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*346  I. INTRODUCTION

A. Historical and Statutory Framework

Limited partnerships are becoming increasingly popular family planning vehicles because they provide centralized management
of assets, multi-generational aggregation of capital, simplification of ownership transfers, creditor protection, substantial
avoidance of probate and transfer tax valuation discounting opportunities. Although the Internal Revenue Service believes that
limited partnerships are popular solely because of the valuation discounts available for transfers of interests in partnerships by
gift or at death, this is simply not the case. The primary benefit for families who are presented with the idea of forming a family
limited partnership is not the availability of valuation discounts, but instead the flexibility provided by limited partnerships to
meet family planning objectives. Most clients are not as concerned that their estate will be consumed by estate transfer taxes
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as they are with the fear of losing control of their assets and developing planning mechanisms and gifting strategies which
develop a spendthrift mentality in their heirs. These goals are easily met if the parents retain direct or indirect ownership of the
general partner interests while transferring limited partner interests to more remote generations. Nevertheless, because one of
the substantial ancillary benefits of forming limited partnerships is the ability to transfer interests to third parties at significant
valuation discounts, determining and obtaining the proper valuation of limited partnership interests is essential.

Pursuant to Internal Revenue Code section 2501(a)(1), a tax is imposed for each calendar year on the transfer of property by

gift during such calendar year by an individual, whether a United States resident or nonresident. 1  Pursuant to Internal Revenue
Code section 2001(a), a tax is imposed on the transfer of the taxable estate of every decedent who is a citizen or resident of the

United States. 2  The estate tax was originally challenged as unconstitutional on the basis that, pursuant to Article I, Section 9,
Clause 4 of the United States *347  Constitution, “(n)o Capitation, or other direct, tax shall be laid, unless in proportion to the

census or enumeration herein before directed to be taken.” 3  Basically, the estate tax is levied directly on property and is an
unapportioned direct tax. Accordingly, to establish the gift and estate tax as a constitutional tax, the taxes have been established
not as a property or inheritance tax, but as a tax imposed upon the transfer of property.
The difficulty and the primary controversy surrounding the transfer tax system is that the tax is based on the fair market value of
the property which is the subject of the transfer. The focus of this paper is to discuss the key valuation principles and issues that
impact the valuation of traditional family limited partnerships for estate and gift tax purposes. The paper will also address the
valuation issues raised by Internal Revenue Code sections 2701, 2703 and 2704 in the context of the family limited partnership.

Limited partnerships as family planning vehicles do not have the long history enjoyed by closely held corporations. As a result,
there are substantially more cases that have addressed the issue of valuing stock of closely held corporations than interests in

partnerships. However, the Treasury Regulations 4  and many of the cases that have addressed partnership valuation clearly
state that the relevant valuation factors used to value corporate stock should also be relied upon and applied in valuing interests

in a partnership. 5  Accordingly, by analyzing the significant body of law available to establish valuation of corporate interests
and the partnership valuation cases reported during the past twenty years, the applicable valuation concepts are relatively well
defined. These integrated concepts provide an excellent foundation to establish the transfer tax value of a partnership interest.

B. Fundamentals of Transfer Tax Valuation

The foundation for transfer tax valuation is derived from the following principles: (1) “(t)he fair market value is the price at
which the property would change hands between a willing buyer and a willing seller, neither being under any compulsion to

buy or to sell and both having reasonable knowledge of the relevant facts;” 6  (2) gift transfer taxes are imposed only on what

is received by the transferee, *348  not on what was owned by the transferor; 7  (3) estate transfer taxes are imposed on what

was held by the decedent at his date of death and passed to his estate, not on what is transferred to the beneficiaries; 8  and (4)
the value of a partial interest in a corporation or partnership rarely equals the pro rata net asset value of the entity in its entirety
due to the legal rights and relationships that are established in the entity's organizational documents and the application of state

law to the interests being valued. 9

The “willing buyer-willing seller” principle is an objective test rather than a subjective test. The court in Estate of Watts v.
Commissioner. explained that the test requires the transaction “be analyzed from the viewpoint of a hypothetical seller whose

only goal is to maximize his profit on the sale of his interest.” 10  Thus, the basic premise for valuing the interest in the limited
partnership is what the selling partner could sell the partnership interest for in the open market to an unidentified knowledgeable

arms-length buyer. However, as will be explained below, the enactment of Chapter 14 of the Internal Revenue Code 11  has
resulted in the partial distortion of the “willing buyer-willing seller” principle through the mandate that artificial mechanical
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means be applied in some cases and that certain restrictions contained in the partnership agreement be ignored for purposes of

determining the value of a gift or the value of a decedent's interest in the partnership at death. 12

*349  II. ENTITY VALUATION; CALCULATING THE PREDISCOUNT VALUE OF THE PARTNERSHIP

An issue often overlooked by practitioners is the importance of developing a solid basis for their position with respect to the
valuation of a partnership. Ideally, a formal valuation would be performed by a professional appraiser to support the valuation.
However, these appraisals are expensive and are not always practical. Clearly, if the asserted value is challenged, a professional
independent appraisal will be required, but for purposes of calculating the value of annual exclusion gifts, a certified public
accountant will already be able to establish the appropriate value of the partnership and partial interests with the assistance of
a tax attorney, who should point out the relevant provisions and application of the partnership agreement, applicable state law,
valuation cases and Chapter 14 impact.

In establishing value, the Treasury Regulations for both estate and gift transfer taxes require that the fair market value of an
interest in a business be determined on the basis of all relevant factors including, a fair appraisal of all the business assets and the

demonstrated earning capacity of the business. 13  Neither the Internal Revenue Code nor the Regulations require that a formal
appraisal be acquired or that the information relied upon be disclosed with the gift or estate tax return. Nevertheless, for gifts of
stock of closely held corporations, the instructions that accompany the gift tax return require the submission of a current balance
sheet and income statements, as well as dividend information for the preceding five years, as supplemental documentation

to support the valuation. 14  The instructions only expressly apply to gifts of shares of stock; however, by analogy, the same
information is likely required and expected for transfers of interests in partnerships.

Despite the absence of any statutory or regulatory requirement that a formal appraisal or specific information be obtained to
support the valuation of a transfer of a partnership interest, the penalty provisions of the Internal Revenue Code necessitate
establishing a solid valuation foundation. For example, Code Section 6662(g) imposes a penalty for substantial understatement

of an estate or gift tax valuation. 15  However, Code Section 6664(c) provides an exception to the penalty if there was

reasonable cause for the understatement and the taxpayer acted in good faith with respect to the understatement. 16  *350
Nevertheless, the Treasury Regulations are clear that merely obtaining an appraisal will not shelter a taxpayer from the penalty,
but instead, the underlying basis for the appraisal will be the focus for determining whether there was reasonable cause for

the understatement. 17

Accordingly, it is not sufficient merely to read valuation cases and select an average valuation discount percentage from the
cases. At a minimum, an accountant who has experience with limited partnerships should be retained to review the business and
assets of the partnership. If real estate is involved, a real estate appraiser can generally provide an opinion as to the value of the
partnership's real property. In any event, the crucial starting point is to establish the value of the entire limited partnership before
considering the valuation concepts that must be carefully analyzed to determine the value of the partial interest being transferred.

A. Net Asset Value Versus Going Concern Value

Clearly the best indication of what a willing buyer and willing seller would agree upon as fair consideration is past arms

length sales of the entire partnership or partial interests in the partnership. 18  However, sales of interests in closely held limited
partnerships rarely occur, so the starting point is the determination of value for the entire partnership on a prediscounted basis.
While there are other acceptable approaches to valuation, as well as many variations, the “prediscount value” of the limited
partnership is typically determined based upon the “going concern value” or “net asset value,” or possibly a combination of
both. Historically, courts have favored the valuation of a business using a combination of both the going concern value and net

asset value approaches. 19  However, the relative weight that should be given to each method to determine the starting point is
uncertain. As explained by the court in Ward v. Commissioner, “(w)here there is an ongoing business . . . courts generally have
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refused to treat either asset value or earnings power as the sole criterion in determining stock value . . . . The degree to which
the corporation is actively engaged in producing income rather than merely holding property for investment should influence

the weight to be *351  given to earning power as opposed to net asset value.” 20  Not surprisingly, the predictable approach
taken by the Internal Revenue Service is the valuation approach which results in the highest value.

Simply stated, the going concern value of a partnership is determined by capitalizing its past and projected net earnings. 21  This
valuation properly recognizes that because the partners do not have the ability to unilaterally liquidate the limited partnership,
the only value to them in currently owning a partnership interest is their right to receive a distribution of earnings, which is

often substantially less than the net asset value of the partnership. 22  The net asset value, adjusted book value or liquidation
value of a partnership is simply determined by totaling the fair market value of all partnership assets and then reducing this
gross fair market value amount by the partnership liabilities. This approach to valuation assumes that the willing buyer will
have virtually no interest in the partnership's income earning capability and is only interested in owning an undivided pro rata
interest in the partnership's assets.

Watts v. Commissioner is illustrative of the dramatic differences that may occur if a going concern rather than a liquidation
approach is adopted as the appropriate prediscount approach to valuation. In Watts, the taxpayer argued that the proper
prediscount value of the general partnership should be determined using the going concern value, while the Internal Revenue

Service asserted that the liquidation value of the partnership should be the starting point. 23  The case involved an estate where
the decedent owned a fifteen percent interest in a timber company partnership that had been in business for over thirty years.
The parties generally agreed that the liquidation value and the going concern value of the decedent's fifteen percent interest
were $20,006,000 and $3,933,181, respectively, before the application of any valuation discounts to the decedent's minority

interest. 24  The primary asset of the limited partnership was an operating lumber company. 25  The Eleventh Circuit agreed with
the taxpayer and held that because the death of the partner did not cause the partnership to dissolve, but instead, the partnership
continued under the partnership agreement and state law, the partnership was properly valued on the basis of its going concern,

and not its liquidation *352  value. 26  Supporting the court's findings were three provisions in the partnership agreement which
were evidence of the intended continuity of the partnership beyond the death of a partner and the fiduciary responsibility of the
partners to conduct their activities in the best interest of the partnership. The provisions of particular note are as follows:
¶ 6. (n)o partner shall, except with the consent of the other partners, assign, mortgage, pledge, or sell his share in the partnership
or in its capital assets or property, or enter into any agreement as a result of which any person shall become interested with him
in the partnership, or do any act or make any commitment detrimental to the best interests of the partnership or which would
make it difficult or impossible to carry on the ordinary business of the partnership.

¶ 9. This partnership shall continue until dissolved by the voluntary action of one or more of the partners. The death of a partner
shall not cause the dissolution or termination of this partnership, which shall, in such event, continue as a partnership between
the surviving partners and the estate of a deceased partner or partners, by means of the substitution of the legal representative of
the estate of the deceased partner or partners until the deceased partner's estate is closed, and the partnership shall thenceforth
be continued as provided in paragraph 14 of the agreement. . . .

¶ 14. It is understood that each of the partners will have made provision for a testamentary disposition of their interest in the
partnership, so that in the event of a death of any of the partners their respective estates will be represented in due course
by trustees or others, who will be authorized to accede to the partnership interests and enable the partnership to be continued
without a dissolution or termination . . . ; and it is agreed that in the event of the death of any partner the surviving partners
and the legal representative of the estate of the deceased partner or partners, or the respective heirs or devisees shall either
reorganize the partnership and continue the same without dissolution or termination, or the partnership shall be transferred to
a corporation to be organized in which the legal representative of the estate or the respective heirs or devisees shall accept the
decedent's or decedents' proportionate share or shares as indicated by the profit and loss *353  sharing ratios set out herein of
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the corporate stock of the corporation in complete discharge of the claims against the partnership and the partners on account

of his or her partnership interest. 27

The court was also impressed by the fact that the decedent had made specific reference in her testamentary trust to maintain the

partnership interest being valued in trust following death. 28  The provisions of the trust were as follows:

My trustee shall hold said interest as the sole asset in this trust and shall be relieved of any fiduciary duty to sell said interest for
the purpose of creating a diversity of investments. My trustee shall have no authority to sell said interest except in a transaction

in which a majority of the holders of equity interests in said company (or any successor thereof) sell their interests. 29

The court reasoned that because there was no reasonable prospect of liquidation of the partnership, the liquidation value of

the partnership was irrelevant. 30  Further, the court explained that in determining the “reasonable prospects of liquidation,” it
was not focusing on the subjective intent of the partners, but instead, the court explained that liquidation was unlikely because
of the legal restrictions placed upon the partners' interest by the partnership agreement which were fully commensurate with

state law. 31  The partnership agreement prohibited any partner from undertaking any act detrimental to the best interest of

the partnership. 32  As justification for its conclusion, the court explained, “(i)t seems that dissolving in order to liquidate (the

partnership) may be construed as a 'detrimental' act.” 33

Nevertheless, even if there are implied or contractual restrictions on the ability to dissolve and liquidate a partnership, the nature
of the underlying partnership assets could result in the prediscount value of the partnership being determined on the basis of
the net asset value. The court in Harwood v. Commissioner rejected the going concern approach because the business of the
partnership *354  consisted solely of acquiring timber for the use of its affiliated companies; therefore, the partnership's value

was tied directly to the current value and expected future value of its timber holdings. 34  Potential purchasers would most likely

be more interested in the partnership's net asset value than its past earnings. 35

Even if the partners do have the clear ability to liquidate the partnership, it is not clear that this power will cause the partnership
valuation to be based solely on the net asset value of the partnership. In Estate of Curry v. United States, the court stated that
the power to liquidate does not necessarily result in the conclusion that liquidation value should govern since liquidation could

not occur because the majority shareholders had a fiduciary duty to protect the interests of the minority shareholders. 36  Thus,
although it is not advisable to include in a partnership agreement a provision giving a partner the power to unilaterally liquidate
the partnership, if the situation arises where a partner does have this power and valuation is necessary, an argument exists that
the state and common law fiduciary duties owed by one partner to another will mitigate against the sole application the net asset
value to determine the prediscount value of the partnership.

The basic principle that can be derived from the Watts, Harwood and Curry decisions is that the nature of the underlying
partnership assets and the business conducted by the partnership will determine which valuation method the courts will accept
to determine the prediscount value of the partnership. If the partnership business consists of an operating business, the going
concern approach would be given priority. However, if the partnership is largely asset based and its value is more directly tied
to the fair market value of its assets, the net asset value will be considered a more appropriate approach to entity valuation.
However, the wisdom of selecting a combination of the approaches bears careful scrutiny. A more appropriate approach would
be to consider the income earning capability of the partnership during its existence with consideration of the underlying asset
value at the time the partnership business is concluded, the partnership business is wound up and the partnership liquidated. Due
to the very nature of limited partnerships, there is normally a term of years established for the life of the limited partnership.
An arms-length willing buyer would clearly consider the partnership's *355  earnings, underlying asset values and the length
of partnership in determining the fair value of a partnership interest.
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B. Tiered Discounts and Premiums Applicable in Determining the Prediscount Value

In determining the prediscount value of the partnership, consideration must be given to the actual fair market value of assets
in the partnership and whether the assets should be discounted from their apparent face value. For example, if the partnership
holds an undivided fifty percent interest in a parcel of real property, the value should be reduced from its pro rata value as a

whole to properly reflect a fractional interest discount for the partial interest in the real property. 37  Also, if the partnership
owns a minority interest in another partnership or corporation, the same valuation principles that are applied in valuing the
limited partnership interest must also be applied in valuing the partnership's interest in another partnership or corporation. The
following are some of the discounts and premiums that may be applicable when calculating the net asset value contributed to
or owned by the limited partnership.

1. Restricted Securities Discount

The sale of unregistered securities in interstate commerce is prohibited by the Securities Act of 1933 unless a specific exemption

to the registration requirement is present. 38  Similar restrictions are found in state blue sky laws. 39  Although interests in a
family limited partnership that are not publicly traded will not likely be considered “securities” for purposes of the applicable
securities laws, the fact that the limited partnership owns securities that must be registered or come within an exemption from
registration is a sufficient basis for discounting the securities when the partnership assets are being valued.

In Estate of Piper v. Commissioner, the Internal Revenue Service argued that the discount from the market price that is associated

with the unregistered stock should not exceed the cost involved in registering and selling the restricted stock. 40  However, the
taxpayers *356  argued that because the stock could only effectively be disposed of through a private placement, a substantial

discount from the market price was warranted. 41  The court agreed with the Service and rejected the taxpayer's position because

they failed to establish why the stock could not have been registered. 42  Nevertheless, the court allowed a ten percent discount

from the market price of the stock to compensate for the costs of registration and sale. 43

The court in Estate of Gilford v. Commissioner allowed a discount of thirty-three percent to reflect the restricted nature of a

block of stock that could not be sold without registration. 44  The court adopted the taxpayer's appraisal which followed the
guidelines of Revenue Ruling 77-287 for valuing the restricted stock. The Ruling requires that in evaluating the market value
of restricted stock, the following must be considered: (1) the size of the issuing company measured by its sales; (2) the size and

pattern of its earnings; (3) the trading market; and (4) resale agreement provisions. 45

2. Portfolio Discount

Another discount that should be considered in determining the net asset value of a limited partnership that owns marketable
securities is the discount for having a nondiversified portfolio. In Estate of Piper v. Commissioner, the corporations in question

held only realty and a block of unregistered publicly traded marketable securities. 46  The taxpayers asserted that a discount in
excess of seventeen percent would be proper, but the Internal Revenue Service argued that the discount should be equal to ten

percent of the net asset value of the corporations. 47  In concluding that the discount should be seventeen percent, the court relied
on a study conducted by the taxpayer's valuation expert that examined the relation of market price to the net asset values of

twenty-four “publicly traded closed-end investment companies.” 48  The court agreed with the expert that the highest discount

found in the study was applicable because of the subject corporations' “relatively unattractive portfolios.” 49

*357  3. Blockage and Absorption Discounts
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The general rule that is applied when valuing publicly traded securities is to refer to the market price at the time of valuation. 50

However, even if the securities in question are registered or exempt from registration, if a substantial amount of securities are to
be valued, consideration must be given to the impact that liquidating these securities on the open market in a short time frame
would have on the market price. The adjustment to the market value is referred to as the blockage discount and is expressly

recognized in the Treasury Regulations. 51  This discount is allowed because when a large block of property is being valued,
the proper approach is to value the block as a whole as if all the items were offered for sale at the moment of transfer, and

not on an item-by-item basis. 52

Although the Treasury Regulations only discuss blockage discounts in the context of securities, the same rationale can be
applied to justify a “market absorption discount” with respect to other types of property. For example, in Carr v. Commissioner,

the taxpayers had gifted shares of stock in a corporation whose assets consisted primarily of large parcels of real estate. 53  In
valuing the real property to determine the value of the stock, the taxpayers argued that a market absorption discount should be

applied. 54  The court agreed that a thirty percent discount was appropriate when valuing the lots “in order to reflect the absence

of time within which to make an orderly disposition of the property.” 55

The application of these discounts depend upon the taxpayer establishing that the asset could not be disposed of within a

reasonable time without depressing the market value, thus resulting in a lower net book value for the entity holding the asset. 56

*358  4. Fractional Interest Discount

Discounts for fractional interests in real estate are appropriate for the same reason that discounts are allowed to reflect the
discounted value of minority interests in closely held businesses. When an undivided interest in real estate is owned, the owners
of such interests cannot act unilaterally; permission must be obtained from the other owners of the property in order to determine
the use of the property. Joint owners of real estate are constrained by the covenant of quiet enjoyment from interfering with
the others' use of the property in the same manner that partners and shareholders owe fiduciary duties to their fellow owners.
Notwithstanding a potential right of partition, the value of an undivided ownership in real estate is worth something less than
the percentage of ownership multiplied by the fair market value of the real estate as a whole. Further, the fractional interest
discount is available without regard to the identity of the owners of the interests in the real estate. For example, if fifty percent
of the real estate is owned by a limited partnership and the other fifty percent is owned by anyone other than all of the partners

in the limited partnership, then the discount should be available. 57  In light of Revenue Ruling 93-12, 58  which ruled that an
interest in a business should be valued for gift tax purposes without regard to the familial relationship of the donee to the other
owners of the business, an argument exists that the relationship of the parties should not be a factor to consider in determining
the extent of the discount.

Unlike owners of closely held businesses that do not have the unilateral right to realize their pro rata share of the underlying
value of the business's assets by causing a dissolution of the business, owners of undivided interests in real estate generally do

have the power to partition. 59  However, partitioning property is expensive and, depending upon the location of the property,
partitioning may be unavailable due to the local zoning laws. Typically, the fractional interest discounts range from ten to

twenty-five percent of the prediscount value of the underlying property. 60

*359  However, in determining the value of the real estate, particular attention must be paid to the specific type of property
involved. For example, in the case of LeFrak v. Commissioner, the court allowed a thirty percent discount from the prediscount

value of the subject apartment and commercial buildings that were subject to substantial mortgages. 61  In Estate of Walker
van Loben Sels v. Commissioner, the court concluded that a sixty percent discount was appropriate for an undivided interest

in tracts of timberland. 62
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While the Internal Revenue Service abhors fractional interest discounts, they have recognized that the floor for the discount

should be the cost of partitioning the property. 63  When a limited partnership owns other partial interests in closely-held
corporations or partnerships it is critical that these partial interests also be properly valued. These interests should be valued
applying all of the principles contained in this paper with significant emphasis on the valuation concepts set forth in Section
III. Of particular importance are the proper application of the discounts for lack of marketability and minority interest.

5. Partnership Goodwill

In determining the prediscount value of the partnership, the Treasury Regulations require that special attention be given to

allocating an adequate value to the goodwill of the business. 64  In the context of a limited partnership that does not own an
operating business, it is unlikely that goodwill will be included in the value of the business because the value of the partnership
depends on its underlying assets. The court in Barber v. Commissioner explained that no marketable goodwill exists where
the earning power of a business depends on an asset, a business advantage, or a source of patronage which the owners of the

business are unable to convey to a purchaser. 65  *360  “The recognition of goodwill for tax purposes requires a transferable

expectancy of continued earnings in excess of a fair return on the tangible assets of the business.” 66  Examples of intangibles
that only have value to the present holder and would negate the presence of marketable goodwill include “the personal skill of
the owner, a nonassignable franchise, an unusual consumer demand for the product of the business and a captive market which

a sale of the business would itself destroy.” 67

In Estate of Maddock v. Commissioner, the court noted that goodwill should not enter into the valuation process because it was
unlikely that a partner could have realized any value for his share of the goodwill by demanding a dissolution and liquidation

of the partnership prior to his death. 68  Maddock provides an argument that even if the proper discount for the loss of a key
person cannot be quantified, the loss of the key person should still provide a basis for reducing or eliminating the goodwill of
the partnership from the valuation of the general partner's interest.

The importance of establishing the proper prediscounted value of the partnership is critical. A review of recent valuation cases
clearly indicates that the courts recognize the ability to discount the value of a partial interest in a closely held business for many
factors such as lack of marketability, lack of control-minority interest, key person discounts and others, once the initial value

is established. 69  However, these same cases reveal that many courts may adopt a Solomon approach in reaching their final

conclusion as to the initial prediscounted value of the entity. 70  Using the Solomon approach, the courts initially cite the factors
relied upon by each party, then praise and criticize each appraiser and then, often without providing any analysis, conclude that
based on all the facts and circumstances, the proper aggregate discount should be X%. Frequently, this percentage is somewhere
between thirty to fifty percent. As a result of this approach, the key to obtaining the proper valuation is to begin with the correct
prediscount value of the partnership.

*361  III. VALUING THE TRANSFERRED PARTNERSHIP INTEREST

After the prediscount value of the partnership is determined, the next step in the valuation process is to identify which interests
are being subjected to the transfer tax system. At this point, a distinction must be made between interests which are being
valued for estate transfer tax purposes and interests being valued for gift transfer tax purposes. Although the concept appears
simple enough for valuation purposes, the concept of the “transfer” and application of the value of the transferred interest must
remain the focal point.

For example, for estate transfer taxes, the focus is on the property that passed to the decedent's estate and not on what was

received by the decedent's beneficiaries. 71  Thus, if the decedent held more than fifty percent of the partnership interests in the
partnership, then the prediscount value of the decedent's partnership interests are the subject of the control premium even if the
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beneficiaries of the estate each receive minority interests in the partnership. 72  However, if the decedent does not hold over fifty
percent of the partnership interests, the valuation for estate transfer tax purposes will not differ significantly from valuation for
gift transfer tax purposes because the decedent only held a minority interest. Notwithstanding the aggregation of the decedent's
interest, for estate transfer taxes, if the same interests in the partnership were transferred to the same beneficiaries through inter
vivos gifts, the focus would not be on what the donor held, but instead, would be on the value of interests transferred to each

donee. 73  In the hands of the donees, the minority interests transferred to each will have a value less than the aggregate value
of the interests held by the donor, if the donor held a majority interest before death.

The distinction that is made, depending on whether the partnership interests are the subject of testamentary transfers as opposed
to *362  inter vivos transfers, presents a planning opportunity for individuals who hold a controlling interest in a partnership.
If the controlling partner intends to transfer his interest to other family members, the individual should be advised to consider
making transfers during his lifetime in order to reduce the higher estate tax burden associated with majority ownership of the
partnership interests.

As will become evident from the discussion below, depending on the facts and circumstances of the subject case, there are
multiple discounts and premiums that may be applicable to the valuation of limited partnership interest that is being transferred.
The application of the discounts and premiums does not merely involve the aggregation of the percentages, but instead, the
discounts and premiums must be applied one at a time. In addition, consideration must be given to Chapter 14, which may
disallow the application of a particular discount in a familial setting that would otherwise be applicable, based upon the willing
buyer-willing seller definition of fair market value. Nevertheless, discount valuation planning continues to be an important
transfer tax planning technique in a post-Chapter 14 environment. Whenever possible, transfers involving closely held business
interests should be structured as transfers of minority interests so that the transfers qualify for minority and marketability
discounts.

For years, the Internal Revenue Service unsuccessfully attempted to aggregate family owned interests to determine fair market
value. These attempts have been futile in both an estate and gift tax context. Fortunately, the Internal Revenue Service finally
conceded in Revenue Ruling 93-12 that an interest in a business should be valued for gift tax purposes without regard to the

family relationship of the donees to the other owners of the business. 74  The result has been that the Internal Revenue Service
has eliminated the aggregation concept except to the extent of the statutory applications under Chapter 14. While there is no
aggregation of interests held by different family members, if multiple interests in the same partnership are held by a single
partner, it is likely that the various interests will be aggregated. For example, the court in Estate of Lee v. Commissioner
concluded that, in the context of a decedent who held both preferred and common stock in a corporation, the two classes of

stock should be valued together as a single block of stock because on the open market they would be marketed together. 75

*363  A. Discount for Lack of Marketability

Discounts for lack of marketability have been allowed by courts to reflect that stock or a partnership interest in a closely-

held business enterprise is less attractive and more difficult to market than publicly traded interests. 76  The fact that there is
not a readily accessible market to sell interests in a closely-held partnership substantially increases the risks of ownership due
to the inability to achieve liquidity within a short period of time. Frequently, the marketability discount is bundled with the
other discounts, such as discounts for lack of control which are available to minority interests, to arrive at an overall discount.
Accordingly, it is more difficult to establish the appropriate level of marketability discounts. However, the most critical time
to make a case for lack of marketability is when the interest being valued is not a minority interest but rather a majority or
controlling interest. In the case of Estate of Folks v. Commissioner, the court allowed a forty percent discount from the value
of stock in a closely-held real estate investment company even though the decedent owned sixty-two percent of the outstanding

stock. 77  The court agreed with the expert's opinion that while the decedent owned over fifty percent of the outstanding stock
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and may have been able to force liquidation, the illiquid nature of the assets resulted in the ability to force liquidation having

no value. 78  Even in situations where the majority shareholder or general partner can liquidate the business and sell the assets
separately, courts will likely grant lack of marketability discounts due to the difficulty of finding a buyer for the interest who

would be willing to force a liquidation in order to obtain the underlying assets. 79

Limited partnerships will always have at least two partners; therefore, the issue of valuing the interest of a sole partner will never
arise. On the other hand, it would not be unusual to have a valuation of a controlling partnership interest. In such situations,
corporate cases such as Estate of Bennett v. Commissioner, which allowed a fifteen percent discount for the lack of marketability
of shares of a sole shareholder, should be carefully reviewed for determining the marketability *364  discount applicable to

a majority partner's interest. 80

While other discounts may stand on their own merit, in applying the discount for lack of marketability, it is essential to address
the control premium issue and the fiduciary discount issue at the same juncture so that the ultimate valuation will be reflective
of each of these interrelated concepts.

B. Discount for Lack of Control-Minority Interest Discount

A minority interest discount is allowed to reflect that a shareholder or partner who owns less than a majority of the managing or

voting interests in an entity cannot control or have a meaningful voice in the management of the business. 81  This inability to
impact the day-to-day decisions provides the opportunity for a discount because the holder of such an interest could not control

decisions which would impact future earnings, compensation or management of the entity. 82

The Internal Revenue Service has been extremely reluctant to accept minority discount concepts in valuing family owned
limited partnerships and corporations, even though they have been particularly unsuccessful in challenging minority discounts.
However, with the issuance of Revenue Ruling 93-12, the Internal Revenue Service has essentially abandoned the minority
discount issue. The question now becomes a reflection of how great the minority discount should be for the particular interest
being valued. Typical minority discounts range from twenty five percent to fifty-five percent of the prediscount value of the

partnership interest. 83  The court in Gallun v. Commissioner allowed a discount of fifty-five percent of the prediscount value
of a business whose assets consisted of an investment portfolio, to take into account the inability to liquidate the entity and

reach the investments assets. 84

*365  C. Discount for Loss of a Key Person

Probably the most obscure discount is that which is allowed for the loss of a key person. In the context of limited partnerships,
this discount will only arise with respect to the valuation of a general partner's interest because only general partners are allowed
to participate in the management of the business. The Fifth Circuit in United States v. Land explained that “when the value of
an interest in a corporation or partnership depends in part on the decedent's ability, activity, or goodwill, the value for estate

taxes will be reduced to reflect the loss of the decedent.” 85

The court in Estate of Rodriguez v. Commissioner held that in determining the going concern value of a business, an adjustment

to the expected earnings of the business due to the loss of a key person is appropriate. 86  The court explained that “(w)here . . .
a traumatic event shakes the business so that its earning power is demonstrably diminished, earnings should be properly

adjusted.” 87  The court rejected the Internal Revenue Service's assertion that no adjustment was necessary merely because the

business held a life insurance policy on the key person's life. 88  In the court's opinion, this argument understated the importance

of the key person. 89
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In addition, Revenue Ruling 59-60 explains that in valuing the stock of a closely held business, the loss of a key person may

have a depressing effect upon the value of such business. 90  The ruling also states that the loss of the key person and the
absence of management succession potentialities should be taken into consideration in analyzing the future expectancy of the

business. 91  However, the ruling further explains that consideration must be given to whether the business is of a type that
will not be impaired by the absence of the individual and whether the loss to the business is either adequately covered by
life insurance or mitigated by the ability to employ competent management for the same consideration that was paid to the

decedent. 92  Nevertheless, it appears that on at least one occasion the courts have rejected the Service's assertion that the loss

of a key *366  person can be offset by life insurance proceeds and other factors. 93

In Estate of Feldmar v. Commissioner, the court rejected the Service's assertion that no key person discount should be applied
because the loss of the decedent's services were more than compensated by insurance, on the basis that insurance proceeds

are more in the nature of a non-operating asset and thus would not enter into a going concern valuation. 94  The Feldmar court
concluded that an “investor would expect a (thirty-five percent) discount for the loss of a key employee . . . because (the

business) suffered a serious loss when (the) decedent took to his grave his considerable expertise.” 95  However, the court also
directed that the discount be reduced to twenty-five percent to account for the possibility of the business finding a new leader

to replace the decedent. 96

D. Control Premium

When general partner interests are being valued, the issue of a control premium must be addressed. A premium is the opposite
of a discount in that it requires an upward adjustment from the prediscount value of the interest in the partnership. The issue
of control premiums most often arises in the valuation of a majority interest in a corporation, but since the general partners of
a limited partnership occupy the same position as the majority shareholders, the same concepts should apply to the valuation
of a general partner's interest in a limited partnership.

A control premium does not attach merely because the interest is a general partner interest. Instead, the interest must be the
majority or controlling general partner interest. As explained by the court in Estate of Newhouse v. Commissioner, “(c)ontrol
means that, because of the interest owned, the shareholder can unilaterally direct corporate action, select management, decide the

amount of distribution, rearrange the corporation's capital structure, and decide whether to liquidate, merge, or sell assets.” 97

The owner of less than fifty percent of the stock or general partner interests does not have this type of “control” and thus should

not be subject to the control premium. 98  *367  The ability to participate in management decisions is not sufficient; any holder

of voting stock or a general partner's interest has these rights. 99  Instead, a control premium is supportable only if the holder

of the interest can unilaterally make these decisions. 100

In the context of a limited partnership, using the Newhouse analysis, a control premium would only attach if the holder of the
general partner interest could unilaterally act on behalf of the partnership. If there are multiple general partners, and no partner
holds over fifty percent of all the general partner interests, then none of the general partners will be subject to a control premium.

If a control premium is applicable, then, as explained by the court in Estate of Salsbury v. Commissioner, the premium “is
generally expressed as the percentage by which the amount paid for a controlling block of shares exceeds the amount which
would have otherwise been paid for the shares if sold as minority interests and is not based on a percentage of the value of the

stock held by all or a particular class of minority shareholders.” 101  In Salsbury, the court concluded that a thirty-eight percent
premium was appropriate to reflect that the controlling shareholder could elect the entire board of directors, remove persons

from the board and direct the business affairs of the corporation. 102



MICHAEL RAPPS 7/13/2011
For Educational Use Only

VALUATION OF FAMILY LIMITED PARTNERSHIP INTERESTS, 32 Idaho L. Rev. 345

 © 2011 Thomson Reuters. No claim to original U.S. Government Works. 12

Generally, the taxpayers will attempt to mitigate the effects of a control premium. However, in the Estate of Chenoweth v.
Commissioner, the taxpayer made the argument that a control premium should be included in order to increase the amount of

a marital deduction. 103  In agreeing with the taxpayer, the court explained that “simply valuing the (fifty-one) percent share of
the company's stock qualifying for the marital deduction at a mechanical (fifty-one) percent of the total value ascribed to the
stock for purposes of inclusion in the gross estate would not give effect to the additional element of value for control which

inheres in that block of stock.” 104  In dicta, the court also explained that even though the sum of the values allocated to both
the minority and majority blocks of stock may not exceed the value of the stock to the decedent who held one hundred percent
prior to his death, it may be possible for the sum of the value of both blocks to be less than the value to the decedent if minority

*368  discounts exceed the control premium. 105

The court in Estate of Feldmar v. Commissioner concluded that investors would be willing to pay a fifteen percent premium

for a controlling block of shares. 106  However, the court also correctly concluded that the control premium should be offset by

a discount for loss of a key person. 107  Of the cases reviewed, Feldmar is the only decision which addressed both the loss of
key person discount and control premium. Nevertheless, the control premium should still be offset by the discount for loss of
key person. In the context of general partner interests in limited partnerships, these adjustments should always be considered.
In the case of Oman v. Commissioner, the court concluded that a control premium of twenty percent should be applied when
valuing a seventy-five percent interest in a closely held corporation because a purchaser would have been able to liquidate the

company and control the management and policies of the company. 108

The policies which support the segregation of interests held by family members for purposes of identifying which interests are
to be valued are also recognized in the area of control premiums. The court in Estate of Lee v. Commissioner, in addressing the
issue of the valuation of stock for estate transfer tax purposes, concluded that a control premium was not appropriate in valuing

a block of eighty percent of the outstanding stock that was held by the decedent and her husband as community property. 109

The court based its conclusion on its opinion that the State of Washington, where the decedent was domiciled, followed the
“item theory” of community property, which provides that each spouse has an undivided interest in each community asset as

opposed to an undivided interest in the community property as a whole, which is the case in an aggregate theory state. 110

From these cases, the following principles can be derived: (1) a control premium will only attach if the recipient of the general
partner interests hold over fifty percent of all the general partner interests *369  in the partnership; and (2) a control premium
will be mitigated by the discounts for lack of marketability and the presence of fiduciary obligations owed by the controlling
general partner to the other partners.

E. Swing Vote Premium

The swing vote premium is the backstop to the control premium. This premium has not been addressed in the context of limited
partnerships, but it is likely that the analysis that has been applied to voting shares of a corporation will be equally applicable
to general partner interests in limited partnerships. One of the first cases to address the issue of a swing vote premium in the

context of a corporation was Estate of Winkler v. Commissioner. 111  In Winkler, although the decedent only held ten percent
of the voting stock, the United States Tax Court held that the decedent's block of stock had “swing vote characteristics” and was

thus subject to a ten percent premium instead of a minority discount as argued by the estate. 112  According to the Winkler court,
a block of stock has swing vote characteristics when, as a result of the ownership percentages of other shareholders, the holder

of the subject block is able to combine his voting power with another shareholder and effectively control the corporation. 113

The swing vote premium requirement in the context of gift transfer taxes was confirmed by the Internal Revenue Service in

Technical Advice Memorandum 94-36-005. 114  The Memorandum addressed gifts of thirty percent interests in a corporation to
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the children of the donor. 115  The Service advised that because each block of stock had the swing vote characteristics discussed

in Winkler, the value of each block of shares was enhanced. 116

It can be anticipated that the Service will argue that the swing vote premium will be applicable without regard to the relationship
of the partners or shareholders. The application of the swing vote concept has been broadly criticized for two reasons. First,
pursuant to the willing buyer-willing seller concept, it is difficult to conceive that *370  an arms-length buyer without any
prearranged agreement, would attach additional value to a minority interest. Secondly, the use of this concept totally ignores
the concept of the transfer tax that valuation applies to what is being transferred, not the speculative value of what is created
following the event of transfer.

F. Discount for Fiduciary Obligation

The next factor that should be taken into consideration is the discount for the fiduciary obligation owed by the general partner to
the limited partners. The extent of the discount available is unclear, as it is often overlooked. At a minimum the discount should
offset the control premium or swing vote premium that may attach to a general partner's interest. The basis for this discount is
the state law fiduciary obligations that a general partner owes to the limited partners.

Although this discount has not been discussed in many cases, the existence of the general partner's fiduciary obligations to the
limited partners has been recognized by the courts and the Service in the context of Internal Revenue Code sections 2036(a)
and 2503(b). The analysis in these contexts can be applied by analogy to justify a reduction from the prediscount value. Section
2036(a)(2) in general requires that the gross estate of a decedent include the value of property that the decedent transferred to
a third party for less than full and adequate consideration, if the decedent retained the right to designate the persons who will

possess or enjoy the property or income therefrom. 117  In the context of a limited partnership interest, the Internal Revenue
Service has addressed the issue of whether Section 2036(a)(2) applied to an individual who transferred a limited partner interest

to a family member while retaining the general partner interest in the same partnership. 118  The Service has ruled that because
the decedent general partner occupied a fiduciary position with respect to the other partners and could not distribute or withhold
distributions or otherwise manage the partnership for purposes unrelated to the conduct of the partnership business, the limited

partner interest would not be included in the decedent's gross estate under Section 2036(a)(2). 119

Another area where the general partner's fiduciary obligations to *371  limited partners is recognized is in determining whether
the transfer of a limited partner interest qualifies for the Code section 2503(b) annual exclusion. Under Section 2503(b), the
first $10,000 of any gifts of present interest in property are excluded from the total amount of gifts made during the year.
If the interest in the property is a “future interest”, then the transfer does not qualify for the Section 2503(b) exclusion. In
addressing this issue, the Internal Revenue Service has ruled that, although a limited partner does not have the ability to compel
the general partner to make distributions from the partnership, the transfer of the limited partner interest still qualifies for the

annual exclusion because of the general partners' fiduciary duties to the limited partners. 120

The specific issue of a general partner's fiduciary obligations to a limited partner has not been addressed by the courts in Idaho.
However, the cases addressing the fiduciary duties of a majority shareholder to the minority shareholders should be applicable

in the limited partnership context. 121  In the case of Steelman v. Mallory, the Idaho Supreme Court, in recognizing that both
majority shareholders and directors owe a fiduciary duty to the minority shareholders, explained that:

In the past, some courts have permitted majority shareholders to exercise, without any restriction other than good faith, whatever
powers they had as controlling shareholders under the statutes and the corporation's charter and bylaws; and . . . not to the
minority shareholders. This view that the controlling shareholders and the directors do not owe fiduciary duties to minority
shareholders appears outmoded, at least as applied to squeeze-outs and other attempts to eliminate minority shareholders or to
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deprive them of their proportionate rights and powers without a just equivalent. Where several owners carry on an enterprise

together . . . their relationship should be considered a fiduciary one similar to the relationship among partners. 122

*372  IV. CHAPTER 14

While a complete discussion of Chapter 14 is beyond the scope of this article, it is imperative that Chapter 14 be considered
when valuing limited partnership interests, since the provisions of Internal Revenue Code sections 2701, 2703 and 2704 will
apply for valuation purposes to virtually every inter vivos and testamentary transfer of partnership interests. Chapter 14 of
the Internal Revenue Code was passed as a replacement to Section 2036(c) of the Internal Revenue Code. Congress enacted

section 2036(c) of the Internal Revenue Code, as part of the Revenue Act of 1987. 123  Section 2036(c) was designed to abolish

certain asset valuation freezes. 124  “Asset valuation freeze,” “estate freeze” and “asset freeze” are shorthand expressions for
the procedure by which business owners change the nature of their interests in a business or enterprise to remove all or a
substantial part of the future appreciation in the value of their respective interests in a business--the growth interests in the
business--from their taxable estates for federal estate tax purposes. Consequently, an “estate freeze” involves a conversion of
growth interests in a business or enterprise (limited partnership) into interests that have little or no growth potential except
through income accumulation. Limited partners with preferred interests only in the partnership are prime examples of enterprise
interests that have very little growth potential through appreciation because they tend to be fixed-yield investments. On the
other hand, general partner interests unfettered by a restrictive partnership agreement are examples of interests with substantial
growth potential through appreciation. The design of the partnership freeze typically results in freezing the value of the parents'
interest in the partnership. Generally, the parents receive virtually all of the income from the partnership and future generations
receive all future appreciation without imposition of the estate or gift tax.

The House of Representatives Ways and Means Committee Conference Report accompanying the enactment of Section 2036(c)

stated that there were two reasons why Congress decided to punitively tax estate freezes. 125  The first stated reason was that
inherent difficulties *373  exist in valuing partnership interests that are sold or given away by a transferor in conjunction with

an estate freeze transaction. 126  According to the House Report, the Internal Revenue Service did not have the resources either

to value the partnership interests adequately or, in some cases, even to detect that a gift had been made. 127  The second stated
reason for penalizing estate freeze transactions was essentially that these transactions are testamentary in nature, because the

transferor retains income in the partnership and thus retains enjoyment of the whole enterprise until the moment of death. 128

Alternatively, if a transferor had created a trust and retained the right to receive income from the trust for life, the trust corpus

would be includible in the transferor's gross estate for federal estate tax purposes under Section 2036(a)(1). 129  The courts had
refused, however, to treat preferred partnership interests as if the transaction was equivalent to a retained life estate for purposes

of including the value of the entire partnership in the decedent transferor's estate under Section 2036(a)(1). 130  According to

the House Report, it was necessary for Congress to remedy that refusal by adopting Section 2036(c). 131

On March 22, 1990, Chairman Rostenkowski of the House Ways and Means Committee introduced a discussion draft of a new
statute which would create a new Chapter 14 of the Internal Revenue Code and repeal Section 2036(c), which was broadly
viewed as too overreaching in its potential application. The two most directly applicable provisions of Chapter 14 to the valuation
of limited partnership interests are Section 2701, which is titled “Special Valuation Rules in the Case of Transfers of Certain
Interests in Corporations or Partnerships,” and Section 2704, “Treatment of Certain Lapsing Rights and Restrictions.”

Section 2701 was adopted to attack the so-called “freeze transactions” which were formerly the target of Section 2036(c).
The provision applies to transfers of interests in a partnership which has more than two classes of interests. While Section
2701 provides what on the surface appears to be a simple mechanical test for freeze transactions, the provision results in
significant distortion of valuation as *374  compared to historical valuation concepts. Section 2704 was enacted to correct
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certain perceived valuations abuses associated with lapsing rights as illustrated in Estate of Harrison v. Commissioner, 132  and
artificial liquidations restrictions under the control of family members. Consistent with Section 2701, the apparently innocuous
provisions of Section 2704 may result in substantial gifts which were not intended and are foreign to traditional concepts
of valuation. However, an important exception in Section 2704(b)(3)(B) provides that if the liquidation restrictions in the
partnership agreement are consistent with state law restrictions, then they will not be ignored for purposes of valuing the interest

that is being transferred. 133

The following is an example of the valuation method required by Section 2701:

A and his wife B form limited partnership X. Upon formation, A and B each own five percent general partner interests and
forty five percent limited partner interests. Under the partnership agreement, A and B as holders of the general partner interests,
are entitled to receive a non-cumulative distribution of $30,000 each year. The distribution right results in a prediscount
value of $180,000 for the combined ten percent general partner interest and a prediscount value of $20,000 for the combined
90 percent limited partner interest. Shortly after forming the partnership, A and B gift a forty five percent limited partner
interest to each of their children, E and F. In valuing the limited partner interests, Section 2701 assigns a zero value to the
distribution right associated with the general partner interests, since the partnership is controlled by the family and the right is

non-cumulative. In general, by utilizing the subtraction method required by the Treasury Regulations, 134  the combined ninety
percent limited partner interest is assigned a prediscount value of $180,000 (200,000 x 90%) instead of a prediscount value
of $20,000 (200,000-180,000).

The following is an example of when a deemed transfer can occur under Section 2704:

D and D's two children, A and B, are partners in limited partnership X. Each has a three and one third percent general partner
interest and a thirty percent limited partner interest. The partnership agreement provides that D is the only general *375  partner
who holds a unilateral liquidation right and D's family members are prevented from liquidating D's limited partnership interest
immediately after D's death. Under state law, in the absence of the restrictions in the partnership agreement, D's family members
could liquidate the partnership. The prediscounted value of D's combined interest in the partnership, coupled with the right to
liquidate, is $10,000,000 because D has the ability to reach the underlying assets by liquidating the partnership. However, the
prediscounted value of A and B's interests in the partnerships is only $2,000,000 because the value of their interest is derived
solely from the right to receive distributions from the partnership. Under traditional valuation concepts, upon D's death, the
value of the partnership interest would be $2,000,000 because the right to liquidate lapsed. Nevertheless, under Section 2704,
upon D's death, for valuation purposes the restriction on the family's ability to liquidate the partnership is disregarded and the
amount of D's gross estate is increased by $8,000,000, the difference between the value of D's interest before and after the lapse
of the liquidation right. Section 2704 requires the $8,000,000 increase despite the fact that no actual transfer occurred and the

partnership interests held by D's family members were not enhanced by reason of the lapse or D's death. 135

Consistent with the intent of Sections 2701 and 2704, substantial phantom gifts are attributed to these transactions and thus to
the parents in each example. While these examples appear surrealistic on the surface, they are reflective not only of the intent,
but also the mechanically appropriate application of Sections 2701 and 2704.

The general premise of Chapter 14, and in particular Sections 2701 and 2704, is that the family must own or control at least
fifty percent of a corporation. However, in the case of a limited partnership, control is represented by holding any interest as

a general partner. 136  Fortunately, however, Sections 2701 and 2704 only apply to the extent that senior equity interests and

subordinate equity interests are established by the partnership. 137  Differences between voting and nonvoting interests alone are

not considered as senior and *376  subordinate interests. 138  Accordingly, if the limited partnership does not have established
classes of interests, other than with respect to voting and nonvoting interests, the special and unusual valuation rules of Sections
2701 and 2704 may and should be avoided in the context of the limited partnership.
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There are two major concerns in assuming that the punitive valuation provisions of Sections 2701 and 2704 may be avoided
merely by maintaining a capital structure where the only clear differences between general and limited partnership interest are
in voting rights. First, most practitioners are laboring under the misconception that limited partnerships created prior to October
1990 are grandfathered. Second, practitioners believe that establishing unusual employment arrangements or potential priority
liquidation rights on a limited basis will be outside the scope of Sections 2701 and 2704. To the contrary, the legislative history
is clear that Section 2701 shall apply to all transfers after October 8, 1990, and Section 2704 applies to restriction or rights (or
limitations on rights) created after October 8, 1990.

More importantly, the improper structuring of employment agreements or the establishing of preferences for one group of
partners versus another causes a valuation to be inadvertently governed by Sections 2701 and 2704, because senior and
subordinate interests are created outside of the scope of an otherwise carefully designed agreement that provides class
distinctions between the partners based on voting rights alone. For example, consider Technical Advice Memorandum
93-52-001, wherein a decedent exchanged all of the outstanding voting common shares of a corporation for nonvoting shares in
a recapitalization, after which the corporation executed an employment agreement with the decedent's son-in-law under which

the latter received the only outstanding voting common shares and an annual salary for five years. 139  The Internal Revenue

Service opined that this transaction constituted the lapse of a liquidation right held by the decedent. 140  Because the employment
agreement provided for annual compensation in excess of that which would have been paid to an unrelated third party, the son-
in-law was deemed to have obtained a class of voting common shares on which a cumulative preferred dividend equal to the

excess annual compensation was to be paid. 141  Consequently, the transaction resulted in the transfer of a *377  preferred
equity interest by the decedent because the son-in-law obtained an equity interest in the corporation that was senior to the

nonvoting common shares retained by the decedent. 142  As a result, the unilateral liquidation right attributable to the decedent's

retained subordinate interest was eliminated. 143  Accordingly, the transfer and the execution of the employment agreement
constituted a gift by the decedent for purposes of Section 2704.
Internal Revenue Code section 2703 applies to certain buy-sell and share purchase valuation strategies, including any restrictions

on the transfer or valuation of partnership interests. 144  Pursuant to Section 2703, certain buy-sell agreements, option rights and

restrictions will be disregarded in determining the valuation of an interest in property transferred under such an agreement. 145

Unlike Section 2701, this section is not limited to partnership and corporate interests. The general rule is that, for estate and
gift tax purposes, values will be determined without regard to any option, agreement or other right to acquire or use property
(such as a lease) at a price less than the fair market value of the property (determined without regard to the existence of the

option, agreement or right) or any restriction on the right to sell or use such property. 146  However, importantly, this general
rule will not apply and any such agreement will be relevant in determining the value of the interest if the agreement meets the
following requirements: (1) it is a bona fide business arrangement; (2) the agreement is not a device to transfer such property
to members of the decedent's family for less than full and adequate consideration in money or money's worth; and (3) its terms

are comparable to similar arrangements entered into by persons in arms-length transactions. 147

The first two requirements are viewed to be merely a codification of past case law. 148  However, the third element of the

test requires that the restriction be evidenced by general business practice. 149  Such a concept is foreign to most closely-held
enterprises, and especially family partnerships, because of their unique characteristics.

The Treasury Regulations require that all three elements be met *378  separately. 150  The Regulations also require that the

right or restriction be similar to arm-length arrangements 151  which necessarily should include consideration of the following:
(1) term of the agreement; (2) current fair market value of the property; (3) anticipated changes in value during the term of the
agreement; and (4) adequacy of the consideration.
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If an existing buy-sell provision in a partnership pre-dates October 9, 1990, care must be exercised to ensure that a substantial
modification to the agreement does not occur since, unlike Sections 2701 and 2704, agreements and arrangements governed

by Section 2703 are grandfathered. 152  However, if there is a substantial modification, then the agreement will be subjected to
the provisions of Section 2703 requiring a demonstration that non-family members would enter into similar arrangements. In
most cases, a pre-October 1990, partnership agreement will not be worth preserving, since the regulations provide that adding
more remote generations to the partnership by a gift or otherwise is equivalent to a substantial modification. However, if the
partnership does not have valuation problems under Sections 2701 and 2704, it may be wise to retain the agreement without
modification.

The fundamental premise of the Chapter 14 provisions is that valuation should not be determined by artificial conditions imposed
by family members. On the other hand, the Internal Revenue Service appears to be content with the concept that discounts
and traditional valuation concepts should apply if the discounts arise from common commercial practices and the application
of state statutes.

V. SPECIAL VALUATION CONSIDERATIONS: IMPACT OF SECTION 2032A ELECTION ON DISCOUNTS

For estate transfer tax purposes, Internal Revenue Code section 2032A allows an election to be made to value certain real
property using special valuation methods. In general, for estate transfer tax purposes, qualifying farm real property can be
valued based upon its current use, and not its highest and best use, if the recipients of the property agree to continue to use the

real property as farm property. If the election is made, the reduction in value can be up to $750,000. 153  The farm property does
not have to be held outright by the decedent in order to qualify for special valuation. *379  Section 2032A(g) provides the
Secretary of the Treasury with express authority to proscribe regulations that extend the special valuation method to qualifying

property held in a partnership or corporation. 154  However, as is often the case, the regulations have yet to be promulgated. In
Estate of Hoover v. Commissioner, the court explained that “(a)lthough the language of (g) does not explicitly authorize the
revaluation of a decedent's stock, it backhandedly tells us that Congress did not want the estate of a stockholder in a family

corporation to be deprived of the benefits of section 2032A.” 155

Initially, it appears that Section 2032A may provide an opportunity for tiered discounts. However, the courts that have addressed
this issue are divided. On at least two occasions, the United States Tax Court, without much elaboration, has refused to allow the

application of a minority discount in conjunction with a Section 2032A reduction in value. 156  Nevertheless, the Tenth Circuit
Court of Appeals recently reversed one of the Tax Court cases and held that the potential $750,000 reduction in value allowed by

Section 2032A is a reduction from the “fair market value” of the property. 157  In determining the fair market value of the interest

in the property, the court held that minority and marketability discounts must also be considered. 158  The court explained that
the proper method of determining the value of the property within Section 2032A requires the following steps: (1) ascertain
the special use value of the property and multiply this value by the decedent's interest therein; (2) ascertain the prediscounted
value of the property, multiply this value by the decedent's interest therein, then apply the relevant marketability and minority
discounts to determine the true fair market value; and (3) reduce the true fair market value of the interest by $750,000. The

resulting Section 2032A valuation of the property will be the lesser of the values determined in steps (1) and (3) above. 159

VI. ALPHABET SOUP

With the recent statutory creation of several new entities with the word “limited” contained in their nomenclature, significant
confusion *380  has developed relative to the appropriateness of each entity as a family planning vehicle. Limited partnerships
continue to possess several unique discount valuation attributes that are not generally characteristic of or uniformly common
to limited liability companies (LLCs), limited liability partnerships (LLPs) and limited liability limited partnerships (LLLPs).



MICHAEL RAPPS 7/13/2011
For Educational Use Only

VALUATION OF FAMILY LIMITED PARTNERSHIP INTERESTS, 32 Idaho L. Rev. 345

 © 2011 Thomson Reuters. No claim to original U.S. Government Works. 18

While LLCs and LLPs have been authorized in Idaho by statute since 1993 and 1995, respectively, LLLPs are not authorized

by statute in Idaho, but are authorized in states such as Virginia 160  and Delaware. 161

The critical valuation attributes of limited partnerships, in addition to a well developed case law history, are:

1. Limited partnerships by statute create classes of partners, general and limited;

2. Under most state statutes, limited partnerships designate a transferee of a partnership interest as an assignee only and not
a partner; and

3. Limited partnerships, for a period of years, do not provide partners with an opportunity to withdraw from the partnership
prior to the expiration of its term.

These characteristics are generally not available for LLCs and LLPs and may be available only on a limited basis when LLLPs
are finally adopted.

The use of the word “limited” has created a great deal of confusion. For example, in LLCs and LLPs, limited is a reference to
limits on liability and not to a class of participation, as is the case of a limited partner versus a general partner. Therefore, in
order to establish class distinction for LLCs and LLPs, the practitioner has two choices. The first choice is to establish bifurcated
classifications by drafting or creating the distinctions in the enabling document. This approach is of little value because the
classes are not established by statute but, rather, by the parties. Presumably, since the parties would be family members, the
provisions would be ignored by the application of Internal Revenue Code sections 2703 and 2704. The second choice is to select
an LLC statute, such as is available in Virginia, which was carefully manipulated to provide better valuation characteristics.
Query the intelligence of adopting this strategy when the Internal Revenue Service will question this as forum shopping. Without
any case law support and history, it seems reckless at best to trade known valuation treatment for speculative valuation treatment.
Undoubtedly, as the case law develops, there will be greater *381  certainty as to the valuation characteristics of LLC and
LLP interests. However, it appears that ultimately, limited partnerships and LLLPs will be the preferred entities of choice if
discount valuation and creditor protection issues are the motivating factors in the family planning. These two entities will very
likely have available by statute many of the same characteristics that have been addressed and reasonably well analyzed in
transfer tax valuation situations.

VII. CONCLUSION

With the adoption of Chapter 14, the valuation of limited partnership interests in the family planning context has clearly become
more complicated. However, the traditional concepts of valuation continue to be the foundation to determine the prediscount
valuation of the entire partnership and the transfers during life or at death of partial partnership interests. Under a worst case
scenario, it appears that the valuation of partnership interests will be determined using an underlying asset approach, while the
best-case scenario would result in applying a going concern approach. In either event, once the prediscount value of the limited
partnership is determined, the value of partial interests will be established after applying the historical valuation discounts set
forth in this paper. Before adopting an “alphabet soup” strategy, care should be taken to explain to the client that there are no
currently existing cases that assist in the definitive valuation of LLC, LLP and LLLP entities or interests therein. Until such time
as significant case law is available, it would appear that these entities would be more valuable as creditor protection devices
than family planning vehicles.
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