to the laws of Maryland). The Committee also revised the
illustrative share issuance opinion of the 2007 Report to reflect this change.
2.
Page 51, Section D.4. “Authorization, Execution, Validity and Enforceability.”
The Committee revised the language of the “authorization” opinion to make it clear that this
opinion means that all action has been taken at the entity level to authorize the company’s
execution, delivery, and performance of the transaction documents (as opposed to action that
may have been taken by any other person, agency, or authority). The Committee also revised the
four illustrative opinions of the 2007 Report to reflect this change.
3 The new language in Section B, “Statement of Policy,” is:
The Committee’s view is that this Report reflects customary practice in Maryland with respect to issuing
and receiving opinions on the matters addressed by this Report. Since the issuance of this Report on June
14, 2007, the Sections of Business Law and Real Property, Planning and Zoning, along with many other
organizations and associations, adopted the Statement on the Role of Customary Practice in the Preparation
and Understanding of Third-Party Legal Opinions dated August 1, 2008 (the “Statement of Customary
Practice”). [63 Bus. Law. 1278 (2008)] The Statement of Customary Practice specifies that customary
practice applies in determining the meaning of an opinion letter and that bar association reports, such as
this Report, are valuable sources of guidance on customary practice. Accordingly, the Committee believes
that to the extent any opinion letter given under Maryland law uses language from this Report to express an
opinion, assumption, qualification, or limitation, that language should be interpreted in accordance with the
meaning and discussion set forth in this Report.
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3.
Pages 52 and 53, Section D.4. “Authorization, Execution, Validity and
Enforceability.” The Committee changed the word “persons” to “individuals” in the
commentary about the “execution” opinion to make it clear that opinion givers may assume that
natural persons have the legal capacity to sign documents, but opinion givers may not make the
same assumption about entities.
4.
Page 65, Section D.5.1 “Equity Issuances / Corporation.” The 2007 Report stated
that an opinion that shares of a corporation have been “duly issued” could be rendered without
regard to whether the shares were issued in violation of preemptive rights of existing
stockholders. The Committee changed the discussion on this matter to provide that preemptive
rights may be covered by “validly issued” opinions. The Committee provided that if a
corporation’s charter or bylaws restrict the issuance of stock that violates preemptive rights, a
“validly issued” opinion cannot be rendered.
5.
Page 145, Section D.9, “No Violations of Law.” In the 2007 Report, the
Committee strongly discouraged the requesting and giving of “no violations of law” opinions.
The Committee revised the commentary about “no violations of law” opinions to indicate that
such opinions may be given if the opinion letters contain substantial limitations and appropriate
qualifications.
6.
Pages 155 and 156, Section D.12, “No Litigation.” The commentary to the 2007
Report stated that arbitrations and mediations were intended to be covered by “no litigation”
opinions, but the form of “no litigation” opinion in the 2007 Report did not specifically refer to
arbitrations or mediations. The Committee became concerned that opinion givers may
inadvertently render “no litigation” opinions that implicitly include reference to arbitrations and
mediations. Therefore, the Committee amended the form of “no litigation” opinion to explicitly
refer to proceedings before arbitrators and mediators so that those who render “no litigation”
opinions will be aware of the need to consider arbitrations and mediations. The Committee also
revised the four illustrative opinions of the 2007 Report to reflect this change.
7.
Pages 174 to 176, Section D.17, “Assumptions, Qualifications and Other
Limitations.” The lead-in language to the “assumption” section of the illustrative opinion letters
that previously appeared in the 2007 Report provided: “In reaching the opinions set forth below,
we have assumed, and to our knowledge there are no facts inconsistent with, the following: . . . .”
(Underscore added.) The effect of the underscored language was to provide the opinion recipient
with an implied negative assurance about the matters that were being assumed, which include the
representations and warranties in the loan documents. This language could be a problem because
the term “our knowledge” is defined in the illustrative opinions that are part of the 2007 Report
to include the knowledge of specified lawyers in the firm of the opinion giver; however, it may
be that not all of those lawyers will have reviewed the loan documents. If a lawyer who is
included within the group whose knowledge is encompassed by the term “our knowledge”
knows of a misstatement in the representations and warranties in the loan agreement, but that
lawyer does not review the loan documents, the lawyer would not be aware of the need to call
out the misstatement. In such a case, the opining firm would not want to render an opinion that it
does not have knowledge of facts inconsistent with the loan documents. Therefore, the
Committee deleted the underscored words. The Committee also revised the four illustrative
opinions of the 2007 Report to reflect this change.
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“Failure to Mediate Leads to Remediation of Moldy Delusional Dispute”
by Paul Fisher, click here for bio.
This case contains two new twists on two old rules, all of which is a powerful warning to
attorneys.
Plaintiff brought suit against Newport Crest Homeowners Association (the “HOA”) and
others claiming biological, mold and other contamination to her residential unit. The
dispute was resolved at a mediation. A settlement agreement was signed that provided
for: (i) the HOA to pay $500,000 to plaintiff, (ii) the HOA to conduct remediation, and
(iii) in the event of future conflict, the parties must first mediate before seeking judicial
relief. The HOA paid the $500,000. Subsequently, plaintiff filed a petition to enforce the
settlement agreement pursuant to Code of Civil Procedure Section 664.6 contending
that the HOA failed to remediate the biological and mold conditions. The HOA filed an
opposition motion and filed its own petition to enforce the settlement agreement
pursuant to Code of Civ. Pro §664.6 contending that plaintiff had failed to mediate the
dispute which arose subsequent to the settlement. The trial court, on its own motion, set
an order to show cause for dismissal, and after hearing, ordered plaintiff’s case
dismissed.
The court of appeal (the “Court”) found that the parties had signed a binding settlement
agreement, which had been approved by their counsel at the mediation, and that all
parties wanted the settlement agreement to be enforced, except plaintiff wanted the
mediation provision “excised”. After plaintiff had substituted herself in as attorney of
record, defense counsel repeatedly and unsuccessfully attempted to serve her with
proposed dates for a mediation to resolve the then current conflict. She was finally
served by process server when she appeared in court on another matter. The Court
also found that the settlement agreement had been fully performed in that the HOA had
paid the $500,000 plus other payments and had done the remediation allowed by
plaintiff.
Plaintiff argued a seemingly endless list of issues including that the mediation provision
in the settlement agreement applied only to disagreements as to interpretation of the
terms of the agreement and not to the performance of the agreement. The Court
observed that plaintiff sought to enforce the settlement agreement terms which she
believed benefitted her and not to enforce the mandatory mediation provision, or
alternately, that use of a mediator was an option. The Court concluded that the entire
settlement agreement was enforceable, including the mediation provision, and that
plaintiff had failed to first mediate before bringing her petition to enforce the settlement
agreement.
There is a subtle undertone to the language used by the Court in this opinion. This
undertone suggests that although the Court rendered its decision completely impartially
(which I believe it did) it was none the less more than a little put off by the plaintiff’s
tactics, particularly the plaintiff’s tactics when acting as attorney in pro per (pro se).

Two new twists on two old rules
First old rule and new twist: the court will enforce mandatory mediation provisions, here
a mediation provision in a settlement agreement reached during mediation. Second old
rule and new twist: an attorney who represents him or herself has a fool for a client,
especially when the attorney in pro per has already fired three prior counsel, has failed
to mediate when required to do so pursuant to a previously signed settlement
agreement and has offended the trial and appellate court. Beware: This case appears to
indicate that an attorney in pro per can become infected with a virus of self delusion and
be incapable of knowing the danger he or she is in.
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Paul Fisher has resolved many hundreds of disputes as Mediator since 1986, and has heard hundreds of cases
as Arbitrator since 1978. Paul has been a full time mediator since 1991. From 1971 until 1991, he was in a
litigation practice specializing in complex real estate, business and construction disputes.
He is an adjunct professor of law at the Straus Institute for Dispute Resolution, Pepperdine University. In
2001, Paul was named to the Distinguished Panel of Neutrals of New York's CPR International Institute for
Conflict Prevention & Resolution. In 2002, he received the Los Angeles County Board of Supervisors Award
for Case of the Year. In 2006, Paul was a discussion leader at the Harvard - International Academy of
Mediators conference.
Paul is a nationally published author, and frequent speaker. He is Co-Chair of the ABA Committee on
Emotional and Psychological Issues in Estate Planning. He has been selected as a 2007, 2008, 2009 and 2010
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