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I n “Business Purpose and Econom ¢ Substance in FLPs,” Tax Notes,
Jan. 1, 2001, p. 85, we wote that while a famly limted partnership
(FLP) without a business purpose “may be ignored by the IRS for income
tax purposes, . . . that lack of business purpose will not prevent an
FLP from being given effect for transfer tax purposes and thus producing
val uation discounts.” That conment was based on Estate of Al bert Strang
v. Conm ssioner, 115 T.C. 478, Doc 2000-31014, 2000 TNT 232-12 (2000).
The first Strangi decision was hardly clear-cut, including an opinion, a
concurring opinion, and three dissenting opinions. Now the Tax Court has
conpounded the confusion with another famly limted partnership
opi nion, Estate of Wayne C. Bongard v. Conm ssioner, 124 T.C. No. 8, Doc
2005- 5359, 2005 TNT 50-11 (2005), in which the majority concludes --
contrary to Strangi | -- that for estate tax purposes, there nmust be a
legitimate and significant nontax reason for creating the famly limted
partnership. In addition to a majority opinion, the Bongard case had
three other opinions -- one judge who concurred with only the result and
not the reasoning (joined by another judge) and two judges who each
wote their own separate opinions concurring in part but dissenting in
part, with still two other judges agreeing with one of those latter
separ at e opi ni ons.

Strangi | Reprise

What is needed for an FLP to be effective for transfer tax
di scount purposes? That is a practical question to which practitioners
need answers. Even those who do not actually create FLPs are faced with
advising clients on their likely effectiveness -- or lack thereof. In
Strangi | (the original 2000 opinion), the FLP “was validly fornmed under
State law’ and actually took title to the Strangi assets. That was the
crucial point in determining that it was valid for transfer tax
purposes. Wile rejecting the business purposes that the estate all eged
notivated formati on of the FLP, Judge Mary Ann Cohen, witing for the
maj ority, concluded that business purpose was not necessary for transfer
tax effectiveness. She also accepted that the Strangi FLP had enough
econom ¢ substance to carry the valuation day. The opinion stated,
“Regardl ess of subjective intentions, the partnership had sufficient
substance to be recogni zed for tax purposes. Its existence would not be
di sregarded by potential purchasers of decedent's assets, and we do not
disregard it in this case.”

In his separate opinion concurring in the result, Tax Court Judge
Thomas B. Wells took issue with the |anguage used by the majority. His
vi ew was that:

the mpjority’' s stated reasons for holding that the partnership had
subst ance m sapplies the econonic substance doctrine. . . . Rather
than hol ding that the econom c substance doctrine is satisfied in
the instant case, the Court should conclude that the econonic
subst ance doctrine does not apply to disregard a validly fornmed
entity where the issue is the value for Federal gift and estate
tax purposes of the interest transferred in that entity.

The Strangi | Dissenters

Subsequently that decision was affirmed and reversed under the name of Rosalie Gulig v.
Commissioner, 293 F.3d 279, Doc 2002-14498, 2002 TNT 118-10 (5th Cir. 2002) and then decided by the
Tax Court on remand as Estate of Strangi v. Commissioner, T.C. Memo 2003-145, Doc 2003-12584, 2003
TNT 98-16. An appeal on that latter decision is still pending in the Fifth Circuit as thisis written. In its
affirmation of Strangi |, the appeal's court explained, “We review the question of whether SFLP has a
business purpose and economic substance, such that it should not be disregarded for tax purposes, for clear
error. . . . Under this standard of review, we agree with the tax court that the partnership has enough
economic substance for SFLP to be recognized for federal estate tax purposes.”
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However, Tax Court Judge Carolyn MIler Parr went further and
di ssented. “The facts clearly denonstrate that the paper arrangenent,
the witten partnership agreenent, had no relationship to the reality of
decedent's ownership and control of the assets contributed to the
partnership,” she said. “If a hypothetical third party had offered to
purchase the assets held by the partnership for the full fair market
val ue of those assets, there is little doubt that decedent coul d have
had the assets distributed to hinself to conplete the sale.” Judge Parr
conpl ained that the najority “val ues decedent's partnership interest as
if the restrictions in the witten partnership agreenent were actually
bi nding on the partners,” and further explained that if the partnership
had to be recogni zed for estate tax purposes, she “would val ue the
i nterest under the agreenment that existed in fact, rather than under the
witten partnership agreenent that had no relationship to the reality of
decedent’'s ownership and control of the assets contributed to the
partnership.”

Judge Robert P. Ruwe al so dissented. He enphasized that “tax
savings was the only notivating factor for transferring property to the
partnershi p” and objected to the fact that “the majority validates this
schene by val uing decedent's 99 percent partnership interest at 31
percent bel ow the value of the property that decedent transferred to the
partnership.” Judge Ruwe woul d have agreed with the IRS s alternative
argunent, rejected by the mgjority, that if any discount was to be
al l owed, the difference between the value of the property going into the
FLP and the value of the partnership interest received “shoul d be
considered to be a gift.”

Estate of Bongard

Tax Court Judge Joseph Robert Goeke, who wrote the npjority
opi nion in Bongard, was not even on the Tax Court bench when Strangi
was handed down in 2000. Therefore he was in an especially good position
to take a fresh ook at the role of business purpose and the questions
of substance versus form and tax avoi dance. He expl ai ned that according
to a Decenmber 28, 1996, letter to Bongard s children signed by Wayne C.
Bongard and drafted by John Fullnmer, his estate planning attorney,
Bongard Fam |y Limted Partnership (BFLP) was ostensibly created as part
of an overall plan to provide:

among ot her things, a nethod for giving assets to decedent’s
fam |y nmenbers w thout deterring themfrom working hard and
becom ng educated, protection of his estate fromfrivol ous
lawsuits and creditors, greater flexibility than trusts, a neans
tolimt expenses if any lawsuits should arise, tutelage with
respect to managing the famly' s assets, and tax benefits with
respect to transfer taxes.

On Decenber 29, 1996, Bongard contributed to the partnership al
of his nonvoting nenbership units in WCB Hol dings, the LLC that held
stock in Enpak, a business that Bongard had founded. He received a 99
percent limted partnership interest in BFLP. |SA Trust, an irrevocable
stock accunul ati on trust that Bongard had established 10 years earlier
for the benefit of his children and his wife’'s daughter from her first
marriage, contributed its nonvoting nenbership units in the WCB Hol di ngs
and received a 1 percent general partnership interest in exchange. Mrk
Bongard, son of Wayne C. Bongard, was one of the three trustees of |SA
Trust, the other two being attorney Fullner and Janes A. Bernards, an
out si de accounting consultant who was one of Bongard s cl osest advisers
gandhyho was |later to serve as his personal representative after his

eat h).
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Two years |l ater, on Novenber 16, 1998, Wayne C. Bongard died
unexpectedly while on a business/hunting trip to Austria. He was 58 at
the time and had appeared to be in good health. Judge Goeke noted that:

fromits inception until decedent’s death, BFLP did not perform
any activities, never acted to diversify its assets, or make any
di stributions. The WCB Hol di ngs menbership units in BFLP were
nonvoting, and decedent determ ned whet her the Empak shares held
by WCB Hol di ngs woul d be redeenmed. WCB Hol di ngs did not redeem any
gf iLs . . . menbership units held by BFLP before decedent’s

eat h.

The estate tax return reported a tax due of $17,004,363. The IRS' s
90-day letter determ ned a deficiency of $52,878,785. Later, after the
case was docketed with the Tax Court, the IRS anended its answer to the
estate’s petition to increase the value of the underlying Enpak stock
Judge Goeke observed that “using this value, respondent’s counse
estimated the revised adjustnent to decedent’s gross estate could be as
high as $160 mllion.”

The Bona Fide Sal e Exception

A primary concern facing tax practitioners is that assets that
have been transferred to an FLP m ght get pulled back into the taxable
estate under section 2036. Section 2036(a)(1l) includes in the estate
transfers of property where the decedent retained the “possession or the
enjoyment of, or the right to the incone from” the transferred
property. Section 2036(a)(2) “claws back” into the estate any property
transferred during the lifetine over which the decedent has retained
“the right, either alone or in conjunction with any person, to designate
the persons who shall possess or enjoy the property or the incone
therefrom” The only assets in BFLP were the nenbership units in WB
Hol di ngs, and the assets of WCB Hol di ngs consi sted of Enpak stock. As
noted in the quote above from Judge Goeke, “decedent determn ned whet her
the Enpak shares held by WCB Hol di ngs woul d be redeened,” so that BFLP
could not actually do anything except passively hold its assets unti
that redenption occurred.

However, section 2036 would not apply if the transfer of the WCB
Hol di ngs menbership units to BFLP was “a bona fide sale for an adequate
and full consideration in noney or noney’s worth.” The estate argued
that it was a bona fide sale. The partnership agreenent provided that
BFLP was established to “acquire, own and sell fromtime to time stocks
(including closely held stocks), bonds, options, nutual funds and ot her
securities.” Attorney Fullmer testified that “BFLP was established to
provi de another | ayer of credit protection for decedent.” Both
accounting advi ser Bernards and Fullner testified that BFLP was
established, in part, to nake gifts.

The I RS responded that BFLP was “sinply a paper transaction
designed to facilitate the distribution of famly wealth both before and
after death while | eaving decedent’s lifetine control of Empak
uni npaired.” The IRS argued that Bongard' s relationship to the assets
put 1nto BFLP remained the same before and after that contribution. As
CEO and the sol e nenber of Empak’s board of directors, Bongard could
det erm ne when and if dividends would be paid or stock redeened. Wile
the Decenber 1996 letter to Bongard' s children recited that tutel age
with respect to nanagenment of the fanily assets was one of the
objectives of the famly partnership, the reality was that unti
Bongard’ s death, BFLP never engaged in any investnent transactions or
deci sions and had neither an investnent plan nor a diversification
strategy. Bongard nmade no gifts of his BFLP interests to his children

Judge Goeke concl uded that:
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The record does not support that the nontax reasons for BFLP s

exi stence were significant notivating factors. The formation of
WCB Hol di ngs el imnated direct stock ownership in Empak and

al | owed decedent to nake gifts w thout diversifying the direct
owner shi p of Enpak. Messrs. Fullmer and Bernards testified that an
i mpetus for forming BFLP was to continue decedent’s gift giving.
Decedent, in fact, made nunerous gifts after the formation of

BFLP, but not of his BFLP interest. Al of the gifts decedent nade
were of WCB Hol di ngs cl ass A nenbership units, except for the 7.72
percent limted partnership interest he gave to Cynthia Bongard
[his wife] in 1997. At the time of BFLP's formation and at the
time of his death, any additional gifts decedent had contenpl ated
were specul ative and indefinite at best. There was no i nmedi ate or
definite plan for such gifts. Such intent is not sufficient to
establish that the transfer of menbership units to BFLP was
notivated by a significant nontax reason. .

As a practical matter, decedent did not receive any benefit beyond
transfer tax savings fromplacing his WCB Hol ding class B
nmenbership units in BFLP. . . . Under these facts, decedent’s
transfer of WCB Hol di ngs class B nenbership units to BFLP did not
satisfy the bona fide sale exception

That was enough for Judge Goeke to determine that the underlying
WCB Hol di ngs cl ass B nenbership units transferred to BFLP were the
assets to be included in the estate under section 2036(a)(1), thus
effectively elimnating any di scount otherw se obtainable from use of
the famly limted partnership. By so deciding, the court nade it
“unnecessary to determ ne whether the terns of the BFLP agreenent
provi ded decedent explicit rights to control the Property" sufficient to
result in its inclusion under section 2036(a)(2).

Recei ving 100 Cents on the Dol lar

Judge David Laro concurred in only the Bongard result. He
di sagreed with the reasoning of the majority when they said that “where
the record establishes the existence of a legitimte and significant
nontax reason for creating a famly limted partnership, . . . the
adequate and full consideration exception is met if the transferors
recei ved partnership interests proportionate to the value of the
property transferred.” After review ng several other valuation di scount
cases, he focused on the decision in Kinbell v. United States, 371 F.3d
257, Doc 2004- 10976, 2004 TNT 100-9 (5th Cir. 2004). The Ki nbell
opi ni on, he said:

stated that valuation principles should not be equated with the
test of “adequate and full consideration” because business or

ot her financial considerations may not enter into a transferor’s
decision to receive an interest in a limted partnership that nmay
not be imredi ately sold for 100 cents on the dollar. Wile | do
not di sagree that these considerations may cause a transferor to
accept such an interest in a partnership, the issue as | see it is
whet her the inability to realize the 100 cents is attributable to
(1) an actual difference in value between the transferred and
recei ved properties or (2) the presence of one or nore intangible

*The IRS and the estate had stipulated that discounts would apply in valuing the decedent’s
membership unitsin WCB Holdings LLC. Thoseincluded a 13 percent lack-of-control discount, a17.5
percent lack-of-marketability discount, and, for the nonvoting class B units, a5 percent lack-of-voting-
rights discount. If BFLP had been allowed to stand, discounts attributable to it would have been in addition
to the stipulated discounts.
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assets the sales price of which is subject to dispute. Under the
case | aw referenced above, the adequate and full consideration
exception does not apply where a difference in val ue between
transferred and received properties causes a depletion in the
transferor’s gross estate. Nor does Kinbell v. United States,
supra, hold otherw se

That nontax reasons may have notivated the transfer to the famly
limted partnership would not carry that nmuch wei ght for Judge Laro, nor
for Judge Marvel, who agreed with his coments. Those judges woul d have
applied the traditional business purpose test of Gegory v. Helvering
293 U. S. 465 (1935), despite all of its problens and anbiguities. “In
fact,” wote Judge Laro, “as | read the relevant text underlying the
adequate and full consideration exception, that text speaks only to a
‘sal e’ of property and nmakes no specific statenent as to the purchaser
of that property.”

Judge Hal pern went further, both concurring in part and di ssenting
in part, but specifically noting that he did not agree with all of Judge
Laro’s views even though he, too, felt the majority was wong in their
interpretation of the bona fide sal es exception. Judge Hal pern
approached the question of whether the property transferred by a
decedent was neverthel ess includable in that decedent’s estate by:

first, determ ning whether the decedent retained lifetine
possessi on, enjoyment, incone, or control of transferred property.
Only after answering that question in the affirmative woul d |
proceed to determ ne whether the bona fide sale exception applies
to the transfer.

[In considering the bona fide sale exception] | would first

det erm ne whether the transfer was made in the ordi nary course of
busi ness, as that termis used in section 25.2512-8 Gft Tax Regs.
If not, |I would determ ne whether the transfer was made for ful
value (i.e., whether the value of the transferred property at nost
equal ed the cash val ue of the consideration received therefor). If
not, then | would find that the value of the transferred property
was included in the value of the gross estate pursuant to section
2036. Motive would only play the imted role | have outlined
above (i.e., determining donative intent for purposes of the

ordi nary- cour se- of - busi ness test).

Judge Hal pern woul d essentially apply the same test to determning
whet her transfers to the partnership constituted gifts in the first
place. “1 believe,” he said, “that a transfer to a fam|y-owed entity
may constitute a taxable gift, even if the size of the entity interest
recei ved by each transferor is deened proportional to the value of the
property contributed by that transferor.”

Concl usi on

The owner in fee sinple of a single piece of property has a title
to it that is worth what the property as a whole is worth. Wen that
property is transferred to 15 different owners as tenants in conmon,
each ownership interest has a fair market value that is less than 1/15
of the fair market value of the whole. The whole is not equal to the sum
of the parts, whatever mathenaticians may say or comon sense dictate.

If a decedent who owned that single piece of property conveyed it to 15
different heirs as tenants in comon, that there is a disparity between
the value of the 100 percent of the property and the | esser total of the
val ue of the 15 1/15 separate tenancy in comon interests disturbs no
one. The estate tax is inmposed on the value of the 100 percent because
that is what the decedent possessed on the date of death. That the heirs
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recei ved an aggregate of value worth less is of no concern to the tax
col l ector.

The problemwith the famly limted partnership “device” arises
when what 1s essentially a testanentary di sposition masquerades itself
as a lifetime transfer. Tax practitioners who becone enanored of the
device forget that courts will struggle to find reasons to set aside
devices and reach results that seem equitable. That seens to be the
struggle in which the famly limted partnership strategy finds itself
entangl ed. We agree with Judge Laro that the Bongard majority reached
the right result as to the BFLP assets.

The debate over the fanmily limted partnership strategy has not
ended, of course. In the mdst of that battle of paper and words, tax
practitioners nust deal with clients every day. W cannot wait until a
“final” solution has been reached. The Bongard fanmily linited
partnership failed, we believe, mainly because nothing was ever done
with it. It was like the situation we sonetines encounter in which the
decedent intended to avoid probate by using a revocable trust. It can
happen that the trust was created, but none of the mmjor assets the
taxpayer owned at the date of death had ever been transferred to the
trust. His advisers created a vehicle for Wayne Bongard, but M. Bongard
never inplenmented the strategy of which BFLP's creation was the first
step. He nade no gifts of limted partnership interests except that one
smal | amount to his wife. Gven the marital deduction, that gift
probably had no transfer tax inplications. He died before the assets
could be converted into cash or its equivalent by the general partner
and therefore before the partnership could nove into nore active
i nvest ments.

The famly limted partnership does offer great opportunities for
preventing famly net worth fromsplintering, including sone degree of
asset protection. In the process, it also offers the opportunity of
transfer tax discounts. If the discounts are all that is being sought,
however, and it appears that the decedent nerely noved the assets into
the partnership and nothing nore, little is apt to be acconplished
taxw se. There is a message in all this: Practitioners need to review
not only the basic estate planning strategy but also periodically review
its inplenmentation. The tax devil often lurks in the details. And that
is not true of FLPs al one.
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