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Family Limited Partnerships

Lessons from the Tax Court on Business Purpose

We have observed the increasing popularity of Family Limited Partnerships (“FLPs")
in the estate planning process. A recent Tax Court case, ACM Partership (T.C. Memo
1997-115) focuses on the importance of business purpose in tax planning.

ACM Pantnership was not a Family Limited Partnership, However, like many family
parinerships, it was developed in order to minimize taxes. The case involves an
‘laborate plan to shelter capital gains
from income taxes, involving a domes-
tic corporation, an offshore partnership,
the purchase and sale of LIBOR Notes
and a contingent installment sale trans-
action. According to the Court, the
transactions and returns connected
thereto were the result of a carefully
crafted and faithfully executed se-
quence of sophisticated and costly [i-
nancial maneuvers that left little o
chance or market opportunities. The Partnership used the legitimate contingent pay-
ment sale provisions of see. 15a. 453-1 [¢], Temporary Income Tax Regs., 46 Fed.
Reg, 10711 (Feb. 4, 1981}, a “section 453 investment strategy.” The strategy created
approximately 5100 million of capital losses for the Company, a domesltic corpora-
tion {thereby sheltering capital gains already incurred), and corresponding capital
gains for a foreign corporation that was not subject 1o ULS. tax. While the details of
the transaction are beyond the scope of this article, the point is that the Court disre-
garded the section 453 investment strategy for Federal income tax purposes because
it lacked economic substance.

In the formation of a FLP, business
purpose should not be a brief
afterthought description of what the
Partnership will do, but rather should
reasonably describe why its
operations can achieve the economic
benelits sought by the Partners

The Court addressed several issues which go to the point of economic substance. The
Parinership purported to show that it was rationally designed to address genuine liabil-
ity management needs, and had practical effects wholly apart from their tax conse-
quences. Although not finding any economic substance in the section 453 investment

{Continued on Page 2}

CASE LAW

UPDATE

Bosca (Petitioner) v. Commissioner
(Respondent)

Mo, 1459794, 150194 (U5, Tax Coun, July
B, 1998} Judge Whalen

‘This recent consolidated case illus-
trates the complications that evolve
from the exchange of types of com-
mon stock in a pnivately held corpora-
tion and the resultant valuation of the
transaction.

At issue was whether or not the ex-
change was considered a “gift” ac-
cording to Internal Revenue Code
{and therefore subject to gift and es-
tate taxes); and if so, what premium
should be applied 1o that gift de-
pending on the block size of ex-
changed shares.

{Continted on Page 3)
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strategy, through a series of very de-
tailed financial analyses, the Count
was convinced that tax avoidance was
the reason for the Partnership transac-
tions. “We do not suggest that a tax-
payer refrain from using the tax laws
to the taxpayer’s advantage. In this
case, however, the taxpayer desired to
take advantage of a loss that was not
economically inherent in the object of
the sale, but which the taxpayer cre-
ated artificially through the manipula-
tion and abuse of the tax laws.”

In the seminal case of Gregory v,
Helvering, 293 1S, 465, 469 (1935),
the Court recognized an individual®s
right to decrease taxes in any way per-
mitted by law. As held by the Court,
however, this right is not absolute,
The Court held that a reorganization
that met the literal requirements of the
Code would not be respected for Fed-
eral income tax purposes if it had no
business or corporate purpose, but was
a mere device which put on the form
of a4 corporate reorganization as a dis-
guise for concealing its real character.

In the case of Goldstein v. Commis-
sfoner (364 F.2d 734 (2d Cir. 1966},
affe. 44 T.C. 284 (1965)), the Court
of Appeals applied the dectrine of
economic substance. In that case,
Mrs. Goldstein won the Irish Sweep-
stakes. In an attempt to shelter her
winnings from tax, she borrowed
from two banks and invested the
money in Treasury notes. Her finan-
cial advisors estimated that these
transactions would produce a pretax
loss, but a substantial after tax gain.

The Appeals Court sustained the disal-
lowance of the interest deductions,
stressing that Mrs, Goldstein's purpose

e e ee————y

in entering into the loan transaction
Wwis not 1o denve economic gain or im-
prove her beneficial interest, but was
solely an atiempt (o obtain an interest
deduction as an offset to the sweep-
stakes winnings. The loan arrange-
ments did not have purpose, subsiunce
or utility apart from the anticipated tax
consequences, In short, the strategy
was not consistent with rational eco-
nomic behavior in the absence of the
expected tx benefits,

From the Court’s perspective, whether
a transaction has economic substance
is a factual determination. Key to this
determination is that the transaction
must be rationally related 1o a useful

_——————————————=
The detail of analysis
included in the case implies
that the realization of
valuation discounts in FLP
valuations lies in the quality
of the analysis presented to
the Court
—————————————— ————— — ——  — —————n.

non-tax purpose that is plausible in
light of the taxpayer's economic situa-
tion and intentions, Both the utility of
the stated purpose and the rationality
of the means chosen to effectuate it
must be evaluated in accordance with
commercial practices in the relevant
industry. A rational relationship be-
tween purpose and means ordinarily
will not be found unless there was a
reasonable expectation that the non-
tax benefits would be at least com-
mensurale with the transaction costs,

The Tax Court judge on the ACM Part-
nership case was Judge David Laro,
Judge Laro is, ot least among business
appraisers, one of the best known
Judges on the U.S. Tax Court and has
wrtten some widely read and discussed
opinions addressing issoes fundamental
to business valuation. The detail of

{Continued on Page 4, Column 3)
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Case Law Updﬂte Pre-Recapitalization Post-Recapitalization

Voting Percent Class A Percont Class B Percent

(Continued from Page 1) Common  of Total Valing of Total Honvoting  of Total
= i bt e o KMario Bosca 4025 50.0% 0.0 0.0% £635.0 100.0%
In a May 25, 1990 recapitalization of Marie Bosca 2925  38.3% 00  00% 00 00%
his company, Mr, Bosca exchanged Christopher Bosca 55.0 6.8% 550  50.0% 0.0 0.0%
his 402.5 shares of voting common Anthony Bosca 55.0 B.8% 55.0 50.0% 0.0 0.0%
stock (50% of the total) with the cor- Total BOS0  100.0% 1100 100.0% 650  1000%

poration for 402.5 shares of Class B
nonvoting stock,

Mrs. Bosca exchanged her 36.34%
share of voting commaon stock for the
same and subsequently transferred
100% of those shares to her hushand.
The two sens held the remaining
13.66% outstanding voting common
shares and exchanged those with the
corparation for Class A voting com-
mon stock. The corporation canceled
the voting stock it received in the
transaction and thus the transaction
gave 100% of the voling rghts 1o Mr.
Bosca’s two sons.

‘ollowing Mr. Bosca's death in the
latter part of 1994, the estate filed Form
709 (LS. Gift Tax Retumn) for the
1944 calendar year. As an addendum o
this document, the estate declared that
under the facts and circumstances of
the recapitalization, it was their posi-
tion that the recapitalization did not

Walue of a share of voting stock batore the
recapaaliraton || held o part of & 50% biock®

Value of a share of voting stock before the

recapalizaton | held as part of a 25% block®

YVatue of a shara of Class B normvoting commaon

stock after the recapitalration # held as part
of edther a 50% or 0 25% block®

Diffarance
Humber of sharos

Apgregate vaue of gifts made by Mr, Basca
to his sons

Detterenc in gift valuation

Vales stpulaled by both partas

result in a gift to the corporation by Mr.
Bosca,

The estate argued that after the recapi-
talization, the only consequent effect
was the loss of Mr. Bosca's voting
rights; that the exchange had no effect
on the tetal assets, liability, or owners'
equity of the corporation and thus no
giflt was made, and no value was trans-
fermed to the corporation, Therefore,
the estate should not be liable for any
resultant gift taxes as a consequence
of this transaction,

The Tax Count effectively rejected the
estate’s cluim that no value was
transferred to the corporation {and
accordingly to the two sans) in the
transaction as a result of recapitaliza-
tion. The Tax Court stated that *a
transter of property by an individual to
a corporation for less than adequate
and full consideration in money or
money's
worth
generally

represents
gifts by the
individual (o
the share-
holders of

$11,.827

£9.671

$8.415 9,415

the corpora-
tion to the
$2 412 e extent of
each
4025 402.5

shareholder’s
970630 __ $100.040 proportionate

FBET.TEO
e —

interest in the
corperation.”
(Kincaid v,

Elnited States, 682 F.2d 1220, 1224,
1226 [5* Circuit 1982].) Accordingly,
the transfer of shares was deemed a gift
pursuant to IRC 2512(b).

If property is so iransferred, section

2512 {b) provides that the excess of the
value of the property over the consider-
ation received "shall be deemed a gift.”

—
Effectively the issue was a
determination of the size of
an applicable premium to
the value of the nonvoting
commaon stock

Because the sons were the recipients of
the gift of Class A voting common
stock, the ensuing matter became
whether the stock that was transferred
to the company should have been val-
ued as a single block of 50% or as two
blocks of 25%, one block to each son,

Since the transaction constituted a tax-
able gift, the Tax Court was left to de-
cide the value of that gift, The
Respondent argued that the stock ex-
changed was given as a single block of
shares and should be valued accord-
ingly. Tax Court dissented with the
Commissioner, noting that “such an
approach violates the principle that
separate gifts should be valued sepa-
rately.” (Standish v. Commissioner, 8
T.C. 1204, 1209 [1947]; Calder v,

{Continued on Page 4, Calumn 1)
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Commissioner, 85 T.C. 713, 720-721
[1985].)

The Tax Court concluded that the indi-
rect “gift” of voting rights to the two
sons was made separately and there-
fore, should be valued as two separate
blocks of 25% each.

What this case did illustrate

was the importance of level-

of-value determination and
the resultant tax liability

Effectively, the issue was a determina-
tion of the size of an applicable pre-
mium to the value of the nonvoting
common stock. Had the stock been
valued as a single block per the posi-
tion of the Respondent, a 25.6% pre-
mium would have been applied to the
value of the nonvoting common stock,
and thus, would have resulted in a
greater tax liability. Instead, the Tax

Court ruled the stocks were to be
treated as a gilt of two separate blocks
of 25% each and a premium of 2.7%
should be utilized.

This case covered a number of general
concepts that are meaningful in the
valuation of a gift of securities in a
closely held business interest, but most
importantly, at issue was the size of the
premium, Unfortunately for business
valuation experts, this Tax Court ruling
did net provide any guidance for future
valuations of this type of interest as all
levels of value (voting controlling, vot-
ing minority, and nonvoting) were
stipulated by both the Respondent and
the Petitioner.

What this case did illustrate was the
importance of level-of-value determi-
nation and the resultant tax liability.
Here the decision led to an agpregate
taxable gift valued at $867,790 less
than the Respondent’s position and
was therefore subject to significantly
less gift tax.

Please call us if you would like to dis-
cuss a valuation issue in confidence. ¢

& % & i & &

Family Limited
Partnerships

{Continned from Page 2)

analysis included in the case implies
that the realization of valuation dis-
counts in FLP valuations lies in the
quality of the analysis presented to the
Court. Part of that analysis includes the
legitimate business purpose for the for-
mation of FLPs, which must have pur-
pose, substance or utility apart from the
anticipated tax consequence Lo be re-
spected by the Court.

In the formation of a FLP, business
purpose should not be a brief after-
thought description of what the Part-
nership will do, but rather should
reasonably describe why its operations
can achieve the economic benefits
sought by the Partners. Once in place
it is important to follow through in
practice with those business purposes,
to be able to show, ultimately with the
benefit of hindsight {(which is when
the tax auditor will see it), why the
operations of the Partnership met the
criteriz of economic substance. €

This publication is intended to provide accurate and authoritative information on the subject matter covered, |t s distnbuted with the understanding that the
publisher and distibulors aro not rendering legal, accountng or other professional sanaces and assume no kabilty whatsoover in connection with i#s use.
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