LOS ANGELES DAILY JOURNAL = FRIDAY, APRIL 30, 2004 = PAGE 7

IRS Respects Well—Drawn
Family Limited Partnerships

By Bruce Glvner

n Feb. 19 and March 4, Judges

Robert P. Ruwe and Mary Ann

Cohen of the U.S. Tax Court
handed the IRS its ffth and sixth victories
in family limited partnership cases since
the seminal Harper, T.C. Memo. 2002-121
(May 15, 2002). decision on May 15,
2002, 1. Abrahan Estate, T.C. Memo.
200439, LK. Hillgren Fst., T.C. Memo.
200446, The scorecard now stands IRS 6,
Taxpayers 1, with the sole taxpayer victo-
ry being Estate of Stone, T.C. Meme.
2003-309 (Nov. 7, 2003).

Despite the grim scorecard, the latest
IRS victories are further proof that a prop-
erly drafted, operated and timed family
limited partnership will be respected by
both the courts and the IRS as a tool to
reduce values for both gift and estate tax
purposes. These cases contain pood
news for taxpayers; tax lawyers: accoun-
tants; insurance agents: and appraisers.

The first four IRS victories M.B, Harper
Estate: TR, Thompson Estate, T.C. Memo.
2002-246 (Sept. 26, 2002); Ruth Kimbell
Estate, 20031 USTC 60,455 (Jan. 15,

income that the partnerships generated,
Only after decedent’s support needs, if
any, were met did the children/limited
partmers receive their proportionate share
of partrership income. Decedent's sup-
port needs were treated as an obligation of
the partnerships.”

Then, as in Thompson, poor prepara-
tion by trial counsel was a significant fac-
tor in the defeat. There was damaging
testimony by the daughters that their
mother would be protected no matter
what: “Q;: You said that if the money was-
o't sufficient from your mother’s share of
the partnerships to pav for her needs,
extra funds would come out of your
share, your sister's share and your broth-
er's share? A: Yes." That testimony, and
other bad facts, made it easy for the court
to conclude that, under Internal Revenue
Code Section 2036, Abraham “retained
for [her] life or for any period not ascer-
tainable without reference to [her) death
or for any period which does not in fact
end before [her] death (1) the possessicn
or enjoyment of, or the right to the
income from, the [transferred] property”.

There was a single ray of sunshine in the

A properly drafted, operated and
timed family limited partnership
will be respected by both the
courts and the IRS, while a
poorly conceived parinership
will get punished in tax court.

2003); and Estate of Albert Strangi, T.C.
Memo. 2003-145 (May 20, 2003)) are
striking example of *bad facts.” Two of
them involved terminally ilf octogenart-
ans: Harper was suffering from cancer
and died at 85; Strangi was suffering from
cancer and died at 81. The other two
invelved nonagenarians: Thompson died
at 97; Kimbell died at 95. In all four cases,
the family limited partnerships did not
have the fine patina of time that is s0 nec-
essary for good tax planning, Of the four,
only one partnership was created as
much as two years before the decedent’s
death, and that was in the case of a 97-
vear-old. (Harper's family limited partner-
ship was established eight months before
his death at 85; Thompson's family limited
partnership was established 25 months
before his death at 47; Kimbell's family
limited partnership was established two
months before her death at 96; Strangi’s
family limited partnership was established
two months before his death at 81.)

In the IRS' Feb. victory, Abraham's age
is not given, so we cannot know if this
involved another terminally ill octogenari-
an, However, the timing suggests similar
bad facts: less than two years after her
husband’s death, Abraham was placed
under a court ordered guardianship
(March 10, 1983): a little more than one
year later the family limited partmerships
were established (June 13, 1994}; almost
exactly three years later, she died (June
9, 1997). Note her three-year survival
after the family limited partnerships were
established is a new record in the report-
ed IRS victories.

In addition to poor timing, this structure
violated one of the prime concerns Judge
Arthur L. Nims Il expressed in Harper:
the decedent’s support had to come from
the family limited partnerships. In Abra-
ham, the evidence of this was more dam-
aging than it had been in Harper because
it was a matter of public record: “Accord-
ing to the decree, decedent's needs for
support were contemplated frst from the

case, One of Abraham's children brought a
lawsujt against the estate of his deceased
father. This son received an interest in
Abraham'’s family limited partnership in
exchange for dropping his claim. That was
viewed as sufficient consideration so that
the partnership interest he received was
not included in the decedent's estate. Simi-
larly, in Estate of Stome, the sole prior taxpay-
ervictory, lawsuits among the children last-
ed for four years before the parents agreed
to establish the family imited parmerships.
The good results in these two cases almost
invites Bitigation to reduce the likelihood of
a successful IRS Section 2036 claim. How-
ever, as a cautionary note, see Judge David
Laro's rejection of family Ltigation as the
basis for making a valid claim to reduce the
size of the estate in Estate of Emanuel
Trompeter, T.C. Memo 195835 (Jan. 27,
1998) (“we fmd that the state court proceed-
ing did not involve a real and bona fide con-
troversy between adverse parties ...")

The IRS March victory, while it did not
involve a “terminally ill octogenarian”
(the decedent was only 41 vears old}, isa
compendium of easily avoided bad facts:
(1) the family limited partnership was
formed two months after the decedent
tried to commit suicide, and five months
later another suicide attempt was suc-
cessful; {ii) the decedent never trans-
ferred the properties to the family limited
partnership; (iii} the family limited part-
nership did not have a bank account, as a
result of which the family limited partner-
ship's banking was done throupgh the
decedent’s own bank account; (iv) the
decedent’s residence was an asset of the
family limited partnership; (v) family lim-
ited partnership bookkeeping did not
begin until after decedent’s death; (vi) the
LP-1 was not filed until after the dece-
dent’s death; and (vii) family imited part-
nership distributions were made to dece-
dent to cover her personal expenses, no
distributions were made to the other part-
ner, and the only source of payment for
the estate taxes was the family limited

partmership. Each of these bad facts was
present in Harper or other, earlier taxpay-
er losses,

Having reviewed the good news for
taxpayers and tax lawyers, it is time to
move on to the good news for accoun-
tants. A lesson that is easier (than family
lifigation) to learn from Store is to be cer-
tain there are enough nonfamily Lmited
partmership assets to pay for the parent's
ordinary expenses. Stone contained a
detailed discussion of the fact that the
Stones wanted to refain suficient assets
to enable them to “maintain their respec-
tive accustomed standards of living."
Therefore, they used "certain accoun-
tants to advise them what assets to retain
.... To formulate the advice, the accoun-
tants performed various cash-flow analy-
ses and appraisals, using different
agsumptions regarding [their] respective
life expectancies ... and the anticipated
returns on their .., investments. The
accountants .., recommended that they
retain ... assets that would vield a month-
Iy total cash flow of between $12,000 and
$15,000." So this is the opposite of the
Harper debacle, where Nims noted that
the CPA was not hired until after Harper's
death. The advice is what any smart tax
lawyer would do anyway: involve the CPA
in the first planning meeting about the
family imited partnership,

Another failing in both recent taxpayer
losses is good news for insurance agents:
the family limited partnership was the
sole source to pay the estate tax, Nims in
Harper cited that as “strong evidence of
an implied agreement under which dece-
dent did not divest himself economically
of the contributed assets.” This encour-
ages buying life insurance on the parents
and having it owned either by the chil-
dren directly or — for creditor protection
benefits (see Probate Code Sections
15307 and 15306.5) — irrevecable trusts
for the children’s benefit (even adult chil-
dren can benefit from this protection,
e.g., from their future ex-spouses),

Two other, easily correctable, failures
in Abraham are worth noting. First, this
family limited partmership was subject to
the same “mere testamentary device”
criticism that Nims made in Harper. That
is easily overcome by invelving nonfarmily
members. (A nonfamily member is a per-
son or institution not inheriting in the par-
ent’s estate plan; i.e., will or living trust)
For example, a gift of a 1 percent limited
partnership interest to charity creates an
income tax deduction for the parent.
Also, the discount that the parent is
forced to take on the income tax deduc-
tion is the same type of discount that the
family wants the IRS to accept for transfer
(gift and estate) tax purposes, and the
IRS and courts both love it when taxpay-
ers act consistently, Making this 1 per-
cent gift each year for three to five years,
perhaps to different charities, allows a
substantial enough nonfamily member
presence to thwart an IRS attack based
on Nims' “mere testamentary device™
criticism. Second, the taxpayer’s fallure in
Abraham to use a competent entity valua-
tion expert {0 determine the discounts is
incomprehensible at this stage of the his-
tory of family limited partnerships in tax
court. This point has been hammered
home by judges in case after embarrass-
ing case. See, for example, Estate of
Norma A. Hagerman, 98-1 U.S.T.C.
60,312 (April 22, 1998).

In conclusion, wellconceived, operated
and timed family Emited partnerships are
alive and well. Poorly conceived, operated
and timed family limited partnerships will
continue to get punished by the IRS in tax
court and in the audit process.

Bruce Glvner is a tax atiorney in
Los Angeles,






