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multiple minority interestsandbequeathsthemto differentbeneficiaries,as
in the aboveexample,theexecutornormally lacksa powerofsale.191 Then
theestatecannotrealizethevalueof the 80010bloc asa controlling interest,
andthecasefor viewing the estateasthetransfereeis muchweaker.

Theremay be reasonsfor alwaystreatingthe estate-ratherthan the
ultimate recipients-asthe transfereeof all propertypassingthrough the
probateestate.Decidingwhethertheexecutorhasapowerofsalein a given
casemaybecostlyandtime consuming.It mayrequireaconstructionofthe
will, andmaydependon thestate'slaw on abatement,thestate'spreference
(or lackthereof)for in-kind distributions,whetherabequestis characterized
understatelaw as a generalor specific bequest,etc.192 The presentrule,
whichtreatsall propertypassingunderthewill uniformly,canbedefendedon
the basisofadministrativeconvenience.However,thesereasons,whichare
dueto thenatureofestateadministration,donotjustify applyingtheestatetax
rule to inter vivos gifts where the rule for valuing interestspassingto
individualdoneesis moreequitableandconsistentwith thenatureofatransfer
tax.

(2) Does the AggregationApproachAccuratelyValue the Transferred
Property?

Proponentsof the aggregationapproachassertthat allowing �l�a�c�k�~�f�­

controldiscountssignificantlyunderstatesthetruevalueofbusinessinterests.
This notion is basedonthe"happyfamily" scenariopreviouslydescribedin
this article.193 In thehappyfamily scenario,family membersactin harmony
with eachotherfor the goodof thebusiness.The viewsofeachmemberare
takeninto accountin the runningof the businessandareaccordedrespect.
The needsof all family membersare consideredin determiningpossible
distributionof earnings. In light of thesebenefits,a family memberhasno
desireto sell notwithstandinghisminority status.Consequently,thepriceat
which he could sell his interestis of little momentto him. If a decisionis

191. UndertheUniform ProbateCode,a legateeofa specificdeviseis entitledto distributionof the
thing devisedto him. UNIF. PROBATECODE § 3-906(a)(1)(amended1987),8(Pt. 2) U.LA 272(2003).
Moreover,unlessthewill providesotherwise,specificdevisesarethelastcategoryoftestamentarytransfers
to be liable fur paymentofadministrationexpensesanddebts. [d. § 3-902(a) (1969),8 (Pt. 2) U.L.A. 268
(2003).

192. SeegenerallyWILLIAM M.McGoVERN,JR.&SHELDONF.KURTZ,WILLS, TRUSTSAND ESTATES
§§ 8.2, 12.6(2d ed.200I).

193. Seeinfra PartII.C2.
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made to sell the business, he will be included in the selling group and thus will
not suffer a minority discount for lack ofcontrol.

Unfortunately, as anyone familiar with family businesses can attest, the
optimistic assumptions that underlie the happy family scenario are frequently
not true. Judge Posner commented on a case where a donor had divided
shares in a corporation equally among his children:

[I]t was speculative whether ... (the grantor's children) would pull together, or, as is not
uncommon in closely held corporations, pull apart. Since it is hard to sell stock in a
closely held corporation to outsiders, there may be no easy solution if the siblings
bicker.... [T]he possibility ofbickering and dissension within a family can never be
excluded. 194

Likewise, a consultant to family businesses has noted that "[g]reat battles go
on in family businesses" and that "[f]ew businesses have profits to share after
these lengthy internecine wars.,,195 The same consultant further noted that
there are "countless stories of heirs to family fortunes or businesses who
cannot agree on anything, who simply end up 'pulling and tugging' at each
other like siblings or cousins at a family picnic ...."196

Another business consultant states that "[f]amily discord is a primary
factor preventing an estimated 65% ofall family businesses from passing onto
the next generation, according to figures obtained from the Wharton School
at the University ofPennsylvania."197

The fact that a business is a "family" business often exacerbates, rather
than ameliorates, disputes that inevitably arise in the course ofbusiness. In
such cases, the business dispute is intensified by, and joined with, unresolved
emotional issues within the family which the family members themselves may
not even be aware of:

Members of a family ... quite often are fighting about deeper issues than the ones they
claim to be incensed about. . . . [I]t is never true that family members need only
understandone another's positions,common interests, and respective differences to wolk
rationally together toward an optimal resolution. Often, unfortunately, their reasons for
sustaining their conflict-reasons probably not even clear to themselves-are stronger
than their ostensible desires to resolve it. 198

194. Citizens Bank & Trust Co. v. Comrn'r, 839 F.2d 1249, 1252-53 (7th Cir. 1988) (emphasis
added).

195. DAVID BaRK, FAMILY BUSINESS, RISKY BUSINESS: How TO MAKE IT WORK 78 (1985).
196. !d. at 118.
197. Howard Kapilofl; Simplifying Business Succession: Understanding Family Dynamics Is the

Key to a Smooth Transition, 22 FIN. PLAN. 48 (1993).
198. Kenneth Kaye, Penetrating the Cycle ofSustained Conflict, Bus. HORIZONS, Spring 1991,
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The aggregation approach is likely to apply to transactions that involve
the two most troubled relationships: child-parent and sibling-sibling. In the
st~reotypical FLP scenario, one or both parents form an FLP and then give LP
interests to their children, retaining for themselves the controlling GP interest.
nus, implementation of the standard FLP plan divides the family business
between parent(s) and one or more children, and if LP interests are given to
more than one child, between siblings. A huge body of literature exists on the
problems arising when parents and children are involved in the family
business.

Consider the parent-child relationship. One ofthe most common sources
of conflict in a family business occurs where the parent and a child (or
children) work together in the business the parent founded. 199 The parent may
view the business as an extension of himself, the source of his gratification
and achievement,. and a monument to his life's work.20o As a result, he is
reluctant to let go and characteristically has great difficulty in delegating. 201

The parent is resentful as the child seeks greater responsibility, viewing him
as a threat to his continued authority. In tum, the child is resentful of the
parent who, he feels, is keeping him in an infantile role with the
"accompanying contempt, condescension[,] and lack of confidence" that
frequently characterize the parent's attitude in these situations.202 The result
of these conflicting emotional currents is that the child--contrary to the
assumption underlying the happy family scenario--is given no real authority
or say in the running of the business. Moreover, the parent's failure to give

reprinted in FAMILY BUSINESS SOURCEBOOK II355, 369-70 (Craig. E ArcmoffetaI. OOs., 1996)[hereinafter
SOURCEBOOK II].

199. John Davis & Renato Tagiuri, Life Stages and Father-Son Work Relationships, reprinted in
SOURCEBOOK II, supra note 198, at 421; Harry Levinson, Conflicts That PlagueFamily Businesses, HARV.
Bus. REv., Mar-Apr. 1971 ,reprintedin SOURCEBOOK II, supra note 198, at 378-79; PeterS. Davis & Paula
D. HarvestOll,In the Founder 's Shadow: Conflict in the Family Firm, 12 FAM.Bus.REV. 311,314,318-19
(I 999)(finding statistically-significant greater cmflict when founder is present than when he is not); Jim
Grote, Conflicting Generations: A New Theory ofFamily Business Rivalry, 16 FAM. Bus. REV. 113,
118-20 (2003).

. 200. Levinson,supra note 199, reprinted in SOURCEBOOK II, supra note 198, at 378-79; Grote, supra
note 199, at 118·20.

201. Levinson, supra note 199, reprinted in SOURCEBOOK II, supra note 198 at 379; Grote, supra
note 199, at 119. Ivan Lansberg describes the "powerful emotional undercurrents" unleashed by the
prospect of a transfer of power from senior leadership to a younger generation. IVAN LANSBERG,
SUCCEEDING GENERATIONS 249, 251-55 (1999). He describes two types of leaders, ''monarchs'' and
"genemls," who are ''unable to surrender control of their companies in earnest" and two types,
"ambassadors" and "governors," who are able to leave "gmcefully and constructively." Id. at 256.

202. Levinson, supra note 199, reprinted in SOURCEBOOK II, supra note 198, at 379.
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the child real authority may mean that no one will be trained to take over the
business when the parent finally departs the business, and as a result, the value
of the business declines.203

Likewise, conflict among siblings is common.204 Interestingly, some
proponents of the aggregation approach reject the attribution approach
because of the likelihood of conflict between and among siblings. Two
proponents rejected the attribution approach because family cooperation is
"ephemeral and cannot always be presumed," citing the famous New York
case of In re Radom & Neidorff, Inc./os which involved a bitter dispute
between a brother and a sister.206 Another proponent of the aggregation.
approach rejected the attribution approach because "[f]or every family owned
business in which siblings and in·laws cooperate and work as an economic
unit, there is apt to be one in which relationships are strained, and cooperation
is lacking."207 What these proponents seemingly overlook is that the
aggregation approach will frequently apply where transfers are made to
siblings. The aggregation approach may therefore have its greatest impact in
the case of the very relationship that they find so problematic.

Some may feel that the conflicts described above are unlikely to occur
because a donor will not give interests in his business to donees with whom
he foresees future conflicts.208 Unfortunately, this facile assumption is often
not the case. First, the donor is unlikely to be overly concerned about
potential conflicts so long as he retains absolute control ofthe entity. This of
course is true in the typical FLP scenario where the parent gives his child or
children nonvoting LP interests but retains the controlling GP interest
Moreover, conflict may develop that the donor did not foresee. Furthermore,
the "no-conflict assumption" overlooks the highly ambivalent relationship
between the parent and his child.209 The parent loves the child and wants him

203. [d. at 378.
204. See id. at 382-83. Conflicts involving siblings are described and discussed in Kaye, supra note

198, and Richard B. Peiser & Leland M. Wooten, Life-Cycle Changes in Small Family Businesses, Bus.
HORIZONS, May/June 1983, reprinted in SOURCEBOOK II, supra note 198, at 346,349.

205. 119 N.E.2d 563 (N.Y. 1954).
206. Fellows & Painter, supra note 8, at 928 n.l07.
207. Cunningham, supra note 169, at 1461, 1471; see also Fellows & Painter, supra note 8,at 928

("Application ofthe attribution rules, however, may create harsh results.").
208. This is apparently the position of Professors Fellows and Painter who, in support of the

aggregation approach, argued that 'tm]ajority owners ofclose corporations generally do not give stock to
persons with interests adverse to the donor's interest." Fellows & Painter, supra note 8, at 922 n.93.

209. The parent frequently has highly ambivalent fedings toward the child in these situations.
Consciously, the parent wants the child to succeed, but unconsciously the parent "does not want his [child]
to win, take away his combination baby and mistress, and displace him fron1 his summit position."
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to succeed. Thus, he gives him interests in the business. At the same time, he
is resentful and fearful of the child's taking over and displacing him in the
business he built and developed; hence theconflict.2IO This ambivalence is
often the key dynamic in the parent-child relationship and has been noted by
many researchers. Finally, even ifrelations between the donor and the donees
are, and remain, good, conflict may exist or develop between the donees.211

This frequently occurs where a parent divides his business among his
children.212

Even if the happy family scenario exists, a family member's
noncontrolling interest is still less valuable to him than a controlling interest.
Since he lacks control, he cannot unilaterally implement his views on how the
business should be run. Implementation of his views is dependent upon his
ability to persuade others, and he may not always succeed in doing this.

Moreover, even if one assumes that the family member's views,
aspirations and needs are identical to those. who control the business-and
thus his lack of control makes no immediate difference to him-his
noncontrolling interest still lacks the value ofa controlling interest. People's
attitudes, interests, and monetary needs change over time. A holder of a
noncontrolling interest who is employed by the company and is receiving
compensation may be perfectly content with a policy of plowing all the
earnings back into the business. However, after retirement when he ceases to
receive compensation, he might want the business to distribute earnings to him
to recompense him for his lost income. A person who controls the business
could change the business' policy to conform to his changingneeds. A person
holding a noncontrolling interest cannot. His inability to unilaterally
determine policy, combined with his inability to realize "fair" value on a sale
of his noncontrolling interest, constitute real limitations on the value of his
interest. The fact is that valuing a noncontrolling interest as if its holder had
control-the effect of the aggregation approach-will almost inevitably
overvalue that interest.

Levinson, supra note 199, reprinted in SOU RCE BOOK II, supra note 198, at 379; see also Grote, supra note
199, at 118-19 (noting that the parent frequently sends out double messages to the child, e.g., be assertive
and succeed but at the same time do not upstage me).

210. See supra notes 199-203, 209 and accompanying text.
211. One study showed there was greater conflict in a family finn when headed by a second­

generation member than when it was headed by the founder, although the difference was not statistically
significant. Davis & Harveston, supra note 199, at 317. However, conflict was found to increase
significantly as control of the business passed from the second generation to the third generation. [d. at
317-19; see also supra notes 204-07.

212. See Davis & Harveston, supra note 199, at 317-19; see also supra notes 204-07.
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On the other hand, current law, which values a family member's
noncontrolling interest as though the member were an outsider, will almost
always undervalue the interest. In many cases, the holder's status as a family
member will make his noncontrolling interest more valuable to him than it
would be to an outsider. The gap between the actual value transferred and the
value as determined under current law is likely to be especially large when the
FLP was formed as part of the decedent's estate plan. It is simply incredible
that taxpayers engage in transactions, on the advice of their business and tax
advisors, that result in a 30% or more loss of value. Such taxpayers must
believe that the value they are conveying exceeds the discounted value
reportable for tax purposes; otherwise they would not undertake the
transaction.

The ideal solution, of course, would be to value the interest as under
current law and then increase it by the additional value, ifany, attributable to
the transferee's family status. This would require, among other things:
identifying and evaluating the nature and quality of the transferee's
relationships with other members ofhis family,particularly those involved in
the business; the strength or fragility of those relationships; the extent to
which the business is currently satisfying the transferee's economic and other
needs and aspirations; and the extent to which the transferee's opinions are
given weight in business decisions. An analysis of the time and manner in
which these factors are likely to change would also be needed. For example,
a transferee may currently have good relations with his parent who founded
the business, but will he get along. with his siblings who will control the
business when his parent is no longer involved? . After this analysis is
completed, these items would somehowhave to be quantified. Obviously, this
is virtually an impossible task. Not surprisingly, no one seems to have
recommended this approach.

Thus it appears that we must choose between two imperfect valuation
methods: either allowing the discount in full or disallowing it in full. How
can we decide which method to use iIi a way that is fair to both the taxpayer
and the government?

D. A Proposed Solution

(1) The Primary Purpose Approach

This article proposes that discounts for lack of control and lack of
marketability arising from the use of the FLP or other entity should be
disallowed if the taxpayer's primary purpose for using the entity to make his
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gratuitous transfers is to qualify the transfers for a valuation discount. (This
approach will sometimes be referred to as the "primary purpose" approach.)
The taxpayer would have the burden of proof under this test because of his
greater knowledge of, and easier access to, the facts. This primary purpose
approach is supplemented by special rules that take effect when a transferee
obtains control. These rules are discussed in Part IV.D.4 below.

(2) Examples ofIts Application

The following examples illustrate how the primary purpose test would be
applied.
Case I-The Inactive Party

P has owned and operated his business as a limited liability company
(LLC) for the past ten years, and he now wishes to retire and turn the business

. over to his children. P has two children: A, who has both the aptitude and
desire to work in the business, and B, who has neither. P wants to treat his
children fairly but is hesitant to entrust the future of the business to B. P
resolves his conundrum by giving A and B each a 50% interest in the LLC.
However, A's interest is a voting interest and therefore a controlling interest,

.while B's is a nonvoting interest and thus a noncontrolling interest.
As shown above, B's interest is less valuable than A's given its lack of

control, but no recognition is given to this fact under the aggregation
approach. B's interest will be valued exactlythe same asA' s (i.e., one-halfthe
value of a one hundred percent interest).213 In contrast, B's interest would
qualify for a lack-of-control discount under the approach reconunended in this
article, since P's primary purpose for using the LLC was not to create a lack­
of-control discount for B's interest; rather, his primary intent was to treat his
children equitably and in a manner that would also protect the business.

A's .and· B's interests will each qualify for a lack-of-marketability
discount, since P did not use the LLC to create a lack-of-marketability
discount. Interests in a cloSely-held business are always difficult to market,
and it makes no difference whether the interests are in the form of corporate
stock, partnership interests, or limited liability company interests.
Case II-Where Loss ofValue Is Inherent in the Dispositive Plan

Assume the same facts as above in Case I exceptthatP has three children,
each of whom is competent and anxious to work in the family business. As
before, P wishes to treat each ofchildren equally, and he therefore gives each

213. See Part lV.C.2.
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child a one-third voting interest in the LLC. Since each child has only a one­
third voting interest and thus lacks control, each of their respective interests
is less valuable than one-third the value ofP's one hundred percent interest
before he made the gifts. Nevertheless, under the aggregation approach, each
one-third interest would be valued at one-third the value of a one hundred
percent interest. In contrast, each of their interests would qualify for a lack­
of-control discount under the primary purpose approach, since P's primary
purpose in using the LLC was not to create lack~f-control discounts. Lack
of control, and its resultant effect on value, did not arise from P's use of the
LLC but was inherent in his dispositive plan.
Case Ill-The Investment FLP

Suppose P transfers her portfolio of publicly traded securities worth
$10,000,000 to an FLP taking back 99010 LP interests and a 1% GP interest.
P values the LP interests at substantial discounts for both lack of control and
lack of marketability. Using their discounted value, P gives away each year
as many LP units as she can without generating a gift tax.

P will fmd it difficult to satisfy the primary purpose test. P, through her
use of the FLP, has created two discounts where none existed before. Had P
made an outright gift of her securities, the donee would acquire complete
control over them, and the securities themselves would be marketable.
However P, through her use of the FLP, has managed to give her donee an
interest that both lacks marlcetability and control (i.e., over the securities).

Why did P take this route that purportedly results in less value for the
donee when she could have easily made an outright gift of the securities
without any loss of value? The natural conclusion is that P must have
believed that the actual loss in value was far less than the amount determined
under current law and that she was using the FLP primarily to avoid gift and
estate tax.

P still has the opportunity to rebut this conclusion by showing that her use
of the FLP was primarily for nontax purposes. One should, however, be
cautious in weighing her asserted purposes, since frequently those objectives
can be achieved in a manner that does not result in either a lack-of­
marketability or a lack~f-control discount

For example, P may be concerned that the donee lacks investment skills
and thus is hesitant to give the donee investment power over the underlying
securities. However, P can satisfy this concern by transferring her securities
to a trust in which the donee is the beneficiary and by vesting the investment
powers in an experienced fiduciary. P herself can be the trustee without
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adverse tax consequences as long as her discretionary power is limited to
investment and other management powers.214

P may justify her use of the FLP because of her desire to protect her gift
from the claims of the donee's creditors. However, asset protection can also
be achieved by giving her donee an interest in a spendthrift trust, a support
trust, or a discretionary trust.215

P may argue that by using the FLP she has managed to keep her portfolio
intact, and this makes it possible to have larger and more profitable
investments. In contrast, an outright gift ofsome ofher securities would split
up the fund available for investment into smaller units that would be incapable
of making such large-scale investments. One would be justifiably skeptical
of this purported reason unless P had previously made such large-scale
investments and unless they had produced superior returns. Moreover, giving
the underlying securities to the donee either as outright gifts or in trust would
not preclude joint investments with P when and if the opportunity arose.
Case IV-The Active Business

Father, F, transfers his unincorporated business worth $4,000,000 to an
FLP and takes back a 1% GP interest and 99010 LP interests. F's daughter,D,
is working in the business and F intends for D to take it over when he dies or
retires.

During each of the last three years, F has given D an LP interest that
represents approximately $34,000 of underlying value in the business but
which, after discounts for lack of marketability and control, is valued at
$22,000. F's wife, W, consents to havingF's gifts toDtreated as being made
one-halfby her. By virtue of the $11,000 annual exclusion, no portion of the
gift is taxable.

Absent any other evidence, no discount for lack of control will be
allowed. The apparent purpose of the FLP's capitalization is to enable F to
transfer control to D and still claim a discount for lack of control on gifts to
her representing approximately 99% of the FLP's equity (i.e., the gifts ofLP
interests). F's primary purpose in using the FLP to carry out this plan is to

214. See, e.g., Old Colony Trust Co. v. United States, 423 F.2d 601 (1st Cir. 1970).
215. A spendthrift trust provides that a beneficiary's interest in income and/or principal is neither

assignable by him nor subject to the claims of his creditors. 2A AUSTIN WAKEMAN SCOTT & WILLIAM
FRANKLIN FRATCHER, THE LAW OF TRUSTS §§ 152-53 (4th ed. 1987). A support trust provides that the
beneficiary shall be paid only so much income as is needed for his support. Id. § 154. A discretionary trust
provides that the beneficiary shall be paid only so much income as the trustee in his absolute discretion
determines. Id. In many states, the creditors ofa beneficiary may not attach his interest in the above types
of trusts. However, the degree ofprotection afforded the beneficiary varies widely from state to state. Id.
§§ 152-57.
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reduce his transfer tax liability. F would still be entitled to a discount for lack
ofmarketability since this discount does not arise from the use ofthe FLP but
is inherent in the disposition of any interest in a closely-held business.

Suppose F also makes gifts of LP interests to his son, S. S is a college
professor and has no interest in entering F's business. F does not intend to
give S any GP interest in the FLP, since he believes that an inactive equity
holder should not be permitted to "interfere" with those actually running the
business. He is giving LP interests to S because he wants to treat all of his
children equitably. Under these facts, the gifts ofthe LP interests to S would
qualify for a lack-of-control discount, since F's principal purpose in using the
FLP to make gifts to S is not to secure a valuation discount.

(3) Rationale for the Primary Purpose Approach

Almost from the inception of the estate and gift tax laws, "fair market
value" has been the standard used for valuing property.216 This standard has
many advantages. It provides an objective measure of value and thus
eliminates the need to determine the subjective value of the property in the
hands of the transferee.217 Basing the tax on a property's subjective value to
the transferee is highly problematic; indeed, it is difficult to imagine how one
would go about determining this value. Moreover, given the amorphous
nature of that inquiry, disparate results among similarly situated taxpayers
would be inevitable. The "fair market value" standard has the further
advantage ofcapturing an indisputably important aspect ofa property's value:
the amount the owner can realize by selling it

Departure from the fair market value standard should therefore be made
only where there are strong and compelling reasons for doing so. It is
submitted that the principal purpose test proposed above provides a rational
basis for deviation from the fair market value standard.

First, the mere fact that a transaction is primarily tax motivated is a strong
indication that the gift's true value substantially exceeds its value as
determined under current law. The tax avoidance purpose in these cases is to

216. Thegift tax regulations adopted the ''fair market value"standard substantiallyin its present form
in 1924, and the estate regulations fonowed suit in 1926. Treas. Reg. 67, Art. 7(1),26 Treas. Dec. Int. Rev.
1162,1166 (1924)(gift tax); Treas. Reg. 70, Art. 13(1),28 Treas. Dec. Int. Rev. 427,440 (1926)(estate
tax). However, the estate tax regulations had adopted the same concept in 1919, although in different
words. Treas. Reg. 37, Art. 14, 21 Treas. Dec. Int. Rev. 752, 761 (1919)(stating the value to be used is
"market, or sale, value").

217. See supra notes 23-28 and accompanying text.
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transfer wealth without paying a tax on its full value. Therefore, the fact that
the taxpayer undertook the transaction primarily for tax purposes means that
he perceived that the true value ofthe gift exceeded the amount reportable for
tax purposes (i.e., the amount determined under the fair market value
standard). Furthermore, the fact that a tax-motivated taxpayer was willing to
pay the substantial "upfront" costs typically involved in these transactions
shows that he perceived the value escaping tax to be substantial.218

In contrast, there is no basis for inferring that the true value of the
transferred property exceeds its fair market value in a transaction where tax
avoidance is not the primary purpose. Consider Case I above where P
transferred a voting interest in the LLC toA, the child who had both the desire
and the competence to operate the family business, and a nonvoting interest
to D, who had neither the desire nor the competence to do so. These facts
simply provide no basis for inferring that the fair market value standard
undervalues D's interest. P wanted to vest operating control ofhis business
in competent hands, and he may have viewed the lowervalue ofD's nonvoting
interest as a real but unavoidable consequence of achieving this result.

Indeed, P's gifts have created a situation where conflict often occurs. A
will undoubtedly receive compensation for his services to the LLC, while D,
who is not actively involved in the business, will receive no compensation.
Since A's financial needs are being satisfied by his compensation, he may
prefer to plow the LLC's earnings back into the business while D, who
receives no compensation, will press for distribution ofthe LLC's earnings to
its members. In this case, A's control (and conversely, D's lack of control)
will have a clearly adverse effect on the value ofD's interest.

Recall Case II, in which P divided his business equally among his three
children. P's primary purpose in making this disposition was to treat his
children equally and not tax avoidance. Again, these facts provide no basis
for inferring that the true value ofeach child's interest exceeded the amount
as determined under the fair market value standard. The reduced value of
each child's interest because none of them possesses control may simply
reflect a real but unavoidable consequence ofP's dispositive plan.

The primarypurpose test also permits taxpayers to administer and deploy
their assets in the most efficient manner possible-without a tax penalty.
Most people would probably agree that, in general, it is a social good when

218. The Wall Street Journal reports that FLPs "dOll't come cheap" and "can cost anywhere from
about $5,000 to $30,000 to set up." Silverman, supra note 4.
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assets are employed in the most efficient manner possible.219 Some might
argue that the tax law should affirmatively encourage this objective while
others might argue that the tax law should be neutral, but almost everyone
would agree that the law 'should not discourage the efficient allocation of
resources. However, the aggregation approach may well produce this result.

Consider again Case I, in which P gave control ofhis business to A, who
had both the desire and competence to operate it, and a nonvoting interest to
B, who had neither. This result is a social good. It is socially desirable for
assets to be managed competently and socially undesirable for them to be
managed incompetently. The aggregation approach would discourage P from
undertaking his desirable plan, since it would overtax him on the value ofB's
nonvoting interest.220 As shown above, B's nonvoting interest is almost
certainly less valuable than A's voting interest, yet the aggregation approach
would treat both equally. Indeed, the aggregation approach would value B's
interest as though he participated in the control ofthe LLC, since his one-half
interest would be valued at one-half of a one hundred percent controlling
interest. In contrast, the primary purpose approach would not penalize-and
thus would not discourage-P from proceeding with his plan. Since P's
reasons for engaging in the transaction were primarily nontax, it would allow
a lack-of-control discount for B's nonvoting interest and thus recognize that
B's interest is less valuable than A's.

Since individuals attempt to optimize their situation, one may presume
that they will generally enter transactions that constitute the most efficient
utilization of their assets.22I However, this presumption is unjustified where
a taxpayer enters a transaction primarily to avoid taxes. Tax considerations
distort incentives and can lead to an inefficient allocation of resources. For
example, a taxpayer who, lured by the prospect of avoiding estate and gift
taxes, transfers her marketable securities to an FLP, will incur substantial

219. See RICHARD A POSNER, ECONOMIC ANALYSIS OF LAW 13 (5th ed. 1998) (stating that "most
people would probably agree" that efficiency defmed as the "allocation of resources in which value is
maximized" is "an important criterion" of social choice).

220. If the aggregation approach is adopted, the taxpayer could not escape its effect forever since
death is inevitable. However, he could delay its effect by holding onto his entire interest until death rather
than disposing of it during life. The pressure to hold onto property unti Ideath is increased when, as under
current law, gifts are taxed more severely than testamentary transfers. See supra notes 182-84 and
accompanying text. Delaying needed and desirable changes is, ofcourse, socially undesirable.

221. See POSNER, supra note 219, at 4 (describing as a basic assumption ofeconomics that man "is
a rational maximizer of his self interest"). Many have attacked this assumption of "rationality." [d.
§ 1.3-.4. Although Irecognize that irrationality plays a significant role in human decision making, I think
that the assumption that human beings generally act rationally provides a workable assumption for
detennining tax policy.
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costs in fonning and maintaining the FLP-eosts she would not have incurred
had she retained the securities.222 Thus, not only will the federal fisc be
cheated oftax revenue, but the taxpayerwill have expended and will continue
to expend money on transaction costs that economically could have been
better used elsewhere.

Another advantage of the "primary purpose" approach is that the courts,
the Service and taxpayer representatives are experienced in determining a
taxpayer's business (i.e., nontax) and tax avoidance purposes. Under the
"business purpose" and "economic substance" test, one must determine
whether the taxpayer had a bona fide business (i.e., nontax) purpose for
undertaking a transaction,m and in the case ofprovisions like § 269, one must
detennine whether the taxpayer's "principal purpose" was tax avoidance.
Indeed, the Code makes the taxpayer's "primary purpose" the basis for
detennining tax consequences· in at least 49 different instances.224

Detennining a taxpayer's primary purpose is difficult, but it appears to be a
more manageable test than determining the "true" value of a gift to the
recipient.

Some may find the primarypurpose approach objectionableon the ground
that the process of determining a taxpayer's primary purpose is excessively
expensive and time consuming. This is a significant concern. Nevertheless,
the primary purpose approach appears superior to its alternatives.

(a) The alternatives to the primary purpose test-as they have been
presented to dat~would either always allow a lack-of<ontrol discount to a
minority interest carved from a taxpayer's controlling interest, as under
current law, or always disallow it, as under the aggregation approach. Such
categorical approaches are less expensive to administer and may indeed be
justified where the vast overwhelming majority of cases fall in one category
or the other. However, as shown above, the cases under discussion do not
demonstrate the degree of uniformity that would justify a categorical

222. See supra note 218 concerning the substantial costs of fonning an FLP. Operating and
maintaining an FIl' will also entail substantial costs. FLPs require continuing skilled professional
oversight, since as partnerships they are subject to some of the most complex: tax provisions in existence.
There are many pitfalls that an FLP may fall into with adverse tax and nontax consequences. See Katherine
D. Black et aI., When a Discount Isn't a Bargain: Debunking the Myths Behind Family Limited
Partnerships, 32 U. MEM. L. REv. 245 (2002).

223. See generally David P. Hariton, Sorting Out the Tangle ofEconomic Substance, 52 TAX LAw.
235 (1999), and Smith, supra note 60, for an analysis and discussion of the "business purpose" and
"economic substance" tests.

224. Based on a Westlaw search made by the author on December 8,2003, ofthe phrase "principal
purpose" in the FI'X-USCA database.
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approach. There are many cases where a lack-of-control discount is
unjustified, many where it is justified, and many that fall somewhere in
between. Consequently, the demands ofjustice (i.e., judging each case on its
particular merits) outweigh the claim of administrative convenience.

(b) The prophylactic effect of the primary purpose approach will reduce
the costs. Ifthat approach is adopted, a large number oftaxpayers who, under
current law, would be tempted to employ an FLP, will refrain from doing so.
A taxpayer with a weak case under the primary purpose test would be unlikely
to employ the FLP technique, because he knows that its use will trigger an
expensive contest with the Service that he will almost surely lose. His
chances of success are especially poor because the proposed approach places
the burden ofproofon the taxpayer. Thus the number ofnewly-formed FLPs
(and the number of tax controversies involving them) is likely to drop
significantly under the proposed approach.

(c) Given the generous unified gift tax credit and the even more generous
unified estate tax credit, controversies over FLPs are likely to occur only in
cases of very large gifts and estates. Hence, the cost of determining the
taxpayer's purpose is likelyto be relatively small in comparison to the amount
of potential tax involved.

Some readers may be concerned that itwould be too easy for taxpayers
to avoid the transfer tax under the proposed approach simply by fabricating
nontax purposes for utilizing the FLP. However, placing the burden ofproof
on the taxpayer in establishing his primary purpose guards against this
possibility. Moreover, experience shows that courts examine a taxpayer's
purported purpose with a healthy dose of skepticism. Thus the court in
Strangi cursorily dismissed the three purported nontax reasons given for the
decedent's formation and use of the FLP.

The primary purpose approach is not perfect, principally because there is
no fixed relationship between the degree oftax avoidance in a transaction and
the amount of justifiable discount for lack· of control. Nevertheless, it
represents a significant improvement over current law and is superior to the
aggregation approach. The primary purpose approach strikes a pragmatic
compromise between the taxpayer and the Service: it prohibits taxpayers from
using FLPs primarily to reduce transfer taxes-the very cases where
undervaluation is likely to be especially egregious; it allows taxpayers to seek
socially beneficial solutions without the tax penalty of overvaluation; and it
protects the public from the loss oftax revenue in socially wasteful activities.
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(4) Special Rules for the Acquisition ofControl

Current law should be revised to eliminate the lack-of<ontrol discount
in the case ofa transfer that either confers control ofan entity upon the donee
or is made to a donee who already possesses control.

Consider the case previously discussed where A, who owned all one
hundred shares ofXYZ, Inc., gave 35 shares to her daughter D in Year One,
another 40 shares in Year Four and bequeathed the remaining 25 shares to D
when she died. Under current law, the gift of40 shares in Year Four and the
bequest of25 shares each qualifies for a lack-of<ontrol discount, because the
number of shares involved in each transfer, considered separately, lacks
control. Under the special rule proposed above, A's gift of 40 shares would
not qualify for the discount because it conferred control ofXYZ, Inc. on D,
and A's bequest would not qualify because it was made when D already
possessed control.

The results under current law cannot be justified, because they
substantially understate the actual value ofthe gift and bequest. A's gift of40
shares in Year Four increased D's stockholdings to a controlling interest.
Hence the value ofthat gift to D is much greater than ifshe had no stock in the
company. By virtue ofthat gift, D became entitled to all ofthe privileges and
benefits accruing to a controlling shareholder. Moreover, she can now sell the
gifted 40 shares without incurring a discount for lack of control. She can
achieve this result simply by selling the 40 shares together with a sufficient
quantity of her other XYZ, Inc. stock to give the buyer control.225 This
analysis also applies to A's bequest.

For purposes ofthe above special rule, control would be defined as more
than 50% ofthe combined voting power in the entity. All voting interests that
the transferee can sell or cause to be sold would be counted in applying this
rule. Thus, in addition to the voting interests the transferee actually owns,
voting interests that he has a legal right to obtain (e.g., under an option or
through the exercise of a general power ofappointment) and voting interests
he can cause to be sold (e.g., stock in a trust of which the transferee is sole
trustee) would be counted. The idea is that the lack-of<ontrol discount should
be disallowed whenever the transferee is in a position to transfer control.

225. The courts have recognized that when a taxpayer holds both controlling and noncontrolling
interests in a company, both interests must be valued as an in tegrated bundle, and consequently no discount
for lack ofcontrol can be allowed for the noncontrolling interest. Estate ofCurry v. United States, 706 F2d
1424, 1428 (7th Cir. 1983)
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Recall that A's initial gift of 35 shares to D qualified for a discount for
lack of control. However, D subsequently acquired control of the company
and thus became able to sell the 35 shares as part ofa control bloc. Should D
now be required to give back the benefit of that discount?

Such an approach can be justified by analogy to the Supreme Court's
reasoning in United States v. Tufts.226 That case involved the sale of real
property that was encumbered by nonrecourse debt.227 The Supreme Court
ruled that the sellers, in computing their gain on the sale, had to report the
entire remaining unpaid debt as part of the amount realized.228 The Court
reasoned that when the sellers·borrowed the money, they were allowed to
exclude it from income because it was assumed they would repay it.229

However, when they sold the property, it became clear they would never repay
the debt and thus the assumption that originallyjustified the debt's exclusion
from income turned out to be wrong. The Court held that this prior mistake
should now be rectified by treating the unpaid debt as part ofamount realized .
on the sale.230 Otherwise, the sellers would have received tax-free income.231

Similarly a lack-of-control discount was allowed on A's original 35
shares, because it was assumed that the stock interest was only a minority
interest and thus would be discounted by a prospective purchaser. However,
once D acquired control ofXYZ Inc., he became able to sell the 35 shares as
a part ofa control bloc. Thus the assumption that justified the discount ceased
to be true, and under the reasoning of United States v. Tufts, the discount
should no longer be allowed. This can be accomplished by treating the lack·
of-control discount previously allowed as a gift by A in the year that D
acquired control. (The gift tax on the recaptured discount will sometimes be
referred to hereafter as the "recapture tax.")

Unless such a rule is adopted, donors will continue to be able, by careful
sequencing of their gifts, to transfer control of an entity and yet have a
substantial portion of the value transferred qualify for a lack-of-control
discount. A donor may transfer LP interests representing 99% of the FLP's
entity to a child, and then in a year following these transfers, transfer the 1%
GP interest to the same child. Under current law, 99% of the FLP's equity
will qualify for a lack-of-control discount even though once the donee

226. 461 U.s. 300 (1983).
227. Id. at 301-02.
228. Id. at 317.
229. Id. at 309, 312.
230. Id. at 309.
231. Id. at 310.
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acquires control, he will be able to sell the LP interests wi$out discount by
selling them together with the 1% GP interest. The proposed rule would
prevent this result

Some may argue that the proposed recapture tax is inconsistent with the
nature of a transfer tax, since it is based on an event (i.e., the donee's
acquisition ofcontrol) that occurs after the affected interest has already been
transferred. This objection seems unwarranted. The recapture tax is
attributable to the original transfer of the affected interest; there is no tax
unless there is a transfer. It is not a tax on the mere ownership ofproperty, but
is attributable to an exercise of one of. the powers flowing from such
ownership, namely, the power to transfer the property. Moreover, the rule
calls only for a recapture of a discount allowed at the time of the transfer.
Thus it does not tax any appreciation occurring after the date of the transfer.

A number ofprovisions would be needed to implement the recapture tax
proposed above. First, a mechanism would be needed to assure that the
amount of the lack-of-control discount allowed could be determined. This
could be accomplished by requiring donors to set forth on the gift tax return
the amount ofany lack-of-control discount claimed. Ifthe Service challenges
the value of the gift and the controversy is settled, the taxpayer and the
Service would be required to designate the amount of the lack-of-control
discount allowed in the settlement. If the amount of the discount is
adjudicated, the court (or jury) would be required tospecify the amount ofthe
discount allowed.

As under current law, the Service sh()uld be permitted to collect the
recapture tax from the donee as well as the donor.232 This provision is
important because in many cases the donor will be deceased and his property
dispersed among numerous heirs or devisees, and thus collection of the tax
from the donor's transferees would be difficult. However, the Code should
grant the donee an explicit right to be reimbursed by the donor or the donor's
transferees for any recapture tax that he pays.233

The recapture tax should be limited to the lesser of the amount of the
lack-of-control discount previously allowed, or the amount by which the
property's value atthe time ofthe recapture exceeds the value previously used
in computing the donor's gift tax liability. This limitation would assure that

232. Current law imposes liability for the gift tax on the donor. LRC. § 2502(c). However, if the
donor does not pay the tax, the Service can collect the tax from the donee. ld. § 6324(b).

233. For similar provisions under current law in the case of the estate tax, see id. §§ 2206, 22078.
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the total amount taxed would never exceed the property's value at the date of
recapture.234

V. CONCLUSION

The FLP continues to be a viable tax saving device even after the Tax
Court's decision in Strangi. In many cases, use ofFLPs enables taxpayers to
transfer substantial amounts of value without such value being subject to
either a gift tax or an estate tax. Reformers have generally proposed either the
attribution approach or the aggregation approach to deal with this problem.
However, analysis of these proposals shows that they are overly broad and
will frequently tax gifts in excess of the value actually transferred.

This Article proposes that discounts be disallowed where the taxpayer's
primary purpose in using the FLP or other entity to make his transfers is to
secure a valuation discount. This proposal will strike at the cases where
undervaluation is most likely to be egregious. At the same time, it will allow
bona fide, socially desirable transfers to take place without being penalized by
overvaluation.

This Article further proposes that no lack-of-control discount should be
allowed when a gift either confers control of an entity on a donee or is made
when the donee already controls the entity. In addition, the Article proposes
that a lack-of-control discount previously allowed should be recaptured when
and if the donee subsequently acquires control of an entity. Unless these
provisions are adopted, taxpayers, by careful sequencing of their gifts, will
still be able to transfer control and yet qualify the bulk ofthe transferred value
for a lack-of-control discount

ADDENDUM-KIMBELL V. UNITED STATES

After the foregoing article was written, the Court ofAppeals for the Fifth
Circuit reversed the district court's decision in Kimbell v. United States.235

The court's sweeping opinion constitutes a stunning taxpayer victory and may

234. These rules may need to be reinforced by attribution rules. This should be done with care since
their purpose is to base the tax on clear, demonstrable economic power-not on speculations as to what
others may do. Perhaps a sensible compromise is to have only spousal attribution, just as the Treasury had
proposed in its recommendation ofan aggregation approach. See supra notes 175-76 and accompanying
text.

235. Kimbell v. United States, 2004 U.S. App. LEXIS 9911 (5th Cir. May 20, 2004), rev'g 244 F.
Supp. 2d 700 (N.D. Tex. 2003) [hereinafter Kimbell II).
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eliminate the threat posedby the Strangi decision236 to the continuing viability
of the FLP.

At first blush, Kimbell appears to make it relatively easy for an estate to
show that the decedent's transfer ofproperty to an FLP was "a bona fide sale
for adequate and full consideration in money or money's worth" and thus to
come within the statutory exception to § 2036. If this is so, Kimbell renders
Strangi and many ofthe other cases discussed in this article largely irrelevant.
The focus ofthose cases was whether the decedent retained either the right to
the income from the transferred property (§ 2036(a)(l»237 or the right to
designate the person who will enjoy the property or the income therefrom
(§ 2036(a)(2».m But if the exception applies, the transferred property will
not be included in the decedent's gross income even if he retained such a
power or interest.

(1) Facts. In 1998, two months before her death, a revocable trust that
Mrs. Kimbell (the decedent) had previously established joined with her son
and daughter-in-law to form a limited liability company (LLC) in which the
trust took a 50% interest.239 Later in the same month, the LLC and
Mrs. Kimbell's revocable trust formed an FLP.240 The trust contributed
approximately "$2.5 million in cash, oil and gas working interests and royalty
interests, securities, notes, and other assets" for a 99% LP interest, while the
LLC contributed about $25,000 in cash for a 1% GP interest.241

Approximately eleven percent ofthe FLP's assets at its inception consisted of
oil and gas working interests and four percent consisted ofgas and oil royalty
interests.242

Mrs. Kimbell died in March of 1998 at the age of96.243 The estate valued
her LP interest in the FLP (which she owned through her revocable trust)244

236. Estate of Strangi v. Commissioner, 85 T.CM. (CCH) 1331, 2003 T.C.M.(RIA) 'll2003-145
[hereinafter Strangi II).

237. See supra notes 130-39 and accompanying text.
238. See supra notes 140-68 and accompanying text.
239. Kimbell 11,2004 U.S. App. tEXIS 9911. at *2.
240. Id.
241. Id.
242. Id. at *3.
243. Id. at *2.
244. Although the 99% LP interest in the FLP was owned by the trust rather than by the decedent,

it is treated for estate tax purposes as owned by her. This is because the decedent retained the power to
revoke the trust when she created it. LR.C. § 2038. Thus, the trust's LP interest will sometimes hereinafter
be referred to as the decedent's interest, and the trust's transfer of assets to the FLP will sometimes be
described as a transfer by the decedent .
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at $1.257 million while the IRS valued her interest at $2.463 million.24S The
difference in valuations resulted principally from the IRS's finding that
§ 2036(a) applied to her transfer ofassets to the FLP.246

The estate argued that the decedent's transfer ofassets to the FLP (via her
revocable trust) was not subject to § 2036(a) because it came within the
statutory exception for "a bona fide sale for an adequate and full consideration
in money or money's worth." The district court rejected this contention, but·
the court of appeals reversed and granted summary judgment to the estate.247

.

(2) What is a "bonafide sale"? Following several Tax Court decisions,
including Strangi, the district court held that Mrs. Kimbell's transfer to the
FLP (through her revocable trust) was not "a bona fide sale," because
Mrs. Kimbell "stood on both sides of the transaction"248 and because the
transaction was "nothing but a circuitous 'recycling' ofvalue."249 The court
noted that Mrs. Kimbell transferred her assets in exchange for a 99% interest
in the FLP (plus an additional 0.5% interest in the FLP through the LLC).2S0
Thus, she "stood on both sides ofthe transaction"-indeed ''was both sides of
the transaction."25I According to the district court, Mrs. Kimbell's retention
of a 99.5% interest in the transferred assets also demonstrated that there was

245. Kimbell v. United States, 244 F. Supp. 2d 700, 702 (N.D. Tex. 2003), rev~d, 2004 U.S. App.
LEXIS 9911 (5th Cir. May 20, 2004) [hereinafter Kimbell/].

246. Apparently, another-but subsidiary-reason for the difference in thevaluationswas the estate's
contention that Mrs. Kimbell had received only an "assignee" interest rather than an LP interest in the FLP.
KimbellII, 2004 U.S. App.lEXIS 9911, at *36 (5th Cir. May 20, 2004) (remanding case to district court
to determine whether decedent's interest was an assignee interest or an LP interest).

However, the difference in the valuations was primarily due to the parties' disagreement on whether
§ 2036(a) applied. The estate contended that § 2036(a) did not apply and hence the interest to be valued
was Mrs. Kimbell's interest in the FLP. Id. at *5-*6. In valuing that interest, the estate claimed a 49%
discount for lack ofcontrol and lack of marketability. Id. The Service, on the other hand, contended that
§ 2036(a) did apply and thus the interests to be valued were the assets Mrs. Kimbell had transferred to the·
FLP and not her LP interest; the Service apparently did not allow any discount in valuing those assets. Id.

247. Id. at *36.
248. Kimbel/I, 244 F. Supp. 2d 700, 704 (N.D. Tex., 2003),rev'd, 2004 U.S. App. LEXIS 9911 (5th

Cir. May 20, 2004) (citing Estate of Harper v. COOIm'r, 83 T.C.M. (CCH) 1641, 2002 T.C.M. (RIA)
'\I 2002-121, at 722-24 (2002»; see also Strangi II, 85 T.C.M. (CCH) 1331, 1343, 2003 T.C.M. (RIA)
'\12003-145, at 746 (stating that "decedent essentially stood on both sides of the transaction").

249. Kimbell1,244 F. Supp. 2d at 704 (citing Estate of Harper v. Comm'r, 83 T.C.M. (CCH) 1641,
1653,2002 T.C.M. (RIA) '\12002-121, at 722-24). Similar holdings and language appear in Estate of
Thompson v. Commissioner, 84 T.CM. (CCH) 374,387-89,2002 T.CM. (RIA) '\12002-246, at 1525-27
(describing transfer to an Fll' as "mere 'recycling ofvalue''') and in Strangi II, 85 T.C.M. (CCH) at 1344,
2003 T.C.M. (RIA) '\12003-145, at 746 (describing transfers to an FLP and a corporation as "merely a
'recycling' of value through partnership or corporate solution").

250. Kimbell 1,244 F. Supp. 2d at 705 (stating that decedent owned "99% of the Partnership, and
an additional 0.5% of the Partnership through her 50% interest in the LLC).

251. Id. at 704.
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no real change in her relationship to the assets and that the "transfer" was
merely a "circuitous 'recycling' ofvalue.',m The district court also relied on
the definition of "arm's-length" in Black's Law Dictionary as pertaining to
dealings "between two parties who are not related or not on close terms. ,,253

The court of appeals, relying on one of its prior decisions, rejected the
notion that a transaction between related parties could never be "a bona fide
sale."2S4 Although it conceded that a transfer between family members
required "heightened scrutiny," it held that a transaction that is "a bona fide
sale between strangers must also be bona fide between members of the same
family.',m The court held that a transaction would be considered "bona fide"
ifit was made for "adequate and full consideration" (discussed below) and in
"good faith. "256 The court apparently felt that the "good faith" requirement
imposed only a minimal burden on the taxpayer. The court noted that a
"transaction motivated solely by tax planning with no business or corporate
purpose is nothing more than a contrivance that is rightly ignored for purposes
ofthe tax computation."257 Later in the opinion, the court stated that a transfer
for "adequate and full consideration"-even between related
parties--eonstitutes a "bona fide sale" unless the "evidence demonstrates the
absence of good faith, i.e., a sham transaction motivated solely by tax
avoidance."258 The court specifically held that "tax planning motives do not
prevent a sale from being 'bona fide' ifthe transaction is otherwise real, actual
or genuine."259

The court of appeals found that the transfer in Kimbell was a "bona fide
sale" based on the following considerations, among others:

(a) Mrs. Kimbell held back sufficient assets from the FLP to support hersel( and there
was no commingling of the FLP's assets and her personal assets.260

(b) Partnership formalities were observed and the assetS contributed to the FLP were
actually transferred to it?61 .

252. Id. at 704-05.
253. Id. at 704 (citing BLACK'S LAW DICTIONARY 103 (7th ed. 1999».
254. Kimbell II, 2004 U.S. App. tEXIS 9911, at-15 (5th Cir. May 202004) (citing Wheeler v.

United States, 116 F.3d 749,764-65 (5th Cir. 1997».
255. Id.
256. Id. at -14--16.
257. Id. at -16 (emphasis added).
258. Id. at -24 (emphasis added).
259. Id. at -16.
260. Kimbell II, 2004 U.S. App. LEXIS 9911, at -26 (5th Cir.May 20 2004).
261. Id. at -27.
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(c) The assets contributed to the FLPincluded working interests in oil and gas
properties that required active management.262 Presumably, the court considered
this factor important, because the FLP fonnat pennitted unified management of
an active business even though it was owned by multiple parties. This objective
would not be so important if the assets merely consisted of passive investments.

(d) The limited liability provided by a limited partnership was crucial to Mrs. Kimbell
because she was investing as a working interest owner in oil and gas properties
and could be held personally liable for any environmental damage that occurred
in the operation of the properties. 263

(e) Mrs. Kimbell wanted to keep the oil and gas properties intact beyond her lifetime
rather than subdivide them by distributions to subsequent generations. Keeping
the properties together in a limited partnership (i) reduced accounting costs,
(ii) avoided the costs of recording transfers of the properties as they passed from
one generation to another, and (iii) preserved the properties as "separate property"
in the hands ofher descendants thereby protecting such interests from division in
the event of divorce.264

(3) What is "adequate and full consideration"? Relying on one of its
prior decisions,265 the court of appeals held that there is "adequate and full
consideration" if"the asset the estate receives [is] roughly equivalent to the
asset it gave up."266 The Service argued that it was "inconsistent for the estate
to assert, on the one hand, that the value of Mrs. Kimbell's interest in the
Partnership is worth only 50% ofthe asserts she transferred (as discounted for
lack of control and marketability),. and on the other hand claim that the
partnership interest Mrs. Kimbell received in exchange for the assets
transferred was adequate and full consideration for the transfer."267

The court of appeals rejected this contention:

The business decision to exchange cash or other assets for a transfer-restricted, non­
managerial interest in a limited partnership involves fmancial considerations other than
the purchaser's ability to turn right around and sell the newly acquired limited
partnership interest for [one hundred] cents on the dollar. Investors who acquire such
interests do so with 1he expectation of realizing benefits such as management expertise,
security and preservation of assets; capital appreciation and avoidance of personal
liability. Thus there is nothing inconsistent in acknowledging, on the one hand, that the
investor'sdollars have acquired a limited partnership interest at arm's length for adequate
and full consideration and, on the other hand, that the asset thus acquired has a present
fair market value, i.e., immediate sale potential, ofsubstantially less than the dollars just
paid[,] a classic informed trade-otT.168

. .

262. [d.
263. [d. at *28-"'29.
264. [d. at *29. See id. at *3·*4 for me business purpoSes set forth in the partnership agreement.
265. Wheeler v. United States, 116 F.3d 749 (5th Cir. 1997).
266. Kimbell II, 2004 U.S. App. I.EXlS 9911, at *12.
267. [d. at *22.
268. [d. at *23-"'24.
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The court then summarized its position on this issue as follows:

The proper focus therefore on whether a transfer to a partnership is for adequate and full
consideration is: (I) whether the interests credited to each of the partners was

.proportionate to the fair market value of the assets each partner contributed to the
partnership, (2) whelher the assets contributed by each partner to the partnership were
properly credit~d to the respective capital accounts ofthe partners, and (3) whether on
termination or dissolution ofthe partnership the partners were entitled to distributions
from the partnership in amounts equal to their respective capital accounts.269

(4) What are the implications ofKimbell?" The Kimbell decision will
undoubtedly be hailed as a great taxpayer victory that removes the threats to
the continuing viability of the FLP posed by the Strangi decision. Caution,
however, is advisable.

A surprising result of Kimbell may be to resuscitate the "business
purpose" test that the Tax Court seemed to put to rest in Strangi. 270 A finding
of "business purpose" (more accurately, a nontax purpose)· served two
purposes for the Kimbell court: (1) it helped establish that Mrs. Kimbell's
transfer to the LFP was a "bona fide sale";271 and (2) it helped establish that
what she received in her transfer to the FLP (i.e., her LP interest) was
"roughly equivalent" to the assets she transferred to the FLP, and thus
constituted"adequate and full consideration."272 The court acknowledged that
the "fair market value" (i.e., the immediate resale value) of the properties
Mrs. Kimbell transferred to the FLP greatly exceeded the "fair market value"
of the LP interest she received in return, but asserted that this apparent
"deficit" in consideration was made up by "benefits such as management
expertise, security and preservation of assets, capital appreciation[,] and
avoidance of personal liability."273

The Kimbell court, fmding that the "government [had] raised no material
issues of fact to counter the taxpayer's evidence that the Partnership was
entered into for substantial business reasons," granted summary judgment to
the taxpayer.274 The result conceivablycould be different inStrangi where the

269. /d. at ·24.
270. Estate of Strangi v. Comm'r, 115 T.C. 478, 484-87, aff'd on this issue sub nom. Gulig v.

Comm'r, 293 F.3d 279, (5th Cir. 2(02) [hereinafter Strangi 1].
271. Kimbell 1/,2004 U.S. App. IEXlS 9911, at *26-·30.
272. /d. at ·12.
273. /d. at ·22-*24
274. /d. at ·32··33 (emphasis added).
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Tax Court expressed great skepticismthat any ofthe purported nontax reasons
for forming the FLP was genuine.275

The ultimate impact ofKimbell may therefore tum on how rigorously the
courts apply the "business purpose" requirement. There are certainly
statements in the opinion, quoted above, from which one may infer that the
presence of any business purpose will suffice to satisfy this requirement.276

If so, it will be relatively easy for taxpayers to escape the clutches of
§ 2036(a), at least in the Fifth Circuit. However, given the court's finding that
the FLP in Kimbell was formed "for substantial business purposes,"277 such
statements must be regarded as dicta. As with most decisions, the impact of
Kimbell will be known only as it is applied in future cases.

275. Strangi I, 115 T.C. at 485-86 (stating that "[w]e agree with respondent that there are reasons to
be skeptical about the nontax motives for fonning [the FlP]"). Strangi may also be distinguished from
Kimbell on the ground that some of the assels transferred in Kimbell consisted ofworking interests in oil
and gas properties that required active management, Kimbell II, 2004 U.S. App. LEXIS 9911, at *27, while
the assels transferred in Strangi consisted of"only monetary or investment assets," Strangi II, 85 T.C.M.
(CCH) at 1342, 2003 T.C.M. (RIA) "d 2003-145, at 744.

276. See supra notes 21-22 and accompanying text.
277. Kimbell II, 2004 U.S. App. LEXIS 9911, at *32·*33.
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