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Brushstrokes of Art Planning
A primer on tax strategies

C

ollectibles, such as art, antiques and classic cars
often have significant emotional and economic
value. While most estate and tax planning
techniques focus on financial and real property assets,
creative tax planning also may be useful when dealing
with works of art.
Planning for art takes on a substantial significance
in the context of the Great Recession—while many
taxpayers have suffered depreciated assets, many investors in the art market have seen their artwork go up in
value. In fact, for 2011, the Mei Moses World All Art
Index (which tracks art sales across several categories),
returned 10.2 percent, while the S&P 500 Index returned
0 percent.

Deferring Income Tax
Art investors who own appreciated works may want
either to cash out of their investment or replace their
works with new ones. By employing a technique frequently used in real estate, an art investor may be able
to sell an appreciated work, purchase another work
and defer the income tax liability on the gain.1
Silhouette of the exchange. Typically, when a taxpayer sells or exchanges his property, he must report and
pay tax on the recognized gain. For example, if a taxpayer
has property with a tax basis of $500,000 and exchanges
it for property with a fair market value of $1 million, he
recognizes a gain of $500,000. Internal Revenue Code
Section 1031 provides a well-known exception to this
general rule (known as the “1031 exchange”). Under the
1031 exchange, a seller may exchange his property for
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another property of “like-kind” and defer income tax on
any gain that would ordinarily be recognized. The seller
will ultimately have to pay the deferred tax upon the taxable disposition of the replacement property acquired in
the exchange.
To qualify for a 1031 exchange, the disposition of the
artwork must meet four requirements:
1. There must be an exchange;
2. The exchange must be of property that qualifies
under IRC Section 1031(a);
3. The replacement property must be of like-kind to the
property relinquished; and
4. Both the relinquished property and the replacement
property must be held for productive use in a trade or
business or for investments.
Sculpting the deferral. If an art investor wishes to
exchange one work (categorized as a “collectible” under
the IRC) for another, he can receive significant tax deferral in a 1031 exchange. The gain from the disposition
of a collectible is currently taxed at a maximum capital gains rate of 28 percent, but a 1031 exchange will
allow the taxpayer to defer the gain.
For example, Pablo purchases a rare Old Master
painting for $2 million. After 10 years, the value of the
piece doubles to $4 million, and Pablo wants to sell it.
Additionally, Pablo has been considering purchasing
another painting he saw at an art gallery for $4 million. Without a 1031 exchange, Pablo would sell the
painting for $4 million and pay a federal income tax at
the rate of 28 percent (almost twice as much as the current 15 percent rate for long-term capital gains) on the
$2 million gain, for a $560,000 tax liability, leaving him
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with $3.44 million to purchase the new painting.
However, if, instead, Pablo makes a 1031 exchange,
he can exchange the Old Master painting for a $4 million replacement Old Master painting from the gallery,
without having to pay any capital gains tax at the time of
the sale. Pablo will only have to pay the capital gains tax
when he ultimately sells the replacement painting. Any
equity not reinvested from an exchange will be taxed at
normal capital gain rates.
Suppose the gallery owner wishes to sell Pablo the
painting, but doesn’t want to receive the investor’s painting in exchange—the dealer just wants the cash. Pablo

The 1031 exchange rules allow
an art investor to sell one work,

Mixing and Matching

then diversify and purchase many
works with the proceeds.
can still qualify for the benefits of the 1031 exchange,
through the use of an exchange agent.

Composition of a 1031 Exchange

Classification of seller. An investor faces certain hurdles to qualify for a 1031 exchange. He must prove
that the property being exchanged is being held for
productive use in a trade or business or for investment.2
The investor can’t collect the art solely for his aesthetic
taste. Furthermore, he can’t hold the artwork as a dealer
or be engaged in the trade or business of selling art
primarily to customers (that is, holding art as inventory). As a result, many art galleries don’t qualify for the
1031 exchange.
However, if an art dealer has a designated collection of artwork held for investment that he wants to
trade, he may still qualify for a 1031 exchange. A dealer
must maintain accurate records documenting that the
artwork was held primarily for investment, rather than
for resale purposes. Many dealers maintain their own
private collections, so they may be able to substantiate
that the artwork is held for investment and, therefore, is
24
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eligible for a 1031 exchange.
Like-kind. Exchanged artworks must also be of
like-kind to each other. Unfortunately, the Internal
Revenue Service doesn’t provide much guidance on
what this means. For example, can a Persian antique
rug be exchanged for an Old Master painting? In providing counsel to clients, practitioners generally refer to
an IRS ruling relating to involuntary conversions under
IRC Section 1033.3 The ruling provides that lithographs,
oil paintings and watercolors aren’t “similar” or “related
in use” (a somewhat narrower standard than “like-kind”
under Section 1031). Accordingly, paintings can only be
exchanged for other paintings and sculptures can only
be exchanged for other sculptures. But, even within the
various genres, it’s not clear what constitutes a like-kind
exchange. For example, is an Old Master painting of likekind to an Andy Warhol piece?
A 1031 exchange generally has very rigid timing
requirements. For example, the artwork replacing the
sold work must be clearly designated in writing no
later than 45 days after the sale of the relinquished
work. Additionally, the investor must take possession
and ownership of the replacement work no later than
180 days after the date of the transfer of the relinquished work. Accordingly, those who wish to purchase
art at an auction or art show must ensure they comply
with these timeframes.
The replacement piece needs to be of a value equal
to or greater than the relinquished work. In making this
computation, any assumption of debt to finance the purchase counts towards the value of the replacement piece.
Often, an art investor is at an art auction and would
like to buy a work on the spot, even though he doesn’t
want to sell any pieces from his collection prior to the
purchase. By using the reverse exchange, the investor can purchase the replacement artwork first and
sell the relinquished artwork up to 180 days later. In
this exchange format, either the relinquished work
or the replacement must be parked with a qualified
intermediary during the exchange period, with proper
documentation for the exchange transactions.
Furthermore, the 1031 exchange rules allow
an investor to sell one work and diversify and purchase many works with the proceeds. For example, if
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15 years ago an art investor bought a sculpture for
$10 million, he can now sell it for its current price of
$20 million, buy 10 new sculptures for $2 million each
and pay no capital gains tax at the time of the sale. The
investor just has to ensure that the 10 new pieces are of
like-kind to the sculpture he sells.

Shopping Trip
A 1031 exchange can be used when selling or purchasing
artwork at auctions or art shows. The investor should
notify the auction house and contact the qualified
intermediary before closing on the sale or purchase of
art at an auction. Accordingly, investors contemplating
purchases at an art auction should plan well in advance
of the auction date.

Estate-planning Techniques

Crummey art annual exclusion. Clients with multimillion dollar art collections need careful planning to
minimize estate and gift tax consequences. The current
$13,000 gift tax annual exclusion is a simple and effective means of removing the value of art from the client’s
taxable estate. For collections of greater value, if the client
has many children and grandchildren, he could make
gifts to an irrevocable trust (with Crummey4 withdrawal
powers) for the benefit of each child and grandchild.
For example, suppose a married client has two children and four grandchildren. The client could establish
an irrevocable trust for the benefit of all six descendants,
granting each beneficiary a Crummey withdrawal power.
Gifts of up to $156,000 ($26,000 multiplied by six beneficiaries) per year could be made to such a trust without
the imposition of federal gift tax.
The trust approach provides two additional benefits
over outright gifts of art directly to the children and
grandchildren. First, the client wouldn’t be required to
divide the collection among individual beneficiaries
to make the gifts. Instead, the collection could be kept
intact in the trustee’s hands. Second, the trust could be
structured as a generation-skipping transfer (GST) trust
designed to remove the gifted property from the estates
of the children and grandchildren. If the trust is so structured, the client should allocate GST tax exemption to
annual gifts to the trust.
Lifetime exemption. In addition to the annual exclusion, each individual currently has a lifetime exemption
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from federal gift tax of $5.12 million. Gifts made using
the $5.12 million lifetime exemption are effective to
remove any appreciation in the value of the gifted
property from the estate. Accordingly, the art or collectibles chosen to be the subject of a lifetime exemption
gift should be works that are expected to appreciate in
value. The irrevocable GST trust described above could
be structured to receive the gifted property as well.
Art partnerships. Another strategy for inter vivos
transfers of art is for the owner to transfer the property
in a family limited partnership or family limited liability
company (an Art LLC) in exchange for a 100 percent

In the context of art, the
recommended assets to transfer to
a GRAT are Art LLC interests.
partnership interest. The Art LLC provides a vehicle
to manage and control the collection, regardless of
who owns the Art LLC. In addition, if interests in the
Art LLC are gifted to family members or trusts, it should
be possible for an appraiser to apply discounts to the
value of the gifted property to reflect minority control
and lack of marketability. The Art LLC’s operating agreement must be drafted properly, to ensure these discounts
are available.
Based on IRS and court guidance, practitioners
should advise clients that if they retain too much control
over the Art LLC or if the Art LLC lacks a legitimate
business purpose, the entire value of the Art LLC’s assets
can be brought back into their estate, even if some or
most of the LLC interests have been given away prior to
the clients’ death.5 Accordingly, the Art LLC’s operating
agreement must ensure that the client doesn’t retain a
significant amount of control over it.
Sale to intentionally defective grantor trust (IDGT).
If an art collection is very valuable, transfers using the
gift tax annual exclusion and the $5.12 million per
individual/$10.24 million per couple lifetime exemption
won’t be sufficient to remove substantial value from a
client’s taxable estate. In those cases, the client might
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consider a sale of additional works of art (or additional
interests in an Art LLC) to an IDGT, in return for the
trust’s promissory note bearing interest at least at the
prescribed applicable federal rate to avoid imputation of
interest under the IRC.
The note is structured so that payments of only
interest are required, with a balloon payment of principal mandated in the note’s last year. If the assets
sold to the trust appreciate at a rate greater than the
interest rate on the promissory note, value will have
been transferred to the trust free of federal gift tax. It’s
usually advisable to structure the trust as an IDGT for
income tax purposes. If the trust is a grantor trust, the
sale won’t cause the grantor to recognize capital gain
income.6 Moreover, if the art held in the trust is sold by
the trustee to a third party, any gain on the sale will be
taxed to the grantor on his personal income tax return,
thereby depleting the grantor’s estate and enhancing
the value of the trust by the amount of income tax
paid. The sale transaction needs to be structured carefully to ensure that it’s respected as a sale for income,
gift and estate tax purposes.
Grantor retained annuity trust (GRAT) art. If
an advisor believes that his client’s art collection may
skyrocket in value and is likely to exceed IRS assumed
rate of returns,7 the advisor may suggest freezing the
value of the investment and passing the appreciation
to the client’s children or other family members free
of gift tax. One technique would be to place the art (or
Art LLC interests) in a GRAT.8
The GRAT is a relatively simple technique to
implement and works best in a low-interest rate environment. The client transfers the art to an irrevocable
trust and retains the right to an annuity for a number
of years. The logistics of paying the annuity from tangible personal property that doesn’t yield income may
present complications. The annuity can take the form
of fractional interests in the art, but this can prove
to be administratively cumbersome. Using Art LLC
interests would be a better alternative, since interests
in a partnership are administratively easier to transfer
back to the grantor. Accordingly, in the context of art,
the recommended assets to transfer to a GRAT are
Art LLC interests.
The collector’s advisor should select a GRAT term
in which he projects that the art will substantially
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appreciate in value and the grantor is expected to
outlive. Once the GRAT term expires, the Art LLC
interests (which have hopefully appreciated in value)
in the trust are distributed to the beneficiaries named
in the trust.
For gift tax purposes, the grantor is treated as having
made a gift on the date that the assets are transferred to
the trust in an amount equal to the difference between
the present value of the assets transferred and the present value of the retained annuity payments. In other
words, any appreciation during the GRAT term is passed
to the beneficiaries of the trust. The value of the retained
annuity payments is based on monthly interest rates
published by the IRS. Therefore, it’s possible to structure
the GRAT so that the value of the Art LLC interests
transferred and the value of the retained annuity are
almost equal, resulting in zero or minimal gift value and,
therefore, no gift tax liability.
Legal and financial professionals should note that the
Obama administration’s budget proposals contain provisions that the GRAT term be a minimum of 10 years and
that the remainder interest have a value greater than zero
when created. Practitioners should advise their clients
accordingly.

The Whole Picture
Clients with valuable art collections often develop an
emotional and aesthetic connection with the works
they own. Advisors must ensure that in any economic
environment, their clients are taking advantage of beneficial tax rules, whether in the context of income tax
or transfer taxes. As clients further diversify their portfolios and seek alternatives to financial assets, advisors
should always evaluate different strategies for optimal
tax planning.
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This article doesn’t explore sales tax implications, as they vary by state.
See Wrightsman v. United States, 192 Ct. Cl. 722 (1970).
Private Letter Ruling 8127089 (April 10, 1981).
Crummey v. Commissioner, 397 F.2d 82 (9th Cir. 1968).
See Internal Revenue Code Section 2036.
Revenue Ruling 85-13.
That is, the Internal Revenue Code Section 7520 rate, which for the first half of
2012 ranged from 1.2 percent to 1.6 percent. See Rev. Rul. 2012-15.
8. IRC Section 2702.
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Disclaimer
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This is intended as a general comment on certain developments in the law. It does not
contain a complete legal analysis or constitute an opinion of Moses & Singer LLP or any
member of the firm on the legal issues herein described. This contains information that
may be modified or rendered incorrect by future legislative or judicial developments. It is
recommended that readers not rely on this general guide in structuring or analyzing
individual transactions or matters but that professional advice be sought in connection with
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