
S
ince its inception in 1916, with
the exclusion of the year 2010,
Congress has imposed a fed-
eral tax on the transfer of cer-

tain property interests at death.1

Generally, this federal estate tax
is due nine months from the dece-
dent’s death.2

At historic marginal rates reach-
ing as high as 77%,3 the federal
estate tax can cause devastating
consequences to illiquid privately
held businesses.4 For estates that
primarily consist of closely held
businesses, Section 6166 may be
the only way to avoid a forced sale
to pay the tax.5

Section 6166 was enacted dur-
ing a growing trend where small
businesses and farms were forced
to sell their assets to have sufficient
liquidity to pay the estate tax.6 As
originally enacted in 1958, Con-
gress intended Section 6166 to
spread out estate tax payments so
that estates with closely held busi-
nesses could pay the tax out of earn-
ings or otherwise have time to

obtain the funds to pay the estate
tax “without upsetting the opera-
tion of the business.”7 Section 6166
allows business owners to make “a
planned, orderly transfer” of a
closely held business.8

Since 1958, Section 6166 has
become progressively more liber-
alized and taxpayer friendly. The
original version of the statute pro-
vided for a nine-year deferral of the
estate tax if the business interests
were more than 35% of the dece-
dent’s gross estate or 50% of the
decedent’s taxable estate and pro-
vided for a below-market interest
rate on the deferred tax.9 In 1976,
Congress enacted a new Section
6166A, expanding relief by pro-
viding for four years of interest pay-
ments followed by ten equal pay-
ments of the estate tax if the

decedent’s adjusted gross estate
consisted of more than 65% of
business interests. The interest rate
charged on a portion of the deferred
tax was fixed at a below-market
4% interest rate.10

By 1981, Congress further
expanded relief when it repealed
Section 6166A and enacted a new
Section 6166.11 The 1981 revisions
combined the most taxpayer-favor-
able provisions of the 1958 and
1976 statutes.12 The 1981 version
of Section 6166 reduced the busi-
ness interest percentage from 65%
to 35% of the adjusted gross
estate.13 In 1997, Congress then
amended Section 6601(j). This leg-
islative change: 

1. Reduced the interest rate from
4% to 2% on a portion of the
deferred tax. 

2. Increased the deferred tax sub-
ject to the fixed interest rate 
of 2%. 

3. Added a discounted floating
interest rate for the portion of
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the deferred tax not subject to
the 2% rate.14

In 2002, Section 6166 was
expanded to permit certain invest-
ment or rental activities to qualify
for a more limited estate tax defer-
ral if they are “qualifying lending
and finance businesses.”15

Requirements for election
Under current law, to qualify for
estate tax deferral under Section
6166, certain requirements must
be met, namely: 

1. The decedent must have been a
U.S. citizen or resident with a
closely held business at the
time of his or her death. 

2. The value of the decedent’s
interest in a closely held busi-
ness exceeds 35% of the dece-
dent’s adjusted gross estate. 

3. The estate’s personal represen-
tative must make an election
on a timely filed estate tax
return.16

Defining a closely held business.
Meeting the definition of a “close-

ly held business” for purposes of Sec-
tion 6166 is a fairly high standard.
The business or businesses must be
“active” and must meet certain
threshold percentage tests. What
exactly constitutes an active busi-
ness has been the subject of much
debate, but the IRS generally takes
the position that the business must
have been engaged in an active trade
or business as of the decedent’s
death.17 The mere management of
investment assets generally is not an
active trade or business. This fre-
quently arises in the context of dece-
dents who are involved in the rental
of real property.18

Section 6166(b)(1) defines an
interest in a closely held business as
an interest in any of the following:

1. A proprietorship engaged in a
trade or business. 

2. A partnership if at least 20%
of the total capital interest in
the partnership is included in
the decedent’s estate or with
no more than 45 partners. 

3. A corporation in which the
decedent must own at least

20% of the value of voting
stock or the corporation must
not have more than 45 share-
holders. 

Since Section 6166 was enacted,
Congress increased the number of
partners and shareholders a busi-
ness may have under Sections
6166(b)(1)(B) and 6166(b)(1)(C) to
be considered closely held from ten
to 15 before reaching this current
level of 45, making it easier for these
types of businesses to qualify. 

The 35% threshold. To make a Sec-
tion 6166 election, the aggregate
value of the interests in one or more
closely held business must exceed
35% of the value of the adjusted
gross estate. The “adjusted gross
estate” is the excess of the value of
the gross estate after the deductions
permitted under Section 2053 for
administration and funeral expens-
es, claims, and mortgages and Sec-
tion 2054 for casualty losses.19

For the purposes of determining
the value of the closely held busi-
ness in the estate, any portion of the
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interest that is attributable to pas-
sive assets (i.e., assets other than
those used in carrying on a trade
or business) cannot qualify.20 One
exception occurs where (1) a cor-
poration owns 20% or more in value
of the voting stock of another cor-
poration or such other corpora-
tion has 45 or fewer shareholders,
and (2) 80% or more of the value
of the assets of each such corpora-
tion is attributable to assets used
in carrying on a trade or business.21

If this test is met, the corporations
are combined and are treated as a
single closely held business. 

Section 6166(c) also provides a
special rule for estates that hold an
interest in two or more closely held
businesses. In that situation, for
each business in which the dece-
dent’s gross estate holds 20% or
more of the total value of each busi-
ness, the interests “shall be treat-
ed as an interest in a single closely
held business.” Adding further flex-
ibility, if the decedent’s surviving
spouse owned an interest in the one
or more of the businesses as com-
munity property or as joint tenants,
tenants by the entirety, or tenants
in common with the decedent, 
Section 6166(c) includes their col-
lective interest, inclusive of the
spouse’s share, as part of the gross
estate for the purposes of meeting
this 20% requirement. 

Although the 35% threshold is
said to be an “all-or-nothing
requirement, with potentially dras-
tic consequences at the margin,”
Section 6166 also has several “attri-
bution” rules to make it easier for
estates to qualify.22 These rules
include: 

• Property owned directly, indi-
rectly, by or for a corporation,
partnership, estate, or trust is
treated as being owned pro-
portionately by or for its
shareholders, partners, or ben-
eficiaries. 
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• Certain interests held as hus-
band and wife. 

• Stock and partnership interests
held by certain members of the
decedent’s family.23

Section 6166(b)(7) further per-
mits the interests of certain relat-
ed persons in non-readily trad-
able stock to be included in
determining the value of the dece-
dent’s gross estate so that an estate
may qualify for a more limited ver-
sion of Section 6166 relief.24

Thus, Section 6166 contains
many flexible attribution and affil-
iation rules that are intended to per-
mit multiple businesses to be treat-
ed as a single closely held business
for purposes of applying the statu-
tory relief. 

Making the election. Reg. 20.6166-
1(b) and Rev. Proc. 79-5525 set out
the procedure for making and pro-
cessing a Section 6166 election.26

The personal representative of an
estate makes a Section 6166 elec-
tion as an attachment to a timely
filed estate tax return. Even if that
election is not made, the personal
representative may make a Section
6166 election within 60 days of
receiving a notice and demand for
the payment of an estate tax defi-
ciency.27 However, that election
extends only to the deficiency
amount. Section 6166 also permits

the filing of a protective election
with the estate tax return.28 This
permits estates that do not appear
to qualify for the Section 6166 elec-
tion to qualify if it is later deter-
mined that the estate does qualify. 

Once the Section 6166 election
has been made, special Code pro-
visions provide the IRS with secu-
rity for the amount of the deferred
tax in order to protect the interest
of the Government for the actual
payment of the tax. Under Section
6324(a), a general federal estate tax
lien arises upon the decedent’s date
of death and attaches for ten years
to all assets of the gross estate.29 This
lien secures the Government’s inter-
est for a maximum of ten years from
the decedent’s date of death.30

Because the Section 6166 election
can extend an estate’s time to pay
the tax to 14 years from the date the
estate tax is due—leaving the IRS’s
interest unsecured for the final four
years and nine months—the IRS can
require a special lien on the Sec-
tion 6166 property or the estate to
furnish a bond in an amount not
to exceed double the tax for which
the extension was granted.31 The
personal representative may also
post the bond to be discharged from
personal liability for unpaid estate
tax.32

In 2002, the IRS implemented
a policy requiring either the lien or



the bond as a prerequisite of the
Section 6166 election.33 The Tax
Court subsequently held that the
IRS could not make this a univer-
sal requirement.34 Currently, the
Internal Revenue Manual refers to
Notice 2007-9035 for the factors for
determining whether the lien or
bond will be required as security
for the deferred tax.36 The IRS will
examine the facts and circum-
stances of the situation, including
but not limited to: 

1. The nature of the closely held
businesses, the business’s
assets, and market factors that
may affect the business. 

2. The expected manner, ability,
and likelihood of making
annual tax and interest pay-
ments. 

3. The business’ history with 
federal tax compliance. 

Boundaries of Section 6166
Section 6166 is considered taxpayer
friendly in that it permits person-
al representatives to operate their
estate businesses with great cash-
management flexibility to generate
the liquidity necessary to pay the
deferred estate tax. This flexibili-
ty is not, however, unlimited. Per-
sonal representatives must operate
within specified statutory limits or
risk the acceleration of the deferred

estate tax. To ensure that Section
6166 is used for its intended pur-
pose of not forcing estates to liq-
uidate businesses, three triggers
cause the estate to lose the benefit
of the Section 6166 election: 

1. Failure to make a required
payment. 

2. Excessive dispositions and
withdrawals from the closely
held business. 

3. Undistributed net income of
the closely held business.37

Provided the personal represen-
tative operates within the bound-
aries of the Internal Revenue Code,
the personal representative is per-
mitted to run the combined busi-
nesses as he or she sees fit. 

Failure to pay installments. If the
personal representative fails to
make an installment payment of
principal or interest when due,
the unpaid balance becomes
payable upon notice and demand,
unless payment is made within six
months of the due date.38 Although
the installment privilege is restored,
a penalty of 5% multiplied by the
number of months of the delin-
quency is imposed.39

50% disposition and withdrawal
limit. One of the more complex

aspects of Section 6166 is the accel-
eration of tax triggered by major
dispositions of stock and with-
drawals from the business. When
an aggregate of 50% of the busi-
ness is withdrawn or disposed of
through distribution, sale, ex-
change, or otherwise, all unpaid
installments of tax become due.40

This is because the sale or liqui-
dation of the closely held business
defeats the need to defer the pay-
ment of the estate tax.41

The 50% threshold is triggered
when the decedent’s interest in the
qualifying business is disposed of,
or money or property attributable
to the interest is withdrawn from
the business and the aggregate of
such dispositions and withdrawals,
equals or exceeds 50% of the value
of the entire interest, measured at
the value reported on the estate
tax return or as otherwise adjusted
by the Code or the IRS. 

The IRS has concluded that
where a corporation distributed all
of its earnings accumulated both
before and after the decedent’s
death, a withdrawal occurred to the
extent of the earnings accumulat-
ed before the date of death.42 This
conclusion indicates that dividends
made from earnings after the dece-
dent’s death should not be consid-
ered a withdrawal for purposes of
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Section 6166(g), particularly if the
value of the decedent’s interest in
the business is not diminished.43

Regulations under Section 6166
make clear that for purposes of
estates with multiple closely held
businesses, the 50% withdrawal
and distribution limits apply to the
businesses covered by the election
in the aggregate.44 The regulations
provide two examples that show,
among other things, the value of
amounts that are withdrawn or dis-
tributed by a closely held business
will be aggregated with the value
of all closely held businesses qual-
ifying for the Section 6166 election
under Section 6166(c) for purpos-
es of the 50% rule.45

Even with this generous distri-
bution limit, there are several
exempted transactions that will not
trigger acceleration, all involving
the business continuing to run as a
business. Redemptions of stock
pursuant to Section 303 (permit-
ting a redemption of stock owned
by a deceased shareholder made by
a corporation to be treated as an
exchange in full value rather than
as a dividend to the extent it is used
for payment of federal estate taxes
and other specific expenses) are
exempt, provided the tax paid is
equal to the value of property and
cash withdrawn from the corpo-
ration.46 Transfers within the fam-
ily by reason of death are general-
ly protected.47 Exchanges of stock
pursuant to a tax-free reorganiza-
tion plan are similarly excluded, as
are changes from corporate to non-
corporate forms of business where
the nature of the business and the
estate’s interest therein are not
altered.48

Undistributed net income. Any
“undistributed net income” in an
estate for any tax year beginning
with the year of the first installment
payment of deferred tax must be
paid toward the unpaid tax.49

7

D E C E M B E R  2 0 1 7     V O L  4 4  /  N O  1 2 S E C T I O N  6 1 6 6  E L E C T I O N

Undistributed net income consists
of distributable net income exceed-
ing the sum of the following: 

1. Amounts required to be dis-
tributed currently or amounts
properly paid or credited or
required to be distributed. 

2. Tax imposed for the tax year
on the estate. 

3. Any estate taxes owed in that
tax year.50

This payment is allocated equal-
ly among the subsequent install-
ment payments.51

Reporting obligations of the per-
sonal representative and the estate.
Once a Section 6166 election has
been made, the personal represen-
tative has ongoing reporting obli-
gations to the IRS. Each time a
withdrawal or disposition of the
type described above is made, the
personal representative is to noti-
fy the E&G Campus of the IRS in
writing within 30 days of acquir-
ing knowledge of such withdrawals
or dispositions.52

Also, each year on the date fixed
for payment of an installment of
tax, the personal representative
must furnish a disclosure in writ-
ing to the E&G Campus of the
IRS.53 This disclosure is to be a com-
plete disclosure of all withdrawals
or dispositions not previously

reported and whether, to the per-
sonal representative’s knowledge,
the 50% test discussed above is sat-
isfied.54 The IRS may require the
personal representative to submit
any additional information it deems
necessary to establish the estate’s
right to continue the payment of
the tax in installments.55

Benefits of the election
Succinctly stated, Section 6166 is a
taxpayer-friendly provision because
it permits deferral of the estate tax
and permits closely held business-
es to keep their doors open.56

The deferral of taxation, or the
ability to pay tax in the future, is a
cornerstone of all tax planning and
one of its most fundamental prin-
ciples. This principle permeates vir-
tually all forms of taxation because
of the importance of the “time value
of money,” which articulates the
idea that a dollar received today is
more valuable than a dollar received
in the future. In the context of tax
planning, each dollar in tax paid
today costs a taxpayer more than
that same dollar paid in the future.
Moreover, it is generally understood
that deferred payment of tax con-
fers a benefit to the estate. The per-
sonal representative is always act-
ing in furtherance of and to benefit
an estate if he or she can defer taxes
to a later date. 



Rules that allow taxpayers to
defer the payment of tax are rare,
and these rules are often narrowly
construed. However, in the context
of Section 6166, the opposite is the
case. Rather than being restricted
to cover fewer situations, Section
6166 has been expanded—making
it more available, not less available,
to personal representatives. 

Under Section 6166, the maxi-
mum tax deferred is the amount
bearing the same ratio to the total
federal estate taxes imposed as
the value of the interest in the close-
ly held business bears to the value
of the adjusted gross estate.57 Per-
sonal representatives are permitted
to pay the tax in a minimum of two
and a maximum of ten, equal,
annual installments.58

For most closely held businesses,
during the first four years after the
decedent’s death, only interest is paid
annually, beginning one year from
the original due date for the estate
tax payment.59 The first installment
payment must be made not more
than five years from the original due
date for the estate tax payment. The
subsequent nine payments consist
of annual payments of interest
together with the annual installment
payment.60 There thus is a total
deferral period of 14 years. 

As mentioned above, Section
6166 further provides a below-mar-
ket interest rate on the deferred tax.
Interest on the tax attributable to
the first $1 million (adjusted for
inflation) of value of the closely
held business receives a special rate
of only 2%.61 For amounts above
that first $1 million, the interest
rate is 45% of the IRS underpay-
ment rate.62 With the current under-
payment rate of 4%, the balance of
the deferred tax is subject just to
a 1.8% interest rate. Given these
favorable interest rates, the Section
6166 election will clearly outweigh
borrowing from other sources to
pay the estate tax.63

While the above-referenced tax
deferral is a substantial benefit to
estates, Congress’s primary inten-
tion was to maintain the existence
and viability of closely held busi-
nesses by an estate. For estates that
qualify for the Section 6166 elec-
tion, the favorable deferral terms
help to avoid forced liquidation at
reduced prices. Often, when an estate
is forced to sell assets to raise cash,
the estate will receive a lower price
than if it had the opportunity to sell
at a more advantageous time.64

Additionally, while a Section
6166 election defers the payment
of the tax, it creates a “freeze” on
the tax amount owed in a manner
that is not achieved by using the
unlimited marital deduction, one
of the most common estate plan-
ning tools. Currently, married per-
sons are permitted an unlimited
transfer of assets to their spouses
without paying a transfer tax.
However, this requires the business
to be transferred between spouses.
When the second spouse dies or dis-
poses of the business, there is a risk
that the assets will have appreci-
ated in value and that there will
be increased tax rates. 

Unlike the unlimited marital
deduction which defers both assess-
ment and payment of the tax, Sec-
tion 6166 defers only the payment.
This means that, aside from inter-
est owed on the deferred tax, the
amount of tax owed will not be
affected by appreciation of the

assets or potential estate tax
increases. Moreover, the business
can be passed on to the next gen-
eration now, rather than after the
surviving spouse’s death. 

Multiple businesses 
operated as one
A personal representative operating
multiple business entities in an estate
as one integrated business enterprise
is consistent with the policy behind
Section 6166. As stated above, 
Section 6166(c) provides that where
20% or more of the total value of
each of two or more businesses is
included in determining the value
of a decedent’s estate, the decedent’s
interests in those closely held busi-
nesses are treated as an interest in
a single closely held business. 

In Rev. Rul. 75-367,65 the dece-
dent’s business interests in sever-
al entities were found to be an
interest in a single closely held
business for purposes of the Sec-
tion 6166 election. The decedent
was a builder who: 

1. Did home construction
through a wholly owned small
business corporation and
through a sole proprietorship. 

2. Conducted a real estate devel-
opment and sales operation. 

3. Owned a business office and
warehouse, both of which
were used by the corporation
and the development and sales
operation. 

4. Owned and rented out several
houses that he had built. 

The IRS ruled that, while the
rental activity consisted of mere
investment assets and did not rep-
resent a business for Section 6166
purposes, the other three activities
met the requisite threshold for busi-
ness status. Therefore, because the
decedent owned more than a 50%
interest in each activity (as the statute
then required), the IRS ruled that all
three business activities should be
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For the purposes
of determining the
value of the
closely held
business in the
estate, any portion
of the interest that
is attributable to
passive assets
cannot qualify.



aggregated and treated as an inter-
est in a single closely held business. 

Furthermore, Section 6166(g)(1)
specifically imposes a prohibition
against distributions and with-
drawals of money and other prop-
erty from an interest in a qualify-
ing closely held business but only
if said distribution or withdrawal
equals or exceeds 50% of the value
of that interest. If the withdrawal
is of less than 50%, or particular-
ly, if the withdrawal is of current
earnings accumulated after the
inclusion of the estate, as explained
in Ltr. Rul. 201403012, the dis-
tribution is allowed because it is
completely outside the purview of
Section 6166(g)(1) to begin with.
If on the other hand the 50%
threshold is exceeded, then the Sec-
tion 6166(a) extension of time for
the payment of tax ceases to apply
and the tax due is accelerated. 

Again, this 50% threshold ana-
lyzes the businesses held by the
estate in the aggregate.66 Thus,
the statute specifically contemplates
the aggregation of businesses and
withdrawing funds from these busi-
nesses. Moreover, the statute does
not mention and there is no nega-
tive inference associated with con-
tributing distributed or withdrawn
funds into other businesses. 

As previously explained, in gen-
eral, if an estate fails to pay princi-

pal or interest under Section 6166
on or before the date fixed for its
payment (including any extension
of time), the balance of the estate
tax payable in installments is
required to be paid upon notice and
demand from the IRS under Section
6166(g)(3)(A). However, Section
6166(g)(3)(B) provides a reprieve if
the unpaid principal or interest is
paid within six months of the date
fixed for its payment. In that case,
the general rule of Section
6166(g)(3)(A) does not apply; the
Section 6601(j) provision for deter-
mination of interest on the payment
does not apply; instead there 
is imposed a penalty in an amount
equal to the product of (1) 5% of the
unpaid payment and (2) the num-
ber of months or fractions of months
after the payment date and before
payment is actually made. Thus, it
is in the best interest of the estate
and the personal representative that
the estate is managed in such a man-
ner as to produce sufficient funds
so that installment tax obligations
are paid timely and that no penal-
ties are assessed. 

There is an additional overarch-
ing reason for a personal represen-
tative to distribute and contribute
money to another estate business,
and thus, enhance the value of the
entire estate. As described above, Sec-
tions 6166(k)(1) and 6165 permit
the IRS to require a surety bond (not
exceeding double the amount with
respect to which the extension is
granted) from an estate to ensure pay-
ment of the deferred estate tax. In
lieu of the requirement to post a sure-
ty bond, the personal representa-
tive may elect to grant the IRS a
special extended estate tax lien (in
the amount of the deferred amount
plus any interest, additional amount,
addition to tax, assessable penalty,
and costs attributable to the deferred
amount) to secure the Government’s
interest.67 This special lien does not
expire until the earlier of the date the

estate tax is paid in full or the tax
becomes uncollectible.68

Pursuant to Notice 2007-90, two
of the key factors that the IRS con-
siders in requiring a bond or a spe-
cial lien is the stability of the busi-
ness and the ability to timely pay
the deferred tax installments. A spe-
cial IRS lien could inhibit the abil-
ity of an operating business to bor-
row funds from third-party lenders
and potentially expose the under-
lying business to violation of part-
nership and lending covenants. Fur-
thermore, a surety bond for a large
sum could be very difficult to
obtain. As a fiduciary of the estate,
the personal representative has a
duty to mitigate to the extent pos-
sible the imposition of the special
lien or the posting of the bond.
Commingling assets and con-
tributing funds to other estate busi-
nesses is a valid strategy to miti-
gate the possibility of either a surety
bond or a special lien. 

Conclusion
While Section 6166 is very com-
plex, over time Congress has
enhanced the benefits of this Sec-
tion for estates as it liberalized
the rules, making it easier for
estates to qualify and maintain the
tax-deferral privilege. Today, this
provision facilitates a personal rep-
resentative’s oversight of cash-man-
agement for multiple businesses in
a flexible manner. The statutory
scheme makes it easier to manage
multiple businesses within an estate
because when certain requirements
are met, businesses with subsidiaries
and brother-sister businesses owned
individually are all treated as a sin-
gle, closely held business under Sec-
tion 6166. This liberal treatment
permits personal representatives
to easily deploy funds from one enti-
ty to another because under these
tax rules, all of the entities are treat-
ed as a single, closely held business
owned by the estate. n
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57 See Section 6166(a)(2). 
58 See Section 6166(a)(1). 
59 See Section 6166(f)(1). 
60 See Sections 6166(a)(3) and 6166(f). 
61 See Section 6601(j). For example, for estates

of decedents dying in 2002, the interest rate
on the unpaid tax is 2% on the tax attributa-
ble to the first $1.1 million of value of closely
held business interests. The 2% interest rate
applies to the first $484,000 of deferred tax. 

62 See Section 6601(j)(1)(B). The current inter-
est rate for underpayments is 4%. IR-2017-
53, 3/7/2017. 

63 See 1-7 Planning for Large Estates (Matthew
Bender) § 7.07[6]. 

64 See Id. at § 7.07[3]. 
65 1975-2 CB 472. 
66 See Reg. 20.6166A-3(d)(3), Example 3; Reg.

20.6166A-3(e)(6), Example 2. 
67 Sections 6166(k)(2) and 6324A. 
68 Sections 6324A(d)(2), 6052, and 6503(d). 


