THE ART INSTITUTE OF CHICAGO

111 S0UTH MICHIGAN AVEMUE, CHICAGO, LLINOIS fiofio}-6404 + TELEPHONE: 312-443-4040 » FAX: 312-443-3880

Oifice of the Viee Presldent, General Counsel

and Secretary

October 31, 2006

Honorable Charles E. Grassley, Chairman
Honorable Max Baucus, Ranking Member
Committee on Finance

U.S8. Senate

219 Dirksen Senate Office Building
Washington, DC 20510

Honorzble William M. Thomas, Chainman
Honorable Charles B. Rangel, Ranking Member
Comumittee on Ways and Means

1.S. House of Representatives

1102 Longworth House Office Building
Washington, DC 20515

Re:  Pension Protection Act of 2006 (H.R. 4)
Section 1218 — Gifts of Fractional Interests

Gentlemen:

We are writing to request that certain corrections be included in the Tax Technical
Corrections Act of 2006 (S. 4026 and H.R. 6264). Our requests relate to the provisions
on fractional interest gifts found in Section 1218 of the Pension Protection Act of 2006
(the “Act™).

Background

The Art Institute is deeply concerned that the fractional gift provisions of the Act will
curtail or even end partial interest gifts to museums and will thus deprive the public of the
opportunity to see great works of art. Like many American museums, the Art Institute
has received significant works as fractional gifts. Objects we have received as partial
interest gifts — and that as a result are on public view at the museum — include works by
Monet, Picasso, Van Gogh, and Cezanne, among others.

Museums rely on gifts to acquire such works for the public; in today's art market,
museums cannot realistically expect to have the funds to purchase such major works on a
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regular basis. It is the public that gains when a museum receives gifts of art, since these
masterpieces can now be viewed by anyone who visits the museum rather than being
passed down in families or being sold to other private owners.

Given the critical importance of gifts of art, including fractional interest gifts, we are
secking the corrections described below.

Requesied Corrections

1. Discrepancy Between Tax Liability and Deduction

Under Sections 2031 and 2512 of the Internal Revenue Code of 1986, as amended (the
“Code™), estate and gift taxes are based on the fair market value of an object on the date
of death or the date of the gift. Under Section 1218 of the Act, however, after a donor
makes a gift of 2 fractional interest in an object, the deduction for all subsequent
fractional interest gifts in the same object is limited to the appraised value at the time of
the first gift. As a result, if a donor makes a gift of a 30% interest in an object in Year 1,
the work appreciates in value, and he then dies in Year 8 with the remaining 70% interest
going to the museum at that time, the estate tax will be based on the fair market value of
the object in Year § but the deduction will be based on the lower appraised value from
Year 1. A similar result occurs under the gift tax laws.

This discrepancy does not seem to promote any policy goal and produces a harsh result
for individuals who are attempting to make charitable gifts. Not surprisingly, perhaps,
donors have already informed us that because of this discrepancy, they will no longer
make partial interest gifts. We therefore seek corrections that will eliminate this concern.

2. Gifts in Progress

When museums receive gifts of art, including fractional interests, they take the new work
into account in developing exhibition and programming plans. In addition, they adjust
their acquisition plans and priorities; having received an interest in a work by a particular
artist, which brings with it the right to possess that work for some period and the
expectation of eventually receiving full ownership, 2 museum will focus its acquisition
plans on works by other artists or works from other periods. Unfortunately, in light of the
uncertainty created by the Act and the new penalties contained in the Act, donors are
suspending gifts that were in progress before the new law was enacted. Museums, in
turn, are facing disruption to plans and a delay in receiving gifts that donors long
intended to give. To avoid this result, the Act should not apply to fractional interest gifts
in an object if the donor had made at least one fractional interest gift in the same object
before the law was enacted.

3 Recapture Provision

The Act provides for recapture of income and gift tax deductions, plus a penalty, if the
remaining interest in a work has not been contributed to the donee “before the earlier of
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