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EXTENDING PAYMENT OF ESTATE TAXES FOR CLOSELY HELD 

BUSINESSES 

By Nicholas D. Tellie, Attorney (New York and Pennsylvania); 
Practitioner, Dunmore, Pennsylvania 

[113506] The estate tax can pose problems for the estate that lacks 
liquidity—requiring the sale of assets to pay the tax. This can be especial-
ly burdensome if a small family business must be sold on the death of one 
of its owners. To ease that hardship for active businesses, the law allows 
executors to elect to spread out estate tax payments over a period of time. 
Extended payment enables the tax to be paid from business earnings—
and gives heirs time to raise funds. 

But the law doesn't limit deferred payment to estates with liquidity 
problems. Any estate that meets the statutory requirements can qualify—
and get the benefits of delayed tax payments at a low interest rate. In 
inflationary times, that may be quite attractive to many estates. 

In this article, we review-
• Requirements for extension 
• Valuing the business 
• Effect of marital status 
• Transferring assets to meet the percentage requirements 
• Section 303 stock redemptions 
• Termination of the extension 
• Deductibility of interest 
• Potential disadvantages of the extension. 

Requirements For The Extension 

If the decedent's interest in a closely held business is included in the 
gross estate and exceeds 35% of the adjusted gross estate, the executor can 
get an extension of time to pay the portion of the estate tax represented by 
the closely held business interest. A 15-year deferral is allowed with only 
interest being paid over the first 5 years at 4% on the tax attributable to 
the first $1 million of the property interest. Tax attributable to amounts 
in excess of this are subject to the prevailing IRS rate. The tax itself is 
then paid over the remaining 10 years with interest at the prevailing IRS 
rate. This deferral of the payment is allowed if the decedent dies with a 
closely held business interest, the value of which exceeds 35% of the 
adjusted gross estate. For purposes of this section, a closely held business 
must be either (1) a sole proprietorship, (2) a partnership in which the 
decedent owned at least 20% of the partnership interest or there were no 
more than 15 partners, or (3) a corporation in which the decedent held at 
least 20% of the voting stock of the corporation or there were no more 
than 15 shareholders [IRC, Sec. 6166]. 

Aggregation rules. The interest of two or more closely held businesses 
may be combined if the decedent had at least a 20% or more interest in 
the total value of each of the closely held businesses. Also the interest of 
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the surviving spouse in a closely held business may be included in 
determining the 20% requirements [IRC, Sec. 6166(c)]. 

Attribution rules. Stock or partnership interests held by the decedent's 
family within the meaning of Section 267(c)(4) will be taken into account 
and treated as held by the decedent as a single shareholder or partner to 
meet the limitation of 15 partners or shareholders. The executor can also 
use the family attribution rules to determine whether at least 20% of the 
value of the capital interest or voting stock is included in the decedent's 
gross estate. But in the case of stock, the attribution rules can be used to 
satisfy the 20% test only if there is no market for the stock on a stock 
exchange or in an over-the-counter market at the time of the decedent's 
death. If the executor uses the attribution rules to meet the 20% test, 
payment of the tax can be extended for only ten years from the due date, 
without the 5-year deferral period and with interest only at the regular 
rate [IRC, Sec. 6166(b)(7)]. 

Generation-skipping transfer tax. The 15-year extension also covers the 
generation-skipping transfer tax attributable to a direct skip which occurs 
at the same time and as a result of the decedent's death. This provision is 
generally applicable to generation-skipping transfers made after October 
22, 1986 [IRC, Sec. 6166(i)]. 

Look-through rule. An executor is permitted to treat stock owned 
indirectly through a holding company as a qualifying interest in a closely 
held business in cases where the stock would qualify if it were held 
directly. However, the special 4% interest rate and 5-year deferral of 
principal aren't available to estates that elect the special look-through 
provision [IRC, Sec. 6166(b)(8), 2661(a)]. 

Other extended payment options. If your estate must have more time to 
pay the tax, then you have to elect an extension. But if electing the 
extension is a matter of choice, consider these alternatives. If a tax 
deficiency is assessed, the executor can elect to pay it in installments, 
even if he or she hasn't elected the Section 6166 extension [IRC, Sec. 
6166(h)]. If your estate needs more time to pay, but this long-term 
extension is neither necessary nor desirable—consider applying for a 
short-term extension. Up to one year will be granted if there's a reason-
able cause for the delay [IRC, Sec. 6166(a)]. 

*BALANCE THE COSTS+ If you set a low value for the business, your taxable 
estate will be smaller—resulting in a lower estate tax. But this may result in failure to 
qualify for extended payment—so the tax will be paid quickly—within 9 months of 
death. On the other hand, a high valuation could qualify your estate for deferred 
payment—at the cost of a higher tax. Still, you will have 15 years to pay the higher tax—
at a favorable interest rate.

Valuing the Business 

Valuing closely held businesses can be difficult—because they are not 
readily transferable. That gives the IRS more freedom to change any 
assigned value. A lower IRS valuation may result in the estate not 
meeting the percentage requirements for extended payment. The best
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approach here is to plan in advance—by using a buy-sell agreement 
instead of waiting for the executor to make the valuation after death. 

Pegging the value. Many small businesses use shareholder or partner-
ship agreements to assure business continuity if a key owner dies. These 
agreements also value the business—and that value is likely to be upheld 
on audit if: 

• the price is fixed. 
• the estate has to sell at death, 
• the requirement to sell is binding during decedent's lifetime, 

• the aggreement is at arm's length, and 
• the agreement is reasonable and for a business purpose—and not 

merely a method of reducing the value for estate tax purposes [See Estate 
of Bruno Bischoff, 69 TC 32 (1977)]. 

Insurance on decedent's life usually provides the funds needed to buy 
or redeem his or her business interest. Insurance proceeds used to redeem 
a decedent's stock aren't added to the value of the stock but are treated as 
a nonoperating asset, to be considered in the valuation [Estate of John L. 
Huntsman, 66 T.C. 861 (1977)]. The IRS will look to the formula used in 
the agreement as one of the factors for valuing the stock [Rev. Rul 82-85, 
1922-1 C.B. 137].

Effect of Marital Status 

The business interest must exceed 35% of the adjusted gross estate. The 
adjusted gross estate is the gross estate less deductions under Sections 
2053 and 2054, including debts, expenses, claims, and losses, but not the 
marital deduction [IRC, Sec. 6166(b)(6)]. So a " person's marital status 
doesn't affect the amount of property in the adjusted gross estate. 

But the decedent's marital status may affect the amount of the.business 
interest if the surviving spouse also has an interest in the company. For 
purposes of evaluating the ownership in the business, the surviving 
spouse's interest and the interest of other family members (lineal descen-
dants, etc.) are treated as belonging to the decedent. So the business 
interest can be increased by this amount to qualify for the extension. 

Example: Husband has an estate of $1 million, of which $400,000 is a closely held 
business. He gives $100,000 of this business to his wife and children. Whether the 
decedent took the unlimited marital deduction wouldn't make a difference since his 
wife's part can be attributed to him. So the full $400,000 interest in the business is 
included in the computation. 

Interfamily gifts. While prior law discouraged interfamily transfers 
from a closely held business, the law now has no such effect. A transfer of 
such property to minimize the estate tax consequences can now be 
accomplished between family members who qualify under Section 267 
without affecting deferral possibilities. However, be aware that gift tax 
issues may arise for interfamily gifts which are not between spouses. 
A Wills & Trusts Forms	 113506
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Transferring Assets to Meet the Percentage Requirements 

Leasing v. ownership. Many small businesses carry few assets on their 
books—choosing to lease rather than to own their factors of production. 
For example, a closely held corporation may operate the business—but 
lease its equipment and land from its stockholders. Since the property is 
kept in their individual names, the stockholders can take any depreciation 
deductions. By varying the rents charged (within reasonable limits), 
income can be distributed among the corporation and its stockholders in 
a way calculated to produce the lowest combined income tax. But a 
business with few assets will have a low valuation—and may not be able 
to elect deferred payment. There are two solutions to this problem. 

Transferring assets to the business. If your client has personal assets 
that are used in his or her business, they should be transferred to that 
business. Such transfers increase the proportion of closely held business 
assets in his or her estate. 

Preserving business assets. Many people seek to reduce their taxable 
estate by making gifts of stock to their children. But if the stock is from 
their own closely held businesses, they risk losing the extended payment 
option. These people should consider gifting nonbusiness assets. A gift of 
nonbusiness property avoids reducing the business portion of the estate—
but does reduce the nonbusiness portion. This makes it easier to qualify 
for extended payment of estate taxes. 

*NEIGH THE ALTERNATIVES-* Before transferring any assets, calculate the 
income and estate tax consequences. Factors to consider include: the likelihood of death 
in the near future, the likelihood of losing assets kept in a risky business, tax basis and 
your client's estate planning goals. 

Section 303 Stock Redemptions 

Redemption rule. Estates electing extended payment should consider 
this extra tax factor—capital gains treatment for stock redemptions used 
to pay death taxes. The decedent's stock (1) must be includable in his or 
her estate, and (2) must exceed 35% of his or her adjusted gross estate 
[IRC, Sec. 303(b)(2)]. The redeemed stock will be taxed at capital gain 
rates to the extent the estate pays death taxes and administration ex-
penses [IRC, Sec. 303(a)].—even if the redemption proceeds aren't used 
to pay these costs. Redemptions may be made over the entire extension 
period, but redemptions more than four years after decedent's death must 
be matched fairly closely to estate tax installment payments [IRC, Sec. 
303(b)(4)]. 

Since it isn't taxed in the estate, business property getting the marital 
deduction will be taxed on an ordinary income basis if it's redeemed 
[IRC, Sec. 303(b)(3)]. 

Capital gains are taxed at lower rates than ordinary income for higher 
income taxpayers. But there is another consideration that may make 
Section 303 stock redemptions attractive. The distributions in redemp-
tion are treated as payments in exchange for stock. So the estate is treated 
as having sold or exchanged the stock in a taxable transaction, and any 
gain is recognized only to the extent of the difference between the basis in
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the redeemed stock (which is increased to the fair market value at the date 
of death) and the amount of the distribution. 

*#NOTE THIS-} It isn't necessarn to elect deferred payment to benefit from Section 
303—the elections are not tied to each other. Of course, if you don't elect deferred 
pa y ment, redemptions will have to be made soon after death. 

Termination of the Extension 

Change in ownership or assets. If the ownership or assets of the business 
are likely to undergo considerable change, the extensions could be lost. 
Sales, exchanges, disposals. or withdrawals of up to 50% of the business 
are allowed without triggering termination of the extension [IRC, Sec. 
6166(g)]. There will also be no acceleration of payment if, on the death of 
any heir who received an interest, that interest is transferred to another 
family member within the meaning of Section 267(c)(4) [IRC, Sec. 
6166(g)(1)(D)]. 

Redemptions allowed. A redemption under Section 303 isn't considered 
a withdrawal or sale of the business interest, so there's no danger of losing 
the privilege of deferred payment [IRC, Sec. 6166(g)(1)(B)]. 

Failure to pay interest. Payments will accelerate on the failure to pay 
either principal or interest [IRC, Sec. 6166(g)(3)]. Any remaining pay-
ments are payable on notice and demand by the IRS. In any event, a late 
payment of principal or interest will not accelerate all the payments if 
paid within 6 months of the due date. But there will be a loss of the 
favorable 4% interest rate and a penalty of 5% of the payment for each 
month after the due date [IRC, Sec. 6166(g)(3)(B)]. 

Deductibility of Interest 

The interest expense payable under this extension is deductible as an 
expense of administration [under IRC, Sec. 2053(a)(2)] if it's an allowable 
expense under the laws of the jurisdiction in which the estate is being 
administered. The interest is deductible when it accrues. The estate tax is 
recomputed when the interest becomes deductible and the estate claims 
the deduction. The recomputation results in a reduction of the estate tax 
and previously accrued interest. Although interest accrues daily, the IRS 
says that, for purposes of administrative convenience, taxpayers should 
claim the deduction at the time of the annual dates prescribed for 
payment [Rev. Rul. 80-250,1980-2 C.B. 278]. 

The executor of an estate that deducts interest on an estate tax return 
after it's filed may file supplemental information on a Form 706 (U.S. 
Estate Tax Return). The words "Supplemental Information" should be 
placed at the top of the form. The supplemental Form 706 can be filed 
with the annual installment payment or at a later date, but it can't be filed 
before the payment of the interest for which the deduction is claimed 
[Rev. Proc. 81-27, 1981-2 C.B. 548]. 
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Potential Disadvantages of Extension 

As noted before, extending payment provides estates that include 
closely held businesses with a means of paying taxes without undue 
hardship. But there may be some disadvantages to Section 6166 election. 

One possible disadvantage is the rate of interest to be paid. Beyond the 
4% portion allowed, the interest rate is the same as that applied to all 
other taxes outstanding [IRC, Secs. 6166(f); 6601(j)]. During the early 
'80's, this rate has been as high as 20% of the tax owing. At this rate—or 
even a lower rate—it becomes questionable whether the installment 
method is attractive. 

Extending payment isn't always the best alternative. Depending on the 
circumstances, it may prove favorable to pay for premiums on a heavy 
insurance policy to pay the tax bill, or even to borrow at rates lower than 
the federal rate on extensions of time for payment of tax. Obviously, the 
choice will depend on the individual circumstances and each case must be 
reviewed separately.
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