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The primary goal of estate planning, apart from passing
wealth to the next generation, is to save estate tax.
Practitioners save estate tax by using three general
techni ques: reduce the client’s taxable estate while he is
alive through inter vivos gifts and other transfers; |eave
assets in the estate, but in a way that qualifies themfor
deductions, primarily the marital and charitabl e deductions;
and reduce the value of assets transferred (either inter
vivos or at death) through various discounting techniques.
Famly limted partnerships and limted liability conpanies
are favored because they acconplish both the first and the
third objectives: that is, apart fromfacilitating asset
transfers to famly nenbers, they may al so cause the val ue
of the underlying assets to be discounted for estate tax
pur poses.

There is a great deal of overlap in the estate planning
i ssues associated with the two types of entities. Both
entities are typically taxed as partnerships, primarily
because neither entity usually elects out of partnership
status under the new “check the box” regulation for entity
classification.” Because fanmlies are typically involved,

the famly partnership rules of Section 704(e) of the

' For an exhaustive if slightly dated treatment of the issues raised

here, see KENT H. MMAHAN, WHAT, ME WORRY? — LIM TED LIABILITIY FOR THE
OPERATI ON OF FAM LY BUSI NESS | WTHOUT EXTRA TAX COSTS — A COVPARI SON OF
LI M TED LI ABI LI TY COVPANI ES, FAM LY PARTNERSHI PS, AND CORPCRATI ONS, 12-1
et seq (1994 Heckerling Institute on Estate Pl anning). See also, HOMRD
M  ZARI TSKY, TAX PLANNI NG FOR FAM LY WEALTH TRANSFERS 10. 01 et seq. (3D
ED., 1997).

? Treas. Reg. § 301.7701-3(b) (1998).



I nternal Revenue Code of 1986, as anended (the Code) wl|
apply to both entities. Both entities can qualify for
certain estate tax valuation discounts, especially those
associated with mnority interests, lack of control, and
| ack of marketability.’

The bi ggest difference between FLPs and LLCs is in the
area of valuation discounts which are addressed by Chapter
14 of the Code.® As the result of Code Section 2704(b) and
state law liquidation rights, donors of Massachusetts LLC
interests typically receive |l esser discounts than donors of
Massachusetts FLP interests with simlar restrictions.
Primarily as the result of the reduced availability of such
di scounts, nost estate planners have not been recomendi ng
Massachusetts LLCs except as general partners of famly
limted partnerships.’® They have becone the entity of
choice for real estate | awers where commercial real estate
is involved, however, since they provide total liability
protection w thout conprom sing beneficial incone tax
treatment.® Unlike Massachusetts, several other states have
anended their LLC statutes in an effort to facilitate the

sanme val uation discounts for LLC interests that FLPs enjoy;’

° Treas. Reg. § 20.2031-1(b); Rev. Rul. 59-60, 1959-1 C. B. 237, nodified
by Rev. Rul. 65-193, 1965-2C. B. 370, anplified by Rev. Rul. 77-287,
1977-2 C.B. 319.

‘1.R C 8§2701-2704 (1998).

® For a detailed discussion of why LLCs should be sued, see Joseph M
Mona, Advantages of Using a Limited Liability Company in an Estate Pl an,
25 EST. Planning 167 (1998).

°GL. M c.156C, §22.

" Del aware, Okl ahoma, Virginia, Oregon, Wshington, Georgia, Arizona,
and California have all anended their LLC statutes in an attenpt to
preserve val uation discounts. See DEL. CODE ANN. Tit. 6, 8§ 18-603
(1997); OKLA. STAT. Tit. 18, § 63-2036 (1997); VA. CODE ANN. 8§13.1-1032
(Mchie 1998); OR REV. STAT. § 63-205 (1997); WASH. REV. CODE §
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it is likely other states wll follow suit, though
Massachusetts is not presently anticipated to be one of
t hem

Famly limted partnerships have recently been the
subj ect of Internal Revenue Service attacks in situations
where they have been forned to create di scounts where none
woul d seemjustified.® Using its extensive arsenal of
statutory and common | aw argunents, including step-
transacti on and substance over form the IRS, in a variety
of private letter rulings, has consistently disallowed the
di scounts where the situations are perceived to be abusive.’
VWhile the rulings and case |l aw remain a concern, they should
not be a problem where there are bona fide business reasons
for the formation of the entity.

This article will explore sone of the mgjor issues
associated wth the use of LLCs and FLPs in an estate
pl anni ng context, including (1) advantages and di sadvant ages
of LLCs and FLPs as conpared with other entities, including

S-corporations; (2) the famly partnership rules and ot her

25.15.130 (1997); GA. CODE. ANN. § 14-11-405 (1998); AR Z. REV. STAT.
ANN. § 29-707© (1997); and CAL. CORP. CODE § 17252(a) (1997).

® An excell ent exanple of this is the death-bed transfer. In the

typi cal case, the decedent (or nore usually her son, pursuant to a

Dur abl e Power of Attorney), forms the FLP, transfers her assets into
and gives away limted partnership interests to her children, all whi

t he decedent is comatose and days away fromdeath. It is hard to fath
how t he decedent could formthe requisite intent to nake a profit, whi
is the sine qua non of partnership entities — and how estate tax

val uation di scounts of 40 percent or nore can be justified under

subst ance over form analysis. See Treas. Reg. 8 1.701-2(a) (1994),

whi ch codifies the comon | aw pri nci pal s.

° The IRS rul ed agai nst taxpayers in Tech. Adv. Mem 98-42-003 (July 2
1998); 97-23-009 (February 24, 1997); 97-19-006 (January 14, 1997); 97-
25-002 (March 3, 1997); and 97-30-004 involving FLPs, and 97-36-004
(June 6, 1997), involving an LLC. Al the rulings cited contain

egregi ously bad facts.
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formation/transfer issues; (3) discounting issues,
especially those that arise under Chapter 14 (Sections 2701
t hrough 2704) of the Code; and (4) the focus of recent IRS
attacks, especially on FLPs.
1. Advant ages and Di sadvant ages

FLPs and LLCs offer a nunber of benefits over out-right
ownership, both froman estate pl anning perspective as wel |
as froma general business perspective. First and forenpst
is liability protection. None of the LLC nenbers, including
menber - managers, is subject to personal liability.” (FLP
limted partners should have no personal liability unless
they “participate in the control of the business;" however,
unlike the limted partners, the general partner of the FLFP
wi |l have full personal liability. 1In order to avoid this,
the general partner has to be alimted liability entity
(typically either an LLC or a corporation) to insulate the
partners conpletely. The assets in the entity are protected
fromthe liabilities of famly nmenbers as long as the entity
formis respected.

The incone tax treatnent is al so advantageous. As |ong
as the entity does not elect out of partnership status, it

will incur only a single level of tax and there should be no

 GL. M c. 156C, 8§22 (1998). While LLCs are usually discussed as
entities which Iimt the liability of their owners, it is possible that
doctrines sinmlar to “piercing the corporate veil” may be applied in an
appropriate case.

" GL M c. 109, 819 (1998), which lists the actions a limted partner
may take without conpromising his [imted liability status. AS in many
other situations, the Delaware linited partnership statute offers the
greatest protection for the limted partners. See DEL. CODE ANN>, tit.
6, 817-303 (1997), which provides a much broader safe harbor of actions
which a limted partner may take w thout risking personal liability.
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tax on formation of the entity unless it is an “investnent
conpany” within the meani ng of Code Section 721(b).
Moreover, if a partner or nmenber should die, the entity can
elect to “step up” the basis of its own assets to reflect
the estate tax value of the decedent’s entity interest
pursuant to the provisions of Code Section 754."

From an estate planning standpoint, Massachusetts FLPs,
and, to a | esser degree, LLCs, offer nunerous advantages
over other forns of ownership, including valuation
di scounts,™ which will be discussed in greater detail bel ow,
and the potential to retain control over the assets in the
ol der (transferor) generation. managenent can be
centralized. Even if the transferor is the nmanager of the
LLC or the general partner of the FLP (or controls the
entity general partner), Code Section 2036 shoul d not

5

apply, ™ since the fiduciary duties the partner has and the
nmenber / manager nay have towards the other owners may be used

to render those provisions noot.” As long as he does not

" See also, |.R C. 88 743(b) (1998) and § 734(b) (1998). Basis step-up
is al so avail abl e when there has been a sale or exchange of a partner’s
i nterest.

“If the entities are formed in Del aware rather than Massachusetts, the
di scounts shoul d be equival ent, as discussed bel ow.

" |.R C. 8§2036(b)(1998), governing retention of voting rights, does not
apply in a non-corporate context.

" 1.R C. 82036 provides, in general, that the taxable estate includes
assets which were transferred prior to death but in which the decedent
retained a lifetime interest.

® It should be noted here that the extent of a manager’s fiduciary
duties to the LLC is open to question and probably limted. Under the
Massachusetts LLC statute, GL.M c.156C, 87, the Manager may transact
busi ness with the LLC as fully as if he were an unrelated party. GL.M
c.156C, 863(b) (1998) states that, “To the extent that, at law or in
equity, a menber or nmanager has duties, including fiduciary duties..

Del aware | aw contains sinilar provisions. See, e.g., DEL. CODE ANN
Tit. 6, 8818-107 and 18-1101(1997). |If the estate planner intends to
rely on fiduciary duties to avoid the applicability of 1.R C. 82036, it
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ignore his fiduciary obligations towards his fell ow owners
and shares distributions in accordance with the ostensible
partnership interests, ownership by the younger generation
shoul d be respected.”

The entities thensel ves are nuch nore flexible than a
trust, which would be subject to the retained life estate
provisions.™ Unlike an irrevocable trust, they can be
anended as situations change. Unlike an S-corporation,
which is their primary conpetition, an infinite variety of
interests can be created. There is no limt on the nunber
of partners/nenbers, and all types of trusts can own
interests.”™ Contrast this with S-corporations, which can
have only 75 sharehol ders, none of whom can be resident
aliens. Mpst trusts will be ineligible to the S-corporation
sharehol ders. VWhile trust ownership of S-corporation stock
has been expanded to “electing small business trusts,” which
were created by the Small Business Job Protection Act of
1996, the inconme tax rules for ownership by such trusts are

al nost punitive.® Qualified Subchapter S trusts are

is advisable that those duties be specifically set out in the operating
agr eenent .

"But see Estate of Schauerhaner, 73 T.C.M (CCH) 2855 (1997), where the
Taxpayer did not make distributions in accordance with the ownership

i nterests and comm ngl ed partnership assets with her own.

® Specifically, |I.R C. 2036 and 2038.

“ This may not be as advantageous as it sounds, since the income tax
rates on trusts reached 39.6 percent at $8,350 of taxable incone in
1998. Frequently, LLC and FLP inconme is not distributed, even though it
is taxed to the trust. Moreover, Tech. Adv. Mem 97-51-003 (Aug. 28,
1997), which disallowed the use of annual exclusion because the interest
had too many restrictions, nmay raise i ssues as to whether it is ever

advi sable to place FLP or LLC interests in marital trusts, which require
that all the income be distributed to the spouse.

® Al the inconme in such a trust derived fromthe S-corporation is taxed
at the 39.6 percent rate and there is no deduction for distributions to
beneficiaries. See |I.R C. 88 1361(e) and 641(d) (1998).
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frequently too cunbersone to be useful in a sophisticated
estate plan, prinmarily because they are required to be
single beneficiary entities which distribute all their

i ncome currently.®

FLPs and LLCs are also preferable to S-corporations
because of the flexibility of their internal structure.
VWhile S-corporations are limted to voting and non-voti ng
common shares which share incone and | osses equally, FLPs
and LLCs can have preferred interests and speci al
allocations, as long as the “substantial economc effect”
rul es of Code Section 704 are satisfied. Since they are
often recomended in an estate planning context, the
availability of the Code Section 754 election to increase
the basis of the underlying assets al so nakes them
attractive.

As useful as FLPs and LLCs can be, their di sadvantages
cannot be overlooked. First anong themis conplexity; the
second is cost; and the third is risk. The very flexibility
whi ch makes FLPs and LLCs attractive to both tax | awer and
estate planners can al so nake them nore expensive to form
and to maintain, since the “standard” provisions are fewer.
This necessarily results in increased | egal, accounting and
bookkeepi ng fees.

Because these entities are taxed as partnerships, all

the various partnership requirenents have to be fulfill ed.

% See |.R C. §11361(d)(3)(1998).
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Capital accounts nust be maintai ned;* partnership income tax
returns have to be filed; the tax allocations in the
gover ni ng docunents nust have “substantial econom c

”» 23

effect; and the client has to respect the ownership that

the ostensible partnership has established.” |f the client
is likely to msinterpret his right to manage the entity as
an unrestricted right of ownership in the entity, it is an

i nappropriate vehicle to recomend.

Beyond neeting the technical requirenents for continued
tax viability, the planner has to remain m ndful of the
effect ownership of the interests will have on the proposed
transferees. They are highly inappropriate interests to
transfer to charitable remainder trusts, for exanple, since
they generate “unrel ated busi ness taxable incone,: which
w Il render the otherw se tax-exenpt trusts totally
taxabl e.* Since FLPs and LLCs are business entities,
nonresi dent alien owners will be taxed on their distributive
shares of entity incone, which will be deened to be
“effectively connected” with a U.S. trade or business® and
taxed at graduated rates.

There is substantial confusion over the self-enploynent
tax issues generated by both FLP and LLC interests, and the

owners may have trouble allocating a portion of their

* Treas. Reg. 81.704-1(b)(2)(iv)(a) (1997).

®1.R C 8704 (1997) and Treas. Reg. §1.704-1(b) (1997).

* I'n Estate of Schauerhanmer, 73 T.C.M (CCH) 2855 (1997), the Donor set
up the FLP, and then proceeded to use it as her personal checkbook,
never meking required distributions and comm ngling partnership assets
with her own. The Tax Court held that the entity was a sham and woul d
not be respected.

®1.R C 6640 1998).

®1.R C 8871(b) (1998).
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distributive shares away fromthe characterization as self-
enpl oynent incone.? This is an area where S corporations
have a substantial advantage, since such an allocation is
apparently permitted for them?® |f a substantial portion of
the owner’s inconme will be derived fromthe entity, the

sel f-enpl oynment tax issue necessarily beconmes nore

i nportant.

LLCs have their own peculiarities. Debt that is
recourse as to the entity may not be included in the basis
of the LLC interest for the individual nenbers.” Certain
favorabl e Massachusetts excise tax provisions (for exanple,
t he exenption of corporate personal property fromthe
cal cul ation) may not be available.® Since they are not
famliar entities in the capital markets, LLCs nmay be
i nappropriate vehicles to recommend if the entity
anticipates a public offering.™ Last, at least in foreign

jurisdictions, LLCs may not even be recognized. Tax

| .R C. 81402(a)(13) (1998) is the governing statute, but interpretive
regul ations for LLCs and FLPs have al ready been proposed and effectively
wi t hdrawn on two separate occasions. For a conprehensive anal ysis of
the self-enployment tax issues as applied in the context of FLPs and
LLCs, see Donald C. Al enander, Pass-Through Entities and Enpl oynment
Taxes, 1 BUSINESS ENTITIES 20 (1999).

*® purango v. U.S., 70 F.3d 548 (9" Gir. 1995).

*® Treas. Reg. 81.752-2(b) (1992). For a conprehensive analysis of the
basis issues that arise in the context of debt owed by LLCs, see Richard
W Harris, Inmpact of Liabilities on Menbers’ Basis in Their LLC
Interest, 4J. LIMTED LIABILITY COWPAN ES 107, 111 (1997).

*® See, e.g., GL.M c.63, 830 (1996).

* This has becone | ess of an issue since Novenber 10, 1997, when the
Securities and Exchange Conmi ssion issued its no action letter in the
Matter of Peapod, Inc. SEC No-Action Letter, [1997 W. 7064422 (S.E.C.)]
(Novenber 10, 1997). |In that ruling the SEC took the position that
limted partners of a linmted partnership and sharehol ders of its
corporate general partner could “tack,” under Securities Act Rule
144(d), their holdings periods for their limted partnership interests
and shares, respectively, onto their hol ding periods for the shares of
Peapod received in a conversion (and, in the case of the general
partnership’'s owners, the general partnership s subsequent |iquidation).
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treaties usually do not nention LLCs, so the tax results for
foreign operation may be open to question.

The risk factor cannot be ignored. The I RS has
recently put FLPs in its sights, especially those FLPs that
are perceived to be abusive.* Transfers involving a
comat ose donor or personal use property, such as vacation
honmes, have typically been invalidated as shans, with the
attendant interest and penalties, apart fromthe additional
tax. Moreover, recent budget proposals have suggested
elimnating the discounts these entities provide for any but
active businesses. Inits ever vigilant search for new
revenue sources, both Congress and the Internal Revenue
Service remain mndful of the billions of dollars that wll
pass as the Wrld War generation dies off, and they continue

to seek their share.

[11. Some Scenari os

It may be hel pful here to describe two scenarios where FLPs
and LLCs may be suggested. 1In the first, the client owns
numer ous pieces of rental property in the Coomonwealth. His
two sons, both adults, are both involved in the business.

Al the real estate is owned in his individual nanme or in
realty trusts of which he or his revocable trust is the sole

beneficial ower. One or nore of the properties nay be

* See, e.g., Tech. Adv. Mem 97-19-006 (Jan. 14, 1997). (Decedent on
life-support at tine entity forned). The sane “substance over fornf
principl es which invalidate abusive FLPs would apply to LLCs;

nevert hel ess, because the latter have not been pronpted to the sane
extent, they may be below the Service's radar, at least for the tine
bei ng.



contam nated. This is a situation where both entities nake
a great deal of sense, since the client would be able to
limt his personal liability while creating a vehicle to
facilitate gifts to his sons. As long as he does not create
these entities when he is on his death-bed, either entity
shoul d be respected for estate and gift tax purposes, and
the attendant discounts, typically 30 percent or nore,
shoul d be sust ai ned.

In the second scenario, the client, whose assets
i ncl ude her $800, 000 principal residence, $200,000 vacation
hone, and a $3 mllion stock portfolio, is comatose and her
death is immnent. Her accountant in response to entreaties
fromher children, calculates that the estate tax woul d be
around $1.6 mllion. Having heard about FLPs, he advises
the client’s son to forman FLP, contribute the client’s
stock portfolio and vacation hone to it, and give away sone
percentage of the limted partnership interests to the
children, all pursuant to a Durable Power of Attorney which
does not authorize either the making of gifts or the
formati on of business entities. He suggests that the two
children contribute $20,000 each of their own | ow basis
stock to nmake the transaction appear nore legitimate. He
clainms this arrangenent, set up within weeks of the
decedent’s death, will result in a valuation discount “of at
| east 50 percent” for assets in the partnership, saving the
famly at |east $900,000 in estate taxes. This arrangenent

probably will not work, since there is clearly no “business



purpose” to the formation of the entity. Moreover, the
transfer of lowbasis stock t other entity will generate a
substantial inconme tax, since the partnership wll be
treated as an investnent conpany within the neaning of Code
Section 721(b).
| V. Requirenments for Partnership Formation

Bef ore recommendi ng an FLP, which is the nore favored
vehicl e in Massachusetts because of the significantly
greater discounts it may provide, the estate planner has to
ask hinself whether there is truly a bona fide business
purpose to the entity. If it is likely that the formation
of the entity, the transfer of interests to the children,
and the subsequent death of the donor will be close in tine,
the risk that the IRS will collapse the entity is

3

substantial.® These are al so i nappropriate vehicles for
personal use property, such as the principal residence and
the famly's art collection, especially if it will continue

4

to grace the living roomwalls.* If there is no business
purpose, the RS s positions based on case | aw and Code
Sections761 and 701 may negate all the good work the planner
has done, and could have the totally untoward effect of
giving hima disgruntled client if he has not adequately

di scl osed the risks of his proposed strategy.

* See, e.g., Tech. Adv. Mem 98-24-003 (July 2, 1998); 97-19-006 (Jan.
14, 1997); 97-23-009 (Feb. 24, 1997);;, 97-25-002 (March 3, 1997); 97-30-
004; 97-35-003 (May 8, 1997); and 97-36-004 (June 6, 1997).

* It should be noted here that LLCs and FLPs are sometines used for
personal use property if the object is not estate tax savings but sinply
to maintain fanily control over the assets and to prevent their

subdi vi si on and segnent ati on.



In the second scenario outlined above, it is difficult
to see where the “business purpose” is contained, especially
if the client has becone incapable even of thought. Yet
absent inmm nent death, the creation of an FLP to manage a
stock portfolio can have a busi ness purpose of managi ng the
portfolio sinply looks a lot nore |like a testanentary
di sposition than nmanagenent of a business property woul d,
especially where the other Iimted partners have no speci al
experti se beyond spending the dividends. At a mninmm the
di scounts will be far closer to 10 percent than the 50
percent clained in the second scenario, reflecting the high
liquidity of the underlying assets.

| f the business purpose to formation is justifiable, as
it isinthe first scenario, then, since famlies are
involved, the famly partnership rules of Code Section
704(e) nust be satisfied. Under this section, to be
respected as a partnership capital nmust be a material incone
produci ng factor and the child/ partner nust be the real
owner of the interest in that capital. Wat this neans in
practice is that mnors are typically not respected as
partners, unless they are exercising real ownership rights
or own their interests beneficially through a trust.™

The regul ati ons under Code Section 704(e) codify the

facts and circunstances that the Service will ook at in

* Mchael D. Milligan, Dealing with the IRS Arguments Against Fanily
Limted Partnerships, 26 ESTATE PLANNI NG 195 (1999).
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determ ni ng whether the putative donee really owns the
interest that was transferred to him?*

The regul ati ons under Code Section 704(e) codify the
facts and circunstances that the Service will Look at in
determ ni ng whet her the putative donee really owns the
interest that was transferred to him® In essence, the
issue is the extent of control the donor has retained and
whet her that control conflicts with the ostensible
ownership. For exanple, the Service | ooks at whether there
been a retention of inconme beyond the reasonabl e needs of
t he busi ness; whether the financial incentives are such that
the limted partners cannot sell or w thdraw w t hout
financial detrinment; whether nanagenent controls are
i nconsi stent with normal business operation; and | ast,
whet her there has been a retention of control of assets
essential to the partnership operation (for exanple, through
retention of assets |eased to the partnership).*

Even if the famly partnership rul es appear to be
satisfied, recent IRS attacks may rai se questions about the
tax treatnment of a gift of an interest in the entity, at
| east where the interest has been significantly restricted.
I n Techni cal Advice Menorandum 97-51-003, the I RS determ ned
that the gift of alimted partnership interest did not
qualify for the gift tax annual exclusion as a present

interest gift because the Donor retained too many rights in

zj ;I'Ejeas. Reg. 81.704-1(e)(2)(ii)(1997).
® Treas. Reg. § 1.704-1(e)(2)(ii)(1997).
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the partnership (e.g., income could be distributed to the
Donor/ parent for any purpose, the limted partner could not
transfer his interest, etc.), thereby giving a future,
rather than a present interest to the Donee.® Wile the
ruling is questionable on its face, since it is the
transfer, not the asset, that needs to qualify under Code
Section 2503(b), it suggests that the IRS will | ook beyond
the interest that has been transferred if it sees the
transaction as too aggressive. Taken to its |ogical
conclusion, this ruling may rai se questions as to whet her an
FLP or LLC interest should ever be an asset of a marital
deduction trust, since “all the inconme” of the FLP or LLC is
typically not distributed.

The tax rules governing the incone tax treatnent of the
entity may conflict with the rules to maintain limted
liability. Pursuant to the regul ations under Code Section
469, a limted partner who participates in the business for
nore than 500 hours per year is not subject to the passive
| oss rules, which |osses for any but active partners. Yet
the limted partner who is able to avoid the passive |oss
rules may be setting hinself up for liability, since, even
under the Del aware statute, he cannot becone too actively
involved in the business. It is not clear whether an LLC

menber is required to performsuch services to avoid the

* The | oss of the annual exclusion may be far outwei ghed by the benefits
of making a gift whose value has been significantly depressed, however.
“1.R C 8 469(h)(2) (1998); Tenmp. Treas. Reg. § 1.469-5T (1996).
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1

passive loss rules;* even if he does, he should not trigger
personal liability by doing so. This may be a mgjor

advant age of LLCs over FLPs, especially for the client whose
beneficiaries are active in the business, as they are in the
first scenario.

It has been suggested that the “at risk” rules
contained in Code Section 465 may al so favor LLCs, at | east
where the underlying asset is real estate which is financed
wi t h what becones qualified nonrecourse debt.*” Briefly,
partners and LLC nenbers can only deduct |osses attri butable
to their partnership interests to the extent they are at
risk. In the LLC, qualified nonrecourse financing is
included in basis for the purpose the at risk rules, since
no menber is personally liable for the entity’'s debts.® In
effect, recourse debt can becone qualified nonrecourse debt
when the property is contributed. This would not be the
case with the FLP interest, since the general partner would
remai n personally |iable.

In general, neither the entity nor its partners/ nmenbers
w Il recognize gain on contribution of property to the
partnership.* The major exception, apart from debt-financed
property, is triggered if the entity is treated as an
i nvestment conpany within the neaning of Code Section

721(b). Transfer of appreciated stock to a partnership 80

41

Louis A Mezzullo, Family Limted Partnerships and Linited Liability
Conpani es, 812 TAX MANAGEMENT PORTFOLI O (BNA) A-37 (1999).

“? See Scott E. Friedman and Janmes G Sciarrino, Estate Planning Vehicle
of Choice for the 1990's: FLLLC or FLP?, 4J. LIMTED LIABILITY
COWPANI ES 91, 97 (1997).

“1.RC § 465(b)(6).

“1.RC § 721(a) (1997).



percent of which consists of publicly-traded securities wll
trigger a gain to the contributing partners if it results in
diversification.®™ Apart fromthe fact that the transaction
proposed in the second scenario |ooks |ike a sham the
contribution of the securities will result in a gain for
i ncone tax purposes. Had the children not nade their own
contributions, which exceed the infornmal 1 percent de
mnims |level, the investnent conpany rules would not have
applied, since there would have been no diversification.
Once the entity is validly fornmed, it will be taxed as
a partnership for federal purposes unless it elects out of
partnership status pursuant to the “check the box”
regul ations, ® which becane effective Jan. 1, 1997. The
state tax treatnent of FLPs and LLCs has becone sonewhat
sinpler since Massachusetts anended its tax |aws so that,
w th noted exceptions, it would follow the Internal Revenue
Code as in force on Jan. 1, 1998.% As noted in Techni cal
I nformati on Rel ease 97-8, Massachusetts will also follow the
federal classification for single nenber LLCs, which are not
avai | abl e under Massachusetts law, as well as foreign LLCs.®
Surprisingly, the tax classification of other unincorporated
entities, such as FLPs, is still governed by Massachusetts,

49

as opposed to federal, |aw.

“1.R C. 88§ 721(b) (1997) and 351(e) (1998); Treas. Reg. § 1.351-1(c)(1)
1996) .

. Treas. Reg. § 301.7701-3(b) (1998).

Y GL. M c.62, §1 (1998).

“ GL. M c.62 8§17 (1998).

“ Tech. Info. Rel. 97-8 (June 16, 1997).
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Even though the entities are usually classified the
sane for both Massachusetts and federal incone tax purposes,
there are differences. Although Massachusetts has now
confornmed its depreciation rules to the federal system even
if it ultimately results in a negative Massachusetts basis, ™
the capital gain calculation wll still be nade using the
Massachusetts numbers.® This has inplications for nore
transactions than sales. Under Code Section 704(c),
appreci ated property which is distributed to another partner
within seven years after its contribution triggers gainto
the contributing partner. For Massachusetts purposes, that
gain is calculated using the state, rather than the federal
basis.* Since basis continues to be cal cul ated pursuant to
Chapter 62, Section 6F,* there is sone question how the
Code Section 754 el ection woul d operate.

The basis issue can arise in surprising ways. For
federal purposes, property jointly owed by a husband and
w fe where one party has died receives a step-up in basis
for only 50 percent of the value if the joint tenancy was
created after Decenber 31, 1976, pursuant to the provisions
of Code Sections 2040(b) and 1014. |If it was created before
that date and the decedent contributed the entire
consi deration, the basis step-up can be 100 percent.* For

Massachusetts purposes, the basis is stepped up only for 50

* Tech. Info. Rel. 98-15 (Decenber 23, 1998).

“ GL M c.62, §B6F (1998).

2] d.

* Tech. Info. Rel. 88-7 (July 5, 1988). See also, 830 C. MR, 8§62.4.1.
* Gallenstein v. US., 975 F.2d 286 (6" Cir. 1982).
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percent of the value, irrespective of when the tenancy was
originally created.®

In contrast to the federal system Massachusetts al so
does not allow net operating | oss carryovers or carrybacks,
or a Schedule A deductions.* Unlike the federal system
there is no recapture of excess depreciation, which is
sinply treated as capital gain.*” |In future years,
Massachusetts may again diverge significantly from federal
treatnment, since very few Code changes will be continually
i ncorporated into Massachusetts |aw.
V. D scount s

FLPs and, to a | esser degree, LLCs, are utilized
primarily because they provide significant discounts from
outright ownership of the underlying assets. There are
primarily two categories of discounts avail able: those
attributable to the transfer of the asset to the entity,
and those derived fromthe terns of the interest in the
entity itself. The first set of discounts — typically
those for mnority interest, lack of control, and | ack of
mar ketability — are common to FLPs and LLCs, as well as to
corporations. Using the “wlling buyer/wlling seller”

par adi gm descri bed in the regul ati ons under Code Section

*® Treat v. Conmissioner, CCH State Tax Reporter 2 Massachusetts 400-501
EgAppeI | ate Tax Board 1998).

® Instructions to 1998 Form 3.

° Tech. Inf. Rel. 97-3 (March 14, 1997).

*® The only ones are those associated wth Roth and education | RAs, gain
on the sale of a principal residence, trade or business expenses, travel
expenses, neal and entertai nment expenses, and the naxi mum deferral
amount of the deferred conpensation plans of governnent enpl oyees. See
Tech. Info. Rel. 98-1 (Cct. 6, 1998).
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2031,* it is clear that a buyer would pay less for a
noncontrolling interest in an entity that owns an asset,
than he would pay for an undivided mnority interest in the
sanme asset. |Indeed, the only discount the IRS typically
allows on undivided interests in real estate, is that
attributable to the petition to partition.

The nore interesting issue for estate tax purposes is
the discount attributable to the ternms of the interest
itself, which are addressed in Chapter 14 (Code Sections
2701-2704). The Chapter 14 valuation rules, especially
Code Section 2704(b), are the primary reason that estate
pl anners usi ng Massachusetts entities are reconmendi ng FLPs
rather than LLCs. The all owable discounts are sinply
greater.®

In order to understand what Chapter 14 does, it is
useful to understand what preceded it and its now repeal ed
predecessor, Code Section 2036(c). Aclient with a
profitabl e business, but ready to retire, would be advi sed
to recapitalize his conpany. For his common stock, he
woul d recei ve preferred stock, which he would retain, and
common stock, which he would give away. The overall idea

at the time of the recapitalization would be to make sure

* Treas. Reg. § 20.2031-1(b) (1965) provides that property in an estate

will be valued at its fair market value on the date of death or

alternate valuation date. Fair market value is then defined as, “the
price at which the property woul d change hands between a willing buyer
and a willing seller, neither being under any conpul sion to buy or to

sell and both having reasonabl e know edge of relevant facts..

Thi s appears to be changing in other states, depending on whether the
applicable LLC statute has been anended to preserve the discounts. In
addition to Mina, cited at footnote 5, above, see Scott E. Friedman and
James G Sciarrino, Estate Planning Vehicle of Choice for the 1990's:
FLLC or FLLLP?, 4J. LIMTED LIABILITY COWAN ES 91 (1997).
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that the preferred would be deened to have a val ue of the
busi ness, so that the gift tax cost of giving away the
common woul d be negligible. This was easy to acconplish
under Code Section 2031: the preferred was given both
liquidation preferences nearly equal to the value of the
equity at the tine of the recapitalization, as well as a
very high dividend yield (frequently upwards of 20
percent). Coupled with various other comrercially
guestionabl e options and rights, these preferences nmade a
hi gh stock valuation easily justifiable.

When the founder died, the al cheny of tax planning
worked its magic, fort the preferred would typically have
far less value than its share of the equity and control and
even less than it did when the recapitalization took place.
First, the generous dividend had been elimnated. Second,
the founder’s interest would be subject to a (low price)
buy-out agreenent. Third, the terns of the interest,

i ncluding the elective options and rights which supported
t he val ue had now di sappeared. Billions of dollars in
assets were thus transferred to the younger generation at
significantly reduced transfer tax cost.

Congress bel atedly recogni zed that the Code Section
2031 paradigmof willing buyer/wlling seller was
i nappropriate in the famly context, since the estate tax
provi ded significant incentives to depress the value of the
asset that was being transferred. The response was Chapter

14, which reversed the normal valuation results by ignoring



guestionabl e val ue-depressing terns. Under Code Section
2701, Congress allocated transfer tax value in a
recapitalization to the common that was gi ven away, rather
than to the preferred that was retained, unless the
preferred conplied with the strict limtations of that
section. Under Code Section 2703, buy-out agreenents and
simlar provisions would now be ignored unless they were
bona fide business arrangenents. Under Code Section 2704,
restrictions on |liquidation and withdrawal rights which had
been drafted primarily to support |ower estate tax val ues,
woul d be ignored if they were nore restrictive than the
default provisions of the applicable state |aw. *

The power to liquidate an interest is obviously an
i mportant factor in valuing that interest, and any | apse of
aright to liquidate an interest woul d necessarily depress
the value of it. Before the advent of Chapter 14, donors
had sinply allowed the various rights which supported the
value of the preferred at the tinme the conmon was given
away, to |l apse, thereby increasing the value of the comon
wi thout incurring a gift tax cost. Under Code Section
2704(a), the lapse of either a voting right or a
liquidation right will now be treated as a (taxable)
transfer by the holder of that right.*” Since the value of

the common has been increased as the result of the action

" |.R C 8§ 2702 (1998), not relevant here, deals with grantor-retained

i ncome trusts, grantor-retained annuity trusts, grantor-retained
unitrusts, qualified personal residence trusts, and other entities which
split ownership of the asset into term |ife and renai nder interests.

> See Treas. Reg. § 25.2704-1 (1998), under which a right is treated as
lapsed if its present exercise is restricted or elim nated.
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of the donor, the donor has effectively nade a gift, and he
will be charged wth the attendant gift or estate tax cost.

But Congress went farther than sinply addressing
| apsing rights. It was apparent that certain terns in the
entity that was created — either the LLC operating
agreenent, or the FLP partnership agreenment — could al so
have the effect of depressing value. Since there would be
no rights that | apsed in such a case, Congress |ooked to
what state |l aw woul d have provided for the interest in the
absence of a governing docunent. Under Code Secti on
2704(b), any “applicable restriction” will be disregarded
in valuing the transferred property where the transfer is
made to a nenber of the transferor’s famly and before the
transfer the transferor and his famly control the entity.
Applicable restriction in this context will include
provisions in the operating agreenent or limted
partnershi p agreenent which give fewer |iquidation rights
than what state |aw provides.

In effect, the mnimumtransfer tax value of the
interest is now determ ned by the state | aw defaul t
provi sions, not by the actual governing docunents.
Consequently, the liquidation/w thdrawal restrictions of a
Massachusetts FLLC are |l ess effective in depressing the
value of the transferred interest than the sane
restrictions applied in the Massachusetts FFLP cont ext
because the state | aw defaults give the LLC nenber greater

rights. Under the state |law default, the w thdrawal of a



limted partner does not dissolve the entity, whereas the
wi t hdrawal of an LLC nenber does. Wh3ether or not eh donor
limts the beneficiary's rights through the operating
agreenent, the transferred interest is valued as if the
beneficiary retained the state law Iiquidation right —
i.e., close tot he value of the underlying asset, as
adjusted by the entity-rel ated discounts.®

The specific statutory provisions may clarify this
concept. GCeneral Laws Chapter 156C, Sections 32 and 33
give the withdrawi ng nenber the “fair value” of his LLC
interest. Under Section 36, the nmenber can w thdraw on six
nont hs’ prior notice, thereby dissolving the LLC under
Section 43. In effect, the state |aw default allows the
menber to reach the underlying assets sinply by w thdraw ng
and dissolving the entity. Since he is able to reach the
underlying assets by withdrawi ng, his interest is val ued
with fewer discounts.

For the Massachusetts limted partner, however,
wi thdrawal of the limted partner does not dissolve the
FLP.* Moreover, although the linmted partner can w thdraw
on six nonths’ prior notice, all he is entitled to is the
value of his interest in the [imted partnership “based
upon his right to share in distributions fromthe limted
partnership” — i.e., discounted going concern val ue, not
liquidation value. This is the transfer tax val ue

irrespective of what the actual value m ght be because of

® Treas. Reg. § 25.2704-2(b) (1998).
“ GL M c.109, §44 (1998).



additional restrictions contained in the partnership
agr eenent .

The inpact of these provisions froman estate planning
standpoint is that the planner using only Massachusetts
entities would clearly choose the FLP over the LLC wherever
di scounts are the primary concern. The ability of a
Massachusetts LLC nenber to withdraw and thereby to
di ssolve the LLC neans that there is really no inpedi nent
to his receipt of the underlying assets — and therefore,
that his interest in the LLC should be valued very close to
the val ue of those assets. |If the client in the first
scenari o chooses an LLC, the liquidation value of the
bui | di ngs owned by it, which the LLC nenber woul d receive
on dissolution of the LLC, has to be greater than the
di scounted cash flow val ue of rents which his w thdrawal
froman FLP owning the sanme assets would give him

Even better for discount purposes than the
Massachusetts limted partnership act, is that in
Del aware.®” Since the overriding rule is freedom of
contract, many nore val ue-depressi ng provisions can be
added w thout adverse estate tax consequences. Unlike the
Massachusetts statute, Delaware does not allowthe limted

partner to withdraw unl ess the partnershi p agreenent gives

® See Tech. Adv. Mem 97-35-003 (May 8, 1997) for a detailed discussion
of the Massachusetts statute in the context of the elinination of the
right of withdrawal as an “applicable restriction” under I.R C. 8§
27704(b). This ruling graphically illustrates why sophisticated

pl anners prefer to formthese entities under Del aware, rather than
Massachusetts, |aw.



himthat right.* Since the linmited partner can be
precluded fromw thdraw ng, he can effectively be precl uded
fromrealizing substantial value for his interest. And if
he is given the right to withdraw, he is only entitled to
the fair value of his interest in the partnership “based
upon his right to share in distributions fromthe limted

n 67

part nershi p. These provisions have the effect of
depressing the value of the interest even further. Coupled
with the significantly greater safe harbor liability
protection in Del aware, Del aware has becone the situs of
choice for these entities.

Del awar e has anmended its LLC provisions so that
menbers wll receive simlar discounts to the owners of
l[imted partnership interests. Pursuant to Section 18-603,
an LLC nenber “may not resign froma limted liability
conpany prior to the dissolution and wi nding up of the
l[imted liability conpany.” And if he is able to w thdraw,
all he receives for his interest is fair value” based upon
[his] right to share in distributions fromthe limted
liability conpany.® Since these provision are very simlar
to those contained in Delaware’'s |limted partnership act,
it is likely the discounts should also be simlar. 1In the

first scenario described above, it is likely the client

will prefer the Delaware LLC, since he should obtain equa

® Del. Code Ann. tit. 6, § 17-603 (1997).
“ Del. Code Ann. Tit. 6, § 17-604 (1997).
® Del. Code Ann. Tit. 6, § 18-604 (1997).
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di scounts without being forced to forma second entity to
act as general partner to avoid personal liability.
VI. |IRS Attacks and Code Section 2703

FLPs and their attendant discounts are currently the
subj ect of close IRS scrutiny, at |east where the business
purpose to formation is questionable. In attacking FLPs,
the IRS asks first, is the FLP a real partnership —i.e., do
the partners intend to produce and to share profits? The
| RS uses the famly partnership rules of Code Section 704(e)
and the definition of partnership under Code Section 761 to
attack entities that may not pass nuster. In general, the
questions are, (1) is there a business purpose, and (2) is
t he busi ness purpose bona fide?

The determ nation of the existence of an actual
partnership is a facts and circunstances test. The IRS
| ooks at a nunber of factors, including the reason the
partnership was forned; age and health of donor; whether the
partnership formis respected; receipt of actual inconme
distributions by the ostensible partners; recognition of
limted partners in conduct of partnership business; extent
of donee’s power over his interest (can he dispose of it);
experience |l evel of donees; and conpliance with the various
statutory requirenents of the entities created.®

It is clear that the client in the first scenario

outlined above has a busi ness purpose, since he has an

* See, e.g., Tech. Adv. Mem 97-23-009 (February 24, 1997); 97-19-006
(January 14, 1997); 97-25-002 (March 3, 1997); and 97-30-004 (April 3,
1997).



ongoi ng busi ness which needs to be managed. |If his sons
were sinply enployees, he would probably need to give them
an equity stake both to notivate and to retain them
Moreover, he is subject to personal liability the way the
assets are held; he would choose sone type of limted
liability entity sinply to decrease his exposure.

Contrast this with the second scenario, where the life
expectancy of the donor is so short. As would be expected,
judicially devel oped doctrines of substance over form and
step transacti on have been used successfully by the IRS to
di sregard the existence of the FLP in simlar cases. For
the IRS, as it should be for practitioners, the issue is
whet her the formation of the partnership, transfer of
partnership interests, and the decedent’s death are so cl ose
in tine that the conbined transactions should be treated as
one testanmentary transfer whose primary if not exclusive
notive is tax avoi dance. Were the facts are egregious, the
| RS has been relentless in disallowing the discounts.”™ Its
primary precedential support for this analysis is Estate of
Mur phy, ™ and Estate of Cidul ka,”” both of which were cases
involving transfers of closely held stock. The transfers,
whi ch appear to have been nmade to support minority interest

di scounts after death, were sinply ignored.”

" The IRS rul ed agai nst taxpayers in Tech. Adv. Mem 98-42-003 (July 2,
1998); 97-23-009 (Feb. 24, 1997); 97-19-006 (Jan. 14, 1997); 97-25-002
(March 3, 1997); and 97-30-004 (Apr. 3, 1997) (involving FLPs), and 97-
36-004 (involving an LLC).

" 60 T.C.M (CCH) 654 (1990).

71 T.C.M (CCH) 2555 (1996).

” But see, Estate of Frank, 69 T.C.M (ch) 2255 (1995), WHERE THE Tax
Court reached the opposite conclusion on simlar facts.
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Unfortunately, the IRS does not Iimt itself toits
statutory and common | aw weapons. In Florida, Illinois,
North Carolina, Connecticut and Rhode Island, the IRS audit
questionnaire asks about the professional who recomended
the entity be forned, and whether he had | ectured to any
group about the benefits of FLPs. [In Technical Advice
Menor andum 97- 30- 004, the IRS disregarded the FLP where the
decedent’s son had witten an article on the benefits of
FLPs, and the father had listed in an ancillary statenent
t he sane non-tax business reasons for the FLP as the son had
listed in the article. @G ven the hype that has surrounded
FLPs (and their persistent recommendati on by accountants and
ot her nonl awyers in situations where the validity of their
use is highly questionable), this result was to be expected,
especially in light of the |lack of an actual business
pur pose.

Had the IRS limted itself to attacks based on case
| aw, or even an anal ysis of the background of the person how
had recommended the FLP, estate planners probably woul d have
been a bit annoyed, but still confortable. As they say on
Wall Street, the pig rule still operates, and any
pr of essi onal foolish enough to violate it deserves what he
gets.”™ The problemis, the IRS has recently used Chapter 14
(specifically, Code Section 2703(a)), to attack FLPs in

situations where the statute was clearly not neant to apply.

“ The pig rule states, “Bears make noney, and bulls make nmoney, but hogs
get slaughtered.”



To review, Code Section 2703(a)(2) provides that the
val ue of any property is generally “determ ned w t hout
regard to..any restriction on the right to sell or use such
property.” The provision’s intended inpact is to ignore
restrictions on transfer of the interest (e.g., sections of
the partnership agreenent/operati ng agreenent containing
mandat ory buy-back provisions, options to purchase, rights
of first refusal and the like) in valuing the interest. The
rule is not a blanket elimnation of the valuation inpact of
these rights; rather, the exception to it contai ned at Code
Section 2703(b) nakes it clear that bona fide business
arrangenments w Il be respected for val uation purposes.

In its overzeal ous attenpt to r5each situations that
were al ready reachable, the IRS sinply redefined the word

5

“property” under the statute.” Rather than interpreting the
word “property” to nmean interests in the partnership, LLC or
corporation, which was the common understandi ng of the
provision, the IRS said that the word “property” neant the
underlying assets — and that the entire partnership
agreenent itself becane the restriction on transfer
addressed by the statute. As the IRS stated,

Had t he decedent, under the ternms of her

testanentary instrunments, directed the creation of

a partnership funded with her assets at her death,

and bequeathed the partnership interest to her

children, it is clear that the assets woul d be

® Tech. Adv. Mem 97-19-006 (Jan. 14, 1997).
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val ued for estate tax purposes wthout regard to
the restrictions resulting fromthe decedent’s

i nposition of the partnership.. [T]he estate
cannot avoid this result by attenpting to cover
the decedent’s assets with a partnership wapper
prior to her death, solely to reduce estate taxes.
The steps of the transaction.. should be collapsed
and viewed as a single integrated transaction:

the transfer at her death of the underlying
partnership assets subject to the partnership
agreenent ... Thus, the partnership assets are
properly viewed as the subject nmatter of the
transfers. Any reduction in value of the
under |l yi ng assets caused by the partnership
agreenent is disregarded under Section 2703(a)(2)

in determning the value of the transfers.

Under the I RS analysis, the vast ngjority of estate
pl anni ng can be di sregarded, sinply because the action taken
has the effect of reducing the estate tax. |If one takes
this reasoning to its |ogical conclusion, annual exclusion
gifts can be ignored, sinply because they woul d have been
included in the decedent’s estate had she nade them at her
death. Such a result is absurd. Mreover, if the
partnership agreenent itself is the restriction subject to
the statute, then there would have been no need to have

passed Code Section 2704(b), which analyzes the restrictions



in the partnerships/operating agreenment in the context of
state law default provisions. |If the whole partnership
agreenent is void, why do its individual provisions need to
be anal yzed?™ The analysis sent chills down the spines of
estate planners. Unfortunately, it has been used in other
rulings as well.”

In anal yzing these rulings estate planners nurtured a
hope that the IRS would retreat fromits aggressive and
hi ghly questionable | egal positions. The rulings thenselves
have no precedential value,”™ but do indicate the IRS s
current interpretations of the statute. Unfortunately, the
IRS has reaffirnmed its position in Technical Advice
Menor andum 98-42-003. As with the other rulings, over 98
percent of the value of all partnership assets were
transferred in the six weeks preceding the decedent’s death,
whi ch rai sed questions of the real purpose behind the
transfers. The IRS ruled that Code Section 2703(a) applied,
as foll ows:

Under section 2703(a)(2), the value of the

“property” transferred is determ ned w t hout

regard to any restriction relating to the

“property”. In the instant case, we believe the

“property” subject to Decedent’s transfers was the

under |l ying partnership property. Any reduction in

76

For a conprehensive analysis of the IRS use of I.R C. 82703, see John
A. Bogdanski, Fanmily Limted Partnerships: Meet Section 2703, 24 EST.
PLANNI NG 235 (11997).

" See, e.g., Tech. Adv. Mem 97-25-002 (March 3, 1997).

®1.R C 86110(j)(3) (1998).



val ue of the underlying assets caused by the

partnership agreenent is disregarded under section

2703(a)(2) in determning the value of the

transfers. The steps of the transaction...should

be collapsed and viewed as a single integrated

transaction: the transfer at her death of the

underlying trusts assets subject to the

partnership agreenent. [Citations omtted]

The IRS went on to anal yze the partnership interests
thensel ves as subject to restrictions on transfer which
coul d be disregarded. The IRS | ooked at the inpedinents to
transfer that the partnership agreenent inposed — |limted
ability to wthdraw or retire fromthe partnership,
inability to dissolve or termnate the partnership — and
concl uded that those restrictions thenselves, which are
common to nost partnership agreenents, fall under Code
Section 2703(a)(2) and therefore should be disregarded.

As alternative grounds for disallowance of the
di scounts, the IRS al so used nore conmon grounds, including
(1) that the transfer to the partnership constituted a gift
subject to the gift tax; (2) the provisions in the
partnership agreenent prohibiting the decedent from
| i qui dating her interest constitute an “applicable
restriction” within the nmeani ng of Code Section 2704(b),
whi ch shoul d be disregarded; or (3) substance-over-form
step-transaction analysis. |If there is any confort in this

ruling, it may be contained in the fact that the transaction



itself was abusive, and the IRS intended to reach it however

it could. As the IRS put it,
It is inconceivable that Decedent woul d have
accepted, if dealing at armis length, a
partnership interest purportedly worth only a
faction of the value of the assets she
transferred. This is especially the case given
the Decedent’s age and health, because it was
i npossi ble for her to ever recoup this i nmediate
|l oss. Further, it is inconceivable that Decedent
(or her representative) would transfer such a
| arge portion of her liquid assets to a
partnership, in exchange for a limted interest
that term nated her control over the assets and
their inconme stream if there other partners had
not been famly nenbers.. W believe it is clear
that the primary, if not the sole, purpose of the
partnership was to artificially depress the val ue
of Decedent’s assets for a brief period as the
assets passed through Decedent’s estate to her
children. Applied within the context of section
2703(a)(2), which focuses on restriction on the
right to sell or use property, we believe that a
“devi ce” under section 2703(b)(2) is reasonably
viewed as including any restriction that has the
effect of artificially reducing the value of the

transferred interest for transfer tax purposes



Wi thout ultimately reducing the value of the

interest in the hands of the transferee-famly

menber. W believe the partnership arrangenent,

under the circunstances presented, satisfies this

descri ption.

The question practitioners nmust ask is whether this
inposition of judicially defined doctrines onto the |anguage
of Code Section 2703(a) is really that radical. |If the
“restriction” is neasured agai nst the standard of “substance
over form” there is nothing particularly disturbing about
it, since the common |law of tax clearly exists in the
interstices of the statute.” 1f, on the other hand, a
nonabusi ve partnership agreenent really is the restriction
on transfer which the statute is addressing, famly limted
partnershi ps may be risky, at least until the courts have
spoken. At a mnimum these rulings make it advisable for
practitioners to informtheir clients of the potenti al
exposure, even if case law ultimately invalidates the IRS s
positions.

VI1. Conclusion
Even without the transfer tax discounts that LLCs and

FLPs afford, there renmain anple business reasons for their

“ I'n Tech. Adv. Mem 98-08-010 (Nov. 13, 1997), involving the
prospective tax inplications of transfers to an FLP, the Service
declined to rule on whether I.R C. Section 2703(b) applied, on the
grounds that this would be a factual determination. Pursuant to the
standards set forth in Rev. Proc. 1999-1, 1999 |.R B. 6, the Service
does not rule on factual natters. By relying on the facts, the Service
may be indicating that the partnership agreenent would constitute a
restriction only if it were not bona fide. This could be good news, at
| east for practitioners whose clients are not at death’s door. OF
course, the Service nmay also be waiting to see what happens when this

i ssue gets to court.



use. As has been cogently pointed out el sewhere,® LLCs and
FLPs allow the older famly nenbers to retain control over
managenent of the entity’s assets, to restrict subsequent
transfers of the interests in the entity, and to undo the
entity w thout unfavorable income tax consequences if
ci rcunst ances shoul d change, none of which could be done
with an irrevocable trust. Second, they reduce expenses and
facilitate transfers of interests, while at the sane tine
avoiding ancillary probate for out-of-state real estate
owned by the entity. Third, the owners can avoi d personal
liability if an LLC or an FLP with an entity general partner
is used for contam nated assets. Fourth, the assets
t hensel ves can be shielded fromthe creditors of the donees
as well as the donor. Last, they create a vehicle with
whi ch to educate the younger generation about asset
managenent .

From an estate tax standpoint FLPs and, to a | esser
extent, LLCs, offer a nunber of useful benefits to estate
pl anners, including discounts; control for the donor;
avoi dance of ancillary probate; and step-up in basis.
Whet her they will renmain viable, however, may depend on
whet her I RS attacks under Code Section 2703 are sustained in
court, and whet her Congress nakes good on its persistent
threats to elimnate the discounts they provide for many
busi nesses. Wiile sone practitioners still advocate using

themin death-bed situations (on the theory of nothing to

80

Louis A Mezzullo, Family Limted Partnerships and Linited Liability
Conpani es, 812 Tax Managenent Portfolio (BNA) A-37 (1999).
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| ose), they should not be attenpted wi thout full disclosure
of their likely attack at audit and the potential costs of
di sal | owance.

In light of the IRS attacks, estate planners should be
circunspect in their recommendation of FLPs. Their first
guestion has to be, is there a bona fide business purpose to
t he proposed transaction? |If the donor’s life expectancy is
measured in weeks rather than in years, they may be buying
their clients an audit in setting these up.* The existence
of a business purpose, which is the sine qua non of
validity, cannot be justified where the donor has been taken
off life support — or where the assets are, and w ||
continue to be, personal use property. Merely saving estate
t axes does not constitute a valid business purpose, at |east
as far as the IRS is concerned. While these vehicles are
extrenely useful where commercial real estate is invol ved,

t hey becone highly questionabl e where tax avoi dance is the
only notive for them And the audit lottery is not
particularly hel pful where the estate exceeds $1 mllion.

Once business purpose has been established, the estate
pl anner shoul d seriously consider setting the FLP up in
Del aware. Delaware | aw offers the biggest potential
di scounts, since its fundanental precept is freedom of
contract. Moreover, the |[imted par5tners are further

insulated fromliability because of Del aware safe harbors,

® See the ages and health of the donors in Tech. Adv. Mem 98-42-003
(July 2, 1998); 97-19-006 (Jan. 14, 1997); 97-23-009 (Feb. 24, 1997):
97-25-002 (March 3, 1997); 97-30-004; and 97-36-004 (both June 6, 1997).
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and there is always the Del aware Court of Chancery if things
do not work out.
If the planner is willing to use a non-
Massachusetts entity, he should seriously consider the
Del aware LLC as an alternative to the FLP. Not only
will it be a sinpler entity to manage, but the
di scounts shoul d be equivalent. Single nenber LLCs are
al | oned under Del aware | aw, whereas they woul d
ot herwi se be unavail able. 1In Del aware, unlike
Massachusetts, LLCs offer many of the advantages of
FLPs, and may reduce their estate tax risks. 1In |ight
of the black eye that FLPs have recently been given,

they may becone the only gane in town.
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