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1. Linton v. U.S., 104 AFTR 2d 2009-5176 (D.C. WA 2009), aff’d in part, rev’d in part, and remanded, 107 AFTR 2011-565 (9th Cir. 2011)

a. Facts of the Case

On November 7, 2002, William Linton formed an LLC.  On January 22, 2003, William gave his wife, Stacy, a 50% interest in the LLC.  Also on that same date, William and Stacy transferred undeveloped real property, cash, and securities, including municipal bonds, to the LLC.  In addition, on that same date, William and Stacy signed four separate trust agreements, one for each of their four children, and each of them signed four deeds of gift transferring 11.25% of their membership interests in the LLCs to each of the four trusts.  The trust agreements and deeds of gift were undated.  The attorney who prepared the documents later inserted January 22, 2003 as the dates on the documents.  He later claimed that that was a mistake, and that the correct date was January 31, 2003.  The taxpayers applied a 47% discount when valuing the gifts on their gift tax returns.  The IRS concluded that the discount was not appropriate because, under the facts, the gifts were indirect gifts of the assets to the trusts rather than gifts of membership interests in the LLC.  According to the IRS, the transfers of assets to the LLC and the gifts were simultaneous, or, in the alternative, the step transaction doctrine should apply.  The taxpayers paid the tax and filed a claim for a refund, which was denied.  The taxpayers then filed suit.  The opinion deals with cross motions for summary judgment by each party.

b. Court’s Opinion

After discussing the evidence concerning when the gifts were made to the trust, the Court concluded that because the trusts were created and the gifts were made either before or simultaneously with the contribution of the property to the LLC, the transfers of the property enhanced the LLC interests held by the children’s trusts, thereby constituting indirect gifts to the trusts of pro rata shares of the transferred assets, based on the holdings in Senda v. Commissioner, T.C.M. 2004-160, aff’d, 433 F.3d 1044 (8th Cir. 2006) and Shepherd v. Commissioner, 115 T.C. 376 (2000), aff’d 283 F. 3d 1258 (11th Cir. 2002).

The Court then considered the government’s step transaction argument.  According to the Court, the step transaction doctrine treats a series of formally separate steps as a single transaction if such steps are in substance integrated, interdependent, and focused toward a particular result.  Taxation is concerned more with the substance of a transaction than with its mere form.  Although a taxpayer has the right to minimize taxes as far as the law will allow, a taxpayer may not through form alone achieve tax advantages that substantively are outside of the intent of the statute.  Accordingly, when a taxpayer has embarked on a series of transactions that are in substance a single, unitary, or indivisible transaction, the courts have disregarded the intermediary steps and have given credence only to the completed transaction. 

Whether a series of transactions should be “stepped” together and treated as a single transaction generally constitutes a question of fact.  The proper characterization of a transaction for tax purposes, however, is an issue of law.  No specific standard has been universally applied in assessing whether a number of separate steps or activities should be viewed as comprising one transaction; however, courts have generally used one of three alternative tests: (i) the binding commitment test; (ii) the end result test; and (iii) the interdependence test.

The binding commitment test, which is the narrowest alternative, collapses a series of transactions into one if, at the time the first step is entered into, there was a binding commitment to undertake the later step.  The end result test stands at the other extreme and is the most flexible standard, asking whether the series of formally separate steps are really pre-arranged parts of a single transaction intended from the outset to reach the ultimate result.  The interdependence test inquires whether, on a reasonable interpretation of objective facts, the steps were so interdependent that the legal relations created by one transaction would have been fruitless without a completion of the series of transactions.  The interdependence test focuses on the relationships between the steps, rather than on their end result.  The question is whether any one step would have been undertaken except in contemplation of the other integrating acts.  

The Court found that, regardless of which of these three alternative tests was applied, the taxpayers made stepped indirect gifts to their children’s trusts of the assets they contributed to the LLC. The binding commitment test was met because plaintiffs executed binding trust agreements and gift documents at the same time they took the first step of contributing property to the LLC.  The end result test was likewise satisfied because the taxpayers undisputedly had a subjective intent to convey as much property as possible to their children while minimizing their gift tax liability, pursuant to which they crafted, with the aid of an attorney and a tax advisor, a scheme consisting of pre-arranged parts of a single transaction.  The pre-arrangement was most apparent in William’s explanation for why he did not date the gift documents, namely in an effort to ensure, for tax purposes, that the transfers of securities were completed before the gifts became effective.  In addition, the interdependence test was met because the undisputed evidence demonstrated that plaintiffs would not have undertaken one or more of the steps at issue absent their contemplation of the other integrating acts.  But for the anticipated 40% to 49% discount in calculating gift taxes, premised on the low market appeal of the LLC’s structure, the taxpayers would not have contributed assets to the LLC. Indeed, the quantum of property transferred to the LLC was determined solely on the basis of maximizing the tax advantages of the transaction.  Because the facts satisfied all three of the step transaction tests, the Court did not need to choose among the different standards, and the Court held as a matter of law that, under the step transaction doctrine, the taxpayers made gifts to their children’s trusts of pro rata shares of the assets they contributed to the LLC. 

The Court distinguished this case from two recent cases in which the Tax Court concluded that the step transaction doctrine did not apply, Holman v. Commissioner, 130 T.C. No. 12 (2008) and Bianca Gross v. Commissioner, T.C. Memo 2008-221.  In Holman, the taxpayers, husband and wife, on the sixth day after the formation and funding of a limited partnership, made gifts of limited partnership shares to a trust for the benefit of their children.  The partnership had been funded with stock in Dell Computer Corporation.  The Tax Court, observing that the passage of time may be indicative of a change in circumstances that gives independent significance to a partner’s transfer of property to a partnership and the subsequent gift of an interest in that partnership to another, examined the historical prices of Dell stock and concluded that the value of an LP unit changed over time due to its correlation with the worth of Dell stock, which dropped 1.316% during the six days at issue.  The Tax Court found that, during the six days between funding the partnership and gifting the LP units, the taxpayers bore a “real economic risk” that the value of an LP unit could change, and thus, the Tax Court refused to disregard the passage of time or to treat the contributions to the partnership and the subsequent gifts as occurring simultaneously pursuant to the step transaction doctrine.  

The facts of Gross are similar to those of Holman.  In Gross, the taxpayer and her daughters formed a limited partnership into which they each contributed a small amount of cash, which was reflected in their respective capital accounts.  Over the course of three months following the formation of the partnership, the taxpayer transferred various securities to the partnership, each time receiving credit for the contributions on her capital account.  The last of these transfers occurred eleven days before the taxpayer gave each daughter, by way of a deed of gift, a 22.25% limited interest in the partnership.  In Gross, the Tax Court cited Holman as support for its decision that the step transaction doctrine did not apply, focusing on the passage of eleven days between the last transfer of securities and the gifts of partnership interests, as well as on the status of the securities at issue as common shares of well-known companies.  The Tax Court in Gross concluded that the form of the transactions accorded with their substance. 

According to the District Court, the present case bore little resemblance to either Holman or Gross. In contrast to the taxpayers in those cases, the taxpayers here did not make affirmative decisions to delay the gifts for some period of time after funding. Rather, with the benefit of hindsight, knowing the date on which the last transfer of assets to the LLC was completed, the taxpayers devised the passage of time between funding and gifting that would have favorable tax consequences. Moreover, unlike in Holman, in this case, the taxpayers did not submit data concerning the fluctuations, if any, in the prices of the various securities at issue on a daily basis during the period in question. On this subject, the government contended that, with regard to the bulk of the assets in question, consisting of real property worth approximately $650,000, cash in the amount of $843,724, and municipal bonds valued at roughly $1.54 million, the taxpayers could not show the volatility necessary to establish a real economic risk associated with the passage of less than ten days.  Given the nature of the assets and the dearth of evidence in the record to suggest any real economic risk during the alleged interim between funding the LLC and gifting interests in it, the Court was satisfied that neither Holman nor Gross raised any doubt concerning the applicability of the step transaction doctrine in this case. 

c. Analysis of the Court’s Opinion

This is the first case where a court explicitly applied the step transaction doctrine to gifts of interests in an entity that occurred soon after the donor transferred assets to the same entity.  Although the Tax Court in Senda characterized the transfers of property and the subsequent gifts as part of an integrated transaction, it did not explicitly invoke the step transaction doctrine.  Although the 8th Circuit, in affirming the Tax Court, did indicate that the step transaction doctrine might apply, it was not the basis for its affirmation.  In Linton, while the District Court clearly found that the gifts were indirect gifts based on the facts concerning the documentation of the transactions, it also found that, even assuming the gifts were made nine days after the transfers of property to the LLC, the gifts were still indirect gifts because of the step transaction doctrine.  Notably the District Court in this case does not discuss the possibility that the step transaction doctrine might not apply if there were legitimate and significant nontax reasons for forming the LLC.  In the I.R.C. § 2036(a) cases, the finding of such a reason for forming the entity has been the basis for concluding that the bona fide sale exception applied.  In Heckerman, the second case involving an IRS victory using the step transaction doctrine and which is discussed below, the same District Court, although not the same judge, did refer to the fact that a nontax purpose for the transactions would avoid the application of the doctrine.

d.
9th Circuit Decision

The 9th Circuit upheld the District Court’s rejection of the taxpayers’ argument that, if the gift of LLC membership interests occurred before the transfers to the LLC, no gifts were made because the transfers to the LLC increased the membership interests of the transferors and not the other members.  The taxpayers’ argument was based on the provisions in the LLC’s operating agreement that a contribution by a member increased the member’s capital account.  However, the facts indicated that the parties treated the contributions as increasing the capital accounts of the donees.  

The 9th Circuit also reversed and remanded the District Court’s summary judgment ruling concerning the timing of the gifts.  It held that the evidence was unclear when both delivery and donative intent occurred for purposes of Washington State law for purposes of determining when the gifts of the membership interests were complete.  It remanded the case for the District Court to determine when the intent to transfer the membership interests occurred.  

Finally, the Court reversed the District Court’s decision that the step transaction applied because it determined that the steps were not meaningless, the end result test was not met because the Lintons intended to transfer LLC membership interests to the trusts for the benefit of their children, which is what occurred; the interdependence test was not met because the formation of the LLC was not dependent on the subsequent gifts of membership interests to the trusts; and the binding commitment test only applied when the transactions occur over a lengthy period of time.  

While the 9th Circuit opinion might be viewed as narrowing the scope of the step transaction doctrine, in a footnote it indicated that, in addition to the three traditional tests as to when the step transaction doctrine applies, the timing of the steps is also relevant.  However, the Court’s dictum that timing might be relevant seems to contradict its statement in the decision itself that the result sought by the Lintons was achieved, that is, transferring LLC membership interests to their children and not giving them ownership interests in the underlying assets.  Accordingly, it should not matter how long of time elapsed between the contributions to the LLC and the gifts of membership interests to trusts for the benefit of the children.

2. Heckerman v. U.S., 104 AFTR 2d 2009-5551 (W.D. WA 2009).
a. Facts of the Case

On November 28, 2001, David and Susan Heckerman, pursuant to a plan to pass property to their two minor children in a manner that would make them work for their money but not trigger a gift tax, created trusts for their children and formed three LLCs, one to own real estate, one to own other investments, and one to own the other two LLCs.  On December 28, 2001, the Heckermans transferred a beach house to the real estate LLC.  On January 11, 2002, they transferred $2.85 million in mutual funds (later referred to by the Court as cash) to the investment LLC.  They apparently assigned interests in the parent LLC to the trusts for their children on the same day.  As in Linton, the documentation and the testimony of the parties indicated some confusion as to when the gifts were actually made.  The gift tax returns for the transfers of the LLC interests reflected a 58% discount for lack of marketability.  The IRS concluded that the gifts were indirect gifts of the mutual funds (but not the beach house) and increased the value of the gifts by eliminating any discount.  The IRS based its conclusion on the fact that the “cash” was not an asset of the investment LLC when the gifts were made, and alternatively, on the step transaction doctrine.  The taxpayers paid the tax and filed a claim for a refund, which was denied.  The taxpayers then filed suit.  The opinion deals with cross motions for summary judgment by each party.

b. Court’s Opinion

Based on the documentation, the Court concluded that the transfer of the “cash” did not enhance the capital accounts of the Heckermans, and therefore, the gifts were indirect gifts of the “cash.”  The Court found the facts in the present case were similar to those in Senda, and unlike those in Jones v. Commissioner, 116 T.C. 121 (2001).  In Jones it was clear that the capital account of the transferor was enhanced by the transfers of the real estate to the limited partnerships, whereas in Senda the evidence was inconclusive.

The Court also agreed with the government that the step transaction doctrine applied.  Using the same three tests that the District Court had applied in Linton, the Court concluded that the steps were interdependent and that the taxpayer’s end result was to transfer the underlying assets to the trusts for his two children with the least amount of gift tax.  While the Court did not find that the binding commitment test was met, it did not believe that the binding commitment test had to be satisfied if the other two tests were satisfied.  The Court pointed out that the binding commitment test was used to step transactions that were separated by a significant period of time.

The Court did acknowledge that anyone may so arrange his affairs so that his taxes can be as low as possible; he is not bound to choose the pattern which will best pay the Treasury.  Therefore, in applying the step transaction doctrine, the Court must distinguish between legitimate tax avoidance actions that, although motivated in part by tax considerations, also have an independent purpose or effect, and illegitimate tax evasion actions that have no, or minimal purpose or effect beyond tax liabilities.  In addition, the Court also should look to whether the facts presented fall within the intended scope of the statute at issue.

c. Analysis of the Court’s Opinion

The facts in this case are similar to those in Linton, except that the Court found there was no binding commitment to complete the series of transactions.  To avoid the result in Linton and Heckerman, both the operative agreement and the contemporaneous records of the entity should make it clear that the transfer of the assets to the entity increased the capital accounts of the transferor.  The operative agreement should also state that upon a liquidation of the entity, distributions would be based on capital account balances.  It should be documented that the gifts occurred after the assets were transferred to the entity and the capital accounts of the transferors were increased by the fair market value of the transferred assets before the gifts were made.  

In addition, there should be a legitimate and significant nontax reason for creating the entity to avoid the step transaction doctrine.  Based on Holman and Gross, if the value of the assets is volatile, waiting a few days after the contribution before making gifts of interests in the entity should avoid the step transaction doctrine.  However, if the value of the assets is not volatile, it will be important to be able to demonstrate that none of the three tests the courts have used to apply the step transaction doctrine is applicable.  Avoiding the binding commitment test should be relatively easy by avoiding any binding commitment to complete the series of transactions.  To avoid the interdependence test, each step should have a purpose other than achieving the end result.  Finally, to avoid the end result test it should be clear that the result obtained, i.e., transferring interests in the entity to the donees, was the reason for forming the entity and not transferring the underlying assets.  Testimony and documents that indicate the only reason for setting up the entity was to obtain a discount will be persuasive that the taxpayer intended to transfer the underlying assets to the donees in the most tax effective way without any other reason for creating the entity at the outset.

3. Pierre v. Commissioner, 133 T.C. No. 2 (2009)

a. Facts of the Case

The facts in this gift tax case are rather straight forward.  After Mrs. Pierre received a $10 million gift from a friend, she wanted to provide for her son and granddaughter, but was concerned about keeping her family’s wealth intact.  On July 13, 2000, she formed a valid limited liability company (LLC) under New York law, and did not file a Form 8832 to elect to have the LLC treated as a corporation.  Consequently, under the default rule under the so-called check-the-box regulations, the LLC was treated as a disregarded entity.  On July 24, 2000, she created two irrevocable trusts, one for the benefit of her son and one for the benefit of her granddaughter.  On September 15, 2000, she transferred $4.5 million in cash and marketable securities to the LLC.  On September 27, 2000, 12 days after funding the LLC, she gifted a 9.5% membership interest to each trust and sold a 40.5% membership interest to each trust in exchange for promissory notes.  The value of the gifts and the face amount of the promissory notes were to reflect a 30% discount for lack of control and lack of marketability.  Because of a mistake, a 36.55% discount was actually used for valuing the gifts.

The IRS issued deficiency notices with regard to the gift tax returns, contending that the gifts were gifts of the underlying assets, based on either the check-the-box regulations that disregarded the entity for federal tax purposes or the step transaction doctrine.  In addition, the IRS challenged the reported value of the gifts if they were gifts of membership interests.  This opinion only deals with the effect of the check-the-box regulations on the value of the gifts, while separate opinions will be issued with regard to the step transaction doctrine and the valuation issue.  

b. Court’s Opinion

In addition to the majority opinion, which was written by Judge Wells and agreed to by nine other Judges, there was a concurring opinion by Judge Cohen, agreed to by eight judges, a dissenting opinion written by Judge Halpern, agreed to by Judges Kroupa and Holmes, and a dissenting opinion written by Judge Kroupa and agreed to by five other judges, including Judge Halpern.

Majority Opinion

According to the majority opinion, the question before the Court was whether the check-the-box regulations require the Court to disregard a single-member LLC, validly formed under state law, in deciding how to value and tax a donor’s transfer of an ownership interest in the LLC under the federal gift tax regime.  The Court concluded that the transfers to the trusts should be valued for federal gift tax purposes as transfers of interests in the LLC and not as transfers of a proportionate share of the underlying assets.  The Court first noted that the issue was a question of law and therefore the burden of proof was not relevant to its decision.  The Court then pointed out that a fundamental premise of transfer taxation is that state law creates property rights and interests, and federal tax law then defines the tax treatment of those property rights.  Because Mrs. Pierre did not have any property interests in the underlying assets of the LLC under New York law, she had no state law legal interest or right in those assets to give away.  Consequently, pursuant to the historical federal gift tax valuation regime, her gift tax liability should be determined by the value of the transferred interests in the LLC, not by a hypothetical transfer of the underlying assets of the LLC.

The Court then turned to the question of whether the check-the-box regulations alter the historical federal gift tax valuation regime.  The Court discussed the background to the adoption of the regulations and noted the phrase “for federal tax purposes” in connection with a disregarded entity was intended to cover the classification of an entity for federal tax purposes, as the check-the-box regulations were designed to avoid many difficult problems largely associated with the classification of an entity as either a partnership or a corporation.  The Court believed that the check-the-box regulations would go far beyond classifying the LLC for tax purposes if they applied to disregard the LLC in determining how a donor must be taxed under the federal gift tax provisions on a transfer of an ownership interest in the LLC.  The regulations would require that federal law, not state law, apply to define the property rights and interests transferred by a donor for valuation purposes under the federal gift tax regime, and the Court was unwilling to accept such a result.  The Court believed that the regulations did not address how an ownership interest in a validly formed LLC should be valued, but how the owner would be taxed on the entity’s operations.  The Court also noted that when Congress wanted to disregard valid state law restrictions in valuing transfers, it expressly has provided exceptions, citing Chapter 14 of the Code as an example which specifically overrides the standard willing buyer, willing seller assumptions in certain transactions involving family members.  

Concurring Opinion

Judge Cohen wrote a concurring opinion to explain why her agreement with the majority opinion was consistent with her conclusion in Medical Practice Solutions, LLC v. Commissioner, 132 T.C. No. 7 (2009).  Judge Cohen noted that the cases cited by the government, including her decision in the above case, were classification cases and did not involve the issue of valuation of an interest in a single member LLC for transfer tax purposes.  According to Judge Cohen, a targeted solution to a particular problem should not be distorted to achieve a comprehensive overhaul of a well-established body of law.  

Judge Halpern’s Dissenting Opinion

Judge Halpern agreed with the government’s contention that the check-the-box regulations applied for transfer tax purposes.  He believed that there was ample evidence that the government construed the regulations to require that the entity be disregarded in determining the property the owner of a single-member disregarded entity transfers when she transfers an interest in the entity, because it was consistent with its administrative position for a least 10 years, including the issuance of Rev. Rul. 99-5, 1999-1 C.B. 434, and a number of private letter rulings.  Although these rulings dealt with the tax consequences of sales, Judge Halpern viewed the difference between a sale and a gift as a difference in degree and not in kind.  He then went on to uphold the validity of the regulations.  Although the majority opinion did not expressly invalidate the regulations, it did reject the government’s interpretation of the regulations as an invalid construction of the statute.  Applying the traditional tools of statutory and regulatory construction to the pertinent language of the regulations, he agreed with the government as to the identity of the property transferred.

Judge Kroupa’s Dissenting Opinion


Judge Kroupa believed that the majority opinion either ignored the plain language of the check-the-box regulations or invalidated them.  According to her, the majority, in effect, invalidated the check-the-box regulations for federal gift tax purposes without providing the necessary legal analysis to do so.  She did not see how “for federal tax purposes” meant “for other federal tax purposes except gift tax purposes.”  She pointed to Rev. Rul. 99-5, which treated the sale of an interest in a disregarded entity as a sale of an undivided interest in the entity’s assets and not of an interest in the entity.  She also pointed to a number of private letter rulings that treated the owner of a single member LLC as the owner of the underlying assets for purposes of I.R.C. § 1031, dealing with like kind exchanges, where the single owner of the LLC was treated as owning the underlying property.  She disagreed that there was any difference between the “classification” and the “valuation” of an entity.  She also viewed the consequences of not electing to be treated as a separate entity as an agreement between the taxpayer and the IRS to treat the entity in a certain way for federal tax purposes.  According to Judge Kroupa, the majority ignored two Court of Appeals cases that held the check-the-box regulations valid in the context of liability for employment taxes.  

c. Analysis of the Court’s Opinion

This is a case of first impression with regard to the effect of the check-the-box regulations on the gift tax regime.  When the IRS issued Rev. Rul. 99-5, there was concern that the IRS might use the same analysis to treat a gift of an interest in a single member LLC as a gift of an interest in the underlying assets.  This result can usually be easily avoided if at least one other person contributes his or her own assets to the LLC at the time of its formation, so it never is a single member LLC.  However, if the assets were received by gift from the other contributor, the IRS may be able to invoke the step transaction doctrine to collapse the steps, so that the LLC would still be treated as a single member LLC when subsequent transfers of membership interests are made.  Of course, if the holding in this case is proven correct, there is no issue.

The majority opinion reached the correct result.  What is valued for gift tax purposes is what the donee receives, which is an interest in an LLC, and not an interest in the underlying assets.  One could also argue that notwithstanding the check-the-box regulations, the gift is transformed into an LLC interest in transit.  As the majority points out, the check-the-box regulations were meant to classify an entity for purposes of determining the proper tax treatment of the entity’s operations, and the transfer of an interest is not part of the entity’s operations.  However, because Rev. Rul. 99-5 applies to a sale of an interest in a single member LLC, why shouldn’t it apply to a transfer by gift?  After all, in addition to the gifts made by Mrs. Pierre, there were also sales.  

As the majority states, however, the gift tax regime is not pari materia with the income tax regime.  Rev. Rul. 99-5 deals with the income tax consequences to the buyer and the seller of a membership interest in a single member LLC.  The valuation of that same interest for gift tax purposes has historically been determined by what rights the interest confers on a hypothetical donee, as determined by state law, and by the application of federal tax law as to how to value those rights.  As the majority pointed out, Congress can choose how those rights are to be valued, including ignoring certain restrictions imposed by agreement or by state law.  Congress has not chosen to change how to value a membership interest in a single member LLC.  Congress did give the Treasury the right to determine how an entity is to be classified for tax purposes.  That is different than determining how an interest in the entity is to be valued for transfer tax purposes.  

Nonetheless, the prudent practitioner would avoid the issue, as mentioned above, by having at least two legitimate owners of the LLC from the beginning.  There are many situations when a single member LLC is desirable, such as to qualify for tax-free exchange treatment and to isolate assets in a separate entity for creditor protection purposes.  But if the intent is to transfer interests in the entity to family members by gift or sale, there is no reason to start out with a single member LLC.  Of course, in Estate of Mirowski v. Commissioner, T.C. Memo 2008-74, Mrs. Mirowski started out with a single member LLC, but the IRS did not, evidently, raise the issue in that case, as the majority notes.  Nevertheless, the majority does point out that Judge Chiechi rejected the government’s contention that the absence of negotiations in forming the LLC meant there was no bona fide sale, because such a position would read out of the bona fide sale exception the creation of single member LLCs.

In a supplemental memorandum opinion, Judge Kroupa held that the step transaction applied to treat the gifts and sales of LLC membership interests as one transfer so that the transfers were treated as transfers of 50% interests.  Pierre v. Commissioner, T.C. Memo 2010-106.  According to Judge Kroupa, nothing of tax-independent significance occurred in the moments between the gift transactions and the sale transactions.  In addition, they were planned as a single transaction and that the multiple steps were used solely for tax purposes.  However, because the IRS did not offer an expert on the valuation of the interests, relying on its position that the transfers were of the underlying assets, the Court accepted the taxpayer’s expert’s opinion that the lack of control discount should be reduced from 10% to 8%.  The Court also accepted the taxpayer’s original 30% discount for lack of marketability.  The taxpayer’s expert at trial increased the lack of marketability discount to 35%, but the taxpayer did not advocate the increase.  

Consequently, the only effect of the application of the step transaction doctrine in this case was a slight reduction in the lack of control discount.  However, it is not likely that the IRS would fail to offer expert testimony in future cases involving the collapsing of related gifts and sales to reduce the lack of control discount, or, in some cases, to advocate a premium when the two transactions result in the transfer of a majority or controlling interest.

4. Estate of Christiansen v. Commissioner, 130 T.C. 1 (2008), aff’d. No. 08-3844 (8th Cir. 2009)

a. Summary of the Case

This case upheld the effectiveness of a disclaimer of an interest in a decedent’s estate over a specified dollar amount that passed to a charitable foundation as a result of the disclaimer.  There were two other issues: whether the disclaimer was qualified with regard to an interest passing to a charitable lead annuity trust where the disclaimant possessed a contingent remainder interest and whether a savings clause with regard to the disclaimer of the interest in the charitable lead annuity trust was effective in rendering the disclaimer a qualified disclaimer.  The Tax Court held that the disclaimer of the interest that passed directly to a charitable foundation was qualified and was not void as against public policy, although it found the disclaimer passing the interest to the charitable lead trust was not qualified and the savings clause did not save it.  

The Tax Court characterized the disclaimer in this case as involving a fractional formula that increased the amount donated to charity should the value of the estate be increased, and found it hard pressed to find any fundamental public policy against making gifts to charity.  If anything, the opposite was true; public policy encourages gifts to charity and Congress allows charitable deductions to encourage charitable giving.  The Tax Court rejected the government’s argument, based on Commissioner v. Procter, 142 F.2d 824 (4th Cir, 1944), that voided a clause that reverted a gift to the donor if it were subject to gift tax, because (1) the provision would discourage collection of tax, (2) it would render the court’s own decision moot by undoing the gift being analyzed, and (3) it would upset a final judgment.  The Tax Court found that, in the instant case, the formula disclaimer would not undo a transfer, but only reallocate the value of the property transferred among the charitable and noncharitable beneficiaries, and, therefore, its decision would not be moot nor would the effect of its decision upset the finality of its decision.

The Tax Court recognized that its decision could marginally affect the incentive of the IRS to audit returns affected by such a disclaimer.  However, the Court pointed to other mechanisms that would prevent abusive use of such formula disclaimers, including the fiduciary duty of executors and trustees, as well as directors of foundations.  In addition, the IRS can go after fiduciaries who misappropriate charitable assets and, in most states, the state attorney general has the authority to enforce these fiduciary duties. 

The Eighth Circuit affirmed the Tax Court’s decision.  It rejected both of the government’s arguments.  First, the government argued that the transfer to the foundation was dependent on the performance of some act or the happening of some future event, specifically the determination of the value of the estate.  The Court of Appeals held that the transfer itself was not subject to a future event, but only the value of what was transferred was subject to a later determination as of the date of death.  The Court also pointed to the regulation dealing with a guaranteed annuity interest that approved the determination of the value as finally determined for federal estate tax purposes.

The Court then rejected the government’s second argument that disclaimers that have the practical effect of disclaiming all amounts above a fixed-dollar amount fail to preserve a financial incentive for the government to audit an estate’s tax return for three reasons.  First, the government’s role is not merely to maximize tax receipts and conduct litigation based on a calculus as to which cases will result in the greatest collection, but to enforce the tax laws.  

Second, the Court found no evidence of a clear Congressional intent suggesting a policy to maximize incentives for the government to challenge or audit tax returns. In fact, it found that the relevant policy in the present context was clear, to encourage charitable donations by allowing deductions for such donations.  

Third, the Court noted there were countless other mechanisms, other than an IRS audit, to ensure that fiduciaries, such as executors and administrators, accurately report estate values, including state laws that impose personal liability on fiduciaries, and state and federal laws that impose financial liability or, in some circumstances, criminal sanctions, upon false statements, fraud, and knowing misrepresentations.  In addition, with a fixed-dollar-amount partial disclaimer, the contingent beneficiaries taking the disclaimed property have an interest in ensuring that the executor or administrator does not under-report the estate’s value, and therefore, have an interest in serving a watchdog function.

This case confirms that a post mortem disclaimer should be effective to reallocate assets pursuant to the governing instrument, just as a formula marital deduction clause operates to shift assets to the marital share if the value of the taxable estate is later increased on audit.

5. Petter v. Commissioner, T.C. Memo 2009-280, aff’d 108 AFTR 2d 2011-5593 (9th Cir. 2011)

a. Summary of the Case

This was a gift tax case that involved a formula gift to two charitable foundations in excess of the amount of gift tax exemption available to the donor in connection with gifts and sales of interests in a limited liability company (the “LLC”) to two trusts for the benefit of two of her children.  The donee had transferred stock she inherited in UPS to the LLC.  The government argued that the formula clauses were void because they were contrary to public policy.  In reaching its opinion, after a thorough analysis of the history of formula clauses, the Court found that the gifts to the charitable organizations were deductible to the extent of the excess of the amount of the transfers over the dollar amounts stated in the gift and sale documents and in the year in which the transfers were made to the trusts.  The Court began its analysis by noting two maxims of gift-tax law: A gift is valued as of the time it is completed, and later events are off limits.  And gift tax is computed at the value of what the donor gives, not what the donee receives.  The Court distinguished between a savings clause and a formula clause, the former being void and the latter fine.  It determined that the clause in this case was more like the formula clause in Christiansen, rather than a savings clause in Proctor.

The Court then dealt with the government’s public policy argument.  It first noted that there is a general public policy in favor of encouraging gifts to charities.  The facts indicated that the gifts to the foundations were made in good faith and in keeping with Congress’s overall policy of encouraging gifts to charities.  In addition, it found that the gifts were not susceptible to abuse, for the following reasons: the managers of the LLC became fiduciaries for the foundations; the directors of the foundations owed fiduciary duties to their organizations; the IRS could revoke the foundations’ exemptions if it found they were acting in cahoots with a tax-dodging donor; and the state attorney general was also charged with enforcing charities’ rights.  Consequently, the Court did not find that the type of formula in this case would cause severe and immediate frustration of the public policy in favor of promoting tax audits.  

In addition, this was not a moot case because a judgment adjusting the value of the transfers will actually trigger a reallocation of the membership interests transferred between the trusts and the foundations.  Consequently, the Court would not be issuing a merely declaratory judgment.  

The taxpayer also pointed out several other instances in which the IRS and Congress specifically allow formula clauses like the one in the instant case, including charitable remainder trusts, marital deduction bequests, generation-skipping transfers, qualified disclaimers, and qualified annuity interests.  Although the government attempted to distinguish such clauses on the basis that the transfers would eventually be subject to transfer tax, the Court noted that in the case of charitable remainder trusts, this would not be true.  

Finally the Court determined that the date of the gifts to the foundations for gift tax purposes is the date of the initial gifts and sales to the trusts, notwithstanding that the there was a reallocation of the membership interests later as a result of the adjusted value resulting from the gift tax audit.

b. 9th Circuit Decision

The 9th Circuit did not think that the dollar formula clauses contained a condition precedent because they did not make the additional transfers of LLC units to the foundation dependent upon the occurrence of an IRS audit.  Rather, the transfers became effective immediately upon the execution of the transfer documents and delivery of the units.  The only possible question was the value of the units transferred, not the transfers themselves.  Under the terms of the dollar formula clauses, the foundations received a set number of LLC units; there are not contingencies that must be satisfied before the transfers to the foundations became effective.  The clauses merely enforced the foundations’ rights to receive a pre-defined number of units: the difference between a specified number of units and the number of units worth a specified dollar amount.  The IRS’s determination that the LLC units had a greater fair market value than what was reported on the gift tax returns in no way grants the foundations rights to receive additional units; rather, it merely ensures that the foundations receive those units they were already entitled to receive.  

The Court did not address the public policy argument because the IRS abandoned it on appeal.

6. Price v. Commissioner, T.C. Memo 2010-2

a. Summary of the Case

This case involved the application of the annual exclusion to gifts of limited partnership interests in a family limited partnership.  The opinion relied on Hackl v. Commissioner, 118 T.C. 279 (2002), aff’d, 385 F.3d 664 (7th Cir. 2003), to find that the gifts were not gifts of present interests.  In Hackl, the Court held that to establish entitlement to an annual exclusion, the transfer must confer on the donee an unrestricted and noncontingent right to the immediate use, possession, or enjoyment of (1) of property or (2) of income from property, both of which alternatives in turn demand that such immediate use, possession, or enjoyment be of a nature that substantial economic benefit is derived therefrom.  

According to the Court, it was undisputed that under the partnership agreement the donees had no unilateral right to withdraw their capital accounts. Furthermore, the partnership agreement expressly prohibited partners from selling, assigning, or transferring their partnership interests to third parties or from otherwise encumbering or disposing of their partnership interests without the written consent of all partners. As stated with respect to analogous circumstances in Hackl v. Commissioner, 118 T.C. at 297, transfers subject to the contingency of approval (by the LLC manager in Hackl and by all partners in the instant cases) “cannot support a present interest characterization, and the possibility of making sales in violation thereof, to a transferee who would then have no right to become a member or to participate in the business, can hardly be seen as a sufficient source of substantial economic benefit.” 

Moreover, because of the operation of the partnership agreement, it appeared that the donees were not even properly characterized as limited partners in the partnership. But even if it were to be assumed that the donees did somehow become substituted limited partners, it would not affect the Court’s conclusion that contingencies stood between the donees and their receipt of economic value for the transferred partnership interests so as to negate finding that the donees had the immediate use, possession, or enjoyment of the transferred property. Under the partnership agreement, unless all partners consented, the donees could transfer their partnership interests only to another partner or to a partner’s trust. In addition, any such purchase would be subject to the option-to-purchase provisions of the partnership agreement, which gave the partnership itself or any of the other partners a right to purchase the property according to a complicated valuation process but without providing any time limit for exercising the purchase option with respect to a voluntary transfer. 

The Petitioners argued that if one donee purchased the partnership interest of another donee, the purchaser would gain an “unrestricted and noncontingent right to the immediate use, possession or enjoyment of the partnership interest,” for instance, by being able unilaterally to cause the partnership’s liquidation. Because the Court did not believe that the donees were substituted limited partners, it did not believe that they possessed anything more than income rights to transfer to each other or anyone else. More fundamentally, it rejected any suggestion that a present interest in a donee was properly founded on additional rights that the donee or some other donee might later acquire. 

The Petitioners also alluded to the possibility of the donees’ selling their partnership interests to the general partner. According to the Court, the general partner was owned by petitioners and its president was Mr. Price, who engineered the gifts of partnership interests to his children in the first instance. If the possibility of a donor’s agreeing to buy back a gift sufficed to establish a present interest in the donee, little would remain of the present interest requirement and its statutory purpose would be subverted if not entirely defeated. Cf. Chanin v. United States, 183 Ct. Cl. 840, 850, 393 F.2d 972, 977 (1968) (rejecting the proposition that an annual exclusion should be allowed “in every case in which the donee received a future interest in property, which was marketable, thus doing violence to the well recognized statutory purpose”). 

Finally, the Petitioners contended that the donees enjoyed a present interest in the transferred property because they were able to use the Schedules K-1, Partner’s Share of Income, Credits, Deductions, Etc., that the partnership issued to them each year as evidence of their own personal assets, thereby enhancing their “financial borrowing ability.” Apart from Mr. Price’s vague and uncorroborated testimony, there was no evidence to support this contention. In any event, whatever benefit the donees might be thought to enjoy in this regard was at best highly contingent and speculative and did not constitute a source of substantial economic benefit, particularly in the light of the restrictions on alienation (including on the ability of a partner to “encumber” a partnership interest) contained in the partnership agreement. Cf. Stinson Estate v. United States, 214 F.3d at 848 (holding that a gift of forgiveness of corporate indebtedness was a future interest notwithstanding that the individual donees saw an increase in their stock value due to a balance sheet improvement of the debtor family-owned corporation). 

In order to show that the gifts of the partnership interests afforded the donees the right to immediately use, possess, or enjoy the income therefrom, Petitioners had to show that: (1) the partnership would generate income at or near the time of the gifts; (2) some portion of that income would flow steadily to the donees; and (3) the portion of income flowing to the donees can be readily ascertained. See Hackl v. Commissioner, 118 T.C. at 298. 

Because the partnership owned real properties generating rents under long-term leases, the partnership could be expected to generate income at or near the time of the gifts. The record failed to establish, however, that any ascertainable portion of the income would flow steadily to the donees. To the contrary, the record showed that the partnership’s income did not flow steadily to the donees--there were no distributions in 1997 or 2001. 

Pursuant to the partnership agreement, profits of the partnership were distributed at the discretion of the general partner, except when otherwise directed by a majority in interest of all the partners, both limited and general. Furthermore, the partnership agreement stated that “annual or periodic distributions to the partners are secondary to the partnership’s primary purpose of achieving a reasonable, compounded rate of return, on a long-term basis, with respect to its investments.” 

Petitioners alleged that the partnership is expected to make distributions to cover the donees’ income tax liabilities arising from the partnership’s activities. The partnership agreement, however, clearly made such distributions discretionary: “Neither the partnership nor the general partner shall have any obligation to distribute profits to enable the partners to pay taxes on the partnership’s profits.” Because the timing and amount of any distributions were matters of pure speculation, the donees acquired no present right to use, possess, or enjoy the income from the partnership interests. 

Without citation of legal authority, the Petitioners contended that the general partner has a “strict fiduciary duty” to make income distributions to the donees. The Court was not persuaded that such a fiduciary duty, if it existed, established a present interest in a transferred limited partnership interest where the limited partner lacks withdrawal rights. Moreover, because (as previously discussed) the donees were not substituted limited partners, there was a significant question as to whether under Nebraska law the general partner owed them any duty other than loyalty and due care. Cf. Kellis v. Ring, 155 Cal. Rptr. 297 (Ct. App. 1979) (holding that under California law the assignee of a limited partner’s partnership interest could not bring suit against the general partner for alleged breaches of fiduciary duty). 

In sum, according to the Court, the Petitioners failed to show that the gifts of partnership interests conferred on the donees an unrestricted and noncontingent right to immediately use, possess, or enjoy either the property itself or income from the property and therefore held that Petitioners were not entitled to annual exclusions for their gifts of partnership interests. 

7. Shurtz v. Commissioner, T.C. Memo 2010-21

a. Summary of the Case

This is another taxpayer victory in an I.R.C. § 2036(a) case.  Reverend and Mrs. Shurtz created a limited partnership (Doulos LP) six years before Mrs. Shurtz died to which she had transferred timberland she owned outright in Mississippi and a limited partnership interest she owned that also held timberland in Mississippi.  The second partnership (Timberlands LP) was formed to operate the timber business that Mrs. Shurtz owned along with her mother, siblings, and trusts for her parents’ grandchildren.  The reasons for forming Timberlands LP were to allow the partnership to deal more efficiently with the operation of the family’s timber business by having the partnership own the timberland rather than multiple owners of undivided interests.

According to the planning note drafted by Reverend Shurtz, Doulos LP was formed to build it into a functioning limited partnership in order to reduce the estate, to provide asset protection, to provide for heirs, and to provide for the Lord’s work.  Mrs. Shurtz’ brother and sister also created limited partnerships to hold their interests in Timberlands LP.  They were concerned with protecting their interests in the Timberlands LP because of the “jackpot justice” the family believed existed in Mississippi.  In addition, Mrs. Shurtz wanted to give interests in the timberland she owned to her children and grandchildren, but was concerned about having a large number of undivided interests in the timberland, the same concern that led to the formation of Timberlands LP.  

As in many other cases where the taxpayer was successful in staving off an I.R.C. § 2036(a) challenge by the IRS, the Shurtzes had a good story to tell.  Mrs. Shurtz had been brought up in a religious household, and she and her husband spent 22 years outside the United States performing missionary work in Brazil and Mexico.  Although Mrs. Shurtz was wealthy as a result of gifts and bequests from her parents, the Shurtzes lived modestly.  They were also very generous, having donated $972,000 to charity between 1989 and 2001 alone.

Between 1996 and 2000, Reverend and Mrs. Shurtz gave away interests in Doulos LP to children and trusts for grandchildren using the annual exclusion to avoid any taxable gifts.  Note that the IRS did not raise the issue of whether these gifts qualified for the annual exclusion, although the partnership agreement, similar to the agreement in Price, prohibited the transfer of a full partnership interest without the consent of the general partners.  Perhaps the reason why the IRS did not raise the annual exclusion issue was the fact that the agreement required annual distributions to pay the income tax on the partnership’s profits.

The IRS issued a deficiency notice of almost $5 million and a negligence penalty of over $1,000,000, based on its assertion that the fair market value of the underlying assets held in Doulos LP should be included in Mrs. Shurtz’s estate under I.R.C. §§ 2036 and/or 2035, because she retained the control, use, and benefit of the transferred assets.  Note the estate tax return had been filed after the due date, because the executrix believed there was no estate tax due.  The IRS also contended that, for purposes of the marital deduction, the value of the limited partnership interest should be the actual value of the limited partnership interest.  As a result, the value of the partnership interest for purposes of the marital deduction would be considerably less than the value of the pro rata share of the partnership’s underlying assets, which was the value included in determining the value of the gross estate.  There would be a disconnect between the value for determining the amount of the gross estate and the value for determining the amount of the marital deduction.  

The Court noted a number of possible negative factors concerning the operation of Doulos LP.  The partnership’s CPA did not keep books of account as required by the partnership agreement.  The partnership’s bank account was not opened until almost four months after the partnership was established.  The Shurtzes paid some of the partnership’s expenses from their personal account, although they were either reimbursed or their capital accounts were credited for these expenses.  Finally, there were a number of non pro rata distributions to the partners, although missed distributions were made up in subsequent years.

On the other hand, the Court noted that the partnership held its annual meeting in connection with the annual meeting for Timberlands LP, when all the partners met to discuss the operation of the timberland.  In addition, the timberland held in Doulos LP required active management.  

The Court begin its analysis of the I.R.C. § 2036(a) issue by noting that a finding that the transferor sought to save estate taxes does not preclude a finding of a bona fide sale so long as saving estate taxes is not the predominant motive.  According to the Court the decedent had several nontax reasons for establishing Doulos LP; i.e., to protect her interests in Timberlands LP from creditors and to provide for ease of management of the timberland she owned outright.  In addition, the Court pointed out that business activities occurred with respect to the timberland.  Consequently, because the decedent had valid and significant nontax reasons for establishing the partnership, and they were an actual motivation and not mot merely a theoretical justification, the transfer of property to Doulos LP was a bona fide sale.  

The Court also found that transfer of property to Doulos LP was made for adequate and full consideration because each partner received an interest in the partnership proportionate to the value of property each partner contributed, the assets contributed were credited to each partner’s capital account, distributions required negative adjustments in the distributee’s capital accounts, and there was a legitimate and significant nontax business reason for the creation of the partnership. 

Because the Court found that Mrs. Shurtz’ transfers to Doulos LP were bona fide sales for full and adequate consideration in money or money’s worth, it did not have to determine whether she retained the right to enjoy the income or designate who would enjoy the income from the transferred property.  In addition, the value of the partnership interest qualifying for the marital deduction was no longer an issue, because the value of the interest would be the same for determining the amount of the gross estate and for determining the amount of the marital deduction.  Because there was no estate tax due, there was no negligence penalty.  Note that, as in Black, the Court did not take into account that the gifts to the children and grandchildren were not bona fide sales for full and adequate consideration in money or money’s worth.

The result in this case is not surprising.  There were at least two legitimate and significant nontax reasons for forming the limited partnership.  First, Mrs. Shurtz wanted to avoid having multiple owners of the timberland she owned so that it could be managed more efficiently.  Only the general partner would have to sign papers on behalf of the partnership’s operations.  Second, she was concerned, as were her brother and sister, about creditors reaching her interest in Timberlands LP.  Note, that as in other I.R.C. § 2036(a) cases, having a legitimate and significant nontax reason for forming and funding the limited partnership is essential in establishing that the transfer of property to the partnership was bona fide and, also, that it was in exchange for full and adequate consideration in money or money’s worth.

8. Fisher v. U.S., 105 AFTR 2d 2010-1347 (S.D. IN, 2010)

a. Summary of the Case

This is another case involving the application of the annual exclusion to gifts of membership interests in an LLC.  The taxpayers, Mr. and Mrs. Fisher, transferred unimproved beach front property on Lake Michigan to an LLC, and then transferred membership interests to each of their seven children in 2000, 2001, and 2002, claiming the annual exclusion for all the gifts.  The IRS disallowed the annual exclusions and assessed a deficiency of $625,986 in additional tax owed.  

The LLC’s operating agreement provided the timing and amount of all distributions were to be determined by the general manager, although it went on the state that after the payment of expenses, debts, and liabilities, and establishing reserves which the general manager deemed necessary for future investments, capital improvements, debts, expenses, liabilities, or obligations, any balance left over was to be distributed to the members in proportion to the membership percentages.  The agreement also provided that members could transfer their right to receive distributions, subject to the LLC’s right of first refusal to purchase the interest at the price offered by a third party.  If the LLC exercised its right to purchase, it could set a date for closing at any time between forty days and ninety days after the date it received notice of the offer, and the LLC could pay for the membership interest with a non-negotiable promissory note payable over a period of time not to exceed fifteen years, with the first payment due one year after closing.

The Fishers made three arguments in support of their assertion that the transfers of the LLC interests were gifts of present interests in the property.  First, they argued the children possessed an unrestricted right to distributions.  The Court held that their right to receive distributions, because it was subject to a number of contingencies, all within the exclusive discretion of the general manager, was not a substantial present economic benefit.  Second, the Fishers argued that upon the transfer, the children had an unrestricted right to possess, use, and enjoy the property.  The Court pointed out that the operating agreement did not indicate that such a right was transferred to the children and, regardless, the right to possess, use, and enjoy property, without more, is not a right to a substantial present economic benefit.  Third, the Fishers asserted that the children possessed the unrestricted right to unilaterally transfer their interests in the LLC.  The Court rejected this argument because their ability to transfer their right to receive distributions was subject to certain conditions that prevented the children from transferring their interests in exchange for immediate value. Therefore, the Court concluded that the transfers were transfers of future interests in property and, therefore, were not subject to the gift tax exclusion.  The Court granted partial summary judgment in favor of the government.

While the holding in this case is not surprising, because its analysis is rather brief, it does raise a number of issues about what will constitute a present interest with respect to transfers of interests in family business entities.  First, if the general manager’s discretion in determining how much to hold in reserve was subject to a fiduciary duty to the other members, would the decision have been different?  In most states, a manager of an LLC has a fiduciary duty to the other members.  Would this be sufficient to overcome the Court’s objection?  Apparently not.  However, many limited partnership agreements, LLC operating agreements, and shareholder agreements for S corporations provide that, at a minimum, distributions will be made to enable the owners to pay income taxes on the entity’s income that is passed through to them.  Would this be enough to cause the interest in the entity to be a present interest?  Note that it is clear that a donee must have an unrestricted right either to the immediate use, possession, or enjoyment of the property or the income from the property, but not both.

Second, the Court’s statement that the right to possess, use, and enjoy the property is not a right to a substantial present benefit appears to conflict with its quote from Hackl v. Commissioner, 335 F.3d 664 (7th Cir. 2003), that a donee must have an unrestricted right either to the immediate use, possession, or enjoyment of the property or the income from the property.  Maybe it was the nature of the property, unimproved beach front property on Lake Michigan, that troubled the Court.  Or, perhaps, the mere right to possess, use, or enjoy the property is not sufficient; the donee must also have to the right to transfer the property or the interest in the entity.  

Third, while the donees’ right to transfer their right to distributions, essentially a right to transfer an assignee interest rather than a full membership interest, did not create an present interest in Hackl, and should not have in this case, the Court does not focus on this aspect of the transferability issue.  Rather the Court points to the LLC’s right of first refusal as the basis for its rejection of the argument that the children had an unrestricted right to transfer their membership interests.  While the rather long time period within which the LLC could set the closing date and the fact that it could pay for the interest with a fifteen-year nonnegotiable note could be viewed as diminishing the economic value of the gifted interest, a true right of first refusal, where the holder of the right must accept the same price and the same terms contained in a good faith third party offer, should be sufficient to give the donee a substantial economic benefit.  

Note that the annual exclusion may not be an issue where the donor intends to make substantial gifts either using his or her gift tax applicable exclusion amount or paying gift tax to reduce the gross estate if the donor lives for three years after the gift.  Where it is a concern, some commentators have suggested giving the donee a right to require the entity to purchase its interest (a put right) for a period of time after the gift, similar to a Crummey withdrawal power.  While this may work to qualify the gift for the annual exclusion, it may not be what the donor wants to do for many good reasons, including concerns over creditors of the donee.  The combination of a true right of first refusal, as described above, and a right to receive distributions to pay the income tax on the entity’s earnings should be sufficient to qualify a transfer for the annual exclusion, although the language in this case may leave some doubt.

9. Holman v. Commissioner, 130 T.C. No. 12 (2008), aff’d, 105 AFTR 2d 2010-1802 (8th Cir. 2010)

a. Facts of the Case

Tom and Kim Holman (Tom and Kim), husband and wife, formed a limited partnership (the partnership) on November 2, 1999, and transferred shares of Dell Computer Corp. (Dell) to the partnership the same day.  They each took back an .89% general partnership interest and a 49.04% limited partnership interest.  In addition, a trust for the benefit of their children (the trust) transferred shares of Dell to the partnership for a .14% limited partner interest.  They had four reasons for forming the partnership: very long-term growth, asset preservation, asset protection, and the education of their four children.  In addition, they wanted to disincentivize their children from getting rid of the assets, spending them, or feeling entitled to them.  The partnership agreement gave the general partners the exclusive right to manage and control the business and prohibited an assignment of an interest by a limited partner without the consent of all partners except to permitted assignees.  The partnership agreement also gave the partnership the right to acquire an assignee interest acquired in violation of the agreement at fair market value based on the assignee’s right to share in distributions.  The partnership could only be dissolved with the consent of all partners.

On November 8, 1999, Tom and Kim gave limited partner interests (LP units) to the trust and to four uniform transfers to minors act custodianships for the benefit of their children (custodian accounts) having a reported value according to the gift tax returns roughly equal to their $600,000 transfer tax exemptions at the time.  On December 13, 1999 the custodian accounts transferred additional shares of Dell to the partnership.  On January 4, 2000, Tom and Kim gave LP units to the custodian accounts having a reported value equal to the annual exclusions available to Tom and Kim ($80,000).  On January 5, 2001 Tom and Kim transferred additional shares of Dell to the partnership in exchange for additional LP units.  Finally, on February 2, 2001, Tom and Kim gave additional LP units to the custodian accounts having a reported value equal to the annual exclusions available to Tom and Kim ($80,000).

The Tax Court described the operation of the partnership as follows: there was no business plan; there were no employees nor any telephone listing in any directory; its assets consisted solely of Dell shares; there were no annual statements; at the time Tom decided to create the partnership he had plans to makes gifts of LP units in 1999, 2000, and 2001; and the partnership had no income and filed no returns for 1999, 2000, and 2001.

The IRS increased the value of the gifts based on the following alternate assertions: the transfer of assets to the partnership were indirect gifts of the Dell shares; the interests were more analogous to interests in a trust than an operating business; I.R.C. § 2703 applied to ignore the restrictions in the partnership agreement; the restrictions on liquidation should be ignored under I.R.C. § 2704(b); and the appropriate discount for lack of control and lack of marketability should be 28%, rather than the taxpayer’s 49.25% discount.  At trial, the IRS abandoned the trust and I.R.C. § 2704(b) arguments.

b. Tax Court’s Opinion

The following will deal with the Court’s opinion with regard to the indirect gifts theory, the application of I.R.C. § 2703(a), and the value of the gifts for gift tax purposes.  Note that, because this is a gift tax proceeding, I.R.C. §§ 2036(a) and 2038 were not issues.

Indirect Gifts Issue.  The IRS had asserted that, based on Shepherd v. Commissioner, 283 F.3d 1258 (11th Cir. 2002) and Senda v. Commissioner, T.C. Memo 2004-160, aff’d 433 F.3d 1044 (8th Cir. 2006), the gifts on November 8th were indirect gifts of the Dell shares, and therefore no discounts were appropriate.  Based on the facts, the Tax Court distinguished the instant case because the shares were transferred six days after the partnership was formed and there was a real economic risk of a change in value between the date of formation and the transfer of the shares.  The government had argued that the step transaction doctrine should have applied, because it was Tom’s intent in forming the partnership to make the gifts.  According to the Court, the fact that the government had not asserted that the gifts in 2000 and 2001 should also be treated as indirect gifts meant that government recognized that the passage of time could defeat a step transaction argument.  According to the Court, because of the volatility of the Dell shares, six days was a sufficient period in the instant case.

I.R.C. § 2703 Issue.  The IRS asserted that the right of the partnership to acquire an assignee’s interest at a value less than its pro rata share of the partnership’s net asset value (NAV) should be disregarded under I.R.C. § 2703(a) because it did not satisfy the three requirements under the statutory safe harbor; namely, the right must be a bona fide business arrangement, it must not be a device to transfer property to members of the decedent’s family for less than full and adequate consideration in money or money’s worth, and its terms must be comparable to similar arrangements entered into by persons in an arm’s length transaction.  The Court agreed with the government, based on its opinion that the right did not satisfy the bona fide business arrangement and device requirements.

The Court held that there was no closely held business and the reasons for forming the partnership were educating the Holman’s children and disincentivizing them from getting rid of Dell shares, spending the wealth represented by the shares, or feeling entitled to the Dell shares.  The Court distinguished Estate of Amlie v. Commissioner, T.C. Memo 2006-76, because in that case the conservator was seeking to exercise prudent management of his ward’s minority interest in a bank consistent with his fiduciary obligations to the ward and to provide for the expected liquidity needs of her estate.

While the Court held that the gifts were not a device to transfer LP units for less than adequate consideration, the right to acquire an assignee’s interest was such a device.  The Court reasoned that by purchasing a transferred interest for a value less than a pro rata share of the NAV, the value of the non assigning children’s LP units would be increased.

Although both parties’ experts agreed that the restrictions were common in arm’s-length arrangements, the government’s expert believed that because of the nature of the partnership, nobody at arm’s length would get into the deal.  Because the Court found that the right to acquire an assignee’s interest was not a bona fide business arrangement and was a device, it did not reach a conclusion as to whether the comparability requirement was satisfied.  

The Valuation Issue.  Because the partnership’s only assets were the Dell shares, the experts for each party agreed on the value of the Dell shares at the date of the 1999 gift.  The Court rejected the taxpayers’ expert’s argument that the valuation method under the gift tax regulations did not apply to the 2000 and 2001 gifts because the gifts were of partnership interests and not of the shares themselves.  The Court also rejected the taxpayers’ expert’s contention that the lack of control discount should reduce the NAV based on the value of shares of publicly held investment companies that traded at a discount from NAV. 

The Court essentially agreed with the government’s expert’s determination of the lack of control discount and arrived at a discount of 11.32% for the 1999 gifts, 14.34% for the 2000 gifts, and 4.63% for the 2001 gifts.  Both experts relied on the prices of shares of publicly traded, closed-end investment funds, but disagreed as to whether useful information could be obtained by considering funds specializing in industries different from Dell and as to the range, mean, and median of the subset and the sample.  The Court also rejected the taxpayer’s expert’s additional discounts for lack of portfolio diversity and professional management.  

As for the appropriate lack of marketability discount, the Court agreed with the government’s expert that a 12.5% discount was appropriate.  Both experts agreed on the usefulness of restricted stock studies in determining the appropriate marketability discount for the gifts, that no secondary market existed for the LP units, that an LP unit could not be marketed to the public or sold on a public exchange, and that an LP unit can be sold only in a private transaction.  They disagreed on the likelihood of a private market among the partners for the LP units.

The taxpayers’ expert believed that there was no market for the LP units and that the lack of marketability discount should have been at least 35%.  The government’s expert observed that the taxpayers’ expert’s conclusion would lead to almost a zero value and the Court believed that the 35% figure was a guess.  In contrast, the government’s expert based his conclusion that a 12.5% lack of marketability discount was appropriate on the likelihood that a limited partner wishing to make an impermissible assignment of LP units and the remaining partners would strike a deal at some price between the discounted value of the units and the proportionate share of the partnership’s NAV.

c. Analysis of Tax Court’s Opinion

The Court’s discussion of the application of the step transaction doctrine will add additional confusion to an already confused area of transfer tax law.  It could be argued that the step transaction doctrine should not apply at all to the transfer of assets to a partnership followed by gifts of interests in the partnership if the intent of the donor was to give partnership interests rather than the assets themselves for legitimate nontax reasons and the partnership was a valid entity under state law.  If the Court’s analysis is correct, practitioners will have to determine in each case how long the prospective donor must wait before making gifts of partnership interests, presumably based on the nature of the asset.

The Court’s application of the statutory safe harbor under I.R.C. § 2703 greatly restricts its usefulness in family entities that do not engage in an active trade or business.  The Court implies the bona fide business arrangement requirement can only be satisfied if there is a closely held business involved or the reasons for the restrictions are business related.  Some commentators have argued that the Court ignores language in the Finance Committee Report that “[b]uy-sell agreements are commonly used to control the transfer of ownership in a closely held business…to prevent the transfer to an unrelated party” [emphasis added].  If the Court’s premise is that the bona fide business arrangement requirement can only be met if there is a closely held business, which in its opinion does not include an investment in one company’s stock, or the reasons for the restrictions are business related, the reasons for having any restrictions are irrelevant in meeting the requirement unless there is a closely held business or the reasons are business related.

Although the Court did not treat the gifts of the LP units themselves as a device, it held that the right to acquire an assignee interest at a value below its proportionate NAV could result in value being transferred to objects of the decedent’s bounty for less than adequate consideration.  However, the subsequent shift in value to the non-assigning children would not involve a transfer from the parents to the children, but merely a shifting of value among all the non-assigning partners.  The result reached by the Court can be avoided by including a true right of first refusal rather than the provision giving the partnership the right to acquire an assignee’s interest.  Presumably the purchase price in a good faith offer by a third party would be based on a value considerably less than a pro rata share of the NAV.

Finally, as has been noted by other commentators, the willingness of the Court to accept testimony concerning the comparability requirement other than actual buy-sell agreements, which would be difficult to obtain for closely held businesses, is a welcome approach to that issue.

As for determining the lack of marketability discount, the Court strays from the hypothetical willing buyer and willing seller paradigm when it agrees with the government’s expert’s conjecture of how a partner wishing to dispose of his or her interest would strike a deal with the remaining partners.  In supporting its position that the remaining partners would strike a deal, the provision in the partnership agreement permitting a dissolution by the consent of all the partners convinced the Court that preservation of family assets was not an unyielding purpose.  The Court ignores the fact that under any state’s partnership law a partnership can be dissolved if all the partners consent.

In conclusion, this case raises many issues that practitioners and their clients must consider when using business entities to carry out the clients’ nontax objectives.  Because the case was a regular Tax Court decision, the case has precedential authority.

d. 8th Cir. Opinion

The taxpayers in Holman appealed the Tax Court’s decisions with regard to the application of I.R.C. § 2703 and the appropriate lack of marketability discount.  The 8th Circuit in a two to one decision upheld the Tax Court on both the I.R.C. § 2703 issue and the valuation issue.  The majority believed that the issues were questions of fact, and therefore applied a “clear error” standard of review, while the dissenting judge believed that the issues were questions of law or mixed questions of law and fact and would have applied a “de novo” standard.  Consequently, the majority opinion relies heavily on the facts in the case in affirming the Tax Court’s holdings.

Majority Opinion.  With regard to the bona fide business arrangement test, the Court found that “In the present case, looking at the entirety of the surrounding transactions—including the contemporaneous execution of wills, Mr. Holman’s understanding of the potential tax benefits of his actions, Mrs. Holman’s educational goals, and the absence of any business activity—we find ample support for the Tax Court’s determination.  When viewed in this context, there is little doubt that the restrictions included in the Holmans’ limited partnership agreement were not a bona fide business arrangement, but rather, were predominately for purposes of estate planning, tax reduction, wealth transference, protection against dissipation by the children, and education for the children.”  

At the outset, the Court refuted the taxpayers’ argument that the Tax Court had imposed an operating business requirement in order to satisfy the bona fide business arrangement test.  Citing earlier cases, the 8th Circuit did postulate that the bona fide business arrangement test was less difficult to satisfy when an active business was involved.  According to the Court, context matters.  “Here that context shows that the Tax Court correctly assessed the personal and testamentary nature of the transfer restrictions.  Simply put, in the present case, there was and is no “business,” active or otherwise.  The donors have not presented any argument or asserted any facts to distinguish their situation from the use of a similar partnership structure to hold a passbook savings account, an interest-bearing checking account, government bonds, or cash.”  The Court characterized the family partnership as a “mere asset container,” citing Estate of Erickson v. Commissioner, T.C. Memo 2007-107.  

The taxpayers cited several Tax Court cases addressing the business purpose element of I.R.C. § 2703(b)(1), involving passive investments.  The Court distinguished Estate of Amlie v. Commissioner, T.C. Memo 2006-76, where the Tax Court found that a buy-sell agreement was a bona fide business arrangement where a fiduciary had entered into the agreement to ensure the ability to sell stock that represented an otherwise illiquid minority interest in a closely held bank.  It also distinguished a line of cases involving investment entities with restrictions imposed to ensure perpetuation of an investment model or strategy.  Estate of Black v. Commissioner, 133 T.C. 15 (2009); Estate of Murphy v. United States, 104 AFTR 2d 2009-7703 (W.D. Ark. 2009); and Estate of Schutt v. Commissioner, T.C. Memo 2005-126.  In the present case, in contrast to the cited cases, the donors did not purport to hold any particular investment philosophy or possess any particular investing insight.  Because the Holmans had no overall, long-term plan, unlike Schutt [and presumably the other cited cases], the family membership, educational, and tax reduction purposes overshadowed any claim of a business purpose for the restrictions.

Because the majority found that the first requirement of the statutory exception was not satisfied, it did not deal explicitly with the other two requirements, the device test and the comparability test.

With regard to the valuation issue, the Court found that the government’s expert’s analysis comported with the general rule of casting the potential buyer merely as a rational economic actor.  “A buyer possessed of all relevant information would know that (1) the underlying assets are highly liquid and easily priced; (2) the amount held by the partnership could be absorbed by the broader market and represents but a small fraction of the total outstanding market capitalization of Dell corporation; (3) the partnership agreement permits the buying out of exiting partners or dissolution upon unanimous consent of all partners; and (4) there would be little or no economic risk and likely no capital infusion necessary for the remaining partners to buy out an exiting partner.  Therefor, the 8th Circuit agreed with the Tax Court that there was a cap on the amount of lack of marketability discount that was appropriate under the facts in this case, because the remaining partners would have paid more than a third party for the withdrawing partner’s interest.

Dissenting Opinion.  The dissenting opinion believed that all three requirements of the statutory exception to the application of I.R.C. § 2703(a) applied.  The restrictions in the agreement represented a bona fide business arrangement, the device test only applied in the case of a decedent and not a donor, and the comparability test was satisfied.  The dissent also believed that the Tax Court and the majority had misapplied the willing buyer, willing seller standard by assuming that the hypothetical buyer owned Holman limited partnership interests.  

The dissent believed that the partnership agreement restrictions were a bona fide business arrangement because they were not created for the primary purposes of avoiding taxes, and they served the following legitimate business purposes: (1) maintaining family control over the right to participate as a limited partner; (2) maintaining family control over the right to receive income from the partnership’s investment assets; (3) protecting partnership assets from creditors and potential future ex-spouses; and (4) preserving the partners’ fundamental right to choose who may become a partner.  The dissent also found that the device test only applies to transfers at death, because the statutory language uses the term “decedent” rather than the broader term “transferor,” and would have held the regulation that changes the word “decedent” to “transferor” as invalid because it does not give effect to the plain language of the statute.  Finally, the dissent would have held the comparability requirement satisfied because the experts for both parties agreed that the transfer restrictions were comparable to those found in agreements entered into at arm’s length. 

The dissent also believed that the majority and the Tax Court had misapplied the willing buyer, willing seller standard.  It believed that the majority and the Tax Court plucked rational economic actors out of the existing “thin” private market, placed Holman limited partnership shares in their pockets, and asked them what they would pay for a wishing-to-assign partner’s interest in light of the partnership’s dissolution provisions.  According to the dissent, courts commit legal error where, as in this case, they substitute hypothetical buyers for “particular possible purchasers” based on “imaginary scenarios” as to who a purchaser might be, citing Estate of Simplot v. Commissioner, 249 F.3d 1191 (9th Cir. 2001).

e. Analysis of 8th Cir. Opinion

If other courts adopt the reasoning of the Tax Court and the 8th Circuit with regard to the bona fide business arrangement requirement of the statutory exception to the application of I.R.C. § 2703(a), appraisers may be forced to disregard restrictions in buy-sell agreements, limited partnership agreements, and LLC operating agreements in connection with entities that hold only passive investments that would be normal in such agreements in connection with an operating business, unless there is a business purpose for the arrangement.  For example, in Amlie, the business purpose was to provide liquidity to Mrs. Amlie’s estate and to protect her minority interest.  In Schutt, the business purpose was to preserve Mr. Schutt’s investment philosophy.  On the other hand, in Holman, the stated purposes for creating and funding the partnership did not include any particular investment strategy; rather the Holmans wanted to protect the assets from dissipation by their children and to teach them about wealth and the responsibility of that wealth.  Certainly, if the word “business” in the first requirement has any meaning, the Tax Court and the 8th Circuit got it right.

This may mean that the bona fide business arrangement test is more difficult to satisfy than the bona fide sale exception to I.R.C. § 2036(a).  It appears that as long as there is a legitimate and significant nontax reason for creating and funding the entity and the interests the contributors receive in the entity are proportionate to the fair market value of the assets contributed, the bona fide sale exception is satisfied.  Perhaps it is the absence of the word “business” in the bona fide sale exception that causes this apparent difference between the two standards.  Keep in mind, even with the application of I.R.C. § 2703(a), the taxpayers still obtained significant discounts.

The 8th Circuit’s upholding the Tax Court’s analysis of the appropriate lack of marketability discount may also affect entities holding only marketable investments.  While the dissent may have it right that the majority misapplied the “willing seller, willing buyer” standard, there is merit in the majority’s analysis.  If the assets held by the entity are marketable, the owners who do not wish to withdraw can easily muster the necessary funds to buy out an owner who is seeking to sell his or her interest to a third party.  Presumably the third party would be willing to pay less for the interest than the remaining owners, and therefore, the true fair market value of the interest in such a case may be more than what a third party would pay, unlike a situation involving an entity holding non liquid assets, such as an operating business, where the remaining owners would have to come up with funds to buy out the withdrawing owner from other sources.

10. Hendrix v. Commissioner, T.C. Memo 2011-133

a. Facts of the Case

This case involved gifts and sales of S corporation stock by a husband and wife to two trusts for the benefit of their descendants pursuant to a defined value allocation formula, with the excess over a specified dollar amount passing to a foundation.  After the transfers, similar to the McCord case, the amount of stock that passed to the foundation was determined by an evaluation and confirmation agreements between the trustees and the foundation.  The taxpayers were not parties to the confirmation agreement.  The foundation had separate, qualified counsel in connection with the negotiations between the taxpayers and the foundation and in connection with the evaluation and confirmation agreements.  The foundation also obtained a separate appraisal for the stock in order to determine whether the value obtained by the taxpayers’ appraisal was reasonable.

The issue was the validity of the formula clauses.  The taxpayers contended that the formula clauses were valid because the clauses were used to fix the transferred amount of the hard-to-value stock and the parties to those clauses conducted themselves at arm’s length.  The taxpayers concluded that the applicable value of the stock was the value used in the confirmation agreement and that they were entitled to a charitable deduction for the amount of stock passing to the foundation pursuant to the confirmation agreement.  The government concluded that the formula clauses were invalid because they were not reached at arm’s length and were contrary to public policy.  

Because the case was appealable to the Court of Appeals for the Fifth Circuit, the Court followed the precedent of that court, specifically Succession of McCord v. Commissioner, 461 F.3d 614 (5th Cir. 2006), revg. 120 T.C. 358 (2003).  The government stated that McCord was not controlling precedent because the Court of Appeals did not consider the fact that the formula clauses were not reached at arm’s length and that they were contrary to public policy.  

b. Court’s Opinion

The Court stated that disregard of a transaction for lack of substance cannot be based on mere suspicion and speculation arising from the fact that a taxpayer engaged in estate planning.  Nor would it strictly scrutinize a transaction, or presume that a transfer is a gift, where, as in this case, the transaction involves a third arty without familial or financial ties to the transferee’s family group.  Instead, the Court had to find credible evidence that the parties colluded or had side deals that the form of the transaction otherwise differed from the substance, and it found no such credible evidence.  The mere facts that the taxpayers and their daughters were close and their plan benefited the daughters do not necessarily mean that the formula clauses failed to be reached at arm’s length.  Nor was a finding of negotiation or adverse interests an essential element of an arm’s-length transaction, although the Court found nothing in the record to persuade it either that the formula clauses were not subject to negotiation or that the taxpayers and the daughters’ lacked adverse interests.  It noted that economic and business risk assumed by the trusts as buyers of the stock placed them at odds with the taxpayers and the foundation, because the trusts could have received less stock for their payment if the stock was overvalued.  

The Court also did not find collusion between the taxpayers and the foundation.  The taxpayers did not diverge from their usual course of donation, because they could still request the foundation to provide a grant to any of their usual donees.  The foundation accepted various potential risks incident to its receipt of the taxpayers’ gifts, including loss of it tax-exempt status if it failed to exercise due diligence as to the gift.  It exercised its bargaining power when its counsel insisted that the taxpayers pay any local taxes and penalties as well as federal and state taxes and penalties if the corporation failed to distribute sufficient income to pay those taxes.  The foundation was represented by independent counsel and conducted an independent appraisal.  It had a fiduciary duty to ensure it received the number of shares it was entitled to receive under the formula clauses.

The Court then turned to the public policy argument.  The Court noted that in Proctor, there were three reasons the Court found the savings clause was void as contrary to public policy: (1) the provision discouraged the collection of the tax because any attempt to collect the tax would defeat the gift, (2) the effect of the condition was to obstruct the administration of justice by requiring a court to pass upon a moot case, and (3) the provision would reduce the federal court’s final judgment to a declaratory judgment.  The Court distinguished the present case from Proctor and its progeny because the formula clauses imposed no condition subsequent that would defeat the transfer and they furthered the fundamental policy of encouraging gifts to charity, citing Estate of Christiansen v. Commissioner, 130 T.C. 1 (2008).

c. Analysis of the Court’s Opinion

This is the fourth case holding a defined value allocation formula with the excess passing to a charity valid.  It is the second case where the amount passing to charity was based on a confirmation agreement rather than its fair market value as finally determined for federal gift or estate tax purposes.  It remains to be seen which formula works better or stands a better chance of being upheld.  It is also uncertain whether the same result would occur if the excess passed to a spouse, a marital deduction trust, or a zeroed out GRAT, or was an incomplete gift.  As discussed below, in Wandry v. Commissioner, T.C. Memo 2012-88, the Tax Court held a defined value transfer formula valid where the amount transferred was defined a specific dollar amount, so that any additional value remained with the donor.

11. Turner v. Commissioner, T.C. Memo 2011-209, supplemented by Turner II, 138 T.C. No. 14, (2012)

a. Facts of the Case  

Decedent and his wife transferred bank stock and other investment assets to a limited partnership for the following purported reasons:  (1) to consolidate their assets for management purposes and allow someone other than themselves or their children to maintain the family’s assets for future growth pursuant to a more active and formal investment management strategy; (2) to facilitate resolution of family disputes through equal sharing of information; and (3) to protect the family assets and the decedent’s wife from one of their grandsons, who was a drug addict and had been arrested 26 times, and to protect the grandson from himself. They then transferred partnership interests to their children and the children of a deceased child, except the share that would have gone to the grandchild who was an addict was transferred to a trust for his benefit.  There was little done in the way of managing the transferred assets.  The partnership paid the decedent and his wife $2,000 a month for management services, although they did little in the way of managing the assets.  There were numerous distributions to the decedent and his wife, some of which were characterized as repayments for loans and expenses borne by the decedent for partnership activities.  The decedent owned a .5% general partnership interest and a 27.8% limited partnership interest at his death.  The IRS issued a deficiency notice that included the value of the assets the decedent transferred to the partnership in the decedent’s gross estate under I.R.C. §§ 2035, 2036, and 2038.  
b. Court’s Opinion

The Court found that none of the reasons constituted legitimate and significant nontax reasons for forming and funding the partnership.  The Court found that asset management was not a significant nontax purpose because the portfolio of marketable securities did not change in a meaningful way.  It rejected the taxpayer’s argument that the partnership provided more efficient management because a grandson already had significant responsibilities with respect the grandparent’s finances before the partnership was formed, and it was not clear what nontax advantages the partnership offered.  Any genuine concern regarding the scattered state of their investments or lack of a formal investment strategy could have been readily addressed without transferring the assets to a partnership.  Finally, the partnership did not meaningfully consolidate the assets or implement an active and formal investment management strategy.  

With regard to the resolution of family discord, the Court found that the ill will among the children was not about money, per se; there was no evidence that the children ever expressed a particular interest in managing their parents’ assets; and the resolution of family discord appeared to be little more than an after-the-fact, hypothetical justification for the creation of the partnership.  

As for protecting the decedent’s wife from the grandson who was an addict, the Court found that because the decedent and his wife retained $2 million in assets and the wife was in good health physically and mentally, she could continue to make gifts to the grandson voluntarily.  As for protecting the grandson from himself, before the formation he had no assets to protect and his trust adequately protected any assets that the grandparents wished to transfer to him.  The taxpayer failed to explain how placing the assets in a limited partnership, as opposed to transferring the underlying assets to the grandson’s trust, provided any meaningful additional protection.  The Court concluded that the transfers to the partnership failed the bona fide sale prong of the bona fide sale exception.

The Court then noted additional factors that indicated that the transfers to the partnership were not bona fide sales.  The decedent stood on both sides of the transaction and he created the partnership without any meaningful bargaining or negotiation with his wife or with any of the other anticipated limited partners.  The decedent commingled personal and partnership funds.  The decedent did not complete the transfer of assets to the partnership for at least 8 months after the formation of the partnership.  

Because the parties had stipulated that the partnership interests the decedent received were proportionate to the fair market value of the assets he contributed to the partnership and that the assets were properly credited to his capital account, the Court concluded that the full and adequate consideration prong of the bona fide sale exception was satisfied.

The Court then determined that the decedent retained an interest in the transferred assets, based on the fact that the decedent and his wife received a management fee of $2,000 per month without any apparent regard for the nature and scope of their management duties and there was nothing in the record to suggest that the fee was reasonable.  The record did not disclose that the decedent and his wife did to manage the partnership.  In fact, some of the evidence suggested that they did not manage the partnership at all.  

The Court then turned to the factors that tended to show an agreement to retain possession and enjoyment of the transferred assets that would cause the transferred assets to be included in his estate under I.R.C. § 2036(a)(1).  The decedent transferred most of his assets to the partnership.  Nearly 60% of the value of the property the decedent and his wife transferred consisted of stock in a bank to which they had a sentimental attachment.  Consequently the partnership did not sell the bank stock.  Although the decedent and his wife retained sufficient assets outside of the partnership to meet their living expenses, they opted to receive the management fee from the partnership for few or no management services and took distributions from the partnership at will, including to make personal gifts, to pay insurance premiums on policies held in a trust for the benefit of his children and grandchildren, and to pay legal fees for his estate planning.  The decedent also received disproportionate distributions from the partnership.  

The Court also found that the purposes of the partnership were primarily testamentary, including providing for his wife after his death and protecting his children and grandchildren from creditors.  The Court found implausible the taxpayer’s assertion that tax savings were never discussed, relying partially on a statement in a letter from the lawyer that “a key element to a gifting program is the need of a sound appraisal of the partnership for tax purposes.”

After concluding that there was an implied agreement, the Court went on to find that the decedent retained the right, under I.R.C. § 2036(a)(2), either alone or in conjunction with any person, to designate the persons who shall possess or enjoy the property or the income therefrom.  The Court noted that the decedent was, for all intents and purposes, the sole general partner and the partnership agreement gave him broad authority not only to manage the partnership, but also to amend the partnership agreement at any time without the consent of the limited partners.  He also had the sole and absolute discretion to make pro rate distributions and to make distributions in kind.  In addition, he and his wife owned over 50% of the limited partnership interests after the gifts, and could make any decision requiring a majority vote of the limited partners.  The Court noted that even if it treated the decedent’s wife as an equal partner, it would reach the same conclusion because I.R.C. § 2036(a)(2) applies when the right is held alone or in conjunction with any person.

The Court held that the payment of premiums on life insurance polices held in a trust for the benefit of the decedent’s children and grandchildren qualified for the gift tax annual exclusion because they were gifts of present interests as a result of Crummey withdrawal powers held by the beneficiaries, despite the fact that the premiums were paid directly to the insurance carriers and no notices were given to the beneficiaries concerning their withdrawal rights.  The Court based its holding on the fact that the beneficiaries had the absolute right and power to demand withdrawals.  Interestingly, the Court found that because the value of the gifted partnership interests was included in the decedent’s estate, they must be disregarded in determining the decedent’s adjusted taxable gifts and would not prevent the premium payments made in those years from qualifying for the annual exclusion.  To hold otherwise would cause double inclusion in the decedent’s estate.

c. Analysis of Court’s Opinion

Based on the facts in this case, the Court’s holding was correct.  The purported reasons for forming and funding the partnership did not amount to significant and legitimate nontax reasons, partnership formalities were not followed, and disproportionate distributions were made to the decedent. 

d. Supplemental Opinion

The taxpayer filed a motion for reconsideration.  First, the taxpayer requested that the Court reconsider several findings of fact and its conclusions with respect to the application of I.R.C. § 2036(a).  Because the taxpayer did not demonstrate any manifest error of fact, the Court denied the motion regarding the application of I.R.C. § 2036.  Second, the taxpayer contented that, as a result of a pecuniary marital deduction formula clause in the decedent’s will, the estate should have been able to claim an increased marital deduction, thereby eliminating any additional tax as a result of the application of I.R.C. § 2036(a).  

The Court noted that the application of I.R.C. § 2036(a) causes two mismatches in connection with the marital deduction.  The first mismatch, not an issue in this case, is caused by using the discounted value of the limited partnership interest passing to the marital deduction as reported on the estate tax return in determining the marital deduction, even though the same discounts are ignored for valuing the gross estate.  The IRS in this case allowed an increased marital deduction based on the value of the assets rather than the value of the partnership interest.

The second mismatch is caused by having the value of assets transferred during lifetime brought back into the decedent’s estate.  Because the partnership interests transferred to persons other than the decedent’s wife or the underlying assets could not and did not pass to the wife for purposes of I.R.C. § 2056 (the section allowing a marital deduction), the estate may not recalculate the marital deduction to include the transferred partnership interests or the underlying assets.  In addition, the policy of the marital deduction is to defer the payment of the estate tax until the surviving spouse dies.  Assets that do not pass to the surviving spouse or a trust that qualifies for the marital deduction, as in this case, would not be subject to estate tax when the surviving spouse dies.  

The Court’s holding with respect to the marital deduction issue is also correct.

12. Estate of Liljestrand v. Commissioner, T.C. Memo 2011-259

a. Facts of the Case

In 1997, the decedent transferred real estate located in California, Florida, Oregon, and Hawaii to a limited partnership and then gave limited partnership interests to four trusts for the benefit of his children.  The reasons for forming and funding the partnership were (1) to ensure that the real estate would be centrally managed and that one of his sons would have a guaranteed long-term employment as manager of the real estate; (2) the partnership was the only business form that would ensure that the real estate would not be subject to partition or division; and (3) the partnership form served to protect the real estate from potential creditors.  In exchange the decedent received a general partnership interest, class A limited partnership interests, and class B partnership interests.  The class A limited partnership interests were entitled to a 14% preferred return, which based on a value of the class A interests of $310,000, was $43,400.  This happened to be about the amount of the partnership’s annual income that the CPA firm projected.  In 1998 and 1999, the decedent made gifts of class B limited partnership interests to irrevocable trusts for the benefit of each of his four children.

The decedent died on May 31, 2004.  The IRS issued a notice of deficiency that included in the gross estate the value of the real estate that the decedent had contributed to the partnership.  

b. Court’s Opinion

First the Court determined that the bona fide sale exception to I.R.C. § 2036(a) did not apply.  Given that the son managed the real estate before and after the formation of the partnership, the Court did not see how forming the partnership ensured that the real estate would be centrally managed by the son.  In addition, the Court did not agree that the formation of the partnership resolved the conflict of interest the son had as both trustee and manager of the real estate; it simply changed the assets of the trust.  The son was trustee of both trusts, the trust for the children (the Court seemed to treat the four trusts as one) and the decedent’s revocable trust that would become irrevocable at the decedent’s death, and he was also the general partner of the partnership and its manager.  He would continue to owe a duty to the beneficiaries of both trusts to manage the real estate for their benefit.  He continued to hold a personal interest in the real estate and a fiduciary duty to the beneficiaries of both trusts.  Hence, the partnership did not resolve his conflict of interest.

The Court found unconvincing the estate’s claim that one of the reason’s for forming the partnership was to ensure that the real estate would not be subject to partition after the decedent’s death.  Although only 3 of the 13 properties contributed to the partnership were in Hawaii, the lawyer for the decedent only researched the law in Hawaii, but not in the other three states, concerning the law of partition.  In addition, the real estate would be distributed to trusts upon the decedent’s death and the trusts would not terminate until the death of the decedent’s last surviving child.  Because none of the trusts’ beneficiaries would  hold the real estate as joint tenants or tenants in common and could never be joint tenants or tenants in common, the Hawaii partition statute was inapplicable.  Also, the decedent left his home outside the partnership to his children as joint tenants, apparently without fear of partition.  In addition, there was no evidence that any of the decedent’s  children had any interest in seeking a partition.  

The Court was also skeptical that the partnership was formed to protect the real estate from potential creditors.  The estate failed to name a single creditor or even establish an activity or pattern of activity by the partners that could open them up to potential liability

The Court then enumerated a number of factors that indicated the transfers were not bona fide.  These included the failure to open a bank account for two years, there was only one partnership meeting since its formation, the decedent used partnership assets to pay personal expenses, the partnership failed to make proportionate distributions, the decedent was financially dependent upon partnership distributions to maintain his lifestyle, and the partnership made a number of loans to its partners, including to the son who was the other general partner, without a promissory note being executed.  

The Court found that the transfers to the partnership were not at arm’s length because the decedent stood on both sides of the formation and funding of the partnership.  He made the entire capital contribution to the partnership and received 100% of the general partnership interests and class A limited partnership interests and 99.98% of the class B limited partnership interests.  Although one of his sons received 1 unit of the class B limited partnership interest, there was no evidence that he contributed anything for that unit.  

After the Court concluded that there was no legitimate and significant nontax reason for transferring the real estate to the partnership, it then determined that the transfers were not for full and adequate consideration.  The Court applied the test used in other cases: (1) whether the interests credited to each of the partners was proportionate to the fair market value of the assets each partner contributed to the partnership, (2) whether the assets contributed by each partner to the partnership were properly credited to the respective capital accounts of the partners, and (3) whether on termination or dissolution of the partnership the partners were entitled to distributions from the partnership in amounts equal to their respective capital accounts.  

Because the valuations done by the CPA firm were ignored and there was no evidence that one of the sons contributed anything for his 1 unit of class B limited partnership interests, the Court concluded that the interests credited to each of the partners were not proportionate to the fair market value of the assets each partner contributed to the partnership.  

Because the amount credited to the capital account two years after the formation and funding the partnership was $24,203 and the value of the real estate contributed was $5,915,167, the Court concluded that the assets contributed by each partner were not properly credited to their respective capital accounts.  The Court did agree that upon termination of the partnership the partners were entitled to distributions equal to their respective capital accounts.  

Next the Court determined that the decedent retained the possession or enjoyment of, or the right to the income from, the property he transferred to the partnership.  The Court’s conclusion was based on the following factors: the decedent lacked sufficient funds outside of the partnership to maintain his lifestyle and satisfy his future obligations; the decedent commingled personal and partnership funds; and, in addition to the preferred return, distributions were heavily weighted in favor of the decedent.  The Court determined that any practical effect of the partnership during the decedent’s life was minimal; rather, the partnership served primarily as a testamentary device through which the decedent would provide for his descendants at his death.  The Court was satisfied that the partnership was created principally as an alternative testamentary vehicle to the trust.

c. Analysis of Court’s Opinion

This is simply another example of a case with bad facts.  The nontax reasons for creating the partnership were not credible and the partnership formalities were not complied with.  Note that the Court did not deal with I.R.C. § 2036(a)(2), perhaps because it was the son who controlled the distributions from the partnership.

13. Estate of Joanne Stone, T.C. Memo 2012-48

a. Facts of the Case

The decedent and her husband, in exchange for a 1% general partnership interest and a 49% limited partnership interest each, transferred parcels of woodland located on a lake to a limited partnership because they wanted the woodland parcels to become a family asset.  When they met with the estate planning attorney, he informed them that the limited partnership would simplify gift-giving by avoiding the execution and recording of new deeds every year.  He also told them that using the limited partnership would help guard against partition suits.  After forming and funding the partnerships, they gave the 98% limited partnership interest to their 21 children, spouses of their children, and grandchildren.  In valuing the gifts, no discounts were taken.  The decedent and her husband retained sufficient assets for their needs and to pay taxes and they did not receive any distributions from the partnership.  In fact, no distributions were made.  They were both elderly, but in good health when the partnership was formed and the gifts were made.  The only use they made of the woodland parcels was to fish when they visited one of their children, who owned a home adjacent to the parcels held by the partnership.

When the decedent died, the IRS asserted that I.R.C. § 2036(a) applied to include the underlying value of half of the assets held by the partnership in the decedent’s estate.   The IRS pointed to the fact that the gifts were made using bills of sale rather than assignments and that when two of the children divorced, their spouses quitclaimed their interests in the parcels rather than their partnership interests.  The IRS also pointed out the decedent and her husband paid the annual property tax of $700 out of their own funds.  

b. Court’s Opinion

The Court noted that the estate advanced two nontax motives for transferring the woodland parcels to the partnership: (1) to create a family asset which later may be developed and sold by the family; and (2) to protect the woodland parcels from division as a result of partition actions.  The government argued that the decedent was motivated only by a desire to simplify the gift-giving process by not having to execute deeds each time a gift of a portion of the woodland parcels was made.  Although the Court agreed that gift giving alone is not an acceptable nontax motive, it disagreed that gift giving was the only motivation in transferring the woodland parcels to the partnership.  The Court found that the decedent’s desire to have the woodland parcels held and managed as a family asset constituted a legitimate nontax motive for her transfer of the woodland parcels to the partnership.  Although the transfer to the partnership was also made with testamentary purposes in mind, legitimate nontax purposes are often inextricably interwoven with testamentary objectives.  

The Court dealt with other factors the government offered to demonstrate that nontax purposes did not actually exist.  Although the decedent and her husband stood on both sides of the transaction, an arm’s length transaction has been held to occur when mutual legitimate and significant nontax reasons exist for the transaction and the transaction is carried out in a way in which unrelated parties to a business transaction would deal with each other, and such a reason existed in this case.  In addition, the Court felt that the negative factors raised by the IRS were outweighed by the factors that supported the estate’s argument that a bona fide sale occurred, discussed below.

The Court, in addition to finding that the transfers were bona fide, found that the transfers were for full and adequate consideration because there was a legitimate nontax reason for forming and transferring the woodlands to the partnership.

c. Analysis of Court’s Opinion

The facts in this case were certainly favorable to the taxpayer: (1) sufficient assets were retained, (2) there were no disproportionate distributions (there were no distributions), (3) the was a legitimate and significant (the Court referred to it as an “actual reason’) nontax reason for forming and funding the partnership, (4) there was no commingling of funds, (5) the parcels were actually transferred to the partnership, (6) the decedent and her husband did not take any discounts for purposes of valuing the gifts, and (7) the decedent and her wife were in good health.  

The only concern with the Court’s holding is how important was the fact that no discounts were taken?  Hopefully that was only one factor that supported the Court’s opinion and was not critical.  Finally, in the Court’s analysis of both the bona fide sale prong and the adequate consideration prong, the key factor was the legitimate nontax reason.  From a planning standpoint, it should go without saying that the most important issue the practitioner needs to consider is whether there really is a nontax reason for creating the partnership that is a real motivating factor and not an after thought.

14. Estate of Kelly, T.C. Memo 2012-73

a. Facts of the Case

The decedent, who was a widow, through three of her children as her coguardians, transferred various assets to four limited partnerships and created a corporation of which she owned all the shares that was the general partner of the four partnerships.  She gave limited partnership interests to three of her four children.  The fourth child died before the partnerships were created.  

The reasons for transferring the assets to the partnerships were to ensure that her estate passed in equal shares to her three children and to protect her from creditors.  There had been several events on her real estate that indicated she was exposed to liability, such as a dump truck accident and the discovery of bullets in a camp fire.  The decedent retained over $1,100,000 in liquid assets.  The children determined an appropriate management fee that was paid to the corporation.  They also received compensation from the corporation for services that all of them rendered to the partnerships.  After decedent died, the IRS issued a notice of deficiency that was based on including the assets contributed to the partnership in her estate under I.R.C. 2036(a).

b. Court’s Opinion

The Court determined that the decedent’s primary concern was to ensure the equal distribution of her property and thereby avoid potential litigation.  In addition she was legitimately concerned about the effective management and potential liability relating to her assets.  By contributing the assets to the partnerships, the decedent limited her liability and reduced her management responsibilities.  Although the superior court petition referenced estate tax savings, there was no evidence that tax savings motivated the decedent.  The decedent had valid nontax reasons to contribute the property to the partnerships and she received partnership interests equal in value to the assets she contributed.  The contributions were properly credited to her capital account.  Accordingly, the value of the property transferred to the partnerships was not includable in her estate.  

Because the transfers of the limited partnership interests did not qualify for the bona fide sale exception, the Court had to determine whether the decedent retained the right to enjoy the income from the transferred limited partnership interests.  The government argued that that the decedent had an implied agreement because of the management fee that was paid to the corporation and because of language in the petition that the net income of the corporation would provide the decedent with adequate income.  However, all her expenses were paid out of her guardianship account.  Furthermore, the management fee paid to the corporation was reasonable.  In addition, the fee was paid to her corporation and not to her personally.  The Court would not disregard the existence of the corporation as well as the corporation’s fiduciary duty as the general partner, and accordingly held that the value of the gifted family limited partnership interests was not includable in her gross estate.  

c. Analysis of Court’s Opinion

This is another example of a family limited partnership case where everything was done right.  The decedent had legitimate and significant nontax reasons for forming and funding the partnerships and retained enough assets to pay for her living expenses.  The government did not point to any failure of the parties to comply with the formalities.  

15. Wandry v. Commissioner, T.C. Memo 2012-88

a. Facts of the Case

Husband and wife made gifts of units in a limited liability company to children and grandchildren equal to specified dollar amounts based on the value of the units as determined for federal gift tax purposes.  This was the first case involving the successful use of a defined value transfer formula as opposed to a defined value allocation formula that was successfully used in four earlier cases, namely, McCord v. Commissioner, 461 F.3d 614 (5th Cir. 2006) rev’g 120 T.C. 358 (2003); Christiansen v. Commissioner, 130 T.C. 1 (2008), aff’d. 104 AFTR 2d 2009-7352 (8th Cir. 2009); Petter v. Commissioner, T.C. Memo 2009-280, aff’d. 108 AFTR 2d 2011-5593 (9th Cir. 2011); and Hendrix v. U.S., T.C. Memo 2011-133. It was also the first case in which a defined value formula was successful in which a charity was not involved.  In the four earlier cases involving a defined value allocation formula, a charity was the recipient of any portion of the transferred interests that exceeded a specific dollar amount.  

The actual language used is as follows:

I hereby assign and transfer as gifts, effective as of January 1, 2004, a sufficient number of my Units as a Member of Norseman Capital, LLC, a Colorado limited liability company, so that the fair market value of such Units for federal gift tax purposes shall be as follows: [the name of the child or grandchild was then listed with a dollar amount after the name].  Although the number of Units gifted is fixed on the date of the gift, that number is based on the fair market value of the gifted Units, which cannot be know on the date of the gift but must be determined after such date based on all relevant information as of that date.  Furthermore, the value determined is subject to challenge by the Internal Revenue Service (“IRS”).  I intend to have a good-faith determination of such value made by an independent third-party professional experienced in such matters and appropriately qualified to make such a determination.  Nevertheless, if, after the number of gifted Units is determined based on such valuation, the IRS challenges such valuation and a final determination is made by the IRS or a court of law, the number of gifted Units shall be adjusted accordingly so that the value of the number of Units gifted to each person equals the amount set forth above, in the same manner as a federal estate tax marital deduction amount would be adjusted for a valuation redetermination by the IRS and/or a court of law.

Although the gift tax returns reported gifts of dollar amounts, the schedules describing the gifts showed percentages, based on the appraisal done by an independent appraisal firm.  The IRS and the taxpayers agreed that the value of the units was greater than reported on the gift tax returns.  However, the IRS treated the formula as ineffective for purposes of determining how many units were actually gifted.  Rather, it maintained that the gifts were of the percentages shown on the schedules describing the gifts based on the following three arguments:  (1) the gift descriptions, as part of the gift tax returns, are admissions that petitioners transferred fixed Norseman percentage interests to the donees; (2) Norseman’s capital accounts control the nature of the gifts, and Norseman’s capital accounts were adjusted to reflect the gift descriptions; and (3) the gift documents themselves transferred Norseman percentage interests to the donees.  In addition, the government argued that the adjustment clause did not save petitioners from gift tax because it creates a condition subsequent to completed gifts and is void for federal tax purposes as contrary to public policy, citing Commissioner v. Proctor, 142 F.2d 824 (4th Cir. 1944).  

The taxpayers argued that they did not transfer fixed Norseman percentage interests to the donees.  Rather they transferred Norseman percentage interests to the donees equal in value to the amounts set forth in the gift documents.  They further argued that the government’s public policy concerns do not apply to the adjustment clause.

b. Court’s Opinion

The Court found that the taxpayers’ consistent intent and actions prove that dollar amounts of gifts were intended.  The schedules merely derived the gift descriptions from the net dollar value transfers and the appraisal.  The Court distinguished Knight v. Commissioner, 115 T.C. Memo 312, where the taxpayers’ gift documents stated that they transferred gifts to their children of partnership interests with a value of $300,000, but reported gifts of 22.3% interests in the partnership, and at trial they claimed that they gifts were actually worth less than $300,000, thereby opening the door to considering the IRS’ argument that the gifts were worth more than $300,000.

The Court also rejected the government’s argument that the capital accounts controlled the transfer and therefore, the taxpayers transferred fixed interests to the donees, because it held that the facts and circumstances determined the capital accounts, not the other way around.  In response to the government’s argument that , if the taxpayers prevailed, it would likely require the preparation and filing of numerous corrective returns, the Court noted that the IRS routinely challenges the accuracy of partnership capital accounts, resulting in reallocations that affect previous years.  If the IRS is permitted to do so, it can be said that a capital account is always tentative until final adjudication or the passing of the appropriate period of limitations.  Finally, the Court noted that there was no credible evidence that the capital accounts were adjusted to reflect the gift descriptions.  

The Court then turned to whether the formula was a condition subsequent.  The government argued that the clause was a condition subsequent to the gift and was contrary to public policy because (1) any attempt to collect the tax would defeat the gift, thereby discouraging efforts to collect the tax; (2) the court would be required to pass judgment upon a moot case; and (3) the clause would reduce the court’s judgment to a declaratory judgment.  The Court, after citing the cases where the government was successful in challenging what were clauses that adjusted either the amount of the interest gifted or the price paid for the property transferred, cited the four earlier cases where the taxpayer was successful where the clauses defined the value of the gifted interest and allocated any excess to a charitable organization.  

The government argued that those cases were distinguishable from Petter, because, rather than transferring a fixed set of rights with uncertain value, the taxpayers in this case transferred an uncertain set of rights the value of which exceeded their federal gift tax exclusions.  In addition the clauses at issue are void as savings clauses because they operate to “take property back” upon a condition subsequent.  The Court stated that the government did not interpret Petter properly.  It quoted the Court of Appeals as follows:

Under the terms of the transfer documents, the foundations were always entitled to receive a predefined number of units, which the documents essentially expressed as a mathematical formula.  This formula had one unknown: the value of a LLC unit at the time the transfer documents were executed.  But though unknown, that value was a constant, which means that both before and after the IRS audit, the foundations were entitled to receive the same number of units.  Absent the audit, the foundations may never have received all the units they were entitled to, but that does not mean that part of the Taxpayer’s transfer was dependent upon an IRS audit.  Rather, the audit merely ensured the foundations would receive those units they were entitled to receive.  

The Court then applied each part of the Court of Appeals’ description to the gifts in this case.  According to the Court, it was inconsequential that the adjustment clause reallocated membership units among the donors and the donees rather than a charitable organization because the reallocations did not alter the transfers.  On the date of the transfers, each donee was entitled to a predefined percentage membership interest expressed through a formula.  The gift documents did not allow for petitioners to “take property back.”  Rather, the gift documents corrected the allocation of membership units among the donors and donees because the appraisal understated the value.  Hence, the clauses are valid formula clauses.  

Finally the Court dispensed with the public policy arguments.  It noted that the Supreme Court has warned against involving the public policy exceptions to the Code too freely, holding that the frustration caused must be “severe and immediate.”  In Petter, the Court held that there was no well-established public policy against formula clauses.  In Christiansen, the Court held that the Commissioner’s role is to enforce tax laws, not merely to maximize tax receipts.  According to the Court, there were mechanisms outside of the IRS audit to ensure accurate valuation reporting.  For example, in the case at hand, the donees and donors had competing interests because every member of Norseman is entitled to allocations and distributions based on their capital accounts.  They had an interest in ensuring that they were allocated a fair share of profits and not allocated any excess losses.  

With regard to the other public policy concerns, a judgment for the taxpayers would not undo the gift, but would reallocate the membership interests among the donors and the donees.  Because such an adjustment may have significant federal tax consequences, the Court was not passing judgment on a moot case or issuing merely a declaratory judgment. 

Finally, the Court, while noting that that  in Petter, the Court cited Congress’s overall policy of encouraging gifts to charitable organizations as a factor that contributed to its conclusion, held that factor was not determinative.  The lack of a charitable component in the cases at hand did not result in a “severe and immediate” public policy concern

c. Analysis of Court’s Opinion

As mentioned earlier, this is the first case involving a defined value transfer formula and the first where there was no charitable organization involved in which the taxpayers were successful.  Many potential donors of hard-to-value assets would prefer using a defined value transfer formula.  First, if there is a reallocation of the gifted assets, it stays with the donor.  Second, it does not involve a third party.  Should donors in such cases use a defined value transfer formula?  One risk is that, as mentioned in this case, if there is reallocation, corrected tax returns may be required.  However, this risk can be overcome if the transfers are to grantor trusts so that the donor or donors are reporting all the income on their returns.  Once the statute of limitations on the gift tax return has run or there is a final determination on audit or as a result of a judicial decision, the donors could terminate the grantor trust status if desired.

Another risk, if the formula is held invalid, is that the value of the assets transferred in excess of the dollar amount specified in the formula will revert to the donor, even though the donor has paid a gift tax or used some of the donor’s gift tax exclusion.  The reversion would occur because the formula, while not valid for gift tax purposes, would be binding under state law.  Whether that value would be deductible from the donor’s adjusted taxable gifts at the donor’s death is not clear.  Some commentators have also noted the possibility that the formula creates an incomplete gift until there is a final determination of the value for federal gift tax purposes. This would have been a problem for gifts made at the end of 2012 in anticipation of a significant reduction in the gift tax. 

Note at least two potential problems in this case that should easily be avoided.  First, on the gift tax returns, the description of the gifts should have been a dollar amount rather than a percentage, although the initial percentage as determined by a qualified appraisal could be stated as well.  Second, the appraisal occurred 18 months after the gifts were made.

There are also two potential problems with the Court’s analysis.  First, the Court refers to the formula as reallocating the gifted interest between the donor and the donee, rather than as defining what was actually transferred.  Second, the Court notes that there is a mechanism outside of an audit to ensure that donor and the donee end up with the right amount.  Of course in the case of a defined value transfer formula, both the donor and the donee have every incentive to have the amount going to the donee to be undervalued.  However, as many commentators have noted, there are a number of transactions where the IRS or the regulations accept the use of defined value transfer formulas where there is no real adversity between the parties involved.  These include optimum marital deduction formulas, formulas with GRATs, formula disclaimers, and formula inter vivos QTIP elections.

Because it is likely that there were many gifts made at the end of 2012 that used defined value transfer formulas, we should have additional authority as to whether these formulas will have their intended effect:  eliminate the risk that the value of the gifted interest exceeds the donor’s exclusions or the amount on which the donor is willing to pay gift  tax.

16. Wimmer v. Commissioner, T.C. Memo 2012-157
a. Facts of the Case

The decedent and his wife made gifts of limited partnership interests over a five-year period to their children and children of the wife’s sister and to a trust for the benefit of their grandchildren and the grandchildren of the wife’s sister, claiming that the gifts qualified for the gift tax annual exclusion.  The limited partnership agreement restricted transfers of partnership interests.  First a transfer of a partnership interest could only be made with the consent of 70% in interest of the limited partners and a transferee could only become a substitute limited partner after satisfying certain restrictions and with the unanimous consent of all the partners.  However, transfers could be made to other partners and related parties.  According to the partnership agreement, all distributions of net cash flow were to be made in proportion to their partners’ partnership interests.  At the time of the gifts, the only assets of the partnership were publicly traded and dividend-paying stock.  The partnership made distributions in each of the first three years to the partners to pay their income tax on their share of the profits.  In the next two years, the partnership distributed all of its net cash flow to the partners, and some of the limited partners withdrew some of their capital accounts.  After the decedent died, the IRS contended that none of the gifts qualified for the annual exclusion and therefore were to be added to the decedent’s adjusted taxable gifts.

b. Court’s Opinion

According to the Court, to qualify for the annual exclusion, a gift must be a gift of a present interest.  To qualify as a present interest, the gift must confer on the donee a substantial present economic benefit by reason of the use, possession, or enjoyment (1) of the property or (2) of the income.  Because of the restrictions on transfers, the Court found that the donees in this case did not receive unrestricted and noncontingent rights to immediate use, possession, or enjoyment of the limited partnership interests themselves.  It then considered whether the donees received such rights in the income.

For the Court to ascertain whether rights to income satisfy the criteria for a present interest, the estate must prove, on the basis of the surrounding circumstances, that: (1) the partnership would generate income, (2) some portion of that income would flow steadily to the donees, and (3) that portion of income could be readily ascertained.  Because the partnership held dividend-paying stock, the first prong was satisfied.  Because of the fiduciary relationship between the general partners and the trustee of the grandchildren’s trust, some portion of the partnership income was expected to flow steadily to the limited partners.  Because the only asset of the trust was the limited partnership interest, it had to receive distributions from the partnership to pay tax on its share of the profits.  Because distributions had to be made pro rata, the other limited partners would also receive distributions.  Finally, the Court held that the third prong was satisfied.  Because the stock was publicly traded dividend-paying stock, the limited partners could estimate their allocation of quarterly dividends on the basis of the stock’s dividend history and their percentage ownership in the partnership.  As a result, the Court found that the limited partners received a substantial present economic benefit sufficient to render the gifts of limited partnership interests present interest gifts on the date of each gift.

c. Analysis of Court’s Opinion

The result in this case is correct, although it does leave some open questions.  First, how exact must the estimate of future distributions be to satisfy the third prong of the income test?  Even dividend-paying stock may have years when the dividends are greater or less than the history of dividend payments.  Was the fact that the partnership had to distribute enough to the trust to enable it to pay its income tax liability sufficient?  What if there was no trust, but the general partners had a fiduciary duty under state law to the limited partners?  Private letter rulings in the 1990’s seemed to indicate that this would be sufficient to create a present interest, although the limited partnership interests in those rulings were freely assignable.

Giving the donees the right to transfer a membership interest or partnership interest subject t a right of first refusal should satisfy the enjoyment of the property test, as long as the entity or other owners must meet pay the same price and meet the same terms as contained in a good faith offer from a third party.  It is typical in many operating agreement or limited partnership agreements to require distributions to pay income taxes.  This should satisfy the income prong as long as the assets in the partnership produce income on a regular basis.  However, some commentators have suggested that this requirement could cause the transferred assets to be included in the donor’s estate under I.R.C. § 2036(a)(1).  This should not be the case, particularly because the amount distributed would be less than the income of the partnership.

APPENDIX:  CURRENT PLANNING ISSUES

A. The Benefits of Using FLPs and FLLCs

1. Transfer Tax Benefits.

a. Discounts.

(1) Lack of Control.

(2) Lack of marketability.

(3) Others:  portfolio mix, capital gain liability.

b. Example.

(1) Client holds $1,000,000 of IBM stock, wishes to give child $100,000 of the stock.  If he gives the stock to child or in trust for benefit of child, the value of gift is $100,000.

(2) If client transfers stock to an LLC and gives child a 10% interest, the value of the gift may be less than $100,000 because of discounts.

2. Nontax benefits.

a. Limited liability for owners – not a real concern if all the assets are passive investments.

b. Provides for the orderly management of the family’s business and non-business assets.

c. Assets in the entity protected from owner’s creditors.

d. Greater diversification.

e. Lower investment and management costs.

f. Easier to transfer interests – simple deed of gift.

g. Having a larger amount to invest may mean better investment opportunities are available.

h. Protect assets from spouses – either at divorce or at death.

i. Educate younger family members concerning investments.

j. Avoid ancillary administration and possibly state inheritance taxes.

k. Could incorporate succession planning – one child named as successor manager.

l. Avoid or discourage disputes by requiring mediation or arbitration and payment of legal fees by losing party.

m. Positioning shares of stock in a company for a public or private offering by having all of the shares held in one entity.  

n. Maintain the older family members’ investment philosophy. 

B. IRS Response

1. Initially, IRS’ position was that a lack of control discount was not appropriate in a family controlled entity – see Rev. Rul. 81-253, 1981-2 C.B. 187.

2. IRS’ position was rejected by the Courts.  See, e.g., Propstra v. United States, 680 F.2d 1248 (9th Cir. 1982); Estate of Bright v. United States, 658 F.2d 999 (5th Cir. 1981); Estate of Andrews v. Commissioner, 79 T.C. 938 (1982).

3. In 1993, the IRS reversed its position; family control did not affect lack of control discounts.  Rev. Rul. 93-12, 1993-1 C.B. 202.

C. IRS Challenges to the Use of Entities to Depress Value

1. Sham transaction.

2. Step transaction.

3. I.R.C. § 2703 – to disregard the entity.

4. I.R.C. § 2703 – to disregard restrictions on transferability and liquidation.

5. I.R.C. § 2704(b) – to disregard applicable restrictions.

6. Gift on formation.

7. Challenge the amount of discount.

D. Courts Reject IRS Challenges

1. Validly formed entity cannot be disregarded.

2. I.R.C. § 2703 applies to restrictions on interests in an entity imposed by agreements, not intended to disregard the entity itself.

3. Restrictions that were commercially reasonable were not disregarded under I.R.C. § 2703.

4. Restrictions on the right to withdraw and receive some value for the interest of the withdrawn owner were not applicable restrictions under I.R.C. § 2704(b). 

a. Only a restriction on the right to cause a liquidation of the entity itself was treated as an applicable restriction by the Tax Court.

b. If the restriction could not be removed without the consent of an unrelated party, it was not an applicable restriction. 

5. There was no gift on formation if the capital accounts of the contributors reflected the fair market value of the property contributed.

6. Courts sustained taxpayer’s discounts if experts were credible and their appraisals were based on the facts in the case and rejected IRS’ experts if they were not credible.

E. IRS Finds New Arrows in its Quiver

1. I.R.C. § 2036(a) reads as follows: 

The value of the gross estate shall include the value of all property to the extent of any interest therein of which the decedent has at any time made a transfer (except in the case of a bona fide sale for an adequate and full consideration in money or money’s worth) by trust or otherwise, under which he has retained for his life or for any period not ascertainable without reference to his death or for any period which does not in fact end before his death – 

a. the possession or enjoyment of, or the right to the income from, the property, or

b. the right, either alone or in conjunction with any person, to designate the persons who shall possess or enjoy the property or the income therefrom.

2. Under Treas. Reg. § 20.2036-1(a), an interest or right is treated as having been retained or reserved if at the time of the transfer there was an understanding, express, or implied, that the interest or right would be conferred [on the decedent].

3. In contrast, in U. S. v. Byrum, 408 U.S. 125 (1972), the Supreme Court held that, in order to fall under I.R.C. § 2036(a)(2), a right had to be legally enforceable and ascertainable.

4. Twenty two cases have held that the decedent, in connection with transfers of property to an FLP, had retained the right to the income from the transferred assets under an implied agreement, based on the facts in the cases.  Estate of Schauerhamer v. Commissioner, T.C. Memo 1997-242; Estate of Reichardt v. Commissioner, 114 T.C. 144 (2000); Estate of Harper v. Commissioner, T.C. Memo 2002-121; Estate of Thompson v. Commissioner, T.C. Memo 2002-246, aff’d, Turner v. Commissioner, 94 AFTR 2d 2004-5764 (3d Cir., 2004); Kimbell v. United States, 244 F. Supp. 2d 700 (N.D. Tex. 2002); Estate of Strangi v. Commissioner, 96 AFTR 2d 2005-5230 (5th Cir. 2005), aff’g T.C. Memo 2003-145 (Strangi, II); Estate of Ida Abraham v. Commissioner, 95 AFTR 2d 2005-2591 (lst Cir. 2005), aff’g T.C. Memo 2004-39; Estate of Lea K. Hillgren, T.C. Memo, 2004-46; Estate of Bongard v. Commissioner, 124 T.C. 95 (2005); Estate of Bigelow v. Commissioner, T.C. Memo 2005-65, aff’d, 100 AFTR 2d 2007-6016 (9th Cir. 2007); Estate of Edna Korby v. Commissioner, T.C. Memo. 2005-102; Estate of Austin Korby v. Commissioner, T.C. Memo 2005-103; Estate of Rosen v. Commissioner, T.C. Memo 2006-115; Estate of Erickson v. Commissioner, T.C. Memo 2007-107; Estate of Sylvia Gore, et al. v. Commissioner, T.C. Memo 2007-169; Estate of Rector, T.C. Memo 2007-367; Estate of Hurford v. Commissioner, T.C. Memo 2008-278; Estate of Jorgensen v. Commissioner, T.C. Memo 2009-66, aff’d 2011-1 USTC ¶ 60,619 (9th Cir. 2011); Estate of Miller v. Commissioner, T.C. Memo 2009-119; Estate of Malkin v. Commissioner, T.C. Memo 2009-212; Turner v. Commissioner, T.C. Memo 2011-209, supplemented by Turner II, 138 T.C. No. 14, (2012); Estate of Liljestrand v. Commissioner, T.C. Memo 2011-259.  

a. However, the District Court’s decision in Kimbell was reversed by the Fifth Circuit, which held that the transfer of assets to the limited partnership was a bona fide sale for adequate and full consideration in money or money’s worth.  Kimbell v. United States, 371 F. 3d 257 (5th Cir. 2004). 

5. Three of these cases also held that the decedent had retained the right to designate the persons who would possess or enjoy the transferred property or income from the transferred property.  Kimbell v. United States, 371 F. 3d 257 (N.D. Tex. 2002): Estate of Strangi v. Commissioner, T.C. Memo 2003-145 (Strangi, II) and Turner v. Commissioner, T.C. Memo 2011-209, supplemented by Turner II, 138 T.C. No. 14, (2012).

a. The Fifth Circuit, in reversing the District Court’s decision in Kimbell, held that the decedent did not retain control over the limited liability company (“LLC”) that was the general partner of the limited partnership because she did not control the LLC; she only owned 50% of the membership interest.

(1) The Fifth Circuit apparently ignored the following language in I.R.C. § 2036(a)(2): “alone or in conjunction with any person.”

b. The Fifth Circuit, in affirming Strangi II, did not deal with the I.R.C. § 2036(a)(2) issue because it found that I.R.C. § 2036(a)(1) applied. 

6. Thirteen cases have held that I.R.C. § 2036(a) did not apply because of the bona fide sale exception:  Estate of Kelly, T.C. Memo 2012-73; Estate of Joanne Stone, T.C. Memo 2012-48; Estate of Shurtz v. Commissioner, T.C. Memo 2010-21; Estate of Black v. Commissioner, 133 T.C. No. 13 (2009); Estate of Murphy v. U.S., 104 AFTR 2d 2009-7703 (D.C. AR, 2009); Keller v. U.S., 104 AFTR 2d 2009-6015 (S.D. TX, 2009); Estate of Miller v. Commissioner, T.C. Memo 2009-119; Estate of Mirowski, T.C. Memo 2008-74; Estate of Schutt v. Commissioner, T.C. Memo. 2005-126 (May 26, 2005); Estate of Bongard v. Commissioner, 124 T.C. No. 8 (March 15, 2005); Kimbell v. United States, 371 F.3d 257 (5th Cir. 2004); Estate of Stone v. Commissioner, T.C. Memo 2003-309; Church v. U.S., 268 F.3d 1063, aff’g, 85 AFTR 2d 2000-804 (W.D. TX, 2000).

a. However, two of these cases found that the exception did not apply with regard to (1) transfers just before the decedent died in Miller and (2) transfers of LLC interests to an FLP formed after the LLC was formed in Bongard.

b. In determining whether the bona fide sale exception applies, the cases have applied a two-prong analysis:

(1) The transfer had to be a bona fide sale, which means an arm’s-length transaction, requiring that there be legitimate and significant nontax reasons for forming and funding the partnership; and

(2) The transfer had to be for an adequate and full consideration in money or money’s worth, which courts have generally stated is satisfied if:

(a) The interests credited to each of the partners is proportionate to the fair market value of the assets each partner contributed to the partnership; 

(b) The assets contributed by each partner to the partnership were properly credited to the respective capital accounts of the partners; and 

(c) On termination or dissolution of the partnership the partners were entitled to distributions from the partnership in amounts equal to their respective capital accounts.  

c. The following cases have found there to have been a legitimate and significant nontax reason for forming and funding the entity.

(1) In Church, the Court found that the preservation of the family ranch was a business purpose in forming the family limited partnership.

(2) In Stone, the Court found that there was a bona fide sale because the contributors’ capital accounts reflected the fair market value of the contributed assets, distributions were based on the relative capital accounts of the partners, and the donee/children actively managed the partnership property after the formation, and the creation of the limited partnerships was designed to achieve family harmony.

(3) The Fifth Circuit reversed the Tax Court’s decision in Kimbell v. U.S., 371 F. 3d 257 (5th Cir. 2004), holding that the bona fide sale exception applied because the decedent received a pro rata partnership interest, the transaction was not a sham or disguised gift, and there were legitimate and significant nontax reasons for creating the partnership, including active management of oil and gas working interests.  

(4) The Tax Court in Bongard found that the bona fide sale exception applied because there were business reasons for forming the LLC, including positioning a closely held company for a liquidity event.

(5) In Schutt, the Tax Court found there was a legitimate and substantial nontax reason for forming two business trusts treated as partnerships for tax purposes, specifically, to maintain the decedent’s buy and hold investment philosophy. 

(6) In Mirowski, Judge Chiechi concluded that, because Ms. Mirowski received an interest in an FLP proportionately equal to the fair market value of her contribution (which in this case was 100%) and there were three legitimate and significant nontax reasons for forming and funding the FLP, including providing joint management of the family’s assets, the bona fide sale exception applied.

(7) In Miller, Judge Goeke concluded that the continuation of Mrs. Miller’s deceased husband’s investment philosophy was a legitimate and significant nontax reason for forming and funding the partnership.

(8) In Estate of Keller v. U.S., the District Court found that the transfers to the FLP were bona fide sales for full and adequate consideration because there were legitimate and significant nontax reasons for forming the limited partnership, which included protecting assets from former spouses in a divorce.

(9) In Estate of Murphy v. U.S., the District Court found that the transfers to the FLP were bona fide sales for full and adequate consideration because there were legitimate and significant nontax reasons for forming the limited partnership, which included maintaining the decedent’s investment philosophy.

(10) In Estate of Black, the Court found that preserving the decedent’s investment philosophy with respect to stock in a corporation for which he had worked for years and served as an officer and director, was a legitimate and significant nontax reason for forming the limited partnership.

(11) In Shurtz, the Court found that protecting the partnership assets from creditors and providing for more efficient management of the timberland that was one of the partnership’s assets were legitimate and significant nontax reasons for forming the partnership.

(12) In Joanne Stone, the Court found that the decedent’s desire to have woodland parcels held and managed as a family asset constituted a legitimate nontax motive for her transfer of the woodland parcels to the limited partnership.

(13) In Kelly, the Court found that ensuring equal distribution of the decedent’s estate among her children, thereby avoiding potential litigation, and providing for the effective management of various assets and minimizing potential liability were legitimate and significant nontax reasons for creating the limited partnerships.

7. Strangi II confirmed the holdings in earlier cases concerning when the bona fide sale exception applies and when there is an implied agreement to retain the enjoyment of the income from the transferred assets. 

a. Unfortunately but not surprisingly, the Fifth Circuit did not shed any additional light on when the decedent will be treated as retaining the right to designate the persons who will enjoy the income from the transferred property because the Court found that there was an implied agreement to retain the enjoyment of the income and therefore it did not have to decide whether there was also a retained right to designate the persons who would enjoy the income.

8. The IRS has used the step transaction doctrine to challenge discounts with regard to gifts of limited partnership interests. 

a. While there is dicta in Senda v. Commissioner, 433 F. 3d 1044 (8th Cir. 2006), aff’g T.C. Memo 2004-160, that the step transaction doctrine could apply when gifts of partnership interests are made shortly after the formation and funding of the partnership, Judge Halpern, in Holman v. Commissioner, 130 T.C. No. 12 (2008) and Bianca Gross v. Commissioner T.C. Memo 2008-221, held that, because the assets transferred to the partnership were marketable securities and subject to volatility, a six-day or an eleven-day interval defeated the step transaction argument.

b. Nevertheless, Judge Halpern left open a future attack by the IRS using the step transaction doctrine when the nature of the asset was different, such as preferred stock or a bond.

c. The step transaction doctrine embodies substance over form principles: it treats a series of formally separate steps as a single transaction if the steps are in substance integrated, interdependent, and focused toward a particular result.  

(1) Where an interrelated series of steps are taken pursuant to a plan to achieve an intended result, the tax consequences are to be determined not by viewing each step in isolation, but by considering all of them as an integrated whole.

(2) Courts apply three tests to determine if a series of transactions should be stepped: the end result test, the interdependence test, and the binding commitment test. 

(a) The binding commitment test, which is the narrowest alternative, collapses a series of transactions into one if, at the time the first step is entered into, there was a binding commitment to undertake the later step.  

(b) The end result test stands at the other extreme and is the most flexible standard, asking whether the series of formally separate steps are really pre-arranged parts of a single transaction intended from the outset to reach the ultimate result.  

(c) The interdependence test inquires whether, on a reasonable interpretation of objective facts, the steps were so interdependent that the legal relations created by one transaction would have been fruitless without a completion of the series of transactions.  

(i)
The interdependence test focuses on the relationships between the steps, rather than on their end result.  

(ii)
The question is whether any one step would have been undertaken except in contemplation of the other integrating acts.  

d. In Linton v. U.S., 104 AFTR 2d 2009-5176 (D.C. WA 2009) aff’d in part, rev’d in part, and remanded, 107 AFTR 2011-565 (9th Cir. 2011) the IRS was successful in applying the step transaction doctrine to transfers of interests in an LLC because a nine-day period between the contribution of assets to the LLC and gifts of interests in the LLC was not a sufficient amount of time for distancing the contributions from the gifts, taking into account the nature of the assets.

(1) However, the 9th Circuit reversed the District Court’s decision that the step transaction doctrine applied because it determined that the steps were not meaningless, the end result test was not met because the Lintons intended to transfer LLC membership interests to the trusts for the benefit of their children, which is what occurred; the interdependence test was not met because the formation of the LLC was not dependent on the subsequent gifts of membership interests to the trusts; and the binding commitment test only applied when the transactions occur over a lengthy period of time.  

(2) While the 9th Circuit opinion might be viewed as narrowing the scope of the step transaction doctrine, in a footnote it indicated that, in addition to the three traditional tests as to when the step transaction doctrine applies, the timing of the steps is also relevant.  

(a) However, the Court’s dictum that timing might be relevant seems to contradict its statement in the decision itself that the result sought by the Lintons was achieved, that is, transferring LLC membership interests to their children and not giving them ownership interests in the underlying assets.  

(b) Accordingly, it should not matter how much time elapsed between the contributions to the LLC and the gifts of membership interests to trusts for the benefit of the children.

e. In Heckerman v. U.S., 104 AFTR 2d 2009-5551 (W.D. WA 2009), which included facts similar to Linton, the District Court also held that the step transaction doctrine applied, even assuming that the gifts of membership interests occurred some time after the contribution to the LLC.

f. On the other hand, Pierre v. Commissioner, 133 T.C. No. 2 (2009), the Tax Court rejected the IRS’s argument that transfers of interests in a single member LLC were gifts of the underlying assets because the check-the-box regulations disregarded the entity for transfer tax purposes, resulting in a gift of a fractional interest of the underling assets.

g. In a supplemental memorandum opinion, Judge Kroupa held that the step transaction applied to treat the gifts and sales of LLC membership interests as one transfer so that the transfers were treated as transfers of 50% interests.  Pierre v. Commissioner, T.C. Memo 2010-106.

(1) In Pierre, Mrs. Pierre made a gift of a 9.5% membership interest and a sale of a 40.5% membership interest to each of two trusts on the same day.

9. The IRS has also challenged the annual exclusion when the donee did not have a right to transfer a full ownership interest and there was no guarantee of a steady stream of income.  See Hackl v. Commissioner, 118 T.C. 279 (2002), aff’d, 385 F.3d 664 (7th Cir. 2003), Price v. Commissioner, T.C. Memo 2010-2, and Fisher v. U.S., 105 AFTR 2d 2010-1347 (S.D. IN, 2010).

a. To qualify as a present interest, the gift must confer on the donee a substantial present economic benefit by reason of the use, possession, or enjoyment (1) of the property or (2) of the income.  

b. Restrictions on transfers may indicate that the donees did not receive unrestricted and noncontingent rights to immediate use, possession, or enjoyment of the limited partnership interests themselves.  

c. For a court to ascertain whether rights to income satisfy the criteria for a present interest, the estate must prove, on the basis of the surrounding circumstances, that: 

(1) The partnership would generate income; 

(2) Some portion of that income would flow steadily to the donees: and 

(3) That portion of income could be readily ascertained.  

d. In Wimmer v. Commissioner, T.C. Memo 2012-157, the Tax Court held the annual exclusion applied to gifts of limited partnership interests that were subject to restrictions on transferability, when the limited partnership held dividend-paying marketable securities, because the partnership would generate income, some portion of that income would flow steadily to the donees, and that portion of income could be readily ascertained. 

(1) Because one of the limited partners was a trust that had no other assets to use to pay tax on its share of the partnership’s income, the general partner had a fiduciary duty to make distributions to the trust for that purpose. 

(2) Because the partnership agreement required proportionate distributions, all of the partners were assured of receiving distributions on a regular basis.  

10. Using Formulas to Define Transfers

a. Because interests in limited partnerships and LLCs are difficult to value, taxpayers are often hesitant to make gifts of such interests for fear of incurring gift tax, or more gift tax than they would otherwise want to incur.

b. One way of dealing with this problem is to use a defined value formula, which would limit transfers, whether by gift or sale, to a specific amount, with any excess passing in such a way that there will be no additional taxable transfer in excess of the stated dollar amount, because the excess value:

(1) Passes to a charity; 

(2) Passes to a spouse or a trust for the benefit of a spouse that qualifies for the marital deduction; 

(3) Passes to a zeroed out GRAT (so there is no present value of the remainder); 

(4) Reverts to the transferor; or 

(5) Is not a completed gift because it passes to a trust over which the grantor has retained some power that makes it an incomplete gift. 

c. Five recent cases have blessed the use of defined value formulas, although the facts in each case, including the type of formula and the identity of the recipients of the excess value, are important to keep in mind when considering the effectiveness of using such a formula. 

(1) McCord v. Commissioner, 461 F.3d 614 (5th Cir. 2006) rev’g 120 T.C. 358 (2003), involved a defined value allocation formula with the excess passing to a charitable organization.

(2) Christiansen v. Commissioner, 130 T.C. 1 (2008), aff’d. 104 AFTR 2d 2009-7352 (8th Cir. 2009), involved a formula disclaimer, with the excess passing to a charitable foundation.

(3) Petter v. Commissioner, T.C. Memo 2009-280, aff’d. 108 AFTR 2d 2011-5593 (9th Cir. 2011), involved gifts and sales of LLC units to grantor trusts where the number of units gifted and sold were determined pursuant to a defined value formula, with the excess units passing to two charitable organizations.  

(4) Hendrix v. Commissioner, T.C. Memo 2011-133, involved a defined value allocation formula with the excess passing to a charitable organization. 

(5) In Wandry v. Commissioner, T.C. Memo 2012-88, the Tax Court approved a defined value transfer formula that decreased the amount passing by gift to avoid any gift tax.

d. The IRS’s Position

(1) Based on Proctor v. Commissioner, 142 F.2d 824 (4th Cir. 1944), the IRS has challenged defined value formulas, regardless of the type, based on two arguments:

(2) The defined value formula was a condition subsequent because the gift was contingent on an event occurring after the transfer; i.e., the determination of the value of the transferred assets; and

(3) The defined value formula was against public policy, because:

(a) The formula clause had a tendency to discourage the collection of the tax because efforts to collect would simply undo the gift;

(b) The effect of the clause would be to obstruct the administration of justice by requiring the courts to pass upon a moot case; and

(c) A judicial proclamation on the value of the gift would be a declaratory judgment, because the condition is not to become operative until there has been a judgment; but after the judgment has been rendered it cannot become operative because the matter involved is concluded by the judgment.  

e. The Courts in McCord, Christiansen, Petter, Hendrix, and Wandry, held that the defined value formula in those cases was not a condition subsequent, because it did not affect the amount transferred, but just reallocated the transferred assets based on the value at the time of the transfer, even though the value was not finally determined until a later date.

(1) In reality, the formula in Wandry was a defined value transfer formula.

f. The same courts also held that the defined value formula clauses under the facts in those cases did not violate public policy.

(1) There is a public policy in favor of encouraging gifts to charities.

(2) The court was not passing on a moot case; because of the potential sources of enforcement, it had little doubt that a judgment adjusting the value of each unit would actually trigger a reallocation of the number of units between the trusts and the foundations under the formula clause.

(3) For the same reason, the court was not issuing merely a declaratory judgment.

g. Designing the Formula

(1) Based on McCord, Christiansen, Petter, and Hendrix, a defined value allocation formula, rather than defined value transfer formula, stands a better chance of being accepted by the courts.

(2) A defined value transfer formula defines the dollar amount of a transfer that the transferor intends to make, and if the value of the assets is determined to be higher, then a portion of the assets reverts to the transferor.

(a) Such a formula could read as follows:  I give 50 shares of XYZ Company to my child, provided that if the value of the shares exceeds $1,000,000, then the number of shares transferred shall be reduced so that the value of gifted shares does not exceed $1,000,000.

(b) This was the type of formula used in Proctor, and a number of other cases in which the taxpayer was not successful.  See, e.g., Knight v Commissioner, 115 T.C. 506 (2001), Ward v. Commissioner, 87 T.C. 78 (1986), and Harwood v. Commissioner, 82 T.C. 239 (1984).

(c) However, if the formula states that that the transfer is the number of shares having a value, as determined for federal transfer tax purposes, equal to $1,000,000, then it is arguable that a transfer has only been made of the number of shares having such a value.

(d) This is the language that was used in the Wandry case.

i. As one commentator said, such a formula is similar to asking the gas station attendant to give you $5.00 worth of gas. 

ii. The key to such a formula being effective is to ensure that the actual transfer under contract law is the amount of interests in the entity (shares, LLC membership interests, limited partnership interests) equal to a specific dollar amount, based on the value of such interests as finally determined for federal gift tax purposes.

iii. The amount of interests initially transferred may be based on an appraisal, but it should be clear that the actual amount of interests transferred will be adjusted if the value is later adjusted by the IRS.

(e) One problem with using this technique is that if the amount of equity interests transferred turns out to be different than the amount originally thought to be transferred, adjustments to the taxable income recognized by the donor and the donee may require amended tax returns.

(i)
However, if the transfers are to trusts that are treated as grantor trusts, no such returns would be required, because all the income would be taxed to the grantor in any event.

(3) A defined value allocation formula allocates the transferred assets among various transferees, usually defining the dollar amount going to persons who would be treated as donees for gift tax purposes, and the balance passing in some way that will not result in any gift tax liability.

(a) Such a formula could read as follows:  I give 50 shares of XYZ Company to my child, provided that if it is determined that the value of the shares exceeds $1,000,000, then shares having a value in excess of $1,000,000 shall pass instead to the Community Foundation.

(b) This is the type of formula used in McCord, Christiansen, Petter, and Hendrix, all cases where the taxpayer was successful.

h. Although not used in the McCord and Hendrix cases, it may be better to have the value tied to the value as finally determined for federal transfer tax purposes, which was the case in Christiansen, Petter, and Wandry.

(1) The Tax Court in McCord indicated that tying the value for purposes of allocating the transferred assets pursuant to the formula to the value as determined for federal gift tax purposes might have resulted in a holding in favor of the taxpayer.

(2) However, on appeal, the taxpayer was successful in having the formula apply to avoid any additional gift tax, without the Fifth Circuit dealing with the manner in which value was determined for purposes of applying the formula.

i. Because the facts in all four cases before Wandry where the court has upheld the validity of the defined value allocation formula involved transfers of the excess value to a charitable organization, the jury is still out whether such a formula would work where the recipient was a spouse, a trust for the benefit of the spouse that qualifies for the marital deduction, or a zeroed-out GRAT, or the excess value passes to a trust where the grantor has retained a right or power that prevents the transfer from being a completed gift.

(1) However, in Wandry v. Commissioner, the Tax Court approved a defined value transfer formula that decreased the amount passing by gift to avoid any gift tax.

(2) Note that there are a number of transactions where the IRS or the regulations accept the use of defined value transfer formulas where there is no real adversity between the parties involved.  

(a) These include optimum marital deduction formulas, formulas with GRATs, formula disclaimers, and formula inter vivos QTIP elections.

F. Where Do We Stand Today

1. In light of Church, Stone, Schutt, Bongard, Kimbell, Mirowski, Miller, Keller, Murphy, Black, Shurtz, Joanne Stone, and Kelly, FLPs and FLLCs that are properly structured and operated should continue to provide an efficient means of transferring wealth to younger generations; however, it is important to have either a business purpose or a legitimate and substantial nontax purpose for creating the entity if the bona fide sale exception is needed because either I.R.C. § 2036(a)(1) or § 2036(a)(2), or both, apply.

a. Note that in Estate of Kelly v. Commissioner, T.C. Memo 2005-235, the Tax Court applied a 32.24% combined discount for lack of control and lack of marketability to a 94.83% interest in a family limited partnership and a one-third interest in the LLC general partner.  The decedent transferred $1,101,475 of cash and certificates of deposit to the limited partnership between June 6 and September 13, 1999, and died on December 8, 1999.  He was apparently in good health at the time of the transfers and had railroad retirement income to support him.  The IRS dropped its § 2036(a) argument before trial.  The IRS had argued for a 25.2% combined discount and the estate had argued for a 53.5% combined discount. 

b. In Mirowski, the decedent transferred valuable patent rights and marketable securities worth well over $60 million to an LLC days before she died, and yet the IRS was unsuccessful in applying either I.R.C. § 2036(a)(1) or § 2036(a)(2).

2. The implied agreement argument under I.R.C. § 2036(a)(1) can be avoided by:

a. refraining from making non-pro rata distributions to the owners, especially the transferor;

b. refraining from commingling the entity’s funds with personal funds;

c. keeping accurate books reflecting the operative agreement and the entity’s operations, beginning as soon as possible after the entity is formed; 

d. encouraging the general partners or managing members to actively manage the assets in the entity;

e. complying with all of the formalities imposed by state law; 

f. complying with the operative agreement in every respect or amending the agreement to reflect changes in circumstances;

g. ensuring that assets transferred to the entity are retitled within a reasonable time to reflect the new owner;

h. not transferring assets that the transferor will continue to use personally, such as his or her residence; and

i. not transferring so much of the older family member’s assets that he or she cannot continue to live in his or her accustomed manner without distributions from the entity in excess of distributions that would be considered normal for the type of assets held by the entity.

(1) Some courts have held that not retaining enough assets to pay the decedent’s estate tax is an indication of an implied agreement to retain the enjoyment of the transferred property.  See, e.g., Strangi II, Rosen, Erickson, Miller, and Liljestrand.

3. The transferor should not be treated as possessing a legally enforceable and ascertainable right under I.R.C. § 2036(a)(2) if the following facts exist:

a. The transferor never had the right, either alone or in conjunction with any other person, to designate the persons who will receive the income from the transferred property; or

b. Other owners have more than a de minimis interest in the entity and the fiduciary duty of the transferor as the general partner or managing member has not been waived.

(1) Note that the Fifth Circuit in Strangi II did not object to the Tax Court’s finding that, because pro rata distributions to the corporate general partner (1% of the total) were de minimis, they did not prevent Strangi from benefiting from the transferred property.  

(2) In addition, the Fifth Circuit rejected the taxpayer’s argument that a de minimis contribution should not be ignored when considering whether there was a substantial nontax purpose for creating the entity.  

(a) The taxpayer cited the Fifth Circuit’s opinion in Kimbell for the proposition that there was no requirement that a partner own a minimum percentage for transfers to the partnership to be bona fide.  

(b) However, according to the Fifth Circuit, the existence of minimal minority contributions when there is a lack of any actual investments could lead the trier of fact to find that a joint investment objective was unlikely.

4. Based on Church, Schutt, Bongard, Kimbell, Stone, Mirowski, Miller, Keller, Murphy, Black, Shurtz, Joanne Stone, and Kelly, the bona fide sale exception may apply if:

a. Capital accounts reflect the fair market value of the contributed property;

b. Other owners have more than a de minimis interest;

c. There is active management of the assets after the creation and funding of the entity (but see Schutt, Murphy, and Black, where the decedent followed a buy and hold investment philosophy); and

d. There are legitimate and significant nontax reasons for the creation and funding of the entity.

G. Proposed Legislation

1. OPTIONS TO IMPROVE TAX COMPLIANCE AND REFORM TAX EXPENDITURES, prepared by the Staff of the Joint Committee on Taxation, published January 27, 2005, in response to a request by Senators Grassley and Baucus, the then Chairman and the ranking Member of the Senate Finance Committee (hereinafter the Report) (the Report can be accessed at http://www.house.gov/jct/s-2-05.pdf), sets forth the following set of rules for valuing property for federal transfer tax purposes that would limit the availability of minority and lack of marketability discounts and would apply to shares of stock of a corporation, interests in a partnership or limited liability company, and other similar interests in a business or investment entity or in an asset.

a. The proposal has two parts, aggregation rules and a look-through rule.

b. Step transaction principles are used to determine whether two or more transfers are treated as a single transfer and an interest owned by the spouse of a transferor or transferee is considered as owned by the transferor or transferee.

c. The rules generally apply to all gifts made during life without consideration, transfers at death, generation-skipping events, and any transfer of an asset by gift for an amount of consideration less than the value determined under those rules.

(1) The rules are not intended to change the principles of present law concerning whether transfers made in the ordinary course of business are, or are not, treated as gifts.

d. Under the basic aggregation rule, the value of an asset transferred by a transferor (a donor or decedent) generally is a pro rata share of the fair market value of the entire interest in the asset owned by the transferor just before the transfer.

(1) For example, if mother, who owns 80% of the interests in a limited liability company, transfers a 20% interest to a child, the value of the 20% interest would be 25% of the value of the mother’s 80% interest, with no minority discount.

(2) If mother only owned a 40% interest, the 20% interest transferred to the child would reflect the minority discount applicable to mother’s 40% interest.

e. Under the transferee aggregation rule, if a donor or a decedent’s estate does not own a controlling interest in an asset just before the transfer of all or a portion of the asset to a donee or heir, but, in the hands of the donee or heir, the asset is part of a controlling interest, the value of the asset is a pro rata share of the fair market value of the entire interest in the asset owned by the donee or heir after taking into account the gift or bequest.

(1) In the second example above, if the child already owned a 40% interest before mother’s gift of the 20% interest, the value of the gifted interest would be one-third of a 60% interest, resulting in no minority discount.

f. Under the look-through rule, after the application of the aggregation rules, if a transferred interest in an entity is part of controlling interest owned before the transfer by the transferor, or after the transfer by the transferee, then, if at least one-third of the value of the entity’s assets consists of marketable assets, the value of the marketable assets is determined without taking into account any marketability discount.

(1) Marketable assets include cash, bank accounts, certificates of deposit, money market accounts, commercial paper, U.S. and foreign treasury obligations and bonds, precious metals or commodities, and publicly traded instruments, but do not include assets that are part of an active lending or financing business.

2. The following is an excerpt from the Green Book describing the Obama Administration’s 2013 Fiscal Year Tax Proposals issued by the Treasury Department.

MODIFY RULES ON VALUATION DISCOUNTS 

Current Law 

The fair market value of property transferred, whether on the death or during the life of the transferor, generally is subject to estate or gift tax at the time of the transfer.  Sections 2701 through 2704 of the Internal Revenue Code were enacted to prevent the reduction of taxes through the use of “estate freezes” and other techniques designed to reduce the value of the transferor’s taxable estate and discount the value of the taxable transfer to the beneficiaries of the transferor when the economic benefit to the beneficiaries is not reduced by these techniques. Generally, section 2704(b) provides that certain “applicable restrictions” (that would normally justify discounts in the value of the interests transferred) are to be ignored in valuing interests in family-controlled entities if those interests are transferred (either by gift or on death) to or for the benefit of other family members. The application of these special rules results in an increase in the transfer tax value of those interests above the price that a hypothetical willing buyer would pay a willing seller, because section 2704(b) generally directs an appraiser to ignore the rights and restrictions that would otherwise support significant discounts for lack of marketability and control. 

Reasons for Change 

Judicial decisions and the enactment of new statutes in most states have, in effect, made section 2704(b) inapplicable in many situations, specifically, by recharacterizing restrictions such that they no longer fall within the definition of an “applicable restriction”. In addition, the Internal Revenue Service has identified additional arrangements designed to circumvent the application of section 2704. 

Proposal 
This proposal would create an additional category of restrictions (“disregarded restrictions”) that would be ignored in valuing an interest in a family-controlled entity transferred to a member of the family if, after the transfer, the restriction will lapse or may be removed by the transferor and/or the transfer’s family. Specifically, the transferred interest would be valued by substituting for the disregarded restrictions certain assumptions to be specified in regulations. Disregarded restrictions would include limitations on a holder’s right to liquidate that holder’s interest that are more restrictive than a standard identified in regulations. A disregarded restriction also would include any limitation on a transferee’s ability to be admitted as a full partner or holder of an equity interest in the entity. For purposes of determining whether a restriction may be removed by member(s) of the family after the transfer, certain interests (to be identified in regulations) held by charities or others who are not family members of the transferor would be deemed to be held by the family. Regulatory authority would be granted, including the ability to create safe harbors to permit taxpayers to draft the governing documents of a family-controlled entity so as to avoid the application of section 2704 if certain standards are met. This proposal would make conforming clarifications with regard to the interaction of this proposal with the transfer tax marital and charitable deductions. 

This proposal would apply to transfers after the date of enactment of property subject to restrictions created after October 8, 1990 (the effective date of section 2704). 
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