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Whenever a client wants to cap gift tax exposure, planners should consid-
er using a defined-value clause implemented by use of an escrow trust. 

A defined-value clause limits the quantity of assets gifted or sold 
until a final determination of value is made. Because of the Tax Court’s 
2003 decision in McCord v. Commissioner1 and recent rulings by the 
Internal Revenue Service, practitioners are worried that courts might not 
respect these formula clauses. On the one hand, they might be lumped in 
with “price-adjustment clauses”—which most courts have condemned as 
against public policy. On the other hand, a defined-value clause used to 
limit gift tax exposure in gift and sale transactions may be validated, as are 
other value definition formulas used in similar tax contexts.

I believe that defined-value clauses are a reasonable, nonabusive 
method to limit gift tax liability. But proper implementation may be 
crucial to their judicial acceptance. Careless use creates confusion with 
respect to basic state law property ownership concepts. Worse, without 
proper implementation, a defined-value clause in operation can appear 
dangerously similar to price-adjustment clauses.

I suggest that an escrow trust be used to implement a defined-value 
clause. Such escrow trust implementation is consistent with state law
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property ownership concepts and clearly 
differentiates such clauses from price-
adjustment clauses. 

 
aDJUsTMenT ClaUses
First, it is important to understand the reason-
ing behind the courts’ condemnation of price-
adjustment clauses. These formula clauses 
were the initial attempts to cap gift tax liabil-
ity in gift or sale transactions. They provided 
that, if it was determined that a portion of 
the transfer would be subject to payment of 
gift tax, the transaction would subsequently 
be adjusted either by transferring the excess 
that produced the gift tax back to the donor 
or seller, or requiring the donee to pay for the 
excess. 

In Commissioner v. Procter,2 the U.S. Court 
of Appeals for the Fourth Circuit invalidat-
ed a price-adjustment clause stating, “This 
is clearly a condition subsequent and void 
because contrary to public policy.”3 The court 
was concerned that the adjustment might not 
be respected by the parties, stating: “Such 
holding, however, being made in a tax suit 
in which the donees of the property are not 
parties, would not be binding upon them and 
they might later enforce the gift notwith-
standing the decision of the Tax Court.”4  

The Fourth Circuit concluded that the 
adjustment clause was contrary to public 
policy for three reasons: (1) It discourages the 
collection of tax by the tax agency, because 
the only effect of an attempt to enforce the 
tax would be to defeat the gift; (2) the effect 
of the clause would be the obstruction of 
the administration of justice by requiring the 
courts to pass on a moot case; and (3) the final 
judgment of a court would be rendered mean-
ingless because of the consequence of the 
clause. The Fourth Circuit pointed out that it’s 
not possible to obtain a declaratory judgment 
from a federal court about whether the gift in 
question is subject to the gift tax. 

The condition-subsequent defect, which 
requires the after-the-fact adjustment of the 
transaction by a transfer of assets back to 
the donor or seller, or requires the donee to 
pay for the excess, has been at the core of 

additional court decisions invalidating price-
adjustment clauses.5 There is only one case 
that has sustained a price-adjustment clause, 
the Tenth Circuit’s 1976 decision in King 
v. United States,6 which involved an arm’s-
length sale transaction. The Internal Revenue 
Service has focused on this condition-sub-
sequent characteristic in subsequent rulings 
that challenge the validity of price-adjustment 
clauses.7 

THeoRY
In contrast to price-adjustment clauses, a 
properly implemented defined-value clause 
avoids the condition-subsequent adjustment 
of the transaction.8 Instead of fixing both 
value and quantity up front, a defined-value 
clause fixes only the value of the gift or sale 
transaction. The exact quantity of assets trans-
ferred remains uncertain until values are final-
ly determined for federal gift tax purposes.

(1) Final Determination of Quantity—
This finality is achieved either when the federal 
gift tax statute of limitations expires or when 
the IRS challenges the value and that challenge 
is resolved. The gift tax limitation period runs 
for three years from the filing of the gift tax 
return.9 Resolution of an IRS challenge may 
occur through negotiation, appellate division 
review or litigation, which may take longer 
than the expiration of the limitations period.10 
When the value of the asset is finally deter-
mined, the correct quantity is transferred. If the 
transfer is properly implemented, there is no 
after-the-fact change of the transaction, either 
theoretically (the value transferred) or practi-
cally (the implementation of the transfer.)

(2) Excess Beneficiaries—The “excess 
beneficiary” is the beneficiary who receives 
any excess of assets transferred greater than 
the value specified in the defined-value for-
mula. Types of excess beneficiaries for a 
defined-value clause include: a charity; an 
inter vivos qualified terminable interest prop-
erty (QTIP) trust; a spouse; an incomplete gift 
trust; a grantor retained annuity trust (GRAT); 
a revocable trust; and a donor/seller.

A transfer to one of these beneficiaries will 
produce either an equivalent deduction or be 
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nontaxable. A transfer to a charity, 
QTIP trust, incomplete gift trust or 
spouse avoids the appearance of the 
donor retaining the interest. Such 
retention is to be avoided because it’s 
arguably similar to the condemned 
price-adjustment clauses’ transfer 
back to the donor as a result of the 
condition subsequent.

(3) Double-Tax Problem—
Transfers to charity or an inter vivos 
QTIP trust avoid a potential double-
tax problem, as recently described 
in the quarterly journal, Practical 
Drafting.11 

Assume that the Service and the 
courts refuse to recognize the validity 
of the defined-value clause and treat 
the entire amount transferred as a gift 
to the taxable beneficiaries. While 
this would be the result for federal 
gift tax purposes, state law still might 
require that the defined-value clause 
beneficiaries be recognized. As a 
result, the excess beneficiaries would 
receive that beneficiary’s appropriate 
share. If this excess beneficiary is a 
charity or a QTIP trust, the share will 
not again be taxed at the donor or 
donor’s spouse’s death.12 However, if 
that beneficiary is an incomplete gift 
trust, the spouse, a zeroed-out GRAT 
or a revocable trust, the excess bene-
ficiary’s share would be taxed again 
when either future gifts are made 
or upon the death of the donor or 
donor’s spouse. This is the double-tax 
portion for which Practical Drafting 
has suggested a solution.13 

(4) Add a Taxable Gift—To cre-
ate an additional argument to counter 
the Procter public policy reasoning, 
commentators have suggested add-
ing a taxable gift whenever using a 
defined-value clause.14 For example, a 
taxable gift equal to 10 percent of the 
excess amount.

appRoVeD Uses 
In the transfer tax area, defined-value 
concepts are established and accepted. 
For decades, the IRS has administra-
tively accepted defined-value formulas 

dividing assets between a bypass trust 
and the marital share or trust so as to 
avoid any out of pocket estate tax liabil-
ity.15 Similarly, the regulations allow zero-
tax formula QTIP elections structured as 
a defined fraction, percentage or spe-
cific portion.16 Disclaimers are expressly 
allowed to be structured in terms of 
a fixed dollar or pecuniary amount or 
a fractional share.17 Indeed, disclaimers 
using defined valuation formulas argu-
ably can accomplish the same type of 

capping of gift tax liability that’s accom-
plished more directly with defined-value 
clauses in gift or sale transactions.18  

The value of the annuity in a GRAT 
may be stated in terms of a fraction or 
percentage of the initial fair market 
value (FMV) of the trust’s assets. 
The applicable regulations allow the 
quantity to remain uncertain until a 
final determination is made concern-
ing FMV for federal tax purposes, 
then appropriate reallocations are 
directed that correct the annuity and 
substantially reduce gift tax liability.19  

Similarly, the annuity in a chari-
table remainder annuity trust (CRAT) 
may be defined in terms of a frac-
tion or a percentage of the FMV of 
the property initially contributed to 
the CRAT or owned by a charitable 
remainder unitrust (CRUT.) The IRS 
has expressly approved the use of 
such a formula that leaves the exact 
quantity uncertain until the trust 
assets’ FMV is correctly determined 
for federal tax purposes. Then, if 

necessary, allocations by the trustee 
are required to correct the annuity.20 
These corrections may substantially 
reduce gift tax liability if the annuity 
is being paid to, for example, a child 
of the settlor.

Finally, the generation-skipping 
transfer (GST) tax regulations allow 
GST exemption to be allocated by 
using a formula to produce an inclu-
sion ratio of zero.21 One effect of such 
formula allocation is to allow the 

donor to avoid unintended GST 
tax liability upon a taxable termi-
nation or taxable distribution if 
gifted assets were undervalued.

iRs VieW 
In Private Letter Ruling 8611004, 
the taxpayer used a defined-value 
formula clause to make small, pri-
marily annual exclusion, gifts of 
partnership interests. Evidently, 
the formula did not expressly 
state what would happen if the 
value of the gifted partnership 
interest percentages exceed-

ed the numerator of the fraction. 
Nevertheless, the Service approved 
the defined-value gifts, stating: “To 
the extent that the fractional inter-
ests indicated in the agreement and 
returns exceeded the fractional inter-
ests properly attributable to the fair 
market values stated by the decedent 
in the assignments of gifts, the excess 
fractional portion was receivable by 
the decedent and the right to it could 
have been asserted by him at any 
time.” 

Recently, though, the Service has 
had a change of heart. All subsequent 
rulings have been adverse to taxpay-
ers. While recognizing the differ-
ences between defined-value clauses 
and the price-adjustment clauses, 
the Service now claims both vio-
late Procter’s public policy concerns 
and therefore are invalid.22 The IRS 
emphasized the fact that the ruling 
situations required a transfer of assets 
back to the donor or seller (as did the 
price-adjustment clause situations.)23 
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The Service has relied on several 
courts’ concerns that the donee (or 
buyer) would not transfer assets back 
to the donor (or seller) after a final 
determination of FMV.24  

In its rulings, the Service admits 
that some assets are difficult to value 
(such as real estate and closely held 
stock) and that marital deduction and 
GRAT formula clauses are acceptable 
methods to deal with this problem. 
Then, the Service attempts to dis-
tinguish the defined-value formulas 
used in marital deduction trans-
fers and GRATs as “congressionally 
authorized.” This attempt to explain 
the long-established use of defined-
value clauses in the transfer tax area 
is unsatisfactory. Certainly, in Internal 
Revenue Code Chapter 12, Congress 
also has amply sanctioned lifetime 
gifting.25  

The Service’s recent opposition 
to the use of defined-value clauses 
in gift and sale transactions may be 
rooted in its frustration with dis-
counts allowed in connection with 
family limited partnerships (FLPs),26 
and the use of defined-value clauses 
as part of complex plans that the 
Service considers overly aggressive.

MCCoRD
Although long-awaited, the Tax 
Court’s first consideration of a 
defined-value clause in a gift or sale 
transaction failed to clarify whether 
such a clause may be used to limit gift 
tax liability.27 In McCord, the defined-
value clause in the assignment agree-
ment provided that a certain value 
of FLP interests would be given to 
children and GST trusts, and that the 
excess would go to two charities. Two 
months later, the donees entered into 
a confirmation agreement in which 
they agreed to the percentages to be 
used to allocate the gift until its value 
was finally determined. The partner-
ship was given a call right to purchase 
the charities’ interests, and this right 
was exercised within six months, 
after arm’s-length negotiations with 

the charities. One consequence of 
such a quick buy-back was that when 
the values of the gifted interests were 
increased on audit, the charities did 
not receive those increases. Rather, 
the increases ended up with the part-
nership that had “called” and bought 
back the charities’ interests, and that 
was now owned by the children and 
the trusts. On these facts, the Tax Court 
avoided giving effect to the defined-
value clause. The Tax Court majority 
held that the confirmation agreement 
determined the quantity of the assets 
transferred.

The Tax Court majority opinion in 
McCord did not mention or base its 
decision on Procter’s public policy rea-
sons. Judge Maurice Foley (the trial 

judge in McCord), in his dissenting 
opinion, rejected the public policy 
argument because of the difference 
between a defined-value clause and a 
price-adjustment clause. In contrast, 
one judge would have applied a public 
policy doctrine similar to that used 
in Procter,28 and another thought 
the doctrine was broad and flexible 
enough to apply to overly aggressive 
planning.29 

Nevertheless, the majority held out 
hope for a properly drafted and imple-
mented defined-value clause, stating: 
“Had petitioners provided that each 
donee had an enforceable right to a 
fraction of the gifted interest deter-
mined with reference to the FMV of 
the gifted interest as finally determined 
for federal gift tax purposes, we might 

have reached a different result.”30 
The Fifth Circuit Court of Appeals 

reversed the Tax Court and held for the 
taxpayer.31 The appellate court was very 
critical of the Tax Court majority’s vio-
lation of the “firmly established maxim 
that a gift is valued as of the date that it 
is complete; the flip side of that maxim 
is that subsequent occurrences are off 
limits.”32 Instead, the Fifth Circuit used 
the dollar value stated in the defined-
value clause as the amount of the tax-
payer’s taxable gift.

The Fifth Circuit recognized that 
the defined-value clause was “at the 
heart of” the McCord case.33 The appel-
late court pointed out that the defined-
value clause had been controversial in 
the Tax Court.34 This explicit recogni-
tion of the defined-value clause, plus 
the Fifth Circuit’s use of the dollar 
amount stated in the defined-value 
clause as the value of the taxable gift, 
directly support the use of this type 
of formula clause. Further, the Fifth 
Circuit did not find the use of the 
defined-value clause abusive.35  

However, disappointingly, the 
Fifth Circuit opinion does not address 
the IRS’ public policy challenge to 
defined-value clauses. The court 
expressly stated its conclusion that the 
Service had waived the public policy 

issue in its briefs.36 As a result, the Fifth 
Circuit’s opinion in McCord has not 
gone far enough to settle the issue sur-
rounding defined-value clauses. On the 
one hand, an argument can be made 
that the Fifth Circuit would not have 
used the defined-value clause amount 
to resolve McCord if the circuit court 
had concluded that such a clause was 
against public policy. On the other 
hand, it can be argued that proce-
dural tactics or error have resulted in 
the court not considering the public 
policy argument so that this argu-
ment is still open for consideration in 
a future case.37 

exaMple
Here’s an example of a situation 
in which it’s appropriate to use a 
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defined-value clause for gifts and 
sales to a grantor trust: 

Grandparents and their children pre-
viously have formed an FLP that owns 
commercial real estate and interests in 
several other closely held businesses. 
Grandparents own 90 percent of the 
partnership interests. They want to trans-
fer interests in the FLP to a family trust 
for their children and grandchildren, but 
don’t want to pay out-of-pocket gift tax. 

They obtain an independent 
appraisal indicating that a 45 percent 
FLP interest has an FMV of $3 mil-
lion. Their estate-planning attorney 
advises each of them to gift $1 million 
of their FLP interest and to sell the 
balance to a “grantor trust.” Their 
$1 million gift will be offset by their 
applicable credit. However, the type 
of assets owned by the FLP and the 
discounts used by the appraiser cre-
ate significant valuation uncertainty.

The grandparents will owe federal 
gift tax if they use the percentages of 
the FLP determined by the appraiser 
to be equal to the desired gift and sale 
amounts and the appraiser’s value is 
ultimately determined to be too low. 
Their attorney advises them that the 
gift and sale transaction can be struc-
tured using a defined-value clause. 
Each grandparent will gift a fraction 
of 15 percent of the couple’s interest. 
The numerator will be $1 million, and 
the denominator will be the FMV of 
the 15 percent FLP interest as finally 
determined for federal gift tax pur-
poses. Similarly, each grandparent 
will sell a fraction of 30 percent of the 
grandparent’s interest. The numerator 
will be $2 million and the denomina-
tor will be the FMV of the 30 percent 
FLP interest as finally determined for 
federal gift tax purposes.

As a result, there will be an 
interim period, when the exact 
quantity of FLP interests trans-
ferred will be unknown. That is, 
if the appraiser’s value is correct, 
the entirety of the grandparents’ 
FLP interests will have been gifted 
and sold to the trust. On the other 

hand, if the appraiser’s value was 
too low, then by virtue of the use 
of the defined-value clause, only 
a portion of each grandparent’s 
15 percent interest will have been 
gifted and only a portion of the 
30 percent interest sold to the trust. 
The excesses will be transferred to 
the grandparents’ fund at the local 
community foundation.

This period of uncertain quantity 
ownership can create inconsistencies 
with state law property concepts that 
are prerequisites to desired tax results. 
Moreover, the manner in which the 
uncertain ownership is handled may 
affect a court’s conclusion about wheth-
er the formula clause is significantly dif-
ferent from a price-adjustment clause.

sTaTe pRopeRTY laW
During this interim period, until 
values are finally determined, a 

number of practical property own-
ership requirements exist: 
(1) title to the transferred property 
will need to be held;
(2) specific property interests may 
need to be managed: expenses paid, 
repairs made, leases negotiated, and 
similar tasks;
(3) voting rights may need to be 
exercised;
(4) income received must be accounted 
for and invested;
(5) tax reporting and payment must 
be accomplished;
(6) records must be kept;
(7) trust beneficiaries may need 
advance distributions;
(8) GST-exempt and non-exempt 
assets will need to be segregated; 
and 
(9) if the transaction involves a sale, 
payments may have to be made.

How are these practical property 
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ownership matters to be accom-
plished during the interim period 
when ownership of the assets is 
uncertain? The donor could retain 
title and accomplish all of these 
matters. However, such retention 
would cast considerable doubt as 
to whether a completed gift or sale 
transaction had occurred.

Alternatively, title could be 
transferred to the donee, who 
could accomplish all of these tasks. 
Then, if it is determined that an 
FLP interest was undervalued, at 
the end of the interim period, the 
donee could return to the donor 
the portion of the assets “owned” 
by the donor. Title to some of the 
assets would need to be transferred 
back to the donor, a portion of 
the income earned would need 
to be similarly transferred and an 
accounting of activities would 
need to be made. Moreover, the 
donee would be responsible for 
the manner in which the donor’s 
portion of the assets was managed 
during the interim period.

This alternative solution of trans-
ferring all assets to the donee, cou-
pled with the donee’s management 
of assets, a portion of which are 
still owned by the donor, casts a 
shadow of unreality on the gift or 
sale transaction. This is not how 
arm’s-length transactions are usu-
ally structured. Further, the require-
ment that when value is finally 
determined, the donee must recon-
vey a portion of the assets back 
to the donor, along with a portion 
of the income, and an account-
ing for interim management, makes 
the defined-value clause structure 
uncomfortably similar to that of the 
price-adjustment clauses and their 
condemned condition subsequent 
transfer back.

These solutions both create 
another problem: They ignore state 
property law ownership concepts. 
Courts have repeatedly refused 
to approve tax planning in situa-

tions in which state property law 
requirements were not respected.38 
Examples of such failed planning 
can be found in recent FLP cases,39 
and in situations in which a donor 
or seller of a residence improperly 
retains use.40 

esCRoW TRUsT
The best solution to the practical 
ownership dilemmas is to use an 
escrow trust.41  

(1) Settlors—At the closing 
of the gift and sale transactions, 

the donor/seller (a grandparent in 
our example) and the donee/seller 
(the trustee of the family trust 
in our example), as settlors, form 
an escrow trust. The donee/buyer 
contributes the fraction of the total 
assets which the donee/buyer is 
entitled to as a result of the gift 
and sale transactions. The donor/
seller contributes the excess assets, 
which ultimately will go to the 
excess beneficiary. 

(2) Trustee—This trust has an 
independent trustee who will hold 
title to the gifted assets during the 
interim period. The trustee will 
manage the assets, exercise voting 
rights, receive and invest income, 
accomplish all tax reporting and 
payments, keep records, make pay-
ments as directed by the trustee of 

the buyer trust, make advance dis-
tributions to beneficiaries of trust 
assets as directed by its trustee and 
segregate GST-exempt and non-
exempt assets.

(3) Division of Assets—At the 
end of the interim period when 
the values of the gifted and sold 
FLP interests are finally determined 
for federal gift tax purposes, the 
trustee of the escrow trust divides 
the escrow trust’s assets between 
the donee/buyer (trust) and the 
excess beneficiary pursuant to the 

fractions stated in the defined-
value clause. At that time, title is 
transferred, accumulated income 
is divided and transferred, and 
an accounting is provided to 
both the donor/seller and the 
donee/buyer. During the interim 
period, the trustee of the escrow 
trust will have performed the 
trustee’s duties pursuant to fidu-
ciary standards.

(4) Advantages—This use 
of an escrow trust, with an inde-
pendent trustee, is consistent 
with implementation of arm's-
length transactions between 
unrelated parties. It is a practical 
solution to the uncertainty of 

the quantity of assets gifted and 
sold. The gift and sale transactions 
are completed when closed with 
respect to the pecuniary amounts 
stated in the defined-value clause. 
The implementation of state law 
ownership matters is accomplished 
by an independent fiduciary who’s 
equally responsible to donor/seller 
and donee/buyer. There is no trans-
fer back by the donee/buyer to the 
donor/seller, as is condemned by 
the price-adjustment clause cases 
and rulings.

(5) Income Tax Consequences—
From a planning standpoint, there 
are two important income tax goals. 
First, the full “grantor trust” sta-
tus of the donee/buyer trust needs 
to be maintained so that there is 
no gain recognition nor interest 
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income recognized by to the sell-
er.42 Second, correct income tax 
reporting supports the structure of 
the transaction. If the escrow trust 
is a grantor trust with respect to 
the donor/seller, then this reporting 
can be easily accomplished.

First, consider the assets con-
tributed to the escrow trust by the 
independent trustee of the donee/
buyer. These assets consist of the 
fraction of the assets that were gift-
ed to the donee/buyer and the frac-
tion of the assets that were sold to 
the donee/buyer. After expiration 
of the interim period, these assets 
revert back to the donee/buyer. 
Therefore, the donee/buyer is treat-
ed as the owner of these assets for 
income tax purposes pursuant to 
IRC Section 673.

Next, because the donee/buyer 
has been designed to be a grantor 
trust with respect to the donor/
seller, this has the effect of treating 
the donor/seller as the owner for 
income tax purposes of the frac-
tion of the assets gifted and the 
fraction of the assets sold to the 
donee/buyer. 

The remaining assets are the 
excess assets, if any, once the value 
of the assets have been finally 
determined for federal gift tax pur-
poses. The donor/seller contributed 
such assets to the escrow trust. If 
the excess beneficiary is the donor, 
then IRC Section 673 treats the 
donor/seller as the owner of these 
assets. If the excess beneficiary is 
the donor/seller’s revocable trust, 
then again IRC Section 673 should 
treat the donor/seller as the owner 
of these assets. If the excess benefi-
ciary is the seller’s spouse, Sections 
672(e) and 673 should treat the 
donor/seller as the owner of the 
assets. If another choice of excess 
beneficiary has been made, then 
the escrow trust needs a provi-
sion that will treat the donor/seller 
as the owner of the excess assets. 
For example, consider adding a 

provision to the escrow trust that 
will allow the independent trustee 
to make loans to a settlor with-
out adequate security, pursuant to 
IRC Section 675(2). Therefore, the 
donor/seller should be considered 
the owner of all of the assets of 
the escrow trust, for income tax 
purposes.43  

DRaFT, iMpleMenT
The settlors of the escrow trust are 
the donor/seller and, in our exam-
ple, the donee/buyer grantor trust. 
An independent trustee would be 
chosen. The escrow trust would 
be irrevocable during the interim 
period. For clarity, a purpose provi-
sion would describe the function of 
the escrow trust for implementa-
tion of the defined-value clause. 
The gift to the donee trust may be 
only partially exempt from GST tax. 
Therefore, the escrow trust should 
create three separate trusts: (1) a 
GST-exempt escrow trust; (2) a 
GST non-exempt escrow trust; and 
(3) an excess beneficiary trust to 
hold any excess assets that may 
need to be transferred to the ben-
eficiary of any excess assets. 

A provision describing owner-
ship of the transferred assets dur-
ing the interim period contains the 
defined-value clause, and describes 
how ownership of the trust assets 
is divided among the GST-exempt 
escrow trust, the GST non-exempt 
escrow trust and the excess ben-
eficiary trust. The gifted amount 
may include a small percentage gift 
in addition to the defined-value 
gift. This small percentage gift is 
designed to counter Procter public 
policy arguments.

The escrow trust also needs a 
provision describing the adminis-
tration of the three trusts’ assets 
during the interim period. Finally, 
a provision is needed describing 
the distributions that will be made 
among the three trusts, once there 
is a final determination of FMV of 

the gifted and sold assets. 
In addition to the escrow trust, 

each grandparent needs to exe-
cute a certificate of gift stating 
the assets that are the subject of 
the gift transaction, and using the 
defined-value clause to describe 
the gift. Similarly, in a sale transac-
tion, the sale and purchase agree-
ment states the assets that are 
the subject of the sale transac-
tion, and uses the defined-value 
clause to describe the assets sold. 
Examples of these provisions are in 
the sources cited.44  

The donor/seller should assign 
the gifted and sold interests to the 
donee/buyer who will assign such 
interests to the escrow trust. The 
donor/seller should assign any 
excess of the gifted and sold inter-
ests to the escrow trust. A gift tax 
return that adequately discloses the 
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gift and sale transactions is filed for 
the grandparent, so as to begin the 
three-year limitations period.45 If 
the donee or buyer is to be a trust, it 
should have a provision authorizing 
its trustee to form an escrow trust.

The advisor should draft an infor-
mation letter describing the con-
cept of the defined-value clause, its 
implementation using the escrow 
trust, and the uncertain state of the 
tax law concerning such formula 
clauses. This letter should be given 
to, and discussed with, the clients 
well before the contemplated trans-
action is closed.

During the interim period, the 
independent trustee must accom-
plish all of the property ownership 
duties allocated to the trustee in 
the trust instrument. Care must be 
taken to avoid having either the 
donor or donee accomplish such 
duties. At the close of the inter-
im period, the independent trustee 
transfers the subject assets and net 
income among the three trusts and 
provides a final accounting.

iT sHoUlD WoRK
Use of a carefully implemented 
escrow trust should provide sub-
stantial support for the position 
that a defined-value clause is a 
reasonable and nonabusive meth-
od to control gift tax liability. 
When a defined-value clause is 
implemented in an escrow trust, 

state law property ownership con-
cepts are respected and observed. 
Reality and arm’s-length quali-
ties are provided to the defined-
value transaction. The escrow trust 
clearly differentiates the use of a 
defined-value clause from a price-
adjustment clause by eliminating 
the condition-subsequent transfer 
back from the donee or buyer to 
the donor or seller. The escrow 
trust eliminates the Fourth Circuit’s 
Procter concern that an untaxed 
gift might occur because a donee 
may refuse to return the excess 
untaxed amount determined by a 
court decision. 

Finally, in our present unified 
transfer tax climate, a properly 
implemented defined-value clause 
should not run afoul of the Fourth 
Circuit’s Procter public policy con-
cerns. Amounts not transferred by 
gift or sale ultimately will be includ-
ed in the donor’s or seller’s gross 
estate at death, or contribute to 
charitable purposes that generally 
are the same as many governmental 
purposes. Hence, the IRS continues 
to have a strong incentive to audit 
and enforce the proper valuation of 
the assets transferred. Correction of 
excessive valuation will reduce the 
quantity of assets transferred and 
either will increase the ultimate fed-
eral estate tax liability or contribute 
to charitable goals.46 

If the court refuses to give effect 

to the defined-value clause, the client 
is no worse off than if the clause had 
not been used. The only downside to 
an effective defined-value clause is 
that it does limit the quantity of assets 
transferred. If certainty of quantity 
outweighs the risk of increased gift 
tax liability, then a defined-value 
clause should not be used.                y
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