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Lack of BusnessAppraisal |sOnelndicator
That Note Transaction Was Not Bona Fide

IntheEstateof Winifred Hughesv. CIR, T.C. Memo.
2005-296, the U.S. Tax Court considered whether an
amount paid on a demand note after the death of the
decedent was deductible under sec. 2053 as a claim
against theestate. Thefact that abusinessappraisal was
not obtai nedin connectionwiththenotetransaction played
animportantroleinthecourt’ sanalysis.

Thedecedent’ shusband established ausedautomobile
dealership. The deal ership was not profitable and bor-
rowed money fromrel atedwholly-ownedentities. In 1996,
thehusband died. At that time, thedeal ershipwasinsol-
vent and the estate reported it had avalue of zero.

All the dealership’s stock was held in trust for the
decedent following her husband’ sdeath. Shenever was
involvedwiththebus nessof thedeal ership. Management
of thedeal ershipwasl eft totheexecutor of thehusband' s
estate, who had power of attorney over the decedent
followingthedeath of her husband andwoul d becomeher
executor.

“...avaluation was not obtained in connection with
thetransaction.”

IN1997, thededl ershipturnedamodest profit of $29,663
onsalesof $1.9million. However, it owed $964,257toa
family limited partnership. Thegenerd partnershipinter-
est was held by the decedent’s trust and the limited
partnershipinterestswereheld by thedecedent’ schildren
andgrandchildren. That year theexecutor inhiscapacity
as manager of the dealership and as the decedent’s
attorney infact sold 4,000 sharesof thedealershiptothe
decedent for a$400,000 demand note. Negotiationsre-
gardingthetransactiondid not occur andaval uationwas
not obtai nedin connectionwiththetransaction. Further-
more, theexistenceof thetransactionwasnot disclosedto
theaccountantsand bookkeepersof thedeal ership.

IN 1999 thedecedent passed away. Between 1997 and

theval uationdate, thedecedent did not makeany principal
or interest payments on the note nor did the dealership
demand any payments. Upon her death, the executor
made ademand upon the estate which paid the amount
due. $400,000 was transferred from the estate to the
dealershipandthenfromthedealershiptothe FLP. The
estateclaimedadeductionof $400,000under sec. 2053. It
a soreportedtheval ueof thedea ershiptobezerobecause
it had returnedtoitsinsolvent state. The|RSdenied the
deductionandthematter proceededtotria beforetheTax

Court. ,
continued on page 2

Valuation Discount Issue
Not Reached Due to Problems
With FLP Formation

In Mark W. Senda v. CIR, No. 05-1118 (8th Cir.
January 6, 2006), the U.S. Court of Appeasfor the
Eighth Circuit consideredwhether atransfer of publicly
traded stock toafamily limited partnership (FL P) made
closeintimetoagift of FL Pinterestswasanindirect
gift of theproratashareof thepublicstock for gift tax
purposes. The Sendasformed two FL Ps: onein 1998
and in 1999. The FLPs were similarly formed: the
Sendasheldthegeneral partnershipinterestandall the
limited partnershipinterestsexcept .03 percent. A .01
percent interest was held by each of their three chil-
dren.

After formation, the Sendas capitalized the FLPs
withpublicly tradedM Cl WorldComstock. TheSendas
contributed$2millioninstocktoFLPIin1998and$1.5
million to FLP Il in 1999. The children contributed
unsecured promissory notesrepresentingtheir prorata
contribution, whichamountedtolessthan $200 each.

continued on page 2
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that Note Transaction Was Not Bona Fide
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TheTax Courtinitialy noted, “ Anestatemay deduct the
valueof aclaimbased onadecedent’ spromiseto pay only
if the liability was contracted bonafide and for full and
adequateconsiderationinmoney or money’ sworth.”

The Court first addressed the question of adequate
consideration. The Court received testimony from the
dealership’ s attorney that the dealership had negligible
valueonthedateof thetransaction. TheCourt notedthat the
business had a negative net worth at times despite the
transactionandthemodest 1997 profit. Lastly it foundthat
the post-death payment of the demand notedirectly ben-
efited thechildren and grandchildren associated with the
FLP. Thus, thecourt concluded, “Wedonot believethat the
valueof ... [thedea ership’ §] stockincreasedfromzeroon
April 10, 1996 (asreported ontheestatetax returnfor ...
[the decedent’ s husband and signed by the decedent’s
executor]) to $400,000 on April 29,1997, andthenfell to
zeroonJuly 25,1999...." Therefore, the Court concluded
that thestock had novalueonthedateof thetransactionand
thetransactiondid not occur for full and adequateconsid-
eration.

“... the Court found that (the) transaction was a
testamentary disposition...”

TheCourt next determined whether thetransactionwas
bonafide, whichitdefined as“ingoodfaithandbargained
foratarm’ slength.” TheCourt considered several factors
inanalyzingthisquestion. Pertinent among thesewasthe
fact that abusinessval uationwasnot performedin connec-
tion with the transaction. Other facts included that the
executor stood onboth sidesof thetransaction, thecorpo-
rateaccountantswereunawareof thetransaction, and the
dealership made no demand for payment during the
decedent’slife. Therefore, the Court concluded that the
transactionwasnot bonafide.

Since the transaction was not bona fide and was not
madefor adequateandfull consideration, theamount paid
under thenotetothedeal ershipwasnot adeductibleclaim
under sec. 2053. Rather, the Court foundthat thistransac-
tion was atestamentary disposition for the benefit of the
decedent’ schildrenandgrandchildren. m
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Valuation Discount | ssue Not Reached Dueto

Problemswith FLP Formation
continued from page 1

On the same day that the FLPs were capitalized, the
Sendasgiftedtheir childrenlimited partnershipinterestsin
theFL Ps. The Sendasreported thefair market valueof the
giftsinclusiveof discountsfor lack of marketability andlack
of control (minority interest).

“...thecourtaffirmedthe Tax Court's characterization
of the transactions under the step transaction
doctrine.”

ThelRScontested theval uation of thegift. It arguedthat
the transfer to the children was an indirect gift of the
underlying public stock. The Tax Court agreed with the
IRS position. T.C. Memo. 2004-160.

TheTax Courtheldthatinorder for thegifttohavebeen
adirect gift of theFL Pinterests, whichwoul drai setheissue
of theapplicationof discountsresultingfromtheFL Pform,
theSendaswererequiredto provethat they capitalizedthe
FLPs before making the gifts. Based on the lack of
documentary support and the equivocal testimony of the
petitioner, theCourt determined, “ At best, thetransactions
wereintegrated ..., and, ineffect, simultaneous.” There-
fore, it appliedthesteptransactiondoctrineand concluded
that anindirect gift had been madeof theunderlying public
stock. Thisdecisionmooted theapplicability of discounts
issue.

The Sendas appeal ed to the Eighth Circuit wherethey
argued that the Tax Court erroneously found that the
evidencedid not conclusively show that thegift occurred
after thecapitalization of theFL Psor alternativelyiterred
inapplyingthesteptransactiondoctrineto consolidatethe
capitalizationandthegift transactions. TheEighth Circuit
initially noted, “This sequence [of the transactions] is
critical, becauseacontributionof stock after thetransfer of
partnershipinterestisanindirect gifttothepartners(tothe
extent of their proportionateinterest inthepartnership).”
(Emphasisinorigina). TheEighth Circuitthendeclinedto
disturbtheTax Court’ sdecision, notingthat thepetitioner’s
testimony conflictedwithhisdocumentary evidencemaking
both unreliable. Therefore it affirmed the Tax Court’s
decision that the transactions were effectively simulta-
Neous.

Itfurther affirmedtheapplicationof thesteptransaction
doctrinetothefactsof thiscase. It defined thedoctrineas
“Insomesituations, formaly distinct stepsareconsideredas

continued on next page
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continued

anintegratedwhole, rather thaninisolation, sofederal tax
liability isbasedonaredlisticview of theentiretransaction.”
The court found that based on the testimony of the peti-
tioner, hewasconcerned that thetransactionsoccurredon
the same day and not with the order of the transactions.
Therefore, the court affirmed the Tax Court’ s charac-
terization of thetransactionsunder the step transaction
doctrine. m

Buy-Sell AgreementsL essEffective
in Value Reduction When

Decedent RetainsControls

Buy-sdll agreementsareacommonly used mechanism
tocontrol thetransfer of closely-heldstock by stipulatingto
whomand at what pricethestock may betransferred. The
presence of a buy-sell agreement is one factor to be
consideredindeterminingthefair market valueof stock for
estate and gift tax purposes. A buy-sell agreement may
conclusively establishthefair market val ueof thesubject
stock whenit satisfiessevera conditions. Theseconditions
includethat: (1) thepriceisfixedanddeterminableunder the
agreement; (2) theagreementisbinding uponthepartiesin
lifeand death; (3) theagreement hasabonafidebusiness
purpose(thismay besatisfied by retention of family control
or ownership); (4) theagreement must not beatestamen-
tary device; and (5) theagreement must becomparableto
thoseenteredintoby third partiesat arm’ s-length. Estateof
Lauder v. CIR, T.C. Memo. 1992-736; |.R.C. sec. 2703.

Where the buy-sell agreement does not satisfy al the
above conditions and the estate relies upon the buy-sell
agreementtoestablishthefair market valueof thestock, the
priceindicated by thebuy-sell agreementisnot determina-
tiveof thefair market valueof thestock and any consider-
ationof theeffect of thebuy-sell agreement ontheval ueof
thesubject stock may bedisregarded.

Where a decedent has a controlling interest in the
business subject to the buy-sell agreement, the buy-sell
agreement runsafoul of the Lauder test and sec. 2703. In
Estateof Blountv. CIR, No. 04-15013 (11th Cir. October
31, 2005), thedecedent held 83 percent of aroad construc-
tioncompany, whichwassubject toabuy-sel| agreement
betweenthecompany and him. Thedecedent unilaterally
changedtherepurchasetermsfrom adjusted book valueto
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a fixed amount based on what the company needed to
continueto operate. Theremaining stock washeldinan
employeestock ownership plan, whichwasnot aparty to
thebuy-sell agreement.

TheEleventh Circuit affirmed the Tax Court and held
that thebuy-sall agreement did not establishthefair market
value of the businessfor estate tax purposes becausethe
buy-sell agreement did not satisfy several prongs of the
Lauder test. The court reasoned that since the decedent
couldanddidunilaterally ater thepricetermsof thebuy-sell
agreement while he was alive, the agreement was not
bindingonhiminlifeand death. Despiteexpert evidenceto
thecontrary, theagreement wasnot similar to agreements
entered into at arm’ s-length by third parties because the
expert’ sopinionfailedtoconsider thebusiness non-oper-
ating assets.

“TheEleventh Circuit... held thatthe buy-sell agreement
did not establish the fair market value...”

WhereBlount |ookedto establishthevalueof stock by
referencetoabuy-sell agreement, thediscount for lack of
marketability attributabl etoabuy-sell agreement may beat
risk wherethetermsof thebuy-sel| agreement donot satisfy
the sec. 2703 factors and the Lauder test. In Sidney E.
Smith 111 v. U.SA., No. 02-264-Erie (W.D. Pa. July 22,
2005), the decedent formed afamily limited partnership
(FLP)withhissontoholdafamily owned businessentity.
The FLP agreement contained an option in favor of the
partnersto purchasethestock onfavorabletermscarrying
interest at theapplicablefedera rate(AFR). Thedecedent
heldthegeneral partnershipinterestandthemajority of the
limited partnershipinterestsat all times. Hereportedthefair
market valueof giftedlimited partnershipinterestsinclusive
of alack of marketability discount, which factored the
presenceof thebuy-sell agreementintothediscount size.
The Western District of Pennsylvania held that the sec.
2703 appliedtodisregardthediscount for lack of market-
ability attributable to the buy-sell agreement. The court
reasoned that |RC sec. 2703 supplemented pre-existing
law. While sec. 2703 does not have abinding in lifeand
deathrequirement, the pre-existing Lauder test does. Since
thedecedent controlledtheFL Pinlife, thebuy-sell provison
intheFL Pagreement wasnot bindinguponhiminlifeand
death. Therefore, thediscount attributableto thebuy-sell
agreement wasdi sregarded.

Thecasesof Blount and Smith clearly show thepitfalls
tosuccessful useof buy-sell agreementsfor estateminimi-
continued on next page
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Reduction When Decedent Retains Controls Hempstead & Co. is a financial consulting firm
continued from page 3 providing services in the following areas:

zationwherethedecedent retainscontrol over thesubject * Valuations of Businesses and
entity at the time of his or her death. The harsh result Corporate’ Securities

observed in Blount and Smith, however, should be tem- Fairness Opinions

pered by consideration of Estateof Truev. CIR, (10th Cir. Valuations of Stock Options
No.02-9010 December 2, 2004),WhiChh€|d"Th€C€&|aN Valuations of Intangible Assets
doesgenerally indicatethat therestrictiveimpact of abuy- : :
sell agreement should beconsidered asafactor invaluing . :\'AOSS of B;SIZeSS.P?mage Analysis
the interests for estate and gift tax purposes even if its Croers _ cquis |on§
specificpricetermsareheldnot tobecontrolling. Weagree * Purchase Price Allocations

that the existence of such arestrictive agreement, and » Goodwill Impairment Testing
thebonafidebusinessreasonssupportingit, should be Professional designations of our staff include
acknowledged when determining thefair market value Accredited Senior Appraiser, American Society of

Appraisers (ASA), and Chartered Financial Analyst
(CFA). We welcome the opportunity to serve you.
Please call Mark Penny at (800)541-3323 or contact

The material presented in the Hempstead Letter should not be construed as i i mai i
definitivelegal, accounting, financial, or business advice nor shouldit be acted hlm Via e l at Jmpenny@hempgeadco'com'
upon without consultation with legal or other professional counsel.

of aninterest.” m

We'd like to hear from you! Please contact us regarding information found in The Hempstead Letter, or with any mailing address updates.
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