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Introduction

Private company business owners who have
spent years building wealth for their families
must never lose sight of the need to protect
that wealth from a government aggressively
looking for opportunities to confiscate it. Too
often, entrepreneurs find that a large portion
of the assets they have accumulated may not
be available to benefit their families after
their death due to estate and inheritance
taxes. Recent court decisions threaten the use
of very popular estate planning techniques,
particularly Family Limited Partnerships
(FLPs) and Limited Liability Companies
(LLCs), to shelter assets from estate taxes.

If much of your family wealth is concen-
trated in assets tied to a private company or
associated real estate and you have not re-
cently reviewed these mat-
ters with your estate-
planning attorney, your fam-
ily’s financial health and
well-being might be at risk.
This edition of The Business

Value Manager provides a

shelter assets from estate

review of these wealth pres-
ervation tools, and offers
suggestions to avoid threats
from recent court rulings.

“ Recent court decisions

threaten the use of very popular

estate planning techniques,... to

How FLPs and LL.Cs Work in Estate
Planning

FLPs, and to a lesser extent LLCs, are com-
monly used by business owners and
wealthy individuals to manage and preserve
family wealth and to transfer assets at dis-
counted values to intended beneficiaries.

Operationally, individuals employ FLPs to
contribute closely held business interests,
real estate, or marketable securities to a
partnership formed with their children or
other beneficiaries and they receive owner-
ship interest in the FLP in exchange for the
assets contributed to it. Traditionally, the
parents are the General Partner (GP), and
over time, they give some or all of the Lim-
ited Partner (LP) interests to their children.
As the transfer process
occurs, the parents
maintain control over
the FLP assets through
their role as the GP,
even if they transfer up
to 99% of the assets to
the LP interests.

taxes."

In transferring LP inter-

(Continued on page 2)
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Through FLPs, most of the
asset value is transferred
with the parents retaining a small
ownership stake. By designating them-
selves as general partners, the parents
continue to make management and
investment decisions for the FLP
because they retain control.
In this transfer process,
the parents also avoid
significant gift and estate taxes.

ests, rather than the underlying assets, the fair market value
of the gifted interests are subject to a significant valuation
discount due to the diminution in value that occurs through
the LP ownership structure. These discounts frequently range
from 30% to 50% of the value of the underlying assets that
were contributed. It is through these valuation discounts that
the parents are able to transfer assets from their estate to their
beneficiaries at reduced values for gift tax purposes.

The basis for the discount rests in characteristics of the LP
interests, which tend to lack control over the operating entity
or the underlying partnership. Courts have consistently ruled
that these discounts are appropriate because of the LP inter-
ests’ inability to distribute the partnership capital or profits
and because of the significant restrictions that limit each LP
partner’s ability to sell their LP ownership interest.

EXECUTIVE SUMMARY

¢ Recent tax court decisions may threaten your private
company wealth.

¢ This wealth can be effectively sheltered from gift and
estate taxes through family limited partnerships.

¢ Assets can be transferred to beneficiaries at discounted
values that reduce taxes while the donor retains control
over the transferred assets.

¢ New IRS strategies that oppose such wealth transfers
have been upheld in several recent court rulings.

¢ Private company owners should have their partnership
agreements reviewed by their estate tax advisor to pro-
tect their wealth and minimize their taxes.

Traditional IRS Attack

Traditionally, the IRS has opposed this estate planning tech-
nique by attacking the valuation discounts applied to the LP
interests. The Service has generally been unsuccessful with
these arguments, which claim the FLP has “no business pur-

pose,” or possesses other manipulative measures.

New IRS Attack

More recently, the Service has relied on IRS Section 2036 in
estate tax cases to attack FLP and LLC strategies for value
reduction. Their goal is to have the transferred assets in-
cluded in the estate of the contributed taxpayer at their re-
spective fair market values. For this reason, private company
owners and other individuals engaged in family wealth man-
agement and preservation are urged to consult with their es-
tate and gift planning advisors to ensure that their plans are
appropriately updated in the light of these new changes.

Two key provisions in Section 2036 (a) aim to have the trans-
ferred assets included in the estate of the contributing tax-
payer at full value. If the taxpayer retained certain control
over those assets or received certain benefits from them,
under Section 2036 (a) (1), the property could be included at
full value in the estate if the decedent retained the right to, or
the power of enjoyment from, the income from the assets.

This is known as the “retained economic provision.”

Under Section 2036 (a) (2), the full value of the property
could be included in the estate if the decedent retained for life
the ability to control alone or with others who may enjoy or
possess the property or its income. This is known as the

“retained control provision.”

In essence, the IRS is taking the position that the decedent’s
estate should include at full value property that had been le-
gally transferred, but over which the taxpayer had retained
the benefits of control and use. The IRS would then claim
that the taxpayer had engineered the transfer merely to avoid
payment of estate taxes upon death. In the process, the valua-
tion discounts that are eliminated include the minority inter-
est discount (also known as lack of control discount) and dis-
count for lack of marketability, which are the adjustments

(Continued on page 3)
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typically associated with FLPs.

Several recent court cases, including Thompson, Strangi, and
Kimbell, reveal the new IRS strategy to attack FLPs primarily
as an estate tax argument rather than as a gift tax argument.
Given the results of these cases, and the new scrutiny im-
posed by the IRS, the lesson for family business owners and
Your FLP and LLC agreements
should be carefully reviewed and adjusted if necessary to

their advisers is clear:

comply with these new standards.

A review of several key factors or conditions in these cases

clarifies the basis for the IRS court victories.

e Advanced age and poor health—The legal entity was
formed when the taxpayer was elderly and in declining
health, suggesting anticipation of death.

e  Majority of wealth transferred—So much of the tax-
payer’s wealth was transferred to the new entity that the
contributor lacked adequate income to support their per-
sonal needs.

e Concentrated transfers—Distributions from the FLP
were disproportionately made to the taxpayer to support

their personal needs.

e Personal use assets transferred—Assets used and enjoyed
exclusively by the taxpayer, including their personal
residence, were transferred to the new entity.

e No legitimate business purpose—The assets were trans-
ferred simply to avoid payment of estate taxes by chang-
ing the form of ownership of the contributed assets.

e Funds management and record-keeping—Business and
personal cash and other assets were co-mingled with
incomplete or inadequate record-keeping.

CONCLUSION

Few events are more disturbing or threatening to private com-
pany owners than to have the wealth they have worked so
hard to accumulate taken by the government due to inade-
quate or faulty tax planning. In light of recent court deci-
sions, have your estate tax advisor review your partnership
agreements and overall estate plan to insure that they are in
compliance with the latest regulations and court rulings, and
if you have valuation or wealth management related ques-
tions about your private company, please call us.

Reproduction is prohibited without permission.

Section 2036 Do’s and Don’ts

The following is a list of planning suggestions to encourage compliance with the new Section 2036 provi-

sions:

o Create the partnership or LLC while you are in good health, and if elderly, establish your

state of health with a medical report.

o Retain sufficient assets, including your personal residence, outside the partnership to pro-

vide for your personal needs.

« Reduce or even give up control over partnership assets by naming an independent third

party or children as the general partner.

e Make partnership income distributions mandatory and on a pro-rata basis according to

each partner’s ownership stake.

o Carefully account for all partnership income, expenses and assets and pay no personal ex-

penses from the partnership account.

o Promptly pay all rent or similar expenses on partnership assets owned by a related party

at a rate that reflects fair market value.
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Our Mission

Evans and Associates is a leading provider of strategic valua-
tion advisory services. We maximize wealth and
profits for individuals and corporations.

When your circumstances require measurement
or management of business value,
our focused approach provides solutions.

Our team’s expertise in competitive analysis,
finance and accounting, merger and acquisition,
risk analysis and value creation
forms the basis for our opinions and advice.

Typical engagements for Evans and Associates
include specialized valuation consultation for the purpose of
gift or estate planning, merger and acquisition, shareholder
value enhancement and litigation support.

Evans and Associates Partner Credentials Include:
Accredited Senior Appraiser
Certified Business Appraiser
Certified Public Accountant Accredited in Business Valuation

Personal Attention Backed by a
Network of National Resources

Evans and Associates is a specialized valuation advisory firm
small enough to provide the personal attention you want, but
deep enough to possess the broad range of service expertise
you may need. Our membership in the American Business
Appraisers (ABA) national network— we were the founding
affiliate member—provides resources and advice from other
nationally known valuation experts. Our ABA affiliation
enables us to effectively execute virtually any valuation or
merger and acquisition assignment.

AMERICAN
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