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IRS ESTATE TAX VICTORIES REQUIRE ACTION BY
FAMILY LIMITED PARTNERSHIPS, LLCs AND CORPORATIONS

Business, investment and real estate activities long
have been conducted in the form of a partnership,
limitedliability company (LLC) or corporation. These
entities offer many business, financial and personal
advantages. In the case of aclosely held entity, one
advantageistheability totransfer equity at asignificant
valuation discount for estate and gift tax purposes. For
aslong aswehavehad thefederal estate and gift taxes,
the IRS has challenged these discounts. In recent
times, thelRS' primary focushasbeenonfamily limited
partnerships, LLCs and corporations that hold and
manageinvestment assets. ThelRSbelievesthat such
entities inherently are abusive and that no valuation
discount should be allowed

Because the tax consequencesin these cases were
S0 devastating, taxpayers who have created family
limited partnerships, LLCs and corporations that are
engaged primarily ininvestment activities (asopposed
to an operating business) are urged to immediately
consult their estate planning advisors to assess the
impact of these caseson their particul ar situations and
toformul ate appropriate strategiesfor dealingwiththe
attacks used by the IRS in these cases.

IRS Attacks

The IRS primary attacks against investment limited
partnerships, LLCs and

for transfers of interestsin
such entities.

After suffering a
number of defeats under
various lines of attack, the

“Theresult in all of these cases was that the
estate tax valuation discount was disallowed
and all lifetime gifts of equity interests were
treated asif they had not occurred.”

corporations have been
under section 2036 of the
Internal Revenue Code.
This section has two
prongs. First, section

IRS recently has won
completevictoriesinaseries
of Tax Court casesinvolvingfamily investment entities.
The most significant IRS victory was Strangi v.
Commissioner, whichwill bediscussedindetail inthis
Bulletin. Theresultin all of these cases was that the
estate tax valuation discount was disallowed and all
lifetime gifts of equity interestsweretreated asif they
had not occurred. In other words, the amount subject
to estate tax was the same as the amount that would
have been taxed had the entity not been created and no
gifts been made — a disastrous estate tax result.

2036(a)(1) providesthat if
a person makes a transfer
of property during lifetimeand retainsuntil death “the
possession or enjoyment of, or theright to theincome
from, the[transferred] property,” such property will be
subject to estate tax. For example, if P transfers
property to atrust that paystheincometo Pfor life, the
transferred property will be subject to estate tax upon
P sdeath. Most of the RS’ recent victorieshavecome
under this section.

Second, section2036(a)(2) providesthatif aperson
makesatransfer of property duringlifetimeandretains
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until death*theright, either aloneor inconjunctionwith
any person, to designate the personswho shall possess
or enjoy the [transferred] property or the income
therefrom,” such property will be subject to estatetax.
For example, if P transfers property to a trust and as
trusteeretai nstheright todistributeincomeand principal
to P sdescendantsfor their bestinterests, thetransferred
property will besubject to estatetax upon P’ sdeath. To
date, the IRS has won two cases involving family
investment entitiesunder thissubsection, Strangi being
themost significant.

Ever since the United States Supreme Court’s
decisionin 1972 in United Satesv. Byrum, it hasbeen
widely believedthat section 2036(a) would not apply to
limited partnerships, LLCs and corporations simply
because the transferor has retained voting interests or
management powers as ageneral partner, manager or
director. Inthat case, the Supreme Court reasoned that
the powers of avoting shareholder and director do not
amount to “rights” under section 2036(a)(2) because
they arelimited by afiduciary duty owedtoother equity
shareholders.

Section 2036(a)(1)

Under section2036(a)(1), thelRShasused anovel line
of attack that has been successful in a series of Tax
Court cases, including Strangi. Specifically, the IRS
hasargued that the contribution of property toan entity
constitutesatransfer and, if the entity has* bad facts,”
the transferor will be deemed to have retained the
enjoyment of thetransferred property and/or theincome
therefrom. The following example illustrates how a
properly formedlimited partnership canrunintotrouble
under this approach.

Example: Ptransfers$990,000 of marketable
securitiesto alimited partnershipin exchange
for 99 general partner units (GPUs) and 9,801
limited partner units (LPUs). P's child, C,
transfers $10,000 cash to the partnership in
exchange for 1 GPU and 99 LPUs. |n other
words, the equity is owned 99% by P and 1%

by C. Thevote of all the GPUsisrequired to
dissolve the partnership and the vote of more
than 50% of the GPUs is required for
distributions of cash flow. Over the years, P
transfers 5,000 LPUsto C by means of annual
exclusion gifts and gifts that use part of P's
$1,000,000lifetimegifttax exemption. PandC
are sloppy in managing the partnership. They
donot maintainpartnershiprecords, distributions
occasionally are madeto Pto pay P’ spersonal
expensesand onseveral occasionsdistributions
are made to P without making a pro rata
distributionto C. Pdieswhentheassetsof the
partnership areworth $5,000,000.

Under Strangi and the other Tax Court cases, 99%
of $5,000,000 will be subject to estatetax at P’ sdeath,
with no valuation discounts. Thiswill bethecaseeven
though at P’ sdeath Pownsonly 49% of the partnership
(99 GPUs and 4,801 LPUs). In other words, the
significant lifetime gifts to C will be disregarded for
estate tax purposes. Even worse, the approximately
$2,500,000 of val uerepresented by theL PUsheld by C
will not qualify for the estate tax marital deductionif P
ismarried andinstead will useP sestatetax exemption
and, if such tax exemption is exceeded, will result in
estate tax.

Thisresultwill comeasashock to P’ sfamily, which
had thought that only P’ sremaining4,900 unitswouldbe
subject to estate tax upon P’'s death and, even then, at
a discount of perhaps as high as 40%. Instead, the
result will be the tax disaster discussed above.

Generally, itappearsthatthel RS section2036(a)(1)
argument will not apply unless there are “bad facts.”
Examples of bad factsinclude:

¢ Commingling entity and personal assets,

® Depositing entity incomein the accounts of the
equity holdersinstead of into an entity account;

® Transferring persona use property (such as a
residence or automobile) to an entity;
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® Usingor purchasing entity assetsat lessthanfair
market value;

® Not having a purpose for creating the entity
beyond mere tax
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law and/or provisions of the documents governing
formation and management of entities. These duties
can beenforced by other equity holdersand managers.
Thus far, the Tax Court has dismissed this argument

rather cavalierly, butitis

savings,

“ .. .unless and until these cases are reversed on
appeal, they must be taken serioudly. . . .”

® The lack of any
significantbusinessor

difficulttoseehow it can
dosoinlight of theByrum
decision.

investment activity;

® Transferringdl or substantialy dl of anindividua’s
assets to an entity;

® Ignoringbusinessformalities;

® Not keeping adequate entity records and
resolutions;

® Paying personal expenses from the entity;

® Falingtopay equity holdersfor significant services
rendered to the entity;

® Making distributionsto equity holdersbased on
their personal needsrather than the needs of the
entity’ sbusiness;

® Havinganexpressorimplied understandingwith
theother equity holdersthat they will managethe
entity as senior family members may request;

® Failingto continuethe entity after the death of a
senior family member.

The same bad factsand disastrous estate tax result can
arise in connection with an LLC and a corporation.
Unfortunately, it is unclear how many bad facts an
entity can have before section 2036(a)(1) will apply.
Conceivably, one bad fact may be enough.

Although at first glance the “bad facts’ cases
appear to be reasonabl e, upon closer examination, the
rational eof these casesisdubious. Nearly all thesebad
factsconstituteviolationsof dutiesestablished by state

In addition, the Tax
Court’s conclusion in
thesecasesthat thecontribution of property toanentity
constitutesatransfer under section 2036(a)(1) ignores
theholdinginanumber of casesthat suchacontribution
does not constitute a transfer for federal gift tax
purposes. If the contribution is not a transfer for
purposes of agift tax statute, how can it be atransfer
for purposes of an estate tax statute? To date, the Tax
Court has not addressed this anomaly. Although the
reasoning of the bad facts casesisquestionable, unless
and until these cases arereversed on appeal, they must
be taken serioudly.

SecTion 2036(a)(2)

Althoughthe IRS' section 2036(a)(1) attack probably
can be avoided through proper formation and
management of apartnership, LL C or corporation, the
IRS' section 2036(a)(2) attack, which was successful
in Srangi, may be more difficult to deal with.
Thefactsin Strangi wereasfollows. OnAugust 12,
1994, at atimewhenMr. Strangi wasinfailinghedlth, his
son-in-law, Mr. Gulig, whoa sowasMr. Strangi’ sagent
under apower of attorney, formedalimited partnership
(SFLP) and its corporate general partner (Stranco).
Mr. Gulig transferred approximately 98% of
Mr. Strangi’ sassetsto SFLP. Approximately 75% of
the assets were cash and securities and the balance
consisted of real estate, including Mr. Strangi’s
residence, insurance policies, an annuity, receivables
and partnership interests. Mr. Strangi owned the 99%
limited partner interestin SFL Pand Stranco ownedthe
1% general partner interest. Stranco was owned 47%
by Mr. Strangi and 53% by hischildren. Subsequently,
1% of the stock of Stranco wastransferredto acharity.
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Mr. Strangi wasoneof thefivedirectorsof Strancoand
Mr. Guligwasemployed asthe manager of the Stranco
with authority to manage the day to day business of
SFL P, includingdistributiondecisions. SFLPcouldbe
dissolved by theunanimousvoteof thelimited partners
and the unanimous consent of the genera partner,
Stranco, but only with the affirmative vote of al the
Stranco shareholders. SFL P also had some of the*bad
facts’ listed above. Mr. Strangi died on October 14,
199%4.

The IRS audited Mr. Strangi’s estate tax return
andarguedthat sections 2036(a)(1) and (2) bothapplied.
The Tax Court agreed with the IRS on both counts.

With regard to section 2036(a)(2), the Tax Court
concluded that Mr. Strangi retained the right, either
aone or with others, to designate the persons who
would enjoy the property transferred to SFLP or the
income therefrom. Mr. Gulig’'s power to direct SFLP
distributions was attributed to Mr. Strangi because of
the power of attorney. Inaddition, the court concluded
that Mr. Strangi, together with the other Stranco
shareholders, could dissolve SFLP, thereby bringing
about or accelerating the present enjoyment of its
assets. Finally, thecourt al soapplied section 2036(a)(2)
to Stranco, because Mr. Strangi, together with theother
shareholders, could cause the payment of dividends.

At first glance, all of the powersretained by Mr.
Strangi appear to be similar to the powersof adirector
and voting shareholder, which, as previously noted,
were found by the Supreme Court in Byrum not to be
retained “rights’ under section 2036(a)(2). The Tax
Court recognized this and attempted to distinguish
Byrumontwo principal grounds. First, it attached great
weight to the fact that Byrum involved an operating
businessand not mereinvestment activity. Presumably,
the point is that if there is an operating business,
decisionswill bemadebased on businessconsiderations
rather than for personal reasons. Not only is this
presumption faulty, but it also ignores the fact that
nothing in Byrum or in section 2036 suggests that the
samestatutory languageshould beinterpreted or applied
differently from case to case based on the type of
activity inwhichanentity isinvolved. Tothecontrary,
the Supreme Court in Byrum recognized that a

corporation could be engaged in a wide variety of
activities, including the holding of “static assets for
prolonged periods.”

Second, the Tax Court stressed that in Byrumthe
directors and majority shareholder owed a fiduciary
duty tounrel ated partieswhohad significantinterestsin
connection with an operating business. By contrast,
Mr. Strangi owned the 99% limited partner interest of
SFLP (an investment partnership) and 47% of the
sharesof Stranco, hischildren owed 52% of the shares
of Stranco and acharity owed 1% of such shares. The
Tax Court reasoned that asany fiduciary duty owed to
Mr. Strangi’ schildrenandthecharity wasunlikely tobe
enforced, Mr. Strangi essentially owed aduty only to
himself. Accordingly, thecourt concludedthat noreal
duty existed. Although Strangi admittedly involved
extreme facts, the court’s analysis leaves much to be
desired. Under statelaw, thesamefiduciary duty exists
regardless of the relationship of the parties, the size of
theequity holdingsof thepartiesand thetypeof activity
conducted by theentity. Moreover, the question under
Byrumisnot whether afiduciary duty will beenforced,
but rather whether an enforceablefiduciary duty exists.
If suchaduty exists, thenthepower tomakedistributions
legally isrestrained and does not amount to a“right”
under section 2036(a)(2).

SIGNIFICANCE OF STRANGI

Strangi appearsto beaclassic exampleof theold legal
adage that “bad facts make bad law.” The problem
with thistype of caseisthat it isdifficult to determine
whether the precedent islimited to the extremefactsof
theparticular caseand casesinvolvingsimilarly extreme
facts or whether it will be applied more broadly. The
scope of Strangi is made more uncertain by the fact
that the opinion wasthat of only one judge and not the
entire Tax Court, thereby leaving the door open for a
different opinion by another judgeinanother case, even
one with roughly similar facts. Further confusion is
created by the possibility that Strangi may bereversed
on appeal, athough one should not count onthisgiven
the bad facts in the case.




Estate Planning Bulletin — August 2003

VEDDERPRICE

Many estate planners believe that the strained
reasoningin Srangi shouldbelimitedtocasesinvolving
similarly extremefacts. Mostfamily investment entities
arenot created by asenior family member on hisdeath
bedwiththetransfer of substantially all of hisassetsto
theentity, butinsteadinvolvesi gnificantinvestment or
business activity and have other equity holders with
significant interests. Thesetypesof entities should be
lessvulnerable, but not necessarily immune, tothetype
of attack that was successful in Srangi. Accordingly,
eveninthese cases, the entity should be structured and
managed with Strangi in mind.

A more pessimistic view of Strangi isthat the Tax
Court intends to limit Byrum to cases involving an
operating businessor an entity that hasunrel ated equity
holders with significant equity interests. If so, the
court’ stest leaves many unanswered questions. What
is an operating business?
Presumably, the answer is

notwithstanding any suggestionin Strangi tothecontrary,
significant equity holdings by other family members
should be sufficient to prevent the application of
section 2036(a)(2). To conclude otherwise not only
would treat related parties differently than unrelated
partiesbut also would be contrary to Byrum, wherethe
court noted that oneof the personstowhom Mr. Byrum
owed afiduciary duty was atrust that he had created
for hischildren, clearly arelated party.

Unfortunately, definite answers to questions
regarding the scope and meaning of Srangi will have
toawaitanappeal of that caseand/or clarifyingdecisions
in other cases.

Summary
Unless and until Strangi and other cases in which the

IRS has been victorious are
reversed on appeal and/or the

some activity other than the
management and holding of
investments. What about
rental real estate, farm land

“New investment partnerships, LLCs and
corporations should be structured with
Strangi and the other casesin mind.”

law isclarified by other court
decisions, it must be assumed
that these cases represent the
current state of thelaw. New

and real estate held for

development? Traditionally, such activitieshavebeen
conducted by both related and unrelated partiesin the
formof apartnership, LL Cor corporation, anditwould
seem unreasonable to construe Strangi to mean that
related parties can use such entities only at therisk of
adverse estate tax consequences. Asfor the interests
of other equity holders, how significant must such
interests be? Also, must there be unrelated equity
holders? Aspreviously noted, the samefiduciary duty
existsregardlessof therel ationship of theequity holders
and the size of their equity holdings. Thus,

investment partnerships,LLCs
and corporationsshould bestructured with Strangi and
theother casesinmind. For existinginvestment limited
partnerships, LLCs and corporations, the planning
strategies discussed above should be considered.

If you have an existing entity that is engaged
primarily in investment activity (as opposed to an
operating business), you should contact your estate
planning advisor immediately to assess the impact of
Srangi and the other cases won by the IRS on your
particular situation and to formulate an appropriate
strategy for dealing with the possible IRS attacks.
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Avoiding IRS Attacks

If you havealimited partnership, LL C or corporationthat isengaged primarily ininvestment
activity (asopposed to an operating business), you should consider anumber of planning
strategiestoavoidthe RS attacksunder sections 2036(a)(1) and (2).

Withregardtothesection 2036(a)(1) argument, caremust betakento avoid any badfacts
inconnectionwiththeformation or management of anentity. If anentity already hasbadfacts,
it should becleaned up. Thiscanbedoneby making certainthat, goingforward, theentity is
managed inaccordancewithall formalities, inthesamemanner it would bemanagedif it had
significant unrelated equity holders. Unfortunately, thelRSmay arguethat oncean entity has
badfacts, it alwayshasbadfacts. Accordingly, inorder to purgeanentity of bad facts, it may
benecessary todissolvetheentity and start over withanew entity, preferably onewithdifferent
equity holders, assetsand purposes. Also, inthecaseof asenior family member whoisolder
or inpoor healthand hasmadesignificant transfersof equity interest tojunior family members
duringhisor her lifetime, dissolving theentity without creating anew entity may betheonly way
toensurethat all prior equity transfersarenot disregarded for estatetax purposes. However,
evenif anentity isdissolved (whether or not anew entity iscreated), thelRSmay arguethat
thesection 2036(a)(1) taint will not be purged unlessthesenior family member livesmorethan
threeyearsafter dissol ution.

With respect to the section 2036(a)(2) argument, theplanning alternativesarelessclear.
Onestrategy istowait and seeif Strangi isreversed on appeal and/or thelaw isclarified by
other cases. Thismay bean appropriate short-term strategy for senior family memberswho
areyounger andingood health. A morecautiousstrategy isto makecertainthat nosenior family
member has any interest as a general partner in alimited partnership and no voting or
management interestinan L L C or corporation. For example, asenior family member whohas
created acorporation funded with marketabl e securitiescoul d divest himself of voting shares
(preferably by sale) and resign asadirector (and perhapsasan officer). However, if asenior
family member givesup management and voting power and dieswithinthreeyears, Srangi still
may apply. Another cautiousstrategy isto structuretheentity sothat other equity holdershave
significant interests. Unfortunately, Strangi givesno guidanceasto how significant such
interestsmust be and suggeststhat such interestsmay haveto beheld by unrelated parties,
whichwill beimpractical inmost cases. If significant giftsor other transfersof equity interests
inan entity havebeen madeto family membersand youwishto avoid any risk that such gifts
may bedisregardedfor estatetax purposes, consideration should begiventodissolvingthe
entity to purgeit of itssection 2036(a)(2) taint. However, asnoted above, the purge may not
becompleteuntil morethanthreeyearsafter dissolution. Finally, theentity should pursuean
operating businessor, if thisisnot feasible, it shoul d pursueabroad range of investmentsand
thoseinvestmentsshould beactively managed.
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For questions about using an annuity trust or unitrust, please
contact any member of the estate planning group.

Principal Members of the Estate Planning Group:

Igor POtYM .o 312/609-7542
Michael G. Beemer ........c.ccoccoevvriiniinnc. 312/609-7630
Charles H. Wiggins .......cccoovvevvecrernn. 312/609-7525
Christine M. Rhode ...ovovoveeeee. 312/609-7575

Jean M. Langie 312/609-7735
Robert F. Simon 312/609-7550
Robert D. LoPrete ........ccocoveeeeeee. 312/609-7558

The Estate Planning Bulletinis published by the law firm of Vedder,
Price, Kaufman & Kammholz, P.C.. Itis intended to keep our clients
and interested parties generally informed on developments in the
Estate and Financial Planning industry. The discussion in this
bulletin is general in nature and is not a substitute for professional
advice.

© 2003 Vedder, Price, Kaufman & Kammholz, P.C. Reproduction
of this bulletin is permitted only with credit to Vedder, Price,
Kaufman & Kammholz, P.C. For an electronic copy or extra copies
of this bulletin, please contact Mary Pennington at her email
address, mpennington@vedderprice.com.

If you have any questions regarding material in this issue of Estate
Planning Bulletin or suggestions for a specific topic you would like
addressed in a future issue, please contact the executive editor,
Igor Potym (group leader) at 312/609-7542 or at
ipotym@vedderprice.com.
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About Vedder Price

Vedder, Price, Kaufman & Kammholz, P.C. is a national, full-service
law firm with approximately 200 attorneys in Chicago, New York
and New Jersey.

The Estate and Financial Planning Group

Vedder, Price, Kaufman & Kammholz, P.C. long has recognized the
importance of estate and financial planning and has been in the
forefront of this changing area of the law. The firm's practice has
both a national and an international scope. Vedder Price’s
attorneys combine technical experience in all aspects of estate
and financial planning with a strong appreciation of personal
objectives and concerns in servicing clients in this uniquely personal
area.

The firm represents clients with diverse personal objectives
and financial interests, including individuals with large estates,
individuals with personal situations requiring special planning,
owners of closely held businesses, corporate executives and
professionals. Vedder Price’s Estate and Financial Planning
attorneys also represent executors, administrators, trustees and
guardians. In addition, the firm provides estate and financial
planning counsel to businesses and not-for-profit organizations,
as well as other professionals who consult Vedder Price with
respect to their own clients.
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