IN THE UNI TED STATES COURT OF APPEALS
FOR THE FI FTH Cl RCU T

No. 91-4699

ESTATE OF MALCOLM McALPINE, JR , Deceased,
CERALDI NE McALPI NE, | ndependent
Executrix and JOCELYN McALPI NE
CGREEMAN, | ndependent Executri X,
Petiti oners- Appel | ees,

ver sus

COWM SSI ONER OF | NTERNAL REVENUE
Respondent - Appel | ant .

Appeal fromthe Decision of the United States Tax Court

( August 4, 1992 )
Bef ore H GG NBOTHAM and DUHE, Circuit Judges, and HARMON, District
Judge. ”
H G3 NBOTHAM Circuit Judge:

This case involves the special use valuation provision for
famly farns and busi nesses under the federal estate tax. The
estate el ected special use valuation for a qualified famly ranch,
but failed to obtain the signatures of trust beneficiaries who had
an interest in the property. The Tax Court held that the estate
neverthel ess "substantially conplied" with Treasury regul ations

governing the el ection of special use valuation, and was therefore

"‘District Judge of the Southern District of Texas, sitting
by desi gnati on.



entitled to perfect its election under 26 U.S.C. § 2032A(d)(3).1
We affirm
| .

The federal governnent generally inposes estate taxes on real
property according to its fair market value, as neasured by its
hi ghest and best use. 8 2031(a). Congress has created an exception
tothe rule, however, for famly farns and busi nesses. The purpose
of the exceptionis togrant relief to heirs of such properties who
m ght otherw se find the financial burden i nposed by the estate tax
so great that it would be necessary to sell the farmor business to

pay the tax. Estate of Thonpson v. Conm ssioner, 864 F.2d 1128,

1133 (4th Gr. 1989); Mangels v. United States, 828 F. 2d 1324, 1326

(8th Gir. 1987); H R Rep. No. 94-1380, 94th Cong., 2d Sess., 21-22
(1976) . Under 8§ 2032A, estates that include qualified real
property may el ect to value the property on the basis of its actual
use instead of its nost profitable use. The provision thus all ows
heirs of qualified farns and busi nesses to wite down the property
they inherit and escape higher taxation based on actual narket
val ues. There are strings attached, however. The heirs nust
continue to use the property as a famly farm or business for at
| east ten years follow ng the decedent's death to avoid recapture
of part of the tax savings resulting from special use val uation.

Section 2032A(c); Bartlett v. Conm ssioner, 937 F.2d 316, 320 (7th

Gir. 1991).

. All statutory references in this opinion are to the
I nt ernal Revenue Code, codified at chapter 26 of the U S. Code.
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El ecting special use valuation under 8 2032A is a fairly
| abori ous process. The Secretary has prescribed regulations
governi ng the substantive qualifications for special use valuation
as well as the procedures for nmaking an election. See 26 CF. R
8§ 20.2032A-3 -- A-8 (1991). As a procedural matter, a qualified
estate nust attach to its estate tax return a notice of election

i ncl udi ng, inter alia, the decedent's nane and taxpayer

identification nunber, the relevant qualified use, the itens of
real property to be specially valued, the fair market value of this
real property and its val ue based on the qualified use, the nethods
used in determ ning the special value based on qualified use, and
the nanes, addresses and relationship to the decedent of each
person taking an interest in specially valued property. 26 CF.R
8§ 20.2032A-8(a)(3). The estate nust also attach a recapture
agreenent expressing consent to personal liability for or
collection of any additional estate tax which may | ater be inposed
if the property is put to uses other than the qualified ones. See

8§ 2032A(c); 26 CF.R 8§ 20.2032A-8(c)(1); Prussner v. United

States, 896 F.2d 218, 221 (7th Gr. 1990). The recapture agreenent
must be signed and executed by all parties in being who have any
interest in the property designated in the agreenent for specia
use val uati on. § 2032A(d); 26 CF.R 8§ 20.2032A-8(c)(1). An
interest in the property is an interest which, as of the date of
t he decedent's death, can be asserted under applicable |local | aw so
as to affect the disposition of the specially valued property by

the estate. 26 CF. R § 20.2032A-8(c)(2). Such persons as owners



of remai nder and executory interests, joint tenants and hol ders of
ot her undivided interests in the property, and trustees of trusts
hol ding an interest in the property are specifically included anong
t hose who nust sign and execute the recapture agreenent. 1d.

In 1984, Congress anended 8 2032A to permt correction of
certain defects in notices of election of special use val uati on and
the acconpanying recapture agreenents. The purpose of the
anendnent was to prevent the Comm ssioner from using slight
techni cal defects in these docunents to prevent otherw se qualified
taxpayers from taking advantage of the special use valuation

provided in the statute. MDonald v. Conm ssioner, 853 F.2d 1494,

1498 (8th Gr. 1988); 130 Cong. Rec. $4318 (1984). Section
2032A(d) (3) therefore provides that:

The Secretary shall prescribe procedures which provide
that in any case in which --
(A) the executor nmakes an el ection under paragraph
(1) [the special use valuation election] within the tinme
prescribed for filing such election, and
(B) substantially conplies with the regulations
prescribed by the Secretary wth respect to such
el ection, but --
(i) the notice of election, as filed, does not
contain all required information, or
(i1) signatures of 1 or nore persons required
to enter into the agreenent described in paragraph (2)
[the recapture agreenent] are not included on the
agreenent as filed, or the agreenent does not contain all
requi red information,
the executor will have a reasonable period of tinme (not
exceedi ng 90 days) after notification of such failures to
provi de such information or agreenents.

"Substantial conpliance” is not defined in the Code, and the
Secretary has yet to prescribe procedures governing this matter.

It is left to the courts to determ ne whether a taxpayer has
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substantially conplied with the applicable regulations such that
perfection of an election is all owed.

Mal col m McAl pine left his interest inafamly ranch to three
di scretionary spendthrift trusts for the benefit of his three
grandchil dren, ages 22, 20 and 9 at the tinme of his death. Their
nmot her was desi gnated trustee and was given the power to distribute
incone and corpus to the beneficiaries for their health,
mai nt enance, support, and education as she saw fit. The trusts
contai ned "spendthrift clauses" prohibiting the beneficiaries from
transferring their interests in the trusts by assignnent, sale,
pl edge, encunbrance or charge, and preventing the beneficiaries'
share of trust inconme or principal from being subjected to or
applied to the paynent of their debts. The trusts were to
termnate and all undistributed corpus was to be distributed to the
beneficiaries when they reached age thirty-five. The trustee was
to hold and manage the trust property with all the powers given to
trustees under the Texas Trust Act.

On its estate tax return, MAl pine's estate elected to val ue
the decedent's share of the famly ranch according to the speci al
use valuation provision of 8§ 2032A.2 It is undisputed that the
ranch is qualified real property within the neaning of this
statute. It is also undisputed that a properly docunented and

conpleted notice of electionwas tinely filed along wth the estate

2 As a result of the election, the decedent's share of
the ranch woul d be val ued for estate tax purposes at $
577,602.25, rather than at its fair nmarket value of $
1, 327, 602. 25.



tax return. A recapture agreenent was attached, signed by
McAl pi ne's daughter as trustee of the three spendthrift trusts
holding an interest in the property. The nanmes and addresses of
the three beneficiaries were |isted on the agreenent, as well as on
the notice of election. The beneficiaries of the trusts did not
sign the recapture agreenent, however.

The Internal Revenue Service notified the estate that the
recapture agreenent was i nvalid because it had not been executed by
the beneficiaries of the trusts. Wthin ninety days, the estate
filed an anended notice of election and an anended recapture
agreenent signed by all the trust beneficiaries, except for the
ni ne-year-ol d, whose signature was nmade by her nother as guardi an
ad litem The Service neverthel ess asserted that the election
could not be perfected under § 2032A(d)(3) because substanti al
conpliance with applicable regulations requiring all parties with
an interest in the qualified property to execute the recapture
agreenent required the beneficiaries' signatures. |t accordingly
found a deficiency in the federal estate tax of $333,363.24. The
estate petitioned for a redetermnation in the Tax Court, which
found the estate in substantial conpliance despite the om ssion of
the signatures. Perfection was therefore proper. The Conmm ssi oner
appeal s.

W agree with the Tax Court that MA pine's estate was
entitled to perfect its election of special use valuation under
8§ 2032A(d)(3). By the statute's explicit ternms, omtting required

signatures from a recapture agreenent is the kind of defect that



can be cured by the estate within ninety days of notification of
the error. Here the trustee of the spendthrift trusts that
inherited the qualified property signed the agreenent, as
explicitly required in 26 CF.R § 20.2032A-8(c)(2), but the
beneficiaries of the trusts did not. As long as the estate
"substantially conplied" with the Secretary's regulations, the
statute allows correction of the oversight.

As the Seventh Circuit has noted, the decisions of the Tax
Court regarding the substanti al conpliance rule are not

particularly enlightening. See Prussner, 896 F.2d at 224.

Di stinctions between "essential" requirenents and "procedural or

directory" requirenents, see, e.q., Estate of Strickland v.

Commi ssioner, 92 T.C 16, 29 (1989), do not provide us wth nuch
gui dance as to when the om ssion of signatures can be excused.
Wthout attenpting to announce a rule applicable in all cases, we
think substantial conpliance is achieved where the regulatory
requi renent at issue is unclear and a reasonabl e taxpayer acting in
good faith and exercising due diligence nevertheless fails to neet

it. See Prussner, 896 F.2d at 224-25 (substantial conpliance

doctrine applies where requirenent is unclearly or confusingly
stated). Congress did not intend that estates be denied specia
use val uati on when despite their best efforts, they fail to achieve
perfect conpliance with regul ations that are subject to conflicting
i nterpretations.

The Tax Court's decision was based largely on the idea that

t he purposes of 8§ 2032A(d)(3) would not be fulfilled by precluding



perfection here, where it is not plain in the regul ati ons whet her
the signatures of the trust beneficiaries are in fact required. W
agree. The beneficiaries are qualified heirs who have an interest
in the property for the purposes of special use valuation, see
8§ 2032A(e)&(g), but it is not entirely clear whether their
signatures are required on the recapture agreenent under
8§ 2032A(d)(2). The Secretary's regulations say that aninterest in
the property for the purposes of signing the recapture agreenent
"is an interest which, as of the date of the decedent's death, can
be asserted under applicable local law so as to affect the
di sposition of the specially valued property by the estate." 26
C.F.R 8 20.2032A-8(c)(2). Trustees are explicitly nentioned, but
trust beneficiaries are not.

The beneficiaries of a trust have the ability to affect the
di sposition of the assets of the trust only insofar as they have
the right to sue to force the trustee to fulfill its fiduciary
obligations. The signatures of trust beneficiaries are arguably
required on this basis. This result is hardly obvious fromthe
pl ai n | anguage of the regul ati ons, however. Trustees are generally
enpowered to take such actions as are necessary or appropriate to
carry out the purposes of the trust, including |easing or selling

the trust property. See Restatenent (Second) of Trusts 88 186-90

(1959). Under the terns of the trust agreenent in this case, the
trustee has all powers given to trustees under Texas |aw, and may
manage, handle, invest, reinvest, exchange, |ease, dispose of,

devel op, operate, use, nortgage or pledge all or any part of the



property in the trust. See McA pine WIIl 8§ (h); Tex. Prop. Code
§ 113.001-.024. The trustee thus has the power to deci de whet her
the trust should continue to put the property to a qualified use--
that is, whether it would remain a famly operated ranch. It is
al so significant that these were spendthrift trusts, so that the
beneficiaries could not alienate their interests in the trusts by
assigning, selling, or pledging them The trusts would not
termnate until after the expiration of the ten year period during
which the property was required to maintain its character as a
famly ranch to avoid recapture taxes. In sum although the
beneficiaries are qualified heirs, they have little control over
how the qualified property is used and could not transfer or
di spose of their interests in the property within the rel evant ten
year peri od. There is at least a good faith argunent that the
signature of the trustee was sufficient and the beneficiaries'
signatures were not required. Under these circunstances, we think
Congress intended to allow the estate to perfect its election by
supplying the beneficiaries' signatures wthin ninety days of
notification that the Service considered them necessary.

The Comm ssioner urges that Congress was not so generous to
estates that omt required signatures as the plain |anguage of
8§ 2032A(d) (3) m ght suggest. He relies heavily on a passage in the
| egislative history of the provision which says that

[t]o be eligible for perfection, the agreenent as

originally filed nust at a m ninum be valid under State

| aw and nust i nclude the signatures of all parties having

a present interest or a remainder interest other than an

interest having a relatively small value. The right to

perfect agreenents is intended to be Ilimted to cases
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where, for exanple, a parent of a mnor renainderman,
rather than a guardian ad litemas required under State
| aw, signs the agreenent.

H R Conf.Rep. No. 861, 98th Cong., 2d Sess. 1241,
reprinted in 1984 U. S Code Cong. & Admn. News 1445,
1929.

The argunent is that because the interests of the trust
beneficiaries here cannot be characterized as being of "relatively

smal | value,"” the om ssion of their signatures indicates that the
recapture agreenent is not eligible for perfection.

We concede that this passage |ends sone support to the
Comm ssioner's position. But it is, after all, a statute that we

are interpreting, not a conference report. See Prussner, 896 F.2d

at 228. Had Congress intended to limt the addition of signatures
to those of individuals who have only interests of a relatively
smal|l value, it could have said so in the statute. It did not.
Furt hernore, the exanpl e provided in the conference report does not
jibe with the "small value" theory. A mnor renaindernman may have
a large financial interest in qualified property. The failure to
obtain the signature of a guardian ad Iitemon behal f of the m nor
is excused because it is a good faith error, not because the
interest of the mnor is of small value. See Cong. Rec. $4318
(daily ed. Apr. 11, 1984) (remarks of Senator Di xon). In fact, we
think the error provided as an exanple of what nmay be excused is
the sane type of error that the Comm ssioner argues i s inexcusable
inthis case--a reasonabl e m sunderstandi ng as to who has the | egal
authority to sign on behalf of others in a fiduciary relationship.

Because the conference report itself offers contradictory bases for
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determ ning when an estate has substantially conplied despite the
om ssion of signatures, we accord it |ess weight.

The Comm ssioner also refers to the General Expl anation of the

Revenue Provisions of the Deficit Reduction Act of 1984, 98th

Cong., 2d Sess. (Jt. Committee Prt. 1984). This docunent indicates
that perfection is proper only for "m stakes that were reasonabl e
in light of the circunstances existing at the tinme the elections
were made." 1d. at 1123. As we have explained, we think the
m stake by MAl pine's estate falls into this category, so this
citationis of little help to the Comm ssioner. O her exanples of
curabl e signature m stakes are provided in this docunent--when the
exi stence of an heir is unknown at the tine the estate tax return
is filed, and when a tenant-in-common with the decedent fails to
sign the recapture agreenent. |d. at 1124. The Conm ssi oner does
not explain why obtaining the signature of a trustee but omtting
the signatures of the beneficiaries is different in kind fromthese
ot hers.

W recogni ze that the courts have on several occasions refused
to all ow estates to take advantage of § 2032A(d)(3) on the ground
that the estate had not substantially conplied with the applicable
regul ations. See, e.qg., MDonald, 853 F.2d at 1498 (om ssion of

signatures of all persons with an interest in the property is not
substantial conpliance); Prussner, 896 F.2d at 223-24 (failure to
attach a recapture agreenent at all is not substantial conpliance),
Strickland, 92 T.C. at 17 (failure to substantiate nethod used for

determ ni ng speci al val ue based on qualified use is not substanti al
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conpliance); Estate of Doherty v. Comm ssioner, 95 T.C 446 (1990)

(failure to obtain appraisal before filing return is not
substantial conpliance). W think this case is different. 1In the
cases where courts have found that an error precluded a finding of
substanti al conpliance, the taxpayers did not have reasonabl e, good
faith argunents that the regulations did not require what was
omtted. Furthernore, the degree to which the taxpayers satisfied
the regulatory requirenents was not as great in the other cases as
it is here. McAl pine's estate supplied all the necessary
information, and the trustee signed the recapture agreenent,
bi nding the trusts. The beneficiaries' nanes and addresses were
included. The only thing mssing was their signatures. There is
no evidence of fraud or dilatory or slipshod preparation of the
necessary docunentation. W nust give the statute a conmopn sense
interpretation, with an eye towards protecting the famly farmand

busi ness as Congress intended. Estate of Thonpson, 864 F.2d at

1134. On the facts of this case, it was not an unreasonable
m stake for the estate to fail to obtain the signatures of the
trust beneficiaries.

W do not think our holding jeopardizes the Conm ssioner's
ability to recapture taxes when specially valued property is put to

non-qualifying uses after an election.? The signing trustee

3 O course, the estate added the signatures of the
beneficiaries in this case, so the governnent is fully protected.
The Comm ssioner's argunent is that allow ng perfection in this
situation will encourage others to omt the signatures of trust
beneficiaries, reap the advantages of special use valuation, and
then devote the property to non-qualifying uses w thout fear of
recapture tax liability.
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assuned personal liability for any recapture taxes |ater inposed.
The governnent nay therefore sue the trustee for recapture taxes if

necessary. See Restatenent (Second) of Trusts 8§ 262 (1959). The

governnment can al so reach trust property directly by a proceedi ng
in equity to the extent it has benefited the estate, or if the
trustee is insolvent or absent. |d. 88 268, 269. Furthernore, the
act of filing an election under §8 2032A gives the United States a
lien on the qualified real property that continues until the
recapture tax liability is satisfied or has becone unenforceabl e
t hrough | apse of tine. 8 6324B. The recapture agreenent is not a
prerequisite to the lien. The Conm ssioner's fears that he will be
unabl e to recapture taxes fromtrust beneficiaries whose failureto
sign recapture agreenents goes undetected seem groundl ess.

In sum we are persuaded that MAl pine's estate was entitled
to perfect its election of substantial wuse valuation under
8§ 2032A(d)(3). In light of our conclusion, it is unnecessary to
consider the applicability of § 1421.

AFFI RVED,
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