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Chapter Number 1

THE FLOP FLP!

l. INTRODUCTION

Family limited partnerships (“FLPS’)
have become the centerpiece of many estate plans.
The literature is replete with dl of the benefits that
an FLP can provide to our wedlthy clients. There
are numerous business, tax, asset protection, and
family reasons for cregting an FLP. After nearly a
decade of use, however, some troubling problems
concerning FLPsare now evident. The purpose of
this outline is not to identify and address dl the
varioustroublesome areasbut rather to addressone
particular problem and provide apossible solution.

. THE PROBLEM

How do you overcome the loss of the
step-up in bass for the assets in an FLP at the
degth of thefirst spouseto diethat would otherwise
be available to the assets if they were not in an
FLP?

1. SUMMARY OF THE PROBLEM

Section 1014 of the Internal Revenue
Code (“Code”) provides that when a person dies,
the assets of that deceased person receive a step-
up in basis to the respective assets fair market
vaue as of the decedent’s date of desth. In
addition, because Texas is a community property
state, when one spouse dies, not only the separate
property of that decedent receives a step-up in
basis but aso thet decedent’ s community property
assetsand hisor her surviving Spouse s community
property assets recelve the step-up in bass.
Because of thistreatment, estate plannersfor years
have often told their clients to hold on to highly-
appreciated assets until thefirst pouse’ sdesth and
then to dispose of that gppreciated asset, which
would result in little or no capita gains tax liability.
Thisisespecidly true because estate plannersknew
that there would be no federal edtate tax or state
inheritance taxes a thefirst gpouse’ sdeath because
of optimum marital deduction planning.

Our dients gill faced Sgnificant degth
tax liability at the second spouse’s death, so we
have been advocating and utilizing the use of FLPs
in our clients edtate plans to minimize the desth
taxesthat would arise at the second spouse’ sdezath.

Our clients have been forming FLPs and
contributing their ggnificant and often highly-
gppreciated assets to their FLPs in order to begin
active gifting programs and to pogtion ther
respective estatesto take advantage of minority and
lack of marketability discounts.

Thistechnigque hasdlowed many of our
clientsto achieve sgnificant deasth-tax savings. To
accomplish this result, however, our clients have
given up or reduced their ability to receive a sep-
up in basisfor their assetsingdethe FLP. Thisloss
of step-up in basisand the accompanying savingsin
capitd gains taxes has arisen a the first spouse’s
desth when thereislittle or no likelihood of federa
taxes or stateinheritance taxesbeing imposed upon
those assats. Because of this problem, some
planners have been rluctant to form FLPs before
the death of the first spouse to die, which has
resulted in a number of complications. Or they
have gone ahead and formed FLPsfor ther clients
and then have the difficult and unpleasant task of
advigng the surviving spouse’ s children and family
financid advisorsthat the family is going to have to
bear the effects of capita gainstaxesthat would not
have beenimposed if the FL P had not been used to
achieve future federd edae tax and date
inheritance tax savings. Mogt of these clients have
been indoctrinated with the concept that “a tax
delayed is a tax not pad” philosophy, which is
prevaent intheincome-tax arena. What our clients
want is to have their cake and et it, too. They
want to have their assets receive a full step-upin
basis at the time of thefirst pouse’ s deeth; they do
not want to pay any death taxes at the death of the
first spouse to die; and they want to minimize the
federal edtate taxes and State inheritance taxes at
the death of the second spouse to die.

V. ISTHERE A SOLUTION?
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Can an FLP bedesigned to be able to
give our clientsafull ep-up in basisfor the assets
inthe FLP a the death of thefirst spouseto dieand
then be able to provide minority interest discounts
and lack of marketability discounts to the partners
a the death of the second spouse to die? Before
you can answer this question, you need to look at
the various Code sections and accompanying
Treasury Regulations (“Regs”) that may be
gpplicable.

V. SUMMARY OF THE RULES
AND TREASURY REGULATIONS

A. Code §1014

Code 81014(a) provides that except
as otherwise provided in Code 81014, the basis of
property in the hands of a person acquiring the
property from a decedent or to whom the property
passed from adecedent will, if not sold, exchanged,
or otherwise disposed of before the decedent's
degath by such person, be the fair market vaue of
the property at the date of the decedent's death.

Code 81014(b)(6) provides that
property that represents the surviving spouse's
one-hdf share of community property held by the
decedent and the surviving spouse under the
community property laws of any dtae will be
conddered to have been acquired from or to have
passed from the decedent if at least one-hdf of the
whole of the community interest in the property was
includible in determining the vaue of the decedent's
gross estate under chapter 11 of subtitle B (Code
§2001 and following, relating to estatetax) or §811
of the Internd Revenue Code of 1939.

The above Code provisons provide
that al the assetsin the estate of the first spouseto
die and the one-hdf community property of a
surviving spouse will receive a slep-up in basisto
the fair market vaue of the assets a the date of
degath of the first spouseto die.

B. Code §743
Code 8§743(a) providesthat the basis
of partnership property will not be adjusted as the
Reg. 1.743-1(q) providesthat thebas's
of partnership property will not be adjusted as the
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result of atransfer of an interest in apartnership by
saleor exchange or on the death of apartner unless
the eection provided by Code §754 (relating to
optiond adjusment to bass of partnership
property) isin effect with respect to the partnership.

Code 8§743(b) providesthat inthe case
of atransfer of aninterest inapartnership by saleor
exchange or upon the death of a patner, a
partnership with respect to which the eection
provided in Code 8754 isin effect will:

(1) increasethe adjusted basis
of the partnership property by the
excess of the basis to the transferee
partner of his or her interest in the
patnership over his or her
proportionate share of the adjusted
basis of the partnership property; or

(2) decrease the adjusted
basis of the partnership property by
the excess of the transferee partner's
proportionate share of the adjusted
basis of the partnership property over
the bass of his or her interest in the

partnership.

It further providesthat under the Regs,,
such increase or decresse shdl conditute an
adjustment to the basis of partnership property with
respect to the transferee partner only. A partner's
proportionate share of the adjusted basis of
partnership property will be determined in
accordance with his or her interest in partnership
capital and, in the case of property contributed to
the partnership by apartner, Code 8§704(c) (relating
to contributed property) will apply in determining
the share. In the case of an adjustment under this
subsection to the basis of partnership property
subject to depl etion, any depletion allowablewill be
determined separately for the transferee partner
with respect to his or her interest in the property.

Code 8743(c) provides that the
dlocation of bass anong partnership properties
where subsection (b) is applicable will be madein
accordance with the rules provided in Code 8755.
result of a transfer of an interest in a partnership,
ether by sdeor exchange or asaresult of thedesth
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of apartner, unless the election provided by Code
8754 (relating to optiond adjustment to basis of
partnership property) isin effect with respect to the
partnership. Whether or not theelection providedin
Code 8754 is in effect, however, the basis of
partnership property will not be adjusted as the
result of acontribution of property, including money,
to the partnership.

Reg. 1.743-1 (b) providesthat in the
case of atrander of an interest in a partnership,
ether by sde or exchange or as a reault of a
partner's death, a partnership as to which the
eection under Code 8754 isin effect will:

(i) increase the adjusted basis of
partnership property by the excess of the
transfereg's basis for his or her partnership interest
over his or her share of the adjusted basis to the

partnership of dl partnership property; or

(i) decrease the adjusted basis of
partnership property by the excessof thetransferee
partner's share of the adjusted basis of all part-
nership property over hisor her basisfor hisor her
partnership interest.

Theamount of theincrease or decrease
conditutes an adjusment affecting the bass of
partnership property with respect to the transferee
partner only. Thus, for purposes of depreciation,
depletion, gain or loss, and didribuions, the
transferee partner will have aspecid basisfor those
partnership propertiesthat are adjusted under Code
§743(b) and this paragraph. Thisspecid bassishis
or her share of the common partnership basis(i.e,
the adjusted basis of such properties to the
partnership without regard to any specia basis
adjustments of any transferee) plus or minus his or
her specid basis adjustments. A partner's share of
the adjusted basis of partnership property isequa
to the sum of his or her interest as a partner in
partnership capitd and surplus, plushisor her share
of partnership liabilities. Where an agreement with
respect to contributed property is in effect under
Code 8§704(c)(2), that agreement will betakeninto
account in determining a partner's share of the
adjusted basisof partnership property. Generdly, if
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apartner'sinterest in partnership capital and profits
isone-third, hisor her share of the adjusted basis of
partnership property will be one-third of the basis.
The following example is provided:

D isamember of partnership DEF in
which the partnershave equd interests
in profits, but not in capitd. The
partnership has made the dection
under Code 8754. D dies and his
interest passes to W, hiswidow. The
balance sheet of the partnership at the
date of D's degth shows the following:

ASSETS
Adjusted
basis per
Market
books
vdue
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Total 7 57,000 81,000

LIABILITIE®AND CAPITAL

______________ g. —mm—
0
Accounts
receivable 10,000 10,000
Inventory 20,000 24,000
Depreciable
S
S
e
t
S
basis per
2 books
Value 0
------- 0
0
0
4
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Capitd:
D 18,000 26,000
E 15,000 23,000
F 14,000 22,000

Note thet in the above example, the amount of
the adjustment does not depend upon the adjusted
bassto the transferor for hisinterest in partnership

capitdl.
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The amount of the adjustment under
Code 8§743(b) is the difference between the basis
of thetransferegsinterest in the partnership and her
share of the adjusted basis of partnership property.
Under Code §742, the basis of W's interest is
$29,333 (the fair market vaue of D'sinterest at his
death, $26,000, plus $3,333, his share of
partnership ligbilities). W's share of the adjusted
basis of partnership property is $21,333 (i.e,
$18,000 plus $3,333, her share of partnership
ligbilities). The amount to be added to the basis of
partnership property is, therefore, $8,000, the
difference between $29,333 and $21,333. This
amount will beadlocated to partnership propertiesin
accordance with the rules set forth in Code 8755
and Regulation 1.755- 1.

C. Code §754
Code 8754 provides that if a
partnership files an eection, in accordance with the
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Regulations, the basis of partnership property will
be adjusted, in the case of a digtribution of prop-
erty, in the manner provided in Code 8734 and, in
the case of atransfer of apartnershipinteres, inthe
manner provided in Code §8743. Such an election
will apply with respect to dl digributions of
property by the partnership and to al transfers of
interests in the partnership during the taxable year
with respect to which the eection wasfiled and all
subsequent taxable years. That election may be
revoked by the partnership, subject to such
limitations as may be provided by the Regs.

Reg. 1.754-1(d) provides that a
partnership may adjust the bass of partnership
property under Code §734(b) and Code §743(b) if
it files an eection in accordance with the rules sat
forth in Regulation 1.754-1(b). An dection may
not be filed to make the adjustments provided in
either Code §734(b) or Code §743(b) aone, but
such an eection must gpply to both sections. An
€lection made under the provisons of this section
will apply to dl property distributions and transfers
of patnership interess taking place in the
partnership taxable year for which the dection is
made and in al subsequent partnership taxable
years unless the dection is revoked pursuant to
Reg. 1.754-1(c).

Reg. 1.754-1(b) provides that:

(2) an election under Code 8754 and
this section to adjust the basis of partnership prop-
erty under Code 8§734(b) and Code §743(b), with
respect to a distribution of property to apartner or
atransfer of an interest in a partnership, must be
made in a written datement filed with the
partnership return for the taxable year during which
the distribution or transfer occurs. For the election
to bevalid, thereturnmust befiled not later thanthe
time prescribed by paragraph (e) of Reg. 1.6031-1
(induding extend onsthereof) for filing the return for
such taxable year. Notwithstanding the preceding

Reg. 1.754-1(c) provides that a
partnership having an eection in effect under Code
8754 may revoke the e ection with the approvd of
thedigtrict director for theinterna revenuedidrictin
which the partnership return is required to be filed.
A patnership that wishes to revoke such an
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two sentences, if a valid dection has been made
under Code 8754 and this section for a preceding
taxable year and not revoked in accordance with
Reg. 1.754-1(c), anew dection is not required to
be made. The statement must (i) set forth the name
and address of the partnership making the eection,
(i) be sgned by any one of the partners, and (iii)
contain a declaration that the partnership dects
under Code 8754 to apply the provisions of Code
§734(b) and §743(b).

(2) Thisprinciple may beilludrated by
the following example:

A, aU.S citizen, isamember
of partnership ABC, which has not
previoudy made an dection under
Code 8754 to adjust the basis of
partnership property. The partnership
and the partners use the cendar year
asthetaxableyear. A sHlIshisinterest
in the partnership to D on January 1,
1971. The partnership may dect under
Code 8754 and this section to adjust
the basis of partnership property under
Code 8§734(b) and Code 8§743(b).
Unless an extension of time to make
the eection is obtained under the
provisons of Reg.19100-1, the
eection must be made in a written
gatement filed with the partnership
return for 1971 and must contain the
required information. The return must
be filed by April 17, 1972 (unless an
extengon of timefor filing thereturnis
obtained). Thedectionwill apply todll
distributions of property to a partner
and tranders of an interest in the
partnership occurring in 1971 and
subsequent  years, unless revoked
pursuant to Reg. 1.754-1(c).

eection mugt file an gpplication setting forth the
grounds on which the revocation is desired. The
application must befiled not |ater than 30 days after
the close of the partnership taxable year with
respect to which revocation is intended to take
effect and must be sgned by any one of the
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patners. Examples of Stuations that may be
consdered sufficient reason for approving an
goplication for revocation include a change in the
nature of the partnership business, a substantia
increasein the assets of the partnership, achangein
the character of partnership assets, or an increased
frequency of retirements or shifts of partnership
interests, so that an increased adminigtrative burden
would result to the partnership from the eection.
No application for revocation of an dection will,
however, be approved when the purpose of the
revocation is primarily to avoid stepping down the
bass of partnership assets upon a transfer or
distribution.

D. Revenue Ruling 79-124

Revenue Ruling 79-124 addresses the
effect of Code §743(b) under the circumstances
described below:

Facts:

Husband, a domiciliary of a
community property date, was a
member of apartnership at thetime of
husband's death. Under dtate law the
interest  in the partnership was
community property of husband and
wife, but wifewas not amember of the
partnership under date law. The
election provided by Code §754 was
in effect with respect to the partnership
for 1976, the year in which husband's
death occurred.

One-hdf of the partnership
interest that was owned by husband
and wife as community property was
trandferred to husband's estate at
husband’ s desth and was included in
husband’'s gross edtate for federd
estate tax purposes. Husband's estate
was subsgtituted by the partnership asa
successor partner for purposes of
adminigtering the estate. Wife was not
substituted as a successor partner but
continued to own one-hdf of the
partnership interest  without being
congdered a member of the partner-
ship under state law.

Chapter Number 1

Revenue Ruling 79-124 summarized
the law asfollows

Code 8754 provides, in part,
that if a partnership filesan dectionin
accordance with regulations
prescribed by the Secretary of
Treasury, the bass of partnership
property will beadjusted inthe caseof
a transfer of a partnership interest in
the manner provided in Code §743.
That eection will gpply with repect to
dl tranders of interet in the
partnership during the taxable year
with repect to which the election was
filed and for al subsequent years.

Code 8743(b) providesthat if
the election under Code §754 is in
effect, in the case of atransfer of an
interest in a partnership by sde or
exchange or upon a partner’s death,
the partnership will (1) incresse the
adjusted basis of its property by the
excess of the basis to the transferee
partner of the partner's interest in the
patnership over the partner's
proportionate share of the adjusted
basis of the partnership property, or
(2) decrease the adjusted basis of its
property by the excess of the
transferee  partner's  proportionate
share of the adjusted bass of
partnership property over the basis of
the partner'sinterest in the partnership.
Such increase or decrease is an
adjustment to the basis of partnership
property with respect to the transferee
partner only.

Code 81014(a) provides, in
part, that the basis of property in the
hands of a person acquiring the
property from a decedent or to whom
the property passed from a decedent
will, if not sold, exchanged, or
otherwise disposed of before the
decedent's death by such person, be
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thefair market value of the property at
the date of the decedent's desth.
Code 81014(b)(6) provides
that property that represents the
aurviving spouse's one-hdf share of
property held by the decedent andthe
surviving spouse under the community
property laws of any date, or
possession of the United States or of

Revenue Ruling 79-124 goeson to say
that because one-hdf of the partnership interest
owned by husband and wifeascommunity property
was included in husband's gross edtate for federa
edtate tax purposes, wife's share of the partnership
interest isconsidered, under Code §1014(b)(6), to
have been acquired from husband upon husband's
death. Husband's haf of the partnership interest
was actudly transferred to husband's edtate at
husband's desth. Therefore, the basis of the entire
partnership interest in the hands of husband's estate
and wife is to be determined in accordance with
Code 81014(a). In addition, for purposes of Code
8743(b), both husband's community interest and
wifes community interest in the partnership interest
are considered to have been transferred, upon the
desth of husband, to husband's estate and to wife
reoectively.

Revenue Ruling 79-124 holds that
adjustments to the basis of partnership properties
under Code §8743(b) are to be made in respect of
the portion of such propertiesthat isalocabletothe
entireinterest in the partnership that was owned by
husband and wife as community property
immediately preceding the desth of husband.
Furthermore, the same result would goply if wife
predeceased husband.

E. Code 82704

If there is a lgpse of voting or
liquidation rights in an entity that is controlled by a
family before and after the lgpse, the individud
holding theright will be deemed to havetransferred
by gift or incluson in that individud's gross estate
the amount determined equd to the excess of the
vaue of dl interes in the entity hdd immediately
before the lapse (determined as if the voting and
liquidation rights were non-lapsing) over the vaue

Advanced Estate Planning Strategies, 2000

any foregn country, shdl be
consdered to have been acquired
from or to have passed from the
decedent if at least one-hdf of the
whole of the community interest in the
property wasincludiblein determining
the value of the decedent'sgrossestate
for purposes of the federd edtate tax.

of theinterest immediately after thelapse. If thereis
alapse of vating or liquidation rightsin an entity that
is controlled by afamily before and after the lapse,
the lapse will be disregarded and the interest
transferred will be treated as if there had been no
lapse. Code 82704(a) may be avoided entirely by
not having lapsing liquidation or voting rightsin the
FLP. Or Code §2704(a) can be made applicable
by drafting the FL P to contain lgpsing liquidation or
voting rights.

A voting right is a right to vote with
respect to any matter of the entity. In the case of a
partnership, agenerd partner'sright to participatein
management is avoting right. The right to compel
the entity to acquire al or a portion of the holder's
equity interest in the entity by reason of aggregeate
voting power istreated asaliquidation right and not
as avoting right. A liquidation right is aright or
ability to compd the entity to acquire dl or a
portion of the holder's equity interest in the entity.
A voating right or a liquidtion right may be con
ferred and may lapse by reason of a state law, the
corporate charter or bylaws, an agreement, or other
means. A lapse of a liquidation right or avaoting
right occurs a the time a presently exercissbleright
isredricted or diminated. A transfer of an interest
that results in the lgpse of aliquidation right is not
subject to Code 82704(a) if the rights with respect
to thetransferred interest are not restricted or dimi-
nated. For example if a holder owned 70%
interest in an entity and the entity could be liquidat-
ed by a 66 2/3% vote of the ownership interet,
and the holder gifts 10% ownership interest to the
holder's children and, thus, could no longer cause
the entity to liquidate because of the holder's
aggregated voting power, then the loss of the hold-
er's liquidation right is not subject to the Code
§2704(a) valuation provisons.  The rights
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associated with the 10% interest transferred to the
children must not be otherwise redricted or
eiminated.

Theremay beatechnica problemwith
lgpsing voting rights that may arise by operation of
some state law or by contract. Thisproblem arises
when agenerd partner attempts to withdraw from
the FLP and has that generd partner's generd
partnership interest, which has voting rights,
converted to a limited partnership interest, which
lacksthose corresponding vating rights. Thelossof
those voting rights will be a lgpse of voting rights,
which will be caught by the Code §2704(a)
vauation provisons.

There may be away to draft an FLP
S0 that a limited partner has a liquidation right by
aggregated voting power. Later have the limited
partner transfer part of his limited partnership

VI. THE SOLUTION

After reviewing Code 8743, Code
8754, Code §2704(a), and their accompanying
Regs, Revenue Ruling 79-124, and al published
private letter rulings discussing Code 82704(a),
there is a way to solve the problem of how you
overcome the loss of the step-up in badis for the
assetsin an FLP at the death of the first spouse to
diethet would otherwisebe avallableto the assatsif
they werenot in an FLP and till preservetheability
to receive va uation discountsfor limited partnership
interests at the death of the second spouse to die.
The FLP agreement isdrafted with alimited ligbility
company (“LLC") asthe genera partner, owning a
1% generd partnership interest, and mom and dad
asthelimited partners, each owning 49.5% limited
partnership interest. Mom and dad each own 50%
membership interest in the LLC generd partner.
The FLP agreement is drafted so that any limited
partner who owns a least 45% of the limited
partnership interest has the right to cause a
liquidetion of the partnership. This follows Reg.
25.2704-1(f), EXAMPLE 7. InExample?,
dad owns 80% of the stock in a corporation and
because of his aggregated voting power, he hasthe
right to liquidate the corporation. If dad were to
transfer 5% of the ownership in the corporation to
esch of his three children so that his ownership
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interest S0 thet thereis aloss of aliquidation right
because the limited patner no longer has
aggregated voting power to liquidate the part-
nership. Thelapse of theright to liquidatethe FLP
because of aloss of an aggregated voting power
will not be algpse of aliquidation right subjected to
the provisons of Code 2704(a) and its
accompanying Regulations.

F. Reg. §25.2704-1.

Reg. 25.2704-1 provides that if, after
any redriction described in Code 82704(b) is
disregarded, the remaining requirementsfor liquida:
tion under the governing insruments are less
redtrictive than the State law that would gpply inthe
absence of the governing instruments, the ability to
liquidate is determined by reference to the
governing insruments.
interest in the corporation was reduced to 65%,
which is beow the 70% ownership interest
requirement necessary to liquidate the corporation,
then dad has aloss of liquidation right because of
theloss of aggregated voting power. Assuming that
the 5% ownership interest in the corporation that
was transferred to each of the three children were
transferred with al ther associated voting and
liquidation rights, then dad’s loss of a liquidation
right because of histransfer of ownership interestin
the corporation to his children is not subject to the
provisions of Code 82704(a).

Following the Example 7 in the Regs,
the FLP may be drafted so that the limited partner
who owns45% limited partnership interest or more
has a liquidation right by his aggregated voting
power. If alimited partner owns 49.5%, then the
limited partner could trandfer 4.5% of his limited
partnership interest, through annua exclusion gifts,
and ill have the right to liquidate the partnership.
If it is anticipated thet the limited partner will make
more than 4.5% trandfer in limited partnership
interest through annud excluson gifts then the
threshold to dlow alimited partner to liquidate the
partnership could be reduced to 40%. Thiswould
alow the limited partner to gift away up to 9.5% of
his limted partnership interest through amua
excduson gifts and 4ill retain the right to liquidate
the partnership.
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Assuming that dad and mom retain
aufficient limited partnership interest each (45% or
more limited partnership interest) and dad diesfirg,
then the limited partnership interest owned by dad
would be included in dad’ s gross edtate for estate-
tax purposes virtudly undiscounted. The limited
partnership interest included in dad's gross estate
would receive a step-up in basis to the fair market
vaue of the limited partnership as of the date of
dad's death in accordance with Code §1014. If
dad’'s and mom’'s limited partnership interest is

Once the outsde bass of the limited
partnership interest of both mom and dad and the
corresponding assets insde the FLP have been
adjusted upward, then the executor will be in a
positionto fund aQTIP pecuniary marital deduction
trust (“marital trust”). It isimportant to avoid the
problem identified in Estate of Chenoweth v.
Commissioner, 88 T.C. 1577 (“Chenoweth”). In
Chenoweth, a controlling ownership interest of a
business entity wasincluded in the husband' sgross
edtate, but themarita trust was funded with minority
interestsin that same business entity, which resulted
in an underfunding of the maritd trust. Thus, it is
critica that the marital trust be funded with a
sufficient percentage of dad's limited partnership
interest that will dlow the trustee to liquidate the
FLP. Toinsurethat thisisthe result, the FLP must
be drafted so that the executor, and succeedingly
the trustee of the maritd trugt, continuesto havethe
right to vote the limited partnership interest in a
manner that will dlow themto liquidatethe FLP. In
this plan, we are not concerned about funding the
goplicable equivdent exduson amount (unified
credit) to abypasstrust, because we have sufficient
other assets to fund the bypass trust or the
gpplicable equivaent excluson amount has aready
been used through prior gifts. Please note that be-
cause of dad's liquidation right in the FLP, we will
not be able to pack the bypass trust with
discounted limited partnership interests of thisFLP.
Ancther solution would be to have two or more
FLPs, onethat usestraditiond discount planning to
be usad in funding the bypass trust and one that
does not use traditiona discount planning at the
degth of thefirst spouseto dieto be used in funding
the maritd trudt.

Advanced Estate Planning Strategies, 2000

community property, then both dad's and mom’s
limited partnership interest will receive astep-upin
basis in accordance with Code §1014. In addition,
iIf the generd partner eects a Code §754 dection,
whichwill trigger aCode §743(b) adjustment of the
percentage of assetsinddethe FLPthat correspond
to dad's and mom's percentage of limited
partnership interest in the FL P, then those assetswill
receive a step-up in basis to their respective far
market values as of dad’ s date of death.

In drafting the marital trug, itiscritica
that the surviving spouse be granted a $5,000 or
5% withdrawa right thet meetsthe requirements of
Code §82041(b). If mom (the surviving spouse in
our example) isnot given thiswithdrawd right, then
it becomes moredifficult to place the maritd trustin
a postion to have its limited partnership interest
subjected to minority interests and lack of
mearketability discounts at the time of mom’ s death.
If the trustee of the marital trust continues to have
the right to liquidate the FL P, then the maritd trust
limited partnership interest will not be discounted at
the surviving spouse’ s death and will not be ableto
aval itsdf of the benefits provided in the case of
Estate of LouisF. Bonner, S . v. United Sates of
America 84 F.3d 196 (5th Cir. 1986) (“Bonner™).

If mom has a continuing right to withdraw $5,000
or 5% of the trust corpus, whichever is gredter,
from the maritd trust each year, then the trustee of
the marital trust could digtribute limited partnership
intereststo mom. And mom could then make gifts
of or sl limited partnership intereststo other family
members or the bypasstrugt. It iscritica that the
limited partnership interests withdravn by mom
from the maritd trust be transferred with dl of their
ated voting and liquidation rights. Because of
atrandfer of a smal portion of limited partnership
interests as a result of mom’'s exercise of her
withdrawvd right, sufficient limited partnership
interests are transferred from the marital trust and
subsequently from mom so that the trustee and
mom no longer have the right to respectively
liquidatethe FLP. Aslong asthetrandferred limited
partnership interests are transferred with dl of their
associated voting and liquidation rights, then the
lapse of aliquidation right that occurs because of a
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transfer of an ownership interest in the FLP will not
be a lgpse of a liquidation right caught by the
provisions of Code §2704(a).

Another reasonto draft themarital trust
50 that mom hasa$5,000 or 5% withdrawal right is
to avoid any conflict with or reluctance on the part
of the trustee of the marital trust. A trustee could
be concerned and/or the Internal Revenue Service
(“Service’) could argue that the trustee who
transferred or sold the limited partnership interests
that resulted in the loss of the trusteg's right to
liquidetethe FLPwould be abreach of thetrustee' s
fiduciary duty by causing the corpus of the marita
trus to Sgnificantly decrease. If mom has the
absolute right to withdraw limited partnership
interests of the marita trugt, then the trustee is not
responsible for and, thus, should not be liable for
any decrease in the corpus of the marital trust.

The FLP must be drafted so that the
executor for the estate of a family member or the

Mom could also make giftsor ses of
limited partnership interests owned by her to other
family membersor the bypasstrust. When sufficient
limited partnership interests have been withdrawn
from the maritd trus and mom has transferred
sufficient limited partnership interests owned by her
S0 that the respective ownership interests of the
marita trus and of mom is bdow the 45%
liquidation threshold, then both the maritd trust
limted partnership interes and mom’'s limited
partnership interest would be subject to minority
interest and lack of marketability discounts at the
time of mom’s death.

The Bonner case Louis F. Bonner
died in January, 1989. At thetime of hisdeeth, he
owned undivided interests in rea and persond
property. The other undivided interests were
owned by a QTIP trust established by the will of
Bonner’s wife, who died in 1986. A maitd
deduction was alowed on the property that passed
to the QTIP trust. The vaue of the property inthe
QTIP trust was included in Bonner’s edtate in
accordance with Code 82044, and the value of the
properties owned by Bonner were included in his
estate in accordance with Code §2033. Thefair
market valuefor the property hed jointly by Bonner
and the QTIP trust was $2,000,500. Bonner's
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trustee of atrust for the benefit of afamily member
are dl permitted transferees. Then if apartnership
interest is transferred to any of these permitted

transferees, they will not be assgnees of limited

partnership interests but full, admitted limited
partners. If any of these permitted transfereeswere
only assgnees of limited partnership interests, then
there could be a problem under Code §2704(q) if

the Service could prove that the transferee of the
limited partnership interest was only an assignee.

The Service might argue that therewasalapse of a
voting or liquidation right when therewas atransfer
of an asdgnegs interest in a limited partnership

interest. Or, inthedternative, they might argue that
if thetransferor (trustee or mom) continued to have
al of the voting rights over the assignee's interest
transferred, thetransferor would continueto have a
liquidation right in the FLP.

estate took a 45% discount for the fractiona

interests held by the estate. On cross motions for
summary judgment, the district court, adopting the
reasoning of the government, held that the estateis
not entitled to a refund of estate tax, granted the
government’s motion for summary judgment, and
denied the estate’ s motion for summary judgment.
Federd edtate tax is an excise tax on transfer of

property a desth, and, thus, vauation of property is
to be made at moment of desth. Thevaue must be
measured by interest that passes, in contrast with

interest held by decedent before desth or the
interest held by legatee after degth.

Courts have consgstently recognized
that thesum of dl fractiond interestsinaproperty is
less than the whole and have upheld the use of
fractiond interest discounts in vauing undivided
interests.  In Bonner, the government took the
position that the interest held by the QTIP trust and
the interest held by Bonner merged at the time of
Bonner's deeth, pursuant to the plain language of
Code 82044, extinguishing the fractiona undivided
interestsand resulting in 100% fee ownership of the
assets by the estate. The government contended,
and the digtrict court found, thet the* plain language
of Code 82044 resulted in 100% fee ownership by
the estate a the moment of Bonner’s degth, and
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precluded any potentid problems with fractiond

ownership. According to Reg. 20.2031-1(b), the
far market vaue is the price at which the property
would change hands between awilling buyer and a
willing seller, naither being under any compulsionto
buy or to sdl and both having reasonable
knowledge of rdevant facts. The“willing sdle” is
not the edtate itsdf, but is a typothetica sdler.

Therefore, family attribution, which dependson the
identity of sdller as the legatee and the executor,
cannot control the value of the asset.

Although Code 82044 contemplates
that the QTIP property will be treated as having
passed from Bonner for estate-tax purposes, the
dtatute does not require, nor logicaly contemplate
that in so passing, the QTIP assets would merge
with other assets. The assets in the QTIP trust
could have been left to any recipient of Mrs.
Bonner’s choosing, and neither Bonner nor the
edate had any control over ther ultimate
dispostion.

The as=ts, dthough taxed as if they
passed through Bonner's edtate, in fact were

Finaly, after the first spouse's death
and after the marital trust has been funded, then dl
of the partners of the partnership could, by
unanimous agreement, amend the partnership
agreement to change the definition of a permitted
transferee. The new définition for a permitted
transferee will require that a permitted transferee
have the status of an assignee and will no longer
automdticaly be conddered a subditute limited
partner. Thiswould mean that & the death of the
second spouseto die, the assignee'sinterest (of the
limited partnership interest) of that spouse and the
maritd trus would be vaued with the largest
vauation adjusment possble It is generdly
understood by most business gppraisers that an
assigneesinterest in alimited partnership interest is
vaued lessthan thelimited partnership interest itsdlf.

VII. SAMPLE LANGUAGE

To effectuate the outcome of this
outline, Section XV .A. of my partnership agreement
would reflect the following language:

Advanced Estate Planning Strategies, 2000

controlled at every step by Mrs. Bonner, which a
tax vauation with a fractiona interest discount
would reflect. At the time of Bonner’s death, his
edtate did not have control over Mrs. Bonner's
interests in the assets such that it could act as a
hypotheticd sdller negotiating with willing buyers
free of handicaps associated with fractiond
undivided interests.  The vauation of the assets
should reflect thet redlity.

The U.S. Court of Appeds, 5th
Circuit, reversed the Digtrict Court and stated that
fractiond interest discounts gpplied when vauing
decedent’s undivided interests in property for
federal estate tax purposes, even though remaining
interests were owned by a QTIP trust created by
decedent’'s spouse and were dso included in
decedent’s estate for federal estate tax purposes.
Interests held by the QTIP trust and by decedent
did not merge a decedent’s desth and using
fractiond interest discounts would reflect separate
disposition of assets made by decedent and
decedent’ s spouse.

XV. DISSOLUTION
Events of Dissolution. Any one of the

followmg eventsworks an immedi ate dissol ution of
the Partnership:

Section XVI.A.L. of my partnership
agreement would reflect the following language:

XVI. LIQUIDATION

Liquidetor.

o~ wWNE
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The ddfinition in the patnership
agreement for &"Permitted Transferee” would read
asfolows i

“Fermitted Transferee means(1) any

paison; (2) a trust created for the

benefit of person; and (3) any
ordanization described in each of the
foowing sections of the Code

8170(b)(1)(A), 8170(c), §2055(a)

ael §2522(a); and (7) a charitable

remainder trust crested under Code

8664. A Permitted Transferee, upon

reoeiving a trander of a Limited

Paitnership Interest, will be a

ubdtitute Limited Partner

agomaticaly without consent of any
oteer Patner and will have dl the
rights of a Partner.”

I

The patnership agreement dlows
certan transfarees to become subgtitute limited
partnerswithotit the consent of the other partnersif
(1) the transfesoccurs by reason of or incident to
the death, incompetence, or gift of the transferor
patner and (@) the transferee is a permitted
transferee as defined above.

Sartion 7.02 of the Texas Revised
Limited Partnprship Act dates that unless the
partnership agreement dates to the contrary, a
partnership interest isassgnableinwhole or in part.
The partnership agreement dates tha neither
record title not beneficid interest to a partnership
interest may batransferred without required consent
except as may e adlowed to apermitted transferee
in the agreemestt.
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Section 7.04 of te Texas Revisd
Limited Partnership Act statesthat an assignee of a
partnership interest may become asubgtitute limited
partner if al partners consent or the partnership
agreement provides. If a permitted transferee is
defined as having the satus of an assgnee, the
permitted transferee who receives a transfer of a
partnership interest will receive only a beneficid
interest as an assgnee.  An assgnee permitted
transferee may become a subgtitute limited partner
only by recalving required consent. |f a permitted
trandferee is defined as having the status of a sub-
ditute limited partner, the permitted trandferee who
recelves a trandfer of a partnership interest will
receive both record title and beneficid interest to
the partnership interest and have the status of a
subdtitute limited partner without receiving required
consent.

If you are atempting to utilize the
FLOP FLP technique, it iscritical that a permitted
transferee be defined as becoming an automatic
ubdtitute partner. Thisis necessary so that whena
partner transfers a limited partnership interest, the
limited partnership interest transferred will be
transferred with dl of its associated voting and
liquidation rights to meet the requirements of Code
§2704(a).

Section X11.B.3.b. of the partnership
agreement entitled " Transferee Has the Status of an
Assignee" would be revised to read as follows:

"Satus of a Transferee. If there has
been no pre-aranged transfer as
provided @a&bove, the executor,
adminigtrator, guardian, conservator,
or lega representative of a deceased
or incgpacitated Limited Partner will
have the status of a subgtitute Partner.
In accordancewith Section 7.05 of the
Act, that person may exercise dl the
deceased or incapacitated Limited
Partner's rights and powers to settle
the Limited Partner's edate or
adminigter the Limited Partner's prop-
erty, induding the right to become a
Limited Patner without obtaining
Required Consent."

Chapter Number 1

VIII. SUMMATION
If you want to utilize the FLOP FLP

technique, below isachecklist of itemsto consider:

1.De
2.Ex
3.Dri
4.Dri
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4. i Attempt to have dl patners
unanimoudy agree to amend the partnership
agreemenhto provide that a permitted transferee
will no longer automaticaly be consdered asubsti-
tute limited partner but only an assignee (the default
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Satus under the Texas Revised Limited Partnership
Act).

IX. CAVEAT
This is a new concept, untried and
untested, but should be available.
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